Theoretical concepts of Accounting


Question 1: What is account and accounting?
 
Answer: 
Account:  An account is an accounting record of increases and decreases in a specific asset, liability or owner’s equity item.
           
Accounting:  Accounting is an information system that identifies, records and communicates the economic activities of an organization to the interested users.    


Question 2:  State the accounting equation. 

Answer:  A= L+ O/E; that means, Assets = Liabilities + Owner’s Equity

    Assets: Assets are those resources that give future economic benefits. Example---land, prepaid      
   rent, cash.

    Liabilities: Liabilities are creditors’ claims on total assets. Example --- accounts payable, notes payable etc. 

   Owner’s Equity: Owner’s equity is owner’s claims on total assets. It can be expanded as follows: 
    Capital: Any item brought by the owner for the business.
    Drawing: Any item withdrawn by the owner for personal use.
    Revenue: Revenue is the income that a company receives from its normal business activities,   
    usually from the sale of goods and services to customers.
    Expense: Amount spent or cost incurred in an organization's efforts to generate revenue,   
    representing the cost of doing business.

Question 3: Explain the users of accounting.
Answer:
a. Internal Users: Internal users are people inside of an organization who plan, organize, and run business operation and use financial information to make decisions.
· Managers: Managers are internal users of accounting information. Managers need accounting information to know the growth of organization, to compare the budget with actual result etc.
· Employee:  Employees of the organization require accounting information for the evaluation of the outcome of the organization and for the appraisal of their performance during the year.
· Finance Director:  Finance Director needs accounting information to know the financial condition, to collect funds, to utilize those funds effectively. 


b. External Users: External users are individuals outside of an organization.
· Investors: They use accounting information to make decisions to buy, hold, or sell stock. 
· Creditors: They use accounting information to evaluate the risks of granting credit or lending money. 
· Taxing Authority: They use accounting information to compute tax liability.
· Regulatory Agencies: They want to know whether the company is operating within prescribed rules
· Labor Unions:  They want to know whether the owners can pay increased wages and benefits.  

Question 4: What are the generally accepted accounting principles (GAAP)?

Answer: The common set of accounting principles, standards and procedures that companies use to compile their financial statements. These include the standards, conventions, and rules that accountants follow in recording and summarizing and in the preparation of financial statements. Companies are expected to follow GAAP rules when reporting their financial data via financial statements. 

      Question 5: What are the Assumptions of Accounting? Explain them.

Answer: 
1. Economic entity assumption: The activities of an entity should be kept separate and distinct from the activities of its owner and all other entities. 
2. Going concern assumption: Under going concern assumption, an entity is viewed as continuing in business for the foreseeable future.

3. Monetary unit assumption: Under monetary unit assumption, accounting records only the transaction data that can be expressed in monetary terms.

4. Time period assumption: This assumption allows for the division of businesses operational activities into artificial time periods for reporting purposes as determined by the business owners.  The company can record information on a daily, weekly, monthly, quarterly and yearly basis during a time frame they deem relevant. 
  

Question 6: Explain the Principles of Accounting.
 
Answer: 
1. Cost Principle: The cost principle requires that assets be recorded at the cash amount (or its equivalent) at the time that an asset is acquired. For example, if equipment is acquired for the cash amount of $50,000, the equipment will be recorded at $50,000.

2. Matching Principle: According to this principle, expenses are to be matched with revenue to determine net income.

3. Revenue Recognition Principle: Revenue should be recorded when the services are performed or the goods are sold. The revenue recognition principle requires that revenue should be recorded when it is realized or when it is earned.

4. Full disclosure Principle: For a business, the full disclosure principle requires a company to provide the necessary information so that people who are accustomed to reading financial information can make informed decisions concerning the company. The information can be disclosed either in the body of the statements or notes to the financial statements or through supplementary documents. 


Question 7:  Briefly explain the Debit and Credit terms of accounting.
Answer:
Debit: Debit is an entry on the left side of a double-entry bookkeeping system that represents the addition of an asset or expense or the reduction to a liability or revenue.
Credit: Credit is an accounting entry that either increases a liability or equity account, or decreases an asset or expense account.

Question 8: What is double entry system?
Answer:
In accounting, every transaction has two effects, debit and credit. The double entry system of accounting means that every business transaction will involve two accounts (or more). For example, when a company borrows money from its bank, the company's Cash account will increase and its liability account Loans Payable will increase. If a company pays $200 for an advertisement, its Cash account will decrease and its account Advertising Expense will increase.


Question9:  What is journal?

Answer: 
In accounting, a journal is a record of financial transactions in order by date. A journal is often defined as the book of original entry.

Question 10:  What is bookkeeping?

 Answer: 
Bookkeeping is the recording of financial transactions, and is part of the process of accounting in business. Transactions include purchases, sales, receipts, and payments by an individual person or an organization/corporation.

Question 11:  What is the meaning of Simple entry & compound entry?

Answer:
Simple entry: If an entry involves only two accounts, one debit and one credit, it is considered a simple entry.Example:




Compound Entry: When three or more accounts are required in one journal entry, the entry is referred to as a compound entry.

	Date
	Account  title & Explanation
	Ref.
	Debit
	Credit

	2015
July 1
	Equipment
      Cash
       Account Payable
	
	20,000
	
15,000
5’000




Question12: What is ledger?

Answer:
Ledger is a principal book in which the monetary transactions of a business are posted in the form of debits and credits. 

Question 13: What is Adjusting journal entry?

Answer:  Adjusting entries are journal entries made at the end of the accounting period to allocate revenue and expenses to the period in which they are actually applicable.

Question 14: Define Accrual Basis of Accounting and Cash Basis of Accounting.
Answer:

Accrual Basis of Accounting: Under the accrual basis of accounting, revenues are reported on the income statement when they are earned and expenses are matched with the related revenues and/or are reported when the expense occurs, not when the cash is paid. The result of accrual accounting is an income statement that better measures the profitability of a company during a specific time period.

Cash Basis of Accounting:  Under the cash basis of accounting, revenues are recorded only when cash is received and expenses are recorded only when cash is paid. 

Question 15:  Define merchandising company.
Answer:
A merchandising company is an enterprise that buys and sells goods to earn a profit.
	
Question 16: Discuss different types of merchandising inventory system.

Answer:
a. Perpetual – where detailed records of each inventory purchase and sale are maintained. Cost of goods sold is calculated at the time of each sale.
b. Periodic – detailed records are not maintained. Cost of goods sold is calculated only at the end of the accounting period.

Question 17: Define FOB Shipping Point.
Answer:
FOB shipping point means buyer has to pay the transportation cost.
Question 18: Define FOB Destination.        
Answer:
FOB destination means seller has to pay the transportation cost.

Question 19: What does 2/10, n/30 mean?
Answer:
2/10, n/30 means 2 percent discount is available if the payment is made within 10 days of purchase.

Question 20: What does IFRS stand for?
Answer:
IFRS stands for International Financial Reporting Standards.

Question 21: What does IASB stand for?
Answer:
IASB stands for International Accounting Standards Board.

Question 22: What does IAS stand for?
Answer:
IAS stands for International Accounting Standards.


						*************


Important Short Notes


Allowance method: A method of estimating uncollectible accounts receivable whereby bad debt expense is recorded in the same period as the sale to obtain a proper matching of expense and revenues and to achieve a proper carrying value for accounts receivable.

Bank reconciliation statement: A schedule that explains any differences between the bank’s and the company’s records of cash.

Cash discounts: Sales discounts that are offered to induce prompt payment.

Cash dividends: A dividend paid to shareholders in cash.

Cash flows: The inflows and outflows of cash and cash equivalents.

Conceptual framework: A conceptual framework deals with fundamental financial reporting issues such as the objectives and users of financial statements, the characteristics that make accounting information useful, the basic elements of financial statements (e.g., assets, liabilities, equity, income, and expenses), and the concepts for recognizing and measuring these elements in the financial statements.

Conservatism: A constraint of financial reporting that means when in doubt choose the solution that will least likely overstate assets and income.

Consistency: It states that, once you adopt an accounting principle or method, continue to follow it consistently in future accounting periods.

Current asset: A balance sheet account that represents the value of all assets that can reasonably expected to be converted into cash within one year. Current assets include cash and cash equivalents, accounts receivable, inventory, marketable securities, prepaid expenses and other liquid assets that can be readily converted to cash.

Current liability: A company's debts or obligations that are due within one year. Current liabilities appear on the company's balance sheet and include short term debt, accounts payable, accrued liabilities and other debts. 


Depreciation: A method of allocating the cost of a fixed asset such as machine, building over its useful life. For accounting purposes, depreciation indicates how much of an asset's value has been used up.

Direct write-off method: A method for recording uncollectible accounts receivable where no entry is made until a specific account has definitely been established as uncollectible.

Earnings per share (EPS): The portion of a company's profit allocated to each outstanding share of common stock. EPS serves as an indicator of a company's profitability.

Feedback value: The notion that relevant information helps users confirm or correct prior expectations.

First-in, first-out (FIFO) method: The first in, first out (FIFO) method of inventory valuation is a cost flow assumption that the first goods purchased are also the first goods sold. 

Income statement: A financial statement that measures the results of operations during the period.

Inventories: Asset items held for sale in the ordinary course of business, or goods that will be used or consumed in the production of goods to be sold.

Last in, first out (LIFO) method: The last in, first out (LIFO) method operates under the assumption that the last item of inventory purchased is the first one sold. 

Materiality: The constraint that relates to an item’s impact on a firm’s overall financial operations. An item is material if its inclusion or omission would influence or change the judgment of a reasonable person.

Merchandise inventory: Inventory that is purchased in a form ready for sale.

Relevance: A qualitative characteristic of accounting information that indicates that it must make a difference in a decision.

Reliability: It refers to the trustworthiness of the financial statements.

Salvage value: Salvage value is the estimated resale value of an asset at the end of its useful life. Salvage value is subtracted from the cost of a fixed asset to determine the amount of the asset cost that will be depreciated. Thus, salvage value is used as a component of the depreciation calculation. 

Trade discount: A trade discount is a reduction to the published price of a product. 


                                                        ****************



	Basics of Cost Accounting

	Question
	Answer

	1
	Define Cost accounting.
	Cost accounting is the branch of accounting that involves the techniques for determining and controlling the costs of products, processes, projects, etc. Cost accounting assists management in making financial decisions and planning and control of the organization.

	2
	Is there any difference between expense and expenditure? 
	Yes. Expense is a cost that has been expired, used up or was necessary for generating revenues. These are reported in the income statement. In contrast, expenditures are the payment or disbursement. It may be made for the purchase of assets, a reduction of a liability etc.

	3
	What is cost?
	Cost can be defined as an amount to be paid or given up to get something. In other words, cost is the value of sacrifices to get something.

	4
	Define expense
	Expense is the expired part of costs.

	5
	How many costing systems are there?
	In the manufacturing companies, there are mainly two costing systems- Marginal and Absorption costing system. 

	6
	What is Absorption costing?
	Absorption costing is defined as a method for accumulating the costs associated with a production process and apportioning them to individual products. This type of costing is required by the accounting standards to create an inventory valuation that is stated in an organization's balance sheet.

	7
	Define Marginal costing
	In marginal costing, the variable costs are matched against the sales value for the period to highlight an important performance measure.

	8
	Define cost unit
	The quantity upon which cost can be conveniently allocated is known as cost unit.

	9
	What is cost center?
	Cost center is the location, person or item of equipment (or group of these) for which cost may be ascertained and used for the purpose of cost control.

	10
	How would you like to define cost object?
	A cost object is whatever we are calculating a cost for. Examples of cost object includes: cost of a single unit produced or cost of units produced a day or in a batch. Raw materials consumed are also an example of cost object

	11
	Define manufacturing cost with example
	Manufacturing costs are the costs necessary to convert raw materials into products. In other word, factory related costs can be defined as manufacturing cost. Example- Material, labor and Overhead cost.

	12
	What is Material or direct material?
	Material or direct materials are those that go with the final products. In other word, direct materials are the ingredients that are converted to finished goods.

	
13
	
Define labor and direct labor cost.
	Labor costs are the payment made to the employees of the organization. On the other hand, direct labor costs are the payments to those labors who are directly involved in manufacturing or making the goods. 

	14
	Define manufacturing overhead.
	Manufacturing overhead or factory overhead are the manufacturing costs that cannot be easily traced per unit. In other words, indirect manufacturing costs (indirect material and indirect labor) are called manufacturing overhead.

	15
	What do you mean by cost behavior?
	Cost behavior refers to the way different types of production costs change when there is a change in level of production.

	16
	What is the difference between cost and expense?

	Cost is the value of sacrifices to get something. On the other hand, expense is the expired or used part of costs.

	17
	What is fixed cost?
	The costs that remain fixed upto a relevant range. Fixed costs can also be defined as the cost that does not vary with the change of the activity level in short run.

	18
	Define variable cost.
	A variable cost is a constant amount per unit produced or used. Therefore, the total amount of the variable cost will change proportionately with volume or activity. Generally, a product's direct materials are a variable cost.

	19
	What is semi variable cost?
	Semi variable costs contain both fixed and variable cost. They are partly affected by fluctuation in the level of activity. Example: Factory supervision, Maintenance etc. 

	20
	How opportunity costs can be defined?
	This is the cost of next best alternative forgone. It is the opportunity lost. For example, if a sole proprietor is foregoing a salary and benefits of $50,000 at another job, the sole proprietor has an opportunity cost of $50,000

	21
	Define relevant cost.
	Relevant costs are the costs relevant for making decision in specific decision.

	22
	Define sunk cost.
	Sunk costs are the historical or past costs that have already been incurred and cannot be recovered by making a decision now and in future. Example: Market surveying cost.

	23
	What is avoidable cost?
	Avoidable costs are expenses that can be avoided if a decision is made to alter the course of a project or business. For example, a manufacturer with many product lines can drop one of the lines, thereby eliminating associated expenses such as labor and materials.

	24
	What is administrative cost?
	All executive, organizational and clerical costs are considered as administrative costs. Simply, costs other than manufacturing, marketing and selling costs are administrative costs.

	25
	Define Common costs.
	Common costs can be defined as the costs incurred to support a number of cost objects but cannot be traced individually.

	26
	What do you mean by conversion cost?
	Costs that are required to convert the direct materials into finished goods are conversion costs. Direct labor and manufacturing overhead are the conversion costs.

	27
	How would you like to define direct cost?
	Cost that can be easily traced to a specific cost object.

	28
	What do you understand by indirect cost?
	Costs that cannot be easily traced to a specific cost object.

	29
	Define inventoriable cost.
	Costs that we can store as inventory are inventoriable costs. Since manufacturing costs remain with finished goods and finished goods can be stored, all manufacturing costs are inventoriable costs.

	30
	How marketing or selling costs can be defined?
	Costs that are incurred to reach the products or services into the hand of final users.

	31
	What is product cost?
	All costs involved in purchasing or manufacturing a product are the product costs. 

	32
	What is period costs?
	Costs that are charged in the income statement in the period in which they occur are the period costs. Generally non manufacturing costs are the period costs.

	33
	What is the meaning of prime costs?
	Prime costs are the main costs of a manufacturing concern. Direct materials and direct labor costs are jointly constitute prime costs.

	34
	What do you mean by relevant range?
	The range of activities upto which the fixed costs remain fixed.

	35
	What do you mean by unavoidable costs?
	Costs a company incurs regardless of the operational decisions it makes. Examples of unavoidable costs include rent, office supplies and some taxes.

	36
	Define imputed cost.
	A cost that is incurred by virtue of using an asset instead of investing it or undertaking an alternative course of action. An imputed cost is an invisible cost that is not incurred directly, as opposed to an explicit cost, which is incurred directly. 

	37
	Define activity cost pool.
	A bucket in which costs are accumulated that relate to a single activity measure.
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