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Accounting is known as the language of business. It is used by every profit-see-
king business organization that has economic resources such as money, machinery, and
buildings to provide relevant financial information on their resources and the effects of

the use of these resources. Not-for-profit organizations also utilize accounting in order

to measure their activities.




¢ Unit One Introduction to Accounting

1.1 Definition of Accounting

Accounting can be defined as the information system that identifies, records and
communicates economic events to the interested users for the purpose of decision-mak-
ing. Another definition is the recording, reporting, and analysis of financial transac-
tions of a business. Early accounting tended to focus on the traditional record-keeping
functions of the accountant. Modern accounting, in contrast, involves more planning,

controlling and budgeting and forecasting.

1.2 Users and Classifications of Accounting

Accounting information is used to satisfy the needs of two main groups of users:
external users who are outside a business but have direct financial interest in the busi-
ness, such as owners, investors, creditors, and brokers; internal users like managers,
employees and unions that have direct concerns in a business.

Accordingly, accounting is split into two types: financial accounting and manage-
rial accounting. Financial accounting is related to the preparations of financial reports
and statements for users mainly outside the business, and is also called external ac-
counting. While managerial accounting mainly provides information to internal manage-
ment of a firm for decision-making, it’ s also called internal accounting since it’ s used

basically inside the business.
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1.3 Accounting Assumptions and Principles

To develop accounting standards, there are a series of assumptions and principles
that serve as basic guidelines in accounting activities called Generally Accepted Ac-
counting Principles (GAAP). These assumptions and principles form a foundation for

financial reporting internationally.
1. Assumptions

(1) Monetary Unit Assumption

The monetary unit assumption requires that only those things that can be ex-
pressed in money are included in the accounting records. This assumption has impor-
tant implications for financial reporting. Because the exchange of money is fundamental
to business transactions, it makes sense that a business is measured in terms of mon-
ey. However, it also means that certain important information needed by investors,
creditors, and managers is not reported in the financial reports as they can’t be meas-
ured in terms of money. For example, customer satisfaction is important to every busi-
ness, but it is not easily quantified in dollar terms, thus it is not reported in the finan-
cial statements.

(2) Economic Entity Assumption

Economic entity assumption is also called accounting entity assumption. The eco-
nomic entity assumptions states that every economic entity must be separately identified
and accounted for. In light of this, an economic entity’ s accounting must be inde-
pendent of other entities and the owner of the enterprises. That means a company is a
separate entity from its owners and its accounting reflects only the financial activities of
the company, not the owner. It must be ensured that all the transactions of the compa-

ny, and only those transactions are reported in the company’ s financial reports. In
o4 -



Unit One Introduction to Accounting

particular, it is necessary to ensure that transactions of the owners are excluded. For
example, if you are a stock holder in Dove, the amount of cash you have in your per-
sonal bank account is not reported in the Dove’ s financial report.

(3) Time Period Assumption

The time period assumption states that enterprises shall account for their transac-
tions and prepare financial statements for distinct time periods. In other words, the life
of business is artificially split into equal short time periods to make it easier to calcu-
late profits and reflect the financial situation of business. This is called an accounting
period, typically one month, one quarter or one year. This principle is an important
supplement to the previous assumption.

(4) Going Concern Assumption

The going concern assumption states that the business will remain in operation in
the foreseeable future unless sufficient and negative proofs are provided to stop it. This
assumption makes sure asset evaluation, depreciation calculation and accounting report

are prepared in a continuous mode.
2. Principles

(1) Historical Cost Principle

It requires that assets are recorded at cost when they’ re obtained or the expenses
incurred on acquisition rather than fair market value. This also applies to liabilities.
For example, if Wal-Mart purchases a piece of land for $300 000, the cost of the land
is reported at this amount in the financial reports, regardless of how much its market
value increased. This principle provides information that is reliable, which removes
the opportunity to provide subjective and potentially biased market values, but it’ s not
very relevant.

(2) Revenue Recognition Principle

This principle requires revenues or expenses to be recorded when revenues are ac-

tually realized and when expenses are incurred, rather than when cash is received.
.5.
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This way of accounting is called accrual basis accounting.

(3) Full Disclosure Principle

This principle requires that all circumstances and events that would make a differ-
ence to financial statement be disclosed. If an important item can not be reasonably re-
ported directly in the financial statements, notes should be made about it.

(4) Matching Principle

This principle requires that revenues have to be matched with related expenses or
costs in accounting. Expenses are recognized not when the work is performed, or when
a product is produced, but when the work or the product actually makes its contribu-
tion to revenue. This principle helps to calculate the net income or loss in a certain ac-

counting period.

1.4 Accounting Elements & Accounting Equation

Accounting is meant to reflect the movement of operating funds of a business. To
accomplish this objective, accounts are set up to provide useful information about these
fund movements. An account is an element in the accounting system that is used to

classify and summarize measurements of business activity.
1. Accounting Elements

(1) Definition of Accounting Elements

Accounting elements refer to the basic classification for accounting objects, and
the specification of accounting calculation objects. They are used for the purpose of re-
flecting and determining the operating results of a business. '

(2) Classifications of Accounting Elements

In static terms, all forms of economic resources a business owns ( called assets in

accounting) have a specific source. They do not just appear. There are normally two
2l



Unit One Introduction to Accounting

usually a business can attain funds first is loans from outsiders ( called creditors) that
can be used only for a limited period of time and need to be repaid at the time of matu-
rity ; the other is the owner’ s investments in the business that can be used for the long
term. It participates in profit distribution and will either increase or decrease the assets
of the business. The former source is in accounting terminology called liabilities, the
latter is called owner’ s equity. Assets, liabilities and owner’ s equity are the three
basic accounting elements that are contained in the balance sheet.

Dynamically, the operating activities of a business will inevitably cause changes
in the capital value of a business. The consumption and recovery of the capital are
called expenses and revenues respectively. These two are presented in the income
statement.

Based on their economic content, accounting elements can be divided into assets,
liabilities, owner’s equity, revenues, expenses. Economic contents of accounts refer
to specific contents of accounting objects. Such classification helps understand the
content of calculation and supervision of each account, and helps analyzing the finan-
cial statements.

@ Assets

A more complete definition of assets are: any economic resources of monetary val-
ue owned or controlled by a business that are expected to benefit future operations,
such as cash, land, buildings, etc. As to their liquidity, assets can be divided into
three main groups: current assets; property, plant and equipment ( fixed assets) ;and
intangible assets.

Current assets are those that are expected to be converted to cash or used up by
the business within one year or an operating cycle longer than one year. It can be sub-
categorized into cash, receivables ( money owed to the company) , prepayment, inven-
tories ( goods held for sale) , short-term investments, etc.

Current assets are like blood to the business without which the measurement of all
economic activities of the business, such as purchases, sales, etc. , will be impossi-

ble, just as the inflow and outflow of the current assets forms the normal business ac-
.



tivities.

Property, plant and equipment, also known as fixed assets, refer to long-term or
relatively permanent assets owned by a company. They usually have relatively long
lives and include land, buildings, machinery, furniture and equipment, etc. They are
also considered material, tangible assets.

Intangible assets are those assets owned by a company such as patents, copy-
rights, trademarks or goodwill, etc. They do not have physical substance, yet they for
the most part, are very valuable to the company.

# Liabilities

According to the International Accounting Standards Committee (IASC) , a liabil-
ity is recognized in the balance sheet when it is probable that an outflow of resource in-
dicating economic benefits will result from the settlement of a present obligation. A
much simpler understanding is liabilities are debts owed to outsiders ( creditors). Lia-
bilities are often easy to identify, because most of them carry the titles with the word
“payable”. For instance, accounts payable, notes payable, etc. Liabilities fall into
two categories: current liabilities and long-term liabilities.

Current liabilities are debts or obligations that must be repaid within one year or
within the accounting period longer than one year . Common forms of current liabilities
are accounts payable, notes payable, interest payable, tax payable, etc. The purpose
of borrowing current liabilities is to meet the short-term demands of the business opera-
tion.

Long-term liabilities involve a pay back period longer than a year. Compared with
current liabilities, long-term liabilities are normally of substantial amount.

4 Owner’ s Equity

Owner’ s equity refers to the resources invested in the business by the owner or
accumulated during the course of operations. If it’ s an incorporated company, it’ s
called stockholder’ s equity. According to the accounting equation, owner’s equity in
a business is the difference between the assets and the liabilities.

It stands for the owner’ s claim against the business assets which mainly falls in
.8 -



