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Accounting : An Introduction

Accounting is as old as human civilisation. Even a layman has to account for his dealings and
c‘heck that the balance remained with him is correct. It applies particularly to trade and industries
since it is said to be the language of Business and Finance. It is a discipline which provides financial
and other information essential for the efficient conduct and valuation of business aclivities. Tt
communicates the results- of business operations to different parties who have some stake in the

business. In fact, it is {‘wmeans of collecting, summarising, analysing and reporting in monetary terms,
the information about the Business.

Meaning and Definition of Accounting

‘Accounting is the art of recording, classifying and summarising in a significant manner and in
lerms of money, transactions and events which are, in part or at least of a financial character and
interpreting the results thereof - —AICPA

“Accounting is the science of recording and classifying business transactions and events, primarily
of a financial character and the art of making significant summaries, analysis and interpretations of these
transactions and events and communicating the result to persons who must make decisions or form

Judgments”. —Smith And Ashburne
Accounting may be defined as “the identifying, measuring recording and communicating of
financial information.’ —Harold Bierman and Alan R. Drebin

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

—The American Accounting Association Committee (AAAC)
On analysing the above definitions, the following conclusions are drawn :

(i) Accounting is the art of recording and classifying business transactions.
(ii) -The business transactions may be completely or partially of financial nature.
(ili) Generally the business transactions are described in monetary terms.

(iv) In accounting process, the business transactions are summarised and analysed so as to
arrive at meaningful conclusions,

(v) The analysis and interpretation thus obtained are communicated to those who are
responsible to take decisions, to determine the future course of business.

Nature of Accounting
(i) Accounting has evolved over a period of time.
(ii) It is man made and is practised in a social system.
(iii) It is a systematic exercise and follows flexible and not a rigid approach.
(iv) It is a language having a very well defined syntax of its own. ' N
(v) It cm'nnlunicale.s financial information of a business enterprise for making decision by the
management.
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Obectives of Accounting

ing, is to provide information about fnancia) transactions and
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wsiog mm provide information about financial transactions,

o ; carncd by the firm.

{2) To determine the profits A
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4) To assess the taxable income, service tax and, val tax, wealth tax lability erc.

: To provide requisite information to different parties i._a.. owners, creditors, emplopees,
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To facilitate management control, )
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the Balance Sheet. 1 2
Accounting Social Science =

an’_m m:d.m of accounting was developed |ﬂ-m‘?uﬁlﬂls5 Iransaciions.
Gienerally it became a media to repon business perfon 1o the ir ed parties. Howover, a
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the business (ransactions bul it has now become a social science and has to fulfll s sockal
respoasiblitics, as well,
Buook-Keeping, Accounting and Accountancy ’

These: tcms scem 1o have the same meaning, but there is a fundamental difference among

Boak-Keeping — It &5 mainly concerned with the maintenance of books of accounts, which
includes the following— ‘
(i) Selecting financial transactions out of the various transactions.
(i) Measuring the sclected transactions in terms of money,
(i} Recording those transactions in the books of original eniry.
(i) Posting the recorded transaction in the Ledger. : %
(¥) Balancing of varigus Accounts opened in Ledger and exiracting 'Thn‘ Balance. mm
Thus, the function of book-keeping is of routine and clerical nature Mﬂﬂd:‘ by meass
E‘Whﬁﬂwmulmmh@ Now a day,. this work is being
computers, s
Accounting~ Aconan ins where book-keeping ends. It includes the following—
(&) Summarising the :s:;':: information eontainted in Trial Balance, by preparing Traling
4nd Profit and Loss Aceounts and the Balance Sheet clc. y
(5) Analsing a0d.draning the meaningfu information from the final acoousts ol 3 buines
s

{"“%mwﬂmdmuwmmmwmu-_ mmqr:ttl wlcdge

 This, the acooun work shall be perfor Accountant having
of principles of ngmw of an mj“n:dmhvs:nﬂ beyond that of the Book-kecper:

Accotnting : An Invroduction L3

Accountancy—I1 & a wider torm which refess to eatire body of theory and practice of
accountancy. It means a systemaic of accounting apart from the knowledge of principles
and techniques which are needed in accounting. The term ind'{m how ta prepare the books of
aecounts, how to classify and summarize them, how to communicsic the information 1o incrested
partics cie.

Difference Between Bouk-keeping & Accountancy

We have scen above that book-keeping and accounting differ from each other. The lolloring
are the main points of distinction between the two—

Wi -kecping is a primary stage, whereas Accounting, a secondary ong, Accounting begins

where book-keeping ends.

\ _Sp)-m book-keeping function is of routine and elerical mature, which may be perlormed by
a Jugior member, whereas accounting function is analytical in nature 1o be petformed by
a senior member of staff,

(iif) Book-keeper need not possess anahytical skill whereas an Accountant is required to posscss

analytical and iMerpreting skill,

\_{iv Book-keeping work may be petformed by a person having limited knowledge of accounting,
whmmuithuwbnpufwmmdbyap:mnhmngeqxnmm;in
Accouning.

(¥) The scope of the work of book-keeping includes, identifying, measuring, recording and

classifying the business ir ioas, wh uing apart from book-keeping includes
summarksing, analyiing and cammunicating of accounting information,
Functions of Accounting

Accounting embraces of the fellowing functions -

(1) Recording : The first function of accounting i3 to keep a sysemalic record of financial

i i prepare financial statements,

(2) Classifying : The second function of accounting is that it faciltates, classification of all
busincss transactions recorded in the Journal. Classification of items js done sccording 1o the nature
of account. One with similar mature are classificd under similar appropriste heads. This work of
classification is done in a book called the Ledger,

() Sumniarising : New comes the sammarisation of the classificd records, This process of
summarisation i donc in & manncr which i useful to the internal as well as cxicrmal users, Intermal
users arc thode persons who manage the busi whereas WSETS are like Ievestors,
Creditors, Tax authorilics, Trade associations, Labour unions, Sharcholders cle, bocause
interest particularly ta known abou the financial soundnews and Tiquidity pf the Business, z

() Imterpreting = Alter summarising, comes the process of imterpreting the summarised
financial data embodied in final lcmuus.m'll“l&h is o very importamt f-mdm?:m r:'ﬁ: Point of vicw of
Mmanagement, owncrs and the third panties as it helps them in decision making,

(5) Infernsation System : Accounting is also held in communicating the results obigined from
arranging of data, 1o interested partics like Proprictors, Investors, Creditoss, Giovernment Officials,
Employees, Rescarchers cic. L

16} Legal Requirements @ The last l'uwbnnfamlllingiswdnﬁw such a system which wil]
meel legal requirement. Accarding 10 the provisions of Law, a business has 1o file various stalements,

C.E- INCOMme (XX returns, returns for sales tax purpose and so on, Accounling system aims a fulfilling
this requirement of law also,
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Branches of Accounting »

(1} Financlal Accounting : According to Kohler's Dlﬂw for Accountants, financial
accounting is the accounting for fevenlics, EXpEnscs, asscls and_ liabilities that it commonly carried on
in the geecral office of a busincss. It is primarily concerned with record keeping directed toward the
preparation of profit and loss account and balance sheet. The main purpose of financial accounling
are : (i) recording of the transactions concerning and aﬂﬂcﬁm the business; (i) preparation of
mecessary accounts and balance sheet as required by statutes; (iii) apprising the owners of the business
about the results of the business over a period of time.

{2) Cost Accounting : Cost Accounting is the process of accounting for costs, It is a systematic
procedure for determining the umit cost of oulput produced’ or serviecs rendered. The primary
fuactions of cost accounting are (o ascertain the cost of produet and 1o belp the management in the
conlext of cost. An efficient system of cost accounting is essential to ensure the best possitle use of
scarce resounces, such as, materials, labour and overheads,

@) Management A ing : Manag kpl'hlwilymmmnd'uﬁlhth:mmd
information which is useful to management in decision-making for the elficient running of the business
and, thus in maxdmising profit, M. ing is the presentation of sccounting and related
information in such a way as will cnable the management to take decisions and 1o control activities.
It also helps in reviewing existing policies, laying down new policics and preparing further plans.

4) Tax Accoumting— It is a branch of Accounting which is used for tax purposes. It helps in
compuling income tax, service tax, VAT tax, wealth tax ete. on the basis of Accounting.

(5) Inflation Accounting : The price of all types of goods and assels have rmqtdedmiﬁmm
during lau three-four decades. This increase in price makes i ial 5 LCOmE . T
remove the cflect of inflation from the accounts, various ilems of assets arce deflated on the basis of
prices of Price Indices. The accounts prepared on the basis of deflated figures are known as Present
Value Accounts gr Inflalion Accounting. Now-a-days many companies are prescoling inflaion

accounting as an bppendix to the main accounts, ) )

(6) Human Resource Accounting (HRA) : Traditionally the physical assets like building,
fusmiture, plant and machinery etc. are recognized as assets in the books of accounts but the live assct
ie. human being which operate all other assets is not recorded as an assel. !n_thchn_ﬂ'ﬁ:::s
accounting, the human being ., employces of an organisation are valued and included in the
of an organisation. Many companies iy India and abroad have started presenting the human resouice

S ich
' (7) Secial Accounting : The sacicty supplies the infrastructure and the facilities withoul *‘]m,
trade and business cannat be operated w all, Hence the trade and business also have 2 ’mn:lrlbc
to the society. Presently, there s a growing demand for reports on activities which re i
cantribution of an organisation to the society, Social accounting is a process of identifying, meas s
and communicaling the conribulion of trade or business 1o the socicly e provinding crployme
linancial and manpower support for public activilics, customer satisfaction ctc.

Groups Interesied in Accounting Information : ] o

(1) Proprietors : The main aim of accaunting is to provide necessary information :r{”[':mllb"

related to his business. Owners are oae of the several partics who are interesrted in the Inforew ")
i by the accounting records. They are proprictors in sole proprictorship concerns

al i : An fnrouhiction L5
partncrs in partisership concerns, while in the cas of a company, are the sharcholders. These
aceounting information helps the businessmen of the swner to know about the profits and losses of
the business. They abio assiest in decision making, formulating future pelices and in course cvaluating
present projects and policies.

(2) Manag £ The agement of business arc interested in the information relating to
their business, They need acoounting information related to sciting up targets for future periods,
uvsually the pext financial year; measuring and cvaluating the performance in relation to the Tangels

I

set up for the various units or departments of the business as also the firm a5 o whole: finding out

the areas of shorfalls and controlling acquisition and maintenance of inventoties receipts and
payments of cash purchases and sales ele,

3) Prospective Investors : The person who is counter plating an investment in a business will
like to know about iis profitability and financial position. They would also like 1o know that data
relating to the past and present performance of the business and details of the decisions taken for
future programmes. In simple words, a person who wishes to invest jn a business wouald like to know
about the profitability, carning capacity and financial pasition of the concerr. All these information
will be derived by him from the accounling reports as such or financial statements of the concern.

1#) Creditors, Bunkers and Other Lending Institutions : Creditors, Bankers and Other Lending
Institutions are interested in knowing whether an enterprise can settle its obligations (including internal
charges) o scheduled dates in time. These aceounting information helps them in judging such posilion
of credit worthiness. When a business requires more funds for its expansion and development purposes,
they are usually provided by commercial banks and financial institutions. Normally, they would lend
moncy after salisfying themselves about the repaying eapacity of the borrawer; which is judged with
the help of financial satements.

(5) Government : The Government is very much interested in the financial statements of
business caterpriscs on account of txation, lsbour and carporate laws and in collection and compiling
statistics for National Accounting. Many products are, now a days, subjoct 10 exrcise duty and other
laxes imposed by the ceatral and the sate gevernments which also require cost data.

6) Emplaoyees : Employees are int d in financial of becaunse i
in their remuncration and payment of bonus depend on the volume of the profit carned. Now a days.
they are also offered *Employee-quata-shases’,

(Th Regulntory Agencies : Various Governmen departments and agencies such as Company
Law Board, Registrar of Companics. Tax Authorities ete. use accounting reposts not only as a basis
Tor tax as 1 but also in evaluating how well these business organisations are operaling under
regulatory legislation.

(8) Researchers : Accounting data are ako useful to the research scholars in their research in
ocounting theory as well ax business affairs and practices and other related argas,

(9 Citizens : Lastly, an ordinary citizen is also interested in the Accounting Reports of a
Government company, a Stalulory corporation, a public wtility concern as & voter and a Tax-payer.
They would like to known the records of the institutions with whick they come in contact in daily life
for example Bank, University, Tra ion, Electricity Co ics, Gias Companies ete,

Important Terminalopgy =

Our Lask of learning the language of Business becomes difficull and complicated since many

terms wsed in Accounting may have dilferent meaning as compared to general ad pepular meaning,




L6 Fuundarnentals of Business Accounting
It is, therefore, essential to learn and understand the meaning of certain basic accounting terms which
are frequently used in the business world :

(1) Business : The torm business means works, efforts and acts of people, which are connceted
with the production of wealth. In other words, the activities which are dircetly related with (he object
of making profil. The 1erm business also includes the performance or rendering of services for others
on paymenl,

(2} Transuction : When goods or services are exchanged between the persons or parties, there
is a transaction between them. Usually, the exchange is for a price. Mr. A pays cash 1o Mr, B, is 3
transaction, ‘X slls goods to Y, is alio a transaction. Events like depreciation in the value of Plang
and Machinery, Loss of goods duc to fire cic. cannot strictly be called as transactions, But in
aceountancy, such evenls are also referred as transaclions.

(%) Expenditure : Effenditure means spending of money or exchange for other assets or
commoditics or a promisc to make the payment al a later date. Expenditure may be of capital asture
(e, to sequire an asset) or of revenue nature, (from which the bcml?l will soan be exhansed) g
salary, rent, wages etc. Similarly, expenditure, increases the profit earning capacity of the business in
future.

(4) Losses : The term “Losses’ should be used for money’s worth given up without any benefit
e, the unwanted burden which the business is forced (o bear, Examples are : Loss of goods due 1o

theft or fire or Mlood or storm or accidents, payment of damages (o others ete.

(5) Assets : The valuable things owned by the business are known as Assets. ‘Ma can say that
it Is the expenditure which resulis in acquiring of some property or heullcﬁl u!' a lasting nature, ln
other words, Assets are the cconomic or valuable resources of an enlerprise which may be m:pr:und
in monelary terms. Assels may be clussified as : (i) Fixed Assels, {fi} Floating or Current Agsets, (i)
Ficitious Assets, (iv) Intangible Assets, (v) Liquid Assets, (i) Wasting Assets, etc, cxamples of Asscls
are : Building, Plant or Machinery, Goodwill, Stock, Bill: Receivable, Cash, Cash at Banks, Invesimenals

€lc,

i i C ime and for carsying
(a) Fixed Assets : These assets are acquired for relatively long period oftnw‘ n
on business of the firm. These are not meant for resale; for example, Land, Building. Fumituse,
Fittings, Plant and Machinery, Cars and Other Vehicles etc. _ )

(b) Current Assets : Such assets are acquired with the intention of converting lh&'hﬂn cash
during normal business operations of the firm. Unsold stock, Debtors, Bills Receivable, in hand,
Bank balance, Accrued income are some cxample of currenl assels. -

(€) Tangible Assets : Tangible assels arc those assets which can be scen and Iwc‘hd- Tﬂ:“h
words, those assets which have a physical exisience such as Land, Building, Plant, Furnitures, -
Cash, Bills Receivable are called tangible asscis, cic.

d) Intangible Assets : Intangsble Assels are those .
and u.:hinh am::: be seen or felt. Examples of such assets are Good-will, Patents, Trade Marks, Copy

of

i i . For cxample, with the help

i and Pre Expenses. Intangible assets are also valuable assets | ! g i

l?a!;(i':ls [knnw!ﬁ:f] businessman is able to produce goods and 1!1_en his lgnod.mll h:lp:sn:;:hu = m
romers casily. Therefore, the intangible assets help the firm in earning profits as b7

::5 ible assets. Hence, both tangible and intangible assets arc valuable assets which are based

b-c:fﬁt and facility available to the business.

assets which do not have a physical existence

Accountlng : Au fmiroduetion i

(&) Wasting Assets : These are assets which are consumed through being used and d
such s ﬂnii_lu, oil wells, forests etc. f:.smu as all the minerals are ::ur;mdl_r?h; mi.:;s :va:c
valueless Ol wells and foresis posiess Lhe same characteristics, Thus, wasting asseis are those whick
gt exhausted after certain period of time being worked. It may alio include such zssers which gt
cxhansted wilh the lapse of time, such as Patcats, Trade-marks, Leascholds ele,

(N} Fictitious Assets : Assets which docs mot possess any real value but included in the Baly
Sheet for legal and technical reasons are called fetitious assets. Preliminary cxpenses, U.-..:.;mil?c..;
commission, Discount of Issue of shares and debentures in case of & company and other trade bosses
are some examples of such asscis.

6y Clpll.ul.' It refers 1o the amount invested by the proprictor of business uader taking. It is
|h§I amount which is wsed for further production or purchasing of goods and assets in the busingss,
[t is also known as Owser’s Equity or Net Worth, Thus

Capital = All Assets — External Liabilities or External Exquity

As such, Prafit or Income will enhance the Capital and Lass will decrcase B, Capital does nol
mean contribution by the owner in cash oaly. It may be in kind also, such as, Plani, Machinery, Land,
Bml‘rlm Furniture ete. It may be classified as : (i) Fixed Capital, (ii) Floating Capiial, (i) Working

elc.

(i} Fixed Capital : Capital invested and represented by fived assels in the business.

(i) Floating Caplial : Capital in the form of Noating or current assets of an underiaking.

i}y Working Capltal : It is the excess of current assets over current liabilities or

P v WC = CA - CL.

o N_ ¢ Linbility refers to the amount dus by a basiness house 1o others, Sometimes, the
term is used (0 include the amoust due to the proprietors abso. The business should bave sulficient
current assets (0 meed s current liabilitics and reasonable amount of fixed assets o meet its fived
liabiligy. Liabilitics can be classified as - (3) Liability for Owners Equity, (ii) Liabilitics to outside
Creditors that may be for goads, for loan, for expenses cte, It can alio be classified as Fixd Liaksility,
Current Liability and Contingent Liabsility,

(a)  Fixed Linbilities : Al labilitics which are not current or not payabls in one year (normal
accounting cycle of the business enterprize) are called long term or fixed abiliics,
Mortgage, Bank Lfmlf. Debeatures (in case of a company}, Bonds, Public Deposite are
cxamples of such Kabilitics which are not duc in one year.

b} Cumm_ Liabilitles : The obligations which are due and pavable within one year (one
accounting :_.‘u:} and which are paid oul of current assers are called current Labilities,
Trade Creditors, Accrucd expenses, Bills payables or Hundics, Short-term borrawing,
Bank overdralts ete. are examples of current Habilities.

{c)  Contingent Liabilities : The obligations which may arisc on happening of an event in
fisture is called coatingent lisbility. A bill received and discounted from Bankers may
aﬁeunﬁlﬁmifikmmdmaﬁﬂiﬁymyumonImingp:ndingmciu
court of law are examples of such Habilities. These are not included in the financial
statcments of the fim bul are shown as o footnote in Balance Sheet on Tiabilities side,

{8) Revenue ; Income of a recurring nature from any source is known s “Revenue”. It consists
of an inflow of assels from customers or clicnts and which are related 1o sale of goods of rendering

of services,
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{9) Debiors : The term ‘Deblors’ represent the persong or partics who have purchased goods,
on credit from the Business from whom amount due s receivable by the firm. In simple words, debaor
means a person or firm who owes money Lo the business for goods supplied or for services rendered,
In case, the firm is a senvice instilution and the payment for service still remains to be realiseq,
beneficiaries of the service will also be known as ‘Debtars’.

{10) Creditors : By creditors, we mcan only trade creditors. (ie., creditors of goods purchaseq
for resale), crediors for expenses and bills payable. Thus, the seliers of goods on credit 1o the firm
are known as its creditors of the firm so far the full payment is not made to them.

(11) Stock or Imventory : Stock or Invetories are “langible property (a) held for sale in the
ordinary course of business, or (b) which are in the process of praduction for such sale, or (g 10 be
consumed in the production of goods or services for sake.”

(12) Druwings : Amount of cash or goods withdrawn from business by the proprictor for kis
private or personal use is termed as ings’. Acquiring p | assets with business funds are also
drawings. Example are : Amount withdrawa by proprictor or owner for personal or domestic use, or
using business vehicle for domestic wse or goods taken by the proprietor htdmuaieuuarpgmm
of domestic expenses from business funds etc,

{13) Entry : Recording of transaction in any books of accoust in called an entry. In other words,
an enlry is the systematic record of business iransactions in the books of accounts of the firm.

{14) Expenses : Expense is the cost incurred in producing and selling goods and services. It is
the cost of things used and for services rendered in generating revenue. It includes cost of goods sold,
indirect expenses incurred and depreciation elc.

(15) Discount—It is an allowance given by the scller 10 the purchaser, It is of two Lypes -

(i) Trade discount—Trade discount is allowed by the seller 1o the customers for bulk
purchases. It is allowed at a fived percentage on the list price of the goods. Trade
discount is simply deducted [rom gross value of goods sold but not recorded in beoks
of accounts,

Cash di ~This di is allowed to the customers for carly or prompt
payment of their ducs. It is recorded in the books of accounts. Discount allowed 10
customers is a loss to a businessman, whereas if his creditor’s also give discount 10
him, then it is a gain.

(16} Accounting Year : Books of accounts arc closed snnually. Generally, financial year 1""‘."

(i)

Lst April to 3ist March) s used as an Accounting Year. Adoption of financial year a5 accounling
year had now become mandatory or ihe legal necessity for all busincsses and coroorate undertakivg

(7) Equity : A claim which can be enforced against the asscts of a business enterprise is ealied
Equity. There arc two types of equity for the firm :

@

(i)

Ouwner's Equity : Means capital employed by the owner of the proprictor altﬂ!“"ﬂ’l
the net revenue carncd by the business. In other wards, it means owner's indtia
investment and the accumulated earnings retained in business.
External Equity : Means obligations payable to outsiders, such as Trade Creditor>
Bills Payable, Mortgage Loan, Bank or Institutional Loans elc.

f2 2
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18, Inventory — Tungible ty held for sale in the ords i i
pmmu_ul' production for such sl:lcw:::l raw material mecded i I::r:r:d’::tﬁ:z:‘;::l:::i;:
for sale including maint, e supplicr and consumables other othan machinery and plan, and spares
e I'F.. Deferred Expenditure — 1t refers to expenditure for which payment has been made or l
Fability lem:ld which is carried forward on the presumption tha it will be heneficial over :
subsequem period o periods. This s ako referred 1o as deferred revenue expenditure.

Very Short Answer Type Questions & Answers (Not exceeding 40 words)

4. What Is Accounting 7

m.:mlll:ztg“r;: defined as ‘the identifying, measuring, recoding and communicating of
- State any two objectives of Accounting.

Ans. : (i) To provide information about financial transactions.

(i) To determine the profits carned by the firm.
any two functions of Accounting.
Ans. t (i) To keep ic record of fi I ions in Journal,

(i) To classify all business ransactions recorded in Journal i, Ledger i
Mit\- one point of difference between Booking and Accounting,

Ans. : The functi -keeping i i i i

5 .1,‘:':::1“ keeping is of routine and clerical nature, whereas accounting functions

What do you understand by Asset?

-t Assets are valuable resources and t jects or intangible ri i

e hneﬁm:s. objects or intangible rights owned by an enterprise
‘What is meant by Tarnover?

1 The amount for whi i ise i
ulhm — r which sales are cffected or services rendered by an enlerprise is

What is meant by Trade discouni®
1+ When discount s allowed by a seller of goods 1o the i CHTICTS.
allowey purchaser of Lo its cust a fiwed
percentage on the st price of the goods, it is known as trade discount, N is passe
trade discount i the books of the owner, e o s
What is Cash Discount 7
+ When discount is allowed to customers for prompt payment of their dues. it i
i . o ¥ 5, 10 is cal
diseount, It is recorded in the books of Accounts. : Ry
‘What do you mean by capital 7
: Capital refers 1o the amount invested in an emerprise by its owners, such as eash or any other
assels of paid up share capital in a corporate enterprise, It is experessed as =

Capital = Assets  Enternal Lisbiltcs |

€ iR




. Fundamentals of Business Accounting
L

mean by Liabilities T ) ; :

ﬂ,:x:llih:yﬂ an by n‘lamumﬁwmﬂmmmmmmkmmu
the amoust owed to proprietors, is called fiabil

el it N G TR S

" a thorl period, normally one year.

(12, What are Current Liabilities ? ) ' : i

Ans, : Current Liabililies refer 1o such obligations which are to be paid within & short period, normally
one year. -

(QL13. What Is an expease? . . . i " ;

Ans. : Expense means cost incurred in the operation of business during an accounting period or cost
incurred in producing and selling goods.

Q14 What is Revenue ?
m:wmnmmimﬁmmuhunswmmﬁmamhmm
ﬂwmmhﬁsdamemfmunhdpwwwﬁmw.

(15, What do you understand by Profit ?
Ans. : Profit in general refer to the excess of Revenue over related cost, When the result of this
computalion is negative it is called loss and if it is positive, i is called Profia.
Q6. What is a Voucher T i
Ans. : A woucher is a document on the basis of which transactions arc first recorded in financial
ook,
Q17. Give four examples of Current Assets.
Ans. : Examples of Carrent Assets are :
Cash in hand, Cash at Bank, Suadry Debtors, Bills Receivable, Prepaid Expenses.
018, Give the meaning and four cxamples of Intangible Assets
Am.:lnung‘ugwumlhmmuﬁchdnmhmphﬁqlmem
E!nmﬂu—ﬁoodﬁh.huémt.?mu,?mpaid
Q.19. What are Contingent Lisbilities 7
mmmmzdmammmm
depending upon the of or
.20, aaumeunmur(:unwll.hwun.
Ans. : Example of Contingent Liabilties are :
L BB discounted awaiting its due date
E.Amhumngpeadhghalhm:ofhwmimlhoﬁm.
Q21 State five examples of Current Liahilities,
Ans. : Examples of Current Linbilities are «
(i) Sundry Creditors, (i) Bank Ovedraft
(iii) Accrued Expenses, () Proposed Income fax
{¥) Shost term Loan.
22, Cabeulate Owner's equity from the following details —

Mr. X invested capital in Business Rs. 2,00,000 Cash and Furniture worth Rs. 10,000, Revemse

carned during the year was Rs. 6,00,000 and expenscs incurred to carn Revenue was Rs,
5,00,000,

o an existing situation which may arise in fislure
of 0ae or more uncertain fulure events.

Accounting : An Inirod

Short Answer

QL
Ans,

Q.
m.

= Capital Invested + Profit for the year,

Define Accounting and give its two characteristics.
+ Accounting means an art of record;
10 terms of money transactions and
Characteristics :
(i) 1t s an art of recording and classifying business transactions.
(i) The business transactions should be of financial nature.,
State the names of users of Accounting Information,
3 Users of Accounting Information :
(i) Owners ar Proprictors of Business.
(i) Managemeny of Business Enterprise
(i} Prospective Investors
(iv) Creditors or Supplicrs
(v} Employees of a Business Enlerprise
(Vi) Rescarchers
(vii) Government and Tax Anthorities,
{viii) Regulatary Agencies.
(i) Public or Citizens of the Couniry.
Enumerate different branches of Accounting,

.:Brlnr.'hunfﬁmurlﬁng.-

(i) Financial Accounting

(ii) Cost Accounting
(jil) Management Accounting

(iv} Inflation Accounting

(v) Human Resource Accounting

(vi) Tax Accounting
(vid) Social Responsibility Accounting,
State different types of assets and give two examples for each,

- ¢ Types of Assets

(i) Fined Assets e.g. Land & Building, Plant & Machinery,

(i) Current Assets e.g. Cash & Bank Balance asd Sundry Debtors.
(i} Intangible Assels e.g. Goodwill and Patents

(iv) Tangible Assets e.g. Furnitare, Fittings and Plant & Equipment,

(v) Fictilions Assets e.g. Discount on lssue of Shares
Expenscs.

+ 10,000 or Rs. 2,10,000 + (5,00,000 - 300,000) = Rs, 3,10,000,
Type Questions & Answers : (Not exceeding &0 words)

ng. classifying and summarising in o significant manner and
events which are of a financial nature and interprcting the

and Debentures and Preliminary
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* (vi) Wasting Assets e.g. Mines and Ol Wells.
QS.Ghtan}'l'oirmnplsnl'lkmlr.
Ans. : Four cxamples of Revenue are :
(1) Amount received from sale of goods.
(i) Amount received from the services provided lo customers.
(iii) Amount received for Commission, Interest & Dividends.
(i) Transfer fees reccived in a corporate organisation,
Q. Distinguish between Expenses and Losses,
Ans. : If the benefil of an cxpenditure is exbausted within 2 year, it

Iundmni&peudimh-puimh:peﬁodmr&cm
is termed as a loss,

Q. _Wwﬁllrhﬁmn Debtors and Creditors.

: Debloss are persons of firms who owe an amount (6 the
provided 1o them on credit basis,

is called Expense. On the other
lated Revenue of the same period

enterprise for the goods sold or services
On :ummmmmmu firms wha

lmummmmwpphhgmﬂ:mmmau
Give two characteristics of o business transaction.
= (i) It results in nduphlhrumhl'pmi:hndrhormi.u.amm in the values of some
the assets, Habilities or capital,
(i) The mnmhumkumwnumwm.
Wheat is the difference between fived assets and current agscls ?
: Fived assets refer 10 those assers which are bought and held for continued use in the business
and which are not meant for resale, On (he other-hand curren assels are cither meant (o

resabe of which are expected (o be converted in cash u&lhhashunpuiodmmudingm
year, Examples of fixed assets are Land, Buildi

EE

E®

Explain with examples,

Generally Accepted Accounting Principles :
Concepts and Conventions

In the past accounting statements were gencrally and
Proprictors of Business. But during present era Accounting st
who have some vested intcrest in the Business, directly or indirecily viz. Investors, Creditors,
Government and many others to know about solvency, profitability, snd liquidity of the business, It is
therefore, essential that the accounting statements be pecpared in some standard language and
common rules, These rules are called “Generally Accepted Accownting Principles’ (GAAP). In other
words, “Generally aceepted accounling principles, concepts and conventions are the fundmental rules
of Accounting which are universally used and accepted by the Accountants 3l over the world as
gencral guidelines for preparing Accounting Statements.” In other words, the rules and conventions
of accounting arc commonly referred 1o as ‘Principles’. The word principle is here used to mean “a
mﬂdhﬁulmdmﬂ«mofmtdulguﬂt i

practice. These principles have developed in accordance
professional bodies, government regulations with the
business.

mostly meeded by the Owners and
alements are needed by various parties

with usage, expericnce, historical precedents,
passage of time and with changing need of

The Accounling Principle Board of AIOPA siates “Generally accepted accounting pringiples

Flant, Machinery, Office Equi
Huni:u.-c&mﬂm&mdmnmmmﬁﬂ:inm.&ﬁumhm
WMMMMBEMGI&

Essay Type or Long Answers Questions :
1. What s Accounling 7 What are its charactesisties and explain its functions.,

(See page nps. 1.1 and 13)
T What are its objectives.
(Sec page nps. 1.1 and 1.3)

2 Define Accounting. How docs it differ from Book-keeping

oon

Accounting Principles are a body of doctrine commonly associated with the theory and
procedure of accounting serving as an explanation of eurrent peactices and as o guide for seleetion
of coaventions or procedures where slternatives exis.

Kinds of Accounting Principle ;
The wocounting prineiples arc segregated as under
(1) Accounting Concept, and
(2} Accounting Cosventions.

(1) Accounting Coneepls :

Accounting concepts may be considered as postulates or basic assumptions or onventions or
daourimlpmdhhd:sﬁmdawmhghmmn;mlhchpmmming
coneepls :

(1) Business Entity or Separale Entity Concepl : According to this concept business is treated
to have a distinet accounting cality from its owners, who controls the resources of the concern and
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22 i istinguished
kept for a business enlily as distinguished from the
for. A T;‘:n&dmmiomkmn the owner and the firm:
w.—ii:ﬂﬁﬂmm“mmﬁh|mmd as drawings bul not g
for imstance i PUeROe  of the amer s reduced by the amount of these drawings, This concept
mm:.wlu jetors. resources arc banded over 1o the management and the
umiﬂ:’ od 1o wsg these resaurces to the best advantage of the firm, and 10 aceount for
m “‘F"mhmmurm 1o recognize the business as a separate accounting
thei mi“:ﬁmdwwunmm= the performance of the business alone; since (he
m; ot would get mixed which will introduce bias in the results,
The dl effect of adopting this concept are =
{8) Oaly these eransactions which are related to business arc recorded and not the personal
transactions of the owners.
rﬂﬂmupm‘umkmmdqhbﬁmudmdhﬁhmadwmn.
(i) Any personal assets of the owners or sharcholders in case corparale seclor, are not
mutmmndupmiagthemdbmmmy.
{2) Meaey Mi Concept : In ‘m‘,azmrdiimndeofonlylhwulmm
a0d eveats that can beea expressed in terms of Money. Those events which ean ot be expressed in

is accountable theselor. All 1be

ion and data relevant and casy to

7 o . ey measurcment concepd s that,

erytan appreciale the things stated in money. Despite merits stated

mmwmﬁm:umwmlmmm: o 7

m'ﬂtrﬂwdmmknﬂm%hl Iy of inflaty
couniry,

fi)  business cannot be measured in money terms. It is very difficult to caleulate the value of
G m&zd;il OF measure the competency or morale of employees,

or deflation in the

omcern Coneept : This concept assumes that the business will continue for a fairly
ﬁ.::ﬂ:l.rmOnmbukdlhhmmquuﬁlhmafmkrmtﬂndmhiundulm

. or decrease in their value is not considered. The going is based on the
following assumplions S =
?_t}'l‘la: life of business is indefinite;
(ii) Depreciation of assets is made on the basis of the expected life withou! caring for their
. current values; :

(i) when new innovations and imventions take place the effect is measared in fisancial terms

and assets are depreciated to allow for such changes,

) Cost C?nmpl ¢ According 1o this concept all transactions are entered in the books of
focounts al the price actually paid to acquire it, that is, al its cost. This amount will be the basis for
all subsequent accounting for the assets. But the cost does not mean that the assets will abways
hﬂm-ﬂM.qur-myhnmwdni::mnmtwntilspmdngluuitm!'
sysematically be reduced in its value by charging depreciation. However, if it is cenain that Business
will last for a limited period of time, the accounting, records will keep the expeeted life in view and
treating all expenditures alike, may be capital or revenue. In case of revivation of assets by the firm

10
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in the long run if surplus or deficit is transferred to Capital Reserve, it is not a violation of going
concern concepl since revaluation is made on permanent basis to reflect current values of Assets,

The raticnale for the oot concept is the application of three basic criteria of relevance, objectibily
and feasibility, But this coacept is not much rebevant for invesiors and other users because they are more
intercsted in knowing what the business is actually worth today rather than the original cost.

15) Dual Aspect Concepl : The Dual Aspect concept is based on double entey book-keeping,
which means every transactions eatered into by a firm or an institution will have two aspects. One
cntry consits of debit 1o one or more accounls and another eniry consists of credit 1o some other
ont of more accounts. However, the (ofal amount debited is always equal 1o the total amount credited.
According to this concept, every receiver is also a giver and every giver is also a receiver. For example
Mr. Ravi parchases furniture for eash Rs: 25,000. He receives furniture on one hand and pays cash
Rs. 25,000 on the other.

As such this system of recording transactions on this principle is called. “Double Entry System®,
Ilhbmmoflhkplilﬁpk&l.lmhmdmﬁmmm”qmﬁwthcfm
accounting equation will always hold good at any point of time :

Assets = Liabilities + Capital or Equity
or Capital = Assets — Liabilities
or Equities = Assets

Any change in one of them will lead to a change in any of the other. An increase in Assels
without & coresponding increase in Habilities or a co ding d in ancther assels must
repacscal increase in Capital. Conversely an increase in liabilitics without corresponding decreast in
another linbility will indicate decrease in Capital

(6) Veriftabde or Objectivity Comcept : According to this concept every business record must
be based and supported by documentary evidence and sccounting should be definite, verifiable and
free form manipulation and personal bias. [n other words, financial information recorded in sccounts
should be capable of being substantiated by refe o generally d accounting principles and

evidence of events.

Accrual Concepl @ In accounting for recording of Lransactions, accrual basis is adopted. It
provides more appropriate infomation about the performance of business entity as compared (o cash
bﬁﬁkmhw:ﬂi:mﬂlﬂﬁwRmnuuwllumemunlnmudmm
revenue is recogrsed and recorded when sales are effected or services are rendered whether cash s
received or nol; similarly, exp are in that accounting period during which they assist
in earning revenus, whether cash is paid for them or not. As such, 1o find out true profit or loss far
an accounting period and to show true financial position at the end of accounting period of the
emerprize all cxpenses and incomes should be recorded in that accounding period for whick they
relate, whethier actual cash has been paid or recemved or mot. 1t is also described as matching concept.

(8) Matching Concept : This principle bolds that exy should be 1 ised in the same
period as associated 1o revenues. 1t s very important for correct delermination of prafitability which
isa of perd . Infact, Jing to this principle, expenses incurred in an accounting
period should be matched with the revenues realised in the same period. If the revenue is realised
oo cortain goods delivered during a particalar period, all costs attributable to those gn}:h should also

cha a5 cxpenses in the same period. To sum up, of the total amount speat, that part against
?‘hiwa‘iﬂmbumo&wdutﬁtwudimgsﬁumkmim}wbmp;ma“n
assel and ihe resi is treated as an expense or the Joss.
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that accounts must be honestly prepared
dard forms of balance sheet and schedule
o make disclosure of all relevant facts

24

of Full Disclasure : This principle says
rmation must be disclosed therein. Stan
fit & boss account are preseribed by kaw L

(%) Principle
and all significant info
of contents of the prol

or facis which do not find
- footeote, For cxample :
(i) Contingent Habilities,
(i) Market vale of Invesimenls,
(i) Change in the method of valuation of stock or change in the method of providing

depraciation ¢i¢.
Accounting Conventions
. To make the accounting information more reliable, rel i ingful, « and
intelligible, accounting concepts and principles need to be. modified. For instance materiality,

comsistency, conservalism, timeliness, industry's praclices, cost bemefit relationshi
istency ¢ ! : p and other
mﬂcnl.?nes have to bf taken into account For making the information uscful and meaningful, Thus,
modifying known as ng convenlions which are as under ;
(1} Conventleon of Materiality : The term material refers to the relative i i
' i importance of an ilem
oF _an_nI:_n:m. Accounting should d.:sehu: all the material information and not o altempl 10 m:rd 0
:::::::M c:n:\\ﬁdlm nol justified by the uscfulness of the results. In other words, materiality
b dmm information which would have changed the results of the business if it would have
3 - Sometimes certain information may be furnished in footnotes as below—
(a) Iﬂfmmlton regarding contingent Habilities,
(b) n:!;tmarl r:g:rdig markel pricc of investments etc. Materiality will differ with the size,
iﬂ:rmm{::tlm lummmmnlhg standards-5 states that “All
malerial u isclosed is necess Tinancial
statements clear and understandable.” s
2 Co :
ind:rm!l:l!'.soiii; s ¢-lngesa is & going concern which has to continuc
e Mmmm make accurale comparision and that the methods and practice of
ion of accounts dues not change, The procedure for determination of value
e .ur:tum:s ftclwm!:m ele. sl:oul‘d continte 1o be the same. According (o
accounling polices are constant from one peri Py I e
f siod 1o another, i O
s E“:: & i \]:;h o lhmr\'d'hm this convention is not followed,
) Con . :
veniion af _l'.m-lumllm El'ﬂ!h'. convention holds that when more than one accounting
ooy n ion, the one having the least favourable
e s S e T e
ik e wmﬂlﬁ is a golden rule. According (o international accounting
Pudence in financial stat Prudence o0 sy kb e AT
Fioieg; - ul's' TUSEne dfﬁ nol, however, justify the creation of secret or hidden
M""“"m“ in m": e, . conscivalism is the policy of ‘Playing Safe’. Bascd on this convention,
shawn at ‘Lower of Cast or Markes Price’, Provision for bad debis,. Joint Efc policy

bl
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or Policies arc shown not at actual amount of premiums paid bul at surrender value ete. are few
examples of comservatism. Based on this comvention, the Stock in hand or certain categories of
Investments are shown at “lower of cost or markes price.”
{4) Convention of Timeliness : Although inft ion is useful which is relevant and reliable
but it must also be furnished timely. Timelines means having information available to decision mak
before it loscs its capacity to influence decision. In this regard it is rightly said that it is always better
10 have less reliable information in time, rather than furnishing more reliable information, very late.
{5} Convention of Industry Practice : There are many different accounting policies in use cven
in relation to the same subject, Judgment is required in selecting and applying those which in the
circumstance of the enterprise arc best suited to present properly its financial position and the resulis
of its operation. Diffeent industrics such as mining, banking, clectricity ete. have their own peculiar
features and practices that required carcfree considerations while preparing their financial statements.
As accounting focuses on usclulness and feasibility, the industry practice at principle permils, special
accounting [reatment for specific items where there is a clear precedent in the industry based on
uniqueness, welulness and feasiblity, may be adopled.
{6) Convention of Cost Benefit Relationship @ According to this convention it should be ensured
that the cost of applying the particular concspt, principle or convention should not exceed the benefits
derived from it: In other words, the benefits to be gained from providing sny accounting information
should be larger than the cost of providing it. It does nol mean that to save cosi. no information or
very little information should be given to the Users. Infact cost benefit analysis has to face many
difficultics. As cost can be of several kinds, it is more difficult to measurc the benefits aceruing 1o

Investors and Users.

Fundamental Accounting Assumpiions

As stated by the Indian Institute of Charterd Accountants in Accounting Standards (ASI), the
batic and conventions of ing are (i) Going Concern, (i) Consistency, and Accrual,
which have been explained in, details in aforesaid pages.

Source Documents

Documents on the basis of which entires are recorded are known as source documens. They
provide information about the nature of the transactions and the amount involved in it. Such a
document may be gencrated within the business or may flow into the business from outside.

The source documents which originate from within an organisation, comprises of sales invoice,
purchase orders, deposit pay-in- slips, salary and wage shects, bills payable, plant and machinery
register ctc. The source documents which osiginate from outside an organisation includs supplicrs
invoices, cheques reecived from customers, debit memos of the Banks and bills receivable etc. The
first step in Accounting & to identify the origin of the ransactivns which are undoubtedly based on
documentary evidence known as source documents.

Very Short Questions & Answers (Mot exceeding 40 words)

Q.1  Why do you understand by accounting concepts?

Ans. : Accounting Concepts may be considered as postulates or basic assumptions. or doctrines or
conventions on which the accouning scicace is based.

25
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Q2. What is meant by accounting principles 1%

Ans. : Accounting principles are a body of dodirines associaled wnll!he theory and procedure of
accounting serving as an explanation of current p and as a guide for selection of convention,

Q3. State two characteristics of accounting principles.

Ans. : (i) Accounting principles are man-made
(i) Accounting principles are flexible

Q4. What is n going concern concepl T

Ans, ; This concepl that business will

Q7. What is dual aspeet concept 7

Ans. : The dual aspect concept & based on ing which means every transaction

deuble entry book-keep
has two aspects. One entry consists of debit 1o one or more accounts and another eniry consists
of credit 10 some other one or more accounts.

Q6. What is meant by money measurement concept 7

Ans. ¢ In acconting a record s made of oaly thoss transactions and events that can be expressed i
terms of moncy. Those events which cannot be expressed in money terms do oot find place is
Agccounis.

Q7. What is Verifiable or Objectivity Concept 7

Ans. : According 1o this concept only those transactions of business must find place to be recorded
in the books of accounts if the same are supported by doc ,r»"p

Q8. What is convention of Full disclosure,

Ans. : This convention states that all significant infomation should be dischosed i i cmenls
through foot noles which may be useful for the users, " I

0.8 Define the convention of conslstenty,

Ans. : According Lo this conveation, the accounting practices should remain the same from one year

1o another. In otherwords, the worki e
e e e ing rules once choosen should not be changed arbitrarily

Q. mumhmwmmr
Ans. : According 1o this concept revenue i considered as bei ich it |
ﬂwm%a' : o being earned on the date on which il &
- :\:eum:mnlueuh:rmhhubnmwmmdwihplmmpulubeenamw
QuL. Wlhmmmh}ﬁmcmpl.
Aas.:ln:urmwing.lbcamlbuishmdl‘mmw' i rovides
I : of transact i vital
l:l:m_.unyabcuh: whmudahnimmd:fwhmim1mga§s A ":u';"““
pplication for both, the cxpenses and the FEvERGE. e
QI2. What do you mean by Matehing Congept 7
Ans. : Accordi

which L i
l are a|1a:lmbl: 1o the revenue of the period shou

for a fairly long period of time 1o come.
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Qu.14, What is Convention of Materality?
Ans. : liems having an insignificant effect or being irrclevant to the users of financial stalements need

not be disclosed, _ )
Short Answer Type Questions & Answers (Not exceeding 80 words)
Qul. What are generally peed accounting principles ?

Ans. : Accounting is often called language of Business, through which normally a business house
communicales with the oulside world, With a view to make the language of accounting to comvey
the same meaning io all people as far & possible, it is necessary that it should be based on
certain uniform standards, so that the accountants from all over the world have certain rules,
procedures. and conventions. These rules and comventions are called generally accepled

il

Q2. What is Accounting Period Concept 7

Ans. : The enlire life of the Busincss Enterprise is divided into time irtenals for the measuement of
profit of the business. Twelve months period'is usually adopted for this purpose. According to
amended Income Tax Act, a busi has to adopt fi 1al year beginning with April 1 and
ending on 3151 March as the accounting period. It has become mandatory.

(3. Explain Money Measuremsnt Concepl. 4

Ans. : Only those transactions and events are recorded in accounting which can be expressed in terms
of money. The evenl may be quile vital for the business but if fts effect cannot be measured in
terms of money, will not be recorded. For cxample, a business on o particular daie has Rs.
20,000 in Cash, 5,000 kilogram of raw maicrial, 4 tonnes of finished goods, three machines, 20
chairs, 10 fans eic. All these things cannot be added up unless expressed in terms of moncy.
With a view 1o record these items, these should be expressed in moaciary ferms.,

Q4.  What is Accounting Period Concept 7

Ang. : The ing period pt indi that the profitability of a business is (o be measured
periodically, The period for which income is measured i called the accounting period, which
normally consisis of 12 months. For the purpose income tax 3 business has (o adopt financial
yers beginning on 15t April in any cabender year and ending on 315t March during next calender
year, as its accounting year. In shost, it is now mandatory to adopt financial year as Accounting
yoar.

(5. What is the nature of Accounting Principle 7

Ans. : Accounting principles arc uniform sct of guidelines developed to ensure uniformity and casy
understanding of the Accounting Information. These principles arc wan made and are dericved
from caperience with reasons. Ofcourse, these principles lack universal applicability like the
principle of Physics and Chemistry. These principles are not statistic but changes with the
passage of time with changes in business practices, government policies and necessity of the
wsers of accounting mformation.

Qv What is the need of Accounting Principles 7

Ans. £ With @ view to make the accounting information meaningful to its immu! and external users,
they require comparable information for severed years for the same enterprise or among various
enterprises. This is possible oaly if the information p ided by the financial st ts is hased

&
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2.8

¥

f rules known as principles, postulates, conventions, usages or policies. Thﬂ_s?» l‘“_l‘-fs and
i m'mle si[;i{:zgr:niformity and consistency to the process of accounting, which increases its utility for
principles

the users. )
Q7. State the meaning of Accounting Conventions and enumarate any four of them.

Ans. : The term ‘convention’ denotes customs, traditions and the usages. These cumstoms and
B traditions guide the Accountants while preparing accounting statements, viz.,, Balance Sheet
and Profit & Loss statement. The following are some of the important conventions in use —

(i) Convention of Conservatism,
(i) Convention of Full disclosure,
(iii) Convention of Consistency,
(iv) Convention of Materiality.

Essay Type or Long Answers Questions :
1. What is meant by the terms ‘Principles and Postulates of Accounting’ ? Explain.

(See page nps. 2.1) [MDS Univ., Ajmer 1998]
2. “Cost concept does not give a true and fair view of the state of affairs of a Business.” Comment,

(See page nps. 2.2) [MDS Univ., Ajmer 1996]
3. Write explanatory notes on :

(i) Generally Accepted Accounting Principles.(See page nps. 2.1) [MDS Univ., Ajmer 1996]

(i) Going Concern Concept. (See page nps. 2.2) [MDS Univ., Ajmer 1997]
4. Discuss in brief the following concepts and conventions, giving examples :

(a) The Accrual Concept (See page nps. 2.3)

(b) The Matching Concept (See page nps. 2.3)

(¢) The Materiality Convention (See page nps. 2.4) [MDS Univ,, Ajmer 2001]
5.

What d? you mean by Accounting. Concepts and conventions ? Explain any five important
accounting concepts and conventions.

[R.U. BCA, 2010, 2006
(Sec page nps. 2.1 to 2.5) ]

oo
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