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PART |
ACCOUNTING THEORY AND FUNDAMENTALS

Chapter 1 A Basic Outline of Accounting

1. What Is Accounting

Accounting 1s often called”the language of business”. The acceleration of change in our
society has contributed to increasing complexities in this “language”, which 1s used m
recording, summarizing, reporting, and interpreting basic economic data for individuals,
businessess governments, and other entities. Sound decisions,based on rehable information,
are essential for the efficient distribution and use of the nation’s scarce resources.
Accounting, therefore,plays an important role in our economic and social system.

Accounting has been defined broadly as: accounting is the process of identifying,
measuring, and communicating economic information to permit informed judgments and
decisions by users of the information. So accounting is an information system.

This definition implies that accountants must have a broad knowledge of the
socloeconomic environment. Without this knowledge, they would be unable to identify and
develop relevant information. Accordingly, the basic structure of accounting is influenced by
such factors as the political situation, the various types of institutions that provide society

with goods and services, and the legal privileges and restraints within which society lives.
2. Characteristics of Accounting Information

Accounting information 1s composed principally of financial data about business
transactions, expressed in terms of money. The recording of transaction data may take
various forms, such as pen or pencil markings made by hand, printing by mechanical and
electronic devices, etc.

The mere records of transactions are of little use in making“informed judgments and
decisions”. The recorded data must be sorted and summarized before significant reports and

analyses can be prepared. Some of the reports to enterprise managers and to others who need
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economic information may be made frequently. Other reports are issued only at longer
intervals. The usefulness of reports 1s often improved by various kinds of percentage and
trend analyses.

The“basic raw materials” of accounting are composed of business transaction data. Its

“primary end products”are composed of various summaries, analyses, and reports.
3. Users of Accounting Information

Accounting provides the techniques for gathering and the language for communicating
economic data to different individuals and institutions. Investors in a business enterprise need
information about 1ts financial status and 1ts future prospects. Bankers and suppliers appraise
the financial soundness of a business organization and assess the risks involved before making
loans or granting credit. Government agencies are concerned with the financial activities of
business organizations for purposes of taxation and regulation. Employees and their union
representatives are also vitally interested in the stability and the profitability of the
organization that hires them.

The individuals most dependent and most involved with the end products of accounting
are those charged with the responsibility for directing the operations of enterprises. They are
often referred to collectively as“management.” Many day-to-day operations, management
relies upon accounting to provide the amount owed to each creditor and by each customer and
the date each payment is due. Mangers also rely upon accounting information to assist them
in evaluating current operations and in planning future operations. For example,
comparisons of past performance with planned objectives may reveal the means of
accelerating favorable trends and reducing those that are unfavorable.

The process of using accounting to provide information to users is: First, user groups
are identified and their information needs determined. These needs determine which
economic data are gathered and processed by the accounting system. Second, the accounting
system generates reports that communicate essential information to users. For example,
investors need information on the financial condition and results of operations of an
enterprise to assess the profitability and riskiness of their investments in the enterprise. The
accounting system satisfies these needs by recording essential information and periodically
summarizing this information in financial reports. Although the information for one category
of users may differ markedly from that needed by other users, accounting can provide each

user group with economic information to assist them in making decisions regarding future
actions.

4. Specialized Accounting Fields

As in many other areas of human activity during the twentieth century, a number of
specialized fields in accounting have evolved as a result of rapid technological advances and

accelerated economic growth. The most important accounting fields are described briefly in
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the following paragraphs.

Financial accounting 1s concerned with the recording of transactions for a busiess
enterprise or other economic unit and the periodic preparation of various reports from such
records. The reports, which may be for general purposes or for a special purpose, provide
useful information for manages, owners, creditors, governmental agencies, and the general
public. Of particular importance to financial accountants are the rules of accounting, termed
generally accepted accounting principles. Corporate enterprises must employ such principles
1n paring their annual reports on profitability and financial status for their stockholders and
the mvesting public. Comparability of financial reports 1s essential if the nation’s resources
are to be divided among business organizations 1n a socially desirable manner.

Auditing is a freld of activity involving an independent review of the accounting records.
In conducting an audit, public accountants examine the records supporting the financial
reports of an enterprise and give an opinion regarding their fairness and reliability. An
important element of “fairness and reliability”is adherence to generally accepted accounting
principles. In addition to retaining public accountants for a periodic audit, many corporations
have their own permanent staff of internal auditors. Their principal responsibility is to
determine 1f the various operating divisions are following management’s policies and
procedures.

Cost accounting emphasizes the determination and the control of costs. It 1s concerned
primarily with costs of manufacturing processes and of manufactured products. In
addition, one of the most important duties of the cost accountant 1s to gather and explain
cost data. Management uses these data in controlling current operations and 1n planning for
the future.

Management accounting uses both historical and estimated data in assisting management
in daily operations and in planning future operations. It deals with specific problems that
confront enterprise managers at various organizational levels. The management accountant 1s
frequently concerned with 1dentifying alternative courses of action and then helping to select
the best one. For example, the accountant may assist the company treasurer in preparing
plans for future financing, or may develop data for use by the sales manager 1n determining
the selling price to be placed on a new product. In recent years, pubiic accountants have
realized that their tramming and experience umquely qualify them to advise management
personnel on policies and administration. This rapidly growing field of specialization by
CPAs 1s frequently called “management advisory services or administrative services”.

Tax accounting encompasses the preparation of tax returns and the consideration of the
tax consequences of proposed business transactions or alternative courses of action.
Accountants speciahizing in this field, particularly in the area of tax planning, must be
familiar with the tax statutes affecting their employer or clients and also must keep up to date
on administrative regulations and court decisions on tax cases.

Accounting systems 1s the special {ield concerned with the design and implementation of
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procedures for the accumulation and reporting of financial data. The system accountant must
devise appropriate “ checks and balances” to safeguard business assets and provide for
information flow that will be efficient and helpful to management. Familiarity with the uses
and relative merits of various types of data processing equipment is also essential.

Budgetary accounting presents the plan of financial operations for a period and through
records and summaries, provides comparisons of actual operations with the predetermined
plan. A combination of planning and controlling future operations, it is sometimes
considered to be a part of management accounting.

International accounting is concerned with the special problems associated with the
international trade of multinational business organizations. Accountants specializing 1n this
area must be familiar with the influences that custom, law, and taxation of various countries
bring to bear on international operations and accounting principles.

Not-for-profit accounting specializes in recording and reporting the transactions of
various governmental units and other not for profit organizations such as churches, chanties,
and educational institutions. An essential element is an accounting system that will msure
strict adherence on the part of management to restrictions and other requirements imposed by
law. by other institutions, or by individual donors.

Social accounting is a new field of accounting and is the most difficult to describe in a
few words. There have been increasing demands on the profession for measurement of social
costs and benefits which have previously been considered to be unmeasurable, One of the
engagements in this field involved the measurement of traffic patterns in a densely populated
section of the nation. The effort was part of a government study to determine the best use of
transportation funds, not only in terms of facilitating trade but also of assuring a good
environment for the area’s residents. Other innovative engagements have dealt with the best
use of welfare fund in a large city, with the public use of state parks, with wildlife in state
game preserves, and with statewide water and air pollution.

Important Words and Special Terms

(1) accounting (n.) £t &t

(2) accountant (7. ) SR, & AR

(3) accounting information £t ER

(4) financial data(data & datum FIEIEE) &R

(5) business (n.) fll , 278, H Ak, Mk 55
(6) business transaction 2% . 25X 5
(7) enterprise (n. ) o84

(8) economic information Z5ES

(9) business organization LT R

(10) financial activity W55 iEsh, B IE S
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(11) profitability (n.)
(12) end product

(13) creditor (n.)

(14) performance (7. )
(15) favorable (a.)

(16) unfavorable (a.)
(17) accounting system
(18) financial condition
(19) wmvestor (n. )

(20) result of operations
(21) financial report
(22) to make decision
(23) accounting principles
(24) business activity
(25) accounting concepts
(26) financial accounting
(27) economic unit

(28) owner(n. )

(29) governmental agency

(30) generally accepted accounting principles(GAAP)

(31) employ(w. )

(32) prepare(w.)

(33) annual report

(34) stockholder(n.)

(35) audit(n. /v.)

(36) auditing(n. )

(37) accounting records

(38) public accountant

(39) fairmess (n.)

(40) reliability (7. )

(41) periodic audit

(42) corporation (n.)

(43) internal auditor

(44) cost accounting

(45) cost data

(46) management accounting
(47) selling price

(48) management advisory service

(49) management service
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(50) tax accounting BB &1t

(51) tax returns B R, B
(52) budgetary accounting mBE 4t

(53) international accounting E Resit

(54) international trade ERE 5

(55) not-for-profit accounting EEMAL ST
(56) not-for-profit organization EERHR

(57) social accounting et

(58) measurement(n. ) &

S

&

Discussion Questions

Define accounting,.

What are the characteristics of accounting information?

Name some individuals who use accounting information.

Name some mstitutions who use accounting information.

What are the specialized fields of accounting developed in the twentieth century as a result
of the changes 1n 1ts environment?

Define financial accounting.

7. Define management accounting.

8. Define auditing.

1.

Self-Examination Questions

Matching

Match each term with its definition by writing the appropriate letter in the blank.

(1) Accounting
(2) Accounting mformation

(3) Financial accounting

(4) Management accounting

A,

B.
C.

D.

(5) Auditing

The branch of accounting concerned with the recording of transactions for a business and
the periodic preparation of various reports.

A field of activity involving independent review of the accounting records.

The process of identifying, measuring, and communicating economic information to
permit informed judgments and decisions by users of the information.

The branch of accounting using both historical and estimated data in assisting
management in daily operations and in planning future operations.

Financial data which expressed in terms of money.
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2. True/False

Circle T if the statement is true, F if it 1s false.

T
T

—

F (1) The accounting process generates accounting information for users.

F (2) Accounting is often called“the language of business” because it is only used in
business enterprises.

F (3) Accounting information is often expressed in terms of money.

F (4) Users can use accounting information for decision making.

F (5) Specialized accounting fields have evolved as time passed, their generating has no

relations with economic growth,



Chapter 2 Accounting Concepts and Principles

Accounting practice needs certain guidelines to action. Accounting theory provides the
rationale or justification {for accounting practice. The structure of accounting theory rests on
foundation of basic concepts and assumptions that are very broad, few in number, and
derived from accounting practice. The accounting principles based upon this foundation
provide guidelines or directives to accounting practice.

The generally accepted accounting principles (GAAP) are guidelines that govern how
accountants measure, record, and report the transactions and activities of a business, They
describe basic assumptions and general guidelines for preparing financial statements. GAAP
consist of a number of basic accounting concepts and principles. The following are mam

ones:
1. Accounting Concepts

1.1 The business entity concept

Business entity (sometimes called accounting entity) 1s the most basic concept in
accounting. Any economic entity 1s a business unit, which controls resource and engages n
economic activities. For each business entity, a self-contained and double entry bookkeeping
system 1s employed. Transactions between business entities are recorded 1n accounts of both
entities. Each business entity interprets transactions from its own viewpoint. The business
entity concept is applied to all organization forms of business: single proprietorship,
partnership and corporation. Under separate business entity concept, for accounting
purposes, all forms of business organizations are conceived and treated as a separate entity,
separate and distinct from its owner or owners, as well as from other concerns. Either the
transactions or the assets of a concern should not include those of owner or owners. The
transaction of different accounting entities should not be accounted for together. Each
accounting entity should be evaluated separately.
1.2 Going-concern concept

The going-concern concept assumes that the entity will remain in operation for the
foreseeable future. The market value of a business’ assets 1s only relevant if that business 1s
going out of busiess. If an entity will not continue into the future, then historical cost
figures will be irrelevant and the hquidation values will be reported.
1.3 Accounting period concept

Most accounting entities are assumed to have an indefinite hfe. But accountants are
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asked to measure operating progress and changes 1n economic position at relatively short time
intervals during this indefinite life. Consequently, accountants must divide the hife of a
business into time periods of equal length, called accounting period. Accounting period 1s
normally divided into one year, one quarter or one month.
1.4 Stable-monetary-unit concept

Money 1s the common denominator in which accounting measurements are made and
summarized. All transactions are measured, recorded and reported in terms of monetary
unit. For instance, the dollar or any other monetary unit, represents a unit of value; that is,
it reflects ability to command goods and services. The stable-monetary-unit concept 1s the
basis for ignoring the effect of inflation in the accounting records. It allows accountants to
add and subtract dollar amounts as though each dollar has the same purchasing power as any
other dollar at any other time. The purchasing power of money changes as a result of either
inflation or deflation,

2. Accounting principles

2.1 The objectivity (reliability) principle

Accounting records and statements are based on the most reliable data available so that
they will be as accurate and as useful as possible. This guideline 1s the objective principle.
The key of objective principle is that accounting records and financial reports must be based
economic transactions as they actually take place, 1n order to reflect the financial position and
operating results of an enterprise objectively. Without the objective principle, accounting
records would be based on whims and options and subject to dispute.
2.2 The cost principle

The cost principle states that assets and services should be recorded at actual
(historical) cost. The book value of an asset reflects an asset’s worth on the date 1t 1s
acquired. In the case of the cost principle, cost is measured on a cash or equivalent basis.
With the passage of time, the value of an asset often changes. The book value of some assets
1s reduced 1n a rational and systematic way by a process known as depreciation.
2.3 The consistency principle

The consistency principle states that a company should use the same accounting methods
period after period so that the financial statements of prior periods are comparable. The
implication of this principle 1s that users of financial statements can assume that the same
procedures have been used in keeping records and preparing financial statements in previous
years so as to ensure comparability,. However, this does not mean that a company can never
change {from one accounting method to another. Switching to a new method or procedure
must be justified as an improvement in financial reporting.
2.4 Matenality princple

The materiality principle indicates that the requirements of accounting principles may be

ignored 1f their efforts on the financial statements are umimportant to users. An accountant



