


PREFACE TO THE 25TH EDITION

I  take great pleasure in presenting this revised and updated edit ion of this book on
Objective Type Questions in Commerce. The learned professors and students have praised
the excellent presentation of the subject matter in a simple and lucid style and utility of
the multiple choice and other objective type questions from examination point of view. I
thank them for their compliments and also for their support and suggestions. In this
edit ion, chapter on Final Accounts of Joint Stock Companies has been thoroughly revised
in view of the revised Schedule VI  of the Companies Act. Moreover, quite a few printing
errors, which could be identified and those pointed out by the readers, have been taken
care of. I  am sure this edit ion will prove extremely useful for UGC NET and other
competit ive exams including departmental exams of various PSUs.

I  am grateful to all those unnamed readers of this book who have taken pains to send
me their suggestions, corrections and comments for further improvement of this book. I
assure them that their views have helped me a lot in improving the subject matter of this
book. I  appeal to all readers to cont inue to extend their cooperation for further
improvement in the next edit ion.

I  am also thankful to publishers M/ S Cosmos Bookhive Pvt. Ltd for taking interest in
this publication and presenting it in a beautiful get up.

I  always welcome suggestions on how to improve continuously and add value for
readers.

M.N. Arora
E-mail: aroramn59@yahoo.co.in
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Eleventh Hour Do’s and Don’ts
Candidates appearing in the civil services prel. Exam and other competitive exams should keep
in should go to the examination hall with confidence and an att itude of a winner just like a
cricketer who goes to the ground to win at least as the man of the match. The following do’s
and don’ts should be followed at the 11th hour:

1. Final preparat ion for the exam should start by self examination by attempting
revisionary/ model test papers.

2. Owe should not get discouraged if one gets low score in the beginning.

3. Do more self test questions to gain confidence

4. Pay special attention of your weak points and revise your stuff repeatedly.

5. Self examination model test papers should be attempted at regular intervals.

6. Do not leave any questions unanswered if there is no negative marking.

7. Do not forget to keep your cool. A calm state of mind is extremely important.

8. In the first round, move from question to question and do not get struck at any question.
Leave difficult questions to be done at the end in the second round.

9. Make an intelligent guess of the answer wherever necessary, particularly if you are
confused between two choices of answers.

10. In the final round, answer all questions which were left over in the first round.





Chapter 1

Introduction to Accounting

Accounting as an Information System., Definition of Accounting, Purposes and Functions of Accounting. Fields of
Accounting activity. Accounting Equation. Accounting Principles-Concepts and Conventions. Double Entry System.
Various Accounting. Multiple Choice Questions.

Accounting as an Information System

Accounting is a part of information system of an enterprise. I t provides financial information to various
parties such as shareholders, bankers, creditors, tax authorit ies etc. The Accounting Principles Board of
AICPA (American Inst itute of Certified Public Accountants) states that  “the function of accounting is to
provide quantitative information, primarily financial in nature, about economic entities that is intended to be
useful in making economic decisions”. Accounting information is useful to many persons, both within and
outside the business enterprise. In other words, users of financial accounting information may be divided
into two broad categories - internal users and external users.

1. Internal users: Internal users of financial accounting information are insiders of the enterprise who
need information to effectively manage the activit ies of the business. These include owners in the case of
sole t radership and partnerships and in the case of corporate business, these include manages and
directors, etc.

2. External users: External users are individuals and organisations who have present and future economic
interest in the business but are not part of the management team. These include:

( i) Owners/ Shareholders : To judge whether the financial posit ion of the business is sound and
whether the firm is engaged in profitable operations.

( ii ) Prospect ive Investors : To judge whether or not  to invest  in the business on the basis of its
financial position, profitability etc.

( i ii ) Creditors/ Bankers : to appraise the financial soundness of the business and to judge the risks
involved before making loans and granting credit.

( iv) Employees : To judge the capacity of the company to pay bonus and their claims for higher salary/
wage structure.

(v) Government  Agencies : Such as Income-tax Department, Registrar of Companies, Minist ry of
Commerce and Industry, Company Law Board, Central Stat ist ical Organisat ion etc. for regulating
general business activity and also particular types of business.

Accounting has often been called the “language of business” because accounting terms and concepts are
used to describe the events that make up the existence of business. As you gain a knowledge of
accounting, you also increase your understanding of the ways business are conducted. Like other
languages, accounting is also a man made art. Changes and improvements are cont inually being made
in it.



1.2Commerce–Multiple Choice Questions

Def init ion of  Account ing : Of the various definit ions of accounting, one of the most accepted definit ions
is that given by American Institute of Certified Public Accountants (AICPA) as under. “Accounting is the art
of recording, classifying and summarising in a significant manner and in terms of money, transactions and events,
which are in part at least, of a financial character and interpreting the results thereof.”

This definit ion reveals the following characteristics of accounting:
1. Accounting is an art which helps us in attaining the objective of ascertaining the financial results.
2. Recording, Classifying and Summarising : In accounting, business transactions are recorded according

to their nature. These transactions are then classified by opening accounts in the form of a ledger.
Lastly, all recorded and classified information is summarised in the form of trading and profit and
loss account and balance sheet.

3. Accounting records transactions in terms of money : I f 5 tonnes of coal is purchased for ` 2,000, it is
` 2,000 which will be recorded in accounts and not 5 tonnes.

4. Only transactions and events of financial nature of recorded : I f a transact ion or an event has no
financial character, it cannot be expressed in terms of money and therefore it will not be recorded.
For example, when general manager is not on speaking terms with a sales manager, it is not recorded
in the accounts even though this is an important event in business. This is a serious limitation of
accounting because it is not able to project the full picture of business conditions.

5. Interpreting the results of accounts : Accounting information may be interpreted with the help of
certain techniques like ratio analysis discussed later in this book.

Dist inct ion between Book-keeping and Account ing: A quest ion generally arises in the minds of
students “What is the difference between book-keeping and accounting?” Book-keeping is concerned with
techniques of recording the transact ion, summarising the recorded data and preparing the financial
statements (Profit and Loss and Balance Sheet). I t is more clerical in nature. These days although ‘books’
may be used, but a lot of accounting data is recorded using computers.

Accounting is a wider term and includes book-keeping. In addition to keeping books, accounting is also
concerned with analysis and interpretation of financial data. This is also clear from the definit ion of
accounting given above.

In short , accounting is distinguished from book-keeping primarily by its analytical and interpretative
funct ions.

Purpose of  Account ing: The basic purpose of business accounting is to supply meaningful information
about the financial activit ies of a business to those who have a need or a right to have such information.
This information is needed by those who have a legitimate interest in the financial position of a business
enterprise. This includes:

a. Business Manager to help them plan and control the business activit ies.
b. Outsiders, i.e., owners, creditors, investors and the public, who have supplied money to the business.

Funct ions of  Account ing: Accounting performs the following functions:
1. Recording : This is the basic function of accounting. Accounting keeps a systemic record of financial

transactions in the sequence of their dates. In this process, it passes through journal, ledger, work
sheets and ultimately to final statements.

2. Communicating : Recording function loses much of i ts importance if recorded facts are not
communicated to those who have to make use of them, i.e., business managers, owners, creditors,
etc.

3. Meeting legal requirements : Accounting performs the function of fulfilling the requirements of law as
a business has to file income tax return, sales tax return.
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4. Interpreting : Interpreting of accounting records is an attempt to determine the meaning of the data
in financial statements. The interpretation pinpoints the strengths and weaknesses of a business
undertaking. The various devices used for this purpose are ratio analysis, trends, percentage, etc.

Fields of  Account ing Act ivity: Accountants perform many diverse services and are engaged in various
types of activit ies in the field of accounting. There are three major fields of accounting activity Public
Accounting, Private accounting and Government Accounting.

Public Account ing: Public accountants practise in firms that  offer their professional services to the
public. They perform a wide variety of accounting and managerial services, acting as consultants to clients.
Examples of public accountants are Chartered Accountants and Cost  Accountant  holding cert ificate of
practice. Members of public accounting firms tend to specialise in one of the three general services as
given below:

a. Auditing : Auditing is the primary service offered by most public accounting firms. Auditing of joint
stock companies and many other organisations is legally compulsory and is undertaken by these
practising Chartered Accountants.

b. Tax services : Public accountants are often engaged to aid in tax planning to decrease tax liability of
the business firms.

c. Management Consultancy Services : Although audit and tax services have traditionally been the main
stay of public accountants, another area generally called management consultancy services has
become increasingly important in recent years. Some of the consultancy services include general
financial planning, budgeting, forecasting, modification or installation of accounting system etc.

Private Account ing: An accountant  working for a single business is employed in private accounting.
Private employers of accountants include manufacturers, wholesalers, retailers and service firms. The
responsibilit ies of such accounting include directing the activit ies of the accounting personnel. In large
business firms, the chief accountant is a key executive who works closely with other managerial personnel.
Functions of a private accountant include the following:

a. General or Financial Accounting : This is concerned with recording financial transaction in the books
of accounts and to prepare financial statements like Trading and Profit  and Loss Account and
Balance Sheet.

b. Cost Accounting : This is a specialised branch of a accounting and is concerned with the processes
and techniques of ascertaining costs of products or services. I t deals with the collection, allocation
and control of the cost producing products and services.

c. Budgeting : This phase of account ing deals with the preparation of plan or forecast of future
operations. I ts primary function is to provide the management with a projection of the activit ies
necessary to reach established goals.

d. Tax Accounting : Businesses are assessed for a variety of taxes including income tax, sales tax, excise
tax, etc. All these require the preparation of the periodic reports to tax authorit ies. Although many
businesses rely on public accountants for such services, most  companies also maintain a tax
accounting department and employ private accountants to head this department.

e. Internal Audit : I ts primary function is to check that established procedures policies are being
followed. Thus, any deficiencies can be ident ified and corrected quickly. An internal auditor
investigates policies and procedures and promotes operat ional efficiency and provides reliable
information and reports the results to management.

Management Account ing: The term ‘management accounting’ is of recent origin and is used to describe
the modern concept of accounts as a tool of management. I t  is concerned with all such account ing
information that is useful to management. The chartered Institute of Management Accountants of England
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has defined management accounting as “the presentation of accounting information in such a way as to
assist management in the creation of policy and in the day-to-day operation of an undertaking”. Thus, “any
form of account ing which enables a business to be conducted more efficient ly can be regarded as
management accounting”.
Government  Account ing: A large number of accountants are employed in local, state and central
government agencies. The services performed by these accountants are parallel to those of private and
public accountants and may cover the entire spectrum of financial and other accounting. Many of the
problems and decision faced by the government agencies are the same as those encountered in private
industry, but  government accounting requires a different  approach in some respects because of the
absence of profit motive. Government accounting is concerned with the identification of the sources and
uses of resources consistent with the provision of laws.

Fundamental Accounting Equat ion:
In accounting, the resources owned by a business are called assets and the claims of various parties against
these assets are called equities. Consequently, the equation showing the relation between assets and equities
will read as follows:

Assets = Equities
The Equities are of two types (i.e. liabilit ies and capital)

a. Liabilities represent the claims of outsiders on the assets of the business. These outsiders include
everyone other than the owners of the business, e.g. creditors, debenture holders, banks, etc.

b. Capital represents the claims of the owners of the business on the assets. Thus the above accounting
equation can be recast as follows:

Assets = Equities
Or Assets = Liabilit ies + Capital

I t should be noted that this equation still preserves the original hypothesis, i.e., the value of assets
equals the various claims against these assets. To illustrate, Gupta buys a building priced at ` 75,000. He
pays ` 50,0000 of his own cash and borrows the balance of ` 25,000 from a bank. The equat ion will
illustrate this situation as follows :

Assets = Liabilit ies + Capital
? ? ?

Building = Bank loan + Gupta’s Equity
`.75,000 ` 25,000 ` 50,000

Futher assume that  business increases its assets by purchasing furniture on credit  for ` 5,000,
equation will appear as follows :

Assets = Liabilit ies + Capital
? ? ?

Building + Furniture = Bank loan + Creditor + Gupta’s Equity
` 75,000 + ` 5,000 ` 25,000 + ` 5,000 ` 50,000

This accounting equation is the fundamental equation upon which all double entry accounting is
based. An understanding of this equation is, therefore, necessary in the study of accounting. Like any
mathematical equation, the elements in the equation may be transposed and the equation may be expressed
as follows:

Assets – Liabilit ies = Owner’s Equity
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ACCOUNTING PRICIPLES
The rules and conventions of accounting are commonly referred to as its principle. Accounting principles
are described by terms like concepts and conventions. There is a difference of opinion as to the meaning
and significance of the terms ‘concepts’ and ‘convent ions’. The term concept is used to mean necessary
accounting assumptions upon which accounting is based, whereas the term convention is used to signify
customs or traditions as a guide to the preparation of accounting statements.

Accounting Concepts
1. Business Ent ity Concept : Accounting assume that a business is separate and distinct from the

person or persons who own it. Accounts are kept for the business entit ies as distinguished from its
owners. Thus business is treated as though it owns its assets and in turn owes both its creditors and
its owners the amounts of their claims. When a man owns two businesses, such as a manufacturing
ready-made garments and a poultry farm, he should maintain a separate set of accounting records for
each because the separate records provide separate information as to the progress and success of
each business. Moreover, the businessman should not intermingle his personal t ransactions with
those of his business.
This concept of a separate entity is applicable to all forms of business organisations-sole proprietor-
ship partnership, joint stock company, etc. Although for legal and many other purposes, sole traders
and partners may not be distinguished from their respective, yet for accounting purposes they are
regarded as different entit ies.

2. Money Measurement Concept: Accounting records only those facts that can be expressed in terms
of money. This concept imposes a severe limitation on the scope of an account ing report . For
example, accounting does not record that a competitor has placed a better product in the market or
the production manager is not on speaking terms with sales manager. Though these events may have
financial implications and have a bearing on the profit or loss position of a company, yet these are
not recorded in books as these cannot be expressed in terms of money. The advantage of expressing
facts in money terms is that  money provides a common denominator by means of which
heterogeneous facts about a business can be expressed.

3. Going Concern Concept: As per this concept, accounting assumes that the business will continue
to operate for an indefinitely long period in the future, unless there is a good evidence to the
contrary. I t is on the basis of this assumption that accounting does not make unnecessary
assumptions regarding the forced sales value of its assets. Assets are depreciated on the basis of
their expected life rather than on the basis of their market value.

4. Cost Concept: This concept states that an asset is recorded at its actual cost and this cost is the
basis of all subsequent accounting for the asset. The cost concept does not mean that assets remain
on the accounting record at their original purchase price. This actual cost figure is systematically
reduced over its life by a process called depreciation.

5. Dual Aspect  Concept: Every transaction entails two fold effect and this is called dual (or double)
aspect or duality of a transaction. The set of records based on this duality is called double entry
system of book keeping.
In a business, the resources owned are called assets and the claims of various parties against these
assets are called equities. According to this dual aspect concept, total assets must be equal to the
claims of various parties against these assets. This has been earlier explained in the forms of an
accounting equation as follow:

Assets = Equities or Assets = Capital + Liabilit ies
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