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Accounting	policies	are	the	specific	principles,	methods,	and	procedures	that	an	organization	follows	when	preparing	its	financial	statements.	These	policies	govern	how	the	company	records,	measures,	and	reports	its	financial	transactions	and	activities.	Accounting	policies	are	essential	for	ensuring	consistency,	comparability,	and	transparency	in
financial	reporting.	They	may	cover	areas	such	as	revenue	recognition,	inventory	valuation,	depreciation	methods,	and	treatment	of	foreign	currency	transactions.	The	adoption	of	certain	accounting	policies	ensures	that	the	company	complies	with	accounting	standards,	such	as	Generally	Accepted	Accounting	Principles	(GAAP)	or	International
Financial	Reporting	Standards	(IFRS).Why	are	accounting	policies	important?Accounting	policies	are	important	because	they	establish	a	standardized	framework	for	how	a	company	prepares	its	financial	reports,	ensuring	that	the	reports	are	consistent,	reliable,	and	comparable	over	time.	These	policies	help	stakeholders,	such	as	investors,	auditors,
and	regulators,	understand	how	a	company's	financial	performance	is	measured	and	presented.	Properly	implemented	accounting	policies	also	ensure	compliance	with	accounting	standards	and	regulatory	requirements.	Furthermore,	clear	accounting	policies	can	prevent	errors	and	reduce	the	risk	of	fraud	or	misstatement	in	financial
reporting.Understanding	accounting	policies	through	an	exampleImagine	a	company	that	needs	to	decide	how	to	recognize	revenue	from	its	sales.	The	company	could	adopt	an	accounting	policy	that	recognizes	revenue	when	a	product	is	shipped	to	the	customer	or	when	the	payment	is	received.	The	policy	would	be	applied	consistently	across	all
transactions	to	ensure	reliable	and	comparable	financial	reports.	Similarly,	the	company	might	choose	a	method	for	calculating	depreciation,	such	as	straight-line	depreciation	or	declining	balance	depreciation,	depending	on	its	accounting	policy.For	another	example,	a	company	may	adopt	a	policy	that	uses	the	first-in,	first-out	(FIFO)	method	for
inventory	valuation,	meaning	that	the	oldest	inventory	items	are	sold	first.	This	policy	will	impact	how	the	company	reports	its	cost	of	goods	sold	and	inventory	value	on	its	balance	sheet.Example	of	an	accounting	policy	clauseHere’s	an	example	of	how	an	accounting	policy	clause	might	appear	in	a	company's	financial	statement:“The	Company
recognizes	revenue	when	goods	are	delivered	to	customers	and	the	significant	risks	and	rewards	of	ownership	have	been	transferred.	The	Company	uses	the	straight-line	method	of	depreciation	for	all	fixed	assets	over	their	estimated	useful	lives.	Inventories	are	valued	using	the	first-in,	first-out	(FIFO)	method,	and	the	cost	of	inventory	includes	all
costs	directly	attributable	to	bringing	the	goods	to	their	current	condition	and	location.”ConclusionAccounting	policies	are	essential	for	ensuring	that	a	company's	financial	reports	are	accurate,	consistent,	and	in	compliance	with	relevant	accounting	standards.	By	defining	how	financial	transactions	are	recorded	and	reported,	accounting	policies	help
stakeholders	understand	the	company’s	financial	health	and	performance.	Whether	determining	revenue	recognition	methods	or	inventory	valuation	techniques,	clear	and	well-documented	accounting	policies	play	a	crucial	role	in	maintaining	the	integrity	and	transparency	of	financial	reporting.	Understanding	and	applying	the	right	accounting
policies	is	vital	for	businesses	to	ensure	regulatory	compliance	and	build	trust	with	stakeholders.	This	article	contains	general	legal	information	and	does	not	contain	legal	advice.	Cobrief	is	not	a	law	firm	or	a	substitute	for	an	attorney	or	law	firm.	The	law	is	complex	and	changes	often.	For	legal	advice,	please	ask	a	lawyer.	Accounting	policies	can	vary
among	different	companies	and	geographies.	However,	most	companies	generally	follow	one	of	the	two	accounting	standards	–	the	Generally	Accepted	Accounting	Principles	(GAAP)	or	the	International	Financial	Reporting	Standards	(IFRS).	Accounting	policies	are	different	from	accounting	principles,	as	the	principles	are	the	overarching	accounting
rules,	whereas	policies	are	the	way	a	company	follows	the	rules.	IFRS	vs.	GAAP	The	International	Financial	Reporting	Standards	(IFRS)	and	the	Generally	Accepted	Accounting	Principles	(GAAP)	are	accounting	principles	that	provide	guidelines	on	how	companies	should	prepare	financial	statements.	IFRS	is	more	principles-based	and,	therefore,	can
better	capture	the	economics	of	a	certain	transaction.	GAAP,	on	the	other	hand,	is	a	more	rules-based	approach.	The	differences	between	the	two	methods	are	evident	in	the	different	standards	related	to	accounting	policies	(for	example,	some	accounting	policies	that	are	allowed	under	GAAP	may	not	be	allowed	under	IFRS).	Conservative	vs.
Aggressive	Policies	Conservative	accounting	policies	understate	a	company’s	current	financial	performance	and	show	better	financial	performance	in	subsequent	years.	It	is	a	more	sustainable	approach	and	it	allows	companies	to	show	improvement	over	the	years,	which	is	a	positive	signal	for	investors.	Aggressive	policies	tend	to	employ	accounting
policies	in	a	way	such	that	they	overstate	the	performance	in	earlier	years,	and	it	leads	to	a	decline	in	a	company’s	performance	in	later	years	(even	though	the	company	may	be	doing).	Aggressive	accounting	policies	can	also	raise	a	red	flag	from	auditors	or	investors	if	they	feel	management	is	misrepresenting	earnings	or	allocating	costs.	Prominent
Accounting	Policies	Accounting	policies	can	vary	widely	but	all	are	included	in	the	standards	dictated	by	either	the	IFRS	or	GAAP.	The	list	below	mentions	some	key	policies	used	by	companies	(please	note	that	our	list	is	not	exhaustive,	and	policy	use	can	differ	depending	on	the	industry	the	company	operates	in).	Accounting	conventions	followed
Valuation	of	fixed	assets	Depreciation	and	inventory	policies	Valuation	of	investments	Translation	of	foreign	currency	items	Costs	incurred	for	research	and	development	Historical	or	current	cost	accounting	Treatment	of	leases	Treatment	of	goodwill	Recognition	of	profits	on	long-term	contracts	Treatment	of	contingent	liabilities	Importance	of
Accounting	Policies	There	are	several	reasons	as	to	why	accounting	policies	are	extremely	important	to	a	company	preparing	the	financial	statements,	but	also	to	the	investor	and	the	government.	1.	Government	retaining	a	hold	on	financial	statements	All	companies	should	follow	either	the	GAAP	or	IFRS	when	preparing	financial	statements.	It	is	a
way	the	government	can	keep	a	check	on	financial	statements	and	simultaneously	protect	the	interests	of	investors.	2.	Proper	framework	As	mentioned	earlier,	accounting	policies	essentially	provide	companies	with	a	framework	to	report	their	financial	statements,	so	they	follow	a	standardized	format	throughout.	3.	Providing	advantage	to	investors
By	mentioning	to	investors	that	they’ve	followed	particular	accounting	policies,	investors	will	gain	added	confidence	in	the	company	and	the	numbers,	and	the	statements	can	easily	be	compared	to	other	companies’	financial	statements	(as	they	follow	a	standardized	format).	4.	Disclosure	A	company	must	disclose	the	accounting	policies	they	follow.
The	policies	comprise	separate	rules	on	how	to	disclose	information	to	investors	and	companies	should	comply	with	adequate	disclosure	requirements.	The	diagram	below	shows	the	order	of	significance	of	accounting	policies.	Out	of	the	four	reasons	mentioned	above,	disclosure	is	extremely	crucial,	as	it	sets	the	basis	for	the	policies	used	in	preparing
the	financial	statements	and	allows	the	investor	to	analyze	and	interpret	financial	statements	with	confidence.	Real-Life	Example	of	an	Accounting	Policy	A	company	can	use	accounting	policies	in	various	ways,	and	it	will	provide	different	outcomes	for	earnings	in	a	particular	year	(depending	on	if	the	policy	is	conservative	or	aggressive).	Taking	the
example	of	accounting	for	inventory,	a	company	can	use	one	of	three	methods:	first-in-first-out	(FIFO),	average	cost	method,	or	last-in-first-out	(LIFO).	Under	the	FIFO	method,	when	a	company	sells	goods,	the	cost	of	inventory	that	is	procured	first	is	recorded	on	its	books,	whereas	for	LIFO,	the	cost	of	inventory	procured	most	recently	is	recorded	as
cost	of	goods	sold.	In	the	average	cost	method,	the	weighted	average	cost	of	all	inventory	on	hand	is	used	for	the	cost	of	goods	sold.	In	a	market	where	prices	are	rising,	using	FIFO	is	better,	as	it	reduces	the	cost	of	goods	sold	and	increases	earnings.	Therefore,	it	may	be	said	that	FIFO	is	a	more	aggressive	method	than	LIFO	in	this	case	only.
Assuming	a	person	owns	a	shirt	factory.	The	retail	price	of	shirts	is	$50,	and	he	purchases	them	from	a	vendor.	Last	month,	he	purchased	100	shirts	for	$10	(until	the	15th	of	the	month)	and	another	100	shirts	for	$20	(from	the	15th	to	the	end	of	the	month).	During	the	month,	the	person	sold	30	shirts.	His	total	sales,	regardless	of	the	accounting
policy,	would	be	$1,500	($50	x	30	shirts).	If	he	were	using	the	FIFO	method,	the	cost	of	goods	sold	for	the	shirts	would	be	$300	($10	x	30	shirts)	or	a	net	income	of	$1,200.	The	COGS	under	LIFO	would	be	$600	($20	x	30	shirts)	or	a	net	income	of	$900,	and	under	average	cost	would	be	$500	(($20	+	$10)	/	2	x	30	shirts)	or	a	net	income	of	$1,000.	We
can	see	that	the	highest	net	income	would	be	coming	from	the	FIFO	method,	as	the	COGS	is	the	lowest.	It	helps	us	understand	how	a	company	can	use	different	accounting	policies	to	use	its	earnings	to	its	benefit.	Thank	you	for	reading	CFI’s	guide	to	Accounting	Policies.	In	order	to	help	you	become	a	world-class	financial	analyst	and	advance	your
career	to	your	fullest	potential,	these	additional	resources	will	be	very	helpful:	Ever	wondered	how	companies	make	their	financial	statements	and	show	their	earnings?	It’s	all	about	accounting	policies.	These	rules	are	key	for	a	company’s	financial	reporting.	They	decide	on	things	like	how	to	handle	depreciation	and	inventory	value.	And	from	these
choices,	you	can	tell	if	a	company	is	being	bold	or	careful	with	their	financial	facts.AdvertisementSo,	what	are	accounting	policies	exactly?	They’re	rules	set	by	a	company’s	top	team	for	making	their	financial	statements	just	right.	Every	accounting	policy	covers	how	to	do	things,	what	to	measure,	and	what	to	tell	openly.	While	the	big	accounting
principles	are	like	the	roof,	accounting	policies	are	how	a	company	sticks	to	those	rules	perfectly.When	it	comes	to	showing	revenue	and	expenses	or	figuring	out	the	value	of	assets,	accounting	policies	are	critical.	They	also	handle	tough	stuff	like	deciding	on	goodwill	value	and	the	consolidation	of	different	financial	reports.Even	though	there	are	set
accounting	principles	like	GAAP	and	IFRS,	companies	can	pick	accounting	policies	that	fit	their	work	best.	This	freedom	helps	in	making	good	financial	statements.	But	it	means,	as	an	investor,	you’ve	got	to	really	check	out	a	company’s	accounting	policies	to	judge	the	truth	of	its	earnings.Key	TakeawaysAccounting	policies	govern	how	companies
prepare	their	financial	statements	and	report	earnings.These	policies	cover	areas	like	depreciation	methods,	goodwill	recognition,	R&D	costs,	inventory	valuation,	and	account	consolidation.Companies	have	flexibility	in	choosing	accounting	policies	within	the	framework	of	GAAP	or	IFRS	principles.Accounting	policies	can	indicate	whether
management	is	taking	an	aggressive	or	conservative	approach	to	reporting	earnings.Investors	should	carefully	evaluate	a	company’s	accounting	policies	to	assess	the	quality	of	its	reported	earnings.Understanding	Accounting	PoliciesAccounting	policies	are	a	set	of	guidelines	that	companies	use	for	their	financial	statements.	They	make	sure
everything	is	correct	and	the	same	across	the	board.	This	helps	everyone	who	is	interested	in	the	company	know	exactly	where	it	stands.What	are	accounting	policies?Accounting	policies	are	the	guidelines	and	procedures	adopted	by	a	company	to	record,	prepare,	and	present	its	financial	statements.	These	policies	ensure	consistency,	comparability,
and	transparency	in	financial	reporting.	They	encompass	principles,	practices,	and	methods	for	recognizing,	measuring,	recording,	and	disclosing	financial	transactions.Companies	must	select	suitable	accounting	policies,	implement	them	consistently,	disclose	them	transparently,	and	communicate	any	changes.	These	policies	play	a	crucial	role	in
financial	reporting,	providing	a	standardized	framework	for	preparing	financial	statements,	maintaining	internal	control,	and	aiding	investors	and	stakeholders	in	assessing	a	company’s	financial	position	and	performance.Accounting	Policies	vs.	Accounting	PrinciplesAccounting	principles	are	like	the	big	rules	of	accounting	and	financial	reporting.
They	guide	how	statements	are	put	together,	based	on	things	like	the	IFRS	Foundation’s	ideas	or	the	GAAP	in	the	U.S.Accounting	policies,	on	the	other	hand,	are	how	companies	put	these	principles	into	action.	They	might	include	how	a	company	handles	things	like	how	it	deals	with	older	equipment,	testing	the	worth	of	brands,	or	trading	money	from
one	currency	to	another.GAAP	vs.	IFRSThere	are	two	main	sets	of	accounting	rules	companies	use	around	the	world.	One	is	GAAP—used	mostly	in	the	U.S.	The	other	is	IFRS—which	is	more	about	general	ideas	than	strict	rules.	They	overlap	on	many	points	but	have	some	key	differences.Both	GAAP	and	IFRS	aim	to	create	trustworthy	financial
reports.	But	they	may	handle	things	like	leases,	tax,	and	valuing	property	differently.	Companies	have	to	pick	the	right	set	of	rules	for	where	they	operate,	and	adjust	their	policies	to	match.GAAPIFRSRules-basedPrinciples-basedEstablished	by	FASBEstablished	by	IASBWidely	used	in	the	United	StatesWidely	used	globallyEmphasis	on	detailed
rulesEmphasis	on	economic	substanceTypes	and	Examples	of	Accounting	PoliciesCompanies	must	follow	specific	accounting	policies	for	their	financial	reporting.	These	rules	help	keep	the	company’s	financial	reports	clear	and	accurate.	Accounting	policies	are	key	because	they	can	change	how	a	company’s	financial	statements	look	and	its
value.Revenue	Recognition	PoliciesThe	revenue	recognition	policy	is	very	important.	It	sets	the	rules	for	when	to	record	revenue.	This	makes	sure	that	revenue	is	only	counted	when	it’s	truly	earned,	following	U.S.	GAAP.A	correct	revenue	recognition	is	very	important.	It	makes	the	financial	reporting	true	and	meets	the	compliance	regulations.Cost
Capitalization	PoliciesThere	are	also	cost	capitalization	policies	for	handling	different	kinds	of	expenses.	These	rules	are	for	inventory	management,	buying	fixed	assets,	doing	research,	and	development,	among	other	things.	Using	these	policies	correctly	is	vital	for	managing	expenses	and	analyzing	financial	statements.Matching	PrincipleThe
matching	principle	says	expenses	have	to	match	up	with	the	revenue	they	help	make.	This	way,	a	company’s	real	costs	and	what	they	earn	are	shown	together.	It	helps	show	the	true	profit	and	to	understand	cash	flow.Disclosure	PoliciesPolicies	on	financial	disclosure	determine	how	open	companies	must	be	in	their	reports.	They	make	sure	that
everyone	involved	can	get	the	info	they	need	for	financial	decisions.	These	rules	support	corporate	transparency	and	following	regulations.Objectivity	PrincipleThe	objectivity	principle	demands	that	financial	statements	are	fair	and	unbiased.	It’s	about	showing	a	company’s	real	money	status	without	any	tricks.	This	is	essential	for	good	corporate	and
honest	financial	reports.Inventory	Valuation	Methods	(FIFO,	LIFO,	Average	Cost)Choosing	how	to	value	inventory	can	change	a	company’s	money	results	a	lot.	Accounting	policies	for	this	area	include	FIFO,	LIFO,	or	Average	Cost.	Each	method	can	affect	profits	and	the	bottom	line	differently.Inventory	Valuation	MethodDescriptionImpact	on	Net
IncomeFIFOCosts	of	goods	sold	are	based	on	the	costs	of	the	earliest	items	purchasedHigher	net	income	in	periods	of	rising	costsLIFOCosts	of	goods	sold	are	based	on	the	costs	of	the	most	recent	items	purchasedLower	net	income	in	periods	of	rising	costsAverage	CostCosts	of	goods	sold	are	based	on	the	weighted	average	cost	of	all	items	available
for	saleModerate	impact	on	net	incomeDepreciation	MethodsChoosing	a	depreciation	method	for	fixed	assets	is	a	big	decision	for	companies.	They	can	pick	from	different	ways	to	write	down	asset	values	over	time.	This	choice	affects	their	yearly	costs	and	final	income	on	the	balance	sheet.ConclusionSmall	businesses	should	have	basic	bookkeeping
rules	in	place.	They	don’t	need	complicated	accounting	methods.	This	helps	keep	the	records	straight	and	shows	how	their	money	is	used.	It’s	like	having	a	clear	path	to	follow	when	reporting	finance	stuff.Telling	people	how	the	money	is	handled	is	key,	especially	for	investors.	This	way,	they	understand	the	company’s	financial	well-being.	Regular
updates	in	tax	and	asset	rules	are	there,	like	GAAP	and	IFRS.	But,	the	company	picks	its	rules	on	how	to	show	their	finances.Using	certain	accounting	rules,	a	business	might	look	better	off	than	it	really	is.	This	can	be	good	in	the	short	term	but	not	reliable	over	time.	Knowing	these	tricks	helps	in	figuring	out	a	company’s	true	health.	It’s	all	about
making	smart	financial	choices	in	any	business	sector.Accounting	principles	are	like	a	big	picture	for	running	a	company.	Yet,	the	details,	known	as	accounting	policies,	can	be	chosen	by	the	company’s	leaders.	They	pick	what	works	best	for	their	financial	reports.Companies	often	use	one	of	two	main	standards	–	GAAP	or	IFRS.	These	guides	help
standardize	how	companies	from	different	places	report	their	finances.The	typical	accounting	standards	are	for	recognizing	profits	and	how	to	handle	costs.	There’s	also	a	rule	for	showing	the	full,	clear	picture.	And,	they	include	how	to	value	inventory	and	for	calculating	wear	and	tear	on	equipment.Even	for	small	businesses,	having	basic	accounting
policies	is	smart.	This	way,	they	can	report	finances	consistently	and	truthfully.	It	helps	prevent	mistakes	in	the	books.By	sharing	accounting	policies,	companies	help	investors	understand	better.	This	knowledge	aids	them	in	making	smart	choices	about	investing.	They	get	insights	about	the	company’s	financial	health.Source	LinksRead	more
International	Accounting	Standard	8	(IAS	8)	defines	accounting	policies	as	“the	specific	principles,	bases,	conventions,	rules	and	practices	applied	by	an	entity	in	preparing	and	presenting	financial	statements”.	The	accounting	policies	are	the	specific	policies	and	procedures	that	are	used	by	a	company	to	prepare	its	financial	statements.	The
accounting	policies	include	methods,	measurement	systems	and	procedures	for	presenting	information	in	financial	statements.	Accounting	policies	are	very	important	for	the	proper	understanding	of	the	information	provided	in	the	financial	statements.	An	entity	should	clearly	state	the	accounting	policies	it	has	used	while	preparing	the	financial
statements.	Disclosure	of	accounting	policies	is	important	because	many	accounting	standards	allow	alternative	treatments	for	a	same	transaction	or	item.	Users	of	financial	statements	will	not	be	able	to	compare	the	financial	information	with	other	entities	if	the	accounting	policies	are	not	cleared	outlined.	For	example,	IAS	2	gives	the	entities	a
choice	to	either	use	weighted-average	method	or	the	first	in,	first	out	(FIFO)	method	for	valuation	of	inventories.	Unless	an	entity	discloses	its	accounting	policy	regarding	selection	of	the	inventory	valuation	method,	the	users	of	financial	statements	will	not	be	able	to	make	relative	comparisons	with	other	entities.	IAS	8	provides	the	following
guidance	regarding	selection	and	application	of	accounting	policies.	An	accounting	policy	should	be	determined	by	applying	a	Standard	or	Interpretation	which	specifically	applies	to	a	transaction,	an	even,	or	condition.	If	Standards	or	Interpretations	do	not	address	a	specific	transaction,	event,	or	condition,	an	entity	should	develop	and	apply	a	policy
that	is	relevant	to	the	decision	making	needs	of	users	of	financial	statements	and	is	reliable	as	well.	While	making	these	judgments,	an	entity	should	apply	the	following	sources	in	descending	order:	The	requirements	and	guidelines	in	Standards	and	Interpretations	which	deal	with	similar	and	related	issues	The	definitions,	recognition	criteria,	and
concepts	of	measurement	for	income,	expenses,	assets	and	liabilities	as	outlined	in	the	International	Accounting	Standards	Board	(IASB)	Framework.	Most	recent	pronouncements	of	other	standard	setting	bodies	to	the	extent	that	these	do	not	conflict	with	the	Standards,	Interpretations,	and	the	IASB	Framework.		Accounting	policies	are	the	set	rules
and	conventions	that	are	provided	by	some	national	or	international	committee	of	accountancy	for	the	entities	to	follow	while	organizing	their	monetary	statements.	The	entities	have	to	follow	these	specific	conventions	and	principles	in	the	preparation	and	presentation	of	their	final	accounts.	The	reason	for	setting	these	conventions	is	the	consistency
in	the	financial	statements	of	different	entities	and	prohibiting	the	use	of	misleading	policies	to	coerce	the	users	of	financial	statements.	Interpretation	according	to	IAS	8:	Accounting	policies,	changes	in	accounting	estimates	and	errors	For	the	countries	that	follow	International	accounting	standards	(IAS),	an	accounting	standard	IAS	8:Accounting
policies,	changes	in	accounting	estimates	and	errors	has	been	designed	to	help	the	entities	in	better	understanding	the	need	and	methodology	of	selecting	and	applying	the	accounting	policies	and	how	to	follow	them	consistently.	This	standard	also	defines	how	these	entities	can	change	their	accounting	policies	and	the	right	method	to	disclose	the
change.	Selection	and	application	of	accounting	policies	When	a	Standard	is	available	for	a	transaction	or	event,	management	of	the	entity	must	apply	the	specific	guidance	provided	by	the	IASB	Implementation	Guidance	in	applying	that	specific	accounting	policy.	If	any	preceding	guidance	is	not	available	for	an	accounting	policy,	the	management
must	use	its	own	judgment	in	selecting	a	policy	it	deems	fit	for	the	scenario.	Other	than	this,	management	can	also	use	the	most-recent	pronouncements	of	the	other	frameworks	and	standard-setting	bodies	and	apply	them	if	the	conditions	match.	Consistency	in	accounting	policies	of	business	For	the	similar	transactions,	an	entity	must	apply	the
similar	accounting	policies	in	a	consistent	manner.	An	entity	is	not	allowed	to	change	its	accounting	policies	for	one	transaction	for	consecutive	periods.	If	an	entity	is	going	to	change	its	accounting	policy,	it	should	have	a	solid	reason	for	that,	and	it	should	properly	disclose	any	change	in	its	financial	statements	along	with	the	reason	for	change.
Changes	and	disclosure	of	accounting	policies:	An	entity	can	only	change	its	accounting	policy	if	some	specific	rules	and	conditions	are	fulfilled.	These	are:	Management	is	allowed	to	change	its	accounting	policies	if	it	is	required	by	a	Standard	If	the	change	in	accounting	policy	results	in	the	providence	of	more	reliable	and	accurate	information
regarding	transactions,	events	and	financial	statements	See	also	What	are	accounting	policies,	how	do	they	differ	from	accounting	principles,	and	why	are	they	vital	to	know?	We	answer	all	that	and	more	in	this	article—read	on	to	find	out	everything.	Accounting	Policies:	An	OverviewThe	exact	methods	that	a	company's	management	team	uses	to
create	its	financial	statements	are	known	as	accounting	policies.	These	consist	of	all	measuring	systems,	accounting	techniques,	and	disclosure	presentation	protocols.Accounting	principles	are	the	rules	of	accounting,	but	accounting	policies	are	how	a	corporation	complies	with	those	standards.	This	is	how	accounting	policies	differ	from	accounting
principles.Main	TakeawaysA	company's	financial	statements	are	prepared	according	to	accounting	policies.	Accounting	policies	are	norms	for	adhering	to	accounting	principles,	which	are	rules.	Earnings	can	be	lawfully	manipulated	using	accounting	principles.	The	accounting	policies	a	firm	chooses	will	show	if	management	reports	earnings	in	an
aggressive	or	prudent	manner.	The	International	Financial	Reporting	Standards	(IFRS)	must	be	followed	by	accounting	policies.The	Application	Of	Accounting	PoliciesA	company's	financial	statement	preparation	is	governed	by	a	set	of	guidelines	called	accounting	policies.	These	procedures	are	utilized	to	explicitly	address	complex	accounting
procedures	such	as	depreciation	techniques,	goodwill	recognition,	preparation	of	R&D	expenses,	inventory	value,	and	financial	account	consolidation.All	accounting	policies	in	Saudi,	for	instance,	must	adhere	to	international	financial	reporting	standards	(IFRS),	albeit	they	may	vary	from	one	firm	to	another.Accounting	principles	may	be	viewed	as	a
foundation	for	how	a	business	should	function.	However,	the	framework	is	fairly	adaptable,	allowing	a	company's	management	team	to	select	certain	accounting	principles	that	are	beneficial	to	the	company's	financial	reporting.Because	accounting	standards	might	be	weak	at	times,	a	company's	unique	rules	are	crucial.	Investigating	a	company's
accounting	practices	might	reveal	if	management	reports	earnings	in	a	prudent	or	aggressive	manner.	Investors	should	consider	this	while	analyzing	earnings	reports	to	determine	the	caliber	of	earnings.	A	company's	policies	should	be	reviewed	by	external	auditors	who	are	employed	to	check	the	financial	statements	to	make	sure	they	comply	with
GAAP.Read	more	about	Overview	of	Accounting	in	the	Modern	WorldAccounting	Policy	ExamplesIt	is	permissible	to	lawfully	modify	earnings	using	accounting	principles.	Companies	are	permitted	to	value	inventory,	for	instance,	using	theAverage	costFirst	in,	first	out	(FIFO)Last	in,	first	out	(LIFO)	accounting	procedures.The	weighted	average	cost	of
all	inventory	created	or	acquired	during	the	accounting	period	is	used	to	calculate	the	cost	of	goods	sold	(COGS)	under	the	average	cost	method	whenever	a	business	sells	a	product.When	a	corporation	sells	a	product,	the	cost	of	the	inventory	generated	or	purchased	first	is	taken	into	account	according	to	the	FIFO	inventory	cost	technique.When	a
product	is	sold	using	the	LIFO	approach,	the	cost	of	the	inventory	created	most	recently	is	taken	into	account.	What	Sets	Accounting	Principles	Apart	From	Accounting	Policies?An	accounting	policy	is	a	technique	or	guideline	followed	by	management	to	comply	with	the	regulation	and	produce	financial	statements,	as	opposed	to	an	accounting
principle,	which	is	the	standard	norm	established	by	a	governing	body.What	Kinds	Of	Accounting	Policies	Are	There?When	accounting	principles	permit	flexibility	in	how	the	rules	are	applied	to	a	scenario,	accounting	policies	become	evident	in	a	firm.	The	following	instances	need	managerial	discretion:Assessment	of	stockAssessment	of
investmentsFixed	asset	valuationDeflation	techniquesPrices	for	research	and	development	(R&D)The	conversion	of	foreign	currencyWhat	Sets	Conservative	Accounting	Apart	From	Aggressive	Accounting?Conservative	accounting	practices	tend	to	overestimate	costs	while	understating	revenue.	Aggressive	accounting,	on	the	other	side,	employs
practices	that	frequently	exaggerate	income	and	understate	expenditures.The	ConclusionTo	sum	it	up	accounting	principles,	which	are	the	standards	that	all	accounting	policies	must	comply	with,	are	distinct	from	accounting	policies.The	management	team	of	a	corporation	might	decide	on	certain	accounting	practices	that	are	beneficial	to	the
company's	financial	reporting.The	team	may	employ	cautious	or	aggressive	accounting	procedures,	impacting	how	a	company's	financial	performance	is	presented	in	a	certain	year.Sign	Up	NowIf	you’d	like	to	upgrade	your	accounting,	check	out	Wafeq’s	advanced	software	now,	and	become	more	efficient	while	saving	resources	from	day	one!
Accounting	policies	are	the	set	of	frameworks,	rules,	and	procedures	selected	and	used	by	a	business	entity	for	preparing	and	presenting	their	financial	reports.	Read	on	to	learn	more	in	this	article.	Accounting	policies	are	a	set	of	formal	rules	and	procedures	that	companies	follow	to	ensure	their	financial	records	are	accurate,	consistent	and
comparable.	These	policies	outline	how	to	record,	measure,	and	present	financial	information.	Whether	you’re	a	small	business	or	a	large	corporation,	adhering	to	accounting	policies	is	essential	for	transparency,	compliance	with	legal	standards,	and	informed	decision-making.	In	this	blog,	we’ll	explore	the	basics	of	accounting	policies,	dive	into	their
key	elements,	and	provide	examples	to	help	you	understand	how	they	work	in	practice.	We’ll	also	look	at	important	distinctions,	such	as	accounting	principles	vs.	policies,	conservative	vs.	aggressive	accounting	approaches	and	how	advanced	record	to	report	solutions	help	strengthen	accounting	policies.	Table	of	Contents	Introduction	What	Are
Accounting	Policies?	Key	Elements	in	Accounting	Policies	How	Are	Accounting	Policies	Used?	Example	of	an	Accounting	Policy	What	Is	the	Difference	Between	Accounting	Policies	and	Principles?	What	Is	the	Difference	Between	Conservative	and	Aggressive	Accounting?	How	Can	Highradius	Help	Improve	Your	Financial	Reporting	FAQs	Accounting
policies	are	rules	and	procedures	that	companies	use	to	manage	and	report	their	financial	activities.	These	policies	help	ensure	that	financial	statements	are	prepared	consistently	over	time,	making	it	easier	for	investors,	regulators,	and	other	stakeholders	to	understand	a	company’s	financial	health.		Accounting	policies	determine	how	companies
value	assets,	recognize	revenue,	and	estimate	expenses.	In	simple	terms,	accounting	policies	are	like	a	set	of	instructions	that	companies	follow	to	make	sure	their	financial	reports	are	accurate	and	standardized	across	different	periods.	Policy	compliance	means	nothing	without	process	control!	Find	the	right	accounting	tools	that	ensure	control,
accuracy,	and	speed	for	your	accounting	team.	Download	Buyer’s	Guide	Several	key	elements	make	up	accounting	policies.	These	elements	ensure	that	companies	apply	consistent	standards	while	preparing	their	financial	reports.	Some	important	ones	include:	Revenue	recognition	–	Defines	when	and	how	a	company	should	record	income	in	its
books.	Example:	Recording	sales	revenue	when	control	of	goods	is	transferred	to	the	customer,	such	as	the	goods	being	received	by	the	customer.		Asset	valuation	–	Explains	how	to	determine	the	value	of	assets	like	inventory	and	equipment.	Example:	Companies	can	use	the	historical	cost	or	fair	value	method	to	determine	the	asset	value.	Expense
recognition	–	Guides	when	and	how	expenses	should	be	recorded	in	the	books.	Example:	Recording	the	depreciation	expense	of	an	equipment	over	its	useful	life.	Depreciation	methods	–	Specifies	the	method	used	to	allocate	the	cost	of	assets	over	their	useful	lives.		Example:	Companies	can	use	various	depreciation	methods,	such	as	straight-line
depreciation,	units	of	production	depreciation,	or	double	declining	balance	depreciation.	Inventory	Valuation	–	Definesmethods	to	assess	inventory	cost,	affecting	profit	margins	and	financial	statements.	Example:	Companies	can	use	various	methods,	such	as	First-In,	First-Out	(FIFO),	Last-In,	First-Out	(LIFO),	or	average	cost,	to	determine	inventory
value.	These	elements	together	ensure	that	financial	information	is	reported	in	a	uniform	and	reliable	way,	giving	a	clear	picture	of	the	company’s	financial	position.	Accounting	policies	guide	companies	in	preparing	their	financial	statements,	especially	when	dealing	with	complex	accounting	tasks	like	depreciation,	inventory	valuation,	or
consolidating	accounts.	While	the	exact	policies	may	differ	from	one	company	to	another,	they	must	follow	broader	accounting	standards,	such	as	Generally	Accepted	Accounting	Principles	(GAAP)	or	International	Financial	Reporting	Standards	(IFRS).	Management	has	some	flexibility	when	choosing	specific	accounting	policies,	which	can	impact	how
a	company	reports	its	financial	performance.	Investors	and	auditors	often	examine	these	policies	to	assess	whether	a	company	is	being	conservative	or	aggressive	in	its	reporting.	Let’s	look	at	a	simple	example	of	an	accounting	policy	related	to	inventory	valuation.	A	company	can	choose	between	two	main	methods:	First-In,	First-Out	(FIFO)	or	Last-
In,	First-Out	(LIFO)	although	LIFO	is	not	permitted	under	IFRS.	With	FIFO,	the	first	items	purchased	are	recorded	as	sold	first,	which	can	result	in	lower	costs	during	periods	of	rising	prices,	hence	higher	profits.	In	contrast,	LIFO	assumes	that	the	latest	inventory	is	sold	first,	potentially	increasing	costs	and	reducing	profits.	This	decision	directly
impacts	the	company’s	profit	margins,	tax	liabilities,	and	financial	statements,	demonstrating	how	accounting	policies	affect	overall	financial	reporting.	To	better	understand,	let’s	take	a	company,	XYZ,	which	uses	the	First-In,	First-Out	method	for	inventory	valuation.	Company	XYZ	purchases	10	units	of	inventory	at	$10	each	in	the	first	half	of	the
month	and	10	more	at	$12	each	in	the	second	half.	Over	the	month,	XYZ	sells	15	units	in	total.	Under	the	FIFO	method,	its	cost	of	goods	sold	(COGS)	will	be	calculated	as:	(10	x	$10)	+	(5	x	$12)	=	$160.		Under	the	LIFO	method	its	COGS	will	be	higher:	(10	x	$12)	+	(5	x	$10)	=	$170.		Alternatively,	under	the	Average	Cost	method,	the	COGS	would	be:
(15	x	$11)	=	$165,	where	$11	is	the	average	of	$10	and	$12.	In	periods	of	rising	prices,	a	company	can	strategically	choose	the	inventory	valuation	method	based	on	the	organization’s	financial	strategy.	They	can	either	increase	profits	using	FIFO	or	utilize	LIFO	to	increase	COGS	and	reduce	tax	liabilities.		Ebooks	See	how	AI	flags	omissions	that	your
ERP	can’t.	Process	of	rule	discovery	AI-led	transaction	error	detection	Faster	close	process	Get	the	Guide	Accounting	principles	are	broad	guidelines	that	govern	the	entire	accounting	process.	They	are	the	foundation	upon	which	financial	reporting	is	built,	ensuring	consistency,	reliability,	and	comparability	across	different	companies.	Principles	such
as	the	accrual	principle,	revenue	recognition,	and	the	matching	principle	apply	to	most	businesses	and	are	part	of	frameworks	like	GAAP	and	IFRS.	Accounting	policies,	on	the	other	hand,	are	the	specific	methods	and	procedures	a	company	adopts	within	these	principles.	While	principles	provide	the	framework,	policies	allow	for	flexibility	within
these	frameworks.	For	example,	a	company	may	choose	between	different	inventory	valuation	methods	(like	FIFO	or	LIFO	under	GAAP)	under	the	broad	principle	of	accurate	financial	reporting.	In	essence,	principles	set	the	rules,	while	policies	are	the	choices	a	company	makes	to	implement	those	rules	in	a	way	that	best	suits	its	operations.
Conservative	accounting	involves	using	accounting	methods	that	result	in	lower	reported	profits	and	higher	expenses.	Companies	adopting	this	approach	aim	to	understate	earnings	and	overstate	liabilities,	ensuring	they	don’t	overestimate	their	financial	health.	This	method	provides	a	more	cautious	view	of	the	company’s	performance,	which	can
help	avoid	financial	surprises	in	the	future.	On	the	other	hand,	aggressive	accounting	is	the	practice	of	using	methods	that	inflate	earnings	and	minimize	expenses,	providing	a	more	optimistic	overview	of	a	company’s	financial	position.	This	approach	may	involve	early	revenue	recognition	or	underestimating	future	expenses,	which	might	misrepresent
the	financial	health	of	the	organization	and	mislead	investors	and	other	stakeholders.	Aspect	Conservative	Accounting	Aggressive	Accounting	Objective	To	understate	earnings	and	overstate	liabilities	To	inflate	earnings	and	minimize	expenses	Financial	Reporting	Results	in	lower	reported	profits	and	higher	expenses	Results	in	higher	reported	profits
and	lower	expenses	Risk	Level	Minimizes	financial	risk	by	providing	a	cautious	view	Increases	financial	risk	by	presenting	an	overly	optimistic	view	Methods	Uses	methods	like	delayed	revenue	recognition	and	higher	expense	estimates	Uses	methods	like	early	revenue	recognition	and	lower	expense	estimates	Impact	on	Stakeholders	Provides	a	more
conservative	and	realistic	view	of	financial	health	May	mislead	investors	and	other	stakeholders	with	an	overly	favorable	view	Templates	See	hidden	anomalies	with	precision	before	they	hit	your	financials.	Anomaly	management	dashboard	template	AI-led	error	detection	Accurate	close	Download	the	template	Accurate	financial	statements	are	crucial
for	reliable	accounting	policies	and	reporting.	Before	delving	into	more	detailed	analysis,	it’s	essential	to	ensure	that	these	statements	reflect	your	company’s	financial	health	accurately.	Accurate	reconciliations	play	a	key	role	in	ensuring	this	accuracy.	Accounting	teams	carefully	compare	general	ledger	(GL)	balances	with	internal	sources	like	sub-
ledgers	and	external	sources	such	as	bank	statements.	HighRadius’	Account	Reconciliation	Software	enhances	this	process	by	leveraging	AI	and	machine	learning	to	automate	reconciliations,	improving	productivity	by	50%.	Our	Transaction	Matching	module	automatically	aligns	transactions	from	various	data	sources,	achieving	up	to	a	90%	auto-
match	rate,	which	saves	time	and	minimizes	errors.	Additionally,	our	automated	financial	close	software	come	with	exclusive	close	checklist	that	ensures	all	steps	in	the	financial	close	process	are	completed	accurately,	further	enhancing	reliability.	This	thorough	approach	helps	identify	and	resolve	discrepancies	quickly,	as	the	requisite	task	list	is
noted	and	addressed	promptly,	ensuring	that	your	financial	statements	are	dependable.	It	also	improves	the	accuracy	of	your	statements,	achieve	a	30%	reduction	in	days	to	close,	and	gain	valuable	insights	into	your	company’s	financial	status.	To	write	accounting	principles	and	procedures,	you	must	start	by	defining	the	policy’s	purpose	and	scope.
Outline	specific	procedures	for	recording	and	reporting	financial	transactions.	Ensure	compliance	with	accounting	standards.	Document	responsibilities	and	approval	processes.	Regularly	review	and	update	as	needed.	5	accounting	policies	are,	Revenue	Recognition,	determines	when	income	should	be	recorded;	Asset	valuation,	specifies	how	to	value
assets;	Expense	recognition,	outlines	how	expenses	should	be	recorded;	Depreciation	methods,	allocates	the	cost	of	an	asset	over	its	useful	life;	and	Inventory	valuation,	includes	FIFO	and	LIFO.	Accounting	policies	are	rules	guiding	financial	reporting	that	are	individual	to	every	organization,	while	procedures	are	steps	to	apply	these	rules,	which	are
specified	by	the	country	in	which	the	organization	operates.	Together,	they	ensure	consistent	and	accurate	financial	statements	compliant	with	accounting	standards.	Examples	of	accounting	policies	are	FIFO	for	inventory	valuation,	that	assumes	that	the	oldest	inventory	is	sold	first,	straight-line	depreciation	for	spreading	the	cost	of	an	asset	evenly
over	its	useful	life.	These	policies	ensure	consistency	in	financial	reporting	by	providing	standardized	methods	for	recording	transactions.	Accounting	Policies	Accounting	policies	are	a	set	of	principles,	procedures,	and	guidelines	used	by	companies	to	ensure	consistency,	transparency,	and	accuracy	in	their	financial	statements.	These	policies	guide
the	accounting	process,	ensuring	that	financial	statements	are	prepared	consistently	using	the	same	accounting	principles	and	methods.	Key	Accounting	Policies:	1.	Accounting	Equation:–	Assets	=	Liabilities	+	Owner’s	Equity-	This	equation	must	be	maintained	for	every	accounting	period	to	ensure	financial	statements	are	in	balance.	2.	Double-Entry
System:–	Every	accounting	transaction	is	recorded	twice,	once	for	debits	and	once	for	credits,	to	maintain	accuracy	and	consistency.	3.	Generally	Accepted	Accounting	Principles	(GAAP):–	Guidelines	for	preparing	financial	statements	that	are	widely	accepted	and	understood	by	investors	and	creditors.	4.	Financial	Statement	Presentation:–	Guidelines
for	the	format	and	presentation	of	financial	statements,	including	the	order,	headings,	and	disclosures.	5.	Accounting	Period:–	The	specific	time	frame	for	which	financial	statements	are	prepared.	6.	Depreciation:–	Method	for	reducing	the	value	of	assets	over	time	to	match	their	use.	7.	Accruals:–	Recording	of	expenses	and	revenues	that	are	incurred
but	not	yet	paid	or	received.	8.	Deferred	Revenue:–	Recording	of	revenue	for	services	that	will	be	performed	in	the	future.	9.	Inventory:–	Method	for	valuing	and	accounting	for	inventory	items.	10.	Accounts	Payable:–	Recording	of	accounts	payable	for	obligations	to	pay	creditors.	11.	Accounts	Receivable:–	Recording	of	accounts	receivable	for
customers	who	owe	payments.	12.	Cash	Accounting:–	Simplified	accounting	method	that	records	only	cash	inflows	and	outflows,	not	accounts	receivable	or	payable.	13.	Inventory	Costing:–	Method	for	determining	the	cost	of	inventory	items.	14.	Revenue	Recognition:–	Guidelines	for	recognizing	revenue	based	on	the	timing	of	the	transaction.	15.
Expense	Recognition:–	Guidelines	for	recognizing	expenses	based	on	the	timing	of	the	transaction.	16.	Accounting	Standards:–	Specific	pronouncements	issued	by	accounting	bodies	that	provide	guidance	on	accounting	policies.	Other	Important	Policies:	Disclosure	policies	Inventory	policies	Revenue	policies	Cost	policies	Debt	policies	Note:
Accounting	policies	may	vary	among	companies	based	on	their	size,	industry,	and	specific	business	activities.	However,	the	above	policies	are	generally	used	as	a	starting	Accounting	policies	are	the	foundation	of	each	and	every	business	and	financial	organization,	and	they	set	the	standards	for	the	preparation	and	presentation	of	financial
statements.	Such	policies	are	important	not	only	in	ensuring	the	comparability	of	financial	reporting	but	also	in	creating	a	framework	in	which	stakeholders	can	transparently	evaluate	a	company’s	financial	condition.	Today,	we	will	look	at	accounting	policies	in	detail,	their	types	with	examples	and	their	impact	on	financial	accounting.	What	are
Accounting	Policies?	Accounting	policies	are	the	rules	and	methods	a	company	employs	to	organize	and	manage	its	financial	accounting	practices.	Such	policies	help	to	align	financial	reports	to	the	relevant	and	widely	accepted	accounting	standards.	Accounting	principles	provide	the	general	framework,	whereas	accounting	policies	specify	how	the
company	will	implement	that	framework	in	its	daily	operations.	For	example,	the	policies	determine	how	the	company	records	financial	transactions	related	to	procurement,	revenue	and	inventory.	Purpose	of	Accounting	Policies	One	of	the	vital	functions	of	accounting	policies	is	to	ensure	standardization	of	financial	statements	across	periods	and
companies.	Let’s	explore	the	significance	of	accounting	policies.	Consistency:	As	companies	determine	the	accounting	policies	to	work	with,	it	will	ensure	consistency	across	financial	reports	and	make	it	easier	to	conduct	analysis.	Aid	in	Decision-Making:	Standard	accounting	policies	ensure	transparency	across	financial	reports	which	helps
stakeholders	and	investors	make	informed	decisions.	Comply	with	Legal	Requirements:	By	using	standard	accounting	policies	companies	ensure	they	meet	regulatory	and	legal	requirements	and	reduce	the	chances	of	facing	fines	and	penalties.	Ensure	Comparability	Across	Companies:	Standardized	accounting	policies	can	make	financial	statements
easily	comparable	across	companies	in	the	same	sector	which	can	make	the	analysis	process	simpler	for	investors	and	lenders.	Investor	Confidence:	Investors	are	more	likely	to	work	with	companies	that	implement	recognized	accounting	policies	and	are	transparent	about	their	financial	reporting	practices.	Accounting	Policies	and	Their	Application
by	Companies	Depending	on	the	financial	strategies	and	the	industry	they	are	in,	companies	may	decide	on	using	different	accounting	policies	that	work	well	for	their	operations.	Below	are	some	of	the	areas	where	companies	tend	to	assign	specific	accounting	policies:	Valuation	of	Fixed	Assets:	Companies	must	use	specific	policies	for	valuing	their
fixed	assets	like	buildings	and	machinery.	Under	the	historical	cost	policy,	assets	would	be	recorded	at	their	purchase	prices	or	they	could	use	fair	value	dictates	that	the	value	of	assets	should	routinely	be	adjusted	to	reflect	current	market	prices.	Depreciation	and	Inventory	Policies:	All	companies	have	to	decide	on	a	depreciation	method	for	their
fixed	assets	such	as	straight-line	or	declining.	For	inventory	valuation	methods	such	as	FIFO	or	LIFO	should	be	determined.	Valuation	of	Investments:	The	manner	in	which	the	valuation	of	investments	is	carried	out,	influences	the	reporting	of	bottom-line	profit	or	loss,	thus	specific	accounting	policies	must	be	defined	for	the	same.	Revenue
Recognition:	Cash	or	accrual	basis	–	companies	must	decide	when	they	will	recognize	revenue.	The	decision	affects	when	the	revenue	will	be	stated	in	the	income	statement.	Research	and	Development	(R&D)	Costs:	A	company	that	spends	a	lot	on	R&D	should	figure	out	whether	it	wants	to	capitalize	R&D	costs	as	an	asset	or	expense	them	straight
away.	Translation	of	Foreign	Currency	Items:	Organizations	dealing	with	multiple	currencies	must	decide	how	to	convert	those	transactions	into	their	reporting	currency	–	a	decision	that	can	impact	the	preparation	of	income	and	balance	sheet.	Read	more:	Balance	sheet	formats	Types	of	Accounting	Policies	Accounting	policies	and	their
implementation	can	differ	across	companies,	industries,	and	locations.	Let’s	look	at	some	of	the	commonly	used	and	accepted	accounting	policies.	Revenue	Recognition	Expense	Recognition	Inventory	Valuation	Depreciation	Asset	Valuation	Goodwill	Impairment	Lease	Accounting	Let’s	explore	each	of	these	types	in	detail	and	understand	them	better
with	accounting	policy	examples.	Revenue	Recognition	Revenue	recognition	addresses	the	timing	of	recording	a	company’s	revenue.	This	record	timing	can	significantly	affect	a	company’s	financial	health.	The	two	categories	to	consider	under	revenue	recognition	are:	Accrual	Basis:	Revenue	is	recorded	when	the	company	earns	it,	not	when	it
receives	cash.	It	uses	the	matching	principle	which	requires	recording	revenues	and	the	related	expenses	in	the	same	period.	Cash	Basis:	Revenue	is	recorded	when	actual	payment	is	received.	The	method	is	easy	but	rarely	used	as	it	can	provide	an	inaccurate	picture	of	a	company’s	financial	performance	when	the	payments	are	delayed.	Example:	An
IT	services	company	has	decided	to	use	an	accrual	basis	of	revenue	recognition.	Thus,	it	records	revenue	when	a	client	confirms	and	signs	the	contract,	even	if	the	client	makes	the	payment	later.		Significance:	Revenue	recognition	policies	influence	income	statements	and	balance	sheets.	Deferring	revenue	may	result	in	understated	earnings,	while
prematurely	recognizing	revenue	may	cause	overstated	earnings	and	thereby	misrepresent	a	firm’s	financial	status.	Expense	Recognition	The	expense	recognition	policy	of	a	company	describes	how	and	when	its	expenses	will	be	recorded.	The	matching	principle	is	most	commonly	used.	It	dictates	that	all	expenses	of	a	company	must	be	matched	with
the	related	revenues	they	helped	create.	Example:	A	company	that	incurs	cost	of	goods	sold	(COGS)	must	record	expenses	in	the	same	period	as	the	product	is	sold	and	the	company	earns	revenue	from	the	sale.	Significance:	Recognition	of	expenses	in	the	correct	time	period	is	important	in	ensuring	that	the	income	statement	reflects	the	true	picture
of	a	firm’s	profitability.	Errors	in	policy	implementation	can	negatively	affect	the	net	income	value.	Inventory	Valuation	This	policy	determines	how	companies	value	their	inventory	of	unsold	tangible	products.	Below	are	the	three	policy	types	used	for	valuing	inventory.	First	In,	First	Out	(FIFO):	With	FIFO,	the	first	items	added	to	inventory	are
assumed	to	be	the	first	sold.	This	means	in	periods	of	high	prices,	the	company	may	report	COGS	and	higher	earnings.	Last	In,	First	Out	(LIFO):	With	LIFO,	the	latest	items	added	to	inventory	are	assumed	to	be	sold	first.	This	means	in	periods	of	low	prices,	the	company	may	report	higher	COGS	and	lower	earnings.	Weighted	Average	Cost:	The
method	divides	the	total	cost	of	all	goods	available	by	the	number	of	units	available	for	sale	through	the	period.		Example:	A	retail	business	that	values	its	inventory	using	FIFO	method	assumes	the	inventory	it	caught	first	will	be	sold	first.	Thus,	their	financial	statements	may	reflect	lower	COGS	and	higher	reported	earnings,	during	periods	of	price
rises.	Significance:	Valuation	policies	have	a	direct	impact	on	COGS,	net	income	and	inventory	value	on	the	financial	statements.	The	selection	of	FIFO,	LIFO,	or	average	cost	may	alter	financial	results,	and	the	choice	of	a	method	may	be	driven	by	tax	reasons.	Read	more:	Financial	Accounting	Depreciation	Depreciation	is	the	process	of	spreading	the
cost	of	a	tangible	fixed	asset	over	its	useful	life.	Here	are	the	common	depreciation	policies	used	by	companies.	Straight-Line	Depreciation:	The	same	depreciation	expense	is	allocated	to	every	year	of	the	useful	life.	Declining	Balance	Depreciation:	A	fixed	percentage	is	applied	to	the	book	value	of	an	asset,	thus	increasing	the	depreciation	amount	in
the	initial	years	of	the	asset’s	life.	Units	of	Production	Depreciation:	Depreciation	is	determined	not	by	time,	but	by	the	actual	usage	or	output	of	the	asset.	Example:	A	manufacturing	company	that	uses	straight-line	depreciation	will	charge	the	same	depreciation	expense	every	year	for	the	useful	life	of	the	equipment.	Significance:	The	depreciation
method	used	influences	a	company’s	net	income	and	the	amount	of	the	assets	on	its	balance	sheet.	Accelerated	methods	like	double-declining	can	lead	to	lower	net	come	in	the	initial	years	but	can	offer	tax	benefits.	Asset	Valuation	The	policy	determines	how	the	company	records	its	assets	on	the	balance	sheet.	These	could	be	tangible	and	intangible
assets	such	as	machinery	and	goodwill.	The	two	common	asset	valuation	methods	used	are:	Historical	Cost:	The	original	purchase	price	of	the	asset	is	used	for	recording.	Fair	Value:	The	current	market	price	of	the	asset	is	used	for	recording.	Example:	If	a	company	employs	the	historical	cost	method,	it	will	record	the	purchase	of	a	piece	of	real	estate
at	the	price	it	paid	for	it,	even	though	its	market	price	has	risen	over	the	years.	Significance:	The	policy	determines	how	the	company	prepares	its	financial	statements	and	makes	changes.	For	example,	a	company	using	the	fair	value	method	will	be	required	to	frequently	change	its	financial	statements	to	reflect	market	value.	Goodwill	Impairment
When	a	company	acquires	an	asset	by	paying	more	than	its	book	value,	the	transaction	is	termed	as	goodwill.	If	the	asset	value	declines	after	the	transaction,	goodwill	impairment	occurs	and	the	same	is	recorded	in	the	company’s	financial	statements.	Companies	must	assess	the	goodwill	impairment	value	annually.	If	the	impairment	amount	is	higher
than	the	book	value,	the	difference	is	recognized	as	a	loss.	Example:	If	a	company	acquires	an	asset	for	₹100,000	but	it	later	assesses	the	book	value	of	the	asset	to	be	₹80,000,	₹20,000	would	be	recorded	as	goodwill	impairment.	Significance:	If	a	goodwill	impairment	occurs	then	it	will	be	recorded	as	a	loss	on	the	income	statement	and	a	reduced
goodwill	be	recorded	on	the	balance	sheet.	Lease	Accounting	The	policy	determines	how	a	company	manages	its	lease	agreements.	The	two	common	lease	types	are	as	follows:	Operating	Leases:	They	are	expensed	as	rent	with	lease	payments	flowing	through	the	income	statement	as	operating	expenses.	Finance	Leases:		These	are	treated	as	if	the
company	owns	the	asset	it	has	leased.	It	records	the	asset	on	its	balance	sheet	and	expenses	the	interest	and	the	depreciation	of	the	asset	over	the	lease	term.	Example:	A	firm	leasing	an	office	space	may	treat	the	transaction	as	an	operating	lease,	meaning	the	rental	payments	will	be	recorded	as	operating	expenses	while	the	asset	is	kept	off	the
balance	sheet.	Significance:	Lease	accounting	policies	impact	the	assets,	liabilities	and	expenditure	of	a	firm.	For	example,	financial	leases	can	increase	the	firm’s	leverage	whereas	operating	leases	keep	liabilities	off	financial	statements.	Read	more:	Expense	management	software	Impact	of	Accounting	Policies	on	Financial	Statements	Accounting
policies	impact	the	financial	statements	of	companies	in	the	following	ways:	Balance	Sheet:	Accounting	policies	for	assets,	depreciation,	and	inventory	valuation	impact	the	reported	values	of	a	company’s	net	assets/debt.	For	instance,	valuing	assets	at	historical	cost	rather	than	fair	value	can	make	a	company’s	assets	look	less	valuable,	which	would
impact	key	financial	metrics.	Income	Statement:	Accounting	choices	regarding	the	recognition	of	revenue	and	expense	matching	can	impact	the	time	at	which	revenue	and	expenses	are	recognized.		For	example,	accelerated	revenue	recognition	can	lead	to	overstated	earnings.	Cash	Flow	Statement:		While	accounting	policies	don’t	directly	impact
cash	flows,	they	affect	how	these	are	represented	in	the	financial	statements.	For	example,	an	aggressive	accrual	basis	method	can	show	higher	cash	flow	from	operations.	Disclosure	in	Financial	Statements:	Financial	statements	should	disclose	the	major	accounting	policies	used	by	the	company.	This	information	allows	stakeholders	to	ascertain	how
particular	financial	numbers	have	been	calculated,	and	whether	any	change	in	policy	may	have	affected	the	outcomes.	Read	more:	Cashflow	analytics	Conclusion	Accounting	policies	are	a	crucial	aspect	of	how	organizations	report	their	finances.	They	provide	the	overall	framework	for	recording,	measuring	and	presenting	financial	transactions,	which
in	turn	affects	the	perception	investors,	regulators,	employees	and	other	key	stakeholders	have	of	a	company.	They	help	to	shape	how	revenues	are	recognized,	inventories	are	valued,	and	depreciation	is	recorded,	ultimately	leading	to	the	creation	of	income	and	balance	statements.	Accounting	policies	provide	benefits	like	consistency,	comparability,
and	transparency.	They	also	aid	stakeholders	make	informed	financial	decisions.	Accounting	policies	when	applied	correctly	can	provide	a	foundation	for	long-term	financial	growth	and	stability.	FAQs	How	do	accounting	policies	differ	across	industries?	Accounting	policies	differ	across	industries	depending	on	the	nature	of	business	transactions	and
operations.	For	instance,	an	IT	services	company	will	focus	on	revenue	recognition	policies	for	long-term	contracts.	On	the	other	hand,	manufacturing	firms	may	focus	on	inventory	valuation	and	depreciation.	This	allows	financial	statements	to	reflect	the	nature	of	the	business.	What	is	the	role	of	accounting	policies	in	mergers	and	acquisitions?	The
buyer	and	seller	need	to	agree	on	which	policies	will	be	applied	to	the	accounts,	so	they	can	understand	the	value	of	the	assets,	liabilities	and	the	entire	business	in	general	during	mergers	and	acquisitions.	Differences	in	policies	–	such	as	how	inventory	is	valued	or	how	revenues	are	recognized	–	can	substantially	impact	the	presentation	of	a
company’s	financials,	which	in	turn	impacts	the	terms	of	a	deal.	How	do	accounting	policies	affect	a	company’s	tax	obligations?	A	company’s	tax	payments	are	influenced	by	the	accounting	policies	they	employ.	For	example,	a	company	using	the	LIFO	method	can	inflate	the	COGS	and	reduce	taxable	income	in	periods	of	downward	trends.	Choosing	to
depreciate	an	asset	using	a	more	conservative	method	results	in	tax	benefits	being	deferred	to	subsequent	periods.	The	right	policies	and	their	implementation	can	help	companies	optimize	their	tax	strategies.	What	are	the	consequences	of	non-compliance	with	accounting	policies?	Non-compliance	with	accounting	policies	can	lead	to	sanctions	or
penalties,	reputational	damage,	regulatory	probing,	unreliable	financial	statements	that	cannot	be	quoted	or	used	for	capital	raising,	investigations	around	tax	reporting,	and	fines.	How	do	external	auditors	evaluate	a	company’s	accounting	policies?	External	auditors	review	a	company’s	accounting	policies	to	confirm	they	comply	with	the	applicable
accounting	standards	and	have	been	implemented	consistently.	Auditors	may	review	the	appropriateness	of	these	policies	for	the	particular	company’s	circumstances.	If	the	policies	are	too	aggressive	or	vary	from	industry	standards,	the	same	would	be	highlighted	in	their	report.	How	often	should	a	company	review	or	update	its	accounting	policies?
A	company	should	review	their	accounting	policies	on	an	annual	basis,	at	a	minimum.	The	company	should	also	conduct	a	review	whenever	there	has	been	a	change	in	accounting	standards	or	business	operations	or	regulatory	requirements.	If	a	company	goes	international	or	adds	a	line	of	business	it	may	need	to	update	its	accounting	policies	to
reflect	this	change	in	operations.		What	is	the	significance	of	documenting	accounting	policies	in	a	manual?	Accounting	policies	being	recorded	in	manuals	can	act	as	a	guide	for	the	accounting	department.	The	department	can	refer	to	the	policies	whenever	there’s	any	confusion	or	ambiguity	regarding	any	financial	transaction	that	needs	to	be
recorded.	It	can	be	used	to	train	new	recruits.	It	also	enables	companies	to	meet	compliance	requirements	during	audits.	How	do	changes	in	accounting	policies	affect	financial	comparability?	The	comparability	of	financial	statements	can	change	depending	on	the	company’s	adoption	of	different	accounting	policies.	For	example,	switching	from	a
straight-line	to	a	declining	depreciation	method	changes	how	a	company	values	assets,	thereby	altering	year-to-year	comparisons	of	earnings.	Companies	are	required	to	disclose	such	changes	prior	to	the	period’s	financials	for	the	sake	of	consistent	comparability.	Is	it	possible	for	a	company	to	manipulate	financial	results	with	the	use	of	accounting
policies?	It	is	expected	that	companies	will	follow	standard	accounting	standards,	but	they	can	exercise	judgment	in	selecting	their	accounting	policies.	For	example,	a	company	might	use	an	aggressive	revenue	recognition	policy	at	the	expense	of	lower	reported	earnings	in	future	periods.	Regulators	and	investors	typically	check	for	such	policies	to
ensure	companies	provide	a	true	picture	of	their	financial	health.	What	external	factors	can	prompt	changes	to	accounting	policies?	Various	factors	such	as	regulatory	changes,	economic	developments	or	industry	practices	could	require	companies	to	change	their	accounting	policies.	For	instance,	a	change	in	tax	law	could	cause	companies	to	change
the	way	that	they	depreciate	assets,	or	the	transition	from	national	accounting	standards	to	IFRS	could	require	policy	overhauls.	Don't	forget	to	share	this	post


