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Chapter 1

Introduction to Accounting
% 1t
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Learning Objectives

After reading this chapter, you shouid be able to:

© learn the definition, purpose, role and branches of accounting;

© understand the underlying assumptions of financial accounting;

O learn the accounting elements and accounting equation;

O learn how to record transactions in the accounting equation;

© learn two primary financial statements—income statement and balance sheet;
© understand the qualitative characteristics of financial statements:

© know about the standards for the preparation of financial statements.




Introductory Case

Rosa Scarlett opened a bar. She deposited $14,000 into a bank account opened
specially for her business—Scarlett's Bar. She bought equipment, supplies, inventories,
etc. sustained debt and paid expenses. After the first month’s operation, she summarized
her transactions occurred. The total sales revenue was $15,000, and the expenses paid
was $4,745. However, she was wondering about the issues as follows:

® How come that her net income reaches $10,255?

® What are the total assets of her bar at the end of the month?

¢ How much debt did she sustain during the month?

® How does her accountant present all the financial information?

Topic 1 Ulhat Is Accounting
. o) W
=1HaIPRE
Accounting is the language of business and, unless one has some understanding of
it, business, investments, taxes and money management will be like a foreign language

too difficult to understand. This section introduces the definition, purpose, branches, and
underlying assumptions of accounting.

1.1 Accounting

Accounting is an information system that classifies, records, measures, summarizes,
interprets and reports the economic activities of a business with monetary unit as its main
criterion. Under this definition three important points call for our attention: (1) accounting
involves such activities as classifying, recording, measuring, summarizing, interpreting,
reporting and describing; (2) the object of accounting is economic activities of a business; (3)
monetary unit is the criterion. Therefore, accounting is a systematic process of measuring
the economic activities of a business to provide information about the financial position
of a business. It is also a language that provides useful information for business decision-
making.

1.2 Purpose of Accounting

The purpose of accounting is to provide useful information to those who make economic
decisions which often determine the success of a business. While an economic decision
involves making the best allocation of resources available, among various alternatives the
decision maker has to consider a lot of factors. Take investment for example. The investment




choice alone will depend on many factors, such as the specific alternatives available, current
needs, long-term plans, other resources available, and the potential risks and rewards
associated with the investment opportunity.

1.3 Role of Accounting

Accounting plays a vital role in providing information needed to make knowledgeable
economic decisions. The information supplied is in the form of quantitative data, primarily
financial in nature, and relates to specific economic entities. An economic entity may be an
individual, a business enterprise, or a nonprofit organization. Every entity, regardless of its
size or purpose, must have a way to keep track of its economic activities and to measure how
well it does in accomplishing its goals. Without accounting information, many important
economic decisions would be made blindly. For example, investors would have no way to
distinguish between a profitable company and one that is on the verge of failure; bankers
could not evaluate the risks of potential loans; managers would have no basis for controlling
costs, setting prices, or investing the company’s resources.

1.1 Accounting is the of business.

1.2 Accounting is an information system that classifies, records, measures, summarizes,
interprets and reports the economic activities of a business with as its
main criterion.

1.3 The purpose of accounting is to provide useful information to those who make

which often determine the success of a business.

1.4 Accounting plays a vital role in providing information needed to make
economic decisions.

1.5 The information supplied is in the form of quantitative data, primarily

in nature.

Q: Is the accounting department important in an entity?

A: Absolutely yes. We are in an information era and the accounting department is one of
the most important departments dealing with information. Financial information from
all departments is recorded and summarized by the accounting department. And the
information from the accounting department is useful for decision-making in all levels
of departments. For example, the accounting department records the money received and
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goods sold with the information from the selling department. It also records the money
paid and goods purchased with the information from the purchasing department. The
investment department and the financing department will use the information recorded by
the accounting department to invest or attract money. The production department and the
human resource department also need information about products and labor costs recorded.
In fact, all the departments are related to the accounting department with financial and
non-financial information.

1.4 Accounting Branches £it2£R92E5i

When a business applies for a loan from the bank, the bank needs to know the financial
position and performance of the business through financial statements. What involves here is
called financial accounting. Financial accounting is the area of accounting aimed at serving
external users. Its primary objective is to provide external reports called financial statements
to help users analyze a business’ activities. When a business is thinking of how much to spend
on advertising and whether to launch another product, managerial accounting is involved.
Managerial accounting provides information to the decision makers of a business, or internal
users. Managerial accounting reports much of the information in financial accounting. But
it also reports information not reported to the outsiders of the business. If a business buys
equipment or goods for production, the business has to calculate the materials and labor spent
on the production. That’s when cost accounting comes in. Cost accounting is a process of
accumulating the information managers need about costs. It helps managers identify, measure,
and control costs. A business is required to calculate tax liabilities annually and complete
tax forms. This is regarded as tax compliance and tax planning which belongs to the area of
tax accounting. Tax accounting covers the computation of taxes on what the law defines as
income of a business. It helps taxpayers prepare their tax returns and plan future transactions
to minimize taxes. When once again the business is using the financial statements to apply for
a loan, the bank may require them to be audited. In this case, auditing ( # it ) is referred to.
Auditing is a check of a business’ accounting systems and records using various tests. It increases
the credibility of the financial statements.

Exercises

1.6 When a business applies for a loan from the bank, the bank needs to know the financial
position and performance of the business through

1.7 The primary objective of financial accounting is to provide _ called
financial statements to help users analyze a business’ activities.

1.8 Managerial accounting provides information to the decision makers of a business, or




1.9 Cost accounting is involved in the calculation of materials and labor spend on production. It
helps managers , ,and costs.

1.10 Tax accounting covers the computation of taxes on what the law defines as income of
a business. It helps taxpayers prepare their tax returns and plan future transactions to
taxes.
1.11 Auditing is a check of a business’ accounting systems and records usihg various tests. It
increases the of the financial statements.

Q: Do you agree that an accountant is a bookkeeper?

A: In fact, an accountant today is more than just a bookkeeper. Since accounting software
takes most of the manual job, accountants have more time to help the management make
economic decisions, for instance, conduct ratio analysis, fulfill performance measurement
and work out tax planning.

Q: Kate doesn’t like numbers. So she thinks it will be better for her to become an auditor
instead of an accountant. Is she right at this point?

A: No. When an auditor performs an audit, he or she must know how to prepare financial
statements as well as auditing standards, because financial accounting is the underlying
knowledge for auditing.

1.5 Underlying Assumptions 3:Acfi %

As for financial accounting, there are two underlying assumptions—accrual basis and
going concern. These assumptions don’t exist actually. They are assumed and used for the
convenience of bookkeeping. We must understand them because they are what we take for
granted except for contrary conditions.

1.5.1 Accrual basis

The effects of transactions and other events are recognized when they occur (Not as
cash or its equivalent is received or paid), and they are recorded in the accounting records
and reported in the financial statements of the periods to which they relate. That is, revenue
is recognized when earned, regardless of when cash is actually collected; and expense is
matched to the revenue, regardless of when cash is paid out.

For example, if a business spends $50,000 on decorating the premises and holds that
there is no need of any modification in 5 years, only one-fifths of the $50,000, that is $10,000,
is regarded as expense for the current year. The remaining $40,000 is not related to the current
year’s expenses.

| J2rdoy)




Contrary to accrual basis, cash basis is not an underlying assumption. Revenue is
recorded when cash, checks or credit card deposits are received from customers; and expenses
are deducted from revenues when they are paid, regardless of the period they relate to. That’s
to say, on cash basis, every cent a business gets and pays out in a fiscal year will be recorded
as the current year’s revenues and expenses, without considering which year they are actually
related to.

1.6.2 Going concern

The financial statements are normally prepared on the assumption that an entity is a
going concern and will continue in operation for the foreseeable future. Hence, it is assumed
that the business entity has neither the intention nor the need to liquidate or curtail materially
the scale of its operations.

Continued with the example that a business spends $50,000 on decorating the premises
and will not decorate again within 5 years. In this case, the business views the $50,000 as the
expense for 5 years because the business is assumed to last for 5 or more than 5 years. This
assumption is referred to as going concern. Otherwise, if the business has any intention to
sell the premises, expenses as well as net income will be calculated in another way instead of
using a 5-year period to apportion the $50,000.

Liquidation basis is contrary to going concern which is not an underlying assumption.
Individual assets and liabilities are adjusted to estimate net-realizable values which may result
in either a net write-up or write-down of net assets/equity. In the above example, if the business
intends to sell the entire enterprise, the value of assets equals to what is left after selling them.

1.12 Under accrual basis of accounting, revenue is recognized when earned, regardless
of when cash is actually ; and expense is matched to the revenue,
regardless of when cash is

1.13 Which of the followings are the two underlying assumptions for financial accounting?
A. Cash basis B. Going concern  C. Accrual basis  D. Liquidation basis
1.14 On cash basis of accounting, revenue is recorded when you receive , checks

or credit card deposits from your customers; and expenses are deducted from revenues
when they are , regardless of

1.15 Going concern means that the business entity has neither the nor the
to liquidate or curtail materially the scale of its operations.
1.16 On liquidation basis, individual assets and liabilities are adjusted to estimated
values which may result in either a net write-up or write-down of net
assets/equity.




Q: In what situation should accrual basis and cash basis be used?

A: For profit-oriented entities, accrual basis is usually used. For non-profit entities, cash basis
is commonly used.

Q: When is the going concern assumption not suitable?

A: When a company goes bankruptcy owing to operation failure, or merges for special
purpose, the company needs to prepare the financial statement at liquidation basis. At this
time, the going concern assumption is not suitable.

Topic 2 Accounting Elements

=ER

Accounting elements include assets, liabilities, equity, revenues, expenses, and net
income. The first three are the basic accounting elements that describe the amounts of
resources and claims to resources at a specific time and that make up the basic accounting
equation. The last three accounting elements, that is, revenues, expenses, and net income
describe events that affect a business’ gains and losses during a period of time and make up
the expanded accounting equation. Definitions of these accounting elements are as follows:

2.1 Assets ¥ip=

Assets are resources controlled by an entity as a result of past events and from which
future economic benefits are expected to flow to the entity. Assets can be classified into
current assets and non-current assets.

Assets that satisfy any of the following criteria can be classified as current assets:

(a) It is expected to be realized, or is intended for sale or consumption in the entity’s

normal operating cycle;

(b) It is held primarily for the purpose of trading;

(¢) It is expected to be realized within twelve months after the balance sheet date; or

(d) 1t is cash or a cash equivalent unless it is restricted from being exchanged or used to

settle a liability for at least twelve months after the balance sheet date.

Assets that do not meet the definition of current assets shall be classified as non-current
assets.

It is important to distinguish between current assets and non-current assets. The point
is that they are presented in different sections in the balance sheet and used for different
purposes in financial analysis.

| J23doy)




2.2 Liabilities #fi

Liabilities are present obligations of the entity arising from past events, the settlement of
which are expected to result in outflows of resources from the entity. Like assets, liabilities are
usually classified as current liabilities ( {#zh 1% ) and non-current liabilities.

Liabilities that satisfy any of the following criteria shall be classified as current liabilities:

(a) It is expected to be settled in the entity’s normal operating cycle;

(b) It is held primarily for the purpose of being traded;

(c) It is due to be settled within twelve months after the balance sheet date; or

(d) The entity does not have an unconditional right to defer settlement of the liability for

at least twelve months after the balance sheet date.

Liabilities that do not meet the definition of current liabilities shall be classified as non-
current liabilities.

2.3 Equity 135

Equity is the residual interest in the assets of the entity after deducting all its liabilities. It
represents the net assets available after all obligations have been satisfied. Obviously, if there
are no liabilities, the total assets are exactly equal to equity.

When a business is owned by one person, the equity is shown as “capital” or “owner’s
equity.” When it is owned by stockholders, it is shown as “shareholders’ equity” or
“stockholders’ equity.” Equity is affected by the results of a company’s operations. If a
business is profitable, equity is increased; if a business suffers a loss, equity is decreased.

2.4 Revenues A

Revenues refer to increases in the resources of a business from the sale of goods or
services. The increases are derived primarily from the normal operations of the business. For
manufacturing and merchandizing businesses, revenues derive from the sale of merchandise.
For a service business, revenues generate from the fees it charges for the services it provides.
Revenues can also be earned from other activities, for example, from charging interest or
collecting rent. Note that a cash receipt qualifies as revenue only when it helps increase equity.
Thus, cash borrowed from a bank is not revenue but simply a liability.

2.5 Expenses it J

Expenses are decreases in economic benefits during the accounting period in the form of
outflows or depletions of assets or incurrences of liabilities that result in decreases in equity,
other than those relating to distributions to equity participants.

Like revenues, expenses represent flows of resources during a period of time, but
expenses are outflows whereas revenues are inflows. In amount, the expenses are equal to the



value of goods or services used up in gaining revenues. Please note that a cash payment can
be regarded as an expense only if it decreases equity. Thus, purchasing supplies, which is an
exchange of one asset for another, is not an expense. Please also note that dividend payments
and drawings are not expenses since they are not related to revenue-producing operations of a

business.

2.6 Net Income' HIA

Net income is the residual amount that remains after expenses have been deducted from
revenues. If revenues exceed expenses, there is net income and the amount is a positive figure;
if expenses exceed revenues, there is a net loss and the amount is a negative figure.

It is important to note the difference between revenues and net income. Both concepts
represent an increase in the net assets of a firm. However, revenues represent total resource
increases; expenses are subtracted from revenues to derive net income or net loss. Thus,

whereas revenue is a “gross” concept, net income (or net loss) is a “net” concept.

Exercises

1.17 Accounting elements include assets, liabilities, equity, 3 , and

net income.

1.18 Assets are resources controlled by an entity as a result of events and from
which economic benefits are expected to the entity.
liabilities are obligations of the entity arising from events,
the settlement of which are expected to result in of resources from the
entity.

1.19 Cars produced by a motor manufacturer for sale are the assets of the
motor manufacturer.
Cars bought by a super market for daily use are the assets of the super
market.
An old machine supposed to be sold right after the balance sheet day is a
asset.
A machine bought for new production line is a asset.

1.20 A company bought $40,000 goods and promised to pay within three months. This is a

liability.

A company obtained a loan of $400,000 from a bank and promised to pay two" years
later. This is a liability.

1. net income & B ATEAE I —A&HARIE, BRERBRSHHREN$FNIRA profit —if,
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1.91 Equity is the in the assets of the entity after deducting all its .

Net income is the residual amount that remains after have been deducted
from revenues.

1.99 When a business is owned by one person, the equity is shown as « ” or
[13 ”

1.93 Revenues refer to increases in the resources of a business from the of

goods or services.
1.94 The money gained by selling an old equipment of a food manufacturer
' revenue.
The money received as additional investment from investors revenue.
The money gained by selling a new medicine for a medicine manufacturer

revenue.

1.95 An expense is a in economic benefits during the accounting period
in the form of or depletions of assets or incurrences of liabilities that
result in in equity, other than those relating to distributions to equity
participants.

1.96 The money a company pays for electricity fee expense.

The money a company pays for renting a building expense.
~ The money a company pays for constructing a building expense.

1.97 If revenues exceed expenses, there is and the amount is a positive figure;
if expenses exceed revenues, there is a and the amount is a negative
figure.

Q: Are the accounting elements the same in different entities?

A: As for the size of entities, there are small, middle and large entities. As for the type of
entities, there are service, commercial and manufacturing entities. As for the organization
of entities, there are sole proprietorship, partnership, and corporation. The basic
accounting elements are the same, but slight difference might exist when we talk about a
specific account. So you may attempt to compare the accounts used in different entities
during the following chapters. That will be helpful for your learning.




