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Accounting-An Intoduction

Chapter 1
Accounting-An Intoduction

Accounting is generally termed as the language of business throughout the world. The
language is the means of communication of ideas or feelings by the use of
conventionalised signs, gestures, marks and articulated vocal sound. In the same way,
the accounting language seaves as a means to communicate matters relating to various
aspects of business operations. As the individual business enterprises keep their
accounting records separately, the offer to communicate is essentially from a business
enterprise to various individuals, groups and institutions that are having interest in the
operations and results of that enterprise. Now, although accounting is generally
recognised with the business, trade and profession, the business enterprise is not the
only kind of organisation that makes use of accounting. Legal entities ranging from
individual to governments use and prepare accounting to obtain information on the
financial condition and performance of the entity in question. Just as the business
enterprises (like firms, companies, societies and institutions keep their accounts, so can
the nations and even the individual owners of the business and profession entities.

It is necessary to have a good knowledge of accounting-grammar (in the shape of
construction of accounts, conventions, concepts, postulates, principles, standards etc.)
to interpret accounting information for purposes of communication, reporting, decision
making or appraisal.

Definition of Accounting

The role of accounting then is that of communicating the results of the operations of a
business. How does accounting accomplish this ? This is best understood by commonly
accepted definition of accounting : “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 financial character and interpreting the results thereof.
(AICPA)

The art of recording involves putting into writing or in print the transactions of financial
character, reasonably soon after occurrence, in the records maintained by the company
e.g. cash book, day books, journals, memoranda books, etc. This part of accounting is
essentially concerned with not only ensuring that all business transactions of financial
character are in fact recorded but also that they are recorded in an orderly manner. For
example, when a business executive has to travel in connection with his work, he will
ask the cashier in the company’s accounts department to advance funds for meeting
his travel expenses. On receipt of the memo from the executive, the cashier will prepare
a voucher, hand over the cash to the executive against his signature acknowledging
receipt of the cash advance. This transaction will then be appropriately recorded in the
cash book and the “travel advances” account of the ledger. When the executive returns
from the business trip, he will prepare a statement of his travel expenses (usually called
Travel Allowance Bill or T.A. Bill), get it approved by his superior (if required by the
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regulations in this regard), and send it on to the accounts department. If he has spent
less than the amount originally advanced, he will return the balance amount in cash
along with the travel statement. The accounts department, after verification of the
statement to ensure that the expenditure is in conformity with prescribed regulations
will make appropriate entries in the cash book and other accounting records and suitably
adjust the “travel advances” account. If the amount spent is greater than the original
advance, the balance amount will be paid to the executive and the required entries will
be made in the accounting records.

The art of classifying is concerned with the systematic analysis of the recorded data
so that items of like nature are classified under appropriate heads. This accounting
classification is usually done by maintaining ledgers with individual account heads under
which all financial transactions of a similar nature are collected. For instance, continuing
with the earlier illustration, the original advance will be classified by entries in the cash
book (or cash account) leading to a reduction of cash held by the company and in the
“travel advances” account in the ledger, thereby increasing the amount of such advances
outstanding. On receipt of the travel expenses statement, the balance amount of cash,
received from or paid to the executive (as the case may be), will be entered in the cash
book the “travel advances” in the ledger will be reduced by adjustment of the accounts
rendered and the “travelling expenses” account in the ledger will be posted with the
amount by way of accounting of such expenses incurred in connection with the operations
of the enterprise. In the process, the events of the original cash advance and
the subsequent incurrence of travel expenses are classified under three relevant heads
—namely, cash account, travel advances account and travelling expenses account.

The art of summarizing in a significant manner consists of presenting the classified
data in a manner which is useful to the internal and external end-users of accounting
statements. At the end of stipulated periods (usually a month for internal purposes and
a year, for external reporting purposes as required by corporation law), the accounts in
the ledger will be balanced as at the end of that period. The accountant will check (or
“try”’) the accuracy of the accounts by preparing a trial balance of all ledger accounts
as at the end of that period. This process leads to the preparation of financial statements
like the Balance Sheet, Income Statement (or Profit and Loss Account as it is often
called), Source and Application of funds statement, cost statements, internal reports to
management, etc.

The final function of accounting is the interpretation of the summarized data in such a
manner that the and-user can make meaningful judgements about the financial condition
or the profitability of the business operations or can use the data in preparing future
plans and laying down policies to execute such plans. After the monthly accounting
statements for internal purposes have been prepared, the chief accountant or controller
will prepare analytical notes appraising the performance of the enterprise and its various
units or departments (as reflected in the accounting statements prepared) in relation to
the expected performance and highlight areas of shortfall in performance so that
management can take appropriate remedial action for overcoming such shortfalls.
Similarly, in respect of the annual statutory accounts, the accountant will prepare a note
analyzing the results of operations for the year for the consideration of the Board of
Directors. Thereafter, the directors will include their comments analysing the results
reported in their report annexed to the final-accounts of the year.
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There is no single or unanimously accepted definition of accounting. Why ?

Generally, definition either formally or informally specifies the meaning of a
phenomenon or object in question. A definition sets boundaries to a phenomenon or
subject indicating not only what it is, but also what it is not. A definition answers questions
like, “What are its features ? What is its history or what does it do and how is it related
to other phenomenon ?”” Very often definition depends on our purpose or intention with
the given matter. Accordingly, definition of accounting is bound to “come closer to our
own interpretation of the scope of accounting, and the manner in which we would like
to treat its subject matter”. In a rapidly changing socio-economic conditions the subject
matter of accounting is also changing. Accounting which initially began as the art or
science of record-keeping, is moving towards adoption of a dynamic role which also
emphasises its social goal. This is clearly evident from some of the definitions presented
below :

(@) Accounting as a recordkeeping device : The definition of the American Institute
of Certified Public Accountants highlight record-keeping as an essential attribute
of accounting. Accordingly “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.”

(ii) Accounting as an information system : The definition of the American
Accounting Association highlights communication aspect of accounting for
decision-making by a wide variety of users. This user-oriented definition of
accounting “refers to the process of identifying, measuring and communicating
economic information to permit informed judgements and decisions by users of
the information”.

To Robert Sterling, accounting stands for a measurement communication process.
According to him, “Accountants ought to measure something and then
communicate the measurement to the people who will make the decisions. Under
this interpretation, the outputs of the accounting system are the inputs to decision
theories”.

(iti) Accounting as a service activity : A later definition of the Accounting Principles
Board of the AICPA endorses the views of American Accounting Association
about the elements of decision making embedded in accounting : “Accounting is a
service activity. Its function is to provide quantitative information, primarily financial
in nature, about economic entities that is intended to be useful in making reasoned
choices about the alternative course of action.”

W.A. Paton, however, attempts to elicit a definition of accounting from the
structural viewpoint “Accounting is a synthesis of concepts, rules and techniques
designed to facilitate understanding and control of economic activity.”

(iv) Accounting as a dynamic social science : According to Glautier and Underdown,
accounting is a social science. They observe that “The history of accounting
reflects the evolutionary pattern of social developments and in this respect, illustrates
how much accounting is a product of its environment and at the same time a force
for changing it. There is, therefore, an evolutionary pattern which reflects changing
socio-economic conditions and changing purpose to which accounting is applied”.
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The Nature of Accounting

According in its essence is a function that aims to accumulate the communicate
information essential to the understanding of the activities of an entity. It is an obstraction
of the real world economic events. The distinctive nature that makes accounting a
unique system is as follows :

(1) Accounting as a process : Accounting is a process which involves gathering,
compacting, interpreting and disseminating economic information in a systematic
way.

(i) Stewardship function : Accounting is a stewardship function. Its basic goal is to
report on the resources and obligation of the entity to the owners. Through the
medium of financial statements it communicates to the interested parties of the
contributions and relative rights of the economy segments— the shareholders/owners,
creditors and others.

(@ii) Concepts and conventions : Since accounting is a process that aims at
communicating economic information, it must rely on a set of previously agreed
concepts, conventions and rules. These rules and conventions are not discovered
but they are contrived and mutually agreed upon.

(iv) Accounting as a means to an end : Although accounting system is characterised
by a host of rules, procedures and conventions, they are not the end by themselves.
The ultimate end of accounting is to provide external information-communication
system by gathering, compacting, interpreting and disseminating economic data
which gives a financial representation of the relative economic rights and interests
of the economy segments, in order to facilitate judgement formulation and action
taking by its users.

(v) Accounting as an art : Accounting is more of an art than a science, its logical
foundation is not deeply embedded in scientific or natural law. It is essentially and
fundamentally utilitarian in nature, therefore, its methodologies are primarily based
on expediency and upon actual day to day needs of the business community.

Functions of Accounting

Accounting being an indispensible part of business system, it is important to delineate
precisely its functions. But unfortunately the accountants are not unanimous about the
exact functions of accounting, neither is there any authoritative pronouncement that
can remove disagreement about the probable functions of accounting.

D.R. Scott observed that accounting has three major functions to do. These are record-
keeping function, the control function and the protection of equities function ? Maurice
Moonitz, however, defines accounting in terms of five basic functions of accounting.
According to him, “The function of accounting is (1) to measure the resources held by
specific entities; (2) to reflect the claims against and the interests in those entities; (3)
to measure the changes in those resources, claims and interests; (4) to assign the changes
to specifiable periods of time; and (5) to express the foregoing in terms of money as a
common denominator.”

A.C. Litteton on the other hand, identifies six areas of “accounting actions”. These are:
(i) homogenising diverse events; (ii) converting events into entries; (ii) classifying
entries into accounts; (iv) reclassifying account data into fiscal periods; (v) summarising
and reporting periodic data; and (vi) reviewing accounting data and processes.
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Elsewhere, Littleton states that “accounting has one function—to furnish dependable,
relevant information about business enterprise.”

Although diverse opinions have been expressed above about the functions of
accounting, the most common perceptions about the functions of accounting are as
follows :

®

(i)

(i)

(@iv)

)

(vi)

(vii)

Recording function : According is essentially a recordkeeping function of the
past, present and future economic events of the business. The recording function
involves techniques of information gathering and processing.

Summarising function : The next important function of accounting is summarising
diverse economic data into homogeneous group or unit called account. It is most
important function of accounting since just like our language system, accounting
communicates economic information to its users through these accounts.

Accounting as a medium of communication between the firm and the
external parties: Accounting is not an end in itself, but it exists to serve a purpose.
The purpose is to supply reliable and dependable information about the economic
chronicles of the business for the purpose of decision making by the interested
parties.

Income determination : “Net income determination under the historical cost
method lies at the heart of the whole accounting methodology, ““says Campfield”
Income is the basic measure that provides information about the periodic progress
of business. It also provides the basic rationale for being in business.

Preparation of balance sheet : Balance sheet is very often stated as a statement
of financial condition that purports to show the economic resources, obligations
and owner’s equities of the business at periodic interval of time. Some views
however, consider it as a mere statement of balances of the unallocated costs that
has not been assigned to the income statement. Despite difference of opinions
about the exact nature of balance sheet, accountants have found its preparation
extremely useful.

Control function : Accounting is a special type of calculative service that comes
handy to the management for the purpose of exercising control over many functional
areas of business.

Compliance with legal requirements : In modern days accounting is not merely
an act of prudence to exercise control, but its necessity arises from the need of
compliance with many legal requirements. For example, the provisions of the
Indian Companies Act makes it obligatory for every company to prepare a
statement of profit and loss and balance sheet at the end of each accounting
period.

Objectives of Accounting

Although the terms, definition, function and objective are very often used
interchangeably there is presumably a distinction among them. As stated earlier,
definition describes what a thing is, while function describes what it does and
objective, describes what it intends to do.
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Thus, when we speak of objective, we rationalise the thinking process to formulate a
set of attainable goals, with reference to the circumstances, feasibility and constraints.
Deciding about the objectives of accounting, therefore, requires perceptions about the
environment in which accounting system works. “The environment of accounting has a
direct bearing on the objectives of accounting and on the logical derivation of principles
and rules.”

The accounting environment generally comprises the firm (i.e., the entity which prepares
financial statements), different groups of external users and the existing legal and
economic environment. The feasibility and constraints imposed by the accounting
environment provides the boundary of accounting objectives.

Evolution of accounting objectives : Accounting as we see today was not certainly
the same when it began. Its techniques and methodologies have changed through as
evolutionary process. The same is true about the objectives of accounting.

The system of double entry accounting can be traced back to at least 13th century
when it began as an outgrowth of record-keeping function that made possible orderly
and organised record of past activities of the business. But over the years it has turned
out to be an important mechanism to accumulate and communicate economic information
essential to the understanding of the activities of an enterprise in its social set up. Today,
accounting is widely regarded as an information system with an objective of effective
transmission of information revealing past, present and prospective socio-economic
activities of business to a wide spectrum of users.

But at the first instance, the basic objective of accounting is to render stewardship
services to the owners. This purpose has become all the more important with the diffusion
of ownership in corporate business that separated ownership from management. In
consequence, stewardship function has become predominant over record-keeping. The
managers of the business as steward are responsible for protecting the interests of the
owners as well as the assets of the business. The basic objectives of accounting in such
cases are :

(1) To measure the resources held by the entity,

(i) Protection of equities, i.e., to measure the claim against those resources by the
owners and out-siders, and

(iii) To measure the results and financial condition of business.

Notwithstanding this, accounting may pursue many other goals that may arise from the
specific information needs of the owners/managers for the purpose of management
control and meeting legal requirements. Since the middle of the present century, however,
a shift of emphasis of accounting objectives have begun. Increasing legal control and
wide-spread public interests in corporate business have broadened the scope and objective
of accounting. This in clearly manifest in the APB statement No.4 which entails an
elaborate list of objectives of accounting. The APB’s list of objectives marks a sustantial
departure from the trend of the contemporary accounting literature which had never
given significant attention to why accounting was done. APB’s objectives of accounting
may be broken into two distinct aspects-the general objectives and the qualitative
objectives.
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The general objectives of accounting according to the APB are :

(i) To provide quantitative financial information about a business enterprise that s
useful to the users, particularly the owners and creditors, in making economic
decisions.

(@) To provide reliable financial information about economic resources and obligations
of a business enterprise.

(@ii) To provide reliable information about changes is not resources of an
enterprise that result from its profit directed activities.

(iv) Toprovide other needed information that assists in estimating the earning potential
of the enterprise.

(v) To provide other needed information about changes in economic resources and
obligation.

(vi) To disclose, to the extent possible, other information related to the financial
statements that is relevant to the user’s needs.

The qualitative objectives of accounting, according to the APB are : (i) relevance, (ii)
understandability, (ii7) verifiability, (iv) neutrality, (v) timeliness, (vi) comparability, and
(vii) completeness.

A notable feature of the APB’s objective of accounting is that it could not
transcend beyond the stewardship objective. The true blood Committee Report on “The
Objectives of Financial Statements™ which was published in 1973, however, went beyond
the traditional orientation of accounting toward reporting on stewardship. The committee
emphasised on providing investors and creditors with information “for predicting,
comparing, and evaluating potential cash flows to them in terms of amount, timing and
related uncertainty.” The committee also emphasised the social objectives to accounting
stating that “An objective of financial statements is to report on the activities of the
enterprise affecting the society which can be determined and described or measured
and which are important to the role of the enterprise in its social set up”.

Users of Accounting Information

1 External Users

In order to understand the communication process, we might ask ourselves who are the
people interested in the operations of a business enterprise. There are several entities
outside the business (or in other words, external to it), which are interested in its
operations because of their business dealings with the enterprise. There are individuals
or organizations who have economic transactions with the business, e.g. suppliers of
goods and services on credit, banks or financial institutions lending money either for a
short or a long period, buyers of goods and services produced by the enterprise on the
basis of stipulated targets, contractors who have undertaken to build plants and buildings
and other facilities for the business. They are all interested in varying degrees in the
operations of the businesses with which they deal in order to determine whether the
enterprise is credit worthy and the terms under which credit can be extended, i.e. the
amount of goods or services that can be sold on credit (or the loans that can be advanced),
the period of such credit and the likelihood that the debt arising out of the transactions
would be repaid in time.

11
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The external group is by no means limited to such individuals or organizations who have
economic transactions with the business. Regulatory agencies, i.e. government
departments or other agencies who are charged with the responsibility for regulating
general business activity or particular types of business are also naturally interested in
the operations of the business. Some of the government departments having general
interest, in the Indian context, are the Company Law Board, Registrar of Companies,
Income Tax Department, Ministry of Industrial Development, Ministry of Foreign Trade,
etc. Government organizations looking after particular product groups are Ministries of
Steel, Petro-chemicals, Agriculture, Health, etc. as also officials and bodies designated
for overseeing particular activities like Drugs Controller, Cost and Prices Bureau, Tariff
Commission, etc. Some of the government departments are specifically charged by
law to regulate the operations of a particular group of companies, e.g. the State Electricity
Boards. The interest of the regulatory agencies is essentially to ensure that
the enterprise :

(a) complies with the requirements of the law relating to financial transactions, e.g. it
pays the required amount of tax, does not overtrade on its capital, pays dividends
to its shareholders out of the profits, provides depreciation according to prescribed
norms, €tc;

(b) discloses its capital, retained earnings, profits, sales and costs to the public at
large so as to submit its activities to public scrutiny;

(c) provides data relating to its borrowings (and the assets charged or mortgaged for
raising such loans) so that future lenders are provided with the required information
regarding the present level of borrowings and the state of the security provided by
the assets, etc.

Obviously, the balance sheet and the income statement prepared in consonance with
the requirements of the disclosure provided in the law would be of great help to the
regulatory agencies in these matters.

The third category of external users consists of those who have neither any economic
transactions nor are concerned with regulation of business activities but are interested
in the operations of the business on behalf of constituents which they represent, i.e., as
representatives of external interests. In this category can be included labour unions,
stock brokers, chambers of commerce, trade associations export agencies, etc., These
bodies would like to ensure that their members’ or clients’ interests are safeguarded in
terms of the required degree of financial viability of the enterprise with which they deal
or that the revenue costs and profits of the enterprises are disclosed fairly so as to
enable their members or clients to determine accurately, in financial terms, the quantum
of economic transactions, for instance, bonus to be paid to the members of a trade
union or dividends to be paid to investors.

In other circumstances, a person or a body might be interested in the results of the
operations of a business for determination of claims or resolution of disputes, e.g. a
court deciding upon the ownership of shares as between two claimants or judging the
merits of a claim against a business in liquidation, an arbitrator settling a dispute between
a business organization and the suppliers of goods and services to that business or a tax
tribunal assessing a claim of a business enterprise for income tax relief.

Lastly, the external group would include, on the one hand, the auditor of the business
who is required by law to certify the accounts and, on the other, the prospective
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shareholders who wish to subscribe for shares of a business enterprise or want to buy
an already-issued share from another shareholder. Other persons who would be interested
in the business, even though they may not be directly concerned, are the business
economists analysing the business enterprise’s success or the financial press providing
information to their reader regarding the operations of the business world.

Internal Users of Accounting Information

It is not difficult to conclude that the internal people who would be most interested are
the owners of the business. The owners are proprietors in proprietory concerns and the
partners in partnership businesses, while in the case of a
company (or corporation, as it is sometimes called) the legal owners of the
company are the shareholders. Shares may be held by individuals or companies or
corporations or even the government. Clearly, the owners would like to know :

(a) whether the enterprise made any profit during the period reported and if so, what
the dividend prospects are ;

(b) whether the financial condition of the enterprise is sound as reflected in its capital
to retained earnings ratio, current assets to current liabilities ratio, funds flow
statement, etc.;

(c) whether these operations are profitable in terms of return on funds
invested or return on assets, profits per rupee of sales, gross margin per unit of
sales, etc.;

(d) whether the growth of its sales are in line with the expectations of the shareholders;

(e) whetherits costs are in line with the volume of sales and norms of costs in similar
enterprise elsewhere.

There might be individual shareholders who are interested in greater financial details
relating to the operations of a company, but the average shareholder would expect to
find answers to the questions set out above in the balance sheet and the income statement
prepared by the enterprise for purposes of external reporting.

However, the owners are not the only persons within the company (or the internal
group) who are interested in the various aspects of the operations of a
business. With the separation of management and ownership, managers at
various levels beginning from shop floor superintendent to the Chairman and Chief
Executive, are also interested in the business. Some of their needs for accounting
information relate to :

(a) setting up targets for future periods, usually the next financial year;

(b) measuring the performance of the various units of the business as also the enterprise
as a whole;

(c) evaluating the performance in relation to the targets set up;
(d) highlighting the areas of shortfalls from planned performance; and
(e) taking remedial action for overcoming such shortfalls.

Most of this information would be financial in nature and would essentially be prepared
from the accounting records. However, it would require special knowledge and skill to
assemble the data and to present them in meaningful terms for resolution of the
managerial problems outlined above.

13
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The last category of persons belonging to the internal group who are interested in
ascertaining the financial condition of the companies for the resolution of their problems
are the employees of the business.

What are some of the things in relation to the operations of a business which would be
of interest to an end-user ? The external end-users would essentially be interested in
the determination of financial position and profitability, while the managers of the
enterprise (or internal end-users) would emphasise the development of data for
performance appraisal, decision making and planning. Accordingly, the more important
uses of accounting relate to development of information for providing answers to questions

(1) How good or bad is the financial condition of the business, generally ?

(i) Have the operations of the business as a whole resulted in a profit (or surplus) or
aloss (or deficit) ?

(7ii) How well have the different functions or departments performed and how
successful have been the results of individual activities or products ?

(iv) Whatare the likely results of new decisions to be made or old decisions which are
to be modified ?

(v) Inthe light of the past results of operations, how should the business enterprise
plan its future activities to achieve expected results ?

Scope of Accounting

Accounting is a highly organised and integrated discipline, the usefulness of which have
been found in diverse areas of socio-economic activities. Although,
accounting basically started as a device for recording economic events by the business
enterprise in the pursuit of its profit motive, the scope and method of the discipline lend
itself to wide social application. The basic orientation of the discipline being information
communication it can be applied to the measurement and communication of data revealing
past, present and prospective socio-economic activities to improve control methods and
decision-making at levels of socio-economic activities. Thus, accounting as the
measurement and communication of social data is ubiquitous, always playing a
constructive role. The tools and techniques of the discipline can be used in a diverse
field of human activities that require some sort of evaluation. It can be used to deal with
any organisational unit, whether business, Governments, nations or individuals and it
can be concerned equally with the measurement of the flow of socio-economic activities,
whether or not expressed in financial terms. It is thus possible to apply the techniques
of accounting to the basic areas of social interests such as national income accounting,
human resource accounting, to identify and measure data about human resources for
the purpose of communication of information to the interested parties, and socio-economic
accounting that may encompass community involvement of the business, physical
resources and environmental contributions and product and service contribution.

Accounting Cycle

Accounting involves maintaining records of financial transactions of an entity which
can be either a business or non-business enterprise, and periodically
reporting the results of operations and the financial conditions of the enterprise to various
interested parties. The sequence of accounting procedures to accomplish the recording
and reporting of the transactions is often described as accounting cycle.
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The accounting cycle consists of the following steps :

(1) Documentary evidence : It is the basis of recording a transaction e.g., a purchase
invoice for recording purchases.

(2) Journalising transactions : It is the recording procedure under double entry
book-keeping.

(3) Posting to the ledger : It is the process of transferring transactions into various
‘accounts’. An account is the basic unit of accounting that
classifies diverse economic events into a homogeneous group.

(4) Balancing of accounts : Accounting is essentially aggregative in nature. The
classification of transactions into homogeneous groups, called ‘accounts’ involve
offsetting the positive flow against the negative flow of benefits. The remainder is
called the balance of the accounts.

(5) Preparation of trial balance : A trial balance is the list of the balances of accounts
arranged according to debits and credits such that the aggregate of the debit
balances equals to the aggregate of credit balances. This is an apparent proof of
the arithmetical accuracy of the balances of the accounts.

(6) Adjusting entries : Adjusting entries are the post trial balance operations which
involve allocation of various items of revenues and expenses to the appropriate
time period or operations for proper matching, e.g., depreciation adjustment, stock
adjustment, etc.

(7) Preparation of final accounts : The last stage in the accounting cycle is the
preparation of final accounts. This involves two steps-the first step is the closing
of the temporary accounts (i.e., revenues and expenses) which need not be carried
forward to the next accounting period. The accounting stage for closing of the
accounts is called income statement. The second step involves preparation of
balance sheet with the remaining balances of accounts which are not to be closed
during the year to the income statement.

Accounting Bases and Policies

Accounting, on the one hand, is a practical art attempting to record, classify, the summarise
certain facts and events relating to business. On the other hand, it can be viewed as a
theory of financial communication founded on assumptions and containing logically
derived and internally consistent conclusions. Like the most other fields of knowledge,
accounting is also oriented to certain concepts, postulates, conventions, and assumptions.
These concepts, postulates, convention and assumptions which provide the operational
content of the subject or a frame of reference to achieve the goal of accounting is
collectively known as accounting bases. Accounting bases provide an orderly and
consistent framework for periodic reporting of financial transactions of business, which
by their very nature are both complex and diverse. This diversity justifies the existence
of more than one recognised accounting basis for dealing with particular transaction. In
practical circumstances, however, only three bases are recognised : (a) The accrual
basis, (b) The cash basis, and (c) hybrid basis. Thus, when more than one choice is
available for reporting financial transactions, one must choose the most appropriate
basis keeping in mind the circumstances and the purpose of preparing the final accounts.
The application of choice out of recognised alternatives is then said to constitute the
accounting policy of the organisation. To put in other words, accounting bases are the

15



16

Accounting Theory

recognised methods of presentation of transactions within the principles of accounting,
while accounting policies are the recognised exceptions or adaptations of principles
necessary to meet the peculiarities of an organisation or the needs of its management.

Accounting as the Language of Business

Accounting is very often referred to as the language of business. In an important sense
this is an apt phrase, because accounting as an information system
possesses many of the characteristics of a formal language system which is used in
interpersonal communication. However, this is a technical language designed to cater
to a special need.

There are a number of reasons for describing accounting as the language of business.
The Webster’s Third New International Dictionary has formally
defined a language as “The words, their pronunciations, and method of combining them
used and understood by a considerable community and established by long usage”.
Another definition of language given by the American Heritage Dictionary of the
English Language describes language as “any method of communicating ideas, as by
a system of signs, symbols, gestures or the like : The language of algebra”.

Though these two definitions are not exhaustive, one can easily find many
common properties of language present in accounting :

Firstly, language is a set of symbols carrying particular meaning. Accounting also uses
symbols. For example, ‘Dr.” and ‘Cr.” which imply writing in the left hand side and right
hand side of the account respectively, are two symbols unique to accounting. Other
than this, they do not carry any particular meaning or attributes like ‘good’ or ‘bad’. In
that sense Dr. and Cr. are two neutral terms. They do not connote any value judgment.
Further, accounts which are either debited or credited, is a process of coding or symbolic
representations of economic events and transactions. This is a process of translation
into and out of symbols.

Secondly, language is systematic; it has definite rules either by grammar or by usage.
The rules of debit and credit in accounting are also definite, though the reasons for
writing debit and credit in the left hand side and right hand side of the account, respectively
are due to long held usage or convention.

Thirdly, in case of language, words can be manipulated to construct different meaning
orideas. Accounting also employs rules of manipulation. The technique for determination
of profit may be considered as rules for manipulation of accounting symbols.

Finally, the fundamental attribute of language is to communicate information.
Accounting system does communicate information. “As the language of business
accounting expresses economic facts and relationships. Through the medium of financial
statements, accounting communicates the contribution and the relative economic rights
and interests of the economy segments-stockholders, management, labour, creditors,
customers, government and general public”.

But, as with the language system there are many semantics or usage, the user of
accounting language must be aware of the axioms, rules and conventions in order to
increase understanding of this business language.
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The Systems Approach to Accounting

The systems approach to accounting envisages that accounting be viewed not in isolation
but as component in an interactive operating system in which accounting functions are
integrally related to the organisational goal.

A system may be defined as ‘an organised or complex whole; an assemblage or
combination of things or parts forming a complex unitary whole. This definition highlights
three basic features of a system :

(i) A system has a number of sub-systems,
(@) These sub-systems must be in some kind of communication with each other, and
(i@ii) These sub-systems complement each other to constitute a unitary whole.

Viewed from this angle, business may be considered the unitary whole and its systematic
functions like production, marketing, accounting etc. are its sub-systems. Each of these
sub-systems has its respective functions which contribute to the overall organisational
goal.

In other words, these parts or sub-systems are not divorced from one another. For
example, accounting whose function is to provide information of economic nature, is an
integral part of management information system. When things are so related that one
cannot operate without the other, this way of looking at things is called systems approach.

The feature which distinguishes the system approach from the theoretical
approach is that systems approach is oriented to specified or clearly identified goal and
is directed to their achievement. “Theories end with predictions which need not be
utilized in any decision. Systems require theories for they require predictions in order to
operate. In this sense theories can be viewed as a sub-set or component in a system
view”.

The advantage of systems approach is that it has made possible to take the full advantage
of technological advances like computer. This has not only improved speed and
considerably reduced the cost of data processing but has opened up new and wider
field of application. The integration of accounting information in a network of computer
system has provided larger scope to use accounting system for financial as well as non-
financial control. Systems approach also facilitates operational research studies which
form part of decision-making in a modern organisation.

Role of Accounting

Though modern accounting is a product of the socio-economic development and
concomitant Industrialised economy of the 20th century, celebrated economist Paul A
Samuelson did not fail to take a quick note of the pervasive role that accounting plays in
our present socio-economic set up dominated by free enterprise system. In Samuelson’s
own language, “In this age of accounts some literacy in accounting has become a prime
necessity”’. The role of accounting can hardly be exaggerated in this sense that accounting
has developed over the years to serve an economic system that has become increasingly
complex. In our complex economic system, accounting provides vital information upon
which economic decisions and many social actions rest.

In ademocratic, free enterprise social system, what goods will be produced is determined
in the marketplace through price system. Accounting information leads to decisions not
only about the price, but also the efficient utilization of scarce resources of the society.
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The application of accounting information in social and macro economic decisions is
not a far-fetched idea, though its best application is found in the micro-economic units
of the economy for day to day decisions. The principal beneficiary of accounting
information is obviously the management of the business which produce accounting
data. Management use of accounting data covers short run and long range planning,
cost determination, operational control, assessment of objectives, performance analysis
and provision of basic information for decision-making. Other users who directly or
indirectly benefit from accounting information are : shareholders, suppliers of resources
—both short-term and long-term employees, consumers, Government bodies and social
organisations.

As every individual including the Government seeks to maximise gain or utility, accounting
information would be used to permit informed judgment and decisions by all the users
of accounting information. For example, shareholders and investors may alter their
decisions when they align their investments to the risk and return associated with the
investments; suppliers may desist from providing credit when accounting information
indicate inadequate liquidity position. Employee’s expectation of continued employment,
rise in pay, fringe benefits and congenial working conditions are related to the income
of the business. The interest of the Government agencies are not confined to revenue
collection alone, other areas such as protection of domestic industries, provision of
subsidies etc. are also dependent on accounting information. Social organisations may
seek to use accounting information to assess the role of business vis-a-vis the welfare
of society. In fact, the utilities of accounting information is not confined to the categories
of direct users mentioned alone. Many accountants in recent times have found potential
in accounting for maximisation of social well-being related to the measure of income
determination. The broad scope of accounting can be sufficiently utilised to formulate
macro economic policies through reporting, which is an integral part of accounting.
Apart from the macro economic application of accounting for national planning and
national income determination, it can probably be used in future for human resource
accounting, environmental resource accounting and many other diverse fields of socio-
economic activities.

Limitations of Accounting

Although a wider scope for accounting has been envisaged above, conventional
accounting is beset with a number of limitations. Some of the important limitations are:

(1) Monetary postulate : In conventional accounting money is regarded as the
ubiquitious measuring unit. For, money is not only the most common and convenient
measuring unit, but it is the unit through which exchangeability of all goods and
services, are measured. While the monetary measure accords several advantages,
this is not free from its limitations. Its principal limitations is that it ignores every
thing from the accountant’s purview which can not be measured in terms of
money. Thus, certain important matters which are amiss from the accountant’s
measurements are, human resources of the enterprise, social costs of production
and certain qualitative aspects like managerial efficiency in utilisation of enterprise
resources, employee relations etc.

(i) Information for decision-making : It is claimed that the principal goal of
accounting is to supply relevant information that leads to judgement formulation
and current decision-making. But this objective is somewhat frustrated due to the
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(i)

(@iv)

historical cost convention which totally ignores price level changes. Historical
cost is sometimes found useful but it is insufficient for evaluation of current business
decisions. Edwards and Bells thus observe that “the accounting problem becomes
one of the recording and relating to each other ..... particular price changes as
they occur. Without these data the evaluation of business decisions must be an
extremely loose procedure.”

Lack of consistency in the basic premises of accounting : One of the most
important and interesting limitations of accounting is that even after 500 years of
its development, accountants have failed to evolve a unified or general theory for
accounting. The multifarious postulates, principles and conventions that from the
general premise of accounting are very often found to be inconsistent and even
conflicting with each other. One such example is, the objectivity principle of
accounting creates condition for historical cost convention, but when the questions
of conservatism arises, the objectivity principle is sacrified without having regard
to its theoretical justifications.

Imprecise measurements : Accounting purports to measure economic events
for the purpose of communication to the interested parties. But
accounting as a measurement discipline is less than perfect, most of its
measurements are imprecise, therefore, full credence on them can not be placed.
For example, inventory valuation, depreciation measurements etc. are less than
perfect. Therefore the resultant income measurement and the picture of its financial
conditions are only tentative.

Some Important Branches of Accounting

In this age of specialisation many a branch of knowledge has emerged as a
distinct discipline with clear cut objectives of its own. The same is true about accounting.
According to the purpose and level of objectives, thus the general branch of accounting
may be classified into the following :

@

(i)

Financial accounting : The terms ‘Accounting’ and ‘Financial Accounting’ are
very often used interchangeably. It is, however, in relation to the other specialised
branches of accounting discussed below that the distinction becomes evident.
Financial accounting is the oldest and the forerunner of the other branches of
accounting. It is also the purveyor of raw materials for other branches of
accounting. In Kohler’s Dictionary the term has been defined as “the accounting
for revenues, expenses, assets and liabilities ....., a term often limited to the
accounting concerned with published financial reports in contrast to internal aspects
of accounting such as cost accounting.” The emphasis of financial accounting is
on the historical records of by-gone transactions with a view to fulfilling stewardship
obligation by the management to the owners, creditors and other interested parties.

Cost accounting : Although financial accounting is the forerunner of cost
accounting, the concurrent development of cost accounting with
financial accounting can be traced as early as the 15th century. There is evidence
of the use of cost accounting by the merchants of Venice as a means of accounting
control since the later half of the 14th century. It is, however, after the Industrial
Revolution which created factory system that systematic cost accounting has
emerged in England. The emphasis of cost accounting is on cost ascertainment,
cost analysis and cost control and in contrast to financial accounting, it is prospective
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looking. Cost accounting embodies the analysis and synthesis of cost in such a
manner that it is possible to disclose the total cost of production of a commodity or
a service, vis-a-vis the analysis of the cost elements in terms of material, labour
and overhead costs.

(7ii) Management accounting : The development of management accounting as a
specialised branch of accounting is rather new and probably can not be traced
back earlier than the present century. Its importance lies in supplying both
quantitative and qualitative information to the internal
management of an organisation for the purpose of day to day decisions. Due to its
importance in today’s complex business organisations it has been described as the
‘accounting eye’ that provides a way of making visible the internal functioning of
an organisation. The NAA in the USA however, has defined management
accounting as the “process of identification, measurement, accumulation, analysis,
preparation, interpretation and communication of financial information used by
management to plan, evaluate and control with in organisation and to assure
appropriate use of and accountability for its resources”.

Management accounting despite its recent origin has made remarkable strides,
but it is also worth noting that in contrast to financial accounting, it is yet to evolve
a general theory or a “generally accepted principle” as a theoretical base of the
subject.

(iv) Social accounting : Accounting has long been recognised as a social
function, but the development of social accounting techniques is the
newest of the accounting innovation whose history does not date back beyond
four decades from now. Social accounting has been defined by Seidler and Seidler
as ... “ ..The modification and application by
accountants, of the skills, techniques and discipline of conventional....
accounting to the analysis and solution of problems of a social nature. This concept
views social accounting as essentially an extension of the principles, practices
and particularly the skills, of conventional accounting and accountants.”

David Linowes, who is one of the pioneers in the field of social accounting,
defines it in a broader sense as the “application of accounting in the field of social
sciences. These include sociology, political science and economics”.

The subject matter of social accounting, according to this definition, transcends
beyond the traditional profit parameters of conventional accounting and intends to
examine the exchanges between the business and its social environment. It intends to
cover such wide areas as the national income accounting, evaluation of social
programmes, the role of accounting in economic development, the development of social
indicators, human resources accounting, social audit and social cost measurement”.

Relationship of Accounting With Other Disciplines

There are very few disciplines in the area of social sciences which are independent and
self-contained. Accounting as a branch of social science is not exception, it has intimate
relationship with many other disciplines. Below is discussed the relationship of accounting
with some important disciplines.

(1) Accounting and economics : Accounting as an organised body of knowledge is
undoubtedly anterior to economics, but the strides that has been made since the
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(i)

(i)

19th century through the development of sophisticated tools and techniques of
analysis makes economics by far the most important of all the branches of social
science. In spite of this, however, there exists an undeniable link between these
two disciplines. In fact, many of the basic concepts of economics are derived
from accounting practices and many accounting practices are done in an attempt
to answer what are fundamentally economic questions. Thus, ‘economics and
accountancy are two disciplines which draw their raw materials from much the
same mines .... They both study the operations of the firms; they both are concerned
with such concepts as income, expenditure, profits, capital, value and prices.” In
both the subjects, the essence of the study is the economic activities of man. The
important difference, however, is that while economics studies them as an
abstraction, accounting translates them in operational terms for the purpose of
reporting to the concerned parties. Both the subjects are of mutual help—accounting
makes the use of the principles of economics in solving most of its problems and
in its turn helps economics to make its studies realistic by supplying accounting
information (which is essentially micro-economic in nature) for the purpose of
generalisation.

Accounting and mathematics : The mathematical orientation of
accounting is explicit from this basic fact that accounting practices in double entry
or any other form is impossible without having a number system and the knowledge
of counting. The system of counting which is at the base of mathematics is also a
prerequisite for accounting. But mathematics does not comprise counting alone.
It is a logical system that expresses all phenomena within a number system;
mathematics provides the necessary logical tool to explain a given phenomenon.
In much the same way accounting also involves expressing the economic
phenomena within the number system of mathematics. There is however, no reason
to believe that accounting is a branch of mathematics albeit, most of the accounting
treatises published from Italy in the 15th century were part of general mathematics
book. Mathematics only provide the tools that is to be used for the purpose of
accounting measurement and reporting of economic events. The tools of
mathematics improves the measurement techniques of accounting and its decision-
making ability.

Accounting and statistics : Apparently, there is no clear, direct
relationship between accounting and statistics, but when examined a level deeper
itbecomes clear that there is an intimate relationship between these two disciplines,
and many of the accounting techniques transpires to be application of statistical
methods.

Statistics may be defined as the scientific method of dealing with quantitative
information. It’s purpose is the collection, presentation, analysis and interpretation
of numerical data. In much the same way, accounting is a quantitative method
that deals with economic events within a set of previously agreed concepts and
postulates to aggregate, classify and summarise information of financial character
for the purpose of taking vital economic decisions. Thus, in both cases statistics
and accounting are in agreement with each other since they both aim at
measurement and interpretation of quantitative data for the purpose of analysis
and decision-making. Besides, accounting directly uses many statistical techniques.
The most common of statistical techniques that are found in use in solving accounting
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problems are the ratios, various types of charts and diagrams in the analysis of
published accounts. But the most important statistical technique that is increasingly
being used in accounting now a days is the statistical decision tools for the purpose
of cost control and verification and valuation of inventories. These statistical tools
have vastly improved and facilitated the author’s job.

Accounting and law : The relationship between accounting and law is not very
remote. The accounting system operates within the economic system characterised
by a given socio-political set up and is manifested in the law of the land. Law
regulates the external behaviour of man, dictates his formal relationship with other
persons, as well as his economic rights and obligations. In fact, the domain of law
is very vast and permeates every aspect of society and social life. As far as the
economic interest of man is concerned, there is no dearth of law in India and in
other countries that has direct or indirect bearing on accounting. Some important
such laws in India that directly or indirectly regulates accounting are, the Indian
Companies Act, The Banking Regulation Act, the Partnership Act and a host of
mercantile and industrial law such as the Indian Contract Act, the Factories Act,
Payment of Wages Act, etc. In addition, there are elaborate revenue laws such
as the Income Tax Act, Central and Provincial Sales Tax Acts, the Wealth Tax
Act, and Gift Tax Act etc.that also influences accounting practices. Accounting
practices in any country must be a faithful representation of the provisions as
entailed in those concerned laws.
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Chapter 2
The History and Evolution of Accounting Thoughts

While accounting appears to have been practiced at least since the beginning of recorded
history, accounting theory is of comparatively recent origin. This may be due to the
difficult, abstract nature of accounting thought, or perhaps to a gradual change in the
scope and methods of accounting, which was thereby rendered more amenable to the
formalized type of explanation which we call theory. Possibly there is some other cause;
it is a matter for conjecture. In this chapter we will attempt to trace the historical
development of accounting thought outside the United States.

A SHORT HISTORY OF ACCOUNTING :
THE PRE-CHRISTIAN ERA

Excavations conducted by archaeologists invariably discover evidence that accounting
was a feature of early civilizations. There are respectable hypotheses that both writing
and arithmetic originated in the need to keep accounts, and that this first took place at
the time of man’s transition from hunter to cultivator. The origins of capital, in the form
of a store of food, are also the origins of accounting.

Many of the early records which are recognizable accounts, or the raw materials of
accounts, lack those systematic attributes of form and content with which we associate
accounting today. They consists mostly of inventories, lists of commodities used as
payments, contracts of sale or loan, and, mor rarely, simple journal entries. Nevertheless,
ancient accounts were both used and useful; a modern archaeologists, studying the
records which were kept by the Chaldean merchant Ea-Nasir nearly five thousand
years ago, was able to assert that he was trading at a loss.

The force which provided the necessary impetus for the development of modern
accounting was the introduction of money as a means of exchange. As with so many
other discoveries it appears that the Chinese were the originators of this practice and
that they used coined money some two thousand years before it appeared inEurope.
Although Western knowledge of Chinese accounting in ancient times is very limited,
we do know that sophisticated forms of government accounting, including both historical
accounting and budgetary control, existed in China as early as 2000 B.C., accompanied
by an audit function performed by a high and independent public official.

The coinage of money having a uniform value, therefore, suitable for use as a medium
of exchange, first took place in Europe in the seventh century B.C. Greek civilization,
based on the secularization of an economy previously controlled by the priests, possessed
a sophisticated system of public administration with accounting and auditing functions,
of which details have survived. Banking and other commercial activities were conducted
in ancient Greece, and accounting played an important role in them. Management
accounting was used in business, as we know from the Zenon papyri. These rolls
represent the records of the Egyptian estates of Appolonius, finance minister to the
Greek ruler Ptolemy Philadelphus II, which were managed by one Zenon. It is clear
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from them that techniques of accounting control, which we associate with the modern
corporate form of business enterprise, were known and understood over two thousand
years ago.

No accounting records have survived the fall of the Roman civilization, which extended
from about 700 B.C. to 400 A.D. This has been attributed to the fact that the Romans
kept their accounts on wax tablets, which turned out to be a most perishable material.
No doubt the Goths and Visigoths did their part by destroying all remaining physical
records. Tantalizing glimpses of Roman accounting occur in the legal codes of Gaius
and Justinian, in the orations of Cicero, and in other literary sources. From these it has
been surmised that the Romans used the bilateral account form and even that the
double-entry system was known fifteen hundred years before Pacioli.

We do know that large-scale commercial and industrial operations were a characteristic
of the Greek and Roman civilizations, and that they operated complex organizations
such as banking, shipping, and insurance. From the Zenon papyri and other records we
know that basic principles of accounting, planning and control such as budgeting, the
journal entry, financial reporting, and auditing were used by the Greeks, and therefore
probably by the Romans. We are on more certain grounds when we view the modern
history of accounting.

THE RISE OF THE DOUBLE-ENTRY SYSTEM

The destruction of the Roman and Byzantine civilizations was followed by a period of
European history known as the Dark Ages. The feudal system of political organization
rescued Europe from chaos and provided the stability necessary for the creation of
economic surpluses. These surpluses represented the capital base on which the economic
development of the Middle Ages was built. The conversion of a subsistence economy
into a money economy was effected by the Norman adventurer-kings. The medieval
period, therefore, saw the existence of conditions favorable for the development of
accounting.

This development took place as several levels : government, business and the medieval
manor. Apart from banking, the conduct of business was largely a function of small
traders and artisans who kept accounting records of a crude memorandum nature,
sufficient for their restricted information needs. Large-scale business operations were
carried on by the banks and the church, the latter through the manorial system, and we
find the banks using financial accounting based on principles which eventually became
double-entry bookkeeping, and the manors using management accounting, based on
essentially statistical models.

We have mentioned the use of the bilateral account form long before this period. The
integration of this form into a system of double-entry accounts appears to have evolved
during the twelfth or thirteenth centuries A.D. It may or may not have been an invention
of the Italians who at that time dominated banking, trade, and what little manufacturing
there was. Largely as a result of the Liber Abacci of Leonardo of Pisa, the Italians
adopted Arabic in place of Roman numerals, which was an additional factor favoring
the expansion of the concept underlying accounting. Although it is believed that the
idea of double-entry was originated by banks, the oldest surviving record which
incorporates double-entry principles is the Giovanni Farolfi branch ledger (Salon, France)
for the year 1299-1300. More familiar are the double-entry trading accounts of Donald
Soranzo and Brothers, merchants of Venice, from the first quarter of the fifteenth
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century. The method of Venice became the model for the celebrated exposition of
double-entry bookkeeping published by Pacioli in 1494. The first professional organization
of accountants was founded in Venice in 1581. The method of Venice then spread
throughout the world, partly through translations and plagiarisms, partly through being
transplanted to other countries by Ventian traders and clerks.

Giovanni Farolfi and Company were a firm of Florentine merchants, and it is noteworthy
that the banking and manufacturing center of Florence experienced a parallel development
of double-entry bookkeeping during the same period as Venice. In fact, Florentine
accounting appears to have been more sophisticated than the method of Venice and
more comparable with modern accounting systems. Datini (1335-1410) conducted a
large-scale international business—what would today be called a multi-national
corporation—using a full double-entry system of accounts for the control of foreign as
well as domestic operations. The Medicis not only kept complex accounts for their
banking operations, but also integrated cost accounting records for textile manufacturing.
In these latter records we find the first examples of accounting for depreciation, interest
on capital, and cost of production.

THE SOMBART PROPOSITIONS

Werner Sombart, a political economist of some note, was born in 1863 and died in
Germany in 1941. He studied law, economics, history, and philosophy at the Universities
of Berlin, Rome, and Pisa, eventually becoming a professor of economics in Berlin. His
major work, Der Modern Kapitalismus, is abook in praise of capitalism and in it he
predicted that capitalism would reach its zenith in the twentieth century.

Sombart’s theme led him to examine the accounting records of the period during which
capitalism developed in Europe, and he identified three casual factors which contributed
to the growth of the capitalistic enterprise :

1.  Thelaw
2. Business management techniques
3. The market

The law provided a framework for the firm, the capitalistic enterprise as a legal entity,
and the market provided a means for it to become a financial entity. Business management
techniques relied primarily on accounting, and Sombart put forward four explanations
for the role which accounting played in this connection :

(i) By representing the flow of capital through a business. “....... from the capital
account to the transaction accounts through the profit and loss account and back
into the capital account,” accounting facilitated a concentration on the creation of
wealth by means of profits.

(i) Byrestricting the observations of the entrepreneur to that which could be captured
in the accounts, accounting fostered the development of economic rationalism:
quod non est in libris, non est in mundo. (“What’s not in the book doesn’t
exist.”)

(@ii) Systematic organization of the affairs of the business was achieved through
accounting.

(iv) Double-entry bookkeeping facilitated the separation of management from
ownership by rendering the concept of capital objective and by permitting the
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separation of business accounts from household accounts. Winjum has examined
these propositions in the light of accounting textbooks and records produced in
England during the period 1500-1750 and has concluded that, while some evidence
exists in support of all four, the primary advantage of double-entry bookkeeping
was the creation of “order from chaos”. The main purpose of accounting revealed
by the textbooks and the main use of accounting revealed by the records was the
systematic organization of the affairs of the business.

ACCOUNTING IN ITS ACE OF STAGNATION

Largely as a consequence of the influence which Pacioli’s work had upon the business
world of its time, but also partly because that world changed very little between 1494
and 1775, the period which followed the invention of double-entry bookkeeping has
become known as accounting’s “age of stagnation”. The principal feature of this period
is the extension of the method of Venice to other countries as they came to dominate
world trade. Thus, we find double-entry accounting spreading to Germany, the Law
Countries (now Belgium and Holland) England, Scotland, Portugal, and Spain during
this period.

The emphasis of both literature and practice was on accounting as an aid to the
management of a business, rather than as an information source for
external users. The owner of a business was expected to keep accounts, and instruction
in double-entry bookkeeping was a part of the education of the middle classes. Because
the accounts were for one’s own use, we do not find the preparation of financial
statements and their audit occupying a central place in the expositions of textbook
writers. Nor have we inherited any period income statements or balance sheets of the
kind with which we are now familiar.

The prevailing practice was to continue the accounts through several years until some
event occurred which called for a balance to be drawn up — the merchant’s death, the
filling of an account book, the disposal of the business. We know that the accountant-
businessman sometimes prepared financial statements for specific periods, and the
profit and loss account, precursor of the modern income statement, was, as its name
implies, a listing of profits and losses on individual ventures or lines of business. Similarly,
the balance sheet was listing of balances left over after profits and losses had been
closed out to the profit and loss account. Nevertheless, the concepts of capital as the
difference between assets and liabilities, and of net profit as the change in capital
between two dates (after adjusting for capital contributions and withdrawals) was well
established during the age of stagnation.

THE INDUSTRIAL REVOLUTION AND THE
ENGLISH COMPANIES ACTS

We will restrict ourselves here to a description of the way in which accounting and
financial reporting developed in England from about 1775 (although a comparable
sequence of events can be noted in other European countries) expanding on the reference
to this aspect.

The industrial revolution, which is conventionally regarded as beginning in the 1760s
with the invention of power machinery, had several consequences of far-reaching
importance to the history of accounting. One was the growth of the large-scale enterprise,
beyond anything previously known, requiring quantities of capital greater than could be
provided by one man or one family. Another was the introduction of the variable time
period into production in the two senses of the time period required to amortize machinery
and other equipment, and the time period required for production itself.
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The demand for capital involved increasing numbers of savers in investment situations,
either directly or through financial intermediaries such as banks and insurance companies.
The corporation proved to be the most satisfactory form of business organization from
this point of view. As more and more individuals and institutions were involved as
stockholders, the financing function became separate from the management function,
which has been designated the managerial revolution. In this situation the owners of
the business were no longer able to inform themselves by keeping accounts for its
operations, because they took no part in the management of the enterprise.

To afford these outside investors a measure of protection, the British government
introduced a succession of Companies Act. These laws placed certain obligations on
the promoters and managers of corporations as part of the price they had to pay for the
privilege of incorporation. The 1844 Act required the directors of a company to supply
the stockholders with audited balance sheets annually, and the 1865 Act provided a
model form of balance sheet for this purpose. This legislation has been progressively
supplemented and refined to the present day. It is aimed at providing investors and
other financiers with audited information in the form of accounts on which to base their
investment and disinvestment decisions and from which to judge the manner in which
the directors of the corporation have managed the business.

The lengthening of the time period of production had two principal effects. These were
the development of business credit, as distinct from investment, and the gradual transfer
of attention from the balance sheet to the profit and loss account. Business credit, by its
nature short-term and revolving, required decisions for which short-term information
about financial position and results was necessary. The need to prepare more frequent
financial statements which would reveal profitability and liquidity gave considerable
impetus to the development of accounting. In the preparation of financial statements,
the analysis of changes in capital became necessary for a variety of operating decisions.
This led to the establishment of rules for income statement preparation—in particular,
for calculating depreciation, the valuation of inventories, revenue recognition, and provision
for future expenditures arising out of past activities.

A by-product of the industrial revolution was the growth and refinement of management
accounting. The use of accounting and other quantitative data for purposes of
management planning and control has been noted in Ancient Greece, in the medieval
manors, and by the traders of the age of stagnation. Some cost accounting was done,
varying in sophistication from the ad hoc calculations of individuals to the integrated
systems of the Medici factories and the French Royal Wallpaper Manufactory. The
complex manufacturing processes and large-scale organization which appeared during
and after the industrial revolution required more detailed and systematic analyses of
costs of production. Thus, the subject of cost accounting, encompassing the accounts
necessary to plan, control, and analyze costs, acquired a separate existence during the
second half of the nineteenth century. This separation of cost from financial accounting
has persisted to the present, in spite of practical and theoretical efforts to integrate
them. For this reason, there appear to be two separate theories of accounting and
reporting, an unsatisfactory state of affairs in that it should be possible to present one
unified theory of accounting.

EARLY ATTEMPTS AT ACCOUNTING THEORY

Historically, there have been three basic approaches to the development of accounting
theory. Attention was first directed to the account itself, and attempts were made to
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construct rules for the operation of accounts. This led to the celebrated personification
theories (discussed later in this section) in which the account was ascribed the qualities
of a person who received and gave. But an account is not a person, and recognition of
this fact directed attention to the transactions and events which are in great part the
subject-matter of accounts. This led to attempts to formulate rules and standards
designed to ensure that objective economic facts were recorded and reported. It then
became clear that accounts contained values other than those represented by transactions
and events, and that the very concept of value was subjective. Attention is now directed
to the user of accounting, and contemporary accounting research is heavily influenced
by such questions as : is it useful ? to whom ? is it used ?

The transfer of accounting knowledge from one age to another, and from one part of
the world to another, was accomplished by writing, teaching, and
example. Until the twentieth century, however, very little of this involved theoretical
explanation separate and distinct from practical instruction. In the absence of an
accounting theory, early writers had great difficulty in expressing their
objectives, models, and systems. They resorted in most cases to precept and admonition,
frequently bolstered by appeals to the deity.

A few writers attempted generalizations which would avoid the necessity to memorize
many rules and procedures. One of the earliest devices was the personification theory
of accounts. This device imputed personalities to accounts for things, so that they were
treated as living persons. Personification permitted the formulation of general rules,
such as “debit him that receives; credit him that gives”, which appear to have explanatory
qualities.

Personification took three forms; the attribution of human qualities to inanimate objects,
the fiction that each account was a branch of the owner’s personality (e.g. “John Smith
his goods”’) and the construction that the account represented a clerk, who received
and gave up value for the proprietor of the business. Of these, the most useful was the
second, for it permitted the accounts of a business to be classified into personal accounts,
or accounts of persons outside the business (e.g. debtors, creditors) and impersonal or
real accounts, or accounts for objects owned by the owner. The former, of course,
would be equal and opposite to the personal accounts kept by others, and must therefore
conform to general rules. The latter, being peculiar to the particular business, could be
handled in different ways.

The rise of the income statement, or profit and loss account, was accompanied by the
development of a third class of nominal accounts for revenues and expenses. At this
point personification came under severe strain. How does one personify, for example,
discounts received or discounts allowed ? This, coupled with a growing realization of
the artificial nature of the device, led to its abandonment. By the latter part of the
nineteenth century explanations were being phrased in terms of transactions. The second
generation of theorists was concerned with images of form and structure, and they
attempted to explain accounting by demonstrating the effect of accounting entries on
these images.

THE PROBLEM OF CLASSIFICATION

The problem of classification is fundamental to any science, and early writers on
accounting attempted to classify ledger accounts in a logical order. An example of the
transition from personalization to some other basis can be found in Abraham de Graefs
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Instructie van het Italiaans Boekhouden” (“Instruction in Italian Bookkeeping”)
published in Amsterdam in 1693. He divided accounts into three groups :

1. Accounts of the merchant as a person : Capital, Profits and Losses, Insurance,
Reserves, Housekeeping, Interest.

2. Accounts of other persons : Debtors, Creditors, Participations in Trade Ventures,
etc.

3. Accounts for merchandise : Goods in store, Goods in Ships afloat, Cash available
for purchases, etc. (the real accounts).

Edmond Degrange in his book La Tenue des Livres Rendue Facile (“Bookkeeping
made Easy”), published in Paris in 1795, divided these real accounts into five classes:
Cash, Goods, Bills (Notes) Receivable, Bills (Notes) Payable and Profits and Losses.
It is noteworthy that what was a personal account to do Graef was a real account to
Degrange. Followers of Degrange became known as the “Cinquecontistes” or five
account school.

In Belgium, H. Godefroid attempted to integrate cost and financial accounts for
manufacturing concerns; requiring more classes, he borrowed from literary sources
and in a textbook published in 1864 Godefroid suggested the use of titles, chapters, and
sections for classifying accounts. In this scheme, one of the titles was used for
departmental operating accounting, i.e. for cost accounts. Because of its expanded
content, Godefroid’s scheme became popular in Europe, and some of his followers
decimalized his classification. By the end of the nineteenth century the decimal chart of
accounts, based primarily on a classification of balance sheet accounts but including a
section for operations, was in widespread use for didactic purposes as well as in actual
accounting systems.

The first decimal chart of accounts to give equal weight to the income statement was
published by Eugen Schmalenbach in 1926. Schmalenbach was a pioneer European
accounting theorist, and his Dynamische Bilanz (“Dynamic Accounting”), originally
published in Germany in 1916, was severely critical of the emphasis on the balance
sheet. He argued that the objectives which were generally ascribed to the balance
sheet were incapable of realization. The balance sheet could not present the value of
the business as a going concern, because that value was different (more or less) from
the sum of the individual parts, of which only a selection appeared in the balance sheet.
The balance sheet was not a statement of financial position for the same reason and
also because the assets and liabilities were not shown at liquidation amounts. Instead of
pursuing unattainable objectives with regard to the balance sheet, Schmalenbach argued,
accountants should concentrate on improving the profit and loss account (income
statement) with the objective of accurately measuring the results of operations. This
would relegate the balance sheet to the role of a list of balances in suspense, or “a step
between two income statements” as the contemporary phrase has it. An example of a
modern chart of accounts derived from Schmalenbach’s classification is reproduced as
on Table 2-1. It is noteworthy that more classes are allocated to income statement
accounts than to balance sheet accounts.

THE BASIC EQUATION

The basic equation appears in the Italian and American literature during the nineteenth
century. According to Fabio Besta, one of the Italian users of this equation, the central
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construct of a business is its capital, a pure abstraction without juridical meaning. It is
found by deducting liabilities from assets. The American authors go a step further; they
view capital as a representation of proprietorship. Thus, we call this early theory a
proprietary theory of accounting.

The transactions of a business can now be referred to this equation to explain why we
account for them as we do. If the transaction increases assets or decreases liabilities,
itincreases capital; Besta called this a modifying transaction. Transactions which alter
assets or liabilities without modifying capital, he called permutational transactions.
This permits the operation of accounts to be expressed in the form :

Assets Liabilities Capital
increasing  decreasing  decreasing increasing decreasing increasing
changes changes changes changes changes changes

The basic equation, being expressed in balance sheet terms, presented difficulties for
the explanation of entries for buying and selling and for expenses and other revenues.
It was therefore expanded into the form :

Assets + Expenses = Liabilities + Revenues + Owners’ Equity (Capital)

By cancellation of expenses against revenues, this becomes the basic equation again.
The income statement represents the substitution of revenues for expenses, the result
of which is net income or loss, an increase of decrease of capital.

One of the advantages of the basic equation is that it also explains the statement of
changes in financial position, or funds statement. Cancellation of
expenses against revenues in the expanded equation turns it into the following form:

Assets = Liabilities + Owners’ Equity + A Owners’ Equity and
the funds statement can then be expressed as :
A Assets = A Liabilities + A Owners’ Equity.

However, the basic equation still leaves the terms asset, liability, owners’ equity,
revenue, and expense undefined.

THE INTERNATIONAL CHART OF ACCOUNTS

An international accounting conference which took place in Paris in 1951, Les Journees
Internatinales de la Compatabilite, resolved to put forward a proposal for a chart of
accounts which would be truly international in scope. The chart would have to reflect
the basic characteristics of the firm, independent of peculiarities of national legislation,
accounting conventions, or professional standards. The conference committee adopted
aclassification published by Joseph Anthonioz in 1947, which was based on a paper
“The Cycle of the Economy” prepared by Maurice Lucas for the International
Accountants’ Congress held at Barcelona in 1929.

The classification is based on a proposition derived outside accounting : that a firm is an
entity which takes savings from the economy, invests them in the forms of fixed and
circulating capital, and by incurring costs produces goods and services for distribution
to the economy. This proposition provides us with a model for the firm, depicted in
Table 2-2. The model has two phases, a planning phase, which starts with the distributed
product and proceeds backwards to determine the amount of savings required for
investment, and an action phase, in which invested savings are transmuted into distributed
products.



Table 2-1 GENERAL CHART OF ACCOUNTS

FOR GERMAN INDUSTRY (A)
CLASS 0 CLASS 1
Fixed Assets and Long-term Capital Current Assets and Current Liabilities
FIXED ASSETS LONG-TERM CAPITAL CURRENT ASSETS CURRENT LIABILITIES
00 Land and buildings 06 Outside capital 10 Cash 16/17 Creditors
000  Unbuilt land 060 1 Loans 100 Main cash 160 Creditors for
00172  Build up land debentures 105  Petty cash goods supplied

01

003/7 Buildings
008  Buildings under

construction
009  Depreciation on land
and buildings
Manufacturing plant and
equipments
0109 Machines and
equipments
Auxilary plant & equipment
020/7 Machiens and
equipments
(028  Machines under
construction

(029  Depreciation on
plant and equipment

062/5 Mortgages

0669  Other outside
capital

Proprietor’s capital

Companies

070 1 subcribed capital

072 legal reserve

073/6  Free reserves

077/8  Losses applicable
to capital

079 Profit and loss account
carry forward

Sole traders and partnerships

070/3  Captial accounts
Adjustments to balance
sheet and profit and loss
account

11 Banks
12 Cheques etc.
120 Undeposited cheques
121/9 Bills receivable
13 Current (temporary)
investments
130/6 Quoted investments
178/8 Own and holding
company’s shares
139  Amount written off
current investments
14/15 Debtors (c)

140  Due for goods delivered

1419 Analyas
150 Other debtors
151  Advance payments

152  Advances to associated

companies

161/9 Analysis (c)

170 Other creditors

17 Advance payments
received

172 Advances received from
associated companies

173/4  Due to employees
(savings schemes etc.)

175/8  Other creditors

179 Adjustments to
creditors’ accounts

Bills payable, due to banks

18071  Bills payable

1829 Due to banks over-draft

Transitory and confidential

account

190/1  Transitory account

for invoices
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Vehicles, tools, patterns etc.

08 Adjustments, reserves

03073 Vehicles 080/4  Credit adjustments

034/6  Tools, apparatus 085/7  Reserve for losses

037/8 Patterns etc. 088/9  Liabilities for acceptances,

039  Depreciaton on guarantees endorsements
vehicles, tools, 09 Suspense accounts
paterns etc. 090 Control account for

Control accounts for fixed apportionments

asset movements 098 Control account for

041/4  Additions purchases accrued expenses

045 Additions own 099 Control account for
manufacturing accrued expenses

049 Eliminations

Other fixed assets Valuable

rights

05072 Patents, trade marks

053

goodwill
Depreciaton on
patents etc.

Financial fixed assets

054

055
056

057

058

059

Investments in
subsidiaries

Quoted investments
Advances on mort-
gages

Other long term
advances

Debits applicable in
long-term capital (h)
Depreciaton on finan-
cial fixed assets

153  Advances to directors,
employees etc.
154/8 Other advances
159 Adjustments to debtors’
accounts (reserve etc.)

192/3

194
195/6
1979

[43

Transitory account

for receipts and
payments

Amounts to be allocated
Other transitory accounts
Confidential accounts
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CLASS 2

Neutral Expenses
and Income

20  Non-operating expenses
and income
200/5 Extraordinary
non-operating exp.
and income
Manufacturing accounts
206/9 Recurring non-
operating exp. and
income
21  Expenses and income of
land and buildings
210/9  Analysis
22
23 Depreciation
24 Interest expense & income
240/1 Interest paid
242/4 Discounts given
245/6 Interest received
247/8 iscounts taken
25/26 Extraordinary operating
expense and income
Applicable to the period

Class 4

Expenses by Type

40/42 Materials (h)
40/1 Materials consumed
400  Control account
material consumed
401/19 Analysis (direct

indirect
finished etc.)
42 Fuel and power
420 Fuel
429  Power
43/44 Personnel expenses
43 Salaries and wages
431/8 Analysis
44 Social security expenses

CLASS 5 - CLASS 6

Cost Accounts

Reserved for departments other
cost centres, products, processes,

etc.

CLASS 7 (g)

Inventories of Finished Products

and Work in Progress

70/77 Reserved for costs not
allocated to cost centres,
products etc. (selling costs
etc.)

78 Inventory of work in progress

440/6 Health unemployment 79 Inventory of finished goods

insurance etc.

447  Voluntary contributions

799  Adjustments to book

values of inventories

448 Other welfare expenses

45 Maintenance
450  Land and building

451 Pland and machinery

TABLE 2-1 (Continued) Issued by the Federation of German Industries—-Business Economy Section

CLASS 9

Closing Accounts

90/96 Reserved for summari-

97
98

99

zation & social needs (t)
Cost operating statements
Profit and Loss accounts
980

981/4 Free

985/6 Inventory adjustments

987  Materials of neutral
expense and income

988  Expense and income
affecting operations as
a whole

989  Profit & Loss account

Balance sheets

998  Opening Balance sheet

999  Closing balance sheet
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250/1 Sundry losses
252/9 Other expense and

income account
Applicable to other periods
260 Fixed assets

261/5 Maintenance 46
266 Research
267 Taxes

268 Other expenses
269 Income

27/28 Contra accounts (d)

27

28

29

Expenses applicable to 47
other periods included in
cost accounts
Other calculations for cost
accounts
280 Excess depreciation
281 Interest charged
282 Contingency reserve
283 National salary for
proprietor 48
284 Other calculations
Expenses and income
relating to operations as a
whole (e.g. corporation

taxes)

452 Vehicles, tools

453 Equalisation account

454 Other

455 Services

456  Laboratory & research

Taxes, licences, insurance

premiums etc.

460/3 Taxes on income and
capital

464/7 Other taxes & licences

468/9 Insurance premiums etc.

Rent & adminstrative exps.

470/1 Rent and machine hire

472/3 Travel, transportation
and carriage

474/5 Postage, telephone

476  Office expenses

477/8 Publicity and

479  Financial expenses

National expenses

480  Excess depreciation

481 Interest charged

482  Contingency reserve
charges

85

86

87

88

CLASS 8

Income
80/82 Reserved for selling costs
accounts (t)
83/84 Income from products and
services
Income from re-sale of goods
purchased
Income from by-products and
secondary activities
Income from services perfor-
med by the business for itself
Income adjustment accounts
880/2 Additions to income
883/9 Reductions of income

143

K109y, 3UnUNOOOY



CIASS 3

Material

30/37 Materials

300/79

38 Parts purchased and work
given out

39 Manufactured goods
purchased

390/6 Purchases (f)
397  Adjustments to
inventories

483  Proprietors’ salary
charges
484  Other
49 Internal transactions

Analysis (e)
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TaBLE 2-2 THE INVESTMENT CYCLE
Direction

of the
action
phase
Investment = the allocation of scarce
resources to production = capital
Equipment = the productive capacity
required for any investment
cycle = fixed capital
Finance = the means of payment
required in order to function
in a money economy = working
capital
Credit = those relations between the
firm and its environment which
affect its needs for finance
Supply = the raw materials to be trans-
formed by the firm during its
production activities.
Costs = the factors of production used
up by the firm during its
production.
Production = the production activities of = expense
the firm in the form of goods
and services produced, at cost
value
Distribution = the transfer of production to
the environment, at proceeds
value
Results = the difference between costs
and revenues = profit or
loss
Direction of
the planning
phase Note : Profit increases capital
Loss decreases capital

We then structure this model by including under each term the features which are
empirically observable in the real world. Firms obtain savings in two forms, proprietorship
and debt. Fixed capital takes many forms : land, plant, equipment, livestock, goodwill,
etc. Circulating capital consists of the three elements : cash, credit, and inventories.
Since credit is a two-way street, circulating capital (or working capital as itis called in
business) is represented by the equation: working capital = current assets — current
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liabilities, where current assets is a summation of cash, inventories, and credit recognized
by the firm, and current liabilities is a representation of the firm’s credit.

Costs are observable in many forms and may be classified by type (natural classification),
by object (functional classification), or by variability (behavioral classification). A
classification by type is into wages and salaries, purchased supplies, depreciation, interest,
and taxes. A functional classification is into production costs, selling costs, and
administrative costs. A behavioral classification is into fixed and variable costs. Production
is observable in the forms of work in process and distribution in the forms of individual
products, or product groups, of goods or services.

It will be noted that profit or loss (net income) has not been mentioned. In this theory of
accounts approach, as Hendriksen calls it, profit is the difference between production
and distribution measurements. It would be possible for the proceeds of distribution to
be imputed back to the factors of production so that neither profit nor loss resulted.
However, we observe that business firms operate under conditions of uncertainty,
producing either a profit or a loss, which must be accommodated.

In the chart in Table 2-3 the model is depicted by representing the internal operations of
the firm as a two-dimensional matrix, and the operations whereby the firm transacts
withits environment (acquisitions and disposals) as a third dimension. The two dimensional
matrix corresponds to the equation:

Saving = Investment
where
Investment = Fixed capital + Working capital
This will be recognized as the basic equation used by finance theorists, in the form:
Finance = Investment
The model can also be represented by means of the expanded equation :
Investment + Revenues = Fixed capital + Working capital + Costs
leading by cancellation to :
Investment + A Investment = Fixed capital + Working capital
and the representation of the third dimension, which underlies the funds statement, as :
AlInvestment = A Fixed capital + A Working capital.

Itis immediately apparent that this model has some explanatory potential, since it differs
from the basic equation of traditional accounting theory only in
classifying current liabilities as part of working capital and not as investment, and ties in
also with the theory of finance. As we shall se, contemporary accounting practice is
best explained by reference to this model, which never the less has severe limitations.
We shall call this the traditional model used in accounting, in either of the two forms
illustrated.
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INVESTMENT
TIME

Equities

Owners’
Equity
(Stockholders)

+

Long-term
Loans
(Creditors)

EQUIPMENT

Fixed Assets

Land

Buildings
Plant
Machines
Vehicles
Furniture
Livestock
etc.

TABLE 2-3 THE ACCOUNTING MODEL OF THE FIRM

FINANCE

Balance Sheet

Cash

Cash on
hand

Cash at
bank

Near-cash
(Negotiable
Securities)

TIME

CREDIT

Receivables

Payables

Accounts
Receivable
from Sales
and Other
Advances

Accounts
Payable to
Suppliers
and other
Short-term
Liabilities

SUPPLY

Inventory

WORKING CAPITAL

Purchased
Materials,
Parts, etc.
Which Can
Be Stored

+

Work in
Process

+
Finished
Goods Not
Yet Sold

COSTS

Expense

etc.
Consumed

+

Personnel
(Labour)
+

Power

+
Transport
Insurance
Depreciation
Taxes etc.

Equities = Fixed Assets + Working Capital

PRODUCTION DISTRIBUTION

Income Statement

Cost of Goods

sold
Materials

for
Products
(Services)

A
B
C
etc.

rather than Assets (Fixed + Current) = Liabilities
(Equity + Current) + Residual (Owners’)

Equity

t,t,

Sales

Expenses

Revenues for
Products
(Services)

A

B

C
etc.

Sales — Costs
= Profit or Loss

8¢
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LIMITATIONS OF THE TRADITIONAL MODEL

The traditional model permits us to explain much of the subject matter of accounting:
nevertheless, it is constrained by severe limitations. In the first place, it does not identify
all classes of observations which should be included in the scope of accounting. As we
saw in Chapter 1, many accountants attempt to define accounting in terms of information.
Information is itself defined as purpose-oriented data, that is data which has been
selected for a particular purpose, such as, to use in a particular decision model. But
selection of data presupposes a surplus of data, and the accountant is concerned first
with data and only secondly with information. Since information is a function of the
available data, some writers have attempted to identify accounting events as transactions
and other changes in states which are perceived and recorded by accountants. But
events do not occur labelled “accounting event”, the problem of perception remains.

In the second place, the model does not deal explicitly with the question of measurement,
which we shall call valuation. Valuation is defined here as the representation of
observations in monetary terms, and can be viewed simply as multiplying a quantity by
aprice. Thus there is a problem of determining quantities and a problem of determining
prices; the two problems are frequently combined under the one question : how shall
we measure ? Reference to Table 2-3 will show that the measurement problem is not
one but a succession of problems. Since the transmutation of savings into product goes
through a series of stages, the question, how shall we measure, can arise at any one of
them.

Two accounting theories which have particular relevance to these questions may be
mentioned at this time. The proprietary or ownership theory places the owner of the
business in the center of the accounting model, so that all observations are made from
his viewpoint. This leads to the inclusion of all changes significant to him; assets are
things owned, liabilities are debts owed; expenses are losses and revenues, gains; net
income is the change in the proprietor’s capital during a period. This theory suggests
the inclusion of the owner’s non-business assets, liabilities, revenues, and expenses,
and the use of market prices for valuation purposes.

Although this theory corresponded well enough with the facts of business accounting
preceding the industrial revolution, it failed to explain business accounting
following the managerial revolution. The separation of ownership from management
and the preparation of financial statements for the owners by the managers imply that
personal factors should be omitted from the area of business accounting. The entity
theory views the firm as separate from its owners and includes only the assets, liabilities,
revenues, and expenses of the firm; net income is still a change in the proprietor’s
capital during a period, but the capital is simply an interest in the firm. At the same time,
market prices no longer represent appropriate valuations, because the owner cannot
dictate market transactions to the firm.

Development of Accounting Profession in India

Without doubting the antiquity of Indian civilisation, we can boast of the
advanced social system that prevailed in ancient India. When the European civilisation
was in its embryonic stage, India held high the flag of its science, art and culture. Trade
and commerce developed as a spontaneous response to the demand of such a highly
developed society.
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The seven preconditions — the art of writing, arithmetic, private property, money as a
medium of exchange, credit transactions, commercial activity and owner’s capital
investment, identified by Littleton for the emergence of systematic accounting practices
were all present in India much before Alexander’s invasion of India in 327 B.C.
Arthasastra, which is a complete treatise on state craft and economics, written by
Kautilya about 321 B.C., portrays contemporary Indian thinking on state administration,
economics and fiscal system. The elaborate and complex tax system devised by Kautilya
certainly could not have been possible without accounting. Arthasastra, which contain
a specific chapter dealing with the ‘Business of keeping Accounts in the office of
Accountants’ bears ample testimony to the existence of not only a complete system of
bookkeeping and accounting, but also the existence of the profession of accountant.
Some researchers are of the view that Bahi-Khata system of Accounting (known as
indigenous accounting system) still practiced in the incorporated enterprises in India
which developed prior to the Greek and Roman times might have been the origin of the
Italia double entry book-keeping.

The history of modern accounting in India, however, can be traced with the arrival of
The East India Company in India and its subsequent colonisation by the Britishers in the
middle of the 18th century. Thereafter, the development of accounting and accounting
profession can be traced on parallel lines with the enactment of several fiscal and
companies Acts. The first legislation relating to companies in India was enacted
immediately after the Sepoy Mutiny in 1857. The Act did not make elaborate provisions
regarding the keeping of accounts or their audit. The Indian Companies Act of 1866 for
the first time made elaborate provisions regarding the audit of companies, although no
hard and fast rules in respect of the qualification of the company auditor was made in
this Act. The question of the qualification of auditor in India became a controversial
issue at that time because, unlike England, persons with similar qualifications were
difficult to obtain all over India. Therefore, responsibility was vested in the local
governments to appoint suitable persons as the auditor of companies. The local
governments, in exercise of the powers vested in them, could issue two types of
certificates — the Unrestricted Certificates and Restricted Certificates, enabling the
holder to act as auditor within the province concerned and in the language specified in
the certificates. The holder of Unrestricted Certificates could, however, practice all
over British India. The Mumbai Government started a scheme for the training of such
auditors which included a qualifying examination known as the Government Diploma in
Accounting (G.D.A.). Such auditors were fully recognised by the Indian Companies
Actof 1913.

From 1930 the powers of the provincial governments to grant licence to the auditors
were withdrawn. It then became the privilege of the Central Government which appointed
the Indian Accountancy Board for the purpose of granting licence to the auditors. From
1930 to 1948, three Accountancy Boards were set up, the last being set up in 1939. The
main purpose behind the setting up of the Accountancy Board was to exercise greater
governmental control by consolidating accountancy practice all over India. Because of
growing public participation in Joint Stock Companies in India, it seemed to be a right
step for the time being although, later on, it was felt that lack of autonomy will impede
the growth of accountancy profession in India. The Accountancy Expert Committee
which was appointed in May 1948, eventually came out with its recommendations that
an autonomous association of accountants should be set up in India and the registered
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accountants should be designated as “Chartered Accountants”. The council of the
associations should be a completely autonomous body free from government control
except in certain matters. Following the recommendation of the Accountancy Expert
Committee, The Chartered Accountants Bill was laid before the Constituent Assembly
for consideration on 9th April, 1949 and it received the assent of the Governor General
on Ist May, 1949. Thus, a long cherished desire of the accountants for an autonomous
body of accountants was fulfilled and the Institute of Chartered Accountants of India
(ICATI) was born. The Institute of Chartered Accountants of India is an important
milestone in the history of accounting in India not because of the impetus it provided for
the development of accounting profession alone, but also for its efforts to evolve
accounting standards that would meet the socio-economic requirements. The Accounting
Standard Board which was setup by the Council of the Institute in 1977 has so far
brought out Twenty eight Accounting Standards (AS) in important accounting areas.
These are :

AS1 : Disclosure of Accounting Policies, 1991/1993

AS2 Valuation of Inventories (Revised) 1999

AS3 Change in Financial Position (Cash Flow Statements), (Revised),
2001

AS4 Events Occurring After the Balance Sheet Date, 1996

ASS5 Prior Periods and Extraordinary Items and Change in Accounting
Policies (Revised) 1996

AS6 Depreciation Accounting (Revised), 1995

AS7T Accounting for Construction Cost, 1995/2003

AS8 : Accounting for Research and Development, 1991/1993

AS9 Revenue Recognition, 1991/1993

AS 10 : Accounting for Fixed Cost, 1991/1993

AS11 : Accounting for the Effects of Change in Foreign Exchange Rate
(Revised), 1995

AS12 : Accounting for Government Grants, 1994

AS13 : Accounting for Investment, 1995

AS14 : Accounting for Amalgamations, 1995

AS 15 : Accounting for Retiremnt Benefits in the Financial Statements of
Employees, 1995

AS 16 : Borrowing Cost, 2000

AS17 : Segment Reporting, 2001

AS18 : Related Party Disclosures, 2001

AS19 : Leases, 2001

AS20 : Earnings Per Share, 2001

AS21 : Consolidate Financial Statements, 2001

AS22 : Accounting For Taxes on Income, 2001

AS23 : Accounting For Investments In Associates In Consolidated

Financial Statements, 2002
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AS?24 : Discounting Operations, 2004-05
AS25 : Interim Financial Reporting, 2002
AS26 : Intangible Assets, 2003-04
AS27 : Financial Reporting of Interests in Joint Ventures, 2002
AS28 Impairment of Assets, 2004-05.

Luca Pacioli and His Contribution

In the history of modern accounting spanning over five hundred years, no single person
had dominated accounting ideas as Luca Pacioli did. Born in 1445 at Borgo San Sepolero,
near Florence, Luca Pacioli took orders with the Franciscan Frairs. He started his
career as a teacher of mathematics in the university of Perugia. He soon established
himself as a distinguished professor of mathematics and Pope Leo X in recognition of
his outstanding career appointed him professor of mathematics in ‘Sapienza’ at Rome
in 1515 where he ended his career. In between, he also taught in the universities of
Milan, Florence, is a and Naples. It is also learnt that before joining teaching, he spent
some time as an apprentice to a Florentine merchant. Probably, this exposure to business
world in early life prepared the background for his famous work, Suma Arithmetica
Geomatria Proportioni et Proportionalita (every thing about Arithmetic, Geometry
and Proportion) which was published from Venice in 1494. A section of the book entitled
De Computis et Scripturis contained discussions on double entry book-keeping.
Historians are unanimous that Suma is the first published work on double book-keeping,
though double entry was much in vogue at least two hundred years before Pacioli was
born. Some historians, however, argue that mathematics treatise by Benedetto Cotrugli,
which also contained a section on double entry, may have been the first book on double
entry book-keeping. The manuscript of the book was written in 1458, although it was
published much later in 1573. It is, however, not known whether the 1458 manuscript
contained the section on book-keeping, since the original manuscript of the book was
destroyed by fire.

Despite some controversies about the originality of Pacioli’s work, he is widely acclaimed
as the father of modern accounting. And this is not without any reason. The treatise of
Pacioli which reaches the students of accounting through the translation of John B. Geij
beek and Pietro Crivelli demonstrates ability of Pacioli who combined the skill of an
adept mathematician and the prudence of a practical businessman in preparing his
work. The book became so popular “that for nearly half a century major book-keeping
texts drew heavily on the content of Suma, often dealing with material in the same way
and even using similar examples.” It may be remembered that since the time of Luca
Pacioli accounting has undergone sea changes and refinements due to the influence of
changing socio-economic conditions, but the superstructure of double entry book-keeping
provided by Pacioli remains the same even today. “The presentation made by Pacioli
was not crude and incorrect but contains the essentials of book-keeping as we know it
today.”

The system of book-keeping, according to Pacioli, was based on three records : The
memorandum, the journal and the ledger, though Pacioli recommended that memorandum
need not be maintained always, especially when the size of transactions is small. As an
essential feature of double entry book-keeping he urged the need for cross referencing
of debit and credit entries which is also done in the present days through trial balance.
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Chapter 33 of his book deals with balancing of ledger. The balancing of ledger was
usually done either because the pages of ledger are filled up or because of the beginning
of anew year. Although balancing of ledger on regular basis was not much in use until
1700, the procedure of transferring balances to the new ledger including the closing of
remaining accounts (i.e., the accounts which were not transferred to the new ledger)
by transfer to profit and loss account were also described by Pacioli.

Development of Accounting Theory

One of the interesting aspects of accounting evolution until about the first quarter of the
20th century was that there was very little effort to develop systematic accounting
theory. With the development of rail roads and the passage of the first Companies Act
in England in the early 19th century there was created new condition for development
of accounting profession and professional accounting institutions in England and the
USA. But the role of the professional accounting bodies in the early stages were mostly
confined to seeking ad hoc solution to the new accounting problems or at best they
attempted to “theorize” accounting by compiling existing best accounting practices.
They did not in general attempt to build a systematic theory of accounting.

While this ad hoc approaches to the new problems facilitated some progress, especially
in terms of specific technical problem areas, the lack of appropriate basic theory
increasingly made the position of accounting untenable. The need for a basic theory as
a frame of reference for the subject or “as a co-herent set of concepts explaining and
guiding the accountant’s action in identifying, measuring and communicating economic
information” was being increasingly felt.

It was, however, not before 1930s that accounting developments focussed on the need
for a systematic development of theories. The systematic theoretical approaches to
accounting that began to take shape during this period attempted to : (i) develop basic
postulates and principles, (ii) broaden the base of accounting by relating to those
fundamental disciplines such as Economics, Behavioural Science and Measurement
theory, (iii) formalise accounting theory into a more abstract form and (iv) develop
conceptual framework for accounting.

The impetus for these new developments in the field of accounting came mostly from
the research efforts of the leading professional accounting bodies and the contribution
of accounting literature.

AICPA Research

The AICPA is such a professional accounting body that side by side with the development
of accounting practice in the USA devoted itself to the serious business of accounting
research to give accounting a much needed theoretical base. The contribution of the
AICPA in this respect, compared to its counterparts in the UK and Australia, are large
enough to restrict our discussion mostly confined to the AICPA effort of accounting
theory development.

The major attempt of the AICPA to develop accounting theory may be
discussed under the following distinct phases : (i) Accounting Terminology Bulletins
and Accounting Research Bulletins of the committee on accounting procedures from
1938 to 1959, (ii) Accountancy Research Studies of the Accounting Principles Board
and its Opinion and Statements from 1959 to 1973, and (iii) The conceptual framework
project of the Financial Accounting Standard Board after 1973.
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Accounting terminology bulletins and accounting research
Bulletins : The earliest attempt of the AICPA to develop systematic accounting
practices in the USA can be evidenced from the establishment of the committee
on Terminology in 1920. Till 1959 the committee published four Accounting
Terminology Bulletins “in an attempt to promote uniformity in the use of terms in
connection with the Business Operations and Financial Statements”.

The first of these bulletins definitions of key-terms in connection with the financial
statements, i.e., the balance sheet and the income statement. The second and the
third considered terms like revenue, income, profit and earnings and book value,
respectively, while the fourth defined cost, expenses and losses.

The Committee on Accounting Procedures (CAP) established by the AICPA in
1938, before its demise in 1959 published 51 Accounting Research Bulletins. Of
the first 42 bulletins, first eight were published in 1953 as Accounting Terminology
Bulletin No. 1 and Bulletins No. 44 to 51 were published separately between 1953
and 1959. The other Bulletins were compiled and published as Accounting
Research Bulletin No. 43.

The most important feature of the Accounting Terminology Bulletins and Accounting
Research Bulletins was that they attempted to theorize the practice of accounting
by doing not more than defining the basic terms of accounting and developing
some ad hoc principles for some related issues. The attempt in general lacked
effort to develop coherent set of principles for accounting as a whole.

Accounting research studies under the auspices of the APB : The failure
of the CAP to develop systematic principles of accounting led the AICPA to
establish another new body, the Accounting Principles Board in 1959.

The APB mostly concerned itself to expressing opinions on accounting issues, but
it also engaged itself to accounting research project through its Accounting
Research Division.

The APB over its entire tenure until 1973, apart from Publishing 31 opinions also
published four general statements of accounting :

APB Statement No. 1 : As a report on the receipt of Accounting Research
studies No. 1 and 3.

APB Statement No. 2 : Disclosure of Supplementary Financial information by
Diversified Companies; issued in 1967.

APB Statement No. 3 : Financial Statements Restated for General price level
change, issued in 1969.

APB Statement No. 4 : Basic concepts and Accounting principles underlying
financial statements by Business Enterprise, issued in 1970.

The effort of the Accountancy Research Division of the APB resulted in the
Publication of 15 Accounting Research Studies :

ARS No. 1: The Basic Postulates of Accounting by Maurice
Moonitz, in 1961.
ARS No. 2: Cash Flow Analysis and the Funds Statement by Parry

Masion, in 1961.
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ARS No.3: A Tentative Set of Broad Accounting Principles for

Business Enterprise by Rober Sprouse and Maurice
Moonitz, in 1962.

ARS No. 4: Reporting of Lease in financial Statements, by John
Myers, in 1962.

ARSNo. 5: A Critical Study of Accounting for Business
Combinations by Arthur Watt, in 1963.

ARSNo. 6: Reporting the Financial Effects of Price Level Changes
by the staff of the Accounting Research Division, in
1963.

ARS No.7: Inventory of Generally Accepted Accounting Principles
for Business Enterprise, by Paul Grady, in 1965.

ARS No. 8: Accounting for the Cost of Pension Plans by E.L. Hicks,
in 1965.

ARS No.9: Inter-period Allocation of Corporate Income Taxes by

H.A. Black, in 1966.

ARS No. 10: Accounting for Goodwill, by George Catlett and
Normal Olson, in 1968.

ARSNo. 11: Financial Reporting in Extractive Industries by R.R.
Field, in 1970.

ARS No. 12: Reporting Foreign Operations of U.S. Companies in
U.S. Dollars by L. Lorenson, in 1972.

ARS No. 13: The Accounting Basis of Inventories by H.G. Barden,
in 1973.

ARS No. 14 : Accounting for R & D Expenditures, by O.S. Gellein
and M.S. Newman, in 1973.

ARS No. 15: Stockholders’ Equity by B. Melcher, in 1973.

Of these research studies, the first and the third are probably the best
examples of APB’s serious intention to develop coherent set of accounting
principles. For example, in ARS No. 1, its author enquired into the basic nature of
accounting to develop fourteen essential postulates of accounting around the
environment (qualification, exchange, entities, time period and unit of measure
postulates) the Field (financial statements, market prices, entities and tentativeness
postulates) and the imperative of accounting (continuity, objectivity, consistency,
stable monetary unit and disclosure postulates). In ARS No. 3, Sprouse and Moonitz
went on to enquire the historical cost base of accounting and suggested that it
may be necessary to use both general and specific price level changes instead of
historical cost accounting. But both these studies were rejected by the APB on
the ground that they are too radical to be accepted for implementation.

The APB instead preferred to rely on ARS 7, inventory of Generally Accepted
Accounting principles for Business enterprise, which was nothing more than a
compilation of contemporary accounting practices and the existing APB opinions
and Accountancy Research Bulletins. Accordingly, Accounting Research Studies
continued to be ad hoc studies without common foundation to support them. The
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remaining studies reflected the assumption and findings of the individual author
who made the study.

The FASB conceptual framework project : Conceivably, the APB failed in its
mission of developing desired conceptual framework of
accounting. The continued existence of alternative accounting treatments for the
same economic event coupled with the lack of adequate accounting treatments
for new accounting problems unleashed a spate of court cases of fraud and
manipulation of accounting results. These were sufficient evidences of APB’s
failure in its mission.

Amidst this turmoil, AICPA appointed two Committees in 1971 to
investigate the situation. The first committee known as the wheat
committee, was charged with the task of expediting standard setting process.
The report of this committee resulted in the creation of Financial Accounting
Standards Boards in 1973 as an independent body, which as of August 1992
issued 110 statements of financial accounting standards as part of its main objective.

But AICPA recognised the difficulty of standard setting without agreed statement
of concepts and principles. Absence of well defined concepts and principles would
cause not only needless waste of time on basic concepts in relation to each individual
standard, but it would necessitate a large number of detailed standard on every
single issue.

The AICPA to lessen the problem of standard setting, set up a second committee
in 1971 under the chairmanship of Robert Trueblood, with the specific charge of
development of objective of financial statements. The report of this committee
provided the FASB the required direction in its conceptual framework project and
finally between 1978 and 1985 it published six statements of Financial Accounting
Concepts (SFAC) as part of this project :

SFACNo. 1: Objectives of Financial Reporting by Business Enter-
prise, published in Nov. 1978.

SFACNo.2: Qualitative Characteristics of Accounting Information,
published in May, 1980.

SFACNo.3: Elements of Financial Statements of Business Enterprise,

published in December, 1980.

SFAC No.4: Objective of Financial Reporting by Non-business
Organisations, published in December, 1980.

SFACNo.5: Recognition and Measurement in Financial Statements
of Business Enterprise, published in December, 1984.

SFAC No.6: Elements of Financial Statements, published in Dec., 1985.

At about the same time of formation of the FASB in the USA as a private standard
setting body, institutionally sponsored research studies were also conducted in
some other countries on the basic objective and conceptual framework of
accounting. Most important of them are, “A statement of Australian Principles”
(1970), “Objectives and Concepts of Financial Statements” (1972), and the
“Objectives and Basic Concepts of Accounting” (1982) in Australia under the
sponsorship of Australian Accountancy Research Foundation, “Corporate
Reporting : Its Future Evolution” (1980) in Canada under the sponsorship of the
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Canadian institute of Chartered Accountants, and the “Corporate Report” (1975)
in the U.K. under the sponsorship of the Accounting Standards Sterring Committee.

Contribution of Accounting Literature in the Development of Accounting
Theory

Much ahead of the institutional efforts, theoretical underpinning of accounting in the
literature began as early as in the beginning of this century. Accounting academics and
professionals working on their own sought to develop a general theory of accounting.

Charles Sprague in 1907 endeavoured to formulate the “Philosophy of Accounts” where
he found an appropriate definition of assets in the “Storage of Services to be Received.”
Though this definition by itself is not complete, later definition by the APB and FASB
are only a shade improvement over Sprague’s definition. Henry Rand Hatfield in 1909
edition of his text book, Modern Accounting introduced the readers with the concept
of deprival value, though under different nomenclature.

0.G. Ladelle, in English Chartered Accountant, in the November 29, 1890 issue of the
‘Accountant’ magazine made substantial contribution to depreciation theory and
convincingly argued that depreciation is a system of cost allocation, not asset valuation.
Much later in 1937 Perry Mason published his Principles of Public Utility Depreciation
where he espoused the basic principles and concepts underlying depreciation. Henry
Sweeney in his book, Stabilized Accounting (1936) propounded a complete discussion
of the adjustments of financial statements for price level changes. In the same year, A
tentative statement of accounting principles affecting corporate reports was
published under the auspices of the American Accounting Association which discussed
the “bases upon which accounting standard rest”.

The ideas expressed in all these works were much more advanced than accounting
practices of that time, but they dwelt upon particular areas of accounting theory and
are considered only isolated oasis amidst the sands of vague accounting practices.

A continuum of systematic accounting ideas was however, first expressed in J.B.
Canning’s The Economics of Accountancy which was published in 1929 and where
he examined the whole metamorphosis of accounting to develop a comprehensive
concept of income, capital value, and asset.

A proper appreciation of Canning’s work can not be made unless this fact is known
that before Canning there was no cluster of writings on accounting theory, especially,
there was “an astonishing lack of discussion on the nature of income.” He thus came to
the conclusion that “the accountants have no complete philosophical system of thought
about income, nor is there the evidence that they have ever greatly felt the need for
one. Their generalisation ........ are too inchoate ........ to permit one to suppose that
they have ever seriously put their minds to the philosophical task.” This being the case,
there would be little prospect of systematic accounting practice, Canning alliterated.
Canning’s work, however, provided the much needed direction to philosophical orientation
of accounting as “accountants only few years later began to codify accounting doctrines”
formally.

Developments in the accounting literature from 1940s through 1960s : In the
history of the development of accounting literature 1940 is undoubtedly the watershed
year because of the publication of An Introduction to Corporate Accounting
Standards by W.A. Paton and A.C. Littleton under the auspices of the American

47



48

Accounting Theory

Accounting Association. Although, the basic theme of the work was expressed in the
earlier AAA publication, A Tentative statements of Accounting Principles underlying
Corporate Financial Statements in 1936, and some particular aspect of the work can be
traced back to Paton’s Ph-D. thesis that was published in 1922 as Accounting Theory
: with Special Reference to Corporate Enterprise, the final outcome of Paton and
Littleton’s combined work in 1940 “represents the first attempt to elaborate a coherent
coordinated, consistent body of doctrines essential to a sound fundamental structure of
accounting”. Of the six “basic concepts” of accounting espoused in this work (entity,
continuity, measured considerations, cost attach, matching and verifiable objective
evidence) they have championed the cause for matching concept, which is still now
regarded as the pervasive principle of accounting.

The parallels of this fundamental work involving the basic nature of accounting can be
found in the works of Mattessich and Chambers in the middle of 1960s (as well as in
the works of Moonitz, and Sprouse and Monnitz in ARS No. 1 and ARS No. 3
respectively).

Richard Mattessich in the ten chapters and over 500 pages of his book, Accounting
and Analytical Methods (1964) extended the frontiers of accounting to such vital
interdisciplinary areas like measurement theory, valuation theory, Management and
Behavioural Science, as the basis of a general theory of accounting. He formulated the
following 18 basic ‘assumptions’, which according to him “might be regarded as necessary
and sufficient conditions” for accounting :

1. Monetary Values 2. Time Intervals

3 Structure 4. Duality

5 Aggregation 6 Economic objects

7. Inequity of monetary claims 8 Economic agent

0. Entities 10.  Economic Transactions
11.  Valuation 12.  Realization

13.  Classification 14.  Datainput

15.  Duration 16. Extension

17.  Materiality 18.  Allocation

Close to the heels of Mattessich’s work, R.J. Chambers brought out his significant
book Accounting, Evaluation and Economic Behaviour in 1966 where he espoused
over 13 postulates and definitions as a part of the general theory of accounting.

The other significant accounting works with specific orientation to accounting theory
development during the 1960s are : The Theory and Measurement of Business income
by E.O. Edward and P.W. Bell in 1961, A Theory of Accounting to Investors by
George Stabus in 1961, Accounting Concepts of Profit by Palle Hensen in 1962,
Income Determination Theory : An Accounting Framework by Norton M. Bedford
in 1965, A Statement of Basic Accounting Theory by AAA in 1966, and The
Foundation of Accounting Measurement by Yuji ljiri in 1967.

Significant accounting literature during 1970s and 1980s : The most
significant event in the evolution of accounting theory during this time is
obviously the formation of FASB and its conceptual framework project that resulted in
the issue of six statements of Financial Accounting concepts in an attempt to develop
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fully integrated structures of accounting theory upon which standards may be based.
The other major areas of accounting research of this time, according to Hendriksen (P-
532)are:

(i) The extention of empirical research into the nature of accounting numbers, (i7)
research into the decision making process of the individual, (iii) research into the
implications of efficient capital markets theories for accounting etc. No significant book
on basic accounting theory related to this time period can be mentioned except Robert
Sterling’s Theory of Measurement of Enterprise income in 1970 and R.M. Skinner’s
Accounting Principles : A Canadian Viewpoint in 1972, but most of the works on the
above mentioned areas of accounting research had been published in various accounting
journal like Accounting Review, Journal of Accounting, Journal of Accounting
Research, Accounting and Business Research, Abacus, etc.

There was however, significant development of accounting literature on inflation
accounting that could be attributed to this time. The major works in this subject published
during that time are : Replacement Cost Accounting by Lawrance Revsine and
Accounting Values and Inflation by William Baxter in 1975, Current Value
Accounting and Price Level Restatement by L.S. Rosen in 1972, Accounting for
Changing Prices by James Largay and J.L. Livingstone in 1976 etc.

Social Accounting : The New Frontiers in Accounting Theory

While the decades of 1960s through 1980s saw a tremendous outgrowth of accounting
literature in the mainstream accounting theory, a wind of change was blowing silently
across the horizon of accounting in the late 60s and early 70s. The True Blood Committee
Report on the Objectives of Financial Statements in 1973 broke with the traditional
orientation of Financial Statements toward reporting on stewardship and instead added
socio-economic dimensions to the scope of accounting by stating that “an objective of
financial statement is to report on those activities of the enterprise affecting society
which can be determined and described or measured and which are important to the
role of the enterprise in its social environment”.

The view expressed in the True Blood Report was only a formal recognition of social
imperative of accounting, but the role of accounting as an information system concerned
with effective transmission of information revealing past, present and prospective socio-
economic activities was gaining strong ground since the late 1960s. Such a shift of
emphasis as well as extention of accounting function emanated from changes in social
attitude which viewed business as a social institution and management as having some
social responsibility, to compel accounting goals extend beyond its traditional profit
parameters. In fact, it has been widely proclaimed in management literature since the
late 1960s that profit motive is no longer the sole motive of many large business
enterprises. In consequence, attempts have been made to align profit to other social
goals, such as contribution to economic growth, meeting community requirements, public
service, human resource development and of late, the concern for environmental
disruptions, as a barometer of responsible business behaviour. The outgrowth of
accounting literature in the past two decades in the areas of social accounting [c.f.
Mobley (1960). AICPA Committee on Social Measurement (1977) Ramanathan (1976),
Belkaoui (1976), Spicer (1978), Coopers (1972), Owens (1992) and Roberts (1992), to
mention only a few] provide evidence that accountants have demonstrated, their care
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and concern for upholding social objectives in some critical areas of socio-economic
activities.

As a corollary, several proposals have been mooted by the accountants as well as the
non-accountants, which suggest that accounting profession should expand the current
accounting measurements and disclosure model to encompass corporate social
responsibility reporting. The forms and contents of corporate disclosure of such socially
oriented data have been made the topic of Committee deliberation and reports by the
three major accounting associations in the USA in the recent past-the American
Accounting Association in 1974, 1975, and 1976, the National Association of Accounts
in 1974, and the AICPA in 1972 and 1977.

Social accounting, however, remains an important challenge to the accounting profession
since accountants are yet to agree on its scope and methodologies. Further, the nature
of the problems confronted by social accounting can not be effectively solved unless it
adopts a flexible methodology to break with some of the traditional accounting doctrines,
assumptions and conventions.

Accounting Harmonisation and the International Accounting Standards

The emergence of accounting standards in the early 70s is undoubtedly the most
significant event in the history of accounting development and corporate financial
reporting.

Accounting being the language of business, the need for its application in unique sense
has been felt as early as the beginning of the present century. The major research
efforts in accounting since the early 1930s was, therefore, in search of united frame of
accounting principles and consistency in their application. The search for fully
authoritative, integrated principles or theory of accounting that could be used to meet
the needs of all users at national and global level has, however, not been successful.
Instead, a diversity of accounting practices has developed throughout the world depending
upon the school of accounting thought (see Table 2.4) and socio-cultural need of different
countries. There are conceptual differences on the one hand, and on the other hand,
there are differences that stems from the adoption by different countries of different
principles in the matter of recognition of accounting events and phenomena, valuation
of assets and liabilities and computation of profits. The differences that arise from
these reasons cannot be simply resolved by developing general principles. In fact, the
limitation of attempt to develop such general principle of accounting was observed by
Paton and Littleton long ago : “Principles would generally suggest a universality and
degree of permanence which can not be exist in a human service institution like
accounting”. Accounting being a multiple paradigm discipline, its needs are bound to
vary with socio-economic and cultural variables, viz., the level of accountancy education,
economic development, development of capital market, prevailing legal system and
finally, the specific needs of the industries.

Perhaps, this was one of major reasons that explain the cause of demise of the APB
and formation of the FASB in the USA in the early 70s. The FASB instead of developing
general principles embarked upon the task of formulating needbased standards. Unlike
the principles, the accounting standards are the authoritative statements of how particular
types of transactions and other events should be reflected in financial statements and
they are directed to the formal rules which cover details of specific situation. The
principal advantages of standards are that, being rigidly defined, they inspire conformity,



TABLE 2.4: MAJOR SCHOOLS OF ACCOUNTING"

Basic French-Spanish Italian British United States Northern Europe Soviet
features
“General Accounting Plan” Emphasis on “True and Emphasis on “Generally Emphasis on “Generally Emphasis on
based on chart of accounts fair view”, aimed at Accepted Accounting accepted commercial physical output as
with basic orientation to protection of investors Principles,” aimed at principle,” aimed at dictated by the
tax determination and creditors protecting the equity protecting the company; Central Planning
shareholders involves hidden assets, Authority.Very little
under statement of profit resemblance to
and minimum disclosure accounting system of
market oriented
economies
Canada,
Australia
Israel
Major countries : France, India, Pakistan,
Spain, Italy, Belgium, Hongkong, Singapore, West Germany,
Portugal, Greece, Malaysia Nigeria, Mexico, Venezuela, Netherlands Hungary, Poland
Turkey, Lebanon, Egypt, Ghana, Kenya, South Japan, Philippines, Switzerland, Bulgaria, China
Algeria, Morocco, Africa, Zimbabwe, Taiwan Norway, Sweden,
Brazil, Ecunador Barmuda, Bahamas Denmark, Finland

Columbia, Peru

* Adapted from : L.J. Seidler and D.R. Carmichael, Accountants’ Hand Book, 6th Edn., Ronald Press, P. 40.6
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direct performance, and deal with details and choices of alternatives. Accounting
standards thus are handy rules that can be used readily and they may be used to
disseminate useful information by the accounting entity to the users of financial reports.

This great advantage of accounting standards is the motive force behind the fast
development of accounting standards in several countries all over the world. There is,
however, one major lacuna in the development of these standards : They are country
specific, designed to meet the national requirements. They do not meet the requirements
of global community. This problem is now increasingly being felt in a unipolar economic
world due to increasing globalisation, where business finance has been cutting across
transnational boundaries faster than ever. The growth of multinational corporations and
difference in the procedural and disclosure requirements being demanded for listing in
the stock exchanges of various host countries has created an urgent need for some
kind of common or uniform standards for smooth flow of international finance. The
need for harmonisation of accounting practices of different countries has, therefore,
emerged as the major issue in accounting in recent times.

As s clear from the above discussions, the term ‘harmonisation’ carries a wider meaning
although, it is sometimes used interchangeably with the term ‘standardisation’.

The term harmonisation, according to Nobes and Parker, is a process of increasing the
comparability of accounting practices by setting bounds to their degree of variation
while standardisation appears to imply the imposition of a more rigid and narrow set of
rules.

In other words, harmonisation means not only a process of bringing uniformity by reducing
the alternatives and procedural differences, but embraces a blending and combining of
the elements of accounting practices of various countries into an orderly structure to
create a synergistic effect. It is a formal or ‘due process’ which requires cooperation
among the various political, organisational and professional agencies which carry the
weight of formal (or informal) authority.

There are various such agencies which are involved in the task of harmonisation of
accounting from limited regional sphere to larger global sphere. Among these agencies
— The European Community (EC), The Association of Southeast Asian Nations
Federation of Accountants (AFA), The Confederation of Asian and Pacific Accountants
(CAPA), and the African Accounting Council (AAC) are the principal organisations
engaged in harmonisation endeavour at regional level, while the United Nations (UN),
the Organisation for Economic Cooperation and Development (OECD), the International
Federation of Accountants (IFAC) and the International Accounting Standards
Committee (IASC) are the major organisations which have devoted their mite in the
harmonisation effort a global level. The effort and major achievements of these
organisations in this respect are discussed briefly.

The European Community [E.C.] : The E.C. which was formed in 1957 by France,
West Germany, Italy, Belgium, Luxemburg and the Netherlands with the objective of
free movement of capital, goods and service and personnel, is at present a union of 12
countries, after the accession of the UK., Ireland, Denmark, Greece, Spain and Portugal.
It has attempted to foster accounting harmonisation through its various directives and
regulations. Since 1971 it has issued four major directives — The Fourth Directive, Fifth
Directive, Seventh Directive and Eighth Directive to be implemented by its members in
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the area of formats of published financial statements, valuation rules, disclosure
requirements, consolidation of financial statements and audit procedures.

Association of South East Asian Nations Federation of Accountants (AFA) :
Founded in 1977, by five South Asian Countries — Indonesia, Malaysia, Philippines,
Thailand and Singapore, AFA has attempted to harmonise accounting and auditing
standards and practices in the ASEAN region. So far the association has issued two
standards — one each in respect of accounting and auditing. The accounting standard
relates to the fundamental accounting concepts and assumption underlying the financial
statements.

Confederation of Asian and Pacific Accountants (CAPA) : This is yet another
regional association of the accountants in Asia Pacific region which was founded in
1957 by 31 accounting bodies of 22 countries. The association has not so far issued any
accounting standard, but as a part of its long term objective of developing a coordinated
accounting and auditing practice, has developed eight course teaching materials for the
teachers and practitioners of accounting in this region.

African Accounting Council (AAC) : AAC was founded in 1979 with membership
of government representatives of African countries. The major goal of the council is to
promote harmonisation of diverse accounting practices which they have inherited from
France and England. So far the AAC has not been able to mandate any accounting
standard upon its members.

The United Nations (UN) : The UN effort in the area of harmonisation of international
accounting practices began as early as the 70s. In 1977 its report on “International
Standards of Accounting and Reporting for Transnational Corporations” was published.
The report recommended uniform accounting practices by the TNCS in the area of
segment reporting, consolidated financial statements and transfer pricing. In 1979 the
Economic and Social Council of the UN appointed an intergovernmental group of experts
on Accounting and Reporting Standards. The final report of the group published in 1982
recommended a wide array of disclosure in the basic financial statements of the TNCS.

Organisation for Economic Cooperation and Development (OECD) : The OECD
effort in the area of harmonisation primarily relates to the accounting and reporting
issues by the multi-nationals. In 1976 it developed a voluntary code of conduct for the
MNC:s relating to the general policies, disclosure of information in financial reports
along with a number of social responsibility disclosures. In 1979 a permanent working
group on Accounting Standards was set up to review efforts undertaken by its members
to reduce diversities in accounting practices.

The International Federation of Accountants (IFAC) : The IFAC was founded in
1977. Because of its acceptance as the spokesman of the accounting professionals all
over the world, the creation of IFAC is undoubtedly the most significant milestone in
the history of accounting harmonisation. The Federation originally started with a
membership of 63 accounting bodies from 49 countries, but over the years its membership
has swelled into 123 accounting bodies of 87 countries. It is estimated that, together it
represents at least 1.7 million of individual accountants from all over the world. So far
the IFAC has not attempted to formulate any accounting standard, instead it has upheld
the authority of the International Accounting Standards Committee for setting global
standards.

53



54

Accounting Theory

The International Accounting Standards Committee (IASC) : The IASC was
established as a private standard setting body in 1973 by Australia, Canada, France,
West Germany, Japan, Mexico. The Netherlands, UK, Ireland and the USA having the
objective “to formulate and publish in the public interest, basic standards to be observed
in the presentation of financial statements and to promote their worldwide acceptance
and observance.”

The IASC has a multifarious membership including automatic membership for all the
members of [IFAC who has agreed to support its standards and ensure their compliance
in the preparation of financial statements. It has so far published 32 accounting standards
in various fields including a conceptual framework in 1989 to serve as a guide to standard
setting process :

IAS-1 Disclosure of Accounting policies

IAS-2 Inventories

IAS-3 Consolidated financial statements (Superceded by IAS 27 and 28)
IAS-4 Depreciation Accounting

IAS-5 Information to be disclosed in the financial statements

IAS-6 Accounting responses to changing prices [Superceded by IAS-15]
IAS-7 Cash flow statements

IAS -8 Net profit or loss for the period, fundamental errors and changes in
Accounting policies

IAS-9 Research and development costs

IAS-10 Contingencies and events occurring after the balance sheet dates
IAS-11  Accounting for construction contracts

IAS-12  Accounting for Taxes on Income

IAS-13  Presentation of current assets and current liabilities
IAS-14  Reporting financial information by segments
IAS-15 Information reflecting the effects of changing prices
IAS-16  Accounting for property, plant and equipment
IAS-17  Accounting for leases

IAS-18  Revenuerecognition

IAS-19 Retirement benefit costs

IAS-20  Accounting for Government grants and disclosure of Government
assistance

IAS-21  Accounting for the effects of changes in foreign exchange rates
IAS-22  Accounting for business combinations

IAS -23  Capitalization of borrowing costs

IAS-24  Related party disclosure

IAS-25  Accounting for investments

IAS-26  Accounting and reporting by retirement benefit plans.

IAS-27 Consolidated financial statements and accounting for investment in
subsidiaries
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IAS-28  Accounting for Investments in Associates

IAS -29  Financial Reporting in hyper inflationary economics

IAS-30 Disclosure in the financial statements of banks and similar financial
institutions

IAS-31  Financial reporting of interests in joint ventures

IAS -32  Financial Instruments : Disclosure and presentation.

With this long list of accounting standards as above in some vital areas of financial
reporting, one can reasonably expect that IASC will be able to pave way for
harmonisation of global accounting practices. The total commitment of a good number
of countries as well as India to the [ASC standards corroborates this view. For example,
the preface to the Accounting Standards in India clearly states that while formulating
accounting standards, the Accounting Standards in India clearly states that while
formulating accounting standards, the Accounting Standards Board will give due
consideration to IASC standards and try to integrate them, as far as practicable, in the
light of the conditions and practices prevailing in India.

Not only that, in case of some developing countries like Singapore, Malaysia, Zimbabwe
and Sri Lanka, the search for national standards in these countries has ended with word
for word acceptance of the IASC standards. IASC’s long march to harmonisation has
also gained milage in China, Yugoslavia and erstwhile Soviet Union due to the return of
these countries to market economy. IASC’s standards in these countries have acted
like a“quick-fix’ to make their accounting system compatible to the requirements of the
global investors. There are, of course, some impediments which IASC is facing in the
process of harmonisation; the superiority of accounting standards in some developed
countries such as the USA the UK and Ireland has created a big hiatus which simply
can not be bridged with the present IASC standards.
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Chapter 3
Approaches to Accounting Theory

Introduction

The students of accounting when enter in their carer after passing graduation or post-
graduation in commerce, they believe that there is a solution to every accounting problem.
No, it is for away from the truth because there are many issues remain unresolved
after having the knowledge of mere accounting. To become of student of accounting in
real sense of the business world one should also concentrate on understanding the
problems of accounting practice and profession. For this matter and reason, the
accounting theory is recommended. The accounting theory provides the knowledge of
Generally Accepted Accounting Principles (GAAPs), Contemporary issues and other
developments in the field. In this chapter, the students will be introduced with accounting
theory and its main issues like “Theory, process of constructing the theory, need of
accounting theory”.

Meaning of Theory

Our common perception about theory is divided between two notions. One perception
of theory is something which is far removed from reality. We then say, it is possible or
it exists only in theory, not in practice. Another perception about theory is the cause-
effect relationship that exists behind any event or practice. For example, if a man jumps
off the New Empire State Building he will descend on earth at a specified time irrespective
of his weight. If he survives his first attempt, but repeats it from somewhere near the
centre of the earth from the same height, he would be surprised to se that this time he
has descended on earth more quickly than before (we hope he has survived this time
also). Why ?If he has an inquisitive mind, he may seek explanation which will lead him
to the cause-effect relationship. By applying scientific method he may arrive at the
theory of the law of gravitation (as Newton did). Then he knows not only the reason of
his quick descending, but if he ever wishes to jump off from the same height at another
place, he should be able to predict the time of his landing on earth. Our second perception
about theory is the employment of scientific method to explain some phenomenon. A
scientific method may be defined as a method of explanation that develops and tests
hypothesis about how real world, observable phenomena are related. The goal of scientific
method is explanation, scientific method strives to develop a systematic body of theory
through development of hypothesis. Thus, theory may be described as ““a cohesive set
of hypothetical, conceptual and pragmatic principles forming a general frame of
reference for a field of study.”

Definition of Theory

In the field of science, including social science, one may encounter a host of views
about ‘Theory’, which has a Greek root, ‘“Theoria’ meaning to “behold or view”. A
popular definition given by Kerlinger defines theory as ““a set of interrelated constructs
(concepts), definitions and propositions that present a systematic view of phenomena
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by specifying relations among variables, with the purpose of explaining and predicting
the phenomena”.

Arnold Rose’s view is similar to the above statement. He defined theory as “an integrated
body of definitions, assumptions and general propositions covering a given subject matter
from which a comprehensive and consistent set of specific and testable (principles)
can be deduced logically”.

There are other views which state theory as ““a set of interrelated concepts at a fairly
high level of generality”.

The Process of Theory Construction

A theory, according to the definition of Webster’s Third International
Dictionary, provides “general frame of reference for afield of enquiry”. It does not
however, give specific prescription for a specific problem. Social Science is not concerned
with isolated events, but with the commonality of a series of problem. The process of
generalisation is arrived at through the following stages :

() Observation : There are many disputes over the way in which theories are
constructed. But the construction of most of theories, as also the “laws of nature”,
begins with observation of the phenomenon. We all know the study behind Newton’s
discovery of the law of gravitation. He observed the phenomenon that all objects
tossed up come down. This provoked his inquiry which ultimately led to the cause.

(i) Defining the problem : Careful definition of the problem will
provide objectivity or a track through which inquiry may be conducted. If
identification of problem is wrong or imprecise it would be very difficult to reach
meaningful conclusions. It may be observed that the objective or goal of accounting
is notrigorously defined. As a result, until now there is no comprehensive theory
of accounting.

(@ti) Formulation of hypothesis : “Science is a method of approach to the entire
empirical world, i.e., to the world which is susceptible of experience by man”,
that we call a hypothesis. It is the preliminary assumption adopted for the
explanation of a phenomenon. It is formulated before empirical evidences or facts
are gathered.

(iv) Experimentation or testing the hypothesis : A hypothesis established around
the preliminary assumption must be tested for probable conclusions. It is important
to select the appropriate method for testing the validity of hypothesis.

(v) Verification : The final stage in the formulation of theory is generalisation through
verification. If the observed phenomenon after repeated trial or experimentation
produces the desired result the hypothesis is then said to be confirmed, the logical
consistency of the hypothesis is generalised to formulate a theory. “Scientific
theories provide certain “expectations” or “predictions’ about phenomena and
when these expectations occur, they are said to “confirm” the theory. When
unexpected results occur, they are considered to be anomalies which eventually
require a modification of the theory or the construction of a new theory. The
purpose of the new theory or the modified theory is to make the unexpected
expected, to convert the anomalous occurrence in to an expected and explained
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occurrence”.

Characteristics of a Good Theory
A good theory should fulfil the following criteria :
(1) Itshould explain or predict phenomena, i.e., they should be empirical.

(i) Theories should be capable of being tested empirically. Theories which fail tests
are not of universal applicability, therefore, must be replaced by better or non
refutable theories.

(iii) Theories should be consistent both internally and externally. Internal consistency
is present when the analytical properties of theory ensure that the given theory
predicts the same outcome in every identical case.

External consistency implies that the theory should be consistent with theories in
other disciplines.

(iv) A theory should be exhaustive so as to cover the full range of variations relating
to the nature of the phenomena is question.

(v) Theory should be helpful in providing guidelines for research into empirical
problems.

Accounting theory and its nature : Accounting Theory is the organised body of
knowledge which deals with order, reasons, relationships, objectives and methods involved
in the practice of accounting.

Hendriksen, however, used the definition of the Webser s Third International Dictionary
as the basis to define Accounting Theory. Thus, according to Hendriksen, “Accounting
Theory may be defined as logical reasoning in the form of a set of broad principles that
: (i) provide a general frame of reference by which accounting practices can be evaluated,
and (i) guide the development of new practices and procedure. He further states that
accounting theory may be used to explain existing practices to obtain a better
understanding of them.

Both the definitions of accounting theory given above underpin the use of theory as a
guide to accounting practices. But the fact i that there has been a concurrent development
in accounting. While accounting was developing as a practical art, it was also evolving
a body of theoretical premises. The theoretical evolution of accounting is of recent
original, though its practical development can be traced back five hundred years ago.
Both the theoretical and practical approaches have contributed to the existing organised
body of knowledge, presently known as accounting theory. Their approaches are
different, but the purpose is the same : to develop systematic accounting practices.

Under the practical approach, accountants have frequently relied on trial and error as a
means to improving accounting practices whereas, the theoretical approach relied on
logical, conceptual structure to develop meaningful pattern of accounting practices.
But both the theoretical approach and practical approach are interested in developing
some general principles and procedures for dealing with the same real world phenomena
of business transactions and events.

Figure 3.1. is a diagrammatic representation of the development of accounting theory
and accounting practices.
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Business Transactions and Events

Abstraction Problems
Assumption Procedure
Deduction Induction
Conclusion Generalisation

Fig. 3.1. Development of Accounting Theory and Accounting Practices
Source : Frank J. Imke, op. cit.

The development of accounting practices which employs a problem solving approach is
shown in the right hand side of the diagram. As particular problems occurred in dealing
with individual business events practicing accountants would look for separate procedures
to solve these specific problems. “The history of accounting practice consists of a
problem ...... procedure evolution ....... the development of new, or modification of old,
procedures as different problems occurred”.

In other words, the approach adopted in the development of accounting practice can be
epitomised as, “Accounting is what accountants do”.

The development of accounting theory, which has taken place concurrently with that of
accounting practice is shown in the left hand side of the diagram. The first step in the
development of accounting theory is abstraction from the real world of business
transactions to make some assumption about them. From these assumptions conclusions
can be developed about accounting activities through deductive logic. This procedure
would suggest “Accounting is what accountants should be doing”.

Descriptive and normative theories : From the foregoing it appears that accounting
theory can be extracted from the practice of accounting (i.e., the practical approach)
or it can result from a logically derived process through the deductive approach. The
difference in not one of purpose, rather the difference is due to adoption of different
methodologies. “The divergence of opinions, approaches and values between accounting
practice and accounting research have led to the use of two methodologies, one
descriptive and the other normative.”

() Descriptive theories : A descriptive theory describes a particular phenomenon
as it is, without any value judgment. For example, if you jump from The New
Empire State Building, a descriptive theory will tell you when you will descend on
earth, it will not tell you whether you are right or wrong in doing so.

The practical or conventional approach to accounting theory is essentially
descriptive in character. Such descriptive theories are concerned with the behaviour
of the practicing accountants and what they do. This approach emphasises
accounting practice as the basis from which to develop theory. Under the
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destructive view, accounting theory, therefore, is “primarily a concentrate distilled
from experience”. The prominent examples of descriptive accounting theories
are the works of Paul Grady, An Inventory of Generally Accepted Accounting
Principles for Business Enterprise, Sanders, Hatfield and Moore, A Statement
of Accounting Principles, Stephen Gilman, Accounting Concepts of Profit,
A.C. Littleton, Structure of Accounting Theory, and Yuji ljiri, The Foundations
of Accounting Measurement.

(i) Normative theories : The essential feature of Normative Theory is the existence
of value judgement. Normative Theories tend to justify what ought to be, rather
than what it is. It imposes on the accountants responsibility of determining what
should be reported rather than merely reporting what some on else has requested.
The outstanding examples of normative accounting theories are the works of J.B.
Canning, The Economics of Accountancy, W.A. Paton, Accounting Theory,
Henry Sweney, Stablized Accounting, Kenneth McNeal, Truth in Accounting,
Edwards and Bell, The Theory and Measurement of Business Income, and
Sprouse and Moonitz, A Tentative Set of Broad Accounting Principles for
Business Enterprise.

The roots of accounting theory : The development in accounting theory has been
influenced by the technological changes and advances in knowledge in many other
related disciplines. The major disciplines which have influenced such development are:

1. Decision Theory

2. Measurement Theory, and

3. Information Theory

These three disciplines are perceived to be the roots of accounting theory.

1. Decision theory : The essence of this theory is that decision-making is not an
intuitive process but a conscious evaluation of the possible alternatives that leads to
best result or optimises the goal. It is a logical sequence that involves the following
stages :

(1) Recognition of a problem that needs decision,

(it) Defining all the possible alternative solutions,

(7ii) Compiling all the information relevant to these solutions,
(iv) Assessing and ranking the merits of the alternative solution,

(v) Assessing the best alternative solution by selecting that one which is most highly
ranked and,

(vi) Valuing the decision by means of information feedback.

Decision theory is both descriptive and normative. As a descriptive process it attempts
to explain how decisions are made, while as a normative process it suggests which
decision is to be made.

The significance of decision theory as a central construct of modern accounting theory
becomes apparent from the FASB objectives and qualities of accounting information
and the True Blood Committee Report that came down heavily in favour of decision
usefulness of accounting information. But much earlier in 1966, A Statement of Basic
Accounting Theory by the AAA foresaw the role of accounting information for such
decision usefulness to the managers, creditors and the investors.
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With decision theory accounting can not be viewed as a discipline with practically no
interaction with other operating functions of the business. In fact, accounting functions
are intertwined with managerial analysis because, as an information system it provides
significant meaningful information about the firm both for internal management use and
external financial reporting.

2. Measurement theory : There is a clear relationship between accounting and
measurement theory. Such relationship has been subjected to extensive analysis by the
eminent writers like Chambers, Ijiri and Mattessich. Accordingly, accounting has been
defined as a measurement discipline that pertains to “the quantitative description and
projection of income circulation and of wealth aggregates” in explicit monetary terms.

Thus, although the term measurement has been typically defined as the assignment of
numerals to objects or events according to rules in relation to accounting measurement
implies financial attributes of economic events that we call accounting valuation.

Measurement theory is normative in character. Therefore, accounting as a measurement
discipline requires specification as to the following :

(1) The events or objects to be measured : This is of paramount importance
because, the “identified relationship between accounting and measurement theory
would allow .... to convey clearly the objectives of accounting ...” This indicates
that the identification of accounting property would allow us to explain more clearly
and consistently the purposes, procedure, limitations and theoretical foundation of
accounting.

(i) The standard or scale to be used : One of the fundamental properties of
measurement theory with respect to assigning numerals to objects or events is
that they must be related to a common numerical relational system. For example,
if we assign 3 ft. to represent the length of an object, we must assign the same
common scale to another object so as to make them amenable to addition and
subtraction. This additivity, as Chambers suggests, is the key to accounting
measurement.

In accounting, money is the most common unit of measure, not because that it is
convenient but due to the ability of monetary unit to attach common significance to
diverse events and objects which are subjected to accounting measurement.

3. Information theory : The dominant nature of accounting lies in an information
communication system. More precisely, accounting is an application of the general
theory of information to the efficient economic operations. The significance of information
theory to accounting lies in the fact that it is a part of the decision-making process that
reduces uncertainty and thereby provides a means to improve the quality of decision.
Information theory in particular can help accounting to resolve certain important issues
such as : What is an information ? What is the relationship between information and
data ? What should be an accounting information and what should be the system or
systems by which to communicate the information ?

The term ‘information’, however, is not easy to define in view of the psychological
overtone or personal attitude implied in the term. But accounting being a measurement
discipline as well as an information communication system, we can define information
as a data that adds to the receiver’s knowledge, reduces uncertainly, and communicates
amessage to influence the user’s behaviour in his decision-making process. In short,
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when the receiver of a data reacts to it, it is said to carry information. A data is thus
distinguished from information. According to Bedford, however, a data becomes
accounting information only when it is measured and is bounded by the criteria of
relevance, verifiability, freedom from bias and quantifiability. The terms, relevance,
verifiability, freedom from bias and quantifiability may be regarded as the attributes that
provide internal boundary of the accounting information. Under this theory, information
is regarded as a resource, the collection, processing and transmission of which involve
a cost. Such costs accelerate with the increase in the volume of information. It is,
therefore, important to associate the process of information generation with the economics
(i.e., costs) associated with it. Only this criterion can help us to consider the optimal
level of information supply by measuring cost of information supply in relation to its
benefits to the users.

Approaches to the formulation of accounting theory : Richard Mattessich at the
beginning of chapter 1 of his magnum opus, Accounting and Analytical Methods
makes this observation : “Modern Accounting is a mode of thought, a manifestation of
our Charismatic thinking and evaluating, a tool designed to help master our economic
struggle. It unfolded in its full breadth during the last hundred years and can not be
regarded as having exhausted its potential of technical as well as intellectual growth”.

Such intellectual growth of accounting is amply manifested in the numerous approaches
that relate to the attempts to accord theoretical support for this discipline. The major
such approaches, which range from trivial to sophisticated theories, have been identified
to be the traditional approaches, as comprising:

A. Non-Theoretical (Informal) approach :
1. Practical
2. Authoritarian
B. Theoretical (formal) approach) :
1. Inductive
Deductive
Ethical
Sociological

Mathematical (axiomatic)

Eelectic or Combination approach and New approaches Comprising :
The Events Approach

2.

3.

4.

5.

6.  Economic
C.

L.

2. The Behavioural Approach, and
3.

The Predictive Approach.

Practical approach : The practical approach is also referred to as the ‘pragmatic
approach’, though it does not fully employ the formal rule of the pragmatic school of
logicians. Yet, this approach constitutes an important part of theory in accounting because
“it enables the theory to have operational utility, based on an understanding of relations
between business phenomena, of constraints on the measurement system, and of the
needs of users of accounting information”.
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The practical approach is essentially a problem solving approach. Its primary objective,
as can be seen from the most of the “generally accepted accounting principles”, is to
find a workable solution to a problem. As a result, any solution obtained through this
approach should be viewed as a tentative solution to problems.

Authoritarian approach : This approach is sometimes equated with the practical
approach because of the common methodology its theoretical grounding based on
operational utility under the stamp of approval of the regulatory bodies. “The role of
authoritarianism is to discriminate between well-founded but conflicting theories (given
on the state of knowledge at the time). A practice which appears appropriate in given
circumstances should be authorised for use by practitioners”. A good example of the
authoritarian approach is the ARS No. 7 [An inventory of Generally Accepted Accounting
Practice for Business Enterprise] of the AICPA, which is nothing more than compilation
of contemporary accounting practices in the USA.

Inductive approach : The inductive approach is least theoretical in nature because of
its basic premise that “accounting is what accountants do, therefore, a theory of
accounting may be extracted from the practices of accountants”. This approach in
consequence depends on observations to reach conclusions. Here, unlike the deductive
approach, the process is “going from the specific to the genralisation”. In other words,
some specific observations about financial transactions will be made. If recurring
relationships are found among the transactions, genralisation and principles can be
formulated (See diagram below).

Problems Problems

Induction
[

Procedures
[

Generalisation

Principles

Fig. 3.2. Inductive approach to the formulation of Accounting theory.

Inductive approach is backward looking, it depends on the past accounting practices to
seek solution for emerging problems. In that sense, this is pragmatic or practical approach,
as most of the current “generally accepted accounting principles” are. They have not
been derived from the accounting environment, objectives and basic features of financial
accounting. The inductive approach is, however, expeditious and utilitarian, but one
trouble with this approach is that every solution to emerging problem may not be found
in the past accounting practices. Further, the accounting environment on which past
practices are built may change due to changing socio economic factors. In this case the
utility of the “Theory’ would be reduced considerably.

63



64

Accounting Theory

Deductive approach : The deductive approach to the development of accounting
theory begins with establishing the objective of accounting. Under this approach
accounting techniques and practices are linked to the objective of accounting which is
derived from the accounting environment. Once the objectives are established, certain
key definitions and assumptions (e.g., concepts, postulates) etc. must be stated.
Development of specific accounting practice and techniques would be the last step in
the ladder of deductive approach, as shown in diagram below :

postulate

principles

standards

practices
instructions activities
rules procedures
Directives Methods

Society

Fig. 3.3. Deductive approach to the formulation of Accounting Theory
Source : Frank J. Imke, op. cit.

As can be seen from the diagram, in a deductively derived accounting theory, the
techniques and procedures of accounting are related to the principles, postulates and
objectives in such a logical sequence that if they are true the techniques and procedures
must also be true.

The validity of deductive approach, therefore, is dependent on correct identification of
accounting objectives related to the accounting environment. Put in other way, to the
extent identification of objectives and environment are in error, the conclusions reached
will also be in error. The best known examples of deductive methodology of accounting
theory are the works of Maurice Moonitz (The Basic postulates of Accounting) and
Robert Sprouse and Maurice Moonitz (A Tentative set of broad accounting principles
for Business Enterprise). Other writers who have used deductive methodology include
Cannig, Sweeny, McNeal, Alexandre and Edward and Bell.

Ethical approach : The ethical approach does not constitute a major theoretical
underpinning, though it certainly reflects a paradigmatic change in the accounting
objective that were taking place in the USA and elsewhere. During the after the Second
World War the erosion of social values brought into focus the ethical need in the objectives
of accounting. D.R. Scott, S.C. Yu, J.W. Patillo, F.J. Imke and others saw ethics as the
basis of accounting theory, with justice, fairness and truth being the parameters of
financial reporting. Imke Opined that “Accounting exists to serve society by recording,
interpreting, and otherwise effectively utilizing financial and other economic data.
According to him, accounting, therefore, should be based on the following three criteria:

(1) The practice of accounting must provide equitable treatment of all interests
concerned,

(i) Accounting information must be truthful.
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(iti) Accounting must reflect an impartial and unbiased representation of the economic
facts.

The ethical approach has instantaneous appeal, but the principal limitation of the approach
is that though no one would argue against the concepts of truth, fairness and justice as
a desirable feature of accounting theory, these are subjective value judgements having
no definite yardstick to measure them.

Sociological approach : The centre of gravity of the sociological approach to accounting
theory is reflected in the proposition that “accounting has the responsibility to “transcend
the internal viewpoint of a private firm and develop information which portrays a private
firm’s role in and contribution to society”. The plank of this approach is further
strengthened by this argument that business being a subsystem of the wider social
system, ultimate usefulness of accounting depends on the good it can do to the society
and not in the services rendered to individuals.

Sociological approach to the formulation of accounting theory thus calls for an assessment
of the accounting techniques and policies vis-a-vis their impact on the society. Its
suggested dimensions, among others, include internalizing the social cost and assessment
of social benefits arising from the activities of the private firms, disclosure of socially
oriented data to assess a firm’s relative role and contribution to the society. In short,
under this approach the techniques of accounting should be directed to the development
of information for decisions that result in the efficient utilization of resources, the
conservation of the environment and equitable allocation of business income as an
effective means of maximisation of social well-being.

The sociological approach to the formulation of accounting theory is believed to be the
precursor to the evolution of societal or socio-economic accounting, an important
subdiscipline of accounting that emerged during the 1960s. The main objective of socio-
economic accounting is to assess the impact of the economic activities of the private
firms on the society at large by developing indices for the measurement, internalization
and disclosure in the financial statements the ultimate social costs which are not included
in the traditional cost structure of the firms. The techniques of socio-economic accounting
are yet to reach its stage of maturity and the traditional accounting measurements are
found insufficient. It has been suggested that to solve the problem, accounting techniques
should be flexible and it should encompass other nonmonetary measurements which
are presently beyond the scope of traditional accounting.

Mathematical (axiomatic) approach : The mathematical approach to the formulation
of accounting theory culminates in the axiomatic formulation of its contents to grasp the
logical structure of accounting. In this approach, “mathematical symbols are given to
certain ideas and concepts. The frame work is provided in the form of mathematical
models utilizing matrix alzebra on symbolic logic” such that the logical part of the theory
can be abstracted and studied in isolation from the empirical part of that theory. In
other words, mathematical or axiomatic approach is a variant of the deductive approach
that provides techniques for summarising the basic proposition of accounting (posulates,
concepts and other observable phenomena) in the abstract language which is amenable
to mathematical operations and independent proof.

Example of the use of such axiomatic method are found in the works of Mattessich,
Chambers, and to some extent, in the works of Ijiri.
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Economic approach : While the ethical approach focusses on the concept of fairness
and sociological approach on the concept of ‘social welfare’, the economic approach to
the formulation of accounting theory emphasises the macro and micro economic welfare
of the affected parties arising from the proposed accounting technique. Such
considerations were, however, given little attention in the formulation of accounting
theory under the traditional approaches discussed above. In fact, accounting techniques
in different countries remained neutral to economic impact, although in Sweden attempt
is generally made to balance accounting policies with other macro economic goals.

Beginning with 1970, however, increasing attention was being given to the economic
consideration while formulating accounting standards.

Rappaport, Buckley, Horngren and the FASB investigated the social and the economic
effects behind the proposed accounting standards, or more precisely, “the economic
consequence of Financial Accounting Standards”. It appears that the choice of a
particular accounting technique cannot be neutral, but must also consider the ‘economic
reality” and the “economic’ consequence of the proposed accounting technique.

In fact, economic consequence is a pervasive consideration which was given due
importance in the choice of accounting techniques in the past without any explicit
reference to the “Economic Approach’. For example, The widespread use of the LIFO
method of inventory valuation by the US companies since 1940s did not emerge out of
any ‘theoretical’ considerations but as a guard against adverse economic effects of
FIFO method on corporate earnings in the prevailing inflationary condition.

A formal economic approach, however, provided the major theoretical arguments for
certain accounting reforms like inflation accounting and replacement cost depreciation
that was proposed during the 1970s.

Eelectic or combination approach : While in a purely deductive approach the objective
is to develop a statement of basic accounting theory based on “cohesive set of
hypothetical, conceptual and pragmatic principle” to form a general frame of reference
for the study and practice of accounting, the inductive approach is characterised by
operational utility based on observable relations among isolated economic events as the
basis of this theory. Both these approaches have their relative merits and demerits.
R.K. Storey thus observes, the practical approach for the formulation of accounting
theory has created almost as many problems as they have helped to solve. The exclusive
use of conceptual approach, on the other hand, has been equally ineffective. Although
this method has fared better than the practical approach from the stand point of internal
consistency, it had almost no influence good or bad on accounting practices. Implied in
the observation of Storey is the suggestion to use an eclectic approach to the formulation
of accounting theory. Eclectic approach does not profess commitment to any particular
methodologys; it is mainly the result of numerous attempts by individuals, professionals
and other agencies [AICPA, AAA and the like] to remove the deficiencies of other
approaches. Such an approach is particularly useful in the absence of a universally
accepted accounting theory.

Events approach : The events approach to the formulation of accounting theory was
first proposed by George Sorter, as an alternative to the value approach to accounting
which was endorsed by the majority of the members of the AAA committee that
issued “A statement of Basic Accounting theory” in 1966.
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The principal argument used in favour of the events approach is that, due to wide
ranging use and heterogenous users of financial statements, accountants should not
direct the published financial statements to specified ‘assumed’ group. Furthermore,
accounting information on the basis of value approach can contribute little directly to an
understanding of the user’s utility preference function, since his goals result from a
complex of personal and social values that can not be identified in the financial statement.

The tenor of the approach thus suggests that, an event, being defined as an occurrence,
phenomenon or transaction, has better semantic interpretation than value measurement,
and the information need of the great variety of users can be better fulfilled by providing
information about the events without having to aggregate the assign weight (i.e., value)
to the data generated by the event.

The function of aggregating and putting weights to the events should be better left with
the users in conformity with their utility function.

Given this argument, the events approach suggests expansion of accounting data in the
financial statements.

The limitations of the events approach, however, are the following :

(@) Events approach presupposes that the users are sophisticated enough to be able
to classify and aggregate accounting data for their own use.

(i) Events approach does not explicitly mention which data are to be selected for the
financial statements.

(@ii) There is definite limit to the amount of data a person can handle at a time. The
expansion of data may cause information overload to the users.

Behavioural approach : As a corollary to the measurement and information theory, if
we are to define the objective of accounting process to be the production of numbers
that possess information content directed to the users, we should also make evaluation
of the user’s economic and psychological reaction to the accounting information given
under alternative combinations or conditions. This psychological cognate of accounting
information, which is amiss in the traditional approaches, have come to be known as the
behavioural approach to the formulation of accounting theory. The behavioural approach
is concerned with direct evidence of user’s reaction to accounting reports as a basis for
descriptive generalisation about the behavoural aspects of particular accounting
techniques and problems such as (1) The adequacy of disclosure, (2) The usefulness of
financial statement data, (3) Attitudes about corporate reporting practices, (4) Materiality
Judgements and (5) The decision effects of alternative accounting valuation bases.
The behavioural approach is essentially “descriptive rather than normative and in the
usual application does not contemplate changing user behaviour”, it only identifies user’s
behaviour.

Behavioural approach is relatively new in accounting and is still considered to be at the
stage of infancy, but some important empirical research in the area [such as those by
Dykman, Gibbins, Swieringa and Horngren] which systematically studied user behaviour
when they are given alternative accounting procedures in varying combination, have
contributed substantially to our knowledge of the effects of such alternatives.

Predictive approach : Under the traditional approach accounting measures are
generally used for non predictive purposes e.g., accountability and reporting on
stewardship. In the predictive approach however, accounting measures are not just
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considered as post-mortem exercise. In fact, accounting information is decision oriented
that permits prediction of future objects or events. This predictive ability of accounting
information has been considered by the SFAC No. 2 of the FASB as an explicit criterion
of the quality of accounting information. But much earlier in 1968 Bever, Kennelly and
Voss had demonstrated the utility of predictive approach in relation to the difficult problem
of evaluating alternative accounting measurement. According to them, when confronted
with the choice between measurement alternatives, “the measure with the greatest
predictive power with respect to a given event is considered to be the ‘best’ method for
that particular purpose”. The predictive approach is directly related to the ‘predictive
ability’ of financial data and is purported to provide a purposive criterion to relate the
function of collecting financial data to the task of decision-making.

Relationship between accounting theory and accounting practice :
Accounting theory and accounting practice are not mutually exclusive things, they pertain
to the same real world phenomenon of economic transactions. Therefore, conclusions
developed from accounting theory should be same as the genralisation developed from
the study of accounting practice. Theory is important to the development of accounting
because to be meaningful, practice must be based on logic. On the other hand, accounting
is an utilitarian device for solving everyday economic problems of business. Therefore,
atheory would be judged good in the long run if it improves usefulness of accounting.

Ideally, a sound practice should always conform to a theory, and at the same time,
theory should be based on common sense and relate to the existing business world. In
that sense, theory and practice should serve as a check and balance to each other.

But unfortunately, present accounting practices are not based on such ideal conditions.
We have already seen that accounting theory and accounting practices are based on
different methodologies. Whereas accounting theory is based on logic oriented deductive
approach, accounting practices are based upon a process of inductive reasoning which
consists of making observations and drawing generalised conclusions from a limited
number of observations. This approach emphasises the behaviour of practicing
accountants rather than the behaviour of real world phenomena. Since accounting
practice is characterised by practical approach, it can not be free from personal bias of
the practicing accountants. A good theory, on the other hand, would strive to eliminate
such bias. Besides, consistency is another factor that distinguishes accounting practice
from theory. As a good number of inconsistencies are noticed in accounting practice,
and they are permitted by the “generally accepted accounting practice”, they are
responsible for significantly divergent reported income. This inconsistency did not escape
the attention of Canning who stated that, “Accountants have no complete philosophical
system of thought about income, nor is there evidence that they have ever greatly felt
the need for one. The genralisation are too inchoate ..... to permit one to suppose that
they have ever seriously put their minds to the philosophical task”.

A few examples of inconsistency in accounting practice : A classic
example of inconsistent accounting practice is found in the valuation of inventories.
The generally accepted accounting principles regarding inventory valuation is lower of
cost or market price, though there is little theoretical justification (from the objectivity
points of view). The practice is deeply entrenched into accounting practice “From the
desire on the part of creditors for an inventory figure on the position statement reflecting
the liquidation value of the assets. Not only this, the meaning of cost has different
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connotations like LIFO, FIFO. As a result different accountants may adopt different
methods showing different income and inventory figures. Other inconsistent accounting
practices include varying depreciation methods, treatment of know how expenditure
and treatment of gratuity.

In view of the prevalence of such alternative practices Spiller argues that such practices
are not logical, nor even internally consistent. Thus, the generalisations that arise out of
accounting practices are, in many cases, not descriptive of the whole accounting practice.
Spiller describes such generalisation as “poor genralisation .... with little thyme or reason
for the differences”.

Accounting theory in transition : Prof. G.D. Roy observed that the last words about
accounting theories have not been said. Neither have we heard the last words about
physics, chemistry or medicine. There is continuous developments in all the fields of
science. Accounting too, has at least some element of science in it, though its roots are
embedded in the practitioners’ art. But was not all other field of science a toddler at the
beginning ? Was not chemistry a vagaries of alchemy or biology a weired collection of
errors at the beginning ? Today, nobody would are to dismiss them as a nonsense science.
The same can be said of accounting. The scope and methods of accounting are also
changing and can be expected to continue to change in future. Such observations were
made by many schoars like Bedford and Gluatier and Underdown. At the very beginning
of their book, Glauter and Underdown made this observation that, ““Accounting is in an
age of rapid transition, its environment has undergone vast changes in the last two
decades and the accelerating rate of change is in prospect for the future”.

The secret of this development lies in the desire of the accounting professionals to see
their profession in the ornate discipline of science, encompassing not only economic
interests of individual, but also encompassing social behaviour of group of men related
to such economic interests. Such integrated approach to accounting can not bypass the
great changes which are occurring in measurement techniques, the behavioural science
and advances in computer technology. It may be noted that accounting has been already
profitably utilizing a great variety of measurement techniques such as computer
simulation, statistical analysis and other measurement methods which did not originally
belong to its domain.

The developments in the discipline of economics have also greatly influenced accounting.
With the introduction of the concept of externalities in the economic literature by Prof.
A.C. Pigou in 1960, accountants have attempted to incorporate his concept in their
discipline as a new dimension of socio-economic accounting. “The recognition and
measurement of external diseconomies, or social costs, and the resulting implications
for the accounting profession”. It is highly probable that accounting in future will assume
alead role in measuring social costs for maximisation of social well-being that Pigou
saw in resolving the conflict of “divergence between social and private net product”.
These developments suggest that accounting will become more of a normative science
in future. It is also possible that accounting will merge with other disciplines to create a
new information profession.

The wind of change which is blowing across the horizon of accounting will undoubtedly
call for new structure of accounting theory in future. The dynamic nature of accounting
theory in future will include broader scope for accounting to measure and communicate
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data on past, present and prospective activities of all types in order to improve control
methods and decision-making at all levels.

Advantages and limitations of accounting theory : The advantages and limitation
of accounting theory has been best summed up by Monitz who says that accounting
theory “‘cannot solve all the problems the profession faces anymore than the “laws” of
physics can build a bridge, but they can give the frame of reference it must have”.

Similarly, it may be observed that a large part of accounting practice depends upon
judgement related to particular circumstances. Therefore, a theory with prior
determination of objectives or goals may suffer from limitations due to changes in
business environment.

There seems to be logic both in favour and against theory. Yet, at the risk of over
simplification, one way may that theory provides the foundation for practice; theories
are constructed to explain and give meaning to practice; without the foundation of
theory is like a building standing upon sand. “If we develop accounting with no more
foundation than arbitrary assumptions, who will dare rely on it ?”

Below is given some of the clearly identified advantages of theory :

(1) Identification of problem area : Accounting Theory narrows the range of
problem area by clearly identifying the facts to be studies. It helps select the
relevant aspect of a phenomenon.

(2) Conceptual frame : Accounting theory provides a conceptual framework or, as
put by Hendriksen, it gives a general frame of reference for the study of accounting
problems. This frame of reference actually provides the standard with respect to
which accounting practice may be evaluated.

(3) Summarisation : Accounting theory as an organised body of knowledge
summarises concisely what is already known about the subject. As can be seen
from the bulletins of the AICPA, many of the current accounting theories are
actually summarisation of current accounting practices.

(4) Uniformity of practice : One of the goals of accounting theory is to provide
uniformity in practice. The contemporary ‘Generally accepted accounting
principles’ are primarily a cluster of current accounting theories on existing practices
in the grab of theories. It aims at providing uniformity in accounting practice, the
lack of which will greatly reduce credibility of accounting.

(5) Predictive ability : An obvious advantage of accounting theory is its predictive
ability. Theoretical generalisations can be used to predict further facts. Due to
this predictive ability of accounting theory, a growing body of empirical research
has evolved that can be used for decision making by the users. Examples of such
predictive model in accounting, among others, include prediction of earnings,
corporate failure risk associated with equity or bond, and capital market reactions.

(6) Development of new practice : Accounting operates in a dynamic socio-
economic environment. Therefore, with the change in social attitude, economic
reality and improvement in information science, it may be necessary to replace
the existing practice by new one. For example, requirement of huge capital for
fixed assets during the rail road developments in the UK and USA created the
need for depreciation accounting based on historical cost. But the economic reality
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in a persistently inflationary condition has forced the accountants to propose for
replacement cost depreciation.

Limitations of Accounting Theory

(1)  Accounting theory does not explain all its practices. Due to the utilitarian nature
of accounting, many of the conventions and principles of accounting have been
constructed on the basis of expediency rather than as rules of logic.

(2) Littleton and Zimmerman argued that accounting is not as strongly oriented toward
logical argument as towards utilitarian service. It is less concerned with deductive
generalisaton than with practical accomplishments.

(3) The concepts and postulates of accounting theory are not rigorously defined.
Some of the fundamental assumptions of accounting theory are not realistic, e.g.,
the assumption about stable value of money.

(4) Unlike the theories of pure science, accounting theory suffers from internal
consistency. For example, according to the entity concept, which is a basic postulate
of accounting, accounting statements should be prepared to represent the activities
of the entity rather than the groups connected with it. But in many cases the tenet
of the concept is violated e.g., the net income is defined as net income of the
shareholders instead of those to the entity.

(5) The practical nature of accounting does not lend itself to have a general theory of
accounting such that a high level of generality makes it possible to the applied to
all countries, to all industries and all firms. For example, generally accepted
accounting principles in the USA and India are not the same due to different socio
economic conditions.

CLASSIFICATION AND ACCOUNTING THEORY

A taxonomy is a classification designed to aid the analysis and interpretation of a field
of inquiry. A classification of accounting systems should be of value in many ways :

® By sharpening the focus of description and analysis
® By assembling a mass of data in a form suitable for explanation

® By permitting the isolation of critical factors which must be considered in setting
accounting standards

By adaptation, a good taxonomy becomes a predictive tool, enabling the
analyst to determine probable outcomes of decisions to change a system. More
importantly, a taxonomy should lead to the development of models which
permit inferences to be drawn from changes in causal and modifying factors to changes
in accounting system.

Classification in accounting has only recently begun to consider the theoretical
implications of taxonomy. The most frequently encountered classification of accounting
systems, into financial, tax, managerial, cost, government, and so on, lacks the qualities
of an efficient classification in that the classes are not mutually exclusive.

The role of classification in financial accounting appeared to be well understood and
generally agreed until recently. In the area of practice there was (and is) widespread
use of charts of accounts which reflected the balance sheet and income statement
categories underlying the well-known basic equation. In the area of theory, it was
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frequently pointed out that this was the fundamental process; Mattessich made in the
point of departure in his quest for a measurement theory of accounting : “The most
basic measurement is classification, a fundamental discriminatory process whereby the
various categories can be identified and distinguished through numerals”. The division
into classes can be a scale of measurement, and he gives as his example, a chart of
accounts. The same proposition is found in such widely different sources as a book on
controllership, which identifies the five basic classifications as assets, liabilities,
proprietorship, revenues; and expenses, and a contribution to the normative theory of
accounting, where the last three were given the names, residual equity, income, and
cost.

The area of managerial accounting, however, did not disclose any comparable uniformity
of ideas, and the study of different classifications of costs not only threw up the possibility
of alternative sub-classes but also revealed a weakness in the basic classification used
by financial accountants. This was the observation that a chart of accounts should not
be based upon the balance sheet, because many accounts required by a business are
eliminated in the preparation of the financial statements, in particular the so-called
“clearing accounts”.

By 1969, when Sorter drew attention to the problem, the idea that accounting events
were not given in nature had been recognized widely, and attention was being devoted
to “economic events” as the phenomena which accountants were attempting to interpret
and represent. Unfortunately, this concept led to the identical classification scheme as
did accounting events. Sorter postulated that accounts were needed to provide
information to be used in decision models, that individual users would develop their own
input values, and therefore a financial statement should include all items relevant to any
decision model. The starting implications of this observation led Johnson to attempt to
design a structure for a financial accounting system of this type.

Accounting Theory in U.S.A. : Until the twentieth century the contribution of the
English-speaking world to the development of accounting theory was entirely pragmatic.
Even today one can open a book entitled Principles of Accounting and find its author
concerned entirely with method. The most virulent controversy before the 1930s was
the dispute which centered on the notorious Jones of Bristol, and that one dealt with
technical aspects of double-entry book-keeping and the need for the journal.

The twentieth century has seen a radical reversal of roles. During this period the English-
speaking world (the United States, the United Kingdom, Australia, Canada, and New
Zealand in particular) has become a powerhouse of ideas about accounting : what it is
and what it should be. In this chapter and the next we shall trace the course of this
transformation, with the spotlight mainly on accounting in the United States.

THE INDUSTRIAL REVOLUTION

A major factor was the industrial revolution and the related technological changes of
the nineteenth century. The lengthening of the time period of production which
characterized these changes produced a need to account for use separately from
acquisition and thus directed attention to the cost allocation problem.

The processes of mass production may be contrasted with those of an artisanal economy.
In the latter, manufacture was accompanied by payments at every stage — for materials
when the work was put in hand and for labor as the work was executed, either in the
workshop or in the worker’s home. The difference between the money payments and
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the eventual money receipt when the work was completed was called profit and had to
cover the craftsman’s expenses, which were virtually all domestic in nature. The concept
of profitis still used by economists, even though it is a pre-industrial one. It underlies the
analysis of investment situations in terms of cash flows.

In factory production, however, the nexus between acquisition and use and between
production and market was broken. The manufacturer produced for an unknown
customer, in advance of demand, and therefore, could not associate the eventual selling
price with production. He acquired raw materials, machinery, and often labor in advance
of production and therefore could not identify the cost of production without making
assumptions about cost flows. The conceptual nature of allocation has been demonstrated
by Thomas, who points out the artificially — he calls it arbitrariness — of all accounting
allocations.

‘We must also be aware of a semantic problem which exists in the United States because
of the use of the word “allocation” to refer to three distinct accounting processes. The
first of these is assignment, the identification of payments with objects. The second is
allocation, tracing the use of objects in a production process. The third is absorption,
tracing the use of a production process in the production of a product or service. In this
section we are contrasting the simplicity of assignment with the complexity of allocation
and absorption.

The immediate problems raised by the necessity to allocate and absorb costs concerned
the calculation of depreciation and depreciation accounting, the valuation of inventories
of work in process and finished goods and accounting for cost of goods sold, and
accruals and deferrals generally, in relation to uses which preceded or followed
acquisitions. In course of time the same necessity has led to a vast area of accounting
problems, covering virtually the entire field of accounting, and created what one writer
has referred to as “explanation strains”.

These strains were rendered more acute by the traditional separation of financial and
cost accounting. Because of the critical importance of these allocation decisions for
pricing policy, they were often retained by the proprietor of the business long after he
had delegated accounting for acquisitions to a clerk.

Cost accounting went through three stages in the nineteenth century. In the first, it was
performed by nonaccounting calculations illustrated by the papers of Josiah Wedgwood
and Charles Babage. In the second, the need to create order out of chaos led to the
introduction of accounting method and the growth of systems of cost accounts separate
from the financial accounts. These separate accounts might be reconciled with the
financial accounts, or made to interlock with them through the medium of control
accounts : a cost ledger control account in the financial books and a general ledger
control account in the cost books. Finally, the integration of financial and cost accounts
in one accounting system was achieved. It is perhaps significant that the development
of modern accounting theory dates from the beginning of this integration. We should
not underestimate the important contribution made by industrial engineers in clarifying
and sometimes finding solutions for the accounting problems of the industrial revolution.

THE GROWTH OF THE CORPORATION

Corporations are nothing new; the Romans used them, together with elevators, central
heating, and divorce. An extensive world trade was conducted from the fifteenth century
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on by the chartered corporations formed by rulers and entrepreneurs in the mercantilist
period. During the nineteenth century, however, and particularly in the United Kingdom
and the United States, the number of commercial corporations grew at an accelerating
pace, from several hundreds to tens of thousands. Laws were passed to facilitate their
formation and administration and to render them accountable to the governments which
gave them life.

The characteristic features of the corporation are its relatively long life (perpetual
succession) and the transferability of its capital. Both of these are the consequence of
it being an artificial person, but a legal person nonetheless. Because the corporation
does not die, or become sick or insane, it is a convenient device for executing contracts,
including contracts to supply capital for industrial undertakings. Because of the
transferability of its capital, it is also an attractive device to businessmen and other
investors concerned about their future liquidity needs. Add to these the bonus feature
of limited liability, and the corporation becomes the irresistible instrument of business
growth.

Use of the corporation as a device for channelling savings into business investment
effected a separation between capital and its management, formal in the case of the
“one man corporation,” but very real in the case of those corporations which raised
capital from a number of investors. In order to provide these “anonymous partners”, as
the French law called them, with some means of ascertaining what was happening to
their investment, a succession of Companies Acts was legislated in the United Kingdom
which required corporations to keep records and to render account to their stockholders.
Most of the English-speaking world has enacted comparable legislation; only in the
United States has it proved impossible to make the states, in whom the power resides,
exercise social control over corporate officials. The situation is now changing slightly,
as the states se the corporations as taxpayers and legislate for accounts to be kept for
the purpose of demonstrating taxable capacity.

Typically, a Companies Act would contain sections requiring accounts to be kept and
financial reports to be rendered to stockholders. More important, to protect stockholders
from the deception of being paid dividends to keep them quiet while the managers were
losing the company’s money, the law would stipulate that dividends may be paid only
out of profits. This led of necessity to the preparation of period accounts, or annual
financial statements, and to problems of allocation similar to those which were raised
by the factory system.

As the manufacturer required information about depreciation, work in process and
finished goods, and cost of sales in relation to specific products or services, so the
corporation required this type of information in relation to specific periods. The major
problems in financial reporting arise from segmenting the life of the firm into artificial
lengths only remotely related to the time period of production. As a consequence, we
find accountants adopting the going concern assumption, that raw materials acquired
will be put into production, that work in process will be completed in the form of saleable
finished goods, and that finished goods will be sold at prices higher than their production
costs. The going concern assumption also involves a belief that the business will continue
to operate in more or less the same way until it has recovered its investments in fixed
assets from its customers as part of the selling prices of its products.
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The going concern assumption, required for asset valuation, also affected profit (income)
measurement, since reduction of asset values must be regarded as a loss. Other
assumptions adopted for income statement preparation included the cost assumption,
that allocation methods used for cost accounting are useful for financial reporting, and
the stable monetary unit assumption, that changes in purchasing power can be
disregarded.

Another important contribution of the corporation laws was the specification of the
capital of the corporation in legal terms. The Companies Acts provided for the registration
of corporations to include a description of their capital stock and for the reduction of
this capital stock only by legal proceedings, under the mistaken belief that persons
dealing with the corporation would be protected in some way by the maintenance of
this legal fiction. A variety of ancillary problems were gradually incorporated in the
statues : how to account for amounts subscribed in excess of par, what could be charged
to capital surplus, how surplus could be converted into legal capital. This set of problems
combined with the problems involved in preparing period income statements to emphasize
the separation of income from capital, which is a major characteristic of financial
accounting. The concept of capital maintenance, of keeping the legal capital of the
corporation unimpaired, came in conflict with the concept of keeping its assets in a
productive state or maintaining economic capital.

In spite of these legal provisions for the protecting of stockholders and creditors,
unscrupulous managers nevertheless found ways to make capital look like profits, to
pay dividends to one set of shareholders out of capital paid in by another set, and to
defraud creditors extent, they always will. One of the objectives of accounting theory is
to develop rules of conduct which will make this behavior more difficult. This explains
the normative nature of many propositions is accounting; they are attempts to dissuade
people from behaving dishonestly.

One fascinating byway of the growth of corporations in the United States is the antitrust
law. By the end of the nineteenth century a number of corporations had grown, by
retention of profits or by acquisitions, to a size which represented a visible concentration
of wealth and a real source of social and economic power. The name for a corporation
which grows by acquiring control over other corporations is a holding company. In
1890 the U.S.A Congress passed the Sherman Antitrust Act, to prevent corporations
which did not possess powers to own stock in other corporations form acquiring control
over such stock by means of a trust instrument. This forced corporations to obtain
powers to own stock in other corporations directly, and a number of state corporations
laws were amended to permit this. In 1914 the Clayton Act was passed, which made
illegal the acquisition of stock of another corporation if this tended to reduce competition.
In spite of these and other measures, mergers and acquisitions thrived and the vertical
and horizontal integration of industries has been succeeded by the conglomerate, a
holding company owning controlling interests in corporations operating in different
industries.

The consequence of the combination of corporations was a demand for financial reports
which would reveal the combined assets of the group and the combined results of all
the corporations of which it consisted. This led to the development of consolidated
financial statements as early as 1886, although the first annual report of the United
States Steel Corporation in 1902 is usually acknowledged as the prototype of
consolidations.
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THE RAILROADS AND GOVERNMENT REGULATION

The importance of the railroads in the process of identifying accounting problems cannot
be exaggerated. They were the first really large-scale enterprises spawned by the
industrial revolution. The first capital-intensive enterprises, they presented in unmistakable
terms the separation of capital and management, and they provided the first scenario
for government regulation of business, including its financial statements. This resulted
in large part from the misdeeds of a host of promoters who sold railroad stock and
acquired control over railroad assets with no intention other than to enrich themselves.

The New York Stock Exchange dates from before the American revolution, but only in
1866 did it prescribe that listed corporations should file their financial statements. Not
until 1900 did this influence become effective. One of the principal reasons for the
involvement of the New York Stock Exchange was the tremendous fluctuation in the
prices of railroad stocks, a consequence of the ignorance of investors as well as the
manipulations of the railroad barons.

The railroads were the center of a historical struggle which resulted in the recognition
that use should be accounted for, and not merely acquisition. The railroad managers
argued that regular maintenance and replacement of worn equipment would cause the
permanent way and the rolling stock to last indefinitely. Depreciation was therefore not
arelevant concept, and replacements should be charged to expense as incurred. This
solution has obvious attractiveness, since it made the expense a discretionary item—in
good years more and in lean years less or possible none.

In 1876 the Railway Commissioners of Massachusetts required railroads to keep
accounts, and by 1879 a uniform system of accounting had been adopted nationally on
the initiative of the Interstate Commerce Commission (ICC). The Hepburn Act of
1906 authorized the ICC to prescribe railroad accounting, which is did in part by publishing
“Classification of Operating Expenses” in 1907 and finally a complete “Accounting
Classification for Steam Railroads” in 1914.

The 1907 scheme provided for depreciation to be charged to operating expenses on a
monthly basis, but gave individual railroads the option not to do so (or to include accrued
expenses) if, for example, they were losing money. In 1923 the ICC proposed to make
depreciation accounting mandatory; the railroads opposed, using arguments which are
still heard today when additional disclosure is sought — that it was unnecessary, deceptive,
and impossible to calculate with accuracy. The railroads’ opposition delayed the
imposition of mandatory depreciation until 1932, when it was immediately suspended
because of the depression. It finally came into force in 1943. The omission of depreciation
was undoubtedly one of the factors which permitted railroads to operate and attract
capital long after obsolescence and inefficiency had made them a burden on the economy.

The outcome of the struggle just described was irrelevant, because of the development
of generally accepted accounting principles in the United States, which required railroads
to charge depreciation in their published financial statements. The struggle itself is
important because it documents the transition from a pre-industrial to an industrial
accounting system. Government regulation in the United States has had some of the
effects of the Companies Acts in the United Kingdom and elsewhere, in that a number
of commissions besides the ICC (the Federal Power Commission, the Federal
Communications Commission, the Federal Aviation Authority, etc.), have prescribed
accounting systems for the enterprises they regulate. Although some accounting problems
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have been identified and solutions found through this process, the consensus is that
government regulation has had an unfavorable effect on the accounting of regulated
enterprises, through discouraging experimentation and innovation. Further, the accounting
systems have ceased to be oriented toward disclosure, as in the unregulated sector, and
have increasingly become instruments of politics. This is because the commissions
have become rate makers, thus taking the pricing function out of the market. One of
the principal means for a government to effect a political purpose is by fixing prices.

Thus, although a number of accounting issues have been raised by the regulation of
public utilities, the can be readily explained in the context of the political problems of
rate setting and do not form part of the set of issues which accounting theory seeks to
explain.

THE CORPORATE INCOME TAX

Perhaps the single most pervasive influence on the growth of accounting has been the
corporate income tax, since it affects all business firms, large or small, incorporated or
unincorporated, regulated or unregulated. Here we are concerned with the influence of
the corporate income tax on the development of modern accounting theory.

The critical point is that the corporate income tax is a legal structure, and therefore the
solutions to tax problems are legal solutions. To the extent that the tax laws recognize
accounting solutions, accounting becomes part of the law. There is, for example, no
definition of income to be found in the tax code, and the logical tendency of the taxing
authority is to tax movements of cash. The first attempts at a corporate income tax in
the United States, the 1909 Excise Act and the 1913 Revenue Act, measured net
income as cash receipts less cash disbursements, and a battle had to be fought to
establish the acceptability of accrual accounting as the basis for income taxation.

A striking illustration of the difference between accounting and taxation is found in the
United Kingdom, where the objective is also to tax receipts, and the business accounts
are accepted as a point of departure. The tax laws were laid down before the need to
charge depreciation was clearly identified, and to this day, depreciation is not deductible
in the U.K. However, businessmen were eventually successful in persuading the tax
authority that fixed assets may be losing value through time, and the tax laws were
amended to introduce capital allowances. These are a quite separate legal system for
calculating depreciation for tax purpose, having no connection with accounting
depreciation and applicable only to specified classes of depreciable fixed assets; store
fixtures and office buildings are excluded. In preparing a business tax return therefore,
the U.K. accountant adds back depreciation to net income and deducts a different
amount, calculated according to the law.

This illustration serves to remind us that although business net income is a point of
departure for arriving at taxable income, the two are essentially distinct concepts. It
appears that the original intention of Congress in the United States was to establish a
concept of taxable income which corresponded with business net income, but the
harmonization of the two has become impossible. In the first place, tax avoidance
through technical accounting methods created loopholes which led to legislation forbidding
certain tax accounting practices; the valuation of inventories at prime cost, for example,
is not permissible, however logical this might be in a specific context. In the second
place, use of the income tax laws to effect a redistribution of wealth and to promote
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political objectives has led to the enactment of a multitude of provisions concerning
what s or is not to be included in taxable income, and what may or may not be deducted
therefrom.

We should not look, therefore, to the corporate income tax as a source of modern
accounting theory. Its importance lies in :

(1) Extending the need for accounting to many businesses which would not otherwise
have prepared financial statements.

(2) Influencing many businesses to adopt tax rules or guidelines for the recognition of
items of revenue or expense, because of the complications involved to conventional
practices.

(3) Stimulating debate on such questions as depreciation and inventory accounting,
accrual and deferral, and asset and liability valuation, by revealing alternatives to
conventional practices.

(4) Introducing a new subset of accounting problems, accounting for taxation, which
have strained the ability of accountants to explain the application to them of
accounting principles developed in a different context.

(5) Distorting accounting to conform with taxation where the tax laws provide that a
particular deferral or deduction may be claimed statement treatment. This is the
situation in the United States with regard to the use of the LIFO method of
determining cost of goods sold. In some countries ( France Germany) many of
the items in the financial statements are there because of the requirements of the
tax laws.

(6) Providing a false trail for accounting theorists, such as the rule in Eisner v.
Macomber, who have been tempted to adopt legal explanations for practices
found outside the legal framework.

THE ECONOMISTS

Until the early nineteenth century most economists were political economists; their
preoccupation with the production and distribution of wealth centered on the source of
political power. By the end of the nineteenth century, however, economists had begun
to appreciate the role which industry played in the production and distribution of wealth.
Such noted economists as Alfred Marshall in England, Bohm-Bawerk in Austria, and
J.B. Clark in the United States conducted studies of business enterprises and attempted
explanations of concepts such as income, capital, and cost which are the subject of
accounting theory also. Sombart pointed out that the ideas of economists on these
matters originated in accounting, but the victory of the marginalist school resulted in
new definitions which gradually moved economics and accounting further apart.

Nevertheless, the apparent similarity of the subject-matter of economic studies led
some early accounting theorists to assume that the disciplines of accounting and
economics were essentially one, so that accounting problems could be solved within the
framework of economic theory. This assumption pervades much of the contemporary
literature on accounting theory, and its origins can be traced to books written in the
early years of the twentieth century.

The interests of economists lie primarily in macro-economics, the study of the national
income and its generation, and their work in micro-economics, the study of economic
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behavior at the level of the firm, is designed to support the major field of interest. For
this reason, economists have never made the transition from the pre-industrial model of
the firm, where acquisitions and uses, and capital and assets, cannot be distinguished,
where financial institutions as sources of money can be disregarded, and where time
can be reduced to an average or omitted entirely as a significant variable. As we have
noted, this transition was accomplished by accountants in the ninetieth century and
resulted in the valuation method we call allocation.

One notable exception to the failure of economists to adapt to the industrial (and indeed,
the post-industrial) realities was J.M. Clark. Clark recognized the existence of situations
in which economic valuation could not be effected by imputing marginal amounts to
production inputs or outputs; he dealt specifically with the nonimputable overhead costs
of manufacturing firms. Another American economist who attempted to adapt micro-
economics to the industrial scene was Thorstein Veblen. Unfortunately the pioneering
work of these theorists proved abortive, as their colleagues were unwilling or unable to
abandon the Ricardian inages on which their science was based.

THE AMERICAN SCHOOL OF ACCOUNTING THEORY

Much the same sequence of events can be identified in other countries. The situation in
the United Kingdom, where the industrial revolution and the corporate income tax
originated, can be contrasted with that in the United States, where government regulation
played a unique role. The Anglo-American jurisdictions can be contrasted with those
jurisdictions which forced financial accounting to conform to tax accounting.
Nevertheless, it is noteworthy that the response of accountants in different parts of the
world to similar situations was highly comparable. By the beginning of the twentieth
century the form and content of financial statements did not differ to any considerable
extent throughout the Western world.

From 1930 on, however, special factors have caused the U.S. to act as a trail-blazer in
the development of accounting theory. There is a distinct “American School of
Accounting Theory.” The characteristics of this school are 1) the involvement of a
relatively large number of academics and practitioners in defining, researching, and
debating accounting issues; 2) the existence of institutions which publicize and focus
attention on the views of accounting theorists, e.g. the AICPA and the AAA ; 3) the
general acceptance of the neo-classical economic theory of investment, as adapted by
scholars in corporation finance ; and 4) an experiment approach to accounting aimed at
producing a framework which will justify and explain a more significant social role for
the accountant than he has appeared to play in the past.

Because of the absence of a legal framework to which accounting questions could be
referred, early American textbook writers displayed a tendency to look for reasons
behind their expositions of accounting practices. The prevalence of the proprietary
theory approach impelled Beker to attribute its origins to these writers, although we
now know this theory to have originated in Europe.

The first author to identify himself clearly as an accounting theorist was Paton, whose
seminal work was originally published as a doctoral dissertation in 1916. It was Paton
who emphasized the entity theory, which earlier American writers had used and Littleton
has identified in nineteenth century European publications. Paton pointed out in the
preface to his book that. “The conception of the business enterprise as in all cases a
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distinct entity or personality-an extension of the fiction of the corporate entity-is adopted,
although not without important qualifications ...”

A.C. Littleton was another accounting scholar of this period whose works took an
explicitly theoretical form and whose ideas contributed significantly to modern accounting
thought. Both Paton and Littleton made a number of important contributions to the
literature between 1925 and the latter’s death in 1974 ; Dr. Paton is still at work in this
field. The two combined forces to produce an influential monograph widely regarded
as an accounting classic.

The principal features of Littleton’s contribution to accounting theory have been
summarized as :

(1) The inductive approach to the development of accounting knowledge.

(2) The historical method of relating accounting practice to its social and economic
development.

(3) The development of the idea of general purpose financial statements which
permitted the initial development of an organized structure of accounting thought.

(4) The view of accounting theory construction as explanations of varying levels of
validity of relations among concepts.

(5) The comprehensive view of accounting as one common interrelated body of
knowledge to be studied and examined as a single discipline.

Littleton is now viewed as a figure of the past; current accounting scholarship adopts
contrary assumptions on virtually every point. Nevertheless, his definitions and
interpretations have not yet been demonstrated false in practice, and for that reason
are still part of accounting theory.

During this period a number of other accounting writers occupied themselves with
theoretical questions. Some, such as G. O. May, Maurice E. Peloubet, Wilmer L. Green,
Thomas Henry Sanders, and Perry Mason, concentrated on explaining current financial
accounting practices and their origins. S. Paul Garner performed a similar service for
cost accounting. D R Scott attempted to reconcile accounting with statistical method ;
Johan B. Canning with the economic theories of Irving Fisher. Henry W. Sweeney
investigated the problems of accounting in a time of changing price-levels. Robert H.
Montgomery attempted to develop a theory of auditing, Stephen Gilman to produce
agreed definitions of accounting terms and a common concept of income.

Since 1950 the number and quality of contributions to accounting theory have increased
rapidly as the subject of accounting has been firmly placed in the mainstream of
academic life in American universities. In part this has been a function of an increase
in the number of Ph.D.s in accounting, since the Ph.D. is generally regarded as a
research degree and carries the moral obligation to continue to explore and publish
after the completion of the doctoral dissertation. But many practitioners and accounting
teachers who did not acquire this degree have also contributed richly to the expanding
body of accountancy knowledge. It is impossible to provide a complete list in a book of
this kind, but reference will be made to the work of many individuals at appropriate
places. In any case, it is clear that the world has never seen a comparable concentration
of talents on the problems of accounting as that in the United States during the past
seventy years.
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Much of this work was made possible by institutional arrangements which were ahead
of the rest of the world by many decades. Public accountants established foundations
which awarded funds for research and publication : Sanders, Hatfield, and Moore, for
example, were commissioned by the Haskins and Sells Foundation. The American
Institute of Accountants, and its successor body, the American Institute of Certified
Public Accountants, sponsored research often ignored by their committees responsible
for promulgating accounting principles, and provided a forum for ideas in an official
publication. The Journal of Accountancy. The American Accounting Association’s
quarterly publication The Accounting Review, founded in 1925, quickly became the
leading vehicle for exposing new ideas and discussing theoretical problems. The AAA
created a committee structure for scholars with similar research interests, who were
encouraged to work together and publish jointly-authored papers. The AAA also
established its monograph series, permitting outstanding scholars to publish work of
high quality which would be unlikely to attract the support of a commercial publishing
house. Similar support to that provided by the AICPA and the AAA was available to
scholars interested in cost and management accounting from the National Association
of Cost Accountants (now the National Association of Accountants) and through its
journal the NACA Bulletin, (now called Management Accounting ). In recent years
these institutional arrangements have increased, and many other sources of support are
now offered to accounting theorists in the United States.

THE ACCEPTANCE OF NEO-CLASSICAL
ECONOMIC THEORY

At the beginning of the period under discussion the primary influence on accounting
theory was legal in nature. The modern profession of accountancy owes its origins to
the law and has never forgotten the fact-to the bankruptcy and company laws of
nineteenth century England and to the taxation and regulatory laws of twentieth century
United States. The search for accounting principles was invariably referred to a
framework analogous to that of the law; writers contrasted the conventional principles
of law and accounting with the immutable principles of the sciences.

Beginning with Canning in 1929, however, we find an increasingly explicit effort to
establish accounting as a science in the mold of economics. Canning was a disciple of
Irving Fisher, whose important work on income and capital theory will be discussed in
later on, and attempted to translate Fisher’s ideas into a form useful to accountants.
Fisher and Canning taught at Californian universities, and we can identify a “California
School” of accounting theorists formed by their views. Maurice Moonitz is the current
leader of the California School.

Paton was also exposed to the models of economic theory and taught economics as a
young man at the University of Michigan, but he attempted to distinguish accounting
from economics rather than to integrate accounting into a framework of economics
theory. The second generation of accounting theorists appears to have been more ready
to espouse this integration, and from about 1936 until the present day the acceptance of
economic theory in its neo-classical form, the form in which it is usually taught in
American universities, has become more general. This is not to denigrate Fisherian and
Keynesian economics, which have been skillfully interwoven into the neo-classical fabric
during the past forty years.
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The acceptance of economic theory has had several effects on the development of
accounting theory. In the first place, the rigor which characterizes the formulation of
economic propositions and the construction of economic models and their use to derive
theorems and to deduce principles and rules has been widely accepted as a desirable
standard for parallel work in accounting theory. The almost theological tone of previous
generational of accounting writers has been replaced by the voice of reason. Secondly,
many definitions and concepts used by economists have been taken over by accountants
(‘as earlier economists adopted accounting terms and ideas ), which has opened up
fruitful lines of inquiry and permitted the formulation of new research problems. Examples
of this are accountants uses of such economic concepts as marginal cost, sunk cost,
present value and uncertainty. Indeed, accounting has at times appeared to be a branch
of economics, or vice versa.

Thirdly, and in particular, the development of a theory of corporate finance based on the
investment theory of economics has presented accounting theorists with a challenge
and an opportunity. It is clear that finance and accounting are inextricably interwoven,
and we have pointed out the similarity between the basic equations of the two disciplines.
To produce a theory of accounting compatible with the theory of finance would appear
to be a useful goal. We shall demonstrate later how this objective underlies APB
Statement No. 4, the most comprehensive statement of accounting theory to come
from the accountancy profession.

METHODOLOGY OF ACCOUNTING THEORY
FORMULATION

The view that accounting theory should consist of principles “relatively few in number”
was accepted by the AIA’s Joint Committee with the New York Stock Exchange. We
may infer that economics provided the inspiration, where the law of demand is deduced
from the postulate of utility maximization and the law of supply from the postulates of
the production function and profit maximization.

This view contrasts sharply with the inductive approach favored by Littleton. Littleton
saw the derivation of accounting principles from the observation of good accounting
practices; good business practices were accompanied by good accounting practices.
Although the formal structure of postulates, principles, and rules did not appear explicitly
in this process, the Littleton-Chambers debate suggests that a set of normative postulates
underlie Littleton’s reasoning; to him, accounting was what accountants should do.

Paton, on the other hand, summarized the postulates on which his theory was based.
(1) The separate existence of the business entity from its owners or managers

(2) The going concern assumption of continuity as the normal case

(3) The balance sheet equation, Assets=Equities

(4) The exhaustive nature of financial condition, in which every significant fact is
expressed in dollars

(5) The stability of the measuring unit (dollars)

(6) The equivalence of cost and value on original entry

(7) The transitivity of cost, which “passes over and attaches’

(8) The accrual of costs, their expiry over time and attachability to production

A more formal approach is the taken by Mattessich, who starts with a definition:
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Accounting is [ a discipline concerned with ] the quantitative description and projection
of [the] income [circulation] and [of] wealth [aggregates] by [means of] a method
based on the following set of assumptions...

There are eighteen assumptions, specifically :

(1) Monetary valuation

(2) Time

(3) Structure (accounting as a closed system)

(4) Duality (double-entry)

(5) Aggregation (algebraic operation)

(6) Economic objects (scarce resources)

(7) Inequity of monetary claims (stability of the measuring unit)

(8) Economic agents (human actors)

(9) Entities (social institutions)

(10) Economic transactions (movements of values)

(11) Valuation (operational rules for measuring movements of values)
(12) Realization (operational rules for measuring income)

(13) Classification (operational rules for analyzing movements of values)
(14) Datainput (operating rules for bookkeeping)

(15) Duration (operating rules for relating entities to time)

(16) Extension (operating rules for consolidating entity accounts)

(17) Materiality (operating rules for identifying data)

(18) Allocation (operating rules for imputing values to parts of entities)

In spite of the elements of overlap, this most precise statement of assumptions which
has been presented as such by an accounting theorist and from which explanations of
accounting practices have been derived. Nevertheless, it could be viewed as incomplete,
because it does not contain any reference to user needs (behavioral assumptions
concerning the actor) and because it omits other postulates which appear to have general
acceptance, particularly relevance, consistency, continuity, and objectivity.

Another approach to methodology is that taken by Sterling. Sterling adopts expressly
and by reference economic theories of income, price theory, information and
communication theory, and measurement theory. Because of the contradictions inherent
in any theoretical framework it would have been preferable for Sterling to specify more
closely which definitions, assumptions, and models were used in the construction of his
theory, particularly because Sterling’s theory is normative in nature.

A P B Statement No. 4, “Basic Concepts and Accounting Principles Underlying Financial
Statements of Business Enterprises” lies somewhere between these two extremes,
including as it does both specific postulates and the adoption of general frames of
reference as integral parts of the exposition.
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APB STATEMENT NO. 4

Whereas the need for a formal structure of accounting theory has been apparent to
academics since the 1920s, it was not until 1958 that the American accountancy profession
was ready to accept such an objective. The then president of the AICPA called for the
Institute to provide an adequate research organization continuously to reexamine basic
accounting assumptions and to develop authoritative statements. In the event, the APB
did not live up to these expectations, and the first attempts to state postulates and
principles were rejected by the APB. In spite of the return to a piecemeal approach to
pronouncing on accounting principles, the search for broad fundamentals went on and
resulted in the publication in 1970 of A P B Statement No. 4. The aims of the Statement
were both educational and developmental ; the latter intended to provide a basis for
guiding the future development of financial accounting. But the two aims were essentially
distinct. The developmental part contained general propositions about the environment,
objectives, and basic features of financial accounting. The educational part contained a
description of the then generally accepted accounting practices. The contradiction
between these two approaches was nowhere acknowledged ; it was avoided by
eliminating deduction and relying entirely on induction.

The part on generally accepted accounting principles divided them into three classes:

(1) Pervasive principles which underlie other principles (but are restricted by modifying
conventions)

(2) Broad operating principles, of recording, measuring, and communicating
(3) Detailed principles of practical application

Classes 2 and 3 will be discussed in subsequent chapters on measurement and disclosure
and when the individual financial statements are examined in detail. Here we shall
analyze the developmental part of the statement and the pervasive principles, to
demonstrate the relevance of economic theory to the former and its irrelevance to the
latter.

We have examined the new definition of accounting put forward by the Statement.
While it does not help identify the kind of problems with which accounting is concerned,
it nevertheless puts accountants firmly in their places, as the servants of those who
make economic decisions. The many planning roles of the professional accountant in
modern society are not recognized by this definition. Financial accounting is viewed as
the production of “a continual history quantified in money terms.”

The Statement treats financial accounting as a continuous history of economic resources
and obligations and of economic activities that change those resources and obligations.
While the word “economic” is frequently used in a layman’s sense as a synonym for
business, subsequent evidence indicates that this is not the case here, and that “economic”
is a reference to the subject-matter of economic theory. That these two concepts are
different will be explained more fully later on ; suffice at this point to mention that
economic theory abstracts from the institutional framework; there are no businesses in
economic theory, only entrepreneurs.

The following environmental postulates are then introduced :

(1) Financial accounting information is used by a variety of users for diverse purposes.
(The Statement expressly refrains from distinguishing information from data).
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(2) Thereis a presumption that a significant number of users need similar information.

(3) Allsocieties engage in production, income distribution, exchange, consumption,
saving, and investment.

(4) In the United States most productive activity is by investor-owned business
enterprises of a complex kind. This complexity is a function of :

(a) Continuity of economic activity (underlying the need for allocation)
(b) Jointness of products (underlying the need for arbitrary assumptions)

(5) Modern economies function within a stabilizing framework of law, custom, and
tradition affecting corporate existence and contractual rights and obligations.

The Statement provides the following definitions :

(1)  Economic resources - Scarce means, consisting of productive resources (owned
and leased), products, money, claims to money, and ownership interests in other
enterprises.

(2) Economic obligations - Present responsibilities to transfer economic resources
to other entities in the future.

(3) Residual interests - Economic resources minus economic obligations.

(4) Economic events - Acquisition and disposal of resources, incurrence and discharge
of obligations, and changes in the utility or prices of resources held. These are
classified into external and internal events; the former include exchanges and
nonreciprocal transfers, and the latter, production and casualties. Although the
classification is intended to be complete and to avoid overlapping, it will be observed
that there is no place for waste (economic theory likewise abstracts from waste),
and casualty losses could as readily be classified as external events.

(5) Cost-Economic cost is the sacrifice incurred in economic activities.

What these assumptions and definitions appear to do is to transform certain propositions
used by economists into a form in which they can be related to other propositions used
by accountants. It is also interesting to observe the survival of the proprietary theory in
the form of the equation : residual interest equals economic resources minus economic
obligations, and in the proposition that “Net income or loss can result from each of the
types of events listed except transfers between an enterprise and its owners.” Net
income is not otherwise defined.

The Statement lists the basic features and basic elements of financial accounting, which
are shown on table 3.4. The similarity of the features to Paton’s and Mattessich’s
assumptions is apparent, as also the absence of a method whereby they can be combined
with objectives to produce financial statements.

TABLE 3.4 APB STATEMENT NO. 4

Basic Features of Basic Elements of
Financial Accounting Financial Accounting
(1) The accounting entity Assets
(2) The going concern Liabilities
(3) Measurement of economic Owners’ equity

resources and obligations Other Balance Sheet elements
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(4) Time periods (commitments, contingencies and
(5) Money measurement other financial matters)

(6) Accrual Revenue
(7) Exchange price as the “basis” for Expenses
financial accounting measurements Net income (net loss)
(8) Approximation (allocation)
(9) Judgment required

(10) General-purpose financial
information

(11) Fundamentally related financial
statements (double entry system)

(12) Substance over form

(13) Materiality + Objectives
= Economic elements recognized
and measured in the form of the

Basic Elements

PERVASIVE PRINCIPLES AND
MODIFYING CONVENTIONS

Since generally accepted accounting principles are found by inquiry and not deduced
from postulates, we would not expect them to lie snugly within the framework established
in the developmental part of the Statement. However, they are said themselves to form
a hierarchy, pervasive principles being “few in number and fundamental in nature.”
The Statement emphasized that “No attempt is made. . . to indicate specific relationships
between principles nor indeed between postulates, objectives, basic features and
elements, as these terms are used in the Statement. The pervasive principles “establish
the basis for implementing accrual accounting” and determine 1) the types of events to
be recognized, 2) the bases on which to measure the events, 3) the time periods with
which to identify the events, and 4) the common denomination of measurement. The
pervasive principles are six in number :

P-1. Initial recording of assets and liabilities “generally. . . on the basis of events in
which the enterprise acquires resources . . . or incurs obligations. . . the assets
and liabilities are measured by the exchange prices at which the transfers take
place.” (emphasis supplied) The events do not include own construction of assets.

P-2 Revenue recognition requires 1) that the earning process be complete and 2) that
an exchange has taken place. [Note : this is a new realization assumption and
does not correspond with current generally accepted accounting principles.]

P-3 Some costs are recognized as expenses on the basis of a presumed direct
association with specific revenue. (The matching principles)

P-4 1Inthe absence of a direct cause and effect measurement some costs are allocated
to periods using a systematic and rational relationship to benefits.

P-5 Some costs are expenses because no future benefits are likely, or allocation
between periods seems pointless.
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P-6 The U.S. dollar is the unit of measure in the United States. Changes in its general
purchasing power are not recorded in the basic financial statements. [This is an
example of a principle which is clearly incompatible with the economic theories
referred to in the developmental section, and the Statement refers to the use of
LIFO and asselerated depreciation in the USA as attempts to minimize the effects
of not recording changes in purchasing power.]

The modifying conventions have evolved to mitigate the unwanted effects of rigidly
applying these pervasive measurement principles. They are : conservatism
(understatement of net assets and net income preferred to overstatement); emphasis
on income (the income statement take precedence over the balance sheet); judgment
of the accounting profession may modify the principles, by approving measurements
which are in direct conflict with the fundamental, pervasive, accounting principles of
measurement.

LOOKING TO THE FUTURE

The Statement concluded by pointing to ways in which generally accepted accounting
principles might change, even the pervasive and broad operating principles, in response
to changes in economic and social conditions, technology and user demands. Orderly
change depended upon the consistency of proposed principles with the general tenor of
the Statement.

Suggestions for change included 1) eliminating differences in accounting practices not
justified by differences in circumstances, 2) making accounting principles more consistent
internally, 3) improving their effectiveness, and 4) reflecting more adequately the
economic activities represented. Specific proposals related to including commitments,
contracts, and leases in financial statements as assets and liabilities; developing unique
methods for charging costs, including depreciation, against revenue recording revenue
under the accretion method; substituting output values for input values; recognizing
price-level changes; and including budgets as part of the basic financial statements.

Other proposals concerned new financial statements; use of ratios in place of money
amounts; more effective visual communication by graphs and charts. The Statement
also pointed toward the development of international accounting standards, the world
equivalent of generally accepted accounting principles.
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Chapter 4
Accounting Postulates, Concepts and Principles

Knowledge of accounting requires enquiry not only into accounting methods and
principles but also the structure or framework of accounting theory from which the
accounting methods and principles are derived. Many accounting theorists and writers
have contributed in the development of structure of accounting theory, using either a
deductive approach or an inductive approach. Littleton has suggested a framework of
accounting theory whereby rules of action can be converted into accounting principles.
The basic objective in developing structure of accounting theory has been to codify the
accounting postulates and principles and to formulate a coherent accounting theory to
improve the quality of financial reporting.

POSTULATES, CONCEPTS, PRINCIPLES

Terms such as postulates, concepts, principles are widely used, but with no general
agreement as to their precise meaning. In order to avoid confusion, an attempt has
been made to define these terms.

Accounting postulates are self-evident statements which arc generally accepted because
of their conformity to the objective of financial statements. Accounting principles are
general decision rules, derived from both the objectives and the theoretical concepts of
accounting, which govern the development of accounting techniques. Accounting
techniques are specific rules derived from the accounting principles to account for
specific transactions and events faced by the accounting entity.

American Institute of Certified Public Accountants (U.S.A.) observes: “Postulates are
few in numbers and are the basic assumptions on which principles rest. They necessarily
are derived from the economic and political environment and from the modes of thought
and customs of all segments of the business community. The profession, however,
should make clear their understanding and interpretation of that they are, to provide a
meaningful foundation for the formulation of principals and the development of rules
for the application of principles in specific situations.

According to Hendriksen, “Postulates are basic assumptions or fundamental propositions
concerning the economic, political, and sociological environment in which accounting
must operate. The basic criteria are that (i) they must be relevant to the development of
accounting logic, that is, they must serve as a foundation for the logical derivation of
further propositions, and (2) they must be accepted as valid by the participants in the
discussion as either being true or providing a useful starting point as an assumption in
the development of accounting logic. It is not necessary that the postulates be true or
even realistic. For example, the assumption in economics of a perfectly competitive
society has never been true, but has provided useful insights into the working of the
economic system. On the other hand, an assumption of a monopolistic society leads to
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different conclusions that may also be useful in an evaluation of the economy. The
assumptions that provide the greatest degree of prediction may be more useful than
those that are most realistic.”

A principle is an explanation concisely framed in words to compress an important
relationship among accounting ideas into a few words. A principle may sometimes
seem rather over-compressed. This will be because it is concisely framed and its phrases
usually need collateral definition. But this fact does not detract from the usefulness of
formulated principles; it merely indicates a limitation that rests upon them. Principles
are concise explanations. There are many occasions where compact sentences help to
increase understanding; and there are times when a much more elaborate explanation
is necessary to convey an idea. If the meaning of a principle is obscure, either from
lack of collateral definitions or from failure of the reader to recognise the significance
of thus compressing an area of theory, a concise statement of principle may contribute
link to understanding. This only means that ideas are hard to express in words which
will surely reach into another mind, and that the other mind, to be receptive to a principle,
must have an adequate prior content of detailed, relevant subject smaller.

A concept may be incompletely defined as a mental pattern of related ideas which
grow into an integrated complex as more and more relevant instances become known.
For example, the concept of fixed asset depreciation as a charge which must be
recognised in the accounts even though doing so transforms a profit into a loss or a
surplus into a deficit) derives from an interwoven complex of ideas about wear, repairs,
betterments, replacements, interrelation between asset and expense, and periodic
matching of revenues and related costs.

Concepts are much more inclusive than principles or definitions. A mental picture of
the pattern that makes up a concept includes recognition of some aspects of what a
thing is not. A Principle can not express it. In relation to principles, accounting concepts
may be the point of origin of some principles. Infact the interchange between principles
and concepts may be such that it is somewhat misleading to think of the egg as being
antecedent to the chicken. The important thing is to be keenly aware that a two-way
relation exists. For some purpose it might be most revealing to break up a concept into
principles; for other uses, understanding may best be aided by finding a cement to band
a group of separable principles into a family group of principles i.e. into a concept.

Often, what is referred to as ‘postulates’ by some writers, are called as ‘concepts’ or
‘principles’ by other writers and vice versa. To give a few examples of such conflicting
opinions, the views of Belkaoui, Anthony and Reece, Wolk et al. and Financial Accounting
Standards Board (USA) have been given below:

ACCOUNTING POSTULATES
1. Entity Postulate
2. Going Concern Postulate
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3. Unit of Measure Postulate

4. Accounting Period Postulate
ACCOUNTING PRINCIPLES

1. Cost Principle
Revenue Principle
Matching Principle
Objectivity Principle
Consistency Principle
Full Disclosure Principle
Conservatism Principle
Materiality Principle
Uniformity and Comparability Principle

A e B T

Source: Ahmed Belkaoui, Accounting Theory, Harcourt Brace Jovanovich, Sandiego,
1985. Chapter 6.

ACCOUNTING CONCEPTS
1. Money Measurement 7. Conservatism
2 Entity 8. Realisation
3 Going Concern 0. Matching
4. Cost 10. Consistency
5 Dual-Aspect 11. Materiality
6. Accounting Period

Source: Roben N. Anthony and lames S. Reece, Accounting Principles. Richard D.
Irwin, 1991, p.22.

POSTULATES
1. Going Concern
2. TimePeriod
3. Accounting Entity
4. Monetary Unit
PRINCIPLES
Input-Oriented Principles
I.  General Underlying Rules of Operation
1.Recognition
2.Matching
I. Constraining Principles

1.Conservatism
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2.Disclosure
3.Materiality
4.0Objectivity (alsocalled Verifiability)
Output-Oriented Principles
I. Applicableto Users

1. Comparability

II. Applicability to Preparers
1. Consistency
2. Uniformity

Source: Harry 1. Wolk, lere R. Francis and Michael G. Teamey, Accounting Theory, A
Conceptual and institutional Approach, Ohio: South-Western Publishing Co., 1992, p.121.

FUNDAMENTAL CONCEPTS OF ACCOUNTING

A. Assumptions or Accounting B. Principles or Accounting
1. Separate-entity assumption. 1. Cost Principle.

2 Continuity assumption. 2. Revenue Principle.

3. Unit-of-measure assumption. 3. Matching Principle.

4 Time-period assumption. 4. Full-disclosure Principle.

Source: Financial Accounting Standards Board, USA, Statement of Financial
Accounting Concepts No. 6, Elements of Financial Statements. December 1985.

Note: Financial Accounting Standards Board (FASB) USA refers to assumptions and
principles of accounting as ‘concepts of accounting.’

Thus, it can be observed that finding a precise terminology has always been one of the
most difficult task in accounting. Further, the lack of agreement about their precise
meaning has affected, to some extent, the attempts made towards developing a theory
for financial accounting.

The purpose of this chapter is not to engage the readers on a debate of suitable
terminology but to explain something which are widely accepted as of greatest importance
and widest applicability, whether as postulates, concepts or principles. But before this,
an attempt has been made to define the terms postulates, concepts and principles.

Postulates

Accounting postulates are basic assumptions concerning the business environment They
are generally accepted as self-evident truths in accounting. Postulates are established
or general truths which do not require any evidence, to prove them. They are the
propositions taken for granted. As basic assumptions postulates cannot be overflew.
They serve as a basis for inference and a foundation for a theoretical structure that
consists of propositions derived from them. Postulates in accounting are few in numbers
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and stem from the economic and political environments as well as from the customs
and underlying viewpoints of the business community.

Balkaouil defines accounting postulates

“as self-evident statements or axioms, generally accepted by virtue of their conformity
to the objectives of financial statements, that portray the economic, political, sociological
and legal environment in which accounting must operate.”

American Institute of Certified Public Accountants (USA) observes:

“Postulates are few in numbers and are the basic assumptions on which principles rest.
They necessarily are derived from the economic and political environment and from
the modes of thought and customs of all segments of the business community. The
profession, however, should make clear their understanding and interpretation of what
they are, to provide a meaningful foundation for the formulation of principles and the
development of rules or other guides for the application of principles in specific situations.”

According to Hendriksen:

“Postulates are basic assumptions or fundamental propositions concerning the economic,
political, and sociological environment in which accounting must operate. The basic
criteria are that (/) they must be relevant to the development of accounting logic, that
is, they must serve as a foundation for the logical derivation of further propositions, and
(2) they must be accepted as valid by the participants in the discussion as either being
true or providing a useful starting point as an assumption in the development of accounting
logic. It is not necessary that the postulates be true or even realistic. For example, the
assumption in economics of a perfectly competitive society has never been true, but
has provided useful insights into the working of the economic system. On the other
hand, an assumption of a monopolistic society leads to different conclusions that may
also be useful in an evaluation of the economy. The assumptions that provide the greatest
degree of prediction may be more useful than those that are most realistic.”

Concepts

Accounting concepts are also self-evident statements or truths. Accounting concepts
are so basic that people accept them as valid without any questioning. Accounting
concepts provide the conceptual guidelines for application in the financial accounting
process, i.e., for recording, measurement, analysis and communication of information
about an organisation. These concepts provide help in resolving future accounting issues
on a permanent or a longer basis, rather than trying to deal with each issue on an ad-
hoc basis. The concepts are important because they (a) help explain the “why” of the
accounting (b) provide guidance when new accounting situations are encountered and
(c) significantly reduce the need to memorise accounting procedures when learning
about accounting.

Principle

Accounting principles are general decision rules derived from the accounting concepts.
According to AICPA (USA), principle means “a general law or rule adopted or professed
as a guide to action; a settled ground or basis of conduct or practice:’ Principles are
general approaches used in the recognition and measurement of accounting events.
Accounting principles are characterised as ‘how to apply’ concepts. Anthony and Reece
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Comment:

“Accounting principles are man-made. Unlike the principles of physics, chemistry and
other natural sciences, accounting principles were not deducted from basic axioms, nor
can they be verified by observation and experiment. Instead, they have evolved. This
evolutionary process is going on constantly; accounting principles are not eternal truths.”

A principle is an explanation concisely framed in words to compress an important
relationship among accounting ideas into a few words. Principles are concise
explanations. Accounting principles do not suggest exactly as to how each transaction
will be recorded. This is the reason that accounting practices differ from one enterprise
to another. The differences in accounting practices is also due to the fact that GAAP
(generally accepted accounting principles) provides flexibility about the recording and
reporting of business transactions.

According to Wolk et al., accounting principles can be divided into two main types:

i.  Input-oriented principles are broad rules that guide the accounting function. Input-
oriented principles can be divided into two general classifications: general underlying
rules of operation and constraining principles. As their names imply, the former
are general in nature while the latter are geared to certain specific types of
situations.

ii.  Output-oriented principles involve certain qualities or characteristics that financial
statements should possess if the input-oriented principles are appropriately
executed. Accounting principles influence the development of accounting
techniques which are specific rules to record specific transactions and events in
an organisation.

To explain the relationship among postulates, concepts and principles and accounting
techniques, the example of cost principle is taken. Cost concept or principle emphasises
historical cost which is based on going concern postulate and the going concern postulate
says that there is no point in revaluing assets to reflect current values since the business
is not going to sell its assets.

ACCOUNTING POSTULATES

1. Entity Postulates. The entity postulate assumes that the financial statements
and other accounting information are for the specific business enterprise which is
distinct from its owners. Attention in financial accounting is focused on the economic
activities of individual business enterprises. Consequently, the analysis of business
transactions involving costs and revenue is expressed in terms of the changes in
the firm’s financial conditions. Similarly, the assets and liabilities devoted to business
activities are entity assets and liabilities. This postulate defines the accountant’s
area of interest and limits the number of objects, events, and their attributes that
are to be included in financial statements. The transactions of the enterprise are
to be reported rather than the transaction of the enterprise’s owners. The postulate,
therefore, enables the accountant to distinguish between personal and business
transactions. The postulate applies to sole proprietorship, partnerships, companies,
and small and large enterprises. It may also apply to a segment of a firm, such as
division, or several firms, such as when interrelated firms are consolidated.
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One approach to the definition of the accounting entity is to determine the economic
unit that has control over resources, accepts responsibilities for making and carrying
out commitments, and conducts economic activity. This is the basic view of AICPA’s
Accounting Research Study No.l when it states that “economic activity is carried
on through specific units or entities.” Another approach to define an accounting
entity is in terms of the economic interests of various users rather than the economic
activities and administrative control of the unit. This approach is user-oriented
rather than firm-oriented. The interests of the users rather than the economic
activities of the firm define the boundaries of the accounting entity and the
information to be included in the financial statements. This view is held by the
American Accounting Association’s Concepts and Standards Research Committee
on the Business Entity Concept (1964) which states, “the boundaries of such an
economic entity are identlifiable (/) by determining the interested individual or
group, and (2) by determining the nature of that individual’s or that group’s interests.”

Both approaches may lead to the same conclusions, but the user approach may
lead to a selection of different information than the economic activity approach;
and it may extend the boundaries of the accounting entity to include all the potential
informational needs of users. For example, information generated by the possible
adoption of inflation accounting, human resource accounting, social responsibility
reporting, business forecasts reporting may be more easily included in the financial
reports under the user rather than the firm approach to the definition of an
accounting entity.

The assumption of a business entity somewhat apart and distinct from the actual
persons conducting its operations, is a conception which has been greatly deplored
by some writers and staunchly defended by others. The distinction between the
business entity and outside interests is a difficult one to make in practice in those
businesses in which there is a close relationship between the business and the
people who own it. In the case of small firms where the owners exert day-to-day
control over the affairs of the business and personal and business assets are
intermingled, the definition of the business activity is more difficult for financial as
well as managerial accounting purposes.

However, in the case of a company, the distinction is often quite easily made. A
company has a separate leged entity separate from persons who own it. One
possible reason for making distinction between the business entity and the outside
world is the fact that an important purpose of financial accounting is to provide
the basis for reporting on stewardship. Owners, creditors, banks and others entrust
funds to management and management is expected to use these funds effectively.
Financial accounting reports are one of the principal means to show how well this
responsibility, or stewardship, has been discharged. Also, one entity may be a part
of a larger entity. For example, a set of accounts may be prepared for different
major activities within a large organisation, and still another set of accounts may
be prepared for the organisation as a whole.

Going Concern Postulate. An accounting entity is viewed as continuing in
operation in the absence of evidence to the contrary. Because of the relative
permanence of enterprises, financial accounting is formulated assuming that the
business will continue to operate for an indefinitely long period in the future. Past
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experience indicates that continuation of operations is highly probable for most
enterprises although continuation can not be known with certainty. An enterprise
is not viewed as a going concern, if liquidation appears imminent.

The going concern postulate justifies the valuation of assets on a non-liquidation
basis and forms the basis for depreciation accounting. First, because neither current
values nor liquidation values are appropriate for asset valuation, the going concern
postulate calls for the use of historical cost for many valuations. Second, the fixed
assets and intangibles are amortised over their useful life rather than over a shorter
period in expectation of early liquidation.

The significance of going concern concept can be indicated by contrasting it with
a possible alternative, namely, that the business is about to be liquidated or sold.
Under the later assumption, accounting would attempt to measure at all times
what the business is currently worth to a buyer; but under the going concern
concept, there is no need to do this, and it is infact not done. Instead, a business is
viewed as a mechanism for creating value, and its success is measured by the
difference between the value of its outputs (i.e. sales of goods and service) and
the cost of resources used in creating those outputs.

The going concern assumption leads to the corollary that individual financial
statements are part of a continuous, interrelated series of statements. This further
implies that data communicated are tentative and that current statements should
disclose adjustments to past-year statements revealed by more recent developments.

Money Measurement Postulate. A unit of exchange and measurement is
necessary to account for the transactions of business enterprises in a uniform
manner. The common denominator chosen in accounting is the monetary unit.
Money is the common denominator in terms of which the exchangeability of goods
and services, including labour, natural resources, and capital, are measured. Money
measurement postulate holds that accounting is a measurement and communication
process of the activities of the firm that are measurable in monetary terms.
Obviously, financial statements should indicate the money used.

Money measurement postulate implies two limitations of accounting. First,
accounting is limited to the production of information expressed in terms of a
monetary unit; it does not record and communicate other relevant but non-monetary
information. Accounting does not record or communicate the state of chairman’s
health, the attitude of the employees, or the relative advantage of competitive
product so the fact that the sales manager is not on speaking terms with the
production manager. Accounting therefore does not give a complete account of
the happenings in a business or an accurate picture of the condition of the business.
Accounting information is perceived as essentially monetary and quantified, while
non-accounting information is non-monetary and non-quantified. Although
accounting is a discipline concerned with measurement and communication of
monetary activities, it has been expanding into areas previously viewed as qualitative
in nature. In fact, a number of empirical studies refer to the relevance of non-
accounting information compared with accounting information.

Secondly, the monetary unit postulate concerns the limitations of the monetary
unit itself as a unit of measure. The primary characteristics of the monetary unit-
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purchasing power, or the quantity of goods or services that money can acquire-is
of concern. Traditionally, accounting theory has dealt with this problem by stating
that the unit of measure postulate is also a “stable monetary postulate” in the
sense that the postulate assumes either that the purchasing power of the monetary
unit is stable over time or that the changes arc not significant. While still accepted
for current financial reporting, the stable monetary unit postulate is the object of
continuous and persistent criticisms.

Accounting Period Postulate. The financial accounting provides information
about will economic activities of an enterprise for specified time periods that are
shorter than the life of the enterprise. Normally the time periods are of equal
length to facilitate comparisons. The time period is identified in the financial
statements. The time periods are usually twelve months in length. Some’ companies
also issue quarterly or half yearly statements to shareholders. The are considered
to be interim, and essentially different from annual statements. For management
use, statements covering shorter periods such as a month or week may be prepared.

Dividing business activities into specific time periods creates a number of
measurement problems in financial accounting such as allocation of cost of an
asset to specific periods, determining income and costs associated with long term
contracts covering several accounting periods, treatment of research and
development costs etc. Accounting measurements must be resolved in the light of
particular circumstances. There is no easy, general solution. The accountant and
businessman rely upon their experience, knowledge, and judgement to come to
the appropriate answer.

Accounting Principles

Accounting principles are listed as follows:

L.

Cost Principle. The cost principle implies the acquisition cost, or historical cost,
which is recognised as the appropriate valuation basis for recognition of the
acquisition of all goods and services, expenses, costs, and equities. In other words,
anitem is valued at the exchange price at the date of acquisition and shown in the
financial statements at that value or an amortised portion of it. For accounting
purposes, business transactions are normally measured in terms of the actual
prices or costs at the time the transaction occurs. That is, financial accounting
measurements are primarily based on exchange prices at which economic
resources and obligations are exchanged. Thus, the amounts at which assets are
listed in the accounts of a firm do not indicate what the assets could be sold for.
However, some accountants argue that accounting would be more useful if
estimates of current and future values were substituted for historical costs under
certain conditions. The extent to which cost and value should be reflected in the
accounts is central to much of the current accounting controversy.

The historical cost concept implies that since the business is not going to sell its
assets as such there is little point in revaluing assets to reflect current values. In
addition, for practical reasons, the accountant prefers the reporting of actual costs
to market values which are difficult to verify. By using historical costs, the
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accountant’s already difficult task is not further complicated by the need to keep
additional records of changing market value. Thus, the cost concept provides
greater objectivity and greater feasibility to the financial statements.

Dual-Aspect Principle. This concept lies at the heart of the whole accounting
process. The Accountant records events affecting the wealth of a particular entity.
The question is-which aspect of this wealth are important? Since an accounting
entity is an artificial creation, it is essential to know to whom its resources belong
or what purpose they serve. It is also important to know what kind of resources it
controls e.g. cash, buildings or land. Recording systems have, therefore, developed
so0 as to show two main things: (a) the source of wealth and (b) the form it takes.

Suppose Mr. X decides to establish a business and transfers Rs. 5000 from his
private bank account to a separate business acc