FUNDAMENTALS OF ACCOUNTING QUESTIONS AND ANS\WERS

FUNDAMENTALS OF ACCOUNTING QUESTIONS AND ANSWERS ARE ESSENTIAL FOR ANYONE LOOKING TO BUILD A SOLID
FOUNDATION IN ACCOUNTING PRINCIPLES. W/HETHER YOU ARE A STUDENT PREPARING FOR EXAMS, A PROFESSIONAL BRUSHING UP
ON YOUR SKILLS, OR AN ENTREPRENEUR MANAGING YOUR OWN FINANCES, UNDERSTANDING THE BASICS OF ACCOUNTING IS
CRUCIAL. THIS ARTICLE AIMS TO EXPLORE THE FUNDAMENTAL CONCEPTS OF ACCOUNTING AND PROVIDE YOU WITH A
COMPREHENSIVE LIST OF COMMON QUESTIONS AND THEIR ANSWERS.

UUNDERSTANDING THE BASICS OF ACCOUNTING

ACCOUNTING IS OFTEN REFERRED TO AS THE LANGUAGE OF BUSINESS. | T INVOLVES RECORDING, CLASSIFYING, AND SUMMARIZING
FINANCIAL TRANSACTIONS TO PROVIDE VALUABLE INFORMATION FOR DECISION-MAKING. HERE ARE SOME KEY CONCEPTS THAT
FORM THE BACKBONE OF ACCOUNTING:

1. THE ACCOUNTING EQUATION

THE ACCOUNTING EQUATION IS FOUNDATIONAL TO THE FIELD OF ACCOUNTING. T STATES THAT:
ASSETS = LIABILITIES + EQUITY

THIS EQUATION SHOWS THAT EVERYTHING A COMPANY OWNS (ASSETS) IS FINANCED EITHER BY BORROWING MONEY
(LIABILITIES) OR THROUGH THE OWNER'S CONTRIBUTIONS (EQUITY).

2. DoUBLE-ENTRY ACCOUNTING

DOUBLE-ENTRY ACCOUNTING IS A SYSTEM WHERE EVERY TRANSACTION AFFECTS AT LEAST TWO ACCOUNTS. THIS METHOD
HELPS MAINTAIN THE ACCOUNTING EQUATION'S BALANCE. FOR EXAMPLE, IF A COMPANY TAKES A LOAN oF $10,000, 1T wiLL
INCREASE ITS CASH (ASSET) AND INCREASE ITS LIABILITIES BY THE SAME AMOUNT.

3. FINANCIAL STATEMENTS

FINANCIAL STATEMENTS ARE REPORTS THAT SUMMARIZE THE FINANCIAL PERFORMANCE AND POSITION OF A BUSINESS. THE MAIN
TYPES OF FINANCIAL STATEMENTS INCLUDE!:
* BALANCE SHEET: PROVIDES A SNAPSHOT OF ASSETS, LIABILITIES, AND EQUITY AT A SPECIFIC POINT IN TIME.

e INCOME STATEMENT: SHOWS THE COMPANY'S REVENUES AND EXPENSES OVER A CERTAIN PERIOD, RESULTING IN NET
INCOME OR LOSS.

o CASH FLOW STATEMENT: REPORTS THE CASH GENERATED AND USED DURING A SPECIFIC PERIOD, CLASSIFIED INTO
OPERATING, INVESTING, AND FINANCING ACTIVITIES.



CoMMON FUNDAMENTALS OF ACCOUNTING (QUESTIONS

TO FURTHER ENHANCE YOUR UNDERSTANDING OF THE FUNDAMENTALS OF ACCOUNTING, WE WILL EXPLORE SOME COMMON
QUESTIONS AND PROVIDE DETAILED ANSWERS.

1. WHAT IS THE PURPOSE OF ACCOUNTING?

THE PRIMARY PURPOSE OF ACCOUNTING IS TO PROVIDE A CLEAR PICTURE OF A COMPANY'S FINANCIAL PERFORMANCE AND
POSITION. THIS INFORMATION IS ESSENTIAL FOR:

DECISION-MAKING BY MANAGEMENT

® ASSESSING FINANCIAL HEALTH BY INVESTORS AND CREDITORS
o COMPLIANCE WITH REGULATORY REQUIREMENTS

® BUDGETING AND FORECASTING

2. WHAT ARE THE MAIN TYPES OF ACCOUNTS IN ACCOUNTING?

ACCOUNTS IN ACCOUNTING ARE CLASSIFIED INTO FIVE MAIN CATEGORIES:

ASSETS: RESOURCES OWNED BY THE BUSINESS (E.G./ CASH, INVENTORY, PROPERTY)

LIABILITIES: OBLIGATIONS OR DEBTS OWED TO OUTSIDERS (E.G., LOANS, ACCOUNTS PAYABLE)

EQuiTy: OWNER'S INTEREST IN THE BUSINESS (E.G., COMMON STOCK, RETAINED EARNINGS)

REVENUE: INCOME GENERATED FROM NORMAL BUSINESS OPERATIONS (E.G., SALES REVENUE)

ExPENSES: COSTS INCURRED IN THE PROCESS OF EARNING REVENUE (E.G., RENT, SALARIES)

3. WHAT IS THE DIFFERENCE BETWEEN CASH BASIS AND ACCRUAL BASIS ACCOUNTING?

THE TWO PRIMARY ACCOUNTING METHODS DIFFER IN HOW THEY RECOGNIZE REVENUE AND EXPENSES:

e CAsH BAsIS ACCOUNTING: REVENUE IS RECOGNIZED WHEN CASH IS RECEIVED, AND EXPENSES ARE RECOGNIZED WHEN CASH
IS PAID. THIS METHOD IS SIMPLER AND IS OFTEN USED BY SMALL BUSINESSES.

¢ ACCRUAL BAsIS ACCOUNTING: REVENUE IS RECOGNIZED WHEN EARNED, AND EXPENSES ARE RECOGNIZED WHEN INCURRED,
REGARDLESS OF WHEN CASH IS EXCHANGED. THIS METHOD PROVIDES A MORE ACCURATE PICTURE OF A COMPANY'S
FINANCIAL PERFORMANCE AND IS REQUIRED FOR PUBLICLY TRADED COMPANIES.



4. WHAT IS A TRIAL BALANCE?

A TRIAL BALANCE IS AN INTERNAL REPORT THAT LISTS ALL THE ACCOUNTS AND THEIR BALANCES AT A SPECIFIC POINT IN TIME.
[T IS USED TO ENSURE THAT THE TOTAL DEBITS EQUAL TOTAL CREDITS, CONFIRMING THAT THE BOOKS ARE BALANCED. THE
TRIAL BALANCE IS AN IMPORTANT STEP BEFORE PREPARING FINANCIAL STATEMENTS.

5. WHAT ARE THE KEY PRINCIPLES OF ACCOUNTING?

THE KEY PRINCIPLES OF ACCOUNTING, OFTEN REFERRED TO AS GENERALLY ACCEPTED ACCOUNTING PRINCIPLES (GAAP),
INCLUDE:

o CoNsISTENCY: COMPANIES SHOULD APPLY THE SAME ACCOUNTING METHODS AND PRINCIPLES OVER TIME.

RELEVANCE: FINANCIAL INFORMATION SHOULD BE RELEVANT TO THE DECISION-MAKING NEEDS OF USERS.

RELIABILITY: INFORMATION SHOULD BE ACCURATE AND FREE FROM BIAS.

o COMPARABILITY: FINANCIAL STATEMENTS SHOULD BE COMPARABLE ACROSS TIME AND WITH OTHER COMPANIES.

ADVANCED ACCOUNTING CONCEPTS

AFTER MASTERING THE FUNDAMENTALS, IT IS ESSENTIAL TO DIVE INTO MORE ADVANCED ACCOUNTING CONCEPTS. HERE ARE A
FEWW THAT ARE CRITICAL FOR A DEEPER UNDERSTANDING:

1. DEPRECIATION

DEPRECIATION IS THE SYSTEMATIC ALLOCATION OF THE COST OF A TANGIBLE ASSET OVER ITS USEFUL LIFE. THERE ARE SEVERAL
METHODS FOR CALCULATING DEPRECIATION, INCLUDING!:

® STRAIGHT-LINE METHOD: DISTRIBUTES THE ASSET’S COST EVENLY OVER ITS USEFUL LIFE.
o DECLINING BALANCE METHOD: ACCELERATES DEPRECIATION, ALLOWING FOR LARGER DEDUCTIONS IN THE EARLIER YEARS.

e UNITS oF PRODUCTION METHOD: BASES DEPRECIATION ON THE ASSET’S USAGE RATHER THAN TIME.

2. INVENTORY VALUATION METHODS

INVENTORY VALUATION IS CRUCIAL FOR DETERMINING THE COST OF GOODS SOLD AND THE VALUE OF INVENTORY ON HAND.
COMMON METHODS INCLUDE:

¢ FIFO (FiIrsT-IN, FIRST-OUT): ASSUMES THAT THE OLDEST INVENTORY IS SOLD FIRST.

e LIFO (LAsT-IN, FIRST-OUT): ASSUMES THAT THE NEWEST INVENTORY IS SOLD FIRST.



® WEIGHTED AVERAGE COST: AVERAGES THE COST OF ALL INVENTORY AVAILABLE FOR SALE DURING THE PERIOD.

3. FINANCIAL RATIOS

FINANCIAL RATIOS ARE USED TO EVALUATE A COMPANY’S PERFORMANCE. SOME CRITICAL RATIOS INCLUDE:

¢ LIQUIDITY RATIOS: MEASURE THE COMPANY'S ABILITY TO MEET SHORT-TERM OBLIGATIONS (E.G., CURRENT RATIO
QUICK RATIO).

’

o PROFITABILITY RATIOS: ASSESS THE COMPANY’S ABILITY TO GENERATE PROFIT (E.G., GROSS PROFIT MARGIN, NET
PROFIT MARGIN).

o LEVERAGE RATIOS: EVALUATE THE COMPANY’S DEBT LEVELS (E.G., DEBT-TO-EQUITY RATIO, INTEREST COVERAGE
RATIO).

CoNcCLUSION

IN CONCLUSION, UNDERSTANDING THE FUNDAMENTALS OF ACCOUNTING QUESTIONS AND ANSWERS IS VITAL FOR ANYONE
INVOLVED IN BUSINESS OR FINANCE. BY GRASPING THE BASIC CONCEPTS, PRINCIPLES, AND ADVANCED TOPICS, YOU WILL BE
BETTER EQUIPPED TO MAKE INFORMED FINANCIAL DECISIONS. W/HETHER YOU ARE PREPARING FOR EXAMS, MANAGING YOUR
BUSINESS, OR SIMPLY LOOKING TO ENHANCE YOUR KNOWLEDGE, MASTERING THESE ACCOUNTING FUNDAMENTALS WILL SERVE YOU
WELL IN YOUR FINANCIAL ENDEAVORS.

FREQUENTLY ASkeD QUESTIONS

WHAT IS THE ACCOUNTING EQUATION, AND WHY IS IT IMPORTANT?

THE ACCOUNTING EQUATION IS ASSETS = LIABILITIES + EQUITY. IT IS IMPORTANT BECAUSE IT PROVIDES THE FOUNDATIONAL
FRAMEW ORK FOR DOUBLE-ENTRY BOOKKEEPING, ENSURING THAT A COMPANY'S FINANCIAL STATEMENTS ARE BALANCED.

\W/HAT IS THE DIFFERENCE BETWEEN ACCOUNTS PAYABLE AND ACCOUNTS RECEIVABLE?

ACCOUNTS PAYABLE REFERS TO MONEY THAT A COMPANY OWES TO SUPPLIERS FOR GOODS AND SERVICES RECEIVED, WHILE
ACCOUNTS RECEIVABLE REFERS TO MONEY THAT CUSTOMERS OWE TO THE COMPANY FOR PRODUCTS OR SERVICES SOLD ON
CREDIT.

\WHAT ARE THE MAIN FINANCIAL STATEMENTS , AND WHAT DO THEY REPRESENT?

THE MAIN FINANCIAL STATEMENTS ARE THE BALANCE SHEET, INCOME STATEMENT, AND CASH FLOW STATEMENT. THE BALANCE
SHEET SHOWS THE COMPANY’S FINANCIAL POSITION AT A SPECIFIC POINT IN TIME, THE INCOME STATEMENT SHOWS
PROFITABILITY OVER A PERIOD, AND THE CASH FLOW STATEMENT SHOWS THE INFLOW AND OUTFLOW OF CASH DURING A
PERIOD.

\W/HAT IS THE PURPOSE OF A TRIAL BALANCE?

A TRIAL BALANCE IS PREPARED TO ENSURE THAT THE TOTAL DEBITS EQUAL THE TOTAL CREDITS IN THE LEDGER ACCOUNTS. |T



SERVES AS A PRELIMINARY CHECK FOR ACCURACY BEFORE PREPARING FINANCIAL STATEMENTS.

WHAT IS ACCRUAL ACCOUNTING , AND HOW DOES IT DIFFER FROM CASH ACCOUNTING?

ACCRUAL ACCOUNTING RECOGNIZES REVENUES AND EXPENSES WHEN THEY ARE INCURRED, REGARDLESS OF WHEN CASH IS
EXCHANGED, WHILE CASH ACCOUNTING RECOGNIZES REVENUES AND EXPENSES ONLY WHEN CASH IS RECEIVED OR PAID. ACCRUAL
ACCOUNTING PROVIDES A MORE ACCURATE PICTURE OF A COMPANY'S FINANCIAL POSITION.
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