Fundamentals of Accounting

Accounting
e The American Institute of Certified Public Accountants(AICPA) defines accounting as an
art of recording, classifying, and summarizing the transactions and events that are in
monetary terms efficiently and effectively and interpreting the results.
e Accounting is the process of preparing accounts which includes recording, classifying,
summarizing, interpreting the result and analyzing financial transactions to help people
and businesses understand their financial situation.

Characteristics of Accounting

Accounting is an art as well as a science.
Recording of financial transactions only
Recording in terms of money
Classifying

Summarizing

Interpretation of the results
Communicating
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1. Accounting is an art as well as a science:

Art: Involves judgment and creativity in applying accounting principles and standards to various
situations. It requires skillful analysis and decision-making.

Science: Based on systematic principles, theories, and methodologies that follow established
rules and standards for accurate financial reporting.

2. Recording of financial transactions only:

Involves documenting all business transactions that can be quantified in monetary terms. This
includes sales, purchases, receipts, and payments, ensuring that every financial activity is
accurately captured.

3. Recording in terms of money:

Transactions are recorded in financial terms (currency), which allows for consistent and
comparable reporting. This monetary measurement is essential for financial analysis and
reporting.

4. Classifying:
Organizing recorded financial transactions into categories or accounts, such as assets, liabilities,
revenues, and expenses. This helps in systematically managing and analyzing financial data.

5. Summarizing:

Aggregating classified financial information to produce financial statements like the income
statement, balance sheet, and cash flow statement. Summarizing provides a concise overview of
financial performance and position.

6. Interpretation of the results:

Analyzing and explaining the summarized financial information to assess business performance
and financial health. This involves evaluating trends, ratios, and other indicators to provide
insights for decision-making.

7. Communicating:

Sharing financial information and results with stakeholders such as management, investors,
regulators, and other interested parties. Effective communication ensures transparency and
informs decision-making processes.

8.Systematic Recording:
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Employs organized procedures for documenting transactions to ensure accuracy and consistency.
A systematic approach helps in maintaining order and reduces the risk of errors.

9.Feedback and Control:

Uses accounting information for monitoring and controlling financial performance. Feedback
mechanisms help in evaluating the effectiveness of financial strategies and making necessary
adjustments.

10. Regulatory Compliance:

Ensures that financial reporting adheres to legal and regulatory requirements, such as those set
by accounting standards (e.g., GAAP, IFRS) and government regulations. This helps maintain
transparency and accountability.

Objectives of Accounting

To keep a systematic record of business transactions

To calculate profit or loss

To know the exact reasons leading to net profit

To ascertain the financial position of the business

To ascertain the progress of the business from year to year
To prevent errors and fraud

To provide information to various parties
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1. Recording Financial Transactions:

To systematically document all financial transactions in a consistent and accurate manner. This
ensures that every business activity with financial implications is captured and can be reviewed
or audited if necessary.

2. Classifying and Organizing Data:

To categorize and organize financial transactions into appropriate accounts, such as assets,
liabilities, revenues, and expenses. This helps in structuring financial data in a way that
facilitates analysis and reporting.

3. Summarizing Financial Information:

To aggregate and present financial data in the form of financial statements, such as the income
statement, balance sheet, and cash flow statement. Summarization provides a concise overview
of the financial performance and position of the organization.

4. Providing Financial Information for Decision-Making:

To offer relevant and reliable information that aids stakeholders in making informed decisions.
This includes providing insights into profitability, liquidity, solvency, and cash flow to assist
management, investors, and other stakeholders.

5. Ensuring Compliance with Regulations:

To adhere to accounting standards, legal requirements, and regulatory frameworks. Compliance
ensures that financial reports are prepared in accordance with accepted practices and legal
obligations, thereby promoting transparency and accountability.

6. Facilitating Budgeting and Forecasting:

To provide historical financial data that serves as a basis for creating budgets and financial
forecasts. Accurate accounting information helps in planning future financial activities and
setting realistic financial goals.

7. Monitoring and Controlling Financial Performance:

To track and evaluate the financial performance of the organization. Accounting provides tools
for analyzing variances, controlling costs, and monitoring financial health, enabling effective
management and operational control.



8. Supporting Financial Reporting and Disclosure:

To prepare and disclose financial statements and reports that inform stakeholders about the
financial status and performance of the organization. This includes transparency in reporting and
providing additional context through notes and disclosures.

9. Evaluating Business Performance:

To assess the effectiveness and efficiency of business operations by analyzing financial ratios,
trends, and performance metrics. This helps in evaluating profitability, return on investment, and
operational effectiveness.

10. Facilitating Tax Preparation and Planning:
To ensure accurate and timely preparation of tax returns and compliance with tax regulations.
Proper accounting supports effective tax planning and helps minimize tax liabilities.

11. Supporting Audits and Internal Controls:

To provide a basis for internal and external audits. Accurate and well-documented accounting
records facilitate the audit process and support the implementation of internal controls to prevent
fraud and errors.

12. Enhancing Investor and Stakeholder Confidence:

To build trust and confidence among investors, creditors, and other stakeholders by providing
reliable and transparent financial information. This confidence is crucial for attracting
investment and securing financing.

13. Preserving Financial Records:

To maintain a permanent record of financial transactions and events. Proper record-keeping
ensures that historical financial information is available for future reference, legal compliance,
and strategic planning.

Functions of Accounting

Maintaining complete and systematic records
Communicating the financial results to various parties
Protecting the assets of the business

Providing assistance to management

Trusteeship

Compliance with legal needs

Fixing responsibility
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Process of Accounting
The process of accounting can be outlined step-by-step as follows:
1. Identify Transactions:

o Recognize financial events that need to be recorded, such as sales, purchases, and
payments.

2. Record Transactions:

o Journal Entries: Enter transactions into the journal using double-entry
bookkeeping, where each transaction affects at least two accounts (debit and
credit).

o Source Documents: Collect and verify supporting documents like invoices,
receipts, and bank statements.

3. Post to Ledger:

o Transfer journal entries to the general ledger, where each account has its own

page or record. This helps in tracking balances for each account.
4. Trial Balance:

o Prepare a trial balance by listing all ledger accounts and their balances. Ensure
that the total debits equal total credits, which helps to check the accuracy of
recordings.

5. Adjusting Entries:

o Make adjustments for accrued and deferred items, such as accrued expenses,
prepaid expenses, depreciation, and unearned revenues, to align financial
statements with the accrual basis of accounting.

6. Adjusted Trial Balance:

o Prepare an adjusted trial balance after posting adjusting entries to ensure that the

debits still equal credits.
7. Prepare Financial Statements:

o Income Statement: Summarize revenues and expenses to show the company’s
profitability over a specific period.

o Balance Sheet: Present the company’s assets, liabilities, and equity as of a
particular date.

8. Close Temporary Accounts:

o Transfer the balances of revenue and expense accounts to retained earnings or

capital accounts to prepare for the next accounting period.
9. Prepare Post-Closing Trial Balance:
o Ensure that all temporary accounts have been closed properly and check the

balances of permanent accounts.



10. Review and Analysis:
o Review financial statements for accuracy and consistency. Perform financial
analysis to assess the company's performance and make informed decisions.
11. Audit and Compliance:
o Conduct internal or external audits to ensure adherence to accounting standards
and regulatory requirements.
12. Reporting and Feedback (Communication):
o Provide financial reports to stakeholders and incorporate feedback for continuous
improvement in accounting practices.
Each step in the accounting process helps in maintaining accurate and reliable financial records,

essential for effective business management and compliance with regulations.



Limitations of Accounting:

1. Historical Focus: Accounting primarily deals with past transactions and may not
accurately reflect current conditions or future potential.

2. Estimates and Assumptions: Many accounting figures are based on estimates and
assumptions, which can lead to inaccuracies.

3. Absence of Non-Financial Aspects: It doesn’t capture non-financial factors like
employee satisfaction or market reputation.

4. Historical data: Assets are often recorded at historical cost rather than their current
market value.

5. Ignoring Inflation: Accounting doesnot always account for inflation, which can distort
the value of financial statements over time.

6. Method Variability: Different companies may use different accounting methods,
making comparisons difficult.

7. Window Dressing (Potential for Manipulation): Financial statements can be
manipulated to present a more favorable view of the company's situation.

8. Complexity: Accounting standards and practices can be complex and difficult to
understand.

9. Time Consuming: Accounting preparation is time consuming process.

10. Focus on Financial Data: It emphasizes financial data, potentially overlooking
important qualitative factors.

11. Regulatory Compliance: Accounting practices are governed by too many regulations
that make accounting more typical.

12. Incomplete Information: Due to lots of other limitations, accounting may not able to

provide complete information

These limitations indicate that while accounting provides valuable information, it doesn’t present

a complete picture of a company’s overall performance or future prospects.



Journal
e In accounting, a journal is a detailed record of all financial transactions of a business,
arranged in chronological order.
e Each entry typically includes the date, accounts affected, amounts, and a brief
description. Journals serve as the foundation for the accounting process, as they are
later posted to the general ledger.

e Itisalso known as ‘Book of Original Entry’.

Format of Journal

January | Debited Account XXXX
01, 2024 Credited Account XXXX
(Narration of Description of Entry)

Merits or Advantages of Journal

1 Chronological Record: Journals provide a clear and organized record of all transactions,

making it easier to track and verify activities.

“1Helps in Error Identification: By recording transactions systematically, journals help in

identifying errors before they are posted to the ledger.

1 Provide Detailed Information: Journals capture detailed information about each

transaction, which helps in understanding the context and nature of financial activities.

71 Facilitates Auditing: A well-maintained journal simplifies the auditing process by

providing a comprehensive record for auditors to review.

] Foundation for Reporting: Journals serve as the basis for financial statements and

reports, ensuring accurate data flow into the general ledger.

71 Organized Information: Journals help organize data, making it easier to review
and analyze.

"1 Legal Compliance: Keeping accurate journals helps ensure that a business
complies with financial regulations.

] Facilitates Communication: They provide a clear record that can be shared with
stakeholders, improving transparency.

Demerits or Disadvantages of Journal

1 Time-Consuming: Maintaining a journal can be labor-intensive, especially for businesses

with a high volume of transactions.



1 Risk of Human Error: Manual entries can lead to mistakes, which may affect the overall
accuracy of the records.
1 Complexity in Large Businesses: For larger organizations, managing multiple journals

can become complex and difficult to maintain accurately.

Training Required: Employees need proper training to maintain journals accurately,
which can be an additional cost.

Costly: For proper maintaining journal, professional accountants are required. This makes
it costly system.

Duplication of Work / Redundancy: First prepare records in Journal then posting the
same in Ledger, make this work with two time, thereby, create duplicity of work.



Ledger

e A ledger in accounting refers to a book that contains different accounts where
recordsof transactions pertaining to a specific account is stored.
e A Ledger is a book of Accounts; in which all types of Accounts relating to
assets, liabilities, capital, expenses and revenues are maintained.
e It is also known as ‘Book of Final Entry’, as it records the transactions finally in
theirrespective accounts.
Format of Ledger
Name of Account
Dr. Cr.

Merits of Ledgers
e Organized Accounts: Ledgers keep all financial information neatly arranged by

account, making it easy to find what you need.

e Helps in Audit Processes: Having organized ledgers makes it easier for
auditors tocheck the accuracy of financial records.

e Enhanced Decision-Making: Summarized financial data aids managers in
makinginformed business decisions.

e Compliance Support: Well-maintained ledgers help ensure the business meets
financial regulations and standards.

e Complete Records: Ledgers are used to create important financial statements,
ensuring they are accurate and complete.

Demerits of Ledgers in Accounting
e Complex for Big Businesses: Large companies may have too many accounts,

makingledger management complicated and overwhelming.

e Risk of Mistakes: Manual entries can lead to errors, which might affect
financialreports if not caught early.

e Dependent on Journals: If journals contain mistakes, those errors will transfer to
theledger, affecting its accuracy.

e Training Needs: Staff needs proper training to manage ledgers correctly, which
canadd to costs.

e Potential for Fraud: If not monitored, ledgers can be manipulated, leading to
inaccuracies or fraud.

e Time-Consuming: Regularly updating ledgers can be a drain on resources,

especiallyfor busy businesses.



Subsidiary Books

e Subsidiary books are specialized financial records used by businesses to track specific
types of transactions separately, rather than recording everything in one main ledger.

e This system helps to keep financial information organized and makes it easier to
manage and review.

e Each subsidiary book focuses on a specific type of transaction, such as sales,
purchases, or cash movements. This separation helps businesses quickly find and
analyze their financial data.

e By categorizing transactions, companies can save time when recording and retrieving

information.
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Types of Subsidiary Books

1. Purchases Book: Records all credit purchases of goods.

2. Sales Book: Keeps track of all credit sales of goods.

3. Purchases Return Book: Records returns of goods purchased on credit.
4

. Sales Return Book: Tracks returns of goods sold on credit.

1. Purchases Book: The Purchases Book is where a business records all the goods it buys on
credit. This means when the company takes items from a supplier but doesn't pay for them
immediately. It helps the business keep track of what it owes to suppliers and how much it
has bought over time. This is important for managing expenses and ensuring that the

company has enough inventory.
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2. Sales Book: The Sales Book records all the goods sold on credit. Similar to the Purchases
Book, this book helps businesses keep track of what they have sold but haven't yet received
payment for. This is useful for monitoring customer payments and understanding sales trends

over time.
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3. Purchases Return Book: The Purchases Return Book is used to record goods that are
returned to suppliers. Sometimes, a business may find that the items it bought were defective
or not needed anymore. This book helps track these returns and reduces the amount owed to

suppliers.
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4. Sales Return Book: The Sales Return Book tracks goods that customers return after
purchase. Customers may return items for various reasons, such as dissatisfaction or damage.
This book helps businesses understand customer preferences and adjust inventory

accordingly.
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Trial Balance

A trial balance is a financial statement used by accountants to ensure that the total of all
debit balances equals the total of all credit balances in a company's books at a particular point

in time.

It lists all the accounts from the ledger along with their respective debit or credit balances.

The main purpose of the trial balance is to check for any arithmetic errors in the accounting

records.

The trail balance is a summary statement of all ledger accounts.

The trial balance is a comprehensive summary of all the individual accounts in the general

ledger at a specific point in time.

In simpler terms, it is a tool used by accountants to ensure that the company's financial
records are accurate and balanced. If the trial balance doesn't match (i.e., debits do not equal
credits), it indicates there might be an error in the accounting entries that needs to be fixed
before preparing financial statements.
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Format of Trial Balance

Name of Business
Trial Balance

as on date
Particulars L.F. Dr.Balance(¥) Cr.Balance (3)

Cash A/c XXXX
Capital A/c XXXX
Drawings A/c XXXX
Purchases A/c KXKX
Sales A/c XHXX
Machinery Afc XXXX
Rent A/c XXXX
Salaries Afc XXXX
Purchase Return and so on XXXX

Total XXXX XXXX

Objectives / Needs / Functions of Trial Balance

1. Verify Accuracy: The trial balance helps ensure that the total debits equal the total credits,

checking if the bookkeeping entries are mathematically correct.

2. Detect Errors: It helps identify any mistakes or discrepancies in the accounting records,

like missing entries or incorrect amounts.

3. Check for Imbalances: If the debits and credits don’t match, it indicates an imbalance,

suggesting that there’s an error in the ledger that needs to be fixed.

4. Assist in Financial Statement Preparation: A balanced trial balance is used as the basis
for preparing the company's financial statements (like the income statement and balance
sheet).

5. Ensure Proper Posting: It confirms that all journal entries have been correctly posted to
the appropriate ledger accounts.



6. Provide a Summary: The trial balance offers a quick summary of all the general ledger

accounts and their balances at a given point in time.

7. Simplify Financial Audits: It provides auditors and accountants with a clear overview of

the financial records, making audits easier and more efficient.

8. Helps in Preparing Final Accounts: The trial balance is an essential step in the

preparation of final accounts, including the profit & loss statement and the balance sheet.

9. Helps in Testing Arithmetical Accuracy: The trial balance helps verify the accuracy of

calculations and ensures that no mathematical errors have been made in the ledger.

10. Helps in Detecting Errors: The trial balance can highlight potential errors like double
postings, omitted transactions, or incorrect amounts, allowing them to be corrected before

final reporting.

In essence, the trial balance serves multiple purposes, from verifying the accuracy of
accounting entries to laying the foundation for financial reporting, making it an essential tool

for accountants and auditors.
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Types of Errors

1. Errors Revealed or Disclosed by Trial Balance (Errors affecting Trial Balance):
Meaning: Errors revealed by a trial balance are discrepancies that result in an imbalance
between the total debits and total credits. These errors are typically easier to identify because

they directly impact the trial balance's equality.

Types of Errors:
1. Wrong Casting:
o Meaning: Mistakes in adding up the figures in the Ledger Account.
o Example: If the total of the debit side of an account is calculated as Rs. 500
instead of Rs. 550, it will create an imbalance.
2. Posting to Wrong Side:
o Meaning: Recording a transaction on the incorrect side of the account.
o Example: Posting a debit entry when it should have been a credit (or vice
versa).
3. Posting of Wrong Amount:
o Meaning: Entering an incorrect amount in the accounts.
o Example: Posting Rs. 300 instead of Rs. 30, which will lead to discrepancies
in the trial balance.
4. Omission of Posting of One Side of an Entry:
o Meaning: Failing to record one side of a transaction.
o Example: If a sale of Rs. 400 is recorded as a credit but the corresponding
debit is omitted, the trial balance will not balance.
5. Double Posting in a Single Account:
o Meaning: Recording the same transaction more than once in the same
account.
o Example: If a payment of Rs. 200 is recorded twice in the cash account, it will
cause the total debits to exceed credits.
6. Error of Totalling:
o Meaning: Mistakes made while summing up the totals of ledger accounts.
o Example: Miscalculating the total of the debit or credit side, leading to an

imbalance in the trial balance.
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2. Errors Not Revealed or Not Disclosed by Trial Balance (Errors Not affecting Trial
Balance):

These are errors that do not create an imbalance in the trial balance, making them difficult to

identify. These errors typically occur equally on both sides, so total debits and total credits

remain the same. Identifying and correcting these errors is crucial, as they can ultimately

affect the accuracy of financial reporting.



Types of Errors:
1. Error of Omission:
o Meaning: Failing to record a transaction entirely.
o Example: If a sale of 500 occurs but is not recorded at all, it won’t affect the
trial balance since neither side is altered.
2. Error of Commission:
o Meaning: Recording a transaction in the wrong account or for the wrong
amount.
o Example: If a cash sale of % 1,800 is mistakenly recorded as %8,100, the total
debits and credits will still balance, but the sales figures will be inaccurate.
3. Compensating Error:
o Meaning: Two or more errors that offset each other.
o Example: If an error of 2100 is made in one account and the same error
occurs in another account, the total debits and credits will still match.
4. Errors of Principle:
o Meaning: Violating accounting principles by misclassifying a transaction.
o Example: If an expense is recorded as an asset, it won’t affect the trial
balance, but it will impact the accuracy of financial statements.
5. Errors of Posting in Wrong Account:
o Meaning: Posting a transaction to the wrong account while maintaining
balance in total debits and credits.
o Example: If an expense is recorded in the wrong account, the trial balance

will not be affected, but it will misrepresent financial reporting.
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To
The Branch Manager
LIC, Hisar

Subject: Request for alteration in Date of Birth (D.O.B.)

Sir
On the subject cited above, it is stated that my Date of Birth is wrongly
mentioned in my LIC Policy No. 179870740 i.e. 03.03.1987 (wrong date) in

place of 13.03.1987 (correct date). Kindly rectify my Date of Birth as
13.03.1987 as per my record (10" Marks-sheet).

Thanking you.

Regards

VivekJangid
LIC Policy No. 179870740
Mob. 9813133063



