Subject- 3.3 BOOK KEEPING AND ACCOUNTANCY
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INTRODUCTION
Meaning and Definition of Accounting:

Practice and body of knowledge concerned primarily with

methods for recording transactions,

keeping financial records,

performing internal audits,

reporting and analyzing financial information to the management, and
advising on taxation matters.

abrwhE

It is a systematic process of identifying, recording, measuring, classifying, verifying,
summarizing, interpreting and communicating financial information. It reveals profit or
loss for a given period, and the value and nature of a firm's assets, liabilities and owners'

equity.
Accounting provides information on the

resources available to a firm,

1. the means employed to finance those resources, and
2. the results achieved through their use.

Features of Accounting :

1Recording

Accounting is the art of recording of transactions. Only business relative transactions
are recorded in which money is mentioned. All transactions are recorded in detail.
Both journal and subsidiary books are used for this.

2.Classifying

Accounting’s main feature is also classifying all business transactions. Accounting
makes group of all similar accounting entries in one place. For example all receipt
and payment will be shown in cash book. So, all transactions are collected under one
common head . This system is also called classification of transaction. This process is
completed by opening accounts in books. These books are called ledger.
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3.Summarizing

Summarizing is the art of showing business results in summarize form .After this, it
can use for all the interested parties. This feature tells about to financial statement.
One is Trading and profit and loss account and other is Balance Sheet.

4.Interpreting

By interpreting, we can know whether the position of profitability is good or bad. By
knowing this, we can estimate business’s performance.

OBJECTIVES OF ACCOUNTING:-

1. ldentification and recording of transactions

The primary object of accounting is to identify the financial transactions and to record
these systematically in the books of accounts. As a result, the true nature of each and
every transaction is known without much exercise of memory.

With this end in view the transactions are primarily recorded in general and in a special
journal and later on permanently various accounts are kept in the ledger.
2. Ascertainment of results

Every business concern is interested to know its operating results at the end of a
particular period.

The amount of profit or loss for a particular period of a business concern can be
ascertained by preparing income statement with the help of ledger account balances of
revenue nature.

Surplus or deficit of revenue for a particular period of a non-trading concern can also be
ascertained by preparing income and expenditure account or statement.

3. Ascertainment of financial affairs

Ascertainment of debts-liabilities, property, and assets i.e. total financial affairs of an
organization at a particular date is another important object of Accounting.

Financial affairs of a concern at a particular date can be ascertained by preparing a
balance sheet.

The balance sheet is the statement of assets and liabilities of a concern at a particular
date.
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4. Keeping accounts of cash

Cash book is a prominent book of the books of accounts. Cash receipts and cash
payments are accounted for in this book. A number of daily cash receipts, payments, cash
in hand and cash at the bank can be known from this book.

Fraud, forgery, and misappropriation of money are reduced by keeping cash book
scientifically and accurately.
5. Control over assets and liabilities

For running a business successfully a businessman is to acquire various assets like land,
building, machinery etc.

He is to face various debts and liabilities like accounts payable, notes payable, loan, bank
overdraft etc. side by side with die acquisition of assets.

The actual position of these debts-liabilities, property, and assets can be ascertained
through the proper keeping of accounts.

A businessman can take the right steps for controlling the quantity of assets decrease and
liability increase.
6. Controlling money defalcation and cost

Prevention of money defalcation through fraud and forgery and controlling of the cost of
a concern are also the main objects of Accounting.

Prevention of money defalcation and cost control become easier if accounts are kept
scientifically.

7. Providing economic data

Another noble object of Accounting is to provide the concerned parties with all economic
information preparing financial statements and reports etc. in time.

8. Helping tax fixation

Accounts prepared on the basis of accepted accounting principles in considered reliable
to the income tax and VAT authorities for easy determination and settlement of tax and
VAT.
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9. Determination and evaluation of policy

The object of Accounting is to help the management in determining and evaluating the
management policies in running the business successfully by supplying necessary,
information, interpreting and analyzing the financial statements.

10. Testing the arithmetical accuracy of accounts

One of the main objects of scientific methods of accounting is to make sure that accounts
have been kept in a proper way. The arithmetical accuracy of accounts kept in the ledger
can be assured by preparing a trial balance.

Agreement of a trial balance is the proof of the arithmetical accuracy of accounts. The
advantage in taking loan’s Due to insufficiency of capital, borrowing capital from
outsiders is felt necessary to run a business.

Loan givers are not willing to give a loan without knowing the financial position of a
business. Financial statement of a business concern reflects the solvency or loan
repayment capability of that concern.

11. Acceptability to others

Banks or financial institutions are interested to know the accurate financial position of a
business concern for sanctioning loans.

On the other hand, government or other authorities may also ask about the financial
position of a business concern for various reasons.

In these cases, the accounts maintained in a disciplined way become easily acceptable to
the interested institutions or authorities.

12. Creation of values and accountability

The object of accounts maintained in an acceptable way is to create higher values among
individuals and organizations and thereby creating awareness in preventing money
defalcation, misappropriation of fund and cost control by ensuring transparency and
accountability.

13. Following legal bindings and prohibition

As all kinds of business organizations have to abide by some legal bindings and
prohibitions, they are to maintain their accounts accurately.
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ADVANTAGES OF ACCOUNTING:-

Provides financial information about the business

Provides assistance to management

Helps in comparison of financial results

comparison of its own results of different years

comparison of financial results with other firms in the industry
Helps in decision making

Accounting information can be used as an evidence in legal matters
Helps in valuation of the business

DISADVANTAGES OF ACCOUNTING:-

1. Recording only monetary items

As per accounting principles only the events measurable in terms of money are recorded
in the books of accounts. But events of great importance if not measurable in terms of
money are not accounted for.

For that reason recorded accounting information fails to exhibit the exact financial
position of a business concern.

2. Time Value of Money

Under accounting system money value is treated constant. But the value of money always
changes due to inflation. Under existing accounting systems accounts are maintained
considering historical cost ignoring current changed value.

As a result the accounts maintained fail to exhibit the exact financial position of a
business concern.
3. Recommendation of alternative methods

There exists application of alternative methods in determining depreciation of assets and
valuation of stock etc.

Information regarding activities of business is expressed in a misleading way if an
alternative method is used to achieve a particular object.
4. Restrain of Accounting Principles

Exhibited accounting information cannot always exhibit true and fair picture of a
business concern owing to limitations of accounting principles used.
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For example,

Fixed assets are shown after deducting depreciation. In case of inflation, the value of
fixed assets shown in the accounts does not correspond to the real position.

5. Recording of past events

In Accounting past events are accounted for. But naturally there is no system of recording
events that may occur in future.

6. Allocation of problem

Allocation process is an important problem in accounting system. The value of fixed
assets is exhausted charging depreciation for allocated period.

The useful life of fixed assets is fixed up hypothetically which does not stand accurate in
most cases.

7. Maintaining secrecy

Secrecy cannot be ensured for involvement of many employees in accounting work
although maintaining secrecy is very important.

8. Tendency for secret reserves

Often management creates secret reserves intentionally by increasing or decreasing assets
and liabilities for which total financial picture of an organization is not reflected.

9. Importance of form over substance

At the time of preparing accounts for a particular period emphasis is laid on form, table
etc. instead of giving importance to exhibition of substantial information.

As per Company Act, preparation of balance sheet in the prescribed form is mandatory.

Although there are some limitations in present accounting system, accounting in the
present day world has generally been accepted as a recognized profession.

Efforts are on throughout the world to overcome these limitations. Economic activities of
any society without accounting are neither possible nor legal.

The types of accounting:-



Financial accounting. This field is concerned with the aggregation of financial
information into external reports. ...

Public accounting. ...

Government accounting. ...

Forensic accounting. ...

Management accounting. ...

Tax accounting. ...

Accounting Principles

Obviously, if each business organisation conveys its information in its own way, we will
have a babel of unusable financial data.

Personal systems of accounting may have worked in the days when most companies were
owned by sole proprietors or partners, but they do not anymore, in this era of joint stock
companies.

These companies have thousands of stakeholders who have invested millions, and they
need a uniform, standardised system of accounting by which companies can be compared
on the basis of their performance and value.

Therefore, accounting principles based on certain concepts, convention, and tradition
have been evolved by accounting authorities and regulators and are followed
internationally.

These principles, which serve as the rules for accounting for financial transactions and
preparing financial statements, are known as the “Generally Accepted Accounting
Principles,” or GAAP.

The application of the principles by accountants ensures that financial statements are both
informative and reliable.

It ensures that common practices and conventions are followed, and that the common
rules and procedures are complied with. This observance of accounting principles has
helped developed a widely understood grammar and vocabulary for recording financial
statements.



However, it should be said that just as there may be variations in the usage of a language
by two people living in two continents, there may be minor differences in the application
of accounting rules and procedures depending on the accountant.

For example, two accountants may choose two equally correct methods for recording a
particular transaction based on their own professional judgement and knowledge.

Accounting principles are accepted as such if they are (1) objective; (2) usable in
practical situations; (3) reliable; (4) feasible (they can be applied without incurring high
costs); and (5) comprehensible to those with a basic knowledge of finance.

Accounting principles involve both accounting concepts and accounting conventions.
Here are brief explanations.

Accounting Concepts:-

1. Business entity concept: A business and its owner should be treated separately as far
as their financial transactions are concerned.

2. Money measurement concept: Only business transactions that can be expressed in
terms of money are recorded in accounting, though records of other types of
transactions may be kept separately.

3. Dual aspect concept: For every credit, a corresponding debit is made. The recording
of a transaction is complete only with this dual aspect.

4. Going concern concept: In accounting, a business is expected to continue for a
fairly long time and carry out its commitments and obligations. This assumes that the
business will not be forced to stop functioning and liquidate its assets at “fire-sale”
prices.

5. Cost concept: The fixed assets of a business are recorded on the basis of their
original cost in the first year of accounting. Subsequently, these assets are recorded
minus depreciation. No rise or fall in market price is taken into account. The concept
applies only to fixed assets.



6. Accounting year concept: Each business chooses a specific time period to complete
a cycle of the accounting process—for example, monthly, quarterly, or annually—as
per a fiscal or a calendar year.

7. Matching concept: This principle dictates that for every entry of revenue recorded in
a given accounting period, an equal expense entry has to be recorded for correctly
calculating profit or loss in a given period.

8. Realisation concept: According to this concept, profit is recognised only when it is
earned. An advance or fee paid is not considered a profit until the goods or services
have been delivered to the buyer.

Accounting Conventions:-

There are four main conventions in practice in accounting: conservatism; consistency;
full disclosure; and materiality.

Conservatism is the convention by which, when two values of a transaction are
available, the lower-value transaction is recorded. By this convention, profit should never
be overestimated, and there should always be a provision for losses.

Consistency prescribes the use of the same accounting principles from one period of an
accounting cycle to the next, so that the same standards are applied to calculate profit and
loss.

Materiality means that all material facts should be recorded in accounting. Accountants
should record important data and leave out insignificant information.

Full disclosure entails the revelation of all information, both favourable and detrimental
to a business enterprise, and which are of material value to creditors and debtors.

Basic Accounting Terms

Here is a quick look at some important accounting terms.

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



Assets = Liabilities + Stakeholders’ equity

This means that all the assets owned by a company have been financed from loans from
creditors and from equity from investors. “Assets” here stands for cash, account

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

Accounting methods: Companies choose between two methods—cash accounting or
accrual accounting. Under cash basis accounting, preferred by small businesses, all
revenues and expenditures at the time when payments are actually received or sent are
recorded. Under accrual basis accounting, income is recorded when earned and expenses
are recorded when incurred.

Account receivable: The sum of money owed by your customers after goods or services
have been delivered and/or used.

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

Accrual accounting: See “accounting methods.”
Assets (fixed and current): Current assets are assets that will be used within one year.

For example, cash, inventory, and accounts receivable (see above). Fixed assets (non-
current) may provide benefits to a company for more than one year—for example, land
and machinery.

Balance sheet: A financial report that provides a gist of a company’s assets and liabilities
and owner’s equity at a given time.

Capital: A financial asset and its value, such as cash and goods. Working capital is
current assets minus current liabilities.

Cash accounting: See “accounting methods.”

Cash flow statement: The cash flow statement of a business shows the balance between
the amount of cash earned and the cash expenditure incurred.

Credit and debit: A creditis an accounting entry that either increases a liability or
equity account, or decreases an asset or expense account. It is entered on the right in an



accounting entry. A debit is an accounting entry that either increases an asset or expense
account, or decreases a liability or equity account. It is entered on the left in an
accounting entry.

Double-entry bookkeeping: Under double-entry bookkeeping, every transaction is
recorded in at least two accounts—as a credit in one account and as a debit in another.

For example, an automobile repair shop that collects Rs. 10,000 in cash from a customer
enters this amount in the revenue credit side and also in the cash debit side. If the
customer had been given credit, “account receivable” (see above) would have been used

instead of “cash.” (Also see “single-entry bookkeeping,” below.)

Financial statement: A financial statement is a document that reveals the financial
transactions of a business or a person. The three most important financial statements for
businesses are the balance sheet, cash flow statement, and profit and loss statement (all
three listed here alphabetically).

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

Journal entry: An entry in the journal that records financial transactions in the
chronological order.

Profit and loss statement (income statement): A financial statement that summarises a
company’s performance by reviewing revenues, costs and expenses during a specific
period.

Single-entry bookkeeping: Under the single-entry bookkeeping, mainly used by small
or businesses, incomes and expenses are recorded through daily and monthly summaries

of cash receipts and disbursements. (Also see “double-entry bookkeeping,” above.)

Types of accounting: Financial accounting reports information about a company’s
performance to investors and credits. Management accounting provides financial data to
managers for business development.

« Current Assets — Capital that has immediate value (typically that which will be used
within one year), including cash, sellable products, or accounts receivable.

. Fixed Assets — Assets with long-term value, such as land and property, tools and
machinery, or vehicles.



. Liabilities — All money and outstanding debts owed by the company. This could
include accounts payable, loans, liens on property, or other long-term investments.

. Equity — All capital currently invested in the company, including any profits that
have been re-invested as retained earnings.

« Accounts Receivable — Outstanding payments the company is currently owed by all
customers/clients. (This is essentially anything the company bills out.)

« Accounts Payable — Outstanding payments the company currently owes to suppliers,
vendors, and creditors. (Essentially any bills the company still has yet to pay.)

Income Statement — A report that tracks the company's revenues, costs, and expenses
over a set period (typically quarterly or annually). This is also called a "profit and loss
statement."

« Revenue — All incoming money from selling products and services or generated
through a company's additional assets. Also referred to as "gross income."

« Costs (of Goods Sold) — The total money spent to produce goods and services,
including production, labor, storage, and material costs.

. Expenses — Any additional money spent operating the company that's not associated
with the production of sellable products and services. (Expenses are often divided
into four categories: fixed, variable, accrued, and operation).

« Net Income — The company's total profit (or loss, if negative) once costs and
expenses are subtracted from revenue.

MEANING AND TYPES OF ACCOUNTS

Meaning of Account:-- Financial records of an organization that register all financial
transactions, and must be kept at its principal office or place of business. The purpose of
these records is to enable anyone to appraise the organization's current financial position
with reasonable accuracy. Firms present their annual accounts in two main parts: the
balance sheet, and the income statement (profit and loss account). The annual accounts of
a registered or incorporated firm are required by law to disclose a certain amount of
information. And have to be certified by an external auditor that they present a 'true and
fair view' of the firm's financial affairs.

There are mainly three types of accounts in accounting: Real, Personal and Nominal
accounts, personal accounts are classified into three subcategories: Artificial, Natural,
and Representative.

1. Real Accounts

All assets of a firm, which are tangible or intangible, fall under the category “Real
Accounts®.
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Tangible real accounts are related to things that can be touched and felt physically. Few
examples of tangible real accounts are building, machinery, stock, land, etc.

Intangible real accounts are related to things that can’t be touched and felt physically.
Few examples of such real accounts are goodwill, patents, trademarks, etc.

Golden rule for real accounts
Debit what comes in

Credit what goes out
Example

The transaction below shows the interaction of two different real accounts: one is
furniture and the other is cash, both of them are assets of the company and hence
classified as real accounts.

e Purchased furniture for 10,000 in cash
Accounts Involved Debit/Credit  Rule Applied
Furniture A/C Debit Real A/C — Dr. what comes in
To Cash A/C Credit Real A/C — Cr. what goes out

*Amount will be 10,000 in both debit and credit.

Related Topic — Step by Step Process to create a Journal Entry

2. Personal Accounts

These accounts are related to individuals, firms, companies, etc. A few examples of
personal accounts include debtors, creditors, banks, outstanding/prepaid accounts,
accounts of credit customers, accounts of goods suppliers, capital, drawings, etc.

Natural personal accounts: This type of personal accounts is the simplest to understand
out of all and includes all of God’s creations who have the ability to deal, who, in most
cases, are people. E.g. Kumar’s A/C, Adam’s A/C, etc.

Artificial personal accounts: Personal accounts which are created artificially by law,
such as corporate bodies and institutions, are called Artificial personal accounts. E.g. Pvt
Ltd companies, LLCs, LLPs, clubs, schools, etc.
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Representative personal accounts: Accounts which represent a certain person or a
group directly or indirectly. E.g. Let’s say that wages are paid in advance to an employee
— a wage prepaid account will be opened in the books of accounts. This wages prepaid
account is a representative personal account indirectly linked to the person.

Golden rule for personal accounts
Debit the receiver

Credit the giver
Example

The transaction below demonstrates the interaction between two different personal
accounts, one of which is a private limited company and the other one is a bank.

e Paid Unreal Pvt Ltd. 24,000 by check
Accounts Involved Debit/Credit Rule Applied
Unreal Pvt Ltd. A/C Debit Artificial Personal — Dr. the receiver
To Bank A/C Credit Artificial Personal — Cr. the giver
*Amount will be 24,000 in both debit and credit.

Related Topic — Difference between Journal and Ledger

3. Nominal Accounts

Accounts which are related to expenses, losses, incomes or gains are called Nominal
accounts. The dictionary meaning of the word “nominal” is “existing in name only” and
the meaning remains absolutely true in accounting sense too, because nominal accounts
do not really exist in physical form, but behind every nominal account money is involved.
E.g. Purchase A/C, Salary A/C, Sales A/C, Commission received A/C, etc.

The final result of all nominal accounts is either profit or loss which is then transferred to
the capital account.

Golden rule for nominal accounts
Debit all expenses & losses
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Credit all incomes & gains
Example

The following example shows a transaction where a nominal account deals with a real
alc.

e Purchased good for 15,000 in cash
Accounts Involved  Debit/Credit  Rule Applied
Purchase A/C Debit Nominal A/C — Dr. all expenses
To Cash A/C Credit Real A/C — Cr. what goes out
The amount will be 15,000 in both debit and credit.

DOUBLE ENTRY SYSTEM OF ACCOUNTING

Double-entry bookkeeping, in accounting, is a system of bookkeeping so named
because every entry to an account requires a corresponding and opposite entry to a
different account. The double entry has two equal and corresponding sides known as
debit and credit. The left-hand side is debit and right-hand side is credit

Accounting entries

In the double-entry accounting system, at least two accounting entries are required to
record each financial transaction. These entries may occur in asset, liability, equity,
expense, or revenue accounts. Recording of a debit amount to one or more accounts and
an equal credit amount to one or more accounts results in total debits being equal to total
credits for all accounts in the general ledger. If the accounting entries are recorded
without error, the aggregate balance of all accounts having Debit balances will be equal
to the aggregate balance of all accounts having Credit balances. Accounting entries that
debit and credit related accounts typically include the same date and identifying code in
both accounts, so that in case of error, each debit and credit can be traced back to a
journal and transaction source document, thus preserving an audit trail. The accounting
entries are recorded in the "Books of Accounts". Regardless of which accounts and how
many are impacted by a given transaction, the fundamental accounting equation of assets
equal liabilities plus capital will hold.
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Approaches

There are two different ways to memorize the effects of debits and credits on accounts in
the double entry system of bookkeeping. They are the Traditional Approach and the
Accounting Equation Approach. Irrespective of the approach used, the effect on the
books of accounts remains the same, with two aspects (debit and credit) in each of the
transactions.

The British approach

Following the British approach (also called the traditional approach) accounts are
classified as real, personal, and nominal accounts. Real accounts are accounts relating to
assets and liabilities including the capital account of the owners. Personal accounts are
accounts relating to persons or organisations with whom the business has transactions and
will mainly consist of accounts of debtors and creditors. Nominal accounts are revenue,
expenses, gains, and losses. Transactions are entered in the books of accounts by
applying the following golden rules of accounting:

1. Real account: Debit what comes in and credit what goes out
2. Personal account: Debit the receiver and credit the giver
3. Nominal account: Debit all expenses & losses and credit all incomes & gains

Accounting equation approach

This approach is also called the American approach. Under this approach transactions are
recorded based on the accounting equation, i.e., Assets = Liabilities + Capital. The
accounting equation is a statement of equality between the debits and the credits. The
rules of debit and credit depend on the nature of an account. For the purpose of the
accounting equation approach, all the accounts are classified into the following five
types: assets, liabilities, income/revenues, expenses, or capital gains/losses.

If there is an increase or decrease in a set of accounts, there will be equal decrease or
increase in another set of accounts. Accordingly, the following rules of debit and credit
hold for the various categories of accounts:

1. Assets Accounts: debit entry represents an increase in assets and a credit entry
represents a decrease in assets

2. Capital Account: credit entry represents an increase in capital and a debit entry
represents a decrease in capital

3. Liabilities Accounts: credit entry represents an increase in liabilities and a debit
entry represents a decrease in liabilities

4. Revenues or Incomes Accounts: credit entry represents an increase in incomes and
gains, and debit entry represents a decrease in incomes and gains

5. Expenses or Losses Accounts: debit entry represents an increase in expenses and
losses, and credit entry represents a decrease in expenses and losses



These five rules help learning about accounting entries and also are comparable with
traditional (British) accounting rules.

DEBIT & CREDIT:-

Double-entry bookkeeping is governed by the accounting equation. If revenue equals
expenses, the following (basic) equation must be true:

assets = liabilities + equity

For the accounts to remain in balance, a change in one account must be matched with a
change in another account. These changes are made by debits and credits to the accounts.
Note that the usage of these terms in accounting is not identical to their everyday usage.
Whether one uses a debit or credit to increase or decrease an account depends on the
normal balance of the account. Assets, Expenses, and Drawings accounts (on the left side
of the equation) have a normal balance of debit. Liability, Revenue, and Capital accounts
(on the right side of the equation) have a normal balance of credit. On a general ledger,
debits are recorded on the left side and credits on the right side for each account. Since
the accounts must always balance, for each transaction there will be a debit made to one
or several accounts and a credit made to one or several accounts. The sum of all debits
made in each day's transactions must equal the sum of all credits in those transactions.
After a series of transactions, therefore, the sum of all the accounts with a debit balance
will equal the sum of all the accounts with a credit balance.

Debits and credits are numbers recorded as follows:

« Debits are recorded on the left side of a T account in a ledger. Debits increase
balances in asset accounts and expense accounts and decrease balances in liability
accounts, revenue accounts, and capital accounts.

« Credits are recorded on the right side of a T account in a ledger. Credits increase
balances in liability accounts, revenue accounts, and capital accounts, and decrease
balances in asset accounts and expense accounts.

. Debit accounts are asset and expense accounts that usually have debit balances, i.e.
the total debits usually exceed the total credits in each debit account.

. Credit accounts are revenue (income, gains) accounts and liability accounts that
usually have credit balances.

Debit Credit
Asset Increase Decrease
Liability Decrease Increase

Income (revenue) Decrease Increase
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Expense Increase Decrease
Capital Decrease Increase

The mnemonic DEADCLIC is used to help remember the effect of debit or credit
transactions on the relevant accounts. DEAD: Debit to increase Expense, Asset and
Drawing accounts and CLIC: Credit to increase Liability, Income and Capital accounts.

The account types are related as follows:
current equity = sum of equity changes across time (increases on the left side are debits,
and increases on the right side are credits, and vice versa for decreases)
current equity = Assets - Liabilities
sum of equity changes across time = owner's investment (Capital above) + Revenues -
Expenses

JOURNAL

Journal entries are an important part of accountancy. A journal entry, in accounting, is
the logging of a transaction into accounting journal items. The journal entry can consist
of several recordings, each of which is either a debit or a credit. The total of the debits
must equal the total of the credits or the journal entry is said to be "unbalanced”. Journal
entries can record unique items or recurring items such as depreciation or bond
amortization. In accounting software, journal entries are usually entered using a separate
module from accounts payable, which typically has its own subledger that indirectly
affects the general ledger. As a result, journal entries directly change the account
balances on the general ledger. Recording

In order to record journal entries, one needs to have knowledge about:

1. Type of Accounts
2. Golden Rules of Accounting
3. Experience of Working

Type of accounts:-
There are three type of accounts in accounting:

1. Personal account
2. Real account
3. Nominal account

Personal accounts consist of all those accounts which are related to a person, business,
firm etc. There are also subtypes of personal account:
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1. Natural Personal Any person like Mohan Account, Ram account etc.

2. Artificial Personal Any company or group of people like Microsoft account,
Hindustan Petroleum account etc

3. Representative Personal this type of Personal a/c represents owner like. Capital
alc, drawings a/c etc

Dr. the receiver. Cr. the giver.

For example: Mohan's account, Apple Itd. account etc. Capital account
Real accounts consist of all those accounts which are related to assets.
For example: Plant and Machinery account, Stock account etc.

Dr. What is comes in. Cr. What is goes out.

Nominal accounts consist of all those accounts which are related to expenses, losses,
Income and Gains.

Dr. are all expenses and losses. Cr. are all income and gains.
For example: Rent account, wages account etc.

Advantages of Journal:-

Journal is original book of entries in which we record first time all business transaction
thoroughly. It advantages are given below :-

1. Journal provides records of all business transactions in one place on the time and
date basis.

2. All transactions are recorded on the basis of receipts or bill, so we can check
authenticity of each journal entries with their bills.

3. There is minimum chance to avoid any particular transaction because in journal
transactions are recorded date basis.

4. Accountant writes every journal entry’s narration bellow of that journal entry, so
other auditor can know what the reason of that journal entry is.

5. In journal, every transaction is recorded after deep analysis of two accounts on the
basis of double entry system, so there is minimum chance of mistake in journal.

6. Journal is the basis of posting in ledger accounts. With making of journal,
accountant can not make ledger accounts.

7. If there is mistake in ledger, we can rectify it with the help of journal or rectify
journal entry in journal.

8. All opening journal entries , closing journal entries and all other transactions which
Is not recorded in any other subsidiary books , will be recorded in journal .
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9. Journal is also needed in every type of accounting software . These accounting
software can make auto system of posting journal entries by their automatic
processing , but accountant must feed journal entries in journal and other specific
vouchers of journal .

In journal , there is one column of ledger folio . It is very important for checking
reference of each account's posting with its original journal entry .

DISADVANTAGES OF JOURNAL:-

Journal in spite of its above advantages suffers from the following limitations:

1. Huge and bulky size. A single journal for the entire business will be bulky and
difficult to operate and handle.

2. Balance of accounts at a glance not available. The actual position of ledger balances
as purchases, sales, returns, bills etc. is not known on a particular date from journal.

3. Difficulty in reconciling cash balance. In case all transactions including cash
transactions are recorded in the journal and no cash book is maintained, it will be very
difficult to reconcile daily cash balance.

CASH BOOK

Journal in which all cash receipts and payments (including bank deposits and
withdrawals) are recorded first, in chronological order, for posting to general ledger.
Cash book is regularly reconciled with the bank statements as an internal auditing
measure. In larger firms, it is commonly divided into two parts: (1) Cash disbursement
journal in which all cash payments (such as accounts payable, operating expenses, petty
cash purchases) are recorded, and (2) Cash receipts journal in which all cash receipts
(such as accounts receivable, cash sales, sale of assets) are recorded.

What is Cash Book:-
Cash Book contains cash transactions passing into and out of a business.
The primary book where transactions regarding cash receipts and payments are recorded

in a chronological order of dates with explanations and balance is drawn at the end of the
day or a particular period is called cash book.

Among the financial transactions of a concern, cash transactions carry much more

importance. That’s why these are recorded in a separate book of account.
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Since all cash transactions are recorded in this book in the format of ledger account a
separate cash account in the ledger is not needed.

Cash Book Example:-

The owner can know the accurate cash the position of his business from cash book. ‘T’
form cash book contains two sides: the left-hand side means the debit side and the right-
hand side means the credit side.

The debit side stands for cash receipts and the credit sides’ stands for cash disbursements.

All the receipts are recorded on the receipt sides and all cash disbursements are recorded
on the payment side of the cash book.

At the end of the day or a particular period, the totals of receipts and payments are made
and the difference of these two totals is shown as balance.

This balance indicates the amount of the cash in hand of an organization.

Cash Book is a book in wthe hich an account is kept of the receipts and disbursements of
money.

Importance of Cash Book:-
The features of cash book are as follows;

Since only cash transactions are recorded in the cash book it is a special journal.

Cash book serves the purpose of journal and ledger.

Cash book always shows a debit balance.

The balance of cash book always means cash in hand. Balance of cash book and cash
of a cash box must be equal.

5. Non-cash transactions of cash book are transferred to a relevant account in the ledger.

I

Cash Book is both a Journal and a Ledger:-
Some accountants term cash book as a journal and some other term it as a ledger. Modem
accountants term cash book both as journal and ledger.

Cashbook is a journal; because:-



= After the occurrence of transactions, these are recorded in the cash book in
chronological order of dates with explanations like a journal.

= The way in which transactions are posted into ledger from the journal is followed in
case Of posting transactions to ledger from cash book.

= As separate special journals are maintained for various transactions similarly cash
book is maintained for cash transactions.

= Cash transactions are recorded in the cash book according to debit and credit.

= Other than cash book no subsidiary journal is maintained for cash transactions.

For all these features of cash book, it is called journal.

Cashbook is a ledger; because:-

= The format of cash book is similar to that of a ledger account.

= Like ledger account, cash book consists of two sides — debit side and credit side if it is
prepared in ‘T’ format.

= Like ledger accounts, the balance of cash book is determined and transferred to trial
balance.

= Cash book serves the purpose of the cash account. In such case, the cash account is not
prepared in the ledger.

Cash book is called ledger because of its above mentioned characteristics. It is very much
evident from the above discussion, cash book is both journal and ledger as it contains all
features of journal and ledger and serves purposes of both.

Advantages of Cash Book:-

1. Cash receipt and cash payments for a particular period can easily be ascertained from
the cash book.

2. Since cash transactions are recorded in the cash book, it becomes convenient to find
out any cash transaction for future reference.

3. It avoids journalization of huge cash transactions.

4. The amount of cash in hand can be ascertained at any time and it can be compared
with the cash in cash box. This ensures the accuracy of the cash book and detects
»misuse or misappropriation of cash.



5. Cash book minimizes time and labor in preparing ledger as it performs the functions of

both the journal and ledger.
6. Proper maintaining of cash book influences morality of the cashier which refrains him

from stealing cash.
For proper maintaining of cash book, preventive measures are taken to avoid fraud and
forgery.
For example;

The officials entrusted with the responsibilities of preparing cash book are seated in a
separate room and entrance of unauthorized employees is restricted there.

Types of Cash Book:-
Generally, cash book is of two types —

1. general cash book.
2. petty cash book.

General cash book is subdivided into;

1. Single column cash book,
2. double column cash book,
3. treble column cash book.

Double Column Cash Book:-
The cash book containing, two money columns — cash column and bank column in both
sides for recording cash and bank transactions, is called a double column cash book.

All cash receipts and all bank deposits are recorded on the debit side and all cash
payments and all payments through cheques are recorded on the credit side of this cash

book.



Cash receipts are recorded in the cash column of debit side and cash payments are
recorded in the cash column of the credit side. Cash and cheques, deposited in the bank,
are recorded in the bank column of the debit side and payment by cheques are recorded in
the bank column of the credit side.

The debit balance of double column cash book indicates cash in hand and cash at bank of
a particular date of a concern.

There might be a credit balance of bank column which indicates bank overdraft or excess
withdrawn over deposits.

Method of Preparing Double Column Cash Book

The method of preparing double column cash book is almost similar to that of single
column cash book. The double column cash book system has been introduced to avoid
complexity in posting bank transactions in single column cash book.

Here all bank transactions are directly recorded in bank columns.

At the time of preparing double column cash book, it is to be kept in mind that all types
of cash receipts are to be recorded in the cash column of debit side and all bank deposits
are to be recorded in the bank column of the debit side.

On the other hand, cash payments are recorded in the cash column of the credit side and
payments through cheques are recorded on the debit side.

Treble Column Cash Book
The cash book containing three money columns in both sides is called treble column cash

book. The columns are ‘Cash’, ‘Bank’ and ‘Discount.

In a treble column cash book, there are three money columns on both sides for recording
transactions relating to cash, bank, and discount.

Like double column, cash book cash receipts and bank deposit are recorded in the debit
cash column and bank column respectively of the treble column cash book and cash
payments and payment by cheque are recorded in the credit cash column and bank
column respectively.



The discount allowed to the customer for realizing debts is recorded in the debit discount
column of treble column cash book and discount received from suppliers or creditors in
making payment is recorded in credit discount column of the treble column cash book.

In preparing treble column cash book it is to be carefully noted that discount columns
need not be balanced.

The total of debit discount column and the total credit discount column are treated as
separate balances.

The total of debit discount column means expense and the total credit discount column
means income.

Advantages of Treble Column Cash Book
The advantages of treble column cash book are stated below,

= Time and labor saving A good deal of time and labor are saved because for
maintaining treble column cash book cash account, bank account and discount
accounts are not needed to be prepared in the ledger.

= Knowing cash and bank balance Cash and bank balances can easily be ascertained
whenever needed from treble column cash book.

= Knowing discount income and discount expense the amount of discount income and
discount expenses can easily be known from the total credit discount column and debit
discount column of treble column cash book.

Petty Cash Book

Companies maintains two types of Petty Cash Book for all cash transactions of a
business.

1. Columnar petty cash book
2. Imprest petty cash book.

Subsidiary Books




Subsidiary Books of Account

Also known as special purpose books, special purpose subsidiary books, and subsidiary
books of account are various books recording financial transactions of similar nature.
They are sub-division of the journal.

During the lifecycle of a business, the volume of transactions in a business may rise to an
extent that a single journal may no longer be adequate to keep the books. This is when
special purpose books or subsidiary books may be required for more efficient
bookkeeping.

List of supporting books

Sales Returns Bills

Cash Book Sales Book Receivable
Book

Book

L lalatniflasalal s 1a 2l
ACCOUNGNE - Gitd CoHT

Purchase Journal Purchase  Bills Payable
Book Proper Returns Book Book

Types of Subsidiary Books:-

1. Cash Book — A cash book is a book of prime entry which records all
transactions made by a business in both cash and a bank instrument.

2. Purchase Book — A purchase book is one of the special purpose books
where all the credit purchases are recorded by a business.

3. Sales Book — A sales book is one of the subsidiary books where all the
credit sales are recorded by a business.

4. Purchase Returns Book — Also known as returns outward book, a purchase
returns book is prepared to record goods returned by a business to its
suppliers.

5. .Sales Return Book — Also known as returns inward book, a sales return
book is prepared to record goods returned to a business by the customers.
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6. Journal Proper — It is a book in which all miscellaneous transactions which
are not recorded in any other subsidiary book is called a journal proper.

7. Bills Receivable Book — is a book that records all bills receivable to a
business, the total of bills receivable book is posted on the debit side of the
B/R account

8. Bills Payable Book — is one of the subsidiary books that records all bills
payable by a business, the total of bills payable book is posted on the credit
side of the B/P account.

LEDGER AND POSTING

What is a Ledger:-

In bookkeeping and accounting, a ledger is a book (or record) for collecting historical
transaction data from a journal and organizing entries by account.

The ledger provides the transaction history and current balance in each accounting system
account, throughout the accounting period. At the end of the period, ledgers, therefore,
serve as the authoritative source of data for building a firm's financial accounting reports.

= The Income statement is mostly a summary of account activity for the period in the
firm's Revenue and Expense Accounts.

« The Balance sheet is mostly a summary of the current balances in the firm's Assets,
Liabilities, and Equities accounts, as they stand at the period end.

Posting refers to the process of transferring entries in the journal into the accounts in the
ledger. Posting to the ledger is the classifying phase of accounting. ... While the journal
is referred to as Books of Original Entry, the ledger is known as Books of Final Entry.

Ledger books are the books of final entry which contains the various accounts to which
the entries made in the Books of Original entry are transferred.

All transactions are recorded in ledger accounts, which simply means individual records
(‘accounts') of every major type of asset and liability, income and expense (and also the
owner's capital). 'Ledger' is the collective noun for a group of accounts. There are in fact
three key sub-divisions of the 'ledger":
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Division of Ledger Books:-

1. Sales Ledger: It contains all the individual accounts relevant to the business's debtors,
I.e. those customers who buy from the business on credit terms (they are sent an invoice
rather than paying straight away). This, unsurprisingly, might also be called the 'Debtors
ledger'.

2. Purchases Ledger: It contains all the individual accounts relevant to the business's
creditors, i.e. suppliers from whom the business has bought goods or services on credit
terms (they have received an invoice rather than paying immediately). Alternatively, this
can be called the 'Creditors ledger".

These two ledgers are 'personal’ ledgers, as each account they contain bears the name of a
customer or supplier.

3. General Ledger or Nominal Ledger: Itisreferred to as being 'impersonal’, as it
contains all accounts other than those of debtors and creditors. Examples include asset
accounts such as 'machinery’, 'motor vehicles' and ‘computers’, liability accounts such as
'loans payable’, income accounts such as 'sales’ and 'rent receivable' and expense accounts
such as 'purchases' (cost of goods for resale), 'wages', 'stationery' and ‘advertising'. It also
contains the 'capital’ account.

An important sub-division of the general ledger is the cash book, which contains two
accounts - 'bank' and 'cash’, which tend to have many more entries than any other
accounts. The bank account records all payments into and out of the bank, the cash
account records all cash paid into or out of the business. Additionally, there might be a
petty cash book which records all the relatively minor office expenses such as tea and
coffee, car parking costs etc.

Assets Accounts, expenses account, losses account, etc., and also the Total
purchases account, Total sales account, Total Sales returns account, Purchases
Returns account. It is also called as Nominal ledger.

Advantages Of Dividing The Ledger:
1. It facilitates division of labour in the maintenance of ledger.



2. It becomes easy to locate errors in ledger accounts.

3. It helps the ledger clerks to complete their respective work in time with
perfection.

4. It becomes easy to refer to any particular account.

Format of Ledger:-

Account Name Folio number

Date Particulars J.F] Debitjamt) | Date Particul J.F | Credit(

....... To ..... account By ..... account

....... To ..... account By ..... account

........ . To bwﬁ olel — By balance /d
(i credit side heavy) (if debit side heavy)

....... To balance bid By balance b/d
(if debit side heavy) {if credit side heavy)

The process of transferring the debit and credit items from journal to classified accounts
in the ledger is known as ‘Posting’.

Rules Regarding Posting:--
* Separate account is opened in ledger book for each account and entries from ledger
posted to respective account accordingly.

* Use the words ‘To” (identifies the accounts to be written on the debit side) and ‘By’
(identifies the accounts to be written on the credit side)

» The concerned account debited in the journal should also be debited in the ledger but
reference should be of the respective credit account.
Balancing:-

At the end of the each month or year or any specific day it is necessary to determine the
balance in an account. To do that, add the totals of both sides (Debit and credit sides) and
find out the difference in both the side. The difference in both the sides is ‘Balance’. If
the Debit is greater than the credit side, it is a Debit balance or vice-versa.



The Debit balance is written on the Credit side as, “By Balance c¢/d” (carried down) or the
Credit balance is written on the Debit side as, “To Balance c¢/d. By doing this, two sides
will be equal.

While preparing the Ledger accounts for next period, this balance would be transferred
from last period Ledger accounts as ‘To Balance b/d’ (brought down) if there was debit
balance or ‘By Balance b/d’ if there was credit balance in the last period Ledger.

It should be noted that Nominal accounts are not balanced, instead the balance at end
need to be transferred to the Profit and Loss Account.

TRAIL BALANCE

A trial balance is a list of all the general ledger accounts (both revenue and capital)
contained in the ledger of a business. This list will contain the name of each nominal
ledger account and the value of that nominal ledger balance. Each nominal ledger account
will hold either a debit balance or a credit balance. The debit balance values will be listed
in the debit column of the trial balance and the credit value balance will be listed in the
credit column. The trading profit and loss statement and balance sheet and other financial
reports can then be produced using the ledger accounts listed on the same balance

Definition

: The aggregate of all debit and credit balances at the end of an accounting period that (1)
shows if the general ledger is in balance (total debits equal total credits) before making
closing entries, (2) serves as a worksheet for making closing entries, and (3) provides the
basis for making draft financial statements.

Usage

The purpose of a trial balance is to prove that the value of all the debit value balances
equal the total of all the credit value balances. If the total of the debit column does not
equal the total value of the credit column then this would show that there is an error in the
nominal ledger accounts. This error must be found before a profit and loss statement and
balance sheet can be produced.

The trial balance is usually prepared by a bookkeeper or accountant who has used
daybooks to record financial transactions and then post them to the nominal ledgers and
personal ledger accounts. The trial balance is a part of the double-entry bookkeeping
system and uses the classic 'T' account format for presenting values.
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Limitations:-

A trial balance only checks the sum of debits against the sum of credits. That is why it
does not guarantee that there are no errors. The following are the main classes of errors
that are not detected by the trial balance.

An error of original entry is when both sides of a transaction include the wrong
amount.l? For example, if a purchase invoice for £21 is entered as £12, this will
result in an incorrect debit entry (to purchases), and an incorrect credit entry (to the
relevant creditor account), both for £9 less, so the total of both columns will be £9
less, and will thus balance.

An error of omission is when a transaction is completely omitted from the
accounting records.®l As the debits and credits for the transaction would balance,
omitting it would still leave the totals balanced. A variation of this error is omitting
one of the ledger account totals from the trial balance (but in this case the trial
balance will not balance).

An error of reversal is when entries are made to the correct amount, but with
debits instead of credits, and vice versa.[4l For example, if a cash sale for £100 is
debited to the Sales account, and credited to the Cash account. Such an error will
not affect the totals.

An error of commission is when the entries are made at the correct amount, and
the appropriate side (debit or credit), but one or more entries are made to the wrong
account of the correct type.[! For example, if fuel costs are incorrectly debited to
the postage account (both expense accounts). This will not affect the totals.

An error of principle is when the entries are made to the correct amount, and the
appropriate side (debit or credit), as with an error of commission, but the wrong
type of account is used. For example, if fuel costs (an expense account), are
debited to stock (an asset account).l®! This will not affect the totals.

Compensating errors are multiple unrelated errors that would individually lead to
an imbalance, but together cancel each other out.E!

What are the functions of trial balance?

One of the golden rule of accountancy is “every debit has an equal and
corresponding credit”

A trial balance helps in affirming this picture of your accounts before you move
ahead to the preparation of profit and loss account and the balance sheet.

The first step of accounting is recording of journal entries which are posted to the
corresponding ledger accounts. The balances corresponding to each account in the
ledger is then recorded in the trial balance.

So, at the end of recording all the balances from the ledger accounts, ideally the
trial balance must tally on its own i.e the total of debits equals the total of credits.
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. In the absence of such equality, it can be concluded that the accounting has errors
and needs to be rectified.

METHODS OF PREPARING TRAIL BALANCE:-

There are three methods of preparing trial balance. The total of both the debit and credit
column the trial balance must be equal in all the methods. The following methods can be
used for preparing balance:

1. Balance method
2. Total method

3. Total and Balance method

|. Balance Method

Trial balance, as its name itself points out is prepared with the balance of ledger accounts.
Every ledger account has got the debit and credit side. At the end of a certain period,
ledger accounts are balanced Excess of the total of the debit side of an account over its
credit side is known as debit balance and written in the debit column of the trial balance.
In the same way, excess of credit side of an account over its debit side shows credit
balance and will be written at the credit side of the trial balance. The total of both the
debit and credit side must be equal.

2. Total Method

According to this method, the total of the debit and credit side of every account is
separately written in the debit and credit column of the trial balance. The total of both the
debit and credit must be equal. If it is not equal, there are definitely certain errors which
should be located and rectified.

3. Total and Balance Method

This method presents both the balance and total method in the same trial balance. The
amount column is divided between total and balance methods. Each method has further
two columns of debit and credit. The total of the debit and credit under each method must
be equal. There will be different totals according to the different methods but the total of
debit and credit of each method will be equal.



ERRORS AND THEIR RECTIFICATION

Concept And Meaning Of Rectification Of Accounting Errors And Its Methods :-

Rectification Of Accounting Errors
Once an error is located, it should be properly corrected. The correction of accounting
errors in a systematic manner is called the rectification of errors. In other words, the
process of systematically correcting the accounting errors is known as rectification of
errors. The presence of accounting errors affects accuracy of the profit and loss and the
financial position of the business shown by the final accounts, therefore, no error should
be left uncorrected.

Methods Of Rectification Of Accounting Errors
The following method should be followed to rectify the accounting errors

1. Rectification of errors located before preparation of trial balance
2. Rectification of errors after preparation of  trial balance

1. Rectification Of Errors Located Before Preparation Of Trial Balance
Errors may be detected in the process of closing books and accounts for preparation of
trial balance. The errors detected in the process may be either one-sided errors or two-
sided errors. However, once such errors are located they must be rectified immediately.

* Rectification Of One-sided Errors Located Before Preparation Of Trial Balance
One-sided errors are those errors which affect only one side of an account. Wrong
totaling of subsidiary books, posting a wrong amount, posting on the wrong side are some
of the examples of one-sided errors. Since two accounts are not involved in these errors,
journal entry can not be passed for rectifying such errors. The one-sided error is rectified
by making an additional posting on the affected side of the ledger account.

* Rectification Of Two-sided Errors Located Before Preparation Of Trial Balance
The errors that affect two or more accounts are called two-sided errors. Correction of
such two-sided errors needs to make rectification journal entries since such errors involve
two or more accounts. Therefore, one account is debited and another account is credited
to rectify two-sided errors. The rules of debit and credit are applied to rectify these errors.
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The following three steps are taken to rectify the two-sided errors.
a. Identify correct entry
b. Rewrite wrong entry
c. Find rectifying entry by making adjustment of correct entry and wrong entry

2. Rectification Of Errors After Preparation Of Trial Balance
Sometimes, errors may be detected after an accounting year is over. Those are the errors
detected after preparation of trial balance. The errors detected after the completion of
accounting year may be one-sided and two-sided errors. Rectification of the errors seen
after preparation of trial balance can be made by preparing rectifying journal entries in
the subsequent year only.
Double entry system is followed to rectify the errors detected after preparation of trial
balance. Two accounts are affected by the two-sided errors. Therefore, one account is
debited and another affecting account is credited for such errors. But one-sided errors are
rectified by opening 'Suspense Account'.

Types Of Accounting Errors Based On Their Nature

The accounting errors based on their nature can be of the following types:
1. Clerical Errors
2. Errors Of Principe

1. Clerical Errors

The errors which are committed by accounting clerks are called clerical errors. These
errors are committed in the process of recording financial transactions. These take place
due to the carelessness of the clerk responsible for recording financial transactions.
Clerical errors are also called technical errors. The principal types of clerical errors are as
follows:

a) Errors Of Omission

The errors committed by not recording a transaction either in the book of original entry or
in the ledger book are errors of omission. Such an omission may be either complete or
partial.

Complete Omission
Complete omission takes place if a transaction is not recorded in the journal at all. for
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example, goods sold to John for $ 10,000 were not recorded in the sales book at all. A
complete omission of transaction may occur due to many reasons such as sales invoice
misplaced or lost.

Partial Omission

Partial omission occurs if a financial transaction is recorded only partially. For example,
partial error of omission occurs if goods sold to John for $ 4000 is recorded in sales book
but failed to be posted in John's account.

b) Errors Of Commission

The errors which are committed while recording or posting a transaction are called errors
of commission. Errors of commission may take place either in the journal or in the
subsidiary books, or in the ledger. Such errors include posting wrong amounts, posting on
wrong side of accounts, wrong totaling or carrying forward, and wrong balancing. For
example, if purchase of goods for $ 10,000 is entered as $ 1000 in the journal or in the
ledger, such error is called errors of commission.

¢) Compensating Errors

Compensating errors refer to two or more errors which mutually compensate the effects
of one another. If one error balances the effect of another error, then the two error are
called compensating errors. For example, goods sold for $ 5000, but wrongly posted to
the customer's account as $ 500. Similarly, goods purchased for $ 5000, but by chance,
wrongly posted to the supplier's account as $ 500 . The errors in the personal account are
compensated by each other, as $ 4500 short on the debit side of the customer's account
and on the credit side of the supplier's account.

d) Errors Of Duplication

Errors of duplication are those errors which arise because of double recording. Double
posting of a transaction from journal or subsidiary books to ledger also create such errors.
For example, goods sold to John, but this transaction is wrongly entered twice or more in
the sales book or wrongly posted twice or more in John's account then it is called the
errors of duplication.

2. Errors Of Principle

Errors of principle are those errors which occur by violating the principles of accounting.
Errors of principle may occur due to wrong allocation between capital and revenue
expenditure, or wrong valuation of assets. For example, debiting the wage account
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instead of machinery account for the wage paid to the mechanics used for the installation
of machine and debiting the customer's account instead of cash account for the cash sales
made. Errors of principle may also occur due to wrong valuation of assets by higher level
staff.

BANK RECONCILIATION STATEMENT

A bank reconciliation statement is a process that explains the difference on a specified
date between the bank balance shown in an organization's bank statement, as supplied by
the bank and the corresponding amount shown in the organization's own accounting
records.]

Such differences may occur, for example, because

« cheques issued by the organization have not been presented to the bank

« a banking transaction, such as a credit received, or a charge made by the bank, has
not yet been recorded in the organization's books

« either the bank or the organization itself has made an error.

Sometimes it may be easy to reconcile the difference by looking at very recent
transactions in the bank statement and the organization's own accounting records (cash
book) and seeing if some combination of them tallies with the difference to be explained.
Otherwise it may be necessary to go through and match every transaction in both sets of
records since the last reconciliation, and see what transactions remain unmatched. The
necessary adjustments should then be made in the cash book, or reported to the bank if
necessary, or any timing differences recorded to assist with future reconciliations.

For this reason, and to minimise the amount of work involved, it is good practice to carry
out such reconciliations at reasonably frequent intervals. Reconciliations may be assisted
by specialised accounting software.

A Bank reconciliation statement is a statement prepared as part of the reconciliation
which sets out the entries which have caused the difference between the two balances.

Preparation of a Bank Reconciliation Statement

Preparing a Bank Reconciliation Statement is quite simple. At first, it can appear quite
cumbersome and tedious to prepare the statement but in reality, all it needs is a little time
and patience. Before preparing the Bank Reconciliation Statement, an accountant should
have access to all the relevant values related to the cash book and passbook.
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Thus, an accountant can start reconciling the differences in the cash book and passbook by
taking the balance available in either. After this, the accountant’s job is to find out all the
entries or transactions that are giving rise to a difference in the balance of passbook and
cash book. By giving effect to the nature of such entries, the accountant would have to add
or subtract the amount of such entry from the initial balance of the passbook or cash book.

By doing so, he will be able to arrive at the value of balance in the other book. This balance
IS imperative to arrive at, for the purpose of preparing the accounts.

Reasons for Differences in Balances of Cashbook and Passbook

There are many reasons because of which there is always some difference in
passbook and cashbook balances:-

1. Cheques issued but not yet presented for payment in the bank

When a cheque is issued to a creditor by the firm, it is immediately recorded on the
credit side of the bank column of the cash book. But the bank will debit the firm’s
account only when this cheque is actually presented to the bank for payment.
Generally, there is a gap of some days between the issue of a cheque and its
presentation to the bank.

2. Cheque paid into bank for collection but not yet credited/collected by the
bank

When a firm receives cheques, drafts etc. from its customers, they are immediately
deposited into bank for collection and an entry is made on the debit side of the
bank column of the cash book. But the bank will credit the firm’s account only
when it has actually collected the payment of these cheques from other banks.
Again there will be gap of some days between the depositing of the cheques into
the bank and credit given by the bank

3. Cheques paid into the bank for collection but dishonoured by the bank

When cheque received from outside parties are deposited with the bank, these are
immediately recorded on the debit side of the bank column of the cash book, but if
the cheques are dishonoured, the bank will not make any entry in the credit of the
customer’s account. As a result, the cash book will show an increased balance in
comparison to the passbook.



4. Interest allowed by the bank

Interest allowed by the bank is credited to the firm, but unless intimation is
received by the firm from the bank to this effect, no entry is recorded in the bank
column of the cash book. The difference of these balances may arise because of the
following reasons.

5. Interest and dividend collected by the bank

If the bank collects dividend on shares, interest on investments, etc on behalf of its
customer, it credits the amount in the pass book. This will increase the balance in
the pass book and a difference in the two balances will exits unless a
corresponding entry is recorded in the cash book by the firm.

6. Direct payment through bank

An account holder can instruct the bank to make certain payments such as
insurance premium, rent of the shop, electricity and mobile bills, loan instalment,
etc. on the behalf. The bank will debit the party’s account on making the payment.

7. Direct payment into bank by a customer

If any customer of the firm directly deposits the amount of payment into bank
account of the firm, then credit entry in the passbook will be recorded by the bank.
Unless the corresponding entry is recorded in the cash book, the balance of cash
book and pass book will differ.

8. Advancement in technology

Today, there is a great impact of technology on banking sector. This is the era of
internet banking as well as mobile banking. The funds are transferred from one
branch to another branch or from one bank to the other bank electronically. The
electronic transfer will change the balance as pass book but balance as per cash
book will remain unaffected.

9. Demat Services

Today, shares, debentures and bonds are purchased and sold in demat form. Demat
means shares and debentures exist in electronic form, not in paper form. If a
businessman applies for shares and debentures from his business account and he is
given partial allotment; the refund is directly transferred to his account. The



transaction increases the balance as per pass book on a particular day but the
balance as per cash book will be short by that amount.

10. Errors

There may be errors in the account maintain by the customer or bank. The two
balances therefore, may not tally.

11. Retiring a bill under rebate

When the bills are sent to bank for making payment of the bill before its due date
and earn some rebate for customers the bank will debit the customer’s account with
fewer amounts. Until the information is received from the bank regarding the
retirement of the bill under rebate, the balances as per pass book will be more than
the balance as per cash book

12. Bank charges and commission charged by the bank

Bank provides a number of services to its customers. It collects their outstation
cheques, dividends on their shares, pays some expenses on their behalf etc. bank
charges commission in lieu of the services provided to the customer. Such charges
and commission is debited in the passbook but no entry is recorded in the cash
book unless the firm obtains the passbook from the bank and record these entries.
This will cause the difference between two balances.

13. Interest on bank overdraft charged by bank

Generally, the bank allows overdraft facility to traders on current accounts. If bank
charges interest on overdraft, an entry will be made in the debit side of the
passbook but no entry will be recorded in the cash book unless the firm receives
information about the interest charged by the bank. This causes the difference in
the two balances.

Need for Preparing a Bank Reconciliation Statement

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

Accuracy



Each month, the passbook of the bank and the cash book of a firm, display a particular
amount, which is the balance in the bank as on that date. However, due to delay in the
recording time and period of the same in the respective books, there is a high possibility that
on the day of comparison the balances in the two books, would not match.

Hence, having prepared a bank reconciliation statement, one can determine the reasons and
amounts by which the two balances differ. This analysis would further help the accountant
in recording the missing amounts in each book. Hence, after the preparation of a bank
reconciliation statement, the books of accounts would actually display a true and fair
position of the firm.

Check on the Entries

In the process of preparing a bank reconciliation statement, an accountant will be able to
point out all entries or amounts, recorded incorrectly in either of the books. Thus, it is quite
useful to prepare a bank reconciliation statement, which would help in eliminating any
entries recorded erroneously.

Rectifying Incorrect Entries

In case an amount or entry has been recorded incorrectly in both, the passbook and the cash
book, the accountant will be able to rectify those entries, so as to arrive at the amount of
correct bank balance in the passbook and the cash book.

Updated Cash Book

Again, due to the irregularity in posting amount of entries in the cash book and due to the
delays in the recording of such amounts, it is quite possible that the cash book would fail to
show the updated balance of bank as on a particular date. When compared with the
passbook, an accountant would be able to identify such entries and record them in the cash
book instantly. This would help in reconciling the balances of both the cash book and the
bank book instantly.

Detection of Delays

Due to the preparation of bank reconciliation statement, it is possible to discover any
amount of cheques that gets deposited in the bank but have aren’t credited. This difference
would be evident because the amount of such deposit would appear in the cash book but not
in the bank book, hence giving rise to a difference in the bank balance of both. Thus,
cheques deposited but not yet collected can come to notice quickly.



Check on the Dishonest Behavior of Employees

Preparation of regular bank reconciliation statement has several benefits. It would act as a
moral check on employees so that they do not indulge in the embezzlement of bank
cheques, which would ultimately cause loss to the firm. This is so because even a low-value
cheque can come in detection if it has been accepted but not deposited. In this way, a bank
reconciliation statement serves a large purpose for a firm’s accounting cycle and people.



