Week |

What is Accounting?

Deginition: Accounting is an ingormation system that identigies, records and communicates the economic
events of an organisation to intereSted users, enabling informed decision making. Accounting is ogten

regerred to as the language o business.

Purpose o¢ Accounting

Accounting helps users:

* Make informed economic decisions.

* Assess ginancial pergormance and position.
* Allocate resources eggiciently.

* Reduce uncertainty.

Why is Accounting Important?

®* Accounting ingormation is uSed in everyday lige to:

®* Manage personal ginances.

* Buy or sell shares.

* Apply for loans.

®* NAssess businesses begore purchasing goodsS or Services.
* Evaluate charities begore donating.

The Accounting Process
Accounting §ollows gour main Steps:

Step Description

I. ldentigy Recognise economic transactions.

2. Record Enter transactions into the accounting system.,
3. Communicate Prepare ¢inancial reports.

Y. Interpret Analyse reports to support decision making.

Examples o transactions
* Selling goods

* Paying wages

®* Purchasing equipment
* PReceiving cash

* Paying suppliers

Accounting’s Role in Society

Accounting is essential because it:

®* Supports business decision making.

®* Provides transparency and accountability.
* Helps investors assess companies.

* Assists banks when approving loans.

* Enables governments to collect tax.

* Builds public congidence in organisations.
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The Five Accounting Elements

Everything recorded in accounting belongs to one o§ give accounting elements.

Accounting Element
Asset

Liability

Equity

Revenue (Income)

Meaning

Expenses

Money earned grom Selling goods or providing Services.
Costs incurred while earning revenue.

Something the business owns or controls that provides guture economic benegits.
An obligation the business owes to another party.
The owner’s remaining interest agter liabilities are deducted grom assets.

Remember - Every account you See throughout this unit will belong to one o¢ these §ive categories.
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Assets = Liabilities + Owner's Equity

The accounting equation
must ALWAYS balance.
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KEY IDEA

Every transaction
affects at least
TWO elements

and keeps the
equation in balance!
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The accounting recording process

* Source documents provide evidence of economic events.

* Analyse each transaction and identify the accounts a§gected.

®* TJournalise the transaction in the General Journal.

®* Post each entry to the relevant General Ledger accounts.

* bBalance the ledger accounts and prepare an unadjusted trial balance.

Debits and credits

* Debit (Dr) always means the le¢t side of an account.

* Credit (Cr) always means the right side o§ an account.

Debit does not automatically mean increase, and credit does not automatically mean decrease. The eg¢fect
depends on the account type.

Every transaction aggects at least two accounts, and total debits must always equal total credits.

DEBITS & CREDITS
Normal balances and the side used for increases
ACCOUNT TYPE NORMAL BALANCE| [NCREASE DECREASE
Assets Debit Dr ‘ Cr
Drawings Debit Dr cr
Expenses \ Debit ‘ Dr { cr
Liabilities Credit Cr Dr
Capital ’ Credit ‘ Cr ‘ Dr
Revenue Credit Cr Dr
[ MEMORY TIP: ADE increases with a DEBIT | LCR increases with a CREDIT ]

Memory aid: ADE increases on the debit Side: Assets, Drawings and Expenses. LCR increases on the credit
side: Liabilities, Capital and Revenue.

General Journal
The General Journal is the chronological record o¢ business transactions.
Each entry includes the date, accounts agfected, debit and credit amounts, and a brie¢ narration,

Four steps to journalise a transaction

* ldentify the accounting elements agfected.

* ldentify the Specific accounts agfected.

* Decide whether each account increases or decreases and by how much.
* Apply the debit and credit rules; check total Dr = total Cr.

Worked examples

Owner contributes $|5,000 cash

Cash (asset) increases; Capital increases.

Dr Cash $15,000

Cr Capital $15,000

Buy $|,GOO supplies on credit

Supplies increase; Accounts Payable increases.
Dr Supplies $I,600



e 6. Progit margin is 89, asset turnover is 1.5 times and the equity multiplier is 2.0 times. Calculate ROE

and identig¢y the three drivers.

Answers: 1) 1209%: 209% increase. 2) 36%: 9%. 3) 2.10 times; 1.40 times. 4) 6 times; about 60.8 days. 5) 6
times; EBIT covers interest Six times. €) 7-"'0/0; margin, asset egficiency and leverage.

MAA103 WEEK 10 — FINANCIAL STATEMENT ANALYSIS
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ANALYSIS PROFITABILITY LIQUIDITY + ACTIVITY
o Horizontal = compare e Gross profit margin = o Current ratio =
over time. ) Gross profit + Sales x 100 '91 Current assets + Current liabilities
e Vertical = line item + o Net profit margin = e Quick ratio = (Current assets -
common base. Net profit + Sales x 100 | Inventory) + Current liabilities
e Ratios = meaningful o ROA = Net profit + e Days inventory =
relationships. Average total assets x 100 Average inventory + COGS x 365
e Always compare to a o ROE = Net profit + e Days debtor =
1 benchmark. J Average total equity x 100 1 Average receivables + Credit sales x 365J
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SOLVENCY

o Debt to assets = Total debt + Total assets
o Debt to equity = Total liabilities + Total equity

o Interest cover = EBIT + Interest expense

\
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| ® Multiplier = leverage and risk.

DUPONT |

e ROE = Profit margin x Asset turnover x
Equity multiplier

® Margin = cost control.

® Turnover = asset efficiency.

[ CALCULATE — COMPARE — INTERPRET — INVESTIGATE

A ratio is a clue, not a complete conclusion.




