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Accounting is the important basic work for modern enterprises. It focuses on
providing useful information to help make decisions through a series of accounting
procedures. The quality of the basic accounting work directly affects the judgment
of the information users on situation inside and outside the enterprise. Enterprise
managers can forecast and analyze the business status of enterprise through financial
information, and evaluate and control all the economic activities of the enterprise.
They can also analyze the planning of the enterprise, so that the enterprise can seize
the opportunities and avoid risk.

This chapter begins with the basic theory of accounting, and introduces the types
of accounting, the basic assumptions of accounting, the accounting elements and
accounting equations. It is important to note that all forms of corporate organization

require accounting.

1.1 Forms of Enterprise Organization

1.1.1  Proprietorship

A proprietorship can also be called a sole trader. It is a business with only one owner.
Proprietorships shall bear unlimited joint and several liabilities. They tend to be small
retail establishments and individual professional businesses such as those of dentists, small

restaurants, physicians and attorneys.

1.1.2 Partnership

A partnership has two or more persons as co-owners. [t is a cooperative relationship
between people or groups who agree to share responsibility for achieving some specific goals.
Usually, a partnership also bears unlimited joint and several liabilities. The simplest kind of

partnership would be that several of you got together and formed a business.
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A professional entity that provides paid service to its clients with specialized knowledge
and skills may form a specialized general partnership, which can be called a limited liability
partnership. In limited liability partnerships, each partner is liable only for his own actions and
those under his control. The number of partners can be huge. International accounting firms

PwC for example, has over 400 partners in China and the Singapore region.

1.1.3 Limited Liability Company

A limited liability company(LLC) is a legal form of a company that provides limited
liability to its owners in many jurisdictions. Unlike proprietorship and partnership, the business
undertakes limited liability for debts with registered capital instead of individuals. The
creditors, such as banks, ordinarily have claims against the corporate assets only, not against

the personal assets of the owners.

1.1.4 Public Company

A public company is also called a listed company and corporation. A public company
can offer its shares for sale on the stock exchange. In some jurisdictions, public companies
over a certain size must be listed on an exchange. A public company also undertakes limited
liability for debts with registered capital. China does not allow unlimited liability companies to exist.

The differences of organization forms are shown in Table 1-1.

Table 1-1 The differences of organization forms

Item Proprietorship Partnership LLC Public Company
Owner One owner Two or more owners Members Stockholders
Personal liability of owner Not personally

Personally liable Personally liable Not personally liable

for business debts liable

1.2 Two Kinds of Accounting

1.2.1 Management Accounting

Management accounting is also called managerial accounting. It is concerned with the
provisions and use of accounting information to managers within organizations (internal users),
such as top executives, to provide them with the basis to make informed business decisions

that will allow them to be better equipped in their management and control functions.

1.2.2 Financial Accounting

Financial accounting is the ficld of accounting concerned with the summary, analysis

3 »
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and reporting of financial transactions pertaining to a business. It serves external decision

makers (external users), such as stockholders, creditors, suppliers, banks and government.

1.3 Accounting Concepts and Principles

1.3.1 The Entity Concept

The entity concept requires that the transactions of each entity are accounted for
separately from the transactions of all other organizations and people. It is the most basic
accounting concept. The accounting entity concept is applied to all organization forms of

business: single proprietorship, partnership, and corporation.

1.3.2 The Going-concern Concept

The going-concern concept is the assumption that ordinarily an entity persists
indefinitely. In other words, an entity will remain in operation long enough to use existing
assets for their intended purpose. Under this assumption, an entity reports its long-term assets,

such as plant and equipment, based on their historical cost rather than the liquidation value.

1.3.3 The Time-period Concept

For accounting information to be useful, it must be made available at regular intervals.
The time-period concept ensures that accounting information is reported at regular intervals.
The basic accounting period is one year, for example, an entity prepares annual financial
reports. An entity also prepares financial statements for interim periods, such as a month, a

quarter, and a semiannual period.

1.3.4 The Cost Principle

The cost principle states that assets should be recorded at their historical cost, which
is more reliable. In addition to the historical cost, there are other measurement methods, for

example, fair value, present value, replacement cost, and net realizable value.

1.3.5 The Stable-monetary-unit Concept

In China, we record transactions in RMB while Americans record transactions in US dollar.
The value of RMB changes all the time. A rise in the general price level is called inflation. A decline
in the general price level is called deflation. Under the stable-monetary-unit concept, we ignore

inflation and deflation. Accountants assume that the currency value is stable.

4 >
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1.4 Elements of the Financial Statements

1.4.1 Financial Position

1. Asset

According to FASB, “an asset is a probable future economic benefit obtained or controlled
by an entity as a result of a past transaction or event”. That means an asset is an economic
resource controlled by the entity as a result of past events, which is expected to produce a
future benefit, for example, cash, land, plant and inventory. A coffee shop can identify the
coffee machine as an asset, since coffee produced by coffee machine can be sold for money.

2. Liability

According to FASB, “a liability is a probable future sacrifice of economic benefits arising
from present obligations of an entity to transfer assets or provide services as a result of a past
event or transaction.” That means a liability is a present obligation of the entity arising from
past events, which will result in an outflow of resource from the entity. They are debts that are
payable to creditors. For example, a bank loan can be identified as a liability, since an entity
needs to pay off the principle and interest within a certain time period.

3. Owner’s equity

Equity means ownership. In accounting, equity is the residual value or interest of the
most junior class of investors in assets, after all liabilities are paid. If liability exceeds asset, a
negative equity exists. It is a residual value, which is equal to assets minus liabilities. There are

two main sub-parts in owner’s equity: paid in capital and retained earnings.

1.4.2 Business Performance

1. Revenue

An entity creates revenue by providing goods and services to customers. In many
countries, revenue is referred to as turnover. In accounting, revenue is often referred to as the
“top line”” due to its position on the income statement at the very top. This is to be contrasted
with the “bottom line” which denotes net income. Revenues will increase the net income as
well as the owner’s equity of an entity.

2. Expense

In common usage, an expense is an outflow of money to another person or group to
pay for an item or service, or for a category of costs. For a tenant, rent is an expense. For

students, tuition fees are an expense. Buying food, clothing, furniture is often referred to

Chapter 1
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as an expense.

In accounting, an expense has a very specific meaning. It is an outflow of cash or other
valuable assets from a person or a company to another person or company. According to
International Accounting Standards Board, an expense is defined as “decreases in economic
benefits during the accounting period in the form of outflows or depletion of assets or
incurrence of liabilities that result in decreases in equity, other than those relating to
distributions to equity participants”. Expenses are decreases in economic benefits during the
accounting period in the form of outflow of assets. Expenses will decrease the net income as
well as the owner’s equity of an entity.

3. Income

Income is also called profit or earnings. It is the excess of revenues over expenses. When

the expenses are more than revenues, an entity recognizes loss.

1.5 The Accounting Equation

The accounting equation states that assets equal liabilities plus owners’ equity. This
equation will always hold as long as no error has been made. This equation is the basis of
double-entry bookkeeping system, and the basis of the statement of financial position. The
accounting equations are shown in Table 1-2.

Table 1-2 Accounting equations

Assets = Liabilities + Owners’ equity
Assets = Liabilities + Paid in capital + Retained earnings
Income = Revenues — Expenses

1.6 Accrual Basis and Cash Basis

1.6.1 Accrual Basis

Accrual basis is an accounting method that recognizes the impact of transactions on the

financial statements in the time periods when revenues and expenses occur.

1.6.2 Cash Basis

Cash basis i1s an accounting method that recognizes the impact of transactions on the

financial statements only when a company receives or pays cash.
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