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Q.1 Describe the purpose of accounting and explain
its role in business and society. Also, identify the

primary users of accounting information.

Introduction

Accounting is often called the “language of business”
because it communicates financial information about an
organization to various stakeholders. It is a systematic

process of recording, classifying, summarizing, and



interpreting financial transactions to provide a clear picture
of a company'’s financial performance and position.
Accounting plays a vital role not only in business
operations but also in the economic stability and progress
of society. It ensures that businesses operate
transparently, make informed decisions, and comply with
legal and financial regulations. Understanding the
purpose, role, and users of accounting information helps
reveal why it is considered the foundation of every

successful organization.

Purpose of Accounting

The primary purpose of accounting is to provide accurate,
reliable, and timely financial information to support

decision-making, control, and planning in an organization.



It helps in tracking income, expenses, assets, and
liabilities so that management and other users can
evaluate the financial health and performance of a

business.

The main purposes of accounting include:

1. Recording Financial Transactions
Accounting ensures that all business
transactions—such as purchases, sales, receipts, and
payments—are systematically recorded. This record
serves as evidence and reference for future use and

auditing.

2. Determining Profit or Loss
One of the main purposes of accounting is to

determine whether a business has earned a profit or



suffered a loss during a specific period. By preparing
the Income Statement (Profit & Loss Account),
managers and owners can assess the profitability of

the business.

.Assessing Financial Position

Accounting helps determine the financial position of a
business through the Balance Sheet, which shows
assets, liabilities, and equity at a particular date. It
provides insight into what the business owns and

owes.

. Assisting in Decision-Making
Accounting provides the financial data needed for
making informed business decisions—such as

whether to expand, invest, reduce costs, or introduce



a new product.

5. Compliance and Legal Requirements
Businesses must maintain proper accounting records
to comply with laws, tax regulations, and auditing
standards. Accurate accounting ensures transparency

and legal compliance.

6. Budgeting and Forecasting
Accounting helps management create budgets and
forecasts by analyzing past performance. This allows
businesses to plan for future expenses and revenues

effectively.

7/.Control of Assets and Resources

Accounting ensures that a business’s assets are



used efficiently and safeguarded against misuse or
fraud. It provides a system of checks and balances to

protect resources.

8. Communication of Financial Information
Accounting acts as a communication tool by
providing financial reports to stakeholders such as
investors, creditors, and employees. These reports

build trust and support transparency.

Role of Accounting in Business

Accounting plays several crucial roles in managing and

operating a business efficiently. It helps businesses



achieve sustainability, growth, and profitability. The main

roles are explained below:

1. Decision-Making Tool
Managers rely on accounting information to make
key business decisions. For example, accounting data
helps decide whether to invest in new machinery,

enter a new market, or cut operational costs.

2. Performance Measurement
Accounting enables businesses to measure their
performance by comparing current results with past
performance or with industry benchmarks. This helps
identify strengths, weaknesses, and areas for

improvement.



3. Financial Control
Accounting provides a framework to control income
and expenditure. By preparing budgets and financial
statements, businesses can ensure that spending

aligns with financial goals.

4. Planning and Forecasting
Accounting assists in setting short-term and
long-term goals. It uses historical data to forecast
future revenues, expenses, and cash flows, which

helps in developing strategic plans.

5. Legal and Regulatory Compliance
Every business must comply with tax laws, corporate
regulations, and financial reporting standards.

Accounting ensures compliance by maintaining



accurate records and preparing reports as required by

law.

.Investor and Stakeholder Confidence

Accurate accounting builds trust among investors,
creditors, and other stakeholders. It assures them that
their funds are managed responsibly and

transparently.

. Operational Efficiency

Accounting identifies inefficiencies in resource
utilization. For instance, by analyzing cost data,
management can determine where to cut waste and

optimize production.



8. Fraud Detection and Prevention
Proper accounting records make it easier to detect
and prevent fraud or financial mismanagement.
Regular audits based on accounting data serve as

safeguards against corruption.

9. Taxation and Government Reporting
Accounting provides the basis for computing and
filing taxes accurately. It also assists governments in
monitoring economic activities through business

reports and statements.

10. Sustainability and Corporate Social
Responsibility (CSR)
Modern accounting goes beyond profit—it also helps

companies measure environmental impact, employee



welfare, and social contributions. This supports ethical

business practices and long-term sustainability.

Role of Accounting in Society

Accounting is not limited to businesses; it contributes
significantly to society as a whole. It serves as the
backbone of economic stability, transparency, and

accountability in both the public and private sectors.

1. Economic Development
Accounting promotes economic growth by helping
businesses operate efficiently, which leads to job
creation, increased production, and tax revenue for

the government.



2. Public Accountability
Government organizations use accounting to ensure
that public funds are spent wisely and for the intended
purposes. This enhances trust between the

government and citizens.

3. Investor Confidence
By providing transparent financial information,
accounting allows investors to assess the risks and
returns of investing in businesses, which encourages

investment and capital formation.

4.Corporate Governance
Accounting upholds good governance by ensuring

that companies act responsibly, comply with laws, and



maintain transparency in their dealings.

5. Social Responsibility
Accounting also helps track and report a company’s
social and environmental performance, supporting

ethical behavior and sustainability.

6. Employment and Professional Development
Accounting provides employment opportunities to
millions of professionals globally—such as
accountants, auditors, tax consultants, and financial

analysts—thus contributing to societal welfare.

Primary Users of Accounting Information



Accounting information is used by a variety of individuals
and organizations, both inside and outside the business.
These users rely on accounting data for decision-making
and analysis. They are broadly classified as internal

users and external users.

1. Internal Users

Internal users are individuals within the organization who
use accounting information to make operational and

strategic decisions.

User Purpose of Use

Owners and Evaluate profitability, return on

Shareholders investment, and financial stability.



Managers Plan, control, and make decisions
regarding daily operations and resource

allocation.

Employees Assess job security, performance-based

bonuses, and stability of the business.

Accountants Analyze records to ensure accuracy,
and Auditors compliance, and performance

evaluation.

Internal users rely heavily on accounting reports such as
the income statement, cash flow statement, and balance

sheet to guide decisions and monitor performance.

2. External Users



External users are individuals or groups outside the

organization who have an interest in the company’s

financial performance and position.

External User

Investors and

Shareholders

Creditors and
Lenders

(Banks)

Government

Agencies

Suppliers and

Vendors

Purpose of Use

Determine profitability and decide

whether to invest or withdraw funds.

Assess the company’s
creditworthiness and ability to repay

loans.

Ensure tax compliance, legal
obligations, and regulatory

adherence.

Evaluate the company’s financial

stability before extending credit.



Customers Assess the company’s ability to

continue providing products or

services.
Public and Examine the company’s contribution
Society to the economy and social

responsibility.

These users depend on published financial statements to
make informed judgments about the organization’s

performance and reliability.

Importance of Accounting Information for Decision-Making

Accounting information plays a critical role in helping both
internal and external users make rational decisions. For

example:



e Investors decide whether to buy, hold, or sell shares

based on profitability ratios.

e Managers decide on pricing, cost control, and future

investments.

e Government agencies rely on accounting

information to determine tax obligations.

e Employees assess company stability before

committing to long-term employment.

Examples lllustrating the Role of Accounting Information



1. Example 1 — Business Investment:
A company’s income statement reveals consistent
profits over the past five years. Based on this,
investors may decide to buy more shares, expecting

future growth.

2. Example 2 — Loan Decision:
A bank reviews a company’s balance sheet and cash
flow statement before approving a business loan. A
healthy liquidity position increases the chances of

loan approval.

3. Example 3 — Budget Planning:
A manufacturing company analyzes accounting data

from previous years to forecast next year’s production



costs and prepare its annual budget.

Conclusion

Accounting is the foundation of sound business
management and economic development. Its purpose
extends beyond mere record-keeping—it provides the
essential information needed for decision-making,
planning, control, and accountability. In business,
accounting ensures efficient resource utilization and profit
maximization, while in society, it promotes transparency,
trust, and growth. Both internal and external users—such
as managers, investors, creditors, and
governments—depend on accurate accounting information

to make informed decisions. Therefore, accounting is not



just a business necessity; it is a crucial instrument for the

stability and progress of the entire economic system.



Q.2 (a) What do you understand by Generally
Accepted Accounting Principles (GAAPs)? Explain the
need for GAAPs in financial reporting and discuss at
least five fundamental GAAPs with appropriate

examples.

Meaning of Generally Accepted Accounting Principles (GAAPs)

Generally Accepted Accounting Principles (GAAPs) are a
set of rules, standards, and guidelines used by
accountants to record, classify, and report financial
information consistently. These principles provide a
common framework for preparing financial statements so
that they are clear, comparable, and reliable for all users.

GAAPs act as the foundation of the accounting system



and ensure that every company follows a uniform

approach to financial reporting.

In simple terms, GAAPs are the rules of the accounting
game — they determine how transactions should be
recorded, how assets and liabilities are measured, and
how income and expenses are reported. Without GAAPs,
financial information could be inconsistent, misleading, or

difficult to compare across organizations.

Need for GAAPs in Financial Reporting

GAAPs are essential for ensuring that financial statements
are useful, transparent, and trustworthy. The main reasons
why GAAPs are needed in financial reporting are as

follows:



1. Uniformity and Consistency
GAAPs ensure that all businesses follow the same
accounting standards. This makes it easier for
investors, creditors, and regulators to compare
financial statements of different companies or across

different years.

2. Reliability of Financial Information
Financial reports prepared according to GAAPs are
reliable because they follow established and
universally accepted rules. Stakeholders can depend

on the information to make informed decisions.

3. Transparency and Accountability
GAAPs require full disclosure of material information.

This increases transparency and holds businesses



accountable for their financial performance and

decisions.

4. Comparability
Investors and analysts can compare the financial
performance of two or more companies if they all
prepare statements using the same principles. This

helps in making better investment decisions.

5. Legal and Regulatory Compliance
Many countries require that businesses follow GAAP
or International Financial Reporting Standards (IFRS).
This ensures that companies comply with legal and

tax regulations.



6. Prevention of Fraud and Misrepresentation
By providing structured and standardized rules,
GAAPs prevent manipulation of figures and

misrepresentation of facts in financial statements.

7. Decision-Making and Control
Accurate and standardized financial reports help
managers in making important business decisions
such as budgeting, forecasting, and performance

evaluation.

Five Fundamental GAAPs with Examples

There are several GAAPs that guide accountants in

recording and presenting financial information. The five



most important and widely accepted principles are

discussed below:

1. Business Entity Concept

Definition:

The Business Entity Concept states that a business and
its owner(s) are considered two separate entities. The
financial records of the business should not include the

personal transactions of the owner.

Purpose:
To ensure that the business maintains independent
financial records and that the profit or loss reflects only

business activities.

Example:

If the owner withdraws Rs. 20,000 from business funds



for personal use, it is recorded as Drawings and not as a

business expense.

Importance:
This concept provides a clear picture of the business’s
financial performance and position without the interference

of personal financial activities.

2. Cost Concept (Historical Cost Principle)

Definition:

According to the Cost Concept, assets should be
recorded at their original purchase cost and not at their

current market value.

Purpose:

It ensures that financial statements are based on



objective, verifiable data rather than subjective opinions

about market value.

Example:
If a company purchases machinery for Rs. 500,000, it is
recorded in the books at Rs. 500,000 even if its current

market value rises to Rs. 700,000.

Importance:
This principle ensures reliability and prevents

manipulation of asset values in the financial statements.

3. Going Concern Concept

Definition:

The Going Concern Concept assumes that a business will
continue its operations indefinitely and has no intention or

necessity to liquidate in the near future.



Purpose:
It allows companies to defer certain expenses, such as
depreciation, to future accounting periods because the

business is expected to continue operating.

Example:

A company buys office equipment worth Rs. 200,000 and
plans to depreciate it over 10 years. This is based on the
assumption that the company will continue to operate

during that period.

Importance:
The going concern assumption gives confidence to
investors and creditors that the business will remain stable

in the foreseeable future.

4. Matching Concept (Accrual Principle)



Definition:

According to the Matching Concept, all expenses should
be recorded in the same accounting period in which the
related revenues are earned, regardless of when cash is

received or paid.

Purpose:
To ensure that profit or loss for a given period is
accurately determined by matching revenues with the

corresponding expenses.

Example:

If a company sells goods worth Rs. 100,000 in December
and pays Rs. 10,000 sales commission in January, the
commission should be recorded as an expense in

December, not January.



Importance:
This principle ensures accurate calculation of profit and
reflects the true performance of the business in a

particular period.

5. Consistency Concept

Definition:

The Consistency Concept states that once a company
adopts a particular accounting method, it should continue
using it in subsequent accounting periods unless a

justified reason exists for changing it.

Purpose:
To ensure that financial statements are comparable over

time and to maintain uniformity in accounting procedures.



Example:

If a business uses the Straight-Line Method for
calculating depreciation, it should continue using the same
method every year unless there is a valid reason for

changing it.

Importance:
The consistency principle allows for meaningful
comparisons of a company’s performance across different

years.

Additional GAAPs (Briefly Explained)

Apart from the five fundamental principles, there are
several other important GAAPs that also play a vital role in

financial reporting:



1. Full Disclosure Principle: All material and relevant
information must be disclosed in financial statements
so users can make informed decisions.

Example: Notes to financial statements reveal

contingent liabilities or pending lawsuits.

2.Prudence (Conservatism) Concept: Accountants
should anticipate potential losses but not profits. This
ensures assets and income are not overstated.

Example: Creating a provision for doubtful debts.

3. Materiality Concept: Only significant information that
can influence the decision-making of users should be
reported.

Example: Small office supplies may be recorded as



an expense instead of being treated as an asset.

. Monetary Unit Concept: Only transactions that can
be measured in monetary terms are recorded in the
books.

Example: Employee morale is not recorded in
financial statements because it cannot be expressed

in money.

. Time Period Concept: Financial statements should
be prepared for specific periods such as monthly,
quarterly, or annually.

Example: A business prepares annual financial

statements as of December 31 each year.



Summary Table of the Five Fundamental GAAPs

GAAP

Busines
s Entity

Concept

Cost

Concept

Definition

Business and
owner are
separate

entities.

Record
assets at
purchase

cost.

Example

Owner’s
personal
expenses not
recorded in
business

books.

Machinery
purchased for
Rs. 500,000
recorded at

cost.

Importance

Ensures
clarity and
fairness in
business

reporting.

Provides
reliability and
prevents

manipulation.



Going Business will
Concern continue
Concept indefinitely.
Matchin Match
g expenses
Concept with
revenues of
the same
period.
Consiste Use the
ncy same

Concept accounting

Depreciation
spread over 10

years.

Sales
commission

recorded in the

Supports
long-term
planning and

valuation.

Ensures
accurate profit

measurement

same period as .

sales.

Continue using
the same
depreciation

method.

Enables
comparability
of financial

data.



methods

each year.

Conclusion

Generally Accepted Accounting Principles (GAAPS)
provide the foundation for accurate, consistent, and
transparent financial reporting. They help ensure that the
financial statements of different organizations are
comparable, reliable, and useful for decision-making. The
five core GAAPs — Business Entity, Cost, Going
Concern, Matching, and Consistency Concepts — form
the backbone of the accounting system. Adherence to
these principles maintains stakeholders’ trust, supports
sound financial management, and contributes to the

overall stability of the business and the economy.



Q.2(b) The following transactions occurred in the books of
Naeem Traders during the year ended 31st December
2023. ldentify the accounting principle or concept applied
in recording each transaction under GAAP and briefly

justify your answer:

1. Transaction: The business paid Rs. 60,000 as rent for
the office premises. However, the owner included this in
his personal financial records.

(i) Concept: Business Entity (Separation) Concept.

(if) Justification: The business and owner are treated as
two separate entities. All business transactions must be
recorded in the books of the business only. The rent
expense relates to the business, so it should be recorded
in business accounts and not in the personal records of

the owner.



2. Transaction: The company purchased machinery worth
Rs. 500,000 but recorded it at the purchase price, not at
its current market value of Rs. 620,000.

(i) Concept: Cost (Historical Cost) Concept.

(if) Justification: Assets are recorded at the actual cost
paid, as this amount is objective and verifiable. Recording
at historical cost ensures reliability and consistency, while

market values may fluctuate and are often subjective.

3. Transaction: Goods costing Rs. 80,000 were sold to a
customer on credit. The company recorded the sale in the
books even though payment had not been received yet.
(i) Concept: Accrual Basis / Revenue Recognition
(Realization) Principle.

(if) Justification: According to the accrual concept,

revenue is recorded when it is earned, not when cash is



received. Since the goods were sold and ownership
transferred, the sale is recognized immediately even if

payment will be received later.

4. Transaction: A sum of Rs. 200,000 was expected from
a customer but was not recorded as revenue due to
uncertainty regarding recovery.

(i) Concept: Prudence (Conservatism) Principle.

(if) Justification: The prudence concept states that
revenue should not be anticipated, and uncertain income
should not be recorded until it is realized. In case of doubt,
losses or expenses are recorded immediately, while

income is recognized only when it is certain.

5. Transaction: The company recorded the salary
expense of Rs. 150,000 relating to December 2023 even

though it was paid in January 2024.



(i) Concept: Matching Principle / Accrual Accounting.

(if) Justification: Expenses should be matched with the
revenues of the same accounting period in which they are
incurred. Since the salary belongs to December 2023, it
must be recorded in that period even if the payment is

made in the following month.



Q.3 Prepare adjusting journal entries at December 31,

2022 for each item:

1. Aug.1 cash received Rs.4,800 for one-year rent
(recorded as Unearned Rent). Five months earned
(Aug—Dec): 4,800 x 5/12 = 2,000.

Dec.31
Dr Unearned Rent 2,000

Cr Rent Revenue 2,000

2. Mar.1 prepaid insurance Rs.3,000 for 24 months.
Expense for Mar—Dec (10 months): 3,000 x 10/24 =
1,250.

Dec.31

Dr Insurance Expense 1,250



Cr Prepaid Insurance 1,250

3. Monthly payroll Rs.22,000 paid mid-month. Accrue
wages earned for Dec 16-31 (half month): 22,000 + 2
= 11,000.
Dec.31
Dr Wages (Salaries) Expense 11,000

Cr Wages Payable 11,000

4. Note receivable Rs.1,000 dated June 1, 2022 at 12%
interest; interest accrues to Dec.31 (7 months): 1,000
x0.12x7/12=70.

Dec.31
Dr Interest Receivable 70

Cr Interest Revenue 70



5.Dec.20 cash Rs.2,500 recorded as Unearned
Revenue; % of services completed by year-end: 2,500
x 3/4 = 1,875 recognized as revenue.
Dec.31
Dr Unearned Revenue 1,875

Cr Service Revenue 1,875

6. Supplies purchased Sept.1 Rs.500; one-fourth used
by Dec.31: 500 x 1/4 = 125.
Dec.31
Dr Supplies Expense 125

Cr Supplies (Asset) 125



Q.4 A company that records credit purchases in a
purchases journal and records purchase returns in a
general journal made the following errors. Indicate

when each error should be discovered.

1. Error: Posted a purchase return to Accounts Payable
and to the creditor’s subsidiary account, but did not
post the purchase return to the Inventory account.
When discovered: At period-end inventory
reconciliation / physical stock-take or when preparing
the adjusted trial balance (inventory control vs. stock
records).

Reason: AP balances will agree with subsidiary but
Inventory (stock) will be overstated; a stock count or

reconciliation of inventory control with perpetual



records will reveal the missing return.

. Error: Posted a purchase return to the Inventory
account and to Accounts Payable, but did not post to
the creditor’s subsidiary account.

When discovered: During monthly creditor (supplier)
reconciliation or when reconciling the Accounts
Payable control account with the creditors’ subsidiary
ledger.

Reason: The AP control will show the return but the
supplier’s subsidiary balance will be incorrect;
reconciliation of control vs. subsidiary will expose the

omission.

.Error: Correctly recorded a Rs. 4,000 purchase in the

purchases journal but posted it to the creditor’s



subsidiary account as Rs. 400.

When discovered: When reconciling purchases
journal totals and the AP control account with the
creditors’ subsidiary ledger or when matching supplier
statements (immediate monthly posting
reconciliation).

Reason: The totals won't agree and supplier
statement reconciliation will flag the mismatched

posting amount.

. Error: Made an addition error in determining the
balance of a creditor’s subsidiary account.
When discovered: On preparation of the trial
balance or during supplier/subsidiary ledger
reconciliation (early monthly/periodic check).

Reason: The arithmetic error will show up when the



subsidiary ledger is footed and compared with the AP

control account or supplier statement.

5. Error: Made an addition error in totaling the Office
Supplies column of the purchases journal.
When discovered: At the time of footing the
purchases journal (before or immediately after
posting) or when preparing the trial balance.
Reason: A mis-total will be detected when the
journal is balanced (footed) or when the journal totals
are compared with ledger postings and the trial

balance.



Q.5 Prepare journal entries to record the following
transactions (calendar year 2021). (Use Short-Term
Investments for short-term securities; use

Investments — Available-for-Sale for long-term AFS

equity.)

a) Feb 15 — Paid Rs.150,000 cash to purchase American
General 120-day notes at par (10% annual interest).
(short-term — use Short-Term Investments)

Dr Short-Term Investments (Notes Receivable — HTM)
150,000

Cr Cash 150,000

(Narration: Purchase of 120-day American General notes

at par.)



b) Mar 22 — Bought 700 shares of Frain Industries
common stock at Rs.25 per share plus Rs.250 brokerage
(classified long-term AFS).

700 x 25 =17,500 ; + brokerage 250 = 17,750

Dr Investments — Available-for-Sale (Frain Industries)
17,750

Cr Cash 17,750

(Narration: Purchase of 700 shares Frain Industries,

including brokerage.)

c) June 15 — Received principal and 120 days’ interest on
the notes from (a). Interest = 150,000 x 10% x (120/360) =
5,000. Cash received = 150,000 + 5,000 = 155,000.

Dr Cash 155,000

Cr Interest Revenue 5,000

Cr Short-Term Investments 150,000



(Narration: Collection of principal and interest on

American General 120-day note.)

d) July 30 — Paid Rs.50,000 cash to purchase MP3
Electronics 8% notes at par, dated July 30, 2021,
(maturing within ~6 months) — classified as trading
(short-term).

Dr Short-Term Investments (Trading) 50,000

Cr Cash 50,000

(Narration: Purchase of MP3 Electronics 8% notes at par.)

e) Sept 1 — Received Rs.0.50 per share cash dividend on
Frain stock purchased in (b). Dividend = 700 x 0.50 = 350.
Dr Cash 350

Cr Dividend Revenue 350

(Narration: Dividend received on Frain Industries common

stock.)



f) Oct 8 — Sold 350 shares of Frain Industries common
stock for Rs.32 per share, less Rs.175 brokerage fee.
Proceeds gross = 350 x 32 = 11,200; brokerage = 175;
cash received = 11,025.

Original cost per share = 17,750 / 700 = 25.357142857 —
cost of 350 shares = 8,875.

Journal (recognize brokerage as expense withheld by
broker):

Dr Cash 11,025

Dr Brokerage Expense 175

Cr Investments — Available-for-Sale (Frain Industries)
8,875

Cr Gain on Sale of Investments 2,325

(Narration: Sale of 350 Frain shares; broker fee charged;

recognize gain.)



g) Oct 30 — Received check from MP3 Electronics for
three months’ interest on notes purchased in (d). Interest =
50,000 x 8% x (3/12) = 1,000.

Dr Cash 1,000

Cr Interest Revenue 1,000

(Narration: Interest received on MP3 Electronics 8%

notes for three months.)
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