Vemcdet Wg/ we. &

CUNIT: 2

Accdunting Concepts, Principles and Conventions o/l

INTRODUCTION

Accounting is considered as a language of the business. It measures financial performance and

— - A
position of business. N

For that some predetermined rules and regulations are followed which are called Accounting

Principles, Concepts and Conventions.

f): .’)n\ﬁ
It makes the financial statement reliable, understandable, transparent, r relevant and “True & F.Q.LL
1=~} 192

The following are generally accepted accounting principles (GAAP) :

Separate Entity concept = Q40IH 31 Icf)ctn,
Going concern concept - LI '\,\é) o?»ﬂqd’«ou w»ﬁmn
Money measurement concept . QuP)lu'  Hiw,
Accounting periodicity concept - @oﬂ“&ﬁ 31,9&(\
Matching principle - Qqi44 @."32‘ ]7_\_&_{0‘0 &10)0:)’/)
Accrual concept - g on
Cost Concept - Yl R,
- Conservatism concept / Prudence = le AN /%\Q Eﬁ?lr

‘Consrstency concept -~ \5 ﬂ‘)\m\ _
Materiality concept - A~y

Dual aspect concept ~ Gypgl e/ \ch, 4D
Revenue Recognition / Realisation concept - Qgﬁ\a Ga QN\QG\

Full Disclosure concept - \-ll?% ‘g_éy,;ﬂoﬂ NG e
23 2 e
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1.  Separate Entity Concep ﬂj)"“’“ % -

;u\\ ettt =t Croy

8 ; —
- Itisa fundamental accountmg grmcugal which separa"?es business from its owner.

- Business is an artificial person created by law and owner is a natural person thus, the

transaction between the owners and business are recorded in the separate called owners

capital a/c.

- Owners are considered as creditors of the business upto the extent of capital invested by

them.

Ex : Capital is shown on the liability side of Balance Sheet.

2. Going concern concept :

- There is a fundamental accounting assumptions that business will run forever.

- The financial statement is prepared. taking into consideration infinite life of the

business. <31 o Al

- Assets are broadly classified into 3 parts.

(1) Fixed Assets

C} Scanned with OKEN Scanner



CHAPTER-1 THEORETICAL FRAMEWORK

_—
(2) current Assets " =5 —
(3) Fictitious Assets Qe JaVrser £ N
On the basis of economic life of the asset & infinite Ilfeoftflebus'”ess_ SUN. L 1
Ex : The exp. whlcgan?lvent_hei)em’ﬂt‘foraM;dlum Term are trecited as Fictitious Asset.
3. Money Measurement concept : :
- All the transactions & events which are measurable in ‘5?;#:-“4 units are only
recorded.
- It is assumed that the value of money remains constante/?
- Any extraordinary event having a huge impact on the survivals of the business but if
Not measurable, not entered.
Ex : The change in taste preference, technology are not recorded in the books of
account.
4. Accounting periodicity concept
-~ It is assumed that business is ¢ going concern but to k

now the performance & position
of the busi

ness activities, financial statement is prepared at regular intervals.
- In India, 12 months are con

sidered as workable fraction of time to analyst business
activities.

The Incomes and expenses as well as assets and liabilities emeréed for a specific
period are onl)} recorded.
—_— T Y

- In India, Accou
—_— T RO

- - . \—
nting period starts on April 1 and ends on March 31.

hich belongs to Next accounting year.

Ex : Prepaid Ins. premium is deducted w
—_— - Pedins.p
5. Matching Principle :

- Specially,

should match with the cap—ital expenditure,

i Caplte i
This concep_t_ makes the financial statement réle -
T =Rt reiévant,

Ex : Interest on debentures is d
6. Accrual concept : '
— R

—_——
- The transaction are recorded not only on receipt or payment basis but on-the du-e
basis

The Books of A

o i ina bacie . TT————————————
ceount can be maintained on the following basis -
A, Cash Basis

e et e e e
—_——

; X Mercantile / Accrual Basis.

- - b b

Professionals are only allowed to record the transaction on cash basis, otherwise
I "

Mmercantile system is _nwtory.g?%‘uw\

_ Accrual concept provides q trans

- . . . - ‘—\
saction for fair/view of financial statement.
. \ e e s e .
Ex : O/s rent is added to rent
Concept :

————

: paid during the period.
 Cost -
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.

- As per this concept, assctf are rccordcd at uts hustorical cost of acquisition.

= Cost concept prowdm a nomml hmc to valuo an arqct

N Assets are rccoadcd ata dnf{mom roat at a (mrun»m cost aL a dtr(erent point of time.
r'rmj as a part of of the cost only.

= All the expenses upto its "PUT T0 USE” are alro consid

Ex : Wages paid fm thc cxtcnsion of buuldmg u dcbltcd to bwldmg A/c.

8. Conservatism / Prudence Convention

orded but all the cxpected gains arel
S i

"all the an‘cnmpated probable losses are recor ignored”

is the idea behind this concept.

- There may be understatement of an Asset but not: the overstatement.
vents carefully, cautiously

- In a doubtful situation one has to Yecord Lhe transacuon ore

and prudently. e
Ex : Provision for doubtful debts is maintadined on the debtors.

9. Consistency :
Any method policy or procedure followed by the business should be applied year after

year without making any frequent changes.
- It can be changed if such change is relating into :
financial statement

A. better presentation of

B. To obey government orders.

c. To comply with accounting standards. .
the method should be disclosed along with its effects in the profitability

- Any change in

& position & Business.

ing stock if LIFO method is selected it can’t be changes

Ex : In the valuation of the clos

to FIFO, if such changed is not justified.

10. Materiality :
- The transaction

are recorded on the basis of its relat(ve “Size & Importance”.
ns and not only on

- The preference should be given to the substance of the transactio

the legal form.
The clubbing of transaction das well as sep

arations of transaction is based on the

materiality involved in the transaction.
for office use is considered as an expense & not as an asset

mt involved) & not the form (machine).

Ex - Calculator purchased

taking into account the substance (a

11. Dual Aspect Concept :
- Every transaction has two fold effects i.e, Debit and Credit.

- C +L=A is a formal expression of Dual aspect concept.
outcome of Dual aspect concept.

- Double Entry System of Book keeping is the
The trial balance prepared get agreed (tallied) is because of this concept.

Ex : Capital brought in by the owner.
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(@) increases asset (b) increases liability
12. Realization/Revenue Recognition : N
- The Revenue can be recogmzed only when it is ready to be realized.
- The Incorne“can bﬁc_v_-;;o.;aed when rug—héls‘;e‘celvéd s
- The revenue cannot be recognized when order is received but can be recognized when
order is executed.
Ex : A Building having a cost of 50 lacs & Market Value of 80 lacs, then market value
can be recognized only at tnmg gf#lAlauldatcon (Realization) of the business.
13.

Full Disclosure Concept :

Every Material fact which can affect the mind of the reader should be expressed in the

financial statement. .

Any extraordinary, abnormal & unforcing event should be disclosed along with its

effect on the performance of the business.

Any change in the accounting policy should be shown separately in the financial

statemen:c_r.m “

Ex : Contingent liability shown as a foot note in Balance Sheet.

ltem Descnptlon

1 Accounting (a) "Assumption" refers to the fundamental Premise / Condition
Assumptions | based on which the entire accounting process is carried out. (b) In
Accountihg, there are 3 Fundamental Accounting Assumptions. (c) E
Example: When a person started a particular business, we assume |
that the person started the business for continuing it to earn profits —
and not for closing it.

2 Accounting (a) "Concept' means any idea or nhotion, which has a universal
Concepts avpplication, (b) Accounting Concepts are the basic conditions which
lay down the fouhdation for formulating the accounting principles.
(c) They are clearly defined and supported by reasoning.

3 Accounting (a) Accounting Principles refer to the set of doctrines associated
Principles with the theory and procedures of accounting. (b) They serve as|
an explanation of current practices and as a guide for selection oM ==
conventions or procedures where alternatives exist. (c) Accounting —
policies should be - (i) based on real assumptions, (ii) simple and
easily understandable, (iii) consistently followed, (iv) informational |___
to the Users, and (v) able to reflect future predictions.
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4 | Accounting (a) Accounting Conventions are the general procedures emerging|

Conventions | out of usage and practice of accounting principles. (b) Conventions|
may hot have universal application. (¢) They may contradict the
basic accounting principles. (d) Further, certain conventions may
be changed over a period of time, by Accounting Bodies like ICAl,
for improving the quality of Financial Statements. (e) Example: In
India, pedestrians walk on the left side and the vehicles go on the
right side of the road. This is traditionally accepted practice and | —

—

everybody follows it
Concepts vs conventions: .

(a) Concepts are clearly defined and supported by reasoning while conventions may not be|

clearly defined.
(b) Concepts support the principles whereas Conventions may contradict the principles. [

Note: The above terms Concepts, Principles and Conventions, are sometimes used interchangeably.

In the Exam questions, the students have to give a liberal meaning to the above words.

: Note: List of Accounting Assumptions / Concepts / Conventions
(b) Consistency and (c)

1. Fundamental Accounting Assumptions: Only 3 - (a) Going Concern,

Accrual. (They are also considered as part of Accounting Concepts)

2. Accounting Concepts:

(a) Business Entity (g) Consistency

(b) Money Measurement (h) - Cost

() Accounting Period / Periodicity (i) Realisation

(d) Accrual (j)) Dual Aspect

(e) Matching (k) Full Disclosure

(f) Going Concern () Substance Over Legal Form

Note: Verifiable Objective Evidence Concept stipulates that all accounting transactions must be

recorded based on invoices, correspondence, vouchers and business documents.

3. Accounting Conventions: (a) conservatism (b) Materiality.

1. Fundamental Accounting Assumptions

1. Going Concern:

(a) The enterprise is normally viewed as Going concern, i.e. continuing in operation for the

foreseeable future (endlessly)..

(b) It is assumed that the enterprise has neither the intention nor the necessity of liquidation

or of reducing substantially its level of operations.

(¢) For Example - When we invest in shares of Reliance Company, we nhormally assume that

the company’s operations will be continued. We do not expect the company to be closed.

(d) Exceptioh to Going (:oncern Assumption - Joint Venture (Which is created for specific purpose
/ period) ' t

° .
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(e) Going concern is also cé;msidc;"é;{5;*55'&“(3({}'1(_’ accounting concepts.
* (f)  significance: o

S Thﬁoing Concern Convention is important for valuation of assets and liabilities. g

SIS indicates the need to value the assets based on the future returns that can be
earned from such assets.

S Based on Going Concern Assumption, Historical Cost is used for measuring / valuing
Fixed Assets. If the Going cé-nhc_ahag—sa?{qption becomes inappropriate (i.e. if.the
enterprise cannot béathcfﬁgﬁ—a_s‘_&gc;i‘ﬁg 'cb.héié;ﬁj then assets should be valued at their
Net Realisable Value, i.e. if the business is to be closed, then the assets must be valued
at Market Values and not at—c-:oﬁstj—_

2. Consistency:

(@  Meaning: The accounting erples followed by the entity shall be consistent i.e.
the same, over a period of time. Frequent changes in accounting policies will distort
comparison.

(b)  Example: If one year, a particular payment is treated as expense, then the assumption
is that the subsequent years also it shall be treated only as an expense,

(c) Consistency is also considered as one of the Accounting Concepts.

(d)  Exception: As pev; Consistency Concept, a éhange ih an accounting policy should be
made only -

. If the adoption of a different accounting policy is required by Statute, or
- For compliance with an Accouhtin_g Standard, or
. If it is considered that the change would result in a more appropriate presentation
of the Financial Statements of the enterprise.
3. Accrual:

(a) Revenue and Costs are “acerued”

, i.e. recognized as they are earned or incurred and

recorded in the Financial Statements of the period to which they relate, and not when

money is received or paid.

(b)  For Eg.

If a sale for ¥ 10,000 is made on credit to a person in 2011, but the settlement

is received in 2012. In this case, T 10,000 shall be treated as income in 2011 (in the year

of accrual) and not in 2012. (year of receipt)

() Accrual is also treated as one of the Accounting Concepts,

Disclosure Requirements

If the above assumptions are followed in

preparing accounts

If the above assumptions are not followed |

Separate disclosure is not required, since

their acceptance and use are assumed.

Disclosure is hecessary, specifying that the
ge‘neral accounting assumptions are not
followed.
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students’ Note: Accrual Vs Receipt

«accrual” means "right to receive/obligation to pay money”. #Receipt” means ~Actual

“Mercantile Basis”

(@)

Receipt/Payment of money”
(b) “Accrual Basis” is otherwise called as
(c) Example: B

1 on credit for 60 days. In this case,

Sold to A for X 10,000 oh 01.01.201
actually receive money only on

B has a right to receive money from A but he can
n 01.01.2011, but it is received

02.03.2011 (after 60 days). Hence, X 10,000 has accrued 0
on 02.03.2011. Sales will be recorded on 01.01.2011 and not on 02.03.2011.

2. Accounting Concepts

A. Business Entity
t of its Owners

arate identity and distinct from tha

1. Meaning: The business enterprise is a sep
d the business as such is treated as two different

or Managers. The Owner of the business an

persons.
2. Impact of above concept: All transactions are classified into - (a) Business Transactions, and
corded in the books of accounts of

(b) Personal

the business. OwW

Transactions. Business Transactions are re

ner’s Personal transactions are recorded in his personal pook of account

and not in the books of the business.
3. Example: R , )
(a) , Mr.Aisaowner of a CA firm “M/s A & Co.” The profits arising from M/s A & Co. belong
Mr.A is a different person and M/s A

to Mr.A only. However, for accounting purposes,

& Co. is a different person.

(b)

Accounting will be done only for the transactions in which M/s A & Co is involved and

not for A’s personal transactions

4. Accounting Entity: The entity for which th

e accounting is to be made may be_

Business Undertakings : (a) Business Unit itself(

i.e.Sole Proprietorship Firm, Partnership Firm,

Company or government Undertaking), or (b) a defi

ned part of a business (i.e. a department),

or (c

) a combination of related businesses (i.e. Holding and Subsidiary company) depending

on the User’s needs.

Non-Business Undertakings : Trusts, club, Religious Bodies or Government

5. Impact on A

ccounting: The entity concept has the following impact for accounting -

(a)

Business Viewpoint: All transactions are recorded from the viewpoint of the entity itself

and not from the viewpoint of other parties cuch as Owners, Managers or Customers.

(b)

Owner-Business transactions: This concept leads to Lender - Borrower relationship

petween the business and the owner of the business.

Event From Business’ View : Treatment

owner

invests money in|Itis money borrowed by business from the capital (Note)

owner and hence is a liability
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—‘?rofits of the Business

-

e i te) |
“the business to Drawings (Note) i

Added to capital ——

OWner_\EEEETNT?T&EQ lf|< repayment of loan by
the owner

whatever profits earned b
belong to the owner. Hence,

dered as liability of the business

from business v he business

profits are

also consi
to the owner. R S

PIVETPR yom
similar to profits, losses also belong to the Reduced -
capital

owner. But, losses will reduce the amount

Losses of the Business

due to the owner

from other persons’

Note : The above terms are used to distinguish the owhers loans /repayments

loans /repayment.

(c) Owner Vs Business Transactions :

] The Owner’s Personal transactions are hot recorded in the Books of Accounts of the
Business.
= For eg. If the owner purchases Television for his home, it shall not be recorded in the

books of the business (Reason: This is to find out the true profits and true financial

position of the business. If the owner’s personal-a transactions are combined with

business transactions, then the every purpose of accounts will be lost)

(d) Payments to Owners Vs Payments to Others:

> Payments to outsiders represent the expenses for operating the business. For eg. Rent,

Interest on Loans etc

=] Payments of profits to the owners like dividend etc. are not treated as expenses

(e) The Entity Concept gives meaning to the basic accounting equation - Equity + Liabilities =

Assets.

B. Money Measurement

Meaning: Accounting data must be quantified so that data can be aggregated and hence

summarized. Hence transactions and events should be measured in terms of money.

Transactions are recorded in books of account, in the ruling currency of the country where

the books of accounts are prepared.

Common Unit: A common measuring unit in terms of money helps to - (@) quantify data, and

(b) enable determination of profit / loss and financial position. For example, the Rupee is the

common unit of measurement for economic events and transactions in India. It is the tegal

tender used as the medium of exchange in market transactions.

Justification of Money Measurement :

(@) All transactions should be measured in terms of money.
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(B)  Managerial planning and control must take shape in monetary terms. The profit

objective should be stated in monetary denominations in order to make performance

evaluation meaningful.
(€) It is used for providing financial information to Shareholders, employees and a variety
of other users who -need such information for decision-making.
4. Criticism of Money Measurement:
(@) Value of money erodes over a period of time. Future cash Flows ha

the Present Cash Flows. Hence, money by it self is not a meaningf

ve a lower value than

ul measurement

base.
Example: One kg of Onion in 2010 was 40; But the same one kg of onion in 2011 is 80.

This implies that the real value of money has gone down. However, this is not reflected

in money measurement concept.
(b) Exchange value of a currency (e.g. Rupee) in relation to other currency is not constant

over a time period. Hence, money does not provide a stable measurement yardstick.
the books of accounts just

() Many material transactions and events are hot recorded in

because they cannot be measured in terms of money. For eg. Appointment of new

Chairman for the Company.

5. Impact on Accounting:
(a) As per Money Measurement Concept, only those transaction, which are capable of

being measured in terms of money are recorded in the books of accounts, that too in

the ruling currency of the country, e.g. in Rupees in India, in Dollars in USA, in Pounds

in UK.
(b)  Transactions which are not in monetary terms, even if they affect the results of the

business materially, are not recorded in the book of accounts.

Note : Entity and Money Measurement Concepts dre the basic concepts on which the other

procedural concepts depend.

C. Periodicity or Accounting Period

1. Need: As per the Going Concern Assumption, the enterprise has an indefinite life. However, it
is necessary to sub divide such indefinite period into a smaller time units for (a) measurement
of performance; (b) understanding the financial position of the enterprise and (c) control over

operations. Such smaller and usable time-frame for reporting purposes is called Accounting

Period.

2. Meaning:
(a) Hence, during the life-time of an entity, Financial Statements can be prepared in

periodic intervals of time. The economic life of an enterprise is split into the periodic

interval (being-a financial year).
(b)  As per Periodicity Concept, the Financial Statements should be prepared after every

accounting / financial period, and not at the end of the life of the entity.

CA Foundation
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d by the statute in

mine
b - — alsO/djE[//
4 the accounting Pe"f?f‘ el

prevalent. The length of i - »->:;///,,/"ts’£}z
T 7 accoun
/ﬁfﬂﬂlﬁﬁ‘i/”‘ <o the period for which the
~Financial vear’ " refers . arch of the next year
—

Note: Normally the term
< the period from 15t A

most enterprises. |

ared. It is usually taken a

prep

3. enodlcuty Concept facilitates, ///gd_s

(a) Companson “of Fmancml Statements “t< of different per! ' o proﬁt e
thng treatment for ascertaining :

' the business

in -

of the business,
ing correct result of

(¢) Matching periodic revenues with expenses for gettin

operations. _ |
nses are classified into

4. Expense Classification: Based on the Periodicity Concept, expe

— :
i Treatment for determining profits

= ’hﬁt’u[e_/w/
i benefit, | They are deducted from Income over

(@) |capital 'They create an enduring
their useful in a specifi ied proportxon. ‘

(say, for 7 to 10 years)
] 'Example: Factory Building, | This deduction is otherwise called as !
s'_—

] | Machinery, Motor Car, Land etc. "Deprecuatxon - !
'They are otherwise called as "Fixed | .——
 Assets" : ) :
(b) |Revenue  They result in benefit which is fully ]Theyiare deducted from Income in __
used within one financial period | FULL in the period in which they are
] 3Example. Rent, Repairs, Insurance, incurred.
] 1 Salary etc. They are otherwise called
— | as "Expenses” —
_1(c) |Deferred They take the nature of both revenue They are deducted from Income
Revenue  and capital expenditure. They are|over the periods in which the ‘__
‘revenue expenditure which prowde \ benefits arise.
|
,

\ L

—

' benefits for 3 to 5 years. ,
Nature  Meaning | Treatment for determining profits —

— ;Example Advertisement. It s |

| strictly a revenue expenditure, butl :
as the benefits from advertisement |
== may arise for 3 to 5 years, it |s‘
deferred and treated as revenue m
.3 to 5 years

Tl

Exception: In Joint Venture Accounting, the above classification of Capital and Revenue

Expenditure is not applicable, as the Venture is only for a specific duration, and not on long-term

basis.

NaVkar '”St‘ltu -
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’ : ' D. Accrual Concept
1.

M:eanmg : “Accrual” means recognition of revenue as they are earned and the cost as they

are incurred and not when money is received or paid. This Concept relates to measurement
of income, identifying assets and liabilities.

2. Method : Under Accrual Concept, all transactions and events are recognized on mercantile
- . ; . : he
basis, i.e. as they are earned or incurred, and recorded in the Financial Statements of 17:4
period to which they relate, and not when cash is actually received or paid.
3.

As per Accrual Concept, Profits = Revenue - Expenses

(a) Revenue = Gross Inflow of Cash, Receivables and other consideration arising in the

; i ices
course of ordinary activities of an enterprise from sale of goods, from rendering services,

and from the use by others of enterprise’s resources yielding interest, royalties and
dividends.

(b) Expenses = Cost relating to the operations of an accounting period, or to the revenue
earned during the period, or the benefits of which do not extend beyond that period.
E. Matching

1. _Meaning:

(a) Performance of a business entity is measured with reference to a specific accounting
period. '

(b) Hence, to determine the profits for a particular period, Revenue earned in that period

should be matched the expenses incurred for earning such revenue.
2. Impact of Matching Concept: As per Matching Concept.

Profit for any period = Period Revenue Less Matched Expenses

Periodic Revenue : Income earned Matched Expenses = Expenses attributable to earning

income in that period + Expense relatable to
J, - that period as such

¢ ) ¢

during the period

Sales, Interest, Commission, Dividend Revenue Share of Deferred Share of Cost of Fixed
on shares for the accounting period Revenue Assets
Actual Receipt of income is not criteria {Refer below) (Refer below)

{Refer Point No.3) For Eg. Depreciation
Direct Costs  Fixed Period Costs

“(Refer below)

Notes:
(a)

Direct Costs - Expenses directly related to output / sales of an enterprise, e.g. Materials
Consumed, Labour etc.

®)

Fixed Period Costs - Expenses incurred over the period and not directly relatéd to the goods /

services sold/rendered by the enterprise. It may be difficult to relate such expenditure with
the revenue earned, e.g. Salaries, Office Rent, Insurance Premium etc.
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(o)

Deferred Revenue Expendltur

Development ctc s

(D

.
Fixed Assets - Expcnscs spcnt on ﬂxcd assets

longcr “time f e

a particular pcnod is a matter of judgment.

3.

Nature of Income / Expenses:

Income

Particulars
Inclusions

Sa(e/Serwcc
money hot received.
Outstanding Income / Accrued

Income)

|

for the productlon of goods

depreciation agams
aseey e ee— e

s to be chargad as
rame The cost of assets t

rmdered but ' services recelve
but money not paid
Expenses / Sundry creditors)

t the revenue of

‘Expenses

d/p

———

urchases made |
(outstanding

—
——

PR

Advances received before sale | Advances
/ service is not thcome (In-

come received in advance)

Exclusions

paid before purchases

made / services received (Prepald v
| Expenses/ Expenses paid in advance)

4.

Impact: The Accrual Concept, together with Periodicity and Matching concepts, giv

ive rise to

the recognition of -(a) Prepaid Expenses (b) Outstanding Expenses (¢) Income Receivable and

(d) Income Received in Advance.

F. Cost Com;ept

1.

Meaning: As per Cost Concept, Value of an asset as shown in the Balance Sheet must be its

Historical Cost, i.e. Acquisition Cost. This is the conventionally adopted measurement base

for valuation of assets.

2.

Significance / Merits:

(a)

Historical Cost is objective and free from bias.

(b)

Historical Cost is easier to ascertain than Current Cost, Present Value, etc.

(©)

Historical Cost represents an actual figure / outflow of resources for acquiring the

asset, and does not reflect a hypothetical or notional figure.

3.

Criticism: Historical Cost is criticized on the fblldwing grounds -(a) Historical Cost does

not reflect the true value of the asset, particularly in an inflationary situation.(b) Financial

Statements prepared on the basis of Cost Concept loses comparability.(c) Many assets (like

Human Resources) do not have acquisition costs. Cost Concept fails to recognize such assets.

Note: Duetothe above criticism, other measurement bases like Current Costs, Net Realisable

Value, Present Value, etc. are suggested.

G. Realisation Concpet

1.

Meaning: As per Realisation Concept, An asset is recorded

at its Historical Cost and any

change in its value should only be recognised when it is realized, i.e. at the time of its actual

sale / disposal.

2.

Concept: It emphasises that there is no certainty of income until a sale has been made and

hence increases in value of the asset should hot be taken into account unless it is a:tually

realised.
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Criticism: Ho ma——
] wever, Realisation Concept is criticised by arguing that if the value of an

asset ha
s been Permanently changed, Profit or Loss arising out of such change should be

consider e ; i
dered to reflect true and fair financial position of the enterprise. Otherwise, accounting

will become distorted and meaningless.

Revaluation: So, Fixed Assets may be revalued periodically. However, selective revaluation of

an asset may lead to unrepresentative or misleading amounts being reported in Financial

Statements. Hence, revaluation of assets should be done on a systematic basis. For Example,

all machineries shall be revalued rather than a single machinery.

Fair Value: Thus the Realisation Concept is slowly being replaced by the recognition of assets

at their Fair Market Value (Fair Value Accounting Concept). However Accountants follow

a more conservative path. They try to cover all probable losses but do not ¢

ount probable

gains.

H. Dual Aspect

1

Meaning: The Dual Aspect Concept is the core of double entry book-keeping.

2.

Basis: As per this concept, every transaction or event has two aspects, which have to be

recorded in the books. The amounts of both the aspects are equal.

3.

The possible combinations of the effects of each transaction is as under -

1st Aspect

2nd Aspect

Example

Effect of Transaction

Decrease in

Asset

Increase in

one Asset

another

Purchase of Machine for
340,000 by paying cash.

- Machinery A/c increased by
340,000
+ Cash Alc
340,000.

decreased, by

Increases
Asset

an

Increases a Liability

Purchase of goods for
90,000 on credit

|- stock Alc increased, by X
90,000, &
- Creditors A/c increased by
390,000.

Decreases an

Asset Creditors

Decreases a Liability to

Payment of Cash 20,000

.- Cash A/c decreased, by 20,000
&

. Creditors A/c decrease 20,000.

Increases
one Liability

Liability

Decreases another

6reditors paid from
Bank Overdraft 10,000

- Bank O/D increased by 310,000

+ Creditors Decrease by 310,000

Significance: This concept gives rise to the accounting equation: “CAPITAL + LIABILITIES =

ASSETS”. This equation can take many forms, and some forms are given below -

Capital + Liabilities

Assets

Equity (i.e. Capital) + External Liabilities

Fixed Assets + Current Assets

Equity + Long Term Liabilities + Current Liabilities

Fixed Assets + Current Assets

Equity + Long Term Liabilities

Fixed Assets + (Current Assets -

Current Liabilities):

Equity + Long Term Liabilities

Fixed Assets + Net Working

Capital

Equity

]

Fixed Assets + Net Working
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e
l. Full Disclosure - ovant <hall be

“the events ar : re
T3 Meaning: As per this \sactions Wthh are
Meaning: As per this concept, all the “events and tran T

events ma
disclosed in the Books of Accounts and the Fmancna[ Statements. The

the subsequent Accounting Periods.

the current or
f all relevant events and

Purpose: The users of the Financial Statements must be aware 0

transactions to understand the real position of the business. -
event / transaction

Disclosure: The term “Disclosure” means that a statement describing the
nts as a note

involved) should be added to the financial stateme
7 tries will

(including the amount 1 :
me as accounting. Accounting means Accounting En

therein. (Disclosure is hot sa
a mere statement is given; Journal Entry not passed.)

be passed, whereas in disclosure,

Example: The legal suit filed against a company for violation of copyn:ights shall be discloged

as part of the financial statements, though it cannot be measured accurately.

Exception: The Conventions of Materiality and Conservatism are exceptions to the Concept of

Full Disclosure, due to following reasons:

(a) Materiality Vs Full Disclosure: (Refer Materiality Convention below)

2 As per Full Disclosure, all relevant events and transactions must be disclosed.

S As per Materiality, Accounting Principles to be applied only for MATERIAL events

& transactions and not for all.

(b) Conservatism Vs Full Disclosure: (Refer Conservatism Convention below)

2 As per Full Disclosure, all relevant events and transactions must be disclosed

S As per Conservatism, only those events and transactions which lead to Possible

Losses must be accounted and disclosed. Unrealised profits shall not be accounted

/ disclosed.

J. Substance over Legdal Form

1. Meaning: The accounting treatment presentation in Financial Statements, of transactions
and events, should be governed by their substance and not merely by the legal form.
2. For Example,

(a) Sale of Land & Building without Registration; If the Firm has sold its Land and Building,

received the consideration and handed over the possession to the Buyer, it should be

recorded as Sale of Land and Building. This recognition cannot be postponed for mere

procedural formality pending, e.g. registration of Sale Deed.

(b)  Hire Purchase - Considered as sale: In case of an asset required on Hire Purchase,
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0,000. However, the same goods are to be rcpurchasad in t.hc next year for 2,75,000.

This is not transaction. It
a trading transaction, and effectcvcly reflects d fmancmgw
Should be recorded only as a financing transaction. R
_#___-W_#_ﬁ’_/
3. Accounting Conventions TR SO

A Conservatlsm Convention

1. Meaning:(a) Conservatism or Prudence demands that unreal:sed profits and gains should not

be recognised in accounts. However, provision should be made for all actual and possible losses.

(b) The Accountants should not anticipate income, but should provide all possible losses.

2. Example: Assume that Mr.Z is dealing in two commodities - Pen and pencil. The following

details are given -

_[Quantity in Stock on 31.03.2011 10,000 Nos.  iso00Nos. -
Cost of purchase of above stocks 10/ Pen .5 / pencil B
Market Value of stock on 31.3.2011 8/ Pen g / pencil - B

| Relevant amount for 8 / Pen 5 / Pencil 2

{valuation i - ) ) ]

—Stock Value on 31.03.2011 80,000 * 75,000 - I

—| Treatment Expected Loss to be Unrealized loss notto be i —

— recognised : N

_@soning ' There is a Possible loss of |There is an expected gain of | _

2/Pen, totaling upto 320,000 3/pen, but that will not be |

_L considered as it is not sold

3. Applications of Conservatism Convention:
(a) Choice among different methods ofValuatlon If there is a choice between two methods

of valuing an asset, the Accountant should choose a method which leads to the lesser

value, e.g. Current Assets are valued at Cost or NRV, whichever is lower.

(b) Market Value Vs Book value: If the market value of the fixed assets is greater than the

Book Value of fixed assets, then the difference between Market Value and Book Value

<hall not be recorded in the books of accounts as it is not realized profits.

(c) This concept prohibits Window Dressing. (It means manipulating the financial

statements to make them attractive viz. inflating the profits, suppressing expenses,

treating revenue expenditure as capital expenditure etc. )

(d) Exceptions: Itis considered asan exception to (a) Full Disclosure Concept (b) Cdnsistency

Concept.

4. Advantages: This Concept has led to the following qualitative characteristics of Financial

Statements - (a) Prudence, (b) Neutrality, and (c) Faithful representation of alternative

values
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5.  Disadvantages: gt Iosmy ve quantifled by
(a) Con<crvatlsm us subjectnve as thc amqunt of__fo .vl . ount determined by
Gifferent persons in a_different ‘marner and hence ¢ the loss amount T ———
dnfferent persons may not be the same. . e aY oulc in - @

(b)  If the principle of Conservatism is stretched without res . —d ©
Creation of Secret Reserves, (b) Violation of thfw
Reported Profits being le_ss than Actual Proﬁts B M

© Conservatus;:;;{ é;aaptnon to the doctrme of F full “disclosure (Refer Exception
Full Disclosure)

B. Materiality Convention
1 Meaning: As per Materiality Concept, all items having significant economic effect on the
business should be disclosed in the Financial Statements.
2. Material items refer to the items in the fmancnal statements the knowledge of which might
influence the decisions of the users of Financial Statements.
3. Examples:

(a) Stationery (like Notebooks, Calculator) purchased by the Firm, though not used fully
in the accountmg year purchased is still shown as an expense of that year because of
the Matenal(ty concept. This is ‘because the amount of such Stattonery is very small
to be shown as asset though it constitutes Assets of the Firm.

(b) Payment of penalties/fines for violation of law should be disclosed separately, even if
the amount is negligible. It should not be clubbed together with “Office Expenses” or

o “Miscellaneous Expenses”.
4.

Factors: Materiality depends on the size and nature of the items or errors, judged in the

particular circumstances of its misstatement.

5. Advantage: Materiality provides a threshold or cut-off point for classifying the amounts into
assets or expenses.

6. Exception: This principle is an exception to the full disclosure principle.

7.

Disadvantage: Materiality is more a subjective and a judgmental principle.

Example, 10,000 spent on advertisement may be material for a small firm with sales of 1

Lakh; However, the same amount is not material for a company like reliance.

n’s'i:i't’u;é;:
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MULTIPLE CHOICE QUESTIONS

1. ® All the following items are classified as fundamental accounting assumptions except
(a) Consistency. (b) Business entity.

(c) Going concern. B I

(i) Two primary qualitative characteristics of financial statementsare

(a) Understandability and materiality. -

(b) Relevance and reliability.

(c) Neutrality and understandability.

iating machiner
(iii) Kanika Enterprises follows the written down value method of depreciating V4

year after year due to

(@) Comparability. (b) Convenience.

(c) Consistency - -

. (iv) A purchased a car for X 5,00,000, making a down payment of %1,00,000 and signing

T 4,00,000 bill payable due in 60 days. ‘As a result of this transaction

(a) Total assets increased by % 5,00,000.

(b) Total liabilities increased by % 4,00,000.

(c) Total assets increased by 4, 00,000 with correspondmg increase in liabilities by

% 4,00,000.

(v) Mohan purchased goods for ¥ 15,00,000 and sold 4/5th of the goods amounting

¥18,00,000 and met expenses amounting 32,50,000 during the year, 2022. He counted

net proﬁt as 33,50, 000.
Which of the accounting concept was followed by him?
(a) Entity. (b) Periodicity.

(c) Matching.
(vi) A businessman purchased goods for ?25 00,000 and sold 80% of such goods during the

accounting year ended 31st March, 2022. The market value of the remaining goods

was 4,00,000. He valued the closing Inventory at cost. He violated the concept of

(a) Money measurement. (b) Conservatism.
(c) Cost.
(vii) Capital brought in by the proprietor is an example of

(a) Increase in asset and increase in liability.

(b) Increase in liability and decrease in asset.

(c) Increase in asset and decrease in liability

(viii) During the life-time of an entity, accounting provides financial statements .in

accordance with which basic accounting concept:

(a) Conservatism (b) Matching
(c) Accounting period
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2.
@) Acscts are held in the » pusiness for Wf '
(@) Resale. T (® comversionintocai:
———"(Q Eaming revenve. S I
(i) Revenue from sale of products, |s‘;)'enemlly, refﬂfff‘w
(a) Cashis collected. (b) Saleis made.
(c) Products are manufactured. U
(iii) The concept of conservatism when applied to the balance sheet results in
(a) Understatement of assets. (b) Overstatement of assets.
(¢) Overstatement of capital.
(iv) Decrease in the amount of trade payables results in
(a) Increase in cash.
(b) Decrease in bank over draft account.
(c) Decrease in assets: e
(v) The determination of:expenses for an accounting period is based on the principle of
" (a) Objectivity. (b) Materiality. A
(c) Matching.
(vi) Economic life of an enterprise is split into the peri‘odic interval to measure its
performance is as per
(a) Entity. (b) Matching.
(c) Periodicity.
3. (i) If an individual asset is increased, there will be a corresponding

(a) Increase of another asset or increase of capital.

(b) Decrease of another asset or increase of liability.

(c) Decrease of specific liability or decrease of capital.

(ii)  Purchase of machinery for cash
(a) Decreases total assets. (b) Increases total assets.

(c) Retains total assets unchanged.
(i) Consider the following data pertaining to Alpha Ltd.:

Particulars X
Cost of machinery purchased

on 1st April, 2016 ' 10,00,000
Installation charges 1,00,000
Market value as on 31st March, 2017 12,00,000
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While finalizin
g9 the annual accounfs ufthc company values the machinery at 12,00,000.

Which -
of the following concepts is violated by the Alpha Ltd.?

(@) cost. bshobtnitte ot b
° (b) Matching.

(©) Accrual

Answers

(i)“ b G O G ©@ (v © O @© W) ®
Vi) @ i) © @) @ 20 © @ © iy (@
v © O © o) © 30 O @ @ () @

TRUE AND FALSE

1.  The concept helps in keeping business affairs free from the influence of the personal affairs

of the owner is known as the matching concept.

2. Entity concept means that the enterprise is liable to the owner for capital investment made

by the owner.

d not of revenue and costs as they

3. Accrual means recognition as money is received or paid an

are earned or incurred.
4. The Conservatism Conceptstates that no change should be coun

ted un(ess it has materialized.

5. The concept of consistency implies non- ﬂextbll(ty as not to allow the introduction of

improved method of accounting.
6. The materiality depends only upon the amount of the item and not u

business, nature and level of information, level of the person making the decision etc.

pon the size of the

7. Accrual basis of accounting is the method of recording transact(ons by which revenues and

costs and assets and liabilities are reflected in the accounts in the period in which actual

receipts or actual payments are made.

Answers
1. False: Under matching concept all expenses matched with the revenue of that period should

only be taken into consideration. In the financial statements of the organization if any

revenue is recognized then expenses related to earn that revenue should also be recognized.

True: Since the owner invested capital, he has claim on the profits of'the enterprise.

False: Under accrual concept, the effects of tra_nsactions and other events are recognised

on mercantile basis i.e., when they occur (and not as cash or a cash equivalent is received

or paid) and they are recorded in the accounting records and reported in the financial

statements of the periods to which they relate.

4. False: The Realisation Concept states that no change should be counted unless it has

materialised.

5. False: The concept of consistency does not imply non-flexibility as not to allow the

introduction of improved method of accounting.

6. False: As per materiality principle, all the items having significant economic effect on the

»
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1. Wwrite short notC< OH [ .

0] Fundamcntal accountmg assumptlons

(u) Pcnodncnt Yy conccpt

S

(i) Accountmg conventions.

2. Distmgulsﬁ between:

Q) Money measurement concept and matchmg concept

(i) Going concern and cost concﬁé;_:f R [Sugg.Answers-May 19])
Answers =

1. (i) Fundamental accounting assumptions: There are three fundamental accounting assumptions:

Going Concern; Consistency and Accrual. If nothing has been written about the fundamental!

accounting assumption in the financial statements then it is assumed that they have

already been followed in their preparation of financial statements.

ii) Periodicity concept: According to this concept accounts should be prepared after every period

& not at the end of the life of the entity. For details, refer para 2.5.

(iii) Accounting conventions: Accounting conventions emerge out of accounting practices,

commonly known as accounting principles, adopted by various organizations over a period

of time. For details, refer para 2.4.

2. (i) Distinction between Money measurement conéepts and matching concept

As per Money Measurement concept, only those transactions, which can be measured in

terms of money are recorded. Since money is the medium of exchange and the standard

of economic value, this concept requires that those transactions alone that are capable

of being measured in terms of money be bnly to be recorded in the books of accounts.

Transactions and events that cannot be expressed in terms of money are not recorded in the

business bcoks.

In Matching concept all expenses matched with the revenue of that period should only be

taken into consideration. In the financial statements of the organization if any revenue is

recognized them expenses related to earn that revenue should also be recognized.

(ii) Distinction between Going concern and cost concept

Going Concern Concept

The financial statements are normally prepared on the assumption that an enterprise is a

going concern and will continue in operation for the foreseeable future.

Cost concept

By this concept, the value of an asset is to be determined on the basis of historical cost, in

, -Other words, acquisition cost,
[Navkar Institute:
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