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Theory Base of Accounting

The concept of revenue recognition requires that the revenue for a business transaction should
be included in the accounting records only when it is realised. Here arises two questions in mind.
First, is termed as revenue and the other, when the revenue is realised. Let us take the first one
first. Revenue is the gross inflow of cash arising from (i) the sale of goods and services by an
enterprise; and (ii) use by others of the enterprise’s resources yielding interest, royalties and
dividends. Secondly, revenue is assumed to be realised when a legal right to receive it arises, i.e.
the point of time when goods have been sold or service has been rendered. Thus, credit sales
are treated as revenue on the day sales are made and not when money is received from the
buyer. As for the income such as rent, commission, interest, etc. these are recongnised on a
time basis. For example, rent for the month of March 2017, even if received in April 2017, will
be taken into the profit and loss account of the financial year ending March 31, 2017 and not
into financial year beginning with April 2017. Similarly, if interest for April 2017 is received in
advance in March 2017, it will be taken to the profit and loss account of the financial year ending
March 2018. There are some exceptions to this general rule of revenue recognition. In case of
contracts like construction work, which take long time, say 2-3 years to complete, proportionate
amount of revenue, based on the part of contract completed by the end of the period is treated
as realised. Similarly, when goods are sold on hire purchase, the amount collected in
installments is treated as realised

The process of ascertaining the amount of profit earned or the loss incurred during a particular
period involves deduction of related expenses from the revenue earned during that period. The
matching concept emphasises exactly on this aspect. It states that expenses incurred in an
accounting period should be matched with revenues during that period. It follows from this that
the revenue and expenses incurred to earn these revenues must belong to the same accounting
period. As already stated, revenue is recognised when a sale is complete or service is rendered
rather when cash is received. Similarly, an expense is recognised not when cash is paid but when
an asset or service has been used to generate revenue. For example, expenses such as salaries,
rent, insurance are recognised on the basis of period to which they relate and not when these



are paid. Similarly, costs like depreciation of fixed asset is divided over the periods during which
the asset is used. Let us also understand how cost of goods are matched with their sales
revenue. While ascertaining the profit or loss of an accounting year, we should not take the cost
of all the goods produced or purchased during that period but consider only the cost of goods
that have been sold during that year. For this purpose, the cost of unsold goods should be
deducted from the cost of the goods produced or purchased. You will learn about this aspect in
detail in the chapter on financial statement. The matching concept, thus, implies that all
revenues earned during an accounting year, whether received during that year, or not and all
costs incurred, whether paid during the year, or not should be taken into account while
ascertaining profit or loss for that year.

Information provided by financial statements are used by different groups of people such as
investors, lenders, suppliers and others in taking various financial decisions. In the corporate
form of organisation, there is a distinction between those managing the affairs of the enterprise
and those owning it. Financial statements, however, are the only or basic means of
communicating financial information to all interested parties. It becomes all the more
important, therefore, that the financial statements makes a full, fair and adequate disclosure of
all information which is relevant for taking financial decisions. The principle of full disclosure
requires that all material and relevant facts concerning financial performance of an enterprise
must be fully and completely disclosed in the financial statements and their accompanying
footnotes. This is to enable the users to make correct assessment about the profitability and
financial soundness of the enterprise and help them to take informed decisions. To ensure
proper disclosure of material accounting information, the Indian Companies Act 1956 has
provided a format for the preparation of profit and loss account and balance sheet of a
company, which needs to be compulsorily adhered to, for the preparation of these statements.
The regulatory bodies like SEBI, also mandates complete disclosures to be made by the
companies, to give a true and fair view of profitability and the state of affairs.



