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Unit 1
Accounting Definition

Accounting is the art of measuring, describing, and interpreting economic activi-
ty. Whether you are preparing a household bﬁdget, halancing your checkbook, pre-
paring your income tax return, or running General Motors, you are working with ac-
counting concepts and accounting information.

Accounting has often been called the *language of business”. Every investor,
manager, and business decision maker needs a clear understanding of accounting terms
and concepts. The underlying purpose of accounting is to provide financial information
for decision making about an economic entity. Business executives and managers need
the financial information provided by an accounting system to help them plan and con-
trol the activities of the business. For example, management needs answers to such
questions as the profitability of each department of the business, the adequacy of the
company’s cash position, and the trend of earnings.

Many businesses also compile nonfinancial information needed for decision mak-
ing. An airline, for example, must have information about on-time arrivals, repair
schedules, and physical examinations of flight crews. The use of computers makes
possible the operation of a management information system ( MIS) which provides deci-
sion makers with both financial and nonfinancial information. The accounting system is
the most extensive and important component of a management information system be-
cause it is used by the entire business entity and by outsiders as well.

Financial information about a business is needed by many outsiders. These outsid-
ers include owners, bankers, other creditors, potential investors, labor unions, gov-
ernment agencies, and the public, because all these groups have supplied money to
the business or have some other interest in the business that will be served by informa-
tion about its financial position and operating results. A labor union, for example,
needs to be informed on a company’s financial strength and profits before beginning ne-
gotiations for a new labor contract. Remember that every individual as well as every

business must make economic decisions about the future. Therefore, everyone needs
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some understanding of accounting as a basis for making sound decisions.
To emphasize our basic concept, the goal of the accounting system is to provide
useful information to decision makers. Thus, accounting is the connecting link be-

tween decision makers and business operations.

New Words, Phrases and Special Terms

practice n. 555 S5
vi. U (B4 BImsitim) Ak, #ilk
return  n. GEES
enterprise 7. k.
profitability  n. B A
trend n. FEk
earnings n. (pl. ) LW #HoK
nonfinancial  a. A6 W % 1
schedule n., . Hsg; Wfla)
operation . gF; 5
component a., n. 5%
creditor n. AN (k) BEH
negotiation  n. R H|
income tax return DECY AR T
language of business ZEES
business decision maker ZERRE
economic entity 20 AR
provide. . . for Hysscane A
a business enterprise Tt
accounting system SRS
cash position a5
management information system BHEBRAE
financial position Wt 55 AR B
operating results 2B R
EXERCISES

1. Translate the following sentences and phrases into English.

(1) 2iFafE RS R FRAM 5 E R
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(2) 2 REREHEERE W EEAMH .

(3) A ASMEREA XA LaE ., BITR, HMAGARA, BEREE. T,

BUF AL A2 AR
(4) Elb2xitim.

(5) &g,
(6) &itfag.
2. Translate the following passage into Chinese.

Accounting information is used when one applies for a mortgage loan at a bank or
when a candidate for political office wishes to make public some formal statements about
his or her financial situation. Business enterprises use accounting to plan and control
their business activities and to report the results of these activities to stockholders
creditors, labor unions, and governmental agencies. Organizations not organized for
profit—for example, churches and private hospitals—also use accounting for planning,

conducting, and finally reporting their activities.

R 3CIE 3T
21 & X

SHR—ITHE . BAMBBLEEHN LR, REURE1E 5 5B B
B AR E, B RESEE A A, RS A
SRS HHE B RH,

SHEH B CAEES. BIRES . EHEMS TR ST EE
BB E AR BB, 2 HEASRS RN %2505 A6 E R R
BMEEE, CUNSEMERENEESHREREMSEE, LD
HRIFEH S E S, B, SR SR AR A FIRE S,
AFBEREER, RIS B SRK M RERER .,

Vi 2540 4 B e BT T AR S5 15 B, BN, — FALZE 4 A LA
W SR, BRI RN AR RS RSEE. TN
TP, A6 B e SR LR 25 0 W 5 L O EAS B R GAE A E el h H
GEREH, SHEAZRERELARET R ENREENARES, BHIA
WAl P AN, BB

HEGWABIA LT EL L URMHEE ., XEIBARGERAE .
WAR . HBBURA . BEREH . T&. BFBLHRA A, B 44 X s R
BRXT WA T ¥4, BREA SEE R 26, 7 LU B4 b W 45 R 50 2 B R
RAER. BIN, ToERFNS TARMTRAZA, &8 T MMM %S
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JIRNRNE o IEANAE A ol —FE, B NERLAUE H RR M AT RK, Hik, &
NANERE T — e R, b RAFIRRET T 2E6t

PSR — FRATEAWA, 2FREMHRE DRBERMEAHOE L.
P, S REKARREE NS EE D2 H MR,

Reading Material

Public Accounting

The principal service offered by certified public accountants is auditing. Banks
commonly require an audit of the financial statements of companies that apply for a siza-
ble loan. Such audits are performed by CPAs who are not employees of a fee. Also,
Companies whose securities are offered for sale to the public generally must be audited
before their securities may be sold. Thereafter, additional audits must be made periodi-
cally if the securities are to continue being traded.

The purpose of an audit is to lend credibility to a company’s financial statements.
In making the audit, the auditors carefully examine the company’s statements and the
accounting records from which they were prepared. In the examination, the auditors
seek to determine whether the statements fairly reflect the company’s financial position
and operating results, in accordance with generally accepted accounting principles.
Based on their examination, the auditors prepare a report that expresses their opinion
about the financial statements. The auditors’ financial statements are fairly presented.
The audit gives these financial statement users the confidence to use financial statement
information in making loans, in granting credit, and in buying and selling securities.

In addition to auditing, public accountants commonly offer management advisory
services. An accountant gains from an audit an intimate knowledge of the audited
company’s accounting and operating procedures. Thus, the accountant is in an excellent
position to offer constructive suggestions for improving the company’s methods of opera-
tion. Clients expect these suggestions as a useful audit by-product. They also commonly
engage CPAs to conduct additional investigations for the purpose of determining ways in
which their operations may be improved. Such investigations and the suggestions grow-
ing from them are known as management advisory services.

Management advisory services include the design, installation, and improvement of
a client’s general accounting system and any related information systems it may have for
managing the company. This may involve selecting appropriate computers, developing

software, and installing the procedures necessary to bring an information system into ef-
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fective operating use. Management advisory services may also include financial plan-
ning, budgeting, forecasting, and inventory control.

In this day of highly complex tax laws and high tax rates, few important business
decisions are made without consideration being given to their tax effect. A CPA,
through training and experience, is well qualified to render important service in this ar-
ea. Tax services include not only the preparation and filing of tax returns but also ad-
vice as to how transactions may be_completed so as to incur the smallest tax.

Private Accounfing‘

Accountants employed by a single enterprise are said to be in private accounting.
A small business may employ only one accountant or it may depend on the services of a
public accountant and employ none. A large business, on the other hand, may have
more than 100 employees in its accounting department.

The one accountant of the small business and the accounting department of a large
business do a variety of work, including general accounting, cost accounting, budge-
ting, and internal auditing.

The task of recording transactions, processing the recorded data, and preparing finan-
cial reports for the use of management, owners, creditors, and governmental agencies is
called general accounting. Private accountant employees may design a company’s CPAs.

The phase of accounting that has to do with determining and controlling costs and
assessing the performance of managers who are responsible for costs is called cost ac-
counting. This may involve accounting for the costs of producing a given product or
service, or the costs of performing some other specific function.

The process of developing formal plans for future business activities is called budg-
eting. The objective of budgeting is to provide management with a clear understanding
of all the activities that must be undertaken and completed in order to accomplish their
objectives for the company. Then, after the budget plan has been put into effect, it pro-
vides abasis for evaluating actual accomplishments.

In addition to an annual audit by an independent firm of CPAs, many companies
maintain a staff of internal auditors. These employees move from one department of the
company to another, checking the records and operating procedures of each depart-
ment. It is the responsibility of internal auditing to make sure that established account-
ing procedures and management directives are being followed throughout the company.
Also, internal auditors are often asked to evaluate the operating efficiency of each de-

partment.
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The Conventions of Accounting

To be useful, firnancial accounting rélies on certain standards or guides that have
proved useful over the years in imparting economic data. These standards are called Ac-
counting Conventions.

1. Accounting Entity: Each entity should be accounted for separately. According
to Basic Accounting Standard for Business Enterprise of China, this Convention means
that an enterprise shall recognize , measure and report transactions or events that the en-
terprise itself has occurred. The most fundamental concept in accounting is the entity.
An accounting entity is an economic unit with identifiable boundaries for which account-
ants accumulate and report financial information. Before accountants can analyze and
report activities, they must identify the particular entity (and its boundaries) for which
they are accounting. Every financial report specifies the entity in its heading.

Each proprietorship, partnership, and corporation is a separate entity, and sepa-
rate accounting records should be kept for each unit. In accumulating financial informa-
tion, we must separate the activities of an accounting entity from the other economic and
personal activities of its owners. For example, Matt and Lisa Cook own the Good Cook
Inn restaurant as partners. The Good Cook Inn partnership is an accounting entity. Matt
Cook is also an attorney whose activities constitute a proprietorship. Therefore, he
keeps a set of accounting records for his legal activities separate from Good Cook Inn’s
records of its business activities. Lisa Cook’ s activities as a realtor also constitute a
proprietorship. She keeps a set of accounting records for her reality activities separate
from both the records of Good Cook Inn and of Matt Cook, attorney.

The entity concept does not negate the legal fact that an all inclusive legal liability
exists in proprietorships and partnerships. In other words, business assets are available
to personal creditors, and business creditors may have legal access to both business and
personal assets in these noncorporate business organizations.

2. Accounting Period: Accounting reports relate to specific periods—typically,

one year. According to Basic Accounting Standard for Business Enterprise of China,
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this convention means that an enterprise close the accounts and prepare financial report
for each separate accounting perim.i.

The operations of most businesses are virtually continuous except for some changes
associated with cyclical time periods, seasons, or dates. Thus, any division of the total
life of a business into segments based on annual periods is somewhat artificial. Howev-
er, the idea of accounting periods is useful. Many taxes are assessed on an annual ba-
sis, and comprehensive reports to corporation stockholders are made annually. In addi-
tion, many other noneconomic factors tend to consider the year a natural division of
time.

3. Going Concern; In the absence of evidence to the contrary, a business is as-
sumed to have an indefinite life.

With few exceptions, business organizations have no anticipated termination date.
Most firms operate profitably for indefinite periods and are, in fact, going concerns.
Firms that do not succeed usually have indications of impending termination for some
time before operations actually cease.

The going concern assumption has important implications for accounting proce-
dures. It allows firms to defer costs—such as ending inventories, prepaid expenses and
undepreciated asset balances—that will be charged against the revenue of future peri-
ods. Furthermore, the going concern concept assumes the use of cost based accounting
measures rather than market based liquidation values. Firms that expect to continue
profitable operations do not ordinarily sell their operating assets; therefore, potential
liquidation prices for these assets at the end of an accounting period may not be espe-
cially relevant. In this sense, the going concern assumption justifies the use of histori-
cal cost as the primary basis for accounting entries.

4. Measuring Unit; The unit of measure in accounting is the base money unit of
the most relevant currency.

Although other descriptive information is often relevant, money is the common
measure for recording accounting transactions. By expressing all assets and equities in
terms of money, the accountant creates a common denominator that permits addition and
subtraction of all forms of assets and equities and makes possible the preparation of fi-
nancial statements. Expressing all statement items in money terms also permits the com-
parisen of (1) various elements in the financial statements of a firm, (2) different sets
of statements for the same firm, and (3 ) the statements of two or more firms. This
principle also assumes that the unit of measure is stable; that is, changes in its general

purchasing power are not considered sufficiently important to require adjustments to the
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basic financial statements. .

5. Objectivity : Whenever possible, accounting entries must be based on objective-
ly determined evidence.

The concept of objectivity requires bias free and verifiable accounting data. Users
want accounting data that are not subject to the capricious whim of either management
or the accountant who prepares or audits the statements. Consequently, whenever possi-
ble, accounting determinations are based on actual invoices, documents, bank state-
ments, and physical counts of items involved. In China, it requires that an enterprise
shall recognize, measure and report for accounting purposes transactions or events that
have actually occurred, to faithfully represent the accounting elements which satisfy rec-
ognition and measurement requirements and other relevant information, and ensure the
accounting information is true, reliable and complete.

Obviously, variations in accounting measurements lead to variations in reported in-
come. Thus, the more subjective accounting records are, the greater variety there may
be in reported income. Because highly subjective determinations are not readily verifia-
ble, a user of a subjectively derived accounting report does not know where this particu-
lar statement falls in the range of reportable income figures. An even greater disadvan-
tage is that the user has no way of knowing the motives of the individual preparing the
statements. Was he or she trying to be “fair” or attempting to minimize or maximize re-
ported income? We have no reliable source of answers to this question. For this reason,
accountants—particularly independent auditors—look for objective evidence to support
the accounting data in financial reports.

6. relevancy: Accounting information provide by an enterprise shall be relevant to
the needs of the users of financial reports in making economic decisions, by helping
them evaluate or forecast the past, present or future events of the enterprise.

To be relevant is one of the most important conventions in modern society, and it
is becoming more and more important. Currently the objective of financial report is to
provide accounting information about the financial position, operating results and cash
flows, etc. of the enterprise to her users of the financial report, in order to assist users
of financial report to make economic decisions.

7. Consistency: Unless otherwise disclosed, accounting reports are prepared on a
basis consistent with the proceeding period.

In many instances, more than one method of applying a generally accepted ac-
counting principle is possible. In other words, two firms that have identical operating

situations might each choose a different—but equally acceptable accounting method and
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report different amounts for the same types of transactions. Changes in accounting pro-
cedures that lead to different reported values my affect the amount of reported income.
Under certain circumstances, a firm could, by design, increase or decrease its reported
earnings simply by changing from one generally accepted accounting principle to another
that yields different values. This situation justifies the consistency principle. Financial
statement users should know when and to what extent reported earnings result in some
part from changes in accounting techniques.

8. Materiality: Accounting transactions so insignificant that they would not affect
the actions of financial statement users are recorded as is most expedient.

Sound accounting procedures require effort and cost money, When the amounts in-
volved are too small to affect the overall picture significantly, the application of theoreti-
cally correct accounting procedures is hardly worth its cost. For example, accounting
theory asserts that assets acquired and used over several accounting periods should first
be recorded as assets, with systematic amounts of depreciation expense recognized in
each of the periods in which the assets are used (directly or indirectly) to earn reve-
nue. The principle of materiality, however, permits a firm to expense the costs of such
items as small tools, pencil sharpeners, and waste paper baskets when acquired be-
cause they are “immaterial” in amount. Many firms set dollar limits such as $ 25 or
$ 100 below which the costs of all items are expensed.

The concept of materiality is relative an immaterial amount for General Motors Cor-
poration may be material for smaller companies. Also, the nature of the transaction
should be considered. A difference of $ 1,000 in depreciation expense might be imma-
terial, but the same discrepancy in cash could be material.

9. Conservatism: Accounting measurements take place in a context of significant
uncertainties, and possible errors in measurement of net assets and income should tend
toward understatement rather than overstatement.

Accounting determinations are often based on estimates of future events and are
therefore subject to a range of optimistic or pessimistic interpretations. In the early
1900s, many abuses were perpetrated on financial statement users who were given over-
ly optimistic measurements of assets and estimates of income. Consequently, the inves-
tor was reassured when a company used the “most conservative” accounting proce-
dures. In some instances, banks would write down handsome multistory office build-
ings , showing them on the balance sheet at a nominal value of $ 1. The intention was to
emphasize the understatement of assets as evidence of conservative accounting and fi-

nancial strength.
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Today, conservatism is the accountant’s reaction to situations in which significant
uncertainties exist about the outcomes of transactions still in progress. In contrast to the
intentional understatements of net assets and income, accountants follow conservative
accounting procedures when they are unsure of the proper measure to use. Possible er-
rors in measuring net assets and income should tend toward understatement rather than
overstatement From the range of possible accounting determinations applied in these ca-
ses, we should use the one that results in the lowest statement of net assets and income.

Some of the conventions mentioned above are called accounting assumptions in the-
ory, such as accounting entity, go-concerning, and many of them are known as ac-
counting principles, such as objectivity, Conservatism, etc. in addition, the following
principles are now rarely mentioned in official documents, but there are sill some other
conventions widely used in practice, which are listed below.

10. Historical Cost: Accounting measures are primarily based on historical costs,
although it is Powerfully challenged by other measurement bases such as fair value and
so all.

The dollar a mounts in account balances represent the accounting measures of the
items about which information is collected Possible sources of these measures are opin-
ions of management, professional appraisals, various market prices, and historical
costs. Accountants have experimented with all of these sources at various times, but
with few exceptions, they have used historical cost whenever it is available. Most prac-
ticing accountants feel that other courses are so subjective that their use should be seri-
ously limited.

Historical costs tend to be highly objective because under classical assumptions
they are derived in the marketplace by informed, rational, and independent parties.
Also, the details of the original transaction can easily be verified by consulting the doc-
uments that are customarily executed at the time of exchange ( deeds, bills of sale,
checks, and mortgages). An overlooked advantage of historical cost measurement is
that the data are a natural byproduct of the exchange transaction itself and are therefore
available at little additional cost or effort. Relative objectivity may be the primary justi-
fication for historical cost based accounting measures, but their natural availability at .
negligible cost is also an important factor especially when the historical cost method is
compared with more expensive sources of values such as professional appraisals.

11. Matching Expenses with Revenue: To the extent feasible, all expenses related
to given revenue are matched with and deducted from that revenue for the determination
of periodic income.

S

|
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The income determination process relates, or matches, expenses and revenue in
the following ways:

(1) Costs that relate to specific revenue are recognized as expenses whenever the
related revenue is recognized. For example, cost of goods, sold relates to the specific
revenue from the sale of goods. Cost of goods sold is recorded, therefore in the same
accounting period as the sales revenue.

(2) Costs that relate to the revenue of several accounting periods are expensed in
a systematic and rational manner throughout these periods. The impact of some assets
benefiting several periods cannot be traced to any specific revenue amounts. Instead,
the asset’ s cost is matched with each period’ s overall revenue through appropriate de-
preciation and amortization procedures.

(3) Costs that relate only to the current period’ s overall revenue are expensed
immediately. Expenditures that benefit only the current accounting period, such as of-
fice salaries expense, fit this category.

12. Revenue Recognition at Point of Sale: With limited exceptions revenue is rec-
ognized at the point of sale.

Generally accepted accounting principles require the recognition of revenue in the
accounting period in which the sale is deemed to have occurred. Moreover, the matc-
hing principle ( explained above) dictates that we match any related expenses with this
revenue in that period. Thus, the combined effect of the two principles requires the rec-
ognition of revenue and related expenses in the period of sale.

For services, the sale is deemed to occur when the service is performed. When
merchandise is involved, the sale takes place when title to the goods transfers from sell-
er to buyer. In many situations this coincides with the delivery of the merchandise. As
a result, accountants usually record revenue when goods are delivered.

13. Full Disclosure: All facts necessary for the users’ understanding of the finan-
cial statements must be disclosed.

Often facgs or conditions exist that, although not specifically part of the financial
statement data for the period reported, have considerable influence on the firm’ s finan-
cial status. Such conditions may pertain to the period covered by the statements or to
the period immediately. afterward. To inform users properly, the firm should disclose
this additional information. Certain provisions of leases, significant amounts of purcha-
ses commitments, and notices of pending lawsuits or settlements are examples of items
that should be disclosed in footnotes to the financial statements. Likewise, if the com-

pany issues a large amount of securities or suffers a casualty loss after the balance sheet




