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The first two editions of this Accounting for Management were extremely successful and well received
by professors and students. Since the last edition of this book was published, I have received numerous
email messages and letters from readers commenting on the book and suggesting how it could be
improved. I have also my own ideas based on own experiences.  With the help of all this information, I
have thoroughly revised the book. The entire portion of basic financial accounting has been completely
revised and the number of chapters in this portion has increased from seven to nine. This has resulted in
total number of chapters in the book from twenty three to twenty five. Other   obvious changes in this
edition are revision of certain portions of other chapters, adding new latest concepts and questions and
also deleting certain portions, making typing corrections, etc. Every effort has been made to make the
book more useful to all readers. Professors who are using this book for preparing their lectures should find
the revised edition more useful and acceptable.

I have greatly profited from the comments and thoughtful suggestions of many professors, students
and friends. I feel extraordinarily grateful to all those who have provided me with ideas for improving the
subject matter of this book.

I feel grateful to Himalaya Publishing  House  for cooperation and bringing out this new edition in a
beautiful get up.

M N Arora
E mail: aroramn59@yahoo.co.in
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Accounting has been important throughout history and in all forms of economic structures. It continues to
evolve and respond to changes in informational needs of its users. Basically, there are two types of users of
accounting information – external users and internal users. Though financial accounting information is
primarily focused for external users, whereas cost accounting and management accounting are meant only for
internal users i.e. management, yet financial accounting information is also used by internal users. This is
because the management needs all types of accounting information for efficiently performing its functions of
planning, controlling and decision making. The present volume is designed to meet the need of management
for knowledge of accounting.

Managers and potential managers should have thorough understanding of all types of accounting i.e.
financial accounting, cost accounting and management accounting. Keeping this in view, this volume is
divided into four sections in logical sequence. Section I deals with basics of financial accounting, Section
II explains analysis and interpretation of financial statements prepared under financial accounting,
Section III deals with fundamentals of cost accounting and  Section IV explains basic techniques used in
management accounting.

The text of the subject matter has been  organized on ‘first things first’ basis for its logical
presentation. It is student-friendly, simple and intelligible. The discussion that involves conceptual
difficulties is immediately followed by a numerical example. In addition, the book contains a liberal
sprinkling of charts and diagrams so as to make the subject easily understandable, highlight its finer points
and sustain readers’ interest. Review Problems and Solutions have also been included in chapters. Apart
from theoretical and numerical questions included in review questions, objective type questions have also
been included to serve as self test by students.

I am confident that with all these distinctive features, the students and teachers will find the book
extremely useful and rewarding. However, I am always open to suggestions on how to improve
continuously and add value for students.

I am grateful to all friends, colleagues, students, family members and other well-wishers who have been
the source of inspiration for my published works. My special thanks are due to Himalaya Publishing House
Pvt. Ltd. for taking interest in this publication and superb production values.

Hans Raj College M N Arora
Delhi University
E-mail: aroramn59@yahoo.co.in
June 8, 2010
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1.1

ACCOUNTING AS AN INFORMATION SYSTEM
Accounting is generally taken in the sense of financial accounting. It represents a field of

accounting that focuses primarily on reporting a company’s financial information to meet the
information need of shareholders, creditors, investors, bankers, government agencies like tax
departments, etc. Financial accounting is concerned with recording and reporting the results of
financial transactions of an enterprise (business or non-business) to interested users of such
information. It is described as a process of collecting, summarising and reporting financial
information of an entity according to established standards and principles.

Accounting is thus a part of information system of an enterprise. The Accounting Principles
Board of AICPA (American Institute of Certified Public Accountants) states that “the function of
accounting is to provide quantitative information, primarily financial in nature, about economic
entities that is intended to be useful in making economic decisions”. Accounting information is
useful to many persons, both within and outside the business enterprise.

Financial
information
provided by

accounting is the
primary means of

communication
between the

organisations
and their

stakeholders.

Introduction to AccountingIntroduction to AccountingIntroduction to AccountingIntroduction to AccountingIntroduction to Accounting1
Learning Objectives
After studying this chapter, you should be able to:
❍ Understand what is accounting.
❍ Know the types of accounting.
❍ Identify the users of accounting information.
❍ Understand and explain objectives of accounting.
❍ Understand double entry system of book keeping.
❍ Understand the accounting equation.
❍ Know what is debit and credit.
❍ Understand personal, real and nominal accounts and rules of recording transactions.
❍ Differentiate between capital and revenue expenditures and receipts
❍ Understand the basic accounting terminology
❍ Discuss the relation of accounting with other disciplines like economics, management, law, etc.
❍ Understand the importance of ethics in accounting.



1.2 Accounting for Management

Accounting is often called the ‘language of business’ because accounting terms and concepts
are used to describe the events that make up the existence of business. As you gain knowledge
of accounting, you also increase your understanding of the ways businesses are conducted. Like
other languages, accounting is also a man made art. Changes and improvements are continually
being made in it.

Broadly speaking, on the basis of type of accounting information and the purpose for which
such information is used, accounting may be divided into three categories:

1. Financial Accounting (or General Accounting),
2. Cost Accounting, and
3. Management Accounting.

Financial
accounting
provides
information
regarding profit/
loss and also
financial position
of the business.

Cost accounting
provides
information
about the cost of
goods produced
or services
provided.

Accounting

Financial Cost Management
Accounting Accounting Accounting

EXHIBIT 1.1.

Sub-fields of
accounting

Financial Accounting: Financial accounting is mainly concerned with recording business
transactions in the books of account for the purpose of computing profit or loss for a specified
period (generally one year) and also to show the financial position of the business at the end of
the period. Thus at the end of the financial year, the following two financial statements are
prepared for a business enterprise:

(a) Profit and Loss Account showing the net profit or loss during the period.
(b) Balance Sheet showing the financial position of the firm.

Financial accounting covers preparation and interpretation of the above financial
statements. It is historical in nature as it records only past transactions. Financial accounting is
mainly for use by the outside parties such as shareholders, creditors, bankers, public,
government agencies and others.

Cost Accounting: Cost accounting is a branch of accounting which specialises in providing
information about the detailed cost of products or services being supplied by the undertaking.
Compared with financial accounting, cost accounting is relatively a recent development. It has
primarily developed to meet the needs of management. Profit and Loss Account and Balance
Sheet are presented to management by the financial accountant. But modern management needs
much more detailed information than supplied by these financial statements. Cost accounting
provides detailed cost information to various levels of management for efficient performance of
their functions. The information supplied by cost accounting acts as a tool of management for
making optimum use of scarce resources and ultimately add to the profitability of business.

Cost accounting mainly consists of principles and rules which are used for determining:

(a) the cost of manufacturing a product, e.g., motor car, furniture, chemical, steel, paper,
etc., and

(b) the cost of providing a services, e.g., electricity, transport, education, etc.

Cost accounting information is mainly for internal use i.e., for management. It is not to be
provided to external parties such as shareholders, creditors, potential investors, etc. Neither do
outsiders have any claim on this information, except government agencies, to whom cost
information may have to be submitted.



Introduction to Accounting 1.3

Management
accounting is
concerned with
financial and
non-financial
information for
planning,
controlling and
decision making.

Management Accounting: The term ‘management accounting’ is the modern concept of
accounts as a tool of management. It is a broad term and is concerned with all such accounting
information that is useful to management. In simple words, the term management accounting is
applied to the provision of accounting information for management activities such as planning,
controlling and decision-making, etc.

It encompasses techniques and processes that are intended to provide financial and non-
financial information to people within an organisation to make better decisions to achieve
business objectives. The management accountant needs to be dynamic and forward looking and
his role is determined by the requirements of business.

Clearly, the management accounting information is only for internal users i.e., management
at all levels. It is not published for general public.

Users of Accounting Information
It was stated above that financial accounting information is mainly for use by outsiders

whereas cost accounting and management accounting is for use by internal management. In
other words, users of accounting information may be divided into two broad categories —
internal users and external users.

1. Internal Users: Internal users of accounting information are insiders of the enterprise
who need information to effectively manage the activities of the business. These include owners
and partners in the case of sole tradership and partnerships and in the case of corporate
business, these include managers and directors, etc.

2. External Users: External users are individuals and organisations who have present and
future economic interest in the business but are not part of the management team. These
include:

(i) Shareholders and present investors: to judge whether the financial position of the
business is sound and whether the firm is engaged in profitable operations.

(ii) Potential Investors: to judge whether or not to invest in the business on the basis of
its financial position, profitability, etc.

(iii) Creditors/Bankers: to appraise the financial soundness of the business and to judge the
risks involved before making loans and granting credit.

(iv) Employees: to judge the capacity of the company to pay bonus and their claims for
higher salary/wage structure.

(v) Government Agencies: such as Income-tax Department, Registrar of Companies,
Ministry of Commerce and Industry, Company Law Board, Central Statistical
Organisation, etc. for regulating general business activity and also particular types of
business.

Users of Accounting Information

Internal users External users

↓ ↓
Management like:
• Board of Directors • Shareholders and Investors
• Managing Director • Potential Investors
• Partners in a Firm • Bankers and Creditors
• Individual Proprietor • Govt. Agencies like SEBI, Tax Deptts.

• Labour Unions and Employees.

Accounting
information is

useful to many
users, both
within and

outside the
business

enterprise

EXHIBIT 1.2.

Users of accounting
information



1.4 Accounting for Management

MEANING OF FINANCIAL ACCOUNTING
Accounting is generally taken in the sense of financial accounting. It represents a field of

accounting that focuses primarily on reporting a company’s financial information to meet the
needs of the company’s external users. Financial accounting is concerned with recording and
reporting the results of financial transactions of an enterprise (business or non-business) to
interested users of such information. It is described as a process of collecting, summarising and
reporting financial information of an entity according to established standards and principles.

Definition: Of the various definitions of financial accounting one of the most accepted
definitions is that given by American Institute of Certified Public Accountants (AICPA) as
follows. “Accounting is the art of recording, classifying and summarising in a significant manner
and in terms of money, transactions and events, which are in part at least, of a financial
character and interpreting the results thereof.”

This definition reveals the following characteristics of accounting:

1. Accounting is an art which helps in attaining the objective of ascertaining the financial
results i.e. profit or loss.

2. Recording, classifying and summarising: In accounting, business transactions are
recorded as and when they take place. These transactions are then classified by opening
accounts in the form of a ledger. Lastly, all recorded and classified information is
summarised in the form of Trading and Profit and Loss Account and Balance Sheet.

3. Accounting records the transactions in terms of money: If 5 tonnes of coal is purchased
for ` 2,000, it is ` 2,000 which will be recorded in accounts and not 5 tonnes.

4. Only transactions and events of financial nature are recorded : If a transaction or an
event has no financial character, it cannot be expressed in terms of money and therefore
it will not be recorded. For example, when general manager is not on speaking terms
with a sales manager, it is not recorded in the accounts even though this is an important
event in the business. This is a serious limitation of accounting because it is not able to
project the full picture of business conditions.

5. Interpreting the results of accounts: Accounting information may be interpreted with the
help of certain techniques like ratio analysis, comparative statements, etc. discussed
later in this book.

BOOK-KEEPING VS. ACCOUNTING
Often the terms ‘book keeping’ and ‘accounting’ are used inter-changeably, but there are

differences between the two. Book keeping is defined as the art of recording business transaction
in a systematic way. It is the mechanical and repetitive process of recording financial transactions
and keeping financial records. It is a small part of accounting and is more clerical in nature. In
other words, book-keeping records and keeps track of the business transactions that are later
used to prepare financial statements (Profit and Loss Account and Balance Sheet).

Financial
accounting is
concerned with
recording and
reporting the
results of the
financial
transactions of
an entity to
various
interested users.

Book Keeping

AccountingEXHIBIT 1.3.

Relation between
accounting and book
keeping



Introduction to Accounting 1.5

Accounting is a wider term and book-keeping is a very important part of accounting process.
It means, accounting sets up the book keeping system, monitors the system that it is working as
it should and then interprets the data produced by the system.

The main points of distinction between book keeping and accounting are as under:

1 Book keeping is only recording of financial transactions in the books of account. It does
not prepare Profit and Loss Account and Balance Sheet. But accounting goes beyond
keeping books and is also concerned with summarizing the transactions in the form of
financial statements and their analysis and interpretation. This means accounting goes
beyond book keeping so as to include summarizing and analyzing of financial information.

2. Book keeping is a narrower term and it is a very important part of accounting process.
Accounting is a wider term and it includes book-keeping. Accounting begins where book
keeping ends.

3. Book keeping work is clerical in nature and is done by junior staff. Accounting is
comparatively advanced in nature and is performed by senior or professional staff.

4. No educational degree is required to become a book keeper. However, accountants are
usually professionals with at least a bachelor’s degree in accounting and often have passed
a professional examination like chartered accountancy or cost accountancy.

5. Book keeping has no branches but accounting has branches like financial accounting, cost
accounting and management accounting.

OBJECTIVES AND FUNCTIONS OF FINANCIAL ACCOUNTING
Accounting performs the following functions:

1. Recording: This is the basic function of accounting. Accounting keeps a systematic record
of financial transactions in the sequence of their dates. In this process, it passes through journal,
ledger, work sheets and ultimately to final statements.

2. Ascertaining Profit/Loss and Financial Position of Business: The information supplied
by financial accounting is summarised in the following two statements at the end of the period,
generally one year:

(a) Profit and Loss Account showing the net profit or loss during the period; and
(b) Balance Sheet showing the financial position of the firm at a point of time.

Thus, the objective of financial accounting is to present a true and fair view of company’s
income and financial position at regular intervals of one year.

3. Communicating: Recording function loses much of its importance if recorded facts are not
communicated to those who have to make use of them, i.e., business managers, owners, creditors,
etc.

4. Meeting legal requirements: Accounting performs the function of fulfilling the
requirements of law as a business has to file income tax return, sales tax return, etc.

5. Interpreting: Interpreting of accounting records is an attempt to determine the meaning
of the data in financial statements. The interpretation pinpoints the strengths and weaknesses of
a business undertaking. The various devices used for this purpose are ratio analysis, trend,
percentage, etc.

SYSTEMS OF ACCOUNTING
There are two systems of accounting – single  entry system and double entry system.

Single Entry System

For a small business like grocery shop, market stall, etc. it may not be feasible to keep books
using a full double entry system. Owner of such a business may not even know how to write
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double entry records, even if he wanted to. However, small firms keep only necessary accounts
like cash book, personal accounts etc. but not in double entry form. Such an incomplete double
entry system is called single entry system. In the words of Kohler, single entry system ‘ is a
system of book keeping in which as a rule, only records of cash and personal accounts are
maintained, it is always incomplete double entry, varying with circumstances.’  In such a system,
only records of cash and personal accounts of debtors and creditors are maintained. This type of
system does not have a definite form and varies with circumstances such as size of business,
requirements of the businessman, etc.

DOUBLE ENTRY SYSTEM
In accounting, double entry system is the standard system used for recording financial

transactions. This system is called double entry system because each transaction has two aspects,
one is in the form of receiving some benefit and the other is giving or sacrificing some benefit at
the same time. Both of these aspects are properly recorded, one is debited and other is credited.
That is why it is called double entry system. In this system, two aspects of a transaction are
recorded in two or more accounts with equal debits and credits. In other words, each transaction
results in at least one account being debited and at least one account being credited, with total
debits of the transaction equal to the total credits. Two sided effect of a transaction is recorded
in appropriate accounts.

For example, business A sells goods of ` 5,000 to business B and B pays to A ` 5,000 in cash.
The accountant of A would debit the cash account by ` 5,000 and credit the sales account by
`  5,000. Conversely, the accountant of B would debit purchases account by ` 5,000 and credit the
cash account by ` 5,000.

Double entry system enables a full record to be kept of every transaction. It also helps in
providing an automatic check on the arithmetical accuracy of accounting entries because total
of debits must be equal to total of credits.

ACCOUNTING EQUATION
Double entry system is governed by fundamental accounting equation, i.e.,

          Assets = Equity

Or Assets = Liabilities + Owners’ Equity

It may also be stated as:

Owners’ Equity = Assets – Liabilities.

Liabilities +
Owners EquityAssets

EXHIBIT 1.4.

Accounting equation

Equity represents the claims of the owners on the assets of the enterprise. In other words,
equity is what is left if all assets are sold and all liabilities have been paid off.
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It is important to note that the accounting equation equality is maintained after recording
each transaction. This is proved in the following illustrations

Illustration 1.1

Show the effect of each of the following transactions on the accounting equation and draw
a new balance sheet.

Transaction 1. On 1-4-2015, Pujari started a business by introducing capital of ` 75,000
by depositing the money in bank. The accounting equation will be :

Capital + Liabilities = Assets
Pujari’s capital 75,000 + 0 = 75,000 cash at bank

After this transaction, the balance sheet of business will appear as follows:

Balance Sheet as on 1-4-2015

Capital and Liabilities ` Assets `

Pujari’s capital 75,000 Cash at bank 75,000________ ________
75,000 75,000

Transaction 2. Pujari withdrew ` 25000 from bank on 2-4-2015. The new equation will be :
  Capital + Liabilities = Assets

Pujari’s capital 75,000 + 0 = 50,000 cash at bank + 25,000 cash in hand
After this transaction, the balance sheet will be as follows :

Balance Sheet as on 2-4-2015

Capital and Liabilities ` Assets `

Pujari’s capital 75,000 Cash at bank 50,000
Cash in hand 25,000________ ________

75,000 75,000

Transaction 3. On 5-4-2015, Pujari purchased goods for ` 15,000 on credit from Raju payable
after three months. New equation will be :

Capital + Liabilities = Assets
Capital + Creditors = Cash at bank + Cash in hand + Goods stock

75,000 + 15,000 = 50,000 + 25,000 + 15,000
90,000 = 90,000

Balance Sheet as on 5-4-2015

Capital and Liabilities ` Assets `

Capital 75,000 Cash at bank 50,000
Creditors 15,000 Cash in hand 25,000

Stock of goods 15,000________ ________
90,000 90,000

Transaction 4. On 10-4-2015, purchased furniture ` 8000, machinery ` 12,000 and office
computer ` 20,000. Payment was  made by cheques.

New equation after the above transactions will be :
Capital + Liabilities = Assets
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Capital + Creditors = Cash in bank + Cash in hand + Furniture + Machinery + Computer +
Stock of goods

75000 + 15000 = 10,000 + 25000 + 15,000 + 8000 + 12000 + 20,000
90,000 = 90,000

Balance Sheet as on 10-4-2015

Capital and Liabilities ` Assets `

Capital 75,000 Cash at bank 10,000
Creditors 15,000 Cash in hand 25,000

Stock of goods 15,000
Furniture 8,000
Machinery 12,000
Office computer 20,000________ ________

90,000 90,000

Transaction 5. Pujari took a bank loan of ` 35,000 on 15-4-2015.
New equation will be:

Capital  +  Liabilities = Assets
Capital + Crs. + Loan = Cash in bank + Cash in hand + Machinery + Furniture +

Computer  + Stock
75,000 + 15,000 + 35,000 = 45,000 + 25,000 + 12,000 + 8,000 + 20,000 + 15,000

1,25,000 = 1,25,000

Balance Sheet as on 15-4-2015

Capital and Liabilities ` Assets `

Capital 75,000 Cash at bank (10,000 + 35,000) 45,000
Creditors 15,000 Cash in hand 25,000
Loan 35,000 Furniture 8,000

Machinery 12,000
Office computer 20,000
Stock of goods 15,000________ ________

1,25,000 1,25,000

Illustration 1.2

Prove that accounting equation is satisfied after each transaction given below:

1. Mr. Z started business with ` 50,000 brought in cash.
2. He purchased goods for cash ` 5000.
3. He purchased goods on credit for `10,000.
4. He sold goods for cash ` 6,000 (cost price of goods was ` 4,000)
5. He withdrew ` 1000 for personal expenses.
6. Paid rent ` 500
7. Rent outstanding ` 300
8. He sold goods for ` 3000 on credit (cost price ` 2000).
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Solution

Transaction 1. Z starts business with ` 50,000 in cash.

Equation  Assets = Owner’s equity + Liabilities
50,000 = 50,000 + Nil

Transaction 2.  Goods purchased for cash `5,000.

Cash + Stock = Owner’s equity + Liabilities
Old equation 50,000 +    Nil = 50,000 + Nil
Transaction – 5,000 + 5,000 = Nil + Nil
New equation 45,000 + 5,000 = 50,000 + Nil

Transaction 3. Purchased goods on credit `10,000. This will increase stock and a liability for
creditor is created.

Cash + Stock = Owner’s equity + Liabilities
Old equation 45,000 + 05,000 = 50,000 + Nil
Transaction Nil + 10,000 = Nil + 10,000
New equation 45,000 + 15,000 = 50,000 + 10,000

Transaction 4. Goods sold for cash for ` 6,000 and there is a profit of ` 2,000. This
will increase cash by ` 6,000, decrease stock by ` 4,000 and increase capital or owner’s equity by
` 2,000 due to profit.

Cash + Stock = Owner’s equity + Liabilities
Old equation 45,000 + 15,000 =  50,000 + 10,000
Transaction + 6,000 – 04,000 = + 2,000 + Nil
New equation 51,000 + 11,000 =  52,000 + 10,000

Transaction 5. He withdrew `1,000 for personal expenses. This will decrease cash and also
decrease owner’s equity.

Cash + Stock = Owner’s equity + Liabilities
Old equation 51,000 + 11,000 =  52,000 + 10,000
Transaction – 1,000 +  Nil = – 1,000 + Nil
New equation 50,000 + 11,000 =  51,000 + 10,000

Transaction 6. Paid rent `500. This will decrease cash and also decrease owner’s equity.

Cash + Stock = Owner’s equity + Liabilities
Old equation 50,000 + 11,000 = 51,000 + 10,000
Transaction – 500 + Nil = – 500 + Nil
New equation 49,500 + 11,000 = 50,500 + 10,000

Transaction 7.  Rent outstanding ` 300. This will increase liability and decrease owner’s
equity.

Cash + Stock = Owner’s equity + Liabilities
Old equation 49,500 + 11,000 = 50,500 + 10,000
Transaction Nil + Nil = – 300 + 300
New equation 49,500 + 11,000 = 50,200 + 10,300

Transaction 8.  Goods sold for ` 3,000 on credit at a profit of ` 1,000. This will reduce stock
by cost of ` 2,000, create a new asset of debtors by ` 3,000 and increase owner’s equity by profit
of ` 1,000.

Cash + Stock + Debtors = Owner’s equity  + Liabilities
Old equation 49,500 + 11,000 + Nil = 50,200  + 10,300
Transaction Nil – 2,000 + 3,000 = + 1,000 + Nil
New equation 49,500 + 9,000 + 3,000 = 51,200 + 10,300
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In this way, we can take any number of transactions, the accounting equation will always
hold true i.e., total of assets will always be equal to the total of liabilities and owner’s equity.

MEANING OF ACCOUNT
An account is a summarised record of business transactions pertaining to a particular item

like person, asset, liability, income item, expense item, etc. It is prepared in a standard format in
T shape having two sides — left side and right side. An account is used to record increases and
decreases in the item.

MEANING OF DEBIT AND CREDIT
It is customary to record debit entries on the left side and credit entries on the right side of

an account. The ledger accounts are set up as T accounts because they resemble the letter T when
the account is empty. Each T account has three basic parts:

(1) Title of Account

(2) Debit side (Dr.) (3) Credit side ( Cr.)

The left side of an account i.e., the debit side is abbreviated ‘Dr.’ and the right side i.e. the
credit side is abbreviated ‘Cr.’ The act of recording a debit in an account is called debiting and the
recording of a credit is called crediting.

The difference between total debits and total credits recorded in an account is the account
balance and this balance may be a debit balance or a credit balance. An account has a debit
balance when the sum of debits exceeds the sum of its credits. Also, an account has a credit
balance when its credits exceed its debits. An account is said to be in balance when its debits and
credits are equal.

A point of caution: Do not associate the definitions of debit and credit with the words
increase or decrease. However for understanding the meaning of debit and credit, the following
rules may be kept in mind:

(a) For any asset account

Debit means increase

Credit means decrease

Any Asset Account

Debit Credit

Record Increase on this (+) Record decrease on this side (–)

(b) For any liability account and capital account

Debit means decrease

Credit means increase

Any Liability Account
or

Capital Account

Debit Credit

Record decrease on this (–) Record increase on this side (+)
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(C) For any expense account

Debit means increase

Credit means decrease

Any Expense Account

Debit Credit

Record increase on this (+) Record decrease on this side (–)

(d) For any Revenue Account

Debit means decrease

Credit means increase

Any Revenue Account

Debit Credit

Record decrease on this (–) Record increase on this side (+)

To Summarise:

Debit — 1. Increases in assets and expenses.
2. Decreases in liabilities, capital and revenue

Credit — 1. Increases in liabilities, capital and revenue
2. Decreases in assets and expenses.

CASH SYSTEM AND ACCRUAL SYSTEM OF ACCOUNTING  
Under Cash System of Accounting, the entries in the books are made only when

transactions of cash receipt or payment take place. No entry is made when a receipt or a payment
has merely becomes due. Credit transactions are not recorded. Cash system is useful to
professional people like chartered accountants, doctors, advocates, brokers, etc., It is not
recognised by the Companies Act.

Under Accrual (or Mercantile) System of Accounting, incomes are recorded when they are
earned (whether received in cash or not) and expenses are recorded when become due (whether
actually paid or not). It records all outstanding and prepaid expenses and also incomes earned but
not actually received. It includes both cash and credit transactions. Accrual basis of  accounting
is recognised under the companies Act and is appropriately used by businesses with profit motive.

CAPITAL AND REVENUE EXPENDITURE
Income of a business enterprise can be ascertained by matching business receipts (such as

sales, interest income, commission received, etc.,) against the expenses incurred in the same
period. In order to ascertain correct profit or loss of a business during a period, it is essential to
distinguish between capital and revenue expenditures and receipts. For example, if a machine is
purchased for ` 1,00,000 during a year, it is wrong to treat this cost as an expense (revenue item)
of that period because machine is expected to provide useful service for a number of years. It
would, therefore, be wise to charge only a proportionate share of the cost of machine (in the
form of depreciation) as an expense of the period.

Capital Expenditure (Capex)
Capital expenditure is the expenditure in the acquisition of an asset (tangible or intangible)

which results in an increase in the earning capacity of business. The benefits of capital
expenditure are likely to accrue for a long period. Common examples of capital expenditure are
purchase of land and building, plant and machinery, furniture and fixtures, goodwill, major
repairs in building, patent rights, copyrights, trade marks, etc. Certain expenses are recognised as
being of a capital nature, although no tangible property may have been acquired as a result of
expenditure. Examples of such items are:
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(i) Preliminary expenses of a company
(ii) Cost of research and development
(iii) Cost of issue of shares and debentures
(iv) Repairs on purchase of a dilapidated asset to put it back into working condition, etc.
(v) Fees paid to lawyer for drawing up the purchase deed of land.

It should be kept in mind that an expenditure cannot be said to be a capital expenditure only
because the amount is large or it is paid in lumpsum. A capital expenditure may also be paid in
instalments. An expenditure is treated as capital expenditure in the following circumstances:

1. Capital expenditure results in the acquisition of a permanent asset. For example, land and
building, plant and machinery, etc.

2. Capital expenditure results in a benefit which will last for a long time
3. Capital expenditure results in extra capacity
4. Capital expenditure may be incurred in putting an asset in working condition. Examples

are overhauling an old machinery or cost of installation of plant and machinery
5. Capital expenditure may result in reduction in the cost of production. Suppose, goods are

produced at a cost of `20 per unit but with various alterations made in plant and
machinery, the goods can be produced at a cost of `17 per unit. Cost of such alterations is
capital expenditure.

Revenue Expenditure

It is an expenditure which is incurred on consumable items or goods and services acquired for
resale. Revenue expenditure helps in maintaining the earning capacity of a business. The benefit
of revenue expenditure is exhausted in the accounting period itself or within one year.

Examples of revenue expenditure are:

1. Cost of goods purchased for resale.

2. Expenses incurred in connection with production of goods or services. For example,
payment of wages to labour, rent, etc.

3. Administrative and selling and distribution expenses.
4. Interest on business loans, depreciation on fixed assets, etc.
5. Any expenditure to maintain fixed assets in working order.
6. Loss of all types of stock-in-trade or of current assets.

All revenue expenditure is deducted from income for calculating profit or loss during the
period.

Deferred Revenue Expenditure

Sometimes an expenditure is of a revenue nature but the benefit of the expenditure will be
available for three to four years. In such a case it is fair that the total expenditure should not be
charged to the Profit and Loss Account only in one year. It should be distributed over the years
over which the benefit will be available. Suppose, a heavy advertisement campaign is carried out
on a new product introduced in the market. The benefit of this campaign will be available for the
next three or four years. In such a case, the advertisement expenditure should be distributed to
the Profit and Loss Accounts of these three or four years. If this is so, the expenditure will be
known as deferred revenue expenditure. Sometimes extraordinarily heavy accidental losses are
also treated as deferred revenue expenditure and charged to the Profit and Loss Accounts of three
or four years. (Example: Loss of a building by fire) That portion of deferred revenue expenditure
which is not charged to the Profit and Loss Account is shown in the Balance Sheet as a sort of
asset.
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CAPITAL AND REVENUE RECEIPTS
The distinction between capital and revenue receipts is also important because revenue

receipts are shown in the Profit and Loss Account whereas capital receipts are shown in the
Balance Sheet.

Capital Receipts. When a business issues shares or debentures or sells a fixed asset or sells
investment, etc., the money received therefrom is classified as capital receipt. Capital receipts
may thus be said to consist solely of additional payments into the business made either by
shareholders of a company or by proprietor of a business and receipts from the sale of any fixed
assets of a business (not being in the nature of normal sale).

Revenue Receipts. Revenue receipts are incomes received in the normal course of business.
For example sales (of goods), interest and dividend received on investment, commission and
discount received, etc.

It is not always possible by mere name of item to distinguish between capital and revenue
items. For example, certain expenses are in the nature of the capital for some business and the
same expenses are of revenue nature for other business. Purchase of land and building for an
engineering firm is a capital expenditure. But when land and building is purchased by real estate
firm for resale, it is a revenue expenditure.

Illustration 1.3

Classify the following items into capital expenditure, revenue expenditure and deferred
revenue expenditure or receipt.

1. Underwriting commission paid on the issue of shares.
2. An honorarium paid ` 3,500 to an architect for supervising the construction of the

factory building.
3. Wages paid to factory workers.
4. Loss caused by theft of cash committed by cashier during business hours.
5. ` 10 lakhs received from issue of shares, the expenses of the issue being ` 8,000.
6. Mahender is a partner. He agrees to leave the partnership on payment of compensation of

` 20,000.
7. Security deposit of ` 5,000 paid when submitting tender which is forfeited for breach of

contract.
8. Cost incurred ` 25,000 for moving the plant from one place to a favourable location.
9. Replacement of a vital component part costing ` 1,500 which was damaged in transit for

a new machine purchased.
10. Legal expenses incurred in a sales tax appeal.

Solution

1. It is a capital expenditure.
2. It is a capital expenditure.
3. It is a revenue expenditure as it constitutes normal wages.
4. It is a revenue expenditure.
5. ` 10 lakhs is a capital receipt and ` 8,000, being the cost of issue, is a deferred revenue

expenditure.
6. It is a capital expenditure.
7. It is a revenue expenditure.
8. It is a capital expenditure.
9. It is a deferred revenue expenditure.

10. It is a revenue expenditure.
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ADVANTAGES OF ACCOUNTING
The main advantages of accounting are stated below:

1. Maintains systematic records. Basic advantage of accounting is that it maintains proper
and systematic records of all financial transactions and events that take place in a business. As it
is not possible for a businessman to remember all business transactions, accounting furnishes all
information as and when required.

2. Meets legal requirements. Accounting helps to comply with legal requirements. For
example, in the case of joint stock companies it is mandatory to prepare and maintain proper
books of accounts as per the provisions the Companies Act, 1956.

3. Ascertains profit / loss. Accounting ascertains net profit or loss in the business at the
end of each year by preparing Profit and Loss Account.

4. Ascertains financial position. In accounting a Balance Sheet is prepared at the end of
each year which explains the financial position of the business.

5. Acts as legal evidence. Properly maintained books of accounts may prove as good
evidence in court of law to settle certain disputes.

6. Facilitates rational decision making. Accounting provides necessary data to
management in planning and controlling business operations and also making business decisions.
An effective pricing policy, satisfied wage structure, advertisement and sales promotion policy
etc. all owe it to proper accounting information.

7. Facilitates comparative study.  Accounting provides necessary data to make a
comparative study of business performance in terms of sales, profit etc with its own past
performance to know the progress. Comparison of figures with other firms i.e. inter firm
comparison also makes an interesting study.

LIMITATIONS OF ACCOUNTING
The main limitations of accounting are as follows:

1. Records only monetary matters. One of the major limitations of financial accounting is
that it records only transactions and events which can be expressed in money terms. It does not
take into account the non-monetary facts of the business, such as relations with customers,
competitive position of business, quality of products, quality of labour force, etc.

2. Element of subjectivity. Accounting is also affected by personal judgments and bias of
the accountant. For example, in inventory valuation, an accountant has to choose a method (out
of FIFO, LIFO, etc). Similarly, in providing depreciation, a method has to be chosen out of various
methods available. Thus different accountants choose different methods and profit/loss will vary
according to the methods used. Due to lack of objectivity, the financial statements may not
reflect true picture.

3. Ignores price level changes. Fixed assets such as land and building, plant, etc are shown
in the books at their actual cost less depreciation. But over the years these values keep on
changing and there may be a great difference between the original costs and the present
replacement values of these assets. Thus balance sheet does not reflect the true financial position
of the business.

4. Provides only historical information.  Financial accounting is historical in nature in the
sense that it records only past transactions. It has no provision for future estimates which is very
important for managerial control and decision making.

5. Danger of window dressing. There is always a danger of companies practicing window
dressing in accounts i.e. manipulating accounting information to make it more attractive to its
users.
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BASIC TERMS USED IN ACCOUNTING
In order to understand the language of accounting, it is essential to understand the basic

terms used therein. Important  accounting terms are briefly described below:

1. Accounting:  It is an ‘art of recording, classifying and summarising in a significant
manner and in terms of money, all those transactions and events, which are in part at least of a
financial character and interpreting the results thereof.’

2. Accounting Equation:  It is a fundamental equation on which double entry system is
based. The equation is: Assets = Liabilities + Capital

3. Accounting Principles:  The concepts and conventions of accounting are often referred
to as principles of accounting.

4. Accounting Concepts:  These are the basic assumptions on which accounting functions.
Examples are going concern concept, cost concept, business entity concept, etc.

5. Accounting Conventions:  These are the customs or traditions that serve as a guide to
the preparation of financial statements i.e. Profit and Loss Account and Balance Sheet.

6. Accounting Process (or cycle):  The accounting process is a complete sequence of
accounting procedures which are repeated in the same order during each accounting period.

7. Account:  An account is a summarised record of business transactions pertaining to a
particular item like a person, an asset, an income, an expense, etc. For example, an account of a
person shows the business transactions that take place with that person and the net position in
respect of money owed to him or by him.

8. Entry. It is recording of a transaction in any book of account.

9. Personal Accounts:  These are the accounts of other persons and other business entities
with which business deals and records transactions. For example, Ram’s A/c , Bank A/c, X & Co.
A/c, etc.

10. Impersonal Accounts:  These are the accounts of business transactions which are not
personal accounts. Impersonal accounts are divided into two types i.e. real accounts and nominal
accounts.

11. Real Accounts:  These are the accounts of assets and properties. For example, plant and
machinery account, cash account, goodwill account, etc.

12. Nominal Accounts:  The accounts of incomes and gains, expenses and losses are known
as nominal accounts. For examples, wages account, interest income account, commission account,
etc. These are unreal accounts because these cannot be seen.

13. Balance Sheet. It is a financial statement showing the financial position of a business
entity in terms of assets, liabilities and capital at a specified date.

14. Profit and Loss Account:  It is an account which is prepared at the end of an accounting
period to show the net results of operations of a business in the form of profit or loss. It shows
all revenue and expense items. It is also known as Income Statement.

15. Trial Balance:  It is a schedule of debit and credit balances of all the accounts appearing
in the ledger. Total debits must be equal to total credits. It is prepared to test the arithmetic
accuracy of the accounts. Trial balance is not an account.

16. Book Value:  It is the value at which assets are stated in the books of account or balance
sheet.

17. Book Keeping:  It is a part of accounting which is concerned with simply recording the
business transactions.

18. Cash Discount:  Price reduction offered by supplier for quick payment.
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19. Trade Discount:  This is an allowance made by the supplier to a purchaser who has to re-
sell the goods.

20. Quantity Discount:  This is an allowance made by a supplier to a purchaser who places
large orders.

21. Reserve:  It is a portion of the profit or surplus which is set aside by management for a
general or specific purpose.

22. Capital Reserve:  That type of reserve which is not available for distribution as dividend.

23. Revenue Reserve:  Any reserve which is not a capital reserve.

24. General Reserve:  A revenue reserve which is not earmarked for any specific purpose. It
is a free reserve.

25. Goodwill:  It is an intangible asset representing in monetary terms the value of
reputation of a business.

26. Inventory: It includes stocks of raw materials, work-in-progress and finished goods.  It is
a tangible asset held for sale in the ordinary course of business or in the process of production
for such sale or for consumption in the production of goods or services for sale.

27. Expired cost:  It is a portion of the expenditure which has been consumed and from
which no further benefit is expected. It is the same thing as expense.

28. Unexpired cost:  This is that part of the expenditure whose benefit has not been
consumed or exhausted.

29. Provision:  This is an amount which is written off or retained for providing for any
known liability, the amount of which cannot be ascertained with reasonable degree of accuracy.

30. Financial year:  It is a period of reporting of profit/loss generally covering a period of
12 months and ending on 31st March or 31st Dec., etc.

31. Equity. It is the the claim on the assets of the business. Creditors claim on assets in
creditor’s equity and the owner’s claim on assets is called owner’s equity.

32. Capital. It is the same thing as owner’s equity. It is also referred to as shareholders
equity. It represents the amount invested in the business by the owners.

33. Asset. It is a property owned by a business firm.

34. Fixed assets. It is a long term piece of property that a firm owns and uses in the
production of its income and which is not normally expected to be consumed or converted into
cash any sooner than at least one year’s time. Some typical fixed assets include machinery and
plant, office furniture, land and buildings, vehicles, etc.

35. Current Assets. It  means cash and such other assets like stocks, accounts receivable,
etc. which are reasonably expected to be realised in cash or sold or consumed during a period of
one year or the normal operating cycle of the business.

36. Tangible and Intangible assets. Tangible assets are those which have physical identity
like plant and machinery, furniture, etc. Intangible assets are those which do not have physical
existence, like patent rights, goodwill, trade marks, etc.

37. Fictitious assets. These assets are those which are actually not assets in the real sense of
the term because no benefit is derived from these. Examples are discount on the issue of shares
and debentures, deferred revenue expenditure, etc.

38. Liquid assets. These are the assets which are immediately convertible into cash without
much loss. Examples are cash in hand and cash at bank, short term investments, etc. It includes
all current assets except stocks and prepaid expenses.
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39. Wasting assets. An asset that is depleted or used up over time, such as oil and gas
reserves, mines, or timberland, etc.

40. Liability. It is an obligation of a business entity to pay. A liability includes any type of
borrowing from persons or banks that is payable during short or long time.

41. Fixed liabilities. These liabilities are those which do not become due for a long time
(say, more than one year). Examples are debentures, long term loan from banks or other financial
institutions.

42. Current Liabilities. The term current liabilities includes all such obligations which are
likely to mature within one year in the normal course of business operations. These are paid out
of current assets or by creating current liabilities.

43. Contingent liabilities. These are those liabilities which may or may not arise depending
on certain factors. Example are liabilities for a guarantee given, liability in respect of a pending
law suit in a court case, etc.

44. Working capital. It represent funds required for day to day operations of a business. It is
defined as the difference between current assets and current liabilities. It is also known as net
current assets.

45. Net worth. In business, net worth (sometimes known as net assets) means total assets
minus outside liabilities. In other words, net worth is the amount by which assets exceed
liabilities. It is shareholders’ equity. A consistent  increase in net worth indicates good financial
health.

46. Revenue. It is an income of a recurring nature from any source, such as sale of goods,
dividend income, etc.

47. Capital expenditure. It is the expenditure in the acquisition of an asset (tangible or
intangible) which results in an increase in the earning capacity of business. The benefits of
capital expenditure are likely to accrue for a long period. Common examples of capital
expenditure are purchase of land and building, plant and machinery, etc.

48. Revenue Expenditure. It is an expenditure which is incurred on consumable items or
goods and services acquired for resale.

49. Deferred Revenue Expenditure. It is an expenditure of a revenue nature but the benefit
of the expenditure will be available for three to four years. In such a case, the total of such
expenditure should not be charged to the Profit and Loss Account only in one year but it should
be distributed over the years over which the benefit will be available.

50. Drawings. It is the withdrawal of cash or goods from the business by the owner for
personal use.

51. Debtor. A person who owes money to the business is called a debtor. Total of all debtors
is known as sundry debtors.

52. Creditor. A person who has a claim for money against the business is a creditor. Total of
all creditors is known as sundry creditors .

53. Bill of exchange. It is a document directing a certain person to  pay a specific sum of
money to the bearer of the document or to the order of a certain person.

54. Bills receivable. It is a bill of exchange for the person entitled to receive the amount.

55. Bills payable. It is a bill of exchange for the person liable to pay the amount.

56. Accounts receivable. It includes both bills receivable and debtors.

57. Accounts payable. It includes both bills payable and creditors.
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58. Goods. These are properties purchased for resale i.e. those materials in which business
trades. In other words, goods are those materials which are purchased and sold regularly for
profit motive.

59. NEFT (National Electronic Fund Transfer). It is a system of electronic ‘Inter Bank
Transfer’ of fund from the account of the remitter in one Bank to the account of beneficiary
maintained with any other Bank branch.

60. RTGS (Real Time Gross Settlement).  It is also an electronic system of ‘Inter Bank
Transfer’ of funds where the processing of funds transfer instructions takes place at the time they
are received (real time). Also the settlement of funds transfer instructions occurs individually on
an instruction by instruction basis (gross settlement). RTGS is the fastest possible interbank
money transfer facility available through secure banking channels in India. Both NEFT and RTGS
systems are maintained by Reserve Bank of India.

RELATION OF ACCOUNTING WITH OTHER DISCIPLINES
For better understanding of accounting, it is essential that one should be conversant with

the relation of accounting with several other related disciplines such as economics, law,
management, etc.

Accounting and Economics
Both accounting and economics have evolved over a long time. Each of these disciplines has

developed its own concepts and language. Economics is mainly concerned with efficient use of
scarce resources and their allocation for different purposes. In other words, economics is a study
of choices made by people who are faced with scarcity. In the words of Paul A. Samuelson,
“economics is the study of how societies use scarce resources to produce valuable commodities
and distribute them among different people.”

Accounting is a major supplier of data base for making economic decisions, though some
non-accounting data may also be needed for such decisions. But an accountant can produce
meaningful information only when he understands basic concepts of value and income as used in
economics. Both accounting and economics deal with economic activity but their approach is
different. Whereas accounting deals with such information which influences decisions of a single
enterprise, an economist looks at things from the angle of the economy as a whole. This
establishes a close relationship between accounting and economics. But on account of their
different approaches, sometimes accounting and economics have been called as uncongenial
twins.

Just as accounting depends on economics for certain concepts, the economics also depends
upon accounting for certain information. The accounting contributes in the computation of
national income by providing classified data. The national income accounting is devised by
economists but accounting data, concepts and principles are applied in it.

Accounting and Law
There are many laws which govern the preparation of accounts. The accountant has to keep

in mind the relevant provisions of the specific Acts applicable to business entity of which the
accounts are being prepared. For example, the provisions of Companies Act have to be considered
while preparing the accounts of a joint stock company, the provisions of Banking Regulation Act
for preparing the accounts of a Banking company, the provisions of Partnership Act for
partnership firms, etc.

Apart from specific laws for specific entities, there is a set of other business and labour laws
like Indian Contract Act, Sale of Goods Act, Minimum Wages Act, Negotiable Instruments Act,
etc. The accountant should have knowledge of all those provisions of business laws which have a
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bearing on accounts. These have to be kept in mind while maintaining records and preparing
accounts.

Accounting and Management
Accounting information is meant not only for shareholders, investors, tax authorities, etc

but also for management of the company. Infact, in order to performs its functions of planning,
controlling and decision making more effectively, the management needs accounting
information. Some accounting information is also specifically compiled to meet the specific
needs of the management. In the words of Peter F. Drucker, “the most exciting and innovative
work in management today is found in accounting”.

Sometimes an accountant plays an active role in the management as he better understands
the data required for managerial decisions. In the organisation set up, an accountant plays an
advisory role in the preparation of budgets and other control devises. The accounting system
may also be modified to better serve the needs of management.

ETHICS IN ACCOUNTING
Ethics is the study of what is morally right and what is not. As in the case of professions like

medicine and law, ethics is also of utmost importance in accounting profession. Ethics in
accounting deal with the honesty other people expect from the accountants. Major professional
bodies for accountants have set code of ethics and people who work in the field of accounting
agree to uphold the high ethical standards of their profession. In India, The Institute of
Chartered Accountants has set the code of professional conduct for accounting professionals.
Such a code calls for their members to maintain a self discipline that goes beyond the
requirements of law and regulations imposed by government agencies like SEBI, Company Law
Board, etc. The professional ethics standards of the accountants should include integrity,
competence, confidentiality and objectivity. If an accountant has to retain the trust reposed in
him, he should not lie to his clients, public or government. An accountant must possess a high
degree of professional integrity and his good reputation is one of his most important possessions.

Fraudulent accounting and weak internal control system have been core features of many
recent accounting scandals. Such scandals have generated a lot of unfavourable publicity for
accounting professionals. These pertain to non-disclosure of material information in accounts,
false accounting and reporting practices, manipulation of expenses and liabilities, falsification in
revenue, inventory valuation, capitalisation of revenue expenditure, etc. A recent case of Satyam
Computers is said to be the biggest scandal in the history of corporate India, involving as much as
` 7,800 crores. As a result, the shares of the company fell more than 90% in value in the stock
market and resignation of the chairman of the company. The auditors of the company were also
under scanner. The decline in ethical standards in business has serious implications for the
accounting profession.

KEY TERMS
Financial Accounting: The process of collecting, summarising and reporting financial
information of an entity according to established standards and principles.
Cost Accounting:  Specialised branch of accounting which is concerned with ascertainment
of costs of products/services.
Management Accounting: It is concerned with accounting information that is useful to
management for planning, controlling and decision making.
Double Entry System: It is a standard system used in financial accounting to record financial
transactions where every transaction has two aspects - debit and credit.
Debit and Credit: Debit represents increase in assets and expenses or decrease in liabilities,
capital and revenue whereas credit represents increase in liabilities, capital and revenue or
decrease in assets and expenses.
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Single Entry System: It is an incomplete system of recording financial transactions,
generally used by small businesses, where only selective accounts are kept as considered to
be absolutely necessary.
Capital Expenditure: It is a non-recurring expenditure incurred on purchase of fixed assets
with a view to increase the earning capacity of the business.
Revenue Expenditure: It is a recurring expenditure incurred on consumable items or goods
or services acquired for resale.
Deferred Revenue Expenditure: It is an expenditure of revenue nature but the benefit of
which is available for three to four years.

REVIEW QUESTIONS

Objective Type Questions

I. True or False Statements
(i) Financial accounting information is historical in nature.
(ii) Bank account is a real account.
(iii) Debit means increase in liability.
(iv) Double entry book keeping means recording a transaction in two set of books.
(v) The accounting equation is: Assets = Capital + Liabilities.
(vi) A debtor is a person who owes money to a business for goods or services supplied to him.
(vii) Claims of the owners on the assets of a business are referred to as equities.
(viii) Nominal accounts are the accounts of assets and liabilities.
(ix) Cost accounting information is mainly for internal use.
(x) Single entry system records only one aspect, either debit on credit.

Ans. (i) True, (ii) False, (iii) False, (iv) False, (v) True,
(vi) True, (vii) True, (viii) False, (ix) True, (x) False.

II. Multiple Choice Questions

(i) Purpose of accounting is to provide financial information to
(a) Shareholders (b) Board of Directors
(c) Tax authorities (d) Investors
(e) All of these

(ii) Which of the following is not an external user of accounting information
(a) Banker (b) Taxation authorities
(c) Manager (d) Shareholder

(iii) Credit may signify
(a) Decrease in assets (b) Increase in liability
(c) Increase in capital account (d) All of these

(iv) Debit may signify
(a) Increase in asset account (b) Decrease in asset account
(c) Increase in a liabilities account (d) Increase in capital account

(v) Which of the following is an accounting equation?
(a) Capital = Assets  + liabilities (b) Capital = Assets – liabilities
(c) Assets = liabilities – Capital (d) Liabilities = Assets + Capital

(vi) Expenditure incurred by a publisher for acquiring copyrights is a

(a) Capital expenditure (b) Revenue expenditure
(c) Deferred revenue expenditure

(vii) Expenses incurred on research and development is an example of
(a) Capital expenditure (b) Revenue expenditure
(c) Deferred revenue expenditure
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(viii) A company has spent ` 2,000 on painting the factory building. It should be treated as a

(a) Revenue expenditure (b) Capital expenditure
(c) Deferred revenue expenditure

Ans. (i) (e), (ii) (c), (iii) (d), (iv) (a), (v) (b), (vi) (a), (vii) c, (viii) a.

Theoretical Questions
1. What do you mean by financial accounting ? In what way is it different from book keeping ?
2. State the objectives of accounting. Who are the users of accounting information ?
3. What is the difference between double entry system and single entry system ?
4. What is accounting equation ? Explain its rationale.
5. Briefly explain the relation of accounting with economics and management.
6. Distinguish between capital and revenue expenditure and give examples.
7. What are the main points of difference between financial accounting, cost accounting and

management accounting?
8. Write a note on cash system and accrual system of accounting?
9. What are the advantages and limitations of financial accounting?

10. Explain (i) Accounting equation (ii) Types of assets (iii) NEFT (iv) Deferred revenue expenditure.

Practical Questions
1. Explain the effect on accounting equation for the following transactions.

(a) Ankita started business with a capital of ` 80,000 in cash.
(b) Borrowed from bank ` 50,000
(c) Purchased furniture ` 12,000 on cash basis
(d ) Purchased office computer  ̀  23,000 payment by cheque.

2. (a) Rajesh started business by introducing ` 2,50,000 as capital in cash.
(b) He borrowed  ̀  1,00,000 from Ajay.
(c) Purchased goods ` 50,000, paid to Ajay  ` 40,000
(d) Purchased machinery ` 15,000.
Make an accounting equation.

3. Show that the accounting equation is satisfied after taking into account each of the following
transactions in the books of Latha.
(a) Started business with a capital of ` 1,50,000
(b) Bought furniture ` 20,000
(c) Bought goods for cash ` 25,000
(d) Bought goods for Ramesh on credit ` 15,000
(e) Sold goods for cash ` 17,000 at a profit of ` 3,000
(f) Paid to Ramesh ` 10,000
(g) Received from Rama ` 50,000
(h) Paid into bank ` 50,000
(i) Withdrawn from bank ` 10,000.

4. The following transactions relating to Mr. Raja’s business. Use accounting equation to show
their effect on his assets, liabilities and capital.
(a) Commenced business with a capital of ` 70,000.
(b) Bought machinery for cash ` 15,000.
(c) Purchased goods on credit from Z ` 16,000.
(d) Sold goods for cash ` 10,000.
(e) Paid to Z ` 10,000 in cash.
(f) Purchased goods for cash ` 10,000.
(g) Paid into bank ` 5,000.
(h) Paid to Z by cheque ` 15,000.

5. If the owner’s equity is ` 98,765 and total assets ` 9,98,877, what will be the total liabilities?

[Ans. ` 9,98,877 – 98,765 = ` 9,00,112]


	title.pdf (p.1-10)
	1-MA.pdf (p.11-31)
	 Introduction to Accounting 
	Learning Objectives 
	Meaning of Financial Accounting  
	Book-keeping Vs. Accounting 
	Objectives and Functions of Financial Accounting  
	Systems of Accounting 
	Double Entry System 
	Accounting Equation 
	Meaning of Account 
	Meaning of Debit and Credit 
	Cash System and Accrual System of Accounting   
	Capital and Revenue Expenditure  
	Capital and Revenue Receipts 
	ADVANTAGES OF ACCOUNTING 
	LIMITATIONS OF ACCOUNTING 
	Basic Terms used in Accounting 
	Relation of Accounting with other Disciplines 
	Ethics in Accounting 
	Key Terms 
	Review Questions 


