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Introduction to Accounting

Learning Objectives

After learning this unit, you will be able to: :

1. describe the information system of accounting;

2. describe the division of accounting; :

3. state the accounting equation; .

4. understand accounting assumption; :

5. describe professional ethics in accounting.

Warming-up

What is accounting? Is accounting important to you? Yes, accounting is important in your
personal life as well as your career, even though you may not become an accountant.

Text

Introduction to Accounting

1.1 Accounting: An Information System

Accounting is an information system necessitated by the great complexity of modern
business.

In developing information about the activities of a business, every accounting system
performs the following basic functions:

(1) Interpret and record the effects of business transactions.

(2) Classify the effects of similar transactions in a manner that permits determination of
the various totals and subtotals useful to management and used in accounting reports.

(3) Summarize and communicate the information contained in the system to decision

makers.
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Accounting systems are designed to provide information that managers and outsiders can
use in decision making. They also serve other purposes: to produce operating documents, to
protect the company’s assets, to provide data for company tax returns, and, in some cases, to
provide the basis for reimbursement of costs by clients or customers. The accounting
organization also must prepare documents that serve what might be called private information
purposes, such as the employees’ own records of their salaries and wages. Many of these
documents aim to serve other accounting purposes, but they would have to be prepared even if
no information reports were necessary. Measured by the number of people involved and the
amount of time required, document preparation is one of accounting’s biggest jobs.

Accounting is a system of gathering, summarizing and communicating financial
information for business firms, governments, or other organizations. Accounting, also called
accountancy, enables decision makers to interpret financial information and use results in
planning for the future. For example, such data tell executives which products or departments
are doing well and which poorly.

1.2 Divisions of Accounting

The field of accounting is divided into three broad divisions: public, governmental, and

private.
1.2.1 Public Accounting

Public accounting is the field of accounting that provides a variety of accounting services
to clients for a fee. A professional accountant who works in a public accounting firm usually is
a Certified Public Accountant (CPA). The British equivalent for a CPA is CA, representing
chartered accountants.

The scope of services offered by public accounting firms is expanding in the information
age. Auditing, which is a typical type of assurance services, is one of the main functions of a
CPA firm. Among audit services, the most common is the financial statement audit. Other
types of audit services include operational audits and compliance audits. Tax preparation and
planning is another function of a public accountant. Because tax factors are important to most
major financial decisions, CPAs are often asked for advice about the possible tax consequences
of a particular decision. Also, CPAs often are asked to prepare income tax returns.
Management advisory services are among the fastest growing practice areas in accounting
firms. In addition, many firms are expanding the traditional bounds of services to include such
areas as organization design, information processing, employee benefits, and human resource

management.
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1.2.2 Governmental Accounting

The management of governmental affairs requires the use of accounting for record
keeping, planning, and controlling operations. Many accountants work in government offices
or for nonprofit organizations. These two areas are often joined together under the term
governmental and institutional accounting. The two are similar because of legal restrictions in
the way they receive and spend funds. Therefore, a legal background is sometimes necessary
for this type of accounting practice. All branches of governments employ accountants. In
addition, government-owned corporations have accountants on their staffs. All of these
accountants, like those in private industry, work on a salary basis. They tend to become
specialists in limited fields like transportation or public utilities.

Nonprofit organizations are, of course, in business for some purpose other than making
money. They include cultural organizations, charitable organizations, religious groups and etc.
Although they are limited in the manner in which they can raise and spend their funds, they

usually benefit from special provisions in the tax laws.
1.2.3 Private Accounting

Private accountants, also called management accountants, work for a single business and
are responsible for collecting, processing, and reporting financial information. Private
accountants are employed in a variety of capacities. For example, the chief accounting officer
for a private enterprise typically is known as the controller, and the head financial officer is
often called the treasurer. Others working in accounting departments perform such tasks as
determining the cost of items produced by the enterprise, budgeting, internal auditing, taxation,
and financial reporting. Like those who work for the government or nonprofit organizations,
they are salaried rather than paid a fee. Those who work for manufacturing concerns are
sometimes called industrial accountant.

Accounting specialists are highly regarded. Their professional standing often is denoted
by a certificate. Certified public accountants must meet education and experience requirements,
pass an examination, and exhibit ethical character. Many accounting specialists hold
certificates in addition to or instead of the CPA. Two of the most common certificates are the
Certified Management Accountant (CMA) and the Certified Internal Auditor (CIA).
Employers also look for specialists with designations such as Certified Bookkeeper (CB),
Certified Payroll Professional (CPP), and Personal Financial Specialist (PFS).

1.3 Accounting Equation

There are six elements in accounting: assets, liabilities, owner’s equity, revenue, expense

and profit. There exist well-organized quantitative relations among the six accounting elements.
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Taking industrial enterprises as an example, with the progressing of manufacturing and operation,
purchases, input, output and sale are alternating all the time. The form and amount of
accounting elements are also changing without stop. However, the equation between the total
amount of assets and source amount owned by an enterprise won’t be changed. The total
amount of assets will always be equal to the claim rights of these assets by creditors and
owner’s equity. Accounting equation accounts for the common quantitative relation among
accounting elements:
Assets = Liabilities + Owner’s Equity

The above equation shows the quantitative relation among the three accounting elements:
assets, liabilities and equity, which is the fundamental account equation. The following one
shows the quantitative relation among the three accounting elements: revenue, expense, and
profit.

Revenue — Expense = Profit

The balance of profit distribution after tax is accumulated in “retained earnings accounts”

which is an item in owner’s equity. Therefore, the two equations above can be consolidated as:
Assets = Liabilities + Owner’s Equity + (Revenue — Expense)

Or: Assets = Liabilities + Owner’s Equity + Profit

At the end of an accounting year, the balance of profit distribution after tax is transferred
into “retained earnings” through accounting calculation. The equation restores to:

Assets = Liabilities + Owner’s Equity

Accounting equation is the basis for double entry rule. The set of accounting items and

the establishment of accounts, the record of business, the preparation of report and the

calculation of all economic index are all based on accounting equation.

1.4 Accounting Assumption

Accounting assumption is the basic foundation upon which our generally accepted
accounting rests. Five basic assumptions significantly affect the recording, measuring, and
reporting of accounting information. They include separate entity, going concern,

accounting-period, monetary unit, and the accrual basis of accounting.
1.4.1 Separate Entity Assumption

Separate entity assumption means that the enterprise can be accounted for and reported
independent of its owners and other stakeholders. Under the separate entity assumption, all
accounting records and reports are developed from the viewpoint of a single entity, whether it
is a proprietorship, a partnership, or a corporation. The assumption is that an individual
transactions are distinguishable from those of the business he or she might own. For example,

the personal residence of a business owner is not considered an asset of the business even
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though the residence and the business are owned by the same person. Under the assumption,
accounting deals with specific, identifiable business entities, each considered and accounting
unit separate and apart from its owners and from other entities. For each accounting entity a
self-contained, double-entry accounting system is employed. Transactions between accounting
entities are recorded in the accounts of both entities. For example, the same transaction may be
recorded as a sale by one accounting entity and as a purchase by another. Similarly, one
accounting entity may record a transaction as an investment, whilst the other accounting entity
may record it as a capital contribution.

In any particular case the identification of the accounting entity may be difficult. Consider,
for example, the case of a large chain of retail stores. Is the accounting entity the whole
business, a regional operation, a single store or a single department in that store? The answer
can be found only by looking at the organization of the business. If a department has its own
accounting system and records transactions with other departments, then it is an entity for
accounting purposes. If it has no such records, then it is not an accounting entity. The
accounting entity is, therefore, identified as the smallest unit of activity with a self-contained

accounting system.
1.4.2 Going Concern Assumption

The going concern assumption is also known as the continuity assumption. Under the
going concern assumption, the business entity is expected not to liquidate but to continue
operations for the foreseeable future. That is, it will stay in business for a period of time
sufficient to carry out contemplated operations, contracts, and commitments. Note that this is
not an assumption of perpetual life, but rather that the business will continue in operation long
enough to recover or use up its assets and repay its outstanding liabilities. The assumption
does not refer simply to its continued existence, it also assumes that it will continue in the
same lines of business as those in which it is currently involved.

The assumption of continuity is made in the absence of evidence to the contrary. In other
words, when it is clear that an assumption of continued existence would result in misleading
financial reports, then the assumption is not made. A major problem facing the accounting
profession is identifying the circumstances under which the continuity assumption should be
abandoned. Sometimes company failures occur with the accounting reports continuing to be
based upon the going concern assumption. These accounting reports are subsequently
criticized as misleading. And premature abandonment of the continuity assumption by
accountants may cause liquidation if it results in demands by creditors for repayment of
amounts outstanding. Authoritative guidelines are needed in this area if continuity is to remain

a basic assumption of contemporary accounting.
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1.4.3 Accounting-Period Assumption

This assumption is also known as the time-period assumption. It is contemporary
accounting practice to measure the result of an entity’s operation over a relatively short period
and to present a balance sheet at frequent interval.

The economic activity of a business is continuous. All transactions are recorded in the
accounts and change the picture of the firm, as revealed in financial statements. The firm
changes continuously as it carriers out its operations. Changes cease only when the firm ceases
operations. The operating results of any business enterprise cannot be known with certainty
until the company has completed its life span and ceased doing business. In the meantime,
external decision-makers require timely accounting information to satisfy their analytical
records. To meet their needs, the accounting-period assumption requires that changes in a
business’s financial position be reported over a series of shorter time periods. Although the
reporting period varies, one year is the standard. Some companies use a calendar year, and
others use a fiscal year-end that coincides with the low point in business activity over a
12-month period. In addition, companies also report financial information on an interim basis,
usually quarterly for public reporting or monthly for internal purposes.

The accounting-period assumption does, however, lead to difficulties. First, it should be
realized that the shorter the reporting period, the greater the need for estimates and judgment.
Over a short period, fewer transactions will be completed and there will be more accruals and
deferrals than for longer period. Incorporating accruals and deferrals into the accounts
increases the subjectivity of the financial statements. In addition, financial reports for short
periods may provide misleading impressions of the long-run prospects for the firm. A balance
sheet represents a “‘snap-shot” of the entity’s financial position at an instant of time.
Immediately before and after the date of the balance sheet , the financial position is different.
By the time the balance sheet is published the financial position of the firm may have changed
dramatically. As a result, the balance sheet is out of date the day after the end of the accounting

period, and by the time it is published, it is of historical interest only.
1.4.4 Monetary Unit Assumption

In financial accounting, an entity’s transactions are recorded in the accounts in monetary
unit of the country in which it is operating. However, in general, financial statements are
presented in the currency of the country where the reports are published.

The use of money as the unit of account is accepted today without question, but this has
not always been the case. For example, such commodities as cattle, salt, shells and tobacco are
said to be employed as the unit of account.

The use of money as a unit of account does create some difficulties. In the first place,
transactions must be expressed in money terms before they can be recorded in the accounts.
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This assumption means that many important aspects of a modern business’s operations cannot
be embodied in the financial statements. In some cases transactions or events may not have an
obvious money amount. Transactions and events of this type are either ignored or assigned a
subjective or arbitrary money amount. Under this assumption, if the transaction or event
cannot be measured, it cannot be reported. By extension, if it cannot be reported, it cannot be
used for decision-making by external users. Secondly, the value of money is not constant over
time. Its purchasing power changes as a result of either inflation or deflation. Accountants
conventionally choose to ignore the changes in the purchasing power of money in the accounts.

And this will cause some deficiencies in accounting reports.
1.4.5 Accrual Basis of Accounting

In order to provide the best matching of expenses with revenues and the most useful
income figure, the accrual basis of accounting has been developed and become one of the
generally accepted accounting conventions. Using the accrual basis of accounting means that
revenues, expenses and other changes in assets, liabilities, and owners’ equity are accounted
for in the period in which the economic events takes place, not necessarily when the cash
inflows and outflows take place. This means that the financial effects of transactions and
economic events are recognized by the enterprise when they occur, rather than when the actual
cash is received or paid by the enterprise. For example, sales are recognized as revenues when
they are made, regardless of when the cash is actually collected. That is, a sale on account is
recognized in the same manner as a cash sale. The only difference is that Accounts Receivable
rather than Cash is increased at the time of sale. Expenses are recognized in a similar manner.
That is, expenses are considered to be incurred when the goods or services are consumed by
the enterprise, not necessarily when the cash outflows take place. For example, salaries earned
by employees in May is recorded as salaries expense of May, even though those salaries may
not be paid until June.

A key to the porter application of accrual basis of accounting is to ensure that all revenue
and expense transactions that occurred during the period are recognized and recorded
regardless of when the associated cash flows take place. Adjusting entries are a tool that
accountants often use to ensure that a firm’s financial statements reflect all relevant economic

events and transactions and that a proper matching of revenues and expenses has occurred.

1.5 Professional Ethics in Accounting

The goal of accounting is to provide useful information for decisions. For information to
be useful, it must be trusted. This demands professional ethics in accounting. Ethics are beliefs
that distinguish right from wrong. They are accepted standards of good and bad behaviors.

Identifying the ethical path is sometimes difficult. The preferred path is a course of action
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that avoids casting doubt on one’s decisions. For example, accounting users are less likely to
trust an auditor’s report if the auditor’s pay depends on the success of the client being audited.
To avoid such concerns, ethics rules are often set. For example, auditors are banned from
direct investment in their client and cannot accept pay that depends on figures in the client’s
report.

Providers of accounting information often face ethical choices as they prepare financial
reports. These choices can affect the price a buyer pays and the wages paid to workers. They
can even affect the success of products and services. Misleading information can lead to a
wrongful closing of a division that harms workers, customers, and suppliers.

A full explanation of ethical standards in accounting is beyond the scope of this
introductory course. However, it is not too early to introduce some basic ethical standards that
are expected of professional accountants. Four key standards are below:

Integrity. Accountants have a responsibility to report favourable as well as unfavourable
information and to refrain from taking actions which undermine an organization’s legitimate
and ethical objectives. Integrity implies that accountants should not take unfair advantage of
information and should act in the interests not only of their clients but of other indirect users.
Accountants should also disassociate themselves from any attempts to disclose misleading
information.

Confidentiality. Accountants have a duty to refrain from disclosing confidential information
unless legally obligated to do so. The work of the accountant regularly involves dealing with
confidential files about the personal and business affairs of their clients. Decisions made on
information provided by accountants can materially affect the lives of clients and others, often
referred to as third parties, which include employees, creditors, investors, suppliers, customers,
governments, and the general public.

Competence. Accountants have a duty to perform their professional duties according
to high standards and to ensure that they stay current with changes in the profession. Users
of accounting information may not have accounting expertise. Thus, members of the
accounting profession enjoy a position of power. To be worthy of user confidence,
accountants must not abuse this power and must act according to a high ethical standard.
Accountants have an ethical obligation to maintain both technical competence and moral
competence.

Objectivity. Accountants must fully disclose all relevant information that assists users to
understand financial reports. Business, governments, and the public at large depend on the
accounting profession to provide fair financial reporting and business advisory services.
Accountants, therefore, are obligated to provide information that is objective so that users can

rely on its accuracy when making investment and credit decisions.
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1. Classify the effects of similar transactions in a manner that permits determination of the
various totals and subtotals useful to management and used in accounting reports.
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2. The development of corporation also created a new social need—the need for an
independent audit to provide some assurance that management’s financial

representations were reliable.
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