
Basics of Accounting

1. Definition of Accounting:

Accounting is the process of recording, summarizing, analyzing, and reporting financial

transactions of a business.

2. Purpose of Accounting:

To provide a clear picture of the financial health of a business.

To help stakeholders make informed decisions based on financial information.

3. Key Principles of Accounting:

Accrual Principle: Revenue and expenses are recorded when they are earned or

incurred, not when cash is exchanged.

Conservatism Principle: Accountants should always choose the option that is least

likely to overstate assets and income.

Consistency Principle: Accounting methods and procedures should be consistent

over time to allow for meaningful comparisons.

4. Types of Accounting:

Financial Accounting: Focuses on external reporting to stakeholders like investors

and creditors.

Managerial Accounting: Focuses on providing information to internal management

for decision-making.

5. Basic Financial Statements:

Income Statement: Shows the revenue, expenses, and profit or loss of a business

over a specified period.

Balance Sheet: Provides a snapshot of a company's financial position at a specific

point in time, showing assets, liabilities, and equity.

Cash Flow Statement: Tracks the inflow and outflow of cash in a business over a

specific period.
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6. Accounting Equation:

Assets = Liabilities + Equity

This equation must always balance, ensuring that a company's resources are financed

by either debt or owner's equity.

7. Double-Entry Accounting:

Every transaction affects at least two accounts, with one account debited and another

credited.

This system ensures accuracy and maintains the accounting equation balance.

8. Key Financial Ratios:

Profit Margin: Indicates the percentage of revenue that translates into profit.

Return on Investment (ROI): Measures how effectively a company uses its capital to

generate profit.

Debt-to-Equity Ratio: Shows the proportion of debt a company uses to finance its

operations compared to its equity.

9. Role of Auditing:

Independent auditors review financial statements to ensure they are accurate and

comply with accounting standards.

Audits provide assurance to stakeholders regarding the reliability of financial

information.

Understanding the basics of accounting is crucial for businesses to track their financial

performance, make informed decisions, and comply with regulatory requirements.
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