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*% detected as AI
AI detection includes the possibility of false positives. Although some text in 
this submission is likely AI generated, scores below the 20% threshold are not 
surfaced because they have a higher likelihood of false positives.

Caution: Review required.

It is essential to understand the limitations of AI detection before making decisions 
about a student’s work. We encourage you to learn more about Turnitin’s AI detection 
capabilities before using the tool.

Disclaimer
Our AI writing assessment is designed to help educators identify text that might be prepared by a generative AI tool. Our AI writing assessment may not always be accurate (i.e., our AI models 
may produce either false positive results or false negative results), so it should not be used as the sole basis for adverse actions against a student. It takes further scrutiny and human 
judgment in conjunction with an organization's application of its specific academic policies to determine whether any academic misconduct has occurred.

Frequently Asked Questions

How should I interpret Turnitin's AI writing percentage and false positives?
The percentage shown in the AI writing report is the amount of qualifying text within the submission that Turnitin’s AI writing 
detection model determines was either likely AI-generated text from a large-language model or likely AI-generated text that was 
likely revised using an AI paraphrase tool or word spinner.
 
False positives (incorrectly flagging human-written text as AI-generated) are a possibility in AI models.
 
AI detection scores under 20%, which we do not surface in new reports, have a higher likelihood of false positives. To reduce the 
likelihood of misinterpretation, no score or highlights are attributed and are indicated with an asterisk in the report (*%).
 
The AI writing percentage should not be the sole basis to determine whether misconduct has occurred. The reviewer/instructor 
should use the percentage as a means to start a formative conversation with their student and/or use it to examine the submitted 
assignment in accordance with their school's policies.

What does 'qualifying text' mean?
Our model only processes qualifying text in the form of long-form writing. Long-form writing means individual sentences contained in paragraphs that make up a 
longer piece of written work, such as an essay, a dissertation, or an article, etc. Qualifying text that has been determined to be likely AI-generated will be 
highlighted in cyan in the submission, and likely AI-generated and then likely AI-paraphrased will be highlighted purple.
 
Non-qualifying text, such as bullet points, annotated bibliographies, etc., will not be processed and can create disparity between the submission highlights and the 
percentage shown.
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Unit 1: AccounƟng & Finance 101: The FoundaƟon (Part I – Why and What of AccounƟng & 
Finance) 

 

Learning ObjecƟves  

1. Understand the purpose and scope of accounƟng and finance in business. 

2. Recognize the role of accounƟng in decision-making and control. 

3. IdenƟfy the key users of financial informaƟon and their needs. 

4. Explain the importance of financial literacy for managers and entrepreneurs. 

5. DifferenƟate between accounƟng and finance as disciplines. 

6. Appreciate the role of accounƟng & finance in business sustainability and growth. 

7. Develop a foundaƟonal mindset for applying accounƟng principles in real-world 
contexts. 

 

Content  

1.0 Introductory caselet 

1.1  IntroducƟon to AccounƟng & Finance 

1.2  Why AccounƟng? 

1.3  AccounƟng vs Finance 

1.4  Basic AccounƟng Terms 

1.5  Summary 

1.6  Key Terms 

1.7  DescripƟve QuesƟons 

1.8  References 

1.9  Case Study 
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1.0 Introductory caselet 

Anita, a young entrepreneur who has just stepped into the Indian apparel industry with 
TrendEdge. The venture soon began to get good orders through the social media promoƟons 
and word-of-mouth. As sales soared, Anita discovered that she oŌen found it difficult to 
reconcile cash income, payments made to suppliers or monthly expenses. 

At the outset, she kept track of all this on a simple spreadsheet, but as transacƟons piled 
up, errors and missed payments were rouƟne. She already saw that while her store was 
making sales, she had no idea if it was profitable or what she owes and would need to 
generate in the future. 

Then one day, when a supplier refused to send in fabric unƟl her old dues were cleared, 
Anita was struck by the cash crunch. It leŌ her wondering — was the business truly 
expanding, or merely running around in circles without a respectable financial hand at the 
helm? 

Anita – AŌer aƩending a brief course on some of the AccounƟng & Financial Basics, Learned 
that maintaining records in order and then analyzing them was preƩy important. She 
learned that accounƟng is not just logging transacƟons, but generaƟng informaƟon useful 
for decision-making, and finance is about managing money for future growth. 

Prepared with this knowledge, Anita determined to start using accounƟng soŌware, keep 
financial accounts and talk to a finance adviser. In a few months, TrendEdge not only 
managed to raƟonalise payments and collecƟons but also received a small investor since 
they could produce transparent financials. 

CriƟcal Thinking QuesƟon: 

(ii) Why is it important for Anita to adopt standard procedures in accounƟng and finances?) 
What will the risks be if she keeps doing things the same way? 

1.1 The Nature of AccounƟng and Finance 

1.1 MEANING AND DEFINITION OF ACCOUNTING 

AccounƟng AccounƟng is the organized way in which a business records its financial 
transacƟons including purchases of inventory, sales and refunds to customers. It offers an 
organized format for recording income, expenses, assets, liabiliƟes and equity. The main 
goal of accounƟng is to give a clear picture of the financial condiƟon, or posiƟon, of a firm 
and to provide an accurate representaƟon of the financial results (earnings) for a parƟcular 
period of Ɵme. 

DefiniƟons: 
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• The American InsƟtute of CerƟfied Public Accountants (AICPA) has described accounƟng as 
“the art of recording, classifying and summarizing in a significant manner and in terms of 
money, transacƟons and events which are, in part at least, of a financial character, and 
interpreƟng the results thereof.” 

AccounƟng is essenƟally the “language of business” that is used to communicate financial 
informaƟon to people for making decisions. 

1.1.2 Meaning, DefiniƟon, and Importance of Finance in Business 

Finance, on the other hand, is defined as the scope of management of money and credit so 
that an individual or a company can conduct their business more profitably. Such acƟviƟes 
include budgeƟng, saving, borrowing or lending money and invesƟng of these funds in 
financial assets. Finance is frequently described by academics as an art as well as a science: 
art, due to the requirement for judgment, creaƟvity and experience to deal with uncertain 
situaƟons; and science because it has disƟcnt theories, principles anaualitaƟve techniques 
on which it relies. Finance itself can be divided into three sub-categories: personal finance, 
corporate finance, and public finance, which serve the needs of an individual, company or 
government. 

Especially in business environment finance is excessively important to ensure that funds are 
well uƟlized and mobilized to achieve organizaƟonal goals. Closely related to finance is 
accounƟng, the methodical recording, classificaƟon and reporƟng of financial transacƟons. 
AccounƟng is the language of business and communicates perƟnent informaƟon through 
transacƟonal record keeping, asset valuaƟon, liability tracking, and profitability. And finance, 
in turn, leverages such data to assess performance, steer risks, predict upcoming 
requirements and take strategic decisions like investment into a new market growth market 
or concentrate cost. 

The role of accounƟng and finance in business is paramount. They are fundamental building 
blocks for decision-making at the firm level and allow management to esƟmate budgets, 
allocate resources, and analyze profitability in a sound manner. They also create the 
confidence of investors or creditors and other stakeholders through transparency and 
accountability. Furthermore, strong financial management helps achieve long-term viability: 
it balances short-term operaƟonal needs with long term growth plans. In the absence of 
proper accounƟng and financial management firms are vulnerable to inefficiency, 
mismanagement, and losses that might cost them their number one posiƟon in business. 
Hence, finance and accounƟng integraƟon has posiƟve effects on firms’ performance by 
ensuring sustainability in a volaƟle environment. 

1.2 Role and Importance of AccounƟng and Finance in Business 

Accountancy and finance act as the spinal cord of any corporaƟon. They’re more than “the 
guys who keep the books” — they are the analyƟcal and strategic cornerstone behind 
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everything that happens in operaƟons, from measuring performance to planning for 
expansion; from ensuring compliance to driving innovaƟon. Their funcƟons are interrelated 
but disƟnct: 

• AccounƟng: The process of recording, classifying, summarizing and reporƟng financial 
transacƟons. 

• Finance involves the translaƟon of this data to decide how resources are allocated, 
invested, risk-managed and value-created. 

Combined, they allow businesses to operate effecƟvely, meet stakeholder demands and 
negoƟate challenging economic condiƟons. 

Figure 1.1 

 

 

1.2.1 Performance Measurement and Financial Analysis 

Why It MaƩers: 

Measurement is the cornerstone of business performance There are three things no one in 
business can ever know enough about: Whether their goals are being achieved, whether or 
not they’re making money and how well off financially they are now as well as in the future. 

AccounƟng’s Role: 
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AccounƟng produces core financial statements: 

• Income Statement: (Profit and Loss Account):Shows revenues, expenses and profit for a 
parƟcular period. 

• Balance Sheet: Reflects the financial posiƟon at a point in Ɵme — liabiliƟes, assets and 
equity. 

• Cash Flow Statement: Illustrated how cash flows into and out of the business — 
operaƟons, invesƟng, financing. 

Example: 

A manager examining a decrease in quarterly profits might turn to the income statement to 
pinpoint cost overruns and then read the balance sheet to see if he has been managing or 
wasƟng his assets. 

Insight: Without solid accounƟng, we won't manage performance well and the strategic 
decisions we make will be guesswork. 

1.2.2 Managerial Decision-Making and Strategic Planning 

Why It MaƩers: 

Managers make decisions every day, in the short term and the long term, that shape the 
future of a business — what to produce, how much money to invest, whether to enter a new 
market and so on. These decisions need to be data-driven. 

Finance’s Role: 

AccounƟng interprets the data generated in it for its use through: 1. 

• BudgeƟng and forecasƟng 

• Pricing decisions 

• Make-or-buy decisions 

• Investment appraisal (eg NPV, IRR) • Capital investment appraisals such as NPV and / or 
IRR. 

Example: 

A manufacturing company choosing between automaƟng producƟon and employing more 
labor would factor in cost-benefit analysis, break-even points and ROI projecƟons — all 
financial objects. 

Insighƞul Report: Knowledge based financial decisions add value by enhancing resource 
opƟmisaƟon, prevenƟng expensive errors and assisƟng sustainable business planning. 

1.2.3 Legal Compliance and Regulatory ReporƟng 
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Why It MaƩers: 

Businesses are subject to different laws and regulaƟons like tax, corporate reporƟng and 
audiƟng requirements. Those who fail to comply face fines, penalƟes or criminal charges. 

AccounƟng’s Role: 

AccounƟng ensures compliance with: 

• Legal and taxaƟon laws (e.g. income tax, GST/VAT) 

• Statutory audits and financial disclosures 

• Corporate laws and regulatory requirements (e.g.,SEBI in India,SEC in USA) 

Enterprises also need to comply with established accounƟng standards: 

• GAAP (Generally Accepted AccounƟng Principles) 

• IFRS (InternaƟonal Financial ReporƟng Standards) 

Example: 

There are public companies that report their financials quarterly. Those need to be audited 
by external accountants, and must be accurate and meet legal criteria. 

Big Idea No. 1: As a discipline, accounƟng helps keep businesses within the bounds of what 
is legal and rewards stakeholders (investors, creditors and the public). 

1.2.4 Building Investor Confidence and Raising Capital 

Why It MaƩers: 

Next up, a business can only garner investors or loans or be floated on public markets to the 
extent that it looks bijou and earnest in its financial conduct. 

Finance and AccounƟng’s Role: 

• Providing clear, audited financial statements 

• Compiling investment reports, earnings esƟmates and disclosures 

• Strong internal controls and governance pracƟces 

Example: 

For startups seeking venture capital, this means showing very specific five-year financial 
projecƟons; for public companies, it requires gaining the confidence of investors by 
providing regular and honest reports. 

Investors invest in businesses that are fiscally responsible, open and strategic. 

1.2.5 Cash Flow Management and Liquidity Planning 
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Why It MaƩers: 

Even the most successful companies fail if they run out of cash. More oŌen than not, the 
availability of money required to meet commitments is more important than profit. 

Finance’s Role: 

• ForecasƟng inflows and ouƞlows 

• Then how are we going to manage credit terms, inventory and payment cycles? 

• Key tool to evaluate: cash budgets, liquidity raƟos and working capital analysis. 

Example: 

Such a retailer may need to Ɵme its cash reserve accumulaƟon prior to the holiday shopping 
season, when accounts payable (due to suppliers) have been due while sales revenue from 
customers peaks. 

Insight: Withdrawing money from the business to pay expenses is very important and helps 
you avoid bankruptcy by paying employees, suppliers, lenders etc. 

1.2.6 Risk Management and Financial Control 

Why It MaƩers: 

Businesses are subject to different types of risk: market risk, credit risk, operaƟonal and 
strategic risk. The accountants and the financial systems are essenƟal for us in terms of 
linking them up together and working out how to measure them. 

Finance’s Role: 

• Performing risk and sensiƟvity analyses 

• Hedging with tools (e.g., futures, opƟons) 

• Keeping track of debt levels, the interest rate and currency calculaƟon. 

Example: 

For example, an exporter can protect itself from currency risk by fixing exchange rates with 
the use of forward contracts. 

Big Idea: Risk management promotes financial stability, guards against shocks and supports 
long-term existence. 

1.2.7 SupporƟng Strategic Growth and InnovaƟon 

Why It MaƩers: 

Growth can be high investment and low yield—whether in expansion, acquisiƟons or 
innovaƟon. 
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AccounƟng and Finance’s Role: 

• EvaluaƟng new projects’ financial feasibility 

• ROI, Payback EsƟmaƟonsAssessment of return on investment (ROI) and pay back period 

• Cost structures R&D-intensive industries 

• Helping to evaluate debt versus equity financing decisions 

Example: 

A tech company introducing a new product line needs to be able to assess development 
costs, potenƟal market size, pricing strategy and compeƟƟve posiƟoning — all with the help 
of financial modeling. 

Key Insight: AccounƟng and finance enable innovaƟon to be strategically feasible and 
financially viable. 

“AcƟvity” 

 

Form small groups and list five everyday business transacƟons (e.g., purchasing goods, 
paying rent, receiving customer payments). Classify each as either accounƟng (recording and 
reporƟng) or finance (funding and managing money). Discuss how both funcƟons 
complement each other in ensuring business success. 

 

1.2 Why AccounƟng? 

1.2.1 Role of AccounƟng in Business Decision-Making 

 

AccounƟng is fundamental for helping business leaders make decisions by providing them 
with financial informaƟon in an explicit and systemaƟc manner. It’s commonly referred to as 
the “nervous system” of a business, because decisions can’ t be any beƩer than their data. 
B2B decisions are everywhere We make mulƟple choices every day in business whether that 
be launch new product, expand into a market, outsource operaƟons or invest in a piece of 
technology. And in the absence of credible accounƟng, these decisions would be based on 
speculaƟon, not facts. 

• Measuring profitability: AccounƟng enables managers to determine what products, 
services or branches of the business are profitable and which ones eat up resources. This is 
useful for product porƞolio opƟmizaƟon. 
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• Cost accounƟng: By breaking down fixed and variable costs, companies can analyze where 
they need to get more efficient. If overheads are spiraling, the accounƟng informaƟon may 
pick up on that trend before you do. 

• Investment decisions: When considering whether to purchase new machinery, open a 
branch or add a service they use informaƟon provided from accounƟng such as forecasted 
cash flows, return on investment and break-even assessments. 

• Pricing decisions: The cost, demand and compeƟƟve parameters of prices are managed 
with the help of accounƟng ensuring that the price is not set at random striving for 
profitability and market compeƟƟveness. 

• Performance measurement: This is another aspect of accounƟng where it helps in the 
form periodic performance reports that indicate whether a business is actually moving 
towards its goals and to take acƟon if not. 

 

 

Figure 1.2.1 

 

Recording and ReporƟng TransacƟons 

AccounƟng is based on recording of each transacƟon consistently. This will ensure that no 
transacƟon, however small and quanƟfiable in currency terms, passes the books. 

The steps to solve the challenge are as follows: 
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• Recording 

Each event when money is coming into or going out of a business — like sales, purchases, 
wages, rent and uƟlity payments — are recorded in the books. 

• These facts are iniƟally recorded in books of original entry (journals or daybooks). 

• They are then recorded in ledgers, which group transacƟons under the right account 
heads. 

• An interim trial balance is calculated periodically to check that the sum of all debits equals 
the sum of all credits, thus represenƟng a true raƟo. 

• ReporƟng 

TransacƟons are entered and categorised then summarised into financial statements. These 
include: 

• Revenue Statement (Profit and Loss Account): 

Shows income and expenditure for the reporƟng period. It gives you a sense of whether 
the business has been profitable or not. 

• Balance Sheet: 

Reports the trial balance of the business at a parƟcular date. It lists: 

o Assets (e.g., cash, inventory, equipment) 

o LiabiliƟes (e.g., loans, accounts payable) 

o Equity of owners (capital, earnings retained) 

• Cash Flow Statement: 

It tracks real money inflows and ouƞlows under three key secƟons: 

o OperaƟonal acƟviƟes (c) (Cash from main business operaƟons) 

o Investment acƟviƟes (cash used in or provided by investment assets) 

o Financing acƟviƟes (cash from loans, equity and dividends) 
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Figure 1.2.2 

1.2.3 Ensuring Transparency and Accountability 

Financial reporƟng Transparency of disclosure is considered a component that contributes to 
the credibility and long-term potenƟal performance of an organizaƟon (Lopes, 2006). When 
the acƟviƟes of an enƟty are documented in a systemaƟc manner and the informaƟon 
provided to users is reliable, all interest groups (owners, shareholders, creditors, employees 
or supervisory authoriƟes) can take decisions for acƟons on the ground. 

• Transparency 

AccounƟng : keeping your books clear and accessible: AccounƟng makes sure financial 
records are available to managers in a consistent way. A company that honors transparency 
is more likely to earn the trust of outside parƟes, garner investment and obtain favorable 
terms from financial insƟtuƟons. 

• Accountability 

AccounƟng is a detailed and auditable history of financial choices. Management is 
responsible for the resources in its charge. And how will inefficient uses of funds or 
underuƟlisaƟon of owned assets be discovered other than in the accounƟng records? 

• Truthfulness 

Accurate accounƟng promotes a fair or transparent representaƟon of the financial 
performance and posiƟon of an organizaƟon. It makes sure that account balances—resulƟng 
from batches of transacƟons—are accurate and reflect “what really happened” and not 
merely what was expected or intended, in accordance with established accounƟng rules. 

• Fraud PrevenƟon 

Page 13 of 31 - AI Writing Submission Submission ID trn:oid:::3618:127427256

Page 13 of 31 - AI Writing Submission Submission ID trn:oid:::3618:127427256



Well-organized, open accounƟng systems are less suscepƟble to shenanigans. By 
establishing and maintaining checks and balances, accounƟng insures against unauthorized 
disbursements, misuse of assets or fabricaƟon of records. 

1.2.4 SupporƟng Regulatory Compliance 

Firms are subject to rules and requirements of governments, professional accounƟng bodies 
and internaƟonal standards. AccounƟng is considered the formal means to assure 
requirements are consistently met. 

• Tax compliance: There are laws that require businesses to calculate, file and pay taxes 
when due. Correct bookkeeping is necessary to properly calculate your taxable income and 
will keep you from inadvertently making mistakes that will get you sancƟoned. 

• An ability to pass an audit: External auditors or regulatory bodies typically review 
companies. Perfect and uniform accounts facilitate this service smoother and also genuine. 

• Standards compliance: AccounƟng helps to adhere with the GAAP, IFRS, or other specific 
naƟonal standards. 

• Corporate governance: Public companies must submit annual reports, share financial 
informaƟon with shareholders and comply with strict reporƟng standards. 

• PrevenƟng penalƟes and protecƟng reputaƟon: MisreporƟng or underreporƟng might 
lead to fines, liƟgaƟon or reputaƟonal harm. Geƫng those risks accounted for keeps the 
company from being perceived as a less reliable place to do business. 

1.2.5 Providing Financial Insights for Planning 

But accounƟng is not only importance to record history, it also gives look ahead ideas that 
are important in planning and decision making. It turns arbitrary numbers into acƟonable 
informaƟon that allows an organizaƟon to predict the potenƟaliƟes and risks. 

• BudgeƟng: Companies create budgets that project revenues and costs over a certain 
amount of Ɵme. AccounƟng is the benchmark informaƟon that we need to set appropriate 
goals. 

• PredicƟon: Businesses can predict future sales, profits and cash flows using historical 
financials. ProjecƟons also help anƟcipate potenƟal shortages or surpluses. 

• Resource allocaƟon: Financial intelligence illuminates which business units or projects 
should be allocated more investment, and which may need to get cut. 

• Risk analysis: Using accounƟng a manager is able to idenƟfy risks like rising costs or 
reduced sales, and prepare conƟngency plans. 

Page 14 of 31 - AI Writing Submission Submission ID trn:oid:::3618:127427256

Page 14 of 31 - AI Writing Submission Submission ID trn:oid:::3618:127427256



• Business growth decisions: Whether expanding into a new market, launching a new 
product or looking at the possibility of a merger, accounƟng gives you financial jusƟficaƟon 
and feasibility analysis for such moves. 

 

 

Figure 1.2.5 

 

 

1.3 AccounƟng vs Finance 

1.3.1 Key Differences in Purpose 

AccounƟng and finance work together in the same principle, but they have clearly defined 
goals that one should not be mistaken for the other. 

AccounƟng: AccounƟng has a basic funcƟon to maintain an organized, accurate record of 
the financial transacƟons that have already occurred.DicƟonary – View Original – Index 
Adjaye, Nii ayi-AcquahkwesibeaCount down Count down_CounƟng on You. It is a historical 
funcƟon and aims to process transacƟons imparƟally, secure that the operaƟons of this 
organisaƟon are clearly reflected in the books of account. In this regard, accounƟng offers 
transparency, factualness and compliance with laws and professional standards. For 
example, if a business receives cash for products it sells to its customers, accounƟng ensures 
that the sales revenue and associated costs of good sold along with other incurred costs are 
recorded in proper books of accounts. 

• Finance: Finance is also more forward-looking. It encompasses planning, managing and 
controlling money to accomplish the mission” and that “Financial management includes the 
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responsibility of managing the funds so that the organizaƟon’s goals are achieved in a fair 
manner as cost-effecƟvely as possible”. Finance involves determining the methods in which 
money is acquired (loans, equity, retained profits) and how it is used (investments, 
expansion plans and maintenance). As an example, once the company makes revenue on a 
sale (accounƟng), finance must determine what to do with this money, pay dividends, invest 
in new projects (if any), pay for corporate acƟviƟes as savings or reserves etc. 

Because it does, accounƟng serves to answer the quesƟon “What happened to the 
company’s money?”, and finance asks, “What do we do with the money that we have?” 

1.3.2 Scope and Focus Areas 

The breadth of accounƟng and finance is terms that are used to describe what acƟviƟes 
both departments do within an organisaƟon. AccounƟng v/s Finance Though closely 
related, there are some important differences between the two domains and how they help 
with organizaƟonal targets. 

Scope of AccounƟng 

AccounƟng at its core is about the orderly management of monetary records to enable 
decent recording, organizing, and comprehending of all transacƟons. 

• Recording TransacƟons 

Recording each financial transacƟon in the order of its occurrence based on source 
documents (e.g. invoices and receipts). 

• Classifying and Summarizing Data 

Classifying recorded transacƟons, into revenue, expenses, assets or liabiliƟes and 
summarizing the classificaƟon in a useful reports. 

• Preparing Financial Statements 

official reports such as Income Statement, Balance Sheet and Cash Flow Report – to reflect 
the state of affairs and predict the business performance. 

• AudiƟng 

TesƟng and evaluaƟng financial statements and internal controls to determine if they are 
accurate, complete and not materially mis-stated. 

• Compliance 

Making sure the firm meets accounƟng standards and tax requirements, as well as statutory 
reporƟng. Proper accounƟng also helps to simplify the audiƟng services and compliance 
with financial laws. 
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Figure Scope of AccounƟng 

 

 

Scope of Finance 

Financial management involves the planning, controlling and uƟlisaƟon of financial 
resources. It allows a business to establish beƩer decisions that create value and promote 
sustainability. 

• Raising Capital 

Determining the opƟmal structure of a financing package (e.g. debt, equity, or retained 
earnings) to saƟsfy financial requirements. 

• Investment Decisions 

AnƟcipaƟng the return that can be expected from a new project, asset or financial 
instrument (e.g. bond, share), before invesƟng money in it. 

• Working Capital Management 

Control of current assets and liabiliƟes, such as inventory, accounts receivable (A/R) and 
accounts payable management for adequate liquidity and running the business opƟmally. 

• Risk Management 

Minimize your company's risk of exposure to variables like interest rates, exchange rates or 
market fluctuaƟons with financial tools and strategies. 

• Capital Structuring and Dividend Policy 

Finding the right debt-to-equity raƟo; deciding how much profit should be returned to 
shareholders as dividends and how much should help grow the company. 
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Focus Areas 

• AccounƟng is defined as the process of recording and reporƟng financial transacƟons. It’s 
focus is creaƟng accurate, consistent data that drives compliance, allows for audit and 
assures financial transparency. 

• Management of funds is emphasized in finance. It is about looking forward, both in terms 
of assessing financial risks and opportuniƟes and capital investment to aƩract a return on 
investment (ROI) and develop the business itself. 

 

Did You Know? 

 

“AccounƟng focuses mainly on recording, compliance, and reporƟng past financial 
transacƟons, while finance emphasizes future planning, investment, and growth strategies. 
InteresƟngly, many business leaders rise from finance roles rather than accounƟng because 
strategic financial management directly drives expansion, risk management, and shareholder 
value creaƟon.” 

 

 

 

Figure Scope of Finance 

 

1.3.3 Interdependence between AccounƟng & Finance 
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Despite their unique objecƟves, accounƟng and finance are not disƟnct enƟƟes; they 
complement each other as two sides of the same coin in every business. 

• AccounƟng as foundaƟon: Financial execuƟves base their decisions on accounƟng 
transacƟons. Financial plans and investment studies could never be made if we didn’t have 
proper accounƟng data. For example, a financial manager cannot decide how much to 
borrow without knowing the company’s accounƟng-reported current liabiliƟes and 
profitability. 

• AccounƟng becoming influenced by finance: Financial tacƟcs tend to influence the design 
of accounƟng systems. For instance, if an organizaƟon decides to do business overseas (a 
finance decision), then accounƟng must be adjusted to cope with many different currencies, 
and internaƟonal reporƟng standards. 

• Integrated decision-making: 

o AccounƟng o Tells about past performance, history of cash flows and liabiliƟes. 

o Finance — Analyzes this data to make funding, investment, or expanding decisions. 

• Both with similar objecƟve: They both want to protect company’s resources and make sure 
the company is stable while maximizing shareholder’s value. Credibility starts with 
accounƟng accuracy and that informaƟon is leveraged in a longer-term focus when the 
emphasis shiŌs to finance. 

1.3.4 PracƟcal Examples in OrganizaƟons 

The contrast and relaƟon between accounƟng and finance can be seen in the operaƟons of 
a business. 

• Example 1: Producing Reports vs Consuming Them 

o AccounƟng funcƟon: It formulates the income statement reflecƟng profit and expenses in 
a parƟcular year. 

o Finance funcƟon: UƟlises this report to determine whether surplus can be reinvested for 
growth or should be returned to shareholders as dividends. 

• Example 2: Cash Management 

o AccounƟng funcƟon: These are entered in the cash book posƟng both inflows (sale 
receipts, loans) and ouƞlows (payments to suppliers, workers). 

o Finance: Assess cash flow trends to idenƟfy whether there is a need for more money;if 
this the case, will addiƟonal needs be offset by an excess. 

• Example 3: Capital Investment 
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o AccounƟng: Treats the acquisiƟon of new machinery as a fixed asset, subsequently 
depreciaƟng it each year. 

o Financial role: Analyses the costs related to purchase, and decides whether it is 
economically feasible in comparison of leasing. 

• Example 4: Loan Management 

o AccounƟng funcƟon: Proper principal paydowns and correct Interest Expense on FI, KEPT 
books. 

o Finance role: Determines whether to raise new equity, pay off exisƟng debt as interest 
rates fall or re-finance. 

• Example 5: Risk and Compliance 

o AccounƟng funcƟon: Compliance to GAAP/IFRS reporƟng standards and tax rules for all 
financial reports. 

o Finance aspect: Hedg es, insurance or diversificaƟon therewith against market and credit 
risks. 

• Example 6: Strategic Expansion 

o Role of accounƟng: Ensures that the latest profitability and capitalposiƟon reports are 
accurate. 

o Finance: The team uses that data to determine if the company can grow into a new 
market or buy another business. 

1.4 Basic AccounƟng Terms 

1.4.1 TransacƟon 

Meaning: A transacƟon is the transfer of money between two accounts, can be linked to 
business operaƟons(i.e. sales, purchases etc.) and are reported on a company's financial 
statement. The transacƟons are the basis for accounƟng records. 

• Spot: Payments or receipts that are seƩled and made immediately, either by cash. 

o Example: A store purchases goods with cash at the Ɵme of purchase. 

• Credit Deals: Receipts or payments received on a later date (credit – you), paid/received). 

o Example: A wholesaler supplies goods to one of its customer on credit, payment will be 
made aŌer 30 days. 

• Business Examples: 

o Buying of inventory from a supplier. 
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o Selling of finished products to end-consumers. 

o Rent, wages, or uƟliƟes. 

1.4.2 Capital & Drawings 

• Capital: The owner’s iniƟal investment in the business to start and operate it. It represents 
the owner’s equity. 

o Eg: Let’s say an individual invest ₹5,00,000 to start a Café. 

• Drawings: The amount of cash or other assets taken out of the business by the owner for 
personal use. Drawings reduce the owner’s capital. 

o For example: The owner of a café takes ₹ 20,000 from the business account for personal 
expenses at home. 

1.4.3 Assets 

DefiniƟon: 

Assets are items of value owned by a company, property that can be converted into cash, or 
establishments and goods available for sale. 

The SCOPE OF ASSETS Assets are one of the basic building blocks of a balance sheet; they 
can be disƟnguished by Ɵme, physical form, and work use. 

Types of Assets 

Current Assets 

Items with the value that you think will get converted in to cash or will be consumed/sold 
within a year or operaƟonal cycle of company, which ever is longer\) 2. 

• Examples: 

o Cash and cash equalets (bank, peƩy cash) 27. 

o Trade receivables (receivables from customers) 

o Inventory (raw materials, finished goods) 

o Prepaid expenses (advanced rent, insurance) 

Fixed Assets (Non-Current Assets) 

Long-term assets not for sale from which businesses operate. These resources give service 
or are employed on producƟon over more than one accounƟng period. 

• Examples: 

o Land 
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o Buildings 

o Machinery and Equipment 

o Vehicles 

Tangible Assets 

Things that have physical shape, and can be seen or touched. These can be either liquid 
assets or fixed ones. 

• Examples: 

o Furniture 

o Computer systems 

o Tools and instruments 

o Fixtures 

Intangible Assets 

Nonphysical resources that provide long- term values to the firm. These rights are usually 
legal rights or intellectual property. 

• Examples: 

o Goodwill (eg brand name, customer loyalty obtained through acquisiƟons) 

o Patents (exclusive rights over invenƟons) 

o Trademarks (brand names, logos) 

o Copyrights (protecƟon for creaƟve works) 

 

Figure Types of Assets 
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1.4.4 LiabiliƟes 

DefiniƟon: 

LiabiliƟes refer to the financial obligaƟons (debtedness) of an enterprise, such as money 
owed to suppliers, wages payable and taxes owed to government. Such liabiliƟes are related 
to past events or transacƟons, and shall be seƩled through the transfer of (typically) assets 
(cash) or delivery of services in due course. 

LiabiliƟes are also a fundamental part of the accounƟng equaƟon: Assets = LiabiliƟes + 
Owners\' Equity. They are divided into two main types based on the Ɵme required to seƩle 
them off: 

Current LiabiliƟes 

Current liabiliƟes are obligaƟons expected to be saƟsfied by the company in its normal 
operaƟng cycle or within twelve months of the close of business on the day of preparaƟon. 
These are usually paid off using the enƟty’s current assets or by establishing other current 
liabiliƟes. Current liabiliƟes are important numbers to look at when analyzing a company 
from a short term liquidity standpoint and working capital management. 

Common examples include: 

&bull Accounts Payable: Money owed to suppliers by purchasing an organisaƟon either 
from goods or services received or from other expenses. 

• Wages/Salaries Payable: Money an employer owes its workers for work recently done, but 
not yet paid. 

• Taxes Payable: Any taxes owed to the government (whether it be income, sales, or other. 

• Short-Term Financing: Indebtedness or credit which is payable in 1 year. 

• Cost: Money that has been spent but not yet paid. 

Long-Term LiabiliƟes / Non-Current LiabiliƟes 

Long term liabiliƟes (non-current liabiliƟes) are any financial obligaƟons which aren't due 
for at least 1 year from the balance sheet date. These obligaƟons are necessary for long-
term financing of projects, purchasing capital equipment or making key investments. The 
separaƟon between these debts provides interested parƟes with a clear picture of the long-
range financial health and stability of the company. 

Common examples include: 

• Bank Loans (LT): Funds borrowed from banks with a term of more than 1 year. 

• Debentures: Instruments of long-term debt that companies issue in order to raise money, 
typically with a fixed interest rate. 
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• Debt ObligaƟons: Notes payable and long-term debt. 

• Lease liabiliƟes: LiabiliƟes under long-term leases that are recognized as such in 
accounƟng standards, as for example IFRS 16. 

• Pension ObligaƟons: Money that is due in the future to workers for reƟrement related 
benefits. 

 

Figure 1.4.4 

 

1.4.5 Suppliers & Customers 

In the context of business accounƟng and financial reporƟng, suppliers and customers are 
two key external stakeholders who directly influence a company’s working capital and credit 
cycle. Their relaƟonships with the firm are typically based on credit transacƟons, which give 
rise to specific accounƟng terms and classificaƟons on the balance sheet. 

 

1. Suppliers (Creditors – Accounts Payable) 

Suppliers are individuals or business enƟƟes that provide goods or services to a company, 
typically on credit terms. When a company procures materials or services without making 
immediate payment, it incurs a liability known as accounts payable, making the supplier a 
creditor. 
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These amounts are recorded as current liabiliƟes on the balance sheet, as they are usually 
payable within a short-term period (e.g., 30–90 days). 

Example: 
A garment manufacturer purchases fabric from a texƟle supplier on 60-day credit terms. The 
amount owed to the supplier is classified as accounts payable. 

 

2. Customers (Debtors – Accounts Receivable) 

Customers are individuals or organizaƟons that purchase goods or services from a company, 
oŌen on credit. When a company allows its customers to delay payment, it creates an asset 
called accounts receivable, and the customer becomes a debtor. 

Accounts receivable represent amounts that the company expects to collect in the near 
future and are classified as current assets on the balance sheet. 

Example: 
A retail clothing store sells products on credit to loyal customers who agree to seƩle their 
bills at the end of each month. The unpaid amounts are recorded as accounts receivable. 

 

1.4.6 Income 

DefiniƟon: Income refers to the money earned by a business from its normal operaƟons, 
such as sales, services, or other acƟviƟes. 

 Business Examples: 

o Revenue from selling products. 

o Service fees earned by consultants. 

o Interest earned on business bank deposits. 

o Rental income from property owned by the business. 

 

1.4.7 Expenses 

DefiniƟon: Expenses are the costs incurred by a business to generate revenue and operate 
its acƟviƟes. They reduce the company’s profit. 

 Business Examples: 

o Salaries and wages paid to employees. 

o Rent and uƟliƟes for office or factory premises. 
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o Raw material purchases for producƟon. 

o AdverƟsing and markeƟng costs. 

 

1.4.8 Profits & Losses 

 Profits: The financial gain realized when total income exceeds total expenses. Profit is 
the reward for successful business operaƟons. 

o Example: A bookstore sells books worth ₹1,00,000 in a month, while 
expenses total ₹80,000 → Profit = ₹20,000. 

 Losses: The financial shorƞall when total expenses exceed total income. Loss reduces 
the owner’s equity. 

o Example: The same bookstore incurs ₹1,20,000 in expenses but only 
generates ₹1,00,000 in sales → Loss = ₹20,000. 

 

Choose the correct opƟon: 

1. A purchase of goods on credit is an example of which type of transacƟon? 
a) Cash 
b) Credit 
c) Capital 
d) Expense 

2. The money withdrawn by the owner for personal use is called: 
a) Capital 
b) Drawings 
c) Income 
d) Liability 

3. Which of the following is an intangible asset? 
a) Furniture 
b) Patents 
c) Inventory 
d) Cash 

4. Accounts payable is classified under: 
a) Current Assets 
b) Fixed Assets 

Knowledge Check 1 
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c) Current LiabiliƟes 
d) Long-Term LiabiliƟes 

 

1.5 Summary 

 Business OperaƟons and Decision-Making is built around AccounƟng and Finance. 

AccounƟng: AccounƟng is the technique of recording, classifying and summarizing financial 
transacƟons. 

 Finance is the science of managing, planning and allocaƟng money to business 
investments in future. 

ACCOUNT: Transparency and accountability are the chief funcƟons of account in 
company‘s business. 

 Finance is about opƟmizaƟon of returns, risk management and sustainability. 

 TransacƟo ns are cash- or credit-dated and comprise the source for all accounƟng records. 

 VOCABULARY Capital, assets, liabiliƟes, income and expense are some of the key terms 
used in describing financial structure. 

 The ulƟmate results of business acƟvity are the profits and losses that result from such 
acƟvity. 

 AccounƟng informaƟon is used for budgets, forecasts and strategic planning. 

How finance uses accounƟng informaƟon in making investments decisions and financing is: 
 Finance: draws on the data provided by accounƟng to develop investment and financing 
polices. 

Accountancy and finance combine to help companies develop responsibly and on a 
compeƟƟve basis. 

1.6 Key Terms 

TransacƟon: An economic event which can be measured in money and which is entered into 
the books of account. 

Capital: Money the owner puts into the business for operaƟons. 

Drawings: Money or assets taken by the owner for private use. 

Assets: Anything owned by a business that has value and provides future economic 
benefits. 

LiabiliƟes: Debt of a business that it owes to others. 
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Income: The amount of money that a business receives from sales, services or other 
purposes. 

Outgoings: Expenditures on the running of the business and earning revenue. 

Profit: Excess of the results of operaƟons over expenses for a period. 

Loss: Excess of costs over income during a period. 

Debtors: People or other enƟƟes that owe the business money for goods or services which 
have been sold on credit. 

1.7 DescripƟve QuesƟons 

Define accounƟng and describe the role accounƟng plays in contemporary society. 

What is finance? Comment on your role to manage resources. 

DisƟnguish between finance and accounƟng with appropriate examples. 

Discuss the role of accounƟng in business decisions. 

What is the role of accounƟng to achieve transparency and accountability? 

What are the significant differences between a cash sale and credit sales? Give examples. 

Define capital and drawings. What is their effect on owner’s equity? 

Describe and give examples of the various types of assets. 

DifferenƟate between current liabiliƟes and long-term liabiliƟes, giving examples. 

Describe Creditors and Debtors with appropriate business examples. 

Define income and expenses. Whom do they know whether they are profited or loser? 

Describe how accounƟng informaƟon aids in financial planning and forecasƟng. 
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Knowledge Check 1 

1. b) Credit 

2. b) Drawings 

3. b) Patents 

4. c) Current LiabiliƟes 

 

 

1.9 Case Study 

IntroducƟon 

OperaƟng a small business is more than selling a product or service, it’s managing your 
numbers. Day-to-day sales are top of mind for many entrepreneurs but systemaƟc 
accounƟng and financial planning is not. It causes a lot of disorder, cash crunch and inability 
to determine the exact profitability. This case examines the significant role that accounƟng 
and finance can play in helping a business grow sustainably. 

Background 

Ravi set up an electronic goods shop, ElectroMart from where he started selling in a local 
market. At first he was thrilled, because sales were booming. But everything had been 
managed informally by Ravi, who kept records of sales in a diary and expenses on loose 
sheets. A few months later, despite strong sales, he was unable to pay suppliers and wasn’t 
sure he was going to be profitable either. It leŌ him with increasing debts. 

Answers to Knowledge Check 
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Ravi found that despite sales were growing, weak financial control was resulƟng in losses. A 
friend had told him the right thing to do was keep proper accounts and get financial help. 
Having learnt basic accounƟng soŌware, Ravi began entering all transacƟons, drawing up 
financial statements, and monitoring income, expenses, assets and liabiliƟes. And before he 
knew it, he was able to pinpoint profitable products, manage cash flow more effecƟvely and 
even approach a bank for a small business loan. 

Problem (a) Absence of SystemaƟc InformaƟon Protocol 

Ravi’s dependence on notes made in an informal manner was found to have caused 
confusion about the exact revenues, expenses and dues. 

SoluƟon: Having structured accounƟng pracƟces and carrying your financial statements 
(profit and loss statements, balance sheets) prepared will give Ravi clarity on his real 
financial status. 

MCQ: 

What is the disadvantage of not keeping systemaƟc accounƟng records? 

a) Higher sales 

b) Confusion and poor decision-making 

c) Increased supplier trust 

d) Lower compliance costs 

Answer: b) Disorder and Poor Decision-Making 

Problem 2: Mismanagement of Cash Flow Some companies operate on the idea of 'cash is 
king'. 

Ravi was having good sales but due to lack of monitoring on inflows and ouƞlows he had 
liquidity problems. 

SoluƟon: Ravi was able to forecast shortages and ensure that he had enough liquidity 
through financial management pracƟces such as preparing cash flow statements and 
budgeƟng. 

MCQ: 

Which statement keeps track of money coming in and going out? 

a) Balance Sheet 

b) Cash Flow Statement 

c) Income Statement 

d) Trial Balance 
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Answer: b) Cash Flow Statement 

Problem 3: Problem in Business Planning 

Lacking those financial insights, Ravi couldn’t easily determine what products to expand or 
which expenses to cut. 

SoluƟon: By the use of accounƟng and financial analysis, datum was delivered which 
allowed for beƩer planning so that Ravi dealt with profitable items and avoid unnecessary 
expenses. 

MCQ: 

What are the ways in which accounƟng aids in business planning? 

a) By increasing compeƟƟon 

b) By recording sales alone 

c) Through the delivery of Ɵmely financial informaƟon 

d) By reducing employee workload 

Answer: c) By offering precise financial informaƟon 

Conclusion 

Things like this serve as a stark reminder that small companies frequently don't pay enough 
aƩenƟon to accounƟng and finance. Because of good record keeping, cash-flow 
management and financial planning, Electro-Mart was able to pull out of difficult Ɵmes and 
begin a period of sustainable growth. AccounƟng provides clarity transparency, and finance 
is the road map to the future. Both are the basic underpinning of any great business. 
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What does 'qualifying text' mean?
Our model only processes qualifying text in the form of long-form writing. Long-form writing means individual sentences contained in paragraphs that make up a 
longer piece of written work, such as an essay, a dissertation, or an article, etc. Qualifying text that has been determined to be likely AI-generated will be 
highlighted in cyan in the submission, and likely AI-generated and then likely AI-paraphrased will be highlighted purple.
 
Non-qualifying text, such as bullet points, annotated bibliographies, etc., will not be processed and can create disparity between the submission highlights and the 
percentage shown.
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Unit 2: AccounƟng & Finance 101: The Mechanics (Part II – The Language of Accounts) 

 

Learning ObjecƟves 

1. Understand the concept of accounƟng as the “language of business.” 

2. IdenƟfy and explain the basic accounƟng terms and concepts used in pracƟce. 

3. Learn the rules of debit and credit in double-entry bookkeeping. 

4. DisƟnguish between different types of accounts: personal, real, and nominal. 

5. Record simple business transacƟons using journal entries. 

6. Explain the role of ledgers and trial balance in summarizing financial data. 

7. Develop the ability to interpret accounƟng records for decision-making. 

 

Content  

2.0  Introductory Caselet 

2.1  IntroducƟon to the Language of Accounts 

2.2  Types of Accounts 

2.3  Basics of Debit and Credit 

2.4  AccounƟng Concepts and ConvenƟons 

2.5  PracƟcal Problems in AccounƟng 

2.6  Summary 

2.7  Key Terms 

2.8  DescripƟve QuesƟons 

2.9  References 

2.10  Case Study  
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2.0 Introductory Caselet 

Ledgeria is a small business family town and handmade furniture is a popular product. A 
pair of enterprising young entrepreneurs, Rina and Kabir opened a workshop named 
WoodCraŌ Studio. Their goods were selling well and customers raved about the quality of 
their products. At first, they simply recorded sales and expenses in a notebook, assuming 
that would be sufficient. 

But soon, problems arose. Other Ɵmes, sales were recognized and expenses weren’t. They 
couldn’t even determine true nature of how much money they made, or whether they were 
making any profit. Rina reasoned that the business was a success, given high sales, while 
Kabir freƩed as cash appeared to evaporate. Disagreements grew, and confusion increased. 

To resolve this, they sought the advice of a local accountant who taught them the language 
of accounts. They studied debits and credits, journals, ledgers and trial balances. By using 
double-entry bookkeeping, each transacƟon was recorded accurately and documented 
descripƟons of both where the money came from and where it went. 

WoodCraŌ Studio had clarity within months. They were able to see which products were 
profitable, what they owed in payments from customers and what they owed their 
suppliers. More importantly, Rina and Kabir ended their arguments because the records 
spoke for themselves. 

CriƟcal Thinking QuesƟon 

Why did Rina and Kabir need to understand the nuts and bolts of accounƟng, and what 
dangers might their business have encountered if they were to proceed with an incomplete 
or incorrect set of records? 

2.1 IntroducƟon to the Language of Accounts 

2.1.1 Importance of AccounƟng as a Business Language 

AccounƟng is commonly referred to as the language of business because it communicates 
the financial health of an organizaƟon in a standardized and easily accessible way. Like 
human language enables individuals to convey their ideas and experiences to others, 
accounƟng allows a business to deliver its monetary transacƟons in the company. 

• Universal CommunicaƟon Among Stakeholders: All the economic events/iniƟaƟves of an 
enterprise including buying and selling, payment of salaries etc., are communicated in 
terms of money using the vehicle called as accounƟng. However, by applying common rules 
and structure to accounƟng pracƟces, this language becomes standardized and understood 
by all parƟes — owners, managers, investors, creditors and regulators. 

• Decision Making Instrument: Good decision making in business relies on sound financial 
informaƟon. Managers use accounƟng to measure revenues, costs and profits, understand 
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performance, and determine whether to grow the business or iniƟate other changes. So 
without that language, you have a lot of guesswork. 

• Comparability and StandardizaƟon: Generally accepted accounƟng principles such as 
GAAP or the IFRS, help to ensure that companies from different industries and countries 
report financials in a consistent manner. This normalizaƟon enables a comparison of 
companies. For instance, an investor can analyze the performance of two companies located 
in separate parts of the world by studying their financial statements. 

• Trust and credibility: Investors, creditors, and regulators depend on clear accounƟng 
records when considering puƫng down money or invesƟng in company. Disclosing through 
accounƟng of a firm that spills the beans, building credibility and trust again and hence 
beƩer relaƟonship in long run with its stakeholders. 

• Worldly PercepƟon: In an increasingly globalized world, accounƟng expands beyond local 
pracƟce.!."\!$/33 InternaƟonal standards like the IFRS have enabled some corporaƟons to 
secure foreign investment, speaking as they do a financial language that can be 
comprehended by anyone on the planet. This universal approach also highlights the 
importance of accounƟng when it comes to internaƟonal transacƟons, takeovers and 
overseas investments. 

Simply put, accounƟng is the grammar, language and framework of financial communicaƟon, 
without it no organizaƟon can exist irrespecƟve if its size. 

 

Figure 2.1.1 

 

2.1.2 Role of Accounts in Financial CommunicaƟon 

Accounts represent the main means by which firms arƟculate to a variety of users their 
financial results and posiƟon. They’re not just numbers but a story about how the 
organizaƟon earns, spends, saves and grows. 

• Internal Financial CommunicaƟon: 

o Managers: Accounts are needed to monitor costs, revenues and the performance of 
departments. A producƟon manager, for instance, can review how the materials add up with 
regards to budgets. 
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o Owners/Entrepreneur: Book of accounts gives informaƟon to them to know that their 
business faƩens enough and it can be sustainable or not. 

o Staff/Departments: the use of budget and spending reports enable coordinaƟon between 
departments eliminaƟng waste and arguments over how much $ will go where. 

• External Financial CommunicaƟon: 

o Capital Providers: By using of accounts, they come to know the profitability, dividends and 
long run prospects. This allows investors to determine if they want to purchase, hold or sell 
shares. 

o Lenders and Creditors: Financial statements are analysed by banks and creditors to check 
the ability of repayment before lending funds or providing credit. 

o Regulators and Governments: Accounts convey informaƟon as to whether an enƟty had 
been in compliance with tax laws, corporate reporƟng requirements and other statutory 
duƟes. 

o Customers and Suppliers -- A company that has a solid financial posiƟon, which shows in 
its financial statements, is a source of safety to the customers as well as suppliers. 

• Transparency, medium: Accounts make misrepresentaƟon difficult because transacƟons 
are verifiable and auditable. For example, audited financial statements reassure third parƟes 
that the numbers they’re seeing from the company can be relied upon. 

• Linking Past with Future: As a record, an account narrates historical financial events; but as 
informaƟon used by decision-makers it is required to predict future expansion. For instance, 
a conƟnuous rising trend in the reporƟng of profits on the accounts can indicate that you're 
looking at some potenƟal growth. 

Therefore, accounts are not just a source of record keeping but the language itself through 
which business communicates with all interested parƟes – both within and outside the 
business – in order to obtain clarity, accountability and trust. 

“More tham 90 % of corporaƟons around the world employ one or more of the 
standardized accounƟng set of guidelines, whether that is in GAAP or IFRS for financial 
reporƟng purposes. This makes it possible for investors, lenders and regulators to compare 
reports from different countries. “Without that kind of financial communicaƟon, they 
wouldn’t be able to obtain capital, establish confidence and meet legal obligaƟons.” 
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 Figure 2.1.2 

 

2.2 Types of Accounts 

2.2.1 Personal Accounts 

DefiniƟon: 

Personal accounts are those consumers, organizaƟons, or other businesses with whom the 
business has a direct monetary relaƟonship. These accounts are posted with details of all 
the transacƟons the business has with individuals and companies that it either owes money 
to (creditors) or is owed by (debtors). 

Examples of Personal Accounts: 

• Clients (Customers/Debtors) – individuals who incur debts to the company 

• Vendors (Creditors) – individuals or businesses that the company owes money. 

• Employees – for salary-related transacƟons 

• Banks – for financial dealings and going overdrawn 

• Stockholders – for share capital and dividend transacƟons. 
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Figure 2.2 

2.2.2 Real Accounts 

DefiniƟon: 

Real accounts represent the business assets— both tangible and intangible - of a firm. They 
show the ownership of assets in the company and are be permanent accounts – on a 
balance sheet, these accounts balances will be brought into next accounƟng period. 

Real accounts are a key component of the balance sheet and do not zero themselves out at 
the end of the fiscal year. 

ClassificaƟon of Real Accounts: 

Assets – Assets are things of value that can be seen, touched or measured. 

o Examples  Machinery, building, furniture, vehicles, land. 

Intangible Asset – A non-physical asset that has value due to rights or economic benefit. 

o Examples: Patents, goodwill, trademarks, copyrights. 

2.2.3 Nominal Accounts 

DefiniƟon: 

All expenses, losses, incomes and gains and so forth incurred or earned by the business 
during an accounƟng period are recorded in nominal accounts. These are nominal accounts 
and there is no balance to be carry forward. At the end of the period, balances are 
transferred to Profit and Loss Account to ascertain net result (profit or loss) of business. 

ClassificaƟon of Nominal Accounts: 

Expenses and Losses – Expenditures or sacrifices made by the enterprise in the eaning of 
revenue. 
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o Examples: Rent, salaries (wages), electricity rates, adverƟsing, depreciaƟon. 

Incomes and Gains – The amounts coming into the business. 

o Examples: Commission received, rent received, interest earned, profit on sale of asset. 

 

 

 

Choose the correct opƟon: 

1. Which account records dealings with persons or firms? 
a) Real 
b) Personal 
c) Nominal 
d) Capital 

2. Furniture Account belongs to which category? 
a) Nominal 
b) Real 
c) Personal 
d) Expense 

3. Salary paid is recorded under: 
a) Income 
b) Asset 
c) Expense 
d) Liability 

4. “Debit what comes in, Credit what goes out” applies to: 
a) Real Accounts 
b) Nominal Accounts 
c) Personal Accounts 
d) Capital Accounts 

 

2.3 Basics of Debit and Credit 

2.3.1 Meaning of Debit and Credit 

In accountancy, debit (Dr.) and credit (Cr.) consƟtute the two extremes of all transacƟons. 
They are the basis of the double entry system used in recording business transacƟons, which 

Knowledge Check 1 
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forces every break between accounts to have offseƫng debits and credits. This idea comes 
from the accounƟng equaƟon: 

Assets = LiabiliƟes + Capital 

• Debit (Dr.): 

o It represents the leŌ side of an account. 

o Normally debited to increase an asset or expense. 

o Can alternaƟvely manifest as a reducƟon in liabiliƟes or capital. 

o Example:The company buys machinery for cash.The Machinery Account is debited, as the 
business has gained an asset. 

• Credit (Cr.): 

o Shorthand for the right side of an account. 

o Usually reveals a gain in liabiliƟes, equity or revenue. 

o Can also demonstrate a decline in resources. 

o For instance, Rent Income Account is credited on receipt of rent as it increases the 
income. 

ClarificaƟon: 

Debit is not always the same as “add” and credit is also not always the same as “subtract.” 
They only work according to the type of account its being used: asset, liability, capital, 
expense or income. 

2.3.2 ApplicaƟon of Debit and Credit in TransacƟons 

Just like in any other business transacƟon, there is a debited account and another credited 
to ensure the double-entry system tallies up5. The applicaƟon can be approached from two 
main angles: 

A. Concept (ClassificaƟon of Accounts) 

TransacƟons are captured by noƟng the classificaƟon of an account as it pertains to one of 
three general categories (Personal, Real, or Nominal) and using these rules: Debit Credit 24 
according to Journal. 

Golden Rules of AccounƟng 

The Golden Rules of accounƟng are essenƟally those rules that determine when an account 
should be debited or credited so that the basic accounƟng equaƟon always remains 
balanced. 
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Classes of Accounts & Their RegulaƟon 

(a) Personal Account 

• DefiniƟon: Involves individuals, companies or insƟtuƟons. 

• Rule: Debit Receiver, Credit the Giver. 

• Business IllustraƟon: 

If a company borrows $10,000 from Bank of America: 

o Bank of America (money giver) → Credit 

o (Company → recipient of money) Cash account → Debit 

(b) Real Account 

• DefiniƟon: Anything of monetary value, including but not limited to cash, buildings, 
patents and goodwill. 

• Rule: Debit What Comes In, Credit What Goes Out. 

• Business IllustraƟon: 

If the business buys furniture for $5,000 cash: 

o Furniture (asset enters) → Debit 

o Cash (asset decreases) → Credit 

(c) Nominal Account 

• DefiniƟon: Connected with receipts, disbursements, and profits. 

• Rule: DR – All Expenses & Losses CR – All Incomes & Gains. 

• Business IllustraƟon: 

If the firm spends $2,000 in staff salary: 

o Salary (expense) → Debit 

o Cash (out  Payment/Asset) → Credit.,exports are thus recorded as a credit. 

B. Contemporary PerspecƟve(The AccounƟng EquaƟon Structure) 

Based on the equaƟon: 

• Assets & Expenses → Debit = More and Credit = Less 

• ACID (All Credit Increases, Debit Decreases) = Increase = Credit, Decrease = Debit 

Example ApplicaƟons: 
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Purchase of machinery for cash ₹50,000 → 

o Debit: Machinery (Asset ↑) 

o Credit: Cash (Asset ↓) 

Payment of salaries ₹20,000 → 

o Debit: Salaries (Expense ↑) 

o Credit: Cash (Asset ↓) 

Commission received ₹5,000 → 

o Debit: Cash (Asset ↑) 

o Credit: Commission Income (Income ↑) 

This is an approach that is well suited to computerized systems because it Ɵes directly into 
the balance sheet and income statement. 

C. PracƟcal IllustraƟons (Debit–Credit ApplicaƟons) 

Under TradiƟonal Approach: 

Goods sold to Mr. Sharma for credit ₹10,000 → 

o Debit: Mr. Sharma (Receiver) 

o Credit: Sales (Income) 

Payment for office furniture cosƟng ₹20,000 → 

o Debit: Furniture (Asset in) 

o Credit: Cash (Asset out) 

Salary paid ₹15,000 → 

o Debit: Salary (Expense) 

o Credit: Cash (Asset out) 

Under Modern Approach: 

Case No. TransacƟon Debit Account Credit Account 

1–Paying rent of ₹ 8,000 in cash…Rent (Expense ↑)……Cash (Asset ↓) 

2 Received interest ₹2,000 from bank Cash (Asset ↑) Interest Income (Income ↑) 

3 To Customer (Debtor/Receiver ↑) ₹30,000 of goods sold on credit Customer 
(Debtor/Receiver ↑) Sales (Income ↑) 

2.4 AccounƟng Concepts and ConvenƟons 
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2.4.1 Basic AccounƟng Concepts 

Business EnƟty Concept 

o This principle views the business as disƟnct from its master(s). The owners personal hat 
needs not to mingle with the business and transacƟon records. 

o Example: If the owner takes some cash out for personal purposes, this will be included in 
a line called “Drawings” and not as an expense of the business. 

Money Measurement Concept 

o Everything recorded in accounƟng books is externalized, quanƟfiable and of a monetary 
nature. Well, it is that non-finance factors such as employee skills or brand reputaƟon are 
not kept tabs on even though they could be impacƟng business value. 

o E.g., purchase of raw material worth ₹50,000 is recorded but not the staff efficiency. 

Going Concern Concept 

o Assumes that the business will remain operaƟonal for a reasonable period of Ɵme and not 
be absconded with. Assets are recorded at actual use not liquidaƟon value. 

o Example: A factory is shown in books of accounts at cost aŌer charging depreciaƟon while 
the same value will be different based on market prices. 

Dual Aspect Concept 

o Each transacƟon impacts -2- accounts; one receives the Debit entry, and the other is 
Credited, maintaining the balance of Accounts EquaƟon (Assets =LiabiliƟes + Capital) at all 
Ɵmes. 

o Example: Machinery account will be debited and Loan Account will be credited when 
machinery worth ₹1,00,000 is purchased in loan. 

Accrual Concept 

o Revenue and expenses are recorded when received or paid, not necessarily when earned 
or incurred. 

o Example: If a corporaƟon ships goods in March but the payment is not received unƟl April, 
the revenue is reported in March. 

Historical Cost Concept 

Under this concept, all assets and liabiliƟes are recorded in the books of accounts at original 
cost. This creates neutrality and confirmability in the financial statements. 

Example: 
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For example, if land was bought 10 years ago for ₹10,00,000, then this asset should sƟll be 
disclosed in the balance sheet at its purchase cost and not at current market price of 
₹50,00,000. 

RealisaƟon Concept 

This principle assumes that income should be reported in Ɵme when it is actually earned 
rather than when the cash payment is received. A sale is regarded as consummated — and 
both the (revenue) and (cost of goods sold) recognized — when Ɵtle passes from the seller 
to the buyer. 

Example: 

Even if sales of goods worth ₹1,00,000 is done on a credit basis in the month of March but it 
is received aŌer one month i.e., April then also we shall recognize revenue in the same 
period when goods have been sold out. 

 

Figure 2.4.1 

2.4.2 AccounƟng ConvenƟons 

ConvenƟons in AccounƟng ConvenƟons are guidelines adopted by accountants when 
preparing financial statements. Such convenƟons add to the relevance, reliability and 
comparability of accounƟng informaƟon and ensure consistency in its disclosure. 

ConvenƟon of Consistency 
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Whenever a specific accounƟng method or pracƟce is chosen (e.g. depreciaƟon method), it 
should be followed uniformly from one period to the next. This allows for meaningful 
comparisons of financial results between periods. 

Example: 

Once a company has adopted one method for depreciaƟon (e.g. straight line basis) they 
should not change their methods, from year-to-year even if a beƩer method is found or 
more appropriate because this will distort profit figures and make it more difficult for the 
company to be compared with others. 

ConvenƟon of ConservaƟsm (Prudence) 

Read more RecogniƟon ConvenƟon: It is an accounƟng convenƟon through which all 
expected losses are noted, as they become known and all gains only when actually realized. 
The idea is to prevent overesƟmaƟng assets or income. 

Example: 

A provision for bad debts is established not only where there has been a material default in 
payment, but also if the risk of default on specific customers exists. 

ConvenƟon of Materiality 

InformaƟon that is irrelevant or immaterial to the decision process of users should not be 
reported (CICA 5.6.tc2). Unimportant or irrelevant details can be leŌ out or presented in a 
different way. 

Example: 

A ₹200 calculator purchased by a large company may directly be recorded as an expense 
without being capitalized, since it does not make a material difference to the operaƟons. 

ConvenƟon of Full Disclosure 

All material financial informaƟon will be disclosed completely and fairly in the financial 
statements of the beneficiary and notes thereto. This promotes informed decision making. 

Example: 

If there is a company that’s in liƟgaƟon, the informaƟon has to be reported in the notes to 
accounts,” whether or not “the outcome is uncertain,” and “unless it appears probable that 
a loss will not occur.” 

Form a team and give five examples of accounts (do not give ledger for form five) (e.g. 
Purchasing machinery on hire purchase, Making provision for doubƞul debts, Paying annual 
rent, Owner withdrawing cash, Recording staff goodwill). General 24For each of the 
following, indicate which accounƟng concept or convenƟon is involved and why it is crucial 
for reliable financial informaƟon. 

Page 15 of 24 - AI Writing Submission Submission ID trn:oid:::3618:127427257

Page 15 of 24 - AI Writing Submission Submission ID trn:oid:::3618:127427257



2.5 PracƟcal Problems in AccounƟng 

2.5.1 Journal Entries (Beginner Level) 

DefiniƟon: 

Journal is the first book of accounƟng entry in which transacƟons are entered according to 
double-entry system, chronologically. Every transacƟon impinges on a minimum of two 
accounts, and one account is debited while the other is credited equal to this amount. 

Structure of a Journal Entry: 

COMMON JOURNAL ENTRY FIELDS A normal journal entry has the following columns: 

Date ParƟculars L.F. Debit (₹) Credit (₹) 

(1) (2) (3) (4) (5) 

• Date: The date of the deal 

• Details: The Ɵtles of the debited and credited accounts and a short narraƟon 

• L.F. (Ledger Folio): Page number of the ledger (Necessary during posƟng) 

• Debit: The amount debited 

• Credit: The amount credited 

Format of a Journal Entry: 

Date ParƟculars L.F. Debit (₹) Credit (₹) 

yyyy-mm-dd Name of Debit Account Dr. Amount 

To Name of Credit Account Amount 

(NarraƟon: Brief explanaƟon) 

Examples of Simple TransacƟons: 

Business started with cash ₹1,00,000 

Date ParƟculars L.F. Debit (₹) Credit (₹) 

2025-09-01 Cash A/c Dr. 1,00,000 

To Capital A/c 1,00,000 

(Being capital introduced in business) 

Purchased goods for cash ₹20,000 

Date ParƟculars L.F. Debit (₹) Credit (₹) 

2025-09-02 Purchases A/c Dr. 20,000 
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To Cash A/c 20,000 

(Being goods purchased for cash) 

Paid rent ₹5,000 

Date ParƟculars L.F. Debit (₹) Credit (₹) 

2025-09-03 Rent A/c Dr. 5,000 

To Cash A/c 5,000 

(Being rent paid in cash) 

Sold goods for cash ₹15,000 

Date ParƟculars L.F. Debit (₹) Credit (₹) 

2025-09-04 Cash A/c Dr. 15,000 

To Sales A/c 15,000 

(Being goods sold for cash) 

“Journal entries” is a dated term, harking back to the 15th century when Luca Pacioli, an 
Italian mathemaƟcian also known as the “Father of AccounƟng,” debuted double-entry 
accounƟng. “This procedure guarantees in every entry there were an equal debit and credit, 
laying the foundaƟon for modern accounƟng precision and internaƟonal financial reporƟng.” 

 

2.5.2 Ledger PosƟng 

DefiniƟon: 

A ledger is a book of accounts in which similar transacƟons recorded in the journal are 
brought together and classified under suitable account headings. It reflects the running 
total all those past transacƟons pertaining to an account at a certain point in Ɵme and are 
used to prepare financial statements. 

Steps in Ledger PosƟng: 

Extract the debit and credit factors from the journal entry. 

Debit the debit side of appropriate ledger account for the amount to be debited. 

Post the credit amount to the credit side of related ledger account. 

Repeat the above for all journal entries so that you have a complete transacƟon history in 
each account. 

Balancing of Ledger Accounts: 

Page 17 of 24 - AI Writing Submission Submission ID trn:oid:::3618:127427257

Page 17 of 24 - AI Writing Submission Submission ID trn:oid:::3618:127427257



AŌer each period, all ledger accounts are balanced: 

• If Debit total Debit total, the account has a Credit Balance. 

• The balances are wriƩen down on the side, which has a lower total as "Balance c/d" 
(carried down) and brought forward (b/f), in next period. 

Ledger Account Format (T-Format): 

There are two sides to every ledger account: 

Account Name 

Debit Side (Dr.) Credit Side (Cr.) 

Date ParƟculars Amount (₹) 

------------- ------------- 

• Date: Date of transacƟon 

• Specifics: Name of the account from other side of journal entry 

• Amnt: The amount debited or credited 

 

IllustraƟon: 

Journal Entry: 

Date: 2025-09-01 
Entry: 

 Cash A/c Dr. ₹1,00,000 

 To Capital A/c ₹1,00,000 

 (Being capital introduced by the owner) 

 

Ledger Accounts: 

Cash Account 

Date ParƟculars Amount (₹) Date ParƟculars Amount (₹) 

2025-09-01 Capital A/c 1,00,000    

 

Capital Account 
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Date ParƟculars Amount (₹) Date ParƟculars Amount (₹) 

   2025-09-01 Cash A/c 1,00,000 

 

This example shows how the journal entry is reflected in the respecƟve ledger accounts: 

 Cash A/c is debited, so the entry is on the leŌ side (Dr.) with Capital A/c in 
parƟculars. 

 Capital A/c is credited, so the entry is on the right side (Cr.) with Cash A/c in 
parƟculars. 

 

2.5.3 Trial Balance PreparaƟon 

Meaning: A trial balance is a statement showing the debit & credit balances of all accounts 
in the ledger extracted at a given date to test the arithmeƟcal accuracy. 

• Purpose of Trial Balance: 

o To maintain 1_ correspondence between total debits and total credits (arithmeƟc of 
double-entry). 

o Assist in the discovery of errors (posƟng, excluding.). 

o To provide the foundaƟon for the preparaƟon of final accounts (Trading, Profit & Loss A/c 
and Balance Sheet). 

• Format of Trial Balance: 

 

ParƟculars (Account) Debit (₹) Credit (₹) 

Cash A/c 1,00,000 – 

Capital A/c – 1,00,000 

Purchases A/c 20,000 – 

Rent A/c 5,000 – 

Sales A/c – 15,000 

 

 

Totals: debit ₹ 1,25,000 = credit ₹ 1,25,000 
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This only goes to show that posƟngs of the journal to the ledger are mathemaƟcal, but does 
not prove all types of errors (e.g., error of principle, compensaƟng errors). 

2.6 Summary 

 Because it expresses itself in a very recognized financial language, accounƟng is known as 
the language of business. 

 Accounts are the language of business and a means of communicaƟon between the 
organizaƟons and interested parƟes. 

 Types of Accounts: Three types of accounts exist – Personal, Real and Nominal. 

 We have the Golden rules of AccounƟng are prepared which guide the treatment to be 
given for Debit and Credits for each type of account. 

 Debit = increase in asset or expense and Credit = Increase in liability, equity or revenue. 

 Principles of Accountancy such as Business EnƟty, Money Measurement, Going Concern, 
Dual Aspect and Accrual Concept leads to fair presentaƟon. 

 AccounƟng convenƟons such asConsistency, ConservaƟsm, Materiality and Full Disclosure 
maintain uniformity and consistency. 

 Journal is the first all -entry in a scienƟfic accounƟng records. 

 Journalling ensures account classificaƟon and balance is clear. 

 Trial balance ascertains that the sum of all debit and credit balances are equal, thus 
ensuring accuracy in books. 

2.7 Key Terms 

Journal: Book of original entry posƟng all transacƟons in a chronological order. 

Ledger: Main book of accounts under which transacƟons are categorized under heads. 

Trial Balance: A statement of debit and credit balances of all ledger accounts, used to test 
the equality of books. 

Debit (Dr.) - LeŌ side of an account, represenƟng an increase in assets or a decrease in 
liabiliƟes. 

Credit (Cr. ): Right side of an account, indicaƟng either an increase and decrease on 
liabiliƟes,capital or income. 

Personal Account An account associated with an individual, business, or other organizaƟon 
(e.g., creditor, debtor). 
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Real Account : Account as related to property of the business, whether tangible or 
intangible. 

Nominal Account: An account which is related to incomes, expenses, gains or losses. 

Consistancy (ConvenƟon) Principle that a company should use the same accounƟng 
methods from period to period. 

2.8 DescripƟve QuesƟons 

Describe why accounƟng is called the “language of business.” 

Explain the use of accounts in communicaƟng with owners and interested parƟes within 
and outside an organisaƟon. 

Explain the disƟncƟons among Real, Personal and Nominal accounts by giving examples. 

State and describe the Golden Rules of AccounƟng with examples. 

Explain the significance of debit and credit in the double-entry system. Give suitable 
examples. 

Explain the concepts of Business EnƟty and Going Concern with real life examples. 

a)Describe the ConvenƟons of ConservaƟsm and Full Disclosure. Why are they important? 

Define Trial Balance. What do they aim to achieve and how can such an instrument fall 
short? 

Prepare journal entries for: 

o (a) Goods on credit purchased by Ram ₹10,000 

o (b) Cash has been received from Mohan ₹5,000 

o (c) Rent paid ₹2,000 
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1. Pacioli, L. (1494). Summa de ArithmeƟca, Geometria, ProporƟoni et ProporƟonalita – 
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Knowledge Check 1 

1. b) Personal 

2. b) Real 

3. c) Expense 

4. a) Real Accounts 

  

Answers to Knowledge Check 
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2.10 Case Study 

IntroducƟon 

AccounƟng is the very foundaƟon of financial transparency in business. The principles of 
accounts—the journal, the ledger and the trial balance—have been designed to enable 
businesses remain transparent, as well as, keeping an accurate record. If your business is 
new, the processes of recording, categorising and reconciling transacƟons can be difficult 
without a proper framework. This scenario involves ensuring financial discipline through 
judicious use of debit and credit. 

Background 

Start Up by Ananya was about her start up GreenBrew Café. The café became popular, but 
the books were carelessly kept. Entries were recorded in a ledger, but no double-entry rules 
were used. Suppliers were someƟmes paid late; sales income was recorded incorrectly and 
cash flow became erraƟc. 

On the advice of an accountant, Ananya adopted the journal–ledger–trial balance system. 
She used the debit to post and debit and credit posƟng rules correctly in order to easily 
follow through the transacƟon mapping, determine any remaining balances due, and 
generate a trial balance with all debits and credits accounted for. This provided her with 
profit clarity and allowed her to confidently apply for a bank loan. 

First Issue: Unable to Record TransacƟons 

Ananya fought to keep track of their transacƟons accurately, the confusion and computaƟon 
errors adding up. 

SoluƟon: The adopƟon of journal entry that uses debit equally to credit was the means 
through which each transacƟon was completely captured. 

MCQ: 

What is the first step in wriƟng down a financial transacƟon? 

a) Ledger posƟng 

b) Trial balance 

c) Journal entry 

d) Final accounts 

Answer: c) Journal entry 

Problem 2: Accounts are Being Mistakenly Classified 

She couldn’t keep track of which accounts to debit or credit for various transacƟons. 
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Answer: By using the Golden Rules of AccounƟng (Personal, Real & Nominal Accounts) it can 
be understood how each and every transacƟon is treated. 

MCQ: 

Cash is paid for rent, which account is debited? 

a) Rent Account 

b) Cash Account 

c) Capital Account 

d) Sales Account 

Answer: a) Rent Account 

Problem 3: Verifying the Accuracy of Account Balances by Use of a Trial Balance 

Mistakes conƟnued to be made unƟl a trial balance ("balance") was struck in which the 
total of the debit side equaled that of the credit side. 

SoluƟon: PreparaƟon of trial balance facilitated the verificaƟon of posƟngs and checked 
arithmeƟcal accuracy. 

MCQ: 

What is the trial balance for? 

a) To show net profit 

b) To record cash only 

c) To verify arithmeƟcal accuracy 

d) To prepare tax returns 

Answer: c) To test the correctness of arithmeƟc 

Conclusion 

GreenBrew Café is a clear demonstraƟon that journals, ledgers and trial balances are much 
more than mere formaliƟes; they are indispensable props for financial clarity. Understanding 
and applying the principles of debits and operaƟng with arguably more discipline can avoid 
errors, gain investor trust, draw potenƟal customers to their company in a smart informed 
system of decision-making based on sound financial data. 
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Unit 3: AccounƟng & Finance 101: Understanding Financial Statements (Part III- Schedule III 
Format of Financial Statements) 

 

Learning ObjecƟves  

1. Understand the purpose and scope of Schedule III under the Companies Act, 2013. 

2. IdenƟfy the key components and structure of the Schedule III balance sheet. 

3. Classify assets and liabiliƟes as per Schedule III requirements. 

4. Interpret the format and presentaƟon of the Statement of Profit and Loss under 
Schedule III. 

5. DifferenƟate between Division I, II, and III of Schedule III based on the type of 
company. 

6. Apply Schedule III disclosure norms to enhance transparency and compliance. 

7. Analyze how Schedule III improves comparability and standardizaƟon of financial 
reports. 

 

Content  

3.0 Introductory Caselet 

3.1 Capital and Revenue Concepts 

3.2  Overview of Financial Statements 

3.3  Balance Sheet 

3.4  Profit & Loss Account (Income Statement) 

3.5  Schedule III Format of Financial Statements 

3.6  PracƟcal Problems 

3.7  Summary 

3.8  Key Terms 

3.9  DescripƟve QuesƟons 

3.10  References 

3.11  Case Study 
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3.0 Introductory Caselet 

Case 05-8 Team-Based IncenƟve CompensaƟon, which discussed financial reporƟng by a 
medium-size manufacturing business that issued public securiƟes to obtain a loan and to 
finance plant expansion. But when they applied for a loan from the bank to scale up their 
operaƟons, the branch manager told them that audited financial statements in line with 
Schedule III of Companies Act, 2013 was required. 

The finance team was taken by surprise. They did not present their current reports in the 
standardized format prescribed by Schedule III as also did not classify the assets, liabilƟes 
and make conƟngencies disclosures wherever applicable and notes to account. They had just 
hired a new accountant, Mr. Rajiv when they stumbled upon Aatrix and learned that while 
their financials were technically sound, they weren't being accommodated in terms of 
presentaƟon or ease of compare-ability or reproducƟon to meet regulatory expectaƟons. 

To correct the mistake, Mr. Rajiv then contacted a Chartered Accountant who detailed for 
him organizaƟon under Schedule III such as VerƟcal format of BALANCE SHEET, spliƫng up 
of Current & Non-Current stuffs and mandatory dosclosure requirements. The updated 
guidance were not only within the legal structure of informaƟon given to a lender, they gave 
more detailed direcƟon into the company's financial well being. 

Impressed with the standard format, management chose to use Schedule III when all future 
reporƟng would be completed – even for internal purposes, as it was thought that it would 
create beƩer financial literacy across departments. 

CriƟcal Thinking QuesƟon 

Why is it necessary for companies to adopt Schedule III for financial statements and what 
would be the consequences of non-statutory presentaƟon formats presented to external 
stakeholders? 

3.1 Capital and Revenue Concepts 

3.1.1 Capital Expenditure – Meaning and Examples 

Capital Expenditure, posted by Daytrader999Money spent on purchasing or upgrading 
physical assets such as buildings, machinery, land etc., technology. These are generally not 
recurring in nature and are incurred to increase the business's long-term earning potenƟal 
or life. Capital expenditures are not deducted from profits, so while they are part of a cash 
flow calculaƟon (since it is an ouƞlow of cash), the cost is accounted for as an investment 
and not as an expense in the income statement. 

Capital investment is too important to be made on the short term. It is oŌen a decision that 
needs to be made with much financial analysis and budgeƟng since it involves several 
dollars, for long into the future, and how it will effect the finances of a company. 

Key CharacterisƟcs of Capital Expenditure: 
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• Spreads benefits over several accounƟng periods 

• Includes the purchase or major improvement of fixed assets 

• Recognized on the balance sheet as an asset 

• Subject to depreciaƟon or amorƟzaƟon 

• Not amorƟsed through current profits of the period 

Examples: 

• Land and Building Purchase: Taking real estate on purchase basis to establish a 
factory/office. 

• Purchase of machines: Buy a new machinery in order to expand the producƟon. 

• ConstrucƟon Projects: New plants or warehouses. 

• InnovaƟon: Expenditure on technology and innovaƟon, including the investment in 
enterprise resource planning (ERP) systems. 

• Purchase of Vehicles: Purchasing vehicles for carriage of goods. 

3.1.2 Revenue Expenditure – Meaning and Examples 

 Examples 3.1.2.1 DefiniƟon: – Revenue expenditure is defined as the consumpƟon of goods 
and services for the purpose of generaƟng revenue during normal business processes which 
ranges from purchase a Car to wear and tear on equipment., construcƟng machinery, Rent 
incurred, wages paid etc. 3.1.2.2 Examples: (i). 

Revenue Expenditure: Revenue expenditure includes amounts spent by the enƟty in the 
normal course of business to maintain its earning capacity. These are short-term, and 
repeat costs that you need in order to keep your business running smooth. Revenue 
Expenditure versus Capital Expenditure Unlike the capital expenditure, the revenue 
expenditure is all charged to Profit and Loss Account for the accounƟng period in which it 
was incurred. 

They do not result in the acquisiƟon of a long-term asset or improve the life and/or value of 
an exisƟng one. How to do this, not by maintaining the status quo; but by sustaining and 
allowing current operaƟons to funcƟon. 

Key CharacterisƟcs of Revenue Expenditure: 

• Expenses for preserving the capabiliƟes of these exisƟng assets and the on-going 
operaƟons of a business 

• Recurs at regular intervals (monthly, quarterly_ or annually). 

• Fully drawn down in the period under review 
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• Shown in the Profit and Loss Statement 

• Not created assets or expanded capacity 

Examples: 

• Salaries and Wages: CompensaƟon paid to staff in return for work performed. 

• Rent and UƟliƟes:  Expenses for leasing the locaƟon to operate the business, and any 
electricity, water or gas needed. 

• Raw Materials: Costs associated with the products used in producƟon. 

• Predictable Repairs: Small repairs that are needed to maintain machinery or buildings. 

• AdverƟsing: PromoƟonal and markeƟng acƟviƟes to keep the brand in the public eye. 

• Insurance: The annual or monthly payments made to an insurance policy in exchange for 
coverage. 

3.1.3 Capital Receipts and Revenue Receipts 

Capital Receipts vs Revenue Receipts Capital Receipts and Revenue Receipts are inflow of 
funds in the hands of the company which have different characterisƟcs, purpose to serve 
and treatment in the financial statements. 

Capital Receipts 

Capital receipts are the proceeds of non-recurring transacƟons, which either creates a 
liability or reduces an asset. These are not part of the normal course of business. They're 
generally used to finance capital expenditure and appear on the balance sheet, not in the 
profit and loss account. 

CharacterisƟcs of Capital Receipts: 

• Non-operaƟonal and irregular in nature 

• May incur a liability (loan) or decrease an asset (sale of equipment) 

• Not available for disseminaƟon as profit / dividend 

• Appear in the balance sheet 

• Typically seen in connecƟon with financing or investment acƟviƟes 

Examples: 

• Debt and borrowing: Capital raised by taking up loans from financial insƟtuƟons or through 
bond issuance. 

• Disposal of Fixed Assets: Proceeds from the sale of obsolete plant and equipment. 

Page 6 of 35 - AI Writing Submission Submission ID trn:oid:::3618:127427252

Page 6 of 35 - AI Writing Submission Submission ID trn:oid:::3618:127427252



•EQUITY: Capital contribuƟons represenƟng ownership interest in a business. 

• Public Capital Grants: Government grants for capital items or for R&D. 

Revenue Receipts 

Revenue receipts are money received from the core acƟviƟes of an organisaƟon. They are 
part of the historical profit and are transferred to the Profit and Loss AppropriaƟon Account. 

CharacterisƟcs of Revenue Receipts: 

• Recurring and operaƟonal in nature 

• Do not increase liabiliƟes or decrease assets 

• Directly impact income or loss from operaƟons 

• Collected from sales or services 

• Appear in the income statement 

Examples: 

•Sales Revenue: The amount generated through sales of goods and services. 

• Interest income: Money earned from bank deposits or investments. 

• Royalty or Commission: Income from intermediacy and licencing. 

• Rent Received: In the event that the property is an income generaƟng asset. 

 

Comparison Summary: 

Criteria Capital Receipts Revenue Receipts 

Nature Non-recurring Recurring 

Source Financing or invesƟng acƟviƟes OperaƟonal acƟviƟes 

AccounƟng Treatment Shown in balance sheet Shown in profit & loss account 

Impact on Profit No direct impact Affects current profit/loss 

Examples Loans, sale of fixed assets Sales revenue, interest income 
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Figure Comparison Summary: 

 

3.1.4 Importance of Correct ClassificaƟon 

Proper disƟncƟon between capital and revenue items is the very basis of accounƟng. It also 
provides veracity, reliability and comparability of financial statements. Incorrect 
categorizaƟon may result in lack of clarity and/or representaƟveness under financial 
statements, regulaƟon disqualificaƟon as well as unstruct red decision support to internal 
and external stakeholders. 

Why ClassificaƟon is Important: 

True and Fair Financial ReporƟng 

UnderstaƟng profit by characterising a capital expense as revenue, or vice versa, also 
deceives stakeholders about how well the company is performing. 

Compliance With Generally Accepted AccounƟng Principles and Legal Requirements 
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Blurred disƟncƟon between capital and revenue for audit and disclosure purposes: The 
statutory requirements, such as Schedule III to the Companies Act and accounƟng standards 
(Ind AS under IFRS), emphasizes on a clear cut differences parameters of items recorded in 
financial statements only in terms of their materiality. 

Proper Asset ValuaƟon and DepreciaƟon 

InvesƟng in capex increases the value of an asset, and its value is depreciated over Ɵme. 
MisclassificaƟons can lead to inaccurate depreciaƟon expense and asset values. 

Impact on Tax CalculaƟon 

The funds boats spend are tax-deducƟble in the current year whereas the boats purchase 
must be depreciated. MisclassificaƟon may also have tax implicaƟons and bring about 
unwanted scruƟny or penalƟes. 

Financial Decision-Making and RaƟo Analysis 

Financial raƟos, such as ROA, net profit margin, and asset turnover are based on proper 
classificaƟon. MisclassificaƟon can distort important signals to those investors, creditors 
and managers. 

Audit Accuracy and Transparency 

The appropriate classificaƟon is important during audits for audit trails, internal controls 
and regulatory compliance. Inaccuracies could lead to audit qualificaƟons or disclaimers of 
opinion. 

BudgeƟng and Financial Planning 

BudgeƟng for capital and revenue expenses is different between organisaƟons. 
MisclassificaƟon can have an impact on planning, funding and allocaƟon of resources. 

Correct classificaƟon is not only an accounƟng necessity, it is essenƟal for financial honesty 
and responsibility. 
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Figure 3.1.4 

 

 

3.2 Overview of Financial Statements 

3.2.1 Purpose and ObjecƟves 

Financial Statement Financial statements are structured records of the acƟviƟes and posiƟon 
of an individual, insƟtuƟon, or company. They are produced at the end of a reporƟng 
period, and explain how well (or poorly) an enƟty has performed financially; its financial 
posiƟon; and what caused changes in its cash. 

Purpose: 

• To portrait true and fair picture of the company’s financial posiƟon. 

• To save for tax, accounƟng and financial preparaƟon. 

• To have transparency and accountability in corporate funcƟoning. 

? As a vehicle for decision making, planning and control. 

ObjecƟves: 
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Performance Measurement: To understand how well ýthe company has performed during a 
certain period by analyzing its proýtprofit, revenue, and expenses. 

Statemenent of financial posiƟon analysis: To analyse the assets, liabiliƟes and equity at a 
parƟcular date. 

Cash Flow Analysis: To illustrate cash movement from operaƟons, invesƟng and financing. 

Compliance: For statute compliance, as per legal frameworks like Companies Act and 
accounƟng standards (Ind AS, IFRS etc.). 

Investor and Creditor Confidence: To help prospecƟve and current investors, lenders, and 
creditors compare the risk and return prospects of involvement in the enƟty. 

1)Management Control: For use by managers to monitor performance and take correcƟve 
acƟon where necessary. 

3.2.2 Users of Financial Statements 

Financial statements are intended for a wide-band of users having varied interests and 
needs. 

Internal Users: 

• AdministraƟve: For planning, decision making, and monitoring of performance. 

• Workers: To gauge the stability and profitability of the company — which affect job 
security and promoƟons, as well as wages. 

• BOD: To assess governance at the firm as a whole, and approve major business 
transacƟons. 

External Users: 

• Investors/Stock Holders: To  take decisions to buy or hold or sell share, depends on 
Profitability and returns. 

• Creditors and Lenders: To assess the company as a credit risk, ability to repay loans 
(interest) raƟo. 

• Government and Regulators: In order to comply with the law, work out taxes and record 
economic contribuƟons. 

• Financial Analysis and Economic Research, Analysts: For financial analysis economic 
research and market forecasƟng. 

• Customers: To assess the supplier's financial soundness for long-term supply chain 
dependence. 
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• Suppliers: In order that suppliers can decide whether to extend credit or enter into long-
term contracts. 

• The Public: For knowledge of the company's role in the economy, ecology and society. 

Every user group looks at financial statements in a different way depending on their needs 
and connecƟon with the organizaƟon. 

3.2.3 LimitaƟons of Financial Statements 

Financial statements are not unlimited tools by which to measure the performance of a 
business and make informed decisions. 

Historical Nature 

Historical financial statements don’t predict future intrinsic value or earnings power. For 
instance, fixed assets appear at the historical cost minus depreciaƟon, rather than their 
present values. 

Limited Scope 

They concentrate mostly on financial numbers while ignoring qualitaƟve features like 
customer loyalty, brand strength, employee saƟsfacƟon and environmental impact. 

Use of EsƟmates and Judgments 

Some items such as depreciaƟon, provisions and valuaƟon of assets are based on 
management's esƟmates and assumpƟons that could differ from actuals thus affecƟng 
comparability and reliability. 

Not InflaƟon-Adjusted 

Financial statements are presented at historical cost and do not take into account the 
diluƟon value of money over Ɵme, thus they are misleading comparators across Ɵmes of 
inflaƟon. 

Subject to ManipulaƟon 

Cherry picking or taking certain items under the consideraƟon are the reasons companies 
have oŌen manipulated these techniques to show superior financial condiƟons than they 
actually were. 

Non-Uniform AccounƟng Policies 

False If one company uses depreciaƟon method X and another uses Y, they will not be very 
comparable unless that is adjusted. 

Lack of Timeliness 
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Financial statements are not available at the end of an accounƟng period, and there is 
frequently a lapse between them. 

Incomplete View of Risk 

And financial statements do not describe all of a company's business risks (e.g., how would 
they account for market volaƟlity, legal threats, cyber-threats or compeƟƟve disrupƟon?) 

Financial statements are important, but they should also be read with awareness of these 
weaknesses and in conjuncƟon with other informaƟon when used to make decisions. 

3.3 Balance Sheet 

3.3.1 Meaning and Structure 

Meaning 

The Balance Sheet is a major financial statement that indicates the financial posiƟon of 
business at a parƟcular point in Ɵme, usually at the end of an accounƟng period. It provides 
a concise summary of what an organizaƟon owns (assets), what is owes (liabiliƟes) and the 
residual interest of owners, covering also who would receive the enƟƟes assets if they were 
liquidated. 

Key characterisƟcs include: 

• The balance sheet – also called the Statement of Financial PosiƟon. 

•It follows the basic accounƟng equaƟon: 

Assets = LiabiliƟes + Equity 

• It shows the balance remaining in the accounts and is a part of final accounts prepared at 
the end of a given accounƟng period (financial year end). 

Structure 

The balance sheet is divided into three main components: 

Assets – Economic resources owned by the business. 

Personnel Recessions (2 of 3) LiabiliƟes – ObligaƟons to EnƟƟes outside your company. 

Stockholders’ Equity – The residual interest of the owners in the assets of the enterprise 
aŌer deducƟng liabiliƟes. 

In fact, Assets are presented on one side (or at top in the verƟcal form) and LiabiliƟes plus 
Equity combined on other side (in P/L a/c. below) represenƟng “the sources of funds” and 
‘obligaƟons”. 
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3.5 Schedule III Format of Financial Statements 

3.5.1 IntroducƟon to Schedule III (Companies Act, 2013 – India) 

Schedule III to the Companies Act, 2013 prescribes a general format for the preparaƟon and 
presentaƟon of financial statements of companies incorporated in India. It promotes 
consistency, comparability and transparency in reporƟng financial numbers between 
companies and across Ɵme. 

This is extensible to all companies, other than the ones involved in banking,insurance and 
electricity business if not expressly so provided. (i) Schedule III requires balance sheet and 
statement of profit and loss to be prepared verƟcally. It also establishes a 'disƟnct line' 
between assets/liabiliƟes that are current and those which are non-current, thereby 
promoƟng consistent classificaƟon clarity. 

To ensure consistency of accounƟng treatment over Ɵme, the paƩern so prescribed under 
schedule III should be followed in each subsequent accounƟng periods. If items are 
reclassified or presented differently, the company must fully describe the nature of any such 
change and its effects in addiƟon to explaining why it was necessary. 

The funcƟon of Schedule III is to bring IGAAP in line with internaƟonally accepted standards 
such as the InternaƟonal Financial ReporƟng Standards (IFRS). It consists of three Divisions: 

• Division I: Applicable for enƟƟes as per the AS="""God is a concept, by which we measure 
our pain""".GF. 

• Second Schedule: This applies to companies that are applying Indian AccounƟng 
Standards (Ind AS) 

• Division III: Applicable to NBFCs that are required to prepare financial statements under 
Ind AS 

This form allows for flexibility, yet beƩer follows the same format standardizing financial 
informaƟon making reports more intercomparable. 

 

Did You Know? 

 

“Schedule III of the Companies Act, 2013 replaced the old Schedule VI and introduced a 
uniform structure for financial statements in India. It mandates a verƟcal format and 
categorizaƟon of assets and liabiliƟes into current and non-current, improving transparency, 
comparability, and compliance with global financial reporƟng standards.” 

 

3.5.2 General InstrucƟons for PreparaƟon 
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III SCHEDULE These are the general principles as may be followed in preparing financials: 

True and Fair View: Financial statements should give a true and fair view of the state of 
affairs of the enterprise and its profits or loss, or property. 

Disclosure Requirements: 

o Each asset must be disclosed individually. 

o Figures to be rounded off as per the turnover limit (i.e. nearest hundred, thousand,lakh or 
crore )as applicable. 

ComparaƟve InformaƟon: Previously reported amounts for the current period must also be 
included with accumulated totals of the preceding period. 

Unit of measurement: The unit (e.g. ₹ in lakhs or crores) shall be indicated prominently in 
the financial statements. 

Current vs Non-Current ClassificaƟon: 

o Assets and liabiliƟes that are expected to be seƩled within 12 months of the reporƟng 
date are classified as current. 

o Provided for those anƟcipated to be seƩled aŌer twelve months as non-current. 

RepeƟƟon of Format-Prescribed format under Schedule III has to be repeated on periodical 
basis for all the accounƟng periods. This guarantees the comparability of financial 
statements. Disclosure should be made to reflect changes in classificaƟon or format and the 
reasons for such changes and their financial effect. This requirement is be press home in the 
financial reporƟng consistency, as menƟoned on Page 13. 

Notes to Accounts: The notes annexed are an integral part of the financial statements and 
include detailed informaƟon on certain figures. 

Grouping and Sub-Grouping Line items shall be logically grouped together. Schedule's 
breakdown should be shared in case of further clarificaƟon. 

Rounding: According to the total receipts. For instance, where turnover is below ₹100 crore, 
amounts can be rounded off to the nearest lakh while in the case of turnover exceeding 
₹100 crore, rounding off could be done to the nearest crore. 

3.5.3 Format of Balance Sheet (Schedule III)  

-(i) The balance sheet shall be prepared in the form set out in Part I of Schedule III and may, 
subject to the provisions of that part, or as any other form as may be laid by.parliament by 
law or prescribed under secƟon 133, comply with a standard approved for such class of 
companies: Provided that nothing in this sub-rule shall apply to any insurance company [ the 
preparaƟon and presentaƟon whereof is regulated by regulaƟons made by Insurance 
Regulatory,Development Authority ]. 
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Balance Sheet as per Schedule III (Part I or II) is prepared verƟcally and in two parts, Assets 
and Equity & LiabiliƟes. 

A. Assets 

• Non-Current Assets: 

o Property, Plant and Equipment 

o Capital Work-in-Progress 

o Intangible Assets 

o Non-Current Investments 

o Deferred Tax Assets 

o Long-Term Loans and Advances 

• Current Assets: 

o Current Investments 

o Inventories 

o Trade Receivables 

o Cash and Cash Equivalents 

o Short-Term Loans and Advances 

o Other Current Assets 

B. Equity and LiabiliƟes 

• Shareholders’ Funds: 

o Share Capital 

o Other Equity 

o Money Received Against Share Warrants 

• Share ApplicaƟon Money Pending Allotment 

• Non-Current LiabiliƟes: 

o Long-Term Borrowings 

o Deferred Tax LiabiliƟes 

o Long-Term Provisions 

o Other Non-Current LiabiliƟes 
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• Current LiabiliƟes: 

o Short-Term Borrowings 

o Trade Payables 

o Other Current LiabiliƟes 

o Short-Term Provisions 

3.3.2 Assets Side 

Assets are the things that belong to the company which it expects will provide future 
posiƟve cash flows. Assets are categorized into: 

Non-Current Assets 

These are the assets which will not be converted into cash or consumed within a period of 
one year. They are those investments the company has made for years to support and 
expand their acƟviƟes. 

Examples: 

• PPE: Property, Plant and Equipment – Buildings, machinery, land, vehicles 

• intangible assets, including patents, copyrights, trademarks and goodwill 

• Long-Term InvesƟng: Shares in other companies, bonds, property 

• Deferred Tax Assets: Benefits for taxes in the future 

• Capital WIP: Work in progress in the form of construcƟng / developing asset 

ObjecƟve: Non-current assets generate revenue over various financial periods. 

Current Assets 

These are assets that an enƟty expects to realise, sell or consume and liabiliƟes that it 
intends to seƩle within its normal operaƟng cycle or twelve months aŌer the end of period 
when then longer. 

Examples: 

*Cash & Cash Equivalents: Cash, bank deposits, marketable securiƟes 

• Trade Receivables: Amounts owed by clients 

• Stock: Raw material, Work in process and Finished goods 

• Temporary investments: Liquid investments for short-term benefit 

• Prepaid expenses; DefiniƟons Payments in advance for services, goods 
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ObjecƟves: Working capital is vital for the management of ongoing operaƟons and solvency. 

3.3.3 LiabiliƟes Side 

LiabiliƟes are the debts to outsiders which are paid off by the transfer of money, goods and 
services. They are classified as: 

3.3.4 Shareholders’ Equity 

Shareholders’ equity is the remaining interest in the assets of an enƟty aŌer deducƟng all 
liabiliƟes. It represents the owners’ claim on the business, and comprises of capital originally 
invested together with profits kept in the business. 

Components of Shareholders’ Equity: 

Share Capital: 

 Equity Share Capital: Money brought in by owners subscribing for shares. 

 Preference Share Capital: Capital from which preference for payment of dividend as well 
as recovery of capital is given. 

Other Equity: 

 General Reserves: Funds kept away from profits for future use. 

Retained Earnings: The sum of all profits and losses the company has incurred since it 
started, minus dividends distributed. 

 SecuriƟes Premium: Amount collected on shares over their face value during issue of 
shares. 

Other Comprehensive Income: 

 Unrealised gains and losses not yet taken to profit and loss account (e.g., revaluaƟon 
surplus, foreign currency translaƟon). 

Money Received Against Share Warrants: 

 Advance money against Share Allotment under some Agreements. 

Role in Financial Analysis: 

• Reflects the company’s net worth. 

• Facilitates calculaƟons of important raƟos such as: 

o Return on Equity (ROE) 

o Debt-to-Equity RaƟo 

o Book Value per Share 
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• Equity is also an important measure of the firm’s financial health and its capacity to raise 
money without borrowing. 

Non-Current LiabiliƟes 

Long-term debts payable aŌer one year, or beyond the normal operaƟng cycle. 

Examples: 

• Long term Borrowings: Debentures, Bonds, Term loans 

• Deferred Tax LiabiliƟes: Taxes to be paid in the future on account of differences in Ɵming 

• LeaseLiabiliƟes: Long term lease payment liabiliƟes 

• For pensions, warranƟes or other legal obligaƟons. 

Non-cumbersome liabiliƟes reflect long-term solvency and upcoming financial obligaƟons. 

Current LiabiliƟes 

LiabiliƟes that are expected to be seƩled in the ordinary course of business or within one 
year of the financial statement date. 

Examples: 

• Creditors: Trade balances with suppliers 

• Short-Term borrowings: This refers to the loans that needs to be repaid within an year. 

• Payments Outstanding: Wages, rent and interest due 

• Customers’ Advances: The payments received in advance on account of giving 
goods/services. 

• Current PorƟon of Long-Term Debt: The porƟon of long-term debts due within one year 

Significance: Current LiabiliƟes are used to evaluate a company's financial stability and 
liquidity. 

 

 

Choose the correct opƟon: 

1. Which of the following is a non-current asset? 
a) Cash 
b) Inventory 

Knowledge Check 1 
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c) Machinery 
d) Trade receivables 

2. What does the balance sheet primarily show? 
a) Profit or loss 
b) Income and expenses 
c) Financial posiƟon 
d) Cash inflows 

3. Which of the following is classified as a current liability? 
a) Debentures 
b) Trade payables 
c) Lease obligaƟons 
d) Preference shares 

4. Shareholders’ equity includes which of the following? 
a) Trade receivables 
b) Bank overdraŌ 
c) Retained earnings 
d) Inventory 

 

3.5.4 Format of Statement of Profit & Loss (Schedule III) 

The Profit & Loss Account of Schedule III also has a verƟcal presentaƟon as below: 

Revenue from OperaƟons: 

o Sale of Products or Services 

o Other OperaƟng Income 

Other Income: 

o Interest Income, Dividend, Profit on Disposal of Assets 

Total Revenue (1 + 2) 

Expenses: 

o Cost of Materials Consumed 

o Purchase of Stock-in-Trade 

o Changes in Inventories 

o Employee Benefit Expenses 

o Finance Costs 
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o DepreciaƟon and AmorƟzaƟon 

o Other Expenses 

Profit before ExcepƟonal and Extraordinary Items and Tax 

ExcepƟonal Items (if any) 

Profit Before Tax 

Tax Expense: 

o Current Tax 

o Deferred Tax 

Profit or Loss for the Period 

Other Comprehensive Income (for Ind AS schedule III compliant companies) 

Total Comprehensive Income 

Earnings Per Share: 

• Basic and Diluted EPS 

 

3.4 Profit & Loss Account (Income Statement) 

3.4.1 Purpose and Structure 

The Profit & Loss Account (Income Statement) is one of the primary financial statements 
used by a company to report its performance over a specific accounƟng period. To disƟll 
revenues, costs, gains, and losses for the net income or net loss for the period. 

Purpose: 

• To demonstrate how much money the company made or lost over a period of Ɵme. 

• To expose for improved operaƟonal efficiency. 

•In other words, "to offer something that would help in performance and decision making. 

• To meet statutory and regulatory obligaƟons. 

3.4.2 Revenue SecƟon 

The Income SecƟon covers all the company’s sources of income accrued in that period. 

Key Components: 

Revenue from OperaƟons: 
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o OperaƟng income: Derived from core business acƟviƟes such as sale of goods and 
services. 

o The dominaƟng means of earnings that show how business has performed. 

Other Income: 

o Non operaƟon income as such as: 

 Interest income 

 Dividend income 

 Gain on disposal of investments or assets 

 Rental income 

o This part refers to secondary of back up income. 

Total Revenue: 

o Revenue from operaƟons + other income. 

o Forms the basis for comparison with expenses. 

3.4.3 Expenses SecƟon 

In the Expenses SecƟon, all of a company's operaƟng expenses during an accounƟng period 
have been tabulated. Costs apply these expenses against revenues to compute the net 
income (or loss) for the period. The expenses are categorized to show the structure of the 
cost and it's effect on business. 

Key Categories: 

Cost of Materials Consumed 

o For manufacturing organizaƟons and this is the cost of materials used to manufacture or 
produce goods. 

o Formula: 

Cost of Materials Consumed = Opening stock of raw materials + Purchases of Raw material – 
Closing Stock Of Raw Material 

Purchase of Stock-in-Trade 

o For trade; goods purchased, including specifically for resale as they stand aŌer 
introducƟon across naƟonal boundaries. 

FluctuaƟons of the Stock and Work-in-Progress in progress 25. 
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o Represents the net movement in the inventory of finished goods and work-in-progress for 
the period. 

o Formula: 

Change in Stock = Opening Stock of (Finished + Work-in-Progress) – Closing Stock of 
(Finished + Work-in-Progress) 

Employee Benefit Expenses 

o Covers all costs relaƟng to employees including wages, bonus, contribuƟng provident fund 
and gratuity as well as other staff welfare expenses. 

DepreciaƟon and AmorƟzaƟon 

o Describes the spreading of the cost of tangible and intangible resources over their useful 
lives through a system. 

Finance Costs 

o Includes interest expenses on funds borrowed, bank charges and other financial costs 
related to financing acƟviƟes. 

Other Expenses 

o Encompasses overhead expenses like, rent or legal and professional fees; uƟliƟes, repairs, 
maintenance; adverƟsing. 

ExcepƟonal Items (if any) 

o Refers to gains or losses, which are unusual and non-recurring and not a part of normal 
business operaƟons. This could be write-downs, restructuring charges or earnings from 
conƟnuing operaƟons. 

3.4.4  Profit / Loss and its Analysis 

A net result is obtained aŌer deducƟng expenses from total revenue: 

Profit Before Tax (PBT) 

o Income before tax – all operaƟng income plus nonoperaƟng income and losses. 

Tax Expense 

o Comprising current tax and deferred tax. 

PAT / Net Profit 

o The company’s net income aŌer taxes are deducted. 

o This gets added to the equity porƟon of the balance sheet in retained earnings. 
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Other Comprehensive Income (OCI) 

o Unrealised gains/losses out of P&L Like: 

 RevaluaƟon of assets 

 Foreign exchange differences 

 Actuarial gains / losses in respect of defined benefit plans 

Total Comprehensive Income 

o Net income or loss plus other comprehensive income. 

InterpretaƟon: 

• It would suggest that the company was in good financial and operaƟng health if it were 
making a net profit. 

• Net losses reflect inefficiency or an extraordinary event that has impacted earnings. 

• Trends in profit margins over Ɵme indicate whether a company’s growth, efficiency and 
cost-management trends are showing improvement or decline year aŌer year. 

• The contributors uƟlize the profitability raƟos like Net Profit Margin, Gross Profit Margin, 
and Return on Sales in order to judge company performance. 

3.5.5 Key Disclosure Requirements 

Schedule III prescribes various disclosures to enable stakeholders evaluate its financial 
posiƟon and performance. They are generally part of the Notes to Accounts, which give 
details for the major financial statements. 

Key Disclosure Areas (to be read in conjuncƟon with note to accounts): 

Share Capital: 

o Number and class of shares 

o Rights aƩached to each class 

o ReconciliaƟon of shares outstanding 

o Promoter shareholding and its Changes during the year 

Other Equity: 

o Specific movement and composiƟon of each reserve and retained earnings 

Property, Plant and Equipment: 

o Gross and net book values 
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o Accumulated depreciaƟon 

o AddiƟons to and disposals of the hedge accounƟng reserve for the period under review 

ConƟngent LiabiliƟes and Commitments: 

o Guarantees given 

o Claims not acknowledged as debts 

Borrowings: 

o Nature of borrowings 

o Terms of repayment 

o Security details 

Aging of Trade Receivables and Payables: 

o Strata by age categories (i.e.6mo) 

Note: The following items which were earlier presented in Notes to Accounts are now a part 
of the ManagemD ent D iscussion & A nalysis (MD&A) secƟon pursuant to the best pracƟces 
in Indian corporate reporƟng. 

• Related Party Disclosures 

• Segment ReporƟng 

• Corporate Social Responsibility (CSR) Expenditure 

This differenƟaƟon facilitates a beƩer fit with the narraƟve and analyƟcal frameworks 
necessary for MD&A, while promoƟng clarity and usefulness in financial reporƟng. 

3.6 PracƟcal Problems 

3.6 CategorisaƟon of Payments & Receipts (In PracƟce Examples) 

This secƟon is centred around case-study type examples to assist students in differenƟaƟng 
between capital vs revenue expenditure and capital vs revenue receipts. 

PracƟce Example 1: 

IdenƟfy the following as capital or revenue expenditure: 

• New delivery van bought 

• Repair of old machinery 

• Salaries paid to office staff 

• Legal fees for acquiring land 
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Answers: 

• Capital 

• Revenue 

• Revenue 

• Capital 

PracƟce Example 2: 

DisƟnguish between capital and revenue receipts with reference to the following: 

• Loan from a bank 

• Income from sale of goods 

• Sale of old furniture 

• Rent received from tenants 

Answers: 

• Capital 

• Revenue 

• Capital 

• Revenue 

These exercises develop the ability to classify accurately a prerequisite to making correct 
financial statements. 

 

3.6.2 PreparaƟon of a Simple Balance Sheet (IllustraƟve Problem) 

IllustraƟve Problem: 
Prepare a balance sheet using the following informaƟon: 

ParƟculars Amount (₹) 

Plant and Machinery 1,50,000 

Furniture 50,000 

Cash in Hand 20,000 

Debtors 40,000 

Creditors 30,000 
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Loan from Bank (long-term) 70,000 

Capital Introduced by Owner 1,60,000 

SoluƟon: 

Balance Sheet as on 31st March, 20XX 

A. Equity and LiabiliƟes 

1. Shareholder’s Funds / Capital 

o Capital: ₹1,60,000 

2. Non-Current LiabiliƟes 

o Loan from Bank: ₹70,000 

3. Current LiabiliƟes 

o Creditors: ₹30,000 

Total LiabiliƟes: ₹2,60,000 

B. Assets 

1. Non-Current Assets 

o Plant and Machinery: ₹1,50,000 

o Furniture: ₹50,000 

2. Current Assets 

o Debtors: ₹40,000 

o Cash in Hand: ₹20,000 

Total Assets: ₹2,60,000 

 

3.6.3 PreparaƟon of a Simple Profit & Loss A/c (IllustraƟve Problem) 

IllustraƟve Problem: 
Prepare a simple Profit & Loss Account using the following details for the year ended 31st 
March, 20XX: 

ParƟculars Amount (₹) 

Sales Revenue 3,00,000 

Cost of Goods Sold 1,80,000 
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Salaries 30,000 

Rent 10,000 

AdverƟsing 5,000 

Interest Income 2,000 

SoluƟon: 

Profit & Loss Account for the Year Ended 31st March, 20XX 

Income: 

 Revenue from OperaƟons (Sales): ₹3,00,000 

 Other Income (Interest): ₹2,000 
Total Income: ₹3,02,000 

Expenses: 

 Cost of Goods Sold: ₹1,80,000 

 Salaries: ₹30,000 

 Rent: ₹10,000 

 AdverƟsing: ₹5,000 
Total Expenses: ₹2,25,000 

Net Profit = ₹3,02,000 – ₹2,25,000 = ₹77,000 

This profit will be added to retained earnings in the balance sheet under shareholders’ 
equity. 

 

 

“The Profit & Loss Account not only reveals a firm’s net profit or loss but also helps assess 
operaƟonal efficiency. Including "Other Income" like interest or rental earnings offers a 
broader view of performance, and even small amounts can significantly impact profitability 
when core margins are low.” 

3.7 Summary 

v Financial statements are the summaries of the financial transacƟons of a company. 

v Capital and revenue provision must be categorized correctly for the purpose of reporƟng. 

Did You Know? 
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v Capital expenditure produces a long-term asset, whereas revenue expenditure is for day-
to-day operaƟons. 

v Capital receipts are non-revenue inflows; revenue receipts flow from core operaƟons. 

v) Temporary Fixtures : refers to fixtures which are of temporary and portable nature such 
as water cooler, painƟng etc. 

v Financial statements consists of Balance Sheet and Profit & Loss Account. 

v The Balance Sheet reveals what the company owns (including cash, where you’ll find it in 
this case), owes and the equity of shareholders at a moment in Ɵme. 

v Assets and liabiliƟes are categorized in current and non-current elements. 

v The Profit & Loss Account reflects the income and expenditure over a parƟcular period. 

v) Schedule III sets out a uniform structure of financial statements in India. 

v It brings in the consistency, comparability and legal requirement of financial reporƟng. 

v Key disclosures in financial reports enhance transparency for readers. 

v ApplicaƟon problems build comprehension of classificaƟon and financial statement 
preparaƟon. 

3.8 Key Terms 

Capital Expenditure : Spending made on acquiring or upgrading producƟve capacity that will 
benefit the firm for several years. 

Revenue Expenditure: Costs for daily operaƟon of the business in the same financial year. 

Capital Receipt: A one-off inflow which would either create a liability or reduce an asset. 

Revenue Receipts: RouƟne earnings from operaƟons of the business. 

Deferred Revenue Expenditure: The revenue expenditure, which is supposed to be beneficial 
over more than one accounƟng period. 

Balance Sheet: A report that provides an overview of a corporaƟon's financial status at a 
fixed point in Ɵme. 

Profit & Loss Account: A summary of income and costs over a period. 

Schedule III: A schedule in which to prepare financial statements, as required under the 
Companies Act 2013. 

3.9 DescripƟve QuesƟons 

DifferenƟate between Capital Expenditure and Revenue Expenditure with Examples. 
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Define deferred revenue expenditure and discuss its accounƟng treatment. 

Explain the difference between capital receipts and revenue receipts with examples. 

Why is a balance sheet prepared? Describe its structure. 

Describe the presentaƟon of assets and liabiliƟes schedule III format. 

Explain the major elements of a Profit & Loss Account. 

Explain the significant disclosures requirements prescribed under Schedule III of the 
Companies Act, 2013. 

Construct an intro balance sheet with imaginary numbers, and correctly get classificaƟon on 
items. 

Explain to me how to construct a simple Profit & Loss Account with some imaginary figures. 
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Answers to Knowledge Check 
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Knowledge Check 1 

1. c) Machinery 

2. c) Financial posiƟon 

3. b) Trade payables 

4. c) Retained earnings 

 

3.11 Case Study 

IntroducƟon 

Financial statements are the “life-informaƟon” of an enterprise which must be sufficiently 
communicated to it’s purposed users. The below is the summarised Balance Sheet of Kavya 
Enterprises 'Schedule III' company not in words was aƩaced to this form. The company has 
had a profitable operaƟng history, but finance struggles to deliver informaƟon in a 
consistent, compliant and investor-friendly manner. 

This case study explain you how Kavya Enterprises decoded and revised their financial 
wriƟngs (Balance Sheet & Profit & Loss Account) as per the amended Schedule III. Emphasis 
is placed on the classificaƟon of outlays and receipts, the interpretaƟon of profitability and 
solvency indicators, as well as key disclosures and compliance pracƟces. 

Background 

Kavya Enterprises had been operaƟng for many years by maintaining account books and 
financial interned statements prepared internally but without proper segregaƟon of current 
/non-current. Since it was geƫng funds from investors, the management decided to follow 
a formal financial schedule III format of reporƟng. 

AŌer examining its historical data, the finance team found a number of categorizaƟon 
issues: 

• The school district misclassified as capital outlay repairs to machinery. 

• Sale of assets were categorized as revenue receipts. 

• AmorƟzaƟon of deferred revenue expenditure was not uniform. 

Share capital and reserves were not appropriately segregated within equity disclosures. 

These problems hurt the way raƟos, profit reporƟng and stakeholder clarity that make it 
difficult to judge a company’s actual performance and risk. 

Problem 1: Failure to DiscriminaƟon between Capital and Revenue Expenditure 
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The group miscategorized some ordinary expenses like repairs, adverƟsing and so forth as 
capital expenditure, arƟficially inflaƟng the company’s asset base and minimizing costs for 
the year. 

SoluƟon: 

A review of the definiƟons used for the measures was carried out by the finance team: 

• Capital expenditure should lead to an asset or increase in earning capacity. 

• The surplus is for revenue expenditure while the deficit on ‘other capital’ account will 
finance capital outlay. 

So they reclassified that, because it was a maƩer of compliance and how you were going to 
compute your profit. 

MCQ 1: 

Which one of the following is a capital expenditure? 

A) Repairs to equipment 

B) Salaries to staff 

C) Purchase of machinery 

D) AdverƟsing expenses 

Answer: C) Purchase of machinery 

Principle 2: MisreporƟng of Receipts. 

The company accounted for sales proceeds of the old equipments in the operaƟng income, 
overstaƟng its operaƟng profits. 

SoluƟon: 

The crew had invoked Schedule III and brought into capital receipts the proceeds of sums so 
received from outside the business on that aegis. 

MCQ 2: 

Which of the following is a revenue receipt. 

A) Sale of old equipment 

B) Interest on bank deposits 

C) Loan from bank 

D) Issue of debentures 

SoluƟon: B) Interest on deposits in banks 
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Problem Statement 3: The Sleeping and Waking Up of Formats 

The original balance sheets were not prepared in a columnar style with current and non-
current assets listed separately. This fact made it difficult to assess the liquidity and working 
capital status. 

SoluƟon: 

The finance is the first to take in the verƟcal schedule III that provides appropriate 
separaƟon for: 

• Working with current vs non-current assets and liabiliƟes 

• Shareholders’ equity, borrowings, and reserves 

This enhanced both communicaƟon and the stakeholder percepƟon. 

MCQ 3: 

How does Schedule III specify the format of financial statements? 

A) Horizontal 

B) T-format 

C) VerƟcal 

D) Tabular 

Answer: C) VerƟcal 

Problem Statement 4: Missing Disclosures 

There were no notes aƩached on the conƟngent liabiliƟes,shareholding paƩern and 
transacƟons with related parƟes,a breach of disclosure regulaƟons_Ņend09pi. 

SoluƟon: 

In some accounts, messages were including by the squad such as: 

• Details of share capital 

• Related party transacƟons 

• Ageing of trade receivables 

• ConƟngent liabiliƟes 

This was transparent and made in compliance with regulaƟon. 

MCQ 4: 

Where in the financials I can find related party transacƟon disclosure? 
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A) Trial balance 

B) Journal entries 

C) Notes to accounts 

D) Cash flow statement 

Answer: C) Notes to accounts 

Conclusion 

Schedule III transiƟon results Kavya Enterprises was able to improve accuracy, compliance, 
and readability of the financial statements by transiƟoning to Schedule III reporƟng. The 
business was then able to convey a true and fair view to investors and financial insƟtuƟons 
by fixing incorrect classificaƟons, uƟlising the correct formats and providing important 
disclosures that trusted businesses typically make. 
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Unit 4: Banking – Part I: Foundations of Banking 

 

Learning Objectives  

1. Understand the basic concept and role of banking in the financial system. 

2. Identify diƯerent types of banks and their key functions. 

3. Explain the structure of the Indian banking system. 

4. Describe the process of financial intermediation by banks. 

5. Understand the concept of money creation and credit expansion. 

6. Analyze the role of banks in economic development and financial inclusion. 

7. Recognize the regulatory framework governing banking operations in India. 

 

Content  

4.0 Introductory Caselet 

4.1  History and Evolution of Banking 

4.2  Types of Banks 

4.3  Functions of Banks 

4.4  Types of Banking Operations 

4.5  Products and Services OƯered by Banks 

4.6  Summary 

4.7  Key Terms 

4.8  Descriptive Questions 

4.9  References 

4.10  Case Study 

 

 

4.0 Introductory Caselet 

Meera, a commerce graduate joined in as the head of a small company in Pune, and 
received her first salary. Unsure what to do with her money, she decided to open a 
savings account at a nearby bank branch. While speaking to the bank oƯicer, she 
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learned about various banking services—current accounts, savings accounts, fixed 
deposits, loans, net banking and mobile banking apps. 

The interaction sparked Meera’s curiosity. She’d thought all along that banks were just a 
place to keep money from being lost or stolen. But now she found that banks are 
important for economic growth, lend to businesses, take deposits from the public and 
aid in monetary control. She learnt about commercial banks, cooperative banks and 
the role of the Reserve Bank of India in regulating them. 

Over the years, Meera did not just start saving systematically but also make help her 
father move on to digital payments. Her personal experience was a case in point of the 
role banks play as financial intermediaries and as the building blocks for both 

individual and national development. 

Critical Thinking Question 

Why is it important for someone like Meera to know how simple banking works, and 
how does financial literacy help them make better decisions? 

4.1 History and Evolution of Banking 

4.1.1 Origins of Banking Systems (Ancient to Medieval) 

Banking had its origins with the early civilisations of mankind, who started a primitive 
system of lending to borrowers, and depositing with lenders. 

Ancient Banking: 

• In Mesopotamia (2000 B.C.E.), the temples and palaces served as financial hubs, 
providing grain loans to farmers and traders. 

• In ancient Greece and Rome, moneylenders and moneychangers made currency 
exchanges and granted loans. Temples were among the earliest “banks,” where wealth 
and valuables were kept. 

• The financial system in ancient India was complex and well-documented. 
Arthashastra (4th century BCE) prescribes controls in matters of trade and describes 
the role of a class of bankers, it calls nagarajanaka or yakshas.Other early evidence of 
such institutions are in the works of Pāṇini. 

• Banking type of activities were conducted through indigenous institutions like shrenis 
(guilds), which served as collective financial bodies oƯering credit and managing trade 
finance. 

Medieval Banking: 

•Banking work in the Middle Ages was done by Jewish and Italian money changers, 
including the Medici family of Italy. 
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• Bills of exchange, early cheques, and promissory notes were all used in time to 
formalise the underlying arrangements. 

• In abrahamic religions financial institutions came up with concepts like interest, 
under Sharia occurred the most well developed ideas of banking based on personality 
of a law (Islamic canonical law), mutually distributed profit loss mechanism other than 
an exposure to interest usury. 

• In medieval India, merchant castes like the Marwaris, Chettiars and Multanis were 
instrumental in banking and trade finance. Indigenous banking arrangements like 
hundis (Bills of Exchange or credit instruments) came to be developed and so were 
widely accepted by all communities. 

These were the precursory models of the interest based banking system that now 

dominates the world. 

4.1.2 Evolution of Modern Banking 

Military bankers, along with modern banking practices, appeared in the early period of 
Renaissance or even earlier. 

Key Developments: 

• First bank to be established and the world’s oldest existing bank: Banca Monte dei 
Paschi di Siena, Italy (1472). 

• The Bank of England was founded in 1694 as a central bank to finance government 
debt. 

• Commercial banking, central banking and stock exchanges emerged in Europe’s 17th 
and 18th centuries. 

• Industrial Revolution (18th–19th century) accelerated demand for capital and 

established banking giants to facilitate infrastructure, railroad, and global trade 
projects. 

• The evolution of usance instruments such as cheques, banknotes and bills of 
exchange further modernised money handling. 

Evolution in India: 

• The banking system in India has its Origin, from the Britisher, during colonial period. 

• The Bank of Hindustan (est. 1770) in Calcutta, was the first bank of British India and 
has since stopped functioning. 

• The Presidency Banks: Bank of Calcutta (1806), Bank of Bombay (1840), and bank of 
Madras (1843) were each founded in the 19th century merged to form Imperial Bank of 
India, the predecessor State Bank of India which was established in 1955. 
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• Central bank –N Reserve Bank of India ( 1935 ): currency issuing and monetary 
authority. 

• Post-independence, India registered several events like nationalisation of banks in 
1969 and 1980, liberalisation of economy during the 1990s and digital banking/financial 
inclusion initiatives in this century. 

The use of banking industry has come a long way and now becomes one regulated and a 
most important corner stone of economic growth by providing various services like 
deposits, remittances loans & investments. In India, this transformation also reflected 
international developments and local socio-economic and political conditions thereby 
providing a fertile ground for the growth of diverse banking system. 

4.1.3 Development of Banking in India 

India’s banking system has witnessed a phenomenal growth and innovation over time, 
moving from traditional to modern banking through indigenously evolved instruments in 
line with the changing needs and conditions of the Indian economy. This development 
is the product of a combination of elements and influences, such as traditional western 
banking institutions, colonial legacy and post-independence adaptation to social 
economic requirements peculiar to the country. 

Early Indian Banking 

Banking services were also responsible for a traditional financial intermediaries in 
ancient and medieval India included money lenders, ShroƯs, SETHS and Chettiars who 
did indigenous banking including deposits and loans and remittance services. These 
native bankers were central to the trade and credit markets, functioning on trust, family 
connections and local systems of finance. Nor were they lacking in system—all these 
apparatuses, however informal the shape of them, could produce regional viability. 

Western banking was introduced during the colonial era. The Bank of Hindustan, 
established in 1770 at Calcutta (now Kolkata), is the oldest functioning bank; it closed 
down in 1832. Later, the Presidency Banks were so formed under British India to serve 
regional interest in 1806 for the Bank of Bengal, in 1840 for the Bank of Bombay and 
1843 for the Bank of Madras. They were essentially wholesale banks with a focus on 
servicing the requirements of British businesses and government transactions, and 
established the precedent for institutional banking in India. 

Modern Indian Banking Milestones 

In 1921, the three Presidency banks were amalgamated to form the Imperial Bank of 
India, a bank that was semi government-owned and had some central bank functions. 
But due to the rising necessity of a central monetary authority, RBI (Reserve Bank of 
India) was formed in 1935. Originally established as a private bank, the RBI was 
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nationalized in 1949 and took over all currency issuance, monetary market regulation 
and banking supervision. 

The decision for nationalization came after India had gained political independence in 
1947, and its government recognized the need for the country to make financial reforms 
so that more people could access banking and credit. In a drastic policy move, 14 of 
the major commercial banks were nationalized in 1969 including 6 more in 1980. The 
objective was to widen banking's reach in rural areas, boost agricultural and priority 
sector lending and limit the dominance of some private entities in the sector. 

Liberalization in 1991 brought Indian banking into a new era. The government also 
permitted private sector banks (ICICI Bank, HDFC Bank and UTI Bank) to exist but 
within strict regulations. It was also a time of consolidation, both in regulation and the 
focus on financial stability. 

Towards the 21st century, India also experienced a tremendous advancement in digital 
banking and financial inclusion. UPI (Unified Payments Interface) has revolutionized 
real-time digital transactions, and programmes such as the Pradhan Mantri Jan Dhan 
Yojana have made the inclusion of millions of unbanked people into formal financial 
systems a reality. The penetration of banking services in rural and unbanked areas was 
further extended by measures such as deployment of banking correspondents, mobile 
banking and payment banks. 

So while today, India has a developing banking system which includes PSU banks, 
private banks, foreign banks and the cooperative bank sector and RRBs operating under 
the watchful eye of RBI. The sector will keep changing in the face of more digitalisation, 
financial innovation and a firm commitment to inclusive and sustainable growth. 

 

Timeline: Key Milestones in the Development of Indian Banking 

Year Event 

1770 Establishment of the Bank of Hindustan in Calcutta 

1806–
1843 

Formation of Presidency Banks: Bengal (1806), Bombay (1840), Madras 
(1843) 

1921 Merger of Presidency Banks into the Imperial Bank of India 

1935 Establishment of the Reserve Bank of India (RBI) 

1949 Nationalization of the RBI 
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Year Event 

1955 Imperial Bank transformed into State Bank of India (SBI) 

1969 Nationalization of 14 major commercial banks 

1980 Nationalization of 6 more commercial banks 

1991 Liberalization and entry of private and foreign banks 

2009–
2016 

Growth of digital banking, mobile payments, and new banking models 

2014 Launch of Pradhan Mantri Jan Dhan Yojana 

2016 Introduction of Unified Payments Interface (UPI) 

2020s Expansion of fintech, neobanks, and increased financial inclusion 

 

 

4.1.4 Milestones in Global Banking Evolution 

Banking around the world has shifted substantially over the centuries, influenced by 
economic crises, regulatory changes, new technology and the inexorable march of 
globalization. Every stage in the evolution of global banking is a response to and 
solution for new financial markets and customer needs. 

One of the first and most important was the founding of the Bank of England in 1694, 
which signaled the advent of modern central banking. It was to administer public 
borrowing and the issuance of bank notes, and set the relinquishment for central 
banking structures world-wide. More than 100 years later, in the United States, the New 
York Stock Exchange was formed in 1817, shifting capital markets and banking even 
closer and enabling funding to be raised on a wide scale. 

The 1930s Great Depression was a time of extreme financial instability that led to the 
birth of new regulations. In the United States, the Glass-Steagall Act of 1933 was 
enacted to barrier commercial and investment banking from each other with the 
intention of restoring confidence in banking and preventing hazardous speculation 
using depositors’ funds. 

A new international monetary order was created after World War II. The World Bank 
and the International Monetary Fund (IMF) were established during a conference at 
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Bretton Woods in 1944. Their purpose was to encourage international economic 
cooperation, development, and stability among countries. 

The 1970s and 1980s experienced an explosion of financial innovation. ATMs, credit 
cards and home banking systems became part of the everyday banking language. It 
was the birth of 24/7 banking and increased dependence on digital systems. 

The growth of online banking in the 1990s, had seen online banks provide traditionally 
remote access to a service that was once exclusively available from a local bank albeit 
with higher levels of security and hence increased appeal to customers. From then on, 
internet banking became a common service provided by banks in both advanced and 
emerging countries. 

Since the global financial crisis of 2008, when major US financial institutions failed and 
subprime mortgage markets imploded, the international banking industry has not 
confronted a more serious threat. This crisis revealed systemic failures in risk 
management and regulation. This elicited tougher scrutiny by international regulators 
most prominently, Basel III regulations, which have toughened up the monitoring on 
banks by introducing standards for capital adequacy ratio, liquidity standards and 
stress testing. 

In the 21st century, technology has come to dominate banking like never before. No, 
the rise of FinTech in last five years or so is really about the quick appearance of bank-
like businesses that replace traditional banks with a faster more user friendly often 
cheaper financial service through digital delivery. Decentralized technologies like 
blockchain have established safe means for recording transactions, and 
cryptocurrencies such as Bitcoin and Ethereum are the direct result. Neo-banks — 
purely digital banks like Revolut and N26 — provide stripped-down, app-based 
services with no physical branches aimed at consumers who are comfortable with 
technology. 

One exemplar instantiated innovation of today, is India’s Unified Payments Interface 
(UPI), which went live in 2016. UPI revolutionized the digital payments landscape by 
allowing real-time bank-to-bank transfers via mobile apps. By 2024, UPI had crossed 
the 10 billion monthly transaction milestones highlighting how scalable and eƯective a 
digitally facilitated banking-backed infrastructure was. Another example is China’s 
WeChat Pay and Alipay, whose platforms are deeply integrated with digital financial 
services that people can use to carry out all kinds of banking and payment operations 
over social media — texting on their phones. 

In addition, AI enabled banking services are gaining traction, where banks apply 
machine learning techniques to fraud detection, credit risk assessment and 
personalized financial advisory service. Chatbots and virtual assistants are now a 
fixture in customer service, helping to expedite resolution times. 
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These global landmarks illustrate the continuously transforming face of banking – a 
sector that is always adapting to cyclic market conditions, surrounding regulations or 
the needs of a new digital-first generation. 

4.2 Types of Banks 

4.2.1 Commercial Banks 

Commercial banks are the backbone of financial markets, and their principal activity is 
to accept deposits from the public in return for credits granted to individuals, 
businesses, and diƯerent entities. The essence of this business is financial 
intermediation: savings from depositors have been mobilized and put to productive use 
through lending. These banks provide the basis for liquidity in the economy, payments 
and investment to enable growth in the broader economy. 

Acceptance of deposits in diƯerent forms (such as savings accounts, current accounts 
and fixed deposits) being the most reliable function of a commercial bank, is also the 
oldest. Savings accounts inspire saving on a regular basis while current accounts are 
run for routine transactions by businesses. Fixed deposits are those that provide better 
interest rates but have a locked time period. 

On the borrowing side, commercial banks extend a variety of credit options such as 
personal loans, home loans, car loans, business loans and overdrafts. They also 

finance working-capital requirement through short-term facilities such as cash credit, 
bill discounting as well as term loans. Besides providing fund-based facilities, banks 
provide non-fund based facilities in the form of bank guarantee and letter of credit, 
facilitating trade and business operations. 

Commercial banks today have advanced to oƯer digital means for payments and 
transactions such as through internet banking, mobile apps, debit cards, cheques and 
Unified Payments Interface (UPI). These are online transactions enabling DSK Bank 
customers to make fast, secure and real-time payments of bills and fund transfers. 

In India, the commercial banks are categorized in to public sector banks, private sector 
banks and foreign banks and they have their own importance in the financial system. 

Public Sector Banks 

PSBs are banks where the Government of India (GOI) is a majority stakeholder. These 
banks were nationalized with a view to ensure financial inclusion and to extend credit 
facilities to the underprivileged domains like agriculture, small industries, villages. PSBs 
function under social obligations other than profitability. Key examples are the State 
Bank of India (SBI), which is the largest public sector bank as well as other a few others 
such as Bank of Baroda, Punjab National Bank and Canara Bank. These banks have a 
wide reach in the country, especially in semi-urban and rural areas, and cater to 
implementation of Ministries departments of GOI for PMJDY. 
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Private Sector Banks 

The private sector banks are managed and owned by the private shareholders and 
stakeholders while they are also regulated by RBI ( Reserve Bank of India) under 1949 

Banking regulation act. These banks generally emphasize technology-enabled banking 
services, customer experience and urban markets. They tend to be more eƯicient and 
innovative than their public sector partners. Top private sector banks of India are HDFC 
Bank, ICICI Bank and Axis Bank. These banks have played a large role in the expansion 
of digital banking services provided in India including, mobile wallets, on-the-spot loan 
approvals, AI-driven customer service and tailor-made financial planning solutions. 

Foreign Banks 

Foreign banks (transnational banks) which have opened their branches in India. These 
banks oƯer superior global experience, cutting edge technology and products, and low 
cost international financial services to the Indian customers. They usually serve 
multinational corporations, high-net-worth individuals and large Indian businesses that 
are involved in international commerce. These include banks like: HSBC, Deutsche 
Bank, CitiBank and Standard Chartered bank. Foreign banks in India are regulated and 
licensed only under the regulatory jurisdiction of Reserve Bank of India (RBI) and are 
not subjected to Bank regulation norm that is applicable to local banks. Although they 
have quite few branches in comparison to the domestic banks, they provide 
specialized services including forex trading, global wealth management and cross-
border banking. 

Public sector, private sector and foreign commercial banks constitute the foundation for 
India’s formal banking system. Reserve Bank of India (RBI) is the apex banking 
institution under whose regulation these banks fall, including provisions of the Banking 
Regulation Act, 1949, which ensure so much integrity and sound business practices 
among the Indian Commercial banks in general. 
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Figure 4.2 

 

4.2.2 Cooperative Banks 

Cooperative banks are institutons based on mutuality, democracy and member 
ownership. While commercial banks operate with the profit motive predominating, 
cooperative banks are established for the purpose of furthering financial inclusions 
particularly of rural and semi urban populations. Credit unions are businesses 
established to meet the needs of their members – often co-workers or members of the 
same community – by oƯering accessible credit and simple banking services. 

These banks are covered by Cooperative Societies Act; they may be a state level or 
central bank. They operate with a rare dual regulatory framework: the Reserve Bank of 
India (RBI) regulates their banking operations while the management and administrative 
functions are subject to supervision by state governments or the Ministry of 
Cooperation. This double control is necessary for monitoring activity, but it can face 
coordination problems. 

Cooperative banks provide the same variety of financial services as commercial banks. 
These services include the receipt of deposits, extension of agricultural, small business 
and housing loans, as well as other financial services like remittances and insurance 

Page 12 of 46 - AI Writing Submission Submission ID trn:oid:::3618:127427254

Page 12 of 46 - AI Writing Submission Submission ID trn:oid:::3618:127427254



products. What is notable about them, however, is that they reach out to sections of 
the population that are generally excluded by commercial banks—small and marginal 
farmers, artisans, weavers, and low-income households—who are in need of easy 
credit. 

Types of Cooperative Banks 

Urban Cooperative Banks (UCBs) 

Urban Cooperative Banks - These banks are located and operate in urban and semi-
urban areas, thus serving the banking needs of city people. They oƯer deposits and loan 
products very similar to that of commercial banks, though a vast majority of their loans 
are given out to small business owners, salaried employees and self-employed 
individuals. Their size can range from small, single branch entities to large multiple 
branch banks across cities. In the same meeting, it further indicated to bring them fully 
within RBI's scanner so that transparency and governance standards can be improved. 

Rural Cooperative Banks 

Tiered structure The Rural Cooperative Banks have a three-tier structure: 

• Primary Agricultural Credit Societies (PACS): At the village level 

• District Central Cooperative Banks (DCCBs) or District Bank at the district level 

• State Cooperative Banks (SCBs) at State level 

These banks are primarily focused in providing credit facilities to the agricultural sector 
such as seasonal crop loans, equipment and working capital loans to farmers and short 
term trade credits (loans) to rural artisans and traders. Their strong ground-level 
presence makes them indispensable in the execution of government projects 
concerning rural development and agricultural subsidies. 

Multi-State Cooperative Banks 

(8) Multi-State Cooperative Banks cover states and are registered under the Multi-State 
Cooperative Societies Act, 2002. These banks are generally larger, better capitalized 
compared to single-state banks, and are subjected directly to the control of Central 
Registrar of Cooperative Societies and Reserve Bank of India (RBI). Diverse operational 
base enables them to cater to a broader membership ranging from Co-operative 
Housing Societies, Factory workers, Agriculturists etc in a variety of geographies. 

A live instance is Saraswat Co-operative Bank in the Indian state of Maharashtra, In 

India 6 states are primary banking co-opegoverning banks. It is a retail bank that 
provides various banking products and services to individuals, small and medium 
enterprises (SMEs) with an GDP-weighted average capital adequacy ratio of 19.2%. A 
case in point is the The Punjab and Maharashtra Cooperative (PMC) Bank, which despite 
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having regulatory problems over the past few years, underscored both how essential 
strong governance and monitoring from RBI are for cooperative banking. 

Role in Financial Inclusion 

Cooperative banks are important in the financial sector in India, particularly to serve 
underbanked and unbanked people. They are intermediaries in the distribution of 
government subsidies, crop loans waivers and other welfare programmes. Their local 
rootedness, member-based business model and capacity to tap small savings make 
them important tools for inclusive and community-centric banking. 

But the cooperative bank suƯers problems of capital adequacy, professionalism and 
tech-upgradation as well. Recent regulatory changes are intended to improve their 
governance and operational transparency, making them an important part of India’s 
changing financial system. 

4.2.3 Regional Rural Banks (RRBs) 

Regional Rural Banks (RRBs) are Government of India owned scheduled commercial 
banks, which were established after the recommendation of the Narasimham 
Committee to provide credit and banking facilities to rural areas. Established by the 
RRD Act, 1976, the first existed RRBs were set running on October 2, 1975 with a view 
of providing socio-economic development to Indian rural sector. Banking in these banks 
focuses mainly on extending need based and client responsive credit to small and 
marginal farmers, landless labourers, artisans and rural entrepreneurs; most of whom 
are deprived from access to mainstream commercial banking channels. 

The owner structure of RRBS is template based, consisting of three diƯerent types of 
owners: 

• 50% Holding of the Central Government 

• 15% by the concerned State Government. 

35% by the Sponsor Bank (a public sector bank whose duty is to support of RRB) 

This three-dimensional design allows the RRBs to gain from support of government, 
local governance and technical help Managerial advice of sponsor banks. RRBs are 
governed by the Reserve Bank of India (RBI) and receive the developmental policy 
related to banking and for expansion and PCBs from NABARD( National Bank for 
Agriculture and Rural Development). 

The main objective of RRBs is to mobilize the financial resources from rural / semi-
urban areas and grant loans and advances mostly to small and marginal farmers, 
agricultural labourers and rural artisans. They provide a range of financial services such 
as savings accounts, current accounts, crop loans, agriculture term loans, 
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microfinance and government scheme payments like MNREGA wages and PM-KISAN 
payments. 

Examples of RRBs 

Prathama UP Gramin Bank 

Prathama UP Gramin Bank is a leading RRB in Uttar Pradesh which came into eƯect 
after the combination of two separate RRBs Prathama Bank and Sarva UP Gramin Bank 
in 2019. It has a network in multiple areas such as Moradabad, Rampur, Amroha, 
Sambhal and so on. The Bank is backed by Punjab National Bank (PNB). Bank falls in 
the straight line of ownership under typical RRB model, that is 50% owned by Central 
Government and 35% jointly by State Government Uttar Pradesh and Punjab National 
Bank. Prathama UP Gramin Bank is dedicated to oƯer financial help to village homes, 
small farmers and SHGs.The bank actively participate in the government sponsored 
financial inclusion scheme. 

Kerala Gramin Bank 

Kerala Gramin Bank is one of the RRB’s in Kerala, formed as per GO (P) No 

30/2013/dated 16.01.2013, by amalgamating 2 RRBs namely South Malabar Gramin 
Bank and North Malabar Gramin Bank through a Notification of Government of India, 
Ministry of Finance with an equity participation from Govt. It runs through all fourteen 
districts of the state, and therefore is classified as a state-wide rural bank. The bank is 
directly sponsored by Canara Bank and also its shareholding pattern as per RRB model 
is Government of India: fifty percent, the Government of Kerala: fifteen percent Canara 
Bank : thirty five percent. Kerala Gramin Bank provides its customers with an extensive 
range of rural banking products, and is rated high for prompt to serve performance in 
digital banking, microcredit and financial inclusion activities in the region. 

Such banks have played a key role in taking formal banking to distant rural 
pockets/underserved areas and also often served as the first point of contact between 
the common man and the formal banking system. Their branch presence, local 
knowledge of rural credit demands and the capacity to operate government 
welfare/subsidy schemes eƯectively have made them an indispensable part of India’s 
rural development policy. 

More recently, both the government and RBI have begun to take measures to 
consolidate RRBs towards making them more operationally eƯicient, financial viable as 
well as eƯective in their service delivery. Several of the smaller RRBs have been 
consolidated to create large, regionally wide reaching entities capable of adapting 
technology and outreach. 

4.2.4 Development Banks 
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Development banks are dedicated financial institutions which have an important role 
in financing long-term economic development. Unlike commercial banks, which cater 
to short-term credit and profit-led antics, development banks are meant for funding big 
projects with a longer gestation period—especially in areas like infrastructure, industry, 
agriculture and micro, small and medium enterprises (MSMEs). These banks mostly do 
not receive their deposits from the general public, they are funded by a government 
guarantee, bonds and/or refinancing done by apex institutions. 

Developmental functions of a development bank Development banks perform many 
developmental functions like providing term loans, project financing, taking equity 
participation, giving technical & managerial assistance and promoting Entrepreneurial 
activity. They typically operate at concessional interest rates and are important for 
supporting planned and inclusive development, especially in areas where they cannot 
attract a large amount of private capital because the risk is high or payment horizons 
are long. 

The following are Examples of Development Banks in India : 1. 

Industrial Development Bank of India (IDBI) 22. 

9.Industrial Development Bank of India Industrial Development Bank of India (IDBI) 
was established in 1964 as a wholly owned subsidiary of RBI. Its main function was to 
supply long-term capital to economic industries, and control the activities of other 
development finance institutions. IDBI has played a vital role in the development of 
Indian industry as a key player operating in both small-scale and large-scale industrial 
segments across the economic value chain, supporting infrastructure development 
through focused sectors of the economy – including such industries as steel, power, 
chemicals and engineering – by extending assistance for investment in project finance 

& underwriting. 

"With liberalization of Indian economy and widening of financial system, the focus and 
role of IDBI underwent a change. It became a commercial bank in 2004, and carries a 
universal banking license that provides retail banking services as well as its original 
developmental mandate. Even after this shift, IDBI continues to occupy a high position 

in the financial architecture of India; particularly as a father figure to development 
finance. 

Small Industries Development Bank of India dequeueReusableCellWithIdentifier 

Small Industries Development Bank of India (SIDBI) was set up in 1990 through an Act of 
Parliament as the principal financial institution for the promotion, financing and 
development of the micro, small and medium enterprise (MSME) sector. SIDBI directly 
finances, refinance and microfinance to small and startups industries and 
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entrepreneurs. It has also provides capacity building, innovation and modernisation of 
the MSME ecosystem through several schemes and partnerships. 

Aiding what could be called as funding's last mile, SIDBI has played a crucial role in 
helping products such as CGTMSE (Credit Guarantee Fund Trust for Micro and Small 
Enterprises), MUDRA initiative create the right kind of impetus and also channeling 

venture capital support to startups. In the past few years, SIDBI has also been a driving 
force for encouraging green finance, women entrepreneurship and digital lending 
platforms for inclusive growth. 

NATIONAL BANK FOR AGRICULTURE AND RURAL DEVELOPMENT ( NABARD) 

The National Bank for Agriculture and Rural Development (NABARD) was established in 
1982 as an apex development bank, an institution that provides credit for the promotion 
of agriculture, small scale industries, cottage, and village industries, handicrafts and 
other rural crafts. It was formed by the merger of the functions of the RBI and the 
Agricultural Refinance and Development Corporation (ARDC). NABARD’s mandate is to 
promote rural infrastructure, farm and non-farm sector activities and generate 
employment opportunities in rural India. 

NABARD extends refinance to cooperative banks, RRBs and other rural financial 
institutions like PACS for lending to farmers and rural artisans. It also oversees many 
government sponsored programs like the Rural Infrastructure Development Fund (RIDF) 
and the Producer Organizations Development Fund (PODF). NABARD is the catalyst for 
transforming social and rural economy and climate resilient agriculture to bring about 
Socio-economic prosperity in Indian villages. 

4.2.5 Central Banks 

A central bank is the top financial institution in a nation and is responsible for regulating 
the country’s monetary and financial system. It is a key player in defining and 
enforcing monetary policy, supervising the operations of the banking sector, managing 
national currency and foreign exchange reserves and sustaining financial as well as 
economic stability. Central banks are not like commercial banks in the sense that they 
do not chase profits, and neither would they engage directly with the public. Instead, 
the banks function as the government’s banker and serve as a backstop to financial 
institutions in times of trouble. 

In India, the Central Banking authority is the Reserve Bank of India (RBI). 1935 The RBI 
was set up in 1935 through and by a legislation called “The Reserve Bank of India Act, 
1934”. It originally was a private entity until was nationalized in 1949, following 
independence. The RBI’s mandate is extensive: it is the issuer and manager of the 
country’s currency; manages the cost of credit using monetary policy tools such as 
bank rates and repo rates; supervises, licenses banks and non-banking financial 

Page 17 of 46 - AI Writing Submission Submission ID trn:oid:::3618:127427254

Page 17 of 46 - AI Writing Submission Submission ID trn:oid:::3618:127427254



companies (NBFCs), besides being custodian to India Inc’s foreign exchange under the 
Foreign Exchange Management Act (FEMA). It also handles the government's borrowing 
programme as well as payment and settlement systems to protect price stability and 
sustainable economic growth. 

In other countries too, and apart from India's where the central bank has been vested 
with such roles (which however are narrowly defined) most have a central bank but 
don't specifically perform the role of the MPC. 

The Federal Reserve (USA) 

The Federal Reserve System (also known as “the Fed”) is the central banking system of 
the United States, created in 1913 with the enactment of the Federal Reserve Act. It is 
one of the world’s most powerful financial firms, thanks to the fact that the dollar is the 
world’s reserve currency. The core of the Fed's mandate is maximum employment, 
stable prices and moderate long-term interest rates. It consists of a Board of Governors 
in Washington, D.C., and 12 regional Federal Reserve Banks. Exchange rate and 
monetary policies are consumerism one uses to accomplish this takes a huge scale of 
activities. 

European Central Bank (ECB) 

1998 The ECB is the central bank for Europe's single currency, the euro (€). Based in 
Frankfurt, Germany, the ECB aims to ensure price stability and set monetary policy for 
the euro area - plotted by 19 EU members - as well as overseeing systemically 
important banks via its Single Supervisory Mechanism (SSM). It acts autonomously of 
its member governments and is central to keeping the economic integration of the 

eurozone on track. 

Bank of Japan (BoJ) 

The Bank of Japan (BoJ) is the central bank of Japan and was established in 1882 and is 
one of the oldest Central banks in the world. It has helped guide Japan through a range 

of economic cycles, from the deflation that plagued the country in the 1990s to more 
recent struggles with stagnant growth and an aging population. The issuing authority of 
the yen is the Bank of Japan (BoJ) and, as with any major currency in the world, it sets 
interest rates. It implements tools such as quantitative easing and negative interest 
rates to increase economic activity. Because Japan is itself so important in global trade 
and finance, its policies are closely monitored around the world. 

4.2.6 Specialized Banks 

Development banks are those financial institutions set up to cater for the needs of 
particular economic sectors or functions that need specialized financial aid, policy 
backing and technical know-how. Unlike universal banks that cater to a variety of 
business, specialty banks concentrate on niche segments such as international trade, 
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agriculture and rural development or housing finance. These banks are instrumental in 
promoting the national policy goals by accessing sectors, which normally don’t have 
access to banking facilities. 

EXIM Bank: Export-Import Bank of India 

EXPORT-IMPORT BANK OF INDIA The Export-Import Bank of India (EXIM Bank) was set 
up in 1982 by an Act of the Parliament to support the internationalization of Indian 
business as one-stop shop forconsumption data, market research and opportunities. 
As the principal export credit agency, EXIM Bank oƯers variety of products including 
buyer’s credit, supplier’s credit and lines of credit to overseas financial institutions. 
And it provides risk mitigation tools such as guarantees and insurance. The bank 
boosts Indian exports in manufacturing, infrastructure and engineering services with 
its long-term finance and access to international markets. The bank also plays a leading 
role in establishing new government sponsored schemes like Make in India, Project 
Exports and Lines of Credit (LoC) under the foreign policy of India. 

National Bank for Agriculture and Rural Development(NABARD) 

The National Bank for Agriculture and Rural Development (NABARD), was established 
on 12 July 1982 on the recommendations made by Shivaraman Committee in setting up 
the NABARD through an act of Parliament, i.e. ENACT NO -61 OF 1981 as the central 
unit from state finance or directly related any branch of the Reserve Bank of India. 
NABARD is the apex development bank for agriculture and rural development in India. 
It oƯers refinance to institutions like RRBs, cooperative banks and microfinance 
institutions to lend it onward to farmers, rural artisans and agricultural activities 
through SHGs. NABARD also provides direct funding to individuals under the SHG 
program and to entrepreneurs under the ‘Scheme of backward Linkage’ – a bank with 
NABARD subsidiary scheme, and indirectly in the form of refinance under SHG-Bank 
Credit Programme (SIDBI) for various activities such as handicrafts development 
support via world bank or national collateral management services limited. Its initiatives 
have helped in bringing financial inclusion, increasing agricultural productivity and 
reducing poverty in rural India. 

National Housing Bank (NHB) 

The National Housing Bank (NHB), a subsidiary of the Reserve Bank of India, was set up 
on 9 July 1988 under the NHB Act of 1987. NHB is the biggest institution dealing with 
housing finance in India and also acts as the principal agency to promote housing 
mortgage market in the country. It does so by regulating and supervising housing 
finance companies (HFCs), it also provides refinance to the banks and other 
institutions involved in giving house loans. NHB also operates Pradhan Mantri Awas 
Yojana, a Government of India initiative to facilitate aƯordable housing for weaker 
sections and low income groups. It facilitates and widens the spread of housing finance 
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markets, provides liquidity to the housing / home-financing market, and promotes 

innovation in housing development products and processes. 

“Activity” 

 

Students will prepare a comparative chart highlighting key features, functions, and 
examples of six types of banks: Commercial, Cooperative, RRBs, Development, Central, 
and Specialized banks. Each group will present one type with real-world examples and 
explain its role in financial inclusion and economic development through a short 
presentation. 

 

 

4.3 Functions of Banks 

4.3.1 Accepting Deposits 

Accepting of Deposits: The banker is to receive deposits from the general public. This 
not only aƯords the public and businesses a safe place to keep money, it also allows 
banks to use that money as sources of credit and funding for investment opportunities 
or other financial products. Deposits play an important role in the banking system as 
they are principal of financial intermediation and credit creation which leads to 
economic growth and liquidity of the economy. 

Types of Deposits 

Savings Account 

Individuals typically park their surplus funds in the form of savings bank deposits; it's a 
very popular type of deposit product. These are meant to inculcate saving habits and 
also to be able to have easy access through ATM, cheque and other digital mode of 
transactions. 

Real-life example: 

Ravi, a teacher, holds savings account with HDFC Bank. His company pays his monthly 
salary into this account which he uses for all day-to-day expenses, like paying bills in 
the form of utility payments/online shopping & UPI transfers. The account nets him a 

small amount of interest, and he also has access to ATMs and mobile banking. 

Current Account 

A current account is usually maintained by firms, business houses and the 
professionals to make a large number of transactions. Current accounts, unlike savings 
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accounts, generally do not pay interest but have functions including overdraft facilities 
and no limit on the number of transactions. 

Real-life example: 

A Surat-based textile trader operates a current account with ICICI Bank. Explanation: 
being supplier and recieving payment from customers on daily basis,and also their 
deposits are not stable,so he wants current account to do more transaction with 

restrictions 100%. He doesn’t receive interest, but the convenience as well as overdraft 
benefits him in managing his working capital. 

Fixed Deposit (FD) 

FD is when you invest a lump sum amount with the bank for a certain period of time and 
will receive higher interest rate compared to that in a regular saving account. It locks up 

the funds, and early withdrawals may trigger penalties. 

Real-life example: 

Meera Meera is a retired government servant who wants to invest ₹5 lakhs for 3 years, 
to generate interest income which is secured and regular. As she doesn’t need this sum 
immediately, the FD provides her both financial security and higher interest than a 
savings account. 

Recurring Deposit (RD) 

1) For regular saving A recurring deposit (RD) is the best option for those individuals 
who want to save money regularly. It provides a facility to the depositor that he/she can 
invest fixed amount every month for a decided period, and will get an interest as of FD. 
It’s especially helpful for people who work on fixed salary or students. 

Real-life example: 

Anita is a young software engineer and she starts an RD with Axis Bank of ₹3,000 per 
month for 2 years. She wants to save up for an international holiday. The RD oƯers her a 

disciplined way to save with guaranteed returns, making it easier and possible for her to 
reach out/goal of travelling. 

4.3.2 Providing Loans and Advances 

Dispensing loans and advances with the funds raised by banks in the form of deposits 
among people is one of their prime functions. Not only does this generate fees — 
banks make money by charging interest on the loan — it is also key to keeping the 
wheels of commerce turning, as it allows businesses to expand; people to aƯord homes 
and cars and credit cards; and governments to invest in infrastructure. Banks, by 
lending to various sectors of the economy, facilitate employment creation, 
consumption, entrepreneurship and development. 
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Varieties of loans and how they apply to you 

Term Loans 

Term loans are those loans that are issued for some fixed period say 1, 2, and 3, or may 
up to more than10 years. They tend to be repaid in default monthly or quarterly chunks, 
and are typically employed for things like expanding businesses, buying machinery or -- 
in the case of local government funding vehicles -- financing infrastructure projects. 

Real-life example: 

ISBPL Pune: A small manufacturing unit in Pune borrows a ₹50 lakh term-loan from 
Bank of Baroda for installing a new production line. The repayment will be made in 5 
years. This credit allows the company to grow operations, produce more output, and 
bring on new workers. 

Cash Credit 

The cash credit facility is oƯered to business entities as short-term credit. The first 
permits them to take out a loan against stock, raw materials or receivables that have 
been pledged and is usually provided with an up-to-a-limit provision for the company to 
borrow as necessary. The amount hired is the only one with interest tolling. 

Real-life example: 

A wholesale grocery trader in Delhi gets sanctioned a cash credit limit of ₹20 lakhs by 
Punjab National Bank on the security of his stock. In seasonal peak of festival season, 
he purchases an additional stock using ₹10 lakhs from the limit. Now, he pays interest 
on only ₹10 lakhs utilized (and not the full sanctioned limit) and can manage his 
working capital smartly. 

Overdraft Facility 

An OD is used by current account holders — usually businesses or professionals — to 
withdraw more money than is available from their accounts, ideally within a pre-agreed 
limit. It oƯers short-term liquidity for emergencies and is handy when cash flows are 
temporarily restricted. 

Real-life example: 

For example, Ramesh, who runs a printing press in Chennai has an overdraft of ₹2 lakhs 
available with HDFC Bank. What he does is overdrafts ₹1.5 lakhs every time I have to 
buy in bulk by paying online for the material before taking supply and recovers it from 
payment, once the work gets complete which takes around 2 weeks approximately till 
we get paid. 

Personal Loans and Home Loans 

Page 22 of 46 - AI Writing Submission Submission ID trn:oid:::3618:127427254

Page 22 of 46 - AI Writing Submission Submission ID trn:oid:::3618:127427254



Personal loans: It is an unsecured loan provided to individuals for meeting their 
personal needs, such as an emergency medical requirement, higher education 
expenses, wedding expenditure or travel. Home loans, meanwhile, are long-term loans 
extended to the purchase of residential property, construction or renovation. These are 
however, repaid in EMIs (equated monthly instalments) for long durations. 

Real-life example: 

Software engineer Neha borrows a home loan to buy an apartment in Bengaluru To 
fund the purchase of her new abode worth ₹40 lakh, she takes help from ICICI Bank. 
Her EMI is debited from her salary account every month. In a diƯerent scenario, friend 
Raj avails a ₹3 lakh personal loan from Axis Bank to meet the wedding expenses and he 
repays it in 24 months. 

Agricultural Loans 

Agriculture loans are provided to farmers and rural business owners for the purchase of 
seeds, fertilizers, irrigation equipment or livestock; crop cultavation or land 
improvement. These can be short or long term and are frequently made available at 
cheap interest rates under various government plans. 

Real-life example: 

A Nashik based farmer takes a Kisan Credit Card (KCC) loan of ₹1.5 lakh extend to him 
by NABARD assisted Maharashtra Gramin Bank. He invests that money to purchase 
premium grape saplings and drip irrigation gear. Flexible loan terms will enable him 
repay post-harvest and free up any stress of the loans. 

4.3.3 Agency Functions 

In addition to their primary duties of accepting deposits and granting loans for the 
general public, banks oƯer many other services for customer, institutions and 
government. They are called non fund based functions because the bank has not to 
undertake any financial liability or using its own funds in those services. While there’s 
no interest income for the agency function per se, bringing services near customers is 

essential from a customer service perspective, and promoting a cashless economy by 
reducing reliance on physical currency handling improves overall operational eƯiciency. 

Fund Transfers 

Transfer of money from one account to another whether within the same bank or in to 
other banks is one of the major services rendered by banks as agents; 3. Technological 
advancements like the NEFT (National Electronic Funds Transfer), RTGS (Real-Time 
Gross Settlement) IMPS (Immediate Payment Service), and UPI (Unified Payments 
Interface) services have changed the face of fund transfer. Banks also oƯer normal 
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paper-based payment options like demand drafts for non-electronic/written 
transactions. 

Real-life example: 

Priya, who works in Mumbai, sends ₹10,000 to her parents in Kerala via UPI through the 
mobile banking app. No paperwork The process is instant. Another businessman, for 
example, sends ₹5 lakhs to a supplier via RTGS in high-value payment but with same-
day settlement. 

Collection of Cheques and Bills 

Banks also make a collection of cheques and bills of exchange for depositors. In case 
of a cheque issued by one bank and deposited in another, the receiving bank pays the 

issuing bank and credits it to the account of depositor. This is a must have service for 
people and businesses that receive payments in the form of cheque. 

Real-life example: 

Rahul, a freelance graphic designer, receives a cheque from the client worth Rs 25,000 
and issued by another bank. He banks it at his branch of the SBI. The bank clears the 
cheque in couple of days, and Rahul’s account is credited with the fund. 

Order of Payment on Bills and Other Claims 

Banks also provide the facility of paying the repeated bills and charges via standing 
instruction or through ECS (Auto-debit). This may include the utility bills (such as 
electricity, gas, water), insurance premiums, EMIs of loans, credit card dues and taxes. 
The bank then debits the amount on the due date automatically as per instructions 
given by the customer at the time of setting up CHI and gives an assurance for timely 
payments without being attended personally. 

Real-life example: 

Shalini, who is a salaried employee sets-up standing instructions with HDFC Bank to 
pay her monthly electricity and internet bills. Her home loan EMI, too, is an auto debit 
every month. These automatic services save her time and make sure she never misses 
a due date, which can result in late fees or service cancellations. 

4.3.4 General Utility Functions 

Banks The bank, besides the deposit accepting (borrowing) and lending functions, also 
renders a number of general utility services by adding to customer convenience and 
satisfying diverse financial needs. Ultimately, these services — which don’t produce 
profit directly in the same way that a loan or investment does but instead support 
customer retention, banking reach and banks as comprehensive financial service 
providers — are about cultivating big-picture value. Where utility functions really get 
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interesting is in the provision of safety, ease and financial services to traditional 
banking consumers today. 

Locker Facilities 

Safe Deposit Locker – Service Provided By Banks That You Can Trust The most trusted 
service provided by banks is the provision to keep in safe custody items of high value - 
Jewellery, property documents, wills, and certificates. They are situated inside secure 

bank vault and oƯered in diƯering sizes dependent on individual needs of customers. 
For the locker, banks charge an annual fee as well access is restricted in order to 
ensure security of the contents kept. 

Real-life example: 

Mr. and Mrs. Verma, a retired couple in Lucknow, said they kept family jewellery and 
legal property papers in a medium-sized locker that they rent at their local Punjab 
National Bank branch. “The fact that I’ve got all my valuables in a high-security vault 
means at least those are secure, especially as our family travels quite a bit.” 

Issuance of Drafts and Cheques 

Banks also provide instruments such as demand drafts (DDs) and banker’s cheques for 
carrying out secure financial transactions. They are always prepaid checked as against 
a personal cheque and they are also guaranteed by the bank that is beneficial wherever 
trust and proof of payment are important (for example, in the case of government 
transactions, educational institutions´ fees or property). 

Real-life example: 

Arjun, a student in Kolkata, had to fork out ₹30,000 in admission fees for securing a 
place at a university outside his home state. Its a security measure that the college has 
in place. So he goes to his SBI branch, deposits the cash and gets a DD issued in favour 
of the institute which has to be sent with his filled app form. 

Debit and Credit Card Services 

And customers of banks are provided by them with debit cards to withdraw money from 
ATMs, buy in stores or make purchases online directly from their comparator savings 
and current accounts. Credit cards, in contrast, allow customers to make a purchase or 
cash withdrawal using a line of credit with the expectation they will pay it back later (or 
not at all), generally within an interest-free grace period. WalletsEnjoy rewards, 
cashback and EMI facility with these cards that are widely used as a financial tool. 

Real-life example: 

Ritika, a marketing professional in Delhi, relies on her HDFC Bank debit card to pick up 
daily essentials like groceries and cover fuel expenses, even as she uses her ICICI Bank 
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credit card for handling larger ticket spends — such as booking travel tickets and buying 
electronics. She pays oƯ the credit card balance each month, so she does not rack up 
interest charges but earns a cashback on all transactions. 

 

 

“Agency functions of banks go beyond deposits and loans—over 70% of utility bill 
payments in urban India are now handled through bank auto-debit services. With digital 
banking growth, fund transfers and cheque collections are increasingly automated, 
making banks crucial facilitators of everyday financial transactions for millions.” 

 

4.4 Types of Banking Operations 

4.4.1 Retail Banking 

Retail banking (also known as consumer banking) is the provision of services by a bank 
to individual consumers, rather than to companies, corporations or other banks. It is the 
most photographed and photographed set of banks that seeks to meet the financial 
needs of ordinary people. The Retail Banking aims to oƯer banking services to 
individuals for managing personal finance, daily transaction and credit facilities. 

Retail banking Retail banks oƯer various deposit accounts, including savings accounts, 
current accounts and term deposits – also known as certificates of deposit in the U.S.A. 
or fixed deposits in India. These include products that allow customers to safely store 
their money, earn interest and address general day-to-day financial requirements. Apart 
from deposit services, the retail banks oƯer variety of loan productssuch as personal 
loans, housing loans, vehicle loans and educationloans (with relatively easier 
repayment options and interest rates) etc. 

They do so via bank branches, automated teller machines (ATMs), the internet and 
mobile apps to make banking seamless. Increased digital penetration means aspects 
such as net banking, UPI transfers, e-wallet linking and real-time alerts have made 
retail banking more convenient and customer-friendly. 

Real-life example: 

Anita, a school teacher in Jaipur, has a salary account with Axis Bank where her monthly 
salary gets credited. She also employs mobile banking for money transfers, paying 
bills and checking her account balance while on the run. When she needed to 
consolidate debt and renovate her house, she applied for a personal loan online and 

Did You Know? 
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