
Lecture 1: 
 

Financial Accounting:  
 

Balance Sheet: what assets does it have 
 
Income Statement: looks at how efficiently a business is using these assets 
 
Cash flow Statement: does it have the money to pay the bills 
 
External users: shareholders, investors, creditors, suppliers, etc.  
 
 Management Accounting: 
 
Cost Analysis and Activity-based costing: what is the cost of a product 
 
Cost-Volume-Profit analysis: how do I know the level of activities that would generate the 
target profit 
 
Budgets and Variance analysis: how do I plan, manage and control costs 
 
Balanced Scorecard: How do I plan and manage performance 
 
Internal users: managers, employees, etc.  
 
 
Accounting is the process of identifying, measuring and communicating economic 
information to permit informed judgements and decisions. Accounting is the ‘language of 
business.’ 
 

Four Accounting Assumptions: 
 
Economic Entity: financial activities of a business can be separated from those of the 
business’ owner 
 
Time Period: economic information can be meaningfully captured and communicated over 
short periods of time 
 
Going Concern: that a business/company will continue to operate into the foreseeable 
future 
 
Monetary Unit: assume that the dollar is the most effective means to communicate 
economic activity 
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 Income Statement: 
 
Income Statement: reports a company’s expenses and revenues 
 
Expense: a decrease in resources resulting from the sale of goods or services 
 
Revenue: an increase in resources resulting from the sale of goods or services 
 
Matching Principle: expenses should be recorded in the period resources are used to 
generate revenues 
 
Revenue Recognition Principle: a revenue should be recorded when a resource has been 
earned 
 

Revenue – Expenses = net profit/loss during a period 
 
The income statement may be referred to as the profit and loss statement while the income 
is often called profit or loss, income, or even net income 
 
Total comprehensive income includes other revenues, expenses, gains and losses that are 
considered to provide a more complete picture of a business’ increase (or decrease) in 
economic benefits. 
 
 Balance Sheet: 
 
The purpose of accounting is to identify, measure and communicate information about a 
particular entity to interested users. 
 
Asset: an economic resource that is objectively measurable, that results from a prior 
transaction and that will provide future economic benefit 
 
Cost Principle: assets should be recorded and reported at the cost paid to acquire them 
 
Liability: an obligation of a business that results from a past transaction and will require the 
sacrifice of economic resources at some future date 
 
Equity: The difference between a company’s assets and liabilities, representing the share of 
assets that is claimed by the company’s owner(s) 
 
Issued Capital: The resources that investors contribute to a business in exchange for 
ownership interest 
 
   Assets = Liabilities + Equity at a given time/date 
 
Balance sheet is also known as the statement of financial position 
 
 

2 of 74



 Statement of changes in equity: 
 
A statement of changes in equity shows the change in a company’s equity, particularly in a 
retained earnings over a specific period of time. 
 

Retained earnings, beginning balance 
+/- Net income/loss (profit or loss) 

- Dividends 
= Retained earnings, ending balance 

 
 Statement of cash flow: 
 
The details of cash inflows and outflows for a business are reported on a cash flow 
statement in the following three sections: 

• Operating activities 

• Investing activities 

• Financing activities  
 
 
 Qualitative characteristics: 
 
Understandability: The ability of accounting information to ‘be comprehensible to those 
who have a reasonable understanding of business… and are willing to study the information 
with reasonable diligence 
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Relevance: The capacity of accounting information to make a difference in decisions 
 
Reliability: The extent to which accounting information can be depended upon to 
represent, both in description and in number. 
 
Comparability: The ability to use accounting information to compare or contrast the 
financial activities of different companies 
 
Consistency: The ability to use accounting information to compare or contrast the financial 
activities of the same entity over time 
 
Materiality: The threshold at which a financial item begins to affect decision making 
 
Conservatism: The manner in which accountants deal with uncertainty regarding economic 
situations 

 
 Conceptual Framework: 
 
The conceptual framework of accounting is the collection of concepts that guide the manner 
in which accounting is practiced. 
 
 Terms used to Describe Economic Information: 
 

Term Definition Reported on the… 

Asset A resource of the business Balance sheet 

Liability An obligation of a business Balance sheet 

Equity The difference between assets and 

liabilities 

Balance sheet 

Contributed capital Equity resulting from contributions from 

owners 

Balance sheet 

Retained earnings Equity resulting from profitable 

operations 

Balance Sheet and 

Statement of changed in 

equity 

Revenue An increase in assets resulting from 

selling a good or providing a service 

Income Statement 

Expense A decrease in assets resulting from 

selling a good or providing a service 

Income Statement 

Dividend A distribution of profits to owners Statement of changes in 

equity 
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