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Lesson One
TEXT

A Brief Introduction to Accounting

Accounting information is used for decision making in all
types of organizations —business and nonbusiness —as well as by
both managers and individual citizens. Every person -in society
would benefit from some knowledge of accounting since it is used

Qe vhagt

wherever economic resources are employed.

e

N Accountancy is a professional field whlci~ can lead to careers
ina \lranety of areas, including public accounting firms, business
firms, and governmental organizations. The work of the accoun-
tant centers on systems design, 1&;1);311_;0@[41_11_@_0_@\(_13}3, £l
and the preparatlon or review of financial statemen rgncnal

statements show the results of an organization’s operatlons over
a given period of time, its current financial condition, and

changes in its financial position.

The environment of accounting
Many decisions are made daily in our society that have eco-
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nomic conse ences, such as whether our savings should be in-
a3 . .
vested in sav gs accoun n a bank, in government bonds, or in
the shares of stock issued by business corporations. We may feel
that our savings can be quite safely invested in a savings account
or in a government bond. But we are far less certain about the
outcome of an investment in shares of stock. To make an in-

v formed decision, we need information about the economic activi-

ty ¢ of corporations that issue such shares. And it is here that ac-
¥ ¥,

counting enters the picture, since accountmg is a pnmary source

EA

of information on economic activity. -7
Since economic activity includes the production, exchange,

and consumption of scarce goods, it is found everywhere in our

society. Accounting is nearly as extensive. Accounting is needed

e S e O N N T T
to show Whgﬂ _at_what_cost. This is true

whether resources are used by individuals, business firms, or

not-for-profit entities such as churches, units of government,
T ———— -

and hospitals. Although accounting is used in all types of organi-
zations, our attention here will center on the account‘ing and re-
porting by business firms.

Accounting is the process used to measure and report-to var-
ious users: w%]é inancial information regarding the economic
activity of an organization or unit. Relevant information has
some bearing upon a decision to be made. This information is
primarily financial in nature; that is, it is stated in money terms.

When persons first study accounting, they often confuse
bookkeeping and accounting. Bookkcepting involves the record-
ing of business activities and is a very mechanical process. Ac-
counting includes bookkeeping but goes well beyond it in scope.

¢ 2
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Among other functions, acountants prepare financial state-
ments » C(g_r}"g_clﬂgpdu% » design accounting systems, prepare spe-
cnal studles prepare forecasts and budgetsv%do income tax work,
1

NS

and anal_yze and mterprej_fmanc\al inforfiation.

In performing their work, accountants observe the economic
scene and select (or identify) those events they consider evidence
of economic activity. (The purchase and sale of goods and ser-

vices are examples. ) Then they measure these selected events in

flnancnal terms. Next, they record these measurernents to pro- -

vide a permanent history of the financial activities of the organi-
zation. In orc’Te; ‘to report upon what has happened, accountants
classify their measurements of recorded events into meaningful
groups. The preparation of accoum‘ing reports will require that
accountants summarize these measurements even further. Final-
.ly, accountants may be asked to interpret the contents of their
statements and reports. Interpretations involve explanations of
the uses, meanings, and limitations of accourmng mformanon.

Attention may also be drawn to sngmf:cant items through trend
or ratio analysis. Basrien

Accounting may also be defined as an information system
designed to provide, through the medlum‘\of fman(:lal state-
ments, relevant financial information. Tn des‘ignmg the system,
accountants keep in mind the types of users of the information
(owners, creditors, etc.) and the kinds of decisions they make
that require financial information. Usually, the information pro-
vided relates to the economic resources owned by an organiza-
tion, the claims against these resources, the changes in both re-

sources and claims, and the results of using these resources for a

.3
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given period of time.

Employment opportunities in accounting

In cur society, accountants typically are employed’in (1)
public accounting, (2) private industry, or (3) the not-for-profit
sector. Within each of these areas, specialization is possible; an
accountant may, {or example, be considered an expert in audit-
ing, systems development, budgering, cost accounting. or tax
accounting.
Public accounting

A certified public accountant (CPA) must have passed a rig-
orous national examination prepared and graded by the American
Institute of Certified Public Accountants (AICPA) — the ac-
counting equivalent of the American Bar Association or the
American Medical Association. Having passed the CPA examina-
tion and having met certain other requirements, such as having a
certain number of years of experience, an individual may be li-
censed by the state to practice as a certified public accountant.
As an independent professional, a CPA may offer clients audit-
ing, management advisory, and tax services. Clients may be
business firms, individuals, or not-for-profit organizations.

Auditing When a business seeks a loan or seeks to have its
securities traded on a stock exchange, it is usually required to
provide statements on its financial affairs. Users of these state-
ments may accept and rely upon them more freely when they are
accompanted by an auditor’s opinion (or report). The auditor’s
opinion pertains to the fairness of the statements. In order to
have the knowledge necessary for an informed opinion, the CPA

« 4.



conducts an_audit (examination) of the accounting and related
records and seeks supporting evidence from external sources,
Management advisory services Often from knowledge
gained in an audit, CPAs offer suggestions to their clients on
how to improve their operations. From these and other contacts,
CPAs may be engaged to provide a wide range of management
advisorv services, Such services tend to be accounting related;
for example. they may include the design and installation of an
accounting system or services in the areas of electromic data pro
cessing. inventory control. budgeting. or financial planning.
Tax services CPAs also provide expert advice for the
prepagation of federal, state, and local tax returns. AThe objec-
tive is to determine the proper amount of taxes, due. Of equal im-
portance . because of high tax rates and compléx' tax lzi‘%g.”i:s tax
planning. Proper tax planning requires that the tax effects. if
any. of every major business decision be known and considered
before the decision is made.
Private or industrial accounting
Accountants employed by a single bﬁsiness are referred to as
private or industrial accountants. They may be the employer’s
only accountant, or one of many. They may or may not be
CPAs. If they have passed a rigorous examination prepared and
adminstered by the National Association of Accountants —an or-
ganization for accountants employed in private industry — they
will possess a Certificate in Management Accounting (CMA).
Industrial accountants may specialize in providing certain
services. For example, they may be concerned with recording

events and transactions involving outsiders and in the preparation

«5e
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of financial statements. Alternatively, they may be engaged in
accumulating and controlling the costs of goods manufactured by
their employer. Still others may be specialists in budgeting —that
is, in the development of plans relating to future operations.
Many private accountants become specialists in the design and in-
stallation of systems {or the processing of accounting data. Qth-
ers are internal auditors and are employed by a firm to see that
its policies and procedures are adhered to in its departments and
divisions. These latter individuals may earn the designation, cer-
tified internal auditor (CIA), granted by the Institute of Internal
Auditors.
Accounting in the not-for-profit sector

Many accountants, including CPAs, are employed by not-
for-profit organizations, including governmental agencies at the
federal , state, and local levels, and other organizations. The
governmental accountant is likely to be concerned with the ac-
counting for and control of tax revenues and their expenditure.
Accountants are also employed by governmental agencies whose
function is the regulation of business activity —for example, the
regulation of public utilities by a state public service commission.

Some accountants are also employed in the academic arm of
the profession. Here attention is directed toward the teaching of
accounting, to research into its uses and limitations, and to the
improvement of accounting information and the theories and pro-
cedures under which it is accumulated and communicated.
Internal decisions

In most companies, people at various levels of management
make decisions that require accounting information. These deci-

6



sions can be classified into four major types:

1. Financing decision — deciding what amounts of capital are
needed and whether it is to be secured irom owners or credi-
tors.

2. Resource allocation decisions —deciding how the total capital
of a firm is to be invested, such as the amount invested in ma-
chinery.

3. Production decisions —deciding what products are to be pro-
duced, by what means, and when.

4. Marketing decisions — setting selling prices and advertising
budgets; determining where a firm’ markets are and how
they are to be reached.

Managerial accounting provides information for such man-
agement decisions.

Managerial accounting  Managerial accounting provides
special analyses and other information for internal purposes. The
information ranges from the very broad (long-range planning) to
the quite detailed (why costs varied ‘from their planned levels).
The information must meet two tests, It must be useful, and it
must not cost more to gather than it is worth. It generally re-
lates to a part of a firm, such as a plant or a department, be-
cause this is where most of the decisions are made. It is used to
measure the success of managers in, for example, controlling
costs and to motivate them to help a firm achieve its goals. And
it is forward looking, often involving planning for the future.
External users and their decisions

The external users of accounting information and the types

of questions for which answers are sought can be classified as fol-
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lows

1.

Owners (stockholders)and prospective owners and their ad-
visers —financial analysts and investment counselors. Should
an ownership interest be acquired in this firm? Or, if onc is
now held. should it be increased, decreased, or retained at its
present level? Has the firm earned satisfactory profits?
Creditors and lenders. Should a loan be granted to the firm?
Will the firm he able to pay its debts as they become due?
Employees and their unions. Does the firm have the ability to
pay increased wages? Can it do so without raising prices? Is
the firm financially able to provide permanent employment?
Customers. Will the firm survive long enough to honor its
product warranties? Can the firm install costly pollution con-
trol equipment and still remain profitable ? Are profit margins
reasonable?

Governmental units. Is this firm, a public utility, earning a
fair profit on its capital investment? How much taxes does it
pay? In total, is business activity at a desired level for sound
growth without inflation?

The general public. Are profit margins too high? Are they an
increasing or decreasing part of national income? Are the
firms in this industry contributing to inflations?

Except for uses by governmental units, the information

needs of the above users are met by providing a set of general-

purpose financial statements. These statements are the end prod-

ucts of a process known as financial accounting.

Financial accounting Financial accounting provides state-

ments which describe a firm’ financial position, changes in this

« 8



position. and the results of operations (profitability). Many
companies publish these statements in an annual report. This re-
i ort contains the auditor’s opinic;n as 10 the {airness of the finan-
cial statements. as well as other information about the
company’s activities, products, and plans.

Financial accounting information is historical in nature, be-
ing a report upon what has happened. Because interfirm compar-
isons are often made, the information supplied must conform to
certain standards or principles, ¢alled generally accepted ac-
counting principles (GAAP).

It would be a mistake to assume that a clear-cut distinction
can be drawn between financial accounting information and man-
agerial accounting information. Management officials are keenly
aware of the fact that their jobs may depend upon how the fig-
ures come out in the annual report. Also, much of what is called
managerial accounting information is first accumulated in an ac-
counting system designed with financial reporting in mind.

(From Roger H. Hermanson: Financial Accounting)
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NOTES

1. Every person in society would benefit from some knowledge of
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accounting since it is used wherever economic resources arc

employed.
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wherever economic resouces are cmployed AARIEM 4],

. Accounting is nearly as extensive.
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. Accounting is the process used 1o measure and report to vari

ous users relevant financial information regarding the econom

ic activity of an organization or unit.
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4. Accounting may also be defined as an inforrﬁation system de-

signed to provide, through the medium of financial state-

ments , relevant financial information.
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designed = which is designed.

. Users of these statmens may accept and rely upon them more

frecly when they are accompanied by an auditor’s opinion (or

report ),
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. Some accouniits are also employed in the academic arm of

the profession.
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. The information ranges from the very broad (long-range plan-
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