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Chapter 1 An Introduction to Accounting

This chapter discusses how accounting information is needed by various users. The role of
ethics and standards of professional conduct in accounting is presented. Generally accepted
accounting principles ( GAAP) are introduced, and some concepts and principles are explained.
Then the chapter introduces the accounting equation; Assets = Liabilities + Equity. The financial
statements are illustrated. The interrelationship of the financial statements is emphasized.
vou should be able to:

After studying this chapter

’

I. Describe that accounting is an information system.

[S9]

. Understand the conceptual framework applied to financial statements.

3. Understand the convergence of accounting standards.

>

Use accounting equation to present accounting elements and their increases and decreases.

1.1 Accounting is an Information System

Accounting is often described as an information system. It is the system that measures
business activities, processes information into reports and communicates these findings to decision
makers. Exhibit 1-1 presents the flow of information in an accounting system. Bookkeeping is
only the part of accounting that records transactions and events. Accounting includes the analysis
and interpretation of accounting information intended to be used by both external and internal
users in making economic decisions.

Exhibit 1-1 The Flow of Information in an Accounting System

Decision Making Economic Events Reports

t |

The primary users of accounting information are investors and creditors, government,

labour unions, and the general public also use accounting information. Financial statements report
accountling information about resources, earning prospects, expected cash collections, incurred

expenses, repayment ability, tax collection, and negotiating wage agreements.

1.2 Forms of Organization

There are three forms of business organization. These three forms of business ownership are
below :
A sole (single) proprietorship is a business organization that is owned by one individual.

It is an accounting entity but not a legal entity. This means that the owner is responsible for the
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debts of the proprietorship. It is known as unlimited liability and is obviously a disadvantage of
this form of business organization.

A partnership only differs from a single proprietorship is that it has more than one owner.
The owners are called partners. There are some different types of partnerships in business
activity.

A corporation is incorporated under local law as a separate entity; hence, its owners are
called shareholders or stockholders. They are not liable for the debts of the corporation. The
limited liability is an obvious advantage of the form. The ownership of a corporation is divided into

shares or stocks. Shares can be Iransferred between owners.

1.3 The Framework for the Preparation
and Presentation of Financial Statements

Different countries have different accounting models because of prevailing legal and economic
conditions that are present nationally. That represents an acceptable accounting practice in one
country is not necessarily acceptable in another country. It is the differences between national
accounting models that have created the need for a harmonization of accounting standards: a
global accounting language for the communication of relevant and reliable financial information.

In response to this growing need, the International Accounting Standards Committee ( 1ASC)
was founded in 1973 and has engaged in internationally recognized standard-setting to achieve this
goal. On April 1, 2001, the IASC was restructured into the International Accounting Standards
Board (IASB).

Exhibit 1-2 is an illustration of the structure, reproduced from the TASB website.

Exhibit 1-2 An lllustration of the Structure of IASB
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