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BUSINESS ACCOUNTING.  

Unit 1. Introduction to financial accounting  

1. Introduction: Business is an economic activity undertaken with the motive of earning 

profits and to maximize the wealth for the owners. The business activities require 

resources (which are limited & have multiple uses) primarily in terms of material, 

labour, machineries, factories and other services. The success of business depends on 

how efficiently and effectively these resources are managed. Therefore, there is a need 

to ensure the businessman tracks the use of these resources. The resources are not free 

and thus one must be careful to keep an eye on cost of acquiring them as well. As the 

basic purpose of business is to make profit, one must keep an ongoing track of the 

activities undertaken in course of business. Two basic questions would have to be 

answered: (a) What is the result of business operations? This will be answered by 

finding out whether it has made profit or loss. (b) What is the position of the resources 

acquired and used for business purpose? How are these resources financed? Where the 

funds come from? The answers to these questions are to be found continuously and the 

best way to find them is to record all the business activities. Recording of business 

activities has to be done in a scientific manner so that they reveal correct outcome. The 

science of book-keeping and accounting provides an effective solution.  
  

The American Accounting association (AAA) defines accounting as, “Accounting is 

the art of recording, classifying and summarising in a significant manner and in terms 

of money, transactions and events which are, in part at least, of a financial character 

and interpreting the results thereof.”  
  

  

Accounting is commonly referred to as the language of the business. As a language its 

purpose is to communicate the information to various users. On the basis of the information 

supplied and the purpose served accounting is classified into following main three 

branches:  
  

1. Financial accounting. The branch of accounting which deals with the recording of day 

to day transaction for the purpose of ascertain the profit or loss for a particular period 

and financial position of the business as at the end of that period.  

2. Cost accounting. This branch of accounting mainly deals with the recording, 

classifying and ascertainment and control of the costs relating to various business 

activities.  

3. Management accounting. This branch of accounting deals with supplying significant 

information in order to assist the management to discharge its various functions such as 

planning, control, evaluation of performance and decision making. It takes inputs from 

both financial and cost accounting.  

  



Accounting as an information system  

The basic purpose of accounting is to supply information about the business in order to help 

various users of the accounting information to arrive at economically logical and sound 

decisions. From the very first step of recording of the transactions accounting involves  

processing of these transactions through the steps of recording, classifying, summarising and 

presentation of financial information for the use of various stakeholders. Depending upon the 

use of information the system of accounting is divided into various sub-systems called as the 

branches of accounting. Importance of accounting  

Accounting as a source of information is the key to forming of sound and logical business 

decisions. The importance of accounting is highlighted with the help of following points:  

1. It serves as a replacement to the human memory  

2. It helps in ascertaining the profit or loss and financial position of the business.  

3. Accounting records carry an evidentiary value in the court of law.  

4. Helps in inter-firm and intra-firm comparisons.  

5. Helps in the valuation of the business at the time of merger or sell-off.  

6. Helps in the settlement of tax liabilities.  

7. Facilitates the management in its decision making  

  

Limitations of accounting  

Though accounting supplies a lot of useful information, yet it is not free from its limitations. 

Some of the main limitations of accounting are enumerated as below:  

1. Accounting information is historical in nature which reflects the past position of the 

business.  

2. Accounting records only monetary information. Non monetary information finds no 

scope in accounting records.  

3. Accounting statements do not show the effect of price level changes on the value of 

assets since it is based on historical cost.  

4. In some cases accounting events are measured on the basis of estimates. In such cases 

the personal judgement of the accountant has an influence on the accounting records.  

5. The accounting information may be manipulated by the management in which case they 

become misleading.  

  

  

The users of accounting information  

According provides meaningful information about a business enterprise to those persons who 

are directly or indirectly interested in the performance and financial position of a business 

enterprise. These various users of accounting information are given here under:  

1. Owners. The owners are interested to know the financial performance of the business 

in terms of profit or loss for a period and its financial position as at the end of that period. They 

want to know the past performance as well as the future prospects of their business.  

2. Creditors. They include short-term lenders and suppliers of goods. They want to 

ascertain the liquidity position of the firm before transacting business with it.  



3. Lenders. They include financial institution, debenture holders and other lenders of long 

term loans. They are interested in knowing the solvency position of the firm.  

4. Investors. They are interested to know the earning capacity of the firm and the safety 

of their investment to decide whether to hold, sell and buy the investment in a firm.  

5. Government. Government is interested in accounting statements and reports in order 

to see the performance of a firm, its cost structure and income in order to impose tax and excise 

duty.  

6. Employees. They are interested in earning capacity of a concern as their salaries, bonus 

and pension schemes are dependent of this factor.  

Generally accepted accounting principles (GAAP)  

A widely accepted set of rules, conventions, standards, and procedures for reporting financial 

information, as established by the Financial Accounting Standards Board are called Generally 

Accepted Accounting principles (GAAP). These are the common set of accounting principles, 

standards and procedures that companies use to compile their financial statements. GAAP are 

a combination of standards (set by policy boards) and simply the commonly accepted ways of 

recording and reporting accounting information. GAAP is to be followed by companies so that 

investors have a optimum level of consistency in the financial statements they use when 

analyzing companies for investment purposes. GAAP cover such aspects like revenue 

recognition, balance sheet item classification and outstanding share measurements. These 

principles are classified into accounting concepts and conventions.  

Accounting concepts and conventions  

As seen earlier, the accounting information is published in the form of financial statements. 

The three basic financial statements are (i) The Profit & Loss Account that shows net business 

result i.e. profit or loss for a certain periods (ii) The Balance Sheet that exhibits the financial 

strength of the business as on a particular dates (iii) The Cash Flow Statement that describes 

the movement of cash from one date to the other. As these statements are meant to be used by 

different stakeholders, it is necessary that the information contained therein is based on definite 

principles, concrete concepts and well accepted convention. Accounting principles are basic 

guidelines that provide standards for scientific accounting practices and procedures. They guide 

as to how the transactions are to be recorded and reported. They assure uniformity and 

understandability. Accounting concepts lay down the foundation for accounting principles. 

These concepts ensure recording of financial facts on sound bases and logical considerations. 

Accounting conventions are methods or procedures that are widely accepted. When 

transactions are recorded or interpreted, they follow the conventions. Many times, however, 

the terms-principles, concepts and conventions are used interchangeably.  

  

Accounting concepts  

Business entity concept As per this concept, the business is treated as distinct and separate 

from the individuals who own or manage it. When recording business transactions, the 

important question is how will it affect the business entity? How they affect the persons who  

companies are separate legal persons in the eyes of law as well. The entity concept requires 

that all the transactions are to be viewed, interpreted and recorded from ‘business entity’ point 

of view. An accountant steps into the shoes of the business entity and decides to account for 

the transactions. The owner’s capital is the obligation of business and it has to be paid back to 



the owner in the event of business closure. Also, the profit earned by the business will belong 

to the owner and hence is treated as owner’s equity.  

Going Concern Concept. The basic principles of this concept is that business is assumed to 

exist for an indefinite period and is not established with the objective of closing it down. So 

unless there is good evidence to the contrary, the accountant assumes that a business entity is 

a ‘going concern’ - that it will continue to operate as usual for a longer period of time. It will 

keep getting money from its customers, pay its creditors, buy and sell goods, use assets to earn 

profits in future. If this assumption is not considered, one will have to constantly value the 

worth of the assets and resource. This concept enables the accountant to carry forward the 

values of assets and liabilities from one accounting period to the other without asking the 

question about usefulness and worth of the assets and recoverability of the receivables. The 

going concern concept forms a sound basis for preparation of a balance sheet.  

Money Measurement Concept. A business transaction will always be recoded if it can be 

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 common denominator. A 

business may own ` 3 Lacs cash, 1500 kg of raw material, 10 vehicles, 3 computers etc. Unless 

each of these is expressed in terms of money, we cannot find out the assets owned by the 

business. When expressed in the common measure of money, transactions could be added or 

subtracted to find out the combined effect.  

The Accounting Period Concept. As per the going-concern concept the business entity is 

assumed to have an indefinite life. Now if we were to assess whether the business has made 

profit or loss, should we wait until this indefinite period is over? Would it mean that we will 

not be able to assess the business performance on an ongoing basis? Does it deprive all 

stakeholders the right to the accounting information? Would it mean that the business will not 

pay income tax as no income will be computed? To circumvent this problem, the business 

entity is supposed to be paused after a certain time interval. This time interval is called an 

accounting period. This period is usually one year, which could be a calendar year i.e. 1st 

January to 31st December or it could be a fiscal year in India as 1st April to 31st March. The 

business organizations have the freedom to choose their own accounting year.  

The Accrual Concept. The accrual concept is based on recognition of both cash and credit 

transactions. In case of a cash transaction, owner’s equity is instantly affected as cash either is 

received or paid. In a credit transaction, however, a mere obligation towards or by the business 

is created. When credit transactions exist (which is generally the case), revenues are not the 

same as cash receipts and expenses are not same as cash paid during the period. As per this 

concepts accounting records both cash and credit transaction relating to the same accounting 

year. When goods are sold on credit as per normally accepted trade practices, the business gets 

the legal right to claim the money from the customer. Acquiring such right to claim the 

consideration for sale of goods or services is called accrual of revenue. The actual collection of 

money from customer could be at a later date. Similarly, when the business procures goods or 

services with the agreement that the payment will be made at a future date, it does not mean 

that the expense effect should not be recognized. Because an obligation to pay for goods or 

services is created upon the procurement thereof, the expense effect also must be recognized. 

Today’s accounting systems based on accrual concept are called as Accrual system or 

mercantile system of accounting.  

The Revenue Realisation Concept. While the conservatism concept states whether or not 

revenue should be recognized, the concept of realisation talks about what revenue should be 

recognized. It says amount should be recognized only to the tune of which it is certainly 



realizable. Thus, mere getting an order from the customer won’t make it eligible to recognize 

as revenue. The reasonable certainty of realizing the money will come only when the goods 

ordered are actually supplied to the customer and he is billed. This concept ensures that income 

unearned or unrealized will not be considered as revenue and the firms will not inflate profits. 

Consider that a store, sales goods for ` 25 lacs during a month on credit. The experience and 

past data shows that generally 2% of the amount is not realized. The revenue to be recognized 

will be ` 24.50 lacs. Although conceptually the revenue to be recognized at this value, in 

practice the doubtful amount of ` 50 thousand (2% of ` 25 lacs) is often considered as expense.  

The Matching Concept.  The sale of goods has two effects: (i) a revenue effect, which results 

in increase in owner’s equity by the sales value of the transaction and (ii) an expense effect, 

which reduces owner’s equity by the cost of goods sold, as the goods go out of the business. 

The net effect of these two effects will reflect either profit or loss. In order to correctly arrive 

at the net result, both these aspects must be recognized during the same accounting period. One 

cannot recognize only the revenue effect thereby inflating the profit or only the expense effect 

which will deflate the profit. Both the effects must be recognized in the same accounting period. 

This is the principle of matching concept. To generalize, when a given event has two effects – 

one on revenue and the other on expense, both must be recognized in the same accounting 

period.  

  

Dual Aspect Concept. The assets represent economic resources of the business, whereas the 

claims of various parties on business are called obligations. The obligations could be towards 

owners (called as owner’s equity) and towards parties other than the owners (called as 

liabilities). When a business transaction happens, it will involve use of one or the other resource 

of the business to create or settle one or more obligations. e.g. consider Mr. Suresh starts a 

business with the investment of  ` 25 lacs. Here, the business has got a resource of cash worth 

25 lacs (which is its asset), but at the same time it has created an obligation of business towards 

Mr. Suresh that in the event of business closure, the money will be paid back to him. This could 

be shown as: Assets = Liabilities + Capital.  

This is because of the fact that every accounting transaction and event has a two-fold effect to 

the extant of same amount. These two effects of a transaction are termed as Debit and Credit. 

At any point of time total of Debit amounts is equivalent to total of Credit amounts.  

  

Accounting conventions  

The Convention of Materiality. This convention  proposes that while accounting for various 

transactions, only those which may have material effect on profitability or financial status of 

the business should have special consideration for reporting. This does not mean that the 

accountant should exclude some transactions from recording. e.g. even ` 20 worth conveyance 

paid must be recorded as expense. What this convention claims is to attach importance to 

material details and insignificant details should be ignored while deciding certain accounting 

treatment. The concept of materiality is subjective and an accountant will have to decide on 

merit of each case. Generally, the effect is said to be material, if the knowledge of an event 

would influence the decision of an informed stakeholder.  

The materiality could be related to information, amount, procedure and nature. Error in 

description of an asset or wrong classification between capital and revenue would lead to 

materiality of information.  



The Convention of Consistency This convention advocates that once an organization decides 

to adopt a particular method of revenue or expense recognition in line with the other concepts, 

the same should be consistently applied year after year, unless there is a valid reason for change 

in the method. Lack of consistency would result in the financial information becoming non-

comparable between the different accounting periods. The insistence of this concept would 

result in avoidance of window dressing the results by choosing the accounting method by 

convenience and thereby either inflating or understating net income.  

  

Convention of Full Disclosure As per this convention, all significant information must be 

disclosed.  Accounting data should properly be clarified, summarized, aggregated and 

explained for the purpose of presenting the financial statements which are useful for the users 

of accounting information. Practically, this principle emphasizes on the materiality, objectivity 

and consistency of accounting data which should disclose the true and fair view of the state of 

affairs of a firm. This principle is going to be popular day by day as per Companies Act, 1956 

major provisions for disclosure of essential information about accounting data and as such, 

concealment of material information, at present, is not very easy. Thus, full disclosure must be 

made for such material information which are useful to the users of accounting information  

The Convention of Conservatism Accountants who prepare financial statements of the 

business, like other human being, would like to give a favourable report on how well the 

business has performed during an accounting period. However, prudent reporting based on 

scepticism builds confidence in the results and in the long run best serves all the divergent 

interests of users of financial statements. This philosophy of prudence leads to the 

conservatism. The convention underlines the prudence of under-stating than over-stating the 

net income of an entity for a period and the net assets as on a particular date. This is because 

business is done in situations of uncertainty. For years, this concept was meant to “anticipate 

no profits but recognize all losses”. This can be stated as (i) Delay in recognizing income unless 

one is reasonably sure (ii) Immediately recognize expenses when reasonably sure This, of 

course, does not mean to overdo and create window dressing in reporting.  

  

Accounting equation  

Accounting equation is the statement of equality between sources and resources of a business. 

As per the equation the sources (liabilities + capital) at any point of time of a business are equal 

to its resources (assets). Thus as per the equation:  

Capital + Liabilities = Assets  

Accounting equation results from the dual aspect concept of the accounting.  

  

  

The Concepts of  ‘ACCOUNT’, ‘DEBIT’ AND ‘CREDIT’  

One must get conversant with these terms before embarking to learn actual record-keeping 

based on the rules. An ‘Account’ is defined as a summarised record of transactions related to a 

person or a thing. e.g. when the business deals with customers and suppliers, each of the 

customers and supplier will be a separate account. We must know that each one of us is 

identified as a separate account by the bank when we open an account with them. The account 

is also related to things – both tangible and intangible. e.g. land, building, equipment, brand 



value, trademarks etc. are some of the things. When a business transaction happens, one has to 

identify the ‘account’ that will be affected by it and then apply the rules to decide the accounting 

treatment. Typically, an account is expressed as a statement in form of English letter ‘T’. It has 

two sides. The left hand side is called as “Debit’ side and the right hand side is called as “Credit’ 

side. The debit is connoted as ‘Dr’ and the credit by ‘Cr’. The convention is to write the Dr and 

Cr labels on both sides as shown below. Please see the following example: Dr. Cash Account 

Cr. Debit side Credit side of an account. Each side of the account will show effects, so that one 

can easily take totals of both sides and find out the difference between the two. Such difference 

in the two sides of an account is called ‘balance’. If the total of debit side is more than the credit 

side, the balance is called as ‘debit balance’ and if the total of credit side is more than the debit 

side; the balance is called as ‘credit balance’. If the debit and credit side are equal, the account 

will show ‘nil balance’. The balances are to be computed at the end of an accounting period. 

These balances are then considered for preparation of income statement and balance sheet.  

  

TYPES OF ACCOUNTS  

We have seen that an account may be related to a person or a thing – tangible or intangible. 

While doing business transactions (that may be large in number and complex in nature), one 

may come across numerous accounts that are affected. How does one decide about accounting 

treatment for each of them? If common rules are to be applied to similar type of accounts, there 

must be a way to classify the account on the basis of their common characteristics.  

On the basis traditional classification accounts are classified as: (1) personal accounts and (2) 

impersonal accounts. Impersonal accounts are further sub-classified into (a) Real accounts and 

(b) Nominal accounts.  

(1) Personal Account : As the name suggests these are accounts related to persons. (a) These 

persons could be natural persons like Suresh’s A/c, Anil’s a/c, Rani’s A/c etc. (b) The 

persons could also be artificial persons like companies, bodies corporate or association of 

persons or partnerships etc. Accordingly, we could have Videocon Industries A/c, Infosys 

Technologies A/c, Charitable Trust A/c, Ali and Sons trading A/c, ABC Bank A/c, etc. (c) 

There could be representative personal accounts as well. Although the individual identity 

of persons related to these is known, the convention is to reflect them as collective accounts. 

e.g. when salary is payable to employees, we know how much is payable to each of them, 

but collectively the account is called as ‘Salary Payable A/c’.  

(2) Impersonal accounts-(a) Real Accounts: These are accounts related to assets or 

properties or possessions. Depending on their physical existence or otherwise, they are 

further classified as follows:- (a) Tangible Real Account – Assets that have physical 

existence and can be seen, and touched. e.g. Machinery A/c, Stock A/c, Cash A/c, Vehicle 

A/c, and the like. (b) Intangible Real Account – These represent possession of properties 

that have no physical existence but can be measured in terms of money and have 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.  

(b) Nominal Accounts : These accounts are related to expenses or losses and incomes or 

gains e.g. Salary and Wages A/c, Rent of Rates A/c, Travelling Expenses A/c, Commission 

received A/c, Loss by fire A/c etc.  
  

Rules of Debit and Credit  

  



1. For personal Accounts:  

               Debit the receiver  

                         Credit the giver  

2. For Real Accounts:  

Debit what comes in  

Credit what goes out  

  

3. For nominal accounts:  

 Debit all expenses and losses    

                                                Credit all gains and incomes  

  

  

  

JOURNAL  

A journal is often referred to as Book of Prime Entry or the book of original entry. In this book 

transactions are recorded in their chronological order. The process of recording transaction in 

a journal is called as ‘Journalisation’. The entry made in this book is called a ‘journal entry’.  

Functions of Journal  

(i) Analytical Function: Each transaction is analysed into the debit aspect and the credit 

aspect. This helps to find out how each transaction will financially affect the business.  

(ii) Recording Function : Accountancy is a business language which helps to record the 

transactions based on the principles. Each such recording entry is supported by a 

narration, which explain, the transaction in simple language. Narration means to narrate 

– i.e. to explain. It starts with the word – Being …  

(iii) Historical Function: It contains a chronological record of the transactions for future 

references.  

Advantages of Journal  

The following are the advantages of a journal:  

(i) Chronological Record: It records transactions as and when it happens. So it is 

possible to get a detailed day-to-day information.  

(ii) Minimising the possibility of errors : The nature of transaction and its effect on 

the financial position of the business is determined by recording and analyzing into 

debit and credit aspect.  

(iii) Narration : It means explanation of the recorded transactions.  

(iv) Finalise the accounts: Journal is the basis of ledger posting and the ultimate Trial 

Balance. The Trial balance helps to prepare the final accounts  

  

Limitations of journal  

Journal though being a useful book of accounts has the following limitations:  

1. Bulky and voluminous: journal is a main book of original entry which records all 

business transactions.  



2. Time consuming: posting the transaction from journal to ledger accounts is a time 

consuming process.  

3. Balancing not possible: one can not ascertain the balance of a particular account from 

the journal.  

  

  

  

Contents of journal  

Usually a journal is divided into five columns. They are:  

1. Date Column: this column shows the date of a transaction. It is a historical record of 

business transactions.  

2. Particulars Column: in this column the accounts to be debited and credited are 

recorded. Besides it also gives the narration of the transaction.  

3. Ledger Folio (L.F) Column: in this column the page numbers of the ledger on which 

accounts to be debited and credited are posted is written.  

4. Debit amount Column: in this column the amount of the debit account is written.  

5. Credit amount Column: in this column the amount of the credit account is written.  

  

  

Subsidiary books  

Special Journal It is subdivided into Cash Book, Purchase Day Book, Sales Day Book, Returns 

Inward Book, Returns Outward Book, Bills Receivable Book and Bills Payable Book and 

These books are called subsidiary books.  

Importance of Sub-division of journals: When the number of transactions is large, it is 

practically not possible to record all the transactions through one journal because of the 

following limitations of Journal: (i) The system of recording all transactions in a journal 

requires (a) writing down the name of the account involved as many times as the transaction 

occurs; and (b) an individual posting of each account debited and credited and hence, involves 

the repetitive journalizing and posting labour. (ii) Such a system can not provide the 

information on a prompt basis. (iii) Such a system does not facilitate the installation of an 

internal check system because  the journal can be handled by only one person. (iv) The journal 

becomes huge and voluminous. (v) To overcome the shortcomings of the use of the journal 

only as a book of original entry, the journal is sub-divided into special journal. The journal is 

sub-divided in such a way that a separate book is used for each category of transactions which 

are repetitive in nature and are sufficiently large in number. Cash Book  

There are different types of Cash Book viz:  

(i) Single Column Cash Book- Single Column Cash book has one amount column on 

each side. All cash receipts are recorded on the debit side and all cash payments on the payment 

side, this book is nothing but a Cash Account and there is no need to open separate cash account 

in the ledger.  

(ii) Double Column Cash Book- Cash book with Discount Column has two amount 

columns, one for cash and other for Discount on each side. All cash receipts and cash discount 



allowed are recorded on the debit side and all cash payments and discount received are recorded 

on the credit side.  

(iii) Triple Column Cash Book- Triple Column Cash Book has three amount columns ,one 

for cash, one for Bank and one for discount , on each side. All cash receipts, deposits into book 

and discount allowed are recorded on debit side and all cash payments, withdrawals from bank 

and discount received are recorded on the credit side. In fact, a triple-column cash book serves 

the purpose of Cash Account and Bank Account both . Thus, there is no need to create these 

two accounts in the ledger  

  

Purchase Day Book: The purchase day book records the transactions related to credit purchase 

of goods only. It follows that any cash purchase or purchase of things other than goods is not 

recorded in the purchase day book. Periodically, the totals of Purchase day book are posted to 

Purchase account in the ledger.  

  

Sales Day Book: The sales day book records transaction of credit sale of goods to customers. 

Sale of other things, even on credit, will not be entered in the sales day book but will be entered 

in Journal Proper. If goods are sold for cash, it will be entered in cash book. Total of sales day 

book is periodically posted to sales account in the ledger.  

  

Return Inward Book- The transactions relating to goods which are returned by the customers 

for various reasons, such as not according to sample, or not up to the mark etc contain in this 

book. It is also known as Sales Return Book. Generally when a customer returns good to 

suppliers he issues a Debit Note for the value of the goods returned by him. Similarly the 

supplier who receives those goods issues a Credit Note.  

  

Return Outward Book: This book contains the transactions relating to goods that are returned 

by us to our creditors e.g. goods broken in transit, not according to the sample etc. It’s also 

known as Purchase Return Book  

  

Bills Receivable Book: It is such a book where all bills received are recorded and therefrom 

posted directly to the credit of the respective customer’s account.  The total amounts of the bills 

so received during the period ( either at the end of the week or month ) is to be posted in one 

sum to the debit of Bills Receivable A/c  

Bills Payable Book: Here all the particulars relating to bills accepted are recorded and 

therefrom posted directly to the debit of the respective creditor’s account. The total amounts of 

the bills so accepted during the period ( either at the end of the week or month ) is to be posted 

in one sum to the credit of Bills Payable A/c.  

  

Journal Proper: Credit transactions that cannot be entered in any other subsidiary book are 

entered in journal proper. It will cover purchase or sale of assets, expense accruals, rectification 

entries, adjusting entries, opening entries and closing entries.  

Ledger Accounts: Ledger is the main book or principal book of account. The entries into 

ledger accounts travel through the route of journal and subsidiary books. The ledger book 



contain all accounts viz. assets, liabilities, incomes or gains, expenses or losses, owner’s capital 

and owner’s equity. The ledger is the book of final entry and hence is a permanent record. 

There is a systematic way in which transactions are posted into a ledger account.  

Once the transactions are posted for an accounting period, the ledger accounts are balanced (i.e. 

the difference between debit side and credit side is calculated). These balances are used to 

ultimately prepare the financial statement like Profit and Loss A/c and Balance sheet. The 

ledger may also be divided as General ledger and Sub-ledgers. While the General Ledger will 

have all ledger accounts, the sub-ledgers will have individual accounts of customers and 

suppliers. If there are 10 customers, the general ledger will not have 10 individual accounts for 

each customer. Instead, these 10 customer account will exist in what is called as ‘Receivables 

or Debtors Ledger’ and the general ledger will have only one account that represents the 

customers. This is named as Debtors Control Account. Similar is the case of supplier accounts. 

Such sub-ledgers are necessary for better control over individual accounts. Also, this will avoid 

the general ledger from becoming too big, especially when number of customers and suppliers 

is large. 

        Unit  II  

ACCOUNTING STANDARDS  

Meaning 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.  

  

Objective  The main objective of accounting standards is to harmonise the diverse accounting 

policies and practices. However, harmonization  does not mean that accounting standards should 

become very rigid. In fact, harmonisation of accounting standards do permit flexibility to make the 
necessary adjustments to suit there purpose.  

  

Significance  The adoption and application of accounting standards ensures uniformity, comparability  

and qualitative improvement in the preparation of financial statements  

  

  

ADVANTAGES OF ACCOUNTING STANDARD   

1. It provides the accountancy profession with useful working rules.   

2. It assists in improving quality of work performed by accountant.   

3. It strengthens the accountant’s resistance against the pressure from directors to use accounting 

policy which may be suspect in that situation in which they perform their work.   

4. It ensures the various users of financial statements to get complete crystal information on more 

consistent basis from period to period.   

5. It helps the users compare the financial statements of two or more organisaitons engaged in same 
type of business operation.   

DISADVANTAGES OF ACCOUNTING STANDARD   

1. Users are likely to think that said statements prepared using accounting standard are infallible.   

2. They have been derived from social pressures which may reduced freedom.   

3. The working rules may be rigid or bureaucratic to some user of financial statement.  



4. The more standards there are, the more costly the financial statements are to produce.     

  

Accounting Standards Issued by Institute of Chartered Accountants of India  

  

Accounting  Standard 

No.   

Title of Accounting Standard   

Mandatory Standards   

AS-1   Disclosure of Accounting Policies   

AS-2   Valuation of Inventories(Revised)   

AS- 3   Cash Flow Statements   

AS-4   Contingencies and Events (Occurring after the 

Balance Sheet Date)   

AS-5   Net Profit or Loss for the Period, Prior Period 

Items and Changes in Accounting Policies   

AS-6   Depreciation Accounting   

AS-7   Accounting for Construction Contracts   

AS- 8    Accounting for Research and Development   

AS-9    Revenue Recognition   

AS-10    Accounting for Fixed Assets   

AS-11    Accounting for the Effect of Changes in Foreign 

Exchange Rates   

AS-12    Accounting for Government Grants   

AS-13    Accounting for Investment   

AS-14    Accounting for Amalgamation   

AS-15    Accounting for Retirement Benefits in the 

Financial Statement of Employees   

AS-16    Borrowing Costs   

AS-17    Segmental Reporting   

AS-18    Related Party Disclosures   

AS-19    Leases   

AS-20    Earnings Per Share   

AS-21    Consolidated Financial Statements   

AS-22    Accounting for Taxes on Income   

AS-23    Accounting for Investment in Associates in 

Consolidated Financial Statements   

AS-24    Discontinuing Operations   

AS-25    Interim Financial Reporting   



AS-26    Intangible Assets   

 AS-27    Financial Reporting of Interests in Joint Venture   

  

AS-28   Impairment of Assets    

AS 29   Provisions,  Contingent 

 Liabilities Contingent Assets  Non-Mandatory 

Standards   

and  

AS 30   Financial  Instruments:  Recognition 

Measurement   

and  

AS 31   Financial Instruments: Presentation    

AS 32   

  

  

Financial Instruments: Disclosures   

  

  

 AS 1: DISCLOSURE OF ACCOUNTING POLICIES   

This standard deals with disclosure of significant accounting policies followed in the preparation and 

presentation of the financial statements and is mandatory in nature.   

The accounting policies refer to the specific accounting principles adopted by the enterprise.   

Proper disclosure would ensure meaningful comparison both inter/intra enterprise and also enable 

the users to properly appreciate the financial statements.   

Financial statements are intended to present a fair reflection of the financial position financial 

performance and cash flows of an enterprise.    

  

Areas involving different accounting policies by different enterprises are :   

• Methods of depreciation, depletion and amortization   

• Treatment of expenditure during construction   

• Treatment of foreign currency conversion/translation.   

• Valuation of inventories   

• Treatment of intangible assets   

• Valuation of investments   

• Treatment of retirement benefits   

• Recognition of profit on long-term contracts   

• Valuation of fixed assets   

• Treatment of contingent liabilities  

  

Factors governing the selection and application of accounting policies are :   

• Prudence: Prudence means making of estimates, which is required under conditions of uncertainty.   

Profits are not anticipated till certain for realization, while provisions are made for all known liabilities 
ascertainable or based on estimates (e.g. warranty expenses).   



• Substance over form: It means that transaction should be accounted for in accordance with actual 

happening and economic reality of the transactions, i.e. events governed by substance and not 
merely by the legal form.   

• Materiality:   

(a) As to the disclosure of all material items, individually or in aggregate in the context of fair 

presentation of financial statements as a whole if its omission or misstatement could influence the 
economic or financial decision of the user relying upon the financial statements.   

(b) Depends on the size of the items or errors judged in the particular circumstances of its omissions 
or misstatements.   

(c) Is a cutoff point rather than being a primary qualitative characteristic which information must 
have.   

(d) This is a matter of judgment, varies from one entity to another and over one period to another.   

AS-1 requires that all “significant” (i.e. only accounting policy that is useful for an understanding by the user of 
the financial statements) accounting policies adopted in the preparation and presentation of financial 

statements, should be disclosed by way of ‘Note in one place as the note No I (this is the basis of the preparation 
of financial statements.)  

  

Changes in Accounting Policies :   

Any change in the accounting policies which has a material effect in the current period or which is 

reasonably expected to have a material effect in the later period should be disclosed.   

In the case of a change in accounting policies, having material effect in the current period, the amount 

by which any item in the financial statements, is affected by such change should also be disclosed to 
the extent as ascertainable, otherwise the fact that the effect is not (wholly or partially) ascertainable, 

should be disclosed.   

The following are not considered as changes in accounting policies :   

(a) Accounting policies adopted for events or transactions that differ in substance at present 

(introducing Group Gratuity Scheme for employees in place of adhoc ex-gratia payment earlier 
followed.)   

(b) Accounting policies pertains to events or transactions which did not occur previously or that were 
immaterial.   

Fundamental Accounting Assumptions   

Certain basic assumptions, in the preparation of financial statements are accepted and their use are 
assumed, no separate disclosure is required except for noncompliance in respect of —   

(a) Going Concern : continuing operation in the foreseeable future and no interim necessity 
of liquidation or winding’ up or reducing scale of operation.   

(b) Consistency : accounting policies are consistent from one period to another  (c) Accrual :   

(i) Revenues and costs are accrued i.e. they are earned or incurred (not actually received or paid) 
and recorded in the financial statements   

(ii) Extends to matching revenue against relevant costs.    

  

  

ACCOUNTING FOR DEPRECIATION  

  



 INTRODUCTION   

A business or concern holds fixed assets for regular use and not for resale. The capability of a fixed 

asset to render service cannot be unlimited. Except land, all other fixed assets have a limited useful 

life. The benefit of a fixed asset is received throughout its useful life. So its cost is the price paid for 

the ‘Series of Services’ to be received or enjoyed from it over a number of years and it should be spread 
over such years.   

Depreciation means gradual decrease in the value of an asset due to normal wear and tear, 
obsolescence etc. In short, depreciation means the gradual diminution, loss or shrinkage in the utility 

value of an asset due to wear and tear in use, effluxion of time or introduction of technology in the 

market. A certain percentage of total cost of fixed assets which has expired and as such turned into 

expense during the process of its use in a particular accounting period.   

Indian Accounting Standard (AS 6) states that “Depreciation is allocated so as to charge a fair 
proportion of the depreciable amount in each accounting period during the expected useful life of the 

asset.”   

“Depreciation accounting is a system of accounting which aims to distribute the cost or other basic 
value of tangible capital assets, less salvage (if any), over the estimated useful life of the unit (which 

may be a group of assets) in a systematic and rational manner. It is a process of allocation, not of 

valuation. Depreciation for the year is the portion of the total charge under such a system that is 

allocated to the year. Although the allocation may properly take into account occurrences during the 
year, it is not intended to be the measurement of the effect of all such occurrences  

  

The above definition may be criticized as under:   

i. It does not classify properly what is meant by systematic and rational manner. The word ‘rational’ 

may mean that it should reasonably be related to the expected benefits in any case.   

ii. Historical cost and any other kind of cost should be allocated or not to be does not defined by this 
definition.   

iii. Some Accountants are in a belief that depreciation is nothing but an arbitrary allocation of cost. 
According to them, all the conventional methods say allocation of historical cost over a number of 

years arbitrarily  

  

4.2 CERTAIN USEFUL TERMS:   

Amortization - Intangible assets such as goodwill, trademarks and patents are written off over a 

number of accounting periods covering their estimated useful lives. This periodic write off is known as 

Amortization and that is quite similar to depreciation of tangible assets. The term amortization is also 
used for writing off leasehold premises. Amortization is normally recorded as a credit to the asset 

account directly or to a distinct provision for depreciation account; Though the write off of intangibles 
that have no limited life is not approved by some Accountants, some concerns do amortize such assets 

on the ground of conservatism.   

Depletion - This method is specially suited to mines, oil wells, quarries, sandpits and similar assets of 
a wasting character. In this method, the cost of the asset is divided by the total workable deposits of 
the mine etc. And by following the above manner rate of depreciation can be ascertained. Depletion 
can be distinguishable from depreciation in physical shrinkage or lessening of an estimated available 
quantity and the latter implying a reduction in the service capacity of an asset.   

Obsolescence – The term ‘Obsolescence’ refers to loss of usefulness arising from such factors as 

technological changes, improvement in production methods, change in market demand for the 

product output of the asset or service or legal or medical or other restrictions. It is different from 



depreciation or exhaustion, wear and tear and deterioration in that these terms refer to functional 

loss arising out of a change in physical condition.   

Dilapidation - In one sentence Dilapidation means a state of deterioration due to old age or long use. 

This term refers to damage done to a building or other property during tenancy.   

  

NATURE OF DEPRECIATION:   

Depreciation is a term applicable in case of plant, building, equipment, machinery, furniture, fixtures, 

vehicles, tools. These long-term or fixed assets have a limited useful life, i.e. they will provide service 
to the entity (in the form of helping in the generation of revenue) over a limited number of future 

accounting periods. Depreciation implies gradual decrease in the value of an asset due to normal wear 
and tear, obsolescence etc. In short, depreciation means the gradual diminution, loss or shrinkage in 

the utility value of an asset due to wear and tear in use, effluxion of time or introduction of technology 
in the market. It makes a part of the cost of assets chargeable as an expense in profit and loss account 

of the accounting periods in which the assets helped in earning revenue.   

Thus, International Accounting Standard (IAS)-4 provides that “Depreciation is the allocation of the 

depreciable amount of an asset over its estimated useful life.”   

In Accounting Research Bulletin No. 22, AICPA observed that “Depreciation for the year is the portion 

of the total charge under such a system that is allocated to the year. Although the allocation may 
properly take into account occurrences during the year, it is not intended to be the measurement of 

the effect of all such occurrences.”  
  

CAUSES OF DEPRECIATION   

A. Internal Causes   

(i) Wear and tear : Plant & machinery, furniture, motor vehicles etc. suffer from loss of utility due to 
vibration, chemical reaction, negligent handling, rusting etc.   

(ii) Depletion (or exhaustion) : The utility or resources of wasting assets (like mines etc.) decreases 

with regular extractions.   

B. External or Economic Causes   

(i) Obsolescence : Innovation of better substitutes, change in market demand, imposition of legal 

restrictions may result into discarding an asset.  

  

(ii) Inadequacy : Changes in the scale of production or volume of activities may lead to discarding an 

asset.   

C. Time element : With the passage of time some intangible fixed assets like lease, patents. 

copyrights etc., lose their value or effectiveness, whether used or not. The word “amortization” is a 
better term to speak for the gradual fall in their values.   

D. Abnormal occurrences : An accident, fire or natural calamity can damage the service potential 

of an asset partly or fully. As a result the effectiveness of the asset is affected and reduced   
  

CHARACTERISTICS OF DEPRECIATION   

The Characteristics of Depreciation are :  i. 
It is a charge against profit.   

ii. It indicates diminution in service potential.  iii. It is an estimated loss of the value of an 

asset. It is not an actual loss.  iv. It depends upon different assumptions, like effective life 

and residual value of an asset.  v. It is a process of allocation and not of valuation.   



vi. It arises mainly from an internal cause like wear and tear or depletion of an asset. But it is treated 

as any expense charged against profit like rent, salary, etc., which arise due to an external 
transaction.   

vii. Depreciation on any particular asset is restricted to the working life of the asset.   

viii.It is charged on tangible fixed assets. It is not charged on any current asset. For allocating the costs 
of intangible fixed assets like goodwill. etc, a certain amount of their total costs may be charged 

against periodic revenues. This is known as amortization   
  

OBJECTIVE OF AND NECESSITY FOR PROVIDING DEPRECIATION   

Eric Kohler defined depreciation as “the lost usefulness, expired utility, the diminution in service yield.” 

Its measurement and charging are necessary for cost recovery. It is treated as a part of the expired 
cost for an asset. For determination of revenue, that part or cost should be matched against revenue. 

The objects or necessities of charging depreciation are :   

(i) Correct calculation of cost of production: Depreciation is an allocated cost of a fixed asset. It is to 

be calculated and charged correctly against the revenue of an accounting period. It must be 

correctly included within the cost of production.   

(ii) Correct calculation of profits: Costs incurred for earning revenues must be charged properly for 

correct calculation of profits. The consumed cost of assets (depreciation) has to be provided for 
correct matching of revenues with expenses.The legal provisions relating to the 

depreciation.(Provision of Companies Act , Income Tax Act and others)   

(iii) Correct disclosure of fixed assets at reasonable value: Unless depreciation is charged, the 

depreciable asset cannot be correctly valued and presented in the Balance Sheet. Depreciation is 
charged so that the Balance Sheet exhibits a true and fair view of the affairs of the business.   

(iv) Provision of replacement cost: Depreciation is a non-cash expense. But net profit is calculated 

after charging it. Through annual depreciation cash resources are saved and accumulated to 
provide replacement cost at the end of the useful life of an asset.   

(v) Maintenance of capital: A significant portion of capital has to be invested for purchasing fixed 
assets. The values of such assets are gradually reduced due to their regular use and passage of 
time. Depreciation on the assets is treated as an expired cost and it is matched against revenue. 
It is charged against profits. If it is not charged the profits will remain inflated. This will cause 
capital erosion.  

  

(vi) Compliance with technical and legal requirements: Depreciation has to be charged to comply 

with the relevant provisions of the Companies Act and Income Tax Act.   

Note: As per Companies Act 1956, a company have to provide for depreciation on fixed assets before 
declaration of dividends   

4.7 MEASUREMENT OF DEPRECIATION   

Measurement of depreciation is quite difficult to calculate the exact amount of depreciation since they 

depend on a number of factors. Some of the factors are;  i. The actual cost of asset.   

ii. The additions, if any, made to the assets during the year taking into 
consideration the date of purchase.   

iii. The expected amount of interest of opportunity loss.  iv. The estimated life of 

the asset.   

v. The scrap, break-up or the residual value of asset.   



vi.Obsolescence, i.e. the chance of the asset going out of fashion.  vii. The renewals 

and repairment of the asset.   

  

All the above said factors should be taken into consideration at the time of determining the amount 
of depreciation in such a way that a proper and reasonable estimate can be provided against the 
amount of depreciation   
  

METHODS OF CHARGING DEPRECIATION   

There are different concepts about the nature of depreciation. Moreover, the nature of all fixed assets 

cannot be the same. As a result, different methods are found to exist for charging depreciation. A 
broad classification of the methods may be summarized as follows :   

Capital/Source of Fund   

(i) Sinking Fund Method   

(ii) Annuity Method   

(iii) Insurance Policy Method   

Time Base   

(i) Fixed Installment Method   

(ii) Reducing Balance Method   

(iii) Sum of Years’ Digit Method   

(iv) Double Declining Method   

Use Base   

(i) Working Hours Method   

(ii) Mileage Method   

(iii) Depletion Service Hours Method Unit method   

  

Price Base   

(i) Revaluation Method   

(ii) Repairs Provision Method   

Some important Methods of Charging Depreciation are discussed as below :   

I. Fixed/Equal Installment OR Straight Line Method   

Features :   

(i) A fixed portion of the cost of a fixed asset is allocated and charged as periodic depreciation.   

(ii) Such depreciation becomes an equal amount in each period.   

(iii) The formula for calculation of depreciation is :   

Depreciation = (V-S)/n   

Where,   

V= Cost of the Asset   

S= Residual value or the expected scrap value  n= 

estimated life of the asset   
  



II. Reducing / Diminishing Balance Method OR Written Down Value Method  Features 

:   

(i) Depreciation is calculated at a fixed percentage on the original cost in the first year. But 

in subsequent years it is calculated at the same percentage on the written down values 
gradually reducing during the expected working life of the asset.   

(ii) (ii) The rate of allocation is constant (usually a fixed percentage) but the amount allocated 

for every year gradually decreases.   

  
  

AS-9 – Revenue Recognition  

This standard deals with the basis for recognition of revenue in the statement of profit and loss of an enterprise. 

It lays down the conditions to recognise revenue by sale of goods, rendering of services, resources yielding 

interest, royalties and dividends. Revenue should be recognised for sale of goods or services only when the 

collection is reasonably assured and (i) the property in goods is transferred from seller to buyer (ii) there is no 

uncertainty regarding the amount of consideration that will be realised from sale of goods. In the case of services 

rendered either completed service contract method or proportionate service contract method may be adopted  
for revenue recognition. In the case of revenue by way of interest, the credit is taken on a time proportion basis 

taking into account the amount outstanding and the rate applicable. In the case of royalties, revenue is 
recognized on approval basis in accordance with the terms of the relevant agreement. The revenue is recognised 
for dividend once the right to receive dividend is established.  

  

  International Financial Reporting Standards (IFRS)  ITERNATIONACCOUNTING 

STANDARDS (IAS)/ INTERNATIONAL FINANCIAL REPORTING  

IFRS are now becoming the global financial reporting language. The importance of IFRS has grown 
significantly in the recent times. However the concept of IFRS is not new. Back in the year 1973, the 

professional accountancy bodies of developed economies such as USA, London, Germany, Japan, 

France etc. recognised the need to harmonize the accounting principles and standards followed by 

different countries and formed International Accounting Standards Committee (IASC). IASC is a not for 
profit corporation incorporated in USA and operates from London. It took the responsibility of 

harmonizing accounting practices followed worldwide by issuing International Accounting Standards 
(IAS). These IAS were adopted by many multinational companies and endorsed by many countries as 

their own standards. Most of the nations adopted these international standards but modified them 

according to their situations and environment prevailing in their own country. With the passage of 

time several country level accounting principles emerged and there were many gaps between these 
local generally accepted accounting principles and the IAS. So, in the year 2001, international fraternity 

of accountants  

decided to revise the whole framework. In 2001, IASC was renamed as International Accounting 

Standards board (IASB).D   

  

The accounting standards issued by IASB are known as International Financial Reporting Standards 

(IFRS).IFRS is a set of international accounting standards stating how particular types of transactions 
and other events should be reported in financial statements. IFRS are nothing but principles-based 

standards, interpretations and the framework adopted by the International Accounting Standards 

Board (IASB). International Financial Reporting Standards comprise of:S   

I  



– 9-International Financial Reporting Standards (IFRS)—standards issued after 2001 by IASB. – 29-

International Accounting Standards (IAS)—standards issued before 2001by IASC which are still valid.  

– 16-Interpretations issued by International Financial Reporting Interpretations Committee (IFRIC) after  

2001.  

– 11–interpretations issued by Standing Interpretations Committee (SIC) before 2001.FR S)  

However, in practice IFRS is interchangeably used to denote individual accounting standards issued by 
IASB as well as International accounting principles collectively. Following are some of the advantages 

of IFRS:     

 _ Facilitate increased comparability of financial information between companies operating in different    

countries.  

– The financial reporting process would become more transparent.  

  

– The standardization of accounting methodology provides creditors and investors with the ability to 

analyze businesses around the world using the same financial methods.  

– It would also permit international capital to flow more freely.     

– It would give investors a better understanding to the financial statements and assess the investment  

opportunities in other countries.  

– It would also benefit the accounting professionals as they will be able to sell their services in the 

different parts of the world.    

  

All these benefits of IFRS have prompted many countries to pursue convergence of national accounting 

standards with IFRS. India has also decided to facilitate the convergence of the Indian accounting 
standards with IFRS and in this direction all existing accounting standards are being revised and 

converged with corresponding IAS/IFRS. Convergence of entire world towards IFRS would benefit the 
corporate sector, investors, and regulators and facilitate economic growth as a whole.  

The following International Accounting Standards (IAS)/International Financial Reporting Standards 

(IFRS) issued by the IASB which are in force:   

  

IAS-1 Presentation of Financial Statements  

  
IAS-2 Inventories  

  

IAS-7 Cash Flow Statements  

  

IAS-8 Accounting Policies, Changes in Accounting Estimates and Errors   

  

IAS-10 Events after the Balance Sheet Date  

  

IAS-11 Construction Contracts   

  

IAS-12 Income Taxes   



  

IAS-14 Segment Reporting   

  

IAS-16 Property, Plant and Equipment   

  

IAS-17 Leases   

  

IAS-18 Revenue   

  

IAS-19 Employee Benefits   

  

IAS-20 Accounting for Government Grants and Disclosure of Government Assistance   

  

IAS-21 The Effects of Changes in Foreign Exchange Rates   

  

IAS-23 Borrowing Costs   

  

IAS-24 Related Party Disclosures   

  

IAS-26 Accounting and Reporting by Retirement Benefit Plans   

  

IAS-27 Consolidated and Separate Financial Statements   

  

IAS-28 Investments in Associates   

  

IAS-29 Financial Reporting in Hyperinflationary Economies   

  

IAS-31 Interests in Joint Ventures   

  
IAS-33 Earnings Per Share   

  

IAS-34 Interim Financial Reporting   

  

IAS-36 Impairment of Assets   

  

IAS-37 Provisions, Contingent Liabilities and Contingent Assets   

  

IAS-38 Intangible Assets   



  

IAS-39 Financial Instruments: Recognition and Measurement   

  

IAS-40 Investment Property   

  

IAS-41 Agriculture   

  

IFRS-1 First-time Adoption of International Financial Reporting Standards   

  

IFRS-2 Share-based Payment   

  

IFRS-3 Business Combinations   

  

IFRS-4 Insurance Contracts   

  

IFRS-5 Non-current Assets Held for Sale and Discounted Operations   

  

IFRS-6 Exploration for and Evaluation of Mineral Resources   

  

IFRS-7 Financial Instrument: Disclosures   

  

IFRS-8 Operating Segments   

  

IFRS-9 Financial Instruments  

  

  

  

TRIAL BALANCE   

After the transactions are posted to various ledger accounts (either from journal or from subsidiary 

books) and they are balanced, the next stage is to draw up the list of all balances. We know that some 
ledger accounts will show ‘debit balance’ (debit side greater than the credit side), while the other will 

reflect a ‘credit balance’ (credit side being higher than debit side). All account balances are listed to 
ensure that the total of all debit balances equals the total of all credit balances. Why does this happen? 

Remember the dual aspect concept studied earlier in this study note?. According to this concept, every 
debit has equal corresponding credit. This list of balances is called Trial Balance.   

According to the Dictionary for Accountants by Eric. L. Kohler, Trial Balance is defined as “a list or 

abstract of the balances or of total debits and total credits of the accounts in a ledger, the purpose 

being to determine the equality of posted debits and credits and to establish a basic summary for 

financial statements”. According to Rolland, Trial Balance is defined as “The final list of balances, 

totaled and combined, is called Trial Balance  



As this is merely a listing of balances, this will always be as on a particular date. Further it must be 

understood that Trial Balance does not form part of books of account, but it is a report prepared by 
extracting balances of accounts maintained in the books of accounts.   

When this list with tallied debit and credit balances is drawn up, the arithmetical accuracy of basic 

entries, ledger posting and balancing is ensured. However, it does not guarantee that the entries are 
correct in all respect. This will be explained later in this chapter.   

Although it is supposed to be prepared at the end of accounting period, computerized accounting 
packages are capable of providing instant Trial Balance reports even on daily basis, as the transactions 

are recorded almost on line  

  

Feature’s of a Trial Balance   

1. It is a list of debit and credit balances which are extracted from various ledger accounts.   

2. It is a statement of debit and credit balances.   

3. The purpose is to establish arithmetical accuracy of the transactions recorded in the Books of 

Accounts.   

4. It does not prove arithmetical accuracy which can be determined by audit.   

5. It is not an account. It is only a statement of account.   

6. It is not a part of the final statements.   

7. It is usually prepared at the end of the accounting year but it can also be prepared anytime as and 
when required like weekly, monthly, quarterly or half-yearly.   

8. It is a link between books of accounts and the Profit and Loss Account and Balance sheet.   

 Preparation of Trial Balance:   

1. It may be prepared on a loose sheet of paper.   

2. The ledger accounts are balanced at first. They will have either “debit-balance” or “credit balance” 

or “nil-balance”.  
  

  

3. The accounts having debit-balance is written on the debit column and those having credit-balance 

are written on the credit column.   

The sum total of both the balances must be equal, for “Every debit has its corresponding and equal 

credit”.   

Purpose of a Trial Balance   

It serves the following purposes :   

1. To check the arithmetical accuracy of the recorded transactions.   

2. To ascertain the balance of any ledger Account.   

3. To serve as an evidence of fact that the double entry has been completed in respect of every 

transaction.   

4. To facilitate the preparation of final accounts promptly   

  

Is Trial Balance indispensable?   

It is a mere statement prepared by the accountants for his own convenience and if it agrees, it is 
assumed that at least arithmetical accuracy has been done although there may be a lot of errors.   



  

Trial Balance is not a process of accounts, but its preparation helps us to finalise the accounts. Since it 

is prepared on a particular date, as at ........ / as on ........ is stated.   

Forms of a Trial Balance   

A trial balance may be prepared in two forms, they are –   

1. Journal Form   

2. Ledger Form   

The trial balance must tally irrespective of the form of a trial balance.   

1. Journal Form : This form of a Trial balance will have a format of Journal Folio. It will have a column 

for serial number, name of the account, ledger folio, debit amount and credit amount columns in 
this journal form.   

The ledger folio will show the page number on which such account appears in the ledger  

  

  

2. Ledger Form : This form of a trial balance have two sides i.e. debit side and credit side. In fact, the 
ledger form of a trial balance is prepared in the form of an account. Each side of the trial balance 
will have particulars (name of the account) column, folio column and the amount column.    

  

  

1.18.6 Method of Preparation   

1. Total Method or Gross Trial Balance.   

2. Balance Method or Net Trial Balance.   

3. Compound Method.   

These are explained as under :-   

1. Total Method or Gross Trial Balance : Under this method, two sides of the accounts are totaled. 
The total of the debit side is called the “debit total” and the total of the credit side is called the 

“credit total”. Debit totals are entered on the debit side of the Trial Balance while the credit total 

is entered on the credit side of the Trial Balance.   

If a particular account has total in one side, it will be entered either in the debit column or the credit 

column as the case may be.   

Advantages : (a) It facilitates arithmetical accuracy of the accounts.   

(b) Extraction of ledger balances is not required at the time of preparation of Trial Balance.   

Disadvantages : Preparation of final accounts is not possible.    

  

  

2. Balance Method or Net Trial Balance : Under this method, all the ledger accounts are balanced.  

The balances may be either “debit-balance” or “credit balance”.   

Advantages : (a) It helps in the easy preparation of final accounts.   

(b) It saves time and labour in constructing a Trial Balance.   

Disadvantages : Errors may remain undisclosed irrespective of the agreement of Trial Balance.   

3. Compound Method : Under this method, totals of both the sides of the accounts are written in the 
separate columns. Along with this, the balances are also written in the separate columns. Debit 



balances are written in the debit column and credit balances are written in the credit column of the 

Trial Balance.   

Advantages : It offers the advantage of both the methods.   

Disadvantages : Lengthy process and more time consumed in the preparation of a Trial Balance.   

Summary of Rules   

Debit Balance — All Assets, Drawings, Debtors, Expenses and losses.  Credit 
Balance — All liabilities, Capital, Creditors, Gains and Incomes.   

  

Trial Balance – Utility and Interpretation   

The utility of Trial balance could be found in the following:   

(1) It forms the basis for preparation of Financial statements i.e. Profit and Loss Account and Balance 
sheet.   

(2) A tallied trial balance ensures the arithmetical accuracy of the entries made. If the trial balance 
does not tally, the errors can be found out, rectified and then financial statements can be prepared.   

(3) It acts as a quick reference. One can easily find out the balance in any ledger account without 

actually referring to the ledger.   

(4) If the listing of ledger accounts is systematically done in the trial balance, one can do quick time 
analysis. Hence, listing is usually done in the sequence of Asset accounts, Liability accounts, Capital 
accounts, Owner’s equity accounts, Income or gain accounts and Expenses or losses accounts in 

that order.  
  

One can draw some quick inferences from trial balance by interpreting the same. If one plots 
monthly trial balances side by side, one can analyse the movement of balances in various accounts 
e.g. one can see how expenses are increasing or decreasing or showing a trend of movements. By 
comparing the owner’s equity balances as on two dates, one can interpret the business result e.g. if 
the equity has gone up, one can interpret that business has earned net profit and vice versa.  
  

  

 Trial Balance and Errors   

We have seen that a tallied Trial Balance (T. B.) ensures arithmetical accuracy. What does it mean? It 
means entries have been passed as per double entry, that every debit has equal corresponding credit. 

If the T.B. does not tally, there could be errors in transaction entry. Such errors are called ‘Errors 
affecting trial balance’. These can be:   

(a) Only one effect of a transaction is posted to ledger e.g. for rent paid in cash, if entry is posted to 
cash but not to rent account, then obviously the T.B. will not match.   

(b) Posting of wrong amount in one of the ledger accounts e.g. rent of ` 1,000 is paid in cash. The 
posting to Rent A/c is done for ` 1,000, Cash A/c is recorded at ` 10,000. The T.B. will not tally.   

(c) If one of the posting is entered twice, T.B. will not match.   

(d) If the balance in a ledger is not correctly taken to the T.B. e.g. the Rent A/c has a balance of `1,000, 
but while taking it to the T.B. it is taken as ` 100, the T.B. will through up difference.   

(e) Taking balance to the wrong side in the T.B. e.g. a debit balance of ` 5,00,000 in Debtors A/c is 

taken as credit balance in the TB, then there will be a mismatch.   

(f) Wrong carry forwards also will result in the T.B. mismatch.   

No financial statements can be prepared if the T.B. does not tally. Hence, the errors will have to be 
rectified before proceeding further. The accountants therefore endeavour to minimize errors by being 

more careful and by doing periodical scrutiny of the entries.   



There are certain type of errors that will not affect tallying of the T.B. i.e. it will tally but still there will 

be errors. These are as follows:   
(a) Error of omission: if any entry is totally missed, the T.B. will tally but will be incorrect and 

incomplete.   

(b) Compensating error: if there are two errors that are compensating each other, still the T.B. will 
tally but not accurate.   

(c) Wrong a/c head: if entry for insurance paid is wrongly debited to Commission A/c, tallying of T.B.  

will not be affected.   

(d) Error of duplication: if a transaction is recorded twice, again the T.B. will match.   

(e) Error of principle: if interest received is wrongly entered as debit to interest and credit to cash, 
there won’t be any mismatch in the T.B.   

For the above type of errors, the identification process is very time consuming. Only strict vigil and 

ongoing audit of entries could minimize such errors. Of course, the computerised accounting packages 

do provide built mechanisms to avoid occurrence of these mistakes.   

After preparation of TB, if the difference not major, it is temporarily transferred to “Suspense A/c’ until  
do provide built mechanisms to avoid occurrence of these mistakes.   

After preparation of TB, if the difference not major, it is temporarily transferred to “Suspense A/c’ until 
the errors are located and corrected.    

 Errors which are not disclosed by a Trial Balance   

The following errors cannot be detected by a Trial Balance :   

(a) Errors of Omission : When the transaction is not at all recorded in the books of accounts, i.e. 

neither in the debit side nor in the credit side of the account – trial balance will agree.   

(b) Errors of Commission : Where there is any variation in figure/amount, e.g. instead of Rs 800 either 

Rs 80 or Rs8,000 is recorded, in both sides of ledger accounts – trial balance will agree  

  

(c) Errors of Principal : When accounts are prepared not according to double entry principle e.g. 

Purchase of a Plant wrongly debited to Purchase Account – Trial balance will agree.   

(d) Errors of Misposting : When wrong posting is made to a wrong account instead of a correct one 

although amount is correctly recorded, e.g., sold goods to B but wrongly debited to D’s Account – 
trial balance will agree.   

(e) Compensating Errors : When one error is compensated by another error e.g. Discount Allowed 

`100 not debited to Discount Allowed Account, whereas interest received `100, but not credit to 

Interest Account – trial balance will agree.   

Procedure to locate Errors:   

If the Trial Balance does not agree, the following procedure should carefully be followed :   

(i) At first, check all ledger account balance one by one.   

(ii) Addition of both the columns (Debit and Credit) should be checked.   

(iii) If any difference comes divide the same by 2 and see whether the said figure appear on the correct 
side or not.   

(iv) Additions of the subsidiary books, and ledger accounts to be checked up.   

(vi) Posting from subsidiary books to the ledger to be checked up.   

(vii) Opening balance of all account whether brought forward correctly or not to be checked up.   



(viii)Even if the trial balance does not agree up to this level checking should be started again from the 

journal and book of original entry using tick mark (<).  
  

  

 BANK RECONCILIATION   

The Cash Book which has two columns viz. Cash and Bank. The majority of transactions get settled 
through cash or Bank. For cash received or paid, the effect in the cash box is instant. The transactions 

settled through the medium of Bank (i.e. by way of cheque, pay order, draft etc) take a little longer 
time. If customer pays by cheque, it is deposited in the Bank who will sent it for clearance and then 

only it will be credited by the Bank into the A/c of business entity. This may take about a week. 
Similarly, when a cheque is issued to supplier, he will deposit in his Bank which in turn will clear it. 

Because of such time lag, there would be difference in the records.   

The records here would mean Cash Book (in books of business entity) and Pass Book (maintained by 
the Bank). The contents of Bank Pass Book (or Bank statement) are exactly the same as that of Cash 

Book with a mirror image effect. When cheques is received the entry in books of accounts of business 

is  Bank A/c Dr   

To customer A/c   

For the Bank, this amount is collected through the clearing system and payable to the Business Entity’s 

A/c. The entry in their books will be   

Clearing A/c Dr   

To Business Entity’s A/c   

Hence they will show it as payable i.e. as a credit. Thus all debits in the Bank column of the Cash Book 

will correspond to the credit entries in the Bank Passbook and all credits in the Bank column of the 
Cash Book will correspond to the debit entries in the Bank Passbook. Due to the time differences, 

these entries may not exactly match at a given point of time. This necessitates that these two 
statements are reconciled regularly:   

1) To identify differences   

2) To know reasons for differences   

3) To ensure the required entries are made in the books of accounts  4) To ensure that entries are 

made by the Bank in time.   

A statement which is prepared to reconcile the causes of difference between Bank Balance as per Cash Book 

and Bank Balance as per Pass Book/ Bank Statement is known as a Bank Reconciliation statement. It may be 
noted that before the final accounts are prepared, Bank Reconciliation is a must. It is a very 
important preparatory step. If an entity has A/c with more than one Bank, all such A/Cs must be 
reconciled regularly i.e. weekly or monthly. In these days of internet Banking where the Bank 
statements are available online, the reconciliation also can be an online activity. In fact, modern 
accounting packages are equipped with automatic reconciliations. A Bank statement is entered in 
the computer system (or a soft copy is uploaded) and then a programme is run which will throw up 
the transactions leading to the differences.  Features of a Bank Reconciliation statement   
1. It is a statement.   

2. It is not a part of the process of Accounts.   

3. It is prepared to reconcile the causes of difference between the Bank balance as per Cash Book and 

the Bank balance as per Pass Book.   

4. It can be prepared at any time during the financial year, as and when it is required.   

5. Since it is prepared on a particular date, it is written as Bank Reconciliation statement as at/ as on  

……………………   



It is necessary for a beginner to understand the mechanism of how to prepare the Bank Reconciliation 

statement. The first milestone on this journey is to understand the various reasons for differences 
between the two records.   

3.1.1 Reasons for Differences between Cash Book and Pass Book   

The differences are basically of two types:   

(A) Items appear in Cash Book but not appearing in Pass Book and  
(B) Items appear in Pass Book but not appearing in the Cash Book  Let 
us understand these reasons:   

(A) Items not appearing in Bank Pass Book   

(1) Cheques issued by business entity not debited by the Bank – This may be because they might not 
have been Banked by the payee or it may still be under clearance. The entry in Cash Book will be 

made immediately when the cheque is issued thereby reducing the Bank balance in the books of 
entity’s books of A/cs. Here, Bank balance as per Cash Book will be less, but as per Bank Pass Book 

it will be more. This is also termed as unpresented cheques.   

(2) Cheques deposited but not credited by the Bank – The business entity may receive cheques or 
draft which is deposited into the Bank for collecting the payment. Again entry in Cash Book will be 
instant thereby increasing the balance. Here, Bank balance as per Cash Book will b  more than the 
balance as per Bank passbook. This is also called as outstanding cheques.   

(3) Errors – The Bank may by mistake miss out entering the debit or credit which results in the 

difference.   

(4) Standing Instructions – The entity may give standing instruction to the Bank for certain regular 
payments like loan repayment installment, transfer of funds etc. This may get entered in the Cash 

Book immediately, but Pass Book entry may be delayed.   

(B) Items not appearing in the Cash Book   

(1) Bank interest, Bank charges etc. – The Bank will charge interest on overdraft or also charges for 

services, issue of demand draft, pay orders etc. Here, being the source of transaction, the Bank 
will record in the Pass Book immediately and send the debit advice slips to the business entity. The 

entry in the Cash Book may be delayed. Similarly the Bank could credit interest on fixed deposits, 
which may get entered in business books at a later date.   

(2) Direct deposits in Bank account – Sometimes customers or others may directly deposit an amount 
in the Bank for goods or services rendered. The Bank will enter it immediately, but entry in Cash 

Book will appear later.   

(3) Bills for collection – The Business Entity may send bills of exchange for collection. The Bank will collect the 

payment and credit the same in the passbook. The entry in Cash Book will be made only after receipt of 

information from the Bank.   

(4) Errors – The records may be missed out by the book-keeper of the Business Entity.   

Need of Bank Reconciliation Statement   

1. It helps to understand the actual Bank balance.   

2. It helps to identify the mistakes in the Cash Book and the Pass Book.   

3. It helps to detect and prevent frauds and errors in recording the Banking transactions.   

4. It helps to incorporate certain expenditures/income debited/credited by Bank in the books of 

accounts.   

Methods of preparation of Bank Reconciliation Statement   

1. Rules of Addition and Subtraction.   



2. Debit and Credit Method.   

3.1.2 Steps in Preparing Bank Reconciliation Statement   

One has to have a systematic approach towards preparation of the reconciliation. To avoid a lengthy 

reconciliation, one must ensure that the entries in the Cash Book are absolutely online. One also must 
obtain the Bank statements at regular intervals. Once this checking is done, Bank reconciliation could 

be done by following these steps:   

(a) Identify the balances and the character thereof. Remember, a debit balance in Cash Book means 
asset where as a credit balance means a Bank overdraft. In Bank passbook, it’s reverse. A debit 

balance in Pass Book means overdraft and a credit balance is a favourable balance. This must be 
carefully understood.   

(b) Based on the above, start with the balance (or overdraft) as per one book and arrive at the balance (or 
overdraft) as per the other book. The items of differences will be added to or deducted from the balance (or 
overdraft) with which the reconciliation is started   

(c) The end result should be the balance (or overdraft) as per the other book e. g. if you start with 

balance as per Cash Book, then after adding or deducting items of differences, you should arrive 
at the balance (or overdraft) as per the Pass Book.   

(d) One has to make sure that all the items of differences from Cash Book as well as Bank book are 
taken into account in the reconciliation statement.   

(e) Whether the items of differences should be added or deducted will depend on the sequence you follow.   

  

Unit III Preparation of Financial Statements Trading Account, Profit and Loss Account, and Balance 

Sheet of Sole proprietor  Sole proprietor    

The business which belongs to only one person, that person is called Sole proprietor. In this form of 

business capital is provided by the sole proprietor. There is no legal obligation for sole proprietorship 
and partnership firm to prepare final accounts.  

Financial Statement  

  

A Financial statement is a periodic report prepared from the accounting records of an enterprise. 

Financial statements include the profit and loss statement (or an income statement),, the balance 
sheet (or position statement), and the cash flow statement. These statements provide necessary 

information to various interested groups viz. shareholders, creditors, employees, management and 
government agencies etc. Therefore, these these financial statements are prepared to serve the 

information needs of these diverse groups to enable them to make appropriate decisions.  

  

For reporting convenience, the profit and loss account is divided into   

  

▪ Trading account   

▪ Profit and loss account    

The profit and loss account can be into two levels   

  

▪ Gross Profit: Gross profit is arrived at, after considering the core activities of the business. It 
is expressed as  



                                                          Gross profit= Net Sales –Cost of Sales   

▪ Net Profit: Net profit is arrived at, after considering the other administrative costs incurred for 

the period. It is expressed as    

  

Net Profit =(Gross Profit + Other Income) – (selling and Administrative Expenses +                          

           Depreciation + Interest + Taxes + Other Expenses)    

  

Trading Account    

The Trading Account is prepared to arrive at gross profit earned by the business over a     specified 

period. This helps the organization to arrive at the cost of its core activity and calculate the direct profit 
from its operations.   

  

  

  

  

  

  

  

  

  

Format  A general format of a Trading Account is shown below  

  



Dr                            Trading Account of……..for the period ending on……..                                Cr   

  

To Gross Profit C/d                                  ×××  

     **(Balancing figure)      

    

 
  

    Total  Total  

 

  

  *Concerns not preparing Manufacturing Account separately.  

              **Balancing figure will be either gross profit or gross loss.  

  

      

     Particulars                                       Amount   Particulars                                    Amount       

                                                                       Rs                                                                               Rs     

  

To Opening Stock                   ×××                    By      Sales         ×××   

To Purchases  Less  Returns                       ×××                        Less  Returns                       ×××   

To Direct Expenses:    By   Abnormal Losses                                ×××   

       Carriage/ Cartage Inward                             ×××     Loss by fire      
×××   

      Freight       ×××                       Loss by accident    

      Insurance - in - Transit            ×××     Loss by theft      

     Wages            ×××                By   Closing Stock      

  *Fuel & Power                                           ×××                     By Gross Loss c/d                               
×××   

      *Coal, gas, water      **( Balancing Figure )   

      Packing (essential)                                    ×××   

       Import Duty, Octroi                                    ×××   

      Custom duty                                              ×××   

    *Consumable Stores                      ×××   

      Royalty(output)                                    ×××   

   *Manufacturing Expenses    ×××   

    *Excise duty                                                  ×××   

      Dock Dues                                                   ×××   



Profit and Loss Account   

The profit and loss account gives the net profit earned by the company, after considering all other 

incomes and expenses incurred over a period. This helps to monitor and control the costs incurred 

and improve the efficiency. In other words, profit and loss statement shows the performance of the 

business in terms of profit or losses over a specified period.   

  

A key element of the Profit and Loss Account, and one that distinguishes it from a balance sheet, is 

that the amounts shown on the statement represent transactions over a period of time, while the 

items represented on the balance sheet show information as on the specific date.   

All revenue and expense accounts are closed once the profit and loss account is prepared. They will 

not have an opening balance for the next accounting cycle.  

   

Format    

A general format of a profit and loss Account is shown below   

  

Dr                                       Profit and Loss Account of…….for the period ending on……                           Cr   

  

  Particulars         Rs    Particulars  Rs  

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 Miscellaneous Expenses    

To  Discount Allowed   

To Carriage Outward   

To Freight Outward   

To Commission to Salesman   

To Travelling Expenses   

To Entertainment expenses   

To Sales promotion Expenses  

To advertising and Publicity   

To Bad debts   

To Packaging Expenses   

      ×××   

      ×××   

     ×××   

     ×××   
×××   

 ×××   

 ×××   
×××   
 ×××   

 ×××   

 ×××   

 ×××   

 ×××   

 ×××   

 ×××   

 ×××   

 ×××   

 ×××   

×××   

×××   

By  Gross Profit b/d   

By Interest Earned   

By Commission Earned   

By Rent Earned   

By Profit on sale of Fixed Assets   

By Income From Investments    

By Sale Of Scrap   

 By Miscellaneous Incomes   

By *Net Loss transferred to   

       Capital Account     

  

      ×××   

      ×××   

     ×××   

     ×××   
×××   

 ×××   

 ×××   
×××   
×××   

  

  

  

  

  

  

  

  

  

  

  



 

  

  *Either Net Profit or Net Loss shall appear.  

    

BALACE STATEMENT SHEET [OR POSITION]   

After preparing the profit & Loss Account, the next step is to prepare a Balance Sheet. A balance sheet 
is a statement of assets and liabilities of an enterprise at a given date. It is Called a Balance Sheet 

because it is a sheet of balances of those ledger accounts which have not been closed till the 

preparation of trading and Profit and Loss Account.   

  

Format   

A general Format of Balance Sheet is given below:   

                                                

                                                     Balance Sheet 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                    ×××             
Add: Net Profit   
        (Less: net Loss)                                

×××   

                                    

×××     

        Less: Drawing                    

×××   

   

   

                 

×××   

×××   

×××   

×××   

×××   

  

  

×××   

  

    

  

   

  

   

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   

Good will   

  

×××   

×××   

×××   

×××   

×××   

×××   

×××   

  

×××   

  

×××   

×××   

×××   

  

×××   

×××   

To Interest on Loan    
To Loss by theft    
To  loss by fire    
To Loss by Embezzlement    
To* Net Profit Transferred to    
       Capital Account    
  
  
    
  

×××    
×××    
×××    
×××   

    
×××    

  
    
Total   

  
  
  
  
  
  
  
  

Total   



  

  

  

  

  

  

                

  

  

          ×××   

 

  

   

    

×××      

    

Balance Sheet: Horizontal format of Balance Sheet is also used by the business other than company  

A. Liabilities   

(a) Capital: This indicates the initial amount the owner or owners of the business contributed. 

This contribution could be at the time of starting business or even at a later stage to satisfy 

requirements of funds for expansion, diversification etc. As per business entity concept, owners and 

business are distinct entities, and thus, any contribution by owners by way of capital is liability.  

  

  

(b) Reserves and Surplus: The business is a going concern and will keep making profit or loss year 
by year. The accumulation of these profit or loss figures (called as surpluses) will keep on increasing 

or decreasing owners’ equity. In case of non-corporate forms of business, the profits or losses are 
added to the capital A/c and not shown separately in the balance sheet of the business.   

(c) Long Term or Non-Current Liabilities: These are obligations which are to be settled over a 
longer period of time say 5-10 years. These funds are raised by way of loans from banks and financial 
institutions. Such borrowed funds are to be repaid in installments during the tenure of the loan as 
agreed. Such funds are usually raised to meet financial requirements to procure fixed assets. These 
funds should not be generally used for day-to-day business activities. Such loan are normally given on 
the basis of some security from the business e.g. against a charge on the fixed assets. So, long term 
loan are called as “Secured Loan” also.   
  

(d) Short Term or Current Liabilities: A liability shall be classified as Current when it satisfies any 

of the following :   

• It is expected to be settled in the organisation’s normal Operating Cycle,   

• It is held primarily for the purpose of being traded,   

• It is due to be settled within 12 months after the Reporting Date, or   



• The organization does not have an unconditional right to defer settlement of the liability for at least 

12 months after the reporting date (Terms of a Liability that could, at the option of the counterparty, 
result in its settlement by the issue of Equity Instruments do not affect its classification)   

Current liabilities comprise of :   

(i) Sundry Creditors - Amounts payable to suppliers against purchase of goods. This is usually 
settled within 30-180 days.   

(ii) Advances from customers – At times customer may pay advance i.e. before they get delivery 

of  goods. Till the business supplies goods to them, it has an obligation to pay back the advance in case 
of failure to supply. Hence, such advances are treated as liability till the time they get converted to 

sales.   

(iii) Outstanding Expenses: These represent services procured but not paid for. These are usually 

settled within 30–60 days e.g. phone bill of Sept is normally paid in Oct.   

(iv) Bills Payable: There are times when suppliers do not give clean credit. They supply goods 

against a promissory note to be signed as a promise to pay after or on a particular date.   

These are called as bills payable or notes payable.   

(v) Bank Overdrafts: Banks may give fund facilities like overdraft whereby, business is permitted 

to issue cheques up to a certain limit. The bank will honour these cheques and will recover this money 

from business. This is a short term obligation.   
  

B. Assets   

In accounting language, all debit balances in personal and real accounts are called as assets. Assets are 
broadly classified into fixed assets and current assets.   

a)Fixed Assets: These represent the facilities or resources owned by the business for a longer period 
of time. The basic purpose of these resources is not to buy and sell them, but to use for future earnings. 

The benefit from use of these assets is spread over a very long period. The fixed assets could be in 

tangible form such as buildings, machinery, vehicles, computers etc, whereas some could be in 

intangible form viz. patents, trademarks, goodwill etc. The fixed assets are subject to wear and tear 
which is called as depreciation. In the balance sheet, fixed assets are always shown as “original cost 

less depreciation”.   

  b) Investments: These are funds invested outside the business on a temporary basis. At times, when 

the business has surplus funds, and they are not immediately required for business purpose, it is 

prudent to invest it outside business e.g. in mutual funds or fixed deposit. The purpose if to earn a 

reasonable return on this money instead of keeping them idle. These are assets shown separately in 
balance sheet.   

  

Investments can be classified into Current Investments and Non-current Investments.   

Non-current Investments are investments which are restricted beyond the current period as to sale or 
disposal.   

Whereas, current investments are investments that are by their nature readily realizable and is 

intended to be held for not more than one year from the date on which such investment is made.  c) 
Current Assets: An asset shall be classified as Current when it satisfies any of the following :   

• It is expected to be realised in, or is intended for sale or consumption in the organisation’s normal 
Operating Cycle,   

• It is held primarily for the purpose of being traded,   



• It is due to be realised within 12 months after the Reporting Date, or   

• It is Cash or Cash Equivalent unless it is restricted from being exchanged or used to settle a Liability 

for at least 12 months after the Reporting Date.   

Current assets comprise of:   

(i) Stocks: This includes stock of raw material, semi-finished goods or WIP, and finished goods.   

  

Stocks are shown at lesser of the cost or market price. Provision for obsolescence, if any, is also 

reduced. Generally, stocks are physically counted and compared with book stocks to ensure that there 

are no discrepancies. In case of discrepancies, the same are adjusted to P & L A/c and stock figures are 

shown as net of this adjustment.   

(ii)Debtors: They represent customer balances which are not paid. The bad debts or a provision for 
bad debt is reduced from debtors and net figure is shown in balance sheet.   

 (iii)Bills receivables: Credit to customers may be given based on a bill to be signed by them payable 
to the business at an agreed date in future. At the end of accounting period, the bills accepted but not 

yet paid are shown as bills receivables.   

(iv) Cash in Hand: This represents cash actually held by the business on the balance sheet date. 

This cash may be held at various offices, locations or sites from where the business activity is carried 

out. Cash at all locations is physically counted and verified with the book balance. Discrepancies if any 
are adjusted.   

(v) Cash at Bank: Dealing through banks is quite common. Funds held as balances with bank are 
also treated as current asset, as it is to be applied for paying to suppliers. The balance at bank as per 

books of accounts is always reconciled with the balance as per bank statement, the reasons for 
differences are identified and required entries are passed.   

(vi) Prepaid Expenses: They represent payments made against which services are expected to be 
received in a very short period.   

(vii) Advances to suppliers: When amounts are paid to suppliers in advance and goods or services 

are not received till the balance sheet date, they are to be shown as current assets. This is because 
advances paid are like right to claim the business gets.   

Please note that both current assets and current liabilities are used in day-to-day business activities. 

The current assets minus current liabilities are called as working capital or net current assets. The 

following report is usual horizontal form of balance sheet. Please note that the assets are normally 

shown in descending order of their liquidity. Also, capital, long term liabilities and short term liabilities 

are show   

  

  

    Final Accounts of Companies as per Companies Act 2013  
  

The financial statements are the end products of accounting process. They are prepared following the 

consistent accounting concepts, principles, procedures and also the legal environment in which the 
business organisations operate. These statements are the outcome of the summarizing process of 

accounting and therefore, are the sources of information on the basis of which conclusions are drawn 

about the profitability and the financial position of a company. Hence, they need to be arranged in a 

proper form with suitable contents so that the shareholders and other users of financial statements 
can easily understand and use them in their economic decisions in a meaningful way. There is no legal 



obligation for sole proprietorship and partnership firm to prepare final accounts, but companies have 

statutory obligations to keep proper books of account and to prepare its final accounts every year in 
the manner as prescribed in the Companies Act. Chapter IX, sections  

128 to 138 of the Companies Act, 2013 deals with the legal provisions relating to the Accounts of 

Companies. These sections including Schedule II and III were brought into force from 1st April 2014. 

The relevant rules pertaining to these provisions have also been notified. All these relevant 
provisions/schedules and rules will be applicable for the financial years commencing on or after 1st 

April 2014. It is clarified that in respect of financial years that commenced earlier than 1st April 2014, 
shall be governed by the relevant provisions/schedules and rules of the Companies Act, 1956.  

INTRODUCTION  

(1)The financial statements shall give a true and fair view of the state of affairs of the company or 
companies, comply with the accounting standards notified under section 133and shall be in the form 

or forms as may be provided for different class or classes of companies in Schedule III:  

Provided that the items contained in such financial statements shall be in accordance with the 

accounting standards:  

Provided further that nothing contained in this sub-section shall apply to any insurance or banking 

company or any company engaged in the generation or supply of electricity, or to any other class of 

company for which a form of financial statement has been specified in or under the Act governing such 

class of company:  

Provided also that the financial statements shall not be treated as not disclosing a true and fair view 

of the state of affairs of the company, merely by reason of the fact that they do not disclose—-   

(a) in the case of an insurance company, any matters which are not required to be disclosed by 

the Insurance Act, 1938, or the Insurance Regulatory and Development Authority Act, 1999;  

(b) in the case of a banking company, any matters which are not required to be disclosed by the 

Banking Regulation Act, 1949;  

(c) in the case of a company engaged in the generation or supply of electricity, any matters which 

are not required to be disclosed by the Electricity Act, 2003;  

(d) in the case of a company governed by any other law for the time being in force, any matters 

which are not required to be disclosed by that law.    

(2) At every annual general meeting of a company, the Board of Directors of the companyshall lay 

before such meeting financial statements for the financial year.  

(3) Where a company has one or more subsidiaries, it shall, in addition to financial statements 

provided under sub-section (2), prepare a consolidated financial statement of the company and of all 

the subsidiaries in the same form and manner as that of its own which shall also be laid before the 
annual general meeting of the company along with the laying of its financial statement under 

subsection (2):  

  

Definition of Financial Statements  

  

• Companies  Act 2013 Act defines the term “financial statement” in relation to a company to include:  

i. a balance sheet as at the end of the Financial Year (FY)  

ii. a profit and loss account, or in the case of a ; company carrying on any activity not for profit, 
an income and expenditure account for the FY iii. cash flow statement for the FY;  



iv. a statement of changes in equity, if applicable; and  

v. any explanatory note annexed to, or forming part of, any document referred to above.  

  

The financial statement, with respect to One Person Company, small company and dormant company, 

may not include the cash flow statement   

  

  

Preparation of Cash Flow Statement as Per Accounting Standard 3rd   

Introduction  

When it is desired to explain to management the sources of cash and its uses during a particular period 

of time, a statement known as cash flow statement is prepared. A statement of cash flow reports the 
inflow (receipts) and outflows 9payments) of cash and its equivalents of an organization during a 

particular period. It provides important information that compliments both profit and loss account 

and balance sheet. A statement of cash flow reports cash receipts and payments classified according 

to the entities’ major activities – operating, investing and financing during the period. This statement 

reports a net cash inflow or net cash outflow for each activity and for the overall business. It also 

reports from where cash has come and how it has been spent. It explains the causes for the changes 
in the cash balance.    

                    In view of the significant contribution of the statement of cash flows, the Institute of  

Chartered Accountants of India has issued in March, 1997 Accounting Standard-3(Revised) (ASRevised) 
‘Cash Flow Statements’ in suppression of  Accounting Standard-3 “Changes in Financial Position” 

issued in June 1981. It is in tune with the trends in other countries where cash flow statement has 
replaced the “Statement of Changes in Financial Position”. As such cash flow statement should be 

prepared in line with the stipulations given in AS-3 (Revised).    

                     According to the revised Accounting Standard-3, an organization should prepare a cash 

flow statement and should present it for each period. In this context, the terms, cash, cash equivalents 
and cash flows mean the following:   

             Cash comprises cash on hand and demand deposits with banks. Demand deposits mean those 
deposits which are repayable by bank on demand by the depositor.   

                    Cash equivalents are short term, highly liquid investments that are readily convertible into 

known amounts of cash which are subject to insignificant risk of change in value. Cash equivalents are 

held for the purpose of meeting short term cash commitments rather than for investments or other 

purpose. Examples of cash equivalents are treasury bills, commercial paper etc. Investments in shares 
are excluded from cash equivalents unless they are in substance cash equivalents, for example 

preference shares of a company acquired shortly before there specified redemption date (provided 

there is only an insignificant risk of failure of the company to repay the amount at maturity).   

             Cash flows are inflows and outflows of cash and cash equivalents. It means the movement of 

cash into the organization and movement of cash out of the organization. The difference between the 
cash inflows and cash outflows is known as net cash flows which can be either net cash inflow or net 

cash outflow. Cash flows excludes movement in between items that constitute cash and cash 
equivalents because these components are part of cash management of an enterprise rather than part 

of its operating, investing and financing activities. Cash management includes the investment of excess 
cash in cash equivalents.     

  



Classification of cash flows    

 The cash flow statement during a period a classified into three main categories of cash inflows and 
outflows i.e. operating, investing and financing activities.   

 (i)  Cash Flows from Operating Activities    

Operating activities are the principal revenue p-producing activities of the enterprise and other 

activities that are not investing and financing activities. Operating activities include cash effects of 
those transactions and events that enter into the determination of net profit or loss.   

  A business’s normal operations result in both cash receipts and cash payments. Cash receipts 

result from selling goods and providing services. The cost of goods sold and other operative 
expenses result in cash disbursements. The revenues and expenses reported in the income 

statement, however, do not coincide with the cash receipts and payments as we prepare the 
income statement on an accrual basis. The receipts and Payments of cash for these revenues and 

expenses may occur in either earlier or later period than the period we report the revenues and 

expenses.   

      Following are examples of cash flows from operating activities:    

(a) Cash receipts from the sale of goods and rendering of services;   

(b) Cash receipts from royalties, fees, commission, and other revenues;   

(c) Cash payments to suppliers for goods and services;   

(d) Cash payments to and on behalf of employees;   

(e) Cash receipts and payments of an insurance enterprise for premiums and claims, annuities 
and other policy benefits;   

(f) Cash payments or refunds of income taxes unless they are specifically identified with financing 

and investing activities; and   

(g) Cash receipts and payments relating to future contracts, forward contracts, option contracts, 

and swap contracts when the contracts are held for dealing or trading purposes.    

  

  

  

(ii) Cash Flows from Investing Activities   

  

Investing activities are the acquisition And disposal of long term assets and other 

invstments not included in cash equivalents. In other words, investing activities include 
transactions and events that involve the purchase and sale of long-term productive assets 

(e.g. land, building, plant and machinery etc.) not held for resale and other investments. 

The following are examples of cash flows arising from investing activities:   

(a) Cash payments to acquire fixed assets (including intangibles). These Payments include 
those relating to capitalised research and development costs and self constructed 

fixed assets;   

(b) Cash receipts from disposal of fixed assets (including intangibles);   

(c) Cash payment to acquire shares, warrants, or debt instruments of other enterprises 
and interest in joint ventures (other thyan payments for those instrumenyts considerd 

to be cash equivalents and those held for dealing or trading purposes);  



(d) Cash receipts from disposal of shares, warrants, or debt instruments of other 

enterprises and interest in joint ventures (other than  receipts for those instruments 
considered to be cash equivalents and those held for dealing or trading purposes);  

(e) Cash advances and loans made to third parties  (other than advances and loans of 

financial enterprises);   

(f) Cash receipts from the repayment of advances and loans made to third parties  (other 
than advances and loans of financial enterprises);   

(g) Cash receipts and payments relating to future contracts, forward contracts, option 
contracts, and swap contracts except when the contracts are held for dealing or 

trading purposes or the transactions are classified as financing activities.   

  

(iii) Cash Flows from Investing Activities   

  

Financing activities are activities that result in changes in the size and composition of Owners’ 

capital (including preference share capital in the case of a company) and borrowings of the 

enterprise.  Following are examples of cash flows arising  from  Financing activities:    

(a) Cash proceeds from issuing shares re similar other instruments;   

(b) Cash proceeds from issuing debentures, loan notes, bonds and other short term borrowing.  

(c) Cash repayments of amounts borrowed i.e. redemption of debentures, bonds etc.   

(d) Cash payments to redeem preference shares. (e) Payment of dividend.   

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  



  

  

Cash Flow from Operating Activities  

Operating cash flows can be derived either in pursuance of a direct method or indirect method. Under 
direct approach major classes of cash receipts and payments are disclosed. Whereas under indirect 

approach net profit or loss adjusted to derive operating cash flow. Although direct method is not 
appropriate, the SEBI requires computation of cash flow from operating activities using indirect 

method  

Direct Method:  

PROFORMA OF CASH FLOW STATEMENT AS PER AS-3  

Proforma of Cash Flow Statement under Direct Method Cash Flow Statement 

of______________________ for the period ended______________                 

Particulars         Rs  Rs     Rs  

A. Cash Flows from Operating Activities:  
Cash receipts from Customers  
Less: Cash paid to Suppliers and Employees  
Cash Generated from Operation  
Less: Income Tax Paid  
Cash Flows from Operation before Extraordinary Items  
Add: Proceeds from any Disaster 
Settlement Net Cash Flow from Operating 
Activities B. Cash Flows from Investing 
Activities:  
Proceeds from Sale Fixed assets including Investments  
Less: Purchase from Sale Fixed assets including Investments  
Add: Interest Received  
Dividends Received  
Net Cash Flow from Investing Activities C. 
Cash Flows from Financing Activities:  
Proceeds from issuance of share capital  
Proceeds from Long-term Borrowings Less: 
Repayment of Long-term Borrowings 
including Redemption of Preference 
Shares  
Less: Interest Paid  
Dividend Paid  
Net Cash Flow from Financing Activity  
Net Increase in Cash and cash 

Equivalents Add: Cash and Cash 

Equivalents at the beginning of the 

period Cash and Cash Equivalents at the 

end of the period  

      

Notes:  

(1) Figures of cash sales may be directly available from cash book. Then Cash collection can be derived 
taking Credit sales + Opening balance of debtors - closing balance of debtors.  

(2) Similarly figures of cash purchases can also be obtained from cash books.  

(3) Interest and dividend are investment cash inflow and, therefore, to be excluded.  

(4) Interest expense is financing cash outflow.  



(5) Tax provision is not cash expense, advance tax paid should be treated as tax cash outflow.   

  

Indirect Method:  

Proforma of Cash Flow Statement under Indirect Method Cash Flow Statement 
of______________________ for the period ended______________  

Particulars           Rs  Rs         Rs  

A. Cash Flows from Operating Activities:  

Net Profit for the Period before Taxation & Extraordinary Items  
Add: Adjustment for Non-current and Non-operating Items 
charged to Profit & Loss A/c  
Depreciation  

Interest paid  

Foreign Exchange Loss  

Loss on Sale of Fixed Assets & Investments  

Less: Adjustment for Non-current and Non-operating Items  

Charged to Profit & Loss A/c  

Interest Earned  

Dividend Earned  

Profit on Sale of Fixed Assets & Investments  

Operating Profit before  

Working Capital Changes  

Add: Increase in Current Liabilities  

Decrease in Current Assets  

Less: Increase in Operating Current Assets  

Decrease in Operating Current Liabilities  

Cash Generated from Operation  

Less: Income Tax Paid  

Add: Proceeds from any Disaster Settlement 
Net Cash Flow from Operating Activities B. 
Cash Flows from Investing Activities:  
Proceeds from Sale Fixed assets including Investments  

Less: Purchase from Sale Fixed assets including Investments  

Add: Interest Received  

Dividends Received  

Net Cash Flow from Investing Activities C. 
Cash Flows from Financing Activities: 
Proceeds from issuance of Share Capital  
Proceeds from Long-term Borrowings Less: 
Repayment of Long-term Borrowings 
including Redemption of Preference Shares  
Less: Interest Paid  

Dividend Paid  

Net Cash Flow from Financing Activity  

Net Increase in Cash and cash 
Equivalents Add: Cash and Cash 
Equivalents at the beginning of the 
period Cash and Cash Equivalents at the 
end of the period  

      



  

  

  

  

  

  



  

  

  

  

  

BUSINESS ACCOUNTING.  

UNIT 4.  

Financial statement analysis  

Meaning. Financial statements do not readily help various stakeholders in their decision 

making unless they are properly analysed.  Financial statement analysis is the process of 

determining, with the help of various financial tools, the meaning and significance of data 

contained in financial statements.  It involves establishing meaningful relationships between 

the financial figures in a manner that one can assess the liquidity, solvency, profitability and 

financial soundness of the business and thereby can determine its strengths and weaknesses.  

  

Objectives of financial analysis.  

The analysis of financial statements is an attempt to achieve the following objectioves:  

1. To assess the financial position and financial performance of the firm.  

2. To determine the earning capacity of the firm.  

3. To determine the debt capacity of the firm.  

4. To gauge the future prospects of the firm.  

5. To make a comparative study of firm with other industrial units.  

  

Techniques of financial statement analysis  

Technique of financial analysis refers to the modus operandi or the method used in analyising 

the financial statements. On the basis of technique used there can be Horizontal analysis or 

Vertical analysis of financial statements.  

Horizontal analysis: when financial statements are analysed for a number of years the analysis 

is known as horizontal analysis or dynamic analysis as it is based on data from year to year. In 

this technique the financial statements of more than one year are analysed together.  

Vertical analysis: it is the technique of analysis where the financial data relating to one 

accounting year only are analysed. It is also termed as static analysis.  

  

Ratio Analysis.  

Ratio: it is the expression of relationship between two or more related items in numerical terms. 

Ratios when calculated on the basis of accounting information are called accounting or 

financial ratios.  

Usefulness or importance of financial ratios  

Ratios as a tool of financial analysis provide symptoms with the help of which an analyst is in 

a position to diagnose the financial health of the firm. Different groups of persons are interested 



in the affairs of any business entity, therefore, the significance of ratio analysis for various 

groups is different. These groups use the ratio analysis to determine a particular financial 

characteristic of the firm in which they are interested.  

The usefulness of ratio analysis from the perspective various stakeholders is given as here 

under:  

1. Short term creditors. Trade creditors, bills payable and creditors for expenses are short 

term creditors. They are interested to determine the liquidity position of the firm so as to assess 

its ability to meet its short term obligations. For this purpose they use liquidity ration such as 

current ratio and quick ratio.  

2. Long term creditors (lenders). These are financial institutions, debenture holders, 

mortgage creditors etc. these creditors are interested in analysing the solvency of the firm so 

as to assess the capacity of the firm to repay periodical interest and repayment of loan on 

schedule. For this purpose they use interest coverage ratio, debt-eqyutt ratio. Proprietory ratio. 

Etc.  

3.Investors. these are interested in determining the magnitude and direction of movement of a 

firm’s earnings so as to decide whether to hold, sell or purchase the share and debenture of a 

firm. In order to achive this investors use profitability ratios like return on investment, earning 

per share, dividend yield etc.  

4. Management. Management is responsible for the overall progress of the business. It 

needs finanacial information so as to take sound business decisions. Ratio analysis helps 

management in decision-making, planning and forcasting and in the exercise of financial 

control.  

5. Employees. Ratio analysis provides employees adequate information regarding 

efficiency and profitability of the business. This knowledge helps them to bargain with the 

management regarding their demands for improved wages, bonus etc.  

 Classification of Ratios  

There are various ways to classify the ratios. However, the most commonly followed 

classification divides ratios into four broad types viz. Liquidity Ratios, Solvency Ratios, 

Turnover Ratios and Profitability Ratios.  

Liquidity Ratios: these ratios are used to measure the liquidity position of a business. Liquidity 

means the ability of a firm to meet its short-term financial obligations as and when they fall 

due for their payment. For this purpose the following rations are used:  

1. Current ratio, 2. Quick ratio and 3. Absolute liquid ratio.  

  

Current Ratio  

Also called working capital ratio, this ratio establishes a relationship between current assets 

and current liabilities of a firm. This ratio is calculate to ascertain the safty margin available 

for short-term creditors of a firm. It is calculated with the help of below given formula:  

Current ratio =  Current assets / Current liabilities  

The list of current assets and current liabilities is given as below;  



Current Assets  

  

Cash in hand  

Cash at bank  

Stock of finished goods, raw materials, and 

work in progress  

Debtors  

Bills receivable  

Prepaid expenses  

Short-term investments  

Current Liabilities  

  

Trade creditors  

Bills payable  

Outstanding expenses  

Bank overdraft  

Short-term advances  

Dividend payable  

Tax payable  

Advanceincome  

Accrued incomes  

Liquid Ratio/Quick Ratio/Acid test Ratio it is the second variant of liquidity ratios. This ratio 

establishes a relationship between liquid or quick assets and current liabilities. This ratio is 

calculated with the help of following formula; liquid ratio/ quick ratio=liquid assets/current 

liabilities  

  

liquid assets= all current assets with the exception of stock and prepaid expenses.  

  

  

3. Absolute liquid Ratio  

This ratio establishes a relationship between absolute liquid assets and current liabilities. It is 

calculated with the following formula:  

Absolute liquid ratio=absolute liquid assets/Current liabilities  

Absolute liquid assets= cash in hand+ cash at bank+ marketable securities  

  

 Solvency Ratios  

Solvency ratios are used to assess the solvency position of a firm. Solvency refers to the ability 

of a firm to meet its long term financial obligation as and when they fall due for their payment. 

For this purpose the following ratios are calculated:  

1. Debt-equity ratio  

2. Total assets to debt ratio.  

3. Proprietary ratio.  

  

Debt equity ratio  

this ratio establishes relationship between long term debts and shareholders’ funds. It is 

calculated to measure the relative proportion of debt and equity in financing the assets of a 

firm.  

The formula for calculating this ration is:  



Debt equity ratio = long term debt/Shareholders’ funds  

Long term debt = debentures, bonds and loans from financial institutions  

Shareholders’ funds = equity share capital, preference share capital, reserves and surpluses less 

fictitious assets  

  

Total assets to debt Ratio  

This ratio establishes a relationship between long term debt with total assets. The objective of 

computing this ratio is to determine the proportion of long term debt in total assets. It is 

calculated with following formula:  

  

Total assets to debt ratio = Total assets/Long-term debt  

  

Total assets = fixed assets + current assets (fictitious assets are not included in total assets)  

  

proprietary Ratio  

This ratio establishes a relationship between proprietors’ funds and total assets. It is calculated 

with following formula:  

Proprietary ratio = proprietors funds/Total assets Proprietors 

funds = shareholders funds.  

  

Turnover Ratios/ efficiency Ratios/Activity Ratios  

These ratios are used to measure the efficiency with which the resources of a firm are utilized. 

The term turnover refers to the rotation or utilisation of resources or assets in the process of 

business activity. The quicker the rotation of assets in relation to sales or cost of goods sold, 

the better it is.  

Following are the various turnover ratios:  

1. Inventory turnover ratio  

2. Debtors turnover ratio  

3. Working capital turnover ratio  

4. Fixed assets turnover ratio  

  

Inventory Turnover Ratio  

This ratio establishes a relationship between cost of goods sold and average inventory. It is 

calculate as follows:  

Inventory turnover ratio = cost of goods sold/Average inventory  

Cost of goods sold = opening inventory + net purchases + direct expenses – closing inventory  

                                                              Or  



Cost of goods sold = Net Sales – Gross Profit  

Average inventory = opening inventory + closing inventory/2  

  

Debtors’ turnover ratio  

This ratio establishes a relationship between net credit sales and average debtor. In the form of 

formula it is expressed as:  

Debtors turnover ratio = Net credit sales/Average debtors  

Net credit sales = credit sales – sales return  

Average debtors = Opening debtors + Closing debtors/2  

  

Debt collection period  

This ratio indicates the average period for which credit sales remain outstanding. it is calculated 

with the help of following formula:  

Debt collection period = (Number of days/months/weeks in a year) / Debtors turnover ratio  

  

  

  

  

Creditors Turnover Ratio  

This ratio expresses the relationship between net credit purchases and average creditors. It is 

calculated as:  

Creditors turnover ratio = Net credit purchases/Average creditors  

Average creditors = (opening creditors + closing creditors)/2  

  

  

  

  

  

  

  

  

  

  

Working capital turnover ratio  

This ratio measures the number of times the working capital have been converfted into sales. It 

is calculated as:  

Working capital turnover ratio = Net Sales  



Working capital  

  

 Profitability ratios  

These ratios are calculated to measure the profitability of a firm. Profitability refers to the 

ability of a firm to earn profits in relation to sales or investment. For this purpose the following 

ratios are calculated:  

1. Gross Profit Ratio  

2. Net Profit Ratio  

3. Operating Ratio  

4. Operating Profit Ratio  

5. Return On Investment  

6. Earning Per Share  

7. Dividend Per Share  

  

Gorss Profit Ratio  

This ratio indicates the margin of gross profit in the net sales. It is calculate with following 

formula:  

Gross Profit Ratio = (Gross Profit/Net Sales)×100  

Gross Profit = Net Sales – Cost Of Goods Sold  

  

Net Profit Ratio  

This ratio indicates the proportion of net profit in the net sales. It is calculated with the help of 

following formula:  

Net Profit Ratio = (Net Profit/ Net Sales) ×100  

  

Operating Ratio  

This ratio is calculated to ascertain the operational efficiency with which production and trading 

operation are being carried out. It indicates the relationship between operating cost and net 

sales. It is expressed as follows:  

Operating Ratio = (Operating Cost/ Net Sales) × 100  

Operating Cost = Cost of goods sold + operating expenses  

Operating expenses = office and administration expenses + selling and distribution expenses  

  

Operating Profit Ratio  

This ration indicates the margin of operating profit in the net sales. It is calculated as follows:  

Operating profit Ratio = (Operating Profit/ Net Sales) × 100  

Operating Profit = Gross Profit – Operating Expenses  

  



Return on Investment (ROI)  

This ratio establishes a relationship between net profits before interest and tax and capital 

employed. It is computed to find out how efficiently the long term funds are being used. It is 

calculated with the help of following formula:  

Return On Investment = (Net Profit before interest and tax/ Capital employed) × 100 Capital 

employed = Shareholders funds + long term debts  

  

Earning Per Share (EPS)  

This ratio measures in absolute monetary terms the earnings available to an equity shareholder 

on a per share basis. It is calculate as follows:  

Earning Per Share =  Net profit after interest, tax and preference dividend/Number of equity 

shares  

  

Dividend per Share  

This ratio measures the divided distributed among the equity shareholders on a per share basis. 

It is calculate as follows:  

Dividend per share = Profit distributed as equity dividend/Number of equity shares  
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