




ACCOUNTING PROCESS AND 
PRINCIPLES, FINANCIAL, COST AND 

MANAGEMENT ACCOUNTING 

 

Every person performs some kind of economic activity. A worker 
daily works and get wages and he spends to buy goods, cloths and some 
part of earnings saves for future. A business man purchases goods and 
sales it. He incurred various expenses like salaries, rent etc. A partner in 
firm contributes towards capital in the firm which carries on business may 
be trading in goods. Similarly companies, Governments are also carries 
on some financial activities. All are carrying some kind of economic 
activities. Such economic activities are performed through transactions 
and / or events. Thus the business transactions include purchase, sale of 
goods, rendering various services, receipts and payments for such 
transactions. In a business concerns the transactions are numerous. The 
details of all transactions cannot be remembered by the business man. 
Therefore it is necessary to keep written records of all such transactions. 
The records of written transaction will help business to settle disputes and 
also possible to provide valuable information to the owner of business. 
Book-keeping disciple has been developed to serve this purpose. The 
aim of Book-keeping is to provide the information needed by the 

Unit Structure: 
1.0 Objectives 
1.1 Introduction 
1.2 Meaning of Accounting
1.3 Accounting Principles
1.4 Branches of Accounting
1.5 Accounting process
1.6 Funds Flow Statement
1.7 Cash Flow Statement
1.8 Distinction between Funds Flow Statement and Cash Flow 

 Statement 
1.9 Exercises 

1.0 OBJECTIVES 
After studying the unit the students will be able to:

• Understand the meaning of Accounting.
• Explain the Accounting Principles and Concepts.
• Know the Process of Accounting.
• Understand and explain the process of Accounting.

1.1 INTRODUCTION 
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businessmen and also it helps him to take decisions. 

1.2 MEANING OF ACCOUNTING 

The American Institute of Certified Public Accounts (AICPA) 
defined Accounting as "Accountancy is the art of recording classifying and 
summarizing in a significant manner and in terms of money transactions 
and events which are in part of at least a financial characters and 
interpreting the result there of”. 

Again in 1966, AICPA defines Accounting as "The process of 
identifying, measuring and communicating economic information to permit; 
informed judgement and decisions by the uses of accounts”. 

Thus accounting may be defined as the process of recording, 
classifying, summarizing, analysing and interpreting the financial 
transactions and communicating the results. There of to the persons 
interested in such information. 

The utility of accounting information is greatly increased when it is 
compiled in a systematic manner and financial statements are prepared at 
periodic intervals. 

There is difference between the terms "Book keeping” and 
"Accounting”. Book keeping is merely concerned with orderly record 
keeping and recording business transactions and financial Accounting is 
border in scope than book keeping. Accounting involves analysis and 
judgements at different stages such as recording of transactions, 
classification, summarization and interpretation. 

1.3 ACCOUNTING PRINCIPLES 

The basis aims of book-keeping and accountancy are to record the 
business transactions and events in a summarised form. Transactions are 
recorded in chronological order in proper books of accounts book-keeping. 
Accountancy and science based or fundamental truth and rules or 
conducts or procedures which are
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Accounting Concepts 

a) Disclosure 

b) Materiality 

c) Consistency 

d) Conservatism 

universally accepted. These rules of conducts to record business 
transactions are called accounting principles. These principles are 
developed over long period of time. 

The classification of accounting principles is as under: 

Accounting Principles 

r 
Accounting 

Conventions 

a) Business entity 

b) Going Concern 

c) Money Measurement 

d) Cost Concept 

e) Accounting period 

f) Duel aspect 

g) Accrual Concept 

h) Matching Cost 

i) Realisation 

1.3.1 Accounting Concepts: 
Concepts mean a general idea which conveys certain meaning. 

Accounting concepts may be considered as basis assumption or 
conditions on which the science of accounting is based. Concepts are 
based on logical consideration. Accounts and Financial statements are 
always interpreted in light of concepts which govern accounting method. 

Different accounting concepts are discussed as follows: 

a. Business Entity Concepts 
According to Entity concept, business is treated as a unit of entity 

form separate from its Owner, Creditors and Management etc. Accounts 
are kept for business entity as distinguished form a person associated with 
it. All business transactions are recorded in the books of Accounts from 
the point of view of business only. Every type of business organisation is 
treated as separate Accounting entity.  
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The failure to recognise the business as separate accounting entity 
would make it extremely difficult to evaluate the performance of business 
alone. 

The overall effect of adopting this concept is - 

1) Only the business transactions are reported and not the personal 
transactions of the owners. 

2) Profit is the property of business unless distributed to the owners. 
3) The personal assets of the owners are not considered while recording 

and reporting the assets of the business entity. 

b. Going Concern 
Business transactions are recorded on the assumption that the 

business will continue for a long time. There is neither the intention nor the 
necessity to liquate the particular business in near future. Therefore, it 
would be able to meet its contractual obligation and use its resources 
according to the plans and predetermined goals. Therefore, Fixed Assets 
are recorded at cost and depreciation is calculated on cost / written down 
value. Similarly prepaid expenses are treated as Assets on the 
presumption that the business will continue and these expenses will be 
utilized in future. 

When an enterprise liquidates a branch or one division or one 
segment of its business, the ability of the enterprise to continue as a going 
concern is not imparted. 

In case of enterprise going to liquidate or become insolvent. Then 
the enterprise cannot be considered as a going concern. 

c. Money Measurement Concept 
A unit of exchange and measurement is necessary to account for 

business transaction in a uniform manner. Money is common denominator 
in terms of which the exchange ability of goods and services are 
measured. Only such transactions and events as can be interpreted in 
terms of money are recorded. 

Non monetary events like public political contract, location of 
business; certain disputes, efficient Sales Force etc. can not be recorded 
in the books of Accounts even through these have great effects. 

However, a unit of money measurement over period of time has its 
own drawbacks. Money has time value, which can not be considered. 
Time value of money is affected seriously by economic differences etc. 
System of accountancy treats all units of money same irrespective of time 
of original and settlement of it say after two years. It will be the same 
amount. However value of Money true sense will be less. This is a great 
drawback. This leads to the introduction of inflation accounts. 

d. Cost Concepts 
According to cost concept the various assets acquired by 
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enterprise should be recorded on the basis of actual cost incurred. The 
cost concept does not mean that the basis for all subsequent accounting 
for the assets. As per cost concept Fixed Assets are shown at cost less 
depreciation charged from year to year. It may be noted that if nothing has 
been paid for acquiring something it would not be shown/recorded in the 
books of accounts maintain. 

Financial statement based on historical cost may not be much 
relevant for investors and other users because they are more interested in 
knowing what the business actually worth today rather than the original 
cost. 

e. Accounting Period Concept 
It is customary that the life of the business is divided into 

appropriate parts or segments of analysing the results shown by the 
business. Each part divided is known as an accounting period. It is an 
internal of time at end of which the income statement and balance sheet 
are prepared. Normally the accounting period consists of twelve months. 

f. Duel Aspect Concept 
This concept based on double Entry book-keeping which means 

that Accounting system is set up in such a way that a record is made of 
the two aspects of each transaction that affects the record. The recognition 
of the two aspects of every transaction is known as duel aspects concept. 
Modern Financial Accounting considers both aspects of every transaction. 

One entry consists of debit to one or more accounts and another 
effect consist of credit to some other one or more accounts. However, the 
total amount debited is always equal to the total amount credited. 
Therefore at any point of time total assets of a business are equal to its 
total liabilities. Liabilities to outsider are known as liabilities, liabilities to the 
owner are referred to as capital. 

Assets = Liabilities + Capital 
Therefore, Capital = Assets - Liabilities Assets referred to valuable 

things owned by the business, Capital refers to the owner’s contribution to 
the business. 

g. Accrual Concept 
This accounting concept states that revenue is recognised when 

they are earned and when they are not received similarly, cost are 
recognised as and when they are incurred and not when they are paid. 
This concept implies that the income should be measured as difference 
between revenues and expenses rather that the difference between cash 
received and disbursements. Therefore certain adjustments are required 
while preparing Final Accounts. In case of revenue accounts; prepaid 
expenses, out standing expenses, Income received in advance / 
Receivable are adjusted. These adjustments have their impact on both the 
income statement and the Balance sheet. 
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h. Matching Cost Concept 
This concept is based on accounting period concept for 

determining accurate profit / Income has to compare the revenues of the 
business with the cost that is incurred to earn that revenue. The term 
"Matching” means appropriate association of related revenues and 
expenses. According to this concept adjustments should be made for all 
outstanding expenses, income receivable, prepaid expenses, Income 
received in advance, depreciation etc. While preparing final accounts at 
the end of accounting period. 

i. Realisation Concept 
This accounting concept explains that sell is supposed to be 

completed only when ownership of goods are passed on from the seller to 
the buyer. Income is considered to be earned on the date when sales take 
place. No profit is supposed to accrue on the acquisition of any thing, 
however, income earned / realised will be earn only when goods are sold 
at a profit. Therefore closing stock is valued at cost or market price 
whichever is less. It prevents business Firms from inflecting their profits by 
recording income that is expected in future. 

1.3.2 Accounting Conventions: 
The term ‘Convention’ denotes customs or traditions or practice 

based on general agreement between the accounting bodies which guide 
the accountant while preparing the financial statements. 

a. Disclosure 
According to convention of full disclosure, accounting must 

disclose all the material facts and informations so that interested parties 
after reading such accounting report can get a clear view of the state of 
affairs of the business. All information which are of material interest to 
proprietors, creditors and investors should be disclosed in accounting 
statement. 

The Companies Act makes various provisions for disclosure of 
essential information that their is no chance of any material information 
being left out. 

b. Materiality 
The term material means "relative importance”, Accounting to the 

convention of materiality; account should report only what is material and 
ignore insignificant details while the preparing the final accounts. 
Materiality will differ or changed with nature, size and tradition of the 
business. What is material for one enterprise may be immaterial for 
another enterprise. This is because otherwise accounting will 
unnecessarily be overburdened with minute details. It is not possible to lay 
down any fixed standard by which Materiality can be judged. The decision 
is to be made by the accountant or the Auditor based on their professional 
experience. 
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c. Consistency 
This accounting convention state that ones a particular accounting 

practice, method or policy is adopted to prepare accounts, statements and 
Reports. It should be continued for years together and should not charge 
unless it is forced to change it. Accounting practices should remain the 
same from one year to another. The results of different years will be 
comparable only when accounting rules are continuously adhered to from 
years to years 
i. e. Valuation of stock in trade, method of depreciation, treatment of 
approval sale etc. Since methods of accounting consistence the financial 
statements are reliable to the people who use it. 

d. Conservatism 
Financial Statements are usually drawn up on a conservative 

basis. Their are two principles which stem directly from conservatism. 
a) The accountant should not anticipate income and should provide all 

possible losses, and 
b) Faced with the choice between two methods of valuing an asset the 

accountant should choose a method which leads to the lesser value. 

It is also called "Principles of prudence”. Therefore, provision for 
bad and doubtful debts is also permitted and made every year. Accounting 
convention must be followed continuously. If not followed continuously it 
would result into understatement of incomes, assets and overstatement of 
liabilities and provisions and expenses.
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I I

1.4 BRANCHES OF ACCOUNTING
 

Accounting has forms of branches as under 

Accountancy 

1
I

Financial Cost Management Tax 
Accounting Accounting Accounting Accounting 

1.4.1 Financial Accounting 
It is concerned with record keeping directed towards the 

preparation of Trial balance, profit and loss account and balance sheet. 

1.4.2 Cost Accounting 
Cost Accounting is the process of accounting for costs. It shows 

classification and analysis of cost on the basis of functions process, 
products etc. It also deals with cost computation, cost saving, cost 
reduction etc. In cost accounting cost per unit of output produced or 
services rendered is ascertained. It helps management in the control of 
cost of output or services rendered. 

1.4.3 Management Accounting 
It deals with the processing of data sentenced in financial 

accounting and cost accounting for managerial decision making. It also 
deals with application of managerial economic concepts for decision 
making for the efficient running of the business and thus in maximising 
profits. 

1.4.4 Tax Accounting 
This branch of accounting is becoming important because of 

complex tax laws governing income-tax, Excise duty, value added tax etc. 
Tax planning is now a days is very important as well to save tax, Account 
for tax deducted at sources, payment of advance tax, Filing of various tax 
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returns in time as well as taking Cenvat credit for various taxes whenever 
is available.  
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1.5 ACCOUNTING PROCESS 

The process of accounting involves recording classifying and 
summarizing of past events and transactions of financial nature, with a 
view to enabling the user of accounts to interpret the resulting summary. 

The utility of accounting information is greatly increased when it is 
complied in a systematic manner and financial statements prepared at 
periodic intervals. 

 

Note: As final Accounts are separately explains in subsequent chapter, 
here only fund flows & cash flows statements are explained. 

CHECK YOUR PROGRESS 

• Define the following terms: 
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1. Cost Concept 

2. Business entity concept 

3. Going concern concept 

4. Duel aspect concept 

• Explain the following Accounting conventions: 

1. Disclosure 

2. Consistency 

• Draw the chart showing Accounting Process. 

1.6 FUND FLOW STATEMENT 

The fund flow statement reflects movement of fund during 
particular period i.e. movement of working capital. Funds means working 
capital and not only cash/Bank balances. Sources consider of the 
transactions that increases net working capital and their applications 
consist of transactions that decrease working capital. 

Specimen of funds flow statement 
Funds flow statement for the year ended 

 

In short fund flows statement indicates various sources of working 
capital and its applications.

1.7 CASH FLOW STATEMENT 

Cash flow statement shows inflows and outflows of cash/ cash 
equivalent. It is prepared as per A.S-3. 

As per A.S-3, the cash flow statement should report cash flows 

Sources  Applications  

Issue of Share Capital x Redemption of preference 
shares 

x 

Issue of Debentures x Redemption Debentures x 
Sale of Fixed Assets x Repayment of loan Term loans x 

Sale of Investments x Purchased of Fixed Assets x 

Long term Loans x Purchased of Investment x 
Decrease in working capital x Dividend paid x 

Funds from operations (Cash 
Trading Profit) 

x Income Tax paid x 

  Buy-Back of Equity shares x 
  Increase in working capital x 
 xx  xx 
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during the period classified as operating, Investing and financing 
activities. 

Activities that do not require use of cash / cash equivalents should 
be excluded from a cash flow statement. e.g. Issue of Bonus shares 
conversion of Debentures into new Debentures / Shares. 

Cash flow statement can be prepared by Direct method or Indirect 
method. 

Under direct method, major classes of gross cash receipts and 
gross cash payments are obtained for showing it in funds from 
operations. 

Indirect method, cash flow operating activities is calculated by 
adjusting net profit. Net profit is adjusted, with non cash transaction such 
as depreciation, Goodwill w/off etc, result figure indicates cash operating 
profit, which further adjusted with net increases / decreases in current 
Assets / Current liabilities. The final amount resulted indicates cash flows 
operating activities. 

Proforma of cash flow statement As per A.S-3 (Indirect Method) 

 

Cash Flow statement for the year ended
 Rs. Rs.

I) Cash flows from operating Activities   

Net profit before taxations x  

Add: Adjustment for   

Depreciation, Goodwill w/off x  

Loss on sale of fixed Assets / Investment x  

Interest / Dividend Income x  

Operating profit before working capital changes xx  

Increases in working capital (x)  

Decreases in working capital x  

Cash generated from operations x  

Cash Income Tax paid (x)  

Net cash from operating activities  x 
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1.8 DISTINCTION BETWEEN FUNDS FLOW 
STATEMENT AND CASH FLOW STATEMENT 

Both the above statement are used in analysis of past performance of the 
business firm. 

 

II) Cash flows from Investing Activities   

Sale of Fixed Assets / Investment x  

Interest / Dividend received x  

Purchased of fixed assets / Investment (x)  

Net cash flow from investing activities  x 

III) Cash flows from financing Activities   

Proceeds from Issurance of share capital x  

Proceeds from Issurance of Debentures x  

Proceeds from long term loans x  

Repayment of long term loans (x)  

Redemption of Pref. Shares / Debenture (x)  

Interest / Dividend paid (x)  

Net cash used in financing activities  x 
Net increases or decreases in cash / cash equivalents  xx
Add: Cash/ cash equivalents at the beginning of the  x 

period.   

Cash / cash equivalent at the end of period.  xx

 Fund Flow Statement  Cash Flow Statement 
1. It is based on accrued 

accounting system 
1. All cash and cash equivalents 

are taken into consideration 

2. It analyses the sources & 
application in Long term funds 
affecting working capital 

2. Cash flows statements 
considers only the transactions 
affecting increases or 
decreases in current assets or 
/ and current liabilities. 

3. It is more useful in Long-run 
planning 

3. It help form in identifying the 
current liquidity problems. 

4. It is broader concepts, 
considering short term / long 
term funds into accounts in 
analysis. 

4. It only deals with current 
assets/ current liabilities shown 
in Balance sheet. 
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