
 

 

Chapter 1 Study Guide: Business Decisions and 

Financial Accounting 

1. Introduction to Financial Accounting 

• Definition of Financial Accounting: 
o Financial accounting involves the preparation of financial statements that provide 

useful information for decision-makers outside the company, such as investors, 

creditors, and regulators. 
o Its main objective is to record, summarize, and report transactions in a clear and 

accurate manner. 

• Purpose of Financial Statements: 
o To provide relevant financial information to stakeholders (owners, creditors, and 

others) to help them make informed decisions about the business. 
o Key financial statements: Balance Sheet, Income Statement, Statement of Cash 

Flows, and Statement of Changes in Equity. 

2. Business Decisions and Financial Statements 

• Types of Business Decisions: 
o Investing Decisions: Deciding where to allocate financial resources (e.g., buying 

equipment, acquiring other companies). 
o Financing Decisions: Determining how to raise funds (e.g., issuing stock, 

borrowing from creditors). 

o Operating Decisions: Day-to-day management decisions, such as pricing 
products, managing expenses, and maintaining operations. 

• Key Users of Financial Information: 
o Internal Users: Managers and employees who use financial information for 

decision-making and to evaluate the company’s performance. 

o External Users: Investors, creditors, regulators, and analysts who rely on 
financial reports to evaluate the company’s financial health. 

3. Role of Financial Accounting in Business Decisions 

• Financial accounting helps businesses track and communicate their financial health, 
allowing both internal and external parties to make well-informed decisions regarding 
investments, operations, and management. 

• Accounting Information as a Tool for Decision Making: 
o Helps investors assess whether to buy, hold, or sell stock. 



 

o Helps creditors determine the ability of a business to repay loans. 
o Helps managers evaluate performance, budget, and plan. 

4. Key Concepts in Financial Accounting 

• Assets, Liabilities, and Equity: 
o Assets: Resources owned by the business (e.g., cash, inventory, property). 
o Liabilities: Debts owed by the business (e.g., loans, accounts payable). 

o Equity: The owner’s claim on the business (e.g., stock, retained earnings). 

• Revenues and Expenses: 
o Revenue: Money earned by a company through its core activities (e.g., sales). 
o Expenses: The costs incurred by a business to produce goods or services (e.g., 

rent, wages). 

5. The Accounting Equation 

• Basic Accounting Equation: 
o Assets = Liabilities + Equity 
o This equation must always be in balance, ensuring that every transaction affects 

the financial position of the company. 

6. The Four Basic Financial Statements 

• Balance Sheet: Shows the company’s financial position at a specific point in time, 

including assets, liabilities, and equity. 

• Income Statement: Summarizes the company’s revenues and expenses over a period, 

showing whether the company made a profit or incurred a loss. 

• Statement of Cash Flows: Shows how cash is generated and used during a specific 

period in the company’s operations, investing, and financing activities. 

• Statement of Changes in Equity: Tracks changes in the ownership equity of the 

company during a period (e.g., issuance of stock, retained earnings). 

7. Importance of Ethical Standards in Financial Accounting 

• Ethics in Accounting: 
o Ethical accounting practices ensure the accuracy and transparency of financial 

statements, preventing fraud and ensuring fairness for all stakeholders. 

o Organizations adhere to ethical standards, often guided by regulatory frameworks 
like GAAP (Generally Accepted Accounting Principles) or IFRS 

(International Financial Reporting Standards). 

• Regulatory Bodies: 



 

o FASB (Financial Accounting Standards Board): Establishes and improves 
standards of financial accounting and reporting. 

o SEC (Securities and Exchange Commission): Protects investors and ensures 
that securities markets operate fairly. 

8. Introduction to the Accounting Cycle 

• The Accounting Cycle involves steps such as journalizing transactions, posting to 

ledgers, preparing trial balances, and creating financial statements. 

9. Key Terms to Know 

• Accounting: The process of identifying, measuring, recording, and communicating 

financial information about a business. 

• Financial Statements: Reports that summarize the financial status and performance 

of a business. 

• Transaction: An economic event that affects a company’s financial position and is 

recorded in the company’s books. 

• Revenues: Earnings from the sale of goods or services. 

• Expenses: Costs incurred in the process of earning revenue. 

• Net Income: The difference between total revenue and total expenses. 

 

Study Tips 

• Understand the Core Principles: Make sure you understand the basic accounting 

equation and how financial transactions affect the balance sheet, income statement, and 

cash flow statement. 

• Review the Four Financial Statements: Know the purpose and components of 

each of the four main financial statements and be able to interpret them. 

• Practice the Accounting Cycle: Understand the steps of the accounting cycle, and 

practice journal entries, posting to ledgers, and preparing trial balances. 

Practice Problems for Chapter 1: Business Decisions and 

Financial Accounting 

 

1. Understanding Financial Statements 



 

2. The Accounting Equation 

Problem 2.1: Applying the Accounting Equation  

On January 1, XYZ Corp. had assets of $100,000, liabilities of $40,000, and equity of $60,000. 

During January, the company borrowed $20,000 from a bank. What is the new balance of each 
component of the accounting equation? 

• Assets: ______ 

• Liabilities: ______ 
• Equity: ______ 

 

3. Revenue and Expense Classification 

Problem 3.1: Identifying Revenues and Expenses 

Which of the following are revenues and which are expenses? 

• Rent payment for office space 
• Sales revenue from selling products 

• Wages paid to employees 
• Interest earned from a savings account 

Options: 

• Revenue 

• Expense 

 

4. Analyzing Business Decisions 

Problem 4.1: Business Decisions and Their Impact 
XYZ Corp. decides to purchase new equipment for $30,000. Which financial statements will be 

impacted by this decision, and how? 

• List which financial statements will change (Balance Sheet, Income Statement, Cash 
Flow Statement, Statement of Changes in Equity). 

• Describe how they will be impacted (e.g., which accounts will increase or decrease). 

 

5. The Role of Financial Accounting in Business Decisions 



 

Problem 5.1: Decision-Making Using Financial Accounting Information 
XYZ Inc. is considering whether to invest in a new project. The company wants to know if the 

business is profitable enough to take on this investment. Which financial statement(s) would be 
most helpful in making this decision and why? 

 

6. Key Terms and Definitions 

Problem 6.1: Match the Term to Its Definition 
Match each term with the correct definition: 

1. Assets 
2. Liabilities 

3. Equity 
4. Revenue 

5. Expense 

Definitions: 
a) The money a company earns from its main business activities. 
b) What the company owes to creditors. 

c) The ownership interest in a business after liabilities are subtracted from assets. 
d) The resources owned by the company that provide future benefits. 

e) The costs incurred in the process of generating revenue. 

 

7. Financial Statement Preparation 

Problem 7.1: Creating a Basic Balance Sheet 

At the end of the month, ABC Corporation has the following financial data: 

• Cash: $10,000 

• Equipment: $15,000 
• Accounts Payable: $5,000 

• Common Stock: $12,000 
• Retained Earnings: $8,000 

Prepare the balance sheet for ABC Corporation as of the end of the month. 

 

8. Accounting Cycle Steps 



 

Problem 8.1: Ordering the Accounting Cycle 

Put the following steps of the accounting cycle in the correct order: 

1. Prepare the trial balance 

2. Record transactions in the journal 
3. Prepare the financial statements 

4. Post journal entries to the ledger 
5. Analyze and journalize business transactions 
6. Close the books 

 

Answers to Practice Problems 

Problem 1.1: Categorizing Financial Statements 

1. a) Balance Sheet 
2. b) Income Statement 

3. c) Statement of Cash Flows 
4. d) Statement of Changes in Equity 

Problem 2.1: Applying the Accounting Equation 

• Assets: $120,000 

• Liabilities: $60,000 
• Equity: $60,000 

(Explanation: After borrowing $20,000, both assets and liabilities increase by $20,000, 

but equity remains the same.) 

Problem 3.1: Identifying Revenues and Expenses 

• Rent payment for office space → Expense 
• Sales revenue from selling products → Revenue 

• Wages paid to employees → Expense 
• Interest earned from a savings account → Revenue 

Problem 4.1: Business Decisions and Their Impact 

• Balance Sheet: Equipment account increases by $30,000 (Assets), and either cash 

decreases or liabilities (loan) increases by $30,000. 
• Statement of Cash Flows: $30,000 outflow under investing activities if purchased with 

cash or financing activities if borrowed. 



 

Problem 5.1: Decision-Making Using Financial Accounting Information 

• The Income Statement is most helpful for assessing profitability, as it summarizes 
revenues and expenses to show net income. Additionally, the Statement of Cash Flows 

can help evaluate the cash impact of the decision. 

Problem 6.1: Match the Term to Its Definition 

1. Assets → d) The resources owned by the company that provide future benefits. 
2. Liabilities → b) What the company owes to creditors. 

3. Equity → c) The ownership interest in a business after liabilities are subtracted from 
assets. 

4. Revenue → a) The money a company earns from its main business activities. 
5. Expense → e) The costs incurred in the process of generating revenue. 

Problem 7.1: Creating a Basic Balance Sheet ABC Corporation Balance Sheet 

• Assets: 

o Cash: $10,000 
o Equipment: $15,000 

Total Assets: $25,000 

• Liabilities: 
o Accounts Payable: $5,000 

• Equity: 
o Common Stock: $12,000 
o Retained Earnings: $8,000 

Total Equity: $20,000 
• Liabilities + Equity = Total Assets: $25,000 

Problem 8.1: Ordering the Accounting Cycle 

1. Analyze and journalize business transactions 

2. Record transactions in the journal 
3. Post journal entries to the ledger 
4. Prepare the trial balance 

5. Prepare the financial statements 
6. Close the books 

 


