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CHAPTER ONE
((Fundamentals of Accounting))
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Consolidated financial statements include a complete set of statements prepared for the consolidated entity.
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Financial accounting serves as the basis for the preparation of both financial statements and income tax
return because financial statements are used by outsider such as creditors, stock holders and potential
investors, the information in these statements is presented in conformity with generally accepted accounting
principles.
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I) Financial accounting serves as the basis for the preparation of both financial statements and income tax return.
bl J=b
II) because financial statements are used by outsiders such as creditors, stockholders and potential investors,
bl Jab
III) the information in these statements is presented in conformity with generally accepted accounting principles.
bl Jab
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The term financial accounting refers to the preparation and interpretation of accounting information

bl Jas
describing the financial position and operating results of a business entity.
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"Accounting may be defined as the identifying, measuring, recording and communicating of financial
information."
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"Accounting is an information system that accumulates, processes and communicates information, primarily

financial in nature about a specific entity."

Ay Sy 4 bgrye g iylo Jlo (iudle Sl 4z o 50 a5 (Fledbl JUsil 5 (2510 5 55912,5 4 45 (Lol pitammmas K 51 Gl @5l (gl

0318y o0 il oo rSine (gl
3 il Sglite 5 Jbdl ey a5 ol Logases 0,5 il Lol s lgs oo | ;S Ge8 Jladl calos a5 Conl gouste Judl (sl alon gl 5

S Lanseis |y by Judl aigls a5 conl (ol cwlol Gy Jb o)l 58 ey Jledl Lol Jldl 5l e ale o Lo S



Syl aasd yb) 31 ol )5 59 4y iyl ol ye 3 @

S o il Lo 58 0y b ol ol a5 5 ol Ul o alar el it 5T ol o5 o b i sz 0 o8 olSin Y 455
Sl a1y JUl 2 el (1521 plas s 5 00> (i |y ol b el s bl ol o 5 ol sl Jol o0 5 Blae a2 50
slesn s shol Jod doz 5 s 5 (et Jib o 5 ol cvalio aloz (UL 53 9 oS oo o 5 Cansl ootal s 520y 857 (o3

Ao LS

" Balance sheet Presents the assets, liabilities and owners' equity of an enterprise at a specific date,
bl Jas

measured in conformity with geneally accepted accounting principles."
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" The major users of accounting are management, investors and creditors. " A Jlo &5
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Bookkeeping and Accounting

Accounting users

The major users and uses of accounting are: (a) management uses accounting information in planning,
controlling and evaluating business operations.(b) Investors (owners) decide whether to buy, hold or sell their
financial interests on the basis of accounting data.(c) Creditors (suppliers and bankers) evaluate the risks of
granting credit or lending money on the basis of accounting information. Other groups that use accounting

information are taxing authorities, regulatory agencies, customers, labor unions and economic planners.
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Accounting objectives

The primary objectives of accounting is to provide information that is useful for decision — making purposes.
From the very start, we emphasize that accounting is not an end, but rather it is a means to an end.
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Intangible assets
Intangible assets are assets owned by the business that have no physical substance, are noncurrent and are used in
business operations. Examples include trade marks and patents.
Among the most interesting intangible assets is good will. Good will is the present value of future earnings in
excess of a normal return on net identifiable assets.
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Amortization of intangible assets
An intangible asset with a finite life is amortized over its estimated useful life, usually with zero residual value

and using the straight — line method. These intangibles are tested for impairment using the standard two — step
impairment test.
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Classification of debts

Debt can be classified as either current or noncurrent. Debt is considered current if it will be paid within one year or
the current operating cycle, whichever period is longer. Theoritically, all debt should be recorded at its present
value. However, most current obligations arising in the normal course of business are not discounted. Some
obligations cannot be measured with certainty. These obligations are estimated and recorded at an approximate
amount.
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Contingent liability
If a contingent liability is probable and can be reasonably estimated, it should be recognized in the financial
statements. If a contingent liability is only possible, it should be disclosed in the financial statement notes.

Sl (Ao
ol - See Lpas Jloixt o0y G 8100 5 Slolis Jb slosjse jo il o4 3,590 p Jxias jgha Ailgty 9wl Joie Jloixl o0y S 51

20,8 Ledl Jbo g yguo ol ot slaccllosl o Wb



i Chapter TWO: Financial Accounting:
S ) ol 15 S ™
@ 24 M BB SR Ay Rt e Intermediate Level

Estimated liabilities

Estimated liabilities, such as an automobile manufacturer's responsibility to honor new car warranties, appear in
the financial statements at their estimated dollar amounts. Loss contingencies appear as liabilities only when it is
probable that a loss has been incurred and the amount can be reasonably estimated.
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Bond
Bonds come in various shapes and sizes. They are issued by government and corporations, they can be secured
or unsecured, term or serial, registered or coupon — to name a few of the variations. All bonds share one feature:
the borrowing of money now with some form of repayment in the future.
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Discount of bonds

When bonds are issued at a discount, the borrower must repay more than the amount originally borrowed. Thus

any discount in the issuance price represents additional cost in the overall borrowing transaction. The matching

principle requires that the borrower recognize this cost gradually over the life of the bond issue as interest
expense.
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( Corporations
s

Characteristics of corporation

The major characteristics of corporation are separate legal existence, limited liability of stockholders,
transferable ownership rights, ability to acquire capital, continuous life, corporation management,
government regulation and additional taxes.
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Preferred stock
Preferred stockholders usually cannot vote indirect or elections. Preferred stock dividends must be paid in full

before any common stock dividends can be paid. Preferred stock can be cumulative, participating, convertible,
callable, redeemable or some combination of these.



Salwlee aass b 5! il 515 9 44 i i oyl yeko 25 @

b plows
©ole ploaw O s lo 5l LS JolS jokay Wl jliow ploew Sgww il anils QLRSI | peltins 18 (gly @5 oy coi jliow oyl ylooloew Yw
23k enl 5l oS 5 b g w53 5k BB (o BB e85 Lhe 32 L oighh o Sl oo Slies plew 30,5 Sl
ol 0g,3 5L BB slie 4 5 Bl je L, callable g redeemable o Ls tagi <

Corporation income statement
The form and content of corporation income statements are similar to the statements of proprietorships and

partnerships with one exception: corporations must report income taxes or income tax expense in a separate

section before net income in the income statement.
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Stock dividend
A stock dividend is a distribution of additional shares to stockholders without receiving any cash in return. In
essence, a stock dividend results in company ownership being divided in to more pieces, with each stockholders

owning a proportionately increased number of shares.
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Effects of a stock dividend
Another type of dividend is paid out in shares of stock. This type of dividend is called a stock dividend . A stock
dividend is not a true dividend because it is not paid in cash. The effect of a stock dividend is to increase the
number of shares that each owner holds. Because there are more shares outstanding, each is simply worth less.
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Stock split
When the market price of a corporation's common stock appreciates in value significantly, it may become too
expensive for many investors. When this happens, the corporation may split its stock by increasing the number of
its common stock outstanding.
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Basic earnings per share

Basic EPS is computed by dividing income available to common shareholders by the weighted average number
of common shares outstanding. If a company splits its stock or declares a stock dividend, a retroactive recognition
of this change must be made in determining the weighted average number of shares outstanding. When
comparative financial statements are presented, the common shares outstanding for all periods shown must be

adjusted to reflect any stock dividend or stock split in the current period.
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Progress Check

R 1- Sometimes, accounting estimates have to be revised to reflect new financial information. In such cases,
......... . (A?alﬂ)
1) the cumulative effect of these changes is not recorded
2) prior statements are revised

3) Correction entries involving retained earnings are made
4) The change affects both the past and the future

& 2- If 100,000 shares of common stock, having a par value of one dollar per share, were sold for a price of

10 dollars per share, what figure would the paid — in surplus show? (A#sl5D)
1) 1,000,000 dollars 2) 100,000 dollars 3) 1,100,000 dollars 4) 900,000 dollars

TR 3- If the stock is issued at a price above par the account ......... . AFsl3D)
1) premium on common stock will be debited 2) discount on common stock will be credited
3) paid — in capital in excess of par will be credited 4) capital stock will be credited

& 4- Cumulative preferred stock is entitled to ......... . (APsl5h

1) cash dividends only if they are earned

2) cash dividends whether or not the company earns them

3) a stated rate of dividends and also profit share available to common stock

4) Receive dividends even when the company does not have sufficient current earnings.

TR 5- In preparing the annual financial statements for the company ......... . (APsl5T)

1) The branches should be regarded as separate accounting entities

2) The home office and branches should be considered affiliated companies
3) The sales agencies should be assumed separate legal entities

4) The home office and branches should be considered

R.6- The three types of accounting changes are change in accounting principle, change in accounting

estimate and ......... . A&y
1) correction of prior period errors 2) change in depreciation method
3) change in reporting entity 4) correction of inventory method

?.7- The method of recording the uncollectible accounts expense at the time of actual customer

uncollectibility is known as ......... method. Y
1) the credit sales 2) the receivable analysis  3) the allowance 4) the direct — write — off

2 8- If a company wishes to Keep its taxes to a minimum, it should select ......... method. (APsl5h
1) the process 2) the FIFO 3) the weighted average 4) the LIFO

R.9- The inventory valuation method which is based upon the determination of unit price by dividing the

total cost of goods available for sale by the total number of available units is known as ......... method. (sl
1) the weighted average 2) the FIFO
3) the LIFO 4) the specific identification

T2 10- A dividend charged to and hence deemed to be paid from paid — in capital. (AVsl3D
1) capital expenditure 2) capital gain 3) capital dividend 4) capital asset

2 11- Assuming that two bonds are similar except for their maturities, which is the sensitivity of the price

movements of the shorter — term bond to a given change in the market interest rate relative to the
longer - term bond? (AVSl3D

1) more sensitive

2) less sensitive

3) equally sensitive

4) more information is needed to determine relative sensitivity
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Control
Consolidation of financial information is required for external reporting purposes when one organization gains
control of another, thus forming a single economic entity. In many combinations, all but one of the companies is
dissolved as a separate legal corporation. Therefore, the consolidation process is carried out fully at the date of
acquisition to bring together all accounts into a single set of financial records. In other combinations, the
companies retain their identities as separate enterprises and continue to maintain their own separate accounting
systems. For these cases, consolidation is a periodic process necessary whenever the parent produces external
financial statements. This periodic procedure is frequently accomplished through the use of a worksheet and

consolidation entities.
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Consolidation process
Companies must reconcile the total of all segments’ revenues, profit or loss, and assets to the consolidated totals.
The major reconciliation adjustments relate to intercompany revenues, profit or loss and assets eliminated in
consolidation; revenues, profit or loss and assets that have not been allocated to individual operating segments; and
differences in accounting methods used by segments and in preparing consolidated financial statements.
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Purchase method
When a purchase combination is created, the subsidary’s assets and liabilities sometimes have a tax basis that
differs from their assigned values. In such cases, the company must recognize a deferred tax asset or liability at
the time of acquisition to reflect the tax impact of these differences.
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Consolidated goodwill
Consolidated goodwill is allocated across the controlling and noncontrolling interest based on the excess of their
respective acquisition — date fair values less their percentage share of the identifiable subsidary net asset fair value.

The goodwill allocation, therefore, does not necessarily correspond proportionately to the ownership interest of
the parent and the noncontrolling interest.
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Reciprocal balances
For a consolidation in any subsequent period, all reciprocal balances must be eliminated. Thus, the subsidary’s equity
account, the parent’s investment balance and intercompany income dividends and liabilities are removed. In
addition, the remaining unamortized portions of the fair value allocations are recognized along with excess
amortization expenses for the period. If the equity method has not been applied, the parent’s beginning retained
earnings account also must be adjusted for any previous income or excess amortizations that have not yet been
recorded.
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Intercompany transactions
The term intercompany transactions refers to transactions between affiliated companies. These transactions may

include for example, the sale of merchandise, the leasing of property, and the making of loans. When the affiliated
companies are viewed separately, these transactions may create assets and liabilities for the individual companies.
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Transfers of assets between members of business combination
Inventory is not the only asset that can be sold between the members of a business combination. For example,
transfers of land sometimes occur. Again, if the price exceeds original cost, the buyer’s records state the asset at
an inflated value while the seller recognizes an unrealized gain. As with inventory, the consolidation process
must return the asset’s recorded balance to cost while deferring the gain. Repetition of this procedure is necessary
in every consolidation for as long as the land remains within the business combination.
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Consolidated cash flow statement
Every business combination must prepare a statement of cash flows. This statement is not created by consolidating
the individual cash flows of the separate companies. Instead, both a consolidated income statement and balance
sheet are produced and the cash flows statement is developed from these figures. Dividends paid to the

noncontrolling interest must be listed as a financing activity.
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‘ Accounting for leases
.

Lease V.S purchase
The three primary advantages to a lessee of leasing over purchasing are that a lease often involves no down
payment, leasing avoids the risks of ownership, and leasing gives the lessee flexibility to change assets when

technology or preferences change.
e )b‘ G )‘s\)lﬂa’ ’

w5 gl 0 el
)‘ s.;L.u.}‘ 4o oo o)L?‘ Cnnsd J.alf wa ‘A)Lu.wo ul.c‘ O)l?‘ g_i.\ aS el U"l ;h)> A S o)L?l )‘ (0\.\.;.;5 O)l?') )>LMMA g_i.l 6‘)‘ =LJ5‘ )lMJQ‘ A
i 0 35 i Al 5L g Bl i (69l B a5 plan ol )l s 50 6 Aullanil 2l o)l g 098 o0 CuSIlo Goh S

Operating lease

An operating lease is accounted for as a rental, with the lease payment amount being recognized as rent expense.
With a capital lease an asset and a liability recognized on the lease signing date. The asset is subsequently
amortized over the lease term or if the ownership transfer or bargain purchase option criteria are met, over the
economic life of the asset.
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Capital lease
Some lease contract are intended to provide financing to the lessee for the eventual purchase of the property or
provide the lessee with use of the property over most of its useful life. These lease contracts are called capital
leases or financing leases.
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‘ Other topics of advanced accounting
R

Long — term contracts

With long — term service contracts, revenue can be recognized prior to completion based on the degree to which the
contract is completed. Estimates of completion are made based on the percentage of identical acts completed or
the relative sales value of the acts completed. The amount of revenue to be recognized is computed by

multiplying this ratio by the contract price.
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Translation methods
Translation methods differ on the basis of which accounts are translated at the current exchange rate and which

are translated at historical rates. Accounts translated at the current exchange rate are exposed to translation
adjustment. Different translation methods give rise to different concepts of balance sheet exposure and translation
adjustments of differing signs and magnitude.
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((Auditing))
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( Auditing Process
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Responsibility of Auditor

The responsibility for the preparation of the financial statements and the presentation of the information
included there in rests with the management of the company. The auditor’s responsibility under the companies

Act is to make a report to the members of the company on the books of account and financial statements.

w2l w97 2 )
o rlwe Sl gl
LB s L8 o o ple eyt el S5 15 S s oigs 2 1 She o S0 o SEAB] 1) 5 o oS50 a5 Codfnns
el b glac 50 5 lus GBS ogas 5 oS 5 slacl 4 s l5F )

Internal Control
Internal control implies the whole system of control employed by the management in order to carry on the business

of the enterprise in an orderly and efficient way by having an automatic check and balance overall the
transactions. It includes internal check, internal audit and other devices of control.
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Internal Audit
Internal audit as the term implies is an audit conducted within the organization by an internal auditor appointed by
the management of an enterprise. Normally, all large business organizations often set up an internal audit

department to exercise an independent appraisal function within the organization.
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Final Audit
A final audit is one where the auditor undertakes the audit work only at the end of the financial year. In such a

case, the audit work commences after all the accounts are closed and balance sheet and trading and profit & loss

accounts are prepared. The auditor visits his client only once a year and completes the entire work in one session.
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Management Audit
Management audit refers to critical and analytical examination of the performance of different managerial
functions in an organization. It involves a critical review of all aspects of the process of management. It analyses
the effectiveness of policies, procedures and operations of an enterprise. Management audit, in fact, is an
appraisal of both policies and actions.
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Auditors Task
The auditor should examine the accounting system followed by the company. He should obtain a complete list of
books maintained and in use, those who maintain them and their specimen signatures. Where there is a definite
system of internal control, an auditor should ask for a written statement in this regard and evaluate its efficiency.
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Audit Objectives
"Auditing begins where accounting ends." This implies that an auditor comes into the picture only when the
accountant has done his job. In auditing accounting data, the auditor has to determine whether the recorded
information properly reflects the economic events that occurred during the accounting period.
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Independence
The concept of "Independence of the Auditor" refers to the necessity of the auditor being not under the influence
of his client or appointing authority. Expression of "Independent opinion" on the financial statements by an
appointed auditor is the most basic objective of an audit.
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What is Audit?
Auditing is a comprehensive discipline. The entire process of auditing depends upon the kind of audit required in
particular circumstances. Therefore, it is quite logical to discuss various kinds of audits before outlining the
precise procedure for any audit.
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Limitation of Auditing
Auditing has numerous advantages but has certain limitations too. An auditor has to depend on the books of
account and records produced before him by the management of the organization.
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( Audit Evidence & Documents
4
Audit working papers
Audit working papers refers to all documents prepared or gathered by the auditor, relating primarily to set of

accounts being audited and some basic information of continuing importance affecting the company or the audit.
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Evidence
Evidence in context of auditing refers to any information used by the auditor to determine whether the quantifiable
information being audited has been stated in accordance with the established criteria. Audit evidence include
data generated by accounting system in operation, actual physical inspection of assets, documents created outside
the organization as well as internally generated , comparison of account balances between and within periods

besides ratios and other computations.
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Vouching
Vouching is the very essence of auditing. It is considered as backbone of auditing. The main purpose of an
independent audit is to determine if the financial statements fairly represent the actual financial position and the

working results of a business enterprise. This is technically called expression of expert opinion on Accounts.
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Audit Report

4
Adverse Report

An auditor can make an adverse or negative report when there is a reasonable ground for him to form an opinion
that the accounts and financial statements taken as a whole, do not present a true and fair view of the financial
position and the working results of the company. If the auditor wishes to give an adverse report, he should disclose

all material reasons, which have obliged him to make such report.
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Fraud
The term "fraud" may be defined as internal irregularities aimed at cheating or causing loss to another. Frauds are
often committed by two or more persons, acting in collusion with one another. The auditor’s responsibility for
uncovering frauds deserves special mention.
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