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Accounting Principles

The principles and rules that an organisation must go by when reporting financial information are known as accounting principles. Analysing financial data and the procedures that accountants must use it is made simpler by these regulations. The reason for having and following to accounting rules is so that businesses can share economic information. These principles must be followed by firms when generating their financial accounts for public distribution. With the use of these rules, an auditor, investor, or other reviewer can have a better understanding of how a company reports its liabilities, assets, expenses, and revenue. A business must comply to the accounting standards relevant to its industry in order to have documents audited by an outside auditor. Everybody in the accounting profession must understand and comply by its principles because an external audit is frequently required by investors, creditors, and lenders. The basic accounting principles, also known as generally accepted accounting principles (GAAP), include presentation, equity, assets, liabilities, broad transactions, revenue, and expenses, among many other subjects. Additional rules that apply to one organisation in a certain part of the economy might not apply to other organisations in that sector. In order to avoid errors when working in a particular area, an accountant must understand both the industry-specific laws and regulations as well as general accounting rules. There are fourteen principles:
· Accrual principle
This concept is that accounting transactions should be reported in the periods in which they happen rather than when there are related cash flows. The accrual basis of accounting is built on this. It is essential for the development of financial statements that accurately reflect what took place during an accounting period without being unnecessarily delayed or accelerated by the related cash flows. If you disregarded the accrual principle, for example, you would only record an expense when you paid for it, which could include a significant delay brought on by the terms of payment for the related supplier invoice. According to accrual accounting, even when the recorded cash flows have not yet been received, a company may have made profits within a given accounting period. Potentially, it could give the impression that the company is successful even when it isn't generating enough income to cover its operating costs. Despite reporting current profits on its financial accounts, the business may even go bankrupt in circumstances of severe cash flow constraints.
· Conservatism principle
This theory indicates that while revenues and assets should be reported as soon as possible, expenses and liabilities should be recorded as soon as possible. Due to possible delays in revenue and asset recognition, this provides the financial statements a more cautious tilt and could result in lower reported profits. In contrast, this principle favours the earlier rather than the later reporting of losses. This idea can be abused if a company continuously displays its results as worse than they are. The aim of accounting conservatism is not to impact the volume or timing of financial data reported. Regarding revenue reporting, accounting conservatism is the strictest. It requires that revenues be reported in the same time frame as corresponding costs. For a transaction to be recorded, each bit of data must be accessible. No revenue may be reported if a transaction doesn't involve the exchange of money or claims on an asset. A potential issue with accounting conservatism is income shifting- a transaction that does not comply with the reporting requirements must be reported in the subsequent quarter. It will be challenging for an organisation to track internal company operations as a result of the current period being understated and future periods being inflated.
· Consistency principle
This theory indicates that once you choose an accounting principle or approach, you should stick with it until a principle or method that is clearly superior arises. If the consistency principle is not followed, a business may alternate between several accounting treatments for its transactions, which makes it quite challenging to determine its long-term financial outcomes. The Consistency Principle is rarely observed when there are multiple persons recording data, preparing reports, and conducting other financial documentation tasks. To guarantee that GAAP is followed, companies must have a fixed procedure in place internally or rely on an accounting company that adheres to consistent policies and procedures.

· Cost principle
One of the fundamental principles that underlies accounting is the cost concept. It is also known as the historical cost principle. According to the cost principle, when an item is purchased, it must be valued at the amount paid (or its equivalent). Additionally, neither inflation nor changes in the market value will cause the amount reported to be increased. A company cannot record an asset that was not purchased in a transaction due to cost principle. Therefore, a firm cannot list its highly effective management team or its highly valuable brand that it has been developing over a long period of time as assets.

· Economic entity principle
The economic entity principle, a basic idea in accounting, calls for the treatment of business entities as distinct legal and financial entities. This means that all business-related financial transactions should be recorded separately from those involving the owner. There are three different types of commercial enterprises: limited liability partnerships, partnership firms, and sole proprietorships. A company that is owned and run by just one person is known as a sole trader. A general partnership is a type of company that has two or more owners and is run by them. A limited liability partnership is a type of business where the owners and operators have limited liability but there are two or more partners. This means that the partners won't have to give up their possessions if the company goes bankrupt. Inaccurate financial statements, losses to the business owner's personal finances, and potential legal action are all effects of breaking the economic entity principle. It is important to keep in mind that breaching this rule might have significant consequences, so it essential to always maintain it.

· Full disclosure principle
According to the full disclosure principle, all information that could impact how a person sees an entity's financial statements should be disclosed in those statements. As there is a lot of information that may be given, this principle can be interpreted in very judgmental manner. It is common to only disclose information regarding occurrences that are likely to have a major impact on the entity's financial status or financial results in order to decrease the quantity of disclosure. For internally produced financial statements, where management may only want the "basic version" financial statements, the full disclosure idea is typically not followed to. In this case, it is assumed that management is already fully aware of the information that would have been disclosed.

· Going concern principle
The going concern principle is the idea that a business will continue operating for several years. On the other hand, this means that the organization won't have to stop immediately operations and sell off its assets at what might be extremely low fire sale rates. By presuming this, the accountant is justified in delaying the recognition of some expenses to a later period, when it is presumed that the entity will still be operating and making the best use of its assets. There is a lot of debate as to when an entity should disclose the going concern concept because it is not specifically stated anywhere in commonly accepted accounting principles. However, commonly agreed auditing standards (GAAS) do provide an auditor with guidance regarding the need of taking a company's ability to operate effectively into account.

· Materiality principle
The full disclosure concept is often observed, but the materiality principle is an exception. Under the materiality principle, only information that has the potential to affect the financial statement users' decisions should be revealed, and no other information should be disclosed. According to the materiality principle, an accounting standard may be ignored if its main result on the financial statements is so insignificant that it would not cause a user to be misled. As per generally accepted accounting standards (GAAP), if an item is insignificant, you are not required to execute its requirements.

· Monetary unit principle
According to the monetary unit concept, only financial transactions that have a monetary value should be documented. In addition, the monetary unit concept assumes that the value of the unit of money used to record transactions would generally stay steady over time. This assumption, however, is false given how persistent currency inflation is in most economies; for example, a dollar invested to buy an asset 20 years ago is worth much more than a dollar invested today because the purchasing power of the dollar has decreased over that time. If an entity maintains records of money in a hyperinflationary economy's currency, the assumption is proven incorrect.

· Reliability principle
The reliability principle states that you must only enter transactions into your accounting system that are supported by real facts. Purchase receipts, cancelled checks, bank statements, notes payable, and appraisal reports are a few examples of proof. When you are recording a reserve, such as an inventory obsolescence reserve, a sales returns reserve, or an allowance for doubtful accounts, since these reserves are primarily based on judgments, it can be challenging to comply to the reliability principle. In these circumstances, it is crucial to support your decisions with a full assessment of the reserve's arguments. This is frequently based on historical experience with transactions that can be validated and which you expect to be replicated in the future.
· Revenue recognition principle
A common accounting principle (GAAP) named revenue recognition defines the circumstances under which income is earned and how to account for it. When a significant event happens, revenue is typically recognised, and the corporation can simply define the financial amount. Revenue accounting is fairly straightforward when a product is sold and the revenue is recognized when the customer pays for the product. However, accounting for revenue can get complicated when a company takes a long time to produce a product. As a result, there are several situations in which there can be exceptions to the revenue recognition principle.

· Time period principle
A business should report the financial results of its activities over a regular time period, which is typically monthly, quarterly, or annually, according to the time period principle. Once the period of each reporting period has been established, record transactions throughout each period in conformity with Generally Accepted Accounting Principles or International Financial Reporting Standards.
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Preparation of income statement 






	Income statement 

	Particulars 
	WN
	Amount (£)

	Revenues 
	 
	 

	Sales 
	 
	310423

	Less:COGS 
	1
	219223

	 
	 
	 

	GROSS PROFIT 
	 
	91200

	 
	 
	 

	Expenses 
	 
	 

	Sundry expenses 
	 
	2250

	Rental and insutrance cost 
	 
	19200

	Administration expenses 
	 
	2772

	Salaries and wages 
	 
	35804

	Bad debts 
	 
	980

	Total expenses 
	 
	61006

	 
	 
	 

	Net profit 
	 
	30194
















Preparation of balance sheet 
	Balance sheet 

	ASSETS 
	 

	Current Assets 
	 

	Cash 
	82

	Inventory 
	25164

	Trade Receivables (6860)
	 

	Less:Bad debts (980)
	5880

	 
	31126

	Non current Assets 
	 

	Shop fittings (12200)
	 

	Less:Depreciation (1220)
	 

	Less: Accumulated depreciation (7320)
	3660

	Delivery van (35580)
	 

	Less:Depreciation(6918)
	 

	Less:Accumulated depreciation(12520)
	16142

	 
	19802

	Total Assets 
	50928

	 
	 

	Equity and Liability 
	 

	Current liability 
	 

	Creditors for VAT
	7729

	Trade Payables 
	34420

	 
	42149

	Equity and Shareholders 
	 

	Share capital(4993)
	 

	Add:Profit(22056)
	 

	Less:Drawings(18270)
	8779

	Total Liability 
	50928











