Accounting fundamentals

[bookmark: _Int_yx0IGUWH]According to this principle, business is treated as an entity which is separate and distinct from its owners. It is further assumed that business has its own identity distinct from the owners, creditors, debtors, managers and others.
[bookmark: _Int_EKDJPQOk]In a sole proprietorship concern, the owner and the business enterprise both share the same legal existence but in accounting, however, they are treated as two different entities. Keeping in view of this assumption, business transactions are recorded in the books of accounts from the point of view of business enterprise and personal transactions of the owner are not included in the business transactions. Also, assets and liabilities of the owners are set aside in the preparation of financial statements of the business enterprise.
Business entity assumption is applicable to all types of business organizations viz. sole proprietorship, partnership firms, companies etc. It should be noted that in case of companies, the legal relationship of company and its shareholders is also separate as against a sole proprietorship and partnership firms.
Hence, in case of insolvency of proprietorship and partnership firms, the personal assets of such entities can be used for the purpose of business and vice versa.
A leading case on this point viz., Salomon v. Salomon & Co. is also referred to at every level.
Keeping in view the importance of this assumption the following three points need consideration:
-business Transactions vs. Personal Transactions
-business Assets & Liabilities vs. Personal Assets & Liabilities.
-business Income and Personal Income.
In the preparation of financial statements of the business enterprise, business and the owner who constitute the business are treated as two separate entities, distinct from each other, if such assumption is not considered, the operating financial results of a business enterprise cannot be obtained.
[bookmark: _Int_Qw2Ku8Vp]A vague and confusing view would be drawn. It would be very difficult to distinguish the personal expenses and business expenses. To add further, a distinction between income of the business and income of the owner, which is a very crucial matter to determine the worthiness of business enterprise can not be drawn.
Drawing a line of separation between the owner and the business is very thin in the case of sole proprietorship and partnership, but not so in the case of companies. Sometimes it becomes very difficult to differentiate between the personal expenses and business expenses. For example, use of personal car for the purpose of business or use of official phone for personal purposes etc.
Money Measurement:
[bookmark: _Int_mTqPi31p]This assumption distinguishes between the qualitative and quantitative aspect of a transaction. According to the money measurement concept, a fact or a transaction will be recorded in the accounting books only if the effect of such a situation or transaction can be computed in monetary terms.
[bookmark: _Int_CMQk9U86]If such is not the case, no fact should be recorded irrespective it was very important and could affect the financial results of the business enterprise. For instance, adverse impact on sales due to lack of coordination between the sales team and production team cannot be recorded in the books of accounts, however, the loss of goods by fire can be recorded in the books.
[bookmark: _Int_FpyDdE2f]Money Measurement concept plays a vital role in accounting, because critical decisions viz. fixing the selling price of product, paying dividend to the shareholders, payment of salary and wages to the staff etc. depend upon the value of an item and not the quantity or appearance of an item.
Recording transaction in terms of money helps in fulfilling the objectives of accounting ascertaining the profitability and or solvency of the business enterprise.
Ignore Qualitative Aspects:
[bookmark: _Int_MJWYlWLr][bookmark: _Int_vj0mvDqu]Money measurements underline the fact that in accounting only those events, happenings or transactions can be recorded which can be measured in terms of money only. However, there are certain facts which, though important for judging the financial position of the business enterprise, cannot find place in the books of accounts because they cannot be measured in terms of money. For example, an efficient manager is not recorded as an asset or a dishonest employee is never recorded as a liability for a business. This is the biggest limitation of money measurement concept.
Ignores Price level Changes:
[bookmark: _Int_FztNpkb2]Another limitation is associated with the purchasing power, the primary characteristic of the monetary unit. Since the transactions are recorded at their money value on the date of occurrence, it ignores subsequent changes in the money value. In other words, money measurement ignores the impact of price level changes by not considering the inflationary movements into account.
Accounting Period:
[bookmark: _Int_GVL9DxzK]Accounting period is usually a period of one year and that year can be a financial year, a calendar year or any year of 12 months. However, for tax purposes, the accounting period should be a financial year i.e., a year starting from 1stApril to 31st March. The accounting period not only helps in the maintenance of accounting records and ascertainment of actual profit or loss but also in ascertaining the true and fair view of the financial position of the enterprise and also communicating the business information to the intended users.
As per the Going Concern Concept, the business will continue its operations indefinitely for a fairly long period. Actual success or failure of a business enterprise is determined at the time of its final closure or when it ceases to operate the business permanently. But knowing the reasons for its success or failure at that point of time would hardly be of any use for the owners, management, financial institutions and other users because it’s no use crying over spilt milk.
For ascertaining the information about the profitability and feasibility of the business, users of accounting information cannot wait till indefinite period. Keeping this in view, the whole indefinite accounting period is divided into parts, known as accounting periods. Financial statements showing the financial results for those periods are prepared.
In this way, management has enough time to take corrective and preventive measures. This would ease out the problems of both the proprietor and the various users of accounting information by timely evaluating the financial results in each accounting period.
Accounting period assumption facilitates the management to take timely action for remedial and corrective measures. It saves the business entity from going into liquidation because timely information facilitates the management in taking remedial measures. As per the statutory requirements of SEBI and Companies Act, 1956, accounting period assumes more importance.
[bookmark: _Int_wqe4eEHj][bookmark: _Int_kc84YvuX]As per the accounting period assumption, business transactions are identified and recorded on the basis of that particular accounting period. However, in real life there are so many transactions which relate to more than one accounting period. Sometimes, it becomes very difficult to identify and establish to which accounting year such transactions relate. For example, deferred revenue expenditure or payment for the purchase of fixed assets.
Another limitation of accounting period arises when entities follow different accounting methods for recording of depreciation or stock valuation in different accounting periods. In those circumstances, results from comparisons of different accounting periods would be misleading.
Cost Concept:
This principle assumes the importance in the field of accounting in the sense that monetary values of items are recorded in the books of accounts as per this concept. As per cost concept, all assets are required to be recorded in the books of accounts at their original cost.
In other words, the assets are recorded at their purchase price which comprises cost of acquisition and all expenditure incurred for making the asset ready to use such as amount spent on its transportation, installation etc.
[bookmark: _Int_xlhOlvzz][bookmark: _Int_Lognspu0]Not only the assets are recorded at their cost price, the underlying principle also serves as the base for all subsequent accounting for the assets. For example, any short term, long term capital gain or depreciation would be calculated on the cost price. As such, if nothing is paid to acquire the asset that will not be recorded in the Balance Sheet.
This concept provides greater objectivity and greater feasibility because assets are recorded at their cost price and not at their market value so chances of manipulation and window dressing in accounts are remote.
Delay in preparation of financial statement is avoided because assets are shown at their cost price. In contrast, many times it is not even possible to work out market values for certain assets as the values of those assets change frequently in the market. For example, land and buildings, computers, software etc. Consequently, financial statements preparation can get delayed a lot.
[bookmark: _Int_HRfWDXPo][bookmark: _Int_QlwLxz9U]This concept strengthens the assumption of going concern in the sense that going concern assumes that the business will operate its activities till indefinite period of time. So there is no need at all to use current values of the assets.
Whether the business is adhering to the historical concept or not, a proper note should be given in the accounting policies and annexed at the end of their financial statements.
The biggest limitations of this principle are:
The true worth of the business is not shown in the books of accounts and the business may hide gains had those assets been shown at their market values.
Assets for which no amount is paid cannot be recorded in the books of accounts. For example, reputation or goodwill of the business enterprise.
[bookmark: _Int_VqynB8Op][bookmark: _Int_BmTpMldn]A balance sheet prepared on the basis of cost concept does not indicate the price at which the assets could be sold, as against a relevant balance sheet prepared on the basis of market value.
Keeping in view the above, accounting information based on historical cost is not much useful to its users, creditors and financial institution in particular and management in general because the parties interested in the business prospective customers, investors, lenders, suppliers etc. are interested in determining what the business is worth in today’s date rather than its worth based on past data.
Dual Aspect:
As the name suggests, duality deals with double effect. This aspect provides the basis for recording all business transactions in the books of accounts, so it is regarded as one of the basic principles of accounting. According to this principle, every business transaction has a two fold effect.
For instance, contribution of capital by the owner increases the assets of the business enterprise in the form of cash and at the same time it increases the owner’s claim on the business. Thus, it also becomes a liability for the business enterprise.
It is worth mentioning that basically, the dual aspect arises because of the business entity concept. As it proposes the owner and the business to be two distinct entities for accounting purposes, every transaction will have a double effect. Every giver is a taker and every taker is a giver.
For instance, if a business purchases building on loan, it would have two effects, one of increasing the fixed assets and second of increasing the outsider’s claim. Similar examples on the duality aspect can be observed in numerous forms. The duality aspect can be expressed in terms of an equation, known as accounting equation.
There are three main variables or elements in any accounting equation viz:
Assets,
Liabilities and
Capital (Owner’s Equity).
These three elements are shown in the accounting equation as:
Assets = Liabilities + Capital
The above equation shows that the assets of a business enterprise are equal to the total claims viz. claims of owner and claims of outsiders.
Duality aspect provides the basis for recording all business transactions in the books of accounts, so it is regarded as one of the basic principles of accounting. According to this principle, every business transaction has a two fold effect.
This aspect establishes the relationship of business transaction in monetary terms. There are certain facts, which though important for judging the financial position of the business enterprise, cannot find a place in the books of accounts because they cannot be measured in terms of money. For example, an efficient manager is not recorded as an asset or a dishonest employee is never recorded as a liability for a business.
Variations in Accounting Practices:
In-spite of providing detailed clauses, guidelines and provisions for recording all kinds of financial data in accounting books of business; it sometimes does not seem to be enough. In other words, an exhaustive list of guidelines still does not exist in the corporate world. This is so because in-spite of being a part of the same industry, business entities follows different accounting practices. This is called variations in accounting practices.
For instance, accounting treatment of contingent liability, depreciation, valuation of inventory is being dealt with differently by various business entities. Take another example. As a general practice, inventories are recorded at cost price or net realizable value whichever is less but in case of agricultural products, crops are shown at contract price, support price or market price. Thus we can conclude by saying that sometimes existence of such a descriptive list of provisions and guidelines becomes immaterial and management is bound to follow the inter­company on inter-industry rules.
Sometimes, distinctiveness of a particular industry requires departure from some accounting principles because of their inapplicability in those types of industries. For example, valuation of gold at market price instead of cost price.It is very difficult to compare the profitability of two different entities if they belong to different industries, despite the fact that same amount of capital is invested in both the entities as different methodologies are adopted by those entities.
Substance over Form:
This principle, as the name suggests, complements materiality. It explains that even if a transaction, a fact or figure is not appropriate from a legal point of view but constitutes substance either money-wise or otherwise, it should find a place in the financial statements of the company. For example, debentures issued as collateral security to a financial institution.
Even if those debentures are not a part of assets of lending financial institution until the company fails to repay the amount of loan to the financial institutions; these debentures are shown as the assets by the financial institutions. Similar is the position in case of hire purchase transactions in which hire purchaser does not become the owner legally, even than that asset is shown in his balance sheet on the assets side. The main theme is that in these transactions the substance of the transaction is that the asset is immediately acquired by the hire purchaser and he has to pay the loan along with interest.
Transactions which are different from substance or fundamental commercial reality find place in the books of accounts due to this concept.When ownership is not transferred legally, recording assets in the books of accounts defeat the purpose of providing full information to the intended users.






	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



	Balance Sheet 


	ASSETS 
	 

	Current Assets 
	 

	Cash 
	82

	Inventory 
	25164

	[bookmark: _Int_IYcyQMMy]Trade Receivables(6860)
	 

	Less:Bad debts (980)
	5880

	 
	31126

	[bookmark: _Int_vWvffPCY]Non current Assets 
	 

	Shop fittings (12200)
	 

	Less:Depreciation (1220)
	 

	Less: Accumulated depreciation (7320)
	3660

	Delivery van (35580)
	 

	Less:Depreciation(6918)
	 

	[bookmark: _Int_X7cZi2TC]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 
	 

	[bookmark: _Int_CWpIlSxZ]Share capital(4993)
	 

	Add:Profit(22056)
	 

	Less:Drawings(18270)
	8779

	Total Liability 
	50928
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