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Learning objectives

1. Explain the nature of accounting and its main functions.

2. Identify the users of accounting information.

3. Understand the difference between public accounting and private accounting.

4. Understand some of the accounting principles.

Mini case

Andy started a business with $ 50 to earn some extra money. He offered his
service as a helping hands at parties. He would set up the party, serve the food, and
clean up afterward. He spent $ 18 to have 200 fliers printed and $ 15 to purchase
blue aprons. After two months, another partner participated in the business, and in

this month they both earned $ 200 separately.

1.1 The nature of accounting

Accounting is called the language of the business, and most people interact on a

daily basis in some way with business enterprises.
1. 1.1 The concept of accounting

The importance of understanding accounting information is not restricted to
those engaged directly in business. Many people with little knowledge of accounting
must interpret accounting data. For example, lawyers must understand the meaning
of accounting information if they are to represent their clients effectively, marketing
consultants must be aware of the costs of developing advertising campaigns, and en-
gineers and architects must consider cost data when designing equipments and build-
ings. In fact, every person engages in transactions dealing with the financial aspects
of life. Thus, accounting plays a significant role in society, and in a broad sense,
everyone is affected by accounting information. The better you understand the lan-
guage, the better you can manage the {inancial aspects of living.

Early definitions of accounting generally focused on the traditional record-keep-
ing functions of the accountant. In 1941, the American Institute of Certified Public

Accountants ( AICPA) defined accounting as " the art of recording, classifying,
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and summarizing in a significant manner and in terms of money, transactions and e-
vents which are, in part at least, of a financial character, and interpreting the re-
sults thereof. " The modern definition of accounting, however, is much broader. In
1970, the AICPA stated that the function of accounting is "to provide quantitative infor-
mation, primarily financial in nature, about economic entities that is intended to be useful
in making economic decisions".

1. 1.2 Forms of the entity

There are three basic forms of business organizations: the proprietorship, the
partnership and the corporation. Businesses take one of the three forms of organiza-
tions and in some case the accounting procedures depend on the organizational
form. Therefore we should understand the difference between them.

The proprietorship has a single owner, called the proprietor, who is usually al-
so the manager. Proprietorships tend to be small retail establishments and individual
professional businesses, such as those of physicians, lawyers and accountants. From
the accounting viewpoint, each of proprietorship is distinct from its proprietor. Thus, the
accounting records of the proprietorship do not include records of the proprietor’s personal
affairs.

The partnership joins two or more individuals together as co-owners. Each own-
er is a partner. Many retail establishments, as well as some professional organiza-
tions of physicians, lawyers and accountants, are partnerships. Most partnerships
are small and medium-sized, but some are quite large. Accounting treats the partner-
ship as a separate organization, distinct from the personal affairs of partner.

The corporation is a business owned by shareholders. It is a legal entity, an
"artificial person” that conducts its business in its own name. Like the proprietorship
and partnership, the corporation is also an organization with existence separate from

its owners.
1.2 Users of accounting information

1.2.1 Two major functions of accounting

The functions of accounting have increased with the rapid development of man-
agement science. The process of accumulating and reporting financial information that
shows an organization’s financial position and the results of its operations to its inter-
ested users is referred to as financial accounting. Besides financial accounting, ac-

counting provides the management inside an organization with the accounting infor-
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mation needed in the organization’s internal decision-making that relates to planning,
control, and evaluation within an organization. The process of generating and analy-
zing such accounting information for internal decision-making is often referred to as
managerial accounting and the related information reports being prepared are called
internal management reports. As contrasted with financial accounting, managerial

accounting is not governed by generally accepted accounting principles.
1. 2.2 Users of accounting information

Users of accounting information are a diverse group. They may be categorized as
external users or internal users. This distinction allows us to classify accounting into
two fields-financial accounting and managerial accounting.

Financial accounting focuses on information for people outside the
firm. Creditors and outside investors, for example, are not part of the day-to-day
management of a business. Likewise, government agencies and the general public are
external users of a firm’s accounting information. Managerial accounting focuses on
information for internal decision-makers, such as top executives, department heads,
university deans and hospital administrators. In any case, the users include the fol-
lowing ones:

1. External users

Individuals use accounting information in day-to-day affairs to manage their bank
accounts, evaluate job prospects, make investments, and decide whether to rent or
buy a house.

Investors and creditors provide the money that businesses need to begin opera-
tions. To decide whether to help start up a new venture, potential investors evaluate
what return they can reasonably expect on their investment. This means analyzing the
financial statements of the new business. Those people who do invest monitor the
progress of the business by analyzing the company’s financial statements and keeping
up with its developments in the business press. Before making a loan, potential lend-
ers determine the borrower’s ability to meet scheduled payments. This evaluation in-
cludes a projection of future operations, which is based on accounting information.

Government Regulation Agencies ask that businesses, which sell their shares or
borrow money from the public, disclose certain financial information to the investing
public. They base their regulatory activity in part on the accounting information they
receive from the firms that they watch over.

Taxing Authorities levy taxes on individuals and businesses. The amount of the tax is
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figured using accounting information. Businesses determine their goods and services tax and
sales tax based on their accounting records that show how much they have sold. Individuals
and businesses compute their income tax based on how much money their record show they
have earned.

Nonprofit organizations, such as churches, hospitals, government agencies and col-
leges, which operate for purposes other than to earn a profit, use accounting information
in much the same way that profit-oriented businesses do, that is, to manage and control
their operations. Both profit organizations and nonprofit organizations deal with budgets,
payrolls, rent payments, and the like-all from the accounting system.

2. Internal users

Businesses managers of businesses use accounting information to set goals for
their organizations, evaluate their progress toward those goals, and take corrective
action if necessary. Decisions based on accounting information may include which
building and equipment to purchase, how much merchandise inventory to keep on
hand, and how much cash to borrow.

Employees may make wage demands based on the accounting information that

shows their employer’s reported income.

1.3 The accounting profession

The rapid development of accounting in current century brings about large num-
ber of professionally trained accountants. Factors contributing to this development
have been the tremendous growth of economies all over the world and accompanying
increasingly complex taxation and other restrictions imposed on business concerns by
government regulation. Positions in the field of accounting may be divided into sever-
al areas. Two general classifications are public accounting and private accounting.

Private accountants work for a single business such as a local department store,
educational institutions and government agencies. The chief accounting officer usually
has the title of controller, treasurer or chief financial officer. Whatever the title is,
this person usually carries the status of vice-president.

Public accountants are those who serve the general public and collect profession-
al fees for their work, such as doctors and lawyers do. Their work includes auditing,
income tax planning and preparation of returns, management consulting, and vari-
ous accounting services. Public accountants represent about a quarter of all profes-

sional accountants.
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1.4 The accounting principles

The objective of financial report is to provide information to internal and exter-
nal users for their decision-making use. Decision-making requires information that
must be comparable with prior periods as well as other business in the industry. In
other words, accountants need standards in preparing financial statements. These
standards and practices developed over time by the accounting profession are called
generally accepted accounting principles, acronym GAAP. They include four basic

assumptions, four basic principles and four basic constraints.
1.4.1 Basic accounting assumptions

There are four basic accounting assumptions. They are accounting entity as-
sumption, going concern assumption, monetary unit assumption and periodicity as-
sumption.

1. Accounting entity assumption

Under accounting entity concept, for accounting purposes, all forms of busi-
ness concerns 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. As for the trans-
actions between the concern and the owners in accounting procedures, they should be
treated as those with other concerns. As a result, all the accounting records and reports
should be made by a concern as an independent entity rather than by owners personal-
ly. From this point of view, the separate entity is also called "accounting entity".

2. Going concern assumption

Going concern assumption assumes that the business will be in operation indefi-
nitely. This validates the methods of asset capitalization, depreciation, and amorti-
zation. But, when liquidation is certain, this assumption is not applicable.

3. Monetary unit assumption

Monetary unit assumption assumes that a stable currency is going to be the unit
of record. The FASB accepts the nominal value of the US dollar as the monetary unit
of record unadjusted for inflation.

4. Periodicity assumption

Periodicity assumption implies that the economic activities of an enterprise can
be divided into artificial time periods and it is possible to report the complex and on-

going activities of a business in relatively short, distinct time intervals such as one
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