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Accounting Principles
1. 
MEANING OF ‘GENERALLY ACCEPTED ACCOUNTING PRINCIPLES’  (GAAP)
          1.
 Generally Accepted Accounting Principles may be defined as those rules of action or conduct which are derived from experience and practice and when they prove useful. They become accepted as principles of accounting.
         2.  
According to the American Institute of Certified Public Accountants (AICPA), the principles which have substantial authoritative support become a part of the generally accepted accounting principles.

         3.
The general acceptance of the accounting principles or practices depends upon how well they meet the following three criteria.

(a)
Relevance: A principle is relevant to the extent it results in information that is meaningful and useful to the user of the accounting information.

(b)
Objectivity: Objectivity connotes reliability and trustworthiness. A principle is objective to the extent the accounting information is not implies verifiability which means that there is some way of ascertaining the correctness of the information reported.

(c)
Feasibility: A principle is feasible to the extent it can be implemented without much complexity or cost.
            4.
These criteria often conflict each other, for instance, information about the value of anew product to the inventor is indeed relevant but the best estimate of the value of a new product made by the management is highly subjective. Accounting, therefore does not attempt to record such values. It sacrifices essential problem is to achieve a trade-off between relevance on one hand and objectivity and feasibility on the other.
2.
ACCOUNTING PRINCIPLES
Basic principles of accounting are essentially, the general decision rules which govern the development of accounting techniques. These principles guide how transactions should be recorded and reported.
3. ACCOUNTING ENTITY (OR BUSINESS ENTITY PRINCIPLE)
           1. Meaning: According to this principle, a business is treated as a separate entity that is distinct from its owner (s) and all other accounting entities and hence a distinction should be made between (i) personal transactions and business transactions, and (ii) transactions of one business entity and those of another business entity. For example, in case of a proprietary concern, though the legal entity of the business and its proprietor is the same, for the purpose of accounting, they are to be treated as separate from each other.
 
2. Effect: If this assumption is not followed, true financial position and true financial performance of a business entity cannot be ascertained. For example, if the household expenses (Rs 10,000) of a proprietor are shown as business expenses, the profits of a business will be understated to the extent of Rs 10,000.

4. MONEY MEASUREMENT PRINCIPLE

1. What is recorded: According to this principle, only those transactions which are capable of being expressed in terms of money are included in the accounting records.

2. What is not recorded: In other words, the information which cannot be expressed in terms of money is not included in accounting records. For example, if the sales director is not on speaking terms with the production director, the enterprise is bound to suffer. Since, monetary measurement o this information is not possible, this fact is not recorded in accounting records.

3. Advantage: By expressing all transactions in terms of money, the different transactions expressed in different units are brought to a common unit of measurement (i.e. money).

4. Limitations: Besides ignoring the non-monetary facts or attributes. This assumption also ignores the changes in the purchasing power of the monetary unit. In other words, this assumption treats all rupees alike, whether it is a rupee of 1950 or 2007. Hence, now-a-days, it is considered to provide additional data showing the effect of price level changes on the reported income, assets and liabilities of the business.
      5. ACCOUNTING PERIOD PRINCIPLE (PERIODICITY PRINCIPLE):-
 
Meaning: It is also known as periodicity principle or time period principle. According to this principle, the economic life of an enterprise is artificially split into periodic intervals which are known as accounting periods, at the end of which an income statement and position statement are prepared to show the performance and financial position.

Implication: The use of this assumption further requires the allocation of expenses between capital and revenue. That portion of capital expenditure which is consumed during the current period is charged as an expense to income statement and the unconsumed portion is shown in the balance sheet as an asset for future consumption.

Estimate and Not Actual Income: Truly speaking, measuring the income following the concept of accounting period is more an estimate than factual since, actual income can be determined only on the liquidation of the enterprise.

Reporting Period: It may be noted that the custom of using twelve month period is applied only for external reporting. For internal reporting, accounts can be prepared even for shorter periods, say monthly, quarterly or half yearly.
      6. GOING CONCERN PRINCIPLE

Meaning: It is also known as continuity assumption. According to this assumption, the enterprise is normally viewed as a going concern that is, continuing in operation for the foreseeable future. It is assumed that the enterprise has neither the intention nor the necessity of liquidation or of curtailing materially the scale of its operations.

Implications: It is because of the going concern assumptions:

(i)
That the assets are classified as current assets and fixed assets.


(ii)
The liabilities are classified as short-term liabilities and long-term liabilities.


(iii)
The unused resources are shown ass unutilized costs (or unexpired costs) as against the break-up values as in case of liquidating enterprise. Accordingly, the earning power and not the break-up value evaluate the continuing enterprise.

Requirements of AS-1: According to Accounting Standard (1) issued by the Institute of Chartered Accountants of India, if this fundamental assumption is followed, this fact need not be disclosed in the financial statements since its acceptance and use are assumed. In the financial statement together with reasons.
     7. ACCRUAL PRINCIPLE [REVENUE RECOGNITION PRINCIPLE]:-

 Meaning: According to Accrual principle, all revenues and costs are recognized as they are earned or incurred (and not as money is received or paid).

Meaning of Revenue: Revenue is the gross inflow of cash, receivables or other considerations arising in the course of ordinary activities of an enterprise from the sale of goods, rendering of services and use of enterprise resources by others yielding interests, royalties and dividends. It excludes the amount collected on behalf of third parties such as certain taxes. In an agency relationship, the revenue is the amount of commission and not the gross inflow of cash, receivables or other considerations.
     8.
CONSISTENCY PRINCIPLE:-

Meaning: According to this principle, whatever accounting practices (whether logical or not) are selected for given category of transactions, they should be followed on a horizontal basis from one accounting period to another to achieve compatibility.

Need
: The consistency principle is applied when alternative methods of accounting are equally acceptable.

Examples: If the inventory is valued on LIFO basis, this basis should be followed year after year and if a particular asset is depreciated according to WDV method, this method should be followed year after year.

Effect of not observing: If this principle of consistency is not followed, the intra-firm comparison (i.e. comparison of actual figures of one period with those of another period for the same firm), Inter-firm comparison (i.e. comparison of actual figures of one firm with those of another firm belonging to the same industry) and Pattern comparison (i.e. comparison of actual figures of one firm with those of industry to which the firm belongs) can not be made.

Differs from Uniformity: The consistency should not be confused with mere uniformity or inflexibility and should not be allowed to become an impediment to the introduction of improved accounting policies unchanged when more relevant and reliable alternatives exist.

Disclosure: The users should be informed of the accounting policies employed in the preparation of the financial statements, any change in these policies and the effects of such changes.
    9. PRUDENCE PRINCIPLE (OR CONSERVATISM PRINCIPLE)


Meaning: According to this principle, the principle of ‘anticipate no profit but provide for all probable losses’ should be applied. In other words, the principle of conservatism requires that in the situation of uncertainty and doubt, the business transactions should be recorded in such a manner that the profits the business transactions should be recorded in such a manner that profits and assets are not overstated and the losses and liabilities are not understated.

Examples: the valuation of stock-in-trade at a lower of cost or net realizable value and making the provisions for doubtful debts and discount on debtors are the applications of this principle.

Conflicts with Consistency: when the stock is valued at cost in one accounting period and at a lower of cost or net realizable value in another accounting period, this principle conflicts with the principle of consistency.

Conflicts with Full Disclosure: When excessive provisions for doubtful debts and depreciation are charged, it leads to the creation of secret reserves, and thus, this principle conflicts with the principle of full discloser.

Conflict with Objectivity:  The estimation of probable losses is a subjective judgment and thus, this principle conflicts with the principle of objectivity. The practices of making provisions for doubtful debts and the like implies lesser charges in the following accounting periods. In other words, it reduces the current income and raises the future income and thus it conflicts with the matching principle. Nowadays, the conservatism principle is being replaced by the prudence principle which requires that the conservation principle should be applied rationally only in circumstances in which great uncertainty and doubt exists as the over-conservatism may result in misrepresentation.
   10. FULL DISCLOSURE PRINCIPLE:-

According to this principle, the financial statements should act as means of conveying and not concealing.

The financial statements must disclose all the relevant and reliable information which they purport to represent, so that the information may be useful for the users.

For this, it is necessary that the information is accounted for and presented in accordance with its substance and economic reality and not merely with its legal from.

Example: The practice of appending notes to the financial statements has developed as a result of the principle of full disclosure.

The disclosure should be full, fair and adequate so that the users of the financial statements can make correct assessment about the financial performance and position of the enterprise.
11.
MATERIALITY PRINCIPLE:-

This principle is basically an exception to the Full Disclosure Principle.

The full disclosure principle requires that all facts necessary to ensure that the financial statements are not misleading, must be disclosed, whereas the materiality principle requires that the items or events having an insignificant economic effect or not being relevant to the user’s need not be disclosed.

According to the materiality principle, all relatively relevant items, the knowledge of which might influence the decision of the users of the financial statements, should be disclosed in the financial statements.

Which information is more relevant than others is largely a matter of judgment. For instance, accounting and recording of a small calculator as an asset in the balance sheet may not be justified due to the excess of cost of recording over the benefits in terms of usefulness of recording and the accounting of calculators as assets.

The materiality depends not only upon the amount of item but also upon the size of business, level and nature of information, level of the person/department who makes the judgment about materiality, for instance a worked reporting to his foreman about the production in grams (e.g. part of kilogram), a foreman to his supervisor in kilograms, a supervisor to his production manager in quintals and the production manager to the top management in tonnes, may be justified with regard to the circumstances. It hardly makes any difference if the production manager reports to the top management that the production is 1, 99,000.90 kilograms or simply 200 tonnes (nearly).

It is desirable to establish and follow uniform policies governing material or non-material items can be ignored on uniform basis.

This principle of materiality is to be applied even if the cost of its application exceeds its benefits.
12.
HISTORICAL COST PRINCIPLE

According to this principle, an asset is ordinarily recorded in the accounting records at the price paid to acquire it at the time of its acquisition and the cost becomes the basis for the accounts during the period of acquisition and subsequent accounting periods.

Accordingly, if nothing is paid to acquire an asset; the same will not be usually recorded as an asset, e.g. a favorable location and increasing reputation of the concern will remain unrecorded though these are valuable assets.

The justification for the use of the cost concept lies in the fact that it is objectively verifiable. This does not mean that the asset will always be shown at cost. The cost of an asset is systematically reduced from year to year by charging depreciation and the asset is shown in the balance sheet at book value (i.e. cost less depreciation). It may be noted that the purpose of depreciation is to allocate the cost of an asset over its useful life and not to adjust its cost so as to bring it close to the market value.
13.
MATCHING PRINCIPLE

According to this principle, the expenses incurred in an accounting period should be matched with the revenues recognized in that period. That is, if revenue is recognized on all goods sold during a period, cost of those goods sold should also be charged to that period. It is wrong to recognize revenue on all sales, but charge expenses only on such sales as are collected in cash till that period.

This concept is basically an accrual concept since, it disregards the timing and the amount of actual cash inflow or cash outflow and concentrates on the occurrence (i.e. accrual) of revenue and expenses. This concept calls for adjustment to be made in respect of prepaid expenses, outstanding expenses, accrued revenue and unaccrued revenues.

Matching does not mean that expenses must be identifiable with revenues. Expenses charged to a period may or may not be related to the revenue recognized in that period, for example, cost of goods sold and commission to salesmen are directly related to sales whereas rent, interest, depreciation accruing with the passage of time and stock lost by fire are not directly related to sales revenue, yet they are charged to the accounting period to which they relate. Thus, appropriate costs have to be matched against the appropriate revenues for the accounting period.
14.
DUALITY PRINCIPLE

Two fold aspect of a transaction is called dual aspect or duality of a transaction. This duality is the basis of double entry records.

As the name implies, the entry made for each transaction is composed of two parts-one for debit and another for credit.

The double entry system may be compared with the Newton’s law of motion, viz, to every action there is always an equal and contrary reaction. Every debit has equal amount of credit. So the total of all debits must be equal to the total of all credits.

Examples
Example I.
Mr. X sold goods for cash Rs 1,000 to Mr. Y. In this case the dual aspects of this transaction for Mr. X and Mr. Y are as follows:
	Dual Aspects for Mr. X
	Dual Aspects for Mr. Y

	1. Receipt of cash Rs 1,000

2. Foregoing of goods of Rs 1,000
	1. Payment of Cash Rs 1,000

2. Receipt of goods of Rs 1,000


Example II. Mr. X sold goods for Rs 1.000 to Mr. Y on credit. In this case the dual aspects of this transaction for Mr. X and Mr. Y are as follows:
	Dual Aspects for Mr. X
	Dual Aspects for Mr. Y

	1.Acquisition of right to recover Rs 1,000

2. Foregoing of goods of Rs 1,000
	1. Assumption of obligation to pay Rs 1,000

2. Receipt of goods of Rs 1,000


15. OBJECTIVITY PRINCIPLE
 
According to this principle, the accounting data should be definite, verifiable and free from personal bias of the accountant. 
In other words, this principle requires that each recorded transaction/event in the books of    accounts should have an adequate evidence to support it.
 In historical cost accounting, the accounting data are verifiable since, the transactions are recorded on the basis of source documents such as vouchers, receipts, cash memos, invoices, and the like. These supporting documents form the basis for their verification by auditors afterwords, for items like depreciation and the provisions for doubtful debts where no documentary evidence is available, the policy statements made by management are treated as the necessary evidence.
 At the same time in Historical Cost Accounting the accounting data is ‘bias free’ since the accounting data are neither subject to the bias of the management nor the accountant who prepares the accounts.

 
On the other hand, in Value-based Accounting (e.g. current cost accounting) accounting data is not bias-free because value may mean different things for different persons.
16. Timeliness Principle
 
Meaning: According to this principle, timely information (though less reliable) should be made available to the decision makers. If the quarterly reports are made available on half-yearly basis, the information contained in the quarterly report would not be very useful to the decision makers since, the information has lost its capacity to influence the decision during the period of half year, after the expiry of which the quarterly report had been submitted.

Effect of Delays: If there is undue delay in reporting the information, it may lose its relevance. To provide information on a timely basis, it may often be necessary to report before all aspects of a transaction or other events are known. In India there is a provision for publishing half-yearly financial report of the listed companies (listed in the stock exchanges). This provides timely information to investors and potential investors to make their investment decisions. Conversely, if reporting is delayed until all aspects are know, the information may be highly reliable but of little use to the users who have had to make decisions in the interim period.
   17. 
SUBSTANCE OVER FORM

Transactions and other events should be accounted for and presented in accordance with their substance and financial reality and not merely with their legal form.
   18.
VARIATION IN ACCOUNTING PRACTIVES

The peculiar characteristics of an industry may require departure from the accounting guidelines discussed above. For example, in case of the agricultural industry, it is a common practice to disclose the crops at market value rather than at a cost since it is costly to obtain accurate cost figures of individual crops.
    19.
COST-BENEFIT PRINCIPLE

According to this principle, the cost of applying an accounting principle should not be more than its benefits. If the cost is more, this principle should be modified. The balance between benefit and cost is pervasive constraint rather than a qualitative characteristic. The benefits derived from information should exceed the cost of providing it.

In India often it is a stated that many investors are not using the information contained in the annual report of a company. So there is a provision for giving abridged accounts to the shareholders. However, those who are interested in full information can get full annual reports by requesting the company. In this process the company saves the expenditure relating to publication of annual reports to some extent. 
20.
FUNDAMENTAL ACCOUNTING ASSUMPTIONS
 The Accounting Standard (AS-1) ‘Disclosure of Accounting Policies’ issued by Institute of Chartered Accountants of India, which states that there are three fundamental accounting assumptions:

Going concern The enterprise is normally viewed as a going concern, i.e. as continuing operations for the foreseeable future. It is assumed that the enterprise has neither the intention nor the necessity of liquidation or curtailing materially its scale of operations. If an enterprise is not a going concern. Valuation of its assets and liabilities on historical cost becomes irrelevant and as a consequence its profit/loss may not give reliable information.

Consistency 
It is assumed that accounting policies are consistent from one period to another. This adds the virtue of comparability to accounting data. It comparability is lost, the relevance of accounting data for users’ judgment and decision making is gone.

Accrual Revenues and costs are accrued, that is, recognized as they are earned or incurred (and not as money is received or paid) and recorded in the financial statements of the periods to which they relate. This assumption is the core of accrual accounting system. For companies it is mandatory to keep accounts on accrual basis under the Companies Act, 1956.

Disclosure requirements If the fundamental accounting assumption, viz. going Concern, Consistency, and Accrual are followed in financial statements, specific disclosure is not required. If a fundamental accounting assumption is not followed, the fact should be disclosed.
21.
QUALITATIVE CHARACTERISTICS OF ACCOUNTING INFORMATION
Qualitative characteristics are the attributes that make the information provided in financial statements useful to users. The four principal qualitative characteristics are:





Let us discuss these Qualitative Characteristics one by one:

1.    Understandability: The information provided in financial statements must be readily understandable by users. For this purpose, users are assumed to have a reasonable knowledge of business and economic activities and accounting and a willingness to study the information with reasonable diligence. However, information about complex matters that should be included in the financial statements because of its relevance to the decision making needs of users should not be excluded merely on the grounds that it may be to difficult for certain users to understand.

2.
Relevance: To be useful, information must be relevant to the decision-making needs of users. Information has the quality of relevance when it influences the economic decisions of the users by helping them to evaluate past. Present or future event or confirming or correcting their past evaluation. The productive and confirmatory roles of information are interrelated. For example, information about the current level and structure of asset-holding has value to users when they endeavor to predict the ability of the enterprise to take advantage of opportunities and its ability to react adverse situations. The same information plays a confirmatory role in respect of past prediction about, for example, the way in which the enterprise would be structured or the outcome of planned operations.

     Materiality: The relevance of information is affected by its nature and materiality. Information is material if its omission or mis-statement could influence the economic decisions of users made on the basis of financial statements. Materiality depends on the size of the item or error judged in the particular circumstance of its omission or mis-statement. Thus, materiality provides a threshold or a cut-off point rather than being a primary qualitative characteristic which information must have if it is to be useful.
     3. 
  Reliability: To be useful, information must also be reliable. Information had the quality of reliability when it is free from material error and bias and can be depended upon by users to represent faithfully that which it either purports to represent or could reasonably be expected to represent. Information may be relevant but so unreliable to nature or representation that its recognition may be potentially misleading and so it becomes useless. Reliability of the financial statements is dependent on the following :-
(i) Faithful Representation -To be reliable, information must represent faithfully the transactions and other events which either purports to represent or could reasonably be expected to represent. Most financial information is subject to some risks to being less than faithful representation of that which it purports to portray. This is not due to bias, but rather to enhance difficulties either in identifying the transactions or other events to be measured in devising or applying measurements and presentation techniques that can convey messages that correspond with those transactions and events.
(ii) Substance over Form - If information is to represent faithfully the transactions and other events that it purports to represent, it is necessary that they are accounted for and presented in accordance with their substance and economic reality and not merely by their legal form. The substance of transactions or other events is not always consistent with that which is apart from their legal or contrived form.
(iii) Neutrality - To be reliable the information contained in financial statements must be neutral. Financial statements are not neutral if by selective presentation of information, they influence the making of a decision or judgment in order to achieve a predetermined result of outcome.
(iv) Prudence - The preparers of financial statements have to contend with uncertainties that inevitably surround many events and circumstances. Such uncertainties are recognized by the disclosure of their nature and extent and by exercise of prudence in the financial statements. Prudence is the inclusion of a degree of caution. In the exercise of judgment needed in making the estimate required under conditions of uncertainties so that assets or income are not overstated and liabilities or expenses are not understated. However, the exercise of prudence does not allow the creation of hidden reserves or excessive provisions, the deliberate understatement of assets or income or deliberate over statement of liabilities or expenses.
(v) Completeness -To be reliable the information in the financial statements must be complete within the bounds of materiality and cost. An omission can cause information to be false or misleading and thus, unreliable and deficient in terms of its relevance.

4.
Comparability: The financial statements of an enterprise should be comparable. For this purpose users should be informed of the accounting policies, any changes in those policies and the effects of such changes. This qualitative characteristic requires pursuance of consistency in choosing accounting policies. Lack of consistency may disturb the comparability quality the financial statement information. Accordingly, accounting standard on disclosure of accounting policies consider consistency as a fundamental accounting assumption along with accrual and going concern.
*********

Accounting Standards

1.0 INTRODUCTION

Accounting as a ‘language of businesses communicates the financial performance and position of an enterprise to various interested parties by means of financial statements which have to exhibit a ‘true and fair’ view of financial results and its state of affairs. Like an another language, accounting has its own complicated set of rules. The basic conventions or rules used in preparing financial statements had evolved over many years as a product of the collective experience of practicing accountants. As a result a wide variety of accounting methods were used by different companies. It was, then, felt that there should be some standardized set of rules and accounting principles to reduce or eliminate confusing variations in the methods used to prepare financial statements. However, such accounting rules should have a reasonable degree of flexibility in view of specific circumstances of an enterprise and also in line with the changes in the economic environment, social needs, legal requirements and technological developments. In order to suggest rules and criteria of accounting measurements several accounting standard setting bodies were established in developed and developing countries. The setting of accounting standards is a social decision. Standards place restrictions on behavior and therefore they must be accepted by affected parties.
2.0 MEANING OF ACCOUNTING STANDARD
An accounting standard is a selected set of accounting policies or broad guidelines regarding the principles and methods to be chosen out of several alternatives. Standards conform to applicable laws, customs, usage and business environment. So there is no universally acceptable set of standards.
3.0 OBJECTIVE OF ACCOUNTING STANDARD

The main objective of accounting standards is to harmonize the diverse accounting policies and practices at present in use in India. However, harmonization does not mean that accounting standards should become very rigid. In fact, harmonizations of accounting standards do permit flexibility to make the necessary adjustments to suit their purpose.
4.0 SIGNIFICANCE OF ACCOUNTING STANDARDS
1. The adoption and application of accounting standards ensures uniformity, comparability and qualitative improvement in the preparation and presentation of financial statements.

2. The accounting standards seek to describe the accounting principles, the valuation techniques and the methods of applying the accounting principles in the preparation and presentation of financial statements so that they may give a true and fair view.
3. The ostensible purpose of the standard setting bodies is to promote the dissemination of timely and useful financial information to investors and certain other parties having an interest in companies’ economic performance.
5.0 ADVANTAGES OF SETTING ACCOUNTING STANARDS

        1.
Reduction in Variations: Standards reduce to a reasonable extent or eliminate altogether confusing variations in the accounting treatments used to prepare financial statements.

        2.
Disclosure Beyond that Required by Law: There are certain areas where important information is not statutorily required to be disclosed. Standards may call for disclosure beyond that required by law.

        3.
Facilitates Comparison: The application of accounting standards would, to a limited extent. Facilitate comparison of financial statements of companies situated in different parts of the world and also of different companies situated in the same country. However, it should be noted in this respect that differences in the institutions, traditions and legal systems from one country to another give rise to differences in accounting standards practiced in different countries.
6.0
ARGUMENTS AFAINST SETTING ACCOUNTING STANDARDS

However there are some arguments against setting accounting standards:

            1. Restriction on Choice of Alternative Treatments: Alternative solutions to certain accounting problems may each have arguments to recommend them. A standard which insist on one particular solution may be unduly restrictive. This can sometimes be avoided either by allowing a permitted choice between different accounting treatments, or by defining closely the circumstances where different treatments may be appropriate.


2. Rigidity There may be a trend towards rigidity in applying the accounting standards. Michael Alexander, Director of Research and Technical Activities at the Financial Accounting Standards Board (FASB) said,’ the demand for standards comes largely from an insatiable appetite for rules. The reliance on judgment in technical accounting matters seems to have gone’.

3. Cannot Override the Statute Accounting standards cannot override the statute. The standards are required to be framed within the ambit of prevailing statutes.
7.0
DEVELOPMENT OF ACCOUNTING STANDARDS

1. Prior to the 1970s, few academics paid much attention to the standard-setting process in accounting. Beginning in the 1970s, however, it became clear that standard setting was a fascinating process that had become intertwined with the economic self-interests of affected parties. Currently, standard-setting boards or committees are active in a number of countries, including the United States, United Kingdom, Australia, Canada, New Zealand, the Netherlands, Japan and India.


2. At International level In 1972 International Accounting Standards Committee (IASC). Was formed for developing International Accounting Standards (IASs). The IASC comprises the professional accountancy bodies of over 75 countries (including The Institute of Chartered Accountants of India). During these three decades the IASC has issued 40 IASs through a due process involving the world wide accountancy profession, the prepares and users of financial statements and the national standard-setting bodies. However the IASs are not accepted worldwide.


3. In 1978, another professional body. The International Federation of Accountants (IFAC) was established.
8.0
ACCOUNTING STANDARDS BOARD OF INDIA [ASB]
        1.
Formation of the Accounting Standards Board:  The Institute of Chartered Accountants of India, recognizing the need to harmonies the diverse accounting policies and practices at present in use in India, constituted an Accounting Standards Board (ASB) on April 21, 1977.

        2.
Scope and function of Accounting Standards Board
(a)
The main function of ASB is to formulate accounting standards so that such standards may be established by the Council of the Institute in India.

(b)
While formulating the accounting standards, ASB will take into consideration the applicable law, customs, usages and business environment.
(C)
The Institute is one of the members of the International Accounting Standards Committee (IASC) and has agreed to support the objectives of IASC.

(d)
While formulating the accounting standards, ASB will give due considerations to International Accounting Standards issued by IASC and try to integrate them, to the extent possible, in the light of the conditions and practices prevailing in India.

(e)
The accounting standards will be issued under the authority of the Council. ASB has also been entrusted with the responsibility of propagating the accounting standards and of persuading the concerned parties to adopt them in the preparation and presentation of financial statements.


(f)
ASB will issue guidance notes on the accounting standards and give clarifications on issues arising therefore.


(g)
ASB will also review the accounting stand: Broadly, the following procedure will be adopted for formulating Accounting Standards:


 3. Accounting Standards issued so far
(a)
In India, The Council of the Institute of Chartered Accountants of India has so far issued 29 Accounting Standards but effectively there are 28 AS at present since AS-8 has been withdrawn consequent to the issuance of AS 26 on ‘Intangible Assets’.


(b)
Some of these standards are mandatory.

(c)
These accounting standards are mandatory in the sense that these are binding on the members of the Institute.


(d)
These standards are as follows:

	S. No.
	Title
	Recommendatory or Mandatory
	Mandatory from accounting period beginning on or after

	AS – 1
AS – 2

AS – 3

AS – 4

AS – 5

AS – 6

AS – 7

AS – 8

AS – 9

AS – 10

AS – 11

AS – 12

AS – 13

AS – 14

AS – 15

AS – 16

AS – 17

AS – 18

AS – 19

AS – 20

AS – 21

AS – 22

AS – 23

AS – 24

AS – 25

AS – 26

AS – 27

AS – 28

AS – 29
	Disclosure of Accounting Policies
Valuation of Inventories (Revised)

Cash Flow Statement (Revised)

Contingencies and Events Occurring

After the Balance Sheet Date (Revised)

Net Profit or Loss for the period, Prior 

Period and Extra-ordinary items and

Changes in Accounting Policies (Revised)

Depreciation Accounting (Revised)

Accounting for Construction Contracts (Revised)

Accounting for Research and Development
Revenue Recognition

Accounting for Fixed Assets

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

Accounting for Government Grants
Accounting for Investments

Accounting for Amalgamations
Accounting for Retirement Benefits in the Financial Statement of Employers

Borrowing Costs

Segment Reporting

Related Parties Disclosures

Leases

Earning Per Share

Consolidated Financial Statements

Accounting for Taxes on Income

Accounting for Investments in Associates in Consolidated Financial Statements

Discontinuing Operations

Interim Financial Reporting

Intangible Assets

Financial Reporting of Interests in Joint Venture

Impairment of Assets

Provision, Contingent Liabilities and Contingent Assets
	Mandatory
Mandatory

Mandatory

Mandatory

Mandatory

Mandatory

Mandatory

Included inAS26
Mandatory

Mandatory

Mandatory

Mandatory

Mandatory

Mandatory

Mandatory

Mandatory

Mandatory

Mandatory

Mandatory

Mandatory

Mandatory

Mandatory

Mandatory

Mandatory

Mandatory

Mandatory

Mandatory

Mandatory
Mandatory
	1.4.93
1.4.99

1.4.2001

1.4.95

1.1.96

1.4.95

1.4.03

1.4.93

1.4.93

1.4.04

1.4.94

1.4.95

1.4.95
1.4.95

1.4.2000

1.4.2001

1.4.2001

1.4.2001

1.4.2001

1.4.2001

1.4.2001

1.4.2002

1.4.2004

1.4.2002

1.4.2003

1.4.2004

1.4.2004
1.4.2004


8.5
Compliance with Accounting Standards
(a)
During the period and accounting standard is recommendatory in nature, the members of the Institute should, while discharging their attest function, examine whether the standard has been followed or not. It the same has not been followed, the members should consider whether, keeping in view the circumstances of the case, a disclosure in their audit reports is necessary.

(b)
Once the standard becomes mandatory, it will be the duty of the members of the Institute to examine, while discharging their attest function, whether this accounting standard is complied with in the presentation of financial statements covered by their audit. In the event of any deviation from the accounting standard, it will be their duty to make adequate disclosures in their audit reports so that the users of financial statements may be aware of such deviations.

Exercises
1. Accounting Standards in India are issued by –

(a)
The central Govt.

(b)
The State Govt.

(c)
The Institute of Chartered Accountants of India.

(d)
The Reserve Bank of India.
2.
Accounting Standards in India are issued by –


(a)
The Board of Studies – ICAI


(b)
The Accounting Standard Board – ICAI


(c)
The Expert Advisory Committee – (IASC)


(d)
The International Accounting Standards Committee (IASC)

3.
How many Accounting Standards have been issued so far by ICAI?

(a)
26


(b)
27


(c)
28


(d)
29

4.
At present how many AS are in force:

(a)
26


(b)
27


(c)
28


(d)
29

5. 
It is essential to standardize the accounting principles and polities in order to ensure –

(a)
Transparency.


(b)
Consistency.


(c)
Comparability.


(d)
All of the above.
6.
Accounting Standards


(a)
Harmonize accounting policies.


(b)
Eliminate the non-comparability of financial statements.


(c)
Improve the reliability of financial statements.


(d)
All of the above

7.
All of the following are limitations of a Accounting Standards except

(a)
The choice between different alternative accounting treatments is difficult.


(b)
There may be trend towards rigidity.

(c)
Accounting Standards cannot override the statute.

(d)
All of the above.
Accounting Equation

1.0 MEANING OF ACCOUNTING EQUATION

1.1 An accounting  equation is a statement of quality between the resources and the sources which finance the resources and is expressed as under:


1.2
Resources mean the assets 
The assets refer to the tangible objects (e.g. Land & Building, Plant & Machinery, Furniture, Investments, Stock, Debtors, Bank Balance, Cash Balance) or intangible rights (e.g. Patents, Trademarks, Copyright) owned by an enterprise and carrying probable future benefits.
1.3
Sources of finance mean Equities and includes Internal Sources (or Internal Equity) (i.e., capital) and External Sources (or External Equity) (i.e. liabilities).
1.4
Capital refers to the amount invested in an enterprise by its owners.
1.5
Liabilities are the financial obligations of an enterprise other than the owners’ funds.
1.6
Thus, the aforesaid accounting equation may be expressed as follows:







    Or






Or


1.7 Since, the liability holders have a definite and prior claim against the assets, the capital is also called as a residual of assets over liabilities and may be expressed as follows:


1.8 This equation is fundamental in the sense that it gives foundation to the double entry book keeping. This equation holds good for all transactions and events and at all periods of time since every transaction and event has two aspects.
***********
Journalising, Posting and Balancing
1.0  
MEANING OF AN ACCOUNT

An account is a summary of the relevant transactions at one place relating to a particular head. It records not only the amount of transaction but also their effect and direction.

The classification of accounts according to the Traditional Approach is given below:


	Types of Accounts
	Meaning
	Examples

	(a) Personal Accounts
	These accounts relate to natural persons, artificial persons and representative persons.
	Natural—Ram’s A/c

Artificial—Ram & Co’s A/c

Representative—Outstanding

Salary A/c

	(b) Real Accounts
	These accounts relate to the tangible or intangible real assets.
	Tangible—Land A/c

Intangible—Goodwill A/c

	(c) Nominal Accounts
	These accounts relate to expenses, losses, profits and gains.
	Expenses—Purchases A/c
Loss—Loss by Fire A/c

Profits & Gains—Sales A/c

Discount Received A/c


ILLUSTRATION1 Classify the following Accounts

1. Capital brought in 2. Drawings A/c, 3. Building purchased 4. Purchases A/c, 5. Sales A/c, 6. Carriage inwards paid, 7. Carriage outwards paid, 8. Cash received, 9. Cash paid, 10. Interest paid, 11. Interest received, 12. Commission paid, 13. Commission received, 14. Discount allowed 15. Conveyances charges, 16. Sales promotion expenses, 17. Entertainment expenses, 18. Subscription paid, 19. Subscription received. 20. Light, Power and Electricity. 21. Telephone, Postage and Telegram, 22. Repairs incurred 23. Insurance premium paid, 24. Bad Debts written off, 25. Bad Debts recovered, 26. Discount received. 27. Printing and Stationery bought, 28. Furniture and fixtures purchased 29. Bank A/c, 30. Wages and Salaries paid, 31.Travelling charges, 32. Current A/c of a partner, 33. Loan Account of a partner, 34. Sales Returns, 35. Bank Overdraft, 36. Purchases Returns A/c, 37. Outstanding salary A/c, 38. Prepaid rent A/c, 39. Interest accrued A/c, 40. Interest received in advance A/c.
8.0 DOUBLE ENTRY SYSTEM OF BOOK-KEEPING
8.1
Meaning Double Entry system of Book-keeping refers to a system of accounting under which both the aspects (i.e. debit or credit) of every transaction are recorded in the accounts involved.
8.2
Account The individual record of a person or thing or an item of income or an expense is called an account.
8.3
The terms debit and credit used today have their origin from the terms—Debi to and Credito as used by Luca fra Pacioli in his book.
8.4
Every debit has equal amount of credit. So the total of all debits must be equal to the total of all credits.
8.5
Dual Aspect 
Two fold aspect of a transaction is called dual aspect or duality of a transaction. This duality is the basis of double entry records.
8.6
As the name implies, the entry made for each transaction is composed of two parts—one for debit and another for credit. The double entry system may be compared with the Newton’s low of motion, viz to every action there is always an equal and contrary reaction.
8.7 Examples
Example 1. Mr. X sold goods for cash Rs. 1,000 to Mr. Y. In this case the dual aspects of this transaction for Mr. X and Mr. Y are as follows:
	Dual Aspects for Mr. X
	Dual Aspects for Mr. Y

	1. Receipt of cash Rs 1,000
2. Foregoing of goods of Rs 1,000
	1. Payment of Cash Rs 1,000
2. Receipt of gods of Rs 1,000


Example2: Mr. X sold goods for Rs 1,000 to Mr. Y on credit. In this case the dual aspects of this transaction for Mr. X and Mr. Y are as follows:

	Dual Aspects for Mr. X
	Dual Aspects for Mr. Y

	1. Acquisition of right to recover Rs 1,000
2. Foregoing of goods of Rs 1,000
	1. Assumption of obligation to pay Rs                        1,000
2. Receipt of goods of Rs 1,000


9.0
MEANING AND FORMAT OF A JOURNAL
9.1
Meaning of Journal, Journalising and Journal Entry
(a)
A Journal is a book in which transactions are recorded in the order in which they occur, I,e., in chronological order. A journal is called a book of prime entry (Also called a book of original entry) because all business transactions are entered first in this book.

(b)
The process of recording a transaction in the journal is called Journalising.
(c)
An entry made in the journal is called a ‘Journal Entry’.
9.2 
Format of a Journal

The format of a journal is shown below:

Journal

	Date
	Particulars
	L.F.
	Debit Amount

Rs
	Credit Amount

RS

	
	
	
	
	


(a) Date column: Under this column, the date on which the transaction is entered is recorded. The year and month is written once, till they change.

(b) Particular column: Under this column, first the names of the accounts to be debited, then the names of the accounts to be credited and lastly, the narration (i.e. a brief explanation of the transaction) are entered.
(c) L.F. that is, Ledger Folio column: Under this column, the ledger page number containing the relevant account is entered at the time of posting.

(d) Debit amount column: Under this column, the amount to be debited is entered.

(e) Credit amount column: Under this column, the amount to be credited is entered.

Note: Except the L.F. column, all other columns are recorded at the time of journalizing. The L. F.  Column is recorded at the time of posting.

ILLUSTRATION 3
Analyze the following transactions according to the Traditional Approach:
(a) Ganesh started his business with cash

(b) Borrowed from Mahesh

(c) Purchased furniture

(d) Purchased furniture from Mohan on credit

(e) Purchased goods for cash

(f) Purchased goods from Ram on credit

(g) Returned goods to Ram

(h) Sold goods for cash

(i) Sold goods to Shyam on credit

(j) Shyam returned goods

(k) Received cash from Shyam 

(l) Paid cash to ram

(m) Deposited into bank

(n) Withdrew cash for personal use

(o) Withdrew from bank for office use

(p) Withdrew from bank for personal use 

(q) Received a cheque from a customer, Shyam at 3 p.m.

(r) Deposited Shyam’s cheque next day

(s) Bank intimated that Shyam’s cheque was dishonored
(t) Paid Ram by cheque

(u) Paid salary
(v) Paid rent by cheque

(w) Goods withdrawn for personal use 

(x) Paid an advance to suppliers of goods

(y) Receive an advance from customers

(z) Paid interest on loan

(aa) Paid installment of loan
(ab) Interest allowed by bank

ILLUSTRATION 5

Journalize the following transactions in the books of Shri Ganesh.
	20X1 April
	1

2

3

4

5

6

8

9

10

11

12

13

15

16

17

29

30

31

31
	Shri Ganesh started his business with Cash……
Purchased goods……………………………………..
Purchased goods for Cash………………………..
Purchased goods for Mr. Sun for Cash………………
Sold goods……………………………………………….
Sold goods for Cash…………………………………
Sold goods to Mr. Sky for Cash……………………….
Purchased goods from Mr. Moon…………………..
Purchased goods from Mr. Star on Credit ……….
 Sold goods to Mr. Sea……………………………..
Sold goods to Mr. Ocean on Credit…………………
Mr. Sea returned goods…………….……………….
Returned goods to Mr. Moon…………………………
Receive from Mr. Sea…………………………………

Allowed him discount………………………………

Paid Mr. Moon………………….……………………

Discount allowed by him……………………………
Withdrew goods for private use

(Cost Rs 500, Selling Price Rs 600)…………
Paid Salary to Mr. Sevakram, an employee………
Paid Rent to Mr. Estate, landlord……………………
	Rs
50,000

5,000

10,000

15,000

6,000

12,000

18,000

10,000

20,000

12,500

25,000

2,500

2,000

9,900

100

7,880

120

1,000

500

500


ILLUSTRATION 6

01.01. X1
Bought Goods for Rs 10,000

02.01. X1
Purchased Goods from Ram Rs 20,000

03.01. X1
Bought Goods from Shyam, for Rs 30,000 against a current-dated cheque

04.01. X1
Purchased goods from Sohan of the li9st price of Rs 30,000 at a trade discount of 10%
05.01. X1
Bought goods of the list price of Rs 1,25,000 from Mohan less 20% trade discount and 2% cash discount and paid 40% by cheque.

06.01. X1
Rejected and returned 10% of goods supplied by Ram

07.01. X1 
Rejected and returned 10% of goods supplied by Sohan.

ILLUSTRACTION 7

01.01. X1
Sold goods for Rs 10.000

02.02. X1
Sold goods to Sachin for Rs 20,000

03.01. X1
Sold good to Amit for Rs 30,000 against a current dated cheque

04.01. X1
Sold goods to Atul of the list Price of Rs 30,000 at a trade discount of 10%
05.01. X1
Sold good to Sunil of the List Price of Rs 1,25,000 less: 20% trade discount and 2% cash discount and received a current dated cheque under a cash discount of 2%
06.01. X1
Sold goods to Sahil of the list price of Rs 1,25,000 less: 20% trade discount and 2% cash discount and paid 40% by cheque

07.01. X1
Sold goods costing Rs 40,000 to Anita for cash at a profit of 25% on cost less 20% trade discount and charged 8% sales tax and paid cartage Rs 100 (not to be charged from customer)

08.01. X1
Sold goods costing Rs 40,000 to Anil at a profit of 20% on sales less 20% trade discount and charged 8% sales tax and paid cartage Rs 100 (to be charged from customer)
09.01. X1
Sachin rejected and retuned 10% of goods
10.01. X1
Atul rejected and returned 10% of goods

ILLUSTRACTION 8

Journalize the following transactions in the books of Bharat Tulsian:
(a) Received Rs975 from Hari Krishnan in full settlement of his account for Rs 1,000.

(b) Received Rs 975 from Shyam on his account tor Rs 1,000.

(c) Receive a first and final dividend of 60 paisa in the rupee from the Official Receiver of Mr. Rajan who owed us Rs 1,000.

(d) Paid Rs 480 to Mohan in full settlement of his account for Rs 500.

(e) Paid Rs 480 to Sohan on his account for Rs 500.

ILLUSTRATION 9

Journalise the following transactions in the books of Tushar Tulsian:


20X1

Jan.
16
Withdrawn goods for personal use (sale price Rs 600, cost Rs 500).


17
Goods costing Rs 500 given as charity. (Sale price Rs. 600)


18
Goods costing Rs 1,000 distributed a s free samples. (Sale price Rs 1,200)


19
Goods stolen in transit (sale price Rs 1,000 cost Rs 800)


20
Goods destroyed by fire (sale price Rs 1,000 cost Rs 800)


21
Goods stolen by an employee (sale price Rs 1,000 cost Rs 600)


22
Goods used in making of furniture (sale price Rs 2000, cost Rs 1,500)

ILLUSTRATION 10
Journalise the following transactions:

01.01. X1
Paid into bank Rs 11,000 for opening a current account

02.01. X1
Withdrew for private expenses Rs 1,000

03.01. X1
Withdrew from bank Rs 3,000 
04.01. X1
Withdrew form bank for private use Rs 1,500

05.01. X1
Placed on Fixed Deposit A/c at Bank by transfer from current account Rs 5,000.

13.0
COMPOUND ENTRY
13.1
Meaning: When more than two accounts are involved in a transaction and the transaction is recorded by means of a single journal entry instead of passing several journal entries, such single journal entry is termed as ‘Compound Journal Entry’.

13.2
A compound entry may also be passed if there are more transactions of the same nature taking place on the same date.
13.3
How to Pass: It may be recorded in the following three ways:


(a) By debiting one account and crediting two or more accounts; or


(b) By debiting two or more accounts and crediting one account; or


(c) By debiting several accounts and crediting several accounts.
ILLUSTRATION 15
On 2.4.20X1 Mohan, a customer, paid cash Rs 950 in full settlement of his account of Rs 1,000. Journalise and post it to the ledger.
14.0
OPENING ENTRY
14.1
Meaning of an ‘Opening Entry’ A journal entry by means of which the balances of various  assets, liabilities and capital appearing in the balance sheet of previous accounting period are brought forward in the books of the current accounting period, is known as ‘opening Entry’.

14.2
Method of Recording an ‘Opening Entry’
While passing an opening entry, all assets accounts (individually) are debited and all liabilities accounts (individually) are credited and the net worth (i.e. excess of assets over liabilities) is credited to Proprietor’s Capital Account ( in case of a proprietary concern) or Partners’ Capital Accounts (in case of a partnership concern).
14.3
Procedure of Posting an Opening Entry
The procedure of posting an opening entry is the same as in case of an ordinary journal entry except that in case of an account which has been debited, the words ‘To balance b / f are recorded in the Particulars column on the debit side and in case of an account which has been credited, the words ‘By balance b / f are recorded in the Particulars column on the credit side.
ILLUSTRATION 16
Pass the opening entry in the journal of Ram (as on April 1,20X1) and post the same into the ledger: 

Cash in hand Rs 1,000; Cash at Bank Rs 5,000; Stock of Rs 20,000; Land and Buildings Rs 1,00,000; Plant and Machinery Rs 50,000; Furniture and Fixtures Rs 25,000; Owings from X Ltd. Rs 12,500; Prepaid Insurance Rs 500; Interest received in advance Rs 250; Loan from Y Ltd. 10,000; Owing to Z Ltd. Rs 3,750;
 15.0 BALANCING OF ACCOUNTS
15.1
Meaning of Balancing of Accounts: After positing into the ledger, the next stage is to ascertain the net effect of all the transactions posted to an account. The process of ascertaining the difference between the total of debits and total of credits appearing in an account is known as ‘Balancing of an account’.

15.2
Balance of Account: Balance of an account is the difference between the total of debit and total of credit appearing in an account. It signifies the net a debit balance or a credit balance or a nil balance, depending upon whether the debit or the credit total is higher.
15.3
Types of Accounts that are Balanced: Normally, Personal Accounts and Real Accounts are balanced. Nominal Accounts are not usually balanced but are closed by transferring to Trading and Profit & Loss Account.
15.4
Significance of Balancing: Balancing of an account is necessary to ascertain the net effect of all transactions posted to that account during a given period.
15.5
Procedure for Balancing: The procedure for balancing a ledger account is given below:

	
	Step1
Make a total of both the ‘Debit Amount column’ and ‘Credit Amount column’ separately and ascertain the difference in two totals.





OR

Step2
If the debit side total exceeds credit side total, put such difference (called debit balance) on the credit side in ‘Credit Amount column’, write the date on which balancing is being done in the ‘Date column’ and the words ‘By Balance c/d’ in ‘Particulars column’.

Step3
Make a total of both the ‘Debit Amount column’ and ‘Credit Amount column’ and put the total on both the sides and draw a double line immediately beneath the totals.

Step4
Enter the date of beginning of next period in ‘Date column’ and bring down the debit balance on the debit side along with the words ‘To Balance b/d’ in Particulars column and the credit balance on the credit side along with the words ‘By Balance b/d’ in ‘Particulars column’.


	


ILLUSTRATION 17

Balance the following ledger accounts on 31st Jan. 20X1.

Dr.               



Ram’s Account


Folio 8












Cr. 
	Date
	Particulars
	Folio
	Rs
	Date
	Particular
	Folio
	Rs

	02.01.X1
	To Sales A/c
	
	1,00,000
	05.01.X1
25.01.X1

31.01.X1

31.01.X1
	By Sales Returns
By Cash A/c

By Bank A/c

By Discount A/c
	
	10,000
20,000

30,000

1,000


**********
Trial Balance, Errors and Their Rectification

1. MEANING OF A TRIAL BALANCE

Trial Balance is a statement which shows either the balance or total amounts of debit items and credit items of all accounts in the ledger and the Cash and bank balances.

A trial balance is a statement and not an account.

A trial balance is prepared on a particular date and not for a particular period.
2. OBJECTIVES OF A TRIAL BALACE

The main objectives of preparing the trial balance are as under:

To ascertain the arithmetical accuracy of ledger accounts: A tallied trial balance indicates that equal debits and credits have been recorded in the ledger accounts.

To help in locating errors: An untallied trial balance indicates that some error(s) has (have) been committed.

To facilitate the preparation of financial statements: A trial balance can directly be used for preparing the financial statements and need not refer to the ledger. All revenue and expense accounts appearing in the trial balance are transferred to the Trading and Profit & Loss Account and all liabilities, capital and assets are carried over to the Balance Sheet.
3. LIMITATIONS OF A TRIAL BALNCE

A tallied trial balance merely indicates that equal debits and credits have been recorded in the books of account.

A tallied trial balance does not ensure that—

(a) All transactions have been correctly recorded (i.e. correct book, correct account, correct amount)

(b) All entries/total (e.g., total of purchases book etc.) have been correctly posed in the ledger, (i, e. posting to correct account on correct side with correct amount.)
A tallied Trial Balance is not a conclusive proof of the accuracy of the books of accounts since certain types of errors remain even when the Trial Balance tallies. The following errors do not affect the Trial balance at all.

(a) Error of Principle,

(b) Compensating error,

(c) Error of complete omission,

(d) Error of Recording in the books of original entry, and 

(e) Posting a correct amount in the wrong account but on the correct side.
4. METHODS OF PREPARATION OFA TRIAL BALNCE
To verify the correctness of the posting of ledger accounts in term of the debit and credit amounts periodically, a periodic trial balance may be prepared (say) at the end of a month or quarter or half-year. Though a trial balance may be prepared at any time, but it should be prepared at the close of the accounting period so as to verify the arithmetical accuracy of the ledger accounts before the preparation of the financial statements. It may be noted that a Trial Balance is always prepared on a particular date and not for a particular period. A Trial Balance may be prepared by following either the Balance Method or Total Amount Method.

1. Balance Method: Under this method, the balances of all the accounts (including Cash and Bank Account) are incorporated in the trial balance. It may be noted that a trial balance by this method can be prepared only when all the ledger accounts have been balanced. A format of a Trial Balance by ‘Balance Method’ is shown below:

	
	Trial Balance… (Name of the Enterprise)…

as at … (date on which the Trial Balance is being prepared) … 
   S.No.

Name of Account

L. F.
Debit Balance
Credit Balance
Rs
P
Rs
P
1
2

3

4

5

6

7

8

9

10

11

Purchases A/c
Sales A/c

Purchases Returns A/c

Sales Return A/c

Cash A/c

Bank A/c

Capital A/c

Salaries A/c

Furniture A/c

Ram’s A/c

Shyam’s A/c

P-1

S-1

P-2

S-2

C-1

B-1

C-2

S-3

F-1

R-1

S-4

XXX

XXX

XXX

XXX

XXX

XXX

XXX

-

-

-

-

-

-

-

XXX

XXX

XXX

XXX

-

-

-

-

Total
XXX

-

XXX

-


	


       2. Total Amount Method: Under this method, the total amount of debit items and credit items in each ledger account are incorporated in the trial balance. It may be noted that a trial balance by this method can be prepared immediately after the completion of posting from the books of original entry to the ledger. A format of a Trial Balance by ‘Total Amount Method’ is shown below:

                                
	

	                                   Trial Balance… (Name of the Enterprise)…

as at … (date on which the Trial Balance is being prepared) …

S.No.

Name of Account

L. F.

Debit Balance

Credit Balance

Rs

P

Rs

P

1

2

3

4

5

6

7

8

9

10

11

Purchases A/c

Sales A/c

Purchases Returns A/c

Sales Return A/c

Cash A/c

Bank A/c

Capital A/c

Salaries A/c

Furniture A/c

Ram’s A/c

Shyam’s A/c

P-1

S-1

P-2

S-2

C-1

B-1

C-2

S-3

F-1

R-1

S-4

XXX

XXX

XXX

XXX

XXX

XXX

XXX

-

-

-

-

-

-

-

XXX

XXX

XXX

XXX

-

-

-

-

Total

XXX

-

XXX

-


	


6.
 TYPES OF ERRORS:
All accounting errors may be classified as follows: 
    1. On the basis of heir effect on rail Balance:
(a) Errors affecting the agreement of Trial Balance

(b) Errors not affecting the agreement of Trial Balance

Such errors have been shown in a chart given on next page.












e.g.,



e.g.,


(a) Error of casting

(a) Error of Posting on the wrong side of a



(b) Error in carrying forward
       correct account







(b) Error of Posting of Wrong amount







(c) Wrong balancing / totaling of an account







(d) Error in Carrying forward of a Total of 







       an account




e.g., omission of recording e.g., Omission of posting
 e.g., (a) Error of recording 
e.g., (a) Posting of a transaction

in all related accounts of a
 in the Correct book

a correct side

                        Transaction
 
(b) Recording in a wrong              of a wrong                                                                                                                                                book                                             account
1. On the basis of Clerical/Principle Errors
(a) Clerical Errors
(i.e., those errors which arise because of mistakes committed in the ordinary course of the accounting work)

(i) Error of Omission

(ii) Error of Commission

(iii) Compensating Errors

[Note: Truly speaking, the compensating errors do not represent separate type of errors but only represent a group of errors. Only for the purpose of discussion, these errors have been shown separately.]

(b) Error of Principle
6.1
 Error of Omission: This error arises when a transaction is completely or partially omitted to be (i) recorded in the books of accounts or (ii) Posted to the ledger. Error of omission may be classified as under:

(a)  Error of complete omission: This error arises when any transaction is not recorded in the books of original entry at all or, the transaction is recorded in General Journal but is not posted in the ledger at all. This error does not affect agreement of trial balance.

Example I
--
Goods purchase on credit from Ram not recorded in the Purchases  

Book,


Example II
--
Goods sold on credit to Shyam not recorded in the Sales Book.


Example III
--
Furniture sold on credit to Mohan recorded in Journal Proper but 
omitted to be posted.

(b) Error of partial omission: An error of omission other than an error of complete omission is called an error of partial omission. This error affects the agreement of trial balance. The examples of errors of partial omission include the following:
(i)
Transaction correctly recorded in the books of original entry (other than Journal Proper) but not posted in the ledger a all; [e.g. A credit sale of goods to Shyam recorded in Sales book but omitted to be posted in Shyam’s Account].




(ii)
Omission in carrying forward the total from one page to the other;




(iii)
Omission to balance an account.

6.2
Error of Commission: This error arises due to wrong recording, wrong casting, wrong carry forward, wrong posting, wrong balancing etc., Errors of commission may be classified as follows.
(a)
Error of recording: This error arises when any transaction is incorrectly recorded in the books of original entry. This error does not affect the agreement of trial balance. These errors may be of the following types—
	
	Books of original entry in which the transaction was recorded
Name of the account used in recording
Amount with which the transaction was recorded
Whether affects the Trial Balance
1.Correct
2. Correct

3, Correct

4. Wrong

5. Wrong

6. Wrong

7. Wrong

Correct
Wrong

Wrong

Correct

Correct

Wrong

Wrong

Wrong

Correct

Wrong

Correct

Wrong

Correct

Wrong

No
No

No

No

No

No

No


	


Example I 
​​--
Goods of Rs.500 purchased on credit from Ram are recorded in the Purchases Book for Rs 5,500.
Example II
--
Goods of Rs 5,000 purchase on credit from Ram are recorded in the Sales Book.
(b) 
Error of casting: This error arises when a mistake is committed in totaling. This error affects the agreement of trial balance.

Example I
--
Purchase Book is totaled as Rs 1,000 instead of Rs 100.

Example II
--
Sales Book is totaled as Rs 500 instead Rs 5,000.

(c) 
Error in carrying forward: This error arises when a mistake is committed in carrying forward a total of one page on the next page. This error affects the agreement of trial balance.

Example I
--
Total of Purchases Book is carried forward as Rs 1,000 instead of Rs 100.

Example II
--
Total of Sales Book is carried forward as Rs 100 instead of Rs 1,000.

(d)
Error of posting
This error arises when information recorded in the books of original entry are incorrectly entered in the ledger. This error may or may not affect the agreement of trial balance. This error may be of the following types:

	
	Account to which the posting was made
Side(debit/credit)on which posting was made
Amount with which the posting was made
Whether affects the Trial Balance

1.Correct

2. Correct

3, Correct

4. Wrong

5. Wrong

6. Wrong

7. Wrong

Correct

Wrong

Wrong

Correct

Correct

Wrong

Wrong

Wrong

Correct

Wrong

Correct

Wrong

Correct

Wrong

Yes

Yes

Yes

Yes

Yes

Yes

Yes


	


6.3
Compensating Errors

Meaning
--
These errors arise when two or more errors are committed in such a way that the net effect of these errors on the debits and credits of accounts involved is mollified. In other words, compensating errors refer to such a group of errors wherein the effect of one error is compensated by the effect of other error or errors.

Effect
--
These errors do not affect the agreement of the trial balance but may or may not affect the figure of net profit. 

Example I
--
If the total of Purchases Book is posted in the ledger  as Rs 1,000 instead of Rs 100 and at the same time Ram’s A/c is credited in the ledger a Rs 1,000 instead of Rs 100, as a result of these errors, there is an excess credit of Rs 900 in Ram’s Account and an excess debit of Rs 900 in Purchases Account. Thus, these two errors mollify the effects of each other. The first error will increase the figure of purchases and consequently will reduce the figure of profit.

Example II
--
If the total of Bills Receivable Book is posted in the ledger as Rs 1,000 instead of Rs 100 and at the same time total of Bills Payable Book is posted as Rs 1,000 instead of Rs 100, as a result of these errors, there is excess credit of Rs 900 in Bills Payable Account and an excess debit of Rs 900 in Bills Receivable Account. These two errors will nullify the effect of each other. These erros will not affect the figure of profit in anyway.
6.4
Error of Principle
Meaning
--
This error arises when the transaction is recorded ignoring the distinction between the capital item and revenue item. In other words, this error involves an incorrect allocation of expenditure or receipt between Capital and Revenu. The orrect allocation between Capital and Revenue is of paramount importance because any incorrect allocation would disturb the final results as disclosed by the Financial Statements.

Effect
--
It may lead to under/over stating of incomes or assets or liabilities.



This error does not affect the agreement of trial balance.
Example
--
If Freight paid for bringing new machinery is posted to Freight A/c, this error will increase the figure of freight and reduce the figure of depreciation and as a result, the figure of net profit shall be changed by the net effect (i.e., the difference between the amount of freight and amount of depreciation).

Note: The costs incurred on the acquisition, installation and commissioning of a fixed asset up to the point the fixed asset is ready for use represent capital expenditures.
    7.
SUSPENSE ACCOUNT:
       1.
Meaning of Suspense Account: A Suspense Account is an account in which theamount of difference in the trial balance is put till such time that errors are located and rectified.

       2.
Preparation of Suspense Account: The difference in the trial balance is transferred on the credit side of the Suspense Account (if the debit side of the trial balance exceeds the credit side) or on the debit side of the Suspense Account (if the credit side of the trial balance exceeds the debit side)
       3.
Objective of Suspense Account: The rationale behind the opening of a Suspense Account is to avoid delay in the preparation of financial statements.

       4.
Disposal of Suspense Account: When the errors affecting the Suspense Account are located, they are rectified with the help of the Suspense Account. When all the errors affecting the trial balance are located and rectified, the Suspense Account automatically stands balanced.
       5.
Treatment of Balance of Suspense Account: When the errors affecting the trial balance are still to be located and rectified, the Suspense Account will show outstanding balance. The balance of Suspense Account merely represents the net effect of errors which still remain undetected. Such balance will be shown in the Balance Sheet on the assets side (if debit balance) or on the liabilities side (if credit balance).
8.
RECTIFICATION OF ERRORS NOT AFFECTING THE TRIAL BALANCE
        1.
Examples of Errors not affecting the trial balance (or Two Sided Errors): 


The various errors which do not affect the Trial Balance include the following:


(a)
Two sided Errors of Omission



(i) Error of complete omission


(b)
Two sided Errors of Commission



(i) Error of Recording in the books of original entry



(ii) Error of Posting involving the posting to wrong account on correct side with correct amount.



(iii) Error of Principle



(iv) Compensating errors

       2.
How to Rectify Two Sided Errors of Omission: Two sided errors of omission in the books of original entry are rectified simply b the passing the journal entry which was to be passed at the time of transaction but was omitted to be passed.
ILLUSTRATION 4: [Rectification of Errors of Omission]
Pass the necessary journal entries to rectify the following errors:

(a)
A credit sale of Rs 170 to Ram omitted to be recorded in the books.

(b)
A credit sale of old furniture to Rohan for Rs 170 omitted to be posted.

(c) 
Goods (Cost Rs 1,000, Sale Price Rs 2,400) distributed as free samples among prospective customers were not recorded anywhere.

(d)
Goods (Cost Rs 2,000, Sale Price Rs 2,400)  distributed as free samples among prospective customers were not recorded anywhere.
(e)
Goods (Cost Rs 3,000, Sale Price Rs 3,600) were returned by Ram, a customer and were taken into stock on the same date but no entry was passed in the books.
(f)
Materials from store of Rs 1,000 and Wages Rs 400 had been used in making tools and implements for use in own factory, but no adjustments were made in the books.

(g)
Outstanding Telephone Charges of Rs 660, had been completely omitted.
ILLUSTRATION 5:
[Rectification of Errors of Recording]

Pass the necessary journal entries to rectify the following errors in the books of a trader who deals in sarees:


(a) 
A credit sale of Rs 170 to Ram was recorded as Rs 710.


(b)
A credit sale of Rs 170 to Krishan was recorded as sale to Krishan.


(c)
A credit sale of Rs 170 to Meenu was recorded as sale to Meen as Rs 710.


(d)
A credit sale of Rs 170 to Mohan was recorded in the Purchases Book.

(e)
A credit sale of old machinery to Sohan for Rs 170 was entered in the Sales Book for Rs 710.


(f)
A credit sale of old furniture to Rohan for Rs 170 posted as Rs 710.

`
(h)
A Bills Receivable of Rs 170 received from V.P. Singh was entered in Bills 
             payable Book.
        (i) 
Rs.150 paid to Dinesh posted to Dhir’s A/c.
    ILLUSTRATION 6: [Rectification of Two sided errors of Posting]
Pass the necessary journal entries to rectify the following errors:


(a) 
A 12q`a 
`1credit sale of Rs 170 to Kishan was posted to Krishan’s       Account.

(b)
A cash sale of Rs 170 to Meenu was posted to the credit of Meenu.

(c)
A credit sale of old Furniture to Babu Ram for Rs 170 was credited to Sales Account.

(d)
A cheque for Rs 128 received from Farid was dishonured and has been posted to the debit of Sales Returns Account.
(e)
An amount of Rs 572 due from Lalta Prasad, written off as bad in a previous year, was recovered and credited to the personal account of Lalta Prasad.
(f)
A discounted Bill of Exchange receivables for Rs.1,600 returned by the firm’s bank had been credited to the Bank Account and debited to Bills Receivable Account. A cheque was received later from the customer for Rs 1,600 and duly paid.
(g)
Rs 4,000 paid for the telephone bill of the telephone at the proprietor’s residence was debited to Postage Account.
(h)
An amount of Rs 1,500 withdrawn from bank by the proprietor for his personal use has been charged to Trade Expenses Account.

(i)
An amount of Rs 3,000 withdrawn from Bank by the proprietor for office use has been debited to Drawings Account.


(j)
Rs 1,600 paid as salary to Hari, an employee, debited to Hira.

(k)
Rs 2,000 paid as Rent to Baburam, a landlord , debited to Baburam.
ILLUSTRATION 7 [Rectification of Errors of Principle]
Pass the necessary journal entries to rectify the following errors:
(a)
Rs 3,000 paid as wages for the construction of office building debited to Salaries Account.

(b) 
Rs 4,000 spent on the purchases of materials for the construction of office Building debited to Purchases Account.

(c)
Rs 10,000 spent on the extension of bulking was debited to Building Repairs Account.


(d)
Rs 5,000 spent on white washing of building was charged to Building Account.

(e)
Rs 200 paid as Installation Charges for newly purchased second hand Machinery posted to Cartage Account.

(f)
Rs 2,000 paid as repairing charges on the reconditioning of a newly purchased second hand machinery debited to General Expenses Account.
(g) 
Rs 1,000 paid as repairing charges of an existing machine in use charged to Machinery Account

(h)
Rs 2,000 paid by cheque for a typewriter was charged to the Office Expenses Account.
   9.       RECTIFICATION OF ERRORS AFFECTING THE TRIAL BALANCE

       1.
Example of Errors affecting the Trial Balance (or One-sided errors)


The various errors which affect the trial balance include the following:



(a)
Error due to partial omission



(b)
Error of casting



(c)
Error in carrying forward



(d)
Error in totaling or balancing of an account

(e)
Errors of posting (other than an error of posting a correct amount in the wrong account but on the correct side)



(f)
Omission of posting the total of a subsidiary book 



(g)
Omission of an account from Trial Balance

(h)
Entering the balance of an account in the wrong amount column of the trial balance


(i) 
Wrong totaling of the Trial Balance
                                                                  *********
                                                        Financial Statements
1.   MEANING OF FINANCIAL STATEMENTS
1.
Basically, Financial Statements are organized summaries of detailed information about the financial position and performance of an enterprise.

2.
Traditionally, the term ‘Financial Statements’ is used to denote only two basic statements which are as under:

(a)
Balance Sheet (or Position Statement) which shows the financial position of an enterprise at a particular point of time,

(b)
Trading and Profit and Loss Account (or Income Statement) which shows the financial performance of business operations during an accounting period.
3.
Nowadays, in addition to the aforesaid two basic financial statements, a Statement of Retained Earnings and a Cash Flow Statement, and Value Added Statement are also prepared in practice.
2.   USEFULNESS OF FINANCIAL STATEMENTS
1.
The information contained in these statements is used by the management, present and potential investors, lenders, short-term creditors, employees, customers, governments and their agencies to satisfy some of their different needs fro information.

2.
Users can get better insight about the financial strengths and weaknesses of the firm if they properly analyse the information from their own points of view.
3.
The usefulness of the financial statements for some of the users is explained follows.
3.   TRADING ACCOUNT

      After preparing a tallied trial balance at the end of an accounting period, the ext step is to   prepare Trading Account.

1.
Meaning of Trading Account: Trading account is one of the financial statements which shows the result of buying and selling of goods and/or services during an accounting period.
2.
Purpose of Trading Account:
(a)
Trading account is prepared to ascertain the gross profit or gross losses during the accounting period. The basis for the preparation of this account is the matching of selling prices of goods and services with the Cost of Goods sold and services rendered.

(b)
Gross Profit means excess of operating revenues over direct operating expenses.

3.
Contents of Trading Account:
            A. Items to be shown on the Debit Side of Trading Account -


Trading account is debited with the direct expense items such as:

(a)
Opening Stock refers to the closing stock of unsold goods at the end of previous accounting period which has been brought forward, through opening entry in the current accounting period.

(b)
Purchases refer to those goods which have been bought for resale. Purchases include cash as well as credit purchases. The following items are shown by way of deduction from the amount of total purchases:
(i) Purchases Returns or Return Outwards (i.e., goods returned to suppliers)



            (ii) Goods withdrawn by the proprietor for his personal use.



            (iii) Goods distributed by way of free samples.


            (iv) Goods given as charity.

(c) 
Direct expenses refer to all those expenses which are incurred from the stage of purchase till the stage of making the goods in saleable condition. Such expenses include the following expenses:

            (i)Freight Inwards (ii)Import Duty (iii) Octroi (iv) Carriage Inwards and   Cartage Inwards
(v) Wages.
                 B. Items to be shown on the Credit Side of Trading Account:


Trading Account is credited with the directly revenue items such as:
(a) Sales refer to the sales of those goods which have been bought of r resale. Sales include cash as well as credit sales. Sales Returns or Returns Inwards (i.e., goods returned by customers) are shown by way of deduction from the amount of total sales. If the amount of sales includes the amount of Sales Tax/Value Added Tax, then the amount of Sales Tax/Value Added Tax is deducted from the sales.

(b) Closing Stock refers to the stock of unsold goods at the end of the current accounting period. According to Prudence Principle (Conservatism), stock is valued at Cost or Net Realizable Value (NRV) whichever is lower. For example, if cost of closing stock is Rs 50,000 but its Net realizable value is Rs 40,000, closing stock will be taken at Rs 40,000. The rationale behind this practice is to provide for anticipated losses. Closing Stock is accounted for as under:
	1.If the Closing Stock appears outside the Trial Balance
	The following entry is passed to incorporate the Closing Stock in the book.

Stock A/c                                                  Dr.

                        To Trading A/c

As a result, the Closing Stock appears both on the credit side of the Trading Account and on the Assets side of the Balance Sheet.

	II. If the closing Stock appears inside
	(a) Closing Stock will not be shown in the Trading Account since the Closing Stock has already been taken into account while computing the Adjusted Purchases/Cost of Goods sold.
(b) Closing Sock will be shown in the B alance Sheet.


    4.         How to Prepare Trading Account: The preparation of a Trading Account requires   the passing of entries to transfer the balances of accounts of all the concerned items to the Trading Account. The entries required for such transfers are called ‘Closing Entries’, since such entries will close the accounts of all the concerned items. The following closing entries are  passed o give affect to such transfer of balances.
	Account(s) to be closed
	Accounting Entry to be passed

	(a) Purchases Returns Account
	Purchase Returns A/c                              Dr.

To Purchases A/c

	(b) Opening Stock Account, Purchases Account     and Accounts of Direct Expenses(e.g., wages, carriage inwards, freight inwards)
	Trading A/c                                                Dr.
    To Opening Stock A/c

   To Purchases A/c

   To Direct  Expenses A/c

	(c) Sales Returns or Return inwards Account
	Sales A/c                                                    Dr.         

             To Sales Returns A/c

	(d) Sales
	Sales A/c                                                    Dr.    
            To Trading  A/c


5.
How to Close Trading Account:  The Trading Account is closed by transferring its balance to the Profit and Loss Account by passing the following entry:

	Account(s) to be closed
	Accounting Entry to be passed

	(a) In case of Gross Profit (i.e., when the credit side exceeds the debit side )
	Trading A/c                                                   Dr.
To Profit & Loss A/c

	(b) In case of Gross Profit (i.e., when the debit side exceeds the credit side )
	Profit & Loss A/c                                         Dr.
     To Trading  A/c


6. 
Format of a Trading Account

A general format of a Trading Account is shown below:
                                                                                                                             
	
	Dr.              Trading Account of ……for the period ending on …..                             Cr
Particulars

Rs

Particulars

Rs

To Opening Stock    

To Purchases                            XXX

  Less: Returns outwards        XXX

                                              ----------

To Direct Expenses

To Wages and Salaries

To Freight Inward

To Carriage Inward

To Cartage Inward

To *Gross Profit transferred to

 P & L A/c

XXX

XXX

XXX

XXX

XXX

XXX

XXX

XXX

By Sales                                                 XXX

    Less: Return Inwards                       XXX

                                                             --------

By Closing Stock

By Abnormal Loss of Stock

By *Gross Loss transferred to 

        P & L A/c

XXX

XXX

XXX

XXX

XXX

XXX

	


7. 
Format of a Profit & Loss Account

A general format of a Profit and Loss Account is shown below:
	

	Format of a Profit and Loss Account
Dr.                    Profit and Loss Account of …. For the period ending on ….                          Cr
Particulars

Rs

Particulars

Rs

To Opening Stock

To Gross Loss b/d

To Salaries & Wages

To Rent, Rates & Taxes

To Fire Insurance Premium

To Repairs & Maintenance

To Depreciation

To Audit Fees

To Bank Charges 

To Legal Charges

To Expenses

To Carriage Outward

To Freight Outward

To Commission to Salesmen

To Traveling Expenses

To Entertainment Expenses

To Sales Promotion Expenses

To Advertising and Publicity

XXX

XXX

XXX

XXX

XXX

XXX

XXX

XXX

XXX

XXX

XXX

XXX

XXX

XXX

XXX

XXX

XXX

XXX

XXX

By Sales
By Gross Profit b/d

By Discount Received

By Commission earned

By Interest on

      Marketable Securities

By Profit on sale of

      Marketable Securities

By Operating Loss c/d

XXX
XXX

XXX

XXX

XXX

XXX

XXX


	


	
	To Bad Debts

To Packing Expenses

To Operating Profit c/d

To Operating Loss b/d

To Interest on Loan

To Loss on Sales of Fixed Assets

To* Net Profit transferred to 

      Capital Account

XXX

XXX

XXX

By Operating Profit b/d

By Rent earned

By Interest earned

By Profit on sale of fixed

     Assts                                           XXX
By Income from investments      XXX
By Dividend Received                XXX
By *Net Loss transferred to          
    Capital Account                      XXX
XXX

XXX

XXX

XXX

XXX
XXX

XXX

XXX

XXX

XXX

XXX
XXX

	


5.     BALANCE SHEET [OR POSITION STATEMENT]
After preparing the Profit & Loss Account, the next step is to prepare a Balance Sheet.

    1.
Meaning of Balance Sheet:

       A Balance Sheet is a statement on the financial position of an enterprise at a given date which exhibits its assets, external liabilities, capital and reserves. It is called a Balance Sheet because it is a sheet of balances of those ledger accounts (i.e. Personal Accounts, Real Accounts and Fictitious Assets Accounts) which have not been closed till the preparation of the Trading and Profit and Loss Account.

    2.
Characteristics of a Balance Sheet:

 The characteristics of a Balance Sheet a re summarized as follows:
a. A Balance Sheet is only a statement and not an account. It has no debit side or credit side. The headings of the two sides are ‘Assets’ and ‘Liabilities’.

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

c. A Balance Sheet is a summary of balances of Personal, Real and fictitious Assets accounts which have not been closed by transfer to the Trading and Profit and Loss Account.
d. A Balance Sheet shows the nature and value of assets and the nature and the amount of liabilities at a given date.
     3.  Need for the Preparation of Balance Sheet:

   The purposes of preparing a Balance Sheet are as follows:



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



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

3. To find out the financial solvency of an enterprise. An enterprise is considered to be a solvent if its assets exceed its external liabilities.

      4. When prepared It is prepared only after the preparation of the Profit and Loss account
           5. Contents of Balance Sheet

(a) In India the right hand side of Balance Sheet is called the ‘Assets’ side and the left hand side is called the ‘Liabilities’ side.
(b) In some of the other countries (for example Australia), The right hand side of a Balance Sheet is called the ‘Liabilities’ side and the left hand side is called the ‘Assets’ side.
(c) The various items which are shown on the assets side and liabilities side are as follows:







6. ITEMS TO BE SHOWN ON THE ASSETS SIDE OF ABALANCE SHEET

The debit balances of those ledger accounts which have not been closed till the preparation of the Trading and Profit and Loss Account, are shown on the ‘Assets’ side of the Balance Sheet.

Assets refer to tangible objects or intangible rights owned by an enterprise and carrying probable future benefits. Usually the following items are included in the Assets:

1.   Fixed Assets Fixed assets refer to those assets which are held for the purposes of   providing or producing goods or services and those which are not held for resale in the normal course of business. Fixed Assets may be classified as under:

(i) Tangible Fixed Assets refer to those fixed assets which can be seen and touched e.g., Land & Building, Plant & Machinery, Furniture & Fixture, Motor Vehicles.

(ii) Intangible Fixed Assets refer to those fixed assets which can neither seen nor been touched e.g., Goodwill, Patents, Trade Marks.

Note: Fixed assets are usually valued at cost less depreciation.

Distinction between Tangible Assets and Intangible Assets

Tangible Assets differ from Intangible Assets in the following respects:
	Basis of Distinction
	Tangible Assets
	Intangible Assets

	1. Physical identity
	These assets have physical identity.
	These assets do not have physical identity. 

	2. Depreciation or      Amortization 
	Fixed tangible assets are depreciated.
	Intangible assets are amortized.

	3. Fixed vs. Current
	Tangible assets can be fixed or current asset.
	Intangible assets usually fall in the category of fixed assets.

	4. Acceptance in security
	Lenders accept such as sets as security for a loan given.
	Lenders usually do not accept such assets as security for a loan given.

	5. Risk of loss due to fire
	The assets may be lost due to fire.
	These assets cannot be lost due to fire.


       2. 
Investments Investment represent an expenditure on assets to earn interest, dividend, income or other benefit e.g., Sares, Debentures, Bonds, Investment properties.

       3.
Current Assets Current assets are those assets which are held—



(i)  In the form of cash e.g., cash in hand and cash at bank,

(ii) For their conversion into cash e.g., stock of finished goods, debtors,          Bills Receivable, Accrued Income,

(iii) For their consumption in the production of goods or rendering of services in the normal course of business e.g., Stock of raw materials, WIP.

Note: Current Assets are usually valued at cost or net realizable value whichever is less on the basis of Prudence (or Conservatism) Principle.

Distinction between Fixed Assets and Current Assets

Fixed Assets differ from Current Assets in the following respects:

	Basis of Distinction
	Fixed Assets
	Current Assets

	1. Purposes of holding
	These are the assets which are held for the purpose of providing or producing goods or services and those which are not held for resale in the normal course of business.
	These are the assets which are held—

(a) in the form of cash

(b) for their conversion into cash

(c) for their consumption in the production of goods or rendering of services in the normal course of business

	2. Valuation
	Fixed assets are valued at cost less depreciation.
	These assets are valued at cost or net realizable value price whichever is lower.

	3. Subject to change
	These assets are usually not subject to change.
	These assets are usually Subject to change.

	4. Pledge
	These assets cannot be pledged.
	These assets can be pledged.

	5. Fixed vs. Floating charge
	Fixed charge can be created on these assets.
	Floating charge can be created on these assets.

	6. Nature of profit on sale
	Profit on sale of these assets is of capital nature.
	Profit on sale of these assets is of revenue nature.

	7. Revaluation reserve in case of appreciation in the value
	In case of appreciation in the value of such assets, revaluation reserve can be created.
	In case of appreciation in the value of such assets, revaluation reserve cannot be created.

	8. Source of finance
	These assets are financed out of long-term funds
	These assets are mainly financed out of short term funds.


7.     ITEMS TO BE SHOWN ON THE LIABILITIES SIDE OF A BALANCE SHEET

The credit balances of those ledgers accounts which have not been closed till the preparation of the Trading and Profit & Loss Account are shown on the ‘Liabilities’ side of the Balance Sheet.

A. Liabilities: Liabilities refer to the financial obligations of an enterprise other than owners’ fund. Usually the following items are included in liabilities.

(i) Long term Liability Long term Liability refers to that liability which does not fall due for payment in a relatively short period (i.e., normally not more than 12 months from the date of a Balance Sheet) e.g., loan from a financial institution, Debentures.

(ii) Current Liability Current Liability refers to that liability, which falls due for payment in a relatively short period, (i.e., normally a period not more than 12 months from the date of Balance Sheet). E.g., Bills Payables, Trade Creditors, Outstanding Expenses, Bank Overdraft, Installments of Loan and Deposits payable within 12 months from the date of a Balance Sheet.

B. Capital: Capital is the excess of assets over external liabilities. It refers to the amount invested in an enterprise by the proprietor (in case of a proprietorship concern) or partners (in case of a partnership concern), which is increased by the amount of profit earned and is decreased by the losses incurred and the amount withdrawn (whether in the form of cash or kind).

Note: Drawings Account (which records the amount withdrawn by the proprietor whether in the form of cash or kind) is closed by transferring its balance to the debit side of the Capital Account. Usually, it is shown by way of deduction from the amount of capital in the Balance Sheet.
8. CONTINGENT ASSET AND CONTINGENT LIABILTY

1. Contingent asset:
(a) Meaning: Contingent asset has been defined by Kohler as “An asset, the existence value and ownership of which depend upon the occurrence of non-occurrence of a specific event or upon the performance or non-performance of a specified act contrasts with contingent liability, often growing out of such a liability.

(b) Example: Suppose the firm has filed a suit for some property now in the possession of someone else. If the suit is decided in the firm’s favor, the firm will get the property; at the moment it is a contingent asset. Similar would be the position for a patent applied for arising out of the firm’s own research effort. Contingent liability in respect of contract for capital expenditure already entered into will give rise to an asset on payment; at present it is only a contingent asset.

2. Contingent Liability

(a) Meaning: A contingent liability is one which is not an actual liability but which may become on the happening some uncertain future event. Really, contingent liabilities have two characteristics:

i. Uncertainty as to whether the amount will be payable at all;
ii. Uncertainty about the amount involved.
(b) Disclosure: It is sufficient for the amount of contingent liability to the stated on the face of the balance sheet by way of a note, unless there is a probability that a loss will materialize and its reasonable estimate can be made. In that event, it is no more a contingent liability and a specific provision should be made therefore.

(c) Examples:
i. Arrears of dividends on cumulative preference shares;

ii. Bills of exchange discounted;

iii. Guarantees given by the company to companies under the same management; and 

iv. Suit for damages against the company which it is defending.

v. Gratuities payable to staff on retirement or death.

An example, not involving loss, is the amount due on partly paid shares or the amount payable on a contract for construction of works, on payment, corresponding assets will come into existence.

(d)Distinction between Contingent Liability and Other Liabilities

	Basis of Distinction
	Contingent Liability
	Other Liabilities

	1. Meaning
	It is an obligation which may or may not arise depending on the happening or non-happening of an uncertain future event.
	These are financial obligations of an enterprise other than owners’ equity

	2. Disclosure
	It is disclosed by way of foot note to the Balance Sheet.
	These are disclosed on the liabilities side of the Balance Sheet.

	3. Example
	1. Bills discounted but not yet matured.
	1. Creditors for goods

2. Outstanding expenses


9. GROUPING AND MARSHALLING OF ASSETS AND LIABILITIES:
1. Meaning of Grouping: The tern ‘Grouping’ means putting together items of a similar nature under a common beading. For example, under the heading ‘Trade Creditors’ the balances of the ledger accounts of all the suppliers from whom goods have been purchased on credit, will be shown.
2. Meaning of Marshalling: The term ‘Marshalling’ refers to the order in which the various assets and liabilities are shown in the Balance Sheet. The assets and liabilities can be shown either in the order of liquidity or in the order of permanency.
(a) Order of Liquidity: 
1. The assets are arranged in the order of their liquidity, i.e., the most liquid asset (e.g., cash-in-hand), is shown first. The least liquid asset (e.g., goodwill) is shown last. The least liquid asset does not man an asset which cannot be encashed.

2. The liabilities are arranged in the order of their urgency of payment, i.e., the most urgent payment to be made (e.g., ‘short-term creditors’), is shown first. The least urgent payment to be made (e.g., ‘long-term creditors’) is shown last.

3. Usually, the banking and financial companies, sole proprietorship and the partnership concerns prepare their balance sheets int the order of liquidity.

4. A general format of a Balance Sheet in order of liquidity is shown below:

	
	Balance sheet of ……as at …….

Liabilities

Rs

Assets

Rs

Current Liabilities:

Bank Overdraft

Bills Payable

Outstanding Expenses

Sundry Creditors

Income received-in-advance

Long-term Liabilities:

Loan

Capital:

     Opening balance   XXX

      Add: Net Profit

        (Less: Net Loss) XXX

                                   XXX

           Less: Drawing XXX

XXX

XXX

XXX

XXX

XXX

XXX

XXX

Current Assets:

Cash-in hand

Cash at bank

Bills Receivable

Sundry Debtors

Prepaid Expenses

Accrued Income

Closing Stock

Investments

Fixed Assets:

Furniture and Fixture

Plant and Machinery

Building

Land 

Goodwill

XXX

XXX

XXX

XXX

XXX

XXX

XXX

XXX

XXX

XXX

XXX

XXX

XXX

XXX

XXX


	


(b)Order of Permanence

This order is exactly reverse of the liquidity order.

5. The assets are arranged in the order of their permanence i.e., the least liquid asset (e.g., goodwill) is shown first and the most liquid asset (e.g., Cash-in-hand) is shown last.

6. The least urgent payment to be made (e.g., short-term creditors) is shown last.
7. The company as defined under the Companies Act, 1956 is required to prepare the balance sheet in order of permanence.

8. A general format of a Balance Sheet in the order of permanence is shown below:

	
	Balance sheet of ……as at …….

Liabilities

Rs

Assets

Rs

Capital:

Opening Balance           XXX

Add: Net Profit              XXX

(Less: Net Loss)             XXX

Less: Drawings               XXX

Ling-term Liabilities:

Loan

Current Liabilities:

Income received-in-advance

Sundry Creditors 

Outstanding Expenses

Bills Payable

Bank Overdraft

XXX

XXX

XXX

XXX

XXX

XXX

XXX

Fixed Assets:

Goodwill

Land

Building

Plant & Machinery

Furniture & Fixtures

Investments:

Current Assets:

Closing Stock

Accrued income

Prepaid expenses

Sundry Debtors

Bills Receivable

Cash at bank

Cash in hand

XXX

XXX

XXX

XXX

XXX

XXX

XXX

XXX

XXX

XXX

XXX

XXX

XXX

XXX

XXX


	


ILLUSTRACTION 1
From the following information, prepare the Profit & Loss Account for the year ending on March 31, 20X2;
	Gross Profit

Discount received

Interest on loan paid

Commission received

Rent, Rates & Taxes paid

Fire Insurance Premium

Freight outward

Printing & Stationery

Entertainment Expenses

Postage & Telegram

Sales Promotion Expenses

Bad debts

Audit Fees

Depreciation on Furniture:

--Sales office

--Administrative office

Miscellaneous Incomes

Profit on sale of Fixed Assets

Loss by Fire

Loss by Embezzlement
	Rs

62,000

1,000

2,500

2,000

4,000

3,600

500

600

1,200

500

400

1,000

2,000

1,000

2,000

2,000

8,500

1,000
	Salaries and Wages

Discount allowed

Interest received

Commission to Salesmen

Rent received

Carriage Outward

Repairs and Maintenance

Traveling Expenses

Water and Electricity

Advertising and Publicity

Telephone Expenses

Packing Expenses

Bank Charges 

Legal Charges

Miscellaneous Expenses

Loss on sale of Fixed Assets

Loss by theft

Dividend received on Shares

Income from Investments
	Rs

20,000

2,000

3,000

1,500

1,000

1,000

600

1,600

1,200

4,000

1,000

500

400

1,000

1,000

500

5,000

300

200

1,000


ILLUSTRATION 2
From the following information, prepare a Balance Sheet of Mr. X as at 31 March, 20X2 (a) In order of liquidity, and (b) In order of permanence.

	Plant and Machinery

Prepaid Expenses

Income received in advance

Bills Payable

Sundry Debtors

Bank Overdraft

Long-term Loan from bank

Capital

Land

Drawings

Cash-in-hand

Income Tax Paid
	Rs

1,00,000

1,000

2,000

3,000

1,00,000

10,000

1,00,000

2,00,000

10,000

10,000

5,000

1000
	Furniture and fixtures

Accrued Income

Outstanding Expenses

Bills Receivables

Sundry Creditors

Investments in Shares of X Ltd.

Closing Stock

Building

Goodwill

Net Profit

Cash at bank
	Rs

20,000

2,000

1,000

2,000

99,000

10,000

85,000

1,00,000

10,000

60,000

19,000


ILLUSTRATION 3
The following is the Trial Balance of Shri Ram as at 31st March 20X2:

	Particulars
	Dr. (Rs)
	Cr. (Rs)

	Land and Building

Plant and Machinery

Fixture & Furniture

Motor Vehicles

(1.4.20X1) Stock

Purchases/Sales

Returns

Carriage Inward

Carriage Outward

Wages and Salaries

Salaries and Wages

Discount

Commission

Interest

Rent, Rates & Taxes

Repairs

Insurance

Printing & Stationery

Water & Electricity

Postage & Telegrams

Traveling Expenses

Conveyance Charges

Entertainment Expenses

Staff Welfare Expenses

Sales Promotion Expenses

Bad Debts/Bad Debts Recovered

Depreciation

Miscellaneous Expenses/Incomes

Debtors/Creditors

Bills Receivables/Bills Payables

12% Investments (Purchased on 1.10.20X1)

12% Loan from bank (Long-term)(Taken on 1.11.20X1)

Cash in hand

Cash at bank

Drawings

Sales Tax Collected

Income Tax Paid

Capital Account
	1,42,500

42,500

47,500

47,500

75,000

5,25,000

10,000

1,000

2,000

4,000

20,000

2,000

1,500

2,500

3,000

600

3,600

600

1,200

500

1,600

1,200

1,200

1,200

2,400

1,000

20,000

1,000

2,05,000

10,000

50,000

--

5,000

10,000

9,000

--

1,000

--


	--

--

--

--

--

6,30,000

5,000

--

--

--

--

500

2,000

3,000

--

--

--

--

--

--

--

--

--

--

500

--

1,500

50,000

5,600

--

50,000

--

--

--

4,000

--

5,00,000



	
	12,52,100
	12,52,100


Additional Information: Closing Stock as on 31.03.20X2 was Rs 42,000.

Required: Pass the necessary closing entries and adjusting entries and prepare the Trading and Profit & Loss Account for the year ending on 31st March, 20X2 and a Balance Sheet as on that date.
ILLUSTRATION 4
Taking the same information as given in Illustration 7, prepare the Income Statement and Balance sheet in vertical form.
ILLUSTRATION 5
A book keeper has submitted to you the following trial balance wherein the totals of the debit and credit balances are not equal:

	Particulars
	Debit Balance 

Rs
	Credit Balance

Rs

	Creditors………………………………

Bills Payable………………………….

Loan from Bank……………………...

Capital Account……………………...

Sales………………………………….

Purchase Returns……………………...

Discount Earned……………………...

Bad Debt Recovered………………….

Interest on Investments………………

Fixed Assets………………………….

Opening Stock……………………….

Debtors………….……………………

Bills Receivables…

Investments…………………………..

Cash in Hand…………………………

Cash at Bank…………………………

Drawings…………………………….

Purchases…………………………….

Sales Returns…………………………

Freight Inward………………………..

Freight Outward………………………

Duty Paid on Purchases………………

Primary Packing Expenses……………

Rent Paid………………………………

Insurance Paid………………………..

Office & Administrative Expenses……

Discount Allowed


	1,00,000

--

50,000

4,54,000

--

5,000

1,000

3,500

3,000

3,00,000

75,000

--

10,000

50,000

5,000

10,000

--

5,25,000

--

1,400

--

--

2,000

--

3,600

13,200

--


	--

5,600

--

--

6,30,000

--

--

--

--

--

--

2,05,000

--

--

--

--

9,000

--

10,000

--

2,000

1,600

--

3,000

--

2,000


ILLUSTRATION 6
From the following trial balance and additional information, prepare Trading and Profit & Loss Account of Mr Charat Tulsian for the year ended 31st March, 20X2 and Balance Sheet as at that date:


	Treatment in 

Balance Sheet
	Shown on the assets side as a current Asset
	Shown on the liabilities side as a Current Liability
	Shown on the assets side as a Current Asset
	Shown on the assets side as a Current Asset
	Shown on the liabilities side as a Current Liability
	Shown on the assets side by way of deduction from the value of concerned fixed asset.
	Shown of the assets by way of deduction from the amount of sundry Debtors..

	Treatment in 

Profit & Loss A/c
	              X
	Added to the respective expense on the debit
	Deducted from the respective expense of the debit side
	Added to the respective Income on the credit side
	Deducted from the respective Income of the credit side
	Shown of the debit side as a separate item
	Shown on the debit side by way of addition to Bad  debts

Or shown of the debit side of provision for doubtful debts

	Treatment in

Trading A/c
	Shown on the credit side
	Added to the respective expense on the debit side
	Deducted from the respective expense of the debit side
	                      X
	                      X
	                     X
	                     X

	Adjusting Entry
	Closing Stock             Dr.

To Trading A/c
	Respective               Dr.  Expense A/c To Outstanding Expense A/c
	Prepaid Expenses A./c.

To Respective Expense A/c
	Accrued Income A/c   Dr.

To Respective income  A/c
	Respective Income A/c    Dr.

To Unearned income  A/c
	Depreciation A/c        Dr.

To Respective Asset A/c
	Bad Debts A/c        Dr.

To Sundry Debtors A/c

	 Item of Adjustment
	(a) Closing Stock
	(b)Outstanding Expenses
	(c) Prepaid Expenses (unexpired Expenses)
	(d) Accrued Income(or Income earned but not received) or outstanding Income
	(e) Unearned Income(or Income received in advice)
	(f) Depreciation
	(g) Additional bad Debts


	Shown on the asset side by way of deduction from the amount of  Sundry Debtors
	Shown on the asset side by way of deduction from the amount of  Sundry Debtors(Net of additional bad debts & Provisions for doubtful debts)
	Shown on the liabilities side by way of deduction from the amount of  Sundry Creditors
	Shown on the liabilities side by way of addition to the Capital
	Shown on the liabilities side by way of Deduction from the Capital
	Shown on the liabilities side  as current Liability
	The amount due from the insurance company is shone on the assets side as a current Asset. Separate item.
	Shown on the assets side by way of deduction from deports

Shown on the assets side by way of addition to closing stock in-hand

	Shown on the debit side as a separate item
	Shown on the debit side as a separate item
	Shown on the credit side as a separate item
	Shown on the debit side as a separate item
	Shown on the credit side as a separate item
	Shown on the debit side as a separate item
	Total value of recovered loss of stock is shown on the debit side as a
	              X

              X

	               X
	               X
	               X
	              X
	              X
	             X
	Total value of abnormal loss of stock is shown on the credit side as a separate item.
	Shown on the credit side by way of deduction from sales

Shown on the credit side by way of addition to closing Stock in-hand

	P & L A/c To provision    Dr.
for  Doubtful Debts A/c
	P & L A/c To provision   Dr.
for  Discount on Debtors A/c
	Reserve for Discount         Dr.
on Creditors A/c to P&L A/c
	Interest on Capital A/c      Dr.

To Capital A/c
	Capital A/c                Dr. 

To Interest on Drawings
	Manager’s Commission

To Outstanding Commission A/c
	Loss of Stock A/c      Dr. 

To Trading A/c
	(i)Sales A/c to          Dr.

 Debtors A/c

 (ii) Stock with         Dr.        customers A/c

To trading A/c

	(h) Provision for Doubtful debts
	(i) Provision for Discount on Debtors
	(j) Reserve for Discount on Creditors
	(k) Interest on Capital
	(l) Interest on Drawings
	(m) Manager’s Commission on Profit
	(n) Abnormal Loss of Stock
	(o) Goods Sent on Approval


ILLUSTRATION 7: The following is the Trial Balance of Mr Wise as at 31st March, 20X2.
	Debit Balances
	Rs
	Credit Balances
	Rs

	Plant & Machinery

   (Purchased on 1.7.20X1)

Furniture & Fixtures

    (Purchased on 1.7.20.X1

Opening Stock

Debtors

Bills Receivables

12% Investments (purchased on 1.7.20X1)

Cash in Hand

Cash at Bank

Drawings

Purchases

Sales Returns

Carriage Inwards

Carriage Outwards

Rent

Insurance

Office & Administration Expenses

Discount Allowed

Bad Debts
Interest

Selling & Distribution Expenses

Income Tax paid
	2,00,000

1,00,000

75,000

2,05,000

10,000

50,000

5,000

10,000

10,650

5,25,000

10,000

5,000

350

3,000

3,600

13,200

2,000

5,000

2,500

15,800

1,000
	Creditors

Bills Payables

10% Loan Form Bank

(taken on 1.7.20X1)

Capital Account

Sales

Purchases Returns

Discount Earned

Bad Debts Recovered

Interest
	1,00,000

5,600

50,000

4,55,000

6,30,000

5,000

1,000

2,500

3,000



	
	12,52,100
	
	12,52,100


Qualitative Characteristics of Accounting Information





Understandabilityy





Relevance





Reliability





Comparability





Step1(	To determine the broad areas in which accounting standards need to be formulated and the priority in regard to the selection thereof.


Step2(	To hold a dialogue with the representatives of the government, public sector undertakings, industry and other organizations for ascertaining.


Step3(	On the basis of the work of the study groups and the dialogue with the representatives. To prepare and issue the exposure of draft to the proposed standard for comments by members of the institute and the public at large.


Step4(	To finalize the draft of the proposed standard after taking into consideration the comments received. 


Step5(	To submit the final draft of the proposed standard to the Council of the Institute.


Th	The Council of the Institute will consider the final draft of the proposed standard, and if found necessary, modify the same in consultation with ASB. The accounting standard on the relevant subject will then be issued under the authority of the Council.








Resources=Sources of Finance








Total Assets = Total Equities





Assets = Internal Equity + External Equity





Assets = Capital + Liabilities





Capital = Assets - Liabilities





Classification of Accounts according to the Traditional Approach





Procedure for Balancing a Ledger Account





Format of a Trial Balance by Balance Method





Format of a Trial Balance by Balance Method





ERRORS





1. Errors affecting a Trial Balance


(Other than those committed while preparing a Trial Balance





2. Errors not affecting a Trial Balance





1.1 Errors of Partial Omission





1.2 Errors of Commission





Related to Subsidiary Books





Related to Ledger Book





2.1 Error of Complete Omission





2.4 Compensatory Errors





  2.3 Error of Principle





2.2 Error of Commission





Related to Subsidiary Books





Related to Ledger Book





Related to Subsidiary Books





Related to Ledger Book





Format of a Trading Account








Items of Balance Sheet





Investments





Items to be shown on the Liabilities side





Items to be shown


On the Assets side





Current Liability





Current


Assets





Long-term


Liability





Intangible Fixed Asset





Tangible Fixed Assets





Fixed


Assets





Liabilities





Capital





Treatment of Items of Adjustments Appearing Outside the Trial Balance
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