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Lesson One
Accounting and Its Environment

Accounting is a service activity designed to accumulate,
measure, and communicate cconomic data about organiza-
tions. The information is supplied to managers, creditors,
investors, and other users to assist in the decision—making
process. Managerial accounting deals primarily with the in-
ternal accounting functions of cost determination, planning,
control, and performance gvaluation. Financial accounting is
concerned with reporting to external parties an
organization’ s financial position, changes in that position,
and results of the organization’s operations. The objectives
of both divisions of accounting are measurement and com-
munication.

The boundaries of accounting are established by basic
concepts and assumptions. These concepts and assumptions
include the entity concept, the assumption of arm’s—length
transactions, the concept of money measurement, the
going—concern assumption, and the concept of double—entry
accounting, which is build upon the fundamental accounting
equation: Assets= Liabilities+Owners’ Equity. Collectively,
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they determine the essential characteristics of the accounting
model.

Accounting theory provides the rationale or justification
for accounting practice. It also assists policy makers in de-
veloping new accounting procedures, and provides a frame
of reference for the critical judgments required of account-
ants.

The structure of accounting theory rests on a founda-
tion of basic concepts and assumptions that are very
broad, few in number, and derived from business practice.

The accounting principles based upon this foundation pro-
vide guidelines or directives to action. Accounting proce-
dures are applications of principles in specific circumstances.

Accounting principles have evolved over time to meet
the changing demands of the business environment. They are
therefore not absolute. Only if they prove useful @) they be-
come generally accepted. Accounting principles need To be
applied with judgment.

The enormous range and the diverse nature of generally
accepted accounting principles have prevented accountants
from setting down an authoritative statement of GAAP that
is agreeable to all preparers and users. Some yview this as a
significant problem within the accounting profession. Others
do not; they see the need for continually striving to improve
accounting principles but are not sure that a statement of
principles that covers all situations is possible, or even desir-
able. However, almost all accountants agree that financial



reporting would be improved if the number of alternative-ac-
counting practices were reduced. \,/1;1 v

Since the 1930s, several organizations have been.j.m_\ f
volved in the development of accounting principles. The
American Institute of CPAS(AICPA), the American Ac
counting Association(AAA), the Securities and Exchange
Commission{SEC), and the Financial Accounting Standards
Board(FASB) are among the most prominent. The FASB is
currently the primary standard—setting body for accounting
principles in the private sector.

One cof the most important FASB projects is the
Conceptual Framework Study. It is hoped that this project
will provide a basic framework for accounting and reporting
practices for many years to come. However, given the com-
plexities of business and the judgments required in ac-
counting, no single statement of principles can be expected to

provide conclusive solutions to all accounting problems.
%
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(SEC) EHXHERR

29. the Financial Accounting Standards Board
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1. What is the nature of accounting?
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2. Who are the primary users of accounting data?

3. Distinguish between financial accounting and manage-

ment accounting?

4. What are the essential elements in decision making. and
where does accounting fit into the process?

5. Why does the application of accounting principles require

accountants to use professional judgment?

6. Would vou describe the pra tice of accounting more as a

science or an art? Explain.
E%S]
1. Terms and Concepts

accounting

accounting concepts and assumptions
accounting equation
accounting model
accounting principles
accounting procedures
arm’s—length transaction
business entity
corporation

cost principle
double—entry accounting
financial accounting
going concern



historical cost

management accounting

money measurement

transaction

2. Accounting and the purpose of an accounting system

Accounting is the art of interpreting, measuring, and des-

cribing economic activity. The purpose of an accounting sys-

tem is to develop accounting information about an economic

entity and communicate this info: mation to decision makers.

3.Translate the following into Fr.glish
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1 The Role and Importance of Accounting

Assume that you are applying for a part—time job as an ac-
counting clerk in a retail clothing establishment. Duing
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the interview, the store manager asks how you expect to
contribut. 1o her business. How would you respond?

2 Accounting Information and Decision Making

You are the owner of Accounting Systems Inc., Which sells
Apple computers and related data processing equipment.
You are currently trying to decide whether to continue sel-
ling the Apple computer line or distribute the IBM personal
computer instead. What infrmation do you need to consid-
er in order to determine how successful your business is or
will be? What information would help you decide whether to
sell the Apple or the IBM personal computer line? Use your
imagination and general knowledge of business activity.

3. The Benefits of Studying Accounting

Assume that one of the following describes your future oc-
cupation. How would knowledge of accounting benefit you?
a. Financial executive.

b. City manager.

¢. Financial analyst.

d. Proprietor of a small business.

e. Politician planning to become a representative in

Congress.



FINANCIAL ACCOUNTING AND REPORTING:
A THEORETICAL STRUCTURE

1. Accounting theory provides a general frame of reference
by which accounting principles can be evaluated and
guides the development of new practices and procedures.

2. The structure of financial accounting and reporting theory
is comprised of (1) objectives of financial reporting. (2)
qualitative characteristics of uscful accounting informa-
tion, (3) elements of financial statements, (4) recognition
and measurement principles for the elements, and (5) full
disclosure.

3. The four environmental assumptions underlying the struc-
ture of financial accounting theory are (1) the accounting
entity assumption, (2) the periodicity assumption, (3)the
going concern assumption, and (4)the monetary assump-
tion.

4. The three basic objectives of financial reporting are di-
rected at general purpose financial reporting by business
firms.

5. The qualitative characteristics of useful accounting infor-
mation are pervasive and provide a basis for choosing
among accounting and reporting alternatives.

6. The overriding criterion for choosing among accounting
and reporting alternatives is decision usefulness.



