Accounting Concepts and Conventions

Accounting concepts and conventions form the foundation of financial reporting and ensure
consistency, transparency, and reliability in the preparation of financial statements. These
principles guide accountants in recording business transactions, ensuring that financial reports
are accurate and meaningful.

1. Accounting Concepts

Accounting concepts are the basic assumptions and principles that govern the recording of
business transactions. They ensure uniformity and consistency in financial statements. The main
accounting concepts include:

1.1 Business Entity Concept

This concept states that a business is a separate entity from its owners. The financial transactions
of the business should be recorded separately from the personal transactions of the owner(s).

1 Example: If the owner invests personal money into the business, it should be recorded as
capital in the company’s books, not as the owner's income.

1.2 Money Measurement Concept

Only transactions that can be expressed in monetary terms are recorded in the accounting books.
Non-monetary aspects such as employee skills, reputation, or business ethics are not included.

"l Example: A company's goodwill may influence its success, but it is only recorded when it has
a measurable monetary value.

1.3 Going Concern Concept

This concept assumes that a business will continue to operate in the foreseeable future and will
not be forced to close down. Financial statements are prepared on the assumption that the
business will remain in operation.

1 Example: Fixed assets are recorded at cost and not at their liquidation value because the
company is expected to continue using them.

1.4 Accrual Concept

Under this concept, revenues and expenses are recorded when they are earned or incurred, not
when cash is received or paid. This ensures that financial statements reflect the actual
performance of a business.

"1 Example: If a company sells goods on credit in December but receives payment in January,
the revenue is recorded in December.

1.5 Consistency Concept



Accounting methods and practices should remain consistent from one accounting period to
another. If any changes are made, they must be disclosed in financial statements.

"1 Example: If a business uses the straight-line method for depreciation in one year, it should
continue using the same method in future years unless a valid reason exists for the change.

1.6 Matching Concept

Revenues should be matched with the related expenses incurred in earning them within the same
accounting period.

"1 Example: If a business makes sales in December but pays for advertising related to those sales
in January, the advertising expense should still be recorded in December.

1.7 Dual Aspect Concept

This concept states that every financial transaction has two aspects—one that gives and one that
receives. This is the basis for the double-entry system of accounting.

1 Example: If a company purchases furniture for $5,000 in cash, the furniture account increases,
and the cash account decreases by $5,000.

1.8 Cost Concept

Assets are recorded in the books at their original purchase price (cost) and not at their current
market value.

"1 Example: If 1and was purchased for $50,000 ten years ago and is now worth $100,000, it is
still recorded at $50,000 in the books.

1.9 Realization Concept
Revenue is recognized when it is earned, regardless of when the payment is received.

"1 Example: A company delivers goods in March but receives payment in April; the revenue is
recorded in March.

2. Accounting Conventions

Accounting conventions are practices or guidelines that accountants follow to ensure consistency
and fairness in financial reporting. They are not legally binding but are widely accepted. The
main accounting conventions include:

2.1 Conservatism (Prudence) Convention

This convention advises accountants to adopt a cautious approach by recognizing potential losses
but not recording potential gains until they are realized.



1 Example: If a company expects that some customers may not pay their debts, it should create a
provision for bad debts in advance.

2.2 Consistency Convention

Accounting practices should remain consistent from one period to another to ensure
comparability. If any change is made, the reason should be clearly disclosed.

"1 Example: If a company switches from the FIFO (First-In, First-Out) inventory method to
LIFO (Last-In, First-Out), it must explain the reason for the change in its financial statements.

2.3 Materiality Convention

Only significant financial transactions that affect business decisions should be recorded in
financial statements. Insignificant details may be ignored.

1 Example: A small business purchasing a calculator worth $10 may expense it immediately
rather than depreciating it over time.

2.4 Full Disclosure Convention

Financial statements should provide all necessary information to ensure that stakeholders make
informed decisions. Any important details should be disclosed in notes to the accounts.

1 Example: If a company is involved in a legal dispute that may affect its financial position, it
should disclose this in the financial statements.

Conclusion

Accounting concepts and conventions are essential for ensuring that financial statements are
accurate, reliable, and comparable. While accounting concepts establish fundamental principles
for recording transactions, accounting conventions provide guidelines for applying these
concepts in practice. Together, they help businesses maintain transparency, consistency, and
fairness in financial reporting.



