Chapter-4

Financial Accounting

4.1. Introduction Financial accounting

Financial accounting is the essential system for understanding a company's financial well-
being. It acts as the foundation for tracking, recording, and communicating a business's
financial activities to a range of interested parties.

Core Functions:

1. Transaction Tracking: Every financial move a company makes, from purchases and
sales to loans and investments, is meticulously documented within the accounting
system.

2. Information Summarization: This raw data is then transformed into a clear and
concise picture of the company's financial performance.

3. Financial Statement Preparation: The summarized information is presented in
standardized reports called financial statements. These statements provide a
comprehensive view of the company's financial health, including:

4. Balance Sheet: A snapshot of the company's assets (what it owns) and liabilities (what
it owes) at a specific point in time.

5. Income Statement: Reveals the company's revenue and expenses over a period,
essentially showing their profit or loss.

6. Cash Flow Statement: Tracks the movement of cash in and out of the business,
categorized by operating, investing, and financing activities.

Definitions of financial accounting according to various sources:
According to American Accounting Association (AAA):

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."

According to American Institute of Certified Public Accountants (AICPA):

The American Institute of Certified Public Accountants defines accounting as "the art of
recording, classifying, and summarizing in a significant manner and in terms of money,
transactions, and events which are, in part at least, of a financial character, and interpreting the
results thereof."
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According to Milagros B. Hernane:

Milagros B. Hernane describes accounting as "a service activity whose function is to provide
quantitative information, primarily financial in nature, about economic entities, that is intended
to be useful in making economic decisions."

According to Bierman and Derbin:

According to Bierman and Derbin, accounting is defined as "the process of recording,
classifying, and summarizing financial transactions and events, and interpreting the results
thereof."

4.1.1. Objectives of Financial Accounting

Financial accounting aims to provide useful financial information to various stakeholders for
informed decision-making.

Here are the primary objectives:

1. Keep Systematic Records:
The primary objective of financial accounting is to systematically record financial
transactions in an organized manner.

2. Ascertain Operational Profits or Loss:
Financial accounting aims to determine the net profit or loss of a business over a
specific period.

3. Ascertain Financial Position of the Business:
Another key objective is to determine the financial position of a business at a particular
point in time.

4. Facilitate Rational Decision Making:
Financial accounting aims to provide relevant financial information that aids
stakeholders in making informed and rational decisions.

5. Complying with Accounting Standards and Regulations:
To adhere to established accounting principles and standards that ensures consistency
and reliability in financial reporting.

4.1.2. Advantages and Disadvantages of Financial Accounting

Financial accounting offers several benefits that contribute to the effective management and
operation of businesses. Here are some of the key advantages:

1. Systematic Record Keeping: Financial accounting ensures that all financial transactions
are recorded systematically. This systematic approach helps in maintaining comprehensive
records, making it easier to track financial activities, audit financial statements, and
comply with regulatory requirements.

2. Facilitates Financial Decision-Making: Provides essential information for informed
decision-making. Managers, investors, and creditors rely on financial statements to
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Make strategic decisions regarding investments, resource allocation, and operational

adjustments.

3.

Financial Performance Evaluation: Helps in assessing the profitability and efficiencyof
business operations. Income statements and other financial reports enable businesses to
analyze their revenues, expenses, and net income, identifying areas of strength and
opportunities for improvement.

Ensures Compliance: Ensures adherence to legal and regulatory standards. Compliance
with Generally Accepted Accounting Principles (GAAP) or International Financial
Reporting Standards (IFRS) ensures that financial statements are accurate, transparent, and
comparable across different organizations.

Enhances Investor Confidence: Builds trust and confidence among investors.
Transparent and reliable financial information helps investors assess the financial health
and performance of a business, making informed investment decisions.

Creditworthiness Assessment: Assists in evaluating a business’s creditworthiness.
Financial statements provide creditors and lenders with the information needed to assess
the risk associated with lending to the business, potentially securing better terms for loans
and credit.

Facilitates Strategic Planning and Forecasting: Aids in long-term planning and
forecasting. Historical financial data helps businesses in setting realistic goals, preparing
budgets, and devising strategies for sustainable growth and financial stability.

Improves Internal Control: Enhances internal control and fraud prevention. Accurate
record-keeping and regular financial audits help detect and prevent fraudulent activities,
ensuring the integrity of financial data.

Disadvantages of Financial Accounting

Despite its many advantages, financial accounting also has certain limitations:

1. Historical Nature: Financial accounting records past transactions. Financial
statements are based on historical data, which may not always be relevant for future
decision-making or reflect current market conditions.

2. Quantitative Focus: Emphasizes quantitative information. Financial accounting
primarily deals with quantifiable financial data and may not capture qualitative factors
such as employee satisfaction, brand value, or customer loyalty, which are also
important for business success.

3. Compliance with Standards: Strict adherence to accounting standards. While
compliance ensures consistency and reliability, it can also limit the flexibility of
businesses to present information in a manner that best reflects their unique situations.

4. Cost Considerations: Implementation can be costly. Maintaining a robust financial
accounting system requires significant resources, including accounting software,
personnel, and training, which can be costly for small businesses.

5. Potential for Manipulation: Financial statements can be manipulated. While
standards aim to ensure accuracy, there is still potential for manipulation of financial
data to present a more favorable picture of the business’s financial health.
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6.

Complexity: Can be complex and time-consuming. The process of financial
accounting involves numerous steps, from recording transactions to preparing financial
statements, which can be complex and time-consuming, especially for businesses with
large volumes of transactions.

Limited Scope: Focuses primarily on financial aspects. Financial accounting may not
provide a comprehensive view of the business’s overall performance, as it focuses
mainly on financial aspects and does not consider non-financial factors that might
impact the business.

Regulatory Changes: Subject to changes in regulations and standards. Businesses
need to stay updated with changes in accounting regulations and standards, which can
require adjustments to their accounting practices and additional training for accounting
personnel.

4.1.3. Users of Financial Accounting Information

Financial accounting information is used by a wide range of people inside and outside a
company. Here's a simplified breakdown of the main users:

Internal Users:

6.

10.

Owners: As the financial backbone of the company, owners rely on accounting
information to assess the overall health and stability of their investment. They can track
profitability over time, identify areas of risk, and make informed decisions about future
investments in the business or potential expansion. Financial statements reveal key
metrics like net income, return on equity (ROE), and debt-to-equity ratio, helping them
gauge the company's financial strength.

Managers: Accounting information is a manager's toolkit for decision-making. They
use it to monitor the company's performance against budget and goals. It helps them
evaluate the effectiveness of various departments and strategies. Based on financial
data, managers can make informed choices regarding resource allocation (financing,
investing), pricing strategies, and cost control measures.

Employees: While not directly involved in financial decisions, employees can benefit
from understanding the company's financial performance. Reviewing financial reports
fosters a sense of ownership and engagement. Additionally, it helps them understand
how their work contributes to the company's overall success.

Board of Directors: This governing body oversees the management and sets long-term
strategic direction for the company. Financial information is crucial for their role. They
use it to evaluate the performance of the executive team, approve budgets, and ensure
adherence to legal and ethical standards. Metrics like earnings per share (EPS) and cash
flow statements inform their decisions regarding dividends, executive compensation,
and major capital expenditures.

Internal Auditors: These internal watchdogs safeguard the company's financial health.
They use accounting information to assess the effectiveness of internal controls, risk
management processes, and financial reporting practices. By analyzing financial data,
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they identify areas where internal controls may be weak, leading to recommendations
for improvement and mitigating potential risks.

External Users:

1. Tax Authorities: Governments rely on financial statements to verify tax declarations
filed by businesses. They use this information to determine the business's tax liabilities
and ensure compliance with tax laws. Discrepancies may trigger audits, leading to
penalties and fines.

2. Government: Financial accounting data serves as a compass for policymakers.
Governments use it to monitor the health of the economy, identify industry trends, and
set regulations that support economic growth and stability. Financial information helps
them establish thresholds for business size classifications, impacting regulations and
reporting requirements.

3. Creditors (Lenders): Banks and other lending institutions assess a company's financial
health before extending credit. Accounting information helps they determine the
company's ability to repay loans and manage their debt obligations. Factors like debt-
to-equity ratio, current ratio, and profitability are crucial for creditors in making lending
decisions.

4. Suppliers: Businesses often extend credit to their customers. Before doing so, suppliers
rely on their customer's financial information to assess their creditworthiness. This
ensures minimal risk of bad debts. Financial statements provide insights into a
customer's ability to meet payment obligations on time.

5. Auditors (External): Independent auditors provide an unbiased opinion on the
accuracy and fairness of a company's financial statements. They meticulously analyze
accounting information to ensure adherence to established accounting standards. Their
reports give confidence to investors and other external stakeholders about the
company's financial health.

6. Investors: Financial information is the lifeblood for investors, both current
shareholders and potential ones. They use it to make informed decisions about buying,
holding, or selling shares. Metrics like return on investment (ROI), earnings growth,
and dividend payout ratio influence their investment strategies.

7. Regulatory Agencies: Regulatory bodies like the Securities and Exchange
Commission (SEC) rely on financial accounting information to ensure companies
comply with established financial reporting standards. This promotes transparency and
protects investors from fraudulent practices. They monitor companies' financial
disclosures and investigate potential misstatements.

8. Customers (Large): Large customers, especially those with long-term contracts, may
utilize a supplier's financial information to assess their financial stability. This helps
them mitigate the risk of service disruptions due to a supplier's financial difficulties.
Understanding the supplier's financial health ensures a reliable and long-term
partnership.

9. Analysts & Advisors: Financial analysts and advisors use a company's financial data
to provide investment recommendations to their clients. Through in-depth analysis,
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they identify trends, forecast future performance, and offer valuable insights that
influence investment decisions.

10. Competitors: Businesses often keep a close eye on their competitors' financial
performance. By analyzing competitor's financial statements, they can benchmark their
own performance, identify areas for improvement, and develop effective competitive
strategies. This allows them to stay ahead in the market

4.1.4. Systems of Book-Keeping
Two main bookkeeping systems:

1. Single Entry System: Considered an incomplete version of double-entry bookkeeping.
Primarily focuses on recording cash transactions and transactions involving people (personal
accounts). Offers a less detailed picture of a company's financial health. Easier to maintain for
very small businesses with limited transactions.

2. Double Entry System: The preferred and more comprehensive bookkeeping system.
Records every financial transaction twice, with equal and opposite entries (debits and credits).
Utilizes "Debit-Credit rules" to ensure the accounting equation (Assets = Liabilities + Equity)
always remains balanced. Provides a more accurate and detailed record of a company's
financial activities.

Differences between single entry and double entry system

Feature Single Entry System Double Entry System
Completeness Incomplete Complete

Transaction Focus Cash & Personal A/Cs | All Transactions
Level of Detail Less Detailed More Detailed
Suitability Small Businesses Most Businesses
Accounting Equation | Not strictly enforced Maintains Balance

4.1.5. Functions of an Accountant

l.

An accountant's role is multifaceted, encompassing a wide range of responsibilities that are
essential for the effective financial management of an organization. Here is an expanded
explanation of the key functions:

Designing Work:

System Design: Accountants design the overall accounting system, including the creation
of a chart of accounts, establishing accounting policies, and setting up procedures for
recording financial transactions.

2. Identification and Classification: They determine the basis for identifying and

classifying financial transactions and events, ensuring that they are properly categorized
for accurate reporting.
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3. Forms and Procedures: Accountants develop the necessary forms, methods, and

procedures to streamline the accounting process, ensuring consistency and efficiency.

Recording Work:

1.

Book-keeping: This involves the mechanical and repetitive task of recording financial
transactions in the appropriate books of accounts, such as journals and ledgers, in
accordance with established principles.

Data Entry: Accurate and timely entry of transaction data is critical, ensuring that all
financial activities are documented.

Summarizing Work:

1.

Final Accounts Preparation: Accountants summarize recorded transactions into
significant forms, such as the preparation of financial statements like the profit and loss
account and balance sheet. This phase is crucial for understanding the financial position
and performance of the business.

Trial Balance: Before preparing the final accounts, a trial balance is often prepared to
check the accuracy of the books and ensure that debits equal credits.

Analysis and Interpretation Work:

1. Financial Analysis: Using various analytical tools such as ratio analysis, break-even
analysis, funds flow, and cash flow analysis, accountants interpret the financial data to
provide insights into the company's performance and financial health.

2. Decision Support: This analysis helps management make informed decisions by
understanding trends, identifying potential issues, and evaluating financial stability.

Reporting Work:

1. Communication of Results: Accountants prepare and communicate summarized
statements along with their analysis and interpretation to stakeholders, such as
shareholders, management, and regulatory bodies.

2. Management Reports: Regular reports are prepared to assist management in decision-

making, covering areas like financial performance, budget variance, and operational
efficiency.

Preparation of Budget:

1.

Budgeting: Accountants assist management in estimating future financial requirements
and opportunities by preparing various budgets, including cash, capital, purchase, and
sales budgets.

Forecasting: This process involves projecting future revenues, expenses, and capital
needs to help the organization plan and allocate resources effectively.
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Taxation Work:

1.

Tax Compliance: Accountants prepare and file various tax returns, ensuring
compliance with income tax, sales tax, excise, and customs duties regulations.

2. Tax Planning: They also provide tax planning advice to minimize tax liabilities and

take advantage of tax-saving opportunities within the legal framework.
Auditing:

1. Internal Auditing: This involves a critical review and verification of the company's
books of accounts, financial statements, and reports to ensure accuracy and adherence
to accounting standards and regulations.

2. External Auditing: External auditors may also review the company's financial records
to provide an independent assessment of their accuracy and fairness.

3. Control and Compliance: Auditing helps in identifying discrepancies, ensuring

compliance with laws and regulations, and improving internal controls.

Additional Functions

Cost Accounting:

I.

Cost Control: Accountants track and analyze costs associated with production or
service delivery, helping to identify cost-saving opportunities and improve efficiency.
Product Pricing: They assist in determining the cost of products or services, which is
essential for setting prices that cover costs and generate profits.

Financial Planning and Strategy:

1.

Long-term Planning: Accountants play a key role in strategic planning by providing
financial projections, investment analysis, and feasibility studies.

Capital Structure: They help in deciding the appropriate mix of debt and equity
financing to optimize the company's capital structure and reduce the cost of capital.

Risk Management:

1.

Identifying Risks: Accountants assess financial risks, including credit risk, market
risk, and operational risk.

Mitigation Strategies: They develop and implement strategies to mitigate identified
risks, such as setting up reserves or purchasing insurance.

Corporate Governance:

1.

Ethical Standards: Accountants ensure that the company adheres to ethical standards
and best practices in financial reporting and corporate governance.

Regulatory Compliance: They monitor compliance with corporate governance
regulations and reporting requirements, enhancing transparency and accountability.
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4.2. Accounting Principles

Accounting principles are the fundamental rules and guidelines that accountants follow when
recording and reporting financial transactions. These principles ensure that financial statements
are consistent, reliable, and comparable across different periods and entities. The key purposes
of these principles include measuring, recording, and summarizing transactions effectively.

Generally Accepted Accounting Principles (GAAP)

The term Generally Accepted Accounting Principles (GAAP) refers to a common set of
accounting standards and procedures that companies in the United States must follow when
they compile their financial statements. GAAP comprises a broad set of principles that have
been developed over time to provide a standardized approach to accounting practices.

Basic Assumptions of GAAP

1. Economic Entity Assumption:
The business is treated as a separate entity from its owners and other businesses.

Monetary Unit Assumption:

All financial transactions are recorded in a stable currency that is assumed to remain
relatively stable over time.

Time Period Assumption:

The life of a business can be divided into time periods, such as months, quarters, and
years, for reporting purposes.

Going Concern Assumption:

The business is expected to continue operating indefinitely and not go bankrupt in thenear
future.

Importance of GAAP

1.

Consistency: Ensures that financial statements are consistent from one period to
another, allowing for comparison over time.

Reliability: Provides reliable financial information that stakeholders can depend on for
decision-making.

Comparability: Allows for the comparison of financial statements between different
companies.

Transparency: Promotes transparency in financial reporting, which helps build
investor confidence.
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Accounting Principles

Accounting Concepts Accounting Conventions

4.2.1. Accounting Concepts:

1.

Business Entity Concept: This concept separates the business from its owners. The
business's financial activities are recorded independently of the owner's personal
finances.

Example: A company owner invests $10,000 in the business. This is recorded as a
liability (capital) of the business to the owner, not the owner's expense.

Accrual Concept: Revenue is recognized when it's earned, regardless of cash receipt.
Expenses are recognized when incurred, regardless of cash payment.

Example: A company sells goods on credit for $1,000 in December. The revenue is
recognized in December, even though the cash won't be received until January.
Accounting Cost Concept: Assets are recorded at their historical cost, which is the
price paid to acquire them.

Example: A machine is purchased for $5,000. It's recorded in the accounting records
at $5,000, not its current market value.

Dual Aspect Concept: Every transaction has two sides: a debit and a credit. The total
debits must always equal the total credits.

Example: Cash is paid for supplies. This transaction is recorded with a debit to supplies
and a credit to cash.

Going Concern Concept: It's assumed the business will continue operating for the
foreseeable future.

Example: Depreciation expense is recorded on a building, spreading the cost over its
useful life, based on the assumption the company will continue to operate and use the
building.

Money Measurement Concept: Transactions are recorded in the accounting records
using the common currency of a country.

Example: A company sells products for $200. This transaction is recorded in dollars,
not units of product.

Accounting Period Concept: The business performance is measured over specific
periods, such as a month or a year.

Example: A company prepares financial statements, like an income statement, at the
end of each quarter to measure its performance for that period.

Revenue Recognition Concept: Revenue is recognized when it's realized, which
means the right to receive cash is established.
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1.

Example: A company receives an order for $1,000 worth of goods. The revenue is not
recognized until the goods are shipped and the customer has the obligation to pay.
Matching Concept: Expenses incurred to earn revenue are recognized in the same
period as the revenue.

Example: A company pays a sales commission for products sold in January. The
commission expense is recorded in January along with the sales revenue.

4.2.2. Accounting Conventions:

1.

Conservatism Convention: When faced with uncertainty, accountants choose the
option that presents a less favorable financial picture.

Example: There's a possibility that a receivable might not be collected. The accountant
would choose to record a bad debt expense to account for this potential loss.
Consistency Convention: A company should use the same accounting methods
throughout its financial reporting.

Example: A company uses the straight-line method for depreciation. It should continue
using this method consistently in the future unless a justified reason exists to change.
Full Disclosure Convention: All material information relevant to the company's
financial position and performance should be disclosed in the financial statements.
Example: A company has a lawsuit against it. Even though the outcome is uncertain,
this contingent liability should be disclosed in the financial statements.

Materiality Convention: Only information that is important enough to influence the
decisions of users of the financial statements needs to be disclosed.

Example: A company incurs a one-time expense of $100. This expense is likely
immaterial and wouldn't need to be separately disclosed in the financial statements.

4.3. Classification of Accounts and Debit/Credit Rules

In accounting, transactions are classified into three categories, each requiring a specific type of
account for recording. Let's explore these classifications and the associated debit and credit

rules:

Personal Accounts:

In accounting, personal accounts represent transactions with individuals or entities. These
entities can be further categorized as:

Natural Persons: These are living people, such as customers, suppliers, employees, or

owners.
Examples include Ramu A/C, Rani A/C, and Salaries A/C (for employee salaries).

Artificial Persons: These are entities created by law and treated like separateindividuals

for accounting purposes.
Examples include Bank A/C, Capital A/C (represents owner's investment), andDrawings
A/C (represents owner's withdrawals from the business).
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Debit and Credit Rules for Personal Accounts:

Debit the receiver: When the person is receiving something.
Credit the giver: When the person is giving something.
Example Transactions:

Debit Krishna’s A/C (receiver) and credit Sales A/C (giver) when goods are sold on credit to
Krishna.

Debit Cash A/C and credit Gopal’s A/C (giver) when cash is received from Gopal.
2. Real Accounts Real accounts relate to transactions involving assets or properties.
Examples of Real Accounts:

Cash A/C

Furniture A/C

Building A/C

Machinery A/C

Debit and Credit Rules for Real Accounts:

Debit what comes in: When there is an increase in the asset.

Credit what goes out: When there is a decrease in the asset.

Example Transactions:

Debit Furniture A/C (what comes in) and credit Cash A/C (what goes out) when furniture is
purchased for cash.

Debit Cash A/C (what comes in) and credit Machinery A/C (what goes out) when machinery
is sold for cash.

3. Nominal Accounts Nominal accounts are associated with transactions involving expenses,
losses, incomes, and gains.

Examples of Nominal Accounts:
Salaries A/C
Rent A/C

Purchases A/C

Commission A/C
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Interest A/C

Debit and Credit Rules for Nominal Accounts:

Debit all expenses and losses: When there is an increase in expenses or losses.

Credit all incomes and gains: When there is an increase in incomes or gains.

Example Transactions:

Debit Salaries A/C (expense) and credit Cash A/C when salaries are paid.

Debit Cash A/C and credit Interest Received A/C (income) when interest is received.

Account Type Description Debit Credit

Personal Accounts | Represent Receiver Giver

transactions with
people or entities

Real Accounts Represent assets or | What  comes in | What  goes  out

properties owned by | (increases assets) (decreases assets)
the business

Nominal Accounts | Represent expenses, | All expenses/losses | All incomes/gains

losses, incomes, and
gains

Identifying Accounts for Transactions:

1.

4.

Perspective: Consider the transaction from the viewpoint of the business recording it
in its books.

Cash vs. Credit: Determine if the transaction involves cash or credit:

Credit Transaction: Involves a person but doesn't mention "cash" (e.g., purchase
goods on credit from a supplier).

Cash Transaction: Doesn't involve credit (e.g., purchase office supplies for cash).

Credit Transactions:

1.

Personal Account: Identify whether the person's account is debited (received value) or
credited (gave value) based on the golden rule for personal accounts: Debit the receiver,
Credit the giver.

Other Account: Identify the other account involved in the transaction (e.g., inventory
account for purchased goods on credit). This account will be debited (increased) or
credited (decreased) based on the nature of the transaction.

Cash Transactions:

1.

Cash Account: Identify whether the cash account is debited (cash received) or credited
(cash paid).
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2. Other Account: Identify the other account involved in the transaction. This account
will be debited (increased) or credited (decreased) based on the nature of the transaction
(e.g., debit office supplies for cash purchase).

Debit vs. Credit:

1. Debit: Entered on the left side of the account (increases assets or expenses, decreases
liabilities or capital).

2. Credit: Entered on the right side of the account (increases liabilities or capital,
decreases assets or income).

4.4. Accounting Equations

The accounting equation, also known as the balance sheet equation, is more than just a formula.
It's the foundation of double-entry bookkeeping and a cornerstone of understanding a
company's financial health. Let's delve deeper into its components and significance.

The Formula:
Assets = Liabilities + Owner's Equity (Shareholders' Equity for companies)
Breaking it down:

7. Assets: Everything a company owns that has economic value. This includes tangible
assets like cash, inventory, property, and equipment, as well as intangible assets like
intellectual property and goodwill.

8. Liabilities: the Company’s financial obligations that it owes to creditors. These include
short-term debts like accounts payable and long-term debts like loans and mortgages.

9. Owner's Equity (Shareholders' Equity): The owner's investment in the business (for
sole proprietorships) or the shareholders' investment in a corporation. This represents
the residual claim on the company's assets after liabilities are settled.

Interpretation:

The equation essentially states that everything a company owns (assets) is financed by either
what it owes (liabilities) or the investment of the owners (owner's equity). In simpler terms, a
company's resources (assets) come from two sources: debt (liabilities) and the owner's
investment (equity).

4.5. Accounting Cycle

It's a standardized, step-by-step process followed by businesses to record, analyze, and report
their financial transactions. It starts with identifying business activities (sales, purchases,
expenses) and ends with generating financial statements used for decision-making by
management, investors, and other stakeholders.
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Source of
Document

Financial
Statements

Trial
Balance

4.5.1. Source of documents:

The source documents in the accounting cycle are the foundation of accurate financial records.
They act as the initial evidence to support every financial transaction a business undergoes.
These documents come from various departments and activities within a company, and they

initiate the recording process within the accounting system.

Examples of Source Documents:

Nk wDd -

Sales invoices: Issued for sales of goods or services to customers.

Purchase invoices: Received from suppliers for goods or services purchased.
Receipts: Acknowledgements for cash payments received.

Cheques: Issued for cash payments made.

Bank statements: Monthly statements from the bank detailing account activity.
Payroll records: Documents recording employee wages and salaries.
Memorandums: Internal documents explaining specific transactions that may not have
a physical source document (e.g., depreciation expense).

Importance of Source Documents:

1.

Accuracy: They ensure the accuracy of financial records by providing verifiable proof
of each transaction.

Audit Trail: They create a clear audit trail, allowing auditors to trace transactions back
to their source and verify their legitimacy.

Management Insights: They can provide valuable insights for management, helping
them understand spending patterns, identify areas for improvement, and make informed
business decisions.
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4.5.2. Journal in Accounting:

In accounting, the journal serves as the initial step in the recording process, where all business
transactions are first entered in chronological order. Here's a brief explanation of the journal
and its significance:

Definition and Origin:

The term "journal" is derived from the Latin word "journ," meaning a day. Thus, a journal can
be seen as a "day book" where daily business transactions are recorded. It is the book of original
entry or first entry, also known as the prime entry.

Purpose and Function:

The primary purpose of the journal is to provide a complete and chronological record of all
business transactions. Transactions are recorded in a systematic manner, typically in order of
dates, to ensure accuracy and ease of reference. Journalizing is the process of recording
transactions in the journal, and each recorded transaction is referred to as a "journal entry."

Chronological Recording:

Transactions are entered into the journal as they occur, ensuring that the sequence of events is
preserved. Each entry includes details such as the date of the transaction, the accounts affected,
a brief description of the transaction, and the amounts debited and credited.

Book of Original Entry:

The journal serves as the primary source of recording transactions before they are posted into
the ledger accounts. Journal entries provide a detailed and unambiguous record of each
transaction, facilitating accurate posting to the ledger.

Preparation for Posting:

After journalizing transactions, the next step is to post these entries into the appropriate ledger
accounts. Posting involves transferring the details from the journal entries to the corresponding
accounts in the ledger, ensuring that the ledger reflects the up-to-date financial position of the
business.

Journal Format:

Date Particular Ledger Debit Credit
Folio(L.F) | Amount | Amount

Year Name of Account Debited Dr. oA

Month To Name of Account to be credited otk

Date (Narration/Explanation)

This table you provided illustrates the format for recording transactions in a journal, which is
the first book of original entry in accounting. Let's break down each element:
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1. Date (Year Month Date): This column specifies the exact date (including year,
month,and day) when the transaction occurred.

2. Particular: This column provides a brief description of the transaction.

3. Ledger Folio (L.F): This column (optional) might be used to reference the
specificpage number in the general ledger where the corresponding account is
located.

4. Debit Amount: This column shows the monetary value assigned to the
account beingdebited (increased) in the transaction.

5. Credit Amount: This column shows the monetary value assigned to the
account beingcredited (decreased) in the transaction.

6. Additional Elements (sometimes included):

7. Name of Account Debited (Dr.): This separate line explicitly names the
account beingdebited.

8. To Name of Account Credited: This separate line explicitly names the
account beingcredited.

9. Narration/Explanation: This section provides a more detailed explanation
of thetransaction, which can be helpful for future reference and understanding.

Problems based on Journal entries:
Journalize the following examples:

Example 1. Journalize the following transactions in the books of Mr. Srikanth
2015 Jan 1 Business started with Rs. 10,000

2 Cash deposited in the bank Rs. 5,000

5 Purchases Rs. 3,000

8 Sales Rs. 4,000

10 Cash drawn from the bank Rs. 1,000

Solutions:
Journal entries in the books of Mr.Srikanth
Date Particular LF | Debit Credit
Amount | Amount
2015 Jan1 | Cash A/C Dr 10,000
To Capital A/C 10,000
(Being the business started)
Jan 2 Bank A/C Dr 5,000
To Cash A/C 5,000
(Being Cash deposited in the bank)
Jan 5 Purchases A/C Dr 3,000
To Cash A/C 3,000
(Being purchases made on the cash basis)
Jan 8 Cash A/C Dr 4,000
To Sales A/C 4,000
(Being sales made on the cash basis)
Jan 10 Cash A/C Dr 1,000
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To Bank A/C 1,000
(Being cash withdrawn from the bank)
Example 2 Journalise the following Transactions:
Date Particular Amount
2020 Jan 1 | Mr.Srikanth Started business with cash 80,000
Jan 3 Goods purchased for cash 30,000
Jan 5 Goods Purchased from Mr.Sandeep 5,000
Jan7 Goods sold for Cash 10,000
Jan 10 Goods sold to prakash 30,000
Jan 12 Cash paid to Ramakrishna 3,000
Jan 15 Cash received from kamalakar 10,000
Jan 21 Paid for wages 1,500
Jan 25 Purchased furniture from shravan for cash 5,000
Jan 28 Paid rent 5,000
Jan 30 Interest received 2,000
Jan 31 Paid for salaries 4,000
Journal entries
Date Particular LF | Debit Credit
Amount | Amount
2020 Jan 1 | Cash A/C Dr 80,000
To Capital A/C 80,000
(Being the business started)
Jan 3 Purchase A/C Dr 5,000
To Cash A/C 5,000
(Being goods purchased for cash)
Jan 5 Purchases A/C Dr 3,000
To Sandeep A/C 3,000
(Being goods purchased from sandeep)
Jan 7 Cash A/C Dr 4,000
To Sales A/C 4,000
(Being goods sold on the cash)
Jan 10 Prakash A/C Dr 1,000
To Sales A/C 1,000
(Being goods sold to prakash)
Jan 12 Ramakrishna A/c Dr. 3,000
To Cash a/c 3,000
(being cash paid to Ramakrishna)
Jan 15 Cash a/c Dr. 10,000
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To Kamalakar a/c
(being cash received from kamalakar)

10,000

Jan 21

Wages a/c Dr.

To Cash a/c
(being wages paid)

1,500

1,500

Jan 25

Furniture a/c Dr.

To cash a/c
(being furniture purchased from shravan)

5,000

5,000

Jan 28

Rent a/c Dr.

To cash a/c
(being rent paid)

5,000

5,000

Jan 30

Cash a/c Dr.

To Interest a/c
(being interest Received)

2,000

2,000

Jan 31

Salaries a/c Dr.

To Cash a/c
(being salaried paid)

4,000

4,000

Example 3 journalizing the transactions given below in the books of Prakash

Date
2008

Particulars

Janl

Prakash commenced business with cash Rs.30,000

2

Cash sales Rs.4,000

4

Bought machinery RS.15,000

7

Sold goods to Raju Rs.10,000

9

Purchased goods from Ramana Rs.8,000

10

Goods returned by Raju Rs.5,000

12

Paid for stationery ~ Rs.1,000

14

Carriage expenses Rs.500

15

Bought furniture for proprietor’s residence and paid cash Rs.7,000

17

Sold goods to Krishna for cash Rs.3,000

22

Received discount Rs.800

24

Paid for wages Rs.1,200

25

Deposited cash with bank Rs.10,000

30

Goods return to Ramana Rs. 2,000
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Solution:

Journal Entries in books of Prakash for year ending 30th June 2008

Date

Particulars

L
F

Debit
Rs.

Credit
Rs.

2008 June 1

Cash A/C Dr
To Capital A/C
(Being business Commenced)

30,000

30,000

Cash A/C Dr
To Sales A/C
(Being goods sold for cash)

4,000

4,000

Machinery A/C Dr
To Cash A/C
(Being Bought machinery)

15,000

15,000

Raju A/C Dr
To Sales A/C
(Being goods sold to raju for cash)

10,000

10,000

Purchases A/C Dr
To Ramana A/C
(Being goods purchases from Ramana)

8,000

8,000

10

Sales returns A/C Dr
To Raju A/C
(Being goods returned by raju)

5,000

5,000

12

Stationery A/C Dr
To Cash A/C

(Being Stationery purchased for cash)

1,000

1,000

14

Carriage A/C Dr
To Cash A/C
(Being carriage expenses paid)

500

500

15

Drawings A/C Dr
To Cash A/C

(Being goods used for his personal use)

7,000

7,000

17

Cash A/C Dr
To Sales A/C
(Being goods sold for cash)

3,000

3,000

22

Cash A/C Dr
To Discount A/C
(Being discount received)

800

800

24

Wages A/C Dr
To Cash A/C
(Being wages paid by cash)

1,200

1,200

25

Bank A/C Dr
To Cash A/C

10,000

10,000
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(Being cash deposited with bank)

30 IRamana A/C Dr 2,000
To Purchase returns A/C 2,000
(Being goods return to Ramana)

4.5.3. Subdivisions of the Journal

These specialized journals help categorize and record transactions for easier tracking and
analysis.

1. Purchase Book (Purchases Journal): Records all transactions where goods or services are
purchased on credit. Includes details like date, supplier name, invoice number, and amount due.

2. Sales Book (Sales Journal): Records all transactions where goods or services are sold on
credit to customers. Includes details like date, customer name, invoice number, and amount
due.

3. Purchase Returns Book: Records instances where goods purchased are returned to the
supplier for a refund or exchange. Includes details like date, supplier name, invoice number,
and specifics of returned items.

4. Sales Returns Book: Records instances where goods sold are returned by the customer for
a refund or exchange. Includes details like date, customer name, invoice number, and specifics
of returned items.

5. Bills Receivable Book: Records promissory notes or bills of exchange received from
customers as a promise to pay later. Includes details like date, customer name, due date, and
amount of the bill.

6. Bills Payable Book: Records promissory notes or bills of exchange issued by the business
as a promise to pay a supplier later. Includes details like date, supplier name, due date, and
amount of the bill.

7. Cash Book: Records all cash receipts and cash payments for the business. Separate columns
categorize receipts (e.g., sales, investments) and payments (e.g., purchases, expenses).

8. General Journal (Proper Journal): Records any transactions that don't fit into the specific
categories of the other journals. Examples include opening entries, adjustments, transactions
involving capital, and certain asset purchases.

Benefits of Subdivided Journals:

1. Efficiency: Saves time by grouping similar transactions for faster recording and easier
reference.
2. Organization: Improves the clarity and readability of accounting records.
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3. Internal Controls: Helps maintain internal controls by separating cash transactions
from credit transactions.

4. Analysis: Facilitates easier analysis of specific transaction types (e.g., sales trends,
purchase patterns).

4.6. Ledger

A ledger is a book or computer file used in accounting to record and total economic transactions
measured in terms of a monetary unit of account by account type, with debits and credits in
separate columns and a beginning monetary balance and ending monetary balance for each
account.

A ledger, also known as the general ledger, is a comprehensive record that includes all the
accounts used by a business. These accounts are categorized into three main types: personal,
real, and nominal accounts. Each type of account serves a different purpose in accounting and
helps in organizing financial information systematically.

Importance of the Ledger

1. Comprehensive Record: The ledger serves as a complete record of all financial
transactions, ensuring that no transaction is omitted.

2. Financial Analysis: It allows for detailed analysis of each account, helping in
understanding the financial position of the business.

3. Account Reconciliation: The ledger helps in reconciling accounts, ensuring accuracyin
financial reporting.

4. Audit Trail: It provides an audit trail for verifying transactions during audits.

5. Financial Reporting: The data from the ledger is used to prepare financial statementssuch
as the balance sheet and income statement.

Format of ledger:

Dr. Name of the Account Cr.
Date Particulars JF  |Amount |Date Particulars JF |amount
Year To Name of By  Name of
Month account account
Date
Format:

The ledger uses a T-shaped account format with two sides: debit (left) and credit (right).

140




Each account has specific columns:

b=

Date: Records the transaction date.

Particulars: Briefly describes the nature of the transaction.
Journal Folio (JF): Optional, references the journal entry number for tracking.

Amount: Records the monetary value of the transaction (debit or credit).

Problems Based on Ledger Accounts

Example 1: Enter the following transactions in the journal and post them into the ledger:

2017

Jan. 1 Mr. Sandeep started business with cash Rs. 200,000

Jan. 2 He purchased furniture for Rs. 20,000

Jan. 3 He purchased goods for Rs. 60,000

Jan. 5 He sold goods for cash Rs. 80,000

Jan. 6 He paid salaries Rs. 10,000

Journal Entries

(Being cash withdrawn from the bank)

Date Particular LF | Debit Credit
Amount | Amount
2017 Jan1 | Cash a/c Dr 1,00,000
To Capital a/c 1,00,000
(Being the business started)
Jan 2 Furniture a/c Dr 20,000
To Cash a/c 20,000
(Being furniture purchased for cash)
Jan 3 Purchases A/C Dr 60,000
To Cash A/C 60,000
(Being goods purchases for cash )
Jan 5 Cash A/C Dr 80,000
To Sales A/C 80,000
(Being goods sold for cash)
Jan 6 Salaries a/c Dr 10,000
To cash a/c 10,000
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Ledger Accounts

Dr Cash Account Cr
Amount Amount
Date Particulars (Rs.) Date Particulars (Rs.)
To Capital
2017 Jan 1 | A/C 100,000 2017 Jan 2 | By Furniture A/C | 20,000
2017 Jan 5 | To Sales A/C | 80,000 2017 Jan 3 | By Purchases A/C | 60,000
2017 Jan 6 | By Salaries A/C 10,000
2017 Jan 31 | By Balance c/d 90,000
Total 180,000 Total 180,000
Dr Capital Account Cr
Amount Amount
Date Particulars (Rs.) Date Particulars (Rs.)
2017  Jan
31 To Balance ¢/d | 100,000 2017 Jan 1 By Cash A/C | 100,000
Total 100,000 Total 100,000
Dr Furniture Account Cr
Date Particulars Amount (Rs.) | Date Particulars Amount (Rs.)
2017 Jan
2017 Jan 2 | To Cash A/C | 20,000 31 By Balance c/d | 20,000
Total 20,000 Total 20,000
Dr Purchases Account Cr
Amount
Date Particulars Amount (Rs.) | Date Particulars (Rs.)
2017 Jan 3 To Cash A/C | 60,000 2017 Jan 31 | By Balance ¢/d | 60,000
Total 60,000 Total 60,000
Dr Sales Account Cr
Amount Amount
Date Particulars (Rs.) Date Particulars (Rs.)
To Balance
2017 Jan 31 | ¢/d 80,000 2017 Jan 5 By Cash A/C | 80,000
Total 80,000 Total 80,000
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Dr Salaries Account Cr
Date Particulars Amount (Rs.) | Date Particulars Amount (Rs.)
2017 Jan
2017 Jan 6 | To Cash A/C | 10,000 31 By Balance ¢/d | 10,000
Total 10,000 Total 10,000

Example 2: Journalise the following transactions, post them in the ledger and balance the
accounts on 31st January.

Jan 1% Srikanth started business with a capital of RS.10, 000

Jan 2™ He purchased goods from Mohan on credit of Rs.2,000
Jan 3™ He paid cash to Monhan Rs.1, 000

Jan 4™ He sold goods to Suresh Rs.2, 000

Jan 5" He received cash from Suresh RS.3, 000
Jan 6 He further purchased goods from Mohan Rs.2, 000
Jan 7" He paid cash to Mohan Rs.1, 000

Jan 8" He further sold goods to Suresh Rs.2, 000
Jan 9" He received cash from Suresh Rs.1, 000

Solution:

Journal Entries

Date

Particular

L.F [Debit Rs.

Credit Rs.

Cash A/C
To Capital A/C
(Being commencement of business)

Dr

10,000

10,000

Purchase A/C
To Monhan A/C
(Being purchase of goods on Credit)

2,000

2,000

Mohan A/C
To Cash A/C
(Being paymen of cash to Mohan)

1,000

1,000

Suresh A/C
To Sales A/C
(Being goods sold to suresh)

2,000

2,000

Cash A/C
To Suresh A/C
(Being cash received from Suresh)

3,000

3,000

Purchase A/C
To Mohan A/C

(Being purchase of goods from Mohan)

2,000

2,000
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Mohan A/C Dr 1,000
7 To Cash A/C 1,000
(Being payment of cash to Mohan)
Suresh A/C  Dr 2,000
8 To Sales A/C 2,000
(Being goods sold to suresh)
Cash A/C Dr 1,000
9 To Cash A/C 1,000
(Being cash received from Suresh)
Dr Cash A/C Cr
Date Particulars JF  |[Amount |Date Particulars JF  |Amount
Jan-1  [To Capital A/C 10,000  Jan-3 By Mohan A/C 1,000
Jan-5  |[To Suresh A/C 3,000 Jan-7 By Mohan A/C 1,000
Jan-9  |[To Suresh A/C 1,000 Jan-31 By Balance c/d 12,000
14,000 14,000
Feb-1 [To Balance b/d 12,000
Dr Capital A/C Cr
Date Particulars JF |Amount |Date Particulars JF  |Amount
Jan-31 [To Balance c/d 10,000 Jan-3 By Cash A/C 10,000
10,000 10,000
Feb-1 By Balance b/d 10,000
Dr Purchase A/C Cr
Date Particulars JF  |[Amount |Date Particulars JF  |Amount
Jan-2 Jan-To Mohan A/C To 2,000
6 Mohan A/C 2,000 Jan-31 By Balance c¢/d 4,000
4,000 4,000
Feb-1 To Balance b/d 4,000
Dr Mohan A/C Cr
Date Particulars JF  |Amount |Date Particulars JF  |Amount
Jan-3 To Cash A/C 1,000 Jan-2 By Purchases A/c 2,000
Jan-7 To Cash A/C 1,000 Jan-6 By Purchases A/C 2,000
Jan-31 To Balance c/d 2,000 Jan-31
4,000 4,000
Feb-1 To Balance b/d 4,000
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Dr Suresh A/C Cr

Date Particulars JF |Amount [Date Particulars JF |Amount
Jan-4 Jan-To Sales A/C To 2,000 Jan-5 Jan-By Cash A/C By 3,000
8 Suresh A/C 2,000 9 Cash A/C 1,000
4,000 4,000

Dr Sales A/C Cr

Date Particulars JF |Amount [Date Particulars JF  |Amount
Jan-31  [To Balance c/d 4,000 Jan-4 Jan-By Suresh A/C By 2,000
8 Suresh A/C 2,000
4,000 4,000
Feb-1 To Balance b/d 4,000

4.7. Trial Balance

The trial balance is a fundamental accounting report that verifies the accuracy of the
bookkeeping entries. It ensures that the sum of all debits equals the sum of all credits, which is
essential for the integrity of the double-entry accounting system. The primary purpose of the
trial balance is to provide a snapshot of the balances in all ledger accounts at a particular point
1n time.

Features of Trial Balance

1. Not an Account: The trial balance is a statement, not an account. It summarizes the
balances of all ledger accounts.

2. Contains Debit and Credit Balances: It lists the balances of all ledger accounts,
showing debits on one side and credits on the other.

3. Helps in Preparation of Final Accounts: The trial balance is a preliminary step in the
preparation of financial statements like the income statement and balance sheet.

4. Arithmetical Accuracy: It helps ensure that the total of debit balances equals the totalof
credit balances, thereby confirming the arithmetic accuracy of the books.

Format of the Trial Balance

Particulars Debit Amount Credit Amount

Balances of all assets,

expenses, losses XXXX

Balances of all liabilities,

incomes, gains, reserves XXXX
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Detailed Format

This format breaks down the balances into more specific categories such as debtors, creditors,

various types of accounts, and provisions.

Trial Balance as on December 31st, 201X

Particulars Debit Amount (Rs) | Particulars Credit Amount (Rs)
Debtors XXXX Creditors XXXX
All assets XXXX All liabilities XXXX
All  incomes and
All expenses XXXX gains XXXX
All losses XXXX Profits account XXXX
Purchases XXXX Loan account XXXX
Sales returns XXXX Bank overdraft XXXX
Drawings XXXX Sales XXXX
Stock XXXX Purchases returns XXXX
Provision for
Bills receivables XXXX doubtful debts XXXX
Provision for
Prepaid expenses XXXX discount on debtors | xxxx
All  reserves and
Incomes receivables | xxxx surpluses XXXX
All intangible assets | xxxx Bills payables XXXX
Incomes received in
advance XXXX
Capital XXXX
Total XXXX XXXX

Assets and Expenses: These typically appear on the debit side because they represent

resources owned and costs incurred by the business.

Liabilities and Incomes: These usually appear on the credit side because they represent

obligations and earnings of the business.
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Debits and Credits Must Balance: The total amount on the debit side must equal the total
amount on the credit side. If they do not balance, it indicates errors in the ledger entries, which
need to be identified and corrected.

Examples:

1) Prepare a trial balance as on December 31, 2014, from the below information:

Particulars Rs Particulars Rs
Sundry debtors 32,000 Bills payable 7,500
Stock 22,000 Purchases 218,870
Cash in hand 35 Cash at bank 1,545
Plant and machinery | 17,500 Sundry creditors 10,650
Trade expenses 1,075 Sales 234,500
Salaries 2,225 Carriage outward 400
Rent 900 Discounts (Dr) 1,100
Capital 79,500 Premises 34,500
Solution:
Trial Balance as on December 31, 2014
Particulars Debit Amount (Rs) Credit Amount (Rs)
Sundry debtors 32,000
Stock 22,000
Cash in hand 35
Cash at bank 1,545
Plant and machinery 17,500
Trade expenses 1,075
Salaries 2,225
Rent 900
Discounts (Dr) 1,100
Premises 34,500
Purchases 218,870
Bills payable 7,500
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Sundry creditors 10,650
Sales 234,500
Capital 79,500
Carriage outward 400
Total 332,150 332,150
2) From the following information prepare the trial balance
Particular Amount
Capital 42,100
Furniture 800
Discount received | 800
Bad debts 1,000
Drawings 900
Purchases 17,620
Rent Paid 1,120
Sales 35,320
Creditor 1,800
Sales returns 400
Purchases returns 600
Advertisement 500
Salaries 1,800
Investments 1,125
Discount allowed 100
Cash in hand 14,175
Cash at bank 41,600
Discount received | 520
Sol:
Trial Balance
Particulars Debit Amount Credit Amount
Capital - 42,100
Furniture 800 -
Discount received - 800
Bad debts 1,000 -
Drawings 900 -
Purchases 17,620 -
Rent Paid 1,120 -

148




Sales - 35,320
Creditor - 1,800
Sales returns 400 -
Purchases returns - 600
Advertisement 500 -
Salaries 1,800 -
Investments 1,125 -
Discount allowed 100 -
Cash in hand 14,175 -
Cash at bank 41,600 -
Discount received - 520
81,140 81,140

Prepare a Trial Balance with the following information:

Sr. No Name of Account Ba(l;r)lce Sr. No Name of Account
(i) |Capital 2,00,000| (i) [Stock
(iii) |Cash 1,80,000| (iv) |Debtors
(v)  Creditors 1,00,000) (vi) |Bank Loan
(vii) |Sales 3,00,000| (viii) |Purchases
Solution
Trial Balance
Debit Credit
S. No. Account Title Balance Balance
(Rs) (Rs)
(1) Capital 2,00,000
(i1) Stock 70,000
(i) | Cash 1,80,000
(iv) | Debtors 3,00,000
v) Creditors 1,00,000
(vi) | Bank Loan 1,50,000
(vii) | Sales 3,00,000
(viii) | Purchases 2,00,000
7,50,000 [ 7,50,000
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Prepare correct Trial Balance from the following Trial Balance in which there are certain mistakes:

Heads of Accounts Dr.3) | Cr.(})
Cost of Goods Sold 1,50,000
Closing Stock 40,000
Debtors 60,000
Creditors ..| 30,000
Fixed Assets 50,000
Opening Stock 60,000
Expenses 20,000
Sales ... | 2,00,000
Capital 90,000
Total 3,50,000 | 3,50,000
Solution
Trial Balance
S. No. Account Title ]zle;l;;t C(ligg)lt
(1) Cost of Goods Sold 1,50,000
(11) Closing Stock 40,000
(iii) | Debtors 60,000
(iv) [ Creditors 30,000
(v) Fixed Assets 50,000
(vi) | Expenses 20,000
(vii) | Sales 2,00,000
(viii) | Capital 90,000
3,20,000 | 3,20,000

4.8. Final Accounts

Final accounts provide a comprehensive overview of a business's financial performance and
position at the end of an accounting period. They are essential for determining profitability and
financial soundness. Final accounts are prepared from the trial balance, making the trial balance
a crucial link between ledger accounts and final accounts. The preparation of final accounts
involves two main stages:

1. Trading Account
2. Profit & Loss Account
3. Balance Sheet

4.8.1. Trading Account

The trading account is the first step in preparing final accounts. Its primary purpose is to
ascertain the gross profit or gross loss resulting from the buying and selling of goods. The
trading account includes:

1. Opening Stock: The value of goods available for sale at the beginning of the period.
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Purchases: Total goods bought for resale, including carriage inwards, less any
purchase returns.

. Direct Expenses: Expenses directly related to the production or procurement of goods,
such as freight, carriage inwards, customs duty, etc.

Sales: Total sales revenue, less any sales returns.

Closing Stock: The value of goods remaining unsold at the end of the period.
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Format of Trading Account

Dr Trading Account Cr
Particulars Amount (Rs) Particulars Amount (Rs)
To Opening Stock XXXX By Sales XXXX
To Purchases XXXX Less: Sales Returns | (XXXX)
Less: Purchase
Returns (XXXX) Net Sales XXXX
Net Purchases XXXX By Closing Stock XXXX
To Carriage Inwards | XXXX
To Freight XXXX
To Customs Duty XXXX
To Wages XXXX
To Gas, Water, Coal | XXXX
To Factory Rent XXXX
To Factory Insurance | XXXX
To Gross Profit c/d | XXXX
Total XXXX Total XXXX

4.8.2. Profit and Loss Account

The Profit and Loss Account, also known as the Income Statement, is a financial statement that
summarizes a company's revenues, expenses, and net profit or loss over a specific period. It
provides insights into the profitability of a business by comparing revenues earned against
expenses incurred during the accounting period.

Format of Trading & Profit and Loss Account:

Dr Trading & Profit & Loss Account Cr
Particulars Amount Particulars Amount
To Opening Stock XXXX By Sales XXXX
To Purchases XXXX Less: Returns (XXXX)

Net Purchases XXXX

To Carriage Inwards | XXXX
To Freight XXXX
To Customs Duty XXXX
To Wages XXXX
To Gas, Water, Coal | XXXX
To Factory Rent XXXX
To Works Manager

Salary XXXX
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1.

To Factory

Supervision XXXX

To Consumable

Stores XXXX

To Plant

Depreciation XXXX

To Gross profit (c/d) | xxxx

Total Expenses XXXX

To Gross Loss (b/d) | XXXX

To Salaries XXXX By Gross Profit (b/d) | XXXX
By Discount

To Rent, Taxes XXXX Received XXXX

To Insurance XXXX By Interest Received | XXXX

To Printing By Dividend

Stationery XXXX Received XXXX

To Advertisement XXXX By Rent Received XXXX
By Commission

To Carriage Outward | XXXX Received XXXX

To Bad Debts XXXX

To Repairs XXXX

To Depreciation XXXX

To Discount Allowed | XXXX

To Commission

Allowed XXXX

To Interest Paid XXXX

To Provision for

Doubtful Debts XXXX

To Postage XXXX

To General Expenses | XXXX

To Net Profit (c/d) XXXX

XXXX XXXX
Explanation
To Opening Stock: Represents the value of goods at the beginning of the accounting

period.

2. To Purchases: Total purchases made during the period, excluding any purchase returns.

To Carriage Inwards, Freight, Customs Duty, Wages, etc.: Various expenses incurred
during the period.

4. To Gross Profit (c/d): Gross profit calculated by deducting total expenses from total

incomes.
By Sales: Revenue generated from the sale of goods or services.
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6. By Gross Profit (b/d): Gross profit brought forward from the previous accounting

period.

7. By Discount Received, Interest Received, Dividend Received, Rent Received, etc.:

Different sources of income earned during the period.
8. To Net Loss (c/d): Net loss calculated by deducting total incomes from total expenses.
9. By Gross Loss (b/d): Gross loss brought forward from the previous accounting period.

4.8.3. Balance Sheet

The balance sheet is a crucial financial statement that provides a snapshot of a company's
financial position at a specific point in time. It presents a summary of a company's assets,
liabilities, and sharecholders' equity, also known as proprictorship or net worth. The balance
sheet is prepared after the trading and profit and loss accounts have been compiled and closed,
typically at the end of an accounting period, such as a fiscal year.

Importance of Balance Sheet

1. Financial Position: It reveals the financial health and stability of a business by showingwhat
it owns (assets), owes (liabilities), and what is left for the owners (equity).

2. Decision Making: It assists investors, creditors, and management in making informed

decisions about investing, lending, or managing the company's resources.
3. Financial Health: It helps in evaluating liquidity, solvency, and overall financial
performance over time.

Balance Sheet of [Company Name] as on [Date]

Capital &

Liabilities Amount (Rs) Assets Amount (Rs)

Capital XXXX Fixed Assets

Add: Net Profit XXXX - Land and Buildings | xxxx

Less: Drawings XXXX - Furniture XXXX
- Plant and
Machinery XXXX
- Vehicles XXXX

Loans XXXX Current Assets

All Reserves XXXX - Debtors XXXX
- Investments XXXX

Current Liability - Bills Receivables XXXX

Bank Overdraft XXXX Prepaid Expenses XXXX

Bills Payable XXXX Incomes Receivables | xxxx

Creditors XXXX Securities XXXX

Outstanding

Expenses XXXX Closing Stock XXXX

Incomes Received in

Advance XXXX Cash and Bank
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- Cash in Hand XXXX
- Cash at Bank XXXX
Intangible asset
- Goodwill XXXX
- Patents XXXX
- Copyright XXXX
- Trademarks XXXX
Total XXXX
Total Capital &
Liabilities XXXX Total Assets XXXX
Adjustments
Treatment in Trading & | Treatment in Balance
Adjustment Profit and Loss Account Sheet

1. Outstanding expenses

Added to respective expense
account

Shown as a liability

2. Prepaid expenses

Deducted from respective
expenses account

Shown as an asset

advance

3. Accrued incomes or | Added to the respective
incomes receivables Income account Shown as an asset
4. Incomes received in | Deducted from the

respective income account

Shown as a liability

6. Interest on capital

Shown on the debit side of
Profit and Loss Account

Added to capital

7. Depreciation

Shown on the debit side of
Profit and Loss Account

Deducted from respective
asset

Shown on the debit side of

8. Bad debts Profit and Loss Account Deducted from debtors
9. Provision/Reserve for bad | Shown on the debit side of
debts Profit and Loss Account Deducted from debtors

***Benchmarks to Remember When Preparing Final Accounts: ***

1. Read the problem carefully and mark the given adjustments, except for closing stock.

2. Prepare three statements: Trading Account, Profit and Loss Account, and Balance

Sheet.

3. Under the Trial Balance:

o All debit items that fall under the Trading Account and Profit and Loss Account
should be placed on the debit side. For the Balance Sheet, place these items on

the asset side, except for returns.
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4. Under the Trial Balance:

o All credit items that fall under the Trading Account and Profit and Loss Account
should be placed on the credit side. For the Balance Sheet, place these items on
the liability side, except for returns.

5. Record all expenses and losses on the debit side of the Profit and Loss Account.
6. Record all incomes and gains on the credit side of the Profit and Loss Account.

4.9. Preparation of Final Accounts

Examples 1: From the following trial balance and additional information of Mr.
Srikanth, prepare his final accounts for the year ending 31-3-2015.

Particulars Rs Particulars Rs
Building 280000 Capital 250000
Furniture 60000 Sales 265000
Opening stock 25000 Bank loan 100000
Advertising 5000 Commission 6000
Salaries 14000 Creditors 8000
Wages 3000
Purchases 190000
Discount 4000
Bad debts 2000
Interest on loan 6000
Returns inwards 10000
Debtors 30000

629000 629000
Adjustments:

1. Stock on 31-3-2015 was Rs. 35000.
2. Wages outstanding Rs.1000.

Sol:

Dr Trading Account of Mr.Srikanth for the year ending 31-03-2015  Cr
Particular Amount | Particular Amount
To Opening Stock 25000 By Sales 2,65,000

Less: Returns 10,000 | 2,55,000
To Purchases 1,90,000 | By Closing Stock 35,000
To Wages 3000
Add: Outstanding
wages 1000 | 4000
To Gross Profit 71,000
2,90,000 2,90,000
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Dr Profit and Loss Account of Mr.Srikanth for the year ending 31-03-2015 Cr

Particular Amount | Particular Amount
To Salaries 14,000 By Gross Profit 71,000
To Advertisement 5000 By Commission 6,000
To Discount 4000
To Interest On Loan | 6000
To Bad debts 2000
To Net Profit 46,000
77,000 77,000
Balance sheet as on 31-03-2015
Liabilities Amount Assets Amount
Capital 2,50,000 Building 2,80,000
+Net Profit 46,000 | 2,96.000
Outstanding wages 1000 Furniture 60,000
Bank Loan 1,00,000 Debtors 30,000
Creditors 8000 Closing stock 35,000
405000 405000
Example 2

From the following Trial balance of Prakash Foundry works, prepare trading account and profit
and loss account for the year ending March 31,2014.Also prepare a balance sheet as on that
date.

Trial Balance as on March 31, 2014

Debit Rs. Credit Rs.
balances(Dr.) balances(Cr.)
Electricity 14,000 Interest 16,000
Land 1,40,000 Discount 6,000
Interest 16,000 Sales 8,00,000
Wages 50,000 Returns 10,000
Opening Stock 20,000 Sundry Creditors | 60,000
Rent 24,000 Capital 3,02,000
Purchases 3,00,000 Bills Payable 15,000
Office Expenses | 30,000
Building 4,00,000
Salaries 90,000
Power gas and | 30,000
water
Returns 20,000
Furniture 15,000
Sundry Debtor 60,000

12,09,000 12,09,000

Adjustments:
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1. Outstanding Salaries Rs.10,000
2. Closing stock Rs.80,000
3. Depreciate Building @10 percent per annum.
4. Interest received in advance Rs.2,000
5. Write of bad debts Rs 10,000
Solutions:

Dr Trading Account in the Books of Prakash Cr
Particular Amount Amount Particular Amount | Amount
To opening 20,000 By sales 8,00,000
stock -sales returns

20,000 7,80,000
To purchases 3,00,000 By  closing 80,000
-purchase 10,000 2,90,000 stock
returns
To wages 50,000
To power gas 30,000
and water
To gross 4,70,000
profit(transfer
to p/l a/c)
8,60,000 8,60,000
Dr Profit And Loss Account of Prakash Cr
Particular Amount Amount Particular Amount Amount
To salaries 90,000 By  gross 4,70,000
+outstanding | 10,000 1,00,000 profit
salaries
To electricity 14,000 By discount 6000
received
To interest 16,000 By interest | 16,000
-received in | 2000 14,000
advance
To rent 24,000
To office 30,000
expenses
To 4,00,000*%10/100 | 40,000
depreciation
on building
To bad debts 10,000
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To

profit(transfer
to capital a/c)

net

2,56,000

4,90,000

4,90,000

Balance sheet As On 31% March 2014

Liabilities

Amount

Amount

Assets

Amount

Amount

Capital
+net profit

3,02,000
2,56,000

5,58,000

Land

1,40,000

Sundry
creditors

60,000

Furniture

15,000

Bills payable

15,000

Building
-depreciation

4,00,000
40,000

3,60,000

Outstanding
salaries

10,000

Sundry debtors
-bad debts

60,000
10,000

50,000

Interest
received 1n
advance

2,000

Closing stock

80,000

6,45,000

6,45,000

Important Questions

Short Questions:

el A Sl ol

Long Questions:

A

Define Bookkeeping and Accounting.
Define Double Entry Bookkeeping System.
Explain Debit and Credit Rules.
Define Accounting. What are the Objectives of Accounting?
Explain the importance of accounting in decision making.

Define Trial Balance. Explain its statement.
What is the Business Entity Concept?
What is Ledger?

Define Accounting. Give the Classification of Accounts.
Explain various accounting concepts and conventions.
Describe the Accounting process in detail.

Write a note on the following: a) Journal b) Ledger c) Trial balance
Journalise the following Transactions:

Date

Particular

Amount

2020 Jan 1

Mr.Srikanth Started business with cash

80,000

Jan 3

Goods purchased for cash

30,000
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Jan 5 Goods Purchased from Mr.Sandeep 5,000
Jan7 Goods sold for Cash 10,000
Jan 10 Goods sold to prakash 30,000
Jan 12 Cash paid to Ramakrishna 3,000
Jan 15 Cash received from kamalakar 10,000
Jan 21 Paid for wages 1,500
Jan 25 Purchased furniture from shravan for cash | 5,000
Jan 28 Paid rent 5,000
Jan 30 Interest received 2,000
Jan 31 Paid for salaries 4,000

6. From the following trial balance and additional information of Mr. Srikanth,
prepare his final accounts for the year ending 31-3-2015.

Particulars Rs Particulars Rs
Building 280000 Capital 250000
Furniture 60000 Sales 265000
Opening stock 25000 Bank loan 100000
Advertising 5000 Commission 6000
Salaries 14000 Creditors 8000
Wages 3000
Purchases 190000
Discount 4000
Bad debts 2000
Interest on loan 6000
Returns inwards 10000
Debtors 30000

629000 629000

Adjustments:
1. Stock on 31-3-2015 was Rs. 35000.
2. Wages outstanding Rs.1000.

Objective Type Questions:

Multiple Choice Questions (MCQs)

1. Which of the following is NOT an accounting concept?

A) Consistency

B) Going concern

C) Profit maximization
D) Accrual




Answer: C

2. The accounting equation is:

A) Assets = Liabilities + Owner's Equity
B) Assets = Liabilities - Owner's Equity
C) Assets = Revenue + Expenses

D) Assets = Income - Expenses

Answer: A

3. The double-entry system of accounting means:

A) Each transaction affects one account

B) Each transaction affects two accounts

C) Each transaction affects the balance sheet only

D) Each transaction affects the income statement only
Answer: B

4. Which type of account has the rule "Debit the receiver, credit the giver"?
A) Real account

B) Personal account

C) Nominal account

D) Asset account

Answer: B

5. A journal is also known as:
A) Ledger

B) Account book

C) Book of original entry

D) Book of secondary entry
Answer: C

6. Posting to the ledger is done from:
A) Trial balance

B) Journal entries

() Financial statements

D) Balance sheet

Answer: B

7. Which financial statement shows the financial position of a business at a specific point in
time?

A) Income statement

B) Statement of cash flows

C) Statement of retained earnings

D) Balance sheet

Answer: D
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8. The preparation of the trial balance helps to:
A) Detect errors in the journal

B) Detect errors in the ledger

C) Prepare the income statement

D) Prepare the balance sheet

Answer: B

9. Revenue is recognized when it is:
A) Earned and realized

B) Received in cash

C) Recorded in the journal

D) Included in the trial balance
Answer: A

10. Expenses are recognized when they are:
A) Paid in cash

B) Incurred

C) Recorded in the journal

D) Included in the trial balance

Answer: B

11. Which of the following is an asset?
A) Accounts payable

B) Inventory

C) Revenue

D) Capital

Answer: B

12. Which of the following accounts normally has a credit balance?
A) Cash

B) Accounts receivable

C) Revenue

D) Expenses

Answer: C

13. The principle of conservatism in accounting means:
A) Recognizing expenses as soon as possible

B) Overstating assets and income

C) Understating liabilities

D) Recognizing revenues when they are certain
Answer: A

14. The statement of cash flows is divided into which three activities?
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A) Operating, investing, and financing
B) Operating, income, and expense

() Investing, financing, and expense
D) Revenue, expense, and capital
Answer: A

15. In the accounting equation, if assets increase by $5,000 and liabilities increase by $2,000,
then owner’s equity must:

A) Decrease by $3,000

B) Increase by $3,000

C) Increase by $7,000

D) Decrease by $7,000

Answer: B

16. Which of the following is NOT a financial statement?
A) Balance sheet

B) Income statement

C) Statement of cash flows

D) Statement of accounts

Answer: D

17. Closing entries are made:

A) At the end of each month

B) At the end of each year

C) At the beginning of each year
D) Daily

Answer: B

18. Which account is used to record the withdrawal of cash or other assets by the owner?
A) Capital account

B) Drawing account

C) Revenue account

D) Expense account

Answer: B

19. Which type of account is affected when equipment is purchased on credit?
A) Asset and liability accounts

B) Revenue and expense accounts

() Liability and capital accounts

D) Asset and revenue accounts

Answer: A

20. Depreciation is:
A) An increase in the value of an asset over time
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B) A decrease in the value of an asset over time
C) An increase in revenue

D) A decrease in expenses

Answer: B

Fill in the Blanks

1. The concept assumes that the business will continue to operate indefinitely.
Answer: going concern

2. The principle states that expenses should be matched with revenues.
Answer: matching

3. The double-entry system requires that each transaction affects at least accounts.
Answer: two

4. In the accounting equation, are what the company owes to others.
Answer: liabilities

5. The book of original entry is known as the
Answer: journal

6. The process of transferring entries from the journal to the ledger is called
Answer: posting

7. A trial balance is prepared to check the of debits and credits.
Answer: equality

8. Revenue is recorded when it is , regardless of when cash is received.
Answer: earned

9. Expenses are recorded when they are , regardless of when they are paid.
Answer: incurred

10. The is a financial statement that shows the profitability of a business over a
specific period.
Answer: income statement

11. The basis of accounting records revenues and expenses when they are
incurred, regardless of when cash is exchanged.

Answer: accrual

12. Assets minus liabilities equal
Answer: owner's equity

164




13. The principle dictates that financial information should be presented in a way
that makes it easy to compare different periods.
Answer: consistency

14. The convention states that accountants should choose the method that has the
least favorable impact on the financial statements.
Answer: conservatism

15. An is a detailed record of the changes in a particular asset, liability, or owner's
equity during a period.
Answer: account

16. The is a summary of a company’s financial performance over a specific
period, including revenues, expenses, and net income.
Answer: income statement

17. The statement provides information about a company’s cash inflows and
outflows during an accounting period.
Answer: cash flow

18. are resources owned by a business that are expected to provide future economic
benefits.
Answer: Assets

19. represents the residual interest in the assets of the entity after deducting
liabilities.

Answer: Owner’s equity

20. When preparing final accounts, the is prepared first to ensure that the ledger

accounts are balanced.
Answer: trial balance
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