CONTENTS

CHAPTER ONE

Basic Understanding of
Financial Accounting

Forms of Business ENtItIes .........cccueerereeirienieinienieineieeneieennne
Sole Proprietorships ........ccevevecirenieininieieeiccneieennne
Partnership .......cccceeviiiiniiiniiccccce

Corporate Entities
Cyclical Nature of Business
Operating Cycle of BUSINESS .........cccceceviiiiiiiiiniciiiiiiene
Economic Cycle of BUSINESS .......ccceuevrirueirinieiniiicinene
Financial Accounting

CONCEPL oottt

Features of Financial Accounting ..........cccceceevveviivinincnnne

Obijectives of Financial Accounting ...........ccccccevveviivinennn.

Nature of Financial Accounting .........cccccceveevvenicineniennnne.

Limitations of Financial Accounting ...........cccccceveveviniennnene.
BOOK-KEEPING ...vvenviiiiiniiiieeieeeeeccere et
Accounting .................

Accountancy
Scope Of ACCOUNTING .....oveurriiieiirieieineieertceeet et
Qualitative Features of Accounting Information ............ccceceeueeneee
Users of Accounting Information and their Needs .........................
Internal Users (Management) ........c.cceceeeeevenrecnenienenenene
External Users

Bases of Accounting ..........ccccccveiiiunnen.
Cash Basis of Accounting
Accrual Basis of ACCOuNting ........cccceecevevieiniiniiinieniicnne.

Accounting and other Disciplines ........c..ccccocceeeircieniecenincnencnne.

Theoretical QUESLIONS .....ccvvieieeiieeeciee e e

© 0N OO U U Ul W NN



CHAPTER TWO

Conceptual Framework of
Accounting

Generally Accepted Accounting Principles (GAAP)
Features ..........ccceeeeeni.

Basic Accounting Concepts
Business Entity Concept ......ccccevvvviiiiiiiiiniiiiiiiiciiees
Monetary Concept .......ccoeeeveviiiiiiiiniiiic
Going Concern Concept ........cccevviviiviiiiiiiiininiicccieene,
CoSt CONCEPL vttt
Duality CONCEPL ..c.vevereeeiieiiieieieneeeceeeceeresese e
Accounting Period CONCept .......cccccevevvuenieiriinieiniinieeenne
Realization CONCEPt .......ccccueviivuiniiiiiiiiiiicicccce
Accrual CONCEPL ...couveeeeuriiiiiiinieeeeeeeeeereree e
Matching Concept ........ccoevveiviiiiiiniiiiiicicecceee

Basic Accounting Conventions ...........cccccvvvvviiniiniiniinniinicnieneens
CoNServatiSm .......ccovvieiiiiieicccc
Consistency
Materiality ......ccooveivieniiiiiiiince
FUll DiSClOSUTe ........ccovviiiiiiiiiiiiic

Difference between Accounting Concepts and Accounting
CONVENLIONS ..oviiiiiiiicictcicec e

Accounting Standards ..........cocceceeeerienienieninenece e
Meaning
Nature ........

Significance of Accounting Standards ...........c.ccccviniiinnins
Nepal Accounting Standard (NAS) .........ccoevveininiiinenieninenieenene
International Accounting Standards (IAS) .........cccccceceviiiinininnne.
Nepal Financial Reporting Standard (NFRS) .......cccccecevveninenennenne.
International Financial Reporting Standards (IFRS) .........cccccceeenee
Classification of Accounting Standards ...........ccccceeeveevecinenienennene
Ethics in Accounting ..........cccoceeiiiiiiiiiinincnnnens
Theoretical Questions

CHAPTER THREE

Accounting Process

Accounting Events of BUSINESS ...........ccccoeiiiiiiiiiiiniiiiiicce
CONCEPLS oovviiiiiiiiiiiiiiicrc e
Types of Transactions ..........ccccevveivinieirinieininiecieieanes
Source Documents and their Role in Accounting ....

20
20
21
21
21
21
22
22
22
22
22
23
23
23
23
23
23

24
24
24
25
25
26
27
27
27
28
28
29
30

32
32
32
33



Cash MemO ......cccoiiiiiiiiiiii
Invoice or Credit Bill .......cc.cocceieiiiiiiiiiiiieee
Receipts .....ccocvvvvviinnen.

Deposit Slip
CheqUE ..o
Debit and Credit Notes ...
Bank Statement .........ccccceveviiiiiniiiiinic
Role of Source Documents in Accounting ............cceceeueeee.

Concept of Accounting Equation .............cccc.......

Computation of Accounting Equation

Effects of Transactions on Accounting Equation .............ccceceeueeee.
Rules of Debit and Credit ...........cccceeviiiiiiiinns
Rules Based on the Types of Account
Rules Based on the Accounting Equation ...........c.cccceveuueee.

Journal ENtri@s .....occeevveeeeevveeeiieeceeireeeeereee e
Concept
Meaning and Definitions of Journal ............ccccccoevininnne.

Types of Journal ....c..ccccevereeieienieicnnnn

Objectives of the Journal
Specimen or Ruling of the Journal .............ccccoiiiiiiiiins
Journalizing

Application of Rules of Journalising and Their Explanations
Analysis of Different Transactions and Journal Entries ...................
Commencement of BUSINESS ......cc.ceeeevvveeeiiiieeeeiieeeecneeen,
Drawing of Capital .......cc.cecerererieienieienineneneeeeeerenee
Purchase and Purchase Return ..........ccccoceeeevveevieeeciveesnneens
Sales and Sales Return .........cccceeeeevieieeiieeeeciiee e
Trade DISCOUNT ..veiieeevieeeeiiieeeeeee e e
Cash DISCOUNT ....ccvieeiieeiieeiieeieeeee e eeeeveeesreeevee e
Sales of Goods at Profit Or LOSS .....c.cccceeeeveeecieeenieeeieeennen.
Sales of Fixed Assets at Profit or LOSS .......ccccceeeuveeeeirieeennnns

Purchase and Sale of Other Assets, and Raising and
Discharging of Liabilities ...........c.ccceovviininiiiiniincnnne,

Expenses and INCOMES .......co.eeeeueeeenienieneneneneeeeeereeenes
Special Transactions
Bad Debt and Bad Debt Recovered
Goods Given as Charity or Distributed as Sample .............

Compound Transactions
Sub-division of JOUrNal .........coovvieiieiiiiieeiee e
Importance and Advantages of Subsidiary Books ...............
Limitations of Subsidiary Books

Types of Subsidiary BoOKS ..........ccccccveviiininininiciiiiene.

Meaning and Definitions of Ledger
Objectives of Ledger .........ccoeevviviiiiiniiniiiniiiiiiciicienns

Importance and Utility of ledger .........cccccoevevvniniininnnn

33
34
35
36
36
36
37
37
38
38
39
54
54
55
56
56
56
57
57
57
58
59
62
62
63
64
65
66
67
68
68

69
70
72
73
74
78
79
79
80
80
99
99
99



The Ledger Account and Its Format ................. 100

Format/Specimen/Ruling of a ledger account 100
Posting into Ledger ACCOUNtS .........ccccveivieiiuinniiiinieinne 102
Posting from Simple Journal Entries ..........cccccoeeeviiniennnene. 102
Posting of Compound Journal Entries ............cccecceiniennne. 103
Posting without Journal Entries ..........cccccceeeveninincneennne. 104
Balancing and Closing of Ledger Accounts ...........c.cccc..... 104
Significance of Ledger Account Balances 106
Trial Balance ........cccceviviniiiiiiicicicicnccccccees 108
Meaning and Definitions of Trial Balance 109
Objectives of Trial Balance ...........ccceeeveivieciiincninincnnnns 109
Importance of Trial Balance ..........cccoeceeivieciiiniccininicnennn 110
Methods of Preparation ............cccccviiiiniiniiiiiiinicnnns 110
Specimen of Trial Balance 110
Theoretical QUESLIONS ......ccvvviieiiieiieteee et 117
Practical problems ..., 118
CHAPTER FOUR
Accrual Basis of Accounting
Accrual versus Cash Basis of Accounting ........ccccccevevvvveviiinienenenn 133
Accrual Basis of ACCoOUNting .........cccccceieiiiieniiiinincniennne. 133
Cash Basis of Accounting 133
Adjusting ENtries ........ccooveiiiviiiiiniiiiiiceicceceeeee 138
CONCEPL oot 138
Characteristics of Adjusting Entries ............ccccccovenininennnn. 138
Types of Adjusting ENtries ........c..ccceevevveeveeveenienenencneennnne 139
Adjustment ENtries ........c.coecvviviiieinienininieinecceeeees 140
Provision for Taxation ..........ccceeeeeveruererineninenicreenenenenns 146
Preparation of Adjusted Trial Balance ...........c.cccccceeviviinininnnnnne. 151
Closing Entries 153
Concept 153
Importance of Closing Entries ...........cccccoeuiviniiinininnne. 154
Closing Process 154
Theoretical Questions 163
Practical Problems 164

CHAPTER FIVE
Accounting for Inventories and
Cost of Goods sold

Inventory

Concept



Nature of INVENtOry ........ccccveviiiiinininiiiiiciceiccecne 175

Cost Of INVENTOTY ....oveuiiiieiieiciciciceeeeeeeeeeeeee e 175
Cost of GOOds SOId .......ccueuiviiiiiiiiiiicicccceee e 176
Inventory Valuation under Periodic and Perpetual System ............. 177
Perpetual Inventory System .........cccocceveeeeeenienrenenencnene 177
Periodic Inventory System ........c.cccoveeiviiieniecienencnenene 178
Recording Inventory Acquisitions and Sales ....................... 179
Methods of Inventory Valuation in Periodic and Perpetual System 180
Inventory EStMation ..........cccceevveeiiiiiiiiiiinicce 184
Retail Inventory Method 184
Gross Profit Method .........c.cccoeveviiiinininiiiiccccee 184
Effect of Inventory Valuation on Cost of Good Sold ....................... 185
Inventory Errors ........cccoevieniens 185
Tax Benefit of Using LIFO 187
Analysing the Management of Inventory ......c..cc.cocceevecvevenenennenne. 187
Inventory (Stock) Turnover Ratio ........c.cccceevevveveniencnennenne 187
Days’ Sales in INventory ...........ccccooveviiiniiiiiiiiiniincncnens 188
Theoretical Questions 202
Practical Problems .........cccccccueviiiniiininiiiiiicceceee 203
CHAPTER SIX
Accounting for Cash and
Internal Control
Cash e 213
CONCEPL weovviiiiriiiicice 213
NALUFE oo 213
Internal Control and Principles of Internal Control Activities ......... 214
Cash Receipts and Disbursement Control ............ccccccceeinininnne 215
Pass BOOK ........cccccuiiuiiiiiiiiiiiiiiice 215
Cash BOOK ......ccevruivieiiiiieiiiniciceceeeeeeseee e 215
Concept of Bank Reconciliation Statement ...........ccceceeveiveniecnnne 225
Need and Importance of Bank Reconciliation Statement ... 226
Preparation of Bank Reconciliation Statement .............ccccceeeiinnine 232
Adjusting ENtries ........ccccceviiiiiiiiiiiiiince 244
Petty Cash Fund 244
Meaning 244
System of Petty Cash 245
Importance and Advantages ...........cocceveeveeienienienienicncnene 245

TYPES i 246



Effect of Cash in Balance Sheet 248
Internal Control Procedure ...........cccooevenenenieeeniencnencneeeeene 249
Theoretical QUESLIONS ......covvviieiiieeeieieee e 252
Practical Problems .........cc.cocooerieiinieneninneceeeccceeese e 253
CHAPTER SEVEN
Accounting for Receivables
RECEIVADIES ..ot 264
CONCEPL wevviiiiiiiiiiiicc 264
TYPES e 264
Identification of Accounts Receivable ..........c.ccccuveruennene 265
Recognition and Valuation of Accounts Receivable ........................ 266
Valuation of Accounts Receivable ................ 266
Methods of Accounting for Bad Debts 267
Aging of Accounts Receivable ..o, 272
Notes Receivables ..., 273
Determine Maturity Date ..........cccooevviiviiiiiniiiiiiiicnns 273
Computing INterest .........cocvevveeiiiiiiiinicicce 274
Recognition and Valuation of Notes of Notes Receivable .............. 274
Analyzing the Management of Accounts Receivable .... 275
Theoretical Questions 286
Practical Problems .........ccoceoiiriiiiiiiniinieniceccceeeececeee 286

CHAPTER EIGHT

Accounting for Current
Liabilities and Contingencies

Concept and Nature of Current Liabilities .........ccccccevvererinerceeneee 292
Types of Current Liabilities 292
Account Payable ............. 292
Tax Payable ..o 293
Accrued EXPENSE ........cccivieiiiiniiiiiieineceeeee 294
Unearned REVENUE .........ccceveviiiiiiiiiiiiiiciccciccenne 294
Current Maturity of Long Term Liabilities 295
Notes Payable .........cccccoiiiiiiiiiiiiiiiicce 296
Accounting Entries .......cccoceviiniiiiiniiniinie 296

Non-Interest Bearing Notes Payable ............ccccccevnuennenn. 297



Presentation of Notes Payable on the Balance Sheet ..................... 299

Contingent Liabilities ...........ccoceoiiiiiiiiiiiiiiiie 299
Product Warranty and Guarantees .............cceceeuecveenienieenennenennens 299
Analyzing Management of Current Liability ...........cccocooviiinnnnn. 301
Theoretical QUESTIONS .....cccvieeiieeiieeiieeeeeceeeeeesee e saeesae e 302
Practical Problems .........c.cocoooiiiiiiiiiiicccce 303
CHAPTER NINE

Accounting for Long-lived
Assets

LoNg-lived ASSELS .....c.ccveuiiiiiiiiiicirieccc e 308
CONCEPL ceoviiiiiiiiiiiiicii s 308
Features ... 308
TYPES e 308

Acquisition Cost of Tangible Assets ...........cccccvveveciriniciniiniennnnn. 309
Group Purchased of ASSELS ........cccecevveivuicieineiiiniciecnne 309
Capitalization of Interest .........ccccoevevererceeeenencnenenennene 310

Depreciation on Tangible Long-lived Assets ..........ccccccevenenennene. 311
Reasons of Depreciation ............ccccvveviiiiiieiieiieniencncnene 311
Need for Providing Depreciation w312
Straight line Method ..........ccocoviiiiiniiniiiiicece 312
Diminishing Balance Method ............ccccocciiiniininnnnnne. 315
Unit of Activity Method .........cccccevininininiicicncncee 317
Depreciation Fund Method/Sinking Fund Method ............. 317

Choice of Depreciation Method ...........cccccoviiiiiiiiniiiiiiiiiis 323

Disposal of Long-lived ASSELs ........c.ccceeueuiruiieineniiinieiicrieiecne 324

Impact of Depreciation on Profit Measurement ............c.ccccceeenee 324

Capital vs Revenue Expenditure ..........cccocevveeeeeeceenienienencnenene 325

Effects of Long-lived Assets in Balance Sheet ............cccccceeveinine 326

Analysing the Management of Long-lived Assets 327

Theoretical Questions 340

Practical Problems ..........cccccceviiiniiiininiiiiiiiccce 341

CHAPTER TEN

Accounting for Long Term

Liabilities

Long Term Liabilities 347

CONCEPL et 347



Debentures or BONAS ......ciiiiveeuevieiiecc et
Concept
Features

Types
Accounting Entries of Issuance of Bonds
Accounting Entries for Retirement of Bonds ..........cccccceeenenenncnne.
Balance Sheet Presentation of Bonds ...........ccceceeveiveniiincniecnnns
LEASE oot

TYPES oo
Acquisition of Capital Leases .........ccccvevveerecieinieininieieeieeenenn
Depreciation of Leased Asset ...
Amortization of Lease Obligation

Balance Sheet Presentation of Lease Obligation ............ccccccceeenie
Analyzing the Management of Long-term Debt ............ccccceueuennee.
Theoretical Questions

Practical Problems ...........coooveiiiiiieeieiie e

CHAPTER ELEVEN

Accounting for Shareholders’
Equity

Stockholder’s EQUILY ....c.ooueiiuirieiieieineicenieececeeeeee e
CONCEPL oot
Components of the Stockholders’ Equity
CommON SEOCK ....ccviiiiiiiiiiiiinicicice e
Additional Paid-In Capital ......c..cccocevecininieiininiiiniieennn
Retained Earnings: The Amount Not Paid as Dividends .....
Preferred Stock .......ccccviiiiiininiiiiiii
Accounting Entries for Issuance of Share
Accounting Entries for Treasury Stock ..o
Dividends ......cccoiviiiiiiiiiiii s
Cash Dividends .........cccceveviiiniiiiiiniiiiiiciccccciccne
SEOCK SPIILS e
Accounting Entries for Split ...........ccoceeiiiiiiiiininnie
Balance Sheet Presentation of Shareholders’ Equity ..........c..........

Analyzing the Management of Stockholders’ Equity

Theoretical Questions
Practical Problems ..........cooviiiiiiieiieiieeeeeeeeeeeee e



CHAPTER TWELVE

Basic Financial Statements

Financial Statement- Means of Communicating
Accounting INformation ...........ccceeeveinieciniinecinincineceeeeene

Concept ....

Purposes/Need .........ccooveievieiiiiininineceeeeeeeseee

Types ........

Relationship with Other Disciplines .........ccccceecvvvivieenene.

Features ....

Objectives

Limitations
Income Statement

Concept ....
Types ........

Objectives of Income Statement ..........cccccevevueieencnieennns
Components of Income Statements ............ccccceeueviiiinennne

Preparation of Inco

me Statement ..........ocveeeeiiiiiiiiieeeeeeeee e,

Statement of Retained Earnings ..........c.cccocevveeiviniiininincniencnnns

Concept ....

COMPONENTS ...oeeiiiiiiiiiiiiicicc

Preparation

of Statement of Retained Earning ....................

Statement of Financial Position (Balance Sheet) ........ccoceeeeeuveeenne.

Concept ....
Purpose/Need of Balance Sheet

Components of Balance Sheet .........c..ccccecveceevvencninincnnen.

Objectives of Balance Sheet

Preparation

of Balance Sheet

Statement of Changes in Owner’s EQUIty ......c.cccceceeviivienininenene

Concept ....
Components

Preparation

Theoretical Question
Practical Exercise ..

of Owner’s EQUItY .....ccoceviiiiiiiiiiiiicce,

CHAPTER THIRTEEN

Cash Flow Statement

Cash FIOW Statement .......c.eeeeeeveeeeeiveeeeireee e ceeree e e

Meaning ...
Objectives
Importance

448
448
448
448
449
450
450
450
451
451
451
452
452
455
458
458
458
458
459
459
459
460
462
463
466
466
466
467
478
478

489
489
489
490



Contents and Preparation of Cash Flow Statement ....................... 490

Preparation Cash Flow Statement using Trial Balance of a Year ..... 513

Theoretical QUESTIONS ......cccvieeeiieeiieeiieeeiee et et eaeeere e 532

Practical EXEICISE ....c.cceeereeniieniiiienienienitesit ettt 532

CHAPTER FOURTEEN

Value Added Statement

Meaning and Concept of Value Added Accounting .............ccc..... 549
Value Added Statement (VAS) .....cocceeiereeneeninnenienieneenne 550
Conceptual Issues in Value Added Statement (VAS) ........... 550

Applications of Value Added Statement ...........ccccccceeiviiiiinncnnnne. 555
CoSt REAUCHION .eeneiniiiiiieiicieieiee e 555
Performance Measurement ... 555
Measure of ProductiVity ..........cccceevevirieieciencncnenineenene 556
Resource Allocation ........c.cccceveverereneeeenicneneneneeeeeee 556
Financial Analysis ........... 557
Value Added Tax (VAT) 557
OhEr ...t 558

Theoretical Questions 568

Practical EXEICISE ....c.cceiereenuiiniiiieniententesie ettt 569

CHAPTER FIFTEEN

Analysis of Financial Statement

Meaning and Concept of Financial Statement Analysis .................. 574
Objectives of Financial Statement Analysis ...........cccccceevevinininnne 574
Methods /Techniques of Financial Statement Analysis 575
Importance of Financial Statement Analysis ..........ccccceeeciveniecnnne 575
Limitations of Financial Statement Analysis 576
Techniques of Financial Statements Analysis 577
Increase ( DECrease) ..........ocueveieiiiiiniiniiiiiciicieetete e 577
Ratio ANAlYSIS ....ooveuiiiiiiiiiiiciieicrecc e 579
Importance of Ratio Analysis 580
Uses of Ratio ANalysis .........cceceevierenininininiecieeencneeeeee 581
Standard of COmMParison ..........ccceceeveeirenieiiiniiinieiiineeeseene 581
Limitations of Ratio Analysis ... 581
Components of Financial Statements for Ratio Analysis ................ 582
Classification of Ratios 583

Market Value Ratios ............... 601
Theoretical Questions 609
PractiCal EXEICISE ...uvuveeeieeeiieeieieeeieeeeeeeeeiiee e e e eeeatree e e e e e eenaannees 610




