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Unit 1 Introduction to Accounting

Accounting is known as the language of business. It is used by every
profit-seeking business organization that has economic resources such as
money, machinery, and buildings to provide relevant financial information
on their resources and the effects of the use of these resources.
Not-for-profit organizations also utilize accounting in order to measure
their activities.

1. Definition of Accounting

Figure 1-1 Accounting Definition
What Is Accounting?

Source: google images



Accounting can be defined as the information system that identifies,
records and communicates economic events to the interested users for the
purpose of decision-making. Another definition is the recording, reporting,
and analysis of financial transactions of a business. Early accounting
tended to focus on the traditional record-keeping functions of the
accountant. Modern accounting, in contrast, involves more planning,

controlling and budgeting, and forecasting.
I1. Users and Classifications of Accounting

Accounting information is used to satisfy the needs of two main
groups of users: external users who are outside a business but have direct
financial interest in the business, such as owners, investors, creditors, and
brokers; internal users like managers, employees, and unions that have
direct concerns in a business.

Accordingly, accounting is split into two types: financial accounting
and managerial accounting. Financial accounting is related to the
preparations of financial reports and statements for users mainly outside
the business, and is also called external accounting. While managerial
accounting mainly provides information to internal management of a firm
for decision-making, it’s also called internal accounting since it’s used

basically inside the business.
ITI. Accounting Assumptions and Principles

To develop accounting standards, there are a series of assumptions
and principles that serve as basic guidelines in accounting activities called
Generally Accepted Accounting Principles (GAAP). These assumptions

and principles form a foundation for financial reporting internationally.



1. Assumptions

(1) Monetary Unit Assumption

The monetary unit assumption requires that only those things that can
be expressed in money are included in the accounting records. This
assumption has important implications for financial reporting. Because the
exchange of money is fundamental to business transactions, it makes sense
that a business is measured in terms of money. However, it also means that
certain important information needed by investors, creditors, and
managers is not reported in the financial reports as they can’t be measured
in terms of money. For example, customer satisfaction is important to
every business, but it is not easily quantified in dollar terms, thus it is not
reported in the financial statements.

(2) Economic Entity Assumption

Economic entity assumption is also called accounting entity
assumption. The economic entity assumptions states that every economic
entity must be separately identified and accounted for. In light of this, an
economic entity’s accounting must be independent of other entities and the
owner of the enterprises. That means a company is a separate entity from
its owners and its accounting reflects only the financial activities of the
company, not the owner. It must be ensured that all the transactions of the
company, and only those transactions are reported in the company’s
financial reports. In particular, it is necessary to ensure that transactions of
the owners are excluded. For example, if you are a stock holder in Dove,
the amount of cash you have in your personal bank account is not reported
in the Dove’s financial report.

(3) Time Period Assumption

The time period assumption states that enterprises shall account for
their transactions and prepare financial statements for distinct time periods.
In other words, the life of a business is artificially split into equal short
time periods to make it easier to calculate profits and reflect the financial
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situation of a business. This is called an accounting period, typically one
month, one quarter or one year. This principle is an important supplement
to the previous assumption.

(4) Going Concern Assumption

The going concern assumption states that the business will remain in
operation in the foreseeable future unless sufficient and negative proofs are
provided to stop it. This assumption makes sure asset evaluation, depreciation
calculation and accounting report are prepared in a continuous mode.

Figure 1-2 Accounting Assumptions

Monetary Unit Economic Entity

ol

Measure of

satisfaction

Percent of
international
employees

Total number
of employees

Every economic entity can be
Inciude in the accounting records oy those things op ly identified and d
that can be expressed in terms of money.

Time Period Going Concern

Start of fom an End of

The economic life of a business can be Tha enterprise Will continue in oparation
divided Into artificial time periods. enough to carTy out fs exdsdng: objectives.

Source: Kimmel, Weygandt, Kieso. Financial Accounting-Tools for Business
Decision Making. 2004

2. Principles

(1) Historical Cost Principle

It requires that assets are recorded at cost when they’re obtained or
the expenses incurred on acquisition rather than fair market value. This
also applies to liabilities. For example, if Wal-Mart purchases a piece of
4



land for $300,000, the cost of the land is reported at this amount in the
financial reports, regardless of how much its market value increased. This
principle provides information that is reliable, which removes the
opportunity to provide subjective and potentially biased market values, but
it’s not very relevant.

(2) Revenue Recognition Principle

This principle requires revenues or expenses to be recorded when
revenues are actually realized and when expenses are incurred, rather than
when cash is received. This way of accounting is called accrual basis
accounting.

(3) Full Disclosure Principle

This principle requires that all circumstances and events that would
make a difference to financial statement be disclosed. If an important item
can not be reasonably reported directly in the financial statements, notes
should be made about it.

(4) Matching Principle

This principle requires that revenues have to be matched with related
expenses or costs in accounting. Expenses are recognized not when the
work is performed, or when a product is produced, but when the work or
the product actually makes its contribution to revenue. This principle helps’

to calculate the net income or loss in a certain accounting period.

IV. Financial Statements

The daily accounting information is normally detailed, specific,
enormous and disperse. In order to get a clear picture of the financial
position, performance and changes in the financial position of an
enterprise, measures need to be taken to record, classify, summarize, and
interpret the daily accounting data. The results finally are communicated
to the decision-makers.



Figure 1-3 Measures to Analyze Accounting Data

Record: Transactions are] Classify: Transactions ard  |Summarize: Transactions are

recorded to journal o  (classified into assets, liabilities{  summarized in financial
book of original entry owner’s equity, revenues and statements

expenses

h 4
mmunicate: analyzed ﬁnanmgll terpret: Analysis is made

information transmitted to managerdg— lof financial statements
make decisions

Source: developed by the author

In the communication stage, documents and forms are prepared to
present the financial situation of the company. These are called financial
statements. Financial statements are the final product of the accounting
process, because users need to know how the business is doing to make
economic decisions. Financial statements prepared for this purpose meet
the common needs of most users. However, financial statements do not
provide all the information that users may need to make economic
decisions, since they largely portray the financial effects of past events and
“do not necessarily provide non-financial information.

The objective of financial statements is to provide information about
the financial position, performance and cash flows of a business.
Information about financial position is primarily provided in a balance
sheet. Information about operating performance of the company is
primarily portrayed in an income statement. Information on cash flow is
provided by a cash flow statement. Balance sheet and income statement

are the two basic financial statements that are most commonly used.



1. Balance Sheet

Balance Sheet
December 31, 2007
Assets
Cash
Accounts Receivable
Equipment
Less: Accumulated Depreciation
Total assets
Liabilities
Accounts Payable
Salaries Payable
Interest Payable
Notes Payable
Unearned Revenue
Total liabilities
Owner's Equity
Capital
Retained Earnings
Total owner's equity

Total liabilities & owner's equity

$40,000
3.500

$4,000
2,000
1,700
19,500
1.500

$29,700
1.600

$21,000
4,500

$28,700

$31.300
$60.000

The balance sheet shows the financial position of the business at a

specific time. It reports assets (the resources a business owns) and claims

to those assets. These claims are subdivided into two categories: claims of

creditors (debts of the company) are called liabilities. Claims of owners

(owner’s interest in the company) are called owner’s equity.



2. Income Statement

The income statement shows the performance and profitability of a
business for a given period of time. It’s also called earning’s statement.
From the income statement, users of the financial reports can get a clear
idea of the operating results or performance of the business in a certain
period called the accounting period. Users are thus able to analyze the
trend and causes for the increase or decrease in the business profits. The
income statement lists the company’s revenues followed by its expenses.
The difference between them is then calculated. If the revenue is greater
than the expenses, the result is shown as net income. Conversely, if

expenses exceed revenues, the result is shown as a net loss.

Income Statement

For the Year Ended December 31, 2007

Revenues:
Sale revenue $708,255
Rent revenue 600
Total revenues $708,855
Expenses:
Cost of merchandise sold $525,305
Selling expenses 70,820
Administrative expenses 34,890
Interest expenses 2,440
Total expenses 633,455
Net income $ 75,400

3. Retained Earnings Statement

Retained earning is the net income retained in the corporation.
Retained earnings statement is a link between the balance sheet and
income statement in that it shows the changes of the owner’s interest in

the company over an accounting period and how (by aggregating the



