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An Introduction to Accounting

Accountng B an nform atbn system .
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This chapter discusses how accounting information is needed by various users. Various enti-
ties that affect the accounting profession are mentioned. The role of ethics and standards of profes-
sional 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.
Each element of the equation is defined. Examples of a variety of transactions are analyzed and
their impact on the accounting equation is discussed. The financial statements are illustrated. The

interrelationship of the financial statements is emphasized.

is often described as an information system. It is the system that measures busi-
ness activities processes information into reports and communicates these findings to decision
makers. Exhibit 1-1 presents the flow of information in an accounting system. is on-
ly 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.
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The primary are investors and creditors. Government la-
bour unions and the general public also use accounting information. Financial statements report
accounting information about resources earning prospects expected cash collections incurred ex-

penses repayment ability tax collection and negotiating wage agreements.

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

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.

only differs from a single proprietorship in that it has more than one own-
er. The owners are called partners. There are some different types of partnerships in business
activity.

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 limit-
ed 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.

Different countries have different accounting models because of prevailing legal and eco-
nomic conditions that are present nationally. What 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 stand-
ards a global accounting language for the communication of relevant and reliable financial in-
formation.

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 .

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.

The Framework identifies the following issues

1. Objectives of financial statements and underlying assumptions

2. Qualitative characteristics of financial statements

3. Elements of financial statements and

4. Concepts of capital and capital maintenance.

Let’s present an explanation of some important accounting principles that provide an over-
view. It’s summarized below

Each entity must keep accounting records and prepare reports that
are distinct from those of the owner and any other entity. Also known as the Separate Entity Prin-
ciple.

Transactions must be recorded based on independent unbiased and
verifiable evidence.
All transactions are recorded based on the cash amount received or paid.

Also known as the Historical Cost Principle.



Users of financial statements assume that the records reflect the
business is going to continue its operations as opposed to being closed or sold unless information is
provided to the contrary. Also called the Continuing Concern Principle.

Transactions are recorded based on a common currency and not
adjusted for changes in value.

An entity’s activities are divided into specific time periods such as
a year and reported on that basis. Also known as the Periodicity Principle.
Revenue and related expenses are recorded when realized
regardless of when cash is actually received/paid. Also known as the Realization Principle.
Revenues and expenses must be allocated to the period in which they
were actually created.

Financial statements including the notes must report all rele-

vant information about the operations and financial position of the entity.
An entity must use the same accounting methods period after period
so that the financial statements of succeeding periods will be comparable.
An amount may be ignored if its affect on the financial statements is
not important to its users also called cost-fo-benefit constraint.
The least optimistic estimate should be selected when two estimates
of amounts to be received or paid are about equally likely it is better to understate than overstate

values.

Accounting information must meet the needs of the users. The primary users are interested in
financial information to evaluate profitability and solvency. Financial statements are final product
of the accounting process. They should be presented in a good manner and be used to fulfill the
objective of accounting—to provide information for decision making.

Four financial statements are prepared by a proprietorship

— also known as the

— also known as the

in the further chapters

Example 1-1 illustrates how the balance sheet income statement and the statement of
owner’s equity are interrelated. The balance sheet is arisen from both the income statement and the

statement of owner’s equity.

<& Balance sheet Statement of financial position
The lists all assets liabilities and owner’s equity as of a specific date of a



business entity. The balance sheet shows that assets equal the sum of liabilities and
owner’s equity.

The IASB’s Framework defines an asset as follows

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

Assets can either be or Examples of tangible assets include cash ac-
counts receivable merchandise inventory supplies equipment buildings and machines. Exam-
ples of intangible assets are patents trademarks and copyrights.

There are two sources of assets. One source is liabilities and the other is equity. The IASB’s
Framework defines a liability as follows

Liabilities are probable future sacrifices of economic benefits arising from present 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.

Examples of liabilities include accounts payable notes payable salaries payable taxes paya-
ble interest payable and bonds payable.

Equity or Owner’s equity for a sole proprietorship Partners’ equity for a partnership
Shareholders’ equity for a corporation and also simply capital is a residual amount. The IASB’s
Framework defines equity as follows

Equity is the residual interest in the assets that remains after deducting its liabilities. In a busi-
ness enterprise the equity is the ownership interest.

Owner’s equity represents the claims of owner s after creditors make claims from total as-

sets. Owner’s equity is sometimes referred to as net assets.

Olncome statement
The lists revenues and expenses and shows net income or net loss for a pe-
riod of time such as a month or a year. Net income or loss can be determined by the following

formula

The IASB’s Framework defines income as follows

Income is increases in economic benefits during the accounting period in the form of in-
flows or enhancements of assets or decreases of liabilities that result in increases in equity
other than those relating to contributions from equity participants. The definition of income
encompasses both revenue and gains and revenue arises in the course of ordinary activities of
an enterprise and is referred to by different names such as sales fees interest dividends
royalties and rent.

IAS 18 is the standard that details the accounting for revenue. In short revenues are inflows
of cash or other properties in exchange for goods or services provided to customers as part of the

central operations of the business. Do not confuse“ income” with“ net income.” Net income is
the amount remaining after deducting expenses from income or revenues .

The IASB’s Framework defines expenses as follows



Expenses are decreases in economic benefits during an accounting period in the form of out-
flows or depletions of assets or incurrence of liabilities that result in decreases in equity other than

those relating to distributions to equity participants.

<> Statement of owner s equity/ Statement of retained earnings

The shows the changes take place in the owner’s capital during
a period of time from net income or net loss withdrawals and owner’s investment for a business.

There are three forms of organizations—proprietorship partnership and corporation. A corpo-
ration prepares the to describe the changes in the retained earn-
ings. This statement is parallel to the statement of owner’s equity prepared for a sole proprietor-
ship. On the statement of retained earnings net income is added to the opening retained earnings
balance to obtain the closing balance. This closing balance is then used in the shareholders’ equity
section on a corporate balance sheet.

Although the financial statements are very similar for the three types of business organizations
discussed sole proprietorship partnership and corporation there are differences. These differ-

ences are summarized below in Table 1-1.

Equity section on the balance sheet is . . .
quity Owner’s equity Partners’ equity Shareholders’ equity
called
Distributions to owners are called Withdrawals Withdrawals Dividends
When managers are also owners
. . Not an expense Not an expense An expense
their salaries are normally

Amy Schneider the owner of The Schneider’s Accounting Firm prepared the following in-

come statement.



Amy Schneider, Accountant
Income statement
For the month ended December 31, 20 x x

Revenues
Consulting revenue $3,800
Rental revenue 300
Total revenues $4,100
Operating expenses ;
Rent expense $1,000
Salaries expense 700
Total operating expenses 1,700
Net income $2,400 ~—>l
I
She then used the net income figure from the income statement to construct the I
statement of owner’s equity. i
Amy Schneider, Accountant i
Statement of Owner’s Equity |
For the month ended December 31, 20 x x E
Amy Schneider, capital December 1, 20 x x $0 i
Investment during the month $30,000 .
Add: net income 2,400 < 32,400
Less: withdrawals $600
Amy Schneider, capital December 31, 20 x x $31,800 b

Finally, Amy prepared the balance sheet at December 31 from the firm’s records.
She included in the balance sheet the December 31 capital balance from the statement

of owner’s equity.

Amy Schneider, Accountant
Balance Sheet
December 31, 20 x x
Assets Liabilities

Cash $8,400 | Accounts payable $200
Supplies 3,600 | Notes payable 6,000
Furniture 26,000 | Totai liabilities $6,200

Owner’s equity

Amy Schneider, capital 31,800
Total assets $38,000 | Total liabilities and capital $38,000




O Cash flow statement
The reports cash receipts and payments as well as cash inflows and out-

flows in three groups operating activities investing activities and financing activities. The cash

flow statement will be explained in Chapter 10.

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 Goe-
the 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 spe-
cialized 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 informa-
tion 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
is the largest professional organization of accountants same as to

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—

and Please notice that this illustration does not include

which is performed for hospitals universities and other not-for-profit agencies. Figure

1-2 provides a summary of the activities performed by accountants in their fields.

Activities performed
by accountants

Financial Managerial Taxation Accounting-related
- statement preparation - cost accounting - preparation - lenders
- statement analysis - budgeting - planning - consultants
- auditing - internal auditing - investigations - analysts
- consulting - management consulting - consulting - traders
- planning - managers
- directors
- underwriters
- planners
- appraisers




Accountants can also be categorized based on the kinds of organizations they work in
normally work for one employer and offer services such as accounting
budgeting and internal auditing.
work for many clients and offer auditing management advisory and tax
services.
audit tax returns and accumulate financial information for federal

provincial and municipal agencies.

& Accounting Equation

Accounting elements are basic classification of accounting practices. They are essential units
to present the financial position and operating result of an entity. We were introduced to the bal-
ance sheet. The relationship between assets and the claims against the assets can be summarized in

the following equation

A is an exchange of goods or services that affects this equation.
According to the income statement we learned the relationship between revenue and ex-

pense

The net income or net loss will be closed to owner’s equity. And we can have the following

presentation of accounting equation.
In this chapter the equation is more useful.

O Effects of transactions on the accounting equation
All business transactions from the simplest to the most complex can be stated in terms of

the resulting change in the three basic elements of the accounting equation. The accounting equa-
tion applies to all economic and legal entities—from a proprietorship to large corporations. Various
transactions affect the accounting equation introduced in example 1-2. Transactions illustrate the
following points which we must understand

1. Every transaction affects at least two items in the accounting equation

2. The accounting equation remains in balance after each transaction.

3. Revenues and owner investments increase owner’s equity. Expenses and owner withdraw-
als decrease owner’s equity. Therefore owner’s equity is directly affected by revenues expenses
investments and withdrawals. In Chapter 2 revenues and expenses will be accounted for sepa-
rately.

Example 1-2 demonstrates how various transactions affect the accounting equation and then



how those transactions are summarized and finally reported on the income statement statement of

owner’s equity and balance sheet.

Hilary Clapton the owner of a professional practice first creates a table like the one in Ex-
ample 1-2. She then uses the results to calculate net income earned during May her first month of
operations.

The following events occurred during its first month

A. Hilary invested 50 000 cash into the business. She also invested 10 000 equipment.

B. She paid rent 1 600 for the month.

C. She purchased 12 000 equipment on account.

D. She earned 2 000 revenue and received the cash.

E. She earned 7 000 revenue on account.

F. She paid 8 000 cash to purchase equipment.

G. She paid the 2 400 cash for salary.

H. She collected 5 000 from her client see Transaction E .

I. She paid 12 000 cash for her account owed see Transaction C .

J. She withdrew 500 cash for her personal use.

= +
A 50 000 10 000 60 000 Investment
B -1 600 -1 600 Expense
C +12 000 +12 000
D +2 000 +2 000 Revenue
E +7 000 +7 000 Revenue
F| -8 000 +8 000
G -2 400 -2 400 Expense
H| +5 000 =5 000
I —-12 000 —-12 000
J =500 =500 Withdrawal
32 500 2 000 30 000 0 64 500
OOOOooooooooooooOd I 1 |
64 500 = 64 500

Notice how Assets of 64 500 = Liabilities + Owner’s equity of 64 500. From this

10



schedule we can calculate the firm’s net income by summarizing the revenues and expenses as
Net income =Revenues —Expenses= 2 000+ 7000 — 1600+ 2400 = 5 000
Based on the summary of transactions in the form above we can prepare the financial state-

ments except cash flow statement

Hilary Clapton

May 20 x x
Service revenue 9 000
Expenses
Rent expense 1 600
Salary expense 2 400
Total expenses 4000
Net income 5 000
Hilary Clapton
May 20 x x
Hilary Clapton capital May 1 0
Add Investments by owner 60 000
Net income 5 000
Less Withdrawals by owner 500
Hilary Clapton capital May 31 64 500
Hilary Clapton
May 31 20 x x
Cash 32 500 — 0
Accounts Receivable 2 000
Equipment 30 000
Hilary Clapton capital 64 500
Total assets 64 500 Total liabilities and capital 64 500

Ethics is essentially the study of right and wrong and has been a prominent and sensitive is-

sue in the accounting profession for years.
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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 ac-
counting ethics due partly to wide media coverage of events involving a host of 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.

<& Some basic ethical standards
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

Accountants have a responsibility to report favourable as well as unfavourable in-
formation and to refrain from taking actions which undermine an organization’s legitimate and ethi-
cal 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.

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 confi-
dential 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.

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.

Accountants must fully disclose all relevant information that assists users to un-
derstand financial reports. Business governments and the public at large depend on the account-
ing 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 accura-

cy when making investment and credit decisions.
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