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Introduction to accounting concepts and conventions

OVERVIEW

While accounting deals almost exclusively with numbers, it is not a science of completely objective measurements or assessments. Accounting also involves a level of subjective judgment because values are involved, and anyone in business will tell you that value is definitely 'in the eye of the beholder'. Either way, in order for the stakeholders of a business to make sound decisions, they will need financial information that as accurately as possible reflects the "true and fair view" of the financial performance and position of the business.

	

	


To best support the application of the "true and fair view" approach, accounting has adopted over many decades certain concepts and conventions that guide accountants in the preparation of the financial statements for a business. These concepts and conventions are sometimes called assumptions or principles. Still, whatever we call them or however they may be grouped, it is important that these concepts and conventions be appropriately applied by those who are given the responsibility for preparing the financial statements of a business. Following is a list of concepts, conventions, assumptions and/or principles that need to be applied in this regard.

	

	


'Separate accounting entity' assumption - 
The Accounting Entity convention states that the business is an entity (perceived to have its own existence) separate from its owner. Therefore business records should be separated and kept distinct from the personal records of the business owner(s). This is also known as the Economic Entity concept or Separate Business Entity Principle.  

 "Going Concern" assumption – 
Accountants assume, unless there is evidence to the contrary, that a company is not going broke and will continue its operation for an indefinite period of time or at least into the foreseeable future. This concept also allows businesses to spread (amortize) the cost of fixed asset over its expected useful life. 

'Monetary measurement' assumption – 
Accountants do not account for items unless they can be quantified in monetary terms. (i.e. either that money was exchanged to acquire it or a market exists that would be prepared to exchange money for it). A business may have other valuable resources like (workforce skill, morale, market leadership, brand recognition, quality of management) but these do not get recorded in the financial statements because they cannot be quantified in monetary terms. 

'Time Period' assumption – 
This convention allows for the performance evaluation of a 'going concern' business  to be broken-up into specific period of time such as a month, a quarter or a year. This is also known as the accounting period convention. This short time period of assessment allows internal and external users to make adjustments to their strategy in relation to the business. Also using this time period concept, the accountant and other users can compare like-to-like financial results over a similar period of time.

'Historical cost' – 

This convention requires that the assets of a business be recorded in the ledger accounts at the actual price paid to acquire them. Under this concept no account is taken of the changing values of these assets in the market place.

'Matching principle or Accruals' – 
ExpensesHYPERLINK "http://knol.google.com/k/nowmaster-accounting/what-are-expenses-in-accounting/y2cary3n6mng/67" should be "matched" against revenues that they enabled and should be recorded in the same period in which the revenue is earned. This approach is supported by the accrual accounting method. To do this, accountants need to prepare accruals at the end of each reporting period to take account of expenses incurred but for which there is no source document. These are part of the end-of-period adjustments.

     'Realization of income' principle –

With this convention, accountants recognize financial transactions (and any profits arising from them) at the point of sale or at the transfer of legal ownership. This may be different from the point when cash actually changes hands. 

'Full Disclosure' – 
This concept requires that financial statements provide sufficient information to help users of the information make knowledgeable and informed decisions about the business. 

'Materiality' – 
Accountants only record events that are significant enough to justify the usefulness of the information. Only items that are deemed significant for a given size of operation should be recorded. Accountants are guided to ignore insignificant details otherwise the accounts will be burdened down with minute details.

'Prudence/Conservatism' – 
The rule is to recognize revenue only when it is reasonably certain of happening and recognize expenses as soon as they are incurred (whether paid or not).  Accounting in this manner ensures that financial statements do not overstate the company’s financial position.  As a rule, accounting chooses to err on the side of caution and to protect investors from acting on inflated or overly positive results.

'Consistency' –

 According to this convention, transaction classification and valuation methods should remain unchanged from one period to the next. This allows for a more meaningful comparisons of financial performance between periods by the stakeholders. 

'Dual Aspect' – 

 This concept is based on the accounting equation: Assets = Liabilities + Owners Equity. All transactions recorded in the accounts must keep this equation in balance. To do this financial transactions are allocated a both a debit side and a credit side of equal amounts.

'Objectivity' –
 The objectivity concept states that transactions must be recorded on the basis of objective evidence. This means that accounting records will initiate from a source document to ensure that the information recorded is based on fact and not just on personal opinion. 

'Substance Over Form' –

 In accounting, real substance takes precedent over legal form; namely we consider the economic or accounting point of view rather than simply the legal point of view when recording transactions. This helps explain the difference between a legal entity and an accounting entity.

