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INTRODUCTION

Accounting is the language of business. It is the art of recording, classifying and
summarizing financial transactions and interpreting the results thereof. It
communicates the result of business operations to various parties who have some
stake in the business, viz., proprietors, creditors, investors, government and other
agencies. Every businessman is interested in two facts: (i) has his business earned
a profit or suffered a loss during the period covered by the Trial Balance, and (ii)
where does the business stand now? In other words, what is the financial position
of the business? The determination of profit or loss is done by preparing a trading
account and a profit and loss account or ‘Income Statement’. The financial position
is judged by preparing a balance sheet of the business.

The role of the accountant has undergone revolutionary change with the
passage of time. Traditionally, accounting was considered solely a historical
description of financial activities. This view is no longer acceptable. Accounting
is now considered a service activity and an important tool of management for
decision-making. Keeping this in mind, this book, will deal with the basics of
accounting, double-entry system of book-keeping, accounting from incomplete
records, and ratio analysis.

This book, Accounting Fundamentals, has been designed keeping in
mind the self-instruction mode (SIM) format and follows a simple pattern, wherein
each unit of the book begins with the Introduction followed by the Objectives for
the topic. The content is then presented in a simple and easy-to-understand manner
and is interspersed with Check Your Progress questions to reinforce the student’s
understanding of the topic. A list of Self-Assessment Questions and Exercises is
also provided at the end of each unit. The Summary and Key Words further act
as useful tools for students and are meant for effective recapitulation of the text.



BLOCK 1
ACCOUNTING FUNDAMENTALS

UNIT 1 INTRODUCTION TO
ACCOUNTING

Structure

1.0 Introduction

1.1 Objectives

1.2 Accounting: Definition
1.2.1 Accounting for Historical Function and Managerial Function
1.2.2 Various Uses of Accounting Information

1.3 Answers to Check Your Progress Questions

1.4 Summary

1.5 Key Words

1.6 Self Assessment Questions and Exercises

1.7 Further Readings

1.0 INTRODUCTION

Accounting has rightly been termed as the language of the business. The basic
function of a language is to serve as a means of communication. Accounting also
serves this function. It communicates the result of business operations to various
parties who have some stake in the business, viz., the proprietor, creditors,
investors, Government and other agencies. Though accounting is generally
associated with business but it is not only business which makes use of accounting.
Persons like housewives, Government and other individuals also make use of
accounting. For example, a housewife has to keep a record of the money received
and spent by her during a particular period. She can record here receipts of money
on one page of her “household diary”, while payments for different items such as
milk, food, clothing, house, education, etc., on some other page or pages of her
diary in a chronological order. Such a record will help her in knowing about:

(1) The sources from which she received cash and the purposes for which it
was utilised.

(i) Whether her receipts are more than her payments or vice versa?
(1) The balance of cash in hand or deficit, if any, at the end of a period.

In case the housewife records her transactions regularly, she can collect
valuable information about the nature of her receipts and payments. For example,
she can find out the total amount spent by her during a period (say, a year) on
different items, say milk, food, education, entertainment, etc. Similarly, she can
find the sources of her receipts such as salary of her husband, rent from property,
cash gifts from her near relations, etc. Thus, at the end of a period (say, a year) she
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can see for herself about her financial position, i.e., what she owns and what she
owes. This will help her in planning her future income and expenses (or making out
abudget) to a great extent.

The need for accounting is all the more greater for a person who is running
abusiness. He knows: (i) What he owns? (i1) What he owes? (iii) Whether he has
earned a profit or suffered a loss on account of running a business? (iv) What is his
financial position, i.e., whether he will be in a position to meet all his commitments
in the near future or he is in the process of becoming a bankrupt.

1.1 OBJECTIVES

After going through this unit, you will be able to:
¢ Discuss the meaning and definition of accounting
¢ Explain the historical and managerial functions of accounting

e Describe the various uses of accounting information

1.2  ACCOUNTING

Some people take book-keeping and accounting as synonymous terms, but they
are different from each other. Book-keeping is mainly concerned with recording
of financial data relating to the business operations in a significant and orderly
manner. A book-keeper may be responsible for keeping all the records of a business
or only of a minor segment, such as a position of the Customers’ accounts in a
departmental store. A substantial portion of the book-keeper’s work is of a clerical
nature and is increasingly being accomplished through the use of mechanical and
electronical devices.

Accounting is primarily concerned with designing the systems for recording,
classifying and summarizing the recorded data and interpreting them for internal
and external end-users. Accountants often direct and review the work of the book-
keepers. The larger the firm, the greater is the responsibility of the accountant.
The work of an accountant in the beginning may include some book-keeping. An
accountant is required to have a much higher level of knowledge, conceptual
understanding and analytical skill than what is required for a book-keeper.

Difference between Book-keeping and Accounting

The difference between book-keeping and accounting can be well understood
with the help of the following example:

If 4 sells goods to B on credit, the only fundamental principle involved
is of “dual aspect” and to give a true picture of the transaction, both
the aspects must be considered. On the one hand, 4 has lost one
asset, i.e., good and on the other hand, he has obtained another asset,
i.e., a “debt due from B”. The book-keeper should debit B’s account



in A’s books and credit the sales account. However, if at the end of a
year, A has got some stock of goods with him, they should be properly
valued in order to ascertain the true profit of the business. The principle
to be followed in valuing the stock and many adjustment that will
have to be made before the books of account can be closed and true
profit or loss can be ascertained, are all matters of accounting. Thus,
book-keeping is more of a routine work and a book-keeper, if instructed
properly, can record the routine transactions quite efficiently even if
he does not know much of accounting principles.

Is Accounting a ‘Science’ or an ‘Art’?

Any organized knowledge based on certain basic principles is a ‘science’.
Accounting is also a science. It is a organized knowledge based on scientific
principles which have been developed as result of study and experience. Of course,
accounting cannot be termed as a “perfect science” like Physics or Chemistry
where experiments can be carried and perfect conclusions can be drawn. It is a
social science depending much on human behaviour and other social and economic
factors. Thus, perfect conclusions cannot be drawn. Some people, therefore, though
not very correctly, do not take accounting as a science.

Art is the technique which helps us in achieving our desired objective.
Accounting is definitely an art. The American Institute of Certified Public
Accountants also defines accounting as “the art of recording, classifying and
summarizing the financial transactions”. Accounting helps in achieving our desired
objective of maintaining proper accounts, i.e., to know the profitability and the
financial position of the business, by maintaining proper accounts.

Accounting and Accountancy

Honestly speaking, in today’s world, there is not much difference between
accounting and accountancy. The terms have become pretty much interchangeable.
Accounting is traditionally one of the three principles of accountancy (the others
were bookkeeping and auditing), which was the application of reading and
maintaining the financial records of said company. Traditionally, accountancy is the
parent term for the entire field and accounting was a specific duty of an accountant.
Accountancy is referred to as the actual process of communicating information
about the financial state of a company to its shareholders, usually in the form of
financial statements, which show the assets and resources under the company’s
control in monetary terms.

1.2.1  Definitions, Scope and Functions of Accounting

From the above discussion it is clear that over a period of time the concept of
accounting and the role of accountant has undergone a revolutionary change. The
change is particularly noticeable during the last fifty years.

Earlier, accounting was considered simply as a process of recording business
transactions and the role of accountant as that of record-keeper. However,
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accounting is now considered to be a tool of management providing vital information
concerning the organisation’s future. Accounting today is thus more of an information
system rather than a mere recording system.

It will be useful here to give in a chronological order the definitions given by
some of the well established accounting bodies which show how the concept of
accounting has undergone a change over a period of time.

In 1941, the American Institute of Certified Public Accountants (AICPA)
defined accounting as follows:
“Accounting is the art of recording, classifying and summarizing in
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”.
In 1966, the American Accounting Association (AAA) defined accounting
as follows:
“Accounting is the process of identifying, measuring and

communicating economic information to permit informed judgements
and decisions by users of the information”.

Scope of Accounting

Accounting has a wide scope and it extends to business, trade, government,
financial institutions, individuals and families. The accounting principle is used in
every step. This is wrong to assume that the accounting scope is only limited to
financial transactions of a business concern. Accounting is essential for all types of
business organizations, even for individuals and families.

Functions of Accounting

In 1970, the Accounting Principles Board (APB) of the American Institute of
Certified Public Accountants (AICPA) enumerated the functions of accounting as
follows:

“The function of accounting is to provide quantitative information,

primarily of financial nature, about economic entities, that is needed

to be useful in making economic decisions”.

Thus, accounting may be defined as the process of recording, classifying,

summarizing, analysing and interpreting the financial transactions and communicating
the results thereof to the persons interested in such information.

An analysis of the definition brings out the following functions of accounting;

1. Recording: This is the basic function of accounting. It is essentially
concerned with not only ensuring that all business transactions of
financial character are, in fact, recorded but also that they are recorded
in an orderly manner. Recording is done in the book “Journal”. This
book may be further sub-divided into various subsidiary books such
as Cash Journal (for recording cash transactions), Purchases Journal



(for recording credit purchase of goods), Sales Journal (for recording
credit sales of goods), etc. The number of subsidiary books to be
maintained will be according to the nature and size of the business.

. Classifying: Classification is concerned with the systematic analysis

of the recorded data, with a view to group transactions or entries of
one nature at one place. The work of classification is done in the book
termed as “Ledger”. This book contains on different pages individual
account heads under which all financial transactions of similar nature
are collected. For example, there may be separate account heads for
Travelling Expenses, Printing and Stationery, Advertising etc. All
expenses under these heads after being recorded in the Journal will be
classified under separate heads in the Ledger. This will help in finding
out the total expenditure incurred under each of the above heads.

. Summarizing: This involves presenting the classified data in a manner

which is understandable and useful to the internal as well as external
end-users of accounting statements. This process leads to the
preparation of the following statements:

(7) Trial Balance (i7) Income Statement (iii) Balance Sheet.

. Dealing with Financial Transactions: Accounting records only those

transactions and events in terms of money which are of a financial
character. Transactions which are not of a financial character are not
recorded in the books of account. For example, if a company has got
a team of dedicated and trusted employees, it is of great use to the
business but since it is not of a financial character and capable of
being expressed in terms of money, it will not be recorded in the books
of the business.

. Analysing and Interpreting: The recorded financial data is analysed

and interpreted in a manner that the end-users can make a meaningful
judgement about the financial condition and profitability of the business
operations. The data is also used for preparing the future plan and
framing of policies for executing such plans.

A distinction here can be made between the two terms—° Analysis’
and ‘Interpretation’. The term ‘Analysis’ means methodical
classification of the data given in the financial statements. The figures
given in the financial statements will not help one unless they are put in
a simplified form. For example, all items relating to ‘Current Assets’
are put at one place while all items relating to ‘Current Liabilities’ are
put at another place. The term ‘Interpretation’ means explaining the
meaning and significance of the data so simplified.

However, both ‘Analysis’ and ‘Interpretation’ are complementary to
each other. Interpretation requires Analysis, while Analysis is useless
without Interpretation.
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6. Communicating: The accounting information after being meaningfully
analysed and interpreted has to be communicated in a proper form
and manner to the proper person. This is done through preparation
and distribution of accounting reports, which include besides the usual
income statement and the balance sheet, additional information in the
form of accounting ratios, graphs, diagrams, funds flow statements,
cash flow statements etc. The initiative, imagination and innovative
ability of the accountant are put to test in this process.

1.2.1 Accounting for Historical Function and Managerial Function

Historical functioning of accounting involves keeping the accurate records of all
the past transactions made in the business. This type of functioning of accounting
includes:

e Recording the financial transactions and maintain a journal to keep them all.
e [tisimportant to classify and separate the records and the ledger.

e Preparation of brief summary takes place for the quick reviews.

e This type of accounting gives the net result other than just keeping the records.

e Preparation of balance sheet takes place to determine the financial position
of the business.

e The analyzed data and records are then used for the other purposes.

e The last step is to communicate the obtained financial information to the
interested sectors, for instance, owners, suppliers, government, researchers
etc.

Managerial Functions

In an organization, the management committee looks for all kind of the decision
making. To ensure that the decisions are smooth and beneficial for everyone, they
do an evaluation of the past records provided by accounting. These are managerial
functions. The five managerial functions of accounting are:

e Formation of plans in addition to controlling the financial policies.

¢ Besides that, a budget is prepared to estimate the total expenditure for the
future activities.

o Also, cost control is made possible by comparing the cost with the efficiency
of'the work.

o The accounting also provides the necessary information during the evaluation
of employee’s performance.

o To check for frauds and errors is what the workability of the whole procedure
depends.



1.2.2 Various Uses of Accounting Information

Accounting is of primary importance to the proprietors and the managers. However,
other persons such as creditors, prospective investors, employees, etc., are also
interested in the accounting information.

1.

Proprietors: A business is done with the objective of making profit. Its
profitability and financial soundness are, therefore, matters of prime
importance to the proprietors who have invested their money in the business.

. Managers: In a sole proprietary business, usually the proprietor is the

manager. In case of a partnership business either some or all the partners
participate in the management of the business. They, therefore, act both as
managers as well as owners. In case of joint stock companies, the relationship
between ownership and management becomes all the more remote. In most
cases the shareholders act merely as rentiers of capital and the management
of the company passes into the hands of professional managers. The
accounting disclosures greatly help them in knowing about what has
happened and what should be done to improve the profitability and financial
position of the enterprise in the period to come.

. Creditors: Creditors are the persons who have extended credit to the

company. They are also interested in the financial statements because these
will help them in ascertaining whether the enterprise will be in a position to
meet its commitment towards them both regarding payment of interest and
principal.

. Prospective Investors: A person who is contemplating an investment in a

business will like to know about its profitability and financial position. A
study of the financial statements will help him in this respect.

. Government: The Government is interested in the financial statements of

business enterprise on account of taxation, labour and corporate laws. If
necessary, the Government may ask its officials to examine the accounting
records of a business.

. Employees: The employees are interested in the financial statements on

account of various profit sharing and bonus schemes. Their interest may
further increase in case they purchase shares of the companies in which
they are employed.

. Citizen: An ordinary citizen may be interested in the accounting records of

the institutions with which he comes in contact in his daily life, e.g., bank,
temple, public utilities such as gas, transport and electricity companies. In a
broader sense, he is also interested in the accounts of a government company,
a public utility concern etc., as a voter and a tax-payer.

Introduction to
Accounting

NOTES

Self-Instructional
Material 7



Introduction to
Accounting

NOTES

Self-Instructional
8 Material

Check Your Progress

1. What is book-keeping mainly concerned with?

2. Mention an example of non-financial transaction not included in the
accounting records.

3. State the difference between analysis and interpretation.

4. What does the workability of the whole managerial function of accounting
depends on?

1.3 ANSWERS TO CHECK YOUR PROGRESS

QUESTIONS

1. Book-keeping is mainly concerned with recording of financial data relating

to the business operations in a significant and orderly manner.

2. Anexample of non-financial transaction not included in the accounting
records is that if a company has got a team of dedicated and trusted
employees, it is of great use to the business but since it is not of a financial
character and capable of being expressed in terms of money, it will not be

recorded in the books of the business.

3. The term ‘Analysis’ means methodical classification of the data given in the
financial statements. The term ‘Interpretation’ means explaining the meaning

and significance of the data so simplified.

4. To check for frauds and errors is what the workability of the whole procedure

of'managerial accounting depends on.

1.4 SUMMARY

e Accounting is primarily concerned with designing the systems for recording,
classifying and summarizing the recorded data and interpreting them for

internal and external end-users.

e Accountants often direct and review the work of the book-keepers.

e Accounting is a science as it is an organized knowledge based on scientific
principles which have been developed as a result of the study and experience.

e Artis the technique which helps us in achieving our desired objective.

Accounting is definitely an art.

¢ Intoday’s world, there is not much difference between accounting and
accountancy. The terms have become pretty much interchangeable.

Accounting is traditionally one of the three principles of accountancy.

e Over a period of the time, the concept of accounting and the role of

accountant has undergone a revolutionary change.



¢ Accounting has a wide scope and it extends to business, trade, government,
financial institutions, individuals and families.

o The definition of accounting brings out the following functions of accounting:
recording, classifying, summarizing, dealing with financial transactions,
analysis and interpreting and communicating.

¢ Historical functioning of accounting involves keeping the accurate records
of all the past transactions made in the business.

¢ In an organization, the management committee looks for all kind of the
decision making. To ensure, that the decisions are smooth and beneficial for
everyone, they do an evaluation of the past records provided by accounting.
There are five managerial functions of accounting.

e Accounting is of primary importance to the proprietors and the managers.
However, other persons such as creditors, prospective investors, employees,
etc., are also interested in the accounting information.

1.5 KEY WORDS

e Accountancy: It refers to the actual process of communicating information
about the financial state of a company to its shareholders, usually in the
form of financial statements, which show the assets and resources under the
company’s control.

e Accounting: It may be defined as the process of recording, classifying,
summarizing, analysing and interpreting the financial transactions and
community the results thereof to the persons interested in such information.

¢ Historical functioning of accounting: It involves keeping the accurate
records of all the past transactions made in the business.

1.6 SELF ASSESSMENT QUESTIONS AND
EXERCISES

Short Answer Questions

1. Write a short note on the difference between accounting and book-keeping.
2. ‘Isaccounting a science or an art?” Comment.
3. Whatis the scope of accounting?

4. Briefly explain the historical and managerial functions of accounting.
Long Answer Questions

1. Explain the functions of accounting.

2. Discuss the various uses of accounting information.
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2.0 INTRODUCTION

Accounting can broadly be classified into two categories: (7) financial accounting,
and (i7) management accounting. Accounting, which is designed to serve parties
external to the operating responsibility of the firm, e.g., creditors, investors and
employees, is termed as ‘financial accounting’. Accounting, designed for use in the
operational needs of the business, i.e., to provide information relating to the conduct
of'the various aspects of the business, like costs, funds, profits, etc., is termed as
‘management accounting’. In this unit, you will learn about the scope and branches
of accounting including financial, cost and management accounting. You will also
learn about the relationship between accounting and other disciplines as well as
role and services of accountants.

2.1 OBJECTIVES

After going through this unit, you will be able to:
¢ Discuss accounting and other disciplines
e Describe the role of accountants

e Explain the scope of accounting with relation to financial, cost and
management accounting

2.2 ACCOUNTING AND OTHER DISCIPLINES

Accounting is closely related with other disciplines. It is, therefore, necessary for
the accountant to have a working knowledge of these disciplines for effective
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performance of his job. The relationship between accounting and some of the
other disciplines is being discussed in the following pages:

Accounting and Economics

Economics is concerned with rational decision making regarding efficient use of
scarce resources for satisfying human wants. The efficient utilisation of resources,
particularly when they are scarce, is important both from the viewpoint of a
business firm and of the country as a whole.

Accounting is considered to be a system which provides appropriate
information to the Management for taking rational decisions. Of course, some
non-accounting information is also useful for decision making. However, accounting
provides a major and dependable data base for decision making. The basic
objective of management of a business organisation is to maximise the wealth of
its owners. This is also the objective of economics. Efficient use of scarce resources
results in maximising the wealth of a nation. Thus, accounting and economics both
have a similarity in the sense that both seek the optimum utilisation of resources of
the firm or the nation, as the case may be. Moreover, the accountants have got the
ideas such as value of assets, income, capital maintenance etc., from the economists.
Of course, the accountants have suitably adapted these ideas keeping in view
their own requirements and limitations. For instance, according to the economists,
the value of an asset is the present value of all future earnings that can be derived
from the asset. However, it is a real difficult or almost impossible task for one to
estimate correctly the future earnings particularly when an asset has a very long
life—say, 50 years or more. The accountants have, therefore, adopted a realistic
basis for valuation of asset—the cost or the price paid for the acquisition of the
asset. Similarly, the accountants’ concept of marginal cost is different from the
economists’ concept of marginal cost. According to the accountants, the marginal
cost represents the variable cost, i.e., the cost which varies in direct proportion of
output. Such cost remains fixed per unit of output. However, according to the
economists the marginal cost refers to the cost of the producing one additional
unit. Such cost per unit may increase or decrease depending upon the law of
returns. For example, in case of law of increasing returns, the cost per unit would
decrease while in case of law of decreasing returns, the cost per unit would increase.

Accounting and Statistics

Statistics is the science of numbers. It is concerned with numerical data as well as
various statistical techniques which are used for collection, classification, analysis
and interpretation of such data. The statistical techniques are now increasingly
used for managerial decision making.

Accounting is an important information tool. It provides significant information
about the working of a business firm to the outsiders, viz., shareholders, creditors,
financial institutions, etc., and the insiders, i.e., the management.



Accounting has a close relationship with statistics. Anumber of statistical
techniques are used in collection, analysis and interpretation of the accounting
data. For instance, computation of accounting ratios is based on statistical method,
particularly averaging. Similarly, the technique of regression is being increasingly
used for forecasting, budgeting and cost control. The techniques of standard
deviation, co-efficient of variation are used for capital budgeting decisions. The
technique of index numbers is used for computation of present value of an asset in
case of accounting for price level changes.

Accounting and Mathematics

Accounting bears a close relationship with mathematics too. As a matter of fact
the dual aspect concept which is the basic concept of accounting is expressed in
the form of a mathematical equation. It is popularly termed as “accounting equation”.
The knowledge of mathematics is now considered to be a prerequisite for accounting
computations and measurements. For example, computation of depreciation,
ascertaining the cash price in case of hire-purchase and instalment systems,
determination of the loan instalment, settling of lease rentals—all require use of
mathematical techniques.

The introduction of computer in accounting has further increased the
importance of mathematics for the accountants. The accountants are now
increasingly making the use of statistics and econometric models for decision
making. The use of the technique of operation research has made accounting all
the more mathematical. In view of these developments, it would not be incorrect
to say that a good accountant has to be a good mathematician too.

Accounting and Law

A business entity operates within a legal framework. An accountant records,
classifies, summarises and presents the various transactions. Naturally, these
transactions have to be in accordance with the rules and regulations applicable to
such business entity. There are laws which are applicable in general to all business
transactions, e.g., the Indian Contract Act, the Sale of Goods Act, the Negotiable
Instruments Act, etc. There are laws governing specific business entities, e.g., the
Companies Act is applicable to joint stock companies, the Banking Regulation
Actis applicable to banking companies, the Insurance Act is applicable to insurance
companies etc. While preparing the accounts of different business entities, the
accountant has to keep in mind the specific provisions given by the specific Acts
applicable to the specific business entities. Similarly, there are anumber of industrial
laws such as the Factories Act, the Payment of Wages Act, the Minimum Wages
Act, the Employees Provident Fund and Miscellaneous Provisions Act, etc.,
governing payment of wages, salaries or other benefits to employees. The
accountant has to abide by the provisions of these Acts and prepare and maintain
appropriate records keeping in mind their provisions.
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2.2.1 Role of Accountants

The Accountants are the persons who practice the art of accounting. The Accounting
System and the Accountants who maintain it, provide useful services to the Society.
The Accountants can broadly be classified into two categories.

1. Accountants in Public Practice

2. Accountants in Employment.
Accountants in Public Practice

The accountants in public practice offer their services for conducting financial
audit, cost audit, designing of accounting system and rendering other professional
services for a fee. Such accountants are usually members of professional bodies.
In our country there are two recognised professional bodies for this purpose.
They are (i) the Institute of Chartered Accountants of India and (i7) the Institute of
Cost and Works Accountants of India.

The accountants in public practice are also known as professional
accountants. Such accountants are the members of the professional accounting
bodies. These accounting bodies usually require from their members the following:

(i) Getting themselves trained in the prescribed manner over a prescribed
period.

(i) Pass the examination conducted by the professional bodies.

(iii) Undertake to observe the generally accepted accounting principles
enunciated by the professional bodies concerned.

(iv) Observe the Code of Ethics laid down by the concerned accounting
body.

(v) Subject themselves to disciplinary proceedings whenever it is alleged
that the member has violated the Code of Ethics laid down by the
concerned body.

Accountants in Employment

These are the accountants who are employed in non-business entities or business
entities. Non-business entities are a diverse set of organisations including
Educational Institutions, Government, Churches, Museums, Hospitals, etc. Their
object is not to earn profit. The accountants employed by business entities are
frequently called ‘Management Accountants’ since they report to, and are the part
of the entity’s management. These accountants provide information for the tax
returns, budgeting, routine operating of the business decisions, investment decisions,
performance evaluation and external financial reporting of the business. Most of
these accountants are also members of a professional accounting body. Of course,
itis not necessary.



Accountants’ Services Scope of Accounting

The services rendered by the accountants to the society can be summarised as
follows:

1. Maintenance of Books of Accounts An accountant keeps a systematic NOTES
record of the transactions entered by a business firm or an institution in the
normal course of its operation. This helps the organisation in ascertaining
the profit or loss made for a particular period and also the financial position
of'the organisation as on a particular date.

The advantages derived through maintenance of a systematic record of all
transactions can be summarised as follows:

(a) Help to Management Accounting is an important managerial tool since
it provides the management adequate information for its effective
functioning. The basic functions of the management are planning,
controlling, co-ordinating, motivating and communicating.

Accounting helps the management in planning by making available the
relevant data after pruning and analysing suitably for effective planning
and decision making,.

Controlling involves evaluation of performance keeping in view that
the actual performance coincides with the planned one and remedial
measures are taken in the event of variation between the two. The
techniques of budgeting control, standard costing and departmental
operating statements greatly help in performing these functions.

Coordinating involves interlinking different divisions of the business
enterprise in a way so as to achieve the objectives of the organisation
as awhole. Thus, perfect coordination is required among production,
purchase, finance, personnel and sales departments. Effective
coordination is achieved through departmental budgets and reports
which form the nucleus of Management Accounting.

Motivating involves maintenance of high degree of morale in the
organisation. Conditions should be such that each person gives his
best to realise the goals of the enterprise. The superior should be in a
position to find out whom to promote or demote or to reward or
penalise. Periodical departmental profit and loss accounts, budgets
and reports go a long way in achieving these objectives.

Communicating involves transmission of data results etc., both to the
insiders as well as the outsiders. Accounting provides information both
to the insiders, i.e., management, and the outsiders, i.e., the creditors,
prospective investors, shareholders, etc.

(b) Replacement of Memory A person cannot remember everything
about his business transactions since human memory has its own
limitations. It is, therefore, necessary that the transactions are recorded

in the books of account at the earliest. This considerably relieves strain i;l/:’ ";”l’”“ ional s
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of one’s memory.

(¢) Comparative Study A system of recording the business transactions
will help a business entity to make a comparative study and evaluation
of'its performance.

(d) Acceptance by Tax Authorities Properly maintained accounting
records are accepted by Income Tax or Sales Tax authorities.

(e) Evidencein Court. Properly maintained accounting records are often
taken as good evidence by the court of law.

(f) Sale of Business Properly maintained accounting records will help a
business entity to fetch a proper price in the event of sale of the business.

2. Auditing of Accounts The function of auditing is also performed by the

accountants. Auditing is concerned with verification of accounting data for
determining the accuracy and reliability of accounting statements and reports.
It may be classified into two categories:

(i) Statutory Audit
(i7) Internal Audit.

Statutory Audit Statutory Audit is required to be done because of the
provisions of law. For example, under the Companies Act every company
has to get its accounts audited by a qualified Chartered Accountant. The
Statutory Auditor has to report whether in his opinion the profit and loss
account shows the true profit or loss for the year and the balance sheet
shows a true and fair view of the state of affairs of the business on the
balance sheet date.

Internal Audit Internal audit is a review of various operations of the company
and its records by the staff specially appointed for this purpose. Many large
organisations have a system of internal audit within the organisation as an
integral part of internal control. They have a separate internal audit department
for this purpose. Generally, the internal audit department is also headed by
a professionally qualified accountant.

. Taxation An Accountant also handles taxation matters of a person or a

business organisation. Since an accountant has a comprehensive knowledge
about the different accounting matters, he is in a position to present the case
of his client before the Tax Authorities in the proper perspective. He also
assists his client/organisation in reducing tax burden and making proper tax
planning,

. Financial Services An accountant being well familiar with legal, accounting

and taxation matters, can properly advise individual firms with regard to
managing their financial affairs. For instance, he can assist his clients in
selecting the most appropriate investment or insurance policy. Professional
accountants have also these days started management consultancy services.



Such services include designing of Management Information System,
Corporate Planning, Conducting of Feasibility Studies, Executive Selection
Services, etc.

In conclusion, it can be said that an accountant is almost a caretaker of the
society’s resources. He sees that not only proper accounting is kept of the society’s
resources, but they are also used in the optimum manner. As a matter of fact,
accountants will be presented with many opportunities for innovative actions in the
global economic environment. In addition to their role of recording business
transactions, providing accurate, timely and relevant information, they will also be
accepted to participate as business consultants and partners with management in
the strategic planning process. Thus, there are tremendous possibilities for the
accountants to shine as a professional group in the years to come. To fit in this role
it is necessary that the accountants develop effective communication abilities, adopt
a structured approach, a flexible accommodation and keep themselves aware
with the latest evolving technologies in the profession.

Check Your Progress

1. How is accounting related with statistics?

2. Mention the type of information management accountants provide.

2.2 SCOPE OR BRANCHES OF ACCOUNTING

In order to satisfy the needs of different people interested in the accounting
information, different branches of accounting have developed. They can broadly
be classified into two categories:

| ACCOUNTING ‘
.
| & |

| Financial Accounting | ‘ Management Accounting

(/) Financial Accounting: It is the original form of accounting. It is mainly
confined to the preparation of financial statements for the use of outsiders
like shareholders, debenture holders, creditors, banks and financial
institutions. The financial statements, i.e., the Profit and Loss Account and
the Balance Sheet, show them the manner in which operations of the business
have been conducted during a specified period.

(i1) Management Accounting: It is accounting for the management, i.e.,
accounting which provides necessary information to the management for
discharging its functions. According to the Chartered Institute of Management
Accountants, London, “Management accounting is the application of
professional information in such a way as to assist the management in the
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formation of policies and in the planning and control of the operations of the
undertaking.” It covers all arrangements and combinations or adjustments
of the orthodox information to provide the Chief Executive with the
information from which he can control the business, e.g., information about
funds, costs, profits, etc.

Management accounting covers various areas such as cost accounting,
budgetary control, inventory control, statistical methods, internal auditing etc.

Let’s learn about the major areas of accounting
2.3.1 Cost and Financial Accounting

As explained earlier, accounting can broadly be classified into two categories: (7)
Financial or general accounting, and (i7) Management accounting. Management
accounting embraces within its fold, several subjects and cost accounting is one of
them. Though financial accounting and cost accounting each rests on the same
principles of debits and credits and uses the same records, but each deals with
matters special to itself. Financial accounting reveals the profit or loss of the business
as awhole, during a particular period, while cost accounting shows, by analysis
and localization, the unit costs and profits and losses of different product lines.
Take, for instance, a factory manufacturing four products 4, B, C and D. Financial
accounts will tell about the overall profit or loss made by the factory on these
products. They cannot explain whether product 4 is more profitable than B, or the
production of product C should be stopped because the enterprise is suffering a
loss on its production. If proper cost accounts are maintained the management
can come to know not only about the profitability or non-profitability of a product,
but also about the profitability or non-profitability of each process involved in the
production of the product. Such detailed information facilitates better control over
the business which ultimately helps in achieving maximum efficiency at every point.

Financial accounting well answered the needs of business in the initial stages
when the business was not so complex. The growth and complexities of modern
business brought out the following limitations of financial accounting:

1. Provides only limited information: There are now no set patterns
of’business on account of radical changes in business activities. An
expenditure may not bring an immediate advantage to the business
but it may have to be incurred because it may bring advantage to the
business in the long run or may be necessary simply to sell the name of
the business. The management needs a lot of varied information to
decide whether on the whole it will be justifiable to incur a particular
expenditure or not. Financial accounting fails to provide such
information.

2. Treats figures as single, simple and silent items: Financial
accounting fails to make the people realize that accounting figures are
not mere isolated phenomena but they represent a chain of purposeful



and pertinent events. The role of accountant these days is not only of
a book-keeper and auditor, but also that of a financial adviser.
Recording of transactions is now the secondary function of the
accountant. His primary function now is to analyse and interpret the
results.

. Provides only a post-mortem record of business transactions:

Financial accounting p