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Chapter 1

General Introduction

Part | .Accounting And Its Classification

Accounting emerges with the development of social production and the requirements of economic
management and continuously grows with the development of social economy and in turn promotes eco-
nomic prosperity of our society.

Accounting is a managerial activity designed to record, calculate and supervise the process of eco-
nomic activities of a business, provide accounting data and participate in the forecasting and decision —
making of business management in monetary terms. It is a significant component of economic manage-
ment of an enterprise.

Accounting can also be defined as an information system established in every enterprise that pro-
duces and provides financial information as its main task to improve economic efficiency.

Generally, accounting may be divided into two major classifications: financial accounting and

managerial accounting.

Part [ . Accounting Functions

One of the most important functions of the accounting process is to accumulate and report account-
ing information that shows the financial position and operating results of a business. Financial account-
ing prepares accounting reports by recording and summarizing a large portion of routine business trans-
actions, and provides accounting information reflecting the financial position and operating results for
extenal users, such as stockholders, creditors, governmental institutions concemed, etc. As its main
function is to provide business outsiders with financial statements, financial accounting is also called
extemal accounting. Therefore, it must be restricted by law and Generally Accepted Accounting Princi-
ples.

A major function of managerial accounting is to provide information to all levels of the management
of a firm, making an operating decision, formulating a plan and directing and controlling business
management . Managerial accounting lays emphasis on future — projecting operating activities of a busi-
ness, such as setting of management objectives, decision — making, budgeting, etc. It should merely
coincide in their own directives or regulations . Managerial accounting is also known as internal account-
ing since its users are basically inside the organization.
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Part II . Users Of Accounting

Accounting is a business information system. There are a wide range of users of its information
found among all different social strata and in all economic fields. They can be classified into two major
users: direct users and indirect users. Direct users refer to those who are directly beneficial from the
accounting information received from organizations concemed, such as the management of firms, in-
vestors or potential investors, creditors, suppliers and employees. Indirect users refer to those who are
concerned about enterprises out of a certain indirect need, such as clients, securities and exchange an-
alyzers, trade unions, governmental organizations, press media and the public.

The management of a business, on the basis of accounting information, may comprehend and
grasp current financial position and operating results of a business, analyze and judge correctness of its
economic decisions, evaluate the quality of its management performance, formulate and perform work
plans and make internal control .

Investors and their consultants are concemed about operating results of enterprises and profit shar-
ing policy in order to make decisions about whether to acquire, retain or decrease investments.

Creditors lay stress on the understanding of the asset quality, profitability and solvency so as to
determine whether to continue providing loans for enterprises.

Suppliers hope to know credit status of clients to decide whether to grant credit to them.

Taxing agencies, in accordance with accounting reports of a business, may acquaint themselves
with tax status undertaken by a business to establish tax policy.

Part IV . Accounting Profession

Accounting profession comprises public accounting, private accounting and governmental account-

ing in accordance with the type of organizations they serve.
I .Public Accounting

Public accounting is a specialized profession. Public accountants are supposed to possess fine pro-
fessional ethics, high - standard academic research and professional qualification . Individuals who ob-
tain a series of specialized education and necessitated practical experience and acquire license to prac-
tice through a strict and overall national examination may become public accountants. Public accoun-
tants provide accounting services for the social public on a fee basis as the third party independent of
and not affected by others.

I . Private Accounting

Private accounting refers to a profession exercised by accountants who are employed by private
businesses, such as manufacturers, wholesales, retailers and service firms. In the medium — sized or
large enterprise, the controller is on the management board and in charge of the entire accounting work

p— 2 _



and all accountants. In firms accountants should divide the suitable work in order to satisfy the require-

ments of work.

1l . Governmental Accounting

Accountants engaged in governmental accounting are employed by all levels of government agen-
cies . Governmental accounting isn’ t aiming at making profits . Its emphasis is on the management of re-

ceipts and expenditures of budgetary funds.
Part V.Accounting Assumptions And The Major Accounting Principles

Accounting standards or guides relied on by financial accounting consist of a series of assumptions
and principles that serve as basic guidelines in accounting activities. They first emerged in the United
States in the 1930 s, so as to change the status quo of non — standard of accounting process and
nonuniformity of accounting procedures of enterprises in the society at that time. In China, Accounting
Standards for Business Enterprises was published in November, 1992 and put into effect in July,
1993, which has laid the foundation for the setup, development and perfection of China’s accounting
standard system, marked the conjunction between China’s accounting system and international ac-

counting conventions and initially realized the internationalization of China’s accounting.
I . Assumptions

1. Accounting Entity Assumption

Accounting entity refers to the specific object that accounting serves while information is pio-
cessed.

In light of this assumption, an accounting entity must not only be separated from other entities,
but be independent of owners of the enterprises, in other words, what accounting reflects is only eco-
nomic transactions of a special entity, not financial activities of a certain individual owner, nor transac-
tions of other entities. This assumption clearly defines in space the content and scope of accounting cal-
culation.

2. Going - concern Assumption

The continuous and normal operating activities of an enterprise are the premise for accounting cal-
culation. The going — concern assumption refers to any accounting entity being to go on running perma-
nently unless sufficient and negative proofs are provided.

This assumption stabilizes accounting procedures and methods employed in collecting and process-
ing economic information.

Asset valuation, depreciation calculation and accounting report preparation are on the basis of this
assumption .

3. Periodicity Assumption

Enterprises shall account for their transactions, close accounts and prepare financial statements in

distinct accounting periods. In other words, the operating activities of a business should artificially be
J— 3 —_



divided into equal short periods to calculate profits and reflect financial position and operating results of
a business . This division is called an accounting period, typically one year.

Periodicity assumption is a necessary supplement to going — concermn assumption. An accounting
entity will in logic set a time limit for providing accounting information if it operates continuously and
limitlessly .

4. Money — measurement Assumption

Money — measurement assumption requires that accounting information be only measured in terms
of money unit. Accounting is an economic information system, what it receives, processes and sends
are nothing but the information concerning value activities of an accounting entity. Money is the in-

evitable manifestation of value.
I . Principles

1. Reliability Princtple

This principle refers to the fact that the accounting records and financial reports must be based on
financial and economic transactions as they actually take place, in order to objectively reflect the finan-
cial position and operating results of an enterprise. Reliability comprises the following three elements:
(1) truthfulness (2) verifiability (3) objectivity .
2. Relevance Principle

This principle requires that accounting information be designed to meet the requirements of nation-
al macro - economic control, and the needs of all concerned external users to understand an enterprise’
s financial position and operating results, and the needs of management of enterprises to strengthen
their financial management and administration.
3. Comparability Principle

This principle requires that accounting records and financial statements be prepared according to
stipulated accounting methods, and accounting information of enterprises be comparable and convenient
to be analyzed. Different businesses should use the same accounting principles, procedures and meth-
ods when preparing financial statements. It is convenient for users to make comparisons among different
businesses.
4. Consistency Principle

This principle requires that accounting procedures and accounting methods used be consistent from
one period to the other and not be arbitrarily changed. Changes and reasons for changes, if necessary,
and their impact on an enterprise”s financial position and operating results shall be reported in notes to
the financial statements.
5. Timeliness Principle

This principle means that accounting and financial reports preparation must be conducted in a
timely manner and be efficiency — oriented, to ensure that accounting information will be kept consist-
ing in terms of time with its object reflected so that accounting information could be put into use in
time.

6. Clarity Principle



This principle requires that accounting records and financial reports be prepared in a clear, con-
cise manner to facilitate understanding, examination and use.

7. Accrual Principle
This principle requires that income earned and expenses incurred during the period be accounted

for as income and expenses of the period, regardless of whether the amount has been received or paid
during the period.
8. Matching Principle

This refers to the principle that revenue shall be matched with related costs and expenses in ac-
counting, in order to calculate the net income or loss in a certain accounting period or of a certain ac-
counting object . ‘
9. Prudence Principle

Under this doctrine, a method which could not result in illusive profit shall be possible to be cho-
sen when several different methods can be chosen for one accounting item. Principle of prudence should
be followed in reasonably determining the possible loss and expenses, and should not predict the in-
come possibly produced.
10. Historical Cost Principle

Under this principle, except for the exceptions generally confirmed and monetary assets such as
cash, accounts receivable, etc, the obtained assets, expiration and transfer of the assets shall be ac-
counted for at historical cost. Unless otherwise authorized, enterprises may not adjust the carrying value
of their assets at their own discretion . The valuation at historical cost is also applied to liabilities. In ac-
counting practice, liabilities are generally taken into the accounts according to the value of the assets
when obtained, that is, the expenses incurred actually.
11. Distinguishing Revenue Expenditure From Capital Expenditure Principle

This principle requires that a clear distinction be drawn between revenue expenditures and capital
expenditures . Expenditures shall be regarded as revenue expenditure where the benefit to the enterprise
is only related to the current fiscal year; and as capital expenditure where the benefits to the enterprise
last for several fiscal years.
12. Materiality Principle

This principle requires that financial reports reflect comprehensively the financial position and op-
erating results of an enterprise. Transactions relating to major economic activities are to be identified,

appropriately classified and accounted for, and separately reported in financial statements.

Part V] . Accounting Standard Formulating Organizations

All these assumptions and principles have made up an entire set of the Generally Accepted Ac-
counting Principles, which accountants should follow in accounting practice. This is its general accept-
ability and authority as well. The United States has been leading the world in developing accounting
principles and practices . The following organizations there have made the greatest impact on the Gener-

ally Accepted Accounting Principles:



1. American Institute of Certified Public Accountants ( AICPA )

2. American Accounting Association ( AAA )

3.The Financial Accounting Standards Board ( FASB )

4 .The Securities and Exchange Commission ( SEC )

S.The Internal Revenue Service (IRS )

Those organizations are directly concerned with the prescription of accounting standards. They ful-
filled the function of formulating accounting principles.

In 1973, in order to suit the needs of the development of international economic integration,
sponsored by the professional accounting organizations in the USA, Britain, Canada, France, Ger-
many, Australia, Mexico, Holland and Japan, International Aécounting Standards Committee (IASC)
was founded, coordinating the differences between the accounting standards of various countries and for-
mulating and publishing international accounting standards.

New Words and Special Terms

1. classification n. o33 2851
2.emerge v. HE
3. promote v. it
4. prosperity n. - §
5. supervise v. Jlag -3¢
6. participate v. 25
7. forecast v. oy
8. component n, HBER 5
9. enterprise n. afox- AVA: Xivd
10. define v. ... FTEX
11. efficiency n. P&
12. economic management ST ER
13 . managerial activity ERY-= 28|
14. accounting data SR
15. information system E1:8233
16. financial information %15 8.
17 . economic efficiency LTBE
18. financial accounting W %21t
19. managerial accounting HFH&I
20. function n. B R
21.accumulate v. HE
22 . summarize v. WA B
23. routine a. BIATH; B8
24 . transaction n. (—E)X5
25.extemnal a. SRR
26. stockholder n. il &



27 . creditor n. A

28 . institution . AL
29. restrict v. Rl
30. principle n. SR
31.formulate v. ARG MR L
32. emphasis n. HAGEP
33 . objective n. Hix
34 .budget n. WA
35.coincide v. —3 ;MR
36. regulation n. MEEH
37.intemal a. TR
38. accounting process C SR
39. financial position I BRI
40 . operating results LB R
41 . financial statement B i &
42 . external accounting ShREI
43 . Generally Accepted Accounting Principles AR
44, operating decision ZBERE
45 . operating objective ZEH b
46 . intemal accounting wEpeit
47 .stratum (pl.) strata n. B2
48 . beneficial a. A
49 . investor n. 87xE
50. potential a. HIER
51.employee n. e
52.client n. %
53.security n. 3
54. analyzer n. SHE
55 . medium (pl.) media n. ik
56. evaluate v. T4
57 . consultant n. B3R fi)
58. investment 1. E' 84
59. profitability n. FEHEEN
60. solvency n. ZATRE /1
61 .loan n. 570
62 .status n. R
63. acquaint v. 4 F TR
64 . undertake v. _ PRy il
65 . accounting report SRS



66 . profession n.

67 . ethics n.

68 . academic a.

69 . qualification n.
70. license n.

71 . manufacturer n.
72. expenditure n.

73 . budgetary a.

74 . public accounting
75 . private accounting
76. governmental accounting
77 . professional ethics
78 . professional qualification
79. budgetary fund
80. assumption n.

81 . status quo n.

82. non uniformity n.
83. procedure n.

84 . conjunction n.

85 . convention n.

86. initially adv.

87 . entity n.

88. content n.
89.scope n.

90. premise n.

91 . permanently adv.
92 . stabilize v.

93. distinct a.

94 . artificially adv.
95. inevitable a.

96 . manifestation n.
97 . verifiability n.
98. stipulate v.

99. consistent a.

100. arbitrarily adv.
101 . impact n.

102. concise a.

103. facilitate v.

104 doctrine n.
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105.
106.
107.
108.
109.
110.
111.
112.
113.
114.
115.
116.
117.
118.

119

121

123

expiration n.

transfer v.

authorize v.

adjust v.

discretion n.

fiscal a.

identify v.

accounting procedure
Accounting Standards for Business Enterprises
accounting entity assumption
going — concemn assumption
periodicity assumption
accounting period

money — measurement assumption

.reliability principle
120.

relevance principle

. comparability principle
122.

consistency principle

.timeliness principle
124,
125.
126.
127.
128.
129.
130.
131.
132,
133.
134.
135.
136.
137.
138. The Financial Accounting Standards Board (FASB)
139. The Securities and Exchange Commission (SEC)

clarity principle
accrual principle
matching principle
prudence principle
historical cost principle
accounts receivable
distinguishing revenue expenditure
capital expenditure
materiality principle
prescription n.

Sponsor v.

coordinate v.

American Institute of Certified Public Accountants ( AICPA)

American Accounting Association (AAA)

140. The Internal Revenue Service (IRS)

141 . International Accounting Standards Committee (IASC)
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Exercises

I .Fill in the blanks with proper special terms or phrases
1. Accounting can usually be classified into and

2.0ne of the most important functions of the accounting process is to accumulate and report accounting

information that shows the and ' of a fim.

3. Managerial accounting is also termed since its users are basically inside

the organization. »

4. must be restricted by law and Generally Accepted Accounting Principles.

5. Direct users mainly include the of firms, investors or potential investors, ,
and employees. ‘

6. Suppliers hope to know of clients to decide whether to grant credit to

them.

7. Accounting profession comprises ; and govern-

mental accounting.

8. Periodicity assumption is a necessary supplement to )

9. means the specific object that accounting serves while information is pro-
cessed.

10. The valuation at historical cost is applied to as well as

I . Discussion Questions

1.How do you tell the difference between financial and managerial accounting?

2. Will you please name some of the users of accounting information? And for what purposes do they
use accounting information respectively?

3.What’s the prerequisite for becoming a public accountant?

4.How many assumptions and principles are mentioned in this chapter? And what are they?

5.What organizations have made the greatest impact on the Generally Accepted Accounting Principles
in the United States?



