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Accounting Concepts & Standards

Assessment 3

Q1.	Give short answers to the following questions: (15)

a. What is a dual aspect concept?

It is a concept of recording business transactions in the books of accounts which recognizes that each and every business transaction has a dual effect and that two accounts are to be recorded for each transaction.

b.  What do you understand by the term ‘convention of materiality’?

The ‘convention of materiality’ is the principle in accounting that trivial matters are to be disregarded, and all important matters are to be disclosed.

c. What is accounting equation?

The accounting equation is the process used to capture the effect of economic events; Assets = Liabilities + Owner’s Equity which is the concept used for reporting in the balance sheet.

d. What does GAAP stand for?

It stands for Generally Accepted Accounting Principles, which are principles developed by reputed professional accounting associations in the UK in compliance with both academic researches and legislations.   

e. What you understand by the following terms?

a. Liabilities
These are the monetary debts and obligations that arise during the course of business dealings which can be settled over time by the transfer of money, goods or services.
 
b. Assets
It is any item which has economic value owned by a company which can be converted to cash. 

c. Revenue
It is the income that a company receives from its normal business activities from the sale of goods and services to customers.

Q2.	Explain the various types of accounting concepts. (7)

On Money Measurement Concept of accounting, firstly, only the monetary matters are recorded. It does not record other important elements which have a bearing on the profitability of the company, such as staff management, downtime of production, loss of business clients through competitions and labor matter. Secondly, the value of money is recorded at the time of entry into the book and the time value of money is not taken into consideration.

On Continuity Concept, the company is assumed to be a going concern within a foreseeable future and through its business operations, will continue to add value to its resources. This concept provides a basis for the application of cost in accounting for assets.  By relying on this concept, the accounting process can remain stable and can correctly reflect the financial health and efficiency of the management in the company. 

On Cost Concept, the asset is only worth as much as its original cost at time of acquisition and this cost is the basis of all subsequent accounting for it. Any future reporting of it will not reflect the current market value. In order to bring the asset closer to its market value in the future, an artificial process of depreciation will be made to its cost gradually by allocating certain part of it to expense in each financial period. 

The Accrual Concept guides the accountant on how to consider and record in any accounting period, differently for the cash receipts (or payment slips for any expenditure) and the rights to receive them.  Their recording into the current revenue is possible as long as a legal right to receive (or pay) it has arisen.

Concept of Conservatism is a prudent approach practiced by accountants to record the minimum possible revenues and values of assets while making high estimations for expenses and liabilities.  This practice allows all probable losses to be estimated early without posing any surprise in the end.  However, the accountant should apply this concept rationally or risk making a misrepresentation. 

The Materiality Concept provides that items of small significance need not be given due strict attention as other important transactions. The entire costs to such items would usually be, subject to the company’s rule, recorded as expenses and not carried forward to the next accounting period.

The Consistency Concept is the standardization emphasized by a company in using a single method of recording a transaction in the books of account. When a company has decided on a certain method, it would be used for all subsequent similar events. Any non-compliance would need to be announced in the financial statements to warn the interested parties which have consistently been comparing the data from past years in the analysis of the assets, revenues, profits etc.     
 
The Periodicity Concept serves to provide any interested party with the important operating results of the business of the company at certain intervals according to established business practice and legislations. For internal reporting, intervals of one month and/or three months are usual whereas for external reporting, a period of twelve month is standard.
 
Q3.	‘Why do we need accounting standards’? Discuss. (8)

As there are so many core concepts in the theory of accounting, the financial results of different companies cannot be compared and evaluated without having to understand each of their accounting methods. Worse, the mixed use of accounting methods could result in unrealistic or different financial results, even within the same company.

If there are no accounting standards, the investors would not trust the results exposed in the financial statements as there are no basis as regards the rationality, consistency and appropriateness of the numbers.  They would avoid the companies with unverifiable results and with time, would gradually lead them to be prejudiced towards those sound companies which practice good and consistent accounting methods. The avoidance would result in not maximizing the capital distribution of resources within the economy.

If there are in existence accounting standards, the investors can compare and evaluate the financial results of different companies and their trust in the financial statements will grow and more capital would be allocated to the companies which in turn will boost the economy. 
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