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Chapter Learning Objectives

When you have completed this chapter, you should be able to:

☺ explain the principles and concepts of financial accounting

☺ apply the accounting equation to record the effect of transactions
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This Chapter relates and 

Includes:

 the first syllabus area ‘accounting principles, concepts, and 

regulations’

 the different types of business entity

 the need for accounting records and which accounting records are 

maintained

 the concept of stewardship

 the user groups of financial accounting information

 the definition of accounting, including use of coding in record 

keeping

 the differences between financial and management accounting
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This Chapter relates and 

Includes (continued):

 the elements of the financial statements

 the accounting equation, including classification of transactions

 the qualitative characteristics of financial information

 the historical cost convention and other valuation bases

 the explanation of accounting concepts and fundamental terms, 

and a glossary of accounting terms.

5



What is a business entity?

 A business is an entity that regularly enters into transactions that are 

expected to provide a reward measurable in monetary terms.

 There are two main reasons for the different organisational structures 

that exist – the nature of their activities and their size.

 Many accounting transactions will be common to all types of 

business entity as such the same accounting principles will apply 

irrespective of the nature of the business entity.

 However, the focus of your studies for this module is accounting 

principles and transactions relating to sole traders and companies.
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Profit-making entities

 Sole traders (sole proprietors) - These are entities that are owned by 

one person. They tend to be small because they are constrained by 

the limited financial resources of their owner. The sole trader will also 

have unlimited personal liability for debts incurred by the business.

 Partnerships - These are entities owned by two or more persons 

working in common with a view to making a profit. As with a sole 

trader, each of the partners in the business has unlimited personal 

liability for debts incurred by the business.
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Profit-making entities – Companies

 Limited liability companies ('companies') - These are entities 

recognised in law as ‘persons’ in their own right. Thus a company 

may own assets and incur liabilities in its own name. 

The shareholders of a company have only limited liability for debts 

incurred by the business.

The accounting requirements of companies must meet certain 

minimum obligations imposed by legislation

Two types of company can be identified: Private limited companies 

and Public limited companies.
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Non-profit-making entities

 Clubs and societies - These entities exist to provide facilities and 

entertainments for their members. They are often sports and/or 

social clubs and most of their revenue is derived from the members.

 Charities - These exist to provide services to particular groups, for 
example people with special needs and to protect the 
environment.

 Local and central government - Government departments are 

financed by members of society (including businesses). Their 

finances are used to provide the infrastructure in which we live, and 

to redistribute wealth to other members of society.
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The need for accounting records

Accounting records are used to record transactions entered into by an 

entity, this information can then be used to meet a range of needs or 

requirements as follows:

 they help an entity to record, summarise and classify transactions in 
a logical and systematic manner.

 they help managers to easily locate information required.

 they help managers to easily keep track of amounts owing to the 
entity from customers and amounts owed to suppliers
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The need for accounting records 
(continued)

 they help managers and owners to meet legal obligations relating 
to the maintenance of accounting records.

 they form the basis of preparation of management accounting 
information.

 used by managers for control and decision-making purposes.

 they form the basis of financial accounting information used to 
prepare annual accounts for business owners and other interested 
parties, such as tax authorities.
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What accounting records are 
maintained?

 All transactions entered into by an entity must be adequately 

captured by the accounting system to form the basis of preparation 

of financial accounting and management accounting information.

 With most transactions a supporting document will be created to 
confirm that the transaction has taken place.

 This documentation is vital to the financial accountant, who uses 

the information on the documents as a data source to initiate the 

measurement and recording of the transactions.

 Examples – Invoices, Receipts, Credit notes
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The concept of stewardship

Stewardship - a relationship of accountability by one person or group 
for their management of resources and decision-making on behalf of 
another person or group.

 In a financial accounting context, employees (whether managers or 
directors) are ultimately accountable to the owners of that business.

 The steward is placed in a position of trust to manage and account 
for the resources placed under their control by the principal. 
Accordingly, they should uphold fundamental ethical principles as 
follows: Integrity, Objectivity, Professional competence and due 
care, Confidentiality and Professional behaviour.
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Who uses financial information? 14

Accounting information is used by many discrete groups, both 

individuals and entities. 

To develop an understanding of how financial statements may be 

used, it is useful to classify these users into groups:



Accounting information users 15



An overview: what is accounting? 16



An overview: what is accounting? - continued 17

 The objective of recording and summarising transactions is to 

provide useful and relevant financial information to the managers, 
owners and other parties interested in an entity.

 In the context of financial accounting, this is achieved by the 

preparation of financial statements.



How are accounting transactions recorded 
and summarized?

18

 Transactions are initially recorded in books of prime entry.

 These books are simply a record of similar transactions recorded in 
sequential order, which are periodically totaled, with the totals 

posted into the double-entry accounting system.

 This principle will apply regardless of the method used to record 

accounting transactions.

 Larger entities use computerized accounting records to manage 

the volume of transactions effectively
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Use of accounting information - continued 20

Managers need accounting information to help them to manage and 
control the entity (management accounting) and to prepare financial 
statements for external users (financial accounting) which normally 
comprise the following:

 Statement of profit or loss and other comprehensive income –
comprises a summary of income and expenses for an accounting 
period

 Statement of financial position – comprises a summary of assets and 
liabilities and capital at a specific date

 Statement of changes in equity – comprises a summary of the 
movement in capital or equity (i.e. ownership interest) for an 
accounting period

 Statement of cash flows, and

 Notes to the financial statements.



Financial accounting and Management 
accounting

21

 Financial accounts are produced primarily for owners of business 

entities and external users.

 International Accounting Standards (IAS® Standards) and 

International Financial Reporting Standards (IFRS® Standards) help 

to reduce the differences in the way that companies draw up their 
financial statements in different countries.

 Management accounts are prepared for managers and others who 

control the business entity.

 The key distinctions between financial accounting and 

management accounting are summarized below:
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Financial accounting 23

 Financial accounting can be described as the classification and 
recording of monetary transactions of an entity in accordance with 
established concepts, principles, accounting standards and legal 

requirements, and their presentation, by means of various financial 

statements, during and at the end of an accounting period.



Further detail on financial accounting 24

Two points in particular are worth noting about this description:

 Financial statements must comply with accounting rules published 

by the various regulatory bodies. 

 The reason for this is that the financial statements are primarily 

intended for the use of people outside of the entity. 

 Without access to the more detailed information available to 

insiders, these interested parties may be misled unless financial 

statements are prepared based upon uniform principles and 

standards.



Management accounting 25

 Management accounting can be described as the process of 
identification, measurement, accumulation, analysis, preparation, 

interpretation and communication of information used by 

management to plan, evaluate and control within an entity and to 

assure appropriate use of and accountability for its resources.



Further detail on management accounting 26

 Management accounting also comprises the preparation of 

financial reports for non-management groups such as shareholders, 
lenders, regulatory agencies and tax authorities.

 Although the needs of external users of accounts are addressed in 

this definition, the emphasis of management accounting is upon 

providing information to help managers to control and direct the 

business entity. 

 The nature and extent of information produced, and the way in 

which it is presented, is at the discretion of the managers 

concerned: they will request whatever information, in whatever 

format, they believe to be appropriate to meet their needs.



Internal and external information 27

 A distinction can also be made between the nature and extent of 
information available within a business entity for management and 
control purposes, and information available to external third parties 

i.e. Availability, Frequency, Content and format, External audit 

requirement to provide credibility to information and Compliance 

with Technical Accounting standards



Elements of the financial statements 28

The IASB® Conceptual Framework for Financial Reporting 

(’Framework’) identifies five 'elements of the financial statements' as 
follows:

 Assets

 Liabilities

 Capital

 Income

 Expenses

These elements are used to form the basis of the statement of profit or 

loss and the statement of financial position.



Asset 29

 The IASB Framework defines an asset 'a present economic resource 

controlled by the entity as a result of past events. An economic 
resource is a right that has the potential to produce economic 

benefits’

 This usually means that an asset has been purchased and is owned 
by the entity.

 However, be aware that it is possible to have control or use of an 

asset without owning it, for example, when leasing or hiring an asset.

 Assets may be described as tangible or intangible. Tangible assets 

are those that have physical substance and can be seen or 

touched. Intangible assets do not have physical substance and 
cannot be seen or touched.



Liability 30

 The IASB Framework defines a liability as 'a present obligation of the 

entity to transfer an economic resource as a result of past events’

 Thus a liability can be described as an amount owed by a business 

entity to an individual or other business entity. 

 Examples of liabilities are payables, loans received and bank 

overdrafts.



Capital (equity) 31

 The Framework defines equity as 'the residual interest in the assets of 

the entity after deducting all its liabilities‘.

 In this context, capital or equity is not easy to define, but it can be 

regarded as a special kind of liability that exists between a business 

entity and its owner(s). 

 In effect, it shows the net amount invested in the business entity by 

the owner(s) and would be due to them if business activities were 

terminated.



Income 32

 The Framework defines income as 'increases in assets or decreases 
in liabilities that result in increases in equity, other than those relating 

to contributions from holders of equity claims‘

 In simple terms, for most business entities this will be sales revenue 

earned on the sale of goods or provision of services to customers.

 It could also include other items such as bank interest received.



Expense 33

 The Framework defines expenses as 'decreases in assets or 
increases in liabilities that result in decreases in equity, other than 

those relating to distributions to holders of equity claims‘

 This may occur, for example, when purchasing goods for resale or 

by incurring operating and other costs such as wages, heat and 

light charges or repairs to factory machinery.



Capital and revenue transactions 34

 The accounting equation makes use of three of the elements of the 

financial statements as follows:

Assets – Liabilities = Capital or Assets = Capital + Liabilities

 It therefore demonstrates the relationships that exist within any 

business entity. The equation is the basis of one of the most common 

accounting statements prepared – the statement of financial 

position.

 It is important that you understand the following distinctions:

 between capital and revenue transactions, and

 between cash and profit.



Capital transactions 35

 Capital transactions relate to costs incurred that will affect the entity 

in the long term, i.e. more than a year.

 For the purpose of your studies for this subject we will assume this 

relates to purchases of non-current assets such as buildings, plant 

and machinery etc.

 Capital costs or capital expenses will NOT be included as an 

expense in the statement of profit or loss but as a non-current asset 

in the statement of financial position.

 Capital transactions = Statement of financial position 



Revenue transactions 36

 Revenue transactions relate to expenses that will only affect the 

entity in the current accounting period, for example wages, rent 
payable and vehicle running costs.

 Revenue expenses will be included as expenses in the statement of 

profit or loss and NOT in the statement of financial position.

 Revenue transactions = Statement of profit or loss



Cash and profit 37

 Cash may be regarded as the value of notes and coins (including 

bank balances) an entity has access to at any point in time. (Cash 
transactions are accounted for based upon the date of receipt and 

payment of cash).

 Profit is the difference between sales revenue less expenses incurred 

during an accounting period, which is accounted for on an 

accruals basis. In effect, this means that transactions are accounted 

for on the date that they are entered into, which may not be the 
same as the date of receipt or payment of cash. 

 The profit or loss for an accounting period will not be matched by 

an equal increase or decrease in the cash and bank balances of 

an entity.



The qualitative characteristics of financial 
information

38

 All of the user groups identified, both internal and external to the 

entity, require that financial information provided should be useful. 
In this context, information should:

 enable its recipient to make effective decisions.

 be adequate for taking effective action to control the entity or provide 

valuable details relating to its environment.

 be compatible with the responsibilities and needs of its recipient.be 

produced at optimum cost.

 be easily understood by its recipient.

 be timely, and

 be sufficiently accurate and precise for the purpose of its provision.



The qualitative characteristics of financial 
information - continued

39

 The Framework identifies two fundamental qualitative 

characteristics and four enhancing qualitative characteristics as 
follows:

i. Fundamental qualitative characteristics:

 Relevance

 Faithful representation.

ii. Enhancing qualitative characteristics:

 Comparability

 Verifiability

 Timeliness

 Understandability.



Fundamental qualitative characteristics 40

 Relevance – Information is relevant if it influences the economic 

decisions of users by helping them evaluate past, present or future 

events or confirming or correcting their past evaluations.

 The relevance of information can be affected by its nature and 

materiality. Some items may be relevant to users simply because of their 

nature whereas some items may only become relevant once they are 

material (entity specific magnitude). Hence, materiality is a threshold 

quality of information rather than a primary characteristic.

 Materiality –Information is material if its omission or misstatement could 

influence the economic decisions of users taken on the basis of the 
financial statements i.e. would an inappropriate decision or judgement 

be made if information was not available or if it had been misstated?



Fundamental qualitative characteristics -
continued

41

 Faithful representation - In accordance with the Framework is 

information is to represent faithfully the transactions and other events 

that it purports to represent, they must be accounted for and 
presented in accordance with their substance and economic 

reality and not merely their legal form.

 Financial information should possess the following characteristics if it 

is to faithfully represent the performance and position of a business 

entity:

 Completeness

 Neutrality

 Free from error



Enhancing Qualitative Characteristics 42

 Comparability - Users must be able to compare financial statements 

over a period of time in order to identify trends in financial position 

and performance. Users must also be able to compare financial 

statements of different entities to be able to assess their relative 

financial position and performance.

 Verifiability - Verification can be direct or indirect. Direct verification 

means verifying an amount or other representation through direct 

observation i.e. counting cash at a specific date. Indirect 

verification means checking the inputs to a model, formula or other 

technique and recalculating the outputs using the same 
methodology



Enhancing qualitative characteristics -
continued

43

 Timeliness - Timeliness means having information available to 
decision makers in time to be capable of influencing their decisions. 

Generally, the older the information is the less useful it becomes.

 Understandability - Information needs to be readily understandable 
by users. Information that may be relevant to decision making 

should not be excluded on the grounds that it may be too difficult 

for certain users to understand.



The historical cost convention 44

 Normally, transactions are recorded at historical cost. This is the 

agreed monetary value of a transaction at the time it takes place. 

 Whilst historical cost is the most commonly adopted basis for 

recording transactions, some transactions may be recorded using 

alternative bases, such as:

 Fair value – this may be considered to be the market value of an item 

i.e. at what price could it be sold?

 Net realisable value – this is the estimated selling price of an item, less 

any further costs that must be incurred in order to make the sale.



Advantages of using historical cost include: 45

 It is easily understood by most people

 It is usually easy to reliably identify or determine e.g. by reference to 

a purchase invoice

 It is an objective basis of measurement, whereas other valuation 

bases such as fair value or market value are subjective



Disadvantages of using historical cost include: 46

 It may not be relevant to the needs of some users of financial 

information who require information based upon current costs and 

prices

 It may become out of date, particularly when considering the 

impact of inflation on costs over a period of time 

 It presumes that historical cost is based upon a stable unit of 

currency which enables comparison over time; this is probably not 

the case.



The Accounting Equation in action 47

 Assets = Capital + Liabilities

 For every transaction that an entity enters into there will be a dual 
effect.

 The dual effect principle states that every transaction has two 

financial effects:

a. If, for example, you spend $2,000 on a car and pay for it by cheque, 

you will have $2,000 less money in the bank, but you will have acquired 

an asset worth $2,000. 

b. Again, if you owe a payable $100 and sent them a cheque for that 

amount, you will owe $100 less than before, but you will have $100 less 

money in the bank.



Accounting Coding Systems 48

 As a method of summarising and classifying transactions in an 

organized manner, business entities usually make use of coding 
systems as part of their record-keeping. 

 Such coding systems enable managers to access relevant 

information, whether it is an individual transaction, or a group of 

similar transactions.

 For example ledger accounts require unique codes, as do inventory 

items, employees on the payroll and so on.



Accounting coding systems - continued 49

 Entities could perhaps start with the five main categories of ledger 

accounts, for example:

 Assets Code 1 (e.g. machinery and inventory)

 Liabilities Code 2 (e.g. bank loans)

 Capital Code 3 (e.g. ownership interest in the entity)

 Expenses Code 4 (e.g. wages and heat and light)

 Revenues Code 5 (e.g. sales revenue).

 These categories  could then be subdivided into more specific 

categories.



Accounting coding systems - continued 50

It is generally accepted that codes should be:

 Unique

 Useful

 Compact

 Meaningful

 Self-checking

 Expandable

 Standard size.

Use of accounting coding systems therefore helps an entity to classify, 
arrange and summarise its accounting transactions.



Accounting Concepts

 Accounting concept refers to the basic assumptions and rules and 
principles which work as the basis of recording of business 
transactions and preparing accounts.

 The need for concepts reflects the fact that accounting is not a 
precise science – it requires understanding.

 Accounting concepts may also be referred to a 'accounting 
principles‘ or 'accounting conventions'.

NOTE: These concepts could form the basis of questions in the 
examination – either being able to define a concept or to apply it 
based upon information provided.
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Separate Entity Concept 52

 The 'separate entity' concept, whereby the owners of the business 

entity are regarded as separate from those who manage and 
control the activities of the entity.

 This concept is applied when recording accounting transactions for 

any business entity, irrespective of whether there is a legally-

recognised separation of ownership and control of that business 

entity.

 The consequence of applying this concept is that the financial 

statements prepared for a business entity will present only the 

financial performance and position of the business entity itself.



Accruals or Matching Concept 53

 This concept refers to the basis upon which income and expenses 

are recognised in the statement of profit or loss.

 Income recognised in the statement of profit or loss should be 

matched with the expenses incurred in earning or generating that 

inflow of economic benefits to determine the profit or loss for an 

accounting period.

 Income is recognised when it has been earned, not when the cash 

is received from the customer. Expenses are recognized when they 

are incurred, not when the cash is paid to the supplier.



Prudence Concept 54

 This concept refers to the basis upon which items are measured or 

valued for inclusion in the financial statements.

 Statement of Financial Position - Assets should not be overvalued and 

liabilities should not be undervalued. 

 Statement of profit or loss - income should be recognised only when it is 
probable that it will be received, and expenses are recognised as soon 

as they are incurred.

 In effect, when there is doubt regarding the precise value of an item 

for inclusion in the financial statements, caution should be 

exercised, so that assets and income are not overstated and 

liabilities and expenses are not understated. 



Going Concern Concept 55

 This concept assumes that a business entity will continue to operate 

for the foreseeable future, which is normally interpreted as being for 
twelve months following the accounting year end. 

 Application of this concept enables financial statements to be 

prepared without the need to account for realisable or breakup 

values of assets and liabilities, which would result in the preparation 
of financial statements with limited value to users.

 If this is not an appropriate assumption, there should be disclosure in 
the financial statements to explain the basis on which the financial 

statements have been prepared.



Stable Monetary Unit Concept 56

 Accounting information is prepared using monetary measurement, 
such as dollars or yen. There is a presumption that the monetary 
value of a currency is stable from one accounting period to the 
next, which means that financial information can be combined 
(e.g. to prepare financial statements for an accounting period), or 
can be compared (e.g. comparison of profitability of a business 
entity from one accounting period to the next). 

 However, this is not usually the case in the real world as most 
economies experience inflation (and some experience deflation). 

 Consequently, comparing the statement of profit or loss of a 
business entity for two consecutive years may mean that any 
changes are partly due to inflation and not changes in the level of 
business activity.



Money Measurement Concept 57

 Application of this concept requires that items are included in the 

financial statements only if and when they can be reliably measured 
in monetary terms. For example, many business entities refer to their 

employees as one of their greatest assets.

 However, the monetary value of employees to the business entity 

(as distinct from their payroll costs) cannot be reliably determined, 

and therefore are not included as assets in the statement of 

financial position.



Materiality Concept 58

 Information is regarded as material if its omission or misstatement will 

change the view presented by the financial statements: in other 
words, it may lead users of financial statements to make 

inappropriate judgements or decisions based upon that financial 

information.

 Materiality is also a threshold quality such that only material items 
and values are presented in the financial statements, with 

immaterial or insignificant information summarised, aggregated or 

omitted from being reported in the financial statements. This allows 

users to focus upon the material or significant information that is 

relevant to them.



The Consistency Concept 59

 The accounting treatment of like items should be accounted for in 
the same way, within an accounting period and from one 
accounting period to the next. 

 The usefulness of financial accounting lies to a considerable extent 
in the conclusions that may be drawn from the comparison of the 
financial statements of one year with those of a preceding year, or 
of one entity with another.

 Much of the information thus derived would be meaningless if the 
choice of accounting methods were not applied consistently year 
by year.



The Objectivity Concept 60

 Financial statements should not be influenced by the personal bias 
of the person preparing them. Thus, figures used in financial 
statements should be objective. 

 Ideally, this should mean that any two accountants would produce 
the same figure, for example, for profit. In practice, there is always 
some judgement when preparing financial statements but when 
exercising that judgement the accountant should be neutral and 
not try to produce, for example, a larger, or smaller, profit to benefit 
his/her own purposes.

 Financial statements which are objective should be reliable.



The Dual Aspect Concept 61

 This concept is the basis of double-entry bookkeeping and it means 

that every transaction entered into has a dual effect on the position 

of the entity as recorded in the ledger accounts at the time of that 

transaction.



The Realisation Concept 62

 This concept states that we recognise sales revenue as having been 

earned at the time when goods or services have been supplied, i.e. 

when the contractual obligation has been satisfied.

 In basic terms, sales are realised when the right to receive revenue 

has been earned by the reporting entity.

 If income has been earned but not yet received we should also 

recognise a matching asset as well as the sales revenue. The asset 
represents the right to receive benefit (usually cash), from the 

customer.



The Periodicity Concept 63

 It can be argued that the only correct measurement of an entity’s 

profitability is that which is made at the end of the entity's life. 

 However, there is a need to assess the financial position (i.e. 

statement of financial position) and performance (i.e. statement of 

profit or loss) of an entity during its life by producing periodic 

financial statements. 

 This concept enables comparisons to made between one 

accounting period and another. For us to see the trend.



Questions 64



Question 1 65



Question 2 66



Question 3 67



Question 4 68



Question 5 69



Question 6 70



Question 7 71



Question 8 72



Question 9 73



Question 10 74



Question 11 75



Question 12 76



Question 13 77


