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Lesson 1 Basic Concepts of Accounting™ )

Lesson 1

Basic Concepts of Accounting

A basic economic problem people and business entities facing is how
to allocate their scarce resources among competing alternative uses. Be-
cause resource is limited and there is uncertainty as to which alternative
use of the resource is best, so they need to make decisions that have im-
portant economic consequences.

For example, when the investor thinks about whether to invest his
money into a business, when two companies want to cooperate with each
other in a business project, when a banker considers whether to credit a
Joan to a company, when supplier is going to make a credit sale (or sales
_on account) to his customer, when the taxation inspector of government
taxation agency checks out the fairness of the tax liability of a company,
when financial analyst gives his/her clients or employers advises about
the relative attractiveness of various investment alternatives, when em-
ployees and labor union want to properly evaluate the fairness of their
salary and fringe benefit packages, they all need enough information to
support their decision or judgment. Who always provides them the infor-
mation needed in the decision-making process? The answer is accoun-
tant.

Accounting is a kind of specific information processing system, in
which all the monetary business transactions of a company and their eco-

nomic impacts on that company (business entity) occurred in certain op-
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erating period are collected, recorded, classified, summarized, and re-
ported. The people who conduct such work are called accountants.

Several important concepts are included in this definition of account-
ing:

(1) Accounting is a kind of service activities (Provide periodical in-
formation of certain company).

(2) It provides quantitative information, rather than qualitative,
judgmental evaluations of those activities.

(3) The information provided are primarily financial in nature, and
in monetary terms.

(4) Accounting information system is different from other informa-
tion system because it follows its own unique working standards, lan-
guage, and working process. (These will be explained in later lessons)

(5) Accounting is also dynamic. As the needs of society and the
environmental conditions change, the techniques, concepts, and to some
extent even the basic objectives of accounting must also be changed.

(6) Accounting system must be suitable to the characteristic and
requirement of the entity, such as size, nature of operations, structure of
organization, management system, and the impacts of government poli-
cies, laws and regulations.

As we mentioned above, the users of accounting information may be
divided into two major categories: external users and internal users.

External users are those groups or individuals outside the company
who have not directly relation to the day-to-day operations of the busi-
ness. Among them are absentee owners, potential investors, creditors,
potential creditors, labor union representatives, related government a-
gency and so on.

Internal users include all levels of management personnel of a busi-

ness entity, who are responsible for the planning and controlling of daily
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operations.

Several branches of accounting have evolved to meet the different
needs of those above groups. Three most important branches have been
identified as financial accounting, managerial accounting and cost ac-
counting.

Financial accounting is primarily designed to provide financial state-
ments to external users for their decision purpose, although internal users
also make use of these financial statements in their decision-making pro-
cess.

The function of the financial reports centers on a fair presentation
of: ‘

(1) The performance or profitability of the business operations, to
which the most important data is net income. ‘

(2) The financial condition (or position, or status) of a business
company. This means whether the entity has the ability to pay back its
due debts, along with the potential of generating future positive cash
flows. If a company is unable to meet its mature obligations, the firm’s
survival will be threatened.

(3) The effectiveness of using the resources invested in the enter-
prise.

In view of the diverse range of external users of financial data, the
accounting profession has developed general-purpose financial statements
designed to meet the needs of all the decision-makers.

Generally, the financial information of an entity is disclosed in four
financial statements (and accompanying notes) :

(1) The income statement.

(2) Statement of owners’ equity.

(3) Balance sheet.

(4) Cash flow statement.
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Managerial accounting and Cost accounting are primarily designed to
provide the more detail financial information for internal users, thus as-
sisting them in reaching certain operating decisions. Managerial account-
ing deals heavily in the areas of planning, controlling, and decision-mak-
ing. While cost accounting, as an important aspect of managerial ac-
counting, deals with the collection, allocation and interpretation all the
costs and expenses incurred in business operation.

Once cost is determined, management can proceed with an analysis
of the following:

(1) Anticipated costs for various planning purposes. -

(2) Budgeted versus actual costs for control and evaluation.

(3) Relevant costs of different alternatives needed in decision-mak-
ing.

(4) Costs of producing goods and services used in pricing and in-
ventory valuation.

There are also other classifications of accounting according to their

working field:
1. Public accounting

They render accounting services to all types of entities (e. g., ho-
tels, publishers, equipment manufacturers, and professional sports
clubs). In view of the size and multiple locations of many of their
clients, some public accounting firms have offices from coast to coast and
even in foreign countries, while others operate on a much smaller scale
and are established on a regional or local basis. All of these firms, re-
gardless of scope, employ certified public accountants (CPAs). CPAs are
individuals who, like doctors, dentists, and lawyers, are licensed to
practise their profession. The CPA certificate is granted to the person

who has passed a rigorous two-and-a-half-day examination and meet the
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requirements for certain accounting experience and education.

Public accounting firms perform numerous services to their clients.

Most of their services are in the fields of auditing, income tax consult-

ing, and management advisory services (MAS).

2. Private accounting

[t is sometimes referred to as industrial accounting, which is anoth-
er major branch of the accounting profession. Rather than performs ac-
counting services for many different clients, a private accountant is em-

ployed by one business and renders services exclusively for that business.

3. Government accounting

The last major segment of the accounting profession is composed of
those accountants employed by governmental agencies. Employment may
be at the local, province (state), or central (federal) level.
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New Words, Phrases and Special Terms

accounting [okauntin] n. &it, &%

entity [‘entiti] n.  Fik, Fhk, Mk

scarce [skeas] a. HAH), EHE

loan [loun] n.  $%k, B

monetary ['mAnitarij a. WHK

term [tam] n.  RiE, PR, &&X

transaction [tree'zaekjn] n. %5, ¥l sF, &HFEM
financial [fai'naenfal] n. W58, BWE, WEK, SRK
profitability [iprofito'bileti] n.  BRFIRES, FKAIEEH

. financial status B4R

. financial accounting M%£it

. general purpose financial statement X/t 54R 4

. management [ meenidgmont] n. B, (the~) HHYS,

HEEAR (B

. managerial accounting or management accounting ‘EHH &t

. budget [badzit] n. FiE

budget making FAE 4wl
budget control  FE# ]
public accounting ~ /Aft4 1Jr ?ﬁik it

17 certified public accountant i, FlksiHim

18.

private accounting ~ FABEE ﬂ‘ {h\ﬂk it
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—. Please translate these phrases into English
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. Please translate the following paragraph into Chinese

1. The information reported on periodic financial statements sum-
marizes the economic impacts of a multitude of transactions and other
events occurred in every period in a business entity.

2. Identification, analysis, recording, and classification of the im-
pacts of transactions and other events require an efficient and sophisticat-
ed accounting information system. The larger the entity, the greater the
number of transactions, and consequently, the more complex the infor-
mation processing system.

3. An accounting system must be tailored to the entity’s character-
istics such as size, nature of operations, organizational structure, man-

agement approaches, and the impact of government regulations.
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Lesson 2

The Basic Theory of Accounting

If accounting data were used only in one company, the management
could prescribe the rules and procedure to be followed in preparing finan-
cial information. But many external users of financial statements always
use accounting reports in a comparative way. Such as comparing the data
of company A with those of company B, Index X is compared with Index
Y. As a result of this kind of usage, standards and guidelines are neces-
sary so that accounting information can be compiled and reported in a
manner that will enable those comparisons to be possible. Most common-
ly, these standards and guidelines are referred to as “general accepted ac-
counting principles”. They are the theory underlying the current ac-
counting practice, which all accountants must carefully interpret, apply,
and enforce in their daily works.

Of course, accounting principles are not nature laws, they are man-
made rules, they evaluated from the actual accounting practice. In other
words, they are the most effective working methods and principles that
accountants refined from their daily practice. Accounting principles may
be developed by different organizations in different country or area. For
example, in China, they are made by finance bureau of central govern-
ment, while in America, they made by a social professional organization
named FASB (financial accounting standards board) . Beside, The devel-
opment of accounting theory and generally accepted accounting standards

has also been influenced by the financial community, business enterpris-
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es, governmental regulations, laws, professional accounting organiza-
tions.

Broad Structure of Financial Accounting Theory

Accounting Assumptions

l

Basic Accounting Principles

l

Implementing Measurement Principles

—. Aeccounting Assumptions (also called Environment
Assumptions)

1. Separate-entity assumption

2. Continuity assumption

This assumption supposes that the business is not expected to liqui-
date in the foreseeable future. It does not imply that accountant assumes
permanent continuance, rather a presumption of stability and continuity
for a period of time sufficient to carry out contemplated operations, con-
tracts. For example, depreciation and amortization procedures rely upon
this concept. The estimates of remaining useful life and residual value of
an asset are based upon the asset itself rather than upon an expectation of

early liquidation of the entity.
3. Unit-of-measure assumption

The unit-of-measure assumption asserts that accountants will mea-

sure and report the results of the economic activities of the entity in




