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1 Introduction to accounting

B-% it 5

L_.earning objectives

After studying this chapter, you should be able to:

m Identify the definition of accounting

m Recognise the duality of transaction and understand the accounting equation
m Understand and apply the double entry bookkeeping in ledger account

m Recognise the GAAP, IASs and IFRSs

m Understand the assumptions and characteristics of financial statement
1. Definition of accounting £ it I &

Accounting is the process of recording, classifying, summarizing, analyzing and
interpreting business transactions in monetary terms. Accounting is often called “the
language of businesses”.

+ Recording

Transactions must be recorded as they occur in order to provide up-to-date
information. Accounting is used not only to record the cash received and paid out, but
also to record the goods bought and sold and so on.

+ Classifying and summarizing

When the information is being recorded it has to be classified so as to be most useful
to the entity. The transactions for a period are summarized in order to provide
information about the company to interested parties.

« Analyzing and interpreting

Analysing data is also an important feature of accounting. Financial statements are
prepared so that we can examine and evaluate all information, in order to make key
decisions. ‘

Besides the main functions above, accounting has other functions such as forecasting
and planning for future operation of the business. The key forecasting and planning tool
is the “Budget”.




=T RIE

2. Accounting equation £it%

Accounting is based on a very simple idea which is shown:

resources in the business = resources supplied by the owner and creditor

The resources in the business are called assets. The amount of the resources supplied
by the owner is called equity. and those supplied by the creditor is called liability. The
following equation shows the relationship among assets. liabilities. and owner’s equity:

asset = liability + owner’s equity”

The accounting equation is a simple expression of the fact that at any point in time
the assets of the business will be equal to its liabilities plus the equity of the business.
Assets less liabilities are known as net assets.

All business transactions can be stated in terms of changes in the elements of the
accounting equation. Given any two amounts, the accounting equation may be solved for
the third unknown amount.

Assets %=

Assets are resources an entity controls as a result of past events and from which
future economic benefits are expected to flow to the entity. Some examples are:

+ Current asset such as inventory, receivables, cash, etc.

- Non-current assets such as property. equipment, etc.

Liability 1 {5t

Liability is an entity’s present obligation arising from a past event. The settlement of
which will result in an outflow of economic benefit from the entity. This is something
owed by the business to someone else. such as payables, loans etc.

Equity £z

Equity is defined as the residual interest in the entity’s assets after deducting its
liabilities.

Income L A

Both revenue and gains are included in the definition of income. Revenue arises in
the course of ordinary activities of an entity. Gains are increases in economic benefits.
As such, they are no different in nature from revenue” . Gains include those arising on
the disposal of non-current assets. The definition of income also includes unrealized
gains. e.g. on revaluation of marketable securities.

Expenses % HH

As with income, the definition of expenses includes losses as well as those expenses
that arise in the course of ordinary activities of an entity. Losses are deceases in
economic benefits. As such they are no different in nature from other expenses. @ Losses
will include those arising on the disposal of non-current assets. The definition of expenses

will also include unrealized losses. ¢.g. exchange rate effects on borrowings.
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Profit F|iig
Revenueless cost and expenses resulted in a profit of loss. Profit is used as a measure

of performance. or as a basis for other measures like EPS(Earnings Per Share) .
3. Double entry bookkeeping £ =12 %

Under the rules of double entry bookkeeping. each time a transaction is recorded.
both effects must be taken into account. These two effects are equal and opposite so that
the accounting equation will always proved correct.

In order to show the effect of every transaction during the bookkeeping. we will
show the transaction on each of the two accounting elements. Traditionally. one effect is
referred to as the debit side (abbreviated to DR) and the other as the credit side of the
entry (abbreviate to CR). Whether an entry is to the debit or credit side of an account
depends on the type of account and the transaction.

Exhibition 1 -1

Debit side Credit side

Increase in: Increase in:
Asset (statement of financial position) Liability (statement of financial position)
Expense (income statement) | Equity (statement of financial position)

\

| Income Cincome statement)
I}

4. GAAP — /NS EN

In order to ensure accounting information be understood by both the internal and
external users, the information must be preparcd in accordance with standards. These
standards are called generally accepted accounting principles (GAAP) that provide the
framework for determining what information is to be included in financial statements and
how that information is to be presented. GAAP is not a single accounting rule, but rather
the aggregate of many rules on how to account for various transactions.

Accounting principles vary from country to country. The phrase “generally accepted
accounting principles” generally refers to the accounting concepts in use in the United
States and foreign companies which raise capital from America.

GAAP is slowly being phased out in favor of the International Accounting Standards
becomes more pervasive. In many countries like United kingdom. GAAP does not have

any statutory or regulatory authority or definition.

5. IASs and IFRSs EBR& it N K = RV 55 1R & & N

The international accounting standard board (IASB) is currently attempting to

establish greater uniformity among the accounting principles around the world. When the




IASB sets a brand new accounting standard. a number of countries tend to adopt the

standard, or at least interpret it, and fit it into their individual country’s accounting

standards.

The predecessor of IASB had issued 41 International Accounting Standards (IASs).

IASB afterwards issued its own International Financial Reporting Standards (IFRSs).

IASs and IFRSs list is as follows. Many of them have been revised since they were first

issued. The introduction of some of them will be shown in the following chapters.

IAS 1

IAS 2

IAS 7

IAS 8

IAS 10
IAS 11
IAS 12
IAS 14
IAS 16
IAS 17
IAS 18
IAS 19
IAS 20
IAS 21
IAS 23
IAS 24
IAS 26
IAS 27

Presentation of financial statements
Inventories
Statement of cash flows
Accounting polices, changes in accounting estimates and errors
Events after the reporting period
Construction contracts
Income taxes
Segment reporting
Property. plant and equipment
Leases
Revenue
Employee benefits
Accounting for government grants and disclosure of government assistance
The effects of changes in foreign exchange rates
Borrowing costs
Related party disclosures
Accounting and reporting by retirement benefit plans

Consolidated and separate financial statements — Superseded by IFRS 10,

IFRS 12 effective 2013

IAS 28

Investments in associates — Superseded by IAS 28 (rev.2011) and IFRS 12

effective 2013

IAS 29
IAS 31
2013
IAS 33
IAS 34
IAS 36
IAS 37
IAS 38
IAS 39

Financial reporting in hyperinflationary economies

Interests in joint ventures — Superseded by IFRS 11 and IFRS 12 effective

Earnings per share

interim financial reporting

Impairment of assets

Provisions, contingent liabilities and contingent assets
Intangible assets

Financial instruments: recognition and measurement — Superseded by IFRS

9 effective 2013
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IAS 40 Investment property

IAS 41 Agriculture

IFRS 1 First time adoption of International Financial Reporting Standards
IFRS 2 Share-based payment

IFRS 3 Business combinations

IFRS 4 Insurance contracts

IFRS 5 Non-current assets held for sale and discontinued operations
IFRS 6 Exploration for and evaluation of mineral resources

IFRS 7 Financial instruments: disclosures

IFRS 8 Operating segments

IFRS 9 Financial instruments

IFRS 10 Consolidated financial statements

IFRS 11 Jointed arrangements

IFRS 12 Disclosure of interests in other entities

IFRS 13 Fair value measurement

6. Assumptions and characteristics of financial statement If 5% 3
HRRIZ RIS

6.1 Underlying assumptions & A& %

Accruals and going concern are the two underlying assumptions in preparing
financial statement.

Accrual basis 3¢ & 4= 1l

The effects of transactions and other events are recognized when they occur (and 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. @
(IASB’s framework)

Going concern 454 %

The entity is normally viewed as a going concern, that is, as continuing in operation for
the foreseeable future. It is assumed that the entity has neither the intention nor the necessity of

liquidation or of curtailing materially the scale of its operations. ® (IASB’s framework)
6.2 Qualitative characteristics of financial statement I} %5 ¥k 4 /9 1 & 45 4F
Qualitative characteristics are the attributes that make the information provided

useful to users in financial statement. The Framework identifies four primary qualitative

characteristics as follows:
6.2. 1 Understandability =T 22 fi#

The first essential quality of financial information is that is readily understandable

by users. They are assumed to have some business, economic and accounting knowledge
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and to be able to apply themselves to study the information properly.

6.2.2 Relevance #g % %

Relevance information has the quality of relevance when it influences the economic
decisions of users by helping them evaluate past, present or future events, or confirming,
correcting their past evaluations.©

6.2.3 Reliability 7T %%

Information must also be reliable to be useful. Information has the quality of
reliability when it is free from material error and can be depended upon by users. @

The following characteristics contribute to reliability:

+ Faithful representation 2K fz Bt

Information must represent faithfully the transactions it purports to represent in
order to be reliable.® Where measurement of the financial effects of an item is so
uncertain, entities should exclude them form the financial statement e. g. internally
generated goodwill.

+ Substance over form SZJfi & B 1

In order to ensure faithful representation, transactions should be accounted for in
according to its substance and economic reality. not with its legal form.®

For instance, IAS 18 Revenue contains some eclements that are relevant to a
consideration of substance over form. If the significant risks and rewards arising from
the asset have not transferred to the buyers, revenue from the sale of goods should not be
recognized.

+ Neutrality #737 #

Information must be free from bias to be reliable. Neutrality is lost if the financial
information is prepared so as to influence the user to make a judgment or decision in
order to achieve a predetermined outcome.?

+ Prudence #{H Pt

Prudence is the inclusion of a degree of caution in use of judgment under conditions of
uncertainty. Prudence does not allow the creation of hidden reserves or excessive provisions.,
understatement of asset or income or overstatement of liabilities or expenses. ©

+ Completeness 5¢ %% P4

Financial information must be complete within the bounds of materiality and cost.

Omission may cause information to be misleading and unreliable. @
6.2.4 Comparability =T bt

Users must be able to compare an entity’s financial statements through time to
identify trends or with other entities’ statements, to evaluate their relative financial

position, performance and changes in financial position accounts of different entities. ©




