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Introduction to Accounting
——What Accounting is

What is accounting? Is accounting important to you? Yeés,accounting is important in
your personal life as well as your career, even though you may not become an accountant.
For example, when you decided to attend college, you considered the costs ( the tuition,
textbooks,,and so on). Most likely, you also considered the benefits ( the ability obtain a
higher- paying job or a more desirable job).

Our primary objective in this book is to illustrate basic accounting concepts and
accounting methods that will help you to make good personal and business decisions. We
begin by discussing what the accounting is,how it operate accounting information,and the

role that accounting plays.

1.1 What is Accounting

Accounting is the language of business. Its purpose is to provide useful information to
a variety of users so that they can make informed decisions. These users of accounting
information may include owners, managers, creditors , government agencies, customers , labor

unions and competitors.
1.1.1 Accounting: the Language of Business

Accounting is often called the “language of business”. A language is a means of so-
cial communication and involves a flow of information from one person to one or more other

persons. To be effective,the receiver of the information must understand the message that
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the sender intends to convey. Accounting uses its own special words and symbols to com-
municate financial information that is intended to be useful for economic decision making
by managers, shareholders, creditors and many others. As you study accounting, you must
learn the meanings of these words and symbols if you want to understand the messages con-
tained in financial reports. Everyone involved in business,from the beginning employee to
the top manager, eventually uses accounting information in decision- making process.

Business people often call accounting the “language of business” because they use
accounting data in communicating about a firm’ s activities. Information provided by
accountants helps managers and other executives understand the results of business trans-
actions and interpret the financial status of their organization. With this knowledge,
manager can make decisions about such matters as production , marketing , financing.

In addition , charities , churches , colleges , government agencies, and nonprofit organi-

zation also use accounting to keep track of their financial situation.
1.1.2 Accounting ; an Information System

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

Basic Functions of an Accounting System ;

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. ’

Accounting systems are designed to provide information that managers and outsiders
can use in decision making. They also serve other purposes:to produce operating docu-
menits,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 ac-

counting organization also must prepare documents that serve what might be called private
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information purposes, such as the employees’ own records of their salaries and wages.
Many of these documents aim 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 infor-
mati(\)n for a business firm, government, or -other organization. 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 depart-

ments are doing well and which poorly.
1.1.3 Accounting : The Basis for Decision Making

Accounting is the basis for decision making. Its purpose is to provide useful informa-

tion to a variety of users so they can make informed decisions. ]
+ Accounting and accounting information are used more than commonly realized. The
following sections discuss the range of people and group who use accounting information

and decisions they make.

1.2 The Role of Accouhting

It has been said that accounting is the language of business. Every part of business is
affected by accounting. Management of a business depends on financial information in mak-
ing sound operational decisions. Stockholders must have financial information in order to
measure management’ s performance and to evaluate their own holdings. Potential investors
need financial data in order to compare prospective investments. Creditors must consider
the financial strength of a business before permitting it to borrow funds. Also, many laws re-
quire that extensive financial information be reported to the various governmental agencies
at least annually.

Decision Makers Who Use Accounting Information

Decision makers need information. The more important the decision, the greater the
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need. All businesses and most individuals keep accounting records to aid in making deci-
stons. If managers in .a business made in designing a slogan to expand the company. The
result might be the company’ s income statement. Let’ s look at some. decision makers who
use accounting information as follows.

Individuals ;

Individual often keeps accounting records to aid decision-making. People often use
acéounting information to manage their bank accounts, to evaluate job prospects, and to
decide whether to rent an apartment or buy a house.

Businesses:

Managers of businesses use accounting information to set goals, to evaluate progress
toward those goals,and to take corrective action if necessary. Decisions based on account-
ing information may include where to locate a store,how many goods to keep on hand ,and
how much cash to borrow.

Investors and Creditors:

Investors -and creditors provide the money a business needs to get started. When. a
company opened its first store,the company had no track record. To decide whether to help
start a new venture, potential investors evaluate what income they can expect on their in-
vestment. This means analyzing the financial statements of the business. Before deciding to
invest in a company, for example, you may examine the company’ s financial statements.
Before making a loan to the company ,banks evaluate the company’ s ability to meet sched-
uled payments.

Government Regulatory Agencies

Most organizations face government regulation. For example, the Securities and Ex-
change -Commission (SEC) ,a federal agency,requires businesses to report certain finan-
cial information to the investing public. The other companies publish annual reports.

Taxing Authorities;

Local ,state ,and federal governments levy taxes on individuals and businesses. A com-
pany pays property tax on its assets and income tax on its profits. The company also col-
lects sales tax from customers and forwards the money to the government. Individuals pay

income tax on their earnings. All of these taxes are based on accounting data.
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Nonprofit Organizations ;

Nonprofit organizations—such as churches , hospitals ,and government agencies , which
operate for purposes other than profit—use accounting information as profit- oriented busi-
nesses do. Both for profit organizations and nonprofit organizations deal with payrolls, rent
payments ,and the like information from the accounting system.

Other Users:

Employees and labor unions demand wages that come from the employer’ s reported
income. And newspapers report “improved profit pictures” of companies. Such news, which
depends on accounting,repoﬁs information that affects our standard of living.

Decision makers who use accounting information can be illustrated as below ( Figure

1-1).

Information System

Information Users J Decisions Supported
Financial Information -
Investors Provided + Performance
Creditors — i g\{glclll{atlons
Managers * Profitability investments
Owners ~ - Financial position . Tax strategies
Customers —™ - Labor relations
. + Resource
Employees Cash flows allocations
Regulators - Lending
Others decisions
Borrowing

Figure 1 -1 Decision Makers Who Use Accounting Information

1.3 Accounting and Bookkeeping

Persons with little knowledge of accounting may fail to understand the difference be-
tween accounting and bookkeéping. Bookkeeping means the recording of transactions, the
Record - making phase of accounting. The recording tends to be mechanical and repetitive,

it is only a small part of the field of accounting and probably the simplest part. At the com-




