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1 INTRODUCTION OF 
ACCOUNTING 

The Chapter Covers : 

• INTRODUCTION 
• NEED FOR ACCOUNTING 
• MEANING OF ACCOUNTING 
• FEATIJRES OF ACCOUNTING 
• ACCOUNTING CYCLE OR PROCESS 
• OBJECTIVES OF ACCOUNTING 
• ACCOUNTING INFORMATION 
• ADVANTAGES OF ACCOUNTING 
• LIMITATION OF ACCOUNTING 
• ACCOUNTING AS AN INFORMATION SYSTEM 
• BRANCHES OF ACCOUNTING 
• BOOK- KEEPING VS ACCOUNTING 
• IMPORTANT TERMS 
• ACCOUNTINGP~NQPLES 
• ACCOUNTING CONCEPTS 
• ACCOUNTING CONVENTIONS 
• ACCOUNTING STANDARDS 
• ACCOUNTINGEQUATION 
• RULES OF DEBIT AND CREDIT- JOURNAL & LE.OGER 
• MECHANICS OF AN ACCOUNT 
• CLASSIACATION OF ACCOUNTS 
• SIGNIFICANCE OF DEBIT AND CREDIT IN ACCOUNTS 

INTRODUCTION 

A businessman carries out many transactions in his day-to-day activities. He may 
make a number of sales or purchases of a number of items during the year. All these 
transactions are needed to be recorded down lest the businessman may forget when 
a specific item was bought or sold. He may give out goods on credit to his cus
tomers and he may not remember all of them. Thus he must put down the trans
action in a recorded fonn. That is why keeping of accounts in a business is impor
t.ant. 
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Accounting becomes mandatory when you run a business. It plays an important role 
in keeping your business organized especially financially and you become aware of 
each bit and byte of your business progress. This lets you know if your busini>:ss is 
going upward or downward. 

This chapter serves you an elementary information on what this means, why it is 

required and how it is done. 

NEED FOR ACCOUNTING 

Accounting is considered to be the language of business. Accounting is as old as 
money itself. However, the act of accounting was not as developed as it is tc.&y, 
because in the early stage of civilization, business was very small, simple and manage
able by only one person i.e. the owner rumself 

In the recent years large-scale productions, developed methods of production. cut
throat competition and changes in the technology ~ve brought remarkable changes 
in the field of accounting. Profit calculation now is no longer a simple comparison 
of financial values at the beginning and end of a transaction or a series of transac;
tions. 

It is very important for any person or a firm to _spend money carefully . There are 
certain sources from which the finn receives money like sales of goods and interest 
from banks and in turn it has to spend money on payments, maintenance of foe finn 

etc. It has to be seen that affairs are managed in such a way that the firm should 
earn more than it spends .If the expenses are more than a firm's income, it will have 
to meet its expenses from the amount invested in the firm by the owner. i.e. capital 

Suppose the owner invests Rs. 10, 00,000 in the firm. He purchases 100 units of 
goods at the rate of Rs 10,000 per unit and he sells them for Rs. 9,500 per unit. 

This loss of Rs. 500 per unit which for 100 units becomes Rs. 50,000 will have to 
be met from the owner's capital. Owing to this loss the owner's capital will be 
reduced to Rs. 9,50,000. If this loss is incurred repetitively, a time will come when 
the firm will become insolvent. Insolvency is the condition when the firm does not 
have enough funds to meet its liabilities. 

Therefore, a firm has to manage its affairs in such a way that it sells the goods for 
Rs. l 0,500 per unit, thus incurring a _profit of Rs. 50,000 which furthe1 incre<!Ses 
the owner's capital to 10,50,000. Thus, it can be said th::i,t a pr:ofit increases the 
firm's capital and a loss reduces it. 

If the proprietor of the firm is wise he will try to sell ihe {; :>ods at :me.:. a p . .-::ce as 
will enable the finn to not only meet all exp~es fr0m tre orofit l:>i.1t ~l•" 1' <>::J some 
profit for development and expansion of business. Attempts should be made to keep 
expenses low and the sales should be kept sufficiently high so that exper~e:; iaclud
ing maintenance of the firm are paid from the profit and the owner's capital remains 
invested and increase if possible. 



Thus, every firm or institution should be very careful and vigilant about its financial 
position. The finn, at the end of each year, ascertains its earnings and financial 
position in teams of capital invested and assets of the business firm. 

For providing such information, accounting came into existence. It provides infor
mation on earnings, expenses, assets, liabilities, debts etc. 

MEANING OF ACCOUNTING 

Every person, businessman or oth
erwise, concerned with money mat
ters cannot fully rely upon his 
memory. The amount, volume and 
the duration of such money matters 
make it necessary to create a 
record of the different transaction 
during a period. A businessmen 
need such record for two purpose 

1. ascertaining the working re
sults of his business; 

2. the increase in his net as
sets. 

These purposes can be served by a 
systematic record of all monetary 
traD.5actions, relating to his business. 

ACCOUNTING: a detailed report 
of dae financial state or transactions of 
a firm. 

1be theory and ~ of setting up. main
t.ainm& and auditing the books of a firm; art 
of analyzing the finaocial position and oper
ating results of a business bop.se from a 
study of irs ~ pnrchascs. ovedlead, etc. 
is accounting. 

' It is.not euyto pr9vide a concise delinition 
ofaccolDlting since the word has a broad 
ajJplication within businesses and applica
tk>m. 
It z; said that accountjng is the language ofj 
the business, So in order to understand the 
affiurs of' a firm financial statements should 
be very accurate. 

In the words of the committee on terminol
ogy of the American Institute of Certined 
Public Accountants: 

For other person also a record of i-----------------i 
the financial matters is necessary to "Accounting is the art of recording, 1· 

classifying and summarising in terms quantity, the surplus of income over 
of money transactions and events of fl- , 

expenditure and of assets over li- nancial character and interpreting the 
abilities. This systematic record is result thereof " . 

acoounting. - A/CPA Committee 

Accounting is a process-oriented task that follows a prescribed series of steps in 
order to keep track of, and record, the balances of the various accounts. Account
ing is the method in which financial in.fonnation is gathered, processed, and summa
riz.ed into :financial statements and reports. 

When a business makes a transaction, the effect of that transaction is recorded in 
the accounting system. Accounting is the process of keeping track of the changes, 
which are brought out by the new transactions, recording and then reportmg them 

Definition of Accounting 

D "Nearly every business enterprise has accounting system It is a means of 
collection summarising, analysing and reporting in monetary tenns, and of 
informations about business." - R.N. Anthony 
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D "Accounting is the science of recording and classifying business transactions 
and events, primarily of a financial character and the art of making significant 
summaries, analysis and interpretation of these transactions and events and 
communicating the results to persons who must make decisions or firm 
judgerrent. It 

- Smith and Ashburne 

0 "Accounting is a disciline which provides financial and other information 
essential to efficient conduct and evaluation of the activities of any 
organisations.'' 

- American Institute of Certified Public Accountants 

FEATURES OF ACCOUNTING 

1. ... Accounting is the art ... : Accounting records transactions according to the 
size and nature of business and the type of transaction, thus it enables us to 
achieve the financial result by showing the best way of recording, classifying and 

summarizsing the business transactions. Thus, accounting is an art. 

2. It is the art of recording: Accounting is an art of recording business transac
tions in the books of account in a systematic manner soon after their occurrence. 

3. It is the art of classifying: it is the process of grouping transactions or entries 
of one nature at one place. Similar transactions relating to a particular account 
for a given period are brought together. 

4. Summarising business transactions: It is the art of making the activities of 
the business as classified in the ledger understandable and useful to management 
and other interested parties. 

5. It records events of financial character: Events which are of financial char
acter will be recorded in terms of money. If a transaction has no financial 
character then it can not be measured in terms of money and will not be 
recorded 

6. It records transactions in terms of money: In order to make the transactions 
more meaningful they are expressed in terms of money. For example: if the 
business has 15 machines, 5 buildings etc., it is not possible to add them and 
use them for comparison or any other purpos~ unless they are expressed in 
terms of money. 

7. . . . and interpreting the result thereof. .. : accounting creates data through 
recording, classifying and summarising events and then utilises the infurmation 
for interpreting. The infonnation so provided helps the management tojudge 
performance of the business and for future planning. The result is then commu-
nicated to all the interested parties. · 



ACCOUNTING CYCLE OR PROCESS 

The sequence of activities beginning with the occurrence of a transaction is 
known as the Accounting cycle or Accounting Process. 

Steps in the Accounting cycle 

Identify the transaction 
I~ tbe cvaiJ,as a~ and gt:nanlle the sow:cedocu-

l'OlttnJournal 
The transactionaardrsi ebtert:d JDIO the joumak 

~to ledger 
The~ entries me o the app!opaate 81:COlU'llS in the 

~lllda&Jtntrles 
~ Entries aremadeibraccrued and deferred items. The 

entries are • md co T accounts in the led er 

.Adjuted'ntal~ 
Anew"1nal Balance is CCJDSbDCted after making the adju.sting:entncs 

Rln•dl Statements 
rmancialSWaneotsnpreparcd; 

Clolm&Emrles 
Tnmsirthebumceo(theteq,OnUyaccouotstothtowner'saccowru;. 

Analysis & interpretation of the financial results. 

ACCOUNTING PROCESS 

• Every accounting entry is based on a business transaction, which is usually 
evidenced by a business docwnent, such as a check or a sales invoice. 

• A journal is a book to record the transactions of a business. The typical 
journals used to record the chronological day-to-day transactions are sales 
and cash receipts journals and a cash disbursement journal A general jour
nal is used to record special entries at the end of an accounting period. 

• While a journal records transactions as they happen, a ledger groups 
records of transactions according to their type, based on the accounts they 
affect. The general ledger is a collection of all balance sheets, income, and 
expense accounts used to keep a business's accounting records. At the end 
of an accounting period, all journal entries are summarized and transferred 
to the generap~ger accounts. Tb.is procedure is called ''posting." 

·, 4 • _ . :• 
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• A trial balance is prepared at the end of an accounting period by adding up 
all the account balances in general ledger. The sum cf ,he debit br.Lrnces 
should equal the sum of the credit balances. If total debits don't equal total 
credits, it respects error in process. 

• Finally, fmancial sta!ements are prepared from the information in trial bal-
ance. 

Accounting records are important because the resulting financial statements and 
reports help in planning and making decisions. They may be used by some third 
parties (bankers, investors, or creditors) and are needed to provide information 
to government agencies, such as the Income Tax Depa.r!ment. 

OBJECTIVES OF ACCOUNTING 

The fullowing are the main objectives of accounting: 

1. Maintaining Systematic Business Records. Accounting enables busi
ness firms to maintain systematic records of all financial transar.tions. It 
includes proper recording of transactions, classifying them under appropri
ate accounts and summarising them into financial statements. 

2. Depiction of Financial position. Maintenance of :,roper records is riec
essary to show firm's possessions and the amount the firm owes to others 
at the end of a particular period. A businessman would be interested in 
knowing at periodical intervals the net result of business operations ie. how 
much profit or loss has been incurred. 

Such information is useful for the management, lenders, investors etc. The 
management can know whether the policies adopted by it were fruitful or 
not, lenders can know whether the firm is likely to earn profits in future or 
not. Investors can decide on this basis whether they should keep their 
money invested in the fii-m. 

3. Availability of information to interested parties. Apart from proprietors 
and owners various other parties are interested in the accounting infonna
tion. These are creditors, tax authorities, potential customers, employees, 
etc. They want to assess the profitability and the .financial soundness 0f the 
furn. They get this info_rmation from the annual reports and financial state
~nts. 

4. Ascertainment of working results. The working of business ultimately 
results into profit or loss. To measure the real working performance of an 
enterprise, profit and loss account must be prepared which help in ascer
taining the current costs and current revenues during a particular accounting 
period. A systematic record of incomes and expenses facilitates the prepa
ration of the income statements that reveals working results of the furn. 

5. Meeting legal requirements. Yet another objective of accounting is to 
devise such a system as will meet the legal requirerrents. Accounting system 
aims at fulfilling the requirement of law. 



Subsidiary Objectives of Accounting 

Accounting systems are designed mainly to provide information that managers and 
outsiders can use in decision making. Some of its subsidiary objects are as 
follows: 

(1) Accounting also server other pUiposes like producing operating documents, 
protecting the company's assets, to provide data for company tax returns, 
and, in some cases, providing the basis for reimbursement of costs by clients 
or customers. 

(2) The Accounting organization is responsible for preparing documents that 
contain instructions for a variety of tasks, such as payment of customer bills 
or preparing employee payrolls. It also must prepare docwnents that serve 
what might be called private information pUiposes, such as the employees' 
own records of their salaries and wages. 

(3) Accounting systems must provide means ofreducing the chance oflosses 
of assets due to carelessness or dishonesty on the part of employees, sup
pliers, and customers. Asset protection devices are often very simple; for 
example, many restaurants use nwnbered meal checks so that waiters will 
not be able to submit one check to the customer and another, with a lower 
total, to the cashier. 

(4) The accounting system must also provide data for use in the completion of 
the company's tax returns. 

(5) Accounting systems in some companies must provide cost data in the forms 
required for submission to customers who have agreed to reimburse the 
companies for the costs they have incurred on the customers' behalf 

(6) Making decision concerning the use of limited resources including identifi
cation of crucial decision areas and determination of objectives & goals. 

(7) Effectively directing the controlling of an organisation's human and material 
resources. 

(8) Maintaining and reporting on the custodianship of resources. 

ACCOUNTING INFORMATION 

Accounting is the theory and system of setting up, maintaining, and auditing the 
1)0ok~ of a firm; an art of analyzing the financ;a! position and operating result5 of a 
business house from a study of its sales, purchases, overhead, etc. and the system
atic development and analysis of information about the economic affairs of an or
ganization. This information may be used in a number of ways:- by the organization's 
maragers to help them plan and control the organization's ope1 ad.ons, by owners 
and legislative or regulatory bodies to help them appraise the organization's perfor
mance and make decisions as to its future; by owners, lenders, suppliers, employees 
and others to help them decide how much time or money to devote to the orga-

INTRODL1CTION 

NOlL 

11 



Introduction to Accountancy 

NOTES 

12 

nization; by governmental bodies to determine how much tax the organization must 

pay; and occasionally by customers to determine the price to be paid when con
tracts call for cost-based payments. 

Accounting provides infonnation for all these purposes through the maintenance of 
files of data, analysis and interpretation of these data, and the preparation of various 
kinds of reports. Most accounting information is historical that is, the accountant 
observes the things that the organization does, records their effects, and prepares 
reports summarizing what have been recorded; the rest consists of forecasts and 
plans for current and future periods. 

Accounting information can be developed for any kind of organization, not just for 
privately owned, profit-seeking businesses. 

Financial reporting should provide information that is: 

• useful to enable potential investors.creditors and other users to make 
rational investment, credit, and other financial decisions. 

• helpful to enable potential investors, creditors and other users to assess 
the amounts, timing, and uncertainty of prospective cash receipts. 

• about economic resources, the claims to those resources, and the 
changes in them. 

The accounting infonnation expected by its users is provided through financial state
ments. 

There are two main purposes of financial statements: 

(1) Information relating to profit. 

(2) Information relating to financial position. 

1. Information relating to profit. Information about the profit earned or loss 
incurred as a result of operations during an accounting period is made available • 
to the interested users. The income statement provides information about Gross 
Profit through Trading Account and about Profit through Profit and Loss Ac
count. Gross Profit is the amount of difference between the sales revenue or the 
proceeds of goods sold and/or services rendered less the direct cost of goods 
sold and/or services rendered. 

The Excise and the Sales Tax Department compute the taxes due to them on the 
basis ofTrad.ing Account. 

Net Profit is the profit earned after allowing for all the expenses. In case the ex
penses are more than the revenue, it is net loss. A financial statement infonm about 
the profit or loss suffered during an accounting period. 

2. Information relating to Financial Position. It makes available the infonnation 
about the financial wellbeing of the firm. The Position Statement provides the 
information about the assets owned by the firm, amounts receivable and the 



cash and bank balance held by it. The information along with the Income 
Statement after further analysis helps the owner in determining the security of 
their investment. Similarly investors, lenders and creditors decide about invest
ment, lending and making the credit available from this information. 

ADVANTAGES OF ACCOUNTING 

The advantages of accounting can be enumerated as follows: 

1. Maintenance of business records. All :financial transactions are recorded 
in a systematic manner inbooks of accounts. It is not possible to remember 
all the daily operations of business. The records provide the necessary 
information as and when required. 

2. Preparation of financial statements. Records enable the preparation of 
financial statements to calculate profit or loss during a particular period and 
that of balance sheet to state the financial position of the business on a 
particular date. 

3. Assessment of results. Profit of one year is compared with those of earlier 
years to kriow the significant facts about the changes. 

4. Decision making. Management is faced at times with a number of prob
lems requiring an appropriate decision. For making such decisions, only 
accounting can provide the relevant information. 

5. Evidence in courts. Records of business transactions are treated as sat
isfactory evidence in the courts of law. 

6. Planning and controlling operations. Planning of operations like sales, 
production, cash requirements for next accounting periods is achieved. 
Management is also interested in observing that the operations in the busi
ness are going on according to plan and all departments are spending within 
the specified limit. 

7. Provides information to interested groups. Parties like owners, creditors, 
management,_ employees, government, consumers arid creditors are inter
ested in accounting information related to sales, profits, production, etc. 

8. Taxation problems. In settlement of taxation matters, systematic records 
are of great help.· 

9. Valuation of business. Accounting records kept in a proper way enable a 
business unit to determine the purchase or sale price. 

10. Assistance to an Insolvent person. An insolvent person is able to explain 
the past transactions if proper records are maintained. 

Attributes of Accounting Information 

• Relevant: relevant information makes a difference m a decision. It also 
helps users make predictions about past, present and future events (it 
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has predictive value). Relevant information helps users confirm or cor
rect prior expectations (it has feedback ~alue). lt must also be available 
on time, that is before decisions are made. 

• Reliable: reliable information is verifiable (when independent auditors 
using the same methods get similar results), neutral (free from bias), and 
demonstrate representational faithfulness ( what really ~appened or ex
isted). 

• Comparable: infoanation must be measured and reported in a similar 
manner for different enterprises (allows financial statements to be com
pared between different companies). 

• Consistent· the same accounting mt'~thods should be appiied from pe
riod to period and all changes in methods should be well explained and 
justified. 

• Understandability: infoanation must be presented in su:::h a simpte and 
logical manner that a person who has no .knowledge of accounting can 
also understand it. This can be done by giving rdevant explri.natory 
notes to explain the infoanation given in finan~ial statements. 

LIMITATION OF ACCOUNTING 

The limitations of accounting may include : 

(1) Omission of Qualitative Information : Acwunts contfilJ1 ouly the infot
mation which can be expressed in terms of money and thus non-monetary 
items are ignored. For example, changes in management, reputation of 
business, efficiency of management, satisfaction of fum's customer etc. 
cannot be recorded. 

(2) Based oli Historical Costs : Accounts are prepared on th~ 'Ja.si-; ,,f 
historical ( original) cost and thus the figures given in fiuanc1al statements do 
not show the effect of changes in price level. 

(3) Influenced by .Personal Judgements : Accounting is not an P-xact sci
ence and an accountant bas to exercise his personal judgemer;.t i.u respect 
of various items, for example, selection of method of dep1 c.ciatil.n, "cih1-

ation of stock, provision for doubtful debts etc. Hence, the figure of profit 
cannot be taken as an exact figure. 

(4) Unrealistic : Accounting infonnation may not be realistic as accounting 
statments are prepared by following basic concepts and conventions, ~ese 
are flexible in nature. 

ACCOUNTING AS AN INFORMATION SYSTEl\1 

Accounting provides useful infonnation about the activities of an entity to various 
users for their use in making informed judgements and decisions. These users 



use accounting information in order to satisfy some of their varied needs for 

information 

Following are some of the users : 

USERS 

Internal 

• Owner 
• Management 

• l?rrpbyees 

External 

• Investors 

• Creditors 

• Lenders 
• Consumers 
• Researchers 

• Government & Regulatory 
Agencies 

1. Owners : Owners expect reasonable return on their funds and safety of 

their investment. Thus, they want to know about profitability and financial 

soundness of the business. They find out the profits/losses, costs of fixed 
and floating assets etc. from financial statements. 

2. Management : Management needs to decide continuously what to do, 

how to do it and whether the actual results tally the original plans and 

targets. Accounting provides timely and useful information to management 

for planning, contro~ performance measurement, decision-making and for 

performing functions in the company. The accounting information provides 

"eyes and ears to the management". 

3. Eui~ ~oyees : Employees and their representative groups are interested in 
information about the stability and profitability of the employers. They are 

also interested in infonnation which enables them to assess the ability of the 
ent-~prise to pay remuneration, retirement benefits and to provide employ

men! opportunities. 

4. Investors : Investors have invested their wealth in a business enterprise, so 

they are interested in knowing periodically about the profitability of the 
enterprise, soundness of their investment and growth prospects of the en

terprise. They need information to judge the future prospects of their invest

ment and to determine whether they sould buy, hold or sell the shares. 

S. Creditors, Bankers and the Other Lending Institutions: They want to 

be sure that the concern will not experience any difficulty in making their 

payment in time. It can be decided by calculating current and ~quidity 

rations and ascertaining short term solvency. 

6. Consumers : Consumers want accounting information for finding out the 

possibility of reduction of cost and in return reduction in selling price. They 
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use data in estimating the value of a warranty or in predicting the availability 
of the supporting services and supply of goods. 

7. Government and Regulatory Agencies : Government and other agencies 
are interested in the oJJocation ofresources and therefore the activities of 
enterprise. They also require information in order to regulate the activities of 

enterprise and to_ determine taxation policies and on the basis of these the 
national income and similar statistics. 

1.11 BRANCHES OF ACCOUNTING 

The ma.in branches of accounting are : 

· * Financial Accounting 

* Social Responsibility Accounting 

* Cost Accounting 

* Tax Accounting 

* Management Accounting 

* Human Reaource Accounting 

With increases in the scale of business operations and social awareness, manage
ment requires various types of information to perform its functions more efficiently. 
To meet the increasing requirement of management, various specialised branches of 
accounting have come into existence such as financial accounting, cost accounting, 
tax accounting etc. These branches are explained as under : 

Financial Accounting : The accounting system that is concerned only with the 
financial state of affairs is called Financial Accounting. It includes asce.rtainment of 
profit earned or loss incurred and position of the business at the end of the account
ing period. It also provides financial information required by the management and 
other parties interested in them. 

Cost Accounting : The field of accounting that measures, classifies, and records 
costs. It is a systematic procedure for determining the unit cost of output produced 
or services rendered. The primary functions of cost accounting are ascertaining cost 
of a product and helping the management in the control of cost. Cost Accounting 
JS that l:ranch of accounting which de.als with the classification, recording, allocation, 
summarization and reporting of current and prospective cost. A cost accountant, fur 
example, might be required to establish a system for identifying and segmenting 
various production costs so as to assist a firm's management in making prudent 
operating decisions. 

Mnnageinent Accounting : Management accounting is the term used to describe 
the accounting methods, systems and techniques which, coupled with special knowl
edge and ability, assist management in its task of maximizing profit or minimising 
losses. Management accounting is the blend of financial accounting, cost accounting 
and all aspects of financial management. -



Tax Accounting : The branch of accounting which is used for tax purpose is called 

Tax Accounting. Incometax and Sales tax are computed and recorded under this 

head of accounting. 

Social Responsibility Accounting : Social responsibility accounting is the process 

of identifying, measuring and communicating the contnbution of a business to the 

society. The contnbution of a business to the society consists of providing 

employoment to underprivileged, providing financial and man power support to 

public programmers, environmental contribution, product safety, product durability, 

customer satisfaction etc. For example, Nokia company changed BLSC batteries 

free for various mobile sets for safety_ of its customers. 

Human Resource Accounting : It is a method of putting a value on human 

resources of business as a vital asset and showing it as part of or along with financial 

statements. However, there is no agreed and generally accepted methodology avail
able so far. 

BOOK- KEEPING Vs ACCOUNTING 

Basis of Difference 

I . Definition 

2. Posting 

3. Nature of work 
4. Scope of work 

5. Dependence 

6. Special knowledge 

7. Status 
8. Time of transac

tion 
9. Liability 

IO. Adjustments & 
Rectification of 
error 

11. Total and balance 

12. Trading, P&L a/c 
& Balance-sheet 

Book-Keeping 

Book-keeping is an art of re
cording in books of accounts 
the monetary aspects of 
commercial or financial 
transactions. 

Making posting in the ledger. 

It is clerical. 
It is limited up to an extent. 

It is an independent work 

It does not require very high 
skill and knowledge. 
Usually by junior employee. 
Made on the same day of 
transaction. 
Book-keeper is not liable 
for accountancy work 
Adjustment & rectification 
of errors are not part of 
Book-keeping. 
It includes ledger total and 
its balancing. 
Do not include Financial 
statements. 

Accounting 

Accounting is the art of re
cording, classifying and sum
marizing in terms of money 
transactions and events of fi
nancial character and inter
preting the result there of. 
Examining the posting in or
der to ensure accuracy. 
It is analytical and needs skill. 
It is quite wide and involves 
preparation of final accounts 
and their analysis. 
It is dependent on Book
keeping. 
It requires special skills and 
knowledge. 
Usually by senior officer. 
Done at the end of financial 
or calendar year. 
Accountant is liable for work 
of book-keeper. 
Adjustment & rectification of 
errors are necessary for 
complete accounting. C 
reate Trial balance from led
ger balances. 
Incomplete without Trading, 
P&L a/c and Balance-sheet 
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IMPORTANT TERMS 

l . Business. Any trade, manufucture or some work of enterprise which is meant 

to earn profit. 

2. Transaction. The act of exchanging goods/services for a valuable consider

ation. 

3. Goods. These are the commodities which are dealt in business transactions. 

They may be raw materia~ manufactured goods or services. 

4. Discount. Discount is the amount deduction allowed by a businessman to 

increase the sale of a product. Discount is of two types: 

~a) 'rrade discount - The discount allowed by a seller to its customers at a 

fixed percentage on the listed price of goods is termed as Trade discount. 

(b) Cash discount - 'This discount is allowed to the debtors for making 

prompt payment within a fixed period 

5. Bad debts. Person to whom goods have been sold on credit are known as 

'Debtors'. Sometimes due to dishonesty, death or insolvency of a debtor, full 

or partial amount can not be recovered which is known as 'Bad debts'. 

6. Liability. Those items that the concern business owes to the outside world are 

known as liability. Liabilities are debts and are amount owned to creditors. It 

can be expressed as : 

Liabilities = Assets - Capital 

Examples of liabilities are Loans, Creditors, Bills payable, Debentures· etc. 

Liabilities may be classified into two parts : 

(i) Long•term/fixed liabilities - These refer to those liabilities which are 

due for payment in a 'relatively long period (nonnally after more than one 

year). For example : Debentures, Long term, loans etc. 

(ii) Current Liabilities - These refer to those liabilities which are to be paid 

in near future (normally within one year). For example : Bills payable, 

Creditors, Bank Overdrafts, Outstanding expenses & short term loans etc. 

7. Assets. Any thing which is in the possession or is the property of business 

enterprise including the am:>unt due to it from others, is called an asset. In other 

words, anything which will enable a business enterprise to get cash or a benefit 

in future is an asset. For exemple : Building, Land, Furniture, Debtors, Good

will etc. Assets can be classified in following category: 

(a) Fixed Asset : The assets which are purchased for long-term use in busi

ness or production are known as fixed assets. Generally, such assets are 

not purchased for the purpose of sale. Such assets are not valued at 

market price. Example-Machinery, Land, Furniture etc. 



(b) Floating/Current/ Active Assets : Those assets which are meant for sale 
or which the management want to convert in cash within one year. Such 
assets are Debtors, Stock, Bill receivable etc. 

(c) Wasting Assets : Those assets which are consumed through being 
worked or used, such as mines. AB soon as all the minerals have been 
extracted the mine becomes valueless. Other examples are Oil-wells, 
P1tents, Trademarks, Leasehold properties etc. 

(d) Nominal or Fictitious Asset : The assets which are not matenal assets 
and carries no market value but are mentioned in the assets side of bal
ance-3heet are known as fictitious assets. Examples- Goodwill, Prepaid 
expenses etc. 

8. Debtors. A person who owes money to the firm generally on account of credit 
sales of goods is called a debtor. A debtor pays the price of goods he pur
chases in future. He is called a debtor because he owes the money to the firm. 

9. Stock. The term 'stock' includes goods lying unsold on a particular date. To 
ascertain the value of closing stock, it is necessary to make a complete list of 
all the iteim in the store together with quantities. The stock may be opening and 
closing stock. The term 'opening stock' means goods lying unsold in the be
ginning of the accounting year whereas the term 'closing stock' includes goods 
lying unsold at the end of the accounting year. 

10. Receivables. The amount that is receivable by the :finn, other than the amount 
due from the debtors. 

11. Creditors. A person to whom the firm owes money is called a creditor. 

12 Payables. The term payables is used for the amount payable by the :finn, other 
than the amount due to creditors. 

13. Losses. Loss means something against which the firm receives no benefit like 
theft. 

14. Proprietor. The person who makes the investment and bears all the risks 
connected with the business is called the proprietor. 

15 . .:>rawings. It is the amount of money or the value of goods which the propri
etor takes for his domestic or personal use. 

16. Revenue. Revenue means the amount which, as a result of operations, is added 
to the capital. Revenue is an inflow of assets which results in an increase in the 

owner's equity. 

17. Expense. It is the cost relating to the operations of an accounting period or to 
the revenue earned during the period or the benefits of which do not extend 
beyond that period. 

18. Income. Income is the profit earned during a period of time. In other words 
the difference between revenue and expense is called income. 
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19. Gain. It is the term used to descnbe profit ofan irregular nature, for example 
capital gains. 

20. Purchases. The amount of goods purchased by a business for selling purposes 
or sale or consumption is called purchases. Purchases may be on cash or credit 
basis. In the latter case the payment is made at a future date. 

21 . Sales. These are goods sold out by the business. Sales may be cash sales or 
credit sales. In the latter case, the customers do not pay cash immediately but 
promise to pay in future. 

22. Gross Profit. It is the difference between the sales revenue or the proceeds 
of goods sold and/or services rendered over its direct cost. 

23. Net Profit. It is the profit made after allowing for all expenses. In case, 
expenses are more than the revenue, it is net loss. 

24. Cost of goods sold. It is the direct costs of the goods or services sold. 

25. Equity: The net worth of your company. Also called owner's equity or capital 
Equity comes from investment in the business by the owners, plus accumu1ated 
net profits of the business that have not been paid out to the owners. 

26. Capital : The resources of a business entity funded by the proprietors are 
known as capital. 

ACCOUNTING CONCEPTS 

Accounting statements disclose the profitability and solvency of the business to 
various parties. Thus, it is necessary that these statements should be prepared as per 
some standard language and set rules. These rules are usually called 'Generally 
Accepted Accounting Principles (GAAP)'. These principles have been generally 
accepted by accountants all over the world as general guidelines for preparing the 
accounting statements of course, the principles are not static and are, bound to 
change with the passage of time in response to the changing needs of the business. 

1bis chapter explains different accounting concepts and conventions. Generally 
accepeted principles of accounting have also been elaborated with a view to pro
vile entire framework of accounting at one place. The fundamental rules for entering 
business transaction into books of accounts have along with accounting equation to 
enable students know how different transactions affect the financial statements. 

ACCOUNTING PRINCIPLES 

Since various parties use the financial statements of the busine~, it becomes nec
essary to have a uniform and generally accepted approach to record and report the 
business transactions else the accountents may choose their non approach which 
would 1imitise the value and DDJX)rtance of such statements. Moreover, flaxibility and 
freedom in selecting ones own approach would make these statement uncorporatble 
and difficult to understand. Hence, a need of standardised language that gives similar 



understanding of accounting records arises. The accounting bodies, authors in ac
counting and pructitioners have therefore, developed over a period oft.ime certain 
generally accepted accounting principles. These principles are not_ static and are 
bound to change m response to the needs of business and society. Since there 
principles and based on general acceptance from their users, they are alternatively 
called as concepts, convertions and postulates. 

Definitions : The Canadian Institute of chartered accountants have defined ac
counting principles as the body of doctrives commonly awociated with the theory 
and procedure of accounting saving as an explanation of cwrent practices and as 
a guide for the selection of conventions or procedures where ahemative exist. Rules 
governing the tomation of accounting axioms and the principles derived from them 
have arisen from conn:non experience, historical precedent, statements by individuals 
and professional bodies and regulations of governmental agencies. 

1. They are man-made, so they do not have the authoritativeness as uni
versal principles. 

2. They are the result of experience, business practices and customs, ideas 
and beliefs of users of financial statements, government agencies, etc. 

3. They are not static in nature and keep an changing with changing needs 
of business. 

4. The general acceptance of an accounting principle usually depends on 
three criteria, objectivity, feasibility and relevance. 

Accounting principles are grouped into : 

1. Accounting Concepts (Postulates) 

2. Accounting Conventions 

ACCOUNTING PRINCIPLES 

Accounting Concepts Accounting Conventions 
1. ~ Entity 1. Full Disclosure 
2. DualAspect 2. Materiality 
3. Goingconcern 3. Consistency 
4. AccountingPeriod 4. Conservatism/Prudence 
5. Money measurement 
6. Cost 
7. Revenue 
8. Matching 
9. Verifiable objective evidence 
10. Realization . 
11. Accual 
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ACCOUNTING CONCEPTS 

The tam 'concept' is used to cannote the accounting postulates. In other words 
concepts refers to necessary asswnptions which are fundamental to accounting 
practice. To make the accounting language convey the same meaning to all people 
and to make it meaningful there are a nwnber of concepts which are followed m the 
preparation of financial statements. These con~pts are not specifically stated be
cause their use and acc~ptance are usually assumed. 

(1) Business Entity Concept / Business Entity Assumption 

According to this concept, the business is an entity that is separate and distinct 
from its owners, hence the funds of the firm are not mixed with the funds of the 
owners. All the transactions of the business are recorded in the books of the 
business from the point of view of the business. When the proprietor invests 
money in the business, it is deemed that the proprietor has given money ancl the 
business has received money. Revenues and expenses are kept separate from 
personal expenses. This applies for aV forms of business like partnership sole 
proprietorship and corporate. 

(2) Dual Aspect Concept / Duality principle 
. . 

It is the basis or foundation of accounting. According to this principle, every 
transaction has a dual aspect, i.e. two-fold effect. Every receiver is also a giver 
and every giver is also a receiver. For Example, Mr. X purchases machinery for 
a cash of Rs. 25,000, he receives machinery on one hand and pays Rs. 25,000 
cash on the other. Thus, two-fold effect as increase in one asset i.e., machinery 
and decrease in other asset i.e., cash. Thus, receiving and giving are the two 
aspects of every business transaction. 

(3) Going Concern Concept/ Going Concern Assumption 

It holds that the business is going to be operated for the foreseeable future. It 
is asswned that business will exist for an indefinite period of time and therefore 
transactions are recorded from that point of view. This validates the methods of 
asset capitalization, depreciation, and amortization. Only when liquidation is 
certain this assumption will not be applicable. A finn is said to be a going 
concern when there is neither the intention nor the necessity to .-,,i_:·1d u · its 
a.flairs. In other words, it would continue to operate at its present scaie in near 
future. 

(4) AcMunting Period Concept / Accounting Period .\ ·,,,uo:pti~"' 

Life of the business is asswned to be indefinite, ifthf. proprietor hciQ t-:- tqJre any
corrective measure he will have to wait till the time of liquidation but by that time 
it will be too late and the resources will remain underutilized. Therefo;e accoun
tants choose some shorter and convenient time for tne measurement of income. 
A period of twelve months, which is called accounting period, is normally 
adopted for this purpose. · 



The net income of a business can be measured by comparing the assets of the 
business existing at the begining of accounting period with those ~ sting at the 
end of the same. 

(5) Money Measurement Concept / Money Measurement Assumption 

Only those transactions and events are recorded in accounting which can be 
expressed in terms of money. It omits to record those transactions which can 
not be measured in tenns of money no matter how much they affect the earning 
capacity of the business. This exp1ains the need of expressing every transaction 
in monetary terms. 

The second limitation is that it does not consider changes in purchasing power 
of money. Due to quick changes in the purchasing power of money, the financial 
statements may present misleading resuhs of the business. 

(6) Cost Concept/ Historical Cost Principle 

The underlying idea of cost concept is that all assets should be recorded at the 
price paid to acquire it-that is, at cost. This cost is the basis for all subsequent 
accounting for the asset. The assets recorded at cost price at the time of 
purchase are systematically reduced by the process called depreciation. These , 
assets disappear from the balance sheet when their economic life is over. 

It states that the benefit of providing the financial information should also be 
weighed against the cost of providing it. 

(7) Revenue Concept/ Principle of Revenue Recognition 

The revenue principle holds that revenue is realized when everything that is 
necessary to earn the revenue has been completed i.e., revenue is considered 
to have been realized. 

This asswnption recognizes the assets, liabilities, incomes and expenses as and 
when transactions relating to it are entered into. This assumption makes avail
able the infonnation as to what amount he owes to the outsid~r& (liabilities) or 
how much he owns (assets).Besides this it also informs about profit earned or 
loss suffered 

(8) Matching Concept / The Matching Principle 

It matches revenues and expenses in the period earned and incurred. It provides 
the guidelines as to how the expense be matched with revenue. For matching 
expenses with revenue, first revenues should be recognized and then costs 
associated with these revenues should be identified. In revenue or accrual basis 
of accounting, revenue is recognized when sale is complete or services are 
rendered rather than when cash is received. Only if no connection with revenue 
can be established, cost can be charged as expenses to the current period ( e.g. 
office salaries and other administrative expenses). Th.is principle allows evalua
tion of actual profitability and performance (shows how much was spent to earn 
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revenue). Depreciation and cost of goods sold are good examples of application 

of this principle. 

Expenses are recognized when assets or services have been used to generate 

revenues during a period. 

(9) Verifiable Objective Evidence Concept/ Verifiability & Objectivity of 
Evidence Principle 

It means that all accounting transactions should be supported with business 
documents for making accounting entries and for verification by auditors. The 

evidence substantiating the business transactiot;1 should be objective evidence, 

i.e., it should state facts without bias towards the other side. 

(10) Realization concept / Principle of Revenue Realization 

It deals with the determination ofthe·point of time when revenues are earned. 
According to this concept, revenue is realised when goods or services produced 

or rendered by a business enterprise are transferred to a customer either for 
cash or some other asset or for a promise to pay cash in future . It should be 

remembered that revenue is recognized and earned when a firm actually sells 

goods to a customer. 

(11) Accrual Concept/ Accrual Assumption 

Many small businesses utilize an accounting system that recognizes revenue and 
expenses on a cash basis, meaning that neither revenue nor expenses are rec

ognized until the cash associated with them actually is received Larger busi

nesses, however, use the accrual method. 

Under the accrual method, revenues and expenses are recorded exactly to 

when they are earned and incurred, not necessarily when the cash is received 

or paid. For example, an expense is recognized when the bill is received., not 
when payment is made. 

Under accrual accounting, even though employees may be paid in the next 

accounting period for work performed near the end of the present accounting 
period, the expense still is recorded in the current period since the current 

period is when the expense was incurred. 

This assumption is important because it recognizes the assets, liabilities, incomes 

and expenses as and when the transactions relating to it are entered into. 

ACCOUNTING CONVENTIONS 

The term 'convention' denotes traditions or customs which guide the accountants 

while preparing the accounting statements. The common conventions include : 

(1) Convention of Full Disclosure / Principle of FuU Disclosure 

All of the information about the business entity that is needed by users is 
disclosed in understandable form. The purpose of this principle is to communi-



cate all relevant facts concerning .financial position and the results of operations 
to the users. lfany fact does not find place in accounting statements, it should 
be appended as note. e.g. contingent liability, market value of investments etc, 

(2) Convention of Materiality / Principle of Materiality 

It refers to the relative importance of an item or event. Materiality of an item 
depends on its amount and nature. 

Unimportant items are either left out or merged with other items. Sometimes the 
items are shown as footnotes or in parentheses according to their relative im
portance. Deciding what is material in accounting is a matter-of judgement and 
not of applying specific rules. An item should be regarded as metarial if there 
is reason to believe that knowledge of it would influnence the decision of in- ! 

fonned stakeholder. 

(3) Convention of Consistency / Principle of Consistency 

The Consistency approach bolds that accounting procedures and practices 
being followed shall remain same year after year. If the practices followed do 
not remain consistent, the results of one year shall not remain comparable with 
that of another year. 

This concept is particularly important when alternative accounting practices are 
equally acceptable. For example, depreciation may be charged on Straight Line 
Method or Written Down Value Method. If the change becomes necessary the 
change and its effect on the results should be clearly stated. 

(4) Convention of Conservatism or Prodence / Principle of Conservatism 

It takes into consideration all prospective losses and leaves all prospective ' 
profits. Valuing stock at cost or market price whichever is lower and creating 
provision for doubtful debts are the good examples of the application of the 
principle of conservatism. This is the policy of playing safe. It is necessary from 
the point of view of not only shareholders but also of society, point of view in 
general Conservatism states that while choosing between two solutions, the one 
that will be least likely to overstate assets and income should be picked. 

ACCOUNTING STANDARDS 

Accounting standards are the norms of accounting policies and practices by way of 
codes and guidelines to direct as to how the items which go to make up the financial 
statments should be dealt with in account and disclosed in the annual reports of 
performance. The main object of setting standards is to harrnorli:Se the diverse and 
flexible policies and practices adopted by different enterprises and to ensure consis
tency in the reported information from year to year. The need for the connnon ac
counting principle is becoming more apparent when the chaotic conditions take place 
as a result of following difrerent practices by different accountants about the measure
ment of revenues and expenses. The Institute of Chartered Accountants of Inclia, 
recognizing the need to harmonize the diverse accounting poJcies and practices, 

INTRODL'( -ION 
l ~

ACCOUNT I NC 

NOTES 



Introduction tu Accountancy 

NOTES 

26 

constituted an Accounting Standard Board (ASB) on 21st April, 1977. The Account
ing Standard Board canies out the responsibility c;.f b1-inging o·ut new accoililting 
standard and revision of current standards in the light of changing international busi
ness and accounting environment. The board has issued 28 accounting standards so 
fur. 

These standards are as follows : 

AS No. 

AS-1 

AS-2 

AS-3 

AS-4 

AS-5 

AS-6 

AS-7 

AS-8 

AS-9 

AS-10 

AS-11 

AS-12 

AS-13 

AS-14 

AS-15 

AS-16 

AS-17 

AS- 18 

AS-19 

AS-20 

AS-21 

AS-22 

AS-23 

AS-24 

AS-25 

AS-26 

AS-27 

AS-28 

Title 

Diclosure of Accounting Policies 

Valuation of Inventory 

Cash flow statement 

Contingencies and events occuring after the BalancP. Sheet date 
(Revised) 

Prior Period and extraordinary items and changes in Al:cnmt,ng 
Policies. 

Depreciation Accounting (R~ed) 

Accounting for construction contracts 

Accounting for Research & Development 

Revenue Recognition 

Accounting for Fixed Assets 

Accounting for the effects of changes in foreign exchange rates 
(Revised) 

Accounting for Government Grants 

Accounting for Investments 

Accounting for A!ralgamations 

AccoW1ting for retirement benefits 

Borrowing Cost 

Segment Reporting 

Related parties Disclosures 

Leases 

Earning per share 

Con.so lidated financial statements 

Accounting for Taxes on Income. 

Accounting for Investments in associates in consolidated financial 
statements 

Discontinuing Operations 

In term financial reporting 

Intangible Assets 

Financial Reporting of interests in Joint Venture 

Impairment of Assets 



ACCOUNTING EQUATION 

All transactions of a business have a dual aspect. According to this basic concept, 
every business transaction has a two-fo1d effect i.e., every receiver is also a giver 
and every giver is aJso a receiver. 

The resources controlled by a business are referred to as its assets. For a new 
business, those assets originate from two possible sources: 

• Investors who buy ownership in the business 

• Creditors who extend loans to the business 

Those who contnbute assets to a business have legal claims on those assets. Since 
the total assets of the business are equal to the sum of the assets contributed by 
investors and the assets contributed by creditors. 

At any point of time, the resources of a business firm must be equal to the claims 
of the parties who have financed the resources. The resarces are provided by its 
propriters and some outside parties. The claims of the proprietors is claled capital 
whereas the claims of the outside parties and known as liabilities. 

This fact is expressed in the form of following equation : 

Assets 

Resources 

= 

= 

Liabilities + Owner's Equity 

Claims on the resources 

It is called the fundamental accounting equation because every transaction that takes 
place in a business firm influences its accounting equation in one way or the other. 

Initially, owner equity is affected by capital contributions such as the issuance of 
stock Once business operations cormnence, there will be income (revenues minus 
expenses, and gains minus losses) and perhaps additional capital contnbutions and 
withdrawals such as dividends. At the end of the reporting period, these items will 
impact the owner 's equity as follows: 

Assets = Liabilities + Owner's Equity 

+ Revenues 

Expenses 

+ Gains 

Losses 

+ Contributions 

Withdrawals 

The accounting equation holds at all times over the life of the business. When a 
transaction occurs, the total assets of the busi_ness may change, but the equation will 
remain in balance. The accounting equation serves as the basis for the balance sheet. 

Assets : It is an expenditure for acquiring valuable resources which benefit 
the future activities of the concern. Land, building, debtors, cash 
in hand, etc. are some of the assets. 
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Capital: The proprietor of the business brings capital. into the bminess out 

of which the business purchases assets for its use. The amount 
of assets of the business is equal to the owner's capital. 

Capital = Assets 

Crediton : when the capital contnbuted by the proprietor is insufficient, the 
business takes to borrowings from other sources. In hat case 

Capital + liabilities (Equity) = Assets 

The term 'equities' denotes the claims of various parties against the assets. Equities 
are of two types: Owner's equity and outsider's equity. Owner's equity is called the 
capital of the business which is the claim of the owners against the assets of the 
business. Payments which have to be made to the outsiders are called liabilities. 

The equality of total assets and total liabilities is called Accounting equation. 

Owners'equity 

This is the difference between assets and liabilities. If it's positive, i.e., assets exceed 
liabilities, we have a positive owners' equity. 

Capital is what remains to the owner when all outside claims have been settled from 
the assets of the firm. 

Capital + Liabilities = Assets 

(Loans, Bank Overdraft, (Buildings, land, 

Creditors, Bills Payable, 

Outstanding Expenses, 

Bank overdraft, Loan.) 

Machinery, Furniture, 

. Stock-in-trade, 

Debtors, Cash, 

Bills receivable,Bank) 

Any change in the amount of assets or the liabilities will bring corresponding change 
in owner's capital. If asset'increases and liabilities do not, the capital will increase; 
a reduction in the amount of asset or an increase in the amount of liabilities means 
reduction in the amount of capital. 

We shall follow the following procedure to work out an accounting equation. 

(~ Transactions are analysed in terms of variables as assets, liabilities, capi
ta~ revenues and expenses. 

(n) Effect of transactions is decided in temts of increase or decrease on 
variables, then 

(in) Effect on the relevant side of equation is recorded. 

Example 1. Suppose ( 1) The owner A commences business with Rs. 30,000. 

It means that the firm bas an asset of Rs. 30,000 in the form of capital and the 
claims against the firm are also Rs. 30,000 in the form of capital 



Assets = Liabilities + Capital 

30,000 = 0 + 30,000 

(2) The business purchases a table for Rs, 400 in cash. This will reduce the 

cash by Rs. 400 but a new asset has been acquired so the total of the 

assets remain unchanged 

Assets = Liabilities + Capital 
Cash+ Furruture(table) 

Old balance 30,000 + 0 = 0 + 30,000 
New transaction -400 + 400 = + 
New balance 29,600 + 400 = 0 + 30,000 

(3) Business purchases raw material of Rs. 2,000 in cash. we see that the cash 

balance will be lowered by 2,000 and another asset, i.e., raw material has 

come into existence, but the total of assets remain unchanged The equation 

will be as follows: 

Assets = Liabilities + Capital 
Cash+ Furniture + Raw Material 

Old balance 29,600 + 400 +0 = 0 + 30,000 
New transaction -2,000 + 0 + 2,000 :::: 0 + 0 
New balance 27,600 + 400 + 2,000 :::: 0 + 30,000 

(4) The business purchases raw material of Rs. 4000 on credit. It will increase 
raw material by Rs. 4,000 making the total asset to Rs. 34,000. Now, 

R.s.4,000 is due to be paid to the supplier of the raw material. 

Assets = Liabilities + Capital 
Cash + Furniture + Raw material = 

Old balance 27,600 + 400 + 2,000 = 0 + 30,000 
New transaction 0 + 0 + 4,000 = 4,000 + 0 
New balance 27,600 + 400 + 6,000 = 4,000 + 30,000 

(5) The business sells goods on credit for Rs. 4,000; the cost of goods is Rs. 

3,000. 

On account of this credit transaction, the accounting equation is mamtained, 
i.e., debtors, has come into existence to the extent of Rs. 4,000. But the 

raw material will be reduced only by Rs. 3,000, being the cost of goods 

sold. The net increase in assets, Rs.I, 000 i.e., Rs. 4,000 - Rs. 3,000; is 

profit and will be added to the capital. 

Assets = Liabilities + Capital 
Cash+Furniture+Raw M.+Debtors = Creditors + A's 

Old balance 27,600 + 400 + 6,000 + 0 = 4,000 + 30,000 
New transaction 0 + 0 - 3,000 + 4,000 = 0 + 1,000 
New balance 27,600 + 400 + 3,000 + 4,000 = 4,000 + 31,000 

The total of assets will be equal to the total of liabilities and the capital. 

INTRODUCTION 
OF 

ACCOUNTING 

NOTES 

29 



Introduction to Accountancy 

NOTES 

JO 

Example 2: 

Mr. 'N had the following transactions. Use accounting Equation to show their 
effects on bis assets, liabilities and capital: 

(i) Invested Rs. 1,00,000 in cash. 

(ii) Purchased equity shares for cash in worth Rs. 15,000. 

(m) Purchasro a land for Rs. 15,000, giving Rs.5,000 in cash and balance 
through a Joan. 

(iv) Sold Equity shares costing Rs. 2,000, for Rs. 2,500. 

(v) Purchased an old car for Rs. 10,000 cash. 

(vi) Received a cash of Rs. 4,000 as commission. 

(viJ) Paid cash Rs. 1,000 for loan and Rs. 100 for interest. 

(vfu) Paid a cash Rs. 500 for domestic expenses. 

(ix) Received a cash of Rs. 200 for dividend on shares. 

Solution: 

Transactions Assets = Liabilities + Owner Equity 

(i) Invested Rs. l ,00,000 ca~h 1,00,000 = 0 + 1,00,000 
(ri) Purchased Equity shares in A -15,000 = 0 + 0 

Co. Ltd. for Rs. 15,000 +15,000 = 0 + 0 

1,00,000 = 0 + 1,00,000 
(iii) Purcha~ed land for Rs. 15,000 (+) 15,000 = 0 + 0 

giving Rs. 5,000 in ca.sh and (-) 5,000 = 10,000 + 0 
balance through a loan 

l,10,000 == 10,000 + 1,00,000 
(iv) Sold equity shares of Rs.2,000 (+)2,500 = 0 + 500 

for Rs.2,500 (-) 2,000 = 0 + 0 -·---- . 
1,10,500 = 10,000 ➔ l,0fJ-500 

(v) Purchased an old car for (+) 10.000 = 0 + 0 
Rs. J 0,000 in cash (-) 10,000 = 0 + 0 ---

1,10,500 = 10,000 + 1.00,500 
(vi) Received cash as commission 

Rs. 4,000 (+) 4,000 = 0 + (+)4,000 

1,14,500 = 10,000 + 1,04,500 
(vii) Paid casb. of Rs. 1,000 for loan (-)1,000 = (-)1,000 + 0 

and Rs. 100 for interest. (-)100 = 0 + (·) 100 

1,13,400 = 9,000 + 1.04,400 
(viii) Paid cash for domestic (-) 500 = 0 + (-) 500 

expenses Rs. 500 

1,12,900 = 9,000 + 1,03,900 
(ix) Received ca~h for dividend (+) 200 = 0 + (+) 200 

on shares Rs. 200 

1,13,100 = 9,000 + 1,04,100 



RULES OF DEBIT AND CREDIT- JOURNAL & LEDGER 

Double e!Jtry system 

A business transaction involves an exchange between two accounts. Each transac
tion is recorded in its two-fold aspects. For example, for every asset there exists 
a claim on that asset, either by those who own the business or by those who level 
money to the business. Similarly, the sale of a product affects both the amount of 
cash held by the business and the inventory held. The fundamental principle is that 
every transaction has two aspects: Under the double-entry system, both these 
aspects, receiving and giving, are recorded in terms of account. This is called 'Dual 
Aspect Analysis' in accounting. 

Do.r.,_;le-· .. mtry accountini : The cordianal rule of double-entry accounting is that 
the total amount debited to one or more accounts must equal the amount credited 
to different account(s) .. Because debits equal credits, double-entry accounting pre
vents some common book-keeping errors. Errors that do occur are easier to find. 
In double-entry accounting, every transaction in business affects at least two ac
counts, since there is at least one debit and one credit for each transaction. Entries 
that are not made to a balance sheet account are made to an income or expense 
account. Income and expenses affect the net profit of the business, which affects 
owner's equity and ultimately the balance-sheet. 

Thus, it can be seen thaJ under double entry system, the total of the debit 
entries and credit entries on the various accounts must he equal. Each debit 
entry has a corresponding credit and each credit has a corresponding debit entry. 

Under the double entry system, both the aspects of all the transactions are recorded 
and thus, complete and reliable records of all the transactions are provided, based 
on which tl.. ~ management gets a position to talce proper decisions. A trial balance 
are drawn to check accuracy of the books of accounts. Profit and loss account 
indicates correct profit or loss made during a particular accounting period, while the 
b.112...:::ce sh,~a presents the true financial position of the business on a particular dati; 

AdvantPges of double entry system. 

• Accurate calculation of profit and loss in complex organizations. 

• Inclusion of assets and liabilities in the book-keeping accounts. 

• Preparation of financial statements directly from the accounts. 

• Easier detection of errors and frauds. 

• Complete and reliable records of all business transactions since it records 
both the aspects of a transaction. 

• A trial balance can be prepared and arithmetical accuracy can easily be 
verified. 

• The balance sheet o~ the business can be prepared to ascertain the financial 
position of a firm. 
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Single entry system_ does not record the two fold effect of each and every 

transaction. The accounts are prepared in a defective and unscientific manner and 
thus are not so reliable. It is suited for small sized concerns which are personally 

supervised by the owners. In single entry system trial balance cannot be extracted 
and arithmetical accuracy cannot be checked. 

Different between Double entry system and single entry system of book 
1 keeping 

• Under the double entry system both the aspects, i.e., debit and credit, of 

all the transactions are recorded. Under single entry system, some transac
tions are recorded only in pne of their aspects whereas some other trans

actions are recorded in both of their aspects. 

• Under double entry system, various subsidiary books like sales book, pur

chases book, etc. are maintained Under single entry system, no subsidiary 

books except cash book, which is also considered as a part of ledger, is 

maintained. 

• Under double entry system there is a ledger which contains personal, real 

and nominal accounts. But under single entry system, the ledger contains 

some personal accounts only. 

Account 

An account is a summarized record of releyant transactions at one place 
relating to a particular head. 

All the transactions that lead to an increase are recorded in one column and those 

that reduce the cash balance in another column; then the net result can be ascer
tained. Ifto the opening balance of cash we add all increases and then deduct the 

total of all decreases, closing balance can be ascertained. 

MEC~ICS OF AN ACCOUNT 

An account maintained in the ledger has two sides. Convertionally the left side is 

known or debit side whereas the right side is known as credit side. This. way the 

form of account seems like 'T' and, therefore, it is also know as T Account. A 

sample fonnat of an account is here below : 

Name of Account 

Rs. Rs. 

Debit Side Credit Side 

T-Accounts are used as a tool to illustrate business transactions, debits and credits, 

double entry book-keeping, and the purpose of accounts . It is called this because 



it has the form of the tetter T. On the top of the horizontal bar there is the account 
title (name). Increases and Decreases are placed on the side of the vertical bar, 
depending on whether the account type is an asset, liability or equity account. The 
left side of the T-account is called Debit, and the right side is called Credit. These 
terms are often abbreviated as Dr. and Cr. 

The difference between the debit and the credit side of an account (total increases 
less total decreases) is called the account balance. 

Example 3: 

Open an shape account for furniture and write the following on the proper side. 

1. Furniture purchased for Rs 20,000 

2. Furniture sold costing Rs. 5,000 

3. Furniture again purchased for Rs. 8,000 

4. Old furniture discarded for Rs. 2,500 

5. Value of furniture was reduced by Rs. 2,000 

Solution: 

Dr. Furniture Account 

Recorded Increase in Recorded decrease in 
furniture 1. 20,000 furniture 

3. 8.000 

Total · 2s,ooo 

28,000 

CLASSIFICATION OF ACCOUNTS 

Cr. 

2 . 5,000 
4. 2,500 
5. 2,000 

Total 9,500 
Balance 18,500 

28,000 

Transactions of a business can be classified into the following three categories: 

Types of Accounts 

Personal Accounts Impersonal Accounts 

I 

Real Accounts Nominal Accounts 

• Transactions relating to persons, individuals or organisations - Personal 
accounts; 

• Transactions relating to property, assets or possessions- Real accounts; 

• Transactions relating to incomes and expenses- Nominal accounts; 

Real and nominal accounts are categorized as impersonal accounts. 
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PERSONAL ACCOUNTS 

Personal accounts record the dealings of a trader with persons or firms. A 
separate account is opened for each such person or firm for recording trans
actions. The account of each person or firm is debited when it receives any 
benefit and is credited with any benefit such person or firm imparts. 

For Example, Proprietor's account, Suppliers' accounts, Receivers' accounts 
{like Mohan's Ne), bank account, any firm's account, any government's ac
count, any institution's account, Unexpired insurance account, Rent prepaid 
account, etc. 

R~ALACCOmff 

The real accounts represent items which are more or less permanent. It deals 
Y,t;h 151-opetfy, assets and possessions. A separate acc01mt is kept for each cJass 
of property such as furniture, cash, equipment, machinery etc. so that by re
cording particulars of each asset received or given away, the businessman can 
find value of each a~t on hand on any particular date. For example, Accounts 
of things which can be touched, felt, measured, purchased, sold etc. like land 
a~count, building account, furniture account etc and also accounts of things 
which are difficuh to touch in the physical sense but can be measured, like: 
Goodwili Trademarks and patent rights. 

NOMINAL ACCOUNTS 

They are used to define the nature of transactions Le., expenses and gains of 
trad.~rs. For ~xample, if in a factory the manager gets salary, the.cotnnussion 
agents get commission, the worker gets wages, in fact they all get cash. Cash 
is the real thing which exists and salary, commission, wages etc., are only way:; 
of descnbing the nature of heads fur which cash has been paid 

Thus, a separate account is opened for each head of expenditwe or mcome 
such as rent, salaries, commission, etc. Each such account is debited when an 
expense or loss is incurred and is credited when there is any gain. 

Examples of Different 

'Iypes of Accounts 

~sonal Accounts Real Accounts Nominal Accounts 

Capital ale Purchase ale Interest ale 

Ora wings ale Sales ale Discount ale 
Ram ale Stock ale Salary a/.c 

Rotary club ale Purchase Return ale Repairs ale 
HDFC Bank ale Cash ale Insurance ale 
Makban Lal Cbaturvedi Land ale Advertisement ale 
University ale Goodwill ale Commission ale 
Prepaid Rent ale Machinery ale Trade Exp. ale 

Outstanding Salary ale Oil wells ale Charity ale 

Unexpired Insurance ale Mines ale Sales Tax ale 
Patents ale Depreciation ale 



RULES OF DEBIT AND CREDO' 

Each transaction has two aspects; one aspect is the receiving Gr tt!' 'd'!l:>it' 
aspect. Another aspect is giving or the 'credit' aspect. Debit and credit aspects 
of a transaction form the basis of double entry system. 

RuJes of double entry are framed on the basis of these two aspects in each of the 
business transactions. 

The two ski~s are put together in''T'' form, the 1eft side is caJled the 'debit' side 
and the right side is called the 'credit' side. Rules can be obtained as -

----~~ 
Debit Credit 

ln<>r :?:-;e in assets (e.g .• _purchase of Decrease in assets ( e.g .. sale of 
machinery ofRs. 10,000 will be debited, OECbioecy) 
because of increase in the amount of as-
set) 

Decrease in liabilities ( e.g., if a firm Increase in liabilities .( e.g., when a firm 
borrows from X and the loan is repaid) borrows from Mohan his account will be 

credited) 

Decrease in capital (e.g., withdrawal Increase in capital(e.g., introduction of 
of D.-;;)ney from capital account) capital by the proprietor) 

Incr-iase iu Expenses and Losses is Decrease in Expenses and losses is 
debited credited. 

DecN-.Bse in revenues or incomes is Increase in revenues or incomes 
debited. (Profits) is credited 

Since, incomes and gains increase capital. the rule is to credit all gains and 
incomes and since expenses and losses decrease capital, the rule is to debit all 
expenses and losses in the accounts concerned. If there is a reduction in any 
income or gain, the accou,nt concerned will be debited; similarly for any reduc
hoL w an expense or loss, the concerned account will be credited. 

Tran~'¾-tion Analysis of various accounts 

A~ountlype D~bit Credit Normal Account Balance 

Assets Increase Decrease Debit Balance 

Liabilities Decrease Increase Credit Balance 

Owner's Equity Decrease Increase Credit Balance 

Revenue Decrease Increase Credit Balance 

Expense Increase Decrease Debit Balance 

How To Use and Apply Tbe Debit and Credit Rules: 

( 1) Determine the type of account( s) the transactions afrect-asret, liability, 
revenue, or expense account. 
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(2) Determine if the transaction increases or decreases the account's bal
ance. 

(3) Apply the debit and credit rules based on the type of account and 
whether the balance of the account will increase or decrease. 

We can understand these rules in another manner: 

1. Debit the receiver and credit the giver. 

One who receives should be debited and one who gives credited. 

2. Debit what comes in and cred# what goes out. 

This rule is mainly applicable to asset accounts like furniture etc. When 
cash comes in Cash account should be debited; on payments this ac
count will be credited. 

3. Debit all losses (and expenses) and credu all gains (and profits). 

Whenever money is paid because of an expense, the debit should be to 
an account showing the nature of the expense and not to the personal 
account of the receiver. Similarly, when cash is received on account of 
an income or gain, the credit should be to an account indicating the fuct. 

The three rules can be stated as: 

1. Debit the receiver and credit the giver in case of personal ac
count. 

2. Debit what comes in and credit what goes out in case of Real 
Account. 

3. Debit all expenses and losses and credit all gains and 
projiJs in case of Nominal account. 

(i) Rule for personal accounts. 

Debit that person's account who receives something from the busi
ness and credit that person's account who gives something to the 
business. 

(ii) Rule for real. account. 

Debit what comes into the business and credit what goes out of 
the business. 

(iii) Rule for nominal account. 

Debit all expenses and losses and credit all gains and incomes. 

SIGNIFICANCE OF DEBIT AND CREDIT IN ACCOUNTS 

(I) Personal accounts. 

Whenever the business sells goods on credit to a customer, the account 
of the customer is debited. Debit in personal accounts means that the 
person whose account is being debited becomes a debtor or that he 
owes a certain sum to the business. Whenever the business purchases 



goods on credit from suppliers the account of the suppliers is credited. 
A further credit in the accol.lllt of supplier implies increase on the credit 
side. If the account of a debtor is credited, it implies decreases in the 
debt of customers. 

(ii) Real accounts. 

Debit in a real account implies purchase of an asset. Any further debit 
in real account means more acquisitions of the asset and this will in
crease the value. Any credit in real account implies that some part or 
whole of the asset has been sold off. 

(iii) Nominal accounts. 

Debit implies that expenditure has been incurred or some loss has taken 
p1ace. When any expenditure on account of salacy, rent, interest, commis
sion is inCWTed, these nominal accounts will be debited. Credit in a nomi
nal account signifies that income or profit has taken place or some expen
diture or loss bas decreased by the amount of credit. 

EXAMPLE4 : 

State the nature of account (nominal. real or personal) and show which account 
will be debited and which account will be credited: 

(i) Rent paid 

(il) Interest received 

(fu) Building purchased 

(iv) Machinery sold 

(v) Discount allowed 

(vi) Capital introduced 

Solution: 

Account 
Rent paid account 
Interest received account 
Buikling account 
Machinery account 
Discount allowed account 
Capital accmmt 

Nature of account 
Nominal 
Nominal 
Real 
Real 
Nominal 
Personal 

Debited/ Credited 
Debited 
Credited 
Debited 
Credited 
Debited 
Credited 

EXAMPLE 5 : On what side the decrease in the following accounts will be 
recorded? 

Also mention the nature of account: 

( 1) Ram account, the proprietor 

(2) Cartage account 
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(3) Power account 

(4) Bank account 

(5) Land account 

( 6) Bills payable account 

(7) Sa]ary outstancting account 

(8) A (a supplier) 

(9) X (a customer) 

Solution: 

(1) Debit- Capital or Personal 

(2) Credit- Expense or Nominal 

(3) Credit- Expense or Nominal 

(4) Credit-Asset or Personal 

(5) Credit- Asset or Real 

(6) Debit- Liability or Personal 

(7)Debrt-LiabilityorPersonal 

(8) Debit- Liability or Personal 

(9) Credit-Asset or Personal 

SUMMARY 

• Accounting is the backbone of the business in financial world. 

• It is very .important for any person or a firm to spend money carefully 
. There are certain sources from which the firm receives money like sales 
of goods and interest from banks and in turn it has to spend money on 
payments, maintenance of the firm etc. 

• Attempts should be made to keep expenses low and the sales should be 
kept sufficiently high, so that expenses including maintenance of the firm 

. are paid from the profit and the owner's capital-remains invested. 

• Accounting is a process--0riented task that follows a prescribed seri.es of 
steps in order to keep track of and record the changes which are brought 
out by the new tramactioos. 

• "Accmmting is the art of recording, classifying and summarizing in terms of 
money transactions and events of financial character and interpreting the 
result thereof" 

• Accounting is an art of recording business transactions in the books of 
account in a systematic manner soon after thekt,ccufiet.ct:. 

• It is the process of grouping transactions or entries of one nature at one 
place. 

• It is the art of making the activities of the business classified in the ledger 
so that it is understandable and useful to management and other interested 
parties. 

http:CCU:iiet.ct


• Every accounting entry is based on a business transaction, which is usually 
evidenced by a business document, such as a check or a sales invoice. 

• A journal is a book to record the transactions of a business. 

• The general ledger is a collection of all balance sheets, income, and ex
pense accounts used to keep accounting records of a business. 

• Financial reporting should provide information about economic resources, 
the claims to those resources, and the changes their in. 

• The income statement provides information about Gross Profit through 
Trading Account and about Net Profit through Profit and Loss Account. 
Gross Profit is the amount of difference between the sales revenue or the 
proceeds of goods sold and/or services rendered less the direct cost of 
goods sold and/or services rendered. 

• Net Profit is the profit earned after allowing for all the expenses. 

• The accoW1ting system that is' concerned only with the financial state of 
affairs is called Financial Ac~unting. 

• Cost AccoWlting is that branch of accoWlting which deals with the classi~ 
fication, recording, allocation, summarization and reporting of current and 
prospective cost. 

• Management accounting is the blend of financial accounting, cost account
ing and all aspects of financial manage:trent. 

• Book-Keeping is the work or skill of keeping account books or system
atic recording of money tramactions. 

• The uniformity in understanding of accounting records is possible only 
when some standard language is used. 

• The accounting language is a standard Janguage in which certain accounting 
principles and concepts have been developed. 

• According to seperate entity concept, the business is an entity that is 
separate and distinct from its owners, so that the financ.es ()fthe firni are, 

not mixed with the finances of the owners. All the transactions of the 
business are recorded in the books of the business from the point of view 
of the business. 

• Dual Aspect Concept is the basis or foWldation of accounting. According 
to this principle, every transaction has a dual aspect. 

• The net income of a business can be measured by comparing the assets 
of the business emting at the~ of its commencement with those wting 
at the time of its liquidation. 

• Only those transactions and events are recorded in accounting which can 
be expressed in terms of money. 

• All accounting transactions should be supported with business documents 
for making accounting entries and for verification by auditors. 
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• Realiz.ation concept deals with the determination of the point of time when 
revenues are earned 

• Double-entry accounting : Debits must always equal credits. 

• Single entry system does not record the two fold effect of each and every 
transaction. 

• Personal accounts record the dealings of a trader with persons or firms. 
A separate account is opened for each such person or firm for recording 
transactions. 

• The real accounts represent items which are more or less permanent. It 
deals with property, assets and possessions. A separate accol.lllt is kept for 
each c1ass of property such as furniture, cash, equipment, machinery etc. 

• Nominal Accounts are used to define the nature of transactions i.e., ex
penses and gains of traders. For example if in a factory the manager gets 
salary, the commission agents get commission, the worker gets wages, in 
fact they all get cash. Cash is the real thing which exists and salary, 
commission, wages etc. ae only ways of describing the nature of heads for 
which cash has been paid. 

EXERCISE 
1. What is Accounting Cycle or Process ? 

2. Explain in brief the meaning of Book Keeping. 

3. What is Cost Accounting ? 

4. What is Management Accounting ? 

5. What is the difference between Book Keeping and Accounting? 

6. Define accounting and elaborate its characteristics. 

7. Classify different types of accounting. 

8. What is Financial Accounting? What are its advantages and limitations? 

9. How accounting works as information system ? who are the different users 
of accounting information ? 

10. Distinguish between RealAccount and NominalAccount. 

11. What are the Rules of Debit and Credit ? 

12. What is classification of Accounts? 

13. What are the various Account mg Concepts ? 

14. What is the difference between double entry system and single entry system 
of book-keeping? 

15. What are T-accounts ? 

16. What is Accounttng Equation ? 

17. What do you understand by double entry system ? Write the advantage of 
double entry ~ 



2 JOURNALS & LEDGER 

The Chapter Covers : 

• INTRODUCTION 
• JOURNAL 
• RULES OF JOURNALISING 
• COMPOUND JOURNAL ENTRY 
• ENTRIES OF DISCOUNT 
• TRANSACTIONS REGARDING BAD DEBTS AND 

BED DEBTS RECOVERY 
• LEDGffi 
• RELATION BETWEEN JOURNAL AND LEDGER 
• RULES FOR POSTING TRANSACTIONS 
• BALANCING THE ACCOUNT 

INTRODUCTION 

Journal is something you start with your accounting process. Accounting in other 

terms, starts from here and goes to finalising the accounts. The book in which a 

transaction is recorded for the first time from a SOW'Ce document are called 'Books 

of Original Entry'. Journal is one of the basic books of original entry in which 
transactions are recorded in a chronological ( day-to-day) order according to the 

principles of double entry system This chapter introduce u~ to journal and 
journalisiq.g our accmmt ·in a systematic manner. By the end of this chapter you will 

be in a position to hawkjournalasing of your transactions. 
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JOURNAL 

The Journal is called the book of original entry and the proces.5 of recording trans

actions in the journal is called journalising. It ~ a book of original entry wberein 
transactions are recorded chronologically, showing date, amounts and accounts to 
be debited and credited and an explanation on the transaction. With the growth in 
the business activities several journals are required for recording the large number 
of activities e.g., sales journal etc. These journals are called special journals. 

According to Cortex- "The Journal, or Daily Record' as originally used was a 
book of primary entry in which transactions were copied in order of date, from a 
Memorandum or waste Book. The entries as they were copied, were cla.s8ified into 
debits and credits so as to facilitate their being correctly posted afterwards in the 
ledger." 

Object/ Importance of Journal 

(1) One can have a clear picture of the business by study of its journal book. 

(2) A journal makes the postings of transactions in ledger very easy. 

(3) It shows us all effects of a transaction. 

(4) It plays an important role in solving business disputes. 

(5) Jomnal reduces the possibility of errors. The two sides can be compared 
easily and it can be seen whether they are equal or not. 

(6) It provides an explanation to the transaction. 

(7) It provides a chronological record of all transactions and, therefore, 
record of any transaction can be searched out easily. 

STEPS FOR JOURNALISING 

The following are the steps fur journalising transactions: 

• The year is recorded at the top of the page and the month and the date 
are recorded on the first line in the first column of the date section. This 

information is repeated for every new journal page. 

• The name of the account(s) to be debited is entered m the particulars 
cohmm and the amount of the debit is recorded in the Debit column. 
When more than two accounts are involved in the transaction the entry 
is called a compound entry. 

• The name of the account(s) to be credited is entered on the next line 
and indented. The amount of the credit is recorded in the Credit col

\DIE. 

• An explanation of the transaction is incb.ided in the particulars colurrm on 
the line below the credit entry. 



Format of journal. 

Date 

(1) 

Particulm 

(2) 

JOURNAL 

Credit 

(5) 

(1) Date : The date on which transaction has taken place is written in this 
cohmm. · 

(2) Particulan : Every transaction bas two effects-Debit & Credit, which are 
recorded in it. This is accomplished by a debit description of the deal 
known as Narration and a line is drawn at the end. 

(3) L.FJLedger Folio : This column contains the folio number of ledger 
where the account is opened. 

(4) Amount: This colunm is divided into two parts: (a) Debit, (b) Credit. In 
these two cohmms debit & credit amounts are recorded respectively. 

Important points to be kept in mind at the time of Journalising 

(I) Before recording a Journal entry, it is essential to analyse a transaction in 
order to determine the two accounts which are affected. Then, on the 
basis of the rules of journalising it must be debited or credited. 

(2) The name of the account to be debited is written first and the word 'Dr.' 

is also written towards the end of the column. 

(3) The credit account starts with the word of'To', a few space away from 
the margin to make it distinct from the debit account. 

(4) It is necessary to write the narration after each entry and should be short, 
complete and clear. 

(5) After every Journal entry, a line should be drawn in particulars column, so 
that each entry is separated from the preceding one. 

(6) Two words 'For'/'Being' ~e customarily used before starting to write 
down narration. 

(7) It is not necessary to use the word 'Account' or NC after the personal 
accounts. 

(8) At the end of each page, both the Dr. and Cr. cohmms are totalled up just 

in front of each other. 

These totals must be equal because the amount debited in each entry equals the 
amount credited. These totals are carried forward to the next page progressively 
upto the end of accounting period. 
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RULES OF JOURNALISING 

(1) Personal Accounts : "Debit the receiver and credit the giver" for e.g. : 

Cash of Rs. 2000 is given to Go pal 

Gopal ..... Dr. 2,000 

To cash ale 2,000 

(To cash paid to Gopal) 

Note : Here Gopal is debited as he is the one who received cash 

· (2) Real Accounts : "Debit what comes in and credit what goes out". In the 

above e.g. cash goes out to Gopal So cash is credited. Again if machinery 
is oought for Rs. 10,000 then Machinery came to business and cash went 

out of business. 

Machinery ale 

To cash ale 

..... Dr. 

(For Machinery purchased for cash) 

10,000 

10,000 

(3) Nominal Account : "Debit all expensess & losses and credit all Incomes 

& gains" for e.g. : Paid salary of Rs. 2,000 B.Qd received rent of Rs. 5,000. 

Here Salary is an expense, so debited where as rent is an income thus 

credited 

Salary ale 

To cash ale 

(For Salary paid) 

Cash ale 

To Rent ale 

(For Rent received) 

..... Dr. 

..... Dr. 

2,000 

2,000 

·5,000 

5,000 

Example 1. Transactions of Shyam for the month of June are given below. 

Journalise them 

2003 Rs. 

June 1 Shyam started business with cash 1,00,000 

June 2 Cash deposited in bank 25,000 

June 3 B011ght raw material for cash 5000 

June 4 Drew cash from bank for office 1000 

June 13 Sold to Ram goods on credit 1500 

June 20 Bought from Mohan raw material on credit 225 

June 24 Received cash from Ram 1500 



June 28 Paid cash to Mohan and 215 JOURNALS& 
discount allowed 10 LEDGER 

June 30 Paid rent 50 

June 30 Cash sales for the month 800 NOTES 

June 30 Paid salary to Ashok 100 

Solution 1 : 

rNo. Ti'ansadioos ~ Affected A1C Types or lk ; Cr. 
I I - -- A/C 

June 
l Commenced Business Cash A/C Real Cash A/C Capital A/C 

(Owner brings capital, & 
cash comes in) Capital A/C Personal 

2 Deposited in bank Bank A/C Personal Bank A/C Cash A/C 
(Bank is receiver & cash & 
goes out) Cash AJC Real 

3. Goods purchased for cash Purchase A/C Real Purchase A IIC Cash A/C 
(Goods comes in & cash & 
goes out) Cash A/C Real 

4. Withdrew cash from bank Bank A/C Personal Cash A/C Bank.A/C 
( cash comes in & bank & 
is giver) Cash AJC Real 

13 Sold goods to Ram on credit Ram Personal Ram Sales A/C 
[Ram is receiver & goods & 
goes out] Goods Real 

:l) Purchase Material from Mohan Personal Purchase Mohan 
Mohan on Credit AJC 
[Mohan is giver goods 
comes in] Goods Real 

24 Cash paid by Ram Ram Personal Cash A/C Ram 
[cash comes in, Ram is giver] Cash A/C Real 

28 Cash paid to Mohan Mohan Personal Mohan Cash A/C 
[ cash goes out, Mohan is Cash A/C Real Discount NC 
receiver and Discount AJC Nominal 
discount profit is given] 

30 Rent paid in cash Rent A/C Nominal Rent A/C Cash AJC 
[Rent (expenses) paid, Cash A/C Real 
cash goes out] 

30 Goods sold for cash GoodsA/C Real Cash A/C Sales A/C 
[Goods goes out, cash Cash AJC Real 
comes in] 

30 Salary paid Salary A/C Nominal Salary AJC Cash A/C 
[expenses paid, cash goes out] Cash A/C Real 
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lntroduc.tion to Accountancy JOURNAL ENTRIES (In the books of Shyam) 

Date Particulars L.F. Debit Credit 

Rs. Rs. 

NOTES 2003 

June 1 Cash Ale .... Dr. 1.00,000 

To Capital Ale 1,00,000 

(Being the amount invested by 

Shyam in the business as capital) 

June 2 Bank Ale .... Dr. 25,000 

To Cash Ale 25,000 

(Being the amount deposited in bank) 

June 3 Purchases Ale .... Dr. 5,000 

To Cash Ale 5,000 

(Being raw material purchased for cash) 

June 4 Cash Ale .... Dr. 1,000 

To Bank Ale 1,000 

(Being cash withdrawn from bank) 

June 13 Ram Ale .... Dr. 1,500 

To Sales Ale t,500 

(Being goods sold to Ram on credit) 

June 20 Purchases Ale .... Dr. 225 

To Mohan 225 

(Being goods bought from Mohan on credit) 

June 24 Ct.sh Ale .... Dr. 1,500 

To Ram 1,500 

(Being cash received from Ram) 

June 28 Mohan .... Dr. 225 

To Cash Ale .Zl.3 

To Discount Ale 10 

(Being c&h paid to Mohan discount recei 
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June 30 Cash Ne .... Dr. 800 

To Sales Ale 800 

(Being goods sold for cash) 

June 30 Rent Ne .. .. Dr. 50 

Salaries Ne .... Dr. 100 

To Cash Ale 150 

(Being amount paid for rent and salary) 

Total 1,35,400 1,35,400 

COMPOUND JOURNAL ENTRY 

When two or more transactions of the same nature take place on the same date, 
a compound journal entry is passed for them. Thus total number of book-keeping 
entries JDaY be reduced. 

Sometimes, on the same date several similar dealings take place or transactions 
related to a single account take place. In such, cases in place of passing different 
entries, consolidated entry is passed. This is known as compound entry. 

In R. compound entry, either only one account is debited and several other accounts 
are credited or vice-versa. The total amount debited should be equal to the total of 
the accounts credited and all these transactions should take place on the sameday. 

In a compound journal entry there may be: 

(1) One account to be debited and two or more ac"ounts to be credited, For 
ex~lc, ifX pays to his creditor, Mr. Z Rs. 5,000 and Z allows X a discount 
of Rs. 500, then the entry will be, 

Z's account Dr. 5,000 

To Cash account 4,500 

To Discount Account 

(Being payment of cash to Mr. Z, discount 

received Rs. 500) 

This compound entry is a result of two indivudual entries : 

(i) Z' Dr 4,500 

(ii) 

To Cash account 

(Being payment of cash to Mr. Z) 

Z' Dr 500 

To discount account 

(Being discount received) 

500 

4,500 

500 
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(2) Two or more accounts to be debited and only one to be credited. For example, 

if on the last day of the month, Rs. 15,000 is paid.as rent and one of the 

partner, X withdraws Rs. 8,000 cash for private use, 

Rent account .... Dr. Rs. 15,000 

Drawings account . . .. Dr. Rs. 8,000 

To Cash account 

(Being rent paid, drawings 

for private use made in cash) 

, Example 2 : Pass enteries in the Journal of Shri Ashish Jain : 

2007 

Aug 1. Started Business with: 

Cash 

Goods 

Furniture 

Aug 2. Bought Goods : 

Cash 

FromKumar 

From Trilok:i 

Aug 12. Paid wages 

Paid to Triloki 

Paid to Kumar 

Aut 16 Sold goods for cash 

Sold goods to Rajan 

Sold to VIShwas on credit 

Aug 25 Received cash from Rajan 

Discount allowed to him 

Aug 3 1 Paid to kurnar in full settlement 

Aug 31 Furniture purchased 

Paid for Repairs 

Cleared Trilok:i's a/c 

Discount Received from Triloki 

Rs. 23,000 

Rs. 

15,000 

3,500 

500 

500 

300 

700 

10 

500 

200 

600 

250 

350 

245 

5 

90 

100 

25 

90 

10 



Solution 2: 

Journal of Shri Ashish Jain 

Date Particulars L.F. 

2007 

Aug 1 Cash NC Dr. 
Furniture A/C Dr. 
Purchase A/C Dr. 

To Capital A/C 
( for commencement of business for cash 
furniture and goods) 

Aug 2 Purchase NC Dr. 
To Cash A/C 
To Kumar 
To Triloki 

( for purchase of goods for cash and crec t) 

Aut 12 Wages NC Dr. 
TrilokiA/C 
Kumar A/C Dr. 

To Cash A/C 
(For payment of wages and cash to Trilo ci and 

Aug 16 Cash NC Dr. 
Rajan A/C Dr. 
Vishwas A/C Dr. 

To Sales ale 
(Being goods sold on cash & credit) 

Aut 25 Cash A/C Dr. 
Discount A/C Dr. 

To Rajan 
(for receipt of cash and discount allowed 

Aug 31 Kumar A/C Dr. 
To Cash A/C 
To Discount A/C 

(for amount paid and discount received) 

Aug 31 Furniture A/C Dr. 
Repairs A/C Dr. 
Triloki Dr. 

To Cash AJC 
To Discount A/C 

(for payment of cash and receipt of dise< unt) 

Total Rs. 

Amount 

Dr. 

15,000 
500 

3,500 

1,500 

10 
Dr. 
200 

Kumar) 

600 
250 
350 

245 
5 

100 

100 
25 

200 

23,085 

Amount 

Cr. 

19,000 

500 
300 
700 

500 

710 

1200 

250 

90 
10 

315 
10 

23,085 
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ENTRIES OF DISCOUNT 

Discount is of two types : 

(1) Trade Discount, and 

(2) Cash Discount 

V • 

(1) Trade Discount : The discount allowed by seller to its customer at a fixed 

percentage on the listed price of goods is known as Trade Discount, No 
separate entry is made for it. The amount of transaction is red~ by the 
amount of trade discount. For example, Goods of list price Rs. 10,000 soki 
at a trade discount of 20%. " "' ' ·· \ · · · ,. · · 

List price 10,000 
., 

(- )T~e discount (20%) 2,000 . 
... . 1 . 

8,000 , .,, 

Now entry will be : 

CashA/C Dr. 8,000 ' 

To Sales Ale .• I 8,000 

(2) Cash Discount : ~ discount is all9w~ pnly if~~ axe ~y 
to make prompt payment. This is also offered to ~Omer to induce them 
to pay-early. In entry it is ·debited ifit is allowed to~ and credited 
when it is received. 

f Example 3: 

Journalise the following transaction 
... I • • • 

2007 

July 1 

July 2 

July9 

July 13 

July 19 

July21 

July 31 

.. ., • ,. IC' 

.- ~- ~ 
I • 

· Vikas commenced business with Rs: 15000. ·t ·. ' ~ ·._.,:; ._-,,...._. "' · .... • :,.., ,. 

Bought ·goods of the list price Rs. 6000 fromAnupam, less 10% 
trade discount and 5% cash discount fur cash. 

, ~ 0- \' t,. . t 

Withdrew goods worth Rs; 200 and Rs. 300 in C$b fur p~ use. 

Sold goods worth Rs. 1,000 less 5% trade discount & 2% cash 
discount to Ram fur cash. 

Sold goods worth Rs. 5,000 less 5% trade discount to Asit. 

Asit returned goods worth Rs. 800. 

Paid rent, salary & expenses of Rs. 200, Rs. 350 and Rs. 50 
respectively. 



-. 
Solution 3 : 

Journal of Vlkas 

Date Particulars i..F. Amount Amount 

2007 

Julyl 

July2 

CashA/C 

To CapitalA/C > 

(F9!_ampunt.introduced as.~jtal}. ,. ,, .• . •. 
!, . 

Purchase A/C "bi ,, 
To Cash.NC •1 

. . To Discount A/C ., , . , , 

[For goods worth Rs. 6000 houghfat a trade 
discount 10% & cash discount 5%] 

July 9 Drawings ft:.!C . ~- Dr. 
To Purchase A/C 
To CashA/C 

[For goods and cash taken for personal useJ 

Dr. 

Rs. 
·· ..• 

r , 

·5400 ·. 
. \' ' .. . 
,. 

500 

July 13 Cash :A/C • 2 

Discount A/C 

• I! 
•. Dr. •. ·· .. -: 93r 

Dr. · 19 
To Sales A/C • 

[For goods -~Orth Rs. 1000 so)~ ,for .ca: ti,_, . , 

at a trade discount 5% and cash di§co-~tt 2%] 

July 19 Asit *3 ' '. Dr. . . 
To Sales A/C 

[For ·goods worth Rs. 5000, sold at a'·· 

trade.discmµ1t .9f5%] - , , . - ,. . 
' .. 

July 22 Sales Return A/C * 4 Dr. 760 
' ~o _As_it .. . •. , .~ 

., . 
,. 

[For goods worth Rs. 800 returned ,by 

v him after deducting 5% traoe·discotlntT . -.. 

July 31 Rent A/C Dr. 200' 
' . 

Salary A/C .. ~Dr. , , . . 

350 

Expenses A/C Dr. 50 
To CashA/C 

[For amount paid for rent, sa.1ary;· expeDl es] 

Total Rs. 27,960 

Cr. 

Rs. 

15,000 

5,130 

270 

200 

300 

950 

4,750 

4,750 

760 

600 

27,960 
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*1 Rs 6000 less 10% Trade discount 

= 6000 - 600 = Rs. 5,400 

Again, Rs 5400 less 5% Cash discount 

= 5400 - 270 = Rs. 5,130 

*2 Rs. 1000 less 5% Trade discount 

= 1000 - 50 = Rs. 950 

Rs 950 less 2% Cash discount 

= 950 - 19 = Rs. 931 

*3 Rs. 5000 less 5% Trade discount 

= 5000 - 250 = Rs. 4750 

*4 Rs. 800 less 5% Trade discount 

= 800 - 40 = Rs. 760. 

TRANSACTIONS REGARDING BAD DEBTS 

When a debtor, fails to pay the whole amount due to him the unrealized amount is 
called 'bad debts'. It is a loss to the business and has to be written off. For 

example, if Mr. X, a debtor, fails to pay Rs. 15,000 out of Rs. 35,000 due to him, 
then the unrealized sum, i.e., Rs. 15,000, will be written off as bad debt. 

Bad debts account . ...... Dr. 

To X's account 

(Being Rs. 15,000 bad debts written off 

as irrecoverable from Mr. X) 

Rs. 15,000 

Rs. 15,000 

Sometimes it so happens that the debtor pays the whole or part of the bad debts 
amount later on. It shall be considerea as gain to the business. It will be credited 

to bad debts recovered account. For example, Mr. X who could not pay 15,000 
earlier, now paid 10,000 out of it. They entry will be : 

LEDGER 

Cash ale 

To Bad debts recovered ale/ 

(Being bad-debts recovered) 

10,000 

Business transactions are first entered in journal or, subsidiary books. The next step is 
to transfer the entries to respective accounts in ledger. The procedure of journalising 

helps us to determine which account is to be debited or credited. It is necessary to 

gather at one place all transactions, during the period, relating to a particular subject It 
is only then that the net results can be assertained 



Ledger is supposed to be a permanent and organized book for all the transactions 
occured in a company. This chapter serves you a lot of information on Ledger. The 
chapter introduces you to the meaning ofledger and posting. It enables you to com
pare between ledgers and journals. In addition, you will know about the rules for 
posting transactions. By the end of the chapter, we will likely to be in position to get a 

detailed knowledge ofLe.dger. 

Meaning of Ledger. Ledger is a set of account. It is a book which contains 
accounts is known as the ledger. It is defined as a "book or register which contains, 
in a swmnarized and classified fonn, a pennanent record of all the transactions. " It 
is the most important book of accounts, since final position pertaining to the financial 
status of a business emerges only from them Hence, the ledger is called the Prin
cipal Book. 

Its sources of information are the books of original entry, called journals. When a 
customer purchases goods from a firm on different dates, his transactions are re
corded on clifrerent pages in the journal. It is not possible to know at a glance what 
amount is owed by a customer unless all the entries relating to his account are 
brought together in the form of an account. Ledger is kept keeping in view of this 
objective. 

A General Ledger is just a formal set of T-Accounts. Each account that is to be 
tracked and kept up has a separate page or pages maintained in a record book 
called the General Ledger. The general ledger's major sections are Assets, Liabili
ties, Owner's Equity, Revenues, Expenses, and Drawings. 

For each item (account) in General Ledger, the increases and decreases for a period 
(usually a month) are measured and its ending balance is calculated. The ending 
balance of the account is easily determined by addmg the increases and substracting 
the decreases from the account's beginning period balance. 

Ending Account Balance = Beginning Balance + Increases - Decreases 

Simply stated a General Ledger is just a book containing the sumnmized financial 
transactions and balances of the accounts for all assets, liabilities, equity, revenue, 
and expense accounts of business. 

Objectives : 

1. To ascertain how much amount is due from each customer or how much 
amount the firm has to pay to each supplier. 

2. To ascertain how nruch is the amount of purchase or sale during a particular 
period 

3. To ascertain how much amount has been spent on each head of expenses 
and amount has been earned on account. 

Importance of ledger : 

l. It helps in preparation of final account of organisation. 
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2. It helps to find true position of debtors & _creditors. 

3. It saves time. 

4. It act as a.proof in~ o(any dispute ___ . , .. '\-

5. It show the iiliimate position of assets and liabilities. · 

6. In ledger all transactions pertaining to a persori or thing will be parted at one 
place which will provide a complete picture of all transactions relating to 
them at a glance. 

Form of ledger. The accounts in the ledger are kept in specific form is given 
below. •' (,· 

Dr. _Name of account Cr. 

1 
Date 

I 
ParticuJara 

I 
J. F. _ 

1 
~ount .11 oaiec_ , . Parti~ulars 1-J.~. 

1 
Amoont r 

. . 
There are two sides of a ledger.account. The left-hand side is known as debit s~de 
while the rigp.t -hand side is know:n as credit ~ide. The wordcS .'J?r .. '. and 'Cr.' are 
used to denote Debit and Credit. · . -' ·. · 

The name of the account~ written in the noodJe ofthe account'. Ori each side, there 
are columns fur date, particulars, journal folio and amount. 'J.P.' denot~ folio or 
page number on which the jounial entry may be fuund: ·' · 

What is posting? 

Posting is the process of entering in the ledger the info~tjon given in the journals. 
Posting from the journal or book is done periodically, may be weekly or fortnightly or 
monthly as per the convenience ~fµie business. ·The posting of a journal entry to the 
general ledger accounts is a purely mechanical process using information already in the 
journal entry and requiring no additional analysis. 

RELATIO;N BETWEEN .roWINAL. ~ .. L~))GiR . 
•' . - - . ' ' .:.. ( . . . . \ !' . . . ~ . . 

The journal and the ledger are the most importmrt books of the double entry system 
of accounting-and.are· indispensable for a.:proper·~m.-Following are the points 
of comparison ~etween these two typeTs,of\x>o~: . . 

· \ •. t/·,. ;_, • · . : . . ~, •. • • ._ • • , ~ • _f • • • _ t ' ,. • • 

(i) The Journal is the book of original' entry and Th.t:'ledger is the book of 
second entry. : ,. ·. · " · ·· · , · · 

.· . -... . . l ~ .~: . .,,. . : ~ ~ :· ... · . . > '. ,. 
(ii) Th~:f P~_is :t~e bo~~ ~(_c~J?-P\~~ ~ Jhrk.-i~eI ~ ..he 

book for analytical record. . . , •. . 
,. . .. ' I • :. -~ .. ,. • .. ~ ... - A •. • .., ~ I 

(m) The Journal, as a book of source entry;.~ w~ter weight as legal evi-

denc~ ~ -the ledger. ~.; . _::\ _-:- ... .. •~--~ ~ ·" : . . 

(iv) The unit of classification of data within the ledger is. the account; the unit 
of cla.ssification of data witlrilnhe:Joutruil is tl11fttabsaction. 



RULES FOR POSTING TRANSACTIONS 
(a) The debit side of the journal entcy is posted to the debit side of the 

account and on that side the reference is given oftbat fuct which is put c::i 

the credit side of the journal entry. · 

(b) The credit side of journal entry is posted on the credit side of the account 
anq on that side the reference is given of that fuct which is put on the debit 
side of the journal entcy. 

The journal entry needs two accounts to post it fully; one account is 
debited and the other is credited. 

( c) On the debit side, posting begins with 'To' and on the credit side with 
'By'. 

(d) In the 'fulio' colunm, the page nwmer of the journal from "".here the entry 
is transferred to ledger account is written. 

EXAMPLE: 
March 6 Machinery Ale ..... Dr. Rs. 25,000 

To Amron Ale Rs. 25,000 

The amount of Rs. 25,000 will be debited to the Machinery Account and credited 
' to Amron. The manner will be: in the Machinery Account in the particulars colunm 
we shall write "To Amron". In the account of Almon "By Machinery Account" will 
be written. The two accounts will tlrus appear as: . 

Dr. MAClllNERY ACCOUNT Cr. 

Date Particulars J.P. Amount Date Particulars J.F. Amount 

March ToAmron 35 25,~0 
6 . 

J.F. 
Dr. AMRON ACCOUNT Cr. 

Date . Particulars J.F. Amount Date Particulars J.F. Amount 
March By Machinery 35 25,000 
6 Ale 

, . ' . •,' . . ·. ~ ·, 

BALANCING ACCOUNT ,, 

After completion of posting of all transactions, accounts are balaoccd·every year or 
-~a ~ertain period Balancing of account meaDS-~iotaJ,.ot:bqth the sides -'Jf an 
account are equal and to write the difierence in the side whose total is short. For 
example, if total of credit side is more than the debit side of any account the 
difference of amount will be ·recorded as Balance c/d on debit side and vice versa 
on the credit side. If the total of debit side of any account is greater, that account 
will reveal a debit balance and if total of credit side of any account is more it will 
show credit baJance. The total of debit side and credit side of some accounts may 
be equal, those accounts will not display any balance: · 
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Balancing a ledgei: account .involves the following important steps: 

• The first step is to total the debit and credit entries. 

• If the totals of both the sides are equal then the account is considered to 
be balanced or closed. 

• If the debit total is greater than the credit total or the credit total is greater 
than the debit tota~ then the balance or difference is placed on the shorter 

side, so that total of both the sides are equal 

• If the difference is placed on the debit side, then 'To Balance c/d' is written. 
The word c/d refers to carried down to next period. Similarly, if difference 

is placed on the credit side, 'By Balance c/d' is written. 

• The totals of both the sides, which are equal, are placed at the bottom of 
both the sides. 

• At the beginning of the next period, the closing balance will appear as the 
opening balance in the opposite side as 'To balance b/d. ' or 'By Balance 
bid'. The word b/d refers to 'brought down from the previous period'. 

The balance thus obtained can be of two types: 

• Opening balance. The balance can be opening debit balance or opening 
credit balance. These balances are shown as debit balance on the debit and 

credit balance on the credit side. 

• qosing balance. There are two closing balances- closing debit balance 
and closing credit balance. These balances can be shown as debit balance 

on the credit side and credit balance on the debit side. 

• Significance of van·ance balances to Accounts. Ledger provides neces
sary infonnation regarding various accounts. Personal accounts in ledger 

show how much money the firm owes to his creditors and the amounts it 

can recover from its debtors. The real accounts show the values of prop
erties and also the value of stock. Nominal accounts reflect the sources of 
income and also the amount spent on various items. The financial position 

of the business concern can be ascertained easily at any time with the help 
of ledger. 

EXAMPLE 1: Journalise the following transactions and post them to ledger, also 

balance the accounts. 

2007 

Dec 11 

12 

15 

18 

20 

22 

31 

Ram commences business with Rs. 2,00,000 in cash. 

He buys .goods of Rs. 1,50,000 from Darshan on credit. 

He buys machinery for Rs. 50,000 from Nathan on credit. 

He pays Nathan Rs. 25,000 

He pays Darshan Rs. 50,000. 

Cash sales Rs. 1,00,000. 

He sells goods to Rakesh on credit Rs. 7,000. 



Solution: 

JOURNAL 

Date Particulars 

2007 
Dec Cash account Dr. 

11 To Ram's capital account 
(Being the capital invested in cash) 

12 Purchases account Dr. 
To Darshan account 

(Being goods purchased on credit) 

15 Machinery account Dr. 
To Nathan account 

(Being machinery purchased on credit) 

18 Nathan account Dr. 
To Cash account 

(Being cash paid to Nathan) 

20 Darshan account Dr. 
To Cash account 

(Being cash paid to Darshan) 

22 Cash account Dr. 
To Sales account 

(Being goods sold fur cash) 

31 Rakesh account Dr. 
To Sales account 

(Being goods sold on credit to Rakesh) 

LEDGER 
CASH ACCOUNT 

Dr: 
Date V. Particulars ,P., AJnwn1" 

No. 
2007 
Dec To Ram·s Capital 
11 18 

Dec To Sales Account l,00.000 
.22 

2008 

Jan l 
2,2.5,000 To Balance bid 

L.F. Dr. 
Arrount 

2,00,000 

1,50,000 

50,000 

25,000 

50,000 

1,00,000 

7,000 

' Particulars L.F. 

ByNatrum 

ByDarshan 

By Balance cld 

Cr. 
Arrotmt 

2,00,000 

1,50,000 

50,000 

25,000 
' 

50,000 

1,00,000 

7,000 

Cr. 
Amount 

25,000 

50.000 

1 ,25,000 

J,00,000 
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Date 
2007 
Dec3J ToB 

·oate 

2007 
Dec 1 

2008 
~IID 1 

Date 

2007 
Deel 

Date Parttc 
2007 
Decl(J To 

Deo31 

RAM'S CAPITAL ACCOUNT 
Dr. 

PURCHASES ACCOUNT 
Dr. 

MACHINERY ACCOUNT 
Dr. 

NATHAN NC 
Dr. 

DARSHANNC 

Cr. 

Cr. 



RAKESH N C 
Dr. . Cr. 

Date Paniculars Amount 
2007 
0~31 

2001 
Jao J 

SALES ACCOUNT 
Cr. 

Date Amount 

2007 
Dec 22 By Cash l.00.000 

Deo3I By Rakcm 7,000 
1,07.000 

2008 
Jill 1 By Balance bid 1,07,000 

SUMMARY 

• The Journal is _called .the book of original entry and the_process of recording 
transactions in the jownal is called journalising. It is a book of original entry 

wherein transactions are recorded chronologically, showing date, amounts 
and accounts to be debited and credited an explanation to the transaction. 
Wrth the growth in ~e business activities several journals are required for 
recording the large number of activities e.g., sales journal etc. These journals 
are called special journals. 

• First step is to ascertain the increase or decrease in business assets, liabili
ties, proprietor's capital and income and expenditure on account of a busi
ness transaction. 

• The d~ails of the ~action is written in the particulars column called 
. "' 'narratio~'' . . . . ·:· 

' . .. . ~.,:,, . . . , . . ~ 

• When twq or more transactions of the same nature take place on the same 
date, a c·ompo~d journal entry is passed for them Thus total number of 
book-keeping entrj.~-~ n:iay be reduced. 

, ' • l • , . 

• When a debtor; fails to pay the whole amount due to him the unrealized 
amount is called 'bad debts'. It this unrealived amount is recovered at any 

. time in.fnt:uJi.e, it is called.bad-debts recovered. 
' ' j • 

• Journal reduces the possibility of error. 
. " 

• It provides an expla.J;l.ation to Jhe transactiou. 

• It provides a chronological record of all transactions. 

• Ledger is defined as· a ''book or register which contains, in a summarized 
and c1assified form, a permanent record of all the transactions." It is the 
most important book of accounts, as final position pertaining to the financial 
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status of a business emerges only from them. Hence, the ledger is called the 

Principal Book. 

• Its sources of information are the books of original entry, called journals. 

When a customer purchases goods· from a firm on different dates, his 

transactions are recorded on different pages in the journal It is not possible 
to know at a glance what amount is owed by a customer unless all the 

entries relating to his account are brought together in the form of an ac

count. Ledger is kept keeping in view of this objective. 

• A General Ledger is just a formal set of T-Accounts. Each account that is 
J 

to be tracked and kept up has a separate page or pages maintained in a 

record book called the General Ledger. The general ledger's major sec

tions are Assets, Liabilities, Owner's Equity, Revenues, Expenses, and 

Drawings. 

• Ledger is the most important book of account. It is the principal book of 

account which contains all the infonnation regarding business. 

• Posting is the process of entering in the ledger the infonnation given in the 

journals. Posting from the journal or book is done periodically, may be 

weekly or fortnightly or monthly as per the convenience of the business. 

• After completion of posting of all transactions, accounts are balanced every 
year or after a certain period. Balancing of account means the total of both 

the sides of an account are equal and to write the difference in the side 

whose total is short. 

• Opening balance can be opening debit baJance and opening credit balance. 
These balances are shown as debit balance on the debit side and credit 

balance on the credit side. 

• Closing balances could be of two types : closing debit baJance and closing 

credit balance. These balances can be shown as debit balance on the credit 

side and credit balance on the debit side. 

EXERCISE 
L 

2. 

3. 

4. 

5. 

6. 

7. 

8. 

9. 

10. 

How does the Journal entries take place in the books? Explain 

What do you understand by 1Journal'? Give rules of Journalising in con

nection with different types of account. 

What are the objects and importance of Journal ? 

What is Journal ? What are the Advantages of Journal ? 

What is Compound Journal Entry? 

Write the Main advantages of Journal. 

Write the rules of Posting in Ledger. 

Write the need and importance of Ledger. 

What is the difference between Ledger and Posting ? 

What is Posting ? 



11 . What is the relation between Jownal and Ledger ? 

12. What are the rules for Posting a Transaction ? 

PRACTICAL QUESTIONS 

1. Journalise the following transactions : 

2007 Rs. 

Oct 1 

Oct 1 

Oct 2 

Oct 3 

Oct 5 

Oct 7 

Oct 8 

Oct 9 

Oct 10 

Oct 12 

Oct 14 

Oct 15 

Oct 17 

Oct 20 

Oct 23 

Commenced Business 

Goods purchased for cash 

Purchased goods from Ram 

Sold goods to Ravi 

Goods purchased from Prakash for cash 

Paid wages 

Sold goods to Brijesh 

Received from Ravi 

Paid to Ram 

Rent paid 

Goods purchased from Neeru 

Goods sold to Yogendra 

Paid for office expenses 

Received payment from Yogendra 

Paid for sundry expenses 

Paid for salary 

Donation in cash 

Charity in goods 

Oct 30 Withdrew from Bank for office use 

[Ans. : Total of Journal Rs. 51,421] 

2. Pass the Journal entries in the books of Krishna: 

2007 

20,000 

10,000 

5,000 

3,000 

1,500 

70 

2,000 

2,950 

1,000 

200 

2,000 

1,000 

500 

500 

50 

1,000 

51 

100 

500 

March 1 Commenced business with cash Rs. 10,000 and 

goods Rs. 5,000. 

March 8 Sold goods for Rs. 2,000 at 10% trade discount and 

5% cash discount. 

March 15 Paid to Mohan Rs. 575 in full payment of Rs. 600/

March 20 Purchased goods worth Rs. 1,000 from Ravi at 5% 
trade discount. 

March 30 Withdrew for personal use Rs. 500 cash and goods 
of Rs. 100. 

[Ans. : Total of Journal Rs. 18,950] 

JOURNALS & 
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3. Record the following transaction in Shyam's Journal 

2007 Rs. 

July 1 

July4 

July6 

Jyiy .10 

July l l 

July 18 

July 20 

July 26 

July 30 

July 30 

Shyam commenced business 

Cash 

Loan from 'Sanjay' 

Purchased Furniture 

Motorcycle 

Received order for goods from 'A' 

So Id goods to 'B' 

Returned goods by 'B' 

Received Cash from 'B' and 

discount allowed to 'B' 

Purchased goods 

Purchased Furniture 

Sold goods to 'Ram' for cash 

Sold goods to 'Ram~ on credit 

Paid Rent 

Paid Salary 

Paid Wages 

Sent goods to 'A' 

[Ans. : Total of Journal- Rs. 87,350} 

Note - (i) 

July 1 - Cash A/C Dr. 

To Capital A/C 

To Loan from Sanjay 

50,000 

30,000 

20,000 

2,500 

12,000 

1,400 

4,500 

1,500 

2,950 

50 

8,000 

900 

l.~ iJG 

400 

900 

750 

200 

1,400 

30,~JC 

20,000 

(n) Order for goods costing Rs. 1,400/- receive;d from Aon 6th July, But 
neit};ier cash was paid nor goods were sent. hence the transactio,q is not 

entered in the Journal. 

4 . Record the following transactions ofM/S Mahip~ Bros. into the Ledger : 

2007 

Nov I 

Nov 2 

Nov 4 

Nov 6 

Nov 8 

Commenced business with cash Rs.2,00;000 

Deposited into Bank Rs. 1,75,000 

Purchased goods from Mr. D for Rs. 40,000 at T'::'.d.e d; -0.1u.""1t 

20% 

Gave a cheque to Mr. D for Rs. 16,800 and cash discount al
lowed by him Rs. 200 

Goods bought from Nilesh for cash Rs. 14,000 



I •. ..l ·""'[ ' 

Nov 10 Accepted a bill at 2 months for Rs. 15,000 drawn by Dilip. 

Nov 11 Bought goods from Suresh Rs. 75,000 

Nov 13 Paid to Suresh a cheque of Rs. 58,800 after receiving ctiscount of 
2% 

Nov 15 Cash Sales made to Jyoti Rs. 8,000 

Nov i6 Sold goods to Mohinder fur Rs. 20,000 

Nov 17 Goods.returned by Mohinder for Rs 1,500 

Nov 18 Received fromMohlnder Rs. 7,900 after allowing a discount of 
1.25% . 

Nov 20 Goods sold to Banerjee Rs. 50,000 

Nov 21· Deposited into Bank Rs.-20,000 i 

Nov 25 Drawings (Goods)- Rs. 2,000 

Purchased furniture - Rs. 40,000, Typewriter Rs. 10,000 and paid 
by cheque. 

Sold goods fo Anu Rs. 30,000 

Nov 27 Received full payment from Banerjee by cheque, sent it to Bank, 
Discount allowed 2%. 

Nov 28 Acceptance received fi:o_m Anu at 30 days for the amount due 
fromhim 

Nov 29 Paid for stationery Rs. 400 and for postage Rs. 20Q 

Nov 30 Rent of proprietor's house paid by cheque Rs. 2,500. 

[Ans. : Dr. Balances : Cash Rs. 58,600; Bank Rs. 1,15,.900; 
Purchases Rs. 1,05,000; 

• • \ <J' • • .. ...... 

~hinder Rs 10,500; Sales Return Rs 1,500; Discount Rs 1,100; 
Drawings Rs. 4,500; BIR. Rs. 30,000; Furniture Rs. 40,000; 
Typewriter Iis 10,000; Stationery Rs. 400; Postage · Rs. 200 

(:,✓ Balanc£i- : Caphar,Rs 2,00,0(10; Discouni Received Rs., 1,400, 
BIP Rs. 15,000; Suresh Rs. 15,000; ·sales Rs. 1,17,000) 

Q5. Journalise the following .transaciicin, J,o·s't tneni mto ledger, balance the ac-
counts and prepare a Trial Balance : : ·' -

2007 Rs. 

Dec 1 Abhinav Jain commenced business with cash 80,000 

Dec 2 Purchased goods for cash 36,000 

Dec4 Machinery purchased for ·cash 4,000 
' 

Dec 5 Purchased goods from : Mr.R 22,000 

Mr.D 30,000 

Dec 6 Returned goods to Mr. R 4,000 

Dec 8 Paid to Mr. R, in full settlement of his account 17,500 

JOURN · L5 & 
Lf1J\JER 

NOTE!; 
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Dec 10 Sold goods to Mohan & Co. for Rs. 32,000 
at 5% trade discount. 32,800 

Dec 13 Received cash from Mohan & Co. 19,800 

Discount allowed 200 

Dec 15 Paid cash to Mr. D 14,850 

Discount received 150 

Dec 20 Sold goods for cash 25,000 

Dec 24 Sold goods for cash to Sudhir Ltd. 18,000 

Dec 25 Paid for rent 1500 

Dec 26 Received for commission 2,000 

Dec 28 Withdrew cash by Abhinav for his personal use 5,000 

Dec 28 Purchased a fun for Abhinav's house 1,200 

[Ans. : Total of Trial Balance Rs. 1,74,850 

Dr. Balances : Cash Rs. 6,250; Purchases Rs. 106,000; Machin
ery Rs. 4000; 

Cr. Balances 

Mohan & Co. Rs. 10,400; Rent Rs. 1,500 and Draw
ings Rs. 6,200. 

Capital Rs. 80,000; Mr. D. Rs. 15,000, Purchases 
Returns Rs. 4,000; Discount (Received), Rs. 450; 
Sales, Rs. 55,400 and commission Rs. 2,00,0 



3 SUBSIDIARY BOOKS 

The Chapter Covers : 

• INTRODUCTION 
• SPECIAL PURPOSE SUBSIDIARY BOOKS OR SPEOAL 

JOURNALS 
• SALESBOOK 
• PURCHASES BOOK 
• PURCHASES RETURN BOOK 
• SALES RETURN BOOK 
• BIU.S PAYABLE BOOK 
• BIU.S RECEIVABLE BOOK 
• JOURNAL PROPER 

INTRODUCTION· 

We have a.Jready studied in prceeding chapters that only one jownal book is main
tained for all transactions. Theoretically, it may be said that all transactions can be 
entered in one journal book but this is not possible in practice, because in large com
mercial enterprises, thousands of transactions take place everyday and o~e person 
cannot write down, all an a single journal simultaneously. So, we make sub-divisions of 
journals into a number of'Special Journals'. These are also known as 'Special Pwpose 
Subsidiary Books' or the 'Books of Original Entry'. 

The chapter on subsidiary books is an attempt to make students familiar with addi
tional books of Accounting. This chapter delivers the information on special purpose 
subsidiary books, purchases books, purchases return books and sales returns book 

and how to do postings in these books has been explained. 

SUBSIDIARY BOOKS 

NOTES 

65 



Introduction to Accountancy 

NOTES 

66 

SPECIAL PURPOSE ~UBSJP~Y .J,19.0~ OR 
~ ' ·" 

SPECIAL JOURNALS 

Meaning 

If the siz.e of the business is large the system ofbook•keeping should be easy mid 
simple to follow, and should be such as to allow division and sub-division of duties 
and speedy working. If the size of the business is a small one, then it is possible to 
enter each and every transaction in the journal, commonly known as books of 
original record or primary record But when size of the business grows, it is no 
{0nger p<Yw.ibre to record all the transactions in one general journal. but tJie,•
joumal is split into a number of separate journals or Day Books. A separate Day 
Podk is 'tisro for_each type of transaction. These transactions are usually Illlll)erous. 
These journals are prepared almost everyday and are of specialized character -~ 
they include transactions reiating to one type of transactions. They are, therefore; 
known as special journals. They may also be called s~edal purpose su~si.Jliary 
books. 

Subsidiary Books may be detined as books where transactions are entered first 
for the pwpose ofrecord. In a large business, the subsidiary books generally used 
are: • .,. .., .. .., I 't4. ,,. .> 'J ,, l.l 

(1) Purchase Journal or Purchases Bo~ 

(2} Sales Jq,urnal or Sales Book, 

(3) Purchase Returns Journal or Purchases Returns Book, 

( 4) Sales Retwns Journal or Sales Returns B~ok. 

(5) Bills Payable Book 

(6) Bills Rceivable Book . 

(1) Joum'¾l Proper· . , 

Advantages 

.·• 4 • 

> • 

l . All transactions of one nature are collected at one place. It facilitates the 
posting to the impersonal account with the total. · · .1 ·-J:~ · ~-=.:. . 

2. Special journals :facilitate the division of labour. The work ofpostingQm be 
entrusted to several assistants at the same time and thus the ledger of a large 
business can be written up in a very short time. Internal check can-also be 
introduced ' , . . . : 

- • • .. ',,a- ... 

3. When transactions of similar nature are collected at one place a careful . ' 
survey of the trend and pattern of distribution and other mctors can be of 
help in day-to-day decisions of management. For example, a careful study 
of sales returns journal might reveal the cause ofreturn, loss due·to such 
return on. 



4. Division of work resuhs in increased efficiency. Each person of accounting 
staff is required to write uponly one class of transactions, therefore it de
velop proficiency of work. 

5. It results in saving of time. 

6. It makes information available regarding each particular class of transactions. 

7. At the time of preparing trial balance the checking is easier because books 
. · being· many different persons can: carry ~mt the job . .. 

SALES BOOK. 

Sales Book is used for recording sales of goods on credit. If there are cash sales, 
th~y~ re.corded in cash receipts journal (cash book) and not in· sales journal. 
Thus, it will be seen that the use of sales joumal is very nruch limited to the recording 
of only credit sales of goods. 

The entries in the sales book are made from the copies of the invoices which have 
been sent to the customers alongwith the goods. Such copies of the invoices may 
be termed as 'Outward Invoice'. . 

The fonnat of sales journal is as follows : 

SALFSBOOK 
Date' Particulars Invoice L.F. Details Amwot 

.No. Rs. Rs . 

.. 

The particulars column is meant to record the name of the supplier, name of the 
articles and quantities sold. The amount in respect of each article is. entered in the 
details co~. After totalling the various amounts inc.luded in a_single sale, the 
amb1,Ult for paclc.ing, or other charges is added and the amo·unt for trade discount 
is deducted. The net amount is entered in the extreme right-band coluirm. The total 
intros Whmm will show the total credit sales for a period The number of invoice 
or-bill is mentioned in respective column. In LF. cohmm the folio number of ledger 
is ~tten where the concerned account has been opened. 

~LEl: 

The following are some of the transactions ofX. Make out their Sales Book: 

Sold to A on credit : 20 Tables @ Rs. 100 

30 Chairs @ Rs. 200 
Less: Trade Discount@ 10% 

Sold old furniture to B on credit Rs.1,000. 

Sold 25 Tables on credit to C @Rs. 100 each for cash. 
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Sold on credit to D: 100 Table@ Rs. 175. 

10 doors @ Rs. 500 

Less: Trade Discount@ 10% 

Solution 1: SALES BOOK OF X 

Date Particulars Invoice L.F. Details 
No. Rs. 

A 
20Tables@ Rs. 100 2,000 
30 Chairs @ R.,. 200 6,000 

8,000 
Less : Trade Discount @ l 0% 800 
Sales as per invoice No ... dated ... 

6 C ·::; 

J 
25 Tables @ Rs. l 00 
Sales as per invoice No .. dated ... 

'o D 
ij lOOTahles@ Rs. 175 17,500 
Q 10 Doors @ Rs. !500 5,000 

22,500 
LeM: Trade Discount @ l 0% 2,250 
Sales as per invoice No .. dated ... 

Sales Ale ... Cr. 

Amount 
Rs. 

7).f.XJ 

2,500 

20,250 

29.950 

Posting of Sales book. The names appearing in the sales book are of those parties 
which have received the goods on credit. The accounts of the parties have to be 

debited with the respective amounts. The total of the Sales Book shows the credit 

sales made during the period concerned. The amount is credited to the Sales 

Account. 

The amount put on the credit side is equal to the total of the amounts put on the 

debit side. Thus, the double entry principle is followed strictly. 

Dr. 

I Dare I Pmti~ 
To Sales 

Ledger of X 

A 

B 

I I To s~~ I I z,soo 11 I I 

C 

Cr. 

· 1~1f----To Sales-I -+--120,25----+-0 I-I ----I-I_ 
SALES ACCOUNT 

By Sales 29,950 

~ per Sales 
Book for the 
month of. 



PURCHASES BOOK 

Purchases journal is used for recording purchase of goods purchased on credit 
basis. Credit purchases of goods dealt in or materials used for production in the 
factory are recorded in a separate register, called the purchases book or the pur
chase journal When we purchase goods on credit we receive a statement from the 
suppliers giving the particulars of the goods supplied by him This statement is called 
an 'Inward Invoice'. The proforma of a purchase book is given below: 

PURCHASES BOOK 

Date Particulars Invoice L.F. Details Amount 
No. Rs. Rs. 

Source of Recording : The entries in the Purchases Book are made from the 
invoices received from the suppliers with the amounts arrived after deducting trade 
discount. 

Cash purchases are not entered since they are entered in the cash book; only credit 
purchases of goods traded in or material used for production in factory should be 
recorded in a purchase book. Credit purchases of Asset are also not recorded in 
it. 

In the particulars column, the name of the supplier and the name of the articles and 
quantities purchased are recorded. ·The amount in respect of each article is entered 
in the details colwnn. After totalling the various amounts included in a single pur
chase, the amount for packing or other charges is added and the amount of trade 
discount is deducted The net amount is entered in the extreme right-hand column. 
The total in this cohnnn will show the total purchases made in a period. The number 
of invoice or bill is mentioned in respective column. 

Trade Discount The amount of the purchase made is always arrived at after 
deducting the trade discount, i.e., only the net amount is considered. 

Sales Tax. The amount of sales tax charged by the supplier of goods is added to 
the amount of purchases. If trade discount is also given, first deduct trade discount 
and then calculate sales tax on remaining balance. 

Posting of Purchases Book. The book shows the names of the parties from 
whom goods have been purchased on credit. These parties are, now in accounting 
terminology, creditors. Their accounts have to be credited for the respective 
amounts shown in the total purchases made in a period This amount is debited to 
the Purchases Account to indicate receipt of goods. 

Example 2 : Enter the following transaction in the Purchase Book of PVR & Co., 
Kota: 
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June2 Purchased goods from Sbreekant, Gumanpura on credit , 

100 Dozen Bulbs @ Rs. 50 per Dozen 

25 Fans @ Rs. 200 each 

10 Heaters @ Rs. 50 each 

Trade Discount 15%. 

June 20 Purchased goods from Ram Mohan & Co .• Talwandi, on credit : 

60 Dozen Bulbs @ Rs. 50 per Dozen 

IO Tubelights @ Rs. 60 each 

Trade Discount 10% 

Solution: 

PURCHASE BOOK 

Date ParticuJars Invoice L.F. Details Amoont 
No. . Rs. Rs, 

2007 Shreekant, Gwnanpura I . 
June2 lOODozen Bulbs@ Rs. 50perdozen ,5,000 

25 Fans @· Rs. 200 each 5,000 
10 Heat.en @ Rs. 50 each 500 

10,500 
Less: Trade Discount 15% 1,575 8,925 

June20 Ram Mohan & Co., Talwandi 
60 Dozen Bulbs @ Rs. 50 per Do:zen 3,000 
10 Tubelights @ Rs. (i() each 600 

3600 
Less ; Trade Discount l 0% 360 3,240 

12,165 
June30 PurchaseA/C Dr. 

PURCHASES RETURN BOOK 

This journal is used for recording transactiom relating to return of such goo~-~ 
were purchased on credit basis. It contains details related to return of goods 
purchased by the firm for which no cash is paid. It is also called Returns Outward 

Book. It is so called because goods are returned and go out of business to tpe 
suppliers. . . ' . ·. '. ,: >- : 

-.',> . 

The form of Purchase Return Book is given below: 
. . . . . ~ . . ' ' .... .... . .... . 

"PURCHASE RETURN BOOK .. ,·· ... ~ ~ I ' . ,..... . 0 ' . 
Date Debit Note No: Particulars . L.F. tktail.s Mnmt. ~ .. 

Rs. ; &,- " .. 
-

.· 
• I 

.. . . , -.. 

Debit Note: It is a note made out with a carbon duplicate. The duplicate copy 
is for office record and th~ original one is sent to the party to whom the goods 



. - . 
are returned. It is called a debit oote because the party's account is debited with 
the amount written in this oote. The same oote is termed ·as credrt note from the 
receiving party's point of view because he will credit the account of the p~rty 
from which he bas received the oote together with goods.'The· Purcbaser sends 
a debit note to seller and the seller sends the credit note to the purchaser. 

Flow of Debit Note 

Purchaser ~ Sends ~ debit Note ~ to Seller ~ 
and 

Purchaser +-- to+- Credit Note~ Sends +-- Saller / 

Posting from purchase return book. 

(a) Individual amounts are posted immediately on the happening of event to the 
debit of party's account; and 

· (b) Monthly total of the journal is credited to the purchases return account. 

Example 3: Enter the following tramactions in the Purchase Return Book ofShri 
Pravin Jain : 

2007 

, Nov. 7 

Nov. 15 

~ . Nov. 25 

Solution·: 

Date Debit 

Return goods to RJ & Sons for Rs. 2,000. Trade Discount 10%. 

Return goods to Housefull store for Rs. 5,000 as the goods were 
not according to sample. 

Allowance claimed from Nyati Builders, on account of mistake in 
the invoice Rs. 3,500. 

PURCHASE RETURN BOOK 
Particu1an L.F. Details Amount 

Note No. 
2007 
Nov. 7 RJ&Sons 2,000 

I ' Less: 'IradeDiseotmt 10% . ··.wo 1,800 

Nov.15 Houseful) Store , 
... ,' 5,DOq 

' . -:.,~· 
Nov. 25 Nyati Builders 3,500 

Nov. 30 · Purcna.se Return AJC Cr. ' 10,300 .. 
SALES RETURN BOOK 

This journal is used for recording transactions relating to~ of such goods 
· as were sold by the firm to its customers on credit basis. ft contains details 

regarding return of goods purchased by customers for which no cash is 
recrived. This is also called Returns Inward Book or ·s~es Return Book be- , 
cause goods returned by customers come in the business. 
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The'form of Sales Return Book is given below: 

SALES RETURN BOOK 

Date Credit Note No. Name of the Customer L.F. Details Aloot.mt 
Rs. Rs. 

Credu Note. It is made with a carbon duplicate- the duplicate copy being for 
office use. The original copy is sent to the party from which goods are received. 
From the point of view of business which receives goods, this note is called a 
credit note because the party's account is credited with the amount written in 
this note. The same note is called a debit note by the party who returns goods 
because that party uses this note for debiting the account of the party to whom 
goods have been returned. The Seller sends a credit note to the purchaser and 
the purchaser sends a debit note to the seller. 

Flow of Debit.Note 

. Seller ~ Sends ----+ Credit Note ~ to purchaser ~ 

and 

Seller +-- Debit Note to +-- Sends ~ Purchaser / 

Posting from Sales Return Journal. 
(a) Individual amounts are posted immediately on the happening of event to the 

credit of party's account; and 
(b) Monthly total of the journal is debited to sales return account. 

Example 4 : Enter the following transactions in the Sales Return Book : 
2007 
June 7 Goods returned by Mis Brown & Co : 

6 fans @ Rs. 600 each 
Trade Discount 10% 

June 23 Mis Carol. & Co. returned 1 lamp of Rs. 500. 

Solution: 

SALFS RETURN BOOK 
Date . Particulan L.F. Details 

Rs. 

2007 
June7 Mis Brown & Co. 

6 fans @ Rs. 600 3,600 
Less : Trade Discount@ 10% 360 

June23 Mis Quol & Co. 
llamp 

June30 Sales Return Ale Dr. 

Amount 
Rs. 

3,240 
500 

3,740 



BILLS PAYABLE BOOK 

When goods are sold on credit, a bill of exchange, payable after sometime may be 
drawn by a seller (creditor) on the purchaser (debtor). The bill of exchange is then, 
accepted by the debtor indicating that he woukt pay the amount written there in on 
the expiry of the period mentioned on the bill After accepting the bill is returned to 
the creditor. To the Creditor, the bill is termed as 'Bills Receivable' since he is to 
receive it, while the same bill is termed as 'Bills Payable' to the Debtor since he is 
to pay the amount mentioned in it at a future date. 

Whenever a bill of exchange is accepted its particulars are entered in a seperate 
book called bills payable book. Its format is given below : 

Date of To whom Period of Due L.F. Amount How 
Acceptance grven )3iil date Rs. disposed 

Posting 

The periodical total of the bills payable book is posted to the credit of the 
bills payable account in the ledger. Each entry in the book is posted to the 
debit of the individual account from whoi:n the bill is granted. 

Example S : Record the following transactions in the Bills Payable Book : 

2007 

Oct 1 Accepted a bill of Rs. 20,000 for 2 months drawn by Mis Babli & 
Sons. 

Oct 20 Gave acceptance to Mabavir & Co. for Rs. 10,000 payable 1 
month after the date. 

Oct 28 A bill at 45 days for Rs. 9,000 drawn by Aribant & Co. was 
accepted on this day. 

Solution: 
. . 

Bil..LS PAYABLE BOOK 

Date of To Whom Given Period of Due LF. Amount How 
Acceptance Bill Date Rs. d" ... 

2007 

Oct 1 Mis Babli & Sons 2Month 3Dec. 20,000 

Oct20 Mahavir & Co. 1 Month 3Nov. 10,000 

Oct28 Arihant& Co. 45days 15 Jan. 9,000 

Oct 31 Bills Payable NC Cr. 39,000 
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BILLS RECEIVABLE BOOK 
,-:-, '=' o' . -;,:"'!· .,. -.. ' 

Whenever a bill of exchange is received its particulars are entered in a separate 
book called Bills Receivable Book. This book is also a book of original entry. Its 
format is given as : 

Date of Prom Whom Received Period of Due L.F. -~ How . 
Receipt the Bill Date Rs. disposed 

. 

' . 

' ' - .... _ _ ,.~ .. - · # ., 

Posting · 
... ~-- . - ~ . ~ ,.., -
.,: !' .., . ,..... .~. 

The periodical total of the bills receivable book is posted to the debit of the bills 
' (' 

receivable account in the ledger. Each enter in the book is posted to the credit of 
the individual account from whom the bill is received. 

Example 6: Record the following transactions in.the Bills ~eceivabl~ Book: 
• i • • ' .. ,.. 

2008 . .. .. ~ · ~ r-... 
Jan 5 Received from Sbreekant his acceptance at 3 mon~ for Rs. 

10,000 " 0 0 . • • • •. 0 6 ".. 

Jan 18 

Solution: 

Acceptance received from Taranjeet for Rs. 50,000 for 60 days. 

BILLS RECEIVABLE BOOK 

Date or From Whom Receiv~ Period of ,Due L.F. How Amount;, 
Re«ipt Bill Date Rs. ~'cilsposed 

2008 I .. .. . 
•' ' 

Jan5 Shreebnt ".35days Feb. 12 .. H);_OOO 

Jan 18 ~jeet. ... . 6Q~_)'.S_ .:t.1~~22 --,1~-C ~ .. .. :-· 
- A ' •.,I- I 

Jan31 Bills ReceivableAIC · Dr. ~.OOQj 

JOURNAL PROPER 

After the sub-clivwon of journal into various subs~ books, journal~ only 
a residuary book in which only those transactions are recorded ~hic.li cannot be 
recorded in any other subsidiary book. In such: a case, journal is called journal . . 
proper. 

'. , 

The following types of transactions are recordedm_J~ proper. . . 

(1) Opening Entries . 
. ~ 

!";\1 -.......,~_ .. ,.~:~:~· . . ~ 

http:journal.is


(2) Closing Entries 

(3) Transfer Entries 

( 4) Adjustment Entries 

(5) Rectifying Entries 

(6) Other Entries- Purchase or sale of asset on credit, Endorsement, Cancel
lation & ilishonour ofBill, etc. 

Example 7 : Enter the following transaction of Kumar & Sons in appropriate 
Subsidiary Book. 

2007 

Jan 1 Assets: Cash in hand Rs. 5,400, Due from Sanjay Rs. 7000/-, Due 
from Dheeraj Rs. 20,000; Stock Rs. 80,000; Furniture Rs. 25,000 

Jan 3 

~ Jan5 

Jan 6. 

Jan 8. 

Liabilities - Bank Overdraft Rs. 36,200. Due to Sun Rs. 9200. 

Purchased from Lax:man & Sons 10 Bags of tea @720 each less 
10% trade dis~unt: · :- . · · · · · 

Purchased from Dass 20 tins of coffee @ Rs. 480/-, less 5% trade 

discount. Half the payment is made in cash and half by cheque. 

Purchased Machinery for Rs. l 0,000 from Praful on credit. 

Received Cash from Sanjay Rs. 6,800 in full settlement of their 

account. 

Jan 10. Deposited from Bank Rs. 5,000/-

Jan 12. Sold to Sen & Co. goods as follows -

4 bags of coffee @ Rs. 950 each 

.- ... . ·- 12 tjns of coffee @ Rs: 700 each·_ 
. ~ ., . ' 

Jan 15. Returned to Laxman & sons 1 bag of tea. 

)ap. 16. Sokt'to·stian~ar 20.~gs oftea @ Rs. 1,000 each less 5% trade 

discount. .. '. , ' ,. -

Jan.17. Shankar returned 1 bag of tea. 

Jae; i 8: .. _ . _S~ ~~~ ~-bill f9r l month for the amo~ due from him. 

Jan 20. -Ileceived a cheque of Rs. 10,000 from Sen &'c o. The cheque is 
_ . : · · ·. immediately deposited into bank. 

. . . ' . .. ·--· . 

Jan 21. . Purchased from Vijay & Co. 20 bags oftea @ Rs. 800 each and 
· · 5 tins of colfee @ Rs. 500 each. · 

Jan 22.·.". - . .z··bags of tea costing Rs. _700-eac;h are taken by Mr._ Kumar for 

~ :. ~ onal~ . 

. . . .. 
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Jan 24. 

Jan 25. 

Returned to Vi jay & Co. 2 bags of tea and 1 tin of coffee. 

Acceptance given to Vtjay & Co. for 2 months for the amount due 
to them. 

Jan 27. 

Jan 28. 

Acceptance received from Sen. & Co. for Rs. 2,200 for 30 days. 

Withdrew from Bank for personal use of Rs. 4,000 and for office 

use Rs. 6,000. 

Jan 30. Paid rent by cheque Rs. 4,000. 

Solution : Purchase Book 

Date Particulars Invoice L. Details Amount 
(Name of Suppliers) No. F. 

2007 

Jan 3. Laxman&Sons 

10 bags of tea @ Rs. 720 each 7,200 

(-) 10% Trade discount 720 6,480 

Jan 21. Vijay & Co. 

20 bag of tea @ Rs. 800 each 16,000 

5 tins of coffee @ Rs. 500 each 2,500 18,500 

Jan 31 Purchase Ale Dr. 24,980 

Sales Book 

Date Particulars Invoice L. Details Amount 
(Name of Customers) No. F. 

2007 
Jan 12. Sen & co. 

4 bags of coffee @ Rs. 950 each 3,800 
12 tins of coffee @ Rs. 700 each 8,400 12,200 

Jan 16. Shankar 
20 bags of tea @ Rs. 1000 each 20,000 
Less : Trade discount 5 1,000 19,000 

Jan 31. Sales Ale Cr. 31,200 

Purchases Return Book 

Date Particulars Debit L. Details Amount 
(Name of Customers) Note No. F. 

2007 
Jan 15. Lax.man & Sons 

1 bag of tea @ 720 720 
Less : 10% Trade Discount 72 648 

Jan 24. Vijay & Co. 
2 bags of tea @ Rs. 800 1,600 
l Tin of coffee @ Rs. 500 500 2100 

Jan 31. Purchase Return Ale Cr. 2,748 



Sales Return Book 
Date Particulars Debit L Details Amount 

Note No. F. 

2007 
Jan 17 Shankar 

l bag of tea @ Rs 1000 1000 
Less : 5% Trade Discount 50 950 

Jan 31 Sales Return NC Dr. 950 

Bills Payable Book 

Date To Whom Given Period Due L.F. Amoout How 
of Bill Date disposed 

2007 
Jan 25 Vijay & Co. -2 Month March 28 16,400 

Jan 31 Bills Payable NC Cr. 16,400 

Bills Receivable Book 

Date For Whom Given Period Due L.F. Amount How 
of Bill Date disposed 

2007 
Jan 18 Shankar l Month Feb 21 18,050. 
Jan 27 Sen & Co. 30 days March 1 2,200 

Jan 31 Bills Receivable NC Cr. 20,250 

Joornal Proper 

Date Particulars L.F. Dr. Cr. 

2007 Rs. Rs. 
Jan 1 Cash NC Dr. 5,400 

Sanjay NC Dr. 7,000 
Dheeraj Dr. 20,000 
Stock NC Dr. 80.000 
Furniture NC Dr. 25,000 

To Bank Overdrafts NC 36,200 
To Sun 9,200 
To Capital NC (Balancing figure) 92,000 

(for opening balances brought forward) 

Jan 6 Machinery NC Dr. 10,000 
ToPraful NC 10,000 

(for machinery purchased on credit) 

Jan 8 DiscountNC Dr. 200 
ToSanjay NC 200 

(for discount allowed to Sanjay 
in full settlement) 

Jan 22 Drawings NC Dr. 1,400 
To purchases NC 1,400 

(for 2 bags of tea costing Rs. 700 
each taken for personal use) 

SUMMARY 

• If the size of the business is large the system of book-keeping should be 

easy and simple to follow so as to allow division and sub-division of duties 

and speedy working. If the size of the business is a small one, then it is 
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possible to enter each and every transaction in the journai commonly 

known as books of original record or primary record. 

• All transactions of one nature are collected at one place. 

• Special journals facilitate the division of labour.-

• When transactions of similar nature are collected at one place a careful 

survey of the trend and pattern of distribution and other .facto~·can be of 
help in day-to-day decisions by managerooit. · · 

• Sales journal is used for recording sales of goods on credit. 
. . . 

• Purchases journal is used for recording purchase ·of goods purchased on 

credit basis. _Credit purchases of goods dealt in or mat~: us~ fur pro.: 

duction in the factory are r~orded in a separate ~~gister, called the pur

chases book or the purchase journal . 

· • The entries in the purchases book are made from the invoices received from 

the suppliers with the amounts arrived at after deducting trade discount. 

Cash purchases are not entered since they are-entered. in the .cash ·book:; 

only credit purchases of goods traded in or material used for production in 

a factory should be recorded iii a purchase book. · • 

• Trade Discount is the discount which is allowed if the custonier-p~chases 

goods above a certain quantity or above. a c~ain amo~. . 

• Posting of purchases Book shows the names of the p~s from whom 

goods have been purchased on credit. 

• Purchases Return Book is used for recording transactions.relating to return 

of such goods as were purchased on credit basis. 

• Debit note is a note made out with a carbon duplicate: The duplica..e copy 

is for office record and the original one is sent t~ th~ party ca whoni" the 

· goods are returned It is called a debit note biecause the party's· account is 
debited with the amount written in this note. · · ·.· 

• Sal~s Rcturn Book is used for recording ·transactio~ ·relating' to .IC 1rro. o!" 
such goods as were sold by the firm to its customers on credit basis. It 

contains details regarding return of goods purchased by customers fur which 

no cash is received. This is also called Returns· Inwaid.-Book or Sales 

Return Book because goods returned by customers come in the business. 

• Credit Note is made with a carbon duplicate- the duplicate copy beir.ig for 

office use. The original copy is sent to the party from which goods are 
received. From the point of view of business which receives goods; this note 

is called a credit note because the party's account is credited with the 

amount written in this note. 



• All recejpts ofbills are entered in the book called bills receible. The details 
of the bills accepted by a trader are recorded in a book known as Bills 
Payable Book. 

EXERCISE . 

1. What are Subsidiary Books ? 

, 2. Write the names _of Subsidiary Books of Journals. 
'\- !, 

3. What are Subsidiary Books and their advantages? 

-:.· ~. . W~ any 3 advantages of ~ubsidiary Books ? 

'j . WJ;ia:t is Purchase Book? 

. . 6. What is Sales Returns Book ? 

-.... 

.. · ~ 

·; 7. What is the difference between Purchases Book and S~ Return Book 
.. -.. ? ~ .. 'I,.,- • l '• . ' ~. · ..., 

,. .. , f ; , ' • • .. . 

PRACTICAL QUESTION : 

Q 1. Following transactions were recorded in the books of Shri Kanwar : 

2007 .. : · ~ , · -

March 1. Soki to .Kamal light Center: 

50 Tubelights @ ~ . 60 each less 20% 
' 

20 Heaters @ Rs. 120 each less 25% . 

. f t' M~ 5 ._.. Purc~edfr~iri~ _Shytihi&Cri. :" ~ --~~--•:v. -· · ·,· 
. ' . 

25 Table Fans·@ Rs .. 600 each- • · • •·. 

• • G' • 20 Ceiling Fans .. @ Rs.· 800 e~h. 
- ,. oC:) • • ' 

• "l •• 

Goyal & Sons purcba.s~~JlS : · ,,. , .., , , ..1::... 

80 dozen bulbs @ Rs. ·.90 per .doi.en. .. 

· · March 12 Purchases from Ram Shymn & Co.· 

Typewriter fur Rs. 6000 on credit for o.ffic.e use. 

March 16 Sri Ram & Sons sold us :.. ... · .. -._... , . .• ,, . 

IO Electric Boards @ Rs. 189 less l 0% 

March 20 Kamal Light Center returned : 

5 Tube lights sold on March L 

March 22 Sold goods to Numa & Co. for cash Rs. 10,000. 
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March 25 Returned to Sri Ram & Sons 2 Electric Boards. 

You are required to prepare (i) Purchase Book (ii) Sales Book 

(iii) Purchase Return Book (iv) Sales Return Book 

{Ans. : Total of purchase book Rs. 39, 820, Total of Sales Book Rs. 4200, 
Total of Purchase Return Book Rs. 324, Total of Sales Return Book · 
Rs. 240 
Purchase of Typewriter should be entered in Journal proper 



4 TRIAL BAIANCE-ERRORS 
AND THEIR RECTIFICATION 

The Chapter Covers : 

·• INTRODUCTION 
• TRIAL BALANCE 

• MAIN CHARACTRISTICS AND USES OF A TRIAL BALANCE 
• FUNCTIONS OF A TRIAL BALANCE 
• PREPARATION OF TRIAL BAlANCE 
• LIMITATION OF A TRIAL BALANCE 

• ERRORS 
• REASONS FOR DISAGREE.MENT OF A TRIAL BALANCE 
• ERRORS DISCLOSED BY TRIAL BALANCE 
• TYPES OF ERRORS 

• STEPS TO LOCATE THE ERRORS 
• EFFECT OF ERRORS ON TRIAL BALANCE 
• RECTIFICATION OF ERRORS 
• SUSPENSE ACCOUNT 

INTRODUCTION 

Books of accounts are often closed at the end of the year, but they may be closed 

at any time according to the requirement of the businessman, wherever books are 
closed, balances are found out in various accounts and then these balances are 

recorded in a statement called trial balance. 

The chapter on Trial Balance serves detailed infurmation on Trial Balance and its 
associated facts. By the end of this chapter you will know many crucial points 

related with trial balance. You will know the importance of trial balance, errors in 

trial balance and most importantly how to locate errors and rectify them. 
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TRIAL BALANCE, ERROR AND THEIR RECl'IF'ICATION 

Meaning 

A basic rule of double-entry accounting is that for every credit there must be an 
equal debit amount. Trial Balance is a statement of accounts which appeared in the 
ledger showing either the balances or total amounts of debit and credit it~. The 
trial balance is prepared after posting the journal entries into the ledger and balanc
ing the accounts. All the debit entries are written on one side and all the credit 
entries on the other side. The total of the debit side of trial balance must be equal 
to that of the credit side. If debits do not equal credits, then it reflects that an error 
has occured. The Trial Balance is a tool for ·detecting such errors. 

The trial balance is prepared by putting the balances of all the ledger accounts in 
a list. The account balances are used because the balance SUIIlID31"iz.es the net effect 
of all of the debits and credits in an account. 

The preparation of a Trial balance is an essential part of the process because if totals 
of both the sides are the same then it is proved that books are at least arithmetically 
correct. 

The trial balance is a worksheet where all general ledger accounts and their debit 
or credit balance appear. It is a tool that is used to detect errors in the books. The 
total debits nrust equal the total credits. At the end of the accounting period three 
trial balances are prepared: 

• A preliminary trial balance is prepared using general ledger account 
balances before making adjusting entries. 

• An adjusted trial balance is prepared after passing adjustment entries and 
posting them to general ledger. This will ensure that the books used to 
prepare financial statements are in balance. 

• A post-closing trial balance is prepared after posting closing entries. This 
trial balance, which contains only balance sheet accounts, will guarantees 
that the books are in balance for the beginning of the new accounting 
period. 

Main characteristics and uses of a trial balance 

Following are the main characteristics of a trial balance-

!. It is a statement prepared in a tabuJar form. It has two columns - one for debit 
balances and another for credit balances. 

2. Closing balances, are the balances at the end of the period as shown by ledger 
accounts. 

3. Trial balance is only a statement ofbalances. 

4 . It can be prepared on any date provided accounts are balanced. 



5. It is a consolidated list of all ledger balances at the end of a period at one place. 

6. It is a irethod of verifying the arithmetical accuracy of entries made in the ledger. 
The agreement of the trial balance means that the total of the debit column 
agrees with the total of the credit column of the trial balance. 

7. It is a big help in preparation of Trading Ale, Profit and Loss Ale and the 
Balance Sheet at the end of the period which exhibit the financial position of the 
firm. 

Functions of a Trial Balance. 

The functions of a Trial Balance are: 

l . To ascertain arithmetical accuracy by checking that both the sides are in 
balance. 

2. It provides a summarized version of the position of each account and en
ables one to know the asset and liability of.a firm 

3. Preparation of financial statements and various adjustments can be made on 
the basis of trial balance. 

4. Error in journals, posting to ledger accounts and balancing the ledg~r ac
counts can be detected easily. 

5. Enables the auditor to check whether any corrections were made after the 
accounts were checked. 

Limitations of a Trial Balance. 

lfthe trial balance agrees, it does not mean that now there are absolutely no 
errors in the books. Even if trial balance agrees, some errors may remain 
undetected and may not be disclosed by the trial balance. This is the major 
limitation of a trial balance. The errors which are not disclosed by a trial balance 
are as under: 

(i) Omission of an entry in the original book : If an entry has not been 
recorded in the original or subsidiary book at all, then both the aspects of 
the transaction will be omitted and the trial balance will not be affected. 

(ii) Wrong recording in original books : If wrong entry for any trasaction has 
been passed into the original books, the trial balance will agree because 
both the sides will be affected equally. 

(in) Posting an item on the correct side but to the wrong account : If, 
suppose, cash has been received on account from A, but this transaction has 
been credited to B's Ale, the amount being correct, the trial balance will 
agree and it will not reveal this error. 

(iv) Compensating errors : These are errors arising from the excess- debits or 
under- debits of accounts being neutralized by the excess- c~ or under-
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credit to the same extent of some other accounts. It is very rare that such 
errors of equal amounts arise on the debit as well as on the credit sides of 
the ledger accounts. Such errors do not affect the agreement of a trial 
balance. 

(v) Error of principle : Whenever any amount is not properly allocated be
tween capital and revenue or.some double entry principles are violated the 
error so made is known as error of principle. If wages paid for erection of 
machinery are debited to wages account, then this is an error of principle. 

When a trial balance disagrees and the difference between debit and credit 
balances is quite large, it would never be safe to allow these errors to remain 
un~etected. All possible efforts should be made to localize the cause of the 
difference. Final accounts must not be prepared unless and until trial balance 
agrees, otherwise final accounts will not present true picture of final state of 
affairs. In very exceptional circumstances, if the preparation of final accounts 
cannot be further delayed due to requirements of law, then after due careful 
effort to locate errors, the difference may be temporarily transferred to a Sus
pense Account and shown accordingly in the Balance Sheet. If it has a debit 
balance, it will be shown on assets side, otherwise on liabilities side. 

Reasons for disagreement of a Trial Balance. 

The reasons for disagreement ofa trial balance may be enumerated as under: 

• Error in bringing forward proper or correct balances from the previous year's 
books. 

• Errors in additions of items in accounts and carry forwards of total to next page. 

• Cash balance or bank balance may be omitted to be recorded in trial balance. 

• Posting of entries to wrong sides of accounts. 

• Balance of personal accounts placed on wrong sides in trial balance. 

• Omission of any monthly totals of the Purchases Journal, Sales Journal, Returns 
Journal, Bills journal to be posted in the ledger. 

• Omission of any balance from the nominal accounts, e.g., salary, rent, etc. in the 
trial balance. 

• Wrong posting of the totals of discowrt cohunns from the cash book to the trial 

balance. 

All possible steps must be taken to locate the errors and then to rectify them 
before proceeding to prepare final accounts. 

Errors disclosed by Trial Balance. 

Trial.Balance, in general, discloses any error which affects one side of the account. 
Some of thy examples are as follows: 



(i) An item omitted to be posted from subsidiary records. 

(ii) Error in casting the books of subsidiary records. 

(Iii) Error in balancing an account. 

(i\}) A wrong amount posted to the correct account. 

(v) Error in additions of ledger accounts, unless they are of compensating 
nature. 

(VI) Forgetting to talce the balance of an account in the trial balance. 

(vii) Error in preparing the list of Debtor's and Creditor's balances. 

PREPARATION OF A TRIAL BALANCE 

There are two methods of preparing the Trial Balance: 

Total Method : 

1. The first method is known as the 'totals' method. In this method, the totals 
of debit and credit sides of the ledger accounts are shown in the trial 
balance. Balance of ledger accounts is not talcen. The sum totals of debit 
and credit cohunns of the trial balance must be equal Then the trial balance 
is said to agree. 

Ram's Books 
TRIAL BALANCE as on March 31, 2007 

S.No. litle of accounts L.F. Debit total Credit total 
Rs. Rs. 

1. Cash account 3,00,000 75,000 

2. Ram's capital account 2,00,000 
3. Purchases account 1,50,000 

4. Machinery account 50,000 

5. Nathan 25,000 50,000 
6. Darshan 50,000 1,50,000 

7. Rak:esh 7,000 

8. Sales account 1;07,000 

Total 5,82,000 5,82,000 

Balance Method : 

2. The second method is known as 'Balances' method. In this method, the 
balances of ledger accounts are talcen to respective debit and credit col
umns of the trial balance and then grand total is talcen out. The total of 
balances in the debit column must be equal to the total of balances in the 
credit column of the trial balance. Then only, the trial balance is said to 
agree. 
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TRIAL BALANCE as on March 31, 2007 

S .No. Title of accounts L.F. Debit total Credit total 
Rs. Rs. 

l. Cash account 2,25,000 
2. Ram's capital account 2,00,000 
3. Purchases account 1,50,000 
4. Furniture account 50,000 
5. Nathan 1,00,000 
6. Drusban 25,000 
7. Rakesh 7,000 
8. Sales account 1,07,000 

Total 4,32,000 4,32,000 

The agreement of a tria_l balance provides a very useful check upon the posting into 
the ledger. It is thus ascertained that both the aspects of each transaction, debit and 
credit, have been recorded and that the books are arithmetically accurate. But it is 
not a conclusive proot: Thus, a trial balance may agree arithmetically yet there may 
be a number of errors in book-keeping. 

TYPES OF ERRORS 

Errors can broadly be divided into the following categories: 

(a) Errors of Principle 

(b) Errors of Omission 

• Errors of complete omission 

• Errors of partial omission 

( c) Errors of Commission 

( d) Compensating errors 

Errors (b ), ( c) and ( d) can also be termed as clerical error. 

Errors of Principle 

An error of principle is one where a transaction is not recorded as per the account
ing rules of debit and credit or in violation of some other basic principle. Error of 
p~ciple is involved whenever the amount received or spent is not properly allo
cated between revenue and capital This distinction between capital and revenue is 
of great importance because any incorrect adjustment or allocation in this respect 
would aher the final result. 

Examples of such errors are: 

1. Furniture purchased on credit wrongly recorded in Purchases Journal in
stead of Journal Proper. This means that Purchases account has been 



wrongly debited instead of Furniture account. This is an error of principle 
because the item of capital expenditure (i.e. furniture) has been tryated as 
revenue expenditure (ie., purchase of goods.) 

2. Sale of a fixed asset has been passed through the Sales Journal This way, 
the Sales account bas wrongly been credited instead of the fixed asset '1 

account. 

3. Commission paid for purchase of land is debited to commission account 
inste.ad of land account. 

Errors of omission 

When a transaction bas been omitted to be recorded in the books of account- either 
wholly or partially. Thus, it is of the following two types: 

(a) Complete omission. Here the transaction is completely omitted from the 
books. If a transaction is not recorded in the books of account or a trans
action recor~ in the journal is not posted in the ledger such error arises. 
Such errors do not affect the trial balance. 

~le: 

Failure to record credit sales transaction in Sales Journal 

(b) Parlial omission. This means that the transaction is entered in the sub
sidiary books but it is not posted in the ledger. This can happen in relation 
to any subsidiary book. Such errors result in trial balance being not tallied. 
Example: A credit purchase is entered in the Purchase Journal but not 
posted to the credit of the supplier's or creditor's account. 

Such errors do affect the agreement of trial balance. Trial balance would not 
agree due to such errors, there would be either short debit or short credit. 

Errors of Commission 

These are the most common type of errors. Here the error is the result of commis
sion, ie., something being done which ought not to be done. Amounts wrongly 
written in the subsidiary book or in the ledger or posting into wrong account or 
wrong ba1ancing are the cases of errors of commission. These mistakes are commit
ted because of ignorance, lack of proper accounting knowledge, and carelessness of 
the ledger clerks. These are committed while recording transactions. 

Examples of such errors are: 

• Wrong amount entered in subsidiary books, e.g., a purchase of Rs. 
7,500 entered in the Purchases Journal as Rs. 5,700. 

• Entering the transaction in a wrong subsidiary book, e.g., a pur
chase transaction entered in the Sales Journal and a sales transac
tion entered in Purchases Journal. 
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Compensating Errors 

These are the errors those cancel out the impact of each other, and thus, these 
types of error are the most di.fficuh errors to detect. They may be dissimilar in 
nature, but are of a similar amount. 

Example: 

Underposting of the Purchases Journal maybe compensated or can
celled out with the undercasting of the Sales Journal by a similar 
mrotm.t. 

STEPS TO LOCATE THE ERRORS 

Even jf there is only a small difference in the Trial balance, the errors leading to it 
must be located and rectified as a small difference may be the result of a number 
of errors. The following steps will be useful in locating errors: 

1. The two cohnrms of the Trial balance should be totalled again. If in the place 
of a number of accounts, only one amount has been written in the Trial 
Balance, the list of such accounts should be checked and totalled again, for 
example, the list of sundry debtors. 

2. It should be seen that the cash and bank balances have also been written 
in the Trial Balance. 

3. The exact difrerence in the Trial Ba1ance should be established. The ledger 
should be gone through; it is posSible that a balance equal to the difrerence 
has been omitted from the Trial Balance. The difference should also be 
halved; it is posSible that a balance equal to half the difference has been 
written in the wrong column. 

4. The ledger accounts should be balanced again. 

5. The casting of subsidiary books should be checked again 

6. Check the totals, specially if the difference is of 1, 10, 100 and so on. 

7. lfthe difference is divisible by 9, it is pos.sible that some figures have been 
transposed. 

8. If the difference is big, the balance in the various accounts should be com
pared with the corresponding accounts in the previous period. If the figures 
differ materially, the causes should be seen; it is possible that an error has 
been committed. 

9. Posting of the amounts equal to the difference or half of the difference 
should be checked. It is possible that an amount has been omitted to be 
posted or has been posted on the wrong side. 

10. If there is still a difference in the Trial Balance, a complete checking will be 
necessary. The posting of all the entries including the opening entry should 
be checked. It may be better to begin with the nominal accounts. 



Example 1 : The following is the Trial Balance prepared by an inexperienced 

accountant. Redraft it in a correct form and give necessary notes. 

'fRMl, BALANCE 

For the year ending 30th June 2007 

Name of Accounts Balance Balance 
Dr. Cr. 

Debtors 12,200 

Creditors ' 9,200 

Stock (1-7-2006) 15,600 

Purchase 53,500 

Purchases Returns 2,100 

Cash 11,000 

Machinery 40,200 

Goodwill 10,000 

Sales 86,200 

Sales Returns 7,800 

Loan from Raman 20,000 

Interest on Raman's Loan 3,000 

Bills Receivable 6,400 

Capital 57,000 

Life Insurance Premium 5,000 

Carriage 600 

Advertisement 2,500 

Discount received 1,500 

Investments 8,000 

Interest on Investments 800 

1,76,000 1,76,000 

Solution: 

Trial Balance 

(As on 30th June, 2007) 

Name of Accounts Balance Balance 

Dr. Cr. 

Debtors 12,200 

Creditors 9,200 

Opening Stock 15,600 
!> 
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Purchase & 53,500 

Purchases R~ 2,100 

Cash 11,000 

Machinery 40,200 

Goodwill 10,000 

Sales 86,200 

Sales Returns 7,800 

Loan from Raman 20,000 

Interest on Raman's Loan 3,000 

Bills Receivable 6,400 

Capital 57,000 

Life Insurance Premium 5,000 

Carriage 600 

Advertisement 2,500 

Discount received 1,500 

Investments 8,000 

Interest on Investments 800 

Suspense A/C 1,000 

1,76,800 1,76,800 

EFFECT OF ERRORS ON TRIAL BALANCE 

All possible errors in accounting based on their effect on trial balance, can be 

categarized in two parts: 

A. Errors which affect the trial balance. The following are the errors due 

to which the trial balance does not agree. These are the errors which are 

disclosed by the trial balance. Trial balance, in general, discloses any error 

which affects one side of the account Examples are: 

(a) Error in casting the books of subsidiary records. 

(b) Error in carrying forward the total of one page to another page. 

(c) Error in posting from the books of subsidiary record to ledger. 

(d) Error in balancing the accmmt. 

(e) Error in preparation of debtors schedule and creditors schedule. 

(f) Forgetting to carry forward a balance of an account to the trial 

ba~e. 

(g) Omission of casting. 

(h) Error in totalling the trial balance. 



(i) Forgetting to write cash book balance in the trial balance. 

B. Errors which do not affect the trial balance. Following are some of the 
errors which will not affect the agreement of the trial balance. These are the 
errors which are not disclosed by the trial balance: 

(a) Omission in recording the transaction in the books of original entry. 
If a transaction is not recorded, then both debit and credit effects of that 
transaction will be omitted and trial balance will not be affected. 

(b) Wrong recording in the original books. Trial balance will not be af
fectoo because the same amount will be shown on both sides of the trial 
balance. 

(c) Posting to wrong account with correct amount and on correct side. 

If credit of Rs. 6,000 to Ram is wrongly posted to the credit (side is 
correct) of Ram's account Rs. 6,000(amount is correct), trial balance 
will remain unaffected. 

(d) Compensating errors. Such errors also do not affect the agreement of 
a trial balance. Forgetting to post Rs. 350 on the credit side of a certain 
account may be compensated by overposting of Rs. 350 on the credit 
side in some other account. 

RECTIFICATION OF ERRORS 

Amount are considered to be authentic proof of true financial position of a concern. 
But inspite of best efforts there are certain transactions which are omitted to be 
recordoo or entered wrongly in the books 'Such error affect the financial accounts. 
An accountant should therefore try to locate such errors and rectify them before the 
preparation of final accounts. 

Error should never be converted by overwriting or erasing because it reduces the 
authenting of accounting record. So, error should be correcte<l by passing a suitable 
journal entry, called rectifying entry. 

Stages of rectification of errors. Rectification of errors can be carried out 
through the following three stages: 

(a) Before the preparation of trial balance. Errors are normally corrected 
before the preparation of final trial balance. !fit is done then the correction 
is carried out without the help of Suspense Account. 

(b) Before the preparation of final accounts. If correction is carried out at 
this stage then Suspense Account is required. 

(c) After the preparation of final accounts. Errors which affect the trading 
and profit and loss account are correctoo with the help of Profit and Loss 
adjustment account or capital account. Suspense account is also used 
wherever necessary. 
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Classification of errors from rectification point of view. 

Errors can be classified into two broad categories: 

( l) Errors which affect one account / One Sided Errors; and 

(2) Errors which affect two or more accounts I Two Sided Errors 

Errors which affect one account : Errors which affect one account can be 

errors of 

(a) Casting, 

( c) Posting, 

(b) Carry forwarding 

( d) Balancing, 

(e) Forgetting to show in the trial balance. 

Such errors should first be located and then rectified by giving an explanatory note 
or by giving a journal entry with the help of a suspense account. 

Rectification of errors of casting and carry forwarding: The process of totalling 

the transaction at the end of the period is called casting. Error of casting means 
mistake in getting the total 

Errors of casting are of two types. i.e., undercasting and overcasting. In the case 

of undercasting, the correction is carried out by putting the amount on that side of 

the account on which usual posting is made. But in the case of overcasting the 
amount in excess is put on the opposite side. In order to rectify the error of casting 

an explanatory note is given. 

Rectification of errors of posting: Error of posting can be recognized by setting 

any of the three key words: 

• Posted • Credited • Debited 

In case the word posted is used then the side of the account on which the amount 

is to be posted is always taken as correct. What is correct side is determined by 
the merit of the case. Word 'debited' and 'credited' stand for debit side and credit 

of the account respectively. 

Rectification of errors of balancing. When a mistake occurs in calculating the 

balance of a ledger account it leads to wrong copying of the balance in the trial 

balance. Correction is carried out by means of an explanatory note either on the 

debit or credit side of the account wherever necessary. 

Example 2 : 

Rectify the following errors: 

(a) Sales to Ram Rs. 4,000 Debited to his account as Rs. 400. 

(b) Sales to Rajesh Rs. 3,400 posted to his account as Rs. 4,300. 

Solution : These errors will be rectified as follows: 

(a) There is a short debit to Ram's account of Rs. 3,600. This error will be 
rectified by giving a note on the debit side of Ram's account; 

"To short debit for sales (error rectified) Rs. 3,600." 



(b) More debit has been given to Rajesb's account by Rs. 900. Rs. 900 
(4,300-3,400) will be written on the credit side by giving a note. 

"By excess debit on account of sales (now rectified) 

Errors affecting two or more accounts. 

Rs. 900." 

• Error of omission • Error of recording 

• Error of posting to wrong account • Error of principle 

Error of Omission; Error of omission stands for omission of recording. the trans
action in the books of subsidiary records. Omission of a transaction from a subsid
iary record affects two accounts. Because of omission the transaction does not 
appear in the book and monthly casting of the books becomes wrong, which in turn, 

affects that account where the total of the book is taken. The omission also affects 
the individual account because in the absence of any record in the book posting to 
that account is done. For example, if a Sale to Ajit of Rs. 5,000 is not recorded 
then the monthly total of the Sale book will be short of Rs. 5,000 and thus pur
chases account will be affected. Ajit's account will also be wrong because no 
posting will be made to this account. Rectification of such omission is done by 
making a journal entry. 

Example 3 : Following errors were committed. Rectify them. 

Solution: 

(1) Sales to Mohan of Rs. 6,000 were not recorded. 

(2) Purchases from Rajesh of Rs. 1,500 were omitted from 
the books. 

Rs. Rs. 

1. Mohan Dr. 6,000 

To Sales 

2. Purchases 

To Rajesh 

Dr. 

6,000 

1,500 

1,500 

Error of recording : Recording is the first stage of book-keeping and any 
mistake at this stage means an error in the subsidiary book. This error also 
affects two accounts. First, wrong recording affects the casting of the book 
which, in turn affects the impersonal account where the total is posted, and 
secondly, the individual account is incorrectly posted. .. 
If recording is done with the less amount, then the original entry is passed with 
the difference amount and reverse entry is passed in case of recording with 
excess amount. 

Example 4 : Rectify the following errors: 

1. Sales to Harsh of Rs. 5,500 were recorded as Rs. 5,050. 

2. Sales to Harsh of Rs. 5,050 were recorded as Rs. 5,500. 
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Solution: 

Particulars L.F. Rs. Rs. 

1. Harsh ... . Dr. 
To Sales Ale 500 

(Being entry passed with the diflerence 500 
because the amowll recorded is less than the 
correct amoqnt) 

2. Sales Ale ... Dr. 
To Harsh 450 

( Being reverse entry passed with the 
I 450 

' difference because the recording has been I 

done with the excess ru;nount) 

Error of posting to wrong account. This error is committed when the posting is 
done to wrong account. It can be in any one of the following ways: 

• wrong account, but correct side and correct amount, 

• wrong account, correct side but wrong amount, 

• wrong account, wrong side and wrong amount. 

• wrong account, wrong side but correct amount. 

In order to rectify such errors, it is not always possible to pass a journal entry. 
Under such circumstances an explanatory note can be given. 

Example 5 : Rectify the following errors: 

1. Sales to A of Rs. 5,000 posted to B's account. 

2. Sales to A of Rs. 5,000 debited to B's account. 

3. Sales to A of Rs. 5,000 credited to B's account. 

Solution: 

1. A .... Dr. Rs. 5,000 

ToB Rs. 5,000 

(Being the cancellation of wrong debit to B's account) 

2. A .... Dr. Rs. 5,000 

ToB Rs. 5,000 

(Being cancellation of wrong debit to B's account and installation of correct 

debit to ~s account) 

3. A's account. will be debited by Rs. 5,000 and B 's account will also be 

debited by Rs. 5,000. 

Error of principle : It involves incorrect allocation of expenditure or receipt be

tween capital and revenue. For rectification of such errors, some important cases 
are given below in the form of rules. 

When asset is .'.purchased : 

1. When asset is purchased- debit asset account and not purchases account. 



2. When asset is purchased and any expense is incurred in purchasing that 
asset, the asset account is debited and not the expense account. 

3. When a second-hand asset is purchased and is repaired before bringing it 
in use then the repair charges are debited to the asset account and not to 
repairs account. 

When asset is sold : 

1. When asset is sold, 'credit asset account and not sales account. If by 
mist.ake sales account Im been credited then debit the sales account (to 
cancel the wrong credit) and credit the asset account. 

2. When asset is sold and some expenses are incurred, debit asset account 
and cash account or party's account. In no case expense account is 
debited 

Example 6 : Rectify the following errors : 

1. Paid cartage for the newly purchased machinery Rs. 500, posted to 
cartage accowrt. 

2. Sold old furniture for Rs. 5,000 passed through the sales book. 

Solution: 

RECTIFYING JOURNAL ENTRIES. 

Date ParticuJars 

1. Machinery Ale ... . Dr. 

To Cartage Ale 

(Being cartage paid for newly purchased 
machinery wrongly posted to cartage 
account, now rectified) 

2. Sales Ale .... Dr. 

To Furniture Ale 

(Being sale ofokl furniture wrongly passed 
through the Sales book, now rectified) 

SUSPENSE ACCOUNT 

Meaning 

.L.F. Dr.azmunt 

Rs. 

500 

5,000 

Cr.Amount 

Rs. 

500 

5,000 

All the errors which affect one account, affect the agreement of trial balance at the 
end of the year, and ultimately delay the preparation of final accounts. In order to 
avoid the delay in the preparation of final accounts, the ~ in the trial balance 
is put to suspense account. For Example, if the debit side of trial ba1ance exceeds 
the credit side, then difference is put on the credit side and suspense account shows 
a credit balance. When errors are located entries are passed with the help <>f 
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suspense account and thus when all errors affecting the trial balance are located 
suspense account stands closed. If suspense account still shows a balance, then it 
is taken to the balance sheet. 

The suspense account will appear as an asset on the assets side of the balance sheet 
if it bas a debit balance. Debit balance in the suspense account means that the credit 
side of the trial balance total is more than the debit side total. It will appear as a 
liability on the liabilities side of the balance sheet if it has a credit balance. Credit 
balance in the suspense account means that the debit side of the trial balance total 
is more than the credit side total Efforts are made early in the next period to detect 
the errors. When the errors are detected, they will be duly corrected and the 
suspens~ account will be closed. The debit or credit balance in suspense account 
indicates the net effect of all the errors having effect on the trial balance. That is why, 
when correction of errors is done, the suspense account stands closed. Whenever 
any error is rectified, some part of suspense account is reduced ( or may increase 
also). If the rectification needs debiting or crediting an account, the credit or debit 
goes to suspense account. If an error requires rectification by means of a journal 
entry, it does not affect suspense account. The reason is that such an error did not 
cause disagreement of the trial balance and hence did not contribute to the suspense 
figure. 

Example 7: 

Write out the journal entries to rectify the following errors using a Suspense Ac
oount: 

1. A sum of Rs. 850 received from A was posted to his debit as Rs. 580. 

2. The total of the Sales Return Book has been added Ten Rupees short. 

3. A discount of Rs. 350 allowed to a customer bas been credited to his account 
as Rs .. 300. 

Solution: 

RECTIFYING JOURNAL ENTRIES 

Date particulars L.F. Dr.Amnmt Cr.Amount 

Rs. Rs . 
Suspense Ale .... Dr. 

l. ToAA/c 1,430 1,430 

(Being amount Rs. 850 received from 'N 
posted to his debit as Rs. 580, now 
rectified) 

2. Returns Inward Ale .... Dr. 
10 

To Suspense Ale 10 

3. 
(Being the undercasting of Sales Returns 
Book rectified) 

Suspense Ale .. .. Dr. 
50 

To Customer's Ale 50 
(Being the short posting in Customer's Ale 
rectified) 



Difference in Trial Balance : 

Trial balance is affected only by those errors which are rectified with the help 
of suspense account. Therefure, in order to calculate the difference of suspense 
account, a table is prepared and if suspense account is debited in the rectifica
tion entry, the amount is put on the debit side, and if suspense account is 
credited, the amount is put on the credit side ·-of the table. The balance is 
calculated and is reversed for suspense account, that is, if credit side exceeds, 
difference is put on the debit side of suspense account (not on the credit side) 
and vice versa. 

SUSPENSE ACCOUNT 
Dr. Cr. 

Particulars L.F. Amount Particulars L.F. Amount 
Rs. Rs, 

To A's Ale 1,430 By Return Inward Ale 1,470 

By Balance, 10 

To Customer's Ale 50 
difference in the trial 
balance 

l,480 1,480 

Effect on Net Profit : 

In order to calculate the effect of errors on net profit, it ~ essential to understand ' 
that only those accounts which are taken to trading account or profit and loss 
account affects profits. For example, purchases account, wages, salaries, etc., 
affect the net profit because they are shown either in trading account or profit 
and loss account. If any one of these accounts is debited in the rectification 
entry, it reduces the profit and if any of these accounts is credited then it 
increases the profit. Accounts which are shown in the balance sheet do not 
affect net profit. 

Correction in the Next Accounting Period : 

Since it is desirable to ascertain profit or less of each accounting period sepa
rately, it becomes necessery to rectify errors in such a way that they do not 
affect the current period's incomes, expenses, profit or losses. For this objec
tive, a separate account namely 'Profit & Loss Adjustment Account' is opened 
and all debits and credit in respect of nominal accounts for errors committed in 
the previous accounting period are passed through that account. The balance of 
this account is finaly transferred to the capital account. 

Tiris method is used only in respect of nominal accounts and that too in case 
when rectifications are carried out in the next accounting period. 
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SUMMARY 

• A basic rule of double-entry accounting is that for every credit there must be 
an equal debit amount. Trial Balance is a statement of accounts which ap
peared in the ledger showing either the balances or total amounts of debit and 
credit items. All the debit entries are written on one side and all the credit 
entries on the other side. 

• The trial balance is also by putting the balances of all the ledger accounts. The 
account balances are used because the balance sunnnarizes the net effect of 
all of the debits and credits in an account. 

• A post-closing trial balance is prepared after posting closing entries. This trial 
balance, which contains only balance sheet accounts, guarantees that the 
books are in balance for the beginning of the new accounting period. 

• It is a method of verifying the arithmetical accuracy of entries made in the 
ledger. The agreement of the trial balance means that the total of the debit 
column agrees with the total of the credit column of the trial balance. 

• If an entry bas not been recorded in the original or subsidiary book at all, then 
both the aspects of the transaction will be omitted and the trial balance will 
not be affected. 

• Compensating errors are errors arising from the excess- debits or under
debits of accounts being neutralized by the excess- credit or under- credit to 
the same extent of some other accounts. 

• An error of principle is one where a transaction is not recorded as per the 
accounting rule of debit and credit or in violation of some other basic prin
ciple. Error of principle is involved whenever the amount received or spent 
is not properly allocated between revenue and capital. 

• Sale of a fixed asset has been passed through the Sales Jouma1 This way, the 
Sales account has wrongly been credited instead of the fixed assets account. 

• If a transaction is not recorded in the books of account or a transaction 
recorded in the journal is not posted in the ledger such an error is called 
complete omission error. 

• Partial omission infers that transaction is entered in the subsidiary books but 
it is not posted in the ledger. 

• Compensating Errors : These are the errors those cancel each other impact, 
and because of this they are rather not simple to discover. They may be 
dissimilar in nature, but are of a similar amount. 

• Errors are nonnally corrected before the preparation of final trial balance. If 
it is done then the correction is carried out without the help of Suspense 
Account. 



• Errors which affect the trading and profit and loss account are corrected with 
-the help of Profit and Loss adjustment account or capital account. Suspense 
account is also used wherever necessary. 

• The process of totalling the transaction at the end of the period is called 
casting. 

• Error of omission stands for omission of recording the transaction in the 
books of subsidiary records. Omission of a trans~tion from a subsidiary 
record affects two accounts. 

• Recording is the first stage of boolc-keeping and any mistake at this stage 
means an error in the subsidiary book. This error also affects two accounts. 

• Error of principle involves incorrect allocation of expenditure or receipt be
tween capital and revenue. 

• All the errors which affect one account, affect the agreement of trial balance 
at the end of the year, and ultimately delay the preparation of final accounts. 
In order to avoid the delay in the preparation of final accounts, the difference 
in the trial balance is put to suspense account. 

• Trial balance is affected only by those errors which are rectified with the help 
of suspense account. Therefore, in order to calcuJate the difference of sus
pense account, a table is prepared and if suspense account is debited in the 
rectification entry, the amount is put on the debit side, and if suspense account 
is credited, the amount is put on the credit side of the table. The ,balance is 
calculated and is reversed for suspense account, that is, if credit side exceeds, 
difference is put on the debit side of suspense account (not on the credit side) 
and vice versa. 

• In order to calculate the effect of errors on net profit, it is essential to under
stand that only those accounts which are taken to trading acc01mt or profit 
and loss account affects profits. For example, purchases account, wages, 
salaries, etc., affect the net profit because they are shown either in trading 
account or profit and loss account. If any one of these accounts is debited 
in the rectification entry, it reduces the profit and if any of these accounts is 

credited then it increases the profit. Amounts which are shown in the balance 
sheet do not affect net profit. 

EXERCISE 

1. What is Trial Balance? Why is it prepared? Descnbe the importance of 
Trial Balance. 

2. What is Trial Balance? Why is it prepared? 

3. What is the main characteristics and uses of a Trial Balance ? 

4. What are the Limitations of Trial Balance? 

---- ---
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5. What are the functions of Trial Balance? 

6. What is Suspense Account ? 

7. What is the method of preparation of Trial Balance ? 

8. What are the types of errors in Trial Balance ? 

PRACTICAL QUESTIONS 

Ql. Classify the under-mentioned errors into : 

(a) Error of Omission, 

(b) Error ofCommision, 

(c) Compensating Error, and 

(d) Error of Principle: 

(1) Purchased goods from Bhardwaj on credit for Rs. 6,000 but were re

corded in purchase Book as Rs. 60,000. 

(2) Amount paid for the proprietor life lnsmance premium of Rs. 5,000 was 

debited to 'General Expenses Account'. 

(3) Goods amounting to Rs. 20,000 have been returned to Chetan, but no 

entry has been made in the books. 

(4) Goods sold to Suresh for Rs. 650 were recorded as Rs. 560 in the Sales 

Book. 

(5) Goods for Rs. 500 have been taken by the proprietor for his personal 

use, for which no entry has been passed in the books. 

[Ans. E"or of Commision - 14, 
E"or of Principle - 2 
E"or of Omission =-- 3,5) 

Q.2 Prepare a Trial Ba1ance from the following balances as on 31st March, 2007. 

Rs. Rs. 
Stock (1-4-2006) 28,800 Sales Return 7,500 

Purchases 82,000 Purchase Return 5,600 

Sales 1,60,000 Carriage Inwards 1,640 

Wages 16,160 Carriage Outwards 3,200 

Salaries 6,400 Furniture 12,000 

Repairs 500 Motor Car 80,000 

Commission received 800 Cash 4,700 

Sundry debtors 24,200 Bank Overdraft 25,400 

Sundry Creditors 7,300 Investment 20,000 

Capital 90,000 Interest on 2,400 

Drawings 4,400 Investment (Cr.) 



[Ans. : Total of Trial Balance - Rs. 1,91,500} 

Q.3. Rectify the following errors: 

(1) The Purchase Book was undercast by Rs. 100. 

(2) The Sales Book was overcast by Rs. 10. 

(3) Rs. 540 received from M. Chawban were posted to the debit of his a/ 
C. 

(4) The total of the credit of Bhim's ale has been over added by Rs. 200. 

(5) A discount of Rs. 92.75 allowed to a customer has been credited to his 
account as Rs. 29.57. 

(6) Goods of Rs. 270 returned to Mr. Singh entered in the return book has 
not been posted to his accounts. 

[Ans. (1) Purchase ale= Dr., Suspense ale= Cr. 

(1) Sales ale = Dr., Suspense ale = Cr. 

(3) · Suspense ale = Dr., M Chawhan ale = Cr. 

(4) Bhim ale= Dr., Suspense ale= Cr. 

(5) Suspense ale = Dr., Customer's ale = Cr. by 
Rs. 63.18 (91. 75 -19.57) 

(6) Singh ale= Dr., Suspense ale= Cr. J 

Q.4. A book keeper finds the difference in the Trial Balance amounting to Rs. 70 
and puts it in the Suspense Account. Rectify these and prepare the Suspense 
Account. 

(1) Purchased goods from Lala Rs. 3000 passed through Sales Book. 

(2) Received one bill from Arjun Rs. 5000, passed through Bills Payable 
Book. 

(3) An item of Rs. 250 relating to prepaid rent was omitted to be brought 
forward. 

(4) Rs. 500 paid to Harish Brothers against our acceptance were debited to 
Rarrnnobao.Account 

(5) An item of Rs. 90 in respect purchase returns, instead of being debited 
to personal account from Return onward Book, had been wrongly en
tered in the Purchase Book and posted there from wrongly to the debit 
of personal account. 
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To difference in T.B. 70 By Prepaid Rent 250 

To Purchase ale 90 
NOTES To Purchase return ale 90 

250 250 
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5 DEPRECIATION 

The Chapter Covers : 

• INTRODUCTION 
• DEANmON 
• CHARACTERISTICS OF DEPREICIATION 
• CAUSES OF DEPRECATION 
• NEED/IMPORTANCE/OBJECT 
• DIFFERENCES 
• DEPRECIATION, DEPLETION, AMORTISATION AND 

OB$0LESCENCE 
• MEll-iODS OF CALCULATING DEPRECIATION 

- STRAIGHT LINE METHOD 
- REDUCING BALANCE METHOD 

• DEPRECIATION ON VARIOUS ASSETS 

INTRODUCTION 

Generally, the term 'depreciation' is used to denote a decrease in value but in account
~g. it is used to denote a decrease in the book value of a fixed asset. Depreciation 
means a decrease or decline in the quality, quantity or value of an asset due to its 
constant use in the business. In other words, depreciation is the pennanent and gradual 

decrease in the value of an asset. The net result of an ~sset's depreciation is that 
Sooner or later the asset will become useless. 
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· Meaning 

The word Depreciation' bas been derived from the Latin word 'Dep-retium' which 
means 'decline in price' or 'value'. The word Depreciation' relates to fixed assets 
which loose vahie on account ofusage. Therefore, 'Depreciation' means decline 
in the value of fixed assets on account of use. The word depreciation is used to 
express two meanings- In a broad sense, depreciation means the decrease in the 
value of an asset whatever the reason may be. In a narrow sense, depreciation 
means a decrease in value of an asset due to the regular use of the asset. 

DEFINITIONS 

Some of the well-known definitions of depreciation are given below : 

1. ''Depreciation is the gradual and permanent decrease in the value of an asset 
from any cause"....:. R.N. Carter. 

2. ''Depreciation is the measure of the exhaustion of the effective life of an asset 
from any cause during a given period." - Spicer & Peglar. 

3. "It is a matter of common knowledge that all fixed assets such as plant, 
machinery, building furniture etc. gradually diminish in value as they get o Ider 
and become worn out by constant use in the business" - J.R Batliboi 

CHARACTERISTICS OF DEPRECIATION 

1. It is charged on tangible fixed assets and not on floating assets. 

2. The value of fixed asset diminishes permanently as a result of depreciation. 

3. It always relates to the book value of fixed assets. 

4. Continuous diminution in value is witnessed in depreciation. 

5. The diminution in value takes p1ace gradually. 

6. The diminution in vahie may be qualitative or quantitative or both. 

7. It is an essential expenditure of a busines. 

8. Provision for depreciation is necessary in spite of complete repair of an asset. 

9. It is a process of spreading the burden of cost of an asset over the period of its 
effective I.ire. 

10. It is charged due to continuous use, wear and tear, depletion etc. 

CAUSES OF DEPRECIATION 

The main causes of depreciation are as fullows : 

1. Physical wear and tear-When the fixed assets are put to use, the value of such 
assets may decrease. such decrease in the value of assets is said to be due to 
physical wear and tear. 

2. Efflux of time and with the passage of time-When the assets are ex.posed to 
the force of nature like weather, winds, rains etc., the value of such assets may 
decrease even if they are not put to any use. 



3. Ac.cident-An asset may meet with an accident and get damaged. The accident thus 
causes depreciation 

4. Obsolescence-Quite often, due to new inventions and improved techniques 
the old assets become obsolete and may have to be discarded even if they can be 
put to use physically. 

5. Exhaustion - Assets like mines get exhausted while the mineral is exhausted, 
thus, extraction of mineral would resuh in mine getting exhausted over a number 
of years depending upon the capacity of mine-and quantity of minral extracted 
everyyear. 

6. Fall in Market Price-The value of assets gets redued due to permanent fall in 
the market price of an asset. Such reduction is treated as depreciation 

7. Natural Causes - There are also natural causes resulting in the reduction in the 
value of asset e.g. flood, earthquake etc. also causes depreciation. 

8. Expiration of Legal Rights- There are certain assets which have.a definite 
span of life such as Lease. For example, if a lease has been obtained for 20 years 

for Rs. 5,00,000, it will lose 1/2011,, i.e. Rs: 25,000 ofits value each year whether 
utilised or not, so that at the end of20lh year its value is reduced to zero. 

NEED/IMPORTANCE/OBJECTS OF PROVIDING DEPRECIATION. 

1. For ascertaining the true profit and loss - Depreciation is an operating 
expenses and true profit of a business can be ascertained only when all ex
penses, whether cash or n_on-cash, are incurred for the purpose of earning 
revenue. 

2. True and Fair view of the Financial Position - If depreciation is not pro
vided for values then as a result, the Balance sheet will not show a true and fair 
picture of the :financial position 

3. Cost of Production -As asset is issued for production purpose and cost of 
use of an asset forms the part of the cost of production. Thus, to find out the 
correct cost of production, depreciation must be taken into consideration 

4. Income Tax Saving - This expense is allowed by the Income-tax law and 
helps in enjoying income tax benefit. 

5. To provide Fund for replacement of Assets - The object of providing 
depreciation is not to reduce the value of an asset to its realisable value but to 
set aside a certain sum of money every year to replace that asset when its 

economic life is over. 

(6) To prevent the distribution of profit - The real object of providing 
depreciation is to keep the asset intact by (tistributing the_ loss in its value 
over a number of years when it is in use. 
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(a) Cost of an asset (b) Economic life of an asset 

NOTES 
(c) Salvage value of asset (d) Possibility of obsolescence 

(e) Repairs and Renewals of asset (f) Use of asset 

(g) Interest on Investment (h) Nature of Asset 

10.6 DIFFERENCE BETWEEN DEPRECIATION AND 
FLUCTUATION. 

Basis Depreciation Fluctuation 
of Difference 

I. · Meaning A permanent lo~ of quality, A change in market value due to 
quantity and value of an asset in crease or decrease in demand 
supply for on o~et. 

2. ~et It is charged on fixed A~et. It may be in fixed o~t or 
floating a~t. 

3. Nature Permanent diminution Temporary Nature. 

4. Relationship Relates ta the book value of Relates to the market value. 

fixed a~t 

5. Tendency Grad ual diminution Sudden change in value. 

6. Certainly Always certain Always uncertain. 

7. Working Efficiency Decreases the working No direct relation with working 
' 

efficiency efficiency. 

8. Accounting Legal compulsion No legal compulsion. 

9. Forecast Con be forecasted No forecast con be made. 

10. Reason It occurs due to continuous It occurs due to change in demand 
use, weor & teor, diffusion and supply of on a~et. 
of time etc, 

DIFFERENCE-BE1WEEN DEPRECIATION AND OBSOLESCENCE. 

Basis Depreciation Obsolescence 

1. Meaning It represents lo~ in the value of It is induced by view inventions and 
on a~t consequent upon wear improvement which render an asset 
& tear, diffusion of time and out of use. 
permanent foll in book value. 

2. Tendency It takes place gradually It tokes place al l of o sudden. 

3. Forecasting It con be forecosted. No forecasting con be made. 
106 4. Market value It is charged on the book value. It is related to market value. 



5. T ronsfer of Loss Loss due to depreciation is loss due to obsolescence is treoted 
transferred to Profit ond loss. os capi~ol loss and ii is not trans-
Account ferred to Profit ond Loss Account. 

6. Replacement Depreciation is provided to Immediate replacement of asset is 
ensure replocment of asset ofter neces.sory. 
its economics life. 

Is depreciation a charge on business ? 

It is said to be a charge on business due to the following reasons -

(1) It is a consideration paid for the services of the fixed assets. 

(2) The Profit of business is decreased by depreciation like other expenses. 

(3) The provision for depreciation is necessary even if the profits of business 
are not sufficient. 

(4) Depreciation is not a voluntary contribution towards the profit of business 
but it is a charge on business. 

(5) It must be provided for the services of the fixed assets like salaries to be 
paid to the employees. 

DEPRECIATION, DEPLETION, AMORTISATION AND OBSO
LESCENCE 

Depreciation : 1bis term is used when expire~ ustility of a physical asset is to 

be recorded. 

Depletion: This term is applied to the precess ofrecording the exhaustion 
of natural resources like mines, oil wells etc. It involues removal 
of natural resource. 

Amortisation : It is used to describe the process of writing down the intangible 

investments like patents, copyrights, goodwill, trade marks etc. 

Obsolescence : 'Obsolescence refers to reduction is the useful life of the asset 

arising from different factoss like. Charge in technology, change 

in market demand, legal restrictions etc. 

METHODS OF CALCULATING DEPRECIATION. 

The following are the various methods for providing depreciation: 

(1) Fixed Instalment Method or Straight Line Method. 

(2) Diminishing Balance Method. 

(3) Annuity Method. 

(4) Depreciation Fund Method. 

(5) Depreciation, Repairs and Renewals Fund Method. 
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(6) Insurance Fund Method. 

(7) Revaluation Method. 

(8) Renewals Method. 

(9) Depletion Method 

(10) The swn of year Digits Method. 

(11) The sum of Mileage Method. 

(12) Global Method 

(13) Compound Interest Method 

(14) Replacement Cost Method 

(15) Macrune Hour Rate Method. 

(1) Fixed Instalment Method/Straight Line Method/ 
Original Cost Method/Equal Instalment Method. 

In this method, a fixed part of the original cost of the asset is transferred to 

P&L Ale every year as depreciation. The amount transferred as depreciation 

is fixed and remain same for the entire life of asset. This is the easiest of all 
methods. It is calculated as -

Am fD 
. . Cost of Asset - Scrap value 

ount o eprec1ahon = -------'"---
Life of the asset 

If depreciation is calculated by percentage -

Amount of Depreciation= Original Cost of Asset x % of depreciation 
100 

Accounting Treatment 

Following entries are passed in this method 

(!) Entry for purchase of Asset -

Assets Ale Abbrevation of Account is written as Ale ( small 'c') .. .... .. ... Dr. 

To Cash/Bank Ale 

(2) Entry for providing depreciation at the end of ea~h year -

Depreciation Ale . .. . . . .. . .. . . .. . .. .. . . . . . . . . .. . . . Dr. 

To Asset Ale 

(3) Entry for the amount realised on sale of Asset-

Cash/Bank Ale . .. .. . . . ... . . ... . . . ... . . .. . .. . . .. . Dr. 

To Asset Ale 

(4) Entry in case of profit on sale of Asset -

Asset Ale . . .. . . . . . . . . . . . . .. . . . . . . . . . .. . . . . . .. . . .. . Dr. 



To Profit & Loss Ale 

(5) Entry in case of loss on sale of Asset -

Profit & Loss Ale ....... ................ ..... ..... Dr. 

To Asset Ale 

Merits of straight line method 

(1) It is very easy to calculate depreciation by this method and is widely popular 
also. 

(2) The amount of depreciation remains even and it is not required to be cal
culated every year. 

(3) At the end of the life of asset, the balance of asset becomes zero or its 
residual value. 

(4) It is suitable for those assets whose se_rvice remains uniform every year i.e. 
furniture and fixtures etc. 

(5) The total amount of depreciation can easily be known from the balance 
sheet. 

Demerits 

(1) The value.of the asset goes on decreasing but the same amount of depre
ciation for each year sounds impractical 

(2) The increases in the amount invested on the asset by way of repairs is not 
paid attention too. 

(3) When machinery is sold or purchased in the middle of a year charging of 
depreciation for the whole year 'is not proper. 

(4) This method does not take into account the seasonal fluctuation boom and 

depression. 

Calculation of Depreciation by Formulas 

Example 1 : On 1st Jan., 2004 a business man purchased a plant for Rs. 
18,600 and paid Rs. 1,200 for its erection. The estimated life 
is of 10 years and its residual value will be 2,000. Prepare 
plant account for three years on fixed instalment method. 

Solution- Value of Plant = 18,600 

( +) Eraction charge 1,200 

19,800 

(-) Residual value 2,000 

17,800 

(+)Life of Plant 10 

value 17,800 
1,780 Depreciation = = 

lire of plant 10 

DEPRECIATION 
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Date Pa rti cu I a rs Amount Dote Particulars Amount 
2004 2004 
Jon 1 To Bank A/c 18,600 Dec 31 By Depreciation A/c 1,780 
Jan l To Bank Ale (exp) 1,200 Dec 31 1 By balance c/d 18,020 

19800 19,800 
2005 2005 
Jan 1 To balance b/d 18,020 Dec 31 By Depreciation Ale 1,780 

Dec 31 By balance c/d 16,240 
18 020 18 020 

2006 2006 
Jan l To balance b/d 16,240 Dec 31 By Depreciation A/c 1,780 

Dec 31 By balance c/d 14,460 
16 240 16 240 

2007 
Jan l To balance b/d 14,460 

Example 2 : A firm purchased on 1st January 2004 a machinery for Rs. 
2,25,000. It is estimated that it will be sold for Rs. 25,000 after 
five years. On 1st July, 2005 and on 1st January, 2005 machin• 
cry for Rs. 56000 (Scrap after S years Rs. 6000) and for Rs. 
33,000 (Scrap value after five years Rs. 3000) were purchased. 
Prepare Machinery account for three years charging deprecia-
tion by Straight Line Method. . 

Solution: 

Value of Machine 
(-) Scrap value 

Machine l 
2,25,000 
25,000 

2,00,000 

Machine 2 
56,000 
6,000 

50,000 

Machine 3 
33,000 
3,000 
30,000 

Life of Machine 
Depreciation 

5 year 5 year 5 year 
2,00,000/5 = Rs.40,000 50,000/5 = Rs. 10,000 0,000/5 = Rs. 6,000 

Machmery :Accomd 
Dr. . Cr. 
Date Partia.Llar Amount Date 

1
i PartiaJJar Amonnt 

2004 2004 

Jan 1 To ~ ale (Mac.bi:.ne 1) 2,.25,CXXl Dec 31 By Deprccial:ioo Ale (M.moel) 400)() 

Doc 31 By Balanre c/d •1 l,8S,CXXl 
') '),;fYYI 2).5,CXXl 

2005 2005 I 

Jan 1 To balance b'e (Machine 1 l ,&5,CXXl - Doc 31 By Depreciation Ale 
Machine: l - 40,CXXl 
Maclrine 2 - s.<m 45,<XX) 

July l To Cash ale (Ma.chine 2) 56,CXXl Dec 31 By Balance c/d •2 
Machine l - 1,4.'.1,CXXl 
MBdJioe2 - 51,CXXl 1,96,<XX) 

'1 Al /YYI 12.4] IUJ 

2006 2006 
Janl To Balance bid Doc 31 By Depreciation Ale 

Machine 1 - 145000 Machine 1 - 40,00) 
Machlne 2 - 51000 1,96,CXXI M1lchioe 2 - 10,<XX> 

Machi.oc 3 - 6,<XX> 56,<XX) 

Jan 1 To Cash Ale (Ma.chine 3) 33,<XX> Doc 31 By Balance c/d 
Machine l - lo,.s(XXJ 
Machlne 2 - 41,(XX) 
Machine 3 - Z7,<XX) 1,73,00) 

') ?QIYTI 1?_?9(111 



*1 = 2,25,000 - 40,000 = 1,85,000 

"'2 = 1,85,000 - 40,000 = 1,45,000 

56,000 - 5,000 = 51,000 

*3 = 1,45,000 40,000 = 1,05,000 

51,000 10,000 41,000 

33,000 6,000 = 27,000 

Example 3 : A Company whose accounting year is the calendar year, pur
chased on 1st Ap~ 2004 a machinery costing Rs. 30,000. It 

1 

purchased further machinery on 1st October, 2004 at a cost 
of Rs. 20,000 and on 1st July 2005 costing Rs. 10,000. On 1st 
January 2006, 113rd of the macbinary installed on 1st April 
2004 become obsolete and was sold for Rs. 3000. Show how 
Machinery Account would appear in the books of the com
pany, it being given that machinery was depreciatied by Fixed 
Instalment Method at 10% per annum. What would be the 
balance of Machinery Account on 1st January, 2007? 

Solution-
Machinery Ale 

Dr. Cr. 

Date PartkuJars Amount Date Partfcolar Amount 

2004 2004 
1 April To Bank Ale (l) 30,00J Dec 31 By~onAle"'l 

I - 2,250 
II - 500 2,750 

1 Oct To Bank Ale (ll) 20,<XX) Dec 31 By balance cJd •2 
I - 27,7S0 
II -19,500 47,250 --50,00) 50,00J 

2005 2005 
Jen 1 To B.alance bid Doc 31 By Depreciation Ale "'3 

I - 27,750 I - 3,000 
n - 19,500 47,250 II - 2,000 

m- soo 5,500 
July 1 To Bank Ale (III) 10,<XX) Doc 31 By balance cJd •4 

I - 2A,750 
II - 17,500 
m -9.SOO 51,750 

57.250 57?"iQ 

2006 2006 
Jan 1 To Balance bid Jan 1 By Bank Ale 3,<XX) 

I - 24,750 Dec 31 By Profit & Loss Ale •s 5,250 
II - 17,500 Doc 31 By Depreciation *6 
m - 9.SOO I - 2,000 , 

II - 2,000 
51,750 m - 1.000 5,<XX) 

Dec 31 By Balance cJd •7 
I - 14,500 
II - 15,500 
m - s.soo '\I! <;()() 

517'ill 51750 

2<Xr1 
Jan 1 To Balance bid 

1 - 14,500 
II - 15,500 
m -~ 38$X) 
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*2 

*3 

*4 

I 30,000 X 9 X 10 
12 X 100 

II = 20.000 x ·10 x 10 
12 X 100 

50,000 - 2250 

20,000 - 150 

I = 30,000 x 1~0 

Il = 20 000 X ~ 
' 100 

Ill = l O 000 x .J.!L. x - 6-
, 100 12 

27250 

19500 

1000 

3000 

2000 

500 

= 2,250 

500 

= 27,250 

19,500 

= 3,000 

= 2,000 

= 500 

24,750 

= 17,500 

9,500 

*5 ; of machine is (30,000 x ~ ) 
10,000 

*6 

(-) 

(-) 

Depreciation for 2004 for 9 month (10000 x 
1
10 

x -2..) 
· 00 12 

Depreciation for 2005 for one year (10000 x ~) 

W.D.V. 

Less : Sale Proceeds 

I 

II 

Loss in 2006 

30000 - l 0000 = 20000 x _lQ_ , = 2,000 
100 

20000 X _lQ_ 
100 

= 2,000 

III = 10000 x ~ 
100 

1,000 

*7 I = 24,750 - 3000 - 5,250 - 2,000 

14,500 

750 

1,000 

8,250 

3,000 

5,250 

Example 4 : A Transport company purchases 5 trucks at Rs 4,00,000 each 
on 1 April, 2004. The company writes off depreciation @ 20% 
p.a. on. original cost and observes calendar year as its ac
counting year. On October 1, 2006 one of the truck is in-

112 volved in an accident and is completely destroyed. Insurance 



company pays Rs. 1,80,000 in full settlement of the claim. On 
the same day the company purchases a truck for Rs. 2,00,000 
and spends Rs. 40,000 on its over hauling! Prepare Truck 
Account for the three years ending on December 2006. 

Solution -

TruckAttoont 
Dr rr 

Date Partk:ulars Amoont(Rs.) Date Pudcnws Amount(Rs.) 

2004 2004 Rs. 

April I To Banlt Ale JJJ,00,(XX) Dec. 31 By Depreciation Ale • 1 3,00,(XX) 

Dec. 31 By Bal~ c/d -Z 17.00,(XX) 

20,0000) W,OO{XJ) 

200.5 2005 
Jan 1 To BalBnce 17,00,(XX) Dec. 31 By .Depr:cciation Ale •3 4,00,(XX) 

Dec. 31 By BalJlnoc c/d •4 13,00,(XX) 

17.00,00> 17,00,(XX) 

2006 2006 
Jan 1 To Balance bid 13,00,(XX) Oct. 1 By Depreciation •s (,(),00) 

(1 Truck for 9 months) 

Oct. 1 To Bank Ale 2,00,(00 Oct. 1 By Bank Ale (claim) 1,80,(XX) 

Oct. 1 To Bank Ale 40,(XX) 0cc. 1 By P&L Ale "'6 (loss tro ~k) JJJ,(XX) 

(Over hauling) Dec. 31 By Dep Ale on 4 Truck 3,20,(XX) 

On New Truck: (3 montl: ~ 12,(XX) 

By Balance c/d 4 trucb 7,20,(XX) 

New truck 2,28,(XX) 

15,40,(XX) 15,40,00'.l 

*1 = 20 00 000 x 1Q_ x L = 3,00,000 
' ' 100 12 

*2 = 20,00,000,.. 3,00,000 17,00,000 

*3 = 20 00 000 X 
20 = 4,00,000 

' ' 100 

*4 = 17,00,000 - 4,00,000 == 13,00,000 

*5 = 4 00 000 X 1Q_ X .2.. = 60,000 
' ' 100 12 

*6 Balance as on 1.1.2006 = 13,00,000 +- 5 = 2,60,000 

(-) Depreciation to date of accident = 

( 400000 X _1Q__ X 2.__ ) = 60,000 
100 12 

Amount received as claim = 1,80,000 2,40,000 

20,000 
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(2) Diminishing Balance Method/Written Down Value Method/Reducing 
Instalment Method -

Under this method, a fixed rate percent is written off the diminishing book value 
of the asset each year so as to reduce the asset to its salvage value at the end 
of its lifu. This method is commonly adopted fur the depreciation of asset which 
have some residual value, e.g. Plant & Machinery, furniture etc. If the rate of 
depreciation is not given, we can obtain rate by following egeatopm -

Residual value = Value of Asset x (lOO - Rate ofDepriciation)ve.n 
100 

RV= Px(IOO-r)• 
100 

Characteristics : 

(l) Depraiction is calculated on the opening balance of an asset. 

(2) The rate of depreciation remains same. 

(3) The amount of depreciation goes on decr~sing year by year. 

(4) It is a scientific method. 

(5) The combined burden of repairs and depreciation on P&L account is even every 
year as the burdevi of repairs is light in the initial years which keeps on increasory 
every year. 

Merits : 

( l) It is easy to calculate and widely used. 

(2) The total burden on P&L account in respect of depreciation and repairs put 
together remains almost equal year after year. 

(3) The depreciation in first few years should be more in comparison to the later 
years. 

(4) This method ensures that the asset is never reduced to zero. 

(5) This method is permissible under Income Tax regulations. 

(6) The depreciation is charged according to working capacity of asset each year. 

Demerits : 

( l) The value of asset is not reduced to zero, thus not suitable for assets which have 
no residual value. 

(2) Calculation of Profit & Loss becomes a bit complicated. 

(3) This method does not take into consideration the loss of interest on the amount 
invested in the asset. 

(4) The rate of depreciation can not be easily decided. 



(5) There is no provision for creation of fund to replace the asset under this method. 

Note : If per annum clause is not mentioned depreciation must be calculated for 
the whole year irrespective of the date of purchase of asset. Similarly if 
an asset is sold in the mid of the accounting year, no depreciation will be 
calculated in case per annum clause is not mentioned. 

Difference between Fixed Instalment Method & Diminishing Balance Method 

Basis of Difference Fixed Instalment Method Diminishing Bolonce Method 

l. Calculation It is calculated on the original It is calculated on the reducing 
of depreciation cost of asset. bolanca of asset. 

2. Amount of The amount of depreciation is even , The amount of depreciation 
depreciation every year goes on decreasing every year. 

3. Value al the The book volue of the asset is The book value of the asset con 
end of the life reduced to zero. never reduced to zero. 

4. Suitability It is suitoble for assets of law cost It is suitable for assets of high 
and short life. cost and long lrre. 

5. Rote Generally the rote of depreciation Generally the rote of deprecio-
is low. tion is high. 

6. Recognition It hos not been recognised by Income It hos been recognised by 
Tax Deportment. Income Tax Deportment. 

7. Justification It is not justified as the depreciation ls is justified as the depreciotion 
is not commensurate with the working is commensurate with the 
efficiency of asset. working efficiency of asset. 

8. Combined effect Combined burden on account of Combined burden on account of 
of depreciation depreciation and repairs will be lighter depreciation and reapirs will be 
and repairs on in earlier years and heavier during the almost equal over different yeors. 
P & l A/c late! years. 

Calculation of Depreciation by Diminishing Balance Method 

Example 5 : On 1-1-2004 A Co. Ltd. Purchased a Machinery for Rs 4,00,000. 
On 1-7-2005, additions were made to the amount of Rs. 2,00,000. 
On 31-3-2006, Machinery purchased on 1-7-2005, costing Rs. 
60,000 was sold for Rs. 55000 and on 30-6-2006, Machinery 
purch~ed on 1-1-2004, costing Rs. 1,60,000 was sold for Rs. 
1,33,500. On 1-10-2006 additions were made to the amount of 
Rs. 100000. Depreciation was provided at 10% p.a. on the dimin
ishing balance method. Show the Machinery Account for three 
years from 2004 to 2006 year ended on 31,. December. 
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Solution: 

Dr. 
Date Partladars Amount Date Par1icwars 

2004 2004 
1 Jan. To Bank Ale 4,00,000 31 Dec. By Depreciation Ale • 1 

31 Dec. By Balance c/d •2 
4,00,000 

2005 2005 
Jan I To Balance bid 3,60,000 Dec. 31 By Depreciation Ale •~ 
July 1 To Bank Ale 2,00,000 Dec. 31 By Balance c/d •4 

(additions) 5,60,000 
2006 2006 
Jan 1 To Balance bid 5,14,000 Mar 31 By Bank Ale (sale) 
June 30 To Profit on sale Ale * l 10.380 Mar 31 By Lo6s on sale •5 
Oct. 1 To Bank Ale Mar 31 By Depreciatioo Ale 

(additions) 1,00,000 June30 By Bank Ale (sale) 
June 30 By Depteciation Ale •6 
Dec. 31 By Depreciation Ale --, 
Dec. 31 By Balance c/d •8 

2007 6,24,380 

Jan l To Balance bid 3,92,160 

• 1. 4 00 000 X j_Q__ 
' ' 100 

= 40,000 

•2 4,00,000 - 40,000 = 3,60,000 

•3 3,60,000 X / 0~ + 2,00,000 X 
1
~
0
0 

X }~ 

= 36,000 + 10,000 = 46,000 

*4 3,60,000 + 2,00,000 - 46,000 = 5,14,000 

o. 
Amount 

40,000 
3,60,000 

4,00,000 

46,000 
5,14,000 

5,60,000 

55,000 
575 

1,425 
1,33,500 

6,480 
35.240 

3,92,l(i() 

6.24.380 

*5 WD.V. of Machine sold on 31.3.2005 is (60,000 - 3,000) == 57,000 

which was actually sold for Rs. 55000 amounting to a loss of Rs. 575 

(55,000 - (57,000 - 1,425) 

•6 WD.V. of Machine costing 1,60,000 purchased on 1.1.2004 was Rs. 
1,29,600 

(i.e. 1,60,000 - 16,000 - 14,400) which was sold for Rs. 1,33,500, resulting 
a profit of Rs 10,380 (i.e. Rs. 1,33,500 - Rs. (1,29,600 - 6,480)) 

*7 Depreciation as on 31.12.2006 

(a) Machinery purchased on 1.1.2004 for 

Rs. [(4,00,000- 1,60,000) = 2,40,000- 24,000 = 2,16,000, now 2,16,000 
- 21,600 = 1,94,400, now 1,94,400, x 10% = 19,440 

(b) Machinery 1-7-2005 for Rs. (1,40,000(2,00,000 - 60,000)-7,000) 

= 1,33,000 @ 10% = 13,300 

(c) Machinery purchased on 1.10.2006 for Rs. 1,00,000 @ 10% for 3 months 

= 2,500 

Total Depreciation = 19,440 + 13,300 + 2,500 = 35,240 



~ = 5,14,000 + 10,380 -(55,000 + 575 + 1425 + 1,33,500 + 6,480 + 35,240) 

=3,82,160 

Example 6: In Aug. 2004 a company purcbared a machine for Rs 7,80,000 and 
. spent Rs 20,000 on its installation. It decided to provide depre

ciation @ 15% per annum, using written down value method. On 
November 30, 2007 the machine was dismantled at a cost of Rs 
10,000 and them sold for Rs 2,00,000. On December 2007 the 
company dcquired a new machine at a total cost' of Rs 15,20,000. 
Depreciation on this new machine was provided on the same 
basis as had been used is the case of the earlier machine. The 
company closes its books on March 31 Every year. 

Prepare Machinery Account for the period of Aug. 2004 to March 
31, 2008. 

Solution: 

Machinery Account 
1/8/04 To Bank Ale 7,80,000 31/3105 
1/8/04 To Bank.Ale 

(Jostallatioo Expenses) 20000 
800000 31/3/05 

U4/05 To Balance bid 7,20,000 31/3/06 

31/3/06 
7.20.000 

u~ To Balance bid 6,12,000 31/3/00 

31/3/07 
612000 

2007 30/11/07 
U4/fJ7 ToBalaocebld 5,20,200 
30111/07 ToBaok. 30/11/07 

(dismantling cbmges) 10,000 
1/12/07 To Bank 15,20,000 30/11/07 

(Cost of new maclrine) 
31/3A>8 

" 
20,50,200 

Working Notes : 

Computation ofloss on disposal of machine : 

W.D.V. of machine onApril 1, 2007 

Les.s : · Depreciation for 8 months 

WDV of machine on Nov. 30, 2007 

Add Dismantling charges 

Less : Sale Proceeds of machine 

Loss on sale of machine 

By Depreciation Ale 80,000 
(@ 15% for 8 months) 
By Balance c/d 7.20.000 

800.000 
By Depreciation Ale 
(on Rs 720,000 @ 15%) 1,08,000 
By Balance c/d 6.12 000 

7,20000 
By Depreciation Ne 
(on Rs.6,12,000 @ 15%) 91,800 
By Balance c/d 5.20.200 

6.12000 

By Depreciation Ale 
(on Rs 5,20,200 @ 15% 
p.a. for 8 months) 52,020 
By Bank (sale proceeds) 2,00,000 

By Profit & Los.ci A/c 
(loss on disposal) 2,78,180 
By Depreciation Ale 
(On 15,20,000 @ 15 % 
p.a. for 4 months) 76,000 
By Balance t:/d 1444nm 

20,50,200 

5,20,200 

52,020 

4,68,180 

10,000 

4,78,180 

2,00,000 

2,78,180 
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Change of Method 

Example 7 : A firm purchased an old machinery for Rs. 37,000 as on 
1.1.2003 and spent Rs. 3,000 on its overhauling. On 151 July 
2004, another machine was purchased for Rs. 10,000. On 1st 

July, 2005 the machinery which was purchased on 1•1 January 
2003, was sold for Rs. 28,000 and the same day a new ma
chine costing Rs. 25,000 was purchased. 

Solution; 

Dr. 
Date 
2003 
Jan l 
Jan 1 

2004 
Jan 1 
July 1 

2005 
Jan 1 
July 1 

2006 
Jan 1 

2007 
Jan I 

On 1st July, 2006, the machine which was purchased on 1st 

July, 2004 was also sold for Rs. 2,000. Depreciation is charged 
@ 10% p.a. on fixed instalment method. The firm changed 
the method and adopted diminishing balance method with effect 
from. 1st January 2004 and the rate was increased to 15% 
p.a. Prepare Machinery Account for four years from 1st Janu
ary, 2003. 

Machinery Account 
Cr. 

ParticuJars Amount Date Pardcolacs Amount 
2003 

To Cash Ale 37,000 Dec. 31 By Depreciation Ale • t 4,000 
To Cash Ale (expensess) 3,000 Dec. 31 By Balance c/d 36,000 

40,000 40,000 
2004 

To Balance bid 36,00Q Dec. 31 By Depreciation Ale •2 6,150 
To cash Ale 10,000 Dec. 31 By Balance c/d •3 39,850 

46.000 46000 
2005 

To Balance bid 39,850 July I By Cash Ale 28,000 
To Cash Ale 25,000 July 1 By P& LAie •4 305 

Dec. 31 By Depreciation Ale *5 2,295 
Dec. 31 By Depreciation Ale *6 3,263 
Dec. 31 By Balance c/d •7 30987 

64,850 64850 
2006 

To Balance bid 30,987 July 1 By Cash ale 2,000 
July 1 By P& LAie *8 5,273 
July I By Depreciation Ne *9 589 
Dec. 31 By Depreciation Ale * 1 I) 3,469 
Dec. 31 By Balance c/d *11 19,656 

30,987 30,987 

To Balance bid 19,656 

*1 40,000 @ 10% = 4,000 

*2 15% on Rs. 36,000 = 5,400 

15% on R 10,000 for 6 months 750 

( 15 6) }0,000 X lOO X 
12 

6,150 



•3 46,000 - 6,150 = 39,850 

or 

36,000 - 5,400 = 30,600 

10,000 - 750 = 9,250 

39,850 

•4 (30,600 - 2,295 - 28,000) = 305 

•5 15% on Rs. 30,600 for 6 months= 30,600 x /to x 
1
6
2 

= 2,295 

•6 15% on Rs. 9,250 = 1,388 

(+) 15% on Rs. 2,50,000 for 6 months= 1875 = 3,263 

•7 (9,250 - 1,388) + (25,000 - 1,875) = 30, 987 

•8 9250 - 1388 = 7,862 - (15% on 7862 for 6 months) 

= 7 862. - (7 862 X J1_ X _j__) 
' ' 100 12 

= 7,862 - (589) 

= 5,273 

15 6 
•9 7,862 X lOO X }2 = 589 

15 
•10 25,000 - },875 = 23,}25 X 

100 
= 3,469 

•11 23,125 - 3,469 = 19,656 

Example 8 : A Company purchased on t• Januaiy, 2000 second band plant 
for Rs. 60,000 and immediately spent Rs. 40,000 in overhaul
ing it. On lrt July 2000 additional machinery of cost of Rs. 
50,000 was purchased. On 1st J~ly, 2002 the plant purchased 
on 1st January, 2000 became obsolete and was sold for Rs. 
20,000. On that date new machinery was purchased at a cost 
of Rs, 1,20,000. Depreciation was provided anually on 31st 

December, at 10% p.a. ~n the original cost of asset. In 2003, 
however, the company changed this method of providing for 
depreciation and adopted the method of writing off 15% on 
diminishing value w.e.f. 1" Jan, 2000. Show the Plant & 
Machinery Account as it would appear in the books of the 
company for the year 2000 to 2005. 
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Solution : 

Plant & Maclllnery Account 
Dr. Cr. 
Date p .. •--· D•*• - IAmnnnt -
1.1.2000 To Bank ale (I) (i),OCI) 31.12.2000 By Depreciation ale 12.500 
1.1.2000 To Bank ale 40,(XX) 31.12.2000 By Balance cJd 1,37,500 

(over hauling) 
1.7.2000 To Bank Ne (II) 50,(XX) 

1.50.<XX) 150.(00 

1.1.2001 To ba1auoe b/d 1,37,500 31.12.2001 By Depreciation Ne 15,<XX> 
31.12.2001 By Balance cJd l;i:1$1J 

1.37-~ 1,37.500 

1.1.2002 To ba1auoe bid 1,22.,500 1.7.2002 By Bank Ne 20.<XX> 
1.7.2002 To Bank Ne 1,20,(XX) 1.7.2002 By Depreciation Ne 5,<XX) 

1.7.2000 By Loss on sale of 55,<XX> 
P'taot Ne •1 

31.12.2002 By Depreciation Ne 11,<XX> 
31.12.2002 By Balance cJd 1,51,500 

2..42500 2.42500 

1.1.2003 To Balance c/d 1,51,500 1.1.2003 By P&L Adjustment Ne•2 7,()W 
31.12.2003 By Depreciation Ne 
31.12.2003 By Balance c/d 

1.Sl.SOO 
1.1.2004 To Balance b'd 1,22.754 31.12.2004 By Depreciation Ne 

31.12.2004 By Balauce c/d 
1 ?.?754 

1.1.2005 ToBahmcebld 1,04,340 31.12.200S By Depreciation Ale 
31.12.2005 By Balaru:e c/d 

1,04,.340 

1.1.2006 To Balance c/d 88,690 

* 1 Calculation for loss on sale of plant varue on 1.1.2000 

Less : Depreciation for 2000 

Less: Depreciation for 2001 

Less : Depreciation for six months (2002) 

Less : Sale price 

21,fi62 
1,22.754 
1,51,500 

18,414 
1,04,340 

1.22..754 

15,650 
88,690 

l,04,340 

1,00,000 

10,000 

90,000 

10,000 

80,000 

5,000 

75,000 

20,000 

55,000 

"'2 It is assumed that the company changes method of depreciation from 
1.1.2003. Calculation of depreciation due to change method of depreciation 
is as under 



(Old method) (New method) 

value on 2000 2001 2002 Total 2000 2001 2002 Toto! 
1.1.2003 

Plant2 37,500 2,500 5,000 5,000 12,500 3,750 6,938 5,896 l 6,584 

Pla ri ts l, 14,000 - - 6,000 6,000 - - 9,000 9,000 

18,500 25,584 

DEPRECIATION ON VARIO US ASSETS 

The following general reconnnendation have been made to deal with depreciation 
of various types-of assets : 

(i) Land : No depreciation is charged. Any amount ~ of should be shown 
in accounts sepretlly. 

(ii) Buildings : Plant & Machinery, Eguipurents etc : depreciation may be 

changed by either straight line methor or Dimnisbing value method. How
ever, dinmishing value ~thod is prefered as its is allowed by the incorre tax 

regulations and it does not reduce the value of asset to zero as well. 

(fu) Leavehold asset : The straight line method to write off the cost of asset 
and dilapidation within its life. 

(iv) Goodwill : No depreciation is charged. Howerer prident firms tend to write 
off goodwill once a numbers of year. The amount written off should be 
shown saparately in profit & loss Ale. 

(v) Patents, Trade marks etc. : There assets should be depreciated by the 
Straight live Method so as to write off its entire cost during its leget of 
connnerecial life whichever is short. · 

(vi) Loose Tools : Depreciation is charged based on their revaluation. 

SUMMARY 

• Depreciation is charged on fixed asset 

• Under Fixed Instalment method, the amount of depreciation is even every 
year. It is calculated· on original cost. 

• Under Diminishing Balance Method, depreciation is calculated on book 
value standing on the first day of every year. 

• If nothing is mentioned, depreciation should be calculated according to 
Diminishing Balance method 

EXERCISE 

1. What is Depreciation ? Why is depreciation made ? 

2. What is meant by Depreciation ? What are its characteristics ? What 
factors are to be kept in mind while determining depreciation ? 
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3. Descnbe the different methods of depreciation. 

4. Distinguish between: 

(a) Depreciation and fluctuation· 

(b) Depreciation and Obsolescence 

(c) Fixed Instahnent method and Diminishing Balance Method 

PRACTICAL QUESTIONS 

Q.t. On 1st April, 2004 Machinery for Rs. 10,000. Prepare Machinery purchased 
a Account providing depreciation at the rate of 10% per annum by fixed 
Instalment method for the first 3 years. 

[Ans. : Balance at the end = Rs. 7,250] 

Q.2. A firm whose accounting year is the calender year, purchased on 1st April, 
2004 a machinery costing Rs. 28,000 and spent Rs. 2,000 on its erection. 
It purchased another machinery on 1st October, 2004 for Rs. 19,000 and 
spent Rs. 1,000 on its erection on 1st July, 2005, again a machine costing Rs. 
10,000 was purchased. On 1st January, 2006 one third of the machinery 
which was erected on 1st April, 2004 became obsolete and was sold for Rs. 
3,000. Depreciation is charged@ 10% p.a. on Fixed Instalment Method 
Prepare Machinery Account from 2004 to 2006. 

[Ans. : Balance on 31.12.2006 - Rs. 38,500, Lass on 1.1.2006 Rs. 5,250] 

Q.3. On 1 January, 2004 a machine was purchased for Rs. 20,400 and Rs. 600 
were spent on its carriage and fitting. It was decided to provide annual 
depreciation at 10% on reducing instalment basis : Prepare Machinery Ac
count for first three years. 

[Ans. : Balance Rs. 15,309] 

Q.4. A company purchased on 1st July, 2004 a machine costing Rs. 20,000 1st 
January, 2005 another machine costing Rs. 12,oqo was purchased in 1st April, 
2006 the machine which was purchased on 1st July, 2004 was sold for Rs. 
16,500 and the same day a new machine costing Rs. 10,000 was purchased. 
On 31st December, 2007 the machinery which was purchased on 1st January, 
2005 was sold for Rs. 8,900. Depreciation is charged@ I 0% p.a. on Dimin
ishing Balance Method. Prepare Machinery Account for the four years. 

[Ans. : Balance - Rs. 8,325, 
Loss on Sale 2007 Rs. 172.50, 

Profit on sale of 2008 Rs. 152] 

Q.5. A Company purchased a machinery in 2003 for Rs. 25,000 and charged 
depreciation@ 15% p.a. on Diminishing Balance Method. At the end of 
2006, the company decided to write off depreciation @ 15% on Fixed 
Instalment Method which was done for 2006 also. The accounts are closed 
on 31st December each year, Prepare Machinery Account upto 2006. 

[Ans. : Balance on 31st Dec. 2006 - Rs. 10,000] 



6 PROVISION & RESERVES 

The Chapter Covers : 

• Il'ITRODUCTION 

• PROVISION 

• RESERVES 

• TYPES OF RESERVES 

• INVESTMENT OF RESERVES 

• ACCOUNTING FOR RESERVES & PROVISIONS 

INTRODUCTION 

In every business there is always a chance of incurring losses or unexpocted ex
penses in the future. So, it is advisable desirable that the entire profits should not 
be distnbuted among their owners. The arrangement made to adjust unknown losses 

iri future - provisons and reserves are created. They are quite distinct from each 
other and cannot be used interchangeably. 
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PROVISION 

According to the Indian Companies Act, 1956 the term provision refers to : 

(a) The amount written off by way of providing depreciation, renewals or dimi
nution in value of asset; 

Or 

(b) The amount retained by way of providing for any known liability of which 
the amount cannot be determined with substantial accuracy. 

Examples - Provision for Depreciation, Repairs and Renewals of Assets, Provision 
for Taxation, Provision for Bad and Doubtful Debts, Provision for Discount on 
Debtors, Provision for Fluctuations in the value of investment etc. 

Characteristics : 

(1) Provision is made to meet a known liability 

(2) The liability is known but the amount of such liability cannot be determined 
with reasonable accuracy. 

(3) It is a charge against profits. 

Object or Importance : 

(1) To ascertain the true net profit of the business. 

(2) To ascertain the true financial position of the business. 

(3) To provide for known losses in the future. 

(4) For the equitable distnbution of expenses over the years. 

Provisions for Bad and Doubtful Debts 

Bad Debts are the amounts which cannot be recovered. Doubtful Debts are the 
amounts whose recovery is doubtful Even after deducting the amount of actual bad
debts from the debtors, the list of debtors at the end of year may include some 
debts which are either bad or doubtful. As the amount of actual loss on account of 
current bad-debts would be known only in the next year, when the amount is 
realised from debtors, a provision is created to cover any possible loss on account 

of bad-debts likely to occur in future. Such a provision is created at a fixed. 
percentage on debtors every year and is called 'Provision for Bad and Doubtful 
Debt's . The amount of provision for doubtful debts on the one hand is shown on 
the debit side of the Profit and Loss account and on the other hand, is deducted 
from sundry debtors on the Asset side of the Balance Sheet. 

Provisions for Discount on Debtors 

Normally, businessman allows cash discount to those debtors from whom the pay
ment is received promptly or on fixed period. Discount thus allowed will be an 
expense of the business and is therefore debited to the Profit & Loss account. Since 



there will be certain debtors who will make early payment in the next accounting 
year and will be allowed with. Such discount is treated in the current year itself. The 
process of creating a provision for discount is the same as of the provision for 
doubtful debts. The amount of provision is shown on the debit side of the Profit & 
Loss account and is also deducted from sundry debtors on the Assets side of the 
Balance sheet. 

Provision for Taxation 

Income tax on profits is treated as charge against the profits of the accounting year. 
Since the actual amount will be known after the preparation of the Profit & Loss 
Account, the liability for taxes has to be estimated and provided for on that basis. 
The estimated amount of tax liability is debited to Profit & Loss account and 
credited to Provision for Taxation account. When actual tax is determined, Provi
sion for Taxation Account is debited with the amount of tax as assessed and Bank 
Account or Advance payment of Tax Account is credited with the concerned 
amount. If the actual liability for taxation is more or less than the provision made in 
the previous year the difference should be adjusted through Profit & Loss Appro
priation Account. 

RESERVES 

Reserves means the amount of money which has been put a side out of profits or 
other surpluses which are not meant to cover any liability contingency, commitment 
or depreciation on the value of assets. The purpose of all these resource is to enable 
the firm to tide over a difficult financial period and not to meet any particualr 
contingency. Creation of reserves does not reduces profits but only reduces the 
divisible profits. 

Examples -

General Reserve, Capital Reserve, Reserve for Expansion, Reserve for Equalisation 
of Dividends etc. 

Characteristics : 

(l} It is created out of net profit or divisible profit. 

(2) It is not a legal necessity to create it. · 

(3) It is not created to meet any known liability. 

( 4) Reserves represents accumuiated or undistributed profits. 

Object or Importance : 

(1) Helpful in meeting the unforeseen liability/ loss. 

(2) Enables firm to tide over a difficult financial period. 

(3) Helpful in strengthening the financial position of the business. 
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DIFFERENCE BETWEEN PROVISION & RESERVE 

Basis Provision Reserve 

l. Creat To meet a known liability To meet an unknown liability. 

2. Legal Necessity Compulsory. Discretionary. 

3. Mode of creation Is Q charge against profits. Is on apprapriotion of profiis 

4. Shown orv'as It is shown os deduction from It is shown on the liability side 
the respective asset. of the Balance Sheet. 

5. Utilisation for Cannot be· utilised for dividend Con be utilised for dividend. 
dividend 

6. Utilisation for It is created to provide for a specific It is not created for a 
other purpose purpose and hence con only be used special loss and therefore, con 

for meeting that purpose (loss). be utilised for any unknown 
liability 

TYPES OF RESERVES 

Revenue Reserves 

General 
Reserve 

Revenue Reserves : 

Specific 
Reserves 

Reserves 

Secret 
Reserves 

Capital Reserves 

These reserves come into existence out qf profits which have been earned in the 
course of day to day business operations. 

(a) General Reserve : A forward looking company should transfer a part of 
its profits to a reserve meant to meet unfotseen future uncertainities; such 

reserves are known as general reserve. It is also termed as 'Contingency 
Reserves' and 'Free Reserves'. It may be created meeting unforesseen 
losses, strengthing financial position of business, expansion of business etc. 

It is not compulsory to maintain such reserves. General Reserves are shown 
on the liabilities side of the Balance Sheet under the head 'Owners Equity'. 

(b) Specific Reserves : Such a reserve is created for a special purpose and 
be utilised only for that purpose. It is created out of divisible profit. Example 

are: 



1. Dividend Equalisation Reserves to equalize dividends over the years. 

2. Asset Replacement Reserves to ensure timely replacement of asset. 

Secret Reserves : 

These are reserves which are not known to the ordinary members of the company. 
Usually, when such reserves exist, the financial position of the company is sound 
compared to what is shown in the Balance Sheet. As against secret -reserves, a 
hidden reseive is one where an item of profit is descnbed in a manner indicating 
liability. Similarly, inner reserves are such reserves as are openly made in the 
P&L Ale but are not shown separately in the Balance sheet, being grouped with 
other liabilities. 

The reserve may be created as : 

(i) Writing off excessive depreciation 

(it) Under valuation of closing stock.· 

(iii) Suppression of sales. 

(iv) Showing asset as a contingent asset. 

(v) Showing a contingent liability as actual liability. 

(Vi) Charging capital expenditure to P & LAccount. 

(vil) Crediting revenue receipts to an asset. 

Objectives of secret reserves : 

(1) To strength financial position. 

(2) To maintain goodwill by off-setting unexpected loss. 

(3) To discourage business competition 

(4) To maintain working capital 

Objections of secret reserves : 

(1) Do not portray true and fair view of financial position. 

(2) Does not show correct profit. 

(3) Conceal losses arising out of careless management approach. 

( 4) Reduction in value of share. 

Capital Reserves : 

The Companies Act says, any limited company may decide the amount of uncalled 
capital from the public. This must be endorsed by a special resolution of the mem
bers. Such capital will be called only in the event of being wound-up of a company. 
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This capital is what is commonly known as capital reserve. These reserve are 
created out of capital profit Following are the sources of capital profit : 

( l) Profit on Sale or Revaluation of Fixed Asset. 

(2) Profit on the purchase of a running business. 

(3) Profit prior to the incorporation of a company. 

(4) Profit on redemption of debentures etc. 

(5) Profit an issue of shares or debentures. 

(6) Profit an forficture of shares. 

These reserves are used to write off capital losses or for the issue of fully paid bonus 
shares. Some capital reserves can be utilized to distribute dividend among share 
holding in cartain canmditions like: 

(l) Articles of the company must not from prohibit such dividend. 

(2) Capital profit must have been realised in cash. 

· (3) Such profit remains after a fair revaluation of asset and liabilities. 

' When a profit becomes available ofr dividend, it should better be transferred to 
General Reserve. 

However, some capital profits can be disposed of only in accordance with the 
Companies Act, l 956. 

INVESTMENT OF RESERVES 

The reserves can be invested either in outside securities or be kept invested in the 
, business it self There is a controversy between the two ways of utilising reserves. 

The sinking funds created for specific purposes should definitely be invested in 
outside securities those are safe and marketable. However, general reserve should 
be invested within the business only to provide funds for expansion of business 
unless the business itself has no need of funds. 

ACCOUNTING FOR RESERVES & PROVISION 

Illustration 1 : It is estimated by Mis Pragya Publication will require a sum of Rs. 
3,00,000 after 3 years to replace its existing plant. It created a reserve for it and 
appropriated Rs. l ,00,000 to this reserve at the of each year. New plant was 
purchased for Rs. 3,00,000 after 3 years. Prepare necessary Journal entries and 
ledger accounts. 

Solution 1 : Journal Entries Dr. Cr. 

Date Particulars L.F. Amount Amount 
Rs. Rs. 

1st year Profit & Loss Appropriation Ale ..................... Dr. 1,00,000 
31 Dec. To Plant Rreplacement Reserve Ale 1,00,000 

(For the amount transferred out of divisible profit) 



Ilnd year 
31 Dec. 

III year 
31 Dec. 

31 Dec. 

31 Dec. 

Dr. 
Date 

I year 
31 Dec. 
II year 
31 Dec. 

IDyear 
31 Dec. 

Profit & Loss Appropriation Ale Dr. 1,00,000 
To Plant Replacement Reserve Ale 

(For the amount transferred out of divisible profit) 

Profit & Loss Appropriation Ale Dr. 1,00,000 
To Plant Replacement Reserve Ale 

(For the amount transferred out of divisible profit) 

New Plant Ale Dr. 3,00,000 
To Bank Ale 

(For new purchased) 

Plant Replacement Reserve Ale Dr. 3,00,000 
To General Reserve Ale 

(For the balance of plant replacement Ale 300,000 
to General Reserve Ale) 

Ledger Account 
Plant Replacement Account 

Particulars Amount Date Particulars 
Rs. I year 

To Balance cld 1,00.000 31 Dec. By P&L App. Ale 

To Balance cld 2,00,000 JI year By Balance bid 
By P&LAppA/e 

2,00,0000 
ffiyear 

To General Reserve Ale 3,00,000 31 Dec. By Balance b/d 
By P&L App Ale 

3,00,000 

New Plant Account 

To Bank.A/C 

1,00,000 

1,00.000 

3,00,000 

3,00,000 

Amount 
Rs. 

1,00,000 

1,00,000 
1,00,000 

2,00,000 

2,00,000 
1,00,000 

3,00,000 

Rs. 

Illustrations 2 : 

EXTRACTS OF TRIAL BALANCE 
As on 31st December, 2007 

Bad-Debts Accolillt 
Provision for Doubtful Debts (1-1-2007) 
Debtors 

Adjustment : 

Dr. Cr. 

Rs. Rs. 
8,000 

25,000 I 

8,00,000 

Create a Provision for Doubtful Debts @ 5% on Debtors. Pass the Journal Entries 
and show the necessary Ledger Accounts and Balance Sheet. 
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Solution 2 : Journal 
2007 Provision for Doubtful Debts Dr. 
Dec. 31 To Bad-debts Ne 

(for Baddebts transferred to old provision) 

Dec. 31 Profits & Loss Ne *1 Dr. 
To provision for Doubtful debts Ne 

(for net amount charged from P&L Ne) 

*1 Bad debts 8,000 

~ 
48,000 

2007 

(+) New provision (5% on 8,00,000) 

(-) Old Provision ~ 
.ll.QOO 

LEDGER ACCOUNTS 

BAD-DEBTS A/C 
Rs. 2007 

Dr. 

8,000 

23,000 

Dec 31 To Balance b/d 8,000 Dec 31 By provision for 
(As per T.B.) Doubtful Debts NC 

PROVISION FOR DOUBTFUL DEBTS A/C 

2007 
Dec 31 To Bad debts Ne 

Dec 31 To Balance c/d 
(New provision) *1 

Dr . . 

To Bad debts 
( +) New provision 

(-) Old provision 

Liabilities Amount 
Rs. 

2007 
8,000 Jan 1 

40,000 Dec 31 
48,000 

2007 
Jan 1 

PROFIT & LOSS A/C 

8,000 
40,000 
48,000 
25,000 

Rs. 

23,000 

BALANCE-SHEET 
Assets 

Debtors 

By Balance b/d 
(Old provision) 
By Profit & Loss Ne 

By Balance bid 

8,00,000 
Less : New provision 40,000 
(5% on 8,00,000) 

Illustration 3 : EXTRACT OF TRIAL BALANCE 

Provision for Doubtful Debts (1-1-2007) 
Provision for Discount on Debtors (1-1-2007) 
Bad-Debts Account 
Discount Account 
Sundry Debtors 

Dr. 

Rs. 

8 >,000 
3 >,000 

20,46,000 

Cr. 

' 

8,000 

Rs. 
8,000 

25,000 

23,000 
48,000 

40,000 

Cr. 

Rs. 

Amount 
Rs. 

7,60,000 

Cr. 

Rs. 
150,000 

57,000 



Adjustement: Write off further and Bad-Debts Rs. 46,000 and a Provision for 
Doubtful Debts and Provision for Discount on Debtors @ 5% and 
2% respectively. 

Solution 3 : 

BAD DEBTS A/C 
2007 2007 
Dec. 31 To Balance bid 82,000 Dec. 31 By Provision for 
Dec. 31 To Sundry Debtors 46.000 Doubtful Debts Ne ,28,000 

1,28,000 ,28,000 

DISCOUNT A/C 
2007 2007 
Dec. 31 To Balance bid 32,000 Dec. 31 By Provision for 

Discount on Debtors Ne 32,000 

PROVISION FOR DOUBTFUL DEBTS A/C 
2007 2007 
Dec.31 To Bad-Debts Ne 1,28,000 Jun I By Balance bid 1,50,000 
Dec. 31 To Balance cld Dec. 31 By P&LNc 

(5% on 20,00,000) 1,00,000 (Balancing figure) 78,000 
(20 ,46,000--46,000) 

2,28,000 2,28,000 

P~OVISION FOR DISCOUNT ON DEBTORS A/C 

2007 2007 
Dec.31 To Discount Ne 32,000 Jan. 1 By Balance bid 57,000 

_ Dec. 31 To Balance c/d Dec. 31 By P&LNc 13,000 
(2% OD 19,00,000) 38,000 (Balancing figure) 

70,000 70,000 

SUNDRY DEBTORS A/C 

2007 2007 
Dec.31 To Balance bid 20,46,000 Dec. 31 By Bad-Debts Ne 46,000 

Dec. 31 By Balancecld 20,00,000 

20,46,000 20,46,000 

PROFIT & LOSS A/C 

To Bad debts 82,000 
( +) Further Bad debts 46,000 

1,28,000 
( +) New provision 1,00,000 

2,28,000 
(-) old provision 1,50,000 78,000 
To Discount 32,000 
(+) New provision 38,000 

70,000 
(-) old provision 57,000 13,000 
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BALANCE-SHEET 
Liabili~ Aroo.mt Assets Aioount 

Rs. Rs. 
Sundry Debtors 20,46,000 
(-) Bad debts 46,000 

20,00,000 
(-) New provision 1,00,000 

19,00,000 
(-) Provision for 38,000 18,62,000 

Discount 

mustration 4 : The following particulars are available from the books of a public 

company having a large fleet of transport vehicles : 

Balance of Repair & Reneuals Reserve Ale 

As on march 31, 2006 

Annual Repair charges incurred during the 

year ended march 31, 2006 

year ended march 31, 2007 

Rs 

2,30,000 

1,50,000 

64,000 

The company transfers annually a sum of Rs 80,000 to the Repairs and 

Renewals Reserve Account. Draw up the Repairs & Renewals Ale fur the 

years 2005-06 and 2006-07. 

Solution : Repairs and Renewals Reserve A00>unt 

March 31 To Repairs & April 1 By Balance hold 3,00,000 
Renewals Ale 1,50,000 

2006 2005 
To Balance c/d 2,30,000 March 31 By Profit& 

Loss Ale 80,000 
2006 

3,80,000 3,80,000 

March 31 To Repairs & 
Renewals Ale 64,000 April 1 By Balance b/c 2,30,000 

2007 2006 
To Balance c/d 2,46,000 March 31 By Profit& 

Loss Ale 80,000 

3,10,000 3,10,000 



SUMMARY 

• If any excess provision is made knowingly or intertionally, the amount in 
excess of the actual need will be created as 'reserve'. 

• Reserves means the amounts set aside out of profits and other surpluses, 
which are not earmarked in any way to meet any particuJar liability, known 
to exist on the date of Balance Sheet. 

• Reserves are classified in Revenue Reserve, Capital Reserve & Secret 
Reserve. 

• Revenue Reserve is designed to meet any unforegcen Contingency in.future 
or to be utilised fur expansion of business. If created fur a special purpose, 
it is known as specific reserve 

• Reserve created out of capital profit is known as capital reserve. 

• A secret reserve is that which is not disclosed in the Balance-Sheet. 

EXERCISE 

1. What do you understand by Provisions ? Explain their importance ? 

2. What are reserves? What is their importance? What are the differences 
between provision and reserves ? 

3. What are the types of reserves? Explain? 

PRACTICAL QUESTIONS 

Q.t. It is estimated by Z Co., that it will require an additional sum of Rs. 1,00,000 
after 5 years to replace its existing plant. It created a specific reserve for the 
repJacement of its plant and appropriated Rs. 20,000 to this reserve each year 

on 31st Dec. New Plant is purchased for Rs. 1,00,000 after five years. Give 
necessary Journal Entries and Ledger Accounts. 

Q.2. Following are the extracts of a Trial Balance as on 31st Dec. 2007. 

Debtors 

EXTRACTS OF TRIAL BALANCE 

AS ON 31ST DEC. 2007 

Dr. Cr. 

50000 

Adjustment- Create a provision for Doubtful Debts@2½% on Debtors. Pass 
necessary entry and show these items in P&L Ale and Balance-S 
heet. 

Rrovision & 
Reserves 
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Q.3. EXTRACT OF TRIAL BALANCE 
AS ON 31-3-2007 

Dr. Cr. 

Provision for Doubtful Debts 1-4-2007 

Bad debts 

Sundry Debtors 

Rs 

16,000 

5,00,000 

Adjustment: (i) Written off further Bad-debts Rs. 10,000. 

Rs 

35,000 

(ii) Create a provision for Doubtful Debts at 6% on Sundry Debtors. 

Pass the Journal Entries, prepare necessary account and show the effects on 

Final Accounts. 

[Ans -Amount debited to P&L Ale - Rs. 20,400] 



7 FINAL ACCOUNTS 

The Chapter Covers : 

• INTRODUCTION 
• USERS OF FINANCIAL STATEMENT 
• INCOME STATEMENT 

• TRADING ACCOUNT 

• PROFIT & LOSS ACCOUNT 
• PREPARATION OF TRADING ACCOUNT 
• PREPARATION OF PROFIT & LOSS ACCOUNT 
• STATEMENT OF FINANOAL STATUS {BALANCE SHEET) 
• POINTS TO BE NOTED FOR PREPARATION OF 

FINAL ACCOUNTS 

• LIMITATION OF FINAL STATEMENTS/FINAL ACCOUNTS 
• ADJUSTMENTS 

INTRODUCTION 

Financial statements refer to such statements which reports the profitability and the 
financial position of business at the end of accounting period. The term financial 
statements includes at least two basic statements which are as under : 

(i) Inco~ Statements (Trading and Profit & Loss Account) 

(ii) Statement of Financial Position (Ba1ance Sheet) 

These two financial statements are also termed as 'Final Accounts'. 

In the words of John. N. Myer- "The financial statements provide a summary of the 
accounts of a business enterprise, the baJance sheet reflecting the assets, liabilities 
and capital as on a certain date and the income statement showing the results of 
operations during a certain period." 

FINAL ACCOUNTS 

NOTES 

135 



Introduction to Accountancy 

NOTES 

136 

USERS OF FINANCIAL STATEMENTS 

(1) Management: It helps the management in assessing the profitability of 
various activities and departments. Management can review the progress of 
the business and take decisions for controlling the non-profitable activities. 

(2) Employees : They can judge as to how much bonus and increase in their 
wages are possible from the profits of the enterprise. 

(3) Investors : They can assess the short term & long term soundness by 
studying the future growth of enterprise. 

(4) Government: To study the profit marging of various industries to introduce 
or withdraw various concessions and to increase or decrease the excise 
duty. 

(S) Taxation Authorities : They use the financial statements for the purpose 
of assessment of income ~ sales tax etc. 

(6) Other Users : Such as creditors, researchers, trade associations, consumer 
agencies etc. 

INCOME STATEMENT 

It is divided into two parts : 

(i) Trading Account 

(ii) Profit & Loss Account 

The fundamental principle of preparing the Trading and profit & loss Ne is that the 
expenses and incomes for the full trading period, byt only ofr the trading period, are 
taken to there account. 

(i) Trading Account : Trading Account is prepared for calculating the gross profit 
or gross loss arising or incurred as a resuh of the trading activities of a business. 
In other words, it records the amount of purchases of goods and also the 
expenses which are incurred in bringing that commodity to a saleable state. All 
expenses related to purchase of material or manufacturing of goods (Direct 
Expenses) are recorded in the Trading Account. 

According to Carter "Trading Account is the account which is prepared to 
determine gross profit or gross loss." 

According to J.R Bathboi - "The Trading Account shows the results of buying 
and selling of goods. In preparing the accounts, the general charges are ignored 
and only the transactions in goods are included" 

Objects/ Importance of Trading Account : 

(1) To find out Gross Profit or Gross Loss. 

(2) To compare last year's ite~ with that of convert year 

(3) To scruiinise the reasons for increase or decrease in sales. 

(4) To find out the percentage of Gross Profit or Gross Loss on sales. 

(5) To find out the expenses incurred on purchase of goods. 

(6) To simplify the method of valuation of closing stock. 



PREPARATION OF TRADING ACCOUNT 

Trading Account is a Nominal Account and all expenses which relate to either 
purchase or manufacturing of goods are written on the Dr. side of the Trading 
Account. 

Items written on the Dr. side 

(1) Opening Stock: The stock of goods remaining unsold at the end of the 
last year is termed as the opening stock of the ctnTent year. Opening stock 
includes Raw MateriaL Work-in-progress and Finished goods. 

(2) Net Purchases - Net purchases refers to the net amount of purchases after 
dudecting purchase returns out of ie. 

(3) Direct Expenses - All expenses related to purchase of goods, bringing 
them to godowns and manufacturing of goods are called direct expenses. 
For example- Wages, Freight, Carriage Inwards, Factory expenses, Insur
ance of purchase, Direct Taxes on Purchase. 

Items written on the Cr. side 

(1) Net Sales - Net sales refers to gross sales less sales returns. 

(2) Closing Stock-The goods remaining unsold at the end of the current year is 
known as closing stock. 

It is valued at cost price or market price whichever is less. It includes the closing 
stock of raw materia~ work-in-progress and finished. 

Normally, the closing stock is given outside the Trial Balance. But ifit is given inside 
the Trial Balance, it will not be shown in the Trading Account but on the Asset side 
of the Balance-sheet only. 

Dr. 
SPECIMEN OF TRADING ACCOUNT 

(for the year ending "· .. --) 
Particolan Amount Parttculan 
To Opening Stock ....... BySaJes 
To Purchases ....... Less : Sales Rerum or 
Less : Purchase Return or Return Inward 
Return outward .......... ........ By Closing stock. 
To wages ......... By Gross Loss 
To wages & Salaries ........ (if any) transferred to 
To carriage or ........ Profit and Loss Ale 
To carriage Inward or ........ (Balaooing figure) 
To carriage on pmcbase ........ 
To Direct Expenses ......... 
To Freight. Octroi and cartage .......... 
To Gas, Fuels & Powec ........ 
To Manufacturing F.xpe:ascs 

or productive Expensea ........ 
' To Factory Expenses, such as 

Facttxy lighting 
Factory Rent etc. . ........ 

To Dock charges and clearing charges ......... 
To Import Duty or Custom Duty ......... 
To Excise Duty ........ 
To Royalty ........ 
To Gross Profit ........ 

transferred to P&L Ale ......... 
(Balancing figure) 

........ 

Cr. 
Amount 

········ ......... . ....... 

. ....... 

. ....... 

. ....... 
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CLOSING ENTRIES RELATING TO TRADING ACCOUNT 

(1) For the items ofDr. side ofTradingAecount 

Trading Ale Dr. 

To Opening Stock Ale 
To Purchases Ale 
To Sales Return Ale 
To Wages Ale 
To Direct Expenses Ale 
To Carriage Ale 
To Gas, Fuel & Power Ale 
To Manufacturing Expenses Ale 
To Factory Rent & Lighting Ale 
To Custom Duty Ale 
To Royalty Ale 

(For the transfer of above accounts to the Dr. side of Trading Ale) 

(2) For the items of Cr. side of Trading account 
Sales Ale Dr. 
Closing stock Ale Dr. 
Purchase Return Ale Dr. 

To Trading Ale 
(For the transfer of above accounts to the er. side of Trading Ale) 

(3) For Gross Profit 
ThadingA/e lli 

To Profit & Loss Ale 
(For the transfer of Gross Profit to the Cr. side of P&L Ale) 

(4) For Gross Loss 
Profit & Loss Ale Dr. 

To Trading Ale 
(For the transfer of gross loss to the Debit side of P&L Ale) 

(ii) Profit & Loss Account 

A business incurs a number of expenses which are directly not related to buying 
and sailing goods and thoutore, they are not taken to trading account. Hence 
a business man is more interested in knowing the profit earned or net loss 
incurred during the year. As such, a Profit & Loss Account prepared which 
contains all the items of losses and gains pertaining to the accounting period. 
This account is prepared from Nominal accounts and its balance is transferred 
to capital account. 

According to Prof Carter - "A Profit & Loss Account is an account into which 
all gains and losses are collected, in order to ascertain the excess of gains'over 
the losses or vice-versa." · 

Objects/Importance of Profit & Loss Account 

(1) To ascertain the Net Profit or Net Loss 

(2) To Compare current year and previous year profits 



(3) To ascertain whether business is being conducted efficiently or not. 

(4) Helps in taking concrete steps for controlling expenses. 

(5) Helpful in the preparation of Balance-sheet 

PREPARATION OF PROFIT & LOSS ACCOUNT 

Profit & Loss account is a Nominal Account and all the expenses and losses are 
shown on its debit side and all the incomes and gains are shown on its credit side. 
These expenses include administrative expenses, selling expenses, distnbution ex
penses etc. These are called indirect expenses. 

Items written on the Dr. side : 

(i) Gross Loss - Gross Loss brought down from the Trading account. 

(ii) Office and Administrative Expenses - Such as salary, office expenses, 
office rent, lighting and electricity, Rates & Taxes, Insurance, Telephone, 
Postage, Stationery, Legal expenses, Trade Expenses, Repairs, audit fees 
etc. 

(iii) Selling & Distribution, Carriage Outward, Bad-debts, Delievery van 
expenses etc. 

(iv) Miscellaneous Expenses: Such as Discount, Depreciation, Charity, In
terest on Loan, Interest on capital, donation etc. 

Items written on the Cr. Side : 

(1) Gross Profit- Gross profit brought down from the Trad.ingAccount. 

(2) Other Incomes & gains - Income from Investment, Interest on drawings, 
Rent received, Discount received, Connnission received etc. 

Partkwars 
To Gross Loss bid 
To Salaries 
To Salaries & wages 
To Rent, Rates & taxes 
To Printing & Stationery 
To Postage & Telegram 
To Insurance Premium 
To Tulephon.e Charges 
To Legal Charges 
To Audit fees 
To Travel.l.ing expenses 
To Establishment Expenses 
To Trade Expenses 
To Genernl Expenses 
To Carriage outward or 
Carriage on sale 
To Unproductive wages 
To Advertisement 
To Commission 
To Brokerage 
To Bad-debts 
To Packing charges 

Specimen or Proftt & Loss Account 
(for the year, endlDg ., ____ ) 

Amount PartkuJars 

By Gross Profit bid 
By Rent (Cr.) . 

By Discount (Cr.) 
By Commission received 
By interest on investments 

By Bad-debts Recovered 
.By Apprentice Premium 
By Profit on sale of Assets 

By Discount on purchases 
.By Rent of subletting 
.By income from 
other sources 
By Net Joss (if any) 
transfetred to 
capit.al.A/c 

Amount 
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To Delivery van expenses 
To Stable Expenses 
ToDiscouot 
To Sale.s tax 
ToRepam 
To Depreciation 
To Interest (Dr.) 
To Bank Charges 
To charity & Donation 
To entertainment Expenses 
To Conveyance Expenses 
To Loss on sale of Asset 
To Net Profit 
transferred to Capital Ale 

Note : Domestic and household expenses of the proprietor, Income-tax and life 
Insurance premium etc. are known as drawings deducted from capital at 
the Liabilities side of the Balance-sheet. 

Closing entries relating to Profits & Loss Ale 

(1) Transfer of expenses and losses 

Profit & Loss Ale Dr. 

To Salaries Ale 

To Rent, Rates Taxes Ale 

To General Expenses Ale_ 

(For the transfer o{Indirect Expenses to Profit & Loss Ale) 

(2) Transfer oflncomes and Gains 

Interest Received Ale Dr. 

Commission Received _Ale Dr. 

To Profit & Loss Ale 

(For transfer of income & gains to Profit & Loss Ale) 

(3) Transfer of profit balance. 

Profit & Loss Ale Dr. 

To Capital Ale 

(For the transfer of net profit to Capital Ale) 

(4) Transfer of Loss balance 

Capital Ale Dr. 

To Profit & Loss Ale 

(For the transfer of net Loss to Capital Ale) 



Distinction between Trading and Profit & Loss A/C 

S.No. Trading A/C Profit & Loss A/c 
1 It is prepared as part of P&l A/c It is prepared as an independent and principal 

account. 
2. Direct expenses are recorded in it. Indirect expenses ore recorded in ii. 
3. This account gives the amount of Gross This show.; the omount of Net Profit/ 

Profit/loss. loss. 
4. Balance of this account is transferred to Bolunce of this account is transferred 

Profit & loss A/c to Balance Sheet 
5. The number of items to be remrded in th1 The number of items to be recorded in 

T roding Account ore geneml~ very less. this occoont ore generally quite large. 
6. ~ bfue Profit & loss Account. Prepared ofter T roding Account. 

Example 2 : From the foUowing particulars of Sbri Kanha Traders in respect of 
the year ending 31st March 2007, prepare Trading and Profit & 
LossA/c. 

Opening Stock 16,000 

Purchases 1,00.000 

Purchases Returns 600 

Return Inwards 1200 

Sales 1,64,000 

Carriage Inward 400 

Wages 1,000 

Rent & Taxes 600 

Trade Expenses 1,200 

Di<;count 80 

Discount on Purchases 100 

Commission 20 

Salaries 4,000 

Legal Expenses 100 

Audit fees 120 

Bank charges 80 

Sales Tax 100 

Interest on Drawing 120 

Interest from Invest:rr¥mts 400 

Repairs & Renewals 520 

Closing Stock Rs. 2,000/-
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Solutions: 
Trading and Profit & Loss Account (For the year ending on 31 March 2007) 

Particu1ars Amount Particulars Amount 
To opening stock 16,000 By Sales 1,64,000 
To Purchases 1,00,000 Less : Returns 1,200 I,62,800 
Less : Return 600 99,400 By Closing Stock 2,000 
To wages 1,000 
To Carriage inward 400 
To Gross Profit c/d 48 000 

1,64,800 1,64,800 
To Salaries 4,000 By Gross profit b/d 48,000 
To Discount 80 By Discount on Purchases JOO 
To Commission 20 By Interest on Investment 400 
To Legal Expenses JOO By Interest on Drawings 120 
To Audit fees 120 
To Bank charges 80 
To Sales tax 100 
To Repairs and Renewals 520 
To Rent and Rates 600 
To Trade expenses 1,200 
To Net Profit transferred to 41,800 
CapitalA/c 

48,620 48,620 

Manufacturing Account 

The business concerns those manufacture goods would like to ascertain or may like 
to ascertain the cost of producing the total output. The ordinary Trading and Profit 
& Loss Account are not capable of providing the same._ Some concerns, engaged 
in manufacturing, prepare separate 'Manufacturing Account' to which all expenses 
incurred in the factory as the production of goods are debited. The total of such 
expenses after adjustments of value of stocks of raw materials and work in progress 
shown the total cost of the output during the accounting period. This figure is then, 
transferred to the debit of the Trading Account which reflects the gross profit made 

by the concen. Trading and Profit & Loss Accounts are prepared as usual leaving 
the items taken into Manufacturing account : Opening balance ofraw materials and 
work in progress are shown on the debit side of the account and closing balances 
on the credit side. Raw material consumed during.the accounting period is written 
on debit side of the account, which is ascertained as fallows : 

Openint stock 

Add : Purchases 

Less : Cosing stock 

Raw Material consumed 

Example -1 

*** 

Following are the balances as on March 3 I , 2007 tak.en from the books of 
Velocin Brothers. You are requ.ir~d to prepare (a) Manufacturing Account, (b) 



Trading Account, and (c) Profit & Loss account FIN ~L. f\CCOUr-.. T5 
· -'" _i --

Sales 2,40,000 

Opening stock : 
NOTES 

Raw material 8,000 

Work in Progress 12,000 

Finished goods 18,000 

Closing stock : 

Raw Material 6,000 

Work in Prgress 16,000 

Finished goods 12,000 

Raw Material Purchases 60,000 

Factory Expenses : 

Wages 48,000 

Carriage Inwards 2,000 

Rent 6,400 

Factory Repairs 8,400 

Plat Repairs 15,600 

Supervisor's Remuneration 20,000 

Work manager's s~ 5,600 

Administration Overheads : 

Salaries 8,000 

Other expenses 12,000 

Salling Ov~rheads : 

saJaries 4,000 

O)nnnision 16,000 

Advertising 1-0,000 

Other Expenses 3,200 

Distribution Overheads : 

Van expenses 3,600 

Wages 2,000 
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Manufacturing Account 

(For the year ended March 31, 2007 

Particulars Rs Particulars Rs 
NOTES Direct Material : Net works cost of 

Opening stock 8000 production (transfered 
to Trading Ale) 1,64,000 

Purchases 60,000 

68000 

less: Closing stock 6.000 
Raw Material conswned 62,000 

Direct wages : 

Factory wages 48,000 

Direct Expenses : 

Carnage Inwards 2,000 

Prime cost 1, 12,000 

Factory Overheads : 
Factory Rent 6,400 

Factory Repairs 8,400 . 

Plant Repairs 15,600 

Supervisor's wages 20,000 

Work manager's salery 5,600 56,000 

Works cost 1,68,000 

Add : Opening work in progess 12,000 

Less : Closing work in progress 16,000 

1,64,000 1,64,000 

Trading and Profits & Loss Account (for the year ended March 31, 2007). 

Opening stock of finished goods 18,000 Sales 2,40,000 

Net cost of production 1,64.000 
1,82,000 

Less: Closing stock of finished goods 12,000 

Cost of goods sold 1,70,000 

Gross profit c/d 70,000 

2,40,000 2,40,000 

Administration overheads : Gross profit 70,000 

Salaries 8,000 

Other expenses 12,000 20,000 

Selling overheads : 
Salaries 4,000 

Commission 16,000 

Advertising 10,000 

Other expenses 3200 33200 

Distribution Overheads : 
Van expe~ 3,600 

Wages 2,000 5,600 

Net Profit 11,200 
144 70000 70,000 



STATEMENT OF FINANCIAL STATUS OR BALANCE
SHEET 

The Trading and Profit & Loss account show only the net profit or net Loss of a 
business fur a certain trading period. But the businessman may also like to know 
the financial position of the business at the end of the trading period. For this 
purpose, he prepares a statement of his assets and liabilities as on the closing date 
of the trading period. This statement is known as Balance-sheet. A Balance-Sheet 
is a sheet containing the balances of real and personal accounts of a business. The 
name, balance-sheet is derived from the fact that these accounts must always be in 
balance i.e. Assets must equal the sum of liabilities, internal and external as well. 

According to J .R. Bathboi - "A Balance-sheet is a statement that measures the 
exact financial position of a business on a certain fixed date." 

Need and Importance of Balance-Sheet 

(1) To ascertain the true financial position of the business at a particular point of 
time. 

(2) To ascertain the nature and cost of various assets of the business. 

(3) To determine the nature and amount of various liabilities of business. 

(4) To provide .infonnation about the exact amount of capital at the end of year and 
the addition/deduction in the current year. 

(5) To find out whether the firm is solvent or not. 

(6) To help in preparing the opening entries at the beginning of the next year. 

Marshalling of Assets & Liabilities 

Marshalling is the arrangement of various assets and liabilities in a proper order. 
Though the order is not fixed, still to create uniformity in the Balance-Sheets fullow
ing two methods are used : 

( 1) Liquidity method 

(2) Fixity or Permanence method 

(1) In order of Liquidity: 

An asset which is most easily convertible into cash is written first and then 
will follow those assets which are comparatively less easily convertible. In 
the same way, those liabilities which are to be paid early are written first and 
then the fixed and long term liabilities. 
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Liabilities 

Current Liabi1ities 
Bank Overdraft 
Bills Payable 
Suru:by Credi.tors 
Ouistanding Expenses 
Bank Lonn (Short-term) 
Unem:ned Income 

Fixed Liabilities 
Long term loan 
Reserves 
Capital 
(+) Net Profit 
(-) Net Loss 
(-) Drawings 
(-) Income Tax & LIP .... 

BALANC&SHEEI' 
(Aa on--) 

Amount Assets 

.... ..... ....... .. Current Assets 

.................. Cash in hand 

............. ... .. Cash at Bank 

........ ....... ... Bills Receivable 

... ......... .. .... Short term lnverstJnent 

... ···········. ... Sundry Debtors 

. .. ......... ... ... Closing Stock 

... ............ ... Prepaid Expenses 

... ............... A.ccruod Income 

... .. ... .. ... ... .. Fixed Assets -
Rlmita'e 
Motor Vehicles 
Long term Investment 
Plant & Machinery 
Land & Building 
Patems 
Goodwill ................... 

Suitability - Sole Proprietors and partnership firms prepare their Balance-sheet in 
the order of liquidity. 

(2) In order of Fixity or Permanence - Assets which are most difficult to be 
converted into cash (Goodwill) are written first and the assets which are 
most liquid (cash) are written last. Liabilities which are to be paid last 
( capital) are written first and current liabilities in last. 

Liabilities 
Capital 
(+) Net Profit ·········· 
(-) Net Loss ......... , 
(-) Drawings ······"•' 
(-) Income tax & LIP .......... 
Fixed Liabilities -

Long term loans 
Reserves 

Current Liabilities-
Unearned Income 
Outstanding expenses 
Bank loan (short-term) 
SWldry Creditors 
Bills Payable 
Bank overdraft 

BALANCE-SHEET 
(As Op ···-·--···) 

Amouol Assets 
Fixed Asset -
Goodwill 
Patents 
Lands & Building 
Plants & Machinery 
Long term Investment 

............. Motor Vehicles 

····· ········ Loose Tools 
Furniture 

............. Current Assets -

............. Accrued Income 

............. Prepaid expenses 

............. Closing Stock 

............. Sundry debtors 

············· Short term Inves1ments 
Bills Receivable 
Cash at Banlc 
Cash i.n band 

............. 

Amount 
............. 
....... , ..... 
............. 
............. 
., ........... 
............. 
. ............ 
............. 
············· 

. ............ 

............. 

............. 
············· 
........ ..... 
··········"· 
............. 
............. 
............. 

Suitability - Joint stock companies are required to prepare their Balance-sheet 
in the order of permanence. 

Resemblance in Trial Balance and Balance-sheet : 



(1) Both Trial Balance and Balance sheet are statements. 

(2) Both of these statements are prepared on the basis ofledger. 

(3) Both of these statements reflects the balances of accounts an a certain date. 

(4) Balances of cash book are written in both of these statements. 

(5) The accounts which have been closed are not mentioned in either of the 
statments. 

(6) Preparation of these statements doesn't require journal entries. 

Distinction between Trial Balance & Balance~Sheet 

Basis of Difference Trial Balance Balance sheet 

l. Object To check arithmeMcol accuracy To know the true financial position 
of the books of accounts. of the firm. 

2. Necessity Not necessary Necessary to prepare. 
3. Heading Headings of its column - Headings of its columns -

Debit & Credit Liobilities & Assets. 

4. Period Normally prepored every month Normally prepored half-yearly or 
or when ever needed. ot the end of accounting period. 

5. Types of occounts Peisonal, reel or nominal-all types Only personal and reel accounts 
of accounts must be written in it. ore included in ii. 

6. Closing Stack Normally, ii does not contain It contains the items of dosing 
closing stack. stack. 

7. Adjustments It can be prepared without It connat be prepared without 
adjustment. making adjustments. 

8. Evidence It is not accepted by the court It is acceptad by court as 
os documentary evidence. documentary evidence. 

Work sheet: 

It is a sunnnarised way of working out final accounts .. It bas a number of columns, 
a set of two for trial balance figures, another set ofr adjustments, a third set to show 
adjusted trial balance, fourth for the Trading Account, fifth for the profit & loss 
Account and the last set for Balance sheet items. A format of such work sheet is 
given below : 

Work sheet of ..................... on March 31, 2007 

Particulars 'Ilial. Adjustment Adjusted ThldiDg P&LA/c Balance 
Balance Trial Balance Ale sheet 

Dr. Cr. De. Cr. De. Cr. Dr. Cr. Dr. Cr. Dr. Cr. 

Total 
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POINTS SHOULD BE NOTED FOR PREPARING FINAL 
ACCOUNTS 

1. 

2. 

3. 

4. 

5. 

6. 

7. 

If a trial balance is not given in the question, it is better to prepare a Trial 
Balance first of all If there is a difference in the Trial Balance, the difference is 
placed to a 'Suspense Ale' and shown in the Balance Sheet. 

Items which appear in the Trial Balance sh_ould be shown only once. 

Items which appear outside the Trial Balance known as Adjustments, have to 
be shown at two places. 

Items appearing on debit side of Trial Balance should be shown at Dr. side of 
Trading and profit & loss Ale or Assets side of Balance-sheet. 

Items appearing on the c)1Xlit side ofTrial Balance should be shown at Cr. side 
of Trading and Profit & Loss Ale or Liabilities side of Balance-Sheet. 

All accounts relating to goods are written in the Trading Account where as all 
the remaining exp~ or the balances are shown in the Profit & Loss Account. 

The balances ·of Personal and Real Accounts are always shown in the Balance-
sheet and balances of Nominal Accounts in the Trading and Profit & Loss A/ 
C. 

8. The totals of both sides of the Balance sheet will always be equal. 

9. lf the expenses are in respect of factory they will be shown in the Trading 
Account else they will be shown in Profit & Loss Account. 

l 0. If a Trial Balance is not given in the question, and if it is not clearly stated 
whether a particular items is expense or income, it will be treated as expense 
such as Discount, Commission, Brokerage or Rent etc. 

LIMITATION OF FINANCIAL STATEMENTS/ FINAL 
ACCOUNTS 

1. They are mainly statements of historical costs and do not show the current 
worth. 

2. Most of the times, costs are allocated on arbitrary and subjective basis. 

3. Assets show cost of acquisition less depreciation and do not show current 
value. 

4. They reflect a composite of historical costs, current costs and estimates. 

5. They do not reflect certain important qualitative elements like competency and 
reputation of the management, morale an defficiency of employees etc. 

6. They also show certain deferred charges to future income which have no real 
value as assets. 



Example 3: From the following Trial Balance of Mahavir & Co, prepare a 
Trading and Profit & Loss Ale and Balance-Sheet for the year 
-ending. 31 · Dec.; 2006. 

Particulars 
Opening Stock 
Purchases 
Sales return 
Wages 
Salaries 
Rent 
Discount 
Tux 
Drawing 
Debtors 
Cash in Hand 
Cash at Bank 
Furniture 

Trial Balance 
(As OD 31.12.2006) 

Amount Particulars 
3,800 Sales 
7,200 Creditors 

120 Purchase Returns 
1400 Capital 
600 
200 
200 
120 

1,600 
2,240 

200 
2,320 

400 
20,400 

Stock on 31st Dec., 2006 was valued at Rs. 2,000. 

Solutions: 
Mahavir& Co. 

Trading and Profit & Loss Account 
for the year ending 3lst"Dec. 2006 

Dr. 
Particulars Amount Particulars 

Rs. 
To opening stock 3,800 By Sales 14,000 
To purchases 7,200 Less: Return 120 
Less : Returns 80 7120 By Closing stock 
To wages 1400 
To Gross Profit c/d 3,560 
(Transferred to P&LA/c) 

15880 

To Salaries 600 By Gross Profit bid 
To Rent 200 
To Discount 200 
To Tax 120 
. To Net profit 2,440 

[fransferred to Capital Ale] 3,560 

Balance-Sheet 
(As on 31" Dec. 2006) 

Liabilities Amount Assets 

Capital 4,320 Furniture 
(+) Net profit 2,440 Debtors 

Closing Stock 
(-) Drawings 1.600 5,160 Cash at Bank 
Creditorn 2000 Cashin Hand 

7 160 

Amount 
14,000 
2,000 

80 
4320 

20,400 

Cr. 
Amount 

Rs. 

13,880 

2,000 

15,880 

3,560 

3,560 

Amount 

400 
2,240 
2,000 
2,320 

200 

7,160 
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Example 4 : From the following Balances, prepare a Trading, Profit & Loss 
Account and Balance sheet. 

Dr. Cr. 

Carriage on purchase 8,000 Supplier's Ne 61,000 
Carriage on soles 3,500 Bonkers 30,000 
Manufacturing Expenses 42,000 Interest on Investment 4,500 
Advertisement 7,000 Capitol Ne l,00,000 
Excise Duty 4,400 Soles less Return 5,20,000 
lighting 6,000 Discount on Purchase 3,400 
Customers Ne 80,000 
Duty 8. Gearing Charges 5,200 
Postnge 8. Telegram 800 
Fire Insurance premium 3,600 

' 
Potent 12000 
Income Tax 10,000 
Life Insurance Premium 14,000 
Office Exp. 7,200 
,Commission on Purchase 2,000 
Purchase less Return l,60,000 
Cash in Hand 2,500 
Motor Cor 60,000 
Drawings 8,000 
Audit fees 2,700 
Repairs 2,200 
Closing stock 76,000 
Trade Exp. 3,200 
Investment 30,000 
Soles tox 12,000 
Discount 2,700 
Plont 1,53, 900 

7, 18,900 7,18,900 

Solutions: 
Trading and Profit & Loss Account 
(for the year ending ........................ ) 

Dr. Cr. 

Particulars Amount Particulars Amount 

To Purchase less Return l,60,000 By Soles less Return 5,20,000 

To Carriage on purchase 8,000 

To Commission on Purchase 2,000 

To Manufacturing Exp. 42,000 

To Excise Duty 4,400 



To Duty & Oeoning Charges 5,200 
To Gross Profit r/d transferred 2,98,400 
to F&..ttc 5,2'.),(XX) 5,2'.), (XX) 

1> <aricg3 a, s:je 3,!il) f¥ Cb, Rttit ti d 2,00,«xl 

l>Jlo.eti93TB1 7,cm ba e:fftm:I frun tn':drg Ac 

b Ugtirg 6,(XX) f¥lrteern ln.etr1ets 4,5)'.) 

[) Rlt:g3 & "ljEgcJTI 8l) ~ CJsnrt CJ'l 

1> fire Insurance Premium 36,600 Purchases 3,400 
To off ice Expenses 7,200 
To Aud it fees 2,700 
To Repoirs 2,200 
To Trade Expenses 3,200 
To Soles Tax 12,000 
To Discount paid 2,700 

To Net Profit 2,55,400 
transferred to capitol We 

3,06,300 3,06,300 

BALANCE-SHEET 
as on ......... ·--· .. ·······-· 

Liabilities Amount Assets Amount 

Banker's 30,000 Cash in hand 2,500 

Supplier's Ne 61 ,000 Customer's Ne 80,000 

Capital 1,00,000 Closing Stock 76,000 

( +) Net Profit 21551400 Investments 30,000 
3,55,400 Motor Car 60,000 

Less : Drawings 8,000 Plant 1,53,900 
3,47,400 

Less : Income Tax 10,000 Patents 12,000 

3,37,400 

Less : Life Insurance 

Premium 14,000 3,23,400 

4,14,400 4,14,400 

Note : If closing stock appears inside the trial balance, it will be shown only at 
one place, i.e. only on the assets side of the Balance sheet. 

ADJUSTMENTS 

While preparing final accounts it must be detected whether there is a transaction : 

(1) which has been omitted to be recorded in the books, or 

(2) which has wrongly been recorded in the books, or 
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(3) of which only one aspect bas been recorded in the books. Entries passed for 
such transactions are called 'adjustment entries'. 

(1) Closing stock-The amount of goods unsold at the end of the year is called 
closing stock. It is valued at cost price or market price, whichever is less. The 
entry will be: 

Closing stock Ne Dr. 

To Trading Ne 

(For closing stock transferred to Trading Ne) 

Effect - It will be shown at two places, ie., on the credit side of the Trading 
Ne and on the Assets side of the Balance-sheet. 

(2) Outstanding expenses or expenses due but not paid - These are the ex
penses which have been incurred during the year but have been left unpaid on 
the date of preparation of final accounts. For example, a firm pays rent@ 5000 
per month. If during the accounting year ending on 31 Dec., only 11 mon~ rent 

amounting to Rs. 55,000 has been paid, rent for one month of Rs. 5,000 will 
remain outstanding at the end of the year. The entry will be : 

RentNc Dr. 5,000 

To Outstanding Rent 5,000 

(For outstanding rent of one month) 

Effect: Added to the concerned expenses on the debit side ofTrading or Profit 
& Loss. Account and on the other hand, will also be shown on the Liabilities 
side of the Balance-Sheet. 

(3) Prepaid Expenses or Unexpired Expenses or Expenses paid in advance 
- These are the exp_enses which have been paid in advance for the next year 
during the current year itself In other words, the benefit of such payments will 
be available in the next accounting year. Prepaid insurance amounted to Rs. 
1000. 

Prepaid Insurance Ne Dr. 1,000 

To InsuranceNc 1,000 

(For Prepaid Insurance is to Insurance NC) 

Effect: It will be deducted from the concerned expenses on the debit side of 
Trading or Profit and Loss Account and on the other hand, will also be shown 
on the Asset side of the Balance-sheet. 

(4) Depreciation-Depreciation is the loss or full in value of fixed assets due to their 
constant use and expiry of time. For example : Machinery of Rs. 60,000 is to be 
depreciated@l0%p.a. Entry will be: 

Depreciation Ne Dr. 6,000 



To Machinery Ale 6,000 

(For Depreciation charged) 

Effect: It will be shown on the debit side of the Profit & Loss A/C and will 
be deducted from the value of the concerned asset on the Asset side of 
Balance Sheet. 

(S) Accrued Income or Income Receivable - Income earned during the current 
year but have not been actually received by the end of the current year. Such 
incomes are known as 'Accrued Incomes' or 'Earned Incomes'. For example, 
connnission earned in December (at the end of year) and received in January 
of Rs. 300 then commission accrued is Rs. 300. 

Accrued commission Ale 

To Connnission Ale 

(For commission receivable) 

Dr. 300 

300 

Effect : Such incomes will be added in the concern in income on the credit 
side of the Profit & Loss Account and on the other hand, will be shown on the 
Asset side of the Balance-sheet. 

(6) Unearned Income or Income Received in Advance - Certain Income is 
received in the current year but the whole amount of it does not belong to the 
current year. Such Income is known as 'Unearned Income' or 'Income Receiv
able'. For e.g. - Rent received on 1st AprR 2006 Rs. 28,000 @ Rs. 2,000 P.M. 
This rent is from 151 April 2006 to 30 May 2007. Accounting year is from l 51 

April, 2006 to 31st march, 2007. In such case, 2 month rent (April 07 & May 
07) is advance income, entry will be. 

Rent ale 

To Rent received in Advance ale 

(For adjustment of unearned Rent) 

Dr. 4,000 

4,000 

Effect : It will be deducted from the concerned income on the credit side of 
Profit & Loss Account and also be shown on the liabilities side of the Balance
sheet. 

(7) Interest on Capital - Capital invested by the proprietor is treated as a loan 
to the business earning interest at a fixed rate. If this amount had not been 
invested in the capitai it would even then have earned some interest outside. 
As such the proprietor wants interest for his capital and profit for the risk 
undertaken by him, for example, if 5% interest is to be allowed on the capital 
of Rs. 1,00,000, the entry will be : 

Interest on capital Ale 

To Capital Ale 

(For Interest allowed on capital) 

Dr. 5,000 

5,000 
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Effect: Interest on capital is shown on the debit side of Profit & Loss Account 
and added to capital in Balance-sheet. 

(8) Interest on Drawings - The proprietor draws cash or _goods for his personal 
use. Such with-drawals are termed as Drawings. If the firm pays interest on 
Capital, it is fully justified that it should also charge interest on drawings. For 
example : Proprietor has drawn 10,000 fur personal use and interest is@ 3%. 
Its entry will be : 

Drawings Ale Dr. 300 

To Interest on Drawings 300 

(For Interest charged on Drawings) 

Effects : Interest on drawing is shown on the credit side of Profit & Loss 
Account & deducted from capital in BaJance-Sheet. 

(9) Interest on Loan - Loan is a liability of the firm and interest on such loan will 
be an expense. If up-to-date interest has not been paid on the loan, the unpaid 
interest will have to be calculated and will be treated just like outstanding 
expenses ie. For example, Interest on loan is charged @ 10% & the amount 
of loan is 2,00,000. 

Interest on LoanA/c Dr. 

To Outstanding Interest Ale 

(For interest charged on loan) 

20,000 

20,000 

Effect : Unpaid interest on loan is added in the Intrest on loan written on debit 
side of P&L ale and on the other band added to the loan from Bank in liabilities 
side or the Balance Sheet. 

(10) Bad Debts - When it becomes certain that a particular amount will not be 
recovered from debtors, it is known as Bad debts. For example : written off 
Bad debts of Rs. 1,000. Entry will be 

Bad debts Ale Dr. 

To Debtors Ale 

(for Bad debts deducted from debtors) 

1,000 

1,000 

Effect : It will come in debit side of the P&L ale and the amount will be 
deducted from Debtors on the Asset side of the Balance-sheet. 

(11) Provision for Bad and Doubtful Debts - As the amount of actual loss on 
account of current year bad~ebts would be known only in the next year when 
the amount is rea.li;sed from Debtors, a provision is created to cover any possible 
loss on account ofbad-debts likely to occur in future. Such a provision is created 
at a fixed percentage on Debtors every year and is called 'Provision for Bad & 
Doubtful Debit' For example : Debtors are of Rs. 60,000 and provision is made 
on it @5%. Its entry: 



Profit & Loss Ale Dr. 

To Provision for Bad and 

Doubtful Debts 

3,000 

3,000 

(for creation ofreserve@ 5% on Debtors) 

Effect: It will come on debit side of P&L ale and amount is deducted from 

Debtors on the Asset side of Balance-Sheet. 

(12) Provision for discount on Creditors- Many a time discount is received from 
the creditors. A reserve is created for possible discount in the future. For 
example, Creditors are of Rs. 20,000 and created provision@ 2%, its entry 

will be: 

Provision for discount from creditors Ale ........ Dr. 400 

To Profit & Loss Ale 400 

Effect : It will come towards the credit side of Profit & Loss Ale and will be 

deducted from creditors in Balance-Sheet. 

Example S : From the following Trial balance of Salman & sons, prepare Trading 
Ale, and Profit & Loss Ale for the year ending 31 61 March, 2007 
and a Balance-sheet as on that date. 

Dr. 

ParticuJars 
Opening stock 
Purchases 
Sales Return 
Debtors 
Building 
Fuiniture 
Machinery 
Bill, Receivable 
Salaries 
Tax 
Insurance 
Carriage on purchases 
Trade Expenses 
Travelling Expense., 
Wages 
Cash 

Adjustment : 

Trial Balance 
(As on 31-3-2007) 

Amount Particulan 
5,200 Capital 

LS,500 Creditors 
300 Sales 

4,000 Commission 
5,000 Rent 
.!,600 
4,000 
2,000 
1,600 

200 
300 
900 
300 
440 

1000 
800 

43.140 

Cr. 
Amomrt 

16,000 
2,000 

20,000 
3,140 
2,000 

43140 

(1) Closing stock Rs. 12,000, (2) Accrued Rent Rs. 500, (3) Unearned cormnission 
of Rs. 140, (4) Depreciation@10% p.a. on Machinery & Furniture. 

Solution : Trading and Profit & Loss Account 
(for the year ended 311t March, 2007) 
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Dr. 
Particulars 

To Opening Stock 
To Purchases 
To Carriage 
To Wages 
To Gross Profit c/d 
transferred to P&LA/c 

To Salaries 
To Tax 
To Insurance 
To Trade Expenses 
To.Travelling Expenses 
To Dep. on Machinery • 1 
To Dep. on Furniture *2 
To Net profit 
transferred to capital ale 

4000 X .J..Q_ = 400 
100 

Liabilities 
Creditors 
Unearned O:>mmissioo 

Cr. . 
Amount ·Particulars Amount 

5,200 By Sales 20,000- - . ~ .... 

15,500 less: Rerum 300 19,700 
900 By Closing Stock-- 12,000 

1,000 
9,100 

31,700 31 700 

1,600 By Gross Profrt b/d transfers Ne 9,100 
200 By Commission 3,140 
300 Less : Unearned 140 3,000 
300 --
440 By Rent 2,000 
400 (+) Accrued 500 2,500 
160 --

11,200 

14,600 14,600 

•2 1600 X _!.Q_= 160 
100 

Balance-Sheet 
(As on 31st March, 2007 ) 

Amount Assets Amount 
2,000 Cash 800 

140 BIR 2,000 
Capital 16,000 Debtors 4,000 
Add : Net profit 11.200 27,200 Closing stock 12,000 

Accured Rent 500 
Furniture 1600 
Less : Dep 160 1,440 --
Macbinezy 4000 
Less: Dep 400 3,600 
BuildiDg -- 5,000 

29,340 29,340 

Example 6 : From the following Trial balance of Mr. Jain, prepare Trading, Profit 
& Loss Ne and Balance sheet for the year ending 31 ~ Dec., 2007. 

Trial Balance 

Dr. 
(As on 31st Dec., 2007) 

Cr. 

Particulars Amount Particulars Amount 

Opening stock. 1,60,000 Bank.loan 44,000 
Building 2,40,000 Creditors 1,16,000 
Debtors 1,70,000 Capital 3,20,000 
Machinery 1,00.000 Sales 13,00,000 
Drawings 40,000 Discount 4,000 
Purchases 9,00,000 Purchase Returns 8,000 
Insurance and Tax 15,000 Commission 7,500 
Trade Expenses 36.000 Bad Debts Reserve 4,000 
Sales Return 6,000 Bills Payable 20,000 
Salaries 82,000 
Carriage inwards 12,500 
Bad debts 3,000 
Bills Receivable 45,000 
Cash 14,000 

18,23,500 L8,23,500 



Adjustments.: 
(1) Stock on 31 Dec., 2007 is Rs. 1,20,000 
(2) , 5% Interest is to be charged on capital. 
(3) Outstanding salary is Rs. 8000 
(4) Prepaid Insurance Premium is Rs. 1500. 
(5) Depreciate Building by 2% and Machinery by 10%. 
(6) The Bad Debts Reserve is to be maintained at 5% on debtors. 
(7) The accrued commission is amounted to Rs. 2000. 

•1 

*2 

•3 

•4 

Trading and Profit & Loss Account 
(for the year ending 31'1 Dec., 2007) 

Dr. 

Particulars Amount Particulars 

To Opening stock 1,60,000 By Sales 
To Purchase 9,00,000 Less : Sales Return 
Less : Purchase Return 8,000 8,92,000 By closing stock 

To Carriage Inwards 12,500 
To Gross Profit c/d 
(Transferred to P&LA/c) 3,49,500 

1,41,4000 

To Salaries 82,000 By Gross Profit bid 

Add : Outstanding 8,000 90,000 By Discount 

To Insurance 15,000 By Commission 

Less : Prepaid 1,500 13,500 Add : Accrued 
To Trade Expenses 36,000 
To Bad debts 3,000 
Add: New Provision *l 8,500 

11,500 

Less : Old Provision 4,000 7,500 

To Interest on capital *2 16,000 

To Depreciation on 

Machinery *3 10,000 
Building *4 4,800 14,800 

To Net Profit 

(Transferred to Capital Ale) 1,85,200 

3,63,000 

5 
1,70,000 X lOO = 8500 

5 
3,20,000 X lOQ = 16,000 

10 
1,00,000 X 

100 
= 10,000 

2 
2,40,000 X l 

00 
= 4,800 

13,00,000 
6,000 

7,500 
2,000 
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12,94,000 
1,20,000 

14,14,000 

3,49,500 

4,000 

9,500 

3,63,000 
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Balance-Sheet 
(As OD 31.r March, 2007 ) 

Liabilities Amount Assets Amount 
Capital 3,20,000 Building 2,40,000 
Add : Interest 16,000 

. 
Less: Dep 4,800 2,35,200 

Add : Net Profit 1,85,200 Machint;IY 1,00,000 

5,21,200 Less: Dep 10,000 90.000 

Closing Stock 1,20,000 

Less : Drawings 4,000 4,81,200 Debtor 1,70,000 

Outstanding Salaries 8,000. (-) Provision for 1,61,500 
Bad debts 8,500 

Bank Loan 44,000 Accrued Commlssion 2,000 
Bills Payable 20,000 Prepaid Insurance 1,500 
Creditors 1,16,000 Bills Receivable 45,000 

Cash 14,000 

6,69,200 6,69,200 

Example 7: From the following Trial Balance extracted at the end ofa trading 
year ended on 3 ls, March, 2007. Prepare Trad.ing and Profit & 
Loss Ne as well as Balance-Sheet on the date and also show the 
necessary journal entries to give effect to the adjustment. 

Particulars 
Capital Ale 
Stock ( l st April, 2006) 
Purchases 
Sales 
Sales Return 
Purchase Return 
Carriage Inwards 
Carriage Outwards 
Wages 
Salaries 
Rent 
Freight & dock Charges 
Fire Insurance Premium 
Bad Debts 
Discount 
Apprenticeship Premium 
Printing & Stationery 
Taxes & Rates 
Travelling Expenses 
Trading Expenses 
Premises 
Furniture 
Bills Receivable 
Bills Payable 
Debtors 
Creditors 
Packing Machinery 

Trial Balance (As on .... ) 
Dr. 

Amount 

80,000 
2,00,000 

15,000 

12,000 
25,000 
33,000 
55,000 
11,000 
24,000 
9,000 
21,000 
5,000 

2,500 
3,500 
1,500 
2,000 

5,50,000 
25,000 
35,000 

2,00,000 

45,000 

Cr. 
Amount 
5,00,000 

8,00,000 

4,000 

15,000 

25,000 

1,58,000 



Smith's Loan Ne 
Investment 
Cash in Hand 
Cash at Bank 
Drawings 

50,000 
30,000 
2,500 

35,000 
30,000 

15,02,000 15,02,000 

Adjustment : 

(1) Stock on 31 st March, 2007 is Rs. 70,000. 

(2) Outstanding wages - Rs. 3000, Outstanding salaries - Rs. 5,000, Rent - Rs. 
1,000 and Stationery- Rs. 300 

(3) Fire Insurance Premium of Rs. 6,000 is related to the period upto 3151 March, 
2007. 

( 4) Apprenticeship Premium is for three years, paid in advance on 1st April, 2006. 

(5) Depreciate : Premises by 5%, Furniture by 10% and Packing Machinery by 
100/4 

(6) Create a Reserve on Debtors for doubtful debts@ 5% and for discount@ 
3% 

(7) Create a Reserve on creditors for discount@3 % 

(8) Interest on Smith's loan for one year has accrued@7% 

(9) Interest on Investment @5% for the half year has accrued. 

(10) Interest on capital to be allowed @5% for the year. 

( 11) Interest on Drawings is Rs. 800 for the year. 

Solution: 

Trading and Profit & Loss Account 
(for the year ending 31 n March, 2007) 

Dr. 
Particulars Amount Particulars 
To opening stock 80,000 By Sales 
To Purchase 2,00,000 (-) Return 
(-) Return 4000 1,96,000 By Closing stock 
To Carriage Inwards 12,000 
To Freight and Dock 
Charges 24,000 
To wages 33,000 
Add : Outstanding wages 3,000 36,000 
To Gross Profit c/d 
(Transferred to P&L Ale) 5,07,000 

8,55,000 

To Salaries 55,000 By Gross Profit b/d 
Add : outstanding 5!000 60,000 By Reserves for 
To Rent 11,000 discount on creditors 
Add : Outstanding 1000 12,000 By Interest 
To Fire Insurance Premium accrued on loan *6 

9000 By Interest accrued 
Less : Prepaid Premium 3000 6,000 on Investment *7 

8,00,000 
15,000 

Cr. 

Amount 

7,85,000 
70,000 

8,55,000 

5,07,000 

4,740 

3,500 

750 
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To Carriage outward 25,000 By Interest on 
To Bad debts 21,000 Drawings *8 
Add : Reserve *4 10,000 31,000 By Apprenticeship 
To Discount 5,000 Premium 
To Printings Less : Advance 
Stationery 2,500 premium 
Add : Outstanding 300 2,800 
To Rent & Taxes 3,500 
To Travelling Expenses 1,?00 
To Trading Expenses 2,000 
To Dep on 
Premises *I 27,500 
Furniture *2 2,500 
Packing Machine *3 42500 34,500 
To Reserve for discount 
on debtors *9 5,700 
To Interest on Capjtal *5 25,000 
To Net Profit 
(I'ransferred to 3,07,790 
Capital Ale) 

5,21,790 

*1 5,50,000 X -
5- = 27500 

100 

*2 25 000 X _j_Q_ = 2 500 
' 100 ' 

*3 45 000 X _j_Q_ = 4500 
' 100 

*4 2 00 000 X -
5- = 10 000 

' ' 100 ' 

*5 5 00 000 X -
5 - = 25000 

' ' 100 

*6 50,000 X - 7- = 3,500 
100 

*7 30,000 X _5_ X _n__ = 750 
100 12 

*8 Given in adjustment 

*9 2,00,000 - 10,000 = 1,90,000 X -
3- = 5,700 

100 

800 

15,000 

10,000 5,000 

521790 



Balance-Sheet 
(A.s on 31st March, 2007) 

Liabilities Amount Assets 

Slllldry Creditors 1,58,000 Cash in hand 
Less : Provision for Cash at Bank 

discount 4,740 I,53,260 Bills Receivable 
Outstanding Expenses Investment 30,000 
Wages 3,000 Add : Int. Accrued 750 
Salaries 5,000 Debtors 2,00,000 
Rem 1,000 Less : Reserve for 10,000 
Stationery 300 9,300 Douhtful Debts 1,90,000 

Less : Reserve for 
Bills Payable 25,000 discount 52700 
Advance paid Smith's Loan 50,000 
Apprenticeship Premium 10,000 Add : Interest accrued 32500 

Prepaid Insurance premium 
Capital 5,00,000 Cosing stock 
( +) Interest 25,000 Furoillll'e 25,000 
(+) N.P. 3 07 790 Less : Depreciation 2!500 

8,32,790 Packing Machine 45,000 
Less : Depreciation 4,500 

(-) Drawings 30,000 Premises 5,50,000 
( +) Interest on 800 (-) 30,800 8,01,990 Less : Depreciation 
drawings 

Date 

31 March 07 

9,99,550 

Necessary Adjustment Entries 
. Particulars 

. 
Closing Stock Ale Dr. 

To Trading Ale 
(Qosing stock taken into accollllt) 

Wages Ale Dr. 
Salaries Ale Dr. 
Rent Ale Dr. 
Stationery Ale Dr. 

To outstanding Liabilities 
for expenses Ale 

(Adjustment of outstanding expense) 

Prepaid Insurance Ale Dr. 
To Fire Insurance Ale 

(Adjustment of Prepaid Insurance) 

Apprenticeship Premium Ale Dr. 
To Apprentices.hip Premium 
received in advance 

(Adjustment of prepaid Premium) 

Depreciation Ale Dr. 
To Furniture Ale 
To Premises Ale 
To Packing Machine Ale 

(Depreciation of assets) 

Profit & Loss Ale Dr. 
To Reserve for DoubtfulDebts 
To Reserve for discount for 
Debtors Ale . 

(Adjustment of reserves for debtors) 

L.F. Amount 
Rs . 

70,000 

3,000 
5,000 
1,000 

300 

3,000 

10,000 

34,500 

15,700 

27,500 

FINAL ACCOUN-
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30,750 

1,84,300 

53,500 
3,000 

70,000 

22,500 

40,500 

5,22,500 

9,99,550 

Amount 
Rs. 

70,000 

9,300 

3,000 

10,000 

2,500 
27,500 

4,500 

10,000 
5,700 
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Reserve for discount Dr. 4,740 
on creditors Ne 
To Profit & Loss N e 4,740 
(Adjustmen1 of Reserve for discount on creditors) 

Accrued Interest Ale Dr. 3,500 
To Interest Ne 3,500 

(Adjustment of Accrued Interest) 

Interest Ale Dr. 25,000 
To Capital Ne 25,000 

(Adjustment of Interest on capital Ne) 
Drawings Ne Dr. 800 

To Interest Ale 800 
(Adjustment of Interest on 
Drawings Ale) 

SUMMARY 

• Financial statements provide a concise picture of profitability and financial 
position of the business. 

• The interested parties ~e management, shareholders, creditors, govern
ment, employees customers etc. 

• Financial statement includes Trading, Profit & Loss Ale as well as Balance-
sheet. 

• Trading Account is a Nominal Account and all expenses related to either 
purchase, sales or manufacturing of goods are written in it. Dr. side of 
trading account includes opening stock, purchases & purchase return, Di
rect expenses where as Cr. side includes sales & sales return, closing stock 
etc. If total of Cr. side is more than that of Dr. side, the balancing figure will 
be Gross profit and if total of Dr. side is more than that of Cr. side, the 
balancing figure is Gross Loss. 

• Profits & Loss Account shows the net profit or net loss of a business for 
a particular trading period. It takes all expenses, selling & distribution, 
administrative, financial expenses etc. 

• The Balance sheet is a statement at a particular date showing on one side 
the trader's asset (property & possessions) and on the other side the liabili
ties (loan & credits). Balance sheet is Marshalled in order of Liquidity (for 
sole proprietors and partnership firm) and Pennanace (for Joint stock coDr 
panies.) 

• Unrecorded transaction, not entered while preparing Balance sheet, are 
known as adjustment Entries. 

Entry 
(l) Outstanding Salary A/c 

expenses 
(2) Accrued 

Incomes 

To Outsfonding Salary Ne 
Accrued Rent We 

To Rent We 

Final Accounts 
Dr. P&L A/c ( +) Debit side 

BIS - Liabilities 
Dr. P&L We ( +) Debit side 

8/S-~t 



(3) Prepaid Prepaid Wages A/c Or. Trading A/c - (-} Debit side 
Expenses Ta Wages A/c 8/S -Asset 

( 4) Unearned Income Ac Dr. P&L A/c (-) Credit side 
lnrome To Unearned Income A/c 8/S - Liabilities 

(5) Closing Closing Stock A/c Dr. Trading A/c - Credit side 
Stock To Troding A/c B/S - /lsset 

{6) Depreciation Depredation A/c Or. P &L - Debit side 
fo fisset A/ C 8/S - Deduct from 

Particular /lsset 
(7) Interest on .Interest an capitol A/c Or. P & L - Debit side 

capitol To Capitol A/c BIS - Deduct out of Capital 
in Liabilities side 

(8) Interest Drawings A/c Dr. P&L - Credit side 
To Interest on Drawings A/c B/S - Add in Capital 

in Liabilities side 
(9) Interest Interest on Loon A/c Dr. P & L - ( +) Debit side 

on Loon To Outstanding Interest 8/S - Add in Loan 
Al,c in Liabiliteis side 

(10) Bod debts Bod debts A/c Or. P & L - Debit side 
To Debtors 8/S - Deduct from 

Debtors in /lssets side 
(11) Provision Profit & Loss A/c Or. P & L - Debit side 

for Bod & To Provision for Bod & Doubtful debts 8/S - Deduct from debtors 
Doubtful Debts in Assets side 

(12) Provision Provision for Discount on Or. P 8. L - Credit side 
for Discount Creditors A/c BIS - Deduct from 
an creditors To Profits Las.s A/c Creditors in Liabilities side 

EXERCISE 
1. What do you understand by Final Accounts ? 

2. Distinguish between -

(a) Trading Account and Profit & Loss Account 

(b) Trial Balance and Balance-sheet 

3. What important points are kept in mind while preparing Final Accounts? 

4. What do you understand by 'Adjustment' Entries? Why are they necessary 
for preparing Final Account. 

5. Write short notes on: 

(a) Interest on Capital 

(b) Interest on Drawings 

(c) Accrued Income 

(d) Unearned Income 

(e) Bad debts 

(f) Outstanding Expenses 

FINAL ACCOUNTS 
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NUMERICALS 
1. Following is the Trial Balance of Bharat on 31.12.2006, prepare Trad

ing, Profit & Loss Ale and Balance sheet. 

Capital Ne 
Plant & Machinery 

Fixture & Fittings 
Manufacturing expenses 

Carriage Inwards 
Salaries 

Opening Stock 

Bills Receivable 

Cashin hand 

Cash at Bank 
Debtors 
Purchases 
Petty wages 

Rent and Taxes 

~ 
Sales 

Creditors 

Adjustments : 

Trial Balance 
As on 31.12.2006 

Dr. (Rs.) 

10,000 

450 
1,000 
150 

200 

5,720 

5,000 
120 

450 

6,000 

9,500 

160 

350 
1,400 

Total 40,500 

(i) Closing stock is Rs. 3,200 

Cr. (Rs.) 
20,000 

16,000 

4500 

40,500 

(ii) Depreciate Plant & Machinery by 5% and Fixtures and Fittings by 10%. 

(in) Create 5% Reserve for Bad and Doubtful debts on debtors. 

(iv) Rent and Taxes amounting to Rs. 80 were outstanding, salaries & wages 
amounting to Rs. 150 and Rs. 60 respectively are yet to be paid 

[Ans. Gross profit- Rs. 2,610/-, 
Net Profit Rs. 985/-
.Total of Balance-sheet - Rs. 24,3751 

2. From the following balance, prepare Final Accounts of the books of Mr. 
A for the year ending 31st March, 2007. 

Rs. Rs. 
Capital 24,500 Loan 7,880 

Drawings 2,000 Sales 65,360 

General Expenses 2,500 Purchases 47,000 

Building 11,000 Motorcar 2,000 

Plant 9,340 Bad Debts Reserve 900 

Opening stock 16,200 Commission (Cr.) 1,320 



Coal & Power 2,240 Car's Expenses 

Taxes & Insurance 1,315 Bills Payable 

Wages 7,200 Cashin hand 

Debtors 6,280 Bank Overdraft 

Creditors 2,500 Donation 

Discount (Dr.) 550 

Adjustments : 

(i) Stock on 31 March, 2007 is valued for Rs. 23,500. 

1,800 

3,850 

80 

3,300 

105 

(n) Write off Rs. 160 for Bad Debts and make a reserve of 5% for bad and 
doubtful debts on debtors. 

(iii) Depreciation on Plant by 10% and Motor Car by 12%. 

(rv) The motor car is partly used for business and partly for private use of the 
proprietor. Hence 1/3 of the depreciation, and car expenses are to be charged 
to the proprietors .. 

(v) Interest of Rs. 750 was outstanding on Bank overdraft. 

(VI) It is decided that Rs. 250 be transferred every year to create donation reserve. 

[Ans. : Gross Profit - Rs. 16,220; Net Profit - Rs. 10,210 and B/s - Rs. 
50,560] 

[Note: Treat 1/3 of depreciation and car expenses as Drawings] 

3. From the following Trial Balance extracted from the books of A, prepare 
Trading & Profit & Loss Ale ro·r the year ending 31 It December, 2007 
and a Balance-sheet on that date. 

Furniture 
Loose Tools 
Buiktiag 
Capital Account 
Bad debts 
Sundry Debtors and Creditors 
Stock (1.1.2007) 
Purchases and Sales 
Bank Overdraft 
Sales and Purchase Return 
Stationery 
Interest Account 
C.Oll]IDic;sion 
Cash in hand 
Tax.es and Insurance 
General Expenses 
Salaries 
Provision for Bad debts 

Dr. (Rs.) 

6,400 
62,500 
75,000 

1,250 
38,000 
34,600 

. 54,750 

2,000 
4,500 
1,180 

6,500 
12,500 
7,820 

33,000 

3,40,000 

Cr. (Rs.) 

1,25,000 

25000 

1,54,500 
28,500 
1,250 

3,750 

2,000 

3,40,000 
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Adjustments: 

(1) Stock on 31 December 2007 was Rs. 32,500 

(2) Depreciate Building to 5% and Furniture at I 00/4. Loose Tools are revalued at 
Rs. 50,000 at the end of the year. 

(3) It was decided at place Rs. 1,000 to Bonus fund for staff. 

(4) Salaries of Rs. 3,000 and taxes of Rs. 1,200 are outstanding. 

(5) Insurance amounting to Rs. 1,000 is prepaid. 

(6) Written off a further Rs. 1000 as Bad-Debts and Provision for Doubtful Debts 
is to be made equal to 5% on Sundry Debtors. 

(7) Half of the stationery was used by the Proprietor for his personal purposes 

[Ans- Gross Profit- Rs. 96,900; Net Profit Rs. 11,710 and B/S Total-Rs. 
2,02,160] 

[Note : (1) Depeciation on loose tools will be Rs. 6,250 - Rs. 50,000 = Rs. 
12,500 

(2) Bonus payable to staff will be treated as outstanding expenses] 



8 ACCOUNTS OF NON
TRADING INSTITUTION 

The Chapter Covers : 

• INTRODUCTION 
- RECEIPT & PAYMENT ACCOUNT 
- INCOME & EXPENDITURE ACCOUNT 
- BALANCE-SHEET 

• PREPARATION OF INCOME AND EXPENDITURE 
ACCOUNT FROM RECEIPT AND PAYMENT ACCOUNT 

• IMPORTANT ITEMS OF INCOME AND EXPENDITURE 
ACCOUNT 

• INCOME & EXPENDITURE ACCOUNT FOR PROFESSIONAL 
PEOPLE 

• ACCOUNTING FOR INCOMPLETE RECORDS 
• INSURANCEACCOUNTING 

INTRODUCTION 

Non-Trading Institutions are the associations which are established for the purpose of 
rendering service or for promotion of art, culture, literature, education, science etc. 
They do not aim at making profits like a trading concern. The institutions like clubs, 
hbraries, hospitals, educational institutions, charitable institutions, literary societies etc. 

are non-trading concerns. 

Following books are normally kept by the non-trading concerns : 

(I) Register of members to record the names, addresses and other details of mem
bers. 

(2) Minute Book to record proceedings of meetings. 

(3) CashReceiptsJournal 

Accounts of Non
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(4) CashPayrnentsJournal 

( 5) Ledger, and 

( 6) Journal for recording the transactions which cannot be recorded anywhere. 

The non-trading concerns also prepare final accounts at the end of year which consist 
of: 

(i) Receipt and Payment Account 

(ii) Income and Expenditure Account, and 

(fu) Balance sheet 

(i) Receipt and Payment Account-A Receipt and Payment Account is a SUillII1'_1IY 

of the Cash Book or of Cash and Banlc transactions relating to a given period of 
time. This is another~ given to summary of Cash Book. It inchldes all receipts 
and payments whether they are ofrevenue or capital nature. Such an account must 
definitely show a debit balance because one cannot spend more cash than what 
one has received. All receipts are shown on the debit side and all payments are 
shown on the credit side. Opening balances of cash in hand and at bank are put on 
the debit side. If there is a bank overdraft, it would be put on the credit side. 

Features of Receipt and PaymentA/c: 

(1) This account starts with the opening balance of cash in hand and cash at Bank 

(2) It is areal account. 

(3) All cash receipts are recorded on the debit side while all cash payments are 
recorded on the credit side. · 

( 4) It contains all capital and revenue incomes and all capital and revenue expen
dittrres. 

(5) Only actual receipts and payments are recorded. 

( 6) All non cash it~ e.g. - depreciation, outstanding expenses and incomes are 
jgnored 

(7) Profit & Loss cannot be found out by this account. 

(8) The account is balanced at the end of the accounting year with the closing 
amount of cash in band and cash at bank or bank overdraft. 

FORMAT OF RECEIPT AND PAYM;ENT ACCOUNT 

Receipts 
Particulars 

To balance bid 
To Entrance fees 
To Life Membership 

fees 
To Subscription 
To Donations 
To Income from lectures 

Receipts and Payment Account 
(For the year ending .............. ) 

Amount 
Rs. 

Particulars 

By RentandRates 
By Salaries 
By Electricity 
By-Furniture 
By Office Expenses 
By Printing and Stationery 
By Library Books 

Payments . 

Amount 
Rs. 



To Interest on Investment 
To Income from concent 
To Sale of sold news paper 
To Sale ofFumiture 
To Profit from Entertainment 
To Rent 
To Loan from Govt. 
To Other Receipts 

Rs. 
························· 

By Investment purchased 
ByRepam 
By Electric Instillation 
By Sundry Expense.5 
By balancec/d 

Rs. 

(ii) Income and Expenditure Account - The trading concerns canyon their busi
ness with an object of making profits. So they prepare Profit & Loss Account. But 
the non-trading concerns are formed with an object ofrendering service to the 
society. They are not motivated at profits. Therefore, the non-trading concerns do 

not prepare a Profit & Loss account. They prepare an account called Income and 
Expenditure Account with a view to know any surplus or Deficit generated from 
their activities. 

Features of Income and Expenditure Ale: 

(1) ItisanominalAccount. 

(2) Onlyit~ofrevenue nature are recorded in it. 

(3) Adjustment related to depreciations and Provision for Bad debts are recorded 
init. 

( 4) Only current year revenue, income and expenditure are recorded in it. 

(5) No opening and closing balance ofcash or bank are included in it. 

( 6) This account is prepared in the same manner in which a Profit & Loss Account 
is prepared. 

(7) The closing balance of this statement reveals surplus or deficit. 

FORMATOFINCOMEANDEXPENDITUREACCOUNT 

Income and Expenditure Account 

Expenditure 

To Rent., Rates & Taxes 
ToAdvertisement 
To Salaries 
To Insurance premiwn 
To Telephone charges 
To Maintenance 
To General Expenses 
To Depreciation 
To &cess of income 
over expenditure (Smplus) 
(if any) 

(Fortheyearended ................ ) 

Amount 
Rs. 

Income 

By Subscription 
By Donation 
ByLegency 
By Proceeds from 
Charity Show 
By Interest of Investment 
By Donation 
By Profit on sale of Asset 
By Entrance fees 
By Excess ofexpenditure 
over income (Deficit) 

1---------i (if any) 

Amount 
Rs. 

Accounts of Non 
Trading I nsti11J1 ,on 
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Difference between Receipt & Payment and Income & Expenditure Account 

Basis of 
Difference 

l. Nature 

2. Form 

3. Items 

Receipt & Payment Account 

It is a real account 

It is like cash account 

It contains capital as well as 
revenue items. 

4. Transaction Only cash tansaction finds place in it. 

5. Institutions This account is kept by professional 
persons ag. : Doctor, Auditor etc. 

6. Opening Bakmce It starts with opening balance of cash 
&. bank. 

7. Adjustments Adjustments are not recorded in it. 

B. Closing bola nee Represents the closing cash in hand 
and at bank or overdraft at bonk 
and is transferred ta receipt&. payment 
account of next year. 

9. Capital and It records receipts&. payments of both 
Revenue items capital and revenue nature. 

10. Balance-sheet It is on independent account and no 
Balance-sheet is required after it. 

Income & Expenditure Account 

It is a nominal account 

It is Ii ke Profit&. loss Account. 

It contains only revenue items. 

Transactions other thon cash 
transaction also find place in it 

This account is kept in non trading 
concerns eg.-: Clubs, Hospitals 

It has no opening balance. 

Adjustments are recorded in it. 

Indicates the surplus or deficit and 
such surplu~ deficit is transferred to 
the capitol fund of Balance sheet. 

It records Expenses&. Incomes of 
revenue nature only. 

Balance-sheet is prepared after this 
account. 

PREPARATION OF INCOME AND EXPENDITURE 
ACCOUNT FROM RECEIPT AND PAYMENT ACCOUNT 

Certain steps are to be as follows : 

(1) No record of opening and closing balance of Receipt and Payment account is 
made in Income and Expenditure Account. 

(2) The revenue incomes relating to the current year should be identified from the 
debit side of the Receipt and Payment account. Add any amounts outstanding 
and deduct all amounts received in advance or or recoveryofarrears, then 
show the Adjusted incomes on the credit side of the Income and Expenditure 
account. 

(3) In the same way revenue expenditure should be identified from the credit side 
of the Receipt and Payment Account relating to the current year. Add out
standing amount to them and deduct from them any amounts prepaid or paid 
for arrears. Show the adjusted expenses on the debit side of the Income and 
Expenditure Account. 



( 4) Items of capital nature appearing in Receipt and Payment Account are not 
recorded in Income and Expenditure Account but they are taken to Balance
sheet which is prepared after this account. 

(5) Previous year expenditure or income already recorded in Receipt and Pay
ment Account, should be recorded in Income and Expenditure Account. 

( 6) If some adjustments are traced out which belong to current accounting period, ' 
then they should be recorded in Income and Expenditure Account. 

(7) Adjustments relating to provision for bad debts and depreciation on fixed 
assets should be shown on the debit side of the Income and Expenditure Ac
count. 

(8) The Income and Expenditure Account should be balanced. A credit balance 
shows surplus or excess of income over expenditure while a debit balance 
shows deficit or excess of expenditure over income. 

IMPORTANT ITEMS OF INCOME AND EXPENDITURE 
ACCOUNT 

(1) Entrance Fees-Entrance fee or Admission fee is usually charged by a club or 
a society or an educational institution from the new entrants. It may be treated as 
a revenue income, wholly capitalised or treated partly as revenue and partly capi
talized, depending upon the policy of the organisation. lfit is collected once, it is 
treated as capitalreceipt, where as if received periodically it is treated as revenue 
income. In absence of any specific infonnation it should be treated as revenue 
incoire. 

(2) Subscription - It is a main source of income of a non-profit entity. for eg. a club 
receives subscription from its members. The Receipt and Payment Account records 
the amount of actual subscription received as a whole, where as Income and 
Expenditure Account records only the subscription which relates to the current 
accounting period 

Total Subscription received during the yeor 

Add : Subscription outstanding at the end of this year 

Less : Subscription outstanding ot the end of previous year 

Add : Subscription received in advance ot the end of previous year 

Less : Subscription received in advance at the end of this year 

Subscription to be shown in Income & Expenditure Account 

Accounts of Non
Trading Institution 
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(3) Donati~ns - Donations are amount given by members or by outsiders for the 
general functioning of the unit or for a particular purpose. Donation can be clas
sified as: 

(i) Specific Donation - When donation is received for a specific purpose i e. 
for Building, Land etc. It is capitalised and is shown on the liability side of 
the Balance Sheet. 

(ii) General Donation -

(a) of big amount-It is of non-recurring nature and shown on the liability 
side of the Balance-sheet. 

(b) of small amount- It is shown on the credit side of the Income & Expen
diture Account. 

( 4) Legacy- Legacy refers to the amount that organization gets on account of a will 
The amount oflegacy is treated as donation and is generally of non-recurring 
nature. It appears to the debit side ofReceipt & Payment Account and should be 

taken to the Balance-Sheet on the liabilities side. . . 

(S) Life Membership fees - In order to become a member of an organisation for 
the whole of the life, some members pay lumpsum, i.e. once in their lire time, such 
a receipt is ofa capital nature and thus taken to the liabilities side of the Balance 
sheet. 

(6) Endowment Fees/Fund - It is a fund arising from a bequest or a gift, the income 
.. of which is devoted for a specific purpose. It is shown in the liabilities side of 

Balance-Sheet. 

(7) Special fund- lfa fund has.been kept for special purpose like building or charity 
etc, then it is known as special fund It is recorded in the liability side ofBalance
Sheet and the expenses related to it are deducted from this fund in the liability 
side of Balance-sheet, and these expenses are not recorded in the expenditure 
side. 

(8) Sale of Sport Material/Old Newspapers - It appears on the debit side of 
Receipt & PayrnentAccount and is transferred to the credit side oflncome and 
Expenditure Account. 

(9) Sale of old asset -It appears on the debit side of Receipt and Payment Ac
count and should not be transferred to Income and Expenditure Account (be
cause it is of capital nature). However, profit or loss from such sale of asset is 
recorded in Income & Expenditure Account. 

(10) Payment of Honorarium - The amount paid to a person who is not an em
ployee of the institution is called Honorariwnand is debited to the Income and 
Expenditure Account. 



III) Balance-Sheet 

Liabilities 

Capital Fund 
Entrance fees 
Life membership fees 
Creditors 
Endowment Fund 
Special Fund 
Creditors 
Outstanding Expenses 
Advance Subscription 

Amount Assets 
Cash 
Furniture 
Building 
Sport Material 
Stock 
Prepaid Expenses 
Outstanding Subscription 

Amount 

INCOME & EXPENDITURE ACCOUNT AND BALANCE-SHEET 

Example 1 : Given below is the Receipt and Payment Account of Lions club 
for the year ended on 31 December, 2006. 

Particulars 

To balance bid 
To subscription 
2005 
2006 

· 2007 
To Donations 
To Sales of 
Drama Tickets 
To Sale of old 
Newspaper 

Receipt and Payment Account of Lions club 
for the year ended on 31st Dec., 2006 

Amount Particulars 
Rs. 

5,125 By Salaries 
By General Expenses 

200 ByTaxes 
10,250 By Newspapers 

300 By Charity 
2.700 By Drama Exp. 

By Investment 
4,750 By Electric charges 

By Balance c/d 
225 

23,550 

Amount 
Rs. 

3,000 
375 
200 
750 

1,750 
2,250 

10,000 
725 

4,500 

23,550 

Prepare Income & Expenditure Account for the year ending on 31st December 2006 
and a Balance Sheet as on that date talcing the following information into account : 

(l) There are 500 members, each paying an annual subscription ofRs. 25, Rs. 
250 being in arrear for 2005. 

(2) Donation promised during the year but not received ammn~ted to Rs. 500. 

(3) Taxes amounting to Rs. 200 per annum have been pai? up to 31st March, 
2007 and Rs. 250 for salaries is outstanding. 

(4) Building stands for Rs. 25,000 and it is required to write off depreciation at 
5% per arm.um. 

(5) . 5% per annum interest is accrued on investment fur 5 months. 

Accounts of Non
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Solution: Income & Expenditure Account 

(for the year ending on 31 •1 Dec., 2006) 

Dr. 

Particulars Amount Particulars 

To Salaries 3,000 By Subscription 
(+)outstanding salaries 250 Add : outsl.an.ding 

3,250 at the end 
To General Expenses 375 By Donation 
To Newspapers 750 Add : outstanding 
ToTaxes 200 150 By Sale of Drama 
Less : Prepaid * 1 50 50 Ticket 
To charity 1,750 Less : Drama Exp. 
To Electric Charges 725 By Sale of Old 
To Depreciation *2 1,250 Newspaper 
To Surplus of Income By Interest Accrued *3 
Over Expenses 10,300 

18,550 

*1 200x i3
2 

(froml-1-2007to31-3-2007)=50 

*2 25 000 X -
5-= 1250 

' 100 ' 

*3 10 000 X -
3- X -

5- = 125 
' 100 12 

Balance-Sheet 
(as on 31st Dec., 2006) 

Liabilities Amount Assets 

Rs 

Cash 
Subscription received Investment 

in advance 300 Accrued Interest 

Cr. 

Amount 
10,250 

2250 12,500 
2,700 

500 3,200 

4,750 
2,250 2,500 

225 

125 

18,550 

Amount 
Rs. 

4,500 

10,000 

125 

Salaries Outstanding 250 Subscription outstanding *4 

Capital fund *5 30,575 2,500 

(1.1 .2006) Donation outstanding 500 

Add : Surplus for 

2006 10,300 40,875 Prepaid Tax 50 

Building 25,000 

Less: Dep. 1,250 23,750 

41,425 41,425 

*4 2,250 + 250 = 2,500 

*5 Subscription outstanding (1.1.2006) 450· 

Cash on 1.1.2006 5,125 

Building 25,000 

30,575 

Less : Liabilities on 1.1.2006 NIL 

30,575 



Example 2 : From the following Receipt and Payment Account of a cricket 
club and the additional information, prepare an Income and 
Expenditure account for the year ended 31-12-2006 and a Bal
ance Sheet as on that date : 

Rs. 
To balance b/d 

Cash 3,520 
Bank 27,380 

Fixed deposit @ 6% p.a. 30,000 
To Membership Subscription 
(including Rs. 6000 for2005) 40,000 

To Entrance Fees 2,750 
To Donation 5,010 
To Interest on 
fixed deposit 900 
To Tournament fund 20,000 
To Sale of Crockery 

2,000 . 
(Book value Rs. 1200) 

1,31,560 

Information : . 

(a) Monthly salary is Rs. 1,000. 

(b) The value of unused postage stamps: 

31-12-2005 = Rs. 750 

31-12-2006 = Rs. 900 

(c) Stock of cricket equipment : 

31-12-2005 = Rs. 3,210 

31-12-2006 = Rs. 2,800 

( d) Arrear of membership subscriptions : 

31-12-2005 = Rs. 6,600 

31-12-2006 = Rs. 8,000 

By Crockery Purchased 
By Maintenance 
By Match Expenses 
By Salaries 
By Conveyance 
By Upkeep of Lawn 
By Postage Stamps 
By Purchase of Cricket 
Equipment 
By Sundry Expenses 
By Investment 
By Tournament Expenses 
ByBalancec/d 

Cash 2,200 
Bank 23,320 

Fixed deposit@6% p.a 3,000 

( e) Donation and Entrance fees are not to be capitalised. 

Solution: 

Liabilities 
Capital Fund 
(Balaocing figure) 

Opening Balance-Sheet 
(AS OD 31•12-2005) 

Amount 

72,660 

72,660 

Asset 
CashinHand 
Cash at Bank 
Fixed deposit at 6% p.a. 
Unused Postage Stamp 
Stock of Cricket Equipment 
Subscription Outstanding 
Crockery 

Rs. 
2,650 
6,820 

13,240 
11,000 

820 
4,240 
1,050 

9,720 
2,000 
5,700 

18,800 

55,520 

1,31,560 

Amount 
3,520 

27,380 
30,000 

750 
3,210 
6,600 
1,200 

72,660 

Accounu, ni f\p .
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Income & Expenditure Account 

Expenditure Amount Income Amount 
Rs. Rs. 

To Maintenance 6,820 By Subscription 40,000 
To Match Expenses 13,240 ~ : Outstanding 
To Salaries 11,000 for2005 -6000 

34,000 
Add : Outstanding 1,000 12,000 Add : Outstanding 8,000 42,000 
To Conveyance 820 for2006 ---
To Upkeep of Lawn 4,240 
To Postage Consumed : By Entrance Fees 2,750 
Opening stock 750 By Donation 5 ,010 
Add : Purchases 1,050 By Interest on Fixed 

1800 Deposit 900 
Less : Closing stock 900 900 Add : Accrued Interest 900 1,800 
To Cricket goods consumed : By Profit on sale of crock~ 800 
Opening Stoek 3,210 
Add : purchases 9,720 

12,930 
Less : C losing Stock 2800 10,130 
To Sundry Expenses --- 2,000 
To Excess of Income 
Over Expenditure 2,210 

52,360 52,360 

Balance Sheet 
(As on 31"' Dec., 2006) 

Liabilities Rs. Asset Rs. 

Outstanding salaries 1,000 Cashin Hand 2,200 
Towruunentfund Cash at Bank 23,320 

20,000 Fixed deposit at 6% p.a. 30,000 
Less : TownamentExpenses 

18,800 1,200 Unused Postage Stamps 900 
Capital Fund (2005) 72,66-0 Stock of Cricket 
Add : Excess of 2,210 74,870 F.quipment 2,800 
Income Over Exp, Subscription 

Outstanding 
(600 + 8,000) 8,600 
Crockery 2,650 
Investments 5,700 
Accrued Interest 900 

77,070 77,070 

¥,xample 3 : The following Receipt and Payment Account is related to Meenakshi 
club for the year ending 31 st Dec. 2006 : 

Receipts Amount Payments Amount 

To Balance bid 6,000 By Salaries 12,450 
To Subscriptions : By Stationery 2,400 

Arrear 240 By Rates & Taxes 3,600 
Current 12,660 By Tulephone Expenses 600 

Advance 480 13,380 By Investment 7,500 
To Profit froru canteen 9,000 By Advertisement 1,050 
To Miscellaneous 450 By Postages 1,000 
To Sale of old newspapers 1,120 By Sundry Expenses 5,000 
To Dividends 4,850 By Balanced c/d 17,20 
To Donation 10000 
To Entrance Fees 6,000 

50 800 50.80l 



You are required to prepare Income and Expenditure Account and Balance sheet after 

making the following adjustments : 

(1) There are, 450 members, each paying an annual subscription of Rs. 30; Rs. 
270 being arrear for 2005 at the beginning of this year 

(2) A donation of Rs. 2,000 was wrongly included in subscription of the current 

year. 

(3) Entire donation and 3/4 of entrance fees are to be capitalised. 

(4) Stock of Stationery on 31-12-2005 was Rs. 300 and on 31-12-2006 is Rs. 

540. 

(5) Cost ofBuilding is Rs. 60,000. Depeciate it at 5%. 

Solution: 

Liabilities 

Capital Fund 
(Balancing Figure) 

Dr. 

Particulars 
To Salaries 
To Stationery 
Add : Opening stock 

Less : Oosing stock 

Balance-Sheet 
(As on 1st January 2005) 

Amoon1 Assets 
Rs. 

Cash balance 
66,570 OutstmdingSubscription 

Stock of Stationery 
Building 

66,570 

INCOMEANDEXPENDITUREACCOUNT 
(For the year ending 31st Decem~r, 2006) 

Amomrt Partiadars 
12,450 By subscription 

2,400 (12,660 - 2,000) 
300 Add : Outstanding 

2,700 for current years 
540 By Profit from Canteen 

2,160 By Miscellaneous 

10,660 
2,840 

To Rates & Taxes 3,600 By Sales of old newspaper 
To Telephone expenses 600 By Dividend 
To Advertisment 1,050 ByEntrancefees *2 
To Postage 1,000 

To Sundry Expenses 5,000 
To Depreciation on Building *3 3,000 
To Excess of Income 
over Expenditure 1,560 

30,420 

Amount 
Rs. 
6,000 

270 
300 

60,000 
66,570 

Cr. 
Amount 

13,500 
9,000 

450 
1,120 
4,850 
1,500 

30,420 

* 1 Total members are 450 and each member pays on annual subscription ofRs. 30. 

Therefure, the total subscription receivable during the year 2006:450x30 = 13,500 

Less : Amount received during the year 2006 

Outstanding subscription for the year 2006 

10,660 

2,840 
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•2 Entrance fees= 6 000 x -
1 = 1 500 , 4 , 

•3 Depreciation= 60,000 x _ 5_ = 3,000 
100 

BALANCESHEET 
(As on 31a December 2006) 

Liabilities Amount Assets Amount 

Subscription received Cash Balance 17,200 
inAdvance 480 Outstanding subscription 2,870 

(Rs. 30 + Rs 2840) 
Capital fund (1-1-2006) 66,570 Stock of stationery 540 
Add : Donation *4 12,000 Buikling 60,000 
Add : Excess of Income Les : Depreciation 3,000 57,000 
over Expenditure 1,560 84 630 Investments 

85,110 

INCOME & EXPENDITURE ACCOUNT, RECEIPT 
&PAYMENTACCOUNTANDBALANCE-SHEET 

7500 
85,110. 

Example 4 : From following particulars for the year 2006, prepare Receipt and 
Payment Account, Income and Expenditure Account and Balance 

Sheet ofPune club. 

Rs. 

Cash and Bank Balance (31-12-2005) 1,432 

Member entrance fees received 22,000 

Subscription receipts 8,800 

Hall Hire charges ( credit) 6,900 

Receipts from canteen Sales 31,465 

Purchase of provision etc. for canteen 31,386 

Building repairs, painting etc. 2,875 

Groun:l Maintenance 4,500 

Donation for club Building fimd 10,000 

Advance for Building contractor for construction of chm 1,100 

Payments for Bats, Balls etc. 1,200 

Lighting and other facilities for members 2,700 

Payment to Mis Sai Furniture Mart 8,600 

As per laws of the club, 50% of the Entrance fees is to be capitalised The capital fund 
and the Building fund for club at the beginning of the year were Rs. 36,700 and Rs. 

25,000 respectively. Depcreciate Buikling by 5% and Furniture by 10%; 



Other Information : 

Sundry Creditors 
for BatS and Balls 
for furniture 

Subscription due from membern 
Building (W.D.V) 
Furniture CW .D .V.) 
Bats and Balls (reval.uated) 

Solution: 

31-12-2005 
Rs. 

182 
2,300 

850 
27,500 
11,000 

900 

Receipt and Payment Account 
(for the year ending 31-12-2006) 

Receipts Amount Payments 

To Balance bid 1,432 By Purchase of Provisions 
To Entrance Fees 22,000 By Building Repairs, 
To Subscription 8,800 Painting etc. 
To Hall Hire charges 6,900 By Ground Maintenance 
To Receiptfrom By Advance to B uild.ing 
Canteen sales 31,465 contractor 
To Donation for club By Payment of Bats, Balls etc. 
Building Fund 10,000 By Lighting & other facilities 

for members 
By+ Payment to MIS Sai 
Furniture Mart 
By balance c/d 

80,597 

INCOME AND EXPENDITURE ACCOUNT 
(For the year ending on 31"' Dec., 2006) 

Dr. 

Particulars Amount Particulars 
To Purehase of Provisions 31,386 By Entrance fees 22,000 
To Building Repairs, Less : Capitalised 11,000 
Painting etc. 2,875 By Hire Charges 
To Ground Maintenance 4,500 By ReceiptS from 
To Light and other facilities to canteen sales 
members 2,700 By Subscription 8,800 
To Bats, Balls written off * l 718 Add : outstanding 
To Dep. on Building *2 1,375 at end of year 1,350 
To Dep. on furniture *3 1,900 10,160 
To Surplus carried to Less : Outstanding ___filQ 
Balance-sheet 13,211 openmg 

58,665 

BALANCESHEET 
(As on 31st Dec., 2006) 

Liabilities Amount Assets 
Creditors for Furniture 1,700 Cash 

Oub Building 2,500 Advance to Contractor 
Add : Donation 10,000 12,500 SubscriptionOutStanding 
Capital fund 36,700 Bats&Ball.s 900 
Add : Entrance Additions ~ 
fees capitalised 11,000 1,918 

47,700 Less : Written off 718 
Add : Surplus from Building 27,500 
Income Expenditure Bill Les.s : Dep. __LlTI_ 

Ale 13,211 60,911 Furniture 11,000 
Addition 8,000 

19,000 
Less : Dep. 1,900 

75,111 

31-12-2006 
Rs. 

1,700 
1,350 

1,200 

Amount 
31.386 
2,875 

4,500 

1,100 
1,200 
2,700 

8,600 
28,236 
80,597 

Cr. 

Amount 

11,000 
6,900 

31,465 

9,300 

58,665 

Amount 

28,236 
l.100 

13,500 

1,200 

26,125 

17.100 
75,111 
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* 1. Payment for Bats and Balls 

*2 

*3 

Less : Creditors for Bats and Balls 

Add 

Less 

Bats and Balls purchased during 2006 

Bats and Balls on 31-12-2005 

Bats and Balls on 31 .12.2006 

Amount written off 

5 -27,500 X 
100 

- 1,375 

Payment to Mis Sai Furniture Mart 

Add : Creditors for Furniture on 31.12.2006 

Less: Creditors for Furniture on 31.12.2005 

Furniture purchased during 2006 

Add: WD.V. offumitureon31.12.2005 

Book value of Furniture 

DepreciationofFurniture= 19,000 x
1
~00 = 1,900 

1,200 

182 

1,018 

900 

1~918 

1,200 

718 

8,600 

1,700 

10,300 

2,300 

8,000 

11,000 

19,000 

RECEIPT&PAYMENTACCOUNTANDBALANCESHEET 

Example 5 : From the following Income and Expenditure Account ofRotary Chili 
for the year ended on 31st March, 2006, and Balance sheet as on 
31st March,2006, prepare Receipt and Payment Account for the year 
ended on 31st March, 2007 and Balance sheet as on 31st March, 
2007. 

To Salaries 
To Rent 
To 'Iravelling exp. 
To Printing & Stationery 
To General Charges 
To Periodicals 
To Excess of Income 
over expenditure 

Liabilities 

General Fund 
Liabilities Outstanding 

Rs. 
5,000 By Subscription 
1, 100 By Entranc:e fees 

50 By Donation 
100 By Interest 
150 
50 

5,050 
11,500 

Balance-Sheet !As on 31.03.2006) 
Amount Assets 

Rs. 

17,250 Furniture 
Sports Equipment 

Rs. 
9,400 

600 
1,000 

500 

11 ,500 

Amount 
Rs. 
4,000 
2,000 



Expenses 
Rent 
Salaries 

100 
650 

18,000 

Other Information (31.3.2007) 

Outstanding Subscription 

Outstanding Salaries 

Outstaoomg Rent 

Investments 
Subscription Receivable 
Interest Receivable 
Bank Balance 

Rs. 

800 

400 

200 

Solution: Receipt And Payment Account 

(For the year ended on 31st March, 2007) 

Particulars Amount Particulars 
Rs. 

To balance bid 1,400 By Salaries • 1 
To Subscription *3 9,100 By Rent *2 
To Entrance Fees 600 By Travelling Exp. 
To Donation 1,000 By Printing & Stationery 
To Interest "' 5 600 By General Charges 

By Periodicals 
By Balancec/d 

12700 

Balance Sheet (As on 31"' Dec., 2007) 
Liabilities Amount Assets 

Capitalfimd 17,250 Furniture 
Add : Excess of Sports equipments 
Income over expeoditwe 5,050 22,300 Investments 
Liabilities ( outstanding Exp) Subscription Receivable 
Salaries 400 Bank. Balance 
Rent 200 

22,900 

*1 Salaries 5,000 
Add : Outstanding of Last year 650 

5,650 
Less : Outstanding of Current year 400 

5,250 
*2 Rent 1,100 

Add : Outstanding of last year 100 

- 1,200 
Less : Outstanding of current year 200 

1,000 
*3 Subscription 9,400 

Add : Outstanding oflast year 500 
9,900 

Less : Outstanding of current year 800 
9,100 

*4 Interest 500 
Add : Accrued Interest of last year 100 

600 

10,000 
500 
100 

1400 

18,000 

Amount 
Rs. 
5,250 
1,000 

50 
100 
150 
50 

6,100 

12,700 

Amount 
4,000 
2,000 

10,000 
800 

6,100 

22,900 
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ACCOUNTING FOR INCOMPLETE RECORDS: 

Accountants are all too often faced with the problem of preparing accounts from 
incomplete records. The statement refers primarily to business undertakings, but 
may also be applicable in appropriate circwnstances to the accounts of various 
types of non-tracling concerns. 

It is hoped that for those engaged in this type of work, this discussion may be useful 
as a summary of considerations which should be kept in mind when preparing 
accounts from incomplete records and of procedures which have been found helpful 
in practice. 

Incomplete records means the state of affairs which exists when there is lacking 
some or the entire prime accounting mfonnation from which in the nonnal way the 
books of a business are written up and final accounts prepared. It is not, for 
instance, applicable where an adequate system exists for supplying the accountant 
with infonnation in a suitable form for writing up his client's books or otherwise 
collating the essential information and subsequently preparing final accounts. 

Preparation of accounts from incomplete records 

The steps in the preparation of the accounts of a trading concern from incomplete 
records may be summarized as follows: 

1. drawing up an opening balance sheet where one is not available; 

2. preparing summary cash and bank accounts; 

3. scheduling debtors and creditors; 

4. ascertaining, in consultation with the client, that the amount at which stock 
is to be stated appears reasonable, having regard to the nature of the trade 
and the circumstances of the business; 

5. making year end adjustments for provisions, transfers, etc.; 

6. preparing the final accounts from the infonnation thus assembled. 

Summary cash and bank accounts 

Before beginning to build up and analyze the summary cash and bank accounts, it 
is important to obtain the client's assurance that he has made available all the 
requisite information pertaining to his business, and that no business receipts or 
expenses have been passed through other bank, deposit or petty cash accounts. 
Failing this, it is desirable to examine such other bank statements. 

The adequacy of the final accounts depends largely on the care with which summary 
cash and bank accounts are prepared. Normally at least some records are.available 
(bank statements, some vouchers, possibly a cash book) but by definition they will 
be incomplete because either (a) items have been recorded but are unexplained and 
unsupported, or (b) items have been wholly omitted. 



Any unexplained items remaining after analysis of the bank statement require exami
nation to determine whether they relate to private or business transactions and in the 
latter case whether these are capital or revenue. Payments into the bank should also 
be scrutinized to ensure that any non-trading receipts such as clividends, rents from 
private properties or capital items are segregated from trading items. Unusually large , 
receipts or payments will generally stand out clearly from the normal level of trading 
iteim, and will prompt inquiry. They may be attnbutable, inter-alia, to the introduc
tion of new capita~ loans or the realization of business assets, or, if they are out
goings, to loans, purchases of new equipment, or personal drawings. 

In prep~g the summary cash account the usual procedure is to attempt to reduce 
the likelihood of omissions by inquiring into those payments which are known to be 
of a recurring nature. Some are fixed or semi-fixed in amount and may be readily 
accounted for: rent, rates and insurance, for example, or in some businesses, wages 
and salaries. Other payments, while variable, are known to- recur, and omissions 
may be remedied by inquiry or reasonable estimate. Thus inquiry can be made as 
to whether telephone, gas and electricity charges have been paid when due and 
properly accounted for, or whether a monthly account with a major supplier has 
been regularly discharged; if necessary it may be possible to obtain duplicate state
ments. By concentrating attention on cash outgoings (which will normally include 
payments on private account and drawings), assistance is often obtained in arriving 
at the figure for business takings where no record of these is available. Similar 
inquiries should be made so as to ensure that recurring income ( such as rents , 
receivable) is fully accounted for. 

If after full inquiry any cash difference revealed by the foregoing procedure remains 
unexplained it is normally treated, in the absence of evidence to the contrary, as 
unrecorded sales in the case of a cash excess (that is, where cash disbursements 
exceed cash rece~pts) and as unrecorded disbursements in the case of a shortage. 
Ifthere is nothing to indicate that any business outgoings have been omitted then the 
shortage would normally be dealt with as drawings. Before taking these steps, 
however, the unexplained difference should be fully discussed with the client and the 
effect of the proposed treatment made clear to him The posSibility should not be 
overlooked that even an immaterial difference may be the net result of material 
errors on both sides of the account. 

Debtors and Creditors: 

In preparing schedules of debtors and creditors the accountant will draw on such 
evidence as is available, supported by personal observation and his knowledge of 
the client's business. Usually the client keeps some form ofrecord of debtors and 
care should be taken to separate business from private debtors and guard against 
omissions. Reference to banking and any record of cash receipts after the end of 
the client's accounting year may serve to indicate whether any material items have 
been omitted. In the same way the schedule of creditors may be drawn up or tested 
by reference to payments made after the year end. Comparison with the previous 
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year's schedule, if available, may indicate whether a regular supplier's account has 
been omitted and past experience may be of assistance in suggesting creditors who 
would normally be expected at the year end or who are Jax in presenting accounts. 
Information regarding prepayments and accruals should be noted so that the normal 
adjustments may be made in preparing the accounts. 

Stock and Work-in-progress: 

The amount at which stock and work in progress is to be stated in the accounts 
should be ascertained in the light of such supporting evidence as is available, the 
objects being to ascertain that it appears consistent with the circumstances of the 
business and to ensure that it is appropriately descnbed in the accounts. Examina
tion of the schedule of year end creditors may help to indicate material omissions 
or over-statements, and regard should be had to any relevant trade custo~, such 
as the post-dating of invoices. In respect of business trading in stocks with a high 
unit value it is desirable, where possible, to prove the closing stock figure by 
reconciling unit purchases and sales for the period under review with opening stock 
Consideration should be given by the accountant to attendance at stocktaking whilst 
it is in progress whenever practicable and to the performance of such other tests as 
he may deem necessary. This is especially important where stock and work in 
progress is a material factor in relation to the total assets of the business. 

Particular inquiry should be made as to the basis used to arrive at the amount at 
which stock is stated. This should be appropriate to the circumstances of the 
business, and should be consistently applied from year to year. 

Sometimes stocktaking is carried out by professional valuers. It may be advisable 
for the accountant to consult with the valuer to ascertain the treatment of ite~ 
which present special problems, such as goods received but not invoiced at the 
stocktaking date and goods on sale or return. 

The extent to which the amount at which stock is stated can be reasonably verified 
will determine its description in the accounts. The description should concisely 
indicate the basis used in arriving at the stock figure; for example, where it proves 
necessary to accept stock at an amount as estimated by the proprietor the narrative 
should make this clear. 

Provisions, transfers and year end adjustments 

Depreciation: An adequate amount should be charged for the depreciation of fixed 
assets employed in the business. 

Taxation: Various methods of dealing with tax in accounts prepared from incom
plete records may be adopted, and the amount so charged should be disclosed 
separately in the drawings or capital account. Whatever treatment is adopted, it is 
important that the basis on which tax has been charged is made clear in the ac
counts, and that the client understands the liabilities pending and I.ikely to arise ori 
his current profits. 



Personal benefits from the business, etc: A number of adjustments may have to 
be made before completing the final accounts in respect of such items as private 
accommodation in business premises, private use of car and private consumption of 
trading goods. Other transfers may involve charging the business a notional rent for 
the use of business premises owned by the proprietor or making a charge for the 
use of various private facilities provided by the trader. Where the relevant propor
tions have been agreed with the Inland Revenue Department it may be found 
convenient to adopt the same proportions in the accounts in order to avoid adjust
ments in the tax computation. 

Contra accounts: In certain circumstances transactions may be settled by the 
exchange of goods, cash passing only to the extent of the difference in value. For 
example, it is common practice for motor vehicles to be purchased and sold on a 
part exchange basis. There may be no adequate record of such transactions, and 
the problem may be made more acute by the set-off of trading against private items. 1 

Where such transactions are known to be customary or probable the accountant 
should inquire into them and ensure that they are properly accounted for. 

Critical review 

Once the final accounts have been prepared they should be subjected to a critical 
review, with the object of ensuring, so far as possible, that they present a true and 
fuir view, the accountant bringing to bear his professional skill and judgment in 
reviewing the .figures in the light of the circumstances of the business and his knowl
edge of the way it works. 

It is normal procedure to make comparisons with previous years' figures and gross 
profit percentages; the latter should also be compared with such infonnation as is 
available concerning other similar businesses. Variations do not necessarily indicate , 
accounting inconsistencies, but should be inquired into until an adequate explanation 
bas been obtained. If the nature of the business permits, a quantity reconciliation of 
stocks, purchases and sales should be made. 

The capital account should also be scrutinized to see whether the drawings shown 
in it appear consjstent with the client's circumstances (after allowing fur other sources 
of income) and to ascertain the sources of any new capital introduced. It is usual 
to show separately such items as taxation, life assurance premiums, investment 
purchases and details of cash introduced. The treatment and description of such 
items will depen~ on the particular circwnstances of each case. 

Having completed his critical review, the accountant will probably have a number 
of queries arising on the draft accounts which will necessitate an interview with the 
client. It is important to discuss the accounts with the client to ensure that they 
accord with his knowledge of the facts, and the opportunity may be taken to draw 
attention to a number ofless obvious points revealed by the accounts, which may 
prove of help to the client in directing his business and encourage him to recognize 
the practical use to which reliable accounts may be put. 
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Capital computation method of estimating profits 

Sometimes records and information are so inadequate that it proves impossible to 
prepare accounts in the normal way. It may then be necessary to use the capital 
computation method to arrive at the estimated business profits. The net assets at the 
beginning and the end of each relevant financial period are compared, the difference 
indicating the variation in the client's business capital over the period. This fi~e is 
then adjusted to arrive at the profits of the business for the period, allowance being 
made for the amount of known or estimated outgoings of a non-trading nature: for 
example, drawings and other payrrents on private account such as holiday or medical 
expenses, salaries tax payments, etc. A contrary adjustment is made to eliminate 
receipts of a non-trading character such as income from private investments, lega
cies, moneys arising from the realiz.ation of private assets, etc. The resulting figure 
will be the estimated business profits for the period under review. 

INSURANCE ACCOUNTING: 

Term insurance is designed to provide pure life cover and so will provide benefit on 
death during the tenn of a policy. The policy can be purchased for any selected time 
period. The insurer pays the policyholder's estate ifs/he dies during the term of the 
policy, but ifs/he survives s/he will receive nothing. Term insurance is a protection 
product, for example it is connnonly written in conjunction with repayment mort
gages to provide a form of repayment protection. 

WHOLE LIFE ASSURANCE 

A whole life policy has no fixed term and there will always be a benefit ( contractual 
amount, adjusted for items such as policy loans and dividends, if any) at the death 
of the insured. For example: whole life policies are sometimes used to provide a 
b~efit on death to enable beneficiaries to pay the Inheritance Tax Liability on the 
estate. 

ENDOWMENT ASSURANCE 

An endowment assurance policy will pay the policyholder a sum after a fixed period 
or on death before the period is completed Unlike.term assw-ance and whole life 
assurance the policyholder can receive the benefit. Endowment polices are generally 
used as investment/saving products. For example: repayment of the capital amount 
owing on a mortgage. Many whole life and endowment policies are written as 'with
profit' policies whereby the policyholders are entitled to share in surpluses arising 
on the business. In a proprietary company such surpluses are often divided on the 
basis of90% to policyholders and 10% to shareholders. 

MAXIMUM INVESTMENT CONTRACTS 

Certain contracts are designed to provide minimal life cover and are principally 
investment products, for example, unit hked policies. Benefits may take the form of 
a capital sum on maturity which is often partly guaranteed (they are typically subject 
to market value adjusters, so that the return is reduced if the investment return 



obtained by the life company is not sufficient to support the guarantee) or may be 
paid as income through the period of the policy. As investments, these products will 
be in direct competition with other forms of medium tenn deposits, such as building 
society deposits or unit trusts. 

Unit Linked Policies 

With a unit-linked policy the policyholder buys units in a pooled investment fund and 
therefore participates directly in the investment performance of the underlying funds. 
The return arising from a unit linked policy is determined by reference to the value 
of a particular fund of investments. The performance of the contract is objectively 
linked to the investment performance of the fund investments rather than being at the 
discretion of the insurer and thus the investment risk is passed on to the policy
holder. 

A unit linked policy differs from a conventional policy in that: 

• A guaranteed percentage of each premium is allocated to units in the life 
fund. 

•. The capital growth, and frequently the income of the fund, is re-invested in ' 
the fund, and is reflected in the increased value of the units. The policyholder 
benefits directly from the total investment growth and income. 

• The basis of the charges by the life company is normally fixed at the outset 
of any policy. 

Companies that write only unit linked policies tend to be subsidiaries of banks 
('bancassurers'). 

ANNUITIES 

An annuity policy provides for payments to be made at regular intervals, starting at 
a specified date, and usually continuing until the death of the policyholder. The 
amount of the payment is specified by the policy, and may be constant throughout 
the annuity period, or may increase at a prescribed rate. 

PENSIONS 

Pension policies involve paying regular or single premiums to create a stream of 
income (starting at retirement), usually also with the option of paying a capital swn 
In essence, these policies are savings contracts, leading to a deferred annuity and 
a capital payment. They are distinguished from other life policies in the UK by their 
taxation treatment, both for the policyholder and the insurer. For example, the 
premiums paid .and the investment income generated is tax deductible and exempt 
from tax respectively. 

PERMANENT HEALTH INSURANCE (PID) 

A permanent health policy provides for income to be paid in the event of the insured 
falling ill The sum paid depends on the particular contract, and may be either fixed 
or escalating, and for a limited period or paid indefinitely. 

----~-- -
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Premiums 

A premium is a sum paid to the life office to assure the benefit specified by the 
policy. 

PAYMENT OF PREMIUMS 

Single premium contracts 

These contracts require the payment of a single amount by the policyholder at the 
start of the contract term. 

Regular premium contracts 

The policyholder is contractually obliged to make payments at regular periods to the 
insurer o_ver the term of the policy, e.g. monthly, annually. 

Recurring single premium 

Neither the timing nor the amount is determined in advance. Pension policies are 
often structured in this manner so as to allow the policyholder maximum flexibility 
in making contnbutions, for example by reference to the level of his/her income in 
any year. 

THE CALCULATION OF THE PREMIUM 

· Insurance companies need to set a price for the cover given which is sufficient to 
pay: 

a) the cost of any benefits which may be paid to the policyholder, 

b) the commission paid to salespersons or intermediaries; 

c) the costs of administering the policy, and 

d) the target profit. 

Calculating the level of premium for a•particular type of policy involves the expertise 

of a company's actuary. There are four main factors the actuary must consider when 
setting the level of premium 

• Mortality 

• Current and Future Investment Income ('Interest') 

• Current and Future Expenses 

• A Contingency Factor 

Mortality 

The actuary will refer to 'mortality tables', and from these, on the basis that the 
policy will be s~ld to a sufficiently large number of policyholders, the actuary can 
determine the appropriate premium to be charge~-to someone of a given age, sex 
and state of health. For example: statistically women have a higher lire expectancy 
and generally pay lower premiums for life cover. 



Thus for a person aged 55 who requires Rs.1,00,000 cover for a period of one 
year, the premium required for purely mortality risk might be Rs. I 000. f!owever for 
a person aged 25, the premium required might be only Rs.200. Thus the 55 year 
old policyholder pays a higher premium because of the increasing probability of 
death with advancing age. 

So if lire assurance was taken out an annual basis, premiurn5 would have to increase 
year by year as the risk of the policyholder dying increases. In practice such a 
system would be unworkable since a) as the policyholder gets older the annual 
increases in premiums would get greater and greater until they eventually became 
prohtbitive; and b) in order to assess accurately the life assured 's risk of dying in 
the next year other factors would be relevant, for example: the general health of the 
policyholder. Thus the insurance company would have to require the policyholder 
to submit to a medical examination prior to yearly premiums being set. This would 
substantially increase the costs of administering the policy and p~ would have 
to be boosted still further. 

Thus lire assurance companies have generally adopted the practice of writing long
term contracts whereby a level premium is paid throughout the duration of the 
policy. The premium paid in the early years is therefore higher than is needed to 
cover the cost of a claim in those years . The balance at the end of the year is kept 
in a fund in order to meet the cost of claims in the later years when the premiums 
will be lower than required to cover the mortality risk. 

Investment Income 

Premiums received by the company earn investment income in the form of dividends 
and interest from the shares and other investments owned by the company and 
additional profit may result from eventually selling the shares at a higher price than 
they originally cost. Thus the actuary will need to consider likely future rates of 
interest and allow for this within the calculation of the premium 

Expenses 

Some margin must be added to cover the life assurance company's future expense 
levels to be experienced in administering the policy. These include: agents' and 
brokers' initial and renewal commissions, overhead expenses, staff salaries, adver
tising, etc. The expense loading to a premium is not simply a matter of sharing out 
the total expenses to each policyholder since each policy does not give rise to the 
same types or amounts of expenses. Therefore the expense loading must reflect in 
some equitable manner the expenses the particular type of policy gives rise to. 

Contingency Factor 

Actuaries are very conservative in their assumptions on mortality, interest and ex
penses and include a contingency factor to give a safety margin to meet any unfore
seen resuhs. They also allow for the probable rate of lapses or early surrenders of 
policies before their term. 
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In detennining premium rates the actuary will consider, inter alia: 

1) the sum assured; 

2) the age of the policyholder, his/her general health and life style e.g. smoker/non
smoker; 

3) future investment returns; 

4) future expense levels in administering the policy; 

5) allowance for contingencies given the uncertainties involved; 

6) the target profit; 

7) the price at which similar products are being sold by other companies. 

ACCOUNTING PREMIUMS 

Regular Premiums 

The accounting entries to rerognize a Rs. 50 renewal premium on a regular premium 
policy in the month in which the premium falls due would be: 

Policyholder/Intermediary Debtor (Balance sheet) 

Premiums Written (Technical Account) 

Dr. 50 

When the premium is actually received the following entries will be made: 

Cash Dr. 50 

Policyholder/Intermediary Debtor 

50 

50 

' If a debit balance remains on the policyholder/intermediary debtor account this will 
indicate that a premium has not be received and either the policy may have lapsed 
or the intermediary has not yet settled the account. 

Single premiums and initial premiums 

Under these cases the cash is usually required when the policy proposal is made and 
the accounting entry would be: 

Cash 

Premiums Written 

CLAIMS 

Dr. 50 

50 

The amount of claim that is paid to the policyholder depends the type of policy 
written, and in particular whether it is without or with profit. It is paid either on death 
or on the maturity of an endowment type policy. 

Without-profit Policies: The only benefit derived by the policyholder ( or his/her 
estate) is payment of the sum assured. This amount is determined by the original 
terms of the policy. 



With-profit Policies: This term is used to describe policies where the policyholders 
are eligible to participate in the surpluses established. Thus the claim amount is 
dependent on: 

1) the investment performance; 

2) the expenses; 

3) the mortality experience; 

4) the rate of lapses or surrenders of policies; and 

5) taxation. 

The policyholder therefore bears much of the risk and only a small proportion of 
the claim is represented by any guaranteed sum assured. 

Unit-Linked Policies: The claim amount is determined by reference to the value 
of the specified fund of investments. 

Reversionary and terminal bonuses: Apart from the guaranteed death benefits 
assurance companies give the 'with-profits' policyholders bonuses during the policy 
period which are allocations of surplus arising from the life fund. There are usually 
two types of bonuses: reversionary bonuses and terminal bonuses. Reversionary 
bonuses are declared, often annually, during the policy tenn, normally as a propor
tion of the sum assured ( simple reversioruuy bonuses) or as a proportion of the sum 
assured and previously declared bonuses (compound reversionarybonuses). They 
increase the policyholders' claim entitlement but are actually paid only when a claim 
arises. 

Terminal bonuses are paid in addition to the ordinary reversioruuy bonuses and are 
allocated only to policies becoming claims by death or maturity. 

Some assurance policies include what are known as 'guaranteed bonuses', which 
form part of the contractual obligations that are allowed for in determining the 
original premium and are not strictly bonuses at all. 

Outside the UK, these additional payments to policyholders often primarily repre
sent refunds of premiums where these have traditionally been set at levels jn excess 
of those required to cover expected costs and claims. 

Surrenders: Since many of the assurance policies are used, in part or whole, as 
a savings vehicle, policyholders may wish not to continue with premium payments, 
so the insurer builds into the contract a provision for its surrender for a cash sum 
prior to the end of the policy term. The amount payable will generally be less than 
the total premiums already paid by the policyholder. 

Accounting for Death Claims 

Notification of the death of a policyholder will be received by ~e assurance com
pany. For example if the sum assured is Rs.1,00,000, the insurer will immediately 
set up a provision for this amount. 
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Claims Paid (Technical Account) 

Claims Outstanding (Balance Sheet) 

Dr. 2,000 

2,000 

The company will then require a death certificate prior to paying the beneficiaries. 
Once this is received the following entries will be made: 

Claims Outstanding (Balance Sheet) 

Cash 

Accounting for Surrenders/Maturities 

Dr. 2,000 

2,000 

For surrenders or a maturity no accounting entries will normally be made until the 
payment is authorized. 

For example: Rs.50,000 surrender or maturity would be: 

Claims Paid (Technical Account) 

Cash 

Dr. 1,000 

1,000 

Although the maturity could be previously foreseen, no entry for the liability is made 
in the accounts as the amount will have previously been allowed for in the actuarial 
estimate of the 'technical' provision for the long term business. 

COMMISSIONS 

Commissions are paid to brokers or agents ('intermediaries') as an incentive to sell 
policies and maintain and expand the life company's business. They are usually at 
very high levels ranging from 5% to over 100% of the premiums paid. Commission 
can therefore amount to a very considerable expense in the technical account of the 
I.ire company. There are two types of commission: initial commission on new policies 
and renewal commissions for subsequent periods. The commission paid to the 
agents arises in the form of a large initial payment but the insurer generally has the 
right to recover some of this money if the policy lapses within the period over which 
the commission is earned. 

REINSURANCE 

Companies normally 'lay-off' a proportion of the risk by reinsuring with other 
insurance, or specialist reinsurance, companies. The accounting for the reinsurance 
premiums paid, claims reimbursements received and commissions paid is effectively 
the mirror image of the accounting for the direct insurance. 

LONG TERM BUSINESS PROVISION 

The revenue items entered in each year's life technical account do not in themselves 
match, and in order to give a proper view of the financial position of the company 
an adjustment is needed for the long term liabilities, as there is usually a significant 
period between the inception of a policy and the receipt of premiums, and the final 
payment of benefit. The cost of providing the benefit has to be allocated to a 
number of accounting periods. It is therefore necessazy to make provision, at the 



end of each accounting period, for the future liability to pay the ultimate benefits to 
the policyholders As this is a long term liability, the amount of which will depend on 
a range of factors, an actuarial estimate of the final amount to be paid needs to be 
carried out. 

THE ACCOUNTS 

A life assurance company, like any other body incorporated under the Companies 
Acts, is required to publish statutory accounts annually. In a life assurance company 
the interests of the shareholders and policyholders are in potential conflict because 
profit to one group may represent a loss to the other and vice versa. It is the 
actuary's responsibility to monitor the split of profits and losses between sharehold
ers and policyholders. Therefore the statutory accounts have to be for the benefit 
of both groups. These accounts comprise a balance sheet and profit and loss 
account together with notes and other statements required by Accounting Stan
dards. The profit and loss account has three sections; a technical account for non
life insurance business, a technical account for life assurance business and a non
technical account. The EU Insurance Accounts Directive has introduced these stan
dardized formats for the accounts, based on the Fourth Directive formats but adapted 
to the special circumstances of insurance companies. As under the 

Fourth Directive, the accounts are now required to give a 'true and fair view' (see 
Horton, J. and Macve, R, Accounting Principles for Life Insurance, ICAEW, 1995). 
The ABI is currently developing a revised Statement of Recommended Accounting 
Practice ('SORP') to reflect the changes introduced by the Directive. 

PROFIT AND LOSS ACCOUNT 

The profit or loss of a proprietary company is mainly comprised, inter alia, of the 
underwriting results (being the balances of the life and non-life technical accounts), 
the income and expenditure relating to shareholders' other business, and the invest
ment income on both shareholders' funds and non-life insurance 

funds, dividends paid to shareholders and the balance of inappropriate profits which 
is added to the retained profits and reserves. The taxation relating to the sharehold
ers' profits is shown as the tax charge in the non technical section of the profit and 
loss account. 

BALANCE SHEET 

The balance sheet of an insurance company will include, inter alia, the investments 
(which in the EU can either be stated at market value or at original cost); amounts 
receivable and payable; deferred acquisition costs and technical provisions for in
surance liabilities - for example unearned premiums, outstanding claims, and life 
business technical provisions. 

CONCLUSIONS 
The major differences in accounting fur life inrurance as compared with other indus
tries derive from the long time period between receipt of premiums and the payment 
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of claims. This gives rise to the need for actuarial estimates of the liability in order 
to determine both the solvency and the profitability of life business. 

SUMMARY 

• Non-trading organisations exist with a primary motive of providing service. 

• They prepare Receipt & Payment Account, Income & Expenditure Account 

and Balance sheet. 

• Receipt and Payment Account is mere a summary of the cash transactions. It 
includes all revenue as well as capital nature of expenses and incomes. 

• Income and expenditure account is similar to the P&LA/c and records all 
current accounting period's expenses and incomes of revenue nature only. 

• Incomplete records means the state of affairs which exists when there is 
lacking some or the entire prime accounting information from which in the 
normal way the books of a business are written up and final accounts 
prepared. 

• Term insurance is designed to provide pure life cover and so will provide 
benefit on death during the term of a policy. The po !icy can be purchased 
for any selected time period. 

• An endowment assurance policy will pay the policyholder a sum after a 
fixed period or on death before the period is completed. Unlike term as
surance and whole life assurance the policyholder can receive the benefit. 
Endowment polices are generally used as investment/saving products. 

• Wrth a unit-linked policy the policyholder buys units in a pooled investment 
fund and therefore participates directly in the investment performance of the 
underlying funds. The return arising from a unit linked policy is determined 
by reference to the value of a particular fund of investments. 

• An annuity po !icy provides for payments to be made at regular intervals, 
starting at a specified date, and usually continuing until the death of the 
policy:iokier. 

• A premium is a sum paid to the life office to assure the benefit specified by 
the policy. 

• Commissions are paid to brokers or agents ('intermediaries') as an incentive 
to sell policies and maintain and expand the life company's business. 

• Companies normally 'lay-off' a proportion of the risk by reinsuring with 
other insurance, or specialist reinsurance, companies. 

EXERCISE 

1. Explain the difference between Receipt & Payments Account and Income & 



Expenditure Account ? Where and why are they used ? 

2. Describe the main sources of Income and Expenditure of non-trading con
cerns. 

3. How will you convert the Receipt & Payment Account into Income & Expen
diture Account ? What additional infonnation will you need for this ? 

4 . Write Short notes on : 

(1) Subscription 

(2) Donation 

(3) Endowment Fund 

(4) Entrance Fees 

5. What do )UU mean by Incomplete Records? Give the procedure to prepare 
accounts for Incomplete Records. 

6. Briefly describe Insurance Accounting. 

7. What factors an actuary must consider when setting the level of premiwn? 

PRACTICAL QUESTIONS 

1. The following particulars are related to the Murali Club for the year ended 
on 31 .. Decembei; 2007 and you are required to prepare an Income and 
Expenditure Account and a Balance sheet. 

To Balance b/d 
Entrance fees 
To Subscription 

2006 
2007 
2008 

To Profit from refreshment 
To Locker Rent 
To Sundry Income 

Receipt and Payment Account 

23,500 
3,000 

500 
35,000 

750 
1,000 
2,000 
1,200 

66,950 

BySalaries 
By Electricity 
By News paper 
By Fixed Deposit 
By Utensils 
By Creditors 
By Balance c/d 

12,000 
1,200 
5,250 

25,000 
2,000 

10,000 
11,500 

66,950 

The Assets and Liabilities on 1 Jan.2007 were : Utensils Rs. 8,000, Furniture Rs. 

25,000, Conswnable Stores Rs. 3,500, Creditors Rs. 12,000. On 31 Dec., 2007, the 
value of the consumable stores was Rs. 7000, creditors Rs. 5500, Subscription Out
standing Rs. 7 50, Accrued Interest was Rs. 250. 

[Ans. Surplus Rs. 24,750, Capital Fund, Rs. 48,500, BIS Total Rs. 79,500] 
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2: The following is the Receipt and Payment account of the Mathura 
club for the year ended on March 31, 2007. 

Receipts Amount Payments Amowlt 

To Cash at Bank 2,800 By Salaries 500 

To Subscription 10,500 By Printing a.od 300 

To Annual day Receipt 5,400 Stationery 

To Mushaira Receipts 4,600 By Annual day expenses 400 

To Dividend on shares 400 By Musb.aira Expenses 2,200 

By Telephone charges 500 

By Sundry Expenses 500 

By Share Purchased 15,400 

By Postage & Telegram 440 

By Building Maintenance 1,308 

By Cash at Bank 2,152 

23,700 23,700 

The following further information is :furnished: 

(i) The value of the building owned by the club stood at Rs. 10,000 as on 1st 

April, 2006, Depreciation at 5% ~ to be provided. 

(iI") There were 200 members paying subscription at the rate ofRs. 50 per annum 
each. 

(iii) As on 1-4-2006 no subscription had been received in advance but subscrip
tions were outstanding to an extent of Rs. 200. As on 31st March. 2006, 
Subscriptions outstanding were Rs. 300. 

(iv) Postage stamps worth Rs. 70 were with secretary at the beginning of the year 
and the stamps at the end of the year were of the value ofRs. 20. 

(v) The investment in shares at the beginning of the year was to the extent ofRs. 
1400. 

(VI") An amount of Rs. 40 in respect of the annual day receipts was yet to be 
received. 

(vii") The rent of the theatre amounting to Rs. 600, where the Musbaira was held, is 
still to be paid. 

(vin") Hire of telephone to the extent of Rs. 50 is paid in advance. 

You are reqwred to prepare the Income and Expenditure Account for the 
year, ended on March 31, 2007 and Balance Sheet as on 1-4-2006 and 31-

3-2007. 

[Ans. -Surplus-13,192, 
Balance-sheet (2006) - 14,470, 

Balance-sheet (2007) - 28,8620 



Note: Subscription in advance. Rs. 600, Postage Rs. 490/-

3 : The Goyal Dispensary ofVrandavan bad the following balance 
on 31st December 2007. 

Liabilities Amount Asset 

Rs. 

Salaries payable 6,000 Cash 
Subscriptions received F.quipments 

in advance 1,000 Stock on medicines 

Capital Fund Fittings and Fixtures 

As on 1.1.2007 Subscriptions due and 

Add : 22,400 receivable 

Life Membership 5,000 

Surplus 3,800 31,200 

38,200 

The accompanying Income and Expenditw-eAccount was the following : 

Income and Expenditure Account 

(For the year ended on 31st December 2007) 

Dr. 
Particulars Amount Particulars 

To Salaries 70,000 By Entrance Fees 
To Cost of Medicines used 13,400 By Subscription 
To Depreciation on Equipment 1,200 By Miscellaneous Receipts 
To Miscellaneous Expenses 3,000 By Profit on Sale of Old Furniture 
ToSwplus 3,800 (Book value Rs. 3,000) 

By Grant from Municipal Corpn 

91,400 

Amount 

Rs. 

3,000 

16,000 

3,200 

12,000 

4,000 

38,200 

Cr. 
Amount 

600 
72,200 

300 
400 

17,900 

91,400 

On 31-12-2006, equipment stood at Rs. 2,000. Subscriptions due and received to
talled Rs. 15,000 where as subscriptions aheadyreceived for 2007were Rs. 1,400, 
Stock of Medicines on 31-12-2006 was Rs. 2200. Prepare Receipt and Payment 

Account of the Dispensary for the year ended on 31-12-2007 and the Opening Bal
ance sheet as on 1 ri January, 2007. 

[Ans.: Balance of Receipt and Payment Account - Rs. 3,000/-, Balance-sheet
Rs. 23,800] 

[Hint: Subscription= Rs. 72,800 (72,200 + 5,000 - 400 + 1,000-4,000)] 

Example 4: From the following Income and Expenditure Account, prepare 
Receipt and Payment Account for the year ended on Dec. 31, 
2006. 
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Income & Expenditure Account 

(For the year ended on 31-12-2006) 

To Salaries 100 By Donations 
To expenses 150 By Subscription 
To Rates & Taxes 25 
To Depreciation 45 
To excess of Income 
over Expenditure 380 

700 

Additional Information : Ason 

1.1.2006 
Fixed Assets 450 
Subscription outstanding 100 
Subscription received in advance 
Outstanding Expenses 5 
Cashin hand 50 
Cash in Banlc 5 
[Ans- Receipt & Payment Balance - Rs. 4 I 5.] 

200 
500 

700 

Ason 

31.12.2006 
500 
150 
75 
IO 
? 

355 

(Hint: Expenses= 150 + 5 - 10 = 145; Subscription= 500 + 100- 150 + 75 = 525, Oosing 
Bank Balance to be included) 



9 ISSUE OF SHARES 

The Chapter Covers : 

• ISSUE OF SHARES 
• SHARE CAPITAL: 
• MEANING, NAlURE AND TYPES OF SHARES : 
• PREFERENCE SHARES: 
• EQUITY SHARES: 
• SUBSCRIPTION OF SHARES: 
• ACCOUNTING RECORD REGARDING ISSUE OF SHARES: 
• ISSUE OF SHARES AT PREMIUM 
• ISSUE OF SHARES AT A DISCOUNT: 
• CALLS- IN-ARREARS: 
• CAU5-IN-ADVANCE: 
• FORFEITURE OF SHARES 

ISSUE OF SHARES 

Meaning of company: A company is an artificial person created by law, having a 

separate corporate and legal entity from its members, perpetual succession and a 

common seal 

According to Lord Justice Hanay, "A Company is an artificial person created by 

law with a perpetual succession and a common seal 

Salient Features of A Company; 

Following are some of the important features of a company: 

• It is an incorporated association. 

• It is an artificial person created by law. 
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• It has a separate Jegal entity. 

• It has a perpetual existence because the existence of a company is indepen
dent of its members. 

• It has a common seal 

SHARE CAPITAL: 

Share capital refers to the portion of a capital that has been obtained by issuing 
the shares to the shareholder. The amounts invested by the shareholders towards the 
face value of shares are collectively known as share capital. 

Types of Share Capital: Share capital of a company is divided into following 
categories: 

• Authorized Share Capital: Authorized capital refers to that amount which is 
stated in the 'Capital Clause' of the 'Memorandum of Association' as the share 
capital of company. It is the maximum amount of share capital, which a com
pany is authorized to raise through issue of shares. It is also known as regis
tered capital or nominal capital. 

• Issued Share Capital: A company may not issue total authorized capital. Is
sued capital refers to that portion of authorized capital which is issued by the 
company. Issued capital will always be less than or equal to the authorized 
capital. 

• Subscribed Share Capital: It is that portion of issued capital which has actually 
been subscnbed by the public and has been allotted to them. It is also known 
as allotted capital If all issued capital is fully subscribed, then the term 'issued 
capital' and 'subscribed capital' carry the same meaning. 

• Called up Share Capital: The portion of the subscnbed capital which a com
pany has demanded or called from the shareholders is known as Called -up 
capital and the balance, which the company has decided to demand in future, 
may be referred to as Uncalled Capital 

• Paid up Share Capital: It is the part of called up capital which is paid by the 
shareholders. Sometimes shareholders fu.il to pay the amount demanded from 
them as call, that amount is known as 'unpaid call' or 'call in arrears' . Thus, call 
in arrears means the amount not paid although it has been demanded by the 
company. To calculate paid up capital, the amount of call in arrears is deducted 
from called up capital. 

• Reserve Share Capital: According to Section 99 of the Companies Act, 
1956, a company may decide by passing a special resolution that a certain 
portion of its subscnbed uncalled capital can be called only in the event of 
winding up of the company. Thus, tl;te portion of uncalled capital which a com
pany has decided to call only in case ofliquidation of the company is called 
Reserve Liability or Reserve Capital It is not necessary to create reserve 



capital 

MEANING, NATURE AND TYPES OF SHARES: 

Meaning: A share is a fractional part of the capital which provides the basis of 
ownership. As per Section 2(46) of the companies act, 1956, a share means share 
in company's share capital and includes stock except where a distinction between 
stock and share is ex.pressed or implied. 

According to Justice Farewell, "A share is the interest of shareholder in the 
company measured by a sum of money for the purpose of liability in the first place 
and ofinterest(dividend) in the second." 

The persons who hold share in their names are known as shareholders. 

Nature of Share: 

• Share is a movable property in the eyes of law. 

• Share offurs some right to and imposes some liabilities on the shareholders. 

• Share is transferable. 

Types of Shares: 

As per the provision of Companies Act, 1956, a company can issue following two 
types of shares, · 

• Preference Shares 

• Equity Shares 

The share capital consisting from preference shares is called preference share .capital 
and that consisting from equity shares is called equity share capital. 

PREFERENCE SHARES: 

According to section 85 of the Companies Act, 1956, persons holding preference 
shares are called preference shareholders. A preference share is one which has the 
following two rights: 

• A right to receive dividend at a stipulated rate or a fixed amount before any 
dividend is paid on equity shares, 

• A right to receive repayment of capital in the event of winding up of the 
company. 

Types of Preference Shares: 

The preference shares may be of the following types: 

1. Cumulative Preference Shares: When profits of the company are distnb
uted amongst the shareholders, the holder of these shares is entitled to get 
dividend at a fixed rate. If in any year the company does not pay dividend 
and the preference shares are cumulative, the dividends on such shares will 
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get accumulated Such dividend is called arrears of dividend. The company 
must pay such arrears in future, before the other shareholders p~cipate in 
the profits. These shares are called cunrulative preference shares because 
dividend for the years of non-payment goes on accumulating. The arrears 
of dividend on cumulative preference shares are shown as a contingent 
liability in the Balance Sheet. 

2. Non-Cumulative Preference Shares: Holders of such shares are entitled 
to take dividend only out of current year's profits. In case no dividend is 
declared in a year due to any reason, the right to receive such dividend for 
that particular year expires. It implies that the holder of such a share is not 
entitled to arrears of dividend .in future. 

3. Participating Preference Shares: A participating preference share is a 
share which carries the right of sharing surplus profit which remains after 
paying equity and preference dividends at specified rates. 

4. Non-participating Preference Shares: A non participating preference share 
is the share which does not carry the right to share in the surplus profit after 
paying specified dividend to preference and equity shareholders. Unless 
otherwise specified, the preference shares are generally non-participating. 

5. Redeemable Preference Shares: If a company is authorized by its Article 
of Association, it may issue Redeemable Preference Shares. Redeemable 
Preference Shares are those shares which are to be redeemed either at the 
fixed date or after a certain period of time during the life time of the com
pany. After the commencement ofThe Companies (Amendment) Act 1988, 
no company can issue any preference share which is irredeemable. In India. 
companies can now issue only this categ~ry of preference shares. 

6. Convertible Preference Shares: These shares give the right to the holder 
to get them converted into equity shares according to the terms and con
ditions of their issue. 

7. Non-Convertible Preference Shares: 1f the right of conversion is not 
available to preference shareholders, the shares are called non-convertible 
preference shares. Unless otherwise stated, a preference share is always 
deemed to be a non-convertible one. 

EQUITY SHARES: 

According to section 85(2) of the Indian Companies Act, 1956 equity shares are 
those shares, which are not the preference shares. In other words, they do not enjoy 
any preferential right in the matter of payment of dividend or repayment of capital 
Equity shares do not carry a fixed rate of dividend The rate of dividend on equity 
shares is recommended by the Board of Directors and may vary from year to year. 
These shares carry vot.ing rights. If the company issued only one type of share
capita~ then it is known as equity share capital irrespective of the fact whether the 
word 'equity' appears in the name of share capital or not. 



Issue of Shares for Cash: A public company issues a prospectus inviting general 
public to subss:;nbe for its shares. In most of the cases, issue price of the share is 
demanded in various installments and each instalhnent is called by a standard name. 
For example, first installment is known as 'Application Money' and the second one 
is termed as 'Allotment Money'. Subsequent installments are called as 'first call' , 
'second call' and so on. The number of last call should be suffixed by the word 'and 
final call'. For example, ifthere is only one call, it will be tenned as 'first and final 
call' and if second call happens to be the last call, it will be expressed as "second 
and final call' and so on. 

Procedure for Share Issue: 

• Share Application: 

Any person willing to purchase shares of that company has to fill a printed 
application form and send it with necessary money directly to the company. 
The amount payable with application form is called share application money. 
Application Money cannot be less than 5% of the face-value of shares. 

• Share Allotment: 

After receipt of application for shares, allotment of shares is made in accor
dance with the terms mentioned in the application fonn. After allotment, the 
applicant becomes the shareholder and there becomes a contract between 
shareho Ider and company. 

• Share-Calls: 

After receipt of application money and allotment of shares, the company 
collects the balance amount unpaid on shares allotted in accordance with the 
tenps of issue. Whatever amount is demanded after allotment is known as 
'call-money'. 

SUBSCRIPTION OF SHARES: 

Meaning of over subscription: Shares are said to be over subscnbed when the 
number of shares applied is more than the number of shares offered. For example, 
a company offered 5000 shares to the public but the public applied for 6000 shares, 
it is called the case of over-subscription. 

Meaning of Under-subscription: Shares are said to be under-subscnbed when 
the number of shares applied is less than the nwnber of shares offered. For example, 
if a company offered 5000 shares to the public but the public applied for 4500 
shares only, it is the case of under-subscription. In such a case, it must be ensured 
that the company has received the rnioimnm subscription. 

Meaning of Minimum Subscription: The term minimum subscription refers to 
the amount which, in the opinion of the Board of Directors, must be raised by the 
issue of shares. A company cannot make any allotment of shares unless the amount 
of minim.um subscription stated in the prospectus has been subscnbed and the sum 
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payable as application money on such shares has been paid to and received by the 
company. The aroount of minimum subscription is disclosed in the prospectus by the 
Board of Directors talcing into account the (ollowing: 

• Preliminary expenses of the company, 

• Commission payable on issue of shares, 

• Cost of fixed assets purchased or to be purchased, 

• Working Capital requirements of the company 

ACCOUNTING RECORD REGARDING ISSUE OF SHARES: 

(ISSUE AT PAR): 

When a share is issued at its nommal or face value, it is known as issue of shares 
at par. For example, if a share of Rs. 10 is issued at Rs. 10, it is said that the share 
has been issued at par. The issue price of a share may be payable either in lump 
sum with the application or in instalhnents. 

Journal Entries: 
The accounting entries will be as follows: 

1. On receipt of application money: 
Bank.Ale Dr. 

To Share Application A/ c 

2. On transferring Application Money to Capital Account: 
Share Application Ale Dr. 

To Share CapitalA/c 

3. On making Allotment Money due: 

Share Allotment Ale Dr. 
To Share CapitalA/c 

4. On Receipt of Allotment Money: 

BankA/c Dr. 

To Share Allotment Ale 

5. On ma.king first call: 
Share First Call Ale Dr. 

To Share Capital Ale 

6. On receipt of first call money; 

BankA/c Dr. 

To Share First Call Ale 
7. On making second and final call: 

Share second and final call Ale Dr. 
To Share Capital ale 

----- -- ...... -~- - -- .. - -- -



8. On receipt of share second and final call money: 
BankA/c Dr. 

To Share second and final call Ale 

Issue of Equity Shares at Par: 

Example 1: 

The authorized capital of Agarwal Limited is Rs. 4,00,0000, which is divided into 
40,000 equity shares of Rs. 10 each. Out of these, 24,000 equity shares have been 
issued to the public and it is payable as: Rs. 2 on application, Rs. 4 on allotment, 
Rs. 2 on first call and Rs. 2 on second and final call Pass the necessary journal 
entries and prepare Balance Sheet in the books of the Company. 

Solution: 

Journal Entries 

Date Particulars L.F. Rs. Rs. 

Bank Ale Dr. 48000 
To Equity Share Application Ale 48000 

(Being application am.own received) 

Equity Share Application Ale Dr. 48000 

To Equity Share Capital Ale 48000 
(Being transfer of application amount to Capital Ale) 

Equity Share Allotment Ale Dr. 96000 
To Equity Share Capital Ale 96000 

(Being allotment money due) 

BankA/e Dr. 96000 
To Equity Share Allotment Ale 96000 

(Being receipt of allotment amount) 

Equity Share First call Ale Dr. 48000 
To Equity Share Capital Ale 48000 

(Being first call due) 

Bank.Ale Dr 48000 

Tcr Equity Ftrst call Ale 48000 

(Being receipt of the amount of first call) 
Equity Second and Final Ale Dr. 48000 

To Equity Share Capital Ale 48000 

(Being Second and Final call due) 

Bank Ale Dr. 48000 

To Equity second and final call Ale 48000 
(Being receipt of the amount of second and final call) 

BALANCESHEET 
Share Capital: Bank 2,40.000 
Authorized capital 
40,000 equity shares of Rs.IO 
Each 

4 00000 

Issued, Subscribed, Called-up 
And Paid-up Capital: 
24000 Equity Shares of Rs.10 
Each 2,40,000 

2,40,000 2,40,000 
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ISSUE OF SHARES AT PREMIUM 

When a company issues its shares (securities) at a price more than the face--value, 
it is said to be an issue of shares at a premium The premium is an amount in excess 
of par value or nominal value or face value of the shares. Thus, if a share ofRs.10 
is issued at Rs. 15, it is said that the share has been issued at a premium ofRs.5. 
When a company issues securities at a premium, the whole amount of premium on 
these securities shall be transferred to Securities Premium Account. 

According to Section 78 of the Companies Act 1956, the Securities Premium 
Account may be applied by the company for the following purposes: 

• To write-off preliminary expenses of the company. 

• To issue fully paid bonus shares to the members of the company. 

• To write-off expenses of, or the commission paid or discount allowed on 
any issue of shares. 

• To pay premium on the redemption of any redeemable preference shares or 
any debentures of the company. 

Journal Entries: 

1. \\'hen premium is payable with applicatiodmoney: 

a) Bank Ale Dr .. (Total application money+ premium) 

To Share Application Ale (Amount received) 

b) When shares are allotted: 

Share application Ale Dr.(Total money on application) 

To Share capital Ale ( application money due on shares allotted) 

To Securities Premium Ale ( amount of premium on shares allotted) 

2. When premium is payable with allotment money: 

c) When it is due: 

Share Allotment Ale Dr. 

To Share Capital Ale 

To Securities Premium Ale 

d) When money due on allotment is received: 

Bank Ale Dr. 

To Share Allotment Ale 

3. When premium is payable with call money: 

e) Share call Ale Dr. 

f} 

To Share Capital Ale 

To Securities Premium Ale 

When money due on call is received: 

Bank Ale Dr. 



To Share Call Ale 

Example 2: 

Goyal Co. Ltd issued 50,000 equity shares of Rs.10 each at a premium of50% 
payable per share as under: · 

On Application Rs. 2.50 

On allotment Rs. 7 .50 including premium. 

Balance amount is received on first call. Pas.s necessary journal entries to record the 
above transaction. 

Solution: 

Date 

GOYAL COMPANY LIMITED 

Journal 
Particulars 

Bank.Ale Dr. 
To Equity Share Application Ale 

(Being Application money on 50000 equity shares 
@ Rs.2.5 received) 

Equity share Application Ale Dr. 
To Equity Share Capital Ale 

(Being Transfer of share application money to equity 
Share capital Ale) 
Equity Share Allotment Ale Dr. 

To Equity Share Capital Ale 

To Securities Premiwn Ale 

(Being Allotment Money due on 50,000 shares 
@ Rs. 7.5 including premium of Rs.5) 
BankA/e Dr. 

To Equity Share Allotment Ale 

(Being receipt of allotment plus premium money) 
Equity Share First Call Ale Dr. 

To Equity share capital Ale 

(Being first call money due) 

BankA/c Dr. 
To Equity Share First call Ale 

(Being receipt of first call money) 

ISSUE OF SHARES AT A DISCOUNT: 

LF Amount Amount 

1,25,000 
1,25,000 

1,25,000 
1,25,000 

3,75,000 
1,25,000 

2,50,000 

3,75,000 

3,75,000 

2,50,000 
2,50,000 

2,50,000 

2,50,000 

When share issued at a price lower than the face value, it is said to be an issue of 
shares at a discount. The excess of the nominal value over the issue price represents 
discount on the issue of shares. Thus, when a share of nominal value of Rs. I 00 is 
issued at Rs.98, it is said that share issued at a discount of 2%. 

According to Section 79, a company is allowed to issue shares at a discount if 
following conditions are satisfied: 

Issue of ~ 11.JJ l:!3 
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I. The issue of shares at a discount is authorized by a resolution passed by the 
company in general meeting and approved by the Company Law Board. 

II. The resolution must specify the maximum amount of discount at which the 
shares are to be issued but the rate of discount must not exceed 10% of 
the nominal value of shares. 

m. At least one year has elapsed since the company was entitled to commence 
the business. 

IV The shares are issued within two months from the date ofreceiving approval 
from the Company Law Board. 

V The shares must belong to a class which is already issued. In other words, 
new class of shares cannot be issued at a discount even by existing or old 
company. 

VI. A new company cannot issue shares at a discount. 

Accounting Record for Discount: 

Whenever shares are issued at a discount the amount of discount is brought into the 
books at the time of allotment by debiting an account called "Discount on the issue 
of shares account''. Thus, the journal entry to record discount on the issue of shares 
is as given below: 

Share Allotment Ne Dr. 

Discount on the issue of Shares Ne Dr. 

To Share CapitalNc 

Note- Record for discount is mostly made at the time of allotment in the absence 
of contrary information. The amount of discount may be written off from capital 
profits or revenue profits and the unwritten off balance is shown in the asset side 
of Balance Sheet. 

Example: 3 

ABC Limited issued 10,000 equity shares of Rs. l 0 each at a discount of Re. I per 
share payable as Rs.2 on application, Rs.3 on allotment, Rs.3 on first call and the 
balance on second call. Pass the necessary journal entries in the books of ABC Ltd. 

Solution: 

Journal Entries 
Date Particulars I.F Amount Amouot 

Bank Ale Dr. 20,000 

To Equity Share Application Ne 20,000 

(Being receipt of application money) 

Equity Sb'are Application Ale Dr. 20,000 

To Equity Share Capital Ne 20,000 

(Being transfer of application amount to capital Ne) 

Equity Share Allotment Ne Dr. 20,000 

Discount on issue of shares N e Dr. 10,000 

To Equity Share Capital Ne 30,000 

(Being allotment due and discount allowe.d) 



B':I~ AJc !Jr. zu,uuu 
To Equity Share alloonent Ale 20,000 

(Being allotment amount received) 

Equity Share First Call Ale Dr. 30,000 

To Equity Share Allotment Ale 30,000 

(Being First call due) 

Bank Ale Dr. 30,000 

To Equity Share First Call Ale 30,000 

(Being amount of first call received) 

Equity Share Second Call Ale Dr. 20,000 

To Equity Share Capital Ale 20,000 
(Being Second Call due) 

Bank Ale Dr. 20,000 

To Equity Share Second Call Ale 20,000 

(Being amount of Second Call received) 

Example 4: 

XY Ltd. offered 50,000 shares ofRs.10 each payable as follows: 

On application Rs.6 and balance on allotment. 

You are required to pass necessary journal entries in each of tbe following cases: 

a). If public applied for 47,000 shares, 

b). If public applied for 55,000 shares. Toe application for 5000 shares is 
rejected and the application money is returned. 

c). If public applied for 55,000 shares and the surplus money is utilized for 

allottrent. 

Solution: 

a) It is a case of under-subscription since the number of shares applied is less 

than the number of offered. 

Journal otXY Ltd 

Date Particulars LF Amount Amotmt 

BankA/c Dr. 2,82,000 

To Share Application Ale 2,82,000 

(Being the application money received) 
Share Application Ale Dr. 2,82,000 

To Share Capital Ale 2,82,000 
(Being transfer of application money to share capital Ale) 

Share Allotment Ale Dr. 1,88,000 

To Share Capital Ale 1,88,000 

(Being the amount due on allotment) 
BankA/c Dr. 1,88,000 

To Share Alloonent Ale 1,88,000 
(Being the allotment money received.) 

Issue of Shares 
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b) It is a case of over-subscription where some applications are rejected and 
the application money is returned. 

JournaJ of XY Ltd 
Date Particulars LF Amount Amount 

Bank Ale Dr. 3,30,000 
To Share Application Ale 3,30,000 

(Being the application amount on 55,000 shares received) 

Share Application Ale Dr. 3,00,000 
To Share capital Ale 3,00,000 

(Being transfer of application money on 50,000 
shares to Share capital Ale) 

Share Application Ale Dr. 30,000 

To Bank Ale 30,000 
(Being the amount of excess application on 
5000 shares returned.) 

Share Allotment Ale Dr . 2,00,000 

. To Share Capital Ale 2,00,000 

(Being the allotment money due) 

BankA/c Dr. 2,00,000 

To Share Allotment Ale 2,00,000 
(Being the aUotment money received) 

c). It is a case of over-subscription where surplus money is utilized for 
allotment: 

Journal entries 
Date Particulars LF Amount Amount 

Ba.'lk ale Dr. 3,30,0000 

To Share Application Ale 3,30,000 

(Being the share application amount on 55,000 
shares received.) 

Share Application Ale Dr. 3,00,000 

To Share capital Ale 3,00,000 

(Being transfer of share application amount of 50,000 
shares to Share capital Ale.) 

Share Allonnent Ale Dr. 2,00,000 

To Share ~pita! Ale 2,00,000 

(Being amount due on allotment of 50,000 shares.) 

Bank Ale Dr. . 1,70,000 

Share Application Ale Dr. .30,000 

To Share Allotment Ale 2,00,000 

(Being Allotment money received and excess of 
application money is adjusted with allotmenl) 

CALLS- IN- ARREARS: 

Sometimes shareholders fail to pay the amount due on installments or calls. Thus, 
Calls-in-arrears refers to the total unpaid amount, called by the company which has 
not yet been paid by the shareholders till the last day fixed fur the payment thereof 



Such amount illustrates th~ uncollected amount of capital from the shareholders; 
hence, it is shown by way of deductions from the 'called-up capital' to arrive at 
paid-up value of shares capital The balance of calls in arrear is shown as deduction 
from called up capital in the liability side of Balance Sheet. 

For recording 'Calls-in-arrear', the following journal entry is recorded. 

Calls-in-Arrears Ale Dr. (Amount of Unpaid Calls) 

To Share Allotment Ale 

To Shares Calls Ale 

The Article of Association of a company authorizes the directors to charge interest 
at a fixed rate on calls-in-arrears. But if the Articles have no information regarding 
the interest, then Table A will be applicable which empowers the Board of Directors 
to charge interest at a rate not exceeding 5% p.a. on unpaid calls for the period 
intervening between the due dates of the call and the time of actual payment. 

Toe accounting treatment of interest on Calls-in-arrear is as follows: 

I. For interest receivable on calls-in-arrear-

Shareholder's Ale Dr. 

To interest on calls-in-arrear Ale 

II. For receipt of interest-

Bank Ale Dr. 

To Shareholder's Ale 

Example 5-

D Ltd issued 2000 equity shares of Rs.10 each. The aroount ofon these shares was 
payable as Rs. 2 on application, Rs. 3 on allotment, and Rs.5 on first call All the 
amounts were duly received but Mr.Shukla who holds 100 equity shares did not 
pay allotment and first call money, and Prakash. who holds 50 shares did not pay 
first call money. Pass the necessary journal entries in the books ofD Ltd. 

Solution 5 

Analysis Table 

Particulars Amount Due Amount Record Call in Arrears 

On application 2000 X 2 = 4000 Rs.4000 Nil 

On Allotment 2000 X 3 = 6000 2000 - 100 = 1900 shares 100 X 3 =300 

1900 x Rs.3 = Rs.5700 

On First call 2000 X 5 = ]0000 2000 - (100 +50) =1850shares 100 X 5 = 500 

1850 x Rs.5 = Rs. 9250 50 X 5 = 250 

Issue of Shares 
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Journal Entries 
Date Particulars LF Amount Amount 

Bank Ale Dr. 4000 
To Equity Share Application Ale 4000 

(Being application amount received) 
Equity Share Application Ale Dr. 4000 

To F.quity Share Capital Ale 4000 
(Being transfer of application amount to capital Ale) 
Equity Share Allotment Ale Dr. 6000 

To Equity Share Capital Ale 6000 
(Being amount due on allotment) 
Bank Ale Dr. 5700 
Calls-in-arrear Ale 300 

To Equity Share Allotment Ale 6000 
(Being allotment amount received) 
Equity Share First Call Ale Dr. 10,000 

To Equity Share Capital Ale 10,000 
(Being amount due on tm1. call) 
Bank Ale Dr. 9250 
Calls-in-arrear Ale 750 

To Equity Share First Call Ale 10,000 
(Being amount of first call tttcived) 

CALLS-IN-ADVANCE: 

Calls-in-advance refer to the amount paid by the shareholders in excess of the 
amount due upon them A Company may accept Calls-in-advance only if the com
pany is authoriz.ed by its Article of Association According to Table~ interest at the 
rate of 6% is to be paid on such calls-in-advance. The following are the journal 
entries in respect of calls-in-advance: 

L When calls-in-advance is received, 

Bank Ale 

Calls-in-arrear Ale 

ii. When amount of the concerned call is received, 

Calls-in-Advance Ale 

Concerned Call Ale 

Dr. 

Dr. 

The amount received as calls-in-advance is not a part of paid up capital. Calls-in
advance Account is shown as a separate item on the liabilities side of the company's 

· balance sheet under the beading 'Share Capital' but it is not added to the amount 
ofpaid-up capital. 

The accounting treatment of interest on Calls-in-Advance is as follows: 

I. Interest due on calls-in-advance: 

Interest on Calls-in-Advance Ale 

To Shareholder's Ale 

Dr. 



II. Payment of Interest on Calls-in-Advance: 

Shareholder's Ne 

To Bank Ne 

(Interest paid on calls-in-advance) 

Example 6: 

Dr. 

A limited Company, issued for subscription 2,000 shares @ Rs. I 00 payable at Rs. 
25 per share on application, Rs.30 per share on allotment, Rs.20 per share on first 
call after three months of allotment, and the balance as and when required. 

The subscription list closed on March 31, 2010 when application money on 2000 
shares was duly received and all allotment was made on May 1, 2010. 

The allotment amount was received in full but, when the first call was made, one 
shareholder failed to pay the amount on 100 shares held by rum and another 
shareholder with 50 shares paid the entire on his shares. 

Pass the necessary journal entries in the books of the A Ltd Company, assuming that 
all amounts due was received within one month of the date they were called. 

Solution-

Journal Entries 

Date Particulars I.F Amount Amount 
Mar 31 Bank Ale Dr. 50,000 

To F.quity Share Application Ale 50,000 
(Being amount receivoo on application) 

May I Equity Share Application Ale Dr. 50,000 
To Equity Share Capital Ale 50,000 

(Being transfer of application money to Capital Ale) 
May 1 Equity Share Allotment Ale Dr. 60,000 

To F.quity share capital Ale 60,000 
(Being amount due on allotment) 

June l Bank Ale Dr. 60,000 
To F.quity Share Allotment Ale 60,000 

(Being ailoll:nent money received) 
July l Equity Share First Call Ale Dr. 40,000 

To F.quity Share Capital Ale 40,000 
(Being first call money due) 

July 1 BankA/c Dr. 39,250 

Calls-in-Arrears Ale Dr. 2000 
To F.quity Share First Call Ale 40,000 
To Calls-in-Advance Ale 1250 

(Being first call money receivoo on 1900 shares 
@ Rs.20 per share) 

FORFEITURE OF SHARES 

The term 'forfeit' means taking away of property on breach of a. condition. Accord
ing to the Companies Act, 1956 Schedule I, Table A (29): If a shareholder fails to 
pay their allotment or any call money on the due dates, the company has authority 
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to forfeit his shares. The result of the forfeiture is that the shareholder ceases to be 
member of the company. Forfeiture of shares is the action taken by a company to 
cancel the shares. The Directors are usually empowered by the Articles of Asso
ciation _to forfeit shares by serving proper notice to the defaulting shareholders. 

Procedure of Forfeiture of Shares: At least fourteen day's notice is to be given 
for making payment. If shareholders do not make payment even after this notice, 
ordinarily one more notice is sent to the shareholders for making payment. If after 
this notice no payment is made, Board of Directors pass a resolution for forfeiture 
of shares. 

Forfeiture of shares means to forfeit that amount of the share which a company has 

already received from the concerned shareholders. 

Normally, rules of forfeiture are mentioned in Articles of Association of the com
pany. If no rules are given in Articles, the provision of Table A regarding forfeiture 
applies. 

Accounting Records for Forfeiture: 

Case I: Forfeiture of shares originally issued at par: 

Share Capital Ale Dr. (No. of shares forfeited x called-up 

To Share Allotment Ale 

To Share Call (each) Ale 

To Forfeited Shares Ale 
Forfeited) 

Example 7: 

· amount per share) 

(Amount not received on allotment) 

(Amount not received on each call) 

(Amount already paid on shares 

Gupta Ltd forfeits 500 shares of Rs. 10 each on which a shareholder bas paid only 
Rs.2 on application but failed to pay Rs. 3 on allotment and Rs.5 on first and final 
call. Pass necessary journal entries for forfeiture. 

Solution: 

Journal Entries 

Date Particulars U' Amount Amount 

Share Capital Ale Dr. 5000 
To Share Allotment Ale 1500 
To Share First and Final CaJJ Ale 2500 
To Forfeited Shares Ale 1000 

(Forfeiture of 500 shares for non-payment of 
Allotment and call-moneys) 

Case II: Forfeiture of Shares issued at premium: 

1) If the amount of premium has already received by the company, then the 
accounting entry would be same as mentioned in the case of shares issued 
at par. 



2) If premium has not been received but it has been credited on due basis, then 
entry will be 

Share Capital Ale Dr. (No. of shares forfeited x called-up 

Securities PremiwnA/c 

To Share Allotment Ale 

To Share Calls Ale 

To Forfeited Shares Ale 

amount per share) 

(Amount of premium unpaid on 
Forfeited shares) 

(unpaid money on allotment) 

( unpaid money on calls) 

( amount aJready paid on forfeited 
shares) 

Example 8: 

ABC Ltd, forfeited 700 equity shares ofRs.10 each fully called-up which were 
issued at premium of 20%. Amount payable on shares was as follows: 

On application Rs.2 

On allotment Rs. 5 ( including premium) 

On First and Final Call Rs.5 

Only application money was paid by the shareholders in respect of these shares. 
Pass necessary journal entries fur the forfeiture. 

Solution: Journal Entries 

Date Particula.rs IF Amount Amount 

Share Capital Ale Dr. 7000 
Securities Premiwn Ale Dr. 1400 

To Share Allotment Ale 3500 
To Share First and Final Call Ale 3500 
To Forfeited Shares Ale 1400 

(Forfeiture of shares which are issued at premium of 
20% for non-payment of allotment and call-money) 

Case ID: Forfeiture of Shares issued at Discount: 

At the time of entry for forfeiture, when shares are issued at discount, 'Discount on 
issue of shares' will be credited. Therefore the entry on forfeiture will be: 

Share Capital Ale Dr. (No. of shares forfeited x called-up 
amount per Share) 

To Discount on issue of shares Ale (No. of shares forfeited x dis 
count per share) 

To Shares Allotment Ale (Unpaid allotment money) 

To Share Calls Ale (Unpaid call money) 

To Forfeited Shares Ale (amount paid on these shares) 

Issue of Shares 

NOTES 

215 



Introduction to Accountancy 

NOTES 

216 

Example 9: 

Agarwal Ltd. Company forfeited 1000 Equity Shares of Rs. 10 each for the non

payment of final call @Rs.2 per share. These shares were originally issued at a 

discount of 10%. Application, allotment, and first call money per share is Rs. 2, 

Rs.3, and Rs.2 respectively. Pass journal entries for forfeiture of shares. 

Solution: JournaJ Entries 
Date Particulars l.F Amount Amount 

Share Capital Ale Dr. 10000 
To Equity Share Pinal Call Ale 2000 
To Forfeited Shares Ale 7000 
To Discount on issue of shares Ale 1000 

(Forfeiture of 1000 shares of Rs.10 each for 
non-payment of final call money) 

Re-issue of Forfeited Shares: 

A Company can re-issue the forfeited shares in accordance with the provisions 

contained in the Articles of the company. These shares can be re-issued at any price 

so long as the amount received from selling of these shares and the amount forteited 

on these shares is not less than the called-up value of shares on the date when they 

are re- issued. It means a company can re-issue forteited shares at discount, though 

there is no restriction to re-issue them at par or at premium.. 

Accounting Entries on Re-issue of Forfeited Shares 

1). When all forfeited shares are re-issued at par. 

(Whether these shares are issued at par, premium or discount) 

a) On re-issue of forfeited shares 

Bank.Ne Dr. (am0unt received on re-issue) 

To Share Capital Ne 

b) On transfer of Forfeited Shares Ne to Capital Reserve 

Forfeited Shares Ne Dr. (total forfeited amount) 

To Capital Reserve Ne 

2). When ~11 forfeited shares are re-issued at premium. 

(Whether these shares are issued at par, premium or discount) 

a) On re-issue of forfeited shares 

Bank Ne Dr. (total amount received on re-issue) 

To Share CapitalNe (paid-up value of shares) 

To Securities PremiumNc (amount of premium) 

b) On transfer ofForfeited Shares Ne to Capital Reserve Ne 

Forfeited Shares Ne Dr. (total forfeited amount) 

To Capital Reserve Ne 
3). When all forfeited shares are re-issued at discount. 



(Whether these shares are issued at par or premium) 

a) On re-issue of Forfeited Shares 

Bank Ale . 

Forfeited Shares Ale 

To Share Capital Ale 

Dr. (amount received on re-issue) 

Dr. (discount allowed on re-issue) 

(Paid-up amount) 

Note: The amount of discount in this case must not exceed the amount for
feited 

b ). If all forfeited shares are re-issued and the amount of discount allowed on 
re-issue is less than the forfeited amount, the balance of the Forfeited shares 
Ale will be transferred to Capital r_eserve Ale. 

Forfeited Shares Ale Dr. 
To Capital Reserve Ale 

4). When forfeited shares are re-issued at discount (loss) 

(Originally also issued at discount) 

a). On re-issue of forfeited shares 

Bank Ale Dr. (amount received on re-issue) 

Discount on issue of shares Ale Dr. (amount of discount originally 
allowed) 

Forfeited Shares Ale Dr.(amount of discount allowed on 
re-issue) 

To Share capital Ale (paid-up amount) 

b). On transfur.ofbalance of forfeited shares account 

Forfeited Shares Ale 

To Capital Reserve Ale 

Example 10: 

Dr. 

A Ltd. re-issued 100 equity shares of Rs. 10 each at Rs. 7 per share. These shares 
were issued originally at a discount of 10%. Give journal entries for re-issue. 

Journal Entries 

Date Particulars LF Amount Amount 

Bank.Ne Dr. 700 
Discount on issue of shares Ne Dr. 100 
Forfeited Shares Ne Dr. 200 

To Equity Share capital Ne 1000 
(Being the re-issue of 100 shares @Rs.7 per share) 

Example 11: 

Sunny Co. Ltd. issued 5000 equity shares of Rs. 10 each payable as Rs.3 per share 
on application, Rs.5 per share (including Rs. 2 as premium) on allotment and Rs.4 1 

per share on call. Money due on these shares was fully received excepting Rahul, 
holding 100 shares, failed to pay the allotment and call money and Su.nil, holding 
150 shares, failed to pay call money. The Company was forfeited all these 250 
shares and re-issued to Ram as fully paid-up at a discount of 10% per share. 

NOTES 

217 



Introduction to Accountancy 

NOTES 

218 

Pass the necessary journal entries regarding forfeiture and re-issue of shares. 

Solution: Journa1 Entries 

Date Particulars LF Amount Amount 

Equity Share Capital Ale (250 x 10) Dr. 2500 
Securities Premium Ale (100 x 2) Dr. 200 

To Equity Share Allotment Ale (100 x 5) 500 
To Equity Share Call Ale (250 x 4) 1000 
To Forfeited Shares Ale 1200 

(Being forfeiture of 250 shares for non payment of 
allotment and call money on 100 shares and for 
non-payment of call money on 150 shares) 
BankA/c Dr. 2250 
Forfeited Shares Ale' Dr. 250 

To Equity Share Capital Ale 2500 
(Being re-issue of 250 shares @Rs.9 per share ) 
Forfeited Shares Ale Dr. 950 

To Capital Reserve Ale 950 
(Being profit on re-issue transferred to Capital 
Reserve Ale) 

Working Notes: Calculation of amount to be transferred to Capital Reserve A/ 
C: 

Amount forfeited per shore of Ram Rs.3 
Less: loss on re-is.sue per shores Re.1 
Surplus Rs.2 
Transferred to Capital Reserve Ale: 
Rahul's Share (100 x Rs.2) 
Sunil's Share (150 x Rs.5) 

Example 12: 

Amount forfeited per shore of Sunil Rs.6 
Less: Loss on re-issue per shares Re. l 
Surplus Rs.5 

= 200 
= 750 

Total Rs. 950 

Prakash Ltd. issued a prospectus inviting applications fur 40,000 shares ofRs.10 
each at a premium of Rs.2 per share payable as follows: On application Rs.2, on 
allotment Rs.5 including premium, Rs. 5 on first call and final call Applications were 
received for 50,000 shares and allotment was made on pro-rata to the applications 
of 48000 shares. Money paid on application 2000 shares was fully paid back. 
Money was paid on application was employed on allotment. Ram, who was the 
holder of200 shares, failed to pay the allotment, and call money. Rohit, the holder 
of 400 shares failed to pay the call money. The shares were forfeited and re-issued 
to Rajesh at Rs.IO.SO per share. Pass necessary journal entries in the books of 
company. 

Note: 'Pro-rata allotment' means allotment in proportion of shares applied fur. For 
Example, a company offers to the public I 0,000, shares for subscription.. The 
company receives applications for 12,000 shares. If the shares are to be allotted on 
pro-rata basis, applicants for 12000 shares are to be allotted 10,000 shares i.e., on 
the 12,000:10,000 or 6:5 ratio. Any applicant who has applied for 6 shares will be 
allotted 5 shares. 



Solution: Journal Entries 

Date Particulars LF Amomlt Amount 
Bank Ne Dr. 1, 00,000 

To Share Application Ne 1, 00,000 
(Being application money received) 
Share Application Ne Dr. 4000 

To Bank Ne 4000 
(Being application money for 2000 shares refunded) 
Share Application Ne Dr. 80,000 

To Share Allotment Ne 80,000 
(Being application money of 40,000 shares transferred 
to Share-capital Ne) 
Share Allotment Ne Dr. 2, 00,000 

To Share Capital Ne 1, 20,000 
To Security Premium Ne . 80,000 

(Being allotment including premium due) 
Bank Ne Dr. l , 83,080 
Share Application Ne Dr. 16,000 

To Share Allotment Ne 1. 99,080 
(Being excess money adjusted on allotment and balance 
received except on 200 shares) 
Share First Call Ne Dr. 2, 00,000 

To Share Capital Ne 2, 00,000 
(Being first and final call due on 40,000 shares) 
Bank Ne Dr. 1, 97,000 

To Share First Call Ne 1, 97,000 
(Being first and final call money received except on 20{ 
shares and 400 shares) 
Equity Share Capital Ne Dr. 6000 
Securities Premium Ne Dr. 1200 

To Equity Share Allotment Ne 920 
To Equity Share First and Final Call Ne 3000 
To Forfeited Shares Ne 3280 

(Being 200 shares of Ram and 400 shares of 
Rohit forfeited) 
Bank Ne Dr. 6300 

To Equity Share Capital Ne 6000 
To Securities Premium Ne 300 

(Being 600 forfeited shares re-issued at Rs.10.5) 
Share Forfeiture Ne Dr. 3280 

To Capital Reserve Ne 3280 
(Being share forfcirure Ale transferred to Capilal Reserve Ale) 

Working Notes: 

1). Each Shareholder has been allotted 40 shares in respect of 48 shares 
applied for. In other words, Rs.16, 000 received on 8,000 shares (48,000 
- 40,000) has been adjusted on allotment. 

2). Ram has 200 shares; hence, he would applied for 240 shares (200 x 48/ 

40). Thus, Rs.80 is the excess money on application. On allotment Rs. l 000 
(200 x 5) should have been paid with premium. Now Rs. 1000-80 = 920 
has not been paid on allotment. 

3). On allotment, Rs. 2, 00,000 is due to be received. However, Rs.16,000 
excess money received on application has to adjusted at the time of allot
ment. Ram has not paid Rs. 920. Thus, amount received at the time of 
allotment is Rs.1,83,080 (2,00,000 - 16000 - 920). 
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4). Total amount forfeited is 3280 (240 x 2 + 400 x 7). This amount is trans
ferred to Capital Reserve Ne. 

SUMMARY: 
• A company is an artificial person created by law, having a separate corporate 

and legal entity from its members, perpetual succession and a connnon seal 
• Share capital refers to the portion of a capital that bas been obtained by issu

ing the shares to the shareholder. 
• A share is a fractional part of the capital which provides the basis of owner-

ship. 
• As per the provision of Companies Act, 1956, a company can issue two types 

of shares: Preference Shares and Equity Shares. 
• A preference share is one which has two rights: A right to receive dividend at 

a stipulated rate or a fixed amount before any dividend is paid on equity shares, 
a right to receive repayment of capital in the event of winding up of the com
pany. 

• equity shares are those shares, which are not the preference shares. 
• Shares are said to be over subscribed when the number of shares applied is 

more than the number of shares offered. 
• Shares are said to be under-subscnbed when the number of shares applied is 

less than the number of shares offered. 
• The term minimum subscription refers to the amount which, in the opinion of 

the Board of Directors, must be raised by the issue of shares. 
• When a share is issued at its nominal or face value, it is known as issue of 

shares at par. 
• When a company issues its shares (securities) at a price more than the face

value, it is said to be an issue of shares at a premium. 
• When share issued at a price lower than the face value, it is said to be an issue 

of shares at a discount. 
• Calls-in-arrears refers to the total unpaid amount, called by the company which 

has not yet been paid by the shareholders till the last day fixed for the payment 
thereot: 

• Calls-in-advance refer to the amount paid by the shareholders in excess of the 
amount due upon them 

• The term 'forfeit' means taldng away of property on breach of a condition 

QUESTIONS: 
1) Explain the term 'share capital' . What are different types of share capital? 
2) Define preference shares and its types. 
3) How shares are subscribed? 
4) Write a short note on: 

j) Issue of shares at premiuin ii) Issue of shares at discount 
in) Call-in arrears iv) Calls-in-advance 

5) Explain the procedure of forfeiture of shares. 
6) How forfeited shares are re-issued? 



10 REDEMPTION OF PREFERENCE 
SHARES AND DEBENTURES 

The Chapter Covers : 

• ACCOUNTING TREATMENT 

• REDEMPTION OF PREFERENCE SHARES OUT OF DNISIBLE 

• PROFITS 

• ISSUE OF DEBENTURE 

• DIFFERENCE BETWEEN DEBENTURE & SHARES 

• ISSUE OF DEBENTURES 

• REDEMPTION OF DEBENn.JRES 

• ACCOUNTING ENTRIES FOR ISSUE OF REDEEMABLE DEBEN
n.JRES 

Under Section 80 of the Companies Act, a company limited by shares can issue 
redeemable preference shares if so authorized by its Article of Association. Such 
shares may be redeemed either on a specified date or earlier at the option of the 
Company. 

Conditions of Redemption: Section 80 of the Act has imposed the following 
conditions in respect of the redemption of preference shares: 

(i) Pref ere nee Shares· must be fully paid-up: Section 80 states that only 
fully paid-up redeemable preference shares can be redeemed. 
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(il) Redeemable Preference Shares can be redeemed only out of the following 

sources: 

a) Divisible or distributable profits, 

b) Proceeds of the fresh issue of shares (whether equity or preference) 
made for the purpose of redemption. 

c) Combination of both (a) & (b) 

ACCOUNTING TREATMENT 

1. For making partly paid redeemable preference shares as fully paid: 

a) For making call money due: 

Share Final call Ale Dr. 

To Preference Share Capital A/C 

b) On receipt of call money: 

Bank Ale Dr. 

To Share Final call Ale 

2) When redemption is to be made fully or partly out of the proceeds of fresh 
issue. Entry for issued shared will be: 

a) When issue at par 

BankA/c Dr. 

To Share Capital Ale 

b) When issue at discount 

BankA/c 

Discount on issue of shares 

To Share Capital Ale 

c) When issue at premium 

Bank Ale 

To Share CapitalA/c 

To PremiumA/c 

Dr. 

Dr. 

Dr. 

3. On transfer of redeemable preference shares capital to preference shareholder 

Ale: 

a) If redeemable at par: 

Redeemable Preference Share Capital Ale Dr. 

To Preference Share Capital Ale 

b) If redeemable at premiwn: 

Redeemable Preference Share Capital Ale Dr. 

Premium on Redemption of Shares Ale Dr. 

To Preference Shareholders Ale 

4. On making payment to Preference Shareholders: 

Preference Shareholders Ale Dr. 



To Bank Ale. 

5. If redemption is made by using divisible profits then amount of profit which is 
used for redemption would be transferred to capital redemption reserve Ale i.e. 
&~&~uM lli 
General Reserve Ale Dr, 
Dividend Equalisation Fund Ale Dr. 

To Capital Redemption Reserve Ale 
6. For ma.Icing adjustment ofpremiwn on redemption: 

~fu&~uM lli 
Securities Premiwn Ale Dr. 

To Premium on Redemption of 

Preference shares Ale 

REDEMPTION OF PREFERENCE SHARES OUT OF 
DIVISIBLE PROFITS: 

Example-I: 

Garg Ltd. issued 20,000 8% Redeemable Preference Shares of Rs. 10 each (fully 
paid-up) on 1st January, 2005. These shares are redeemable on 31st December, 
2009. Pass the necessary entries in the boo.ks of Garg Ltd. for annual provision and 
for redemption of shares assuring a provision of Rs. 50,000/- pro.fits for redemption 
of these shares. 

Solution: 

Journal Entries 
Date Particulars Rs. Rs. 

2006 Dec. 31 Profit & Loss Appropriation Ne .... Dr. 50,000 
To Capital Redemption Reserve Ne 50,000 

(Being annual provision out of profits) 

2007 Dec.31 Profit & Loss Appropriation Ne Dr. 50,000 
To Capital Redemption Reserve Ale 50,000 

(Being annual provision out of profits) 

2008 Dec.31 Profit & Loss appropriation Ne Dr. 50,000 
To capital Redemption Reserve Ale 50,000 

(Being annual provision out of profits) 

2009 Dec.31 Profit & Loss Appropriation Ale Dr. 50,000 
To Capital Redemption Reserve Ale 50,000 

(Being annual provision out of profit) 
8% Redeemable Pref. Share Capital Ale Dr. 2,00,000 

To 8% Redeemable Pref. Shareholders Ale 2,00,000 
(Being the transfer of the amount of 8% 
Redeemable Pref. Share capital Ne to 8% 
Preference Shareholders Ale) I 
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8% Redeemable Preference share holders Ne Dr 
To BanlcNc 

(Being repayment of 8% Redeemable 
Preference Shares) 

2,00,000 

2,00,000 

Neha Ltd. issued on 1.1.1999 20,000 8% Redeemable Preference Shares of Rs. 
100 each redeemable on 1st January, 2009 at a premium of Rs. 10 each. In order 

to meet tis obligation the company decides to issue 1,00,000 equity shares of Rs. 
10 each at Rs. 15 and 10,000 9% Preference shares of Rs. 100 at Rs. 110. The 

whole amount is received in cash and 8% Preference shares are redeemed. 

Show the necessary journal entries in the books of the company. 

Solution: 

Journal Entries 

Date Particulars Rs. Rs. 

Bank.Ac Dr. 26,00,000 

To Equity Share Capital Ne 10,00,000 

To 9% Prof. Share Capital Ne 10,00,000 
To Securities Premiwn Ne 6,00,000 

(Being issue of 1,00,000 equity shares at 
premium and 10,000 9% Preference Shares 

at premium) 

8% Redeemable Pref. Share Capital Ne Dr. 20,00,000 

Premium on Redemption of Share Ne Dr. 2,00.000 

To Preference Shareholders Ne 22,00,000 

(Being amount of preference sh.are capital plus 
premium transferred to preference shareholders Ne) 

Preference Shareholders Ne Dr. 22,00,000 
To Bank Ne 22,00,000 

(Being payment to Redemption shareholders) 

Securities Premiwn Ne Dr. 2,00,000 

To Premium on Redemption Ne 2,00,000 

(Being premium on Redemption written-off) 

ISSUE OF DEBENTURE: 

Meaning of Debenture: 

Debenture is a written instrument issued by a company under its common sea~ 

acknowledging a debt and containing provisions for the repayment of the principal 

sum and the payment of interest at a pre-decided rate. 

According to Sec. 2(12) of the Companies Act, 1956, "Debenture includes 

debenture stock, bonds and any other securities of company, whether constituting 

a charge on the assets of the Company 9r not." 



According to Justice Wbity, ''Debenture is a document which either creates a 
debt or acknowledges it." 

Features of Debenture: 
Following are the features of the debenture: 

1. Debenture is a document, which evidences a loan taken by a company. 

2. A debenture contains provision for payment of interest. 

3. rt also contains provision for repayment of principal sum on a fixed date. 

4. It is issued under the common seal of the company. 

5. It may or may not create a charge on the assets of the company as security. 

6. Debenture holders do not have any voting rights in the general meeting of the 
shareholders. 

DIFFERENCE BETWEEN DEBENTURE & SHARES 

Basis of Difference Debenture Shore 

1. Capitol or Loon Debenture constitutes o loon. Shore forms o port of Capitol 

2. Ownership Debenture holders ore Shore holders ore the owners 
creditors of the company of the company. 

3. Dividend and Interest Interest is poyob!e, whether Dividend is poyoble on shores 
there is pron t or not. only out of profit. 

4. Rote of Interest The payment of interest is In case of equity shores, rote 
ond Dividend mode ot the pre-determined of dividend fluctuotes 

rote. according to the profitability 
of the company. 

5. Convertibility Debentures con be converted Shares cannot be converted 
into shares os per the terms into debentures in any 
of issue of debentures. cirrumstonces. 

6. Priority os to payment Payment of interest gets Payment of dividend gets no 
of interest/dividend priority over the payment priority over the payment 

of dividend. of Interest. 

Typ_e of Debentures: 

1. Registered Debentures: The registered debentures are those which are pay

able to the persons whose name appears in the Register of Debenture holders. 
They are not easily transferable. These can be transferred only by executing a 
transfer deed. 

2. Bearer Debentures: A bearer debenture is one which can be transferred by 

mere delivery and the holder of debentures is entitled to receive payment of 
interest and principal debt. 

3. Secured or Mortgaged Debentures: The debentures that are secured by a 

charge on the assets of the company are known as secured or mortgaged 
debentures. This charge may be either fixed or floating. A fixed charge is a 
mortgage on specific assets. These assets cannot pe sold without the consent 
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of the debenture holders. A floating charge generally covers all the assets of the 
Company. 

4. Sim.pie, Naked or Unsecured Debentures: These debentures are unsecured 
since they have no charge on the assets of the company. A company merely 
promises to pay interest on due dates and to repay the amount due on maturity 
date. Such debentures are only acknowledgment of indebtedness of the com
pany under its common seal 

5. Redeemable Debenture: Redeemable Debentures are those wruch are repaid 
after a specified period. 

6. Irredeemable Debenture: These debentures are not repayable during the life 
time of the company. These are also called perpetual debentures. These are 
repaid only at the time of liquidation of the company. 

7. Convertible Debentures: Convertible debentures are those which can be 
converted into equity shares (either at par or premium or discount) after a 
certain period of time from the date of its issue. These debentures may be fully 

or partly convertible. 

8. Non-Convertible Debentures: The debentures which cannot be converted 
into shares are called non-converttble debentures. 

ISSUE OF DEBENTURES: 

i. Issue of Debenture at par: When debentures are issued at their nominal 
value, they are said to be issued at P.ar. For Example: When a debenture of Rs. 
l 00 is issued at Rs. l 00 this issue is called 'at par'. 

Example-3: 

Prakash Ltd. issued 5000, 5% debentures of Rs. 100 each payable Rs. 10 on 
application Rs. 30 on allotment and the balance on first and final call All amounts 
were duly realized. Pass the necessary journal entries in the books of Prakash Ltd. 

Solution: Journal Entries 

Date Particulars Rs. Rs. 

BankA/c Dr. 50,000 

To 5% Debenture Application Ale 50,000 

(Being tbe amount received on 5% 
debenture application) 

5% Debenture Application Ale Dr. 50,000 

To 5% Debenture Ale 50,000 

(Being transfer of tbe amount of 5% debenture 
application to 5% debenture account) 

5% Debenture Allotment Ale Dr. I.50,000 

To 5% Debenture Ale 1,50,000 

(Being 5% debenrure allotment due) 

Bank Ale Dr. 1,50,000 

To 5% DebentureAJlotmentA/c 1,50,000 

(Being the receipt of amount on 5% 
debenture allotment) . 



5% Debenture tirst and final Call Ale Dr. 3,00,000 
To 5% Debentures Ale 3,00,000 

(Being the amount of first and final call on 
5% debenture due) 

Bank Ale Dr. 3,00,000 

To 5% Debenture First & Final Call Ale 3,00,000 

(Being the receipt of the amount of first and 
final call of 5% debentures) 

ii. Issue of Debenture at Premium: When debenture are issued at more amount 
than their face value it is said that they are issued at premium. 

For Example: When a debenture of Rs. 100 is issued at more than Rs. 100 i.e. 
at Rs. 110 this issue of debenture is at premium and the amount of premium is Rs. 
10. In this case Premium on debentures Ale is credited. 

Example-4 

Y Ltd. issued 1000, 7% debentures of Rs. 100 each at a premium of 10% payable 
Rs. 20 on application and balance with premium on allotment. Expenses on issue 
of debentures are Rs. 400. Pass the necessary journal entries in the book ofY Ltd. 

Solution: 

Journal Entries in the book of Y Ltd. 

Date ParticuJars Rs. Rs. 

Bank Ne Dr. 20,000 

To 7% Debenture Application Ne 20,000 
(Being the amount received on 5% debenture 
application) 

7% DebentureApplieation Ne Dr. 20,000 
To 7% Debenture Ne 20,000 

(Being transfer of appl. amount to 7% debenwres 
Ne) 

7% Debenture Allotment Ale Dr. 90,000 
To 7% Debenture Ne 80,000 

To Premium on issue Qf 7% Debentures Ale 10,000 
(Being amount on 5% debenture allotment and 
premium due) 

BankA/c Dr. 90,000 
To 7% Debenture Allotment Ne 

90,000 
(Being the amount due on allotment of 7% 
Debentures received) 

Expenses on issue of 7% debentures N e Di 400 
To Bank Ne 

(Being payment of expenses) 400 

Premium on issue of 5% debentures Ne Dr. 10,000 
To Expenses on .issue of 5 % Deb. Ne 
To Capital Reserve Ne 400 

(Being written off. expss. from premium and balance 9600 

transfer to Capital Reserve Ne) 
I 
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iii. Issue of Debenture at Discount: When debentures are issued at less than 
their f.ace value, it is said that they are issued at discount. For example, when 
debenture of Rs. 100 is issued at less than Rs. 100 ie. at Rs. 98, this issue of 
debenture is at discount. 

Example-5: 

X Ltd. issued 8,000, 5% debentures of Rs. 100 each at a discount of 10% payable 
Rs. 30 on application and the balance on allotment pass the necessary journal 
entries in the books of X Ltd. · 

Solution: 

Journal Enbies 

Date Particulars Rs. Rs. 

Bank Ale Dr. 2,40,000 
To 5% Debenture Application Ale .2,40,000 

(Being the amount of 5% deb. application of 
5% deb. application received) 

5% Debenture Application Ale Dr. 2,40,000 
To 5% Debentures Ale 2,40,000 

(Being transfer of appl. amount to 5% 
Debentures Ale) 

5% Debenture Allotment Ale Dr. 4,80,000 
Discount on issue of 5% Deb. Ale Dr. 80,000 

To 5% Debentures Ale 5,60,000 
(Being amount due on allotment) 

Banlc Ale Dr. 4,80,000 
To 5% debenture allotment Ale 4,80,000 

(Being the amount received due on allotment) 

REDEMPTION OF DEBENTURES: 

Redemption of Debentures: A company may issue redeemable as well as irre
deemable debentures. But debentures issued by companies are usually redeemable 
debentures. There are two important ways of redeeming the debentures according 
to the term of the issue. 

Redemption of Debentures on a Fixed Date: In this method, payment to de
benture holder is made at the expiry of the stated period. A "Sinking Fund" is 
created by debiting the ' 'Profit & Loss Appropriation Account". The amount so 
credited in the sinking fund account is invested in the gilt edged securities. These 
securities are sold at the date of redemption of debentures. The sinking fund or 
debenture fund accol.lllt is then transferred to the General Reserve. Some companies 
take up sinking fund insurance policy to redeem the debentures. 

Redemption of Debentures on annual installments: In this method, payment is 
made year after year, after a certain portion of the total debentures by drawings. As 

such the revenue account is debited with the annual drawings and the Redemption 
Fund Account are credited. 



Sinking Fund: ft is a kind of reserve by which a provision is made to reduce a 
liability, e.g. redemption of debentures or repayment of a loan._A sinking fund is a 
form of specific reserve set aside for the redemption of a long term debt. The main 
purpose of creating a sinking fund is to have a certain sum of money accumulated 
for a future .date by setting aside a certain sum of money every year. It is a kind 
of specific reserve. 

Whatever the object or the method of creating such a reserve may be, every year 
certain sum of money is invested in such a way that with compound interests, 
the exact amount to wipe off the liability or replace the wasting asset orto meet the 
loss will be available. The amount to be invested every year-can be known from the 
compound interest annuity tables. 

Alternatively an endowment policy may be taken out which matures on the date 
when the amount required will be paid by the insurance company. The advantage 
of this method is that a definite amount will be available, while in the case of 
investment of fund in securities, the exact amount may not be available on 
account of fall in the value of securities. After the liability is redeemed the sinking 
fund is no longer required as it is the undistnbuted profit it may be distnbuted to the 
shareholders or may be transferred to the General Resenre Account. 

Debenture Redemption Reserve: The newly introduced Section 117C in the 
Companies Act, 1956 by Companies (Amendment) Act, 2000 has made a bold 
step in protecting the interests of debenture holders by making it mandatory for the 
company to create security and debenture redemption reserve. Accordingly, it shall 
now be mandatory for the companies to create a debenture redemption reserve for 
the redemption of debentures. The company shall have to credit adequate amount 
from out of its profits every year till such debentures are redeemed. 

The debenture reserve shall be used by the company only for the redemption of 
debentures. Such redemption shall be in accordance with the terms and conditions 
of the issue of debentures. The company shall pay interest due on outstanding 
debentures as per the terms and conditions of the issue only. 

If a company fails to redeem the debenture on due dates or on maturity, any or 
more than one or all the debenture holders can make an application to the Tnbunal 
and then Tnbunal on hearing all the parties concerned may direct by way of an order 
to redeem the debentures forthwith by payment of principal and interest due on such 

debentures. 

If default is made in complying with the order of the Tribuna~ every officer of the 
company who is in defu.ult shall be punishable with imprisonm~t which may extend 
to 3 years and shall also be liable to a fine of not less than Rs. 500 for every day 
during which such default continues. 

Accounting Entries for Issue Redeemable Debenture 

Issue ofredeemable debentures can be categorized into the following situations:

(D Debentures are issued at par and repayable at par: 
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-, 

a) On issue of debentures 

BankA/c Dr. 

To Debentures Ale. 

b) On redemption 

Debentures Ale Dr. 

To Bank Ale 

(n) Debentures are issued at premium and repayable at par 

a) On issue of debentures 

Bank Ale Dr. 

To Debentures Ale 

To Premium .on issue of debenture 

b) On redemption 

Debentures Ale Dr. 

To Bank Ale 

(m) Debentures are issued at discount and repayable at par 

a) On issue of debentures 

BankA/c Dr. 

Discount on issue of debentures Ale Dr. 

To Debentures Ale 

b) On redemption 

Debenture Ale. Dr. 

To Bank Ale 

(iv) Debentures are issued at par and repayable at premium 

In this case, the issue price is same as par value but the redemption value is 
more than the par value, therefore redemp~ion premium is recorded as a loss 

on issue of debenture. 

a) On issue of debenture -

BankA/c 

Loss on issue of debentures Ale 

To Debentures Ale 

To premium on redemption of debentures Ale 

b) On redemption 

Debentures Ale. 

Dr. 

Dr. 

Dr. 



Premium on redemption of debentures Ale 

To Bank.Ale 

Dr. 

(v) Debentures issued at discount but repayable at premium -

In this situation the issue price is less than par value but redemption value is 
more than. par value. The difference between the redemption price and the issue 
price is treated as discount/loss on issue of debenture. 

a) On issue of debentures 

BankA/c 

Loss on issue of debentures Ale 

(with discount & premium on redemption) 

To Debentures Ale 

To Premiwn on redemption of debentures Ale 

b) On redemption 

Debentures Ale 

Premium on Redemption of debentures Ale 

To Bank·A/c 

SUMMARY: 

Dr. 

Dr. 

Dr. 

Dr. 

• Under Section 80 of the Companies Act, a company limited by shares can 
issue redeemable preference shares if so authorized by its Article of Asso
ciation 

• Debenture is a written instrument issued by a company under its common 
seal, acknowledging a debt and conta.iniJ:ig provisions for the repayment of 
the principal sum and the payment of interest at a pre-decided rate. 

• Debenture is a document, which evidences a loan taken by a company. 

• A debenture contains provision for payment of interest. 

• It also contains provision for repayment of principal sum on a fixed date. 

• Debenture holders do not have any voting rights in the general meeting of 
the shareholders. 

• The registered debentures are those which are payable to the persons whose 
name appears in the Register of Debenture holders. 

• A be;:rrer debenture is one which can be transferred by mere delivery and 
the holder of debentures is entitled to receive payment of interest an4 prin
cipal debt. 

• The debentures that are secured by a charge on the assets of the company 
are known as secured or mortgaged debentures. 
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• Simple, Naked or Unsecured Debentures are unsecured since they have no 
charge on the assets of th·e company. 

• Redeemable Debentures are those which are repaid after a specified period. 

• These debentures are not repayable during the life time of the company. 

• The debentures which cannot be converted into shares are called non-con
vertible debentures_ 

• Sinking Fund is a kind of reserve by which a provision is made to reduce 
a liability, e.g. redemption of debentures or repayment of a loan. A sinking 
fund is a form of specific reserve set aside for the redemption of a long term 
debt. 

EXERCISE 

1. How preference shares are redeemed? 

2. Explain the tern 'debenture'. Discuss its various types. 

3. Give necessary journal entries for the issue of Redeemable Debentures. 

4. Write a short note on: 

• Sinking Fund 

• Debenture Redemption Reserve 
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