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Chapter 1 

The nature and role of Accounting  
in business

Where are we headed?
After completing this chapter, you should be able to:
• explain the role of Accounting
• identify the users of Accounting information and 

the financial information they require
• distinguish between financial data and financial 

information

• identify and explain the stages in the Accounting 
process

• state the various forms of source documents
• identify and explain the four Accounting 

assumptions, the six Qualitative characteristics and 
explain their relationship to each other

• identify ethical considerations.

Key terms
After completing this chapter, you should be familiar 
with the following terms:
• Accounting
• stakeholder
• financial data
• financial information
• non-financial information
• ethical considerations
• transaction
• source documents
• recording
• reporting
• advice

• Accounting assumptions
– Accounting entity
– Going concern
– Period
– Accrual basis

• Qualitative characteristics
– Relevance
– Faithful representation
– Comparability
– Verifiability
– Timeliness
– Understandability.
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1.1  The need for Accounting

The next time you visit a shopping centre, take a look at the types of businesses 
operating there. Chances are, you’ll see a variety of shops: some with names you know, 
and some that are unfamiliar; some selling clothes, food, or household goods; and some 
providing services such as building or hairdressing. Behind each of these businesses is 
a small business owner who has detailed knowledge of the product or service they are 
selling. But unfortunately, this product knowledge on its own is not enough to guarantee 
the success of their business. Business is not just about making and selling; it is about 
managing – managing people, managing inventory, managing customers and suppliers 
and, last but not least, managing cash. And if a business owner is to manage their 
business effectively, then they will need accurate information that can be relied upon to 
assist them in the decisions they make.

This is why Accounting is important; it is essentially an information service. Accounting 
is the collecting and recording of financial data to produce and report financial information 
to assist business owners in decision-making. It is a process that turns the day-to-day 
operations of a small business (such as sales over the counter or payment of bills) into a form 
that the owner can study to determine which areas of their business need improvement.

The purpose of Accounting then is to provide business owners with financial 
information that will assist them in making decisions about the activities of their firm. 
This does not mean that Accounting will ensure owners make the right decision, but it 
should help them to make a more informed decision, one which will hopefully improve 
the performance of the firm and its chance of success.

Users of Accounting information
Accounting in this course concentrates on small businesses where the person managing 
the business is also the owner of that business. Thus, any Accounting information will 
be generated primarily for the benefit of the owner/manager. However, it is important to 
note that in businesses of all types and sizes there will be a number of different parties 
besides owners, directors or managers who will also be interested in the firm’s financial 
information. All of these parties are known as stakeholders, and also include:
• Accounts Receivable and other customers, who may wish to know about the firm’s 

continuing ability to provide them with inventory
• Accounts Payable and other suppliers, who may wish to know about the firm’s 

ability to repay what it owes them

stakeholder
a person or organisation 
that has an interest in the 
performance of the business 
and can affect operations or be 
affected by them

Accounting
the collecting and recording of 
financial data to produce and 
report financial information  
to assist business owners in 
decision-making
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• banks and other financial institutions, which will certainly want to know about the 
firm’s current levels of debt and their ability to repay before providing them with 
any additional finance

• employees, who may wish to know about the firm’s long-term viability, and their 
own long-term employment prospects, or its ability to afford improvements in 
wages and conditions

• prospective owners, who may wish to know about the firm’s financial structure and 
earnings performance, and its assets and liabilities to determine the firm’s worth

• The Australian Tax Office (ATO), which will require financial information for taxation 
purposes.
There is a wide variety of users of Accounting information, and each of them 

may require different information. The Accounting system must ensure that it can 
generate the information necessary to satisfy the users’ needs. This means that it is 
the intended user, not the Accounting system, who decides what information needs to  
be prepared.

Financial data versus financial information
Accounting is about providing information; however, that information has to come 
from a source and actually begins its life as raw facts (source documents) before being 
transformed into a form that is useful for decision-making (financial reports). Therefore, 
we need to distinguish between financial data and financial information. Financial data 
refers to the raw facts and figures on which financial information will be based. For 
most businesses this data is contained in their source documents such as receipts, 
cheque butts, invoices, memorandums (memos) and Bank Statements. This data 
then becomes financial information once it has been sorted and processed into a 
more usable and understandable form. For instance, a pile of source documents (data) 
may provide specific details of the firm’s transactions over the past week or so, but 
a pile of documents conveys no useful information. The data has not been sorted, or 
classified into groups, or summarised in any way. Once this data is sorted, classified and 
summarised, it becomes financial information that can be used as the basis for business 
decisions. This is the role of the Accounting system.

Non-financial information
Most information used in Accounting is financial in nature. Important information like 
sales revenue, monthly wages, cash in the bank and even Net Profit are all measured 
in dollars and cents (or another currency) and reported in the financial statements. This 
information is critical but does not present the whole picture as to how a business is 
performing. A business may present well on paper financially; however, there may be 
things occurring that will not be identified by the financial statements that could be 
cause for concern, for example a high staff turnover.

Non-financial information is a very broad term that includes any information that 
cannot be found in the financial statements, and is not expressed in dollars and cents, 
or reliant on dollars and cents for its calculation. Examples include employee absentee 
rates (sick days), website hits, the amount of wastage in production, market share and 
adoption rates of new products. It is seen as an indicator of a business’s future financial 
performance. For example, an increasing number of customer complaints about a 
particular product or service and declining customer satisfaction will eventually lead 
to deterioration in financial performance. It can also include other information such as 
strike rates – the percentage of inquiries that turn into sales.

financial data
raw facts and figures upon 
which financial information  
is based

financial information
financial data that has 
been sorted, classified and 
summarised into a more usable 
and understandable form

non-financial information
any information that cannot 
be found in the financial 
statements, and is not 
expressed in dollars and cents, 
or reliant on dollars and cents 
for its calculation
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Taken together with the financial information, this non-financial information presents 
a more complete and accurate picture of the firm’s circumstances, allowing the owner 
to make more informed and thus more effective decisions.

Ethical considerations
Stakeholders also want to look beyond the financial statements of a business and examine 
its corporate social responsibility or the ethics it displays. The financial decisions that 
a business makes often have non-financial consequences. For this reason, Accounting 
is increasingly concerned not just with the financial parameters of decision-making, but 
also with its ethical ramifications. These ethical considerations include the social and 
environmental consequences of a decision: the effects on people, communities and 
society, and the local and wider environment. Some ethical considerations a business 
needs to consider include:
• the way a business looks after its employees in terms of pay, opportunities and 

work environment
• its choices regarding suppliers and products and whether those choices are 

sustainable
• whether a business is representing itself, regarding its products and practices, fairly 

and accurately, for example product safety and warranties.
A business needs to be very aware of its ethical decisions as they relate directly to its 

reputation. This can have serious corporate ramifications in terms of negative publicity, 
reduced sales, and fines and penalties.

Users of Accounting information need to think about how a decision will affect not 
only the business, but also the people and community with whom it is connected, 
and its local and global environment. After all, the long-term success of a business is 
inextricably linked to the health of the society and environment in which it operates.

ethical considerations
the social and environmental 
consequences of a financial 
decision

There is no set list of 
‘ethical considerations’ in 
this course, but examples 
will be presented as 
issues arise.

Study tip

Review questions 1.1
1 Define the term ‘Accounting’.
2 Explain the purpose of Accounting.
3 Identify the ‘stakeholders’ of a business. Determine if they are internal or 

external to the business and describe their interest in the Accounting reports 
of a business.

4 Explain the relationship between financial data and financial information.
5 Distinguish between financial and non-financial information providing 

examples. Explain how they support each other.
6 Referring to the three dot points under ethical considerations, choose an area 

and outline an actual example where a business has not been ethical in its 
decision-making. Discuss what may have led to that decision being made and 
its consequences.

Ethical  
considerations

Ethical  
considerations
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1.2  The Accounting process

The process of turning financial data into financial information is facilitated by what is 
known as the Accounting process.

Figure 1.1  The Accounting process

Source
documents

Records Reports Advice

Stage 1: source documents
Also known as the input stage, this is where the business collects the source documents 
relating to its transactions.

Source documents are documents (paper or electronic) that provide both the 
evidence that a transaction has occurred and the details of the transaction itself. Thus, 
source documents provide the data on which the Accounting information will be based.

Common source documents include:
• receipts (including EFTPOS and BPay) and Bank Statements – provide evidence of 

cash received by the business
• cheque butts, EFTPOS receipts (issued by the seller) and Bank Statements – 

provide evidence of cash paid by the business
• invoices – provide evidence of credit transactions
• credit notes – provide evidence of a decrease in an amount owed as a result of 

returning goods due to incorrect type or damage
• memos – provide evidence of transactions within the firm itself.

EFTPOS is an acronym for Electronic Funds Transfer Point of Sale – which means that 
when a customer uses a card to make a payment, cash is transferred from their account to 
the business as soon as the transaction has been processed. Bank Statements not only 
verify the cash transactions of the business but also provide evidence of transactions 
that the business may have been unaware of, such as the receipt of interest or the 
charging of a service fee.

transaction
an exchange of goods or 
services with another party for 
payment

source documents
documents that provide both 
the evidence that a transaction 
has occurred and the details of 
the transaction itself
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A business will enter into many transactions every day, and each one of these 
transactions must be detailed on a source document. As far as the Accounting process 
is concerned, if it isn’t on a source document, it didn’t happen.

Stage 2: recording
Once the source documents have been collected, the information they contain must 
be written down or ‘recorded’. This is also known as the processing stage. Recording 
involves sorting, classifying and summarising the information contained in the source 
documents so that it is more usable.

Common Accounting records include:
• journals, which record daily transactions of a common type (such as all cash paid, 

all cash received, or all inventory purchased on credit)
• inventory cards, which record all the movements of inventory (stock) in and out of 

the business.

Stage 3: reporting
The output stage of the Accounting process involves taking the information that has 
been generated by the Accounting records (the journals) and ‘reporting’ that financial 
information to the owner of the business in a form that he or she can understand. 
Reporting involves the preparation of financial statements that communicate financial 
information to the owner, so that decisions can be made.

There are three general-purpose reports that all businesses should prepare:
• Cash Flow Statement – a statement of the cash inflows and outflows of the firm, 

and the change in its cash balance over a period
• Income Statement – a statement of the firm’s revenue and expenses over a period
• Balance Sheet – a statement of the firm’s assets and liabilities at a particular point in time.

Essentially, the Accounting process is about collecting data from source documents; 
sorting it, classifying it and recording it in journals; and then communicating the 
information to the owner via financial reports.

Stage 4: advice
Armed with the information presented in the reports, an accountant should be able to 
make some suggestions on an appropriate course of action. This is where the real skill 
of an accountant comes into play. Without proper advice, the information in the reports 
is as good as useless, but if the reports are explained carefully and the accountant 
provides the owner with a range of options, a more informed decision – and a better 
outcome for the business – should occur.

recording
sorting, classifying and 
summarising the information 
contained in the source 
documents so that it is more 
usable

reporting
the preparation of financial 
statements that communicate 
financial information to the 
owner

advice
the provision to the owner of 
a range of options appropriate 
to their aims/objectives, and 
recommendations as to their 
suitability

Review questions 1.2
1 Explain the four stages of the Accounting process.
2 State and describe five types of source documents and identify the type of 

transaction evidenced by each. Discuss the changing nature of transactions 
and source documents. (Have you ever received a cheque?)

3 State and describe two types of Accounting records.
4 State and describe three types of Accounting reports.
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1.3  Accounting assumptions

As they generate financial information, accountants must follow a number of guidelines 
and in some cases strict rules governing the way Accounting is done. Some of these 
guidelines are generally agreed to by all accountants as they have been followed for a 
long period of time. Others are enforced by law, and they have to be followed or legal 
sanctions may follow. Together, these guidelines dictate the way records and reports 
are prepared.

The main guidelines of importance to this course are:
• Accounting assumptions, which govern the way Accounting information is recorded
• Qualitative characteristics, which inform the way Accounting reports are prepared.

Accounting assumptions are the ‘generally accepted rules’ that govern the way 
Accounting information is recorded. In our course, the four assumptions that govern the 
way Accounting information is recorded are the:
• Accounting entity assumption
• Going concern assumption
• Period assumption
• Accrual basis assumption.

Accounting entity assumption
The Accounting entity assumption states that from an Accounting perspective, the 
business is separate from the owner and other entities, and its records should be kept 
on this basis.

For a small business, this concept may appear strange, as it is the person behind 
the counter, or the one actually performing the service who owns the business. Surely 
any money the business earns belongs to the owner and any assets or debts the 
owner has would be part of the business since they would be one and the same. In the 
eyes of the law this is true, but in terms of Accounting we assume that the business 
and the owner are separate entities/beings. If we are to assess the performance of 
the business itself, we must only include information that is relevant to that business. 
The owner may have a home and a large loan (mortgage), but if neither of these items 
is being used by the business, it must not be included as a business asset or liability. 
If the owner brings these items into the business for business use, then we should 
treat that as a transaction between the owner and the firm as if they are separate 
Accounting entities.

Going concern assumption
The Going concern assumption assumes that the business will continue to operate 
in the future, and its records are kept on that basis. The life of the business is assumed 
to be continuous.

This assumption is important because it allows us to record transactions that affect the 
future of the business. It allows the business to recognise transactions that occur over 
more than one period such as credit transactions. For instance, if we sell goods on credit 
we will not receive the cash for those goods until a later date. However, if we assume that 
our business will continue, then at some stage in the future we are likely to receive the 
cash from credit sales, and this allows us to record Accounts Receivable (amounts owed to 
us by credit customers) as an asset at the time of the sale. The same applies to amounts 
we owe to our Accounts Payable for our credit purchases. It also helps us to determine if 
an item should be treated as an asset or an expense. An expense will be consumed within 
one reporting period; however, an asset will provide benefit to future reporting periods. 
An example would be an expense like Wages, which has no ongoing benefit compared to 
assets like Vehicles, which will provide benefits into the future.

Accounting assumptions
the generally accepted 
rules that govern the way 
Accounting information is 
recorded

Accounting entity 
assumption
the assumption that the 
records of assets, liabilities and 
business activities of the entity 
are kept completely separate 
from those of the owner of the 
entity as well as from those of 
other entities

Going concern assumption
the assumption that the 
business will continue to 
operate in the future, and its 
records are kept on that basis

Accounting assumptions 
and Qualitative 
characteristics are linked, 
but different: be careful 
to provide exactly what 
is asked for in each 
question.

Study tip
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Further, based on this assumption we can recognise long-term assets and liabilities 
and distinguish them from the short-term ones. This will allow the owner/manager to 
see the financial position of the business much more clearly and ensure that there are 
sufficient short and long-term assets to meet the short and long-term liabilities.

Period assumption
The Period assumption states that reports are prepared for a particular period of time, 
such as a month or a year, in order to obtain comparability of results.

This assumption is inextricably linked to the idea that the business is a going concern. 
Because the life of the business is assumed to be continuous, it is necessary to divide 
that life into arbitrary periods so that reports can be prepared. We cannot wait until the 
end of the business’s life to calculate profit, because we are assuming that will never 
come, so we calculate profit for the month, or year. A reporting period can be as short 
as the owner requires but cannot be longer than a year to meet taxation requirements. 
(Many businesses will complete a Business Activity Statement (BAS) once per quarter, 
meaning their reporting period is three months.)

Accrual basis assumption
Because it recognises elements of the reports when they meet their respective 
definitions, the Accrual basis assumption will calculate profit by subtracting expenses 
incurred from revenue earned in a particular reporting period. Revenue is recognised 
as earned when the expected inflow of economic benefit can be measured in a faithful 
and verified way. This is in effect when the good or service is provided. Expenses are 
incurred when the consumption of a good or service can be measured or when the item 
is ‘used up’.

Importantly, the Accrual basis does not require cash to be received or paid for 
revenue and expenses to be recognised. Even where a business has made a credit 
sale and is waiting to receive cash or has not yet paid for some of its expenses, the 
Accrual basis says these amounts should still be included in the calculation of profit as 
the revenue has been earned (when the goods were sold) and the expense incurred 
(when the item was consumed) during the current period.

Period assumption
the assumption that reports 
are prepared for a particular 
period of time, such as a month 
or a year, in order to obtain 
comparability of results

Accrual basis assumption
the assumption that the 
Elements of the reports are 
recognised when they satisfy 
the definitions and recognition 
criteria, meaning profit is 
calculated as revenue earned 
in a particular period less 
expenses incurred in that same 
period

Review questions 1.3
1 Explain the role of the Accounting assumptions.
2 State and explain the four Accounting assumptions.
3 Explain why a business is assumed to have a life separate from its owner.
4 Define the length of a reporting period. (Beware: this is a trick question!)
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