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INTRODUCTION TO

ACCOUNTING AND BUSINESS

objectives

After studying this chapter, you
should be able to:

O O NOY Ui N LW -

Describe the nature of a business.

Describe the role of accounting in
business.

Describe the importance of business
ethics and the basic principles of
proper ethical conduct.

Describe the profession of account-
ing.

Summarize the development of ac-
counting principles and relate them
to practice.

State the accounting equation and
define each element of the equation.

Explain how business transactions
can be stated in terms of the result-
ing changes in the basic elements of
the accounting equation.

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

Use the ratio of liabilities to owner’s
equity to analyze the ability of a
business to withstand poor business
conditions.
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Do you use accounting? Yes, we all use accounting information in one form or an-
other. For example, when you think about buying a car, you use accounting-type in-
formation to determine whether you can afford it and whether to lease or buy.
Similarly, 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 to ob-
tain a higher-paying job or a more desirable job).

Is accounting important to you? Yes, accounting is important in your personal life
as well as your career, even though you may not become an accountant. For exam-
ple, assume that you are the owner/manager of a small Mexican restaurant and are
considering opening another restaurant in a neighboring town. Accounting informa-
tion about the restaurant will be a major factor in your deciding whether to open the
new restaurant and the bank’s deciding whether to finance the expansion.

Our primary objective in this text is to illustrate basic accounting concepts that will
help you to make good personal and business decisions. We begin by discussing what
a business is, how it operates, and the role that accounting plays.

ature of a Business

Cobjective

Describe the 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 perhaps 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 materials and labor, are assembled and processed to provide goods or services
(outputs) to customers.'A business’s customers are individuals or other businesses who
purchase goods or services in exchange for money or other items of value.

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 busi-
nesses operate with an objective other than to maximize profits, such as medical
research or conservation of natural resources. We will focus in this text on businesses
operating to earn a profit. Keep in mind, though, that many of the same concepts and
principles apply to nonprofit businesses as well.

Types of Businesses

There are three different types of businesses that are operated for profit: manufac-
turing, 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 prod-
ucts are as follows.

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



Roughly eight out of every ten
workers in the United States are
service providers.
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Manufacturing Business Product

General Motors Cars, trucks, vans

intel Computer chips

Boeing Jet aircraft

Nike Athletic shoes and apparel
Coca-Cola Beverages

Sony Stereos and televisions

Merchandising businesses also sell products to customers. However, rather than
making the products, they purchase them from other businesses (such as manufac-
turers). In this sense, merchandisers bring products and customers together. Examples
of merchandising businesses and some of the products they sell are shown below.

Merchandising Business Product

Wal-Mart General merchandise

Toys “R” Us Toys

Circuit City Consumer electronics

Lands’ End Apparel

Amazon.com Internet books, music, video retailer

Service businesses provide services rather than products to customers. Exam-
ples of service businesses and the types of services they offer are shown below.

Service Business Service

Disney Entertainment

Delta Air Lines Transportation
Marriott Hotels Hospitality and lodging
Merrill Lynch Financial advice

Sprint Telecommunications

Types of Business Organizations

The common forms of business organization are proprietorship, partnership, cor-
poration, or limited liability corporation. In the following paragraphs, we briefly de-
scribe each form and discuss its advantages and disadvantages.

A proprietorsbip is owned by one individual. More than 70% of the businesses
in the United States are organized as proprietorships. The popularity of this form is
due to the ease and the low cost of organizing. The primary disadvantage of propri-
etorships is that the financial resources available to the business are limited to the in-
dividual owner’s resources. Small local businesses such as hardware stores, repair
shops, laundries, restaurants, and maid services are often organized as proprietorships.

As a business grows and more financial and managerial resources are needed, it
may become a partnership. A partnership is owned by two or more individuals.
Like proprietorships, small local businesses such as automotive repair shops, music
stores, beauty salons, and clothing stores may be organized as partnerships. Currently,
about 10% of the businesses in the United States are organized as partnerships.

A corporation is organized under state or federal statutes as a separate legal
taxable entity. The ownership of a corporation is divided into shares of stock. A
corporation issues the stock to individuals or other businesses, who then become
owners or stockholders of the corporation.

A primary advantage of the corporate form is the ability to obtain large amounts
of resources by issuing stock. For this reason, most companies that require large in-
vestments in equipment and facilities are organized as corporations. For example,
Toys “R” Us has raised over $400 million by issuing shares of common stock to fi-
nance its operations. Other examples of corporations include General Motors, Ford,
International Business Machines (IBM), Coca-Cola, and General Electric.
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About 20% of the businesses in the United States are organized as corporations.
Given that most large companies are organized as corporations, over 90% of the
total dollars of business receipts are received by corporations. Thus, cor-

porations have a major influence on the economy.

Manufacturing, merchandising' A limited lability corporation combines attributes of a partnership

and service businesses are

and a corporation in that it is organized as a corporation, but it can elect
to be taxed as a partnership. Thus, its owners’ (or members’) liability is

common!y Qrganized as either limited to their investment in the business, and its income is taxed when

proprietorships, partnerships,

the owners report it on their individual tax returns.
The three types of businesses we discussed earlier—manufacturing,

corporations' or limited “ability merchandising, and service—may be either proprietorships, partnerships,

corporations.

corporations, or limited liability corporations. However, because of the
) large amount of resources required to operate a manufacturing business,

most manufacturing businesses are corporations. Likewise, most large re-
tailers such as Wal-Mart, Sears, and JCPenney are corporations.

Business Strategies

How does a business decide which products or services to offer its customers? Many
factors influence this decision, but ultimately the decision is made on the basis of
whether it is consistent with the overall business strategy of the company.

A business strategy is an integrated set of plans and actions designed to en-
able the business to gain an advantage over its competitors, and in doing so, to
maximize its profits. The two basic strategies a business may use are a low-cost
strategy or a differentiation strategy.

Under a low-cost strategy, a business designs and produces products or services
of acceptable quality at a cost lower than that of its competitors. Wal-Mart and
Southwest Airlines are examples of businesses with a low-cost strategy. Following
this strategy, businesses must continually focus on lowering costs.

Businesses may try to achieve lower costs in a variety of ways. For example, a
business may employ strict budgetary controls, use sophisticated training programs,
implement simple manufacturing technologies, or enter into cost-saving supplier re-
lationships. Such supplier relationships may involve linking the supplier’s produc-
tion process directly to the client’s production processes to minimize inventory costs,
variations in raw materials, and record keeping costs.

A primary concern of a business using a low-cost strategy is that a competitor
may achieve even lower costs by replicating the low costs or developing techno-
logical advances. Another concern is that competitors may differentiate their prod-
ucts.

Under a differentiation strategy, a business designs and produces products or
services that possess unique attributes or characteristics for which customers are will-
ing to pay a premium price. For the differentiation strategy to be successful, a prod-
uct or service must be truly unique or perceived as unique in quality, reliability, image,
or design. To illustrate, Maytag attempts to differentiate its appliances on the basis
of reliability, while Tommy Hilfiger differentiates its clothing on the basis of image.

Businesses using a differentiation strategy often use information systems to cap-
ture and analyze customer buying habits and preferences. Companies may enhance
differentiation by investing in manufacturing and service technologies, such as fle-
xible manufacturing methods that allow timely product design and delivery. Some
companies use marketing and sales efforts to promote product differences. Other
companies use unique credit-granting arrangements,em phasize personal relationships
with customers, or offer extensive training and after sales service programs for cust-
omers.

A business using a differentiation strategy wants customers to pay a premium
price for the differentiated features of its products. However, a business may pro-
vide features that exceed the customers’ needs. In this case, competitors may be
able to offer customers less differentiated products at lower costs. Also, customers’
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perceptions of the differentiated features may change. As a result, customers may
not be willing to continue to pay a premium price for the products. Over time,
customers may also become better educated about the products and the value of the
differentiated features. For example, IBM personal computers were once viewed as
being differentiated on quality. However, as consumers have become bettereduc-
ated and more experienced with personal computers, Dell computers have also
become perceived as being of high quality.

A business may attempt to implement a combination strategy that includes
elements of both the low-cost and differentiation strategies. That is, a business
may attempt to develop a differentiated product at competitive, low-cost prices.
For example, Andersen Windows allows customers to design their own windows
through the use of its proprietary manufacturing software. By using flexible man-
ufacturing, Andersen Windows can produce a variety of windows in small quan-
tities with a low or moderate cost. Thus, Andersen windows sell at a higher price
than standard low-cost windows but at a lower price than fully customized win-
dows built on site.

A business may also attempt to implement different strategies for different mar-
kets. For example, Toyota segments the market for automobiles by offering the
Lexus to image- and quality-conscious buyers. To reinforce this image, Toyota devel-
oped a separate dealer network. At the same time, Toyota offers a low-cost auto-
mobile, the Echo, to price-sensitive buyers.

Value Chain of a Business

Once a business has chosen a strategy, it must implement the strategy in its value
chain. A value chain is the way a business adds value for its customers by pro-
cessing inputs into a product or service, as shown in Exhibit 1.

JExhibit 1 The value Chain

Customer Value

To illustrate, Delta Air Lines’ value chain consists of taking inputs, such as peo-
ple, aircraft, and equipment, and processing these inputs into a service of trans-
porting goods and passengers throughout the world. The extent to which customers
value Delta’s passenger service is reflected by the air fares Delta is able to charge
as well as passenger load factors (percentage of seats occupied). For example, the
extent to which Delta can, on average, charge higher fares than discount airlines,
such as AirTran, implies that passengers value Delta’s services more than AirTran’s.
These services may include newer, more comfortable aircraft, the ability to earn fre-
quent flyer miles, more convenient passenger schedules, passenger lounges for fre-
quent flyers, and international connections.

A business’s value chain can be divided into primary and supporting processes.
Primary processes are those that are directly involved in creating value for customers.
Examples of primary processes include manufacturing, selling, and customer service.
Supporting processes are those that facilitate the primary processes. Examples of
support processes include purchasing and personnel.” For Delta Air Lines, primary
processes would include aircraft maintenance, baggage handling, ticketing, and flight
operations. Secondary processes for Delta Air Lines would include the accounting
and finance functions, contracting for fuel deliveries, and investor relations.

Business Stakeholders

A business stakebolder is a person or entity having an interest in the economic



