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Learning objectives

1. Explain what accounting is

2. The nature and function of accounting
3. The division of accounting
4

Accounting ethics

1.1  The Role of Accounting in Business

Business is the general term applied to the activities involved in the production and
distribution of goods and services. Accounting is used to record and report the financial
effects of business activities. It provides the means of recording and communicating the
successes and failures of business ofganizations.

All business entities have some common activities. One common activity is the
acquisition of economic resources. These resources, often referred to as “capital”, come
from three sources: (1) investors (owners), (2) creditors (lenders), and (3) the business itself
in the form of earnings that have been retained. Once resources are obtained, they are used

to buy land, buildings, and equipments; to purchase materials and supplies; to pay



ikl E

employees; and to meet any other operating expenses involved in the production and
marketing of goods or services. When goods or services are sold, additional economic
resources are generated. These resources can be used to pay loans, to pay taxes, and to buy
new materials, equipments, and other items needed to continue the operations of the
business.

Accountants measure and communicate the results of these activities. In order to
measure these results as accurate -as possible, accountants follow a fairly standard set of
procedures, usually referred to as the accounting cycle. The cycle includes several steps,
which involve analyzing, classifying, recording, posting, closing, and reporting the

transactions of a business. These steps will be explained in details following chapters.

1.1.1  The Nature and Function of Accounting

Accounting information: uses and users

How do stockholders get information about the financing, investing, and operating
activities of a business? The role of accounting is to provide this information. Accounting
provides data for managers to operate the business and for other stockholders to assess the
performance and financial position of the business.

Accounting is formally defined as a system for providing “quantitative information,
primarily financial in nature, about economic entities that is intended to be useful in making
economic decisions.”

However, many concepts in this chapter also apply to individuals, governments, and
other types of organizations. For example, individuals must account for activities such as
hours worked, checks written, and bills due. Stockholders for individuals include creditors,
dependents, and the government. A main interest of the government is making sure that
individuals pay their proper taxes.

Who makes these decisions and informed judgments? Users of accounting information
include the managers of the entity or organization; the owners of the organization; potential
investors and creditors of the organization; employees; and various federal, state, and local
governmental agencies that are concerned with regulatory and tax matters. The following
illustrates some of the users and uses of accounting information.

(1) Managers: When planning, directing, and controlling, managers make many
decisions and informed judgments. For example, when considering the expansion of a
product line, planning involves identifying and measuring costs and benefits; directing

involves communicating the strategies selected; and controlling involves identifying,
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measuring, and communicating the results of the product line expansion during and after its
implementation.

(2) Investors: When considering whether or not to invest a company, investors use
accounting information to assess the amounts, timing, and uncertainty of future cash returns
on their investment.

(3) Creditors: When determining how much money lend a customer before receiving
payment, creditors assess the probability of collection and the risks of late (or non-)
payment.

(4) Employees: When planning for retirement, employees assess the company’s ability
to offer long-term job prospects and an attractive retirement benefits package.

SEC (Securities and Exchange Commission): When reviewing for compliance with
SEC regulations, analysts determine whether to disclose all required information to
investors or not.

Accounting information must be provided for all kinds of organizations. Not only
profit-seeking businesses need accounting, but not-for-profit social service organizations,
governmental units, educational institutions, social clubs, political committees, and other
groups all require accounting for their economic activities as well.

Accounting is frequently perceived as something that others do, rather than as the
process of providing information that supports decisions and informed judgments.
Relatively few people actually become accountants, but almost all people use accounting
information. The principal objective of this chapter is to help you become an informed user
of accounting information, rather than to prepare you to become an accountant. However,
the essence of this user orientation provides a solid foundation for those students who
choose accounting as his majors.

If you haven’t already experienced the lack of understanding or confusion that results
from looking at one or more financial statements, you have been spared one of life’s
frustrations. Certainly during the course of your formal business education and your
employment experience, you will be presented with financial data. Being an informed user

means knowing how to use those data as information.

1.1.2 The Division of Accounting

1. Financial Accounting
Financial accounting generally refers to the process results in the preparation and

reporting of financial statements for an entity. As will be explained in more details, the
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financial statements present the financial position of an entity at a pointing time, the results
of the entity’s operations for some period of time, the cash flow activities forth same period
of time, answer information about the entity’s financial resources, obligations, owners’
interests, and operations.

Financial accounting is primarily externally oriented. The financial statements are
directed to individuals who are not in a position to be aware of the day-to-day financial and
operating activities of the entity. Financial accounting is also primarily concerned with the
historical results of an entity’s performance. Many corporate annual reports make reference
to the historical nature of financial accounting information to emphasize its importance to
users.

Bookkeeping procedures are used to accumulate the results of many of an entity’s
activities, and these procedures are part of the financial accounting process. Bookkeeping
procedures have been thoroughly systematized using manual, mechanical, and computer
techniques, and although these procedures support the financial accounting process, they
are only a part of the process.

Financial accounting is done by accounting professionals who have generally earned a
Bachelor of Science degree with a major in accounting. The financial accountant is
employed by an entity to use her or his expertise, analytical skills, and judgment in the
many activities that are necessary for the preparation of financial statements. The title
controller is used to designate the chief accounting officer of a corporation. The controller
is usually responsible for both the financial and managerial accounting functions of the
organization.

2. Managerial Accounting/Cost Accounting

Managerial accounting is concerned with the use of economic and financial
information to plan and control many of the activities of the entity and to support the
management decision-making process. Cost accounting is a subset of managerial
accounting that relates to the determination and accumulation of product, process, or
service costs. Managerial accounting and cost accounting have a primarily internal
orientation, as opposed to the primarily external orientation of financial accounting. Much
of the same data used in or generated by the financial accounting process are used in
managerial and cost accounting, but the data are more likely to be used in a future-oriented
way, such as in the preparation of budgets.

3. Governmental and Not-for—Profit Accounting

Governmental units at the municipal, state, and federal level and not-for-profit entities
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such as colleges and universities, hospitals, and voluntary health and welfare organizations
require the same accounting functions to be performed as do other accounting entities.
Religious organizations, labor unions, trade associations, performing arts organizations,
political parties, libraries, museums, country clubs, and many other not-for-profit
organizations employ accountants with similar educational qualifications as those employed
in business and public accounting.

4. Income Tax Accounting

The growing complexity of federal, state, municipal, and foreign income tax laws has
led to a demand for professional accountants who are specialists in various aspects of
taxation. Tax practitioners often develop specialties in the taxation of individuals,
partnerships, corporations, or trusts and estates, or in international tax law issues. These
accountants work for corporations, public accounting firms, governmental units, and other
entities. Many tax accountants have bachelor’s degrees and are CPAs; some are attorneys

as well.

1.2 Accounting Ethics

One of the characteristics frequently associated with any profession is that those
practicing the profession acknowledge the importance of an ethical code. This is especially
important in the accounting profession because so much of an accountant’s work involves
providing information to support the informed judgments and decisions made by users of
accounting information.

The American Institute of Certified Public Accountants (AICPA) and the Institute of
Management Accountants (IMA) have both published ethics codes. The Code Of
Professional Conduct, most recently revised in 1988, was adopted by the membership of
the AICPA. The organization’s bylaws state that members shall conform to the rules of the
Code or be subject to disciplinary action by the AICPA. Although it doesn’t have the same
enforcement mechanism, the IMA’s Standards of Ethical Conduct for Management
Accountants calls on management accountants to maintain the highest standards of ethical
conducts as they fulfill their obligations to the organizations they serve, their profession, the
public, and themselves.

Both codes of conduct identify integrity and objectivity as two of the key elements of
ethical behavior for a professional accountant. Having integrity means being honest and
forthright in dealings and communications with others; objectivity means impartiality and

freedom from conflict of interest. An accountant who lacks integrity and/or objectivity
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cannot be relied upon to produce complete and relevant information with which to make an

informed judgment or decision.
Important Words and Special Terms

accounting [3'kauntin] n. &1t

accountant [3'kauntant] n.2 i 5, H4H

business ['biznis] n. fM; S0l; 41l Bk @k AR (3% 25

distribution [,distri'bju:fan] n.73Ed, 0 4&; B4s; BCAYn; oBECEEE,; BT
Boégd #%

communicate [ka'mju:nikeit] v. 731, £k, XK

acquisition [,&kwi'zifan] n. 3515, ATk

capital ['keaepital] n. H&E, KEFH, %™ a. HEPH, EERN

creditor ['kredita] n. AL

retain [ri'tein] v. {f#%F, (*%

equipment [i'’kwipmant] n. &%, %

expense [ik'spens] n. 74%%,

accurate ['&kjurit] a. AEFAK, KA

taxes [taeksi:z] n. WAL, BifE

function ['fAnkfan] n. ThEE, %y, |EARS vi. &1T, E1FH

Stockholders ['stok, haulda] n. %%

component [kam'paunant] n. Joff, 44, 5 a. AR, MR

strength [stren®] n. /1, /1R, KA&b, 582EF

affected [o'fektid] a. 2|20

reflected [ri'flektid] a. 250, 5 EMM AR

aspect ['®spekt] n. J, Sh5R, MW

structured ['straktfad] a. AR, HEEMH, HHD

impact ['impakt] n. phiy, m2E, v, HTN, HEd, xFee PR

focus ['foukas] n. £E45, FEEE v. S, B, itk

dependent [di'pendant] a. {RFEHT, KN

cost [kost] n. AUHY, #ME, P v. £, E, FE

implementation [,implimen'teifon] n. 223 B, 947, BIT

assess [a'ses] v. {liE, FE

prospects ['prospekts] n. ZE, fE (EAHEE)

package ['paekid3] n. U5, EEHM, fUv. %
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perceive [pa'si:v] v. 50, HE, IAH, BRf#

essence ['esns] n. AT, K5if

orientation [,D(:)rien'teifon] n. Ef7, &EMN, HHSH
document ['dokjumant] n. X, A v. i0&, FSCHEEUEH
routine [ru:'ti:n] a. HHA, FIITH n. BIITASE, HR
financial effects 14 555201

economic resources 223571

accounting cycle 211 EER

operating expenses 227 %7 ]

public accounting /> 21t

potential investors /&7 4% 75 &

not-for-profit social service organizations 375 |44t £ iR 554040
governmental units EURF #.47

educational institutions [ & /4

Exercise

(1) Distinguish the concept of accounting.
(2) The division of accounting.
(3) What is Ethics?



Some of Generally Accepted Accounting

Principles

Learning objectives

1. The monetary convention
Accrual basis
Cash basis

Going concern

LR W

Matching principle and revenue recognition

As a rules, “generally accepted accounting principles (GAAP)”,which are established
in the United States by the Financial Accounting Standards Board (FASB), determine the
proper content of financial statements. GAAP are adopted by the accounting profession as
guidelines for measuring, recording and reporting the financial transactions and activities of
a business. GAAP are so necessary that shareholders can compare the financial condition
and operating results across companies and across time.

In the United States, GAAP is set primarily by the private sector with government
oversight. In many other countries, the government actually sets accounting standards.

Financial Accounting Standards Board (FASB) is responsible for establishing GAAP.



