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Introduction

What Is Accounting

Accounting is the language of business. It is the process of analyzing, classifying,
summarizing, and interpreting business transactions in financial or monetary terms. © A
business transaction, or called accounting transaction in accounting, is an event that has a
direct effect on the operation of an economic unit and can be expressed in terms of
money. Business transactions include payment of wages, buying or selling goods or
services, or any other business activities. Just as we need to learn a language so as to
communicate with other people, we must learn “the language of business” so that we are
able to communicate with other business people.

We are living in the Information Age. We need various kinds of information for
making decisions in our life. For instance, we need to know the airfare and the schedule
of flights before we decide to travel to a place. In doing business, one needs a lot more
information for decision making, which is crucial for the success of business.
Accounting provides financial information for decision making about an economic

activity. It is the basis for decision making in business.

@  Accounting is defined in some other ways. One of the most authoritative definitions of accounting was given
in 1966 by the American Accounting Association as “the process of identifying, measuring, and communicating

economic information to permit informed judgments and decisions by the users of the information. ”
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In the past decades, accounting has become an important subject of study in
college. In order to be a successful businessman or businesswoman in the future, a
student must learn to master the skills in accounting practices as well as the basic
knowledge and principles of accounting. With the development of socialist market
economy in our country, accounting has become more and more important in business

education.
A Brief History of Accounting

Accounting has a long history in the world. It is a result of development of
production and economic life of human beings.

In the primitive society, when productivity was extremely low, there was no need
for accounting, because people had nothing left after the consumption of the food they
hunted or fished. Gradually, with the improvement of tools and skills of hunting and
other productions, the primitive people had something left after consumption and they
learnt to count what was left after consumption. For instance, the ancient Chinese
learnt to count by tying knots on a rope; each knot represented a certain event or a
certain number of things. The ancient Egyptians had a way of counting by making
marks on the mud wall. Other ancient people learnt to count with pebbles or stones. All
these ways of counting can be regarded as the “prelude” of accounting.

With the development of production and invention of written language, a primitive
form of bookkeeping came into being in the then civilized countries such as Babylonia,
Egypt, Greece, Rome, India as well as China. This simple way of bookkeeping was
called single-entry bookkeeping, because each transaction was recorded once, involving
only one account. This is regarded as the real beginning of accounting in its sense. In
China, more than two thousand years ago, the government of the Zhou Dynasty had
already established a rather sound system of bookkeeping for management of state
revenues and property called “H i % 2”7, which means calculating the results of
operations each month and summarizing the results each year.

But it was in Italy that a better and more efficient bookkeeping system — the
double-entry bookkeeping was developed and practiced. This was a new stage of
development of accounting in the world.

Italy became a centre of international trade in the Middle Ages, thanks to its

advantageous geographical position and promoted by the Crusades launched by the
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Christians. Business and banking were especially brisk in such cities as Genoa, Florence
and Venice, which called for a more sophisticated and efficient bookkeeping system.
The Italians were the first to use the terms Debit and Credit in their bookkeeping
practices. It was discovered that two account books used in the Bank of Florence in AD
1211 already contained the terms Debit and Credit, and in the fifteenth century, the
double-entry bookkeeping system was further developed and became even more efficient
in the city of Venice. Then, in AD 1494, an Italian mathematician Fra Luca Pacioli of
Venice, summarized the accounting practices of the Italians and published the first
accounting book in the world — Summa de Arithmetica. In this epoch-making work,
the fundamental accounting equation: Assets = Liabilities + Owner’s Equity was
presented. Because of his great contributions to the development of accounting, Pacioli
is often referred to as “Father of Accounting.”

In the following three centuries after Pacioli, double-entry bookkeeping spread and
developed rapidly in Europe, particularly in Northern European countries such as
Germany, Belgium and the Netherlands. A good number of accounting books were
written and published, pushing forward the double-entry bookkeeping system first
developed by the Italians.

Accounting was fully established as a social science in England after the Industrial
Revolution. The rapid development of industrial economy called for a more efficient and
adequate accounting system to serve it, and the development of the corporate enterprises
was a great promotion for its growth. Thanks to the efforts of the accountants and
accounting scholars of Great Britain and the United States, a series of accounting
principles were formulated and accepted by other countries. The famous “True and fair
view” proposed by the English accountants and the Generally Accepted Accounting
Principles (GAAP) developed by the American accountants became the most influential
in the world.

After the Second World War, the United States took the place of Great Britain to
become the leader of the capitalist world. Further development of production and
computerization has helped to make accounting an important science of management.
Accounting practices were put under stronger control of the law. Especially the
requirement of audit by independent Certified Public Accountants (CPA) has further
strengthened this system. At the same time, the structure of accounting has also

changed: a new branch of accounting — managerial accounting, which is separated from
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financial accounting, has grown. It has become a fast developing branch of accounting in
recent years.

In the past decades, especially since 1970s, globalization of the world economy has
promoted the unification of accounting standards of different countries. On June 29,
1973, sixteen accounting organizations from nine countries initiated and established the
International Accounting Standard Committee (IASC) (now known as “IASB”, i e ,
International Accounting Standards Board) with an aim to unify the accounting standards
of different countries in the world. This organization has grown fast since then and has
increased its influence in the world. Nowadays, more and more countries in the world,
including China, Australia, and the EU member countries, have adopted the
International Accounting Standards (IAS) (now called International Financial Reporting
Standards—IFRS) set by the IASB.

The Reform of China’s Accounting System

Accounting in China has taken an arduous road in the past 50 years. In the 1950s,
the newly founded people’s republic strove to build its own accounting system to serve
its socialist economic construction under the planned economy. This accounting system,
which was established by 1957, played an important role in the economic reconstruction
of our country, though it was mostly copied from the former USSR and failed to take
into account the actual conditions of our country.

The “Big Leap Forward” in 1958 brought a disaster to the newly established
accounting system. Influenced by the erroneous political policies, a series of harmful
measures and actions were taken to “simplify” the accounting practices in various
industries and businesses. The newly established accounting system was seriously
damaged. Financial management was reduced to a chaotic state all over the country.

Although some of these erroneous doings were stopped and put right during the
“Readjusting Period” in the early 1960s, the Cultural Revolution that soon followed
brought an even greater disaster to the whole country, accounting having no escape.
Accounting practices were in an anarchic state. In many businesses, the accounting
system was completely destroyed with the collapse of management. The “no-account”
system was a common phenomenon across the country.

Right after the end of the Cultural Revolution, the government took to the restoration of the

accounting system in the country. A series of regulations were enacted and issued. On January
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21, 1985, the first Accounting Law of our country was promulgated. This accounting law
demonstrates China’s decision to adopt the international accounting practices and determination to
reform China’s accounting system so as to serve its open~door policy and modernization.

With the development of our socialist market economy and the country’s further
opening to the outside world, an increasingly urgent need was felt for the unification of
our accounting principles with the accounting principles and practices of other countries
in the world. So, for this purpose, a draft of revised “Accounting Principles of the
People’s Republic of China” was prepared for discussion in September 1990. Through
our own efforts and with the help of accounting experts from other countries, two very
important legal documents about accounting — The Accounting Standards for Business
Enterprises and The General Financial Rules for Business Enterprises — were finally
enacted and came into effect as of July 1st, 1993. These two documents have become the
guidelines of accounting practices in our country. They are a milestone in the
development of accounting in China.

With further economic reform and development of socialist market economy in
China, especially after China’s entry into the WTQ, China’s accounting principles are
now basically unified with the international accounting principles, as illustrated by the
revised Accounting Law and a series of accounting principles and standards. These
accounting principles and standards include four general principles, i. e. , the accounting
entity concept, the going-concern assumption, the time period principle, and monetary
principle; and eight specific principles, i. e. , the objectivity principle, the cost principle,
the realization principle, the matching principle, the consistency principle, the disclosure
principle, the materiality principle, and the conservatism principle. A summary of these
accounting principles, compared with the GAAP, will appear in Appendix A.

On February 15, 2006, the Ministry of Finance published the newly revised
accounting principles for business enterprises and auditing rules for CPAs in China.
This great event illustrated further unification of Chinese accounting system with
international accounting system. It is a new milestone in the development of accounting
in our country. They will no doubt greatly facilitate the communication of accounting
information between our country and the outside world and accelerate the development
of socialist market economy in China. The new Chinese accounting standards have been
put into effect since January 1, 2007 and are applicable to all the listed enterprises in

China. The implementation of this set of new standards has further promoted the
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harmonization of Chinese accounting standards with the international financial reporting

standards (IFRS).
Accounting and Bookkeeping

Accounting is often confused with bookkeeping. Although accounting and
bookkeeping are closely related, there are differences between them. Bookkeeping
means the recording of transactions, i. e. , the record-making phase of accounting. The
recording of transactions tends to be mechanical and repetitive; it is only a small part of
accounting and probably the simplest part. Accounting includes bookkeeping but goes
well beyond it in scope. It not only includes the maintenance of accounting records, but
also the design of efficient accounting systems, the performance of audits, the
development of forecasts, income tax work, and the interpretation of accounting
information. A person might become a reasonably proficient bookkeeper in a few weeks
or months; however, to become a professional accountant requires several years of study

and experience.
Classification of Accounting

Accounting can be classified in different ways. The two most popular ways of
classifying accounting are: (1) private accounting versus public accounting; (2)

financial accounting versus managerial accounting.
Private Accounting vs. Public Accounting

According to the kinds of “clients” of accounting, accounting can be classified into
private accounting and public accounting. Private accounting is the accounting serving a
single organization, such as a department store, a school or a hospital. The chief
accounting officer of a business is usually a member of the management team. He is
called the controller in the United States.

Public accounting is the accounting serving the whole society. This mainly refers to the
services provided by an independent CPA firm. Certified public accountants of a CPA firm are
independent professional persons comparable to attorneys. They offer accounting services to
clients for a fee. A CPA firm performs audits of a business and gives auditors’ report. To perform
an audit of a business, the CPA firm makes a careful study of the company’s accounting system

and gathers evidence both from within the business and from outside sources. This evidence
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enables the CPA firm to express its professional opinion as to the fairness and reliability of the
financial statements. The accountants of a CPA firm should have a CPA certificate so as to offer
accounting services to clients. In the past decade, many CPA firms have been opened in China.

They are playing an increasingly important role in our economic life.
Financial Accounting vs. Managerial Accounting

According to the functions of accounting, accounting can be classified into financial
accounting and managerial accounting.

Financial accounting records the transactions of a business entity and summarizes
them in accordance with accounting principles and company law. The end product of
financial accounting is the “annual financial statement” which typically contains an
income statement, a balance sheet, a statement of cash flows, with necessary notes to
the statements (usually together with a directors’ report and a chairman’s statement).
In essence, these financial statements are an exercise in stewardship or accountability.
The published financial statements of a corporation are the responsibility of the
directors. The directors report in this way to the stockholders who have provided funds
to the corporation and who are the owners. This reporting is necessary because of the
separation of ownership and management, which is essential in all but small companies.
These financial statements should be audited by an independent CPA firm and an
auditors’ report is usually included in the published financial statements, in which the
certified public accountants will express their opinion that the financial statements show
(or do not show) a “true and fair view.”

Managerial accounting (or called management accounting) , on the other hand, aims
to help managers to plan and control the business. A variety of information and
presentation formats are required to achieve this objective. Information will both be
historical (reporting past performance) and future-oriented (estimating the future).
Managerial accounting information is presented in a manner that is most relevant and
useful to the manager. However, it is important to realize that both financial and
managerial accounting information is derived from the same single accounting system.
Essentially it is the way in which the accounting information is presented that

distinguishes financial from managerial accounting.
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Approach to the Study of Accounting

Since accounting deals with business transactions, it is helpful to use a business as
an example and to learn how to deal with the various transactions in its daily operations
with the accounting knowledge and methods which we are going to introduce in the
following chapters. A business is any profit-seeking undertaking or institution. It can be
a small repair shop owned and run by an individual or a giant listed multinational
corporation owned by millions of stockholders in different countries. In contemporary
business, there are three basic forms of business ownership: (1) sole proprietorship,
which is owned and operated by an individual; (2) partnership, which is jointly owned
and operated by a group of co-owners called partners; (3) corporation, which is a legal
entity separate from its investors — the stockholders who own the business by acquiring
its stocks. As the study of accounting is a step-by-step process, let’s start from
accounting for sole proprietorship, the simplest form of business. With the progress of
your study, we will introduce the accounting knowledge and practices for other forms of
business in the rest of the book.

We will use a fictitious business as an example in our study. Assume that this
fictitious business is called Guangli Services. It is a small service-type sole
proprietorship in Guangzhou, offering such services as house-moving or interior
decoration. In the following chapters of this book, you will see how this small business

grows to a partnership and then becomes a public corporation.
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