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Accounting & Finance for Bankers (Paper-2) 

(JAIIB Updated Syllabus) 

 

Module B Principles of 
Bookkeeping 
& 
Accountancy 

Definition, Scope 
and Accounting 
Standards 

Nature and Purpose of Accounting; Historical 
Perspectives; Origins of Accounting 
Principles; Accounting Standards in India and 
its Definition and Scope; Generally Accepted 
Accounting Principles of USA (US GAAP); 
Transfer Pricing; Overview of IFRS; 
Difference between GAAP & IFRS. 

  Basic 
Accountanc
y 
Procedures 

Concepts of Accountancy; Entity Going 
Concern Entity; Double Entry System; 
Principle of Conservatism; Revenue 
Recognition and Realisation; Accrual and 
Cash Basis. 

  Maintenance of 
Cash/ Subsidiary 
Books
 An
d 

Record   Keeping   Basics;   Account 
Categories; 
Debit and Credit Concepts; Accounting and 
Columnar Accounting Mechanics;
 Journals; 

  Ledger Ledgers; subsidiary books; etc. 

  Bank 
Reconciliation 
Statement 

Need for Bank Reconciliation; Causes of 
Differences; Preparation of Bank 
Reconciliation Statement; How to prepare a 
Bank Reconciliation Statement when Extracts 
of Cash Book and Pass Book are given; 
Adjusting the Cash Book Balance; Advantages 
of Bank Reconciliation 
Statement. 

  Trial Balance, 
Rectification of 
Errors
 an
d Adjusting 
 & 
Closing Entries 

Meaning of a Trial Balance; Features and 
Purpose of a Trial Balance; Types of Trial 
Balance and Preparation of a Trial Balance; 
Disagreement of a Trial Balance; Classification 
of Errors; Location of Errors; Rectification of 
Errors; Suspense Account and Rectification; 
Rectification of Errors when Books are closed; 
Adjusting and Closing Entries. 

  Capital and 
Revenue 
Expenditure 

Expenditure; Distinction between Capital and 
Revenue Expenditure; Deferred
 Revenue 
Expenditure; Receipts; General Illustrations. 
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  Bills of Exchange Types of Instruments of Credit; Term and Due 
Date of a Bill; Certain
 Important Terms; 
Accounting Entries to be
 Passed; Accommodation Bill etc. 

 

Principles of Bookkeeping & Accountancy 

(Module-B) 

Index 

Unit 1- Definition, Scope and Accounting Standards 

Unit 2- Basic Accountancy Procedures 

Unit 3- Maintenance of Cash/ Subsidiary Books And Ledger 

Unit 4- Bank Reconciliation Statement 

Unit 5- Trial Balance, Rectification of Errors and Adjusting & Closing 

Entries 

Unit 6- Capital and Revenue Expenditure 

Unit 5- Bills of Exchange 

 

 

Definition, Scope and Accounting Standards 

 (Unit-1) 

Nature and Purpose of Accounting 

The purpose of accounting 

The purpose of accounting is to accumulate and report on financial information about the 

performance, financial position, and cash flows of a business. This information is then used 

to reach decisions about how to manage the business, or invest in it, or lend money to it. 

https://www.facebook.com/BankPoClerk/?ref=aymt_homepage_panel
https://www.facebook.com/groups/2148759855448538/?source_id=117234085093214
https://t.me/joinchat/J8jQkg8azrnOjC1LiWFvJg
file:///F:/Ambitious%20Baba/One%20liner/January%202019/t.me/ambitiousbaba


 

Facebook Page                     Facebook Group                    Telegram Group                    Telegram Channel 

  

AMBITIOUSBABA.COM | MAIL US AT 

CONTACT@AMBITIOUSBABA.COM 
4 

 

 

This information is accumulated in accounting records with accounting transactions, which 

are recorded either through such standardized business transactions as customer invoicing 

or supplier invoices, or through more specialized transactions, known as journal entries. 

Once this financial information has been stored in the accounting records, it is usually 

compiled into financial statements, which include the following documents: 

#Income statement 

#Balance sheet 

#Statement of cash flows 

#Statement of retained earnings 

#Disclosures that accompany the financial statements 

Financial statements are assembled under certain sets of rules, known as accounting 

frameworks, of which the best known are Generally Accepted Accounting Principles 

(GAAP) and International Financial Reporting Standards (IFRS). The results shown in 

financial statements can vary somewhat, depending on the framework used. The 

framework that a business uses depends upon which one the recipient of the financial 

statements wants. Thus, a European investor might want to see financial statements based 

on IFRS, while an American investor might want to see statements that comply with GAAP. 

The accountant may generate additional reports for special purposes, such as determining 

the profit on sale of a product, or the revenues generated from a particular sales region. 

These are usually considered to be managerial reports, rather than the financial reports 

issued to outsiders. 

Thus, the purpose of accounting centers on the collection and subsequent reporting of 
financial information. 

Accounting Information 

Here's a list of the different types of information provided by accounting reports. These 

things will be clearer when you get to the tutorials on Financial Statements. For now, it is 

sufficient (and good) to know what information we are talking about. 

Results of operations: This pertains to the profit generated by the company for a certain 

span of time (for a year, for a quarter, for a month, etc.). This is measured by deducting all 

expenses from all income. The resulting amount is called net income. 

Financial position: How much resources does the entity currently have? How much does 

the entity owe third parties? How much is left for the owners after we pay all obligations 
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using our resources? The first question refers to the entity's total assets; the second to 
liabilities, and the third to capital. 

Solvency and liquidity:  Solvency refers to the entity's ability to pay obligations when they 
become due. Liquidity pertains to its ability to meet short-term obligations. 

Cash flows: The financial statements also show the inflows and outflows of cash in the 

different activities of the business (operating, investing, and financing activities). 

Other information: The financial statements provide qualitative, quantitative, and 

financial information. One of the characteristics of the financial statements is relevance. 

Any information that could affect the decisions of users should be included in the financial 

reports. 

Nature of Accounting 

We know Accounting is the systematic recording of financial transactions and presentation 

of the related information of the appropriate persons. The basic features of accounting are 

as follows: 

1. Accounting is a process: A process refers to the method of performing any specific job 

step by step according to the objectives, or target. Accounting is identified as a process as it 

performs the specific task of collecting, processing and communicating financial 

information. In doing so, it follows some definite steps like collection of data recording, 

classification summarization, finalization and reporting. 

2. Accounting is an art: Accounting is an art of recording, classifying, summarizing and 

finalizing the financial data. The word ‘art’ refers to the way of performing something. It is 

a behavioral knowledge involving certain creativity and skill that may help us to attain 

some specific objectives. Accounting is a systematic method consisting of definite 

techniques and its proper application requires applied skill and expertise. So, by nature 

accounting is an art. 

3. Accounting is means and not an end: Accounting finds out the financial results and 

position of an entity and the same time, it communicates this information to its users. The 

users then take their own decisions on the basis of such information. So, it can be said that 

mere keeping of accounts can be the primary objective of any person or entity. On the other 

hand, the main objective may be identified as taking decisions on the basis of financial 

information supplied by accounting. Thus, accounting itself is not an objective, it helps 

attaining a specific objective. So it is said the accounting is ‘a means to an end’ and it is not 

‘an end in itself.’ 
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4. Accounting deals with financial information and transactions; Accounting records 

the financial transactions and date after classifying the same and finalizes their result for a 

definite period for conveying them to their users. So, from starting to the end, at every 

stage, accounting deals with financial information. Only financial information is its subject 

matter. It does not deal with non-monetary information of non-financial aspect. 

5. Accounting is an information system: Accounting is recognized and characterized as a 

storehouse of information. As a service function, it collects processes and communicates 

financial information of any entity. This discipline of knowledge has been evolved out to 

meet the need of financial information required by different interested groups. 

Historical & MODERN Perspectives 

HISTORICAL PERSPECTIVE 
Historians claim that accounting was introduced thousands of years ago using clay tokens 
to keep records of crops and livestock. Over the years, it has become a sophisticated art 
which is crucial for maintaining financial stability. 
MODERN PERSPECTIVES 
In modern times, many different definitions of accounting have surfaced. 

According to the American Institute of Certified Public Accountants, ‘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 financial character, and interpreting 

the results thereof.’ 

The American Accounting Association gives a somewhat similar definition of accounting, 

stating that it is ‘the process of identifying, measuring and communicating economic 

information to permit informed judgments and decisions by users of the information.’ 

It is also worth mentioning that the accountancy is a vast field which relies on bookkeeping, 

auditing, and accounting principles. This should clarify a very common myth that 

accounting and bookkeeping are same. Accounting is the field which relies on the 

functioning of bookkeepers. 

ACCOUNT AS A COMBINATION OF DIFFERENT FIELDS 

Learning about accounting calls the need to have knowledge of a number of fields. The field 
borrows a lot from many different fields like: 

Mathematics: Arithmetic ratio and proportion and many other topics of mathematics 
contribute towards learning of accounts. 

Analysis and Forecasting: Objectives of accounting are not limited to maintain accounts 

and records, but it also involves estimations and projections based on assumptions. 
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Communication: Accounting also involves the art of communicating the right information 
in the right format to the right sets of people. 

Computers and IT: With the growing popularity of accounting software systems, the 
success of accounting relies on the use of these fields as well. 

Finance: Accounting makes use of principles of finance in many exercises. 

 

Origins of Accounting Principles 

Accountancy and bookkeeping are as old as money itself. The Greeks, Romans, Egyptians 

and Babylonians had well-developed records and maintained a good system of record 

keeping and control. In the thirteenth and fourteenth centuries, there was a tremendous 

development of commerce in Italy where the modern system of bookkeeping took birth. In 

1494, at Venice, Luca De Bargo Pacioli, an Italian monk, published his book called Summa 

that contained a section on the 'Double Entry' bookkeeping. In the latter part of the 

fifteenth century, there was an increase in use of Pacioli's work on accounting because of 
increased trade, and the necessity of merchants to record transactions. 

Later, in the sixteenth and seventeenth centuries, there were attempts in England and 

Holland to design the rules for double entry and the preparation of financial 

statements/reports and independent ledger accounts. In the nineteenth century the 

industrial revolution, and in the twentieth century the two world wars, revised the form of 
accounting and reporting to the forms still in use till date. 

In India also, accountancy and bookkeeping were practised in a scientific form twenty 

centuries ago. During the regime of King Chandragupta, Kautilya, one of his ministers, 

wrote a book on accountancy, named the 'Arthashashtra\ In India, the old method of 

accounting, called the 'Nama' method, is still in use. It is also called the 'Mahajani', 

'Marwari' or the 'Deshi' method. 

 

 

Accounting Standards in India and its Definition and Scope 

Formation of the Accounting Standards Board: 

The Institute of Chartered Accountants of India, recognizing the need to harmonies the 

diverse accounting policies and practices at present in use in India, constituted an 
Accounting Standards Board (ASB) on 21st April, 1977. 
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Accounting is often called the language of business. Book-keeping and Accounting not one 
and the same – Book-keeping means recording the business Transactions. Accountancy 
means compilation of accounts in such a way that one is in a position to know the state of 
affairs of the business. 

Accounting is language of business. 
Communicate the result of business operations and its other aspects. 
Accounting is an 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 financial character 
and interpreting the results thereof. 

Definition & scope of book-keeping 
Book keeping is merely recording the business transactions in books and ledgers 
Accountancy is wider concept: compilation of accounts in such a way that one is in a 
position to understand state of affairs of business. 
Users of financial statements are income tax department, S.T. department, shareholders, 
investors, banks and FIs and so on. 
It is in the interest of all that financial statements reflect true and fair view of state of 
affiairs of a business entity. 
Accountancy involves: 
Systematic classification of business transactions in terms of money and financial 
character. 
Summarizing : trial balance and b/s 
Interpreting the financial transactions. 
Financial Statements: 

– Manufacturing Accounting. 
– Trading Account 
– Profit & Loss Account 
– Balance Sheet 
– Funds Flow (Changes in Financial Position) 
– Cash Flow Statement 
Purpose of accountancy: 
To keep a systematic record 
To ascertain the results of operations 
To ascertain financial position of business. 
To facilitate rational decision making 
To satisfy requirement of law and useful in many respects. 
Basic objective of Accountancy- to provide information to various users. 
Income Tax Authorities 
Sales Tax Authorities 
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Share holders 
Investors 
Business Associates 
Directors 
Banks for lending purpose 
Purpose: 
– To know the Profit & Loss 
– To know the Financial position & Liabilities position 
– To interpret the Financial Position 
Objectives: 
– To keep a systematic record 
– To ascertain the results of the operations 
– To ascertain the financial position of business 
– To facilitate rational decision-making 
– To satisfy the requirements of law 
Advantages: 
– For Economic Decisions 
– To provide information to Investors 
– To compare the financial position 
Types of Accounting: 
– Financial Accounting 
– Cost Accounting 
– Management Accounting 
– Social Responsibility Accounting 
– Human Resource Accounting 
– Inflation Accounting 
Concepts of Accountancy 
Cost Concept: 
Business transactions are recorded in books at cost price. 
Fixed assets are kept at cost of purchase and not at their market price. 
Every transaction is recorded with present value and not any future value. 
Unrealized gains are ignored. 
Cost of an asset that has long but limited life is systematically reduced by a process called 
depreciation. But such depreciation has no relation to market value of asset. 
Money Measurement Concept: 
Every transaction is measured in terms of money. Viz production/sales/wages etc all 
converted to money. 
Inflation or deflation not included in value of any asset. 
Business Entity Concept 
This concept separates the entity of proprietor from the business transaction. 
Capital contributed by the owner is liability for business because business is different from 
owner. 
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Any money withdrawn by prop. Is drawings. 
Profit is liability and loss is an asset. 
All entries are kept from the point of view of business and not from owner. 
An enterprise is economic unit separate from owner. 
Realisation Concept 
This concept tells us when revenue is treated as realised or earned. It is treated as realized 
on the date when property in goods passes to buyer and he becomes legally liable to pay. 
No future income is considered. 
Goods sold on approval will be included in sales but on cost only. 
Going Concern Concept 
Business is a going concern and transactions are recorded accordingly. 
If an expense is incurred and utility is consumed during the year, then it is treated as an 
expense otherwise it is recorded as an asset. 
Reserves and provisions are created for any future liability. 
Deferred revenue expenditure is written off over number of years. 
Why loss is shown under assets side ? 
Dual Aspect Concept 
Every transaction has double effect. 
Accounting equation: assets= cap+ liability. 
Accounting Period Concept 
Business will run through long period. Hence accounts of each period is recorded. 
Results of operations can be known precisely only after business ceases to operate and 
entire assets are sold and entire liabilities paid. 
But one is interested in knowing periodically operating results of business say yearly or 
half yearly or quarterly. 
Hence all the expenses or income during this accounting period has to be taken into 
consideration irrespective of whether they are realised in cash or paid in cash. 
Accounting for full disclosure 
Disclosure of material facts.( material and immaterial fact is matter of judgment) 
Contingent liability 
Market value of investments. 
Convention or Principles of Conservatism 
All possible losses to be taken into consideration and anticipated profits to be ignored. 
Creation of provision for doubtful debts. 
Value of stock 
Convention of consistency: method of depreciation. 
Double Entry System 
Scientific system: 
Every transaction has two aspects. 
Crux of accountancy is to find out which two accounts are effected and which is to be 
debited and which is to be credited. 
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Journal 
Journal records each and every record. 
But to find out a transaction effecting a person, expenses account or asset one has to 
turnover all pages of journal . 
Hence transactions are posted from journal to particular pages of ledger. 
Hence journal contain a column L.F 
Cash Book 
Cash book keeps records of all cash transactions i.e cash receipts and cash payments. All 
receipts are recorded on right side and all payments on left side. 
Cash book is book of original entry. 
Record keeping basis 
Recording: journalising as and when transaction takes place. Journal is book of original or 
first entry. 
Classifying: all entries in journal or subsidiary books are posted to ledger account (posting) 
to find out at a glance the total effect of all such transactions. Ledger is book of secondary 
entry. 
Summarising: last stage is to prepare the trial balance and final accounts with a view to 
ascertain the profit or loss during particular period. It is customary to use to and by while 
posting ledger. 

Balancing an account means equalizing two sides. 
If debit side of account exceed credit side, difference is put on credit side and it is said to 
have debit balance and vice versa.. 
Adjusting and closing entries 
While preparing trading and profit and loss account all expenses and income for the full 
period are to be taken into consideration. If expenses have been incurred but not paid 
during that period , liabilities for unpaid amount should be created before the accounts can 
be said to show the actual profit and loss. All expenses and income should properly be 
adjusted through accounting entries. 
Trial balance is prepared from the books of accounts of organization. Final accounts are the 
final process of accounting. Once the trial balance is prepared the books are half way 
closed. 
Now all adjusting entries passed at the time of preparing the final accounts have dual effect 
i.e both debit and credit. 
Hence all adjusting entries passed after Trial balance drawn will have two effects. 
One in either trading and profit and loss account and other in Balance sheet or one in 
trading account and other in Profit and loss account. 
Some examples: 
Closing stock adjustment: Will be shown in asset side of balance sheet and will be shown 
in credit side of trading account. 
Goods lost by fire: Will be shown in credit side of trading account. Will be shown on debit 
side of profit and loss account. 
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Outstanding expenses: Will be shown in debit side of profit and loss account. Will be 
shown in liabilities side of balance sheet. 
Prepaid expenses: Prepaid expenses shown in Asset side ( Dr Pre paid expenses) and 
Credit P&L Expenditure as they do not pertain to current year. 
Depreciation: It is fall in value of asset due to use or passage of time. Depreciation Dr. To 
asset account 
Accounting standards: 
Institute of chartered accountants of India recognising the need to harmonise the diverse 
accounting policies and practices constituted an accounting standards board in the year 
1977. 
ASB formulate accounting standards so that council of ICAI may mandate such standards. 
Day book and GLB posting in a bank 
The general ledger balance is virtually trial balance of the bank on a particular day. It 
reflect the balances of all accounts. While preparing balance sheet and profit and loss 
account of branch of bank the GLB balances are taken. 
Balance sheet of all branches together when consolidated becomes the balance sheet of 
bank. 
Generally accepted accounting principles 
The common set of accounting principles, standards and procedures that companies use to 
compile their financial statements. GAAP are a combination of authoritative standards (set 
by policy boards) and simply the commonly accepted ways of recording and reporting 
accounting information. 
GAAP are imposed on companies so that investors have a minimum level of consistency in 
the financial statements they use when analyzing companies for investment purposes. 
GAAP cover such things as revenue recognition, balance sheet item classification. 
Companies are expected to follow GAAP rules when reporting their financial data via 
financial statements. 
That said, keep in mind that GAAP is only a set of standards. What is important that its 
underlying objectives are followed in true perspective. 

Some of the important Accounting Standards are : 

– The Institute of Chartered Accountants of India (ICAI) has so far issued twenty-nine 

standards: 

(AS 1) Disclosure of Accounting Policies (AS 2) Valuation of Inventories (AS 3) Cash 

Flow Statements (AS 4) Contingencies and Events Occurring after the Balance Sheet Date 

(AS 5) Net Profit or Loss for the period, Prior Period and Extraordinary Items and Changes 

in less 

Accounting Policies 

(AS 6) Depreciation Accounting 
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(AS 7) Accounting for Construction Contracts 

(AS 8) Accounting for Research and Development (deleted w.e.f. 1/4/2003) 

(AS 9) Revenue Recognition 

(AS 10) Accounting for Fixed Assets 

(AS 11) Accounting for the Effects of Changes in Foreign Exchange Rates 

(AS 12) Accounting for Government Grants 

(AS 13) Accounting for Investments 

(AS 14) Accounting for Amalgamations 

(AS 15) Accounting for Retirement Benefits in the Financial Statements of Employers 

(AS 16) Borrowing Costs 

(AS 17) Segment Reporting 

(AS 18) Related Party Disclosures 

(AS 19) Leases 

(AS 20) Earnings per Share 

(AS 21) Consolidated Financial Statements 

(AS 22) Accounting for Taxes on Income 

(AS 23) Accounting for Investments in Associates in Consolidated Financial Statements 

(AS 24) Discontinuing Operations 

(AS 25) Interim Financial Reporting 

(AS 26) Intangible Assets 

(AS 27) Financial Reporting of Interest in Joint Ventures 

(AS 28) Impairment of Assets 

(AS 29) Provisions, Contingent Liabilities and Contingent Assets 

 
 

Generally Accepted Accounting Principles of USA (US GAAP) 
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WHAT IS GAAP? 

Generally accepted accounting principles, or GAAP, are a set of rules that encompass the 
details, complexities, and legalities of business and corporate accounting. The Financial 
Accounting Standards Board (FASB) uses GAAP as the foundation for its comprehensive set 
of approved accounting methods and practices. 

U.S. law requires businesses that release financial statements to the public and companies 
that are publicly traded on stock exchanges and indices to follow GAAP guidelines, which 
incorporate 10 key concepts: 

Principle of regularity: GAAP-compliant accountants strictly adhere to established rules 
and regulations. 

Principle of consistency: Consistent standards are applied throughout the financial 
reporting process. 

Principle of sincerity: GAAP-compliant accountants are committed to accuracy and 
impartiality. 

Principle of permanence of methods: Consistent procedures are used in the preparation 
of all financial reports. 

Principle of non-compensation: All aspects of an organization's performance, whether 
positive or negative, are fully reported with no prospect of debt compensation. 

Principle of prudence: Speculation does not influence the reporting of financial data. 

Principle of continuity: Asset valuations assume the organization's operations will 
continue. 

Principle of periodicity: Reporting of revenues is divided by standard accounting time 
periods, such as fiscal quarters or fiscal years. 

Principle of materiality: Financial reports fully disclose the organization's monetary 
situation. 

Principle of utmost good faith: All involved parties are assumed to be acting honestly. 
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GAAP compliance makes the financial reporting process transparent and standardizes 
assumptions, terminology, definitions, and methods. External parties can easily compare 
financial statements issued by GAAP-compliant entities and safely assume consistency, 
which allows for quick and accurate cross-company comparisons. 

Because GAAP standards deliver transparency and continuity, they enable investors and 
stakeholders to make sound, evidence-based decisions. The consistency of GAAP 
compliance also allows companies to more easily evaluate strategic business options. 

WHAT ARE THE BASIC PRINCIPLES OF ACCOUNTING? 

Beyond the 10 principles, GAAP compliance is built on three rules that eliminate 
misleading accounting and financial reporting practices. These rules create consistent 
accounting and reporting standards, which provide prospective and existing investors with 
reliable methods of evaluating an organization's financial standing. Without these rules, 
accountants could use misleading methods to paint a deceptive picture of a company or 
organization's financial standing. 

These three rules are: 

Basic accounting principles and guidelines: These 10 guidelines separate an 
organization's transactions from the personal transactions of its owners, standardize 
currency units used in reports, and explicitly disclose the time periods covered by specific 
reports. They also draw on established best practices governing cost, disclosure, going 
concern, matching, revenue recognition, professional judgment, and conservatism. 

Rules and standards issued by the FASB and its predecessor, the Accounting 
Principles Board (APB): The FASB issues an officially endorsed, regularly updated 
compendium of principles known as the FASB Accounting Standards Codification. The 
compendium includes standards based on the best practices previously established by the 
APB. These organizations are rooted in historic regulations governing financial reporting, 
which were implemented by the federal government following the 1929 stock market 
crash that triggered the Great Depression. 

Generally accepted industry practices: There is no universal GAAP model followed by all 
organizations across every industry. Rather, particular businesses follow industry-specific 
best practices designed to reflect the nuances and complexities of different areas of 
business. For example, banks operate using a different set of accounting and financial 
reporting methods than those used by retail businesses. 
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HISTORY OF GAAP 

Without regulatory standards, companies would be free to present financial information in 
whichever format best suits their needs. With carte blanche to portray a company's fiscal 
standing in the most ideal light, investors could be easily misled. The Great Depression in 
1929, a financial catastrophe which caused years of hardship for millions of Americans, 
was primarily attributed to faulty and manipulative reporting practices among businesses. 
In response, the federal government, along with professional accounting groups, set out to 
create standards for the ethical and accurate reporting of financial information. 

According to Stephen Zeff in The CPA Journal, GAAP terminology was first used in 1936 by 
the American Institute of Accountants (AIA). Federal endorsement of GAAP began with 
legislation like the Securities Act of 1933 and the Securities Exchange Act of 1934, laws 
enforced by the U.S. Securities and Exchange Commission (SEC) that target public 
companies. Today, the Financial Accounting Standards Board (FASB), an independent 
authority, continually monitors and updates GAAP. 

Today, all 50 state governments prepare their financial reports according to GAAP. While a 
little less than half of U.S. states officially require local governments to adhere to GAAP, the 
Governmental Accounting Standards Board (GASB) estimates that approximately 70% of 
county and local financial offices do anyway. 

Transfer Pricing 

Transfer pricing is the method used to sell a product from one subsidiary to another 

within a company. This approach is used when the subsidiaries of a parent company 

are measured as separate profit centers. Transfer pricing impacts the purchasing 

behavior of the subsidiaries, and may have income tax implications for the company as 

a whole. Here are the key issues: 

Revenue basis. The manager of a subsidiary treats it in the same manner that he would 

the price of a product sold outside of the company. It forms part of the revenue of his 

subsidiary, and is therefore crucial to the financial performance on which he is judged. 

Preferred customers. If the manager of a subsidiary is given the choice of selling 

either to a downstream subsidiary or to outside customers, then an excessively low 

transfer price will lead the manager to sell exclusively to outside customers, and to 

refuse orders originating from the downstream subsidiary.  

https://www.facebook.com/BankPoClerk/?ref=aymt_homepage_panel
https://www.facebook.com/groups/2148759855448538/?source_id=117234085093214
https://t.me/joinchat/J8jQkg8azrnOjC1LiWFvJg
file:///F:/Ambitious%20Baba/One%20liner/January%202019/t.me/ambitiousbaba
https://www.cpajournal.com/
https://www.sec.gov/answers/about-lawsshtml.html#secact1933
https://www.sec.gov/answers/about-lawsshtml.html#secexact1934
https://www.gasb.org/
https://www.accountingtools.com/articles/2017/5/16/subsidiary-company
https://www.accountingtools.com/articles/2017/5/14/parent-company
https://www.accountingtools.com/articles/2017/5/17/profit-center
https://www.accountingtools.com/articles/2017/5/11/income-tax
https://www.accountingtools.com/articles/2017/5/11/revenue
https://www.accountingtools.com/articles/2017/5/4/customer


 

Facebook Page                     Facebook Group                    Telegram Group                    Telegram Channel 

  

AMBITIOUSBABA.COM | MAIL US AT 

CONTACT@AMBITIOUSBABA.COM 
17 

 

 

Preferred suppliers. If the manager of a downstream subsidiary is given the choice of 

buying either from an upstream subsidiary or an outside supplier, then an excessively 

high transfer price will cause the manager to buy exclusively from outside suppliers. As 

a result, the upstream subsidiary may have too much unused capacity, and will have to 

cut back on its expenses in order to remain profitable. 

Conversely, these issues are not important if corporate headquarters uses a central 

production planning system, and requires upstream subsidiaries to ship components to 

downstream subsidiaries, irrespective of the transfer price.  

An additional topic that impacts the overall level of corporate profitability is the total 

amount of income taxes paid. If a company has subsidiaries located in different tax 

jurisdictions, it can use transfer prices to adjust the reported profit level of each 

subsidiary. Ideally, the corporate parent wants to recognize the most taxable income in 

those tax jurisdictions where corporate income taxes are lowest. It can achieve this by 

lowering the transfer prices of components going into the subsidiaries located in those 

tax jurisdictions having the lowest tax rates. 

A company should adopt those transfer prices that result in the highest total profit for 

the consolidated results of the entire entity. Almost always, this means that the 

company should set the transfer price to be the market price of the component, subject 

to the issue just noted regarding the recognition of income taxes. By doing so, 

subsidiaries can earn more money for the company as a whole by having the option to 

sell to outside entities, as well as in-house. This gives subsidiaries an incentive to 

expand their production capacity to take on additional business.  

Transfer Pricing Methods 

Here are a number of ways to derive a transfer price: 
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Market rate transfer price. The simplest and most elegant transfer price is to use the 

market price. By doing so, the upstream subsidiary can sell either internally or 

externally and earn the same profit with either option. It can also earn the highest 

possible profit, rather than being subject to the odd profit vagaries that can occur 

under mandated pricing schemes. 

Adjusted market rate transfer price. If it is not possible to use the market pricing 

technique just noted, then consider using the general concept, but incorporating some 

adjustments to the price. For example, you can reduce the market price to account for 

the presumed absence of bad debts, since corporate management will likely intervene 

and force a payment if there is a risk of non-payment. 

Negotiated transfer pricing. It may be necessary to negotiate a transfer price between 

subsidiaries, without using any market price as a baseline. This situation arises when 

there is no discernible market price because the market is very small or the goods are 

highly customized. This results in prices that are based on the relative negotiating 

skills of the parties. 

Contribution margin transfer pricing. If there is no market price at all from which to 

derive a transfer price, then an alternative is to create a price based on a component’s 

contribution margin. 

Cost-plus transfer pricing. If there is no market price at all on which to base a transfer 

price, you could consider using a system that creates a transfer price based on the cost 

of the components being transferred. The best way to do this is to add a margin onto 

the cost, where you compile the standard cost of a component, add a standard profit 

margin, and use the result as the transfer price. 

Cost-based transfer pricing. Have each subsidiary transfer its products to other 

subsidiaries at cost, after which successive subsidiaries add their costs to the product. 

This means that the final subsidiary that sells the completed goods to a third party will 

recognize the entire profit associated with the product.  

 

Difference between GAAP & IFRS 
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International Financial Reporting Standards (IFRS) is the accounting method that’s used in 

many countries across the world. It has some key differences from the Generally Accepted 
Accounting Principles (GAAP) implemented in the United States. 

As an accounting professional or business owner, it’s vital to know the variations of these 

accounting methods, in order to successfully manage your company globally, as well as 
domestically. Here are the top 10 differences between IFRS and GAAP accounting: 

1. Locally vs. Globally 

As mentioned, the IFRS is a globally accepted standard for accounting, and is used in more 

than 110 countries. On the other hand, GAAP is exclusively used within the United States 

and has a different set of rules for accounting than most of the world. This can make it more 
complicated when doing business internationally. 

 

2. Rules vs. Principles 
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A major difference between IFRS and GAAP accounting is the methodology used to assess 

the accounting process. GAAP focuses on research and is rule-based, whereas IFRS looks at 

the overall patterns and is based on principle. 

With GAAP accounting, there’s little room for exceptions or interpretation, as all 

transactions must abide by a specific set of rules. With a principle-based accounting 

method, such as the IFRS, there’s potential for different interpretations of the same tax-

related situations. 

3. Inventory Methods 

Under GAAP, a company is allowed to use the Last In, First Out (LIFO) method for inventory 

estimates. However, under IFRS, the LIFO method for inventory is not allowed. The Last In, 

First Out valuation for inventory does not reflect an accurate flow of inventory in most 

cases, and thus results in reports of unusually low income levels. 

4. Inventory Reversal 

In addition to having different methods for tracking inventory, IFRS and GAAP accounting 

also differ when it comes to inventory write-down reversals. GAAP specifies that if the 

market value of the asset increases, the amount of the write-down cannot be reversed. 

Under IFRS, however, in this same situation, the amount of the write-down can be reversed. 

In other words, GAAP is overly cautious of inventory reversal and does not reflect any 

positive changes in the marketplace. 

5. Development Costs 

A company’s development costs can be capitalized under IFRS, as long as certain criteria 

are met. This allows a business to leverage depreciation on fixed assets. With GAAP, 

development costs must be expensed the year they occur and are not allowed to be 
capitalized. 

6. Intangible Assets 

When it comes to intangible assets, such as research and development or advertising costs, 

IFRS accounting really shines as a principle-based method. It takes into account whether an 

asset will have a future economic benefit as a way of assessing the value. Intangible assets 
measured under GAAP are recognized at the fair market value and nothing more. 

7. Income Statements 

Under IFRS, extraordinary or unusual items are included in the income statement and not 

segregated. Meanwhile, under GAAP, they are separated and shown below the net income 

portion of the income statement. 
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8. Classification of Liabilities 

The classification of debts under GAAP is split between current liabilities, where a company 

expects to settle a debt within 12 months, and noncurrent liabilities, which are debts that 

will not be repaid within 12 months. With IFRS, there is no differentiation made between 

the classification of liabilities, as all debts are considered noncurrent on the balance sheet. 

9. Fixed Assets 

When it comes to fixed assets, such as property, furniture and equipment, companies using 

GAAP accounting must value these assets using the cost model. The cost model takes into 

account the historical value of an asset minus any accumulated depreciation. IFRS allows a 

different model for fixed assets called the revaluation model, which is based on the fair 
value at the current date minus any accumulated depreciation and impairment losses. 

10. Quality Characteristics 

Finally, one of the main differentiating factors between IFRS and GAAP is the qualitative 

characteristics to how the accounting methods function. GAAP works within a hierarchy of 

characteristics, such as relevance, reliability, comparability and understandability, to make 

informed decisions based on user-specific circumstances. IFRS also works with the same 

characteristics, with the exception that decisions cannot be made on the specific 

circumstances of an individual. 

It’s important to understand these top differences between IFRS and GAAP accounting, so 

that your company can accurately do business internationally. U.S.-based companies must 
abide by specific accounting regulations, even if they plan to do business internationally. 

.                                                  Click Here 
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Basic Accountancy Procedures (Unit-2) 

Concepts of Accounting 

Accounting Concepts 

Business entity concept: A business and its owner should be treated separately as far as 

their financial transactions are concerned. 

Money measurement concept: Only business transactions that can be expressed in terms 

of money are recorded in accounting, though records of other types of transactions may be 

kept separately. 

Dual aspect concept: For every credit, a corresponding debit is made. The recording of a 

transaction is complete only with this dual aspect. 

Going concern concept: In accounting, a business is expected to continue for a fairly long 

time and carry out its commitments and obligations. This assumes that the business will 

not be forced to stop functioning and liquidate its assets at “fire-sale” prices. 

Cost concept: The fixed assets of a business are recorded on the basis of their original cost 

in the first year of accounting. Subsequently, these assets are recorded minus depreciation. 

No rise or fall in market price is taken into account. The concept applies only to fixed 

assets. 

Accounting year concept: Each business chooses a specific time period to complete a 

cycle of the accounting process—for example, monthly, quarterly, or annually—as per a 

fiscal or a calendar year. 
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Matching concept: This principle dictates that for every entry of revenue recorded in a 

given accounting period, an equal expense entry has to be recorded for correctly 

calculating profit or loss in a given period. 

Realisation concept: According to this concept, profit is recognised only when it is earned. 

An advance or fee paid is not considered a profit until the goods or services have been 
delivered to the buyer. 

Basic Accounting Terms 

Here is a quick look at some important accounting terms. 

Accounting equation: The accounting equation, the basis for the double-entry system (see 
below), is written as follows: 

Assets = Liabilities + Stakeholders’ equity 

This means that all the assets owned by a company have been financed from loans from 

creditors and from equity from investors. “Assets” here stands for cash, account 

receivables, inventory, etc., that a company possesses. 

Accounting methods: Companies choose between two methods—cash accounting or 

accrual accounting. Under cash basis accounting, preferred by small businesses, all 

revenues and expenditures at the time when payments are actually received or sent are 

recorded. Under accrual basis accounting, income is recorded when earned and expenses 

are recorded when incurred. 

Account receivable: The sum of money owed by your customers after goods or services 

have been delivered and/or used. 

Account payable: The amount of money you owe creditors, suppliers, etc., in return for 
goods and/or services they have delivered. 

Accrual accounting: See “accounting methods.” 

Assets (fixed and current): Current assets are assets that will be used within one year. 

For example, cash, inventory, and accounts receivable (see above). Fixed assets (non-

current) may provide benefits to a company for more than one year—for example, land and 

machinery. 

Balance sheet: A financial report that provides a gist of a company’s assets and liabilities 

and owner’s equity at a given time. 

Capital: A financial asset and its value, such as cash and goods. Working capital is current 
assets minus current liabilities. 
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Cash accounting: See “accounting methods.” 

Cash flow statement: The cash flow statement of a business shows the balance between 

the amount of cash earned and the cash expenditure incurred. 

Credit and debit: A credit is an accounting entry that either increases a liability or equity 

account, or decreases an asset or expense account. It is entered on the right in an 

accounting entry. A debit is an accounting entry that either increases an asset or expense 

account, or decreases a liability or equity account. It is entered on the left in an accounting 

entry. 

Double-entry bookkeeping: Under double-entry bookkeeping, every transaction is 

recorded in at least two accounts—as a credit in one account and as a debit in another. 

For example, an automobile repair shop that collects Rs. 10,000 in cash from a customer 

enters this amount in the revenue credit side and also in the cash debit side. If the customer 

had been given credit, “account receivable” (see above) would have been used instead of 
“cash.” (Also see “single-entry bookkeeping,” below.) 

Financial statement: A financial statement is a document that reveals the financial 

transactions of a business or a person. The three most important financial statements for 

businesses are the balance sheet, cash flow statement, and profit and loss statement (all 

three listed here alphabetically). 

General ledger: A complete record of financial transactions over the life of a company. 

Journal entry: An entry in the journal that records financial transactions in the 

chronological order. 

Profit and loss statement (income statement): A financial statement that summarises a 

company’s performance by reviewing revenues, costs and expenses during a specific 

period. 

Single-entry bookkeeping: Under the single-entry bookkeeping, mainly used by small or 

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

 

 

 

Entity Going Concern 

https://www.facebook.com/BankPoClerk/?ref=aymt_homepage_panel
https://www.facebook.com/groups/2148759855448538/?source_id=117234085093214
https://t.me/joinchat/J8jQkg8azrnOjC1LiWFvJg
file:///F:/Ambitious%20Baba/One%20liner/January%202019/t.me/ambitiousbaba


 

Facebook Page                     Facebook Group                    Telegram Group                    Telegram Channel 

  

AMBITIOUSBABA.COM | MAIL US AT 

CONTACT@AMBITIOUSBABA.COM 
25 

 

 

Accounting assumes that the business (an accounting entity) will continue to operate for a 

long time in the future unless there is good evidence to the contrary. The enterprise is 

viewed as a going concern, i.e. as continuing in operation, at least in the near future. The 
owners have neither the intention, nor the necessity, to wind up or liquidate its operations. 

This assumption is of considerable importance for it means that the business is viewed as a 

mechanism for adding value to the resources it uses. The success of the business, can be 

measured by the difference between the output values (sales or revenues) and input values 

(expenses). Therefore, all the unused resources can be reported at cost rather than at 

market values. 

The assumption that the business is not expected to be liquidated in the foreseable future, 

in fact, establishes the basis for many of the valuations and allocations in accounting. For 

example, depreciation (or amortisation) procedures rest upon this concept. It is this 

assumption that underlies the decision of investors to commit their capital to the 

enterprise. The concept holds that the continuity of business activity is a reasonable 

expectation for the business unit for which the accounting function is being performed. 

Only on the basis of this assumption, the accounting process can remain stable and achieve  

the objective of correctly recording and reporting on the capital invested, the efficiency of 

management, and the position of the enterprise as a going concern. Under this assumption, 

neither higher current market values, nor liquidation values, are of particular importance 

in accounting. This assumption provides a basis for the application of cost in accounting for 

assets. 

However, if the accountant has good reasons to believe that the business, or some part of it, 

is going to be liquidated or that it will cease to operate (say within a year or two), then the 

resources could be reported at their current values (or liquidation values). 

 

Double Entry System 

Double Entry System of accounting deals with either two or more accounts for every 

business transaction. For instance, a person enters a transaction of borrowing money from 

the bank. So, this will increase the assets for cash balance account and simultaneously the 

liability for loan payable account will also increase. 

It’s a fundamental concept encompassing accounting and book-keeping in present times. 

Every financial transaction has an equal and opposite effect in at least two different 

accounts. 

Equation can be: ASSETS = LIABILITIES + EQUITY 
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Recording System 

Double entry system records the transactions by understanding them as a DEBIT ITEM or 

CREDIT ITEM. A debit entry in one account gives the opposite effect in another account by 

credit entry. This means that the sum of all Debit accounts must be equal to the sum of 

Credit accounts. This method of accounting and book-keeping results in the accurate 

depiction of financial statements. Thus, it also lowers the rate of errors by detecting them 

on a timely basis. 

Types of Accounts 

The accounting and book-keeping process measures, records and communicates day to day 

financial activities. A transaction is an event taking place between two economic entities, 

such as customers or vendors and businesses. Accounting and book-keeping record this 

event. 

Under a systematic accounting process, the activities are recorded into various accounts to 

keep the data bifurcated and classified under account heads. There are majorly seven types 

of accounts wherein all the business accounting entries and transactions are classified. 
These are: 

Assets 

Liabilities 

Equity 

Gains 

Losses 

Expenses 

Revenues 

The accounting and book-keeping is a continuous process of tracking changes in each 
account as the company continues to do its operations. 

Debit and Credit 

Debits and Credits are essentials to enter data in a double entry system of accounting and 

book-keeping. While posting an accounting entry, an entry on the left side of the account 

ledger is a debit entry and right side entry is a credit entry. 

Finally, to complete an entry the total of the Debit side and the Credit side should be equal. 

All debits do not always equate to increase the account nor do all credits equate to decrease 
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the accounts. A debit entry might increase one account and at the same time decrease 
another account. 

Advantages of Double Entry System 

This system increases the Accuracy of the accounting, through the trial balance device 

Profit and loss suffered during the Year can be calculated with details 

By following this system the company can keep the accounting records in detail which 

eventually helps in controlling 

The recorded details can be used for comparison purpose as well. Details of the first year 

can be compared with the second year, deviations found any during comparison can be 

worked on. 

Principle of Conservatism 

The conservatism principle is the general concept of recognizing expenses and liabilities as 

soon as possible when there is uncertainty about the outcome, but to only recognize 

revenues and assets when they are assured of being received. Thus, when given a choice 

between several outcomes where the probabilities of occurrence are equally likely, you 

should recognize that transaction resulting in the lower amount of profit, or at least the 

deferral of a profit. Similarly, if a choice of outcomes with similar probabilities of 

occurrence will impact the value of an asset, recognize the transaction resulting in a lower 
recorded asset valuation. 

Under the conservatism principle, if there is uncertainty about incurring a loss, you should 

tend toward recording the loss. Conversely, if there is uncertainty about recording a gain, 

you should not record the gain. 

The conservatism principle can also be applied to recognizing estimates. For example, if the 

collections staff believes that a cluster of receivables will have a 2% bad debt percentage 

because of historical trend lines, but the sales staff is leaning towards a higher 5% figure 

because of a sudden drop in industry sales, use the 5% figure when creating an allowance 

for doubtful accounts, unless there is strong evidence to the contrary. 

The conservatism principle is the foundation for the lower of cost or market rule, which 

states that you should record inventory at the lower of either its acquisition cost or its 
current market value. 

The principle runs counter to the needs of taxing authorities, since the amount of taxable 

income reported tends to be lower when this concept is actively employed; the result is less 
reported taxable income, and therefore lower tax receipts. 
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The conservatism principle is only a guideline. As an accountant, use your best judgment to 

evaluate a situation and to record a transaction in relation to the information you have at 

that time. Do not use the principle to consistently record the lowest possible profits for a 
company. 

Similar Terms 

The conservatism principle is also known as the conservatism concept or the prudence 
concept. 

Revenue recognition and realisation  

Realization concept in accounting, also known as revenue recognition principle, refers to 

the application of accruals concept towards the recognition of revenue (income). Under 

this principle, revenue is recognized by the seller when it is earned irrespective of whether 

cash from the transaction has been received or not. 

Explanation 

In case of sale of goods, revenue must be recognized when the seller transfers the risks and 

rewards associated with the ownership of the goods to the buyer. This is generally deemed 

to occur when the goods are actually transferred to the buyer. Where goods are sold on 

credit terms, revenue is recognized along with a corresponding receivable which is 

subsequently settled upon the receipt of the due amount from the customer. 

 

In case of the rendering of services, revenue is recognized on the basis of stage of 

completion of the services specified in the contract. Any receipts from the customer in 

excess or short of the revenue recognized in accordance with the stage of completion are 
accounted for as prepaid income or accrued income as appropriate. 

Importance 

Application of the realization principle ensures that the reported performance of an entity, 

as evidenced from the income statement, reflects the true extent of revenue earned during 

a period rather than the cash inflows generated during a period which can otherwise be 

gauged from the cash flow statement. Recognition of revenue on cash basis may not 

present a consistent basis for evaluating the performance of a company over several 
accounting periods due to the potential volatility in cash flows. 

 

Accrual and Cash Basis 
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There are two methods for recording accounting transactions such as cash basis and 

accrual basis. The accrual basis and cash basis accounting are two different accounting 

methods. The main difference between the two methods is in the timing of transaction 

recordation. In aggregated over time, the results of these two methods are approximately 

the same. 

Cash Basis Accounting 

As per cash basis of accounting, we record revenues on receipt of cash, and expenses on 

their payment. Cash basis of accounting does not recognize accounts receivable or accounts 
payable. 

 

All transactions related to revenues, costs, assets, and liabilities are reflected in the 
accounts for the period in which actual receipts or actual payments are made. 

Many small enterprises opt to use the cash basis of accounting. It is simple to maintain. We 

can easily find out when a transaction has occurred and there is no need to track 
receivables or payables. 

The cash method also helps to determine how much cash the business actually has at any 

given time. We can look at our bank balance and understand the exact resources at our 

disposal. 

Accrual Basis Accounting 

As per accrual basis, we record revenues and expenses when they accrue, regardless of the 

actual receipt or payment of the amount. This basis is more commonly in use than the cash 
basis. 

The accrual basis provides a more realistic idea of income and expenses during a period of 

time. This method provides a long-term picture of the business that cash accounting cannot 
provide. 

The downside of this method is that accrual accounting does not give any awareness of 

cash flow. An enterprise can appear to be more profitable while in reality, it has no 
balances in bank accounts. 

Accrual basis accounting without careful monitoring of cash flow can have potentially 
adverse consequences. 
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Difference between Accrual Basis and Cash Basis of Accounting 

Basis of Difference Accrual Basis Cash Basis 

1.Prepaid&Outstanding 

Expenses / accrued 

&unaccrued Income in 
financial statements. 

Under this, there may 

be prepaid or 

outstanding expenses 

and accrued and 

unearned incomes in 
the Balance Sheet. 

  

Under this system, 

there is no prepaid 

or outstanding 

expenses or accrued 

or unearned 

incomes. 

2. Variations of Income 

in case of prepaid 

expenses and accrued 
Income. 

Under this basis, 

income Statement will 

show a relatively higher 

income 

  

Under this basis, 

income Statement 

will show lower 
income. 

3. Variations of income 

in case of outstanding 

expenses and unaccrued 

income. 

Under this basis, 

income Statement will 

show a relatively lower 

income. 

Under this basis, 

income Statement 

will show higher 

income. 

4. Availability of 

options to an 

accountant to 

manipulate the accounts 

by way of choosing the 

Under this basis, an 

accountant has options. 

Under this basis, an 

accountant has no 

option to make a 
choice as such. 
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most appropriate 

method out of several 

alternative methods of 

accounting. 

e.g. 
FIFO/LIFO/SLM/WDV 

Hybrid or Mixed Basis 

Under the hybrid system of accounting, incomes are recognized similar as in Cash Basis 

Accounting i.e. when income is received in cash and expenses are recognized similar as in 

accrual basis i.e. during the accounting period in which expenses arise irrespective of when 

they are paid. 

 

 

Maintenance of Cash/ Subsidiary Books And Ledger 

(Unit-3) 

 

Record   Keeping   Basics 

Basic record keeping requirements 

Setting up the right record keeping system for your business will help you work efficiently, 
meet legal requirements and strengthen customer and staff relationships. 

There are certain record keeping requirements for businesses in Queensland, and there 
may be specific laws and requirements related to your industry sector. It's a good idea to 
protect yourself by seeking expert advice before setting up a record keeping system for 
your business. 

Laws that apply to your business will determine how long you need to keep records for. If 
you use an electronic record keeping system, you must also be able to produce a hard copy 
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of a record if the Australian Taxation Office (ATO) or Australian Securities and Investments 
Commission (ASIC) request it. 

For financial reporting, ASIC's Regulatory index - financial reporting breaks reporting 
requirements down by business type. 

Personal financial records must be kept for 5 years, whereas the following records must be 
kept for 7 years: 

• financial records for your company 

• most employee records 

• all records of fringe benefits and capital gains. 

Basic records 

To meet basic legal requirements, you must keep the following: 

• a cash book or financial accounting program - that records cash receipts and 
cash payments 

• bank accounts - cheque books, deposit books and bank statements 

• employment records - hours of work, overtime, remuneration or other benefits, 
leave, superannuation benefits, termination of employment, type of employment, 
personal details of workers, employee personal contact and employment details 

• occupational training records - for both you and employees to comply with work, 
health and safety laws including evacuation and emergency training attendance 

• sales records - invoice books, receipt books, cash register tapes, credit card 
documentation, credit notes for goods returned and a record of goods used by the 
business owner personally 

• proof of purchases - cheque butts (larger purchases), petty cash system (smaller 
cash purchases), receipts, credit card statements, invoices, any other documents 
relating to purchases including copies of agreements or leases 

• work, health and safety (WHS) records - workplace incidents, risk register and 
management plan, names of key WHS people (e.g. WHS representative, Trained 
Safety Advisor (TSA), first aid attendant), chemical storage records, first aid incident 
register, workplace assessments, Material Safety Data Sheets (MSDS). 

Read more about keeping your workplace safe. 
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It is a good idea to keep personal and business records separate, to simplify business 
reporting and tax returns. For example, using a dedicated business credit and debit card for 
business expenses will make it easy to separate business and personal expenses. 

End of financial year records 

To meet legal requirements, maximise your tax return or minimise your tax bill at the end 
of the financial year, keep the following records: 

• details of stock on hand - at the beginning and end of the financial year 

• a list of debtors and creditors - for the entire financial year 

• capital gains details - records of asset purchase dates and agreements, records of 
sale, disposal and proceeds received, details of commissions paid or legal expenses, 
improvements made to an asset and any other records relevant to how you calculate 
your capital gain or capital loss 

• depreciation details - original purchase agreements or tax invoices, a depreciation 
schedule, the cost of transporting the items to your business (if applicable), 
installation costs (if applicable) 

• expense records - cheque butts, receipts, cash register tapes, copies of statements 
and invoices, credit card documentation, details of payments by cash and log books 

• staff and wages details - full details of wages, employment contracts, tax deducted, 
fringe benefits, superannuation, sick pay, holiday pay 

• basic accounting records - stock records, accounts receivable, accounts payable, 
other records 

• agreements - sales and purchase contracts, loan agreements, rental agreements, 
lease agreements, franchise agreements, sale and lease back agreements, trading 
agreements with suppliers, legal documentation 

• other documents - deposits with utilities, contracts with telephone companies, 
your business name registration certificate, capital gains records. 

Learn more about basic tax requirements for your business. 

Best practice and record keeping 

Depending on your industry, keeping the following records may be a legal requirement, but 
it is best practice to keep them for 5-7 years: 

• employee accreditation certificates and licences - copies of permits, 
registrations and licences employees need to do their jobs 
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• employee resumes and job applications 

• performance reviews - including assessments of staff performance and 
agreements between you and your employees 

• position statements and job advertisements 

• customer records - personal details, products purchased and product enquiries 
that are useful for finding new customers 

• customer complaints - details of complaints about products, service, staff or 
anything else, and steps taken to resolve them 

• details of any disputes with other businesses - including how you went 
about resolving disputes 

• quotes given and won - specifics of jobs and time spent on them to help with 
future quoting 

• details of advertising campaigns and success - to make it easier to repeat 
advertisements and plan future advertising campaigns 

• insurance policies - regularly review and update your business insurance, 
especially when your business grows or changes. 

 

Account Categories 

We record business transactions in accounts. Thus, an account is an individual and a formal 
record of a person, firm, company, asset, liability, goods, incomes and expenses. We need to 
prepare one account for each type of asset, liability, income or expense. 

Hence, we record all the transactions related to a particular item in its account. For example, 
all-cash transactions whether receipts or payments will be recorded in the Cash A/c. After 
this, we will calculate the balance of Cash A/c. 

However, here the classification of accounts is important. We can classify the accounts as per 
the traditional classification under the following heads: 

I. Personal Accounts 

We further classify these as: 

1. Natural Personal Accounts 
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2. Artificial Personal Accounts 

3. Representative Personal Accounts 

Let us study these accounts in detail. 

Natural Personal Accounts: Natural Persons are human beings. Therefore, we include the 
accounts belonging to them under this head. For instance, Debtors, Creditors, Capital A/c, 
Drawings A/c, etc. 

Artificial Personal Accounts: Artificial persons are not human beings but can act and work 
like humans. They have a separate identity in the eyes of law and are capable to enter into 
agreements. These include H.U.F, partnership firms, insurance companies, co-operative 
societies, companies, municipal corporations, hospitals, banks, government bodies, etc. For 
example, Bank of Baroda, Oriental Insurance Co, 

Representative Personal Accounts: These accounts represent the accounts of natural or 
artificial persons. When the expenses become outstanding or pre-paid and incomes become 
accrued or unearned, they fall under this category. For example, Outstanding Salary A/c, 
Pre-paid Rent A/c, Accrued Interest A/c, Unearned Brokerage A/c, etc. 
 

II. Impersonal Accounts 

Impersonal Accounts are further classified as: 

1. Real Accounts 

2. Nominal Accounts 

Let us now understand these accounts in detail. 

Real Accounts: These are the accounts of all the assets and liabilities of the organization. 
We do not close these accounts at the end of the accounting year and appear in the Balance 
Sheet. Thus, we carry forward the balances of these accounts to the next accounting year. 
Therefore, we can also say that these are permanent accounts. We can further classify these 
into: 

Tangible Real Account: It consists of assets, properties or possessions that can be touched, 
seen and measured. For example, Plant A/c, Furniture and Fixtures A/c, Cash A/c, etc. 
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Intangible Real Account: It consists of assets or possessions that cannot be touched, seen 
and measured but possess a monetary value and thus can be purchased and sold also. For 
example, Goodwill, Patents, Copyrights, etc. 

Nominal Accounts: Nominal Accounts are the accounts relating to the expenses, losses, 
incomes, and gains. These are temporary accounts and thus we need to transfer their 
balances to Trading and Profit and Loss A/c at the end of the accounting year. Therefore, 
these accounts have no balance to be carried forward next year as they are closed. 

Rules for Debit and Credit for all types of accounts: 

Personal Account: 

Debit the Receiver 

Credit the Giver 

Real Account: 

Debit what comes in 

Credit what goes out 

Nominal Account: 

Debit all expenses and losses 

Credit all incomes and gains 

Representative Personal Account: 

Debit the Debtor 

Credit the Creditor 

Debit and Credit 

https://www.facebook.com/BankPoClerk/?ref=aymt_homepage_panel
https://www.facebook.com/groups/2148759855448538/?source_id=117234085093214
https://t.me/joinchat/J8jQkg8azrnOjC1LiWFvJg
file:///F:/Ambitious%20Baba/One%20liner/January%202019/t.me/ambitiousbaba
https://www.toppr.com/guides/accountancy/recording-transactions/purchases-journal-and-purchase-return-book/


 

Facebook Page                     Facebook Group                    Telegram Group                    Telegram Channel 

  

AMBITIOUSBABA.COM | MAIL US AT 

CONTACT@AMBITIOUSBABA.COM 
37 

 

 

Debit and Credit Definitions 

Business transactions are events that have a monetary impact on the financial 

statements of an organization. When accounting for these transactions, we record 

numbers in two accounts, where the debit column is on the left and the credit column 

is on the right. 

#A debit is an accounting entry that either increases an asset or expense account, or 

decreases a liability or equity account. It is positioned to the left in an accounting 

entry. 

#A credit is an accounting entry that either increases a liability or equity account, or 

decreases an asset or expense account. It is positioned to the right in an accounting 

entry. 

Debit and Credit Usage 

Whenever an accounting transaction is created, at least two accounts are always 

impacted, with a debit entry being recorded against one account and a credit entry 

being recorded against the other account. There is no upper limit to the number of 

accounts involved in a transaction - but the minimum is no less than two accounts. The 

totals of the debits and credits for any transaction must always equal each other, so 

that an accounting transaction is always said to be "in balance." If a transaction were 

not in balance, then it would not be possible to create financial statements. Thus, the 

use of debits and credits in a two-column transaction recording format is the most 

essential of all controls over accounting accuracy. 

There can be considerable confusion about the inherent meaning of a debit or a credit. 

For example, if you debit a cash account, then this means that the amount of cash on 

hand increases. However, if you debit an accounts payable account, this means that the 

amount of accounts payable liability decreases. These differences arise because debits 

and credits have different impacts across several broad types of accounts, which are:  
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Asset accounts. A debit increases the balance and a credit decreases the balance.  

Liability accounts. A debit decreases the balance and a credit increases the balance. 

Equity accounts. A debit decreases the balance and a credit increases the balance.  

The reason for this seeming reversal of the use of debits and credits is caused by the 

underlying accounting equation upon which the entire structure of accounting 

transactions are built, which is: 

Assets = Liabilities + Equity 

Thus, in a sense, you can only have assets if you have paid for them with liabilities or 

equity, so you must have one in order to have the other. Consequently, if you create a 

transaction with a debit and a credit, you are usually increasing an asset while also 

increasing a liability or equity account (or vice versa). There are some exceptions, such 

as increasing one asset account while decreasing another asset account. If you are 

more concerned with accounts that appear on the income statement, then these 

additional rules apply: 

Revenue accounts. A debit decreases the balance and a credit increases the balance. 

Expense accounts. A debit increases the balance and a credit decreases the balance.  

Gain accounts. A debit decreases the balance and a credit increases the balance.  

Loss accounts. A debit increases the balance and a credit decreases the balance. 

If you are really confused by these issues, then just remember that debits always go in 

the left column, and credits always go in the right column. There are no exceptions.  

Debit and Credit Rules 

The rules governing the use of debits and credits are as follows: 
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#All accounts that normally contain a debit balance will increase in amount when a 

debit (left column) is added to them, and reduced when a credit (right column) is 

added to them. The types of accounts to which this rule applies are expenses, assets, 

and dividends. 

#All accounts that normally contain a credit balance will increase in amount when a 

credit (right column) is added to them, and reduced when a debit (left column) is 

added to them. The types of accounts to which this rule applies are liabilities, revenues, 

and equity. 

#The total amount of debits must equal the total amount of credits in a transaction. 

Otherwise, an accounting transaction is said to be unbalanced, and will not be accepted 

by the accounting software. 

Debits and Credits in Common Accounting Transactions  

The following bullet points note the use of debits and credits in the more common 

business transactions: 

Sale for cash: Debit the cash account | Credit the revenue account 

Sale on credit: Debit the accounts receivable account | Credit the revenue account 

Receive cash in payment of an account receivable: Debit the cash account | Credit the 

accounts receivable account 

Purchase supplies from supplier for cash: Debit the supplies expense account | Credit 

the cash account 

Purchase supplies from supplier on credit: Debit the supplies expense account | 

Credit the accounts payable account 

Purchase inventory from supplier for cash: Debit the inventory account | Credit the 

cash account 
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Purchase inventory from supplier on credit: Debit the inventory account | Credit the 

accounts payable account 

Pay employees: Debit the wages expense and payroll tax accounts | Credit the cash 

account 

Take out a loan: Debit cash account | Credit loans payable account 

Repay a loan: Debit loans payable account | Credit cash account 

Debit and Credit Examples 

Arnold Corporation sells a product to a customer for $1,000 in cash. This results in 

revenue of $1,000 and cash of $1,000. Arnold must record an increase of the cash 

(asset) account with a debit, and an increase of the revenue account with a credit. The 

entry is: 

  Debit Credit 

Cash 1,000   

     Revenue   1,000 

 

Arnold Corporation also buys a machine for $15,000 on credit. This results in an 

addition to the Machinery fixed assets account with a debit, and an increase in the 

accounts payable (liability) account with a credit. The entry is:  

  Debit Credit 

Machinery - Fixed Assets 15,000   
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     Accounts Payable   15,000 

Other Debit and Credit Issues 

A debit is commonly abbreviated as dr. in an accounting transaction, while a credit is 

abbreviated as cr. in the transaction. 

Debits and credits are not used in a single entry system. In this system, only a single 

notation is made of a transaction; it is usually an entry in a check book or cash journal, 

indicating the receipt or expenditure of cash. A single entry system is only designed to 

produce an income statement. 

Journals 

The first stage of the accounting process is journaled and journalizing. Journal is the 

primary book of keeping accounts. The book wherein the transactions are recorded in a 

chronological order of dates after determining the debit account and credit account of 
transactions with explanation is called journal. 

Journal is a book containing a record of each day’s transactions. The journal is a primary 
book where transactions are recorded in chronological order. 

From the above discussion, it can be said that the book of accounts, where after 

determining the debit and credit accounts of the transactions occurred in an organization is 
first recorded in chronological order of dates with a brief explanation, is called journal. 

Features of Accounting Journal 

The first step of the accounting process is to maintain a journal or journalizing of 
transactions. From the definitions and its recording procedures, the following features of 
the journal are marked: 

Book of primary entry: The first stage of the accounting process is to maintain a journal. 
Transactions are first recorded in the journal. That is why the journal is called the basic 
book of accounts. 

Daily record book: Soon after occurrence and identification of transactions these are 
recorded in the journal in a chronological order of dates. Since transactions are recorded 
on the day co-occurrence in the journal, it is called a daily record book. 
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Chronological order: Day to day transactions is recorded in a journal in a chronological 
order of dates. For this reason, the journal is also called a chronological book of accounts. 

Use of dual aspects of transactions: According to principles of double entry system every 
transaction is recorded in a journal in dual aspects, i.e. debiting one account and crediting 
the other account. 

Use of explanation: Journal entry of every transaction is followed by explanation or 
narration because explanations of entries serve the purpose of future reference. 

Different columns: Every page of the journal is divided into five columns: Date, account 
titles and explanation, ledger folio, debit money column, and credit money column. 

An equal amount of money: For the journal entry of each transaction the same amount of 
money is written in debit money and credit money columns. 

Subsidiary book: Journalizing of transaction helps preparation of ledger conveniently. 
That is why the journal is called a subsidiary book to the ledger. 

Use of different journal books: Journal means general journal. But considering size-
nature and volume of transactions journals are sub-divided in many classes. For 
example; Purchase journal, sales journal, purchase return journal, sales return journal, cash 
receipt journal, cash disbursement journal arid journal proper. The uses of the journal are 
determined considering the necessity of the organization. 

Objects and Advantages of Journal 

▪ Detail descriptions of transactions are available in the journal, 
▪ It is the primary and basic book for recording transactions. 
▪ It is the daily book of transactions. 
▪ From various subsidiary journals, necessary information can be known easily. 
▪ Increases efficiency in accounting tasks. 
▪ It helps the distribution of recounting tasks among the employees according to their 

efficiency. 
▪ Helps to minimize errors. 
▪ As various subsidiary journals are maintained, they become smaller in size and can 

be handled easily. 
▪ The possibility of omission of transactions – recording is removed. 
▪ It is used as future reference. 
▪ Ledger can be kept brief and in a neat and clean manner. 
▪ It helps rectification ‘of errors. 
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Method of Journalizing 

It has already been said that as per the principle of accounting accounts are divided into 5 

groups. 

For example, income accounts, expenditure account, asset account liability account and 
capital account. 

For determining debit and credit transactions are to be classified under these five groups. 

After classification, accounts are to be debited and credited and transactions are 
journalized as per some fixed rules. 

 

 

 

 

Ledgers 

A ledger account contains a record of business transactions. It is a separate record 

within the general ledger that is assigned to a specific asset, liability, equity item, 

revenue type, or expense type. Examples of ledger accounts are:  

Cash: Cash is bills, coins, bank balances, money orders, and checks. Cash is used to 

acquire goods and services or to eliminate obligations. Items that do not fall within the 

definition of cash are post-dated checks and notes receivable. Most forms of cash are 

electronic, rather than bills and coins, since cash balances can be stated in the 

computer records for investment accounts.Cash is listed first in the balance sheet, 

since the reporting sequence is in order by liquidity, and cash is the most liquid of all 

assets. A related accounting term is cash equivalents, which refers to assets that can be 

readily converted into cash. 

A business is more likely to retain a large amount of cash on hand if it routinely deals 

with cash transactions (such as a pawn shop), and is less likely to retain much cash if it 
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has an excellent cash forecasting system and can therefore invest in more illiquid but 

higher yielding investments with confidence. 

Accounts receivable: Accounts receivable refers to money due to a seller from buyers 

who have not yet paid for their purchases. The amounts owed are stated on invoices 

that are issued to buyers by the seller. The issuance of an invoice implies that the seller 

has granted credit to a customer. Credit is usually granted in order to gain sales or to 

respond to the granting of credit by competitors. Accounts receivable is listed as a 

current asset on the seller's balance sheet. 

The total amount of accounts receivable allowed to an individual customer is typically 

limited by a credit limit, which is set by the seller's credit department, based on the 

finances of the buyer and its past payment history with the seller. Credit limits may be 

reduced during difficult financial conditions when the seller cannot afford to incur 

excessive bad debt losses. 

Inventory: Inventory is an asset that is intended to be sold in the ordinary course of 

business. Inventory may not be immediately ready for sale. Inventory items can fall 

into one of the following three categories: 

 

#Held for sale in the ordinary course of business; or 

#That is in the process of being produced for sale; or 

#The materials or supplies intended for consumption in the production process.  

This asset classification includes items purchased and held for resale. In the case of 

services, inventory can be the costs of a service for which related revenue has not yet 

been recognized. 

In accounting, inventory is typically broken down into three categories, which are:  
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Raw materials. Includes materials intended to be consumed in the production of 

finished goods. 

Work-in-process. Includes items that are in the midst of the production process, and 

which are not yet in a state ready for sale to customers.  

Finished goods. Includes goods ready for sale to customers. May be termed 

merchandise in a retail environment where items are bought from suppliers in a state 

ready for sale. 

Fixed assets: A fixed asset is property with a useful life greater than one reporting 

period, and which exceeds an entity's minimum capitalization limit. A fixed asset is not 

purchased with the intent of immediate resale, but rather for productive use within the 

entity.  Also, it is not expected to be fully consumed within one year of its purchase. An 

inventory item cannot be considered a fixed asset, since it is purchased with the intent 

of either reselling it directly or incorporating it into a product that is then sold. The 

following are examples of general categories of fixed assets:  

• Buildings 

• Computer equipment 

• Computer software 

• Furniture and fixtures 

• Intangible assets 

• Land 

• Leasehold improvements 

• Machinery 

• Vehicles 
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Fixed assets are initially recorded as assets, and are then subject to the following 

general types of accounting transactions: 

Periodic depreciation (for tangible assets) or amortization (for intangible assets) 

Impairment write-downs (if the value of an asset declines below its net book value) 

Disposition (once assets are disposed of) 

A fixed asset appears in the financial records at its net book value, which is its original 

cost, minus accumulated depreciation, minus any impairment charges. Because of 

ongoing depreciation, the net book value of an asset is always declining. However, it is 

possible under international financial reporting standards to revalue a fixed asset, so 

that its net book value can increase. 

Accounts payable: Accounts payable is the aggregate amount of one's short-term 

obligations to pay suppliers for products and services that were purchased on credit. If 

accounts payable are not paid within the payment terms agreed to with the supplier, 

the payables are considered to be in default, which may trigger a penalty or interest 

payment, or the revocation or curtailment of additional credit from the supplier. The 

term can also refer to the department that processes payables. 

When individual accounts payable are recorded, this may be done in a payables 

subledger, thereby keeping a large number of individual transactions from cluttering 

up the general ledger. Alternatively, if there are few payables, they may be recorded 

directly in the general ledger. Accounts payable appears within the current liability 

section of an entity's balance sheet. 

Accrued expenses: An accrued expense is an expense that has been incurred, but for 

which there is not yet any expenditure documentation. In place of the expenditure 

documentation, a journal entry is created to record an accrued expense, as well as an 

offsetting liability (which is usually classified as a current liability in the balance 

sheet). In the absence of a journal entry, the expense would not appear at all in the 

entity's financial statements in the period incurred, which would result in reported 
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profits being too high in that period. In short, accrued expenses are recorded to 

increase the accuracy of the financial statements, so that expenses are more closely 

aligned with those revenues with which they are associated. 

A prepaid expense is the reverse of an accrued expense, since a liability is being paid 

before the underlying service or asset has been consumed. Consequently, a prepaid 

asset initially appears on the balance sheet as an asset. 

Debt: Debt is an amount owed for funds borrowed. The lender agrees to lend funds to 

the borrower upon a promise by the borrower to pay interest on the debt, usually with 

the interest to be paid at regular intervals. A person or business acquires debt in order 

to use the funds for operating needs or capital purchases. In a business, debt may also 

be used as the source of funds for buying back shares in the business or to acquire 

another organization. 

Debt may be secured by an entity's other assets, which will become the lender's 

property if the entity cannot pay back the debt. Alternatively, the debt may be 

unsecured. Debt may also be guaranteed by a third party, such as an owner or a 

corporate parent. 

Stockholders' equity: Stockholders' equity is the amount of assets remaining in a 

business after all liabilities have been settled. It is calculated as the capital given to a 

business by its shareholders, plus donated capital and earnings generated by the 

operation of the business, less any dividends issued. On the balance sheet, 

stockholders' equity is calculated as: 

Total assets - Total liabilities = Stockholders' equity 

An alternative calculation of stockholders' equity is: 

Share capital + Retained earnings - Treasury stock = Stockholders' equity 
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Both calculations result in the same amount of stockholders' equity. This amount 

appears in the balance sheet, as well as the statement of stockholders' equity. 

The stockholders' equity concept is important for judging the amount of funds retained 

within a business. A negative stockholders' equity balance, especially when combined 

with a large debt liability, is a strong indicator of impending bankruptcy. 

A number of accounts comprise stockholders' equity, which typically include the 

following: 

Common stock. This is the par value of common stock, which is usually $1 or less per 

share. In some states, par value may not be required at all.  

Additional paid-in capital. This is the additional amount that shareholders paid for 

their shares, in excess of par value. The balance in this account usually substantially 

exceeds the amount in the common stock account. 

Retained earnings. This is the cumulative amount of profits and losses generated by 

the business, less any distributions to shareholders. 

Treasury stock. This account contains the amount paid to buy back shares from 

investors. The account balance is negative, and therefore offsets the other 

stockholders' equity account balances. 

Stockholders' equity can be referred to as the book value of a business, since it 

theoretically represents the residual value of the entity if all liabilities were to be paid 

for with existing assets. However, since the market value and carrying amount of assets 

and liabilities do not always match, the concept of book value does not hold up well in 

practice. 

Revenue: An organization can generate many kinds of revenue, so it makes sense to 

record them within different accounts. This is done in order to generate reports that 

aggregate revenue by type, for further management analysis. The accounts in which 
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revenue transactions can be recorded depend upon the nature of the underlying 

transactions. For example: 

Service sales. This account is used by organizations that provide services to their 

customers, such as consulting services or tax advice. This type of revenue is typical ly 

billed on an hourly basis to customers, or is a fixed fee in exchange for services (such 

as a $100 flat fee to repair a washing machine). 

Product sales. This account is used by companies that sell goods to their customers, 

such as automobiles or consumer electronics. This type of revenue is typically billed 

based on a flat fee per unit shipped. 

Revenue accounts may be subdivided in many ways. For example, service sales could 

be stored in separate accounts for each regional office of a consulting firm, an d then 

aggregated into a single service sales line item for the entire company. Alternatively, 

product sales could be stored in separate accounts for each product, and then 

aggregated into a single product sales line item for the entire company 

Cost of goods sold: Cost of goods sold is the accumulated total of all costs used to 

create a product or service, which has been sold. These costs fall into the general sub-

categories of direct labor, materials, and overhead. In a service business, the cost of 

goods sold is considered to be the labor, payroll taxes, and benefits of those people 

who generate billable hours (though the term may be changed to "cost of services"). In 

a retail or wholesale business, the cost of goods sold is likely to be merchandise that 

was bought from a manufacturer. 

In the income statement presentation, the cost of goods sold is subtracted from net 

sales to arrive at the gross margin of a business. 

In a periodic inventory system, the cost of goods sold is calculated as beginning 

inventory + purchases - ending inventory. The assumption is that the result, which 
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represents costs no longer located in the warehouse, must be related to goods that 

were sold. Actually, this cost derivation also includes inventory that was scrapped, or 

declared obsolete and removed from stock, or inventory that was stolen. Thus, the 

calculation tends to assign too many expenses to goods that were sold, and which were 

actually costs that relate more to the current period. 

In a perpetual inventory system the cost of goods sold is continually compiled over 

time as goods are sold to customers. This approach involves the recordation of a large 

number of separate transactions, such as for sales, scrap, obsolescence, and so forth. If 

cycle counting is used to maintain high levels of record accuracy, this approach tends 

to yield a higher degree of accuracy than a cost of goods sold calculation under the 

periodic inventory system. 

The cost of goods sold can also be impacted by the type of costing methodology used to 

derive the cost of ending inventory. Consider the impact of the following two inventory 

costing methods: 

• First in, first out method. Under this method, known as FIFO, the first unit 

added to inventory is assumed to be the first one used. Thus, in an inflationary 

environment where prices are increasing, this tends to result in lower-cost goods being 

charged to the cost of goods sold. 

• Last in, first out method. Under this method, known as LIFO, the last unit added 

to inventory is assumed to be the first one used. Thus, in an inflationary environment 

where prices are increasing, this tends to result in higher-cost goods being charged to 

the cost of goods sold. 

For example, a company has $10,000 of inventory on hand at the beginning of the 

month, expends $25,000 on various inventory items during the month, and has $8,000 

of inventory on hand at the end of the month. What was its cost of goods sold during 

the month?  The answer is: 
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$10,000 Beginning inventory + $25,000 Purchases - $8,000 Ending inventory 

= $27,000 Cost of goods sold 

The cost of goods sold can be fraudulently altered in order to change reported profit 

levels, such as by engaging in the following activities: 

• Altering the bill of materials and/or labor routing records in a standard costing 

system 

• Incorrectly counting the quantity of inventory on hand 

• Performing an incorrect period-end cutoff 

• Allocating more overhead than actually exists to inventory 

Salaries and wages: A wage is the remuneration paid to an employee, usually on an 

hourly, daily, or piece rate basis. Wages are one of the primary expenses of an 

organization, comprising an especially high proportion of total expenses in service -

oriented firms. Wages are more likely to be paid for unskilled or manual labor. A wage 

differs from a salary in the following ways: 

#The total amount paid tends to vary, based on the number of hours worked, whereas 

a salary is a fixed amount, irrespective of the number of hours worked.  

#Wages tend to be paid more frequently than salaries, usually on a weekly basis. 

#Wages may be paid in cash, especially when wages are being paid on a daily basis or 

to temporary laborers. 

#Someone being paid a wage is more likely to also receive tips or gratuities from 

customers, which is rarely the case with salaried employees. 

Office expenses 

Depreciation: Depreciation is a planned, gradual reduction in the recorded value of an 

asset over its useful life by charging it to expense. Depreciation is applied to fixed 
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assets, which generally experience a loss in their utility over multiple years. The use of 

depreciation is intended to spread expense recognition over the period of time when a 

business expects to earn revenue from the use of an asset. 

 

For example, an organization buys a truck for $50,000 and expects to use it for the next 

five years. Accordingly, the firm charges $10,000 to depreciation expense in each of 

those five years. This charging to expense in a consistent, even amount over time is 

called the straight-line method. If the firm had instead elected to recognize a larger 

expense earlier in the life of the truck, it would use an accelerated depreciation 

method, which reduces the amount of reported income early in the life of an asset. Yet 

another variation is to depreciate based on the actual usage of an asset, which is 

addressed by the units of production method. 

The typical depreciation entry is a debit to depreciation expense and a credit to 

accumulated depreciation. Accumulated depreciation is a contra asset account; it is 

paired with and offsets the fixed assets line item in the balance sheet.  

Income tax expense: Income tax expense is the amount of expense that a business 

recognizes in an accounting period for the government tax related to its taxable profit. 

The amount of income tax expense recognized is unlikely to exactly match the standard 

income tax percentage that is applied to business income, since there are a number of 

differences between the reportable amount of income under the GAAP or IFRS 

frameworks and the reportable amount of income allowed under the applicable 

government tax code. For example, many companies use straight-line depreciation to 

calculate the depreciation reported in their financial statements, but employ 

accelerated depreciation to derive their taxable profit; the result is a taxable income 

figure that is lower than the reported income figure. Some corporations put so much 

effort into delaying or avoiding taxes that their income tax expense is nearly zero, 

despite reporting large profits. 
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The calculation of income tax expense can be so complicated that this task is 

outsourced to a tax expert. If so, a company usually records an approximate tax 

expense on a monthly basis that is based on a historical percentage, which is adjusted 

on a quarterly or longer basis by the tax expert. 

 

The income tax expense is reported as a line item in the corporate income statement, 

while any liability for unpaid income taxes is reported in the income tax payable line 

item on the balance sheet. 

Information is stored in a ledger account with beginning and ending balances, which 

are adjusted during an accounting period with debits and credits. Individual 

transactions are identified within a ledger account with a transaction number or other 

notation, so that one can research the reason why a business transaction was entered 

into a ledger account. Transactions may be caused by normal business activity, such as 

billing customers or recording supplier invoices, or they may involve adjusting entries, 

which call for the use of journal entries. 

The information in a ledger account is summarized into the account-level totals shown 

in the trial balance report, which in turn is used to compile financial statements. 

The ledger account may take the form of an electronic record, if an accounting software 

package is used, or a page in a written ledger, if the accounting records are kept by 

hand. 

What Is the Difference Between a Journal and a Ledger? 

Journals and ledgers are where the financial transactions are recorded. The journal, also 
known as the book of first entry, records transactions in chronological order. It’s prepared 
from the current transactions and does not start with an opening balance. The detailed 
information of the individual transactions is entered in the journal. 
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On the other hand, the ledger, also known as the principal book, is a set of accounts in 
which the financial information in the journals is summarized and posted. 

Here are the differences between a journal and ledger: 

Basis for 
Comparison 

Journal Ledger 

Meaning The book in which all financial 
transactions of a business are 
recorded 

The ledger holds financial information 
needed to make the financial statements 

Known as Book of original entry Book of secondary entry 

Purpose Used in preparation of ledger It is used for making the trial balance and 
final accounts 

Transactions 
recorded 

Journal entries are made in 
chronological order 

Posted account-wise 

Debit and credit Columns A ledger has two sides. The left side is 
called debit and the right side is known as 
credit in the “T” format 

Narration Required Not necessary 

Balancing Balancing is not done All accounts are balanced 

 

Subsidiary Books 

Subsidiary Books 

Subsidiary books are books of original entry. In the normal course of business, a majority of 

transactions are either relate to sales, purchases or cash. So we record transactions of the 

same or similar nature in one place, i.e. the subsidiary book. And we record these 

transactions in chronological order. 

This actually saves a lot of man-hours and tiresome clerical work. Instead of journalizing 

each entry, they are recorded into various subsidiary books. Think of your subsidiary book 

as sub-journals that record only one type of transaction. 

There is no separate entry for these transactions in the general ledger. The posting to the 

Ledger Accounts is done from the subsidiary book itself. This method of recording is known 
as the Practical System of Accounting or sometimes the English System. 

One thing to remember is that such a system does not violate the rules of Double Entry 

System. We have still recorded the transactions according to this system. All transactions 
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are still affecting two accounts. Only instead of a journal, we are using subsidiary books as 
the books of original entry. 

Types of Subsidiary Books 

The following are the subsidiary books a company will generally maintain while writing 
their accounts, 

Cash Book- It is a book which records the receipts and payment of cash transaction. 

Purchase Book- It is a book which records all the credit purchases of goods of the company. 

Purchase Return Book- It is a book which records all the return of credit purchases of 
goods of the company. 

Sales Book- It is a book which records all the credit sales of goods of the company. 

Sales Return Book- It is a book which records all the return of credit sales of goods of the 
company. 

Bills Receivable Book- It is a book which records all the bills receivable. 

Bills Payable Book- It is a book which records all the bills payable. 

Journal Proper- All the transactions which are not recorded in the above books are 
recorded here. 
 

Advantages 

Let us now take a look at some of the advantages these subsidiary books provide in the 
process of accounting 

Saving Labour Hours: Recording in a subsidiary book saves a lot of time and clerical hours. 
Firstly there is no need to journalize and/or give narrations for every transaction. This helps 
reduce the time it takes to completely record a transaction. Also since we use a number of 
subsidiary books, various accounting process can be undertaken simultaneously. This will 
save the time of the clerks/accountants. 
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Division of Work: In place of one general journal, we have several subsidiary books, So the 
resulting work may be divided among several members of the staff. This will save time, 
improve efficiency and result in fewer errors as well. 

Specialization of Work: If one person maintains the same subsidiary book over many years 
he acquires full knowledge and understanding of the work. We can say he becomes a 
specialist in one type of transaction (say purchases for example). He becomes very efficient 
in handling such transactions and hardly any error gets made. 

Easy for Reference: When transactions of all types are in the same subsidiary book it 
becomes easy to search for them. Whenever any information is needed we directly refer the 
subsidiary book to get said information. 

Easier for Checking: If the Trial Balance does not match, it will be much easier to locate the 
error thanks to the existence of separate books i.e. a subsidiary book. Same goes if you want 
to detect fraud. 
 

 

 

Bank Reconciliation Statement 

(Unit-4) 

Need for Bank Reconciliation &Statement 

Maintaining the accounts of any firm is a tedious job that requires the supervision of a 

trained and experienced accountant. When preparing the accounts of any individual or 

firm, one of the essential steps undertaken in the preparation of a bank reconciliation 

statement. 

While many contemplate the need for reconciliation, understand that its preparation is 

imperative, so as to arrive at the correct bank balances in the books of the firm and the 

bank itself. This is why, while preparing the accounts of any firm or an individual, an 
accountant will make sure that he prepares a bank reconciliation statement. 

What is a Bank Reconciliation Statement? 

Vital to the preparation of the accounts of any individual or firm, a bank reconciliation is a 

preliminary and definitive step towards determining the accuracy of bank balance, stated 

in the pass book and cash book. When an accountant prepares a bank reconciliation 
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statement, it helps in ensuring no discrepancy remains with respect to the bank balances 
appearing in the books of the individual and firm. 

Need for Preparing a Bank Reconciliation Statement 

Among other reasons, enlisted below are some of the most important reasons why it is 
important to prepare a bank reconciliation statement: 

Accuracy 

Each month, the passbook of the bank and the cash book of a firm, display a particular 

amount, which is the balance in the bank as on that date. However, due to delay in the 

recording time and period of the same in the respective books, there is a high possibility 
that on the day of comparison the balances in the two books, would not match. 

Hence, having prepared a bank reconciliation statement, one can determine the reasons 

and amounts by which the two balances differ. This analysis would further help the 

accountant in recording the missing amounts in each book. Hence, after the preparation of 

a bank reconciliation statement, the books of accounts would actually display a true and 
fair position of the firm. 

Check on the Entries 

In the process of preparing a bank reconciliation statement, an accountant will be able to 

point out all entries or amounts, recorded incorrectly in either of the books. Thus, it is quite 

useful to prepare a bank reconciliation statement, which would help in eliminating any 
entries recorded erroneously. 

Rectifying Incorrect Entries 

In case an amount or entry has been recorded incorrectly in both, the passbook and the 

cash book, the accountant will be able to rectify those entries, so as to arrive at the amount 

of correct bank balance in the passbook and the cash book. 

Updated Cash Book 

Again, due to the irregularity in posting amount of entries in the cash book and due to the 

delays in the recording of such amounts, it is quite possible that the cash book would fail to 

show the updated balance of bank as on a particular date. When compared with the 

passbook, an accountant would be able to identify such entries and record them in the cash 

book instantly. This would help in reconciling the balances of both the cash book and the 

bank book instantly. 

Detection of Delays 
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Due to the preparation of bank reconciliation statement, it is possible to discover any 

amount of cheques that gets deposited in the bank but have aren’t credited. This difference 

would be evident because the amount of such deposit would appear in the cash book but 

not in the bank book, hence giving rise to a difference in the bank balance of both. Thus, 

cheques deposited but not yet collected can come to notice quickly. 

Check on the Dishonest Behavior of Employees 

Preparation of regular bank reconciliation statement has several benefits. It would act as a 

moral check on employees so that they do not indulge in the embezzlement of bank 

cheques, which would ultimately cause loss to the firm. This is so because even a low-value 

cheque can come in detection if it has been accepted but not deposited. In this way, a bank 
reconciliation statement serves a large purpose for a firm’s accounting cycle and people. 

 

How to prepare a Bank Reconciliation Statement when Extracts of 

Cash Book and Pass Book are given 

Have you ever noticed a situation where the balances appearing in the passbook and cash 

book of a company or a firm, do not match? If so, you would have encountered a classic 

example of a condition which indicates the necessity for preparing a Bank Reconciliation 
Statement. 

A BRS helps in devising target reasons and amounts with which a passbook and cash book 

might not tally. A firm or a company which has the habit of preparing regular Bank 

Reconciliation Statement finds itself in a better financial position. Let us see what a bank 
reconciliation is and understand its preparation. 

The Meaning of a Bank Reconciliation Statement (BRS) 

Every entity has to prepare a bank reconciliation statement. This statement indicates the 

differences between the passbook and the cash book of the entity. By reconciling the 

differences that exist between the two, a Bank Reconciliation Statement helps in arriving at 

the exact value of the amount of bank balance held on a particular date. 

It is quite important to prepare such a statement for reconciliation for any reason that 

might lead to a difference in the value of passbook and cash book balance. 

Preparation of a Bank Reconciliation Statement 

Preparing a Bank Reconciliation Statement is quite simple. At first, it can appear quite 

cumbersome and tedious to prepare the statement but in reality, all it needs is a little time 
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and patience. Before preparing the Bank Reconciliation Statement, an accountant should 
have access to all the relevant values related to the cash book and pass book. 

Thus, an accountant can start reconciling the differences in the cash book and passbook by 

taking the balance available in either. After this, the accountant’s job is to find out all the 

entries or transactions that are giving rise to a difference in the balance of passbook and 

cash book. By giving effect to the nature of such entries, the accountant would have to add 

or subtract the amount of such entry from the initial balance of the passbook or cash book. 

By doing so, he will be able to arrive at the value of balance in the other book. This balance 
is imperative to arrive at, for the purpose of preparing the accounts. 
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Reasons for Differences in Balances of Cashbook and Passbook 

The passbook and cash book of an entity may not show the exact balance of the bank on a 

given date. This difference mainly arises due to a few reasons. The correction of these 

reasons helps us arrive at the proper bank balance. One of the main reasons for the 

difference in the two balances is the time lag between the recording of a transaction in the 

bank passbook and the cash book. 

Consider a situation where a cheque goes to the bank for deposit. It would get recorded in 

the cash book right away as an entry for deposit of a cheque but when it comes to the 

passbook, there may be a delay in the date on which the cheque is actually deposited in the 

bank. Also, the time that it takes to clear the cheque may give rise to a condition when the 

amount deposited may reflect at a later date than the date on which entry in the cash book 

comes. 
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Hence, on the preparation of a Bank Reconciliation Statement in the interim, there will be a 

difference in the amounts of bank balances between the two books. Similarly, where you 

deposit or withdraw a certain amount from the bank, the same entry gets recorded 

promptly in the cash book but take time to reflect in the passbook. Hence, it becomes 

another reason why the cash book and passbook may not tally. 

Is it Mandatory to Maintain a BRS? 

As per the laws, preparation of a Bank Reconciliation Statement is not mandatory. Hence, 

whether to maintain it or not, is a decision of the accounting department of the entity. 
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The cash book shows a balance of Rs 33,000, whereas the pass book shows a balance of Rs 

39,930. If one looks at the debit side of the cash book and the deposits column of the pass 

book, and checks item by item, one will find that the following cheques deposited with the 
bank were not credited by the bank till 31st January, 2012. 

Cheque received from M/s. J. James & Co., Panipat – Rs 2,000 

Cheque received from T. Thompson – Rs 3,000 

 

Had these cheques been credited by the bank also, as they have been debited in the cash 

book, the pass book balance would have been Rs 44,930, i.e., Rs 39,930 plus Rs 5,000. Now, 

looking at the credit side of the cash book, and the withdrawals column of the pass book, 

one finds that the following cheques issued during the month have not yet been presented 

for payment (and hence the bank has not debited M/s. Tall & Thin’s account in respect of 

these cheques). 

Cheque issued to P. Plumbeir – Rs 6,000 

Cheque issued to S. Sirkiwala – Rs 3,500 

The two cheques total Rs 9,500. Had these cheques also been paid like others, the balance 

at the bank as shown by the pass book would have been only Rs 44,930 – Rs 9,500 or Rs 

35,430. Further, one finds that the bank has credited Tall & Thin with Rs 2,500 for interest 

collected. There is no entry in the cash book. Had the pass book also ignored this item (as is 

the case with the cash book) for the time being, the balance at the bank (as per pass book) 

would have been only Rs 32,930, i.e., Rs 35,430 – Rs 2,500. 

Then again the pass book shows a debit of Rs 70 as bank charges on different dates for 

which, in the cash book, there is no entry as yet. Had the pass book also ignored these 

items, the balance shown would have been higher; that is to say, it would have been Rs 

33,000 i.e., Rs 32,930 + Rs 70 which agrees with the cash book balance. 
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The secret of the preparation of the Bank Reconciliation Statement is simple. Take the cash 

book or the pass book balance, and then see what has been done or not been done in the 

other book. Thus, if one starts from the pass book balance, one must see what has been or 

not been done in the cash book. Then work out the balance as if the entries passed in the 

cash book had also been passed in the pass book and the entries not passed in the cash 

book had also been removed from the pass book. If one starts from the cash book, one 
should follow the pass book entries. 

 

The Bank Reconciliation Statement can also be presented in a different form. Two columns, 

plus and minus, signifying positive balance and overdraft respectively, are provided. Items 

to be added are put in the plus column and items to be deducted are put in the minus 

column. A balance is then struck. 
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It is necessary to show the correct balance at bank in the Cash Book, especially at the end of 

the year for the purpose of preparing correct financial statements. This means that all 

entries that ought to be made should be made. It is not proper to leave items like interest, 

bank charges or payments made by the bank or incomes received by it unrecorded. 

Therefore, the proper method of preparing a bank reconciliation statement is to first make 

the required entries in the Cash Book, ascertain the correct balance, and then proceed to 

the preparation of the statement. In the above illustration, the amount received as interest 

will have to be debited in the Cash Book and the bank charges credited in it. The balance at 
bank as per Cash Book will thus be Rs 35,430. 

On 31st March, 2012 the Cash Book of M/s. Thin & Short showed a balance of Rs 2,760 at 

bank. They had sent cheques amounting to Rs 90,000 to the bank before 31st March, but it 

appears from the Pass Book that cheques worth only Rs 84,000 had been credited before 

that date. Similarly, out of cheques for Rs 85,000 issued during the month of March, 

cheques for Rs 2,500 were presented in April, the remaining having been paid in March 

itself. 

The Pass Book also showed the following payments: 

(a) Rs 3,320 premium (On the joint life policy) according to standing instructions; and 

(b) Rs 5,000 against a promissory note, as per instructions. 

The Pass Book showed that the bank had collected Rs 6,000 as interest on Government 

Securities. The bank had charged interest Rs 50 and bank charges, Rs 20. There was no 

entry in the Cash Book for the payments, receipts, interest, etc. It was found that the total to 

the credit Bank column in the Cash Book on 20th March was Rs 110 short. Prepare the 

Bank Reconciliation Statement as on 31st March, 2012. 
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The cash book of a firm showed an overdraft of Rs 30,000 on 31st March, 2012. 

A comparison of the entries in the cash book and pass book revealed that: 

(i) On 22nd March, 2012, cheques totaling Rs 6,000 were sent to banker’s tor collection. 

Out of these, a cheque for Rs 1,000 was wrongly recorded on the credit side of the cash 

book and a cheque amounting to Rs 300 could not be collected by bank before 1st April, 

2012. 

(ii) A cheque for Rs 4,000 was issued to a supplier on 28th March, 2012. The cheque was 
presented to bank on 4th April, 2012. 

(iii) There were debits of Rs 2,600 in the pass book for interest on overdraft and bank 

charges, but the same had not been recorded in the cash book. 
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(iv) A cheque for Rs 1,000 was issued to a creditor on 27th March, 2012 but by mistake the 

same was not recorded in the cash book. The cheque was, however, duly en-cashed by 31st 

March, 2012. 

(v) As per standing instructions, the banker collected dividend of? 500 on behalf of the firm 

and credited the same to its account by 31st March, 2012. The fact was, however, intimated 
to the firm on 3rd April, 2012. 

 

 

From the following particulars, find out adjusted bank balance as per cash book and 

prepare thereafter bank reconciliation statement as on 31st December, 2011 of Raja 

Brothers. 
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Advantages of Bank Reconciliation Statement 

 

Making mistakes with your accounting can lead to more than just embarrassing situations 

when checks bounce or collection calls are made to companies that have already paid their 

bills. Performing bank reconciliations helps you spot fraud and reduce the risk of 
transactions that can cause late fees and penalties. 

Error Detection 

A bank reconciliation helps you spot accounting errors common to any business. These 

mistakes can include addition and subtraction errors, double payments, lost checks and 

missed payments. You might have recorded an invoice as paid in your general ledger, but a 

bank reconciliation might reveal you forgot to write the check. At times, your bank might 

make an error in your favor. You will be liable for returning that money, even if you’ve 

already spent it. 

Fee and Interest Tracking 
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Each month, your bank adds any fees, penalties or interest payments it has applied to your 

account. You might have overdraft fees, go under your account balance requirement or 

earn interest on your checking account balance. If you order checks or stop payment on a 

check, you might incur a fee, depending on the features of your account. A monthly bank 

reconciliation lets you add or subtract these amounts in your general ledger. 

Fraud Detection 

You might not be able to stop an employee from stealing your money once, but you might 

be able to prevent a second theft. Bank reconciliations help you spot ongoing fraudulent 

transactions. Have an independent party perform your reconciliations to prevent an 

accounting employee from continuing to falsify your general ledger and reconciliations. 

Receivables Tracking 

Payments due one month might not appear on your bank statement until the next month if 

you receive the payments near the end of the month. In other instances, you might 

accidentally leave one check off a deposit slip if you are filling out a slip with many entries. 

As you perform a review of last month’s receivables, you might not see a payment that was 

made and contact a customer to ask where the payment is. Bank reconciliations confirm all 

of your receipts, helping you avoid awkward situations or identifying the entry for a receipt 

you didn’t deposit. 

Transaction Status Updates 

Just because you’ve sent a payment doesn’t mean the payee has cashed the check or even 

received it. A bank reconciliation statement might reveal that a check you wrote months 

ago still hasn’t been cashed. Uncashed checks can cause you to believe you have more 

money to spend than you do. Bank reconciliations allow you to spot checks that haven’t 

been paid and contact the payee to urge her to cash the check. In some instances, the payee 

will ask you to stop payment on -- and reissue -- a check that didn’t arrive or was lost or 

stolen. 
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Trial Balance, Rectification of Errors and Adjusting & 

Closing Entries (Unit-5) 

 

Trial Balance 

Multiple entries in various accounts will make a Ledger.  Taking all the ledger balances and 
presenting them in a single worksheet as on a particular date is Trial Balance. 

To understand  a trial balance, we must first understand the following: 

• Double entry system – Recording two entries for a single transaction that is equal 
and opposite in nature 

• Journal – All transactions recorded in double entry system of bookkeeping 
• Ledger – Summary of all journals of a similar nature. 

Features of a Trial Balance 

The following are the features of a Trial Balance: 

1. It is a list of the various ledger account balances whether debit or credit. 

2. It is prepared in the form of a statement. 

3. A firm prepares a trial balance in order to check the arithmetical accuracy of the 
ledger accounts. 

4. The arithmetical accuracy established by a trial balance is not proof that there are no 
mistakes in the books of accounts. 

5. A trial balance is usually prepared at the end of the accounting year. However, a firm 
may prepare it weekly, monthly, quarterly or half-yearly also. 

6. It does not form a part of the final accounts. 

7. It provides a summary of the ledger accounts. Thus, it serves as a link between the 
books of accounts and Trading & Profit and Loss A/c and Balance Sheet. 

Preparation of the Trial Balance 

1. A firm may prepare it on a sheet of loose paper also. 
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2. We first need to balance the ledger accounts. After balancing, an account may have a 
debit or credit or zero balance. 

3. The debit balances are written on the debit side and the credit balances are written 
on the credit side of the trial balance. 

4. The sum of both the columns of the trial balance shall be equal in order to tally the 
trial balance. Thus, a trial balance has to tally because of the rule that every debit has an 
equal and corresponding credit. 

5. It may be prepared either in the Journal form or in the Ledger form. 
 

Purpose of a Trial Balance 

1. To check the arithmetical accuracy of the transactions and the ledger accounts. 

2. To determine the ledger account balances. 

3. It serves as evidence that the double entry system has complied duly. 

4. It facilitates the preparation of the financial statements. 

Solved Example on Features of a Trial Balance 

Explain the methods of preparing a Trial Balance? 

Ans. 

The methods of preparing a trial balance are as follows: 

1. The total method or Gross trial balance: Under this method, we total both the 
sides of the ledger accounts. We enter the ‘debit totals’ on the debit side of the trial 
balance and the ‘credit totals’ on the credit side of the trial balance. 

2. Balance method or Net trial balance: Under this method, we first need to balance 
the individual ledger accounts. After this, we write the debit balances on the debit side 
and credit balances of accounts on the credit side of the trial balance. 

3. Compound method: Under this method, we write the totals as well as balances in 
the separate columns of the trial balance. Thus, this method is a combination of the 
Total method and Balance method both. 
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Advantages of Trial Balance 

  Arithmetical accuracy 

Given the nature of double entry system, every transaction will result in two entries of 
equal and opposite nature. Hence at any point in time all debit ledger totals will match to 
credit ledger totals. Since Trial Balance lists all the accounts as on a particular date, the 
debit total of a trial balance must match to the credit total. 
 
Therefore a Trial Balance is an indicator of the Arithmetical accuracy of the books of 
accounts. 

With softwares being used for accounting, the above advantage of the trial balance is not 
very relevant. As data entry systems does not allow entries to be posted if there is a 
difference in the debit and credit amount hence leaving no room for error. 

  Bird’s-eye view 

A trial balance is a summary sheet listing all ledges and balances. Hence it provides a bird 
eye view of the accounting transactions of an organization. 

  Prerequisite for preparation of Financial statements 

An organization needs to know profit or loss and financial position at year end. And thus to 
prepare financial statements, Trial Balance is prerequisite. All stakeholders also need this 
information. It is the first step towards closure of accounts for a particular period. 

Uses of Trial Balance 

  Ease of posting adjustments 

A tallied Trial Balance offers significant comfort regarding accuracy and hence post TB 
adjustments can be affected. 

  Aids in Audit 

Trial Balance gives a list of all ledgers with balances. For the purpose of audit the trial 
balance is analyzed. For example if the nature of an account is debit, but it holds a credit 
balance, then the entire ledger will be scrutinized. So trial balance is also an important tool 
for auditors. 

  Defines credibility 

Trial Balance is also used by Banks and lending agencies to understand the borrowing 
capacity of the business and credibility. 

Despite the numerous benefits of a Trial balance, it is imperative to understand that a 
tallied Trial Balance does not ensure zero errors. If there are offsetting errors, the Trial 
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Balance will tally despite the error. 
 
Also if some transactions have not been recorded,there will be no impact on the ledgers 
and hence the tallied Trial Balance will pose a wrong picture. 

With softwares being used for preparation of accounts, today the Trial Balance from ERP 
system has automated a lot of processes. It includes ledger codes, ledger names, type of 
account, balance for the current period, balance for the previous period. Also for large 
organizations the trial balance can be extracted for any particular period. 

Looking at all the pros and cons, it is very clear that preparation of Trial Balance has lot of 
benefits and hence it preparation has become mandatory for closure of books of accounts. 
Even today the Trial Balance provides an excellent base for preparation of financial 
statements and analysis of business. 

Using the Adjusted Trial Balance 
 

 

Here is a sample adjusted trial balance. Notice the accounts are listed in the order 

described above. You might be wondering why it is such a big deal to organize the trial 

balance in this manner. The purpose of the trial balance is to make your life easier when 
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preparing financial statements. Look what happens when we divide the trial balance by 

statement.                                                       

Trial Balance Example 

 
 

Trial Balance Errors and Rectification of Trial Balance Errors 

Limitations of trial balance are the errors in account process that cannot be detected by the 
trial balance sheet. 

These types of errors are divided into 2 groups; clerical errors, and errors of principles. 

There are 4 types of clerical errors; errors that are made by a human. 

And errors of principle indicates error because a principle of accounting is not applied 
properly. 

If the totals of debit and credit money columns of trial balance are same it is presumed that 
the accounting process is accurate. 
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But the agreement of both debit and credit money columns of trial balance does not 
necessarily prove that there is no error in the accounting process. 

Because there might have some undetected errors despite the agreement of trial balances. 

These are called the limitations of trial balance. 

The undetected errors of this type are generally divided into two groups: 

Clerical errors, and 

Errors of principles. 

Clerical Errors in Trial Balance 

The errors occurred due to the negligence of the employees of the accounts department are 
clerical errors. These errors are of four types. 

Errors of omissions, 

Errors of commission, 

Errors of misposting, and 

Compensating errors 

Errors of omissions 

If any transaction is omitted from being recorded in journal and ledger, it is called the error 

of omission. 

For example, 

Goods purchased from Karin $5,000. If this transaction is not accounted for, still then trial 

balance may agree. Because an equal sum of money has been omitted from records of debit 
and credit accounts. 

Errors of commissions 

Recording incorrect figure in a journal and posting the same amount in the correct sides of 

ledger accounts is called errors of commission and this does not hamper the agreement of 

trial balance. 

For example, 

merchandise purchase $ 1,100 but recorded $ 1,000 both in journal and ledger. 

Errors of mis-posting 

https://www.facebook.com/BankPoClerk/?ref=aymt_homepage_panel
https://www.facebook.com/groups/2148759855448538/?source_id=117234085093214
https://t.me/joinchat/J8jQkg8azrnOjC1LiWFvJg
file:///F:/Ambitious%20Baba/One%20liner/January%202019/t.me/ambitiousbaba


 

Facebook Page                     Facebook Group                    Telegram Group                    Telegram Channel 

  

AMBITIOUSBABA.COM | MAIL US AT 

CONTACT@AMBITIOUSBABA.COM 
75 

 

 

Posting of an entry from journal to ledger inadvertently in the correct side of the wrong 
account is called misposting. 

This type of misposting creates no hindrance in equalizing totals of debit and credit column 
of trial balance. 

Compensating errors 

If a short or excess amount is posted on one side of an account and if the equal sum of short 

or excess amount is posted in another side of another account, it is called compensating 
errors. 

This is called so because the wrong posting of one account is compensated by the wrong 

posting of the same amount in another account and this does not hamper equalizing totals 

of trial balance. 

For example, 

Abu account is debited to $400 wrongly instead of $500. On the other hand, Subo account is 

credited by $800 instead of $900. 

As a result $100 short has been written on both sides of accounts and thereby agreement of 
trial balance is not hampered. 

But actually, there lie mistakes in the accounts. 

Errors of Principle in Trial Balance 

If a revenue expense is recorded as a capital expenditure or vice-versa it is called the error 
of principle. 

For example, 

Installation cost of a new machine is accounted for debiting wage expense account instead 

of debiting machinery account. 

Causes of Disagreement of Trial Balance 
 
The causes for which totals of both sides of the trial balance disagree are as follows: 

1. The omission of account from posting in the ledger inadvertently. 
2. Posting from journal to ledger in the wrong account. 
3. One account out of two accounts of the transaction is accounted for. 
4. Recording twice in a particular account of a transaction inadvertently. 
5. Recording wrong amount i.e. short or excess amount in the ledger accounts at the 

time of posting from journal to ledger. 
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6. Committing mistakes in balancing of a ledger account. 
7. Committing mistakes in recording amount of ledger balance in the trial balance. 
8. Committing mistake in writing ledger balances in the trial balance i.e. debit balance 

in the credit money column or credit balance in the debit money column. 
9. Committing mistake in casting totals of debit and credit money columns of trial 

balance. 

The procedure of rectifying an incorrect trial balance 
 
If totals of both side money columns are not equal, it is to be presumed that there are some 
mistakes in the accounting process. 
The reasons for disagreement are to defect. 
For this purpose, the following measures are to be adapted to detect the errors and frauds. 

1. At the outside casting of the trial, balance is to be checked carefully. 
2. Thereafter, it is to be ensured that all ledger accounts have been posted in the trial 

balance properly. 
3. It is to be ensured that all the transactions have properly been posted from journal 

to ledger. 
4. Calculation of totals of ledger accounts and balancing of ledger accounts are to be 

checked properly. 
5. Verification of correct posting of debit and credit ledger balances is needed. 
6. It is to be checked that totals of cash and bank account and balancing and inclusion 

of these balances in trial balance have been made properly. 
7. It is to be checked that casting of purchase journal, sales journal and other 

subsidiary journals are correct and these are posted in the ledger accounts properly. 
8. Current trial balance is to be compared with the past one. 
9. It is to be observed that the totals of accounts receivable and accounts payable and 

recorded amount of the same accounts in trial balance are same. 

Rectification of Trial Balance Errors 

Rectification of Trial Balance ErrorsCorrection of errors in accounting by erasing contradicts the 

accounting principles. 

 

Errors are to be corrected by passing appropriate journal entry or bringing correction in the ledger 

account concerned complying with the accounting principle. 

But rectification of errors depends on the stages errors detected. 

There is a proverb in English ‘To err is human’ i.e. it is the man who commits a mistake. A man 

commits mistake it is natural, mistakes may occur in keeping accounts. 
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An accountant may amount mistake in keeping accounts of transactions inadvertently or due to lack 

of proper knowledge. 

The trial balance is the only way to detect errors of accounts if any. But errors may remain in 

accounts even after the agreement of the trial balance. Rectification of errors of accounts if any is 

indispensable. 

Errors not affecting the agreement of a trial balance 

The errors mentioned below do not hamper the agreement of a trial balance. Despite the following 

errors in accounts, the totals of debit money column and credit money column agree. 

1. Errors of omission 

The omission of recording a particular transaction does not hamper the agreement of the trial 

balance. 

For Example: 

Goods purchased on account $1000. If this transaction is not recorded in the books of account the 

agreement of a trial balance remains unaffected. 

2. Error of Commission 

The amount written in the journal for a particular transaction may be greater or smaller in the 

ledger accounts and the debtor is treated as creditor and creditor as debtor, such types of mistakes 

are called errors of commission. 

For Example: 

Goods sold on account $531 to Karim. 

For this transaction, if an account receivable is debited $513 and sales account is credited for $513. 

Although both the accounts are under cast by $18, the agreement of trial balance will not be 

hampered for this mistake. 

3. Compensating Errors 

This error is called self-rectifying error. An error rectified by one or more errors is called 

compensating error. 

For Example: 

Salary expense is under debited by $100 but the general expense is over debited by $100. 

4. Errors of Principle 

In maintaining accounts of transactions some errors may happen due to lack of sound knowledge of 

accounting principles. 

For Example: 
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Capital expenditure treated as revenue expenditure if repairing expense of a machine is treated as 

the cost of machinery. 

Errors affecting the agreement of a trial balance 

The errors for which a trial balance disagrees are of the wider range. Generally, these are divided 

into three groups; 

1. Errors in costing and balancing 

Two sides of ledger accounts are totaled for finding out balance; of the accounts. Errors committed 

to totaling lead to errors in balancing. 

2. Errors in posting accounts in the ledger from the original books 

These errors may happen in different ways. 

 

For Example: 

While transferring from journal if a transaction is recorded in only one account in the ledger or 

recorded in the wrong side of an account or wrong amount is posted in an account. 

3. Errors in transferring ledger balance to a trial balance 

The trial balance disagrees if ledger account balances are not correctly transferred. 

From viewpoint of effects errors-are grouped into, two: 

1. One-sided errors 

The errors, which, affect only one side of accounts, are termed one-sided errors. One-sided errors 

hamper the agreement of the trial balance. 

Therefore, 

in case of such error suspense account is used to make the totals of the trial balance equal, e.g. if 

debit money column is short-fall the suspense account be used for that shortage and vice-versa. 

2. Double-sided errors 

The errors which affect both debit and credit are termed double sided errors. If the errors affect the 

debt and credit for the equal amount of money, the trial balance agrees. 

But if the errors affect debit and credit for the dissimilar amount, the trial balance disagrees. 

In such case, a suspense account is used for agreement of the trial balance. 

 

Adjusting and Closing Entries 
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Definition of Adjusting Entries 
Adjusting entries are made at the end of the accounting period (but prior to preparing 
the financial statements) in order for a company's financial statements to be up-to-date on 
the accrual basis of accounting. 

Examples of Adjusting Entries 
The following are hypothetical examples of adjusting entries: 

• Each day the company incurs wages expense for its hourly-paid employees. 
However, the payroll that includes the workers' wages for the last few days of the month 
won't be recorded until after the accounting period ends. Therefore, the company must 
prepare an adjusting entry dated for the last day of the month that debits Wages 
Expense and credits Wages Payable for the labor used and the amount owed. 

• Similarly, the company uses electricity each day but receives only one bill per 
month, perhaps on the 20th day of the month (for electricity used through the 15th day 
of the month). The cost of the electricity used during the last half of the month must get 
into the accounting records through an adjusting entry for the financial statements to 
show all of the expenses for the month and all of the liabilities as of the end of the 
month. 

• Another adjusting entry records the depreciation of assets used in the business. 
Every month the company must prepare an adjusting entry that debits Depreciation 
Expense and credits Accumulated Depreciation to report the month's depreciation. 
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Definition of Closing Entries 
Closing entries are dated as of the last day of the accounting period, but are entered into 
the accounts after the financial statements are prepared. Closing entries involve 
the temporary accounts (the majority of which are the income statement accounts). 
Example of Closing Entries 
The closing entries will transfer all of the year-end balances from the revenue accounts and 
the expense accounts to a corporation's retained earnings account or a sole 
proprietorship's owner's equity account. With today's accounting software, the closing 
entries are effortless. 
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Capital and Revenue Expenditure 

(Unit- 6) 

Expenditure & Expense 

Expenditure vs Expense 

It’s important to understand the difference between an expenditure an expense. Though 

they seem similar, they’re actually different and have some important nuances you must 
know about. 

Expenditure – This is the total purchase price of a good or service. For example, a 

company buys a $10 million piece of equipment that it estimates to have a useful life of 5 

years. This would be classified as a $10 million capital expenditure. 

Expense – This is the amount that is recorded as an offset to revenues or income on a 

company’s income statement. For example, the same $10 million piece of equipment with a 

5-year life has a depreciation expense of $2 million each year. 

Types of Expenditures in Accounting 

Expenditures in accounting comprise two broad categories: capital expenditures and 

revenue expenditures 

1. Capital Expenditure 
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A company incurs a capital expenditure (CapEx) when it purchases an asset with a useful 
life of more than 1 year (a non-current asset). 

In many cases, it may be a significant business expansion or an acquisition of a new asset 

with the hope of generating more revenues in the long run. Such an asset, therefore, 

requires a substantial amount of initial investment and continuous maintenance after that 

to keep it fully functional.  As a result, many companies often finance the project using 

either debt financing or equity financing. 

Because the investment is a capital expenditure, the benefits to the business will come over 

several years. As a consequence, it cannot deduct the full cost of the asset in the same 

financial year.  Therefore, it spreads these deductions over the useful life of the asset. The 

value of this asset will be shown on the balance sheet, under non-current assets, as part of 

plant, property, and equipment (PP&E).  

Example  

Let’s say Company Y deals with iron sheet manufacturing. Due to the increase in demand 

for its high profiled iron sheets, the company executives decide to buy a new minting 

machine to revamp production. They estimate the new machine will be able to improve 

production by 35%, thus closing the gap in the demanding market. Company Y decides to 

acquire the equipment at the cost of $100 million. The useful life of the machine is expected 

to be 10 years. 

In this case, it is evident that the benefit of acquiring the machine will be greater than 1 

year, so a capital expenditure is incurred. Over time, the company will depreciate the 
machine as an expense (depreciation). 

 2. Revenue Expenditure 

A revenue expenditure occurs when a company spends money on a short-term benefit (i.e., 

less than 1 year). Typically, these expenditures are used to fund ongoing operations – 

which, when they are expensed, are known as operating expenses. It is not until the 

expenditure is recorded as an expense that income is impacted. 

 

Difference Between Capital Expenditure and Revenue Expenditure 

 

Capital Expenditure 

The amount spent by the company for possessing any long-term capital asset or to enhance 

the working capacity of any existing capital asset, or to increase its lifespan to generate 
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future cash flows or to decrease the cost of production, is known as Capital expenditure. As 

a huge amount is spent on it, the expenditure iscapitalizedd, i.e. the amount of expenditure 

is spread over the remaining useful life of the asset. 

In a nutshell, the expenditure which is done for initiate current, as well as the future 

economic benefit, is capital expenditure. It is a long-term investment done by the entity, in 

the name of assets, to create financial gain for the years to come. For example – Purchase of 

Machinery or installation of equipment to the machinery which will improve its 
productivity capacity or life years. 

Revenue Expenditure 

The expenditure which is incurred on a regular basis for conducting the operational 

activities of the business are known as Revenue expenditure like the purchase of stock, 

carriage, freight, etc.. As per the accrual accounting assumption, the recognition of 

revenues is done when they are earned while expenditure is recognized when they are 

incurred. Therefore, the revenue expenditure is charged to the Income Statement as and 

when they occur. This satisfies the fundamental principle of Accounting i.e. Matching 

Principle in which the expenses are recorded in the period of their incurrence. 

The benefit generated by the revenue expenditure is for the current accounting year. The 

examples of revenue expenditure are as under – Wages & Salary, Printing & Stationery, 

Electricity Expenses, Repairs and Maintenance Expenses, Inventory, Postage, Insurance, 

taxes, etc. 

Comparison Chart 

 

BASIS FOR 

COMPARISON 
CAPITAL EXPENDITURE REVENUE EXPENDITURE 

Meaning The expenditure incurred in acquiring a 

capital asset or improving the capacity of an 

existing one, resulting in the extension in its 

life years. 

Expenses incurred in 

regulating day to day 

activities of the business. 

Term Long Term Short Term 

Capitalization Yes No 
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BASIS FOR 

COMPARISON 
CAPITAL EXPENDITURE REVENUE EXPENDITURE 

Shown in Income Statement & Balance Sheet Income Statement 

Outlay Non-recurring Recurring 

Benefit More than one year Only in current accounting 

year 

Earning capacity Seeks to improve earning capacity Maintain earning capacity 

Matching concept Not matched with capital receipts Matched with revenue 

receipts 

  

Key Differences Between Capital and Revenue Expenditure 

1. Capital expenditure generates future economic benefits, but the Revenue 
expenditure generates benefit for the current year only. 

2. The major difference between the two is that the Capital expenditure is a one-time 
investment of money. On the contrary, revenue expenditure occurs frequently 

3. Capital expenditure is shown in the Balance Sheet, in asset side, and in the Income 
Statement (depreciation), but Revenue Expenditure is shown only in the Income 
Statement. 

4. Capital Expenditure is capitalized as opposed to Revenue Expenditure, which is not 
capitalized. 

5. Capital Expenditure is a long term expenditure. Conversely, Revenue Expenditure is 
a short term expenditure. 

6. Capital Expenditure attempts to improve the earning capacity of the entity. On the 
contrary, revenue expenditure aims at maintaining the earning capacity of the 
company. 
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7. Capital expenditure is not matched with the capital receipts. Unlike revenue 
expenditure, which is matched with the revenue receipts. 

 

Deferred Revenue Expenditure 

Capital expenditure leads to the purchase of an asset or which increases the earning 

capacity of the business. The organization derives benefit from such expenditure for a long-
term. 

For example, the purchase of building, plant and machinery, furniture, copyrights, etc. 

On the other hand, revenue expenditure is that from which the organization derives benefit 

only for a period of one year and it only helps in maintaining the earning capacity of the 

business. 

For example, the cost of raw materials, labour expenses, depreciation on assets, etc. 

However, there is also one more category of expenses, often referred to as Deferred 

Revenue Expenditure. 

These expenses are revenue in nature but the business derives benefits from these 
expenses for a period of more than one year. 

Though the benefit of these expenses lasts for a number of years, these do not fall under the 

Capital expenditure. Because these are heavy expenses but do not result in the acquisition 

of an asset. 

The charge of these expenses is proportionately deferred over the period for which its 
benefits are derived. This is as per the Matching Principle. 

For example, a huge amount of advertising or marketing expenses in order to introduce a 
new product or to enter a new market, loss by an earthquake, flood, etc. 

The practice to write off these expenses may vary from firm to firm. Usually, we write them 

off over a period of 3 to 5 years. 

 

However, when this expenditure is appropriated to a specific item then it has to be written 

off over the useful life of that item. 

We show the balance amount of the expense on the Assets side of the Balance Sheet. 
However, the joint stock company shows it as a deduction from the Reserves. 

Characteristics of Deferred Revenue Expenditure 
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i)It is revenue in nature. 

ii)The benefit of this expenditure lasts for a period of more than one accounting year. 

iii)It pertains wholly or partly for the future years. 

iv)It is a huge amount of expense and thus, is deferred over a period of time. 

Classification of Deferred Revenue Expenditure 

Expenses partly paid in advance: It is when the firm derives a portion of the benefit in the 

current accounting year and will reap the balance in the future years. Thus, it shows the 

balance of the benefit that it will reap in future on the Assets of the Balance Sheet. For eg. 
advertising expenditure. 

Expenditure in respect of services rendered: Such expenditure is considered as an asset as 

it cannot be allocated to one accounting year. For example, discount on issue of debentures, 

the cost of research and experiments, etc. 

Amount relating to exceptional loss: We treat the exceptional losses also as deferred 

revenue expenditure. For eg. Loss by earthquake or floods, loss by confiscation of property, 

etc. 

 

Receipt 

A receipt is a document that states the details of a given financial transaction. It describes 
all the relevant elements of the operation. 

What Does Receipt Mean? 

Receipts are issued in many different scenarios to have a written record of what has 

happened. The most common receipts are sales receipts. These documents state a detailed 

description of the sale, they contain some elements like the date of the transaction, the 

price of each item and the total cost; the amount paid or owed (depending if the receipt 

was paid at the time or if it was a transaction that will be paid in the future), it states which 

items were sold and the quantity of each and the name of the company and the client, 

among other details. 

 

The purposes of these receipts are many. First of all they serve as accounting records. Also, 

they give the customer a written proof of the transaction in case they have a claim in regard 

to the items being bought. Receipts can also be issued to record that something was 

transferred, as in the case of a barter transaction. Finally, receipts can also be issued when 
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a company hands off some money that has to be reimbursed or justified later on, as in the 
case of travel expenses that must be reported by the employee after the trip has ended. 

Here’s an illustration of a situation where a receipt is issued, 

Many kinds of payments 

Individuals, companies, and other organizations may issue a receipt for many kinds of 

payments. They may issue a receipt, for example, for an online bank transfer, check (UK: 

cheque), or cash in hand. For the buyer, the receipt is proof of payment. 

As far as the tax authorities are concerned, receipts require sellers to pay taxes on those 

sales. 

In some countries, it is obligatory for the seller to provide a receipt to the buyer confirming 

transaction details. In most cases, the recipient of the money provides the receipt. 

However, sometimes the buyer generates one, as occurs when the buyer returns a product 
and requests a refund. 

 

 

 

 

 

 

 

 

 

 

 

“To reduce the cost of postage and processing, many businesses do not mail receipts to 

customers, unless specifically requested or required by law, with some transmitting them 

electronically. Others, to reduce time and paper, may endorse an invoice, account or 
statement as ‘paid.'” 

Receipt – act of receiving 
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The term may also refer to the state or act of receiving goods or money. If I say “We will 

deliver the goods on receipt of payment,” it means we will deliver the goods after we have 

received payment. 

Receipt – income 

Many businesses, such as theaters, use the term when referring to money received during a 

specific period. If I say “The theater’s receipts for the summer were 10% up on last year,” it 
means income was 10% higher. 

Accounting – total money received 

In accounting, the term means the total amount of money the government, business, or any 
organization has received. 

If government income from alcohol tax rose by 10%, I could say “Alcohol tax receipts 

increased by 10% this year.” 

 

Bills of Exchange 

(Unit-7) 

Types of Instruments of Credit 

Credit Instruments: 

People talk a little regretfully of the good old days when everybody was honest and a man’s 

word was as good as his written bond. They forget that now the area of dealings has 
increased greatly. 

Perhaps, man has become more selfish too, on account of the increase in the struggle for 
existence; hence almost always some record of transactions is kept in black and white. 

This record may take the form of a promissory note, a bill of exchange, a cheque, a draft or 

a hundi. 

Any one, who happens to have the cheque, can get it cashed. In this case, the bank need not 

worry as to who presents it at the counter. If a bearer cheque is lost, the finder can cash it 

unless the bank is notified in time to stop the payment. The drawer runs the risk of losing 

his money, and not the bank. 
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Order Cheque: 

The word “bearer” after the payee’s name is crossed out, as in the cheque form below, and 

the word “order” written instead. It is a safer form of payment, because the bank is 

responsible for paying the money to the right person. The person who presents the cheque 

at the counter has to prove his identity, before the proceeds of the cheque can be paid to 

him. 

 

Crossed Cheque: 

This is the safest form of payment as it cannot be cashed .it the bank counter. The payee 

cannot get the proceeds of the cheque in cash, lie can only get the sum transferred to his 

own or (after endorsing) to somebody else’s account. A cheque is “crossed” by drawing two 

parallel lines across its face or in a corner and writing the words “& Co.” between them. The 

specimen given above is crossed. If it is crossed “Payee’s A/c.”, then cash cannot be 

obtained from the bank; the amount of the cheque can only be credited to the payee’s A/c. 

Post-dated Cheque: 

Such a cheque is a way of making payments sometime in the future. If you have to pay a 

hundred rupees to a friend after a month, you may draw a cheque in his favour and put 

down the future date. It can be cashed only on or after that date. 

Blank Cheque: 

It means an unlimited offer because the signature is put, whereas the space for the amount 

is left blank to be filled in by the drawee. Such cheques are usually handed over in 

romances or films! Nobody ordinarily signs a blank cheque. 
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Advantages of Cheques: 

The cheque has economized the use of money. No cash need be paid. Moreover, its great 

convenience lies in that the payment can be exact to a paisa. There is no fear of loss when 

the cheque is crossed. Thus it is safe method of payment, besides being convenient. Again, 

the counterfoil of the cheque serves as a receipt and, therefore, ensures honesty. 

The account of the transaction is with the bank and can be called for evidence, if needed. 

But it requires confidence in the drawer as well as the bank for acceptance. Since cheques 

are not legal tender, their acceptance is not compulsory. 

Bank Drafts: 

A cheque can also be used to remit funds to another place. But as the account is held in a 

different place, from where the cheque is presented, the latter branch of the bank normally 

gets in touch with the former before making the payment. To avoid this botheration, a 

banker’s draft is used. 

A bank draft is a cheque drawn by a bank on its own branch or on another bank requiring 

the latter to pay a specified amount to the person named in it or to the order thereof. The 

cheapest method of sending money is through a bank draft. A bank does not usually charge 

more than 10 P. per hundred rupees if the amount to be sent is not less than a thousand 

rupees, and if it has a branch at the place of payment. 
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Clearing House: 

One great advantage that follows from the use of cheques is that we do not have to carry a 

pocketful of notes or coins for our purchases. In countries, where people have developed 

the banking habit, rarely is a purchase paid for in cash, unless it is a very small sum. The 

people who are paid in cheques do not get them cashed but just pay them into their 

accounts at their bank. Thus, if both the persons have a common bank, a mere change in 

their bank balances completes the transaction. 

When there are several banks in a locality and the two persons have accounts with 

different banks, the process is not so simple. Every bank receives during the course of the 

day cheques on other banks in favour of its customers. To send cash back and forth from 

one bank to another every day would be very troublesome. To avoid this trouble, the device 

of a Clearing House is used. 

The representatives of the local banks meet at a fixed place after the working hours and 

balance their claims against one another. When simple book entries have cancelled most of 

the obligations, a small balance may be claimed by one bank from the other. 

This is usually settled through a cheque on the Central bank (the Reserve Bank of India or 

the State Bank of India) with which all commercial banks have to keep accounts. There are 

Clearing Houses in important cities in India, the most important being those in Bomaby, 

Calcutta and Delhi. 

Advantages of Credit: 

The services rendered by credit to society are undoubtedly very great. 

The following benefits of credit may be mentioned: 

(i) Credit instruments replace metallic money to some extent. This means a great economy. 

Expenditure is avoided on precious metals for monetary purposes. Also, there is no loss 

arising from wear and tear of coins. 

(ii) Trade and industry are financed mostly by the aid of credit. No industrial or commercial 

progress would be possible if the business were to be conducted strictly on a cash basis. In 

the absence of credit, trade would be on a very restricted scale. 

https://www.facebook.com/BankPoClerk/?ref=aymt_homepage_panel
https://www.facebook.com/groups/2148759855448538/?source_id=117234085093214
https://t.me/joinchat/J8jQkg8azrnOjC1LiWFvJg
file:///F:/Ambitious%20Baba/One%20liner/January%202019/t.me/ambitiousbaba


 

Facebook Page                     Facebook Group                    Telegram Group                    Telegram Channel 

  

AMBITIOUSBABA.COM | MAIL US AT 

CONTACT@AMBITIOUSBABA.COM 
92 

 

 

(iii) Credit makes capital more productive. It is through credit that capital is transferred 

from persons who cannot use it themselves to persons who are in a position to do so. 

Without credit facilities, a good deal of capital would have remained unused. 

(iv) Credit enables banks to lend far beyond their cash reserves. Thus they are able to make 

profits for themselves besides helping trade and industry. The banks can in this way ‘create 

money’. 

(v) Credit instruments like bills of exchange facilitate payments not only between people 

living in the same country, but also between people belonging to different countries. This 

facilitates and extends international trade. 

(vi) Men of enterprise and business ability are enabled by credit to launch business 

undertakings, even though their own financial resources may be meagre. In this way, credit 

helps the development of trade and industry in the country. Without its aid, a good deal of 

business talent would have been wasted. 

Abuses of Credit: 

Credit is a very delicate instrument, and, as such, it has to be handled with utmost care. 

Unless the use of credit is kept within sensible limits, it is/likely to prove very dangerous. 

The following possible evils-of credit’ may be mentioned: 

(i) Reckless borrowing ruins both the borrower and the lender. A spirit of gambling is 

introduced in business. This is against the spiritual healthy trade. 

(ii) By making it easy for a person to get funds, credit may encourage extravagance and 

waste. People start living beyond their means. This is indeed a very bad habit. 

(iii) If the banks create credit beyond proper limits, it may encourage speculation. Over-

speculation may endanger the economic stability of the country. It stands in the way of 

healthy development of trade and industry. 
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(iv) Free use of credit by the manufacturers may lead to over-production, causing 

depression in the industry. Depression brings business to a standstill. It causes 

unemployment and brings misery to the workers. 

(v) Unsound businesses are kept alive by the artificial aid of credit. It is in the interest of 

the community that such weak links should be removed. Credit may only conceal the 

financial weakness of a concern. 

(vi) Credit encourages the formation of monopolies by placing large funds at the disposal of 

a few individuals or corporations. Monopolies exploit consumers and indulge in so many 

other anti-social practices. 

 

Maturity, Discounting, Due Date and Endorsement of Bills 

In the business world, bills of exchange are an important tool to facilitate transactions and 

deals. It is hence important to learn about them and their terms. Let us learn about 

Maturity, Discounting, Due Date and Endorsement of Bills. 

Bill of Exchange 

Transactions are the cornerstone of the business. They occur on a daily basis in every 
business. As business is based upon transactions, they are either done in cash or credit. A cash 
transaction is an upfront and immediate. Whereas, credit transaction is done in the future. 

To support the assurance of payment in the future, the seller urges the buyer to sign an 
agreement known as Bill of Exchange. It is a legal writing written by one side (maker or 
drawer) ordering the other side (payer or drawee) to pay a certain amount within or on the 
decided date. 

As per the Negotiable Instruments Act 1881, a bill of exchange is an instrument in writing 
containing an unconditional order, signed by the maker, directing a certain person to pay a 
certain sum of money only to, or to the order of a certain person or to the bearer of the 
instrument. Further are the characteristics of the bill of exchange; 

• A bill of exchange is in writing. 
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• It is an order to make payment. 

• The order to make payment is unconditional. 

• The maker of the bill of exchange must sign it. 

• The payment to be made must be certain. 

• The date on which payment is made must also be certain. 

• The bill of exchange must be payable to a certain person. 

• The amount mentioned in the bill of exchange is payable either on demand or on the 
expiry of a fixed period of time. 

• It must be stamped as per the requirement of law. 

A bill of exchange is issued by the lender (creditor) upon his debtor (indebted person). It 
needs to be acknowledged by the drawee (debtor) or somebody on his behalf. It is only a draft 
until its acceptance is confirmed. 

 

Maturity of Bill and Due Date 
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Here we will learn about the maturity of the bill of exchange. In the commercial world 
maturity means ‘date when payment is due’. The date that comes after adding the 3 days of 
grace to the due date of the bill is known as ‘date of maturity’.   To understand the maturity of 
bill better, first, you need to under the concept of a due date. 

• Due date – It is a date on which the payment is expected/due. 

• Bill at Sight – Due date is the date on which a bill is presented for the payment. 

• Bill after Sight –Here, the due date is the date of acceptance plus terms of the bill. 
For example, if the bill is drawn on 1st March and it is accepted on 5th March. In that 
case, if the maturity of the bill is 1 month after sight. Then the due date would be 5th 
March + 1 month = 5th April. 

• Bill after Date – Here, the due date is the date of drawing plus the terms of the bill. 
For example, if the bill is drawn on 1st January and its maturity is 30 days after date 
then its due date would be 1st January + 30 days = 31st January. 

• Days of Grace – Drawee is given three extra days following the due date of the bill 
for making payment. These 3 days are known as ‘Days of Grace’. It is a custom to add 
the days of grace. For example, if the bill is drawn on 1st January and its maturity is 1 
month then the due date would be 1st January + 1 month + 3 days = 4th February. 

Discounting of Bill 

On the off chance that the holder of the bill needs money, then he can go to the bank for 
encashment of the bill before the due date. The bank will give money to the holder of the bill 
after cutting some interest. That interest deducted is called discounting. 

Endorsement of Bill 

Endorsement of the bill implies the procedure by which the maker or holder of bill transfers 
the title of the bill in assistance of his/her creditors. The individual transferring the title is 
called “Endorser” and the individual to whom the bill is exchanged called “Endorsee”. An 
endorsement is done by signing at the back of the bill. 

 

Journal Entry for Bills of Exchange 

Before we start with the Journal Entry for Bills of Exchange, let us understand first what a 

bill of exchange is. A bill of exchange is a negotiable instrument under the Negotiable 
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Instrument Act, 1881. It is an instrument in writing. It contains an unconditional order 

requiring a certain person to pay a certain sum of money on a stipulated date. There are 

three parties i.e. Drawer, Drawee, and Payee. 

Journal Entry for Bills of Exchange 

The drawer is the person who draws or makes the bill and sends it to the drawee or the 

payer for the acceptance. Once accepted, the bill becomes Bills Receivable for the drawer 
and Bills Payable for the drawee or payee. 

The drawer may endorse the bill to another person who becomes the holder of the bill. On 

the due date, the holder presents the bill to the drawee for payment. 

The payee is the person who eventually pays for the bill. Drawee will be the payee as well 

most of the time but sometimes a third party will pay the bill on behalf of the drawee then 
the third party will become the payee 

Treatment of Bills of Exchange 

The drawer can treat the bill in the following ways: 

1. Retain it till maturity 

2. Discount it with the bank 

3. Endorse it in favor of another person 

On the due date, there can be two situations: 

1. The bill is honored. 

2. The bill is dishonored. 
 

Journal Entry for Bills of Exchange 

Drawer’s Books 

Date Particulars 
 

Amount 
(Dr) 

Amount 
(Cr) 
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1. The issue of bill Bills Receivable A/c Dr.  xx 
 

 
To Drawee’s A/c 

  
 xx 

 
(Being bill was drawn and 

accepted)    

2. The Bill is retained 

until maturity 
No entry 

   

a. In case of honor Cash/Bank A/c Dr.  xx 
 

 
To Bills Receivable A/c 

  
 xx 

 

(Being bill retained till 

maturity and payment 
received) 

   

b. In case of dishonor Drawee’s A/c Dr.  xx 
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To Bills Receivable A/c 

  
 xx 

 
(Being bill retained till 
maturity and dishonored)    

3. The bill is 

discounted with the 
bank 

Bank A/c (amount 
actually received) 

Dr.  xx 
 

 
Discount A/c  (amount of 

discount) 
Dr.  xx 

 

 
To Bills Receivable A/c 

  
 xx 

 
(Being bill discounted 

with the bank)    

a. In the case of honor No entry 
   

b. In case of dishonor Drawee’s A/c Dr.  xx 
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To Bank A/c 

  
 xx 

 
(Being discounted bill 
dishonored)    

4. The bill is 

endorsed 

Creditor’s/ Endorsee’s 

A/c 
Dr.  xx 

 

 
To Bills Receivable A/c 

  
 xx 

 
(Being bill endorsed in 
favor of creditor)    

a. In case of honor No entry 
   

b. In case of dishonor Drawee’s A/c  Dr.  xx 
 

 
To Creditor’s/ Endorsee’s 
A/c   

 xx 

 (Being bill endorsed    
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dishonored) 

Drawee’s or the Payer’s Books 

Date Particulars 
 

Amount 
(Dr) 

Amount 
(Cr) 

1. The issue of bill Drawer’s A/c Dr.  xx 
 

 
To Bills Payable A/c 

  
 xx 

 

(Being bill was drawn 

and accepted)    

2. The Bill is retained 

until maturity 
No entry 

   

a. In case of honor Bills Payable A/c Dr.  xx 
 

 
To Cash/ Bank A/c 

  
 xx 
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(Being  payment made 
against the bill)    

b. In case of dishonor Bills Payable A/c Dr.  xx 
 

 
To Drawer’s A/c 

  
 xx 

 
(Being bill dishonored) 

   

3. The bill is discounted 

with the bank 
No entry 

   

 
Bills Payable A/c Dr.  xx 

 

 
To Cash/ Bank A/c 

  
 xx 

 
(Being  payment made 

against the bill)    

https://www.facebook.com/BankPoClerk/?ref=aymt_homepage_panel
https://www.facebook.com/groups/2148759855448538/?source_id=117234085093214
https://t.me/joinchat/J8jQkg8azrnOjC1LiWFvJg
file:///F:/Ambitious%20Baba/One%20liner/January%202019/t.me/ambitiousbaba
https://www.toppr.com/guides/accountancy/bill-of-exchange/bills-receivable-bills-payable-books-and-accommodation-bills/


 

Facebook Page                     Facebook Group                    Telegram Group                    Telegram Channel 

  

AMBITIOUSBABA.COM | MAIL US AT 

CONTACT@AMBITIOUSBABA.COM 
102 

 

 

a. In case of honor Bills Payable A/c Dr.  xx 
 

b. In case of dishonor To Drawer’s A/c 
  

 xx 

 
(Being bill dishonored) 

   

 
No entry 

   

4. The bill is endorsed Bills Payable A/c Dr.  xx 
 

 
To Cash/ Bank A/c 

  
 xx 

 
(Being  payment made 
against the bill)    

a. In case of honor Bills Payable A/c Dr.  xx 
 

b. In case of dishonor To Drawer’s A/c 
  

 xx 
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(Being bill dishonored) 

   

 Holder/endorsee’s Books 

Date Particulars   
Amount 

(Dr.) 
Amount 

(Cr.) 

1. Endorsed to 

a creditor 
Bills Receivable A/c Dr.  xx 

 

 
To Drawer’s / Debtor’s A/c 

  
 xx 

 
(Being endorsed bill received) 

   

a. In case of 

honor 
Cash/ Bank A/c Dr.  xx 

 

 
To Bills Receivable A/c 

  
 xx 

 
(Being  payment received against 
the bill)    
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b. In case of 
dishonor 

Drawer’s A/c Dr.  xx 
 

 
To Bills Receivable A/c 

  
 xx 

 
(Being bill dishonored) 

   

The drawer may feel that the drawee may dishonor the bill. In this case, he can give it to the 
Notary Public. Notary Public presents the bill to the Drawer for payment instead of the 
Drawer. If the bill is honored, they hand over the money to the Drawer. 

In case of dishonor, they note the reasons for dishonor and give the bill back to the drawer. 
They charge fees for this known as Noting charges. In case of dishonor, the person who is 
responsible for the dishonor bears the noting charges. 

Accommodation Bill of Exchange 

Definition and Explanation of Retiring a Bill: 

Generally a bill of exchange is drawn by a creditor on his debtor to settle a trade debt. A 
creditor is a person who has sold goods on credit basis and a debtor is a person who has 
purchased goods on credit basis. Thus, a bill which is drawn by a creditor and accepted by a 
debtor is known as a trade bill of exchange. 

On the other hand, a bill of exchange which is drawn to oblige a friend or to give him a 
temporary assistance or to provide him a loan or to accommodate one or more parties, is 
called an "accommodation bill of exchange". 

Such a bill is drawn and accepted without any sale and purchase of goods. As the bill is 
drawn to fulfill the temporary need of money so there is no question of retaining this bill by 
the drawer until the due date. The bill will be discounted and cash will be received 
immediately. The drawer before maturity date is required to provide the acceptor with 
funds so that he may need his acceptance on the due date. 
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Example: 

For example, let us suppose A is in need of money, he approaches his friend B and asks him 
to give him a loan for $5,000. B also shows his inability but agrees that he will accept a bill 
of exchange. A draws a bill on B which he accepts at three months. A discounts the bill with 
his bank and gets the money. After three months but before the due date, A sends $5,000 to 
B in order to meet his acceptance. B receives amount and pays his acceptance. 

Difference Between the Trade and Accommodation Bills. 

Following is the difference between the trade and accommodation bills: 

1. These bills are drawn by creditors and 

accepted by debtors. 

1. These are not drawn by creditors. 

2. These are drawn against proper 
consideration. 

2. These are drawn without any consideration. 

3. Trade bill is a proof of debts. 3. An accommodation bill is not a proof of 
debts. 

The accounting treatment of accommodation bills are similar to that of trade bills. An 
accommodation bill can be drawn in three different ways: 

1. Bill is drawn for the accommodation of drawer only. 
2. It can be drawn for the benefit of both the parties. 
3. Mutual accommodation, when bills are drawn on each other. 

Methods of Dealing with Accommodation Bill: 

There are three common methods of dealing with accommodation Bills and they are: 

(a) When one party accepts a Bill to accommodate the drawer only: 

When a party, who is in urgent need of cash, approaches a business friend to raise funds 

through a bill of exchange. In such situation, the party, who needs cash, draws a Bill which 

is accepted by his friend, without any valuable consideration. The drawer can discount the 

Bill with a bank and the proceeds are used by him alone. At the time of maturity, the 

drawer pays the amount to the Acceptor, who honours the Bill. 
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Illustration 1: 

Mr. A accepted a bill for Rs 20,000 drawn by B to enable the latter to raise funds at three 

months on 1st October 2004. The bill was duly discounted by B at their Bank at 6% per 

annum. On the due date B remitted the amount to the acceptor and the Bill was duly met. 

Pass journal entries in the books of both the parties. 

 

Discount: 20,000 x 6/100 x 3/12 = Rs 300 

(b) Where a Bill is drawn for mutual benefit of both the parties: 

Sometimes an accommodation Bill is drawn and accepted for mutual benefit of the Drawer 

and Drawee. The Drawer draws a Bill and Drawee accepts it. The same Bill is discounted by 

the Drawer and an agreed portion of the proceeds is remitted to the Acceptor. 

The discounting charge is also shared by both the parties in the same proportion in which 

the collection proceeds of the Bill were shared. Before the due date, the Drawer pays his 

share to the Acceptor, who meets the Bill by adding his share of money. 
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Illustration 2: 

Mr. Ram draws a Bill for Rs 15,000 on Mr. Gopal on 1st January payable three months after 

the date at Canada Bank, Ernakulum. The Bill after acceptance is discounted by Ram at 6% 

p.a. and he remits 1/3 of the proceeds to Gopal. On the due date, Ram sends the necessary 

amount to Gopal who meets the Bill. 

Record these transactions in the journal of both the parties. 

 

(c) Where the two parties, each drawing a Bill: 

There are two parties to a Bill-the Drawer and the Drawee. Both these parties draw each a 

Bill of equal amount or different amount on the other. Both the parties are in need of 

money. For instance, Mr. A draws a Bill on Mr. B for Rs 1,000 and Mr. B draws a Bill on Mr. 
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A for Rs 1,000. Both A and B discount their Bills with a Bank to meet their financial needs. 

They bear charges of their respective Bills. Both the parties honour their acceptances on 

the due date. 

Illustration 3: (Two Bills of equal value) 

Mr. A drew a Bill on B on November 1st, 2004 for an amount Rs 4,000 payable three 

months after that date. On the very same date Mr. A accepted a Bill for Rs 4,000 drawn by B 

for a period of three months. Both the parties discounted their Bills at 12% p.a. On the due 

date both the Bills were honoured. Make journal entries in the books of both the parties. 

 

Dishonour of Accommodation Bills: 

Illustration 4: 
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Balan draws a three months bill on Sekhar for Rs 4,000 on April 2004. Sekhar accepts the 

Bill and sends it to Balan, who gets it discounted with his bank for Rs 3,940. Balan 

immediately remits Rs 985 to Sekhar On the due date, Balan being unable to remit the 

amount due, accepts a Bill for Rs 4,500 for three months which , discounted by Sekhar for 

Rs 4,440. Sekhar sends Rs 330 to Balan. Before the maturity of the second bill Balan 

becomes insolvent and his estates paying 40 paise in the rupee. 

Give journal entries in the books of Balan and Sekhar. Also, show the ledger accounts. 

(B.Com., Madurai) 

 
 

 

https://www.facebook.com/BankPoClerk/?ref=aymt_homepage_panel
https://www.facebook.com/groups/2148759855448538/?source_id=117234085093214
https://t.me/joinchat/J8jQkg8azrnOjC1LiWFvJg
file:///F:/Ambitious%20Baba/One%20liner/January%202019/t.me/ambitiousbaba
http://cdn.yourarticlelibrary.com/wp-content/uploads/2015/04/clip_image01214.jpg


 

Facebook Page                     Facebook Group                    Telegram Group                    Telegram Channel 

  

AMBITIOUSBABA.COM | MAIL US AT 

CONTACT@AMBITIOUSBABA.COM 
110 

 

 

  

 

 

 

  

https://www.facebook.com/BankPoClerk/?ref=aymt_homepage_panel
https://www.facebook.com/groups/2148759855448538/?source_id=117234085093214
https://t.me/joinchat/J8jQkg8azrnOjC1LiWFvJg
file:///F:/Ambitious%20Baba/One%20liner/January%202019/t.me/ambitiousbaba
https://test.ambitiousbaba.com/landing/Test-Series/43/Principle%20and%20Practices%20of%20Banking%20(JAIIB)%20Paper-1%20Online%20Test%20Series
https://test.ambitiousbaba.com/landing/Test-Series/45/Combo%20Paper-1%20+%20Paper-2%20+%20Paper-3%20(JAIIB)%20Online%20Test%20Series
https://test.ambitiousbaba.com/landing/Test-Series/44/Accounting%20&%20Financial%20for%20Bankers%20(JAIIB)%20Paper-2%20Online%20Test%20Series
https://test.ambitiousbaba.com/landing/Test-Series/46/Legal%20and%20Regulatory%20Aspects%20of%20Banking%20(JAIIB)%20Paper-3%20Online%20Test%20Series


 

Facebook Page                     Facebook Group                    Telegram Group                    Telegram Channel 

  

AMBITIOUSBABA.COM | MAIL US AT 

CONTACT@AMBITIOUSBABA.COM 
111 

 

 

 

https://www.facebook.com/BankPoClerk/?ref=aymt_homepage_panel
https://www.facebook.com/groups/2148759855448538/?source_id=117234085093214
https://t.me/joinchat/J8jQkg8azrnOjC1LiWFvJg
file:///F:/Ambitious%20Baba/One%20liner/January%202019/t.me/ambitiousbaba
http://cdn.yourarticlelibrary.com/wp-content/uploads/2015/04/clip_image0147.jpg


 

Facebook Page                     Facebook Group                    Telegram Group                    Telegram Channel 

  

AMBITIOUSBABA.COM | MAIL US AT 

CONTACT@AMBITIOUSBABA.COM 
112 

 

 

Illustration 5: 
 

On 1st January 2004, A draws a Bill on B at four months for Rs 1,000 and B draws on A for 

similar amount and term. Both the Bills are accepted and discounted at 6% p a. A meets his 

own acceptance at maturity, but B’s acceptance is dishonoured. B then accepts a new Bill at 

three months for the amount due by him plus interest at 8% p.a. which is duly met at 

maturity. Journalise the above transactions in the books of A and B. (B.Com. Madurai) 
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Illustration 6: 

X draws a Bill for Rs 1,500 and Y accepts the same for the mutual accommodation of both of 

them to the extent of X-2/3 andY-1/3. X discounts the same for Rs 1,410 and remits 

1/3rdofthe proceeds to Y. Before the due date, Y draws another Bill for Rs 2,100 on X, in 

order to provide funds to meet the first Bill. 
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The second Bill is discounted for Rs 2,040 with the help of which the first Bill is met and Rs 

360 is remitted to X. Before the due date of the second Bill X becomes insolvent and Y 

receives a dividend of 50 paise in the Rupee in full satisfaction. Pass necessary entries in 

the books of X and Y. (B.Com. Madurai, Delhi) 
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Illustration 7: 
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Latika for mutual accommodation draws a Bill for Rs 3,000 on Sumita. Latika discounted 

the Bill for Rs 2,925 and remits Rs 975 to Sumita. On the due date Latika is unable to remit 

her dues to Sumita to enable her to meet the Bill. She, however, accepts a Bill for Rs 3,750 

which Sumita discounts for Rs 3,525. Sumita sends Rs 175 to Latika. Latika becomes 

insolvent and a dividend of 80 paise in the rupee is received from her estate. Pass journal 

entries and show the accounts of Sumita in the books of Latika. (ICWA Inter) 
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