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Chapter – 2

THEORY BASE OF ACCOUNTING

GAAP – In order to ensure uniformity in accounting procedures and methods, certain
accounting principles have been accepted by accountants all over the world.  The rules and
guidelines used in preparing accounting reports are termed as Generally Accepted Accounting
Principles (GAAP).

These principles can be classified into the following categories:

1. Accounting assumptions.
2. Accounting principles.

3. Modifying principles.
4. Accounting standards.

Assumptions /
Concepts Principles Modifying principles Accounting

standards
1. Accounting entity
2. Going concern
3. Money

measurement
4. Accounting

period

1. Revenue realization
2. Verifiability and objectivity
3. Matching principle
4. Full disclosure principle
5. Dual aspect
6. Historical cost

1. Materiality
2. Consistency
3. Conservatism
4. Timeliness
5. Substance over

legality
6. Practice in industries

Issued by
Accounting
Standards
Board

(Indian and
International)

Accounting assumptions or concepts – It refers to necessary assumptions or conditions on
which accounting system is based.

1. Accounting entity concept / Business entity concept – This concept assumes that
the entity of business is different from its owners.  The business is treated as a unit or
entity separate from the person who controls it.

2. Going concern concept – According to this concept, it is assumed that the business
will last for a long time.

3. Money measurement assumption – According to this concept, transactions that can
be measured in terms of money only are recorded in the books of accounts.

4. Accounting period – The period of interval for which accounts are prepared and
presented for ascertaining the financial position of a business is called accounting
period.  For this purpose “Profit and Loss account and Balance sheet is prepared at the
end of the accounting period.  Usually it is one year starting from April 1st and ends at
March 31st every year.

Accounting principles or conventions – These are the guidelines which govern the
accounting techniques.

1. Revenue realization principle – Revenue is the amount which a business earns
through sale of goods or services.  This principle states that revenue is earned or
recognized at the point of sale, when the title of goods passes from the seller to the
buyer (cash or credit).

However, there are certain exceptions to the above rule:
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i. In case of hire purchase sale, the ownership passes to the buyer only when the last
installment is paid.  In this case, sales are presumed (supposed) to have been
made to the extent of installments due, whether paid or not.

ii. In case of contract accounts (eg; government contracts), the full contract price will be
received on completion.  But profit is calculated on the basis of work certified for
each year as per certain accounting norms.

2. Verifiability and objectivity principle – This principle states that the accounting data provided
in the books of accounts should be verifiable and dependable.  The figures shown in the
financial statements should have supportive evidence such as bills, vouchers etc., which
constitute the source documents.  In other words, the financial information should be neutral
and free from bias.

3. Matching principle – This principle states that the expenses incurred should be
matched or compared with revenue generated during the accounting period.   While
matching expenses with income in an accounting period, the same is undertaken under
mercantile system (accrual system of accounting) or cash system of accounting.  In
mercantile system expenses paid and payable (due for payment) and incomes received
and receivable are recorded.  But in cash system, expenses paid and incomes received
alone be recorded.  Therefore, any one of the above method should be adopted in an
organization for recording both expenses and incomes.

4. Full disclosure principle – This principle states that all accounting statements must be
prepared honestly and must contain all relevant material information regarding the
financial position of the business.  Such information should facilitate financial decision
making.

5. Dual aspect principle – This is the basic principle of accounting.  According to this
concept every transaction has two aspects; they are receiving aspect and giving aspect.
The receiving aspect is called debit aspect and giving aspect is called credit aspect.
Thus for every debit there is a corresponding credit.  The system of recording
transactions with dual aspect concepts is called double entry system of accounting.

6. Historical cost principle – This principle assumes that all assets are to be recorded at
the total amount paid to acquire them and this cost is the basis for all subsequent
accounting for those assets. The cost of acquisition includes the cost of purchase of
asset, the expenses incurred for bringing them to the location and the installation
expenses. It does not mean that the assets are always shown at cost, but will be
reduced by the decrease in value which is called depreciation. In other words, the
current market value of those assets will not be recorded in the books.

Modifying principles - The basic assumptions and principles of accounting are meant for
common applications.  However, such principles cannot be applied in all situations and for all
types of business.  This calls for modification of certain principles based on requirements and
the context.  Such principles are modifying principles.

1. Materiality principle – It implies that disclosing of items in financial statements in
accordance with the relative importance they have.  Certain items are materially
relevant while others are not.  An item of fact is considered to be material if it influences
the decision making.  According to this principle, insignificant and immaterial facts need
not be disclosed in detail.  For example, in a manufacturing concern, while recording
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stationary items, no need to show the details of pen, pencil, paper, sharpener etc. in
their books of accounts, while all of them may be shown under the head ‘Stationary’.

2. Consistency Principle – Consistency means continuity or steadiness.  It means that
once an accounting method is adopted, it should not be changed from one accounting
period to another.  If a change is adopted the business enterprise is required to record
the fact as a foot note and to show the impact of such change on financial affairs.  For
example, method of valuation of inventory, method of charging depreciation etc.

3. Prudence or Conservatism principle – This principle states that anticipated profits are
not to be considered but only possible losses, while recording business transactions.
This is the policy of ‘playing safe’. On account of this fact, the inventory is valued at
‘cost or market price, whichever is lower’, and provision for doubtful debt.

4. Timeliness – This principle states that all accounting information should be made
available on proper time, otherwise it loses its decision making value.  The users of
financial statements need timely information, and then only they can make vital
decisions in time. “Information delayed is information denied”.

5. Substance over legality – This principle states that transactions and financial events
are accounted for and presented in accordance with their substance (existence) and
economic reality and not merely their legal form.  Eg: Assets purchased on hire
purchase, ownership is transferred to the buyer only after the last installment, but the
buyer uses this asset as if he is the owner.  This asset is reflected in the books of the
buyer by recording the same at its cash price at the time of down payment.

6. Practice in industries – For the preparation of financial statement the business
enterprises are following certain specific guidelines and practices which are called
GAAP.  Certain industry may sometimes deviate from GAAP because of the peculiarity
of its operations and practice.  Banking companies are governed by Banking Regulation
Act; Insurance companies are governed by Insurance Act.  These Acts give specific
format and guidelines for the preparation of their final accounts.  Banks and Insurance
companies show certain investments at cost price rather than cost or market value
whichever is less.

Systems of Accounting

a. Double entry system – This is a complete, accurate and reliable system of accounting
as it records both the aspects of transactions in the books of accounts.  The principles
of double entry are as follows:
i. There are two aspects for every transaction, namely debit and credit (receiving

aspect and giving aspect).
ii. Both the aspects should be recorded in the books of accounts.
iii. For every debit there must be a corresponding credit and vice versa.

b. Single entry system – It is not a complete system of accounting, under this system, in
some transactions both the aspects may be recorded and for some others, only one
aspect may be recorded.  Thus it is a mixture of double entry, one entry and no entry.
Even though it is an unscientific method of accounting, it is followed by small firms since
it is very simple, convenient and flexible.
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Basis of accounting – On the basis of timing of recognition of revenue and costs, there can
be two approaches to accounting, they are:

i) Cash Basis – in this method, entries in books of accounts are made when cash is
received or paid and not when the receipt or payment becomes due.  E.g., If office
rent for the month of December 2016 is paid in January 2017, it would be recorded
in the books of account only January 2017. This system is incompatible with the
matching principle, which states that costs or expenses of a period are matched with
the revenues of the same period.

ii) Accrual Basis – In this method, costs and revenues are recognized in the period in
which they occur rather than they are paid or received.  This is more appropriate for
the ascertainment of profit or loss as expanses are matched against revenue.

Accounting Standards

Accounting standards are written statements of uniform accounting rules and guidelines or
practices for preparing uniform financial statements.  However, it cannot override the
provisions of applicable laws, customs, usages and business environment in the country.

In response to the long felt need for the standardization of accounting on a global scale, the
International Accounting Standards Committee (IASC) formed in 1973.  ICAI and ICWAI are
the members of IASC.

Accounting Standards in India are formulated and governed by Accounting Standards Board
(ASB) which was set up in 1977 by the Institute of Charted Accountants of India.  This Board is
formed with representatives of ICAI, Company Low boards, Central Board of Direct Taxes,
Controller and Auditor General of India, Securities Exchange Board of India, Banks etc.

International Financial Reporting Standards (IFRS)
IFRSs are globally accepted accounting standards developed by International Accounting
Standard Board (IASB).  It is a set of accounting standards for reporting different types of
business transactions and events in the financial statements. The objective is to facilitate
international comparison for true and fair valuation of business enterprise.

Benefits to convergence of IFRSs

1. Easy access to global capital market.
2. Easy comparison and transparency.
3. True and fair valuation
4. Increased trust and reliance.
5. Eliminates multiple reporting.

*************
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Annexure:1
The ASB has issued 29 Accounting Standards:

1. Disclosure of Accounting Policies – It will be useful to the users of accounting
information for meaningful comparison of financial statements of different enterprise.
Eg: method of charging depreciation.

2. Valuation of Inventories – The financial statements should disclose the policies adopted
in valuation of inventories.  The term inventory includes assets held for sale, semi
finished goods and raw materials used for production.

3. Cash flow statements – This Accounting standard states that how various sources and
applications of funds of an enterprise can be summarized and presented in financial
statements.  (Balance sheet is prepared on this basis and there we can see the sources
of funds on liability side and the application of funds on asset side).

4. Contingencies and events occurring after the Balance Sheet date.
5. Net profit or loss for the period.
6. Depreciation accounting – This accounting standard states that, depreciation should be

charged to all depreciable assets.
7. Accounting for construction contracts.
8. Accounting for Research and Development.
9. Revenue recognition.
10.Accounting for fixed assets.
11.Accounting for the effects of changes in Foreign Exchange rates.
12.Accounting for government grants.
13.Accounting for investments.
14.Accounting for amalgamation.
15.Accounting for retirement benefit in the financial statements of employers.
16.Accounting for borrowing costs which are eligible for capitalization.
17.Segment reporting – enterprises which are having annual turnover more than 50 crores

should give accounting information segment wise on the basis of products, services,
type of customer, geographical area etc.

18.Related party disclosure.
19.Accounting for lease transactions.
20.Accounting for earning per share – it should be calculated by dividing total earnings of

the enterprise by number of shares outstanding.
21.Consolidated financial statements – by a parent company to provide financial

information about the business activities of its subsidiary companies.
22.Accounting for taxes on income.
23.Accounting for investments in subsidiary companies in consolidated financial

statements.
24.Accounting for discontinued operations.
25. Interim financial reporting.
26.Accounting for intangible assets.
27.Financial reporting for joint ventures.
28. Impairment of assets – In case the depreciated book value of an asset is more than the

valuation undertaken independently, then there is a need for charging additional
impairment or loss to that asset.

29.Accounting for provisions, contingent liabilities and contingent assets.

It is to be noted that the above accounting standards are applicable to company form of
business alone and specifically to companies listed in recognized Stock Exchanges.
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