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UNIT FOUR 

ACCOUNTING CONCEPT AND ITS IMPORTANCE 

 

ACCOUNTING PRINCIPLES AND PRACTICES  

1.1. The Nature of Accounting  

Accounting: is the process of collecting, analyzing, recording, summarizing, and interpreting 

financial activities to permit individuals and organization to make informed judgments and 

decisions.  

 Collecting: gathering relevant source documents  

 Analyzing: examining these reports by breaking them down in order to determine 

financial success or failure. 

 Recording: making written records of events 

 Summarizing: the process of combining these written records  

 Interpreting: involves the use of financial data to make sound decision. 

   

1.2. Accounting as an Information System 
 

Accounting is often called the ―language of business‖. 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.  

 

By law all businesses must keep accounting records. Decisions are based on accounting 

information for both profit and not-for-profit companies. Private business—objective is to earn a 

profit and to accumulate wealth 

 Organization broadly classified two types a, business   b, none. Business   organization.  

 There are different forms of business organizations based on the legal entity   

 Sole Proprietorship—owned by one person  

 Partnership—co-owned by two or more persons(partners)  

 Corporation—owned by many investors called stockholders (The business—not the 

owners—are responsible for the company’s obligations.)  

 

There are different types of business organizations:  

 Service business: render/provide services to customers like doctors, lawyers, barber shop, etc 

 Merchandising business—purchases goods for resale  

 Manufacturing business—produces a product to sell  

 Contractions – build capital facilities like real-estate, road bridge and etc 

 

Why an Accounting system is important? 
An effective accounting system captures large amounts of data and organizes it into 

understandable and useful information. This information is used within the organization for a 

variety of purposes, such as: 

 Development of Business Strategy  Identification of Areas of Risk 



 

 

 Budgeting  Trend Analysis 
  
And also by those outside of the organization, accounting system used for purposes such as: 

 Prospective Investing 

 Creditworthiness 

 Tax Liability Determination 

 Regulatory Compliance 



 

 

 

 
 

Principles and practices 

 

Accounting principles are guide lines to be followed by the accountant when measuring and 

recording financial activities of a firm. Accounting principles are derived from problems in 

accounting practices. 

Example; the problems in single entry accounting system is the reason for the double entry 

accounting system investigation. 

 

Business entity concept (Economic Entity Concept) 

 This principle states that, every entirety in the world must have its own separate accounting 

(recording) system. This means the business should be separate and distinct record from the owner 

and other business. 

 

Cost principle 

The cost principle states that resource (assets) purchased by an enterprise should be recorded at 

cost. Cost refers to the amount of money paid when acquiring an asset. 

Example; Let a particular company wants to by SCANIA Truck and if the bid price is Br.1.5 

million, the assessed value is Br. 1.2 million and if the company paid 1.3 million, the to be 

recorded in account is Br.1.3 million. This is because it is the only Birr paid by the company. 

 

Unit of measurement principle 

Accounting records only things (transactions) are expressed in terms of money. It does not record 

things that are measured in other units of measurement like meter, kilogram, liter etc.  

Eg. The death of the manager of a given organization may have some input on once organization. 

Even if it is so, we can not express his/her death in terms of money. 
 

Users of accounting information  

Interested parties are also called accounting information users. There are two broad categories of 

accounting information users: 

 internal users 

 external users 

Internal users: 

 Internal users are parties inside the reporting entity (company) who are interested in the 

accounting information.  

 Internal users are those individuals directly involved in managing and employees 

operating an organization. 

Example: managers-for controlling, monitoring and planning, officers, internal auditors, sales 

managers, budget officer, other internal decision maker. 

External users 
 External users are parties outside the reporting entity (company) who are interested in the 

accounting information.  

 They are not directly involved in running the organization. 

Examples:  

 lenders(banks and financial companies)-whether an organization is likely to repay its loan 

with interest and to grant loan 

 shareholders(investors)-what is income for current and past periods-to assess the return and 

risk in acquiring shares 

 External auditors-to examine and provide an opinion on whether financial statements are 

prepared according to GAAP. 

 Employees-to judge the fairness of their wages, to assess future jobs prospective. 

 Regulators(internal revenue service, tax authorities)-to compute taxes 

http://simplestudies.com/accounting-dictionary/letter/I#Internal-Users
http://simplestudies.com/accounting-dictionary/letter/E#External-Users


 

 

 Others such as:  

 Voters, Legislators, elected officials to monitor and evaluate a government receipts 

and expenses. 

 Contributors to not for profit organization-to evaluate the use and impact of their 

donations. 

 Suppliers – to judge the soundness of the business before making sales on credit. 

  Customers  –to assess the staying power of suppliers. 

     2.2. Rules of Debit and Credit 

Depending on the nature of account affected debit or credit may be either decrease or increase. 

 Debit can signify either increase or decrease 

 Credit can signify either increase or decrease 
  

 Debit and Credit rules of accounts: 

Account Increase side Decrease side Normal Balance 

Any Asset Debit Credit Debit 

Any Liability Credit Debit Credit 

Owner’s equity (Capital) Credit Debit Credit 

Any Revenue Credit Debit Credit 

Any Expense  Debit Credit Debit 

Owner’s drawing Debit Credit Debit 

 

 

1.3. The Elements of Financial Statement 

1. Assets 
 Are items with money values that are owned by a business? 

 An item has a dollar (birr) value to be recorded in accounting records. Example: 

cash, accounts receivable, supplies, inventories, equipment, land buildings etc 

Business Entity Concept: this concept states that a business entity should be kept separate and 

distinct from its owners, and any other economic activities. 

2. Liabilities:  
 Debts owed by the business-obligation of a business.  

 A liability that results from purchasing goods and services on credit is called 

accounts payable. Other liabilities include notes payable, interest payable, wages 

payable etc 

 

3. Owner’s Equity:  

 the difference between what is owned and what is owed is owner’s equity.  

 It is the excess of assets over liabilities.  

 Also called capital, proprietorship, net worth, and net asset. 

 

 

 

4. Revenues:  
 Revenues are increases in capital due to inflow of resources from business 

operations such as, provision of services or sales of goods. 

5. Expenses:  
 Expenses are decrease in capital due to outflow of resources for the purpose of 

business operations. 



 

 

6. Drawings: An owner may withdraw cash or other assets during the accounting period for 

personal use. These withdrawals could be recorded as a direct decrease of owner’s equity 

and recorded in drawings account.  

 Drawings decrease total owner’s equity. 

Basic Accounting Equation 

The relationship among the accounting elements can be expressed in a single mathematical form 

known as the accounting equation or the basic accounting equation (balance sheet equation) 

 Equities: are claims against the asset of a business.  

                        Assets = Equities 

Claims are divided into two categories: 

 Creditors' claims that are called liabilities 

 Owners' claims that are called equity 

Assets = Liabilities + Owner’s Equity  

                   A= L + OE 

If a company goes bankrupt, liabilities are paid off first to creditors, while owner’s equity is the 

last to be distributed. Therefore, owners' equity is also called residual equity. 

 

 The following diagram depicts how the capital of a firm can be affected. 

 

Additional Investments Revenues 

                                     Increase capital 

 

 

 

 

           Withdraws                                             Expenses 

                                  Decrease Capital 

 

 

 

 

1.4. Business Transactions and Accounting Equation 

 Any activity that changes the value of assets, liabilities, owner’s equity, revenue or 

expenses is called transaction.  

 Business transaction is an exchange of economic consideration between two 

parties/event of occurrence or condition that must be recorded.  

E.g. hiring an employee does not change the value of any assets, liabilities and owner’s equity, so 

it is not a transaction. 

 Transaction can be created internally or external. 

Internal transaction: internally created   

E.g. Salary payment, Depreciation, Supplies, Allowance for uncollectible  

External transaction: transaction related to outsiders   

Example: purchase of asset on account, cash payment to a creditor, receipt of cash for service 

rendered, payment of rent and collection of accounts receivable  

ILLUSTRATION 

Recording the effect of transactions on the accounting Equation for the Month ended December 

31, 2010  
a) Alex the owner of Alex Barber invested Br. 10,000 cash in the business      

b) Invested supplies valued at Birr 2000 in the business. 

c) Paid rent for the month Birr 600. 

d) Performed service and received cash Br 800. 

Capital 

 



 

 

e) Purchased supplies on credit Br 200. 

f) Preformed service on credit, Br 625 

g) Withdrew cash for personal use Br 500. 

h) Received Br 250 cash as partial payment for service performed on account 
 

 

1.5. Financial Statements 

 Financial statements are summaries of financial activities of an enterprise. 

 Financial statements are prepared at the end of an accounting period  

 Financial statements are prepared from business transitions. 

 Financial statements are output of accounting system 

Time Period (Periodicity) concept: the economic life of a business should be divided in to 

artificial period of time. Analysis of Financial condition and preparation of financial statements is 

done at regular intervals.  

 The length of time for which an analysis of business operations is done is called a Fiscal 

Period or Accounting period.  

 Fiscal period/accounting period may consist either of: a month usually minimum, a quarter, 

semiannual, a year –usually maximum length.  

 The accounting time period of one year in length is usually known as a fiscal 

year.  

The four major financial statements are:  

1. Income statement:  
 Describes a company’s revenues and expenses along with the resulting net income 

or net loss over a period of time. 

 An income statement is also called Statement of Operations, Earnings 

Statement, or Profit and Loss Statement (P/L). 

 When revenue   exceeds expenses, there is a net income.  

 When expenses exceed revenue, there is a net loss.  

2. Statement of Owner’s equity:  

 Explains changes in equity due to items such as net income, net loss, owner’s 

investment, and owner’s withdrawal over a period of time. 

 Expenses & owner’s withdrawal decreases the Owners equity of a business. 

 Revenues & owner’s investment increases the Owners equity of a business. 

 Preparation of owners’ equity statement is optional. 

3. Balance sheet:  

 Assets  Liabilities + Owners’ Equity  Description  

 Cash  + Account 

Receivable 
+ Supplies = Account 

Payable  
+ Alex, 

Capital  
  

  Assets   Liabilities + Owners’ Equity  Description  

 Cash  + Account 

Receivable 
+ Supplies = Account 

Payable  
+ Alex, 

Capital  
  

a.  Br.10,000        Br10,000  Investment  

b.      2,000    2,000  Investment 

c.  (600)        (600)  Rent expense 

d.  800        800  Revenue 

e.      200  200    Liability 

f.    625      625  Revenue 

g.  (500)        (500)  Withdrawal 

h.  250  (250)         
Total  9,950 + 375 + 2,200 = 200 + 12,325   

 Total  Dr. Br12,525                                                                 Total  Cr. Br12,525   



 

 

 A listing of a firm’s assets, liabilities and owner’s equity at a specific date.  

 A balance sheet is also called Statement of Financial Position. 

There are two forms of balance sheet: 

 An account form balance sheet.  

 A report form balance sheet 
 

The body of account form balance sheet has two sides: a left-hand side and a right-hand side.  

The assets of a business are listed on the left-hand side of the balance sheet. The liabilities and 

capital are listed on the right-hand side of the balance sheet. 
  

                           Account form Balance Sheet (Two sides of balance sheet) 
   

                     Left-hand side                  Right-hand side 

          A) ASSETS                B) LIABILITIES 
     (What is owned?)                  (What is owed?) 

                      C) CAPITAL 

                          (What the businesses worth) 

 

                            TOTAL ASSETS                       Total LIABILITIES + CAPITAL        

 

In report form of balance sheet, all items—assets, liabilities, and capital—are listed down in the 

order shown below:   

                                       Report form balance sheet 

 

                      Account Titles 

 Assets   

   Total Assets          

 Liabilities 

 Capital 

   Total Liabilities & Capital 

 

4. Statement of cash flows: identifies cash inflows and outflows over a period of time. 

There are 3 types of cash flows (CF):   
 Cash flow from operating activities – cash flow generated by normal business operations  

 Cash flow from investing activities – cash flow from buying and selling assets: buildings, 

real estate, investment portfolios, equipment. 

 Cash flow from financing activities – cash flow from investors or long-term creditors  
 

Financial statements have these elements:  

 A proper heading, consisting of  

o Company Name  

o Title of Statement  

o Time Period or Date of Statement  

 The body of the statement presenting financial information, in correct format.  

 Totals and subtotals, specific to each financial statement.  

 Articulation of balances and totals between statements.  

 Notes disclosing additional information according to GAAP  

 

 

 

Amounts 

xx 

xx 

xx 

xx 

xx 

 



 

 

 

 

The Following is Summary of Financial Statements 

                                                                                              - Statement of Operations or 

                                                     Income Statement           - Earnings Statement or, 

                                                                        - Earnings Statement or, 

                                                                             - Profit and Loss Statement 

 
- Statement of Capital 

                                                    Statement of Owner’s equity    - Statement of net worth       

Financial statements 

 
- Account form balance sheet 

                                                     Balance sheet                  - Report form balance sheet 

                                               (Statement of position) 

                                                                                                 - Cash flow from operating activities 

                                                                                                 - Cash flow from investing activities 

                                                     Statement of cash flows    -Cash flow from financing activities 
 

See the following financial statements prepared for Alex Barber, service business from the above 

transactions. 

Alax Barber 

Income statement 

For the month ended December 31,2010 

Revenue (service fee) ……………………    Br1,425 

Operating expense: 

                                    Rent expense ….………………………. …    Br. 600 

Net income ……………………………….     Br825 

 

Alax Barber 

A statement of Owner’s Equity 

For the month ended December 31,2010 

 

Alex Beginning capital……………………………0 

Add: Investment during the year ……….  Br12,000 

Net income (net loss)……………………….       825 

Less: Withdrawal ……………………………..(500) 

    Alex, Ending capital -------------------------Br12,325  

Alax Barber 

Balance sheet 

December 31,2010 

  Assets 

                   Cash.……………………………………….Br9,950 

                   Accounts receivable…………………………… 375 

                   Supplies……………………………………… 2,200 

 Total assets……………………………...   Br12,525 

  Liabilities 

                  Accounts payable……………………………….. 200 

  Owner’s equity 

                  Alex, capital…………………………………..12,325 

                  Total liabilities and owner’s equity…………Br12,525 



 

 

 

 

 

Alax Barber 

Cash Flow Statement 

For the month ended December 31,2010 

Cash inflows: 

                                         Collection from customers  Br1,050 

       Investment by the owner    10,000 

Total cash inflows                      Br11,050 

Cash outflows: 

      Expenses                      600 

     Withdrawal                     500 

Total cash outflows                            1,100 

Net cash flow                          Br9,950 
 



 

 

 


