






















34 Accountancy

more reliable as the possibilities of frauds and mis-appropriations are minimised.
The arithmetic inaccuracies in records can mostly be checked by preparing the
trial balance. The system of double entry can be implemented by big as well as
small organisations.

Single entry system is not a complete system of maintaining records of
financial transactions. It does not record two-fold effect of each and every
transaction. Instead of maintaining all the accounts, only personal accounts
and cash book are maintained under this system. In fact, this is not a system
but a lack of system as no uniformity is maintained in the recording of
transactions. For some transactions, only one aspect is recorded, for others,
both the aspects are recorded. The accounts maintained under this system are
incomplete and unsystematic and therefore, not reliable. The system is, however,
followed by small business firms as it is very simple and flexible (you will study
about them in detail later in this book).

2.4 Basis of Accounting

From the point of view the timing of recognition of revenue and costs, there can
be two broad approaches to accounting. These are:

(i) Cash basis; and

(ii) Accrual basis.

Under the cash basis, entries in the book of accounts are made when cash is
received or paid and not when the receipt or payment becomes due. Let us say, for
example, if office rent for the month of December 2014, is paid in January 2015, it
would be recorded in the book of account only in January 2015.

Similarly sale of goods on credit in the month of January 2015 would not be
recorded in January but say in April, when the payment for the same is received.
Thus this system is incompatible with the matching principle, which states that
the revenue of a period is matched with the cost of the same period. Though
simple, this method is inappropriate for most organisations as profit is calculated
as a difference between the receipts and disbursement of money for the given
period rather than on happening of the transactions.

Under the accrual basis, however, revenues and costs are recognised in the
period in which they occur rather when they are paid. A distinction is made
between the receipt of cash and the right to receive cash and payment of cash
and legal obligation to pay cash. Thus, under this system, the monitory effect of
a transaction is taken into account in the period in which they are earned rather
than in the period in which cash is actually received or paid by the enterprise.
This is a more appropriate basis for the calculation of profits as expenses are
matched against revenue earned in relation thereto. For example, raw material
consumed are matched against the cost of goods sold.
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35Theory Base of Accounting

2.5 Accounting Standards

Accounting standards are written policy documents covering the aspects of
recognition, measurement, treatment, presentation and disclosure of accounting
transactions in financial statements. Accounting standard is an authoritative
statement issued by ICAI, a professional body of accounting in our country.
The objective of accounting standard is to bring uniformity in different
accounting policies in order to eliminate non comparability of financial
statements for enhancing reliability of financial statements. Secondly, the
accounting standard provides a set of standard accounting policies, valuation
norms and disclosure requirements. In addition to improving credibility of
accounting data, accounting standard enhances comparability of financial
statements, both intra and inter enterprises. Such comparisons are very effective
and widely used for assessment of firms’ performance by the users of accounting.

Need for Accounting StandardsNeed for Accounting StandardsNeed for Accounting StandardsNeed for Accounting StandardsNeed for Accounting Standards

Accounting extends information to various users of information. Accounting
information can serve the interest of different users only if it possesses uniformity
and full disclosure of relevant information. There can be alternate accounting
treatment and valuation norms which may be used by any business entity.
Accounting standard facilitate the scope of those alternatives which fulfil the
basic qualitative characteristics of true and fair financial statement.

Benefits of Accounting StandardsBenefits of Accounting StandardsBenefits of Accounting StandardsBenefits of Accounting StandardsBenefits of Accounting Standards

1. Accounting standard helps in eliminating variations in accounting
treatment to prepare financial statements.

2. Accounting standard may call for disclosures of certain information which
may not be required by law, but such information might be useful for
general public, investors and creditors.

3. Accounting standard facilitate comparability between financial
statements of inter and intra companies.

Limitations of Accounting StandardsLimitations of Accounting StandardsLimitations of Accounting StandardsLimitations of Accounting StandardsLimitations of Accounting Standards

1. Accounting standard makes choice between different alternate
accounting treatments difficult to apply.

2. It is rigidly followed and fails to extend flexibility in applying accounting
standards.

3. Accounting standard cannot override the statue. The standards are
required to be farmed within the ambit of prevailing status.
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Applicability of Accounting StandardsApplicability of Accounting StandardsApplicability of Accounting StandardsApplicability of Accounting StandardsApplicability of Accounting Standards

Except the purely charitable organisation which does not have any commercial,
industrial and business activity, accounting standard is applicable to:

1. Sole proprietorship unit
2. Partnership firm
3. Societies
4. Trusts
5. Hindu undivided family
6. Association of persons
7. Cooperative societies
8. Companies
9. International Financial Reporting System
10.There have been vast changes in the global economic scenario with the

emergence of globalisation, liberalisation and privatization. The advent
of translational corporations in search of funds in order to sustain their
ongoing operations in addition to fuelling the growth of economy has
resulted in raising capital globally, i.e., cutting across international
boundaries. Since each country has its own set of rules and regulations
for maintaining business records for accounting purposes and financial
reporting, it becomes a cumbersome and complex exercise to comply
with the existing accounting rules and regulations of the country in case
the business enterprise decides to raise its capital needs from foreign
country. In order to make economy more dynamic, competitive and to
boost confidence amongst international analysts and investors, it is
important that the financial statements put forward by the business
organisations across the countries are comparable on similar parameters,
investor friendly, fair, transparent and decisions worthy. In view of this, a
trend towards global convergence of accounting standards is seeking
momentum for international financial reporting.

Need for IFRSNeed for IFRSNeed for IFRSNeed for IFRSNeed for IFRS

1. The important economic decisions are made on the basis of financial
statements. In order to avoid manipulations of figures in the financial
accounts, there is a need for consistent way of deciding which elements
require recognition and measurement and how information is presented
in the financial statements. Hence, IFRS helps to prevent material
manipulation or errors in financial statements.

2. IFRS helps in global harmonisation. Unless accounting activities are
regulated, different countries will apply different set of accounting rules
and regulations are prevalent in each country. This will restrict uniformity
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37Theory Base of Accounting

and comparability of financial statements. Hence, IFRS promotes global
standards for each of business growth.

3. It facilitates global investment. The convergence of financial reporting
and accounting standards is a valuable process that contributes to the
free flow of global investments and achieves substantial benefits for all
capital market stakeholders.

To uniform accounting policies and procedures almost all countries have
agreed to apply IFRS. But the name of this IFRS has been converged as Ind
AS. In substance , Ind AS is not different from IFRS. Ind AS is accounting
standard notified by ministry of corporate affairs and has wide range of
convergence as compared to existing accounting standards.
The list of Ind AS and existing standards for comparative analysis is given
below:

Ind_AS Title

1 Presentation of Financial
Statements

2 Inventories
7 Cash Flow Statements
8 Accounting Policies, Changes

in Accounting Estimates and
Errors

10 Events after the Balance
Sheet Date

11 Construction Contracts
12 Income Taxes
16 Property, Plant and

Equipment
17 Leases
18 Revenue
19 Employee Benefits
20 Accounting for Government

Grants and Disclosure of
Government Assistance

21 The Effects of Changes in
Foreign Exchange Rates

23 Borrowing Costs
24 Related Party Disclosures

AS Title
1 Disclosure of accounting

policies
—- Framework for preparation

and presentation of financial
statements

2 Valuation of inventories
3 Cash flow statements
5 Net profit or loss for the period,

prior period items and changes
in accounting policies

4 Contingencies and events
occurring after the balance
sheet date

7 Construction contracts
22 Accounting for taxes on income
10 Accounting for fixed assets
6 Depreciation accounting
19 Leases
9 Revenue recognition
15 Employee Benefits
12 Accounting for government

grants

11 The effects of changes in
foreign exchange rates

16 Borrowing Costs
18 Related Party Disclosures
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27 Consolidated and Separate
Financial Statements

28 Investments in Associates

29 Financial Reporting in
Hyperinflationary Economics

31 Interests in Joint Ventures

32 Financial Instruments:
Presentation

33 Earnings Per Share
34 Interim Financial Reporting
36 Impairment of assets
37 Provisions, contingent

liabilities and contingent
assets

38 Intangible assets
39 Financial instruments:

Recognition and
measurement

40 Investment property
101 First time adoption of

international financial
reporting standards

102 Share-based payments

103 Business combinations
104 Insurance Contracts
105 Non-current Assets held for

Sale and Discontinued
Operations

106 Exploration for and
Evaluation of Mineral
Resources

107 Financial Instruments:
Disclosures

108 Operating Segments

21 Consolidated Financial
Statements

23 Accounting for Investment in
Associates in CFS

—-

27 Financial reporting of interest
in joint venture

31 Financial instrument:
Presentation

20 Earnings Per Share
25 Interim Financial reporting
28 Impairment of Asset
29 Provisions, contingent

liabilities and contingent assets

30 Intangible assets
13 Financial instruments:

Recognition and measurement

13 Accounting for investments
13 Accounting for investments
---

--- G.N. on employee share based
payment

14 Accounting for amalgamations
—-
24 Discontinuing Operation
—-

---

32 Financial Instrument :
Disclosure

17 Segment Reporting
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Goods and Services Tax
(One Country One Tex)

GST is a destination based tax on consumption of goods and services. It is
proposed to be levied at all stages right from manufacture up to final
consumption with credit of taxes paid at previous stages available as setoff.  In
a nutshell, only value addition will be taxed and burden of tax is to be borne by
the final consumer. The concept of destination based tax on consumption implies
has the tax would accrue to the taxing authority which has jurisdiction over
the place of consumption which is also termed as place of supply.

GST has a dual aspect with the Centre and States simultaneously levying
on a common tax base. There are three main components of GST which are
CGST, SGST, CGST means Central Goods and Services Tax. Taxes collected
under CGST will constitute the revenues of the Central Government . The present
central taxes like central excise duty, additional  excise duty, special excise
duty, central sales tax etc., will be subsumed under CGST. SGST means State
Good and Services Tax. A collection of SGST is the revenue of the State
Government. With GST all state taxes like VAT, entertainment tax, luxury tax,
entry tax etc, will be merged with GST. For example, Ramesh a dealer in Punjab
sell goods to Seema in Punjab worth ` 10,000. If the GST rate is 18%, i.e., 9%
CGST and 9% SGST, ` 900 will go to Central Government and 900 will go to
Punjab Government.

IGST means Integrated Goods and Services Tax. Revenue collected under
IGST is divided between Central and State Government as per the rates specified
by the Government. IGST is charged on transfer of goods and services from one
state to another. Import of goods and services are also covered under IGST. For
example, if the goods are transferred from Madhya Pradesh to Rajasthan then
this transaction will attract IGST. Lets extend the above example to understand
SGST. If Ramesh in Madhya Pradesh sell goods to Anand in Rajasthan worth
` 1,000,000. Applicable GST late is 18% i.e., 9% CGST and 9% SGST. In this
case, the dealer will charge 18,000 as IGST and will go the Central Government.

India is a federal country where both the Centre and the States
have been assigned the powers to levy and collect taxes through
appropriate legislation. Both the levels of government have distinct
responsibilities to perform according to the division of powers
prescribed in the Constitution for which they need to rise
resources. A dual GST will, therefore, be in keeping with the
Constitutional requirement of fiscal federalism. Hence, Centre will
levy and administer CGST & IGST while respective states will
levy and administer SGST. The Constitution of India has been

amended for this purpose.
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Characteristics of Goods and Services Tax

1. GST is a common law and procedure throughout the country under
single administration.

2. GST is a destination based tax and levied at a single point at the time of
consumption of goods and services by the end consumer.

3. GST is a comprehensive levy and collection on both goods and services
at the same rate with benefit of input tax credit or subtraction of value.

4. Minimum number of rates of tax does not exceed two.
5. There is no scope for levy of cess, resale tax, additional tax, turnover tax

etc.
6. There is no multiple levy of tax on goods and services, such as sales tax,

entry tax, octroi, entertainment tax or luxury tax etc.

Do it yourself

State how the GST rates will be applicable if CGST is 9%, SGST is 9% and
IGST 18% in each of the following situations:

1. Goods worth ̀  10,000 is sold by a Manufacturer 1 in Maharashtra to a
Dealer A in Maharastra.

2. Dealer A sell goods worth ` 25,000 to Dealer B in Gujarat.
3. Dealer B sell goods to Sunita in Gujarat worth ` 30,000.
4. Sunita sell goods to Ravindra in Rajasthan worth ̀  65,000.

2021-22



41Theory Base of Accounting

Advantages

1. Introduction of GST has resulted in the abolition of multiple types of
taxes in goods and services.

2. GST widens the tax base and increased revenue to Centre and State
thereby reducing administrative cost for the Government.

3. GST has reduced compliance cost and increases voluntary compliance.
4. GST has affected rates of tax to the maximum of two floor rates.
5. GST has removed the cascading effect on taxation.
6. GST will result in enhancing manufacturing and distribution system

affecting the cost of production of goods and services and consequently
the demand and production of goods and services will increase.

7. It will eventually promote economic efficiency and sustainable long term
economic growth as GST is neutral to business processes, business
models, organisational structure and geographical location.

8. GST would help to extend competitive edge in international market for
goods and services produced in the country leading to increased exports.

GST

Intra-State
Movement

Inter-State
Movement

CGST SGST

IGST

GST levied by the
Centre

GST levied by the
State

GST levied by the Centre
and States Concurrently

Key Terms Introduced in the ChapterKey Terms Introduced in the ChapterKey Terms Introduced in the ChapterKey Terms Introduced in the ChapterKey Terms Introduced in the Chapter

• Cost

• Matching

• Materiality

• Objectivity

• Consistency
• Dual aspect

• Conservatism(Prudence)

• Going concern

• Comparibility

• Full discloser

• Generally accepted

• Revenue Relisation
• Operating guidelines

• Accounting period

• Money measurement

• Accounting concept

• Accounting Principles (GAAP)

• GAAP
• GST
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Summary with Reference to Learning ObjectivesSummary with Reference to Learning ObjectivesSummary with Reference to Learning ObjectivesSummary with Reference to Learning ObjectivesSummary with Reference to Learning Objectives

1. Generally Accepted Accounting Principles (GAAP): Generally Accepted Accounting
principles refer to the rules or guidelines adopted for recording and reporting of business
transactions in order to bring uniformity in the preparation and presentation of
financial statements. These principles are also referred to as concepts and conventions.
From the practicality view point, the various terms such as principles, postulates,
conventions modifying principles, assumptions, etc. have been used interchangeably
and are referred to as basic accounting concepts, in the present book.

2. Basic Accounting Concepts: The basic accounting concepts are referred to as the
fundamental ideas or basic assumptions underlying the theory and practice of financial
accounting and are broad working rules of accounting activities.

3. Business Entity:     This concept assumes that business has distinct and separate entity
from its owners. Thus, for the purpose of accounting, business and its owners are to
be treated as two separate entities.

4. Money Measurement: The concept of money measurement states that only those transactions
and happenings in an organisation, which can be expressed in terms of money are to be

recorded in the book of accounts. Also, the records of the transactions are to be kept not in
the physical units but in the monetary units.

5. Going Concern: The concept of going concern assumes that a business firm would
continue to carry out its operations indefinitely (for a fairly long period of time) and
would not be liquidated in the near future.

6. Accounting Period: Accounting period refers to the span of time at the end of which
the financial statements of an enterprise are prepared to know whether it has earned

profits or incurred losses during that period and what exactly is the position of its
assets and liabilities, at the end of that period.

7. Cost Concept: The cost concept requires that all assets are recorded in the book of
accounts at their cost price, which includes cost of acquisition, transportation,

installation and making the asset ready for the use.
8. Dual Aspect: This concept states that every transaction has a dual or two-fold effect

on various accounts and should therefore be recorded at two places. The duality

principle is commonly expressed in terms of fundamental accounting equation, which
is:

Assets  =  Liabilities + Capital

9. Revenue Recognition: Revenue is the gross in-flow of cash arising from the sale of
goods and services by an enterprise and use by others of the enterprise resources

yielding interest royalities and divididends. The concept of revenue recognition requires
that the revenue for a business transaction should be considered realised when a

legal right to receive it arises.
10. Matching: The concept of matching emphasises that expenses incurred  in an accounting

period should be matched with revenues during that period. It follows from this that
the revenue and expenses incurred to earn these revenue must belong to the same
accounting period.

11. Full Disclosure: This concept requires that all material and relevant  facts concerning

financial performance of an enterprise must be fully and completely disclosed in the
financial statements and their accompanying  footnotes.

12. Consistency: This concepts states that accounting policies and practices followed by
enterprises should be uniform and consistent one the period of time so that results
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are composable. Comparability results when the same accounting principles are

consistently being applied by different enterprises for the period under comparison, or
the same firm for a number of periods.

13. Conservatism: This concept requires that business transactions should be recorded
in such a manner that profits are not overstated. All anticipated losses should be

accounted for but all unrealised gains should be ignored.

14. Materiality: This concept states that accounting should focus on material facts. If the

item is likely to influence the decision of a reasonably prudent investor or creditor, it
should be regarded as material, and shown in the financial statements.

15. Objectivity: According to this concept, accounting transactions should be recorded in
the manner so that it is free from the bias of accountants and others.

16. Systems of Accounting: There are two systems of recording business transactions, viz.

double entry system and single entry system. Under double entry system every
transaction has two-fold effects where as single entry system is known as incomplete
records.

17. Basis of Accounting: The two broad approach of accounting are cash basis and accrual

basis. Under cash basis transactions are recorded only when cash are received or
paid. Whereas under accrual basis, revenues or costs are recognises when they occur
rather than when they are paid.

18. Accounting Standards: Accounting standards are written statements of uniform

accounting rules and guidelines in practice for preparing the uniform and consistent
financial statements. These standards cannot over ride the provisions of applicable
laws, customs, usages and business environment in the country.

19. GST is a destination tax on the consumption of goods and services levied at all stages
right from manufacturing up to the final consumption with credit of taxes paid at
previous stages.

Questions for PracticeQuestions for PracticeQuestions for PracticeQuestions for PracticeQuestions for Practice

Short Answers

1. Why is it necessary for accountants to assume that business entity will remain a
going concern?

2. When should revenue be recognised? Are there exceptions to the general rule?

3. What is the basic accounting equation?

4. The realisation concept determines when goods sent on credit to customers are to be
included in the sales figure for the purpose of computing the profit or loss for the
accounting period. Which of the following tends to be used in practice to determine
when to include a transaction in the sales figure for the period. When the goods have
been:

a. dispatched b. invoiced c. delivered d. paid for
Give reasons for your answer.

5. Complete the following worksheet:
(i) If a firm believes that some of its debtors may ‘default’, it should act on this by

making sure that all possible losses are recorded in the books. This is an example
of the ___________ concept.

(ii) The fact that a business is separate and distinguishable from its owner is best
exemplified by the ___________ concept.
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(iii) Everything a firm owns, it also owns out to somebody. This co-incidence is
explained by the ___________ concept.

(iv) The ___________ concept states that if straight line method of depreciation is
used in one year, then it should also be used in the next year.

(v) A firm may hold stock which is heavily in demand. Consequently, the market
value of this stock may be increased. Normal accounting procedure is to ignore
this because of the ___________.

(vi) If a firm receives an order for goods, it would not be included in the sales figure
owing to the ___________.

(vii) The management of a firm is remarkably incompetent, but the  firms accountants
can not take this into account while preparing book of accounts because of
___________ concept.

Long Answers

1. ‘The accounting concepts and accounting standards are generally referred to as the
essence of financial accounting’. Comment.

2. Why is it important to adopt a consistent basis for the preparation of financial
statements? Explain.

3. Discuss the concept-based on the premise ‘do not anticipate profits but provide for
all losses’.

4. What is matching concept? Why should a business concern follow this concept?
Discuss.

5. What is the money measurement concept? Which one factor can make it difficult to
compare the monetary values of one year with the monetary values of another year?

Activity 1

Ruchica’s father is the sole proprietor of ‘Friends Gifts’, a firm engaged in the sale of gift
items. In the process of preparing financial statements, the accountant of the firm
Mr. Goyal fell ill and had to proceed on leave. Ruchica’s father was urgently in need of the
statements as these had to be submitted to the bank, in pursuance of a loan of ` 5 lakh
applied for the expansion of the business of the firm. Ruchica who is studying Accounting
in her school, volunteered to complete the work. On scrutinising the accounts, the banker
found that the value of building bought a few years back for ` 7 lakh has been shown in
the books at ` 20 lakh, which is its present market value. Similarly, as compared to the
last year, the method of valuation of stock was changed, resulting in value of goods to be
about 15 per cent higher. Also, the whole amount of ̀  70,000 spent on purchase of personal
computer (expected life 5 years) during the year had been charged to the profits of the
current year. The banker did not rely on the financial data provided by Ruchica. Advise
Ruchica for the mistakes committed by her in the preparation of financial statements in
the context of basic concepts in accounting.

Activity 2

A customer has filed a suit against a trader who has supplied poor quality goods to him. It
is known that the court judgment will be in favour of the customer and the trader will be
required to pay the damages. However, the amount of legal damages is not known with
certainity. The accounting year has already been ended and the books are now finalised to
ascertain true profit or loss. The accountant of the trader has advised him not to consider
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the expected loss on account of payment of legal damages because the amount is
not certain and the final judgment of the court is not yet out. Do you think the
accountant is right in his approach.

Checklist to Test Your UnderstandingChecklist to Test Your UnderstandingChecklist to Test Your UnderstandingChecklist to Test Your UnderstandingChecklist to Test Your Understanding

Test Your Understanding - I

1. (c) 2. (d) 3. (a) 4. (b)

Test Your Understanding - II

1. Matching 2. Conservatism 3. Revenue Realisation

4. Consistency 5. Objectivity
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