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Learning Objectives %2 | by

LO1 Explain the nature of accounting.
LO2 Discuss accounting as the language of business and the vole of accounting
information in making economic decisions.

LO3 Discuss the contents of GAAP.

Do you use accounting? Yes, we all use accounting information more or less. For example,
when you think about buying a car, you use accounting-type information to determine whether
you can afford it and whether to lease or buy. Similarly, when you decided to attend college, you
considered the costs (the tuition, textbooks, and so on). Most likely, you also considered the
benefits (the ability to obtain a higher-paying job or a more desirable job).

[s accounting important to you? Yes, accounting is important in your personal life as well as
your career, even though you may not become an accountant. For example, assume that you are
the owner/manager of a small Mexican restaurant and are considering opening another restaurant
in a neighboring town. Accounting information about the restaurant will be a major factor in your
deciding whether to open the new restaurant and the banks’ deciding whether to finance the
expansion.

Our primary objective in this text is to illustrate basic accounting concepts that will help you
to make good personal and business decisions. We begin by discussing what accounting is,
accounting system, its categories, as well as GAAP.

1.1 Nature of Accounting EiITHIARR

‘ceounting is the process of recording, classifying and communicating financial information

concerning the economic activity of an enterprise.
SHREGTRLER L BHRCR. 7 EXNWEEMBERHIR.

Accounting touches virtually every aspect of business. Accurate, relevant information is
essential for making intelligent decisions, and accounting is simply a means of communicating
economic information to various decision-makers. As a manager, you cannot escape it, nor
should you want to escape it. Managers, investors and creditors all require the information that
accounting systems provide. Regardless of the issues to be decided, the quality of an individual’s
decisions depends on his ability to access reliable information and on his ability to interpret it.
Accounting information becomes a versatile tool for those who learn how to use it.

As often described, accounting is the language of business.
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The task of learning accounting, very similar to the task of learning a new language, is
complicated by the fact that many words used in accounting mean almost but not quite the same
thing as the identical words mean in everyday, non-accounting usage. Therefore, it only makes
sense that business managers try to become fluent, or at least conversant in the language. A
manager who understands not only what the numbers in an accounting statement represent, but
also how they are compiled, is equipped to understand the statement’s implications and, perhaps
more important, its limitations.

Some accountants, including your instructor and the authors of this textbook, have chosen to
pursue careers in accounting education. A position as an accounting faculty member offers
opportunities for teaching, research, consulting, and an unusual degree of freedom in developing
individual skills. Accounting educators contribute to the accounting profession in many ways.
First, of course, lies in effective teaching; second, in publishing significant research findings; and
third, in influencing top students to pursue careers in accounting.

We have mentioned that many professional accountants leave their accounting careers for
key positions in management or administration. An accounting background is invaluable in such
positions, because top management works continuously with issues defined and described in
accounting terms and concepts.

An especially useful stepping-stone is experience in public accounting. Public accountants
have the unusual opportunity of getting an inside look at many different business organizations,
which makes them particularly well suited for top management positions in other organizations.

This text is designed to help students reach that level of understanding and become more
conversant and comfortable with the basis of financial accounting. Most students who use this
book are not accounting majors. However, the study of accounting is still important to you. You
need to understand accounting concepts, both for your professional careers and for many aspects
of your personal life. Finance students need to understand accounting concepts if they seek
positions in investment banking, consulting, or analyzing as a financial analyst or staff.
Approximate 50 percent of the chief financial officers of large U.S. corporations have a
background in accounting. A management student seeking a career as a management trainee—
with the ultimate goal of running a corporation or a corporate division—needs to understand
accounting in order to be able to run, control and evaluate the performance of a business unit.
Accounting is the language of business, and trying to run a business without understanding
accounting information is analogous to trying to play sports without understanding the rules.

1.2 Accounting System IR S%

is an information system that identifies, measures and records business
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activities, processes the information of those activities into reports and financial statements, and

communicates these findings to decision-makers.

SHEB-TE3. HEPR|EF LS, BOHBEREAMBREORSE, HBRE
ERELBARENBERAR%.

There are several steps in the accounting process. The appropriate economic transactions
must be identified, measured in monetary terms, recorded and classified. The accounting process
then communicates these economic transactions summarized in financial statements appropriate
to the decision-makers’ needs. The identifying, measuring and recording steps of the process fall
into the category of bookkeeping. Fortunately, bookkeeping—admittedly a sometimes tedious
task—is only one aspect of accounting. Communicating financial information in statements is the
other major aspect of the field.

Good accounting systems are designed to meet the different needs of various users. A
production manager, for instance, might need information on the raw materials available in stock
so that he can plan a production schedule, whereas a stockholder would probably be more
concerned with the profitability and financial performance of the firm. For this reason,
accounting theory usually divides the study of the field into three areas differentiated by the type
of users: financial accounting, which is geared for users outside the firm; managerial accounting,
for managers inside the firm; and tax accounting, to help the firm file its tax returns. While the
focus of this book is on financial accounting, the reader should know about the other two areas
and their uses.

Financial accounting reports are designed for external use by a wide variety of users.
External users of financial accounting reports include stockholders, lenders, financial analysts,
economists, labor unions, trade associations and academic faculty. Obviously, the costs of
designing accounting statements to meet the specific information needs of each potential user
would be prohibitive. Thus, over the years, the accounting profession has designed a few general
purpose external financial reports to meet the common needs of many potential users.

Managerial accounting is concerned with internal reports. It is used mostly by managers for
planning and controlling purposes and is very specific to the needs of individual departments and
managers. One manager may utilize an internal accounting report designed to compare actual
production costs with budgeted costs, while another manager may use a report showing sales
revenue for the remaining eight months of the year. Since there are no real rules governing
internal accounting procedures, managers can devise any accounting formats as they feel helpful
and relevant to their information needs.

Tax accounting involves the preparation of records and reports necessary for filing tax
returns. Although tax accounting is generally governed by the same principles as financial
accounting, there are differences in some areas, such as depreciation expenses. Tax accountants
spend a good deal of time keeping up with new tax legislation that is passed every year and

2



® cirpuizn

trying to predict the consequences of these new laws on their firms’ taxes. Most large
corporations also have tax-planning staffs whose job is to predict the effect of business decisions
on a firm’s taxes. In fact, the potential tax consequences of business plans can influence whether

or not those plans are adopted.

1.3 Generally Accepted Accounting Principles(GAAP)
2AETHEN

The rules and basic concepts of accounting are commonly referred to as principles. The
word principle is here used in the sense of a general law or rule that is to be used as a guide to
action. This means that accounting principles do not prescribe exactly how each event occurring
in an organization should be recorded. Consequently, “generally accepted accounting principles”
(or GAAP) expresses its own ideas about the best way of recording and reporting a specific
event.

Students of accounting are often surprised to learn the large number of choices available to
the preparers of financial statements. Accountants must decide, for example, what to consider as
expenses, revenues, assets or liabilities; how to measure them; and even how to present the
information to the public. The GAAP framework of principles and conventions has evolved to
guide accounting decisions. While these generally accepted accounting principles are in some
cases very specific, in many instances leeway is left for the accountant’s judgment.

The general acceptance of an accounting principle usually depends on how well it meets
three criteria: relevance, objectivity and feasibility.

ZRSHBERVNERBR=T158: BXHE. ERUEOTTH.,

A principle has relevance to the extent that it results in information that is meaningful and
useful to those who need to know something about a certain organization. A principle has
objectivity to the extent that the resulting information is not influenced by the personal bias or
judgment of those who furnish it. Objectivity connotes reliability, trustworthiness. It also
connotes verifiability, which means that there is some way of finding out whether the information
is correct. A principle has feasibility to the extent that it can be implemented without undue
complexity or cost.

Accounting principles are established by humans. Currently, these principles are established
by the Financial Accounting Standards Board (FASB). Current information about the FASB’s
activities can be obtained by accessing the FASB’s website (http://www.fasb.org).

GAAP provides the general framework for determining what information is included
in financial statements and how this information is to be presented.
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