Instructor’s Manual


Chapter ONE
Introduction to Financial Accounting

To understand the financial health of a business, one needs to understand the language of the business. Accounting is the language of business. Hence, the more eloquent you are in accounting the better is your understanding of business health. Keeping this overall purpose in mind, this chapter introduces the basic terms, principles, and rules of accounting that constitute the grammar of accounting. 

Key Concepts

· Accounting is the process of identifying, measuring, and communicating economic information to interested users to permit informed judgments and decisions.

· Accounting information is generated based on four basic assumptions - economic entity assumption, time period assumption, monetary unit assumption, and going concern assumption.

· Income Statement is of paramount importance as it demonstrates the financial success or failure of the company over a period of time.

· Balance Sheet is the snapshot of a business as it shows the financial position at a particular point in time.

· When preparing financial statements, the income statement must be prepared first, followed by the statement of retained earnings and then the balance sheet.
· Cash flow statement is critical as it answers where the cash is generated from and how the same has been utilized during a particular period of time.

· According to the conceptual framework of the International Accounting Standards Board, the components of relevance are: predictive value, feedback value, and materiality. And the components of reliability are: neutrality, representative faithfulness, substance over form, prudence, and completeness.
· As a company gets larger, its materiality threshold usually gets larger as well.

· Conceptual framework of accounting is the collection of concepts that guide the manner in which accounting is practiced.

Learning Objectives

LO1-- Describe the four assumptions made when communicating            

accounting information.
LO2 -- Describe the purpose and structure of an income statement and the terms 
            and principles used to create it.
LO3 -- Describe the purpose and structure of a balance sheet and the terms and 
          
 principles used to create it.
LO4 -- Describe the purpose and structure of a statement of retained earnings 
            and how it links Income Statement and Balance Sheet.
LO5 -- Describe the purpose and structure of a statement of cash flows and the 
            terms and principles used to create it.
LO6 -- Describe the qualitative characteristics that make accounting information  
            useful.
LO7 -- Describe the conceptual framework of accounting.

Lecture Outline

A. Basic Accounting Assumptions (LO1):
1. Economic entity assumption: Financial activities of the business need to be separated from the financial activities of its owner.
· Example: Contributions made by the owner into the business is treated as his capital which is nothing but an internal liability for the business.
2. Time period assumption: Accounting information can be meaningfully captured and communicated effectively over short periods of time.

· Example: Most companies report their financial performance and position on a quarterly and annual basis.
3. Monetary unit assumption: The dollar, unadjusted for inflation, is the best means of communicating accounting information in the United States.
· Example: The quality of service, the morale of employees, and the health of the owner cannot be quantified in terms of money.
4. Going concern assumption: A company will continue to operate into the foreseeable future.
· Example: All fixed assets are shown at their cost (net of accumulated depreciation) but not at their liquidation values.



B. Reporting Profitability: The Income Statement (LO2):
1. Revenue: is an increase in resources resulting from the sale of goods or the provision of services. Examples: Sales revenues, investment incomes.
· Revenue Recognition Principle: Revenue is recognized and recorded when a resource has been earned.
2. Expense: is a decrease in resources resulting from the sale of goods or provision of services. Examples: Cost of goods sold, interest expense
· Matching Principle: Profit for a particular period is a function of revenues and expenses of that period. Hence, expenses should be recorded in the period resources are used to generate revenues.
3. Income statement: is a financial statement that shows a company’s revenues and expenses over a specific period of time.



C. Reporting Financial Position: The Balance Sheet (LO3): 

1. Balance Sheet: It is a snapshot of business giving a clear picture   of what the business owns and owes at a particular point in time.
2. Asset: It is an economic resource that is objectively measurable, that results from a past transaction, and that will result in future economic benefits. Examples: Merchandise inventory, equipment
· Cost Principle: Assets are recorded and reported at the cost paid to acquire them.
3. Liability: is an obligation of a business which results from a past transaction and will require sacrifice of economic resource at a future date. Examples: Accounts payable, Salaries payable
4. Equity: is the difference between the company’s assets and liabilities and represents the share of assets that are claimed by the owners. This relationship among assets, liabilities and equity is reflected in the fundamental accounting equation:


· Contributed capital represents the resources that investors contribute to a business in exchange for an ownership interest.
· Dividend: Profits distributed to the owners are called dividends.
· Retained Earnings: Profits retained in the business are known as retained earnings.

D. Reporting Equity: Statement of Retained Earnings (LO4): Statement of retained earnings shows the change in a company’s retained earnings over a specific period of time. The basic structure of the statement is as follows : 
	Retained earnings, Beginning balance
	xxxx

	Add/Less: Net  Income/ (Loss)
	xxx

	Less: Dividend
	xx

	Retained earnings, Ending balance
	xxxx




E. Reporting Cash Flows: The Statement of Cash Flows(LO5):

1. Statement of cash flows reports a company’s inflows and outflows of cash from its operating, investing, and financing activities over a period of time.
· Cash flows from financing activities involve cash flows arising out of sourcing and repaying cash. Example:  Raising loan from bank and repaying the same
· Cash flows from investing activities involve cash flows arising mainly out of purchase and sale of fixed assets. Examples: Purchase and sale of land, building, machinery, etc.
· Cash flows from operating activities involve cash flows arising out of central activities of a business. Examples: Receipts from customers, payment to suppliers, employees, etc. 
· The basic structure of cash flow statement is as follows:

	Cash flows provided/used by Operating Activities
	xxxx

	Add/Less: Cash flows provided/used by Investing Activities
	xxxx

	Add/Less: Cash flows provided/used by Financing Activities
	xxxx

	Net increase/decrease in cash   
	xxxx






F. Qualitative Characteristics of Accounting Information (LO6):
1. Understandability refers to the ability of accounting information to be comprehensible to its users who are willing to study the information with reasonable diligence
2. Relevance: Accounting information is said to be relevant if it has the capacity to make a difference in decision. This capacity comes from:

· Feedback value (ability to assess past performance);
· Predictive value (ability to predict future performance);
· Timely availability of information.
3. Reliability refers to the extent to which accounting information can be dependent upon to represent what it purports to represent. To make information reliable it needs to:

· be verifiable;
· have representative of faithfulness; and
· be neutral.
4.  Comparability refers to the ability of accounting information to be used for inter-firm comparisons. However comparability does not mean uniformity. 
· Example: Company A and Company B belong to the same industry and both of them follow the same accounting methods. Their operating results can be compared to see which company is doing well.

5. Consistency refers to the ability of accounting information to be used for intra- firm comparisons over time. To be consistent companies need to use same accounting methods year after year.
· Example: A company which uses straight–line method of depreciation should continue the same year after year unless a change is warranted.

6. Materiality refers to the threshold at which financial items begin to affect decision making. However, the threshold varies across entities and settings. The materiality threshold is not always solely a function of dollar amounts. It also depends upon the nature of item.
· Example: The cost of a stapler can be expensed (though it is a long–term asset) because the amount is immaterial and will not affect anyone's decision making. The discovery of even a small bribe or theft can be very important and material.  
7. Conservatism refers to the manner in which accountants deal with the uncertainty regarding economic situations. The essence of conservatism is to account for all probable losses but never account for probable gains.
· Example: Valuation of ending inventory at the lower of its cost or its current market value 

G. The conceptual framework (LO7): 
The conceptual framework of accounting refers to the collection of concepts that guide the manner in which accounting is practiced.


End Chapter Material
The end of chapter material comprise of concept questions, multiple choice questions, brief exercises, exercises, problems, and cases. They have been categorized based on the learning objectives. Numerical problems have been provided to illustrate the concepts explained in the chapter. Exercises and problems will facilitate better understanding of conceptual framework of basic financial accounting. Theoretical and numerical exercises are provided for practice and clarity. Problems 30 and 31 provide a better understanding of preparation of financial statements. Cases presented in this section will test students on ethical issues and written communication skills.
Key Concepts


Accounting is the process of identifying, measuring, and communicating economic information to interested users to permit informed judgments and decisions.





Accounting information is generated based on four basic assumptions- economic entity assumption, time period assumption, monetary unit assumption, and going concern assumption.





Teaching Tip: 


Ask students to analyze the financial statements of a company and identify the implications of these four assumptions discussed here. 





Making It Real 


General Motors Corporation








Key Concept


Income Statement is of paramount importance as it demonstrates the financial success or failure of the company over a period of time. 








Key Formula


Revenues – Expenses = Net Income or Net Loss





Teaching Tips:


1. A magazine publisher sells two year subscriptions. Ask students whether the publisher will treat this as revenue on the date of the transaction. Why or Why not?


2. A ship building company uses 500 tons of steel in the month of January to build a ship that will be delivered in late 2013. Ask students to explain the treatment of January expenses using the matching principle.


                                        








Key Equation


Assets = Liabilities + Equity





                                           Key Concept


Balance Sheet is the snapshot of a business as it shows the financial position at a particular point in time.








Teaching Tip:


Ask students to categorize the following into asset, liability, revenue, and expenses:


Machine taken on lease rent


Advances received from customers


Services rendered but fees not yet received


Insurance premium for next quarter paid in this quarter
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                                               Key Concept


When preparing financial statements, the income statement must be prepared first, followed by the statement of retained earnings and then the balance sheet.





Teaching Tips:


1. Ask students to figure out the impact of the following situations on closing retained earnings balance:


a) Company incurred net loss during the year


b) Company pays dividend, dividend payout being same as last year





2. Will the closing balance in the retained earnings account always be less than the beginning balance? Ask students to substantiate their answer using two scenarios.








                                                 Key Concept


An important issue for any business is its management of cash. Where does a company get its cash? Where does its cash go? Will there be enough cash to pay bills?











Teaching Tip:


Ask students to classify the following items as financing, operating, and investing activities as they appear on the statement of cash flows.


1. Legal fees received by a law firm


2. Cost of setting up interiors in an office building


3. Issue of bonds for cash











                                                 Key Concepts


According to the conceptual framework of the International Accounting Standards Board, the components of relevance are: predictive value, feedback value, and materiality. And the components of reliability are: neutrality, representative faithfulness, substance over form, prudence, and completeness.


As a company gets larger, its materiality threshold usually gets larger as well.








Teaching Tips:


Take up the following questions for classroom discussion:


a) How logical would the comparison be between two companies following different set of accounting methods?


b) How relevant would an old annual report be for a stockholder contemplating revision of his portfolio?








.





                                                 Key Concept


Conceptual framework of accounting is the collection of concepts that guide the manner in which accounting is practiced.








Teaching Tip:


Think of an accounting environment devoid of any conceptual framework to fall back upon. Ask students to find out the problems that accountants might face while working in such an environment.
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