"~ (ACCOUNTING: ABUSINESSLM gt

g ( Accountmg is a_language, a system that communicates informati LnJIt is often referred to as the g
!-language of the business, although it is just as important in the operatlon of government agencies, clubs
i colleges and other kinds of organisations. ;
5 - You probably have some idea already of what the term aecountmg means. It is ﬁ'equently used | in "

every day conversation to mean "answermg for responsibility." Managers of business concerns are
~_answerable to owners, creditors, labour unions and Government agencies _etc. Managers of govemment |
_ units are answerable to chief executives, boards, taxpayers and others, In fact, accounting was developed by -

. people, who were seeking better ways to gather and report useful information about organisations.

- Some type of orderly system is needed to account for an organisation of any size and complexity.

. An a¢counting system is used to collect, process and report needed data about a busmess, government unit,
or other type of association. Information is usually collected, processed and reported in financial terns,
which simply means that 'money’ is the basis of measurement. |

. Many authors have defined the term "Accounting” in different ways There is difference of opmlon.
. among the authors as to its precise definition as the term accountmg is so broad that 1t is dlfﬁcult to givé a
precise definition. However, several p0551b1e definitions are given below:

1 L/l | ‘*The act of collecting, pro cessmg, reportmg, analyzmg, mterpretmg “and projecting ﬁnanclal‘

_ information"; .".. - Fa

2. 'I'lﬁs’yéﬁhf prowdmg qua.ntlf ed mformatlon about an orgamsatlon to people who need such

- information." |

-3, - "The process of identifying, measurmg, and commumeatmg economic mformatmn to pemut

- informed Judgments and decisions by users of the information."

" Of all the definitions available the most acoepted is the one glven by the American Instltute of
Certified Public Accountants Committee on Terminology According to it.- - - ;

: "Aceountmg is the art of recording, classifying and summarising. in a significant manner and i
terms of money, transactions and events, which are, in part at least, of a ﬁnanelal character, and interpreting
the result thereof". An analysis of the definition will enablé us to have a thorough ldea ot' the functions of

accountmg The salient features of the deﬁmtlon are:
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CONNECTED WITH A MONETARY EVENT OR TRANSACTION:

1 -
i : . . ction must
Accounting must be in relation to a monetary event or transaction and the event or t:a::a ot
be measurable in terms of money. In other words, no accounting is possible for an even intransa p—
which is not measurable in terms of money, e.g. passing an examination, delivering lecture )

. . : ney, there
winning a game etc. These are events no doubt, but since these are not measurable in terms of money,
is no question of theijr accounting,

- 3
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- In order to assertion the
] to it are analysed and interpreted,

All the above functions are performed on the basis of certain well-defined and well-coordinated

‘| rules and principles. An'accountant must be famili
| will study all these rules and principles,

" Book-Keeping: - _ : P-‘m"-‘"”
: ZBoo‘k-kee ing i
| manne? e,books of a

' accurate result in the lea

e i
e L

transactions in the books of account in a pro er

st possible time with minimum labour and cost. i
Many authors have defined the terms

'Book-keeping' in differen_t- ways;
1.

"Book-keeping - means the recoi'ding of transactions, 0 _ ¢ 0
- - Accounting ( it is only a small part’of the field of Accounting and probably the simplest
pm_"-Mwigs,_ : - Lo s ot
. "Book-keeping is the recording branch of Accounting," -- Encyclopaedia Britannica.. .
3. "Book-keeping is the - art of recording in books- of accounts
commercial or financial transactions.” Northcot. . . .

-/ %(OOK-KEEPING VERSUS ACCOUNTING
| A great deal of efforts goes into gathering and proce
fcts end up in an accounting report, Much of the work re

» €.g. classification; summarisation and
d to recording aspect of Accounting -
different phases of the main subject
. . is the final stage, that is why, it is said
B I N T

g S ey SO
g derthle el WS-
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2. TRANSACTIONS ARE-PROCESSED IN THREE DIFFERENT STAGES:

(@)  Recording: ' T L Y - |

‘ In the first stage the transactions are recorded chronologically in the books of accounts.l

Classifying: ; _ o . . ,

In the second stage the transactions of the same or similar nature are classified and recorded
. separately. . . - . .
4 () - Summarising; . . . . : o
,‘ ~ In the third stage all the necessary data and information are summarised on the basis of classified
| record of transactions and communicated to management and other interested persons.
(@ Interpretation; ' '

true position of a concern all the accounting dataﬁnd information relating

ccounts are recorded in such a way as will enable us to ascertain the complete and “

the record__ﬂ making phase of

the monetary -aspect ‘of *

i



_ : o oy |
6 - _ S

" financial information. Accountants are responsible for designing the systems within which Book-k,

other complex accounting activities. K -

hi: far extensive; i.e. the scope of accountancy is far wide and extensive pc).mpared'tp Account.ing. It co
. entire body of theory and practice, e.g. Book-keeping, Accounting, costing, auditing, Taxation etc,

..
= gt

(such as owners; management, creditors, taxation authorities etc.) the various branches of accouating haye

. -come into existence: . o o R T, Z .
" U» FINANCIALACCOUNTING: fifsice] [l Lotmmsanlin -

- business operations during a particular period of time and to state the financial position of the business ona-
. particular point of time. Financial accounting produces general purpose reports for use by.the great variety-

-2, COSTACCOUNTING: - L P
 the business. It also hel

'3, " MANAGERIAL ACCOUNTING: ' jjg"”‘” eof s

 Financial accounting is the oldest and the other branches have developed from it. The objects of fina"*"

- set of principles.

: . ok-Keeping ends with the req. o i
that Accounting starts where Book-Keeping ends. '_I‘he function otfifgois to classify the recorded trailos " ot ;
transactions in the books of account. But the function of Accouncessary . formation to the mingg, il
summarise them, interpret them and collect and _co_rmnumc:dte ne the basis of this information entartqf&
other interested persons. Management performs its function or’}‘hus we may say that the ﬂlﬂCti’on'g' la!fln
down rules and regulations, taking so many Yltal decisions etc. 11 e oncemned with Ol‘ganisat-of Oolé.'i
Keeping is primarily of clerical nature, whiie that of .Accountmg . _ mnal’and‘é
administrative matters ( it is more important and responsible. |

Apparently, the functions of Book-Keeping seem to be less important than Accouming, buf A

necessity can hardly be denied. Just an artic'le. cannot be produtgrecrin \Sﬂi?f{er:;‘ifngierai.al, ,SiInil arllT;
accounting function cannot be done without ob:iammg ;_le_:es§ﬁry lc:zt; ; cc)lefective. Similarly ngx,e :f tl}:ereia"
any defect in raw material the article produced out of it will aiso be | ) e by oL
err);r zr mistake in Book-Keeping, the accounting job will also be wrong all{ld C:zztﬁeiftlpmalous slmaﬁ?ny .
Thus we can conclude that Book-Keepers perform the routine, repetitive tasks ot ting ang pr°°éSsing'
rdi X 1 *pe
work; supervising the day-to-day work of book-keepers; recording unusua.l ar(lid Cl?fmpqu transactj, i
preparing, analysing and interpreting accounting reports; auditing thp Irecords, an pe onnmg a Variety 0%

ACCOUNTING VERSUS ACCOUNTANCY Y

. The two Words "Accounting" and "Accountancy” are ofte.l'l used to mean the san:f; thing, By ity

not correct. Accountancy is the main subject(Accounting is one of its branches. The word "Accoyp, oy i
Vers the

-~ BRANCHES OF ACCOUNTING -

it In‘order to meet the ever increasing demands made on accounting by different interesteq Parties

r-;-_; '4_—-'- R . ' . “‘—-5-_.—- N : . :
The main purpose of financial accounting is to ascertain the true result:(profit or loss) of the,

of people who are interésted in the - organisation. but who are not actively. engaged in its day-to-day
operation. - - - - .’ Lo B T . oy : e Dl A

-

. "The main object of cost accounting is to détermine the cost of goods manufactured or produced by’

ps the management of the business in controlling the costs by indicating avoidzble
losses and wastes. - T L et N DR -8

" Tﬁ;e object of this accounting is to .66MUﬂiCa,t€;lt,ﬁé"lféle;var-lt information periodically 10 lhe
management of the business to enable it to take suitable decisions. " s B

© It should be remembered that ‘in this book, we are concern ed only with financial accoun®
accounting can only be achieved by recording business transactions in a sys*zatic manner _z:cgordmgltf’.l'

o T
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R
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INTRODUCTION

- OBJECTS OF ACCOUNTING | |

1. Financial information is necessary in order to run a business in an efficient manner. »Rg»hable
- . information will be available only through keeping proper books of accounts. :

’ 2. Proper accounting is essential, if money is 10 be borrowed for the purpose of business. The lender

i - \ . Information
will only agree to lend money when he is satisfied as to the solvency of the borrower

E available from books of accounts is the means of measuring such solvency.

' i ' ' o ounts are

3. Cash in hand can be verified and any defalcation can be detected, if proper books of accou
; * maintained. . , | : | i
| 4, Payment of sales tax and income tax is only possible if books of accounts are maintgmet_i-
| : , : : |
| 5. In case of any dispute, books of accounts can be produced in the court of law as a dogun-lental'y
= evidence, ¥ . | y ot A

6., Government fixes up fair prices; formulates industral policy, prepares economic plans, decides

import-export quotas and does many other functions on the basis of accounting information.
available from books of accounts; ‘ _

o i e A A S A S Lk skt iiac”
e R e e N I e i e R i e

IMPORTANT ACCOUNTING TERMS AND CONCEPTS
1. BUSINESS ENTITY: | - - S

Profit making organisations are known as businesses. There are three main types of busmess.es;
| those selling services (such as dry cleaners, Motor workshops, Beauty salons, airlines etc.);_those’selhpg
| goods (such as food sellers, automobile dealers etc.); those manufacturing goods (such as automobile
| manufacturers, fans industries, sugar mills etc.). S - I |
B A business entity is an economic unit which- enters into business transactions tl.lat must be
| recorded, summarised and reported. The entity (organisation) is regarded as separate from its owner or
owns its own property and has its own debts. The purpose of accounting is to provide

C:

A i

L

‘' owners; the entity
~ useful information about an organisation (an entity) to people who need such information but not about the -
. personal affairs of the owner or owners. So it should be remembered that accounting is done for business
= activities (what is happening in the business organisation) and it is not concerned with the personal or
| private matters of the owner. For example, the owner purchases furniture for business use(this is a business -
| activity and it should be recorded in books of accounts, But if he purchases furniture for his domestig use, it
| will not be considered as a business ‘activity and will not be recorded in books of accounts, In the same
| way, the owner may have a personal bank account, a car, a house, and other property, but since these things
¢ | are not a part of the business, they are not included in the record of the business unit. So, each organisation

.| for which accounting is done is an independent entity, separate from its owners, managers, customers,
| creditors, and all other persons and entities with which itdeals. *~ : .o

- FORMS OF BUSINESS ORGANISATION

-Thelre are 'thr;aeil'na;iiil formE of busingss Qfganisation;. ' e

.:(1;)I -.,‘{':..é_i.i'i'gll_e_p-rsole_prop"ri‘et-oré‘hip:“ ) | . - e o R4
L The simplest form of business organisation "to organise and -operate” is.a single of sole
B shops, service stations etc. The owner is the only one in control and makes all management decisions,

 Pudgrre CPee

j oot e
| Sebenali ey cowd AT

| Proprietorship. ‘This is the ‘most common form of ownership and is found in business such. as small retail L

Scanned with CamScanner

Scanned with CamScanner



. : ' Accoy ‘
8 : : . "fnh 3
Partnership: \I

(b) ' | , %
| In a partnership, ownership is divided between two_or more _persolilis ‘:homi%l:rzht.o Sha{e el
property and skills to start and operate a business, Like the single proprietorship, a p Ip bus,nes”lr
simple to organise. : ' ! y
(¢  Joint Stock Company: ' ‘, . 4
A joint stock company is formed under the Companies Ordinance, 1984 and :_8; the lega| Tight o :

act as a person. It may be owned by many people. A company has its own name, in which it can byy v

and sell property; make contracts; borrow money; and take court action. The persons who haye Mags |
investment in the company are known as shareholders, :

2, GOODS OR MARCHANDISE

In accounting the word "Goods" has 4 special meaning. It refers to something which has begy
purchased by a trader for resale purposes or anything which has been manufactured for sel"lmg PUposes, |
For example, if a trader purchases furniture for use in the business, it will not be regard_efz as "goods", byt j¢ |
it is purchased for resale, it will be regarded as "goods". The same article may be "goods" for one trader
may not be so to another trader. For example, furniture is not "goods" for a book seller; but it wj]| be.
regarded as "goods" to a furniture -dealer. . ' - ' -

Thus,  cloth will be "goods" to a cloth dealer .
Watches will be "goods" to a Watch dealer |
Books will be "goods" to a Book - Sélier
Stationery will be "éoogls" toa Stationery dealer. SN
 But watches, B@oks or stationery will not be considered as "goods" to a cloth déalgr.- |
‘3. PURCHASES: BT ' | |

: t‘/ ~In accounting language the word "Purchases" has-a special meaning. When saleable goods are
- bought in a business, it is said that "purchases" have been made. For example, to a cloth dealer, whenever
- cloth is purchased, it will not be necessary to mention that cloth has been purchased ( simply it will be said.
that purchases have been made. On the other hand, if stationery is purchased, then it will be essential to " :
mention that stationery has been purchased. ; ‘ 3 A . L

o4 CASH PURCHASES: B R C R

6. o If goods are purchased from a supplier and payment is.made to him at the same time, ‘such .

Fi. .. purchases are known as "Cash Purchases". For example, Mr. X purchased goods from a seller, Mr. Y, for
ELal Rs. 5000 on Ist January, 2017, and payment is made to the seller (Mr. Y) at the same date (1.1.2017), it will |

. - be.a case of cash purchases, I R - - " B

b5 CREDIT PURCHASES OR "PURCHASES ON ACCOUNT: T
-7 “T"When goods are purchased from a seller and payment is. not made to him at the same time, rther . |

o —tiie-pjayine_gt_'isjaqa'nged‘to bé made at some future date, such purchases are known as "credit purchases" or
- "Purchases on account”. For example, Mr, A purchased goods from "Mr. B for. Rs. 5000 on Ist January,
‘. . 2017 and Mr. A agreed to make the payment of goods on 15th January, 2017 (payment has not been made

b on 1.1.2017), it will be a'case of credit purchases. On 15th January Mr. A will pay Rs, 5000 to Mr. B.

W
-

5
]

1
i
£
i

SRR S

6. PURCHASES RETURNS OR RETURNS OUTWARDS:

. :Goods once purchased may subsequently be sent back to the seller for ccitain reasons, i.e. goods

notaccordmg to specification, damiaged or below standard. Su  eturn of goods to the seller

-

Scanned with CamScanner

Scanned with CamScanner



btimes  fas Seferaéc

enlil /7 ' 3
2
| is known as "Purchases repypmsn

or "Returns to suppliers”, For example, we P“fCI_‘aSEd iiogml;af (l,°,:§it§
(goods) from Lahore Electropics for Rs. 15000. On receiving the delivery of goods, it is foun il be a case
. sets are of inferjor quality. The return of these 10 radio sets to the seller (Lahore‘Electromcs) wi
: of purchases returns, : Mo ‘ -

7. PURCHASES DISCOUNT AN
“‘*——E—\

: The Concession given by the
| discount” to the buyer and "Sajes disco

| 4y Akowances,
| '/ >Sometimes, the customers
L selle may agree.to reducg the pric
¢ Such reduction in price is known a
' 9.  SALES:

| INTRODUCTION

D SALES DISCOUNT:

: : : . 'as "Purchases
supplier to the buyer on purchases of goods is known as "Purc
unt” to the seller (supplier).

_ S _ 55, the
(buyers) find that goods purchased have minor defects, tha:hcw:,’ods
€ of damaged or defective goods to induce the buyer to k;:ep the g ller :
s "Purchases allowance" to thé'buyer and "Sales allowance" to Ev seller.

“"We know that 800ds are purchased for selling purposes. When these goods are sold to customers at
| specific price, it is said that sales have bep . '

N made. For example, we purchased goods worth Rs. 5000 l(loll:r :
" sold at a price of Rs. 6000 ~- in accounting language it wi e
6000. So goods sold are called "Sales".

. purchases). Suppose, these goods have bee
| said that sales have been made at Rs,

| 10.  CASH SALES:

3 “If'goods are sold to cus
| the time of sale of goods,

| Mr. A for Rs. 2000 on 10
| of cash sales.

| 1. CREDIT SALES:

Tf goods are sold to a customer and he-does not pay the price of goods at the same time but agrees
| to make payment on some future date,

the sales are called "credit sales" or "Sales on account." For example,
- we sold goods to Mr. X for Rs. 300

X 0 on,15th January, 2017 and.he agreed to make payment on 31st
| January, 2017, it will be a case of credit sales or sales on account, - - S

122 SALES RETURNS OR RETURNS INWARDS:

: fa customer to whom goods have been sold ﬁhds that
| low standard or not according to specification, he may return the
| return of goods is known as "Sales returns" or "Re

{13  TRADE DISCOUNT:

fomers at a specific price and price of the goods is received from them at
such sales are known ag "Cash sales". For example, we sold goods to a customer,
th January,"zo!7 and received the cash from him on the same date, it w1!l be a case

the goods are defective, unsatisfactory,
se goods to the seller. To the seller, such .
turns Inwards" or "Retumslﬁom customers, '

| of the goods is Rs, 30000, .and the wholesaler allows a'
{ rtailer, It means the net price of the goods is 27000 (300
0 sell goods at the listed price; and the customer can be s
B oted that both the buyer and seller will Tecord Rs,
| ther words trade discount is nof recorded in bo

'Wholesaler at.the time of selling goods to retailer asa deduction from the listed pri
i alled Trade Discount, - iy R R D '
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15, CREDITORS OR ACCOUNTS PAYABLE: _

. “Cash Djscount”.

i e 1'7."%50APITAL OR OWNER'S EQUITY: : o rvoe
Lesiai, “To understand this term, recall that business is an entity (organisation) separate from its owner or |
1" .. owners. Equities mean the sources of funds provided to start or to operate a business entity. Now the
. .question is: who provides funds to a business unit. Mainly there'are two sources of funds: .

s e 1o s N A TR

" ‘When goods are sold to the customers on credit basis (credit
come into existence. Debtors are the persons or customers to whom
and from whom the business is to receive money in near future. The
as "Accounts Receivable". For example, we sold goods to A for Rs. 3000, to B for Rs. 2000 ang

customers, A, B and C are our debtors or accounts receivable. : W
) —

When goods are purchased from the suppliers (sellers hared ' i
existence. Creditors are the persons or suppliers from whom goods have been purchased on credit basis g
to whom the money is to be paid in near future. The accounts of such personis (suppliers) are knowy, ,

accounts payable". Accounts payable means, the amount which a business expects to pay to it§ Suppliers f?} 13

goods purchased or services received from them on credit basis.

The person or business who will receive the money - Creditor.

The person or business who will pay the money -- Debtor.
16, GASH DISCOUNT: S oo ;
' It is a deduction or allowance given by a creditor to a debtor if the amount due is pajq by'th‘e‘

debtor before the due date, or it is a reduction in price (usually 2% or less) C_’ﬁ'?,fed by H_lamlfacmers &
" wholesalers (creditors) to encourage customers (debtors) to pay their debts w1th.ln a specified discounteq |
‘period. For example, X sold goods to Y (a customer) for Rs. 1000 on credit basis. It means, X s ¢regy,. .

and Y is debtor. X offers an allowance of 2% to Y, if he will pay his debts within 15 days. It means, ify

_ pays his debts within 15 days, then he will pay only Rs. 980 (1000 - 20) to X. Such a discount is known g |-

RSt (a)‘-- .Funds supplied by the owne;/owners.' .
5 ® & - Funds supp]iéd by the external parties like bank etc.

*

v :..'uijit'ishjo“m.as "capital" or owner's equity. -

5 'CCapita_l is the money or moneys worth borrowed by a business unit from its owmer or ;
" OWNETS. - o : - PRI
.. It is the claim or right of the owner/owners against the assets (properties etc. possessedty |

* business) of the business. .
T e R o

It is the source of funds provided by the owner/owners of the business. =~
. Itis a part of the total equity which is supplied by the owner/owners.

10 ' - B . 2 £ Accoy, ﬁ
: DV Nh"!
14. DEBTORS OR ACCOUNTS RECEIVABLE: - b m !

sales are made to customers) de : i
goods have been sold on ¢reg;, to,‘
accounts of such customers ape g

W |
. ' " C G o
Rs. 4000 on credit basis. The amount receivable from them (A, B and C) 18 known as ' Pebts and th thf:: 3

) on credit basis, creditors cope ', |-

"/ 'So, the amount of cash or goods invested_(sﬁpplied) by the owner/owners ina business |
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11

For example, Mr. X started a business with Rs, 100000, Out of Rs. 100000, Rs. 70000 have been
provided by the owner, X and Rs. 30,000 have been borrowed from a bank. Now, the equity (total funds) of
the business is Rs. 100000 but owner's equity (capital) of the business }; Rs. 70,000.

18./ASSETS: ; 0;"_»@-'5)

; Assets are thg economic resour;ées (having certain value) owned by a business on 2
and which are expected to benefit the future operation of the business' - :

—— .

INTRODUCTION

3
b
|

]

M
¢

]
i
N

particular date

L e r 4
.~ Or e

Assets are the properties and POSS&SS‘i(;ns of a business both tangible (have physical existence) and
intangible (have no physical existence). , , -
) § - ' ' ) " . .Or .. -, - - L . 2

* . Assets are the things having certain valye possessed by a business and receivable by a business on
a particular date. For example, .cash, furniture, building, land, machinery, stock of goods-, Debtors or

Accounts receivable, Bank balance, Goodwill etc. o i Had|(
. s ) e

! 19. - LABILITIES: b,
L Qiabili:ties are the debts or obligations of a business. /) _

Or : , :
4 " The outsider's {creditors etc.) claims against the éssets of the business are known as "Liabilities".
T ' i - i .« - ' S
| There are two main parties who have claims against the assets of a business; (a) Owners claim; (b)

outsider's claims against the assets of the business are known as "liabilities." -
: Liabilities mean the total amount which a business is legally bound to pay to the outsiders, e.g.
. creditors, Bills payable, Accounts payable, Bank loan etc. - TR

| 20, ACCOUNTINGPERIOD: =~ = = o

{ reports are prepared for one year but they may also be prepared for one month or for one quarter.
| 21, REVENUE: : TR |

| business, g ot
‘ , : Or ,
.- Itis the price of goods sold or services provided by a business to its customers.
R T ' Or by ' '

::_ Revenue is the _inflovir of assets (cash or debtors) in return for services ]ﬂ.erformeld or g‘b'ods
i delivered (sold) during an accounting period. _ . | | N
‘ ‘ Ny P e

| an accounting period. .

)

Outsiders' claims. The owner's claim against the assets of a business is known as owner's equity and

Itisa sphn of time for which a business generally prepares its financial statcments'(me statement
prepared to know. the profit or loss of a business and to know its financial position).- Mostly the financial

: ‘All business organisations are engaged in providing goods or services to their customers. The
{ amount which a business charges its. customers for these goods or services, measures thé revenue of the

It is inflow of cash and debtors (receivable) in exchange for goqas so.Ic'i. }-o'ris'ervices. rendered d“fing"

4
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. TYPES OF REVENUE: ‘
' 1. Sales: The total price of goods sold
2. Interest earned . :
3. 'Fees earned.
4, Rent earned
5. Commission earned

- transportation etc. All these costs are necessary to attract

. practices and as a guide for selection of conventions or procedures where alternatives exist. These’
- .. principles can be classified into two groups. ' v A b

i Accounting Concepts: | , | - :
o i The term ‘concepts’ includes those basic assumptions or conditions on which the science of -/
i accounting is basgd. The following are the important accounting concepts: ' ' 5

For example, we sold goods to a customer for Rs. 1000 and he paid cash to us Rs. 10qq,

revenue will be equal to inflow of cash Rs. 1000. But if the cu
remaining amounts he agreed to pay at some fiture date, again in
Rs. 1000 (inflow of cash Rs. 500 + Rs. 500 receivable).

22.  EXPENSES: o B VENI | | A

Expenses are the costs of the goods and services used up in the procéss of obtaining revenue,
: . ; . - Or . toa . 2 = .
Expenses are the cost of producing revenue in a particular accounting period.

- Or : R : O Tl

An expense is a sacrifice, or cost incurred to generate revenue. _ oh
For example, salaries for ‘employees, telephone charges, rent of the building, insurance and
and serve the customers and therebyto’ obtain :

" or "expired costs". - .

N

revenue. Expenses are sometimes also referred to as the "cost of doing business
_23. NET INCOME OR NET PROFIT: ‘ y

' "revenue" for a particular period of

~ Net income or net profit is simply the amount by which the
. time exceed the "expenses" incurred to generate them. - i
Net income ‘or net profit = Revenue- Expenses:

e

ACCOUNTING PRINCIPLES =~ IO
" It has already been stated in this chapter that Accounting is the language of business through
" which economic information is communicated to all the parties concerned. In order to make this language -

stomer has paid only Rs. 500 andn"f‘.:;‘ !
that case the revenue will be by t:

easily understandable all over the world, it is necessary to frame or make certain uniform 'standard_s which |

are acceptable universally. These standards are termed as “Accounting Principles”, "
Accounting principles may be defined as those rules of action or conduct which are adopted by the
accounts universally while recording accounting’ transactions. They are a body of doctrines commonly -

associated with the theory and procedures of accounting. They are serving as an explanation of current -

“:. - () Accounting concepts (i) Accouﬁting conventions.

@) _'_'Sébai'atq Entity Concept (i)  Going concern concept .
(i) - ) Mbnéy iﬁeAsurgrpent éoncept_ (iv) Cost concept “n
| HERRRRE () R Dual Asﬁécft,'qullcép_t:"-;; S (i) -Ac_couﬁting‘period concept
G b -(v'i;') 'Matching concept Sokid e (vil) _Realisatioh concept.

-

e sl o
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. INTRODUCTION .

' Accounting Conventions: o

- LN hile
y ' o . ‘e the accountant w
The term ‘conventions’ includes those customs or traditions which guide

: jons:
communicating the accounting information. The following are the important accounltmg convention
' Q)] Convention of conservatism (ii) Convention of full d{SC!ofure
g (i) - Convention of consistency . “(iv) © Convention of materiality- _
- - ACCOUNTING CONCEPTS | (0 e
2 8 i . Bupinetyy 1S e | :
g . Separate Entity Concept: £%! Cewnef ciated with these

Accounts are kept for entities, as distinguished from the persons who arehazzoevents affect the
. | entities. In recording events in accounting, the important question is: “How do 1 tZd with the entity is
*  entity?” How they affect the persons who own, operate, or otherwise are assocla
* . jmelevant. For example, when a person invests Rs.200,000 into business it w1 K
* has given that money to the business which will be shown as a ‘liability’ in the books
‘ case the owner withdraws Rs.30,000 from the business, it will change the po-s1t'10n an
L | payable by the business to the owner will be shown only as Rs.170,000. o _ .
. The concept of separate entity is applicable to ail forms of business organizations. l?a‘;')tlx.l ::{saﬂehtl:;t
- case of a sole proprietorship or partnérship business, though the sole proprietor 9r1 E onsidered as
*. considered as separate entities in the eyes of law, but for accounting purposes theétg ecQ
Ak

, separ/ate entities. _ BCL Si NeXA ' ,jmnwf ne - Ch

o 2, Going Concern Concept:
y.

o
:
;
a4

——

.| operate for an indefinite time period there is no infention to liquidate the particular business venture m.the
I foreseeable future. On account of this concept, the accountant while valuing the asset does not. take mtp
4| account the sale value of assets. Moreover, he charges. depreciation on fixed assets on the basis of their
expected life rather than on their market values. ' i

« consider the Rs.45000 cost of insurance as an asset which provides services to the business over a three-
., year period. On the other hand, if we assume that the business is likely to terminate in the near future, the
% insurance policy should be reported at its cancellation value i.c. the amount refundable upon cancellation,

or one segment of its operations, the ability-of the enterprise to continue as a goirg-concérn is not impaired
i normally, The enterprise will not be considered as a going-concern when it has gone into liquidation.
i‘ 3/ Money Measurement Concept:__ . . ; '

' In financial accounting, a record is made only of those info
| monetary terms. -In’ other- words, no accounting is possible for an e
| measurable in terms of money, e.g. passing an examination, delivering le
| ¢tc. These are events no doubt, but since these are not measurable in te

| their accounting, T '

rmation -that can be expressed in
Veri or transaction which is not
clure in a meeting, winning a prize

Measurement of business events in money helps in understanding the state of affairs df'businéss in

€S ¢ car, 1500 square feet of building
'pace etc. these amounts canrot be added to produce a meaningful total of what the business owns.,

However, if a these items are expressed in monetary terms such as stock Rs.24000, car Rs.300,000 and.
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11 be deemed that th_e owner
of the. business. In -
d the net amount

Reha oy

According to this concept it is assumed that an éntity isa going concern — that it will continue to.

. For. example, suppose that a company has just 'puréh'ased a three-year insurance policy f?i‘.'~
“ Rs.45000. If we assume that the business will continue in operation for three years or more. We will -

Moreover, the concept applies to the business as a whole. When an enterprise liquidates a branch

rms of money, there is.no question of . -

in better_ way and precise estimate about the assets of the

)
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4, A Cost Concept:

The concept is closely related to going concern concept. ACCO! : : T
ordinarily entered on the accounting record at t%le price paid.to acquire it a;n %5}1 (;:)(‘): oilt-l;s at:: basis fortallll :
subsequent accounting for the .asset”. If business buys a bliildmg_for Rs. i) 1’23 5’50 000 Ie: Woulg -
recorded in the books at Rs.500,000, even if its market value at that time may e.l ontinue & Case gy,
later the market value of this asset comes down to Rs.450,000 it will ordinarily continue to be sh"“'n:@’
R_S.SOO,OOOJand not at Rs.450,000. e ' ' |

The cost concept does not mean that the asset will always be shown at CQS:h;tt };2:;15_0 been sy,
above that cost becomes .the basis for all future accounting for the.asset. It mealllls iy IS recorde, ¢
cost at the time of purchase but it may systema‘tic'glly be reduced in 1ts value by charging depreciation,

. ACCOu,nb‘:.__ )

rding to this concept. “Ap ,
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TRANSACTIONS AND
ACCOUNTING EQUATION

- The main function of an accountant ig
¢ ".concern in the books of accounts and to asce
+ - foundation of accounting « the first and formes
©Accounting, Hence the

to record properly the financial transactions of & busln:]:l
rtain its true result at the year end. Thus transaction Is ?
t element of accounting. In a word, it is the life and bload 0
accountant must have a fair idea about the term "transaction.”" _

- In ordinary language "transaction" means exchange of something; [ng it {s used In a
o ‘! eans. g: But in Accounting
' special sense, Jf the financlal position of a business cgncem changes on the happening of an event
which Is measurable in terms of money, that event Is regarded as a "transaction" In Accounting.

3z . " op . |

- A business event which can be measured In rernfs of mamy-dnd which must be recorded In
- books of account Is called q "transaction”, - . '

\_WHAT IS AN EVENT? .
. EVENT: = . . _ R
o In ordinary language "Event" means anything that happens, Human life is full of events: So many
.~ events take place in the family and social life of a person. The events may be classified into two:

. (@& MonetaryEvents: ‘ » |
B - . b R i % ) . . ] .
Events which are related with money, i.e. which change the financial position of a person are
;. .known as "monetary events", For example, daily shopping, marriage ceremony, birthday anniversary,
;:_'.. - marriage anniversary etc, i ' ‘ - o e '

(b))~ Non-Monetary Events: . |

‘"' Events which are not related with money i.e. which do not change the financial position of a person
- are known as "non-monetary events", For example, winning a game, delivering a lecture in a meeting etc.

f In business accounting only those events which change the financial position of the business and
which call for accounting are recognised as "Events", In other words, all monetary events are regarded as
. "business transactions." | ‘ - :

3 . Remember,- it is not that anything which results. in exchange of something will be regarded as
| | transaction, On the other hand, something may be regarded as a transaction even though it involves no
| exchange, For example, Rehman sends a price-list to his customer, Akram. This involves exchange of price-
 list between Rehman and Akram, yet it is not regarded as a transaction, because it is not measurable in
 (terms of money and it does not change the financial position of both the persons, Again, suppose, goods
| worth Rs. 1000 are destroyed by fire. This does not involve any exchange, yet it is regarded as a transactjon, ,
 because it is measurable in terms of money and it changes the financial position of the business.

It must be noted that an event, although measurable in terms of money, may not be regarded as a
 (transaction. For example, we receive an order for supply of goods worth Rs. 1000. Although it is
-measurable in terms of money, it is not regarded as a transaction, since it has not changed the financial
*position, It will, however, be regard as a transaction when the goods are supplied according to the order. .
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e .'.'total assets and total liabilities remains unchanged. Suppose, we buy machmery worth Rs, 50,000. This}

_ It appears from the above discussion that the following tWo conditions must be satisfieq 1“ _,
that an event may be regarded as a transaction in Accounting; i dh
1. The event must be measurable in terms of money. 3

: 2 The f'mancml pcsmon of the business must chani,’e on account of that event.

FEATURES:

To become a transaction an event must have the following featuress

1,” THERE MUST BE TWO PARTIES: |
No transaction is possible without tWo parties. Tust as it takes tWO hands to clap, SO it takyy ..
less there is a receiver, S“ppo i X;

parties for-a transaction to take place There cannot be a giver uni¢ here - X and b
borrows Rs. 10,000 from a bank, This is a transaction, since there are two parties hiere - 2 &n ank,

2. THE EVENT MUST BE MEASURABLE IN TERMS OF MONEY: .

An event wnll ot be regarded.as a transaction, unless it is capable of being measured in ‘erms f
money ~

3, - THE EVENT MUST RESULT IN TRANSFER OF PROPER B_&EB!IQ_Ef

Suppose, we buy a motor-car from Saleem for Rs. 40000, This results in t;';nsgggfif Prop erty fmm '
Saleem to us, s0 it is a transaction. Again suppose, we pay salary to our employee 0. This: res.ult,[n :
transfer of sérvice -- the employee renders service and we receive it. So it is a transaction. }

4.~ THE EVENTS MUST CHANGE THE FINANCIAL POSITION OF THE BUSINESS

. Transaction takes place only when there is a change in the ﬂnanclal posmon of the businegs, T 'n,,
change i in financial position may be of two kinds: E

. - (8 Quantitative change: _ ‘
S — 7
This changes the total value of assets and liabilities of a busmess concern. Suppose, machme;y Qf _
| Rs. 50,000 is destroyed. This reduces the total value of the assets of the business. As a result the fmmcm
" position changes and hence it is a transaction. ‘ -
- (/), Qualltatlve change:

Thxs causes increase or decrease in the different elements of assets or liabilities, but the value of ;

'results in exchange of propertles - cash Rs. 50,000 goes out of our possession and_ at the same time}
‘ machmery of an equal value comes mto our possession, This does not change the total value of our asseu,
. but thls causes a quahtanve change iri our financial position, hence it is a transaction. '

o Y g CLASSIFICATION
' T‘ransacuons may be divided into three groups. o
1 / 'CASH TRANSACTION:
f-—"—""-__ ¢
_ * If the value of & transactlon in met is cash immedlately, it is called cash transactlon For examplﬂl :
we buy ﬁuniture for Rs. 2000 from Asnf and unmedlately pay h1m in cash. It isa cash transactlon
- z ,; CREDIT TRANSACTION e .

T If the value of the transaction is nct met ln cash unmedlately, it is cnl]ed credit tmnsacﬁon, mth 8
above examplc, 1f we do not pay Aauf Rs. 2000 immednately, xt will be credi sen..:::'cﬂ ' E

'
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. 3 PAPER TRANSACTION: : ‘

When there is no question of meeting the value of g transaction, it is regarded as a paper
properties decrease in

transaction. For example, I have lost Rs. 500. This chan inan m
e ’ ges my fi -
. value by Rs. 500, But there is no question of meeting the fmlue :tl'a:&%“;“::msﬁct ion. This is a paper

j. | transaction.
3 ‘Transactions may again be divided into the f
e 0|lowmg two classes, _
k1 1, EXTERNAL TRANSACTIDNS' ‘
is oalled an external transaction.

A transaction taking place with an outsidé person or orgamsation,
emal transactlon

 For example, a machine is-purchased for Rs. 20,000 from Kashif Bros. This is an ext

2 2, INTERNAL ACTIONS:
called. mtemal transaction.

L. . A transaction with which no outside
person or institution is involved is
 For example, loss of furniture by fire, decrease in the value of assets on account of use (depreciation) etc.
SH OR

RULES FOR DECIDING WHETHER A TRANSACT ION IS CA
. CREDIT: . L
Sometimes transactions are worded in such a way that it becomes difficult to decide whether they -

"~ are cash or credit transactions, The following rules will make the positnon clear, :

e 1, A transaction Is regard as a cash transaction If:
(3) The word "cash" is mentioned in the transaction. For example_ Bought goods f°" cash Rs.

5000 from Arshad. . ‘
(b) The name of the seller or buyer is not mentloned in the transaction. For example, Bought :
. goods Rs.5000.. . _ _
A transaction Is regardod as a credit tranoaetlon lf - '
_(a) The words "on credlt“ or "on account" are mentloned jn the transactlon For example,
Bought goods Rs. 5000 on credit.
(b) The name of the seller or buyer is mentloned in the transaction and the word "Cash" is not
b - . mentioned. For example, Bought goods from Arshad Rs. 5000. ' :
4 * Thus we may conclude from the above discussion that every business transaction brings a double
}« change in the financial position of the business. It brings a change in the assets, habllitles, owner's equlty.

expenses orrevenues of a busmess

1ILLUSTRATION NO. 1
State with rensons whether the following events are transactlons to my buslness,

"1, Istarted a- business with Rs, 50,000. ,
I bought furniture for Rs. 2,000 for business. use. _

PRy
aray

2. .
3, Submitted a tender for goods worth Rs. 10,000,
4 Appolnted a cashier on a salary of Rs. 2,000 per month.
‘_" - Pald salary to cnshler Rs. 2,000,
“. .6 Itook away goods worth Rs, 500 from the business for my prlvote use.
.- 4.. "Paid salary Rs. 1,000 to Salesman of the buslnm. 2 g
8 . 'Pald rent of my house from my o own funds.. Sl
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S - ' S e
'.solutfon: . ' : w

- L ' S siness, not :

Viewna: Here transaction is to be considered from the viewpoint of‘mﬂ E:regarcied asiotlrn m Dy
‘lewpoint. So, an event changing the financial position of my business business - Cash i\,nsacthn.%',
1. Itis a transaction. It changes the financial position of the DUSINE: (a_SSet) in 3

Otpy. |
" byRs. 'e equity | by an equal amount. Yy,
y Rs. 50,000 and owner’s equity increases y of my business—Furniture - 4
Ty

2. 1t is a transaction. It changes the financial position ‘
! . £) decreases by an equal amount. -
increases by Rs. 2,000 and cash (an asset) siton iy bisliia eq;

3. . It is not a transaction. It does not change the fmancial ¢ change the f i
" 4, Itis not a transaction. Mere appointment of a cashier does not Canga.tie financiy] Pﬁulllns_

- of my business. : ; : |
5. Itis a transaction. It changes the finaincial position of mY business-« cash (an asset) g ek
by Rs. 2,000 and an expense (salary) increases by an equal amount. - | l!qi_

6. It is a transaction, It changes the financal positlon of my business « goods decreag byl
. 500 and owner's equity also decreases by an equal amount. . , R{l

] 7. It is a transaction, It changes the financlal position of ty business cash (an asset) decréu :
i by Rs. 1,000 and owner's equity also decreases by an equa amount. - - q;
8. Itismota transaction. It does not change the financial position of my business.
i ey The three_basic clements of accounting are asses, liabilities and owners' equity (capial) '

—T & business owns. The liabilities are theth claims of the credf,,

(capital) 1 the claim of thé owner against those sets, Whatevg
T. As a resuli, the total claims against the assets are aly,,

y 1 _
and the liabilities and the- owner's equiy}:

’ : assets represent the things of value t
i e _ against those assets. The owner's equi
ot claimed by the creditors belongs to the owne
“equal to the total assets. This equality between the assets
* expressed by the “accounting equation”, - -
g g, AL " Assets = Liabilities + OwnersEquity. .
heas Do . The two sides of the accounting equation must always be equal because the rights to all the asge
oo o of a business are gwned by someone. The creditors have a claim against the assets of a business until
] "~ - “liabilities have been paid. The owner has @ claim against the remaining assets of the business, If y

liabilities exist, then the owners' equity will equal to the total assets. ' . 5 TI
o Aclear 'undérétgnding of the accounting equation is essential, because most of accounting systemlf'

based on it. The equation actually identifies the claims (or rights) against the assets held by a business. Th
he same thinig. The left side of the equation, assets, consists of t

{0 - twosides represent different versions of t _ .

i -5 ~ "resources" (pgopertie's) held by the b_usiness; the right side of the equation, equities (creditor’s claim &

. owner'sclaim against the assets) consists of the "sources".” P <

paooo ) Resources o O =" Sources

15 . Assets - . . - B Claims against assets

. " _"The expression of the equality of an enity's assets with the clalms agalnst them Is refetted)

L. as the accounting equation. W SRR T * 9 - | N :

t‘ " © " . It should be remembered that the two sides of the ‘equation are always equal because these ™
s of the same business resources. The assets side shows us "what resources’ |

liabilities and owner's equity) tells us "who supplied these resources' 0%

%
|
{

s , . ,
{- - sides are merely two VIEW

.|~ - business owns, the other side (I :
. business and how much each group SUPP lied. s
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TRANSACTIONS AND ACCOUNTING EQUATION R ' . 25
EFFECT OF BUSINESS TRANSACTIONS UPON THE ACCOUNTING EQUATION:

Recall that every business transaction brings about 5 double change in the ﬁ_nancial position of the
business. The financial position of a business is represented by the accounting equation:

Assets = Liabilhiﬂsiomg_r's_e@iﬂ: -

Regardless of whether a business BrOWs or contracts this equality between the assets z‘md the clau};s
ogainst the assets is always maintained, Any increase in the amount of total assets 1S .ne?;ssart:h y
accompanled by an equal increase on the other §ide of the equation, that is, by an increase in e.1 e;' e
labilities or the owner's equity. Any decrease in the amount of tota] assets i necessarily accomp ar.ned s
equal decrease in llabllities or owner's equity. Any expense incurred will decrease the owrer's equ1g on o::':
slde and decreaso cash on the other side of the equation, Any revenue earned will increase the owne

- equity on one side and Increase assets on the other side,

The effect of ﬁm’“ﬂ"ﬁs upon the accounting equa'tlon‘cén best be illustratgd by taking a brand-
new business as an example;. : o ‘ A o :
SETTING UP A BRAND - NEW BUSINESS o
Assume that Mr. Naveed decided to stgrt g "shoes business” of his own, to be known as Naveed
*  Shoes Company." The new business was started on Ist January, 2017, when.Mr. Naveed invested Rs.
" | . 5,00,000 in his business, Recall'that the business entity is kept separate from its owner. _

: ' The business unit has borr'bwed Rs. 5,00,000 from its owner. This is a fitst transaction of the -
business. It brought a double change in the financial position of the business-- an asset (cash) increased b'y
Rs. 5,00,000 and a liability (owner's equity or capital) increased also by Rs. 5,00,000. In other words, this -
transaction s consisting of two elements; - : B :
| 1. Thereceipt of Rs. 500,000 cash ,,
2, Supplied by the owner of the business, -
- " TRANSACTION NO, 1_ _

The initial accounting .equafion of the new business then appeared as follows;

2017 - Assets . - = Liabilities + Owner’s equity ~

IstlJan, ~  Cash R e o4 - 1Capital
~  Rs;500000 = _Nil 4 Rs. 500,000
~  TRANSACTION NO. 2 A | -

s ~Mr. Naveed purchased a building for Rs. 2,00,000. This transaction brought two ,cﬁahges--' cash
(asset) decreased by Rs. 2,00,000 and Building (a new asset) increased by Rs. 2,00,000. Now the equation

will be; _ _ ‘ | o
Cash + Building S ] ol
PoRamoveamow - s pgee

.+ . Itmaybe noted that there is no change on the right side of the equation. Simply one asset (cash)
- “hasbeen converted into another asset (Building). The two sides of the equation remains equal, - '
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TRANSACTIONNO.Z N

: ; two changes-.
~ He purchased - furniture for Rs. 30,000, This transaction br(?(;logh 'tl'he eQuatior% will l::s (‘!m
decreased by R, 30,000 and furniture (a new asset) increased by RS- 30,000 3 ]

* Liabilities + Owner’ :

: Capital

7 _Assets
~ Cash + Building + Furniture - .
Ra270000+200000+30000 - = il -+ ReIMM

' Again there is no change on the right side of the équatioﬁ and cash (asset) is converted iny, ‘he;,i,
asset, furniture, , : - N -

~ TRANSACTION NO. 4

He purchased goods (shoes) forRs. 1,50,000 to stock up the business. This transactiop broug

* two.changes - cash (asset) decreased by Rs. 1,50,000 and goods (stock) increased by Rs. 1,50,000

ﬂf‘ere-l; no change on the right side of the equation, The equation will be: o ' Ag&h‘f’ :
o Assets = . Lisbilties + Owner's equity
Cash -'I-'Building+Fumit1I1re+G;)ods' o _ o Capital .
 B120000+7 00+30000 + 150000 = _ Nil + " Rs.500000
- TRANSACTION NO, 6 S |

'-'-""He’s;l‘d-/gc:ods costing Rs. 60,000 for Rs. 80,000 for cash. This transaction has brought iy
. changes (a) cash (asset) increased by Rs: 80,000; (b) stock of goods decreased by Rs. 60,000; (c) the

. difference between sale price of goods (80,000) and cost price of goods (60,000) is profit of Rs, 20,000, i
* - Would increase the owner's equity by Rs. 20,000. The equation will be; - - : :

{

. : |
At © = __Lisbiliies + Owner'sequity - © |
Cash + Building +.Eumitur'e+Gbpds ‘ ‘ :.Capitall' ' .
~ Rs. 120000+200000 30000 ¥150000 - - 500,000 " - b
ORS00 60000 = Nl + 20000 R
_ 00000+200000 + 30000 + 90000 =" Nil +  spop0
- < TRANSACTIONNO.6 ' - g | |

o —Hs purchased" goods (sﬁbe; ) for Rs. 30,000 on credit basis. This transaction has brought tw
- changes Goods (stack) increased by Rs, 30,000 and a liability (creditor) is created, as goods have beet |
. purchased on credit basis: The equation will be as follows; -~ : N :

Asets = Liblities + Owner's equity

Cash + Building-}-Fumifu‘re';l- Go.oc.ls, P Creditorél-_ iR E Caj:ital
Rs. 200000+200000 +30000 + 90000 . - - NI4T 520,000
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TRANSACTIONS AND ACCOUNTING EQUATION ' | . 27
| TRANSACTION No, 7

The equation wi]] be;

F — —Au e s sty
Cash+BuildingA+ Fumlnue+Gooas+Debtors = Ci-editors_ +: Capital- .

: zooooo+2qoooo+ 30000 . + 1'zoboo+Nil © 7 = 30000 @+ 520,000

— - 50000470000 @ - - + 20000 /
%70000 L= 30000 + 540000 '

' TRANSACTION No. 8 |

E Creditor Was paid Rs. 30,000, The result c}fthis -transaction is -- a liability (creditor) is decreased
’;:{__‘ . by‘Rs. 30,000 and cash (asset) is also decreased by Rs, 30,000, Now, the equation is; '
th+Bpildhg +Fumiﬁire-f Goods + Debtors . i Cre;ditors o+ Capital
200000+200000 + 30000 + 70000 + 1

| 130000

70000 = . 30000 . 4. 540,000

= - =30000 :
.+ 170000 +200000 + + 70000470000 = " Nil 4 sapo00
| TRANSACTION NO.'s - ' | 4

e Cash received from the debtor Rs'.'40,000“. The result of this trans
= byRs. 40,000 and'debt‘or (asset) decreased by Rs. 40,000, The equation is;

Assets — = . Lisbilif
Cash+Bufldin_g+Fumiture + G.clmlods-. + chtoré -. Credifors Lo : Capital -
170000+200000+ 30000 -+ 70000 + 7_0600 = Nl * 540000
4 L +30000 + 70 £30000 = NIl + o

_ TRANSACTION NO.10 | e e R

: | Gd_odﬁ costingRs 25;00_0 were 'losi: by fire. The result of this transaction is-- stock of goods is

g-,i_.,f:"'r.educe d by Rs. 25,000 and owner's equity is also decreased by Rs, 25,000 (as loss will be born by the
":ff“l.QWﬁer). The equationis; - = . .. Lt ok g -

action is -- cash (asset) increased
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LIUS cnapter. ,
‘DOUBLE ENTRY SYSTEM: _

We have already seen in this chapter that every business transaction .causes atleast
two changes in the financial position of a business concern at the same time — hence, both the
changes must be recorded in the books of account. Otherwise, the books of accounts will
remain incomplete and the result ascertained therefore will be inaccurate. For example, we
buy machinery for Rs. -100,000. Obvmusly, it is a business transaction. It has brought two

changes — machinery increases by Rs. 100,000 and cash decreases by an equal amount. While .

. recording this transaction in the books of accounts, beth the changes must be recorded. In
accounting language these two changes are termed as "a debit change" and "a credit change"
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. ANALYSTS OF BUSINESS TRANSACTIONS AND DOUBLE ENTRY SYSTEM W [ & ﬂ 43

. (the detai‘l about these two terms is given later in thig chapter under the topic "Account),
. - Thus we see that.for every transaction there will be two entries — one debit entry and
another credit entry, For each debit there will be g corresponding credit entry of an equal
. .amount. Conversely, for every credit entry there will be a corresponding debit entry of an -
equal amount. So, (tl_lisystem under which both the changes in a transaction are
recorded together - one change is debited, while the other change is credited with’
- an equal amount-is known as Double Entry system. fo B
. Locus Pacioli, an Italian worte am-'double entry system in 1494. 1t is
' regarded as the best and the only scientific method of accounting system universally. accepted

j | throusho ut the world. It has been built on well defined rules and principles which is the
¢ foundation of modern Accountancy. IR | - o

E The fund’f‘m‘?ntal principle of this system lies in analysing the two changes (parties)
o ‘mVOIVEd in business. transactions and properly recording of both the changes in the books of
a3 accounts. There is no exception to this principle. If a complete picture of the transactions is to

b be l‘e.ﬂe.cted thl_'ough books of accounts, the double entry system must be duly observed.

_Otherjmse, the ‘books of accounts will fail to provide complete information and the very

. objective of accounting will be defeated. - ' '

-In this C?.nHECtiQn, the'sgccessive processes of the Déuble Entry S&sﬁém may be noted: ..
JOURNAL:-—> batly rerel // fBevle /a»cﬁwy : |
Firstv’of all, transactions are recorded in a book known as Journal. ,

LEDGER: —/  Faech pevsor pas 4 purgimad vecoed

. 'Ir}_tl‘l_e second process, the transactions are classified in a suitable manner and recorded

s 'in another book knéwn as Ledger. coat ' '

(3) TRIALBALANCE: ‘ | S ,

l In th third process, the arithmetical accuracy of he books of account is tested by

means of Trial Balance. ' - B S : '

(4) - FINAL ACCOUNTS: | W | L \

i - In the fourth & final process the result of the full year's working is determined through

Final Accounts. B N L S R f

All the above process have been discussed in details ini the following Chapter.

ADVANTAGES: R o ‘ TR '

Double Entry system is acknowledged as the besﬁ method of accounting in the ‘m.o_dern ‘
_world. The following advantages are derived from it: . - ST - '
(1) - Under this system both the aspects of each’and every transaction are recorded.
<... - So, it is possible to k_eep__complete‘ account. ; R e
_ (2)Sm ce both the aspects of a transaction are recorded, for each debit there must be
‘g corresponding credit of an equal amount. Therefore, total debits must be equal

", to total credits. In-fact,-it is possible to verify the arithmetical accuracy of the
. .books of account by ascertaining whether the two.sides become equal or not

.through a process known as Trial Balance. et T

e
(2)

ol
o
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ANALYSIS OF BUSINESS TRANSACTIONS AND DOUBLE ENTRY SYSTEM : _ 47

They are two types of changes that may take place in an Account, €.g. either there will
be increase or there will be decrease. Take the example of Cash (an asset), either there is
inflow of cash or there is outflow of cash. To record.these two types of changes, every account
(a page) is divided into sides; Increase is recorded on one side and decrease is recorded on the
other side. The specimen of an account (a 'T" form of an account) is shown bellow: - '

_Dr. __TITLE OF ACCOUNT _ Cr.
' Left side 1 Right side - -
. OR . . OR
‘Debit side . ‘ dredit side
Gy

‘When a change takes place in an account; either it will be r‘ecoi'ded- on the left side
(Debit Side) or on the right side (credit side). Amounts recorded on the left side of an account,
regardless of the account title, are called debits, and the account is said to be debited.

-Amounts recorded on the right side of an account are called Credits, and the account is said
to be credited. Now keeping in mind the concept of double change in every business '
transaction, we can say that every business transaction affects a minimum of two
accounts and every change (in a particular transaction)'is recorded in a separate
account.-Now question arises, how the changes are recorded in different account? It ﬂepénd’s

upon the rules of debiting and crediting which have been discussed below:

IMPORTANT NOTES:

" All the accounts are kept in a register known as 'LEDGER'. _Recdrding business
transctions in various acounts in ledger is in fact the 2nd phase of accounting cycle (the first

phase is eLQURML): But to have a better understanding of rules of debiting and crediting,
the topic of accounts has been discussed in this chapter. The proper format of ledger accounts
will be discussed in chapter No. 5. ' : ' ' '

'RULES FOR DEBITING AND CREDITING: | A
All the accounts maintained in the ledger of a business are cla'ssiﬁed into five; |
' - R Dbl .+
) Accounts of Assets. -, | i ¢

(2)  Accounts of Liabilities. o 'y ’ '
(8 Accbunts of Owner or Owner's Equity. =
»(4)  Accounts of Expenses. " |
“«(5) - _’A'ccounts of ‘Revenues; : | :
1. RULE FOR DEBITING OR CREDITING ACCOUNTS OF ASSETS: AN
- EXAMPLE: SR - e R
Q) Increase in an asset is recorded on the left side or debit side of the accoi;nt. ‘

(ii) Decrease in a asset is recorded on the right side or credit side of the account.
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—_ et. the amount 18 recom_

is decrease in an asset, the gy lu}:! |
t

In simple words, when there is increase in an asS
- debit side of that particular asset account and when there

18 recorded on the credit side of that particular asset account. b basis. This is a & E

- For example, furniture is purchased for Rs. 20,000 on a8 g o UBingg,

- ‘transactiop and it has brought two changes: : ]
, (8) Increase in furniture by Rs. 203000 (an asset). k

()  Decrease in cash by Rs. 20,000 (an asset). ‘ ,

N : .. Furni cco
These two changes are recorded in two accounts:- Furniture a

unt and cash acc"“nt..
in the following way: - :

Dr. Furniture Account Cr. ..., Dr. - | Cash Account Cr,
Rs. | ) R _— ' e : Rs,
-+ 20,000, PR 4 g 20000,

- When an_ amount of Rs. 20,000 is recorded '01_1 the debit side of F urniture account, it jg
. said that Furniture account is debited and when an amount of Rs. 20,000 is recorded on th,
et oF edit side of cash account, it is said that cash account is credited:

-. The rule may be illustrated in the following vfaff: s

Y Dr. - ASSETSACCOUNT - Cr.

R S [¢) - Debitside . i Credit side . |
. - for : E for
i " . Increase Déc_:re;ase ’
M, e other rules for debiting and crediting the accounts are given below:
htl Dr ~Liability Account Cr. Dr. *."Expense Accdunfs. : C.r
o1 (@) Debit sid . Creditside (8 Debit side - Credit side

SRPATI® . T AR SR for Cfor

. or

) Decrease 3 Y,Inc‘,rease:-_ . Increase ° " Decrease--

. Dr. M Capital Account - Cr. | Dr..
@ Debitside | Gredit side |

_ Revenue Accounts ' Or. -
(5 Debit sig

ig r [ it di side
TR SN L 3 : for

- Decrease-- - . -Increase Decreags . |
& T TR e e Increase
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\__/,V{HATISA_N ACCOUNT? R L
~ In business concerns, numerous transactions take place every day'.li or exar}lllplyle, Eow

are sold to various "customers every day, purchases are made from suppliers, q:,s .1; Pald‘.::_
‘creditors and is received from debtors, expenses are paid etc. All these transa? ion s O“_ldll

. properly analysed and recorded. Again, the concept of double ch;mge in a bUBmegl
. transaction is important to keep in mind. To record these changes different accounts &
maintained in the. Ledger (Debited discussion about Ledger is made in chapter N.o-. 5) No

. what is-an account?(ACcount is the individual record of an asset, a l“i‘b‘!'t_ynn!
’ n a st er, For example, the individy

revenue, an expense or capital in a summarized mann 3 7 '
! unt, the individual record of purchase;

record of cash (an asset) is known as Cash Acco 1 of p ’
Purchases Account, the individual record of owner is Capital Account, the individual rec,
of sales is Sales Account. In the same way there are so many accounts which are opened;
the 'Lédgér like Salary Account, Machinery Account, Furniturg’ Account etc. How r'na:.;“
accounts there should be in the Ledger of a business? It depends upon the nature and size

the business. o _ . 4 | Y
" Generally one full page is fixed in the Ledger for each account. But'it depends, by
many times the changes take place in that particular account. Some accounts are very bUStv
accounts like Cash :ACCount{ Bank Account and Sales Account. Obviously, for such accOUﬂEr
one page for each will not.be enough and so, they need more pages in the ledger to be f.ulﬂ‘r
In some accounts, changes take place only once or twice in a year, so only one page will?

enough, e.g. Machinery Account, Capital Account, Loan Account etc.
| ' , =TT ' o — N ————
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| ANALYSIS OF BUSINESS TRANSACTIONS AND DOUBLE ENTRY SYSTEM
\ EXPLNATION OF THE RULES:

' 1. Rule regarding the debiting and crediting the accounts of assets has been expiaine
4 earlier. . _ o ' | b
2. When a liability is created or increased by an amount, that amoun.t -is re.cordflc‘l1 :eI:it o(:-
1 credit side of the concerned liability account .and when a liablht}’_ 15ﬂi"e nacoRnt
 decreased, the amount is recorded on the debit side of that particular liabil ttslryasis two
For example, if furniture is purchased for Rs. 10,000 from Mr. Arif on credit basis, t
changes will take place; o o o
(@) Furniture is increased by Rs. 10,000 (an asset).
G A Iiabih'ty (creditor Mr, Arif) in increased by Rs: 10,000.
| The two changes are recorded in two accounts: ’ _' :
Dr. . Furniture Account’ - Cr, - Dr. Mr. Arif Account (_a liability) Cr. .
'ARS."" ~ . : RB
10000f . | . 10,000
Suppose, after éometimé cash is p_aid to Mr. Arif (alliability') amduntin_g to Rs. 6,000.
Again, there are two changes; - R - ' |
(@) Cashis decreased by Rs. 6,000 (an asset).'
(b) Liability (creditor M. Arif) is decreased by Rs. 6,000. , .
. The two changes are recorded in two accounts; oﬁ_ ,tjxe debit side of Mr. Arif account (for
- decrease in liability Mr. Arif account is debited) and on the credit side of cash"account .
- (Being decrease in asset). k L ‘ i
3. When an expenses is incurred (increaaéd).by an amount, that_amount is recorded bn’ he
debit side of that particular Expense account. For example, wages are paid in cash
amounting to Rs. 18,000. The two changes have taken place; - . 3 '
(8) “Wages incurred (increase in expense) by Rs. 18,000.
(b) Cash decreased (an asset) by Rs. 18,000,
These two changes are recbrdec_l in two accounts: = |
Dr, nges Account (An Expense) Cr. _ Dr,’ .Expense Accounts " Cr.
" Rs. ' . ‘ ' | “Rs.’
. 18,000 118,000
| NoTE:

There are very rare examples of decrease in expenses.’So, all expenses accounts éré
generally debited. - R e . 7

Scanned with CamScanner

Scanned with CamScanner




D

N

. o\ ,
50 | . m

by the ownep
¢ invested is
4. When Capital or Owner's Equity is increased (amo: I11;he credit side of the Capity]
increased) by an amount, that amount is recorded ote Rs. 200, 000 in cash in hig
account. For éxample, Mr. Ashraf (the owner) inves
business. There are two changes:

orrowin
(@)  Increase in capital or Owner's Equlty (mternal b

- Rs. 200,000. ).
(b) - Increase in cash by an amount of Rs. 200,000 (an 48se
" These two changes are recorded in two accounts:

g) by an amount of

Cash Account  (Cp

Dr, Capital or Owner’s Equity A/c Cr. ~ Dr. = _ = —_—
; T : Rs. .. .. Rs.
] | 200000 200,000

5. When there is mcrease in the revenue (mcrease in sales, Discount received, commissiop
- received, interest received) of the business by an amount, that amount is recorded oy

- the credit side of that particular revenue account. For example’ goods worth Rs. 30,000

are sold for cash. The two changes are: '

. _ (a) -Increase in sales (a revenue) by Rs. 30, 000
; o () Increase in cash (an asset) by Rs. 30, 000.
These two changes are recorded in two accounts

., " . Dr. Sales Account (A revenue) Cr. ‘Dr.” Cash Account (An Asset) Cr.
i T B, o I | Rs. o Rs. -
By b om0 0 U 30,000
NOTE . ,
_ There are very rare examples when revenue is decreaeed S
| o, all
4o genorally cxodiiod. e revenue accounte are

STEPS TO REMEMBER FOR APPLICATION OF RULES

.1. * See the number of changes which have taken place in a busmess hransactmn
- In which accounts those changes should be recorded?

3. Apply the rules for debitin and creditis di . ‘ e
"t accounts. .+ ..n. & crediting accordmg'to the clessﬂications of those

A COMPREHENSIVE ILLUSTRATION TO UNDERSTAND THE RULES:
TRANSACTION NO. 1

Mr. Zeeshan started }us busmesa by i mveetmg Rs. 200,000 c h
ANALYSIS: e

(@) This transaction has brought two changea
- .(1) . .Cash is increased by Rs..200,000, _ £
. (ﬁ) Cap1ta1 or Owner's Equ1ty is increased by Re 200 000
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LN-'—“-I-:Y-SIS OF BUSINESS TRANSACTIONS AND DOUBLE ENTRY SYSTEM . 2

) These two changes are recordeq jn two accounts, Cash Account and Capital Account.

(¢ Increase in cash (an agge

on the creditside: s reeordeq on the debit side, increase in capital is recorded

_ Dr. Cash A | . t Cr.
Gee the rules —Sceount Cr.  Dr _ Cap!.tal AccotR R
for Assets .. . Rs. ‘ Rs. , 8-
& Capital O 200000 | (2) 20000 | ~|law 200000
Acount—©® 18000 [5) - gg0q I DTN
@ 7200 | (10) 10000 - 1 | |
| an 900 ] I

TRANSACTION NO. 2

.ANALf:IIS)urChaBEd furmture faz Rs 20,000 and pald cash.
(@ The two changes are:

() Furniture is increased by ﬁe 20 ,000. " . 1 g -

(i) Cash is decreased by Rs, 20 ,000. , : , ‘ S A

~

" Th
(b) ese two changes are recorded j 1n two accounts; Furniture Account and Caeh Account.

he rul

fS;e js:e;: ¢ (c_) Increase in furmture is recorded on the debit side of furniture acount
Accounts. | and decrease 1n cash is recorded on the cred1t side of cash account.

Dr Furmture Account "Cr. 1

; S Rs o SN

e ' ‘ ) . \ ) |~
_ ‘(2) , . 20,000 N
TRANSACTIONNO.3 * = N BRI SR
Goods are purchased from Mr. Aslam for Re 30, 000 on cr>dlt bas:\ T B \

ANALYSIS: @ - ‘ '
‘(a) The two changes are, T

@ Goods (purchases) mcreased by Rs. 30,000 (an expense)
() A creditor, Mr. Aslam is created by Rs 30 000\(a habmty)

Seetherules ~  (b) These two changee are recorded P, \
_ In two ace ag
7 for Expenses - - and Mr. Aslam Account (a liability). Ounte._‘ Purchases Account
a d‘ . 1) . .' o oo )
- and liability (c) * Increase in goods is recorded on the deblt side of Purchaees t
accoun

- accounts, .. and increase in habﬂxty on the credit s1de of Mr Aelam account. ’

35 . '
: \ . . .
b4

. | 3 i -~
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JOURNAL: THE ORIGINAL BOOK OF ENTRY 61

JOURNAL: THE ORIGINAL
- BOOK OF ENTRY

s d OURNAL: 1ST PHASE OF.ACCOUNTING CYCLE
In the previous chapter
afe analysed and how differ

\

» We have discussed in detail that how the business transactions

' ent accounts are debited and credited. Now, we are in a good
position to record various business transactions in proper books of accounts. According to
Double Entry System transactions are recorded in the books of accounts in two stages:

’ First Stage — Journal

Second Stage — Ledger

The flow of accounting information from the time a transaction takes place to its
recording in the ledger may be illustrated as follows:

Business Business Entry recorded in Entry posted to
TRANSACTION —; DOCUMENT ——  JOURNAL —— LEDGER
occurs Prepared
NOTE:

The initial record of each transaction is evidenced by a business document such as
invoice, cash voucher etc. 4

Transactions are first recorded in Journal and thereafter posted to the two or three
concerned accounts in the Ledger. Ledger has been discussed in details in the next Chapter.

DEFINITION:

The word "Journal" has been derived from the French word "J our". Jour means day. So,
Journal means daily. Transactions are recorded daily in Journal and hence it has been
named s0. As soon as a transaction takes place its debit and credit aspects are analysed and
first of all recorded chronologically in a book together with its short description, This book is
known as Journal. Thus we see that the most important function of J ournal is to show, the
relationship between the two accounts connected with a transaction. This facilitates writing
of Ledger. Walter Grierson has rightly described the book as "simply assistant of Ledger".

. Since transactions are first of all recorded in Journal, 5o it is called Book of Original Entry
or Prime Entry or Primary Entry or Preliminary Entry or First Entry.

T ENTRY:

Recording a transaction in the appropriate place of the concerned book of account is
talled Entry, Entry may be divided into two:
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JOURNAL ENTRY:
Recording a transac

tion in a Journal 18 called Journal Entry or J"”’"‘*“sinm

LEDGER ENTRY: " /
. oncerned account in Ledger ;
Recording a transaction from Journal to the ¢ i g

Ledger Entry. It is also known as Ledger posting.

NARRATION: y i N
A short explanation of each transaction 18 written under € ich entry which, o
Narration, The subject matter of the transactio

. . . ‘n
Besides this, if there be any mistake in determini

g debit or credit aspect of a transacﬁ,w’";

' e without narrati, .|
can be casily detected from parration. "A Lry is not complete without narragi, . |
CHARACTERISTICS: - ﬂ T

Journal has the following features: | |
(1) Journal is the first succesgful, step of the Double Entry system. A tranaaq;m'

recorded first of all in the Journal. So, Journal is called the book of ()ﬁm%‘!

n can be agcertained through pa.

. Entry. . . |
(2) A transaction is recorded on the same day it takes place. So, Journal is alss ez],
a Day Book. ' ‘ |
(3) Transactions are recorded chronologically. S0, Journal is called Chronologis
Book.

(4) For each transaction the names of the two concerned accounts i ndicating whick
debited and which is credited, are clearly written in two congecutive lines, Thy
makes ledger-posting easy. That is why Journal is called "Assistant to Ledgs/
or "Subsidiary Book".

(5) Narration is written below each entry.

(6) The amount is written in the last two columns - debit amount in Debit coluza
and credit amount in Credit column.

ADVANTAGES:
The following are the advantages of Journal:

(1) Each transaction is recorded as soon as it takes place. So there is no possibility of
any transaction being omitted from the books of account.

(2) Since the transactions are kept recorded in Journal chronologically with
nlarratlon, it can be easily ascertained when and why a transaction has takes
place.

(3) For' each and every transaction which of the two concerned accounts wil ke
deblf:e(.i .and which account credited, are clearly written in Journal. So, there is zo
possibility of committing any mistake in writing the Ledger.

(4) Since all the 'details of transactions are recorded in Journal, it is not necessary &
repeat them in Ledger.-As a result Ledger is kept tidy and brief.

(6)  Journal shows the complete story of a transaction in one entry.
(6)  Any mistake in Ledger can be easily detected with the help of Journal.

¥ 4
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punsAL THE 63
/ . FORMAT OF THE JOURNAL
/13;;:- Details Amount | Amount
_ — | Account to be debited................................. Dr. XXX
Account to be credited XXX

?15[ (Narration)
In!

! RULES FOR JOURNALISING

How a transaction is recorded in Journal, is discussed below: Suppose the transaction

is— ‘
Purchased furniture from M. Asif on 10.1.05 for Rs. 16,000.
Here Furniture Alc is debited and M. Asif A/c is credited.
JOURNAL Dr. Cr.
Date Details L/F| Amount, | Amount
Rs. Rs.
20056
Jan. 10 [Furniture A/C .....ccoooiviiiiiiiiiiiiiiieeeeeeeen, Dr. 16,000
- M. Asif A/c _ 16,000
(Being cost of furniture purchased)
Now the various columns of Journal are explained in details below:
1.  DATE:

The date of transaction is written in this column in two lines - in the first line, the year

and in the second line, first the name of month and thereafter the actual date.

2. DETAILS:

In this column the names of the two connected accounts are written in two consecutive
lines — in the first line the name of Account debited and in the second line the name of
Account credited. While the name of Account debited always placed close to the left-hand
margin line, the name of Account credited is commenced a short distance away from the

margin line. This arrangement will show clearly which account is debited and which .

credited. This also shows that Credit Amount is placed on the right side of Debit Amount.

The word "Dr" is used at the end of the name_of Account debited. It ch
. the ng‘_(_i_"_(]n_aﬁar.the name of Credited Account, because if one account is Dr. it follows that
the other account must be Cr. Below the names of the two Accounts, i.e. in the third line
Narration is written usually within a bracket. According to tradition, narration is written
starting with the word "Being". But modern practice is not to use this word.

4
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{ i ¢ 1 4 Y o P S pe
delited and the credis st (o Vhe seannd A eolumn egzing, lne name of 4,

—— - -
- A Ty
et
ereditesd, _ _
NOTE:
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rl ') ”, 4 », P €
Kasry deatiagidiyn s88ets bue aosins - one acoyunt 1z debited 2nd znother acegurst ;
» : . : : -y ad s v LML A Cal'd Qm-r cw-l\f”".‘
eredibed. Thus in recording o transacion o s Journal ¢ .
' ' ’ s aa -
acosunt ix credited, This type of entry is called Simple Entry. For exzmo)] 10.4.0
besaghit, furni " ; - se fU0 Cxample, oo 1040
it furniture fur Ba. 10 0075 from Salman Bros. The entry is-

e ———— JOURNAIL Dr
[ats Jetzi - a
Detzils

*y
(1]
3
-
¢ 1
\

.

e —

206 | 1 | Bs

w

Apr, 10 | Furniture pfe

anl--'!'lo-o-:l:taoec

Balman Bros, a/c : !
| !
(Being furniture baught an credit) i j

e L LI

Amount |

j
10,000 j
|

et}

dited or more than on gunt is

e ——— i€ accopnt 12
e — more aceount. - :

& BUDDONE. 28 16.5.05 Junts are connected with

and Ra. 600 on acc : : we paid Rs. 1,000 4p .
— ' M’"L For this the entry wil] be: - “n account of salaries

g 4

10,000]
[
The entry in which more than one accouns is den
- o iy 13 de

S et

credited, is known us Compound Entry, Thre
compound entry, For ¢ le wup e

L
-
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JOURNAL Dr. Cr.

g Details , L.F.| Amount | Amount
/ ! Rs Rs.

May 16 Salaries A/C ....uveiiienrnreenie Dr. 1,000

| Rent A/C.ovvveniiniiniiiiicininiiessnnn o, DI A~ 600
| | 0

IQI\I ‘Cash Alc 1,60
X (Being salaries and rent paid)
\ /’I';;;_t:vo accounts have been debited and the entry involves three accounts. Hence, it is
% a compound entry. '

In this connection, it may be_ noted that the business and its proqrietor are
ifferent and separate. So transactions relating to business are to be recorded in the books
Fpusiness, while the private tr'ansactlons of the proprietor of business are to b.e recorded 1
O'Egp—e,-s’oﬁal books of the proprietor. No private transactions of the proprietor can be
in the books of business. On the other hand, no transactions of the

business can be recorded in the books of its proprietor. But transaction in between
the business and its proprietor must be recorded in the books of both the

proprietor and his business. If these rules are not strictly followed, the books of account
will fail to disclose the true result of business.

£

—

YT, . T, S

'NOTE: & s

)\;: are concerned w}tﬁ_t_he books  of business, not
Transactions between the business and its prop

accounts:

1. CAPITAL ACCOUNT:

The monéy with which proprietor starts
brings capital in the business, it is recorded i
account of the proprietor. So, it is a Personal
business through introduction of capital. So

with the private books of proprietor.
rietor are recorded in the following two

his business, is called capital. When Proprietor
n Capital A/c. Capital A/c is in fact the personal -
Account. The proprietor has given benefit to the

Proprietor's Alc, i.e. Capital A/c will be credited.
From the viewpoint of book-keeping the introduction of capital to the business by proprietor
Teans that the proprietor lends the money to his business and the business becomes

indebteq to him\yé proprietor is regarded_ 28.a special or internal creditor to the business.
EXAMPLE, e i

iy,

—M. Rashid started a business with Rs. 20,000. Dr. Cr.

Date | Details LF.| Amount | Amount
— : ~Rs. R8T
g‘ Cash Afe .oovviernnie Dr.|
| Capital A/c 20,000
~_1 _(Being capital brought in) | . | 20,000

.
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2. DRAWINGS ACCOUNT: g fors B Bzt Gor i s
i { i J u 6F rrsrid DO e ..‘ A : o
e s e mr‘n?f g .5, (4 the perinnal AN O B PO, W
| 9 e ! ‘Wiﬁ‘m ’Uc‘ r”ﬁ”“‘*‘.""‘\'" ’ ‘A-;- o gl T NI g .
will be recorded in Drawing o gty rersied LEnELD, WIER Sy .
s classificd as Perronal Account. Pr::‘-‘-ﬂ,;.; g A is ehited n,,,“gﬁ
§ e g A, LE IV aR et e
goods from business, 50 the Proprietss

EXAMPLE: " i

. .

w: —rpumy aas L Details oS ARUCEER L Amg,

Date

e B —
-

- - T pA 5 “

v .

. Drawings AIC ......... S vvesesrerierererasreoeoI—eTe TS
T‘ s

/ ash Alc 54

[ (Being amount withdrzwa by propriets

/ GASH DISCOUNT o
e . -t 5 Sesgie (STEEeyTIIEl 5

ity grant 2 czsb dsrvns i e g
The manufacturers and whole sellers frequentiy grar s ST ey,

ot el sl st
=17%

s ~r .
- - : L SRR e PR N 0:‘& E;l

who will pay their debta before due date for goads prezsnas -
regarda it a 'Cagh_digcount, or ‘Yaleas discount, ovLQIECOUTS _/._:."’-’71‘:. e orer mily g
discount as 'Purchasg discount’ r;r/‘dievf;z..ﬂ//g..,refz:'f:f, The wae of 3Zles CISUUINNE 17 g
stimulate prompt collection but also tend to recucs U o ;

‘Bad Debts', ¥

e s e r————
£ = ¢1,f‘:'

_The type and amount of Cash discounta depend upon the 'CEEDIT TEZWS oy
mutually at the time of bargaining.

\
13

The terms have been dizcuzzed below:

Types of Terms Explanation

1 2/ ( /q A Aterrnt f 7 % 1a e Tl g m R m— e Oz ol
' 10, n/30 A discount of 2 % is allowed, I PEFIEIS 26 SN
writhin 10 davs frors the dzte of szle The iz .
witnin 10 days Irom Goe czle o 32 L02 R
chit 2lemed ia 20 dz53
Credll ZIIOWel 12 & L=
¢ [ ’ A 14 £ 1 6L ja allecsecA of P
2. 1/15, n/30 A discount of 1 % is aliowed, If toe peiTment 5 ILAE
aritlin 15 dawve frrarn the Azts cf s=le of conde T
. within 15 days from toe Czlz of zze o ZUiCE LIE
£ ovedit alloarcd ia 20 daoa
terma ot credit aliowed 13 SU C2FE

GOOD NER FOR PERSOMAL USE:

4 . 1 - . o . . .
S()metlmcﬂ u()()ds are taken a'f/a}' '(J'j the owner from the pusiness for Qo T i of

Ahoas LAUT L

family use. Undoubtedly, goods are going out of the business but nes sold So, sales acil

' should not he credited, instead Purchaszes Account should be credited feczose 108 2

P SIONIL
e

_reduction in the gonds_purcbased. rJ
\G‘OODS GIVEN AWAY AS CHARITY, FREE SAMPLES OR GOODS LOST:
When goods are given away a3 charity or free 2 i

credited to sales account. Similarly, when goods are los
purchases account should be given the credit.

-y
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LEDGER: THE MAIN
BOOK OF ACCOUNTS

Does the journal replace the need for a Ledger? No, the journal does not replace the ledger.
The journal provides a complete listing of th; daily transactions of a business. But it does not provide
information about a specific account in one place.' To know how much cash balance we have, for f:xfnmplc.
(he accounting clerk would have to check all the journal entries in which cash is involved, and this is very
|abourious job; because, .thert.: are hundreds or even thousands of cash transaction are recorded on different

ages of Journal. To avoid this difficulty, the debits and credits of journalised transactions are transferred to
ledger accounts. Thus all _th_g@p_ggg_ﬁ); a single account are located in one place-- in a ledger account.
This makes it €asy t0 determine the current balance of any account.

The book in which accounts are maintained, is called Ledger. Generally, one account is opened
on each page of this book, but if transactions relating to a particular account are numerous, it may extend to
more than one page. All transactions relating to that account are recorded therein chronologically. From
journal each transaction is posted to at least two concerned accounts --- Debit side of one account and
credit side of another account. Remember that, if there are two accounts involved in a journal entry, it
will be posted to two accounts in the ledger and if the journal entry consists of three accounts
(compound entry) it will be posted to three different accounts in the ledger. _

This process of transferring information --- debits and credits --- from Journal to Ledger is known
as posting. The goal of all transactions is ledger. William Pickles has rightly said that ledger is “the
destination of the entries made in the journal'. According to Arther Field house, ledger is the
“permanent store -- house of all the transactions". But it must be remembered that transactions cannot

be recorded directly in the ledger --- they must be routed through journal.

Transactions — Journal — Ledger.
So, the book in which all the transactions of a business concern are finally recorded in the
concerned accounts in a summarised and classified form, is called Ledger.

FEATURES :

The ledger has the following features :

l. , Tthas two identical sides - left hand side (debit side) and right hand side (credit side).

. Debit aspect of all the concerned transactions is recorded on Debit side, while credit aspect on

[ credit side according to date. ’
3./ The difference of the totals of the two sides represents balance. The excess of debit side over
credit side indicates debit balance, while excess of credit side over debit side indicates credit
balance. If the two sides are equal, there will be no balance.

Generally, balance is drawn at the-year end and recorded on the lesser side to make the two sides
equal. This balance is known as closing balance. _

The closing balance of the current year will be the opehing balance of the next year.

Y
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;(\RMS OF LEDGER ACCOUNTS:

Thete are fwo forms of ledger accounts;

14 standard fonm.
, Sell balancing form
1 STANDARD FORM OF LEDGER ACCOUNT: | =y Sl |
T uiderstand cleatly as {o how o wri.lc the accounts 11 ledger, the & i of an ""M%’
pivwi below with (wo separate {ransactions;
W “_‘Salnmn Account In Ledger i__\’;;.
‘\T;\\ ~“""{T,::m JR.| Amount Date References LR Ay, -
Rs. K i
gl - 2005 —
Doe. 17 Cash Ao 1,200  |Dec. 11 Purchase A/c 20
s -- the left hand side is called Deii '»‘H:!‘f.

ount has got two similar side
is called Credit (briefly Cr.) side. Now a days these two words Dr. g e,

bt the left hand side is Debit side and right hand side is credit sige
below about the columns of an account :

¢ appears that gach ace

D) side and the right hand side

ate ol wsad, bevause 1 obvious t

Detailed discussions are being made

1, DATE: _
The date of the (ransaction is written in this column in two lines
{irst the name of month and thereafter the actual date.

in the first line the year agf

the second line,
REFERENCES:
In this column the name of the opposite account in the journal entry is written. For exampie
jounal eniey Contains o accounts, cash account is debited and sales is credited. While mzking e posuy
account, amount will be written on debit side of cash account in the amount column bt 1o L:
ccount (Sales account) will be written. In the same way while merang te
dit side of sales account in the amount colum

LB

i the cash
icrenve columa the opposite a
posting in the sales account, amount will be written on cre

but in the reference the opposite account (Cash account) will be written.
\ | JOURNAL REFERENCE (J.R.):

I'he page number of the journal from where the transaction has been posted, is mentiored 15 i
. - ‘ ‘ - L 3 AE ::- in
column. This will help in locating the entry in the Journal easily o
\

4, AMOUNT:
\ e
;:.» ) I'he amount of the transaction is recorded in this column
- INOTE: While making the posting i . '
aking the posting in ledger accounts it sho e
‘ g uld be borne in mind that the nz £ o
' e f . 4] 4 LA " ‘t L e l‘-ll - "- (“‘"'
f account will never appear in “Reference” column of that account, but th Lol P
should be stated. ' the name of the opposite &Vt
\ POSTING PROCEDURE
I\ ¢ Locate the ledger account for the first debit in the Journal entry

2. / Record the dgte in the Date column it si
. on the debit sid i :
transaction rather than the date of the posting. S R e el D S

Scanned with CamScanner



s .,‘-.——‘

— -
v . v ot AU i S Y By A

5.
6
il

N

[

A

= W

o
3-/
‘

’

/

s

.
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| X X R T ez iy hgve
, | Accounts of Lizbilstes mormazly Beve

| yHE PARIN BOOY OF b Loimers

s
i S

Reoord the nasne of e opmone ko o S L4
‘ T B gy 5g"‘€_‘)ﬁa‘,’ M TP S aadl e )
Reourd e page by of S fouene oo C o R e teflavnee onluen
) e *gryeme 2
being posied sl Rederemen codomn
pocord the smoount Of the debne o0, et~ avrany
- PR AT o

Locate the ledper scooust fur G iy cone .

[y =4
Bty U-‘W_{! E"P‘p' »Es_ﬁrr! Ty

Ayl e E
AUEME - b * ]
p o We Gefor ude of S scosunt

N Qe Lawran Ty and folow fe same seocedure
BALANCING AN scroum

The difference betveen the 1y, gides oof £ wcer
o e - i’ §4 5 0 a »
. AL s salanes T

jesser side 10 make e two gides “Re Salance w written on the

L - -
ASEY SOuE.
.

-
FPans =
PR oroneas f'f o

£ maeay i e 2 -
own 2 Balancing PRy fve two sides of an account 18

The rules for balancing en acooum s et 5.7 p s, | - " J-

| " \ ’ e e Wated & ':‘,-“‘_‘ P v o ," - .:“_/
" - . f’; o ;.o‘_.\.__., ’_‘.— ——

Add up the amount columns of both the sides f 2% ace

LT & wTite the forzdls m 2 < :
it WOlas m 2 separate shp

Find out the difference of the two 1onzis

s

Write down the difference on the lesser side of e scommr.’

I ¢ AR | y E - - -t e & r g 2 = ‘ o
Now totz] up both the sides znd write the 100285 20 drpw denbie Boes ander them.
- . s AEE = . . 2 2 - = =
Agein wmite the difiarence on the opposite side brlos fe donbile Ezes
If the Debit side of an acoount 1 hezvier, ns balznce is knows 25 debit bafanee and if credit side
1s heavier, 1ts balance 15 kaown 21 eredit balance If e too sides of 0 zcoount are equal , that
account will show zero balance. The rules for desermrning e 2alance ar= a3 follows:
Totel Debit

“’_b
-
Totel Credit 2z more than totad Detn. = sedit balance

e

s - - - e
more thes iotal czest. = DeZit balance

Totd Debit = Tota! credit = il balance

L

It may be noted that 2t the time of belancing 2o acooemt debnt Balanes s placed on the credit side
and credit balance on the debnt ide. Thas balemce o known 2s clesing balance and when next year
will stzr, it will be the opering talamce. In other words, what is clesing balanes in this year, is
M
of pext year.
_the opening balance 3

NORMAL BALANCES

b T L I ponep
The norma! balances of vanons aCCOURES 2T LIRS DEOE

"

ally han Debut balance.
Accounts of Assets normzlly ave
Iy bav = Debit balance.
‘ nses normally have =
'_Accoums of Expenses o . e
! "I T her boas = redat belance.
| Accounts of Revenue normally e \ balas

| Credit balance.

"

£

B'C =A¢ balance

B T o r."_cq__‘l.l-u—
Warcount of Owner (capital) nommaaly a3 \

i am ww VLT ATET)
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e total of D
TRIAL BALANCE . ic that at any Stage » th Y ehits |
The fund | principle of Double entry SYSIEM 5 ' ocly, the ledger will refleg, i
¢ fundamental princip ies are recorded and pos e total debit balances. |
be equal to the tota] of credits. If entries i1l then be equal to the |
debits and credits, and the total credit balances wi )

of the year to ascertain the Tesy)
Every business concern prepares Final Accounts at mcec :nm:n O e fee from doub tha ﬂ)ebw;
the activities of the whole year. To ensure correct result, the con o il Belance. % prepared o .
of accounts have been correctly recorded throughout the y:a('under Jouble entry System for - “i
arithmetical accuracy of the books of accounts. As we know t.a o il el among 1 iy
CVery transaction one account is debited and another accqunt is cr};: oal amount of Debit side o. i {
transactions are correctly recorded strictly according to this rule, t rc ccounts, Ths venfiatn I 1
ledger accounts must be equal to that of Credit side of all the ledger ac )

through Trial Balance.

If the trial balance agrees, we may reasonably assume that the 1300!-.5 ;:t’; ;E;?:;-m(za ht::eogm
hand, if it does not agree, it indicates that the books are not correct - there are CEHiaEL 'The -+ The
mistakes are to be detected and corrected -- otherwise, correct result cannot be as.ertgi{m - 1here ar;,
however, a few types of errors which the trial balance cannot detect. In other words, the ‘trial balance will
agree in spite of the existence of those errors. .

The trial balance is not an absolute or solid proof of the accuracy of books of accounts, Thus, if

trial balance agrees, there may be errors or may not be errors. But if it does not agree, certainly there are
errors.

The trial balance serves two main purposes.
To check the equality of debits and credits -- an arithmetical or mathematical test of accuracy.
“To provide information for use in preparing Final Accounts.

Thus in the light of above discussion a Trial Balance may be defined as “‘an informal accounting
schedule or statement that lists the ledger account balances at g point in time and compares the total
of debit balances with the total of credit balances,

METHODS OF PREPARING TRIAL BALANCE:

There are three methods for the preparation of Trial Balance;

i Total or Gross Trial Balance.
o8 Balance or Net Trial Balance,
3, Total - Cum - Balance Trial Balance.

The methods No. 1 and 2 are discussed below in details :

PR
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" ‘l L I!'.
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ol amd Credit Amount” column s |
\ i
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-~ 1 his method
arately ty aee Whether they apree o po

AL ANCL:

all the Dalancey

o i . i ‘('l‘”
wiall ledpe vounts e diawn. Thereatier, the
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respavinely amd the twan voluimng
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\

;
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wethod and Renerally

THe vanous NP
1.

ol
Fuad ot the bal

-

. 4 Revond the ACCH

4

column

o

ILLUSTRATION NoO, 3

Prepare the Balance

e of each
Wiite up the hame of accou

Revond the debit b

Add up the debiy

arge J\l\‘\‘\‘ S

colimn and
follow o,

Tately 1y yee Whether (hey

"Credit Amount” column
HEECe o not This is the maost

) ) } i

we ““N‘T y (Al A

alance Tial Ral
<«

awcount iy ledpey.

Wan the

Yo ihe Preparation of iy

nee™ are piven below;
——

st column,
ntnumber 1y sevond Column,
alance ot cachy account g Debit column and credit balance i credit
and credit Columng

and recor the wotals,

or Net Trial Balance rom the balnnceg extracte

d in lllmtrnllon No, 2.
TRIAL B.-\I.ANC.E

as at 8.1.2005

S.No Account Names AleNo|  Debiy ‘ Credit |
i Cash Account 5 105,800 o
2 Furniture Account 7 20,000
= Capital Account ' 9 - 100,000
4, Purchases Account 11 30,000
3. Ahsan Account 13 .- 30,000
6. Sales Account 15 - 26,000
24 Shakeel Account 17 - e
8. Discount Account 19 200 i

156,000 156,000 }-
NOTE:

If an account shows zero bal

rd it in Tri €.
ance, it is not necessary o record it in Trial Balane
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ACCOUNTING CYCLE TO THE TRIAL BALANCE: *
The different stages of accounting cycle are given below:
1. DOCUMENTING:

All transactions which have taken place in 2 busines
(vouchers) are noted on business printed forms called source documents

2. RECORDING:
In this stage all business transactions with their source documenis e revirlel Cromcingealy 3
Journal.

1

) and oy € it e i Tt .
§ CORCEID N0 LEVE WD WIINEST S¥ilsis:
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o MMARISING:

and credit aspects of transactions are transferred from journal to the concerned accounts

S 3
: . .hc dcb“ { . . . X )
st : Atrial balance 18 prepared which is a summary of the transactions which have taken place during
il:‘ laﬁi‘ Anting period
’ ~
BEPORT'NG' . . : . ;
The Trial Balance provides information to prepare financial statements or Final Accounts for the
yple WO need them. 4 :
The accounting cycle is illustrated below;
Documenting Recording
Transictions with source —y Journal
documents + vouchers Recorded collectively
() | (&)
v classifying
Ledger. -
Classified and
Reporting posted v
m Equation or Reporting separately in
Balance Sheet P &L Aicor various accounts
Assets = Liabilities Income | (3)
+ Owner's Statement |
Equity Expenses Vs
evenue .
—h— k ) v o3
(6) (5) : Summarisin
, Trial Balance .~
( Balances of A/c of
1 | {Expcnses
Revenues
Liabilities
Owner's Equity
| Assets
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