Chapter 1

Fundamentals of Accounting
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What is accounting?

Bookkeeping

O Bookkeeping refers to the process of
transactions and keeping financial records.

O In the past, accounting was also known as bookkeeping
because all financial records were kept in books.

O Today, business transactions are usually processed by
computers and financial records are kept in electronic
files.

recording

Functions of accounting
O Accountmg performs four basic functions:
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® Recording transactions
=> All daily transactions of firms are carefully
recorded and become accounting data.
® Classifying data
=>» Accounting data are classified according to their
nature.
=>» For example, separate records are usually kept
for revenues, expenses, resources owned by the
firm and amounts owed to others.
® Summarising data
= Accounting data are summarised to provide
relevant information for users. They are then
presented in different types of financial
statements.
=>» For example, the income statement summarises
the financial performance of a business during a
certain period.
= The balance sheet summarises the financial
position of a business as at the end of a period.
® Communicating information
=>» Users are provided with financial statements.
= Accountants should extract the relevant
information when communicating with different
users, and explain the key results using simple
terms, ratios and graphs. This is because:
[ Different users have different areas of
concern, and
[0 Most of the accounting terms and calculations
shown in financial statements are not easily
understood by the general public.
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Importance of accounting
O Accounting provides financial information about a
business, which is useful for decision-making.

O Many different types of people and organizations need
this  information, including business owners,
management, potential investors and the Inland
Revenue Department.

O Without accounting, these people and organisations
would not know a firm’s actual financial situation and
the results of its business and would be unable to make
informed decisions.

Accounting cycle

O An accounting cycle refers to a series of standard
procedures for the recording and processing of a firm’s
accounting data in a certain period (usually a year).

O The same procedures will be repeated period after
period.

O In general, accounting cycle has the following steps:

Collecting and verifying source documents for the business
transactions, such as sales invoices for sales transactions.
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Recording the transactions in the books of original entry. |

-

S0

Posting the entries from the books of original entry to the ledgers. |

-

Balancing off all the accounts in the ledgers. |

Preparing a trial balance in order to test the arithmetical
accuracy of double entries made in the ledger accounts.

g

Preparing adjusting entries for accruals, prepayments or
estimated expenses (e.g., depreciation).

v

Preparing financial statements, usually an income statement and
a balance sheet, at the end of the accounting period, in order to
reportthe financial performance and position of the business.

Step 8 -
Preparing closing entries. |

Uwininli;

O Books of original entry (day books)
are the books which are first recorded.

O Ledgers
Ledgers are the books in which transactions are recorded
in accounts by means of double entry.

O Adjusting entries
These entries are known as period-end adjustments,
year-end adjustments or balancing day adjustments.

O Permanent accounts (real accounts)
Whereas others accounts will be closed off, permanent
accounts will be carried forward to the next accounting

period.
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