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1.1 Introduction

Business is an economic activity undertaken with the motive of earning profits and to maximize the
wealth for the owners. Business cannot run in isolation. Largely, the business activity is carried out by
people coming together with a purpose to serve a common cause. This team is often referred to as an
organization, which could be in different forms such as sole proprietorship, partnership, body corporate
etc. The rules of business are based on general principles of trade, social values, and statutory
framework encompassing national or international boundaries. While these variables could be different
for different businesses, different countries etc., the basic purpose is to add value to a product or
service to satisfy customer demand.

The business activities require resources (which are limited & have multiple uses) primarily in terms of
material, labour, machineries, factories and other services. The success of business depends on how
efficiently and effectively these resources are managed. Therefore, there is a need to ensure the
businessman tracks the use of these resources. The resources are not free and thus one must be
careful to keep an eye on cost of acquiring them as well.

As the basic purpose of business is to make profit, one must keep an ongoing track of the activities
undertaken in course of business. Two basic questions would have to be answered:

(&) What is the result of business operations? This will be answered by finding out whether it has
made profit or loss.

(b)  What is the position of the resources acquired and used for business purpose? How are these
resources financed? Where the funds come from?

The answers to these questions are to be found continuously and the best way to find them is to record
all the business activities. Recording of business activities has to be done in a scientific manner so that
they reveal correct outcome. The science of book-keeping and accounting provides an effective
solution. It is a branch of social science. This study material aims at giving a platform to the students to
understand basic principles and concepts, which can be applied to accurately measure performance of
business. After studying the various chapters included herein, the student should be able to apply the
principles, rules, conventions and practices to different business situations like trading, manufacturing
or service.

Over years, the art and science of accounting has evolved together with progress of trade and
commerce at national and global levels. Professional accounting bodies have been doing intensive
research to come up with accounting rules that will be applicable. Modern business is certainly more
complex and continuous updating of these rules is required. Every stakeholder of the business is
interested in a particular facet of information about the business. The art and science of accounting
helps to put together these requirements of information as per universally accepted principles and also
to interpret the results. It is interesting to note that each one of us has an accountant hidden in us. We
do see our parents keep track of monthly expenses. We make a distinction between payment done for
monthly grocery and that for buying a house or a car. We understand that while grocery is a monthly
expense and buying a house is like creating a resource that has indefinite future use. The most
common accounting record that each one of us knows is our bank passbook or a bank statement, which
the bank maintains for us. It tracks each rupee that we deposit or withdraw from our account. When we
go to supermarket to buy something, the cashier at the counter will record things we buy and give us a
‘bill” or ‘cash memo’. These are source documents prepared for the transaction between the
supermarket and us. While these are simple examples, there could be more complex business
activities. A good working knowledge of keeping records is therefore necessary. Professional
accounting bodies all over the world have been functioning with the objective of providing this body of
knowledge. These institutions are engaged in imparting training in the field of accounting. Let us start
with some basic definitions, concepts, conventions and practices used in development of this art as well
as science.

In order to understand the subject matter with clarity, let us study some of the definitions which depict
the scope, content and purpose of Accounting. The field of accounting is generally sub-divided into:
(a) Book-keeping
(b) Financial Accounting
(©) Cost Accounting and



(d)  Management Accounting
Let us understand each of these concepts.
(&) Book-keeping

The most common definition of book-keeping as given by J. R. Batliboi is “Book-keeping is an art of
recording business transactions in a set of books.”

As can be seen, it is basically a record keeping function. One must understand that not all dealings
are, however, recorded. Only transactions expressed in terms of money will find place in books of
accounts. These are the transactions which will ultimately result in transfer of economic value from one
person to the other. Book-keeping is a continuous activity, the records being maintained as transactions
are entered into. This being a routine and repetitive work, in today’s world, it is taken over by the
computer systems. Many accounting packages are available to suit different business organizations.

It is also referred to as a set of primary records. These records form the basis for accounting. It is an art
because, the record is to be kept in such a manner that it will facilitate further processing and reporting
of financial information which will be useful to all stakeholders of the business.
(b) Financial Accounting

It is commonly termed as Accounting. The American Institute of Certified Public Accountants defines
Accounting as “an art of recoding, classifying and summarizing in a significant manner and in terms of
money, transactions and events which are in part at least of a financial character, and interpreting the
results thereof.”
The first step in the cycle of accounting is to identify transactions that will find place in books of
accounts. Transactions having financial impact only are to be recorded.
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the customer regarding supply of products, this will not be recorded. The negotiation is a deal which will
potentially create a transaction and will have exchange of money or money’s worth. But unless this
transaction is finally entered into, it will not be recorded in the books of accounts.
Secondly, the recording of the business transactions is done based on the Golden Rules of accounting
(which are explained later) in a systematic manner. Transaction of similar nature are grouped together
and recorded accordingly. e.g. Sales Transactions, Purchase Transactions, Cash Transactions etc.
One has to interpret the transaction and then apply the relevant Golden Rule to make a correct entry
thereof.
Thirdly, as the transactions increase in number, it will be difficult to understand the combined effect of
the same by referring to individual records. Hence, the art of accounting also involves the step of
summarizing them. With the aid of computers, this task is simplified in today’s accounting though. The
summarization will help users of the business information to understand and interpret business results.
Lastly, the accounting process provides the users with statements which will describe what has
happened to the business. Remember the two basic questions we talked about, one to know whether
business has made profit or loss and the other to know the position of resources that are used by the
business.
It can be noted that although accounting is often referred to as an art, it is a science also. This is
because it is based on universally applicable set of rules. However, it is not a pure science as there is a
possibility of different interpretation.
(©) Cost Accounting

According to the Chartered Institute of Management Accountants (CIMA), Cost Accountancy is
defined as “application of costing and cost accounting principles, methods and techniques to the
science, art and practice of cost control and the ascertainment of profitability as well as the presentation
of information for the purpose of managerial decision-making.”
It is a branch of accounting dealing with the classification, recording, allocation, summarization and
reporting of current and prospective costs and analyzing their behaviours. Cost Accounting is frequently
used to facilitate internal decision making and provides tools with which management can appraise
performance and control costs of doing business. It primarily involves relating the costs to the different
products produced and sold or services rendered by the business. While Financial Accounting deals
with business transactions at a broader level, Cost Accounting aims at further breaking it up to the last
possible level to indentify costs with products and services. It uses the same Financial Accounting



documents and records. Modern computerized accounting packages like ERP systems provide for
processing Financial as well as Cost Accounting records simultaneously.

This branch of accounting deals with the process of ascertainment of costs. The concept of cost is
always applied with reference to a context. Knowledge of cost concepts and their application provide a
very sound platform for decision making. Cost Accounting aims at equipping management with
information that can be used for control on business activities.

(d)  Management Accounting

Management Accounting is concerned with the use of Financial and Cost Accounting information to
managers within organizations, to provide them with the basis in making informed business decisions
that would allow them to be better equipped in their management and control functions. Unlike Financial
Accounting information (which, for public companies, is public information), Management Accounting
information is used within an organization (typically for decision-making) and is usually confidential and
its access available only to a selected few.

According to the Chartered Institute of Management Accountants (CIMA), Management Accounting is
“the process of identification, measurement, accumulation, analysis, preparation, interpretation and
communication of information used by management to plan, evaluate and control within an entity and to
assure appropriate use of and accountability for its resources. Management Accounting also comprises
the preparation of financial reports for non management groups such as shareholders, creditors,
regulatory authorities and tax authorities”

Basically, Management Accounting aims to facilitate management in formulating strategies, planning
and constructing business activities, making decisions, optimal use of resources, and safeguarding
assets of business.

These branches of accounting have evolved over years of research and are basically synchronized
with the requirements of business organizations and all entities associated with them. We will now see
what are they and how accounting satisfies various needs of different stakeholders.

1.2.1 Difference between Book-keeping and Accountancy
The Significant difference between Book-keeping and Accountancy are :

5l  |Points of Book Keeping Accountancy
Mo |difference
1. |Meaning Book-keepingis consdered | Accountancyis  considered as
8= ends. beginning.
2.  |[Functions The pnrmany stage ot | The overall accounting Tunchions arg
acoounting lquided by accountsncy.
function is called Book-
keeping.
3 Depends Locountancgean cormplete | Accountancy depends on
its Book-

functions with the help of keeping forits complete functions.
Book-keseping.

4. |Data The necessary data about Accountancy cantake is dessions,
financisl perfomiances and  |prepane reports and staterments from
financial positions the data tak=n from Book-kesping.

are teaken from Book-kesping.

5. |Recording of Financialtransachons are | Accountancy does not  taks
Transactions recorded on the basis of any principles, concepts and
accounting principles, iconwventions

concepts and conventions.  [from Book-keeping.




1.2 .2 Difference between Management Accounting and Financial Accounting
The significant difference between Management Accounting and Financial Accounting are :

Management Accounting Financial Accounting

1. Management Accounting is primarily based 1. Financial Accounting is based on the
on the data available from Financial monetary transactions of the
Accounting. enterprise.

2. Itprovidesnecessaryinformationtothe |2. Its main focus is on recording and
management to assist them inthe classifying monetary transactions in the
process of planning, controlling, books of accounts and preparation of
performance evaluation and decision financial statements at the end of every
making. accounting period.

3. Reports prepared in Management 3. ReportsasperFinancial Accounting are
Accounting are meant for meant for the management aswellasfor
management and as per management shareholders and creditors of the
requirement. concern.

4. Reports may contain both subjective 4. Reportsshouldalwaysbesupported by
and objective figures. relevant figures and itemphasizes on

the objectivity ofdata.

5. Reportsarenotsubjecttostatutoryaudit. | 5. Reports are always subject to

statutory audit.

6. Itevaluates the sectional as well as 6. Itascertains ,evaluates and exhibits
the entire performance of the the financial strength of the whole
business. business.
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When complete sequence of accounting procedure is done which happens frequently and repeated in
same directions during an accounting period, the same is called an accounting cycle.

Steps/Phases of Accounting Cycle

The steps or phases of accounting cycle can be depicted as under:

—

A ‘.

Closing
Entries Ledger
n
Adjusted Trial

ACCOUNTING CYCLE



a) Recording of Transaction:- As soon as a transaction happens it is at first
recorded in subsidiary books.

b) Journal :- The transactions are recorded in Journal chronologically.
c) Ledger:- Alljournals are posted into ledger chronologically and in a classified manner.

d) Trial Balance:- After taking all the ledger account closing balances, a Trial
Balance is prepared at the end of the period for the preparation of financial
statements.

e) Adjustment Entries :- All the adjustments entries are to be recorded properly
and adjusted accordingly before preparing financial statements.

f) Adjusted Trial Balance:- An adjusted Trail Balance may also be prepared.

g) Closing Entries:- All the nominal accounts are to be closed by transferring to
TradingAccountand Profit and Loss Account.

h) Financial Statements:- Financial statement can now be easily prepared which
will exhibitthe true financial position and operatingresults.

1.4.1 Users of Accounting Information

Accounting provides information both to internal users and the external users. The internal users are all
the organizational participants at all levels of management (i.e. top, middle and lower). Generally top
level management requires information for planning, middle level management which requires
information for controlling the operations. For internal use, the information is usually provided in the
form of reports, for instance Cash Budget Reports, Production Reports, Idle Time Reports, Feedback
Reports, whether to retain or replace an equipment decision reports, project appraisal report, and the
like.

There are also the external users (e.g. Banks, Creditors). They do not have direct access to all the
records of an enterprise, they have to rely on financial statements as the source of information. External
users are basically, interested in the solvency and profitability of an enterprise.

1.4.2 Types of Accounting Information

Accounting information may be categorized in number of ways on the basis of purpose of accounting
information, on the basis of measurement criteria and so on. The various types of accounting
information are given below:

l. Accounting Information relating to financial transactions and events.

(@)  Financial Position- Information about financial position is primarily provided in a balance sheet.
The financial position of an enterprise is affected by different factors, like -

® Information about the economic resources controlled by the enterprise and its capacity in the
past to alter these resources is useful in predicting the ability of the enterprise to generate cash and
cash equivalents in the future.

(i) Information about financial structure is useful in predicting future borrowing needs and how future
profits and cash flows will be distributed among those with an interest in the enterprise; it is also useful
in predicting how successful the enterprise is likely to be in raising further finance.

(i) Information about liquidity and solvency is useful in predicting the ability of the enterprise to meet
its financial commitments as they fall due. Liquidity refers to the availability of cash in the near future to
meet financial commitments over this period. Solvency refers to the availability of cash over the longer
term to meet financial commitments as they fall due.

(b)  Financial Performance- Information about financial performance is primarily provided in a
Statement of Profit and Loss which is also known as Income Statement.

Information about the performance of an enterprise and its profitability, is required in order to assess
potential changes taking place in the economic resources that it is likely to control in the future.
Information about variability of performance is also important in this regard. Information about
performance is necessary in predicting the capacity to generate cash flows from its available resource.
It is an important input in forming judgments about the effectiveness of an enterprise to utilize
resources.

(©) Cash Flows—Information about cash flows is provided in the financial statements by means of a
cash flow statement.



Information concerning cash flows is useful in providing the users with a basis to assess the ability of
the enterprise to generate cash and cash equivalents and the needs of the enterprise to utilise those
cash and cash equivalent.

1.4.3 Qualitative Characteristics of Accounting Information

Qualitative characteristics are the attributes that make the information provided in financial statements
useful to its users.

Qualitative Characteristics of Accounting Information can be segregated in the following categories

(i) Reliability

(i) Relevance

(i)  Materiality

(iv)  Understandability

(v)  Comparability

0] Reliability - To be useful, information must also be reliable. Information has the quality of
reliability when it is free from material error and bias and can be depended upon by users to represent
faithfully that which it either portrays to represent or could reasonably be expected to represent.
Information may be relevant but so unreliable in nature or representation that its recognition may be
potentially misleading and so it becomes useless.

(i) Relevance To be useful, information must be relevant to the decision-making needs of users.
Information has the quality of relevance when it influences the economic decisions of the users by
helping them to evaluate past, present or future events or confirming or correcting their past evaluation.
The productive and confirmatory roles of information are interrelated. For example, information about
the current level and structure of asset-holding has value to users when they endeavour to predict the
ability of the enterprise to take advantage of opportunities and its ability to react to adverse situations.
The same information plays a confirmatory role in respect of past prediction about, for example, the way
in which the enterprise would be structured or the outcome of planned operations.

(i)  Materiality- The relevance of information is affected by its nature and materiality. Information is
material if its omission or mis-statement could influence the economic decisions of users made on the
basis of financial statements. Materiality depends on the size of the item or error judged in the particular
circumstance of its omission or mis-statement. Thus, materiality provides a threshold or a cut-off point
rather than being a primary qualitative characteristic which information must have if it is to be useful.

(iv)  Understandability The information provided in financial statements must be easily
understandable by users. For this purpose, users are assumed to have a reasonable knowledge of
business and economic activities, accounting and a willingness to study the information with reasonable
diligence. However, information about complex matters that should be included in the financial
statements because of its relevance to the decision making needs of users and should not be excluded
merely on the grounds that it may be too difficult for certain users to understand.

(V) Comparability The financial statements of an enterprise should be comparable. For this purpose
users should be informed of the accounting policies, any changes in those policies and the effects of
such changes. This qualitative characteristic requires pursuance of consistency in choosing accounting
policies. Lack of consistency may disturb the comparability quality of the financial statement
information. Accordingly, accounting standard on disclosure of accounting policies consider consistency
as a fundamental accounting assumption along with accrual and going concern.

In order to understand the subject matter clearly, one must grasp the following common expressions
always used in business accounting. The aim here is to enable the student to understand with these
often used concepts before we embark on accounting procedures and rules. You may note that these
terms can be applied to any business activity with the same connotation.

® Transaction: It means an event or a business activity which involves exchange of money or
money’s worth between parties. The event can be measured in terms of money and changes the
financial position of a person e.g. purchase of goods would involve receiving material and making
payment or creating an obligation to pay to the supplier at a future date. Transaction could be a cash
transaction or credit transaction. When the parties settle the transaction immediately by making
payment in cash or by cheque, it is called a cash transaction. In credit transaction, the payment is
settled at a future date as per agreement between the parties.



(i) Goods/Services : These are tangible article or commodity in which a business deals. These
articles or commodities are either bought and sold or produced and sold. At times, what may be
classified as ‘goods’ to one business firm may not be ‘goods’ to the other firm. e.g. for a machine
manufacturing company, the machines are ‘goods’ as they are frequently made and sold. But for the
buying firm, it is not ‘goods’ as the intention is to use it as a long term resource and not sell it. Services
are intangible in nature which are rendered with or without the object of earning profits.
(i)  Profit: The excess of Revenue Income over expense is called profit. It could be calculated for
each transaction or for business as a whole.
(iv)  Loss: The excess of expense over income is called loss. It could be calculated for each
transaction or for business as a whole.
(v)  Asset: Asset is a resource owned by the business with the purpose of using it for generating
future profits. Assets can be Tangible and Intangible. Tangible Assets are the Capital assets which
have some physical existence. They can, therefore, be seen, touched and felt, e.g. Plant and
Machinery, Furniture and Fittings, Land and Buildings, Books, Computers, Vehicles, etc. The capital
assets which have no physical existence and whose value is limited by the rights and anticipated
benefits that possession confers upon the owner are known as Intangible Assets. They cannot be seen
or felt although they help to generate revenue in future, e.g. Goodwill, Patents, Trade-marks,
Copyrights, Brand Equity, Designs, Intellectual Property, etc.
Assets can also be classified into Current Assets and Non-Current Assets.

Current Assets — An asset shall be classified as Current when it satisfies any of the following :
€) It is expected to be realised in, or is intended for sale or consumption in the Company’s normal
Operating Cycle,
(b) It is held primarily for the purpose of being traded ,
(© It is due to be realised within 12 months after the Reporting Date, or
(d) It is Cash or Cash Equivalent unless it is restricted from being exchanged or used to settle a
Liability for at least 12 months after the Reporting Date.
Non-Current Assets — All other Assets shall be classified as Non-Current Assets. e.g. Machinery held
for long term etc.
(vi)  Liability: It is an obligation of financial nature to be settled at a future date. It represents amount
of money that the business owes to the other parties. E.g. when goods are bought on credit, the firm will
create an obligation to pay to the supplier the price of goods on an agreed future date or when a loan is
taken from bank, an obligation to pay interest and principal amount is created. Depending upon the
period of holding, these obligations could be further classified into Long Term on non-current liabilities
and Short Term or current liabilities.
Current Liabilities — A liability shall be classified as Current when it satisfies any of the following :
(@) It is expected to be settled in the Company’s normal Operating Cycle,
(b) It is held primarily for the purpose of being traded,
(©) It is due to be settled within 12 months after the Reporting Date, or
(d)  The Company does not have an unconditional right to defer settlement of the liability for at least
12 months after the reporting date (Terms of a Liability that could, at the option of the counterparty,
result in its settlement by the issue of Equity Instruments do not affect its classification)
Non-Current Liabilities — All other Liabilities shall be classified as Non-Current Liabilities. E.g. Loan
taken for 5 years, Debentures issued etc.
(vii) Internal Liability : These represent proprietor’s equity, i.e. all those amount which are entitled to
the proprietor, e.g., Capital, Reserves, Undistributed Profits, etc.
(viii)  Working Capital : In order to maintain flows of revenue from operation, every firm needs certain
amount of current assets. For example, cash is required either to pay for expenses or to meet obligation
for service received or goods purchased, etc. by a firm. On identical reason, inventories are required to
provide the link between production and sale. Similarly, Accounts Receivable generate when goods are
sold on credit. Cash, Bank, Debtors, Bills Receivable, Closing Stock, Prepayments etc. represent
current assets of firm. The whole of these current assets form the working capital of a firm which is
termed as Gross Working Capital.
Gross Working capital = Total Current Assets
= Long term internal liabilities plus long term debts plus the current liabilities minus the amount
blocked in the fixed assets.



There is another concept of working capital. Working capital is the excess of current assets over current
liabilities. That is the amount of current assets that remain in a firm if all its current liabilities are paid.
This concept of working capital is known as Net Working Capital which is a more realistic concept.
Working Capital (Net) = Current Assets — Currents Liabilities.

(ix)  Contingent Liability : It represents a potential obligation that could be created depending on the
outcome of an event. E.qg. if supplier of the business files a legal suit, it will not be treated as a liability
because no obligation is created immediately. If the verdict of the case is given in favour of the supplier
then only the obligation is created. Till that it is treated as a contingent liability. Please note that
contingent liability is not recorded in books of account, but disclosed by way of a note to the financial
statements.

(x)  Capital : Itis amount invested in the business by its owners. It may be in the form of cash, goods,
or any other asset which the proprietor or partners of business invest in the business activity. From
business point of view, capital of owners is a liability which is to be settled only in the event of closure or
transfer of the business. Hence, it is not classified as a normal liability. For corporate bodies, capital is
normally represented as share capital.

(xi)  Drawings : It represents an amount of cash, goods or any other assets which the owner
withdraws from business for his or her personal use. e.g. if the life insurance premium of proprietor or a
partner of business is paid from the business cash, it is called drawings. Drawings will result in
reduction in the owners’ capital. The concept of drawing is not applicable to the corporate bodies like
limited companies.

(xit)  Net worth : It represents excess of total assets over total liabilities of the business. Technically,
this amount is available to be distributed to owners in the event of closure of the business after payment
of all liabilities. That is why it is also termed as Owner’s equity. A profit making business will result in
increase in the owner’s equity whereas losses will reduce it.

(xiii) Non-current Investments : Non-current Investments are investments which are held beyond the
current period as to sale or disposal. e. g. Fixed Deposit for 5 years.

(xiv) Current Investments : Current investments are investments that are by their nature readily
realizable and are intended to be held for not more than one year from the date on which such
investment is made. e. g. 11 months Commercial Paper.

(xv) Debtor : The sum total or aggregate of the amounts which the customer owe to the business for
purchasing goods on credit or services rendered or in respect of other contractual obligations, is known
as Sundry Debtors or Trade Debtors, or Trade Payable, or Book-Debts or Debtors. In other words,
Debtors are those persons from whom a business has to recover money on account of goods sold or
service rendered on credit. These debtors may again be classified as under:

® Good debts :The debts which are sure to be realized are called good debts.

(ii) Doubtful Debts:The debts which may or may not be realized are called doubtful debts.

(i)  Bad debts: The debts which cannot be realized at all are called bad debts.

It must be remembered that while ascertaining the debtors balance at the end of the period certain
adjustments may have to be made e.g. Bad Debts, Discount Allowed, Returns Inwards, etc.

(xvi) Creditor : A creditor is a person to whom the business owes money or money’s worth. e.g.
money payable to supplier of goods or provider of service. Creditors are generally classified as Current
Liabilities.

(xvii) Capital Expenditure : This represents expenditure incurred for the purpose of acquiring a fixed
asset which is intended to be used over long term for earning profits there from. e. g. amount paid to
buy a computer for office use is a capital expenditure. At times expenditure may be incurred for
enhancing the production capacity of the machine. This also will be a capital expenditure. Capital
expenditure forms part of the Balance Sheet.

(xviii) Revenue expenditure : This represents expenditure incurred to earn revenue of the current
period. The benefits of revenue expenses get exhausted in the year of the incurrence. e.g. repairs,
insurance, salary & wages to employees, travel etc. The revenue expenditure results in reduction in
profit or surplus. It forms part of the Income statement.

(xix) Balance Sheet : It is the statement of financial position of the business entity on a particular date.
It lists all assets, liabilities and capital. It is important to note that this statement exhibits the state of
affairs of the business as on a particular date only. It describes what the business owns and what the
business owes to outsiders (this denotes liabilities) and to the owners (this denotes capital). It is
prepared after incorporating the resulting profit/losses of Income statement.



(xx) Profit and Loss Account or Income Statement : This account shows the revenue earned by the
business and the expenses incurred by the business to earn that revenue. This is prepared usually for a
particular accounting period, which could be a month, quarter, a half year or a year. The net result of
the Profit and Loss Account will show profit earned or loss suffered by the business entity.

(xxi) Trade Discount : It is the discount usually allowed by the wholesaler to the retailer computed on
the list price or invoice price. e.g. the list price of a TV set could be * 15000. The wholesaler may allow
20% discount thereof to the retailer. This means the retailer will get it for * 12000 and is expected to
sale it to final customer at the list price. Thus the trade discount enables the retailer to make profit by
selling at the list price. Trade discount is not recorded in the books of accounts. The transactions are
recorded at net values only. In above example, the transaction will be recorded at * 12000 only.

(xxii) Cash Discount : This is allowed to encourage prompt payment by the debtor. This has to be
recorded in the books of accounts. This is calculated after deducting the trade discount. e.qg. if list price
is

15000 on which a trade discount of 20% and cash discount of 2% apply, then first trade discount of °
3000 (20% of * 15000) will be deducted and the cash discount of 2% will be calculated on ~ 12000
(15000 — " 3000). Hence the cash discount will be * 240/- (2% of ~ 12000) and net payment will be °
11,760 (*12,000 - * 240)

Let us see if we can apply these in the following examples.

A widely accepted set of rules, conventions, standards, and procedures for reporting financial
information, as established by the Financial Accounting Standards Board are called Generally Accepted
Accounting Principles (GAAP). These are the common set of accounting principles, standards and
procedures that companies use to compile their financial statements. GAAP are a combination of
standards (set by policy boards) and simply the commonly accepted ways of recording and reporting
accounting information.

GAAP is to be followed by companies so that investors have a optimum level of consistency in the
financial statements they use when analyzing companies for investment purposes. GAAP cover such
aspects like revenue recognition, balance sheet item classification and outstanding share
measurements.

As seen earlier, the accounting information is published in the form of financial statements. The three
basic financial statements are

® The Profit & Loss Account that shows net business result i.e. profit or loss for a certain periods
(ii) The Balance Sheet that exhibits the financial strength of the business as on a particular dates
(i)  The Cash Flow Statement that describes the movement of cash from one date to the other.

As these statements are meant to be used by different stakeholders, it is necessary that the information
contained therein is based on definite principles, concrete concepts and well accepted convention.
Accounting principles are basic guidelines that provide standards for scientific accounting practices and
procedures. They guide as to how the transactions are to be recorded and reported. They assure
uniformity and understandability. Accounting concepts lay down the foundation for accounting
principles. They are ideas essentially at mental level and are self-evident. These concepts ensure
recording of financial facts on sound bases and logical considerations. Accounting conventions are
methods or procedures that are widely accepted. When transactions are recorded or interpreted, they
follow the conventions. Many times, however, the terms-principles, concepts and conventions are used
interchangeably.

Professional Accounting Bodies have published statements of these concepts. Over years, many of
these concepts are being challenged as outlived. Yet, no major deviations have been made as yet. Path
breaking ideas have emerged and the accounting standards of modern days do require companies to
record and report transactions which may not be necessarily based on concepts that are in vogue for
long. It is essential to study accounting from the basic levels and understand these concepts in entirety.
Theory Base of Accounting

A. BASIC ASSUMPTIONS

(a) Business entity concept

As per this concept, the business is treated as distinct and separate from the individuals who own or
manage it. When recording business transactions, the important question is how will it affect the
business entity? How they affect the persons who own it or run it or otherwise associated with it is
irrelevant. Application of this concept enables recording of transactions of the business entity with its
owners or managers or other stakeholders. For example, if the owner pays his personal expenses from



business cash, this transaction can be recorded in the books of business entity. This transaction will
take the cash out of business and also reduce the obligation of the business towards the owner.

At times it is difficult to separate owners from the business. Consider an individual, who runs a small
retail outlet. In the eyes of law, there is no distinction made between financial affairs of the outlet with
that of the individual. The creditors of the retail outlet can sue the individual and collect his claim from
personal resources of the individual. However, in accounting, the records are kept as distinct for the
retail outlet and the individual respectively. For certain forms of business entities, such as limited
companies this distinction is easier. The limited companies are separate legal persons in the eyes of
law as well.

The entity concept requires that all the transactions are to be viewed, interpreted and recorded from
‘business entity’ point of view. An accountant steps into the shoes of the business entity and decides to
account for the transactions. The owner’s capital is the obligation of business and it has to be paid back
to the owner in the event of business closure. Also, the profit earned by the business will belong to the
owner and hence is treated as owner’s equity.

(b)  Going Concern Concept

The basic principles of this concept is that business is assumed to exist for an indefinite period and is
not established with the objective of closing it down. So unless there is good evidence to the contrary,
the accountant assumes that a business entity is a ‘going concern’ - that it will continue to operate as
usual for a longer period of time. It will keep getting money from its customers, pay its creditors, buy
and sell goods, use assets to earn profits in future. If this assumption is not considered, one will have to
constantly value the worth of the assets and resource. This is not practicable. This concept enables the
accountant to carry forward the values of assets and liabilities from one accounting period to the other
without asking the question about usefulness and worth of the assets and recoverability of the
receivables.

The going concern concept forms a sound basis for preparation of a balance sheet.

(©) Money Measurement Concept

A business transaction will always be recoded if it can be expressed in terms of money. The advantage
of this concept is that different types of transactions could be recorded as homogenous entries with
money as common denominator. A business may own ~ 3 Lacs cash, 1500 kg of raw material, 10
vehicles, 3 computers etc. Unless each of these is expressed in terms of money, we cannot find out the
assets owned by the business. When expressed in the common measure of money, transactions could
be added or subtracted to find out the combined effect. In the above example, we could add values of
different assets to find the total assets owned.

The application of this concept has a limitation. When transactions are recorded in terms of money, we
only consider the absolute value of the money. The real value of the money may fluctuate from time to
time due to inflation, exchange rate changes, etc. This fact is not considered when recording the
transaction.

(d)  The Accounting Period Concept

We have seen that as per the going-concern concept the business entity is assumed to have an
indefinite life. Now if we were to assess whether the business has made profit or loss, should we wait
until this indefinite period is over? Would it mean that we will not be able to assess the business
performance on an ongoing basis? Does it deprive all stakeholders the right to the accounting
information? Would it mean that the business will not pay income tax as no income will be computed?
To circumvent this problem, the business entity is supposed to be paused after a certain time interval.
This time interval is called an accounting period. This period is usually one year, which could be a
calendar year i.e. 1st January to 31st December or it could be a fiscal year in India as 1st April to 31st
March. The business organizations have the freedom to choose their own accounting year. For certain
organizations, reporting of financial information in public domain are compulsory. In India, listed
companies must report their quarterly unaudited financial results and yearly audited financial
statements. For internal control purpose, many organizations prepare monthly financial statements. The
modern computerized accounting systems enable the companies to prepare real-time online financials
at the click of button.

Businesses are living, continuous organisms. The splitting of the continuous stream of business events
into time periods is thus somewhat arbitrary. There is no significant change just because one
accounting period ends and a new one begins. This results into the most difficult problem of accounting
of how to measure the net income for an accounting period. One has to be careful in recognizing



revenue and expenses for a particular accounting period. Subsequent section on accounting
procedures will explain how one goes about it in practice.

(e)  The Accrual Concept

The accrual concept is based on recognition of both cash and credit transactions. In case of a cash
transaction, owner’s equity is instantly affected as cash either is received or paid. In a credit transaction,
however, a mere obligation towards or by the business is created. When credit transactions exist (which
is generally the case), revenues are not the same as cash receipts and expenses are not same as cash
paid during the period.

When goods are sold on credit as per normally accepted trade practices, the business gets the legal
right to claim the money from the customer. Acquiring such right to claim the consideration for sale of
goods or services is called accrual of revenue. The actual collection of money from customer could be
at a later date.

Similarly, when the business procures goods or services with the agreement that the payment will be
made at a future date, it does not mean that the expense effect should not be recognized. Because an
obligation to pay for goods or services is created upon the procurement thereof, the expense effect also
must be recognized.

Today’s accounting systems based on accrual concept are called as Accrual system or mercantile
system of accounting.

B. BASIC PRINCIPLES

(@) The Revenue Realisation Concept

While the conservatism concept states whether or not revenue should be recognized, the concept of
realisation talks about what revenue should be recognized. It says amount should be recognized only to
the tune of which it is certainly realizable. Thus, mere getting an order from the customer won’t make it
eligible to recognize as revenue. The reasonable certainty of realizing the money will come only when
the goods ordered are actually supplied to the customer and he is billed. This concept ensures that
income unearned or unrealized will not be considered as revenue and the firms will not inflate profits.
Consider that a store, sales goods for * 25 lacs during a month on credit. The experience and past data
shows that generally 2% of the amount is not realized. The revenue to be recognized will be * 24.50
lacs. Although conceptually the revenue to be recognized at this value, in practice the doubtful amount
of 50 thousand (2% of ~ 25 lacs) is often considered as expense.

(b)  The Matching Concept
As we have seen the sale of goods has two effects: (i) a revenue effect, which results in increase in
owner’s equity by the sales value of the transaction and (ii) an expense effect, which reduces owner’s
equity by the cost of goods sold, as the goods go out of the business. The net effect of these two effects
will reflect either profit or loss. In order to correctly arrive at the net result, both these aspects must be
recognized during the same accounting period. One cannot recognize only the revenue effect thereby
inflating the profit or only the expense effect which will deflate the profit. Both the effects must be
recognized in the same accounting period. This is the principle of matching concept.
To generalize, when a given event has two effects — one on revenue and the other on expense, both
must be recognized in the same accounting period.
(©) Full Disclosure Concept
As per this concept, all significant information must be disclosed. Accounting data should properly be
clarified, summarized, aggregated and explained for the purpose of presenting the financial statements
which are useful for the users of accounting information. Practically, this principle emphasizes on the
materiality, objectivity and consistency of accounting data which should disclose the true and fair view
of the state of affairs of a firm. This principle is going to be popular day by day as the Companies Act,
1956 makes provisions for disclosure of essential information about accounting data and as such,
concealment of material information, at present, is not very easy. Thus, full disclosure must be made for
such material information which are useful to the users of accounting information.
(d)  Dual Aspect Concept
The assets represent economic resources of the business, whereas the claims of various parties on
business are called obligations. The obligations could be towards owners (called as owner’s equity) and
towards parties other than the owners (called as liabilities).

When a business transaction happens, it will involve use of one or the other resource of the business
to create or settle one or more obligations.



This is the fundamental accounting equation shown as formal expression of the dual aspect concept.
This powerful concept recognizes that every business transaction has dual impact on the financial
position. Accounting systems are set up to simultaneously record both these aspects of every
transaction; that is why it is called as Double-entry system of accounting. In its present form the double
entry system of accounting owes its existence to an Italian expert Mr. Luca Pacioli in the year 1495.
Continuing with our example of Mr. Suresh, now let us consider he borrows * 15 lacs from bank. The
dual aspect of this transaction-on one hand the business cash will increase by ~ 15 lacs and a liability
towards the bank will be created for * 15 lacs.

The student must note that the dual aspect concept entails recognition of the two effects of each
transaction. These effects are of equal amount and reverse in nature. How to decide these two
aspects? The golden rules of accounting are used to arrive at this decision. After recording both
aspects of the transaction, the basic accounting equation will always balance or be equal.

The above concepts find the application in preparation of the balance sheet which is the statement of
assets and liabilities as on a particular date. We will now see some more concepts that are important for
preparation of Profit and Loss Account or Income Statement.

(e)  Verifiable Objective Evidence Concept

Under this principle, accounting data must be verified. In other words, documentary evidence of
transactions must be made which are capable of verification by an independent expert. In the absence
of such verification, the data which will be available will neither be reliable nor be dependabile, i.e.,
these should be biased data. Verifiability and objectivity express dependability, reliability and
trustworthiness that are very useful for the purpose of displaying the accounting data and information to
the users.

() Historical Cost Concept

Business transactions are always recorded at the actual cost at which they are actually undertaken. The
basic advantage is that it avoids an arbitrary value being attached to the transactions. Whenever an
asset is bought, it is recorded at its actual cost and the same is used as the basis for all subsequent
accounting purposes such as charging depreciation on the use of asset, e.g. if a production equipment
is bought for * 1.50 crores, the asset will be shown at the same value in all future periods when
disclosing the original cost. It will obviously be reduced by the amount of depreciation, which will be
calculated with reference to the actual cost. The actual value of the equipment may rise or fall
subsequent to the purchase, but that is considered irrelevant for accounting purpose as per the
historical cost concept.

The limitation of this concept is that the balance sheet does not show the market value of the assets
owned by the business and accordingly the owner’s equity will not reflect the real value. However, on
an ongoing basis, the assets are shown at their historical costs as reduced by depreciation.

(g) Balance Sheet Equation Concept

Under this principle, all which has been received by us must be equal to that has been given by us and
needless to say that receipts are clarified as debits and giving is clarified as credits. The basic equation,
appears as :-

Debit = Credit

Naturally every debit must have a corresponding credit and vice-e-versa. So, we can write the above in
the following form —

Expenses + Losses + Assets = Revenues + Gains + Liabilities

And if expenses and losses, and incomes and gains are set off, the equation takes the following form —
Asset = Liabilities

or, Asset = Equity + External Liabilities i.e., the Accounting Equation.

C. MODIFYING PRINCIPLES

(@) The Concept of Materiality

This is more of a convention than a concept. It proposes that while accounting for various transactions,
only those which may have material effect on profitability or financial status of the business should have
special consideration for reporting. This does not mean that the accountant should exclude some
transactions from recording. e.g. even = 20 worth conveyance paid must be recorded as expense. What
this convention claims is to attach importance to material details and insignificant details should be
ignored while deciding certain accounting treatment. The concept of materiality is subjective and an
accountant will have to decide on merit of each case. Generally, the effect is said to be material, if the
knowledge of an event would influence the decision of an informed stakeholder.



The materiality could be related to information, amount, procedure and nature. Error in description of an
asset or wrong classification between capital and revenue would lead to materiality of information. Say,
If postal stamps of ~ 500 remain unused at the end of accounting period, the same may not be
considered for recognizing as inventory on account of materiality of amount. Certain accounting
treatments depend upon procedures laid down by accounting standards. Some transactions are by
nature material irrespective of the amount involved. e.g. audit fees, loan to directors.

(b)  The Concept of Consistency

This concept advocates that once an organization decides to adopt a particular method of revenue or
expense recognition in line with the other concepts, the same should be consistently applied year after
year, unless there is a valid reason for change in the method. Lack of consistency would result in the
financial information becoming non-comparable between the different accounting periods. The
insistence of this concept would result in avoidance of window dressing the results by choosing the
accounting method by convenience and thereby either inflating or understating net income.

Consider an example. An asset of * 10 lacs is purchased by a business. It is estimated to have useful
life of 5 years. It will follow that the asset will be depreciated over a period of 5 years at the rate of * 2
lacs every year. The estimate of useful life and the rate of depreciation cannot be changed from one
period to the other without a valid reason. Suppose the firm applies the same depreciation rate for the
first three years and due to change in technology the asset becomes obsolete, the whole of the
remaining amount could be expensed out in the fourth year.
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However, it may be difficult to be consistent if the business entities have two factories in different
countries which have different statutory requirement for accounting treatment.

(c)  The Conservatism Concept

Accountants who prepare financial statements of the business, like other human being, would like to
give a favourable report on how well the business has performed during an accounting period.
However, prudent reporting based on skepticism builds confidence in the results and in the long run
best serves all the divergent interests of users of financial statements. This philosophy of prudence
leads to the conservatism concept.

The concept underlines the prudence of under-stating than over-stating the net income of an entity for a
period and the net assets as on a particular date. This is because business is done in situations of
uncertainty. For years, this concept was meant to “anticipate no profits but recognize all losses”. This
can be stated as

® Delay in recognizing income unless one is reasonably sure

(ii) Immediately recognize expenses when reasonably sure

This, of course, does not mean to overdo and create window dressing in reporting. e.g. if the business
has sold * 20 Lacs worth goods on the last day of accounting period and also received a cheque for the
same, one cannot argue that the revenue should not be recognized as it is not certain whether the
cheque will be cleared by the bank. One cannot stretch the conservatism concept too much. But at the
same time, if the business has to receive " 5 lacs from a customer to whom goods were sold quite some
time ago and no payments are forthcoming, then while determining the net income for the period, the
accountant must judge the likelihood of the recoverability of this money and the prudence will prevail to
make a provision for this amount as doubtful debtors.

Let us take another example. A business had purchased goods for * 10 lacs before the end of an
accounting period. If sold at the usual selling price, the goods would fetch the price of * 12.50 lacs. Due
to innovative product introduced by the competition, the goods are likely to be sold for ~ 9 lacs only. At
what value should the goods be shown in the balance sheet? Would it be at * 10 lacs being the actual
cost of buying? Or would it be at * 9 lacs? Here, the conservatism principle will come in play. The stock
of goods will be valued at ™ 9 lacs, being the lower of cost or net realisable value, as per AS-2.

(d)  Timeliness Concept

Under this principle, every transaction must be recorded in proper time. Normally, when the transaction
is made, the same must be recorded in the proper books of accounts. In short, transaction should be
recorded date-wise in the books. Delay in recording such transaction may lead to manipulation,



misplacement of vouchers, misappropriation etc. of cash and goods. This principle is followed
particularly while verifying day to day cash balance. Principle of timeliness is also followed by banks,
i.e. every bank verifies the cash balance with their cash book and within the day, the same must be
completed.

(e) Industry Practice

As there are different types of industries, each industry has its own characteristics and features. There
may be seasonal industries also. Every industry follows the principles and assumptions of accounting to
perform their own activities. Some of them follow the principles, concepts and conventions in a modified
way. The accounting practice which has always prevailed in the industry is followed by it.

Electric supply companies, Insurance companies maintain their accounts in a specific manner.
Insurance companies prepare Revenue Account just to ascertain the profit/loss of the company and not
Profit and Loss Account. Similarly, non trading organizations prepare Income and Expenditure Account
to find out Surplus or Deficit.
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. HF_‘I".'E}'

« MAloon

Total Assets

1082

Lizhilifias

Opening Linbilities

a) Current Liabilifies

Acoounts Payzabls

« FHich

o  MNlEw

21

b) CAPITAL (Balancmg Figore)

1049

Total Liabilities

1082




Journal Book of Mafuta Ltd.

Db Parthoulars LF. Amt. Dr. (E] Amt. Or. | E]
2-Jan By Harvey Al Cir 124100
Sofes Ao 12400
(2 Jom Goods =ald o Harvey on o) £124
15-Jan By Wages Alc O 12,00
0 Coedh e 1210
{5.Jam Paid wages) 12
05-Jan By Purchossd Ao Cir 15000
0 Rlich Ae 150,00
{5.Jam Boughl goods on aredit from Rich) £150
07-Jan By Cah M Cir 1800
o Smith Al 18,00
{7 Jon Smidh seiled Fis acoount]
09 Jen By Max Al Cir 2100
0 Coedh e 21100
{9 Jom Paid e amourd. owing o ax)
11-Jan By Coeh Mo Or B4.00
0 Sales A [E]
(11 Jan Cash =ales) 554
14-Jan By Wages Ao O 1400
0 Coeh Mo 1400
{14 Jon Paid wages) £14
14-Jan By Purchossd Ao Cir 75,00
0 e M fall
{14 Jom Bought goods for cash) E75
15-Jan By Fich Adc Or 16200
o Caedh Mle 18200
{15 Jan Faid Rich for balance owing on his acoound}
A0 By Offices Dl M Cir 32100
0 Coeh Mo 200
{20 Jon Bough for cosh anew office desk) £33
21-Jan By Wages Alc D 17,00
o Casmh Ao 17100
{21 Jom Paid wages) E17
21-Jan By Coeh Mo Or 11000
o Sales Al 110,00
(21 Jan Cash =afes) £110
23 Jan By Office BExp. Al Cir 3.0
0 Coedh Mdc 3.0
{23 Jon Paid offics aspesmes) £3
23 Jan By Caehh M Cir 2500
0 Harvery Al 25100
(23 Jan Harvery pad on account)  £25
28-Jan By Coeh Mo Or 400
o Sales Al 8400
(28 Jon Coash safes) DR
oy By Wages Ao O 15,00
0 Coeh Mo 15,00
{20 Jon Paid wages) £15
H-Jan By Caehh Mo Cir 30100
0 e Mo 00K
(31 Jan Cash safes) £30
11-Jan By Closing Siodk Ao O 37400
o Trading Al 374,00
(31 Jan ey o oot was) B34

-

(S arried Forward ) Balanmce CF

1,330,000

1. 330.00




Ledeer Balances of Safuts Lid.

Mauta Lid
Cash Adc

Chorier Parficulars JF A E Crerie Parficulars JF | AmiE
i Bialancs bid 343

51 Wages Al 12
Iy Smith Ao 18

a1 M Al 21
111 Sules Al [

141

Wages Ao

141

Purchemsesd  Ade

i —
L] dn

131

Rt #de

ik

201

O Dhesge Al

211

Solless Mo

110 211

Wages Ao

—
' |

Z2in Harvery Mo 25 Zin Office Expr. A 3
i) Sollees il i i) ‘Wages A 13

3

Sofless M

£h )

Bl amee oid

31N Tika 74 31N Tists 74
12 Balamee bid I3
- Mafuia Lid -
DR Rich Ak CR
Dhorte: Parfioular= JF AmUlE Dhorier Pogrfioulars JF | AmyE
11 Eafamce brid 12
51 Purctermesd Ao 150

162

3

Tt

162 1A

Tt

162

bakda Lid
Harey Alc

Drogim

Poarfoulars AF

Dregim

Pordoulars

11

Bolarnces bid

21

Sofes Al

231

Ca A

31N Bfamoe oid 138
31N Tiata 183 3N Tists 183
12 Balanoe bid 138
- bakda Lid .
R Smitth Alc =R
Drarie Pardouars JF Al E Drarie Parfoulars JF | AmiE
11 Balarce bid 18

| Car Al 18

311 Tiostas 18 311 Tites 18




TR
Max Al

=

L

And ) Crorie

Porfoulars

1M

Balarce bid

an

g

I

T

2

haabuia Lid

Inventory Stock Ak

Dl Porfioulars JF | SemiE Drarie Forfoulars JF A
i Balaroe bid 455

31N Balaree oid A5H
31 Tt A5H 31 Tt 455
12 Balance Bid A5H

habuia Lid

Furmnittwre and fittinga Ak

-

Lt

Pordcular=s

Dragie

Porfioulars

1M

Balaree Bid

198

Sh

Balaree ofd

154

Tk

198

Eh N

Toks

154

Balaroe bid

158

Mabuia Lid
Moon Al

™

Liane

Fopfoulars

A} Drorie

Porfoulars

11

Balaree bid

3N

Balaroe oid

Sh

Tk

A

T

e B

12

Balaree bid

e e

babuia Lid.
Capital Ak

™

Liane

FPorfoulars

Al {E} Dt

Porfoulars

1M

Balaroe bid

S

Balaree ofd

1029

N

Tt

1029 N

Ty

L

182

Balaros bid

1088




Drarie

Pordoulars

Amd ) Dhopiee

Pordoular=s

21

Harvesy Mic

3

=
sty e
a=h Al

111 Camh Al 64

211 e 11d

41 e a4
o

Bolarioe oid

Lot ] Lt
uary gy
s ey

Tipt

212 A

Tipt

Balarce bid

Dratde Parfoulars JF Al ) Chagie Parfoulars JF Al E
a1 Cah Ao 12
141 Camh Afe 14
211 Cah Adc 17
31 G Al 15
311 Balance o <]
A Tistes | 311 Tistes <]
172 Balanoe bid |

Mafids Lid
Purchasss AlC

Chories

Poyrfioulars

A

Bl ool

225

1A

Tt

225

A

25

152

Balamoe bid

225

Mahuta Lid
Office Daek &AM

Dhorien Parfoular= JF| AmiUlE Chopies Poyrficulars JF AmyE
201 Caesh A i

311 Balaree oid 12
3M Tt I 311 12
12 Bl b'd it




(3C) Statement of Profit or Loss for the month ended 31 Janwary of Mafota Ltd.
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PE&L Statement of Profit or Loss
ended 31 January of Mafuta Lid.

Pardculars Amc. Dr. (£)] Pardculars | Ami Cr. (£
T Opening. Sock 25800 By Sales 21200
To Purciumses 22500 By Closmg Siodk 37400
Ty oS Profi 1320
Totall 785.00 Total T856.00
T Oifce. B 0 By Groess Proft 1300
T Wages SAL1K
Ta Nest Profi 2200 By MNes Loss .00
Total 105.00 Total 105.00
Balance Shest
as on M Januvary of Mafuta Ltd.
(Statement of Financial Positon)
L labdiitias Amt_{F] Appate Amit. (£}
Capltal & Revarsas 102900 | Non-Currant asests
Add - Mest Profit 22100 Fumiture and itings 198.00
Officer Dl 1200
Curmant A esats
Carsh 123000
Frveriory Siock 37400
Dabitors
Harvery 138.00
Moan 28,00
Total 1.051.00 Total 105100




Taslk 4 - Solution
{4A) Journal Entry snd Led=er Balances of Bicardo trader.
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Journal Beok of Ricardo Ltd,

Do

Partkoulars

Amt. Dr. [E]

Amt. Or. (E]

2-Jun | By Claire Al v #,500)00
i Sl o H o)
By Dismcourd Allowed 5% Ao 225,00
ta Claime A 42500
{2 Juner Sald goods o Claime for BH.500 on oredit, offered a 5% quick
sotlernan cisoound]
13 Jun | By Purdossd Al v 12 00000
0 Seargra A 12 KL
By Georgina A 20,00
o Dh=scourd Recsved 7% A 55000
{13 Jure Bough goods from Geaorgina for 212000 an oredit; Goeargina
offered 2 T guick setlerment disoouni]
1d-Jun | By Hyaed Al v 2,000.00
0 e Ao o O
By Dhscourd Allowed 5% A 45000
i Hyrared Wi 45000
(14 June Sald goods 0 Hywe for ES000 after a 3% Trade discount)
AJun | By Cash Ao v 800000
0 Snles Al 800000
{20 Jurwr Sald goods 0 Jane for BE000 cash)
21-Jun | By Purclessd Alc v 4 50000
0 Mrcreeay Mo | [}
By Moo Al B0.00
0 Dimoourd Fecesved P Al 5000
21 Jurer Bought goods on oredid for £4.500 from Andrew o offered a
2% quick, sedfernest dimoourd)
Z2Dun | By Sales Hetum A v 1,000
ta Llame A 100K
By Claime Adc 5000
i Dhscourd Allowesd 5% Al 50000
L2 June Ulare reurmed goods said of £1000)
24-Jun | By Mandy Alc Cir 5,000,030
0 Snles Al 500000
By Dimoourd Mllowed T Adc 150,00
o Mandy Al 1K
{24 Jurwer (i) Mandy bougfd goods wardh E5000 and was offered 2 3%
aquick sefernand disoourd)
24-Jun | By Cash Ao v 712500
ta Claime A 7, 125,00
{24 Jurw (i} Claire ook advantage  of Ricarda's discount and  paid #he
ned armiound. due afier king e disoourd offered)
25-Jun | By Cash Adc Cir H 55000
i Hoyraed Mo H,55000
(20 Juner (1) Hyewed sedfesd Srwe amoond duer i full)
25-Jun | By Georgina Al D 11, 180,00
0 L B 11, TELEKd
{25 Jureii) Ricardo paid Seargina e amourt. duer afier deducing he
di=oourt offered)
Zr-Jun | By Aochew Ao Oiv 4410,

o Cash Al

241000

(27 Jume Ricards peid Sedeew in o
s )

, dtfter deducing e discourt

(i arried Foraard

VBl COF

T 2500

T 25000




Ledeer Balances of Ricardo

- Riczarde Lid -
o Clalre AdC "

Droxier Partoulars JF | AendiE) | Drorde Porfoulars JF| AmilE)

26 Dol Al H500 2% Di=court Alloaed (5% A 425

246 Dimcourd Alloawed (5% Alc 50 226 Sales Fetum Adc 1000
A% Caxh Ao 7125

2T Tt H550 2T Tistes 8550

oR Rizardo: Lid ~p
= Purchasas AkC =

Dhories Parfoulars JF | AmiiE) Droies Parfoulars AF Amid

138 | Googra Ak 123000

214 Arvdrenw Mo 4500

Balance oid 16500

]
=]
[

Toka 16500

=]

27 Tok 16500 27

oG Balarce bid 16500

= Zalas Rebum Alc

i

Dhexder Porfouars JF| Ami{E} Draxder Porfoulers JF Aemidd]

224G Clare Al 1080

R Balamoe o 1000

X7 Tt 100K 278 Tk 1000

] Balamcs bid 1030

Fizarcey Lid ~n

IR Sales A

Drordes Parfculars AF Ami{ ) Dhoties Parfculars JF | AmiiE)

26 Clare Al H500

14% Hoymaved Al G000

20 Cash Al a0

] Mandy Al 5000

2T Bofamcs oid 28500

2T Tt 28500 2T Tt 28500

2T Botlarce Brd 28500
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Fizarda Lid
Georgina Alkc

Drories Porfoulars JF| AmiE) | Duode JF| AmiiL)
136 i Dvmcourd Flecoived (T5%) Ao 840 136 Purciermes Al 12000
25% Cash Ao 11160

I Tt 12000 278 12000

Ricards Lid
Hywal &z

Dhores Porfoulars JF| Amif) Dhores Parfoulars JF | AmyE
14% Sofles= Al 000
14% Dimecour! Allepavesd (5% Adlc A5
259 Ca=h Ale H550
2T Tk | 2T Tt |

Ricardo Lid
Mandy Alc

Drories Porfoulars JF| Asmyf) Drories Parfoulars AF W {F}
249 Dol Al 5000 249 Dot Adlcpavesd (3% Ak 150

P ]

Balance oid

2T Tt 5000 2T Tokes 5000

2T Balaree Bid ZH50

- Fi=arde Lid .

R Cash Al =R

Crories Porfoulars AF Al E) Dhonis Porfoulars JF | AmiE

20 S A &0

246 Claire Ao 7125

25% Hyrared Al #550 256 Soeorgira Al 11160
2T Aelrew Ale 2410
2T Balaree oid 6105

27 Tk 21675 2T Tiata 21675

L]

Bolarce bid

G105




Ricards Lid _
Lnedinen =

Dratter Porfoulars JF| AmilE} Dratter Parfoulars JF| #enidd

2148 Dimcourd Recesved (296 Als 90 2148 Purchersed  Ads 4500

2T Cash A 2414

2T Tiata 4500 2T Tiata 4500

nn Ficzande Lid

= Ciscount Recatved Alc CR
Dratter Portoulars JF A E} Dratier Porfoulrs JF | AmmddE)
136 Geargina (7)) Al 8540

2148 Arvkremar {290 Ao 90

2T Bl o 930

2T Tiestes 930 2T Tt 930

2T Bl by'd 930

nn Fisardks Lid ~n
= Mecownt Allcwed Al =

Th=

Dratter Parfoulars JF A £} Thores Portoulrs JF | AmmddE)

2% Clare (5% Als 425

14% Heyeared {5%0) Al 450

226 Clare (5% Adls 50

244 Mandy (3%} Alc 150

2T Bl oid 75

2T Tiata 1025 2T Tiata 1025

2T Botlamos bid 75 2T Bl byd a




{4B) Trial Balmnce from the Above Ledzer ended 27 June of Ricardo

Trial Balance
as on 27 June of Ricardo
i T8 Heads of Acconmi= LF. | Dr.{-} (] Cr.{+)(E)
Claire Al 0 0
| Sales Ak FEAK)
} 1% Hedorn %' 1K
1 | Perchases A TErCh)
A Lnorgmd A L4} L4}
& | Hvwel Adc 0 0
Cagh Ak () [k
i | Andrew A 0 0
9 | Mandv Ak 4554
1€l e gl e emeedd A k]
I Pzt A dbomed e g7
Teatal 18430 18430

{4C) Statement of Profit or Lo for the month ended 27 June of Bicardo

FPE&L Statement of Profit or Loss
ended 31 January of Mafuta Lid.

Particulars | Amc Dr. (£ | Pardeculars | Amr Cr. (£
To Opesang -Siock 0.0 By Sabes 27 L
To Pordhemes 16,500.00 - | By Closng Siods 0.0
Ta G Profit 11,0000

Total| 27,500.00 Total| 27,500.00
Dvmoount. Allowaed 7500 By i5roms Profid 1100000
M archy [RSE]
T Mest Profit 43,1750 By Mot Lo QL0
Totsl| 11.000.00 Total|  11.000.00




Task 5.

Expenses are those costs which are incurred to earn revenues whereas expenditures are those
costs which are incurred to purchase or increase the value of the fixed assets of the organization. Expenses
are those which are incurred for a short-term basis and expenditures are incurred for a long-term period.

« Definition of Capital Expenditure and Revenue Expenditure

A Capital expenditure or capital expense (capex or CAPEX) is an amount spent to acquire or

significantly improve the capacity or capabilities of a long-term asset such as equipment or buildings.
Usually the cost is recorded in a Balance Sheet account that is reported under the heading of Property,
Plant and Equipment. Capital expenditures are for fixed assets, which are expected to be productive assets
for a long period of time.

The asset's cost (except for the cost of land) will then be allocated to depreciation expense over the useful
life of the asset. The amount of each period's depreciation expense is also credited to the contra-asset
account Accumulated Depreciation.

Examples of Capital Expenditures include the amounts spent to acquire or significantly improve assets

such as land, buildings, equipment, furnishings, fixtures, vehicles. The total amount spent on capital
expenditures during an accounting year is reported under investment activities on the statement of cash
flows.

Capital expenditures contrast with operating expenses (opex), which are ongoing expenses that are inherent

to the operation of the asset. Opex includes items like electricity or cleaning. The difference between opex
and capex may not be immediately obvious for some expenses; for instance, repaving the parking lot may
be thought of inherent to the operation of a shopping mall. The dividing line for items like these is that the
expense is considered capex if the financial benefit of the expenditure extends beyond the current fiscal
year.

A Revenue expenditure is an amount that is spent for an expense that will be matched

immediately with the revenuesreported on the current period's Income Statement.
Examples of revenue expenditures include the amounts spent on repairs and maintenance, selling, general

and administrative expenses.
Capital expenditure + Revenue expenditure =Total expenditure

«» The difference between Capital expenditure end Revenue expenditure

is the Time because Capital expenditure is charged to expense gradually via depreciation, and over long
time and Revenue expenditure are chargedin the current period, and the Consumption a capital expenditure
is assumed to be consumed in the useful life of the related fixed asset and Revenue expenditure is
consumend in a short time.
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Book of original entry

A journal entry is used to record the debit and credit sides of a transaction in the accounting
records. It is used in a double-entry accounting system, where both a debit and a credit are needed to
complete each entry.

The Journal is a book where all the financial transactions are recorded for the first time. When
the transactions are entered in the journal, then they are posted into individual accounts known as Ledger.
The Journal is a subsidiary book, whereas Ledger is a principal book.

Journal called "book of original entry" is the first form of transaction. In the journal, the
accountant debits and credits the right account and record the transaction in the books of accounts for the
very first time using the double entry system. It is important because if it is done wrong, ledger can't be
done right. The format include date, particulars, ledger folio, debit amount Dr (£) and credit amount Cr (£)
In bookkeeping, Balance B/F and Balance C/F are a couple of accounting jargons used while journalizing.
They play a role during totalling and carrying forward of balances from one page of the journal book to the
next one.

Balance B/F — Balance Brought Forward | Balance C/F — Balance Carried Forward
At the end of a journal page the debit and the credit balance is totalled and carried forward to the next page,
this balance pushed forward from the current page to the next page is termed as “Balance C/F” or “Total
C/F” (Carried Forward).

In ledger called "book of second entry", the accountant creates a “T” format and then puts the
journal in the right order, where we use date, particulars and amount in each side. We can say that ledger is
an extension of a journal. But since we create the trial balance, income statement, and balance sheet from
looking at the ledger, the ledger is also so very important. Balancing is mandatory in ledger..

The Finance System is a double-entry accounting system. This means that entries of equal and
opposite amounts are made to the Finance System for each transaction. As a matter of accounting
convention, these equal and opposite entries are referred to as a debit (Dr) entry and a credit (Cr) entry.
Balance B/F & Balance C/F is used in journal books whereas Balance B/D & Balance C/D is used with
ledger accounts.

Hence,

- b/f is followed by c/f

b / f: means anticipated or carried forward from a previous page or column. B / F is the quantity in the
upper part of a column equal to the quantity in the lower part of the same column on the previous page.
The advance balance for a new accounting period is the balance reported for the previous accounting
period.

c / f: carried forward. This does not necessarily mean that the balance is a debt. It only means the balance
of the accounting period to be concluded. The value of debit or credit depends on the side of the account
where the balance is found. "Balance ¢ / f* is usually used as a balancing line to calculate the closing
balance figure.




-b/dis followed by ¢/ d

b / d: means dejected. Normally "b / d" is "Balance b / d" at the top of a T-account. This shows the reduced
amount of a previous period (the balance reported from a previous year), or the initial balance of an
account.

"Balance b / d" can also show the final balance as a line at the bottom of the account.

C / d: means brought down. that is, the balance of an account at the end of an accounting period, which
will be carried forward to become the balance at the beginning of a new period

A thorough accounting system and a well-maintained general ledger allow you to properly assess the
financial health of your company.

P&L statement
A P&L usually has five main components: revenue (sales/turnover), cost of goods sold (COGS),

gross profit (revenue minus COGS), expenses, net profit (gross profit minus expenses)

Formula: Sales — COGS = gross profit — expenses = net profit
The net profit will show whether your business has earned or lost money. It is useful to analyse four key
benchmarks or performance indicators (KPIs).
Gross profit is an indicator of efficiency. The higher the gross profit margin the better, as your business
keeps more from each dollar of sales. If your gross profit margin decreases over time you will need to
determine the reason and take action to address the decline.
The net profit margin is an indicator of how much profit you make (before tax) from every dollar you
spend. A fall in net profit margin generally means you are paying more in expenses, which needs to be
monitored. More profitable businesses generally spend less of their income on expenses.
Shell of a P&L statement:
* Net Sales
* Gross Margin - Selling and Administrative Expenses = Net Operating Profit

* Net Operating Profit + (Other Income - Other Expenses)= Net Profit Before Income Taxes
* Net Profit Before Taxes - Income Taxes = Net Profit (or Net Loss)

And

Net sales = gross sales — (customer discounts, returns, and allowances)

Gross profit = net sales — cost of goods sold (COGS)

Operating profit (EBIT) = gross profit — total operating expenses

Net profit = operating profit — taxes — interest

Net profit = net sales — cost of goods sold — operating expense — taxes — interest

Balance sheet
A balance sheet is a snapshot of what a business owns (assets) and owes (liabilities) at a specific point in
time. A balance sheet is usually completed at the end of a month or financial year and is an indicator of the
financial health of your business.
A balance sheet is in three sections:
assets — including cash, stock, equipment, money owed to business, goodwill
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liabilities — including loans, credit card debts, tax liabilities, money owed to suppliers
owner’s equity — the amount left after liabilities are deducted from assets

Assets and liabilities are divided into current (short-term) and non-current (long-term) as shown below:
Current assets — Items of value that are expected to be consumed or converted into cash within the next 12
months, such as stock that turns over regularly and payments from debtors.

Non-current assets — Items not expected to be consumed or converted into cash within the next 12 months,
such as equipment, vehicles, buildings, and goodwill.

Current liabilities — Items expected to be paid within the next 12 months, such as credit card debts, tax
owed, short-term loans, and stock purchases.

Non-current liabilities — Items not expected to be settled within the next 12 months, such as mortgages on
buildings and long-term loans.

Financial health indicators

P&L and balance sheet can be analysed in more detail to determine key performance indicators (KPIs) as
outlined below:

Analyele il Aoirmiule
Witk leveed of S2les G0 Il medeled B - R R
Braaksvian poind IBEF) COEE + eSS
covar @l mr e s T = = R
5 My BiSingss oparaing profEabyT Gross proft e Goss prodlt = el X 100
MGt Do T MGt prodit + nereenie X 100
Diozes oy Bicsi Fas s it Bioed i
i ' Dhadodt B | Pl 06l 1A Toka liakilifes = sales x 100
Ty ey s ireess s S o
-he.;.;.-.;.-‘-c.:‘.:.‘.-.-‘-- T Dk B enpd by o Tokal labilifes = eouby € 100
Can my business a®ord o pay 1t -
T e Lipuicity rafio Casmert |iakilifes = cument assats x 100
o
How i working capital shoul o ) L s [
rofin i e B inoss o] i CapiEal ol AT, e 500S. & CLUITENE || 20 | I 0Ee
5 My DLSines s eaming & worthwhila ,
o= “_ﬂ_ o= e Rk o e irnsn (FO0H| Mok ol = ey o 100
How QUi ckly iS5 vy SEOCK Buming - e s
" o ':l‘”:__".__‘ . SRy BT Closing shock = COGE K 355
How ey days o0 CLSROMSS Bka .
= ;r;?-r - .- Bocoimts mcadvabla Bocniis recayalle + not sales i 355
How ouickly am | paying invoices T | Accounts payable tmower Accourts payable = puchases X 355
_ COGE + total eNPenSes - Aepneci ation and
UG Yy OIS . LMioer Coninl 7 = MG ES R0
i e S C—— ribanEs ]+ e X 100

Concept of Cost Accounting

The Concept of Cost Accounting it's a method of accounting where include all cost in perform any project,

product and process are analyze. In take better decision, this analysis helps to the management. It is a
science and art. Cost accounting is the processes that can be determine the cost of services and goods.
Recording, analyzing and summarizing are the function which are included in the cost accounting system.
Its main purpose is ascertainment of cost and it can be used in taking the right decision and evaluation of
performance. Cost accountings help to the organization calculation the cost of the various types of goods.



Cost accounting concerned with every unit of cost, service, process, order and job etc. may be applicable,
and involves the production cost, distribution cost and selling cost.

According to Wheldon, "It's the accounting application and methods, techniques and principle of
costing in the cost ascertainment and analysis of enough cost acquire as compare with standard of previous
experience".

Cost accounting feature depend on different areas like records expenditure and income related
the production of services and goods, deals with control of cost, ascertainment of cost and reduction of
cost, give statically data.

Nature of cost accounting

Cost account deals with the cost of control and ascertainment. For the management, it’s the great source of
information in controlling and planning aspect. It helps to the management proper utilization of resource.
There is various different nature of cost accounting which is described below:

Determination of different total cost components:

The main objective is to identify cost per unit to complete our cost determination of work. It is a process of
accumulation, classification and analyzing the cost of product. Total cost includes material, labor and
expenses.

Related with both science and art.:

It is a science because it is an own rules and principle which are follow by every company on regular basis
in the systematic manner. Further cost accounting related with art because using the techniques and
principle that can be solve the problems of business through cost information.

Accounting should have specialized accounting:

It has its own concepts although its function is based on system of double entry. The specialized branches
involve collection related to covers, necessary classifications, recording related to transactions,
apportionment, cost determination and controls related to cost. In the topic of cost accounting specialized
branch of accounting is included

Determination of different total cost components:

It ascertains service and product cost through process of the classification, recording, analysis and
accumulation. The component of cost involves such as labor, expense and material. The main objective is
to identify cost per unit to complete our cost determination of work.

Helps management:

For various management levels, this system of accounting gives important information to the management
which can helps to taking better decision for the business purpose.

Behavior of Cost Accounting

Cost behavior - describes the relationship between total cost and activity level of organization. It is used by
management to identify operation cost and its changes in organization. With the help of mathematical tools
management used to identify cost behavior and there effects on business. It can be shown in three forms as
fixed, variable and missed cost. After the process annual budget manger read the behavior cost and specify
areas where its need to be update.

Fixed cost - It name implies that fixed cost remains unchanged in all operation of business and constant
disregarding of operation level. As there are no new production units produced, fixed cost incurred and
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fixed cost per unit is done in every rise in production (Innes, 1990). Such as change on rent of building rent
there are no any changes in income level of tenant directly.

Variable cost - As it names implies that changes with change in operation level of business as in same
proportion as output change (Innes, 1990). Total variabile cost generate whenever high production is done
and decrease as production being low vice versa such as direct material cost and each commodity.

Mixt cost — Combination of variable and fixed cost but does not change proportionality with output. Such
as cost of delivery has fixed component of depreciation of trucks cost with fuel expense as variable
component (Graves, 1971)

The Purpose of Cost Accounting is to help in in gives timely and area identify where company operated

and the use of accounting is in Business policies and decisions making, Control of cost, Computation of
cost, Reduction of cost and Determination of price for selling goods etc.
As Techniques of Cost Accounting are used Uniform costing, Marginal costing, Standard costing,

Historical costing and Direct costing.
As Method of Cost Accounting, depends on the process of manufacturing and can be Job costing, Contact

costing, Batch costing, Process costing, Unit costing, Operating costing or Multiple costing.

The basic accounting principale and guidelines provide by GAAP for better understanding of

accounting principles are the follows: Economic Entity Assumptions, Time Period Assumtion, Cost
Principle, Full Disclosure Principle, Going Concern Principle and Matching Principle.

CONCLUSION

The above paragraphs bring out essentially broad concepts and conventions that lay
down principles to be followed for accounting of business transaction. While going
through the different topics, students are advised to keep track of concepts applicable for
various accounting treatment. One would have by now understood the importance of
these concepts in preparation of basic financial statements. More clarity will emerge as
one explores the ocean of different business transactions arising out of complex
business situations. The legal and professional requirements also have their say in
deciding the accounting treatment.
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