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Topics Covered:
· Meaning of Accounting

· The Accounting Cycle

· The Accounting Equation

· Financial Statement and its analysis 

· Model Questions

MEANING OF ACCOUNTING

Accounting is the process of identifying, measuring and communicating economic information to permit informed judgments and decisions by users of the information. The person who performs the activities of accounting is known as accountant.

Irrespective of nature, every business recruits accountants. They keep record on every transaction of the business and generate reports in 3 main forms – balance sheet, income statement, and statement of cash flows. They play a vital role in that; right record keeping helps a business to track the process, to have right monitoring and control of flow of fund.

The real life situation is that accountants usually have to work extra-hour  specially at the month end and year end ,when they keep  their eyes stuck in the last minute preparation of the financial documents for which management  waits. Because the reports produced by the accountants provide inside of the financial status of the business. 

Different bodies require financial report for different purposes. Management uses these reports for decision making, govt. authorities use these information for tax purposes, creditors do credit rating. The same report does not go to everybody’s hand. Accountants fabricate information   taking into concern of the objective as well as the party it is serving. In general they try to give a favorable picture of the company to the outsiders. 

THE ACCOUNTING CYCLE

A primary purpose of accounting is to communicate the results of business transactions. The accounting cycle was developed to accomplish this goal. The steps in accounting cycle include analyzing, recording, posting and preparing the financial statements.








THE ACCOUNTING EQUATION

Assets = Liability + Owners equity 

Asset, from accounting viewpoint, anything of economic value owned by the firm.

Liability, is a debt owned by the firm to others.

Assets – Liability = Owners equity

The rearranged equation could be explained as owners equity is the amount of money the owners would receive if they sold all of company’s assets and paid off  all it’s assets.

When, Assets > Liability

owners equity is positive. That is, if the business was liquidated the owners would get some cash.

When, Assets < Liability

owners equity is negative. That is , the company has not enough cash to pay out debts even. In that case, some creditors would remain unpaid.




FINANCIAL STATEMENT AND ITS ANALYSIS 

One accounting cycle step is to summarize a firm’s transactions in various financial statements. Every business prepares a balance sheet and an income statement.

Balance Sheet

Balance sheet presents the accounting equation factors: a company’s assets, its liabilities, and its owner’s equity. It is a statement of financial position at a particular moment in time. This financial statement reflects a firm’s solvency or its ability to pay debts as they come due.


Assets

 Assets are of 2 kinds

· Current asset 

· Fixed asset

Current assets include cash and items that can or will be converted into cash and used within one year. These are presented in the balance sheet according to liquidity.  A highly liquid company means it has considerably huge cash in reserve, which gives clear indication about company’s financial health. 

Fixed assets are relatively permanent assets that a firm expects to use for periods longer than one year.


Liabilities

Liabilities are amounts the business owes to its creditors. Generally these liabilities are shown on the balance sheet in the order in which they are due to be paid. Two kinds of liabilities are shown on the balance sheet-current and long term. 


Owners Equity

Owner’s equity represents the claims of the owners, partners and shareholders against the firm’s assets. It is the excess of assets over liabilities and includes both capital stock and retained earnings.

Income Statements / Profit or Loss Statement

 Income statement is a financial statement showing a firm’s revenues, expenses and net income for some period of time; indicates profitability , the ability to generate income. It is also called statement of profit or loss. It has 5 major parts:

1) Revenue 

2) COGS (Costs of Goods Sold)

3) Gross Profit

4) PBIT ( profit Before Income tax)

5) PAT (Profit after tax)/ net income

Specimen of an Income Statement

Revenues




xxxxx

- Cost of goods sold


  xxxx


Gross Profit






xxxxx

-Operating Expenses




xxxxx

Profit Before Income Tax
(PBIT)



xxxxx

- Income tax






   xxx

Profit After Tax (PAT)




xxxxx

MODEL QUESTIONS:

1) What do you understand by Accounting?

2) Discuss the four steps in accounting cycle.

3) What is the fundamental accounting equation?

4) Which accounting elements make up the balance sheet and income statement? How is it used?

=======

Paid-in capital





Commonstocks





Profit retained for reinvestment





Owners Equity





Final records: all transactions affecting an account are posted from the general journal to the account.


Ledger, divided into accounts, such as


-Accounts receivables,


-Accounts payables,


-inventory








Final statements: The final step of accounting process is preparing financial statements.


Eg.


-balance sheet


-income statement


-statement of cash flow








Step 1





Step 2





Step 3





Step 4





Initial records: The accountant analyzes the business transactions to determine which should be recorded and at what amount.


Eg.


-sales invoice


-cash receipts


-material purchases, credit sales








Intermediate records: transactions are then recorded chronologically in a journal.


Eg.


-sales invoice


-cash receipts


-material purchases, credit sales








Entered into








