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Lecture 1

Contents

Origin

Definition

Tips Definitions

Authorized Definitions

Origin: The word ‘Accounting’ comes from the Latin word ‘Calculi’ 
which means to count. But academically, accounting is originated from 
the work of Luca Pacioli, an Italian Renaissance mathematician.

Definition: Accounting is an information system that identifies, records, 
and communicates the economic events of an organization to interested 
users. Accounting is a set of concepts and techniques that are used to meas-
ure and report financial information about an economic unit. The economic 
unit is generally considered to be a separate enterprise. The information is 
reported to a variety of different types of interested parties. These include 
business managers, owners, creditors, governmental units, financial ana-
lysts, and even employees. In one way or another, these users of accounting 
information tend to be concerned about their own interests in the entity.

Business managers need accounting information to make sound lead-
ership decisions. Investors hope for profits that may eventually lead to 
distributions from the business (e.g., “dividends”). Creditors are always 
concerned about the entity’s ability to repay its obligations. Governmen-
tal units need information to tax and regulate. Analysts use accounting 
data to form opinions on which they base investment recommendations. 
Employees want to work for successful companies to further their indi-
vidual careers, and they often have bonuses or options tied to enterprise 
performance. Accounting information about specific entities helps satisfy 
the needs of all these interested parties.

Tips Definitions; Some well-known tips definition of accounting are as follows:

1. Accounting is the language of business.

2. Accounting is the service activity.

3. Accounting is the information system.
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4. Accounting is the current economic reality.

5. Accounting is the historical records.

6. Accounting is the reporting commodity.

7. Accounting is the responsive ideology.

8. Accounting is the controlling mechanism.

9. Accounting is the ethics of fairness and neutrality.

10.  Accounting is the responsible profession.

Authorized Definitions: Some well-known tips definition of accounting 
is as follows:

1. According to FASB, ‘Accounting is the service activity of finan-
cial recording and reporting.’

2. According to AICPA, ‘Accounting is the art of recording, clas-
sifying and summarizing, ina significant manner and in terms 
of money, transactions and events which are, in partat least, of a 
financial character, and interpreting the results thereof.’

3. According to AAA, ‘Accounting is the process of identifying, 
measuring, andcommunicating economic information to permit 
informed judgments and decisions byuser of the information.’ The 
documentation.

Examples: The followings are the examples of accounting:

1. The activities of an accountant,

2. Banking documentation,

The activities of company accountants, etc.

Lecture 2

Contents

Objective of Accounting

Importance of Accounting

Functions of Accounting



Basic Accounting

3

Objective of Accounting

Objective of accounting may differ from business to business depend-
ing upon their specific requirements. However, the following are the 
general objectives of accounting.

i) To keeping systematic record: It is very difficult to remember all the 
business transactions that take place. Accounting serves this purpose of 
record keeping by promptly recording all the business transactions in the 
books of account.

ii) To ascertain the results of the operation: Accounting helps in 
ascertaining result i.e., profit earned or loss suffered in business during 
a particular period. For this purpose, a business entity prepares either 
a Trading and Profit and Loss account or an Income and Expenditure 
account which shows the profit or loss of the business by matching the 
items of revenue and expenditure of the some period.

iii) To ascertain the financial position of the business: In addition to 
profit, a businessman must know his financial position i.e., availability of 
cash, position of assets and liabilities etc. This helps the businessman to 
know his financial strength. Financial statements are barometers of health 
of a business entity.

iv) To portray the liquidity position: Financial reporting should provide 
information about how an enterprise obtains and spends cash, about its 
borrowing and repayment of borrowing, about its capital transactions, 
cash dividends and other distributions of resources by the enterprise to 
owners and about other factors that may affect an enterprise’s liquidity 
and solvency.

v) To protect business properties: Accounting provides upto date infor-
mation about the various assets that the firm possesses and the liabilities the 
firm owes, so that nobody can claim a payment which is not due to him.

vi) To facilitate rational decision – making: Accounting records and 
financial statements provide financial information which help the busi-
ness in making rational decisions about the steps to be taken in respect of 
various aspects of business.

vii) To satisfy the requirements of law: Entities such as companies, 
societies, public trusts are compulsorily required to maintain accounts 
as per the law governing their operations such as the Companies Act, 
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Societies Act, and Public Trust Act etc. Maintenance of accounts is also 
compulsory under the Sales Tax Act and Income Tax Act. 

Importance of Accounting

i) Owners: The owners provide funds or capital for the organization. 
They possess curiosity in knowing whether the business is being con-
ducted on sound lines or not and whether the capital is being employed 
properly or not. Owners, being businessmen, always keep an eye on the 
returns from the investment. Comparing the accounts of various years 
helps in getting good pieces of information.

ii) Management: The management of the business is greatly interested 
in knowing the position of the firm. The accounts are the basis, the man-
agement can study the merits and demerits of the business activity. Thus, 
the management is interested in financial accounting to find whether the 
business carried on is profitable or not. The financial accounting is the 
“eyes and ears of management and facilitates in drawing future course of 
action, further expansion etc.”

iii) Creditors: Creditors are the persons who supply goods on credit, or 
bankers or lenders of money. It is usual that these groups are interested 
to know the financial soundness before granting credit. The progress 
and prosperity of the firm, two which credits are extended, are largely 
watched by creditors from the point of view of security and further credit. 
Profit and Loss Account and Balance Sheet are nerve centres to know the 
soundness of the firm.

iv) Employees: Payment of bonus depends upon the size of profit earned 
by the firm. The more important point is that the workers expect regular 
income for the bread. The demand for wage rise, bonus, better work-
ing conditions etc. depend upon the profitability of the firm and in turn 
depends upon financial position. For these reasons, this group is interested 
in accounting.

v) Investors: The prospective investors, who want to invest their money 
in a firm, of course wish to see the progress and prosperity of the firm, 
before investing their amount, by going through the financial statements 
of the firm. This is to safeguard the investment. For this, this group is 
eager to go through the accounting which enables them to know the safety 
of investment.
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vi) Government: Government keeps a close watch on the firms which 
yield good amount of profits. The state and central Governments are inter-
ested in the financial statements to know the earnings for the purpose of 
taxation. To compile national accounting is essential.

vii) Consumers: These groups are interested in getting the goods at 
reduced price. Therefore, they wish to know the establishment of a proper 
accounting control, which in turn will reduce to cost of production, in turn 
less price to be paid by the consumers. Researchers are also interested in 
accounting for interpretation.

viii) Research Scholars: Accounting information, being a mirror of the 
financial performance of a business organization, is of immense value to 
the research scholar who wants to make a study into the financial opera-
tions of a particular firm. To make a study into the financial operations of a 
particular firm, the research scholar needs detailed accounting information 
relating to purchases, sales, expenses, cost of materials used, current assets, 
current liabilities, fixed assets, long-term liabilities and share-holders funds 
which is available in the accounting record maintained by the firm.

Functions of Accounting

i) Record Keeping Function: The primary function of accounting relates 
to recording, classification and summary of financial transactions-jour-
nalisation, posting, and preparation of final statements. These facilitate to 
know operating results and financial positions. The purpose of this func-
tion is to report regularly to the interested parties by means of financial 
statements. Thus accounting performs historical function i.e., attention on 
the past performance of a business; and this facilitates decision making 
programme for future activities.

ii) Managerial Function:Decision making programme is greatly 
assisted by accounting. The managerial function and decision making 
programmes, without accounting, may mislead. The day-to-day opera-
tions are compared with some pre- determined standard. The variations 
of actual operations with pre-determined standards and their analysis is 
possible only with the help of accounting.

iii) Legal Requirement function: Auditing is compulsory in case of 
registered firms. Auditing is not possible without accounting. Thus 
accounting becomes compulsory to comply with legal requirements. 
Accounting is a base and with its help various returns, documents, state-
ments etc., are prepared.
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iv) Language of Business: Accounting is the language of business. Var-
ious transactions are communicated through accounting. There are many 
parties-owners, creditors, government, employees etc., who are interested 
in knowing the results of the firm and this can be communicated only 
through accounting. The accounting shows a real and true position of the 
firm or the business.

Lecture 3

Contents

Advantages of Accounting

Limitations of Accounting

Accounting Cycle

Advantages of Accounting

The following are the advantages of accounting to a business:

i) It helps in having complete record of business transactions.

ii) It gives information about the profit or loss made by the business at the 
close of a year and its financial conditions. The basic function of account-
ing is to supply meaningful information about the financial activities of 
the business to the owners and the managers.

iii) It provides useful information form making economic decisions,

iv) It facilitates comparative study of current year’s profit, sales, expenses 
etc., with those of the previous years.

v) It supplies information useful in judging the management’s ability to uti-
lise enterprise resources effectively in achieving primary enterprise goals.

vi) It provides users with factual and interpretive information about trans-
actions and other events which are useful for predicting, comparing and 
evaluation the enterprise’s earning power.



Basic Accounting

7

vii) It helps in complying with certain legal formalities like filing of 
income- tax and sales-tax returns. If the accounts are properly maintained, 
the assessment of taxes is greatly facilitated.

Limitations of Accounting

i) Accounting is historical in nature: It does not reflect the current finan-
cial position or worth of a business.

ii) Transactions of non-monetary mature do not find place in accounting. 
Accounting is limited to monetary transactions only. It excludes qualitative 
elements like management, reputation, employee morale, labor strike etc.

iii) Facts recorded in financial statements are greatly influenced by 
accounting conventions and personal judgements of the Accountant or 
Management. Valuation of inventory, provision for doubtful debts and 
assumption about useful life of an asset may, therefore, differ from one 
business house to another.

iv) Accounting principles are not static or unchanging-alternative 
accounting procedures are often equally acceptable. Therefore, account-
ing statements do not always present comparable data

v) Cost concept is found in accounting. Price changes are not considered. 
Money value is bound to change often from time to time. This is a strong 
limitation of accounting.

vi) Accounting statements do not show the impact of inflation.

vii) The accounting statements do not reflect those increase in net asset 
values that are not considered realized.

Accounting Cycle

Meaning of Accounting Cycle

An accounting cycle is a complete sequence of accounting process, that 
begins with the recording of business transactions and ends with the 
preparation of final accounts.
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Accounting Cycle

When a businessman starts his business activities, he records the day-to-
day transactions in the Journal. From the journal the transactions move 
further to the ledger where accounts are written up. Here, the combined 
effect of debit and credit pertaining to each account is arrived at in the 
form of balances.

To prove the accuracy of the work done, these balances are transferred to 
a statement called trial balance. Preparation of trading and profit and loss 
account is the next step. The balancing of profit and loss account gives the 
net result of the business transactions. To know the financial position of 
the business concern balance sheet is prepared at the end. 

These transactions which have completed the current accounting year, 
once again come to the starting point -the journal-and they move with 
new transactions of the next year. Thus, this cyclic movement of the 
transactions through the books of accounts (accounting cycle) is a 
continuous process.

The term, accounting cycle, refers to the steps involved in accounting for 
all of the business activities during an accounting period.

These steps are repeated each reporting period.
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There are ten steps to the accounting cycle. Step one – begins with Iden-
tifying and analyzing transactions. Step two – Recording in the journal. 
Step three – Posting to the ledger. Step four – prepare unadjusted trial bal-
ance. Step five – adjusting entries. Step six – prepare adjusted trial balance. 
Step Seven – prepare financial statements. Step eight – closing entries. Step 
nine – Prepare a post-closing trial balance and Step Ten – Reverse.

It’s important that you realize when the steps occur. Steps 1 through 3 
occur often throughout the accounting time period. Steps 4 through 10 
occur only at the end of the accounting period.

The accounting process begins with analyzing transactions. The company 
first looks at the source documents which describe the transactions and 
events. Source documents can be either hard copy or electronic. Some 
examples of source documents include bank statements, checks, and pur-
chase orders.

After analyzing the transactions, events and source documents, the company 
is now ready to complete step 2, journalize. When the company journalizes 
the accountant applies the rules of double-entry accounting. Remember that 
double-entry accounting means that each transaction must be recorded in at 
least two accounts or that the debits must equal the credits.

After applying the rules of debits and credits, the accountant should then 
record the transactions in a journal, or journalize. A journal is a complete 
record of each transaction. It’s easy to remember, because journal entry 
has the word journal in it!

The third step in the accounting cycle is to posting. This sounds compli-
cated but it’s actually very easy. Posting involves transferring information 
from the journal to the ledger. A ledger is simply a collection of all 
accounts – it shows all of the number detail about a company’s accounts.

In this posting example, notice how the journal entry that includes a debit 
to cash and credit to common stock is posted to the ledger with a debit of 
$25,000 in the cash account and a credit of $25,000 in the common stock 
account. When we post, we are simply transferring the debits and credits 
from the journal to the ledger.

To verify that the companies debits equals the credits, an unadjusted 
trial balance is prepared. A trial balance is a list of all accounts and their 
balances at a point in time. This is the fourth step of the accounting 
cycle. The information used in a trial balance comes from the ledger. The 
account balances from the ledger is used to create the trial balance. We 
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call this trial balance an unadjusted trial balance because it is prepared 
before the adjusting entries.

Here’s an example of the trial balance, notice how the account balances 
are listed in the appropriate debit and credit column. The purpose of the 
trial balance is to verify that the debits equal the credits. It does not guar-
antee that no errors were made.

The fifth step in the accounting cycle is to prepare adjusting entries. Adjust-
ing entries involve bringing an asset or liability account balance to its proper 
amount and updating the corresponding revenue or expense account.

Adjusting entries are recorded in the general journal and then posted to the 
ledger. All adjusting entries are made at the end of the accounting time period.

After the adjusting entries have been posted, the accountant prepares 
another trial balance. This trial balance is called the adjusted trial balance 
because it is prepared AFTER the adjusting entries.

This trial balance is used to verify that the debits equal the credits and 
also is used to prepare the financial statements.

Now that the adjusted trial balance has been prepared the next step is to 
prepare the financial statements.

The financial statements must be prepared in a very specific order. The 
order for the financial statements is: income statement, statement of 
retained earnings, balance sheet, and then statement of cash flows.

This order is important because information provided in the income state-
ment is used in the statement of retained earnings, and information from 
the statement of retained earnings is used in the balance sheet.

Step eight in the accounting cycle is to prepare the closing entries. Clos-
ing entries are prepared after the financial statements are completed. The 
purpose of closing entries is to prepare the accounts for recording trans-
actions and events for the next period. The accountant is now getting the 
books ready for next year!

Step nine, and for many companies the last step in the accounting cycle, 
is to prepare a post-closing trial balance.

A post-closing trial balance should only contain the debit and credit bal-
ance for permanent accounts, because these are the only accounts that are 
remaining after the closing process.
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Once again the purpose of this trial balance is to ensure that the debits 
equal the credits and that all temporary accounts have a zero balance.

For many companies this is the last step in the accounting cycle, the 
company is now ready to start the new accounting period. However, some 
companies, complete one more step in the accounting cycle, step 10, or 
reversing entries. Reversing entries are optional. These entries reverse 
certain adjustments in the next period. 

Lecture 4

Contents

Account and Accounting

The steps in the accounting process

The users of accounting information

Bases of Accounting

Accountancy, Accounting and Book-keeping
Accountancy refers to a systematic knowledge of accounting.

It explains “why to do” and “how to do” of various aspects of accounting. It 
tells us why and how to prepare the books of accounts and how to summa-
rize the accounting information and communicate it to the interested parties.

Accounting refers to the actual process of preparing and presenting the 
accounts. In other words, it is the art of putting the academic knowledge 
of accountancy into practice.

Book-keeping is a part of accounting and is concerned with record keeping or 
maintenance of books of accounts. It is often routine and clerical in nature.

Relationship between Accountancy, Accounting 
and Book-keeping
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Book-keeping provides the basis for accounting and it is complementary 
to accounting process. Accounting begins where book-keeping ends. 
Accountancy includes accounting and book-keeping. The terms Account-
ing and Accountancy are used synonymously. This relationship can be 
easily understood with the help of the following diagram.

Account and Accounting

Account: An accounting record, in which the results of transactions 
are accumulated, shows increase, decrease, and database. It is a record 
of financial transactions, credit extended and commercial relationship 
involving credit, a customer, and a financial fund.

Accounting: It refers to the systemic recording, reporting and analysis of 
financial transactions of a business.

According to the American Accounting Association (AAA) - 
“Accounting refers to the process of identifying measuring and 
communicating economic information to permit informed judgment 
and decisions by users of the information”

So. Accounting can be defined as the recording, classifying, summarizing 
and interpreting in a significant manner and in terms of money, transac-
tions and events of a financial character.
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Objectives of Accounting

The main objectives of accounting are

i. to maintain accounting records.

ii. to calculate the result of operations.

iii. to ascertain the financial position. 

iv. to communicate the information to users.

Process of Accounting

The process of accounting as per the above definition is given below:

In order to accomplish its main objective of communicating information 
to the users, accounting embraces the following functions.

i. Identifying: Identifying the business transactions from the source 
documents.

ii. Recording: The next function of accounting is to keep a system-
atic record of all business transactions, which are identified in 
an orderly manner, soon after their occurrence in the journal or 
subsidiary books.

iii. Classifying: This is concerned with the classification of the 
recorded business transactions so as to group the transactions of 
similar type at one place. i.e., in ledger accounts. In order to verify 
the arithmetical accuracy of the accounts, trial balance is prepared.

iv. Summarising: The classified information available from the trial 
balance are used to prepare profit and loss account and balance 
sheet in a manner useful to the users of accounting information.

v. Analysing: It establishes the relationship between the items of 
the profit and loss account and the balance sheet. The purpose of 
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analysing is to identify the financial strength and weakness of the 
business. It provides the basis for interpretation.

vi. Interpreting: It is concerned with explaining the meaning and 
significance of the relationship so established by the analysis. 
Interpretation should be useful to the users, so as to enable them to 
take correct decisions.

vii. Communicating: The results obtained from the summarised, 
analysed and interpreted information are communicated to the 
interested parties.

The users of accounting information

The information that a user of financial information needs depends upon 
the kinds of decisions the user makes. There are two broad groups of users 
of financial information: internal users and external users.

Internal users: Internal users of accounting information are:

Managers: Managers need accounting information to know the growth 
of organization,to compare the budget with actual result, to evaluate their 
performance etc.

Finance Directors: Finance director needs accounting information to know 
the financial condition of organization, to collect funds, and effective and 
efficient italicization of that fund. He makes the investment decisions.

Company Officers: Then need accounting information to do everyday 
work to achieve the goals of the organization.

Production Supervisors: Then needs accounting information to know 
the growth of production, to compare the budget with actual result, to 
evaluate their performance etc.

Employees: Employees of the organization required to know the account-
ing information to the evaluation of the outcome of the organization and 
for the appraisal of their performance during the year.

External users: There are several types of external users of accounting 
information:

Investors: Investors (owners, share holders, directors) use accounting 
information to make decisions to buy, hold or sell stocks of the respective 
organizations.
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Creditors: Creditors (such as suppliers, bankers, NGOs. Cooperative 
societies and other financial institutions) use accounting information to 
evaluate the risks of granting credit or lending fund.

Tax Authority: Tax authority uses accounting information to compute tax 
liability of the respective organizations.

Regulatory Agency: Regulatory agency monitor whether the companies/
organization: are operating within prescribed rules.

Labor unions: Labor unions want to know whether the owners can pay 
increased wage: and benefits to the employees of the organizations.

Customers: Customers are interested in whether a company will continue 
tohonor product warranties and extended its product lines

Basis of Accounting

There are three basis of accounting in common usage. Any one of the 
following basis may be used to finalise accounts.

1. Cash basis

2. Accrual or Mercantile basis

3. Mixed or Hybrid basis.

Accounting on ‘Cash basis

Under cash basis accounting, entries are recorded only when cash is 
received or paid. No entry is passed when a payment or receipt becomes 
due. Income under cash basis of accounting, therefore, represents excess 
of receipts over payments during an accounting period. Government 
system of accounting is mostly on cash basis. Certain professional people 
record their income on cash basis, but while recording expenses they take 
into account the outstanding expenses also. In such a case, the financial 
statements prepared by them for determination of their income is termed 
as Receipts and Expenditure Account.

Accrual Basis of Accounting or Mercantile System

Under accrual basis of accounting, accounting entries are made on the 
basis of amounts having become due for payment or receipt. Incomes are 
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credited to the period in which they are earned whether cash is received 
or not. Similarly, expenses and losses ere detailed to the period in which, 
they arc incurred, whether cash is paid or not. The profit or loss of any 
accounting period is the difference between incomes earned and expenses 
incurred, irrespective of cash payment or receipt. All outstanding 
expenses and prepaid expenses, accrued incomes and incomes received in 
advance are adjusted while finalising the accounts. Under the Companies 
Act 1956, all companies are required to maintain the books of accounts 
according to accrual basis of accounting.

Mixed or Hybrid Basis of Accounting

When certain items of revenue or expenditure are recorded in the books 
of account on cash basis and certain items on mercantile basis, the basis 
of accounting so employed is called ‘hybrid basis of accounting’. For 
example, a company may follow mercantile system of accounting in 
respect of its export business. However, government subsidies and duty 
drawbacks on exports to be received from government are recorded only 
when they are actually received i.e., on cash basis. Such a method could 
be adopted because of uncertainty with respect of quantum, amount 
and time of receipt of such incentives and drawbacks. Such a method 
of accounting followed by the company is called the hybrid basis of 
accounting. In practice, the profit or loss shown under this basis will not 
be realistic. Conservative people who prefer recognising income when 
received but cautious to provide for all expenses, whether paid or not 
prefer this system. It is not widely practised due to the inconsistency.

Lecture 5

Contents

Accounting Terminology

Accounting Terminology / Basic Accounting Terms

It is necessary to understand some basic accounting terms which are daily 
in business world. These terms are called accounting terminology.
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Transaction

“An event the recognition of which gives rise to an entry in accounting 
records. It is an event which results in change in the balance sheet equa-
tion. That is, which changes the value of assets and equity. In a simple 
statement, transaction means the exchange of money or moneys worth 
from one account to another account Events like purchase and sale of 
goods, receipt and payment of cash for services or on personal accounts, 
loss or profit in dealings etc., are the transactions”.Cash transaction is one 
where cash receipt or payment is involved in the exchange.

Credit transaction, on the other hand, will not have ‘cash’ either received 
or paid, for something given or received respectively, but gives rise to 
debtor and creditor relationship. Non-cash transaction is one where the 
question of receipt or payment of cash does not at all arise, e.g. Deprecia-
tion, return of goods etc.,

Debtor

A person who owes money to the firm mostly on account of credit sales 
of goods is called a debtor. For example, when goods are sold to a person 
on credit that person pays the price in future, he is called a debtor because 
he owes the amount to the firm.

Creditor

A person to whom money is owing by the firm is called creditor. For 
example, Madan is a creditor of the firm when goods are purchased on 
credit from him

Capital

It means the amount (in terms of money or assets having money value) 
which the proprietor has invested in the firm or can claim from the firm. 
It is also known as owner’s equity or net worth. Owner’s equity means 
owner’s claim against the assets. It will always be equal to assets less 
liabilities, say:

Capital = Assets - Liabilities.
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Liability

It means the amount which the firm owes to outsiders that is, excepting 
the proprietors. In the words of Finny and Miller, “Liabilities are debts; 
they are amounts owed to creditors; thus the claims of those who ate not 
owners are called liabilities”. In simple terms, debts repayable to outsid-
ers by the business are known as liabilities.

Asset

Any physical thing or right owned that has a money value is an asset. 
In other words, an asset is that expenditure which results in acquiring of 
some property or benefits of a lasting nature.

Goods

It is a general term used for the articles in which the business deals; that is, 
only those articles which are bought for resale for profit are known as Goods.

Revenue

It means the amount which, as a result of operations, is added to the 
capital. It is defined as the inflow of assets which result in an increase in 
the owner’s equity. It includes all incomes like sales receipts, interest, 
commission, brokerage etc., However, receipts of capital nature like addi-
tional capital, sale of assets etc., are not a pant of revenue.

Expense

The terms ‘expense’ refers to the amount incurred in the process of 
earning revenue. If the benefit of an expenditure is limited to one year, 
it is treated as an expense (also know is as revenue expenditure) such as 
payment of salaries and rent.

Expenditure

Expenditure takes place when an asset or service is acquired. The pur-
chase of goods is expenditure, where as cost of goods sold is an expense. 
Similarly, if an asset is acquired during the year, it is expenditure, if it is 
consumed during the same year, it is also an expense of the year.
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Purchases

Buying of goods by the trader for selling them to his customers is known 
as purchases. As the trade is buying and selling of commodities purchase 
is the main function of a trade. Here, the trader gets possession of the 
goods which are not for own use but for resale. Purchases can be of two 
types. viz, cash purchases and credit purchases. If cash is paid immedi-
ately for the purchase, it is cash purchases, If the payment is postponed, it 
is credit purchases.

Lecture 6
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Accounting Terminology (Continued)

The Assumptions of Accounting

Roles of Accounting

Sales

When the goods purchased are sold out, it is known as sales. Here, the pos-
session and the ownership right over the goods are transferred to the buyer. 
It is known as. ‘Business Turnover’ or sales proceeds. It can be of two types, 
viz.,, cash sales and credit sales. If the sale is for immediate cash payment, it 
is cash sales. If payment for sales is postponed, it is credit sales.

Stock

The goods purchased are for selling, if the goods are not sold out fully, a 
part of the total goods purchased is kept with the trader unlit it is sold out, 
it is said to be a stock. If there is stock at the end of the accounting year, it 
is said to be a closing stock. This closing stock at the year end will be the 
opening stock for the subsequent year.

Drawings

It is the amount of money or the value of goods which the proprietor takes 
for his domestic or personal use. It is usually subtracted from capital.
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Losses

Loss really means something against which the firm receives no benefit. 
It represents money given up without any return. It may be noted that 
expense leads to revenue but losses do not. (e.g.) loss due to fire, theft 
and damages payable to others,

Account

It is a statement of the various dealings which occur between a customer 
and the firm. It can also be expressed as a clear and concise record of 
the transaction relating to a person or a firm or a property (or assets) or a 
liability or an expense or an income.

Invoice

While making a sale, the seller prepares a statement giving the particulars 
such as the quantity, price per unit, the total amount payable, any deductions 
made and shows the net amount payable by the buyer. Such a statement is 
called an invoice.

Voucher

A voucher is a written document in support of a transaction. It is a proof 
that a particular transaction has taken place for the value stated in the 
voucher. Voucher is necessary to audit the accounts. It may be in the form 
of cash receipts, Cash memo, Bank pay slip etc.

Proprietor

The person who makes the investment and bears all the risks connected 
with the business is known as proprietor.

Discount

When customers are allowed any type of deduction in the prices of 
goods by the businessman that is called discount. When some discount is 
allowed in prices of goods on the basis of sales of the items, that is termed 
as trade discount, but when debtors are allowed some discount in prices 
of the goods for quick payment, that is termed as cash discount.
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Solvent

A person who has assets with realizable values which exceeds his liabili-
ties is insolvent.

Insolvent

A person whose liabilities are more than the realizable values of his assets 
is called an insolvent.

The Assumptions of Accounting

Accounting concepts are the principles, measurement, techniques and 
standard of presentation used in financial statements. These concepts 
are derived from generally accepted accounting principles, adopted by 
accounting profession as guides to conducting the practice. The major 
underlying concepts are:

Business entity concept: According to this concept, business and owner 
is separate and the one business is separate from another business. This 
principle requires every business to be accounted for separately and dis-
tinctly from its owner or owners.

Going concern concept: This concept assumes that an entity will con-
tinue to operate indefinitely and will not be sold or liquidated. This 
concept requires accountants to prepare financial statements under the 
concepts that the business will continue operate instead of being put up 
for sale or closed.

Measuring unit concept: According to this concept, a monetary unit 
(such as taka or dollar) is to be used instead of physical or other unit 
measurement to measure and record of entity’s economic activity.

Accounting period concept: A business may run for indefinite period 
of time. So we need to prepare financial statements after dividing that 
indefinite period to a small period of time, generally a year. This period is 
called accounting period.

Cost Concept: The cost concept states that assets are initially recorded of 
the amount paid to acquire the assets.

Matching concept: According this concept, expenses are to be matched \\
ith revenue to determine net income.
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Revenue realization concept: This concept states that revenue should 
be recorded when the services are performed or the goods are sold. The 
revenue recognition principle requires two conditions: The revenue must 
be earned and realized.

Roles of Accounting

Accounting has various roles in various fields such as in the soci-
ety, everyday life, the organization, an individual, creating values and 
accountability, technology, state, economics, public finance,’ banking 
sector, production, business and commerce etc. The major roles of 
accounting are pointed out below:

1. Role of Watchdogs:Accounting performs the recording and 
reporting activities as awatchdog on behalf of an organization.

2. Role of Caretaker: Accounting performs its activities just like a 
continuous caretaker to theorganization.

3. Role of Faithfulness: Accounting creates a faithfulness upon the 
business and nonbusinessactivities of an organization to the inter-
nal and external users.

4. Role of Permanent Documentation: Accounting performs per-
manent documentations of business and nonbusiness activities.

5. Role of Creating Values: Accounting helps to create values 
among persons in theorganization, society and state.

6. Role of Creating Accountabilities: Accounting plays a vital role 
for creating accountabilitiesabout performing duties by individuals 
and organization.

7. Role of Optimizer: Accounting acts as an optimizer - minimizes 
expenses and maximizesrevenues.

8. Role of Management: Accounting is a management itself in per-
forming its activities througha prefixed discipline.

9. Role of Decision Making: Accounting helps users to make the 
best decisions in any case.

10. Role of Professionals: Accounting has a very good profession in 
the fields of public accounting, private accounting, and not-for-
profit accounting. Millions of people in the world are engaged to 
the accounting profession.
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Generally Accepted Accounting Principles (GAAP)

Generally Accepted Accounting Principles (GAAP): GAAP are the 
foundation, and ground rules of accounting practice GAAP are followed 
by accountants all over the world.

Definition of GAAP: The accounting profession has developed a 
common set of standards that are generally accepted and universally 
practiced. This common set of standards is called generally accepted 
accounting principles (GAAP).

Famous Definitions of GAAP;

1. According to Ahmed Belkaoui, one of the five best accountants in the 
world, ‘GAAP are those principles that guide accounting practice.’

2. According to Eric Louis Kohler, another one of the five best accountants 
in the world, ‘GAAP are the general rules followed by accountants.’

3. According to the International Accounting Standards Committee, 
‘GAAP are the standards that indicate how to report economic events.’

4. According to the AICPA, ‘GAAP are the constitution for account-
ants and the canons of their art.’ .

A List of GAAP:

The first GAAP in the world provided by Luca Pacioli is: 1. Dual Aspect Concept,

12 most popular GAAP provide by FASB are:

2. Separate/Economic Entity Assumption,

3. Going Concern Assumption,

4. Monetary Unit Assumption,

5. Periodicity Assumption,

6. Historical Cost Principle,
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7. Revenue Recognition Principle,

8. Matching Principle,

9. Full Disclosure Principle,

10. Cost-Benefit Relationship Constraint,

11. Materiality Constraint,

12. Industry Practice Constraint,

13. Conservatism Constraint,

Other GAAP (or accounting qualities) stated by FASB are:

14. Relevance Principle,

15. Predictive Value Principle,

16. Feedback Value Principle,

17. Timeliness Principle,

18. Reliability Principle,

19. Verifiability Principle

20. Representational Faithfulness Principle,

21. Neutrality Principle,

22. Comparability Principle,

23. Consistency Principle,

24. Stable Monetary Principle,

Another GAAP stated by IASC is:

25. Accrual Basis Principle.

They are briefly discussed below:

(1) Dual Aspect Concept: According to this concept, each transaction 
has two sides - one side is debit, and the other side is credit.

Example: Invested Tk 100000 by the owner in the business. Here the 
transaction has two sides -the debit side (cash), and the credit side (own-
er’s capital).

(2) Separate/Economic Entity Assumption: According to this assump-
tion, a business has a separate legal entity.
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Example: The economic activities of a business enterprise are kept sepa-
rately from its owner and other business units.

(3) Going Concern Assumption: According to this assumption, a busi-
ness enterprise will continue forever.

Example: Intel Corporation is continuing its businesses without consider-
ing shut down.

(4) Monetary Unit Assumption: According to this assumption, all eco-
nomic activities of a business enterprise is measured by monetary unit.

Example: Intel Corporation sold goods in the year 2015 for $50 billion.

(5) Periodicity Assumption: According to this assumption, the economic 
activities of a business enterprise can be divided into artificial time periods.

Example: Intel Corporation divides its economic activities yearly time periods.

(6) Historical Cost Principle: According to this principle, assets and 
liabilities are recorded on their acquisition prices.

Example: Intel Corporation bought a transportation ship costing $10 mil-
lion in 1998. So this price should be kept over its economic life

(7) Revenue Recognition Principle: According to this principle, revenue 
is recognized when it is realized or earned.

Example: Intel Corporation provided services for NASA on account at $10 
million. So this amount is to be recorded as a revenue for Intel Corporation.

(8) Matching Principle: According to this principle, expenses are to be 
matched with revenue to determine net income.

Example: Intel Corporation earned $50 billion against $40 billion 
expenses. So after matching,$10 billion is the net income.

(9) Full Disclosure Principle : According to this principle, accounting data, 
and financial information are to be fully disclosed for complete understanding.

Example: Intel Corporation provides annual reports every year to the 
interested users for complete understanding.

(10) Cost-Benefit Relationship Constraint: According to this constraint, 
costs of business activities should be lower than their benefits.
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Example: Advertisement costs of Intel Corporation should be lower than 
its net income.

(11) Materiality Constraint: According to this constraint, information 
should be presented according to their relative importance.

Example: Irrelevant and unimportant information should not be shown in 
the financial statements.

(12) Industry Practice Constraint According to this constraint, the 
peculiar nature of some industries and business concerns sometimes 
requires departure from basic accounting principles and qualities.

Example: Some religious and charity organizations need different 
accounting methods to produce realistic and useful financial reporting.

(13) Conservatism Constraint: According to this constraint, assets and 
net income should be stated at their respective lower values.

Example: Intel Corporation should not be overstated its assets and income.

(14) Relevance Principle: According to this principle, accounting infor-
mation should be relevant.

Example: Annual report of a business concern should include all neces-
sary accounting data.

Lecture 8
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(15) Predictive Value Principle: According to this principle, accounting 
information should be predictable about ultimate outcome.

Example: After reading annual report of Intel Corporation, shareholders 
can make predictions on future progress.

(16) Feedback Value Principle: According to this principle, accounting 
information should provide feedback on past performance.

Example: After reading annual report of Intel Corporation, shareholders 
can get feedback on prior expectations.

(17) Timeliness Principle: According to this principle, accounting infor-
mation should be prepared and published just in time.

Example: Annual report must be published in the respective year.

(18) Reliability Principle: According to this principle, accounting infor-
mation should be reliable.

Example: Annual report of a business concern must be reliable to the 
taxing authority

(19) Verifiability Principle: According to this principle, accounting doc-
uments should be verifiable by auditors at the same opinions.

Example: Annual report of a business concern must be verified by a char-
tered accountant.

(20) Representational Faithfulness Principle: According to this princi-
ple, accounting information should be presented according to real events 
or documents.

Example: Annual report must be prepared according to real documents.

(21) Neutrality Principle: According to this principle, accounting infor-
mation should and free from biasness and errors.

Example: No partialities are allowed in making accounting reports.

(22) Comparability Principle: According to this principle, accounting 
statements or reports should be prepared in a similar manner by the busi-
ness concerns for comparable

Example: All annual reports are comparable for similar manner presentations.
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(23) Consistency Principle: According to this principle, a company should 
use the same accounting principles and reporting practice through time.

Example: Life Publishers uses straight line method for depreciation on its 
long term assets.

(24) Stable Monetary Principle: According to this principle, accounting 
data should be presented by a stable monetary unit.

Example: Intel Corporation uses all accounting data in US dollar.

(25) Accrual Basis Principle: According to this principle, accounting 
practice includes accrual basis accounting.

Example: Accrual transactions must be adjusted to current accounting period.

Accounting Equation
As indicated earlier, every business transaction has two aspects. One 
aspect is debited other aspect is credited. Both the aspects have to be 
recorded in accounts appropriately. American Accountants have derived 
the rules of debit and credit through a ‘novel’ medium, i.e., accounting 
equation. The equation is as follows:

Assets = Equities, A = E

The equation is based on the principle that accounting deals with property 
and rights to property and the sum of the properties owned is equal to 
the sum of the rights to the properties. The properties owned by a busi-
ness are called assets and the rights to properties are known as liabilities 
or equities of the business. Equities can be subdivided into equity of the 
owners which is known as capital and equity of creditors who represent 
the debts of the business know as liabilities. These equities may also be 
called internal equity and external equity. Internal equity represents the 
owner’s equity in the assets and external represents he outsider’s interest 
in the asset. Based on the bifurcation of equity, the accounting equation 
can be restated as follows:

Assets = Liabilities + Capital, A = L+C

(Or)

Capital = Assets – Liabilities C = A-L
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(Or)

Liabilities = Assets – Capital. L = A-C

Components

Assets: Assets are economic resources owned by a business. For 
examples, Cash in hand. Cash at Bank, Inventory, Supplies, Accounts 
Receivable, Prepaid insurance, Land etc.

Liabilities: Liabilities are creditors” claims against assets. For examples, 
Accounts Payable.Unearned revenue, Salaries Payable, Interest Payable, 
Notes Payable etc.

Owner’s Equity: Owner’s equity is the ownership claim on total assets. 
Like, Beginning Capital, Additional Investment by owner, Net Income, 
Retained earnings etc.

Items affect owner’s equity

The investments by owner, Revenue/income, Drawings and expenses largely 
affect owner’s equity. The depiction of these items is given in the following:

Increases in owner’s equity: In Proprietorship, owner’s equity is 
increased by owner’s investment and revenues.

a) Investments by owner: Investments by owner are the assets the owner 
puts into the business. These investments increase owner’s equity.

b) Revenues: Revenues are the gross increase in owner’s equity 
resulting from  
business activities entered into for the purpose of earning income.

Decreases in owner’s equity: In Proprietorship, owner’s equity is 
decreased by owner’s drawings and expenses.

a) Drawings: Drawings are withdrawals of cash or other assets by 
the owner for 
personal use. Drawings decrease owner’s equity.

b) Expenses: Expenses are the cost of assets consumed or service 
used in the 
process of earning revenue. They are decreases in owner’s equity 
that result from 
operating the business.
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Accounting as a Career / Profession

Accounting is considered as the common language of business. Account-
ing-related opportunities are great indeed. Many throughout the world 
take it as a career. Accounting as a dynamic science and a specialized 
field of knowledge demand attention from the society at large.

Group Sub Group
1. Public Accounting As Charted Accountant 

As Tax Expert 
As Management Consultant

2.Management Accounting 1 . Financial Analyst 
2. Cost Accountant 
3. Internal Auditor 
4. Developer of Accounting Information system 
5. Human Resource Accounting and Social Responsi-
bility , Accountant

3. Government and Not for 
Profit Accounting

As an Accountant, Auditor and Accounting expertise in 
different Government and for nonprofit organizations.

4. Accounting Education As a Teacher  
As a Researcher

5. Others May engage in several other jobs namely chief execu-
tive officer. Principal officer and so on
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The Ethical Issues of Accounting

Ethics is a fundamental business concept, especially in accounting. Ethi-
cal issues are considered at a high degree of consciousness in accounting.

Ethics: The standards of conduct by which one’s actions are judged as 
right or wrong, honest or dishonest, fair or not fair, are ethics.

Ethical Issues: In career of accounting, our actions will affect other 
people and organizations. If managers, customer, investors, co-workers, 
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and creditors all consistently lied, effective communication and economic 
activity would be impossible. Information would have no credibility. In 
these cases ethical issues must be considered.

To sensitize people to ethical situations and to give people practice at 
solving ethical dilemma, everybody have included in the three types of 
ethics materials:

(1) Recognition of an ethical situation and the ethical issues involved: 
Using one’s personal ethics, one can able to identify ethical situations 
and issues. Some business and professional organizations provide written 
codes for guidance in some business situations.

(2) Identification and analysis of the principal elements in the sit-
uation: Identifying the stakeholders - persons or groups who many be 
harmed or benefited, we can understand the responsibilities and obliga-
tions of the parties involved.

(3)Identification of the alternatives and weighting of the impact of 
each alternative on various stakeholder: Considering the consequence, 
one can able to select the most ethical alternative. Sometimes there will 
be one right answer, ether situations involve more than one right solution; 
these situations require an evaluation of each and a selection of the best 
alternative.

Gist Words: To gist up, all the accounting actions should be legal, 
responsible, and ethical.

Account
Account: Every transaction has two aspects and each aspects has an 
account. It is stated that “an account is a summary of relevant transac-
tions at one place relating to particular head.”An account is a record of 
increases and decreases in specific asset, liability or owner’s equity items. 
For example, Cash. Accounts Receivable. Accounts Payable, Service Rev-
enue, and Salaries Expense. In its simplest form, an account consists of 
three parts: (1) a title. (2) A left or debit side, and (3) a right or credit side.

Types of accounts

From the view point of Accounting Equation accounts can be divided into five 
categories: The depiction (explanation, description) is given in the following:
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Asset account: The account kept classifying the transactions for which the 
asset increase or decrease is called asset account. Example-Cash, land, 
prepaid rent and so on.

Liability account: The account kept classifying the transactions for 
which the liability increase or decrease is called liability account. Exam-
ple - Accounts payable. Notes payable.Unearned Revenue, Bank loan etc.

Expenditure account: The account kept under different heads classify-
ing the various expenditure of a business is called expenditure account. 
Example - Salary account, Purchase account, Wages account.

Income account: The account kept under different heads having the trans-
actions relating to income property, are called income account. Example 
- Sales, Interest received, Service Revenue. Commission received etc.

Owner’s equity account: The Account related with ownership claim 
over the assets of the organization is called owner’s equity account. 
Common share, Stock, Capital, Revenue, Retained earnings etc.

Normal Balance: The normal balance of an account is on the side where 
an increase in the account is recorded.

Various Normal Balances: Normal balances are of six types. Such are as follows:

1. Debit Balance of Asset Account,

2. Debit Balance of Expense Account,

3. Debit Balance of Drawing Account,

4. Credit Balance of Liability Account,

5. Credit Balance of Revenue Account

6. Credit Balance of Capital Account. 

They are discussed below:

(1) Debit Balance of Asset Account: The increase or surplus of asset 
account is the normal balance of asset account.

Example: Beginning balance of cash, Ending balance of equipment etc.

(2) Debit Balance of Expense Account: The increase or surplus of 
expense account is the normal balance of expense account.

Example: Beginning balance of insurance expense, Ending balance of 
rent expense etc.
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(3) Debit Balance of Drawing Account: The increase or surplus of draw-
ing account is the normal balance of drawing account.

Example: Beginning balance of cash drawing, Ending balance of goods 
drawing etc.

(4) Credit Balance of Liability Account: The increase or surplus of lia-
bility account is the normal balance of liability account.

Example: Beginning balance of accounts payable, Ending balance of 
salary payable etc.

(5) Credit Balance of Revenue Account: The increase or surplus of asset 
account is the normalbalance of asset account.

Example: Beginning balance of concession revenue, Ending balance of 
service revenue etc.

(6) Credit Balance of Capital Account: The increase or surplus of capi-
tal account is the normalbalance of capital account.

Example: Beginning balance of cash capital, Ending balance of addi-
tional capital etc. 

End Words: The beginning balance, increase, and ending balance of 
every account is the normal balance of that account.

Traditional method classifies accounts in two categories

Personal account: The account relating to person and organization is 
personal account. For example—agent account, Jamuna & Co. account 
etc. Personal accounts divided into three parts:

1. Debtors or account receivable account

2. Creditors or accounts payable account

3. Owner’s equity or capital account

Impersonal account: This account relates to income, expense, assets and 
losses accounts. This can be divided in the following two categories:

1. Asset Account

2. Nominal Account

a) Income account.

b) Expenditure account.
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Double Entry System of Book Keeping

The system of Book Keeping in which every transaction in business is 
recorded in the books of accounts in a scientific manner and by analyzin 
debit and credit of that transaction is called double entry system. 

The inventor of double entry system was an Italian Mathematician 
LUCAPACIOLI. He composed a book namely “Summa De Arithmetica 
Geometrica Proportionate Proportionlita” in 1494. He explained debit and 
credit of accounts in the last chapter of that book. 

Two popular definitions of double entry system are given below:

According to Prof. H. Banarjee, “The system of recording the twofold 
aspects of a transction is known as double entry system.”

According to Prof. Afzalur Rahman, “The double entry system of book 
keeping is the art of recording the twofold aspect of a business transaction.”

In conclusion, the system of bookkeeping in which the same amount is 
credited for every debit of a transaction, is called the double entry system. 
For example, goods purchased for Tk. 10,000 in cash, purchase account is 
to be debited and cash account is to be credited. 

Fundamentals of Double Entry System 

The fundamental rules or the characteristics of the double entry system 
are that for every debit, there should be an equal amount of credit. 
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Essential Characteristics of Double Entry System

The principle on which the double entry system has been introduced are 
discussed below:

a) Two Parties/Accounts: 

According to double entry system, every transaction must have 
two effects like debit and credit. 

b) Debit and Credit: 

For every debit there is to be an equal credit. Double entry system is the 
only system in which the identification of Debit and credit is possible.

c) Transaction of Equal Value: 

In this system equal amount of money, is to be debited for every 
credit and vice versa. 

d) Separate Entity: 

According to the double entry system of book keeping, the busi-
ness and the owner should be a separate entity. 

e) Two Sides of Account: 

Every account has two sides according to this system. The left 
hand side is debit and the right hand side is credit. 

f) Total Result:

The total debit will be equivalent to total credit. 

g) Mathematical Accuracy Test:

Mathematical accuracy test of account is possible under this 
system by preparing trial balance.

h) Identification of Financial Condition:

Showing the real condition of business is an important charac-
teristic of this system. In this system, by preparing the financial 
statement like income statement, and by preparing a balance sheet, 
we can identity the financial condition of a business.

i) Comparatve Analysis:

In this system a comparative analysis is possible for two or more years. 

Advantages of double entry system

Double entry system is a complete scientific modern accounting system. 



Post Graduate Diploma in Rural Development

36

The advantages of this system are discussed below:

a) Complete Accounting System: 

Under this system, complete and correct account preservationis pos-
sible. By identitying debit and credit of every transaction, account is 
preserved permanently. As a result, bookkeeping remains free from 
error and becomes self-sufficient and complete.

b) Mathematical Accuracy Test of Accounts:

For a particular transaction there is an equal debit and credit. As a 
result, it is possible to test the mathematical accuracy of accounts 
by preparing trial balance. 

c) Identification of Profit-Loss os Business:

Under this system, the direct and indirect income, expenditure 
of business is recorded properly. As a result, at the year end, we 
know the profit or loss by preparing an income statement for a 
particular period. 

d) Identification of debtors and Creditors of Business:

Under this system, debtor and creditor account can be made eas-
itly. Consequently, we can identity the accurate debtor and creditor 
of a bsiness after a specific period of time. 

e) Prevention of Fraud:

Error in the account is easily identified under this system. As a 
result, by creating moral pressure on employee’s fraud can be 
prevented. 

f) Control of Expenditure and Increase of Profit:

Under this system expenditure can be controlled by its appropriate 
classification. So it enhance business profitability.

g) Information Collection:

Under this system, complete account of business transaction is 
kept. As a result, it is easy to provide important information for 
taking necessary decision about business. 

h) Accurate Income Tax: 

By reporting the actual profit or loss of a business income tax can 
be determined easily.

i) Authentic Document:
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Under this system, Recording of income expenditure becomes 
more authentic by preserving documentary evidence like voucher, 
which also resolve the dispute in future. 

j) Easy Application:

This system can be applied easily in any business, since it is easily 
understandable.

k) Recognition: 

This system is internationally recognized.

l) Acceptability:

As this system has internation recognition, it has achieved world-
wide popularity.

Lecture 11
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Debit and Credit

Determination Debit and credit form the Accounting Equation

Rules of determining debit and credit- A detailed explanation,

Distinction between single entry and double entry 
system of accounting

The distinction between single entry and double entry system of book 
keeping can be summarized in the following table:

Points of Difference Single Entry System Double Entry System
1. Nature It is an incomplete and unsci-

entific method of accounting 
It is a modern, complete and 
scientific method of account-
ing.
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2. Accuracy No way to check accuracy, 
since trial balance cannot be 
prepared.

Accuracy can be checked, 
since trial balance can be 
prepared.

3. Profit-loss Calculated profit and losses 
are not reliable enough.

Since the revenue and 
expenses accounts are prop-
erly maintained, the profit 
and losses can be properly 
determined.

4. Cost control Cost control is difficult, since 
no expense accunt is main-
tained.

Control of cost is easy, since 
expense account is properly 
maintained.

5. Acceptance This method is not acceptable 
to all, because it is unscien-
tific.

This method is acceptable 
to all, as it is a complete and 
scientific way of accounting.

6. Application Although this method is appli-
cable in small enterprise, but 
it cannot be applied in the big 
organization, like partnership 
or joint stock companies.

This method can be applied in 
the small or big, all types of 
enterprise.

Debit and Credit
The word debit came from Latin word debitum, it means writing some-
thing at the left hand side of the amount.

The word credit came form the Latin word, credere, it means to write 
something at the right-hand side of the account. 

The word debit and credit does not carry and significance. These are just 
an indicatior of the left or right hand side of an account. Debit and credit 
be written as Dr. and Cr. in short respectively.

Determination Debit and credit form the 
Accounting Equation

There is a rule of determining debit and credit from accounting equation. 
We will make debit the asset account for increase in asset and credit for 
decrease in assets. 

The opposite will happen for the elements of the other side of the equa-
tion, that is we will make debit for decrease in liability and owner’s 
equity and we will credit for increase in the liability and owner’s equity. 
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Rules of determining debit and credit- A detailed explanation

Under the double entry accounting, every transaction affects and recorded 
in two or more accounts. Also for recording each transaction, the total 
amount of debit must equal the total amount credit. 

Under double entry accounting, increases in assets are recorded on the 
debit side of asset accounts, since asset has debit balance. To equal debit 
and credit, the other side of accounting equation, should be recorded on 
credit side of accounts, that is increase in liabilities and owner’s equi-
ties are to be recorded on the credit side of liabilities or owners equities 
accounts. In short, 

a) Increase in asset is to be debited, therefore decrease in asset is to 
be credited. 

Example: Suppose a purchase of furniture will increase the value 
of furniture, and will decrease the cash. So Furniture Account is to 
be debited and the Cash Account is to be credited. 

b) Increase in liability is to be credited, therefore decrease in liability 
is to be debited. 

Example: Suppose the accepting of bills (Bills of Exchange 
for Accounts Payable) will increase the Bills Payable and will 
decrease the Creditors. so Creditors Account is to be debited and 
the Bill Payable Account is to be credited. 

c) Increase in owner’s equity is to be credited, therefore decrease in 
owner’s equity is to be debited. 

Example: Suppose the owner’s withdrew from the business. So 
this transaction will reduce the owner’s equity, so it is to be deb-
ited and vice versa. 

d) Expense decreases owner’s equity, therefore increase in expense is 
to be debited. 

Example: Suppose Salma started business with Tk. 5,000. She 
purchased goods for Tk. 5,000 and sold all the goods for Tk. 
4,000. So actually now she has only Tk. 4,000. The expense on the 
purchase of goods reduced her equity. Since the expense reduced 
her equity and the reduction of equity is to be debited, increase in 
expenses is to be debited and vice versa. 

e) Income increases owner’s equity, therefore increase in income is 
to be credited. 
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Lecture 12

Contents
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Recording under the double entry system (or Journalizing)

Short cut method of determining of Debit and Credit under the Accounting Equation

Serial Name of Accounts Nature Change Debit / Credit
1 Asset Account Always Debit balance Increase

Decrease
Dr.
Cr.

2 Liabilities Account Always Credit Balance Decrease
Increase

Dr.
Cr.

3 Owner’s Equity 
Account

Always Credit Balance Decrease
Increase

Dr.
Cr.

4 Revenue Account Always Credit Balance Decrease
Increase

Dr.
Cr.

5 Expenses Account. Always Debit balance Increase
Decrease

Dr.
Cr.

Application of determining Debit and Credit under the Equation Method

SL Transactions Accounts Title Name of 
Accounts

Change Dr./ Cr.

1 Sumi started a 
business with a tk. 
50,000

Cash
Sumi’s Capital

Assets
Owner’s
Equity

Increase
Increase

Dr.
Cr.

2 Purchased goods by 
paying tk. 5,000

Purchase
cash

Expenses
Assets

Increase
Decrease

Dr.
Cr.

3 Purchased goods on 
credit for tk 10,000

Purchase
Accounts Payable

Expenses
Liability

Increase
Increase

Dr.
Cr.

4 Purchased a machine 
for tk. 30,000 the 
amount was settled 
by chek.

Machine
Bank

Assets
Assets

Increase
Decrease

Dr.
Cr.
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5 Purchased stores 
supplies on credit for 
tk. 10,500

Stores supplies 
Accounts Payable

Assets
Liability

Increase
Increase

Dr.
Cr.

6 Paid Tk. 8,500 for 
wages.

wages expenses 
Cash

Expenses
Assets

Increase
Decrease

Dr.
Cr.

7 Goods sold on credit 
for tk. 30,000

Accounts
Recivable / Sales

Assets
Revenue

Increase
Increase

Dr.
Cr.

8 Accounts Receivable 
collected in cash 
amounting to tk. 6,50

Cash
Accounts
Receivable

Assets
Assets

Increase
Decrease

Dr.
Cr.

9 Collected tk. 5,50 for 
a consultancy services 
from a customer.

Cash
Consultancy
Service revenue

Assets
Revenue

Increase
Increase

Dr.
Cr.

10 Accounts Paya-
ble paid by check 
amounting to tk 6,000

Accounts Payable
Bank

Liability
Assets

Decrease Dr.
Cr.

Capital and Revenue
The distinction between capital and revenue is one of the most important 
matters in accounting. These terms carry a great importance in the jour-
nalizing. The term capital refers to the contribution to the business against 
fixed assets and other valuables, which can be used in the business for 
long term basis. In a greater sense the assets acquired against loan can 
also be termed as capital (or borrowed capital). The capital may be tied to 
fixed assets as well as expenses.

On the other hand, revenue is the return earned by the business accord-
ing to its objectives and performing day-to-day activities. The business 
concern needs to make some expenses to gain revenue. Such types of 
expenses are called the revenue expenditure.

According to her nature of the expenditure and objectives of the business 
we can summarize the expenditure into following categories. 

1. Capital Expenditure: Capital expenditure consists of expendi-
ture, the benefit of which is not fully consumed in one accounting 
period rater spreads over several accounting periods. So it is 
non-recurring nature and increase production capacity. Example of 
this kind of expenses is acquiring fixed assets like, land, building, 
and Furniture etc. 

2. Revenue Expenditure: The expenditure, which is made to run 
the business organization efficiently, and the expenses, which is 
incurred and consumed in the same accounting period, is the rev-
enue expenditure. Such expenditure neither increases the earning 
capacity of the business nor does it bring into existence of an asset. 
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Example of this kind of expenses are acquisition of assets for re 
sale at a profit or for conversion into finished products, like cost of 
raw materials, expenses for maintaining fixed assets, expenses for 
running the organization, like rent, salaries, advertisement etc.

Capital Gain and Revenue
Capital gain is the income or gain earned from other than the day-to-day 
activities of a business concern. It is the gain for the business from the 
unexpected source.

On the other hand, revenue earnings are the income from regular day to 
activities of the business. According to Professor Morton Backer, Aggregate 
of values received in exchange for the goods and services of an enterprise 
that results in augmentation of enterprise assets is the revenue income.

Recording under the double entry system (or Journalizing)
Journal is the recording transaction in the set of primary books of 
accounts. It is a chronological record of the events. The recording of 
transaction requires two steps. First, the transaction must be analyzed to 
determine whether it should be recorded in the accounting records and 
if so, which accounts should be debited and credited and for what Taka 
amounts,. Second, the transaction must be physically entered (recorded) 
in the accounting system. In addition to the recording transaction, we 
put an explanation of the each entry entered in the journal. The process 
involved in the journal referred to as journalizing.

Lecture 13 

1st Mid Term Examination (Weight 25%)
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Lecture 14

Contents

Advantages of Journal

Procedure of preparing Journal Entries

Sub-Division of Journal

Example of Journalizing

Advantages of Journal
Following are the advantages of journalizing.

1. It discloses the complete effect of the transaction.

2. It provides a chronological record of all transactions 

3. It is the historical record of all transactions

4. It helps in making ledger

5. It helps to prevent errors because each entries are counter checked 
by the debit and credit

Procedure of preparing Journal Entries

The journal entries are made on the basis of a standard form. Following 
are the standard those are to be followed in preparing the journal entries.

The journal has five columns, viz. (1) Date; (2) Particulars; (3) Ledger 
Folio; (4) Amount (Debit); and (5) Amount (Credit) and a brief expla-
nation of the transaction by way of narration is given after passing the 
journal entry.

(1) Date: In each page of the journal at the top of the date column, the 
year is written and in the next line, month and date of the first entry are 
written. The year and month need not be repeated until a new page is 
begun or the month or the year changes. Thus, in this column, the date on 
which the transaction takes place is alone written.
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(2) Particulars: In this column, the details regarding account titles and 
description are recorded. The name of the account to be debited is entered 
first at the extreme left of the particulars column next to the date and the 
abbreviation ‘Dr.’ is written at the right extreme of the same column in the 
same line. The name of the account to be credited is entered in the next line 
preceded by the word “To” leaving a few spaces away from the extreme left 
of the particulars column. In the next line immediately to the account cred-
ited, a short about the transaction is given which is known as “Narration”. 
“Narration” may include particulars required to identify and understand 
the transaction and should be adequate enough to explain the transaction. It 
usually starts with the word “Being” which means what it is and is written 
within parentheses. The use of the word “Being” is completely dispense 
with, in modern parlance. To indicate the completion of the entry for a 
transaction, a line is usually drawn all through the particulars column.

(3) Ledger Folio: This column is meant to record the reference of the 
main book, i.e., ledger and is not filled in when the transactions are 
recorded in the journal. The page number of the ledger in which the 
accounts are appearing is indicated in this column, while the debits and 
credits are posted o the ledger accounts.

(4) Amount (Debit): The amount to be debited along with its unit of 
measurement at the top of this column on each page is written against the 
account debited.

(5) Amount (Credit): The amount to be credited along with its unit of 
measurement at the top of this column on each page is written against the 
account credited.

Sub-Division of Journal

When innumerable number of transactions takes place, the journal, as the 
sole book of the original entry becomes inadequate. Thus, the number and 
the number and type of journals required are determined by the nature of 
operations and the volume of transactions in a particular business. There 
are many types of journals and the following are the important ones:

1. Sales Day Book- to record all credit sales.

2. Purchases Day Book- to record all credit purchases.

3. Cash Book- to record all cash transactions of receipts as well as payments.

4. Sales Returns Day Book- to record the return of goods sold to 
customers on credit.
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5. Purchases Returns Day Book- to record the return of goods pur-
chased from suppliers on credit.

6. Bills Receivable Book- to record the details of all the bills received.

7. Bills Payable Book- to record the details of all the bills accepted.

8. Journal Proper-to record all residual transactions which do not 
find place in any of the aforementioned books of original entry.

Example of Journalizing 

Shanta started a Fast Food Shop “Shanta Fast Food”. She made the fol-
lowing transactions.

a) Initial Investment Tk. 90,000.

b) Purchase of land Tk. 27,000.

c) Payment of rent Tk. 8,000.

d) Payment of lease rental for a car Tk. 3,000.

e) Purchased advertising on account Tk. 3,500.

f) Billing for service to shiam Tk. 60,000

g) Payment of salaries Tk. 8,500

h) Collection of accounts receivable Tk. 10,000

i) Receipt of Invoice for gas and oil Tk. 2,000

j) Payment of Accounts Payable Tk. 3,500 for advertising.

k) Borrowing of Cash Tk. 3,00,000 from a Bank by signing a prom-
issory note.

l) Withdrawal by owner Tk. 10,400 for personal use.

Required: Journalize the above transactions.
Solution:

Shanta Fast Food- Journal Entries

Date Particulars Ref Debit Taka Credit Taka
A Cash

        Shanta’s Capital 
(To record the amount invested as 
capital) 

90,000
90,000
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Date Particulars Ref Debit Taka Credit Taka
B Land 

        Cash
(To record the amount paid in cash 
for land)

27,000
27,000

C Rent expenses
        Cash
(To record the amount paid in cash)

8,000
8,000

D Car Lease Expense 
        Cash
(To record amount paid in cash)

3,000
3,000

E Advertising Expense
        Accounts Payable
(To record the advertising incurred 
on credit)

3,500
3,500

F Accounts Receivable
        Service Revenue
(To record the service provided but 
unbilled)

60,000 60,000

G Salaries Expenses
        Cash
(To record the salaries paid in cash)

8,500
8,500

H Cash
        Accounts Receivable 
(To record the accounts receivable 
collected)

10,000
10,000

I Gas and Oil Expenses 
        Accounts Payable
(To record the gas and oil expenses 
accounted for)

2,000
2,000

J Accounts Payable
         cash
(To record the amount paid against 
advertising due)

3,500
3,500

K Cash
         Notes Payable
(To record the amount borrowed 
from bank after signing a notes)

3,00,000
3,00,000

L Drawings 
         Cash 
(To record the amount withdrawn 
in cash)

10,400
10,400

Home Assignment 1

Journalize the following transactions.

a) Mr. Ranzu invested Tk. 13,500 cash in the poultry business.

b) Insurance of Tk. 1,200 is paid for the year.

c) Supplies of Tk. 2,250 are purchased on account.
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d) Purchased equipment on account for tk. 15,000

e) tk. 11,250 is received in cash for services rendered.

f) Cash paid tk. 750 to the Landlord for the current month rent. 

Home Assignment 2

Journalize the following transactions.

Fantasy kingdom started its business on 1st september 2004 introducing 
cash Tk. 4,80,000 as capital. During the month of September the com-
pleted the following transactions. 

2004

Sept.  5 Installed necessary equipment to run the business for tk. 2,70,000 in cash.

 10 Incurred advertising expenses of tk. 17,500 of which tk. 10,000 paid in cash.

 13 Paid salaries for tk. 14,250.

 15 Rent paid in advance for next three months tk. 9,600.

 16 Appointed a manager with a yearly salary of tk. 1,20,000 with effec-
tive from 1st October.

18 Paid insurance premium tk. 15,000 

19 Cash withdrawn by the owner for his personal use tk. 5,700

21 Received tk 55,500 as admission revenue. 

24 Sold 1130 tickets with a face value tk. 20 each ticket to their enlisted agents

30 Paid 50% of the unpaid advertisement expenses that was incurred on 
10th September. 

Fantasy Kingdom uses the following accounts: # 101 Cash, # 102 Accounts 
Receivable, # 104 Insurance Expenses, # 105 Equipment, # 106 Accounts 
payable, # 107 Unearned Revenue, # 109 Capital, # 110 Drawings, # 111 
Admission Revenue, # 113 Advertising Expenses, # 114 Rent Expenses, # 
115 prepaid Rent, # 116 Service Revenue, # 118 Salaries Expenses. 

Required: Journalize the September transactions on page J5 of the journal. 
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Home Assignment 3

Mr. Zahir started a mobile service company under the name M/S Zahir 
and Brothers. Following are the transactions of the business during a 
particular period.

a) Investment tk. 1,00,000 as Capital 

b) Rented a space on account for a monthly rent of tk. 4,000

c) Goods purchase in cash tk. 20,000

d) Goods sold amounting to tk. 40,000 on account

e) Goods sold in cash tk. 35,000

f) Goods returned to supplier tk. 5,000

g) Goods returned by customers tk. 6,000

h) Purchase of a furniture amounting to tk. 10,000 paying cash

i) Purchase of a machinery amounting to tk. 15,000 paying cash

j) Paid salaries expenses amounting to tk. 15,000

k) Paid Rent expenses amounting to tk. 12,000

l) Tk. 10,000 deposited into the pubali Bank to open a savings account 

m) cash withdrawn by owner tk. 2,500

n) Goods withdrawn by owner tk. 2,400

o) Bank credited interest amounting to tk. 750

p) A check amounting to tk. 5,000 was issued to suppliers

q) Cash received amounting to tk. 26,000 against accounts receivable

r) Paid to Al-Amin advertising firm amounting to tk. 13,000 for 
advertising expenses

Required: Give the necessary Journal Entries.
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Lecture 15

Contents

Solutions to home assignment

Specialized Journal

General Journal (or Journal Proper)

Opening Journal

Specialized Journal
The general journal is flexible journal in which any transactions can be 
entered. Each debit and credit in the general journal is to be individually 
posted, which is much time consuming. One way to reduce this labor is 
to divide the transactions into group of similar category and to provide a 
separate special journal for recording each category. 

So, a special journal is used to record the similar types of transactions, 
like all credit sales, all cash receipts or payments etc. 

General Journal (or Journal Proper)
The journal entries which are not recorded in the specialized journal, 
rather it is recorded in the chronological order with detail explanation is 
the general journal (journal roper).

According to roger H. Hermanson, General journal is a general purpose to be 
used for transactions that can not be entered in one of the special journals 

The following transactions are usually recorded in a general journal (jour-
nal proper)

1. Opening journal entries 

2. Closing journal entries 

3. Adjusting journal entries 

4. Rectifying journal entries 

5. Transfer journal entries 
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6. Share issue journal 

7. Bills discounting entries 

8. Entries of credit purchase and credit sale of Assets and Drawing of 
goods by owners. 

Each of the above journals is discussed following in details 

Opening journal 
The assets and liabilities of the previous year or the opening assets and 
liabilities are recorded in the opening journal entry. Following is an exam-
ple opening journal entry.

Example 

On 31st December 2015 Mr. Hasan had the following assets and liabilities. 
You are required to enter those in the opening journal entry.

Land and Building Tk. 13,000

Equipments Tk. 5,000

Debtors Tk. 3,000

Cash Tk. 500

Creditors Tk. 8,000

capital Tk. 13,500

Solution 

The opening journal entry will appear as follow: 
Date Particulars Ref Debit Tk. Credit Tk

2016
Jan 1 

Land and building
equipments 
debtors 
cash
        creditors
        capital

13,000
5,000
3,000
500

8,000
13,500
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Lecture 16

Contents
Closing Journal

Ledger accounts

Types of ledger

Advantages of Ledger

Form of a ledger account

Posting and its Importance

Steps of posting 

Closing Journal 
Revenue, expenses and dividends accounts are called temporary accounts 
or nominal accounts, because they accumulate the transactions of only 
one accounting period. At the end of the accounting period, the changes in 
owner’s equity accumulated in these temporary accounts are transferred 
to the owner’s account. The process of transferring the balances of the 
temporary accounts into the owner’s equity account is called closing the 
account. After passing the closing entries the revenue and expense always 
has zero balances. Following is an example of closing entries. 

Example 

On 31st December 2015 Mr. Mostafa had the following Trial Balance. You 
are required to pass necessary journal entries to close the book. 

SL No Particulars Debit Tk. Credit Tk.
1
2
3
4
5
6
7
8
9
10
11

Cash
Accounts Receivable
Supplies
Equipment
        Accounts Payable
        Unearned Revenue
        Mostafa’s Capital
Mostafa’s Drawings 
        Service Revenue
Salaries Expense
Office Expense

56,810
8,00

38,000
12,000

8,000

34,000
9,400

1,66,210

28,400
26,660
87,350

23,800

1,66,210
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Solution

The closing Journal entry will appear as follows:

SL No Particulars Debit Tk. Credit Tk.
2015 
Dec 31

31

Income Summary 
        Salaries Expenses
        Office Expenses
(To close the expenses account)

43,400

23,800

34,000
9,400

23,800
Service Revenue 
        Income Summary
(To close the revenue account)

Ledger accounts
A ledger is the group of all the accounts that are used to prepare finan-
cial statements. In a ledger all the similar entries from the journal are 
posted and summarized. Sometimes the ledger accounts is also called a T 
Account. Because to prepare a ledger we form a T and title the left hand 
side as debit and right hand side as credit. A ledger is the store of all simi-
lar transaction, that’s why it is called the king of the books of accounts. 

Types of ledger

Ledgers are of various types. Such as,

1. General ledger

2. Periodic ledger

3. Perpetual ledger

4. Subsidiary ledger

5. Control Ledger.

Advantages of Ledger

Following are the advantages of the ledger 

1. It keeps in one place all the information about the changes in spe-
cific account balances.

2. It is the source of all accounts

3. It provides a permanent record book of all accounts.
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Form of a ledger account

Following is the format of a ledger account.

Account Title
Date Particulars Dr.tk Date Particulars Cr.tk

Posting and its Importance

The process of transferring data from a journal to a ledger is known as 
posting. In the recording process posting accumulates the effects of jour-
nalizing transactions in the individual accounts. 

Steps of posting

Following are the steps those are to be followed in the process of posting.

1. In the ledger the debit of the journal is to be entered in the debit 
dide of the ledger and credit of the journal is to be entered in the 
credit side of the ledger.

2. In the reference column the account number is to entered for 
which the debit or credit were made 

3. In the date column the appropriate date is to be entered.

Lecture 17

Contents

Preparation of ledger Accounts

Example

Following are the selected transactions of the X processing farm. 

1. Initial investment for tk. 50,000

2. Purchase of land for tk. 30,000

3. Payment of rent, tk. 1,000

4. Payment of lease for a car, tk. 4,000

5. Incurred an advertising on account, tk. 500
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6. Billing for instructional fees, tk. 20,000

7. Payment of salaries, tk. 4,000

8. Collection of accounts receivable tk. 11,000

9. Invoice for Utilities bill received tk. 2,000

10. Payment of accounts payable, tk. 500 for advertising 

11. Borrowing of cash, tk. 5,000 from a bank by signing a promissory note

12. Withdrawal by owner, tk. 2,000 for personal use

13. Required: Show the necessary ledger accounts.

14. Ledger accounts of X Processing Farm (Traditional Ledger)

Cash Account

Dr. Cr.
Date Particulars J.F Tk. Date Particulars J.F Tk.

Capital Account 
Accounts Receiv-
able
Account
Notes payable
Account

Balance b/d

50,000
11,000

5,000

66,000
24,500

Land Account 
Rent Account
Car Lease Expense
Salaries
Accounts Payable
Drawings
Balance c/d

30,000
1,000
4,000
4,000
500
2,000
24,500
66,000

Land

Dr. Cr.
Date Particulars J.F Tk. Date Particulars J.F Tk.

Cash Account

Balance b/d

30,000
30,000
30,000

Balance c/d 30,000
30,000

Accounts Payable

Dr. Cr.
Date Particulars J.F Tk. Date Particulars J.F Tk.

Cash Account

Balance b/d

500
2,000
2,500

Advertising Expense
Utilities Expense

Balance b/d

500
2,000
2,500
2,000
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X’s capital

Dr. Cr.
Date Particulars J.F Tk. Date Particulars J.F Tk.

Balance c/d 50,000
50,000

Cash

Balance b/d

50,000
50,000
50,000

Rent Expense

Dr. Cr.
Date Particulars J.F Tk. Date Particulars J.F Tk.

Cash
balance b/d

1,000
1,000
1,000

Balance c/d 1,000
1,000

Car Lease Expense

Dr. Cr.
Date Particulars J.F Tk. Date Particulars J.F Tk.

Cash

Balance b/d

4,000
4,000
4,000

Balance c/d 4,000
4,000

Advertising Expense

Dr. Cr.
Date Particulars J.F Tk. Date Particulars J.F Tk.

Accounts Payable

Balance b/d

500
500
500

Balance c/d 500
500

Accounts Receivable

Dr. Cr.
Date Particulars J.F Tk. Date Particulars J.F Tk.

Instructional Fees

Balance b/d

20,000

20,000
9,000

Cash
Balance c/d

11,000
9,000
20,000

Instructional Fees

Dr. Cr.
Date Particulars J.F Tk. Date Particulars J.F Tk.

Balance c/d 20,000
20,000

Accounts Receivable

Balance b/d

20,000
20,000
20,000
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Salaries Expense

Dr. Cr.
Date Particulars J.F Tk. Date Particulars J.F Tk.

Cash

Balance b/d

4,000
4,000
4,000

Balance c/d 4,000
4,000

Utilities Expense

Dr. Cr.
Date Particulars J.F Tk. Date Particulars J.F Tk.

Accounts Payable 

Balance b/d

2,000
2,000
2,000

Balance c/d 2,000
2,000

Notes Payable

Dr. Cr.
Date Particulars J.F Tk. Date Particulars J.F Tk.

Balance c/d 5,000
5,000

Cash

Balance b/d

5,000
5,000
5,000

Drawings

Dr. Cr.
Date Particulars J.F Tk. Date Particulars J.F Tk.

Cash

Balance b/d

2,000
2,000
2,000

Balance c/d 2,000
2,000

Home Assignment 4

Following are the transactions of M/S Zahir and Brothers during a par-
ticular period:

a) Invested tk. 1,00,000 as capital 

b) Goods Purchase amounting to tk. 24,000 on account.

c) Goods purchase in cash tk. 20,000

d) Goods sold amounting to tk. 40,000 on account

e) goods sold in cash tk. 35,000

f) Goods returns to supplier’s tk. 5,000

g) Goods return by customers tk. 6,000
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h) Purchase a Furniture amounting tk. 10,000 paying cash

i) Purchased a Machinery amounting tk. 40,000 paying cash

j) Paid salaries expenses amounting to tk. 15,000

k) Paid rent expenses amounting to tk. 12,000

l) Deposited tk. 10,000 into pubali bank to open a savings account

m) Cash withdrawn by owner tk. 2,400

n) Goods withdrawn by owner tk. 2,400

o) Bank credited interest amounting to tk. 750

p) A check amounting to tk. 5,000 issued to suppliers

q) Cash received amounting to tk. 26,000 against account receivable.

r) Paid to Al-amin Advertising firm cash, amounting to tk. 13,000 for 
advertising expenses.

Required : Show the necessary ledger Accounts.

Distinction between Journal and Ledger

Books of original entry (Journal) and Ledger can be distinguished as follows:

Basis of  
Distinction

Journal Ledger

1. Book It is the book of prime entry. It is the main book of account.
2. Stage Recording of entries in these 

books is the first stage.
Recording of entries in the 
ledger is the second stage.

3. Process The process of recording entries 
in these books is called “Journal-
ising”.

The process of recording entries 
in the ledger is called “Posting”.

4. Transactions Transactions relating to a person 
or property or expense are 
spread over.

Transactions relating to a 
particular account are found 
together on a particular page.

5. Net effect The final position of a particular 
account can not be found.

The final position of a particular 
account can be ascertained just 
at a glance.

6. Next Stage Entries are transferred to the 
ledger.

From the Ledger, first the Trial 
Balance is drawn and then final 
accounts are prepared.

7. Tax authorities Do not rely upon these books Rely on the ledger for assess-
ment purpose.
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Lecture 18

Contents

Meaning of subsidiary books

Kinds of subsidiary books with explanation

Meaning of subsidiary books
Journal is subdivided into various parts known as subsidiary books or 
sub- divisions of journal. Each one of the subsidiary books is a special 
journal and a book of original or prime entry. There are no journal entries 
when records are made in these books. Recording the transactions in a 
special journal and then in the ledger accounts is the practical system of 
accounting which is also referred to as English System. Though the usual 
type of journal entries are not passed in these sub- divided journals, the 
double entry principles of accounting are strictly followed.

Kinds of Subsidiary Books
There are different types of subsidiary books which are commonly used 
in any big business concern. They are:

Purchases Book Sales Book
Purchases Returns Books Sales Returns Books
Bills Receivable Books Bills Payable Books
Journal Proper Cash Book

Purchases Book

This book is used to record all credit purchases made by the business con-
cern from its suppliers. This book is also known as ‘Purchases Books’, 
‘Purchases Journal’ or ‘Invoice Book’. It contains five columns, viz., 
Date, Particulars, Ledger Folio, Inward Invoice Number and Amount. 
Whenever any credit purchase is made, the date on which the transac-
tion has taken place is entered in the ‘Date Column’, the name of the 
party from whom the purchase has been made the particulars column, the 
inward invoice number with which the purchase has been made in the 
‘inward Invoice Number Column’ and the money value of the purchase 
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in the ‘Amount Column’. The ‘L.F. Column’ is to record the ledger folio 
number while posting is made.

Posting: The total of purchases book for a specified period is debited to 
the purchases account in the Ledger. The personal accounts are posted by 
crediting the individual accounts.

Purchases Book
Date Particulars L.F. Inward Invoice number Amount (BDT)

Sales books

This book is used to record all credit sales effected by the business to its 
customers. This book is also called as ‘Sales Book’, ‘sales Journal’ or 
‘Sold Book’. It contains five columns, viz., Date, Particulars, L.F., Out-
ward Invoice Number and Amount. When any credit sales is effected, the 
date is entered in the ‘Date Column’, the name of the party to whom the 
sale is made in the ‘Particulars Column’, the invoice number with which 
the sales have been effected in the ‘Out- ward Invoice Number Column’ 
and the money value of the sales in the ‘Amount Column’, The LF 
column is entered while posting is effected.

Posting: The total of the Sales Book for a specified period is credited to 
the Sales Account in the Ledger. The personal account is posted by debit-
ing the individual accounts.

The specimen ruling of a Sales Book is as follows:

Sales Book
Date Particulars L.F. Outward Invoice number Amount (BDT)

Purchases Returns Books

This book is used to record all transactions relating to the goods returned 
to suppliers. This book is also known as ‘Purchases Returns journal’ or 
‘Returns Outward Book’, the specimen ruling of a Purchases Returns 
Book is given below:

Purchase Return Books

Date Name of supplier L.F. Debit Note Amount BDT

The columns in this book are similar to those of Purchases Book except 
the Debit Note Column in which the debit note number is recorded. A 
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debit note represents a note sent to the supplier for the value of goods 
retuned by the business. While posting, all the personal accounts are deb-
ited in the Ledger and the total of Purchases Returns Book is credited to 
Purchases Returns Account.

Sales Returns Books

This book is used to record all transactions relating to goods returned by 
customers. This book is also known as ‘Sales Return Journal’ or ‘Returns 
Inwards Book’, the specimen ruling of sales returns book is given below:

Sales Return Books

Date Name of Customer L.F. Credit Note Amount BDT

The columns in this book are similar to those of Sales Book except the Credit 
Note Column in which the credit note number is recorded. A credit note rep-
resents a note sent to the customer for the value of the goods returned by him. 
While posting, all the personal accounts are credited in the Ledger and the 
total of sales returns book is debited to Sales Returns Account

Bills Receivable Book

This book is used to record all the bills received by the business from its 
customers. It contains details regarding the name of the acceptor, date of 
the bill, place of payment, term of the bill, due date and the amount of the 
bill. The specimen ruing of a Bills Receivable Book is given below:

Bills Receivable Book

Sl. Date of 
Receipt

L.F. Drawer Acceptor Term Due Date BDT Remarks

While posting, the individual customers’ accounts will be credited and the 
total of the Bills Receivable Book for a specified period will be debited to 
the Bills Receivable Account in the Ledger.

Bills Payable Book

This book is used to record all the bills accepted by the business drawn by 
its creditors. It contains details regarding the name of the drawer, payee and 
date of acceptance, due date, place of payment, term and amount of the bill.

The specimen ruling of Bills payable Book is given below:
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Sl. Date of 
Acceptance

Drawer Payee L.F. Where 
payable

Date of 
Bill

Term Due Date BDT Remarks

While posting the individual drawer or payee account is debited and the 
Bills payable Account is credited with the total in the Bills Payable Book.

Lecture 19

Contents 

Journal Proper, Cash Book

Journal Proper

This book is used to record all the residual transactions which cannot find 
place in any of the subsidiary books. While recording, the entries are made 
in the journal covering both the aspects of the transaction. The following 
are some of the examples of transactions which are entered in this book.

1. Opening entries and closing entries.

2. Adjusting entries

3. Transfer entries from one account to another account.

4. Rectification entries.

5. Bills of Exchange Entries

6. Credit Purchase/sale of an asset other than goods.

Cash Book

Cash Book is a sub- division of Journal recording transactions pertaining to 
cash receipts and payments. Firstly, all cash transactions are recorded in the 
Cash Book wherefrom they are posted subsequently to the respective ledger 
accounts. The Cash Book is maintained in the form of a ledger with the 
required explanation called as narration and hence, it plays a dual role of a 
journal as well as ledger. All cash receipts are recorded on the debit side and 
all cash payments are recorded on the credit side. All cash transactions are 
recorded chronologically in the Cash Book. The Cash Book will always show 
a debit balance since payments cannot exceed the receipts at any time.
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Kinds of Cash Book: From the above it can be observed that the Cash 
Book serves as a subsidiary books as well as ledger. Depending upon the 
nature of business and the type of cash transactions, various types of Cash 
books are used. They are:

a) Single Column Cash Book

b) Two Column Cash Book or Cash Book with cash and discount 
columns.

c) Three Columnar Cash Book or Cash Book with cash, bank and 
discount columns.

d) ‘Bank’ Cash Book or Cash Book with bank and discount columns.

e) Petty Cash Book.

a) Single or Simple Column Cash Book :This is the simplest form of 
Cash Book and is used when payments and receipts are mostly in the form 
of cash and where usually no cash discount is allowed or received. But, 
when transactions involving discounts are effected, it is recorded in a sepa-
rate ledger account. The ruling of Single Column Cash Book is as follows:

Single Column Cash Book
Dr. Cr.

Date Particulars R.N. L.F. BDT Date Particulars V.N. L.F. BDT

From the above it can be observed that the Single Column Cash Book 
is just like a ledger account. When cash is received, it is recorded on the 
debit side, i.e., ‘Receipts Side’ of the Cash Book, with the date on which 
the transaction is effected, in the ‘Date Column’, the name of the party or 
the head of a nominal account, from whom or for which the cash has been 
received, in the ‘Particulars Column’, the receipt number, with which 
the cash has been received by the cashier, in the ‘R. No. Column and the 
money value of the transaction in the ‘Amount Column’ respectively. 
The L.F. (Ledger Folio) column is for entering the reference ledger folio 
number when posting to the ledger is made.

Similarly when payment of cash is made, it is recorded on the credit side, 
i.e., “Payments Side” of the Cash Book, with the date in the ‘Date Column’, 
the name of the party or head of a nominal account in the ‘Particulars 
Column’, the voucher number in the ‘V. No. Column’, and the money value 
of the transaction in the ‘Amount Column’ respectively. The voucher repre-
sents the supporting document for all cash payments effected.

Positing: Once the Cash Book is entered with all the cash transactions, post-
ing of the entries is made to the respective ledger accounts subsequently. For 
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posting, from the debit side of the Cash Book, the concerned accounts are 
credited and from the credit side, the concerned accounts are debited.

b) Two Column Cash Book or Cash Book with Cash and Discount 
Columns: This type of Cash Book is used when cash transactions 
involving discount allowed or received are effected. Usually, discount is 
allowed when payments are promptly made by the customers and dis-
count is enjoyed when payments are promptly made by the business. In 
this two column Cash Book, instead of only one column for cash as in 
a Single Column Cash Book, one additional column is introduced, viz., 
‘Discount Column’. The discounts allowed by the business are entered 
on the debit side and discounts received are entered on the credit side of 
the Cash Book. The discount columns as such cannot be balanced since 
they are purely memorandum columns and will not serve the purpose of 
a ledger account as cash columns do. To know the balance of discount 
columns, separate ledger accounts, viz., Discount Allowed Account and 
Discount Received Account can be opened. The ruling of a two column 
Cash Book is as follows.

Two Column Cash Book (with Cash and Discount Columns)
Dr. Cr.
Date Particulars R.N. L.F. Discount

Allowed
BDT Date Particulars V.N. L.F. Discount

Received
BDT

Posting: The following points should be kept in mind while posting from 
the Cash Book is effected.

1. The opening and closing balances should not be posted.

2. From the debit side of the Cash Book, all the concerned accounts 
are given credit.

3. From the credit side of the Cash Book, all the concerned accounts 
are given debit.

4. While posting cash received from a debtor or cash paid to a cred-
itor, due care should be taken to credit the personal account with 
the amount of both cash and discount allowed or debit the per-
sonal account with the amount of both cash and discount received.

5. Separate accounts should be opened for discount allowed and dis-
count received. The total of the discount allowed column represents 
a loss sustained by the business and the same should be debited to 
discount allowed account by writing ‘To sundries’ in the particu-
lars column. The total of the discount received column represent as 
gain made by the business and it should be credited to the discount 
account by writing ‘By Sundries’ in the particulars column.
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c) Three Columnar Cash Book or Cash Book with Cash, Bank and 
Discount Columns: Nowadays, every businessman invariably has a bank 
account to reap the advantages of safety, convenience, credit facilities and 
less clerical work. Thus, when a business is maintaining a bank account, the 
transactions can be made through cheques. Instead of maintaining the bank 
account in the ledger, it is found more convenient if it is included in the Cash 
Book as Cash Column. Thus, the three column Cash Book is the resultant 
effect where in addition to cash and discount columns, bank column is also 
included. The ruling of a three columnar cash book is as follows:

Three Columnar Cash Book (with Cash, Bank and Discount Columns)
Dr. Cr.
Date Particulars R.N. L.F. Discount

Allowed
BDT

Cash
BDT

Bank
BDT

Date Particulars V.N. L.F. Discount
Received

BDT

Cash
BDT

Bank
BDT

All cash receipts are entered on the debit side in the cash column and all 
cash payments on the credit side in the cash column of the Cash Book. 
Amounts paid into the bank or deposited are recorded on the debit side in 
the bank column and all payments made by cheques are recorded on the 
credit side in the bank column.

Lecture 20

Contents

Kinds of Cash Book (Continued)

Basic Document for Subsidiary Books

d) ‘Bank’ Cash Book or Cash Book with Bank and Discount Columns: 
In case of a business where all transactions are effected through bank, i.e., all 
receipts are banked (deposited into the bank) on the same day and all payments 
are made by cheques only, the cash column in the cash book is of no use. 
Hence, the Cash Book with bank and discount columns alone is maintained. 
The ruling of a Cash Book with bank and discount column is as follows:

Dr. Cr.
Date Particulars R.N. L.F. Discount

Allowed
BDT

Bank
BDT

Date Particulars V.N. L.F. Discount
Received

BDT

Bank
BDT
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e) Petty Cash Book: The word ‘petty’ has its origin from the French word 
‘petit’ which means small. The petty cash book is used to record items like car-
riage, cartage, entertainment expenses, office expenses, postage and telegrams, 
stationery, etc. The person who maintains this book is called the ‘petty cahsier’. 
The petty cash book is used by many business concerns to save the much val-
uable time of the senior official, who usually writes up the main cash book, to 
prevent over burdening of the main cash book with so many petty items and to 
find out readily and easily information about the more important transactions.

The amount required to meet out various petty items is estimated and given to 
the petty cashier at the beginning of the stipulated period say a fortnight or a 
month. When the petty cashier finds shortage of money, he has to submit the 
petty cash book, after making all the entries, to the chief cashier for necessary 
verifications. The chief cashier in turn, verifies all the entries with supporting 
vouchers and disburses cash or issues cheque for the exact amount spent.

Columnar Petty Cash Book or analytical Petty Cash Book

In this cash book various items of petty cash payments are analysed and 
separate analytical columns are provided for recording each and every 
item. The amount of cash received from the chief cashier for meeting out 
the petty expenses is recorded on the debit side and the actual cash pay-
ments towards various petty items are recorded on the credit side in the 
total as well as analytical columns.

The analytical column is provided for each usual head of expense like postage & 
telegrams, printing & stationery, carriage & cartage, traveling expenses, enter-
tainment expenses, office expenses, sundry expenses, etc. Subsequently, the 
totals of these analytical columns are posted to the respective ledger accounts 
which save labour used in posting each item of payment separately in the ledger. 
The balancing of petty cash book is done in the total payments column. Where 
the debit side (Receipts) exceeds that of the credit side (in the totals column-Pay-
ments), it represents the unspent balance of cash remaining with the petty cashier.

Basic Document for Subsidiary Books
Inward Invoice

This is the document sent by the suppliers of goods giving details of 
goods sent, price, value, discount etc. It is the basis for entries in pur-
chases book.

Outward Invoice

This is a document sent by the firm to the customers, showing the details of goods 
supplied, their price and value, discounts etc., it is the basis for writing sales book.
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Debit Note

It is a simple statement sent by a person to another person showing the 
amount debited to the account of the latter along with a brief explanation. 
The debit notes are issued by a trader relating to purchase returns in order 
to put up his claim for abatement of his dues to the other party. Debit 
notes are serially numbered and are similar to invoices although they are 
usually printed in red ink.

Credit Note:

It is nothing but a statement sent by one person to another person showing 
the amount credited to the account of the latter along with a brief explanation. 
The credit notes are used for sales return in order to intimate related abate-
ment and are similar to invoice although they are usually printed in red ink.

Cash Receipts and Vouchers:

These are the vouchers and receipts for cash received and paid. Entries in 
cash book are made on the strength of the vouchers and receipts. They are 
also useful for auditing purpose.

Contra Entries

For any single transaction the same account cannot be debited and cred-
ited. But since cash and bank accounts are maintained in the cash book, 
the debit and credit may be found in the two different accounts in the 
Cash Book. They are transactions which affect both the sides of the Cash 
Book. For instance, when cash is deposited into the bank, bank account 
should be debited and cash account should be credited. Hence, on the 
debit side of the Cash Book. ‘To Cash’ is written in the particulars column 
and the amount is entered in the bank column. Similarly, on the credit 
side of the Cash Book, ‘By Bank’ is written in the particulars column and 
the amount is entered in the cash column.

When cash is withdrawn from the bank, on the debit side of the Cash Book, 
‘To Bank’ is written in the particulars column and the amount is written 
in the cash column. Likewise, on the credit side of the Cash Book, ‘By 
Cash’ is written in the particulars column and amount is entered in the bank 
column. Therefore, those entries which appear on both the sides of the 
Cash Book are called Contra Entries and they are identified and denoted in 
the Cash Book itself by writing the letter ‘C’ in the Ledger Folio Columns 
on either side. For these transactions, as double entry procedure is com-
pleted in the cash book itself, no further positing is made in the ledger.

In a three columnar Cash Book, cash and bank columns are balanced as any 
other ledger account and discount columns are imply totaled. To know the 
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balance of the discount columns, a separate account, viz., discount account 
is opened in the ledger. While the cash column will always show a debit 
balance, the bank column may show a credit balance at times. The credit 
balance in the bank column represents nothing but bank overdraft.

Lecture 21

Contents

Advantage of Subsidiary Books

Meaning of Trade and Cash discount

Difference between these two discounts

Trial Balance

Advantages of trial Balance

Advantage of Subsidiary Books

The advantages of maintaining special journals can be summarized as under:

Division of work

The division of journal resulting in division of work ensures more clerks 
working independently in recording original entries in day books.

Facilitate posting

Because the transactions of one nature are recorded at one place, the post-
ing of real account is highly facilitated.

Time Saving

Due to division of work, it is possible to perform various accounting 
processes simultaneously. Thus, lesser time is required to complete 
accounting records.

Minimum frauds and errors

Systematic recording of business transactions in special journals reduces the 
possibility of frauds and errors. It also helps in location of errors, if any.
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Better information

A lot of useful data like credit sales, credit purchases, returns etc., is made 
available which is not possible in journal system.

Management decisions facilitated

Since transactions of a similar nature are recorded at one place, the man-
agement can have the benefit of the trend and distributional pattern in 
planning and making decisions.

Specialisation and efficiency

When the same work is allotted to a particular person over a period of 
time, he acquires full knowledge of it and becomes efficient in handling 
it. Thus, the accounting work will be done efficiently

Discounts
Trade discount

When a customer buys goods regularly or buys large quantity or buys for 
a large amount, the seller is usually inclined to allow a concession in price. 
He will calculate the total price according to the list of catalogue. But after 
the total is arrived at, he will make a deduction 5% or 10% depending 
upon his business policy. This deduction is known as Trade discount.

Cash Discount

An amount which is allowed for the prompt settlement of debt arising out 
of a sale within a specified time and calculated on a percentage basis is 
known as cash discount, i.e., it is always associated with actual payment.

Difference Between Trade Discount and Cash Discount

Trade discount Cash discount
It is given by the manufacturer or the 
wholesaler to a retailer and not to others.

It may be allowed by seller to any debtor.

It is allowed on a certain quantity being 
purchased.

It is allowed on payment being made 
before a certain date.

It is a reduction in the catalogue price of 
an article.

It is a reduction in the amount due by a 
debtor.

It is not usually accounted for in the books 
since the net amount (i.e. after deducting 
discount) is shown.

This discount must have to be accounted 
for in the books since it is deducted from 
the gross selling price.

It is allowed only when there is a sale 
either cash or credit.

It is allowed only when there is cash 
receipt or cash payment including 
cheques.
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It is usually given at the same rate which 
is applicable to all customers.

It varies from customer to customer 
depending on the time and period of 
payment.

It is allowed or not allowed according 
to sales policy followed by a business 
concern.

It is allowed only on condition. The dues 
should be paid within the stipulated time. If 
not, the debtor is not eligible for cash discount.

Lecture-22

Contents

After studying this Chapter, you will be able to:

know the Importance and Need of Bank Reconciliation Statement.

understand the Causes for Disagreement between Cash Book 
and Pass Book Balances.

prepare Bank Reconciliation Statement.

Bank Reconciliation Statement

Cash book with cash and bank columns have been explained in the earlier 
chapter. On the debit side of the cash book, the bank column represents:

1. Cheques deposited into bank for collection. 

2. Cash paid into bank and

3. Some entries that are made only after receiving the information 
tram the bank viz.,

i. Amounts collected by the bank on our behalf as per the 
standing instructions, for example, Interest collected on 
investment.

ii. Interest given by thc banker for the balance keep by us in our 
bank account.

iii. The amonnt paid by our customers directly into our bank account.

On the other hand, on the credit side of the cash book, represents:
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1. Cheques issued for payment.

2. Cash withdrawn from bank for office use and personal use.

3. In addition, some entries are made after receiving information 
from the bank: viz.,

i. Amounts paid by the bank on our behalf as per the standing 
instructions, for example, payment of insurance premium. 

ii. Interest charged by the bank for the amount drawn over and 
above the actual balance kept in the bank account.

iii. Bank charges payable for the agency and utility services ren-
dered by the bank.

Bank Pass Book

Bank Pass Book (statement of account) is merely a copy of the custom-
er’s account in the books of a bank. It shows all the deposits, withdrawals 
and the balance available in the customers account.

Difference between Cash Book and Pass Book

Sl. Basis of  Distinction Cash Book (Bank Column) Pass Book
1. Maintained by Cashier Banker 
2. Deposits of Cash Entered on the debit side of the 

cash book.
Entered on the credit column of the 
pass book.

3. Withdrawals of Cash Entered on the credit side of the 
cash book.

Entered on the debit column of the 
pass book.

4. Cheques deposited  for 
collection

Entered on the debit side of the 
cash book on the date of depositing 
the cheques  into the bank.

Entered in the pass Book only on 
the date of the realisation of the 
cheque.

5. Cheques issued Entered on the credit side of the 
cash book on the date of issuing 
the cheque to the creditors.

Entered on the debit column or 
the pass book only on the date on 
which they are presented and paid.

6. Collections and pay-
ments as per customers 
standing instructions

Entered in the Cash book after 
seeing the pass book.

Entered in the Pass book first.

7. Signature It is not signed by the  cashier It is signed by the Bank official 
after each transaction.

8. Balancing It is balanced at the end of a speci-
fied period.

It is balanced after each transac-
tion.

Bank Reconciliation Statement

The balance of the bank column in the double or triple column cash book 
represents the customers cash balance at bank. It should be the same as shown 
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by his bank pass book on any particular day. For every entry made in the cash 
book if there is a corresponding entry in the pass book (maintained by the 
banker) or vice versa, the bank balance will be the same in both the books.

However, it must be noted that the cash book and the pass book are 
maintained by two different parties and hence it is not certain that entry 
in one book will always have a corresponding entry in the other. Nor-
mally entries in the cash book should tally (agree) with those in the pass 
book and the balances shown by both the books should be the same. But 
in practice, the balances generally differ. In case of disagreement in the 
balance of the cash book and the pass book, the need for preparing Bank 
Reconciliation Statement arises.

Definition

‘Bank reconciliation statement is a list in which the various items that 
cause a difference between bank balance as per cash book and pass book 
on any given date are indicated’.

Need and Importance

After tracing the various items of difference, a bank reconciliation statement 
is prepared. The following are its advantages in which lies its importance,

i. The errors that might have taken place in the cash book in connec-
tion with bank transactions can be easily found.

ii. Regular preparation of bank reconciliation statement prevents frauds.

iii. It indirectly imposes moral check on the accounting staff. 

iv. By the preparation of bank reconciliation statement, uncredited 
cheque can be detected and steps can be taken for their Collection.

Causes of disagreement between the balance shown by 
the cash book and the balance shown by the pass book 

1. Cheques paid into bank but not yet collected

The cheques paid into bank for collection but not credited into the 
account of the customer, because the cheque is

i. not collected and credited till that date.

ii. collected but the bank staff has forgotten to make entry.

iii. collected but credited to wrong account.

iv. dishonoured.
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v. collected for No.I account but credited to No.II account of the 
same customer.

As soon as the cheques are sent to the bank, entries are made in the debit 
side of the cash book (bank column). But, usually bank credit the cus-
tomers account only when they have received payment from the bank 
concerned, in other words, when the cheques have been collected. Hence, 
there will be a time gap between the depositing of the cheques and the 
collection by the bank.

2. Cheques issued but not yet presented for payment 

The cheques issued but not debited customers account may be because 
the cheque is

i. not cashed till date.

ii. not presented till date.

iii. presented but dishonoured for some reasons or other.

iv. lost by the party to whom the cheque was issued.

v. cashed out of No.1 account but wrongly debited to NO.II account 
of the same customer.

In all of the above cases, the entry in the cash book is made immediately on 
the issue of cheque but naturally the entry will be made by bank only when 
the cheque is presented for payment. Thus there will be a gap of some days 
between the entry for issue of cheque in the cash book and the entry for pay-
ment made in the pass book.

3. Amount credited by the banker in the pass book without the 
immediate knowledge of the customer

The following are some of the examples for the above statement

i. The bank might have collected rent, dividend, bills of exchange, 
interest etc., due for the customer as per standing instructions.

ii. Some debtors might have directly paid into bank.

iii. Bank credits interest on the credit balance of the customer’s account.

iv. The banker has wrongly credited this account instead of some 
other accounl.

In all the above cases, the entry will be first entered in the pass book. The 
customer will know this only after he verifies the entries in the pass book. 
So there may be a time gap of some days before the customer includes 
entries made in the pass book
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4. Amounts debited by the banker in the pass book without 
the immediate knowledge of the customer

The following are some of the examples for this.

i. The banker has recorded bank charges, interest on overdraft etc.

ii. The banker has paid insurance premium, subscription for periodi-
cals,etc. on behalf of the customer as per the standing instructions.

iii. The banker has wrongly debited this account instead of some 
other account.

iv. The banker has paid the bills payable of the customer as per stand-
ing instructions.

v. Dishonour of a cheque deposited and discounted bills receivable

In all the above cases, the entry will be first entered in the pass book of the 
customer. And the customer will know only after he verifies the entries in 
the pass book or statement of account. So there may be a time gap of some 
days before the customer includes the entries made in the pass book. 

After tracing the various items of differences, a Bank reconciliation state-
ment is prepared by starting with the balance shown by any of the two 
books. But in actual practice, a Bank reconciliation statement is prepared 
by the customer starting with the balance as per cash book and will ensure 
that the balance as per pass book is arrived at.

Bank Overdraft 

Bank overdraft is an amount drawn over and above the actual balance 
kept in the bank account. This facility is available only to the current 
account holders. Interest will be charged for the amount overdrawn i.e., 
overdraft. The Cash book will show a credit balance i.e., unfavourable 
balance. The pass book will show a debit balance.
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Format

The format of Bank Reconciliation Statement when bank balance as per 
cash book is taken as the starting point.

Bank Reconciliation Statement as on ............................

Particulars Amount Rs. Amount Rs.
A Balance as per Cash Book * *
B Add: Cheques issued but not presented for 

payment 
* *

Interest credited by bank but not 
recorded in cash book

* *

Debtors directly paid into bank but not 
recorded in cash book 

* *

Wrong credit by banker * *
Collections by banker as per customer 
standing instructions

* *

Total (B) * *
C (Total A+B) * *
D Less: Cheques deposited but not credited by 

the bank
Dishonoured cheques appeared in the pass 
book but not entered in the cash book 

* *

Bank charges as per pass book * *
Wrong debit by banker * *
Payments as per standing instructions * *

Total (D) * *
E Balance as per pass book ( C- D) * *

Points to be noted:

To work out the problems on Bank Reconciliation Statement, the follow-
ing points are to be remembered.

i. The heading is given as “Bank Reconciliation Statement as 
on_________”

ii. All items to be added are grouped together and shown in the inner 
column and the total is taken to the outer column for the purpose 
of addition (B).

iii. All items to be deducted are grouped together in the inner column 
and the total can be shown in the outer column for deduction.(D).

iv. Favourable balance means thc cash book will have a debit bal-
ance and the passbook will have a credit balance.
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v. Bank overdraft or unfavourable balance means cash book will 
have a credit balance and passbook will have debit balance.

For easy reference the table given below will be useful.

Book Favourable Balance Unfavourable Balance (overdraft)
Cash Debit Credit
Pass Credit Debit

Illustration 1: When balance as per cash book is favourable.

From the following details, make out bank reconciliation statement for 
M/s .Elavarasan & Company as on December 31, 2016 to find out the 
balance as per pass book.

Rs.
1. Cheques deposited but not yet collected by the bank 1,500
2. Cheque issued to Mr. Raju has not yet been pre-

sented for payment
2,500

3. Bank charges debited in the pass book 200
4. Interest allowed by the bank 100
5. Insurance premium directly paid by the bank as per 

standing instructions
500

6. Balance as per cash book 200

Solution

Bank Reconciliation Statement as on December 31, 2016 

Particulars Amount Rs. Amount Rs. 
A Balance as per Cash Book 200 
B Add: Cheques issued to Mr. Raju but not  

presented for payment
2,500

lnterest allowed by bank but not  
recorded in cash book

100

2,600 
2,800 

C Less: Cheques deposited but not credited by 
the bank  

1,500

Bank has paid insurance premium as 
per standing instructions

500

Bank charges as per pass book 200
2,200 

D Balance as per Pass Book 600 
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Illustration 4: When overdraft as per Pass Book is given

Ms. Haritha gives you the following information regarding her bank 
account. It shows an overdraft balance of Rs.6,500 on March 31, 2016. 
This does not agree with the cash book balance.

1. Cheques amounting to Rs.15,000 were paid into bank out of which, 
only cheques amounting to Rs. 4,500 were credited by the bank.

2. Cheques issued during March amounted in all to Rs.11,000, out of 
these, cheques amounting to Rs.3000 were unpaid till March 31, 2016.

3. The bank has wrongly debited account No. 1 with Rs.500 in respect 
of a cheque drawn on account No.2.

4. The account stands debited with Rs.150 for interest and Rs.30 for 
bank charges.

5. The bank has paid the annual subscription of Rs.100 to club according 
to instructions.

You are required to ascertain balance as per cash book

Solution

Bank Reconciliation Statement as on March 31, 2016.

Particulars Amount Rs. Amount Rs.
Overdraft balance as per pass book 6,500

Add: Cheques issued but not presented 3,000
3,000
9,500

Less Cheques paid into bank but not 
collected (Rs.15000-Rs.4500) 10,500
Wrong debit in pass book in account No.1 
instead of account No.2

500

Interest and bank charges not entered in the 
cash book (Rs.150+Rs.30) 

180

Subscription paid as per standing instruction 100
11,280

Balance as per cash book (Favourable) (1780)

When an extract of cash book (bank column) and pass hook is given.

Illustration 5: Given below are the entries in the bank column of the cash book 
and the pass book. Prepare a Bank Reconciliation Statement of Mr.Sekar as on 
August 31, 2016.
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Cash Book 
(Bank Columns)

Dr. Cr.
Date Particulars Amount Rs. Date Particulars Amount Rs.
2016 2016
Aug 1 To Balance b/d 20,525 Aug 8 By Kokila A/c 12.000 

18 To Shanker A/c 6,943 26 By Geetha  A/c 9,740 
19 To Sales A/c 450 28 By Latha  A/c  11,780 

(Rajan) 30 By Salaries A/c
20 To Commission (Amala) 720 

A/c (Babu) 200 31 By Balance C/d 1,688 
20 To Nirmala A/c 7,810 

35,928 35,928 
Sept 1 To Balance b/d 1,688 

Pass Book

Date Particulars Dr. 
Withdrawals  

Rs.

Cr. 
Deposits  

Rs.

Balance  
Dr/Cr. 

Rs.

Initials

1.8.16 By balance b/d 20,525 Cr 
9.8.16 To Kokila 12,000 8,525 Cr 
19.816 By Shankar 6,943 15,468 Cr 
25.8.16 By Rajan 450 15,918 Cr 
26.8.16 To Geetha 9,740 6,178 Cr 
27.8.16 By Babu 200 6,378 Cr 
28.8.16 To Amala 720 5,658 Cr 
30.8.16 By B/R 20,000 

By Interest 25 
By Interest on 
Investment 1.820 27,503 Cr 

31.8.16 To B/P 4,000 23,503 Cr 

Solution:

In the above problem, an extract of the cash book (bank column) and the pass 
book of  Mr. Sekar is given. The items given on the debit side of the cash 
book should match with the items given on the credit column of the pass book 
and vice versa. The items, which do not match, cause the difference between 
both the balances.
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Bank Reconciliation Statement as on August 31, 2016

Particulars Amount Rs. Amount Rs. 
Balance as per cash book 1,688 

Add: Bills receivable collected, not entered 
in cash book

20,000

Interest collected, not entered in 
cash book

25

Interest on investment collected, not entered 
in cash book

1,820

Cheques issued but not collected - Latha 11,780 
33,625 
35,313 

Less: Cheques paid into bank, bu not collected 
- Nirmala

7,810

Bills payable paid, not entered in 
cash book

4,000

11,810
Balance as per pass book 23,503

Trial Balance
After preparation of ledger accounts, we need to verify the accuracy of 
the recording process either in the journal or in the ledger accounts. To 
detect the accuracy of the recorded transaction, we need to prepare a 
statement showing the balance of the each ledger account, in which debits 
are shown in the debit column and credit are shown in the credit column. 
This statement is called the trial balance.

According to R, N, Carter A trail balance is a schedule or lists of balances 
both debit and credit extracted from the accounts in the ledger and includ-
ing the cash and bank balances from the Cash Book. 

According to Meigs and Meigs The proof of the equality of debit and 
credit balances of all accounts is called a trial balance

Advantages of trial Balance

Following are the various advantages of Trial Balance

1. It ensures the equal debits and credits

2. It discovers the errors in journalizing

3. It helps to find the errors of posting 

4. It locates in errors in ledger accounts.
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5. It help in preparing the financial statements 

6. helps to make the adjustment for the non recordable transactions

7. It helps to the fine the missing amount of an account in special case

8. It helps to test the mathematical accuracy of the recording process

Lecture 23

Contents

Procedure of preparation of trial balance

Procedure of preparation of trial balance 

A five column chart like journal is prepared. All debits are entered in the 
debit side of the trial balance and all credits are entered in the credit side 
of the trial balance. There is a column is a journal folio before the debit 
column. On the top we put the name of business concern and the date for 
which it is prepared. The steps of preparing trial balance can be summa-
rized as follows:

1. Determine the balance of each account in the ledger

2. List the accounts with balances other than zero, with the debit 
balances in one column and the credit balances in another.

3. Add the debit and credit balance 

4. Compare the sum of debit balances with the sum of credit balances 

Following guidelines will help to post the account title in the trial balance, 
which contains a list of Assets, Liabilities, Expenses, and Income etc. 

1. Assets:

An asset always shows the debit balance. So the balances of the assets are 
to be placed in the debit side of the trial balance. For example following 
are the list of assets those are to be debited. 

SL. Name of the accounts L.F Dr. tk. Cr. tk
1 Goodwill
2 Building 
3 Plant and Machinery
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SL. Name of the accounts L.F Dr. tk. Cr. tk
4 Furniture
5 Leasehold Property
6 Office Equipment
7 Land
8 Land Development
9 Fixture and Fittings 

10 Erection or addition to plant and machinery
11 Business Premises
12 Freehold Premises
13 Motor Car
14 Horse and Carts
15 Investment
16 Cash in Hand
17 Copyright
18 Patents

2. Expenses/ Expenditure:

Expenses always show the debit balance. So the balances of the Expenses 
are to be placed in the debit side of the trial Balance. For example follow-
ing are the list of expenses those are to be debited. 

SL. No Name of the accounts L.F Dr. tk. Cr. tk
1 Purchase
2 Carriage Inwards
3 Carriage Outwards
4 Wages
5 Drawings Office Salaries
6 Freight
7 Import Duty 
8 Coal, Gas, Fuel etc
9 Electricity and power
10 Factory Expenses
11 Salaries
12 Export Duty
13 Printing and stationery 
14 Insurance
15 House Rent
16 Advertising
17 Business Expenses
18 Office Expenses
19 Interest Paid
20 Commission Paid
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SL. No Name of the accounts L.F Dr. tk. Cr. tk
21 Tax and rates
22 Income tax
23 Factory Charges 
24 Delivery expenses
25 Miscellaneous expenses
26 Discounts paid
27 Directors Remuneration
28 Entertainment
29 Repairs and maintenance
30 Apprenticeship Allowance 
31 Royalties paid
32 Bad Debt
33 Bank Charges
34 Interest on Bank overdraft
35 Interest on loan
36 interest on capital
37 Depreciation of Assets
38 Dock Charges
39 Postage and Telegrams

3. Income/ Revenue

Income or revenue always shows the credit balance. So the balance of the 
income or revenues are to be placed in the credit side of the trial balance. For 
example following are the list of income or revenues those are to be credited. 

SL. No Name of the accounts L.F Dr. tk. Cr. tk
1 Rent Received
2 Commission Received
3 Interest Received 
4 Discount Received
5 Sales
6 Rent Received from sublet
7 Apprenticeship Premium
8 Interest from deposit
9 interest on Drawings
10 Interest Received from investment
11 Dividend received

4. Personal Account 

Personal account may be debit or credit balance depending on the nature 
of the transactions. If it shows debit it means that it is an asset. On the 
other hand if it shows the credit balances, it means that it is a liability. Fol-
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lowing personal accounts shows the debit or credit balance as indicated.

SL.No Name of the accounts L.F Dr. tk. Cr. tk
1 Drawings
2 Sundry debtors
3 Bills Receivable/ Accounts Receivable
4 Loan to person
5 Sales Ledger Balance
6 Capital
7 Sundry Creditors
8 Bills payable/ Accounts Payable
9 Loan from persons 
10 Mortgage loan
11 Purchase Ledger Balance

Lecture 24

2nd Mid Term Examination (Weight 25%)

Lecture 25

Contents

Procedure of preparation of trial balance (Continued)

Practice of preparing trial balance

5. Outstanding Expenses:

Expenses shows debit balance but since outstanding expenses are lia-
bilities, it indicates the credit balance. So, outstanding expenses or any 
expenses payable is credit. Following outstanding expenses shows the 
liability, so these are to be credited. 

SL. No Name of the accounts Ref Dr. tk. Cr. tk
1 Outstanding Interest on loan
2 Wages Payable
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SL. No Name of the accounts Ref Dr. tk. Cr. tk
3 Salaries Payable
4 Rent payable

6. Prepaid Expenses:

Prepaid Expenses are assets. Since assets shows the debit balance, so pre-
paid expenses is the debited. Following is a list of prepaid expenses that 
should be debited. 

SL. No Name of the accounts Ref Dr. tk. Cr. tk
1 Prepaid salaries
2 Rent paid in advance 
3 Prepaid insurance 
4 Prepaid Business expenses

7. Accrued Income: 

Income shows the credit balance. But any receivable against the accrued 
income is be debited. Following is a list of receivable against accrued 
income, which are to be debited.

SL. No Name of the accounts Ref Dr. tk. Cr. tk
1 Rent Receivable
2 Royalties Receivable
3 Commission Receivable
4 Interest Receivable on Investment

8. Unearned Income:

Income shows the credit balance. But unearned income means that the 
cash is received without selling goods or rendering services. So unearned 
income is a liability. Since a liability is to be credited, an unearned 
income is also to be credited. Following is a list of unearned income those 
are to be credited.

SL. No Name of the accounts Ref Dr. tk. Cr. tk
1 Unearned rent
2 Unearned commission
3 Unearned interest on investment

9. Reserves and Funds:

Reserves and Funds are the accumulated income. Since the income is to 
be credited, the reserve and funds are also to be credited. following is a 
list of reserves and funds those are to be credited.
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SL. No Name of the accounts Ref Dr. tk. Cr. tk
1 General Reserve
2 Income Tax provision
3 Investment reserve Fund
4 Dividend Equalization Fund
5 Pension Funds
6 Reserve for bad debts

Example

Recall from the example of X Processing Company, you have the follow-
ing ledger balances.

X Processing Company
Ledger account balances

Sl. No. Accounts Title Tk.
1 Cash 24,500
2 Land 30,000
3 Rent Expense 1,000
4 Notes Payable 5,000
5 Accounts Payable 2,000
6 Accounts Receivable 9,000
7 Car Lease Expenses 4,000
8 Advertising Expenses 500
9 Instructional Fees 20,000

10 Salaries Expenses 4,000
11 Utilities Expenses 2,000
12 Drawings 2,000
13 X’s Capital 50,000

Required: Prepare a trial Balance

Solution: The trial Balance can be prepared as follows.

X Processing Company
Trial Balance

Sl. No. Accounts Title Tk.
1 Cash 24,500
2 Land 30,000
3 Rent Expense 1,000
4 Notes Payable 5,000
5 Accounts Payable 2,000
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Sl. No. Accounts Title Tk.
6 Accounts Receivable 9,000
7 Car Lease Expenses 4,000
8 Advertising Expenses 500
9 Instructional Fees 20,000

10 Salaries Expenses 4,000
11 Utilities Expenses 2,000
12 Drawings 2,000
13 Moon’s Capital 50,000

77,000 77,000

Home Assignment 6 

From the following ledgers of M/S Y Agribusiness ltd, for the year ended 
31 December 2015, Prepare a trail Balance 

M/S Y Agribusiness ltd

Sl. No. Accounts Title Tk.
1 Drawings 7,000
2 Inventory (1-4-2004) 12,000
3 Purchases 1,20,000
4 Salaries 15,000
5 Wages 5,000
6 Import Duty 3,000
7 Transportation in 2,500
8 Sales Return 4,500
9 Rent 6,000
10 Accounts Receivable 60,000
11 Machinery 30,000
12 Furniture 10,000
13 Cash at Bank 9,500
14 Freehold Premises 35,000
15 Transportation Out 3,000
16 Insurance Premium 2,500
17 Bad Debt 1,000
18 Discount Paid 1,500
19 Advertisement 15,000
20 Cash in Hand 3,000
21 10% investment 40,000
22 Capital 80,000
23 Discount Received 3,500
24 Sales 1,95,000
25 Purchase Return 2,000
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Sl. No. Accounts Title Tk.
26 Accounts Payable 50,000
27 Reserve Funds 51,000
28 Reserve for bad Debts 3,500
29 Interest on investment 500

Required: Prepare a trial Balance 

Lecture 26

Contents

The four financial statements 

Balance Sheet

Why Create a Balance Sheet?

How to prepare a balance sheet

The four financial statements and their process of 
preparation

Companies prepare four financial statements from the summarized 
accounting data:

1. Income Statement: An income statement presents the revenues 
and expenses and 
resulting net income or loss for a specific period of time.

2. Balance Sheet: A balance sheet reports the assets, liabilities and 
owner’s equity at 
a specific date.

3. Owner’s Equity Statement: An owner’s equity statement sum-
marizes the changesin owner’s equity fora specific period of time.

4. Cash Flow Statement: A statement of cash flows summarizes 
information about 
the cash inflows (receipts) and outflows (payments) for a specific 
period of time.
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Balance Sheet
A balance sheet (also known as a statement of financial position) is a 
formal document that follows a standard accounting format showing the 
same categories of assets and liabilities regardless of the size or nature of 
the business. The balance sheet you prepare will be in the same format 
as IBM’s or General Motors’. Accounting is considered the language of 
business because its concepts are time-tested and standardized. Even if 
you do not utilize the services of a certified public accountant, you or 
your bookkeeper can adopt certain generally accepted accounting princi-
ples (GAAP) to develop financial statements.

The strength of GAAP is the reliability of company data from one 
accounting period to another and the ability to compare the financial 
statements of different companies. The standardization introduced by 
commonly defined terms is responsible for this reliability. To help you get 
a grip on accounting terminology, terms are defined as they are introduced 
and a glossary is included for reference.

Garbage-in, garbage-out. The integrity of any financial statement is 
directly related to the information that goes into its construction. You may 
want to consider revamping your record-keeping, if necessary, before you 
begin compiling financial statements.

Why Create a Balance Sheet?

A balance sheet provides a snapshot of a business’ health at a point in 
time. It is a summary of what the business owns (assets) and owes (liabil-
ities). Balance sheets are usually prepared at the close of an accounting 
period such as month-end, quarter-end, or year-end. New business owners 
should not wait until the end of 12 months or the end of an operating 
cycle to complete a balance sheet. Savvy business owners see a balance 
sheet as an important decision-making tool.

Over time, a comparison of balance sheets can give a good picture of the 
financial health of a business. In conjunction with other financial statements, 
it forms the basis for more sophisticated analysis of the business. The bal-
ance sheet is also a tool to evaluate a company’s flexibility and liquidity.

How to prepare a balance sheet

A balance sheet is a statement of a firm’s assets, liabilities and net worth. 
The key to understanding a balance sheet is the simple formula:
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Assets = Liabilities + Net Worth

All balance sheets follow the same format: If it is in two columns, assets 
are on the left, liabilities are on the right, and net worth is beneath liabil-
ities. If it is in one column, assets are listed first, followed by liabilities 
and net worth.

Assets

In this section, each type of asset is explained. A worksheet is provided 
for your use in assembling a balance sheet.

All balance sheets show the same categories of assets: current, long-term 
(fixed) assets, and other assets. Assets are arranged in order of how quickly 
they can be turned into cash. Turning assets into cash is called liquidity.

Current assets include cash, stocks and bonds, accounts receivable, 
inventory, prepaid expenses and anything else that can be converted into 
cash within one year or during the normal course of business. These are 
the categories you will use to group your current assets. This Business 
Builder focuses on the current assets most commonly used by small busi-
nesses: cash, accounts receivable, inventory and prepaid expenses.

Cash is relatively easy to figure out. It includes cash on hand, in the bank 
and in petty cash.

Accounts receivable is what you are owed by customers. The easy 
availability of this information is important. Fast action on slow paying 
accounts may be the difference between success and failure for a small 
business. To make this number more realistic, you should deduct an 
amount from accounts receivable as an allowance for bad debts.

Inventory may be your largest current asset. On a balance sheet, the value 
of inventory is the cost to replace it. If your inventory were destroyed, 
lost or damaged, how much would it cost you to replace or reproduce it? 
Inventory includes goods ready for sale, as well as raw material and par-
tially completed products that will be for sale when they are completed.

Prepaid expenses are listed as a current asset because they represent an 
item or service that has been paid for but has not been used or consumed. 
An example of a prepaid expense is the last month of rent of a lease that 
you may have prepaid as a security deposit. It will be carried as an asset 
until it is used. Prepaid insurance premiums are another example of a 
prepaid expense. Sometimes, prepaid expenses are also referred to as 
unexpired expenses. On a balance sheet, current assets are totaled and this 
total is shown as the line item: Total Current Assets.
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Types of Error in Accounting

Kinds of Errors

i. Errors of Principle

Transactions are recorded as per generally accepted accounting principles. 
If any of these principles is violated or ignored, errors resulting from such 
violation are known as errors of principle. For example, Purchase of 
assets recorded in the purchases book. It is an error of principle, because 
the purchases book is meant for recording credit purchases of goods 
meant for resale and not fixed assets. A trial balance will not disclose 
errors of principle.

ii. Clerical Errors

These errors arise because of mistakes committed in the ordinary course of 
accounting work. These can be further classified into three types as follows. 

a) Errors of Omission

This error arises when a transaction is completely or partially 
omitted to be recorded in the books of accounts. Errors of omis-
sion may be classified as below.

i. Error of Complete Omission: This error arises when a transac-
tion is totally omitted to be recorded in the books of accounts. 
For example, Goods purchased from Ram completely omitted 
to be recorded. This error does not affect the trial balance.

ii. Error of Partial Omission: This error arises when only one aspect 
of the transaction either debit or credit is recorded. For example, a 
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credit sale of goods to Siva recorded in sales book but omitted to 
be posted in Siva’s account. This error affects the trial balance.

b) Errors of Commission

This error arises due to wrong recording, wrong posting, wrong 
casting, wrong balancing, wrong carrying forward etc. Errors of 
commission may be classified as follows:

i. Error of Recording: This error arises when a transaction is wrongly 
recorded in the books of original entry, For example, Goods of 
Rs.5,000, purchased on credit from Viji, is recorded in the book for 
Rs.5,500. This error does not affect the trial balance.

ii. Error of Posting: This error arises when information recorded in the 
books of original entry are wrongly entered in the ledger. Error of 
posting may be

• Right amount in the right side of wrong account. 

• Right amount in the wrong side of correct account

• Wrong amount in the right side of correct account 

• Wrong amount in the wrong side of correct account 

• Wrong amount in the wrong side of wrong account 

• Wrong amount in the right side of wrong account, etc.

• This error mayor may not affect the trial balance.

iii. Error of Casting (Totalling):This error arises when a mistake 
is committed while totalling the subsidiary book. For exam-
ple, instead of Rs.12,000 it may be wrongly totalled as Rs. 
13,000. This is called overcasting. If it is wrongly totalled as 
Rs.11,000, it is called under-casting.

iv. Error of Carrying Forward: This error arises when a mistake 
is committed in carrying forward a total of one page to the 
next page. For example, Total of purchase book in page 282 
of the ledger Rs.10,686, while carrying forward the balance to 
the next page it was recorded as Rs. 10,866.

c) Compensating Errors

The errors arising from excess debits or under debits of accounts 
being neutralised by the excess credits or under credits to the same 
extent of some other account is compensating error. Since the 
errors in one direction are compensated by errors in another direc-
tion, arithmetical accuracy of the trial balance is not at all affected 
inspite of such errors. For example, If the purchases book and 
sales book are both overcast (excess totalling) by Rs.10,000, the 
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errors mutually compensate each other. This error will not affect 
the agreement of trial balance.

Errors disclosed and not disclosed by trial balance

If the impact of the errors on trial balance is considered, errors may be classified 
into two categories- Errors disclosed by trial balance, and Errors not disclosed 
by trial balance.

Illustration 2 

State the type of error involved in the following transactions and say 
whether it will affect the agreement of the trial balance or not.

1. The sales book is undercast by Rs. 2,000.

2. The purchases book is overcast by Rs. 1,500.

3. The purchases return book is overcast by Rs.5,000.

4. The sales return book is overcast by Rs.1,000.

5. Goods returned by Vani worth Rs. I,500 were not entered.

6. Goods returned by Venu & Co. Rs. 4,000 were not posted.

7. Goods sold to Robin for Rs. 2,600 has been debited to Robert’s A/c.

8. A credit sale to Basha for Rs. 3,500 was entered as Rs.5300.

9. A purchase of Machinery for Rs.50,000 has been entered in the 
purchases book.

10. A credit purchase from Senthil for Rs. 6,250 was debited to San-
thosh’s Alc. from purchases book.
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11. Cash received for commission Rs.2,735 was posted to the com-
mission account as Rs. 2,375.

12. The monthly total of discount column on the debit side of the cash 
book Rs. 1,350 was credited to discount allowed account.

13. Cash paid for insurance Rs. 6,310 was posted to the insurance A/c. 
as Rs.6,130

14. The monthly total of discount column on the credit side of the 
cash book Rs. 22,500 was debited to discount received account.

15. A sale to Kaveri Rs. 6,900 has been entered in the purchases book.

Lecture 27

Contents

Steps in preparing balance sheet

Characteristics of Balance Sheet

Practicing of preparing a balance sheet 

Step 1: Complete the Current Asset Section of the worksheet.

Fixed Assets are also known as long-term assets. Fixed assets are the 
assets that produce revenues. They are distinguished from current assets 
by their longevity. They are not for resale. Many small businesses may 
not own a large amount of fixed assets. This is because most small busi-
nesses are started with a minimum of capital. Of course, fixed assets will 
vary considerably and depend on the business type (such as service or 
manufacturing), size and market.

Fixed assets include furniture and fixtures, motor vehicles, buildings, 
land, building improvements (or leasehold improvements, if you rent), 
production machinery, equipment and any other items with an expected 
business life that can be measured in years.

All fixed assets (except land) are shown on the balance sheet at origi-
nal (or historic) cost less any depreciation. Subtracting depreciation is a 
conservative accounting practice to reduce the possibility of overvalua-
tion. Depreciation subtracts a specified amount from the original purchase 
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price for the wear and tear on the asset. It is important to remember that 
original cost may be more than the asset’s invoice price. It can include 
shipping, installation, and any associated expenses necessary for readying 
the asset for service.

This section concentrates on the categories of fixed assets common to 
most small businesses: furniture and fixtures, motor vehicles, and machin-
ery and equipment.

• Furniture and fixtures is a line item that includes office furniture, 
display shelves, counters, work tables, storage bins and other sim-
ilar items. On the balance sheet, these items are listed at cost (plus 
related expenses) minus depreciation.

• Motor vehicles is a line item to list the original value (less depre-
ciation) of any motor vehicle, such as a delivery truck, that is 
owned by your business.

• Machinery and equipment are vital to many businesses. If you are 
a manufacturing firm, this could be your largest fixed asset. Like 
the other fixed assets on the balance sheet, machinery and equip-
ment will be valued at the original cost minus depreciation.

• Other assets is a fourth category of fixed assets. Other assets are 
generally intangible assets such as patents, royalty arrangements 
and copyrights.

Step 2: Complete the Fixed Assets Section and the Other Assets Sec-
tion of the worksheet and compute the total assets of your business.

Liabilities

In this section, two types of liabilities will be explained. You will continue 
to use the worksheet at the end of this section. Liabilities are claims of cred-
itors against the assets of the business. They are debts owed by the business.

There are two types of liabilities: current liabilities and long-term liabil-
ities. Liabilities are arranged on the balance sheet in order of how soon 
they must be repaid. For example, accounts payable will appear first as 
they are generally paid within 30 days. Notes payable are generally due 
within 90 days and are the second liability to appear on the balance sheet.

Current liabilities are accounts payable, notes payable to banks (or 
others), accrued expenses (such as wages and salaries), taxes payable, 
the current due within one year portion of long-term debt and any other 
obligations to creditors due within one year from the date of the balance 
sheet. The current liabilities of most small businesses include accounts 
payable, notes payable to banks and accrued payroll taxes.
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• Accounts payable is the amount you may owe any suppliers or 
other creditors for services or goods that you have received but 
not yet paid for.

• Notes payable refers to any money due on a loan during the next 
12 months.

• Accrued payroll taxes would be any compensation to employees 
who have worked, but have not been paid, at the time the balance 
sheet is created.

Long-term liabilities are any debts that must be repaid by your business 
more than one year from the date of the balance sheet. This may include 
startup financing from relatives, banks, finance companies or others.

Step 3: Complete the Liabilities Section of the worksheet. Compute 
Total Liabilities.

Net Worth

The formula that defines the balance sheet is:

Assets = Liabilities + Net Worth

The formula can be transposed to yield a definition of net worth:

Net Worth = Assets - Liabilities

Net worth is what is left over after liabilities have been subtracted from 
the assets of the business. In a sole proprietorship, it is also known as 
owner’s equity. This equity is the investment by the owner plus any prof-
its or minus any losses that have accumulated in the business.

Step 4: Complete the Net Worth Section of the worksheet. When this 
is done, you should have a completed balance sheet for your business.

Characteristics of Balance Sheet

The Balance Sheet of a business possesses the following 
characteristics:

• Balance sheet being a statement has no debit or credit sides that is 
why to or by words are not prefixed to the name of accounts.
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• Balance sheet is prepared at the end of an accounting period – it 
is for a particular day, so it disclose the financial position on a 
particular day and not for a particular period.

• Balance sheet disclose how much business owes to others and 
how much others owe to business.

• The total of ‘Assets’ an ‘Liabilities’ sides are always equal.

Balance Sheet Worksheet

Enter your Company Name here:

Assets

Current Assets

Beginning — —— Projected: — ——

Cash in bank
Accounts receivable
Inventory
Prepaid expenses
Other current assets

total Current Assets

Fixed Assets
Machinery & equipment
Furniture & fixtures
Leasehold improvements
Land & buildings
Other fixed assets
(LESS accumulated depreciation
on all fixed assets)

total Fixed Assets

(net of depreciation)
Other assets 

Intangibless
Deposits
Goodwill
Others

Total other assets
Total Assets
Liabilities and equity
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Liabilities

Current Liabilities

Beginning — —— Projected — —— 

Accounts payable
Interest Payable
Taxes Payable
Notes Payable (Due within 12 months)
Current part, Long term debt
Other current liabilities
Total Current Liabilities
Long Term Debt
Bank loans payable
Notes payable to stackholders
Less short term portion
Other long term debt
Total long term debt 
Total liabilities
Net Worth
Total Liabilities and net worth

Example

The trial balance columns of work sheet for D Company is as follows 

D Company
Work Sheet For the Year Ended December 31, 2015

Account # Account Titles Trial Balance

Dr. Cr.
101 Cash 18800
112 Accounts Receivable 16200
126 Supplies 2300
130 Prepaid Insurance 4400
151 Equipment 46000
152 Accumulated Dep. –Equipment 20000
200 Notes Payable 20000
201 Accounts Payable 8000
212 Salaries and Wages Payable 2600
230 Interest Payable 1000
301 Owner’s, Capital 26000
306 Owner’s, Drawing 12000
400 (Service Revenue 87800
610 Advertising Expense 10000
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Account # Account Titles Trial Balance

Dr. Cr.
631 Supplies Expense 3700
711 Depreciation Expense 8000
722 Insurance Expense 4000
726 Salaries and Wages Expense 39000

905 Interest Expense 1000

Total 165400 165400

Instructions

Prepare a classified balance sheet.

5000 of the notes payable become due in 2016.

The company did not make any additional investments in the business 
during 2015.

Solutions
D Company

Balance Sheet

As at December 31, 2015

Account Title Amount (S) Amount (S)
Assets

Current Assets
Cash 18,800
Accounts receivable 16,200
Supplies 2,300
Prepaid insurance 4,400
Total current assets 41,700
Long-Term Assts
Equipment 46,00
Less: Accumulated Depreciation-Equipment (20,000)
Total long-term assets 26,000
Total assets 67,700
Liabilities
Current Liabilities
Notes payable 5,000
Accounts payable 8,000
Salaries pable 2,600
Interest payable 1,000
Total current liabilities 26,600
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Account Title Amount (S) Amount (S)
Assets

Long-Term Liabilities
Notes payable (20000-5000)  15,000

Home Assignment 7

On 30 June a company named ‘E Seed Enterprise’ that provides quality 
seeds in the market by investing 40000 cash in the business. Following 
are the assets and liabilities of the company on June 30, 2015. and the 
revenues and expenses for the month of June.

Cash 3400 Notes payable 30000
Accounts Receivable 4900 Rent Expense 1200
Equipment 64000 Maintenance and Repair 

Expense 
400

Service revenue 8100 Gasoline expense 2500
Advertising Expense 600 Insurance Expense 400

Accounts payable 800

The company made no additional investment in June, but he withdrew 
1500 in cash for personal use.

Prepare a balance sheet at June 30, 2015

Lecture 28

Contents

The Purpose of an Income Statement

How to prepare an income statement

The Purpose of an Income Statement

An income statement measures a company’s sales and expenses during a 
specified period of time. The function of a income statement is to total all 
sources of revenue and subtract all expenses related to the revenue. It shows 
a company’s financial progress during the time period being examined.
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The income statement contains uniform categories of sales and expenses. 
The categories include net sales, cost of goods sold, gross margin, selling 
and administrative expenses (or operating expense) and net profit. These are 
categories that you will use when constructing a income statement. Since it 
is a rendering of sales and expenses, the income statement will give you a 
feel for the flow of cash into (and out of) your business. The income state-
ment is also known as the income statement and the earnings statement.

How to prepare a income statement 

The heading of the income statement should always tell the reader what 
period of time is being examined. Unlike a balance sheet, which is a snap-
shot of a company during a particular date in time, the income statement 
shows a listing of what has transpired or happened during a time period.

As such, the heading should contain wording that describes the time period 
being examined, such as: for the month ending–month/day/year; for the 
quarter ending–month/day/year; for the year ending–month/day/year.

Step 1: Fill in the heading of your worksheet with your company’s name 
and the period the income statement will reflect.

The data items that you must be able to provide to construct a income 
statement are:

• Net Sales

• Cost of Goods Sold

• Selling and Administrative Expenses

• Other Income and Other Expense

Net Sales

Net sales are the total sales during the time period being analyzed minus 
any allowances for returns and trade discounts. The amount allowed for 
returns will vary considerably between different types of businesses. A 
small retail store may have a few returns compared to a manufacturing 
operation. It is commonly figured as a small percentage (1 percent or 2 
percent) of total sales. An amount allowed for trade discounts recognizes 
the discrepancy between a standard or “catalog” price and the actual price 
paid by customers. An allowance for trade discounts decreases total sales 
to reflect prices actually paid.

This is an important consideration if sales are recorded when the order 
is placed rather than when the goods are shipped or payment is received. 
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The choice of when and how to record sales is a function of your book-
keeping/accounting system and the decisions made related to its setup. 
This Business Builder assumes that system is in place.

Step 2: Fill in total sales, and any allowances on the worksheet. Calculate 
net sales.

Cost of Goods Sold

Cost of goods sold is also called the cost of sales. For retailers and whole-
salers it is the total price paid for the products sold during the accounting 
period. It is just the price of the goods. It does not include selling or 
administrative expenses (these expenses are listed elsewhere on the 
income statement).

For service and professional companies, there will be no cost of goods 
sold. These types of companies receive income from fees, commissions, 
and royalties and do not have inventories of goods. The costs to generate 
services will be included in the selling and administrative expense and the 
general expense sections of the income statement.

For retailers and wholesalers, the cost of goods sold may be computed 
several different ways using either a direct or indirect method.

Manufacturer’s Cost of Goods Sold

For manufacturers, the method for compiling the cost of goods sold (or, 
more accurately, the cost of goods manufactured) is different than the way 
it is done for retailers and wholesalers. This is because a manufacturer’s 
costs come from both the acquisition of raw materials to create a product 
and the costs related to its manufacture.

For a manufacturer, the cost of goods sold is divided into two categories: 
direct costs and indirect costs.

Direct costs include inventory costs based on beginning and ending invento-
ries computed in the same manner as retailers, and it also includes the costs 
of raw material, and work-in-process inventories, plus direct labor costs.

• Direct labor is the cost of labor to convert raw materials into 
finished products. Indirect labor includes other factory personnel 
such as shipping personnel or maintenance workers.

Indirect costs include indirect labor, factory overhead and mate-
rials and supplies. Because of these additions, the cost of goods 
manufactured is often compiled as a separate statement. Infor-
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mation from the separate statement is then incorporated into the 
income statement.

• Factory overhead includes the following: depreciation of plant 
and equipment; factory utilities such as light, heat and power; 
insurance; real estate taxes; and the wages of supervisors and 
others who do not work directly to create the product.

• Materials and supplies consumed in the production of goods are 
included in the direct cost of goods sold for manufacturers. Sup-
plies that are not consumed during the manufacturing process are 
included as indirect costs.

For manufacturers, if containers or packaging is an integral part of 
the product, then these expenses are included in the costs of goods 
sold. If they are not integral to the product, then these expenses 
would be recorded as selling expenses.

Step 3: Fill in the cost of sales for your company on the worksheet.

If you are a manufacturer, complete the separate Cost of Goods Manufactured 
Worksheet to make sure all applicable costs are accounted for. Transfer your 
costs of goods manufactured to the general worksheet and continue using the 
general worksheet to calculate the net income for your operation.

Gross Margin

Once net sales and cost of goods sold are entered on the income state-
ment, it is possible to compute the gross margin for the accounting period. 
Gross margin is also referred to as gross profit.

Net Sales - Cost of Goods Sold = Gross Margin

Step 4: Calculate the gross margin for your company.

Lecture 29

Contents

How to prepare an income statement (continued)

Practicing of preparing an income assignment
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Selling and Administrative Expenses

Two types of expenses are recorded on a income statement for all types of 
companies: selling expenses and general and administrative expenses.

• Selling expenses are expenses incurred directly and indirectly 
in making sales. They include salespeople’s salaries, sales office 
costs, commissions, advertising, warehousing and shipping. In 
general, selling expenses are the expenses of order taking and 
order fulfilling.

• General and administrative expenses are operating expenses not 
directly associated with the sale of goods. They include nonsales 
personnel salaries, supplies, and other operating costs necessary to 
the overall administration of the business. General and administra-
tive expenses are commonly considered “overhead” expenses, and 
include rent, utilities, telephone, travel and supplies.

Repairs and improvement expenses incurred for either equipment 
or property may also be deducted as an expense. However, this is 
only for expenses to maintain property or equipment such as roof 
repairs, repainting and other maintenance. Major overhauls of 
equipment or maintenance that extend the life of the asset must be 
capitalized (that is, depreciated over the asset’s useful life and not 
deducted from income as an expense). For managerial purposes, 
general and administrative expenses are considered managed 
costs. They are controlled by the decisions of management and not 
directly tied to sales or production.

Step 5: Fill in selling, general and administrative expenses for your busi-
ness on the worksheet.

Net operating profit is the difference between the gross margin and sell-
ing and administrative expenses.

Gross Margin - Selling and Administrative Expenses = Net Operating Profit

Step 6: On the worksheet, compute the net operating profit for your business.

The last items on a income statement are: other income, other expenses 
and income taxes. Let’s look first at other income and expenses.

Other Income and Other Expense

These are line items for any unusual income or expense items not directly 
related to the operations of the business.
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Other income includes income from interest, dividends, miscellaneous 
sales, rents, royalties and gains from the sale of capital assets. Other 
expenses is a line item to record any unexpected losses unrelated to 
the normal course of business. It could include a loss from the disposal 
of equipment. Other income is added to net operating profit and other 
expenses is subtracted from net operating profit to compute net profit 
before income taxes.

Net Operating Profit + (Other Income - Other Expenses) = Net Profit 
Before Income Taxes

Step 7: Enter any other income or other expenses for your business on the 
worksheet and calculate net profit before income taxes.

Net Profit is calculated by subtracting what you estimate is owed for state 
income taxes from Net Profit Before Income Taxes.

Net Profit Before Income Taxes - Income Taxes = Net Profit

Step 8: Calculate the net profit for your business.

Example

Z Repair Shop was started on May I, 2014. A summary of May transac-
tions in presented below.

1. Invested 1000 cash to start the repairs shop 

2. Purchased equipment for 5000 cash

3. paid 400 cash for May office rent 

4. Paid 500 cash for supplies 

5. Incurred 250 of advertising costs in the Beacon News on account.

6. Received 6100 in cash from customers for repair services.

7. Withdrew 1000 cash for personal use.

8. Paid part-time employee salaries 2000.

9. Paid utilities bills 170.

10. Provided repair service on account to customers 750.

11. Collected cash of 120 for services billed in transaction (10).

Instructions :

 (a) Prepare an income statement
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Solution 

Z Repair Shop
Income Statement

For the Month Ended May 31

Amount Amount 
Revenues 6850
Service revenue 6100
Service revenue 750
Total revenue
Expenses : 
Office rent expense 400
Advertising expense 250
Salaries expense 2000
Utilities expense 170
Total expenses (2820)
Net income 4030

Home Assignment 8

On May 1, B poultry farm started business by investing 40000 cash in the 
business. Following are the assets and liabilities of the company on June 
30, 2015 and the revenues and expenses for the month of June.

Cash $3400 Notes payable $30000
Accounts Receivable 4900 Rent Expense 1200
Equipment 64000 Maintenance and Repair Expense 400
Service revenue 8100 Gasoline expense 2500
Advertising Expense 600 Insurance Expense 400

Accounts payable 800

The company made no additional investment in June, but he withdrew 
1500 in cash for personal use.

Instructions :

Prepare an income statement for the month of June
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Lecture 30

Contents

What is a Cash Flow Statement?

Components of a cash flow statement

Income Flows and Cash Flows

The four steps required to prepare the owners equity

What is a Cash Flow Statement?
For your business, the cash flow statement may be the most important 
financial statement you prepare. It traces the flow of funds (or working 
capital) into and out of your business during an accounting period. For 
a small business, a cash flow statement should probably be prepared as 
frequently as possible. This means either monthly or quarterly. An annual 
statement is a must for any business.

The cash flow statement’s primary purpose is to provide information 
regarding a company’s cash receipts and cash payments. The statement 
complements the income statement and balance sheet. It is important to 
note — cash flow is not the same as net income. Cash flow is the move-
ment of money into and out of your company, and it can be affected by 
several noncash transactions.

Components of a cash flow statement

Operating Activities

The statement provides information about the cash generated from a compa-
ny’s daily operating activities. Operating activities are those which produce 
either revenue or are the direct cost of producing a product or service.

Operating activities which generate cash inflows include customer collections 
from sales of their primary products or services, receipts of interest and div-
idends, and other operating cash receipts. Operating activities which create 
cash outflows include payments to suppliers, payments to employees, interest 
payments, payment of income taxes and other operating cash payments.
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Investing Activities

Investing activities include buying and selling noncurrent assets which 
will be used to generate revenues over a long period of time; or buying 
and selling securities not classified as cash equivalents.

Cash inflows generated by investing activities include sales of noncurrent 
assets such as property, plant, and equipment. Investing activities can also 
include the purchase or sale of stock and securities. Lending money and 
receiving loan payments would also be considered investing activities.

Financing Activities

Financing activities include borrowing and repaying money, issuing stock 
(equity) and paying dividends.

For example, if you borrow funds to purchase equipment or pay off a 
loan, the cash flow statement will enable you to determine how much 
cash was either generated or used as a result of those transactions.

Income Flows and Cash Flows

The income statement and balance sheet are based on accrual accounting 
which was developed based on the principle of matching. The matching 
principle states that revenues generated and the expenses incurred to gen-
erate those revenues should be reported in the same income statement. This 
emphasizes the cause-and-effect association between revenue and expense.

Many revenues and expenses result from accruals and allocations that 
do not affect cash. A company can operate at a profit and continually be 
short of cash. It can also generate huge inflows of cash from operations 
and still report a loss. The statement of cash flows can explain how these 
situations might occur. Answers to these questions cannot be found in the 
other financial statements.

There are two types of items that cause differences between income flows and 
outflows: noncash income or expense and nonoperating income or expense.

An example of a noncash item on the income statement would be depreci-
ation or amortization. An example of a nonoperating item on the income 
statement would be a gain on the sale of an asset. These transactions must 
be reported on a cash flow statement in order to properly determine the 
true effect of conducting business on cash.

Cash Inflow Cash Outflow
A Decrease in an Asset Account An Increase in an Asset Account
An Increase in a Liability Account A Decrease in a Liability Account
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The four steps required to prepare the owners equity are as follows

Step 1. Prepare the operating activities section by converting net 
income from an accrual basis to a cash basis.

This step starts with net income on an accrual basis (from the income state-
ment) and makes adjustments related to changes in current assets, current 
liabilities, and other items to find net income on a cash basis. The resulting 
cash basis net income is called cash provided by operating activities.

Step 2. Prepare the investing activities section by presenting cash 
activity for noncurrent assets.

This step focuses on the effect changes in noncurrent assets have on cash.

Step 3. Prepare the financing activities section by presenting cash 
activity for noncurrent liabilities and owners’ equity.

This step focuses on the effect changes in noncurrent liabilities and 
owners’ equity have on cash.

Step 4. Reconcile the change in cash.

Each section of the statement of cash flows described in steps 1, 2, and 3 
will show the total cash provided by or used by each activity. Step 4 con-
firms that the net of these changes equates to the change in cash derived 
from the balance sheet.

Lecture 31

Contents
The Comparison of Financial Statement

Cash Flow and Relationships between Financial Statements

Practicing of preparing different financial statements

The Comparison of Financial Statement

The value of shareholders’ equity reported in the balance sheet must cor-
respond with the value of equity reported in the statement of shareholders’ 
equity. The various balance sheet accounts also report unpaid debt obliga-
tions of a company, prepaid expenses, unearned income, and uncollected 
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sales revenue to provide a complete statement of financial position for a 
company at the end of an accounting period. 

The statement of shareholders’ equity is a reconciliation statement of 
sorts as is the cash flow statement. The cash flow statement adds collec-
tions and subtracts disbursements from the beginning cash balance to 
determine the ending cash balance. The statement of shareholder’s equity 
applies changes, pluses and minuses, to the beginning equity value to 
determine the equity value at the end of the accounting period.

Cash Flow and Relationships between Financial Statement 

The Relationship between Financial Statements 

The income statement, balance sheet and cash flow statement are all 
interrelated. The income statement describes how the assets and liabili-
ties were used in the stated accounting period. The cash flow statement 
explains cash inflows and outflows, and it will ultimately reveal the 
amount of cash the company has on hand, which is also reported in the 
balance sheet. By themselves, each financial statement only provides a 
portion of the story of a company’s financial condition; together, they 
provide a more complete picture.

Stockholders and potential creditors analyze a company’s financial state-
ments and calculate a number of financial ratios with the data they contain 
to identify the company’s financial strengths and weaknesses and deter-
mine whether the company is a good investment/credit risk. Managers use 
them to aid in decision making.

One important way the financial statements are used together is in the 
calculation of free cash flow (FCF). Smart investors love companies that 
produce plenty of free cash flow. It signals a company’s ability to pay 
debt and dividends, buy back stock and facilitate the growth of business 
- all important undertakings from an investor’s perspective. However, 
while free cash flow is a great gauge of corporate health, it does have its 
limits and is not immune to accounting trickery.

Example

Mr. F opened a veterinary business on January 1. The balance sheet showed 
Cash 9000, Accounts Receivable 1700, Supplies 600, Equipment 6000, 
Accounts payable 3600 and Owner’s, Capital 13700. During February the 
following transactions occurred.

1. Paid 2900 cash on accounts payable.

2. Collected 1300 of accounts receivables.
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3. Purchased additional office equipment for 2100, paying 800 in 
cash and the balance on account. 

4. Earned revenue of 7800 of which 2500 paying is received in cash 
and the balance is due in March.

5. Withdrew 1100 cash for personal use.

6. Paid salaries 1700, rent for February 900 and advertising expense 450

7. Incurred utility expenses for month on account 170.

8. Received 10000 from Capital Bank – money borrowed on a note payable.

Instructions

(a) Prepare an income statement for February, an owner’s equity state-
ment for February, and a balance sheet at February 28.

Solution :
Mr. F’s Veterinary Business

Income Statement
For the Month Ended February 28

Particulars Amount Amount
Revenues :
Service revenue 7800
Total revenues 7800
Expenses 
Salaries expense 1700
Rent expense 900
Advertising expense 450
Utilities expense 170
Total expenses (3220)
Net income 4580

Mr. F’s Veterinary Business
Owner’s Equity Statement

For the Month Ended February 28

Particulars Amount 
Owner’s, Capital, February 1 13700
Ass : Net income 4500

18280
Less : Drawings (1100)
Capital, February 28 17180
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Lecture 32

Contents

Practicing of preparing different financial statements (Continued)

Mr. F’s Veterinary Business
Balance Sheet February 28

Particulars Amount
Assets 
Cash 14950
Accounts receivable 5700
Supplies 600
Office Equipment 8100
Total assets 29350
Liabilities and Owner’s Equity 
Liabilities :
Notes payable 10000
Accounts payable 2170
Total liabilities 12170
      Owner’s equity :
      Owner’s, Capital 17180
Total liabilities and owner’s equity 29350

Home Assignment 9

Melton River Resort opened for business on June I with eight air-conditioned 
units. Its trial balance before adjustment on August 31 is as Follows.

Melton River Resort
Trial Balance 

August 31, 2012

Account Number Debit Credit
101 Cash 19,600
126 Supplies 3,300
130 Prepaid Insurance 6,000
140 Land 25,000
143 Buildings 1,25,000
149 Equipment 26,000
201 Accounts payable 6,500
208 Unearned Rent Revenue 7,400
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Account Number Debit Credit
275 Mortgage payable 80,000
301 Owner’s Capital 1,00,000
306 Owner’s Drawing 5,000
429 Rent Revenue 80,000
622 Maintenance and Repair Expense 3,600
726 Salaries and Wages Expense 51,000
732 Utilities Expense 9,400

273900 273900

In addition to those accounts listed on the trial on the trial balance. the 
chart of accounts for Melton River Resort also contains the following 
accounts and account numbers: No. 112 Accounts Receivable. No. 144 
Accumulated Depreciation – Buildings. No. 112 Accumulated Deprecia-
tion –Equipment. No. 212 Salaries and Wages payable. No. 230 Interest 
payable. No. 620 Depreciation Expense. No. 631 Sup-0plies Expense. 
No. 718 Interest Expense. and No. 722 insurance Expense.

Other data :

1. Insurance expired at the rate of $300 per month.

2. Account on August 31 shows $800 of supplies on hand.

3. Annual depreciation is $6000 on buildings and $2400 on equipment.

4. Unearned rent revenue of $4800 was earned prior to August 31.

5. Salaries of $4000 were unpaid at August 31.

6. Rentals of $4000 were due from tenants at August 31. (Use 
Account was taken out on August 1.)

7. The mortgage interest rate is 9% per year (The mortgage was 
taken out on August 1.)

Instructions :

Prepare an income statement and an owner’s equity statement for the 3 
months ending august 31 and a balance sheet as of August 31.
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Solution to Home Assignment 1

Mr. Ranzu Journal Entries

Date Particulars Ref Debit Taka Credit Taka
A Cash

Ranzu’s Capital 
(To record the amount introduced as Capital) 

13,500
13,500

B Insurance Expenses 
 Cash

(To record the one year insurance policy paid in cash)

1,200
1,200

C Supplies
Accounts payable

(To record the equipment purchased on credit)

2,250
2,250

D Equipment 
Accounts Payable

(To record the equipment purchased on credit)

15,000
15,000

E Cash
Service Revenue

(To record the cash received for service rendered)

11,250
11,250

F Rent Expenses
Cash

(To record the rent paid in cash)

750 750

Solution of Home Assigment 2

Fantasy kingdom Journal Entries

Date Particulars Ref Debit Taka Credit Taka
2004 

Sept 1
Cash

Capital 
(To record the amount introduced as Capital)

101
109

4,80,000
4,80,000

5 Equipment 
Cash

(To record the equipment on cash)

105
101

2,70,000
2,70,000

10 Advertising Expenses 
Cash

Accounts Payable
(To record the Advertising Expenses partly paid)

113
101
106

17,500
17,500

13 Supplies Expenses
Cash

(To record the supplies paid cash)

118
101

14,250
14,250

15 Prepaid Rent 
Cash

(To record the rent paid in advance)

115
101

9,600
9,600

16 No entry
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Date Particulars Ref Debit Taka Credit Taka
18 Insurance Expenses 

Cash
(To record the Expenses paid in cad)

104
101

15,000
15,000

19 Drawings 
cash

(to record the accounts withdrawn in cash)

110
101

5,700
5,700

21 Cash
Admission Revenue

(To record the Admission revenue collected in 
cash)

101
111

55,400
55,400

24 Cash
Unearned Revenue

(To record the advance ticket sold 
recorded) 

101
107

22,600
22,600

30 Accounts Payable
Cash

(To record the unpaid advertising paid)

106
101

3,750
3,750

Solution of Home Assignment 3

M/S Zahir and Brothers Journal entries

Date Particulars Ref Debit Taka Credit Taka
a Cash

Capital 
(To record the amount introduced as Capital)

 1,00,000
1,00,000

b No Transaction
c Purchase 

Cash
(To record the purchase on cash)

20,000
20,000

d Account receivable
Sales

(To record the sales on credit)

40,000
40,000

e Cash 
Sales

(To record the sales on cash)

35,000
35,000

f Account payable
Purchase Return and allowances

(To record the Purchase return)

5,000
5,000

g Sales return and allowance 
Account receivable 

(To record the sales return)

6,000
6,000

h Furniture
Cash

(To record the furniture purchase on cash)

10,000
10,000
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Date Particulars Ref Debit Taka Credit Taka
i Machinery 

Cash
(To record the machinery on cash)

40,000
40,000

j salaries expenses 
Cash

(To record the payment of salaries on cash) 

15,000
15,000

k Rent expenses
Cash

(To record the payment of rent)

12,000
12,000

l Pubali Bank savings account 
Cash

(To record the payment of rent on cash)

10,000
10,000

m Drawing 
Cash

(To record the drawings on cash Cash)

2,500
2,500

n Drawing
Purchase

(To record the goods drawings)

2,400
2,400

o Pubali Bank savings account
Interest revenue

(To record the interest received from bank)

750
750

p Account payable
Pubali bank savings account

(To record the settlement of accounts payable by check)

5,000
5,000

q Cash
Account Receivable

(To record the collection from customer)

26,000
26,000

r Advertising expenses 
Cash

(To record the advertising paid on cash)

13,000
13,000

Solution to Home Assignment 4

Mr. Zahir and Brothers
Cash Account

Particulars Dr. Tk Particulars Cr. tk.
Capital 
Sales
Account Receivable

Balance b/d

1,00,000
35,000
26,000

1,61,000
38,500

Purchase
Furniture
Machinery
Salaries Expenses
Rent Expenses
Pubali Bank Savings
Drawing
Advertising Expenses
Balance c/d

20,000
10,000
40,000
15,000
12,000
10,000
2,500

13,000
38,500

1,61,000
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Capital

Particulars Dr. Tk Particulars Cr. tk.
Balance c/d 1,00,000

1,00,000
Cash

Balance b/d

1,00,000
1,00,000
1,00,000

Purchase

Particulars Dr. Tk Particulars Cr. tk.
Accounts Payable 
Cash

Balance b/d

24,000
20,000
44,000
41,600

Drawing 
Balance c/d

1,00,000
1,00,000
1,00,000

Accounts Payable

Particulars Dr. Tk Particulars Cr. tk.
Purchase Return 
Pubali Bank
Balance c/d

5,000
5,000

14,000
24,000

Purchase

Balance b/d

24,000

24,000
14,000

Accounts Receivable

Particulars Dr. Tk Particulars Cr. tk.
Sales

Balance b/d

40,000
40,000
8,000

Sales Return
Cash
Balance c/d

6,000
26,000
8,000

40,000

Sales

Particulars Dr. Tk Particulars Cr. tk.
Balance c/d 75,000

75,000
Accounts Receivable
Cash

Balance b/d

40,000
35,000
75,000
75,000

Purchase Return

Particulars Dr. Tk Particulars Cr. tk.
Balance c/d 5,000

5,000
Accounts Payable

Balance b/d

5,000
5,000
5,000
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Sales Return

Particulars Dr. Tk Particulars Cr. tk.
Accounts Receivable

Balance b/d

6,000
6,000
6,000

Balance c/d 6,000
6,000

Furniture

Particulars Dr. Tk Particulars Cr. tk.
Cash

Balance b/d

10,000
10,000
10,000

Balance c/d 10,000
10,000

Machinery

Particulars Dr. Tk Particulars Cr. tk.
Cash
Balance b/d

40,000
40,000

Balance c/d 40,000
40,000

Salaries Expenses

Particulars Dr. Tk Particulars Cr. tk.
Cash

Balance b/d

15,000
15,000
15,000

Balance c/d 15,000
15,000

Rent Expenses

Particulars Dr. Tk Particulars Cr. tk.
Cash

Balance b/d

12,000
12,000
12,000

Balance c/d 12,000
12,000

Pubali Bank Savings Account

Particulars Dr. Tk Particulars Cr. tk.
Cash
Interest Revenue

Balance b/d

10,000
750

10,750
5,750

Account Payable
Balance c/d

5,000
5,750

10,750

Drawing

Particulars Dr. Tk Particulars Cr. tk.
Cash
Purchase 

Balance b/d

2,500
2,400
4,900
4,900

Balance c/d 4,900

4,900
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Interest Revenue

Particulars Dr. Tk Particulars Cr. tk.
Balance c/d 750

750
Pubali Bank saving

Balance b/d

750
750
750

Advertising Expenses

Particulars Dr. Tk Particulars Cr. tk.
Cash
Balance b/d

13,000
13,000

Balance c/d 13,000
13,000

Home Assignment 5

Illustration 1
Enter the following transactions in the Purchases Book and post the same 
in the relevant ledger accounts.

2015 Particulars BDT
Aug 1 Bought goods from X 1500
Aug 4 Bought goods from Y 1000
Aug 8 Bought goods from Z 500

Solution to Home Assignment 5

Date Particulars L.F. Inward Invoice # BDT
2015 Aug 1 X 1500
Aug 4 Y 1000
Aug 8 Z 500

3000

Ledger 
Purchase A/C

Dr.  Cr.
Date Particulars BDT Date Particulars BDT

2015 2015
Aug 12 To Sundries 3000

X’s A/C
Dr. Cr.

Date Particulars BDT Date Particulars BDT
2015 2015

Aug 1 By Purchase A/C 1500
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Y’s A/C
Dr. Cr.

Date Particulars BDT Date Particulars BDT
2015 2015

Aug 4 By Purchase A/C 1000

Z’s A/C
Dr. Cr.

Date Particulars BDT Date Particulars BDT
2015 2015

Aug 8 By Purchase A/C 500

Illustration 2
Enter the following transactions in sales Book and post the same in the 
relevant ledger accounts.

2015 Particulars BDT
Aug 1 Sold goods to A 2000
Aug 4 Sold goods to B 1600
Aug 8 Sold goods to C 900

Solution

Date Particulars L.F. Outward Invoice # BDT
2015 Aug 1 A 2000
Aug 4 B 1600
Aug 8 C 900

4500

Ledger 
Sales A/C

Dr. Cr.
Date Particulars BDT Date Particulars BDT

2015 2015
Aug 15 by Sundries 4500

A’s A/C
Dr. Cr.

Date Particulars BDT Date Particulars BDT
2015 2015
Aug 1 To Sales A/C 2000



Basic Accounting

119

B’s A/C
Dr. Cr.

Date Particulars BDT Date Particulars BDT
2015 2015
Aug 4 To Sales A/C 1600

C’s A/C
Dr.  Cr.

Date Particulars BDT Date Particulars BDT
2015 2015
Aug 8 To Sales A/C 900

Solution to Home Assignment 6

The trial Balance can be prepared as follows.

M/S Y Agribusiness ltd
Trial Balance 

As at 31 December 2015

Sl. No. Accounts Title Tk Tk.

1 Drawings 7,000

2 Inventory (1-4-2004) 12,000

3 Purchases 1,20,000

4 Salaries 15,000

5 Wages 5,000

6 Import Duty 3,000

7 Transportation in 2,500

8 Sales Return 4,500

9 Rent 6,000

10 Accounts Receivable 60,000

11 Machinery 30,000

12 Furniture 10,000

13 Cash at Bank 9,500

14 Freehold Premises 35,000

15 Transportation Out 3,000

16 Insurance Premium 2,500

17 Bad Debt 1,000

18 Discount Paid 1,500

19 Advertisement 15,000
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Sl. No. Accounts Title Tk Tk.

20 Cash in Hand 3,000

21 10% investment 40,000

22 Capital 80,000

23 Discount Received 3,500

24 Sales 1,95,000

25 Purchase Return 2,000

26 Accounts Payable 50,000

27 Reserve Funds 51,000

28 Reserve for bad Debts 3,500

29 Interest on investment 500

3,85,500 3,85,500

Solution to Home Assignment 7

E Seed Enterprise 
Balance Sheet  
June 30, 2015

Particulars Amount
Assets 
Cash 3400
Accounts receivable 4900
Office Equipment 64000
Total assets 72300
Liabilities and Owner’s Equity
Liabilities :

Notes payable 30000
Accounts payable 800

Total liabilities 30800
Owner’s equity :

Owner’s, Capital 41500
Total liabilities and owner’s equity 72300
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Solution to Home Assignment 8

B Poultry Farm
Income Statement 

For the month ended June 30, 2015

Amount Amount
Revenues :

Service revenue 8100
Total revenues 8100
Expenses 

Advertising expense 600
Rent expense 1200
Repair expense 400
Fuel expense 2500

Insurance expense 400
Total expenses (5100)
Net income 3000

Solution to Home Assignment 9

Melton River Resort
Adjusted Trial Balance 

August 31, 2012

Account No. Account Title Ref. Debit Credit 
101 Cash 19600
112 Accounts Receivable 4000
126 Supplies 800
130 Prepaid Insurance 5100
140 Land 25000
143 Building 1500
144 Accumulated Depreciation-Buildings 26000
149 Equipment 600
150 Accumulated Depreciation – Equipment 6500
201 Accounts payable 2600
208 Unearned Rent Revenue 400
212 Salaries and Wages payable 600
230 Interest payable 80000
275 Mortgage payable 100000
301 Owner’s Capital 5000
306 Owner’s Drawing 
429 Rent Revenue 88800
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Account No. Account Title Ref. Debit Credit 
620 Depreciation Expense-Buildings 1500
621 Depreciation Expense –Equipment 600
622 Maintenance and Repair Expense 3600
631 Supplies expense 2500
718 Interest Expense 600
722 Insurance Expense 900
726 Salaries Expense 51400
732 Utilities Expense 9400

Totals 281000 281000

Melton River Resort
Income Statement  

For the Month Ended August 31, 2012

Accounts Title Amount Amount 
Operating Revenues:

Rent revenue
88,800

Operating Expenses :
Depreciation Expense –buildings 1,500
Depreciation Expense –Equipment 600
Maintenance and Repair Expense 3,600
Supplies Expense 2,500
Interest Expense 600
Insurance Expense 900
Salaries Expenses 51,400
Utilities Expenses 9,400

Total Expenses (70,500)
Net income 18300

Melton River Resort
Owner’s Equity Statement  

For the Month Ended August 31, 2012

Accounts Title Amount Amount 
Opening Capital 100000
Add: Net income 18300

118300
Less : Drawings (5000)
Closing Capital 113300
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Melton River Resort
Balance Sheet  

August 31, 2012

Accounts Title Amount Amount Amount 

Assets 
Current Assets :
Cash 19,600
Accounts Receivable 4,000
Supplies 800
Prepaid Insurance 5100
Fixed Assets : 29,500
Land 25,000
Building 12500
Less: Accu. Dep- Equipment (1500) 1,23,500
Equipment 26000
Less: Accu. Dep- Equipment (600) 25,400 1,73,900

Total assets  2,03,400
Liabilities and Owner’s Equity
Currents Liabilities:
Accounts payable 6,500
Unearned rent 2,600
Salaries and Wages payable 400
Interest payable 600
Mortgage payable 80,000

Total liabilities 
Owner’s equity : 90,100
Closing Capital 
Total liabilities and owner’s equity 1,13,300

2,03,400
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