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Lesson 1 The Major Purposes of Accounting Information Systems

PART I Accounting Information System

Lesson 1

The Major Purposes of Accounting
Information Systems

1.1 Introduction

The American Accounting Association define accounting as follows(1966) .

“The process of identi fying , measuring and communicating economic in formation
to permit informed judgements and decisions by users of the information.”

Let’s look at the key words in the above definition:

—It suggests that accounting is about providing information to others, Accounting
information is economic information — it relates to the financial or economic activities
of the business or organization.

— Accounting information needs to be identified and measured. This is done by way

“set of accounts”, based on a system of accounting known as double-entry

of a
bookkeeping. The accounting system identifies and records “accounting transactions”.
—The “measurement” of accounting information is not a straight-forward process.
It involves making judgements about the value of assets owned by a business or liabilities
owed by a business. It is also about accurately measuring how much profit or loss has
been made by a business in a particular period. As we will see, the measurement of
accounting information often requires subjective judgement to come to a conclusion.

—The definition identifies the need for accounting information to be communicated.

The way in which this communication is achieved may vary. There are several forms of

accounting communication (e, g. annual report and accounts, management accounting

reports) each of which serve a slightly different purpose. The communication need is

- 1 -
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about understanding who needs the accounting information, and what they need to
know!

In fact,accounting information is communicated using “financial statements”.

1.2 The Main Financial Accounting Statements

The purpose of financial accounting statements is mainly to show the financial
position of a business at a particular point in time and to show how that business has
performed over a specific period.

The three main financial accounting statements that help to achieve this aim are:

(1) The profit and loss account for the reporting period;

(2) A balance sheet for the business at the end of the reporting period;

(3) A cash flow statement for the reporting period.

There are many potential users of accounting information, including shareholders,
potential investors,the public, lenders, customers, suppliers, government departments,
labor unions etc. Because all these groups have supplied money to the business or have
some other interest in the business that will be served by information about its financial

- position and operating results.

For a business or organization to communicate its results and position to outsiders,
it needs a language that is understood by all in common, Hence, accounting has come to
be known as the “language of business”.

There are two broad types of accounting information;

(1) Financial accounts; geared toward external users of accounting information;

(2) Management accounts: aimed more at internal users of accounting information,

1.3 The Major Purposes of Accounting Information Systems

Former accountants currently are senior executives in many large companies,
including Coca-Cola, Nike, PepsiCo,. and Geely Motors. Accounting provides a superb
training field for executives because it cuts across all facets of the organization. The
accountant’s duties are intertwined with management planning, control, and decision-
making.

The accounting system is the principal quantitative information system in almost
every organization. This system should provide information for five broad purposes:

Purpose 1: Formulating overall strategies and long-range plans. This includes new
product development and investment in both tangible (equipment) and intangible
(brands, patents, or people) assets, and frequently involves special-purpose reports,

Purpose 2. Resource allocation decisions such as product and customers emphasis
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and pricing. This frequently involves reports on the profitability of products or services,
brand categories, customers, distribution, channels, and so on.

Purpose 3: Cost planning and cost control of operations and activities. This involves
reports on revenues, costs, assets, and the liabilities of divisions, plants, and other
areas of responsibility,

Purpose 4: Performance measurement and evaluation of people. This includes
comparisons of actual results with planned results. It can be based on financial or non-
financial measures.

Purpose 5: Meeting external regulatory and legal reporting requirements.
Regulations and statutes typically prescribe the accounting methods to be followed here.
Consider financial reports that are provided to shareholders who are making decisions to
buy, hold, or sell shares in the company. These reports must follow Generally Accepted
Accounting Principles (GAAP), and are heavily influenced by regulatory bodies such as
the Accounting Standards Board in Canada or the Financial Accounting Standards Board
in the United States,

Each of the purposes stated here may require a different presentation or reporting
method. An ideal database for presentation and reports (sometimes called a data
warehouse or infobarn) is very detailed and cuts across business functions. Accountants
combine or adjust (“slice or dice”) these data to answer the questions from particular

internal or external users.

1.4 Management Accounting, Financial Accounting, and
Cost Accounting

A distinction is often made in practice between management accounting and financial
accounting. Management accounting measures and reports financial information as well
as other types of information that assist managers in fulfilling the goals of the
organization. It is thus concerned with purposes 1 to 4. Financial accounting focuses on
external reporting that is guided by GAAP. It is thus concerned with purpose 5. Cost
accounting measures and reports financial and other information related to the
organization’s acquisition or consumption of resources. It provides information for both
management accounting and financial accounting.

Financial accounting as mentioned, is constrained by Generally Accepted
Accounting Principles. GAAP restrict the set of revenue and cost measurement rules and
the types of items that are classified as assets, liabilities, or owners’ equity in balance
sheets. In contrast, management accounting is not restricted to those accounting
principles acceptable for financial reporting, For example, for purposes 3 and, a

consumer products company may present a particular estimated “value” of a brand name
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(say, Coca-Cola brand name) in its internal financial reports for marketing managers,
although doing so is not in accounting information with external parties such as suppliers

and customers.

Glossary
economic activity L5513l  financial position I 55 L
income tax return FFf85 B R operating results 22 & 45 R
accounting information €158, | accountant £+ A f » &1
financial information W %15 B, intangible assets JGIE %=
decision making K Accounting Standards Board( ASB) £:it#k
economic entity 25 & & f 4
profitability & FIGEH | Financial Accounting Standards Board
cash position FL4RAL | (FASB) I # 23t M ZE A2
trend of earnings B | Generally Accepted Accounting Principles
outsider ZpEBA (GAAP) VA &it R

Terms to Learn

1. Accounting information system (AIS): The system of records a business keeps to
maintain its accounting system. This includes the purchase, sales, and other
financial processes of the business. The purpose of an AIS is to accumulate data
and provide decision makers (investors, creditors, and managers) with
information reliance basis.

2. Economic activity: An activity that aims at production, processing, packaging,
selling, distribution, purchase and consumption of goods and services as well as
money and wealth with a view to fulfilling some wants/ needs on commercial or
self-reliance basis.

3. Decision making; Can be regarded as the mental processes resulting in the
selection of a course of action among several alternatives. Every decision making
process produces a final choice. The output can be an action or an opinion of
choice.

4. Financial accounting: Focuses on external reporting that is guided by Generally
Accepted Accounting Principles(GAAP).

5. Management accounting: Be concerned with the provisions and use of accounting
information t0 managers within organizations, to provide them with the basis to
make informed business decisions that will allow them to be better equipped in
their management and control functions.

6. GAAP: A term used to refer to the standard framework of guidelines for financial

accounting used in any given jurisdiction which are generally known as accounting
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standards. GAAP includes the standards, conventions, and rules accountants
follow in recording and summarizing transactions, and in the preparation of
financial statements,
Exercises
1 . Questions
1. Why is accounting often referred to as the “language of business”?
2. In broad general terms, what is the purpose of accounting?
1 . Multi-choice
1. Accounting is a service that provides many different users with financial
information to make economic decisions.
A. True, B. False.
2. Which of the following statements about users of accounting information is
incorrect?
A. Management is an internal user.
B. Taxing authorities are external users.
C. Present creditors are external users.
D. Regulatory authorities are internal users.
3. Which of the following best describes accounting?
A. Accounting records economic data but does not communicate the data to users
according to any specific rules,
B. Accounting is an information system that provides reports to stakeholders.
C. Accounting is of no use by individuals cutside of the business,
D. Accounting is used only for filling out tax returns and for financial statements
for various type of governmental reporting requirements,
4. Financial reports are used by
A. management B. creditors
C. investors D. all of the above

5. Internal users of accounting information include all of the following

except
A. company officers B. investors
C. marketing managers D. production supervisors
6. The underlying purpose of accounting is to provide information for

decision making about an economic entity,

A. production B. marketing

C. financial D. research and development
7. Financial information about a business is needed by

A. managers B. outsiders
C.both A and B D. none of the above
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8. Generally Accepted Accounting Principles are
A. the guidelines used to resolve ethical dilemmas
B. established by the Internal Revenue Service
C. primarily established by the Financial Accounting Standards Board and the
Securities and Exchange Commission
D. immutable truths derived from the laws of nature
9. The primary purpose of a statement of cash flows is to provide financial
information about the cash receipts and cash payments of an enterprise.
A, True. B. False.

10. Ethics are the standards of conduct by which one’s actions are judged
as

A. right or wrong B. honest or dishonest

C. fair or not fair D. all of the above
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Lesson 2

Accounting Cycle and Bookkeeping

2.1 Accounting Cycle -

Series of steps in recording an accounting event from the time a transaction occurs to
its reflection in the financial statements; also called bookkeeping cycle. The order of the
steps in the accounting cycle are: recording in the journal, posting to the ledger,
preparing a trial balance, and preparing the financial statements(Figure 2-1).

2.2 Bookkeeping

Bookkeeping is the recording of financial transactions. Transactions include sales,
purchases, income, and payments by an individual or organization. Bookkeeping is
usually performed by a bookkeeper. The accounting process is usually performed by an
accountant. The accountant creates reports from the recorded financial transactions
recorded by the bookkeeper and files forms with government agencies. There are some
common methods of bookkeeping such as the single-entry bookkeeping system and the
double-entry bookkeeping system. But while these systems may be seen as “real”
bookkeeping, any process that involves the recording of financial transactions is a
bookkeeping process. ‘

A bookkeeper (or book-keeper), also known as an accounting clerk or accounting
technician, is a person who records the day-to-day financial transactions of an
organization. A bookkeeper is usually responsible for writing the “daybooks”. The
daybooks consist of purchase, sales, receipts, and payments. The bookkeeper is
responsible for ensuring all transactions are recorded in the correct daybook, suppliers
ledger, customer ledger and general ledger. The bookkeeper brings the books to the trial

7 A
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balance stage. An accountant may prepare the income statement and balance sheet using
the trial balance and ledgers prepared by the bookkeeper.

The double-entry bookkeeping system was codified in the 15th century (Exhibit‘z-
1) and refers to a set of rules for recording financial information in a financial accounting
system in which every transaction or event changes at least two different accounts, In
modern accounting this is done using debits and credits within the accounting equation;
Capital = Assets — Liabilities. The accounting equation serves as a kind of error-
detection system: if at any point the sum of debits does not equal the corresponding sum

of credits, an error has occurred.

Identify the Transaction
Identify the event as a transaction
and generate the source document.

Identify the Tr tion: through an original source
document (such as an invoice, receipt , cancelled check,
time card, deposit slip, purchase order) which provides:
date
amount
description (account or business purpose)
name and address of other party (if practical)

Analyze the Transaction
Determine the transaction amount, which
accounts are affected, and in which direction.

J L

Journal Entries
The transaction is recorded in the journal as a
debit and a credit.

Analyze the Transaction: determine which accounts are
affected, how (increase or decrease), and how much

Make Journal Entries: record the transaction in the journal
as both a debit and a credit.

pouag 3uyunoddy ag; Suuing sdag

. Post to Ledger
The journal entries are transferred to the -
appropriate T-accounts in the ledger.

Post to Ledger: transfer the journal entries to ledger accounts,

Trial Balance: this is a calculation to verify the sum of the Trial Balance

debits equals the sum of the credits, If they don’t balance, A trial balance is calculated to verify that the sum L—‘
you have to fix the unbalanced trial balance before you go of the debits is equal to the sum of the credits.

on to the rest of the accounting cycle. (If they do balance

you could still have a problem, but at least it balances!) iL

Adjusting Entries
Adjusting entries are made for accrued and

: L deferred items. The entries are journalized and
Adjusting Entries: prepare and post accrued and deferred posted to the T-accounts in the ledger

items to journals and ledger T-accounts. I}

Adjusted Trial Balance: make sure the debits still equal the Adjusted Trial Balance
credits after making the period end adjustments. A new trail balance is calculated after making the
; adjusting entries.

Financial Statements: prepare income statement, balance
sheet, statement of retained eamings, and statement of

cash flows (this can oceur at other points in time with Financial Statements
appropriate adjustments). ! The financial statements are prepared.

poliag 3ununoeddy gy Jo puy oY) je sdayg

Source:http://www.quickmba.com/accounting/fin/cycle

Figure 2-1 Steps in the Accounting Cycle
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Exhibit 2-1 Timeline of the Double-entry Bookkeeping

Century Development Stage

Later there are traces of the double-entry system in the accounting of the Islamic

12th world from at least the 12th century.

13th The earliest extant records that follow the modern double-entry form are those of
Amatino Manucci, a Florentine merchant at the end of the 13th century.

lath Some sources suggest that Giovanni di Bicci de’ Medici introduced this method for

the Medici bank in the 14th century,

By the end of the 15th century, the merchant venturers of Venice used this system
widely. Luca Pacioli, a monk and tollaborator of Leonardo da Vinci, first codified
15th the system in a mathematics textbook of 1494, Pacioli is often called the “father of
accounting” because he was the first to publish a detailed description of the double-
entry system, thus enabling others to study and use it,

2.3 Accounts

An accounting system records, retains and reproduces financial information relating
to financial transaction flows and financial position. Financial transaction flows
encompass primarily inflows on account of incomes and outflows on account of expenses.
Elements of financial position, including property, money received, or money spent, are
assigned to one of the primary groups 1. e. assets, liabilities, and equity.

Within these primary groups each distinctive asset, liability, income and expense is
represented by its respective “account”. An account is simply a record of financial
inflows and outflows in relation to the respective asset, liability, income or expense.
Income and expense accounts are considered temporary accounts, since they represent
only the inflows and outflows absorbed in the financial-position elements on completion

of the time period.
2.3.1 Account Types (Nature) (Exhibit 2-2)

Example: A sales account is opened for recording the sales of goods or services and
at the end of the financial period the total sales are transferred to the revenue statement
account (profit and loss account or income and expenditure account).

Similarly expenses during the financial period are recorded using the respective
expense accounts, which are also transferred to the revenue statement account. The net
positive or negative balance (profit or loss) of the revenue statement account is

transferred to reserves or capital account as the case may be,.



