	CONSISTENCY  (UNIFORMITY)

	· Once a business has adopted one accounting method, it should use the same method for all subsequent events of the same character unless it has sound reason to change.

	NOTES:

	This concept advocates that there must be consistent treatment for similar items within each accounting period and from one period to the next.

	ILLUSTRATION NO.1

	Company A has received annual rebates from its supplier approximately to $1 million. Every year, it is the company’s accounting policy to net these rebates against the purchases from the suppliers. But for this year, this is taken up as income. Question: Is this correct ?Answer: Under the consistency concept, this is not correct as every year the Company A has been taking these rebates against the purchases but all of a sudden, it changes its accounting policy by taking up as revenue.

	ILLUSTRATION NO.2

	Every year, Company A has been using the straight line depreciation method of 33% years for its computers but suddenly for this current year, it started to depreciate using a rate of 5%.Question: Is this correct? Answer: Again, basing on this concept, Company A is wrong as there is no consistency in its accounting approach.


	ACCOUNTING PERIOD

	A fixed equal period of time ascertained to report the financial performance of an enterprise. If this fixed equal period of time is not ascertained, the business based on the going concern concept can last a quite a long period of time which will render the analysis of the financial statement impractical. Normally, these fixed equal periods may be of any length of time but periods of one year in length are the most commonly used.

	We can say that accounting period is a convenient way of dividing up the life of the business into smaller units of time to enable investors and other users of the financial statement to assess the financial performance.

	The normal twelve months accounting period is also to coincide with the taxation period             ( twelve months )

	Illustration:
Company A has just been incorporated. It decides to put up its accounting period for twelve months ending every 31st December.


	BUSINESS ENTITY

	Owner separate from the business

	Company has a separate existence

	Affairs of the owners separate from the business


	

	By understanding this concept, we then realize that all the financial data will only be related directly to the activities of the business. The business is a separate “animal” by itself. It’s run by a professional board of directors who is responsible and accountable for the every day’s running of the business.

	ILLUSTRATION NO.1

	Say, a minority shareholder who held shares in listed Company ABC has recently been made bankrupt. : Do you think that his bankruptcy will affect the financial health or activities of the company? Answer: Basing on this business entity concept, the affairs of the shareholder has nothing to do with the company.

	ILLUSTRATION NO.2

	Assuming the shareholder Mr. X of Company ABC owns personal assets of five Porsche, five bungalows and expensive arts.
 Question: Do you take up these personal assets belong to Mr. X into the books of Company ABC? Answer: The answer is NO, the personal assets of the shareholder has nothing to do with the company.

	ILLUSTRATION NO. 3

	Applying to the same company ABC, you read in the financial statement that its ultimate holding company is Company ZZZ. Therefore don’t be surprised that company ABC as an entity can also be part of a larger business entity which is company ZZZ.
 Also, Company ZZZ might have many business unit operating units/entities like company ABC


	FULL DISCLOSURE CONCEPT

	· Does not only contain only the facts but should relate to events, information and others which might be relevant to the users of the financial statement.

	· For obvious reason, full disclosure also relates to the materiality concept wherein all significant information and events need to be disclosed so as not to mislead the investors. Trivial matters which are unimportant and does not impact any economic benefits needs not be disclosed.

	· General acceptable accounting practice usually requires as much disclosure as possible. This is to enable the investors to know more the business they have invested in and or going to invest in. Investors need well informed information about events to make the correct investment decision, understand the risk perception of the management and the financial performance of the business.

	· Examples of such events are changes in accounting methods, major loss resulting from a disaster and potential litigation, acquisition of subsidiaries, material changes in shareholding after the balance sheet date but before signing off the financial statement and many others.

	Illustration No 1:

Company A year end is 31 st December. On January 15, company A receives a writ/summon from Company B’s lawyer for infringing its copyright . Company B is sueing Company A for $10 million.

It’s important that the management of Company A should give a full disclosure of all the material facts pertaining to this legal suit as the amount is very significant.

Illustration No.2

Company A which is a conglomerate has a substantial investment in Brazil. Due to an earthquake, the factory in Brazil has been destroyed.

Based on the full disclosure concept, the management should give ample disclosure on this matter so as to alert the readers of its impact to its financial results in the financial statement.


	HISTORICAL COST CONCEPT

	· Assets, services recorded at price or sacrifice incurred to acquire them. This is called COST. 

· Changes in value of non-monetary assets ignored. 

· Exchange values are ignored 

· Historical cost is the term usually applied. 

	NOTES:

	This concept basically does not encourage the use of current cost or replacement cost. Hence, it does not look into what the assets might have cost when we need to replace it. Only, the price paid is recorded.

	ILLUSTRATION 

	Company A has a piece of property purchased quite a few years ago. The price paid for this property was $1 million. But, some real estate agents inform the company that now the property can be sold many times more than this $1million.

Question: Should the company continued to record in its financial statement, its property at the amount of $1million which was the price that was paid to acquire this land.

Answer: Based on historical cost concept, the company shall still continue to record the value of $1 million in its financial statement.


	ACCRUALS CONCEPT

	· The effects of transactions and other events are recognized when they occur (and not as cash or its equivalent is received or paid) and they are recorded in the accounting records and reported in the financial statements of the periods to which they relate. 

	ILLUSTRATION NO.1

	Company A has received cash of $40,000 from his customers. However, the company actually has done all work satisfactorily and the customers have acknowledged the work done which the company billed for another $20,000. Furthermore, the expenses for the $20,000 work-done have been taken up into the books of account. Question:    Should the company just close their accounting book by presently its income as $40,000 for the cash received or should it be $40,000+$20,000 =$60,000.Answer:     Based on this concept, the company has actually completed all work done, also, the work done have being acknowledged by the customers, hence income of $60,000 should be taken up and not just the cash received.

	ILLUSTRATION NO.2

	Company A has billed customers for $100,000. Total supplier bills paid was $50,000 but there are some suppliers bills not paid amounting to another $15,000

Question:    The company’s income is undisputed by $100,000 but what should its book show for expenses-is it only $50,000 being invoices paid or is it all inclusive of the other $15,000

Answer:       As the total supplier bills should be $50,000+$15,000=$65,000, the company should based on this concept to accrue for the balance of the bills not being paid.

	 PRUDENCE OR CONSERVATISM CONCEPT

	· Recognize revenue only when they are reasonably certain 

· Recognize expenses as soon as they are reasonably possible

	NOTES:

	This concept basically does not encourage the anticipation of recognizing income when it is not certain. It prefers that any expenses that can be reasonably seen as certain should be taken up.

	ILLUSTRATION 

	Company A has completed 50% of a project. Based on its costing and other evidence, it knows that the project is going to incur losses.

Question: Should the company only take up its losses at the completion of the project.

Answer: Based on prudence concept, the company should quickly in its financial year take up this losses instead of waiting for the 100% completion of the project.




	MEASUREMENT CONCEPT


	· Only financial transactions are recorded

	· Non-financial data are ignored

	· Qualitative information are ignored

	· Money measure at the time of transaction, no allowance for changing price level

	· This concept ignores important economic information


By now, knowing this concept, you should realize that the financial statements will not generate qualitative, economic and non financial information. At times, this limitation might pose a disadvantage to the users of the financial statement like the investors, funds managers, suppliers and others.

Illustration No.1:
Say if you are an investor who is interested in purchasing a company who owns a factory. In the company’s financial statement, do you think you are able to see such statistics like consumer price index, number of loyal customers, industrial output, the factory’s productivity ratio, factory staff turnover rate, number of shift, wastage % , and so on ?
The answer will be no as this concept deals with resources and obligations that can not be measured and quantified into financial terms!

	MATCHING

	· A process in which expenses are recognized in the income statement on the basis of a direct association between the costs incurred and the earning of specific items of income. 

· This process involves the simultaneous or combined recognition of revenues and expenses that result directly and jointly from the same transactions or other events. 

· This principle dictates that when it is reasonable to do so, expenses should be matched with revenues. When expenses are matched with revenues, they are not recognized until the associated revenue is also recognized. 

· This principle allows greater evaluation of actual profitability and performance (shows how much was spent to earn revenue). 

	FURTHER DETAILS

	· Wages paid to manufacturing laborers are not recognized as expenses until the actual products are sold. When the products are sold, the expenses are recognized as cost of goods sold. 

· Product costs are costs which add value to inventory. These costs are capitalized (added) to inventory, and later expensed as cost of goods sold. 

· Only if no connection with revenue can be established, cost can be charged as expenses to the current period (e.g. office salaries and other administrative expenses). These are period costs which are costs which are expensed immediately. 

· Depreciation is another example of the matching principle: The cost of purchasing a fixed asset is spread over the period in which it is expected to generate revenue. 

	ILLUSTRATION NO.1

	On March 14, the company received inventory of $10,000.

On April 13, the vendor is paid in full.

On May 11, the company sold the inventory for $20,000

Question: When should the inventory become an expense?

Answer: In the month of May as the inventory was sold. We have the income of $20,000 which we need to match it with the cost of $10,000



	ILLUSTRATION NO.2

	Company A bought a machinery for $36,000. It expects the machinery to be able to generate incomes for a period of three (3) years. The company uses the straight line method for depreciating the machinery.

Question: What should be the annual or monthly depreciation to be expensed off to match the generation of income?.

Answer: The company should expense off  $36,000/3 years =$12,000 per annum or $1,000 per month so as to match against the income.

	ILLUSTRATION NO.3

	Company A bought a $12,000 yearly motor vehicle insurance from July 05 to June 06. The company year end is at 31st December.

Question: What should the company expense into the income statement from 1st January to 31st December 05 pertaining to this motor vehicle insurance?

Answer: The company should expense off only half the year motor vehicle insurance relating to the period from July 05 to December 06 namely half of $12,000 = $6,000 into the income statement. This is because from January 2006 to June 2006 the motor vehicle insurance does not relate to the generating of income for that period.


	GOING CONCERN CONCEPT

	Business is continuing.

	Resources will be used for the future.

	Depreciation of fixed assets relies very heavily on this concept.

	Liquidation applies to the balance sheet if failure is probable.


This concept assumes that the business entity will continue in business in the foreseeable future. As the intention is not to close its business, the company should not value their assets at amount realizable on a forced sale/ liquidation sale.

It is very important to understand that the Board of Directors needs to make all necessary assessment of the enterprise’s ability to continue as a going concern.

Uncertainties on going concern should be disclosed and if the enterprise’s financial statements are not prepared on a going concern, its needs to disclose all the facts and the basis and reason.

Otherwise, this non-disclosure tantamount to fraud with the intention to deceive the investors and other outsiders. 

Illustrations 
Based on the following scenario, do you still assume the company is on a going concern:

A listed Company ABC’s share price has nose-dived to 40% level of what you seen six months ago due to speculation by market punters?

Yes, the company ABC is definitely on a going concern. There are no fundamental changes in its business.

But what this time the scenario is due to increased competition or advanced technology, the company ABC’s revenue has decreased very drastically so much so that it is unable to pay its creditors, loans and other financial obligations.

	DUAL ASPECT CONCEPT

	· This dual aspect concept is also called Double Entry Methodology

 The key points are All transactions have two(2) dimensions  and this follows from the basic accounting equation which is:

	ASSETS= LIABILITIES + OWNERS’ EQUITY

	Assets are the resources owned by a business

Liabilities are the rights of the creditors, which represent debts of the business

Owners Equity represents the rights of the owner


	UNDERSTANDING THE MECHANISM OF THE DUAL ASPECT CONCEPT

	 To be able to understand clearly this dual purpose or double entry, let’s go through the below step-by-step illustration:

Its start with an Individual called Y, who puts in money for shares in a newly formed company called ABC. ABC starts its business activities by the initial purchase of land and inventory. Subsequently, it also receives incomes for services rendered and pay expenses and ultimately leading to the paying of dividend to the shareholder Y. 


ILLUSTRATIONS:
(1) Y deposits $25,000 in a bank account in the name of Company ABC in return for shares of stock in the company.
	
	ASSETS
	OWNERS EQUITY

	 
	Bank Account
	Paid Up Share Capital re: Investment by stockholder

	C/f
	+ $25,000
	+$25,000


	Notes: The Accounting Equation: Assets= Liabilities + Owners Equity balances when Y an individual pays in the bank for shares in the company. Both Bank account and the corresponding entry-Paid Up Capital Account has increased by $25,000 


(2) The Company paid $20,000 for purchase of a piece of land.
	
	ASSETS
Bank
	ASSETS Land
	OWNERS EQUITY
Paid Up Share Capital

	B/f
	$25,000
	 
	$25,000

	C/f
	$5,000
	$20,000
	$25,000


	Notes:
In this case, in the Assets Category, bank account has being reduced by $20,000 which is equally represented by the company possessing a land that costs $20,000. It is important that the accounting equation balances.


(3) During the month, the company purchased supplies for $1,500 and agreed to pay the supplier in the near future (on account).
	
	ASSET 
Bank
	ASSETS Land
	ASSETS Stocks
	LIABILITIES Accounts Payable
	OWNERS EQUITY
Paid Up Share Capital

	B/f
	$5,000
	$20,000
	 
	 
	$25,000

	C/f
	$5,000
	$20,000
	$1,500
	$1,500
	$25,000


	Notes:   

Here, the purchases of supplies has increased the company’s stock by $1,500 with a corresponding increase in accounts Payable


(4) The company provided services to customers, earning fees of $8,000 and received the amount in cash. 

	
	ASSET 
Bank
	ASSETS Land
	ASSETS Stocks
	LIABILITIES Accounts Payable
	OWNERS EQUITY
Paid Up Share Capital
	OWNERS EQUITY
Retained Earnings

	B/f
	$5,000
	$20,000
	$1,500
	$1,500
	$25,000
	 

	 
	 

+$8,000
	 

 

 

 
	 
	 
	 

 
	 

+$8,000

	C/f
	$13,000
	$20,000
	$1,500
	$1,500
	$25,000
	$8,000

	Notes:  Due to the receipt of money from customer, bank account increased by $8,000 with a corresponding increase in Income (owners’ equity) hence the accounting equation still balances. 


(5) The Company paid the following expenses: wages, $2,000; rent, $1000; utilities, $500; and miscellaneous, $300.
	
	ASSET
Bank
	ASSETS 
Land
	ASSETS 
Stocks
	LIABILITIES 
Accounts Payable
	OWNERS EQUITY
Paid Up Share Capital
	OWNERS EQUITY
Retained Earnings

	B/f
	$13,000
	$20,000
	$1,500
	$1,500
	$25,000
	$8,000

	 
	 

-$2,000
-$1,000
-$500
-$300
	 

 

 

 
	 
	 
	 

 
	 

-$2,000
-$1,000
-$500
-$300

	C/f
	$9,200
	$20,000
	$1,500
	$1,500
	$25,000
	$4,200


 

	Notes:
Here, the company is paying off the expenses of $3,800 ($2,000+$1,000+$500+$300) 
Which reduces the bank account by $3,800 with a corresponding figure in the Retained Earnings 
Assets($30,700) =Liabilities($1,500) + Owners Equity ($29,200)
 


(6) The Company paid $1,500 to creditors during the month.
	 
	ASSET 
Bank
	ASSETS Land
	ASSETS Stocks
	LIABILITIES Accounts Payable
	OWNERS EQUITY
Paid Up Share Capital
	OWNERS EQUITY
Retained Earnings

	B/f
	$9,200
	$20,000
	$1,500
	$1,500
	$25,000
	$4,200

	 
	-$1,500
	 
	 
	-$1,500
	 
	 

	C/f
	$7,700
	$20,000
	$1,500
	$0
	$25,000
	$4,200

	Notes:
The company pays off the amount due to its account payable. This therefore 
reduces the bank account by $1,000 with a corresponding reduction in liabilities 
Assets($29,200) =Liabilities($0) + Owners Equity ($29,200)
 


(7) At the end of the month, the cost of supplies on hand is $500, so $1,000 of supplies were used.
	
	ASSET 
Bank
	ASSETS Land
	ASSETS Stocks
	LIABILITIES Accounts Payable
	OWNERS EQUITY
Paid Up Share Capital
	OWNERS EQUITY
Retained Earnings

	B/f
	$7,700
	$20,000
	$1,500
	$0
	$25,000
	$4,200

	 
	 
	 
	-$1,000
	 
	 
	-$1,000

	C/f
	$7,700
	$20,000
	$500
	$0
	$25,000
	$3,200


 

	Notes:
From the stock account, $1,000 has been consumed to generate the earlier mentioned income of $8,000 so this has to be charged out.  Hence, the stock Account is reduced by $1,000 and the corresponding consumption of stocks is charged to owners equity side.
Assets($28,200) =Liabilities($0) + Owners Equity ($28,200)
 


 (8) At the end of the month, the Company pays $2,000 to stockholders
	
	ASSET 
Bank
	ASSETS Land
	ASSETS Stocks
	LIABILITIES Accounts Payable
	OWNERS EQUITY
Paid Up Share Capital
	OWNERS EQUITY
Retained Earnings

	B/f
	$7,700
	$20,000
	$500
	$0
	$25,000
	$3,200

	 
	-$2,000
	 
	 
	 
	 
	-$2,000

	C/f
	$5,700
	$20,000
	$500
	$0
	$25,000
	$1,200


 

	Notes:
Similarly, bank account is used up by $2,000 to be paid to the stockholders which results in a corresponding decrease in Owners’ equity.
However, the accounting equation always balances: 
In this case:
Assets ($26,200)= Liabilities ($0) + Owners Equity ($26,200) 
 

	MATERIALITY

	· Omissions or misstatements of items are material if they could, individually or collectively, influence the economic decisions of users taken on the basis of the financial statements 

· Materiality depends on the size and nature of the omission or misstatement judged in the surrounding circumstances. The size or nature of the item, or a combination of both, could be the determining factor 


	ILLUSTRATION NO.1

	Company A bought 6 months supplies of stationery costing $600. 
Question: Should the company spread the cost of this stationery for 6 months by expensing off $100 per month to The Income Statement?
Answer : Based on this concept, as the amount is so small or immaterial, it can be expensed off in the current month instead of tediously expensing them for the next 6 months

	ILLUSTRATION NO.2

	Company A purchases a $200 hand phone and expenses it immediately instead of recording it as an asset and depreciating it over its useful life.

Question: Is this practice acceptable?

Answer: This practice is acceptable of the materiality concept as the value of item purchased is to small to justified booking it in as fixed asset.

	ILLUSTRATION NO.3

	Company A is a very large corporation. The company prepares the financial statement by rounding down to the nearest thousand.

Question: Is this permissible?

Answer: Based on the materiality concept, this is permissible.


To ensure that the financial statements reflects the complete, relevant and accurate picture of the transactions and events, it is important to appreciate and adhere to this concept called Substance Over Form
	WHAT IS SUBSTANCE OVER FORM?


	When an entity practice the Substance Over Form, it means that the financial statements reflect the financial reality of the entity (Substance) rather than the legal form of the transactions and events (Form) which underlie them. To put it very simply: if it is a goat but it was disguised in a legal form to look like a dog, Substance Over Form would prevail to reinstate that it is a goat and not a dog! 

To be able to differentiate Substance Over Form, we need to be vigilant, have very good inner knowledge of the company’s operation and takes a more investigative in-depth approach so as to seek further evidence or proof. This is because normally these types of events or transactions are often quite complex. These events or transactions happen just around the accounting year ended. (balance sheet date)

We have seen many cases whereby many accounting fraud occur as a result of this lack of Substance Over Form.

Cases like Enron and Computer Associate are describe below:

	Examples: Exchanging revenue/revenue swap: 

In the Computer Associate case, the CEO of the company swap or exchange revenue with another company. What it did was CSA purchased a certain software/service from the company A and in turn company A also purchased from CSA. Its look like a sale and it being recognized as revenues in the Income Statement

In the Enron’s case we have:

Enron group’s use of over 3000 Special Purpose Entities (SPEs) structured in such a way as to enable the company to avoid including extensive debt in the consolidated financial statements of the group.
Other examples like:-

Company itself funds its own revenue

An outright purchase of capital equipment, whereas in fact the substance of the transactions is a lease of (or perhaps an option to purchase) the equipment.




It’s important to understand the basic difference between the cash basis accounting method and the accrual method.

Append below, in tabulated form, the characteristic of both methods and some salient points to understand the importance of the different methods.

	CASH ACCOUNTING METHOD 

	1. All financial transactions events are based on cash basis. This applies to all incoming receipts or outgoing payments or outflows of an enterprise.

	2. Based on this accounting method, revenue of the enterprise is not been properly taken up nor expenses in relation to earning the revenue are accounted for. In other words, we can say that Cash-basis accounting does not recognize promises to pay or expectations to receive money or service in the future, such as payables, receivables, and prepaid expenses

	3. Normally, cash basis accounting applies to very small concern where the recording of transactions is simple and does not need to conform to any generally acceptable accounting principles. Also, cash basis accounting applies when the accounting process is very short for example, the supplier invoices needs to be paid very early or billings and collections involves a very short span of time.

	ACCRUAL ACCOUNTING METHOD

	1. Unlike the cash basis accounting method, accrual method is based on the matching and prudence concept. It also considers the proper way of recognizing revenue.

	2. Without this accrual accounting method, the entity is not able to reflect the true obligations to its suppliers or the correct amount owing by its customers.



	3. Normally, accrual accounting is practiced during the accounting close so as to take up all expenses and revenue not yet taken in the books of accounts. This normally form part of the accounting routine of the accounting month end adjustments.

	SALIENT POINTS TO NOTE

	1. Some sole proprietors practice cash basis accounting with the intention to reduce their profit so as to deceive the Inland Revenue. By doing cash basis, both revenue and profit before tax will be understated. If “modified” cash method for taking up the cash outflow namely taking up the bills from suppliers and instead of basing on cash payment basis so as to increase the expenses incurred, this will further understate the profit. Hence, taxes payable will then be lower.

	2. On the contrary, Inland Revenue will require enterprise to prepare their financial statement based on an accrual accounting basis so that both revenues and expenses are properly stated and profit is more accurate.

	3. Needless to say, as cash basis accounting does not conform to generally acceptable accounting practice (GAAP), this methodology is not acceptable amongst Certified Accountants Associations

	DIFFERENCE BETWEEN PROFIT AND CASH

	 A company makes a profit when its Incomes exceed its Expenses. 

From the Income side, there are billings to customers that the company have not yet received cash for the goods or services rendered to these customers. In other words, the company is giving its customers credit. Only when the company receive the money from the customers, will that become cash in hand. 

· Similarly from the Expenses side, the company can be owing to the suppliers. The terms with them can be ranging from 7 days to 60 days. So, we don’t need to pay cash to buy their goods or services. 

·  Don’t forget that there are some non-cash expenses items in the Income Statements like depreciation which is only an accounting method of allocating costs. (We have earlier used cash to pay for these fixed assets. It is only because of the matching concept that we need to allocate depreciation to the Income Statement.) 

	WHAT IS SO IMPORTANT BETWEEN PROFIT AND CASH?

	 The Company can be profitable meaning that its has income exceeding its expenses but it might not be liquid or cash rich because as earlier explained, the monies owing by its customers has not be received.  

Sometimes, profitable companies can go under because it is not able to stay liquid due to the overextension of credit to their customers. 

	

	· Also called the Cash Operating Cycle of business 

	· This cycle normally involve five (5) stages starting from (i) the purchase of raw materials from suppliers, (ii) conversion of these raw materials into work-in-progress and then finally to finished goods; (iii) delivered and billed the finished goods to the customers; (iv) collect the money from the customers who have been billed and then (v) repay the creditors whom we earlier purchased the raw material. 

	· Very important as it represents the working capital cycle of the business 

	· Current Assets ( inventories, accounts receivable) and Current Liabilities ( accounts payables ) are part of these operating cycle.

	· Part of the Cash Conversion Cycle or Daily Working Capital mechanism. By reducing the number of days of this operating cycle, more funds can be retained by the business. Business often failed when this cash operating cycle prolonged unnecessarily. A profitable company is not necessary a cash rich or liquid company. 


