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Unit One

The Purpose and Nature of Accounting

Learning Objectives:

To understand what accounting is.

To understand the main fields where accountants are engaged in.
To understand the role of accounting.

To understand the accounting process.

Accounting has often been called “the language of business.” People in the business
world — owners, managers, bankers, stockbrokers, attorneys, engineers, investors — use accounting
terms and concepts to describe the events that make up the day-to-day existence of every business,
large or small.

The underlying purpose of accounting is to provide financial information about an economic
entity. In this book the economic entity which we shall be concentrating upon is a business enterprise.
The financial information provided by an accounting system is needed by managerial decision
makers to help them plan and control the activities of the economic entity. Financial information is
also needed by outsiders — owners, creditors, investors, the government, and the public — who
have supplied money to the business or who have some other interest that will be served by
information about its financial position and operating results.

How do business executives know whether a company is earning profits or incurring losses?
How do they know whether the company is solvent or insolvent, and whether it will probably be
solvent, say, a month from today? The answer to both questions in one word is accounting.
Accounting is the process by which the profitability and solvency of a company can be measured,
and it also provides information needed as a basis for making business decisions that will enable
management to guide the company on a profitable and solvent course.

Stated simply, managing a business is a matter of deciding what should be done, seeing to it
that the means are available, and getting people employed in the business to do it. At every step in
this process management is faced with alternatives, and every decision to do something or to refrain
from doing something involves a choice. Successful managers must make the right choice when “the
chips are down.” In most cases the profitability that a good decision will make depends on the
amount and validity of the information that the manager has about the alternatives and their
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consequences. It is seldom that all the information needed is either available or obtainable. Often a
crystal ball in good working order would be helpful. As a practical matter, however, information
which flows from the accounting records, and which can be developed by special analysis of
accounting data constitutes the basis on which a wide variety of business decisions should be made.

For specific examples of these decisions, consider the following questions. What price should a
firm set on its products? If production is increased, what effect will this have on the cost of each unit
produced? Will it be necessary to borrow from the bank? How much will costs increase if a pension
plan is established for employees? Is it more profitable to produce and sell product A or product B?
Shall a given part be made or be bought from suppliers? Should an investment be made in new
equipment? All these issues call for decisions that should depend, in part at least, upon accounting
information. It might be reasonable to turn the question around and ask: What business decisions
could be intelligently made without the use of accounting information? Examples would be hard to
find.

We have already stressed that accounting is a means of measuring the results of business
transactions and of communicating financial information. In addition, the accounting system must
provide the decision-maker with predictive information for making important business decisions in a

changing world.

Special Terms:

1. accounting [e'kauntin] ». 2%, it

2. owner ['auna] n. VwE, FIEA

3. manager [maenidza] n. &8

4. manage ['meenid3] v. ®E, &8

5. banker ['beenka] ». WATH

6. stockbroker ['stok.brauka] n. BEZLAN

7. attorney [a'ta:ni] n. REAN, HEFEA

8. investor [in'vesta] n. #EA

9. business ['biznis] n. Ak, TRk
e, &F, Bl

10. control [kan'traul] v. n. 7BHl, g8

11. creditor [kredita] n. AN

12. executive [ig'zekjutiv] n. RMREEANG

13. firm [fo:m] n. WS, A

14. earn [a:n] v. #1E, BE

15. profit ['profit] n. F7E

16. profitable ['profitabl] adj. AT

17. profitability [,profita'biliti] . IRFfe S

18. loss [las] n. T, MR
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19.
20.
21.
22,
23.
24.
25.
26.
27.
28.
29.
30.
31
32.
33.

35
36

solvent ['solvant] adj.
insolvent [in'solvent] adj.
employee [.emploi'i:] 7.
produce [pra'dju:s] v.
price [prais] n.

cost [kost] n.
pension ['penfan] n.
measure [me3a] v.

accounting system
accounting record ['reko:d]
accounting data ['deita]

. operating result
. chips and down

Review Questions:
What is the purpose of accounting?
Who need financial information? Why ?

1.

W R W N

Reading Comprehension:

Passage

What is accounting?
What is the managers’ job?

production [pra'dakfen] n.

equipment [i kwipmant] n.

business enterprise ['entapraiz]
managerial [[meena'dziarial] decision maker
34. financial [fai'naen| al] position

Exercise One

AT
TelAT eI
3l

A=

Wik

A

BA

BAE

¥,
W

= RS
ESINs
v
Pk Al
ZEREAN
W 5 4Rt
LEYR
fRULEHL

A good decision will make profitability, what does it depend on?

Introduction to Accounting

1. Accounting: an Information System

Basic Function of an Accounting System
In developing information about the activities of a business, every accounting system performs

the following basic functions:

(1) Interpret and record the effects of business transactions.

(2) Classify the effects of similar transactions in a manner that permits determination of the
various totals and subtotals useful to management and used in accounting reports.

(3) Summarize and communicate the information contained in the system to decision makers.

Accounting system is designed to provide information that managers and outsiders can use in

decision making. They also serve other purposes: to produce operating documents, to protect the
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company’s assets, to provide data for company tax returns, and, in some cases, to provide the basis
for reimbursement of costs by clients or customers. The accounting organization also must prepare
documents that serve what might be called private information purpose, such as the employees’ own
records of their salaries and wages. Many of these documents aim to serve other accounting purpose,
but they would have to be prepared even if no information reports were necessary. Measured by the
number of people involved and the amount of time required, document preparation is one of

accounting’s biggest jobs.

Accounting is a system of gathering, summarizing, and communicating financial information
for a business firm, government, or other organization. Accounting, also called accountancy, enables
decision makers to interpret financial information and use results in planning for the future. For
example, such data tell executives which products or departments are doing well and which poorly.

Accounting: The basis for Decision Making

Accounting is the basis for decision making. Its purpose is to provide useful information to a
variety of users so they can make formed decisions.

Accounting and accounting information are used more than commonly realized. The following
sections discuss the range of people and group who use accounting information and decisions they
make.

2. The Role of Accounting

It has been said that accounting is the language of business. Every part of business is affected
by accounting. Management of a business depends on financial information in making sound
operational decisions. Stockholders must have financial information in order to measure
management’s performance and to evaluate their own holdings. Potential investors need financial
data in order to compare prospective investments. Creditors must consider the financial strength of a
business before permitting it to borrow funds. Also, many laws require that extensive financial
information be reported to the various governmental agencies at least annually.

Decision Makers Who Use Accounting Information.

Decision makers need information. The more important the decision is, the greater the need is.
All businesses and most individuals keep accounting records to aid in making decisions. If managers
in a business designed a slogan to expand the company, the result might be the company’s income
statement. Let’s look at some decision makers who use accounting information as follows.

Individuals:

Individuals often keep accounting records to aid decision-making. People often use accounting
information to manage their bank accounts, to evaluate job prospects, and to decide whether to rent
an apartment or buy a house.

Business:

Managers of businesses use accounting information to set goals, to evaluate progress toward
those goals, and to take corrective actions if necessary. Decision based on’ accounting information
may include where to locate a store, how many goods to keep on hand, and how much cash to
borrow.
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Investors and Creditors:

Investors and creditors provide the money a business needs to get started. When a company
opened its first store, the company had no track record. To decide whether to help start a new venture,
potential investors evaluate what income they can expect on their investment. This means analyzing
the financial statements of the business. Before deciding to invest in a company, for example, they
may examine the company’s financial statements. Before making a loan to the company, banks

evaluate the company’s ability to meet scheduled payments.

Government Regulatory Agencies:

Most organizations face government regulation. For example, the Securities and Exchange
Commission (SEC), a federal agency, requires businesses to report certain financial information to
the investing public. The other companies publish annual reports.

Taxing Authorities:

Local, state, and federal governments levy taxes on individuals and businesses. A company
pays property tax on its assets and income tax on its profits. The company also collects sales tax
from customers and forwards the money to the government. Individuals pay income tax on their
earnings. All of these taxes are based on accounting data.

Nonprofit Organization:
Nonprofit organizations — such as churches, hospitals, and government agencies, which

operate for purposes other than profit — use accounting information as profit-oriented business.
Both profit-driven organizations and nonprofit organizations deal with payroll, rent payment, and the
like information from the accounting system.

Other Users:

Employees and labor unions demand wages that come from the employer’s reported income.
And newspapers report “improved profit pictures” of companies. Such news, which depends on
accounting, reports information that affects our standard of living.

Accounting and Bookkeeping:

Persons with little knowledge of accounting may fail to understand the difference between
accounting and bookkeeping. Bookkeeping means the recording of transactions, the record-making
phase of accounting. The recording tends to be mechanical and repetitive; it is only a small part of
the field of accounting and probably the simplest part. At the computer times, people are using
computers to do detailed bookkeeping.

However, accounting includes not only the maintenance of accounting records, but also the
design of efficient accounting systems, the performance of audits, the development of forecasts, the
planning of income tax, and the interpretation of accounting information. Because the work of
interpreting accounting information is such an important part of the accountant’s function,
accounting has usually been described as an art. A person might become a reasonably proficient
bookkeeper in a few weeks or months, however, to be a qualified professional accountant or a

certified accountant requires several years of study and experience.
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3. The Accounting Process

Accounting is the process of analyzing, recording, classifying, summarizing, reporting and
interpreting. These six major phases of accounting process are described below.

Analyzing is the first phase of accounting process. The accountant must look at a transaction or

event and determine its importance to the business.

Recording these transactions is the second phase. Traditionally this meant writing something
by hand. Even today, much of the record keeping in accounting is done manually. However, some
major changes in the business world have been caused by introduction of computers. Even though
the method of entering or recording accounting information has changed, the concept behind the
process has not.

Classifying, phase three of the process, relates to the grouping of like transactions together
rather than keeping a narrative record of many transactions. Like items are grouped in separate
accounts.

Summarizing is the process of bringing together various items of information to determine or
explain a result.

Reporting involves communicating results. In accounting it is common to use tables of
numbers rather than narrative-type reports. Sometimes, however, a combination of tables and
narratives is used.

Interpreting the reported results is the final phase of the process. At this time, attention is
directed to the significance of various matters and relationships. Percentage analyses and rations are
often used to help explain the difference among accounting periods. Footnotes and special captions
also may be valuable in the interpreting phase of accounting.

Words and Expressions:

1. accounting  n. &b, St
2. enterprise 1. a1o0.| 4

3. business . Rk, 4k

4. bookkeeping . #id

5. transaction n. X5, &l
6. investor n. BRE

7. creditor . A

8. interpret v. R

Review and Discussion Questions:

1. What is the meaning of the term “accounting system”?

2. What is the purpose of an accounting system and what is its basic function?
3. Who is responsible for designing and implementing an accounting system?
4. What does an accounting process include?

|2 6



Unit Two

The Generally Accepted Accounting Principles

Learning Objectives:

To explain the meaning of generally accepted principles.
To explain the basic accounting assumptions.
To apply generally accepted accounting principles.

The generally accepted accounting principles may be described as board rules adopted by the
accounting profession as guides in measuring, recording and reporting the financial affairs and
activities of a business. They consist of a number of concepts, principles and assumptions. The
following are the main ones.

1. Separate Entity Concept

“Separate Entity Concept” is applied to all organization forms of business concerns: single
proprietorship, partnership and corporation. A business owned by one person is called a single
proprietorship. Single proprietorship is the most numerous of all business concerns. The owner is
personally responsible for the debts. As a result, if the assets of such a business are not sufficient to
pay its debts, the personal assets may be taken to satisfy them. When a concern is owned by two or
more people, it is called partnership. The owner (known as partners) may distribute the income of
the concern according to the ratio of their investment amount or ratio specifically agreed.
Nevertheless, a partner is personally responsible for all the debts of the partnership, both his (her)
own share and shares of other partners who are unable to pay. Limited partnership is a form of
business where part of the partners bear limited responsibility; while the other part bear unlimited
responsibility who manage the concern and are responsible for all the debts if it isn’t able to pay off.

The capital of corporation is divided into shares with equal amount, the evidence of which is
stock and buyers (owners) of which are stockholders (shareholders). Unlike the owners of single
proprietorship or partnership, the owners of a corporation (stockholders) are not responsible for the
corporation’s debts if it is unable to pay them. Under separate entity concept, for accounting purpose,
all kinds of business concerns are conceived and treated as a separate entity, separate and distinct
from its owners or owners from other concerns. Either the transactions or the assets of a concern
should not include those of the owner or owners. As for the transactions between the concern and the
owners in accounting procedures, they should be treated as those with other concerns. As a result, all
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the accounting records and reports should be made by a concern as an independent entity rather than
by owners personally. From this point of view, the separate entity is also called “accounting entity.”

2. Cost Principle

Under cost principle all goods and services purchased are recorded at cost and appear on the
statements at costs. If several years later the market price has risen, the assets should continue to
appear on the balance sheet at the cost value. This makes no difference.

Costs are cash or cash equivalent basis at the entire cash outlay made to secure the assets or
service. The Objectivity Principle and Continuing Concern Concept discussed below will further
reinforce the argument in this area.

3. Objectivity Principle

The objectivity principle supplies the reason that transactions are recorded at cost, since it
requires that transaction amounts be objectively established. All accounting information must be
based on objective data. As a rule, costs are objective, since they normally are established by buyers
and sellers, each striking the best possible bargain for themselves. Objectivity principle and cost
principle are mutually supported.

4. Continuing Concern Concept

A balance sheet is prepared under the assumption that the concern for which the statement is
made will continue in operation, so for a going concern the assets used in carrying on its operations
are not for sale. Their current market values are not relevant and need not be shown. Also, without a
sale, their current market values usually can not be objectively established as is required by
“objectivity principle.”

However, if a concern is about to be sold or liquidated, the continuing concern concept and the
cost and objectivity principle do not apply in the statements. In such cases, amounts other than costs,
such as estimated market price, become more useful and informative.

5. Stable-Money-Unit Concept

All transactions are measured, recorded and reported in terms of a money unit. Every country
has its own money unit. In the USA, the dollar has been treated as a stable unit of measure, like
gallon, a mile or a meter. However, the dollar, like many other currencies, is not stable in its value.
When the general price level, for instance, doubled, the value of money 50% declined. Nevertheless,
all the assets (liabilities) continue to remain at the cost value when acquired. For example, assume a
company purchased a piece of land ten years ago for $10,000 and sold it today for $20,000. If during
this period the purchasing power of the dollar declined 50%, it can be said that the company is no
better off from this bargain, because the $20,000 will buy no more goods and services today than the
$10,000 ten years ago. Yet the accounting reports show a $10,000 gain from the purchase and sale.

The instability of the dollar or many other currencies as a unit of measure is recognized.
Techniques have been devised to convert the historical dollar of statement amounts into dollar of
current purchasing power. Such statement is called price-level-adjusted statement.

6. Time-Period Concept _

The life of a business often spares many years and its activities go on without interruption over
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the years. However, taxes based on annual income must be paid to governmental units, and the
owners and managers of a business must have a periodic report on its financial progress.
Consequently, a time-period concept is required in accounting. This concept results in division of the
life of a business into time periods of equal length, called accounting periods. Annual accounting

periods, periods of one year in length, are the normal.

Special Terms:
. assumption [8'samp|an] n.

. concern [kan'sa:n] x.

. partnership ['pa:tna[ip] n.
. partner ['pa:tna] n.

~N N AW~

8. reinforce [rizin'fo:s] v.
9. bargain [\ba:gin] ».

. proprietorship [pra'praista[ip] n.

. corporation [[ka:pa'reif an] n.
. equivalent [i'’kwivalant] adj.

10. transaction [treen'zeek[ an] .

11

12.
13.

. establish [is'teeblif] v.
strike [straik] v.
estimate ['estimeit] v.

14, informative [in‘fo:mativ] adj.

15.
16.
17.
18.
19.
20.
21.
22.
23,

24.
25.
26.
27.
28.
29.
30.

currency ['kAransi] n.
technique [tek'ni:k] n.
device [di'vais] n.

convert [kan'va:t] v.
interruption [inta'rapfen] n.
length [lenB] n.

normal ['na:mal] adj.
price-level-adjusted statement

['prinsapl]

cost principle
continuing concern concept

time-period ['piariad] concept

generally accepted accounting principle

separate entity ['entiti] concept ['konsept]
limited responsibility [risponsa'biliti]

objectivity [,obd3ektivati] principle

stable ['steibl] -money-unit concept
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Exercise Two

Review Questions:

What is “Separate Entity Concept”?

What kinds of the business concems are there?
What is “Cost Principle”?

What is “Objectivity Principle”?

What is “Continuing Concern Concept”?
What is “Stable-Money-Unit Concept”?

What is “Time-period Concept™?

<N N R W -

Reading Comprehension:

Passage Accounting Profession

1. Introduction of Accounting

Accounting is a process of recording, classifying, summarizing, and interpreting of those
business activities that can be expressed in monetary terms. A person who specializes in this field is
known as an accountant.

Accounting frequently offers the qualified person an opportunity to move ahead quickly in
today’s business world. Indeed, many of the heads of large corporations throughout the world have
advanced to their positions from the accounting department. Accounting is a basic and vital element
in every modern business. It records the past growth or decline of the business. Careful analysis of
these results and trends may suggest the ways in which the business may grow in the future.
Expansion or reorganization should not be planned without the proper analysis of the accounting
information; and new products and the campaign to advertise and sell them should not be launched
without the help of accounting expertise.

Accounting is one of the fastest growing professions in the modern business world. Every new
store, school, restaurant, or filling station — indeed, any new enterprise of any kind — increases the
demand for accountants. Consequently, the demand for competent accountants is generally much
greater than the supply. Government officials often have a legal background; similarly, the men or
women in management often have a background on accounting. They are usually familiar with the
methodology of finance and the fundamentals of fiscal and business administration.

2. Distinction Between Bookkeeping and Accounting

Earlier accounting procedures were simple in comparison with modern methods. The simple
bookkeeping procedures of a hundred years ago have been replaced in many cases by the
data-processing computer. The control of the fiscal affairs of an organization must be as scientific as
possible in order to be effective.

In the past, a bookkeeper kept the books of accounts for an organization; the present-day
accountants’ job developed from the bookkeeper’s job. Today, a sharp distinction is made between
the relatively unchanged work perfoimed by a bookkeeper and the more sophisticated duties of the
accountants. The bookkeeper simply enters data in financial record books; the accountant must
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understand the entire system of records so that he or she can analyze and interpret business
transactions. To explain the difference briefly, the accountant sets up a bookkeeping system and
interprets the data in it, whereas the bookkeeper performs the routine work of recording figures in
books. Because interpretation of the figures is such an important part of the accountant’s function,

accounting has often been described as an art.

3. Divisions of Accounting

The field of accounting is divided into three broad divisions: public, private, and governmental.
A certified public accountant or a CPA, as the term is usually abbreviated, must pass a series of
examinations, after which he or she receives a certificate. In the United States, the certification
examinations are prepared and administered by the American Institute of Certified Public
Accountants. The various states or other major governmental jurisdictions set additional
qualifications for residence, experience, and so on. The British equivalent for a CPA is called a
chartered accountant. '

CPAs can offer their services to the public on an individual consultant basis for which they
receive a fee. In this respect and many others, they are similar to doctors or lawyers. Like them,
CPAs may be self-employed or partners in a firm; or they may be employed by an accounting firm.

Many accountants work in government offices or for nonprofit organizations. These two areas
are often joined together under the term governmental and institutional accounting. The two are
similar because of legal restrictions in the way in which they receive and spend funds. Therefore, a
legal background is sometimes necessary for this type of accounting practice.

All branches of governments employ accountants. In addition, government-owned corporations
have accountants on their staff. All of these accountants, like those in private industry, work on a
salary basis. They tend to become specialists in limited fields like transportation or public utilities.

Nonprofit organizations are, of course, in business for some purpose other than making money.
They include cultural organizations like symphony orchestras or opera societies, charitable
organizations, religious groups, or corporate-owned research organizations. Although they are
limited in the manner in which they can raise and spend their funds, they usually benefit from special
provisions in the tax laws.

Private accountants, also called executive or administrative accountants, handle the financial
records of a business. Like those who work for the government or nonprofit organizations, they are
salaried rather than paid a fee. Those who work for manufacturing concerns are sometimes called
industrial accountants. Some large corporations employ hundreds of employees in their accounting
offices.

The chief accounting officer of a company is the controller, or comptroller, as he or she is
sometimes called. Controllers are responsible for maintaining the records of the company’s
operations. On the basis of the data that have been recorded, they measure the company’s
performance; they interpret the results of the operations; and they plan and recommend future
actions. This position is very close to the top of management. Indeed, a controller is often just a step
away from being the executive officer of a corporation.
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Many people have chosen accounting as a profession because of its many advantages. Many
jobs are usually available, primarily because the education and training for the accounting career
have not kept pace with the demand for accounting services. Once on the job, private or
governmental accountants have security, and they are usually given the chance to move upward in
the company — sometimes, as we have noted, to the top. Salaries for people with accounting
training are usually good, even on the lower levels, and for those who rise to the top of the
profession, they are correspondingly high. Certified public accountants now enjoy professional

status similar to that of doctors or lawyers.
Words and Expressions:
1. accounting n.
2. record v.
3. classify v.
4. summarize v.
5. campaign n.
6. launch v.
7. filling station
8. competent adj.
9. methodology n.
10. fiscal adj.
11. bookkeeping ».
12. transaction adj.
13. data processing
14. enter v.
15. equivalent 7.
16. abbreviate v.
17. jurisdiction n.
18. chartered accountant
19. partner n.
20. nonprofit organization
21. government and institutional accounting
22, sophisticated adj.
23, public utilities
24. charitable organization
25. executive adj.
26. manufacturing concern
27. maintain v.
28. keep pace with
29. correspondingly adv.
30. professional status
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31. books of accounts Ik, WA

Review and Discussion Questions:

1. What does accounting frequently offer the qualified persons?

2. Why is accounting one of the fastest growing fields in the modern business world?
3. How does the job of a bookkeeper differ from that of an accountant?

4. What are the three broad divisions in the field of accounting?

5. In what respect is a CPA similar to a doctor or a lawyer?
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