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Chapter 1 Introduction to Accounting
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1. 1 Definition of Accounting

Accounting is often described as a service activity. Its function is to provide quantitative
information, primarily financial in nature, about economic entities. The scope of
accounting includes first identifying economic events, then measuring, recording,
summarizing, and reporting the information to users. Accounting covers a significantly
broader scope of activities than bookkeeping.

The primary users are investors and managers, but creditors, government, labour
unions, and the general public also use accounting information. Financial statements report
accounting information that provides answers to questions about resources, earning
prospects, expected cash collections, expenses to be incurred, debt-paying ability, tax

collection, and negotiating wage agreements.

1. 2 Profession of Accounting

The demand for accounting services has increased with the increase in number, size
and complexity of businesses. In addition, new laws and regulations have also created an
increased demand for accounting.

You may wonder whether there are career opportunities in accounting. The answer is
yes. Employment opportunities in the profession of accountancy are expected to continue to
grow and expand. In a report prepared by the U.S. Department of Labor, the accounting
profession is projected to increase by 39. 8% between the late 1980s and the year 2000.

Accountants are engaged in either (1) private accounting or (2) public accounting.
Accountants employed by a business firm or a not-for-profit organization are said to be
engaged in private accounting. Accountants and their staff who provide services on a fee
basis are said to be engaged in public accounting.

Experience in private and public accounting has long been recognized as excellent

training for top management positions. Many positions in industry, and in state and federal
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agencies are held by individuals with education and experience in accounting.

1. Private Accounting

The scope of activities and duties of private accountants varies widely. If private
accountants are employed by a manufacturing firm they may be called industrial or cost
accountants. The chief accountant in a business may be called the controller. Various state

and federal agencies and other not-for-profit agencies also employ accountants.

2. Public Accounting

In public accounting, an accountant may practice as an individual or as a member of a
public accounting firm. Public accountants who have met a state’s education, experience,
and examination requirements may become Certified Public Accountants (CPAs).

The requirements for obtaining a CPA certificate differ among the various states. All
states require a college education in accounting, and most states now require 150 semester
hours of college credit. In addition, a candidate must pass a two-day examination prepared
by the American Institute of Certified Public Accountants (AICPA). How difficult is the
CPA examination? Approximately 30% of the candidates pass each of the four parts of the

CPA examination. Only 10% to 20% pass the entire examination at one time.
3. Specialized Accounting Fields

You may think that all accounting is the same. However, you will find several
specialized fields of accounting in practice. The two most common are financial accounting
and managerial accounting. Other fields include cost accounting, environmental
accounting, international accounting, not-for-profit accounting, and social accounting.

Financial accounting is primarily concerned with the recording and reporting of
economic data and activities for an entity. Although such reports provide useful information
for managers, they are the principal reports for owners, creditors, governmental agencies,
and the public. Financial accountants follow generally accepted accounting principles
(GAAP) in preparing reports for stockholders and the investing public. These principles
ensure that reports for different companies can be compared. For example, the ability to
compare financial reports is essential for an investor who is deciding which company to
invest.

Managerial accounting, often called management accounting, uses both financial
accounting and estimated data to the management in running day-to-day operations and
planning future operations. Managerial accounting can provide managers with relevant and
timely information and reports. Unlike financial accountants, management accountants are
not restricted to using generally accepted accounting principles. Instead, management
accountants use the basic principle of gathering and reporting information that is useful to
management. Thus, managerial reports can widely offer information and content.

Management accountants are often concerned with identifying alternative actions and
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preparing reports of evaluating the impact of each alternative. For example, the president

of a company might request an analysis of alternative plans for financing the construction of

a new office building.

1. 3 Types of Accounting Information

The terms financial accounting, management accounting and tax accounting are often
used in describing three types of accounting information that are widely used in the
business community.

1) Financial Accounting

Financial accounting refers to information describing the financial resources,
obligations and activities of an economic entity, either an organization or an individual.
Accountants use the term financial position to describe an entity’s financial resources and
obligations at one point in time and the term results of operations to describe its financial
activities during the year. Financial accounting information appears in financial statements
that are intended primarily for external use, although management accounting also uses
them for certain internal decisions. In fact, financial accounting information is used for so
many different purposes that it is often called "general purpose" accounting information.

2) Management Accounting

Management accounting involves the development and interpretation of accounting
information which is for internal use and provides special information for the managers of a
company. The information managers’ use may range from broad, long-range planning data
to detailed explanations of why actual costs varied from costs estimates. Much management
accounting information is financial in nature, but often includes evaluations of
"nonfinancial" factors, such as political and environmental considerations, product quality,
customer satisfaction and worker productivity.

3) Tax Accounting

Tax accounting is a specialized field which involves the preparation of income tax
returns. To a great extent, tax returns are based on financial accounting information.
However, the information is often adjusted or reorganized to conform to income tax
reporting requirements. The most challenging aspect of tax accounting is not the
preparation of an income tax return, but tax planning. Tax planning means anticipating the
tax effects of business transactions and structuring these transactions in a manner that will

minimize the income tax burden.

1. 4 Financial Accounting Measurement Bases

1. Market Value (Fair Value)

The following definition is reproduced from International Valuation Standards (IVS),
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IVS 1—Market Value Basis of Valuation (2005).

Market value is the estimated amount for which a property should exchange on the

date of valuation between a willing buyer and a willing seller in an arm’s-length transaction
after proper marketing wherein the parties had each acted knowledgeably, prudently, and
without compulsion.

The term property is used because the focus of these standards is the valuation of
property. Because these standards encompass financial reporting, the term asset may be

substituted for general application of the definition.
2. Historical Cost

The economic activities and resources of a company initially are measured by the
exchange price of a transaction at the time the transaction occurs. Usually the exchange
price (the historical cost) is retained in the accounting records as the value of an item until
the item is consumed, sold, or liquidated and removed from the records. Historical cost
provides evidence that the independent buyer and seller were in agreement on the value of
an exchanged good or service at the time of the transaction and thus has the qualities of
representational faithfulness, neutrality, and verifiability.

One of the most frequently heard criticisms of accounting information from those who
would prefer alternative valuation methods, is that they believe other methods would
report information more relevant for user decisions. Accountants do understand that
historical cost information may not always be completely relevant for all decisions, but it
does have a significant degree of reliability. In certain cases, accountants use valuation
methods other than historical cost to report the fair value of selected items in the financial
statements when those methods provide more relevant information and possess an

acceptable degree of reliability.
3. Net Realizable Value

A method of determining the present value of a troubled asset to its present owner
may be based on the assumption that the asset will be held for a period of time and sold at
some future date.  The present value includes future earnings the asset is expected to
generate, and less cost of owning, holding, developing and operating the asset. To
compensate for these costs, the asset’s projected future net cash flows are discounted using
a formula that incorporates the cost of capital (the cost of paying dividends and interest).
Net realizable value(NRV), therefore, is based on a formula incorporating what the asset
must earn in order to pay for its share of the costs of running the business. Net realizable
value is one accounting method used to calculate the present value of an asset such as a
loan, at some point after the loan has become past due and book value is no longer valid.

With regards to inventory, net realizable value is the estimated selling price in the
ordinary course of business minus any cost to complete and to sell the goods. Net realizable

value is one of the amounts considered when determining the lower of the cost or market
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for items in inventory.

4. Current Value (Present Value)

Current value is the value on a given date of a future payment or series of future
payments, discounted to reflect the time value of money and other factors such as
investment risk. Each future cash flow may be a single amount. In this case, the amount is
referred to as an estimated cash flow. Or, each future cash flow may involve a range of
possible amounts. In this case, a "weighted average" amount is determined and is referred
to as an expected cash flow. When the estimated cash flows are used to determine present
value, they are similar to those used to determine net realizable value; the difference
between the two alternatives is that under the present value approach the time value of
money (i.e., interest) is considered.

Present value calculations are widely used in business and economics to provide a
means to compare cash flows at different times on a meaningful "like-to-like" basis.

Key Phrases and Special Terms

accounting n. &1, &%
accountant n. &, &t AR
transaction n. &5 &5 %
private accounting kit

public accounting et
not-for-profit agencies EEF DL
financial accounting W % 21t
management accounting EHLIT

tax accounting B &1t

financial position A 55 R0

results of operations Z¥ =98 3
bookkeeping n. #id
understandability n. A] BRARAE , B Bl
decision usefulness HRA
relevance n. FHRM
reliability n. AL SEPE
conservatism n. EEME
consistency n. — 5
materiality n. EEMH

market value M E

historical cost Ji 58 p A



