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@ Informative Abstract

This chapter mainly introduces the accounting history and it’s development, basic
theories of accounting, and accounting ethics. The basic accounting theories contain
accounting underlying assumption, qualitative characteristics of financial information,

accounting elements and accounting equation.

@ Key and Difficult Points

The basic theories of accounting.

@ Learning Objective

After studying this chapter, you should be

to understand the basic meaning of

%
2

accounting, related theories, and the accounti
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@ Reading Material

No matter people agree or disagree with the effects of globalization, one thing that
most people agree with is that it has transformed our world. The accounting profession,
like many others, has not been immune from these effects. Combined with the
developments in information technology and regulatory changes introduced by
governments, this trilogy has led to a metamorphosis of accounting principles and
practices. The ongoing challenge for our profession is to continually respond as the needs
of the markets in transform.

Accounting Globalization

The environment and platform for financial reporting is becoming universal to the
companies, accountants, investors and governments. The great news for accountants is that
many opportunities have emerged as a result of these changes. Qualified accountants who
have a sound knowledge of accounting from a global context are wanted for their services
across the world by businesses expanding in emerging markets.

1.1 What is Accounting

1. 1.1 Introduction of Accounting

Accounting is an information system that identifies, records, and communicates
relevant, reliable, and comparable information about an organizations business activities
that can be expressed in monetary terms. Identifying business activities requires selecting
transactions and events relevant to an organization. Recording business activities requires
keeping a chronological log of transaction and events measured in monetary unit and
classified and summarized in a useful format. Communicating business activities requires
preparing accounting reports such as financial statements.

Accounting is a “language”, a language of business for general-purpose in the
world. It is widely used to describe all type of business activities. Accounting is an
information system designed to record. classify and summarize systemically significant
financial and other economic information about business firms, and analyse or
interprets the results, with monetary unit as its main criterion. Accounting as an
information system provides necessary information to the management and those
outside the firm to aid them in their decision making.

So accounting is an information system that identifies. measures and records
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business activities, processes the information of those activities into reports and

financial statements, and communicates these findings to decision-makers.
1. 1.2 Distinction between Bookkeeping and Accounting

Earlier accounting procedures were simple in comparison with modern methods.
The simple bookkeeping(also called recordkeeping) procedures used a hundred years
ago have bookkeeper kept the books of accounts for an organization. Bookkeeping is
an indispensable subset of accounting. Bookkeeping refers to the process of
accumulating, organizing, storing, and accessing the financial information base of an
entity, which is needed for two basic purposes: (1) Facilitating the day-to-day
operations of the entity; (2) Preparing financial statements, tax returns, and internal
reports for managers. Bookkeeping can be deemed as the financial information
infrastructure of an entity. The financial information base should be complete,
accurate, and timely.

Today, a sharp distinction is made between the relatively unchanged work
performed by a bookkeeper and the more sophisticated duties of the accountants. The
bookkeeper simply enters data in financial record books which is just one part of
accounting.

The modern accountant is concerned not only with record keeping but also with a
whole range of activities involving planning and problem solving, control. evaluation,
review, and auditing. The new focus of accounting is on the ultimate needs of those
who use accounting information, whether these users are inside or outside the business
itself. Accounting also identities and communicates information on transactions and
events, and it includes the crucial processes of analysis and interpretation. Accountants
must understand the entire system of records so that they can analyze and interpret

business transactions and events.

Accounting has a long history. Accounting records date back to the ancient
civilizations of China, Babylonia, Greece and Egypt. The rulers used accounting to
track the costs of labour and materials used in building structures such as the great
pyramids. However, the name that looms largest in early accounting history is Luca
Pacioli, who in 1494 first described the system of double-entry bookkeeping used by
Venetian merchants in his “Summa de Arithmetica, Geometria, Proportioni et

Proportionalita”. Businesses and governments had been recording business information
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long before the Venetians. But it was Pacioli who was the first to describe the system
of debits and credits in journals and ledgers which is still the basis of today’s accounting
systems.

The industrial revolution spurred the need for more advanced cost accounting
systems, and the development of corporations created large groups who were not part
of a firm’s management but had a vested interest in the company’s results—namely,
share owners and bondholders who provided external financing. The rising public
status of accountants helped to transform accounting into a profession, first in the
United Kingdom and then in the United States. In 1887, thirty-one accountants joined
together to create the American Association of Public Accountants. The first
standardized test for accountants was given a decade later, and the first CPAs were
licensed in 1896.

The need for accounting has existed as long as there has been business activity.
Double-entry bookkeeping was developed in Europe in the Middle Ages to serve for
ownership. The growth of large stewardship role led to the development of
depreciation accounting and other methods of averaging when the projects spanning
long time periods in the industrial revolution. Over the last 150 years, laws have been
progressively introduced to provide for greater disclosure of financial information.

The Great Depression led to the creation of the Securities and Exchange
Commission(SEC) in 1934. All publicly-traded companies were required to file periodic
reports with the Commission which had been certified by members of the accounting
profession. The American Institute of Certified Public Accountants(AICPA) and its
predecessors had responsibility for setting accounting standards until 1973, when the
Financial Accounting Standards Board( FASB) was established. Then AICPA and the
FASB began to establish the Generally Accepted Accounting Principles ( GAAP)
standards for the U.S. The accounting industry thrived in the late 20th century, as the
large accounting firms expanded their services beyond the traditional auditing function
to many forms of consulting. However, as their responsibilities expanded beyond that
of financial watchdog, accounting firms also began to get embroiled in corporate
scandals. The Enron scandal, publicized in October 2001, eventually led to the
bankruptcy of the Enron Corporation, an American energy company based in
Houston, Texas, and the dissolution of Arthur Andersen, which was one of the five
largest audit and accountancy partnerships in the world. In addition to being the largest
bankruptcy reorganization in American history at that time, Enron was cited as the
biggest audit failure.

Nowadays. the growth of organization, changes in technology, government

regulation and the globalization of economy, a number of specialized fields of
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accounting have evolved such as human resource accounting, environmental

accounting, all of them promote the development of accounting.

1.3 The Role of Accounting

1.3.1 Functions of Accounting

The three major functions of accounting are: (1) To collect and store data
concerning a business’s financial activities. The information is gathered from source
documents, recorded first in journals and then posted to ledgers either manually or
with accounting software.(2) To supply information that can be used for managerial
reports, financial statements, strategic planning and decision-making.(3) To provide

controls that effectively. efficiently and accurately record and process data.
1.3.2 The Role of Accounting in Business

Businesses both large and small, public and private, for profit and nonprofit, are
driven by numbers. Whether it’s tracking sales, managing inventory or making
payroll, smart managers know that keeping tabs on those numbers is crucial, but
without a solid accounting function, that task can become an organizational nightmare.
Organizations which are seeking a well-rounded accounting function need to consider

several aspects of accounting besides simple debits and credits.

1. Financial Accounting

Financial accounting is mainly a method of reporting the financial performance and
financial position of a business. It is not primarily concerned with providing information
towards the more efficient running of the business. Although financial accounts are of
interest to management, their principal function is to satisfy the information needs of

persons not involved in running the business. It provides historical information.

2. Management Accounting

Management accounting is a profession that involves management decision making,
devising planning, performance management systems, pfoviding expertise in financial
reporting and control to assist management in the formulation and implementation of
an organization’s strategy. The information needed for management go far beyond
those of other users. Managers have the responsibility of planning and controlling the

resources of the business. Therefore they need much more detailed information. They




