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Lead-in Questions

What is accounting?
Who uses the accounting information?

How accounting develops into current form?

Summary of the Unit

In this unit, the term “accounting” is explained first, then followed up
with the history of accounting as well as main categories of accounting. In the
second part of the unit, a case study on Enron scandal is presented and causes

and effects of the scandal are also discussed.
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Text 1 Introduction to Accounting

It is not easy to provide a concise definition of accounting since the word
has a broad application within businesses and applications. The American
Accounting Association® defines accounting as “the process of identifying,
measuring and communicating economic information to permit informed
judgments and decisions by users of the information”.

This definition is a good place to start. Let’s look at the key words in the
above definition:

— It suggests that accounting is about providing information to others.
Accounting information is economic information — it relates to the
financial or economic activities of the business or organization.

— Accounting information needs to be identified and measured. This is done
by way of a “set of accounts”, based on a system of accounting known as
double-entry bookkeeping. The accounting system identifies and records
“accounting transactions”. _

— The “measurement” of accounting information is not a straight-forward
process. It involves making judgments about the value of assets owned by a
business or liabilities owed by a business. It is about accurately measuring
how much profit or loss has been made by a business in a particular period.
As we will see, the measurement of accounting information often requires
subjective judgment to come to a conclusion.

— The definition identifies the need for accounting information to be

communicated. The way in which this communication is achieved may vary.

O XEL&H¥ER: RREBKNSHERAR, ¥ 2N EEXEREH ST BRPRARESHH
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Unit 1 Introduction to Accounting

There are several forms of accounting communication (e. g. annual report
and accounts, management accounting reports), each of which serves a
slightly different purpose. The communication need is about understanding
who needs the accounting information, and what they need to know!

Accounting began thousands of years ago; the earliest accounting records,
which date back more than 7,000 years, were found in the Middle East. The
people of that time relied on primitive accounting methods to record the growth
of crops and herds. Later, as man began to trade, we established the concept
of value and developed a monetary system. Evidence of accounting records can
be found in the Babylonian Empire® (4,500 B.C.), in Pharaohs’ Egypt and in the
Code of Hammurabi® (2,250 B. C.). Eventually, with the advent of taxation,
record keeping became a necessity for governments to sustain social orders.

The Italian Renaissance brought the artistic accomplishments of man to new
heights. At this time, Venice was the business cradle of Europe, and it was here
among merchants that double-entry accounting was invented and practiced. During
this period, Fra ILuca Pacioli wrote his Summa dealing with record keeping and
double-entry accounting, one of the very first published books of the time that
became the accounting “textbook” for the next 500 years. The Summa made Pacioli
a celebrity and insured him a place in history, as “the Father of Accounting”.

Fra Luca Pacioli did not invent double-entry accounting; instead, he
superbly described a method used by merchants in Venice during the Italian
Renaissance. His system included most of today’s accounting routines such as
the use of memorandums, journals and ledgers. His ledger included assets —
receivables and inventories — liabilities, capital, income, and expense
accounts. He described the year-end closing entries and proposed that a trial
balance be used to prove a balanced ledger. In addition, his Summa made

© BEreEH.
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reference to the certification of books, ethics and cost accounting.

However, any view of accounting history that begins with Fra Luca Pacioli’s
contributions will overlook a long evolution of accounting systems in ancient and
medieval times. In attempting to explain why double-entry bookkeeping developed in
the 14th century Italy instead of ancient Greece or Rome, accounting scholar A. C.

Littleton described seven “key ingredients” which led to its creation:

® Private property: The power to change ownership, because bookkeeping is
concerned with recording the facts about property and property rights.

® Capital: Wealth productively employed, because otherwise commerce would
be trivial and credit would not exist.

® Commerce: The interchange of goods on a widespread level, because purely
local trading in small volume would not create the sort of press of business
needed to spur the creation of an organized system to replace the existing
hodgepodge of record-keeping.

® Credit: The present use of future goods, because there would have been
little impetus to record transactions completed on the spot.

® Writing: A mechanism for making a permanent record in a common
language, given the limits of human memory.

® Money: The “common denominator” for exchanges, since there is no need for
bookkeeping except as it r‘educes transactions to a set of monetary values.

® Arithmetic: A method of computing the monetary details of the deal.

The following 500 years see little modification to Pacioli’s system. The
present day trial balance sheet did not get its form until 1868 and the income
statement was developed before World War . In the 1980s, statements of
financial position were developed with the purpose to provide relevant
information about the operating, financing, and investing activities of an

enterprise and the effects of those activities on cash resources.

Today, accounting is called “the language of business” because it is the
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vehicle for reporting financial information about a business entity to many

different groups of people.

e It can be used by the organization’s managers to help them plan and control
the organization’s operations;

® It is used by owners and legislative or regulatory bodies to help them
appraise the organization’s performance and make decisions as to its future;

® The information can be used by owners, lenders, suppliers, employees, and
others to help decide how much time or money to devote to the
organization; by governmental bodies to determine how much tax the
organization must pay; and,

® On occasion, customers can use this information in order to determine the

price to be paid when contracts call for cost-based payments.

Categories of Aceounting

Accounting that provides information to people outside the business entity
is called financial accounting and provides information to present and potential
shareholders, creditors such as banks or vendors, financial analysts,
economists, and government agencies. Because these users have different
needs, the presentation of financial accounts is very structured and subject to
many more rules than management accounting. The body of rules that governs
financial accounting is called Generally Accepted Accounting Principles®, or
GAAP.

Accounting that concentrates on reporting to people inside the business
entity is called management accounting. It is used to provide information to
employees, managers, owner-managers and auditors. Management accounting

is concerned primarily with providing a basis for making management or
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operating decisions.
In contrast to financial accounting information, management accounting

information is:

® designed and intended for use by managers within the organization,
whereas financial accounting information is designed for use by
shareholders and creditors;

o usually confidential and used by management, instead of publicly
reported;
forward-looking, instead of historical;
computed by reference to the needs of managers, often using management
information systems, instead of by reference to financial accounting

standards.

:‘ New Words

. primitive /'primitiv/ adj. very simple and old-fashioned, especially
when something is also not convenient and

: . comfortable & &K -F1&t5; % 649

Pharaoh /'fesrau/ n. a king of ancient Egypt % (FR A H )

~ advent /'eedvont/ n. the coming (of an important event, person,
invention, etc.) (ZZFH4 A KBF)H
A,5 %

renéissance /ro'nersans/ n. the period in Europe, especially Italy, in the
| i “ 14th, 15th, and 16th centuries, when there
- was a new interest in art, Hterature, sc1ence,
. i and learmng XL . '
‘mainly used in Enghsh and other
1anguages, for texts that sum’ up” knewleﬁge*
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trivial /'trivial/ adj. not important or serious; not worth
considering R T &4 ; A8 ; R REH

hodgepodge /'hndzpndz/ n . untidy mixture of different types of things X 4%

arithmetic /o'ri@matik/ n. the type of mathematics that deals with the
adding, multiplying, etc. of numbers JfA&

closing entry 45ic % :
e.g. Closing entries are journal entries made at the end of an accounting

period to transfer temporary accounts to permanent accounts.

cost accounting Ji¥ 42t

e.g. Cost accounting is the process of identifying and evaluating production
costs. ’

property right 7=

e.g. We shall protect the property rights of farmers.

common denominator [ &

e.g. It’s all mixed up, and I don’t know that anyone can find a common
denomiﬁator.

financial accounting W41t

e.g. Financial accounting course is a popular selective course in the
university.

management accounting ‘FH 4t

e.g. Management accounting seeks to create value for the organization by
managing resources, activities and people to achieve the organization’s
goals.

regulatory bodies Wi X5

e.g. The complaint is referred to several regulatory bodies .

1. The Italian Renaissance brought the artistic accomplishments of man to new
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heights.
BRALZLEABAZG L RERRES THOHHE,
man EXEHKRDSAR”, MARE B, ABKRERTHE LK
human.human being, X4 man. humankind, people. mortal %,

2. However, any view of accounting history that begins with Fra Luca Pacioli’s
contributions will overlook a long evolution of accounting systems in ancient
and medieval times.

R, EMAARH A LT R - FF - MAF G TR EAL Bk S
HRARETRA T HL KR T,

XAE)EE S EHRHEFIE: any view . .. contributions, FYEX B K 1B, EE
EAATFRAE T BB 8, 27 ¥ 1B % T IE MBS0 72 8RR
HHBW.

Text 2 Accounting Scandal— Case Study

Enron ‘Corporation (former NYSE, ticker symbol ENE) was an American
energy company based in Houston, Texas. Before its bankruptcy (B7) in late 2001,
Enron employed approximately 22, 000 staff and was one of the world’s leading
electricity, natural gas, communications and pulp (4£3%) and paper companies, with
claimed revenues of nearly $ 101 billion in 2000. Fortune named Enron as
“America’s Most Innovative Company” for six consecutive years.

At the end of 2001, it was revealed that its reported financial condition
was sustained substantially by institutionalized (#i B4k 1), systematic, and
creatively planned accounting fraud (BX7E), known as the “Enron scandal”.

As the scandal unraveled (# Ff), Enron shares dropped from over
U.S. $90.00 to just pennies. Enron had been considered a blue chip stock (%
%), so this was an unprecedented and disastrous event in the financial
world. Enron’s plunge (Jfi k) occurred after it was revealed that much of its

profits and revenue were the result of deals with special purpose entities (455
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H #PLH) (limited partnerships which it controlled). The result was that many
of Enron’s debts and the losses that it suffered were not reported in its financial
statements.

Enron filed for bankruptcy protection in the Southern District of New
York in late 2001 and selected Weil, Gotshal & Manges as its bankruptcy
counsel (4R [E]). It emerged from bankruptcy in November 2004 after one
of the biggest and most complex bankruptcy cases in U. S. history. On
September 7, 2006, Enron sold Prisma Energy International Inc., its last
remaining business, to Ashmore Energy International Ltd. Following the
scandal, lawsuits against Enron’s directors were notable because the directors
settled the suits by paying very significant sums of money personally.

In addition, the scandal caused the dissolution of Arthur Andersen®,
which at the time was one of the world’s top accounting firms. The firm was
found guilty of obstruction of justice in 2002 for destroying documents related to the
Enron audit and was forced to stop auditing public companies. Although the
conviction CHSE) was thrown out (#E&H) in 2005 by the Supreme Court, the damage
to the Andersen name has prevented it from returning as a viable business.

Actually the year 2001 witnessed a series of financial information frauds
involving the above-mentioned Enron Corporation and auditing firm Arthur
Andersen as well as the telecommunications company WorldCom, Qwest and
Sunbeam, among other well-known corporations. These problems highlighted
the need to review the effectiveness of accounting standards, auditing
regulations and corporate governance principles. In some cases, management
manipulated (B0 the figures shown in financial reports to indicate a better
economic performance. In others, tax and regulatory incentives encouraged
over-leveraging of companies and decisions to bear extraordinary and
unjustified risk.

A variety of complex factors created the conditions and culture in which a

series of large corporate frauds occurred between 2000 —2002. The spectaéular,

O RikfELHHITE %P7 (Arthur Andersen) , 7. F 1913 45, 1§ £ £ 23R & K 89 &1 IW 2 45 7 2002
FHEREMEABRHF LS.
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highly-publicized frauds at Enron, WorldCom, and Tyco exposed significant

problems with conflicts of interest and incentive compensation practices. The

analysis of their complex and contentious root causes contributed to the passage

of Sarbanes-Oxley Act (SOX)Q in 2002, which significantly raises criminal

penalties for securities fraud, for destroying, altering or fabricating (4% #&)

records in federal investigations or any scheme or attempt to defraud

shareholders.

Auditor conflicts of interest: Prior to SOX, auditing firms, the primary
financial “watchdogs (MB&811)” for investors, were self-regulated. They
also performed significant non-audit or consulting work for the companies
they audited. Many of these consulting agreements were far more lucrative
than the auditing engagement. This presented at least the appearance of a
conflict of interest. For example, challenging the company’s accounting
approach might damage a client relationship, conceivably placing a
significant consulting arrangement at risk, damaging the auditing firm’s
bottom line (R 2§ L) .

Boardroom failures: Boards of directors, specifically audit committees, are
charged with establishing oversight mechanisms for financial reporting in
U.S. corporations on the behalf of investors. These scandals identified
board members who either did not exercise their responsibilities or did not
have the expertise to understand the complexities of the businesses. In
many cases, Audit committee members were not truly independent of
management.

Securities analysts’ conflicts of interest: The roles of securities analysts, who
make buy and sell recommendations on company stocks and bonds, and
investment bankers, who help provide companies loans or handle mergers
and acquisitions, provide opportunities for conflicts. Similar to the auditor
conflict, issuing a buy or sell recommendation on a stock while providing

© 200247 A, ZEESEXES T Sarbanes-Oxley R (HHK SOX R, IR ERTHEEN 2 7]
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