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1.0

LEARNING OBJECTIVES

After Studying this unit, you will be able to
● Understand the meaning and concept of accounting,
● Know the difference between book-keeping and accounting,
● Highlight the role of accountant,
● Describe the objectives of accounting and
● Forecast the development of accounting
1.1

INTRODUCTION

Under the barter system, commodities are exchanged against commodities. Services and
labour charges were also exchanged against commodities. There was no need to keep
in memory or in records. When money comes to picture as a medium of exchange, the
value of all goods and services are measured in terms of money. As a result it leads to
evaluation and growth of business units (Producing Units, Wholesaling Units, and
Distributing Units & Retailing Units). All business units are managed, organized &
controlled by owner / owners (Natural persons). It is quite impossible to keep in memory
all events relating to business activities. For example, the owner of a producing unit can
never keep in memory the money value of all business events from the point of
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procuring raw-materials to the point of distribution of finished products. As a result, it
is quite essential to maintain records of events in day to day business operational
activities in monetary & quantitative figures.
At the same time, as per provisions of Income Tax Act 1961, person |firm| Companies
carrying on any nature of business must have to submit the report on profits earned or
losses sustained during each financial year called business year to the income tax
department for computation of tax liability. So it compels business units to keep detailed
records of events in monetary figures to determine profits earned or losses sustained at
the end of each financial year and to submit profitability statements to the Income Tax
Department for tax-assessment & settlement. Therefore, it gives birth to book-keeping
and accounting of business events.
1.2

NEED OF ACCOUNTING

Accounting is basically considered as a business language which communicates various
information and data in the context of business activities to different stakeholders in the
business, viz. proprietor, creditors, investors, government and other parties. Besides
business units, other persons and non–trading units may use it in practice. For example,
a cricket club of ODISHA has to maintain records of cash receipts from different
sources and cash payment for different cricket games organised during a particular
financial year. Sources of procuring funds may be entrance fees, life member fees,
subscriptions, donations etc. Application of funds may be preparation of play grounds,
purchasing cricket tools, remuneration to staff members, fire insurance of physical
stock, life insurance of players & other necessary expenses. This record must be made
in chronological order (date wise).
From this record, the cricket club may be able to know
● Sources of funds raised and its application on different purchases.
● Cash balance position in hand and at bank at the end of the financial year.
It can know the total amount of receipts from various items and total amount of
payments on different items.
It means various sources of receipts and various areas of application. At the end of
financial year the cricket club can ascertain its financial status that is assets and
liabilities position. It will help for financial planning in future and a suitable and
appropriate budget for subsequent years.
A person who desires to carry on a business must know
● His strength of own investment
● His borrowing power and ability
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● His skill and ability to generate profits or sustain losses
● His financial position / status at present and also to maintain in figure.
1.3

DEVELOPMENT OF ACCOUNTING

Accounting is as old as money itself. In India, Chanakya in his Arthashastra has given
importance to the concept of accounting and auditing. In the old ages, there was no
complexity in business activities. Business units were very small. It could be managed
by the proprietor himself. Time has changed. After the Industrial Revolution, there is a
rapid change in the business environment resulting in large scale production, cut throat
competition & widening the market. At present, modern techniques of management and
control are implemented. Technological improvement leads to great change in the
business environment. So the whole concept of accounting has changed. It is now
considered as a tool for measuring the various economic problems faced by business
units. It provides appropriate information & data which are absolutely required for
decision making and planning for future operations.
1.4

MEANING DEFINITION AND FUNCTION OF ACCOUNTING

Meaning:
The concept of accounting and the role of accountant have rapidly changed during the
last 30 years due to technological advancements in the business environment. In earlier
years, accounting was concerned with the process of recording business transactions
and the role of accountant was confined to record keeping. But now it is considered as
a tool of management for policy formulation and decision making. So it is an
information system rather than merely a recording system.
Accounting is a discipline which guides the accountant for recording, classifying,
summarizing, analyzing and interpreting the financial information about the various
activities of a business unit for taking appropriate decisions that will bring fruitful
benefits / results in future.
Definitions of accounting:
“Financial accounting is the art of recording, classifying and summarizing in a
significant manner and in terms of money transactions and events which are, in part, at
least of a financial character and interpreting the results thereof.”
- American Institute of Certified Public Accountants –

Accounting is “the process of identifying, measuring and communicating economic
information to permit informed judgments and decisions by users of the information.”
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- American Accounting Association –
Accounting may be defined “as the identifying, measuring, recording and
communicating of financial information.”
- H. Bierman & AR Dribin –
Functions of Accounting:
Recording: It is the basic function of accounting. It is concerned with recording of all
business transactions (internal and external) in a book called a journal named as a book
of original entry as and when they take place. This book may be subdivided into various
Subsidiary Books such as Cash Book (for recording cash transaction), Sales Book (for
recording credit sales of goods), Purchase Book (for recording credit purchase of
goods), and other books as per requirements.
Classifying: It is concerned with systematic grouping of transactions of same nature at
one place. The work of classification is done in the book called Ledger. Ledger is the
main or Principal Book in which all accounts are maintained systematically to determine
the closing balance of each account. For example Mr. X is a customer of the business.
All transactions relating to Mr. X in the journal or various subsidiary books will be
posted to Mr. X’s account.
All business transactions should be recorded & classified under the principles & rules
of accounting. So that it may be possible to determine the correct profits or losses and
to present the correct financial position.
Summarizing: It is the step to prepare trial balance (to know mathematical accuracy of
books of account), Profits or Loss Account (to know profits earned or losses sustained)
and Balance Sheet (a statement of assets & liabilities to know financial position of a
business unit on a particular date).
Analyzing & Interpreting: Analysis and interpretation are two sides of a coin. Both
are interrelated. Where there is analysis, there must be interpretation. Analysis is
meaningless without interpretation. Financial information such as Total purchases,
Credit purchases, Stock at the end of the year, creditors at the end of the year, Gross
profits, Net Profits, Fixed Assets, Current assets, owners capital etc. are analyzed &
interpreted on the basis of calculating ratio and percentages to evaluate past
performance of the business and to prepare second plans & policies for future. It enables
the proprietor to take sound judgment for growth & development and face competition.
Communication: After analysis and interpretation, the accounting information is
communicated to the higher management in the proper form and manner. Income
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Statement (P/L A/C) position Statement (Balance Sheet) along with other financial
information in the form of ratio, graphs, diagrams, Cash flow statement, fund flow
statement and etc. are submitted to the proper authority for right judgment and sound
decision making.
1.5

NATURE OF ACCOUNTING: SCIENCE OR ART

Science is an organized and systematic knowledge based on universal basic principles.
Accounting is also a science as it is an organized knowledge based on statutory principle
which has been developed as a result of study & experiences. But it is not considered as
a perfect science like physics, chemistry & etc. as testing & experiments cannot be
possible to draw a perfect conclusion. Rather Accounting is a social science as it deals
with human behavior, social and economic factors. Perfect conclusion can never be
possible
Art is termed as a technique through which one can achieve his/her desired objective.
Accounting is an art because it has basic functions of recording, classifying and
summarizing financial transactions. It develops & adopts appropriate techniques to
measure profitability and to present financial position by maintaining proper accounts.
1.6

BOOKKEEPING VS ACCOUNTING

Both terms seem to be similar in nature. But they are different from each other. BookKeeping is a process of record keeping of business transactions. It is the work of a Bookkeeper, (a clerk). He may not be a qualified person possessing requisite professional
qualification (Certificate of Chartered Accountant or Cost Accountant). He may not be
responsible for keeping all records of business. Book-Keeping is a routine work and
clerical in nature. It does not require specialized knowledge because it is repetitive in
nature.
Accounting is a systematic process of recording, classifying, summarizing, analyzing
& interpreting the financial data and communicating it to the higher management for
information and for taking suitable decisions. Accountant gives direction and reviews
the work of the book-keeper. Accountants must be qualified persons possessing a
certificate issued by Institute of Chartered Accountants of India / Institute of Cost and
Works Accountants of India. The work & function of an accountant is confined to
preparation of income statement, position statement, valuation of unsold stock at the
end of financial year, solving critical adjusting, correcting errors & mistakes and all
other complex financial matters.
The difference between book-keeping and accounting can be presented through an
example.
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Suppose, X & Co. purchases material costing Rs.50000 from a supplier named Mr. S.K
Rana on credit. The book-keeper records it in the book of original entry (journal) as
debiting of purchase A/c with Rs. 50000 and crediting Mr. S.K. Rana A/c with
Rs.50000.
At the end of the financial year, the accountant has to prepare an income statement to
determine correct & true profits or losses and position statement showing present
financial position. Besides these two statements, he has to value the unsold finished
stock properly adopting valuation procedures and principles. Many adjustments and
accounting treatments will have to be made for finding true and correct profits or losses.
1.7

USERS OF ACCOUNTING INFORMATION

Accounting is the language of the business. The primary object of language is to serve
the society as a means of communication. The basic objective of accounting is to
communicate business information to internal users and external users. According to
Slavin and Reynolds, Professors of Accounting, “Conceptually, accounting is the
discipline that provides information on which external and internal users of the
information may take decisions that result in the allocation of economic resources in
society”.
(A) Internal Users:
i)

Owners / Proprietors: - A business is carried on for earning profits. The owners
invest money in business for operation. They desire to know application money /
funds in different activities. They want to know the profitability and financial
position of the businesses. So they frequently need business information for safety
& security of their investment.

ii)

Managers: - In case of sole proprietary business the owner and manager is one
person. In case of partnership business, partners are both owners & managers. But
in the case of Company form of business, owners and managers are different
persons. Management of Company is vested in the hand of a group of persons
called Directors who look after the growth of the company and the investors called
shareholders. As management and ownership are in two different hands, owners
want to know vital business information from time to time.

iii)

Employees: - They are also interested in the financial position of a business
because their financial benefits (Salary, Allowance, Bonus etc.) depend on the
amount of profit earned.
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(B) External Users:
i)

Creditor: Creditors are the persons and financial institutions who have provided
credit to the business unit. They are suppliers of goods and services, bankers and
other lenders of money. They are interested in the financial statement to study the
financial strength to meet their claims in time.

ii)

Prospective investors: A person desiring to invest money in a particular company
will like to know the profitability and financial position. A study of financial
statements may inspire him for investment.

iii)

Government: Central Govt. and State Govt. are interested in the accounting
information for imposing taxation. Govt. officials are directed to verify the
accounting records of a business and other registers for adaptability of labour and
corporate laws.

iv)

Citizen: A citizen may be interested in the accounting records of the organization
with which he comes in contact in his daily life (bank, temple, public utility
concerns, gas, water & electricity). A citizen is also interested in the accounts of
government companies, public sectors and public utility companies as a voter and
a tax-payer.

1.8

ROLE OF THE ACCOUNTANT

Accountant is a person who does the work of accounting. The accounting system and
accountant provide valuable service to the society as a whole. Accountants are of two
types –
a) Accountants in public practice,
b) Accountants in employment.
a) Accountants in Public Practice: These accountants are professional persons.
They are members of professional bodies- Institute of Chartered Accountants of
India (ICAI), Institute of Cost and Works Accountant of India (ICWAI). They
provide services of conducting financial audit, management audit & designing
accounting system.
b) Accountants in employments: These accountants are employees of business units
or non-business units. Nonbusiness units include educational institutions,
Government, hospitals and other bodies. In business units, they are called financial
accountant, cost accountant, management accountant. Their work is confined to
preparation of financial statements, budgeting, operating decisions, investment
decisions, evaluating performance of subordinates, preparing financial reports etc.
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1.9

ROLE / SERVICE OF ACCOUNTANT

● Maintenance of Books of Accounts: An accountant has to maintain books of
accounts systematically and to prepare income statements presenting correct profits
earned and losses sustained and to present correct financial position through
position statements.
● Assisting Management: He provides financial reports and information to the
management for taking appropriate decisions. He helps in management in planning,
controlling, coordinating, motivating and communicating.
● Comparative Study : It helps in comparative study & evaluation of performance
through maintaining proper books of account
● Conducting Audit: Auditing means the verification of books of account to know
accuracy & reliability of accounting statements & reports. It may be statutory audit
and / or internal audit. Statutory audit is conducted as per provisions of law framed
by company law / Central Govt. / State Govt. In other names, it is called external
audit. Internal audit is held by a separate internal audit department headed by
professionally qualified persons
● Taxation: Accountant is also involved in taxation matters of business units. He
helps in computing tax liability & its settlement. He also makes proper tax planning.
● Financial Services: Now-a-days, professional accountants provide management
consultancy services such as framing management information system, business
planning, conducting various studies, executive selection studies. They act as
financial advisers having knowledge in law, accounting & taxation matters.
Accountant is a responsible person, carrying the resources of the business unit. Business
environment (National and Global) is changing rapidly on account of technological
improvement. So it is necessary for an accountant to cope with the situation, developing
effective communication skills, updating knowledge, improving skill and ability etc.
1.10

BRANCHES OF ACCOUNTING

Different people are interested in the accounting information. It leads to classification
of accounting into different categories.
Financial Accounting:
It is accounting of finance. It is basically based on recording business transactions on a
particular year. At the end of a financial year, it prepares financial statements, profits or
losses A/C (income statement and balance sheet (position statement) for the use of
external users like shareholders, debenture holders, creditors, bank and financial
institutions.
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Cost Accounting:
It is the accounting of cost determination of a product or service to be produced in future.
So it is the collection, classification, determination of cost and its accounting and cost
control of the different elements of cost.
Management Accounting:
It is accounting of the management for policy formulation, planning, controlling &
decision making. It uses various techniques and tools in this process like ratio,
comparative statement, percentage, cash flow statement, fund flow statement, budgeting
and so on. It generally uses data from financial accounting and cost accounting records.
Tax Accounting:
A business unit has to pay different types of taxes (direct & indirect) to Govt. (State or
Central) on behalf of itself or on behalf of others (share- holders/ employees). Tax
accounting is necessary for computation of different taxes like income-tax, sales tax,
excise duties, custom duties, Value Added Tax etc.
Social Responsibility Accounting
Each & every business unit is responsible towards society where it stands and carries
on operation. To what extent and how much it contributes funds (money) for social
progress of human-being. So it is the technique of identifying, measuring welfare
activities and communicating to the Govt. and general public.
1.11

OBJECTIVE OF ACCOUNTING

Maintaining of Records
Accounting is basically keeping records of business transactions chronological order. It
is impossible for the proprietor to keep in memory all business events.
Protecting business assets
Accounting provides safety and security of business properties and other resources. It
provides information for the following purposes.
i)
ii)
iii)
iv)

Investment of proprietor
Claims from credit customers
Claims to credit suppliers & Banks
Application of funds in fixed assets and current assets

v)

Balance in form of cash and deposits in banks
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Determining operational income
Businesses have a primary objective to generate profits that enable for growth and
survival. At the end of each financial year, accounting presents either net profit earned
or net losses sustained, so that a business unit can plan for future periods.
Presenting financial status
Government, Public, creditors, taxation authorities & others are interested to know the
financial position of a business unit from time to time. The objective can be effective
through a Balance Sheet or position statement. Balance Sheet is a statement of assets &
liabilities of a business unit on a particular date. It measures the financial soundness or
wealth condition of the business.
Making genuine decisions
Accounting facilitates decision making in the sphere of investment, sources of financial
payment of bonus, payment of dividend and many others matters. It provides various
tools like ratios, percentages, comparative statement, and cash flow statement, fund
flow statement for appropriate and genuine decision making which will produce
effective and positive results in future. Right decision is the key factor for growth,
survival and prosperity of a business.
1.12

SOME BASIC TERMS

●

Entity: The word entity literally means a thing that has a definite individual
existence. Business entity means a specifically identifiable business enterprise like
Khanna Jewellers, Prakash Pipes Ltd., etc. An accounting system is devised for a
specific business entity

●

Event and Transaction: Anything that brings about a change in the financial
POSITION OF AN ENTITY is called an event. In other words an event is a
happening of consequence to an entity. A transaction is a particular kind of event
involving some value between two or more entities. In other words, it is any dealing
between two or more persons involving exchange of goods or services for a
consideration usually in money.

●

Transactions are of two kinds (i) cash transactions and (ii) credit transactions.
Cash transactions are those in which cash is involved in the exchange. For example,
purchase of goods for cash, purchase of vehicles for cash, payment of rent etc. In
case of credit transactions cash is not paid immediately, the settlement is postponed
to a later date. For example, goods are purchased on credit on April 15, 2018 and
the cash is to be paid on August 1, 2018.
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●

Goods articles which are purchased for the purpose of sale are called goods. Other
articles which are purchased for the purpose of using them in the business are not
called goods. For example, in case of a fans dealer, fans are goods. He may be
having tables and chairs. But they are not goods for him. In the case of a furniture
dealer, tables and chairs are goods. He may be having fans, but they are not goods
for him.

●

Debtor: A debtor is one who owes some amount to the business. For example, a
customer who purchases goods on credit from the business, is a debtor to the
business.

●

Creditor: A creditor is one to whom the business owes some amount. One who
supplies goods or provides some services on credit to the business is a creditor.

●

Books of Account: These are the different sets of records, whether in the form of
bound books or loose sheets wherein the various business events and transactions
are recorded e.g., journal and ledger. If necessary, the journal and also the ledger
may be subdivided into a number of books.

●

Entry: The recording or entering a transaction or event in the books of account is
called an entry

●

Journal: Journal is the book of prime entry. It is used for recording all transactions
and events of a business entity in the first stage.

●

Ledger: The transactions recorded in the journal are transferred to a separate book
called ledger. In this book, a separate account is opened and maintained for each
item. For example, Capital Account, Salaries Account, Furniture Account, Building
Account, etc.

●

Account: An account is a classified statement of transactions relating to a person
or a thing or any other subject. It is vertically divided into two parts in T shape
(alphabet T).

●

To debit an account: It means making an entry for a transaction on the debit side
(left hand side) of an account.

●

To credit an account: It means making an entry for a transaction on the credit side
(right hand side) of an account.

●

Assets: Assets are things of value or economic resources (property) owned by the
enterprise. In other words, cash or anything which enables the business entity to get
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cash or a benefit in future is an asset. Land, buildings, machinery, vehicles,
furniture, stock of goods, cash, etc., are some examples of assets.
●

Expenditure: Expenditure means the spending of money or incurring a liability for
some benefit/ service received by the business entity. Purchase of machinery,
purchase of furniture, payment of salaries, rent, etc., are some examples of
expenditure.

●

Liabilities The amount owed by a business firm to outsiders other than the
owner(s). Loan from a bank, creditor for goods supplied, rent payable, salaries
payable, interest payable to the lenders are some examples of liabilities.

●

Drawings: Drawings refer to the amount withdrawn or the value of goods taken by
the proprietor for personal use from the business.

●

Capital: Capital can refer to funds raised to support a particular business or project.
Capital can also represent the accumulated wealth of a business, represented by its
assets less liabilities. Capital can also mean stock or ownership in a company.

●

Income: Income, also called revenue, is the amount earned by a business entity
resulting from operations which constitute its major or central activities. For
example, sale of goods or services.

●

Bad debts: The amount of debt which is unrealisable from a debtor who became
insolvent.

●

Stock: The amount of goods lying unsold or unused. It also includes stock of raw
materials and semi-finished goods.

●

Insolvent: A person who is not in a position to pay his debts in full and is so
declared by the court.

●

Voucher: A documentary (written) evidence of a transaction is called a voucher.
For example, if we buy goods for cash we get a cash memo; if we buy on credit we
get an invoice; and so on. Entries in books of account are made with the help of
such vouchers.

1.13

LET US SUM UP

Business has a series of transactions. It is not possible to remember all the transactions
which have taken place over a period of time, and calculate the net effect of all such
transactions i.e., profit or loss. Hence, the need for accounting takes place. Information
12

about the business enterprise is required for both internal and external use. To get the
required information, a systematic record is necessary.
The objectives of accounting are: to keep systematic records; to ascertain the profit or
loss and also the financial position; and to provide accounting information to interested
parties for rational decision-making. Many groups of people like owners, management,
lenders, creditors, investors, tax authorities, employees, etc., are interested in the
accounting information of the enterprise. Changes in economic environment and the
increasing complexity of management function have given rise to specialised fields of
accounting such as financial accounting, cost accounting and management accounting.
1.14

FURTHER READINGS

● Financial Accounting, R.K. Mittal, M.R. Bansal, V.K, Global Publication.
● Bal Ranjan Kumar, Financial Accounting – S. Chand
● Text Book of Financial Accounting-Anil Kumar and Mariappa- Himalaya
Publishing House
● Financial Accounting - P. C. Tulsian, Pearson Publication
● Anthony, R.N. Hawkins, and Merchant, Accounting: Text and Cases. McGraw-Hill
● Education.
● Bansal. K.M- Financial Accounting – Taxmann Publication

1.15

MODEL QUESTIONS

Q1. “Accounting is the language of business communication”, do you agree?
Q2. Define accounting, explain its objective.
Q3. Who are the members of the accounting information system? Name them.
Q4. Narrate the role of accountant in the day-to-day business environment.
Q5. What are the functions of accounting?
Q6. Where book-keeping ends, accounting starts” explain.
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2.0

LEARNING OBJECTIVES

After studying this unit, you will be able to
● Know the difference between accounting concepts and conventions
● Judge the importance of various accounting concepts & conventions
2.1

INTRODUCTION

Accounting is the language of business through which a business unit has to
communicate with the interested parties. It should be communicated in such a way that
anyone can understand easily. So the accounting information system should be based
on appropriate standards that are called accounting principles.
Accounting principles means rules, procedures and guidelines to be followed while
maintaining books of account. It is of two types such as:
● Accounting concepts
● Accounting conventions
2.2

ACCOUNTING PRINCIPLES

Obviously, if each business organisation conveys its information in its own way, we
will have a babel of unusable financial data.
Personal systems of accounting may have worked in the days when most companies
were owned by sole proprietors or partners, but they do not anymore, in this era of joint
stock companies.
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These companies have thousands of stakeholders who have invested millions, and they
need a uniform, standardised system of accounting by which companies can be
compared on the basis of their performance and value.
Therefore, accounting principles based on certain concepts, convention, and tradition
have been evolved by accounting authorities and regulators and are followed
internationally.
These principles, which serve as the rules for accounting for financial transactions and
preparing financial statements, are known as the “Generally Accepted Accounting
Principles,” or GAAP.
The application of the principles by accountants ensures that financial statements are
both informative and reliable.
It ensures that common practices and conventions are followed, and that the common
rules and procedures are complied with. This observance of accounting principles has
helped develop a widely understood grammar and vocabulary for recording financial
statements.
However, it should be said that just as there may be variations in the usage of a language
by two people living in two continents, there may be minor differences in the application
of accounting rules and procedures depending on the accountant.
For example, two accountants may choose two equally correct methods for recording a
particular transaction based on their own professional judgement and knowledge.
Accounting principles are accepted as such if they are
(1) Objective;
(2) Usable in practical situations;
(3) Reliable;
(4) Feasible (they can be applied without incurring high costs); and
(5) Comprehensible to those with a basic knowledge of finance.
Accounting principles involve both accounting concepts and accounting conventions.
Here are brief explanations.
2.3

ACCOUNTING CONCEPTS

Concepts related to assumptions or conditions on which accounting is based on.
Important accounting concepts are as follows:
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a)
b)
c)
d)
e)
f)
g)
h)

Separate entity concept
Going concern concept
Money measurement concept
Cost concept
Dual aspect concept
Accounting period concept
Matching concept
Realisation concept

a) Separate entity concept: It implies the separation of ownership from the business
unit. It is applicable to all forms of business units. In case of sole proprietorship
and partnership business, sole proprietor and partners are not considered as separate
entities still for accounting purposes, they are considered as separate entities. In
case of company form of organization, shareholders are the owners and company
has its own name and address through registration. So a company form of
organization is generally called an artificial person as it is created by law. So the
company has a separate legal entity.
b) Going concern concept: This assumption states that a business unit will continue
over a long period of time. It does not mean that it will continue permanently
forever. For example, while charging depreciation on a fixed asset, an accountant
considers the expected life of the asset without taking into consideration the present
market value. It may be dissolved or liquidated at any point of time due to
unavoidable circumstances.
c)

Money measurement concept: It states that monetary transactions are only
recorded. Business events or transactions (cash / credit) are recorded in terms of
money value. As a result, it can facilitate each analysis and interpretation of
financial information. For example, a business unit has a few efficient & dynamic
talented employees. They are no doubt assets of the business. Their monetary
measurement cannot be possible. They are not presented in the books of account.
Similarly a business has Rs.20, 000/- cash in hand, Rs. 1, 00,000/- cash at bank,
2000 kg of materials, 2000 square feet land, double storied building in 1500 square
feet land etc. Until and unless, land, material & building are expressed in terms of
money value, we can’t assess the total value of assets possessed.

d) Cost Concept: This assumption is related to the going concern concept. Any assets
(fixed assets & current assets) acquired must be recorded at the purchasing price.
Suppose, a machine is purchased at cost of Rs. 200000/-. It is recorded at cost price.
Depreciation charged annually reduces the value of the machine gradually. If
machine market value is either increased or decreased by Rs. 20000/- in the next
year due to inflation or deflation, it is not at all accounted for but at present, inflation
16

accounting is adopted because inflationary tendencies are found in the economic
system.
e)

Dual aspect concept: All business transactions are recorded under this concept. It
shows two aspects of a business transaction. For example, Mr. X started a business
with a capital of Rs. 50000/-. One aspect is receipts of Rs. 50000 by business and
another aspect is to meet the claim of proprietor as capitals Rs.50000. It is presented
as follows:
Equities = Assets (Cash)
50000 = Rs.50000
Again it is presumed that furniture costing Rs. 20000 is purchased. Then equation
stands
As Rs. 50000 (equities) = Rs.30000 (Cash) +Rs. 20000 (Furniture)
This concept states that every debit has a corresponding credit. The double entry
system of book-keeping is completely based on this concept.

f)

Accounting period concept: - Business unit has continuous existence that is long
period of life. The measurement of income & studying the financial position of a
business after a long period can never be possible. So the entire life period is
divided into segments. Each segment or time interval is called accounting period,
particularly a year. At the end of each year's accounting period, income statements
and balance sheets are prepared. Accounting period is usually the financial year
communicating on 1st April of a calendar year and ending on 31st March of the
next calendar year.

g) Matching concept:-This assumption is based on accounting period concept. Every
business unit has the primary objective to generate profit. As a result, it is necessary
to match the revenue of the period with the expenses incurred during the period.
Matching means appropriate association of earned revenue with expenses.
According to this concept, adjustments are made for all outstanding expenses,
prepaid expenses, accrued income, unearned / advance income etc. while preparing
final accounts at the end of the accounting period.
h) Realisation concept: - According to this concept the revenue is realized when a
sale is made. Sale means the transfer of ownership of a product from seller to buyer.
The buyer is legally liable to pay for if the ownership of the product passes to the
buyer on the date of transaction. But there are certain exceptions to it.
i) In case of hire purchase, the ownership is transferred to the buyer on payment
of last installment.
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ii) In case of contract account, account is settled between contractor and contractee
on completion of work but profit is calculated annually on the basis of work
certified.
2.4

ACCOUNTING CONVENTIONS

Conventions mean customs and traditions to be followed while preparing final accounts
(Financial Statements). They are different types:
a)
b)
c)
d)

Conservatism
Full disclosure
Consistency
Materiality

a) Conservatism:
It is a bias in the financial statements instead of realistic assessment of the financial
position of the business. Error in human work is very common. An accountant may
reject information that may be correct subsequently and an accountant may accept
information that may be false later on. According to this convention, income may be
understated due to under valuation of assets and may be overstated due to over valuation
of assets. It is also based on concealment of the true state of affairs of the business to
the outsiders (Bankers, Creditors, share-holders, financial institutions, etc.) In Spite of
certain criticisms, it is universally applied in the following cases:
i) Inventories are valued at cost price or market price, whichever is less
ii) In contract accounts, the profit is calculated even if the work is incomplete on
the basis of work certified.
iii) Deferred Revenue Expenditure is considered as an expense of the year in which
it is incurred although their benefits will come in subsequent years. Examples:
research & development expenses, market promotion expenses, advertisement
expenses.
iv) In case of “Cash on delivery sales”, revenue is generated when cash is received
by the seller not on delivery of goods to the buyer.
v) Profits on revaluation of assets is not distributed as dividend amongst the
shareholders unless the articles of association of a company permit.
b) Full Disclosures
Under this convention, the business unit should present a true picture of the financial
progress to the users. It should be honestly prepared and sufficiently disclose
information for the interest of the users. This convention has great importance in case
of joint stock companies because of separate entities of ownership and management.
The Companies Act, 1956 not only requires that the income statement and Balance
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Sheet of a company should give a true & fair view of the state of affairs of the company
but also gives the prescribed forms in which these statements are to be prepared.
c) Consistency
This concept states that accounting practices should remain unchanged from one period
to another. For example, if the depreciation on a fixed asset is charged by adopting a
fixed instalment method, it will follow year after year. Similarly if closing stock is
valued at cost price or market price whichever is less, it should be followed year after
year. It does not mean that it is a rigid convention. It may be flexible depending on
circumstances.
d) Materiality
According to this convention, the accountant should attach material details with the
financial statements to present before management / outsiders for information.
Materiality is a subjective term and an accountant should consider an item as material.
According to Kohler, “Materiality” means the characteristic attached to a statement,
whereby its disclosure would likely influence the judgment of a reasonable person.” It
is concluded that accounting is a man-made art designed to help man in achieving
certain objectives. Accounting principles are rules developed by man to fulfil the
essential and useful needs and purposes of the business.
2.5

LET US SUM UP

Accounting Concept defines the assumptions on the basis of which Financial Statements
of a business entity are prepared. Certain concepts are received assumed and accepted
in accounting to provide a unifying structure and internal logic to accounting process.
Accounting concept is defined as the accounting assumptions which the accountant of
a firm follows while recording business transactions and preparing final accounts. On
the contrary, accounting conventions are the methods and procedures which are
followed to give a true and fair view of the financial statement.
2.6
●

●

●

KEY WORDS
GAAP: Generally accepted accounting principles (GAAP) refer to a common set
of accounting principles, standards, and procedures issued by the Financial
Accounting Standards Board (FASB).
Balance Sheet: A balance sheet is a financial statement that reports a company's
assets, liabilities and shareholders' equity. The balance sheet is one of the three
(income statement and statement of cash flows being the other two) core financial
statements used to evaluate a business.
Deferred Revenue Expenditure: Deferred Revenue Expenditure is an expense
which is incurred while accounting period. For example, revenue used for
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●

2.7
●
●
●
●
●
●

advertisement is deferred revenue expenditure because it will keep showing its
benefits over the period of two to three years.
Revaluation Reserve: Revaluation reserve is an accounting term used when a
company creates a line item on its balance sheet for the purpose of maintaining a
reserve account tied to certain assets.
FURTHER READINGS
Financial Accounting, R.K. Mittal, M.R. Bansal, V.K, Global Publication.
Bal Ranjan Kumar, Financial Accounting – S. Chand
Text Book of Financial Accounting-Anil Kumar and Mariappa- Himalaya
Publishing House
Financial Accounting - P. C. Tulsiani, Pearson Publication
Anthony, R.N. Hawkins, and Merchant, Accounting: Text and Cases. McGraw-Hill
Education.
Bansal.K.M- Financial Accounting – Taxmann Publication

2.8

MODEL QUESTIONS

Q1.

What are the basic accounting concepts which guide the formulation of
generally accepted accounting principles in relation to Balance Sheets?

Q2.

“Accountants frequently refer to a procedure as being a conservative one”
Discuss what is meant by a conservative accounting procedure. State at least
four areas of the applications of the concept of conservation.

Q3.

List out any four accounting concepts.

Q4.

Explain briefly accounting conventions.

Q5.

Explain the accounting conventions of “Conservatism” and “materiality” and
their significance in the preparation of financial statements.

20

UNIT-3

JOURNAL, LEDGER, TRIAL BALANCE &
ERRORS

Structure:
3.0
3.1
3.2
3.3
3.4
3.5
3.6
3.7
3.8
3.9
3.10
3.11
3.12

3.13
3.14
3.15
3.16

Learning Objectives
Introduction
Meaning of Journal
Accounts & its Clarification
Rules of Debit & Credit
Various terms in Journal
Ledger
Posting & Balancing of Ledger
Trial Balance
Objectives of Preparing Trial Balance
Methods of Preparing Trial Balance
Limitations of Trial Balance
Rectification of Errors
3.12.1 Types of Errors
3.12.2 Errors Affecting Trial Balance
3.12.3 Suspense Account
Let us Sum up
Key Words
Further Readings
Model Questions

3.0

LEARNING OBJECTIVES

After studying this unit, you will be able to know
● Concept of Journal,
● Rules of debit and credit,
● Concepts and various key terms in Ledger
● Meaning, Objectives and Methods of preparation of Trial Balance
● Rectification of Accounting Errors
3.1

INTRODUCTION

Recording of transactions is considered as complete only when both the receiving and
the giving aspects are recorded in the books of account. This recording takes place in
two stages. In the first stage, the transactions are staged. You have learnt about the
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different stages of accounting, different classes of accounts, and the rules of debit and
credit. With this background, you will now be able to analyse the transactions and record
them in the book of original entry i.e., Journal. In this unit, we intend to explain how
exactly the entries are made in the journal. All business transactions are recorded in the
books of account in two stages: (1) Journalizing, and (2) Posting into Ledger. In this
unit, you will learn about recording in the ledger. This involves posting journal entries
into various accounts in the ledger, balancing the accounts periodically, and preparing
a Trial Balance to check the arithmetical accuracy of all accounting entries.
3.2

MEANING OF JOURNAL

The journal is a primary book in which all business transactions are recorded in
chronological order. It is called a book of original entries. It is the gateway where all
business transactions take shelter. The process of recording business transactions in a
journal is called journalizing. The specimen of a journal is given below
Date

Particulars

L.F

Debit (Rs.)

Credit (Rs.)

1

2

3

4

5

1. Date: The date on which a transaction took place
2. Particulars: It contains two parts of a transaction under principle of debit & credit
3. L.F: Ledger Folio- Page No. of ledger in which accounts are maintained.
4. Debit: The amount to be debited is entered
5. Credit: The amount to be credited is entered
3.3

ACCOUNTS AND ITS CLASSIFICATION

The transactions in the journal are recorded on the basis of rules of debit and credit. For
this purpose, business transactions are classified into three types:i)
Transactions relating to persons
ii)
Transactions relating to properties & assets
iii)
Transactions relating to incomes and expenses
On basis of above classification, account is of three types:i)
Personal Accounts
ii)
Real Accounts
iii)
Nominal Accounts
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i)

Personal Accounts: Personal accounts include the accounts of persons to whom
the business has dealings. It is of three types:
● Natural Personal Accounts: Natural people are a human being created by God.
For example – Ram’s Account, Gopi’s Account.
● Artificial Personal Accounts: Artificial persons are created by law. The
business has to deal with them. Examples Bank, Company, Insurance Company
and any registered institution. Their accounts are recognized as artificial
personal accounts.
● Representative Personal Account: These accounts represent a particular
person or group of persons. Examples are capital account, Drawing Account,
outstanding salary Account, outstanding rent accounts.

ii)

Real Accounts: - It is related to all assets. All assets accounts come under real
accounts. It may be tangible real account (Cash A/c, Stock A/c, Furniture A/c,
Building A/c) and intangible real accounts (goodwill A/c, trademarks A/c,
Copyright A/c, Patent right A/c)

iii)

Nominal Accounts: Nominal Accounts include all expenses, losses, incomes &
gains. Examples are rent A/c, salary A/c, interest paid A/c, interest received A/c,
wages A/c etc.

3.4

RULES OF DEBIT AND CREDIT




3.5

Personal Account: Debit – The Receiver Credit – The Giver
Real Account: Debit – What comes in Credit – What goes Out
Nominal Account Debit – All expenses and Losses Credit – All incomes & Gains
VARIOUS TERMS IN JOURNAL

● Debit: An entry in the left hand side of an account. Debit =>Dr.
● Credit: An entry in the right hand side of an account. Credit => Cr.
● Account: It includes all transactions accumulated together under a particular head
to determine the balance at the end of financial year. It has two sides such as left
hand side (Debit side) and Right hand side (Credit Side).
● Entry: It means the presentation of a transaction in a suitable form under the
principle of debit and credit.
● Narration: It means brief information about the transaction. It is presented after
posting the entry.
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● Simple Journal Entry: It contains only two accounts. One account stands debit
and another account stands credit at the same amounts. For example – Salary Paid
Rs. 10000.
The entry is: Salary A/c
To Cash A/c
10000
(Being salary paid)

Dr

10000

● Compound Journal Entry: It happens only when i) One particular A/c is debited
& several other A/cs are credited. ii) Several A/cs are debited & one particular A/c
is credited. iii) Several A/cs are debited and credited.
Example:-1) Cash paid to Ram Rs.1980 and discount Received Rs. 20 The entry
is
Ram A/c
Dr
2000
To Cash A/c
To Discount received A/c
(Being cash paid to Ram & Discount received)

1980
20

Example: 2) Cash received from Gupta & Sons Rs. 5900 and discount allowed 100
The Entry is
Cash A/c
Dr
5900
Discount Allowed A/c Dr
100
To Gupta & Sons A/c
6000
(Being cash received from Gupta & Sons & Discount allowed)
Example: - 3) Mr. X purchased a business from Mr. Y and possessed the following
assets & liabilities. Stock – 10000, Furniture-8000, Debtors-12000, Cash in hand –
2000, creditors-5000, Bank overdraft –Rs.5000 the Entry is
Stock A/c
Dr.
10000
Furniture A/c
Dr.
8000
Debtors A/c
Dr.
12000
Cash A/c
Dr.
2000
To creditors
5000
To Bank overdraft
5000
To Mr. Y A/c
22000
(Being different assets & liabilities are taken over from Mr. Y)
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● Opening Journal Entry: The journal entry passed at the beginning of the financial
year taking into account the previous year assets & liabilities of a running business
is called opening journal entry. The entry is
Cash A/c
Dr.
5000
Bank A/c
Dr.
20000
Stock A/c
Dr.
40000
Debtors A/c
Dr.
15000
Land/Building A/c Dr.
100000
Furniture A/c
Dr.
30000
Equipment A/c
Dr.
10000
To creditors A/c
10000
To Bank Loan A/c
30000
To O/S Expenses A/c
5000
To Capital A/c
175000
(Being opening entry passed taking into account assets & equities)
Illustration-01: Give journal entries for the following transactions.
1. April 1, 2015 – Mr. Prakash started business with cash Rs.25000
2. April 4, 2015 –He paid into bank Rs.5000
3. April 6, 2015 – He purchased goods for cash Rs.10000
4. April 8, 2015 – He purchased goods on credit from Mr. Y Rs.6000
5. April 10, 2015 – He sold goods for cash Rs.8000
6. April 13, 2015 – He sold goods on credit to Mr. X Rs.5000
7. April 15, 2015 – Mr. X Returned goods Rs.500
8. April 17, 2015 – Goods returned to Mr. Y Rs.800
9. April 20, 2015 – Furniture purchased for cash Rs.4000
10. April 23, 2015 – Rent Paid Rs.2000 11. April 25, 2015 Paid Telephone charges
Rs.500
12. April 26, 2015 – Goods distributed by way of free samples Rs.1000
13. April 27, 2015 – He withdrew goods for personal use Rs.1000
14. April 30, 2015 – He withdrew cash for personal use Rs.2000
15. May 5, 2015 – He withdrew cash from bank for office use Rs.2000
16. May 8, 2015 – He withdrew cash from bank for personal use Rs.1000
17. May 10, 2015 – Cash received from Mr. X Rs.4400 Allowed him discount Rs.100
18. May 15, 2015 – Cash paid to Mr. Y Rs.5000 Discount received Rs.200
19. May 18, 2015 – Salary paid Rs.2000 Stationery Paid Rs.1000 Wages Paid Rs.500
20. May 20, 2015 – Purchased goods worth Rs.5000
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3.6

LEDGER

Ledger is a principal book in which all accounts (Personal A/c, Real A/c & Nominal
A/c) are maintained. In other words, it is a set of accounts. Ledger book may be a bound
book or Loose-Leaf Book. In actual practice, Loose-Leaf-Book is used because it
facilitates addition of Loose-leaf cards.
The format or specimen of a ledger is as follows.
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3.7

POSTING & BALANCING OF LEDGER

● Posting: It means transferring the debit and credit items from the journal to their
respective accounts in the Ledger.
● Rules of Posting: i) Separate accounts should be opened in the ledger for posting
transactions relating to different accounts recorded in the journal. ii) The concerned
A/c which has been debited in the journal should also be debited in the ledger. iii)
The concerned A/c which has been credited in the journal should also be credited
in the ledger.
● Use of words “To” and “By”:- These two words are used while making the ledger
position “To” is written on the left hand side (debit side) and “By” is written on the
right hand side (credit side) of each account. These words have no specific
meaning. Now –a-days, while maintaining accounts & making postings, these two
words are not used.
● Balancing of an account: It means to find out the difference between debit total
and credit total of an account. The excess of debit total over credit total is called
debit balance and such balance is recorded as “By balance c/d”. Similarly the excess
of credit total over debit total is called credit balance and such balance is recorded
as “To Balance c/d”.
C/d – Carried Down.
C/d- It may be recorded as C/f
C/f – Carried forward
Illustration 02:
Preparation of Ledger A/c from Illustration 01 journal entries
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3.8

TRIAL BALANCE

After the transactions are recorded in the books of primary entry (journal) and posted
into respective ledger accounts, the next step in the accounting process is to prepare a
statement to check the arithmetical accuracy of the accounting work done. This
statement is nothing but a Trial Balance. It may be mentioned here that Trial Balance is
not prepared to check the total accuracy of the accounting work because certain
accounting errors might still be there even if Trial Balance agrees (total of both the
column tallies). As we know, according to the Dual aspect concept for each debit there
is a corresponding credit. Therefore, the total of debit or debit balance ledger accounts
must correspond with the total of credit or credit balance in such accounts. When both
the total of debit and credit columns of Trial Balance tallies, we are certain that
arithmetical accuracy of the accounting work is there. Trial Balance is a statement
containing the list of balances of ledger accounts and cash book. It is prepared on a
particular date. Though it is normally prepared at the end of the accounting period; it
can be prepared at any time during the accounting period to check the accuracy.
32

3.9

OBJECTIVES OF PREPARING TRIAL BALANCE

The following are the main objectives of preparing a Trial Balance.
 To check the arithmetical accuracy: - Arithmetical accuracy of the accounting
work done is ensured from the agreement of Trial Balance.
 Basis for Financial Statement: - Trial Balance is the base upon which financial
statements (profit and loss account and Balance Sheet) are prepared.
 Summary of Ledger Account: - Trial Balance sources as a summary of all
ledger accounts including the cash book.
 Location of Errors: - Errors in accounting work can be detected before
preparation of financial statements and steps taken to locate and verify the same.
3.10

METHODS OF PREPARATION OF TRIAL BALANCE

There are three methods of preparing a Trial Balance such as Balance Method, Total
Method and Balance with Total Method.
1. Balance Methods: After balancing the ledger accounts the debit and credit
balances of ledger accounts including that of the cash book are put in the respective
column of the Trial Balance. The Trial Balance contains five columns such as Serial
No., Names of Account, Ledger Folio (L.F.), debit balance and credit balance.
2. Total Method: Before the ledger accounts are balanced, the total of the debit and
credit side of each ledger account is incorporated in the Trial balance. The format
of the Trial Balance is the same as that of the Balance method accepting the Debit
Balance and Credit Balance columns are titled as Debit Total and Credit Total.
3. Combined Balance and Total Method: The Balance method and Total method
can be combined by incorporating all the amount columns in the Trial Balance
where the Trail Balance shall have four amount columns instead of two. Of the
above methods, the balance method is commonly used.
3.11

LIMITATIONS OF TRIAL BALANCE

As mentioned in the entries, agreement of the Trial Balance is not a conclusive proof of
the accuracy of the accuracy of the accounting work. The following errors are not
disclosed by the Trial Balance even of the Trial Balance agrees.
● Complete omission of a transaction from being recorded in the books of primary
entry.
● Entry of incorrect amount of both debit and credit aspect.
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● Entry of correct amount in wrong amount.
● Partial posting or double posting in ledger account.
● Errors of principle (capital items treated as revenue and vice versa etc).
Illustration 03: Entry the following transactions in respective ledger accounts of Mr.
A and prepare the Trial Balance under both Balance method and Total Method as on
30th April 2016.
April 1 Started business with cash Rs 1, 00,000
April 2 Purchased goods for cash Rs 20,000
April 3 Paid salaries Rs5, 000
April 4 Stationeries purchased Rs1, 000
April 5 Sold goods for cash Rs17, 000
April 6 Postage expenses Rs400
April 7 Advertisement expenses Rs3, 000
April 15 Purchased goods on credit form Mr. Anand Rs30, 000
April 18 Cash Sales Rs22, 000
April 20 Credit Sale to Mr. Mohan Rs8, 000
April 25 Payment made to Mr. Anand on account Rs25, 000
April 27 Mr. Mohan paid 50% of the amount due
April 30 paid electricity bill in cash Rs 2,000
Solution:
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Illustration 04: Taking the information from previous Illustration 1, extract a Trial
Balance of Mr. A as on 30th April, 2016 under combined Balance Method and Total
method.

3.12

RECTIFICATION OF ERRORS

The maxim ‘To err is human’ clearly say that the activities by human beings are
subject to errors or mistakes. Since human beings are involved in the accounting process
it is quite but natural that certain mistakes are committed unintentionally in the
accounting process. Such mistakes may be in the nature of mathematical figures,
oversight or simply mistakes in application of accounting principle. Thus, errors are
mistakes in the accounting process committed by the book-keeper unintentionally.
3.12.1 Types of Errors:
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A.
B.
C.
D.

Errors of Omission
Errors of Commission
Compensating Errors
Errors of principle

A. Errors of Omission:
When a transaction is completely or partially omitted to be recorded in the books of
accounts, it is called errors of omission. It may be errors of complete omission or partial
omission.




Error of complete Omission: When a transaction has not at all been recorded in
the books of original entry, error of complete omission will arise. For example –
sale of goods to Rajiv on credit not recorded in the Sales Day Book. The agreement
of the trial balance is not affected by these errors.
Error of partial omission: When a transaction has been recorded in the books of
original entry but posting has not been made in both the ledger accounts, such error
arises. For example – credit purchases of goods from Avinash & co. recorded in
the Purchases Day Book and accordingly posted to Purchase Account but Avinash
& Co’s account has not been credited. Such types of error affect the agreement of
the trial balance.

B. Errors of commission:
Mistakes committed by the book-keeper in the accounting process are categorized as
errors of commission. Such errors do arise when recording is done in wrong books or
wrong casting (totaling) or wrong posting etc. Accordingly errors of commission may
be classified as follows:






Error of recording: When transactions wrongly recorded in the books of
primary entry such errors do occur. For example, sale of goods to Mr. Swain
wrongly passed through the Purchase Day Book or purchase worth of ₹ 495
recorded at ₹ 945. The Trail Balance is not affected by such type of errors.
Error of Posting: When a transaction is correctly entered in the books of
primary entry but mistake is committed at the time of posting to ledger accounts,
such type of errors arise. For example, purchase of goods on credit from R.C.
Dash correctly entered in Purchase Day Book and accordingly debited to
purchase Account but wrongly debited to R.C Dash. Such types of error may or
may not affect the trail balance.
Error of Casting: When mistake is committed by the book-keeper in casting
(totaling) such types of error arises. For example, the purchase return book is
totaled ₹ 100 less. The trial balance is affected by such types of errors.
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Errors in carry forward: While carrying forward the total of one page to the
next page mistake is committed. The agreement of the Trial Balance is affected
by such types of errors. For example – the total of Purchase Day Book of
₹10,200 is carried forward to the subsequent page as ₹ 12,000

C. Compensating Errors:
Compensating errors are a group of errors where the effect of one or more errors is
compensated by the effect of other error or errors. Thus, the net effects of such errors
do not affect the agreement of the trial balance. For example, the Sales Day Book under
cast by ₹ 1,000 (less credit) is compensated by less debit of ₹ 1,000 in salary account.
D. Errors of Principle:
When there is violation of accounting principles such types of errors arise. In other
words, the incorrect allocation of expenditure or receipt between capital and revenue
items results in such types of errors. The agreement of the trial balance is not affected
by occurrence of such errors. For example, wages paid to mason for making a platform
for installation of a machine is wrongly debited to wages account instead of machinery
account or purchase of an asset is passed through Purchase Book etc.
3.12.2 Errors affecting the agreement of Trial Balance:
Before we discuss the process of rectification of errors, we need to be clear which
errors affect the agreement of the Trial Balance and which do not. The following errors
affect the agreement of the Trial Balance:







Wrong totaling or casting of subsidiary books. Incorrect balancing of ledger
accounts.
Posting in the wrong side of ledger accounts.
Posting on the wrong side (debit side instead of credit side or vice versa).
Omission of posting from the subsidiary book to the respective ledger (ex. total
of return inward book has not been posted to the debit of return inward Account)
Omission of taking the balance of ledger accounts including cash book to the
Trial Balance.
Writing the ledger account Balance in wrong column of the Trial Balance.
Casting mistake in Trial Balance

Errors not affecting the agreement of the Trial Balance:
The following errors do not affect the agreement of the Trial Balance:
 Complete omission of an entry in the books of original entry
 Posting on the correct side of wrong account.
 Recording the transaction in the books of original entry with wrong amount.
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Recording the transaction in the books of original entry twice.
Errors of principle.
Compensating errors.

3.12.3 Suspense Account:
After a reasonable check to locate errors if few errors still remain making the trail
balance disagree, the difference in Trial Balance is transferred to an account called
Suspense Account‟. Thus Suspense Account is an account to which the difference in
Trial Balance is transferred temporarily till the errors are located and rectified. Unless
we balance the Trial Balance, the financial statements (Profit and loss account and
Balance Sheet) cannot be prepared. The Suspense Account shall have a debit balance
or credit balance depending upon which column of the Trial Balance is short (Suspense
Account shall have debit balance if total of debit column of trial balance is short than
credit column and vice-versa). The errors which affect the agreement of the Trial
Balance are rectified through suspense account. After rectification if the suspense
account still shows a balance then it is transferred to the asset side or liabilities side of
the Balance sheet (suspense account with debit balance is taken to asset side and with
credit balance is taken to liabilities & capital side of the balance sheet.)
Rectification of Errors:
When errors are located, steps are taken to rectify such errors. But rectification of errors
is not done by overwriting but by passing appropriate entry. But the procedure of
rectification depends on the stage of location of errors. The stages of rectification may
be:




Before the preparation of Trial Balance or when no Suspense Account has been
created.
After the preparation of Trial Balance or when suspense account has already
been created.
After the preparation of final accounts (P&L A/c and Balance Sheet). We shall
discuss the procedure of rectification of errors at each of the above stages.

Illustration: 05 Rectify the following errors:
Purchase Book under cast by ₹ 100.
i. Sales Day Book wrongly totaled ₹10,230 instead of ₹10,023.
ii. Credit sale to Mr. A posted in A‟s Account ₹670 instead of ₹570.
iii. Discount received from supplier omitted to be posted to supplier account ₹150.
iv. Depreciation of ₹1,000 on Machinery not posted to Depreciation account.

40

v. Total of discount column in Cash Book (receipt side) ₹375 wrongly posted to
the credit side of discount account.
Solution:
The Purchase Account shall be debited by ₹100 as there is short debit of the same
account. The entry shall be made in the debit side of Purchase Account “To under
casting of Purchase Book ₹100”.
ii. Sales Account shall be debited by ₹207 as there is excess credit because of over
casting of the Sales Day Book. The entry shall be made in the debit side of Sales
Account “To over casting of Sales Day Book ₹207”.
iii. Mr. A‟s Account shall be credited by ₹100 (₹670 - ₹570) as there is excess debit
of the same amount. The required entry in the credit side of Mr. A‟s Account shall
be “by mistake in posting of account ₹100”.
iv. Supplier Account shall be debited by ₹150 as there is omission of posing in Supplier
Account. The entry in supplier account shall be “To omission of posting ₹150”.
v. Depreciation Account shall be debited by ₹1,000 as there is omission of posting in
depreciation account. The entry shall be “To omission in posting ₹1000”.
vi. Discount Account shall be debited by ₹750 as wrongly discount Account has been
credited by ₹375 instead of debit of ₹375. The debit entry shall be “To posting of
amount in wrong side ₹750”.
i.

Illustration 06
Give journal entries to rectify the following errors:
i.
ii.
iii.
iv.
v.
vi.

Purchase of machinery of ₹5,000 wrongly passed through the purchase book.
Repairs to machinery wrongly debited to machinery amount ₹700
Rent of ₹1,000 paid to Landlord debited to landlord account.
Cheque of ₹3,500 received from S.K. Nayak credited to the account of S.K. Das
Sale of goods to Hari on credit amounting to ₹450 wrongly recorded in the Sales
Day Book as ₹540.
Sales of old furniture for ₹500 wrongly passed through Sales Day Book.
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Rectification of Errors after preparation of Trail Balance (Suspense Account
created):
When the difference in Trial Balance is transferred to the newly created suspense
account to make the trial balance agree, one-sided errors (which affect the agreement of
the trial balance) are rectified by passing suitable journal entries by debiting or crediting
suspense account. On the other hand, two-sided errors (which do not affect the
agreement of the Trial Balance) are rectified by passing suitable journal entries without
taking suspense account into consideration.
For Example, Sales Day Book under cast by ₹1,000. The effect of this error in trial
balance shall be less credit total for which suspense account is created with a credit
balance of ₹1,000. The rectifying entry shall be

Thus, the error in sales account is rectified and the suspense account created with a
credit balance of ₹1,000 is now debited and ultimately suspense account is closed.
Illustration 07
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The book-keeper could not make the trial balance agree. He finds that the debit column
is in excess of credit column by ₹ 8,620. The difference was transferred to suspense
account. Subsequently, the following errors were found:
i. Sales day book was under cast by ₹4,000.
ii. Purchase book was overcast by ₹ 3,000.
iii. Cash received from a customer (sai prakash) was debited to his account ₹650.
iv. Purchase of computer table costing ₹ 2,000 passed through purchase day book.
v. Machinery purchased amounting to ₹2,750 posted to machinery account as ₹2,570.
vi. The total of the return outward book carried forward to the next page as ₹ 2,100
instead of ₹2,700.
vii. Cash discount of ₹100 allowed to a customer has not been posted to discount
account.
Give journal entries to rectify the above errors and prepare suspense account.
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Rectification of errors after preparation of Final Accounts:
When the book-keeper could not locate the errors before preparation of final
accounts (profit and loss account and Balance sheet), the final accounts are prepared by
transferring the suspense account balance to either assets side or liabilities side of the
balance sheet under current assets or current liabilities. If the suspense account is having
a debit balance, it is taken to the asset side and when it is having a credit balance, it is
transferred to liabilities side of the Balance sheet. While preparing the profit & loss
account all nominal accounts have already been transferred and profit or loss
ascertained.
The procedure of rectification of errors at this stage is similar to the procedure of
rectification before preparation of final accounts excepting that the rectification in
nominal accounts shall be done in profit & loss adjustment account. Since all nominal
accounts have already been closed, rectification is not done by debiting or crediting
nominal accounts.
For example, Railway freight of ₹500 paid on purchase of machinery wrongly
charged to railway freight account.
If this error is rectified before preparation of final accounts, the rectifying entry shall
be:
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The effect of this rectification on profit would result in increase in profit by ₹ 500 or
decrease in loss to the same extent.
3.13

LET US SUM UP

A journal is a detailed account that records all the financial transactions of a business,
to be used for future reconciling of and transfer to other official accounting records,
such as the general ledger. A ledger is the principal book or computer file for recording
and totaling economic transactions measured in terms of a monetary unit of account by
account type, with debits and credits in separate columns and a beginning monetary
balance and ending monetary balance for each account.
Trial Balance is a statement prepared periodically or at the end of the accounting period
to check the arithmetical accuracy of accounting work. It may be prepared on balance
method or total method or combined method. It is also the basis for preparation of
financial statements. Trial Balance has certain limitations as all types of error are not
disclosed by it.
Financial accounting deals with recording and maintaining every monetary transaction
of an organization. However, sometimes, a few entries might be either incorrect or used
at the wrong place. In financial accounting, the process of correcting such mistakes is
known as Rectification of Errors. Accounting errors are classified in to four types on
the basis of nature of Errors. They are (1) Errors of Omission, (2) Errors of Commission,
(3) Errors of Principles and (4) Compensating Errors. The Errors of Omission will occur
when a transaction is not recorded in the books of accounts or omitted by mistake
3.14

KEYWORDS

● Balance: The difference between the total of debits and total of credits appearing
in an account. It signifies the net effect of the transactions posted to that account.
● Compound Entry: A journal entry involving more than two accounts.
● Journal: A book of original entry where a chronological record of transactions is
first made.
● Journal Entry: An entry made in the journal. Journalising: The process of
recording the business in the journal.
● Ledger: A book which contains all accounts affected by various transactions in
business.
● Opening Entry: A journal entry passed at the beginning of the year to bring
forward
● Posting: A process of entering transactions into ledger accounts.
● Balance Method: Method of preparing Trial Balance where balance of ledger
accounts are taken to the concerned column of the trial balance.
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● Total Method: The total of the debit and credit side of ledger accounts are taken
to draw up the trial balance instead of balance of ledger accounts.
● Trial Balance: A statement prepared periodically or at the end of the accounting
period to check the arithmetical accuracy of accounting work.
● Suspense Account: An account to which the difference is trial balance is
transferred temporarily.
● Error of Omission: When a transaction is completely or partially omitted to be
recorded in the books of accounts, the error is called error of omission.
● Error of commission: Errors committed by the book-keeper in the accounting
process
3.15
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3.16

MODEL QUESTIONS

Q1.
Q2:

Difference between Journal and Ledger.
You are required to pass Journal entries and prepare necessary Ledger A/cs of
the following transactions.
i)
Mr. started a business with capital Rs. 50000
ii)
He deposited in a bank by opening a current A/c Rs. 20000
iii) Purchased goods on credit from Mr.Y Rs. 10000
iv) Purchased goods on cash Rs. 5000
v)
Goods sold for cash Rs. 6000
vi) Goods sold on credit to Mr. Ram Rs. 3000
vii) Salary paid by cheque Rs. 4000
viii) Rent paid Rs. 3000
ix) Furniture purchased & paid by cheque Rs. 10000
x)
Cash paid to Mr. Y Rs. 6000

Q3 :

Transaction are as follows:
i)
Mr.Ramchand started a business with cash Rs. 20000
ii)
Paid rent in advance Rs. 4000
iii) Furniture purchased Rs. 3000
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iv)
v)
vi)
vii)
viii)
ix)
x)

Purchased goods on credit from Mr.X Rs. 4000
Paid to Mr. X on full settlement Rs. 3800
Loan Taken from Bank Rs. 10000
Interest paid on loan Rs. 500
Cash withdrawn for private use Rs. 2000
Goods sold on cash Rs. 2500
Rent adjusted against advance rent Rs. 2000

Give Journal entries and prepare ledger A/cs
Q4:
a)
b)
c)
d)
e)
f)
g)
h)
i)
j)
k)
l)
m)
n)
o)
p)
q)
r)

Give Journal entries and prepare Ledger A/c and also prepare Trial Balance.
Ramesh commenced business with cash Rs. 30000
Purchased goods on cash from Rakesh & Co. Rs. 5000
Purchased goods on credits from Shyam & Co. Rs. 6000
Cash deposited into bank Rs. 10000
Paid Shyam & Co. in full settlement of claim Rs. 5800
Goods sold on cash Rs. 4000
Sold goods on credit to Hari & Co. Rs. 2000
Cash collected from Hari& Co in full settlement Rs. 1900
Salary unpaid Rs. 3000
Office expenses paid Rs. 2000
Salary paid Rs. 3000
Office rent unpaid Rs. 1000
Prepaid Office expenses Rs. 1000
Accrued Interest Rs. 500
Unpaid office Expenses Rs. 1000
Furniture purchased Rs. 4000
Salary unpaid Rs. 2000
Cash used at home Rs. 2000

Q5:

Pass the opening entry on 1st January 2015 on the basis of following information
taken from the business of Mr. Krishna Lal.
Cash in hand Rs. 5000
Sundry Debtors Rs. 18000
Stock of goods Rs. 25000
Plant & Machinery Rs. 100000
Land & Buildings Rs. 50000
Sundry Creditors Rs. 8000
Bank overdraft Rs. 10000

Q6:

Give the classification of accounting transactions. Also state the rules of “debit
and credit” in this connection.
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Q7:

Explain the different rules for journalizing the transactions with appropriate
illustrations.
Q8: What is a Trial Balance? What are its Objectives?
Q9: Is it prepared periodically or at the end of the accounting period?
Q10. Out of the following errors which can be detected by the trial balance?
a) Wages paid for installation of machinery debited to wages A/c.
b) Credit sale to X posted to the account of X & Co.
c) Purchase of Rs 560 passed through the Purchase Book as Rs 650.
d) Discount allowed to Mr. A has not been posted to his account.
Q11: An inexperienced bookkeeper has prepared the following Trial Balance for the
year ended 31st March, 2016

Draw up a corrected Trial Balance Stating reasons for your correction.
Q12: Which of the following errors will affect the trial balance?
i) Purchase of furniture of ₹2,600 was passed through Purchase Book ₹1,600.
Sales Day Book under cast by ₹1,300.
ii) Sales day book under cast by Rs. 1300
iii) Wages paid for installation of machinery ₹600 debited to wages account ₹1,600
iv) Credit sale of ₹250 to S.K. Menon posted to the account of S.K Mishra.
v) ₹2,000 recovered from a customer which was previously written off as bad debt
wrongly credited to the customer account.
vi) Return of goods by Mahesh ₹1,000 posted to his debit.
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4.0

LEARNING OBJECTIVES

After studying this unit, you will be able to know:
● Meaning and features and elements of cash book,
● Different types of cash book,
● Balancing of cash book,
● Concept of Bank Reconciliation Statement and
● Reasons for disagreement between Cash Book and Pass Book
4.1

INTRODUCTION

In most of the business organizations lots of cash transactions take place every day. To
record these transactions systematically, the business organizations maintain cash
books. Cash book serves the purpose of a cash account and thus, there is no need to open
a cash account separately in a ledger. In the cash book all cash receipts and cash
payments are recorded. We can also record bank deposits, bank withdrawals, receipts
and payments through cheques in a cash book. Some business organizations also record
cash discounts allowed to customers and cash discounts received from suppliers. All the
business transactions are made on a cash or cheque basis that is why cash and Bank
balances are the most important aspects in accounting. In business most of the
transactions relate to receipt of cash, payments of cash, sale of goods on cash and
purchase of goods on cash also.
4.2

MEANING OF CASH BOOK

The book in which all cash transactions either cash is received or paid are primarily
recorded according to dates, is called Cash Book. It is a financial journal that contains
all cash receipts and payments, including bank deposits and withdrawals. The cash book
is set up as a ledger in which all cash transactions are recorded on date wise. It is a book
of original and final entries.
4.3

FEATURES OF CASH BOOK

A Cash Book has the following features:
● It plays a dual role. It is both a book of original entry as well as a book of final
entry. All cash transactions are primarily recorded in it as soon as they take
place; so it is a journal (a book of original entry). On the other hand, the cash
aspect of all cash transactions is finally recorded in the Cash Book (no posting
in Ledger); so a Cash Book is also a Ledger (a book of final entry).
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● Only one aspect of a cash transaction is posted to the ledger account. The other
aspect (i.e. cash aspect) needs no posting in Cash A/c. Since the Cash Book is
the substitute for Cash A/c, no Cash A/c is opened in the ledger.
● It has two identical sides-left hand side, the debit side and right hand side, the
credit side.
● All the items of cash receipts are recorded on the left hand side and all items of
cash payments on the right hand side in order of date.
● The difference between the total of two sides shows cash in hand on the end of
the period.
● Its balance is verified by counting actual cash in the cash box.
● It always shows debit balance. It can never show credit balance.
4.4

OBJECTIVES OF CASH BOOK

The main objectives of cash book are as follows:
● To make systematic and permanent records of all cash and banking transactions.
● To control over cash and banking transactions effectively.
● To show the position of cash account, bank account, budget expenditure account,
advance account and miscellaneous account.
● To show the bank balance of the office at any given point of time.
● To supply necessary and reliable information and data for preparing monthly
statements and other financial reports.
● To prove the completion of the double effect of each transaction.
● To estimate the amount of cash requirement and disbursement.
4.5

ADVANTAGES OF CASH BOOK

Cash book is an important book to be maintained by the organization. It is necessary to
safeguard and control over cash in an effective manner. Generally cash transactions are
numerous. What is a credit transaction today will be cash transactions tomorrow. In
other words, all credit transactions are finally settled by cash. Generally all cash
transactions are recorded primarily in Journal, the cash aspect of the transactions will be
required to be posted to Cash A/C, in the Ledger separately. This involves much time
and labour. This is why cash transactions are recorded in a separate book named Cash
Book. It saves much time and labour. The main importance and advantages of bank cash
book for offices are as follows: ● It helps for estimating cash requirements and disbursement.
● It keeps the systematic record of all cash and banking transactions of a
government office in complete form.
● It helps for effective safeguarding and controlling over cash and banking
transactions.
● It helps for making an audit of the Book of Accounts.
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●
●
●
●

It shows the amount of unclear advance.
It shows the bank balance of the organization at any given point of time.
It shows the position of cash account, bank account as and when required.
It provides complete financial data and information, which help for preparing
financial statements and reports.

Any mistake in the book can be easily detected at the time of verification of Cash. Any
defalcation of money can be detected while verifying cash. Since cash is verified daily,
the Cash Book is always kept up-to-date.
4.6

IMPORTANCE OF CASH BOOK

The following are the importance of cash book:
(a) Helpful in ascertaining the true cash position: If the Cash Book is not maintained
the true position of cash can’t be ascertained. The Cash Book gives the true position
of cash transactions. At any time the balance of cash as shown by the cash book
must agree with the physical balance of cash in hand.
(b) Helping in cash management: Cash Book helps in the control of cash transactions.
It is maintained by every business, whether big or small in size. It is simply because
every business must be very cautious about its cash management i.e. cash receipts
and cash payments. The business must know the amount of cash that has been
collected/payments that have been made daily, weekly and monthly and also the
periodic balance of cash in hand, so that effective steps for utilization of cash
balance can be taken.
(c) Helpful in preventing embezzlement: The maintenance of cash book helps in
preventing embezzlement and manipulation. Unless the cash book is maintained,
the business will be in the dark about the daily cash position and this may increase
the chance of committing frauds by the concerned staff.
(d) Serves as a documentary evidence for cash balance: Cash Book serves as a
documentary evidence for the available cash balances because the actual cash
balance is compared with the cash balance as shown by Cash Book daily.
(e) Ascertainment of daily cash transactions: Since all cash transactions are recorded
in a cash book, it is easy to ascertain the cash receipt and cash payment on a daily
basis from the cash book.
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(f) Ascertainment of cash balance: Cash balance can be known at any time by
ascertaining the balance of the cash book. There is no need of calculating actual
cash in hand.
(g) Guard against defalcation: The balance of cash as shown by the cash book can be
verified with physical balance of cash in the cash box. This process of verification
acts as a guard against defalcation of cash.
(h) Rectification of errors: Any mistake or error can be detected at the time of
verification of a cash book. If there is a difference between the actual cash in the
cash box and the balance as per Cash Book, it means there is some error.
(i) Helping in ascertaining bank balance: Some business organizations maintain
cash book with an additional column for bank transactions. In that case it becomes
easier to ascertain the bank balances of the organization along with cash balance.
4.7

ESSENTIAL ELEMENTS OF CASH BOOK

All transactions in the cash book have two sides: debt side and credit side. All cash
receipts are recorded on the left hand side, and all cash payments are recorded on the
right hand side on date wise. The difference between the left and right side shows the
balance of cash on hand, which always shows a debit balance. The cash book is set up
in columns. The date column is the date of the transaction. In the first column, the
accountant inputs the year, and in the second line, the accountant inputs the name of the
month, followed by the date. In the next column, the accountant inputs the name of the
opposite or contra account, along with a small description or narration of the transaction.
In the ledger folio column, the accountant inputs the number of the ledger that holds the
account, and the amount of the transaction. If the transaction comes with a voucher, that
column may be added as well.

The Columns of the Cash Book are explained below:
1.

Date: The date of transaction is written in this column in two lines—in the first line,
the year and in the second line, the name of the month followed by the actual date.
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2.

3.

4.

5.

Particulars: In this column the name of the opposite account is written (the second
aspect of cash transaction). Below this is written the narration of the transaction
within brackets.
L.F. (Ledger Folio): The page number of the Ledger where the concerned
(opposite) account has been opened is written in this column. This will help to
locate the account from the Ledger. It may be noted that in a Ledger account J.F
(Journal Folio) is written as reference, while in a Cash Book L.F. (Ledger Folio) is
written. It is so, because cash transactions are not recorded in any Journal.
Amount: The amount of the transaction is recorded in this column. The amount of
cash received is recorded on the debit side in amount column and the amount of
cash paid is recorded on the credit side in the amount column.
V. NO. (Voucher Number): The voucher number of each item of receipt and
payment is also written. A voucher is necessary for each item of receipt and
payment. Generally, a voucher has a serial number and this number-is written in
this column (V. No)

When cash is received from a debtor or customer, generally a receipt or 'cash memo' is
issued to the debtor called Receipt Voucher. Again, when money is paid to a creditor or
supplier a receipt is obtained from him is called 'Payment Voucher, Cash transactions
are recorded in the Cash Book on the basis of Receipt Voucher and Payment Voucher.
Thus, a document evidencing cash receipts and payments and forming the basis for
making entries in the Cash Book is called Cash Voucher.
4.8

BALANCING THE CASH BOOK

The Cash Book is balanced periodically, i.e. daily, weekly, fortnightly or monthly in the
same way as a ledger account to find out the balance of cash in hand. A Single Column
Cash Book always shows either a debit balance or a zero balance (When Debit side
exceeding the credit side is called debit balance and when the debit side is equal to the
credit side is called zero balance) because more cash cannot be paid than what we have.
So cash books never show a credit balance. To verify the accuracy of the Cash Book, it
should be balanced daily. The balance as per the Cash Book must tally with the actual
cash in the cash box. At the end of the period the Cash Book is finally balanced (showing
debit balance or zero balance) and the balance is put on the credit side for the purpose
of closing the cash book. This balance will be transferred on the debit side of the Cash
Book as opening balance of the next period
4.9

DISTINCTION BETWEEN CASH BOOK AND CASH ACCOUNT

There are differences between a cash book and a cash account. A cash book is a separate
ledger in which cash transactions are recorded, whereas a cash account is an account
within a ledger. A cash book serves the purpose of both journal and ledger, whereas a
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cash account is structured like a ledger. Details or narration are required in a cash book,
but not in a cash account. Finally, cash books use a ledger folio, while cash accounts
use a journal folio. There are numerous reasons why a business might record
transactions using a cash book instead of a cash account. Daily cash balances are easy
to access and determine. Mistakes can be detected easily through verification, and
entries are kept up-to-date, since the balance is verified daily.
In fact, a Cash Book is a perfect substitute for a Cash Account. Yet there are some
differences between the two, which are given below:
CASH BOOK

CASH ACCOUNT

1

Cash book is a subsidiary book

Cash Account is a ledger account

2

It is a separate book in which cash
transactions are directly recorded

It is an account in a Ledger in which

3

It serves the purpose of both journal
and ledger and hence cash
transactions need not be primarily
recorded in Journal

It serves the purpose of a Ledger only.
If Cash A/C is opened in the Ledger,
all cash transactions are first recorded
in a journal.

4

In cash book, entries may be
followed by Narrations

No narration is given against given the
posting of entries in the cash book

5

A column for Ledger Folio is provided A column for Journal Folio is provided

4.10

IS CASH BOOK A JOURNAL OR LEDGER

From the above discussion it appears that the Cash Book is the substitute for the Cash
Account. In fact, no separate Cash Account is opened in the Ledger; Cash Book serves
the purpose of the Cash Account. The entries in Cash Book are regarded as one aspect
of the Double Entry System the other aspect is posted to the Ledger in the concerned
account. L.C. Cropper remarked "Every entry in the Cash Book makes one half of a
double entry; the other half of the double entry appears on the opposite side of some
account in the Ledger.” From this angle, 'Cash Book is a Ledger'.
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On the other hand, all cash transactions are primarily recorded in the Cash Book in order
of date and thereafter posted to the concerned ledger accounts. Judging from this angle,
'Cash Book is a Journal'. Thus we see that a Cash Book is the 'mixture of Journal and
Ledger'. According to Spicer & Pegler, "the Cash Book is actually a ledger account, but
owing to the large number of entries made therein, it is kept in a separate book, called a
Cash Book, which is used also as a book of prime entry
4.11

TYPES OF CASH BOOK

There are three types of cash books:
● Single column cash book, i.e. Cash book with cash column only.
● Double column cash book, i.e. Cash book with cash and discount column or cash
and bank column
● Triple column cash book, i.e. Cash book with cash, bank, and discount column.
Apart from the above three, one more type of cash book is maintained, known as the
‘petty cash book’ used for recording petty cash expenses of the business.
1. Simple Cash Book:
This is the simplest form of Cash Book and is used in businesses where payments are
made and received mostly in cash and where usually no cash discount is received or
given. However, if there are any discount or cheque transactions, it is recorded in a
separate account in the ledger. The ruling of a Simple Cash Book is like an ordinary
cash account

2. Two-Column Cash Book:
This type of cash book has two columns, viz., cash column and discount column.
Usually a cash discount is allowed or received when payment is made. So, it is necessary
to record this fact at the same place where the cash transaction is recorded. This type is
similar to Simple Cash Book, except that one additional column on each side is provided
for recording cash discount. As discount is a nominal account, discount allowed being
a loss is shown on the debit side and discount received being a gain is shown on the
credit side. The discount columns in the cash book are not balanced. The discount
column in the receipt side represents “Discount Allowed Account” and the discount
column in the payment side represents “Discount Received Account”.
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3. Three Column Cash Book:
In modern times, banking habit has become so widespread and is so convenient and safe
that a large number of payments of big concerns are made and received through cheques.
In such cases, the Cash Book with a bank column in addition to the cash and discount
columns is found convenient. Such a type of cash book is known as a three column cash
book or Triple Column Cash Book. It is a cash book with three columns on each side
for recording amounts. These columns are:
a. Cash Column: to record cash receipts and cash payments.
b. Bank Column: to record all receipts and payments through the bank.
c. Discount Column: to record all cash discount received and allowed

4.12

RULES FOR RECORDING THE TRANSACTIONS IN THE CASH
BOOK

All items of cash receipts are entered in the cash column of the receipt side; cash
payments in the payment side. Discount allowed on the debit side and discount received
on the credit side of the Cash Book in the discount columns. When cheques are received
from customers and deposited immediately they are entered in the debit side of the bank
column of the Cash Book. If they are sent to the bank at a later date, it becomes a deposit
of money into the bank and, therefore, a ‘contra entry’. It is shown on the bank column
on the debit side and cash column on the credit side. If cheques are received by the
business and endorsed to creditors, they are taken into cash columns as cash receipt and
cash payment.
Recording transactions in the cash book following steps should be taken:
Step 1:
In the ‘Date’ column, the day, month and the year, on which transaction
occurs should be recorded.
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In the ‘Particular’ column, the nomenclature of the accounts, from where
cash is received or paid, gets recorded.
In the ‘L.F.’ (Ledger Folio) column, the folio (page number) of the
respective ledger, where the posting of the transaction is made, shall be
recorded.
In the ‘Amount’ column, the actual cash paid or received is recorded.
The last, but not the least, cash book is to be balanced. As already stated,
a separate cash account in ledger is not opened when a cash book is
maintained. Like an account is balanced in the ledger, the cash book is
balanced in the same way. Depending upon the need and size of the
enterprise, the cash book should be balanced daily, weekly or monthly.

Step 2:
Step 3:

Step 4:
Step 5:

Total of the ‘Amount’ column on both sides of the cash book is compared and the
difference, if any, should be entered on the credit side of the cash book under the
‘Particulars’ column as “By Balance c/d”. By putting the difference under the amount
column both sides of the cash book become equal. Now the total amount under the
‘Amount’ columns on both sides of the cash book is written opposite to each other. The
closing balance shown as “By Balance c/d” becomes the opening balance for the next
period and is written as ‘To Balance b/d’
4.13

PROBLEMS AND SOLUTIONS

Illustrations 01
1. Enter the following transactions in the simple cash book of Mr. Suresh Kalmadi.
Mar. 1
Mar. 5
Mar. 10
Mar. 13
Mar. 19
Mar. 21
Mar. 22
Mar. 25
Mar. 30

Balance of cash in hand 19,300
Cash sales 16,500
Purchased machinery for cash 6,300
Rent received from tenant 3,000
Goods purchased for cash from Devid 9,000
Salaries paid to staff 5,000
Cash received from Jaipal 8,000
Deposited into bank 12,000
Paid for sundry expenses 1,500
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Illustration 02
Enter the following transactions in a cash book, having cash and discount columns and
carry out the posting in the ledger.
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Illustration 03
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4.14

BANK RECONCILIATION STATEMENT

A modern business performs its transactions through the bank. It generally receives cash
through bank deposits and makes cash payments by issuing cheques. In order to keep
records of its transactions, it maintains a cash book with bank columns. It is in fact the
bank account in the books of the business. On the other hand, the bank also maintains
the customer's account in its books. Whenever the business opens an account in the bank
by depositing some amount, the bank provides it with a cheque book to facilitate the
withdrawal or payment of cash, and a pass book which shows the detailed statement of
the customer's account in the bank.
Any transaction that takes place through the bank is supposed to be simultaneously
recorded in the books. For example, if cash is deposited in the customer's account, it is
debited in the bank column of the cash book, while it is credited in the pass book.
Similarly, if cash is withdrawn from the bank or payment is made through the bank, the
bank column of the cash book is credited and the pass book is debited. As a result, it is
supposed that the cash balance at the bank shown by both cash book and pass book is
always the same. However, the balance shown by the pass book hardly equals the
balance shown by the bank column of the cash book.
The disagreement between the balance shown by the pass book and cash book occurs
due to some transactions or errors that appear only in the cash book but not in the pass
book, or only in the pass book but not in the cash book. However, it is essential to
reconcile the difference in the balances shown by the pass book and the cash book for
ensuring their accuracy. In order to reconcile the balances shown by them, a statement
is prepared which is called a bank reconciliation statement.
4.15

MEANING OF BANK RECONCILIATION STATEMENT

A bank reconciliation statement (BRS) is the statement which is prepared to reconcile
the balances shown by the pass book maintained by the bank and cash book (Bank
Column) maintained by the trader and finding the causes of difference between the two
balances. Bank reconciliation is the balancing of a company's cash account balance to
its bank account balance.
4.16

FEATURES OF BANK RECONCILIATION STATEMENT

Following are the main characteristics/features of Bank Reconciliation Statement:
● It is prepared by the customer (trader), i.e., holder of the account.
● It contains a complete and satisfactory explanation of the difference in balances
as per the Cash Book and Pass book (Bank Statement).
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● Normally it is prepared on the closing date of accounts, i.e., Dec. 31st,
March31st.
● Sometimes it is prepared at the end of every month after preparing a Cash Book
or regularly after a certain interval to check the accuracy of the Cash Book.
● It is neither a journal nor a Ledger.
● It is prepared: in a statement form with the...vertical presentation of facts.
● It starts with a given balance of any book and ends with balance of another book,
e.g., if it starts with Balance as per Cash Book, then ends with Balance as per
Pass Book.
● For arithmetical calculations all the reasons are grouped in 'ADD' and: LESS’
categories respectively.
● It shows causes of disagreement and amount thereof.
● It is not legally compulsory to prepare a Bank Reconciliation Statement.
● It shows the bank balance as per Cash Book or Pass Book (Bank Statement) at
the end of the period
4.17

ADVANTAGES OF BANK RECONCILIATION STATEMENT

In bank reconciliation, the bank statement balance is reconciled, with the book bank
account balance in the client’s books of accounts, resulting in the tallying of the two
balances, where the calculated adjusted bank balance should be equal to the figure of
the adjusted book bank balance. It involves a structured process of preparation, where
forms, which contain pre-printed items, should leave out omission errors and are found
on the back side of the hard copies of your monthly bank statement, making the entire
process easier. However, this process also has its own set of drawbacks that should be
looked into. Here are the advantages and disadvantages of bank reconciliation:
List of Advantages of Bank Reconciliation
● It makes accounts to be in good standing.
Keeping your account in good standing through bank reconciliation means that, when
you are aware about the amount that you can spend in your account, you are less likely
to overdraw the account, which means withdrawing or attempting to withdraw more
money than what your account has. Keep in mind that overdrawing will negatively affect
your credit score and can prompt the bank to charge you fees.
● It prevents theft.
As you are going to compare your bank book’s transactions with the bank’s financial
transactions, you will be able to spot transactions that are recorded by the institution,
but are not in your records. As you can see, recording bank fees is a standard practice
as you process your reconciliation, though it might be a transaction that you have
overlooked to record. By examining further the available original documents, these
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discrepancies will be revealed. Most importantly, this will reveal bank transactions that
were initiated by unauthorized individuals who try to steal money from your account.
● It will keep mistakes at bay.
You will know that a bank is reliable when it implements procedures to avoid making
mistakes in your account, but unfortunately, mistakes do happen sometimes, with the
most common being a simple entry error. Nevertheless, banks will be able to correct
these mistakes when you point them out after you complete your reconciliation.
● It helps you detect accounting errors.
By reconciliation, you will be able to detect accounting errors that commonly occurs in
business, such as double payments, addition and subtraction errors, missed payments
and lost checks. For example, if you have mistakenly recorded an invoice as “paid” on
your ledger, bank reconciliation can reveal that you have forgotten to write the check.
There are also cases where your bank committed an error in your favor, so you will be
liable to return that money, even if you have already spent it.
● It achieves accurate balance.
A bank reconciliation will reveal which cash transactions have been cleared with the
bank and which of those are still outstanding. While a check is the most common form
of transaction that would remain open at the end of the statement period, the bank may
not clear it as of the ending date of the statement if you made a deposit at the end of the
month.
4.18

DISADVANTAGES OF BANK RECONCILIATION

● It can create checks that clear the bank after being voided.
As you may have noticed when making check transactions with your bank, if a check
has remained “un-cleared” for a long period of time, you might have to void it and issue
one for a replacement. Now, if a payee has cashed the original check that you have
voided with the bank, the institution should reject it when the payee presents it.
However, if you failed to void it, then it must be recorded with a credit to your cash
account and a debit that indicates the reason for the payment, such as a decrease in a
liability account, an increase in a cash account or an expense account. In a general sense,
you should avoid such an uncleared check with the bank at once if the payee has not yet
cashed the replacement check, or you will be making a double payment that will require
you to pursue repayment with the payee for the second check.
● It can issue uncleared checks that continue not to be presented.
As stated above, bank reconciliation creates un-cleared checks, which are residual
checks that are not presented for payment for a long period of time or are never presented
for payment at all. That is why you should treat them similarly as other un- cleared
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checks even if it is just in a short term, with you keeping them in the listing of uncleared
checks in your accounting to make them as ongoing reconciling items. In the long term,
you should ask the payee if he/she ever received the checks to decide whether you need
to void them and issue new ones.
● It risks changes in the dates covered by the bank statement.
Another drawback with bank reconciliation that can cause problems is that bank
statement dates can be altered in order to include or exclude some items. This situation
can arise when someone at your company requests the bank to change the closing date
for your bank account, which can lead to fraud.
● It makes possible that deposited checks will be returned.
In some cases, your bank would refuse to deposit your check for reasons like you have
drawn it on a foreign bank account. This means that you need to reverse the original
entry on that deposit, which will become a credit to your cash account to reduce cash
balance. Remember that this comes with a corresponding increase in your accounts
receivable account.
● It risks having missing transactions.
Bank reconciliations can have missing transactions. This can be caused by transactions
that have been modified while reconciliation is still on process or transactions that have
been reconciled in another method of reconciliation.
Basically, bank reconciliation is carried to introduce transparency and efficiency into a
business’s accounting system, but it does have some drawbacks that you should be
aware of. By doing so, you will be able to avoid problems along the way.
4.19

NEED AND
STATEMENT

IMPORTANCE

OF

BANK

RECONCILIATION

Bank reconciliation statement is an important technique by which the accuracy of the
bank balance shown by the pass book and cash book is ensured. The need and
importance of bank reconciliation statements can be summarized in the following
points.
● Bank reconciliation statements ensure the accuracy of the balances shown by the
pass book and cash book.
● Bank reconciliation statement provides a check on the accuracy of entries made
in both the books.
● Bank reconciliation statement helps to detect and rectify any error committed in
both the books.
● Bank reconciliation statements help to update the cash book by discovering some
entries not yet recorded.
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● Bank reconciliation statement indicates any undue delay in the collection and
clearance of some cheques.
Moreover it has the diverse role to play for the betterment of the organization:
● Pin pointing mistakes in the Cash Book and Pass Book.
Bank Reconciliation statement is prepared by comparing the information of the cash
book with the information of the pass book. The comparison discloses and identifies the
entries which have been made in the cash book but omitted or wrongly entered in the
pass book and vice versa.
● Identifying delay in the clearance of cheques.
The comparison of cash book with the Pass book or Rank statement issued by the bank
reveals the date of depositing the cheque into the bank and the date of the clearance. In
case there is substantial delay, causes for delay may be investigated and remedial
measures can be applied.
● Checking on embezzlement.
The continuous comparison of the cash book with the pass book keeps check on
employees trying to indulge in embezzlement and misappropriation of funds. As the
balances of cash book and pass book are checked, compared and tallied while preparing
Bank Reconciliation statement on monthly, weekly or even daily basis,
misappropriation and embezzlement of funds becomes very difficult.
● Checking the accuracy of the Cash Book.
The comparison of the Cash Book with the Pass Book satisfies the management that the
Cash Book is being maintained properly. If there is any inaccuracy in the posting the
mistake is identified and rectified.
●
Technique of Control.
The preparation of Bank Reconciliation statements is an important technique of control.
It prevents misappropriation in cheques, bank drafts and other transactions with the
bank. The malpractices of dishonest employees dealing with cash and banks are
controlled and effective measures are employed to plug the loopholes, if any.
4.20

REASONS FOR DISAGREEMENT BETWEEN CASH BOOK AND PASS
BOOK BALANCES

Contents:
● Checks issued or drawn to creditors but not paid by bank
● Checks deposited for collection but not yet collected and credited by the bank
● Amount deposited directly into the bank by debtors
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●
●
●
●
●

Income collected by the bank
Interest on deposits
Expenses paid by the bank directly
The bank charges
Errors and omissions

Checks Issued or Drawn to Creditors But Not Paid by Bank:
When a check is issued to a creditor, it is recorded on the credit side of the cash book in
the bank column. The bank will record it on the date when it is paid. In most of the cases
a check cannot be presented for the payment by the creditor on the date on which it is
drawn. So long the check is not presented to the bank, the cash book balance and the
pass book balance will differ.
Checks Deposited for Collection but Not Yet Collected and Credited by the Bank:
When a check is received from a debtor, it is recorded in the cash book on the date when
it is deposited with the bank for collection. But the bank will record it in the depositor's
account on the date when it is actually collected by the bank from the concerned bank.
So long the bank cannot collect the amount; the cash book balance and pass book
balance will disagree.
Amount Deposited Directly into the Bank by Debtors:
Sometimes the debtors deposit the amount directly to our bank a/c instead of paying
cash to us. In such a case the bank will transfer the amount to our account and send us
an intimation of this transaction. But usually, there is some delay in receiving this
information from the bank. So long the intimation is not received by us, the cash book
balance and the pass book balance will disagree. For this, the cash book will show less
balance and the pass book will show more balance
Income Collected by the Bank:
Sometimes the bank collects and credits our account with dividend on shares, interest
on govt. securities etc. as per our instructions and sends intimation to us. But it takes a
few days to receive this intimation from the bank and we record it in a cash book on the
date of receipt of this intimation. For this, the cash book will show less balance and the
pass book will show more balance.
Interest on Deposits:
The bank allows us interest on our deposits and credits the amount of interest to our
account and sends intimation to us on receipt of the intimation, we record it in the cash
book. So long the information is not received by us, the cash book balance and the pass
book balance will not agree. For this, the cash book will show less balance and the pass
book will show more balance.
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Expenses Paid by the Bank directly:
Sometimes the bank pays insurance premium, factory rent, interest on debentures, trade
subscription etc. on our behalf as per standing order. The bank debits our accounts and
sends intimation to us. On receipt of intimation for the bank, we record it in our cash
book. For this, there will be a disagreement between cash book and pass book
The Bank Charges:
Our account is debited with bank charges and interest on overdraft and intimation is sent
to us by the bank. On receiving the intimation from the bank, we record them in the cash
book. For this the cash book will show more balance and the pass book will show less
balance.
Errors and Omissions:
In business, errors and omissions are very common. Someone may forget to record
something or record it but in a wrong way. The cash book balance and the pass book
balance can also disagree if there is an error or mistake in the cash book or in the pass
book.
4.21

OBJECTIVES OF BANK RECONCILIATION

To validate that there are no unrecorded
● Checks that cleared the bank
● Deposits that showed in the bank
● Bank debits or credits
● Recorded deposits cleared the bank or in-transit; and cleared in correct amount
● Cash deposits are recorded intact the following day
● Checks that cleared the bank are valid in amounts
● Other adjustments in the book are valid or need to be adjusted in the books
● Any bank errors or adjustments from previous period are corrected by the bank
this month
To ascertain the followings:
● Recorded deposits cleared the bank or in-transit; and cleared in correct amounts
● Cash deposits are recorded intact the following day
● Checks that cleared the bank are valid in amounts
● Other adjustments in the book are valid or need to be adjusted in the books
● Any bank errors or adjustments from previous period are corrected by the bank
this month
To verify the following:
● Outstanding checks in the bank
● Deposits-in-transit in the bank
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● Sweep investment balance, if any
4.22

PREPARATION OF BANK RECONCILIATION STATEMENT

The following procedures are followed while preparing the bank reconciliation
statement
● Compare cash books and pass book items.
● Give signs to all the items of the cash book and pass book which are matched
with each other.
● Make a list of unmatched items found in cash and pass books.
● Prepare bank reconciliation statements taking balance either from cash book or
pass book as a basis.
● Adjust the items which cause the disagreement in the balances. Add the items
which have decreased the balance on the book with which reconciliation is to be
made. On the contrary subtract the amount of those items which have
increased the balance.
These procedures should be followed only when the cash book and pass book are to
be compared. But if causes of differences are already given, the above procedures
need not be followed. If the causes of disagreement between the cash book and pass
book balances are given, the bank reconciliation statement can be prepared either by
taking the balance of the cash book or pass book. The bank reconciliation statement
can be prepared by using either of the following bases.
●
●
●
●
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Debit balance shown by cash book
Credit balance shown by cash book (bank overdraft)
Credit balance shown by pass book
Debit balance shown by pass book (bank overdraft)
PURPOSE OF BANK RECONCILIATION STATEMENT

Bank Reconciliation is used to compare your records to those of your bank, to see if
there are any differences between these two sets of records for your cash transactions.
The ending balance of your version of the cash records is known as the book balance,
while the bank's version is called the bank balance. It is extremely common for there to
be differences between the two balances, which you should track down and adjust in
your own records. If you were to ignore these differences, there would eventually be
substantial variances between the amount of cash that you think you have and the
amount the bank says you actually have in an account. The result could be an overdrawn
bank account, bounced checks, and overdraft fees. In some cases, the bank may even
elect to shut down your bank account.
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It is also useful to complete a bank reconciliation to see if any customer checks have
bounced, or if any checks you issued were altered or even stolen and cashed without
your knowledge. Thus, fraud detection is a key reason for completing bank
reconciliation. When there is an ongoing search for fraudulent transactions, it may be
necessary to reconcile a bank account on a daily basis, in order to obtain early warning
of a problem.
When it comes time for the annual audit, the auditors will always examine the company's
ending bank reconciliation as part of their testing procedures, so this is yet another
reason to complete reconciliation.
Here are some of the areas in which your records could vary from the bank records:
● Fees. The bank has charged fees for its services, such as a monthly account fee.
● NSF checks. The bank may have rejected some of your deposited checks,
because the person or business issuing the checks did not have sufficient funds
in their account(s) to remit to your bank. These are known as NSF (not sufficient
funds) checks.
● Recording errors. Either you or the bank may have recorded a check or a deposit
incorrectly.
Some organizations consider the bank reconciliation to be so important that they
conduct one every day, which they accomplish by accessing the latest updates to the
bank's records on the bank's secure website. This is of particular importance if a
company is operating with minimal cash reserves, and needs to ensure that its recorded
cash balance is correct. A daily reconciliation may also be necessary if you suspect that
someone is fraudulently withdrawing cash from the bank account.
Purpose:
Bank reconciliation statement is a statement which is prepared after reconciling the
accounts as per company records to that of bank records. In other words it is done to
ensure the entries shown in the company's bank statement to that of the company owns
book records are the same. This statement is prepared by your accountant or the book
keeper in order to understand any differences between the balance in a bank statement
and the balance in accounting records.
● It confirms the accuracy of the balances shown in the company’s books and bank
records
● It provides a check on the accuracy of entries made in both the books and bank
records.
● It detects and rectifies any error committed in records
● It gives indication to update the books if some entries are not recorded.
● It helps to check undue delay in the collection and clearance of some cheques.
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(1)
(2)

(3)
(4)

FACTS
TO
REMEMBER
WHILE
RECONCILIATION STATEMENT

PREPARING

BANK

To check the total and balance : The total of the bank column of the Cash Book
should be checked to find out whether there is any mistake in totaling or balancing.
Comparison of amounts: Each amount of Cash Book must be compared with the
concerned amount recorded in Pass Book. If there is any difference, then this
difference should be noted down separately.
Specified Date: Items of Cash Book must be compared with the items of Pass
Book only up to that date on which Bank Reconciliation Statement is prepared.
Memorandum Book If any memorandum book has been kept for keeping record
on incoming cheques and outgoing cheques, it must be seen thoroughly.

(5)

Starting and Ending Point: A Bank Reconciliation Statement is prepared by
taking the balance either as per Cash Book or as per Pass Book as starting point.
i) If the statement is started with the balance as per the bank column of the Cash
Book, the answer arrived at the end will be the balance as per Pass Book.
ii) Alternatively, if the statement is started with the balance as per Pass Book,
the answer arrived at the end will be the balance as per Cash Book.

(6)

Balance as per Cash Book: Balance as per Cash Book is also known as Cash
Book balance. This balance is really the bank column of the Cash Book
maintained by the customer.
i) When the total of the debit column is more than the total of the credit column
of the bank column (account) in the cash book it is known as debit balance.
In other words, the Debit balance of a Cash Book means the amounts are
lying with the bank or deposited with the bank. It is also known as favorable
balance or credit balance as per Pass Book.
ii) When a credit balance of a cash book is given it is treated as overdraft as per
Cash Book i.e., withdrawals are in excess of deposits. It is also known as
unfavorable balance or overdraft balance as per Cash Book or Pass Book.

(7)

Balance as per Pass Book: Bank keeps an account for each customer. The
amounts which are deposited by the customer are recorded in the credit column of
his account in Bank's ledger and the amounts withdrawn by him are recorded in
the debit column of his account in Bank's ledger. Many other amounts are recorded
both in the debit and credit column of his account as per instruction of the
customer.
i) When credit balance is more than debit balances, it is called credit balance as
per Pass Book or only Pass Book balance. This indicates that the customer
has so much balance of deposit at the bank. It is also known as favorable
balance.
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ii) When debit balance is more than credit balance, it is called debit balance as
per Pass Book or overdraft as per Pass Book. This indicates that the amount
has been withdrawn in excess of the deposit. It is also known as unfavorable
balance.
(8)

4.25

Effect of Debit or Credit: (i) If a Cash Book is debited it means an increase in
the balance of Cash Book whereas if it is credited then it decreases the balance of
Cash Book. (ii) If Pass Book is debited, it means decrease in the balance of Pass
Book or increase in the overdraft balance where credit increases the balance or
decreases the overdraft balance.
PROBLEMS AND SOLUTIONS

Illustration 01:
On 31st December, 2016 the Cash Book of Madhab showed a debit balance of Rs 1,850
On comparing the cash book with the pass book, the following discrepancies were noted:
(a) Cheques issued Rs 6000 were not presented at Bank by 31-12-2016
(b) Cheques for Rs. 8,000 were deposited in Bank but were not cleared
(c) A cheque for Rs. 200 received from Dhanbad and deposited in bank was
dishonored No advice for non-payment was received from bank till 1.1.2017
(d) A cheque for Rs. 510was paid into Bank but credited the amount with Rs. 501
by mistake
(e) Bank received interest on Debentures on behalf of Madhab amounting to Rs.
250
(f) A cheque for Rs. 500 entered into a cash book was omitted to be banked. Prepare
a Bank Reconciliation Statement and show the balance as per pass book.

Solution
BANK RECONCILIATION STATEMENT
As on 31st Dec. 2016
Particulars

Details (Rs.)

Amount (Rs.)
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Balance as per cash book
Add :
(i) Cheques issued but not yet presented
(ii) Interest on debenture collected by bank

(Dr.)

1,850
6,000
250

6250
8100

Less :
(i) Cheques deposited but not yet collected
(ii) Cheque deposited but dishonored
(iii) Amount less credited by bank
(iv) Cheques entered in cash book but omitted to be banked
Balance as per pass book
(Dr.)

8000
200
9
500

8709

609

Illustration 02
From the following particulars prepare a Bank Reconciliation Statement of Goutam on
31st Dec. 2016. Balance as per pass book on 31st December 2016is Rs.18, 500. Cheques
for Rs. 7,200 were issued. During the month of December but of these cheques for Rs.
2,200 were presented in the month of January, 2017 and one cheque for Rs. 500 was not
presented for payment. Cheques and cash amounting to Rs.6, 800 were deposited in the
bank during December but Credit was given for Rs. 5,820 only. A Customer had
deposited Rs. 1,200 into the Bank directly. The bank has credited the merchants for Rs.
200 as interest and has debited him for Rs. 60 as bank charges, for which there are no
corresponding entries in the cash book.
Solution
BANK RECONCILIATION STATEMENT
as on 31st Dec. 2016
Particulars

Details

Amount Rs
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Balance as per pass book
(Dr.)
Add : (i) Cheques paid into bank but not yet collected
(ii) Bank charges debited by bank
Less :
(i) Cheques issued but not yet presented for
payment
(Rs. 2200 + Rs. 500 )
(ii)
Direct deposited made by customer
into bank
(iii) Interest credited by bank
Balance as per cash book
(Dr.)
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18,500
980
60

2,700
1,200
200

1,040
19,540

4,100
15,440

LET US SUM UP

In the cash book all cash receipts and cash payments are recorded. We can also record
bank deposits, bank withdrawals, receipts and payments through cheques in a cash book.
Some business organizations also record cash discounts allowed to customers and cash
discounts received from suppliers. All transactions in the cash book have two sides: debt
and credit. All cash receipts are recorded on the left hand side, and all cash payments
are recorded by date on the right hand side. The difference between the left and right
side shows the balance of cash on hand, which always shows a debit balance. It saves
much time and labour. It shows the position of cash account, bank account as and when
required. It provides complete financial data and information, which help for preparing
financial statements and reports
The disagreement between the balance shown by the pass book and cash book occurs
due to some transactions or errors that appear only in the cash book but not in the pass
book, or only in the pass book but not in the cash book. However, it is essential to
reconcile the difference in the balances shown by the pass book and the cash book for
ensuring their accuracy. In order to reconcile the balances shown by them, a statement
is prepared which is called a bank reconciliation statement. It confirms the accuracy of
the balances shown in the company’s books and bank records. It provides a check on
the accuracy of entries made in both the books and bank records. It detects and rectifies
any error committed in records; it gives indication to update the books if some entries
are not recorded. It helps to check undue delay in the collection and clearance of some
cheques.
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KEY WORDS

● Cash book: It is a subsidiary book in which all cash transactions either cash is
received or paid are primarily recorded according to date wise.
● Books of original entry: All cash transactions are primarily recorded in it as soon
as they take place; so it is a book of original entry.
● Books of final entry: The cash aspect of all cash transactions is finally recorded in
the Cash Book so a Cash Book is also a book of final entry.
● Ledger folio: The page number of the Ledger where the concerned (opposite)
account has been opened is called ledger folio. This will help to locate the account
from the Ledger.
● Receipt voucher: When cash is received from a debtor or customer, generally a
receipt or 'cash memo' is issued to the debtor called Receipt Voucher.
● Payment voucher: When money is paid to a creditor or supplier a receipt is
obtained from him is called 'Payment Voucher,
● Cash voucher: A document evidencing cash receipts and payments and forming
the basis for making entries in the Cash Book is called Cash Voucher.
● Cash account: It is an account in a Ledger in which posting is made from journal
● Bank reconciliation: A bank reconciliation is the balancing of a company's cash
account balance to its bank account balance
● Fees. The bank has charged fees for its services, such as a monthly account fee.
● NSF checks. The bank may have rejected some of your deposited checks, because
the person or business issuing the checks did not have sufficient funds in their
account(s) to remit to your bank. These are known as NSF (not sufficient funds)
checks.
● Recording errors. Either you or the bank may have recorded a check or a deposit
incorrectly.
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SELF ASSESSMENT QUESTIONS

1.
Is a cash book a journalized ledger? Discuss.
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
………………………………………………...
2.
Describe the different types of cash book in detail.
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
………………………………………………...
3.
State the different features of a cash book.
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
………………………………………………...
4.
Narrate the importance elements of a cash book.
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
………………………………………………...
5. What do you mean by bank reconciliation statement? Why is it prepared?
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………...
6. What are the different causes of disagreement between the balance as per cash book
and balance as per pass book?
…………………………………………………………………………………………
………..…………………………………………………………………………………
………………..…………………………………………………………………………
………………………..…………………………………………………………………
………………………………...
7. Discuss the importance of bank reconciliation statements.
…………………………………………………………………………………………
…………………………………………………………………………………………
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…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………...
8. What are the advantages and disadvantages of bank reconciliation statements?
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………....
4.30

MODEL QUESTIONS

Q1.

The cash book of J. Jones showed a balance at the bank of Rs 570 in hand on 31
January 19X1. At the same date, the bank statement balance of J. Jones’ account
was Rs 446 overdrawn. The difference was accounted for as follows:
● Cheques for Rs 1 555 sent to creditors on 30 January were not paid by the
bank until 8 February.
● Cheques amounting to Rs 2 520 paid into the bank on 31 January were not
credited by the bank until 1 February.
● A standing order for a charitable subscription of Rs 60 had been paid by the
bank on 21 January but no entry had been made in the cash book.
● A cheque paid by J. Jones for rent on 15 January for Rs 345 had been entered
in his cash book as Rs 354. Prepare the bank reconciliation statement.
Prepare a Bank Reconciliation Statement as on 31.12.2006
● Debit balance as per Cash Book Rs.12,000
● Cheques paid into bank Rs.8, 000, but out of these only cheques of Rs.6, 500
were credited by bank up to 31.12.06.
● Cheques drawn of Rs.9, 200 but out of these only cheques of Rs.7, 200 were
presented for payment up to 31.12.06.
● The receipt column of the cash book has been under cast byRs.200.
● Interest on investment credited in the pass book is only Rs.330.
● Cheques amounting to Rs.7, 200 issued on 28th Dec, of which one cheque
of Rs.1, 300 was presented in the bank on 4th Jan.
● Life Insurance Premium of Rs.750 paid by bank as per customer’s standing
instruction.
● Bank charges debited by bank Rs.25.
● Cheques deposited into the bank for Rs.10, 000, but of these cheques of Rs.4,
000 were credited in January.
● A customer directly paid into the bank Rs.2, 000.
● A cheque of Rs.1, 100 was returned dishonored by bank, but advice on it was
received on 3rd January.
● Amount wrongly credited by bank Rs.1, 400.

Q2:
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Q 3:
Q 4:
Q 5:
Q 6.
Q 7.

● A bill of Rs.2, 000 was retired by the bank under a rebate of Rs.30 but the
full amount of the bill was credited in the bank column of the cash book.
● A cheque of Rs.1, 200 has been debited in the cash book, but it was not sent
to the bank at all.
● A bill receivable of Rs.600 discounted with the bank dishonored on 31st Dec,
but not yet recorded in the cash book.
● One outgoing cheque of Rs.900 was recorded twice in the cash book;
● Incidental charges debited by pass book, not recorded in the cash book Rs.80.
● The bank erroneously debited the customer account for a cheque of Rs.1,
700.
● Bank charges of Rs.200 were entered twice in the cash book.
● Payment side of the cash book has been under cast by Rs.300.
Distinguish between cash discount and trade discount.
Briefly describe the numerous advantages of cash books.
Differentiate cash book and cash account.
State the importance of cash books.
Highlights the rules for recording transactions in the cash book
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