Unit 1

Accounting. a General Introduction
Zibie

Learning Objectives
E 2 ER

After studying this unit, you should be able to:
¢ Understand the functions of accounting;
@ Understand the development of accounting;
¢ Define accounting;
¢ Identify the divisions of accountants’ work ;

¢ Understand the accounting assumptions and principles.



Q 1.1 Accounting is an Information System

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

One of the most important functions of accounting is to accumulate and report financial
information that shows an organization’s financial position and the results of its operations to
its interested users. These users include managers, stockholders, banks and other creditors,
governmental agencies, investment advisors, and the general public. For example,
stockholders must have an organization’s financial information in order to measure its
management’s performance and to evaluate their own holdings. Banks and other creditors
must consider the financial strength of a business before permitting it to borrow funds.
Potential investors need financial data in order to compare prospective investments. Also,
many laws require that extensive financial information be reported to the various levels of
government. Businesses usually publish such reports at least annually. To meet the needs of
the external users, a framework of accounting standards, principles and procedures known as
“generally accepted accounting principles ( GAAP)” have been developed to insure the
relevance and reliability of the accounting information contained in these external financial
reports.

Another important function of accounting is to provide the management inside an
organization with the accounting information needed in the organization’s internal decision-
making, which relates to planning, control, and evaluation within an organization. For
example, budgets are prepared under the directions of a company’s financial executives on
an annual basis and express the desires and goals of the company’s management. A
performance report is supplied to help a manager focus his attention on problems or
opportunities that might otherwise go unnoticed. Furthermore, cost-benefit data will be
needed by a company’s management in deciding among the alternatives of reducing prices,
increasing advertising, or doing both in attempt to maintain its market shares. The process of
generating and analyzing such accounting information for internal decision-making is often
referred to as management accounting and the related information reports being prepared are
called internal management reports. As contrasted with financial accounting, management
accounting information system provides both historical and estimated information that is
relevant to the specific plans on more frequent basis.

The growth of organizations, changes in technology, government regulations, and the
globalization of economy during the twentieth century have spurred the development of
accounting. As a result, a number of specialized fields of accounting have evolved in

addition to financial accounting and management accounting, which include auditing, cost
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accounting, tax accounting, budgetary accounting, governmental and nonprofit accounting,
human resources accounting, environmental accounting, social accounting, international
accounting , etc. For example, tax accounting encompasses the preparation of tax returns and
the consideration of the tax consequences of proposed business transactions or alternative
courses of action. Governmental and nonprofit accounting specializes in recording and
reporting the transactions of various governmental units and other nonprofit organizations.
International accounting is concerned with the special problems associated with the
international trade of multinational business organizations. All forms of accounting, in the

end, provide information to the related users and help them make decisions.

g 1.2 The Development of Accounting

Imagine a long distance telephone company with no system in place to document who
calls whom and how long they talk, or a manager of a 300-unit apartment complex who has
forgotten to write down which tenants have and have not paid this month’s rent. Each of
these cases illustrates a problem with bookkeeping, the least glamorous aspect of accounting.
Bookkeeping is the preservation of a systematic, quantitative record of an activity.
Bookkeeping systems can be very primitive. But the importance of routine bookkeeping can
never be overstated. Without bookkeeping, business is impossible.

Bookkeeping is ancient, probably predating both language and money. The modern
system of double-entry bookkeeping still in use today was developed in the 1300s ~ 1400s in
Italy by the merchants in the trading and banking centers of Florence, Venice and Genoa.
The key development in accounting in the last 500 years has been the use of the bookkeeping
data, not just to keep track of things, but to evaluate the performance and health of a

business, which produces the accounting.

1. Distinctions Between Bookkeeping and Accounting

Earlier accounting procedures were simple in comparison with modern accounting
methods. The simple bookkeeping procedures of a hundred years ago have been replaced in
many cases by the data-processing computers. The control of the fiscal affairs of a business
must be as scientific as possible in order to be effective.

In the past, a bookkeeper kept the books of accounts for a business; the present-day
accountants’ job developed from the bookkeeper’s job. Today, a sharp distinction is made
between the relatively unchanged work performed by a bookkeeper and the more
sophisticated duties of an accountant. The bookkeeper simply enters data in financial books;
the accountant must understand the entire system of records so that he/she can analyze and

interpret business transactions. To explain the difference briefly, the accountant sets up a
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bookkeeping system and interprets the data in it, whereas the bookkeeper performs the
routine work of recording figures in books. Because interpretation of the figures is such an
important part of the accountant’s function, accounting has often been described as an art. A
person might become a reasonably proficient bookkeeper in a few weeks or months.
However, to be a qualified professional accountant or a certified public accountant requires

several years of study and experience.

2. Functions of the Accounting System

The procedures and processes used by a business to analyze transactions, handle routine
bookkeeping tasks, and structure information so it can be used to evaluate the performance
and health of the business, which procedures and processes are called the accounting system.
In summary, an accounting system is used by a business to (1) analyze transactions to
determine if information should be entered into the accounting system, (2) handle routine
bookkeeping tasks, and (3) structure information so it can be used to evaluate the performance

and health of a business. Exhibit 1-1 illustrates the three functions of the accounting system.

Exhibit 1-1 Functions of the Accounting System

‘ Analysis ‘
!
‘ Bookkeeping ‘

|

Evaluation ‘

Q 1.3 The Definition of Accounting

Accounting is an information system of interpreting, recording, measuring, classifying,
summarizing , reporting and describing business economic activities with monetary unit as its
main criterion. The accounting information is primarily supplied to owners, managers and
investors of every business, and other users to assist in the decision-making process.
Therefore , accounting is also called “the language of business”.

Accounting is a basic and vital element in every modern business. It records the past
growth or decline of a business. Careful analysis of these results and trends may suggest the
ways in which the business may grow in the future. How do business executives know

whether a company is earning profit or incurring loss? How do they know the company is
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solvent or insolvent, and whether it probably will be solvent, say, a month from today? The

answer to all these questions in one word is accounting.

Q 1.4 Divisions of Accounting Profession

The field of accountants’ work is divided into three broad areas; public accounting,
accounting for private businesses, and accounting for governments and non-profit

organizations.

1. Public Accounting

Public accountant who are similar to doctors or lawyers can offer their accounting
service to the public on a fee basis. Public accounting firms are organizations in which public
accountants mainly work. Most people in the public accounting firms are licensed as certified
public accountants ( CPAs). Thus, public accounting firms are often called CPA firms.
These firms vary in size from one-person practices to large, international organizations with
several thousand professional accountants. Almost all countries in the world have
promulgated laws for the CPAs. In the United States, the certification examinations are
prepared and administrated by the American Institute of Certified Public Accountants
(AICPA ). The various states or other major governmental jurisdictions set additional
qualifications for residence, experience, and so on. The British equivalent for a CPA is
called a chartered accountant. In China, the institute same as AICPA, which is responsible
for administrating CPAs, is the Chinese Institute of Certified Public Accountants ( CICPA).

The primary services offered by CPA firms include auditing, income tax services, and
management advisory services.

(1) Auditing. The principal function of CPAs is auditing. Auditing is an analytical
process applied to everyday business situations. Hence it is closely related to existing
business practices. The CPAs study the company’s accounting records and gather other
evidence regarding every item in the financial statements through the investigation.
Therefore, persons outside the business, such as bankers, investors and government
officials, attach great importance to the auditing report.

(2) Income tax services. An important element of decision-making by business executives
is consideration of the income tax consequences of an alternative course of action. The CPAs
are often called upon for “tax planning” , which will help the business executives to hold the
companies’ income taxes to a minimum amount. The CPAs are also frequently retained to
prepare the income tax returns. To render tax services, the CPAs must have extensive
knowledge of tax statutes, regulations, as well as a thorough knowledge of accounting.

(3) Management advisory services. Many CPA firms offer their clients a wide range of
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management consulting services. The services include as follows: What are the resources of
the business? What debts does it owe? Will the business be able to meet these debts as they
mature? Are accounts owed by customers are collected properly? Is too little or too much
inventory being kept? Are expenses too large in relation to sales? Does the business earn
profit properly? Should the plant be expanded? Should a new production line or new product
be introduced? Business executives often seek their CPAs’ advice on a wide range of

problems from the illustration of accounting information to business decision.

2. Accounting for Private Businesses

The accountants in a private business, large or small, must record transactions and
prepare periodic financial statements from accounting records. The chief accounting officer
in a medium-sized or large business is usually called the controller, who manages the work
of the accounting staff. As a part of the top management team, the controller is charged with

the task of running the business, setting its objectives, and seeing that these objectives are met.

? The work of the accountants in a private business mainly includes
the following areas .

(1) Design of the accounting system. Although the same basic accounting
principles are applicable to all types of businesses, each enterprise requires an
individually tailored financial information system. This system consists of
accounting forms, records, instruction manuals, flow chart, computers programs,
and reports to fit the particular needs of the business.

(2) Cost accounting. Accountants must know the cost of a particular product in
order to make business decisions. Calculating and controlling cost is vital to the
efficient management of a business. The phase of accounting particularly
concerned with collecting and interpreting cost data is called cost accounting.

(3) Internal control and auditing. A key responsibility of the manager of a
business is to keep its operations under control. Internal control is a management
priority, not merely a part of the accounting system. Thus it is not only a
responsibility of accountants but of managers as well. To make internal control
effective, internal auditing in a business is very important. Most large corporations
maintain staff of internal auditors with the responsibility of
evaluating the efficiency of operations and determining whether
company policies are being followed consistently in all divisions

of the corporation.
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3. Accounting for Governments and Non-profit Organizations

Many accountants work in government offices or for non-profit organizations. These two
areas are often joined together under the term governmental accounting and non-profit
accounting. All of these accountants, like those in private businesses, work on a salary basis.

Most enterprises face government regulations. Government officials rely on information
to help them direct the affairs of their agencies just as do the executives of corporations. For
example, in the United States, there are two of the governmental agencies, which perform
extensive accounting work. One is the Securities and Exchange Commission ( SEC);
another is the Internal Revenue Service (IRS). The SEC establishes requirements regarding
the content of financial statements and the reporting standards to be followed. All
corporations which offer securities for sale to the public must file annually with the SEC
audited financial statements so as to meet these requirements. Local, state, and federal
governments levy taxes on individuals and business. The IRS handles the millions of income
tax returns filed by individuals and corporations, and frequently performs auditing functions
relating to these income tax returns and the accounting records on which they are based.

Many governmental accounting problems are similar to those applicable to private
businesses. In other respects, however, accounting for governmental affairs requires a
somewhat different approach because the objective of earning a profit is absent from public
affairs. Non-profit organizations include universities, hospitals, churches, and charitable
organizations. Non-profit accounting also follows a pattern of accounting that is similar to

governmental accounting.

Q 1.5 Generally Accepted Accounting Principles

Accounting practice needs certain qualitative requirements to action. Accounting theory
provides the rationale or justification for accounting practice. In USA, GAAP is used to
instruct accounting practice. GAAP is a widely accepted set of rules, conventions,
standards, and procedures for reporting financial information, as established by the Financial
Accounting Standards Board (FASB).

To achieve basic business accounting objectives and implement fundamental qualities,

GAAP has four basic assumptions, four basic principles, and four basic constraints.

1. Accounting Assumptions

Accounting Entity Assumption
The most basic concept in accounting is that of the accounting entity. An accounting

entity is any economic unit which controls resource and engages in accounting practice.
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Transactions between accounting entities are recorded in the accounts of both entities. Each
accounting entity interprets transactions from its own viewpoint.

Monetary Unit Assumption

Money is the common unit in which accounting measurements are made and measured.
All transactions are measured, recorded and reported in terms of money unit. The stable-
money-unit concept is the basis for ignoring the effect of inflation in the accounting records.
It allows accountants to add and subtract dollar amounts as though each dollar has the same
purchasing power as any other dollar at any other time. Nevertheless, the value of money is
not constant over time. The purchasing power of money changes as a result of either inflation
or deflation.

Going Concern Assumption

According to the going concern concept, accountants assume that the business will
remain in operation long enough to use existing assets for their intended purpose. However,
under the situation of going out of business, because an enterprise that is holding a going-
out-of-business sale is trying to sell its assets, the relevant measure of the asset is their
current market value. The going concern assumption allows the accountant to record assets at
what they are worth to a business in normal use, rather than what they would sell for in a
liquidation sale.

Accounting Period Assumption

Most accounting entities are assumed to have an indefinite life. But accountants are
asked to measure operating results and changes in economic position at relatively short time
interval during this indefinite life. Consequently, accountants must divide the life of a
business into time periods of equal length, called accounting period. Accounting period is

normally divided into one year, one quarter or one month.

2. Accounting Principles

The accounting principles based upon this foundation provide guidelines or directives to
accounting practice.

The Cost Principle

The financial statements are affected by cost principle. All goods and services
purchased by an enterprise are recorded at acquisition cost and appear on financial statements
at cost. Because cost is a reliable measure, the cost principle states that the accounting
records should maintain the historical cost of an asset for as long as the business holds the
asset. The cost principle is based on the assumption that cost is equal to fair market value at

the date of acquisition and subsequent changes are not relevant to it.
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The Revenue Realization Principle

The revenue realization principle indicates that revenue should be recognized at the time
goods are sold or services are rendered. At this time, the business has essentially completed
the earning process and the sales value of the goods or service can be measured objectively.
In most cases, revenue is earned when the business has delivered completed goods or
services to the customer. The reason is that the business has done everything required by the
agreement including transferring the item to the customer. At any time prior to sale, the
ultimate sales value of the goods or services sold can only be estimated. The revenue should
be recognized and reported in the financial statement when the timing of revenue is
reasonably determinable and the earning process is completed.

The Matching Principle

The matching principle requires that revenues and expenses should be matched each
other. The measurement of expenses occurs in two stages: (1) measuring the cost of goods
and services that will be consumed or expired in generating revenue and (2) determining
when the goods and services acquired have contributed to revenue and their cost thus
becomes an expense. The second aspect of the measurement process is often referred to as
matching cost and revenue and fundamental to the accrual basis of accounting. To match
expenses against the revenues means to subtract the expenses from the revenues in order to
compute net income or net loss.

The Adequate Disclosure Principle

The adequate disclosure principle holds that a company’s financial statements should
report enough information for outsiders to make knowledgeable decision about the company.
In short, the company should report relevant, reliable, and comparable information about its
economic affairs. Adequate disclosure can be accomplished either in the financial statements
or in the notes accompanying the statements. Such disclosure should make the financial
statements more useful and less subject to misinterpretation. The key point to bear in mind is
that the supplementary information should be relevant to the interpretation of the financial

statements.

3. Accounting Constraints

In the accounting practice, there are some constraints principles.

The Objective Principle

Accounting records and statements are based on the most reliable data available so that
they will be as accurate and as useful as possible. This guideline is the objective principle.
The key of objective principle is that accounting records and financial reports must be based
on financial and economic transactions as they actually take place, in order to reflect the

financial position and operating results of an enterprise objectively. Without the objective
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principle, accounting records would be based on whims and options and subject to dispute.

The Materiality Principle

In following general accepted accounting principles, accountants must consider the
relative importance of any transactions. Accountants are primarily concerned with significant
information and not overly concerned with those items which have little effect on financial
statements. However, to determine whether the materiality of a transaction is or not, no
precise criteria can be formulated. Accountants are required to judge the materiality in
accounting practice. An item is judged to be material if it is important enough to influence
the decisions of statement users. Materiality of an item may depend not only on its nature.

The Consistency Principle

The principle of consistency implies that accounting methods should be consistent from
one period to the other and should not be changed. Changes and reasons for changes, if
necessary, and their impact on an enterprise’s financial position and operating results, should
be reported in notes to the financial statements. This principle is very important because it
assists users of financial statements in interpreting changes in financial position and changes
in net income.

The Conservatism Principle

Conservatism in accounting, also called prudence, means to report items in financial
statements at amounts that lead to the gloomiest immediate financial results. According to
the conservatism principle, to fully consider the risk or uncertainty inherent in business
situations, accountants should be conservative in choosing the one that has the least favorable
impact on net income when there are two or more alternative accounting methods.
Accountants should follow the conservatism principle so as to determine the possible losses

and expenses reasonably.

. Key Words and Expressions

Bl
1. accounting n. 2t e
2. information n. 58, %8
3. business n. B, 2 F
4. financial a. W55, P B
5. financial position I 45 IR L
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6. investment n. HHE

7. measure v. Al A s i, A
8. principle n. RN, R

9. financial report Wt 95 4

10. budget v. T

11. management accounting BT

12. financial accounting %5251t

13. audit n. &v. it

14. tax n. B, B4

15. income tax return JIr A H i
16. account no WK IKRH K
17. transaction n. 385 M55

18. accountant n. 23, 23t A
19. financial statement W55 e

20. classify v. Jrk

21. corporation n. BN

22. salary n. LW

23. revenue n. g

24. asset n. Wr= %y

. Special Terms
AR

1. certified public accountant ( CPA)

AMSU I, R RBATEITLESHNELYAR, —REFEFE=ATEANEHTEEFTX
MEE: (D BEITEZVHE  BEEEANZRL . ANEREEZEERESNED:; () AE—E
HRASITREIT THELER; Q) BEHSIT TV AKELNGE % .

2. American Institute of Certified Public Accountants ( AICPA)

EEZFMSITBh<, @R AICPA, 2XE2EMMR BT T WA, ARSI ESTTHIHER
WARERPAN, FTT AT EARZERRFIFER—LESITTIY, BRI A ZERIBHRELEEF N
= HA—FWRNEMS TG —FR, EER BRI,
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3. Chinese Institute of Certified Public Accountants ( CICPA)

FEGFMSIHAhS . FEEMSITIEhS R F 1988 £ 11 B, 2R EEM= it imfTl
MEREEALR ., FEIMSITIIhSRSNONBALTESAREKAS M TRWBPBL, B
HERRITIM,

4. Internal Revenue Service (IRS)
(2R ExBFH. (XE) BERBSHEBTEEV B, 2 % E KB R TR
X,

5. Financial Accounting Standards Board ( FASB)
(REE)MEXITANZERS., ZEMESRITAENEZEARAR

=X E B HEM ST A&
NEE, ENRIEEZRASNERR USITEER "N

=
6. accounting entity
SUME, S FER, BALEHE—IMRINSITTER, X2—MEZNSITEN, BIMA
VB AENLYEDMANAEHTRUZE, CVAMERITANSMEZENANY S
SIENER T

7. going concern assumption
FEAERER. THENSLVAERESIHRERN, ERBRELCW R — KA FENIE,RD
RBRHREEV . RIEFHEMEEE ~EZEMF.

8. accounting period

<iHHAME], th#R A fiscal period, RIFIFEZLERER, TBAHBEBLRNEEILRZD HESH
A B B, A —BRE RN, ME—REE , XM DN BB EAITER SR B8 814,
MasitiiiEg. SHHETUNEAFFE—S, I NSBHEER—E,

9. the matching principle

LN, BCEE R ZIEREN ST EHEN SN RABUGENRAN S ARG Z WA
REMZA AAELE, M ERITEEIZSITHE, 2SR EN2RE. WANSERZE
MELTRETEAR: —2REFEUANESEAZENERXFZHATERELL:; —RREVANSH
AW B Z B FEMNERE EN—Bc Rt THEECLE .

10. the objective principle
EMMHREN, EREMR—MEFUSNBEEREERITEUR, NEATHIA, BARIC
Mk, BELRY, WEFW ST ENUERNEL HERE, TALZEINBSHIER.

11. the consistency principle

—HMEREN., EREERRRITHEAEANSITEFNSIT T ENFRE -, BXITE
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FPM7TEFARKIERRER S, MREE T ERN R, BIEM ST BT R IROE A,

12. the conservatism principle

REMHREN, EREEAHMENBEAT, X TFEFVENREER TROAHRE. EE
KAV R LMK, BB ETIHEA TRAENKE  NESITTIRE ARSI AN
IO

. Exercises
>

1. Read the following sentences carefully and fill in the blanks with appropriate words.

(1) is an information system that identifies, measures, records and
communicates relevant, reliable, consistent and comparable information about an
organization’s economic activities.

(2) An individual who earns a living by recording the financial activities of a business
is known as a

(3) The process of classifying and summarizing business transactions and interpreting

their effects is accomplished by the

(4) An is any economic unit that controls resources and engages in economic
activities.
(5) The requires business transactions and financial statements to be based

upon objective and verifiable evidence.

(6) The states that for accounting purposes, all business transactions will be
recorded at cost or the actually dollars paid.

(7) assumption holds that the entity will remain in operation for the
foreseeable future.

(8) The principle requires that revenue be recognized at the time it is earned.

(9) The indicates that the requirements of accounting principles may be
ignored if their effects on the financial statement are unimportant to users.

(10) The assumption identifies a business’s activities during a specific time

period.
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2. Read each of the following statements and decide whether it is true (T) or false (F).

113

(1) The accounting process generates financial reports for both “ internal” and
“external” users. ( )
(2) GAAP are not like laws of math and science; they are guidelines which define
correct accounting practice at the time. ( )
(3) A business should be understood as an entity that is separate and distinct from its
owners, customers, and creditors. ( )
(4) CPAs can offer their services to the public on an individual consultant basis for
which they receive fees. ( )

(5) The objectives of non-profit organizations are profit. ( )

3. Translate the following sentences into English.

(1) ZIFRESETH AR R ILZ —

(2) ZTNZ T 0 2 2 U i o JOF 55 41 29 P o2 25018 P9 D D AR5 1

(3) TEMh2 it I B A 0 B A B I — R A O Ao

(4) 20 HRAt LR, 27 M i it & R il 1 — Rt 285 Ll B I 230l
(5) 22 Al LUR R A it — 20 Rl B M RE ) Aot RE T 1Y T-B o

4. Translate the following passage into Chinese.

Accounting has a long history. Accounting records date back to the ancient civilizations
of China, Babylon, Greece and Egypt. Modern accounting is services designed to
accumulate, measure and communicate economic data of organizations. Actually, nearly
everyone practices accounting in one form or another on an almost daily basis. Whether you
are preparing a household budget, balancing your check-book, preparing your income tax
return, or managing a company, you are working with accounting concepts and accounting
information.

Decision-makers need accounting information. Virtually all businesses and most
individuals keep accounting records to aid in making decision. For specific examples of these
decisions, consider the following questions. What prices should the firm set on its products?
If production is increased, what effect will this have on the cost of each unit produced? Will
it be necessary to borrow from the bank? How much will costs increase if a pension plan is
established for employee? Is it more profitable to produce and sell product A or product B?
Shall a given part be made or be bought from suppliers? Should an investment be made in
new equipment? All these issues call for decisions that should depend, in part at least, upon
accounting information. It might be reasonable to turn the question around and ask: What
business decisions could be made intelligently without the use of accounting information?

Examples would be hard to find.
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. Reading Material
e A e

The Foundation for Generally Accepted Accounting Principles

Identify the basic objective of financial reporting. The Financial Accounting Standards
Board (FASB) formulates GAAP to provide relevant, reliable and comparable accounting
information. Relevant information allows users to make business predictions and to evaluate
past decisions. Reliable data are free from material error and bias. Accounting information is
also intended to be comparable from company to company and from period to period.

Identify and apply the underlying concepts of accounting. Four concepts underlie
accounting. The most basic, the entity concept, draws clear boundaries around the accounting
entity. The entity, based on the going-concern concept, is assumed to remain in business for
the foreseeable future. The time-period concept is the basis for reporting accounting
information for particular time periods such as months, quarters, or years. Under the stable-
monetary-unit concept, no adjustment is made for the changing value of the dollar.

Identify and apply the principles of accounting. Accounting principles provide detailed
guidelines for recording transactions and preparing the financial statements. The reliability
and comparability principles require that accounting information be based on objective data
and be useful for comparing companies over different time periods. The cost principle
governs accounting for assets and liabilities, and the revenue principle governs accounting
for revenues.

Allocate revenue to the appropriate period by four methods. Different methods exist to
account or revenues, depending on when the revenue has been earned, when it can be
measured objectively, and whether collectability is assured. Matching is the basis for
recording expenses.

Report information satisfies the disclosure principle. The disclosure principle requires
companies to report their accounting policies, probable future losses, accounting changes,
subsequent events, and business-segment data. They use different disclosure techniques.

Apply the materiality constraint and the conservatism constraint to accounting. Two
constraints on accounting are materiality and conservatism. The materiality concept allows
companies to avoid excessive cost in accounting for immaterial items. Conservatism

constrains the optimism of managers by anticipating no profits, but anticipating all losses.
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Accounting Elements and Equations
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Learning Objectives
E 2 ER

After studying this unit, you should be able to:
¢ Explain the accounting elements;
¢ Explain the classification of the accounting elements;
4 Understand the accounting equation;

¢ Understand the effect of business transactions upon the accounting equation.
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g 2.1 Basic Elements of Accounting

Financial accounting information is classified into the categories of assets, liabilities,
owner’s equity, revenues, expenses and net income. The above accounting information is
also called accounting elements, which form the basic structure of financial statements. A
good understanding of these accounting elements will be a good basis and start in learning

financial accounting.

1. Assets
Assets are economic resources, which are measurable by money value, and which are
owned or controlled by an enterprise, including all property, rights as a creditor to others,
and other rights. Assets can be classified into current assets and long-term assets. Current
assets refer to those assets which will be realized or consumed within one year of their
acquisition, or within an operating cycle longer than a year, including cash, accounts
receivable, and inventories, etc. Long-term assets consist of those economic resources that

are held for operational purposes, including plant and equipment and intangible assets, etc.

2. Liabilities
Liabilities are debts born by an enterprise, measurable by money value, which will be
paid to a creditor using assets or services. Liabilities are generally classified into current
liabilities and long-term liabilities. Current liabilities refer to the debts which should be paid
off within a year or an operating cycle longer than a year, including notes payable, accounts
payable, advances from customers, accrued expenses, and taxes payable, etc; long-term
liabilities refer to the debts which will be repayment after a year including long-term notes

payable, bonds payable, and mortgage note, etc.

3. Owner’s Equity
Owner’s equity refers to the interest or the claim of the investors remaining in the net
assets of an enterprise. Net assets are the difference between the amount of assets and the
amount of liabilities. Owner’s equity includes owner’s investment in a business and
accumulated operating results since the beginning of the operation. Capital, net assets, and

shareholder’s equity are the other terms for owner’s equity.

17



4. Revenue
Revenue is the economic resources flowing into a business as a result of rendering goods
and services sold during a given accounting period. Sales revenue, service revenue, and
investment revenue are subdivisions of revenue. Increase in revenue will increase owner’s

equity.

5. Expenses
Expenses are the outflow of a business’s economic resources resulting from earning
revenue or the cost of the operational activities for the business. Expenses include cost of
goods sold, administrative expenses, selling expenses, and financial expenses, etc. Increase

in expenses will decrease owner’s equity.

6. Net Income
Net income (or net loss) is the result of matching revenue with expenses. When
revenue exceeds expenses, net income occurs, otherwise net loss occurs. The net income is
a major goal of almost every enterprise. Profit and earnings are the other terms for net

income.

Qz. 2 Accounting Equations

The relationship between the accounting elements can be expressed in a simple

mathematical form known as the accounting equation.

1. The Basic Accounting Equation
The basic accounting equation reflects the relationship among assets, liabilities, and
owner’s equity. Assets appear on the left side of the equation and equity ( liabilities and
owner’s equity ) on the right side of the equation shows the legal and economic claims
against the assets. The two sides of the accounting equation must be equal.
Assets = Equity
Assets = Liabilities + Owner’s Equity

Exhibit 2-1 shows the basic accounting equation.
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Exhibit 2-1 The Basic Accounting Equation
Assets = Liabilities + Owner’s Equity

Sources of funding

4

Resources Creditors’ Owners’
claims against claims against
resources resources

{ !

Increased by investments by owners

Decreased by distributions to owner

and unprofitable operations and profitable operations

2. The Expanded Accounting Equation

At this point, we must bring revenue and expenses into the picture, which is called
expanded accounting equation. Obviously, they are parts of every ongoing business.
Revenue provides resource inflows; it is increases in resources from the sale of goods or
services. Expenses represent resource outflows; they are costs incurred in generating
revenue. Revenue is not synonymous with cash or other assets, but is a way describing
where the assets came from. For example, cash received from the sale of a product would be
considered revenue. Cash received by borrowing from the bank would not be revenue, but
an increase in a liability. By the same token, expenses are the way of describing how an
asset has been used. Thus, cash paid for interest on a loan is an expense, but cash paid to
buy a building represents the exchange of one asset for another.

How do revenue and expenses fit into the accounting equation? Remember that revenue
minus expenses equals net income; and net income is a major source of change in owner’s
equity from one accounting period to the next. Revenue and expenses are thought of as
temporary subdivision of owner’s equity. Revenue increases owner’s equity and expenses
decrease owner’s equity.

Net Income = Revenue — Expenses

Assets = Liabilities + Owner’s Equity + Net Incomes

= Liabilities + Owner’s Equity + Revenue — Expenses

Assets + Expenses = Liabilities + Owner’s Equity + Revenue
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On the basis of the accounting equation, the financial position and the operating result

of a business can be recorded and reported to the interested users of accounting information.

Q 2.3 The Effect of Business Transactions
upon the Accounting Equation

Some activities or the day-to-day events of a business are known as transactions. In
accounting, a transaction is any event that both affects the financial position of the business entity
and can be reliably recorded. Every transaction of a business affects the assets and (or) equities
(liabilities and owner’s equity ). Each business transaction will cause one of the following
results :

(1) Increase an asset and increase an equity;

(2) Decrease an asset and decrease an equity ;

(3) Increase one asset and decrease another asset;

(4) Decrease one equity and increase another equity.

We now consider the following nine events and analyze each in terms of its effect on the

accounting equation.

[ Example 2-1 ]

During the month of January 2009, Mr. S. Smith, psychologist

(1) Invested $4 000 to open his counseling practice.

(2) Bought supplies ( stationery, forms, pencils, and so on) for cash, $300.

(3) Bought office furniture from Robinson Furniture Company on daccount,
$2 000.

(4) Received $2 500 in fees earned during the month.

(5) Paid office rent for January, $ 500.

(6) Paid salary for part-time help, $200.

(7) Paid $1 200 to Robinson Furniture Company on account.

(8) After taking an inventory at the end of the month, Mr. S. Smith found he had
used $ 200 worth of supplies.

(9) Withdrew $400 for personal use.

These transactions might be analyzed and recorded as follows:

Transaction (1) ; Mr. S. Smith invested $4 000 to open his counseling practice.

Two accounts are affected: the asset Cash is increased and the Capital of the firm is
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increased by the same amount.

Assets = Liabilities +  Owner’s Equity
Cash S. Smith, Capital
$4 000 = + $4000

Transaction (2) . Bought supplies for cash, $300.
In this case, Mr. S. Smith is substituting one asset for another. He is receiving ( + )
the asset Supplies and paying out ( — ) the asset Cash. Note that the Capital of $4 000

remains unchanged.

Assets = Liabilities + Owner’s Equity
Cash +  Supplies S. Smith, Capital
$4 000 $4 000
- $300 + $300
$3700 + $ 300 = + $4 000

Transaction (3): Bought office furniture from Robinson Furniture Company on
account, $2 000.

Mr. S. Smith is receiving the asset of Furniture but is not paying for it with the asset
Cash. Instead, he will owe the money to the Robinson Furniture Company. Therefore, he

will pay this amount in the future, thus creating the liability Accounts Payable.

Assets = Liabilities +  Owner’ s Equity
Cash + Supplies + Furniture Accounts Payable S. Smith, Capital
$3 700 $300 $4 000
+ $2 000 + $2 000
$3700 + $300 + $2000 = $2000 + $4000

Transaction (4) ;: Received $2 500 in fees earned during the month.
Because Mr. S. Smith received $2 500, the asset Cash increased, and also his Capital

increased. It is important to note that he labels the $2 500 revenue increase of owner’s equity.

Assets = Liabilities + Owner’s Equity
Cash + Supplies + Furniture  Accounts Payable S. Smith, Capital
$3 700 $300 $2 000 $2 000 $4 000
+ $2 500 + $2 500 (revenue)
$6200 + $ 300 + $2000 = $2000 + $6 500
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Transaction (5) ; Paid office rent for January, $500.
When the word “paid” is stated, you know it means a deduction of cash, since
Mr. S. Smith is paying out his asset Cash. Payment of expense is a decrease of owner’s

equity. It is termed Rent Expense.

Assets = Liabilities + Owner’ s Equity
Cash + Supplies + Furniture  Accounts Payable S. Smith, Capital
$6 200 $300 $2 000 $2 000 $6 500
= $500 — $500 (Rent Expense)
$5700 + $ 300 + $2000 = $2000 + $6 000

Transaction (6) ;. Paid salary for part-time help, $200.
Again, the word “paid” means a deduction of cash and a reduction in owner’s equity.

This time it refers to Salary Expense.

Assets = Liabilities + Owner’ s Equity
Cash + Supplies + Furniture Accounts Payable S. Smith, Capital
$5 700 $300 $2 000 $2 000 $6 000
- $200 — $200 (Salary Expense)
$5500 + $300 + $2000 = $2 000 + $5 800

Transaction (7) ; Paid $1 200 to Robinson Furniture Company on account.
Here Mr. S. Smith is reducing the asset Cash because he is paying $ 1 200, and he is

also reducing the liability Accounts Payable. He will now owe $ 1 200 less.

Assets = Liabilities + Owner’ s Equity
Cash + Supplies + Furniture Accounts Payable S. Smith, Capital
$5 500 $300 $2 000 $2 000 $5 800
- $1200 - $1200
$4300 + $ 300 + $2000 = $ 800 + $5 800

Transaction (8) . After taking an inventory at the end of the month, Smith found
he had used $ 200 worth of supplies.

The original amount of supplies purchased has been reduced to the amount that was
found to be left at the end of the month. Therefore, the difference was the amount used
( $300 - $200= $100). This reduces the asset Supplies by $200 and reduces owner’s

equity by the same amount. It is termed Supplies Expense.
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Assets = Liabilities + Owner’ s Equity
Cash + Supplies +  Furniture = Accounts Payable S. Smith, Capital
$4 300 $300 $2 000 $ 800 $5 800

— $200 — $200 (Supplies Expense)
$4300 + $100 + $2000 = $800 + $5 600

Transaction (9) ;. Withdrew $400 for personal use.
The withdrawal of cash is a reduction not only in Mr. S. Smith’s cash position but also

in his capital. This is not an expense but a personal withdraw, a reduction of the amount

invested.
Assets = Liabilities + Owner’ s Equity
Cash + Supplies + Furniture = Accounts Payable S. Smith, Capital
$4 300 $ 100 $2 000 $ 800 $5 600
- $400 - $400 (Withdrawal)
$3900 + $100 + $2000 = $800 + $5200

Summary of transactions in the month of January 2009

Assets = Liabilities + Owner’ s Equity
Cash + Supplies  + Furniture = Accounts Payable S. Smith, Capital
(1) $4 000 $4 000
(2) - $300 + $300
$3 700 + $ 300 = $4 000
(3) + $2000  + $2000
$3 700 + $300 + $2000 = $2 000 + $4 000
(4) + $2 500 + $2 500 (Revenue)
$6200 + $300 + $2 000 = $2 000 + $6500
(5) - $500 — $500 (Rent Expense)
$5700 + $300 + $2000 = $2 000 + $6 000
(6) — $200 — $200 (Salary Expense)
$5 500 + $300 + $2 000 = $2000 + $5 800
(7) - $1200 - $1200
$4 300 + $300 + $2000 = $800 + $5 800
(8) - $200 - $200 ( Supplies Expense)
$4300 + $100 + $2000 = $800 + $5 600
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(9) = $400

$ 3 900 + $100

- $400( Withdrawal )
+ $2 000 = $800 + $5200

From the illustration showed above, we can see that no matter how the economic

transaction changes in the business, the accounting equation remains in balance.
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Unit 2 - Accounting Elements and Equations

. Special Terms
lEARE

1. accounting elements

SUBRER. SUEBERREANSTRENEARL, ENSUTNRATHELRD L, 22T
BERRHAEEL., RE(DLVRTTENDAE, SHERERAS AR AEENE WA B
FFERANTTE

2. accounting equation
SUER, SEER. SIHEF I LFR balance sheet equation, R H /> = it + FT A HN A,
2RI IT AN IERRIE,

3. creditor
RN BmANALIR lender, EHEFERSHBETEZSANLLINA EHZEZA
(debtor) XV .

4. owner
&, VWE, rBEERXIERES Y =NEFES ;T XUiEEatl HRER =N
FrEE,

5. expanded accounting equation
FREUWSEX. FRETSFAMZIEBRAFMEAMARITHESF: B~ + 8BH = A+ A
BENE + BN

6. supplies
HEL YR, BRERETERAMR ARXEN MERKRAOMBMN IR, ANEEN A&, M
XA HKikE,

. Exercises
| 2

1. Read the following sentences carefully and fill in the blanks with appropriate words.

(1) The basic accounting equation is = +
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(2) Items owned by a business that have money value are known as
(3) is the interest or the claim of the owners in a business.

(4) Liabilities are generally classified into and

(5) The difference between the amount of assets and the amount of liabilities is

(6) An investment in the business increase and

(7) When revenue exceeds expenses, occurs, otherwise occurs.

(8) When the word “paid” occurs, it means a deduction of

2. Determine the missing amount in each of the accounting equation below.

Assets = Liabilities + Owner’s Equity
(1) $7200 = $2800 + 7
(2) $7200 = ? + $4 800
(3) ? = $2800 + $4 800
(4) $20000 = $5600 + 7
(5) $18000 = ? + $6 000
(6) ? = $4280 + $8 240

3. Indicate whether each of the following is identified with an asset ( A), a liability
(L) or capital (C).

(1) Cash (2) Owner’s Investment
(3) Supplies (4) Land

(5) Accounts Payable (6) Accounts Receivable
(7) Notes Payable (8) Equipment

4. John Brown invested in his new firm $8 600 in cash, $4 000 worth of supplies,
equipment and machinery valued at $ 12 000, and a $5 000 notes payable based upon the

equipment and machinery. What is the capital of the firm?

5. Financial information of B. Glatt Carpenter for December is presented below :

(1) Began business by investing $140 000 cash and $6 000 equipment in the
business.

(2) Bought additional equipment for $2 000 on account.

(3) Purchased supplies, $600, for cash.

(4) Paid $500 to creditor on account.

(5) Received $2 400 in fees earned during the month.

(6) Paid salary of part-time assistant, $ 300.
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(7) Paid general expenses, $400.

(8) Paid balance due on equipment.

(9) Withdrew $ 700 for personal use.

(10) Cost of supplies used during the month, $450.

Enter each transaction in the form of accounting equation.

6. M. Boyd operates a taxi company known as the Boyd Taxi Co. The balance of his
accounts in July of the current year was as follows: Cash $6 400, Supplies $ 800,
Automobile $4 500, Accounts Payable $2 000, Capital $9 700.

The transactions of the firm during the month of July are shown below .

(1) Paid the balance owed to the creditor.

(2) Income (cash) for the month, $8 200.

(3) Paid wages for the month, $1 900.

(4) Paid for advertising, $200.

(5) Purchased an additional taxi for $5 000, terms half in cash and the balance on
account.

(6) Paid $425 for maintenance of automobiles.

(7) Sold $100 of supplies at cost.

(8) Withdrew $ 800 for personal use.

(9) Inventory of supplies at the end of the month, $350.

Enter each transaction in the form of accounting equation.

. Reading Material
el A e

The Users of Accounting Information

The accounting system generates output in the form of financial statements. Examples
of users of the information contained in the financial statements, along with other available
information, are described in the following paragraphs.

Lenders

Lenders are interested in one thing—being repaid with interest. Banks use companies’
financial statements in making decisions about commercial loans. The financial statements are

useful because they help the lenders predict the future ability of the borrower to repay the loan.
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Investors

Investors want information to help them estimate how much cash they can expect to
receive in the future if they invest in a business now. Financial statements, coupled with
knowledge of business plans, market forecasts, and character of management, can aid
investors in assessing these future cash flows.

Obviously, millions of Americans invest in McDonald, Microsoft, and General Electric
without ever seeing the financial statements of these companies. Investors can feel justifiably
safe in doing this because large companies are followed by armies of financial analysts who
would quickly blow the whistle if they found information suggesting that investors in these
companies were at serious risk. But what about investing in a smaller company, one that the
financial press doesn’t follow, or in a local family business that is seeking outside investors
for the first time? In cases such as these, investing without looking at the financial statements
is like jumping off the high dive without looking first to see if there is any water in the pool.

Managers

In addition to using management accounting information available only to those within
the firm, managers of a company can use the general financial accounting information that is
also made available to outsiders. Company goals are often stated in terms of financial
accounting numbers, such as a target of sales growth in excess of 5% . Also, reported “net
income” is frequently used in calculating management bonuses. Finally, managers of a
company can analyze the general-purpose financial statements in order to pinpoint areas of
weakness about which more detailed management accounting information can be sought.

Other Users of Financial Information

There are many other external users of financial information, including suppliers,
customers, employees, competitors, government agencies, and the press. These are
described below.

Suppliers and Customers. In some settings, suppliers and customers are interested in the
long-run staying power of a company. Financial statements provide information that
suppliers and customers can use to assess the long-run prospects of a company. Business
customers can use financial information to help them ascertain the company’s ability to
survive and have the resources to fix glitches and provide upgrades as the technology
improves.

Employees. Employees are interested in financial accounting information for a variety
of reasons. As mentioned earlier, financial statement data are used in determining employee
bonuses: In addition, financial accounting information can help an employee evaluate the
likelihood that the employer will be able to fulfill its long-run promises, such as pensions
and retiree health-care benefits. Financial statements are also important in contract

negotiations between labor and management.
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Competitors. If you were a manager at PEPSICO, would you be interested in knowing
the relative profitability of Coca-Cola’s operations in the United States, Brazil, Japan, and
France? Of course you would, because that information could help you identify strategic
opportunities for marketing pushes where potential profits are high or where your competitors
is weak. Every business can use the information in financial statements to track its
competitors and identify new opportunities to grow and use its market share in every side to
increase its revenues.

Government Agencies. Government agencies make frequent use of financial accounting
information. For example, to make sure that investors have sufficient information to make
informed investment decisions, the Securities and Exchange Commission monitors the
financial accounting disclosures of companies.

The Press. Financial statement is a great place for a reporter to find background
information to flesh out a story about a company. For example, a story about Microsoft can
be enhanced by using the sales data shown in its annual report. In addition, a surprising
accounting announcement, such as a large drop in reported profits, is a trigger for an
investigative reporter to write about what is going on in a company. When the Justice
Department proposed the breakup of Microsoft, The Wall Street Journal reported analysts’
estimates of the value of the company’s various parts based on past revenue figures. For
example, one analyst estimated that Microsoft’s consumer business would be worth 50 times

its revenue.
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The Double-entry Accounting System

kK%

Learning Objectives
E 2 ER

After studying this unit, you should be able to:
¢ Define the account;
# Identify the chart of accounts for a typical company;
¢ Analyse transactions using debits and credits;
¢ Learn different types of accounts;

@ Understand the double-entry accounting system and single-entry system.
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Q 3.1 What is the Account

An account is a specific accounting record that provides an efficient way to categorize
transactions. Thus, we may designate asset accounts, liability accounts, owner’s equity
accounts, revenue accounts and expense accounts. Examples of asset accounts are Cash,
Inventory, and Equipment. Liability accounts include Accounts Payable and Notes Payable.
The owner’s equity accounts for a corporation are Capital Stock and Retained Earnings.
Revenue accounts include sales. Expense accounts include interest expense, salaries expense
and so on. You can think of an individual account as a summary of every transaction
affecting a certain item (such as Cash). The summary may be recorded on one page of a

book, or in one computer file, or in one column of a spreadsheet.

Q 3.2 Chart of Accounts for a Typical Company

A particular company will have as many (or as few) accounts as it needs to provide a
reasonable classification of its transactions. The list of accounts used by a company is known
as its chart of accounts. The normal order of a chart of accounts is assets, then liabilities,
followed by owners’equity, revenue, and expenses.

Generally, blocks of numbers are assigned to accounts. A simple chart structure is to
have the various groups of the major group in which the account is located. Thus, the
account which have numbers beginning with 1 are assets; 2 are liability; 3 are capital ; 4 are
revenue; and 5 are expenses. The second or the digit designates the position of the account
in the group.

Small companies often use three-digit account numbering system. More complex
businesses use four, five, or more digits as account numbers. The account number can also
identify whether an account appears on the balance sheet or the income statement. Exhibit 3-1

shows some accounts that might appear in a typical company’s chart of accounts.

Exhibit 3-1 Chart of Accounts for a Typical Company

Assets (100 ~199) Owner’s Equity (300 ~399)
Current assets (100 ~150) . 301 Capital stock
101 Cash 330 Retained earnings

103 Notes receivable

105 Accounts receivable
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107 Inventory

108 Supplies

Long-term assets (151 ~199) .
151 Land

152 Building

154 Office Furniture or Equipment

Liabilities (200 ~299)

Current liabilities (200 ~219) .
201 Notes payable

202 Accounts payable

203 Salaries payable
204 Interest payable
206 Income taxes payable

Long-term liabilities (220 ~239) .
222 Mortgage payable

Revenue (400 ~499)
400 Sales

Expenses (500 ~599)
500 Cost of goods sold
501 Sales salaries and commissions

523 Rent expense

528 Advertising expense

551 Officers’ salaries

553 Administrative salaries

570 Payroll taxes

571 Office supplies expense

573 Utilities expense

578 Office equipment rent expense
579 Legal fees

In designing a numbering structure for the accounts, it is important to provide adequate
flexibility to permit expansion without having to revise the basic system. There are various

systems of coding, depending on the needs and desires of the company.

Q 3.3 Debit and Credit

Accountants often use T-account as a visual aid for seeing the effect of the debit and
credit on the two (or more) accounts. This form of an account is known as a T-account
because of its similarity to the letter T.

The account title ( for example, Cash) appears at the top of the account. Transaction
amounts may be recorded on both the left side and the right side of the T-account. Instead of
using the terms left and right to indicate which side of a T-account is affected, terms unique
to accounting were developed. Debit is used to indicate the left side of a T-account, and
credit is used to indicate the right side of a T-account. Debit means left, credit means
right—nothing more, nothing less.

Besides representing the left and right sides of an account, the terms debit (abbreviated
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as Dr. ) and credit (abbreviated as Cr. ) take on additional meaning when coupled with a
specific account. By convention, for asset accounts, debits refer to increase and credits to
decreases. For example, to increase the cash account, we debit it; to decrease the cash
account, we credit it. Since we expect the total increases in the cash account to be greater
than the decreases, the cash account will usually have a debit balance after accounting for all
transactions. Thus, we can make this generalization—asset accounts will have debit
balances. The opposite relationship is true of liability and owners’ equity accounts; they are
decreased by debits and increased by credits. As a result, liability and owners’ equity
accounts will typically have credit balances. The effect of this system is shown here, with an

increase indicated by ( + ) and a decrease by ( - ).

Assets = Liabilities + Owner’s Equity
Dr. Cr. Dr. Cr. Dr. Cr.
(+) (-) (-) (+) (-) (+)

Q 3.4 Types of Accounts

Accounts are basic records that are used to show changes—both increase and decrease—
in assets, liabilities, and owner’s equity. A separate account is kept for each financial
statement element. This enables accountants to effectively and accurately maintain
accounting records.

The simplest form of an account has three parts; (1) a title, which is the name of the
item recorded in the account; (2) a space for recording increases in the amount of the item,
in the terms of money; (3) a space for recording decrease in the amount of the item, also in
monetary terms. Transactions are entered in T-accounts as follows:

(1) Decreases in an account are entered on one side of the T, and increases are entered
on the other side.

(2) The account balance is determined by subtracting the total decreases from the total
increases.

The left side of the account is called the debit side and the right side is called the credit
side. Amounts entered on the left side of an account are called debits to the account, and the
account is said to be debited. Amounts entered on the right side of an account are called
credits to the account, and the account is said to be credited. For example, the format of the

cash and notes payable accounts is as follows ( Exhibit 3-2) .
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Exhibit 3-2 The Format of T-Account

Cash Notes Payable

Left side | Right side Left side | Right side

When deciding what type of account is affected by a transaction and whether a debit or
credit is required, it is helpful to group accounts into five categories—assets, liabilities,
owner’s equity, revenue, and expenses.

Asset Accounts

Asset accounts carry their balances forward from one period to the next. Examples of
asset accounts include Cash (on hand and in bank ), Receivables, Office Furniture or
Equipment, Buildings, and Land. The left side of asset accounts is used for recording
increases and the right side is used for recording decreases.

Liability Accounts

Liability accounts also carry their balances forward from one period to the next.
Examples of liability accounts are Notes Payables, Accounts Payables and other liabilities
(wages, taxes, interest). The right side of liability accounts is used for recording increases
and naturally the left side is used for recording decreases.

Owner’s Equity Account

For a company, an owner’s equity account is used to record the original investment and
any permanent additional increases or decreases in owner’s equity. The right side of capital
accounts is used for recording increases and naturally the left side is used for recording
decreases. The balance in the owner’s equity account carries forward to the next accounting
period.

Assets accounts, liability accounts, and owners’equity accounts are called the balance
sheet accounts, because the balances of the accounts reported in the balance sheet are carried
forward from year to year.

Before proceeding any further, let’s stop for a moment and review the relationship
between the balance sheet accounts and these debits and credits. It is in your best interest not

to go on until you understand these relationships showing in Exhibit 3-3.
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Exhibit 3-3 The Relationship among Various Types of Accounts and Debits
and Credits

Accounting Type Debit or Credit Ending Balance

mcrease result in deblt( + ) .

asset — | —— debit

decrease result in

credit( - )— ——

decrease _resulting gepig( )

liability —— credit

increase m credit( +)

decrease result in debit( -)

owner’s equity — | - credit

increase resultin _ credit(+)

Revenue and Expense Accounts

Revenue increases capital. Just as increases in capital are recorded as credits, increases
in revenues during an accounting period are recorded as credits. Expenses have the effect of
decreasing capital, and just as decreases in capital are recorded as debits, increases in
expense accounts are recorded as debits.

Examples of revenue accounts include revenues from repairs, commissions earned,
legal fees earned, rent earned, and interest earned. Examples of expense accounts include
advertising expenses, office supplies expenses, salaries expenses, rent expenses, utilities
expenses, and insurance expenses.

Periodically, usually at the end of the accounting year, all revenue and expense account
balances are transferred to a summarizing account, and the accounts are then said to be
closed. The balance in the summarizing account, which is the net income or net loss for the
period, is then transferred to the capital account (to the retained earnings account for a
corporation) , and the summarizing account is also closed.

Revenue and expense accounts are called the income statement accounts. The income
statement accounts have balances only during an accounting period. The balances in these
accounts are not carried forward to the next accounting period. The theory of debit and credit
in its application to revenue and expense accounts is based on the relationship between these

accounts and capital. The net income or the net loss for a period, as reported on the income
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statement, is the net increase or the net decrease in capital resulting from operations.
Here we will take the transactions as an example to see how transactions be recorded by
using T-accounts.

1. Mr. S. Smith invested $4 000 to open his counseling practice.

Cash Capital

(1) 4000 (1) 4000

2. Bought supplies ( stationery, forms, pencils and so on) for cash, $300.

Supplies Cash

(2) 300 (1) 4000/ (2) 300

3. Bought office furniture from Robinson Furniture Company on account $ 2 000.

Office Furniture Accounts Payable

(3) 2000 (3) 2000

4. Received $2 500 in fees earned during the month.

Cash Fees Income
(1) 4000| (2) 300 (4) 2500
(4) 2500

5. Paid office rent for January, $ 500.

Rent Expense Cash

(5) 500 (1) 4000 | (2) 300
(4) 2500 | (5) 500
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6. Paid salary for last month, $200.

Salary Expense Cash
(6) 200 (1) 4000| (2) 300
(4) 2500 | (5) 500
(6) 200

7. Paid $1 200 to Robinson Furniture Company on account.

Account Payable Cash

(1) 4000 | (2) 300

(4) 2500 | (5) 500
(6) 200
(7) 1200

(7) 1200 | (3) 2 000

8. After taking an inventory at the end of the month, Mr. S. Smith found he had used
$ 200 worth of supplies.

Supplies Expense Supplies

(8) 200 (2) 300 | (8) 200

9. Mr. S. Smith drew (withdrawal) $ 400 for personal use.

Cash
Drawing ( withdrawal ) (1) 4000 | (2) 300
(9) 400 (4) 25001 (5) 500
(6) 200
(7) 1200
(9) 400

Q 3.5 The Double-entry Accounting System and
Single-entry System

1. The Double-entry Accounting System

Double-entry accounting system means that the amounts of debit and credit entries must
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be equal when accounts record every business transactions. Where there are only two
accounts affected, the debit and credit amounts are equal. If more than two accounts are
affected, the total of the debit entries must equal the total of credit entries. The double-entry
accounting system is used by virtually every business organization, regardless of whether the
company’s accounting records are maintained manually or by computers. By applying the
double-entry accounting system, accountants can locate some type of errors which might be
made while maintaining accounting records. Nowadays, the double-entry accounting system
is used in the world widely.

In addition to assets equaling liabilities and owners’ equity, debits also equal credits. If
you fully grasp the meaning of these two equalities, you are well on your way to mastering
the mechanics of accounting. Debits and credits allow us to take a shortcut to ensure that the
accounting equation balances. If for every transaction, debits equal credits, the accounting

equation will balance.

j To understand why this happens, keep in mind the following three
basic facts regarding the double-entry accounting system .
(1) Debits are always entered on the left side of an account and credits on the
right side.
(2) For every transaction, there must be at least one debit
and one credit.

(3) Debits must always equal credits for each transaction.

Now notice what this means for one of the business transactions shown earlier—
investment by owners. An asset account ( Cash) is debited; it is increased. An owners’
equity account ( Capital Stock) is credited; it is also increased. There is both a debit and a
credit for the transaction, and we have increased accounts on both sides of the equation by an
equal amount, thus keeping the accounting equation in balance.

Be careful not to let the general, non-accounting meanings of the words credit and
debit confuse you. In general conversation, credit has an association with plus and debit
with minus. But on the asset side of the accounting equation, where debit means increase
and credit means decrease, this association can lead you astray. In accounting, debit
simply means left and credit simply means right. Note that every time an account is
debited, other accounts have to be credited for the same amount. This is the major

characteristic of the double-entry accounting system: the debits must always equal the

38



Unit 3 The Double-entry Accounting System

credits. This important characteristic creates a practical advantage:. the opportunity for
“self-checking” . If debits do not equal credits, an error has been made in analyzing and

recording the entity’s activities.

2. The Single-entry System

The single-entry system is similar to a check book register and is characterized by the

fact that there is only a single line entered in the account for each transaction.

\\w The single-entry bookkeeping is limited in its ability to provide
detailed financial information. Some disadvantages of a single-entry
system include ;

(1) It does not track asset and liability account. These must be tracked separately.

(2) It facilitates the calculation of income but not of financial position. There is
no direct linkage between income and the balance sheet.

(3) Errors may go undetected and often are identified only

through bank statement reconciliation.

The single-entry tends to be suitable only for small companies with simple financial

statements.

Q 3.6 Accounting Entry

With our knowledge of the different types of accounts, and the use of the terms debit
and credit, we are now ready to actually record the effects of transactions.

A specific format is used in journalizing (recording) transactions in a general journal.
The debit account is listed first; the credit account is listed second and is indented to the
right. Normally, the date and a brief explanation of the transaction are considered essential
parts of the accounting entry. Dollar signs are usually omitted. The format will be used
whenever an accounting entry is presented.

Accounting Entry Format

Date Debit Account. . ....... ..., amounts

Credit ACCOUNt. . . ...ttt amounts

Explanation
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j When preparing an accounting entry, a systematic method may
be used in analyzing every transaction. A Journal entry involves a
three-step process:
(1) Identify which accounts are involved.
(2) For each account, determine if it is increased or
decreased.
(3) For each account, determine by how much it has

changed.

The answer to step | tells you if the accounts involved are asset, liability, or owners’
equity accounts. The answer to step 2, when considered in light of your answer to step 1,
tells you if the accounts involved are to be debited or credited. Consider the instance where
$ 25 000 is borrowed from a bank. The two accounts involved are Cash and Notes Payable.
Cash increased, and since Cash is an asset and assets increase with debits, then Cash must
be debited. Notes Payable increased( we owe more money ), and since Notes Payable is a
liability and liabilities increase with credits, then Notes Payable must be credited. The
answer to step 3 completes the journal entry, Cash is debited for $25 000, and Notes
Payable is credited for $25 000.

Accounting entries are used to summarize the effects of business transactions. They are
prepared or analyzed by answering three questions: (1) What accounts are involved? (2)
Did those accounts increase or decrease? (3) How much did each account change? By
correctly answering these three questions, transactions will be properly accounted for, and
the accounting equation will always be in balance.

According to the above example, we will prepare these transactions of accounting
entries as follows:

(1) Mr. S. Smith invested $4 000 to open his counseling practice.

Cash 4 000

Mr. S. Smith, Capital 4 000

To record having invested $4 000 cash to open the business.

(2) Bought supplies ( stationery, forms, pencils and so on) for cash, $300.

Supplies 300

Cash 300

To record having paid supplies $ 300 for cash.

(3) Bought office furniture from Robinson Furniture Company on account, $ 2 000.

Office Furniture 2 000
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Accounts Payable 2 000
To record having bought office furniture $2 000 on account.
(4) Received $2 500 in fees earned during the month.
Cash 2 500
Fees Income 2 500
To record having earned the fees revenue $2 500.
(5) Paid office rent for January, $500.
Rent Expenses 500
Cash 500
To record having paid the rent expenses $ 500.
(6) Paid salary for last month, $2 000.
Salary Payable 2 000
Cash 2 000
To record having paid last month’s salary $2 000.
(7) Paid $1 200 to Robinson Furniture Company on account.
Accounts Payable 1 200
Cash 1 200
To record having paid $1 200 to creditor.
(8) After taking an inventory at the end of the month. Smith found he had used $ 200
worth of supplies.
Supplies Expenses 200
Supplies 200
To record having used supplies $ 200 this month.
(9) Mr. S. Smith drew $400 for personal use.
Mr. S. Smith, Drawing 400
Cash 400

To record having drawn cash $ 400 for personal use.

. Key Words and Expressions

bl
1. designate v. 18580, Fros
2. capital stock JieA
3. interest n. FE A 45, A 45 06 R
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4. spreadsheet n. EER

5. assign v. JrHC A

6. balance n. A S50 AR
7. interest payable A AL,

8. supplies expense Ykl

9. debit n. f& 6T R IEAR TS
10. credit n. B8, 58055 BRIC, IC A BE TS
11. increase n. YN

12. decrease n. b

13. balance sheet account Viaitiie . Ia

14. income statement account i 25 e K

15. salary n. TH, T

16. reconciliation n. PR s R RN

17. entry n. g

18. journal entry ERTMISA s

19. salary payable WA %

. Special Terms
2 N

1. chart of accounts

KIRER. ERRGHREI— N UIKFNERMESH R, EXELFREREL
REZNHRS . WENRIE—KAYASMERT, TIGNHFNDEIERANEX. &S
HTRBERFBELERRKANERRERA.

2. retained earnings

BiEWam, BRUARRAIELESERMEEN, EHTAILELRRNEBEESIHTE
ENRES RENESMBEMNEFELAINET ., BERARELCWMHESLINFEH
REKBFTRAUYHNATRE., EXRETEYNEFLEFNAMLANEFE, BFECVHAR
RARURDEFERNED, AP BRAREEFEAENRRBER, ROEF B REIEE
RENRRER.

3. double-entry accounting system

EREKZE. EXRWEMNFITERR—MEFV S, AEZTRTECXHENEH. 2
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7T 1300 FF, BAFAL#BH T & S ME XTI IE, 1494 4 L. Pacioli FrZ M (E A JLEFILL £
BE)—B, EERERNEWENE—FEE. ERLEKENEAEITARELAFTERNE
Mo EXERMAMT XA ITHESFSURIEE, A = R + rEENE.

4. single-entry system

BRickE. ERIEMER—MATEMICKITE, W FHROEFUERE—NIKS i
fricxk. XARERIEKE, FLEULRES, Ef s EM REHRREFLESHNER, AMETR
BRI RAERN, AL — AT EMCKTT A RERDEA.

5. accounting entry

KU NFR. SUPRE2ENETNEFVSHPRN BN RKSARESMITE, BHRD X
KU FRRHENERETTE KA (RE) BRENICEM=2FHEN. ZRISEIKSH
ZL DATERUTARNEGS DR, GESUDIRERASR—PKAETHNA —DIKA
BANRUDF A—RE—RAZT2F; EESUHRXEAR TN E(RERAD) XK PR
BN DX —ELE —REEHAZTEE TSI R.

6. capital account

HAAKF, EIEAMZENGEERRAERANARASLBFRSNIER TN R HAEFELN
WA, XEMPARTEIRRAT RS BFWRE BN BT B IR RA R RN B 7S R
DHGHRRAERTT . RTIBRA B AL BFRANEFER, ETEAKANE " SBER"
CREAANR I BRARERS,

. Exercises
>

1. Read the following sentences carefully and fill in the blanks with appropriate words.

(1) An may be defined as a record of the increases, decreases and balances
in an individual item of assets, liability, capital, revenue, or expenses.

(2) A is a list of all accounts used in a company.

(3) When an amount is entered on the left side of an account, it is a and

9

the account is said to be

(4) When an amount is entered on the right side, it is a and the account is

said to be
(5) The two fold effect of every entry is recorded in

(6) Increases in all asset accounts are
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(7) Increase in all liability accounts are

(8) Increase in all capital accounts are

2. Indicate in the columns below the increases and decreases in each account by placing

a check in the appropriate column.

Economic event

Cr.

(

a) Capital is increased

(

b) Cash is decreased

(

¢) Accounts Payable is increased

(

d) Rent Expense is increased

(

e) Equipment is increased

(

f) Fees Income is increased

(

g) Capital is decreased (through drawing)

3. For each transaction in the table below, indicate the account to be debited and the

account to be credited by placing the letter representing the account in the appropriate

column.

The accounts;

(a) Accounts Payable (b) Capital

(e) Equipment (f) Fees Income
(i) Salaries Expenses  (j) Supplies

(c) Cash (d) Drawing
(g) Notes Payable (h) Rent Expenses

(k) Supplies Expenses

Transactions

Dr.

Cr.

. Invested cash in the firm

Paid rent for month

W

Received cash fees for services

Paid salaries

W

Bought equipment on account

. Paid balance on equipment

. Bought supplies on account

. Borrowed money from bank, giving a note in change

9.

Supplies inventory showed 1/3 used during the month

10. Withdrew cash for personal use

44



Unit 3 The Double-entry Accounting System

4. Translate the following passage into Chinese.

The objective of the accounting procedures is to gather and transform raw data into
useful information that measures and communicates the results of economic activities for a
business. The financial data needed by individuals and external parties are obtained primarily
from the accounting information system. Managers need additional information that is
supplied by a broader managerial information system. An accounting system may be manual
or automated, depending on the company’s requirements. In designing and implementing an
accounting system, a company should consider the system’s efficiency, the timelines of the
reports provided by it, and its overall cost and benefits.

The accounting procedures are based on double-entry accounting and the fundamental
accounting equation. The double-entry system of accounting must assure that the accounting
equation will always balance because the amount of debit entries should be equal to the
amount of credit entries when the transactions are properly recorded.

In conducting economic activities, the businesses and the other types of entities enter
into transaction processes. These transactions form the basis of accounting records. The

procedures used in illustrating the transactions are known as the accounting cycle.

. Reading Material
el A e

Evolution of the Double-entry Accounting System

People in all civilizations have maintained various types of records of business
activities. The oldest known are clay tablet records of the payment of wages in Babylonia
around 3600 B. C. There are numerous evidences of record keeping and systems of
accounting control in ancient Egypt and in the Greek City States.

The evolution of the system of record keeping which came to be called double-entry was
strongly influenced by Venetian merchants. The first known description of the system was
published in Italy in 1494. The author, a Franciscan monk by the name of Luca Pacioli, was
a mathematician who taught in various universities in Perugia, Naples, Pisa, and Florence.
Goethe, the German poet, novelist, scientist, and universal genius, wrote about double-
entry as follows: “It is one of the most beautiful inventions of the human spirit, and every
good businessman should use it in his economic undertakings. ” In spite of the tremendous

development of business operations since 1494, and the ever increasing complexities of
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business and governmental organizations, the basic elements of the double-entry system have
continued virtually unchanged.

The industrial Revolution, which occurred in England from the mid-eighteen century,
brought many social and economic changes, notably a change from the handicraft method of
producing marketable goods to the factory system. The use of machinery in turning out many
identical products gave rise to the need to determine the cost of a large volume of machine-
made products instead of the cost of a relatively small number of individually hand-crafted
products. The specialized field of cost accounting emerged to meet the need for the analysis
of various costs and for recording techniques.

In the early days of manufacturing operations, when business enterprises were relatively
small and often isolated geographically, competition was frequently not very keen. Cost
accounting was primitive and focused primarily on providing management with records of
reports on past operations. As manufacturing enterprises became larger and more complex

1

and as competition among manufacturers increased, the “scientific management concept”
evolved. This concept emphasized a systematic approach to the solution of management
problems. Paralleling this trend was the development of more sophisticated cost accounting
concepts to supply management with analytical techniques for measuring the efficiency of
current operations and in planning for future operations. This trend was accelerated in the
twentieth century by the advent of the electronic computer with its capacity for manipulating
large masses of data and its ability to determine the potential effect of alternative courses of
action.

The expanded business operations initiated by the Industrial Revolution required
increasingly large amounts of money to build purchase machinery. This need for large
amounts of capital resulted in the development of the corporate form of organization, which
was first legally established in England in 1845. The Industrial Revolution spread rapidly to
the United States, which became one of the world’s leading industrial nations shortly after
the Civil War. The accumulation of large amounts of capital was essential for establishment
of new businesses in industries such as manufacturing, transportation, mining, electronic
power, and communications. In the United States, as in England, the corporation was the
form of organization that facilitated the accumulation of the substantial amounts of capital
needed.

Almost all large American business enterprises, and many small ones, are organized as
corporations largely because ownership is evidenced by readily transferable shares of stock.
The shareholders of a corporation control the management of corporate affairs only
indirectly. They elect a board of directors, which establishes general policies and selects
officers who actively manage the corporation. The development of a class of owners far

removed from active participation in the management of the business created an additional
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dimension for accounting. Accounting information was needed not only by management in
directing the affairs of the corporation but also by the shareholders, who required periodic
financial statement in order to appraise management’s performance.

As corporations became larger, an increasing number of individuals and institutions
looked to accountants to provide economic information about these enterprises. Prospective
shareholders and creditors sought information about a corporation’s financial status and its
prospects for the future. Government agencies required financial information for purpose of
taxation and regulation. Employees, union representatives, and customers demanded
information upon which to judge the stability and profitability of corporate enterprises. Thus
accounting began to expand its function of needs of a relatively few owners to public role of

meeting the needs to a variety of interested parties.
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