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Chapter 1

Overview of Accounting

(o Listening Online

China’s ‘Belt and Road” Meeting Sets Goals for Huge Development Plan.

[% Learning Objectives

In this chapter, we will explain the basic concepts of accounting. Students are
expected to know the connotation of accounting and accounting profession, to
grasp the assumptions and principles of accounting, and to define the quality

characteristics of accounting information.

1.1 Accounting and Accounting Profession

Accounting is an information system designed to identify, record, and reflect
economic activities and events about an enterprise with monetary unit as its main
criterion.

Identifying means to distinguish which activities are related to a firm’s
objectives. Only those relevant economic activities need to be recorded, classified,
and summarized by the accountant. Recording means to keep a systematic,
chronological dairy of economic activities, and events measured in dollars.
Reflecting means to provide timely and accurate information about a firm’s
financial condition and operating performance to its external and internal users
by means of financial reports. A vital element in reflection is the accountant’s
ability to analyze and interpret the reported information, and it involves the
application of ratios, percentages, graphs, and charts to emphasize significant
trends of economic activities and their relationships.

It is important to note that accounting involves bookkeeping function, while
the bookkeeping only involves the recording of economic activities and events as it

is just one part of the whole accounting process. Accounting is also an information

accounting

['kavntin]
2it, it

accountant
[8'kaunt(3a)nt]
2 AR, 2l
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system which provides necessary information to the management, shareholders,
creditors, and other stakeholders of the enterprise. The primary objective of stakeholder
accounting is to provide useful information to decision makers. ['sterkhavlda(r)]

1.1.1 Ethics Pl

The goal of accounting is to provide useful information for decision making.
Information to be useful should be worthy of trust. So, the effectiveness of financial
reporting depends on sound ethical behavior. Ethic is an ideological standard by ethic ['eB1k]
which one’s conducts are judged as right or wrong, honest or dishonest, and fair or &
not fair.

When analyzing economic activities involving ethics, it is helpful for
accountants to follow the following three steps. First, accountants should recognize
the ethical situation and the involved ethical issues. That means to use the
accountants’ personal ethics to identify ethical situation and its related ethical
issues. Some professional organizations also provide written codes of ethics for
guidance in this kind of business situations. Both Accounting Law of the People’s
Republic of China and the Accounting standards specify the contents and
requirements of accounting professional ethics. Second, accountants need to
identify and analyze the principal elements in the ethical situation in order to figure
out who or which group may be harmed by or benefited from this situation, and
which party should take the responsibility and obligation. Third and the last,
accountants need to identify the alternatives, and to assess the impact of each
alternative to its stakeholders. This step requires accountants to select the most
ethical alternative after considering all the possible consequences. Sometimes there
will be only one solution, but sometimes there will be more than one solution.
Under this circumstance, there will be a need of evaluation and selection of the best

one.
1.1.2 Accounting Function

The accounting function refers to the objective functions of the accounting
during operation and management. To correctly understand the accounting function
is of great significance to the putting forward tasks of accounting work, to the
determination of accounting personnel’s responsibility and authorities, and to the
full exertion of accounting roles.

Calculation function, which is one of the basic functions of accounting, runs
through the whole process of economic activities. Under this function, by using the
monetary form and certain methods or procedures, accounting records the
economic activities, and then makes the necessary calculation, sorting, processing,
and summarizing so as to put data into a series of information that could reflect

accounting objects, and summarize producing and operating activities and their
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results.

Supervision function is also known as control function. It means to examine
the authenticity, legality, and rationality of economic businesses of a specific
accounting subject when the accounting personnel carry out the calculation
function. Just as calculation function, it is one of the basic functions of accounting,
and is also an important component of Chinese economic supervision system.

In addition, accounting functions also include prediction, decision making,

analysis, and so on.
1.1.3 Accounting Information Users

What kind of information should accounting provide? It depends on who
will use accounting information. There are two broad types of financial
information users: internal users and external users.

Internal users of accounting information are the users who are inside an
enterprise and plan, organize, manage its business, such as board of directors,
Chief Executive Officer (CEO), Chief Financial Officer (CF0), and so on. By
reading and analyzing the detailed information about the company’s financial
position and financial performance, these internal users could make their own
decisions about operating, financing, and investing.

External users of accounting information are the users who are outside the
enterprise, such as shareholders (investors), creditors (lenders), tax offices,
external (independent) auditors, labor unions, and so on. Among them, the first
two are the most common types of external users. Shareholders (investors) refer to
those who engage in investment activities in the capital market. As the owner of
one corporation, shareholders rely on accounting information to decide whether to
buy in, hold on, or sell out shares or stocks. Creditors (lenders) are individuals or
organizations that the enterprise owes money or other resources to. Creditors need
to use accounting information to evaluate risks of granting business credit or
lending money to the enterprise and to decide whether to provide purchase on
credit or lend money to it.

Different external users need different kinds of information. For example, tax
authorities which have the right to levy need accounting information about whether
the company paid taxes according to the law and how much taxes it should pay,
while potential investors follow accounting information of a company’s
profitability and sustainability.

1.1.4 Accounting Profession

The accounting profession can be divided into three broad categories: public
accounting, private accounting, and accounting for government and nonprofit

organizations.

shareholders
(investors)
['feshavulda]
([1n'vesta])
AR (858 )
creditors (lenders)
['kred:1ta]
(['lenda])
BN (fERA)

profitability
[,prafita'bilati]
KHIRES
substantiality
[sab, sten1'=lati]
ARG R RAE S
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Public accounting provides accounting services to the public on a
compensable foundation base. In field of public accounting, the accountant can
provide service either as an individual or as a member of accounting firms. Most of
the accountants working in public accounting firms are qualified as a Certified
Public Accountant (CPA). Thus, public accounting firms are also called CPA
firms, and they could provide services like auditing, tax agency, management
advisory and authentication.

Private accounting is one of the core functions of business. According to the
subject and purpose of service, modern accounting can be divided into two main
branches: financial accounting and management accounting. Financial
accounting is concerned with providing accounting information to sharecholders,
creditors, and other information users. Based on generally accepted accounting
principles (GAAP), it measures and records business transactions and prepares
financial statements to convey information. By measuring, analyzing, and
reporting financial and non-financial information, management accounting could
help managers to choose, communicate, and implement appropriate strategies, and
then help the company fulfill its development targets.

Accounting for government and nonprofit organizations mainly provides
accounting service to government and nonprofit organizations. It has two major
activities. One is to check and supervise the implementation of budget for each level
of the government and all the non-profit organizations. Another is to identify,
measure and report all the financial incomes and expenditures of government and
nonprofit organizations as well as the corresponding result. Accordingly, accounting
for government and nonprofit organizations is usually engaged in activities like

budget management, administration management, social service, and etc.

1.2 Accounting Assumptions

Accounting assumption is a reasonable setting for the scope, contents, basic
procedures, and methods of accounting. It’s also the basic premise of accounting
calculation which could guarantee the quality of normal accounting work and
accounting information. There are four major accounting assumptions, the

business entity, the going-concern, the monetary unit, and the time period.
1.2.1 Business Entity

The business entity assumption means a business entity should be accounted
separately from other business entities, including its owner. The business entity
here is a unit which has independence or relative independence in management or

economy. It’s also an economic unit stands on its own interest.
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For example, David owns a shoe shop, a farm, and other personal assets.
When we try to measure the performance of the shoe shop in making profit, the
shoe shop should be measured as an independent economic entity and accounted
separately from the farm and David’s other personal assets.

As the basic premise of accounting, it’s of great significance to identify the
business entity. Firstly, business entity assumption helps to define the spacial scale
of accounting. It requires that the accounting records and financial statements
involve only the economic activities of the enterprise itself, but not the economic
activities of its owner or creditor, or that of other enterprises or business entities.
Secondly, this assumption defines the scope of economic business activities and
events that need to be treated by the accounting. Only those activities or events that
influence the economic interest of the business entity should be reflected and
recorded. And only by this way, could the financial position, operating results, and
cash flows of the enterprise be correctly reflected, and could the useful accounting
information be obtained by the owners, creditors, and other stakeholders of the
enterprise.

It should be pointed out that business entity is different from legal entity. The
latter refers to the legal subject that has registered in relevant government offices,
owns independent properties and could undertake civil responsibilities. Generally
speaking, a legal entity must be a business entity, but a business entity is not
always a legal entity. A business entity could be a legal entity and it also could be a
non-legal entity. It can be the whole enterprise; can also be an internal unit of the
enterprise, such as a branch. It can be a single company; can also be a group

company or an affiliated enterprise which is organized by the holding relationship.
1.2.2 Going-concern

The going-concern assumption means the business activities of an accounting
entity will continue indefinitely, and will not disappear for bankruptcy, liquidation,
and dissolution in the foreseeable future. Meanwhile, if a specific entity is actually
threatened by bankruptcy or liquidation, the going-concern assumption should be
abandoned. Under this situation, what we are interested in is the liquidation value,
but not the value assuming that the business will continue. If the going-concern
assumption is not applicable because of threatens from liquidation or bankruptcy,
the financial statements must clearly disclose this situation.

Only on the premise of normal operation of an enterprise, the acquisition of
fixed assets can be priced on the historical cost, the debt can be repaid according to
the original provisions, the accounting treatment methods can be remain
unchanged, and the information contained in the accounting records and financial
statements can be true and reliable. For example, a company purchases a

production line, which is expected to last 10 years. Under the going-concern
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assumption, since the enterprise will stay in business indefinitely, we could assume
that this production line will keep bringing benefits to the enterprise and serving its
production until the life of this line is over. Therefore, the original value of this
production line can be determined by historical cost and then be depreciated with
certain depreciation method to allocate the historical cost to related products that
are produced by this production line. Moreover, the going-concern assumption also
influences the identification and classification of assets and liabilities. The audit
opinion could show the attitude of an auditor to the going-concern status of an
enterprise.

1.2.3 Monetary Unit

The monetary unit assumption means that the accounting is based on the
measurement of currency with currency stability. Because only in the situation of
currency is stable or relatively stable, the asset value at different points of time can
be comparable, the income and expense during the same period can be compared,
operating results can be calculated and determined, and the accounting information
provided by the financial statements can truly reflect the operating condition of an
enterprise.

Money is the common ground of business. For example, countries with the
monetary unit of dollar are the Unites States and Canada, and those of peso are
Mexico, Philippines, Chile, etc. Which money to be chosen as the monetary unit of
an enterprise depends on the country in which it operates. However, many
companies are preparing financial reports with more than one monetary unit. The
monetary unit assumption requires that an enterprise only record those transactions
that could be reflected by money. This assumption also enables the economic
events to be accountable.

In various countries, the stability of monetary unit has always been a big
problem. The loss in value of money is called inflation. In some countries, the
inflation rate of each year has been more than 300%. In those countries where
inflation has been so significant, the financial statements need to be adjusted by an
inflation factor so as to realize the significance of money as a unit of measurement.

This assumption fails to include some of the relevant information in the
accounting records, such as the health of a company’s owner, the quality of
service, the morale of employee and etc. The reason is that although this kind of
information is very important, enterprises cannot quantify them into monetary
terms. The accounting just records transactions and events that can be measured in

money.
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1.2.4 Time Period

The time period assumption presumes that the life of a going-concern
company can be divided into periods, such as months, quarters, years, so that
financial reports can be prepared separately by those periods.

According to the going-concern assumption, a business will continue to
operate by the current size and status. In order to ultimately determine the
enterprise’s production and operating results, it seems to have no other choice but
to wait until the enterprise is out of business. However, the typical business has a
relatively long duration, and what the managers, investors, creditors, and other
decision makers need is timely information. So it is not feasible to wait until the
business liquidated before accounting for its success or failure. It’s necessary for
enterprises to divide its whole life into continuous period of equal duration, and
then to recognize, measure, and report its financial condition, operating results, and
cash flows in each period. Just because of the time period assumption, there are
differences between current period and the period before or after, the differences
between accrual basis accounting and cash basis accounting. The time period
assumption also makes different types of accounting entities have an accounting
benchmark, and then exerts receivables, payables, depreciation, amortization, and
other accounting treatment methods.

In order to facilitate a better measurement of income and financial position,
some businesses select a natural business year as accounting year which ends when
operation is at low ebb. Some businesses use the calendar year which end on
December 31 as their accounting year. However, because the natural business year
of some businesses, such as insurances, is also ends on December 31, sometimes
it’s hard to determine whether this December 31 represents a natural business year
or a calendar year. Moreover, some businesses select a fiscal year as their
accounting year, which includes 12 consecutive months and closes at the end of a
month other than December. In addition, the accounting period could also be
shorter than a year, such as a month, a quarter, and etc. Usually, the shorter the
period of the time, the more accuracy is expected in financial reporting.

In summary, these four fundamental accounting assumptions depend on each
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other and complement each other. The accounting entity assumption establishes the
scope of accounting. The time range of accounting is established by the
going-concern assumption and time period assumption. Monetary unit assumption
provides the necessary means for accounting. Without the accounting entity
assumption, the going-concern assumption would lose its meaning. There would
be no time period without going-concern assumption. Without monetary unit

assumption, there would be no modern accounting.

1.3 Accounting Principles

There are five basic accounting principles that are used to record economic
transactions: (1) Accrual basis; (2) Historical cost; (3) Realization; (4) Matching;
and (5) Full disclosure.

1.3.1 Accrual Basis

The accrual basis of accounting recognizes revenue when realized and
expenses when incurred. It refers to all revenues and costs which incurred in the
current period, whether or not the payment is received or paid, treated as the
income and expenses of the current period. On the contrary, those who do not
belong to this period of income and expenses, even if the amount is received or
paid in this period, shouldn’t be treated as income or expenses of the current
period.

Under the accrual basis, the criteria for the recognition of revenues are as revenues
follows: the process to earn revenue is completed and the authority to receive ['revanju:z]
payment is obtained, but not the money has been collected. Similarly, under the YA
accrual basis, the criteria for the recognition of expenses are the related benefits expenses
have been enjoyed and the obligation of payment has been assumed, and rather not [1k'spensis]
the payments have been paid. For example, employees’ wages should be #¢H]
recognized as expenses in the period when employees provide service to the
company, but not to recognize until the wages are paid. Therefore, accrual basis is
a standard taking whether have obtained the authority of receiving payment or
assumed the payment obligation as the criterion to recognize revenues and
expenses. It could reflect the operating performance of enterprises in different
periods more reasonably.

The accrual basis requires numerous adjustments at the end of an accounting
period. For example, if revenue has been collected in advance, such as rent
received in advance, at the end of the accounting period, the accountant should
judge which part can be recorded as revenue, which part relates to the future
periods and must, therefore, be deferred to those period and be considered a
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liability.

Above all, we can dig out that the use of the accrual basis complicates the
accounting process. Then why do we use it? That’s because the measurement result
of an entity’s financial condition and operating performance based on accrual basis
is more representative than that based on cash basis. Meanwhile, if without accrual
basis, it would be unnecessary to make the time period assumption.

Cash basis accounting is to deal with economic transactions, to recognize
revenues and expenses according to whether actually receipt and payment of
money has incurred. Based on cash basis, if payment is actually paid during one
period, regardless of whether it bring benefits to the company in the current period,
it should be recognized as a cost or expense; If cash is actually received during one
period, regardless whether it’s earned during this period, it should be treated as
revenue.

In practice, immaterial items are frequently handled on cash basis, and some
specific standards also allow the application of cash basis. In China, accrual basis
is required to use.
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The accrual basis indicates a profitable business by $150 000, whereas the
cash basis indicates a loss of $20 000. Accordingly, the cash basis fails to truly
reflect the business activities and would mislead financial information users.

1.3.2 Historical Cost

Measurement attribute is the basis of determining the amount of accounting
elements. According to the Accounting Standards for Business Enterprises in




