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| CHAPTER

Accounting and Its
- Environment

2t SR

/R
Mini Case

Matthew & Co. makes navigation equipment and wishes to diversify into the production of
hang gliders. The business is based in Shanghai but the owners may be willing to move. The
owners have little knowledge about the market for hang gliders but feel that there is money to
be made in that field. Identify (1) the accounting information that would be relevant; (2) any oth-

er information that would be relevant.

1E3C Text

Accounting has been called” the language of business” and most people interact on a daily ba-

sis in some way with business enterprises.

1.1 Nature and Content of Accounting

1. 1.1 Business Environment

Most organizations engage in some forms of economic activity. Some of them exist as not-for-

profits. These groups may provide services or goods to others but seek to do so without the underly-
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ing goal of generating profits. Most of organizations are businesses. They attempt to earn a return
over the cost of providing services or goods that satisfy the needs or wants of others. Businesses are
typically categorized into three broad groups: service, manufacturing, and merchandising compa-
nies. Businesses operate in many different legal forms according to different jurisdictions. Generally
there are three legal forms of businesses;sole proprietorships, partnerships, and corporations. Near-
ly all organizations use accounting to generate information about their economic activities. This

book focuses on business organizations.
1. 1.2 The Nature and Role of Accounting

First and foremost ,accounting is a service activity. “Its function is to provide quantitative in-
formation , primarily financial in nature, about economic entities that is intended to be useful in mak-
ing economic decisions — in making reasoned choices among alternative courses of action. "' Thus,
accounting is a means to assist a wide variety of parties in making economic decisions. Sound deci-
sions ,based on reliable information , are essential for the efficient distribution and use of the scarce
economic resources. Accounting, therefore , plays an important role in our economic and social sys-

tem.

1. 1.3 Users and Accounting Information

In general , the users( decision makers) of accounting information are divided into two major
categories ; internal and external.

The major internal users are management and directors of the business enterprise. Internal us-
ers need information to assist in planning and controlling enterprise operations and managing en-
terprise resources. The accounting system must provide timely information needed to control day-
to-day operations and to make major planning decisions,such as:Do we make this product or an-
other one? Do we build a new production plant or expand existing facilities? Managerial
accounting ( sometimes referred to as management accounting)is concerned primarily with fi-
nancial reporting for internal users. _

External users include both individuals who have or intend to have a direct economic interest
in a business and those who have an indirect interest because they advise or represent those indi-
viduals with a direct interest. These users include present and potential investors and creditors,
suppliers, customers, financial analysts and advisors, regulatory authorities, the public, etc. Exter-

nal users need diversified information to meet their different objectives. They mainly rely on the in-

1 AICPA. Statement of the Accounting Principles Board No. 4,“Basic Concepts and Accounting Principles Underlying Finan-
cial Statements of Business Enterprises” ,New York : American Institute of Certified Public Accountants,1970, par. 40.

3
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formation provided by management. Financial accounting emphasizes these users’ needs.
1. 1.4 Fields of Accounting

1. Financial Accounting

Financial accounting is the preparation and presentation of financial reports for users who
are not involved in the day-to-day operations of an organization. The information is distributed pni-
marily through general purpose financial statements which suit the decision-making needs of a
range of users. However, many companies issue their financial statements only after an audit by in-
dependent CPAs. An audit is a thorough check of an organization’ s accounting systems and re-
cords;; it is performed to add credibility to the financial statements prepared by an organization’ s
own accountants. The objective of audit is to decide whether the statements reflects the company’ s
financial position and the operating results agree with generally accepted accounting principles
(GAAP).

2. Managerial Accounting

Managerial accounting involves several activities providing information to managers. Cost
accounting is a process of accumulating the information managers need about operating costs and
is useful for evaluating each manager’ s performance. Cost accounting may involve accounting for
the costs of products,services,or specific activities. Budgeting is the process of developing formal
plans for an organization’ s future activities. After the budget has been adopted, it provides a basis

for evaluating actual performance.

1.1.5 The Accounting Process

Accounting process is“ identifying , measuring , recording , and communicating economic infor-
mation to permit informed judgments and decisions by users of information. ”" The first component
of the process is identifying information relevant to business decision making. Only business trans-
actions will be recognized by the accounting system. A business transaction is an event which af-
fects the financial position of an entity and can be reliably measured and recorded. Events such as
an increase in interest rates which will not immediately affect an entity’ s financial position will
not be categorized as business transaction.

The second component is the measuring of information, which refers to the analysis of busi-
ness transactions and the recording and classifying of business transactions. This component identi-

fies how transactions will affect an entity’ s position,and groups together similar items such as

1 AAA. A Statement of Basic Accounting Theory( Evanston) ,1llincis: American Accounting Association, 1966 ,p. 1.
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expenses and income.
The final component is the communicating of relevant information through accounting reports,
such as income statement and the balance sheet, for decision-making purposes for the

various users.

1.2 Objectives of Financial Reporting

The overall objective of financial reporting is to provide financial information useful to exter-
nal users in making economic decisions. Financial reporting includes the finanecial statements and
other forms of communication that provide accounting information, such as corporate annual re-
ports, prospectuses , management forecasts, etc. IASB describes two objectives of financial state-
ments ; (1) provide information about the financial position, performance and changes in financial
position of an entity that is useful to a wide range of users in making economic decisions; (2 ) show
the results of the stewardship of management, or the accountability of management for the resources

entrusted to it.
1.2.1 Financial Position, Performance and Changes in Financial Position

The first objective of financial reporting is to“ provide about the financial position, perform-
ance and changes in financial position of an entity that is useful to a wide range of users in making
economic decisions” . ' For this purpose, financial reporting meets the common needs of most us-
ers. In other words, it is a general purpose financial reporting which does not necessarily provide

all the information that users may need.
1. Financial Position

The financial position of an entity is affected by the economic resources it controls, its finan-
cial structure, its liquidity and solvency, and its capacity to adapt to changes in the environment in
which it operates. Information about the economic resources controlled by the entity and its capaci-
ty in the past to modify these resources is useful in predicting the ability of the entity to generate
cash and cash equivalents in the future. Information about financial structure is useful in predic-
ting future borrowing needs and how future profits and cash flows will be distributed among those
with an interest in the entity ;it is also useful in predicting how successful the entity is likely to be
in raising further finance. Information about liquidity and solvency is useful in predicting the abili-
ty of the entity to meet its financial commitments as they fall due. Information about financial posi-

tion is primarily provided in a balance sheet.

1 Ibid, para 12.
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2. Performance

Information about the performance of an entity,in particular its profitability, is required in or-
der to assess the capacity of the entity to generate cash flows from its existing resource base. Infor-
mation about variability of performance is important in this respect. It is also useful in forming
judgments about the effectiveness with which the entity might employ additional resources. Infor-

mation about performance is primarily provided in an income statement.
3. Changes in the Financial Position

Information concerning changes in the financial position of an entity is useful in order to as-
sess its investing, financing and operating activities during the reporting period. This information is
useful in providing the user with a basis to assess the ability of the entity to generate cash and
cash equivalents and the needs of the entity to utilize those cash flows. In constructing a statement
of changes in financial position,funds usually are defined as cash. Therefore,cash flow statements

provide information about changes in financial position.

1.2.2 Stewardship of Management

The second objective of financial reporting is to“ show the results of the stewardship of man-
agement , or the accountability of management for the resources entrusted to it”'. Managements are
accountable for planning and controlling the operations of the entity to those who provide re-
sources. In a broad sense, because of the influence entities exert on community at both microeco-
nomic and macroeconomic levels,they are accountable to the public. Those users who wish to as-
sess the stewardship or accountability of management do so in order that they may make economic

decisions , for example , whether to hold or sell their investment in the entity or 'whether to reappoint

or replace the management.

1.3 Underlying Assumptions

Traditionally, there are four underlying assumptions : economic entity, going concern, unit of
measurement and accounting period. However IASB states two underlying assumptions in Framework

for the Preparation and Presentation of Financial Statements:accrual basis and going concern.
1.3. 1 Traditional Assumptions

1. Economic Entity

The business enterprise is viewed as a specific economic entity separate and distinct from its

1 IASB,Framework for the Preparation and Presentation of Financial Statements, para. 14.



