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Dear Readers,
We are excited to announce major updates in this new edition of 
the book (fifth edition):

 ●  This updated edition contains two new chapters on the 
Accounting Cycle.

 ●  The chapter contents have been fully updated and reflect 
the current best -practices within the world of financial 
accounting. This book approaches financial accounting from 
both an academic and professional perspective.

 ●  The chapter questions have been fully updated and 
additional problem-based exercises have been created to 
mirror real-world problems that many professionals face 
in the workforce. This 5th edition also contains many case 
studies that reflect real-life issues.

 ● The chapter summaries have been fully evaluated to ensure 
that they provide only the most crucial components covered 
in the body of each chapter.

 ● This 5th edition has more content coverage, which will 
appeal to modern students wanting the most up-to-date 
information about the accounting world.

THIS BOOK IS AVAILABLE IN E-BOOK, PAPERBACK AND 
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What experts say about this book!

This book contains charts, graphics, tables, summary notes and examples 

related to each chapter and is very informative. It also contains a glossary 

at the end of the book for students to comprehend the subjects covered. 

The systematic organization of accounting principles will help students 

conquer financial accounting.

– Jangho Gil, Assistant Professor of Accounting,

Monmouth University

If you are interested in learning about accounting and how to analyze 

a financial statement, this is a great book to start with. Accounting is 

an essential skill if you intend to go into business. By doing so, you are 

protecting yourself against unethical or bad accountants. This book has 

good insights and gets to the point. 

– Xihui Chen, Assistant Professor of Accounting and Finance,

Heriot-Watt University
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Regardless of what position you hold in the accounting profession, 

having a good reference text that will teach you what you need to know 

and get your questions answered is important. This is an excellent and 

easy-to-understand text about financial accounting.  
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Preface
Finance is an area that is important in our everyday life. It is needed 
at work and at home. Financial Accounting is that part of finance 
that helps us understand the numbers that our company or business 
produces. Traditionally, this skill has been confined to those in 
finance departments or those who studied the subject in school. 
Over time, we have come to realize that everybody should have 
financial acumen, as it is a key skill to succeed in personal as well as 
professional life.

Financial Accounting Essentials You Always Wanted to Know 
provides that set of bare minimum skills that you need in order to 
understand financial numbers. It consists of only those key areas that 
are considered critical. The objective of the book is not to teach you 
everything in finance, but to equip you with enough information to 
be more productive and accurate in your decision-making, keeping 
the financial perspective of your choices in mind.
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Who can benefit from the book?
This book can be used by anyone who needs to understand financial 
numbers, like:

 ●  Managers in an organization

 ●  Individuals who need to make investment decisions

 ●  Senior management of an organization

It can also be beneficial for those interested in the field of financial 
accounting, like:

 ●  Students learning finance as part of their university course

 ●  Anybody else who is interested in learning how to read 
financial numbers to help in decision-making

How to use this book?
The recommended approach to read this book is to start from the first 
chapter and go in sequence, even if you are experienced in finance. 
This will ensure that you get a solid base of the previous chapters that 
will be needed to understand the later chapters better. There is a lot of 
financial accounting terminology in each chapter that could be new to 
you, and understanding it will help you with the later material in the 
book.
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Chapter 1

Accounting Systems

In this chapter, we shall look at the fundamentals of 
financial accounting. These form the pillars for our 

understanding of the later chapters.

The key learning objectives of this chapter are:

 ●  Understand the different types of accounting systems

 ●  Get introduced to financial statements

An accounting system helps capture and organize information 
related to business transactions. Depending upon the focus it can 
be divided into two types:

 ●  Financial Accounting and

 ●  Managerial Accounting.

A Financial Accounting system contains financial statements 
and disclosures meant for decision makers external to the 
company. A Managerial Accounting system contains detailed 
plans and performance reports meant for decision makers within 
the company.
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Figure 1.1 

Accounting System

Financial Accounting System Managerial Accounting System

External Decision Makers Internal Decision Makers

1.1 Financial Accounting Systems

A financial accounting system is a system that serves the 
dual purpose of keeping track of transaction information and 
helping organize and evaluate this information primarily meant 
for external decision makers. The part related to keeping track 
of information is termed as “Bookkeeping”, which is related 
to recording an activity, like taking a loan, paying a supplier, 
or receiving a payment. The other part related to organizing 
information for evaluation is termed as “Financial Statement”, 
which consists of summarised information on the business 
activities that help in evaluating the health of a business. 
Bookkeeping is done first and then the captured data is organized 
and evaluated as part of the Analysis stage.
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Figure 1.2 Financial Accounting System

Step 1 : Bookkeeping (keep track of information)

Step 2 : Analysis (organize and evaluate accounting information)

Financial Accounting System

1.2 Need for Financial Accounting Systems

Consider the following example. A company buys equipment 
from another company and pays for it after 10 days. It also 
produces certain goods and sells 100 units to its customers and 
receives payment after 30 days. Assume that it also had to raise 
capital through a bank loan to buy the equipment and produce 
the goods. If none of these transactions were recorded, it would 
be impossible to know the amount the company currently owes or 
needs to receive and therefore, the health status of the company. 
Hence, bookkeeping (or recording of these transactions) is 
required by all companies.

Now assume that all transactions are recorded through a 
bookkeeping system and they are all presented to the external 
decision makers, like bankers and investors. It would be too 
difficult for them to wade through so many different transactions 
to figure out how the company is doing. Hence, financial 
statements are created from the recorded transactions so as to 
summarize all transactions under a few well-known heads of 
accounts. This will enable the external stakeholders to easily read 
the information and make decisions.
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1.3 Financial Statements

There are three main components to a company’s financial 
statements: 

a) Balance Sheet 

b) Income statement (also called Profit and Loss statement) 

c) Statement of Cash Flows 

These days, financial statements also contain several mandatory 
and voluntary disclosures.

Below are simple examples of the three main components.

Balance Sheet

Assets Liabilities

Cash $500.00 Long-term loans $8,000.00
Land $4,000.00 Short-term liabilities $2,000.00
Equipment $12,000.00
Other assets $3,500.00 Equity  

Owner's investment $10,000.00
Total $20,000.00 Total $20,000.00

A Balance Sheet shows a snapshot of how many resources 
(assets) a company owns, the company’s obligations (liabilities) 
and the money invested by the owners (equity). As seen above, 
this is a summarized view that makes it easy to, as opposed to 
reading each and every transaction of the company. It may also 
be noted that the total value of assets is exactly equal to the total 
value of liabilities and equity. The value of assets will always 
balance against the liabilities and hence the name, Balance Sheet.
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Income Statement

Revenues $15,000
Expenses:

Cost of raw materials $5,000
Salaries $2,500
Interest $500
Income tax $800
Other expenses $1,000

Total expenses $9,800

Net Income $5,200

An Income Statement (also known as Profit and Loss 
Statement) reports the revenue earned by the company over 
a period of time and the expenses incurred. This gives one of 
the most important measures of a company’s health, called Net 
Income (also called Net Profit). If the expenses are more than 
revenue, then it results in a loss and the Net Income will be 
negative (shown in brackets as ($5,200)) as given below.

Revenues $15,000
Expenses:

Cost of raw materials $10,000
Salaries $5,000
Interest $2,000
Income tax $1,500
Other expenses $1,700

Total expenses $20,200
Net Income ($5,200)
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Statement of Cash Flows

Cash from Operating activities: $5,000.00
Cash used for Investing activities:

Purchase of property and equipment ($3,500.00)
Other investments ($500.00)

($4,000.00)
Cash from Financing activities:

New bank loans $1,500.00
Repayment of old loans ($500.00)
Payment of cash dividends ($300.00)

$700.00

Net increase in cash during the year $1,700.00

The Statement of Cash Flows is a report of the amount of cash 
collected and paid by a company in the given period. Each cash 
transaction is divided into three types of activities – operating, 
investing, and financing. It shows the net increase (or net 
decrease) of cash with the company at the end of the period.

1.4 Purpose of Financial Statements

External parties who need to make decisions about investing 
in a company, extending a loan to the company or even extending 
a credit period to the company, do so on the basis of financial 
statements. The diagram below shows how financial statements 
are used.
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Figure 1.3 

Government
Agencies

Lenders

Investors

Management

Suppliers

Customers

Employees

Competitors

Press/Media

Those are

used by

interested

parties

In the form

of Financial

Statements

Are

recorded

And

summarized

The

financial

activities

of a firm

Below are the main users of financial statements.

a) Lenders

Lenders want to ensure that the company would be in a 
position to pay interest on a regular basis and the principle 
at maturity. These are generally banks, individuals, financial 
institutions and even other companies.

b) Investors

Individual as well as corporate investors invest in a company 
if they feel that the company can provide attractive returns, 
based on the risk profile of the company. They can ascertain 
this by looking at the company’s financial statements and 
assume that the past performance is also representative of the 
future.
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c) Management

Although management has a more detailed view by way of 
managerial accounting, there are still things in the financial 
statement that they use, like sales growth, profit margins, cash 
available, etc.

d) Suppliers

Extending supplier credit is a norm in most industries but 
suppliers are generally more comfortable extending greater 
credit periods or greater credit amounts to those companies 
who they feel would be in a better position to make the 
payment on the agreed date. They do so by looking at the 
company’s financial statement that provides information 
about the financial strength and cash available with the 
company. They also look at the company’s past payment 
record to make a decision.

e) Customers

There are some goods which require a good deal of after-sales 
support, like aeroplanes. Customers want to know that the 
aeroplane manufacturer will not go out of business after they 
buy the plane from them. Financial statements help them 
gauge the company’s financial strength.

f) Employees

Financial statements often determine employees’ bonus, 
pension, health care benefits, etc. A financially strong 
company is also preferred by employees looking for a secure 
job.
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g) Competitors

Companies often look at the competitor’s financial statements 
to compare their relative performance in terms of revenue, 
profit, margins etc. This information helps companies to 
benchmark the best in the industry and devise plans to match 
or better them.

h) Government Agencies

Federal and state governments, IRS, SEC and other agencies 
frequently refer to the financial statements of companies to 
ensure investors’ safety and to make policy decisions.

i) Press/Media

Whenever the press wants to report about a company, it can 
find a significant amount of information in the company’s 
financial statements. Significant events like a large drop in 
profits, huge losses, and questionable practices are generally 
predicted with the help of the data present in the financial 
statements.

1.5 Financial Accounting Standards

In the United States, FASB (Financial Accounting Standards 
Board) sets standards for financial accounting, including financial 
statements. The accounting rules are described as GAAP 
(Generally Accepted Accounting Principles).

Apart from FASB, there are other agencies that impact 
accounting standards and practices as below:
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a) SEC (Securities and Exchange Commission) regulates US 
stock exchanges and seeks to create a fair information 
environment in which investors can buy and sell stocks 
without fear that companies are hiding or manipulating 
financial data.

b) AICPA (American Institute of Certified Public Accountants) 
is a professional organization of certified public accountants 
(CPAs) in the US. The CPAs provide business advice to 
companies related to accounting issues.

c) PCAOB (Public company Accounting Oversight Board) 
inspects the audit practices of registered audit firms.

d) IRS (Internal Revenue Service) establishes rules related to how 
income is to be taxed.

e) IASB (International Accounting Standards Board) develops 
common set of worldwide accounting standards.
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Solved Examples

1. Why would the following individuals or groups be interested 
in a firm’s financial statements?

a. Current shareholders of the firm

b. Creditors of the firm

c. Management of the firm

Solution:

a. Current shareholders of the firm

The current shareholders of the firm would look at the 
financial statements for 3 reasons – to decide if the stock is 
worth holding or selling, whether additional investment 
can be made in the company, and to ensure that the 
management is keeping shareholder interests in mind while 
making decisions. The last part has become exceedingly 
important now with several individuals and groups filing 
class action lawsuits on firms.

b. Creditors of the firm

Individuals or groups would extend credit to a firm on 
the basis of the strength of their financial statements. This 
will help them decide on the amount of risk involved in 
extending credit and accordingly decide on the quantum 
and period of the credit.
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c. Management of the firm

The management might decide targets based on the 
company’s financial statements. These could be in the 
form of profit growth percentage, sales growth percentage, 
decrease in the overhead costs, etc.

2. Comment on the following balance sheet of a firm.

Assets Liabilities
Cash $5,000.00 Long-term loans $15,000.00
Land $20,000.00 Short-term liabilities $10,000.00
Equipment $10,000.00
Other assets $1,000.00 Equity  

Owner's investment $10,000.00
Total $36,000.00 Total $35,000.00

Solution:

The Balance Sheet above is incorrect as the Total Assets are 
not the same as Total Liabilities and Equity. A Balance Sheet 
should have an exact match between these two totals.
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Practice Exercise

1. Comment on the income statement below.

Revenues $5,000.00
Expenses:

Cost of raw materials $3,000.00
Salaries $2,000.00
Interest $1,000.00
Income tax        $ -

Total expenses $6,000.00

Net Income ($1,000.00)

2. In what way would the following individuals or groups be 
interested in a firm’s financial statements?

a. Prospective shareholders of the firm

b. SEC (Securities and Exchange Commission)

c. Firm’s major labor union

Solutions to the above questions can be downloaded 
from the Online Resources section of this book on 

www.vibrantpublishers.com
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Chapter Summary

 ¡  Accounting Systems can be divided into Financial 
Accounting System and Managerial Accounting System, 
used by external decision makers and internal decision 
makers respectively.

 ¡  Financial Accounting Systems consist of two activities: 
bookkeeping and analysis. Bookkeeping refers to 
keeping a record of all financial transactions over 
a period of time. Analysis refers to organizing this 
information into Financial Statements, which are used 
to analyse the health of the company and to make 
decisions.

 ¡  Financial Statements consist of three major parts – 
Balance Sheet, Income Statement (also called Profit 
& Loss Statement), and the Statement of Cash Flows. 
Notes to Financial Statements provide more details 
about some of the headings in these major parts.

 ¡  A Balance Sheet shows a snapshot of how many 
resources (assets) a company owns, the company’s 
obligations (liabilities) and the money invested by the 
owners (equity).

 ¡  An Income Statement (also known as Profit & Loss 
Statement) reports the revenue earned by the company 
over a period of time and the expenses incurred.

 ¡  The Statement of Cash Flows reports the amount of cash 
collected and paid by the company in the given period.




