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Introduction

to Accounting and Business

G 0O0OGLEY™

When two teams pair up for a game of football, there
is often a lot of noise. The band plays, the fans cheer,
and fireworks light up the scoreboard. Obviously, the fans
are committed and care about the outcome of the game.
Just like fans at a football game, the owners of a business
want their business to “win” against their competitors in
the marketplace. While having our football team win can
be a source of pride, winning in the marketplace goes be-
yond pride and has many tangible benefits. Companies that
are winners are better able to serve customers, to provide
good jobs for employees, and to make more money for the
owners.

One such successful company is Google, one of the most
visible companies on the Internet. Many of us cannot visit the

Web without first stopping at Google to power your search.
As one writer said, “Google is the closest thing the Web has

to an ultimate answer machine.” And yet, Google is a free
tool—no one asks for your credit card when you use any of
Google’s search tools. So, do you think Google has been a
successful company? Does it make money? How would you
know? Accounting helps to answer these questions. Google’s
accounting information tells us that Google is a very suc-
cessful company that makes a lot of money, but not from you
and me. Google makes its money
from advertisers.

In this textbook, we will
introduce you to accounting,
the language of business. In this
chapter, we begin by discuss-
ing what a business is, how it
operates, and the role that |
accounting plays.
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Nature of Business and Accounting

A business! is an organization in which basic resources (inputs), such as materials and
labor, are assembled and processed to provide goods or services (outputs) to customers.
Businesses come in all sizes, from a local coffee house to Starbucks, which sells over
$9 billion of coffee and related products each year.

The objective of most businesses is to earn a profit. Profit is the difference between the
amounts received from customers for goods or services and the amounts paid for the in-
puts used to provide the goods or services. In this text, we focus on businesses operating
to earn a profit. However many of the same concepts and principles also apply to not-for-
profit organizations such as hospitals, churches, and government agencies.

Types of Businesses

Three types of businesses operated for profit include service, merchandising, and
manufacturing businesses.

1 A complete glossary of terms appears at the end of the text.
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Each type of business and some examples are described below.

Service businesses provide services rather than products to customers.

om0 Delta Air Lines (transportation services)
Roughly eight out of every The Walt Disney Company (entertainment services)
ten workers in the United Merchandising businesses sell products they purchase from other businesses to

States are service providers. customers.

Wal-Mart (general merchandise)

Amazon.com (Internet books, music, videos)
Manufacturing businesses change basic inputs into products that are sold to
customers.

General Motors Corporation (cars, trucks, vans)

Dell Inc. (personal computers)

The Role of Accounting in Business

What is the role of accounting in business? The simplest answer is that accounting pro-
vides information for managers to use in operating the business. In addition, accounting
provides information to other users in assessing the economic performance and condition
of the business.

Thus, accounting can be defined as an information system that
provides reports to users about the economic activities and con-
Accounting is an information sys- dition of a business. You may think of accounting as the “language
tem that provides reports to users of business.” This is because accounting is the means by which
about the economic activities and businesses’ financial information is communicated to users.
Smdision o g inlsihess. The process by which accounting provides information to
users is as follows:

Identify users.

Assess users’ information needs.

Design the accounting information system to meet users’ needs.
Record economic data about business activities and events.
Prepare accounting reports for users.

Sl R

As illustrated in Exhibit 1, users of accounting information can be divided into two
groups: internal users and external users.

Exhibit 1

Users of HH i i

it M Providing Accounting Information to Users

Information

Internal users: ) External users: 2
l Maniagers.‘ b Customers, i Assess
.. . employees users’
Identify information
users _government needs
S —

5 Prepare accounting |
reports for

users | l—

e .
| ACCOUNTING

~ Record economic | INFORMATION ~ Design the accounting
' dataabout | SYSTEM - information system
~business activities to meet users’

- and events ‘ . needs
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Internal users of accounting information include managers and employees. These
users are directly involved in managing and operating the business. The area of ac-
counting that provides internal users with information is called managerial account-
ing or management accounting. The objective of managerial accounting is to provide
relevant and timely information for managers” and employees’ decision-making needs.
Often times, such information is sensitive and is not distributed outside the business.
Examples of sensitive information might include information about customers, prices,
and plans to expand the business. Managerial accountants employed by a business are
employed in private accounting.

External users of accounting information include customers, creditors, and the gov-
ernment. These users are not directly involved in managing and operating the busi-
ness. The area of accounting that provides external users with information is called
financial accounting. The objective of financial accounting is to provide relevant and
timely information for the decision-making needs of users outside of the business. For
example, financial reports on the operations and condition of the business are useful
for banks and other creditors in deciding whether to lend money to the business.
General-purpose financial statements are one type of financial accounting report that
is distributed to external users. The term general-purpose refers to the wide range of
decision-making needs that these reports are designed to serve. Later in this chapter,
we describe and illustrate general-purpose financial statements.

Role of Ethics in Accounting and Business

The objective of accounting is to provide relevant, timely information for user decision
making. Accountants must behave in an ethical manner so that the information they
provide will be trustworthy and, thus, useful for decision making. Managers and em-
ployees must also behave in an ethical manner in managing and operating a business.
Otherwise, no one will be willing to invest in or loan money to the business.

Ethics are moral principles that guide the conduct of individuals. Unfortunately,
business managers and accountants sometimes behave in an unethical manner. A num-
ber of managers of the companies listed in Exhibit 2 engaged in accounting or business
fraud. These ethical violations led to fines, firings, and lawsuits. In some cases, man-
agers were criminally prosecuted, convicted, and sent to prison.

What went wrong for the managers and companies listed in Exhibit 2? The answer
normally involved one or both of the following two factors:

Failure of Individual Character. An ethical manager and accountant is honest and
fair. However, managers and accountants often face pressures from supervisors to
meet company and investor expectations. In many of the cases in Exhibit 2, man-
agers and accountants justified small ethical violations to avoid such pressures.
However, these small violations became big violations as the company’s financial
problems became worse.

Culture of Greed and Ethical Indifference. By their behavior and attitude, senior
managers set the company culture. In most of the companies listed in Exhibit 2, the
senior managers created a culture of greed and indifference to the truth.

Integrity, Objectivity, and Ethics in Business

DOING THE RIGHT THING an internal accountant, informed WorldCom's Board of

Time Magazine named three women as “Persons of Directors of phony accour_wt?ng that allowed WorldCom
the Year 2002.” Each of these not-so-ordinary women O COVer up over $3 billion in losses and forced |
had the courage, determination, and integrity to do the WorldCom into bankruptcy. Coleen Rowley, an FBI staff
right thing. Each risked their personal careers to expose ~ 2L0TNeY. wrote a memo to FBI Director Robert Mueller, |
shortcomings in their organizations. Sherron Watkins, ~€XP9SINg how the Bureau brushed off her pleas to in- |
an Enron vice president, wrote a letter to Enron’s chair- vestigate Zacarias Moussaoui, who was indicted as a
man, Kenneth Lay, warning him of improper accounting co-conspirator in the September 11 terrorist attacks.

that eventually led to Enron’s collapse. Cynthia Cooper,
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