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CHAPTER 1

Accounting Concepts & Principles
Solwles Jgol g plac

Accounting as an Information System
SN s S 3hgi2s (5 sl

The objective of accounting is to record, summarize, report, and interpret financial
data for use by many groups within our economic and social system.
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In this sense, accounting is often called the " language of business ."
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This language can be viewed as an information system that provides essential
information about the financial activities of an entity to various individuals or
groups for their use in making informed judgments and decisions.
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Examples of users of accounting information include investors, bankers, suppliers,
government agencies, employees, and managers of the entity.
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Financial and Managerial Accounting
< o 5yl 5 o 5 lnbes

Financial accounting is concerned with the measuring and recording of
transactions for a business enterprise and the periodic preparation of various
reports from such records.
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Corporate enterprises must use generally accepted accounting principles in
preparing their annual financial statements.
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Managerial accounting uses both historical and estimated data to assist
management in conducting and evaluating current operations and in planning
future operations.
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The principle of "' usefulness " is dominant in guiding the accountant in preparing
management reports.
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As the American economy developed and as business organizations grew in size
and complexity, there came an awareness of the need for a framework of concepts
and generally accepted accounting principles to serve as guidelines for the
preparation of the basic financial statements.
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These principles represents the best possible guides, based on reason, observation

and experimentation to help make accounting data more useful in an ever-
changing society.
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Currently, the Financial Accounting Standards Board establishes accounting
standards for business enterprises.
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The Governmental Accounting Standards Board has resposibility for establishing
accounting standards to be followed by state and municipal governments.
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Among other organizations which have had an effect on the development of
accounting principles are the American Institute of Certified Public Accountants,
the American Accounting Association, the Security and Exchange Commission,

the Internal Revenue Service, the Financial Executives Institute and the National
Association of Accountants.
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The AICPA has established codes of professional conduct to guide CPAs in public
practice.

The IMA has established standards of ethical conduct for managerial accountants.
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These ethics standards instill confidence in the quality of services rendered to the
public, employers, and the accounting profession.
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Four of the most important accounting concepts relate to the business entity, the
cost of properties and services, business transactions, and the unit of measurement.
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The business entity concept is based on the applicability of accounting to individual
economic units in society.
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Profit-making businesses are customarily organized as sole proprietorships,
partnerships or corporations.
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The cost principle requires that properties and services purchased by a business be
recorded in terms of cost.
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A business transaction is the occurrence of an event or a condition that must be
recorded.
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Business transactions may be either simple or complex and may lead to an event or
a condition that results in yet another transaction.
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All business transactions are recorded in terms of money.
90 0 G Jg2 e (6l WOlolro  colod

The use of the monetary unit in accounting for and reporting the activities of an
enterprise assumes stability of the measurement unit.
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The properties owned by a business and the rights or claims to properties may be
stated in the form of an equation as follows : Assets = Equities

18 (o) A Cod 89590 alesl b Gols g Cawl G 1 SO Sod jo a5 oy oyl
keslylo = Jbo 3gi 10905 (4l 15 7 dlolee SO B 0 Gl |y L

The expansion of the equation to give recognition to two basic types of equities
yields the following, which is known as the accounting equation :
Assets = Liabilities + Owner’s Equity
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All transactions, from the simplest to the most complex, can be stated in terms of
the resulting change in the three basic elements of the accounting equation.
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That is, the effect of every transaction can be stated in terms of increases and/or
decreases in one or more of the accounting equation elements such that the
equality of the two sides of the accounting equation is always maintained.
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After the effects of individual transactions have been determined and recorded,
reports(financial statements) summarizing these effects are prepared and
communicated to users.
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The principal accounting statements of a corporation are the income statement, the
retained earnings statement, the balance sheet, and the statement of cash flows.
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Material For Translation

An accounting information system is the resources and the procedures that turn
the effects of economic events into financial information.
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People both inside and outside the company use the information in making
decision.

Generally accepted accounting principles are the accounting standards that make
financial information useful for the users.

The major professional organizations that help develop accounting principles are
the American Institute of Certified Public Accountants(AICPA), the Financial
Accounting Standards Board(FASB), and the Securities and Exchange
Commission(SEC).

......................................................................................................
......................................................................................................

......................................................................................................

Modern accounting comprises three major fields of practice : public accounting,
private accounting, and governmental accounting.
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Public accounting performs independent audits, assists companies with tax
planning and preparation, and offers management advisory services.

Private accountants specialize in management accounting, cost accounting, or
internal auditing.

Government accountants accumulate information used to administer governmental
bodies, to develop legislation, or to investigate problems.

Ethics is the process individuals use to evaluate their conduct in light of moral
principles and values.

......................................................................................................

An accounting entity is any organizational unit for which financial and economic
data are gathered and processed for the purposes of making decisions.

......................................................................................................

.......................................................................................................
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The entity concept states that information should be prepared for business units for
which decisions must be made.

The basic types of business ownership are the single proprietorship, partnership,
and corporation.

A partnership is a business with two or more owners who voluntarily join in a
business venture.

.......................................................................................................

It is accountable for its own actions and debts.
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The accounting equation requires that everything of value owned by a business(its
assets) equals all of the claims against the business(its equities).

Liabilities are the claims of nonowners, and owner’s equity are the claims of
owners.

Each transaction must be recorded in the accounting records in a way to keep the
accounting equation in balance.

.......................................................................................................

This means that the record of the change caused by the transaction must have at
least two parts.

.......................................................................................................
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Thus, whenever an asset increases, some other asset decreases or a liability or
owner’s equity increases, and vice versa.

Whenever a liability or owner’s equity increases, some other liability or owner’s
equity decreases or an asset increases, and vice versa.

The four basic financial statement are the income statement, statement of owner’s
equity, balance sheet, and statement of cash flows.

period.

......................................................................................................

.......................................................................................................
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True-False Questions

Write the letter T or F in the parentheses

1)Generally accepted accounting principles are theoretical in nature and do not
include procedures for applying the principles. ()

2)Expenses represent the cash paid for goods sold or services rendered in the
process of generating revenue. ()

3)According to the balance sheet equation, the assets of a business entity must
always equal the liabilities. ( )

4)The cost principle specifies that assets acquired by a business entity are to be
recorded at the exchange price paid for them. ()

5)All financial transactions can be analyzed in terms of the basic accounting
model.

()

6)The balance sheet generally is prepared before the statement of owner’s equity. (

)

7)Accounting is the process of collecting and organizing quantitative information
without interpretation. ()

\V
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8)Financial accounting is used to communicate the current condition of an entity
to its owners and creditors. ()

9)Managerial accounting is used by management to report to governmental
agencies.

( )

10)The three elements of financial accounting that report the status of an entity are
assets, liabilities, and equity. ()

11)Liabilities are the obligations of an entity to transfer assets or provide services to
other entities. ()

12)The basic accounting equation expresses the relationship between the status
elements of an entity. ()

13)The basic accounting equation is ASSETS = LIABILITIES + EQUITY. ( )

14)The increase in assets provided by an entity or individual in exchange for an
ownership interest is reported as revenue. ()

15)Distributions of cash to a sole proprietor or partner are known as charges to
drawing account. ()

16)Revenues are generated by the ongoing operations of a business entity. ()
17)Expenses are incurred in the process of earning revenues. ()

18)Accounts are used to record the transactions of a business entity in categories
with common characteristics. ()

19)Account titles must be memorized because they are standard in the practice of
accounting. ()

YA
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20)Financial statements have the same general heading including the name of the
entity, the name of the financial statement, and the date of the financial statement.

()

21)Equity is the owner's contributions to the sources of assets. ()

22)The report format of the balance sheet lists the assets on the left and the
liabilities and equity on the right. ()

23)The statement of equity is a link between the balance sheet and the income
statement. ()

24)The entity assumption is used to bring together the owner's activities. ()
25)A balance sheet is merely a detailed expression of the accounting equation. ()
26)The stockholders are personally liable for the debts of the corporation. ()

27)The equity of the owner is a residual claim because the claims of the creditors
legally come first. ()

28)The listing of liabilities and owner's equity tells us what resources the business
owns. ()

29)The listing of assets shows us who supplied the economic resources to the
business. ()

30)The purpose of a balance sheet is to show the financial position of a business at
a particular date. ()

\4
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SELF-TEST QUESTIONS

1)A profit-making business that is a separate legal entity and in which ownership is
divided into shares of stock is known as a :

a)sole proprietorship b)single proprietorship

c)partnership d)corporation

2)The properties owned by a business enterprise are called :
a)assets b)liabilities c)capital stock d)owner’s equity

3)A list of assets, liabilities and owner's equity of a business entity as of a specific
date is :

a)a balance sheet b)an income statement

c)a statement of cash flows d)a retained earnings statement

4)If total assets increased 320,000 during a period of time and total liabilities
increased by $12,000 during the same period, the amount and direction (increase
or decrease) of the period’s change in owner’s equity is :

a)$32,000 increase b)$32,000 decrease ¢)$8,000 increase d)$8,000 decrease
5)If revenue was $45,000, expenses were $37,500, and dividends were $10,000, the
amount of net income or net loss was :

a)$45,000 net income b)$7,500 net income ¢)$37,500 net loss d)$2,500 net loss

6)According to rules of debit and credit for balance sheet accounts :
a)Increases in assets, liabilities, and owner’s equity accounts are recorded by
debits.

b)Decreases in assets and liabilities accounts are recorded by credits.
c)Increases in assets and owner’s equity accounts are recorded by debits.
d)Dcreases in liabilities and owner's equity accounts are recorded by debits.

7)Which of the following statements about accounting procedures is not correct?
a)The journal shows in one place all the information about specific transactions,
arranged in chronological order.

Y.
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b)A ledger account shows in one place all the information about changes in a
specific asset or liability or in owner's equity.

c)Posting is the process transferring debit and credit changes in account balances
from the ledger to the journal.

d)The end product of the accounting cycle consists of formal financial statements,
such as the balance sheet and the income statement.

8)On March 31, the ledger for ABC company consists of the following :

Cleaning Equipment.......... $1,780 Accounts Receivable......... $2,100
Accounts Payable............. 1,570 (677 /T 690
M. Poppins, capital............ 3,500 Salaries Payable.................. 960
Office Equipment .............. 1,200 Cleaning Supplies................ 260
In a trial balance prepared on March 31, the total of the credit column is :
a)$6,030 b)$2,530 c)$9,530 d)38,560

9)ABC company has a $3,500 account receivable from XYZ company. On January
20, XYZ company makes a partial payment of $2,100 to ABC company. The
journal entry made on January 20 by ABC company to record this transaction
includes :

a)A debit to the Cash Received account of $2,100.

b)A credit to the Accounts Receivable account of $2,100.

¢)A debit to the Cash account of $1,400.

d)A debit to the Accounts Receivable account of $1,400.

10)The following journal entry was made in ABC company’s accounting records :
Cash .................. 12,000

This transaction :

a)Involves the purchase of land for $60,000.
b)Involves a $12,000 cash payment.

c)Involves the sale of land for $60,000.
d)causes an increase in total assets of $12,000.

11)Which of the following is an important reason for studying accounting?

A
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a)The information provided by accounting and accountants is useful in making
many economic decisions.

b)Accounting plays an important role in society.

¢)The study of accounting could lead to a challenging career.

d)All of the above are important reasons.

12)Which of following groups uses accounting information for planning a
company'’s profitability and liquidity?
a)Management b)Investors c)Creditors d)Economic planners

13)Generally accepted accounting principles :

a)define accounting practice at a point in time.

b)are similar in nature to the principles of chemistry or physics.
c)are rarely changed.

d)are not affected by changes in the ways businesses operate.

14)Economic events that affect the financial position of a business are called :
a)separate entities b)business transactions c)money measured d)financial
actions

15)Which of the following forms of organization is not treated as a separate
economic unit in accounting?
a)Sole proprietorship  b)Committee  c)Partnership  d)Corporation

16)If a company has liabilities of $19,000 and owner’s equity of 357,000, the assets
of the company are :
a)$38,000 b)$76,000 c)$57,000 d)$19,000

17)The payment of a liability will :
a)increase both assets and liabilities.
b)increase assets and decrease liabilities.
c)decrease assets and increase liabilities.
d)decrease assets and decrease liabilities.

18)The balance sheet is related to the income statement in the same way that :

|
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a)a point in time is related to a period of time.

b)a period of time is related to a point in time.

c)a point in time is related to another point in time.
d)a period of time is related to another period of time.

19)Expenses and withdrawals appear, respectively, on which of the following
financial statements?

a)Balance sheet and income statement

b)Income statement and balance sheet

c)Statement of owner’s equity and balance sheet

d)Income statement and statement of owner’s equity

20)Auditing, tax services, and management consulting services are provided by :
a)government accountants b)certified Management Accountants
c¢)Certified Public Accountants d)accounting educators

21)The initial book for recording all transactions is known as :
a)the account b)the journal c)the worksheet d)the ledger

22)the schedule showing the balance of each account at the end of the period is
known as the :

a)balance sheet b)income statement c)retained earnings statement d)trial
balance

23)The lack of ........... is the major difference between internal auditors and
public accountants.
a)auditing knowledge  b)auditing experience c)independence d)integrity

p2) RO perform four broad catagories of services: attestation services, tax
services, management advisory services, and accounting and bookkeeping services.
a)public accountants b)private accountants c)internal auditors d)public
companies

25)The accounting equation states:
aA+L=C bhA-L=C JA=L -C dA=C-L
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26)The ending balance in retained earnings is shown in the:
a)income statement b)balance sheet
c)statement of retained earnings d)both b and c

27)When the stockholders invest cash in the business:
a)capital stock is debited and cash is credited.

b)cash is debited and dividend is credited.

c)capital stock is debited and dividend is credited.
d)cash is debited and capital stock is credited.

28)The owner’s equity in a business will be increased by:
a)increase in assets b)borrowing from a bank
c)transfer of cash to the business entity d)none of the above

29)The assets of a company are economic resources:
a)that will not benefit future operations.
b)which are physical in nature only.

c)that are owned by a business and have an expected future benefit.
d)all of the above

30)The liabilities of a company are economic obligations:
a)due from creditors b)owed to the company
c)due to the company d)of the company

31)Decreases in owner’s equity can occur if:

a)the owner acquires assets.

b)the owner borrows money from the bank.

c)the owner withdraws assets for his own personal use.
d)the owner buys items on credit.

32)The balance sheet of a business:

a)shows the financial assets of the firm.

b)shows thr financial position at a particular date.
c)represents a period of time.

\AI


https://telegram.me/karnil
www.karnil.com

oLy wid W oW

d)lists the assets, owner’s equity and liabilities of the firm in the above order.

33)The internal auditor of a large corporation, in contrast to the independent
auditor, is not responsible for:

a)determining the overall fairness of the company’s annual financial statements.
b)determining the efficiency of the operations.

c)determining if the company policies are being followed.

d)all of the above

34)Which would one not expect to find in the heading of a balance sheet?
a)name of the business

b)name of the financial statement

c)the beginning and ending period of the statement

d)the date of the financial statement

35)An investment of $50,000 cash in a business is recorded as:
a)a debit of $50,000 to cash b)a credit of 350,000 to owner’s capital
c)both a and b d)none of the above

36)Which of the following is a liability?
a)rent expense b)accounts payable c)cash d)prepaid insurance

37)Which of the following does not need a journal entry?

a)receipt of an invoice for merchandise purchased

b)cash purchase of supplies

c)payment by owner of monthly rent for apartment occupied by the owner
d)payment of merchandise purchased last month

38)An entry which includes more than one debit or one credit is called:
a)simple entry  b)compound entry c)multiple entry  d)none of the above

39)The purchase of equipment with a value of $8,000, paying $5,000 in cash and
signing a $3,000 note payable will be recorded as:

a)a debit of $8,000 to equipment and credit to cash of $5,000.

b)a debit of $5,000 to equipment and credit of 35,000 to cash.

YO
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c)a debit of $5,000 to cash, $3,000 to notes payable and credit of 38,000 to
equipment.

d)a debit of $8,000 to equipment and credit of $5,000 to cash and $3,000 to notes
payable.

40)Accounting information is used to:
a)control operations of a business. b)make lending decisions.
c)make investment decisions. d)all of the above
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