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1.1 Definition  
 Accounting is the art of Recording, 

Summarizing, Evaluating, Reporting 
and Interpreting business 
transactions of an enterprise for the 
various decision makers.

 Since accounting is a system of 
gathering and communicating 
business information it is often 
referred to as ―the language of 
businesses.” 
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1.1 Users of Accounting 
Information 

The people who use accounting information 
basically fall in to two categories:
 External Users, and
 Internal Users
External Users: External Users of accounting 
information are parties, which are not directly 
involved in running the business enterprise.  
These include lenders, shareholders (stock 
holders), suppliers, employees and their 
Unions, government (regulatory bodies) and 
others.
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1.1 Users…
Internal Users: These are 

persons that are directly involved 
in managing and operating an 
organization.  

They include managers and other 
important decision makers. 
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1.2 Accounting concepts, 
Assumptions and Principles 
Accounting procedures rely on a number 
of concepts so as to get comparable 
results. 
These concepts can be classified as:
  Assumptions
  Principles and
  Constraints
The principles and concepts used in 
accounting are called Generally 
Accepted Accounting Principles (GAAP). 
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Assumptions
 

  

 Separate entity assumption
 Going concern
 Stable monetary unit assumption
 Periodicity assumption
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Principles  
 Historical cost principle
 Matching principle
 Revenue recognition principle
 Full disclosure principle
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Constraints

 Materiality
 Objectivity
 Conservatism
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1.3 Business Transactions and the Accounting Equation
  

 Business transactions are economic 
events that should be recorded 
because they affect the financial 
position of the business enterprise. 

 Are the raw materials(input) of 
accounting reports

 A transaction can be an exchange 
(such as the purchase or sale of 
property, payment or collection of a 
loan etc.) between two or more parties. 
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Assets, Liabilities and Owner’s Equity
  

Assets are resources and properties 
obtained and controlled by a business 
enterprise and are expected to provide 
future economic benefits. 
An asset is any thing of value that is 
owned. 
Liabilities are obligations or debts 
incurred by a business that probably 
make the business to sacrifice its future 
economic benefits (assets) to settle them. 
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Assets, Liabilities and Owner’s Equity
  

Capital is the net worth (net assets) 
that remain after deducting all 
liabilities from the total assets of a 
business enterprise. 
Capital is the residual equity that 
remains after all the liabilities are 
deducted. It is also referred to as 
Owner’s Equity. 
A = L + C
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Transactions and the Accounting Equation

  

 Transection (1)- Owner’s investment 
 Ato Dawit starts business by depositing Br. 100,000 in a 

bank account opened in the name of Effective Garage.
 Transaction (2)- Purchase of land for cash
 Effective Garage bought land for Birr 20,000 in cash, to 

be used as a future site for the business. 
 Transaction (3) -Purchase of Supplies On credit
 Ato Dawit bought office supplies for birr 2,500 on credit, 

to be used by the business.  Assets can be purchased on 
credit (on account) basis, where the buyer promises to 
pay in the future. 

 Transaction ( 4 ) – Payment of liability
 Effective Garage paid Birr. 1,500 to creditors on account. 
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Transactions and the Accounting Equation

  

 Transaction 5 – Selling of service
  The amount charged to customers for goods or 

services sold to them is called revenue. 
 During the first month of operation, Effective Garage 

earned service Fees of Birr 30,000 receiving the 
amount in cash for the garage services it rendered.

  Transaction (6 )-   Recording Expenses
 During the month of September, Effective Garage paid 

Birr 15,000 for different types of expenses (birr 10,000 
to salary of employees, birr 3000 Telephone, birr 1,500 
for rent, and birr 500 for advertisement).

 Transaction – 7 Owner’s Withdrawal
 Ato Dawit Gemechu, the owner, withdrew Birr 3000 for 

his personal from the business. 
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Transactions and the Accounting Equation

  

                AAsssseettss____________                                                              ==  LLiiaabbiilliittyy                  ++                OOwwnneerrss  EEqquuiittyy  
  
TTrraa..  
NNoo  

  
                  
  CCaasshh      ++  

  
  
SSuupppplliieess  ++  

  
  
LLaanndd  

  
AAccccoouunnttss    
PPaayyaabbllee  

  
DDaawwiitt  GGeemm..  
CCaappiittaall  

TTyyppee  ooff  
oowwnneerr’’ss  
TTrraannssaaccttiioonn  

11  ++110000,,000000                --            --                --    ++  110000,,000000  OOwwnneerrss  
IInnvveessttmmeenntt              

BBaall  BBiirrrr  110000,,000000  --  --  --  BBiirrrr  110000,,000000    
22  --2200,,000000  --  ++  2200,,000000  --  --    
BBaall  BBiirrrr  8800,,000000  --  BBiirrrr  2200,,000000  --  BBiirrrr  110000,,000000    
33  --  ++22550000    ++22550000      
BBaall  BBiirrrr  8800,,000000  BBiirrrr  22,,550000  BBiirrrr  2200,,000000  BBiirrrr22550000  BBiirrrr  110000,,000000    
44  --11,,550000  --    --11550000      
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Transactions and the Accounting Equation

  

BBaall  BBiirrrr  7788,,550000  BBiirrrr  22,,550000  BBiirrrr  2200,,000000  BBiirrrr11,,000000  BBiirrrr  110000,,000000    
55  ++  3300,,000000  --  --  --  ++  3300,,000000  SSeerrvviiccee  ffeeee  
BBaall  BBiirrrr  110088,,550000  BBiirrrr  22,,550000  BBiirrrr  2200,,000000  BBiirrrr11,,000000  BBiirrrr  110000,,000000    
66  --1155,,000000  --  --  --  --1100,,000000  

--33000000  
SSaallaarryy  EExxpp..  
TTeelleepphh..  EExxpp  

  --  --  --  --  --11550000  
--550000  

RReenntt  EExxpp..  
AAddvv..  EExxpp..  

BBaall  BBiirrrr  9933,,550000  BBiirrrr  22550000  BBiirrrr  2200,,000000  BBiirrrr  11000000  BBiirrrr  111155,,000000    
77  --33,,000000  --  --  --  --33000000  OOwwnneerr’’ss  

wwiitthhddrroowwaall  
BBaall  BBiirrrr  9900,,550000  BBiirrrr  22550000  BBiirrrr  2200,,000000  BBiirrrr  11,,000000  BBiirrrr  111122,,000000    
  TToottaall  AAsssseettss  ==BBiirrrr  111133,,000000  TToottaall  LLiiaabbiilliittiieess  aanndd  OOwwnneerr’’ss  EEqquuiittyy  ==  BBiirrrr  

111133,,000000  
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1.4 Financial Statements of Sole Proprietorships

  

The major financial statements 
used to communicate accounting 
information about a business are:  
 Income statement
 Balance sheet
 Statement of owner’s Equity
 Statement of cash flows
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Income statement
  

EEffffeeccttiivvee  GGaarraaggee  
IInnccoommee  ssttaatteemmeenntt  

FFoorr  tthhee  MMoonntthh  EEnnddeedd  SSeepptteemmbbeerr  3300,,220000xx  
  
RReevveennuueess::  
  SSeerrvviiccee  FFeeee              BBiirrrr  3300,,000000..0000  
EExxppeennsseess::  
  SSaallaarryy  EExxppeennssee      BBiirrrr  1100,,000000..0000  
  TTeelleepphhoonnee  EExxppeennssee                        33,,000000..0000  
  RReenntt  EExxppeennssee                        11,,550000..0000  
  AAddvveerrttiissiinngg  EExxppeennssee                            550000..0000                      
    TToottaall  EExxppeennsseess                          1155,,000000..0000  
NNeett  IInnccoommee                BBiirrrr  1155,,000000..0000  
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Statement of owner’s equity 

  

EEffffeeccttiivvee  GGaarraaggee  
SSttaatteemmeenntt  ooff  OOwwnneerr’’ss  EEqquuiittyy  

FFoorr  tthhee  MMoonntthh  eennddeedd  SSeepptteemmbbeerr  3300,,220000xx  
    
DDaawwiitt  GG..  CCaappiittaall,,  SSeepptteemmbbeerr  11…………………………………………………………………………BBiirrrr            --00--  
AAdddd::    IInnvveessttmmeennttss……………………………………………………………………BBiirrrr  110000,,000000..0000  
  NNeett  iinnccoommee…………………………………………………………………………1155,,000000..0000                        111155,,000000..0000  
                                      111155,,000000..0000  
LLeessss::      DDrraawwiinnggss………………………………………………………………………………………………………………………………33,,000000..0000  
DDaawwiitt  GG..  CCaappiittaall,,  SSeepptteemmbbeerr  3300……………………………………………………………………      BBiirrrr  111122,,000000..0000       
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Balance Sheet

  

  
EEffffeeccttiivvee  GGaarraaggee  
BBaallaannccee  SShheeeett  

SSeepptteemmbbeerr  3300,,220000xx  
  

AAsssseettss  
CCaasshh……………………BBiirrrr  9900,,550000..0000  
SSuupppplliieess…………………………22,,550000..0000  
LLaanndd………………………………2200,,000000..0000  
  
                                                            __________________  
TToottaall  AAsssseettss…………....111133,,000000..0000  

LLiiaabbiilliittyy  
AAccccoouunnttss  ppaayyaabbllee…………        BBiirrrr  11,,000000..0000  
  
OOwwnneerr’’ss  EEqquuiittyy  
AAttoo  DDaawwiitt  GGeemm..,,  CCaappiittaall      BBrr1122,,000000..0000..    
TToottaall  LLiiaabbiilliittiieess  aanndd    
OOwwnneerr’’ss  eeqquuiittyy…………......BBiirrrr  111133,,000000..0000  
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