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Accounting

- a process of identifying, recording,

summarizing, and reporting
economic information to decision
makers 1n the form of financial

statements.
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Definitions of Accounting

» “The process of identifying, measuring, and
communicating economic information to permit
informed judgements and decisions by users of the
information.”

—American Accounting Association (AAA)

« ““A service activity whose function is to provide
quantitative information, primarily financial in
nature, about economic entities that is intended to
be useful in making economic decisions.”

—American Institute of Certified Public Accountants
(AICPA)

Managerial Economics and

V.SUNEETHA i
Financial Analysis Friday, May 19, 2023



Aditya Engineering College (A)

Accounting — An Information Process
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Users of Accounting Information

* investors
Financial Accounting - creditors

EXTERNAL USERS * regulators
e customers

* competitors
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Users of Accounting Information

e investors
Financial Accounting « creditors

EXTERNAL USERS _ * regulators

e customers

* competitors

Financial Accounting
INTERNAL USERS

~ e OwNners

- managers
- employees
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Financial Accounting

Its focus 1s on reporting to external parties.

It measures and records business transactions.

It provides financial statements based on
generally accepted accounting principles
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Management Accounting

It measures and reports financial and
nonfinancial information that helps
managers make decisions to fulfill the
goals of an organization.
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Cost Accounting

It provides information for both management
accounting and financial accounting.

It measures and reports financial
and nonfinancial data.
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The Accounting Cycle

~ The accounting cycle is the name given to be
collective process of recording and processing
the accounting events of a company.
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Assets

« What 1s an asset?

e It 1s something a company owns which
has future economic value.

— land
— building
— equipment
— goodwill
28
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Liability

« What 1s a liability?

e It 1s something a company owes.
— money

— service

— product

I\{Ianag-erlal !Economlcs and V.SUNEETHA
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IMPORTANT CONCEPTS

- ENTITY ASSUMPTION
- GOING CONCERN

- ASSET VALUATION
— HISTORICAL COST
— MARKET VALUE

- LIABILITY RECOGNITION

84
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IMPORTANT CONCEPTS

- ACCOUNTING PERIOD
— REVENUE RECOGNITION
— MATCHING EXPENSES TO REVENUES

- UNIT OF MEASUREMENT
- CONSERVATISM
s FUNL DISCLOSURE

85
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The Double Entry System
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The Double Entry System
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The Double Entry System

= Some businesses enter into thousands of
transactions daily or even hourly.

— Accountants must carefully keep track of and
record these transactions 1n a systematic manner.

e Accountants use a double-entry accounting
system 1n which at least two accounts are
always affected by each transaction.
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Classification of Accounts

e« Real Account = Debit —What comes 1n
Credit- what goes out
e Personal Account = Debit —Receiver
Credit - Giver
- Nominal Account =Debit —Expenses/L.osses
Credit- Incomes/Gains
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Debtor

a person or firm or company which owes amount to
the enterprise on account of credit sale of goods or
services.

The amount due from him is a debt.
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Creditor

A person or firm or company
owes amount to the enterprise
on account of purchase of
goods and services.
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Assets

= Assets are property or legal rights

= owned by an individual or business

= to which money value can be attached.
= |n other words,

= anything which will enable the firm

= to get cash or a benefit in the future,

= |s an asset.
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Assets can be classified

(i) Fixed Assets

(ii) Current Assets
(iii) Tangible Assets
(iv) Intangible Assets
(v) Wasting Assets
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Fixed assets

 Assets which are purchased for long-
term use and are not likely to be
converted quickly into cash, such as
land, buildings, and equipment.
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Current Assets

e Cash and other assets that are
expected to be converted to cash
within a year.
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Tangible assets

A tangible asset is an asset that has a
physical form. Tangible assets include
both fixed assets, such as machinery,
buildings and land, and current
assets, such as inventory.
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Intangible assets

 Nonphysical assets, such as patents,
trademarks, copyrights, goodwill and
brand recognition, are all examples
of intangible assets.
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Liabilities

= Liabilities means the amount
= which the business owes to outsiders,
= that is, excepting the proprietors.
This can be expressed as:
Liabilities = Assets — Capital
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Liabilities can be classified

(i) Long-Term Liabilities
(ii)) Current Liabilities
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Long term liabilities

e Long-term liabilities are financial obligations
of a company that become due more than one
yvear. In accounting, they form a section of the
balance sheet that lists liabilities not due
within the next 12 months
including debentures, loans, deferred tax
liabilities and pension obligations.
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Current Liabilities

s Amounts due to be paid to
creditors within twelve
months
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Stock or inventoy

= Stock is the tangible property held by an enterprise

= for the purpose of sale in the ordinary course of
business or

= for the purpose of using it in the production of goods
= meant for sale or services to be rendered.
= Stock may be opening stock or closing stock.
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Profit

= Profit is the surplus of revenues of a business
= over its costs.
*3* Profit is categorised into:

(i) Gross Profit: Gross Profit is the difference between
sales revenue or the proceeds of goods sold and/or
services rendered over its direct cost.

(ii) Net Profit: Net Profit is the profit made after allowing
for all expenses. In case expenses are more than the
revenue, it is Net Loss.
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Transactions

= |t is a financial happening entered into by two or
more willing parties.

= |t effects a change in the asset, liability, or net worth
account.

= |tis recorded first in journal and then posted in to the
ledger

Examples of a transaction are

= sale of goods, purchases of goods, receipt from
debtors, payment made to creditors, purchase or

sale of fixed assets, payment of dividend, etc.
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Drawings

= |t is the amount of money or the value of goods which

the proprietor or a partner takes for his domestic or
personal use.

= Drawing reduces the investment (or capital) of the
owners.

= |t appears only in the accounts of sole
proprietorship firms and partnership firms.
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capital

It means the amount (in terms of money or assets havin
money value)

Which the proprietor has invested in the business
and can claim from it.

It is a liability of the business towards the owner.
It is so because of Business Entity Concept.
Capital = Assets — Liabilities
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Purchases

= The term purchases are used only for purchases of
goods.

Goods are those items which are purchased
= for resale or for manufacture of products
= which are also to be sold.

= |t includes both cash and credit purchases.
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Purchase return

* Goods purchased may be returned due to any reason,
say, they are not as per specifications or are defective.

* Goods returned are termed as Purchases Return or
Returns Outward.
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Sale

* This term is used for the sale of goods

* dealt by the enterprise.

* The term ‘Sales’ include both Cash and Credit Sales.
* When goods are sold for cash, they are cash sales

* When goods are sold and payment is to be received at
a later date, they are credit sales.
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Sale return or sale inward

It means
* (Goods sold returned by the purchaser
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Debit

= An account has two parts; debit and credit.
= The left side is the debit side

= The right side is the credit side.

= |[f an accountis to be debited,

= then the entry is posted to the debit side of the
account.

= |n such an event, it is said that the account is debited.

Managerial Economics and

V.SUNEETHA i
Financial Analysis Friday, May 19, 2023



Aditya Engineering College (A)

Credit

Credit is the right side of an account.
= |f an accountis to be credited,

= then the entry is posted to the credit side of the
account.

= |n such an event, it is said that the account is credited.
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Accounting defined
Accounting as the process of identifying , measuring , and
communicating economic information to permit informed
judgments and decisions by the users of the information The users
may be internal or external. -The American accounting association
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Journal

Meaning of a Journal: o According to M.J. Keeler, “A Journal is a
chronological record of financial transactions of a business.”

It is book of prime entry or original entry in which all the business
transactions are recorded the first in the sequence in which the
transactions had actually occurred.
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Journalising

Meaning of Journalising: o According to Rowland, “The process of
recording the transactions into journal is called Journalising.”
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* Characteristics:
* |tis a chronological record of financial transactions of a business.

* |tis a book of original entry which records all the details of transactions
from various source documents.

* |t records both the aspects of a transaction i.e., debit and credit using
Double Entry System of Book Keeping.

* |t gives complete details of a transaction in one entry.

* |t forms the base for recording or transferring the journalised transactions
to the individual accounts known as Ledger Accounts.

* Since, all the transactions are recorded for the first time in a Journal, it is
correctly known as a Book of Original Entry
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Journal entries format

Friday, May 19, 2023

Form of Journal

Date

Particulars

Ledger
Folio( LF)

Debit
Amount

Credit
Amount
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Example: Pass the journal entries with the following information

Rs
Jan1 Pandu started business with cash---------- 20000
He opened a current account in the bank--------- 5000
Purchased goods on credit from shakuni---------- 4000
Paid to shakuni in full settle ment ------ 3900
Machinery purchsed------ Rs2000
Goods sold to Bracewel------------ 3000
Salaries paid---------- 700
Rent received-------- 300Goods purchased from srikanth-----4000

Interst on capital @10%for month-----
Depreciation on Machinery----- 100

V.SUNEETHA
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* Ledger

* Ledger is a book that contains several accounts. The process of
preparation of accounts from Journal into ledger is called posting in
the ledger
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T Format of ledger account

Debit side(Dr) Credit side(Cr)

Date Particulars LF Amount Date Particulars LF Amount
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Trail balance

* Trial balance is a statement containing debit and credit balances of
Various accounts taken out from ledger books as on a Particular date
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profits account XXX
=sales account XXX
= purchase returns account XXX
=debtors accounts XXX
=creditors account XXX
= asset accounts XXX
=|iabilities account XXX
mexpenses accounts XXX
incomes account XXX
= osses accounts XXX
= gains account XXX
"purchases accounts XXX
=Bank over draft account XXX
drawings account XXX

v ®Sales returns account XXX
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Cash A/c 9700
Capital account 20167
* Probl BankA/c 5000
Purchases A/c 8000
Discount A/c(received) 100
Machinery A/c 1900
Braceweels A/c Debtor 2000
Salaries account 700
Sales A/c 3000
Rent A/c Received 300
Depreciation 100
Managerial — —Ec Grikants a/c creditor 4000 19, 2023

Financial Analysis

-~ 1 - A P~ e—



Cash A/c 9700
Capital account 20167
* Probl

Bank A/c 5000

Purchases A/c 8000

Discount A/c(received) 100

Machinery A/c 1900

Braceweels A/c Debtor 2000

Salaries account 700

Sales A/c 3000

Rent A/c Received 300
Managerial  E Depreciation 100

Financial Analysis 19, 2023
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* Final accounts

* 1.Trading account

e 2.Profit or loss Account

e 3.Balance sheet
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Trading Account
(For the year ended...)

Dr. Cr:
Particulars Amount Particulars Amount
To Opening stock Xxx 2y Saies A
Less: Return Inwards XXX XXX
To Purchases XXX -
By Closing stock XXX
Less: Return Outwards XXX XXX 0 e ot Ysiic
To Wages XXX Y
To Carriage Inwards XXX
To Freight Inwards/cartage Xxx
To Gross Profit ¢/d Xxx
XXX XXX

Managerial Economics and
Financial Analysis

V.SUNEETHA

Friday, May 19, 2023




Aditya Engineering College (A)

Income Statement or Profit & Loss Account

Particulars Amount Particulars Amount

To Gross Loss (Brought From Trading A/C) By Gross Profit (Brought From Trading A/C)
To Salaries (Adjust O/5 & Prepaid) By Rent Received
To Rent, Rates & Taxes By Discount Received
To Travelling Expenses By Interest Earned (Accruals Adjusted)
To Stationery & Printing By Bad Debts Recovered
To Postage By Commission Earned
To Audit & Legal Charges By Dividends Received
To Telephone Expenses By Income From Other Sources
To Insurance Premium {Prepaid Adjusted) By Net Loss (Transferred fto Capital A/C)
To Marketing & Advertisement
To Interest Paid
To Discount Allowed
To Sundry Expenses
To Carriage Outwards
To Bad Debis
To Depreciation
To Repairs & Renewals
To Commission
To Other Expenses
To Loss by Fire or Theft
To Net Profit (Transferred to Capital A/C)

Economics and V.SUNEETHA Friday, May 19, 2023
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HORIZONTAL FORM OF BALANCE SHEET (In order of Permanence)

BALANCESHEET
GBI voivinic

Liabilities Jr T | Assets I 4
Capital Account «xx | Goodwill X x
Reserves & Surplus «xx | Patents % %
Loan on Mortgages xxx | Copy Rights X % X
Bank Loans Trade Marks X X %
Income Recieved in Advance Land & Buildings X% %
Outstanding Expenses *xx | Plant & Machinery % x
Bills Payable «xx | Furniture & fittings XX
Sl.llldl'y Creditors X Investments X
Stock %

Sundry Debtors x %X

Bills Receivable X

Cash at Bank "

Cash in Hand % %

KN XXX
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* ADJUSTMENTS

* Adjustment is the process of adjusting outstanding and prepaid
expenses and incomes, depreciation of assets, bad debt, interest on
capital and drawings etc., into the final accounts.

. The aim of adjustments is to include in or exclude all the
expenses and incomes related to the trading period in the final
accounts. All adjustments are unrecorded items and they do not
appear in the trial balance. So before final accounts are prepared
these items should be adjusted and recorded, each in two different
accounts.
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* Adjustment entries are generally given in the question after trial
balance and all items given in the trial balance are recorded only
once in Trading account or Profit and Loss account or Balance Sheet
whereas when there are items below the trial balance then theses
entries are called adjustment entries which is incomplete entries or

those transactions which happened after preparing trial balance so

they are not recorded in journal so we need to pass those entries in
closing entries which we have learned earlier itself and post them in

final accounts twice.
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* First time, entry will be recorded/adjusted in Trading Account or Profit
and Loss Account and

» Second time the same entry will be recorded/adjusted in Balance
sheet.
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* The following are the usual adjustments which are to be made at the
end of the accounting period:

e 1. Closing stock — i) trading a/c credit side and ii) asset side of balance
sheet.

2. Outstanding expenses — i) add in concerned expenses in trading A/c
or P & L A/c and ii) liabilities side of balance sheet.

* 3. Unexpired or prepaid expenses — i) deduct from concerned
expenses in trading A/c or profit and loss a/c and ii) shown in asset
side of balance sheet.

e 4. Outstanding or accrued income — i) added in concerned income in
P&L A/c and ii) shown in asset side of Balance Sheet
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* 5. Income received in advance — i) deducted from the concern income
in P&L A/c and ii) shown in liabilities side of balance sheet.

* 6. Depreciation — i) debit side of P&L A/c and ii) deduction from the
concerned asset in Balance sheet.

7. Interest on capital — i) debit side of P&L A/c and ii) added to capital
in Balance sheet.

* 8. Interest on Drawings — i) shown as income in credit side of P&L a/c
and ii) added to drawings which is ultimately deducted from capital in
balance sheet.

e 9. Bad debts — i) it is shown on the debit side of P&L a/c and ii) deduct
form sundry debtor in balance sheet.

Managerial Economics and
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Debtors

Creditors

Capital

Drawing

Rent and rates

Trade expenses

Purchases

Sales

Purchase returns

Sales returns

Carriage inwards
» Wages

F
Salaries

12000

2900
250
670
8640

190
250
2920
1200

V.SUNEETHA

7900
30000

14290
280
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Opening stock 3100

Discount received 240

Discount allowed 180

Bad debts 200

Plant and machinery 2510

Furniture and fitting 1800

Cash in hand 500

Cash at bank 15400

Total 52710 52710
Managerial  Economics  and
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* Problem 2

* Prepare balance sheet
* Closing stock9000

* Net profit-2000
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Opening stock
Purchases and sales
Returns

Discounts

Capital and drawings
Cash and bank over draft
Debtors & Creditors
Carriage inwards
Freight outwards
Salaries and wages
Stationary

land and buildings

10000

20000

2000

1000

5000

7000

19000

3000

4000

6000

4000

35000

V.SUNEETHA

40000

1000

2000

65000

12000

12000
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* RATIO ANALYSIS
Accounting ratio shows inter-relationships which exist among various
accounting data. When relationships among various accounting data
supplied by financial statements are worked out, they are known as
accounting ratios.

1.Profitability ratios
2. Turn over ratios
3. Liquidity ratios
4. Leverage ratios
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 Profitability ratios

* 1. Gross profit ratio

2. Net profit ratio

* 3.0perating Expenses ratio
e 4. 3.0perating Profit ratio
* 5. Return on investments
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* Turn over ratio
1. Stock turn over ratio
2. Working capital ratio
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* Liquidity ratios
 1.Current Ratio
e 2.Quick ratio
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Leverage ratio
1.Debt-equity ratio
2.Debt to total funds ratio
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