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Introduction to Accounting

€/ Learning Objectives

When you have studied this chapter, you should be able to:

* explain the role of accounting and identify the different areas of the economy in which

accountants work ;

* understand the definition of accounting;

* identify the main branches of accounting and the potential users of accounting information;

%* outline the common structure of business entities;

* understand the accounting assumptions, basic rules and qualitative characteristics of

accounting information.

€/ Warm-up: Dialogue

Kevin;

Kevin.

Kevin .

Emily;

Kevin:

Emily .

Hello, Kevin. It’s nice to meet you. We are looking to hire an accountant. What did
you take in university?

Nice to meet you. I have a bachelor’s degree in commerce and majored in finance and
management in the business school.

That sounds very interesting. Please tell me more about your programs in university.
In my programs I studied financial accounting, management accounting, financial
analysis, auditing, taxation law, corporation law, and so on.

Sounds good. Have you got any professional certificate?

Not yet. But I'm working on the examinations of CPA now.

Have you got any working experience related to accounting?

Yes, I have been working as an accountant assistant for two years in a local accounting
firm.

That’s good. We hope to hire an accountant who can become a partner in our firm in the future.



@l Section 1 Accounting as a Profession

Accounting has developed as a profession over the past hundred years or so, attaining a
social status equivalent to that of law and medicine. Different countries have different
professional accounting bodies, which represent the interests of their members by lobbying
governments, and provide the framework for self-regulation. There exist some major
professional accounting bodies in the world, such as American Institute of Certified Public
Accountants ( AICPA ), the Association of Chartered Certified Accountants ( ACCA ), the
Certified General Accountants Association of Canada ( CGA-Canada), CPA Australia, The
Hong Kong Institute of Certified Public Accountants, etc. Entry to the professional accounting
bodies requires a number of conditions to be satisfied. Mostly, people seeking entry must
normally hold a degree, successfully complete certain programs or examinations and have
appropriate working experience.

Accountants generally practice their profession in three main areas: public accounting,
commercial accounting and not-for-profit accounting.

Public accountants offer their professional services to the public for a fee. Gwing to the
sophistication of today’s business structure and increasing regulations by government, public
accountants tend to specialize in one of four general services: auditing, taxation, management
advisory services, or insolvency.

Many accountants are employed in business entities. The entity’s senior accounting officer,
or the controller, has overall responsibility for directing the activities of the accounting staff,
who serves the function of general accounting, cost accounting, budgeting, taxation accounting,
internal auditing and accounting information systems.

Another area is not-for-profit accounting. City councils, state governments and the federal
government collect and spend huge amounts of money annually. Government accounting is
concerned with the efficient usage of its resources and in consistency with the provisions of city,
state and federal laws and regulations. Other not-for-profit organizations, such as churches,
charities, hospitals and private educational institutions, follow accounting procedures similar to
those used in government accounting.

Being a language of business of modern society, accounting is applicable to all types of
economic entities, including profit-seeking organizations and not-for-profit entities, which

engage in the using of economic resources and the making of economic decisions.
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@ Section 2 Accounting Defined

% 1. Definition of Accounting

Accounting, which is often called the language of business, uses its own special words and
symbols to communicate financial information for economic decision made by managers,
shareholders, creditors and many others. As a matter of fact, accounting is a service provided
for those who need information about an entity’s financial positions and performance.

Accounting has been defined as the process of identifying, measuring, recording and
communicating economic information to permit informed judgments and decisions by users of the
information (see Figure 1-1).

Identifying involves recognizing economic events and determining which of those events
represent economic activities relevant to a business. For instance, the selling of goods to a
customer, the provision of services to a client and the payment of wages to employees are all
economic activities, which are named by accountants as transactions and events.

Measurement must occur before the effects of transactions can be recorded. In our
economy, business activity is measured by prices expressed in terms of money, which serves as
both a medium of exchange and as a measure of value. Accounting transactions are therefore
measured in terms of dollars and cents.

Recording is the process of systematically maintaining a record of all transactions which
have affected the business entity after they have been identified and measured. Therefore,
Recording provides a history of the economic activities of an entity. Technically, the recorded
data must be classified and summarized to be useful in making decisions.

Being the final step of the accounting process, communication can be described as the
procedure of preparing and distributing accounting reports to potential users. Identifying,
measuring and recording will be pointless if the financial information contained in accounting
records cannot be communicated to the potential users. Once the users of accounting information
have access to appropriate reports, they are able, after analyzing and interpreting the reports, to

make relevant economic decisions.

Figure 1-1 Accounting Process




% 1. Users of Accounting Information

The ultimate objective of accounting is to provide information in reports which can be used
by external and internal decision makers, or external users and internal users.

External users are those who are outside a business but have direct interest in it, such as
investors, creditors, government agencies, suppliers, customers and the public. They make
decisions concerning investing, the granting of credit, the purchasing or sales of goods and
services, complying with tax laws as well as other regulatory requirements, and so on.

Internal users include management and employees. Among them, managers must have
financial data for planning and controlling the operations of the business entity. Managers need
answers to such questions as: What resources are available? How much is owing to outsiders?
What is the most efficient production process? What will be the effect of increasing or decreasing
selling prices? Employees must also be an important user group of financial information, because

they need some assurance about the stability and profitability of the company.
« M. Classification of Accounting

Modern accounting serves a wide range of users who have various economic interests in
business entities. Accordingly, accounting is categorized into two basic branches; financial
accounting and management accounting. Financial accounting is related to the preparations of
financial reports for users mainly outside the business, while management accounting mainly

provides information to internal management for decision-making.

B Section 3  Accounting Assumptions and Rules

< 1. The Structure of Business Entities

*

The three most common structures for profit-seeking entities are sole traders or single
proprietorships, partnerships and companies.

A single proprietorship or, sole trader,is a business entity owned by one person. Many
small service enterprises, retail stores and professional practices are operated as single
proprietorships. The owner of a single proprietorship business supplies cash other assets to the
business, is entitled to all profits, and is legally liable for its debts. From an accounting
standpoint, however, the business entity is treated as an entity separate from its owner, and
accounting is done only for the affairs of the business entity and the owner’s personal affairs are
kept separate from those of the entity.

A partnership is a business owned by two or more persons acting as partners. No special
legal requirements need be met to form a partnership. All that is necessary is an agreement
among the people joining together as partners. Although the partnership agreement may be oral,
a written agreement is preferred in order to facilitate the resolution of disagreements which may

arise between partners. The partners supply the resources and share the profits and losses.
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Partnerships are not separate legal entities. Consequently, the individual partners are
personally liable for the debts of the partnership. From an accounting viewpoint, however,
partnerships are treated as entities separate from their owners. Like single proprietorships,
partnerships are widely used for small service enterprises, retail stores and professional practices.

A company or corporation is a separate legal entity formed under the Corporations Law. Its
owners are called shareholders, because their ownership interests are represented by shares in the
company. Because a company is a separate legal entity, shareholders in a limited company are
not liable for the company’s debts once the shares held have been paid for in full. This feature is
known as the limited liability principle.

Separate legal entity status enables a company to conduct its business affairs in its own
name as if it were a legal person. Thus, a company can buy, own and sell property; it can sue
or be sued in its own name; and it can sign contracts with others. In essence, a company is
treated as a legal entity with all the rights, duties and responsibilities of a person. Shareholders
are free to sell all or part of their shares at any time. This ease of transferability of ownership,
coupled with the limited liability for company debts, generally adds to the attractiveness of
investing in company shares. Profits are distributed to shareholders in the form of dividends.

The comparisons between single proprietorship/partnerships and corporation are listed in
Table 1-1.

Table 1-1 Comparisons Between Single Proprietorship/Partnerships and Corporation

Single proprietorship/partnerships | Corporation( Limited companies)

Formation Simple and cheap to set up. Complex and expensive.

* Large potential membership to provide capital

#* Owners provide capital only. and resources.
Capital * No shares can be issued. The life | * Ownership is transferable by selling shares, so the
structure of the business is usually limited. life of the company is theoretically unlimited.

# Owner has total liability for debts. | * Shareholders’ liability is limited to the amount
of their contribution.

Owners themselves are involved in | CEO/Professional manager is responsible for daily
Management

management. operation.

Profitability Profits are distributed only to the | Profits can be d:stnbut.ed to shareholders as dividends
OWNETS. or retained in the business.

Tax inference | Tax advantage (Tax shield). Dual tax.

< II. Accounting Assumptions

1. The accounting entity assumption

If the transactions of an entity are to be recorded, classified and summarized into financial
statements, the accountant must be able to identify clearly the boundaries of the entity being
accounted for. Under the accounting entity assumption, the assets, liabilities and business
activities of the entity are kept completely distinguishable from those of the owner of the entity



as well as from those of other entities. A separate set of accounting records is maintained for
each entity, and the financial reports prepared represent the financial position and performance of
that entity only.

2. The going concern assumption

The going concern assumption states that the entity will continue in operation in the
foreseeable future and there is no intention to put the entity into liquidation or to make drastic
cutbacks to the scale of the operations. In the event that the management is planning the sale or
liquidation of the entity, the going concern assumption and the cost assumption are set aside and
the financial reports are prepared on the basis of estimated sales or liquidation values. When this
occurs, the reports should identify clearly the basis upon which values are determined.

3. The period assumption

Users of financial information, however, need timely information for decision-making
purposes. Accountants must therefore prepare periodic reports on the performance, financial
position, financing and investing activities. There are also statutory requirements for entities to
determine periodic profit figures, e. g. for taxation. Such things require the division of the life
of the entity into arbitrary equal time intervals, which is known as the period assumption. As a
result of this assumption, profit determination is often referred to as a process of matching the
revenues recognized during the period with the expenses incurred in that period.

4. The monetary assumption

The monetary unit assumption requires that only those things that can be expressed in
money are included in the accounting records. Accountants assume that data expressed in terms
of money are useful in making economic decisions and that the monetary unit represents a
realistic value that can be used to measure net profit, financial position and changes in financial
position. Any events which cannot be quantified in terms of money cannot be listed in the
entity’s accounting information system. However, this does not preclude the reporting of non-
monetary information in footnotes to the financial reports, if such information is relevant to

economic decision-making.
% . Other Accounting Rules

1. Historical cost principle

It requires that assets are recorded at cost when they are obtained or the expenditures
incurred on acquisition rather thém fair market value. This principle provides reliable
information, which removes the opportunity to provide subjective and biased market value.

2. Accrual principle

It means that revenues and expenses are recognized in the accounting period in which they
are earned or incurred, even though the cash receipts or payments occurs at another time or even
in another accounting period. It is the use of accrual principle that accomplishes much of the

matching of revenues and expenses, because most transactions involve purchases and sales at one
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point in time and cash payments and receipts at some other points.

3. Matching principle

It requires that all expenses incurred in generating revenues during a period of time be
deducted from the revenue earned. In other words, all the expenses related to given revenue
should be matched with and deducted from that revenue for the determination of periodic
income. This results in an accurate measure of the net income or net loss for the period.

4., Full disclosure principle

It means that the financial statements and notes or explanations should include all necessary
information to prevent a reasonably astute user of the financial statements from being misled.
Under this principle, all the information necessary for the users’ understanding of the financial
statements must be disclosed. For example, certain provisions of leases, significant amounts of
purchases commitments, and notices of pending lawsuits or settlements should be disclosed in

the notes to the financial statements.
< IV. Qualitative Characteristics of Accounting Information
1. Reliability

Information is reliable if: users can depend on it to represent what it is supposed to
represent and it reflects the substance of the transactions that have taken place; it is free from
bias and material error and is complete; and it has been prudently prepared.

2. Relevance

The information provided should be that which is required to satisfy the needs of
information users. In the case of company accounts, clearly a wide range of information will be
needed to satisfy the interested parties already identified.

3. Materiality

It is concerned with the magnitude of financial information to assess whether it may be
omitted, misstated or not disclosed separately without having the potential to affect adversely the
economic decisions made by users of a particular set of general-purpose financial reports. The
materiality of an item may depend not only on its relative amount but also on its nature. For
example, the discovery of a $10,000 bribe is a material event even for a large company.
Accountants make judgments based on their knowledge of the company and on past experience,
and users of financial statements generally rely on the accountants’ professional judgments.

4. Substance over form

The accountant would be concerned more with the economic substance rather than the legal
form of a transaction. For example, certain types of equipment leases are handled in the
accounting records as if the entity had purchased the items rather than acquiring them under a
lease. In substance, the transaction is treated and reported as a purchase of the item even though

legal ownership of the item may never be contemplated.




5. Comparability

Information should be produced on a consistent basis so that valid comparisons can be made
with information from different periods and with information produced by other sources ( for
example, the accounts of similar companies in the same line of industry ). Comparability is
more effective when different entities use the same accounting practices, including the same
measurement and reporting standards.

6. Prudence

In selecting between alternative procedures, or alternative valuations, the one selected
should be the one which gives the most cautious presentation of the business financial results or
position. In other words, more confirmatory evidence is required about the existence of an asset
or gain than is required about the existence of a liability or loss.

7. Understandability

Information needs to be capable of being understood by users who have a reasonable
knowledge of business and accounting and are willing to study the information provided with
reasonable diligence.

8. Timeliness

The usefulness of information is reduced if it does not appear until long after the period to
which it relates, or if it is produced at unreasonably long intervals. What constitutes a reasonable
interval depends on the circumstances: management of a company may need very frequent
information to run the business efficiently ; but shareholders are normally content to see accounts

produced annually.

€/ Chapter Round-up

® Accounting has played an important role in modern society. The main purpose of
accounting is to provide financial information to a variety of users to make economic decisions.

® Accounting is defined as the process of identifying, measuring, recording and
communicating economic information.

® There are mainly two groups of accounting information users: external users and internal
users. Consequently, accounting can be split into two branches: financial accounting and
management accounting.

® There are a couple of basic assumptions and rules underlying the conceptual framework
for the purpose of establishment of financial reports.

® The accounting information is expected to possess a number of qualities when expressed
in financial reports.




