
Chapter 1: Overview –  Conceptual Framework and Financial Statements
Chapter 1 introduces the four financial statements: Income Statement, Statement of Changes in Equity, Balance Sheet, and Statement of Cash Flows.  Accounting as the language of business is discussed along with an introduction of the various users of accounting information.  Financial and Managerial accounting are compared.  The three common ways to organize a business – proprietorship, partnership, and corporation, are discussed.  An introduction and contrast of the Financial Accounting Standards Board (FASB) and the International Accounting Standards Board (IASB) is done. 

The IFRS conceptual framework is described and the underlying Qualitative Characteristics – Faithful Representation, Relevance, Verifiability, Timeliness, Understandability, and Comparability are explained. The accounting equation – Assets = Liabilities + Shareholder’s Equity is presented along with definitions and explanations of each component of the equation.

A detailed presentation of each of the four previously mentioned financial statements is given. Each account classification of the financial statements – assets, liabilities, shareholder’s equity, revenue, and expenses are thoroughly explained and examples of common account titles used are given.  The process of evaluating a company through the use of the financial statements is shown.  A discussion of business ethics in accounting decisions is done.

An end of chapter summary problem emphasizes the preparation as well as understanding of the financial statements.  An accounting vocabulary section explains all the new accounting terms.  The End of Chapter Access Your Progress allows the student to determine how well he grasped the information presented in the chapter.  Traditional exercises and problems solidify the student’s understanding of the material.

Teaching Outline
1. Define 

a. Financial Accounting 

b. Managerial Accounting 

c. Contrast Financial and Managerial Accounting 

2.  Describe the users of financial information:

a. Individuals 

b. Business Managers

c. Investors

d. Creditors

e. Government Regulatory Agencies 

f. Taxing Authorities

g. Nonprofit Organizations 

h. Other Organizations

3. Explain 

a. Financial Accounting Standards Board (FASB)

i. Generally Accepted Accounting Principles (GAAP)

b. International Accounting Standards Board (IASB)

i. International Financial Reporting Standards (IFRS)

c.  Compare GAAP and IFRS

4. Define and discuss the Conceptual Framework of Accounting - Qualitative  Characteristics, Constraints and Assumptions

a. Relevance
b. Faithful Representation
c. Comparability
d. Timeliness
e. Verifiability

f. Understandibility
g. Balance between qualitative characteristics

h. Benefits versus Cost

i. Accrual Accounting

j. Going Concern

5.  Introduce the Accounting Equation 

a. Define and discuss common account titles:

i.  Assets

ii.  Liabilities

iii. Shareholder’s Equity 

b. Define and discuss common account titles;

i.  Revenue

ii. Expense

iii. Retained Earnings

c. Discuss Share Capital and Dividends

6. Explain and Prepare the Financial Statements

a. Income Statement

b. Statements of Changes in Equity
c. Balance Sheet

d. Statement of Cash Flows

7. Use Financial Statements to evaluate business performance 

a. Explain the relationship among the financial statements 

8. Ethics in Business and Accounting Decisions

a. The role of judgment in making decisions

b. Economic factors

c. Legal factors

d. Ethical factors

Key Topics

The financial statements are actually reports on how well or poorly a business performed during a specified period of time.  Chapter 1 actually presents the four basic financial statements and other relevant information that is needed to adequately prepare the financial statements.

First one must understand that the International Accounting Standards Board (IASB) develops the international financial reporting standards (IFRS) which are adhered in most countries globally. 

The Financial Accounting Standards Board (FASB) develops the rules and guidelines in the United States that must be adhered to in preparing financial statements in the United States.  These guidelines are known as the generally accepted accounting principles (GAAP).

Exhibit 1-3 gives an overview of the joint conceptual framework of accounting developed by the FASB and the IASB.  

The convergence between IFRS and GAAP will facilitate the process of comparing financial statements of like industries globally.  Also, it will eliminate the need of many companies to prepare several sets of financial statements.

Accounting is often labeled as the language of business and there are external as well as internal users of accounting information.  Individuals, investors and creditors, regulatory bodies as well as nonprofit organizations are just some of the noted users of the accounting information.

The accounting information is expected to be accurate as well as timely in order to satisfy the need of the users.

There are two different types of accounting that is needed by the users.  They are Financial Accounting and Managerial Accounting.  Financial Accounting primarily provides information to the external users and managerial primarily serves the internal users.

This information is used in each and every type of business organization.  There is the sole proprietorship, partnership, and the corporation. Each of these businesses differs as far as the form of ownership and other accounting details however, each is dependent on accurate and timely information in order to operate at the optimum level.  

There are some key qualitative characteristics, constraints and assumptions used when adequately preparing the accounting records.  

The first qualitative characteristic discussed in this chapter is Relevance . To be relevant, accounting information must be capable of making a difference in decision making, have predictive value, and/or give feedback to users.  The degree of relevance can be influenced by the nature and the materiality of the information.
The qualitative characteristic of Faithful Representation requires that accounting information faithfully represents underlying economic phenomenom and should be comlete, neutral and free from error. 
The Comparability qualitative characteristic is also presented in this chapter.  This qualitative characteristic requires preparers of accounting information to use a comparable basis of preparation and presentation over time.  This ensures that users can compare financial statements across different time periods and between different companies in the same industry.
The Verifiability qualitative characteristic assures users that information faithfully represents the economic phenomenon it purports to represent. 

The Timeliness qualitative characteristic means that information must be made available to users early enough to aid in decision-making, thus making the information more relevant to their needs. 
Finally, the qualitative characteristic of Understandability is covered in this chapter.  This requires the accounting information presented to be sufficiently transparent so it makes sense to users of the information.   The preparers of the accounting information may assume that users have some knowledge of business, economic activities and accounting and have a willingness to study the information with reasonable diligence.  

The preparers of accounting information face the constraint of benefits versus costs. Producing accounting information requires an extensive accounting system that costs more the better the system tracks its details. 
There are two assumptions used to prepare accounting information.  Firstly, financial statements are prepared on an accrual basis.  This means that transactions and other events are recognised as they occur and not when cash changes hands.  Secondly, we also assume the entity is a going concern.  This is the assumption that the business will continue to exist long enough to use the existing assets for their intended purpose.  However, if there is an intention not to continue to operate it must be disclosed somewhere in the financial statements. 
After developing an understanding of this material the student is then introduced to the Accounting Equation.  That is: Assets = Liabilities + Owners’ Equity.  It is imperative that the student understands the importance that this equation plays in preparing the financial statements.  This equation presents the resources of a company as well as the claims on those resources.  One must also note that this equation must be kept in balance at all times.  

Assets are presented as economic resources of the entity that are expected to be of future benefit.  These resources have two types of claims against them: liabilities – outside claims and owners’ equity – insider claims.  See exhibit 1-4 to help present the fact that the two sides must equal.

The influence on shareholders’ equity, share capital, and retained earnings must be explained.  Also, the manner in which revenue, expenses and dividends effect retained earnings should be explained.  Remember to stress that dividends do not affect net income.  They are not subtracted from revenue to determine the net income.  Rather, they are subtracted from retained earnings.

The financial statements are now to be presented.

The Income Statement is the also referred to as the statement of operations because it measures the operating performance.  It reports the revenues earned as well as the expenses incurred during a specified period of time.  The expenses are subtracted from the revenue to determine the net income/loss for the accounting period.  Net income is said to be the single most important item in the financial statements. 

The Statement of Changes in Equity is prepared after the Income Statement because the net income/loss from the Income Statement is needed to prepare the Statement of Changes in Equity. Retained earnings are simply the portion of the net income that the company has kept in the business.  The Statement of Changes in Equity shows the changes that occurred in the retained earnings during the accounting period.  Be sure to note that the net income is added to the beginning retained earning balance and the dividends are subtracted in order to determine the ending retained earnings balance.  

The Balance Sheet is prepared after the Statement of Changes in Equity because the ending retained earnings balance is needed to prepare the Balance Sheet.  Statement of Financial Position is another name given to the Balance Sheet because it actually measures the financial position of a company.   This statement reports on the assets, liabilities, and shareholders’ equity of a company.  A good way to help the students understand the information given by the Balance Sheet is to tell them that it gives a quick snapshot view of the financial status of the company on one day.  That day is generally the end of the accounting period. The sum of the assets is expected to equal the sum of the liabilities and the shareholders’ equity.  See exhibit 1-10.

The Statement of Cash Flow measures the cash receipts and payments.  This statement reports on cash flows from three major activities: operating activities, investing activities, and financing activities.  The net increase/decrease in cash from these three activities is then determined and added to the beginning cash balance to get the ending cash balance. 

In the financial statement conclusions it is important make sure the students know the purpose of each financial statement.  It is also important that the students know the order of preparation as well as the formulas for each financial statement. 

Good business requires decision making, which in turn requires the exercise of good judgment.  Making good judgments in business in general and accounting in particular should take into account not only economic, but legal and ethical dimensions as well.  The last section of the chapter presents an ethical decision making model that is used consistently throughout the rest of the book.  Use of the model emphasizes that good decisions are not always based just on the basis of how much money a company can make immediately.  The decision maker must also weigh legal factors, as well as ethical factors, based on values such as honesty, openness, truthfulness, and treating others as one would want to be treated.  Students are reminded that, when making accounting decisions, not to check their ethics at the door.

Chapter 1: Student Summary Handout 
1. Accounting Equation :  Assets = Liabilities + Owner’s Equity 

a. Assets 

b. Liabilities
Owner’s Equity
2. Qualitative Characteristics, Constraints and Assumptions

a. Relevance
b. Faithful Representation
c. Comparability

d. Timeliness
e. Verifiability

f. Understandibility
g. Balance between qualitative characteristics

h. Benefits versus Cost
i. Accrual Accounting
j. Going Concern

3. Account Types

a. Revenue

b. Expense

c. Retained Earnings

4. Share Capital and Dividends

a. Share Capital

b. Dividends  

5. Financial Statements

a. Income Statement 

i. Formula: Net Sales – Cost of Goods Sold – Other Operating Expenses = Income Before Taxes

b. Statement of Changes in Equity 

i. Formula: Beginning Retained Earnings + Net Income – Dividends = Ending Retained Earnings Balance 

c. Balance Sheet

i. Formula: Assets = Liabilities + Owner’s Equity 

d. Statement of Cash Flows 

i. Formula: Net Cash Flow of (operating + investing + financing) + beginning cash balance  =  ending cash balance

6. Ethics in Business and Accounting Decisions

a. The role of judgment in decision making

b. Economic factors

c. Legal factors

d. Ethical factors

Chapter 1: Assignment Grid
	
	
	
	
	
	(Will have an X if available)

	Assignment
	Topic(s)
	L.O.
	Estimated Time (minutes)
	Level of Difficulty
	Excel Templates

	S1-1
	Apply  the accounting equation
	    3
	5
	Easy
	

	S1-2 
	Making Ethical judgments
	5
	5
	Easy
	

	S1-3
	Applying accounting concepts, Organizing a business
	
1
	5
	Easy
	

	S1-4
	Applying accounting concepts
	2
	5
	Easy
	

	S1-5
	Understanding conceptual framework
	2
	5
	Easy
	

	S1-6
	Using the accounting equation 
	3
	5
	Easy
	

	S1-7 
	Defining key accounting terms
	1
	5-10
	Easy
	

	S1-8
	Classifying assets, liabilities, and owner’s equity
	1
	10-15
	Easy
	

	S1-9
	Using accounting vocabulary, Income Statement
	4
	10-15
	Easy
	

	S1-10
	Preparing an income statement
	4
	10-15
	Easy
	

	S1-11
	Preparing a statement of changes in equity
	4
	10-15
	Easy
	

	S1-12
	Preparing a balance sheet
	4
	10-15
	Easy
	

	S1-13
	Prepare statement of cash flow
	4
	10-20
	Medium
	

	S1-14
	Using accounting vocabulary, financial statements
	1,4
	15-20
	Easy
	

	S1-15
	Accounting concepts, assumptions, and principles
	2
	5-10
	Easy
	

	E1-16A
	Applying the accounting
equation
	3
	10-15
	Medium
	

	E1-17A
	Accounting equation
	3
	5-15
	Medium
	

	E1-18A
	Accounting equation
	3,4
	5-10
	Medium
	

	E1-19A
	Accounting Equation 


	3,4
	10-15
	Medium
	


	Assignment
	Topic(s)
	L.O.
	Estimated Time (minutes)
	Level of Difficulty
	Excel Templates

	E1-20A
	Evaluating business operations
	4,5
	10-20
	Medium
	

	E1-21A
	Accounting equation, balance sheet
	3,4
	10-20
	Medium
	X

	E1-22A
	Prepare income statement and statement of changes in equity
	3,4
	10-20
	Medium
	X

	E1-23A
	Preparing a statement of cash flows
	4
	10-20
	Medium
	

	E1-24A
	Prepare income statement and statement of changes in equity
	4
	10-20
	Medium
	X

	E1-25A
	Prepare balance sheet
	4
	10-20
	Medium
	

	E1-26A
	Prepare statement of cash flow
	4
	10-15
	Medium
	

	E1-27A
	Evaluating and advising a business 
	4,5
	10-15
	Medium
	

	E1-28B
	Accounting equation and evaluating a business
	3,4
	5-10
	Medium
	

	E1-29B
	Accounting equation and evaluating a business 
	3
	15-20
	Medium
	

	E1-30B
	Accounting equation and evaluating a business
	3,4
	15-20
	Medium
	

	E1-31B
	Accounting equation
	3,4
	5-10
	Easy
	

	E1-32B
	Evaluating a business 
	4,5
	5-10
	Easy
	

	E1-33B
	Accounting equation, balance sheet
	4,4
	5-10
	Medium
	X

	E1-34B
	Prepare income statement and statement of changes in equity
	4
	10-15
	Medium
	X

	E1-35B
	Prepare Statement of cash flow
	4
	5-10
	Easy
	

	E1-36B
	Income statement and statement of changes in equity
	4
	10-15
	Medium
	

	E1-37B
	Prepare balance sheet
	4
	5-10
	Medium
	

	E1-38B
	Prepare statement of cash flow
	4
	5-10
	Medium
	

	E1-39B
	Evaluate and advise a business
	4,5
	10-15
	Medium
	X

	Q1-40 to Q1-54
	Practice quiz questions
	All
	10-20
	Medium
	

	P1-55A
	Prepare income statement, identify assumptions, concepts
	1,2
	20-30
	Medium
	


	Assignment
	Topic(s)
	L.O.
	Estimated Time (minutes)
	Level of Difficulty
	Excel Templates

	P1-56A
	Using the accounting equation, evaluate business
	4
	15
	Medium
	

	P1-57A
	Preparing a balance sheet, accounting equation 
	1,2
	15-30
	Medium
	

	P1-58A
	Preparing a balance sheet, entity assumption 
	2,5,4
	15-30
	Difficult
	

	P1-59A
	Preparing financial statements, business decisions
	4,5
	30-40
	Medium
	

	P1-60A
	Preparing a cash flow statement
	4
	20-25
	Medium
	

	P1-61A
	Analyzing financial statements
	4
	20-25
	Medium
	

	P1-62B
	Prepare income statement, identify assumptions, concepts
	1,2
	30-45
	Medium
	

	P1-63B
	Using the accounting equation, evaluating a business
	4
	20
	Medium
	

	P1-64B
	Prepare a balance sheet, accounting equation, decisions
	1,2
	15-30
	Medium
	

	P1-65B
	Applying concepts to the balance sheet, entity assumption , decisions
	2,4,5
	15-30
	Difficult
	

	P1-66B
	Prepare financial statements, decisions
	5
	30-40
	Medium
	X

	P1-67B
	Preparing a cash flow statement
	4
	20-25
	Medium
	

	P1-68B
	Analyzing financial statements
	4,5
	30-40
	Medium
	

	Decision—1
	Using financial statements to evaluate a loan request
	1,2,5
	45-60
	Medium
	

	Decision—2
	Analyzing a company as an investment
	2,5
	45-60
	Medium
	

	Ethical Issue
	Academic Honesty
	All
	45-60
	Medium
	

	Focus on Financials Vodafone Corporation
	Identifying items from a company’s financial statements
	4
	30-40
	Medium
	

	Group Project 1
	Annual Report
	All
	45-60
	Difficult
	

	Group Project 2
	Going Public
	All
	45-60
	Difficult
	


Answer Key to Chapter 1 10-Minute Quiz (Quiz on following pages.)
1.   c



6.    c 

2.   b



7.    a
3.   a



8.    c
4.   d



9.    b
5.   c



10.  a
Name____________________________________  Date_________________  Section_______________

Chapter  1

Ten-Minute Quiz

Circle the letter of the best response.

1.  
The Accounting Equation is:


A. Assets + Liabilities = Owner’s Equity. 


B. Assets = Liabilities – Owner’s Equity. 


C. Assets = Liabilities + Owner’s Equity. 


D. Assets = Liabilities x Owner’s Equity. 

2.  
Which item is not an asset?


A. Cash


B. Accounts Payable


C. Accounts Receivable 


D. Supplies

3.
Given that total liabilities decreased by $75,000 and total owner’s equity increased by $90,000   
during the same accounting time period what is the net effect on total assets during this period?


A. $15,000 increase


B. $15,000 decrease


C. $90,000 increase


D. $90,000 decrease

4.  
Which of the following qualitative characteristic mandates provided below is complete, free from material error or bias and prudent?  

A. Understandability

B. Comparability 


C. Relevance 

D. Reliability
5.  
Which financial statement formula is the same as the accounting equation?


A. Income Statement


B. Statement of Changes in Equity 


C. Balance Sheet


D. Statement of Cash Flow

6. 
The Accrual Basis Assumption allows one to: 


A. Recognise revenue when they are earned and not when cash is received.

B. Accrue expenses when they are incurred, despite cash not being paid yet.

C. do both A and B.

D. do none of the above.
7.  
Which financial statement reports on the revenues and expenses during a specified period of 
time?


A. Income Statement


B. Statement of Changes in Equity

C. Balance Sheet


D. Statement of Cash Flows 

8. 
Mr. Ronald Smith is the owner of several small businesses.  He has decided to save money 
during his initial years of operation by not hiring a professional accountant.  He has one journal 
and logging book where he intermingles the transactions of all of his businesses to find the net 
effect of his entrepreneurship. Which qualitative characteristic, constraint or assumption does 
this violate?


A. Accrual Basis Assumption 


B. Going Concern Assumption 


C. Relevance Qualitative Characteristic

D. Reliability Qualitative Characteristic
9. 
Listed below are the account balances of the Arthur Frank entity:

	Accounts Payable
	75,000

	Cash

	100,000

	Share Capital

	500,000

	Dividends
	50,000

	Land 

	60,000

	Miscellaneous Expense  
	3,000

	Service Revenue

	250,000

	Equipment
	40,000

	Accounts Receivable
	125,000


	Office Supplies
	  13,000

	Salaries Expense    
	110,000


Total Assets are:

A. $100,000.

B. $338,000.

C. $278,000.

D. $213,000.

10. 
Listed below are the account balances of the Arthur Frank entity:

	Accounts Payable
	75,000

	Cash

	100,000

	Share Capital

	500,000

	Dividends
	50,000

	Land 

	60,000

	Miscellaneous Expense  
	3,000

	Service Revenue

	250,000

	Equipment
	40,000

	Accounts Receivable
	125,000

	Office Supplies
	  13,000

	Salaries Expense    
	110,000


The Net Income is:


A. $137,000.


B. $250,000.



C. $363,000.


D. $150,000.
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