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CHAPTER 1
BRIEF INTRODUCTION OF ACCOUNTING

1.1 ACCOUNTING

Accounting may be defined as an information system that provides reports to various in-

dividuals or groups about economic activities of an organization or other entity. In most

o
cases, it is called “the language of business”, because it is an information system of interpret- %
ing, recording, measuring, classifying, summarizing, reporting and describing business eco- o
nomic activities with monetary unit as its main criterion, by which, most business informa- *
tion is communicated. The accounting information is primarily supplied to owners, managers
and other users to assist in the decision-making process. ;

The process of providing information to users is illustrated in the followed exhibit. First

of all, an accountant must identify user groups and their information needs. These needs de-
termine which economic data and activities are recorded by the accounting system. Then, ac-

countants prepare reports that summarize this information for users.

I Identification of users Investors, bankers, suppliers,
govermmental agencies,

| User information needs—l labor unions, employees, manager
Econcmic Accounting Reports User decisions
data and system
activities

ONILNNODIOV 40 NOITLIJONAOYLNI

Financial statements, special | | Investing, approving
reports, tax retumns, regulatory | |loans, assessing taxes,
reports, management reports negotiating labor
contracts, establishing
budgets
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As we know, accounting has a major impact on our economic and social system. It
records the past growth or decline of the business. By careful analyzing of these results and
trends, the business may get some suggestions about the ways in which it may grow in the
future. Individuals can also make decisions based upon the data in accounting reports. For
example, while you are thinking about buying a house, you'can use accounting information
to determine whether you can afford the monthly payments, etc.

1.2 TYPES OF ACCOUNTING

There are several types of accounting in practice. The two most common are financial
accounting and management accounting. The others include cost accounting, environmental
accounting, tax accounting, not-for-profit accounting, and social accounting.

Financial accounting is concerned with reporting to external parties of an organization’s
financial position and results of operation. Although such reports provide useful information
for managers, they are more important reports for owners, creditors, governmental agen-
cies, and the public. Management accounting (also called managerial accounting) mainly
provides information to management officers of a corporation. It is related to the internal ac-
counting functions of cost determination, planning, operational control and performance e-
valuation. The focus of management accounting is to provide managers with relevant and
timely information and reports. Financial accountants must obey general accepted accounting
principles in preparing reports. Management accountants usually consider the basic principle

of gathering and reporting information that is useful to managers.

1.3 ACCOUNTING EQUATION

The relationship between the accounting elements can be expressed in a simple mathe-
matical form known as the accounting equation:
Assets = Equity
= Liabilities + Owners’ Equity
The accounting equation illustrates the relationship among assets, liabilities, and
owners’ equity. Assets appear on the left side of the equation. The equity (liabilities and
owners’ equity) on the right side of the equation shows the legal and economic claims against

the assets. The two sides of the accounting equation must be equal.
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On the basis of the accounting equation, the financial position and the operating result of
a business can be recorded and reported to the interested users of accounting information.

For example, On July 1 of the current year, the assets and liabilities of ABC Co. are as
follows: cash, $1 000, accounts receivable, $3 200; supplies, $850; land, $ 10 000;
accounts payable, $1 530; paid-in capital, $13 520. Currently, office space and office
equipment are being rented, pending the construction of an office complex on land purchased
last year. Business transactions during July are summarized as follows:

a. Received cash from clients for services, $ 13 928.

-

. Paid creditors in account, $1 055.
. Received cash from the investors as an additional investment, $ 3 700.
. Paid office rent for the month, $1 200.

. Charged clients for services on account, $2 025.

C
d
e
f. Purchased office supplies on account, $245.
g
h

o
. Received cash from clients on account, $ 3 000. E

. Received invoice for paralegal services from Aid Inc. for July (to be paid on August 7

10), $1635. ”
i. Paid the following: wages expense, $850; answering service expense, $250; utili- -

ties expense, $325; and miscellaneous expense, $75. ;
j. Determined that the cost of office supplies on hand was $ 980; therefore, the cost of o

supplies used during the month was $ 115.
k. Paid pre-income tax expense, $1 000.

Instructions

State the assets, liabilities, and owners’ equity of July 1 as in equation form similar to
that shown in this chapter. Tabular form below the equation, indicate the increases and de-
creases resulting from each transaction and the new balances after each transaction. Explain
the nature of each increase and decrease in owners’ equity by an appropriate notation at the

right of the amount.

ONILINNODDY 40 NOILONAOYINI

Solution
Assets Liabilities + Owners’ Equity
Accounts Accounts ! Paid-in Capital
Cash Supplies Land ] .
Receivable Payable or Retained Earnings
Bal. 1 000 3200 850 10 000 1530 | 13 520-
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g%
Assets Liabilities + Owners’ Equity
Can [ e | st | L | (R e
a 13 928 13 928 Fees earned
Bal. 14928 | 3200 850 | 10000 1530 | 27 448
b ~1055 ~1055
Bal. 13873 | 3200 850 | 10 000 475 | 27 448
c 3700 3700 Investment
Bal. 17573 | 3200 850 | 10 000 475 | 31148
A d -1 200 ' ~1 200 Rent expenses
E Bal. 16373 | 3200 850 | 10 000 475 | 29 948
- e 2 025 2 025 Fees earned
: Bal. 16373 | 5225 850 | 10 000 475 | 31 973
& f 245 +245
% Bal. 16373 | 5225| 1095| 10000 720 | 31 973
o g 3000 | —3000
- Bal. 19373 | 2225| 1095| 10000 720 | 31 973
5 h . +1635 | —1 635 Paralegal expenses
§ Bal. 19373 2225 1095| 10000{ 2355 30338
2 ~1 500 — 850 Wages expenses
Z , — 250 Answering Service expenses
° ~ 325 Utilities expenses
N ~ 75 Miscellaneous expenses
a Bal. 17873 2225| 1095| 10000 2355/ 28838
% i - 115 — 115 Supplies expenses
5 Bal. 17873 | 2225 980 | 10000 | 2355 28723
i k -1 000 —~1 000 Pre-income tax expenses
Bal. 16873 | 2225 980 | 10000 | 235527723
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NEW WORDS

accounting n. i, S

individual n. A

entity n. Sk, Ek

interpret v. e, EH

measure v. g

criterion n. PRk

primarily adv. FE i

assist v. # B

accountant n. iR, i

external adj . AR g
party n. LEAN, 5% —E
creditor n. BRI s
agency n. 3 -
managerial adj . B G
internal adj . PHTER) -
evaluation n. PEAG ™
principle n. JE

stockholder n. i &

form n. X

IDIOMS AND EXPRESSIONS
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financial accounting W42t
management accounting BT
cost accounting BAL
environmental accounting HIE St
tax accounting BEair
not-for-profit accounting EEF &
social accounting He&eit

provide something for somebody

RUBEDAFENARBEEALREY

provide somebody with something
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the basic principle of A S

READING MATERIAL

NATURE OF A BUSINESS

You can probably list some examples of companies with which you have recently done
business. Your examples might be large companies, such as Coca-Cola, Dell Computer, or
Amazon.com. They might be local companies, such as gas stations or grocery stores, or per-
haps employers. They might be restaurants, law firms, or medical offices. What do all these
examples have in common that identify them as businesses?

In general, a business is an organization in which basic resources (inputs), such as ma-
terials and labor, are assembled and processed to provide goods or services (outputs) to cus-
tomers. Businesses come in all sizes, from a local coffee house to a DaimlerChrysler, which
sells several billion dollars worth of cars and trucks each year. A business’s customers are in-
dividuals or other businesses that purchase goods or services in exchange for money or other
items of value. In contrast, a church is not a business because those who receive its services
are not obligated to pay for them.

The objective of most businesses is to maximize profits. Profit is the difference between
the amounts received from customers for goods or services provided and the amounts paid for
the inputs used to provide the goods or services. Some businesses operate with an objective
other than to maximize profits. The objective of such nonprofit businesses is to provide some
benefit to society, such as medical research or conservation of natural resources. In other
cases, governmental units such as cities operate water works or sewage treatment plants on a
nonprofit basis.

Types of Businesses

There are three different types of businesses that are operated for profit: manufactur-
ing, merchandising, and service businesses. Each type of business has unique characteristics.

Manufacturing businesses change basic inputs into products that are sold to individual
customers. Examples of manufacturing businesses and some of their products are shown be-

low.



