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Chapter – 1

INTRODUCTION TO ACCOUNTING

Meaning & Definition of Accounting

Accounting is an information system which receives data inputs, process the same and give its
output in the form of information which is useful for decision making.

American Institute of Certified Public Accountants (AICPA) defines “accounting is an art of
recording, 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
results thereof.”

Thus accounting is the art of recording, classifying, summarizing, analyzing and
interpreting the financial transactions and communicating the results to the interested
persons.

Functions of Accounting

1. Recording – It is concerned with the recording of business transactions of financial
character in an orderly manner.  Recording is done in a book called “Journal”.

2. Classifying – Classification is the systematic analysis of the recorded data with a view
to bring similar items in one place.  It is done with the help of a book called “Ledger” by
showing each item under one page called “Account”.

3. Summarising – This is a process of presenting the classified data in an understandable
and useful manner to the internal and external users. This involves the preparation of
Trial Balance, Income Statement (Profit and Loss Account) and the Balance Sheet.

4. Deals with financial transactions – It records only those transactions which are in
terms of money.

5. Analyses and interprets - The recorded data are analysed and interpreted in a way
that the users can make a meaningful judgment about the financial position and
operational results of the business.

6. Communicates – After proper analysis and interpretation, the accounting information is
to be communicated in a proper form to the proper persons.  It may be in the form of
accounting ratios, graphs, diagrams, funds flow statement, profit and loss account,
balance sheet etc.

Features of Accounting

1. Economic events – It means the business transactions. It may be external or internal:
a. External event - Transfer of something of value between two or more entities.

Examples: Payment of wages to employees,  Purchase of goods from a supplier,
Sale of goods to a customer, Receipt of income by way of commission etc.

b. Internal event – It is an economic event takes place within the organization.
Examples: Issue of raw materials from stores to production department, Supply of
stationery items to the office, Return of raw materials from production department to
stores etc.

2. Identification, measurement, recording and communication
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a. Identification – It involves the identification of events that are to be recorded in the
books. It implies observing and selecting the events that may be recorded.

b. Measurement - Transactions that can be measured in terms of money are only
recorded.  Eg., Sale of goods, Purchase of goods, Purchase of Machinery etc.

c. Recording – After identification and measurement of economic events, they are
recorded in a chronological order.

d. Communication – After the above three stages, the accounting information has to
be communicated in a proper form to the management or other users in the form of
reports like profit and loss account, balance sheet etc.

3. Organisation – It means an entity that stands for performing business activities either
profit or non profit motive.  It can be a sole proprietorship, partnership, co-operative
society, company etc.

4. Interested users of Accounting Information
a) Investors – They are the suppliers of finance and in their capacity as owners, would

like to know how their funds were utilized, operating results of the firm, its financial
position, risk involved etc.  This information may be given in the form of financial
reports such as profit and loss account and the balance sheet.

b) Lenders – It consists of banks and other individuals and institutions who have
supplied funds to the business.  They are interested to know the financial stability of
the business in order to ensure the repaying capacity of the firm.

c) Management – Accounting information is very essential for managerial functions
like planning and controlling the operations of business.  Financial reports give vital
information on utilization of funds and financial health which helps in planning for the
future and controlling current expenses.

d) Employees – They are interest in getting their salary, welfare measures, bonus etc.
which are all related to financial performance of the business.

e) Suppliers – Accounting information helps the suppliers to take decisions on how
much to supply, at what rate and under what terms and conditions such as credit or
cash etc.

f) Customers – They look into financial reports in order to ensure the ability of the firm
to service the products, comply with warranties, meet agreements etc.

g) Government and regulatory agencies – Government require information to
regulate business practices, implement policies, charge appropriate taxes etc.
Government and its agencies seek accounting information for compilation of
statistics on India’s industrial growth.

h) Security analysts and advisers – Based on the information they get, they advise
potential investors of the creditworthiness of the firm and the rating of its securities.

Objectives of Accounting

1. To maintain business records – Business managers cannot remember every
transaction or event that has taken place in their business, hence it is to be recorded,
which will be helpful in taking decisions and to find out errors if any in future.

2. Ascertainment of profit or loss – Accounting helps in ascertaining profit or loss to the
enterprise by preparing a profit and loss account.

3. Ascertainment of financial position – It implied the financial strength of the business
in term of assets and liabilities and it is revealed by preparing a balance sheet.
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4. Providing information to users – The accounting information obtained from records
should be communicated to interested parties like owners, creditors, bankers,
government, employees etc.

Types of accounting information (Branches of Accounting)

1. Financial Accounting – It is the original form of accounting, which is used to find out
the results of operations (success or failure) and to provide information about the
financial position (soundness or weakness) of the business. It is relates to the past
period and is expressed in monetary terms.

2. Management Accounting – It is concerned with accounting information that is useful to
management for decision making. Unlike financial accounting, which produces annual
reports mainly for external users, management accounting generates weekly or monthly
reports for an organisation’s internal users such as departmental managers, chief
executive officers etc.  It may include the reports of available cash, monthly sales,
amount of orders in hand, state of accounts payable and receivables, stock of raw
materials etc.

3. Cost Accounting – It is the process of accounting for cost, by which costs of products
or services are ascertained and controlled.

Qualitative characteristics of accounting information – In order to ensure the objectivity in
reporting and validity in the system, accounting information must possess certain qualitative
characteristics as shown below:-

1. Reliability – Accounting information is considered to be reliable if it is free from bias
and faithfully represents the facts.

2. Relevance – The information to be
relevant, it must be available in
time.

3. Understandability – It must be
understood by those to whom it is
communicated.

4. Comparability – It means that the
accounting reports should be
comparable with other firms to
identify similarities or differences.
To achieve this, the period, the
format, unit of measurement etc.
should be the same.

Book keeping and Accounting

Book keeping is the recording of financial transactions in a set of books in an orderly manner
and it is a part of accounting process.  A book keeper brings the books to the trial balance
stage and the accountant may prepare the income statement and balance sheet using the trial
balance and ledgers prepared by the book keeper.
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Differences between book keeping and accounting

Book keeping Accounting
1. Mere recording of transactions in a set

of books.
2. Just maintains information about a

business in books of accounts.
3. Clerical and repetitive in nature.

4. Performed by account clerks.

1. Deals with preparation, analysis and
interpretation of financial statements.

2. It begins where book keeping ends.

3. Complex in nature and require special
knowledge and skill.

4. Carried out by qualified accountants.

Advantages of Accounting

1. Provides quantitative information – Accounting helps in gathering quantitative
information on profit or loss, expenses incurred, revenue earned etc. in monitory terms.

2. Helps in ascertaining financial position of the business, ie; total assets owned and
liabilities owed.

3. Systematic recording of data is possible which can be used for future reference.
4. Acts as an information system to the users of such information.
5. Beneficial to different interested users of accounting information.

Limitations of Accounting

1. It records only monitory transactions - Qualitative aspects are not recorded.
Examples: Managerial skill, service of experts etc.

2. Accounting is a post mortem survey - It records only the transactions that have
already taken place.  So that there is no scope for ascertainment of future expenditure.

3. Effect of price level changes is not considered – Transactions are always recorded in
the books at cost price and not at market price.

Basic Accounting Terms

1. Business Transactions – The dealing of a businessman with an external party which
can be expressed in monitory terms is called business transactions.  In other words, all
economic events in a business organization is known as transactions.

2. Revenue or income – It represents the amount a business earns through the sale of its
products or providing services to customers.  It also includes earnings like interest
received, dividend received, rent received, commission received, discount received etc.

3. Expenses – It represents the amount spent to earn revenue.  Eg; rent, wages, salaries
etc.

4. Expenditure – It represents the amount consumed for the acquisition of assets, the
benefit from which is derived over a period which extends beyond the accounting year.
It is long term in nature.
a. Capital expenditure – Expenditure which has been incurred to derive long term

advantage for the business is capital expenditure.  Expenses incurred for acquisition
of assets or for increasing the earning capacity of the business and for raising long
term capital are the examples.
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b. Revenue Expenditure – If the benefit of an item of expense expires within one year,
it is called revenue expenditure (expenses).  Usually it is incurred to maintain the
business or to keep the assets in good working condition.  Payment of salaries,
wages, rent, telephone charges, depreciation of fixed assets etc. fall under this
category.

5. Loss – It is the excess of expenses over revenue in an accounting year and represents
reduction in owners’ equity or capital investment.

6. Profit – It is the excess of revenue over expenses in an accounting year and represents
increase in capital.

7. Drawings – It represents the amount of cash or other assets withdrawn by the owner
for his personal use.

8. Assets – These are the material things or properties of the business including the
amounts due from others.

a. Fixed assets – Assets which are acquired for a long period for carrying on the
business are called fixed assets.  They help in generation of income and not
meant for resale.  Eg: Land and Buildings, Plant and machinery etc.
i) Tangible assets – Assets having definite shape and physical existence are

called tangible assets.
ii) Intangible assets – Assets having no physical existence but are represented

by rights in certain things.
iii) Wasting assets – Assets which get exhausted to the extent of extraction are

called wasting assets.
iv) Fictitious assets – Assets which have no real value but are shown in the

books of accounts only for convenience or for technical reasons.
b. Current assets – Assets which are held for a short period  are called current

assets.  These assets are acquired for converting them into cash or consuming
them during the operating cycle (one year) of the business.  Eg: Cash,

ASSETS

Current Assets (Short term assets)
Debtors, closing stock, short term investment,

Cash in hand, Cash at Bank etc.
Fixed Assets (Long term assets)

Physical or Tangible
Assets

Land & Building, Furniture,
Machinery, Computer etc.

Intangible Assets
Goodwill

Patent
Trademark etc.

Wasting Assets
Mines

Quarries
Oil fields etc.

Fictitious Assets
Preliminary expenses,
Discount on issue of
shares, heavy advt.

charges etc.
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inventories (stock of raw materials, work in progress and finished goods),
debtors, bills receivable, etc.  These are also called Floating or Circulating
assets.

9. Liabilities – Liabilities are the obligations which an enterprise owes.  It represents the
amount payable by the business in future.  It may be long term and short term. Long
term liabilities (fixed liabilities) are payable after the period of one year, for example,
mortgage loans. Short term liabilities (current liabilities) are payable within one
year, for example, creditors.

10.Capital – It is the investment made by the owners for use in the business.  It is also
called owner’s equity.

11.Goods – It refers to commodities, products, articles or things in which a trader deals.
They refer to commodities which are purchased and are meant for resale.  For a
stationary merchant, stationary articles like pen, pencil books etc. are his goods; for a
furniture dealer, furniture items like tables, chairs etc. are his goods.  They also include
commodities purchased for manufacture and sale.  In accounting they are called by
different name, such as purchases, sales, purchases returns, sales returns and stock.

12.Sales – It represents total revenue earned by a business through sale of goods or
services to customers.  It includes cash sales and credit sales.

13.Purchases – It is an expense incurred for procurement of goods in a business.  It
includes both cash purchase and credit purchase.

14.Stock – It represents the unsold goods at the end of accounting year.  It includes
unsold goods, raw materials, semi finished goods etc.  Stock is also called inventory.
Inventory at the end of the accounting year is called closing stock, while the same at
the beginning of the year is called opening stock.

15.Debtors / Accounts receivable – A debtor is a person who owes money to the
business as he has received some benefit from the business.  The amounts due from
different persons are totaled on the close of the accounting period and are shown under
the heading Sundry Debtors or Accounts Receivable on the asset side of the
balance sheet.

16.Creditors / Accounts payable – A creditor is a person to whom the business owes
money as he has given some benefit to the business.  The amounts due to various
persons are totaled on the close of the accounting period and are shown under the
head Sundry Creditors or Accounts Payable on the liability side of the balance sheet.
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