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CA Foundation Accounts Test Series 
 

Chapter 1 Theoretical Framework 
 
1. (a)Distinguish between Money measurement concept and matching concept.  

 

Distinction between Money measurement concept and matching concept As per Money 
Measurement concept, only those transactions, which can be measured in terms of money 
are recorded. Since money is the medium of exchange and the standard of economic value, 
this concept requires that those transactions alone that are capable of being measured in 
terms of money should be recorded in the books of accounts. Transactions and events that 
cannot be expressed in terms of money are not recorded in the business books.  

In Matching concept, all expenses matched with the revenue of that period should only be 
taken into consideration. In the financial statements of the organization if any revenue is 
recognized then expenses related to earn that revenue should also be recognized. 

 

1. (b) Define revenue receipts and give examples. How are these receipts treated? 
Explain. 

 

Receipts which are obtained in course of normal business activities are revenue receipts 
(e.g. receipts from sale of goods or services, interest income etc.). Revenue receipts should 
not be equated with the actual cash receipts. Revenue receipts are credited to the Profit 
and Loss Account. 

 

2. Discuss the basic considerations in distinguishing between capital and revenue 
expenditure. 

 

The basic considerations in distinction between capital and revenue expenditures are: 

(a) Nature of business: For a trader dealing in furniture, purchase of furniture is revenue 
expenditure but for any other trade, the purchase of furniture should be treated as capital 
expenditure and shown in the balance sheet as asset. Therefore, the nature of business is a 
very important criterion in separating expenditure between capital and revenue. 
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(b) Recurring nature of expenditure: If the frequency of an expense is quite often in an 
accounting year then it is said to be an expenditure of revenue nature while non-recurring 
expenditure is infrequent in nature and do not occur often in an accounting year. Monthly 
salary or rent is the example of revenue expenditure as they are incurred every month 
while purchase of assets is not the transaction done regularly therefore, classified as capital 
expenditure unless materiality criteria defines it as revenue expenditure. 

(c) Purpose of expenses: Expenses for repairs of machine may be incurred in course of 
normal maintenance of the asset. Such expenses are revenue in nature. On the other hand, 
expenditure incurred for major repair of the asset so as to increase its productive capacity 
is capital in nature. 

(d) Effect on revenue generating capacity of business: The expenses which help to generate 
income/revenue in the current period are revenue in nature and should be matched 
against the revenue earned in the current period. On the other hand, if expenditure helps to 
generate revenue over more than one accounting period, it is generally called capital 
expenditure.  

(e) Materiality of the amount involved: Relative proportion of the amount involved is 
another important consideration in distinction between revenue and capital. 

 

3. (a) Change in accounting policy may have a material effect on the items of financial 
statements.” Explain the statement with the help of an example. 

 

Change in accounting policy may have a material effect on the items of financial statements. 
For example, cost formula used for inventory valuation is changed from weighted average 
to FIFO. Unless the effect of such change in accounting policy is quantified, the financial 
statements may not help the users of accounts. 

 

3. (b) Classify each of the following transactions into capital or revenue transactions: 

 

(i) Inauguration expenses of a new manufacturing unit in an existing business. 

Inauguration expenses of new unit of existing business: revenue. 

(ii) Installation of a new central heating system. 

Installation of new heating system: capital.  

(iii) Repainting of a delivery van.  

Repainting van: revenue 
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(iv) Providing drainage for a new piece of water-extraction equipment.  

Drainage for new equipment: capital. 

(v)  Legal fees on the acquisition of land.  

Legal fees on acquisition of land: capital 

(vi) Carriage costs on a replacement part for a piece of machinery 

Carriage costs on replacement part: revenue. 

(vii) An extension of railway tracks in the factory area.  

Expenses incurred for extension of railway tracks in the factory area should be treated as a 
Capital Expenditure because it will yield benefit for more than one accounting period. 

(viii) Amount spent on painting the factory. 

Painting of the factory should be treated as a Revenue Expenditure because it has been 
incurred to maintain the factory building. 

(ix) Payment of wages for building a new office extension.  

Payment of wages for building a new office extension should be treated as a Capital 
Expenditure.  

(x) Amount paid for removal of stock to a new site.  

Amount paid for removal of stock to a new site is treated as a Revenue Expenditure 
because it is not enhancing the value of any asset.  

(xi) Rings and Pistons of an engine were changed to get full efficiency. 

Expenditure incurred for changing Rings and Pistons of an engine is a Revenue Expenditure 
because, the change of rings and piston will restore the efficiency of the engine only and it 
will not add anything to the capacity of the engine 

 

4. Distinguish between fundamental accounting assumption and accounting policies. 

 

Fundamental Accounting Assumption   Accounting Policies  
There are three fundamental accounting 
assumptions viz. Going Concern, 
Consistency and Accrual.  

 There is no single list of accounting policies 
which are applied in all circumstances. As a 
result, there may be different accounting 
policies adopted by different enterprises.  
 

No disclosures is required if allthe 
fundamentalassumptions have 
beenfollowed.  
 

 Disclosure is required if a particular 
accounting policy has been followed.  

If fundamental accounting assumption 
is not followed, it is to be disclosed in 
the  

 If the policy is changed in subsequent year, the 
effect of  
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financial statements together with the 
reasons.  

 such change should be disclosed in the 
financial statements.  
 

There is no option to choose 
fundamental accounting assumptions.  

 The firm has an option to select a particular 
policy.  
 
 
 

5. (a) Explain Cash and Mercantile system of accounting.  

 

Cash and mercantile system: Cash system of accounting is a system by which a 
transaction is recognized only if cash is received or paid. In cash system of accounting, 
entries are made only when cash is received or paid, no entry being made when a payment 
or receipt is merely due. Cash system is normally followed by professionals, educational 
institutions or non-profit making organizations.  

On the other hand, mercantile system of accounting is a system of classifying and 
summarizing transactions into assets, liabilities, equity (owner’s fund), costs, revenues and 
recording thereof. A transaction is recognized when either a liability is created/ impaired 
and an asset is created /impaired. A record is made on the basis of amounts having become 
due for payment or receipt irrespective of the fact whether payment is made or received 
actually.  

Mercantile system of accounting is generally accepted accounting system by business 
entities 

 

5. (b) State the advantages of setting Accounting Standards. 

 

The main advantage of setting accounting standards is that the adoption and application of 
accounting standards ensure uniformity, comparability and qualitative improvement in the 
preparation and presentation of financial statements. The other advantages are: Reduction 
in variations; Disclosures beyond that required by law and Facilitates comparison. 
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