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Accounting as an Information System
Accounting is an information system that measures, processes, and communicates
financial information about an economic entity.1 An economic entity is a unit that
exists independently, such as a business, a hospital, or a governmental body.
Although the central focus of this book is on business entities, we include other
economic units at appropriate points in the text and end-of-chapter assignments.
Accountants focus on the needs of decision makers who use financial information,
whether those decision makers are inside or outside a business or other economic
entity. Accountants provide a vital service by supplying the information decision
makers need to make “reasoned choices among alternative uses of scarce resources
in the conduct of business and economic activities.”2 As shown in Figure 1-1,
accounting is a link between business activities and decision makers.
1. Accounting measures business activities by recording data about them
for future use.
2. The data are stored until needed and then processed to become useful
information.
3. The information is communicated through reports to decision makers.
In other words, data about business activities are the input to the accounting
system, and useful information for decision makers is the output.
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Financial and Management Accounting

Accounting’s role of assisting decision makers by measuring, processing, and
communicating financial information is usually divided into the categories of
management accounting and financial accounting. Although the functions of
management accounting and financial accounting overlap, the two can be
distinguished by the principal users of the information they provide.

Management accounting provides internal decision makers, who are charged with
achieving the goals of profitability and liquidity, with information about operating,
investing, and financing activities. Managers and employees who conduct the
activities of the business need information that tells them how they have done in the
past and what they can expect in the future. For example, a retail clothing business,
needs an operating report on each outlet that tells how much was sold at that outlet
and what costs were incurred, and it needs a budget for each outlet that projects the
sales and costs for the next year.

Financial accounting generates reports and communicates them to external
decision makers so they can evaluate how well the business has achieved its goals.
These reports are called financial statements. CvS, whose stock is traded on the
New York Stock Exchange, sends its financial statements to its owners (called
stockholders), its banks and other creditors, and government regulators. Financial
statements report directly on the goals of profitability and liquidity and are used
extensively both inside and outside a business to evaluate the business’s success. It
Is important for every person involved with a business to understand financial

statements. They are a central feature of accounting and a primary focus of this book.
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Page 15
The Forms of Business Organization
The three basic forms of business organization are the sole proprietorship, the
partnership, and the corporation. Accountants recognize each form as an economic
unit separate from its owners. Legally, however, only the corporation is separate
from its owners.
A sole proprietorship is a business owned by one person.* The owner takes all the
profits or losses of the business and is liable for all its obligations. As Figure 1-4
shows, sole proprietorships represent the largest number of businesses in the United
States, but typically they are the smallest in size.
A partnership is like a sole proprietorship in most ways, but it has two or more
owners. The partners share the profits and losses of the business according to a
prearranged formula. Generally, any partner can obligate the business to another
party, and the personal resources of each partner can be called on to pay the
obligations. A partnership must be dissolved if the ownership changes, as when a
partner leaves or dies. If the business is to continue as a partnership after this occurs,
a new partnership must be formed. Both the sole proprietorship and the partnership
are convenient ways of separating the owners’ commercial activities from their
personal activities. Legally, however, there is no economic separation between the
owners and the businesses.
A corporation, on the other hand, is a business unit chartered by the state and legally
separate from its owners (the stockholders). The stockholders, whose ownership is
represented by shares of stock, do not directly control the corporation’s operations.
Instead, they elect a board of directors to run the corporation for their benefit. In
exchange for their limited involvement in the corporation’s operations, stockholders
enjoy limited liability; that is, their risk of loss is limited to the amount they paid for
their shares. Thus, stockholders are often willing to invest in risky, but potentially
profitable, activities. Also, because stockholders can sell their shares without
dissolving the corporation, the life of a corporation is unlimited and not subject to
the whims or health of a proprietor or a partner.
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Page 17

Financial Position and the Accounting Equation
Financial position refers to a company’s economic resources, such as cash,
inventory, and buildings, and the claims against those resources at a particular time.
Another term for claims is equities.

Every company has two types of equities: creditors’ equities, such as bank loans,
and owner’s equity. The sum of these equities equals a company’s resources:

Economic Resources = Creditors’ Equities + Owner’s Equity

In accounting terminology, economic resources are called assets and creditors’
equities are called liabilities. So the equation can be written like this:

Assets - Liabilities = Owner’s Equity
This equation is known as the accounting equation. The two sides of the equation
must always be equal, or “in balance,” as shown in Figure 1-5. To evaluate the

financial effects of business activities, it is important to understand their effects on
this equation.
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Page 19

Financial Statements

Financial statements are the primary means of communicating important
accounting information about a business to those who have an interest in the
business. These statements are models of the business enterprise in that they show
the business in financial terms. As is true of all models, however, financial
statements are not perfect pictures of the real thing. Rather, they are the
accountant’s best effort to represent what is real. Four major financial statements
are used to communicate accounting information about a business: the income
statement, the statement of owner’s equity, the balance sheet, and the statement
of cash flows.
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Weiss Consultancy
Income Statement

For the Month Ended December 31, 2011

Revenues

Consulting fees
earned

Expenses

Equipment rental expense  $2,800
Wages expense 1,600
Utilities expense 1,200

Total expenses

Net income
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5,600
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Weiss Consultancy
Statement of Owner’s Equity
For the Month Ended December 31,2011

J. Weiss, Capital, December 1, 2011 S 0
Investment by J. Weiss 200,000
Net income for the month 8,400
Subtotal $208,400
Less withdrawals 2,400

J. Weiss, Capital, December 31,2011 $206,000
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Weiss Consultancy

Balance Sheet

December 31,2011
Assets Liabilities
Cash $ 62400  Accounts payable S 2,400
Accounts receivable 4000  Total liabilities $ 2,400
Supplies 2,000 .
Land 40,000 Owner’s Equity
Buildings 100,000  J.Weiss, Capital 206,000
Total assets $208400  Total liabilities and owner's equity  $208,400
Y axio
» 90, 9o duww 9o
(Fb curdg ©y90) 4l
Yol puobuos P1 g6 59
Y,fee G"‘of s ol AR A d>g
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Weiss Consultancy
Statement of Cash Flows
For the Month Ended December 31, 2011

Cash flows from operating activities

Net income § 8400
Adjustments to reconcile net income to net cash flows from
operating activities
{Increase) in accounts receivable (5 4000)
(Increase) in supplies (2,000)
Increase in accounts payable 2,400) (3,600)
Net cash flows from operating activities § 4800
Cash flows from investing activities
Purchase of land ($ 40,000)
Purchase of building (100,000)
Net cash flows from investing activities (140,000)

Cash flows from financing activities

Investments by owner § 200,000
Withdrawals (2,400)
Net cash flows from financing activities 197,600
Net increase (decrease) in cash § 62400
(Cash at beginning of month 0
Cash at end of month § 62400

Note: Parentheses indicate a negative amount.
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EXHIBIT 1-5

Income Statement, Statement of Owner's Equity, Balance Sheet, and Statement of Cash Flows for Weiss Consultancy

Weiss Consultancy
Statement of Cash Flows

For the Month Ended December 31, 2011

Cash flows from operating activities

Metincome
Adjustments to reconcile
net income to net cash
flows from operating
activities
(Increase) imaccounts (5 4,000)
receivable
(Increase) im supplies (2,000}
Increase in acoounts
payable 2,400
Met cash flows from
operating activities
Cash flows from investing activities

Purchase of land (% 40,000)
Purchase of building {100,000}
Met cash flows from

investing activities
Cash flows from financing activities

Investments

by cwner $200,000
Withdrawals (2,400)
Met cash flows from

financing activities
Met increase (decrease}

in cash
Cash at beginning of

manth
Cash at end of month

Weiss Consultancy
Income Statement
For the Month Ended December 31, 2011
Revenues
$ 8400 = Consulting fees 514,000
Expenses
Equipment rental expense 52,800
Wages expense 1,600
Utilities expense 1,200
Total expenses 5,600
= Met income 4 B400
Weiss Consultancy
- Statement of Owner's Equity
el For the Month Ended December 31, 2011
5 4800 J. Weiss, Capital, December 1, 2011 g 1]
Investment by ). Weiss 200,000
Le- Net income for the monith 8,400
Subtotal 5208400
Less withdrawals 2,400
J. Weiss, Capital, December 31, 2001 5206, 000 =
{140,000 =
Weiss Consultancy
Balance Sheet
December 31, 2011
197 £00 Assets Liabilities
Cash 4 62400  Accounts payable 5 2400
562400 | accounts 4000  Total liabilities $ 2400
receivable
a Supplies 2,000
$ 62,400 Land 40,000 Owner's Equity
Buildings 100,000 ). Weiss, Capital 206,000 =
Total liabilities and
Total assets 5208400 OWNer's equity 208,400
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Transaction Analysis

SE 5. Leon Bear started a computer programming business, Bear’s Programming
Service. For each transaction that follows, indicate which account is debited and
which account is credited.

May 2 Leon Bear invested $5000
5 purchased a computer for $2500 in cash
7 purchased Supplies on credit for $300
19 Received cash for programming services performed, $500
22 Received cash for programming services to be performed, $600
25 Paid the rent for May, $650

31 Billed a customer for programming services performed, $250

Recording Transactions in T Account

SE 6. Set up T accounts and record each transaction in SE 5. Detemine the
balance of each account.

Preparing a Trial Balance

SE 7. From the T accounts created in SE 6. Prepare a trial balance dated May 31,
2010
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May 2 | Cash 111 5000
capital 311
May 5 [ Administrative equipment 121 2500
Cash 111
May 7 |Supplies 131 300
Account payable 211
May 19 | Cash 111 500
Revenues 411
May 22 | Cash 111 600
Revenues 411
May 25 | Rent expense 511 650
Cash 111
May 31 [ Account Receivable 112 250
Revenues 411
Cash Administrative equipment N
Capital Revenues
5000 2500 2500
5000 500
500 650
250
600
600~ o
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6100

-~ e = e

219V

2950

Acco
Rent

650

1350

unt payable
expenses

300

Account Receivable

250 300

Supplies

Leon Bear Services
Trial Balance

At May 31 2023

Accounts Number | Account title Balance
Debit

111 Cash 2950

112 Accounts Receivable 250
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131 Supplies 300

121 Administrative Equipment | 2500

211 Account payable

311 Capital

411 Revenues

511 Rent expense 650
total 6650

Revenues
1350

Less:

Rent expense

(650)
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Net income
700

Assets:
Liabilities:

Cash
300

Accounts Receivable

Supplies

2950

250
300

Account payable

Owners equity:
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Administrative Equipment 2500 Capital
5700

Total 6000 Total
6000

Beginning Capital
5000
Reinvestment
0
Withdrawals
(0)
Net income
700
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Ending capital

5700
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