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INTRODUCTION TO FINANCIAL ACCOUNTING 

Definitions of Accounting 

Definition by the American Institute of Certified Public Accountants (Year

 1961): 

“Accounting is the 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 the result thereof”. 

Definition by the American Accounting Association (Year 1966): 

“The process of identifying, measuring and communicating economic information to 

permit informed judgments and decisions by the users of accounting”. 

Objectives of Accounting 

(i) Providing Information to the Users for Rational Decision-making 

 The primary objective of accounting is to provide useful information for decision-

making to stakeholders such as owners, management, creditors, investors, etc. 

Various outcomes of business activities such as costs, prices, sales volume, value 

under ownership, return of investment, etc. are measured in the accounting process.  

(ii) Systematic Recording of Transactions 

 To ensure reliability and precision for the accounting measurements, it is necessary 

to keep a systematic record of all financial transactions of a business enterprise which 

is ensured by bookkeeping.  

(iii) Ascertainment of Result of above Transactions 

 ‘Profit/loss’ is a core accounting measurement. It is measured by preparing profit and 

loss account for a particular period. Various other accounting measurements such as 

different types of revenue expenses and revenue incomes are considered for preparing 

this profit and loss account.  

(iv) Ascertain the Financial Position of Business 

 ‘Financial position’ is another core accounting measurement. Financial position is 

identified by preparing a statement of ownership i.e., Assets and Owings i.e., liabilities 

of the business as on a certain date. This statement is popularly known as balance 

sheet.  

(v) To Know the Solvency Position 

 Balance sheet and profit and loss account prepared as above give useful information 

to stockholders regarding concerns potential to meet its obligations in the short run 

as well as in the long run. 

Functions of Accounting 

The main functions of accounting are as follows: 

(a) Measurement: Accounting measures past performance of the business entity and 

depicts its current financial position. 

(b) Forecasting: Accounting helps in forecasting future performance and financial 

position of the enterprise using past data. 

(c) Decision-making: Accounting provides relevant information to the users of 

accounts to aid rational decision-making. 
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(d) Comparison & Evaluation: Accounting assesses performance achieved in relation 

to targets and discloses information regarding accounting policies and contingent 

liabilities which play an important role in predicting, comparing and evaluating 

the financial results. 

(e) Control: Accounting also identifies weaknesses of the operational system and 

provides feedbacks regarding effectiveness of measures adopted to check such 

weaknesses. 

(f) Government Regulation and Taxation: Accounting provides necessary 

information to the government to exercise control on die entity as well as in 

collection of tax revenues. 

Important Terminologies 

Transaction 
An event involving some value between two or more entities. It can be a 

purchase of goods, receipt of money, payment to a creditor, incurring expenses, etc. 

It can be a cash transaction or a credit transaction. 

Assets 
Assets are economic resources of an enterprise that can be usefully expressed 

in monetary terms. Assets are items of value used by the business in its operations. 

Liabilities 
Liabilities are obligations or debts that an enterprise has to pay at some time 

in the future. They represent creditors’ claims on the firm’s assets. 

Capital 
Amount invested by the owner in the firm is known as capital. It may be brought 

in the form of cash or assets by the owner for the business entity capital is an 

obligation and a claim on the assets of business. 

Sales 
Sales are total revenues from goods or services sold or provided to customers. 

Sales may be cash sales or credit sales. 

Revenues 
These are the amounts of the business earned by selling its products or 

providing services to customers, called sales revenue. 

Expenses 
Costs incurred by a business in the process of earning revenue are known as 

expenses. Generally, expenses are measured by the cost of assets consumed or 

services used during an accounting period. 

Profit 
The excess of revenues of a period over its related expenses during an 

accounting year is profit. Profit increases the investment of the owners. 

 Gain 
A profit that arises from events or transactions which are incidental to business 

such as sale of fixed assets, winning a court case, appreciation in the value of an 

asset. 

Loss 
The excess of expenses of a period over its related revenues its termed as loss. 

It decreases in owner’s equity. 

Goods 
It refers to the products in which the business unit is dealing, i.e. in terms of 

which it is buying and selling or producting and selling. The items that are purchased 

for use in the business are not called goods. 
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Drawings 
Withdrawal of money and/or goods by the owner from the business for personal 

use is known as drawings. Drawings reduces the investment of the owners. 

Purchases 
Purchases are total amount of goods procured by a business on credit and on 

cash, for use or sale. In a trading concern, purchases are made of merchandise for 

resale with or without processing 

Stock 
Stock (inventory) is a measure of something on hand-goods, spares and other 

items in a business. It is called Stock in hand. 

Debtors 
Debtors are persons and/or other entities who owe to an enterprise an amount 

for buying goods and services on credit. 

Creditors 
Creditors are persons and/or other entities who have to be paid by an 

enterprise an amount for providing the enterprise goods and services on credit. 

Golden Rules of Accounting 

1. Personal Accounts 
Debit the Receiver, Credit the Giver 

2. Real Accounts 
Debit What Comes In, Credit What Goes Out 

3. Nominal Accounts 
Debit All Expenses and Losses, Credit All Incomes and Gains 

 

Accounting – Classification 

 

1. Financial Accounting Determining the financial results 
for the period and the state of 
affairs on the last day the 
accounting period. 

Stewardship 
Accounting 

2. Cost Accounting Information generation for 
Controlling operations with a 
view to maximizing efficiency and 
profit. 

Control Accounting 

3. Management Accounting Accounting to assist management 
in planning and decision making. 

Decision Accounting 

(a) Financial Accounting 

It is commonly termed as Accounting. The American Institute of Certified Public 

Accountants defines Accounting as “an art of recoding, classifying and summarizing 

The various sub-fields of the accounting are: 

ACCOUNTING 

Financial 
Accounting 

Cost 
Accounting 

Management 
Accounting 
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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.” 

(b) Cost Accounting 

According to the Chartered Institute of Management Accountants (CIMA), Cost 

Accountancy is defined as “application of costing and cost accounting principles, 

methods and techniques to the science, art and practice of cost control and the 

ascertainment of profitability as well as the presentation of information for the purpose 

of managerial decision-making.” 

(c) Management Accounting 

Management Accounting is concerned with the use of Financial and Cost Accounting 

information to managers within organizations, to provide them with the basis in 

making informed business decisions that would allow them to be better equipped in 

their management and control functions.  

ACCOUNTING  CYCLE 

When complete sequence of accounting procedure is done which happens frequently 

and repeated in same directions during an accounting period, the same is called an 

accounting cycle. 

Steps/Phases of Accounting Cycle 

The steps or phases of accounting cycle can be developed as under: 

 

 

GENERALLY  ACCEPTED ACCOUNTING PRINCIPLES {GAAP} 

The rules and guidelines that companies must follow while reporting the financial data 

to its end users. The common set of accounting principles is the generally accepted 

accounting principles (GAAP).  
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Generally accepted accounting principles (GAAP) refer to the standard framework of 

guidelines for financial accounting used in any given jurisdiction; generally known as 

accounting standards or standard accounting practice.  

These include the standards, Concepts and conventions that accountants follow in 

recording and summarizing and in the preparation of financial statements. 

 

Accounting Principles 

Accounting Concepts 
1. Business Entity Concept 
2. Money Measurement Concept 
3. Accounting  Period Concept 

4. Matching Concept 
5. Going Concern Concept 
6. Accrual Concept 
7. Realization Concept 
8. Dual Aspect Concept 
9. Objective evidence concept 
10. Historical record concept 
11. Cost concept 
12. Accrual Concept 
13. Revenue recognition concept 

 

Accounting Conventions 
1. Convention of Consistency 

2. Convention of Conservatism 

3. Convention of Materiality 

4. Convention of Full disclosure 

 
 
 
 
 
 
 

Accounting Concepts 

1. Business Entity Concept : The owner and the business are considered as two 
different persons, distinct from each other. Transactions are recorded from the 
point of view of the business and not the owner. As such, any amount invested 
by the owner in the business is considered as a liability by the business. Also, 
only those transactions that concern the business are recorded. 

 
2. Money Measurement Concept : Only those transactions that can be expressed 

in money terms (financial transactions) are recorded in the books. Non-financial 
transactions are therefore not recorded. 

 
3. Going Concern Concept: It is assumed that the business will continue to 

operate in the foreseeable future (as far as one can predict). Therefore, there is 

no intention of closing down. 
 

4. Accrual Concept : According to the Accruals concept, when calculating the profit 
of a given period, revenues earned in that period need to be matched against 
expenses incurred for that same period. 

 
5. Realization Concept: The realization concept means that accounts recognize 

transactions and any profits arising from it at the point of sale or transfer of legal 
ownership. They do not just recognize the transactions when cash exchanges 
hands, but also when the transaction occurs at the point of sale. 

 
6. Dual Aspect Concept: This concept takes into account the two aspects of a 

accounting represented on one side by the assets of the business and on the 

other by the claims against those assets.  

http://en.wikipedia.org/wiki/Financial_accounting
http://en.wikipedia.org/wiki/Standard_accounting_practice
http://en.wikipedia.org/wiki/Financial_statements
http://accounting-simplified.com/financial-accounting/accounting-concepts-and-principles/business-entity-concept.html
http://accounting-simplified.com/financial/concepts-and-principles/money-measurement.html
http://accounting-simplified.com/financial/concepts-and-principles/matching.html
http://accounting-simplified.com/financial-accounting/accounting-concepts-and-principles/going-concern.html
http://accounting-simplified.com/financial-accounting/accounting-concepts-and-principles/accrual-concept.html
http://accounting-simplified.com/financial/concepts-and-principles/realization.html
http://accounting-simplified.com/financial/concepts-and-principles/duality.html
http://accounting-simplified.com/financial-accounting/accounting-concepts-and-principles/business-entity-concept.html
http://accounting-simplified.com/financial/concepts-and-principles/money-measurement.html
http://accounting-simplified.com/financial-accounting/accounting-concepts-and-principles/going-concern.html
http://accounting-simplified.com/financial-accounting/accounting-concepts-and-principles/accrual-concept.html
http://accounting-simplified.com/financial/concepts-and-principles/realization.html
http://accounting-simplified.com/financial/concepts-and-principles/duality.html
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This duality is also explained by the accounting equation as :Assets = Capital + 

Liabilities 
 

Accounting Conventions 

1. Convention of Consistency: All similar items need to be given the same 
accounting treatment in the same accounting period and from one period to 
another. Unless there is a valid reason, no changes are allowed in the 
accounting policy chosen. This concept especially prevents accountants from 
manipulating the results of a business by simply changing the accounting 
policies. The same depreciation method is applied for similar items in the same 
period and from one period to another. 

2. Convention of Conservatism: This convention prevents the anticipation of 

future profits before they are realized but requires making provisions for losses 
as soon as they are recognized. Therefore, according to this concept, assets and 
revenue are not overstated while liabilities and losses are not understated. 
Inventory of goods are valued at the lower of cost and net realizable 
value.  Provisions for doubtful debts are made for potential loss in amount owed 
by credit customers. 

3. Convention of Materiality: According to this convention, when recording 
transactions, the accountant should consider whether such transaction will 
affect the decisions of persons reading the accounts.  
A classical example here would be the way an accountant will treat a pencil 
costing Rs.2 in the accounts. Though this item is bought by a business and will 
be used for several years, it does not have significant value. 

4. Convention of Full disclosure: The convention of disclosure implies that 
accounts must be honestly prepared and all material information must be 
disclosed therein. The notion is so important (because of divorce between 
ownership and management) that the Companies Act makes ample provisions 
for the disclosure of essential information in company accounts. The contents 
of balance sheet and profit and loss account are prescribed by law. These are 
designed to make disclosure of all material facts compulsory. 

 

Accounting Standards 

DEFINITION: 

 

According to ICAI (Institute of Chartered Accountants of India), accounting standards 

are “written documents, policies, procedures issued by expert accounting body or 

government or other regulatory body covering the aspects of recognition, 

measurement, treatment, presentation and disclosure of accounting transactions in 

the financial statement”. 

Accounting standards are issued by the “Institute of Chartered Accountants of India” 

(ICAI). 

The primary objectives of accounting standards are: 

 To provide a standard for the diverse accounting policies and principles. 

 To put an end to the non-comparability of financial statements. 

 To increase the reliability of the financial statements. 

 To provide standards which are transparent for users. 

 To define the standards which are comparable over all periods presented. 

 To provide a suitable starting point for accounting. 
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 It contains high quality information to generate the financial reports. This can 

be done at a cost that does not exceed the benefits. 

 For the eradication the huge amount of variation in the treatment of accounting 

standards.  

 To facilitate ease of both inter-firm and intra-firm comparison. 
 

ADVANTAGES OF ACCOUNTING STANDARDS: 

1. Accounting standards reduces or eliminates confusing variation in the 

accounting treatments used to prepare the financial statements. 

2. Accounting standards may call for disclosure beyond that required by law. 

3. It facilitates comparison of financial statements of different companies. 

DISADVANTAGES: 

1. There may be a trend towards rigidity. 

2. It is away from flexibility in applying accounting standards. 

3. Accounting standards cannot override the law. 

4. Differences in accounting standards are bound to be because of differences in 

the legal system and traditions from one country to another. 

Applicability of accounting standards w.e.f 1-4-2004: 

 Level- I Enterprises  

 Level- II Enterprises  

 Level- III Enterprises 

 Level- I Enterprises: 
 Listed company 

 Companies in process of listing 

 Banks including co-operative banks 

 Financial institutions 

 Insurance business 

 Entities whose turnover more than 50crores 

 Holding and subsidiary entities of any of the above 

 Entities having public deposits more than 10crore 

 

 Level- II enterprises: 
 Entities whose turnover is between 40 lakhs - 50crores 

 Entities having public borrowing in between 1-10crore 

 Holding and subsidiary entities of any of the above 

 

 Level- III Enterprises: 
Entities which are not covered under Level- I and Level- II are considered as 

Level- III entities 
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Comparative Statement of AS & IND AS 

SL.No. Accounting 
Standards (AS) 

IND AS No. Name of IND AS 

1 AS 1 Ind AS 1 Presentation of Financial Statements 

2 AS 2 Ind AS 2 Inventories 

3 AS 3 Ind AS 7 Statement of Cash Flows 

4 AS 4 Ind AS 10 Events after the Reporting Period 

5 AS 5 Ind AS 8 Accounting Policies, Changes in Accounting Estimates and 

Errors 

6 AS 7 Ind AS 11 Construction Contracts 

7 AS 9 Ind AS 18 Revenue 

8 AS 10 &  AS 6 Ind AS 16 Property, Plant and Equipment 

9 AS 11 Ind AS 21 The Effects of Changes in Foreign Exchange Rates 

10 AS 12 Ind AS 20 Accounting for Government Grants and Disclosure of  

Government Assistance 

11 AS 14 Ind AS 103 Business Combinations 

12 AS 15 Ind AS 19 Employee Benefits 

13 AS 16 Ind AS 23 Borrowing Costs 

14 AS 17 Ind AS 108 Operating Segments 

15 AS 18 Ind AS 24 Related Party Disclosures 

16 AS 19 Ind AS 17 Leases 

17 AS 20 Ind AS 33 Earnings Per Shares 

18 AS 21 Ind AS 27 Consolidated and Separate Financial Statements 

19 AS 22 Ind AS 12 Income Taxes 

20 AS 23 Ind AS 28 Investments in Associates 

21 AS 24 Ind AS 105 Non-Current Assets Held for Sale and Discontinued  

Operations 

22 AS 25 Ind AS 34 Interim Financial Reporting 

23 AS 26 Ind AS 38 Intangible Assets 

24 AS 27 Ind AS 31 Interests in Joint Ventures 

25 AS 28 Ind AS 36 Impairments of Assets 

26 AS 29 Ind AS 37 Provisions, Contingent Liabilities and Contingent Assets 

27 AS 30 Ind AS 39 Financial Instruments: Recognition and Measurement 

28 AS 31 Ind AS 32 Financial Instruments: Presentation 

29 AS 32 Ind AS 107 Financial Instruments: Disclosures 

30 Guidance Note Ind AS 102 Share-based Payment 

31 Guidance Note Ind AS 106 Exploration for and Evaluation of mineral Resources 

32 No Corresponding  

Standard 

Ind AS 29 Financial Reporting in Hyperinflationary Economies 

33 No Corresponding  

Standard 

Ind AS 40 Investment Property 

34 No Corresponding  

Standard 

Ind AS 101 First Time Adoption of Ind AS 

35 No Corresponding  

Standard 

Ind AS 104 Insurance Contracts 

 


