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Overview of Accounting

1.1 Accounting History

Accounting has a long history.

The Ancient Accounting could be dated back to 3000 B. C. when the clay
tablets were used by Mesopotamians. Similarly, in ancient civilization of China,
Babylon, Greece, and Egypt, the alike earliest information records were also
profound in preservation.

In 1494, Luca Pacioli, a Franciscan monk and mathematics professor,
published the first known text to describe a comprehensive double-entry
bookkeeping system. However, the development of accounting system has been slow
during the 15th to 19th Century.

Later on, the Industrial Revolution generated the need for large amounts of
capital to finance the enterprises that supplanted individual craftsmen. This need
resulted in the corporate form of organization marked by absentee owners, or
investors, who entrusted their money to managers. It followed that investors required
reports from the corporation managers showing the entity’s financial position and
results of operations. As a result, investors required the company’s financial
condition report and proposed new accounting requirements, thus the accounting of
the content and target expanded. In 1854, the British set up the world’s first
Institute of Chartered Accountants.

Today, accounting is acknowledged as a service designed to accumulate,
measure, and communicate economic data about organizations. Thanks to

telecommunications, time-consuming accounting tasks when done by hand are
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handled quickly and easily by computer. In addition to helping with accounting
itself, microcomputers/personal computers assist with many financial applications
of accounting information and in business correspondence. Nowadays computerized
accounting systems have replaced manual systems in many organizations—even

small businesses.

1.2 Accounting Definition and Function

Accounting may be defined as an information system that provides reports to various
individuals or groups about economic activities of an organization or other entities. It is
an information system of interpreting, recording, measuring, classifying,
summarizing, reporting and describing business economic activities with monetary unit
as its main criterion. Accounting is also called “language of business” , because it is the
means by which most business information is communicated. The accounting information
is primarily supplied to owners, managers and investors of every business, and other
users to assist in decision-making process.

The process of using accounting to provide information to users is illustrated in
the following figure. Accountants must identify user groups and their information
needs. These needs determine which economic data and activities are recorded by the
accounting system. Then, accountants prepare reports that summarize this

information for users.

Investors, Bankers, Suppliers,
Tdsntification of Users Governmental Agencies, Labor Unions,
l Employees, Management

User Information Needs

Economic Accounting ——{ Reports l—i User Decisions
Data and System
Activities l / |

Financial Investing, Approving
Statements, Special Loans, Assessing Taxes,
Reports, Tax Returns, Negotiating Labor
Regulatory Reports, Contracts, Establishing
Management Reports Budgets
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1.3 Accounting Standards

Financial accounting information must be assembled and reported objectively so
as to be useful. The data must be free from bias and inconsistency. For this
reason, financial accounting relies on certain standards or guides that have proved
useful over the years in imparting economic data. These standards are called
Generally Accepted Accounting Principle (GAAP).

In 1973 the International Accounting Standard Committee ( IASC) was
formed by accountancy bodies in Australia, Canada, France, Germany, Japan,
Mexico, the Netherlands, the United Kingdom and Ireland, and the United States
to create and promote worldwide acceptance and observation of accounting and
financial reporting standards. In 2001 the International Accounting Standards
Board (IASB) was formed in a restructuring effort and has since assumed all
responsibilities previously carried out by the IASC, which has been disbanded.
The ISAC is a private organization based in London. Although now supported by
more than 100 nations, the development of uniform standards has been an almost

impossible objective to achieve.

1.4 Categorization of Accounting

There are several specialized fields of accounting in practice. The two most
common are financial accounting and management accounting. Other fields
include cost accounting, environmental accounting, tax accounting,
international accounting, not-for-profit accounting, and social accounting.

Financial accounting is concerned with reporting to external parties an
organization’s financial option, changes in that position and results of the
organization. Although such reports provide useful information for managers, they are
the principal reports for owners, creditors, governmental agencies, and the
public. Management accounting (also called managerial accounting) mainly provides
information to management of a firm, and it is related to the internal accounting
functions of cost determination, planning, control and performance evaluation. The
focus of management accounting is providing managers with relevant and timely

information and reports. Financial accountants follow generally accepted accounting
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principles in preparing reports for stockholders and the investing public.
Management accountants use the basic principle of gathering and reporting
information that is useful to management. Thus, managerial reports can differ widely
in form and content.

The essential differences between management accounting and financial

accounting are shown in the following table:

Management Accounting Financial Accounting
Variability . .
. . Uniform Across Companies ( Generally Accepted
across Unique Competitive Tool . L
) Accounting Principles)
Companies

Both Financial and Non- ) ) .
Types of Data . Restricted to Financial Data
Financial Data

Availability Data Usually Kept Secret
Data Often Made Public

of Data Within the Company

~ |Used Primarily by Investors and Creditors in
Used for Intemal Planning, .
Use of Data . Deciding Whether to Provide Capital to
Control, and Evaluation
the Company

1.5 Accounting Postulations

The following postulations and principles provide general descriptions of existing
accounting practices, which help accountants analyze unfamiliar situations and
develop procedures to account for those situations. This is especially important for
developing uniform practices for the quality of financial report.

The Business Entity Concept. Every business unit or enterprises is treated in
accounting as a separate entity. With the affairs of the business and those of the
owners being kept entirely separate.

The Ongoing-Concern Concept. Unless there is strong evidence to the contrary,
it is assumed that a business will continue to operate as a going concem, earning a
reasonable profit for a period longer than the life expectancy of any of its assets.

The Stable-Dollar Concept. Under this concept it is held that the function of

— 4 —
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accounting is to record “dollars invested” and “dollars borrowed”, to trace the
various commitments of these “dollars of capital” as they are invested and
reinvested in the business activities, and finally to measure out of gross “dollars of
revenue” and the recapture of “dollars of capital” with any excess being designated
as “dollars of income”. It is conceded that value can only subjectively be
measured. It is also recognized that the “value” ( purchasing power) of the
accountants unit of measure, the dollar, is itself constantly changing. Therefore, it
is recognized that a balance sheet prepared under this concept simply shows the
number of dollars received from all sources and shows where these dollars are
committed. A reader cannot interpret the dollar amounts of the various assets as the
values of these assets.

The Time-Period Concept. The environment in which accounting operates
requires that the life of a business be divided into relatively short periods and that
changes be measured over these short periods. Yet, it is generally agreed that earning
cannot be measured precisely over a short period and that it is impossible to learn the
exact earnings of a business until it has completed its last transactions and

converted all its assets to cash.

1.6 Accounting Principles

The following are eight generally accepted principles:

Cost Principle. The Cost Principle specifies that cash-equivalent cost is the
most useful basis for the initial accounting of the elements that are recorded in the
accounts and reported on the financial statements. For example, an asset may be
acquired with a debt given as settlement. Cost in this instance is the present value of
the amount of cash to be paid in the future. The Cost Principle provides guidance at
the original recognition date.

Realization Principle. The Realization or Revenue Principle specifies when
revenue should be recognized in the accounts and reported in the financial
statements. Revenue is measured as the market value of the resources received or
the product or service given. The Realization or Revenue Principle requires that all
the discounts be viewed as adjustments of the amount of revenue earned. For
example, in determining the cash exchanging value of sales subject to a discount,
sales discount should be subtracted from gross sales revenue is measuring the net

— 5 —
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amount of sale revenue.

Matching Principle. A major objective of accounting is the determination of
periodic net income by matching appropriate costs against revenue. The principle
recognizes that streams of revenues continually flow into a business, and it requires
a. there be a precise “ cutoff” in these stream at the end of an accounting period,
b. the inflows of the period be measured, c. the costs incurred into the securing
the inflows be determined, and d. the sum of the costs be deducted from the sum
of the inflows to determine the period’s net income.

Objectivity Principle. The Objectivity Principle holds that changes in account
should be supported to the fullest extent possible by objective evidence. Bargained
transactions supported by verifiable business documents originating outside the
business are the best objective evidence obtainable; and whenever possible,
accounting data should be supported by such documents.

Full-disclosure Principle. The Full-disclosure Principle requires that the
financial statements of a business clearly report all the relevant information about the
economic affairs of the enterprise. This principle rests upon the primary
characteristic of relevance. Full disclosure requires a reporting of all information that
can make a difference in a decision and that the accounting information reported
must be understandable. Full disclosure also requires that the major accounting
policies and any special accounting policies used by the company be explained in the
notes to the financial statements.

Consistency Principle. In many cases two or more methods or procedures have
been derived in accounting objective. While recognizing the validity of different
methods under varying circumstances, it is still necessary in order to ensure a high
degree of comparability in any concern’s accounting data to insist one consistent
application in the company of any given accounting method, period after period. It is
also necessary to insist that any departures from this doctrine of consistence be
fully disclosed in the financial statements.

Principle of Conservatism. The Principle of Conservatism holds that the
accountant should be conservative in his or her estimates and opinions and in the
selection of procedures. Balance sheet conservatism commonly resulted in over
conservatism, which in turn resulted in an understatement of asset and equity
amounts, or an overstatement of costs.

Principle of Materiality. A strict adherence to accounting principles is not

— 6 —
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required for times of little significance. Consequently, the accountant must always
weigh the costs of complying with an accounting principle against the extra
accuracy gained thereby; and in those situations where the cost is relatively great
and the lack of compliances will have no material effect on the financial statements,
compliances is not necessary. As a guide, the amount of an item is material if its
omission, in the light of the surrounding circumstances, makes it problem that the

judgment of a reasonable person would have been changed or influenced.
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