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Introduction to Accounting

Learning Objectives

To describe the information system of accounting
To describe the profession of accounting
To state the accounting equation

To describe financial statements

ok LN -

To describe professional ethics in accounting

Warming-up

What is accounting? Is accounting important to you? Yes, accounting is important in

your personal life as well as your career, even though you may not become an accountant,

Text

Introduction to Accounting

1.1 Accounting: An Information System

Accounting is an information system necessitated by the great complexity of modern
business.

In developing information about the activities of a business, every accounting system
performs the following basic functions:

(1) Interpret and record the effects of business transactions.

(2) Classify the effects of similar transactions in a manner that permits determination of
the various totals and subtotals useful to management and used in accounting reports.

(3) Summarize and communicate the information contained in the system to decision-
makers.

Accounting systems are designed to provide information that managers and outsiders can

use in decision-making. They also serve other purposes: to produce operating documents, to
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| protect the company’s assets, to provide data for company tax returns, and, in some cases,
to provide the basis for reimbursement of costs by clients or customers. The accounting
organization also must prepare documents that serve what might be called private information
purposes, such as the employees’ own records of their salaries and wages. Many of these
documents aim to serve other accounting purposes, but they would have to be prepared even
if no information reports were necessary. Measured by the number of people involved and the
amount of time required, document preparation is one of accounting’s biggest jobs.
Accounting is a system of gathering, summarizing, and communicating financial
information for a business firm, government, or other organizations. Accounting, also called
accountancy, enables decision-makers to interpret financial information and use results in
planning for the future. For example, such data tell executives which products or departments

are doing well or poorly.
1.2 Accounting and Its Profession

Accounting has a long history. Ancient accounting evidences were found in China,
Babylonia, Greece, and Egypt. In the fifteenth century, Luca Pacioli, an Italian, established
a system of record keeping which came to be called “double entry”. “It is one of the most
beautiful inventions of the human spirit, and every good businessman should use it in his
economic undertakings,” said Goethe, the German poet. Double-entry-system is the
foundation of the modern accounting. During the eighteenth century, the Industrial
Revolution brought many social and economic changes. The specialized field of cost
accounting emerged to meet the need for the analysis of various costs and for recording
techniques. In the nineteenth century, the growth of corporations speeded the development of
accounting. More and more individuals and institutions looked to accountants to provide
information about these enterprises. The development of corporation also created a new social
need — the need for an independent audit to provide some assurance that management’s
financial representations were reliable. In the United States, American Institute of Certified
Public Accountants ( AICPA ) is the largest professional organization of accountants,
equivalent to Chinese Institute of Certified Public Accountants ( CICPA ) in China.
Computers have revolutionized accounting recently. We have outstanding software to help us
quickly and easily. In summary, accounting has developed new concepts and techniques to
meet the ever-increasing needs for financial information.

Accounting practices are in three main fields — financial accounting, - managerial
accounting, and tax accounting. Please notice that this illustration does not include not-for-profit
accounting, which is performed for hospitals, universities, -and ‘otherr not~f0r—proﬁt agencies.
Figure 1.1 provides a summary of the activities performed by accountants in their fields.

Accountants can also be categorized based on the kinds of organizations they work in.

Private accountants normally work for -one employér antl offer services such as
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accounting, budgeting, and internal auditing.
Public accountants work for many clients and offer auditing, management advisory, and

tax services.
Government accountants audit tax returns and accumulate financial information for

federal, provincial, and municipal agencies.

C )

Activities
performed by
accountants

L____/

Figure 1.1

[ | Il |

4 Financial \ ( Managerialw / Taxation N accounﬁng—rela@

-statement -cost accounting -preparation -lenders

preparation -budgeting -planning -consultants

~statement analysis -internal auditing -investigations -analysts

-auditing -management -consulting -traders

-consulting consulting -managers

-planning -directors
-underwriters
-planners

NS D} W A =R

1.3 Accounting Equation

There are six elements in accounting; assets, liabilities, owner’s equity, revenue,
expense and profit. There exist well-organized quantitative relations among the six accounting
elements. Taking industrial enterprises as an example, with the progressing of manufacturing
and operation, purchases, input, output and sales are alternating all the time. The form and
amount of accounting elements are also changing without stop. However, the equation
between the total amount of assets and source amount owned by an enterprise won’t be
changed. The total amount of assets will always equal to the claim rights of these assets by
creditors and owner’s equity. Accounting equation accounts for the common gquantitative

relation among accounting elements;

Assets = Liabilities + Owner’s Equity
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The above equation shows the quantitative relation among the three accounting elements ;
assets, liabilities and equity, which is the fundamental account equation. The following one
shows the quantitative relation among the three accounting elements: revenue, expense, and profit.

Revenue — Expense = Profit

The balance of profit distribution after tax is accumulated in * retained earning”
accounts’ which is an item in owner’s equity. Therefore, the two equaticns above can be

consolidated as:

Assets = Liabilities + Owner’s Equity + ( Revenue — Expense )
Or: Assets = Liabilities + Owner’s Equity + Profit

At the end of an accounting year, the balance of profit distribution after tax is transferred
into “retained earnings” through accounting calculation. The equation restores to:

Assets = Liabilities + Owner’s Equity

Accounting equation is the basis for double-entry rule. The set of accounting items and
the establishment of accounts, the record of business, the preparation of report and the
calculation of all economic index are all based on accounting equation.

1.4 Financial Statements

After transactions have been recorded and summarized, reports are prepared for users. The
accounting reports that provide this information are called financial statements. The principal
financial statements of a proprietorship are the income statement, the statement of owner’s
equity, the balance sheet, and the statement of cash flows. The order in which the statements
are normally prepared and the nature of the data presented in each statement are as follows:

Income Statement — A summary of the revenue and expenses for a specific period of
time, such as a month or a year.

Statement of Owner’s Equity — A summary of the changes in the owner’s equity that
have occurred during a specific period of time, such as a month or a year.

Balance Sheet — A list of the assets, liabilities, and owner’s equity at a specific date,
usually at the close of the last day of a month or a year.

Statement of Cash Flows — A summary of the cash receipts and cash payments for a
specific period of time, such as a month or a year.

1.5 Professional Ethics in Accounting

Ethics is essentially the study of right and wrong, and has been a prominent and sensitive
issue in the accounting profession for years.

Ethical codes serve as a foundation for developing ethical behaviour in professions. They
also provide a framework for ethical practice. In recent years there has been widespread
interest in accounting ethics, due partly to wide media coverage of events involving a host of
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misdeeds, such as insider trading, tax evasion, audit failure, and fraud. Reports of unethical
behaviour are a threat to public confidence in the accounting profession.

A full explanation of ethical standards in accounting is beyond the scope of this
introductory course. However, it is not too early to introduce some basic ethical standards
that are expected of professional accountants. Four key standards are below:

Integrity. Accountants have a responsibility to report favourable as well as unfavourable
information and to refrain from taking actions which undermine an organization’s legitimate
and ethical objectives. Integrity implies that accountants should not take unfair advantage of
information and should act in the interests not only of their clients but of other indirect users.
Accountants should also disassociate themselves from any attempts to disclose misleading
information.

Confidentiality. Accountants have a duty to refrain from disclosing confidential
information unless legally obligated to do so. The work of the accountant regularly involves
dealing with confidential files about the personal and business affairs of their clients.
Decisions made on information provided by accountants can materially affect the lives of
clients and others, often referred to as third parties, which include employees, creditors,
investors, suppliers, customers, government, and the general public.

Competence. Accountants have a duty to perform their professional duties according to
high standards and to ensure that they stay current with changes in the profession. Users of
accounting information may not have accounting expertise. Thus, members of the accounting
profession enjoy a position of power. To be worthy of user confidence, accountants must not
abuse this power and must act according to a high ethical standard. Accountants have an
ethical obligation to maintain both technical competence and moral competence.

Objectivity. Accountants must fully disclose all relevant information that assists users to
understand financial reports. Businesses, governments, and the public at large depend on the
accounting profession to provide fair financial reporting and business advisory services.
Accountants, therefore, are obligated to provide information that is objective so that users can

rely on its accuracy when making investment and credit decisions.

Vocabulary
accounting 21, &
accountant £, 23 Mol A f
bookkeeping #ic
enterprise 1k
business Rk, ik
decision-making il B PR
transaction 5, &l

investor BesH
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creditor AN
asset B
liability ki
owner’s equity / capital B #E B2
revenue WA
expense H
income W4z
double-entry system & ik
American Institute of Certified Public Accountants ( AICPA) EEFEMESH IS
Chinese Institute of Certified Public Accountants ( CICPA) B H 2t mth e
financial accounting W45 251t
managerial accounting Bl
tax accounting Bisait
accounting equation S ER
business transaction 22710 % 3
ethics of accounting SRR ETE

. Classify the effects of similar transactions in a manner that permits determination of the

various totals and subtotals useful to management and used in accounting reports.

P& M — 2 B 7 IR AR R ML 38 B W s ma s AT 4 38, 3P0 O S SGHR A n 4, DA R4t
SEHEMGR SR

The development of corporation also created a new social need — the need for an
independent audit to provide some assurance that management’s financial representations
were reliable.

[FIE, 22 R R = A T —TiUE AL 2 7R, BPR B S TH 4T St b B BT T 2
& 0 5 e B A P SRR I AH O P ST

. Certified Public Accountant( CPA)

EMr I, i RARBBITHE ISR AR, — BT E = a4
BRI (D BZE L UHE B EE R0, AHEREEERESH
F;(2) B —E R atHaid it TELE; (3) @l Tl & A k2w g —
ko Wb THTEEDRE E BB IF ERFRA CA, R Chartered Accountant,

American Institute of Certified Accountants

KEFEM2H IR 2, BFR AICPA 236 H 2 E Hha RIS &k Bk, f 3 H e it
ISR AR AEFT AN , BEAT 33 07 T MR E R ST 3E R — S T2 Y, R A& R
RERGEHEF RIS, HE—EPE NSRS —% K, EE R LA R,
The set of accounting items and the establishment of accounts, the record of business, the
preparation of report and the calculation of all economic index are all based on accounting



Unit One Introduction to Accounting 7

equation.
2B BB P B, S50l 55 Byid %, A g, A XA 2B R ir it A
ML HEUSTT SR MK

6. Accountants have a responsibility to report favorable as well as unfavorable information
and to refrain from taking actions which undermine an organization’s legitimate and ethical
objectives.

KA FERE TN 2E L, BEE B AAF B E R, 5 o ZHEH A1
BOR AL & EYERUB TSR B AT N

7. Decisions made on information provided by accountants can materially affect the lives of
lives of clients and others, often referred to as third parties, which include employees,
creditors, investors, suppliers, customers, government and the general public.

PR E B ERR L BT REXS AP & P e A A (A TR Z A =75 ) A TE - A
K. B=T7EFER A BAN BREE GV R B AR,
8. Assets; current assets, non-current assets; fix assets, intangible assets, etc.
VIRl LA A sh B MR 8 T 7 s 18 e W= MR TE B 45
‘Exercises

I. Answer the following questions.

1. What is accounting?

2. What is the primary purpose of accounting?

3. What is the main task of the financial accounting?

4. What are the accounting elements?

5. What is the accounting equation?

6. Evaluate the role of ethics in the accounting process.

II. Term Study
Match the terms in column A with the definitions in column B.

A B
. accounting A. provide useful information for decision-making
. public accountant B. person must pass a series of examinations and meet certain

other requirements

. Certified Public Accountant C. work for one employer and offer services such as accounting,

budgeting, and internal auditing

. private accountant D. audit tax retums and accumulate financial information for

federal, provincial, and municipal agencies

. objectives of financial accounting | E. the language of business

6. government accountant F. offer auditing, management advisory, and tax services
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III. Decide whether the following statements are true or false. Write T for true and F
for false.

( ) 1. Accounting is a system of gathering, summarizing and communicating financial
information for a business firm, government or other organizations.

( ) 2. Accounting practices are in two main fields — financial accounting and
managerial accounting.

( ) 3. Accounting equation accounts for the common quantitative relation among
accounting elements; Assets = Liabilities + Owner’s Equity

( ) 4. Accountants have an ethical obligation to maintain only moral competence.

IV. Choose the best answer.
1. Which of the following describes accounting?
A. is the language of business B. is an information system
C. is useful decision making D. all of the above
2. Accounting is an information system that
A. measures business activities
B. processes information into reports
C. communicates findings to decision-makers
D. all of the above

3. Accounting information is used by

A. businesses B. government regulation agencies
C. labor unions D. all of the above
4. A procedural element of accounting is
A. planning B. control
C. bookkeeping D. auditing

5. Purposes of an accounting system include all of the following except

A. interpret and record the effects of business transactions

B. classify the effects of transactions to facilitate the preparation of reports

C. summarize and communicate information to decision-makers

D. dictate the specific types of business transactions that the enterprise may engage in
6. An accounting process includes all of the following steps except

A. analyzing B. planning

C. classifying D. summarizing

. Translate the following into English.
SRR R AR R 55 B
SIFRGERERRF L RENEZHRHT
A SRR XA LR E RTR AR BEREE L BUTHLA

woN o
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V1. Translate the following passage into Chinese.

Many people and organizations use accounting information that accountants prepare in
order to make sound decisions. That’s why it is important for these people to understand how
this information is created. To facilitate communication, accountants establish regulations that
business people can use to ensure they are talking about the same thing. Suppose, a
bookstore sells books: when should the accountant record the sale — at the moment the books
are shipped ( accrual accounting) or at the time the cash for these books is received ( cash
accounting ) 7 Whether the store owner uses the accrual basis accounting or the cash basis
accounting rule is not important as long as a rule is established that requires the owner to
disclose which system of rule is being used in the reporting process. All the rules of
measurement for accounting are collected in one group and called Generally Accepted
Accounting Principles ( GAAP).

VII. Discussion
1. Why can we say that accounting provides exciting career opportunities?
2. Why is accounting so important for decision-making?



Accounting Elements, Accounting
Equation and Double Entry

Learning Objectives

To name elements of financial statements
To describe relationship of elements of financial statements
To analyze business transactions and determine their effects in elements of financial statements

W N =

To record effects of business transactions on accounts in terms of debit and credit five
different types of accounts
5. To describe the rules of Double-entry Procedure

Warming-up

If a company’s assets increase by $ 20,000 and its liabilities decrease by $ 5,000, how
much does the owner’s equity increase or decrease?

Text

Accounting Elements, Accounting Equation and Double Entry

2.1 Elements of Financial Statements

Elements of financial statements are terms or jargon of accounting. FASB defines ten
interrelated elements in Concept Statement No. 6. These elements most directly relate to
measuring the performance and financial position of an enterprise.

Assets ; probable future economic benefits obtained or controlled by a particular entity as
a result of past transactions or events

Assets can be classified into current assets and non-current assets. Current assets include
cash, accounts receivable, notes receivable, inventories, etc. Long-term investments, plant
and equipment, and intangible assets all are typical examples of non-current assets.

Liabilities; probable future sacrifices of economic benefits arising from present
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obligations of a particular entity to transfer assets or provide services to other entities in the
future as a result of past transactions or events

Liabilities normally are divided into current liabilities and non-current liabilities. The
examples of current liabilities include accounts payable, notes payable, taxes payable,
salaries payable, etc. Generally, non-current liabilities include long-term note payable,
mortgages and bonds payable, etc.

Equity or net assets: residual interest in the assets of a entity that remains after
deducting its liabilities

In a business enterprise the entity is the ownership interest.

Investments by owners: increases in net assets of an particular enterprise resulting from
transfers to it from other entities of something of value to obtain or increase ownership
interests (or equity) in it

Assets are most commonly received as investments by owners, but that which is received
may also include services or transaction or conversion of liabilities of the enterprise.

Distributions to owners: decreases in net assets of a particular enterprise resulting from
transferring assets, rendering services, or incurring liabilities by the enterprise to owners

Distributions to owners decrease ownership interests (or equity) in an enterprise.

Comprehensive income: change in equity (net assets) of an entity during a period from
transactions and circumstances from non-owner sources

It includes all changes in equity during a period except those resulting from investments by
owners and distributions to owners.

Revenues: inflows or other enhancements of assets of an entity or settlement of its
liabilities (or a combination of both) during a period from delivering or producing goods,
rendering services that constitute the entity’s ongoing major or central operations

Expenses: outflows or other using up of assets or incurrence of liabilities (or a
combination of both) during a period from delivering or producing goods, rendering
services, or carrying out other activities that constitute the entity’s ongoing major or
central operations

Gains; increases in equity ( net assets) from peripheral or incidental transactions of an
entity and from all other transactions and other events and circumstances affecting the entity
during a period except those that resulting from expenses or distributions to owners

Losses: decreases in equity (net assets) from peripheral or incidental transactions of an
entity and from all other transactions and other events and circumstances affecting the entity
during a period except those that resulting from expenses or distributions to owners

The ten elements mentioned above can be grouped into five basic elements, just as the
International Accounting Standards ( IAS) has defined in its Framework for Presentation of

Financial Statements. assets, liabilities, owner’s equity, revenues and expenses.



