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1.0

OBJECTIVES

After studying this unit, you should be able to:
explain the need for accounting;
identify the objectives of accounting;
describe accounting as an information system;
outline the scope and bases of accounting;
distinguish between book-keeping, accounting and accountancy;
identify the parties interested in accounting information;
describe the functions and important branches of accounting;
describe the advantages and limitations of accounting; and
state the qualitative characteristics of accounting.

1.1

INTRODUCTION

In this unit, we shall discuss the functions, branches, advantages, limitations, and
bases for accounting. In this unit, we also intend to elaborate on the need for
accounting and then discuss the nature, scope and importance of accounting.
1.2

NEED FOR ACCOUNTING

Let us elaborate on need for accounting. Suppose you are given ten rupees to
purchase vegetables and asked to account for the amount. You have purchased the
vegetables 1 kg of tomatoes for Rs. 4, 1 kg of potatoes for Rs. 3, and 1 kg of
brinjalsfor Rs. 2. The total amount spent is Rs. 9 and the balance of amount with you
is Re 1. Thus, you have rendered the account for Rs. 10. This is one time affair.
Therefore, you could remember what you have spent.
Suppose, you are given Rs. 2,000 and asked to manage the home for a month and
render the account for the money at the end of the month. You will be purchasing
groceries, milk, vegetables, paying for electricity, school/college fees, etc. You will
be spending almost everyday. In that case, is it possible to remember all the payments
you are making everyday and render account at the end of the month? No, it is not
possible to remember, especially when the number of payments is more. Not only
that, it is not even advisable to depend on memory. Therefore, it is better to write
down (or record) whatever payments you have made. Further, it is advisable to obtain
receipts or bills for the payments you have made, so that you can render the account,
beyond doubt.
The above example is a simple one, where you have one receipt of money i.e., Rs.
2,000 and a number of payments. But the case of business is different. In business,
you may have to purchase and sell hundreds and thousands of times over a period of
time. You will have a number of receipts and a number of payments (known as
transactions). Will it be possible for you to remember hundreds and thousands of
transactions which have taken place in your business, that too over a period of time,
say a year? It is not humanly possible to remember all transactions which have taken
place in business over a period of time. Even if you remember all the transactions,
you will find it impossible to calculate the net effect of all such transactions i.e.,
profit. It, therefore, becomes necessary to record all the transactions that have taken
place in business.
Further, it is not possible for the businessman to sit at the cash counter throughout the
day. Sometimes his family members may be asked to sit at the cash counter. As the
size of the business grows, it becomes necessary to employ people to assist the
businessman. In such cases, theft of goods or cash is possible or all the sale proceeds

may not be put into the cash box. Hence, it becomes necessary to maintain accounting
records for the purpose of control, especially when outsiders are employed. It can,
thus, be seen that there is need for proper accounting records even in case of a sole
proprietorship concern. It is all the more important in the case of other forms of
business organisation.
In case of a partnership firm, all the partners may or may not be actively participating
in the day-to-day management of the business. It is, therefore, necessary to record all
the transactions in order to satisfy all the partners. In case of a company, it is not
possible for the owners (shareholders) who are too large in number to take part in the
day-to-day management of the company. Generally, the management of the company
is entrusted to paid managers. Hence, there is a need for recording all transactions.
1.3

OBJECTIVES OFACCOUNTING

From the above discussion, the objectives of accounting can be stated as follows:
i) To keep systematic records: Accounting is done tokeep a systematic record of
financial transactions, like purchase of goods, sale of goods, cash receipts and
cash payments. Systematic record of various assets and liabilities of the business
is also to be maintained.
ii) To ascertain the net effect of the business operations i.e., profit or loss of
business: We know that the primary objective of business is to make profit and
the businessman is very much interested in knowing the same. A proper record of
income and expenses facilitates the preparation of the profit and loss account
(income statement). The profit and loss account reveals the profit earned or loss
incurred by the business firm during a particular period.
iii) To ascertain the financial position of the business: The businessman is not only
interested in knowing the operating results, but also interested in knowing the
financial position of his business i.e., where it stands. In other words, he wants to
know when the business owes to others and what it owns and what happened to
his capital whether the capital increased or decreased or remained constant. A
systematic record of various assets and liabilities facilitates the preparation of a
statement known as
questions.
iv) To provide accounting information to interested parties: Apart from the
owners, there are various other parties who are interested in knowing about the
business firm, such as the management, the bank, the creditors, the tax authorities,
etc. For this purpose, the accounting system has to furnish the required
information.

Check Your Progress A
1. Give five points in support of the need for accounting.
..........................................................................................................................................
..........................................................................................................................................
..........................................................................................................................................
2. State the main objectives of accounting.
..........................................................................................................................................
..........................................................................................................................................
..........................................................................................................................................
3. What is profit?
..........................................................................................................................................
..........................................................................................................................................
..........................................................................................................................................
4.
..........................................................................................................................................
..........................................................................................................................................
..........................................................................................................................................
1.4

DEFINITION AND SCOPE OF ACCOUNTING

Accounting has been defined in different ways by different authorities on the subject.
Accounting is a comprehensive discipline and it is difficult to explain satisfactorily
through any single definition. However, two definitions are given below. This should
help you to understand the nature and scope of accounting.
The American Accounting Association defines Accounting as the process of
identifying, measuring and communicating economic information to permit informed
judgments and decisions by users of the information. This definition stresses three
aspects viz., identifying, measuring and communicating economic information.
In the words of the Committee on Terminology appointed by the American Institute
classifying and
summarizing in a significant manner and in terms of money, transactions and events
This is a popular definition of accounting and it outlines the nature and scope of
accounting activity.

A business is generally started with proprieto
may also acquire additional funds from outsiders like banks and creditors. These
funds are utilised to acquire the assets needed for business and also to carry out other
business activities. In the process many transactions and events take place. The
accountant has to identify all such transactions and events, measure them in terms of
money, and record them in appropriate books of account. Then, he has to classify
them under separate heads of accounts, summarise periodically in the form of Profit
and Loss Account and Balance Sheet; and analyse, interpret and communicate the
results thereof to the interested parties. Accounting can thus be broadly defined as
follows;
Accounting is the process of identifying, measuring, recording, classifying,
summarising, analyzing, interpreting, and communicating the financial transactions
and events in monetary terms.
The above definitions clearly bring out the scope of accounting. This can now be
outlined as follows:
1. Accounting is concerned with financial transactions and events which bring about
a change in the resources (or wealth) position of the business firm. Such
transactions have to be identified first, as and when they occur. It is not difficult
because, there will be proof in the form of a bill or receipt (called vouchers). With
the help of these bills and receipts, identification of a transaction is easy. For
example, when you purchase something you get a bill, when you make payment,
you get a receipt.
2. These transactions are to be measured or expressed in terms of money, if not
done already. Generally, this problem will not arise, because the statement of
proof expresses the transaction in terms of money. For example, if ten books are
purchased at the rate of Rs. 20 each, then the bill is prepared for Rs. 200. But, if
an event cannot be expressed in monetary terms, it will not come under the scope
of accounting.
3. The transactions which are identified and measured are to be recorded in a book
called journal or in one of its sub-divisions.
4. The recorded transactions are to be classified with a view to group transactions of
similar nature at one place. The work of classification is done in a separate book
called ledger. In the ledger, a separate account is opened for each item so that all
transactions relating to it can be brought to one place. For example, all payments
of salaries are brought to salaries account.

5. The recording and classification of many transactions will result in a mass of
financial data. It is, therefore, necessary to summarise such data periodically (at
least once a year), in a significant and meaningful form. The summarisation is
done in the form of profit and loss account which reveals the profit made or loss
incurred, and the balance sheet which reveals the financial position.
6. The summary results will have to be analysed, interpreted (critically explained)
and communicated to interested parties. Accounting information is generally
rally present
printed reports, called published accounts.
1.5

BOOK-KEEPING, ACCOUNTING AND ACCOUNTANCY

Very often you will come across terms like bookkeeping, accounting, and
accountancy in the literature on accounting. We propose to explain them in the
following paragraphs:
You know Accounting involves a series of activities, as listed out in the scope of
accounting. These activities are; (1) identifying, (2) measuring. (3) recording, (4)
classifying, (5) summarising, (6) analysing, (7) interpreting, and (8)
communicating, the financial transactions and events.
Book-keeping is a narrow term, which means record keeping or maintaining books of
account. It only covers the first four activities (1 to 4 above) of accounting.
is
regarded as an academic subject like economics; statistics, chemistry, etc. It explains
accounting refers
to the actual process of preparing and presenting the accounts, Accountancy tells us
why and how to prepare the books of account and how to summarise the accounting
information and communicate it to the interested parties. Thus Accountancy is a
science, a body of systematised knowledge, whereas Accounting is the art of putting
such knowledge into practice.
In general usage, however, Accountancy and Accounting are used as synonyms
(meaning the same thing). But, of late, the term accounting is becoming more and
more popular.
Check Your Progress B
1. Define accounting.

..........................................................................................................................................
..........................................................................................................................................
..........................................................................................................................................
2. What do you mean by book-keeping?
..........................................................................................................................................
..........................................................................................................................................
..........................................................................................................................................
3. What is accountancy?
..........................................................................................................................................
..........................................................................................................................................
..........................................................................................................................................
4. Accounting involves a series of activities. List them.
..........................................................................................................................................
..........................................................................................................................................
..........................................................................................................................................
1.6

USERS OF FINANCIAL ACCOUNTING INFORMATION

You have learnt that many groups of people are interested in accounting information
which may help them:
i) to understand the present position of the enterprise
ii) to compare its present performance with that of its past years
iii) to compare its present performance with that of similar enterprises.
Now, let us see who such parties are and how accounting information is useful to
various parties.
Owners: Owners contribute capital and assume the risk of business. Naturally, they
are interested to know the amount of profit earned by the business and so also its
financial position. If however, the management of the business is entrusted to paid
managers, the owners also use the accounting information to evaluate the
performance of the managers.
Managers: Accounting information, supplemented by other information, is of
immense use to managers. It helps them to plan, control and evaluate the operations
of the business. They also need such information for various decision-making.
Lenders: The funds are provided by the owners initially, but if the business requires
more funds they are provided by banks and other lenders of money. Before they lend

money, they would like to know the solvency (i.e.., capacity to repay debts) of the
enterprise, so as to satisfy themselves that their money will be safe and that they can
expect repayment on time.
Creditors: Those who supply goods and services on credit are called creditors. Like
lenders, they too want to know about solvency of the enterprise, so as to decide
whether credit can be granted or not.
Prospective investors: A person who wants to become a partner in a partnership
concern or a person who wants to become a shareholder of a company, would like to
know how safe and rewarding the proposed investment would be.
Tax authorities: Tax authorities of the Government are interested in the financial
statements so as to assess the tax liability of the enterprise.
Employees: The employees of the enterprise are also interested in knowing the state
of affairs of the organisation in which they are working, so as to know how safe their
interests are in that organisation.
1.7

ACCOUNTING AS AN INFORMATION SYSTEM

information system, which includes both
financial and non-financial data. Accounting is the process of identifying, measuring
and communicating economic information to permit judgment and decisions by users
of the information. The main objective of accounting is to provide information to the
users. Accounting is also required to serve some broad social obligations since the
accounting information is used by a large body of people such as customers,
employees, investors, creditors and government.
Accounting is commonly divided into (1) Financial Accounting, and (2) Managerial
Accounting. Financial accounting refers to the preparation of general purpose reports
for use by persons outside an organization. Such users include shareholders, creditors,
financial analysts, labour unions, government regulations etc. External users are
interested primarily in reviewing and evaluating the operations and financial status of
the business as a whole.
Managerial accounting, on the other hand, refers to providing of information to
managers inside the organization. For example a production manager may want a
report on the number of units of product manufactured by various workers in order to
evaluate their performance. A sales manager might want a report showing the relative
profitability of two products in order to pinpoint selling efforts. The financial reports
are available from the libraries or company themselves whereas managerial
accounting reports are not widely distributed outside because they often contain

confidential information. The following figure shows that accounting is part of an
organization system which includes both financial and non financial data:

Accounting as an information system
Uses of Accounting Information
Accounting provides information for the following three general uses:1) Managerial decision making: Management is continuously confronted with the
need to make decisions. Some of these decisions may have immediate effect while
the others have in the long run. Decisions regarding the price of the product like make
or buy the product or to drop it, to expand its area of operations etc., are some of the
examples of decisions making. Management Accounting provides necessary
information to arrive at right conclusions.
2) Managerial planning, control and internal performance evaluation:
Managerial accounting plays an important role in the planning and control. By
assisting management in the decision making process, information is provided for
establishing the standard. Accounting also provides actual results to compare with
projections.
For example, where a marketing manager is given a target of sales revenues of Rs. 10
crores, the amount of Rs. 10 crores will serve as a standard for evaluating the
performance of the marketing manager. If annual sales revenues vary significantly
from Rs. 10 crores, steps will be taken to ascertain the causes for the difference.
When the factors leading to the variance are not under the control of the marketing
manager, then the marketing manager would not be held responsible for it. On the
other hand the cause for variance is under the control of marketing manager then he
will be held responsible in evaluating the performance of marketing manager.
Accounting provides necessary information to measure the variance in the actual
performance.

3) External financial reporting: Accounting has always been used to supply
information to those who are interested in the affairs of the company. Various laws
have been passed under which financial statements should be prepared in such way
that required information is supplied to shareholders, creditors, government etc. For
example, the investors may be interested in the financial strength of the business,
creditors may require information about the liquidity position, government may be
interested to collect details about sales, profit, investment, liquidity, dividend policy,
prices etc. in deciding social and economic policies. Information is required in
accordance with generally accepted accounting principles so that it is useful in taking
important decisions.
1.8

BRANCHES OF ACCOUNTING

Accounting, as we know it today, has evolved over many centuries in response to the
changing economic, social and political conditions. The development of modern
accounting was influenced by a number of factors such as industrial revolution,
growth of large enterprises like companies, introduction of compulsory audit of
companies, legal regulations, establishment of professional organisations like the
Institute of Chartered Accountants of India, the Institute of Cost and Works
Accountants of India, American Institute of Certified Public Accountants, etc
Economic development and technological improvements have resulted in an increase
in the scale of business operations and the advent of company form of organisation.
This has made management function more and more complex. These factors have
increased the importance of accounting and have given rise to special branches of
accounting. The important branches of accounting are briefly explained below:
Financial Accounting: The purpose of this branch of accounting is to keep a record
of financial transactions and events so that:
a) the net result of the operations of the business (profit or loss) during an
accounting period can be ascertained;
b) the financial position (assets, liabilities and capital position) of the business as at
the end of the period can be ascertained; and
c) relevant financial information can be provided to management and other
interested parties.
Cost Accounting: The purpose of cost accounting is to analyse the expenditure so as
to ascertain the cost of each product, operation, service, etc. The price of an article is
nothing but the cost plus a certain amount of profit. Unless cost is known, price

cannot be fixed rationally. Cost accounting helps not only in ascertaining the costs but
also assists the management in controlling the costs.
Management Accounting: The purpose of management accounting is to assist the
management in taking rational policy decisions and to evaluate the impact of its
decisions and actions. Examples of such decisions are: pricing decisions, capital
expenditure decisions, etc. This branch of accounting is primarily concerned with
presenting information that may be needed by management in such decision-making.
In this course, we are concerned with financial accounting only.
Check Your Progress C
1. Mr. Agarwala started Agarwala Electricals shop with a capital of Rs. 1,00,000. As
this amount is insufficient, he has borrowed Rs. 50,000 from Syndicate Bank. As
he is not keeping good health, he appointed Mr. Ram Naresh to look after the
business on a salary of Rs. 1,000 per month. Pavan Electrical Works supplies
electrical goods to Agarwala Electricals on credit. Mr. Mirchand, Mr. Sabir and
Mr. Wilson are the other persons working in Agarwals Electricals, as salesmen.
Mr. Agarwals wants to expand the business. He is not in a position to invest more
money. Mr. Shyamlal wants to join as a partner. From this, identify the names of
the following parties and write the answer in the blank space provided.
Name
i) Business firm

..............................................................

ii) Owner

..............................................................

iii) Manager

..............................................................

iv) Lender

..............................................................

v) Creditor

..............................................................

vi) Prospective Investor

..............................................................

vii) Employees

..............................................................

2. Complete the following sentences:
i)

economic
information to permit informed judgements.

ii) Accounting designed to serve external parties to provide information relating to
the operating activities of the business is termed as

iii) Accounting designed for operational needs of business is termed as

iv)

every
business.

1.9

ADVANTAGES OF ACCOUNTING

The following are the advantages of a properly maintained accounting system:
1. Replaces memory: Since all the financial events are recorded in the books, there
is no need to rely on memory. The books of account will serve as historical
records. Any information required at any time can be had from these records.
2. Provides control over assets: Accounting provides information regarding
balance of cash in hand and at bank, the stock of goods in hand, the amount
receivable from various parties, the amount invested in various other assets, etc.
Information about these matters help owner(s) and management to make use of
the assets in the best possible way.
3. Facilitates the preparation of financial statements: With the help of
information contained in the accounting records, financial statements viz., Profit
and Loss Account and Balance Sheet can be easily prepared. These statements
enable the businessman to know the net result of the business during an
accounting period and its financial position.
4. Meets the information requirements: Various interested parties such as owners,
management, lenders, creditors, etc. get the necessary information at frequent
intervals which help them in their decision-making.
5. Facilitates a comparative study: The financial Statements prepared will enable
the enterprise to compare its present position with that of its past, and with that of
similar organisations. This helps them to draw useful conclusions and improve its
performance.
6. Assists the management in many ways: It is possible to identify reasons for the
profit earned or loss suffered. The identification of reasons helps in taking
necessary steps to increase profits further, or to avoid losses. Accounting
information will also help in planning and controlling the activities of the
business.
7. Difficult to conceal fraud or theft: It is difficult to conceal fraud, theft, etc..as
there is an automatic check in the form of periodic balancing of books of account.

Further, in big organisations, the record keeping work is divided among many
persons. so that chances of committing fraud are minimised.
8. Tax matters : The Government levies various taxes such as customs duty, excise
duty, sales tax, and income tax. Properly maintained accounting records will help
in the settlement of tax matters with the tax authorities.
9. Ascertaining value of business: In the event of sale of a business firm, the
accounting records will help in ascertaining the value of business.
1.10

LIMITATIONS OF ACCOUNTING

The accounting information is used by various parties who form judgments about the
profitability and the financial soundness of a business on the basis of such
information. It is, therefore, necessary to know about the limitations of accounting.
These are as follows:
1. They do not record transactions and events which are not of a financial character.
Hence. They do not reveal a complete picture because facts like quality of human
resources, licences possessed, locational advantage, business contacts, etc. do not
find any place in books of account.
2. The data is historical in nature. The accountants adopt historical cost as the basis
in valuing and reporting all assets and liabilities. They do not reflect current
values, it is quite possible that items like land and buildings may have much more
value than what is stated in the balance sheet.
3. Facts recorded in financial statements are greatly influenced by accounting
conventions and personal judgements. Hence, they do not reveal the true picture.
In many cases, estimates may be used to determine the value of various items. For
example, debtors are estimated in terms of collectability, inventories are based on
marketability, and fixed assets are based on useful working life. All these
estimates are materially affected by personal judgements.
4. Data provided in the financial statements is insufficient for proper analysis and
decision making. It only provides information about the overall profitability of the
business. No information is given about the cost and profitability of different
activities.
1.11

BASES OF ACCOUNTING

There are two bases of accounting: (i) cash basis, and (ii) accrual basis. These are
explained below:
1.11.1 Cash Basis of Accounting
In this system, the accounting entries are made on the basis of cash received or cash
paid. In other words, transactions are recorded only when cash is received or paid.
The incomes earned but not yet received (accrued income) or the expenses incurred
but not yet paid (expenses outstanding) are completely ignored while preparing the
final accounts. For example, rent for the month of December, 2017 is paid in January,
2018. This is taken into the Profit and Loss Account of 2018 even though the benefit
of that payment (accommodation) is enjoyed in 2017 itself.
1.11.2 Accrual Basis of Accounting
This system of accounting attempts to record the financial effects of transactions in
the period in which they occur and not in the period in which the amount is received
or paid to the enterprise.

that buying, selling and all other operations of an enterprise during a period may not
coincide with the period during which the related cash receipts and cash payments
take place. In other words, all revenues earned in a year may or may not have been
received in cash in that year. Similarly, all expenses incurred in a year may or may
not have been paid in the same year. Accrual accounting attempts to relate the
revenues and expenses to year in which they are actually earned or incurred. For
example, rent for the month of December, 2017 is paid in January, 2018. As per the
accrual principle, it would be taken to the Profit and Loss Account of the year 2017
and not 2018. This is more logical because the benefit of payment is enjoyed in the
year 2017 and not in 2018.
The main difference between accrual accounting and cash basis of accounting is the
recognition of revenues, gains, expenses and losses. The objective of accrual
accounting is to account for the effects of transactions and events to the extent that
their financial effects are recognisable and measurable in the periods in which they
occur. The adjustments made in the final accounts in respect of prepaid expenses
(prepaid insurance, salaries paid in advance, etc.), income received in advance (rent
received in advance, interest received in advance, etc.), income earned but not yet
received (interest receivable, commission receivable, etc.) are based on accrual
accounting.
Sometimes, a business adopts a combination of both the above systems. In that case it

in cash receipt basis and expenses on accrual basis. This is considered most
conservative. In practice, most enterprise adapt the accrual basis of accounting.
1.12 QUALITATIVE
INFORMATION

CHARACTERISTICS

OF

ACCOUNTING

Business owners can use accounting information to conduct a financial analysis of
business operations. Accounting information often has quantitative and qualitative
characteristics. Quantitative characteristics refer to the calculation of financial
perceived
importance of financial information. Business owners often require financial
information when making business decisions. Incorrect or inappropriate information
can hamper decision-making or cause business owners to make incorrect assessments
about their companies. Some of the qualitative characteristics of accounting
information are as follows:
i) Understandable
Accounting information must be understandable. This is an important qualitative
characteristic for small business owners. Many small business owners do not have a
strong accounting background. Financial information that is too technical or cannot
be understood by a layperson can be ineffective for business owners. Small business
owners often use professional accountants to complete various accounting functions.
Business owners should choose an accountant who can prepare information in an
easily understandable manner.
ii) Usefulness
Business owners need accounting information that is applicable to the business
decision at hand. They can request financial statements, accounting schedules,
reconciliations or cost-benefit analysis. For example, cost allocation reports may not
provide sufficient information for business owners who must make a decision on
hiring employees. Cost allocation usually refers to applying business costs to goods
or services produced by the company, which has very little to do with human
resources. Business owners should carefully request and review accounting
information to ensure that it provides the most useful information for the decisionmaking process.
iii) Relevance
Accounting information should relate to a specific time period or contain information
regarding individual business functions. Business owners often conduct a trend
analysis when reviewing financial information. The trend analysis compares historical
period information.
Irrelevant historical information can severely distort the trend analysis process. For
example, reviewing the production process for budgets requires relevant information

on the cost of materials for budgets. Cost information on the materials to produce
COGS would be irrelevant.
(iv)
Reliability
Accounting information must be reliable, so that business owners can be reasonably
financial health. Business owners often use accounting information to secure external
financing for their business. Information that is not reliable or accurate may cause
may also struggle to secure external financing with poor accounting information.
(v) Comparable
information against that of a competitor. Business owners use comparison to gauge
how well their companies operate under certain market conditions. Owners often use
the leading company of an industry for the comparison process. These companies
usually have the most efficient and effective business operations. Non-comparable
accounting information can make this a difficult process. For example, business
owners should consider preparing financial statements according to standard
financial standard prepared in a similar manner.
(vi)
Consistent
Consistency refers to how business owners and accountants record financial
financial transactions are handled the same way. Inventory purchases should be
recorded the same way as yesterday, today and tomorrow. This helps companies
create accurate historical records and limit the amount of financial accounts or journal
entries included in their general ledgers.
1.13

FUNCTIONS OF ACCOUNTING

Functions of Accounting involves the creation of financial records of business
transactions, flows of finance, the process of creating wealth in an organization, and
the financial position of a business at a particular moment in time. The progress and
reputation of any business big or small is build up on sound financial footing. There
are number of parties who are interested in accounting information relating to a
business. Financial Accounting communicates financial information of the business
concern to various parties. Financial accounting provides information regarding the
status of a business and results of its operation. Here are the functions of accounting :
(i)

Recording

This is the basic function of accounting. It is essentially concerned with not only
ensuring that all business transactions of financial character are in fact recorded but
also that they are recorded in an orderly manner. Recording is done in the book

(ii)
Classifying
Classification is concerned with the systematic analysis of the recorded data, with a
view to group transactions or entries of one nature at one place. The work of

(iii) Summarizing
This involves presenting the classified data in a manner which is understandable and
useful to the internal as well as external end-users of accounting statements. This
process leads to the preparation of the following statements: (1) Trial Balance, (2)
Income statement (3) Balance Sheet.
(iv)
Analysis and Interprets
This is the final function of accounting. The recorded financial data is analyzed and
interpreted in a manner that the end-users can make a meaningful judgment about the
financial condition and profitability of the business operations. The data is also used
for preparing the future plan and framing of policies for executing such plans.
(v)
Communicate
The accounting information after being meaningfully analyzed and interpreted has to
be communicated in a proper form and manner to the proper person. This is done
through preparation and distribution of accounting reports, which include besides the
usual income statement and the balance sheet, additional information in the form of
accounting ratios, graphs, diagrams, funds flow statements etc.
1.14

LET US SUM UP

1. 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.
2. Information about the business enterprise is required for both internal and external
use. To get the required information, a systematic record is necessary.
3. 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.

4. Accounting is the process of identifying, measuring, recording, classifying,
summarising, analysing, interpreting and communicating the financial
transactions and events.
5. The series of activities mentioned above, explain the nature and outline the scope
of accounting.
6. Book-keeping is a part of accounting. It is the record keeping function of
accounting and is limited upto the classifying stage.
7. Accountancy is the systematic knowledge, while accounting is the practice of the
knowledge i.e., the actual maintenance of books of account and provide
accounting information.
8. Many groups of people like owners, management, lenders, creditors, investors,
tax authorities, employees, etc., are interested in the accounting information of the
enterprise.
9. 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.
10. There are many advantages of a properly maintained accounting system.
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KEY WORDS

Accountancy: The science of measurement of wealth. It is the systematic knowledge
of accounting.
Accounting: Process of identifying, measuring, recording, classifying, summarising
and communicating business transactions and events in terms of money.
Accounting Year : A period of 12 months at the end of which the financial results of
the enterprise are generally ascertained.
Accrual Basis of Accounting: A basis of accounting which takes into account all
incomes, gains, expenses and losses in the year in which they are earned or incurred,
and not when they are received or paid.
Book-keeping: Systematic recording of business transactions in the books of
account.

Balance Sheet: A statement prepared for ascertaining the financial position of the
business as at the end of the accounting period.
Cash Basis of Accounting: A basis of accounting in which accounts are prepared on
the basis of cash received or cash paid. No accruals -are considered.
Cost Accounting: A branch of accounting concerned with measurement and control
of costs.
Financial Accounting: It is primarily concerned with record keeping directed
towards preparation of financial statements and other accounting reports.
Financial Position: Position of assets and liabilities of a business at a given point of
time.
Financial Statements: Summary of accounting information such as Profit and Loss
Account and Balance Sheet.
Final Accounts : Financial statements prepared at the end of the accounting period
for ascertaining the profit or loss and the financial position of the business. They
include Profit and Loss Account and the Balance Sheet.
Management: It is used in two senses:
i) to mean the process of management or managing the business, for example, the
day-to-day management is entrusted to paid managers; and
ii) to mean the persons who are incharge of carrying out the business activity i.e.,
managers, for example, management wants this information. Report has to be
submitted to the management.
Management Accounting: It is concerned with the supply of information which is
useful to the management in planning, controlling and decision-making.
Profit: Excess of income over expenses.
Profit and Loss Account: A statement showing all incomes and expenses for the
accounting period. It is prepared for ascertaining the operational result of the
enterprise.
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ANSWERS TO CHECK YOUR PROGRESS

1.

i)
ii)
iii)
iv)
v)
vi)
vii)

Agarwala Electricals Shop
Mr. Agarwala
Mr. Ram Naresh
Syndicate Bank
Pawan Electrical Works
Mr. Shyamlal
Mr. Mirchand, Mr. Sabir and Mr. Wilson.

2.

i)
ii)
iii)
iv)

Communicating
Financial Accounting
Management Accounting
Financial
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1.
2.
3.
4.
5.
6.
7.

TERMINAL QUESTIONS
Outline the need for accounting and briefly describe the objectives of accounting.
Define accounting and explain its scope.
Name the different parties interested in accounting information, and explain why
do they want it.
What are the qualitative characteristics of accounting information? Briefly
Explain.
Describe the advantages and limitations of accounting.
Briefly discuss the functions of accounting.
Define accounting. Explain the need for accounting.

8.

Write short notes on the following:
a) Book-keeping
b) Accountancy
c) Accounting

9.

Distinguish between cash basis and accrual basis of accounting with examples.

Note : These questions will help you to understand the unit better. Try to write
answers for them. But, do not submit your answers to the University for assessment.
These are for your own practice only.
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ACCOUNTING PROCESS AND RULES
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2.0

OBJECTIVES

After studying this unit, you should be able to:
identify the different stages of accounting;
classify accounts;
analyze the dual effect of each transaction; and
apply the rules of accounting, and determine the account to be debited and the
account to be credited.
2.1

INTRODUCTION

So far you have learnt the definition of accounting, its objects, advantages, the terms
commonly used in accounting, and the basic accounting concepts relevant to record
keeping. You know accounting is the art of recording, classifying and summarising
the business transactions, and interpreting the results thereof. So, the accounting
process starts with recording of transactions and ends with the preparation of financial
statements and their analysis. In this unit, we shall first identify the different stages
involved in the accounting process and then discuss different classes of accounts, the
principle of double entry, and the rules of debit and credit which you are expected to
master.

2.2

ACCOUNTING PROCESS

The accounting process consists of the following four steps:
i)
ii)
iii)
iv)

Recording the Transactions
Classifying the Transactions
Summarising the Transactions
Interpreting the Results

Recording the Transactions
The accounting process begins with recording of transactions in the books of original
transactions
are recorded in the journal as and when they occur in the order of dates. You will
learn the method of recording a transaction in the journal in Unit 5. Entries in the
journal are made on the basis of various vouchers such as cash memos, invoices,
receipts, etc.
Classifying the Transactions
The second step is to group the transactions of similar nature and post them in
transactions
relating to cash are brought together and are recorded at one place in Cash Account in
the ledger. Similarly, dealings with different persons are recorded separately in the
account of each person. The accounts so prepared are totaled and balanced
periodically to know the net effect of related transactions. We shall discuss the
process of posting into ledger and balancing of accounts in detail in Unit 5.
Summarising the Transactions
The next step is to prepare a yeararithmetical accuracy of the work done. In other words, the trial balance is prepared
to find out whether the Principle of Double Entry has been strictly followed or not,
while recording the transaction. Then, with the help of the trial balance and some
other relevant information we prepare the final accounts. The objectives of preparing
the final accounts are: (i) to know the net result of business activities, and (ii) to know
the financial position of the business. The final accounts consist of an income

The Trading and Profit and Loss Account is prepared to know whether the business
unit has earned profit or incurred loss. The Balance Sheet is prepared to know the
financial position of the business, i.e., what the business owns and what it owes.

Interpreting the Results
The results are then analysed and interpreted with a view to assess the performance of
the business, its future profit-earning capacity and its ability to pay short-term and
long-term debts. The results and conclusions thus arrived at are reported to the
interested parties like investors, management, bankers, creditors, tax authorities, etc.
The balances on various accounts shown in the Balance Sheet will then be transferred
to the new books of account for the next year. The process of recording transactions
for the next year is again started, this continuous process of accounting is referred to
in the same order.
The Accounting Cycle is presented in Chart 2.1.
Chart 2.1
ACCOUNTING CYCLE

2.3

WHAT IS AN ACCOUNT?

We have seen that an account is a summarised record of the effect of all transactions
relating to a particular person or an item. Let us now learn more about this term.
An account is vertically divided into two halves and resembles the shape of the

(abbreviation for debit) on the left hand top corner of the account. The right hand side

for credit) on the
right hand top corner of the account. The name of the account is written at the top in
the centre.
account. The rules of recording the transactions on the debit and credit sides shall be
discussed later in this unit.
2.4

CLASSIFICATION OF ACCOUNTS

All business transactions broadly be classified into three categories: (i) those relating
to persons, (ii) those relating to property (assets), and (iii) those relating to incomes
and expenses. Hence, it becomes necessary to keep an account for each person, each
asset, and each item of income and expense. Thus, three classes of accounts are
maintained for recording all business transactions. They are: (i) Personal Accounts,
(ii) Real Accounts, and (iii) Nominal Accounts. Real and Nominal Accounts taken
together are called Impersonal Accounts.
Personal Accounts
dealings may relate to credit purchases of goods or credit sales of goods or loans
taken, etc. A separate account is kept in the name of each person for recording the
benefits received from, or given to, the person in the course of dealings with him.
from Ratanlal Account,
etc.
Personal accounts also include accounts in the names of institutions or companies
called artificial persons) such as Indian Bank Account. Nagarjuna Finance Limited
Account, the Andhra Pradesh Paper Mills Limited Account, etc.
The accounts which represent expenses payable, expenses paid in advance, incomes
receivable and incomes received in advance are also personal accounts, though
impersonal in name. For example, when salaries are due to the employees, but not
ill be opened in the books. The Salaries Outstanding Account
is regarded as a personal account representing the employees to whom salaries are
payable by the business. Such a personal account is called Representative Personal
as it represents a particular person or a group of persons. Other examples of
representative personal accounts are: Interest Outstanding Account, Prepaid Insurance
Account, Rent Received in Advance Account, Commission Outstanding Account. etc.
Capital Account and Drawings Account are also treated as personal accounts as they
represent dealings with the owner of the business.

Real Accounts
business needs assets such as Machinery, Furniture, etc., for running its activities. In.
book-keeping, a separate account is maintained for each asset owned by the business.
Dealings relating to purchase or sale of the asset are recorded through this account.
Furniture Account, Machinery Account, Building Account, etc., are some examples
of real accounts. Cash Account which shows receipts and payments of cash is also a
real account. They are known as real accounts because they represent things of value
owned by the business.
Nominal Accounts
Accounts relating to e
payment of salaries to
employees, payment of wages to workers, etc., while carrying out its activities. It may
also suffer losses such as loss by fire, loss by theft, etc. It may also earn certain
incomes and gains such as receipt of commission, receipt of-interest, profit on sale of
an asset, etc. A separate account is maintained for recording each item of expense,
loss, income or gain. Thus, Wages Account, Salaries Account, Commission Received
Account, and Interest Received Account are all nominal accounts. Classification of
accounts is presented in Chart 2.2.
CHART 2.2
CLASSIFICATION OF ACCOUNTS

Check Your Progress A
1. State whether each of the following statements is True or False.
a) First recording of transactions is done in Journal.

b)
c)
d)
e)
f)

Summarising of all business transactions is done in Ledger.
Interpretation of the results is done by preparing Trial Balance.
Right hand side of an account is called credit side.
Personal accounts include accounts of persons with whom the business deals.
Accounts which represent an item of asset is called Representative Personal
Accounts.
g) Accounts relating to assets held in the name of the firm are called Nominal
Accounts.
2. Names of some accounts are given below, classify them into Personal, Real or
Nominal.

3. State whether the following classification of accounts is correct or not. Give the
correct classification, wherever necessary.
Name of Account

Class of
Account

a) Fixtures A/c
b) Discount Received A/c
c) Discount Received in advance A/c
d Ram & Co. A/c
e) Goodwill A/c
f) Office Expenses A/c
g) Office Equipment A/c

Nominal Account
Personal Account
Nominal Account
Personal Account
Personal Account
Real Account
Nominal Account

If correct, put a
tick mark. If
wrong, state the
correct class of
account

h) Cash A/c
i) Cartage A/c
j) Import Duty/A/c
2.5

Real Account
Real Account
Real Account

PRINCIPLE OF DOUBLE ENTRY

worth i.e., goods or services. Hence, every business transaction involves a transfer
and as such consists of two aspects: (i) the receiving aspect, and the giving aspect. It
is necessary to note that these two aspects go together, as receiving necessarily
implies giving and vice versa. For example, let us consider a transaction where
machinery is purchased for cash. In this case, the receiving aspect is machinery (as
machinery comes in) and giving aspect is cash (as cash goes out). Similarly, in a
transaction where wages are paid to workers, the receiving aspect is the service of the
workers and the giving aspect is cash. The receiving and giving take place between
two parties or the accounts representing those parties. Thus, in the first example
discussed above, from the point of view of the business, Machinery Account is
receiving the benefit and Cash Account is giving the benefit. In the second example,
Wages Account is receiving the benefit in the form of service and Cash Account is
giving the benefit. These two aspects are represented in every account by the terms
aspect. The record of any business transaction will be complete only when both of
these aspects are recorded. This recording of the two aspects of each transaction is

Thus, every transaction affects two accounts and according to Double Entry system
entries will be made in both of them on the debit side (left hand side) in one account
and on the credit side (right hand side) in the other. In case of the first example
(machinery purchased for cash), entries will be made on the debit side of Machinery
Account and the credit side of Cash Account. In the case of second example (wages
paid to workers), entries will be made on debit side of Wages Account and the credit
side of Cash Account. Hence, for every debit there must be a corresponding credit for
all business transactions are recorded in books of account according to this principle.
In order to develop a clear understanding of the receiving and giving aspects of
various business transactions and the accounts affected thereby study Table 2.1
carefully.
Table 2.1: Dual Aspect of Transactions and the Account Affected

Transaction

1.

First Aspect

Commenced business with

Second Aspect

Receiving

Account

Giving/Giver

Account

Receiver

affected

Cash

Cash A/c

Proprietor

Capital A/c

affected

Rs. 50,000 as capital.
2.

Bought goods for cash Rs. 5,000

Goods

Goods A/c

Cash

Cash A/c

3.

Bought goods from Ramesh &

Goods

Goods A/c

Ramesh &

Ramesh &

Co.

Co. A/c

Goods

Goods A/c

Goods

Goods A/c

Cash

Cash A/c

Co. on credit Rs. 10,000
4.

Sold goods for cash Rs. 12,000

Cash

5.

Sold goods to Ajay on credit

Ajay

Cash A/c

Rs. 2,500
6.

Paid cash to Ramesh & Co.
Rs. 5,000

7.

Ramesh
& Co.

Received Cash from Ajay

Ramesh &
Co. A/c

Cash

Cash A/c

Ajay

Benefit of

Rent A/c

Cash

Cash A/c

Rs. 1,000
8.

Paid rent Rs. 1,000

accommoda
tion
9.

Purchased Typewriter Rs.

4,500

Typewriter

Typewriter A/c Cash

Cash A/c

10. Paid interest on loan Rs.

1,200

Benefit of

Interest A/c

Cash A/c

Cash

using the
loan

Check Your Progress B
Manohar had the following transactions. Determine the two aspects of each
transaction and the accounts affected.

2.6

ACCOUNTING RULES

We have already seen that every transaction affects two accounts and this effect will
have to be entered in both of them, on the debit side in one account and on the credit
side in the other account. It is, therefore, necessary to find out which of the two
accounts is to be debited and which is to be credited. For this purpose, one has to first
identify the class to which these two accounts belong i.e., personal, real or nominal;
as follows:
1. For Personal Accounts: The account of the person receiving the benefit (receiver)
of the transaction (from the business) is debited and the account of the person
giving the benefit (giver) of the transaction (to the business) is credited.
2. For Real Accounts: When an asset is coming into the business, the account of
that asset is debited. When an asset is going out of the business, the account of
that asset is credited.
3. For Nominal Accounts: When an expense is incurred or loss suffered, the account
representing the expense or the loss is debited because the business receives the
benefit thereof. When any income is earned or gain made, the account

representing the income or the gain is credited. This is because the business gives
some benefit.
The above rules have been shown in Table 2.2

We shall now see the application of these rules, taking a few transactions.
Example 1: Paid cash to Ramesh & Co. Rs. 5,000.
In this case, the two accounts affected are
and Cash Account is a real
account. Ramesh & Co. has received the benefit (cash Rs. 5,000) from the business
and, therefore, it has to be debited as per the first part of the rule for personal
has gone out, Cash Account will be credited

Example 2: Received cash from Ajay Rs. 1,000.
Cash
Account is a real accoun
As cash has come
in, Cash Account will have to be debited according to the first part of the rule for real
given the benefit (cash Rs. 1,000) to the
business and, therefore, his account will have to be credited as per the second part of

Example 3: Paid rent Rs. 1,000.
In this case, the accounts affected are Rent Account and Cash Account. Rent Account
is a nominal account and Cash Account is a real account. As per the first part of the
debited as it is an expense to the business. As cash has gone out, Cash Account will
have to be credited ac

Example 4: Received Rs 400 as commission.
In this case, Cash Account and Commission Account are the two accounts affected.
Cash Account is a real account and Commission Account is a nominal account. As
cash has come in, Cash Account will have to be debited according to the first part of
Account will be credited
as it is an income to the business.

You have seen that the three rules of debit and credit explained above, make it
possible to analyse the transaction and identify the account to be debited and the
account to be credited. Even though it has been explained that there are three different
rules for the three classes of accounts, it is to be noted that these three rules, in reality,
are a manifestation of the dual aspect concept. In other words, the account that
receives the benefit of the transaction is to be debited and the account that gives the
benefit is to be credited, irrespective of the class of account involved.
Let us now apply these rules to the transactions given in Table 2.1 and ascertain
which account is to be debited and which account is to be credited. This has been
analysed in Table 2.3. You may go through it carefully and grasp the application of
the Rules of Debit and Credit.

2.7

LET US SUM UP

1. The accounting process starts with recording of transactions in the journal. From
the journal, they are posted to ledger accounts. Then, a trial balance is prepared to
verify the accuracy of the work done and the final accounts are prepared to know

the profit or loss made and the financial position of the business. Finally, the
results are analysed and reported to the interested parties.
2. Accounts are classified as Personal, Real, and Nominal Accounts. Accounts
showing dealings with persons are called personal accounts. Accounts relating to
assets are known as real accounts and those relating to expenses, losses, incomes
and gains are known as nominal accounts.
3. Every transaction consists of two aspects: (i) the receiving aspect and ii) the
giving aspect. The recording of this two-fold effect of each transaction is called
equal and a corresponding credit and vice versa.
4. Certain rules are followed for recording business transactions. In the case of

and

2.8

KEY WORDS

Account: A summarised record which shows the effect of the transactions relating to
a particular person or thing.
Credit: Credit represents the giving aspect of a transaction.
Debit: Debit represents the receiving aspect of a transaction.
Double Entry Principle: Principle of recording both the receiving and the giving
aspects of each transaction.
Nominal Accounts: Accounts relating to expenses, losses, incomes and gains.
Personal Accounts: Accounts which relate to persons.
Real Accounts: Accounts which relate to assets.
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ANSWERS TO CHECK YOUR PROGRESS

A 1.

a) True
c) False
e) True
g) False

2.

a, c, e, g, h are Personal Accounts.
d and f are Real Accounts.
b, i, j are Nominal Accounts.

3.

a) Real Account
c) Personal Account
e) Real Account
g) Real Account
i) Nominal Account

2.11

TERMINAL QUESTIONS/EXERCISES

b) False
d) True
f) False

b) Nominal Account
d) Correct
f) Nominal Account
h) Correct
j) Nominal Account

Questions
1. Discuss the various stages involved in the accounting process.
2. What is an Account? Describe the various classes of accounts with examples.

3. What do you understand by the Principle of Double Entry? Give the rules of debit
and credit with suitable examples.
Exercises
1. From the following transactions, determine the accounts affected, classify them
and state whether it is to be debited or credited.

2. Ram had the following transactions. Determine the accounts to be debited and
credited:
Rs.

a)

Command business with cash

1,00,000

b)

Purchased goods for cash

15,000

c)

Paid for advertisement

600

d)

Bought goods from P & Co. on credit

20,000

e)

Sold goods for cash

6,000

f)

Sold goods to Z on credit

12,000

g)

Paid commission

900

h)

Paid salaries

8,000

i)

Paid rent

600

j)

Loan taken from Hiralal

50,000

Note: These questions will help you to understand the unit better. Try to write
answers for them. But, do not submit your answers to the University for assessment.
These are for your own practice only.
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ACCOUNTING PRINCIPLES
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Some Basic Terms
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3.4.2 Single Entry System
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Key Words
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OBJECTIVES

After studying this unit, you should be able to:
explain the meaning of some basic terms of accounting;
identify assets, liabilities, incomes and expenses;
explain the need for the nature of accounting concepts;
develop familiarity with the basic concepts to be kept in mind at the recording
stage;
decide what type of transactions are to be recorded in books of account;
ascertain the amount of capital, liabilities and assets from the accounting
equation; and
describe about the two systems of book-keeping.
3.1

INTRODUCTION

In Unit 1, you learnt about the nature, scope and importance of accounting. You know
communication. Accounting also serves this function. It communicates the results of
business operations to interested parties. Let us understand this language first. In this
unit, we intend to explain some of the terms which are commonly used in accounting
and also the basic concepts underlying the accounting system.

3.2

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 (also cal
Event and Transaction: Anything that brings about a change in the financial
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
transaction are those in which cash is involved in the exchange. For example,
purchase of goods for cash, purchase of vehicle 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.
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 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
sub-divided 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. Ledger is the main book for accounting information and, hence, it is

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). The benefits received by that account are recorded on the left hand side

recording helps in knowing the net result i.e., whether that account has received more
or given more.
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.
On account: It refers to a part receipt or a part payment of money in respect of earlier
credit transaction(s). For example, Mr. X owes Rs. 5,000, of which he pays Rs. 3,000.
This
Assets: Assets are things of value or economic resources (property) owned by the
enterprise. In other words, cash or any thing which enables the business entity to get
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. If the benefit of an expenditure is limited to one year, it is treated as an
expense (also called revenue expenditure) such as payment of salaries and rent. On
the other hand, if the benefit of an expenditure is available for more than one
accounting year, it is treated as an asset (also called capital expenditure) such as
purchase of furniture and machinery.
Equities: All claims or rights over the assets of a business firm are called equities.

the outsiders are called creditors, equity or liabilities. The claim of the owner is called
or capital.
Liabilities
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.
Capital
or net worth.
Drawings: Drawings refer to the amount withdrawn or the value of goods taken by
the proprietor for personal use from the business.
Profit: Profit is the excess of income over expenditure during a period of time. It is
worth lost without
receiving any benefit. For example, cash or goods lost by theft or fire accident. In the
context of Profit and Loss Account, loss represents to the excess of expenditure over
income during a period of time. In either case, loss decreases
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.
Gain: Gain is a profit that arises from events or transactions which are incidental to
business, such as sale of an asset, winning a court case, appreciation in the value of
land and buildings, etc.
Trade discount: It is a common practice these days to print the price of an article on
its pac
to give you some
concession and charge a price which is less than the list price. Such concession or
reduction in pri
is an allowance given by the seller
to the buyer on the list price at the time of sale. Trade discount is generally given by
the manufacturer to the wholesaler and by the wholesaler to the retailer. Suppose a
bookseller
Sriram, priced at Rs. 25. The publisher allows a discount of 10% and charges Rs. 225
net (list price Rs. 250 minus discount of Rs. 25). The buyer pays only the net price.
Recording in books of account is also made for the net amount only. No specific
entry is required for the trade discount.

Cash discount: When goods are sold on credit, the buyer is expected to pay the
amount on or before the due date. However, if the buyer makes the payment before
the due date, the seller may allow him some reduction in the amount due and settle
allowed at the time of
payment. It motivates the debtor to make prompt payment. Suppose, the books worth
Rs. 225 (net amount) were sold on February 1, 2018 on credit for one month. The due
date is March 1, 2018. The bookseller offers to make the payment on February 15,
2018. The publisher accepts Rs. 220 in settlement of the account. The balance amount
of Rs. 5 is the cash discount allowed. Cash discount must be recorded in the books of
account in order to show that the party account stands cleared and nothing more
remains due from him.
Voucher: A documentary (written) evidence of a transaction is called a voucher. For
example, if we buy goods for cash we get 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.
Solvent: A person who is in a position to pay his debts as they become due.
Insolvent: A person who is not in a position to pay his debts in full and is so declared
by the court.
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.
Check Your Progress A
1.
i)
ii)
iii)
iv)
v)

Fill in the blanks :

All articles that are purchased for r
The property of the business in the form of land and buildings, machinery, etc.
Drawings refer to the withdrawal of cash or goods by the owner for

vi)
termed as bad debts.
vii)
viii)

2. State in each case whether the item shall be regarded as goods or an asset.
i)
Furniture purchased by Rama Furnishers for resale.
ii)
Furniture purchased by Krishna Stationery Mart.
iii) Machinery purchased by Abdul Engineering Company for use in their
factory.
iv)
Electric motors purchased by Punjab Machinery Stores who deal in
machinery.
v)
Power looms manufactured by KCP Ltd., for sale to a textile company.
3.

Mr. Rakesh started Rakesh Trading Company with a capital of Rs. 30,000. The
company also borrowed Rs. 10,000 from the State Bank of India. The firm
purchased a delivery van for Rs. 20,000, furniture for Rs. 5,000, typewriter for
Rs. 6,000, account books and other stationery for Rs. 500. It has purchased goods
on credit from M/s Gurucharan Singh & Co., for Rs. 4,000, and from M/s
Lalwani Traders for Rs. 3,000. It has sold goods for cash to Mr. Peter for Rs.
2,000 and Mr. Ali for Rs. 4,000. It has also paid Rs. 300 for electricity charges,
Rs. 1,000 for salaries, and Rs. 500 for rent. From the above information, list out
the assets, liabilities, incomes and expenses.
Assets : ..................................................................................................
...............................................................................................................
...............................................................................................................
Liabilities : ..............................................................................................
...............................................................................................................
...............................................................................................................
...............................................................................................................
Incomes : ...............................................................................................
...............................................................................................................
...............................................................................................................
Expenses : ..............................................................................................
...............................................................................................................
...............................................................................................................

3.3

ACCOUNTING PRINCIPLES

Accounting is a system evolved to achieve a set of objectives as stated in Unit 1.2.
The objectives identify the goals and purposes of financial record keeping and
reporting. In order to achieve the goals, we need a set of rules or guidelines. These

means an idea or thought. Basic accounting concepts are the fundamental ideas or
basic assumptions underlying the theory and practice of financial accounting. These
the broad working rules of accounting activity, developed and accepted by the
accounting profession. They are evolved (and are still evolving) over a period in
response to the changing business environment and the specific needs of the users of
accounting information.
The concepts guide the identification of events and transactions to be accounted for,
their measurement and recording, and the method of summarising and reporting to
interested parties. The concepts, thus, help in bringing about uniformity in the
practice accounting.
An indepth understanding of these concepts will place the student in a better position
to appreciate accounting system. Of course, it may be difficult to comprehend all
these concepts at a stretch. We, therefore, advise you to revisit these concepts, after
giving at least one reading of this course material.
These concepts may be classified into two broad groups:
i) concepts to be observed at the recording stage i.e., while recording the
transactions, and
ii) concepts to be observed at the reporting stage, i.e., at the time of preparing the
final accounts.
It must, however, be remembered that some of them are overlapping and even
contradictory. They are listed out in Chart 3.1.
Chart 3.1
ACCOUNTING CONCEPTS

3.3.1 Concepts to be Observed at the RecordingStage
The following concepts will guide us in identifying, measuring and recording
transactions.
Business Entity Concept
Business entity means a unit of organised business activity. In that sense, a provision
store, a cloth dealer, an industrial establishment or electricity supply undertaking, a
bank, a school, a hospital, etc. are all business entities.
From the accounting point of view, every business enterprise is an entity separate and
distinct from its proprietor(s)/owner(s). The accounting system gives information
only about the business and not about its owner(s). In other words, we record those
personal affairs (his expenditure on housing, food, clothing, etc.) will not appear in
the books of account of his business. However, when personal expenditure of the
owner is met from business funds it shall also be recorded in the business books. It
will be recorded as drawings by the proprietor and not as business expenditure.
Another implication of business entity concept is that the owner of business is to be
treated as a creditor who also has a claim over the assets of the business. As such, the
amount invested by him (capital) is regarded as a liability for the business.
The business entity concept is applicable to all forms of business organisations. This
distinction can be easily maintained in the case of a limited company because the
company has a legal entity of its own. But such distinction becomes difficult in case
of a sole proprietorship or partnership because in the eyes of the law, the partner or
the sole proprietor are not considered separate entities. They are personally liable for
all business transactions. But, for accounting purposes, they are to be treated as
separate entities. This enables them to ascertain the profit or loss of business more
conveniently and accurately.
Money Measurement Concept
Usually, business deals in a variety of items having different physical units such as
kilograms, quintals, tons, metres, litres, etc. If the sales and purchases of different
items are recorded in terms of their physical units, adding them together will pose
problems. But, if these are recorded in a common denomination, their total becomes
homogeneous and meaningful. Therefore, we need a common unit of measurement.
Money does this function. It is adopted as the common measuring unit for the purpose
of accounting. All recording, therefore, is done in terms of the standard currency of
the country where business is set up. For example, in India, it is done in terms of
Rupees, in USA it is done in terms of US Dollars, and so on.

Another implication of money measurement concept is that only those transactions
and events are to be recorded in the books of account which can be expressed in terms
of money such as purchases, sales, payment of salaries, goods lost in accident, etc.,
other happenings (non- monetary) like death of an efficient manager or the
appointment of an accountant, howsoever important they may be, are not recorded in
the books of account. This is because their effect is not measurable of quantifiable in
terms of money.
This approach has its own drawbacks. The value of money changes over a period of
time. The value of rupee today is much less than what it was in 1961. Such a change
is nowhere reflected in accounts. This is the reason why the accounting data does not
reflect the true and fair view of the affairs of the business.
Hence, now-a-days, it is considered desirable to provide additional data showing the
effect of changes in the price level on the reported income and the assets and
liabilities of the business.
Check Your Progress B
1.

Mr. Ghansyamlal carries on ready made garments business. A few transactions
are given below. Identify the transactions to be recorded in the books of his
business.

a.
b.
c.
d.
e.
f.
g.
h.
i.
j.
k.
l.

Purchased a typewriter for Rs. 6,000 for office use.
Paid salary to the office typist at Rs. 350 per month.
Bought a show case for Rs. 2,000.
Sold old domestic furniture for Rs. 500.
Purchased cloth for garments for Rs. 10,000.
A shirt worth Rs. 250 is taken home for his son.
Entered into an agreement to rent a shop in Sadar Bazar.
Paid Salaries to his salesmen, Rs. 1,000.
Paid Salary to his domestic servant, Rs. 100.
Appointed Satish as an assistant in the shop.
Borrowed Rs. 5,000 from Mr. Dyanchand for business purpose.
Mr. Rakesh, one of the salesmen, met with an accident.

2.

Present the following in the form of an Accounting Equation.
Machinery
Rs. 20,000
Cash
Rs. 5,000
Capital
Rs. 20,000
Creditors
Rs. 5,000

3.

The assets and liabilities of Rupak Store are given below. Find out the amount of
capital.
Cash Rs. 1,800; Stock Rs. 3,000; Debtors Rs. 2,000;
Furniture Rs. 1,200: Creditors Rs. 2,500: Wages payable Rs. 500

Objective Evidence Concept
The term objectivity refers to being free from bias or free from subjectivity.
Accounting measurements are to be unbiased and verifiable independently. For this
purpose, all accounting transactions should be evidenced and supported by documents
such as bills, invoices, receipts, cash memos, etc. These supporting documents
(vouchers) form the basis for making entries in the books of account and for their
verification by auditors afterwards. As for the items like depreciation and the
provision for doubtful debts where no documentary evidence is available, the policy
statements made by management are treated as the necessary evidence.
Historical Record Concept
You know that after identifying the transactions and measuring them in terms of
money, we record them in the books of account. According to the historical record
concept, we record only those transactions which have actually taken place and not
those which may take place (future transactions). It is because accounting record
presupposes that the transactions are to be identified and objectively evidenced. This
is possible only in the case of past (actually happened) transactions. The future
transactions can hardly be identified and measured accurately. You also know that all
transactions are to be recorded in chronological (datewise) order. This leads to the
preparation of a historical record of all transactions. It also implies that we simply
record the facts and nothing else.
As you will study later we make provision for some expected losses such as doubtful
debts. This may be contrary to what is stated in historical record concept. But this is
done only at the time of ascertaining the profit or loss of the business. It is not a
routine item. This is done in accordance with another concept called Conservatism
Concept about which you will study later.
Cost Concept
Business activity, in essence, is an exchange of money. The price paid (or agreed to
be paid in case of a credit transaction) at the time of purchase is called cost.
According to the cost concept, all assets are recorded in books at their original
purchase price. This cost also forms an appropriate basis for all subsequent
accounting for the assets. For example, if the business buys a machine for Rs. 80,000
it would be recorded in books at Rs. 80,000. In case its market value increases later
on to Rs. 1,00,000 (or decreases to Rs. 50,000) it will continue to be shown at Rs.
80,000 and not at its market value.

This does not mean, however, that the asset will always be shown at cost. You know
that with passage of time, the value of an asset decreases. Hence it may systematically
be reduced from year to year by charging depreciation and the asset be shown in the
balance sheet at the depreciated value. The depreciation is usually charged as a fixed
percentage of cost. It bears no relationship with changes in its market value. In other
words, the value at which the assets are shown in the balance sheet has no relevance
to its market value. This, no doubt, makes it difficult to assess the true financial
position of the business. It is, therefore, regarded as an important limitation of the
cost concept. But this approach is preferred because, firstly it is difficult and time
consuming to ascertain the market values, and secondly there will be too much of
subjectivity in assessing the current values. However, this limitation has been
overcome with the help of inflation accounting.
Check Your Progress C
1)

Mr. Vinod Pandey started business. State which of the following transactions,
and with what amount, are to be recorded in the books of his business.

a)

He purchased a machine from Bombay for Rs. 10,000. He paid for railway
freight Rs.200 and total transport Rs 100.
He sold goods worth Rs. 1,000 to Mr. Rakesh.
Mr. Ramana, a friend of Mr. Pandey promised to purchase goods worth Rs.
10,000 after three months.
He purchased a building for his business from his friend for Rs. 25,000. Its
market value is Rs. 30,000.
Due to scarcity of raw materials, he paid Rs. 5,000 for materials worth Rs. 3,000.

b)
c)
d)
e)

Dual Aspect Concept
This is the basic aspect of accounting. According to this concept, every business
transaction has a two-fold effect. In commercial context, it is a famous dictum that
example, if you
purchase a machine for Rs. 8,000 you receive machine on the one hand and give Rs.
8,000 on the other. Thus, this transaction has a two-fold effect i.e., (i) increase in one
asset and (ii) decrease in another. Similarly, if you buy goods worth Rs. 500 on credit
it will increase an asset (stock of goods) on the one hand and increase a liability
(creditors) on the other. Thus, every business transaction involves two aspects: (i) the
receiving aspect, and (iii) the giving aspect. In case of the first example you find that
the receiving aspect is machinery and the giving aspect is cash. In the second example
the receiving aspect is goods and the giving aspect is the creditor. If complete record
of transactions is to be made, it would be necessary to record both the aspects in
books of account. This principle is the core of double entry book-keeping and if this
about which
you will learn in detail later.

Let us understand another accounting implication of the dual aspect concept. To start
with, the initial funds (capital) required by the business are contributed by the owner.
If necessary, additional funds are provided by the outsiders (creditors). As per the
dual aspect concept all these receipts create corresponding obligations for their
repayment. In other words, a contribution to the business, either in cash or kind, not
only increases its resources (assets), but also its obligations (liabilities/equities)
correspondingly. Thus, at any given point of time, the total assets and the total
liabilities must be equal.

as under:
Liabilities (Equities) = Assets
or
Capital + Outside Liabilities = Assets

Equities are of two types: (1) owners
equity called capital is the claim of the owners against the assets of the business.
like creditors, bank,
etc. against the assets of the business. Thus, all assets of the business are claimed
either by the owners or by the outsiders. Hence, the total assets of a business will
always be equal to its liabilities.
When various business transactions take place, they effect the assets and liabilities in
such a way that this equality is always maintained. Let us take a few transactions and
see how this equality is maintained.
1.

Mr. Gyan Chand started business with Rs. 50,000 cash. The cash received by
the business is its asset. According to the business entity concept, business and
the owner are two separate entities. Hence, the capital contributed by Mr. Gyan
Chand is a liability to the business. Thus Capital = Assets
Rs. 50,000 = Rs. 50,000 (cash)

2.

He purchased goods on credit from Chakravarthy for Rs. 5,000. This
increases an asset (stock of goods) on the one hand and a liability (creditors) on
the other. Now the equation will be
Capital + Liabilities

= Assets

Rs. 50,000 + Rs. 5,000 = Rs. 5,000 + Rs. 50,000

Capital
3.

Creditors

Stock

Cash

He purchased furniture worth Rs. 10,000 and paid cash. This increases one
asset (furniture) and decreases another asset (cash). Now the equation will be:
Capital + Liabilities = Assets
Rs. 50,000 + Rs. 5,000 = Rs. 10,000 + Rs. 5,000 + Rs. 40,000
Capital

Creditors

Furniture

Stock

Cash

This equation can be presented in the form of a Balance Sheet (a statement of assets
and liabilities) as follows:

Note that the totals on both sides of the Balance Sheet are equal. This equality
remains valid irrespective of the number of transactions and the items affected
thereby. It is so because of their dual effect or the assets and liabilities of the business.
Check Your Progress D
1. Find out the missing amounts on the basis of the accounting equation: Capital +
Liabilities = Assets
a.
b.
c.
2.

Show the dual effect of the following business transaction on assets and
liabilities of a business unit.
a. Purchased goods for cash for Rs. 500
b. Purchased goods on credit for Rs. 800
c. Paid Rs. 300 to a creditor
d. Received Rs. 500 from a debtor

3.3.2

Concepts to be Observed at the Reporting Stage

The following concepts have to be kept in mind at the time of preparing the final
accounts. Let us discuss them one by one:
i)
ii)
iii)
iv)
v)
vi)
vii)

Going concern concept
Accounting period concept
Matching concept
Conservatism concept
Consistency concept
Full disclosure concept
Materiality concept

Going Concern Concept
Normally, the business is started with the intention of continuing it indefinitely or at
least for the foreseeable future. The investors lend money and the creditors supply
goods and services with the expectation that the enterprise would continue for 1ong.
Unless there is a strong evidence to the contrary, the enterprise is normally viewed as
a going (continuing) concern. Hence, financial statements are prepared on a going
concern basis and not on liquidation (closure) basis.
Certain expenses like rent, repairs, etc., give benefits for a short period, say less than
one year. But the benefit of some other expenditure like purchase of a building,
machinery, etc., is spread over a longer period. The expenditure whose benefit is
limited to one accounting year is fully charged to the Profit and Loss Account of the
year. But the cost of the items whose benefit is available for a number of accounting
years, their cost must be spread over a number of years. Hence, only a portion of such
expenditure is charged to the Profit and Loss Account every year. The balance is
shown in the Balance Sheet as an asset. Let us take an example. Suppose a firm
purchased a delivery van for Rs. 60,000 and its expected life is 10 years. It means the
business will use the van for a period of 10 years. So, the accountant has to spread the
cost of the van over 10 years. He would charge Rs. 6,000 (1/10 of its cost) every year
to the Profit and Loss Account in the form of depreciation, and show the balance in
the Balance Sheet as an asset. This is based on the assumption that the business will
continue for long and the asset will be used for its expected life. Thus, this concept is
regarded as the basic assumption in accounting according to which the fixed assets
are valued at historical cost less depreciation and not at its realisable value.
Accounting Period Concept
You know the going concern concept assumes that the business will continue for a
long period, almost indefinitely. But the businessmen cannot postpone the preparation
of financial statements indefinitely. Therefore, he prepares them periodically. This
will also enable other interested parties such as owners, investors, creditors, tax-

authorities to make periodic assessment of its performance. So, the life of the
business enterprise is divided
loss and the financial position at the end of each such
accounting period is regularly assessed.
Conventionally, duration of the accounting period is twelve months. It is called an
Accounting year can be a calendar year i.e., January 1 to
December 31 or any other period of twelve months, say, April 1 to March 31 or
Dewali to Dewali.
Normally, the final accounts are prepared at the end of each accounting year. The
Profit and Loss Account is prepared for the year so as to ascertain the profit earned or
loss incurred during that year, and the balance sheet is prepared as at the end of the
year, so as to show the financial position as on that date. However, for internal
management purposes, accounts can be prepared even for shorter periods, say
monthly, quarterly or half yearly.
Check Your Progress D
1. What is the assumption under Going Concern Concept?
................................................................................................................
................................................................................................................
................................................................................................................
2. What is the accounting implication of Going Concern Concept?
................................................................................................................
................................................................................................................
................................................................................................................
3. What is the significance of an Accounting Period?
................................................................................................................
................................................................................................................
................................................................................................................
4. What is the purpose of preparing the Profit and Loss Account?
................................................................................................................
................................................................................................................
................................................................................................................
................................................................................................................
5. What does Balance Sheet reveal?
................................................................................................................
................................................................................................................

................................................................................................................
................................................................................................................
Matching Concept
or loss of an accounting year, it is necessary to bring together all revenues and costs
pertaining to that accounting year. In other words, expenses incurred in an accounting
year should be matched with the revenues earned during that year. The crux of the
problem, therefore, is that appropriate costs must be matched against appropriate
revenues. For this purpose, first we have to recognise the inflows (revenues) during
an accounting period and the costs incurred in securing those inflows. Then, the sum
of the costs should be deducted from the sum of the revenues to arrive at the net result
of that period. Let us now understand how to recognise the revenues and costs in
relation to an accounting period. For this purpose, the following rules are followed :
The Timing of Revenue Recognition
Revenue is recognised in the period in which it is earned or realised. The revenue
recognition is primarily based on realisation principle which clearly states that in
identifying revenues with a specific period one must look to when the various
transactions occurred rather than to the period in which cash inflow occurred. Thus,
i)

ii)

In case of the sale of goods (or services) revenue is regarded as realised when
sales actually take place and not when cash is received. In other words, credit
sales are treated as revenue when sales are made and not when money is received
from the debtors.
Income such as rent, interest, commission etc. are recognised on a time basis.
The revenue from such items is taken to the Profit and Loss Account of the year
during which it is earned. Let us assume that the business purchased some
government securities on October 1, 2018 for Rs. 20,000 carrying interest at 12
per cent. The interest is payable half yearly on April 1 and October 1 every year.
The first instalment of interest (Rs. 1,200) is received on April 1, 2019. The
Profit and Loss Account is being prepared for the year 2018 (January 1, 2018 to
December 31, 2018). The interest amounting to Rs. 600 earned during. October 1
to December 31 must be shown as the income from interest on investments in the
Profit and Loss Account for 2018 though the amount has not been received in
2018.

The Timing of Costs Recognition
The matching principle holds that the expenses should be recognised in the same
period as the associated revenues. Thus,
i)

The cost of goods have to be matched with their sales revenue. This means that
while preparing the Profit and Loss Account for a particular year, you should not

take the cost of all the goods produced during that year, but consider only the
cost of goods that have actually been sold during that year. The cost of goods
sold is arrived at by deducting the cost of closing stock from the cost of goods
produced.
ii)

Expenses such as salaries, wages, interest, rent, insurance, etc., are recognised on
time basis. In other words, they are related to the year in which the service is
obtained or the expense is incurred, whether paid immediately or payable at a
later date.

iii) Costs like depreciation on fixed assets are also allocated on time basis.
Thus, all revenue earned during an accounting year, whether received or not, and all
costs incurred, whether paid or not have to be taken into account while preparing the
Profit and Loss Account for the year. Similarly, any amount received or paid during
the current year which actually relates to the previous year or the following
and costs. This
gives rise to another aspect viz., the accrual basis of accounting about which you will
learn later.
The Matching Concept thus has the following implications for the ascertainment of
profit or loss during a particular period.
1.

We should ensure that costs should relate to the same accounting period as the
revenues. For example, when we prepare the Profit and Loss Account for 2017,
we shall take into account all those incomes that were earned during 2017, and
similarly consider only those costs which were incurred in 2017. Any costs or
incomes which relate to 2018 shall be excluded.

2.

We should ensure that all costs incurred during the accounting period (whether
paid or not) and all revenues earned during that year (whether received or not)
are fully taken into account.

3.

We should consider only those costs which relate to the revenue taken into
account. This is the reason why we consider only the cost of goods sold, and not
the cost of goods produced during that period.

Check Your Progress E
1. What is the main implication of the Matching Concept?
................................................................................................................
................................................................................................................
................................................................................................................

2. Name three items of revenues.
................................................................................................................
................................................................................................................
................................................................................................................
3. Name three items of costs.
................................................................................................................
................................................................................................................
................................................................................................................
................................................................................................................
4.

Fill in the blanks.

i)
ii) Costs incurred during an accounting year should be matched against

iii) Revenue

realisation

does

not

mean

that

revenue

must

be

realised

iv) Cost of goods are matched with their sales revenue.......................?
v) Revenue such as interest, commission, etc., are recognised as earned with
reference to
vi)
Conservatism Concept
This is also known as Prudence Concept understatement of assets or revenues, and
overstatement of liabilities or costs. This is in accordance with the traditional view
you
should account for profits only when they are actually realised. But in case of losses,
you should take into account even those losses which may be a remote possibility.
This is why closing stock is valued at cost price or market price whichever is lower.
Provision for doubtful debts and provision for discounts on debtors are also made
according to this concept.
Consistency Concept
The pr

onformity from period to period with

should not be changed from year to year. For example, the principle of valuing
followed

year after year. Similarly, if depreciation on fixed assets is provided on straight line
basis, it should be followed consistently year after year. Consistency eliminates
personal bias and helps in achieving comparable results.
If this principle of consistency is not followed, the accounting information about an
enterprise cannot be usefully compared with similar information about other
enterprises and so also within the same enterprise for some other period. Consistent
use of the same methods and bases from one period to another, enhances the utility of
the financial statement.
However, consistency does not prohibit change. Desirable changes are always
welcome. But such changes should be completely disclosed while presenting the
financial statements.
Full Disclosure Concept
You know the financial statements are the basic means of communicating financial
information to all interested parties. These statements are the only source for
assessing the performance of the enterprise for investors, lenders, suppliers, and
others. Therefore, financial statements and their accompanying foot-notes should
completely disclose all relevant information of a material nature which relate to the
profit and loss and the financial position of the business. This enables the users of the
financial statements to make correct assessment about the profitability and financial
soundness of the enterprise. It is therefore, necessary that the disclosure should be
full, fair and adequate.
Materiality Concept
This concept is closely related to the Full Disclosure Concept. Full disclosure does
not mean that everything should be disclosed. It only means that all relevant and
material information must be disclosed. Materiality primarily relates to the relevance
and reliability of information. An item is considered material if there is a reasonable
expectation that the knowledge of it would influence the decision of the users of the
financial statements. All such material information should be disclosed through the
financial statements and the accompanying notes. For example, commission paid to
sole selling agents, if any, should be disclosed separately in the Profit and Loss
Account. Similarly, if there is a change in the method or rate of depreciation, this fact
must be duly reported in the financial statements.
A strict adherence to accounting principles is not required for items of little
significance or of non-material nature. For example, erasers, pencils, scales, etc., are
used for a long period, but they are not treated as assets. They are treated as expenses.
This does not affect the amount of profit or loss materially.

Similarly, while showing the amounts of various items in the financial statements,
they can be approximated up to paise. Even if they are shown to the nearest rupee or
hundreds, there may not be any material effect. For example, if an amount of Rs.
1,45,923.28 is shown as Rs. 1,45,900 it does not make much difference for
assessment of the performance of the enterprise.
However, there are no specific rules for ascertaining material or non-material items, It
is just a matter of personal judgement.
Check Your Progress F
1. What is the aim of Conservatism Concept ?
................................................................................................................
................................................................................................................
................................................................................................................
2. What do you mean by the Principle of Consistency?
................................................................................................................
................................................................................................................
................................................................................................................
................................................................................................................
3. Why is full disclosure of relevant information considered necessary?
................................................................................................................
................................................................................................................
................................................................................................................
4. How do you make a distinction between material and non-material items?
................................................................................................................
................................................................................................................
................................................................................................................
3.4

SYSTEMS OF BOOK-KEEPING

Book-keeping as explained earlier is the art of recording business transactions in a
systematic manner. Broadly, there are two systems of book-keeping:
i) Double Entry System, and
ii) Single Entry System.
3.4.1 Double Entry System
Under the dual aspect concept you learnt that every business transaction has two
aspects: (i) the receiving aspect, and (ii) the giving aspect. For example, when you

purchase goods for cash, goods come in and cash goes out. Thus, a transaction affects
two items (also called accounts) at the same time. When you record the transaction in
the books of account of a business, it would be better if you record the effects relating
to both the items. In the above example, the items affected are goods and cash, stock
of goods increases and cash decreases. So, we should record the increase in stock of
goods and also the decrease in cash. This involves two entries, one in Goods Account
and the other in Cash Account. This method of recording business transactions is
cal
transactions. According to this system, the account which involves receiving aspect is
debited and the account which involves giving aspect is credited. Thus, for every
debit there will be an equivalent credit. For this purpose certain rules have been
framed. These are discussed in Unit 5.
Advantages of Double Entry System
This system has the following advantages:
i)

It provides complete and reliable record of all business transactions because it
records both effects.
ii) It supplies full information about the incomes and expenses, assets and liabilities
of the business. It, thus, helps the management in taking appropriate decisions.
iii) The arithmetical accuracy of the books of account can be ascertained by
preparing a trial balance.
iv) The financial result of the operations of the business i.e., profit or loss, can be
easily ascertained.
v) The financial position of the business can also be ascertained at any point of
time.
3.4.2 Single Entry System
Single entry system does not mean that only one aspect of a transaction is recorded.
An incomplete or defective double entry system is generally called single entry
system. Under this system, all transactions are not recorded and all accounting
records are not maintained. The two aspects of a transaction are recorded in certain
cases, but in certain cases only one aspect is recorded. Certain transactions are
ignored, they are not even recorded. The single entry system is thus a mixture of
double entry, single entry and no entry. The accounts maintained under this system
are incomplete and unsystematic and, therefore, not reliable. The main defect of this
system is that the arithmetical accuracy of the books of account cannot be checked,
because a trial balance cannot be prepared. The profit and loss account and balance
sheet also cannot be prepared. This system is normally followed by small business
firms.

3.5

LET US SUM UP

1.

There are number of terms commonly used in accounting. The understanding of
these terms is necessary for preparing accounting records.

2.

Accounting involves identifying, measuring, recording, summarising and
communicating events and transactions. For this purpose, certain guidelines or
ground rules are necessary. Basic accounting concepts or generally accepted
accounting principles guide the accountant in record keeping and reporting.

3.

Certain principles or concepts have been agreed upon. Some are observed at the
recording stage while others are relevant at the reporting stage.

4.

According to business entity concept, the business enterprise and its proprietor
are treated as two separate entities, distinct from each other.

5.

According to money measurement concept, all the transactions should be
recorded in terms of the standard currency of the country.

6.

According to the historical record concept, only those transactions which have
actually taken place should be recorded in the order of their occurrence i.e., datewise.

7.

The cost concept states that the amount actually received or paid for any goods
or service should be recorded and not its value.

8.

As per the dual aspect concept, every transaction has two aspects. Both the
aspects are to be recorded in the books of account.

9.

Double entry is a system which recognises and records both aspects of a
transaction.

10. Single entry system is an incomplete record of business transactions.
11. For ascertaining the profit and loss and the financial position of the business, two
financial statements are prepared: (i) Profit and Loss Account, and (ii) Balance
Sheet. These are called final accounts.
12. Final accounts are prepared at the end of each accounting year.
13. While preparing the final accounts, nine basic accounting concepts have to be
observed.

14. According to the Going Concern Concept, the firm should be considered as a
continuing unit and not as one closing down.
15. According to the Matching Concept, appropriate costs have to be matched
against the appropriate revenues for the accounting period.
16. The Concept of Conservatism implies that while calculating the profit for an
accounting period, take all losses into account but include only those incomes
which have actually arisen.
17. The Concept of Consistency implies that there should be consistency in all
accounting methods followed from period to period so as to ensure possibility of
meaningful comparisons.
18. According to Full Disclosure Concept financial reports should disclose fully all
relevant information of material nature, so that the users of those reports can
draw rational conclusions about the enterprise.
19. The Materiality Concept implies that while measuring income of a business for
an accounting period the non-material facts can be ignored.
20. There are two bases of accounting viz., cash basis and accrual basis. The accrual
basis of accounting is considered more rational.
3.6

KEY WORDS

Account: A classified statement of transactions relating to a person or a thing or any
other subject.
Assets: Anything which has economic value.
Business Entity: A business enterprise.
Capital:

or equity in a firm.

Cash Discount: An allowance given by the creditor to the debtor on the amount due
for prompt payment.
Creditor: One to whom the business owes some amount.
Debtor: One who owes some amount to the business.
Drawings: Amount withdrawn by the owner from the business for personal use.
Equity: The claim or right over the assets of the firm. It includes both the

Expenditure: Spending of money or incurring a liability for some benefit or service
received by the business.
Gain: Profit arising from peripheral or incidental transactions.
Goods: Goods are the mercantile things in which the business deals.
Income: It is the amount earned through business operations.
Revenue: Amount realised for the goods sold or services rendered.
Stock: Raw materials, semi-finished goods and finished goods lying in stores.
Trade Discount: An allowance given by the seller to the buyer on the list price at the
time of sale.
Transaction:

o entities is called a

transaction.
3.7
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3.8 ANSWERS TO CHECK YOUR PROGRESS
A 1. (i) Debtor (ii) Creditor (iii) Goods (iv) Assets (v) Personal use
(vi) Unrealisable (vii) Capital (viii) Account
2. (i) Goods (ii) Asset (iii) Asset (iv) Goods (v) Goods
3. Assets :Delivery van, furniture, typewriter, cash in hand, stock of goods not
yet sold.
Liabilities: Bank loan. M/s. Gurucharan Singh & Co., M/s. Lalwani Traders.
Income : Amounts received from Mr. Peter and Mr. Ali.

Expenses : Account books and stationery. electricity charges, salaries and
rent.
B.

1.

Except d, g, i, j and l all other transactions are to be recorded.

2. C+L= A
Capital: Rs. 20,000 + Creditors Rs. 5,000 = Machinery Rs. 20,000 + Cash
Rs. 5,000
Capital = 1800+3000+2000+1200 2500-500 = Rs. 5000
C.
with the following amounts:
a) Rs. 10,300
b) Rs. 25,000

b) Rs. 1,000
e) Rs. 5,000

D. 1.

a) Rs. 25,000

b) Rs. 35,000

2.

a)
b)
c)
d)

3.9

TERMINAL QUESTIONS/EXERCISES

c) Rs. 20,000.

Stock increases and cash decreases
Stock increases and creditors increase
Cash decreases and creditors decrease
Cash increases and debtors decrease

1.

What do you mean by double entry system? Distinguish it from single entry system.

2.

What do you mean by accounting concepts? Briefly explain the accounting concepts
which guide the accountant at the recording stage.

3.

Krishna has invested a capital of Rs. 80,000 on June 30, 2018. He purchased goods
from Suresh on credit, amounting to Rs. 20,000. Find out the value of assets. (Ans:
Rs. 1,00,000)

4.

The assets of a business on December 31, 2018 are Rs. 50,000 and capital is Rs.
30,000. Find out the amount of liabilities. (Ans: Rs. 20,000)

5.

The following is the assets and liabilities position of Srinivasa Traders on October 1,
2018:
Assets: Cash Balance Rs. 3,000; Furniture Rs. 5,000;
Building Rs. 50,000; Debtors Rs. 22,000.
Liabilities: Bank Loan Rs. 10,000; Creditors Rs. 15,000.

Find out the amount of capital on that date. (Ans: Rs. 55,000).

b)
7.

6. Write short notes on the following:
a)
Going Concern Concept
Accounting Period Concept
What do you understand by matching costs against revenue? Explain briefly the
importance of the Matching Concept.
8.

d)

Explain briefly the following concepts:
a) Conservatism
b)
Consistency
c)
Full Disclosure
Materiality

9.

Distinguish between cash basis and accrual basis of accounting with examples.

10. Explain briefly the main accounting concepts to be observed at the time of preparing
final accounts.

Note : These questions will help you to understand the unit better. Try to write
answers for them. But, do not submit your answers to the University for assessment.
These are for your own practice only.
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JOURNAL AND LEDGER
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Key Words
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4.0

OBJECTIVES

After going through this unit, you will be able to:
explain what journal is;
analyse a business transaction and identify the accounts affected;

apply rules of debit and credit, and formulate journal entries;
prepare journal;
post the journal entries in the respective ledger accounts;
balance a ledger account and explain the significance of balance in an account;
prepare a trial balance to test the arithmetical accuracy of recording in the books
of account; and
post an opening entry.
4.1

INTRODUCTION

worth between two accounts. Recording of transaction 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
tage they are entered in
You have learnt about the 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) Journalising, 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.
4.2

WHAT IS JOURNAL ?

A Journal is called a book of prime entry (also called book of original entry) because
daily record. The transactions are recorded in this book in the order in which they
occur i.e., they are entered in a chronological order. In this book, both aspects i.e., the
receiving aspect and the giving aspect of the transaction, are recorded. The process of
recording a transaction in the journal is called Journalising. The entries made in the

4.3

FORM OF THE JOURNAL

We shall now study the form of the journal. The form is given in Figure 5.1.

JOURNAL

Fig. 5.1
The journal is provided with five columns. Each of these columns is meant for
recording a specific detail of the transaction.
Column (1) is used for recording the date of the transaction i.e., the date on which the
transaction has occurred. It is customary to write the year at the top of the column. In
the next line, the month is written below the year and the date of the transaction is
entered immediately after the month as follows:
(Year)
(Month, date)

2018
Jan. 1

Note that the year and the month are not repeated for every transaction. Ditto
mark is placed below the month to indicate that the month is the same. Similarly
when two or more transactions have taken place on the same day, ditto mark is placed
below the date.
for recording the
names of the two accounts which are involved in the transaction. This is also used for
Let us note
carefully the method of writing in this column.
The same of the amount to be debited is written very close to the left hand side line
i.e., the line demarcating the date column and the particulars column. The
of the
account. The name of the account which is to be credited is written in the next line
below the name of
the account which has got the debit but a few spaces towards the right. It is not
name of the account to be credited. Then, in the next

line, a brief description (narration) of the transaction is given within brackets. The
narration, a line must be drawn
entry from the other.
Let us take an example: Sold goods for cash, Rs. 500 on May 2, 2018. In this
transaction, the two accounts are Cash Account and Goods Account. You know, as
per rules, Cash Account is to be debited and Goods Account is to be credited. This
transaction will be shown in the journal as follows:

Column (3) is known as the L.F. (Ledger Folio) Column. Folio means page number,
so it is meant for writing the number of the page in the Ledger on which the particular
account appears. The account to be debited and the account to be credited are likely to
be on different pages in the Ledger. The page numbers on which these accounts
appear are indicated against the name of each account in this column. This column is
filled at the time of posting into the ledger.
Columns (4) and (5) are called amount columns. Column (4) is called the debit
amount column and column (5) is called the credit amount column. The amount to be
debited is entered in the debit amount column against the name of the account, and
the amount to be credited is entered in the credit amount column against the name of
the account. Both the amounts will always be equal, as you have observed in the case
of the above example.
4.4

STEPS IN JOURNALISING

In recording various business transactions in the journal, the most important aspect is
incorrect accounting. Hence, you should analyse the transaction carefully before
making such entries. The following steps shall help you to do such analysis:
1. Take up the transaction, one by one. Read and analyse the transaction carefully
from the business entity point of view, and identify the two accounts that are
being affected by the transaction.
2. You are aware that accounts have been classified as personal, real and nominal
accounts. Hence, after identifying the two accounts that are affected by the

transaction, you must determine, in respect of each account, whether it is a
personal account or a real account or a nominal account.
3. Each class of account has its own rule of debit and credit, which you have already
learnt. Now, apply the relevant rules and decide which account is to be debited
and which is to be credited.
The three steps explained above will have to be repeated in respect of every
transaction. We have simply reinforced the point here to help you to journalise
correctly.
Besides identifying the accounts to be debited and credited, you should be equally
careful about the date of the transaction and the amounts with which each account is
to be debited or credited. Now let us take a transaction, analyse it and see how a
complete journal entry will be made.
Sold goods to Saran Brothers on credit for Rs. 500 on January 3, 2018
Step 1: From the business point of view, it is a sale of goods on credit. In this case,
the receiving aspect is Saran Brothers (as they receive the goods) and the giving
aspect is Goods (as goods go out). So, the two accounts a

Step 2: The next step is to classify the accounts identified in the Step 1. You are
persons, and Goods Account is a real account as it relates to property of the business.
Step

go out of business. So, Goods Account will be credited.
Account is
to be credited, the entry will be recorded in the journal as follows:

Check Your Progress A
1. State whether the following are True or False:

a)
b)

2.

c)
d)

Journal is a book of original entry.
Journal records all transactions in a business in the order in which they
occur.
The process of recording a transaction is called posting.
In

e)

Narration must be written for every transaction entered in the Journal.

What are the steps to be followed in journalising the business transaction?
..................................................................................................................
..................................................................................................................
..................................................................................................................
..................................................................................................................

4.5

TRANSACTIONS OF DIFFERENT TYPES

Study carefully the following illustrations where entries for particular type of
transactions are presented. Later, some comprehensive illustrations will be given
which shall include transactions of all types.
4.5.1

Transactions Relating to Purchase and Sale of Goods for Cash

Most common transactions in business relate to buying and selling of goods. Purchase
and sale of goods can take place either on cash basis or on credit basis. In illustration
1, we take up transactions relating to purchase and sale of goods for cash.
Illustration 1
Enter the following transactions in the journal.

Solution:
JOURNAL

If you carefully go through the four transactions given above, you will notice that in
the first two transactions, there is no mention of the names of the parties with whom
the transactions took place. In the other two transactions, the names of the parties
concerned are clearly given. However, it has not made any difference in the journal
entries. They remain the same, because while recording cash purchase or cash sale it
is not necessary to involve personal accounts of the parties concerned. For the
business, the dual effect of such transactions is only on (i) cash account, and (ii)
goods account.
4.5.2

Transactions Relating to Purchase and Sale of Goods on Credit

In case of purchase and sale of goods on credit, cash is not paid immediately. The
settlement of the account is postponed to a later date. Hence, while recording such
transactions, it is necessary to involve the personal accounts of the parties concerned.
In case of credit sale, the personal account of the buyer is debited. He becomes a
debtor, signifying that the party is under an obligation to pay later. Similarly, in case
of credit purchase, the personal account of the party is credited. He becomes a
creditor, signifying that the business is under an obligation to pay them at a later date.
Now let us consider some transactions of purchase and sale of goods on credit and
understand how they are recorded in journal.
Illustration 2
Journalise the following transactions:

Solution:
JOURNAL

You have seen that it is necessary to involve the personal account of the party, when
n

it
is not clearly stated whether these are cash or credit transactions. Remember that in
case of a credit transaction, the name of the party concerned is always given. In the
above transactions, names of the parties concerned are not stated. Hence, these shall
be treated as cash transactions.
Check Your Progress B
1. Explain the distinction between cash and credit transactions.
................................................................................................................
................................................................................................................
................................................................................................................
2.

Some transactions are given below. State whether they are cash transactions or
credit transactions.

4.5.3
Transactions Relating to Return of Goods
Goods may be returned for various reasons. When goods are returned by a customer,
his liability to that extent gets reduced. Hence, it is necessary to give him a credit for
the goods returned. Similarly, when the business returns some goods to its supplier,
the liability o
account will be debited.
Illustration 3
Journalise the following transactions:

Solution:
JOURNAL

Note: In illustrations 1, 2 and 3 above you find that all transactions relating to goods
(be it purchase, purchase return, sale or sale return) have been recorded through the
Goods Account. However, it would be more purposeful and convenient to record
different types of transactions relating to goods, through separate accounts. This helps
you to ascertain the amount of purchase and sale for a given period more quickly and
correctly. Hence, in practice, instead of one Goods Account, five separate accounts
are maintained, as shown below:
i) For recording all cash and credit purchases of goods Purchases Account.
ii) For recording all cash and credit sales of goods Sales Account.
iii) For recording goods returned to suppliers Returns Outward Account or
Purchase Returns Account.
iv) For recording goods returned by customers Returns Inward Account or Sales
Returns Account.
v) For goods in stock as at the end of the year Stock Account.
In the comprehensive illustrations 9 and 10, entries have been made according to the
above practice. Purchase of goods has been debited to Purchases Account, and sale of
goods has been credited to Sales Account, and so on.
4.5.4

Transactions Relating to Purchase and Sale of Assets

Assets like machinery, furniture, vehicles, etc. are brought for use in the business and
not for resale. Hence, when an asset is bought, the particular asset account is debited.
Similarly, when an asset is sold, the account of that asset is credited.
Assets may also be bought for cash or on credit. You have already noted the
difference in the treatment of transactions relating to cash and credit purchases. The
same treatment is followed in case of transactions relating to purchase and sale of
assets.
Illustration 4
Journalise the following transactions:
2018
May 1 Purchased buildings

Rs.
1,75,000

4 Sold old machinery to Joshi
1,500
8 Bought furniture from Gopal & Company for cash 1,10,000
9 Bought motor vehicles from Allied Motors
90,000

Solution:
JOURNAL

4.5.5 Transactions Relating to Expenses and Incomes
You know the expenses and incomes are generally paid/received in cash. So in case
of expenses, we debit the concerned expense account and credit cash account. In case
of incomes, we debit cash account and credit the concerned income account. Now let
us take some examples of such transactions.
Illustration 5
Journalise the following transactions:

Solution: JOURNAL

In the second transaction in the above illustration, rent was paid to Rajesh, the
landlord, but the debit has been given to the nominal account (Rent Account) and not
to the personal account of Rajesh. Similarly, when commission was received from
Mahesh (fourth transaction), it is the Commission Received Account that has been
credited and not the personal account of Mahesh who paid the commission. This is so
because these are cash transactions, and no debtor/creditor relationship is created as
there is no obligation yet to be fulfilled.
There is another point to be noted in this context. In illustration 5, you have seen that
when rent is paid, Rent Account has been debited (it is an expense) and when interest
is received, Interest Received Account has been credited (it is an income). In
business, certain nominal accounts like Salaries Account, Wages Account, and
Postage Account would involve only payments, as these will always be expenses. But
certain other items like interest, commission, rent, etc., can sometimes be an expense,
sometimes an income. In such case, it is better to maintain separate accounts for their
payments and receipts.
4.5.6 Transactions Relating to other Receipts and Payments of Cash
Apart from cash purchase, cash sale, payment of expenses, and receipt of incomes,
there are many other transactions which involve movement of cash. For example, the
business may receive cash from its debtors (customers from the goods were sold on
credit), pay cash to creditors (suppliers of goods on credit), receive or repay loan, etc.
In the earlier illustrations, you have learnt that whenever cash is paid, Cash Account
is credited, and whenever cash is received, Cash Account is debited. The same
treatment will be applicable to the other cash transactions as given in illustration 6.
Illustration 6
Enter the following transactions in the journal:

Solution:
JOURNAL

In business, sometimes loans are taken to augment the capital invested by the
proprietor.
to distinguish this account from the other accounts. For example, in illustration 6, a
loan was taken from Chetan, the credit was given to Loan from Chetan Account and
not to Chetan
Similarly, a business unit may give a loan. In such a case, also the word loan is added
to the name of the account. For example, a business unit has given loan to Sohan, the
unt.
4.5.7

Transactions Relating to Receipts and Payments by Cheque

So far, all payments and receipts which have been discussed were in the form of cash.
But you know that payments and receipts are also made through cheque. Although we
intend to discuss the various banking transactions later. You must at this stage, learn
about the journal entries for payments and receipts by cheque.
When payment is made by cheque the credit will be given to Bank Account because
the bank balance will be reduced. Similarly, when payment is received by cheque, the
amount will be debited to Bank Account as the cheque is deposited in the bank which
increases the bank balance. Some examples are given in illustration 7.
Illustration 7
Journalise the following transactions:

JOURNAL

4.5.8 Transactions with the Proprietor
You have already learnt that the business and its proprietor are treated as separate
entities. This necessitates maintaining of separate accounts in the ledger for recording
the transactions between the proprietor and the business. Whatever the proprietor

brings into the business is treated as capital and is credited to the Capital Account.
Similarly, when the proprietor withdraws cash from the business for his personal use
he is debited with the amount withdrawn. Such debit is given to a separate account
called Drawings Account. Drawings Account is also debited when the proprietor
takes goods from business for his domestic use.
As explained earlier, both the Capital Account and the Drawings Account are treated
as personal accounts belonging to the proprietor. Some examples of transactions with
the proprietor are given in illustration 8.
Illustration 8
Enter the following transactions in the Journal:
2018
Rs.
May 1 Ganesh commenced business with a capital of
1,00,000
2 He withdraw cash for personal use
7,000
3 He introduced additional capital
18,000
4 He took goods for domestic use
1,000
JOURNAL

4.5.9 Transaction Relating to Cash Discount
You have learnt earlier about two types of discounts allowed to customers: (i) trade
discount, and (ii) cash discount. Trade discount is not shown in the books of account
since it is adjusted in the invoice itself and the entry in the books of account is made
for the net amount only. But the case of cash discount is different. At the time of sale,
the buyer is debited with the net amount of the invoice. Later if cash discount is
allowed at the time of payment, it must be adjusted in the personal account of the
debtor. This would show that his account stands cleared, and nothing more remains
due.

When cash discount is allowed to the debtor, it is a loss to the business and so debited
to Discount Allowed Account and credited to the personal account of the debtor.
Similarly, when cash discount is allowed by the creditor, it is a gain to the business so
it is credited to Discount Received Account and debited to the personal account of the
creditor.
The entries relating to cash discount shall be illustrated under compound journal
entry.
4.5.10
Transactions Relating to Bad Debts
When a debtor becomes insolvent, the business shall not be able to realise full amount
due from him. A part of it will remain unrealised. The unrealised amount is called
Debts Account, and
credited to the personal account of the debtor.
If the amount treated as bad debts is recovered later on, the same shall be a gain
to the business. Hence, it will be credited to Bad Debts Recovered Account and
debited to Cash Account. Note that the bad debts so recovered shall not be
credited to the personal account of the debtor.
Look at journal entry from transaction on April 10 under illustration 12 and see how
bad debts are recorded.
Illustration 9
Ramesh commenced business on January 1, 2018. His transactions for the month are
given below. Journalise them.
2018
Rs.
Jan. 1 Commenced business with a capital of
1,50,000
2 Bought goods from Ajeet and Co.
35,000
3 Sold goods for cash
6,000
4 Purchased furniture
6,000
7 Purchased goods on account from Gautam & Co. 18,000
8 Returned goods to Gautam & Co.
600
8 Paid for advertisement
1,000
10 Cash sales
5,000
13 Sold goods to Venkat
6,000
14 Venkat returns goods
400
19 Paid Ajeet and Co. on account
18,000
25 Paid office expenses
300
26 Received from Venkat on account
3,000
31 Paid salaries
5,000
31 Drew cash for private expenses.
3,000

Illustration 10
Journalise the following transactions:

Solution:
Date

Particulars

2018
June. 1

2

JOURNAL
L.F. Dr. Amount

Cash Account
To Sales Account
(Being cash sales)

Dr.

Purchase Account

Dr.

Rs.
1,800

Cr. Amount
Rs.
1,800

10,000
10,000

(Being credit purchase)
3

4

4

Cash Account
Dr.
To Miscellaneous Income Account
(Being the income received by
sale of old newspaper)

100

Municipal Taxes Account Dr.
To Bank Account (Being
Municipal taxes paid by cheque)

900

100

900

Repairs Account
Dr.
To Cash Account
(Being repairs to machinery)
8

Bank Account
Dr.
To Commission Account
(Being commission received
by cheque)

600
600

1,700
1,700

Check Your Progress C
1.
i)
ii)
iii)
iv)
v)

Name the accounts which are maintained in lieu of Goods Account.
...................................................................................................................................
...................................................................................................................................
...................................................................................................................................
...................................................................................................................................
...................................................................................................................................

2. Select the best answer.
a) The amount bought in by the proprietor in the business, should be credited to:
i)
ii) Drawings Account
iii) Capital Account
b) Purchase of furniture should be debited to
i) Furniture Account
ii) Goods Account
iii) Equipment Account
c) Return of goods to a supplier should be credited to
i) Goods Account
ii) Returns Outward Account
iii)
d) Wages paid to Billu should be debited to
i)
ii) Cash Account
iii) Wages Account
e) Loan taken from Krishna should be credited to
i)
ii) Loan from Krishna Account
iii) Bank Account

f) Payment made by cheque should be credited to
i) Bank Account
ii) Cheque Account
iii) Cash Account
g) Cash discount allowed to a debtor should be debited to
i)
ii) Allowances Account
iii) Discount Allowed Account
h) In case of bad debts, the amount should be debited to
i) Debt Account
ii) Bad debts Account
iii) Discount Allowed Account
3. Distinguish between trade discount and cash discount.
..........................................................................................................................................
..........................................................................................................................................
..........................................................................................................................................
.........................................................................................................................................
4. What is bad debt?
..........................................................................................................................................
..........................................................................................................................................
..........................................................................................................................................
.........................................................................................................................................
5. How do you deal with the amount treated as bad debt which is recovered later on?
..........................................................................................................................................
..........................................................................................................................................
..........................................................................................................................................
..........................................................................................................................................
4.6

COMPOUND JOURNAL ENTRY

You have seen transactions which involve only two accounts. Sometimes, a
transaction may involve more than two accounts. Sometimes, there may be more
transactions of the same nature taking place on the same date. In such situations, if we
pass separate journal entries, it may take more time and also require more space.
Hence, such transactions may be recorded by means of a single journal entry. Such an
ways:

a)
b)
c)

by debiting one account and crediting two or more accounts; or
by debiting two or more accounts and crediting one account; or
by debiting several accounts and crediting several accounts.

Take, for example, the following transactions:
a) Paid cash to Ganesh Rs. 490. He allowed Rs. 10 as discount and settled his
account. This
Cash Account, and (iii) Discount Received Account. The journal entry will be:

(Being cash paid to him in full settlement of the account)
b) Sold goods to Rao & Sons Rs. 800 and Sharma Bros. Rs. 500, on May 5,
2018. These two transactions are of the same nature and have taken place on the
same date. Their entries can be combined by passing the following compound
journal entry.

Rao & Sons Account
Sharma Bros. Account
To Sales Account
(Being sale made)

Dr.
Dr.

Rs.
800
500

Rs.

1300

c) A running business with the following assets and liabilities was purchased
from Tularam for Rs. 64,000
Building
Stock

Rs. 40,000
Rs. 20,000

The journal entry will be:
Building Account
Furniture Account
Stock Account
To Creditors

Furniture Rs. 12,000
Creditors Rs. 8,000
Rs.
Dr.
Dr.
Dr.

Rs.
40,000
12,000
20,000

8,000
64,000

(Being assets and liabilities taken over)

4.7

OPENING ENTRY

When a new accounting
accounts are brought forward to the new books of accounts. This is done by means of
liabilities accounts (incl
credited. If, however,
capital account balance is not given, it can be worked out by deducting other
liabilities from the total assets. This will become clear from illustration 11.
Illustration 11
Mr. Avinash has the following balances of assets and liabilities on December 31,
2018.
Cash in hand
Furniture

Rs. 2,500
Rs. 5,000

Stock of goods
Bank Loan

Rs. 22,500
Rs. 10,000

Pass the opening entry on January 1, 2019.
Solution:
JOURNAL

Check Your Progress D
1.
What is a Compound entry ?
..........................................................................................................................................
..........................................................................................................................................
..........................................................................................................................................
2.
Complete the following sentences:
i) A compound entry is passed for transactions
ii) A compound entry is passed if there are more transactions of same nature
iii) A
iv)

compound

entry

can

be

passed

by

debiting

one

account

and

v) In
3. On December 31, 2018, the assets and liabilities of Chemico Industries were as
follows:

Calculate the capital of M/s Chemico Industries as on January 1, 2019 to enable you
to pass an opening entry.
4.8

CASTINGAND CARRY FORWARD

Journal is totalled periodically (daily or weekly), depending upon the volume of
total both the debit amount column and the credit amount column. Since every debit
has an equal and corresponding credit, the totals of the two columns should always be
equal. If, however, they do not tally, it implies that there is some error. In that case,
you must go through the entire work and locate the error and get the correct total.
When the transactions during a particular period are many and cannot be journalized
in the same page, then it would be necessary to total the two amount columns on that
page and carry forward the total to the ne
against the totals in the particulars column and entering the amount in both amount
the amount in both the amount columns. You
must draw a line in the particulars column before making the remaining entries in the
journal.
Illustration 12
Enter the following transactions in the journal:
2018
April 1
2
3
4
5
6
7

Bought an almirah for Rs. 450, and paid Rs. 30 for cartage.
Proprietor took away goods worth Rs. 200 for personal use.
Gave goods worth Rs. 100 in charity.
Sold an old machine for Rs. 2,000.
Paid insurance premium Rs. 90.
Purchased goods worth Rs. 5,000 for cash less 20 trade discount.
Received Rs. 980 from Kisan Chand, and allowed him Rs. 20 cash
discount.

8
9
10
11
12

Rs. 500 were due to Ghanshyam. Paid Rs. 480 in full settlement of his
account.
Cash of Rs. 560 was stolen from the cash box.
Han Singh, a debtor became insolvent. He owed Rs. 400. A final
composition of 50 paise in a rupee was received.
Sold goods to Karim Rs. 800.
Paid into bank Rs. 400.

Solution:
Date

Particulars

JOURNAL
L.F. Dr. Amount

2018
June.1 Furniture A/c
Dr.
To Cash A/c (Being Purchase of
an almirah for Rs. 450, Cartage
paid Rs. 30)
2

3

4

5

6

7

Rs.
480

Rs.
480

Drawings A/c
Dr.
To Purchases A/c (Being goods
taken away by the proprietor for
personal use)

200

Charity A/c
Dr.
To Purchases A/c (Being goods
given in charity)

100

Cash A/c
Dr.
To Machinery A/c (Being sale of
old machinery)

2,000

Insurance A/c
Dr.
To Cash A/c (Being payment of
insurance premium)

90

Purchase A/c
Dr.
To Cash A/c
(Being purchase of goods)

4,000

Cash A/c
Discount Allowed A/c
To Kishan Chand

980
20

Dr.
Dr.

Cr. Amount

200

100

2,000

90

4,000

1000

(Being cash received from him,
discount allowed Rs. 20)
8

9

Ghanshyam
Dr.
500
To Cash A/c
To Discount Received A/c
(Being cash paid to him, discount
received Rs. 20)
Loss by Theft A/c
Dr.
To Cash A/c (Being loss by theft)

560

Cash A/c
Dr.
Bad Debts A/c
Dr.
To Hari Singh (Being cash
received from him, discount
allowed Rs. 20)

200
200

Karim
Dr.
To Sales A/c (Being credit sales)

800

Bank A/c
Dr.
To Cash (Being cash paid
into bank)

400

480
20

560

400

800

400

10,530

10,530

The following clarifications with regard to Some transactions will help you to
understand their journal entries.
Transaction 1. Rs. 30 paid as cartage have been included in the cost of the furniture
purchased and debited to Furniture Account. You know, furniture is a fixed asset.
Any expenditure incurred in relation to the purchase of a fixed asset is included in the
cost of the fixed asset and as such debited to that asset itself.
Transaction 2. When goods are taken away by the proprietor for his personal use, it
is treated as his drawings and so debited to Drawings Account. Further, the proprietor
can be charged with only the cost of the goods taken and not the selling price. Hence,
it is considered appropriate to reduce the purchases of the business by the amount of
goods taken by him, as if the goods were purchased partly for the business and partly
for the proprietor.

Transaction 3. The argument applicable to transaction 2 also holds good for the
goods given in charity.
Transaction 5. Note that the amount paid as insurance premium is debited to
Insurance Account and not to Insurance Premium Account. The premium is just an
instalment for an insurance policy taken to cover the risk. The head of account is
insurance.
Transaction 6. The entry has been made for the net amount only. Nothing has been
debited to Discount Account. You have learnt that debit to Discount Account is
needed only in case of cash discount and not in case of trade discount.
Transaction 10. Hari Singh became insolvent. Only half the amount due could be
recovered from him. The balance is bad debt. It is a loss to the business and so has
been debited to Bad Debts Account.
You would observe a few more points in the above illustration
a)

Instead of writing
This
is what we normally do. In fact the current practice is not to write anything, just
the name of the account is enough.

b)

ersonal
nominal accounts only.

c)

4.9

While carrying forward the total from one page to another, no lines have been
drawn below the totals. A line is drawn only in the particulars column after

WHAT IS LEDGER?

Ledger is a book which contains all accounts affected by various transactions in a
business. Ledger can be termed as a classified and summarised record of business
transactions relating to all personal, real and nominal accounts.
All transactions which are first recorded in the journal, must invariably be posted into
the concerned accounts in the ledger. This is necessary because Journal is just a
chronological record of transactions, identifying the accounts to be debited and
credited. It does not help us to know the net effect of various transactions affecting a
particular account. This can only be achieved by recording the effect of all
transactions on each account at one place. Let us illustrate this. Suppose, Mohan
Brothers have been selling goods on credit to Suresh. Suresh is allowed to make part

payments and make further purchases even before the old balance is cleared. No
doubt, all transactions relating to the goods sold to him and the amounts received
from him would be duly recorded in the journal (or its sub-divisions). But the journal,
by itself, will not be in a position to readily provide information as to whether Suresh,
at a given point of time, owes them any money and if so, how much. This is because
the entries for transactions with him have been made at different places in the journal
and you will have to go through all entries to obtain the required information. If
however, all sales made to Suresh and the amounts received from him are shown at
Account in the ledger, the required information would be
readily available. This is true of all accounts, be they personal accounts, real accounts
or nominal accounts.
Ledger, thus is a book where all accounts are maintained and into which all journal
entries are posted. As all transactions must ultimately be recorded in the respective
en be directly recorded into various
ledger accounts. But, normally, this is not done because in that case we will not have
any date wise record of all transactions and the details thereof. Such record is
necessary for future reference.
To sum up (i) the ledger contains all the personal, real and nominal accounts, (ii) the
ledger is a permanent, ultimate and up-to-date record of all transactions, and (iii) the
ledger provides a means of easy and ready reference.
The ledger is a bound volume with the pages numbered consecutively. Alphabetical
index is also shown at the beginning so that the page in which an account appears can
be easily ascertained. In certain modern business, loose-leaf ledgers are maintained,
instead of one bound volume. Banks maintain loosedeposit accounts.
4.10

FORM OF A LEDGER ACCOUNT

As stated earlier, an account is the summarised record of all the transactions relating
to a particular person or an item. The form of an account is given below:
NAME OFTHE ACCOUNT

the middle to make it into two halves. Actually, folding is not necessary as usually
pre-printed books are available. Sometimes, two pages are taken together as a unit. In
that case, the entire page on the left hand side is considered as the debit side and the
other page on the right hand side is treated as the credit side.
The columns in ledger account are very much similar to those in journal. In the
journal, you have two amount columns because the dual aspect of each transaction
has to be analysed and presented side by side. In the ledger account, the first three
columns of the journal, viz., date, particulars and folio, appear on both the debit and
the credit side and so also the amount column. However, the column meant for
entering the page number in ledger is merely called
outset, as it would
make ledger posting an easy task.
Let us look at the form of ledger account once again. In the middle of the top of the
may be. You also find that Dr.
and Cr. appear at the two extreme ends of the top line of the account. The left hand
d top corner to indicate the credit
side. When an account is to be debited, the entry is made on the debit side and when it
is to be credited, the entry is made on the credit side.
4.11

POSTING IN TO LEDGER

The journal entries form the basis for recording in the ledger accounts, and the
entry
has to be posted in the concerned ledger accounts, the following procedure is adopted.
1.

Every journal entry will have to be posted into all those accounts which have
been debited and credited in the journal entry. For example, for cash sales, Cash
Account is debited and Sales Account is credited in the journal. When this entry
is posted in the ledger, it must be posted in Cash Account as well as in Sales
Account.

2.

Posting will be made on the debit side of the account which has been debited in
the journal, and the credit side of the account which has been credited in the
journal. In case of above example of the cash sales, posting will be made on the
debit side of Cash Account, as it has been debited in journal and the credit side
of Sales Account, as it had been credited in the journal.

3.

Whether the posting is made on the debit side or the credit side, first of all the
date of the transaction (as given in the journal) will be entered in the date
column. The method of recording the date in the ledger account is the same as in
journal.

4.

While posting on the debit side of an account, in the particulars column, we shall
write the name of the account which had been credited in the journal and add the
the credit side of an
account, we shall write the name of the account which has been debited in the
. In case of the above example, we

Account.
5.

equired in the ledger
accounts. Similarly, there is no need to draw a line between the two entries in an
account as is done in the journal. Note that posting in the ledger account is
considered complete only when both the debit and the credit aspects of all
journal entries have been posted.

6.

In the folio column, we shall mention the page number of the journal where the
concerned journal entry appears. At the same time, the page number of the ledger
l so as to complete the
cross reference.

7.

The amount involved in the journal entry shall be entered in amount columns of
both the accounts.

Now let us take a transaction, Journalise it, and then show how the posting is done in
the ledger.
Illustration 13
Purchased machinery for cash, Rs. 50,000 on April 4, 2018. This transation will
appear in the journal and the ledger as under:
JOURNAL

LEDGER
Machinery Account

Cash Account

Now we take a few more transactions and illustrate further the ledger posting aspect
of the transactions, from the journal entries.
Illustration 14
Journalise the following transactions and post them into the ledger.

LEDGER
Cash Account

Sales Account

Salaries Account

Purchase Account

Stationery Account

Drawings Account

Interest Account
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POSTING A COMPOUND JOURNAL ENTRY

Normally we post a journal entry into two accounts, on the debit side of one account
and the credit side of the other account. This is because most journal entries have only
two accounts. But it is not so in case of a compound journal entry which involves
more than two accounts. A compound entry will be posted on the debit side of two or

more accounts and the credit side of one account, or on the debit side of one account
and credit side of two or more accounts. This will depend upon the number of
accounts that have been debited and credited in the journal entry. Take, for example,
a journal entry for the following transactions:
On May 31, 2018 Mohan, a customer, paid cash Rs. 950 in settlement of his account
of Rs. 1,000.
The journal entry for this transaction will be:

In this journal entry, two accounts have been debited and one account has been
credited. It will be posted in the debit side of both Cash Account and Discount
r column

the
respective amounts in the Amount column. See the posting of this compound journal
entry as given below:
Cash Account

Discount Allowed Account

column and show full amount in the Amount column.

The above example should help you to also correctly post a compound journal entry
where one account has been debited and two or more accounts have been credited, or
where many accounts have been debited and many accounts have been credited.
Check Your Progress E
1. What is Ledger?
..........................................................................................................................................
..........................................................................................................................................
..........................................................................................................................................
2. What is posting?
..........................................................................................................................................
..........................................................................................................................................
..........................................................................................................................................
3. State whether each of the following statements is True or False.
a. Posting is done in the journal.
b. Posting will be made on the debit side of an account which had been debited
in the journal.
c.
the credit side of an account.
d. No narration is written while posting into ledger accounts.
e. Every journal entry will be posted only into those accounts which have been
debited in the journal.
f. Compound journal entry is posted to more than two accounts.
4.13

BALANCING LEDGER ACCOUNTS

In the above illustration, you have seen that many transactions are likely to involve a
particular account, and there are a number of entries on both sides of an account. At
the end of a day, a week or a month, it would be necessary to know the net effect of
various transactions entered in an account. For example, it would be important and
useful to know as to what is still due from a customer. We can get this information by
working out the difference between the total of debit entries and the total of credit
ion 14. You find that there are two
transactions, one on each side. Pankaj has been debited with Rs. 10,000 for credit
sales to him, and credited by Rs. 4,000 for the amount paid by him. The difference
between the amount debited and the amount credited is Rs. 6,000. This amount of Rs.
Where the
debit side total is more than the credit side total, as in this case, it is called a debit
balance. It is shown, in particulars column, on th
account,

abbreviation for carried down and b/d is
for brought down. Such balancing of accounts is done periodically, say, daily (as in
the case of cash account), weekly, monthly or at any other convenient time, as and
when needed.
Let us see the balancing of

In another situation, the total of the credit side may be more than the total of the debit
side. In that case, it will be called credit balance. It will be shown on the debit side by
lars column and the totals of the two sides made
equal. After totalling the two sides of the accounts, the same balance will be shown
column.
Let us now explain the procedure of balancing an account stepwise.
1. Total both the amount columns (debit and credit) and ascertain the difference in
two totals (use a separate rough sheet for this purpose). If there is no difference
between the totals of the two sides, it means there is nil balance on this account.
This means, the account is closed. However, if there is some difference in the two
If the debit side total is more than
nce is called debit
balance. If, on the other hand, the total of the items on the credit side is
greater than the total of the debit side, the difference is called credit balance.
2. Put the difference between the two sides on the side showing a smaller total.
3. Enter the date on which balancing is being done, in the date column. Note that
balancing is not a transaction, as this does not involve any transfer between two
accounts.
4.

o

5. Now total both the amount column. There might be more entries on one side, as
compared to the other. Even then, the totals must be written on the same
horizontal line. Draw one line across both the amount columns, on the same
horizontal line. Draw one line across both the amount columns, on the same
horizontal line. Put the totals on both the sides, which will now be identical and
then draw line immediately beneath the totals.
6. The closing balance (which was carried down) has now to be brought down on the
side which was showing the bigger total. In other words, at the beginning of the
next period, the debit balance is shown on the debit side and credit balance on the
credit side of the account. It is called opening balance, The balance brought down
is usually given the date following the balance date. After entering the date in the
date column, if the balance brought

Suppose an account was balanced on June 30, and the closing balance was entered

You have now understood the method of balancing an account. Usually a page is
allotted to an account and all transactions affecting that account are posted there.
Sometimes, when transactions are numerous, more number of pages can be set apart
for such an account. When the balance is proposed to be brought down on the same
page, then the abbreviations, c/d and b/d are used. However, when there is not much
space in the same page, and the balance has to be carried forward either to the next
forward) are use
entered in the
Folio columns to show as to where the balance has been carried forward and from
where it has been brought forward.
Sometimes, there may be no difference between the totals of the two sides. In such
cases, there will be no closing balance and no opening balance. However, to signify
that the balancing has been done, totals are entered on both the sides and the account
is closed.
Now let us take up comprehensive illustration and reinforce what you have learnt so
far regarding journalising, posting into ledger and balancing the accounts.
Illustration 15
Journalise the following transactions, post them into ledger and balance the accounts:
2018

Rs.

March 1
2
2
3
4
6
7
10
11
14
15
17
20
21
23
24
28
31
31
31
Solution:

Ashok commenced business with cash
Purchased furniture for cash
Purchased goods from Vijay
Sold goods
Paid rent
Sold goods to Arun
Arun returned goods
Bought goods from Dinesh
Returned goods to Dinesh
Paid for advertising
Paid for stationery
Drew for personal use
Cash Sales
Received from Arun
Paid to Vijay
Sold goods to Sanjay
Cash sales
Paid salaries
Paid municipal taxes
Paid printing charges

1,20,000
24,000
36,000
4,800
3,000
9,000
450
24,000
600
1,500
300
2,400
9,600
2,550
12,000
15,000
6,000
6,000
1,200
1,500

LEDGER
Cash Account

Sales Account

Return Inward Account

Advertising Account

Account

Note :Nominal Accounts are balanced for the purpose of preparing the Trial Balance
which is being explained in the next section.
4.14

SIGNIFICANCE OF BALANCE

transactions related to it during a given period. It may be a debit balance or a credit
balance or a nil balance depending upon whether the debit or the credit total is higher.
Let us now understand the significance of a balance in respect of the various types of
accounts in the ledger.
Personal Accounts
Personal accounts are more frequently balanced as compared to any other class of
accounts. Balance in a personal account indicates whether the party concerned owes
to the business or the other way round. When it shows a debit balance, it means that
the party owes that amount to the business. In other words, he is a debtor to the
business. Similarly, when it shows a credit balance, it would mean that the business
owes that amount to him i.e., he is creditor of the business if however, the account
shows a nil balance, it means that the account has been cleared, nothing is due to him
or due from him.
Real Accounts
Real accounts are normally balanced at the end of the accounting period primarily for
the purpose of preparing the final accounts. The cash account, however, is balanced
everyday because the actual cash is to be verified and confirmed with the closing

balance shown by Cash Account. All real accounts show a debit balance as there are
assets (property) accounts.
Nominal Accounts
Nominal accounts are not usually balanced, but closed by transfer to Profit and Loss
Account, at the time of preparing the final accounts (at the end of the accounting
period). However, to start with, for the purpose of understanding the procedure
involved, nominal accounts have also been balanced. Even otherwise, the difference
between the debit side and credit side totals have to be worked out for preparing the
trial balance (you will learn about the trial balance later). The accounts which relate
to expenses or losses will show a debit balance; whereas those relating to incomes
and gains will have a credit balance. This is because all expenses and losses are
debited and all incomes and gains are credited.
Check Your Progress F
1. Why do you balance an account ?
..........................................................................................................................................
..........................................................................................................................................
..........................................................................................................................................
2. Explain the procedure for balancing a ledger account.
..........................................................................................................................................
..........................................................................................................................................
..........................................................................................................................................
3. Name the types of accounts that are balanced.
..........................................................................................................................................
..........................................................................................................................................
.........................................................................................................................................
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POSTING AN OPENING ENTRY

So for, you have learnt about the opening entry which is passed in the journal for all
assets and liabilities brought from the previous year. The posting of the opening entry
is very different from the posting of other journal entries. We open the concerned
accounts in the new ledger for all items that appear in the opening entry. Then, in the
accounts which have been debited in the opening entry we shall write
b/f
in the Particulars column on the debit side of those accounts and show the respective
amount in the Amount column. Similarly, in the accounts that have credited in the
on the credit
side of those accounts and show the respective amount in the Amount column. Thus,
the posting is complete.

As a matter of fact, the account which have been debited or credited in the opening
entry merely represent the closing balances of various personal and real accounts
from the previous year. These are now entered in the ledger accounts of the current
year as opening balances through the opening entry. Illustration 16 should help you to
understand the posting of the opening entry.
Illustration 16
Post the following opening entry into ledger:
2018
Jan. 1
Cash A/c
Dr.
Stock A/c
Dr.
Furniture A/c
Dr.
Shah & Co.
Dr.
Prem Chand
Dr.
To Ramesh Lal
To Rakesh
To Capital A/c

Rs.
5,000
20,000
2,000
2,000
1,500

Solution :
Cash Account

Rs.

3,000
1,000
26,500
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LET US SUM UP

1.

The journal is the book of prime entry in which all business transactions must be
carried first. Each transaction is analysed so that the two-fold aspect of each

2.

While journalising the transaction, it is necessary to remember the difference
between the treatment of cash and credit transaction, as it is necessary to decide
whether the personal account of the party concerned is to be involved or not.

3.

Entries relating to Goods Account are made in five separate accounts depending
upon the nature of the transactions. These accounts are: (i) Purchase Account, (ii)
Sales Account, (iii) Purchase Returns Account, (iv) Sales Returns Account, and
(v) Stock Account.

4.

A compound journal entry is one where two or more accounts receive the debit
(or the credit, as the case may be) and the corresponding credit (or the debit, as
the case may be) is given to the other account (or accounts).

5.

An opening entry is one which is passed at the beginning of the year to bring
balances of assets and liabilities.

6.
transactions.
7.

Journal by itself does not help us to know the net effect on the various
transactions affecting a particular account. Hence, all journal entries are posted
into ledger accounts.

8.

Posting is made on the debit side of the accounts which have been debited in the
journal, and the credit side of the accounts which have been credited in the
journal.
As various transactions are posted to different accounts during a particular period
of time, it is necessary to ascertain the net effect of all the posting made. This is
done by balancing an account.

9.
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KEY WORDS

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 achronological 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 contain 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.
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ANSWERS TO CHECK YOUR PROGRESS

A 1.

a) True

b) True

c) False

d) False

e) True

B 2.

a) Credit
f) Cash

b) Cash
g) Credit

c) Credit
h) Cash

d) Cash

e) Credit

C 2.

a) Capital A/c
b) Furniture A/c
c) Returns Outwards A/c
d) Wages A/c
e) Loan from Krishna A/c
f) Bank A/c
g) Discount Allowed A/c
h) Bad Debts A/c

5.
D 2.

Credit to Bad Debts Recovered A/c
a) More than two accounts
b) the same date
c) two or more accounts
d) two or more accounts
e) liabilities

3.
E 3.

Rs. 23,000
a) False b) True c) False d) True e) False f) True
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TERMINAL QUESTIONS/EXERCISES

Questions
1. Give the form of journal.
2. What is a journal entry?
3. Explain the steps to be followed in journalising.
4. What is narration?
5. Explain as to why the journal is called a book of original entry.
6. What is a compound journal entry? Give examples.
7. What is an opening entry? Show how is it recorded?
8. Explain the rules regarding posting of journal entries into ledger accounts.
9. What is Balancing an Account? Explain how an account is balanced?
Exercises
1. Journalise the following transactions:
2018
Feb. 1
2
5
8
9
11
12

Rs.
18,000
37,000
10,000
8,000
7,000
4,000
1,000

Purchased goods for cash
Purchased goods on credit from Mithun
Sold goods to Mahesh
Cash sales
Cash sales to Jayant
Returned goods to Mithun
Mahesh returned goods

2. Give journal entries to record the following transactions:
2018
March 1 Purchased furniture from Jay for cash
2 Bought plant and machinery on credit from Satish
5 Sale of old furniture
6 Paid to Raman
8 Received from Suresh
11 Paid salaries
13 Purchased stationery
15 Paid rent
17 Received commission
3. Journalise the following transactions :
2018

Rs.

Rs.
38,000
1,10,000
1,800
3,700
2,500
1,500
250
2,250
400

April 1
2
2
3
4
6
8
9
10
12
13
15
18
20
23
25
26
29
30

Tarun started business with Cash
Bought plant and machinery
Bought furniture from Naveen
Purchased typewriter
Purchased goods
Paid wages
Bought loose tools
Cash Sales
Sales to Anil
Paid wages
Purchased goods from Uday
Returned goods to Uday
Purchased stationery
Bought postage stamps
Paid insurance premium
Paid miscellaneous charges
Paid printing charges
Paid salaries
Paid to Naveen

8,00,000
1,00,000
50,000
3,000
70,000
8,000
3,000
15,000
20,000
8,000
40,000
2,000
400
150
600
600
500
20,000
25,000

4. The following are the transactions of Gurunath for the month of January.
Journalise the transactions:
2018
Jan 1
2
3
4
5
6
8
9
11
15

Rs.
Cash paid into bank
20,000
Bought stationery
100
Bought goods for cash
8,500
Sold goods for cash
4,500
Bought office furniture from Pramod & Bros. and 2,500
paid Rs. 100 as cartage
Sold goods to Maneesh
3,000
Received cheque from Maneesh
3,000
Paid Pramod & Bros. by cheque
1,500
Sold goods to Anil
2,500
Bought goods from Sinha & Co.
3,000
Bought goods for cash
1,000
Sold goods to Praveen
1,300
Received from Praveen Rs. 1,250 in full settlement
of his account
1,250
Paid salaries
2,000
Drew for private expenses
1,000
Paid rent
1,000

5. Journalise the following transactions and post them into the Ledger.
2018
Rs.
Jan. 1 Manoj commenced business with cash
48,000
2
Deposited into bank
36,000
3
Purchased goods for cash
2,000
4
Bought furniture for office use
5,600
10
Drew from Bank for office use
4,000
Goods sold to Rahul
2,400
Bought goods from Anil
1,600
Paid trade expenses
400
Received cash from Rahul
2,400
Paid wages
200
Paid Anil in full settlement
1,590
Paid rent
400
Interest on capital
400
6. Enter the following transactions in the journal of Harnath and post them into the
Ledger.
2018
Feb. 1
2
2
2
3
4
5
6
8
9
10
11
12
13
14
16
17
18
19
20
21

Rs.
60,000
30,000
4,800
9,600
18,000
12,000

Commenced business with cash
Bought goods from Madhan
Purchased fittings for cash
Sold goods to Chetan
Paid Madhan on account
Sold goods to Pradeep
Received cheque from Chetan in full
settlement of his account
9,550
Paid wages
480
Bought goods for cash
3,600
Sold goods to Ravi
20,400
Purchased goods from Promod
15,600
Paid Madhan in final settlement
12,000
Paid carriage on goods sold
240
Paid wages
480
Bought goods from Mahesh
18,000
Sold goods to Shyam
21,600
Shyam paid on account
24,000
Purchased goods from Hareesh
9,000
Sold goods for cash
9,600
Paid wages
480
Sent cheque to Hareesh
9,000

22
23
24
25
26
27
28

Sold goods to Sunil
Bought goods from Amar
Bought goods for cash
Sent cheque on account to Amar
Received from Sunil on Account
Paid wages
Paid rent

15,600
28,800
8,400
28,000
15,600
500
1,100

7. Enter the following transactions in journal, and post them into the ledger.
2018
Rohan commenced his business with the following assets.Rs.
Mar. 1
Plant and Machinery
1,00,000
Stock
36,000
Furniture
26,000
Cash
2,500
His transactions for the month were
2
Sold goods to Sanjay
16,000
3
Bought goods from Murari
26,000
4
Sanjay paid cash
10,000
6
Returned damaged goods to Murari
720
10
Paid Murari on account
11,280
15
Bought goods from Govind
21,600
18
Sold goods to Krishna
30,000
20
Received cash from Krishan
24,000
20
Krishna returned damaged goods
1,600
26
Paid to Govind
14,400
31
Paid salaries
3,000
31
Paid rent
1,000
4.20
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