Introduction to Business Accounting

Chapter 2 - Introduction to Accounting
and Business
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Defining a Business

A business is an organization where resources (labor or materials)
are utilized to provide goods or services to customers. The objective
of most businesses is to earn a profit.

Profit is the difference between the price a customer is willing to pay
for the sale of goods or service and the expenses incurred by the
business to produce and deliver the goods or service.

A Not-for-profit business is typically a charitable organization that
does not earn a profit but rather uses funds raised to perform a
service or distribute goods or funds to those in need.
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Types of Businesses

There are basically three types of
businesses:

Service — this type of business provides a
service, such as bookkeeper or plumber.

Merchandising (retail) — this type of
business is where we go to purchase
products we need. Examples include a
pharmacy, book store, online store.

Manufacturing — this type of business
produces items to be sold to the
merchandising business for resale.
Examples are autos, toys, clothing, and
just about anything else we purchase.
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Role of Accounting
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Role of Accounting

An effective accounting system must:

* [dentify the users

* Determine the users’ information needs

* Be designed to meet the identified needs

* Accurately record business activities and events

* Prepare informative reports for the user
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Introduction — Role of Accounting

The objective of Financial Accounting is to provide timely information
for making business and investment decisions

Managerial Accounting - this Financial Accounting - this
area of accounting provides area of accounting provides
company officials with information to individuals that
information — private are external to the company

accounting
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Ethics in Accounting

Ethics are the moral principles that guide the conduct of individuals.

Why do you think it is critical that bookkeepers have integrity and
behave in an ethical manner at all times?

?

(]

Write down your answer.
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Ethics in Accounting

It is critical that bookkeepers have integrity and behave in an ethical
manner at all times for several reasons.

1. The information they provide will be used to make critical
business decisions.

2. They have the ability to change the outcome of business results.
3. They often have access to sensitive information.

Example 1: A client or supervisor asks you to record a transaction in
manner that is not correct but benefits the profitability of the
company and perhaps their bonus.

Example 2: A public accountant finds evidence of false revenue and
destroys the evidence for their client. Public accountants such as
Arthur Anderson can be prosecuted and dissolve when employees
are unethical.
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Ethics in Accounting

An approach to handling an ethical issue:

Step 1: Identify issue using your own personal ethical standards of
honesty and fairness.

Step 2: Identify the consequences of a possible decision and its
effect on others.

Step 3: Consider your obligations to those affected by the decision.

Step 4: Make a final decision that is ethical and fair.
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Generally Accepted Accounting Principles
(GAAP)

These principles are the rules by which all accountants must live by.
They guide how and when we record the transactions of a business.

We will review 5 principles that are important to a Bookkeeper:
* The Business Entity Principle
* The Matching Principle
* The Cost Principle
* The Objectivity Principle
* The Unit of Measure Concept
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The Business Entity Principle

Business Entity Principle states that the activities of a business are
recorded separately from the activities of its owners, creditors, or
other businesses.

Under the business entity concept, the business entity is considered
to be distinct from its owners for the purpose of accounting.
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Business Entity Principle

Common forms of business entities:

Sole Proprietorship is owned by an individual. About 70% of the
businesses in the United States are sole proprietorships.

Partnership is similar to a Sole Proprietorship but it is owned by two
or more individuals and does not need to be split equally.
Partnerships represent 10% of the businesses in the United States.

Corporations are organized under state and federal statutes and are
legally recognized as a separate taxable entity. Ownership is
divided into shares called stock. While corporations represent 20%
of the businesses in the United States, they generate 90% of all
business revenue.
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The Matching Principle

The matching principle requires that revenues and any related
expenses be recognized in the same period or in other words
matched.

Without it, you will have large
fluctuations in your financial
performance and your financial
reports won’t make sense!
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Other Principles

The Revenue Recognition Principle states that all revenue must be
recorded in the period in which it is earned. (ie. Service provided or
goods delivered)

The Cost Principle requires that all transactions are initially recorded
in the records at their cost or purchase price.

The Obijectivity Principle requires that objective evidence be present
to support the transaction.

The Unit of Measure Principle requires that economic data be
recorded in dollars.
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Review Questions:

1. True or False: The Cost Principle states that assets should be recorded at cost
and adjusted when the market value changes.
A. True
B. False

2. Which of the following statements about Partnerships is true?
A. They have several owners
B. The business must be split equally
C. They make up 90% of all businesses
D. All of the above

3. An effective accounting system does NOT:
A. Meet the user needs
B. Record transactions at cost plus a profit
C. Accurately record business activities and events
D. Prepare informative reports for the user

4. True or False: Financial accountants provide information for managers to make
good decisions.
A. True
B. False

5. True or False: The Matching Principle states that expenses must be recorded
when paid.
A. True
B. False



Answer Key:

1. B
False. The Cost Principle states that assets should be recorded at cost and kept
at cost.

2. A
Partnerships can have two or more owners. They can be split any way the
owners agree on and make up only a small percentage of businesses.

3. B
An effective accounting system must meet the needs of the users, be accurate,
and provide informative reports.

4. B
False. Financial accountants provide information for external reporting.

5 B
False. The Matching Principle states that expenses must be recorded when
incurred.



