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Unit 1

Accounting: the Language of Business

g

9% Learning Objectives

After studying this unit, you should be able to:
1. Define accounting as an information system.
2. Describe the categories of accounting.

3. Identify the two major groups of information users.

[‘? Text

Accounting and Accounting System

Accounting has often been called the "language of business" because all or-
ganizations set up an accounting information system to communicate data to help
people make better decisions. When being introduced to a new subject it is often
useful to begin with a definition of the subject. Accounting may be defined as an
information system that identifies, records, and communicates relevant, reliable,
and comparable information about an organization’s business activities. Identif-
ving business activities requires selecting transactions and events relevant to an
organization, Transactions and events are business activities of a particular enter-
prise, measured in money and recorded in its financial records. Recording busi-
ness activities requires keeping a chronological log of transactions and events
measured in money and classified and summarized in a useful format. Communica-
ting business activities requires preparing accounting reports such as financial
statements. It also requires analyzing and interpreting such reports.

Accounting system is the set of principles, methods, and procedures used to
identify, record and communicate the financial information to be distributed to in-
formation users. Regardless of whether the accounting system is simple or sophis-

ticated, three basic steps must be performed as data concerning financial activities
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is collected and processed: the data must be recorded, classified, appropriately

summarized, and communicated to interested parties.

Categories of Accounting

The field of accounting is divided into three broad divisions: public, private,
and governmental. Accountants who provide services on a fee basis are said to be
engaged in public accounting. Accountants employed by a business firm are said
to be engaged in private accounting. Accountants who work in government offices
or for nonprofit organizations are said to be engaged in governmental accounting.

Public accounting. Public accounting is the field of accounting that provides a
variety of accounting services to clients for a fee. A professional accountant who
works in a public accounting firm usually is a certified public account (CPA).
CPAs are licensed by a government to practice accounting after having met the
education, experience, and examination requirements. Certified public accounting
firms range in size from one-person firms to large multinational firms, Firms with
more than one owner usually are organized as partnerships. The most well known
international accounting firms are organized in the form of limited liability part-
nership (LLLLP)in response to the large lawsuits against accounting firms and their
partners, These partnerships are meant to provide some protection for partners’
individual assets. They do not protect the assets of the accounting firms from liti-
gation or bankruptcy. Auditing is one of the main functions of a CPA firm. Tax
preparation and planning is another function of a public accountant,

Private accounting. In contrast to the CPA in public practice who serves many
clients, an accountant in private industry is employed by a single enterprise. The
scope of activities and duties of private accountants varies widely. The account-
ants in a private business, large or small, must record transactions and prepare
periodic financial statements from accounting records. Their duties involve the de-
sign of accounting systems, cost accounting, financial forecasting, income tax ac-
counting, internal auditing, and etc. Private accountants are frequently called
management accountants because they are responsible for developing information
needed by management for daily operations and long-range planning. If they are
employed by a manufacturing concern, they may be called industrial accountants.

Governmental accounting, Many accountants work in government offices or
for nonprofit organizations. These two areas are often joined together under the

term governmental and institutional accounting. The two are similar because of



Chapter 1 An Overview of Accounting 2
5

legal restrictions in the way in which they receive and spend funds. Therefore, a
legal background is sometimes necessary for this type of accounting practice, The
management of governmental affairs requires the use of accounting for record
keeping, planning, and controlling operations. All branches of governments em-
ploy accountants. All of these accountants, like those in private industry, work
on a salary basis. Many governmental accounting problems are similar to those
applicable to private industry. In other respects, however, accounting for govern-
mental affairs requires a somewhat different approach because the objective of
earning a profit is absent from public affairs. Every agency of government at every
level must have accountants in order to carry out its responsibilities, They tend to
become specialists in limited fields like transportation or public utilities, Universi-
ties, hospital, and other not-for-profit institutions also follow a pattern of ac-

counting that is similar to governmental accounting.

Users of Accounting Information

It is important never to lose sight of the fact that accounting is concerned
with providing economic information to users. Accounting is, therefore, a form of
service. Accounting information system serves many kinds of users who can be di-
vided into two groups: external users and internal users.

External users. External users of accounting information are not directly in-
volved in running the organization. They include shareholders, lenders, custom-
ers, suppliers, regulators, labor unions, lawyers, brokers, press, and the pub-
lic. Each external user has special information needs depending on the types of de-
cisions to be made. For example, lenders look for information to help them assess
whether an organization is likely to repay its loans with interest. Shareholders use
accounting information in deciding whether to buy, hold, or sell stock. Suppliers
use accounting information to judge the soundness of a customer before making
sales on credit, and customers use financial reports to assess the staying power of
potential suppliers. Employees and labor unions use financial statements to judge
the fairness of wages, assess job prospects, and bargain for better wages. Exter-
nal users have limited access to an organization’s information, Yet their business
decisions depend on information that is reliable, relevant, and comparable. Finan-
cial accounting is the area of accounting aimed at serving external users by provi-
ding them with financial statements, These statements are known as general-pur-

pose financial statements. The term general-purpose refers to the broad range of
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purposes for which external users rely on these statements.

Internal users. Internal users of accounting information are those directly in-
volved in managing and operating an organization—company managers. 1hey use
the information to help improve the efficiency and effectiveness of an organiza-
tion, Managers need an information system that will identify problems, such as
possible cost overruns or a department’s inability to implement a plan properly.
The selection and implementation of solutions can occur only after problems have
been identified. Accounting information is used to pinpoint problems and to help
select appropriate solutions. Managers also use accounting information as they
make business decisions. For example, purchasing managers need to know what,
when, and how much to purchase. Managerial accounting is the area of account-
ing that serves the decision-making needs of internal users. Management account-
ing aims at developing the types of information most relevant to specific manage-
rial decisions, and interpreting that information, Internal reports are not subject
to the same rules as external reports and instead are designed with the special

needs of internal users in mind.

# Notes
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Cﬁ Words and Expressions

1. chronological  a. ¥t }B4F H T Y
9. sophisticated  a. TRE 2489, BRI, RU )
3. institutional a. AR 4L S RE
4. utility n. AR, AL
public utilities A RE, 2AHFE LA F

5. supplier n. #4573  BER T R
6. regulator n. HHEE
7. press n. HER, ik
8. assess v. YEMY o Kibeee e HEATAE T
9. soundness n. {85, 7[5
10. stay v. B¥F.RETE

staying power EfFBES . FREERIRHRES
11. access n. B HEA B

have access to BHEEEMYLE  AHEAKTIE
12. overrun n, HRMRE BHE
13. implement  v. TA1, SEAL AT
14. pinpoint v, Aeeeeee HERE L 8 H L BN L SR
15. subject a. 3% 3ZHECHY

be subject to  Agereee- SESE

(@ Review and Discussion Questions

1. What is financial accounting?

2. How is accounting information created within an accounting system?
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3. Who are the internal and external users of accounting information? In what

ways do you think accounting for external users differs from accounting for in-

ternal users?

==.» Exercises

I.Fill in the blanks with the words and phrases given below, and change the

form when necessary.

communicate identify chronological relevant transaction enterprise

summatrize money financial business

Accounting may be defined as an information system that (1) » TE-
cords, and communicates (2) , reliable, and comparable information a-
bout an organization’s (3) activities. Identifying business activities re-
quires selecting (4) and events relevant to an organization. Transactions
and events are business activities of a particular (5) » measured in
(6 and recorded in its financial records. Recording business activities
requires keeping a (7) log of transactions and events measured in money
and classified and (8) in a useful format. (9) business activities
requires preparing accounting reports such as (10) statements. It also

requires analyzing and interpreting such reports,

II. Phrase and accounting term translation from Chinese into English.
L I %5433t

2. 2R R AL
3. BTFIES

4. Z 5 HHIM

5. W2z HIm

6. Zx3tFY

7. FERAHHA

8. B it

S. WA H K5k
10. HEH LIt



Unit 2

Accounting Assumptions and Basis of Accounting

o

9 =+; Learning Objectives

After studying this unit, you should be able to:

1. Define accounting assumptions,

2. Explain separate entity assumption.

3. Describe going concern assumption.

4. Describe monetary assumption and explain the difficulties that the use of the

assumption creates.

o

. State time-period assumption and specify the problems it may bring about.

6. Explain accrual basis of accounting,

f? Text

Accounting assumptions are the basic foundation upon which our generally
accepted accounting rests. Four basic assumptions significantly affect the record-
ing, measuring, and reporting of accounting information. They include separate
entity, going concern, time-period, and monetary unit. Owing to the use of time-

period assumption, the accrual-basis of accounting must be employed.
Accounting Assumptions

Separate entity assumption. Separate entity assumption means that the enter-
prise can be accounted for and reported independent of its owners and other
stakeholders, Under the separate entity assumption, all accounting records and
reports are developed from the viewpoint of a single entity, whether it is a pro-
prietorship, a partnership, or a corporation. The assumption is that an individu-
al’s transactions are distinguishable from those of the business he or she might
own. For example, the personal residence of a business owner is not considered

an asset of the business even though the residence and the business are owned by
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the same person. Under the assumption, accounting deals with specific, identifia-
ble business entities, each considered an accounting unit separate and apart from
its owners and from other entities. For each accounting entity a self-contained,
double-entry accounting system is employed. Transactions between accounting
entities are recorded in the accounts of both entities, Each accounting entity inter-
prets transactions from its own viewpoint. For example, the same transaction
may be recorded as a sale by one accounting entity and as a purchase by another.
Similarly, one accounting entity may record a transaction as an investment,
whilst the other accounting entity may record it as a capital contribution.

In any particular case the identification of the accounting entity may be diffi-
cult. Consider, for example, the case of a large chain of retail stores. Is the ac-
counting entity the whole business, a regional operation, a single store or a sin-
gle department in that store? The answer can be found only by looking at the or-
ganization of the business. If a department has its own accounting system and re-
cords transactions with other departments, then it is an entity for accounting
purposes, If it has no such records then it is not' an accounting entity. The ac-
counting entity is, therefore, identified as the smallest unit of activity with a
self-contained accounting system,

Going concern assumption. The financial statements are normally prepared on
the assumption that an entity is a going concern and will continue in operation for
the foreseeable future. Hence, it is assumed that the entity has neither the inten-
tion nor the need to liquidate or curtail materially the scale of its operations; if
such an intention or need exists, the financial statements may have to be prepared
on a different basis and, if so, the basis used is disclosed.

The assumption is also known as the continuity assumption. Note that this is
not an assumption of perpetual life, but rather that the business will continue in
operation long enough to recover or use up its assets and repay its outstanding li-
abilities. The assumption does not refer simply to its continued existence, it also
assumes that it will continue in the same lines of business as those in which it is
currently involved.

The assumption of continuity is made in the absence of evidence to the con-
trary. In other words, when it is clear that an assumption of continued existence
would result in misleading financial reports, then the assumption is not made. A
major problem facing the accounting profession is in identifying the circumstances

under which the continuity assumption should be abandoned. Sometimes company



