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What is Accounting?

• Accounting is an information system 
that measures, processes, and 
communicates information, 
primarily financial in nature, about 
an identifiable entity for the 
purpose of making economic 
decisions.
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Accounting’s role in “informed” 
decision making

• It is not an end in itself but is a tool 
to be used in providing information 
that is useful in making reasoned 
choices among alternative uses of 
scarce resources in the conduct of 
business and economic activities



Forms of Business Organizations

• Sole Proprietorship

• Partnership

• Corporation



Forms of Business Organizations

• Sole Proprietorship
– unincorporated business owned by one person
– Usually small in size
– Often the owner is the manager
– Legally, the business and the owner are not 

separate entities 
– Accounting views the business as a separate entity 

that must be accounted for separately from its 
owner.

– THE SOLE PROPRIETOR HAS UNLIMITED LIABILITY



Forms of Business Organizations

• Partnership
– unincorporated business owned by two or more persons 

known as partners
– agreements between the owners are specified in a 

partnership contract which deals with matters such as 
division of income each reporting period and distribution of 
resources of the business on termination of its operations

– not legally separate from its owners. Legally, each partner in 
a general partnership is responsible for the debts of the 
business ( each general partner has unlimited liability )

– The partnership, however, is a separate business entity to be 
accounted for separately from its several owners.



Forms of Business Organizations

• Corporation
– A separate business entity incorporated under the laws of 

a particular state. 
– The owners are called stockholders or shareholders. 
– Ownership is represented by shares of capital stock that 

usually can be bought and sold freely. 
– Governed by board of directors elected by stockholders
– Advantages: ( 1) limited liability for the stockholders, ( 2) 

continuity of life, ( 3) ease in transferring ownership ( 
stock), and ( 4) opportunities to raise large amounts of 
money by selling shares to a large number of people. 

– Disadvantage - may be subject to double taxation



Financial vs Managerial 
Accounting

Accounting System

Financial Accounting System
Periodic financial statements and 

related disclosures

Managerial Accounting System
Detailed plans and continuous 

performance reports

External Decision Makers
Investors, creditors,

suppliers, customers, etc.

Internal Decision Makers
Managers throughout the

organization

Governed by GAAP





Generally Accepted Accounting 
Principles (GAAP)

GAAP are the measurement rules used to develop 
the information in financial statements.

Financial Accounting Standards Board (FASB) –
Private sector body given primary responsibility 
to work out the detailed rules that become GAAP

GAAP govern financial accounting!!!

GAAP Examples:

Historical Cost Principle     Revenue Recognition

Matching Principle              Conservatism



Assumptions and Balance 
Sheet Equation

Underlying Assumptions
Separate entity: Activities of the business are separate from 
activities of owners.
Continuity: The entity will not go out of business in the near 
future.
Unit-of-measure: Accounting measurements will be in the 
national monetary unit ($).

Balance Sheet Equation -
ASSETS = LIABILITIES + EQUITY



Owner-Managers

Founders of the business who also 
function as managers are called Owner-
Mangers.

Creditors

Creditors lend money for a specific period 
of time and gain by charging interest on 
the money they lend.

Investors

Investors buy ownership in the company 
in the form of stock.

Users of Accounting Information

Accounting information is also important to those with indirect financial 

interest, such as taxing authorities, regulatory agencies, economic 

planners, and other groups. 



The Four Basic Financial 
Statements

Income StatementBalance Sheet

Statement of Cash Flows Statement of Retained Earnings

Financial statements are the means by which accountants 
communicate the financial condition and activities of a 
business to those who have an interest in the business. 



Financial Statements



The Balance Sheet



The Income Statement



Statement of Retained Earnings



Statement of Cash Flows



Relationship of Financial Statements
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