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Chapter One 
The Introduction of Accounting

课前任务：
本章的主要内容是针对会计这门学科进行总体介绍。在学习本章内容之前，需要同学们在课前搜集资料，回答如下几个问题：
(1)
会计科目是如何分类的？
(2)
会计信息使用者有哪些？是如何分类的？
(3)
会计信息的处理过程是什么？
(4)
会计信息处理原则有哪些？解释其中的含义。
(5)
财务报告中包括的主表有哪些？分别是什么？对比其中的区别。
	

	

	

	

	

	

	

	

	

	


Learning Objectives:

· Explain the purpose and importance of accounting;
· Explain how accounting information assists in making decisions;
· Identify users of accounting information and how they use it;
· Explain the accounting principles;
· Compare the differences of accounting statements.

Dialogue:

This dialogue is between A (Interviewer) and B (Interviewee). It is helpful for you to explain four widely-used financial statements which a business enterprise uses.

A: 
Good morning, Sir. Please sit down.

B: 
Good morning, Sir. Thank you.

A: 
Where did you graduate?

B: 
I graduated from Nankai University.

A: 
What’s your major?

B: 
My major was accounting.

A: 
Can you explain something about financial statements?

B: 
Sure. There are four widely-used financial statements. They are balance sheet, income statement, cash flow statement and statement of changes in equity. Balance sheet describes a company’s financial position at a point in time. Income statement describes a company’s revenues and expenses resulted from net income or loss over a period of time according to earnings activities. Cash flow statement identifies cash inflows and cash outflows over a period of time. Statement of owner’s equity explains changes in equity from net income and from any owner investments and withdrawals over a period of time.

A:
And what’s your favorite course?

B:
I am fond of most of my courses, and my favorite course is Accounting English.

A:
Good. I will call you before Friday.

B:
Thank you, Sir.

Task: 

Work in pairs, and act out the following situation. You saw an advertisement in the newspaper that there is a job vacancy for accountant in a company. You’re an interviewee. Please introduce something about your major and the courses you have learned.

1.1  Introduction

How do business executives know whether a company is earning profits or incurring losses? How do they know whether the company is solvent or insolvent, and whether it will probably be solvent, say, a month from today? The answer to both questions in one word is accounting. 

Every part of business is affected by accounting. Management of a business depends on financial information in making sound operational decision. Stockholders must have financial information in order to measure management’s performance and to evaluate their own holdings. Potential investors need financial data in order to compare prospective investments. Creditors must consider the financial strength of a business before permitting it to borrow funds. Also, many laws require that extensive financial information be reported to the various governmental agencies at least annually.

Accounting is the practice of recording and reporting on business transactions. 

There must be a rational approach to record keeping. This means setting up accounts in which information is stored. Accounts fall into the following classifications:

(1)  Assets. These are items purchased or acquired, but not immediately consumed. Examples are accounts receivable and inventory.

(2) Liabilities. These are obligations of the business, to be paid at a later date. Examples are accounts payable and loans payable.

(3)  Equity. This is assets minus liabilities, and represents the ownership interest of the owners of the business.

(4) Revenue. This is the amount billed to customers in exchange for the delivery of goods or provision of services.

(5) Expenses. This is the amount of assets consumed during the measurement period. Examples are rent expense and wages expense.

1.2  The Users of Accounting Information

Decision makers need accounting information. The more important the decision is, the greater the need is. All businesses and most individuals keep accounting records to aid in making decisions. Accounting serves many users who can be divided into two groups: external users and internal users.

1.2.1  External Information Users

External users of accounting information are not directly involved in running the organization. Thus external users have limited access to an organization’s information. Yet their business decisions depend on information that is reliable, relevant, and comparable. Financial accounting is the area of accounting aimed at serving external users by providing them with general-purpose financial statements. The term general-purpose refers to the broad range of purposes for which external users rely on these statements. Following is a partial list of external users and some decisions they make with accounting information.

1) Investors and Creditors

Investors and creditors provide the money a business needs to get started. When a company opened its first store, the company had no track record. To decide whether to help start a new venture, potential investors evaluate what income they can expect on their investment, which means analyzing the financial statements of the business. Before deciding to invest in a company, for example, you may examine the company’s financial statements. Before making a loan to the company, banks evaluate the company’s ability to meet scheduled payments.

2) Government Regulatory Agencies

Most organizations face government regulation. For example, the Securities and Exchange Commission (SEC), a federal agency of the U.S., requires businesses to report certain financial information to the investing public. The other companies publish annual reports.

3) Taxing Authorities

Local, state, and federal governments levy taxes on individuals and businesses. A company pays property tax on its assets and income tax on its profits. The company also collects sales tax from customers and forwards the money to the government. Individuals pay income tax on their earnings. All of these taxes are based on accounting data.

4) Nonprofit Organization

Nonprofit organizations — such as churches, hospitals, and government agencies, operate for purposes other than profit-use accounting information as profit-oriented business. For both profit organizations and nonprofit organizations, payroll, rent payment, and the like information are dealt with from the accounting system.

1.2.2  Internal Information Users

Internal users of accounting information are those directly involve in managing and operating organization. They use information to help improving the efficiency and effectiveness of an organization. Managerial accounting is the area of accounting that serves the decision-making needs of internal users in mind. Following is a partial list of internal users and some decisions they make with accounting information.

1) Managers

Managers of businesses use accounting information to set goals, to evaluate progress toward those goals, and to take corrective action if necessary. Research and development managers need information about project costs and revenues of any proposed changes in products and services. Purchasing managers need to know what, when, and how much to purchase. Distribution managers use reports for timely, accurate, and efficient delivery of products and services. Marketing managers use reports about sales and costs to target consumers, set prices, and monitor consumer needs, tastes, and price concerns.

2) Other Users

Employees and labor unions demand wages that come from the employer’s reported income. And newspapers report “improved profit pictures” of companies. Such news, which depends on accounting, reports information that affects our standard of living.

1.3  The Accounting Process

Accounting helps decision making by showing where and when a company spends money and makes commitments, providing information for evaluating financial performance and illustrating the financial implications of choosing one plan instead of another. Accounting also helps predict the future effects of decisions. Consider some basic relationships in the decision-making process, as shown in Figure 1-1:
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Figure 1-1  Decision-Making Process
Accounting is the process of (a) analyzing, (b) recording, (c) classifying, (d) summarizing, (e) reporting and (f) interpreting. These six major phases of the accounting processes are described as below.

Analyzing is the first phase of accounting process. The accountant must look at a transaction and determine its importance to the business.

Recording these transactions is the second phase. Traditionally this meant writing something by hand. Even today, much of the record keeping in accounting is done manually. However, some major changes in the business world have been caused by introduction of computers. Even though the method of entering or recording accounting information has changed, the concept behind the process has not.

Classifying phase three of the process, relates to the grouping of like transactions together than keeping a narrative record of many transactions. Like items are grouped in separate accounts.

Summarizing is the process of bringing together various items of information to determine or explain a result.

Reporting involves communicating results. In accounting it is common to use tables of numbers rather than narrative-type reports. Sometimes, however, a combination of tables and narratives is used.

Interpreting the reported results is the final phase of the process. At this time, attention is directed to the significance of various matters and relationships. Percentage analyses and rations are often used to help explaining the difference among accounting periods. Footnotes and special captions also may be valuable in the interpreting phase of accounting.
1.4  Basic Accounting Principles 

A number of basic accounting principles have been developed through common usage. They form the basis upon which modern accounting is based. The best-known of these principles are as follows.
1.4.1  Accrual Principle

This is the concept that accounting transactions should be recorded in the accounting periods when they actually occur, rather than in the periods when there are cash flows associated with them. This is the foundation of the accrual basis of accounting. It is important for the construction of financial statements that show what actually happened in an accounting period, rather than being artificially delayed or accelerated by the associated cash flows. For example, if you ignored the accrual principle, you would record an expense only when you paid for it, which might incorporate a lengthy delay caused by the payment terms for the associated supplier invoice.

1.4.2  Conservatism Principle

This is the concept that you should record expenses and liabilities as soon as possible, but to record revenues and assets only when you are sure that they will occur. This introduces a conservative slant to the financial statements that may yield lower reported profits, since revenue and asset recognition may be delayed for some time. Conversely, this principle tends to encourage the recordation of losses earlier, rather than later. This concept can be taken too far, where a business persistently misstates its results to be worse than its realistically the case.

1.4.3  Consistency Principle

This is the concept that, once you adopt an accounting principle or method, you should continue to use it until a demonstrably better principle or method comes along. Not following the consistency principle means that a business could continually jump between different accounting treatments of its transactions that makes its long-term financial results extremely difficult to discern.

1.4.4  Cost Principle

This is the concept that a business should only record its assets, liabilities, and equity investments at their original purchase costs. This principle is becoming less valid, as a host of accounting standards are heading in the direction of adjusting assets and liabilities to their fair values.

1.4.5  Economic Entity Principle

This is the concept that the transactions of a business should be kept separate from those of its owners and other businesses. This prevents intermingling of assets and liabilities among multiple entities, which can cause considerable difficulties when the financial statements of a fledgling business are first audited.

1.4.6  Full Disclosure Principle

The full disclosure principle states that you should include in an entity’s financial statements all information that would affect a reader’s understanding of those statements. The accounting standards have greatly amplified upon this concept in specifying an enormous number of informational disclosures.

1.4.7  Going Concern Principle

This is the concept that a business will remain in operation for the foreseeable future. This means that you would be justified in deferring the recognition of some expenses, such as depreciation, until later periods. Otherwise, you would have to recognize all expenses at once and not defer any of them.

1.4.8  Matching Principle

This is the concept that, when you record revenue, you should record all related expenses at the same time. Thus, you charge inventory to the cost of goods sold at the same time that you record revenue from the sale of those inventory items. This is a cornerstone of the accrual basis of accounting. The cash basis of accounting does not use the matching principle.

1.4.9  Materiality Principle

This is the concept that you should record a transaction in the accounting records if not doing so might have altered the decision making process of someone reading the company’s financial statements. This is quite a vague concept that is difficult to quantify, which has led some of the more picayune controllers to record even the smallest transactions.

1.4.10  Monetary Unit Principle

This is the concept that a business should only record transactions that can be stated in terms of a unit of currency. Thus, it is easy enough to record the purchase of a fixed asset, since it was bought for a specific price, whereas the value of the quality control system of a business is not recorded. This concept keeps a business from engaging in an excessive level of estimation in deriving the value of its assets and liabilities.

1.4.11  Reliability Principle

This is the concept that only those transactions that can be proven should be recorded. For example, a supplier invoice is solid evidence that an expense has been recorded. This concept is of prime interest to auditors, who are constantly in search of the evidence supporting transactions.

1.4.12  Revenue Recognition Principle

This is the concept that you should only recognize revenue when the business has substantially completed the earnings process. So many people have skirted around the fringes of this concept to commit reporting fraud that a variety of standard-setting bodies have developed a massive amount of information about what constitutes proper revenue recognition.

1.4.13  Time Period Principle

This is the concept that a business should report the results of its operations over a standard period of time. This may qualify as the most glaringly obvious of all accounting principles, but is intended to create a standard set of comparable periods, which is useful for trend analysis.

These principles are incorporated into a number of accounting frameworks, from which accounting standards govern the treatment and reporting of business transactions.

1.5  Financial Statements

There are four financial statements in financial reports and their purposes are as follows.
1.5.1  Balance Sheet

The Balance Sheet gives the names of the assets and the corresponding claims. Logically, the assets must have the source, so they are equal to the claims. That is why the total claims match the total assets. Balance Sheet describes a company’s financial position (types and amounts of assets, liabilities, and equity) at a point in time.

1.5.2  Income Statement

The income statement determines the difference between the assets increase and the assets decrease. The assets increase from the operating activities was named revenue. The asset decrease was called expenses. The difference between revenue and expenses is called net income or a net loss. Income statement describes a company’s revenues and expenses along with the resulting net income or loss over a period of time due to earnings activities. 

1.5.3  Cash Flow Statement

Cash flow statement identifies cash inflows and cash outflows over a period of time. Cash flow statement shows how a company attained and paid cash. The sources of cash are called cash inflows, and the uses are known as cash outflows. The statement assorts cash inflows and cash outflows into three categories.
(1) The financing activities describe the cash transactions connecting with the resource providers.

(2) The investing activities contain cash received or spent by the business on productive assets and investments in the debt or equity of other companies.

(3) The operating activities explains the cash created through revenue and the cash spent for expense.

1.5.4  The Statement of Changes in Equity

The statement of changes in equity is designed to explain the effects of business activities on equity during the accounting period. It consists of the beginning and ending balances for the amount of contributed capital and reveals any new capital attainment made during the accounting period. It also shows the net earnings retained in the business. Statement of owner’s equity explains changes in equity from net income and from any owner investments and withdrawals over a period of time.

Words and Expressions

	accountant
	会计人员

	accounting
	会计，会计学

	asset
	[常作～s]资产

	creditor
	债权人

	expense
	费用

	investor
	投资人

	liability
	负债

	manager
	经理

	revenue
	收入

	tax
	税金

	accounting information
	会计信息

	accounting process
	会计处理过程

	accounting system
	会计系统；会计制度

	accrual principle
	权责发生制原则

	balance sheet
	资产负债表

	basic accounting principle
	基本会计原则

	business entity assumption
	实体假设

	cash flow statement
	现金流量表

	conservatism principle
	谨慎性原则

	consistency principle
	一致性原则

	cost principle
	历史成本原则

	economic entity principle
	经济实体原则

	external information user
	外部信息使用者

	financial accounting
	财务会计

	financial statement
	财务报表

	full disclosure principle
	充分披露原则

	going concern principle
	持续经营原则

	income statement
	利润表

	internal information user
	内部信息使用者

	investment activity
	投资活动

	managerial accounting
	管理会计

	matching principle
	配比原则

	materiality principle
	重要性原则

	monetary unit principle
	货币单位假设

	nonprofit organization
	非营利组织

	owner’s equity
	所有者权益

	reliability principle
	可靠性原则

	revenue recognition principle
	收入确认原则

	statement of changes in equity
	所有者权益变动表

	the financing activity
	筹资活动

	the going concern assumption
	持续经营假设

	the investing activity
	投资活动

	the monetary unit assumption
	货币计量假设

	the operating activity
	经营活动

	the period assumption
	会计分期假设

	the statement of changes in equity
	所有者权益变动表

	time period principle
	会计分期原则


Notes

1.
Management of a business depends on financial information in making sound operational decision.
企业管理需要依赖财务信息来制定合理的经营决策。
2. 
Financial accounting is the area of accounting aimed at serving external users by providing them with general-purpose financial statements.
财务会计的目的是服务于外部会计信息使用者，为他们提供通用目的财务报表。
3. 
Managerial accounting is the area of accounting that serves the decision-making needs of internal users in mind.
管理会计的目的是服务于内部信息使用者，为内部用户提供决策需要的会计信息。
4. 
Cash flow statement identifies cash inflows and cash outflows over a period of time.
现金流量表确定一段时间内的现金流入量和现金流出量。
5. 
The statement of changes in equity is designed to explain the effects of business activities on equity during the accounting period.
所有者权益变动表用于解释会计期间的经营活动对权益的影响。
Supplementary Reading

Management  Accounting

Management accounting is about providing information to help managers run the businesses. Management accounting is not the same as financial accounting; it is a separate type of accounting activity. It is carried out by management accountants who need to have special abilities.

The business world consists of three broad groups of enterprises: primary producers, manufacturers and service providers. Primary producers carry out “extractive” activities such as mining, farming and fishing. Manufacturers take primary products, or the output of other manufacturers, and convert them into goods. Services are activities such as transport, education, banking, telecommunications, entertainment and health provision. Businesses take inputs, such as materials, labor, equipment, land and money and convert them into products, such as oil, computers, medical treatment. All businesses need information about their past, present and future performance. Much of that information will be the same for all types of enterprises. However, what the business produces, and how it is produced, will also influence the information that a business requires. Good information must be fit for its purpose. That means the information must be reliable and sufficiently accurate for its intended purpose. The information must be provided timely. Late information is of little use. Good information must be economic. That means that the value of the information to the manager must be greater than its cost. Information costs will include the cost of obtaining data, analyzing it, interpreting it and presenting it as information to managers.

1. Activities of Management Accounting
Management accounting is concerned with the provision of information. This involves gathering and analyzing data to produce information. Much of the data, such as production quantities, working times, materials costs and selling prices, will be numerical. The data will be converted by management accounting techniques into management accounting information, which is in the desired form for its intended use. So management accountants must be numerate. They must also be able to set up and operate information gathering and analyzing systems.

Management accounting is also concerned with the interpretation of information, so the information which has been gathered must be converted into a form which has meaning. Therefore, management accountants must understand what the information they have gathered means. To do so they need to understand the way the business works, its production methods, its products and its markets.

The information produced is communicated to managers in the form of reports. These reports may be regular, such as monthly profit statements, or one of reports responding to special requests from managers. Therefore, management accountants must be able to design reports and set up reporting systems. They must also be able to understand what it is that managers want to know.

2. The Role of Management Accounting in Business 

Management accounting is an activity carried out within an organization. It is intended to provide information to assist the managers of the organization in four areas.
1) Planning
Information provided by management accounting is used by managers to help organizing the future activities of the business. Planning information is forward looking. It consists of forecasts and estimates. These may be based on information about the business’ past performance. A major area where management accounting information is used for planning is in the annual operating budget for a business. Therefore, management accountants must be forward looking, good at estimating and experts at budgeting.

2) Controlling

There are several ways in which management accounting information assists managers in controlling the operations of the business. One is by producing reports which compare the past quantities, costs and revenues for a period with the budgeted costs. This is known as budgetary control. Another type of reporting system, called standard costing, compares each individual product’s actual costs and revenues with its planned costs and revenues. The management accountant must be able to identify and explain the causes of any differences between planned and actual costs to managers so that they can take any necessary action. So management accountants must possess good investigative skills. They must also be tactful and persuasive to gain the cooperation of their colleagues in other parts of the organization.

3) Decision-making

Producing information to assist managers in decision-making is a major role for management accounting. Decisions may be short-term, such as: which products to make, how to make them, in what quantities they should be made, and at what price they should be sold. They may be long-term decisions, such as: whether to develop a new product, whether to invest in new equipment and if so, which equipment to choose, whether to expand a business or close it down, and whether to make a product or to buy it from outside. Management decisions can be improved if they are based on reliable and relevant information.

4) Appraising Performance

Management accounting information can be used to assist managers in appraising the performance of individual managers, departments, products and enterprises. Appraisal information on departments and products may come from budgetary control or standard costing systems. Business performance can also be analyzed by using ratios, such as the ratio between profits and sales or the ratio between profits and capitals invested in the business. Management accountants must be able to interpret correctly the information which they produce for appraisal purposes if they are to help managers make the correct judgements on performance. If appraisal information is misleading it could harm a business by encouraging unsuccessful managers and failing to recognize and encourage successful managers.

Exercises
I. Match each of the following statements with its proper term. Some terms may not be used.

A: assets

B: owner’s equity

C: business stakeholder

D: accounting

E: liabilities

F: business entity concept

G: income statement

H: balance sheet

I: capital stock

(    ) 1.
A person or entity who has an interest in the economic performance of a business.

(    ) 2.
An information system that provides reports to stakeholders about the economic activities and condition of a business.

(    ) 3.
A concept of accounting that limits the economic data in the accounting system to data related directly to the activities of the business.

(    ) 4.
The resources owned by a business.

(    ) 5.
The rights of creditors that represent debts of the business.

(    ) 6.
The rights of the owners.

(    ) 7.
A summary of the revenue and expenses for a specific period of time, such as a month or a year.

(    ) 8.
Shares of ownership of a corporation.

(    ) 9.
A list of the assets, liabilities, and owner’s equity as of a specific date, usually at the close of the last day of a month or a year.

II. Tell whether the following statements are true or false. Write “T” for true and “F” for false in the bracket.

1.
The income statement is like a snapshot of the business entity. 
 
(    )

2. 
If an owner invested $10,000 in a business, the owner’s equity would increase. 
(    )

3. 
The cash flow statement reports on cash flows including only inflows. 
(    )

4. 
Decision-makers are the users of accounting information. 
(    )

5. 
The underlying purpose of accounting is to provide financial information about an economic entity. 
(    )

6. 
Accounting is an information and measurement system that identifies, records, and communicates relevant, reliable, and comparable information about an organization’s business activities. 
(    )

7. 
All transactions are measured, recorded and reported in terms of a money unit. 
(    )

8. 
A balance sheet is prepared under the assumption that the concern for which the statement is made will continue in operation, so for a going concern the assets used in carrying on its operations are not for sale. 
(    )

III. Multiple Choice.
1. 
A listing of a business entity’s assets, liabilities, and owner’s equity as of a specific date is (    ).
A. a balance sheet 



B. an income statement

C. a retained earnings statement
D. a cash flow statement

2. 
The resources owned by a business are called (    ).
A. assets





B. liabilities

C. the accounting equation

D. owner’s equity

3. 
You own an Accounting Service business. If you charge a customer $50 for services, what is the $50 to your business? (    )
A. An obligation



B. An expense 

C. A liability




D. Revenue

4. 
You own an Accounting Service business. You pay $500 for computers for business. What is the computers? (    )
A. An expense 




B. Liabilities

C. Assets





D. Owner’s Equity

5. 
You have ownership of an Accounting Service business, you paid $100 for electricity bill, what’s the $100 for electricity bill? (    )
A. An expense



B. A liability

C. An asset



D. Owner’s Equity

IV. Translate the following English into Chinese. 

A company’s accounting system is the series of steps which are used to record financial data and convert them into financial statements. Accountants analyze the information needed by managers and other decision-makers and create the accounting system that best meets those needs. Book-keepers and computers then perform the routine tasks of collection for decision-makers.

V. Indicate whether each of the following is identified with (a) an asset, (b) a liability, or (c) capital.
A. fees earned

B. supplies

C. wages expense

D. land

E. accounts payable

F. cash

G. investment from owners

H. equipment

Chapter Two
Accounting Equation and Double Entry Accounting

课前任务：
本章的主要内容是针对会计等式和复式借贷记账法进行介绍。在学习本章内容之前，需要同学们在课前搜集资料，回答如下几个问题：
(1) 
请说明什么是会计等式。
(2) 
请列举常见会计业务，通过会计业务解释会计等式是如何保持平衡的。
(3) 
说明在T字账户中，借贷双方分别代表的含义。
	

	

	

	

	

	

	

	

	

	


Learning Objectives:

· Describe what the accounting equation is;
· Outline the relationship among assets, liabilities and owner’s equity;
· Use double-entry system to deal with economic transactions;
· Master the main accounting terms related to accounting equation and double-entry system.

Dialogue:

A:
Whenever I read a financial statement, I get confused for the reason that there are always too many items in the statement.

B: 
The balance sheet and the income statement are the most basic financial statements. I believe you won’t find them difficult as long as you understand the major elements.

A: 
Could you introduce me the major elements of the balance sheet?

B: 
Well, elements of the balance sheet can be categorized into three groups, namely assets, liabilities and owner’s equity.

A: 
So, what’s the relationship of the three major elements?

B: 
Have you heard of the accounting equation? The assets equal to the sum of liabilities and owner’s equity. It is what we call the accounting equation.

A: 
Does it mean that there are two resources of the business? Assets tell us what resources the business owns and how much it owns. Liabilities and owner’s equity tell us who supplied these resources and how much they supplied.

B:
Yes, exactly. In other words, everything the business owns has been supplied by the creditors and the owners.

A:
OK, I see. Thank you.

Task: 

Study this chapter and work in pairs to explain the meaning of double entry accounting.

2.1  Introduction

To understand accounting information, we need to know how an accounting system captures relevant data about transactions, and then classifies, records and reports data. The accounting system reflects two basic aspects of a company: what it owns and what it owes.

From the large, multi-national corporation down to the corner beauty salon, every business transaction will have an effect on a company’s financial position. The financial position of a company is measured by the following items:

(1) Assets (what it owns);
(2) Liabilities (what it owes to others);
(3) Owner’s equity (the difference between assets and liabilities).
2.2  Accounting Equation

The accounting equation (or basic accounting equation) offers us a simple way to understand how these three amounts relate to each other. The accounting equation is:

Assets=Liabilities + Equity

The reason why the accounting equation is so important is that it is always true — and it forms the basis for all accounting transactions. At a general level, this means that whenever there is a recordable transaction, the choices for recording it all involve keeping the accounting equation in balance. The accounting equation concept is built into all accounting software packages, so that all transactions that do not meet the requirements of the equation are automatically rejected.

Liabilities are usually shown before equity in this equation because creditors’ claims must be paid before the claims of owners. (The terms in this equation can be rearranged, for example, Assets-Liabilities=Equity.) The accounting equation applies to all transactions and events, to all companies and forms of organization, and to all points in time. 

To illustrate, ABC Company engages in the following series of transactions:

(1) ABC sell shares to an investor for $10,000. This increases the cash (asset) account as well as the capital (equity) account.

(2) ABC buys $4,000 of inventory from a supplier. This increases the inventory (asset) account as well as the payables (liability) account.

(3) ABC sells the inventory for $6,000, and the cost of the inventory is $4,000. This decreases the inventory (asset) account and creates a cost of goods sold expense that appears as a decrease in the income (equity) account.

(4) The sale of ABC’s inventory also creates a sale and offsetting receivable. This increases the receivables (asset) account by $6,000 and increases the income (equity) account by $6,000.

(5) ABC collects cash from the customer to which it sold the inventory. This increases the cash (asset) account by $6,000 and decreases the receivables (asset) account by $6,000.

These transactions appear in the table 2-1.

Table 2-1  Transactions

	

	Asset
	Asset
	Asset
	=
	Liability
	Equity
	Equity

	Item
	Cash
	Receivables
	Inventory
	=
	Payables
	Capital
	Income

	(1)
	$10,000
	
	
	=
	
	$10,000
	

	(2)
	
	
	$4,000
	=
	$4,000
	
	

	(3)
	
	
	($4,000)
	=
	
	
	($4,000)

	(4)
	
	$6,000  
	
	=
	
	
	$6,000 

	(5)
	$6,000
	($6,000) 
	
	=
	
	
	

	Total
	$16,000
	0  
	0
	=
	$4,000
	$10,000
	$2,000 


2.3  Double Entry Accounting

Double entry accounting is a record keeping system under which every transaction is recorded in at least two accounts. There is no limit on the number of accounts that may be used in a transaction, but the minimum is two accounts. There are two columns in each account, with debit entries on the left and credit entries on the right. 

(1) A debit is an accounting entry that either increases an asset or expense account, or decreases a liability or equity account. It is positioned to the left in an accounting entry.

(2) A credit is an accounting entry that either increases a liability or equity account, or decreases an asset or expense account. It is positioned to the right in an accounting entry.

In double entry accounting, the total of all debit entries must match the total of all credit entries. When this happens, the transaction is said to be “in balance”. If the total does not agree, the transaction is said to be “out of balance”, and you will not be able to use the resulting information to create financial statements.
Business transactions are events that have a monetary impact on the financial statements of an organization. When accounting for these transactions, we record numbers in two accounts, where the debit column is on the left and the credit column is on the right.

There can be considerable confusion about the inherent meaning of a debit or a credit. Now let us look at the influences of debiting and crediting accounts. These rules are shown in Table 2-2.

Table 2-2  T-account

	Assets
	=
	Liabilities
	=
	Equity

	Debit

+
	Credit

-
	=
	Debit

-
	Credit

+
	=
	Debit

-
	Credit

+


Whenever you create an accounting transaction, at least two accounts are always impacted, with a debit entry being recorded against one account and a credit entry being recorded against the other account. There is no upper limit to the number of accounts involved in a transaction — but the minimum is no less than two accounts. The total of the debits and credits for any transaction must always equal each other, so that an accounting transaction is always said to be “in balance”. If a transaction were not in balance, then it would not be possible to create financial statements. Thus, the use of debits and credits in a two-column transaction recording format is the most essential of all controls over accounting accuracy.

2.3.1  Debits and Credits in Common Accounting 
      Transactions

Table 2-3 shows the use of debits and credits in the more common business transactions.

Table 2-3  The Use of Debits and Credits in Transactions

	Transactions
	Debit
	Credit

	Sale for cash
	Cash
	Revenue

	Sale on credit
	Accounts receivable
	Revenue

	Receive cash in payment of an account receivable
	Cash
	Accounts receivable

	Purchase supplies from supplier for cash
	Supplies expense
	Cash

	Purchase supplies from supplier on credit
	Supplies expense
	Accounts payable

	Purchase inventory from supplier for cash
	Inventory
	Cash















continued
	Transactions
	Debit
	Credit

	Purchase inventory from supplier on credit
	Inventory
	Accounts payable

	Pay employees
	Wages expense and payroll tax
	Cash

	Take out a loan
	Cash
	Loans payable

	Repay a loan
	Loans payable
	Cash


2.3.2  Examples of Double Entry Accounting 

Here are the double entry accounting entries associated with a variety of business transactions:

(1) Buy merchandise. You buy $1,000 of goods with the intention of later selling them to a third party. 

The entry (see Table 2-4) is a debit to the inventory (asset) account and a credit to the cash (asset) account. In this case, you are swapping one asset (cash) for another asset (inventory).

Table 2-4  General Journal

	Date
	Accounting Title
	Ref.
	Debit
	Credit

	
	Inventory
	
	1,000
	

	
	Cash
	
	
	1,000


(2) Sell goods. You sell the goods to a buyer for $1,500, and the cost of the goods is $1,000.

There are two entries in this situation. One is a debit to the accounts receivable account for $1,500 and a credit to the revenue account for $1,500. This means that you are recording revenue while also recording an asset (accounts receivable) which represents the amount that the customer now owes you. 

The second entry (see Table 2-5) is a $1,000 debit to the cost of goods sold (expense) account and a credit in the same amount to the inventory (asset) account. This records the elimination of the inventory asset as we charge it to expense. When netted together, the cost of goods sold of $1,000 and the revenue of $1,500 result in a profit of $500.

(3) Pay employees. You pay employees $5,000. 

This is a debit to the wage (expense) account and a credit to the cash (asset) account. This means that you are consuming the cash asset by paying employees (see Table 2-6).

Table 2-5  General Journal

	Date
	Accounting Title
	Ref.
	Debit
	Credit

	
	Accounts receivable
	
	1,500
	

	
	Revenue
	
	
	1,500

	
	
	
	
	

	
	The cost of goods sold
	
	1,000
	

	
	Inventory
	
	
	1,000


Table 2-6  General Journal

	Date
	Accounting Title
	Ref.
	Debit
	Credit

	
	Wages expense
	
	5,000
	

	
	Cash
	
	
	5,000


(4) Buy a fixed asset. You pay a supplier $4,000 for a machine. The entry (see Table 2-7) is a debit of $4,000 to the fixed assets (asset) account and a credit of $4,000 to the cash (asset) account. In this case, you are swapping one asset (cash) for another asset (inventory). 

Table 2-7  General Journal

	Date
	Accounting Title
	Ref.
	Debit
	Credit

	
	Fixed asset
	
	4,000
	

	
	Cash
	
	
	4,000


(5) Incur debt. You borrow $10,000 from the bank. The entry is a debit of $10,000 to the cash (asset) account and a credit of $10,000 to the notes payable (liability) account. Thus, you are incurring a liability in order to obtain cash (see Table 2-8).

Table 2-8  General Journal

	Date
	Accounting Title
	Ref.
	Debit
	Credit

	
	Cash
	
	10,000
	

	
	Notes payable
	
	
	10,000


(6) Sell shares. You sell $8,000 of shares to investors. The entry is a debit of $8,000 to the cash (asset) account and a credit of $8,000 to the common stock (equity) account (see Table 2-9).

Table 2-9  General Journal

	Date
	Accounting Title
	Ref.
	Debit
	Credit

	
	Cash
	
	8,000
	

	
	Common stock
	
	
	8,000


Thus, the key point with double entry accounting is that a single transaction always triggers a recordation in at least two accounts, as assets and liabilities gradually flow through a business and are converted into revenues, expenses, gains, and losses.

Words and Expressions

	account
	账户

	balance
	余额；平衡

	cash
	现金

	credit (Cr)
	贷方

	debit (Dr)
	借方

	inventory
	存货

	profit
	利润

	purchase
	采购；购买

	revenue
	收入

	sale
	销售

	supply
	供给；供应

	accounts payable
	应付账款

	accounts receivable
	应收账款

	business transaction
	经济业务

	in balance
	平衡

	loans payable
	应付借款

	on credit
	赊账

	out of balance
	不平衡

	the cost of goods sold
	销售成本

	wages expense and payroll tax
	工资费用和工资税费


Notes

1. 
The reason why the accounting equation is so important is that it is always true — and it forms the basis for all accounting transactions.
会计等式如此重要是因为它总是正确的，并且它是记录所有会计交易的基础。
2. 
A debit is an accounting entry that either increases an asset or expense account, or decreases a liability or equity account. 
借方会计分录会增加资产或费用账户，或者减少负债或所有者权益账户。
3. 
A credit is an accounting entry that either increases a liability or equity account, or decreases an asset or expense account. 
贷方分录会增加负债或所有者权益账户，或者减少资产或者费用账户。
4. 
In double entry accounting, the total of all debit entries must match the total of all credit entries.
在复式记账法中，借方分录总额必须等于贷方分录总额。
5. 
Whenever you create an accounting transaction, at least two accounts are always impacted, with a debit entry being recorded against one account and a credit entry being recorded against the other account. 
当你在做会计分录时，至少有两个账户会受影响，借方分录影响一个账户，贷方分录影响另一个账户。
6. 
Thus, the key point with double entry accounting is that a single transaction always triggers a recordation in at least two accounts, as assets and liabilities gradually flow through a business and are converted into revenues, expenses, gains, and losses.
因此，复式记账的关键在于一个会计分录总是会引起至少两个账户发生变化，如由于经营而导致的资产和负债的变动，或者转化为收入、费用、盈利和损失。
Supplementary Reading

History of Accounting

The name that looms largest in early accounting history is Luca Pacioli, who in 1494 first described the system of double-entry bookkeeping used by Venetian merchants in his Summa de Arithmetica, Geometria, Proportioni et Proportionalita. Of course, businesses and governments had been recording business information long before the Venetians. But it was Pacioli who was the first to describe the system of debits and credits in journals and ledgers that is still the basis of today’s accounting systems.

The industrial revolution spurred the need for more advanced cost accounting systems, and the development of corporations created much larger classes of external capital providers — shareowners and bondholders — who were not part of the firm’s management but had a vital interest in its results. The rising public status of accountants helped to transform accounting into a profession, first in the United Kingdom and then in the United States. In 1887, thirty-one accountants joined together to create the American Association of Public Accountants. The first standardized test for accountants was given a decade later, and the first CPAs were licensed in 1896.

The Great Depression led to the creation of the Securities and Exchange Commission (SEC) in 1934. Henceforth all publicly-traded companies had to file periodic reports with the Commission to be certified by members of the accounting profession. The American Institute of Certified Public Accountants (AICPA) and its predecessors had responsibility for setting accounting standards until 1973, when the Financial Accounting Standards Board (FASB) was established. The industry thrived in the late 20th century, as the large accounting firms expanded their services beyond the traditional auditing function to many forms of consulting.

The Enron scandals in 2001, however, had broad repercussions for the accounting industry. One of the top firms, Arthur Andersen, went out of business and, under the Sarbanes-Oxley Act, accountants faced tougher restrictions on their consulting engagements. One of the paradoxes of the profession, however, is that accounting scandals generate more work for accountants, and demand for their services continued to boom throughout the early part of the 21st century. 

Exercises 

I. Match each of the following statements with its proper term. Some terms may not be used.
A: accounting cycle

B: assets

C: liabilities

D: business transaction

E: owner’s equity

F: accounting equation

(    ) 1. 
The resources owned by a business.

(    ) 2. 
The rights of creditors that represent debts of the business.

(    ) 3. 
An economic event or condition that directly changes an entity’s financial condition or directly affects its results of operations.

(    ) 4. 
The rights of the owners.

(    ) 5. 
Assets=Liabilities + Owner’s Equity

II. Tell whether the following statements are true or false. Write “T” for true and “F” for false in the bracket.
1. 
Assets are resources a company owns or controls, and these resources are expected to yield future benefits. 
(    )

2. 
Revenue is creditors’ claims on assets. 
(    )

3. 
Equity is the owner’s claim on assets, and is equal to assets minus liabilities. Therefore, equity is also called net assets or residual equity.  
(    )

4. 
The owner invested cash in the company: increase capital account. 
 
(    )

5. 
The business received cash from a credit client; decrease accounts receivable account. 
(    )

6. 
The business borrowed money from the national bank: decrease notes payable account. 
(    )

7. 
The business received cash from a cash client: debit service Revenue account. 
(    )

8. 
The business wrote a check: debit cash account. 
(    )

III. Multiple Choice.
1. 
Profit-making business operating as separate legal entity and in which ownership is divided into shares of stock is known as a (    ).

A. proprietorship


B. service business 

C. partnership



D. corporation

2. 
If total assets increased $20,000 during a period and total liabilities increased $12,000 during the same period, the amount and direction (increase or decrease) of the change in owner’s equity for that period is (    ).

A. a $32,000 increase

B. a $32,000 decrease

C. an $8,000 increase

D. an $8,000 decrease

3. 
If revenue was $45,000, expenses were $37,500, and dividends were $10,000, the amount of net income or net loss would be (    ).

A. $45,000 net income

B. $7,500 net income

C. $37,500 net loss


D. $2,500 net loss

4. 
ABC Company received its utility bill for the current period of $700 and immediately paid it. Its journal entry to record this transaction includes a (    ).

A. Credit to Utility Expense for $700
B. Debit Utility Expense for $700
C. Debit to Accounts Payable for $700
D. Debit to Cash for $700
5. 
On May 1, ABC Company collected $2,500 cash from a customer in advance of five months service. ABC Company entry to record this transaction includes a (    ).

A. Credit to Unearned Revenue for $2,500
B. Debit to Service Fees Earned for $2,500
C. Credit to Cash for $2,500
D. Debit to Unearned Service Fees for $2,500
IV. Translate the following English into Chinese. 

The rules governing the use of debits and credits are as follows: All accounts that normally contain a debit balance will increase in amount when a debit (left column) is added to them, and reduced when a credit (right column) is added to them. The types of accounts to which this rule applies are expenses, assets, and dividends. All accounts that normally contain a credit balance will increase in amount when a credit (right column) is added to them, and reduced when a debit (left column) is added to them. The types of accounts to which this rule applies are liabilities, revenues, and equity. The total amount of debits must equal the total amount of credits in a transaction. Otherwise, an accounting transaction is said to be unbalanced, and will not be accepted by the accounting software.

V. Case Study.
1. 
Determine the missing amount for each of the following.
	
	Assets
	=
	Liabilities
	+
	Capital

	(1)
	a
	
	$20,000
	
	$31,000

	(2)
	$62,750
	
	b
	
	$10,000

	(3)
	$57,000
	
	$38,000
	
	c

	(4)
	d
	
	 $4,280
	
	 $8,420

	(5)
	$18,000
	
	e
	
	 $6,000

	(6)
	$20,000
	
	 $5,600
	
	f


2. 
If total assets increased $20,000 during a period and total liabilities increased $12,000 during the same period, determine the amount and direction (increase or decrease) of the change in owner’s equity for that period.

3. 
T. Drew invests in his new firm $8,600 cash, $4,000 worth of supplies, equipment, and machinery valued at $12,000, and a $5,000 note payable based on the equipment and machinery. What is the capital of the firm?

h could impact its status as a going concern.
A couple of retirements are placed on contingent losses. They should be reported on the financial statements if they meet both of the two criteria:

(1) The loss is probable;

(2) The amount can be reasonable estimated.

Examples of contingent liabilities are the outcome of a lawsuit, a government investigation, or the threat of expropriation. A warranty can also be considered a contingent liability, since there is uncertainty about the exact number of units that will be returned by customers for repair or replacement.

For example, ABC Company files a lawsuit against Unlucky Company for $500,000. Unlucky’s attorney feels that the suit is without merit, so Unlucky merely discloses the existence of the lawsuit in the notes accompanying its financial statements. Several months later, Unlucky’s attorney recommends that the company should settle out of court for $75,000; at this point, the liability is both probable and can be estimated, so Unlucky records a $75,000 liability. A possible entry for this transaction might be shown in Table 6-4.
Table 6-4  General Journal

	Date
	Accounting Title
	Ref.
	Debit
	Credit

	
	Legal Expense
	
	75,000
	

	
	Accrued Liabilities
	
	
	75,000


When Unlucky later pays ABC Company in the out-of-court settlement, the final entry is shown in Table 6-5:

Table 6-5  General Journal

	Date
	Accounting Title
	Ref.
	Debit
	Credit

	
	Accrued Liabilities
	
	75,000
	

	
	Cash
	
	
	75,000
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