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" Unit One

kil
’
General Introduction to Financial Accounting

Unit Opjeptives

RS

In this unit, you will
» ) learn the accounting equation;

S SN

» ), learn the meaning of each accounting element;
% ») learn to make entries in the T accounts and the ledger accounts using
? double-entry system;
“;, » ) learn to journalize transactions and post them to the ledgers;
i

» ) know what financial statements look like.




T S »

Introduction )

To begin with, we’d like to make a general introduction to the essentials of accounting.
Thus, accounting elements, accounting equation, T account and double-entry system, the
ledger and chart of accounts, journalizing and posting are introduced in this unit. The purpose
of this unit is to pave the way for the study of this course.

ds and Terms

Section 1

Accounting Equation and Accounting' Eiements

m The accounting equation
The accounting equation shows the basic relationship between the accounting elements,
i.e. the balance position of assets on one side whereas liabilities and owner’s equity on the

other side. So the accounting equation is:
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m Accounting elements

Accounting elements include assets, liabilities, owner’s equity, revenue, expenses, and
profits of a business.

e Assets (% ™) Assets are economic resources that are owned or controlled by a business.

Assets can be classified as current assets, fixed assets,
or intangible assets. Current assets (i 3/ % /) are [1] bank deposit % = & & it 4
R, BV HFERTHHMESE

: ManEmAES, BIFEARTM
receivable, inventory, etc. They can be converted to AmE%, HEERSHD, —

short-term assets including cash, bank deposit”, accounts

cash within one year. Current assets are generally listed | #F cash (M €) &R=o

according to liquidity (convertibility to cash), so cash is
always listed first. Fixed assets ([& %€ % /) are long-term or long-lived assets, including
land, buildings, equipment, furniture, etc. They are used in business operations, nGt%fork
direct sale. Intangible assets (JCJ¥ %% =) are also long-lived assets, including
copyrights, licenses, franchises, goodwill, etc. They are also used in the busine:

but they have no physical form. In most cases, they provide their owners
advantages over other firms.

e Liability (fifi) Liabilities are debts of a business owed to suppliers, b
are usually classified as current liabilities and long-term liabilities. Curre
Bl 11 it ) are expected to be paid within one year. They include acco ble, tax
payable, salaries payable, etc. A typical current liability would usually be
days. Long-term liabilities (1<} ffi fif) may last from one year to 20» or 30 years until it is
fully paid. Mortgage payable is an example of long-term liabi ';ws

e Owner’s equity (BT #&#38) Owner’s equity is the net assets of a
owner’s interest in the business. When a business is owned Me m,
equity is shown as “Capital” (¥ 4<). When it is owped 6*stoc Iders, it is shown
as “Stockholder’s Equity” (% 4X35). Owner’s equity is aﬁ'ectec?by the results of a
company’s operations. If a business is profitable, owner’ 'S equlty is increased; if a business

is not profitable, owner’s equity is decreased.

® Revenue (BLA) Revenue is the increase in owner'i ‘ om the sales of
goods or services by the business. Manufacturing and mes -,handismg businesses receive
revenues from the sale of products or merchandise. A service enterprise such as a law firm
gets revenues from the fees it charges for the services it pré‘vides. NM? cash receipt

qualifies as revenue only when it helps increase owner’s equity. Thus, cash borrowed from
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a bank is not revenue but simply liability.

e Expense (%% F) Expenses are the decrease in owner’s equity caused by the company’s

revenue-producing operations. Like revenues, expenses represent flows of resources during

a period of time, but expenses are outflows whereas revenue is inflows. In amount, the

expense is equal to the value of goods or services used up in gaining revenue. Please note

that a cash payment can be regarded as an expense only if it decreases owner’s equity.

Thus, purchasing supplies, which is an exchange of one asset for another asset, is not an

expense. Worth also bearing in mind is that dividend payments and drawings are not

expenses since they are not related to revenue-producing operations of a business.

e Profit (Fl#) Profit, often called net income, is also the
increase in owner’s equity resulting from profitable
operation® of a business. If revenues exceed expenses,
the result is called net income or profit; if expenses
exceed revenues, the difference is called net loss.

[2] revenue-producing operation
R WEEEFNNEE T,
i profitable operation $5 1t Al £1)
ERFNEEE,

Revenue is a “gross” concept, whereas profit is a “net” concept.

The last three accounting elements, i.e. revenue, expense and profit are temporary

accounts because they are opened at the beginning of an accounting period, and closed at the

end of the period. In the accounting equation, they belong to owner’s equity.

El Accounting elements in the accounting equation

Exhibit 1-1 shows the relationship of the accounting elements in the accounting equation.

Exhibit 1-1 Accounting Elements in the Accounting Equation

Assets = Liabiiies +  Owner’sEquity, |
$9830 = $400  +  $9.430 |
R
Cash $7,330 Owner’s Equity $7,530
Supplies $500 = | Accounts Payable $400 | + | Profit $1,900 (Revenue

Furniture $2,000

$3,500—Expenses $1,600)

After defining the accounting elements, now let’s examine the balance condition of

the accounting equation. Assume that a business owns assets of $10,000, borrows from
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creditor $2,000, and that the owner invests $8,000. The entries made in the accounting

equation would be:

Assets = liabiiies + Owner’s equjny[

$10000 = $2000 + $8000 |

Suppose that $1,600 in cash has been used to pay for a debt, the changed equation
would then be:

ifies + Owner’s equity l

$400 + $8,000 |

Suppose again that the business has received $3,500 as an income; the accounting equa-
tion is as follows:

Assefs = Liablifies + Owner'seauity |

Any business event that alters the amount of the accounting elements is called a

transaction (&1 3 70).

E xercises

1.1 The accounting elements include

, and

1.2 Such things as cash, accounts receivables, inventory, supplies, equipment, buildings, and
land, etc. are included in

1.3 Liabilities are of a business.

1.4 The net assets of a business are called .

1.5 Cash borrowed from a bank is not but simply liability.

1.6 Expenses are the decrease in owner’s equity caused by the company’s
operations.

1.7 Profit is the of revenue over expenses for the accounting period.

1.8 The accounting equation is: - -

1.9 Record the following transaction in the accounting equation: Bought an automobile for
$9,800, paying $3,000 cash and giving a note for the balance.
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Assefs = Licbilties + Owner’sequily |
Cash and Equipment Notes Payable
Balance $15,000 = $15,000
Entry +- K e
Balance + = +

Section 2

T Account, Double-entry System, the Ledger and Chart of Accounts

m T account (T Fk )

T account is the simplest form of the account. It is so called because it resembles the
letter “T”. On top of the T account is the account title (written in the middle) and the
account number (written on the right side). Below on each side of the vertical line are the
debit which is on the left side and the credit which is on the right side. Often the debit and
credit are abbreviated as Dr. and Cr. When an amount is placed on the left side of the
account, the account is said to be debited. If the amount is entered on the right side, the
account is credited. The difference between the debit and the credit is called the balance of

the account.

Exhibit 1-2 T Account

Account Title 13
Debit } Credit

m Double-entry system (=X &it#1 B)

In double-entry system, whether an account is to be debited or credited depends on the
type of the accounting element. By convention, increases in assets and expenses are recorded
as debits, whereas increases in liability, owner’s equity, revenue and profit are recorded as

credits. Asset and expense decreases are recorded as credits, whereas liability, owner’s
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equity, revenue and profit decreases are recorded as debits.

Exhibit 1-3 Entries in the T Account

Assets and Expenses Liability, Owner’s Equity, Revenue and Profit
Dr. Cr. Dr. Cr.
+ - - +
(Increases) | (Decreases) (Decreases) | (Increases)

Just keep in mind that in double-entry system there are equal debit and credit entries for

every transaction. When only two accounts are affected, the debit and credit amounts are

equal. If more than two accounts are affected, the total of the debit entries must equal the
total of the credit entries.

Exercises

1.10
1.11

1.12
1.13
1.14
1.15
1.16

15 17

S e o o

T account is so called because it resembles the letter y

The debit is on the side of the vertical line. The credit is on the
side of the account.

“Dr.” stands for , while “Cr.” is the abbreviation for

If an amount is recorded on the debit side, account is said to be

Asset and expense increases are recorded as
Liability, owner’s equity, revenue and profit decreases are recorded as .
In double-entry system, the debit and credit entries for every transaction must be
In each of the following T accounts, enter an increase by writing “+” and a decrease
by writing “—".
Assets Liabilities
Dr. Cr. Dr. Cr.
Revenue enses
Dr. Cr. Dr. Cr.
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E The ledger (5 )

In an accounting system, accounts are grouped according to accounting elements. These
groups of accounts are called the ledger.
Now let us show you how the accountant makes a meaningful record of a series of

transactions step by step with the double entry system in the ledger accounts.

Example 1.1
During the month of January, 2006, Ted Lott, a lawyer
(1) Invested $8,000 to open his practice, Lott Law Firm.
(2) Bought office supplies (stationery, forms, pencils, and so on) for cash, $700.
(3) Bought several pieces of office furniture from Ferraro Furniture Co. on account, $2,000.
(4) Received $3,500 in service fees earned during the month.
(5) Paid office rent for January, $600.
(6) Paid salary for part-time help, $800.
(7) Paid $1,600 to Ferraro Furniture Co. on account.
(8) After taking inventory at the end of the month, Lott found that he had used $200 worth of
supplies.
(9) Withdrew $470 for personal use.
(10) Paid bank service charge $23.
These transactions might be analyzed and recorded in the accounts as follow:

@ Transaction 1: Invested $8,000 to open his practice.

Two accounts are affected in this transaction. They are Cash and | [3] Cash #0 Capital 15K /8
AEER, B “.&KF", B

THEWE. UMEEERRK,

Capital® Remember that an increase in an asset (cash) is debited,

whereas an increase in owner’s equity (capital) is credited.

(s Capital [4] 85 T 5 P H 2K

Dr. cr. Dr. Cr. th 3 o FE S HE T

+ pr = + ®e. 0. T8 F$8,000,
(1) 8000™ 8000 (1) 3 2L 8000 KB R,

Transaction 2: Bought office supplies for cash, $700. Here we are substituting one
asset (cash) for another asset (supplies). We debit Supplies because we are receiving supplies.
We credit Cash because we are paying out cash.



Cash Supplies

Dr. Cr. Dr. Cr.
- - + -
8000 700 (2) (2) 700

Transaction 3: Bought office furniture from Ferraro
Furniture Co. on account, $2,000. We are receiving an asset

[5] Furniture £ B fr £ it &
A—RKF, MEFEAIHAZ

(fixed asset) and, therefore, debit Furniture® to show the increase. T

We are not paying cash but creating a liability, thereby increasing
the liability account (Accounts Payable).

Furniture Accounts Payable
Dr. Cr. Dr. Cr.
+ - - +
(3) 2000 2000 (3)

Transaction 4: Received $3,500 in service fees earned during the month. In this
case, we are increasing the asset account Cash, since we have received $3,500. Therefore,
we debit it. We are increasing the owner’s equity, yet we do not credit Capital. We
contemporarily separate the revenue from the owner’s equity (capital) and create a new
account, Fees Income.

Cash Fees Income
Dr. Cr. Dr. Cr.
+ ~ - +
8000 700 3500 (4)

(4)3500

Transaction 5: Paid office rent for January, $600. We must decrease the asset account
Cash because we are paying out money. Therefore, we credit Cash for $600. Expenses are
also separated from the owner’s equity. Therefore, a new account, Rent Expense, is opened.
The $600 is entered on the left side of Rent Expense since expense decreases capital.

Cash Accounts Payable
Dr. Cr. Dr. Cr.
+ - ¥ ~
8000 700

3500 | 600(5) (5) 600



