CONCEPTUAL BASIS OF ACCOUNTING

Achievement Standard 90976 – External Exam: 3 Credits

For this topic there are a number of definitions and concepts that you need to be able to Recognise, Define and Apply.
Recognise = to be able to identify/state the concept/definition used or given in an example. For example: a Delivery van is an asset/Property, Plant and Equipment.

Define = is stating the definition – you must commit these to memory. For example: Assets are resources controlled by the entity as a result of a past event, from which future economic benefits are expected to flow to the entity.
Apply = using the example given in the answer. Always start you answer with the example given. For Example: A Delivery Van is an assets as it was purchased in the past (past transaction) that only the business (state business name) has the right to use it (present control) and it will be used to deliver goods to customers in order to earn an income.

Revising:

· On the following page are the topics/definitions/concepts that are covered in the standard. 
· The starting point is to understand these and committing them to memory. Use the notes contained here. Use extra reading to help clarify them. There is a reference to pages in the ‘Accounting Foundations for NCEA Level 1’ book. 
· The next stage is to practice answering questions

· There are revision questions from the Green NCEA Level 1 Revision Guide.
· Completing the last two or three exams on this topic and…marking them is also excellent revision.

	Content studied in Standard

	Content
	Revision Questions

(Pages 8 – 20) of NCEA Revision Quide

	The purpose of accounting 
	2(a)

	The purpose of financial statements
	2(d),5(b)-(c),6(c), 7(a)

	Users of accounting and/or financial statements
	1(a),2(b),6(b)

	Uses of accounting and/or financial statements
	

	Specialised areas of accounting (Financial Accounting, Auditing, Taxation Accounting, Cost Accounting, Management Accounting, Accounting Technician, Chartered Accountant)
	1(b),2(c),3,6(a)

	Features of the entities including(ownership, sources of finance, owner’s/members’ liabilities, advantages and/or disadvantages of the entities).
	4 (a)-(d),5(a),(d)-(f), 6(d)-(e),7(b)-(d)

	Assets
	8(c),9(c),10(d),13(c), 14(b),15(c)

	Liabilities
	13(d)

	Income – (use to be called revenue)
	8(b),9(e),10(b),14(d), 15(b)

	Expenses
	8(d),10(f),13(e),14(e), 15(e)

	Equity
	9(d),10(e),14(f)

	Capital and revenue expenditure
	8(e),9(b),11,13(b),14 (c)

	Depreciation and explanation of why property, plant and equipment are depreciated
	9(f),10(c),15(d)

	Classify financial elements in the financial statements.
	8(a), 9(a), 10(a), 12, 13(a), 14(a), 15(a)

	Accounting entity
	17(a),18(a),19(e), 20(e), 21(b),22(f)

	Monetary measurement
	16(e), 20(c),22(b)

	Going concern
	16(c),17(b),18(b), 19(a), 21(a), 22(a)

	Period reporting
	16(d),18(c),19(c),20(d), 21(d), 22(e)

	Accrual basis
	16(b),17(c)ii, 19(d), 20(b), 21(e), 22(c)

	Historical cost
	16(a),17(c)i,19(b), 20(a), 21(c),22(d)

	Accounting Equation/Analysing Transactions
	Page 25 – 32 Q6 to Q15 


The Key Points to Learn are:

THE CONCEPTUAL BASIS – SUMMARY (You need to know!!)

Purpose of Accounting 

To provide financial information for users that will be useful in decision making
Users of Accounting

· Business Owners – want to know if their business is profitable or if their investment in the business is worthwhile

· Banks and Lenders – can the business pay back their loans and do they have sufficient security if they are unable to repay

· Government/IRD – Calculate the GST and PAYE owed
Uses of Accounting

· To assist with financial decision making

· To assess the financial performance, position and cash flows of a business

· To determine future financial goals of the business
Specialised areas of Accounting

· Financial Accounting – preparation, analysis of financial statements to help business owners make informed decisions about their business

· Auditing – checking the accuracy of business accounting systems to ensure it provides information that can be relied on

· Tax Accountant – the provision of tax advice and the preparation of taxation returns (such as PAYE and GST returns)

· Cost Accountant – calculates the costs of production

· Management Accountant – provides information about particular activities in a business

· Chartered Accountant – independent, registered accountants who provide a range of services including financial advice, budgeting, preparing annual reports and taxation services

· Accounting Technicians – Qualified and skilled in areas such as transaction recording, account and financial statement preparation and preparation of GST/PAYE returns
Features of Entities

	Sole Proprietor
	Community Organisation 

	· One owner

· Provides own capital or borrows to start business

· Not a separate legal entity

· Advantages:

· Simple to form

· Make all decisions

· Keep all profits

· Choose hours of work

· Disadvantages:

· Unlimited liability – the owner is personal responsible (liable) for business debts

· Owner takes all risks

· Need to employ someone if owner wants to take a break and keep business running
	· Owners called members

· No profit a Net Surplus/Deficit is calculated

· (Owners) Members pay a subscription

· Can issue debentures to members if incorporated (a type of loan)

· No drawings allowed

· Advantages (incorporated):

· Club members have Limited liability (members are not personally liable for club debts)

· Can own property 

· Can borrow money

· Advantages (unincorporated):

· Simple to form

· No legal requirements

· Disadvantages (incorporated):

· Legal requirements (such as filing annual reports)

· Need 15 members

· Disadvantages (incorporated):

· Can’t own property

· Unlimited liability



	Note - In a community organisation:

· Members – belong to the club.

· Chairperson – runs the meetings and is the official spokesperson elected by the organisation.

· Treasurer – looks after the finances, including receipt and banking of money, making payments and preparing of financial records.

· Secretary – keeps minutes (notes) of meetings and looks after correspondence.

· Auditor – not usually a club member who checks the accounts of the organisation show a true and fair view of the financial results.

· Committee – elected members who undertake the daily running of the organisation.




Financial Statements 

	Name
	Purpose
	Limitations

	Income Statement
	· To measure profit for period

· Compare profit from one period/business to another
	· Depreciation expense is based on estimates

· Does not show quality of a good or service

	Statement of Accounting Policies
	· Shows rules followed in preparing financial statements
	· Not applicable

	Balance Sheet
	· Shows what assets and liabilities the business has at a point in time
· Shows financial position
	· Assets recorded at historical cost do not reflect market value if business is for sale

	Cash Budget
	· Sows where cash is expected  to come from and how it expected to be spent over a period
	· Will not necessarily be accurate as it is based on estimates


Financial Elements

Assets (define)
Assets are resources controlled by the entity as a result of a past event, from which future economic benefits are expected to flow to the entity.

Apply: A Delivery Vehicle is an asset for Pizza Hut because:

· The delivery vehicle was purchased in the past by pizza hut

· Pizza hut can use the vehicle to deliver pizzas (controlled by pizza hut)

· Pizza hut will benefit from the delivery vehicle by using it to deliver pizzas and earn an income (from cash) from it for the business in the future.

Liabilities (define)
Liabilities are the present obligation of the entity arising from past events, the settlement of which is expected to result in a future outflow from the entity of resources embodying economic benefits.

Apply: A bank loan is a liability for Pizza Hut because:

· The loan was taken out in the past

· Pizza hut is currently obliged to pay the loan back

· In the future pizza hut will use money from the asset bank in order to repay the loan

Owners Equity (Accumulated Fund for Community organisation)
Assets minus Liabilities (Equity is the residual interest in the assets of the entity after deducting all its liabilities).
Income (define)
Income is the increase in economic benefit in the form of inflows, or enhancements, of assets, or decreases in liabilities that result in increases in equity, other than contributions from the owner.
Apply: Cash sales for Pizza Hut are income because:

· The asset bank increases when the sales money is received

· Sales income for pizza hut increases net profit which increases equity

· The increase in equity is not a contribution from the owner 

Expenses (define)
Expenses are consumptions, or losses of service potential or future economic benefits, in the form of reductions of assets or increases in liabilities, other than those relating to distributions to the owner, that result in a decrease in equity.
Apply: Paying the electricity bill for Pizza Hut is an expense because:

· The bank asset decreases when the bill is paid

· The electricity bill decreases profit which decreases equity
· It is not a distribution to the owner
Accounting Concepts

Going Concern Assumption (define)
Financial reports are prepared on the assumption that the life of a business is expected to continue into the foreseeable future.

Apply: This means that assets and liabilities are reported in the balance sheet as Non- Current as they will be retained in the business beyond the current accounting period.
Accounting Entity (define)

The financial affairs of an entity must be kept separate and distinct from the financial affairs of the owner and other entities.

Apply: This means that personal expenses (e.g. paying for personal lunch from business cash) will be reported as drawings and not a business expense to keep the financial affairs of the owner and business separate.
Accrual Basis Assumption (define)

The effects of transactions and other events are recognised when they occur and are reported in the financial reports of the periods to which they relate.

Apply (Income Statement): The amount of the rent expenses prepaid relates to the following year and is reported in the rent expense in the income statement for the following year (subtracted from Rent in the current year) as it relates to the next year. 
Apply (Balance Sheet): Prepaid rent is reported as a Current Asset (Prepayment) in the balance sheet (as it has the right to the continue using the rented premises for the amount of time repaid). 

Reporting Period (define)

The business’s continuing life is divided into nominated time periods in order to measure financial performance and financial position on a regular/timely basis.

Apply: The life of ABC Value Vehicles is divided in to yearly periods and they prepare their Income Statement on 31 March in order to calculate profit on a regular basis.
Monetary Measurement (define)

All transactions are measured in dollar terms ($NZ in New Zealand).

Apply: The business delivery vehicle is recorded in $12,000 NZ dollars in the balance sheet.

Historical Cost (define)

Transactions and assets are recorded at their original cost to the business

Apply: The Delivery Vehicle has been recorded at it’s original purchase cost of $25,000.
Depreciation

Definition of Depreciation: Depreciation is the systematic allocation of the depreciable amount of an asset over its useful life.

Purpose of Depreciation: To allocate the cost, less residual value of Property, Plant and Equipment to expenses in the income statement in the periods the asset will be used by the business.

Capital and Revenue Expenditure

Capital Expenditure –Includes:
· Purchasing Property Plant and Equipment 

· Improvements to Property, Plant and Equipment that increase their usefulness or extends their useful life
· Any expenditure incurred in getting Property, Plant and Equipment into the place and condition where it can be used in business operations.

· It also includes repaying loans/mortgage.

Revenue Expenditure
Revenue Expenditure is incurred in the normal day to day operations of a business. It decreases owner’s equity.
ANALYSING TRANSACTIONS

You may have to describe or analyse transactions in terms of their effect on the accounting equation. Questions may be set out in slightly different ways:

Examples are given below for Lance Armstrong’s Bike Rentals:

1. Purchased new bikes for $10,000 cash

2. Charge House of Travel $10,000 for bike hire

3. Received an invoice from Stewarts Cycles for repairs to bike $500

4. Received $900 from Accounts Receivable in full settlement of $1,000 account

5. Paid interest on loan $100 and loan principal $800

6. Purchased new bikes on credit from Stewarts Cycles for $8,000, paying 25% deposit 

1. Income and expenses are shown separately from Capital, in which case any Income will increase the Income account and any expense will increase the expense account.

Income and Expenses shown separately

	
	Bank
	Accounts Receivable
	Rental Bikes
	Expenses
	=
	Accounts Payable
	Loan
	Capital
	Income

	1
	-10,000
	
	+10,000
	
	
	
	
	
	

	2
	
	+10,000
	
	
	
	
	
	
	+10,000

	3
	
	
	
	+500
	
	+500
	
	
	

	4
	+900
	-1,000
	
	+100
	
	
	
	
	

	5
	-900
	
	
	+100
	
	
	-800
	
	

	6
	-2,000
	
	+8,000
	
	
	+6,000
	
	
	


2. Income and expenses may not be shown separately, in which case any Income will increase Capital and expenses will decrease Capital.

Income and Expenses not shown

	
	Bank
	Accounts Receivable
	Rental Bikes
	=
	Accounts Payable
	Loan
	Capital

	1
	-10,000
	
	+10,000
	
	
	
	

	2
	
	+10,000
	
	
	
	
	+10,000

	3
	
	
	
	
	+500
	
	-500

	4
	+900
	-1,000
	
	
	
	
	-100

	5
	-900
	
	
	
	
	-800
	-100

	6
	-2,000
	
	+8,000
	
	+6,000
	
	


3. You may also be given the figures and have to explain it in words. Use specific examples and state the dollar amounts.

Other points to note:

· GST will be ignored in the transaction analysis or description.

· Always indicate + or – before the figure

· If the bank is on the credit side (right hand/Liability/Overdraft) then receiving money will be a – and paying money will be a +.
