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Part One
Bookkeeping Cycle
Chapter 1  Introduction to Accounting

After studying this chapter, you should be able to:
· Understand concepts of accounting;
· Know financial accounting and managerial accounting;
· Identify types of business entity and accounting profession;
· Grasp accounting principles.
1.1  Concepts of Accounting
Accounting is a set of concepts and techniques that are used to measure and report financial information about an economic unit. The economic unit is generally considered to be a separate enterprise. The information is potentially reported to a variety of different types of interested enterprise. Accounting is often called the “language of business”. It uses its own special words and symbols to communicate financial information that is supposed to be useful for economic decision making by managers, shareholders, creditors, governmental units, financial analysts, etc. These interested parties tend to be concerned about their own interests in the entity. For example, managers need accounting information to set goals, evaluate the progress toward those goals and take corrective action; creditors are always concerned about the enterprise’s ability to perform its obligations; governmental units need information to tax and regulate; financial analysts use accounting data to form their opinions on which they base their investment recommendations. Accounting is an information system of interpreting, recording, measuring, classifying, summarizing, reporting and describing business economic activities with monetary unit as its main criterion.

1.2  Financial Accounting and Managerial Accounting
Users of accounting information are a diverse group that can be divided into external users and internal users. This distinction allows us to classify accounting into two fields—financial accounting and managerial accounting.
1.2.1  Financial Accounting
Financial accounting is concerned with reporting information to external users to an entity in order to help them to make sound economic decisions about the entity’s performance and financial position. These external users can not control the actual preparation of reports or have access to underlying details. Their ability to understand and their confidence in reports directly depend on standardization of the principles and practices that are used to prepare the reports. In China, a governmental department, the Ministry of Finance (MOF), is primarily responsible for setting rules that form the foundation of financial reporting. With the development of global trade, the International Accounting Standards Board(IASB) has been steadily gaining prominence as a global accounting rule setter. Financial reports prepared under the generally accepted accounting principles (GAAP) promulgated by such standard setting bodies are intended to be general purpose in orientation.
1.2.2  Managerial Accounting
Managerial accounting is about providing information to help managers run their businesses. Unlike financial accounting, managerial accounting is a separate type of accounting activity. Business managers are charged with business planning, controlling, and critical decision-making, so they may desire specialized reports, budgets, detailed product costing information, and other details that are generally not reported on an external basis. Managerial accounting is carried out by managerial accountants who need to have special abilities. Managerial accounting is used in all forms of organizations—profit-seeking and not-for-profit businesses; sole traders, partnerships and companies; retailing, manufacturing and service business, and government.
1.3  Types of Business Entity and Accounting Profession
It is necessary to know the entity and its basic business processes, and to understand the accounting profession.
1.3.1  Types of Business Entity
Businesses range enormously in size and most types of business can be classified in terms of who is involved in them and how the organizations operate. Three different types are as shown in Figure 1-1.
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Figure 1-1  Three Types of Business Entities
Sole proprietorship or trader. An individual can run his or her own business, either alone as a one-person operation or as a business owned with several employees. The owner is entitled to all the profits and suffers all the losses from the business.

Partnership. Two or more people working together with the idea of generating profits from a business are known as partners. It is also known as firms. Partners share profits and losses in accordance with their agreements. 

Limited company. This is a very common type of business because it offers the benefit of limited liability. The investment of the investors is limited to their shareholding. This is not the same in sole trader or partnership businesses where the owners may have to make up for business losses with their personal resources. 

1.3.2  Procedure of Business Transaction

Every business buys goods or services from suppliers and pays for what it buys. Every business sells goods or services to customers and gets paid for what it sells. So we can say purchases and sales are the main procedures of business transaction, of course there are also other procedures. The procedure of the business is as shown in Figure 1-2.
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Figure 1-2  Procedure of Business Transaction
1.3.3  Accounting Profession
The rapid development of accounting in current century brings about large number of professionally trained accountants. There are several special areas in the field of accounting. Two general classifications are public accounting and private accounting. Private accountants work for a single business such as a local department store, educational institution, government agency and so on. They may focus on internal auditing, which involves reviewing the controls and procedures in use by their employers. Objectives of these reviews are to safeguard company resources and assess the reliability and accuracy of accounting information and accounting system. Public accountants are those who provide audit, tax and consulting services to the general public. Public accountants usually need to be licensed as a CPA (Certified Public Accountant). Public accounting firms are called CA firms, CPA firms, or CMA firms. The largest firms are worldwide partnerships with over 2,000 partners. The four largest accounting firms in the world are often called the Big Four.
Professional ethics has been a prominent and sensitive issue in the accounting profession for years. Professional accountants should obey some basic ethical standards, and the key ones are legality, integrity, objectivity, confidentiality, and competence.
1.4  Accounting Principles
 Financial accounting practice is governed by concepts and rules known as generally accepted accounting principles(GAAP). These principles are not only the basic rules for identifying and measuring economic transaction, but also the guidelines for generating financial statements. Accounting principles can be introduced as the following.
1.4.1  Accounting Entity Principle
Accounting entity refers to accounting space, namely a special unit or organization, on which accounting practice and supervision are conducted. The activity of a business (enterprise) can be kept separate and distinct from its owners and any other business unit. For example, the personal residence of a business owner is not considered as an asset of the business even though the residence and the business are owned by the same person. Either the transaction or the assets of a enterprise should not include those of the owner or owners. As for the transaction between the enterprise and its owner(s) in accounting procedure, they should be treated as those with other enterprises. As a result, all the accounting records and reports should be made by an enterprise as an independent entity rather than by its owner(s) personally. For each accounting entity a self-contained, double-entry accounting system is employed.
1.4.2  Going-Concern Principle
The going-concern principle means that accounting information reflects an assumption that the business will continue operating instead of being closed or sold. This implies that property is reported at cost instead of liquidation values that assume closure. The assets used in carrying on its operations are not for sale, their current market values are not relevant and need not to be shown. However, if a business concern is about to be sold or liquidated, the going-concern principle will not be available in financial statements.
1.4.3  Accounting Period Principle
This principle is also known as the time-period principle. It is contemporary accounting practice to measure the result of an entity’s operation over a relatively short period and to present a balance sheet at frequent interval. The economic activities of an enterprise can be divided into artificial time periods of equal length. The most common periods regulated in Chinese Accounting Standards System for Business Enterprise, are monthly, quarterly, half-yearly and yearly. The most basic accounting period is one year, and virtually all businesses prepare annual financial statements. However, a series of monthly statements often can be combined for quarterly and semiannual periods. Accountants must conduct accounting and prepare financial report periodically to provide financial information, so that all users can make their decisions based upon the information.
1.4.4  Monetary Unit Principle
Accounting is based on the assumption that money is the common denominator in business by which economic activity is conducted. The monetary unit provides an appropriate basis for accounting measurement and analysis. Examples of the monetary unit are the dollar in the United States, Canada, Australia, and Singapore; the pound sterling in United Kingdom; peso in Mexico; and Renminbi in China. However, in general, financial statements are presented in the currency of the country where the reports are published. The use of money as the unit of account does create some difficulties: transaction may not have an obvious amount in some cases and the value of the money changes over time.
1.4.5  Historical Cost Principle
This principle means that accounts should reflect the actual cost that happens in a business transaction historically. GAAP requires that companies account for and report most assets and liabilities on the basis of acquisition price. This is often referred to as the historical cost principle. Cost has an important advantage over other valuations—it emphasizes reliability. The historical cost provides users with a reliable benchmark for measuring historical trends.
1.4.6  The Consistent Principle
This principle implies that accounting methods should be consistent from one period to another, and should not be changed arbitrarily. This principle does not mean that accounting methods cannot be changed and does not require a inter-firm consistency in accounting procedures. The principle only requires that if accountings procedure are changed, the fact of the change and its effect on reported results are supposed to be disclosed in financial statements.
1.4.7  The Conservatism Principle
This principle suggests that accountants should be conservative and choose the solution that will be least likely to over state assets and income. It is a characteristic of contemporary accounting that accountants act conservatively in the measurement of profit. In general, this means that accountants use “reasonable pessimism” in measuring revenues and expenses. Revenues are not recorded until they are reasonably certain, but expenses are recorded as soon as they become probable. Similarly, when accountants have a choice of measurements of cost for assets and liabilities. The effect of this principle is that reported profits and net assets will be lower than those under most alternative assumptions.
1.4.8  The Objectivity Principle
This principle requires that accounting records and statements be based on the most accurate and reliable data. The accountant should avoid incorporating guesses or estimates in the accounting and reports. In practical terms, objectivity means that an accountant requires evidence of the existence and the amount of a transaction before recording it in the book. For many transactions the evidence is documentary, such as invoices, receipts, cash register tapes and credit notes. The documentary evidence is the stimulus for recording transaction.
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Exercises

I. Answer the following questions.
1.  What is accounting?
2.  What is the difference between financial accounting and managerial accounting?
3.  Describe the classification of accounting profession.
4.  List out different types of business entity.
5.  Interpret the accounting principles.
II. Choose the best answer for each of the following statements.  
1.  Which of the following users are not external users of accounting information? ________.
A. Manager    
B. Creditor      
C. Investor      
D. Employees
2.  Accounting is an information system that________.
A. measures business activities            
B. processes information into reports     
C. communicates financial information to decision-makers   
D. all of the above
3.  Two general classifications of accounting are________.
A. private accounting and CPA      
B. public accounting and private accounting     
C. CA and CMA                 
D. public accounting and managerial accounting
4.  ________serves the needs of the management inside the business.
A. Private accounting         

B. Government accounting      
C. Public accounting          

D. Managerial accounting
5.  ________ are/is the basic ethics for an account.
A. Legality    
B. Integrity     
C. Competence 
D. All of the above
6.  The reports of financial accounting is based on ________.
A. management responsibility   

B. double-entry system 
C. decision analysis           

D. internal service
7.  The ________concept holds that the entity will remain in operation for the foreseeable future.
A. going concern   




B. accounting entity  
C. monetary unit    



D. accounting period
8.  The ________ principle assures that the accounting information is reported at regular intervals.
A. going concern   




B. accounting period  
C. accounting entity    



D. monetary unit
III. Decide whether each statement is true or false.
1.  Accounting is a set of concepts and techniques that are used to measure and report financial information about a legal unit.










 (    )
2.  Business managers need accounting information to make sound leadership decision. 
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3.  A sole proprietorship is an enterprise owned by one person. It is common for service business. 
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4.  Managerial accounting is primarily concerned with providing information to parties outside the firm. 














 (    )
5.  Financial statements are presented in the currency of the country where the reports are published. 















 (    )
6.  In accounting, all kinds of business are not treated as a separate entity. 


 (    )
7.  If accounting’s procedure is changed, the fact of the change and its effect on reported results are supposed to be disclosed in the financial statements. 





 (    )
8.  The effect of the conservatism principle is that reported profits and net assets will be higher than those under most alternative assumptions. 






 (    )
IV. Translate the following sentences into Chinese.
1.  Accounting is a set of concepts and techniques that are used to measure and report financial information about an economic unit.
2.  With the development of global trade, the International Accounting Standards Board (IASB) has been steadily gaining prominence as a global accounting rule setter.
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The Big Four

The Big Four are the four largest professional services networks in the world, offering audit, assurance services, taxation, management consulting, advisory, actuarial, corporate finance and legal services. They handle the vast majority of audits for publicly traded companies as well as many private companies. It is reported that the Big Four audit 99% of the companies in the FTSE 100, and 96% of the companies in the FTSE 250 Index, an index of the leading mid-cap listing companies. This group was once known as the “Big Eight”, and was reduced to the “Big Six” and then “Big Five” by a series of mergers. The Big Five became the Big Four after the fall of Arthur Andersen in 2002, following its involvement in the Enron scandal.

1. Deloitte Touche Tohmatsu

Deloitte Touche Tohmatsu Limited commonly referred to as Deloitte, is a UK-incorporated multinational professional services firm with operational headquarters in New York City in the United States. Deloitte is one of the “Big Four” accounting firms and the largest professional services network in the world by revenue and number of professionals. Deloitte provides audit, tax, consulting, enterprise risk and financial advisory services with more than 244,400 professionals globally. In FY 2016, the company earned a record $36.8 billion USD in revenues. As of 2016, Deloitte is the 6th-largest privately owned organization in the United States. As per reports in 2012, Deloitte had the largest number of clients amongst FTSE 250 companies in the UK and in 2015, Deloitte currently has the highest market share in auditing among the top 500 companies in India. Deloitte has been ranked number one by market share in consulting by Gartner, and for the fourth consecutive year, Kennedy Consulting Research and Advisory ranks Deloitte number one in both global consulting and management consulting based on aggregate revenues. In 2016, Fortune magazine ranked Deloitte as one of the 100 Best Companies to Work For and Bloomberg Business has consistently named Deloitte as the best place to launch a career. 
2. Pricewaterhouse Coopers

PwC is a global professional services firm headquartered in London, United Kingdom. With a combined headcount of more than 161,000 staff in 757 cities accross 154 countries, PwC firms rank the world’s second-largest professional services firm. Aggregated revenues in fiscal year 2010 were $26.569 billion, including expenses reimbursed by clients. Their member firms performed services for 83% of the companies in the Fortune Global 500. 
3. Ernst＆Young

EY is the third largest professional services organization in the world with member firms in more than 140 countries, headquartered in London, UK. It employs over 140,000 staff and had total revenues of $21.255 billion in 2010. The members of the Ernst＆Young global organization help companies in businesses across all industries—from emerging growth companies to global powerhouses—deal with a broad range of business issues. Ernst＆Young provides a range of services, including accounting and auditing, tax reporting and operations, tax advisory.

4. KPMG

KPMG is one of professional services organization in the world. Its global headquarter is located in Amstelveen, Netherland. With around 138,000 staff working in member firms in 148 countries, they had total revenues of $20.630 billion in 2010. Their purpose is to turn knowledge into value for the benefit of their clients, their people, and the capital markets. They play an important role in the capital markets and are highly active in supporting positive reform within their industry to strengthen credibility and confidence.

Chapter 2  Accounting Elements and 
       Accounting Equation
After studying this chapter, you should be able to:
· Distinguish cash basis and accrual basis;
· Describe accounting elements ;
· Understand accounting equations .
We will discuss the accounting elements and accounting equation but at first, we should understand the basic foundation, that is, the accounting is based on the accrual principle. There is another basic, cash basic, which is used in non-making profit business.

There are three basic financial statements which are the end products of financial accounting: balance sheet, income statement and the statement of cash flows. The nature and formats of the first two statements will be illustrated in this chapter. Balance sheet and income statement are prepared at least yearly, but it is also customary to prepare them quarterly or monthly. There are three elements to represent the balance sheet, i.e., asset, liability and owner’s equity. Income, expenses and profit can represent the income statement which is the operation result of the business.

Elements of financial statements are the building blocks with which financial statements are constructed. The items in financial statements represent certain entity resources in words and numbers, claims to those resources, and the effects of transactions and other events and circumstances that result in changes in those resources and claims. So the elements are also called the items of financial accounting. 
2.1  The Accounting Bases
The accrual basis and the cash basis are bases and basic ways to do accounting. Generally accepted accounting principles require that a business use the accrual basis and identify the revenues and expenses when its actual rights and liabilities incurred, which means that the business should record revenues as they are earned and expenses as they are incurred, not considering whether the cash is actually received or paid. 
2.1.1  Cash Basis
In cash-basis accounting, the accountant records a transaction only when cash is received or paid. Cash receipts are treated as revenues and payments are handled as expenses. It ignores receivables, payables and depreciation. Only some small businesses use the cash basis. According to this method, revenues and expenses are recorded in the income statement during the period in which cash is received or paid. The net income is the difference between the cash receipts (revenues) and the cash payments (expenses). The income recorded on the cash basis thus could not provide a realistic picture of the company’s operation.
2.1.2  Accrual Basis
Accrual-basis accounting is more complex and more competent than cash-basis accounting. In accrual-basis accounting, an accountant recognizes the impact of a business transaction as it occurs. When the business performs a service, makes a sale, or incurs an expense, the accountant records the transaction, whether or not cash has been received or paid. On the accrual basis, revenues are recorded in the income statement in the period in which they are earned.  Accrual-basis accounting records cash transactions, including the following:
1.  Collecting cash from customers
· Receiving cash from interest earned; 
· Paying salaries, rent, income tax and other expenses;
· Borrowing money;
· Paying off loans;
· Issuing stock.
2.  Recording non-cash transactions
· Purchase of inventory on account;
· Sales on account;
· Accrual of interest and other expenses incurred but not yet paid;
· Depreciation expense;
· Usage of prepaid insurance, supplies, and other prepaid expenses.
The accrual-basis accounting is designed to avoid misleading income statement results that could result from the timing of cash receipts and payments. It is often necessary to adjust some account balances at the end of each accounting period to achieve a proper matching of costs and expenses with revenues. The adjusting step occurs after the journals have been posted, but before financial statements are prepared.
2.2  Accounting Elements

Accounting elements are basic classification of accounting objects, naming those specific objects correctly. In China, there are basic kinds of accounting elements in every enterprise including assets, liabilities, owner’s equity, revenue, expenses and profits. The first three elements represent the essential units of the entity’s financial conditions, which are known as the elements of balance sheet. The last three elements reflect the units of the entity’s operating results or business outcomes, which are called elements of the income statement. The concepts of accounting element are as below.
1.  Assets 
Assets are resources of an entity. It refers to the resources which result from the past transactions and events, controlled or owned by the entity, and probably bring future economic benefit to the entity.

Assets can be subdivided into current assets and non-current assets according to the time span. In another word, it is based on one operating cycle, for example, office supplies, merchandise, furniture, land, cash and so on.
Probable future economic benefits can be obtained or controlled by a particular entity as a result of past transactions or events. It results in potential future economic benefits coming into a company. Its ownership belongs to the company or it is controlled by a company. Current assets consist of cash, bank saving, inventory, account receivable, and note receivable. Non-current assets consist of fixed assets, intangible assets, and long-term investment.
2.  Liability

Liabilities are “outsider claims”. It’s a future sacrifice of economic benefits arising from present obligations of an entity as a result of the past transactions or events. These outside parties are called creditors. For example, a creditor who has loaned money to a business has a claim—a legal right—to a part of the assets until the business pays the debts. It results in the outflow of economic benefits. The payment of liabilities is through transferring assets or providing services to other entities. The liabilities are from past transactions. Liability can be divided into current liability and non-current liability. Current liability consists of short-term loans, notes payable, accounts payable, tax payable, and wages payable, interest payable. Non-current liability has long-term loans, mortgage, and bonds payable.

3.  Owners’ equity

Owners’ equity is called “insider claims”. These are the claims held by the owners of the business. An owner has a claim to the entity’s assets because he or she has invested in the business. So, it refers to the ownership interest in a corporation in the form of common stock or preferred stock. It also refers to total assets minus total liabilities, in which case it is also referred to as shareholder’s equity, net worth or book value. In another word, it is the difference between what a property is worth and what the owner owes against that property. Owner’s equity increases with revenue, and decreases because of expenses or an owner’s withdrawal.
Owners’ equity consists of the following items:

(1)
Capital introduced or paid in capital: the assets introduced by owner into the company;
(2)
Surplus reserve: the section from profit for future losses;
(3)
Capital reserve: the income from contribution and non-monetary transactions and etc.;
(4)
Undistributed profit: profit remaining after distribution.
4.  Revenue

Purchase and sale are normal activities of a business, in order to earn income. Income from selling goods or services is usually called sales revenue. There might be other sources of income too, such as interest earned.

Revenue is the inflows or other enhancements of assets of an entity or settlement of its liabilities during a period from delivering or producing goods, rendering services, or other activities that constitute the entity’s ongoing major or central operations.

There are three characteristics of revenue, as follows:

(1)
Resulting from normal operation;
(2)
Resulting in the inflow of economic benefit other than the contribution from participants;
(3)
Resulting in the increases in equity ultimately.
5.  Expenses

In order to earn income, a business incurs expenditure. Items of expenditure are called expenses. Expenses are the outflow of a particular entity during the accounting period which results in the decreases in equity other than the distribution to the owners.
(1)
Characteristics of expenses are as follows:

· Resulting from the past transactions;

· Resulting in the outflow of economic benefit other than the distribution to the participants;

· Resulting in the decreases in equity;

· The result of outflow will result in the depletions of assets and incurrence of liabilities. 
(2)
Examples of expenses include the following: 
· Salaries and wages for employees;

· Telephone charges and postage costs;

· The rental cost on a building used by the business;

· The interest cost on a bank loan.

6.  Profit

It is the operating result for a period. There are different terms in profit such as gross profit, income from operation, income before income tax, and net income. When a business makes a profit from trading, the profit becomes a part of the owner’s capital, and so is added to the capital. Profit consists of the difference between revenue and expenses, gains and losses.

Gains refer to the increases in equity from incidental events or peripheral events and from all other transactions and events, and circumstances affecting the entity during a period except those result from revenues or investments by owners. Losses refer to decreases in equity from incidental events or peripheral events of an entity and from all other transactions, events, and circumstances affecting the entity during a period except those result from expenses or distributions to owners.

Suppose there is a corporation called TIANZUO, and the owner of the business is Mr. Liu, on his first day of trading, he uses up 500 yuan of his stock, and makes sales totaling 750 yuan. All the transactions are carried out in cash. In other words, he makes 250 yuan profit on the day from trading. Profit becomes a part of the owner’s capital, so the accounting equation at the end of the day will be: 
The beginning equation:

Assets                     Liabilities                    Capital

Equipment     2,000

Furniture       1,500

Table ware       800

Stock           700                        
Cash          2,000        Loan     4,000     Contributed Capital      3,000 
Total          7,000                  4,000                           3,000

The accounting equation at the end of the day will be: 
Assets                     Liabilities                    Capital

Equipment        2,000

Furniture          1,500

Table ware          800

Stock(700-500)      200                       Contributed Capital     3,000

Cash (2000+750)   2,750     Loan    4,000                Profit        250

Total             7,250              4,000                          3,250

2.3  The Calculation Method for Accounting

There are seven steps of the calculation method for accounting, as follows: 
· Setting up accounting items and accounts;
· Double-entry bookkeeping;
· Making and auditing accounting documentations ;
· Registering journal and ledgers;
· Cost calculations;
· Verification of assets;
· Working out financial statements / establishment of financial statements.
2.4  Accounting Equation
2.4.1  The Content of Accounting Equation
The most basic tool of accountant is the accounting equation. Accounting equation is also called accounting formula of equilibrium which represents the basic relationship between various accounting essences. Accounting equation is used to present accounting elements and their increases and decreases. The financial statements, as the financial product of the accounting process, are prepared based on the equation. Account design，double-entry accounting and trial balance are also on the basis of this theory.
Firstly, we will introduce the balance sheet.

Accounting equation 1: Assets = Liabilities + Owners’ Equity
This is the basic accounting equation. It shows that the assets of the business and the claims to those assets. The relationship between assets and the claims against the assets can be summarized in the following equation: assets = claims. We can say the assets are representation and the claims are sources of the assets. Claims to those assets come from two sources: outside claims and inside claims. Liabilities are outside claims, and owner’s equities are inside claims. The accounting equation should remain in balance at all times because of double–entry accounting or bookkeeping. (Double-entry means that every transaction will affect two accounts in the general ledger.)
Suppose you run a business that supplies meat to fast-food restaurants. Some customers may pay you in cash when you deliver the meat. Cash is an asset. Other customers may buy on credit and promise to pay you within certain time after delivery. This promise is also an asset because it is an economic resource that will benefit you in the future when you receive cash from customer. This promise is called an account receivable. If the promise that entitles you to receive cash in the future is written out, it is called a note receivable. All receivables are assets. For example, the fast-food restaurant’s promise to pay in the future for the meat it purchases on credit creates a debt for the restaurant. This liability is an account payable, which means the debtor (restaurant) usually does not give the creditor (meat seller) a written promise to pay. Instead it is backed up by the reputation and credit standing of the restaurant and its owner. A written promise of future payment is called a note payable. All payables are liabilities.
Secondly, we refer to the income statement.

Accounting equation 2: Revenues - Expenses = Profit 
The subject or aim for the operation of the business is to obtain profit which is also called operating result. In the operation of assets, we obtain revenue in different ways matching with the expenses at the same time. Revenue is compared with the expenses and the difference is profit called operating result.

2.4.2  The Effects of Economic Transactions on the Accounting Equation
Every transaction affects at least two items in the accounting equation. The accounting equation remains in balance after each transaction.

· Assets increasing                    claims increasing

                                   liability increasing or capital increasing

· Assets decreasing                    claims decreasing

                                      liability decreasing or capital decreasing

· The internal changes of assets          one asset increasing, another asset decreasing

· The internal changes about the claims 
There are also four classifications about it and they are as follows:
	Liability increasing                  liability decreases

	Capital increasing                   capital decreasing

	Liability increasing                  capital decreasing

	Capital increasing                   liability decreasing


In general, there are many complex transactions in the operation but they will not destroy the equilibrium of the accounting equation. There are two situations after the changes:

(1)
The relationship about assets and equity is the same as the original equation;
(2)
The relationship about assets and equity is different from the original equation and it is a new equation.

【Example 2.1】Giving application and analyzing the equilibrium of the equation.
On February 5, Wang Hong sets up a business by herself, trading as “Limei Toggery”. 
a. On that day, she invests 20,000 yuan in the company. 
b. The second day she borrows 50,000 yuan from a bank for a period of 2 years.

c. On February 8, she buys into 20 pieces of clothing, costing 3,000 yuan on credit within 30 days.

d. On February 9, she sells 10 pieces of clothing totaled 2,500 yuan which is deposited in bank, the original cost for about 1,600 yuan.

e. On February 10, she sells 5 pieces of clothing totaled 1,500 yuan in cash, the original cost for about 700 yuan.

f. Feeling well pleased, she takes 500 yuan for her personal use from the company’s cash tin.

g. On February 11, she writes a cheque 1,000 yuan to her supplier in part payment for the initial inventory of clothing.

Table 2-1 shows what happens to the accounting equation as each of these transactions takes place and concludes the rule.

Table 2-1  Effects of Economic Transactions on the Accounting Equation
	Assets
	Liabilities
	Capital

	Item
	Ori
	CH
	EB
	Item
	Ori
	CH
	EB
	Item
	Ori
	CH
	EB

	Bank
	20,000
	
	
	
	
	
	
	Capital
	20,000
	
	

	Assets
	Liabilities
	Capital

	Item
	Ori
	CH
	EB
	Item
	Ori
	CH
	EB
	Item
	Ori
	CH
	EB

	Bank
	20,000
	50,000
	70,000
	Long-term
	50,000
	
	
	Capital
	20,000
	
	


	Item
	Ori
	CH
	EB
	Item
	Original
	CH
	EB
	Item
	Ori
	CH
	EB

	Bank
	
	
	70,000
	Long-term
	50,000
	
	
	Capital
	20,000
	
	

	Inventory
	3,000
	
	 3,000
	Payables
	 3,000
	
	
	
	
	
	

	Total
	3,000
	
	73,000
	Total
	53,000
	
	
	Total
	20,000
	
	


	Item
	Ori
	CH
	EB
	Item
	Ori
	CH
	EB
	Item
	Original
	CH
	EB

	Bank
	70,000
	 2,500
	72,500
	Long-term
	50,000
	
	
	Capital
	20,000
	900
	

	Inventory
	 3,000
	-1,600
	 1,400
	Payables
	 3,000
	
	
	
	
	
	

	Total
	73,000
	  900
	73,900
	Total
	53,000
	
	
	Total
	20,000
	900
	20,900


	Item
	Ori
	CH
	EB
	Item
	Ori
	CH
	EB
	Item
	Ori
	CH
	EB

	Bank
	72,500
	
	72,500
	Long-term
	50,000
	
	
	Capital
	20,900
	800
	21,700

	Cash
	 1,500
	
	 1,500
	
	
	
	
	
	
	
	

	Inventory
	 1,400
	-700
	  700
	Payables
	 3,000
	
	
	
	
	
	

	Total
	
	
	74,700
	Total
	53,000
	
	
	Total
	
	
	21,700


	Item
	Ori
	CH
	EB
	Item
	Ori
	CH
	EB
	Item
	Ori
	CH
	EB

	Bank
	72,500
	
	72,500
	Long-term
	50,000
	
	
	Capital
	21,700
	
	21,700

	Cash
	 1,500
	-500
	 1,000
	
	
	
	
	Drawing
	
	
	  500

	Inventory
	  700
	
	  700
	Payables
	 3,000
	
	
	
	
	
	

	Total
	74,700
	-500
	74,200
	Total
	53,000
	
	
	Total
	
	
	21,200


	Item
	Ori
	CH
	EB
	Item
	Ori
	CH
	EB
	Item
	Ori
	CH
	EB

	Bank
	72,500
	-1,000
	71,500
	Long-

term
	50,000
	
	50,000
	Capital
	21,700
	
	21,700

	Cash
	 1,000
	
	
	
	
	
	
	Drawing
	
	
	500

	Inventory
	700
	
	  700
	Payables
	 3,000
	-1000
	2,000
	
	
	
	

	Total
	74,200
	-1,000
	73,200
	Total
	53,000
	-1000
	52,000
	Total
	
	
	21,200
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存货，详细目录
receivables                           

应收账款
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long-term loans                          
长期借款
tax payable                             
应交税费
wages and salaries payable                 
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Exercises
I. Answer the following questions.

1.  How do we distinguish accrual basis accounting from cash basis accounting? 
2.  How many elements does accounting include?

3.  What is the fundamental accounting equation?

II. Choose the best answer for each of the following statements.  
1.  Which of the following should be recorded on cash-basis? ________.
A. Purchases of inventory on account 
B. Sales on account      
C. Paying off loans                
D. All of the above

2.  The economic resources of a business are called________.

A. assets        
B. liabilities    
C. owner’s equity 
D. receivables

3.  The purchase of office suppliers on account will________.

A. increase an asset and increase a liability         
B. increase an asset and increase an owner’s equity     
C. increase one asset and decrease another asset               
D. increase an asset and decrease a liability  
4.  Which of the following accounts is a liability account? ________.
A. Prepaid rent                   
B. Advertising     
C. Unearned expenses              
D. Withdrawals

5.  Please select the item which does not belong to the current liabilities. ________.
A. Accounts payable             
B. Payables to employees 
C. Interest payable                
D. Long-term payables

6.  Which of the following items is an expense? ________.
A. Accounts payable               
B. Cost of goods sold 
C. Accounts receivable             
D. Prime operating revenue

7.  Which of the following accounts does not belong to the category of the asset accounts? ________.
A. Cash      
B. Wages payable 

C. Notes payable 
D. Prepaid insurance

8.  A business has assets of $140,000 and liabilities of $60,000. How much is its owner’s equity? ________
A. $ 0     
B. $140,000   

C. $ 80,000    
D. $ 200,000         
III. Decide whether each statement is true or false.

1.  In cash basis accounting, cash receipts are treated as revenues and cash payments are handled as expenses.













 (    )
2.  GAAP required that businesses use the cash basis accounting. 



 (    )
3.  In accrual-basis accounting, the accounting records a transaction only when cash is received or paid. 














 (    )
4.  Revenue is earned when the business has delivered a completed goods or service to the customer. 















 (    )
5.  Increase in expenses will decrease assets and increase owners’ equity. 


 (    )
6.  All receivables are liabilities, while all payables are assets. 




 (    )
7.  Assets are the resources of value that are owned and will result in future economic outflow to an entity. 













 (    )
8.  Liability represents the entity’s future economic obligations, which also reflects the creditors’ claims on the company’s assets. 









 (    )
IV. Translate the following sentences into Chinese.
1.  The net income is the difference between the cash receipts (revenues) and the cash payments (expenses).

2.  The accrual-basis accounting is designed to avoid misleading income statement results that could result from the timing of cash receipts and payments.

3.  Liability is a future sacrifice of economic benefits arising from present obligations of an entity as a result of the past transactions or events.

4.  Owner’s equity increases with revenue, and decreases because of expenses or an owner’s withdrawal.

5.  The accounting equation should remain in balance at all times because of double–entry accounting or bookkeeping. (Double-entry means that every transaction will affect two accounts in the general ledger.)
Reading Materials

Cost Accounting and Cost Management

Cost accounting provides information for management accounting and financial accounting. Cost accounting measures, analyzes, and reports financial and non-financial information relating to the costs of acquiring or using resources in an organization. 
For example, calculating the cost of a product is a cost accounting function that answers financial accounting’s inventory valuation needs and management accounting’s decision-making needs. Modern cost accounting takes the perspective that collecting cost information is a function of the management decisions being made. 
Thus, the distinction between management accounting and cost accounting is not so clear-cut, and we often use these terms interchangeably in the book.

We frequently hear business people use the term cost management. Unfortunately, that term has no uniform definition. 
We use cost management to describe the approaches and activities of managers in short run and long run planning and control decisions that increase value for customers and lower the costs of products and services. 
For example, managers make decisions regarding the amounts and kinds of materials being used, changes in plant processes, and changes in product designs, information from accounting systems helps managers to manage costs, but the information and the accounting systems themselves are not cost management.

Cost management has a broad focus and should not be interpreted to mean only continuous reduction in costs.  Planning and control of costs are usually inextricably linked with revenue and profit planning. As part of cost management managers often deliberately incur additional costs, for example in advertising and product modifications, to enhance revenues and profits.

Cost management is not practiced in isolation. It’s an integral part of general management strategies and their implementation. Examples include programs that enhance customer satisfaction and quality, as well as research and development and marketing programs.
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