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Intended Use

This module will introduce the student to fundamental accounting concepts and principles.  SAP will be used to show examples of financial statements.

Module Learning Objectives
After completing this module, students should be able to:

1. Discuss the goals and uses of accounting in a business.

2. Describe forms of business organizations.

3. Identify the users of accounting information

4. Discuss how technology is changing accounting.

5. Identify and explain the content and reporting aims of financial statements. 

6. Identify, explain, and apply accounting principles.

7. Explain and interpret the accounting equation.

8. Illustrate how business transactions affect the accounting equation.

9. Prepare financial statements from business transactions. 

10. Run an SAP demonstration.

11. Practice viewing financial statements in SAP.

Instructor Outline
What is Accounting?
Accounting is an information and measurement system that identifies, measures, records, and communicates relevant, reliable, consistent, and comparable information about an organization’s economic activities. Accounting involves designing information systems to provide reports that can be used to monitor and control an organization’s activities. Decision makers must be able to interpret the information.

Bookkeeping or recordkeeping is the recording of financial transactions and events, either manually or electronically, for the purpose of creating a reliable bank of data. 

Forms of Business Organization

A business organization consists of one or more individuals selling products or services for profit. The three forms of business organizations are: 
1.
Sole proprietorship – a business owned by one person who is subject to unlimited liability. The business is not subject to an income tax, but the owner is responsible for personal income tax on the net income of entity.

2.
Partnership – a business owned by two or more people, called partners, who are subject to unlimited liability. The business is not subject to an income tax, but the owners are responsible for personal income tax on the net income of entity. A partnership can be a limited partnership, in which the liability of each partner is restricted to the amount invested. A limited liability partnership restricts partners’ liabilities to their own acts and the acts of individuals under their control.

3.
Corporation – a business that is a separate legal entity whose owners are called shareholders. These owners have limited liability. The entity is responsible for a business income tax, and the owners are responsible for personal income tax on profits that are distributed to them in the form of dividends.

Non-business organizations include not-for-profit and government organizations. They operate for reasons other than profit and lack an identifiable owner. Examples include public schools and charitable organizations.

Users of Accounting Information

External users of accounting information are those not directly involved in running the organization. 
Financial accounting provides external reports called financial statements to help users analyze an organization’s activities. These reports must follow rules referred to as Generally Accepted Accounting Principles (GAAP).
Internal information users are directly involved in managing and operating an organization. They include managers, officers, and other important internal decision-makers. The role of accounting internally is to help these users improve the efficiency and effectiveness of an organization delivering products or services. 

Managerial accounting is aimed at serving decision makers within an organization. Management accountants may design special-purpose reports to meet internal users’ needs. These needs may vary over time. 

Internal controls are procedures set up to protect assets, ensure that accounting reports are reliable, promote efficiency, and ensure that company polices are followed.

Technology: Creating Change in Accounting

New forms of communication and access to data have created an information superhighway. Demands on the accounting profession have increased greatly. Individuals with the ability to understand and process information will have the necessary skills for the workplace of the future. 

Communicating Through Financial Statements

Organizations report their accounting information to internal and external users in the form of financial statements. Statements reveal an organization’s financial health and performance.
There are four major financial statements:
1.
Income Statement – reports revenues earned and expenses incurred by a business during a given period of time, usually monthly or yearly. Net income results when revenues are greater than expenses. Net loss occurs when expenses are greater than revenues for a period.

· Revenues – value of assets exchanged for products or services provided to customers. 

· Expenses – costs incurred or the using up of assets from generating revenue.

2.
Statement of Owner’s Equity – shows the beginning and ending balances of owner’s equity for a period of time, usually monthly or yearly, and the items that caused the net change, including: 

· Increases due to investments by the owner and/or net income

· Decreases due to withdrawals by the owner and/or a net loss


Owner’s equity represents how much of the assets belong to the owner.

3.
Balance Sheet – reports the financial position of the business at a point in time, usually at the end of a month or a year.

· Assets – properties or economic resources owned by the business. A common characteristic is the ability to provide probable future economic benefits to the business.

· Liabilities – debts or obligations of a business or claims against assets. A common characteristic is capacity to reduce future assets or to require future services or products.

· Equity – the owner’s claim to the assets or the residual interest in the assets of an entity after deducting liabilities; also called net assets.

4.
Cash Flow Statement – describes the sources and uses of cash for a reporting period. The cash flows are classified as being caused by operating, investing, and financing activities. The statement also reports the beginning and ending balances and change in cash.
The Income Statement, Statement of Owner’s Equity, and Cash Flow Statement report on performance over a period of time. These three statements explain how the financial position of an organization changes from one point to another.

The Balance Sheet reports the financial position of the business at a point in time.

Generally Accepted Accounting Principles (GAAP)

The rules governing accounting practices are referred to as Generally Accepted Accounting Principles (GAAP). Information presented using these principles are considered to be relevant, reliable, consistent, and comparable. 

Business entity principle. Every business is to be accounted for separately and distinctly from its owner or owners.

Cost principle. All transactions are recorded based on actual cash amount received. In the absence of cash, the cash-equivalent amount of the exchange is recorded.

Objectivity principle. Financial statement information is to be supported by independent, unbiased, and verifiable evidence.

Going-concern principle. Financial statements are to reflect the assumption that the business will continue operating instead of being closed or sold, unless evidence shows that it will not continue.

Monetary unit. Transactions and events must be expressed in monetary (money) units, generally in the currency in which the business entity operates. Accounting assumes a stable monetary unit, which means adjustments are not made for changes in the value of currency.

Revenue recognition principle. Revenue should be recognized at the time it is earned. The inflow of assets associated with revenue may be in a form other than cash. The amount of revenue should be measured as the cash plus the cash equivalent (market value) of any other assets received.
The Accounting Equation (or Balance Sheet Equation)

The accounting equation is expressed as Assets = Liabilities + Owner’s Equity.

The accounting equation must always remain balanced.

Transactions and the Accounting Equation

The accounting equation is a way of describing the relationship between a company’s assets, liabilities, and equity. 

When business transactions are properly recorded, they always have at least two effects on the accounting equation, and the equation always remains in balance.
1.
Investment by owner 


+Asset (Cash) = +Owner’s Equity (Owner’s Name, Capital)


Increases on both sides of the equation keep the equation in balance.

2.
Purchase of supplies for cash 


+Asset (Supplies) = –Asset (Cash)


Increase and decrease on one side of the equation keep the equation in balance.

3.
Purchase of furniture and supplies on credit


+Asset (Supplies) +Asset (Furniture) = +Liability (Account Payable) 


Increases on both sides of the equation keep the equation in balance.

4.
Rendering services for cash 


+Asset (Cash) = +Owner’s Equity (Owner’s Name, Capital)


Increases on both sides of the equation keep the equation in balance.

5.
Payment of expenses in cash


–Asset (Cash) = –Owner’s Equity (Owner’s Name, Capital) (Rent)


Decreases on both sides of the equation keep the equation in balance.

6.
Payment of expenses in cash 


–Asset (Cash) = –Owner’s Equity (Owner’s Name, Capital) (Salary) 


Decreases on both sides of the equation keep the equation in balance.


The Revenue Recognition Principle requires revenue to be reported in the period in which it is earned.
7.
Service contract for future work signed


Has no effect on the accounting equation, as no transaction has yet occurred.

8.
Services and rental revenue rendered for credit 


+Asset (Accounts Receivable) = +Owner’s Equity (Owner’s Name, Capital)


Increases on both sides of the equation keep the equation in balance.

9.
Receipt of cash on account 


+Asset (Cash) = –Asset (Accounts Receivable)


Increase and decrease on one side of the equation keep the equation in balance.
10.
Payment of an accounts payable


–Asset (Cash) = –Liability (Accounts Payable)


Decreases on both sides of the equation keep the equation in balance.

11.
Withdrawal of cash by owner 


–Asset (Cash) = –Owner’s Equity (Owner’s Name, Capital)


Decreases on both sides of the equation keep the equation in balance.

Financial Statements

Financial statements are prepared from transaction analysis in the following order using the procedure indicated:

1.
The Income Statement is prepared.

· Information about revenues and expenses is collected and analyzed.
· Total revenues minus total expenses equals net income or loss.
· Notice that withdrawals and investments are not part of measuring income or loss.

2.
The Statement of Owner’s Equity is prepared.

· The beginning owner’s equity is taken from the owner’s equity column, and any investments of owner showed in this column are added. 

· The net income, from the Income Statement, is added (or the net loss is subtracted).

· The owner’s withdrawals, which are found in the owner’s equity column, are subtracted to arrive at the ending capital.

3.
The Balance Sheet is prepared.

· The ending balance of each asset is listed, and the total of this listing equals total assets. 

· The ending balance of each liability is listed, and the total of this listing equals total liabilities. 

· The ending capital, taken from the statement of changes in the owner’s equity, is listed and added to the total liabilities to get total liabilities and owner’s equity. 

· The sides must be equal.
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