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Chapter 1 An Infroduction fo Accounting

This chapter discusses how accounting information is needed by various users. The
role of ethics and standards of professional conduct in accounting is presented. Generally
accepted accounting principles ( GAAP) are introduced ,and some concepts and principles
are explained. Then the chapter introduces the accounting equation: Assets = Liabilities
+ Owner’ s Equity. The financial statements are illustrated. The interrelationship of the
financial statements is emphasized.

After studying this chapter, you should be able to:

1. Describe that accounting is an information system.

2. Understand generally accepted accounting principles applied to financial
statements.

3. Understand the convergence of accounting standards.

4. Use accounting equation present accounting elements and their increases and

decreases.

1.1 Accounting is an Information System

Accounting is often described as an information system. It is the system that
measures business activities, processes information into reports and communicates these
findings to decision makers. Exhibit 1-1 presents the flow of information in an accounting
system. Bookkeeping is only the part of accounting that records transactions and events.
Accounting includes the analysis and interpretation of accounting information intended to

be used by both external and internal users in making economic decisions.

Exhibit 1-1 The Flow of Information in an Accounting System
| 1 [ ]
Decision Making Economic Events Reports

t |

The primary users of accounting information are investors and creditors,

government, labour unions, and the general public also use accounting information.
Financial statements report accounting information about resources, earning prospects,
expected cash collections, incurred expenses, repayment ability, tax collection, and

negotiating wage agreements.
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1.2 Forms of Organization

There are three forms of business organization. These three forms of business
ownership are below ; ‘

A sole (single) proprietorship is a business organization that is owned by one
individual. It is an accounting entity but not a legal entity. This means that the owner is
responsible for the debts of the proprietorship. It is known as unlimited liability and is
obviously a disadvantage of this form of business organization.

A partnership only differs from a single proprietorship is that it has more than one
owner. The owners are called partners. There are some different types of partnerships in
business activity.

A corporation is incorporated under local law as a separate entity; hence, its owners
are called shareholders or stockholders. They are not liable for the debts of the
corporation. The limited liability is an obvious advantage of the form. The ownership of a

corporation is divided into shares or stocks. Shares can be transferred between owners.

1.3 The Framework for the Preparation
and Presentation of Financial Statements

Different countries have different accounting models because of prevailing legal and
economic conditions that are present nationally. That represents an acceptable accounting
practice in one country is not necessarily acceptable in another country. It is the
differences between national accounting models that have created the need for a
harmonization of accounting standards: a global accounting language for the
communication of relevant and reliable financial information.

In response to this growing need, the International Accounting Standards Committee
(IASC) was founded in 1973 and has engaged in internationally recognized standard-
setting to achieve this goal. On April 1, 2001, the IASC was restructured into the
International Accounting Standards Board (IASB).

Exhibit 1-2 is an illustration of the structure, reproduced from the IASB website.
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Exhibit 1-2 An lllustration of the Structure of IASB
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In addition to issuing international accounting standards, in 1989, it issued the
Framework for the Preparation and Presentation of Financial Statements, intended to be

the conceptual foundation on which to build accounting standards.

1.3.1 Ohbjectives of Financial Statements
and Underlying Assumptions

The objective of financial statements as stated in the Framework is to provide
information about an entity’s financial position, performance, and changes in financial
position that is useful to a wide range of users in making economic decisions.

The two underlying assumptions inherent in financial statements are

(1) that the accounting information was prepared using the accrual basis, and

(2) that the entity is assumed to be a going concern and will therefore continue
operating into the future.

The accrual basis of accounting assumes that transactions are recorded when they
occur regardless of when cash actually changes hands. For example, in the case of
revenue, it should be recognized at the time it is earned. The following three points are
essential to understanding when revenue is to be recognized ;

® The inflow of assets associated with revenue does not have to be in the form of
cash.

® Revenue is earned at the time services are rendered or the goods sold are
transferred.

¢ The amount of revenue equals cash received plus the cash equivalent (fair value)

of other assets received.
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It is important that revenue is recognized when earned and expenses are recognized
when consumed, not when cash is exchanged. In contrast to the accrual basis of
accounting is the cash basis. Under the cash basis, transactions are recorded only when
cash is exchanged. The cash basis is not acceptable according to the IASB Framework.

A business is a going concern if it is expected to continue to operate for an indefinite
period.

1.3.2 Qualitative Characteristics of Financial Statements

The qualitative characteristics of financial statements make the information useful to
users. The Framework identifies four principal characteristics :
- understandability
- relevance
reliability
- comparability
Understandability requires full disclosure. This means that financial statements and

foot-notes to financial statements must include all relevant information about the financial

position, operations, and cash flows of the entity.

The relevance of accounting information is affected by its materiality and timeliness.
Materiality indicates that the requirements of accounting principles may be ignored if
their effects on the financial statements are unimportant to users. An accountant makes a
judgment about whether an amount is large enough to influence or change the decisions of
people who rely on certain information. If the amount does not affect the decision, a more
expedient accounting method may be used for that item (for example, ignore the item).
An item may be relevant to users because of its nature, and therefore merit separate
disclosure, even if its amount is not material. The timeliness of accounting information
enhances its relevance. Information must reach decision makers frequently and promptly,
therefore accounting systems need to prepare periodic reports at regular intervals.

Accounting information is reliable when there is faithful representation, substance over
form, neutrality, pruderce, and completeness. Faithful representation means that
wherever possible, the amounts used in recording transactions should be based on objective
and verifiable evidence rather than on subjective judgments. Verifiable information is
information that can be confirmed by other means. It is important that transactions and
events are accounted for and presented in accordance with their substance and economic
reality and not merely their legal form—that is, substance over form. Neutrality means
the accounting information is free of bias and is achieved, in part, by recording
transactions at cost. Cost is measured on a cash or cash equivalent basis. With the

passage of time, the value of an asset ofien changes. Uninformed users often mistakenly



