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FOREWORD

Acharya Nagarjuna University, since its establishment in 1976, has been moving ahead in the

path of academic excellence, offering a variety of courses and research contributions. The University
achieved recognition as one of the eminent universities in the country by gaining A grade from the
NAAC 2016. At present Acharya Nagarjuna University is offering educational opportunities at the
UG,PGkvds&s&ﬁmbof“?afﬁﬁadwlkgamadammemdimamm
Prakasam.

The University had started the Centre for Distance Education in 2003-04 with the aim to bring
Higher education within the reach of all. The Centre has been extending services to those who cannot
joininco"egu,canncstffmdthem&ubimfeaxreguhrsaﬂems,andmbmmwivudaim;f
pursuing higher studies to study B.A., B.Com, and B.Sc., Courses at the Degree level and MA.,
M.Com., M.Sc, M.B.A. and LL.M. courses at the PG level.

For better understanding by students, seif-instruction materials have been prepared by eminent
and experienced teachers. The lessons have been prepared with care and expertise. However
constructive ideas and scholarly suggestions are weicome from students and teachers. Such ideas will
be incorporated for the greater efficacy of the distance mode of education. For clarification of doubts
and feedback, Weekly classes and contact classes are arranged at UG and PG levels respectively.

T wish the students who pursue-higher education through Centre for Distance Education will not
anly be personally benefited by improving their qualifications but also strive for nation’s growth by
being a member in Knowledge society 1 hope that in the years to come, the Centre for Distance
Education will grow in strength by introducing new courses, catering to the needs of peopie. I
congratulate all the Directors, Academic coordinators, Editors, Lesson - Writers, and Academic
Counsellors and Non-teaching staff of the Centre who have been extending their services in these

endeavours.

Prof. Raja Sekhar P.

Vice - Chancellor (FAC) .
Acharya Nagarjuna University
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Lesson -1

BOOK KEEPING : SCOPE OF ACCOUNTING -
ACCOUNTING CONCEPTS AND PRINCIPLES

Learning Objectives:

After studying this lesson, you should be able to understa:d the:
% Nature, scope and functions of accounting;
Advantages, Limitations and Users of accounting informauon
Accounting Principles, Concepts and standards.

s

¥

Content Structure :
1.1 introduction
1.2 Book-Keeping
13 Scope of Accounting ,
14 Role and Activities of an Accountant
1.5 Nature of Accounting Function
1.6 Users of Accounting Information
1.7 Advantages of Accounting
1.8 Limitations of Accounting
1.9 Classification of Accounting
1.10 Accounting Concepts
1.1 Summary
1.12 Technical Terms
1.13 Model Questions
1.14 Reference Books
1.1 Introduction : The main aim of a business is to eam profit. Every businessman will be
interested at the end of the year to know the profit eamed or less incurred and the financial position
on a particular date. Moreover in big business enterprises information is required for planning, contro!,
evaluation of performance and decision-making. This information can be provided only when business
transactions are recorded, classified and summarised properly. In order to achieve the above purpose
it would be necessary to record business transactions according to a well devised system. The
number of transactions in an organization depends upon the size of the organisation. In small
organisations, the transactions generally will be in thousands and in big organisations they may be in
lakhs. As such it is humanly impossible to remember all these transactions. Further, it may not be
possible to find out the final result of the business without proper recording and analysing these

transactions. Accounting came into practice as an aid to human memory by maintaining a systematic
record of business transactions. :

Accounting is often called the language of business. As the basic function of any language is to
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serve as a means of communication, the purpose of accounting is to communicate or report the
results of business operations and its various aspects.

Meaning and Definition of Accounting : The main purpose of accounting is to ascertain profit or
loss during a specified period, to show financial condition of the business on a particular date and to
have control over the firm's property. Accounting is the art and science of recording, classifying and
summarising of financial transactions and interpreting the resuits thereof.

Accounting has been variously defined, some of the commonly accepted definitions are as
follows.

American Institute of Certified Public Accountants (AICPA) : "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 atleast of financial character and interpreting the resuits thereof".

R.N. Anthony : "Accounting system is a means of collecting, summarising, analysing and reporting
in monetary terms, .7e information about the business”.

Development of Accounting : Accounting is as old as civilisation itself. The accounting system
which we find today have developed with the development of institutions of trade, commerce and
industry. In earlier days the business was simple and the transactions were few and the businessmen
used to remember the transactions by memorising them. With the increase in business activity, the
businassmen were expected to keep a track of their relationship with outsiders and to make a record
of their assets and liabilities. The technological changes have also brought a change in the field of
accounting. Accounting is now considered as a managerial tool for planning and control. Over a
period of time new dimensions have been added to the discipline of accounting.

The accounting systems are believed to have existed as early as 4500 B.C. in the ancient
civilisations of Babylonia and Assyria. The Double Entry System of today was propounded first in
Genoa (ltaly) in 1340, but it developed in a proper form only at the end of 15th century. Though the
system of accounting was developed first in Italy, it was in England and Ireland that it grew to its full
stature. :

1.2 Book-Keeping : The terms book keeping, accounting and accountancy are often used
interchangeably, but they are different from each other. Book-keeping is an activity concerned with
the recording of financial data relating to business operations in a significant and orderly manner.
Book-keeping is the record-making phase of accounting. Accounting is based on a careful and an
efficiant book-keeping system. At the end of the accounting period, the owner wants to know how
much profit has been earned or loss has been incurred during the course of the period. For this, a lot
of information is needed which can be gathered from the record of the transactions, which have been
proparly kept. So book-keeping is inevitable for any business.

The following are the main objectives of accounting:

1. To maintain permanent record of each transaction of the business and to reveal its financial
effect to the business.

2. To ascertain the combined effect of all the transactions made during an accounting period upon
the financial position of the business as a whole. :
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Objects of Book-keeping at a glance

Primary objects Sub-objects : Ancillary objects
To know Profit / Loss To know creditors To review the progress
To know financial position To know debtors To prevent errors and frauds
To have a systematic record To know capital- To keep a check on property
invested
To know cash and To provide information for
stock decision-making

1.3 Scope of Accounting : Accounting involves a series of activities linked with each other.
Beginning with the collecting, recording, analysing and evaluating the data, and finally communicating
information to its users.

The scope of accounting includes the following main aspects.

Data Creation and Collection : After the data has been collected, it is recorded in accordance with
generally accepted accounting theory. The data collected is ‘historic’ in the sense that it refers to
events which have already taken place. The recording and processing may be manual, mechanical
or electronic. Computers are widely used in modern business for doing this job.

Data Evaluation : itis the most important activity of accounting. It included controliing the activities
of business, evaluating the performance of business and analysing accounting information for decision-
making purposes.

Analysis and Interpretation : This work of accounting may be for internal or external uses and may
range from snap answers to elaborate reports produced by extensive research.

Data Reporting : It consists of two parts - external and internal. External reporting refers to the
Communication of financial information viz., earnings, financial and funds position about the business
to outside parties, e.g.., shareholders, government agencies and regulatory bodies of the government.
internal reporting is concerned with the communication of results of financial analysis and evaluation
to management for decision-making purposes.

1.4 BRole and Activities of an Accountant : The role and activities of an accountant involves the
following aspects of accounting work.

1. Designing Work : It includes the designing of the accounting systam, basis for identification
and classification of financial transactions and events, methods etc.,

2. Recording Work : The financial transactions are identified, classified and recorded in appropriate
books of accounts according to principles. This is known as ‘book-keeping'.

3.  Summarising Work : The recorded transactions are summarised irito significant form according
to generally accepted accounting principles.: This phase is called 'preparation of final accounts'.

10
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4. Analysis and Interpretation Work : The financial statements are analysed by using funds
flow and cashflow analysis, ratio analysis and break-even analysis.

5. Reporting Work : The summarised statements along with analys:s and interpretation are
communicated to the interested parties.

6. Taxation Work : The accountant has to prepare various statements and returns pertaining to
income-tax, sales tax etc., and file the returns with the authorities concerned.

1.5 Nature of Accounting function / Functions of Accounting : |
The main functions of accounting can be stated as follows :

i) It keeps a systematic and permanent record of all financial transactions of the business.

ii) It keeps a record of incomes and expenses so that net resuits of the business can be quickly
known for any period.

i) It keeps a record of assets and liabilities in such a way that financial position of the busmess
can be readily had.

iv)' It protects the property of the business by designing such a system of abcounting'Which may be
~ helpful to achieve this purpose.

v) It keeps a control on expenses in order to maintain the same.

vi) It communicates the results of the business to owners, investors, creditors, employees,
management, govemment elc.,

vii) It provides information for meeting various legal requirements as income tax retums sales tax
returns, etc.,

Thus accounting is useful in all types of organizations. Business executives, public accountants,
hospital administrators, educational institutions administrators and politicians are better equipped to
perform their duties when they have an understanding of accounting data.

1.6 Users of Accounting Information : Different categories of users need different kinds of
accounting information for making decisions. The users of accounting can be divided into two groups
- (1) Internal users and (2) External users.

1) Internal Users : Managers at the top, middle and lower levels require accounting information
of different categories for making decisions.

Accounting reports are important to managers for evaluating the results of thelr decisions.
Accounting reports for managers are prepared much more frequently than extemal reports. Accounting
information also helps thre managers in appraising the performance of sub-ordinates.

2) External Users:
1) Investors : Those who are interested in buying the shares of a company are naturally
interested in the financial statements to know how safe is the investment.

2) Creditors : Lenders are interested to know whether their loan, principal and interest, will be
paid when due. Suppliers and other creditors are also interested to know the ability of the
firm to pay their dues in time.

3) Workers : In an organization the workers are entitied to payment of bonus which depend on
the size of the profit earned. The knowledge of accountant aiso helps them in conducting
negotiations for wages.

11
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4) Customers : Concemned with the stability and profitability of the enterprise, customers are
interested in knowing the financial strength of the company to take further decisions relating
to purchase of goods.

5) Government : All over the world, governments are using financial statements which help in
compiling national accounts. The financial statements are useful for tax authorities to
calculate taxes.

6) Researchers : The financial statements i IS of great interest to scholars undertakmg research
in accounting theory as well as business affalrs and practices.

1.7 Advantages of Accounting : The history of accounting indicates the evolutionary pattem
which reflects socio-economic conditions and the enlarged purposes to which accounting is applied.
Accounting as a social science can be viewed as an information system since it has all the features
of the system. There are several groups of people who have a stake in a business organization -
managers, shareholders, creditors, employees, customers, etc., Additionally, community at large has
economic and social interest in the activities of such organizations. The following are the advantages
of acceunting.

1)  Provides for systematic records : Since all the financial transactions are recorded in the
books, any information required is readily available from these records.

2) Facilitates the preparation of financial statements : The two basic financial statements,
profit & loss account and balance sheet can be easily prepared with the help of the information
in the records. This enables to know the net result of business operatlons and the f nancial
position of the business.

3) Provides control over assets : Book-keeping provides information regarding cash, stock,

accounts receivables and the amounts mvested in vanous assets Then it is possnble to have

control over them.

4) Provides required information : lnterested parties such as owners, lenders, creditors etc.,
yet necessary information. '

5) Comparative study : One can compare the presenf performance of the organization with that

of its past. This enables the managers to draw useful conclusions and make proper decisions.

6) Reduce the scope for fraud or theft : As the accounting work is divided among many persons,
there will be check and counter check. The books of accounts are penodtcally balanced, so it
is difficuit for fraud or theft.

7)  Caiculation of tax : Properly maintained book keeping records will help inthe settlement of all
tax matters with the tax authorities.

8) Ascertaining the value of business : The accounting records will help in ascertaining the

correct value of the business. This helps in the event of sale or purchase of business.

9) Helpful to management : Accounting is useful to the management in various ways, i.e., to
assess the achievement of performance, identify the weakness of the business.

1.8 Limitations of Accounting
The following are the main limitations of accounting.

1) Records only monetary transactions : Only the transactions of a financial character will be
recorded under book-keeping. It does not record the quality of human resources, efficiency of

12
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management as they cannot be measured into monetary terms.

2) Does notreflect current values : The data available under accounting is historical in nature.
So they do not reflect current values. For instance, we record the value of fixed assets at
acquisition price but the current values may be much more than what is recorded in the balance
sheet.

3) Personal judgement of the accountant : Accounting statements are influenced by the personal
judgement of the accountant. He may select any method of depreciation, valuation of stock.
These estimates are based on personal judgement and hence sometimes may not be correct.

4) Inadequate information of costs and profits : Accounting provides information about the
overall profitability of the business. No information is given about the cost and profitability of
different activities or preducts.

5) No real test of managerial performance : Profit earned during an accounting period is the
test of managerial performance. Profit may be shown in excess by manipulation of accounts
through which the real idea of managerial performance may not be available.

1.9 Classification of Accounting : The history of accounting indicates the evolutionary pattern
which reflects changing socio-economic conditions and the enlarged purposes to which accounting is
applied. The accounting can be classified into the following main categories.

1)  Financial Accounting : The main purpose of this type of accounting is to record business
transactions in the books of accounts in such a way that operating result and financial position
for a particular period can be known. The importance attached to financial accounting statements

. can be traced to the need of the society to mobilise the savings and channel them into profitable
investments. -

2) Cost Accounting : Cost accounting relates to the collection, classification, ascertainment of
cost and cost control of the various elements of cost. It enables the ascertainment of the total
cost of any particular unit of production or service with reasonable degree of accuracy. Costing
technigques were developed as guides to management actions.

3) Management Accounting : It relates to the use of account data coliected with the help of
financial accounting and cost accounting for planning, control and decision-making by the
management. It is through the techniques of management accounting that the managers are
supplied with information which they need for achieving objectives for which they are accountable.

1.10 Accounting Concepts : Accounting statements are prepared in conformity with the Generally
Accapted Accounting Principles (GAAP). The American Institute of Certified Public Accountants
(AICPA) states as follows : Financial statements are the product of a process in which a large volume
of data about aspects of the economic activities of an enterprise are accumulated, analysed and
reported. The process should be carried out with generally accepted accounting principles. The
word 'principle’ is used to mean a 'general law' or ‘guide to action'.

Accounting principles are man-made. They are accepted because they are believed to be
useful. The general acceptance of an accounting principle usually depends on how well it meets the
threa criteria of 'relevance’, 'objectivity' and 'feasibility'.

Classification of Accounting Principles : Accounting principles can be classified into two categories
: 1) Accounting Concepts and 2) Accounting conventions

13



=" Centre For Distance EducatiWcharya Nagarjuna University=

Accounting Principles
Accounting Concepts o Accounting Conventions
. Business Entity Concept 1. Disclosure
Money Measurement Concept 2. Materiality
Continuity Concept 3. Consistency
Accrual Concept A 4. Conservatism

Accounting period Concept
Dual aspect Concept
Matching Concept

. Historical Record Concept
Objective evidence Concept

© N O AN

1) Business Entity Concept : In accounting a distinction is made between business and the

owner. All the records are kept from the view point of the business rather than from that of the owner.

As such, transactions of the business and those of the owners should be accounted for and reported

separately. The owner's personal and household expenses (e.g., expenditure on food, clothing,

housing, entertainment, debts, mortgages etc., ) will not appear in the books of account. Accounts
~ are to be prepared from this view point and even the capital is a liability which the business owes to
 its proptietor. :

2) Money Measurement Concept : Money has been adopted by the accounting system as its
basic unit of measurement. We do not record the transactions in terms of kilograms, quintals, meters,
litres etc. Since money is the medium of exchange and the standard of economic value, those
transactions alone that are capable of being measured in terms of money are only to be recorded in
the books of accounts. Several facts though vital to the business, cannot be recorded in the books of
account because they cannot be expressed in money terms. For example, the state of health of the
Managing Director of a Company who has been the key contributor to the success of business is not
recorded in the books.

3) Continuity Concept : Accounting assumes that the business will continue to operate for a
long time in the future. The enterprise is viewed as a 'going concern'. This assumption is of considerable
importance for it means that the business is viewed as a mechanism for adding value to resources it
uses. With this assumption fixed assets are recorded in the books at their original cost. Prepaid
expenses are not treated as the expenses of the year in which they are incurred.

4) Accrual Concept: The accrual concept makes a distinction between the receipt of cash and
the right to receive it, and the payment of cash and the legal obligation to pay it. The accrual concept
is an accounting system which recognises revenues and expenses as they are earned or incurred
without regard to the date of receipt or payment. This concept requires proper apportionment of
expenses to time periods by the inclusion of prepayments and accruals in a Balance Sheet.

5) Accounting Period Concept : This concept requires that a profit and loss account and a
Balance Sheet should be prepared at regular intervals to ascertain information about the business for
all sorts of purposes. These time periods in actual practice vary. Some firms adopt calendar year,

14
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some others financial year. The custom of using twelve-month period is applied only for external
reporting. The firms usually adopt a shorter span of interval, say one month or three months, for
intemal reporting purposes.

6) Dual Aspect Concept: As per this concept each transaction has two fold effect - the receiving
of the benefit and giving of the benefit. The receiving aspect is termed as debit, where as the giving
aspect as ‘credit’. Therefore, for every debit, there will be corresponding credit. There is another
implication of the dual aspect concept. A contribution to the business increases its resources but also
its abligations correspondingly. So the total assets become equal to total liabilities. This is called
balance sheet equation or accounting equation.

Liabilities (Equities) = Assets

(or)
Capital + Liabilities = Assets

7) Matching Concept :  According to this principle, the expenses incurred in an accounting
period should be matched with the revenues recognised in that period. In determining net income
from business operations, all costs which are applicable to revenue of the period should be changed
against that revenue.

8) Historical Record Concept: Historical cost refers to the cost at the time of acquisition. Itis
a fundamental concept of accounting which is based on a historical record of the transactions. When
the real worth of an asset changes with the passage of time, for various reasons, accounting records
are changed to reflect changes in market vaiue by revaiuation of assets.

g) Objective Evidence Concept: According to this concept all accounting transactions should
be evidenced and supported by objective documents. The documents included invoices, receipts,
cash memos, etc., Accounting records are unbiased. This is needed because most of the users of
financial statements are external to the business enterprise.

Accounting Conventions : Conventions are the customs or traditions guiding the preparation of
accounting statements.

1)  Full Disclosure Concept : This concept deals with the convention that all information which is
’ of material importance should be disclosed in accounting statements.. The Companies Act,
1956 makes it compuisory to provide all information in the prescribed form. The accounting
reports should disclose full and fair information to the proprietors, creditors, investors and others.

2) Materiality Concept : In the accounting sense, an item is only recorded when it is considered
to be useful or important to an user of a financial statement. Thus accountants do not record
those transactions which are insignificant. Where to draw the line between material and
immaterial events is a matter of judgment and common sense. There are no hard and fast rules
in this respect.

3) Consistency Concept: The consistency concept requires that once a company has decided
on one method and has used it for some time, it should continue to follow the same method or
procedure for all the subsequent events of the same character unless it has a sound reason to
do otherwise. It means that there should be consistency in the methods or principles followed.

15
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4)  Conservatism Concept : This convention warns that not to take unrealised income into account.
This means an accountant should follow a cautious approach. He should record lowest possible
value for assets and revenues, and the highest possible value for liabilities and expenses. This
is the policy of "playing safe".

1.11 Summary : Accounting as a field of study in its developmental process has evolved a theoretical
framework consisting of principles or concepts over a period of time. Accounting is often called the
language of husiness. The purpose of accounting is to communicate or report the resuits of business
operations and its various aspects. Accounting is an important service activity in business and is
concerned with the collecting, recording evaluating and communicating the resuits of past events.

With the emergence of management accounting, the focus of accounting has been shifting
from mere recording of transactions to helping the management in decision-making. Accounting can
be perceived as an information system which has its inputs, processing methods and outputs. The
organisational setting for accounting and finance function may vary in different organisations, depending
upon their peculiarities, nature and size. Accounting helps in the process of guiding actions of the
organisation into desired directions.

1.12 Technical terms :

Accounting Frame Work : it includes Generally Accepted Accounting Principles (GAAP) on the
basis of which accounting data is processed, analysed and reported.

Entity : Concept separates the business from owner(s) from the stand point of accounting.
Historical cost : It refers to the cost at the time of acquisition of an asset.
Going Concern : This concept refers to the expectation that the organisation will have indefinite life.

Materiality : According this concept events of relatively small importance need not be given a detailed
or theoretically correct treatment.

Money measurement : As per this concept intangibles like employee loyalty and customer satisfaction
are ignored as they cannot be expressed in monay terms.

Accrual Concept : It makes a distinction between the receipt of cash and the right to receive it, and
the payment of cash and the legal obligation to pay it.

1.13 Model questions :

1.  Examine the role of accounting concepts in the preparation of financial statements.
2.  Define Accounting. Explain the uses of accounting.

3 What is the scope and importance of accounting ?

4.  What conventions are followed in preparation of financial statements ?

5

Explain classification of accounting.

16
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State how accounting is useful to different types of users ?

6.
7.

Discuss Historical Cost Concept, Entity Concept, Money Measurement Concept as applied in

Financial Accounting.

1.14 Reference Books :

1.
2.

R.L. Gupta

G. Prasad, Chandrasekhara Rao
S.P. Jain, K.L. Narang

IGNOU

Introduction to Accountancy
Accounting for Managers
Financial Accounting

MS-4 - Accounting for Managers
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Lesson-2

DOUBLE ENTRY BOOK-KEEPING - JOURNAL - LEDGER

Learning Objectives:

After studying this lesson, you should be abte to understand the :
* Double Entry System and its advantages, limitations
%  Journal and its importance ' '
* Importance of Ledger posting

Content Structure :

2.1 Introduction
2.2 Principle of Double Entry System
23 Rules of Debit and Credit
24 Advantages of Double Entry System
25 Limitations of Double Entry System
2.6 The Journal
2.7 importance of Journal
2.8 Ruling of Journal
29 Subdivision of Journal
2.10 Ledger
2.11 Features and lmportahce of Ledger
212 Ledger posting
2.13 Balancing of Ledger Accounts
2.14 Summary
2.15 Technical terms
2.16 Model Questions
2.17 Reference Books

2.1 Introduction: The double entry system of book-keeping is the orderly recording of financial
transactions of a business in a systematic ;nanner. It is a scientific way of presenting accounts.
Every business transaction involves receiving something having value and giving of something having
value. The double entry system recognizes that every transaction has two aspects and the method of
recording both the aspects of a transaction is known as Double Entry System of Book-keeping. Every
transaction involves two accounts out of which one account is debited and the other is credited with
an equal amount. The totals of all the debits must equal to the totals of all the credits. This is the
fundamental principle of double entry system of book-keeping.

Under dual aspect concept, the Accountant deals with the two aspects of business transaction
i.e., (i) receiving aspect and (ii) giving aspect. Receiving aspect is known as 'Debit aspect' and giving
aspect is known as 'Credit aspect'.

18
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2.2 Principle of Double Entry System : Double Entry System was originated in 1494 by Fra
Luco Pacioli, an Italian, who wrote the first book entitied 'De Computis et Scripturis’.

The principle under which both debit and credit aspects are recorded is known as the principle
of double entry. According to this principle every debit must necessarily have a corresponding credit
and vice versa.

2.3 Rules of Debit and Credit : All business transactions are broadly classified into three categories
: (i) those relating to persons, (ii) those relating to property and assets, and (jii) those relating to
income and expenses. They are : (i) Personal Accounts, (i) Real Accounts and (iii) Nominal Accounts.

Classification of Accounts

. Acc?unts
Personal Accounts Real Accounts Nominal Accounts
Rakesh : Furniture Wages
Krishna Buildings Salaries
Apollo Hospitals Machinery interest
SBI Stock ' Rent
Cash Comiission

~ Before recording a transaction it is necessary to find out which of the accounts is to be debited
and which is to be credited. The rules of debit and credit for the three types of transactions are given
below.

a) Personal Accounts : Debit the account of the person who rééeive_s‘something and credit the
account of the person who gives something. o " =

Debit the receiver
Credit the giver
Example : Cash paid to Krishna Rs. 7,000,

In this the two accounts affected are Krishna account and cash account. Krishna accountis a
personal account and cash is a real account. Since Krishna is the receiver, his account has to be
debited as per the first part of the rule of personal accounts ‘Debit the receiver'. As cas has gone out,
cash account will be credited according to the second part of the rule for real accounts ‘credit what
goes out'.

b) Real Accounts : When an asset is coming into the business, the account of that asset is to be
debited. When an asset is going out of the business, the amount of that asset is to be credit.

Debit what comes in
Credit what goes out
Example : Cash received from Nagarjuna Hospitals Ltd.

In this the cash account and Nagarjuna Hospital Ltd. are the two accounts affected. Cash
account is a real account and Nagarjuna Hospital Ltd., account is a personal account. As cash has
come in, cash account will have to be debited according to the first part of the rule for real accounts
‘debit what comes in'. Nagarjuna Hospitals Ltd. has given the benefit, so its account will have to be
credited as per the second part of the rule for personal accounts 'credit the giver'.
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c) Nominal Accounts : When an expense is incurred or loss suffered, the account representing
the expense or the loss is to be debited. When any income is eamed or gain made, the account
representing the income or the gain is to be credited. )

Debit all expenses and losses
Credit ali incomes and gains
Example : Paid wéges Rs. 2000.

in this case, the accounts affected are wages account and cash account. Wages account is a
nominal account and cash account is A real account. Wages account will have to be debited as per
the first part of the rule for nominal accounts 'debit all expenses and losses'. As cash has gone out,
cash account will have to be credited according to second part of the rule for real accounts ‘credit
what goes out'. '

2.4 Advantages of Double Entry System : The following are the main advantages of double
entry system. :

*  Double entry system records, classifies and summarises business transactrons in a systematic
manner and is scientific method.

* Full and authentic in/ormation can be had about all transactions as the trader maintains the
ledger with all types of accounts.

*

Assessment of profit or loss. ~ -
* It provides complete information regarding debtors, creditors, assets, etc.,

%  Itenablesan enterprise to know its financial position on a particular day by preparing the Balance
Sheet.

%  Since both the aspects of a transaction are recorded under this system, possrbrlrty of errors and
frauds is reduced to a minimum.

#  Proper maintenance of records under this system serves as a proof in the court of law.

2.5 Limitations of Double Entry System : -
The main drawbacks or disadvantages of this system are as follows

%  This system requires the maintenance of a number of books of accounts which is not practical
in small concerns.

%  This system is costly because a number of records are to be maintained.

*  The Trial Balance will tally rnsprte of the Errors of Omission, Errors of prrncrple

2.6 The Journal : The accounting process involves four stages : (1) Preparation of Journal and
Ledger, (2) Preparation of Subsidiary Books, (3) Preparation of Final Accounts and (4) Preparation of
Funds Flow Statement. ’

Journal means a 'day book' where in day—to-day busmess transactions are recorded: in
chronological order. Journal is treated as the book of oﬂgmal entry or first entry. The process of
recording a transaction in the journal Is called ‘Journalising'. The entries made in the book are called
‘Journal Entries’. Efficient use of jounal depends on -the abrlity to analyze the effect of each transaction
and familiarity with the standard form.
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2.7 Importance / Advantages of Using a Journal :

Journal is used for the following reasons.

i) Availability of Full Information : All business transactions date-wise will be recorded in journal.
Hence, the total information for every transaction can be obtained very easily.

ii)  Explanation of the Transaction : Every journal entry will be briefly explained with a narration.
Narration helps in proper understanding of the entry.

iii) Posting becomes easy : Once the transactions are entered in the journal, recording the same
_in the relevant accounts in the ledger can be made easily.

iv) Location of errors : Journal helps to locate errors easily.

2.8 Ruling of Journal : In its usual form, a journal is divided by vertical lines into five columns in
which to enter, in respect of each transaction : a) Date, (b) Particulars, (c) Ledger folio, (d) Amount
(Debit), (e) Amount (Credit).

The proforma of Journal is given below :

Date Particulars L.F. Debit Credit
Rs. Rs.

2004 Purchases Account Dr 1000

June 1 To Cash account 1000

(Being goods purchased for cash)

1. Date : The first column deals with the date of the transaction.

2.  Particulars : The particulars column is the column for account titles and description. The name
of the account to be debited is entered at the extreme left of the particulars column next to the
date column. The symbol 'Dr' is written at the right end of the particulars column on the same
line of the account debited. The name of the account to be credited is entered on the next line
with a prefix 'To'. A short explanation of the transaction known as narration begins on the line
immediately below the account credit.

3. Ledger Folio : This column deals with the ledger folio (L.F.). It means the reference to the
number of the page in the ledger in which this account will appear.

4, Debit : This column deals with the amount to be debited.
5. Credit : This column deals with the amount to be credited.

2.9 Subdivision of Journal :

When the transactions are numerous, the journal is inadequate as the sole book of the original
entry. The number of operations and the volume of transactions determine the number and type of
journal needed. The following types of journals are usually maintained.

1. Cash Book - to record cash transactions
2. Sales Day Book - to record credit sales
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Purchases Day Book - to record credit purchases

Sales Return Day Book - to record sales retums
Purchases Return Day Book - to record purchases returns
Bills Receivable Book - to record bills receivable

Bills Payable Book - to record bills payable

Petty Cash Book - to record petty cash payments.

Journal Proper - to record residuary transactions.

© e NGO AW

2.10 Ledger: The ledger is the principal book of accounts where similar transactions relating to a
particular person or thing are recorded. The owner of the business wants to know the accumulated '
effect of each account contained in a double entry system. It allocates to each account a number and
arranges accounts in a logical subdivisions. In the journal all transactions are recorded in a
chronological order. It is not possible to know whether a particular account is showing a debit or
credit balance. Ledger contains the various accounts of all the transactions in duly classified form.

2.11 Features and importance of Ledger

A ledger may be defined as a summary statement of ali the transactions relating to person,
asset, expense or income, which have taken place during a given period of time. For example, if the
owner wants to know the total purchases for an accounting period, he will only see the "purchase
account®. The important features of ledger are as follows:

)] Ledger contains all the accounts - personal, real and nominal.
i) Itis a permanent record of business transactions.

iiiy It provides a means of easy reference, and

iv) It provides final balance of the accounts.

Standard Form of Ledger Account :

The widely used and simplified form of ledger accounts are 'T" accounts. A 'T' account is
divided into two sides, the left hand side represents the debit side and the right hand side represents
the credit side. Each side of the ledger has the following columns. A specimen ‘T’ form account is as

under.

Title of Account
Dr ' Cr
Date | Particulars Folio Amount | Date | Particulars Folio] Amount

Rs. Rs.
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2.13 Balancing of Ledger Accounts :

Balance is the sum necessary to equalise the debit and credit totals of an account.
Various accounts in the ledger are balanced with a view to prepare the final accounts. The
'balance’ is an accounting term which means the difference between the two sides of an
account.

The following stéps are followed while balancing the accounts.

1)  Take the totals of the two sides of the account and enter the highest balance on both
the sides.

2) Compute the difference of the total of two sides.

3) Enter the difference in the amount column of the side showing less total, writing against
the difference in the particulars column. *To Balance c/d" (C/d means carried drawn) on
the debit side of the account and "By Balance c/d" on the credit side of the account.
This way, the totals of two sides will agree.

4) The balance is brought forward at the beginning of the next period. If “To Balance c/d"
is written on the debit side before balancing, it is brought forward on the credit side and
“By Balance b/d" is written against the balance in the particulars column and vice-
versa. :

5) If the totals of the debit side and the credit side of an account are equal, then the
account has nil balance. Then the account is said to have closed having no closing and
.opening balance.

Dr Bank Account Cr

Date Particulars | J.F | Amount| Date Particulars J.F | Amount
Rs. Rs.

01.07.05f To Capital A/c 30,000 | 05.07.05 By:,Purchases Alc 10,000
15.07.05| ToSalesA/c | | 15,000 | 20.07.05| By Wages A/c 5,000
 25.7.05 By Transport A/c 2,000
By Balance c/d 28,000
45000 | " 45,000

01.08.05] To Balance b/d 28,000
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2.12 Ledger Posting :

Posting is the process of entering in the ledger the entries given in the journal posting

from journal to the ledger accounts are necessary to know how transactions have changed
the account balances. The following are the guidelines for posting transactions into ledger.

1)
2)

3)
4)
5)
6)

7)
8)

Posting into the ledger is to be made only after the completion of journal entry.

For each item in the journal a separate account is to be opened and for each new item
a new account is to be opened.

Based on the number of transactions space for each account is to be determined in the
ledger.

For each account there must be a name. This should be written on the top of the
account in the middie. At the end of name the word 'Account' is to be added. For
example, surgical equipment account, salaries account etc.,

Enter on the debit side of the ledger in particulars column with a prefix To'

The credit side of the journal entry is postnd on the credit side of the account by starting

with 'By’.

Enter the date of the transaction in the date column
Enter in the folio column of the joumal the number of the ledger page in which posting
has been made.

lllustration of posting process:

Journal
(Page 5)
Dr Cr
Date Particulars L.F Amount Amount
Rs. Rs.
2005 Cash A/c Dr 6 . 25,000
July 9 To Medwin Hospitals A/c 13 25,000
(Being Cash received)
Ledger
Cash Account
Dr (Page 6) Cr
Date Particulars {J.F | Amount | Date Particulars J.F | Amount
Rs. ' . Rs.
2005 To Medwin 5 25,000
July 9 Hospital A/c |
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Medwin Hospitals Account

Dr : (Page 13) Cr
Date Particulars | J.F | Amount| Date Particulars J.F | Amount
: Rs. Rs.
' 2005 | By Cash Alc 5 | 25000
July 9
2.14 Summary :

_The systematic way of presenting the accounts is duly under the double entry system. In
double entry system the 'Debit aspect' and 'Credit aspect' are recorded. It facilitates the preparation
of trial balance and the final accounts.

The first book in which the transactions are recorded is called a Journal. Each record in a
journal is called an entry. A journal is a tool for analyzing and describing the impact of various
transactions.

As discussed earlier, all transactions, irrespective of their nature, are recorded in the journal in
a chronological order. The owner of the business wants to know the accumulated effect of each
‘Chart of Accounts'. The ledger is the principal book of accounts where similar transactions relating to
particular person or thing are recorded. Various accounts in the ledger are balanced with a view t
prepare the final accounts.
2.15 Technical Terms :

Prin¢iple of Double Entry : The principle under which both debit and credit aspects are recorded is
known as the principle of double entry.

Personal Accounts : Accounts which show transactions with persons, names of firms, companies or
institutions are called 'personal accounts'.

Real Accounts : Accounts relating to properties or assets are known as 'Real Accounts'.

Ledger Posting : The process of transferring the entries from the journal into the ledger is called
ledger posting,

2.16 Model questions :

1. What is meant by double entry system ? Explain its advantages and disadvantages.

2. How do you classify the accounts ? Explain the rules of debit and credit with respect of different
types of accounts.

3. Whatis journal ? State the procedure for writing journal.

4. Whatis ledger ? State its advantages.
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5.  Distinguish between journal and ledger.

6. How are ledger accounts balanced ?

2.17 Refereﬁce Books :

1. S.P.Jain, K.L Narang - Financial Accounting
2. R.L.Gupta - Introduction to Accountancy
3. G.Prasad, V. Chandrasekhar Rao - Accounting for Managers .
4.  A.Mukherjee, M. Hanif - Modermn Accduntancy
5. Ramachendran, N. &
Ramkumar Kakani - Financial Accounting for Management
6. Michra R.K. & Naveen, B. - Readings in Managerial Economics, Accounting

& Financial Analysis
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Lesson -3

SUBSIDIARY BOOKS - CASH BOOK - TRIAL BALANCE -
TRADING ACCOUNT - PROFIT AND LOSS ACCOUNT

Learning Objectives:
- After studying this Unit, you should be able to understand the;

* °  Subsidiary books and their importance in accounting
*  Need for Cash Book and various types of cash books
* Objectives and preparation of trading account and profit and loss account.

Content Structure :
3.1 Introduction
3.2 Subdivision of Journal
3.3 Advantages of Subsidiary Books
3.4 Preparation of Subsidiary Books
3.5 The Cash Book and its kinds
3.6 Two Column Cash Book
3.7 Three Column Cash Book
3.8 The Trial Balance
3.9 Objectives of preparing Trial Balance
3.10 Methods of preparation of Trial Balance
KR ) Types of Errars
3.12 Trading Account
3.13 Profit and Loss Account
3.14 Summary
3.15 Technical terms
3.16 Mode! Questions
3.17 Reference Books

3.1 Introduction :

In a small business enterprise the number of transactions are very limited. These
transactions are first recorded in the journal and subsequently ledger accounts, Whereas
the transactions in a big organizations are numerous and even run into thousand and lakhs,
So single journal is inadequate as the sole book of original entry. it was found advantageous
to have a separate book for different activities like purchases, sales, purchase returns, sales
returns and so on. Smaller account books known as subsidiary books are distributed to
various sections. As and when the transaction takes place, they are recorded in the subsidinry
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Cash book plays an important role in accounting. Both for the cash and credit transactions,
final settlement will be in the form of receipt or payment of cash. So all the transactions i.e., receipts
and payments are recorded in the cash book. :

A Trial Balance is simply a list of the names and balances of all the accounts in the ledger and
cash book. The account balances are used to prepare the final accounts. Trial Balance indicate that
all the transactions have been entered in the book, posted and balanced.

The first step in the presentation of Final Accounts is the preparation of the Trading Account. It
reveals the gross profit or loss of the current year. However, the businessman is always interested in
knowing the net profit. Net profit represents the excess of gross profit plus other revenue incomes
over sales expense including sales costs ard other expenses.

3.2 Subdivision of Journal :

As noted earlier, when the transactions are numerous, it was found advantageous to have a
separate book for different activities. The main types of journal are as follows :

Cash Book

Purchases Day Book
Sales Day Book
Purchases Return Book
Sales Return Book

Bills Receivable Book
Bills Payable Book
Journal Proper

@ N O O Db

3.3 Advantages of Subsidiary Books :
The main advantages of Subsidiary books are as follows:

1.  Division of Work : The work of recording business transactions may be given to a number of
employees without any duplication of the same work.

2. Time Saving : The recording of transactions in a number of subsidiary books is done
simultaneously. So work will be completed quickly.

3. Readymade information : The information relating to any class of transaction is available
without delay as number of books are used for recording different types of transactions.

4. Minimisation of frauds : The checking of transactions for tracing mistakes and errors can be
done easily. So frauds can be minimised. ' ‘ "

5. Effective decision-making : Since the transactions of a similar nature are recorded at one
place, the management can have the benefit of using them in planning and decision making.
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3.4 Preparation of Subsidiary Books :

It is important to know that the subsidiary books are not a part of the double entry system of

book keeping. It is a memorandum book of transactions which are subsequently entered in the
ledger. The method of preparing the subsidiary is as follows.

1.

- Cash Book : In order to record cash transactions, in every organisation one separate book will

be used. Usually it will be bigger in size. Since the cash book is very important the method of

‘preparation of cash book is discussed in detail in the remaining part of this lesson.

Purchases Book : In this book only the credit purchases are recorded. Purchases Book is
otherwise called Purchases day book, purchases journal or purchase register. The format of

purchases book is as follows.

Format of Purchases Book

Inward

Date Name of the Supplier Invoice L.F. Details Total

No. Rs.

Sales Book : Only credit sales transactions are entered in this book. Cash sales of goods and
credit sales of assets and properties will not be recorded in the sales book. The ruling of this
book will be same as that of purchases book. The entries are made from the copies of the
invoices sent to the buyer. As the invoices are sent out they are called outward invoices. The
net amount after deducting trade discount and adding sales tax and packing charges will be

entered in the amount column.

Purchases Returns Book : When goods purchased are defective, damaged or substandard,
will be returned to the supplier. These returns must be entered in a separate book called
purchase returns book or returns outward book. The goods will be returned at cost. The
purchase returns book contains the debit note column in the place of invoice.

Sales Returns Book : Sometimes the goods may be returned by the customers due to various
reasons. They are called sales returns. As the individual customer is returning the goods, his
account will be credited and sales returns or returns inwards account will be debited. The

proforma of Sales returns book is given below.

Sales Returns Book

Date Name of the Customer Credit Note L.F. Details | Amount

No. . Rs.
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6. Bills Receivable Book : When the goods are sold on credit, the trader usually asks the purchaser
to accept a bill. All such bills accepted by the customers and returned to the trader are called

Bills Receivables. The proforma of Bills Receivable Book is given below.

Bills Receivable Book

S.No. |Date of | From whom| Drawer| Acceptor {Where | Date | Termy Due Date| L.F.| Amount
Receipt | Received Payable | of Bill Rs.

7.  Bills Payable : When the trader purchases goods from others, he will accept the bills and
return them to the drawer. All such bills accepted are called as bills payable. The bills payable

proforma is given below.

Bills Payable Book

S.No. |Date of |From whom |Drawer |Acceptor {Where |Date | Term|Due Date | L.F.| Amount
Receipt | Received ' Payable| of Bill Rs.

8. Journal Proper : All the transactions which do not iind place in the above seven subsidiary
books, will be recorded in the Journal Proper. Generally the following transactions are recorded
in this journal praper. (1) Opening entries, (2, Clasing entries, (3) Transfer entries, (4) Adjustment
entries and (6) Miscellaneous entries.

3.5 The Cash Book and its kinds :

Cash is a current asset. All the economic activities of an organization involve the regular flow of
cash.- Cash balance is a very important element of its financial position.

Cash book plays an impartant role in accountancy. Both the cash and credit transactions will
be settled in the form of receipt or payment of cash. All types of cash receipts and payments are
recorded in the cash book. Cash book is divided into two sides, the left hand side records all kinds of
receipts, and the right hand side records all payments. The receipts side is called as debit side and
the payments side is called as credit side. As cash book is in the nature of ledger account it is also
balanced like other ledger accounts.

As per the needs of the organisation Cash book may be of the following types.

1.  Simple Cash Book
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2. Two column cash book
3. Three column cash book
4. A Petty cash book

Simple Cash Book : It is also called as single column cash book. In this only cash transactions are
recorded. The model of the single column cash book is given below.

Cash Book

Date Receipts L.F.| .Amount Date | Payments L.F.{ Amount
Rs. Rs.

3.6 Two Column Cash Book

The cash book in which cash and transactions involving receipts and payments by cheques are
recorded is called two column or double column cash book, In this both cash and bank transactions -
are shown. The Bank Account maintained by the enterprise is a Personal Account. Double Column
Cash book enabies us to keep both the cash and Bank Account side by side:

Example : The two column Cash book of Apollo Hospitals Ltd., is as follows.

Cash Book -
Dr Cr
Date Particulars L.F. | Cash |Bank Date Particulars L.F. | Cash {Bank

2004 | To Kiran & Co. 1200 2004 | By Dinesh 1200
Aug.1 Aug.1 Medicals

Aug.9 | To Scientific Co. 2000

Aug.18} To CashA/c  {C* 2000 } Aug.18 | By BankA/c. | C* | 2000

*C refers to contra entry. Contra refers to opposite side. Contra is an entry in a double entry account
representing the reversal or cancellation of an entry on the other side.

3.7 Three Column Cash Book :

In modern business or service organisation, bank transactions are even more than cash
transactions. So it is advantageous to have bank column in the cash book. In a three column cash
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book there are three columns on each side, one for discount, the other for cash and the third one for
bank transactions. The specimen of the three column cash book is presented below.

Three Column (Cash, Barik and Discount) Cash Book
Dr ' Cr

Date | Receipts | L.F. Discount| CasH Bank| Date Payment |L.F. lDiscount Cash|Bank
particulars allowed | Rs.| Rs. particulars Received| Rs. | Rs.

3.8 The Trial Balance:

The basic principle of Double Entry System is that for every debit there must be corresponding
credit and vice-versa. It means that the totals of the debits must equal to the totals of the credits and
the total of the debit balances must equal to the total of the credit balances. Thus, after balancing the
ledger accounts, a statement is prepared to check whether the total of the debit balances agrees with
the total of the credit balances or not. Such a statement is known as the Trial Balance. The agreement
of the Trial Balance reveals that both the aspects of each transaction have been recorded and that
the books are arithmetically accurate.

3.9 Objectives of preparing a Trial Balance :
The main objectives of preparing a trial balance are as follows:
a) To provide a check on the arithmetic accounts.

b)  To provide a basis for the preparation of final accounts.
¢) To provide a summary of ledger accounts.
d) Detection and Rectification of errors.

2.10 Methods of preparation of Trial Balan_ce H
A trial balance may be prepared by any of the fcliowing two methods.

i) Total Method : Under this method the total of debits and credits of all ledger accounts are
shown in the debit and credit side of the trial balance. The trial balance prepared under this
method is known as gross trial balance. -

ii) Balance Method : As per this method all the balances of ledger accounts will be shown against
the debit or credit side in the Trial Balance. If an account has no balance then it will not be
shown in the trial balance. This method is more convenient and extensively used.
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The specimen of Trial Balance is presented below.

Trial Balance of Global Hospital Ltd. as on 31.3.2004

S.Na.| Name of the Account Debit Amount Credit Amount
1 Cash 3,00,000
2 Ramesh Medicals 40,000
3 Lab Equipment 2,25,000
4 Wages 25,000 -
5 Purchases 22,000
6 Modern Pharma Litd. 92,000
7 Interest " 10,000
3,57,000 3,57,000

While preparing the trial balance from the given balances of ledger accounts, the following

points should be considered.

a0~

All expenses and losses are debit balances.

All incomes and gains are credit balances.

All assets, drawings and reserve on liabilities are debit balances.

Capital, reserve on assets, reserves created out of profit and other liabilities are credit balances.

Opening stock is a debit balance.

3.11 Types of Errors :

As noted earlier, one of the main objectives of preparing a trial balance is to discover the errors.

However, there may be certain errors in the books of accounts even if the two totals agree.

The errors may be classified into : (1) Errors disclosed by Trial Balance, (2) Errors not disclosed

by Trial Balance.
Errors disclosed by the Trial Balance : The disagreement of trial balance wili disclose the following
errors.

i)

vi)

Posting of wrong amount : If wrong amount is posted in the ledger, the trial balance will not
agree. For example, an amount of Rs. 1240 received from Mahesh Pharma Ltd. was wrongly
posted as 1420. The effect of this error will be that debtors will reduce by Rs. 180.

‘Posting Wrong side : The trial balance would disagree if an amount is posted to the wrong
side of an account.

Duplication in posting : If an amount is posted twice, by mistake in the ledger, the trial balance
shall be affected. ~
Omission to carry a balance from ledger to trial balance : If the balance of an account is not
carried to the trial balance the two sides of the trial balance shall not agree.

Wrong totalling or balancing of ledger accounts : If some error is committed while totalling
or balancing of ledger accounts, the wrong balance shall be carried to the trial balance and it
wilt not agree. - '

Wrong totalling of trial balance :if there is an error in totalling the two sides of the trial balance,
the trial balance does not agree.
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Errors not disclosed by Trial Balance :

The agreement of trial balance isnota conclusive proof as to the absolute accuracy of books of
accounts. Errors may exist even if the trial balance agrees. The following types of errors are not
disclosed by the trial balance.

i) Errors of omission in the books of original entry i.e., jour"al or any of the subsidiary books.

i) Incorrect amount recorded in the books of original entry. !

i)  Posting an item to wrong amount but with correct amount and side.

iv)  Corresponding errors, i.e., when two errors are made in such a manner that they neutralise the
effect of each other. A

v)  Errors of Principle : There may be wrong application of basic accounting principle. But such
errors do not disturb the trial balance.

3.12 Trading Account:
After the preparation of Trial Balance, the next level of work in accounting is called "Final
Accounts". Preparation of Final Accounts involves :

i) the preparation of a Trading Account,
i)  the preparation of a Profit and Loss Account; and
iii) preparation of Balance Sheet

Trading account is prepared to know the gross profit or overall profit during an accounting year.
Gross profit is the difference between sale proceeds of a particular period and the cost of goods
actually sold. Since it means overall profit, no deduction of ‘any sort is made. Trading account
enables the management to make a comparison of gross profit or gross loss of the current year with
that of previous years.

Preparation of Trading Account
Trading Account of G. Medical Services Ltd. for the year ended 31.5.2004

Dr Cr
Particulars ' Rs. | Particulars Rs.
To Opening Stock XXX | By Sales - XXX
To Purchases XXX
To Loss Returns XX XXX ] Loss: Returns XX
To Wages XXX | By Closing Stock XXX
To Local tax XX
To Power XX | By net loss transferred
To Carriage XX | to profitis alc XX
To éross profit transferred
to profit & loss A/c

XXXX XXXX
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Explanation of Debit side items of the Trading Account :

1)  Opening Stock : Itincludes the value of goods brought from the previous year into the current year.

2)  Purchases : This is the value of the goods purchased during the current year.

3) Purchase Returns : This is the value of the goods returned, hence it is deducted from th
purchases. '

4)  Carriage or freight inwards : All charges of bringing purchased goods to the business place.

5)  Marine and factory insurance : Marine insurance is for the safety of the goods imported and
factory insurance is for the safety of the goods manufactured. ’

6) Manufacturing Expenses : All categories of direct experses connected with manufacturing

- should be recorded on the debit side of trading account. For example, lighting, power, fuel etc.

Explanation of Credit side items of the Trading Account : ' h

1)  Sales: It represents the amount realised from the sale of the goods during the year. N

2)  Sales Returns: It represents the value of goods returned by customers. Soitis deducted from
the sales. ,

3)  Closing Stock : Itis the value of the unsold goods at the end of the trading period. It is credited
to the trading account. Closing stock usually does not appear in the trial balance. Closing
stock is valued at the cost price or the market price, whichever is lower.

3.13 Profit and Loss Account :

- The importance of profit and its measurement in accounting leads to the significance of profit
and.loss account. Profit and loss account measures the income generated by the entity. In this
process we should have clear idea of what constitutes revenue and expenses. As we have seen,
profit and loss account is a summary of all accounts relating to revenue and expenses.

Thus, the main objectives of preparing profit and loss account are : i) to find net profit, ii) to
compare current year's income with that of the previous year. A specimen of Profit and Loss Account
is given as under : o

Profit and Loss Account .
for the year ended 31.3.2004

Dr . Cr
‘ Rs. Rs.

To Office Salaries XXX - By Gross profit b/d XXXX
To Rent XX By Interest received XXX
To Printing & Stationary XX By Commission received XXX
To Insurance XX By Discount . XXX
To Pastage and Telephone XX By Rent received , XX
To Bad debts ' XX By Net loss transferred _
To Interest on Capital XX to capital a/c XX
To Discount atlowed XX -
To Depreciation XX
To Sales Commission XX
To Net Profit transferred to

Capital a/c XX

XXXX XXXX
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3.14 Summary:

Journal is a book of original entry where transactions are recorded in the order in which they
occur. After recording the transaction in the journal it is finally posted in the ledger.

The largest number of transactions in every business relate to cash and bank. A cash book
records all cash and bank receipts on one side and all cash and bank payments on the other side.

~ The difference between the amounts shown on both sides is the balance of cash or bank.
. The trial balance is a statement of ledger balances which is prepared to check the arithmetical
accuracy of books of accounts. It provides a basis for the preparation of final accounts.

As the main objective of preparing accounts is to find out the profitability at regular intervals a
trading account and profit and loss accounts are prepared. The purpose of preparing a trading
account is to find out gross profit. The purpose of preparing profit and loss account is to determine
net profit or net loss. Thus, in lesson we have appreciated the subsidiary books, cash book, trial
balance, trading account and profit and loss account in the process of accounting.

3. 15 Technical Terms

Journal : Journal means a day book where in day-to-day busmess transactions are recorded in
chronological order. o

Journal proper : This is used to record all the transactions that cannot be recorded in any of the
subsidiary books. ‘ ‘ R
Cash book : All cash transactions, receipts and payments are recorded in this book.

Trading account : To ascertain the gross profit during the accounting year trading account is prepared.
Carriage or freight inwards : This includes all charges of bnngmg purchased goods i.e., transport,
loading and unloadmg charges.

3.16 Model questions :
1. What are various subsidiary books ? Explain.

2 Explain the advantages of subsidiéry books.
3.  Gtate various types of cash book. '
4

Explain the importance of three column cash book: Give' the proforma of such cash book with
hypothetical figures.

What is a ‘Trading Account' ? What are the advantages of preparing a trading account"
6. What is the object of preparing a profit and loss account ?

o,

3.17 Reference Books :

1.  N.Ramachandran & = - Financial Management & Accounting
K. Ratna Kumari o

2. G.Prasad & V. Chandrasekhar Rao - Accounting for Managers

3. S.P. Jain, K.L. Narang -  Financial Accounting & Analysis

4.  A. Mukherjee, M. Haniff - Modem Accountancy

5.

Siddiqui, S.A., Siddique, A.S. - Manageriai Economics & Financial Analysis
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Lesson-4

BALANCE SHEET - ,
BANK RECONCILIATION STATEMENT

Learning Objectives:

*
*
*

After studying this lesson, you should be able to understand the :

understand and explain the terms used in a balance sheet;

Classify the different assets, liabilities and Capital, appear on a balance sheet;
understand the bank reconciliation statement;

Cantent Structure :

4.1

4.1 Introduction

4.2 Final Accounts

4.3 Balance Sheet

4.4 Construction of Balance Sheet
4.5 Contents of Balance Sheet

4.6 Classification of Assets

4.7 Classification of Liabilities

4.8 Bank Reconciliation Statement

49 Importance of Bank Reconciliation Statement
410 Causes of difference between Cash book and pass book balances
4.11 Procedure for Preparation of Bank Reconciliation Statement

412 Summary

4.13 Technical terms
414 Model Questions
4.15 Reference Books

Introduction :
Every organisation maintains detailed accounts so that its activities are known to the others

and other interested parties. The main objective of this is to find out the profitability and to ascertain
ita financial position. In order to know the profit earned for an accounting year an organisation prepares
Trading and Profit & Loss Account or Income Statement. Balance Sheet is prepared to know the
overall financial position of the organisation.

42

i)
ii)

Final Accounts :
Final accounts are prepared from the Trial Balance. So final accounts includes the preparation of:
Trading and profit and loss account and

Balance Sheet
The final accounts reveals to the management, owners and cther interested parties, a concise

picture of profits and financial position of the business. In addition to management and owners, the
creditors, sharehoiders, employees, banks and other financial institutions, government extensively
use the information contained in the financial statements.
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4.3 Balance Sheet:

As discussed earlier, one of the most important reports or statements to convey the accounting
information is the Balance Sheet. Balance Sheet is concerned with reporting the financial position of
an entity at a particular point of time. Balance sheet is prepared after the trading and profit and loss
accounts have been complied and closed. The liabilities and assets shown in balance sheet reveals
the financial position of the concern. Excess of assets over liabilities represents capital. Such excess
may be taken as an indicator of the financial soundness of a concern. The main characteristics of
balance sheet can be stated as follows :

* Balance Sheet is a statement and not an account.

It is always prepared on a particular date and reveals the position on that date.
The headings of the items contained in balance sheet are liabilities and assets.
The totals of liabilities and assets are always equal.

* oA oA

It shows the financial position of the organisation.

4.4 Construction of Balance Sheet:

It has already been stated that a Balance Sheet contains a list of assets and liabilities which are
grouped and properly classified. The Balance Sheet summarises the incomplete transactions of the
business. The left hand side of the Balance Sheet shows the sources from which cash can be
obtained and the right hand side shows the forms in which cash has been invested. The specimen of
Balance Sheet is as follows. '

A Balance Sheet may be prepared in one of the two forms :
i) Horizontal (Traditional) format and

i)  Vertical format.

Specimen of Balance Sheet
Balance Sheet of Global Hospitals Ltd. as on 31.03.2004

Liabilities Rs. Assets Rs.
Creditors XXX Cash in hand XXX
Bills payable _ XXX Cash at bank XXX
Bank Overdraft XXX Bills Receivable XXX
Loans XXX Debtors XXX
Reserves XXX Stock : XXX
Capital XXX Fumiture XXX
Add: Net profit XXX Lab equipment & tools XXX

v : XXX Land and Buildings - XXX
Less: Drawings ' XXX Trademarks XXX
XXX XXX
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4.5 Contents of Balance Sheet :

A Balance Sheet is a statement of the assets, liabilities and capital of an organisation at a
particular date. Assets and fiabilities are two independent variables and the capital is the dependent
variable. Excess of assets over liabilities represents capital and is indicative of the financial soundness
of the organisation. The balance sheet shows the year end balance in the asset, liability and capital
accounts. - Since it is not feasible to draw up a balance sheet after every transaction, it is prepared at
the end of a specific period, usually, an year. This period is referred to as accounting period or fiscal
year or financial year. The various aspects of assets and liabilities of a balance sheet can be stated
as follows. :

The balance sheet lists assets, liabilities and capital separately. Again the assets and liabilities
are shown into sub-groups and listed in the order of their liquidity. Liquidity implies the length of time
required to convert them into cash. Assets which are likely to be converted into cash in the near
future are grouped as current assets. Similarly liabilities which are due for payment in the short run
are classified as current liabilities. . o

4.6 Classification of Assets :

Assets represents everything a business own and has money value. Assets can be classified
into two categories, Current Assets and Fixed Assets. The various items of these two categories are
explained below. '

Current Assets : Current Assets are assets which will normally be converted into cash within a year
or within the operating cycle. The difference between fixed assets and current assets is mainly based
on time. The various items of current assets are explained below. '

Cash : Cash is usually taken to include currency, cheques or any other document that circulates as
cash. Cash is considered as current asset because it is available for a firm's day-to-day operations.
Most of these funds are usually on deposit with the banker. ‘

Temporary investments : These are easily marketable securities and are generally converted into
cash within the accounting period. The temporarily idle cash in the organisation would be invested
somewhere to get some return. These investments may include shares, debentures and government
securities. Investments are valued in the at cost or current market value, whichever is lower.

/.ASundry Debtors : The amounts due from persons is considered as this current asset. It is also

 known as Accounts. Receivables. This represents amounts usually arising out of normal commercial
trunsactions. In most situations these accounts are unsecured and have only the personal security of
the customer. It is quite usual that some of these accounts become uncollectible. These collection
losses are called bad debits.

Bills Receivable : These are the acknowledgments of debts. When the amount owed is by a written
acknowledgment, it would appear under the head "Bills Receivabie".

Stock : Stock is the inventory of raw materials, work-in-progress and goods. For a service organisation
like hospital it consists of the entire lab equipment and some accessories used in their services.
Stock is recorded in the balance sheet at its cost or current market value whichever is lower.

Prepaid Expenses : Several times, some of the items of expenses are usually paid in advance such
as rent, taxes, subscriptions and insurance. The reason why these prepayments are included in
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current assets is that these payments meant for the coming accounting year. So all the payments
~ made for the coming period should be treated as current assets for the current accounting year.

Fixed Assets : Fixed assets are tangible and they are purchased for use over a long period of time.
The benefit of these assets are available throughout its useful life. Fixed assets are not acquired for
sale. These are meant to increase the production or services performed by the organisation. Some
examples of fixed assets are : land, buildings, plant & machinery, furniture, motor vehicles, lab
equipment.

In accounting we are concerned with usefut life of the assets. Useful life is the period for which
a fixed asset could be economically used.

Valuation of fixed assets is usually made on the basis of original cost. Since the assets have
limited life the cost will be expiring with the expiration of the life.

The process of providing depreciation for each year will continue. Depreciation represents the
cost of earning the revenue in an accounting period on account of use of fixed assets.

4.7 Classification of Liabilities :

Liabilities are obligatiohs which arise from transactions or other events that have already been
occurred. Liabilities can be classified into : Fixed Liabilities, Current Liabilities and Contingent Liabilities.
They include the following items.

Capital : In the accounting sense, capital is the money contributed by the owner to an organisation to
enable it to function. It is measured by the excess of assets over liabilities. Capital can be brought in
by a person into the business in cash or kind. In accounting parlance, liabilities are of two types :
liability to outsiders and liability to the owner. The liability to outsiders is termed as ‘fliabilities'. The
liability to the owner is called as 'Capital'. :

Creditors : The claims of the suppliers against the organisation activities for the supply of goods on
credit. The amount due to the creditors is current liability.

Bills payable : The claims of the suppliers which is evidenced by a note or some other written
acknowledgment of debt.

Other liabilities : Various other categories of liabilities include outstanding expenses, deferred
income, liability for taxes, bank overdraft and other loans.

Reserves and Surplus : Reserves and surplus or retained earnings arise out of profitable operations.
These are surplus earned by the organisation not distributed as dividends. These are profits decided
to be retained within the business. .

4.8 BANK RECONCILIATION STATEMENT : -

An organisation can open an account with the bank by paying an initial sum of money. An -

amount can be deposited in the form of Cash or Cheque with the help of ‘paying-in-slip' and withdraw
by means of a cheque. The bank acts as a trustee of the customer, it provides a 'Bank Statement’ at
regular intervals, which summarizes payments as well as deposits and other charges. Thus bank

statement is a copy of the customer's account in the Bank's Ledger. In order to know the bank

balance, an organization has to verify the Bank column of the cash book or pass book issued by the
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Bank. At any given time the balance shown in bank column of cash book should be equal to that
shown in the pass book. Bank opens the account of the client as a personal account. When the
amount is deposited in bank, it credits the client's account and when the amount is withdrawn it debits
the client's account.

4.9 Importance of Bank Reconciliation :

Bank Reconciliation is a significant practice in almost all organisations for internal control of
cash inflow and outflow. Both of them must tally as per Cash Book with the Bank Statement with
recongciliation errors and irregularities can be detected. Usually the two functions of bank reconciliation
and recording cash transactions are separated from each other. The need for Bank Reconciliation
Statement arises due to the following :

O o reflect the actual bank balance position.

O  to detect mistake in the Cash Book and in the Pass Book.

U  prevents frauds in recording the banking transactions. -

Q  explains any delay in the collection of cheques.

4.10 Causes of differences between Cash Book and Pass Book balances :

The differences in the balances of Cash Book and Pass Book arise due to - timing, transactions,
and errors. Following are the main reasons for the difference between two balances.

1)  Chequesissued but not presented for payment: When payments are made through cheques
the entries are passed on the credit side of Cash Book. The balance at bank is immediately reduced
on the issue of a cheque. The cheques go to the clients and then they sent them to their banks for
collection when the cheques are sent to outstation creditors, it takes some time to reach them. Then
the creditors will send these cheques to their banks a little late. The bank will debit the client's bank
account only when the cheque reach its branch but the balance in the cash is reduced at the time
when cheques are issued for payment. So this gap between the payment made and actually amount
collected is the cause for the difference in balances shown by cash book and pass book.

2) Cheques deposited but not yet collected : The cheques received are sent to bank for
collection when the cheques are deposited in the bank, the amount is entered on the debit side of
cash book in the bank column and the balance in bank is increased. It takes some time to the bank
to collect the cheques and credit the amount in client's bank account. The entry in cash book is
passed on the assumption that when a cheque is sent to bank it increases the balance in bank on the
same day but bank increases the balance pass book when the cheque is realised from the issuing
party. Hence the difference in balances of cash book and pass book takes place.

3) Bank charges not entered in the cash book : The bank charges some amount from each
customer by way of incidental charges, collection charges and debits his account from time to time.
This reduces the bank balance of the customer's account. But the customer learns about these
charges only when he receives the Bank Statement or Pass Book. Until then, the bank balance as
per the Pass Book would be less than the bank balance as per the Cash Book or Bank Account.

4)  Amount directly deposited into bank : Some debtors may deposit the amount due from
them directly into the bank account. The bank will immediately increases the balance in bank account.
But this ir/ormation may reach the party late. This entry will be passed in the cash book only after
receipt of this information zither from the debtor or from the bank. Until then there will be a differ-c2
in the balances shown by the Cash.Book and Pass Book.
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5) Interest credited by Bank not entered In the Cash Book : When the bank allows interest to
a customer, it credits the customer's account and his bank balance would increase. The customer
comes to know about it only at the end of the month and then only he would pass suitable entry. Until
then, the bank balance as per the pass book would be more than the balance as per the Cash Book.

6) Dishonour of Cheque : When acheque is sent to bank for collection it is entered on the debit
side of the cash book. So itincreases the bank balance in cash book. When a cheque s dishonoured
it will not be credited by bank in the client's account. So until this information is received and entry is
passed in cash book, it will show more balance than that shown by pass book.

7) Delay in sending the cheque for collection : A cheque received from the customer may be
entered in cash book but not sent for coliection. Then the bank balance will increase in the cash book
but there will be no entry in pass book since bank has not received the cheque.

8) Standing Order : A customer may give a standing instruction to the bank to make a fixed
payment regularly. The regular payments made by the bank may be monthly, quarterly, annually or at
any convenient interval. Until the organisation receives the bank statement reflecting these payments,
cash book and pass book shows different balances.

9) Wrong Entry: In addition to the above sometimes the wrong entries may cause the difference.
The bank may pass some wrong entry in the pass book. Similarly the organisation may pass some
wrong entry in the cash book.

4.11 Procedure for preparation of Bank Reconciliation Statement :

As stated earlier, a statement prepared to reconcile the balance shown by cash book and pass
book is called as bank reconciliation statement. A reconciliation statement is prepared at regular
intervals by checking the entries in cash book and pass book. ’

A reconciliation statement is prepared at regular intervals by verifying the entries in cash book
and pass book. While preparing bank reconciliation statement the following procedure is to be adopted.

1)  Comparing the entries in the cash book with the entries in the pass book.
2)  The debit side entries of cash book are compared with the credit side entries of the pass book.
3)  The credit side entries of cash book are compared with the debit side entries of pass book.

4) The entries which appear in one book and not in the other are to be considered because these
entries have affected the balances of cash book and pass book.

5)  The reconciliation statement is prepared on a particular date and the balance of either cash
book or pass book is taken to start with.

Started with Cash Book balance :

Balance as per cash book Rs.

Add : All the entries which have decreased the balance
. of cash book or which have increased the baiance

of pass book . XXX
Less - All the entries which have increased the balance

of cash book and which have reduced the pass book XXX
Balance as per pass book XXX
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Thus, if we start with the balance of cash book, the answer will be the balance at pass book.
Likewise when the balance of pass book is taken first then we will find balance at cash book at the
end,

4.12 Summary :

A statement prepared to reconcile the balances shown by cash book and pass book is known
as bank reconciliation statement. Sometimes the balance shown in cash book is different from that
shown by pass book.

. The preparation of Bank Reconciliation Statement is not a part of the double entry book keeping
system. It is just a procedure to prove the Cash Book balance. It is an important mechanism of
internal control of cash inflow and outflow. The main reason for the difference in balances is due to
the no party intimates the other every time a transaction takes place. Disagreement in balances may
also arise owing to mistakes in the Cash Book or Bank Statement.

4.13 Technical terms :

Bank Reconciliation Statement : A statement which contains a complete and satisfactory explanation
of the differences in balances as per the Cash Book and Pass Book.

Standing Order : An instruction tc a bank by a customer to make a fixed payment regularly on stated
days.

Direct Debit : An instruction given to a bank by its customer to allow changes to be made periodically
to the account at the instance of some third party. '
4.14 Model questions

What is a bank reconciliation statement ? Why is it prepared ?
What are the reasons of differences of balances of cash book and pass book ?
Describe the procedure followed for preparing a bank reconciliation statement.

LN

Discuss the advantages of preparing a bank reconciliation statement.

1.14 Reference Books

1. N. Ramachandran & K. Ratnakumari - Financial Management & Accounting
2.  A. Mukherjee & M. Hanif - Modern Accounting

3. Accounting & Financial Management - S.K. Gupta & R. K. Sharma

4.

Siddiqui S.A. & Siddiqui A.S. - Managerial Economics - A Financiat Analysis
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Lesson-5

MATERIALS MANAGEMENT : AN INTRODUCTION
CONCEPTS - ORGANIZING THE MATERIALS

MANAGEMENT

Learning Objectives:

After studying this lesson, you should be able to understand the :

-

Content Structure :

5.1
5.2

53

5.4
5.5
5.6
5.7
5.8
5.9
5.10
5.11
5.12
5.13

5.1 Introduction:

appreciate the need for materials management,
define the scope and objectives of materials management;
design the organization structure for materials management;

identify the leadership qualities on the part of a materials manager

Introduction
Objectives of Materials Management

‘Materials Planning

Materials Cycle and Flow Control System
Materials Budget

Organizations for Materials Management
Restructuring of functional organization
Leadership qualities of a materials manager
Organization Char't for materials management
Summary ’

Technical terms

Model Questions

Reference Books

Materials Management is primarily concerns with the optimum use of materials. Materials
constitute 50 to 90 percent of the cost of the end-product. So naturally management of materials in
the process of production of goods and services occupies an important place. Materials Management
represents that aspect of management activities which deals with the supply of materials, accounting,
storing, issue and movement for optimum utilization of materials.

Effective Materials Management involves materials productivity. In order to achieve this a well ,
coordinated and integrated approach towards various problems involving decision-making with respect !

to materials is required. The primary goal of Materials Management is to obtain materials at the
lowest possible price, with quality and continuous supply. Thus, management of this whole flow of
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materials is more often called Materials Management. Technological changes and proliferation of
new materials are demanding an altogether new information. system.

5.2 Objectives of Materials Management :

One of the basic functions of management is to yield the maximum results, which can be done
by maximizing the productivity. Objectives of the-erganization as a whole can be achieved through
the efficient management of the materials function. Materials Management cannot be viewed in
isolation. It mainly aims at reducing cost and efficient use of the infrastructure and equipment.

Generally, the basic objectives-of the undertaking as a whole are :

i) Maximizing the profits for survival and growth

ii)  Maximizing satisfaction to customers or recipients of the service.

iii)  Technological innovations to overcome resistance to growth and competition.
iv}  Providing good working conditions to employees.

v)  Achieving social objectives.

In the process of achieving the above objectives, the objectives of materials management can
be stated as follows :

i) Maintaining continuity of productive or service operations by supplying an uniform flow of
materials.

i)  Reducing material costs through systematic and scientific techniques.
i) Reducing materials costs through effective inventory control techniques.
iv)  Ensuring quality of product or service at reasonable prices or fee.

v) Ensuring lower departmental costs, higher and better service to customers and maintaining of
"~ ethical practices and standards.

vi)  Establishing good relations and nospitality to the customers.

Modern materials management provides many effective tools and techniques through which
cost can be reduced and the profitability of the organization can be improved.

5.3 Materials Planning :

Materials Planning is one of the important aspects of Materials Management. Materials Planning

is a scientific technique of determining in advance the requirements of raw materials, ancillary parts,

* equipment, etc. as required by the production or service. The basis of materials planning is usually
production or service based.

Requirements of various items of material or equipment are generally determined by master
production or service schedule. Materials budget becomes the tool of control, and within its framework
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short, every operation requiring raising, Iowering-.dr moving an item may be termed as Materials
Handling. '

7.2 Scope and Importance of Materiais Handling :

Materials handling activity is integrated with all types of organisational activities. The problem
of moving materials at a lowest expenditure, time and effort is not restricted some types of organisations.
The techniques and methods of material handling can be applied in any field of activity. Materials
handling in various fields can be as follows :

1)  Manufacturing Sector : In the manufacturing units, the managements are setting up a
coordination committee to think of reducing the handling of materials. In view of growing
competition, material handling is very important aspect in manufacturing units.

2) Transportation Sector : As it comes under the service sector, the movement of materials is
the primary problem. Matsrials are moved from source to the manufacturing units and finished
products from factories to the marketing points. in these industries the handling charges are as
high as 60% of the operating costs.

3) Process Industries : In these, material handling is the supporting function. material handling
problem has to be considered with the layout problem. Hence the layout is drawn by first
drawing the material flow lines.

4) Extractive Industries : In these industries materials handling function is integrated with the
operations involved in extracting the materials. Usually units using these materials are located
nearer to mines to reduce the handling costs.

The imprrtance of materials handling arises from the fact that the cost of handling is 30 to 40%
of the wage bill in many organisations. Sometimes it will be as much as 50 to 60 percent of the
product cost. Thus the imprtance of material handling study is in reducing both the cost and time of
materials handling. ‘

7.3 Materials Handling Principles :
Eventhough the material handiing practices vary from one industry to another industry, some of

the basic principles remain same. They are as follows :

1)  Standardization of equipment : Material handling equipment should be selected in such a
manner as to afford flexibility. The equipment should be capable performing multiple operations.

2)  Least handling cost : Always it is better to keep the handling cost to the minimum, because
handling does not add value to the product or material. .

3) Handling method as per volume : Material handling method is determined by the volume,
regardliess of size, shape and value.

4) Equipment Capacity : The capacity should be carefully examined and never exceeded.
Overloading causes accidents, excessive maintenance and repairs.

5)  Analysis of Operations : Various material handling operations must be analyzed to determine
combination of handling activities. It results in reduction of handling costs.

6) Prepositioning of materials : Materials shouid be moved on a horizontal plane wherever
practiciable. Excessive work can be reduced if the work layout is properly planned.

7) Loading and unioading : Proper attention must be g.ven on loading and unloading, becasue
the major portion of material handling lies in these two.
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7.4 Features of efficient Materials Handling Programme :

As we have noted earlier, the ultimate efficiency of Materials Handling would be judged by the
measure of reduction in handling costs. Thus an efficient Materials Handllng Programme includes :

Elimination of all unnecessary handling

Good planning of materials handling

Reduction in movements of plants by re-layout

Use of the simplest equipment wherever possible
Standardization of handlihng equipment

Full utilization of the handling equipment

Scope for flexibility due to change in products, layouts etc.
Reviewing the Material Handling constantly

* % o o % % % %

At present, the situation is changing to an integrated materials movement and flow-systems
which are being increasingly based on computer use.

7.5 Store Keeping of Materials :

In any organisation all the activities cannot be carried out at one point of time. Storage of
material is an essential process. All the activities involving materials are in day-to-day touch with the
stares. In a majority of organisations materials or equipment constitutes the major fraction of cost.
Material or equipment deterioration and careless handling may lead to reduced profits.

itis very clear that stores in any organisation has a significant role to play. Stores Management
is concerned with carrying the right kind of materials in right quantity, providing it quickly as and when
required and keeping it safe. Thus, the success of >iie organisation, besides other factors, depends
to a large extent on the efficient storage and control of materials.

7.6 Functions and Activities of Storage System :

The main objective hebind the stores function is to render service to the stores.. The major
functions and activities of the stores can be stated as follows.

1)  Recelpt : Receiving and accounting the material, equrpment spares, tools, other items and
check their quality and quantity.

2) Storage : After accepting the materials, provision of right and adaquate storage and preservation
of materials.

3) Retrieval : Storing the material in respective locations, facilitating easy location and optimum
space utilisation.

4) Issue: Properissue of items to the consumer department or sections on the receipt of authorised
purchase requisitions.

5)  Maintenance of Records : To maintain proper records and update receipt and issue of materials.

6) House keeping : Keeping the stores clean and in a systematic manner thereby the handling,
stocking, receipt and issue can be done satisfactorily.

7) Control : Stores management is also concemed with watching the discrepancies, abnormal -
consumptions, accumulation of stocks.
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8)

7.7

Coordination : To coordinate and cooperate with other departments such as purchasing,
manufacturing, production planning and control, inspection etc.

Stores Organisation :
The centralization and decentralization of stores function is basically depends on the size of the

organisation. Although centralization helps to ensure economy, better control, it creates some difficulties
in providing service to various sections situated in different Iocatlons

1)

2)

Generally two types of organisation are apphed in stores.

Materials function : As per this, the organisatin of stores is considered to be a materials
function and is clubbed with the purchasing or materials management department.

This kind of arrangement is relevant - i) As the activities of stores are material oriented, it
should report to a department, whose primary mterests lie in teh aterials and related operations;
ii) From the total control point of view, the receiving and stores activities should be included in
the rest of materials / equipment activities.

Production function : According to this, the stores organization is clubbed with the production
department. The main reasons for this arrangement are : i) in order to run the production or
service operation smoothly there must be control over the immediate material supply from
stores. ii) in order to avoid any kind of collision of materials / equipment, the receiving and
storing should be kept separate from the purchase department.

The objectives of the storekeepmg and management are - store and manage the materials,

making available to goods according to the needs, efﬂcuent supply of materials and equipment and to
perform stores functions at minimum cost.

in stores management, both the centralised and decentralised organisations of stores are

practised. Advantages of Centralised Stores Organisation -

Effective and better supervision and control

Less related costs through reduced personnel requirement.
Better inventory checks -

Maintenance of optimum stores

Provision of better security arrangements

Advantages of decentralised stores organization :

i)
i)

i)

7.8 Stores Location :

Reduced material handling and associated work
Convenient for every section or department to draw equipment or material
Less chances of production stoppages due to easy and prompt avallablllty of materials.

'
i

Stores location should be carefully decided and planned 50 as to ensure maximum effnmency

So the location of stores is a strategic decision, which once taken cannot be altered easily. The
optimal location of stores minimises the transportation, handling and other costs and provides the
protection for stores items.
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The location of stores depends upon the nature and value of the items to be stored and the
frequency with which the items are received and issued to the different departments. Factors
determining the location of stores :

i) Nature and value of the items to be stored

i)  Number and location of users

i)  type and volume of goods to be handled

iv)  inprocess stores near to subsequent operation

v)  tools and supplies stores is located centrally to the personnel and equipment served
vi)  should be done with a futuristic outiook.

In big organisations it is not possible to locate the stores near to all the departments usually a
central stores is located and the issues are decentralised by setting the substores.

7.9 Stores Layout and Design :

The efficient layout and design of stores is very important as the overall functioning of the
arganisation depends on it. The planning and designing of stores should be carried out with the
following objectives :

i) To achieve ease of operation with ready accessibility of equipment or materials.
ii)  To achieve maximum utilization of space and flexibility of arrangement
iii)  Minimization of material handling requirements.

Factors in planning the layout and design : In order to achieve the objectives specified above, the
following factors should be taken into consideration while planning the layout and design of the
stores.

i) The space for receipt and inspection should be adjacent to the main stores;

ii)  Different storage facilities should situated in clearly defined lanes, so that items are quickly
stored and located. -

i)  Clear markings should be made at storage space to facilitate location and identification.

iv)  The fast moving items should be store near the dispensing window; the slow moving should be
away from the window. '

v)  The layout should be suitable for the use of modern material handling equipment.

vi)  Stores layout should encourage the FIFO (First In First Out), i.e., the old stock should be used
earlier. ’

vii) .Sufficient space should be left for expansion purposes in each portion.

viii) Hygienic environment must be provided within the store room.

ix)  Adequate and clear lighting arrangements should be provided.

X)  Adequate safety provisions i.e., fire fighting equipment, alarms, accident prevention methods
should be inbuilt in the store room design.

xi)  Special facilties, such as cold room heating equipment, air-conditioning etc., if required should
be carefully planned in advance.
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7.10 Storage and Handling equipment :

The. different types of equipment used in a stores department can be classified as - storing
equipment and material handling equipment. The equipment should be selected very carefully for
the successful operation of a stores room. Rapid changes have been taking place in the material
storage and handling equipment due to the advancement of technology.

Commonly used Storing equipment :
i) Plattorms

iiy  Pallets and skids

iii) Cabinets

iv)  Stacking boxes

v)  Special storage racks

vi)  Gravity feed racks

vii) Open and closed shelves

viii) Bins
ix) Trays
x)  Drums
xi) Barrels

The selection of the equipment shall be determined by the size, shape, extent of preservation
required and other physical characteristics. At the same time the selection of material for various
types of equipment should be done very carefully.

Common type of material handling equipment : As we have identified earlier, many factors like
layout, processes, nature of equipment influences the material handling system. Theretfore, an
integrated approach will have to be taken in the case of material handling.

“The common type of material handling equipment used in stores are as follows :

i) Trolleys
i)  Fork-lift truck
iii)  Hoists

iv)  Belt conveyor
v)  Roller conveyor
vi) Crane

7.11 Stores Systems and Procedures :

In the stores management there are three broad areas. They are receipt, storage and issue of
material or equipment. At every stage a great deal of information is required for checking, controlling
and feedback purposes. Well designed stores systems and procedures are needed for effective
store keeping and warehousing management. The three main areas of stores systems and procedures
are briefly explained below.

1)  Receipt System : This can be divided into receipts from outside suppliers and receipts from
internal divisions. When a purchase order is placed, a ~opy is sent to the stores, indicating
quantity and deliver date. Suppliers, once they despatch the goods, normally send an advice
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note to the stores. In the third stage the document prepared by the transport carrier. Thus‘ the
documents, namely, purchase order, suppliers' advice document and the consignment note,
enable the Stores Manager to speedy clearance of the material and minimize cost.

2)  Storing Practices : Stocking function follows at the end of receipt. It involves activities like
sorting out materials and storing them in their locations. This process is very crucial in
warehouses where thousands of parts are stocked for meeting needs.

3)  Issue Control : In the final stage of stores management, issue control takes place. Issues can
be made to consuming departments or to outside suppliers.

Good stores system can greatly assist the store manager to maintain accurate reports, detection
of discrepancies.

7.12 Standardisation, Codification and Variety Reduction :

Organisations deal with a large number of materials with varying degree of characteristics in
terms of size, shape, sources of supply, modes of handling etc.

Classification, Codification, standardisation and variety reduction are the important aspects of
stores management.

1)  Codification : When there are large number of items handled by an organisation, there must
be some means of identifying the items accurately, uniquely and adequately. Codification is the
process of representing each item by a group of numbers and alphabets indicating the group,
the subgroup, the type and dimension of the item. Many organisations in the private and public
sectors, have their own system of codification.

The main objectives of Codification are : Accurate Identification prevention of
Duplication, Efficient Purchasing, Efficient Recording and Accounting, Easy locating and
inspection, and Easy Computerisation.

2)  Standardization and Variety Reduction : Standardization is the process of grouping of items
to conform to widely acceptable representative features and characteristics. Variety Reduction
is the process of reducing a large variety of tems with close characteristics to fewer items
through standardization. Thus the process of standardization logically leads to simplification or
variety reduction.

The main advantages of standardization are : reducing inventory items, evolving better
means of communication, further inventory analysis, quality control and creating confidence in
the international market.

7.13 Automated Stores Management :

in the past few decades significant developments have taken place in the area of stores
management. With the rapid developments in the technology automated storage and retrieval system
has been inviting the attention of professionals. Some of the systems to improve the efficiency of
automated storage systems are - sequencing in an optimal way, allowing a single operator to perform
all storage and order picking operations, storing items in pairs, locating items from the rack as per the
structure and importance of orders.
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7.14 Summary :

An effective material handling system depends upon tailoring the layout and equipments t0 suit
specific requirements. The storage system forms the key component of any materials management
system. The efficient planning and design of the store system is very much important for the efficient
and smooth operation of any organization. Efforts should be made to incorporate the latest
developments in the area of stores management so as to enable minimum blockage of capital.

In this lesson we have identified that effective storage of goods is vital to the success of any
organization. The need of a proper identification, receipt and storage system has been highlighted.
The aspects of codification, standardization and variety reduction have been discussed.

7.15 Technical terms :
Storage System : The manner in which goods are physically stored.

Receipt System : The procedure to monitor the receipt of goods in store with indications of the
conditions of goods.

Codification : Condensing the long information with the help of few digits comprising alphabets and
numbers.

Variety Reduction : Process of reducing a large variety of items with close characteristics to fewer
items. )

7.16 Model questions .

Discuss the major functions of stores in an organisation.

What are the advantages and disadvantages of éentraliséd store room facilities ?
Why materials handling function is considered as an important function ? Explain.
Explain the factors to be considered while selecting a material handling equipment.
What are the reasons for classification, codification and standardisation of materials ?
How would you choose the best location for a new store ?

What are the objectives of good store room layout ? Explain.

N o o e

7.17 Reference Books

1.  Gopalakrishnan, P. - Materials Manégement - An Integrated
and Sunderasan, M. Approach
A K. Dutta - Materials Management
IGNOU - MS-5 Management of Machines and Materials
P. Rama Murthy ' - Production and Operations Management
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Lesson - 8

MATERIALS RECORDS MANAGEMENT

Learning Objectives:

After studying this lesson, you should be able to :

* % o %

understand the various records of materials;
know the system of stores management;
become familiar with different kinds of documents used in stores;

aware of the importance of material records and the latest developments.

Content Structure :

8.1
8.2
8.3
8.4
8.5
8.6
8.7
8.8
8.9
8.10
8.1
8.12
8.13
8.14
8.15

Introduction to Materials Records Management
Material Records

Bin Cards

Stores Ledger

Stock Identification Card

Materials Received Note

Materials Requisition Slip

Materials Returns Slip

Materials Transfer Note

Bill of Materials

Material Abstract or Material Issue Analysis Sheet
Summary

Technical terms

Model Questions

Reference Books

8.1 Introduction to Materials Records Management :

In the fast developing economy like india, materials manager has a tremendous challenge
and responsibility. Any significant contribution made by the materials manager in reducing
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materials cost will go a long way in improving the proﬂtabmty and the return on investment. In
order to achieve the real goals of material management an integrated approach is necessary.

Material records management is primarily based on proper materials accounting. The
primary basis for materials accounting is cost. Stores accounting is important from the point
of view of estimating the cost of the product for pricing decisions. The costing of materials or
equipment has to be done both for the materials consumed in the production and estimating
the value of materials held in stock.

Materials are recorded on a continuous basis and there is no prescribed procedure
which can be used in the determination of materials or equipment cost for accounting purposes.
In order to know the money value of materials on hand at a particular point of time, the
quantity and value of those materials must be known.

8.2 Material Records :

Material or Stores Record Management is an essential process in the overall materials
management.

The records which are usually kept in the process of materials records management
can be as follows:

Bin Carc

Stores Ledger

Stock Identiﬁcation Card
Materials Received Note
Materials Requisition Slip
Materials Return Slip
Materials Transfer Note

Bill of Materials

% % ¥ ¥+ % ¥ » %

‘Material Abstract

Development of appropriate recording system for stores or materials is important to
provide right information regarding the physical inventory. Following are the significant aspects
of the materials records management.
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8.3 Bin Cards :

For each kind of material, a separate record is kept on Bin Card which shows details of
quantities of each type of materiai received, issued and on hand each day. The storekeeper
maintains the Bin Cards up-to-date and usually in duplicate. The card also shows maximum,
minimum and re-order levels. One card is attached to each bin on shelf containing the
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material and record remains with the store-keeper for reference.

The purpose for which bin cards kept and the specimen bin card are as follows:

*  To know the exact position of materials.

*  Information of stock levels and the quantity balance on hand is immediately known.

* It' serves as a check on stock ledger and helps physical verification of stores.

Stores Ledger Folio:

BIN CARD
Code No: " Bin No:
Description: Max. Level:
Min. Level:

Re-order Level:

Receipt

Issue

Balance

Date | GRM No.

Date

MRS. No.

Qty.

Qty.
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Double bin System : Some organizations divide the bin or rack into two parts. The smaller
part to store the quantity equal to the minimum quantity and the other part to store the
remaining quantity. The material or equipment from the smaller part is not issued so long as

the quantity is available in the other part this system helps in effective stores control.

8.4 Stores Ledger:

The stores ledger is similar to the bin card except that receipts, issues and balances
are shown along with their money values. The stores ledger may be maintained by a separate
material accounting department. The entries relating to the material ordered, received and
issued are made from the purchase order, receiving section report and the material requisitions

respectively. The stores ledger provides the following information as against bin cards.

1)
2)
3)
4)

Supplier's name and address

Quantity ordered each time and Invoice number and Price

Expected delivery with due date and

Stock levels.

A specimen of the stores ledger is given below:

STORES LEDGER
Description Max.Stock
Min.Stock
Code No. Re-order Level
Bin No. Normal Order_
RECEIVED o ISSUED AU B
Date SSN Supplier| Qty.| Rate | Price Dag‘MNZS ToWhom Qty| Rate Prioelg Remarks
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8.5 Stock Ildentification Card :

The stock identification cards are kept in the stores against each bin or rack where
stocks are actually kept in order to identify the materials or equipment. Usually they possess
the following information.

1)  Material Code No. and Full Description
2) Respective Stores Ledger Folio and Bin Card Number.

A specimen of the stock identification card is given below,

STOCK IDENTIFICATION CARD

Code No. Name

Descriptiori and Specification

Stores Ledger Folio No.

8.6 Materials Received Note :

After proper verification and approval by the inspection authority, the materials are
passed on to the stores. Then the materials and supplies are taken into stock through a
document known as Materials Received Note or Goods Received Note. This record of
materials is prepared by the receiving department and relevant information would be taken
from the party's invoices. The usual process in this regard can be as follows.

1) Sent to Inspection Department for approval.
2)  When approved, it is passed to the appropriate authority for checking.
3) Sent to Accounts Department for recording of materials.

A specimen Materials Received Note is given below. -
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' MATERIALS RECEIVED NOTE
Date
No.
Received at : . | On
' | Delivery Point - | Date Received
From
~ Name of Supplier
Address
Code No : Description
» 7.
Quantity received , “Condition
Purchase Order No. _ Date
Received by | Checked by
Signature . Signature
Approved by
. Signature

8.7 Materials Requisition Slip:

~ Issue of materials or equipment is always based on the materials requisition siip. The
-quantity is required to be filled by the department or section submitting this to the stores
department. While receiving the materials requisition slip, the stores department must take
care on the following aspects : (1) Signature of the authorized person on the Materials
Requisition Slip, (2) Code number and description of the material, (3) Quantity to the checked
by the receiving centre. A specimen materials requisition slip is given below.
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MATERIALS REQUISITION SLIP

Required for

Copy to Prod (or) Service / Stores / Accounts

No.

Date

Code | Description Qty. Qty. Rate | Amount | Remarks
No. Required Issued

Required by Received by Issued by

(Signature) (Signature) (Signature)

8.8 Materials Returns Slip :

@
When materials are not required by the production or service department, they are
returned to the stores with an authorization called Materials Returned Note. Then the stores
and stock records are adjusted. The usual proforma of the material returned note is as

folicws.

MATERIALS RETURNED NOTE

Returned to No.
Date
From _
Code | Description Qty. Rate Amount | Remarks
No. - :
| Returned by Received by Accounts

(Signature) (Signature) (Signature)
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8.9 Materials Transfer Note :

Sometimes materials or supplies are transferred from one department to another or
from one job to another. In such a situation, a Materials Transfer Note is prepared and sent
to the store accounts department for adequate recording of materials A specimen material
transfer note is given below. ' '

MATERIALS TRANSFER NOTE

No.

Date
From _.. To
Code Description Qty. Rate - Amouﬁt Remarks
No. Transferred
‘Transferred by Received by ‘ Stores / Accounts
(Signature) (Signature) - (Siéhafure)

8.10 Bill of Materials :

A bill of materials gives a complete list of all materials required with quantities for a
particular job order or process. All materials or equipment required for a particular job are
listed in a single document. This bill serves the purpose of material requisition. It also serves
the purpose of an indent for the purpose of materials required for a particular job. The use of
a bill of materials saves time by avoiding the need for preparation of separate requisitions for
different materials.
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A specimen form of bill of materials is as follows.

BILL OF MATERIALS
Job No. No.
Department Authorized Date
Serial | Description of | Stores Quantity [Quantity | Rate [Amount| Remarks
No. Materials  |Code No. [Received [Required
Drawing Officer ‘ Priced by
Received by Stores Ledger Folios

Store Keeper

8.11 Material Abstract or Material Issue Analysis Sheet :

Periodically an analysis of various requisitions; materials returned notes and material
transfer notes should be prepared in the form of statement. It shows ata glance the value of
material consumed.

The material abstract serves a very useful purpose, as it shows the amount of materials
to be debited to the various jobs. The ruling of the abstract is given as under.
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MATERIAL ABSTRACT
- Week Ending
Material Amount "~ Job Nos Total Overheads
Requisition or Rs. ) for (Indirect
Transfer Note 112 |3 |4 | Jobs Materials
or Returned Note Changed)

Rs.

Total

8.12 Summary :

Materials records management is primarily based on proper materials accounting. In this process
the costing of material or equipment has to be done both for the materials consumed in the production
or service and estimating the value of materials held in stock. Development of appropriate recording
system is essential to provide right information regarding the physical inventory.

The major functions of the stores are receipt, storage, issue, maintain proper records,
housekeeping, surplus management, verification and coordination. An important consideration in
organizational design is the centralization Vs decentralization. Both the centralized and decentralized
organizations of stores are practiced.

Significant developments have taken place in the area of materials records management inthe
past few decades. The concept of totally automated storage and retrieval system has been inviting
the attention of professionals to match the storage system with the rapid developments in the
technology.

The storage system forms the key component of any materials management system. Efforts
should be made to incorporate the latest developments in the area of the materials records
management. -

in this lesson we have identified the need for proper identification and maintenance of materials
records.
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8.13 Technical terms :

Storage System : The manner in which goods are physically stored. -

Store Accounting System : Collection of relevant data for estimating the cost of the product for
pricing decisions.

Bill of Materials : A list of all items incorporated into a product or service of the organization.

Store Records System : Appropriate recording system for stores to provide right information regarding
the physical inventory. ‘

Stock Identification Card : The cards kept in the stores against each bin or rack in order to idéntify
the material or equipment. ' '

8.14 Model questions

1. Discuss the signiﬁcant' material or stores records in an organization.
2. Explain the bin card and stores ledger of material records.
3. Explain the documents Materials Received Note and materials Requisition Slip.

4.  Explain in brief the computerization of records management.

8.15 Reference Books

1. Gopalakrishnan, P. - Materials Management - An Integrated
and Sunderasan, M. Approach
2. AK Dutta - Materials Management - Procedures, Text and
Cases )
3. IGNOU - MS-5 Management of Machines and Materials
4. P.C.Sharma - Materials Management
5. MM. Verma . - Essentials of Store Keeping and Purchasing
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