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Unit 1 Accountir_)g: a General Introduction

Unit 1

Accounting : a General Introduction

1.1 Definition of Accounting

As one of the oldest profession ,accounting is often called “the language of business” . It is as
old as the civilization of human. The acceleration of change in our society has contributed to in-
creasing complexities in this “language” , which is used in recording and interpreting basic eco-
nomic data for individuals, enterprises , governments and other entities.

But some people often misunderstand accounting as bookkeeping, which is a process of ac-
counting, the means of recording transactions and keeping records. Bookkeeping is the day-to-day
record-keeping involved in the process of accounting,moreover, it is a small,simple but important
part of accounting. Early definitions of accounting generally focused on the traditional record-keep-
ing functions of the accountant. The American Institute of Certified Public Accountant ( AICPA)
defined accounting as“the art of recording, classifying, and summarizing in a significant manner
and in terms of money , transactions and events which are,in part at least,of a financial character,
and interpreting the results thereof . The modern definition of accounting , however,is much broa-
der. It is defined as “an information system that measures, processes,and communicates financial
information about an identifiable economic entity”. Encyclopedia defines accounting as “the
process of maintaining,auditing , and processing financial information for business purposes”.

Therefore , the modemn accountant is concerned not only with record-keeping but also with a
whole range of activities involving planning, problem solving , evaluation , review , and auditing. To-
day’ s accountant focuses on the ultimate needs of those who use accounting information , whether
these users are inside or outside the business itself. Accounting is a link between business activi-
ties and decision makers. Accounting measures businesses business activities by recording data
about them for future use. Then through data processing,the data are sorted and processed to be-
come useful information. Last, the information is communicated , through reports, to those who can

use it in making decisions.
1.1.1 Users of Accounting Information

Accounting and accounting information are used dramatically and commonly. The users of
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accounting information can be divided roughly into two groups:

(1) those who have a direct interest in the business including management ;

(2) those who have an indirect interest in the business.

The direct users include the present and potential investors. They are interested in the past
success of the business and its potential earnings in the future ;the present and potential creditors
also have direct interest in the business. Most companies must borrow money for operating needs.
The creditors, who lend money or deliver goods and services before being paid to the company, are
interested in whether the company will have cash to pay the interest and repay the debt at fixed
time. Banks , finance companies, mortgage companies, securities firms, suppliers, and individuals
who led money expect to analyze a company’ s financial position before making a loan to the com-
pany ;the management is the group in a business who has overall responsibility for operating the
business and for achieving the business goals. In a small business, management may include the
owners of the business;In a large business, management often consists of hired managers. Manag-
ers must make the right decisions on the basis of timely and correct information.

Tax Authorities Governments are financed through the collection of taxes,such as income ta-
xes , social security and payroll taxes. Each tax requires special tax returns and often a complex set
of records as well. Tax authorities don’t have direct financial interest in the company,but they
usually analyze the tax status undertaken by a business to establish tax policy. Those who advise
investors and creditors have an indirect interest in the financial performance of a business. Includ-
ed are financial analysts and advisers, brokers, lawyers, economists and the financial press. Also
the customers and the general public are concerned about the operating results, the effects that

corporations have on inflation , environment ,social problems,and the quality of life.
1.1.2 Accounting Profession

There are several types of accounting in practice. The most common types are public account-
ing, government accounting, management accounting, and internal auditing.

Public accountants who usually are Certified Public Accountants( CPAs) work in their own
business or work for accounting firms that provide accounting services to individuals, businesses,
and governments. Those services contain accounting, auditing, tax, and censulting services. Some
public accountants concentrate on tax matters,some public accountants advise the companies of
the compensation or employee health-care benefits. Some public accountants specialize in forensic
accounting.

The profession flourishes in China. China needs about 350 thousand CPAs. In the future 10
years,, CPAs will be on the top of the list of the first 15 kinds of persons with ability that are most
needed in China.

Government accountants may work for the local or state level. Their main tasks are to admin-
ister and formulate budgets ,to track costs and to analyze programs. They must follow special proce-
dures and regulations and reports for government officials. They have good opportunity to be con-

troller or to be put in higher administrative positions.
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Unit 1 Accounting: a General introduction

Management accountants work in companies and help the management make decisions. They
provide the management advice about capital budgeting and business analysis. Their work involves
analyzing new contracts and expenses efficiently. It also includes the analysis of the organizations.
In addition , management accountants create budgets and manage costs and assets.

Internal auditors check accounting ledgers and financial statements within companies. The
main tasks that they go in for are:to take training to keep skills up to date;to create and develop

auditing systems for companies or individuals;to determine and record the value of real property.
1.1.3 The Accounting Standards Setting Bodies

With the development of the definition of accounting,the principles of accounting have also
changed. They are not natural laws in the sense of the laws of physics and chemistry. They are
man-made rules that depend for their authority upon their general acceptance by the accounting
profession. Currently ,the Financial Accounting Standards Board (FASB),which is composed of
seven full-time members, develops the principles. The FASB develops its statements by using a
feedback process,in which interested people and organizations can participate by communicating
their opinions to the FASB. First,the FASB writes a discussion memorandum , which explains the
topic under current consideration. Then public hearings are held. The groups that most consistently
offer opinions about proposed FASB statements are the Securities Exchange Commission (SEC),
the American Institute of Certified Public Accountants ( AICPA), individual public accounting
firms , the American Accounting Association ( AAA ) ,and companies with a direct interest in a par-

ticular statement that has been proposed by the FASB.

1.1.4 Generally Accepted Accounting Principles

To be useful, financial accounting information must be assembled and reported objectively.
Those who must rely on such information have a right to be assumed that the data are free from bi-
as and inconsistency—whether deliberate or not. For this reason, financial accounting relies on
certain standards or guides that have been proved useful over the years in imparting economic da-
ta. These standards are called generally accepted accounting principles.

The most fundamental concepts underlying the accounting process are(1) an economic entity
assumption, (2) a going-concern assumption, (3) a monetary unit assumption, and{4) a perio-
dicity assumption. The basic principles followed by accountants in recording business transactions
can be classified as (1) the historical cost principle, (2) the revenue realization principle,
(3) the matching principle,(4) the consistency principle, (5) the full disclosure principle , and
(6) the objectivity principle. These principles relate basically to how assets, liabilities, revenues,

and expenses are to be recognized , measured , and reported.




1.2 The Accounting System

1.2.1 Accounting Elements

Financial accounting information is classified into the categories of assets, liabilities, owner’ s
equity , revenues , expenses , and net earnings (or net loss). A good understanding of these account-

ing elements will be a good start in leamning financial accounting.

Assets

Assets are the economic resources that are owned or controlled by a business and can be ex-
pressed in monetary units. Assets can be classified into current assets and non-current assets. Cur-
rent assets are the economic resources that would be liquidated within one year or one operating
cycle ( whichever is longer) . Examples of current assets include cash, short-term investment ( mar-
ketable securities ) , notes receivable, accounts receivable, supplies, inventories, etc. Non-current
assets consist of long-term investment and those economic resources that are held for operational
purposes. Examples of this kind of assets include plant and equipment,natural resources, and in-
tangible assets.

Liabilities

Liabilities are the obligations or debts that a business must pay in money or services at some
time in the future. They represent creditor’ s claim or equity on the firm’ s assets. Liabilities can
be divided into current liabilities and long-term liabilities. Current liabilities are the debts that are
due within one year or the normal operating cycle , whichever is longer. Examples of current liabil-
ities include notes payable ,short-term accounts payable ,accrued expenses,taxes payable,and cur-
rent portions of long-term payable . Long-term liabilities are the debts whose maturity period is
longer than one year. Long-term notes ,mortgages,and bonds payable are common examples.
Ovwner’ s Equity

Owner’ s equity represents the owner’ s interest in or claim upon a business net assets which
is the difference between the amount of assets and the amount of liabilities. Owner’ s equity in-
cludes owner’ s investment in a business and accumulated operating results since the beginning of
the operation. Capital, proprietorship, net worth and shareholders’ equity are the other terms of
owner’ s equity.

Revenues

Revenues are the economic resources flowing into a business as a result of operational activi-
ties (such as providing goods or services to other economic entities) . Sales revenue ,service reve-
nue, and investment revenue are subdivisions of revenues. Increase in revenues will increase own-
er’ s equity.

Expenses

Expenses are the outflow of a business’ s economic resources resulting from the operational
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activities ( such as purchasing goods or receiving services from other economic entities) . They are
the cost of doing business activities. Cost of goods sold, administrative expenses, selling expenses,
and financial expenses are special terms of expenses. Increase in expenses will decrease owner’ s

equity. Revenues and expenses are the subdivisions of owner’s equity.
Net Earnings ( or Net Loss)

Net earnings (or Net loss) is the result of matching revenues with expenses.
1.2.2 Accounting Equation and the Trial Balance

A business is just like a box. In this box ,there are many kinds of contents and the claim on
these contents. We use the economic resources to describe these contents. The value of these con-
tents must equal the value of the claim on contents. Ancther term for claim is equities. Thus,a
company can be viewed as economic resources and equities:

Economic Resources = Equities

For each company, some of the economic resources are gained from owners and the other
parts are borrowed from creditors. Thus, the equities of economic resources are classified into two
types:owner’ s equity and creditors’ equity. Thus

Economic Resources = Creditors > Equity + Owner’ s Equity

In accounting,the term for economic resources is assets and creditors’ equity is liabilities.
When revenues exceed expenses,net income occurs,and visa verse. The relationship between the
accounting elements can be expressed in a simple mathematical form known as the
accounting equation :

Assets = Liabilities + Owner’ s Equity
On the basis of the accounting equation , the financial position and the operating result of a

business can be recorded and reported to the interested users.
1.2.3 Types of Business Organizations

The three basic forms of business organization are the proprietorship , the partnership ,and the
corporation. Whatever the form, accountants use the entity concept to keep the business’ s records
separate from the personal records of the people who run it. Accountants at all levels must be ethi-
cal to serve their intended purpose.

A business owned by one person is called a sole proprietorship or a single proprietorship. It is
a popular and frequently used form of business organizations. It is prevalent in the retail industry,
handicrafts , agriculture , forestry , fishery , and other service and family workshops.

The simplicity and flexibility make the sole proprietorship popular in most cases. It can be set
up , modified, bought ,sold or terminate very quickly. But everything the proprietors and family own
is always at risk in both personal and business activities.

Partnership is an organization which is formed by at least 2 persons and does not need to cor-
porate in the registration centre. The legal procedure is simple but the liability of the owners is un-

limited. Partnership is an easy way of assembling enough financial and physical resources to make
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it possible to set up or continue a business. If the firm is going to be bankrupt, the whole of the as-
sets of the firm and owners should be paid to the debts. For an LLP (i. e. limited liability partner-
ship) ,the feature is that the liability of the owners is limited. And the liability is limited by the
registered capital.

For an LTD( i. e. limited corporation) ,the procedure of the registration is most complex and
the requirements are most strict. It should be registered in the registration centre and opened after
obtaining the certification. An LTD must have at least 2 executive directors . The liability is limited
by the registered capital.

1.2.4 The Effects of Business Transactions on the Accounting Equation

Every business transaction which is to be considered for accounting i. e. every accounting
transaction, has its effect on the fundamental accounting equation. Each transaction alters the ex-
pressions forming the equation in such a way that the accounting equation is satisfied even after
such an alteration. The values forming the various terms of the expressions within the equation are
altered in such a way that the basic fact/rule/equation(i. e. Capital + Liabilities = Assets) is al-

ways satisfied.

1.3 Recording Business Transactions

1.3.1 The Double-entry System:the Basic Method of Accounting

In the 15" century, a Franciscan Monk, Lucas Pacioli, described a method of arranging ac-
counts in such a way that the dual aspect ( present in every account transaction) would be ex-
pressed by a debit amount and an equal and offsetting credit amount. Double-entry system is the
system under which each transaction is regarded to have two fold aspects and both the aspects are
recorded to obtain complete record of dealings. Double-entry system of bookkeeping adheres to the
rule that for each transaction the debit amount(s) must equal the credit amount(s). That is why

this system is called Double-entry.
Advantages of Double-entry System

(1) It enables to keep a complete record of business transactions.

(2) It provides a check on the arithmetical accuracy of books of accounts based on equality
of debit and credit.

(3) It gives the results of business activities either profit or loss during the accounting period.

(4) It tells the financial position of the business at a point of time. Total resources of the
business, claims of the outsiders,amount due by outsiders etc. are revealed by a statement known
as Balance Sheet.

(5) It makes possible comparison of the current year with those of previous years helping the

owner to manage his business on better lines.




(6) It reduces the chances of errors creeping in the accounting records because of its equali-
ty principle.

(7) It helps to ascertain the details regarding any account easily and accurately. Other sys-
tems of bookkeeping. In addition to the double-entry system,there is also single-entry system.

The single-entry system is a system of bookkeeping in which as a rule only records of cash
and of personal account are maintained;it is always incomplete double entry varying with circum-

stances. Such system may be economical but it is incomplete ,unscientific and full of defects.
1.3.2 Recording Business Transactions

Define key accounting terms .account ,ledger ,debit ,and credit. The account can be viewed
in the form of the letter“T” . The left side of each T-account is its debit side. The right side is its
credit side. The ledger contains a record for each account, groups and numbers accounts by catego-
1y in the following order : assets, liabilities , and owner’ s equity (and its subparts, revenues and ex-
penses ).

Apply the rules of debit and credit. Assets and expenses are increased by debitsand decreased
by credits. Liabilities, owner’ s equity, and revenues are increased by credits and decreased by
debits. The side—debit or credit—of the account in which increases are recorded is that
account’ s normal balance. Thus the normal balance of assets and expenses is a debit,and the nor-
mal balance of liabilities , owner’ s equity ,and revenues is a credit. The withdrawals account , which
decreases owner’ s equity ,has a normal debit balance. Revenues, which are increases in owner’ s
equity ,have a normal credit balance. Expenses, which are decreases in owner’ s equity, have a
normal debit balance.

Record transactions in the journal. The accountant begins the recording process by entering
the transaction’s information in the journal ,a chronological list of all the business’ s transactions.

Post from the journal to the ledger. The information is then transfered to the ledger ac-
counts. Posting references are used to trace amounts back and forth between the journal and the
ledger. Businesses list their account titles and numbers in a chart of accounts.

Prepare a trial balance. A trial balance is a summary of all the account balance in the ledg-
er. When double-entry accounting has been done correctly , the total credits in the trial balance are
equal.

Set up a chart of accounts for a business. The first step in accounting is to set up the chart
of accounts.

Analyze transactions without a journal. Decision-makers may often make decisions without
a complete accounting system. They can analyze the transactions without a journal.

We can now trace the flow of accounting information through these steps:

Business Transactions— Source Documents— Journal Entry— Posting to Ledger— Trial Bal-

ance.




