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Meaning of Accounting 

 

 It is common experience of all of us that money must be spent carefully. If a person is careless 

in spending money, a day will come when he will be left with no money. Same is true of a 

business firm. 

 In business numerous transactions take place every day. It is humanly impossible to remember 

all of them. Hence, it is necessary to record them. The recording of Business transaction is the 

main function served by Accounting.  

 Accounting is rightly termed as the language of business. 

 With the help of accounting records, the business person is able to ascertain the profit or loss 

for the specified period and the financial position of his business on given specified date and 

communicate such information to all interested parties.  

 The accounting information is useful both for the management and the outside agencies like 

Tax Authorities, Banks, and Creditors etc. The management needs it for the purpose of 

planning, controlling and decision-making. The Banks and Creditors require it for assessing the 

credit worthiness of the business and the tax authorities use it for determining the amount of 

Income Tax, Sales Tax etc.  

 In fact, accounting is necessary not only for business organization but also for non-business 

organizations like schools, colleges, hospitals etc. 

 Definition of Accounting 

According to AICPA (American Institute of Certified Public Accountant) Accounting is 
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“Accounting is the art of recording, classifying and summarizing in a significant manner and in 

terms of money, transactions and events which are in part at least, of a financial character and 

interpreting the results thereof.” 

Steps of Accounting 

 

Steps of Accounting process are as following 

(1) Recording of transactions. 

This is done in the book termed as “JOURNAL”. 

(2) Classifying the transactions. 

This is done in the book termed as “LEDGER”. 

(3) Summarising the transactions. 

This includes preparation of Trial Balance, Profit & Loss Account and Balance Sheet 

of the Business. 

(4) Interpreting the results. 

This involves computation of various accounting ratios etc. to know about the 

liquidity, solvency and profitability of business. 

 

Scope of Accounting 

 

The scope of accounting can be outlined as follows. 

(1) Systematic recording of transactions  

Basic objective of accounting is to systematically record the financial aspects of business 

transactions i.e. book-keeping. These recorded transactions are later on classified and 

summarized logically for the preparation of financial statements and for their analysis and 

interpretation. 

(2) Ascertainment of results of above recorded transactions 

Accountant prepares profit and loss account to know the results of business operations for a 

particular period of time. If revenue exceeds expenses then it is said that business is running 

profitably but if expenses exceed revenue then it can be said that business is running under 

loss. The profit and loss account helps the management and different stakeholders in taking 

rational decisions. For example, if business is not proved to be remunerative or profitable, the 

cause of such a state of affair can be investigated by the management for taking remedial 

steps. 

(3) Ascertainment of the financial position of the business  

Businessman is not only interested in knowing the results of the business in terms of profits 

or loss for a particular period but is also anxious to know that what he owes (liability) to the 

outsiders and what he owns (assets) on a certain date. To know this, accountant prepares a 

financial position statement popularly known as Balance Sheet. The balance sheet is a 
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statement of assets and liabilities of the business at a particular point of time and helps in 

ascertaining the financial health of the business. 

(4) Providing information to the users for rational decision-making  

Accounting as a ‘language of business’ communicates the financial results of an enterprise to 

various stakeholders by means of financial statements. Accounting aims to meet the 

information needs of the decision-makers and helps them in rational decision-making. 

(5) To know the solvency position 

By preparing the balance sheet, management not only reveals what is owned and owed by 

the enterprise, but also it gives the information regarding concern’s ability to meet its 

liabilities in the short run (liquidity position) and also in the long-run (solvency position) as 

and when they fall due. 

 

Advantages of Accounting 

(1) Replaces Memory 

Since all the financial events and transactions are recorded in the books, there is no need to 

rely on memory. The books of accounts will serve as historical records. Any information 

required at any time can be easily traced from these records. 

(2) Provides Control over Assets 

Accounting provides information regarding all the assets such as cash in hand, cash at bank, 

the stock of goods, the amounts receivable from various parties, the amounts invested in 

various other assets etc. Information about such matters help the owners and the 

management to have better control over the assets and also helps them to make use of the 

assets in the best possible way 

(3) Facilitates the preparation of Financial Statements. 

The business person is always interested in assessing the performance of the business and in 

ascertaining the financial position of his business at the end of a particular period. With the 

help of information contained in the accounting records the profit and loss account and 

Balance Sheet can be easily prepared which in turn will help in assessment of the 

performance of a business firm. 

(4) Works as information Tool. 

Various interested parties such as owners, lenders, creditors etc. can have necessary 

information at desired intervals to equip them in taking better decisions. 

(5) Intra Firm comparison & Inter Firm comparison. 

With the help of accounting information, it becomes possible to compare the present 

performance of the business firm with its past performance. It also becomes possible to 

compare the performance of the business firm with other business firms of similar type. 
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These comparisons assist the management and the owner to gear up the business operations 

for better. It also helps them in taking effective decisions in planning and controlling all 

business activities. 

(6) Works as safeguard against possible Fraud and/or Theft. 

Recorded accounting transactions make it possible to verify arithmetical accuracy which in 

turn works as moral barriers for the persons having intentions of committing fraud. Thus the 

accounting works as safeguard against frauds and thefts. In large organization the book-

keeping work can be divided amongst many persons which minimize the chances of frauds. 

(7) Ascertaining value of Business. 

The accounting records will help in ascertaining the correct value of business in the event of 

sale of the entire business. 

(8) Acts as Reliable Evidence. 

Systematic record of business transactions is generally treated as good evidence in Court of 

Law in case of disputes. 

(9) Tax matters. 

Properly maintained accounting records helps in preparation of tax statements and also helps 

in explaining the queries raised by the tax authorities. 

 

 

Limitations of Accounting 

 

(1) The transactions and events which are not of financial character are not being recorded. 

Facts like quality of human resources, licenses possessed, location advantages, business 

contacts etc. do not find place in the books of accounts. Thus accounting does not provide 

complete picture of the business. 

(2) The recorded data is always historic in nature. It always depicts historical value of all assets 

and liabilities for the business firm. In inflationary trend, to have better idea of the state of 

affairs of the business, the current values of the assets and liabilities are more relevant. Thus 

to this extent the accounting does not provide relevant information. 

(3) Facts recorded in the financial statements are greatly influenced by accounting conventions 

and personal judgments. Decisions taken on the basis of such information may not prove to 

be as effective as it should be. 
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FUNCTIONS OF ACCOUNTING 

 

The main functions of accounting are as follows: 

 Measurement: Accounting measures past performance of the business entity and depicts its 

current financial position. 

 Forecasting: Accounting helps in forecasting future performance and financial position of the 

enterprise using past data. 

 Decision-making: Accounting provides relevant information to the users of accounts to aid 

rational decision-making. 

 Comparison & Evaluation: Accounting assesses performance achieved in relation to targets 

and discloses information regarding accounting policies and contingent liabilities which play 

an important role in predicting, comparing and evaluating the financial results. 

 Control: Accounting also identifies weaknesses of the operational system and provides 

feedbacks regarding effectiveness of measures adopted to check such weaknesses. 

 Government Regulation and Taxation: Accounting provides necessary information to the 

government to exercise control on the entity as well as in collection of tax revenues. 

 

Systems of Bookkeeping  

 

Bookkeeping is an art of recording business transactions in a regular and systematic manner. The 

recording of transactions may be done according to any of the following two systems:  

 Single Entry System  

 This is an incomplete entry system. According to Kohler, “It is a system of bookkeeping in 

which, as a rule, only records of cash and personal accounts are maintained. It is always 

incomplete, varying with circumstances.” Since all records are not kept, it is not reliable 

and can only be suitable for small business firms.  

 Double Entry System  

 Every transaction in accounting is considered as having two aspects. Double entry system 

is the name given for recognizing both the aspect of any business transaction as per 

prescribed set of rules. For example, Rs. 1,000 in cash received from Hemant. This is a 

transaction having the following two aspects:  

(i)  Receiving cash Rs. 1,000  

(ii) Hemant is the giver of Rs. 1,000  

 As per the prescribed rules followed for accounting, one aspect is given a debit effect and 

other aspect is given a credit effect of equivalent amount.  

 The above system of accounting is known as double entry system. The system does not 

imply that a transaction is entered double, i.e. twice. It only means that the two fold 

aspects of transaction are accounted for under this system. Both the aspects are equal in 

monetary terms in opposite directions. If one is debit, the other one will be credit. If one 
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is credit, then the other one will be debit. Both debit and credit aspects should be equal 

in monetary terms.  

 Thus, double entry system is a system of accounting which gives the two fold aspects of 

any monetary business transaction, according to certain prescribed rules.  

 

 

Main Features of Double Entry System  

 
(1) Both the aspects of the transaction, i.e. debit as well as credit are to be recorded. Recording 

of one aspect of transaction is not recognized in the double entry system.  

 

(2) Both personal and impersonal aspects of a transaction are recorded in the double entry 

system. The aspects of any transaction may be personal or impersonal, or one may be 

personal and the other may be impersonal.  

 

(3) Since one aspect is debited with equal amount and the other aspect is credited, the total of 

debit effects should agree with total of the credit effects. This is done by preparing a trial 

balance to test the arithmetical accuracy.  

 Stages of Double Entry System of Accounting  

1
st 

stage Recording transactions in journal and subsidiary books  

2
nd 

stage Posting in ledger (classified group)  

3
rd 

stage Preparation of trial balance  

4
th 

stage Preparation of final accounts  

5
th 

stage Management accounting 

 

Advantages of Double Entry System 

 
 Scientific system: This is the only scientific system of recording business transactions. It helps 

to attain the objectives of accounting. 

 Complete record of transactions: This system maintains a complete record of all business 

transactions. 

 A check on the accuracy of accounts: By the use of this system the accuracy of the 

accounting work can be established by the preparation of trial balance. 

 Ascertainment of profit or loss: The profit earned or loss occurred during a period can be 

ascertained by the preparation of profit and loss account. 

 Knowledge of the financial position: The financial position of the concern can be ascertained 

at the end of each period through the preparation of balance sheet. 

 Full details for control: This system permits accounts to be kept in a very detailed form, and 

thereby provides sufficient information for the purpose of control. 
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 Comparative study: The results of one year may be compared with those of previous 

years and the reasons for change may be ascertained. 

 Helps in decision making: The management may be able to obtain sufficient information 

for its work, especially for making decisions. Weaknesses can be detected and 

remedial measures may be applied. 

 Detection of fraud: The systematic and scientific recording of business transactions on 

the basis of this system minimizes the chances of fraud. 

 

Branches of Accounting 

 

 Financial accounting-  

Financial Accounting is prepared to determine profitability and financial position of a 

concern for a specific period of time. 

 Cost accounting 

Cost Accounting is the formal accounting system setup for recording costs. It is systematic 

procedure for determining the unit cost of output produced or service rendered. 

 Management accounting 

Management Accounting is concerned with presentation of accounting information to the 

management for effective decision making and control. 
 

Classification of Accounts (Type of Accounts) 

 
Transactions can be divided into three categories. 

 Transactions relating to individuals and firms 

 Transactions relating to properties, goods or cash 

 Transactions relating to expenses or losses and incomes or gains. 

 
Therefore, accounts can also be classified into Personal, Real and Nominal. The classification may be 
illustrated as  
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I. Personal Accounts: The accounts which relate to persons. Personal accounts include the following. 
1. Natural Persons: Accounts which relate to individuals. For example, Mohan’s A/c, Shyam’s 

A/c etc. 
2. Artificial persons: Accounts which relate to a group of persons or firms or institutions. For 

example, HMT Ltd., Indian Overseas Bank, Life Insurance Corporation of India, Cosmopolitan 
club etc. 

3. Representative Persons: Accounts which represent a particular person or group of persons. 
For example, outstanding salary account, prepaid insurance account, etc. The business 
concern may keep business relations with all the above personal accounts, because of 
buying goods from them or selling goods to them or borrowing from them or lending to 
them. Thus they become either Debtors or Creditors. 

 
The proprietor being an individual his capital account and his drawings account are also 
personal accounts. 

 
II. Impersonal Accounts: All those accounts which are not personal accounts. This is further divided 

into two types, Real and Nominal accounts. 
1. Real Accounts: Accounts relating to properties and assets which are owned by the business 

concern. Real accounts include tangible and intangible accounts. For example, Land, 
Building, Goodwill, Purchases, etc. 

a. Tangible Real Accounts 
b. Intangible Real Accounts. 

2. Nominal Accounts: These accounts do not have any existence, form or shape. They relate to 
incomes and expenses and gains and losses of a business concern. For example, Salary 
Account, Dividend Account, etc. 

 
 

Accounting Rules (Debit and Credit rules for account) 

 
Rules for Debit and Credit are given below. 
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Classify the following Items into Personal, Real and Nominal accounts 

 

 

Items Type of Account 

Capital  Personal account  

Sales Real account 

Drawings  Personal account  

Outstanding salary Personal (Representative) account 

Cash  Real account  

Rent Nominal account 

Interest paid  Nominal account  

Indian Bank Personal (Legal Body) account 

Discount received  Nominal account  

Building Real account 

Bank  Personal account  

Chandrasekar Personal account 

Murugan Lending Library  Personal account  

Advertisement Nominal account 

Purchases Real account 

 

Process of Accounting or Stages of Accounting 

 

 While analyzing the review of accounting cycle, the whole process of accounting 

consists of the following important stages. 

(1) Recording the transactions are done through Journal or Subsidiary Books. 

(2) Classifying the transactions are achieved by Ledger. 

(3) Summarizing the transactions are done through Trial Balance. 

(4) The last stage is concerned with preparing Income Statements (Trading, Profit and 

Loss Account and Balance Sheet). 

 
JOURNAL 

 
 A journal is a record that keeps accounting transactions in chronological order i.e. as 

they occur. All accounting transactions are recorded through journal entries that show 

account names, amounts, and whether those accounts are recorded in debit or credit 

side of accounts. A journal entry is called "balanced" when the sum of debit side 

amounts equals to the sum of credit side amounts. 

 Journal is a book in which day to day transactions are recorded 

 It shows which a/c is debited or which is credited. 

 In Journal, record of the each transaction is called Journal Entry. 

 Process of recording in the journal is called Journalizing. 
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Specimen Ruling of Journal / General format for Journal 

 

 
 
Column 1: In indicates the date, month and year on which each transaction takes place. 
Column 2:  It represents (a) name of account to be debited; (b) name of account to be created. 
Column 3: L.F. Stands for Ledger Folio, i.e. reference to the main book. 
Column 4:  Dr. Stands for Debit, i.e. amount to be debited. 
Column 5:  Dr. Stands for Credit, i.e. amount to be credited. 
 

Type of Journals 

 

 Journal broadly classified into (1) General Journals and (2) Special Journals. Special 

Journals are subsidiary books which are as follows: 

(1) Sales Book 

(2) Purchases Book. 

(3) Purchase Returns Book 

(4) Sales Returns Book 

(5) Bills receivable Book. 

(6) Bills Payable Book. 

(7) Cash book 

Following books to be considered before making journal entry: 

(1) Capital Account: The initial influx of capital in the form of cash provided by the proprietor is 

known as capital, It may be further converted into plant and machinery, building etc. Hence 

it should be debited to cash A/c or plant & machinery property a/c and credited to 

proprietor’s A/c. 

(2) Drawing Account : When proprietor withdrawn money or good from business for personal 

use, it should be debited to drawing A/c and credited cash A/c or purchase A/c 

(3) Goods Account: If any transactions relating to purchase or sale of goods, instead of Making 

journal entries in one goods account , separate accounts may be maintained as sales A/c, 

Purchase A/c, sales Returns A/c, and Purchase Returns A/c. 

a. Sales Account: is meant for recording sale of goods. It should be credited to sales 

A/c. 

b. Purchase Account: is meant for recording purchase of goods. It should be debited to 

purchase A/c. 

c. Sales Returns Account: is concerned with recording return of the goods from 

customers. It should be debited to sales return A/c.  
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d. Purchase Return Account: is meant for recording purchased goods return to 

suppliers. It should be credited to Purchase Return A/c. 

 

(4) While making journal  entry, a brief explanation will be given is known as “Narration” 

(5) To apply the rule of debit and credit in each type of account such as: 

 
 

Example 1: Mr. X has prepared the following notes from the vouchers of his business 

transaction for July 2008. State the accounts to be debited and credited as per 

the rules of debit and credit. 

 
1  Started business with cash Rs. 100000. 
2. A loan of Rs 15000 received from Mr. F. 
3. Deposited Rs. 5000 in the Current account with Bank of India 
4. Purchased goods for Rs. 25000. 
5. Sold goods of Rs. 5000 for cash. 
6. Purchased goods of Rs. 5000 for cash from Mr. Y. 
7. Purchased goods of Rs. 6000 from Mr. J. 
8. Purchased goods of Rs. 4000 from Mr. C. on credit. 
9. Sold goods of Rs. 2000. 
10. Sold goods of Rs. 1000 to Ms. S. for Cash. 
11. Sold goods of Rs. 2200 to Mr. R. and Sold goods of Rs. 5000 to Mr. N. on Credit. 
12. Goods of Rs. 1000 returned by Mr. R. Goods of Rs 500 returned to Mr. J. 
13. Wages paid Rs. 1000. 
14. Insurance premium of the shop Rs. 300 is paid by cheque. 
15. Commission received Rs. 500. 
16. Loan of Rs. 5000 given to Mr. G. 
17. Paid Rs. 750 to Mr. J. 
18. A cheque for Rs. 1000 received from Mr. R. 
19. Mr. N has paid Rs. 500 on our behalf to to Mr. C. 
20. Purchased Furniture of Rs.5000. 
21. A piece  of land of Rs. 10000 was given by the proprietor for the business. 
22. Furniture worth Rs.200 was sold at cost. 
23. Purchased Machinery of Rs.50000. 
24. Purchased a Cycle of Rs.1500. 
25. Purchased stationery of Rs.500. 
26. Withdrawn Rs.2000 from the business for personal use. 
27. Paid house rent (for residence) Rs.500. 
28. A table of Rs.500 purchased by exchanging goods. 
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29. Goods of Rs.500 distributed as samples. 
30. Withdrawn Rs.1000 from the current account of Bank of India. 
31. Rs.5000 given to Mr. F against loan account. 
31. Bank of India has debited a service charge of Rs.20 in our account. 
 

Tr. 
No. 

Name of the A/c Type of the 
Account 

Reason for Debiting 
And Crediting 

Debit/ 
Credit 

Amount 
 Rs. 

1 Cash A/c 
Capital A/c 

Real A/c 
Personal A/c 

Cash comes in 
Proprietor is giver 

Debit 
Credit 

100000 
100000 

2 
 

Cash A/c 
Loan of Mr. F 

Real A/c 
Personal A/c 

Cash comes in 
Mr. F is giver 

Debit 
Credit 

15000 
15000 

3 
 

Bank of India A/c 
Cash A/c 

Personal A/c 
Real A/c 

Bank is receiver 
Cash goes out 

Debit 
Credit 

5000 
5000 

4 
 

Purchases A/c 
Cash A/c 

Real A/c 
Real A/c 

Goods comes in 
Cash goes out 

Debit 
Credit 

25000 
25000 

5 Cash A/c 
Sales A/c 

Real A/c 
Real A/c 

Cash comes in 
Goods goes out - Sales 

Debit 
Credit 

5000 
5000 

6 Purchase A/c 
Cash A/c 

Real A/c 
Real A/c 

Goods comes in 
Cash goes out 

Debit 
Credit 

5000 
5000 

7 Purchase A/c 
Mr. J. A/c 

Real A/c 
Personal A/c 

Goods comes in 
Mr. J. is giver 

Debit 
Credit 

6000 
6000 

8 Purchase A/c 
Mr. C. A/c 

Real A/c 
Personal A/c 

Goods comes in 
Mr. C. is giver 

Debit 
Credit 

4000 
4000 

9 Cash A/c 
Sales A/c 

Real A/c 
Real A/c 

Cash comes in 
Goods goes out 

Debit 
Credit 

2000 
2000 

10 Cash A/c 
Sales A/c 

Real A/c 
Real A/c 

Cash comes in 
Goods goes out 

Debit 
credit 

1000 
1000 

11 Mr. R. A/c 
Sales A/c 

Personal A/c 
Real A/c 

Mr. R is receiver 
Goods goes out 

debit 
credit 

2200 
2200 

11 Mr. N. A/c 
Sales A/c 

Personal A/c 
Real A/c 

Mr. N. is receiver 
Goods goes out 

debit 
credit 

5000 
5000 

12 Sales Return A/c 
Mr. R. A/c 

Real A/c 
Personal A/c 

Goods comes in 
Mr. R. is giver 

debit 
credit 

1000 
1000 

12 Mr. J. A/c 
Purchase Return A/c 

Personal A/c 
Real A/c 

Mr. J. is receiver 
Goods goes out 

debit 
credit 

500 
500 

13 Wages A/c 
Cash A/c 

Nominal A/c 
Real A/c 

Expenses are incurred 
Cash goes out 

debit 
credit 

1000 
1000 

14 Insurance Prem. A/c 
Bank of India 

Nominal A/c 
Personal A/c 

Expenses are incurred 
Bank is the giver 

debit 
credit 

300 
300 

15 Cash A/c 
Commission A/c 

Real A/c 
Nominal A/c 

Cash comes in 
 Income received 

debit 
credit 

500 
500 

16 
 

Mr. G. Loan A/c 
Cash A/c 

Personal A/c 
Real A/c 

Mr. G is receiver 
Cash goes out 

debit 
credit 

5000 
5000 

17 Mr. J. A/c 
Cash A/c 

Personal A/c 
Real A/c 

Mr. J is receiver 
Cash goes out 

debit 
credit 

750 
750 

18 
 

Bank A/c 
Mr. R. A/c 

Personal A/c 
Personal A/c 

Bank is receiver 
Mr. R. is giver 

debit 
credit 

1000 
1000 



 
 

 

 
[13] 

19 Mr. C. A/c 
Mr. N. A/c 

Personal A/c 
Personal A/c 

Mr. C. is receiver 
Mr. N. is giver 

debit 
credit 

500 
500 

20 Furniture A/c 
Cash A/c 

Real A/c 
Real A/c 

Furniture comes in 
Cash goes out 

debit 
credit 

5000 
5000 

21 Land a/c 
Capital A/c 

Real A/c 
Personal A/c 

Land comes in 
Owner is the giver 

debit 
credit 

10000 
10000 

22 Cash A/c 
Furniture A/c 

Real A/c 
Real A/c 

Cash comes in 
Furniture goes out 

debit 
credit 

200 
200 

23 
 

Machinery A/c 
Cash A/c 

Real A/c 
Real A/c 

Machinery comes in 
Cash goes out 

debit 
credit 

50000 
50000 

24 Vehicle A/c 
Cash A/c 

Real A/c 
Real A/c 

Cycle comes in 
Cash goes out 

debit 
credit 

1500 
1500 

25 Stationery A/c 
Cash A/c 

Nominal A/c 
Real A/c 

Expenses incurred 
Cash goes out 

debit 
credit 

500 
500 

26 
 

Drawings A/c 
Cash A/c 

Personal A/c 
Real A/c 

Owner is the receiver 
Cash goes out 

debit 
credit 

2000 
2000 

27 Drawing A/c 
Cash A/c 

Personal A/c 
Real A/c 

Owner is receiver 
Cash goes out 

debit 
credit 

500 
500 

28 Furniture A/c 
Sales A/c 

Real A/c 
Real A/c 

Furniture comes in 
Goods goes out 

debit 
credit 

500 
500 

29 Sample Exp. A/c 
Goods Given as Samples A/c 

Nominal A/c 
Real A/c 

Exp. Incurred 
Goods goes out 

debit 
credit 

500 
500 

30 Cash A/c 
Bank of India 

Real A/c 
Personal A/c 

Cash comes in 
bank is giver 

debit 
credit 

1000 
1000 

31 Mr. F. Loan A/c 
Cash A/c 

Personal A/c 
Real A/c 

Mr. F. is receiver 
Cash goes out 

debit 
credit 

5000 
5000 

31 Bank Charges A/c 
Bank of India 

Nominal A/c 
Personal A/c 

Exp. incurred 
Bank is giver as services 
provided by bank 

debit 
credit 

20 
20 
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Date Particulars L.F 
Debit 

Rs. P. 
Credit 

Rs. P. 
2004 
Mar 1 

Purchases A/c           Dr. 
To Cash A/c 

(Cash purchases) 

 25,000 – 
25,000 – 

2 Cash A/c                Dr. 
To Sales A/c 

(Cash Sales) 

 50,000 – 
50,000 – 

3 Purchases A/c           Dr. 
To Gopi A/c 

(Credit purchases) 

 19,000 – 
19,000 – 

5 Robert A/c             Dr. 
To Sales A/c 

(Credit Sales) 

 8,000 – 
8,000 – 

7 Cash A/c               Dr. 
To Robert A/c 

(Cash received) 

 6,000 – 
6,000 – 

9 Gopi A/c                Dr. 
To Cash A/c 

(Cash paid) 

 5,000 – 
5,000 – 

20 Furniture A/c.           Dr. 
To Cash A/c 

(furniture purchased) 

 7,000 – 
7,000 – 

 

Example 2:  Journalise the following transactions in the books of Amar. 

 
2004 
March 1  Bought goods for cash Rs. 25,000 

2  Sold goods for cash Rs. 50,000 
3  Bought goods for credit from Gopi Rs.19,000 
5  Sold goods on credit to Robert Rs.8,000 
7  Received from Robert Rs. 6,000 
9  Paid to Gopi Rs.5,000 
20  Bought furniture for cash Rs. 7,000 

 

Solution:    Journal of Amar 

 

 

 

 

 

 

 

 

 

 

 

 

     Total    1,20,000      1,20,000  
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Prepare Journals for the following transactions. (Home Work) 
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MEANING OF LEDGER 

 

 A Ledger is a principal book which contains all the accounts (Assets Accounts, Liabilities 

Accounts, Capital Account, Revenue Accounts, Expenses Accounts) to which the 

transactions recorded in the books of original entry are transferred. As the Ledger is the 

ultimate destination of all transactions, it is called the “BOOK OF FINAL ENTRY”. It is 

considered as a permanent record and is frequently referred to. It may be noted that an 

account is a formal record of all transactions relating to change in particular item. A 

Ledger may be kept in form of bound books, loose leaf sheets, floppy diskettes (in case 

computer is used) or any other like device. 

 POSTING 

 Posting is the process of transferring transactions recorded in the books of original 

entry to the concerned accounts opened in the ledger. It may be daily, weekly, 

fortnightly, or monthly according to the convenience and requirements of the business. 

It is necessary to post all journal entries into various accounts in the ledger because 

posting helps us to know the net effect of various transactions during a given period on 

a particular account. Posting in the ledger account is considered complete only when 

both the debit and credit aspects of all journal entries have been posted. 

 

SPECIMEN RULING OF LEDGER 

 

 
 

From the above specimen rulings of ledger account, we can observe the following points: 
1. Ledger Account is usually in the “T” form which contains two sides-Debit side and Credit 

side. 
2. Left hand side is called Debit Side (Dr.) 
3. Right hand side is called Credit Side (Cr.) 
4. Each side further divided into four columns: 

a. Column 1 meant for date, month and year. 
b. Column 2 meant for particulars. 
c. ‘F’ Stands for Folio (Page Number) of the Journal or Subsidiary Books. 
d. Account to be Debited of Credited. 

5. The names of accounts to be debited find an entry on the left side. 
6. The names of accounts to be credited find an entry on the right side. 
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BALANCING OF LEDGER ACCOUNT 

 

The Following procedure to be adopted, while balancing of various accounts in the ledger. 

1. Debit and Credit sides of an accounts are totalled separately. 
2. Find the difference between the total of both sides. 
3. The difference is entered on the side on which the total is smaller and this difference is 

the closing balance shown by the account and this will be carried forward to the next 
years as the “Opening balance” in the account. 

4. If the debit side of an amount is more, it is called Debit Balance and it entered on the 
credit side to close the account and written as by balance c/d. 

5. If the credit side of an amount is more, it is called Credit Balance and it entered on the 
debit side to close the account and written as by balance c/d. 

 
JOURNAL Vs LEDGER 

 
Journal Ledger 

1. Journal is the book of Original Entry of First 
Entry 

2. It is the book of Chronological Record 
3. The process of recording in the journal is 

called journalizing 
4. Journal as a book supported by greater 

sources of evidence. 
5. Journal lays focus on recording transactions 

 
6. The process of Journalizing is a continuous 

one. 
 

1. Ledger is the book of Second entry 
 

2. It is the book of Analytical Record. 
 

3. The process of recording in ledger is 
posting. 

4. Ledger is dependent on journal. 
 

5. Ledger focuses on process of classification 
of grouping of different heads of accounts. 

6. The process of posting in ledger to be done 
according to the needs and convenience. 

 
Example 3: For example 2 prepare ledger. 

Ledger of Amar 
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Example 4: Prepare Journal and Ledger for following transactions 
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Solution: 
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Trial Balance 

 

 Definition 

“Trial balance is a statement, prepared with the debit and credit balances of ledger accounts 

to test the arithmetical accuracy of the books” 

 
 As every transaction results in an equal amount of debits and credits in the ledger, the 

total of all debit entries in the ledger should equal the total of all credit entries. At the 

end of the accounting period, we check the equality by preparing a two-column 

schedule called a trial balance, which compares the total of all debit balances with the 

total of all credit balances. The procedure is as follows: 
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 List account titles in numerical order. 
 Record balances of each account, entering debit balances in the left column and 

credit balances in the right column. 
 Add the columns and record the totals. 
 Compare the totals. They must be the same. 
 If the totals agree, the trial balance is in balance, indicating that debits and 

credits are equal for the hundreds or thousands of transactions entered in the 
ledger. While the trial balance provides arithmetic proof of the accuracy of the 
records, it does not provide theoretical proof. 

 

Objectives of Trial balance 

 
The objectives of preparing a trial balance are: 

 
 To check the arithmetical accuracy of the ledger accounts. 
 To locate the errors. 
 To facilitate the preparation of final accounts. 

 
 

Errors in Accounting 

 
 The fundamental principle of the double-entry system is that every debit has a 

corresponding credit of equal amount and vice-versa. Therefore, the total of all debit 

balances in different accounts must be equal to the total of all credit balances in 

different accounts, i.e., the total of the two columns should tally (agree).  

 
 The tallying of the two totals (debit balances and credit balances) of the trial balance 

ensures only arithmetic accuracy but not accounting accuracy. If however, the two 

totals do not tally, it implies that some errors have been committed while recording the 

transactions in the books of accounts. The following are the various kinds of errors. 

 

 Kinds of Errors (Classification of Errors) 

  
 Keeping in view the nature of errors, all the errors committed in the accounting process 

can be classified into two. 

1. Errors of Principle and 
2. Clerical Errors 
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(1) 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. 

 
(2) 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 omission may be classified as below. 
 

I. Error of Complete Omission:  
 
This error arises when a transaction 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 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. 
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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 

1. Right amount in the right side of wrong account. 
2. Right amount in the wrong side of correct account 
3. Wrong amount in the right side of correct account 
4. Wrong amount in the wrong side of correct account 
5. Wrong amount in the wrong side of wrong account 
6. Wrong amount in the right side of wrong account, etc. 

This error may or 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 example, 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 undercasting. 

 
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 neutralized 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 direction, 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 errors mutually compensate each other. This error 
will not affect the agreement of trial balance. 
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 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. 

 

 
 

Suspense Account 

 
 When it is difficult to locate the mistakes before preparing the final accounts, the difference 

in the trial balance is transferred to newly opened imaginary and temporary account called 
‘Suspense Account’. Suspense account is prepared to avoid the delay in the preparation of 
final accounts. If the total debit balance of the trial balance exceeds the total credit balances, 
the difference is transferred to the credit side of the suspense account. On the other hand, if 
the total credit balances of the trial balance exceeds the total debit balances the difference is 
transferred to the debit side of the suspense account. 

 
 When the errors affecting the suspense account are located, they are rectified with suspense 

account. Suspense account is continued in the books until the errors are located and 
rectified. Such balance will be shown in the balance sheet. Debit balance will be shown on 
the asset side and the credit balance will be shown on the liability side. When all the errors 
affecting the trial balance are located and rectified, the suspense account automatically gets 
closed. 

 

Methods of Preparation of Trial Balance 

 
 Total Method: the total of debits and credits of all accounts are shown in the respective 

debit and credit side of the trial balance. 
 Balance Method: Only balance of each account of ledger is recorded in trial balance. In 

other words, all list of debit balances recorded in one column and the list of credit balances 
recorded in the other. This method is widely used in practice. 
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Specimen Ruling of Trial Balance 
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 Account type for Trial Balance 

 

 
 

Subsidiary Books 

 

In order to understand the procedure of recording transactions of business, it is necessary to 
consider the special journals (Subsidiary book) of each book are given below: 
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 Types of Subsidiary Books 

1. Sales Book (Day Book) is meant for entering only credit sales of goods by the trader.  
2. Purchases Book (Brought Day Book) records only credit purchases of goods by the trader. 
3. Purchases Return Book (Return Outward Book) records the goods returned by the trader to 

suppliers. 
4. Sales Return Book (Return Inward Book) deals with goods returned (out of previous sales) 

by the customers.  
5. Bills Receivable Book (Bills Receivable Journal) records the receipts of bills (Bills 

Receivable). 
6. Bills Payable Book (Bills Payable Journal) records the issue of bills (Bills Payable). 
7. Cash Book is used for recording only cash transactions i.e., receipts and payments of cash. 

a. Simple Cash Book 
b. Cash Book with Discount Column 
c. Cash Book with Bank and Discount Column 
d. Petty Cash Book 

 
(1) Purchase Book: 

It Records only credit purchases of goods by trader. 

Format: 
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Example: From the following transactions of Ram for July, 2003 prepare the Purchases Book 

and ledger accounts connected with this book. 

 
Solution: 
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(2) Sales Book: 

It Records only credit sales of goods by trader. 

Format: 

 
Example: From the transactions given below prepare the Sales Book of Ram for July 2003. 
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Solution: 
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 Returns Books 

 Returns Books are those books in which the goods returned to the suppliers and goods 

returned by the customers are recorded. The reasons for the return of goods are 

i. not according to the order placed. 

ii. not upto the samples which were already shown. 

iii. due to damage condition. 

iv. due to difference in the prices charged. 

v. undue delay in the delivery of the goods. 

Kinds of Returns Books 

i.  Purchases Return or Returns outward book 
ii. Sales Return or Returns inward book 

 

 

(3) Purchases Return Book: 

 This book is used to record all returns of goods by the business to the suppliers. 

 When the business concern returns a part of the goods purchased on credit, the returns 

fall under the category Purchases Return or Returns Outward. 

Format: 

 
 

Example:  
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Solution: 

 
 

 

(4) Sales Return Book: 

 This book is used to record all returns of goods to the business by the customers.  

 When the business concern receives a part of the goods sold on credit, the returns fall 

under the category of Sales Return or Returns Inward. 
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Format: 

 
 

Example:  

 
Solution: 
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(5) Bills Receivable Book: 

 Bills receivable (B/R) book is used for the purpose of recording the details of bills 

receivable. The individual accounts of parties from whom bills are received will be 

credited with the amount in the bills receivable book. The periodic total is posted to the 

debit of bills receivable account in the ledger by writing “To sundries as per Bills 

Receivable Book”.  

 

Format: 
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DATE  FROM 
WHOM 
READ  

ACCEPTOR  DATE OF 
BILLS  

TERM  DATE OF 
MATURITY  

WHERE 
PAYABLE  

AMOUNT  HOW 
DEPOSED  

         

 

 

(6) Bills Payable Book: 

 Bills payable (B/P) book is used for the purpose of recording the details of bills payable. 

The individual accounts of the parties to whom the bills are issued will be debited with 

the corresponding amount in the bills payable book. The periodic total is posted to the 

credit of bills payable account in the ledger by writing “By Sundries as per Bills Payable 

Book”. 

 

Format: 

Sr. 
No.  

DATE NAME OF 
DRAWER 

PAYEE DATE 
OF 
BILL 

TERM DATE OF 
MATURITY 

WHERE 
PAYABLE 

AMOUNT REMARK 

          

 

 

(7) Cash Book: 

 A cash book is a special journal which is used to record all cash receipts and cash 

payments.  

 The cash book is a book of original entry or prime entry since transactions are recorded 

for the first time from the source documents. The cash book is a ledger in the sense 

that it is designed in the form of a cash account and records cash receipts on the debit 

side and cash payments on the credit side.  

 Thus, the cash book is both a journal and a ledger. 

 Kinds of Cash Book 

(1) Simple Cash Book (Single Column Cash Book) 
(2) Cash Book with Discount Column (Double Column Cash Book) 
(3) Cash Book with Bank and Discount Column (Three Column Cash Book) 
(4) Petty Cash Book 
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(1) Simple Cash Book: 

 

 Single column cash book (simple cash book) has one amount column in each side.  

 All cash receipts are recorded on the debit side and all cash payments on the credit 

side.  

 In fact, this book is nothing but a Cash Account. Hence, there is no need to open cash 

account in the ledger.  

 

Format: 

 
 

 

Example: 

 
 

 

 



 
 

 

 
[39] 

Solution: 

 

(2) Double Column Cash Book: 

 The most common double column cash books are 

(a) Cash book with discount and cash columns 
(b) Cash book with cash and bank columns. 

 
(a)  Cash Book with discount and cash columns 

 

 On either side of the single column cash book, another column is added to record 

discount allowed and discount received.  

 
Format: 
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Example: 

 
 

 
 

 

(b) Cash Book with Cash and Bank Columns 

 When bank transactions are more in number, it is advisable to open a cash book 
by providing a separate column on either side of the cash book to record the bank 
transactions therein. 
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Format: 

 
Example: 
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Solution: 

 

 Points to be remembered while preparing cash book 
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Contra Entry 

 When an entry affect both cash and bank accounts it is called a contra entry. Contra in 
Latin means opposite. In contra entries both the debit and credit aspects of a 
transaction are recorded in the cash book itself. 
 
 

(3) Cash Book with Bank and Discount Column (Three Column Cash Book): 

 
 Large business concerns receive and make payments in cash and by cheques. Where 

cash discount is a regular feature, a Triple Column Cash Book is more advantageous.  
 This cash book has three amount columns (cash, bank and discount) on each side. All 

cash receipts, deposits into bank and discount allowed are recorded on debit side and 
all cash payments, withdrawals from bank and discount received are recorded on credit 
side. 
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Format: 

 
Example: 

 



 
 

 

 
[45] 

Solution: 

 
 

(4) Petty Cash Book: 

 In every business, of whatever size, there are many small cash payments such as 
conveyance, carriage, postage, telegram, etc. These expenses are generally repetitive in 
nature. If all these small payments are recorded in the cash book, it will be difficult for 
the cashier to maintain the records all by himself. In order to make the task of the 
cashier easy, these small and recurring expenses are recorded in a separate cash book 
called “Petty Cash Book” and the person who maintains the petty cash is called the 
“Petty Cashier”. 

Format: 
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Explanation of columns in the analytical petty cash book 

1. Receipts:  
This is the first column of the petty cash book. Amount received by the 
petty cashier for meeting petty expenses and the opening balance of 
petty cash will be recorded in this column. 

2. C.B.F.N:  
This refers to Cash Book Folio Number. In this column we write the page 
number of the cash book where cash paid by the cashier is recorded. 

3. Date: 
 In this column, the date of receipt / payment of cash is recorded. 

4. Particulars: 
  This column records the details of the receipts / payments. Cash received 

in the beginning is shown as ‘To cash’ and all the petty expenses are 
shown as ‘By expenses’ (name of the expense). 

5. V.N.:  
The serial number of the voucher (cash payment) is written in this 
column. 

6. Total Payments:  
This column records the amount of every expense. At the end of the 
week or month expenses are totalled and afterwards balanced. The total 
expenses of the week or the month is compared with the total of the 
receipts column and the balance is obtained. 

7. Postage and Telegrams:  
This column records postal expenses like post card, envelope, inland 
letter, postage stamps, registered letter, parcel, telegrams and telephone 
charges. 

8. Printing & Stationery: 
 It includes expenses incurred for purchasing materials such as paper, ink, 
pencil, eraser, carbon paper and other items of stationery. 

9. Cartage / Freight / Carriage:  
In this column carriage inward of goods is recorded. It includes cartage 
paid to coolie, tempo charges etc. 

10. Travelling Expenses / Conveyance:  
In this column fare for hiring autorickshaw, bus, train, taxi etc., are 
recorded. 

11. Office Expenses & Repairs:  
Minor repairing charges and petty office expenses like cleaning are 
included in this column. 

12. Sundry Expenses / Sundries:  
Generally columns of important petty expenses of the business according 
to the nature and type of business are prepared. In addition to these 
important expenses, there may be certain expenses, which may not have 
specific columns for them. Expenses like refreshment, charity, tips, 
amount paid to scavangers etc., are recorded in this column. 

13. L.F.:  
This refers to the page number of the ledger where the respective 
account is recorded. 
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14. Personal Accounts :  
Small amount of money paid to individuals are entered in this column. 

Example: 

 
Solution: 
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Example: 

 
 

Solution: 

 
 

 



 
 

 

 
[49] 
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Classification of Assets and Liabilities 

 

 ASSETS 

 Assets represents everything which a business owns and has money value. In other 

words, asset includes possessions and properties of the business. Assets are classified 

as follows: 

 
a) Tangible Assets: 

 
Assets which have some physical existence are known as tangible assets. They can be seen, 
touched and felt, e.g. Plant and Machinery Tangible assets are classified into 

 
1) Fixed assets : 

Assets which are permanent in nature having long period of life and cannot be 
converted into cash in a short period are termed as fixed assets. E.g. Land, Buildings, 
Plant and Machinery, Furniture, Long-term Investments, etc. 

2) Current assets/Floating assets : 
Assets which can be converted into cash in the ordinary course of business and are held 
for a short period is known as current assets. This is also termed as floating assets. For 
example, cash in hand, cash at bank, sundry debtors, short-term Investments etc. 
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b) Intangible Assets 

 
The assets which have no physical existence and cannot be seen or felt. They help to 
generate revenue in future, e.g. goodwill, patents, trademarks etc. 
 

c) Fictitious Assets 
 
These assets are nothing but the unwritten off losses or non-recoupable expenses. They are 
really not assets but are worthless items. For example, Preliminary expenses, discount on 
issue of shares and debentures, debit balance of profit and loss account, etc. 
 

 LIABILITIES 

 The amount which a business owes to others is liabilities. Credit balance of personal 

and real accounts together with the capital account are liabilities. 

 
 

a) Long Term Liabilities/Non-current Liabilities 
 
Liabilities which are repayable after a long period of time are known as Long Term 
Liabilities. For example, capital, long term loans etc. 
 

b) Current Liabilities 
 
Current liabilities are those which are repayable within a year. For example, Bills payable, 
sundry creditors, short-term bank loans, etc. 
 

c) Capital liabilities 
 
Capital refers to the value of assets owned by a business and which are used during the 
course of business operations to generate additional capital or wealth. It is also known as 
Owner’s Equity or Net Worth. When a business first comes into existence the initial capital 
may be provided by the proprietor. The initial influx of capital will normally be in the form of 
cash which need to be converted into plant and machinery, building and stock of materials 
prior to commencing operations. Thus capital is equal to the total assets. 
 

Final Account 

 

 Trial balance proves the arithmetical accuracy of the business transactions, but it is not the 

end. The businessman is interested in knowing whether the business has resulted in profit or 

loss and what the financial position of the business is at a given period. In short, he wants to 

know the profitability and the financial soundness of the business. The trader can ascertain 

these by preparing the final accounts.  

 The final accounts are prepared at the end of the year from the trial balance. Hence the trial 

balance is said to be the connecting link between the ledger accounts and the final accounts. 
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 The final accounts of business concern generally include two parts.  

(1) The first part is Trading and Profit and Loss Account. This is prepared to find out the 

net result of the business.  

(2) The second part is Balance Sheet which is prepared to know the financial position of 

the business.  

 However manufacturing concerns, will prepare a Manufacturing Account prior to the 

preparation of trading account, to find out cost of production. 

 Cost of Goods Sold   =  Value of opening stock 

    + Cost of purchases 

    + Direct Expenses  

    – Value of closing stock 
 

Trading Account 
 

 Trading means buying and selling. The trading account shows the result of buying and selling 

of goods. 

 After preparing a tallied trial balance at the end of an accounting period, the next step is to 

prepare Trading Account. 

Purpose: 

 Trading account is prepared to know the gross profit or gross loss during the accounting 

period. The basis for the preparation of this account is the matching of selling prices of 

goods and services with the cost of goods sold and services rendered. 

 Transferring its balance to the Profit and Loss Account closes the Trading Account. 

Format: 
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PROFIT AND LOSS ACCOUNT 

 

 After preparing a Trading Account, the next step is to prepare a Profit and Loss Account. 

 The Profit and Loss account is one of the financial statements. It shows the net result of the 

business operation during an accounting period. 

Purpose 

 The Profit and Loss Account is prepared to ascertain the Net Profit earned or Net Loss 

incurred by the business as a result of business operations during an accounting period. 

Contents 

 All the indirect revenue expenses and losses (i.e. other than those shown on the debit side 

of the Trading Account) are shown on the debit side of the Profit and Loss Account, whereas 

all indirect revenue incomes (i.e. other than those shown on the credit side of the Trading 

Account) are shown on the credit side of the Profit and Loss Account. 

Format: 
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BALANCE SHEET 

 

 After preparing the Profit and Loss Account, the next step is to prepar4 a Balance Sheet. 

Meaning  

 A Balance Sheet is a financial statement. It is a statement of assets and liabilities of an 

enterprise at a given date. It is called a Balance Sheet because it is a sheet of balances of 

those ledger accounts which, have not been closed till the preparation of the Trading, and 

Profit and Loss Account. 

Characteristics 

 The characteristics of a Balance Sheet are summaries as under. 

1) A Balance Sheet is only a statement and not an account. It has no debit side or credit 
side. The headings of the two sides are ‘Assets’ and ‘Liabilities’. 

2) A Balance Sheet is prepared at a particular point of time and not for a particular period. 
The information contained in the balance sheet is true only at that particular point of 
time at which it is prepared. 

3) A Balance Sheet is a summary of balances of those ledger accounts which, have not been 
closed by transfer to Trading and profit and Loss account. 

4) A Balance Sheet shows the nature and value of assets and the nature and the amount of 
liabilities at a given date. 

Need for the Preparation 

 The purpose of preparing a Balance Sheet is as follows. 

1) To ascertain the nature and value of assets of a business. 

2) To ascertain the nature and amount of liabilities of a business. 

3) To find out the financial solvency of an enterprise. An enterprise is considered to be 

solvent if its assets exceed its external liabilities. 

4) Right hand side of a Balance Sheet is called the ‘Assets’ side and the Left-hand side is 

called the ‘Liabilities’ side. 
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Format: 

 

Balance Sheet of…………… 

as on …………….. 
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Example: Prepare a trading account, profit and loss account and balance sheet from the 

following trial balance of Mr. Kumar. 
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Solution: 
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Distinction between Profit and Loss Account and Balance Sheet 

 

Profit and Loss Account  Balance Sheet  

1. Profit and loss account shows the profit 

or losses during the accounting period.  

1. The balance sheet shows the financial position 

of the business.  

2.  It is prepared for the accounting period 

which has ended.  

2.  It is prepared as on the last date of the 

accounting period.  

3.  It is prepared with the debit or credit 

balance of Nominal account 

3.  It Shows the assets and liabilities on a 

particular date. 

4.  The difference between the two sides of 

trading account will be gross profit and 

transferred to profit and loss account. 

4.  The difference between the two sides of profit 

and loss account will be Net profit or Net loss 

transferred to liability side of Balance sheet. 

 

 

Accounting Principle 

 
 Established by human, ‘a general law or rule adopted or professed as a guide to action; a 

settled ground or basis of conduct and practice’. 
 Accounting Principles can be classified into two categories 

1. Accounting Concepts 
2. Accounting Conventions 
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(1) ACCOUNTING CONCEPTS 

 Entity  

Accounts are kept for entities and not the people who own or run the company.  Even in 

proprietorships and partnerships, the accounts for the business must be kept separate from 

those of the owner(s). 

 Money-Measurement  

For an accounting record to be made it must be able to be expressed in monetary 

terms.  For this reason, financial statements show only a limited picture of the 

business.  Consider a situation where there is a labor strike pending or the business owner’s 

health is failing; these situations have a huge impact on the operations and financial security 

of the company but this information is not reflected in the financial statements.   

 Going Concern 

Accounting assumes that an entity will continue to operate indefinitely.  This concept implies 

that financial statements do not represent a company’s worth if its assets were to be 

liquidated, but rather that the assets will be used in future operations.  This concept also 

allows businesses to spread (amortize) the cost of an asset over its expected useful life.   

 Cost 

An asset (something that is owned by the company) is entered into the accounting records 

at the price paid to acquire it.  Because the “worth” of an asset changes over time it would 

be impossible to accurately record the market value for the assets of a company.  The cost 

concept does recognize that assets generally depreciate in value and so accounting practice 

removes the depreciation amount from the original cost, shows the value as a net amount, 

and records the difference as a cost of operations (depreciation expense.)  Look at the 

following example: 

Truck                 $10,000   purchase price of the truck 

Less depreciation   $  1,000    amount deducted as a depreciation expense  

Net Truck:            $  9,000    net book-value of the truck 

The $9000 simply represents the book value of the truck after depreciation has been 

accounted for.  This figure says nothing about other aspects that affect the value of an item 

and is not considered a market price. 

 Dual Aspect 

This concept is the basis of the fundamental accounting equation:   

Assets = Liabilities + Equity 
1. Assets are what the company owns. 
2. Liabilities are what the company owes to creditors against those assets 
3. Equity is the difference between the two and represents what the company owes to 

its investors/owners.   
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All accounting transactions must keep this equation balanced so when there is an increase 

on one side there must be an equal increase on the other side or an equal decrease on the 

same side.   

 Objectivity 

The objectivity concept states that accounting will be recorded on the basis of objective 

evidence (invoices, receipts, bank statement, etc…). This means that accounting records will 

initiate from a source document and that the information recorded is based on fact and not 

personal opinion.   

 Accounting Period (Time Period) 

This concept defines a specific interval of time for which an entity’s reports are 

prepared.  This can be a fiscal year (Mar 1 – Feb 28), natural year (Jan 1 – Dec 31), or any 

other meaningful period such as a quarter or a month. 

 Conservatism 

This requires understating rather than overstating revenue (income) and expense amounts 

that have a degree of uncertainty.  The rule is to recognize revenue when it is reasonably 

certain and recognize expenses as soon as they are reasonably possible. The reasons for 

accounting in this manner are so that financial statements do not overstate the company’s 

financial position. Accounting chooses to err on the side of caution and protect investors 

from inflated or overly positive results.   

 Realization (Revenue Recognition Concept) 

Revenues are recognized when they are earned or realized.  Realization is assumed to occur 

when the seller receives cash or a claim to cash (receivable) in exchange for goods or 

services.  This concept is related to conservatism in that revenue (income) is only recorded 

when it actually occurs and not at the point in time when a contract is awarded.  For 

instance, if a company is awarded a contract to build an office building the revenue from 

that project would not be recorded in one lump sum but rather it would be divided over 

time according to the work that is actually being done.    

 Matching 

Matching Concept is closely related to accounting period concept. To avoid overstatement 

of income in any one period, the matching principle requires that    revenues and related 

expenses be recorded in the same accounting period.  If you bill $20,000 of services in a 

month, in order to accurately represent the income for the month you must report the 

expenses you incurred while generating that income in the same month.   

 Consistency 

Once an entity decides on one method of reporting (i.e. method of accounting for inventory) 

it must use that same method for all subsequent events.  This ensures that differences in 
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financial position between reporting periods are a result of changed in the operations and 

not to changes in the way items are accounted for.    

 Materiality 

Accounting practice only records events that are significant enough to justify the usefulness 

of the information.  Technically, each time a sheet of paper is used, the asset “Office 

supplies” is decreased by an infinitesimal amount but that transaction is not worth 

accounting for.   

 Accrual Concept: 

Accrual Concept is closely related to matching concepts. According to this concept, revenue 

recognition depends on its realization and not accrual receipt. Likewise cost are recognized 

when they are incurred and not when paid. The accrual concept ensures that the profit or 

loss shown is on the basis of fill fact relating to all expenses and incomes. 

 By understanding and applying these principles you will be able to read, prepare, and 

compare financial statements with clarity and accuracy.  The bottom-line is that the ethical 

practice of accounting mandates reporting income as accurately as possible and when there 

is uncertainty, choosing to err on the side of caution.  

 

(2) ACCOUNTING CONVENTIONS 

 

 Convention of Disclosure:  

The disclosure of all material information is one of the important accounting conventions. 

According to this conventions all accounting statements should be honestly prepared and all 

facts and figures must be disclosed therein. The disclosure of financial information is 

required for different parties who are interested in welfare of that enterprise. Convention of 

disclosure is required to be kept as per the requirement of the companies Act and Income 

Tax Act. 

 Convention of conservatism:  

This convention is closely related to the policy of playing safe. This principle is often 

described as “anticipate no profit, and provide for all possible losses”. Thus, this convention 

emphasis that uncertainties and risks inherent in business transactions should be given 

proper consideration.  

E.g. under this convention inventory is valued at cost price or market price whichever is 

lower. Similarly, bad and doubtful debts is made in the books before ascertaining the profit. 
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 Convention of Consistency:  

The convention of consistency implies that accounting policies, procedures and methods 

should remain unchanged for preparation of financial statements from one period to 

another. In order to measure the operational efficiency of a concern, this convention allows 

a meaningful comparison in the performance of different period. 

 Convention of Materiality:  

It defined as “the characteristic attaching to a statement fact, or item whereby its disclosure 

or method of giving it expression would be likely to influence the judgment of a reasonable 

person”.  

According to this convention consideration is given to all material events, insignificant 

details are ignored while preparing the profit and loss account and balance sheet. The 

evaluation and decision of material or immaterial depends upon the circumstances and lies 

at the discretion of the accountant. 

 


