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Notes  

Unit 1: Financial Accounting 

1.1 MEANING & DEFINITION OF ACCOUNTING 
Accounting can be defined as a process of reporting, recording, interpreting and summarising economic data. 
The introduction of accounting helps the decision-makers of a company to make effective choices, by providing 
information on the financial status of the business. 
The American Institute of Certified Public Accountants (AICPA) had defined accounting as the “art of 
recording, classifying, and summarising in a significant manner and in terms of money, transactions and events 
which are, in part at least, of financial character, and interpreting the results thereof”. 
Today, accounting is used by everyone and a good understanding of it is beneficial to all. Accountancy act as a 
language of finance. To understand accounting efficiently, it is important to understand the aspects of 
accounting. 

 Economic Events- It is a consequence of a company has to undergo when the number of monetary 
transactions is involved. Such as purchasing new machinery, transportation, machine installation on-site, 
etc. 

 Identification, Measurement, Recording, and Communication- The accounting system should be 
outlined in such a way that the right data is identified, measured, recorded and communicated to the 
right individual and at the right time. 

 Organization-In refers to the size of activities and level of a business operation. 
 Interested Users of Information- It is about communicating important financial information to the 

customers, according to which they will make the correct decision. 
 
1.2 FUNDAMENTALS OF ACCOUNTING 

 Assets- The economic value of an item which is possessed by the enterprise is referred to as Assets. To 
put it in other words, assets are those items that can be transformed into cash or that generates income 
for the enterprise shortly. It is useful in paying any expenses of the business entity or debt. 

 Liabilities- The economic value of an obligation or debt that is payable by the enterprise to other 
establishment or individual is referred to as liability. To put it in other words, liabilities are the 
obligations that are rising out of previous transactions, which is payable by the enterprise, through the 
assets possessed by the enterprise. 

 Owner’s Equity- Owner’s equity is one of the 3 vital segments of a sole proprietorship’s balance sheet 
and one of the main aspects of the accounting equation: Assets = Liabilities + Owner’s Equity. It depicts 
the owner’s investment in the trade minus the owner’s withdrawal from the trade + the net income since 
the business concern commenced. 
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1.3 OBJECTIVES OF ACCOUNTING 
The main objectives of accounting are: 
To maintain a systematic record of business transactions 

 Accounting is used to maintain a systematic record of all the financial transactions in a book of 
accounts. 

 For this, all the transactions are recorded in chronological order in Journal and then posted to principle 
book i.e. Ledger. 

To ascertain profit and loss 
 Every businessman is keen to know the net results of business operations periodically. 
 To check whether the business has earned profits or incurred losses, we prepare a “Profit & Loss 

Account”. 
To determine the financial position 

 Another important objective is to determine the financial position of the business to check the value of 
assets and liabilities. 

 For this purpose, we prepare a “Balance Sheet”. 
To provide information to various users 

 Providing information to the various interested parties or stakeholders is one of the most important 
objectives of accounting. 

 It helps them in making good financial decisions. 
To assist the management 

 By analysing financial data and providing interpretations in the form of reports, accounting assists 
management in handling business operations effectively. 

 
1.4 CHARACTERISTICS OF ACCOUNTING: 
The following attributes or characteristics can be drawn from the definition of Accounting: 
(1) Identifying financial transactions and events 

 Accounting records only those transactions and events which are of financial nature. 
 So, first of all, such transactions and events are identified. 

(2) Measuring the transactions 
 Accounting measures the transactions and events in terms of money which are considered as a common 

unit. 
(3) Recording of transactions 

 Accounting involves recording the financial transactions inappropriate book of accounts such as Journal 
or Subsidiary Books. 

(4) Classifying the transactions 
 Transactions recorded in the books of original entry – Journal or Subsidiary books are classified and 

grouped according to nature and posted in separate accounts known as ‘Ledger Accounts’. 
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(5) Summarising the transactions 
 It involves presenting the classified data in a manner and in the form of statements, which are 

understandable by the users. 
 It includes Trial balance, Trading Account, Profit and Loss Account and Balance Sheet. 

(6) Analysing and interpreting financial data 
 Results of the business are analyzed and interpreted so that users of financial statements can make a 

meaningful and sound judgment. 
(7) Communicating the financial data or reports to the users 

 Communicating the financial data to the users on time is the final step of Accounting so that they can 
make appropriate decisions. 

 
1.5 DIFFERENT BRANCHES OF ACCOUNTING 
The following are the main branches of accounting: 
(a) Financial accounting: 
Financial Accounting is that branch of accounting which involves identifying, measuring, recording, 
classifying, summarising the business transactions, i.e. it involves the steps from Identifying, Recording of 
transactions to Summarisation, and communicating the financial data. 
(b) Cost accounting: 
Cost Accounting is that branch of accounting which is concerned with the process of ascertaining and 
controlling the cost of products or services. 
(c) Management accounting 
Management accounting refers to that branch of accounting which is concerned with presenting the accounting 
information in such a way that helps the management in planning and controlling the operations of a business 
and in decision making. 
 
1.6 STEPS OF THE ACCOUNTING PROCESS: 
Accounting process is the process of collecting, recording, classifying, summarising and communicating 
financial information to the users for judgement and decision-making. The following steps are involved in 
accounting process: 
(1) Identification: It is the process of identifying and analysing business transactions. 
(2)Recording: For recording, we use ‘Journal’ or Subsidiary Books. 
(3) Classification of transactions: Classification means segregation of transactions on the basis of nature and 
posting them in a format known as Ledger Account. 
(4) Summarisation: It includes preparation of Trial Balance and Financial Statements. 
(5) Analysis & Interpretation: It includes an assessment of the financial reports and making some meaningful 
conclusions. 
(6) Communicating information to the users: It includes sharing the financial reports and interprets results to the 
users of financial statements. 
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1.7 DEFINE THE TERM BOOKKEEPING, ACCOUNTING AND ACCOUNTANCY. 

Bookkeeping Book Keeping is a part of Accounting and it is the process of identifying, measuring, 
recording and classifying the financial transactions. 

Accounting Accounting is a wider concept and actually, it begins where Book Keeping ends. It 
includes summarizing, interpreting and communicating the financial data to the users of 
financial statements. 

Accountancy Accountancy refers to systematic knowledge of the principles and the techniques which 
are applied in Accounting. 

 
1.8 DIFFERENCE BETWEEN BOOKKEEPING AND ACCOUNTING 

Parameters Bookkeeping Accounting 

Scope Bookkeeping involves identifying, 
measuring, recording & classifying 
financial transactions in the ledger 
accounts. 

In addition to bookkeeping, Accounting also 
includes summarizing, interpreting and 
communicating the financial data to the users of 
financial statements. 

Objective The main aim is to maintain 
systematic records of financial 
transactions. 

The main aim is to ascertain the profitability 
and financial position of the business. 

Stage It is a primary stage of accounting It is a second stage and begins where book-
keeping ends. 

Nature of 
job 

This job is in routine and repetitive in 
nature. 

This job is analytical in nature. 

Level of 
skills 

Bookkeeping does not require special 
skills. It is performed by Junior Staff. 

It requires specialized skill to analyze, so it is 
performed by senior staff. 
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1.9 USERS OF ACCOUNTING INFORMATION: 
Users may be categorised into internal users and external users. 
 
 
(A) Internal Users 

 Owners: Owners contribute capital in the business and thus they are exposed to maximum risk. So, they 
are always interested in the safety of their capital. 

 Management: Accounting information is used by management for taking various decisions. 
 Employees: Employees are interested in the financial statements to assess the ability of the business to 

pay higher wages and bonuses. 
(B) External Users 

 Banks and financial institutions: Banks and Financial Institutions provide loans to business. So, they 
are interested in financial information to ensure the safety and recovery of the loan. 

 Investors: Investors are interested to know the earning capacity of business and safety of the 
investment. 

 Creditors: Creditors provide the goods on credit. So they need accounting information to ascertain the 
financial soundness of the firm. 

 Government: The government needs accounting information to assess the tax liability of the business 
entity. 

 Researchers: Researchers use accounting information in their research work. 
 Consumers: They require accounting information for establishing good accounting control, which will 

reduce the cost of production. 
 
1.10 QUALITATIVE CHARACTERISTICS OF ACCOUNTING INFORMATION 
Qualitative characteristics are the attributes of accounting information, which enhance its understand ability and 
usefulness: 

 Reliability: Reliability implies that the information must be free from material error and personal bias. 
 Relevance: Accounting information must be relevant to the decision-making requirements of the users. 
 Understand ability: Information should be disclosed in financial statements in such a manner that these 

are easily understandable. 
 Comparability: Both intra-firm and inter-firm comparison must be possible over different time periods. 

 
1.11 SYSTEM OF ACCOUNTING 
System of accounting 

 There are following two systems of recording transactions in the books of accounts: 
 Double Entry System 
 Single Entry System 
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Double-entry system 
 The double entry system is based on the Dual Aspect Principle. 
 Every transaction has two aspects, ‘a Debit’ and ‘a credit’ of an equal amount. 
 This system of accounting recognises and records both aspects of the transaction. 

 
Single entry system 

 Under this system, both aspects are not recorded for all the transactions. 
 Either only one aspect is recorded or both the aspects are not recorded for all the transactions. 

 
1.12 ADVANTAGES OF THE DOUBLE-ENTRY SYSTEM OF ACCOUNTING 
Following are the main advantages of the double-entry system of accounting: 
Scientific system 

 As compared to the other systems, this system of recording transactions is more scientific and useful to 
achieve the objective of accounting. 

A complete record of the transaction 
 Since both the aspects of transactions are considered there is a complete recording of each and every 

transaction. 
 Using these records we are able to compute profit or loss easily. 

Checks arithmetical accuracy of accounts 
 Under this system, by preparing a Trial Balance we are able to check the arithmetical accuracy of the 

records. 
Determination of profit/loss and depiction of financial position 

 Under this system by preparing ‘Profit & Loss A/c’ we get to know about the profit earned or loss 
incurred. 

 By preparing the ‘Balance Sheet’ the financial position of the business can be ascertained, i.e. position 
of assets and liabilities is depicted. 

Helpful in decision making 
 Administration and management are able to take decisions on the basis of factual information under the 

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

1. Business entity concept: A business and its owner should be treated separately as far as their financial 
transactions are concerned. 

2. Money measurement concept: Only business transactions that can be expressed in terms of money are 
recorded in accounting, though records of other types of transactions may be kept separately. 

3. Dual aspect concept: For every credit, a corresponding debit is made. The recording of a transaction is 
complete only with this dual aspect. 

4. Going concern concept: In accounting, a business is expected to continue for a fairly long time and 
carry out its commitments and obligations. This assumes that the business will not be forced to stop 
functioning and liquidate its assets at “fire-sale” prices. 

5. Cost concept: The fixed assets of a business are recorded on the basis of their original cost in the first 
year of accounting. Subsequently, these assets are recorded minus depreciation. No rise or fall in market 
price is taken into account. The concept applies only to fixed assets. 
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6. Accounting year concept: Each business chooses a specific time period to complete a cycle of the 
accounting process—for example, monthly, quarterly, or annually—as per a fiscal or a calendar year. 

7. Matching concept: This principle dictates that for every entry of revenue recorded in a given 
accounting period, an equal expense entry has to be recorded for correctly calculating profit or loss in a 
given period. 

8. Realisation concept: According to this concept, profit is recognised only when it is earned. An advance 
or fee paid is not considered a profit until the goods or services have been delivered to the buyer. 

  
1.15 ACCOUNTING CONVENTIONS 
There are four main conventions in practice in accounting: conservatism; consistency; full disclosure; and 
materiality. 

1. Conservatism is the convention by which, when two values of a transaction are available, the lower-
value transaction is recorded. By this convention, profit should never be overestimated, and there should 
always be a provision for losses. 

2. Consistency prescribes the use of the same accounting principles from one period of an accounting 
cycle to the next, so that the same standards are applied to calculate profit and loss. 

 
3. Materiality means that all material facts should be recorded in accounting. Accountants should record 

important data and leave out insignificant information. 
4. Full disclosure entails the revelation of all information, both favourable and detrimental to a business 

enterprise, and which are of material value to creditors and debtors. 
  

1.16 BASIC ACCOUNTING TERMS 
Here is a quick look at some important accounting terms. 

1. Accounting equation: The accounting equation, the basis for the double-entry system (see below), is 
written as follows: Assets = Liabilities + Stakeholders’ equity 
This means that all the assets owned by a company have been financed from loans from creditors and 
from equity from investors. “Assets” here stands for cash, account receivables, inventory, etc., that a 
company possesses. 

2. Accounting methods: Companies choose between two methods—cash accounting or accrual 
accounting. Under cash basis accounting, preferred by small businesses, all revenues and expenditures at 
the time when payments are actually received or sent are recorded. Under accrual basis accounting, 
income is recorded when earned and expenses are recorded when incurred. 

3. Account receivable: The sum of money owed by your customers after goods or services have been 
delivered and/or used. 

4. Account payable: The amount of money you owe creditors, suppliers, etc., in return for goods and/or 
services they have delivered. 
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5. Assets (fixed and current): Current assets are assets that will be used within one year.For example, 
cash, inventory, and accounts receivable (see above). Fixed assets (non-current) may provide benefits to 
a company for more than one year—for example, land and machinery. 

6. Balance sheet: A financial report that provides a gist of a company’s assets and liabilities and owner’s 
equity at a given time. 

7. Capital: A financial asset and its value, such as cash and goods. Working capital is current assets minus 
current liabilities. 

8. Cash flow statement: The cash flow statement of a business shows the balance between the amount of 
cash earned and the cash expenditure incurred. 

9. Credit and debit: A credit is an accounting entry that either increases a liability or equity account, or 
decreases an asset or expense account. It is entered on the right in an accounting entry. A debit is an 
accounting entry that either increases an asset or expense account, or decreases a liability or equity 
account. It is entered on the left in an accounting entry. 

10. Double-entry bookkeeping: Under double-entry bookkeeping, every transaction is recorded in at least 
two accounts—as a credit in one account and as a debit in another. For example, an automobile repair 
shop that collects Rs. 10,000 in cash from a customer enters this amount in the revenue credit side and 
also in the cash debit side. If the customer had been given credit, “account receivable” (see above) 
would have been used instead of “cash.” (Also see “single-entry bookkeeping,” below.) 

11. Financial statement: A financial statement is a document that reveals the financial transactions of a 
business or a person. The three most important financial statements for businesses are the balance sheet, 
cash flow statement, and profit and loss statement (all three listed here alphabetically). 

12. General ledger: A complete record of financial transactions over the life of a company. 
13. Journal entry: An entry in the journal that records financial transactions in the chronological order. 
14. Profit and loss statement (income statement): A financial statement that summarises a company’s 

performance by reviewing revenues, costs and expenses during a specific period. 
15. Single-entry bookkeeping: Under the single-entry bookkeeping, mainly used by small or businesses, 

incomes and expenses are recorded through daily and monthly summaries of cash receipts and 
disbursements. (Also see “double-entry book keeping,” above.) 

 
1.17 ADVANTAGES OF ACCOUNTING 
The following are the main advantages of accounting: 
1. Provide information about financial performance 

 Accounting provides factual information about financial performance during a given period of time 
 Like, profit earned or loss incurred over a period and financial position at a particular point of time. 

2. Provide assistance to management 
 Accounting helps management in business planning, decision making and in exercising control. 
 For this, it provides financial information in the form of reports. 
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3. Facilitates comparative study 
 By keeping systematic records and preparation of reports at regular intervals, accounting helps in 

making a comparison. 
4. Helps in settlement of tax liability 

 Systematic accounting records help in settlement of various tax liabilities. Such as – Income Tax, GST, 
etc. 

5. Helpful in raising loan 
 Banks and Financial Institutions grant a loan to the firm on the basis of appraisal of the financial 

statement of the firm. 
6. Helpful in decision making 

 Accounting provides useful information to the management for taking decisions. 
 
 
1.18 LIMITATIONS OF ACCOUNTING 
Following are the limitations of accounting: 

 Accounting is not precise: Accounting is not completely free from personal bias or judgment. 
 Accounting is done on historic values of assets: Accounting records assets at their historical cost less 

depreciation. It does not reflect their current market value. 
 Ignore the effect of price level changes: Accounting statements are prepared at historical cost. So 

changes in the value of money are ignored. 
 Ignore the qualitative information: Accounting records only monetary transactions. It ignores the 

qualitative aspects. 
 Affected by window dressing: Window dressing means manipulation in accounting to present a more 

favourable position of the business than the actual position. 

 

 

 

 

 

 

 

 



2                  DNYANSAGAR ARTS AND COMMERCE COLLEGE, BALEWADI, PUNE – 45 
 
                    Subject: Financial Accounting        (202)            CLASS: FYBBA (CA) (2019 PATTERN) 

 

PROF. MUBINA ATTARI  www.dacc.edu.in 
 

Unit 2: Accounting Transactions and Final Accounts 

2.1 SOURCE DOCUMENTS AND ACCOUNTING EQUATION 
 

1. Source Documents: It is a written document which contains details of the transactions prepared at the 
time, it is entered into. It is also referred to as supporting document it is of prime importance as in the 
books of accounts. Transactions are recorded on the basis of an evidence. This evidence being the basis 
of recording entry are known as a source document, e.g. bills of purchases, invoices for sales, debit and 
credit notes etc. 

 
2. Cash Memo:  It is prepared by the seller, for goods sold against cash. Cash memo acts as an evidence 

for both the seller and purchaser of goods. For the purchaser, for goods purchased against cash and for 
the seller, for sales made for cash. IT contains details of goods sold, quantity, rate, total amount 
received, date of transactions, etc. 

  
3. Invoice Bill: It is prepared by the seller, for goods sold against credit. It contains details such as to 

whom goods are sold, quantity of goods sold and the total sale amount. One prepares an invoice but 
receive a bill. These two terms are interchangeable and mean the same thing. 

 
4. Pay-in-Slip: It is used for deposition cash or cheque into bank. It is a form which is available from a 

bank having a counterfoil which is returned to the depositor with cashier’s signature, as receipt. The 
counterfoil gives details regarding the date and the amount (in cash or cheque) deposited. 

 
5. Cheque: A per Negotiable Instrument Act, “A cheque is a bill of exchange drawn on a specified banker 

and not expressed to be payable, otherwise than on demand and it includes the electronic image of a 
truncated cheque and a cheque in electronic form”. 

 
6. Debit Note: A debit note is made out evidence that a debit was been made to the account of the party 

named in the debit note. It details the reason for the debit. The effect of a debit note is that the 
indebtedness to the supplier is reduced or, if the account is already settled, goods can be purchased 
further without payment. 
 

7. Credit Note: A credit note is made out evidencing that credit has been granted to a debtor. The effect of 
a credit note is that the amount of the customer’s indebtedness is reduced or, if it is already settled, to 
enable the customer to purchase goods to the value of credit without further payment. 
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8. Vouchers:  It is a document evidencing a business transaction. A voucher detailing the accounts that are 
debited and credited is prepared, on the basis of source documents such as cash memo, invoice or bill, 
receipt, pay-in-slip, cheque, debit and credit notes, etc. 
 

9. Types of Vouchers: Basically, vouchers may be classified into two categories as follows: 
 Supporting vouchers these are also known as source vouchers or source documents. These are the 

documents which come into existence when a transaction is entered into. 
 Accounting vouchers are the secondary vouchers. These vouchers are a written document prepared on 

the basis of supporting vouchers for accounting and recording purposes, prepared by an accountant and 
countersigned by an authorized person. These accounting vouchers are prepared for cash as well as non-
cash transactions. Accounting vouchers may be classified into two categories a follows: 

 Cash Vouchers which are prepared at the time of receipt or payment of cash are known as cash 
vouchers. It includes receipt and payment through cheques. 
 

          Cash vouchers further can be of the following two types: 
 Debit Voucher these are prepared to record the transactions involving cash are known as cash vouchers. 

It includes receipt and payment through cheques. 
 Credit Voucher these are prepared to record the transactions involving cash payments, i.e. when 

payment is made. 
 Non-cash vouchers or transfer vouchers the vouchers which are prepared for transactions not involving 

cash, i.e. non-cash transactions are known as non-cash vouchers or transfer vouchers. 
 

10. Complex Voucher and Compound Voucher:  

 Complex voucher/journal voucher transactions with multiple credits are called complex 
transactions and the accounting vouchers prepared for such transaction is known as complex 
voucher/journal voucher. 

 Compound Voucher which record transactions with multiple debits/credit and one credit/debit are 
called compound vouchers. Compound vouchers are of two types: 

 Debit Voucher showing transactions that contains multiple debits and one credit is called debit voucher. 
 Credit Voucher showing transactions that contains multiple credits but one debit is called credit 

voucher. 
 

11. Preparation of Vouchers: There is no set format of an accounting voucher. The design of the 
accounting vouchers depends upon the nature, requirement and convenience of the business. To 
distinguish various vouchers, different colour papers and different fonts of printing are used. 
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12. Accounting Equation: A mathematical expression which shows that the assets and liabilities of a firm 
are equal is known as accounting equation. 
 

An accounting equation is based on dual aspect concept which states that every transaction has two aspects 
debit and credit, for every debit there is an equal amount of credit and vice-versa. 
Accounting equation signifies that the assets of a business are always equal to the total of its liabilities and 
capital (Owner’s equity). 
 
Accounting equation may be expressed as Total Assets= Total Equities or 

Assets= Internal Equity + External Equity 
Or 

Assets (A) = Capital(C) + Liabilities (L) 
 

The above equation can also be presented in the following forms: 
Capital = Assets – Liabilities 

Or 
Liabilities = Assets – Capital 

 
13. Effects of Transaction on Accounting Equation:  Practical steps involved in developing an accounting 

equation: 
         Step 1 Ascertain the variables (i.e. assets, liabilities or capital) of an equation affected by a transaction. 
         Step 2 Find out the effect (in terms of increase or decrease) of a transaction on the variables of an      
equation. 
          Step 3 Show the effect on the appropriate side of an equation and ensure that the total of right hand side 
is equal to the total of left hand side. 
 
2.2 JOURNAL AND LEDGER 

1. Rules of Debit and Credit 
Debit (Dr) means to enter an amount of transaction on the left side of an account and credit (Cr) means to enter 
an amount on the side of an account. Depending on the nature of account, both debit and credit may represent 
increase or decrease. 
Rules for debit and credit according to traditional classification (i.e. personal, real and nominal) 

Types of Accounts Rules for Debit Rules for Credit 

Personal Accounts Debit the receiver Credit the giver 

Real Accounts Debit what comes in Credit what goes out 

Nominal Accounts Debit all expenses and losses Credit all incomes and gains 
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Rules for debit and credit according to modern classification or accounting equation based classification 
 

Types of Accounts Types of Accounts Rules for Credit 

Assets Accounts Debit the increase Credit the decrease 

Liabilities Accounts Debit the decrease Credit the increase 

Capital Accounts Debit the decrease Credit the increase 

Revenue Accounts Debit the decrease Credit the increase 

Expenses Accounts Debit the increase Credit the decrease 

 
 

1. Book of Original Entry (Journal) 
Journal is the book of original entry or prime entry. Journal is a book in which transaction are recorded in the 
order in which they occur, i.e. in chronological order. The process of recording a transaction in a journal is 
called journalizing. An entry mode in the journal is called a journal entry. 
 

2. Format of a Journal 
 

Journal 

Date 
(1) 

Particulars 
(2) 

LF 
(3) 

Amt (Dr) 
(4) 

Amt (Cr) 
(5) 

 
 

1. Simple and Compound Journal Entries 
The journal entry is the basic record of a business transaction. It may be simple or compound. 

1. Simple entry when only two accounts are involved to record a transaction, it is called a simple journal 
entry. In this one account is debited and another account is credit with an equal amount. 

2. Compound entry when the number of accounts to be debited and credit is more than one, entry made 
for recording the transaction is called compound journal entry. In other words, it involves multiple 
accounts. 

3. Recording in Journal: Entries are recorded in journal on the basis of source documents following the 
rules of debit and credit. 
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A Quick Glance of Some Important Journal Entries 

Transactions Journal Entry 

Cash brought into the business as capital 
Cash/Bank A/C Dr 
To Capital A/C 

Cash and other assets brought into business 

Building A/c Dr 
Plant and Machinery/Furniture A/c Dr 
Cash A/c Dr 
To Capital A/c 

Goods purchased on cash 
Purchases A/c Dr 
To Cash/Bank A/C 

Goods purchased on credit 
Purchases A/c Dr 
To Supplier’s A/c 

Cash Sales 
Cash A/c Dr 
To Sales A/c 

Sales of goods on Credit 
Customer A/c Dr 
To Sales A/c 

Opening a bank account 
Bank A/c Dr 
To Cash A/c 

Purchase of assets for cash 
Assets A/c Dr 
To Cash/Bank A/c 

Sale or disposal of any old asset at loss 
Cash/Bank A/c Dr 
Loss on Sale of Assets A/c 
To Asset A/c 

Sale or disposal of any old asset at profit 
Cash/Bank A/c Dr 
To Loss on Sale of Assets A/c 
To Asset A/c 

Cash withdrawn for personal use 
Drawings A/c Dr 
To Cash A/c 

Goods withdrawn for personal use 
Drawings A/c Dr 
To Purchase A/c 

Goods given as Charity 
Charity A/c Dr 
To Purchase A/c 

Goods returned by the customer 
Return Inwards A/c Dr 
To Customer A/c 
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Goods returned to the supplier 
Supplier’s A/c Dr 
To Return Outwards A/c 

Withdrawn of cash from bank 
Cash A/c (Office Use) Dr 
Drawings A/c (Personal Use) Dr 
To /Bank A/c 

 
 
2.3 CASH BOOK 

(A) Single Column Cash Book 
1. Balancing of Single Column Cash Book: The cash book is balanced in the same way as an account in 

the ledger. On the left side, all cash transaction relating to cash receipts (debits) and on the right side all 
transactions relating the cash payments (credits) and entered date wise. When a cash book is maintained, 
a separate cash account in the ledger is not opened. 

2. Ledger Posting from Single Column Cash Book: Posting of debit side and credit side of cash book is 
carried out as follows: 

Debit Side The left side or debit side of the cash book shows the receipts of the cash. The account appears on 
the debit side of the cash book are credited to their respective ledger accounts by written ‘By Cash’ in the 
particulars column because cash has been received in respect of them. 
Credit Side The right side or credit side of the cash book shows all the payments made in cash. The accounts 
appearing on the credit side of the cash book are debited to the ledger accounts by entering ‘To Cash’ in the 
particulars column as cash/cheque has been paid in respect of them. 
 
(B) Double Column Cash Book 

1. Two-Column or Double Column Cash Book (Cash Book with Discount Column):  Two-Column 
cash book is a cash book which has two columns on each side of the cash book. One for cash and 
another for discount (allowed and received). 

  
FORMAT OF TWO-COLUMN CASH BOOK 
 

Two-Column Cash Book 
  Dr                   Receipts                                                                     Payments                                             Cr 

Date Particulars LF 
Discount 

(Rs.) 
Cash 
(Rs.) 

Date Particulars LF 
Discount 

(Rs.) 
Cash 
(Rs.) 
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2. Balancing of Two-Column Cash Book: Cash Columns are balanced in the same manner as in the case 

of single column cash book. Discount columns are not balanced but are totalled. Amount in the discount 
column on the side is the amount allowed as cash discount, it is an expense for the business and amount 
in the discount column on the credit side is the amount received as cash discount on the payments made, 
it is an income for the business. 

3. Ledger Posting from Double Column Cash Book: Cash Column The process of posting of entries in 
the cash column is same as in case of single column cash book. 
Discount Column on each side is separately totalled. Total of discount column on debit side, i.e. receipt 
side is posted to the debit of discount allowed account, as it is an expense for the business and total of 
discount column on credit side, i.e. payment side is posted to the credit of discount received account as 
is an income for the business. 
 

(C) Triple Column Cash Book 
1. Three-column or Triple-column Cash Book (Cash Book with Bank and Discount Column):  Three-

Column cash book is a cash book which has three columns on each side. One for cash, one for bank and 
one for discount. In other words, it can be said that three-column cash book represents two accounts, i.e. 
cash account and bank account. Hence, there is no need to open these accounts in the ledger. 
As cash and bank accounts are both asset account therefore cash and bank transactions are recorded in 
the cash and bank column respectively, following the rule debit the increase in asset and credit the 
decrease in asset. All the cash receipts, deposits into the bank and discount allowed are recorded on 
debit side and all cash payments, withdrawals from bank and discount received are recorded on credit 
side. 

 
Format of Three - Column Cash Book 
 

Three-Column Cash Book 
Dr      Receipts                                                                                  Payments                                                    Cr 

Date Particulars LF 
Discount 
(Rs.) 

Cash 
(Rs.) 

Bank 
(Rs.) 

Date Particulars LF 
Discount 
(Rs.) 

Cash 
(Rs.) 

Bank 
(Rs.) 

 
2. Balancing of Three-column Cash Book: Cash columns are balanced in the same manner as in case of 

single column cash book. The process for balancing the bank column is also the same. 
However, it is possible that the bank allows the firm to withdraw more than the balance (the amount deposited), 
i.e.overdraft. 
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3. Ledger Posting of Three-column Cash Book:  Posting of debit side and credit side of cash book is 
carried out as follows: 
 
Debit Side the left side or debit side of the cash book shows the receipt of cash. Transactions written in 
the cash and bank column on debit side are credited to their respective ledger account by written ‘By 
Cash’ (for cash transactions) and ‘By Bank’ (for bank transactions) in the particulars column. ‘Amount 
Column’ records the amount of the transaction. Discount allowed is individually posted to the credit of 
related account. Total of discount column is posted to the debit of discount allowed account. 
 
Credit Side The right side or credit side of the cash book shows all the payments made in cash. 
Transactions written in cash and bank column or credit side are debited to their respective ledger 
accounts by written ‘To Cash’ (for cash transactions) and ‘To Bank’ (for bank transactions) in the 
‘Particulars Column’ records the amount of transaction. 
Discount received individually is posted to the debit of related account. Total of the discount column is 
posted to the credit of discount received account. 

 
(D) Petty Cash Book: 
Petty Cash Book is the book which is used for the purpose of recording the payment of petty cash expenses. 
Petty Cash Book is prepared by petty cashier to record petty expenses (of small amounts). This book is prepared 
to save valuable time of main (head) cashier from bothering about small and irrelevant cash expenses. For 
transferring cash to petty cash account, cash account is credited and petty cash account is debited. 
 

1. Format of Petty Cash Book: The format of petty cash book may be designed according to the 
requirements of the business. However, the simplest format is given: 

2. Balancing the Pretty Cash Book: Petty cash book is balanced in the same manner as a simple cash 
book. The columns for payments and expenses are totalled and the total equals in the ‘total payment 
column’. A petty cash book is balanced at the end of the month or a specified period. 
 

3. Posting the Petty Cash Book 
1. Entries in the petty cash book are posted into the ledger accounts at the end of the specified period, i.e. 

monthly or quarterly or as the cash may be. 
2. Petty cash book is not posted directly in the ledger. For posting the petty cash book. A petty cash 

account is opened in the ledger. 
3. When petty cash is advanced to the petty cashier, it is recorded by the chief cashier on the credit side as 

‘By petty cash A/c’. 
4. At the end of specified period, a journal entry is first prepared on the basis of the petty cash book, 

debiting each expenses account individually as per the total shown by respective column and crediting 
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the petty cash account with the total expenditure incurred during the period. Thereafter, posting is made 
to the debit of each expenses account by written ‘To Petty Cash A/c’. 

 
2.4 SUBSIDIARY BOOK 
 
(A)Purchase Book or Purchase Journal 
Purchase journal records all credit purchases of goods (i.e. goods in which the enterprise deals in). Cash 
purchases and purchases of goods other than goods in which the firm deals, are not recorded in purchases 
journal or book. 
The source documents for recording entries in the books are invoices or bills received by the firm from the 
suppliers of the goods with the amounts net of trade discount/quantity discount. Purchase book is also known as 
invoice book/bought book. 
 

1. Format of a Purchases Book 
Purchases Book 

 
 

2. Ledger Posting of Purchases Book 
The individual entries and the total of the purchases book are posted into the ledger as follows: 

1. Individual amounts are daily posted to the credit of supplier’s accounts by written ‘By Purchases A/c’ in 
the particulars column. 

2. Periodic total is posted to the debit of purchases amount by written ‘To sundries as per purchases book’ 
in the particulars column. 

 
(B) Sales Book for Sales Journal 
Sales book records all credit sale of merchandise (i.e. the goods in which the firm deals in). It does not record 
the cash sales or merchandise or any other asset other than the merchandise. The source documents recording 
entries in the sales journal are sales invoice or bill issued by the firm to the customers with the net trade 
discount/quality discount. It is also known as day book. 
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1. Format of a Sales Book 
Sales Book 

 
 

2. Ledger posting of the Sales Book 
The individual entries and the total of the sales book are posted into the ledger as follows: 

1. Individual amounts are daily posted to the debit of customer’s accounts by written ‘To Sales A/c’ in the 
particulars column. 

2. Periodic total is posted to the credit of sales account by writing ‘By Sundries as per Sales Book’ in the 
particulars column. 

 
(C) Purchase Return or Return Outwards Book 
In this book, purchase returns of goods are recorded. It does not record the returns of goods purchased on cash 
basis not the returns of purchases other than the goods in which the firm deals in. The entries are usually made 
the particulars return book on the basis of debit notes issues to the suppliers and credit notes received from the 
suppliers. 
 

1. Format of a Purchases Return Book 
Purchase Return Book 

 
 

2. Ledger Posting of a Purchase Return Book 
The individual entries and the total of the book are posted into the ledger as follows: 

1. Individual amounts are debited to the supplier’s account by written ‘To Purchase Return A/c’ in the 
particulars column. 

2. Periodic total is credited to the purchase return account by written ‘By Sundries as per Purchase Return 
Book’ in the particulars column. 
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(D) Sales Return or Return Inwards Book 
This journal is used to record return of goods by customers that had been sold on credit. It does not record the 
return of goods sold on cash basis not the return of any asset other than the goods in which the firm deals in. 
The source documents for recording entries in the sales return journal are the credit notes issues to the 
customers or debit notes issued by the customers. 
 

1. Format of sales Return Book 
Sales Return Book 

 
 

2. Ledger Posting from Sales Return Book 
The individual entries and the total of the book are posted into the ledger as follows: 

1. Individual amounts are credited to the customer’s accounts by written ‘By Sales Return A/c’ in the 
particulars column. 

2. Periodic total is debited to the sales returns accounts by written ‘To Sundries as per Sales Return Book’ 
in the particulars column. 

 
(E) Journal Proper 
A Book maintained to record transactions which do not find place in special journals, is known as journal 
proper or journal residual. In other words, journal proper records transactions which cannot be recorded in any 
other subsidiary book such as cash book, purchase book, sales book, purchase return book, sales return book. 
  
Following transactions are recorded in journal proper: 

1. Opening Entries 
2. Closing Entries 
3. Adjustment Entries 
4. Rectification Entries 
5. Transfer Entries 
6. Other Entries in addition to the above mentioned entries, recording of the following transactions is also 

done in the journal proper. 
7. At the time of dishonor of a cheque, the entry for cancellation for discount received or discount allowed 

earlier. 
8. Purchase/Sale of items on credit other than goods. 
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9. Goods withdrawn by the owner for personal use. 
10. Goods distributed as samples for sales promotion. 
11. Endorsement and dishonour of bills of exchange. 
12. Transaction in respect of consignment and joint venture, etc. 
13. Loss of goods by fire/theft/spoilage. 

 
 
2.5 TRIAL BALANCE 
 
(A) Meaning 
Trial balance is a statement prepared with the debit and credit balances of ledger accounts to test the 
arithmetical accuracy of the books. 
 
(B) Objectives, Needs or Functions of Preparing a Trial Balance 

1. Ascertain the arithmetical accuracy of the ledger accounts 
2. Helps in locating errors 
3. Summary of the ledger accounts 
4. Helps in the preparation of final accounts 

 
(C) Balance Method of Preparing Trial Balance 
Balance method is the most commonly used method of preparing trial balance as it facilities the preparation of 
final accounts. Under this method, trial balance is prepared by showing the balances of all ledger accounts 
(including cash and bank accounts) and then totalling up the debit and credit column of the trial balance to 
assure their correctness. The account balances are used because the balance summaries the net effect of all 
transactions relating to an account and helps in preparing the financial statements. Trial balance can be prepared 
under this method, only when all the ledger accounts have been balanced. 
 
(D) Steps to Prepared a Trial Balance 
Step 1 The balances of each account in the ledger are ascertained. 
Step 2 List each account and place its balance in the debit or credit column (if an account has a zero balance, it 
may be included in the trial balance with zero in the column for its normal balance). 
Step 3 Compute the total of debit balances column. 
Step 4 Compute the total of debit balances column. 
Advertisement 
Step 5 Verify that the sum of the debit balances equal the sum of credit balances. If they do not tally, it 
indicates that there are some errors. So, one must check the correctness of the balances of all accounts. 
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(E) Format of Trial Balance 
An illustrative trial balance indicating list of various accounts with their respective balances (i.e. debit or credit) 
is shown as below. 

 
 

(F) Errors not Disclosed by Trial Balance 
1. Errors of complete omission 
2. Errors of principles 
3. Compensating errors 
4. Incorrect amount entered in the journal 
5. Posting to the wrong account. 
6. An entry posted twice in the ledger. 
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2.6 FINANCIAL STATEMENT I (WITHOUT ADJUSTMENTS) 
 
(A) Meaning 
Financial statements are the final products of an accounting process which begins with the identification of 
accounting information and recording it in the books of primary entry. Financial statements are prepared by 
following the accounting concepts and conventions. These are the statements prepared at the end of accounting 
period and give information about the financial position and preformed of an enterprise. 
 
A complete set of financial statements include 

1. Balance sheet (or position statement) which shows the financial position of an enterprise at a particular 
point of time. 

2. Trading and profit and loss account (or income statement) which shows the financial performance of 
business operations during an accounting period. 

3. Schedules and notes to accounts forming a part of balance sheet and profit and loss account. 
 

(B) Objectives and Importance of Financial Statement 
The basic objectives of preparing financial statements are 

1. To present a true and fair view of the financial performance of the business. 
2. To present a true and fair view of the financial position of the business. 

Various other objectives and importance of financial statements are as follows: 
1. Helps in determination of gross profit/gross loss 
2. Helps in determination of net profit/ net loss 
3. Comparison with the previous years 
4. Calculation of rations 
5. Maintaining provisions and reserves 

 
(C) Users of Financial Statements 
Internal Users 

1. Owners 
2. Management 
3. Employees and workers 

External Users 
1. Creditors 
2. Investors 
3. Banks and financial institutions 
4. Government its authorities 
5. Other parties 
6. Researchers 
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(D) Income Statement 
Income statement is prepared at the close of the year discloses the manner in the amount of profit and loss is 
arrived at, Income statement is divided in trading account and profit and loss account. 
 

1. Trading Account 
Trading account is the first stage is the preparation of the final accounts. The trading account ascertains the rest 
from basic operational activities of the business. 
Trading account is prepared to know the gross profit earned or gross loss incurred during the accounting period. 
Entries or items of debit side are opening side, purchases and other direct expenses and on credit side sales and 
closing stock are recorded. 
 
The excess of sales over purchases and direct expenses is called gross profit, if the amount of purchase 
including direct expenses is more than the sales revenue, the resultant figure is gross loss. 
The computation of gross profit can be shown in the form of equation as 
Gross Profit = Net Sales – Cost of Goods Sold 
Where, Net Sales = Total Sales – Sales Return 
Cost of Goods Sold = Opening Stock + Net Purchases + Direct Expenses – Closing Stock 
Net Purchases = Total Purchases – Purchases Return 
 
Format of Trading Account 

Trading Account 
For the year ended…… 

Dr                                                                                                                                             Cr 

 
 Either gross profit or gross loss shall appear. 
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2. Profit and Loss Account 
Profit and loss account is prepared after the preparation of trading account. It shows the financial performance 
of a business during an accounting period. It prepared to ascertain the net profit earned or net loss incurred by 
the business entity during an accounting period. 
 
Balance of trading account (gross profit or gross loss) is transferred to profit and loss account. The indirect 
expenses are transferred to the debit side of the profit and loss account. All revenues/gains other than sales are 
transferred to the credit side of the profit and loss account. 
 
It the total of the credit side of the profit and loss account is more than the total of the debit side, the difference 
is the new profit for the period, of which is being prepared. 
 
On the other hand, if the total of the debit side is more than the total of the credit side, the difference is the net 
loss incurred by the business firm. 
 
In an equation form, it is shown as follows: 
Net Profit = Gross Profit + Other Incomes – Indirect Expenses 
 
Format of Profit and Loss Account 

Profit and Loss Account 
For the year ended……. 

           Dr                                                                                                                                                     Cr 

 



2                  DNYANSAGAR ARTS AND COMMERCE COLLEGE, BALEWADI, PUNE – 45 
 
                    Subject: Financial Accounting        (202)            CLASS: FYBBA (CA) (2019 PATTERN) 

 

PROF. MUBINA ATTARI  www.dacc.edu.in 
 

 
 

 Either of the two will appear. 
 
Operating Profit and Net Profit 

1. Operating Profit it is the profit earned through normal operations and activities of the business. 
Operating profit arises as a result of carrying out operating activities. Operating activities are the 
principle revenue producing activities of the enterprise and are those activities that are not investing or 
financing activities, means the excess of operating revenue over operating expenses or it is the excess of 
gross profit own operating expenses. It is also known as Earnings before Interest and Tax (EBIT). 
 

It is calculated as 
Operating Profit = Net Sales – Operating Cost 

Or 
= Net Sales – (Cost of goods sold + Administration and office expenses + Selling and distribution expenses) 

Or 
= Net Profit + Non-Operating Expenses – Non-Operating Income 

 
Operating expenses include office and administrative expenses, selling and distribution expenses, case discount 
allowed, interest on bill payable and other short-term debts, bad debts and so on. 
Net Profit = Sales (Cash and Credit) – Sales Return 
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2. Net Profit means the excess of revenue (operating or non-operating) over expenses and losses 
(operating and non-operating). In other words, net profit is arrived at by deducting non-operating 
expenses and adding non- operating incomes form and in operating profit. 

3. Non- Operating expenses are expenses which are incidental or indirect to the main operations of the 
business, they include interest on loan, charities and donations, loss on sale of fixed assets, extraordinary 
losses due theft, loss by fire and so on 

4. Non- Operating incomes includes receipt of interest, rent, dividend, profit on sale of fixed assets etc. 
 
 

3. Balance Sheet 
The balance sheet is a statement prepared for showing the financial position of the business summarizing the 
assets and liabilities at a given date. It is prepared at the end of the accounting period after the trading and profit 
and loss account have been prepared. 
The assets reflect debit balances and liabilities (including capital) reflect credit balances. 
It is called a balance sheet because it is a statement of balances of ledger accounts. 
 
Format of Balance Sheet 
 

Balance Sheet 
As at…………. 
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Grouping and Marshalling of Assets and Liabilities 
1. Grouping of assets and liabilities the term grouping means putting together items of similar nature 

under a common heading. The various item appearing in the balance sheet can also be properly grouped, 
e.g. the balance of accounts of cash, bank, debtors etc. can be grouped and shown under the heading of 
‘current assets’. 

2. Marshalling of assets and liabilities Marshalling refers to the arrangement of assets and liabilities in a 
particular order. In a balance sheet the assets and liabilities are arranges either in the order of liquidity or 
permanence. 

3. Order of performance In case of performance, the most permanent assets or liabilities are out on the 
top in a balance sheet and thereafter they are arranged in their reducing level of permanence. 

 
In other words, in case of assets, the ones which are to be used permanently in the business and are not meant to 
be sold are written first, e.g. goodwill and the ones which are most liquid are written last, e.g. cash in hand. 
 
In case of liabilities, the payments to be made which are least urgent are written first, e.g. capital and the 
payments to be made which are most urgent are written last, e.g. short-term liabilities say short-term creditors 
(i.e. firstly capital, then long-term liabilities and at last short-term liabilities). 
 

1. Order of Liquidity ‘liquidity’ means the facility with which the assets may be converted into cash. In 
case of liquidity, the order is reversed. 
 

In case of assets, the most liquid assets are written first, e.g. cash is hand and the least liquid assets are written 
last, e.g. goodwill. 
In case of liabilities, the most urgent payments to be made are written first, e.g. short-term creditors and the 
least urgent payments to be made are written last, e.g. capital (i.e. firstly short-term liabilities, then long-term 
liabilities and in last capital). 
It can be better understood with the general format of balance sheet in order of liquidity. 
 
Methods of Preparation of Financial Statements 
The financial statements, i.e. trading and profit and loss account and balance sheet can be presented in two 
ways: 

1. Horizontal from Under this form of presentation, the items are presented in ‘T’ shape, i.e. the items are 
shown side by side in trading and profit and loss account and also in the balance sheet. This form of 
preparing financial statements has been already discussed in the chapter. 

2. Vertical form Under vertical presentation, the final accounts are prepared in a form of statement, i.e. the 
items are presented in a single column with different items being shown one below the other in 
purposeful sequence. 
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2.7 Financial Statement II (With Adjustments) 
 
(A) Needs for Adjustments in Preparing the Final Accounts 
The purpose of making various adjustments is to ensure that the final accounts must reveal the true profit or loss 
and true financial position of the business. 

1. It helps us to record those adjustment which were left or committed and were not recorded in the 
accounts. 

2. A proper recording of adjusting entries assists us to separate all the financial transactions into a year-
wise category. 

3. Recording of adjusting entries provides us the room for making various provisions which are made at 
the end of year, after assessing the entire year’s performance. 
 

(B) The Item which Usually Need Adjustments 
 

a) Closing stock 
Accounting Treatment 

Adjusting Entry Trading Account Balance Sheet 

Closing Stock A/c                                           Dr 
                 To Trading A/c 
(Being the closing stock recorded in the books) 

Shown on the credit side. 
Shown on the assets side 
under current assets. 

 
 

b) Outstanding Expenses 
Accounting Treatment 

Adjusting Entry Trading Account 
Profit and Loss 

Account 
Balance Sheet 

Concerned Expenses A/c            Dr 
        To Outstanding Expenses A/c 
(Being the unpaid expenses 
provided) 

(If it is a direct expenses, 
e.g. wages) 
Added to the concerned 
expenses on the debit side. 

(If it is an indirect 
expenses, e.g. salaries) 
Added to the concerned 
expenses on the debit side. 

Shown on the 
liabilities side as a 
current liability. 
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c) Prepaid/Unexpired Expenses 
Accounting Treatment 

Adjusting Entry Trading Account Profit and Loss Account Balance Sheet 

Prepaid Expenses A/c        Dr 
     To Concerned Expenses A/c 
(Being concerned expenses paid 
in advance) 

(If it is a direct expenses, 
e.g. wages) 
Deducted from the 
concerned expenses on the 
debit side. 

(If it is an indirect expenses, 
e.g. insurance premium) 
Deducted from the concerned 
expenses on the debit side. 

Shown on the 
assets side as a 
current assets. 

  
 

d) Accrued Income 
Accounting Treatment 

Adjusting Entry Profit and Loss Account Balance Sheet 

Accrued Income A/c                                Dr 
        To Concerned Income A/c 
(Being concerned income receivable) 

Added to the respective income on 
the credit side. 

Shown on the assets side 
as a current asset. 

 
e) Income received in Advance 

Accounting Treatment 

Adjusting Entry Profit and Loss Account Balance Sheet 

Concerned Income A/c Dr 
To Income Received in Advance A/c 
(Being adjustment for unearned income) 

Deducted from the concerned income 
on the credit side. 

Shown on the liabilities 
side. 

 
f) Depreciation 

Accounting Treatment 
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g) Bad debts 
Accounting Treatment 

 
 

h) Provision for doubtful debts 
Accounting Treatment 

 
 

i) Provision for discount on debtors 
Accounting Treatment 

 
 

j) Manager’s Commission 
Accounting Treatment 
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k) Abnormal or Accidental Losses 
Accounting Treatment 

 
 

l) Goods taken for personal use 
Accounting Treatment 

 
 

m) Goods distributed as free samples 
Accounting Treatment 
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Unit 3: Bank Reconciliation Statements 

3.1 MEANING 
Bank reconciliation statement is prepared mainly to reconcile the different between the bank balance as shown 
by the cash book and bank pass book. 
 
3.2 NEED AND IMPORTANCE OF BANK RECONCILIATION STATEMENT 

1. It helps in locating any error that may have been committed enter in the cash book or in the pass book. 
2. It helps in bringing out the unnecessary delay in the collection of cheques by the bank. 
3. Embezzlements are avoided by regular periodic reconciliation. 
4. The customer is assured of the correctness of bank balance shown by the pass book, by prepared a bank 

reconciliation statement. 
5. It helps the management to keep a track of cheque which has been sent to the bank for collection. 

 
3.3 BANK PASS BOOK (OR BANK STATEMENT) 
Bank pass book id a copy of the customer’s account in books of a bank to customer/account holder so that 
entries can be complete with entries in cash book and the difference can determined. 
 
3.4 REASONS OF DIFFERENT BETWEEN CASH BOOK AND PASS BOOK BALANCES 
The differences between the cash book and the bank pass book is caused by 

1. Differences due to timing on recording any transaction:  The factors affecting time gap includes 

 Cheques issued by the bank but not yet presented for payment. 

 Cheques paid/deposited into the bank but not yet collected. 
 

2. Transactions recorded by the bank 

 Direct debits made by the bank on behalf of the customer. 

 Amounts directly deposited in the bank account by the customer. 

 Interest and dividend collected by the bank. 

 Direct payments made by the bank on behalf of the customers. 

 Interest credited by the bank but not recorded in the cash book. 

 Cheque deposited/bills discounted dishonored. 

 Differences caused by errors 

 Errors committed in recording transactions by the firm. 

 Errors committed in recording transactions by the bank. 
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3.5 PREPARATION OF BANK RECONCILIATION SYSTEM WITHOUT ADJUSTING CASH BOOK 
BALANCE 
Under this approach, the balance as per cash book or the balance as per pass book is taken as the starting item. 
The debit balance or favourable balance as per the cash books means the balance of deposits held at the bank. 
Such a balance will be credit balance or favourable balance as per the pass book. 
 
On the other hand, the credit balance or unfavourable balance as per the cash book indicates bank overdraft. 
Such a balance will be a debit balance or unfavourable balance as per the pas book. An overdraft is treated as 
negative figure on a bank reconciliation statement. When the starting point or the first item in the statement is 
the overdraft (unfavourable) balance, it is to be shown on the minus side. It is to be noted, all the items in case 
of overdraft are debit in the same manner, as in the cash of favourable balances (Whether cash/pass book). 
Unfavourable balance or overdrafts implies credit balance in cash book of debit balance in pass book. 
 
Format of bank reconciliation statement when the bank balance as per cash book is taken as a starting 
point. 

 
Bank Reconciliation Statement 

As on… 
(Here enter the date on which the statement is being prepared) 
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 When the balance as per Pass Book is taken as the starting point, the treatment of all items will be 
reversed, i.e. item that are added, will be deducted and item that are deducted will be added. 

 Either favourable balance or overdraft shall appear. 
 If the total of ‘plus item column’ exceeds the total of ‘minus items column’ the difference between the 

two is termed as an overdraft. 
 
3.6 PREPARATION OF BANK RECONCILIATION STATEMENT WITH ADJUSTED/AMENDED 
CASH BOOK BALANCE 
Another method of preparing bank reconciliation statement is on the basis of the balance of amended cash book. 
There are a number of items that appears only in the pass book so therefore, it is recommended that the cash 
book should be prepared to work out the adjustment balance (also known as amended balance) of the cash book 
and then prepare the bank reconciliation statement. 
 

Bank Reconciliation Statement 
As on… 

(Here enter the date on which the statement in being prepared) 

 
 

 When balance as per pass book is taken as the starting point, the treatment of all items will be reversed 
i.e. items that are added will be debuted and items to be deducted will be added. 
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Unit 4: Computerized Accounting 

4.1 MEANING 
Accounting is the method in which financial information is gathered, processed, and summarized into financial 
statements and reports.  
The purpose of accounting is to provide information used in decision-making. Accounting may be viewed as a 
system (a process) that converts data into useful information. 
Information processes include: 

o Recording 
o Maintaining 
o Reporting 

 
Every business has numerous processes. Some are simple, others complex and cumbersome. However, as the 
business grows, acquires new customers, enters new markets, and keeps pace with constant changes in statutory 
regulations... the company will need to maintain highly accurate and up-to-date accounting, inventory, and 
statutory records. 
This is where a computerized accounting helps simplify, integrate, and streamline all the business processes, 
cost-effectively and easily. 
 
4.2 PROBLEMS FACED IN COMPUTERIZED ACCOUNTING SYSTEM: 

o User Training: The user, for using computer accounting software, needs to understand the 
concepts of the software. Hence, he should undergo proper training. A computer operator must 
learn the basics of computer, concepts of software, working with the operating system software 
[such as Windows/DOS] and the accounting software. 
 

o System Dependency: Using a computer solution makes the user to depend fully on the computer 
system and necessitates the availability of computer at all times. If the system is not available 
[due to hardware failure or power cut], it would be difficult to verify the accounts. 

 
o Hardware Requirements: A full-fledged computer system with a printer is required to operate 

the computerized accounting system. Most small organizations may not afford to have such 
facility with necessary software. 

 
o System Failure: When there is a system crash [hard disk crash], there is high risk of losing the 

data available on the hard disk drive at any point of time. It would be highly painful, if the 
problem occurs at end of the financial year, when the financial statements should be ready. 
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o Backups and Prints: Backups of the data should be done regularly so that, when the data is lost, 
it can be restored from floppies [backups]. Regular print outs of the system information would be 
useful as manual records. 
 

o Voucher Management: Accounting software allows easy alteration of data. If a voucher is 
wrongly placed in a wrong head, it would be very difficult to sort out and bring back the 
voucher. A good voucher management is very essential. 

 
o Security: Additional security has to be provided because improper handling of the system 

[hardware/software] could be dangerous. Passwords, locks, etc., have to be set so that no 
unauthorized person can handle the system. 

 
4.3 ADVANTAGES OF COMPUTERIZED ACCOUNTING: 

o Better Quality Work: The accounts prepared with the use of computers are usually uniform, 
neat, accurate, and more legible than manual job. 
 

o Lower Operating Costs: Computer is a labour and time saving devise. Hence, the volume of 
job handled with the help of computers results in economy and lower operating costs. 

 
o Improved Efficiency: Computer brings speed and accuracy in preparing the records and 

accounts and thus, increases the efficiency of employees. 
 

o Facilitates Better Control: From the management point of view, greater control is possible and 
more information may be available with the use of computer in accounting. It ensures efficient 
performance in accounting work. 

 
o Greater Accuracy: Computerized accounting ensures accuracy in accounting records and 

statements. It prevents clerical errors and omissions. 
 

o Relieve Monotony: Computerized accounting reduces the monotony of doing repetitive 
accounting jobs, which are tiresome and time consuming. 

 
o Facilitates Standardization: Computerized accounting facilitates standardization of accounting 

routines and procedures. Therefore, standardization in accounting is ensured. 
 

o Minimizing Mathematical Errors: While doing mathematics with computers, errors are 
virtually eliminated unless the data is entered improperly in the first instance. 
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4.4 DISADVANTAGES OF COMPUTERIZED ACCOUNTING: 

 Reduction of Manpower: The introduction of computers in accounting work reduces the number of 
employees in an organization. Thus, it leads to greater amount of unemployment. 
 

 High Cost: A small firm cannot install a computer accounting system because of its high installation 
and maintenance cost. To be more economical there should be large volume of work. If the system is not 
used to its full capacity, then it would be highly uneconomical. 
 

 Require Special Skills: Computer system calls for highly specialized operators. The availability of such 
skilled personnel is very scarce and very costly. 
 

 Other Problems: Frequent repair and power failure may affect the accounting work very much. 
Computers are prone to viruses. Often time’s people will assume the computer is doing things correctly 
and problems will go unchecked for long period of time. 

 
 
4.4 COMPARISON BETWEEN MANUAL AND COMPUTERISED ACCOUNTING 
Accounting, by definition, is the process of identifying, recording, classifying and summarising financial 
transactions to produce the financial reports for their ultimate analysis. Let us understand these activities in the 
context of manual and computerised accounting system. 
 

 Identifying: The identification of transactions, based on application of accounting principles is, 
common to both manual and computerized accounting system. 
 

 Recording: The recording of financial transactions, in manual accounting system is through books of 
original entries while the data content of such transactions is stored in a well-designed accounting 
database in computerised accounting system. 
 

 Classification: In a manual accounting system, transactions recorded in the books of original entry are 
further classified by posting into ledger accounts. This results in transaction data duplicity. In 
computerized accounting, no such data duplication is made to cause classification of transactions. In 
order to produce ledger accounts, the stored transaction data is processed to appear as classified so that 
the same is presented in the form of a report. Different forms of the same transaction data are made 
available for being presented in various reports. 
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 Summarizing: The transactions are summarized to produce trial balance in manual accounting system 
by ascertaining the balances of various accounts. As a result, preparation of ledger accounts becomes a 
prerequisite for preparing the trial balance. However, in computerized accounting, the originally stored 
transactions data are processed to churn out the list of balances of various accounts to be finally shown 
in the trial balance report. The generation of ledger accounts is not a necessary condition for producing 
trial balance in a computerised accounting system. 
 

 Adjusting Entries: In a manual accounting system, these entries are made to adhere to the principle of 
cost matching revenue. These entries are recorded to match the expenses of the accounting period with 
the revenues generated by them. Some other adjusting entries may be made as part of errors and 
rectification. However, in computerised accounting, Journal vouchers are prepared and stored to follow 
the principle of cost matching revenue, but there is nothing like passing adjusting entries for errors and 
rectification, except for rectifying an error of principle by having recorded a wrong voucher such as 
using payment voucher for a receipt transaction. 
 

 Financial Statements: In a manual system of accounting, the preparation of financial statements pre-
supposes the availability of trial balance. However, in computerised accounting, there is no such 
requirement. The generation of financial statements is independent of producing the trial balance 
because such statements can be prepared by direct processing of originally stored transaction data. 
 

 Closing the Books: After the preparation of financial reports, the accountants make preparations for the 
next accounting period. This is achieved by posting of closing and reversing journal entries. In 
computerised accounting, there is year-end processing to create and store opening balances of accounts 
in database.  

It may be observed that conceptually, the accounting process is identical regardless of the technology used. 
 
4.5 SOURCING OF ACCOUNTING SOFTWARE 
Accounting software is an integral part of the computerised accounting system. An important factor to be 
considered before acquiring accounting software is the accounting expertise of people responsible in 
organization for accounting work. People, not computers, are responsible for accounting.  
 
The need for accounting software arises in two situations: 
(a) When the computerised accounting system is implemented to replace the manual system or  
(b) When the current computerised system needs to be replaced with a new one in view of changing needs. 
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4.6 ACCOUNTING PACKAGES 
Every Computerised Accounting System is implemented to perform the accounting activity (recording and 
storing of accounting data) and generate reports as per the requirements of the user. From this perspective the 
accounting packages are classified into the following categories: 
(a) Ready to use 
(b) Customised 
(c) Tailored 
 
(a) Ready to use: This type of software is readily available in the market with prescribed and standard features. 
This accounting software is basically used by the small-size business enterprises, where the number of 
transactions is not so large. The cost of its installation and maintenance is also low. It has limited number of 
users. Its adaptability is very high as it is relatively easier to learn and operate. It does not have a wide scope to 
link it with other information systems. 
 
 (b) Customized: Customized software is the software that has standardized features to meet the special 
requirements of the users. It provides the scope of changing the features of accounting software. The functions 
of this software can be programmed as per the needs and requirements of the users. This type of software best 
suits the needs of medium and large businesses. Its cost of installation and maintenance is comparatively higher. 
It can be easily linked to the other information systems. 
 
(c) Tailored: Tailored or Tailor-made accounting software is the software that is developed as per the 
specifications and requirements of the users. This accounting software is generally used in the Large business 
organizations with multi-users and geographically scattered locations. It is designed to meet the specific needs 
of the users and form an integral part of the organizational MIS. It has infinite number of users. 
 
4.7 GENERIC CONSIDERATIONS BEFORE SOURCING ACCOUNTING SOFTWARE 
The following factors are usually taken in considerations before sourcing accounting software. 
 

 Flexibility: An important consideration before sourcing accounting software is flexibility, viz. data 
entry and the availability and design of various reports expected from it. Also, it should offer some 
flexibility between the users of the software, the switch over between the accountants (users), operating 
systems and the hardware. The user should be able to run the software on variety of platforms and 
machines, e.g. Windows 98/2000, Linux, etc. 
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 Cost of Installation and Maintenance: The choice of the software obviously requires consideration of 
organisation ability to afford the hardware and software. A simple guideline to take such a decision is 
the cost benefit analysis of the available options and the financing opportunities available to the firm. 
Sometimes, certain software which appears cheap to buy, involve heavy maintenance and alteration 
costs, e.g. cost of addition of modules, training of staff, updating of versions, data failure/restoring costs. 
Conversely, the accounting software which appear initially expensive to buyers, may require least 
maintenance and free upgrading and negligible alteration costs. 
 

 Size of Organisation:  The size of organisation and the volume of business transactions do affect the 
software choices. Small organisations, e.g. in non-profit organisations, where the number of accounting 
transactions is not so large, may opt for a simple, single user operated software. While, a large 
organisation may require sophisticated software to meet the multi-user requirements, geographically 
scattered and connected through complex networks. 

 

 Ease of Adaptation and Training needs:  Some accounting software is user friendly requiring a simple 
training to the users. However, some other complex software packages linked to other information 
systems require intensive training on a continuous basis. The software must be capable of attracting 
users and, if it requires simple training, should be able to motivate its potential users. 

 

 Utilities/MIS Reports:  The MIS reports and the degree to which they are used in the organization also 
determine the acquisition of software. For example, software that requires simply producing the final 
accounts or cash flow/ratio analysis may be ready to- use software. However, the software, which is 
expected to produce cost records, needs to be customised as per user requirements. 
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