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Introduction to Accounting and Business

Twitter

hen 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 com-
mitted 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
your football team win can be a source of pride, winning in the
marketplace goes beyond pride and has many tangible benefits.
Companies that are winners are better able to serve customers,
provide good jobs for employees, and make
money for their owners.

Twitter is one of the most visible companies on the Internet. It
provides a real-time information network where members can post
messages, called Tweets, of up to 140 characters for free. Millions
post Tweets every day throughout the world.

Do you think Twitter is a successful company? Does it make
money? How would you know? Accounting helps to answer
these guestions.

This textbook introduces you to accounting, the language
of business, Chapter 1 begins by discussing what a business is,

how it operates, and the role that account-
ing plays.




Learning Objectives

After studying this chapter, you should be able to:

Describe the nature of a business and the role of accounting and ethics in business.
Nature of Business and Accounting

Types of Businesses

Role of Accounting in Business

Role of Ethics in Accounting and Business

Opportunities for Accountants

Summarize the development of accounting principles and relate them to practice.
Generally Accepted Accounting Principles

Business Entity Concept

Cost Concept

State the accounting equation and define each element of the equation.
The Accounting Equation

Describe and illustrate how business transactions can be recorded in terms
of the resulting change in the elements of the accounting equation.
Business Transactions and the Accounting Equation

Describe the financial statements of a proprietorship and explain how they interrelate.
Financial Statements

Income Statement

Statement of Owner’s Equity

Balance Sheet

Statement of Cash Flows

Interrelationships Among Financial Statements

Describe and illustrate the use of the ratio of liabilities to owner’s equity
in evaluating a company’s financial condition.
Financial Analysis and Interpretation: Ratio of Liabilities to Owner’s Equity

. Describe the nature
of business and the

role of accounting and
ethics in business.

AtaGlance 1

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 $10 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 inputs used to provide the goods or services. This text focuses on businesses oper-
ating 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 operating for profit include service, merchandising, and
manufacturing businesses. Some examples of each type of business are given below.

Service businesses provide services rather than products to customers.
Delta Air Lines (transportation services)
The Walt Disney Company (entertainment services)

1 A complete glossary of terms appears at the end of the text.



Chapter 1

Merchandising businesses sell products they purchase from other businesses to
customers.

Walmart (general merchandise)

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

Ford Motor Co. (cars, trucks, vans)

Dell Inc. (personal computers)

Role of Accounting in Business

The role of accounting in business is to provide 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 condition of a business. You could think
of accounting as the “language of business.” This is because accounting is the means
by which businesses’ financial information is communicated to users.

The process by which accounting provides information to users is as follows:

1. Identify users.

2. Assess users’ information needs.

3. Design the accounting information system to meet users’ needs.
4. Record economic data about business activities and events.

5. Prepare accounting reports for users.

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

Introduction to Accounting and Business

Note:

Accounting is an
information system that
provides reports to users
about the economic
activities and condition of
a business.

~Internal External
| (managers & (investors, creditors,
f employees) '?Jes:ﬂrg customers, government)

Prepare
Accounting
Reports

4

Record
Economic
Data

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 accounting,
or management accounting.

The objective of managerial accounting is to provide relevant and timely in-
formation for managers’ and employees’ decision-making needs. Oftentimes, such
information is sensitive and is not distributed outside the business. Examples of sen-
sitive information might include information about customers, prices, and plans to

© Cengage Learning 2014

EXHIBIT 1

Accounting as an
Information System



4 Chapter 1 Introduction to Accounting and Business

expand the business. Managerial accountants employed by a business are employed in
private accounting.

External users of accounting information include investors, creditors, customers,
and the government. These users are not directly involved in managing and operating
the business. 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, general-purpose
financial statements are described and illustrated.

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 users will be trustworthy and, thus, useful for decision making. Managers
and employees 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. Many
of the managers of the companies listed in Exhibit 2 engaged in accounting or busi-
ness fraud. These ethical violations led to fines, firings, and lawsuits. In some cases,
managers were criminally prosecuted, convicted, and sent to prison.

EXHIBIT 2

Computer Associates

International, Inc.

Enron

HealthSouth

Qwest Communications
International, Inc.

Xerox Corporation

Accounting and Business Frauds

Nature of Accounting
or Business Fraud ¢ ;
Fraudulently inflated its financial results. CEO and senior executives indicted.
Five executives pled guilty. $225 million
fine.
Y £ RN
Fraudulently inflated its financial results. Bankrupcty. Senior executives criminally
convicted. Over $60 billion in stock market
losses.
Overstated performance by $4 billion in false Senior executives criminally convicted.
entries.
Bz ; @ T
Improperly recognized $3 billion in false receipts. | CEO and six other executives criminally
convicted of “massive financial fraud.”
$250 million SEC fine.
Recognized $3 billion in revenue prior to when it | $10 million fine to SEC. Six executives forced
should have been recorded. to pay $22 million.

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 hon-
est and fair. However, managers and accountants often face pressures from

© Cengage Learning 2014



Chapter 1 Introduction to Accounting and Business 5

supervisors to meet company and investor expectations. In many of the cases
in Exhibit 2, managers 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.

As a result of the accounting and business frauds shown in Exhibit 2, Congress
passed new laws to monitor the behavior of accounting and business. For example,
the Sarbanes-Oxley Act of 2002 (SOX) was enacted. SOX established a new oversight
body for the accounting profession called the Public Company Accounting Oversight
Board (PCAOB). In addition, SOX established standards for independence, corporate
responsibility, and disclosure.

How does one behave ethically when faced with financial or other types of pres-
sure? Guidelines for behaving ethically are shown in Exhibit 3.

1. Identify an ethical decision by using your personal ethical standards of honesty and fairness.
2. Identify the consequences of the decision and its effect on others.

3. Consider your obligations and responsibilities to those who will be affected by your decision.
4. Make a decision that is ethical and fair to those affected by it.

Opportunities for Accountants

Numerous career opportunities are available for students majoring in accounting.
Currently, the demand for accountants exceeds the number of new graduates en-
tering the job market. This is partly due to the increased regulation of business
caused by the accounting and business frauds shown in Exhibit 2. Also, more and
more businesses have come to recognize the importance and value of accounting
information.

As indicated earlier, accountants employed by a business are employed in pri-
vate accounting. Private accountants have a variety of possible career options within
a company. Some of these career options are shown in Exhibit 4 along with their

2 Many companies have ethical standards of conduct for managers and employees. In addition, the Institute of Management
Accountants and the American Institute of Certified Public Accountants have professional codes of conduct.

© Cengage Learning 2014

EXHIBIT 3

Guidelines for Ethical
Conduct
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