
What is Accounting? 

Accounting is a system for gathering data about an entity’s economic activity, processing and 

organising that data to produce useful information about the entity, and communicating that 

information to people who want to use it to make decisions (decision makers). 

Accounting is the process of identifying, measuring, recording and communicating the economic 

transactions and events of a business operation.  

Identify: Taking into consideration all transactions which effect the business entity.  

Measure: Quantify in monetary terms. 

Record: Analysing, recording, classifying and summarising the transactions. 

Communicate: prepare the accounting reports; analysing and interpreting. 

 

Accounting is used to provide reliable and relevant financial information for decision making.  

Financial accounting provides information to external users. External users include investors, 

lenders, taxation authorities, competitors… These users don’t have direct access to information so 

must rely on the entity to supply it.  

   Example: Investing in a company   

Management accounting supplies information and helps with decision making for internal users 

(mangers, executives…). Management accounting information assists with price setting, expansion…  

   Example: Product viability   

Purpose of accounting  

Decision Making/Resource allocation   

Accountability  

  Example: Managers accountable to shareholders   

Context of Accounting  

 Used by different Entities  

  Corporations  

  Governments  

  Non-government – charities etc.  

  Community   

  Professions and Public Interest   

Different Stakeholders  

All have different requirements:  

 Owners: Need information to see how investment is doing, if management is doing a good 

job, assessing business strategies.  

 Investors: need information to decide whether or not to invest…  

 Creditors: need information to determine if an entity will pay amounts owed…  



 

Qualitative Characteristics 

Fundamental Qualitative Characteristics   

Relevance: Information is relevant if it is capable of making a difference in the decisions made by 

users. Information can be predictive or confirmatory. Relevance is affected my materiality: 

information is material if its omission or misstatement could affect users’ decisions.  

This is interrelated to the full disclosure principle because the full disclosure principle states that all 

RELEVANT information must be reported.  

Faithful Representation: Information is a faithful representation of the economic phenomena if it 

purports to represent if it is complete, neutral and free from material error. Information must depict 

the economic substance of the transaction, event or circumstance. All information required to 

represent the economic phenomena must be included and there is no omission that could make the 

information misleading (linked to full disclosure principle).  

Enhancing Qualitative Characteristics 

Comparability: Allows users to identify similarities and differences b/w different economic 

phenomena. Consistency b/w entities and over time helps comparability.  

Verifiability: verifiable if information represents the economic phenomena without bias or material 

error and has been prepared with appropriate recognition and measurement methods. Can be direct 

(eg counting cash/inventory to confirm) or indirect (eg techniques and calculations used to assess 

representation). 

Timeliness: timely if information is received while it is still capable of influencing users’ decisions. 

Interrelated with faithful representation because sometime we cannot wait for all information to 

come through as the information will lose its timeliness. This means that sometimes we must make 

estimates.  

Understandability: Classifying, characterising and presenting comparable information clearly and 

concisely enhances understandability. However, is dependent on the users’ abilities and with the 

Conceptual Framework it is assumed that users have a good understanding of accounting and 

business activities.   

Constraints of Financial Reporting 

Cost constraints: limit the information provided by financial reporting. Providing decision-useful 

information imposes costs, and the benefits of providing the information should outweigh the costs.  

 

  



General Accounting Process 

1. Analyse transactions: Decided whether or not they effect the financial position of the entity 

(eg whether to record). 

2. Journalise the transactions: All transactions added to general journal. 

3. Post to general ledger: T accounts 

4. Prepare a trial balance 

5. Journalise and post adjusting entries: Prepayments, accruals… 

6. Prepare an adjusted trial balance 

7. Prepare financial statements: Statement of financial position, Statement of profit or loss, 

Statement of changes in equity, statement of cash flows… 

8. Journalise and post closing entries 

9. Prepare a post-closing trial balance 

 

General Journal 

Date Account name (narration) Post ref. Debit Credit 

2016 
Apr.                
1 

 
Cash 
     Share Capital 
          (Issued shares for cash) 

 
100 
300 

 
10 000 

 
 

10 000 

4 Supplies 
     Accounts Payable 
          (Purchased supplies on account) 

101 
200 

4 800  
4 800 

7 Accounts Receivable 
     Service Revenue 
          (Billed for services performed) 

104 
400 

2 400  
2 400 

12 Cash 
     Service Revenue 
          (Received payment for services 
performed) 

100 
400 

1 900  
1 900 

15 Salaries Expense 
    Cash 
        (Paid salaries) 

500 
100 

750  
750 

 

25 Accounts Payable 
    Cash 
        (Paid account) 

200 
100 

3 500  
3 500 

29 Cash 
    Accounts Receivable 
        (Received payment of money owed) 

100 
104 

200  
200 

30 Cash 
    Revenue Received in Advance 
        (Received payment for future service) 

100 
213 

700  
700 

Entering data in a journal is called journalising while transferring information. 

Debit is always entered first in a journal entry, then credit then narration in (). There is also a separate 

column for date, post ref. (the account number corresponding to the account name as listed in the 

chart of accounts), debit and credit.  

 

General journal makes two significant contributions; (1) lists all transactions chronologically, and (2) 

discloses complete effect of transactions in one place – helps prevent/locate errors. 

 



Definitions 

Asset: a resource controlled by the entity as a result of past event and from which future economic 

benefits are expected to flow to the entity. 

This means: 

1. Entity must control the resource. 

2. Control of future economic benefits must be as a result of a past transaction. 

3. Resource must be able to provide future economic benefits. 

Recognition criteria (recorded in financial reports if): 

1. It is probable that the future economic benefits will flow to the entity 

2. The asset has a cost/value that can be measured with reliability. 

Liability: a present obligation of the entity arising from past events, the settlement of which is 

expected to result in an outflow from the entity of resources embodying economic benefits 

This means: 

1. Entity must have a present obligation. 

2. Obligation must be a result of a past transaction. 

3.  Must result in the outflow of resources or economic benefits. 

Recognition criteria: 

1. It is probable that an outflow of resources embodying economic benefits will result from the 

settlement of a present obligation 

2. The amount at which the settlement will take place can be measured reliably. 

Equity: the residual interest in the assets of the entity after deducting the liabilities.  

Income: increases in economic benefits during the accounting period in the form of inflows or 

enhancements of assets or decreases of liabilities that result in increases in equity, other than those 

relating to contributions from equity participants. Income encompasses both revenue and gains.  

Recognition criteria: 

- When an increase in future economic benefits related to an increase in an asset or a 

decrease of a liability has arisen that can be measured reliably. 

Revenue recognised (for sale of goods) when good is delivered, (for service) when service is 

provided.  

Expenses: decreases in economic benefits during the accounting period in the form of outflows or 

depletions of assets or incurrences of liabilities that result in decreases in equity, other than those 

relating to distributions to equity participants. Expenses encompass both losses and expenses. 

(losses and gains are not from normal business cycle). 

Recognition criteria: 

- when a decrease in future economic benefits related to a decrease in an asset or an 

increase of a liability has arisen that can be measured reliably.  

 


