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2.0 OBJECTIVES

After studying this unit, you should be able to:

e comprehend accounting principles, accounting concepts and
accounting conventions;

e explain the accounting cycle, accounting systems and basis of
accounting; and

e demonstrate the accounting equation and analyse the effects of
transactions.

2.1 INTRODUCTION

Dear Learners,

In the previous unit, you have learnt the meaning, importance, objectives and
types of financial and cost accounting. You have also understood why
accounting is important in agriculture.

Now, let us imagine a situation, where you are a farmer or agribusiness
person and provide your books of accounts to three different accountants.
You ask them to prepare the financial statements based on the given records
and to calculate the profits of your business for the year. All three
accountants would prepare financial statements of your organisation with
three different amounts of profits and that too with very wide variations
amongst them. So, you would get confused and you would be unable to
decide whose accounts are correct. To avoid this, a generally accepted set of
rules has been developed. This generally accepted set of rules provides
understanding and approach so that uniformity is maintained by all
accountants for better preparation and presentation of the financial
statements.

In this unit, we will discuss generally accepted accounting principles
(GAAP), accounting concepts and conventions. Further, the accounting
cycle, accounting bases, accounting equation and books of accounts are also
explained.

2.2 GENERALLY ACCEPTED ACCOUNTING
PRINCIPLES

Accounting professionals or organisations should follow the generally

accepted accounting principles (GAAP) at the time of recording of 3
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transactions and preparation of financial statements which users should
understand properly. Generally accepted accounting principles constitute a
set of conventions, rules and procedures which define accepted accounting
practice. The sources for the Indian GAAP (IGAAP) include international
accounting standards; Indian accounting standards, the Companies Act 2013,
provisions, rules, regulations and pronouncements by statutory authorities
and professional bodies.

In India, the primary responsibility for setting financial accounting standards
is in the hands of the Accounting Standards Board (ASB) under the Institute
of Chartered Accountants of India (ICAI). The MCA notified the converged
standards, known as the Indian Accounting Standards (Ind AS) in February
2011.

2.3 ACCOUNTING CONCEPTS

Accounting concepts are the assumptions based on which financial
statements of a business entity are prepared. They lay down the foundation
for accounting principles and ensure the recording of financial facts on sound
bases and logical considerations. Financial transactions are interpreted in the
light of the concepts, which govern accounting methods. Figure 2.1 shows
different accounting concepts.

| A
Entity
pt

Figure 2.1: Accounting concepts

2.3.1 Business Entity Concept

The business entity concept assumes that the business enterprise and its
owners are two separate and independent entities. Thus, the business and
personal transactions of its owner are separate. For example, when you, the
owner of a farm, invest money in the business, it is recorded as a liability of
the business to the owner. Similarly, when the owner takes away from the
business any cash/goods for his/her personal use, it is treated as drawings by
the owner and not as business expense.

2.3.2 Going Concern Concept

The going concern concept is an accounting assumption that a business entity
will continue its operations for the foreseeable future. It assumes that




business will continue to operate for a longer period of time in future. In
other words, it is assumed that neither there is any intention nor necessity to
curtail the business operations of an entity in the short run. It is on this basis
that financial statements of a business entity are prepared and refer to which
investors agree upon their decision to invest in the business.

2.3.3 Accounting Period Concept

Accounting period concepts assume that the infinite life of an organisation
can be split into smaller periods of equal duration (viz. a quarter, half-year or
year). Due to this concept, the operating results are ascertained for a specific
period, and the financial position is ascertained (through the balance sheet) at
regular intervals.

2.3.4 Money Measurement Concept

The money measurement concept states that a business transaction can be
recorded only if it is expressed in terms of money. The advantage of this
concept is that different types of transactions could be recorded as
homogenous entries with money as a common denominator. You may invest
X1 lakh cash, 10 acres of land, 20 kg of seed, etc. Unless each of these is
expressed in terms of money, we cannot find out the value of these items
infused into the business. When expressed in the common measure of money,
transactions could be added or subtracted to find out the combined effect. In
the above example, we could add values of different assets to find the total
infusion.

2.3.5 Accrual Concept

The accrual concept lays down the principle of the recording of expenses or
revenue that have been incurred or earned but still have not been recorded in
the financial statements of the business. Accruals in the business can include
different transactions, such as expenses incurred but not yet paid or unpaid
invoices for any services provided.

2.3.6 Dual Aspect Concept

The dual aspect concept assumes that each transaction made by a business
impacts the business in two different aspects which are equal and opposite in
nature.

1.e., it affects two accounts on their respective opposite sides. Therefore, the
transaction should be recorded in two places. It means, that both aspects of
the transaction must be recorded in the books of accounts. For example, seeds
purchased for cash have two aspects which are (i) Giving of cash and (ii)
Receiving of seeds. These two aspects are to be recorded in their respective
accounts. This concept forms the basis of double-entry accounting and is
used by all accounting frameworks for generating accurate and reliable
financial statements.

Accounting Concepts
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Thus, the duality concept is commonly expressed in terms of fundamental
accounting equation:

Debit = Credit

2.3.7 Matching Concept

The matching conceptis a principle of accrual accounting that
requires matching revenues and expenses in the same accounting
period. According to this principle, a business must keep a record of expenses
along with earned revenues. For clear and easy tracking, it is ideal that both
of them fall within the same time period. This principle is based on the
fundamental that a business must incur expenses to earn revenues. The
operating results of an accounting period can be measured only when
incomes are compared with the related expenses incurred.

2.3.8 Realisation Concept

The realisation concept states that revenue from any business transaction
should be included in the accounting records only when it is realised. The
term realisation means the creation of a legal right to receive money.
Revenue is said to have been realised when cash is received or the right to
receive cash on the sale of goods or services or both are created.

2.3.9 Cost Concept

The cost concept of accounting states that all acquisitions of items (e.g.,
assets or items needed for expending) should be recorded and retained in
books at cost. Therefore, if a balance sheet shows an asset at a certain value,
it should be assumed that this is its cost unless it is categorically stated
otherwise.

It means that fixed assets like land, machinery, etc are recorded in the books
of accounts at a price paid for them. For example, a machine was purchased
by the owner for X5,00,000, for agricultural purposes. An amount of X5,000
was spent on transporting the machine to the factory site. The total amount at
which the machine will be recorded in the books of accounts would be the
sum of all these items i.e., X5,05,000. This cost is also known as historical
cost. The effect of the cost concept is that if the business entity does not pay
anything for acquiring an asset that item would not appear in the books of
accounts.

2.4 ACCOUNTING CONVENTIONS

Accounting conventions are customs and traditions associated with the
practical application of accounting principles. Accounting conventions are
guidelines used to help business enterprises determine how to record
business transactions not yet fully covered by accounting standards. They
are generally accepted by accounting bodies but are not legally binding.



These conventions are also known as doctrines. There are four widely
recognized accounting conventions: conservatism, consistency, full
disclosure, and materiality as shown in Figure 2.2.

Figure 2.2: Accounting conventions

2.4.1 Convention of Conservatism

This convention is based on the principle that “Anticipate no profit, but
provide for all possible losses”. It is based on the policy of playing safe about
showing profit. The main objective of this convention is to show minimum
profit. Profit should not be overstated. That means that when two values of a
transaction are available, the lower one should be favoured. The general
concept is to factor in the worst-case scenario of a firm’s financial future.

2.4.2 Convention of Consistency

The convention of consistency means that the same accounting principles
should be used for preparing financial statements year after year. A
meaningful conclusion can be drawn from financial statements of the same
enterprise when there is a comparison between them over a period of time
only if accounting policies are followed in a consistent manner from time to
time. If different accounting procedures and practices are used for preparing
financial statements of different years; then the result will not be comparable
and would also be misleading.

2.4.3 Convention of Materiality

The convention of materiality states that, to make financial statements
meaningful by including all material facts. Material fact means the
information which will influence the decision of its use. If an item or event is
material, in other words important, it should be disclosed. The idea here is
that any information that could influence the decision of a person looking at
the financial statement must include, the amount involved.

2.4.4 Convention of Full Disclosure

The convention of full disclosure requires that all material and relevant facts
concerning financial statements should be fully disclosed. Full disclosure

Accounting Concepts
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means that there should be full, fair and adequate disclosure of accounting
information. Full refers to a complete and detailed presentation of
information. Adequate means a sufficient set of information to be disclosed.
Fair indicates an equitable treatment of users. Thus, the convention of full
disclosure suggests that every financial statement should fully disclose all
relevant information.

Check Your Progress Exercise 2.1

Note: a) Use the spaces given below for your answers.

b) Check your answer with those given at the end of the unit.

1.  Who sets accounting standards in India?

2. Which concept of accounting assumes that every transaction has a dual
effect?

3. State True or False
(a) Accounting is the “language of business”.
(b) Consistency is one of the accounting concepts.

(¢) In India, the primary authority for setting financial accounting
standards is in the hands of the Accounting Standards Board (ASB)
under the Institute of Chartered Accountants of India (ICAI).

2.5 ACCOUNTING CYCLE

An accountant follows a sequence of activities to record and finally report
transactions of an entity during an accounting period. This sequence of
activities starts with identifying an event to be a transaction and then moves
on step by step till their presentation in the financial statements after the
proper process of summarising, classifying and finalising. Thus, the
accounting cycle is defined as the holistic process of recording and
processing all financial transactions of a business, from when the transaction
occurs, to its representation on the financial statements, to closing the
accounts.

The accounting cycle consists of the following sequential steps presented in
Figure 2.3.



Step 1: Identifying
the Transactions

Step 2: Recording
transactions in the
Journal

Step 8: Drafting the
Financial Statements
Step 3: Posting to
Ledger
Step 7: Closing of
books

Step 4: Drafting of

Unadjusted Trial
Step 6: Drafting of Balance
Adjusted Trial Balance
Step 5: Passing of
adjustment entries

Figure 2.3: Accounting Cycle

Step 1: Identifying the Transactions

The first step in the accounting cycle is to analyse the events to determine if
they are ‘transactions. Only events that lead to changes in the financial
position of the accounting unit are called transactions.

Step 2: Recording transactions in the Journal

The second step in the accounting cycle is to record the transactions in the
books of original entry i.e., Journal after identifying the Debit and the Credit
element.

Step 3: Posting to Ledger

In the next step, the transaction is posted in a summarised and classified
manner to different accounts of the ledger.

Step 4: Drafting of Unadjusted Trial Balance

In the next step, the ledger balances are compiled in the trial balance to check
whether there is any error during the recording stage. This stage is, however,
not mandatory.

Step 5: Passing of adjustment entries

Identification of necessary adjustments and passing of adjusting entries make
up the fifth step in the cycle.

Step 6: Drafting of Adjusted Trial Balance

Once all adjusting entries are completed, an Adjusted Trail Balance can be
prepared. This happens to be the last step before the preparation of the
financial statements.

Accounting Concepts
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Step 7: Closing of books

In this stage of the accounting cycle, the ledger accounts are closed and
balanced (also referred to as “zeroed out”) at the end of every accounting
period.

Step 8: Drafting the Financial Statements

In the last stage of the accounting cycle, the Income Statement is prepared
with the closing balances of the nominal accounts, while the balances of real
and personal accounts are reflected in the Balance Sheet. Financial statements
are prepared in the following order: Income Statement, Statement of Retained
Earnings, Balance Sheet and Statement of Cash Flows.

Activity 2.1:

From your daily life experience, list out five different types of transactions
that have financial implications in your agricultural business.

2.6 SYSTEMS OF ACCOUNTING

You need to know which type of accounting system your organisation
follows. Generally, small business entities are not well equipped to record
their transactions as per the GAAP, whereas bigger entities prepare their
accounts as per the GAAP and other standards. So, we need to know the
types of accounting systems adopted by an organisation.

There are two types of accounting systems, viz.: (a) Single entry system of
accounting and (b) Double entry accounting system. These are discussed
below:

2.6.1 Single Entry System of Accounting

A single-entry system records a transaction with a single entry and only
maintains one side of every transaction. It is the oldest method of recording
financial transactions and is mainly used for entries recorded in the income
statement. The core information involves cash receipts and cash
disbursements rather than asset and liability records. The primary form is
the cash book. It mainly has columns that record particular sources and uses




of cash, starting with the opening balance and ending with the closing
balance.

An example of single-entry system accounting is shown below:

Table 2.1: Cash Book in Single Entry System

Date Particulars Income Expense Balance

01/06/2023 | Balance b/d X 1,00,000 X 30,000 X 70,000

02/06/2023 Seed purchased X 10,000 X 60,000

05/06/2023 | Labour charges 24,000 56,000
paid

10/06/2023 |  Electricity  bill 6,000 50,000
paid

15/06/2023 |  Sales of agri| < 30,000 X 80,000
products

30/06/2023 | Balance c/d X1,30,000 50,000 80,000

a. Advantages of single-entry system of accounting
The advantages of the single-entry system of accounting are as follows:

(i) This system of bookkeeping is easy to maintain and simple to
understand.

(i1)) It does not have a fixed set of principles and rules to follow while
recording financial transactions.

(i11)) This system of bookkeeping is an economic way of recording and
maintaining financial transactions.

(iv) It also does not require a large number of books to record as there are a
limited number of financial transactions.

(v) The amount of profit can be calculated easily under this system. As it is
based on the income statement, it is easy to find out the profit and loss
of the business at any given time.

b. Disadvantages of single-entry system of accounting

Single-entry system of accounting has some disadvantages. These are
mentioned below:

(1) This system is an unscientific and unsystematic system of recording and
maintaining financial transactions as it does not follow any fixed
principles or rules for recording financial transactions.

(i1) The single-entry system is considered an incomplete bookkeeping
system because it does not record two aspects of the financial
transactions of a business.
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(i11) It maintains only a cash account and does not maintain transactions
relating to the real and nominal accounts.

(iv) Since the single-entry system is not based on the principles of credit and
debit, it fails to give arithmetical accuracy to the books of accounts.

(v) It cannot reflect the proper financial position of a business. The correct
financial position of the business cannot be ascertained at the end of the
accounting period.

2.6.2 Double Entry System of Accounting

The double entry system is based on the principle of “Dual Aspect” which
states that every transaction has two effects, viz. receiving of a benefit and
giving of a benefit. This system recognizes the fact that every transaction has
two aspects - ‘Debit’ and ‘Credit’ and both aspects of the transaction are
recorded in the books of accounts.

The term ‘Debit’ is derived from the Latin word ‘debitum’ which means
‘what is due’. It is abbreviated by ‘Dr.’

The term ‘Credit’ is derived from the Latin word ‘credere’ which means
‘what is trusted. It is abbreviated by ‘Cr.’

The double entry system records the transactions by understanding them as a
Debit item or Credit item. A debit entry in one account gives the opposite
effect in another account by credit entry. This means that the sum of all Debit
accounts must be equal to the sum of Credit accounts.

a. Advantages of Double Entry System

(1) It ensures arithmetical accuracy of the books of accounts as, for
every debit, there is a corresponding and equal credit. This is
ascertained by preparing a trial balance periodically or at the end of
the financial year.

(i) It prevents and minimizes fraud. Moreover, fraud can be detected
early.

(111) Errors can be checked and rectified easily.
b. Limitations of the Double Entry System

(1) The system does not disclose all the errors committed in the books
of accounts.

(i1) The trial balance prepared under this system does not disclose
certain types of errors.

(111) It is costly as it involves the maintenance of a number of books of
accounts.



2.6.3 Classification of Accounts Accounting Concepts

Accounts are classified as follows:

a. Personal Accounts: As the name suggests, these are accounts relating to
persons. Personal Accounts can again be of three types as follows.

i) Natural Personal Accounts: These represent natural persons like
Anil’s A/c, Rahim’s a/c, etc.

ii) Artificial Personal Accounts: The persons could also be artificial
persons like sole proprietorship firms, companies, bodies corporate or
associations of persons or partnerships etc. For example, M/s Bani
Traders, ABC Ltd, M/s PQR Partnership Firm etc.

iii) Representative Personal Accounts: They represent the persons
collectively. For example, Outstanding Rent A/c, Prepaid Insurance
Alc etc.

b. Real Accounts: These accounts relate to assets, properties or possessions.
Depending on their physical existence or otherwise, they are further
classified as:

i) Tangible Real Accounts: They represent assets that have physical
existence and can be seen and touched. e.g., Machinery A/c, Stock
Alc, Cash A/c, Vehicle A/c and the like.

ii) Intangible Real Accounts: These represent possession of properties
that have no physical existence but can be measured in terms of
money and have a value attached to them. e.g., Goodwill A/c, Trade
mark A/c, Patents & Copy Rights A/c, Intellectual Property Rights
A/c and the like.

c. Nominal Accounts: These accounts relate to expenses or losses and
incomes or gains e.g., Salary and Wages A/c, Rent and Rates Alc,
Travelling Expenses A/c, Commission received A/c, Loss by fire A/c etc.

e Natural, Artificial and Representative Personal Accounts

¢ Tangible Real Accounts and Intangible Real Accounts

* Expenses or Losses and Incomes or Gains

Figure 2.4: Classification of Accounts
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2.6.4 Rules of Debit and Credit of a Transaction

The double entry system has specific rules for determining the Debit Account
and Credit Account in any transaction. The rules can broadly be stated as
follows:

Golden Rule Approach

The rules of Debit and Credit under this approach are described below.

Nature of Accounts Rule of Debit and Credit

Personal Accounts Debit The receiver
Credit | The giver

Real Accounts Debit What comes in
Credit | What goes out

Nominal Accounts Debit | Expenses and Losses

Credit | Incomes and Gains

Once the transactions are identified into a Debit Account and Credit Account,
they are recorded in the books of original entry i.e., Journal and there from
posted to the individual accounts maintained under the Ledger.

2.6.5 Concept of T Account

A T-account is an informal term for a set of financial records that
uses double-entry bookkeeping. The term describes the appearance of the
bookkeeping entries. First, a large letter T is drawn on a page. The title of
the account is then entered just above the top horizontal line, while
underneath debits are listed on the left and credits are recorded on the right,
separated by the vertical line of the letter T.

In double-entry bookkeeping, all financial transactions are considered to
affect at least two of a firm's accounts. One account will get a debit entry,
while the second will get a credit entry to record each transaction that
occurs.

The credits and debits are recorded in a general ledger, where all account
balances must match. The visual appearance of the ledger journal of
individual accounts resembles a T-shape, hence why a ledger account is also
called a T-account.

A T-account is the graphical representation of a general ledger that records a
business’ transactions. It consists of the following:

1. An account title at the top horizontal line of the T
ii. A debit side on the left

iii. A credit side on the right




A business owner can also use T-accounts to extract information, such as the Accounting Concepts
nature of a transaction that occurred on a particular day or the balance and
movements of each account.

Check Your Progress Exercise 2.2

Note: a) Use the spaces given below for your answers.

b) Check your answer with those given at the end of the unit.

1. Mention two advantages of a single-entry system of accounting.

2. Identify the types of accounts and show how the following transactions
are to be debited and credited.

(a) Bought equipment for agribusiness purposes in cash.
(b) Paid taxes in cash.

(c) Sold Agri products in cash.

Activity 2.2:

As an owner of the agribusiness, identify your assets, liabilities, income and
expenditure.
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2.7 BASIS OF ACCOUNTING

The basis of accounting describes how financial activities are recognized and
reported; specifically, when revenues, expenditures, assets and liabilities are
recognized and reported in the financial statements. Generally, two bases of
accounting are used by business organisations which is shown in Figure 2.5.

Accrual

Cash
basis

Basis

Figure 2.5: Basis of accounting

2.7.1 Cash Basis of Accounting

The cash basis of accounting is the basis of accounting in which revenues and
expenditures are recognized as and when cash is received or disbursed. In this
method, accounting entries are made only when the actual payment or receipt
of cash takes place. Credit transactions, outstanding expenses and accrued
incomes are not recorded in this method. Here, profit is the excess of cash
receipts over cash payments and the cash payment over the cash receipts is a
loss.

a. Advantages of Cash basis of accounting

The following are the advantages of cash basis of accounting:
(1) Itis avery easy and simple method.

(1)) The use of personal estimates and judgments is not required in this
type of accounting.

(ii1) The profit and loss of a business can be easily calculated.

(iv) A clear view of how much cash the business owns is known by this
method.

b. Disadvantages of Cash basis of accounting
The disadvantages of the cash basis of accounting are as follows:

(1) It does not give a true picture of the profit or loss of your
organisation.

(i1)) No adjustments relating to outstanding expenses and accrued income
are made, resulting in an incomplete view of financial statements.



(i11) There is more risk of account manipulation, as it does not record
non-monetary items like depreciation, etc.

2.7.2 Accrual Basis of Accounting

This is the basis of accounting in which transactions are recognized in the
accounting year in which they occur, regardless of the time when cash is
received or disbursed. Under this system, the monetary effect of a transaction
is taken into account in the period in which they are earned rather than in the
period in which cash is actually received or paid by the enterprise.

In this method, credit transactions are recorded. Outstanding expenses,
income due, income accrued and prepaid expenses are all considered and
recorded. Matching principle and Revenue recognition principle of
accounting are applied in this method.

a. Advantages of accrual basis of accounting

The advantages of the accrual basis of accounting are as follows:
(1) It shows the correct figures for profit and loss for a particular period.

(i1) The final accounts maintained under this method, reflect a complete
picture of the financial position of your firm.

(i11)) Non-cash items such as depreciation are recorded in this method.

(iv) The matching principle of accounting is followed in this method,
which helps to calculate the exact loss or profit for the year.

b. Disadvantages of Accrual Basis of Accounting:

The following are the disadvantages of the accrual basis of accounting:

(1) The use of estimates and personal judgements are required to record
the transactions.

(i) This basis of accounting is complicated and requires more time, skill
and resources.

(i1i1)) This method of accounting can lead people to misinterpret financial
statements.

2.8 BOOKS OF ACCOUNTS

Books of Accounts include documents and books used in the preparation of
financial statements. It includes cash books, journals, subsidiary books and
ledgers. Examples are:

1. Cash Book for recording cash transactions
2. Bank Book for recording bank transactions

3. Purchase Day Book for recording purchase transactions

Accounting Concepts
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4. Sales Day Book for recording sales transactions
5. Journal for recording all other transaction
6. Trial Balance

2.8.1 Cash Book

Cash receipts and cash payments are recorded in the cash book against
appropriate account heads. The format of the cash book is given below:

Dr. Cash Book Cr.
Date | Voucher | Particulars | Ledger | Amount | Date | Voucher | Particulars | Ledger | Amount
No. Folio | (%) No. Folio | (%)

e All the items of cash receipts are recorded on the debit side (left-hand
side) and all the items of cash payments are recorded on the credit side
(right-hand side) in order of date of the cash transaction.

e The difference between the total of the two sides shows a balance of cash
in hand i.e., excess of total on the debit side over the total on the credit
side.

e The entries made in the cash book are posted to the ledger.

2.8.2 Bank Book

All transactions relating to the receipt of money in the bank and payments
made through a bank are recorded in the bank book. The format of a Bank
book is similar to that of a cash book. Generally, in a two-column cash book
cash and bank transactions are recorded. If the bank balance as per the cash
book and the bank balance as per the passbook are not the same, then the
organisation should prepare a bank reconciliation statement.

2.8.3 Journal

A journal is a book of original entries to record transactions chronologically
(i.e., in order of date). Entries are usually recorded using the double-entry
accounting method.

Every entry made in this book is called a ‘Journal Entry’. Every entry in the
journal is followed by a short summary that describes the particular
transaction. This short summary is referred to as ‘Narration’. Every entry in
the book of original entry must be followed by such a narration.

The format of the journal is as under:




Journal

Date | Particulars Voucher | Ledger Debit Credit
number | folio Amount (X) | Amount (%)

dd- | Name of A/c | --------—-- Reference | -------—--- | —mmemmeee-
mm- | to be debited of the page
vy Name of Alc number of

to be credited the A/c in

(Narration the ledger

describing the

transaction)

The various columns are explained below:
(i) Date Column: This column contains the date of the transaction.

(ii) Particulars: This column contains which account is to be debited and
which account is to be credited. It is also supported by an explanation
called narration.

(iii) Voucher Number: This Column contains the number written on the
voucher of the respective transaction.

(iv) Ledger Folio (L.F.): This column contains the folio (i.e., page no.) of
the ledger, where the transaction is posted.

(v) Dr. Amount and Cr. Amount: This column shows the financial value
of each transaction. The amount is recorded in both columns, since for
every debit there is a corresponding and equal credit.

Note: All the columns are filled in at the time of entering the transaction
except for the column of the ledger folio. This is filled at the time of posting
of the transaction to ‘ledger’.

Steps in Journalising

Journalising involves eight steps which are as follows:

Step 1: Determine the accounts involved in a transaction.

Step 2: Determine the nature of the accounts.

Step 3: Apply the rules of debit and credit on accounts.

Step 4: Ascertain the amount by which accounts are to be debited or credited.
Step 5: Record the date and month of the transaction in the ‘Date’ Column.

Step 6: Record in the ‘Particulars’ column, the name of the accounts to be
debited or credited along with the amount in the respective ‘Amount’
column. Write ‘Dr.” in the same line against the name of the account to be
debited. Write ‘To’ in the next line before recording the name of the account
to be credited.

Step 7: Write a brief description of the transaction in the ‘Particulars’
column. This is known as ‘Narration’.
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Solution:

In the books of Mr. X

Step 8: Draw a line across the ’Particulars’ column to separate one journal

entry from another.

IlNlustration 1.

Journalize or enter the following transactions for the month of October 2023

in the books of Mr. X, a Farmer producing a product.
2023
October 1: Started business with Cash X1,00,000
2: Purchased seeds for 5,000
3: Paid labour charges for 5,000
10: Paid expenses for fertilisers X2,000
15: Expenses incurred for pesticides of X1,000
20: Sold products in cash for X10,000
25: Sold products to Mr Y on credit for 26,000

Journal Book

S1. No

Date

Particulars LF | Amount Rs.

Amount Rs.

I

2023
October
1

Cash A/C Dr. 1,00,000
To Capital A/C
(Being commencement of business)

1,00,000

2

Purchase A/C Dr. 5,000
To Cash A/C
(Being purchased seeds by the owner)

5,000

Labour A/C Dr. 3,000
To Cash A/C

(Being labour charges paid for
cultivation)

3,000

10

Fertiliser A/C Dr. 2,000
To Cash A/C
(Being fertilisers purchased)

2,000

15

Pesticides A/C Dr. 1,000
To Cash A/C
(Being pesticides purchased)

1,000

20

Cash A/C Dr. 10,000
To Sales A/C
(Being cash sale of goods)

10,000

25

Mr. Y A/C Dr. 6,000
To Sales A/C
(Being sale of goods on credit)

6,000




2.8.4 Ledger

After recording each transaction in the books of original entry i.e., Journal,
the next thing is to classify them according to the accounts affected. All
similar transactions must be brought together.

A ledger is a book that contains a condensed and classified record of all the
transactions of the business posted in the Journal. It is the final destination of
all the accounts and hence, it is also called the Book of Final Entry. The
process of recording the entry in the ledger is technically known as Posting.

It should be noted that a journal contains a chronological detail record while a
ledger contains a classified record of all transactions.

An ‘Account’ is the structural unit of a ledger. A ledger contains numerous
accounts depending upon the number of transactions and the parties involved
therein.

Following is the format is a ledger account.

Dr. = BT Account Cr.

Date Particulars J.F. (Rs.) Date [Particulars J.F. (Rs.)

(i) Date Column: This column contains the date of the transaction.

(ii) Particulars: This column contains which account is to be credited and
which account is to be debited.

(iii) Journal Folio (J.F.): This column contains the folio (i.e., page no.) of
the Journal, where the transaction is recorded.

(iv) Dr. Amount and Cr. Amount: These columns show the financial value
of each transaction.

Note:

1. The posting in the account which is debited, is done on the debit side by
writing the name of the account or accounts that are credited with the
prefix ‘To’.

2. The posting in the account which is credited, is done on the credit side by
writing the name of the account or accounts that are debited with the
prefix ‘By’.

The posting from the original book of entry i.e., journal to ledger can be
understood with the help of Illustration 1 given in section 3.8 in Unit 3.
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2.8.5 Subsidiary Books

Subsidiary books are books of original entry. In the normal course of
business, a majority of transactions are either related to sales, purchases or
cash. So, we record transactions of the same or similar nature in one place,
1.e., the subsidiary book. We record these transactions in chronological order.

(i) Purchases Book: It records all transactions relating to goods purchased
on credit.

(ii) Sales Book: It records all transactions relating to goods sold on credit.
(iii) Purchases Return Book: It records the return of goods to suppliers.
(iv) Sales Return Book: It records the return of goods by the customers.

(v) Bills Receivable Book: It records entries regarding bills receivables.
The details of the bills are given in this book.

(vi) Bills Payable Book: All bills, which are accepted and payable by a
business house are recorded in this book.

2.8.6 Trial Balance

Trial Balance may be defined as a statement that contains balances of all
ledger accounts on a particular date. At the end of the accounting period
ledger accounts are balanced. To check the accuracy of posting in the ledger
a statement is prepared with two columns i.e., debit column and credit
column which contain debit balances of accounts and credit balances of
accounts respectively. If the totals of the two columns are equal, it means the
ledger posting is arithmetically correct. This statement is called Trial
Balance.

Preparation of Trial Balance

Trial Balance is not an account. It is only a list of balances of ledger
accounts. The accounts having a debit balance are entered in the debit amount
column and credit balance accounts are entered in the credit amount column.
The sum of each column i.e., debit and credit columns should be equal. The
standard format of a trial balance is given below:

In the books of .................
Trial Balance as at (closing date)

Name of the LF Dr. Cr.
Account Balance (Rs.) Balance (Rs.)

The posting from ledger to trial balance can be understood with the help of
illustration 1 in Unit 3 of this course.



2.9 LET US SUM UP

In this unit, you have already learnt the following:

Accounting principles refer to those rules of action that are universally
adopted by accountants for recording accounting transactions.

Accounting concepts refer to the assumptions and conditions that define
the parameters and constraints within which the accounting operates. The
accounting concepts are (i) Entity concept (ii) Going concern concept (iii)
Periodicity concept (iv) Money measurement concept (v) Accrual concept
(vi) Dual aspect concept (vii) Matching concept (viii) Realisation concept
(ix) Cost concept.

Accounting conventions are customs and traditions associated with the
practical application of accounting principles. These are: (i) Convention
of Conservatism (ii) Convention of Consistency (iii) Convention of
Materiality (iv) Convention of Full Disclosure.

An accounting cycle refers to culminating the accounting records,
summarizes the accounting events in a sequence for a specific accounting
period, becoming a guide for different users to make their decisions.

Two types of accounting systems are (i) Single entry system and (ii)
Double entry system.

Business entities generally use any one basis of accounting. It may be
either (i) Cash basis or (ii) Accrual basis.

2.10 KEYWORDS

Accounting Cycle : The sequence of steps followed in the

accounting process to measure business
transactions and transform the measurements
into financial statements for a specific period
i.e., financial year.

Accrual basis of : This method recognizes revenue when earned,

accounting rather than when collected. Expenses are
recognized when incurred rather than when
paid.

Assets : An economic resource that is expected to be of

benefit in the future. Probable future economic
benefits obtained as a result of past transactions
or events.

Balance Sheet : A statement of the financial position of an

enterprise as of a given date, which exhibits its
assets, liabilities, capital, reserves and other
account balances at their respective book value.
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Capital Capital is the amount invested by the owner(s).
It represents the owner's claim on the firm's
assets and is known as owner's equity. It is also
called net assets or net worth.

Cash basis of In this method revenue and expenditures are

accounting recorded when they are received and paid.

Ledger Any book of accounts containing the
summaries of debit and credit entries.

Liabilities Liabilities are the financial obligations of a

firm other than owners’ funds.
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2.12 ANSWERS TO CHECK YOUR PROGRESS

EXERCISES

Check Your Progress Exercise 2.1

1. The Institute of Chartered Accountants of India

2. Dual Aspect

3. (a) True; (b) False; (c) True

Check Your Progress Exercise 2.2

1. Two advantages of the single-entry system of accounting are:



(a) This system of bookkeeping is easy to maintain and simple to
understand.

(b) It does not have a fixed set of principles and rules to follow while
recording financial transactions.

SI1 No. | Effect of Account To be debited/Credited
Transaction
(a) Increase in Equipment A/c | Debit
Equipment
Decrease in cash Cash A/c Credit
(b) Increase in Taxes A/c Debit
Expenses
Decrease in Cash Cash A/c Credit
() Increase in Cash Cash A/c Debit
Decrease in Stock Sale A/c Credit
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