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1.0 AIMS AND OBJECTIVES

After studying this tesson, you should be able to:
® Explain accounting and its needs

® Discuss the concepts of accounting

e Explain the accounting conventions

e Describe the concept of double entry system

1.1 INTRODUCTION

Accounting is the language of business. It plays an important role in recording
financial transactions. If the volume of sales of the products and the numbers of
transaction of the business are very high, it is impossible for the businessman to keep
all these transactions in his mind. Thus a need of recording of all these business
transactions arises. The recording of the transactions and finding out the business
protits is the essence of accounting. It is the medium. which shows financial
performance of a business enterprise to the outside world. Through accounting, all
business transactions are recorded and at the end of the financial year, the results of
the business performance is assessed in the form of final accounts. on the basis of
some accepted principles and rules, etc. The scope of business is very wide with
production and sales are made at a large scale. This tremendous growth of business
has increased the volume of business transactions in manifold. Every business
enterprise will be anxious at the end of the year to find out whether its goods have
heen sold at a profit or at a loss and what is the financial position of the business.
Similarly, information is also required for planning, control and decision-making,
which can be provided only when all the business transactions are recorded, classified
and summarised in a proper manner. For this purpose, the work of recording
transactions started and that gave birth to bookkeeping at the elementary stage and
accounting at the advanced stage.

1.2 MEANING OF ACCOUNTING

Accounting is an extension of bookkeeping. Where bookkeeping ends, accounting
begins. Bookkeeping records the business transactions in account books. Accounting
aims at recording, classifying and summarizing the business transactions in a useful
manner.

Accounting is defined by different authors and institutions in different ways. Some of
the most important definitions are given below:

According to the committee on accounting terminology of the American Institute of
Certitied Public Accountants (AICPA):

“Accounting is the art of recording, classitying and swmmarizing in a significant
wanner, and in terms of money, transactions and events which are in part at least of a
fiiancial character and interpreting the results thereof.”

“Accounting is the process of identtfying, measuring and communicating econoric
miormation to permit informed judgments and decisions by users ot the information.”

—The Amcerican Accounting Association

“Accounting system is a means of collecting, sununarizing. analyzing and reporting in
cionitory terms. information about the business.™

—Robert N. Anthony



“Accounting as the science of recording and classifyinge business transactions and
gvents, primarily of a financial character, and the art of making sigeificant summaries,
analysis and interpretations of those msactions and everts and communicating the
results 1o persons who must make decisions or form judgements.™

—¥mith and Ashburne

Thus, it is clear from the above definitions of accounting that, accounting is a science
as well as an art of recording transactions of econemic nature and also a technique of
analyzing and interpreting the samc.

1.3 FUNCTIONS OF ACCOUNTING

Acconnting has the {ollowing functions;

Recordkeeping function: The baste and primary function of accounting is to keep
systematic record of business transactions, wlieh con be cxpressed in terms of
money {monetary terms). It relafes 1o journalization. posting and preparation of
final stalcinents, The purpose s w repot segolarly to the interested parties, by
wieans of financial statements. It is based on trading, profit and |oss accounn and
balance sheet of the business, that the carning capacity and financial posilion of
the business can be ascertained.

To  assist management: Accounting provides meaningful and  valuable
information to the management in petforming various functions viz., planning,
organising, controlling. coordimaiing, decision-making, etc. Decision-making is
greatly assisted by accounting as 0 s based on the results disclosed by it

Complivice  with  lepal veguirements:  Auditing 15 1ol possible  withoul
accounting, thus accounting has to be made of such a standard as to comply with
the legal requirements. Auditing is compulsory in case of registered firms.
Accounting is a base and with ws help, various returns, documents, statenments,
ete., are prepared.

Language of business: Accounung s the language of business, Various business
transactions are communicated through accounting to various parties — owners,
creditors, zovermment, public, employess and the managers, etc. This is done
through preparation of various accounting reports, which includes not only the
income stateinent and position statement but also the additional information in the
form of graphs, diagrams, ratios, fund low statemients, eig. Accounting shows a
real and true position of the business.

In additicn to the above, the five essentiat functions of accounting are as follows;

[

Recarding: This is the basic fusction of acci:runling. It is essentially concernad
with not only ensuring (hat all busioess wransactions of financial character are in
fact recorded but atso that they are recorded in an orderky manner. Recording is
done m u book koown as “Jouenal™.

Claxsifping: Classification 15 concerned with the systematic anabysis of the
recorded data, with a view to proup transactions or emiries of one nature al one
place. The work of classification is done in a hoak termed as “Ledser.”

Summmarising: This involves presening the classibied data in a manmer, which is
undevstandable and wseful to the imemal as well as cxternal end-users of
accounting statements. This process leads (o the preparation of the following
statements: {13 Trial Balarce 23 hecome siaremem and (33 Balance sheet.

Analysis and Iaterpretation: This is the final luvmction of accoumting, The
recorded financial daia is analysed and wierprezed in a manner that the end-users

An [mrogdweeran 10
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can make a meaningful judgement about the financial condition and profitability
of the business operations. The data is also used for preparing the plan and
framing the policies for executing such plans.

Communicate: The accounting information after being meaningfully analysed and
interpreted has to be communicated in a proper form and manner to the proper
person. This is done through preparation and distribution of accounting reports,
which includes besides the usual income statement and the balance sheet,
additional information in the form of accounting ratios, graphs, diagrams, funds
flow statements, etc.

1.4 OBJECTIVES OF ACCOUNTING

The main objectives of accounting are as follows:

To keep or maintain records of business transactions: The main objective of
accounting is to maintain a complete and systematic record of business
transactions. It is the first step in the preparation of financial statements. All the
business transactions are first recorded in the Journal or Subsidiarv books and then
posted into the ledger. With the help of this, the chances of errors and frauds will
be less and financial results and financial positions of the business will reveal its
true and fair position.

To ascertain profit or loss: The second main objective of accounting is to
ascertain profit or loss of the business enterprise. For this, trading and profit and
loss account is prepared at the end of each accounting period. If the amount of
revenue for the period is more than the expenditure incurred, in earning that
revenue, the difference is said to be profit. In case the expenditure exceeds the
revenue, there is said to be loss. Thus, revenues are matched with the expired
costs. :

To ascertain the financial position of the business: Balance sheet is required to
be prepared in order to ascertain the financial position of the business on a
particular date. Balance sheet shows the value of assets on one side and the
liabilities and capital on the other side. Excess of assets over liabilities represent
the capital and indicates the financial soundness of the business. In fact, Balance
Sheet is a list of assets, liabilities and capital. Resources owned by the business
are assets and obligations towards the outsiders and owners are known as
liabilities and capital, respectively.

To provide information to various parties: Accounting provides useful and
meaningful information to those who have interest in the business. All the
interested parties such as managers, owners, investors, creditors’ banks,
customers, employees, government departments, etc., want to get reliable
information. Accounting records generate such information, which may be helpful
for the formutation of overall polices.

In addition to the above, the other objectives are:

(a) To provide information about the utilisation of resources,

{b) To have control over the asscts and property of the firm,

(c) To file 1ax returns,

(d) To check accounting ervors funds and misappropriation of funds.

(¢) To fulfil the fegal requircments,

() To know the cash position. and

(¢) To facilitate rational decision-making.



1.5 BOOKKEEPING

tockkeeping is that branch of knowledge, which wlls us how to keep a record of
financial transactions. it is the process of recording financial transactions and keeping
financial records. Bookkeeping is mainly concemned with the recording of the financial
data or eventy measurable in terms of money. Thus, it helps us o keep a complete
record of bisingss ransactions in a systematic manaer by which the financial pesition
af busincss enterprise for a coertain peried may be ascertamed. Accounting, on the
ather hand, includes the design of an accounting information system that meaets the
user's needs, Accounting ineludes not only the maintenanee of accounting records but
also the preparation of financial and econnmiic information, which involves the
measurement of transactions ardd olher evenls related o the cnlity. Varioos aulhors
have defined bookkecping in this way:

Bookkeeping is the avt of recording Businesys rgaftacidons i1 g spstemalic moiney,
—i H Roseakamph

Bookkeeping i the recordine af finoneied ransaoctionys of @ Bresinesy o oo mothodioal
mARHer 50 thal formaian o any poing i relation o them may be guichiv efvained.

=4 J Favelf

Bookkeeping is the sefence of rocordims amvacdions b money or moner s wopth in
snelt o manner thar at anv suhsegrent day the moture aad sffect of each transaciions,
and e combined effect of off the ransactions, may be clearly wnderstood o that the
acoounis prepaed of ane Nme from $he records hus kepe sy show the owner af the
Book his true financial poyition.

—L C Cropper

Buckkecping is the scivnee and art of correctly vecovding in the books of accounts all
thase business trannsactions that resuft in the transfer af money or maney s sworth

& —R N Carter
From the above defininons, the following characienstes of bookkeeping croerge:

1. Buookkeeping is primarily related wthe svsterpetic vecord of husiness transactions,

2. Every transaction is properly analyvsed befure recording.

3. Baukkeeping s a systomatic method of recording,

4. The tranzactions to be recorded showld be expressed in monetary ternts.

5. ltis hothascience as well as an arnt.

6. The recording is done in proper books of accounts such as journal. ledger, and

subsidiary hooks.

7. It gives sufficient inloration gbout the position of verous acconnis.

1.6 IMPORTANCE AND LIMITATIONS OF ACCOUNTING

A proper dccounting system is esseatial to any business whether byg or smatl in order
to manape its daily functions and keeps the busiaess running successfully. For any
successiul business, the e olilizalion 15 to maximise profits. minimise any loss snd
at the same tioe malelain iLa position as a responsible emty within the soceey.

With the devalopment of conunerce. 1t has attained a position of great sponasce,
Tndeed, it can ke truly said that sccounting bas beeome the foundation o which the
whole fabric of modern commerce rests. Thowgh there is ne legal obligaion on an

4
A hidaducton 1o
Finangial Accouninng



Finan

ordinary trader to keep the records, every business house finds it essential and
convenient to keep the systematic records to know where exactly it stands. Moreover.
it is legally binding on some forms of business, such as joint stock companies, to
prepare periodically, statements in proper forms showing the position of the business.
Being known as “The Language of business,” accounting is one of the methods of
communicating information about the business. It is also meant for protecting the
properties of business and communicating the results obtained from the financial
statements to the intended parties like shareholders, debtors, creditors and investors
while meeting the legal requirements.

1.6.1 Importance of Accounting

According to Welsch and Anthony, a good svstem of accounting is a storehouse of
valuable information. While there are various advantages of accounting, but a good
accounting, system helps:

e 10 ascertain the profitability and solvency of the business
e To represent the financial stability of a business
o To assess the present position of the business, 1.e.; profit and loss

e To prepare a comparative analysis of the financial results and the position of
trading and non-trading concerns

e The management in taking decisions in adverse situations, price fixation,
Jeclaring dividends, etc.

e he company to overcome future uncertainties
e The governments to fix the tax rate, subsidies, etc.
e ‘{’he company in taking decisions

& To provide information to various parties such as owners, creditors, investors,
Lovernments, etc. :

-

.. Limitations of Accounting
I b main limitations of accounting are as follows:

e ‘ccounting records only those transactions, which can be measured in monetary
*.rms. [t means non-monetary factors are not considered in accounting.

e Accounting transactions are recorded in the books at the price paid, that is, the
cost. The effect of price-level changes is not brought into the books because the
comparison of the various years becomes difficult.

.nple: The sale 1o total asset in 2009 would be much higher than in 2002 due to
- “ising prices and fixed assets are being shown at the cost and not at the market
[n other words, accounting does not disclose the present value of all assets of

. .usiness.

1

1.7 USERS OF ACCOUNTING INFORMATION

v owounting provides useful and meaningful information of the business. It provides

i ormation about the activities of the organisation to various individuals or groups for

neir use in making judgements. Accounting information helps users to make better

financial decisions. Users of {inancial information may be both internal and external to
. organisation.



1.7.1 Internal Users e

An Imroduciing (o
Internal users of accounting information include the following: Financral Accourting

»  Management: Manapers need accounting information for analysing the
organisation’s performance and position and taking appropriatc mcasures (o
improve the company s results. They wse accounting mformation in an appropriate
manner so that various functions such as planning, organising, controlling,
coordinating, etc., can be performed.

*  Empioyees: Employees need information for assessing company’s profitability
and its consequence un lheir future remuneration and job security. Their decisions
are based wpon perceplion of business status acquircd throush financial
slalemcnis.

o  Owrners: Owners invest their capital in business. They want to analyse the
viability and profitability of their invesument and determine any future course of
action. They are interested to know the profits or losses of the business and its
financial position as well o a particular date.

Accounting information is presented 1o internal users usvally i the form of
management accounts, budgets, forecasts and financial statements.

1.7.2 External Users
External users of accouming infonnation include the following:

& Creditor: Creditors are the persons who provide lona-term {finanee or supply
goods on credit. They are interested in knowing the credit worthiness of the
busincss, Terms of credit are set according to the assessment of their customers’
{inancial health. Creditors include suppliers as well as lenders of finance such as
banks. :

®  Tax Autherifies: These authurities need information lor determining various tax
liabilities, i.e., sales tax, wealth lax, incotne 1ax, etc.

®  Ffavestors: Investors, Le, the existing and polential investors have direct interest in
business and they need information about the past performance and its earning
potential and growth prospects in the future. Investors want to make sure that they
can earn a reasonable retam on their investment before they commit any financial
resources to the business.

o Cpstomiers; Cusiomers want high qualitny poods at a reduced price, The price
decision is based on the cost of production plus the estimated profit margin. They
require information [ur assessing the lNinancial posrion of its supplier, which is
ticcessary for a stable source of supply in the long-teran.

o Gaovermment: The goverraned is interesied in knowang the linancial statemers of
an enterprisc for assessing the income tax, VAT, excize duty, GST etc.
Intormation is also required in order to fix (e @ax rates, mwroduce new rates,
commputing national income, gening reports on the performance, cost struciure of
the business.

o {lnions: These groups want information regarding peofit ard linancial position of
the husiness enterprise to reahise their demands,

o Regpiatory Autharities: These agencies need accounting wformation fur ensuring
that the company s disclosure of accounting information is in accordance with the
rules and regulaions set in order o protect the interests of the stakeholders, who
rely on such intermation in fomming their decisions.
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&  Reseurchers: They need information inoonder to study deeply the financial
pperations that can enbuance their practical knowledee in accounting. Financial
accounting generates reports and statemenis by which the researchers can evaluate
how well a business has achieved its poals and its financiat strength.

External users are communicated accounting informaticn wsually in the fom of
finanvial starements. The purpose of financial siemens is o cater for the needs of
such diverse users of accounting information m order 10 assist them n making sound
financial dectsions.

Accounting is a very dvnamic profession, which i5 constaptly adapting itsell o the
varying needs of its users. Over the past few decades, accountancy has branched out
into different types of accounting to cater for the different needs of the users.

1.8 ACCOUNTING AS AN INFORMATION SYST_‘E;’\‘I"‘

Earlier, the gccounting work was manual and accoumting departintent used 1o take
exvessively long time in processing the transuctions and zenersting the accousnting
reparts, The modern technelogy has enabled the accoonting departrient in:

* Climigating the redundaney

® FReducing the number of people involved in processing of transaceon by removing
ihe ohilecessary control pomts

& Pusting the transactions from clectronic voucher to ledger, preparing the trial
balance, profiv and loss account and bakanee sheet, The accounting information
system is divided into the given sub-systems, as shown in Figure |1,

Manegement

Information Syslarh \
[

Tax Accounting Sales and Recewable
Sub-sysiem Sub-system

~ %
Budgel ‘H““““-u-.h /Fh Zu b-sys!an’l“
e 5 FF.‘__,_.,--" B
e}

L ey A

Final Ateounts i : Ascount ; | Purchiase and Accounis
Sutbroystem Informalion Sylem Fayable Sub-system
“ / 1 \
- Invemiory Accownting
lmmsu&sym S ub-syStam |
Enpairsa Acuourilig lFixed Aaset Acw..lm‘ﬁ;‘
Sub-oysham Subesyslem

L 3

Payroll Accountng
Sut-gysiem

i

Fignre 1.1 Acconnting Information System

Accounting Information Systemr (AlS) is the collection. storape. processing of
finaieial, and accounting dala that are used by decision makcors. An accounting
infonpation system s generlly a compuater-based method for tracking aecounting
acliviy in conjunction with information technology resomces. The resulling statistical
reports can be used internally by managemeni or externally by otiver interested parlics
meluding investors. creditors and tax authorities.



Six elements campose the typical accounting information system:

I People — the systein users

Procedure and fnstractions — methods for retrieving and processing data
Dute — information pertinent to the organisation’s business praclices
Soﬁwar:e -— Computer programs Il*tl’ lﬂ process data

Infermation Technelogy fnfrastructire — hardware used to operate the system

il el

Internal Conrrely  SeCurity measures 1o protect sensitive data

Accounting provides a vital service by supplying the infonmation 1o the decision-
makers. It is a link between business activities and decision-mahers. Accounting is a
pracess of recording, processing and communication of infonmation to the ultiimate
usels. 8

Accoumting Information Syster (ALS) combine the study and practice of accounting
with the design, implementation and monitering of information systems. Such systems
nse modem information technelogy resources together with traditional accounting
controls and methods to provide the users the financial information necessary {o
manage their bugincsses.

1.9 ACCOUNTING PRINCIPLES

A peners] law oF rule adopted or pr$ft:$ed a5 a guide o action, a settled ground or
basis of conduct or practice is known as principle.

A principle is said w have relevance if it results in more meaningful and useful
information aboat the business 1o fha users. It is said 1o be objective when the
information fumnished is not influenced by the bias or personal judgement of those
furnishing the samc. 1t is objective when it is supported by facls. A principle is said o
be feasible whem its adeption does not create problems of collecting information or
increasing the cost. Thus, "a pringiple has three atributes, namely, relevance,
objectivity and feasibility.

Accounting pringiples are broadly classified into three categories, these are:
|. Basic Accounting Assumptions

2. Basic Accounling Principles (Codcepts}

3. ModHying Accounting Principles (Conventions)

1.9.1 Basic Aceounting Assumptions

e Separate Business Entity: A business Orm or epkerprisc is regarded as a separate
persan oF erdity b itself. It is comsidered as a separate entity by its owner{s). For
example, '‘R° is the owner of “R-—Enterprize”. Bt (oF sccountmg and lezal
purposes, ‘R.—Enterprise’ is one person and ‘R’ is another person. This
assumption helps i keeping the busimess transactions strictly free from the effect
of persanal aftairs ol the owner. This helps to look at the business objectively. h
helps in the continuity of that business even if the vwner changes. It also belps to
look at the propersics ol the business and its responsibilitics towards others, as 1wo
different aspets.

For jnstance. if "1X7 nay invested cash of T 200,000 in *E— Emerprnise” then from

the point of “H—*bnwsprise” on one hand the enterprise has o cash property of

¥ 2,040,000 and on the other haad, it has a responsibiliby 1o return it 10 "R finally.

1l
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In accounting terms, the propeity i5 called asset and the responsibility is called
Tin bility.

Thus the ‘separate entity’ concept helps 1o identify asset and liabiliy of the
business. Tt also helps 1o logk at two sides of the same transaction. Here, on one
side the business ‘“R—Enterprise” is able o consider T 2,00,000 cash as asset and
on the other, the same is a liability towards the owner 'R*, In a similar way.
suppuse "K' has agreed o lend T 300,000 to "R—Enterprise’ for some reason.
Now the propery side increases by T 3,000,000 cash while there is an additional
liability towards *K° [et us write these in a format.

R Enterprise

Property or asset 7 Respoasibility or Habilly ¥
Cash from R 200,000 Towards R 2.00.000
Cush hoan Teova K300,00) Towards K 3.00.000

As a matter of practice and conventionally we could show the above as follows:

R Enterprise

== r
Liahil_l_t_rEs |, Assets

R 2.00,000 | Cash 5.00.000
K 300,000 |

The second one is acceptable globally. We thus introduced here how ‘one’
transaction can have two faces just as a coin has iwo faces. This has its own
conveniences tao. It 5 easy to verify or cross check in case one of them is
recorded wrongly. You would notice that it helps 1o keep the two sides balanced
i-c., the wotal of each side is egual (T 5,00,000)

Gaitng Concern Cancepe: Tt is expecicd thay 'R Enterprise’ continues its existence,
Any other person or institution such as “*K” dealing with the former would like to
be sure that ‘R Enterprise’ wil! po on functioning. This is important as ‘K’ will
expect the amount to be returned over a period of time as the business of *R
Enterprise” does well As per lmernational Accounting Standards, it is a
fundamemnal accountisg ssstmption underlining the preparation of financial
slatements, Under this assumption, "the enterprise is nomaily viewed as a
growing concemn, that is, as continuing in operation for the loreseeable future. It is
assumed that the eoterprise has neiher the nigntion nor the necessity of
liguidation or of curtailing marenially the sale of its operwions”. Under this
assumption, the assets of the business are valued by the accountants on the basis
of going concem copceps, hestorical cost and expected lite of the assets.

Money Measurement Concept: As per this assumption, only those transactions of
the business are recovded in the accounting which can be measured in money.

Far example, it K has ovested T 20000 10 the “R—Enterprise” then il can be
recarded in the books of "B—Enterprise”™ but on the other hand. iFR Ras put o Tot
of cffarts for the welfare of the company then the etforts cannot be measured in
termis of money,

Aceonnting Period Assumption: According to this assumption. it is assumed that
R Entcrprise will prepare its final records {or a particutar teme peniod. Generadly
this segnwent of mme 15 one vear either calendar yeur o u [pancial wvear.
Sometimes, il may be less than twelve months e, guacierly, ball vearly, eic.
Reports made for bess than twelve months are called interin reports and ae lexs
reliable than annual reports. At the end of each segment (period) protit and loss
account (sccounts prepered to calculate the net profit For 8 time period) and



balance sheel (balance sheet is the record of all assets and liabilities of the
organisation) are prepatcd. As per lhe geing concemn concept. the income of the
husiness can be measured al the time of the Liguidation (when company is going 1o
close) of the business or at the time when business is sold. But practically it is
very dillreult to wait for such 2 long peried which s not defimite. S0 it is
impuortant to prepare the final accounts tor a panticular time period.

1.9.2 Basic Accounting Principles (Concepts}

‘These basic accounting principles are commonly accepled/agresd principles by the
accountants to record the hugingss financial transactions, These are as ollows:

¢ Revenue Reorganization Principie: |t is also called revenae realization principle.
As per this principle, the revenue is recorded in accounting when the sales have
taken place. |f there 15 expectation that there will be a particular transaction in
futpre, that is not recorded in accounting. Revenpe/sales is considered 1o be made
when title of ownership of goods passes from the seller o buyer and the buver
become legaltly liable 1o pay.

For example, it R Enterprise is expecting that § Ltd. will purchase some uoods
from their company in [ulure than it canoot record it as a sales transaction in the
bocks of accounts. The transaction will be recorded only when there is actual
transfer of goods by R Enterprise to 5 Lid.

However, this principle has soine exemptions which are as follows;

+ In the case of sales made on the basis of hire purchase system where
ownership is not transferred at the time of sales but transterred at the time of
final payment. Herewith, salcs are presumed to the extent of instalments
received.

% In the case of conlracl accounts, if the contract is for a long period, revenue
cannot be realized until the contract is net eompleted. Here, only a part of
total revenue is treated as realized.

& Cost Principle: This principle is closely related to the going concern concept. As
per this principle, every wansaction of the business should be recorded at its
historical cost and not at 118 market price. At whe time of recording of the
transactions, their markel price is not considered.

For example, if 2 Machine 5 purchased by “R=FEnterprise” for 2 1 lakh and its
market price is T 2.50 lacs, then recording of this transaction is done at T 1 lakh
being its actual costéor cost of s acouisition.

Sometimes its market price may be less than or more than 1is actual cost bul ils
actual cosl is recorded in accounts because of cost principle. Under this principle,
the historicel cost of a transaction becomes the base cost For the subsequent years,

s  Dnal Aspect Principle; This is the basic principle of accounting. As per this
principle. every [inanciat transaction of the busimess has dual effect and recorded
at two places. Therefore, it is callad double entry system. On (he basis of this
principle, it is said that every debit imust have an equivalent credil and every credit
must have an eqivalent debit becanse every transacuen of the business has (wo

aspects.

For example. if Mr. K started businesy for cash T 2000000 there will be two
aspects of this treasaction, [n one aspect cash & coming into business while in the
other aspect the husiress has 10 pay this amount to Mr. R because Mr. R has given
the amount 1o the business.,
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This transaction can be expressed in the following cquation;
Capital = Assets {Cash)
T 2,00,000 = T 2.00,600

Here cash {asseis) 15 the resource of the business and capiial is the claim of the
proprietor as business has to return this amouni to the proprictor.

Further if the “R—Enterprise™ purchases a furniture of ¥ 20,000 on credii, the
above equation will change as follows:

Capatal + Creditors = Cash + Fumiture
T 200,000 + 20,600 =T 2,00,000 + 2 20.000
Cupital + Liabilities = Assets

Thus we find that in the above equations the total of assets is always cqual to the
liabilities. Technically we can say thal for every debii there 1s an cquivalent credil.
This relationship of assety and kabibitics is also called accounting equaiion.

& Full Disclosure Principle: As per this principle. the financial statements should
disclose true and fair view so Ihot these may provide accuraic and sufficient
information 1o the wsers of {manctal statemenis {the statemenis which include the
financial data Tor a particular time period). Disclosure principle means to give all
the information relating o the economic activities of the business to the owner,
creditors and mvestors. Now-a-days this principle 15 getting more imporanse as
big business organisations are being run in the ooy of lomiied companies, As per
Companigs Act, 1956, the profit and loss account and the balance sheet of the
company must show true and fair view of the company. Therafore, companics are
showing foot notes for some items as investnents, contingent liabilities, cie,
along with the balance sheet.

o Muatching of Cost and Revenue Principle: The matching concoept suggesis that
the revenuc carned in an accounting year is matched with the expenses incurred
during the same period to generate that revenue. This maiching concept ts vital to
measure the financial results of a business.

For example, in case of a seasonal business, majority of sales may take place only
m four nonths of a year whereas fixed expenses hke salaries, rent, clc., are
incurred throughout the year, Maching concepl suggests that to find out the
profitability, the expenses incurted to generate revenue are to be maiched against
those revenues.

o Objectivity Principle: It is also known as objeciive evidence concept. As per this
principle, the transactions which are recorded in accounting musi be on the
objeciive and {acrual basis. There should be a voucher or documentary evidence
behind cach entry in the accounting. The entry must be free from personal bias
and based on the rationnl approach. It the eatrics are made without evidence, it
witl lose the confidence of the several users of the financial statemenis about their
relinbility. For the auditing of the financial statements. there is also a aved of
objective evidence.

1.2.3 Madifying Accounting Principles (Conventions)

‘Basic accounting assumplions snd principles provide us the varions rales to prepare

the Nnancial starements. If these financial stalements are relevont and reliable. they
will give many wseful information to the varous vsers of the Dmaecial siatements. In
otder Lo pregove the true and fai financial siztements. there s a need 1o modify the



accounting assumptions and principles. These modified accounting principles are as
follows:

Conservation (Prudence): According to this principle, all possible losses are
taken into account but all probable/unrealized profits/gains are left out. For
example. stock can be valued either at cost or market price whichever is lower.
Similarly, provision for doubtful debts (Money owed to an organisation, which is
unlikely to receive) or provision for depreciation can also be arranged as per the
conservatism. It can be a useful tool in such situations but if it is not used
properly, it may lead to unfavourable results.

For example. if a machine is purchased and the cost of machine is charged as an
expense, then profit as well as assets would be underestimated.

Now-a-days conservatism has been replaced by prudence which means the
principle of conservatism-is applied by the accountants only in case of doubts or
uncertainties with prudence. The theme of the principle of conservatism is an
under-statement of profit or assets rather than over-statement of profit or assets.

Consistency: In order to enable the management to compare the results for several
years of the business, whatever accounting policy is adopted in one vear must be
adopted in the coming years.

According to Kohlar, there are three forms of consistency:

(a) Vertical consistency is used in the different tinancial statements of the
business on the same date. For instance, depreciation on fixed assets is used in
the income statement and the balance sheet on the same date.

(b) Horizontal consistency enables the comparison of the profit or performance of
a business in a year with the performance of another year for example the
depreciation methods.

{c) Dimensional consistency refers to the same principles or practices of
accounting adopted by the different firms in an industry.

Timeliness: Accounting information given in the financial statements must be
reliable and relevant. In order to be relevant, information must be given in time. If
late and obsolete information is provided, it will hamper the management and the
users of the financial statements to take appropriate, timely and rational decision.

Materialiry: According to this concept, materiality means that only a part of
information should be disclosed and attached with financial statements which
influence the decisions of shareholders, investors and creditors, etc., and the other
insignificant details must be ignored. Moreover, an item of information may be
material for one purpose while that may be immaterial for other. This is a
subjective matler.

For example. the cost of the component may be very much significant for small
businessman while it ay be insignificant for a large businessman. In one more
example, the Companies Act permits to ignore the paise at the time of preparing
financial statements because for the income tax purpose the income is rounded off
to the nearest ten.

1.10 DIFFERENT BRANCHES OF ACCOUNTING

The main objectives of accounting are to record the business transactions and to
provide the nccessary information to the internal and external users of the financial
statements.
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In order to achieve the above objectives, the accounting is classified into following
branches:

Financial Accounting: It is the original form of accounting. It refers to the
recording of daily business financial transaction. Recording of the transaction is
done in such a way that the profit of the business may be ascertained after a
definite period and the picture of the financial position of the business may be
presented.

Cost Accounting: As the name indicates, this accounting is related with the
ascertainment of cost of the product in a period. Under this system, record of raw
materials used in production, wages and labour paid and other expenses incurred
on production are kept to control the costs.

Management Accounting: The accounting which provides the necessary
information to the management is called management accounting. Under this, the
analysis and interpretation of the accounts, prepared by financial accounting. are
done in a manner so that the managers may forecast, plan for future and frame the
policy.

Tax Accounting: Under tax accounting, the accountants prepare the accounts as
per the provisions of taxation. The accounts prepared as per taxation provisions
may differ from the accounts prepared as per financial accounting.

Inflation Accounting: The financial statements are prepared on the basis of
historical cost which do not present the true picture of the financial position and
correct profit or loss of the business due to inflation. Thus the fresh financial
statements are prepared keeping in mind the price level changes under inflation
accounting.

Human Resource Accounting: Human Resource Accounting means the
accounting for human being as now in an organization human beings are treated
as an asset like other physical assets. It is recorded in the books like other assets.
HRA deals with the measurement of costs on recruiting, selecting, hiring, training,
placing and development of the employees in one side and on the other side it
deals with the present economic value of the employees. For the determination of
the value of human being different methods are used under HRA.

Responsibility Accounting: Responsibility accounting is a special technique of
management under which accountability is established according to the
responsibility delegated to the various levels of management. Management
information and reporting system is instituted to give adequate feedback in terms
of the delegated responsibility. Under this system, units of an organization, under
a specified authority in a person, are developed as responsibility centre and
evaluated individually for their performance.

1.11 DOUBLE ENTRY SYSTEM

Double entry system is a system wherein every transaction is being recorded in two
different ledger accounts.

For example, if a company makes some purchases against cash, two accounts shall get
affected:

{a) Purchase Account

{b) Cash Account

Since the company has made somc purchases, hence purchase account shafl be debited
and cash account shall be credited.



The double entry systerm works on an equation which is:
Assets = Liabilities + Owner's equity

If the transactions are recorded under double entry system, then in that case the assets
of the company shall be cqual to the sum of the liabilities and owners”™ cguity.
Following are some transactions of the business to explain it.

. Mr. Kamlesh started business with cash of ¥ 2,00 000

In this transaction, ong side cash 15 commg into busmess and in the other side,
capital is being brought by Mr. Kamlesh. Thus:

Capital = Assets (Cash}
T 2,00,000 =7 2,00,000

2. Inthe next pransaction, if a plant of 30,000 is purchased in cash, this transaction
will also leave two sides. In one side, cash is going and in other side, plani is
coming. In this situation, the accounting equation will be as follows:

Capital = Plant = Cash [Assets)
T 2,00.000 = T 50,000 = (T 200,800 - 50,000

3. Mloan of ¥ 150,000 is taken from the SBI, it will aso aifect the sccounting
coualion by two sides. 1o one side, cash will increase and on the other side,
liabilities of the business will increase. This affect may be depicied as lollows:

Capital + Liability (Loan) = Plant = Cash
7 2,00,000 + 1,350,000 =7 50,000 + (1,50,000 + §,50,000)
T 3,50,000 =% 3,50,000

4, If some goods of T 20,000 are purchased on credit, it will also affeer the
accounting equation in two ways. In one side, it increases the goods and in other
side, it increases the liability (creditors). Now the changed form ol the above
accounting equation will be as follows:

Capital + l.oan + Creditors = Plant = Cash + Goods
¥ 2.00,000~ i,50,000 + 20,000 = Z 50,000 + 3,00,000 + 20,000
T 3,70.000 =2 3,70,000
Capital + Liabilities = Assels

By observing the effect ot ahove transactions on the acconnting eguation, we note that
total of assets always remains equal to the total of capital and Habilities. Thus the
principle of double entry svstem may be summarized as for every debit side there 1s an
equivalent credit side and vice versa.

E 1L} Advantages of Double Entry System
Prouble entry svstem of accounting offers the {ollowing advantages:

o  Foch and Fvery Transaction is Recorded: Under the double eniry svslem, each
and every (ransaction is being recorded, so it alows in keeping the compicte
accounts.

s Helps in Matching of Arithmetical Accaracy: Since the enlries are made in two
accounts, it helps in maiching the arithinetical accuracy of the accounls. as the
amount debit accounts are vyual to the amount credil uecounts,

o Flelps in Making Prefit and Loss Aecedpet Easily: 1 helps in makmg a0 protd and
luss easily as &l the revenues and expenses can be accumulated easily at one place
and profit and loss account can be made.
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® Helps in Preparation of the Balance Sheet: Since the impact on assets and
liabilities is also taken simultaneously while making the journal entries. hence it
helps in preparation of the balance sheet also.

® Errors and Mistakes can be Detected: Since for every transaction entries in two
accounts are being made, hence it helps in identifving of the errors and mistakes.

® Details of all the Transactions can be Obtained: The details of all information
can be obtained very quickly.

® Total Amount Due and Own by the Creditors and Debtors can be Known: The
total amount payable to debtors and amount due to creditors can be easily known.

1.11.2 Disadvantages of Double Entry System
The disadvantages of the double entry system are as follows:

® All the transactions are being booked in two accounts, hence one account is
debited and one account is credited, therefore. 1t results in increase in size of
books and it creates the complications.

e The bookkeeping under double entry system requires the expert knowledge.

o The system of the double entry system is quite complicated; hence there is a
greater chance of errors and mistakes.

1.11.3 Steps Involved in a Double Entry System

Most of the organisations adopts the double entry system, for keeping the books of
accounts: hence the steps involved in double entry system can be summed up in the
following manner: '

® Passing Journal Entries: Journal is an original book of accounting and it records
the effect of all the transactions. Whenever a journal entry is being passed, two
accounts are affected, one account is being debited and other is credited. Hence
for each and every monetary transaction a journal entry is being passed.

e Preparation of Ledgers: Once the Journal entries are being passed, the next step
comes in of preparing the ledgers, it is a collection of the accounts, and it helps in
doing the grouping of accounts.

® Trial Balance Preparation: The next step is preparing Trial Balance; it is a
summary balance of the ledgers account.

® Preparation of Final Accounts: Then finally the income statement and balance
sheet is being prepared.

.12 TYPES OF ACCOUNTS

 objective of the bookkeeping is to keep the complete records of each and every
i~action, normally any kind of business transactions classified into the following
culcgories:

¢ Transactions which are related to persons.

e Transaction which are related to properties and persons.

e Transactions which are related to the expenses and income of the organisation.
The accounts are of following tvpes:

e Personal Accounts: Personal accounts are the accoumts. which records the
transactions related to the persons.



o  fHeal Accounts: Real accounts are the accounts shich records the trunsactions
velated to the properties and asses.

®  Nogitngl Accownts: MNommal accounts are the accownts, which recocds the
transactions related to the expense and tncome.

Further it can be explained in the tollowing manner:

Acoounts

Frarsomal
Acepunls

lmpersonal

ALLaunis

s Peruons Peraons eyl Sooinal
L ol Ot of Do al’ Agcoants AvLoupls
"wlar (R Blepresenldalinn:

Kelationzhip

Figure 1.2: Types af Accounts

All accounts of the enterprise are broadly ¢lassified into Lwo categories, viz, Personal
accounts and lnipersonal aceounts. Impersonal accoums are turther classilied inw ovo
categories, viz, Real accounts and Nominal accounis.

Personal Accounts

It is an acCount which deals with a due balance erther wo ur from these individuals in a
particelar periged. A pecsonal account germally reveals the outstanding halance of Lhe
firm to individuals eg, suppliers, or outstanding balance from individoals eg,
customners. This is the only account that emphasizes the futme relationship between
the business [irm and the individuals,

Personal accounts can be classitied inte three categories:

o  Persons of Narure: Persons who are nothing but cutcome of nature e, the
Adiniglity.

®  Porsons of Artificial Relationship: Persons who are made of ariticial relaticonship
throwgh legal struciure are known as—organisalions. corporate, parlnership [irms
and 50 on. The companies and parteership firms are zoverned by the Companies
Acr 1956 amt 1the Parmmership Acl The relatronships among the owners of the
company or partners of e Tirm ace daly stroctwred drougl respective laws.

For example, LIC, SR cte., eompanics are the most impartand examples of the
entitics governed by the artificial rebtionship among the members throueh LIC
Act. 5B Act and the Compantes Aut and so on.

& Peesons of Bepreseatations: This classication represents the amount cutstanding
ur prepaid i connection with the individual transactions.

Reconer af the Benefits

For cxample. the credil sale of the goods worth of T 1500 1o Mr. X In this
transaction. Mr. X s the receiver of the beneliis through 1he credin sale of the B

]
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Till the collection of the benefits of the sale, the firm should maintain the relationship
of business with Mr. X in the book of accounts.

Giver of the Benefits

For example, the credit purchase of the goods worth of ¥ 3,000 from Mr. Y. The giver
of the goods is nothing but the supplier of the goods. Mr. Y should be recorded in the
books of the firm tili the payment of dues of the credit purchase. The future
relationship is maintained in the book of the accounts till the payment process is over.

Debit the Receiver
Credit the Giver

Impersonal Accounts

Impersonal accounts are all accounts other than the personal accounts. In the accounts
of the nominal ledger. we have different types of expenses for different purposes like
rent, insurance, telephone and others. As these expenses are related NOT to the person
to whom the money is paid and more concerned towards the reason for payvment these
are known as IMPERSONAL accounts.

Real Accounts

It is a major classitication that highhghts the real worth of the assets. This is an
account that specially deals with the movement of the assets. It is an account that
reveals the value and movement of the assets taking place between the firm and other
parties due to any transactions.

The movement of the assets can be classified into two categories, viz.: the assets:
which are coming into the firm and the assets which are going out of the firm.

Whenever any movement of the assets take place with reference to any transactions
either coming into the firm or going out of the firm, they should be recorded in
accordance with the set golden rules of this account.

Debit Whai comes in
Credit What goes out

Nominal Accounts

This is an account that deals with the amount of expenses incurred or incomes earned.
It includes all expenses and losses as well as incomes and gains of the enterprise. This
nominal account records the expenses and incomes which are not carried forward to
near future.

Dehit all the expenses and losses
Credit all incomes and gains

1.13 BASIS OF ACCOUNTING

The basis of accounting svstems is discussed below:

® Cash Basis of Accounting: Under this basis of accounting, actual cash receipts
and actual cash payments are recorded. Cash basis is the method of recording
transactions under which revenues, costs. assets and liabilities are retlected in the
period in which actual recetpt or actual pavments are made.

Example: “Receipt and payments account’ in case of clubs. societies. hospitals,
etc., of cash basis of accounting.



Thus, under the cash basis of accounting, revenncs are recagnised when cash is
received, regardless of the fact whether the time services are provided or products
are sold; and expenses are recognised when cash is paid, regardless of the time
costs incurred.

Acerval oy Mercantile Basis of Aceounting! This method ol recording
transaclions records the revenues, costs, assets and liabilities in the period n
which they accrue. This basis includes considerstions relaled to oulstanding,
prepaid, accrued duc and received in advance. In the accrual basis of accounting,
the ncome whether recetved or not but bas been camed or accrued durning the
period forms part of the total income of that period.

Example: Sales made on credit will be included in the total zales of the period
irrespective of the fact whoen cash is actually realised.

Under the accrual basis accounting, revenues and expenses are recorded when
eamed and incurred, accordingly, regardless of time cash (s exchanged (ie,
received or pridy. Under the accrual basis accounting, revenue is recognised when
it i (i) earned (i.e., products are delivered or services are ynovided), and
(1) realised {i.e., cash 1s received) or realisable {i.e, it is reasonable to expect that
cash will be collected in the futyre). Under the accrual basis of accounting,
expenses are recognised in the period when related revenues are recognised (e,
the matching principle).

Fybrid ar Mived Basis of Accounting: It is the combination of both the basis e,
cash as well as mercantile basis. Incontes are recorded on cash basis but expenses
are recorded on mercantile basis. Cash basis ol accounting is the simplest system
wheredas accrual basis of accounting is scientific and relizble. Hybrid system of
accounting is the most conservative hasis of ascermining income because all
pussible expenses related to the period, whether they are actually paid or not, are
considered whereas income only received in cash is taken into consideration.
When all the expenses are taken into account, there is reduction in taxable income.
T4is system is very popular among professionals.

1.14 BASIC TERMS OF ACCOUNTING

The basic accounting terms are discussed below:

Assers: Assets are economic resources of an enterprise that can be usefully
expressed in monetary terms, Assets are things of value used by the business in its
operations.

Fixed Assets: These assets are held on a lopg-tcime basis, such as land, buikdings,
machinery, plant, furniture and Dxtures. These assels are used for doing business
and not foe re-sale in normal course of operation.

Current Assets; These assets are held om a show-term basis such as debtors
{avcounts reeeivable), bills receivable (notes receivzhle), and stock (inventory),
temporary investment in securities, cash and bank balamces, Mormally, shor-term
refers to an accounting, vear.

Business Transactivns: Auy exchange of mosey or money’s worth as goods and
services between two parties is catled a transaction. A business transaclion is an
event, which can e expressed in terms of money.

Liabifities: Liabilitics are the obligations or debss that the emterpeise nuust pay in
NIGAEs OF SECVICES A sonle fimee in the future. They are us foltows:

+  Long-germ Linhilities. Linbilities that are ususlly payahie afier a period of one
vear are long-term liabilities.

21
An Inicodicnon Lo
Financial Accouring



22
Financial Accounung

Example: A term loan from financial institution or debentures (bonds) issued
by the company.

< Short-term Liabilities: Liabilities that are obligations and payable within a
period of one year are short-term liabilities.

Example: Creditors (accounts payable). bills payable (notes pavable), and
cash credit overdraft from a bank for a short period.

Capital: Investment by the owners for the use in the business is known as capital.
Owner’s equity is the ownership claim on total assets. It is equal to total assets
minus total external liabilities:

Equities = Assets — Liabilities.
This is also called residual interest. Owner’s equity is equal to capital.

Creditors/Accounts Payable: Creditors (accounts payable) are persons and/or
other entities that have to be paid by an enterprise an amount for providing the
enterprise goods and/or services on credit. The total amount standing due to such
persons and/or entities on the closing date is shown on the balance sheet as sundry
creditors (accounts payable) on the liability side. Thus. a person to whom money
is owing or payable is called a creditor.

Debtors/Accounts Receivable: Debtors (accounts receivable) are persons and/or
other entities who owe to an enterprise an amount for receiving goods and
services on the credit. The total amount due from such persons and/or entities on
the closing date 1s shown in the balance sheet as the sundry debtors (account
receivables) on the asset side. Thus, a debtor is a person who owes money. The
amount due from him is called debt.

Drawings: It is the amount of cash or other assets withdrawn by the owner for
his/her personal use.

Equity: 1t is the ordinary shares or risk capital of an enterprise. A claim, which
can be enforced against the assets of the firm, is called equity.

Expenses: These are costs incurred by a business in the process of earning
revenues. Generally, expenses are measured by the cost of assets consumed or
services used during an accounting period. The usual items of expenses are
depreciation, rent, wages, salary, interest, costs of heat, light and water, telephone,
etc.

Expenditure: Expenditure is the amount of resources consumed. Usually, it is of
long-term in nature. Therefore, its benefit i1s to be derived in future.

Example: Capital expenditure

Gain: Gain is the change in the equity (net worth) arising from change in the form
and place of goods and holding of assets over a period whether realised or
unrealised. It may be either of capital nature or revenue nature or both.

Income: Income is the increase in the net worth of the organisation from either
business activity or other activities. Income 1s a comprehensive term. which
includes profit also. In accounting, income is the positive change in the wealth of
the firm over a period. Thus, income is an inflow of assets, which results in an
increase in the owner’s equity.

Insolvent: A person who cannot pay his debts is called insolvent. His assets are
less than his habilities.



Lass: Loss is the pross decrease in the assets or gross increase in the Labilites. It
ts the excess of expenses over revenues. | represents reduction sn owners’ equity
duc to mability of the firm W recover the assets used in the business.

Fxample: A firm spends 280,000 and generates revenue of T70,000; there s a lass
of T10.000, which represents non-recovery of assets consumed in deing business.

Ner worth: I is tolal sssels minus total liabilities. Net worth is seldom the true
wvalue of a company. Prefits of 2 business increase the net worth whereas losses
reduce the net worth of a business.

Profit: Profit is the excess of revenues over expenses during an accounting year. [t
increascs the owner’s cquity,

Pyrehases: Purchases are total amounis of goods procured by a business on credit
and for cash, for use or sale. Jn a trading concem, purchases are made of
merchandise for resale with or without processing. In a manufacturing concern,
raw malerials are purchased, processed fuaher into finished goods and then sold.
Purchases may be cash purchases or credil purchases,

Revemues; Revenues are the amounts the busingss cams by selling its products or
providing services to customers. These are called “sales revenues” Oiher ltiems
and sources of revenues common o many businesses are sales, fees, commission,
wderest. dividends, rovalties, renf recerved, cic.

Steck: Stock (inventory) is a measure of something on hand-goods, spares and
other items in a business.

It is called stock in hand. In a trading concern, the stock in hand is the amount of
goods, which have not been sold on the date on which the balance sheet is
prepared. This 15 also called closing stock (ending inventory). In a manufacturing
company, closing stock comprises raw materials, semi-finished goods and
finished goods on hand on the closing date. Similarty, opening siock (beginning
invertory) is the amount of stock al the begimping of the aecounting vear,

Xales: Sales are the amounts received or due for gonds or services sold to
customers. Gross sales are total sales before any retums or adjustments. Net sales
are after accounting for returns and adjustments. Sales are 1otal revenues from
goods sold andfor services sold or provided to customers, Sales may be cash sales
or credit sates.

Cheelk Your Prosress

[Fill in the Blanks:

| is the process of recording financial transactions and
keeping financial records.

2. Users of financial information may be beth and external to
the organisation.

3. Under the analysis and interprelation of the accounts,
prepared by financial accounting. are done in & manner so that the
nanagers wmay forecast, plan for finuwre and frame the policy.

4. Now-g-days has been replaced by prudence which means
the principle of conservalism i3 applied by the aceounants only in caze of
doubts or uncertainties with prudence,

3. enables the comparison of the ptofit of performasce of &

business in a year with the performance of anather year for exemple the
depreciation methods.

B

An Inirpduetion tn
Financial Accouming



24
Vit .t

bk

[LISLET €S S€M UP

® Accounting is an extension of bookkeeping. Where bookk ceping ends. accounting
begins. Bookkeeping records the business traasactions in account books,
accounting atms 8t recording, classifying and summarizing the business
transactions in a useful mannex.

e Accounting is a base and with its help, various retumns, documenis, stalements,
etc., are prepared.

¢ The main objective of accounting is to maintain a compicte and systematic record
of business transactions.

e Acceunting provides useful and meantnpful information to thosc who have
interests in the business.

® A proper accounting system is essential to any business whether big or small in
erder 10 manage its daily functions and keeps the business running successfully.

® Accounling information helps users 1o make better financiai decisions. Users of
financial information wmay be both internal and external to the oveanization.

e Accounting Information System (ALS) is the cellection, siorage, processing of
financial, and accounting daia that are used by decision makers. An accouniing
infonnation system 35 generally a computer-based method for tracking accounting
activiy in conjunction with information technology resources.

e The matching concept suggests that the revenue camed in an accounting yeur (s
mached with the cxpenses incurred during the same period to penerafe that
revenue.

» Human Resource Accounting mcans the acceunting for huwman being as aow in
gsganisations human beings are (reated as an asset like other physical assets.

¢ Double entry system is a sysiem wherein every tiansaction is being recorded in
two different ledgers account.

s Al accounts of the enterprise are broadly classified into two categories, viz.,
Petsenal accounts and Jmpersona! accounts. Impersonal accounts are further
classificd into Lwo categenes, viz. Real accounts and Nomiinal accounts.

[.L16 UNIT END ACTIVITY

When financial accounts records all transuctions rclated to a business then why there
are different branches of accounts? Prepare a report statiag (he importance of branches
of accounting and give a presentation on «.

1.17 KEYWORDS

Accoumting Process: 1t includes the recording of [inancial transactions, ledper
posting, preparation ot financial stalements and avnu lyzing and interpretstion ot them.

Cost decontrnting: Accounting relating to the ascenainment ot cost of the product.

Manapement Accowsrsing: Presenting of accousnting infonnation i such a way as to
assist the management in 1aking the importam decisions and inzking the policies.

Accounting Convenrions: Customs and traditions which guide the accoumtants lo
¢eond the tinancial wansactions.

Apbrid dccosnting: 1t is the combination of both the basis i.¢. cash as well as
nercuntile: basis.



Accrual Accounting: It is an accounting method, which measures the performance
and position of a company by recognizing economic events regardless of when cash
transactions occur.

1.18 QUESTIONS FOR DISCUSSION

1.

eI AT - -

Define accounting. What is the need of accounting?
What are the basic concepts of accounting?

What are the key conventions of accounting?
Describe the objectives of accounting.

What are the different types of accounts?

What are the different branches of accounting?

Discuss the concept of double entry sysiem of accounting.

Check Your Progress: Model Answer
1. Bookkeeping

Internal

Management Accounting

Conservatism

oo B

Horizontal Consistency

1.
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2.0 AIMS AND OBJECTIVES

After studying this lesson, you should be able to:

e Explain the meaning of journal and its need
e Describe the basic rules for journalisation
® Understand the format and process of journalisation

e [dentify the subdivision of journal

[§9)

.1 INTRODUCTION

Ihe first thing that the accounting svatem takes on is the financial transactions. A
transaction is defined as an external cvent or internal event which gives rise to a
change affecting the operations or finances of an organisation. There should be




evidence that a transaction has taken place. This cvidence comes from the docuwmenis
that are used 16 support a transaction/like invoices, receipts, cheques. bank statements.
ele. For recording 4 transaction, it must be analysed o detenmine its effects on the two
{or more) accounts and the reason why it affects those accounts. As the original
document cannol be wsed to write these details, a standard document known as a
vopcher is used to accompany the original document. Youcher is thersfore the basic
unit of an accountling ransaction. Every voucher mentions the twe (or more) accounts
that are being affected, the amount with which each account is affected and the reason
for the transaction (known as narration). Each voucher 15 numbered and dated, that
makes referencing easier. Once, the vouchers are made for the day, they are entered
mic the priinary book knaown as journal, Vouchers are normally recorded in the order
in which they occur. Journal entries centain all relevant information pertaining 10 a
transaction. This data from the journal has 10 be rearranged (o assist in 2nalysis.

2.2 JOURNALISATION

Journal is the book of original entry in which business wansactions are recorded date-
wise and serial-wise, The word lournal has been derived from the French word “foen
that means “day”. Henee, it is a book lor recording daily business transactions.
accosding to the double entry svstemi. In arder 1o provide a chronological reeend of
business lransactions, where each (ransaction is sel down with relevant supplementary
information, it becomes necessary to have some preliminary book, e, journal. The
process of recording iransactions in & joumnal is calied journalising. The form or
maoner in which transactions are recorded in the joumal is called ‘journal entry”.
Jownal is aiso called a book of original entry because variows ledeer accounts are
recorded and/or posted from this book, 1o other words, as transactions gccur they are
recorded firsl in Lhe journal.

According to Carter, “The journal or daily record as originally used (s a book of prime
entry in which transactions are copied in order of date from a memorandum or waste
book. The entries as they copied are classified inte debits or credits, to facilitate there
being comrecily posied afterwards in the ledger.”

According to 1.C. Cropper, “A journal is a book, employed to classify or sort out
tranzactions in a form convenient for their subsequent entry in the ledger™

2.2.1 Characteristics of Journal

The following are the characteristics of journal:

. Journal is a book of original £ntoy.

2. I keeps a chronological record of the transactions i.e., according to occurrence of
the wansactions.

3. It kelps the ledper, which is the principal book of accoums.

4. lournal gives a complete piclure of cach transaction, which helps in maintainty
the 1dentity of the transaction.

5. It tells the true nature of every Iransaction with the help of natvation.

6. Iuis slse known as daybook.

2.2.2 Advantages of Journal
Jourmal has the following merits:

& Ta understand double gntry system: Journal 5 an imponant pan of the double
entry systent. The study of joumal helps in understanding 1he double entiy system.
wilhout journal. it is difficult to pet knowlkedge of the doulile entry svsiem

n
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*  Daie-wise acconnting: It provides a chronalogical tor in order of date) record of
all transactions and hence provides permanent record. This also helps i focation
af any trensaction,

#  Preef: Journal can be presented as a proot in court, in case of a default in future.

¢ [flelpful in formation of ledger; After formation of the journal, the ledger can be
tormed easily and tn an ereorless way,

8 Less possibility of errors: It reduces the possibility of ercors as hoth the aspects of
every transachion are writlen side by side, If ransactions are recorded directly in
ledger then there ts a possihility of ereovs of more or less debit or eredit,

& [t zlso eliminates the need for a reliance on memaory of the accounts keeper, Some

transactions are of complicated nature and without the journal entrics may he
ditficult. theugh not mpossible,

2.2.3 Limirarions of Journal

The follonwing are the lnmitations of the journal;

Limited pxe: The practical use of the joumnal 1s Limited. In this. all vansactions are
not recorded but onhy those transactions are recarded, which are hnoed in
aumbers and whiclh are not written in subsidiary books.

Mere usefud for smalf business: 1tis not oselul for large businesses, because large
prganisations have more nuruber of transactions, 1 all are recorded in one joumal
then the size of the journal will become big and this will be difficult for one
person tonaintain.

Lack of business information: In journabs, transactions are hept al one place,
Therefore, business information can’t be received easily. IF traders want
information aboul the cash, bank. stock, creditors, debtors, income and expenses,
then with the help of the joumal. such mformation cannat be provaded.

L3 FORMAT OF JOURNAL

The pro torma of a journal is given below and its various columns are also discussed

bichow:
| Mate Particulars l.edger Amount Amount
fulic (nr) {Lr)
(1 2 [ 3} EN i3}

Wore: The columns have been numbered only to make thern cleasly urderniandabie 1o
the readers otherwise in praciroe they are never numbered.

Prare of Transacion: Wik cvery entey, dute s written, on which the transaction
has accurred. Year and month is writlen at the beginning of every page, when the
manth is changed. then the name of the changed month (s written again,

Particadars: 1t is an important pant of the journal. Debi and Credir side of every
transaction 15 weitlen in thes, Firstly, the account 15 written which is to be debited
aned the mecount 1o be ceedited is written helow the debit entiy. Every debil aspect
sowritten in the first Boe and the word T s written s the end of column. In
second dine, credk aspect s wrillen and the waad 1o 15 written s tew space,
Aller waiting of debit and credit of accounts. narration of transaction (in brict) s
writtes in the column of panticular.



3.

4,
5.

Ledger Folio or L.F.: This column contains the page number of the ledger where
the account has been opened. It is useful for reference purposes.

It serves the following purposes:

(a) By writing the page number of L.F. It shows that on which page of ledger the
entry has been posted. It provides convenience in any posting in future.

(b) For writing of page number, it shows that which entries have been posted.
Those entries, which have been posted, their page number will be written in
parallel to them.

(c) If for any reason, the trial balance is not matched then posting can be verified
with the help of these page numbers.

Debit Amount: The amount of debit is written against the debited account.

Credit Amount: The amount of credit is written against the credited account.

2.4 JOURNALISATION RELATED TERMS

Some terms related to journalising are discussed below:

1.

Source Documents: These documents always help in recording the transactions in
the books of accounts. These are cash memo. invoice. receipt, pay-in-slip, cheque,
debit and credit note, etc. '

Cash Memo: The seller issues it to the buyer when goods are sold on cash basis.
Cash memo is a printed document, which contains information regarding the name
ot seller, date, description of goods sold including quantity and rate at which
goods were sold. It provides details about cash transactions, which become the

“basis for recording these transactions.

Invoice: An invoice is a document, which is prepared when goods are sold or
purchased on credit. A sale invoice is prepared to record credit sales. It contains
information such as name of the party to whom goods are sold, total amount of
sales and description of goods sold. It is prepared in triplicate by the seller. The
original copy is sent to the buyer, second copy is sent to the accounts section and
the sales department for future retains third copy.

Cheque: It is a written document drawn upon a specified banker and payable on
demand. The name of the party to whom the payment is to be made should be
written clearly after the words ‘pay to’. The details of the payment through the
cheque are also recorded on the counterfoil, which forms the source document
regarding payments.

Receipt: 1t is issued by the firm who receives cash from customers. It is prepared
in duplicate, the original copy is given to the person making payment and the
duplicate is kept as record for future. Receipt contains date of issue, amount
received, name of the paying party, nature of payinent.

Pay in Slips: This is the standard form issued by the banks for depositing cash or
cheque in a bank account. it consists of two parts. 'The cashier returns one part to
the depositor after his signatures while the other part is kept by the bank,

Debit and Credit Notes: When goods are returned to the supplier or an additionaf
amount is recoverable from a customer, then thesce notes are prepared. The
document becomes debit note for the paity from whom money is recoverable and
it becomes the credit note for the party who is to recover the amount. Thus, a
proper credit note should be sent in case a customer returns the goods.

29
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8. Account: It is a statement, which records all transactions related to a particular

person or particular asset or a particular head of income or expense at one place. It
is in ‘“T" shape having two sides, left side is debit side and right side is credit side.
There are three types of account.

(a) Personal Account: These vepresent the accounts related to individuals. firms.
societies, hospitals, clubs, company, corporation, etc.

(b) Real Account: These accounts record the transactions relating to the assets
(tangible or intangible) of business such as Cash A/c, Fumiture A/c, Goods
Alc, etc.

(c) Nominal Account: Accounts related to incomes expenses, profits, losses are
called as nominal accounts such as Interest A/c, Discount A/c, Sales Alc,
Wages A/c, etc.

2.5 RULES FOR JOURNALISING

Journalising is an act of recording the debit and credit aspects of a business transaction
in journal, together with an explanation of the transaction, known as narration. This
recording is made according to certain rules, which are called rules of journalising.
Two accounts are affected from each transaction in a double entry svstem. One
account is debited and the other account is credited.

2.5.1 Traditional Approach

This method is based on the classification of accounts as per double entry system. The
rules are:

i.

12

Personal Account: The persons receiving the goods or cash are debited, i.e., Debit
the receiver, such as ¥ 12,000 were paid to Bawa, then the journal entry will be:

Journal
Date | Particulars L.F. | Amount(Dr) | Amount (Cr)
® )
Baws Dr 12,000
To Cash A/c 12.000
{Being cash paid to Bawa)

Similarly, the persons giving goods or cash are credited, i.e., Credit the giver, such
as ¥ 25,000 received from Raphel, the journal entry will be:

Journal
Date | Particulars L.F. | Amount(Dr) | Amount (Cr)
®) )
Cash A/e Dr 25.000
To Raphel 25.000
(Being cash reccived trom Raphel)

Real Accounts: In case of real accounts, anything or cash which is coming to
business is always debited and anything or cash which is going out from the
business is always credited. 1.e.. *Debit 1s what comes in and Credit is what goes
out.”



For instance, if furnuure is purchased for cash T 40,000; the entry will be:

Jourpai
Idate | Parliculars L.F. | Amount (Dr) | Amount (Cr)
4] )
Fumiture Afe L 403K
Ta cash Afe QUL

(Being furmiture purchased)

3. Nominal Accounts: In this case, all expenses and losses are debitcd and all
ineomes and gains are credied, Le., Debit all espenses and losses, credit all
incomes and gains. For example, if wages are paid al ¥ 4200; the entry will be:

Journal
Date | Pzriccularcs L.F. Ameounl (D) | Amount (Cr)
T )
Wauss Af (&3 4,200
T Cash Ade 1. 200

(Being wages paid)

Similacly, all incommes and pains are credited.

Forexample, T 15,000 reegived Tor commission, the entry will be:

Journal
vare | Particulars L.F. | AmcustiDey | Amound ()
{T) (3]
Cash Afe L3 15,000
'|'l.:| Cotttrmissinn Alc 1 3,00

[Lieing commission reccived)

In brict, the niles of Journalising are:

For Personal Accounts:
#® [debit the receiver

®  Credit the giver

For Real Aceounts:
& [ebit wha comes in

® Credit what goes out

For Nominal Aceannis:
o [ebitall expenses and losses

o Credit all incotres and gains

The traditiongl method sutlers from the following defects:

The classification of accounts inte personal or real or nomimat is Ag 1o somc extent.

Therg are sotpe accounis, which cannot be comvensently pat under sny of the
CRTERMIER, &4, provisit For depreciation, provision los had debes, ele.

1t does not give proper explanation for a debit or a credit. For exmmple. @ debt of T 500
due fram Raphel {2 customer) is (o be writen ofT 25 had,

41
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Bad Debts A/c Dr 500
To Raphel 500

2.5.2 Modern Approach

This method is based on accounting equation. Under this method, the accounts are
divided into five categories, viz. (1) Assets, (2) Liabilities, (3) Capital, (4) Expenses
and Losses and (5) Revenue (i.e., gains and incomes).

Thus, the accounting equation will be:

Assets = Liabilities + Capital + Incomes ~ Expenses

Or
Assets + Expenses = Liabilities + Capital + Incomes
Rules under Modern Approach
S. No. | Name of the Account Debit Credit
1. Assels Account Increase Decrease
2. Liabilities Account Decrease Increase
3% Capital Decrease [ncrease
4, Revenue Decrease Increase
5. Expenses and Losses Increase . Decrease

This method does not suffer from any shortcoming.

Example: From the following particulars, analyse with reason, giving the accounts to
be debited and credited by modern approach:

1. Banji started business with 80,000
2. Purchased machinery 10,000
3. Paid wages ; 300
4. Received commission 900
5. Paid telephone bills 1,200
6. Deposited cash into bank 2,000
7. Cash sales to Raphel 7,500
8.  Withdrew cash for personal use 2,200
Solution:

Analysis of Transaction

S. No. | Transaction Accounts Account Increase or Debit or
Involved Classification | Decrease Credit
l. Banj started business Cash Assel Increase Debit
it easly Capital Capital Increase Credit
2. Purchased machinen Machinery Asact Increase Debit
for cash Cash Asset Decrease Credit

Contd ...



3. Paid wages

4 Received commission

3, Paid Telephone bill

6. Deposited cash into
Bank

7. Cash sales to Raphel

8. Withdraw cash from
business for personal
use

Wages

Cash

Cash
Commission
Telephone Bill
Cash

Bank

Cash

Cash

Sales

Cash

Drawings

Expense
Asset
Asset
Income
Expense
Asset
Asset
Asset
Asset
Revenue
Asset
Capital

Increase
Decrease
Increase .
Increase
Increase
Decrease
Increase
Increase
Increase
Increase
Decrease

Decrease

Debit
Credit
Debit
Credit
Debit
Credil
Debit
Credit
Debit
Credit
Credit
Debit

Thus, when only two accounts are involved in a transaction, the entry passed to record
(such transaction) is called a simple journal entry.

Compound Journal Entry

When there are two or more transactions of similar nature occurring on the same day
and either *Dr’ or *Cr’ account in common, such transactions can be recorded in the
form of one journal entry instead of making a separate entry for each transaction. Such

entry is known as ‘Compound Journal Entry".

For example, on 31* March, ¥ 2,500 is paid for salaries and ¥ 1,000 is paid for rent,

the following entry will be:

(for expenses paid)

T g
Salaries Alc Dr 2,500 '
Rent A/c Dr 1,000
To Cash A/c 3,500

Compound entries may be recorded by any of the three ways:

1. One particular account may be debited while several other accounts may be

credited.

2. Several accounts may be debited while one particular account may be credited.

3. Several accounts may be debited and several other accounts may be credited, e.g.,

opening entry.

Discount

eans a deduction, which reduces the received or paid amount from purchases.

For example, Mr. A went to a shop for purchasing a fan whose print rate was 3 1,500
and the shopkeeper takes from him ¥ 1.350. then T 150 less received bv the
shgpkeeper from Mr. A is called discount. Discount may be of two types:

|. ' Trade Discount: Trade discount is that discount which is given for promoting
sales at a certain percentage on sales, such as discount on clothes, discount on
shoes. discount on books, etc. It is not recorded in the books at all; it is deducted

from invoice price.

32
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For instance, if a trader sells goods for T 20,000 at 1 0% discount then the ety

witl be:
Journal
Mate | Paptigwiars L.E. | Amount {Idr) Amirunt (r)
{7} )
Cash Ale Dr | 8. 060
To Sales Ade LEREED

(Being ponds sold [ess rade discount)

Cash Disconnt: Cash discount is the discount, which 1s given to debiors by the
trader for eatly payinent of price of goods. 1tis given only when the customer paid
the balinue in a certain period. As the discount is aliowed at the time of making
pavmant, so the cash discount will be recorded in the books, IHscount account is
namtnal aceount in nalure. When discount is allowed at receiving of cush, then
iseount 1 debited because 115 a loss and when discount is received al pavment
of ¢ash, then discounred is ¢redited because it is profi

For example, received cash from Chabata ¥ 37,500 and discount allowed to him

T 500 The entry will be:

Jenrnal
Date | Parlcolars [.F. | Amount {Dr) Amount {Cr)
(%) (2
Cash Asc D 37300
Discounl Ade Dr 00
Ta Chabala 38,000
IBeing cash recvived and discount allowed)

Similarly, paid to Banjt ¥ 19,750 in full settlement of ¥ 20.000. The entry will he:

Jooral
Ilate | Panaulars L.F. | Aamonnmi {Dr) | Ameum (Cr)
‘ ) @
| Banji Dr 2010
To Ciesh Al V9730

[o Discunt Af:

[Being cagh paid to Banji and discounl received)

250

TFable 2.8: Differences between Trade Discount and Cash PHsconnd

5, Mo, I Basis of Differcner

Trade Disemoni

Cash Disconnt

AL

AIRLNL.

L
E7 v Meaning Irade discoum i5 given by | Cash  discennt  is plven te |
seler al the time of selling | costomers  for hnmediale or
eods at a cestain peroonldge | ocarly payment.
10 1RE CUsStomers.
2 (hjew The purpese of s discount | The purpose ot Lhis discount s
I \ is tor inceease in selling, CICHUrERinE warly pity rent.
o e Trearment Trade diseeenr 5 nor | Cash discount 5 recorded in
recorded in e hooks ol | the books ol accounts.
BUCOLIRES,
I Allowasice iz an allewssce off e [ [0 i3 an ailpsaance off lh;‘
seliing pwice. amannt diie 3
5. Reducksns from lnvuige Il ix deducted Froen invaice | B s rol deducted o invoice ]




If both the discounts are allowed 1o a customer, then {irstly frade discount 15 deducted
lrom pnce of goods. Then cash discount is compuled on the balance amount.

Meaning of Goods

Goods mean the things, which are bought by trader Tur the pumpose ol resale aua
profit. In other words, we can say that goods mean those goods in which a trader
deals. For instange, books lor a bookseller, furniture for a fumiture dealer, ete. Goods
accoum can be classified in the following four pans:

1. Purchases Acconnt: When goods are purchased then purehases account 1s debited
instead of goods account. It records all the purchases of goods.

2. Saoler Aeecount: When poods are sold then szales account is credited instead of
gouxds account. 1t records sules of the goods,

3. Purchases Retwrn Acconnt: [T goods porchased are rewmed, then it &5 called
purchases return. This account is credited.

4. Sales Retvrn Acconnt: |f poods sold are returned then it is called sales return.
This accoum is always debited,

2.6 DETERMINATION OF THE NATURE OF
TRANSACTIONS WHETHER CREIMNT OR CASII

Whether a particular transaction s made for cash or credit in ease of purchase and sale
of goods, it should be deternmined. Cash transaction 1s to be treated when the word
‘cash” is mentioned aod credit when only the name of the person is given but the samy
will also be trested as cash transaction when neither cash nor name of the person is
written therein.

Exampie:
‘Transaclion Cash or Credit Henson
Crowod s suld for | 5,000 i casn Cash The ward “vash’” is given
Croods sold for T 20,000 in cush 1o Mr X Cash Ihe word "cash’ is given
Creyods sold for T 33000 to John Credin The marme of porson is given

Special Transactions

Drawings; When goods o cash are takenfwithdrawn by the owner for personal use
from the husjness, then the entry will be:

Deweiings Afc 1 [x (il pash Iis withd Fwar}
T Cash Ade
M
T Bk Adc {10 weithumweal 15 f7om bank)
{
Tur Purchkases Adc LIV poods are witkdraw n

i
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Bad Debts: Sometimes. a certain amount is not realised. or partially. on account of
credit sales. The amount. which is not realised. is treated as bad debt. It is a loss.
which is debited. The entry will be:

Bad Debts A/c Dr
To Debtors Alc

Bad Debts Recovered: If the debt or an amount which is written off as bad is
recovered later on, it becomes a gain for the business and is credited to a newly-
opened account called bad debts recovered account. The entry will be:

Cash A/c Dr
To Bad Debts Recovered A/c

Life Insurance Preminm Paid: If the insurance premium is paid from his pocket for
the life of the proprietor or for the life of any of his family members in case of
insurance, then no entry will be passed in the books of the business. But if the
insurance premium has been paid out of business money, then the entry will be:

Drawings A/c Dr
To Cash/Bank A/c

Income Tax Paid: Income tax is a tax on the income of the owner/proprietor or
partners in case of sole proprietorship and partnership firms. [t is the personal liability
of the businessman. The entry wil] be:

Drawings A/c Dr
To Cash A/c
Interest on Capital: 1t is allowed on capital, the entry is:
Interest on Capital A/c Dr '
To Capital A/c

In fact, it is an expense for the business and, hence, debited. The capital account has
been credited because the amount has become due to the proprietor.

Interest on Drawings: 1t is charged from the proprietor on the drawings made by him.
The entry will be:

Capital A/c Dr or Drawings A/c Dr
To Interest on Drawings A/c

Interest charged by Bank: It is an expense and the amount due to bank on this
account is a hability. The entry will be passed in the books of the firm:

Interest A/c Dr
To Bank A/c

Depreciation: Depreciation means reduction in the value of an asset due to wear and
tear. The entry will be:

Depreciation A/c Dr
To Asset Alc
{Being depreciation charged on asset)

Goods given away as charity: It some goods from the business are given away as
charity to anyv person or institution. it should be debited to charity account and credited
to Purchases Account.



Goods lost by fire or stolen: 1f stock is lost by fire. it should be debited to loss of 35
stock by fire and credited to purchases account. However. in case, anv part of such Journal
loss is recoverable from the insurance company, it should be debited to insurance

claim account and credited to loss of stock by fire account.

The entries are:
(a) Goods lost by Fire/Stolen A/c Dr
To Trading/Purchases A/c
(For the original loss)
(b) Insurance claim A/c Dr
To Goods Lost by Fire/Stolen A/c
(When fullv admitted by the insurance company) Or

Insurance Claim A/c Dr (Admitted portion)
Profit and Loss A/c Dr (Net loss)
To Goods Lost by Fire/Stolen A/c or Profit and Loss A/c

To Goods Lost by Fire/Stolen A/c
(When not admitted by the insurance company)
() When Cash is realised from the insurance company
Bank A/c Dr
To Insurance Claim A/c

Purchase of Shares: When shares or securities are purchased, the entry is made at
market value and not at the face value. An expense such as brokerage paid on such
investment is also added for investment.

For instance, if shares of ¥ 60,000 are purchased at ¥ 90 and ¥ 300 is paid as
. 0 .
brokerage, the purchase price would be ¥ 54,300 (ie. 60,000><I—906+300). It is

debited to Investment Account and credited to Cash Account. However, in case of sale
ot shares, the entry should be passed at market value less brokerage, if any, paid.

Example: Enter the following transactions in journal of Bbalo:

2015 ' 4
March I Bbalo started business with cash 60,000
March 1 Bought goods for cash 10,000
March3  Purchased furniture for cash 25,000
March 4 Purchased goods from Peter 15,000
March 5 Sold goods for cash 20,000
March 7 Paid cash to Raphel 14,500
March9  Received cash from Bbalo 12,000
March 15 Paid wages of % 1,300 and salaries of ¥ 2,200

March 20 Received commission 850
March 22 Withdrew cash from office for personal use 2,500
March 26 Paid rent 900

March 31 Received Interest 300
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Solution:
Journal of Raphel
Date Particulars L.F. | Amount (Dr) Amount (Dr)
R®) 4]
2015 Cash A/c Dr 60,000
March | | Purchases A/c Dr 10.000
To Capital A/c 70,000
{Being bustness started with cash and
goods)
March 3 | Furniture A/c Dr 23.000
To Cash A/c 25.000
(Being furniture purchased)
March 4 | Purchases A/c Dr 15.000
To Peter 13.000
(Being goods purchased from Peter)
March 5 | Cash A/c Dr 201000
To Sales Adc 20.000
(Being goods sold for cash)
March 7 | Raphel Dr 14,500
To Cash A/c 14.500
(Being cash paid to Raphel)
March 9 |Cash A/c Dr 12,000
To Bbalo 12.000
(Being cash received from Bbalo)
March 15| Wages A/c " Dr 1,300
Salaries A/c Dr 2.200
To Cash Alc 3,500
(Being wages and salaries paid)
March 20 | Cash A/c Dr 830
To Commission A/c 8350
(Being Commission received)
March 22 { Drawings A/c Dr 2,500
To Cash A/c 2,500
(Being cash withdrawn for personal use)
March 26 | Rent A/c Dr 900
To Cash AJc 900
(Being rent paid)
March 31 | Cash A/c Dr 300
To Interest Ale ' 300

(Being interest received)

feample: Journalise the following transactions:

b

Goods worth T 4000 given as charity.

Received T 7850 from Banji in full settlement of his account tor ¥ 8000.




iii. Sold to Amar worth ¥ 12,000 less 3% cash discount and received T 11,640 net on

account by cheque.

iv. Paid ¥ 450 1in cash as wages on installation of machine.

v. Goods worth ¥ 1000 were damaged in transit; a claim was made on the railway

authorities for the same.

vi. Goods costing ¥ 2500 were supplied to Raphel, issued invoice of 20% above cost

less 5% trade discount.

vii. Purchased 1000 shares in X Ltd. @ ¥ 15 per share, brokerage paid ¥ 150.

viii.Cash received from the ratlway in full settlement of claim for damaged in transit.

ix. Goods worth ¥ 3000 were used by the owner for his personal use.

x. Received a first and final dividend of 70 paise in a rupee from the official receiver

of Mr X. who owed him ¥ 10,000,

xi. One month’s interest on Abale’s loan of ¥ 10,000 @ 12% p.a. became due but

could not be paid.

xii Goods uninsured worth ¥ 6500 were destroyed by fire.

Solution:
S.No. | Particulars L.F. | Amount (Dr) Amount (Dr)
) 9]
1. Charity A/c Dr 4,000
To Purchases A/c 4,000
(Being goods given as charity)
ii. Cash A/c Dr 7,850
Discount A/c Dr 150
To Banji 8.000
(Cash received and discount allowed)
1ii. Bank A/c Dr 11.640
Discount A/c Dr 360
To Sales Alc 12.000
(Being goods sold & cheque received afier
allowing discount)
iv. Machinery A/¢ Dr 450
To Cash A/c 450
(Being wages paid on installation of machine)
v. Railway Claim A/c Dr 1.000
To Purchases A/e 1.000
(Being claim sent to rashways tor goods damaged
in transit)
vi. Raphel Dr 2.850
To Sales Alc 2,850
(Being eoods of T 2500 supplied to Raphel at
20% above cost less 3% trade discount)
¥ii Invesument in Shares A/e Dr 15.130
ToCash A'e 5.150

(Being purchase of 1000 shares in X Lid. @
2 15 per share plus brokerage T 150)

Conitd ..

a9
Journal
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Vil Cash A/c Dr 1000
To Ratlway Claim A/c 1000
(Being cash received in full settlement of claim
for damages from railway)
iX. Drawings A/c Dr 3.000
To Purchases A/c 3.000
(Being goods used by the owner for his personal
use)
X. Cash A/c Dr 7,000
Bad Debts A/c Dr 3.000
ToMr X 10.000
(Being 70% cash received and balance treated as
bad debts)
N Interest A/c Dr 100
To Abale’s Loan A/c 100
(Being interest pavable on Abale’s lean ¥ 10.000
‘@ 12% p.a. per month)
Xtk Goods Lost by Fire Alc Dr 6.500
To Purchases A/c 6.300
(Being goods of T 6300 destroyed by fire)
Recording of Banking Transactions:
Transaction Entry
I.  Cash deposited into bank Bank A/c Dr
To Cash A/c
2. Cash withdrawn from bank Cash A/c Dr
To Bank A/c
3. Amount withdrawn from bank for personal use } Drawings A/c D
To Bank A/c
4.  When cheques. drafts, etc., received from | Bank A/c Dr
3:3tomers are deposited into bank on the same To Personal Ale
5. When cheques, drafts, etc. received from | (a)Cash A/c .Dr
customers are not deposited into bank on the Tolasmmer's Ade
same day
(b) Bank A/c
To Cash A/c
6. Expenses paid through cheque - Expenses A/c Dr
To Bank A/c
7. When the amount is deposited directly by the | Bank A/c Dr
customers in the bank account To Personal Alc
8. When rceeived cheque is endorsed Creditor’s A/c Dr
To Cash A/c
Y. Cheques already  deposited into bank. is | Customer’s A/c Dr
dishonoured. ) To.Bank Afe
0. Pavments made through cheque Personal A/c Dr
To Bank Aic

Conid




1 1. {a) Interest charged by bank Interest A/c Dr
To Bank A/c
(b) Interest allowed by bank Bank A/c Dr
To Interest A/c
12. When bank charges some amount for the | Bank Charges A/c Dr
services rendered To Bank A/c

Opening Entry: Every businessman maintains his books of accounts on a yearly basis.
In running a business, the previous vear’s balance of assets and labilities will have to
be brought forward to the current vear’s new books of accounts. This is done by
means of a journal entry, which is termed as “opening entry’. Such entry is made on
the basis of accounting equation, i.e., by debiting all assets and crediting liabilities and
capital account. If the amount of capital is not given in the question, the balancing
figure will depict capital, i.e., Assets — Liabilities.

Example: From the following particulars of Mr A, pass opening entry as on January |,
2002:

Cash  6,000; Bank Loan ¥ 15.000; Capital ¥ 75,000; Building % 50,000: Debtors
T 12,000; Furniture ¥ 18,000: Creditors ¥ 7000; and Stock ¥ 13000.

Solution:
Journal
Date Particulars L.F. Amount (Dr) Amount (Dr)
) (%)
Building A/c Dr 50,000
| Debtors A/c Dr : 12,000
. Fumniture A/c Dr 18.000
Stock A/c Dr 13,000
Cash A/c Dr 6,000
To Creditors A/c 7.000
To Bank Loan A/c 15.000
To Capital A/c 75.000
(Being assets and liabilities brought in new
accounting year)

Example: Enter the following transactions in the journal of Mr Bawa.

Assets: Cash in hand ¥ 10,000: Cash at bank ¥ 1,200; Stock ¥ 15,000; Debtors
T 12,000 (Chabala T 4,600: Raphel % 5.800; Banda ¥ 1600)

Liabilities: Creditors T 3,500 (Raphel ¥ 2,000; Chakwe T 1,500); Bank Loan ¥ 7,000.
'Following transactions took place during the month of June 2015:
June 2 Goods sold to Chabala % 2.000.

June 3 Purchased goods from Abale for ¥ 8,000, at a discount of 15% and cash
discount of 2.5%, paid 50% amount immediately.

June4 Received a cheque from Chabala for ¥ 6,500 (discount allowed T 100):
cheque deposited into bank.

June 7 Received a cheque from Raphel for 5,600 in full settlement of his account.
This cheque was immediately deposited into the bank.

June 12 Cheque of Raphel dishonoured.

June 16 Deposited into bank ¥ 2.200 for cash sales.
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June 19 Paid Lite insurance premium of ¥ 3.300 and insurance premium of oftice

building of ¥ 1,500 by cheque.

June 21 Banda became insolvent and for 0.6 per dollar could be recovered from his

estate.

June 24 Purchased goods from Tom forZ 1,400 and paid by cheque.

June 27 Sold half of the above goods at a profit of 25% on cost to Jon.

June 28 Paid interest on loan of T 500.

June 30 Incoime tax paid by cheque of T 1,200.

Solution:
Journal of Mr Bawa
S. No. Particulars L.F. | Amount (Dr) | Amount (Dr)
®) R®)
2015 Cash A/c Dr 10.000
June 1 Cash at bank A'c Dr 1.200
Stock Alc Dr 15.000
Chabala Dr 4.600
Raphel Dr 3.800
Banda Dr 1.600
To Raphel 2.000
To Chakwe 1.500
To Bank Loan A/c 7.000
To Capital A/c (Balancing figure) 27.700
(Being assets and liabilities brought forward)
June 2 Chabala Dr 2,000
To Sales A/c 2,000
(Being goods sold to Chabala)
June 3 Purchases A/c Dr 6.800
To Cash A/c 3.315
To Discount A/c 85
To Abale 3400
(Being goods purchased and discount received)
lune 4 Bank A/c Dr 6.500
Discount Alc Dr 100
To Chabala 6.600
(Being cheque received and discount allowed)
June 7 Bank A/c Dr 5,600
Discount Alc Dr 200
‘To Raphel 5.800
(Being cheque reccived & discount allowed)
Junc 12 | Raphel Dr 5.800
To Bank A/c 5.600
1o Discount Alc 200
(Being Raphelan’s chegue dishonoured)

Comd .



June 16 | Bank A/c Dr 2.200
To Sales A/c 2.200
(Being cash received from sales, deposited
into bank)
June 19 | Drawings A/c Dr 3.500
Insurance Premium A/c Dr 1,500
To Bank A/c 5.000

(Being  pavment of life insurance and
insurance premium by cheque)

June 21 Cash A/c Dr 960
Bad debts A/c Dr 640
To Banda 1,600
(Being cash received and bad debts written off)
Jun¢ 24 | Purchases A/t Dr 1.400
To Bank A/c 1.400

{Being 200ds purchased by cheque)

June 27 | Jon Dr 875
To Sales A/c 875
(Being goods sold on credit i.e. 700 + 25% on
700)
June 28 | Interest on Loan A/c Dr 500
To Cash A/c 500

(Being interest paid)

June 30 | Drawings A/c Dr 1,200° i
To Bank A/c 1.200

(Being income tax paid by cheque)

2.7 SUBDIVISION OF JOURNAL

Journal is an important book for accounting in every business. In a small-sized
business. the number of transactions is less; hence, it is appropriate to do accounting
in a journal. But in large-scale operations, the number of transactions is more, and
then it 1s not possible to record every transaction in the journal. Moreover, the
recording of all the transactions in the journal may lead to delay in getting
information. Hence, for convenience, the journal is divided into many books. Each
transaction’is recorded in a special book according to its nature.

S

d

ubdivisions of journal are the division of journal in parts. Subdivisions of journal are

beneficial because it reduces the pressure on other journals. The journal can be

ivided into the following:

Cash Book: In this book, transactions of all cash receipts and cash payments are
recorded. All banking transactions are also recorded in this book.

Purchases Book: Goods purchased on credit are recorded in this book.
Sales Book: Goods sold on credit are recorded in this book.

Purchases Return Book: If goods purchased on credit are returned, then they are
recorded in this book. ‘

Sales Return Book: If goods sold on credit are returned by customers, then these
are recorded in this book.
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[4__7‘ - ® Bills Receivable Book: Bills of exchanges, promissory notes. and hundis,
mancia .l & ) ) <
' received from customers are recorded in this book.

®  Bills Payable Book: Bills of exchanges, promissory notes, and hundis, issued by
the business are recorded in this book.

® Journal Proper: Any transaction, which is not recorded in the above books. is
recorded in this book.

Classification of Journal

The following are the subsidiary books/journals on the major frequent occurrence of
transactions.

Subsidiary
Books/
Journals

Non-cash

Cash )
Transaction

Transaction

I

Purchases Purchase Sales Sales Bills Bills
Book Returns Book Returns Receivable Payable
Book Book Book Book

Figure 2.1: Classification of Subsidiary Books

Subsidiary books are classified on the basis of transactions viz. Cash transactions and
Non-cash transactions.

First, let us discuss the Non-cash transactions.
A Non-cash transaction is a transaction in terms of credit and conditions of the enterprise.

The Non-cash transactions shall include the following transacuons of the enterprise,
which do not involve any cash: they are as follows:

e Credit Sales Book

e C(Credit Purchases Book

® (redit Sales Return Book

e (redit Purchases Return Book

e Bills Payable Book-Outcome of Credit Transaction and

® Bills Receivable Book-Qutcome of Credit Transaction
2.7.1 Non-cash Transaction

Furchases Book

[ he purchases book is also known as purchase journal. 1t is a book meant for credit
purchases only for resale.



Pro Forma of the Purchases Book

Date | Name of the Supplier Ledger Folio Inward Invoice No. Amount )

The purchase book usually contains various components viz.:
Name of the supplier: From whom the raw material was procured on credit.
Ledger folio: It is the number of the page where the journal entry is transacted.

Inward Inveice No: This book contains the invoice number of the credit purchase of
the goods from the supplier.

Amount ®): The book contains the value of credit purchase transactions from the
supplier.

Steps involved in posting the entries:
® Posting the entries pertaining to the individual accounts into the purchase journal.

e The total of the purchase journal is determined monthly and finally should be
posted into debit side of the purchase account — to satisfy the rule of Real
Account; which not only contains the cash purchase but also the credit purchase of
the firm during the vear.

Purchase Returns Book

This is a book of goods returned to the supplier which are out of credit purchases. The
return of goods out of the credit purchase is due to non-confirmation with the
specification mentioned in the order.

Pro Forma of the Purchase Returns Book

Date | Name of the Supplier Ledger Folio Debit Note No. Amount ()

The purchase returns book consists of various components, viz.:
® Name of the supplier: To whom the goods/raw material purchased were returned.
® Ledger folio: It is the number of the page where the journal entry is posted.

® Debit Note No: It is the page number on the original copy of the document sent to
the firm to whom the goods are sent, back/returned.

o Amount ®): The book should illustrate the value of goods/raw materials returned
out of credit purchase.

Steps involved in the purchase returns book:

e Posting the entries of the purchase returns to the individual suppliers’ account into
the purchase return journal.

e The monthly total of the purchase return journal is credited into the purchase
return account.

Sales Book

It is a book maintained by the emerprise only during the moment of selling the goods
on credit. It is known in other words as a sales journal.
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Pro Forma of the Sales Book

Date Name of the Customer Ledger Folio Outward Invoice No. Amount (])

The sales book normally contains the following components:

® Name of the customer: The sales book usually records the name of the buyer who
has been sold the goods or raw materials on credit.

® Ledger Folio: The page number where the journal entry is posted/ transacted.

® OQunvard Invoice No: This book registers the invoice number of the goods/raw
materials sold out to the buyers on credit.

® Amount ®): It is a fundamental document to earmark the value of the goods/raw
materials sold out on credit to the various buyers. ft aids the firm in identifying the
amount of sales transacted on credit as well as it collecting the amount of dues
from the buyers.

Steps involved in the sales book:

® Sales of the goods/raw materials to the individual buyers are entered on a daily
basis.

e The monthly total of sales book is credited into the sales account of the firm
which includes both the sale transactions of cash as well as credit.

Sales Returns Book

It is a book that registers the goods sold on credit and received from the buyers. The
sales return from the buyers is due to not confirming to the specifications mentioned at
the moment of placement of the order. It is known as sales return journal.

Pro Forma of the Sales Returns Book

Date | Name of the Customer Ledger Folio Credit Noted No. Amount )

The following are the various components dealt in the design of the book:

® Name of the customer: [t includes the most important information about the buyer
who returned the goods/raw materials, because of non-confirmation to
speciftcations of the placed order.

e [Ledger Folio: 1t contains the page number of the journal entry posted.

® Credit Note No.: It is a number on the original copy of the document sent to the
firm from whom the goods are received i.e.. the buyer.

Steps involved in the sales returns book:

e Sales retuns of the enterprise from the individual buvers are recorded
immediately after the transactions.

e The monthly total of the sales return is posted into the debit side of the sales return
account in accordance with the rule of real account.
Trade Bills Book

The trade bills book can be classified into two categories. viz. Bills receivable book
and Bills payable book.

1. Bills Receivable Book: 1t is a book maintatned especially for promissory notes
and bill of exchanges accepted by the customers out ot their dues, as an outcome



of credit sale of the enterprise. The bills receivable and promissory notes are 47
nothing but the resultant of the credit sale transactions of the enterprise not oniy to fournal
safeguard the interest of enterprise, but also to collect the dues from the customers

as per the terms of the trade agreed earlier.

Pro Forma of Bills Receivable Book

Sl. No|Date | From whom | Acceptor| Date of | Term | Date of the | Where |Amt.| How
Received the Bill Maturity | Payable | () [Disposed

The various components of the bills receivable book are as follows:

< From Whom Received: Either the bill or promissory received from whom?
The name of the party should be entered at the moment of receiving the
negotiable instruments of the trade.

< Acceptor: The person/institution who/which accepts the terms of the bill to
make the payment.

< Date of the Bill: When the bill is drafied/drawn for obtaining the acceptance
of the buyer; who bought the goods on credit.

< Term: Modalities involved in the process of payment of the dues mentioned in
the bill.

< Date of Maturity: Date at which the bill is to be presented for collection from
the customer.

< Where Payable: The place of amount payable by the customers or buyers who
bought the goods on credit.

% Amount (R): It reveals the amount how much to be collected from the
customer through either bill receivable or promissory note.

< How Disposed: The process of the collection done should be recorded for
future verification in settling the dues of the customer.

Bills Payable Book: It is a book of bills payable or promissory notes accepted by
the enterprise to the suppliers at the moment of carrying out the credit purchase.

Pro Forma of Bills Payable Book

SI. No. | Date | Name of the | Payee | Dateof | Term | Date of the Where |Amt. |Remarks
Drawer the Bill Maturity Payable | )

The following are the some of the important components normally included in the
book:

< Name of the Drawer: Name of the person or concern, who or which draws the
bill. This is nothing but either the name of the seller or manufacturer or
supplier of the goods or raw materials.

< Payee: To whom the payment has to be paid.

< Date of the Bill: Normally included to know the date at which the bill was
drafied which is under the possession of the seller or supplier.

< Date of Maturiry: 1t is the date at which the payment has to be made as per the
terms of trade.

Where Payable: The place where the amount of the bills is to be paid.
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2.7.2 Cash Transaction

Cash Book

Cash transaction is a transaction carried out only in terms of cash. The cash
transactions are recorded in the subsidiary book known as the cash book. The cash
book can be classified into following categories:

e Single Columnar Cash Book
® Double Columnar Cash Book
® Three Columnar Cash Book

e Petty Cash Book

Single Columnar Cash Book

It is a book that generally records the transactions into two classitications, viz.
Payments and Receipts. The receipts and payments are recorded in the debit and credit
side of the cash book respectivelv. The debit and credit side transactions ot the cash
book are prefixed with "To™ and "By" respectively.

Pro Forma of the Single Columnar Cash Book
Dr. Cr.
Date Receipts (%) Date Payments (%)

To Opening Balance B/d
By Closing Balance B/d

Double Columnar Cash Book

It is another kind of cash book which is nothing but an extension of the single
columnar cash book. The double columnar cash book includes the operations of the
enterprise into two different categories viz. transactions through Cash and Bank. It
means that the entire receipts and payments of the business routed through cash and
bank. The transaction of the business with the bank either at the moment of cash
withdrawal or cash deposit leads to registering the movement ot cash from one entity
to another through the contra entries.

The contra entries are posted in two different occasions viz. cash withdrawal and cash
deposit.

During the cash withdrawal, the movement of cash is depicted below for easier
understanding, which is nothing but the movement of the asset from bank to firm.

Cash Withdrawal

Bank FFirm
SAVINGS BANK A/c OPERATIONS

Fransaction No. 1
lan. 5, 2016, Cash withdrawal ¥ 10,000 from the bank is having the following journal
entry:
Cash Alc Dr 2 10,000
To Bank Alc % 10,000

(Being cash withdrawn from the bank A/c)



From the above entry, it is obviously understood that the bank is the giver of the cash
resources from the savings bank A/c and cash receipts are made onlv due to
withdrawal of cash from the bank

There are two different angles of cash withdrawal; one is in the dimension of firm and
another is bank.

Firm Bank
Cash receipts << Cash payments

Transaction No. 2

Jan 20, 2016: Cash deposit has a similar kind of process to post a contra entry, just
opposite 1o the entry of cash withdrawal. Cash deposit of % 5,000 in the bank account.
The following is the journal entry for the cash deposit:

Bank A/c Dr Z5,000
To Cash A/c Cr 75,000

(Being cash deposited into the bank account)

Firm Bank
Cash payvments :> Cash receipis

Pro Forma of Double Columnar Cash Book

Dr. . Cr.
Date | Receipts Bank Cash Date Payments - Bank Cash
To Balance B/d : By Balance c/d*
Jan5 | ToBank Cl 10,000 | Jan 5 By cash C1 10.000
Jan 20 | To Cash C2 5,000 Jan 20 | By Bank C2 5,000
By Balance B/d

* Bank overdraft

The above table of double columnar cash book clearly elucidates the contra entry
process taking place between the two entities, viz. firm and bank.

Three Columnar Cash Book

It is another dimension ot cash book which has three components of operations of the
enterprise viz. cash, bank and discount. This cash book is an extension of the early
one, not only allows and incorporates the receipts and pavments of the firm through
cash and bank, but also discount allowed and received.

Pro Forma of Three Columnar Cash Book

Dr. Cr.
Date | Receipts Bank | Cash | Discount | Date | Pavments Bank | Cash | Discount
Allowed Received
To Balance By Balance
b/d c/d
By Balance
b/d

19
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Why is discount allowed brought under the debit side?

The discount is aflowed at the time of receipts out of sale. The discounts are
categorized into two categories, viz. cash discount and trade discount.

Cash discount is the discount allowed by the firm, only at the moment of making the
payment within the stipulated time frame. 7% @ 10 days means that 7% discount will
be given to the parties who are able to make the payment of dues within 10 days of the
stipulated time period.

Trade discount is the discount allowed by the firm to encourage the regular customers
to buy more and more. This type of discount is allowed by the firm only on the total
value of the invoice. The discount is granted on the gross value of the goods
purchased by the regular customer from the enterprise.

Why is discount received brought under the credit side?

The reason for showing the discount received under the credit side of the cash book is
that the amount of discount received is availed only during the moment of payment of
overdues only due to credit purchase.

Petty Cash Book

It ts a book maintained by the petty cashier who is especially appointed for the
purpose of assisting the cashier of the business enterprise in order to meet the day to
day expenses that are meager in volume. The cashier normally hands over a certain
sum of money to the petty cashier to meet tiny expenses of the enterprise based on the
early estimation on the daily requirement e.g., postage, refreshment charges. The
meagre amount.that is given by the cashter is known in other words as petty cash or
float. The vouchers and receipts are finally examined by the cashier based on the
presentation of petty cash book balance.

Given below is the pro forma of petty cash book:
- Analytical Petty Cash Book

Receipts | Date | Particulars | Voucher No. | Total Amount | Printing and | Cartage | Postage
(L9) ® Stationery

Example: From the following particulars, write up the Cash Book of M/s K.K. of
Chennai with Cash and Bank columns and bring down the final balance:

2016 4
Oct. 1 | Cashinhand 100
Oct. I | Cash at bank : 3.500
Oct. 5 | Paid salary bv cheque 250
Qct. 7 {Paidto K.K. & Co. by cheque 260
Oct. 9 ] Received a cheque from B & Co. 2.500
Oct. 12 { Bought goods for cash paid by cheque 750
Oct. 15 | Received cash from M/s S. Chand 1.500
Oct. 17 | Deposited cash into bank 1,450
Oct. 18 | Sundry creditors were paid by cheque 1.250
Oct. 19 | Received from debtors by cheque which could not be sent to bank 1.780
Oct. 20 | B & Co. cheque dishonoured 2,500
Oct. 22 | B & Co. paid cash 2.500
Oct. 24 | R & Co. issued a chegue for T 470 in full satisfaction of his account for 500
Oct. 27 | Shyam lal was paid 2 393 in full settlement of his A/c amounting to 400
Oct. 31 | Deposited into the Bank 2.200




Solution:

Three Columns Cash Book

Date Particulars | L.F.| Discount | Cash Bank Date Particulars L.F. | Discount | Cash Bank
® (§9) ) ® (C] )
201e 2016
Oct 1 |To Balance b/d 100 3,500 | Oct 5|By Salaries Asc - 250
Ocr9 |ToB & Co. - 2,500 | Oct. 7|ByK & Co. = 260
Oct 15 [To'S Chand 1,500 Oct. 12| By Purchase A/c = 750
Oct 17 [To Cash Asc (C) - 1450 | Oct 17| By Bank A/c (C) 1450 -
Oct 19 |To Debtors A/c 1,780 — | Oct. 18| By S. Creditors = 1250
O 2?2 |ToB & Co 2,500 —| Oct.20|ByB & Co - 2.500
Oct. 24 |ToR & Co 30 470 | Oct. 27|By Shyvam Lal 5 395
Oa 3l |[ToCashac  [(C) 2.200 | Oct. 31|By Bank Alc «C) 2.200
By Balance ¢ d 1.8335 3110
30| 5.880 10.120 3| 5.880 10.120
Example: Enter the following transactions in Analytical Petty Cash Book:
2016 T
Jan. | Received cheque from head cashier 100.00
Jan. 2 Paid for postage 15.00
Jan. 3 Stattonery purchased 5.00
Jan. 14 Paid for cartage 8.00
Jan. 18 Paid for traveiling 7.00
Jan. 27 Tea for guests 6.00
Jan. 29 Office cleaning charges 12.00
Jan. 30 Paid for carriage 4.00
Jan. 31 Extra postage charges 8.00
Solution:
Analytical Petty Cash Book (2016)
Receipts| Date Particulars |Voucher| Total [Postage| Stationery | Cartage Tea &
No. Amount Travelling | office
expenses
€9}
100.00 |[Jan. 1 |Tocasha/c —
Jan. 2 |By Postage 15.00| 15.00 - - -
Jan. 3 [By Stationery 5.00 - 5.00 - -
Jan. 14 |By Carage 8.00 - - 8.00 -
Jan. 18 |By Traveiling 7.00 - - 7.00 6.00
Jan. 27 [Bv l'ea for guest 6.00 - - = 12.00f
Jan. 29 By office 12.00 ~ - - -
cleaning charges
Jan. 30 |By Carriage 4.00 — — = -
Jan. 31 [By LCxtra postage 8.00 8.00 — 4.00
65.00] 23.00 5.00 19.00 18.00
By Balance c/d 35.00
‘t'otal 100.00
100.00 [leb. |
35.00 leh. |
63.00 T'o Balance b/d
100.00 To Cash

3l
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heck Your Progress|

Fill in the blanks:

|. Journal is also called a book of entry because various
ledger accounts are recorded and/or posted from this book.

2. After writing of debit and credit of accounts, of
transaction (in brief) is written in column of particulars.

3. An 1s a document, which is prepared when goods are sold
or purchased on credit.

4. Accounts related to incomes expenses, profits, losses are called as
accounts.

5. of Journal is beneficial because it reduces the pressure on
other journals.

28 LET US SUM UP

Journal entries contain all relevant information pertaining to a transaction.

The process of recording transactions in a journal is called journalising. The form
or manner in which transactions are recorded in the journal is called ‘journal

entry .

Journal gives a complete picture of each transaction, which helps in maintaining
the identity of the transaction.

Cash memo is a printed document, which contains information regarding the name
of seller, date, description of goods sold including quantity and rate at which
goods were sold.

In case of real accounts, anything or cash which is coming to business is always
debited and anything or cash which is going out from the business is always
credited.

When there are two or more transactions of similar nature occurring on the same
day and either *Dr’ or *Cr’ account in common, such transactions can be recorded
in the form of one journal entry instead of making a separate entry for each
transaction. Such entry is known as ‘Compound Journal Entry’.

Trade discount is that discount which is given for promoting sales at a certain
percentage on sales, such as discount on clothes. discount on shoes, discount on
books, etc.

Cash discount is the discount, which is given 1o debtors by the trader for early
payment of price of goods. It is given only when the customer paid the balance in
acertain period.

Subdivisions of journal are the division of journal in parts. Subdivisions of journal
are beneficial because it reduces the pressure on other journals.

Subsidiary books are classified on the basis of transactions viz. Cash transactions
and Non-cash transactions.

The purchases book is known in other words as purchase journal. It is a book
meant for credit purchases only for resale.



2.9 UNITEND ACTIVITY

To increase the balance in the following accounts, would you debit the account or
would you credit the account? Give the reason for your answers.

Accounts Name Debit Credit Reason

Accounts Payable
Cash

Land

Notes Pavable
Accounts Receivable
Mary Smith Capital
Supplies

Supplies Expensc
Prepaid Insurance
Service Revenue
Mary Smith Drawing
Equipment

Unearned Revenue

2.10 KEYWORDS

Journal: The primary book in which the transactions are recorded first time.

Subsidiary Book: It is a book maintained for routine transactions of the enterprise.

Purchase Book: 1t is known in other words as purchase journal. It is a book meant for
credit purchases only for resale.

Sales Book: 1t is a book maintained by the enterprise only during the moment of
selling the goods on credit. It is known in other words as a sales journal.

Sales Rerurn Book: Sales return is a book that registers the goods sold on credit’and
received from the buyers.

Non-cash Transaction: A non-cash transaction is a transaction in terms of credit and
conditions of the enterprise.

2.11 QUESTIONS FOR DISCUSSION

I. Journatise the following transactions:
(a) Started business with cash ¥3,00,000.
(b) Bought Goods on credit for ¥5,000.
(¢) Sold Goods for cash 12,000 and on credit 8,000.

2. Discuss the process of journalising the transactions with suitable examples.

w2

Explain the nature of petty cash book.

4. What is the differcnce between a petty cash book and a simple cash book?

33
Journal



A
Finw

Prepare a Cash Book from the transactions given below:
2016

July 1 Balance at bank

July 4 Received a cheque from Pankaj

July 7 Issued a cheque to Rakesh

July 10 Received dividend by bank draft

July 15 Mukesh was paid by issuing a cheque
July 20 Deposited into bank

July 24 Interest coliected by bank

July 28 Dividend collected by bank

July 31 Bank charges debited

What are the different tvpes of trade bills books?

Enter the following transactions in Analytical Petty Cash Book:

2016

Jan. 1 Received cheque from head cashier
Jan. 2 Paid for postage

Jan. 3 Stationery purchased

Jan. 14 Paid for cartage

Jan. 18 Paid for travelling

Jan. 27 Tea for guests

Jan. 29 Office cleaning charges

Jan. 30 Paid for carriage

Jan, 31 Extra postage charges

10,000
5.000
6.000
2.000
1.500
7,000

200
500
800

100.00
15.00
5.00
8.00
7.00
6.00
12.00
4.00
8.00

Make the pro forma of purchase return book and sales return book and explain it.

Explain the significance of preparing subsidiary books of accounts.

Check Your Progress: Model Answer
I. Original

2. Intemnal
3. Invoice
4. Nominal
5

Subdivision
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3.0 AIMS AND OBJECTIVES

After studying this lesson, you should be able to:

® Understand the ledger need and its characteristics
e Describe ledgers rules for posting the transactions
® Discuss the trial balance and its importance

e Explain the working of trial balance

3.1 INTRODUCTION

In accounting. all the transactions are recorded in the journal, thereafter; these are
recorded in the ledger under the double entry principle. This is called ledger posting.
Ledger is a book, which contains various accounts where similar transactions related
to a particular person or thing are recorded. This is the main book of account and
contains all information needed for preparing financial statements. Therefore, it is also
called as "Book of Principal Entry.” In this book. separate accounts are opened for
every person. asset, income and expenses.

3.2 OVERVIEW OF LEDGER

Journal of a business 1s very useful but it does not reply the different queries as how
much amount is due from debtors, how much is to be paid to creditors and what is the
balance of a particular account, etc. For the reply of all these queries, the ledger is
prepared from the journal entries. Ledger is the set of accounts in which all types of
account (personal, real or nominal) are kept.

. According to L.C. Cropper, The book in which a trader’s transactions are recorded in

a classified permanent record, is called the ledger.
There can be two forms of ledger:

(a) Bound Ledger

(b) Loose Leaf Ledger

A ledger in traditional way is normally kept in the form of bound note books. In
bigger business enterprises, It is not easy to maintain a large and variety of transaction
in a single book.

To overcome this difficulty, loose leaf shuts took the place of bound books.

Under loose leaf ledger, appropriate sheets are introduced. Additional pages may be
added to any extent, completed account may be removed to reduced volume, and any
account may be rearranged so as to suit the needs of the enterprises. This mode of
maintaining ledger in the form of loose sheets is called loose leaf ledger.

3.2.1 Characteristics of Ledger

The following are the features/characteristics of ledger:

e It is the principal book of accounts.

e It is prepared with the help of data provided by the journal.

e The balances of all nominal accounts are transferred to the Trading/Profit & Loss
Account at the end of the period.

e The balances of real and personal accounts are shown in the Balance Sheet.



Trial balance is prepared with the help of the closing balances of all accounts
maintained in it.

It depicts the present position of the accounts.

3.2.2 Merits of Ledger

As ledger is a book of final entry, so it has an 1mportant place in accounting. The
following are the merits of the ledger:

1.

Knowledge of business results: From the ledger, all transactions related to one
item are written at one place. And all the important information related to business
can be obtained easily from this.

Helpful in preparation of trial balance: Trial balance is prepared from ledger.
And Arithmetic accuracy can be checked with the help of trial balance.

Helpful in preparation of final accounts: L.edger provides all information for the
preparation of final accounts. Hence, these can be easily prepared to ascertain the
gross profit, net profit as well as the financial position of the business at the end of
the vear.

To overcome the limitations of journal: The main limitation of the journal is that
from this the complete information related to any transaction cannot be obtained.
However, from the ledger, the complete information about any item can be
obtained easily.

3.3 FORMAT OF LEDGER

It is like a register. [ts every page is divided into two parts. Left part is called debit
part and right part is called credit part. Every part has four columns. The format is
shown below:

Specimen of Ledger
Dr Cr
Date Particulars | J.F. Amount Date Particulars | J.F. Amount

(4] (4]

Details of the above columns are as follows:

Date: Those page numbers are written in this column, which are written in

journal.

Particulars: The name of the other account, which is affected by the transaction,
is written in this column. In debit “To’ and in credit "By’ words are used.

Journal Folio No.: In this column, that number of journal is written from where
the transaction is posted.

Amount: The amount related to transaction 1s written.

Thus. ledger is a set of books or accounts where different types of accounts are
maintained. It is not possible to estimate the business performance from the journal
onlv. Final accounts are prepared from the ledger account balances to know the
financial position of the business. Therefore, the performance of the business can’t be
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measured without taking the help ot ledger accounts and this is the reason due to
which it 1s called the main book of accounts.

Ledger contains all types ot accounts except the debtors and creditors, for example,
assets accounts, goods accounts, capital and drawings accounts.

3.4 RULES FOR POSTING

Posting means recording the transaction in ledger from journal or other subsidiary
books. The following rules should be observed while positing entries in the ledger.

The name of account should be written on the top of the account firstly. It is called
opening of an account. For example, wages account, furniture account, etc.

Write the date in the account on the proper side. Date should be noted from journal or
subsidiary book.

All transactions related to one account should be written in one page.

As *Dr’ is written on the top corner of debit side and ‘Cr’ is written on the top corner
of the credit side, so all the debit entries are written with *To" and all the credit entries
are written with ‘By".

The amount written in the debit side of one account should be same as written in the

credit side of other account.

Folio column is meant for writing the page no. of journal or subsidiary book. from
where positing is being done. Therefore, it should be filled by the page no. of source
book.

Example: Soyi commenced a business on 1™ January 2009 for T 8,00,000 then its
journal entry will be as follows:

Journal
1F ate Particulars . L.F. Amount Amount
Dr ) Cr®®
KD Cash Alc Dr 8,00.000
f dit.] To Capital A/c 8.00.000
' (Being business started with cash)

the above entry from journal to ledger will be posted as follows:

Cash A/c
Dr Cr
] irate Particulars J.F. Amount Date Particulars | J.F. Amount
f ) )
" 09
L | To Capital A/c 8.00.000
Capital A/c
Dr Cr
Date Particulars | J.F. Amount Date | Particulars | J.F. Amount
) )
P 2009
i Jan | By Cash A/c 8.00.000




3.5 POSTING OF COMPOLND JOURNAL ENTRIES e

Sometimes 1w or moge than o aecounts are involved ina transactjon, 1 i3 recorded
as a single onlry und calied compound journal entry. For posting of this cotry as many
accounts will be opened as shown in the eniry. :

Example: On 12'" June 2008, T 10500 pard 1y Moray and discount of T 500 was
received,

Journal
Idate Purtirulars L.F. Amonnt Amount
Dr (T} Crm
2008 Raphet I 110000
Tune 12 Tatlash A Ly, 200
To DHeconnt A 300
[Eeing cash panl 100 Raphel. disceent reecived)
I'he positing of above entie will be:
Moray Accoont
Dr Or
Date Particulars LF. | Amoumt {T | Date Pariicalars JIL | Amount (T
200k
Tune | To Cash A 10,300
June 12 | To Rigoowm Adc S
Clash Accoont
Or § Cr
Duate Particutars JUE. | Amount {T) | Date Particulars L. | Amount {3
200§
June 17 | By Mongy | 500
iscount Account
Br {r
Date | Farticulars JoF. | amount (T} | Dare Particulars JF. | Amount {T)
2008 '
June 12| By Muy 00

lt is clear from the above example that for posting of compound journs! entry, the
sane g will be recorded o the concermed scoouob as shown o the journal
agatnst (hat account. Such as cash Afe T 15R, Dcown Afc © 500 amd Maray
account T 1LY have been recorded becanse the same amount has been shown
agiinst the accounts in jouwrsal,

3.6 CLOSING AND BALANCING OF ACCOUNTS

Balancing of accounts s compulsory because the busisessman has to prepare final
aecouns. Accounts are niosthy closed al the end of the vear and ey balances are
Tound out, but they may be closed at any tune as per the regurenrerds of the business.
Con this, tetalling of” debit and credy sides of accoun 15 dose and the illercee 15
catcolmed. I debik side 1» more than credit sule, ther it 15 catled dednt balance and if
credit side is more thae debit side, thea it is calhed credst batance . I the st of the two
sicles is cyoal, no birlnpee s taken oud
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The tollowing are the rules for closing of different tvpes of accounts:

e Closing and Balancing of Personal Accounts: 1f the sum of debit side is more
than credit side, the difference is put on credit side by writing the word ‘By
Balance c/d’ in particular column. After this, account will be closed by totalling
both sides. On the first day of the next month. closing balance will be brought
forward as opening balance by writing the word ‘To Balance b/d” on debit side.
Similarly, if the sum of credit side of this account is more than the debit side, then
the amount of difference is written in the debit side by writing the word ‘To
Balance c¢/d’. After this, the account will be closed by totalling of both sides. On
the first day of the next month, the closing balance will be brought forward to
opening balance by writing the word "By Balance b/d’ on the credit side. In fact,
these accounts are prepared with the aim to know whether the amount owes from
or the amount is owed to. If this account shows the debit balance, the amount is
owed or it may be said to be a debtor and if this account shows credit balance, the
amount is owed or it may be said to be a creditor.

e (Closing and Balancing of Real Account: These accounts are prepared with the
objective to know the net balance of cash and assets. Cash account, Assets
account and Goods accounts are included in real accounts. Assets accounts are
closed like personal accounts. If depreciation is given on assets accounts, then the
account is balanced by deducting depreciation. Cash account has always debit
balance. Purchases A/c, Sales A/c, Purchase Return A/c and Sales Returns A/c are
included in Goods Account. These accounts are not balanced rather these are
closed by transferring the balance to Trading A/c.

® Closing and Balancing of Nominal Accounts: All the incomes and expenses
accounts of business are included in nominal accounts. Therefore, the balance of
each of these accounts is transferred either to trading account or to profit and loss
account as the case may be. For closing these accounts, the expenses, which are
related to manufacturing or purchasing of goods, are transferred to Trading A/c.
These are closed by writing the word ‘By Trading A/c’ on the credit side of these
accounts. All other expenses accounts are transferred to profit and loss account.
For this, these accounts are closed by writing the word ‘By Profit and loss A/c™ on
the credit side.

Similarly, all income accounts are transferred to profit and loss account. For this, these
accounts are closed by writing the word ‘To Profit and loss A/c’ on debit side. In fact,
these accounts have no balance at the end of the year because the payments of these
indicate that the services of these expenses have been received and there is no need of
balancing of these accounts.

3.7 POSTING OF OPENING ENTRY

In the beginning of every accounting period, a journal entry is passed to record the
opening balances of all the accounts, which is called opening entry. In this entry, all
assets are debited and all the liabilities are credited. The word "To Balance b/d™ is
written in debit in the ledger for the accounts, which have debit balances and the word
‘By Balance b/d’ is written in credit in the ledger for the accounts, which have credit
balances. This has been explained by following the example:

Example: Mr A has the following balances as on 1*' April 2000: cash in hand
Z 12,000, cash at bank T 10,000; Due from Katty ¥ 7,000: Furniture X 8,000, Loan
trom K ¥ 11,000; Due to Amy ¥ 8,500; Due to Arish T 6,500.

Y ou are required to pass the opening entry and post it into ledger.



Solution:

Journal
Date Particulars L.F. Amount Amount
Dr ) Cr®)
2000 Cash A/c Dr 12,000
April | Bank A/c Dr 10,000
Katty Dr 7,000
Furniture A/c Dr 8.000
To K’s loan Afc 11.000
To Amy 8.500
To Arish 6.500
To Capital A/c 11.000
(Being the opening entry for balances brought
forward from the last vear)
Ledger
Cash Account
Dr “Cr.
Date Particulars J.E: Amount Date Particulars JF. [ Amount
® ®)
2000
April 1 To Balance b/d 12.000
Bank Account
Dr Cr.
Date Particulars J.F. | Amount Date Particulars J.F. | Amount
®) ®)
2000
April 1 To Balance b/d 10.000
Katty
4
2000
April 1 To Balance b/d 7.000
Furniture Account
k4
2000
April 11 | To Balance b/d 8.000
K’s Loan Account
4
2000
April I | By Balance b/d 11,000
Amy
4
2000
Aprit 1 By Balance b/d 8.500

6l
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T
2000
April | | By Balance b/d 6,500
Capital Account
L4
2000
April 1 | By Balance b/d 11,000

Example: The following appeared in the books of Razor on 1* January 2002:
Assets: Cash ¥ 40.000; Stock ¥ 25,000; Debtors T 40,000, and Machinery ¥ 50,000.
Liabilities: Creditors: Williams ¥ 30.000.

Following transactions took palace in January 2002:

Jan 3: Sold goods tor cash ¥ 6,000 and on credit of ¥ 3,000 10 Ashley.

Jan 3: Ashley returned goods for ¥ 1.500.

Jan 9: Purchased goods from Williams of the list price ¥ 10,000 valued at T 9,000.

Jan 13: Purchased goods of list price of ¥ 15,000 from Razor less |0% trade discount
and 5% cash discount and paid 40% price immediately.

Jan 19: Paid to Williams T 38,600 in full settlement of his account
Jan 23: Paid ¥ 700 for the life insurance premium of the proprietor
Jan 30: Received for commission T 2,500

Pass journal entries in journal and post it is ledger.

Solution:
Journal of Razor
Date Particulars L.F. | Amount Dr %) Amount Cr )
2002 Cash A/c Dr 40.000
Jand 1 Stock Afe Dr _ 25.000
Debtors A/c " Dr 40.000
Machinery A/c Dr 50.000
To Williams 30.000
.To Capital A/c 1.25.000

(Being opening balances of assets and
Liabilities recorded)

Jan 3 Cash A/c Dr 6.000
Ashiley Dr 3.000
To Sales Al 9.000
(Being goods sold)
Jan § Sales Returns A/c Dr 1.500
To Ashley 1.500

(Being goods purchased)

Jan 9 Purchases A:¢ Dr 9.000
To Williams 9.000

{Being goods purchased)
Contd ...




Jan 153 | Purchases A:c Dr 13.500
To Cash A‘c 5.130
To Discount A/c 270
To Razor 8.100
(Being goods purchased and discount
received)
Jan 19 | Williams Dr 39.000
To Cash A/c 38,600
To Discount A/c 400
(Being goods purchased and discount
received)
Jan 23 | Drawings A/c Dr 700
To Cash A/c 700
(Being Lite Ins. Premium paid)
Jan30 | Cash A/c Dr 2.500
To Commission A'c 2.500
(Being commission received)
Ledger Cash A/c
Dr Cr
Date Particulars Amount | Date Particulars J.F. | Amount
©® ®
2002 2002
Jan 1 To Balance b/d 40.000 | Jan 13 | By Purchases A/c 5.130
Jan 3 To Sales .A/c 6,000 } Jan 19 | By Williams 38,600
Jan 30 | To Commission A/c 2.500 | Jan 23 | By Drawings A/c 700
Jan 31 | By Balance c¢/d 4,070
48.500 48,500
Feb 1 To Balance b/d 4.070
Stock Ale
Dr Cr
2002 2002
Jan | To Batance b/d 25,000 { Jan 31 By Balance ¢/d 25.000
25.000 25.000
Feb 1 | To Balance b/d 23,000
Debtors Ale
Dr Cr
2002 2002
Jan 1 To Batance b/d 40,000 | Jan 31 By Balunce ¢/d 40.000
40,000 40,000
Feb 1 ] To Balance b/d 40.000
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Dr Cr
2002 2002
Jan | To Balance b/d 50.000 | Jan 31 By Balance ¢/d 50.000
30.000 50.000
Feb 1 To Balance b/d 30,000
Williams
Dr Cr
2002 2002
Jan 19 | To Cash A/c 38.600 | Jan | By Balance b/d 30.000
Jan 19 To Discount A/c 400 | Jan 9 By Purchases A/c 9.000
i 39.000 39.000

Capital A/c

Dr Cr
2002 2002
Jan 31 To Balance ¢/d 1.25.000 [ Jan | By Balance b/d 1.25.000
1.25.000 1.25.000
Feb ) By Balance b/d 1.25.000
Ashley
Dr Cr
2003 2003
I Jan 3 To Sales A/c 3.000 | Jan 5 By Sales Return A/c 1.5000
Jan 31 By Balance c/d 1.500
3.000 3.000
Feb 1 To Balance b/d 1.500
Sales A/c
Dr Cr
2002 2002
a3t .| To Balance ¢/d 9.000 | Jan 3 By Cash A/c 6.000
Jan 3 By Ashley 3.000
9.000 9.000
Feb i By Balance b/d 9.000

Sales Returns A/c

Dr Cr
' 2002 2002
lan 5 To Ashley 1.300 | Jan 31 By Balance c¢/d 1300

[ 1.500 1500
1]

teb | Balance bid 0




Purchases A/c

Dr Cr
2002 2002
Jan9 | To Williams 9.000 | Jan 31 Balance ¢/d 22.500
Jan 13 | To Cash A/c 5130
Jan 13 | To Discount A/c 270
Jan 13 | To Razor 8,100
22,500 22.500
Feb1 | To Balance b/d 22.500
Razor
Dr Cr
2002 2002
Jan 31 | To Balance ¢/d 8.100 | Jan 13 By Purchases A/c 8.100
8.100 8.100
Feb By Balance b/d §.100

Discount A/c

Dr Cr
2002 2002

Jan 31 | To Balance c/d 670 | Jan 13 By Purchases Alc 270

Jan 19 By Williams 400

670 670

Feb 1 By Balance b/d 670

Drawing Alc

Dr Cr

2002 2002

Jan 23 | To Cash A/c 700 | Jan 31 By Balance ¢/d 700
700 700

Feb 1 | To Balance b/d 700

Commission A/c

Dr Cr
2002 2002

Jan 31 | To Balance b/d 2,500 | Jan 30 By Cash Asc 2,500

2,500 2,500

Feb } Bv Balance b/d 2.300

3.8 SIGNIFICANCE OF LEDGER

Ledger is the most important book used by the businessmen as it provides a detailed
record of all the financial transactions.

It is very useful in any business organisation because it provides a permanent record
of all the transactions. No business can run without the ledger. In journal, all the
transactions are recorded date-wise at one place in lieu ot recording of transactions of
similar nature at one place. If we want to know amounts 1o be received from Moray,
then we have to see the journal of complete duration. If we use subsidiary books, then
firstly we will have to go through the sales book for knowing the amount of goods
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sold to Moray on different dates. After this, the amount of sales returns from sales
return book has to be obtained. Then the amount received from Moray on different
dates will be obtained from cash book. At the end, we will be able to ascertain the
amount due from Moray.

Ledger is framed to avoid this difficulty. With the help of ledger all information
related to one account is obtained at one place. Every businessman wants to know
profit and loss and financial position of the business at the end of the year, which is
possible only with the help of ledger because it provides ground work for their
preparations. Similarly, trial balance can be framed only from the ledger. In fact,
ledger is the life blood of accounting records that fulfils different objectives. The
accounting process cannot be completed without the ledger.

3.8.1 Differences between Journal and Ledger

Journal and Ledger are two important books of accounts in the double entry system of
accounting. However, they differ from each other in various aspects. The prominent
differences in these accounting books are given below:

Table 3.1: Differences between Journal and Ledger

S. No. Journal Ledger

i Transactions are recorded in the chrono- | Ledger is the book in which entries are
logical order as and when they occur. This | recorded in different accounts by transferring
process is termed as ‘Journalising”. from jowmnal. Uhis process is termed as

‘posting”.

2 The journal is a book of original entry. Ledger is a book of final entry.

3. Journal is not prepared on the basis of | Ledger is prepared on the basis of journal.
ledger.

4. Narration is written with every entry in the | Narration is not written in the ledger.
journal.

5. Balancing is not done in the journal. In the ledger, all the accounts are balanced.

6. Final accounts are not prepared with the help | Final accounts are prepared with the help ol
of the journal. the ledger.

7. Recording is iade date-wise in it. Recording is done account-wise in it.

8. Journal has more evidential value in case of | Ledger has less cvidential value.
disputes. as it is a book of first entry.

3.9 TRIAL BALANCE

The fundamental principle of double entry system of accounting is that for every
debit, there must be a corresponding credit. Hence, in the preparation of journals as
well as ledgers, both aspects of a transaction are taken into account. For this
verification, a statement is prepared which is called trial balance. If the totals of the
debit and credit amount columns of the trial balance are cqual, it is presumed that the
postings to the ledger in terms of debit and credit amounts are accurate. In other
words, trial balance is a statement in which debit and credit balances of all the
accounts of ledger including cash and bank balances (taken from cash book) are
shown to test the arithmetical accuracy of the books of accounts. As every debit has a
corresponding credit. hence total of debit balances of trial balance is always equal to
totat of its credit balances.



Trial balance is a statement. which 15 prepared at a certain interval of period re,
huancial vear. If the rial balance does not agree. 1 shows that there are some errors,
which must be deiceted and rectified it the correct final accounts are to be prepared.

According to J R Batliboi, Trial balance is ¢ stalemcnt prepared with the debit and
credit balonces of ledger acconnts to verify the arithmetical aocuracy of the books.

Spicer and Pegler state that, A #rial belonce is a siatement, a list of all the balance
standing on the ledger gocount and cash book of a convern uf uny given lime.

According to M 8§ Gasav, Friaf fulanee is o Statement comtuining the balances of ali
ledeer accounmts, as at any given date, arranged in the form of debit amd credit
coltunns placed side by side and prepored with the object of checking the arithmeticnl
accuracy of fedeer positing.

Formet of Triad Balance
Mame 6l the Firm...

Trial Balance
as G,

S Mo, ~ame of Ledger Accounts L.k, | br Balznces (¥} Cr Balapces (T

3.9.1 Objectives of Preparing Trial Balance
The objectives of preparing trial balance are as follows:

# |t provides a basis on which the final accounts are prepared {i.e., Irading Account,
Profit and Loss Account and Balapce Sheet). In fact. it forms a connecting link
betwoen the kedger accounts and final accounts,

¢ To check or ascerain the arshmetical aceuracy of ledger aceounts. If the (olal of
the debit balances agrees with the total of credit balances, it is a proof that the
tedger accounts have been cormectly wrillen up. However, if the trial balance Lotals
do not agree, it shows that there are some errors, which must be detected and
rectitied hefore the preparation of final accounts.

® The balances of all the accounts of ledger can easily and conveniently known by
the trial balances. which supplies useful information to the managermcol.

e It serves as a summary of what is contained in the ledeer.

3.10 METHODS OF PREPARATION OF TRIAL BALANCE

There are three methods of preparation of trial balances:

&  Total methad: In this method, debit total and credit towal of each accoumt of ledger
are recorded in trial balance. This method s simple bul 1t has some limitations,
Firsttv. tite icxalling of targe amount is difficult and more time consuming
Zecondly, balancing is necessary for preparation of final accoonts. Hence, this
method is not used in practice.

¢  Balones method: In this method, only the balances of the accounts of ledger
either debit or credit, as the case may be, are recorded. This method 15 the most
common and considered as the best method of preparation of trial belance: {a) as
small amourns are totalled in liee of large amownis. which s very easy,
{tx) balancing of accounts helps in preparavion of Nnwl accounts. The bakance
method is also known as net trial baknce. One important point is that if an
account shows no balance, it ts ignored.
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® Compound method: 1t is a combination of the above two methods, i.e., under this
method. both debit and credit totals of each account are shown under respective
totals columns. Similarly, debit and credit balances are shown under respective
balances columns. There will be different totals according to different methods but
the total of debit and credit of each method will be equal.

3.10.1 Points to be Kept.in Mind While Preparing Trial Balance
The following points should be kept in mind in this respect:

e Ajl assets show debit balance. Thus, these balances are shown in the debit side of
trial balance viz. cash, bills receivable, debtors, furniture, goodwill, prepaid
expenses, etc.

¢ All liabilities show credit balances. Thus, these balances are shown in the credit
side of trial balance viz.: creditors, bills payable, bank overdraft, outstanding
expenses, etc.

® Drawings account shows debit balance while capital account shows credit
balance.

® All expenses and losses show debit balance while all incomes and gains show
credit balance.

e All provisions or reserves have a credit balance.

‘e Purchases account shows debit balance while purchases returns account shows

credit balance.

® Sales account shows credit balance while sales returns account shows debit
balance.

e All the personal accounts showing debit balances are put together and are
collectively shown under debit balances in the trial balance as ‘Sundry Debtors’.

e Similarly, all the personal accounts showing credit balances are put together and
collectively shown under credit balances in the trial balance as ‘Sundsy Creditors’.

& Generally, closing stock does not appear in the trial balance because it is not an
account extracted from ledger.

Only if the entry for closing stock is passed before the preparation of trial balance, it
can be shown inside the trial balance.The trial balance is a part of the double-entry
bookkeeping system and uses the classic "T" account format for presenting values.

3.11 CORRECTION OF A WRONG TRIAL BALANCE

Sometimes, a trial balance is given in which some of the balances are mentioned in the
wrong side. In such a case, students are required to correct the trial balance. The rules
given above should be applied to know which of the balances are given in the right
side and which of them are given in the wrong side. After that. the corrected trial
balance should be formed. This can be understood by the following example.

Example: The following trial balance has been prepared wrongly. You are required to
prepare it in correct form as on 31™ March 2002:

Heads of Account Dr Balances (%) Cr Balances ()
Buildine 6.330)
Purchases 12,500
S. Debtoas 3.00

Com ..,



Opening Stock 3,500
Sales 23.000
Carriage Outwards 900
Salaries 2,000
Rent & Taxes 500
S. Creditors 4.000
Capital 5,000
Furniture 2.950
Bank Loan 2,000
Interest on Loan 60
Discount Allowed 70
Wages 480
Sales Returns 700
Purchases Retums 1.000
Discount Received 120
Cash in Hand 110
Total 35,120 35,120
Solution:
Corrected Trial Balance
as on 31" March, 2002
S. No. | Name of Ledger Accounts L.F. Balance Dr ) Balances Cr )
1. Building 6.350
2. Purchases 12.500
3. S. Debtors 5.000
4. Opening Stock 3,500
5. Sales 23.000
6. Carriage Outward 900
7. Rent and Taxes 500
8. Salaries 2,000
9. S. Creditors 4.000
10, Capital 5.000
kL Furniture 2,950
12. Bank Loan 2.000
13. Interest on Loan 60
14. Discount Allowed 70
15. Wages 480
16. Sales Returns 700
17. Purchases Returns 1.000
18. Discount Received 120
19. Cash in Hand 110
Total 35,120 25,120
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Example: The accountant of a firm wrongly prepared the following trial balance. You

are required to draw up correctly.

S. No. | Name of Ledger Accounts L.F. Balance Dr (3) Balances Cr (%)
i Capital 70,000
2. Opening Stock 25.000
3. Fixed Assets 34,000
4. Purchases 28.000
S Sales 25,500
6. Discount Allowed 300
7. Commission Received 610
8. Returns Outwards 1.500
9. Returns Inwards 5.500
10, Bills Receivable 29.500
1. Cash 16.000
12 Interest Paid 360
13. Loan Taken 26.000
4. Bills Payable 13.000
15, Bad Debts 1.800
16. Wages & Salary 2.500
17. Carriage Inwards 1.550
18. Carriage Outwards 1,600
19. Debtors 18,500

20. Creditors 25.000
21 Stock at the End 25.000
22. Suspense Account 29,780
Total 1,89,000 1,89,000
Solution:
Trial Balance
ason...

S. No. | Head of Accounts L.F. Balance Dr () Balances Cr R)
1. Capital 70.000
2 Opening Stock 25.000
3. Fixed Assets 34.000
4. PPurchases 28.000
53 Sales 25,500
6. Discount Allowed 300
7. Commission Received 610
8. Returns Qutwards 1500
9. Returns Inwards 2.500
10. Billz Receivable 29300
1. Cush 16.000
12. Interest Paid 360

Comd




13 Loan Taken 26.000

4. Bills Payable 13.000

13 Bad debts 1.800

16. Wages & Salary 2,500

17. Carriage Inwards 1.550

18. Carriage Outwards 1.600

19. Debtors 18,500

20. Creditors 25,000
Total 1,61,610 1,61,610

Closing stock is not an account, It has no balance, so it does not find a place in trial
balance. Only when it is adjusted against purchases. it appears in trial balance.

3.12 ERRORS AND TRIAL BALANCE

Is trial balance a conclusive proof of the accuracy of books of accounts? The
agreement of a trial balance is nota conclusive proof as to the absolute accuracy of the
books. There is always a possibility of some mistakes being committed while writing
up the books of accounts. This is because it only indicates that equal debits and credits
have been recorded in the ledger accounts and the balance of accounts is correctly
calculated. In other words, it is only a prima facie proof. Accounting errors have been
categorised under two headings:

1. Errors not disclosed by trial balance

2. Errors disclosed by trial balance

3.12.1 Errors not Disclosed by Trial Balance

The trial balance is not an absolute proof of the accuracy of ledger accounts. |t is a
proof only of the arithmetical accuracy of the postings.

The following errors are not disclosed by a trial balance even when it tallies:

® FErrors of Omission: 1f a transaction is conipletely omitted, there will be no effect
on the trial balance. When a transaction is not recorded in the journal or subsidiary
books or a transaction after being recorded in the books of prime entry is not at all
posted in the ledger, the error is an error of omisston.

For example, goods purchased for ¥ 1,15.000 from Bandaon credited and omitted
to be recorded in the books. This has neither been recorded in the journal and is
not posited in the ledger; hence, the trial balance will be tallied.

e Errors of Commission: If a wrong amount is entered in the journal or in the
subsidiary books, the trial balance will tally because the same amount (though
wrong) will be posited in both the accounts affected by the transaction.

For example, goods worth T 350 have been purchased from R, but the entry in the
journal is made of ¥ 530, which is an incorrect amount. It means that purchase
account is being debited with ¥ 530 and Raphel is being credited with ¥ 530. In
spite of the error in both the accounts, the trial batance will tally.

® Errors of Principles: When an accounting principle is viotated and recording a
transaction, then it is called error of prifciple.

For example, purchase of furniture is debited to purchase account, instead of
furniture account; wages paid for the ergction of plant is debited to wages account,
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instead of plant account, etc. it means that these errors may be of two types: (a)
when a capital expenditure is treated as revenue expenditure, (b) when revenue
expenditure is treated as capital expenditure. Such errors are not disclosed by the
trial balance.

Wrong entries in the books of original records: If we make wrong entries in the
original books of accounts, then many times, the trial balance will be agreed.

For example, goods sold to Abale for ¥ 20,000 were wrongly written in the
account of Banda. There will be no effect in trial balance for such type of errors.

Compensating Errors: Compensating errors are those, which cancel themselves
out. In other words, such errors occur when two or more errors are committed in
such a way that the net effect of these errors on the debits and credits of accounts
is nil.

For example, D has been credited with ¥ 11,800 instead of crediting of ¥ 18,100
and S has been credited with ¥ 18,100 instead of crediting ¥ 11.800. Therefore, by
making the above recording, the effect of ervor in D’s account has become
ineffective by making another mistake in S’s account.

3.12.2 Errors Disclosed by Trial Balance

If the trial balance does not agree, there must have been some errors, which can be
detected.

Posting on the wrong side: 1f an item is by mistakenly posted on the wrong side
of the ledger account, then the trial balance does not tally.

For example, if ¥ 250 has been allowed as discount and while positing into
discount account, the amount has been credited to discount account. It will result
in a difference of ¥ 250 on two sides of the trial balance.

Wrong totalling: Sometimes, the total of any subsidiary book is wrongly cast; it
would result in disagreement of a trial balance.

£

For example, if the total of sales return book was under cast by ¥ 1.250, then the
sum of debit side of trial balance will be less by ¥ 1,250 and it will not tally.

Posting of the wrong amount: [f wrong amount is posted in one of the two
accounts, the trial balance disagrees.

For example, cash received in the cash book but posted to Mr A account ¥ 2,050.
Due to this mistake, cash balance will reduce. This will affect the trial balance.

Wrong totalling or balancing of ledger account: If any account in the ledger is
wrongly totalled or balanced, then the trial balance shall not agrec.

Double posting: 1f, while making postings, a posting is made twice in an account,
then such errors are disclosed by the trial balance, as the totals ot the trial balance
will not tally.

If balance of an account is not recorded in the trial balance, tite two sides of Gic
trial balance shall not agree.

Errors made in carrying forward the total from one page to another page.
Omission of an account trom trial balance (cash, bank, etc.).

Wrong totals of the total balance.



3.12.3 Location of Errors

If the tnal balance does not agree, it indicates that there are errors in the books of
account. These are the steps, which should be taken into account while locating the
errors:

First of all, re-total the debit and credit columns of the trial balance and ascertain
the difference.

Divide the difference of the trial balance by two and see the similar amount
appears in the trial balance. If the similar figure exists, see whether it is in the
correct column. It is also possible that such a balance will have been recorded on
the wrong side, causing a difference of double the amount.

[f mistake remains undetected, divide the difference by 9. If the difference is
evenly divisible by 9. the error may be due to transposition or trans-placement
figures. Transposition occurs when 89 is written as 98, 231 as 132 and so on. And
a trans-placement occurs when the digits of the numbers are moved to the left or
right. For example. when ¥ 8494 is written as ¥ 84.94 or ¥ 849.4. If there is such a
problem, the search can be narrowed down to numbers where these errors have
been made.

See the cash balance and bank balance are properly listed in the trial balance.

Confirm that the opening balances have been correctly brought forward in the
current year’s books.

See the totals in the list of S. Debtors and S. Creditors.

Recheck the balances extracted from the ledger.

Check the casting and carry forward of all the subsidiary books.
Verify the posting of individual items from the subsidiary books.
Recompute the account balances.

Recheck the discount columns.

If the difference is a round sum, it is advisable to check totalling and carry
forwards. However. if the difference is an odd sum, the balancing should be
checked.

3.12.4 Suspense Account

If the trial balance does not tally after proper checking then it is tallied by transferring
the difference to suspense account. Later on, when the errors will be located, they will
be rectified through the suspense account. The suspense account will automatically be
closed when all the errors will be located.

3.12.5 Advantages of Trial Balance

The following are the advantages of trial balance:

It provides a basis on which the final accounts can be prepared.
It summarises the results of all the transactions during a period.
It proves the arithmetical accuracy of accounting entries n the ledger.

It provides information of all the balances of various accounts of ledger in one
place.

If any error is found, it can casily be rectified.
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3.12.6 Limitations of Trial Balance

The following are the limitations of trial balance:

Though trial balance gives arithmetical accuracy of the books of accounts but
there are certain errors, which cannot be detected. Hence, trial balance is not a
conclusive proof of the accuracy of the books of accounts.

Preparation of trial balance is a time-consuming and costly affair. It is prepared
only by those concerns, where double entry system of accounting is adopted. It is
very costly and cannot be adopted by the small concerns.

The final accounts prepared will not reflect the true and fair view of the state of
affairs, if the trial balance is not prepared correctly.

Check Your Progress

Fill in the blanks:

]. A ledger in way is normally kept in the form of bound
note books.

2. Final accounts are prepared from the ledger account to
know the financial position of the business.

3. column is meant for writing the page no. of journal or

subsidiary book, from where positing is being done.

4. Asevery debit has a corresponding credii, hence total of debit balances of
trial balance is always to total of its credit balances.

5. The trial balance is not an absolute proot of the of ledger
accounts. It is a proof only of the arithmetical accuracy of the postings.

3.13 LET US SUM UP

The General Ledger contains all of the balance sheet accounts of an accounting
svstem. The balance sheet accounts are the assets, liabilities, and fund balance
accounts of the school district.

Values in General fedger are expressed as debits or credits. The ledger page is
actually a T-account in a more detailed format. It has the account title and its
corresponding account number on top. 1t also has two sides, namely, the debit side
and the credit side.

A basic rule of double-entry accounting is that for every credit there must be an
vqual debit amount. From this concept. one can say that the sum of all debits must
equal the sum of all credits in the accounting system. If debits do not equal
credits, then an error has been made. The trial balance is a tool for detecting such
CITors.

The trial balance is calculated by summing the balanccs of al! the ledger accounts.
‘[he account balances are used because the balance summarizes the net effect of
all of the debits and credits in an account.

If you have an unbalanced trial balance. then you have an error somewhere in the
accounting process. If all of your journal. entries were posted properly (and erroy-
free) in the general ledger, your debit grand total and credit grand total should
balance, and you can move on in the uccounting cvele. If the debit and credit
grand totals do not balance, then you have an error to find somewhere in your
transaction posting process (journal to general Jedger to trial balance).



3.14 UNITEND ACTIVITY

Make a presentation on Ledger and Trial balance, and show their role and discuss the
importance with examples.

3.15 KEYWORDS

Ledger: A ledger is the principal book or computer file for recording and totalling
economic transactions measured in terms of a monetary unit of account by account
type. with debits and credits in separate columns and a beginning monetary balance
and ending monetary balance for each account.

Trial balance: A trial balance is a list of all the General ledger accounts (both revenue
and capital) contained in the ledger of a business. '

Subsidiary books: Subsidiary books refer to books mieant for specific transactions of
similar nature. Subsidiary books are also known as Special journals or daybooks.

Journalising: Transactions are recorded in the chronological order as and when they
occur. This process is termed as Journalising.

Posting: Ledger 1s the book in which entries are recorded in different accounts by
transferring from journal. This process is termed as posting.

Suspense Account: A suspense account is an account used temporarily to carry
doubtful receipts and disbursements or discrepancies pending their analysis and
permanent classification.

3.16 QUESTIONS FOR DISCUSSION

I. Whatis ledger? Why is it necessary?

Define ledger. Give its format. Also. explain the different rules of posting in it.
Describe the difference between journal and ledger.

Discuss the posting of an opening journal entry.

Explain the posting of compound journal entry.

What do you understand by ledger? Explain the significance of ledger.

L G O

What do you mean by balancing of accounts? Explain the procedure of balancing
of accounts.

8. What is trial batance? State the objectives of trial balance.
9. Explain the differemt methods of preparing trial balance.
10. Discuss the various kinds of errors committed in writing up a set of books.

1 1. State the errors that cannot be detected even when matching the trial balance.
Explain with examples.

12. What is trial batance? Why is it prepared? Explain the advantages and limitations
of trial balance.

13. “Trial balance is not a conclusive proot of accuracy in the books of accounts.”™ Do
you agree with this statement?
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i4. From the following balances extracted {rom the books of Mr X, prepare his trial

balance as on 317 March 2003.

® )
Building 67,000 | Cash in hand 1,880
Machinery 53.000 | Stationery 500
Furniture 5,000 | Mis. Expenses 1,600
Debtors 18,400 | Goodwill 10,000
Capital 1,20,000 | Bank Overdraft 1,000
Drawings 15,000 | Purchases 42.000
Freight 12.800 | Provision for Bad debts 1.000
Carriage Outward 2,700 | Postage 300
Opening Stock 21.300 | Interest on loan 900
Wages 50.000 | Loan from Sem 32.000
Salaries 1.800 | Sundrv Creditors 12.000
Sales 1.35,000 | Prepaid Wages 420
General Reserve 4000 | Chanty Fund 2.000
(Total of trial balance 3,10,000)
15. Give journal entries of the following transactions and post them into ledger:
2013
Sept I Bret started business with cash 15,000
Sept2  Paid into bank 8,000
Sept4  Purchased furniture for office use 1,300
Sept 7 Purchased goods for cash 600
Sept 11 Drew from bank for office use 1,000
Sept 13 Goods sold to Pret 700
Sept 16 Purchased goods of Trex 410
Sept 20  Paid trade expenses 100
Sept 22 Received cash from Pret 680
Allowed him discount 20
Sept 24  Paid rent 200
Sept 28 Paid Trex in full settlement 400
Sept 29 Interest on capital 100
Sept 30 Paid wages 100
Check Your Progress: Model Answer
1. Traditional
2. Balances
3. Folio
4. Equal
5. Accuracy
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4.0 AIMS AND OBJECTIVES

After studying this lesson. you should be able to:

e Understand the concept of financial statements

® Discuss income statement and trading account

® Describe the protfit and loss account and balance sheet

e Explain how to treat various adjustments
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4.1 INTRODUCTION

Every business entrepreneur is interested to know the ultimate results of his business
enterprise, i.e., whether he/she has earned profits or suffered losses in the accounting
period. In order to achieve these objectives of accountancy, final accounts are
prepared after trial balance. Trial balance indicates that all the transactions have been
duly entered, posted and balanced. And final accounts are prepared to ascertain the
profit or loss and the financial position of the business.

The term ‘Final Account’ is a broader term. It refers to trading account, protit and loss
account and balance sheet. These are called final accounts because they are the last
accounts, prepared at the end of the year. Final Accounts are those accounts and
statements, which are prepared to represent the financial position of the business at the
end of the financial year to cater to the needs of the users of the accounting
information. The preparation of financial statements is not the first step in the
accounting process but they are the products of the accounting process, which give
concise accounting information of the accounting period after the accounting period is
over.

4.2 OVERVIEW OF FINANCIAL STATEMENTS

Financial statements mean the two statements, which are prepared at the end of the
year. These are (a) Income statement or Trading and Profit and Loss Account, which
is prepared to ascertain the profit earned and loss suffered during a specified period,
(b) Position Statement or Balance Sheet, which is prepared to know the financial
position on a particular date.

According to American Institute of Certified Public Accountants, *‘Financial
Statements are prepared for the purpose of presenting a periodical review or report on
the progress by the management and deal with the (1) status of the investment in the
business and; (ii) results achieved during the period under review.”

4.2.1 Objectives of Financial Statements

The main objectives of preparing financial statements are as follows:

e To provide a true and fair view of all the affairs of business.

® To show the net financial results of the business.

e To give adequate, timely and accurate information for decision-making.

e To provide information that assist in estimating the eaming potentials of a
business.

4.3 INCOME STATEMENT

This statement is a measure of financial performance and is divided into two parts.
The first part is called the trading account and the second part is called profit and loss
account.

4.3.1 Trading Account

Trading account is the tirst part ot the financial statements and is prepared to know the
trading results. i.e.. the gross profit or gross loss. A trading account is an account,
which contains, “in summarised form. all the transactions, occurring, throughout the
trading period. in commoditics in which trader deals™ and which gives the gross
trading result. In short, trading account is the account. which is prepared to dctermine
the gross profit or the gross loss of a business enterprise. In the trading account.



the cost of zoods sold is shown on the lefi-hand side and the sales on the right-hand
side. If the sales are moce than the cost of goods sold, the difference s called gross
profit, and, in the reverse case, there will be a gross loss,

Debit Side ftems

They are hsled below:

®  The value of opening stocks of goods (e, the slock of goods with which the
business was started}

®  Net purchase made during the year {i.e., purchases less retums)

¢ Direct expenses, if any

Ceedit Side frems

They are as follows:

&  Total sales made during the period |ess the value of returns, ie | net sales.
¢ The value of closing stock of zoods,

The difference between the two sides of the trading account represents either gross
profit or gross loss. The balance of trading account, which represents either gross
profit or gross loss, is ransterred W profir and loss account.

Farmur for Trading Acconnt

Tradine Account
for the vepr epded 20........

Farticulars Amount (T Farticuiars Amount (T)

Tr opening stwock By sales

Lcss: Sales reluins

To purchazes B elosing stock

Less; Purchas: relums

To wages 3y Ciross Loss (transforred 1o
prodin and luss accounl)

To carriage inwards

To canage

To dock ducs

To manufacturing expenses
T chuiy

Tu freight

Ter rnotive pomes

e cpospyable sores

To eoal, zas and oil

Tor packaging expenses

e Crross Profil (ransforred 10
i) and s accourg)

Trading Accounts fiems
The explanation of items to ke included in Trading Aceount 15 as under;

s {Ipening Swock: It refers w the opening goods in hand, ke, goods at e hegianiny
of the vear. In case of (rading concerns, it will consist of anly fimshed poods or
goods to be sold without aheration. In manelacturisg concerns, the opening stock
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will comgist of three pacts {a) Sock of raw materials; (b) Stock of partly comipleled
goods or work-in-progress: and (c) Stock of finished goods. In case of new
business, there will be no openmg stock,

Purchases: This item includes both cash and eredit purchases of poods, purchased
with the objective for sales. [n trading account, net purchases are shown. To got
net purchases, goods returped o suppliers (1.c., purchase returns) are deducted
fromm gross purchases. In certain cases, goods that are distributed as fiee samples
or thase which are used by the proprictors for personal use are to be deducted
from purchases.

Discomnt on Porehases: 115 also shown by way of deduction from purchases in
the trading account.

Safes: This item inciudes the total of bath cash and credit sales of gaods i which
a businessman deals in. It is credited to trading account. [n trading aceount, net
sales are shown. To get net sales, goods retorned from customers {ie., sales
retuins) are deducted from pross sales. Sales of any tixed assets or other items
wrongly included in sales are to be eliminated.

Returns Inwards or Sales Returns: Goods returned to a trader by hus customers is
knowt ag retuens inwaeds or sales returns. It is shown by way of deduction from
sales on the vredu side, of the trading account,

Disconnt on Safes: |t 15 always a debit balance and 1s shown by deduction from
sitles in the trading account.

Direct Expenses: Direct expenses are Lthose expenses which are incurred to
conwvert raw materials into finished goods or which may be regarded as a part of
the cost of purchasing the ponds, £.p., expenses incurred to bring goods fmm the
place of purchase 1o the business place of the trader, ele. Al the direct expenses
are charged to the trading sceount. The items usvally included in the direc
EXPENSes are;

o  Wages: Wages paid to.the workers, who are directly engaped in the
production, are direct expenses. This iten1 usually signifies some hourly, daily
or piceewnrk temuneration paid to labourers. It is direct expenditure and it
should be charged o trading account, However, wages and salaries paid in
manufacturing of an assst is excluded from wages and salaries ageount. Lt will
be added to the asset concerned on the asset side of the Balance sheet. Wages
paid Ffor anstallatior of plant and inachinery is an example of capital
expenditure, and they are added to the plant and machinery on the assct side.
1t wil] be deducted from wages on the debit side of the rading account.

+  Manufoctyring or Producrive Bages: This item usually signtfies the wages of
factory workimen actwmlty engaped in making or producing semething. Iuis a
direct charge ca the cost of manufacturer. It is debited to the manufacturing
account or the tradiag sccount.

& Carroge, Cortigge or Frefght: Carriage inward is the conveyance expenses
incurved to bring the goods purchased in the godown or shop. These are the
expenses incwired on pvchase of poods and are direct in naturg. Thus, these
are debited (o trading gccount. 1 carriage is paid on purchase of some fixed
aszers or other iiems excluding pocds, then it is not to be considered in the
trading accolit.

i

Customs Duty, Octrod Bairy, erc.. When goods are purchased [rom z foreign
country, impuoit duly, dock charges will be pavaible. When goods are received
from another city, the municipal corporation may shaese Cetror duty. All
duties on geods purchased should be debiied to the truding account,



< Excise Duty: It is a tax levied by the government. If the duty is levied on
production. it will be treated as manufacturing expenses and debited to the
trading account.

< Manufacturing Expense: All other expenses such as factory rent, factory
insurance, factory repair, etc., are direct expenses and should be charged to
trading account.

< Stores Consumed: This item denotes lubricating oil, tallow, grease, cotton and
Jute waste, etc., required for running the machinery of a manufacturing
concern. The amount, stores consumed is a direct expense and should be
charged to trading account. Expenses of consumable stores will be calculated
as under:

Opening stock of stores ~ meememee e
Add: Purchase of stores during the vear --——---m--meeeeeeeev
Less: Closing stock of stores ~ —cmmmmmmmmmee e

Stores Consumed during the year -~ e

<  Motive Power: This item includes coke. gas, water or electric energy
consumed in propelling the machinery. It is debited to the manufacturing
account, in the absence of a manufacturing account; it is debited to the trading
account.

< Packing Expenses. If packing is done at the time of production, it is included
in direct expenses. However, if it is done at the time of sale, it is an indirect
expense and is included in indirect expenses. '

< Royalty: Royalty is an amount paid to a person for exploiting rights possessed
by him. It is usually paid to a patentee, author, or landlord for the right to use
his/her patent, copyright or land. 1f they are productive expenses, they are
debited to manufacturing account; but in the absence of a manufacturing
account, they are debited to a trading account.

Closing Stock and its Valuation

Closing stock represents the value of goods lying unsold in the hands of a trader at the
end of a trading period. It is credited to the trading account, While valuing the closing
stock, conservative principle is followed. As per this, the closing stock is valued at
cost or market price, whichever is lower. As this item materially affects the gross
profit (or gross loss), it is essential that all possible care should be taken to calculate
the closing stock at a proper value.

The value of closing stock is taken into consideration only at the time of preparing the
trading account and not before. The trial balance 1s prepared before the preparation of
the trading account. Hence, the closing stock does not appear in a trial balance. It is
brought into account by means of a journal entry’ debiting stock account and crediting
the trading account. Generally, closing stock is not shown in the Trial Balance, but
when adjusted purchases or materials consumed are given. then closing stock is shown
in the Trial Balance.

Closing Entries for Trading Account

Closing entries are those, which are passed at the end of each f{inancial period for
transferring the various revenues items to the trading and profit and loss account and
thus the nominal accounts are closed. While preparing a trading account, the opening
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‘ stock, purchases, and sales, both inwards and outwards, direct expenses and closing
Fmuncial Accounung

stock are transferred to it by means of journal entries as follows:
1. Trading Account Dr

To Opening Stock Account

To Purchases Account

To Sales Returns Account

To Direct Expenses Account (wages, carriage, etc.)

(Being the balances transferred to trading account)

2. Sales Account Dr
Purchases Returns Account Dr
Closing Stock Account Dr

To Trading Account

(Being the balances transferred to trading account)

3. {(a) For Gross Profit (b) For Gross Loss
Trading Account Dr Profit & Loss Account Dr
To Profit & LLoss Account To Trading Account

Advantages of Trading Account
The advantages of the trading account are as follows:

e Trading account helps to know gross profit or loss so that the profitability of the
business can be evaluated. The percentage of profit a businessman has earned on
the cost of goods sold may serve as his ready guide for the adjustment of future
sale price.

e Trading account provide$ information about the direct expenses.

e Gross Profit ratio can be calculated with the help of trading account. The formula
is:

Gross Profit Ratio = M x 100
Sales

Trading account provides safety against possibilities of loss.

e Trading account helps incomparisonof the closing stock with the last
year's stock, which further helps in avoiding overstocking.

e Comparison of trading account details with previous years™ details help to draw
better administrative policies.

Example: Based on the l[ollowing balances, prepare the trading account for the year
ending on 31" December 2005:

4 ?
Opening Stock 15.000 | Sales 40,000
Purchases 20.000 [ Sales retun 1.800
Carnage 12,000 } Purchases Return 1.200
Power 800 | Wages 2.200
Freight 2,500

The value of closing stock at the end of vear is T 26,000.



Solution:

Trading Account
for the year ending 31* December 2001

Dr Cr
Date |Particulars L.F.| Amount (Date |Particulars L.F. | Amount
® ®
To Opening stock 15,000 By Sales 40,000
To Purchases 20,000 Less: Sales return _I,Sﬂ 38,200
Less: Purchase Return_1200)] 18.800 By Closing stock 26.000
To Wages 2.200
To Carriage 12,000
To Power 800
To Freight 2,500
To Gross Profit ¢/d 12.900
64.200 64.200

Importance of the Trading Account

The importance ot trading account can be judged from the following advantages:

It provides information regarding gross profit or gross loss so that profitability of
the business can be evaluated.

Gross profit ratio is also calculated with the help of the trading account.

This ratio further tells about the ratio of direct expenses to sales, which gives us
the limits within which expenses are to be kept. Higher the gross profit ratio, the

better it is. After every year, gross profit ratio can be calculated and comparison of

performance of year after year can be made. A low ratio jndicates reduction in
sales or increase in cost of production.

The progress of the business can also be known with the help of increasing or
decreasing sales trend.

Comparison of stock figures of one period with another period will be helpful in
avoiding overstocking.

Trading account also helps to determine the cost of goods sold, which can be
helpful to fix fair selling price for future.

4.4 PROFIT AND LOSS ACCOUNT

Profit and Loss account is the second part of the income statement. which is prepared
to ascertain the net profit of the business. Trading account reveals Gross Profit or
Gross Loss. Gross Profit is transferred to credit side of Protit and Loss A/c. Gross
Loss is transferred to debit side of the Protit Loss Accouni. Every businessman has to
spend expenses other than on manufacture or purchase of goods. which are called
indirect expenses. There are other incomes except sales. So gross profit or loss is
adjusted keeping in view these indirect expenses and other incomes to find out the net
profit or net loss. Thus, it is an account in which all gains and losses are collected, in
order to ascertain the excess of gains over the losses or vice versa.
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88 ‘ 4.4.1 Format of the Profit and Loss Account

Fina . Vo

The format of the profit and loss account is given below:

Profit and Loss Account
for the year ended ...

Particulars

Amount

§9)

Particulars

Amount

®

To Gross Loss b/d

To Office and Management Expenses:

Office Salaries

Rent. rates and taxes
Printing and Stationery
Heating and Lighting
Telephone Charges
Audit Fees

Postage

Lcgal Charges

Gieneral Charges

fo Selling & Distribution Charges:
Advertisement

Selhing Commission

Bad Debts

Iravelling Expenses
iodown Rent
irokerage

Packing Charges
Carriage Outwards

! Ipkeep of Motor Lorrics

To Depreciation & Maintenance:

Depreciation on Furniture, Machinery.

Building
Repairs to Machinery. Building.
1 urniture

To Financial Expenses:

Ihicrest on Capital

‘tiicrest on Loan

"ol Charges

ieacount Allowed

I iscount on Bills Discounted
I dosses and Miscellancous:

Loss by Fire

Loss on sale of {Ixed assets
larity. Donations

To Net profit transferred to
cap til aecount

By Gross Profit b/d

By Commission Received
By Discount Received

By Income from investment
By Interest Received

By Interest on Debentures
By Dividend Recetved

By Apprenticeship premium
By Rent from tenets

By Reserve tor discount on
creditors

By Miscellaneous receipts

By Net loss transferred to
capital account




Indirect expenses can be divided into two categories, i.e., (i) operating expenses and
(i) non-operating expenses. Operating expenses are those expenses, which are
incurred 1o run the business efficiently such as administration, selling, and distribution
expenses. Non-operating expenses are those expenses, which are not required to be
incurred for efficient operation of the business but are shown on the debit side of the
profit and loss account. These are loss on sale of fixed assets, writing off tangible
assets and intangible assets, etc.

Trading and profit and loss account/income statement may be prepared either in
account form (T form) or in report form (statement form). Trading and profit and loss
account in both the forms give the same information. The account or T form is
traditional and is used widely but in the recent years, many business houses prefer to
present the profit and loss account/income statement in the report form. Modern trend
is 1o present Trading and Profit and Loss account or Income Statement in the form
shown as under:

Format of Profit and Loss Account/Income Statement in Statement Formn

Trading, Profit, and l.oss Account/Income Statement
for the year ended 31 December 2007

Income From Sales:

Sales

Less: Sales retums

Sales discount

Net Sales

Cost of Goods Sold:

Merchandise is stock on | January

Purchases

Less: Purchases returns

Net purchases

Cost of goods available for sale

Less merchandise in stock on 31 December

Cost of goods sold

GROSS PROFIT

Operating Expenses:

Selling Expenses:

Sales salaries

Advertising expenses

Insurance expense — sclling

Slore supplies expenses

(.“N/(.I
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Sundry sclling expenses R

Total selling expenses S

General Expenses:

Office salaries | eemeee

Taxes | e

Insurance expenses general | cereeeeen

Office supplies expenses | aeeeeeee

Sundry general expenses ememeeee

Total general cxpenses | cemeean

Total operating expenses | 1 e

Net profit from operations b b e

Other Income:

Rent income [

Other Expenses:

Interest expenses b e

NET PROFYT - SRS

Important Points in Profit and Loss Account

Salaries: When the words ‘wages and salaries™ are given, it is written on the debit
side of the trading account because it is a direct expense but if the first word is
salaries 1.e.. “salaries and wages’ are given, then it is written on the debit side of
the profit and loss account because it is an indirect expense. If any salary has been
paid to proprietor or partners, it should be shown separately because it requires
special treatment at the time of income tax assessment.

Rent: Rent of the office. shop, showroom, or godown s an indirect expense and
so is debited to the profit and loss account. However. rent of the factory is depiteu
o the trading account. When a part of the building has been sublet, the rent
received should be shown on the credit side of the profit and loss account as a
separate 1tem.

Rates and Taxes: The local authorities to meet public e€xpenditure levy these.
Being an indirect expenditure it is shown on the debit side of the profit and loss
account. If rent and rates are related to factory building. tihen thev are recorded on
the debit side ot the trading account.

Interest: Interest on loan. overdratt or overdue debts is pavable by the firm. It is
an indirect expense so debited to profit and loss account. Interest on loan
advanced by the firm on depositor investments is an income of the firm and so is



credited (o the profit and loss account. T business has paid any interest on capital
Io its proprietor or partners, il should also be debited in 1he profit and loss account
but separately because this item needs special treatrnent at the time of income-tax
assessment.

Apprentice Prewinm; This is the amount charged from persons, to whom training
ts imparted by the business. [t is an income and is credited lo profit and loss
account, In casc apprentice premiug is charged in advance for two or three vears,
then the amount is distributed over a number of vears and each vear's profit and
loss account 1s credited with its share of income.

Camunission: In business, sometimes, agents e appointed to effect sales and are
paid commission as their remuneration. Thus, a being sclling cxpenses are shown
un the debit side of the profit und loss account. Sometimes, commission is also
pard on the purchase of goods; such an cxpense should be debited in the wading
account. At times, the firm can also act as an agent o the other business hooses,
and tn sach cases, 1t receives commission from therm, Commuission so recerved is
shown on the credil side of the profil and loss account.

Trade Fxpenses: They arc also termed as ‘sundry expenses’. Trade exponses
represent expenses of such a nature for which it is not worthiwhile to open separale
agcounts. Trade espenses are not taken to the trachng account,

Repoaivs: Repairs to the plant, machinery, and huilding are indirect expenses, arc
treated as cxpenses, and are debited to profit and loss account,

Travelling Expenses: Unless mentioned otherwise, truvelling expenses are trealed
as indirect expenses and are debiled to profil and loss account.

Bad debrs: [t is the amount, which could not be recowvered by the trader because of
credit sales. It is a business loss, s0 s debited in the profit and loss account.

Life Imsnrance Premium: If the premin is paid on the life poliey of the
jroprietor of the business, it is treated as his drawings and is shown by the way of
deduction from the capital account, [t should not be taken to the profit and loss
account.

Frsurance Preminm: 1 insurance premiom account appears in the trial balance, 11
stands for the insurance of the busingss. This is taken to the prefit and loss
account. Insyrance premium ou goods purchased, jactory butlding, and taciory
machines are treated as direct expenses and are taken (o the trading account.

Ineowe Tax: Income tax paid is treated a3 a personal expense and is shown by
way of deduction from capital aeconnt. It is not recarded in the profit and loss
account. Income tax in case of commpanies is lreated differently,

Discount allowed and received: Discount is 4 reward fiov prowmpt payment. Lt is a
irend o show discount received and discount allowed separarely on the credit and
debit side of profit and loss account. respechively, mstead of showing the net
balance of this account,

Damestic and Household Expenses: These expenses sre not shown in the profit
anyd Joss aceount, as these are the personat expenses of the proprietor and should
be treated as dpawings.

Depreciation: Deprectation is a loss incurred on the goconnt of use of fixed assets
in the business, Generally, it is charged {iom the prolu and ioss account 4t a fixed
percentage. |f rete js withoul words “per anoum . then the rate will be taken
ireespective of the periad of accounts. This is very imporiant when the period of
accounts is less than a year. Om the other kand, if the rate of depreciation is

a1
Final Accounts



92

Financial Acco

‘per annum’ the depreciation should be calculated on the assets with due
consideration to the period for which the asset has been used in business during
the year. In case of additions to assets during the year, it is advisable to ignore
depreciation on additions if the date of additions is not given.

Rebate: If rebate is given, it is shown on the debit side of profit and loss account,
if it is received, it is shown on the credit side of profit and loss account.

Closing Entries for Profit and Loss Account

The following usual entries are passed at the end of each trading period.

Transferring all expenses or losses:

Profit and loss account Dr

To Various expenses or losses

(This entry will close the expenses accounts)

Transferring all items of gains, etc.:

Various income accounts (representing gains) Dr

To Profit and loss account

(This entry will close all the remaining nominal accounts)

Transterring net gain to capital account:

Profit and loss account Dr

To Capital account

(This entry closes the P & L. account)

Transferring net loss to capital account:

Capital account Dr

To Profit and loss account

{ [his entry closes the P & L account)

Advantages of Profit and Loss Account

Profit and loss account gives the actual information about the net profit or the net
loss of the business for an accounting period, which helps us to evaluate the
performance of a business.

Profit and loss-account gives the actual information about indirect expenses.
Expenses of the current vear can be compared with the expenses of the previous
year, which help in taking eftective steps to control such expenses.

Profit and loss account serves to determine the ratio between net profits to sales.

Profit and loss account helps in tax assessment because the net profit disclosed by
the profit and loss account is the basis for determining business income for tax
purposes.

Profit and loss account helps in determining the ratio between net protits to
operating expenses.

Balance sheet cannot be prepared without preparing profit and loss account.

Future planning can be made casily with the help of information provided by the
profit and loss account.



Eximmple: Frum the following balances extracted at the close of the vear ended
31" March 2006, prepare profit and loss account of Mr Alex;

I T
Disemmi () 450 | Apprentice Promium (Crl |.200)
Crpas Prodts DEOO0 | Creriages (uiward | B
IPrisding & Stationary 350 | Balaries 5,200
[ncome Tax Paid 2,130 | Hates & Taxes 300
Rent 3800 [ Fire [nsurance Promaom TEG
Bad Deins F.7HE | Travelling Fepenses 130
Rent receeved |20
Kolution! )
Protit & Laoss Account of Mr Abale
for the year ended 31" March 2006
T 7
To Camiage Outwared 1800 | By Grous Profit oid LI k(M)
Ta Salaries 2G| By Apprentice Premium b 200
T Bem JLAG0 | By Rem Koceived L, 200
Lo Bales & Taxes 300 =i
Te Firc Insurance Premivm T50
Lo Printing & Siationery 350 |
Lo Disount 630 !
Ta Traveling Expenses 130
Ta Met Profi od &7 400 =
1.0, 4430 1,006,400

Income tax paid being personal expense of the proprietor has not been debited o
Proft and Loss Account. This s to be taken as drawings and deducted fram Capital
Accounl,

4.5 MANUFACTURING ACCOUNTS

The concerns, which convert raw materials inlo fimished goods, are reguired to
ascertain the cost of goods manufactured besides gross and net profits. Such concerns
are known as manufacturing cume trading concerns. Manafactunng accownl is prepared
hefore the trading account. The debit side of the manufacraring sccount shows the cost
of malerials consumed. 1e. openinge stock of raw material phis net purchases less
closing stock of the raw materials. Procurement cosl, e.g., cusiom duly, excise duty.
landing charges should alsa be ineluded witl the cost of raw nratertals. Closiey stoch
is then deducted from the sumy of the opening stock and pachases, Thereafter,
productive wages and divect expenses are listed, Then, indivect factory expenses, 2.2.,
rent, salaries of supertors, power. light, heat and tuel, depreciation on factory plant,
building are listed. Towd of materials, productive wases. and direct expenses should
be adjusted for opeming and closing stock of partly himshed poods or work 1n progeess.
cte. On the credit side, choging stock ol raw materials and wark s progress can also e
placed, if nol adjusted i the debit side. The ner amount will represent the cust of
production. Sale of scrap, il ary, will be adiusted froom the cost of peoduction. The cos
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of goods manufactured during the year will be transferred to the trading account. A
specimen of manufacturing account and trading account is as follows:

Manufacturing Account

Particulars

Amount

®

Particulars

Amount

®

To Opening Stock
Raw Materials
Work-in Progress

To Purchase of raw
Materials
Less returns

To Direct Wages

To Direct Expenses
(as carriage on purchases)

To Factory Expenses
Rent and waxes
Lighting & heating
Motive power
Fucl
[Factory insurance

o Depreciation on
IFactory
Building
Plant

I'o Store consumed

T'o Repairs to plant

1 Factory supervisor's salary

Lo Opening stock of finished goods
i o Cost ol goods manufactured b/d

{{rom manufacluring account)
1o Purchase of tinished goods

o Gross profit — A/c

By Closing stock:
Raw Materials
Waork-in Progress
By Sale of scrap (if any)
By Cost of production
(transterred to trading account)

{Balancing figure)

By Sales
By Closing stock of finished goods
By Gross Loss Alc

{ vample: From the following balances, prepare the manufacturing account

“or the year-ended March, 2015.

of Mr X

Work in Progress T
Ap 0L 8,500
Marchy o1, 2013 7.800

Mate uls Consumed

100G

Sabe e Rerap 1.800
i awords 1.750
Prond _:\ Canages 26.000
Vi 4.200
el i.——ﬂl\ eApenses 8.800
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Manufacturing Aecount of Mr X

for the Year Ended March 21, 2015

Dr Cr
Particulars Amoant (T} Particulars Amoum (T
T Work i progress ai the beginning B.500) By Sale of scrap 1,800
To Materials consumed LLIEOO0 | By Work tn progress at the end TR0
T Carriage 10 words L750| By Cost of zoods manofactercd | 48,4630
fraosfered w lrding apeount)

To Productive wapes 26,000
o Power 4200

To Other Faclune exponses TRNG

| 1,38,230 ] 158,750

4.6 BALANCE SHEET

The balance sheet prezents a company’s financial position at the end of a specificd
date. Soime describe the balance sheet as a “'snapshot” of the company’s financial
position a1 a point (a moment or an instant) in time, The balance sheel is also referred
to as the statement of financial pesition. A balance sheet is a statement prepared at the
enid of a financial yvear to know the true fingneial position of the business, 11 s nol an
account but only a stalement that represents the ¢losing assets and liabilities of the
busingss on a certain date. [n fact, 115 4 swimary ol whole of the accounting record.
The Balance Sheet or Position Stalement ts based on fundamental accounting
equation, i.€., Assels = Liabilities + Capital. It has 1wo sides, Left hand side shows
liabihitics and Right hand side shows assets, 11 assets arc maore than habiliics, the
business is sald 10 be solvent and il liabilities are more than assets, the business is said
to be msolvent, Thers are generally three mapor categorics of gccount classification on
a halance sheet:

& dssess: Assets are ecnnomic resources ownoed by business, Two major assct
classes are langible assets and intangible assets.

e Lighilities: This includes all debis and oblizations owed by the business 1o outside
creditors, vendors, ot banks.

®  Eguity: Stockholders, panners’ or vwners” eguity 15 made up of the owner
investor investment in the business as well as any retained egrnings that are
reinvested in the business.

The Balance Shegt, sometimes colfed the statemen of financial posiiion, shows lhe
coohomic resvurces of e bostness af o podnd (i time ond the sources of these
FEsources af @ poind of ime,

—Swiith and Keith
A balance sheel is ¢ staterment of the linancial position of o business, which states the
asscls, habilities, and owners' equity al a particular paint in time. In other words, the
balance sheet illustrales the business’ net worih. A specunen of a balance shest s
giveb below.

Balaoce Shect

AsS oo...
Liabitities Amwuat (%) Ansels Amauni (T)
Sundry Lighilitics | eeseeee—cenes e e S [ ——
A T
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4.6.1 Advantages of Balance Sheet

The advantages of a balance sheet are as follows:

It helps to know the amount of capital employed in business.
It helps in ascertaining the financial position at the end of the accounting period.

Solvency of the business can be judged from the total amount of assets available
for the payment of liabilities.

It helps in comparison of assets and liabilities of business on two dates for
ascertaining their progress.

Various ratios can also be calculated which help in better management of the
business.

4.6.2 Limitations of Balance Sheet

Though the balance sheet is prepared at the end of each accounting period, yet it
suffers from the following limitations:

Balance Sheet cannot reflect those assets, which cannot be expressed in monetary
terms such as honesty, skill, loyalty of workers.

Balance Sheet does not reflect the true value of assets because fixed assets are
shown at the original cost less depreciation up-to-date.

It is prepared on a historical cost basis and changes in prices are not taken into
account.

Intangible assets such as goodwill are shown as imaginary figures having no
relationship with the market value.

4.6.3 Differences between Trial Balance and Balance Sheet

The gifferences between trial balance and balance sheet are as follows:

Trial Balance is a list of balances — debit and credit from the ledger accounts
whereas balance sheet is a statement of assets and liabilities.

Tria! Balance may be prepared at regular intervals, e.g., quarterly, monthly
whereas balance sheet is prepared at the end of the accounting period.

Trial Balance contains balances of all personal, real and nominal accounts.
Balance Sheet contains only those personal and real accounts, which represent
assets and liabilities.

The aim of preparing the trial balance is to check the arithmetical accuracy of the
accounts whereas the main objective of preparing the balance sheet is to know the
financial position of the business.

Trial Balance is prepared before preparation of trading and profit and loss
account. Balance sheet is prepared after the preparation of the trading and profit
and loss account.

Trial Batance does not show closing stock whereas it is shown on the asset side of
the balance sheet.

Trial Balance is prepared from the ledger accounts and the balance sheet is
prepared from the trial balance.

The preparation of the trial balance is not compulsory but the preparation of the
balance sheet is compulsory.



Opening stock is shown in the trial balance whereas it is not shown in the balance

sheet.

Trial balance is not a part of the final accounts whereas balance sheet is an

important part of the final account.

The accountants use Trial Balance only. Various parties like creditors, tax

authorities, investors, bankers, etc., use Balance Sheet.

It is not compulsory to prepare the trial balance but the preparation of the balance

sheet is compulsory.

There is no order for writing the items in the trial balances. However, the items of

assets and liabilities may be written in order of liquidity or permanence.

4.6.4 Similarities in Trial Balance and Balance Sheet

The similarities between trial balance and balance sheet are as follows:

Both are statements and not ledger accounts.

Both are prepared on a particular date.

Both do not use the words ‘To’ and ‘By’.

Both are prepared from the balances of the ledger.

4.6.5 Differences between Trading Account and Profit and Loss Account

The differences between Trading Account and Profit and Loss Account are listed in

the following table.

Table 4.1: Differences between Trading Account and Profit and Loss Account

S. No. Trading Account Profit and Loss Account

1. The trading account shows gross profit or | Profit and loss account shows net profit or net
gross Joss. R loss.

2. It is prepared before the profit and loss | It is prepared afier the trading account is made.
account is made.

3. Trading account deals with purchasing | It deals with selling. administration and
and manufacturing costs of goods. distribution expenses, etc.

4. It is prepared to know the trend of the | It is prepared to know the ultimate result of the
business for a period. business for a period.

5. It considers only direct expenses and | It considers indirect expenscs, losses, income |
incomes. gains, elc.

6. Batance of this account is transferred to | The balance of profit and loss account is

profit and loss account.

transferred to capital account.

4.6.6 Differences between Profit and Loss Account and Balance Sheet

The differences between Profit and Loss Account and Balance Sheet are listed in the

following table.

Table 4.2: Differences between Profit and Loss Account and Balance Sheet

S. No.

Profit and Loss Account

Balance Sheet

Itis an account.

It 1s a statement.

9

The aim of preparing this account 1s to find
out net profit or net loss,

The objective of preparing this 1s to know the
financial position of business.

)

All nominal accounts are recorded here.

Real and personal accounts are recorded in
balance sheet,

Cuntd ..
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4. It is prepared for a centain period. It is prepared on a particular date.
3. It has debit side and credit side like an | It does not have debit or credit side but it has
account. liabilities on the left side and assets on the
right side.
6. The difference of credit and debit is either | Balance Sheet does not show any balance.
net profit or net loss. The total of assets side is always equal to the
total of liabilities side.
% The word ‘To” is used in debit side and | The words *To" and "By’ are not used while
‘By’ in the credit side. preparing the balance sheet.

4.6.7 Classification of Assets and Liabilities

Assets

Assets are the properties and possessions, which benefit the future. Assets are what the
business owns, i.e., land, building, stock, cash, bills receivable. etc. The classification
of assets is as follows:

Fixed Assets: Fixed assets are acquired and intended to be retained permanentiy
for carrying on the business. Assets, which are of durable nature and not intended
for sale such as plant, building, machinery, furniture and fixtures, etc., are fixed
assets. Fixed assets may be tangible or intangible. Tangible assets are those assets.
which have physical existence those can be seen, touched and felt, like-building,
machinery, plant, cash, stock, etc. Intangible assets are those assets, which cannot
be seen, touched but have some value and also contribute to the profits, such as
trademarks, etc.

According to schedule VI of the Companies Act, 1956, these tangible and
intangible assets have been treated as fixed assets and are placed in the list of
fixed assets of this schedule.

Current Assets: These are in the form of cash or such other assets that can be
converted into cash within a short period. Cash in hand, cash at bank, debtors, and
bills receivable, temporary investments, etc., are the examples. These are also
known as circulating assets because their amounts are subject to constant change.

Fictitious Assets: These assets are fictitious in nature. These are not real assets.
There are unwritten losses or non-recoupable costs. For example, brokerage,
underwriting commission, heavy advertisement expenses, research and
development expenditure, market research, debit balance of profit and loss
account, discount on issue of shares or debentures, etc. All such expenses have
debit balances and are to be written off through profit and loss account, slowly
during future years an unwritten off portion of such expenses appear in the
falance sheet.

Wasting Assets: The assets, which are exhausted coinpletely by use, or lose their
value through wear and tear and cannot be replaced in the normal way are called
wasting asset, e.g.. quarries, mines, etc. Natural resources like mineral deposits,
oil reserves, etc., can be called wasting assets.

Contingent Assets: These are the assets whose existence and ownership depends
on the happening or non-happening of a specified event. For example. a right to
file a suit for claiming a certain amount. 1f this suit 1s won, the amount will be
received. These assets are not shown i the balance sheet. because of the
convention ot accountancy, which states that provision tor tuture losses is imade
Lt no consideration is made for uncertain future property or income.



Liabilities

Every business i1s bound to pay an amount, a debit, ie., liability is a debit, or an
amount owned to anybody who has a right of claim at law. Liabilities may be internal
or external. All amounts, which a business has to pay to the proprietor or owners, are
internal liabilities; these include capital and un-distributed profits. All amounts, which
a business has to pay to outsiders, are known as external liabilities; these liabilities

include creditors, long-term loans, bills payable, etc. The classification of liabilities is
as follows:

® Fixed Liabilities: All long-term liabilities are treated as fixed liabilities whether
they are payable to the proprietor or to the outsiders.

For example, capital, long-term loans and debentures, debentures of a company,
etc.

e Current Liabilities: All short-term liabilities, i.e., the amounts that are payable
within one vear and are paid out of current assets. These include bank loans, trade
creditors, bills payable, short-term loans. outstanding expenses, etc.

® Contingent Liabilities: These are not actual liabilities, i.e., these are not the
habilities of the business on the date of balance sheet but may become liabilities in
future on happening of an uncertain event are called contingent liabilities. In other
words, they would become liabilities in the future provided the contemplated
event occurs. If it does not occur, no liability is incurred. It is not shown in the
balance sheet. Usually, it is mentioned in the form of a footnote. Bill discounted
with bank is an example of a contingent hability. Other examples of such
liabilities are:

<+ Liability of a case pending in the court.
# Claim against the companies not acknowledged as debts.

< Bills of exchange, guarantees given against a particular firm or person.

4.7 MARSHALLING OF BALANCE SHEET

‘Marshalling’ means the order or sequence in which assets and liabilities are recorded
in balance sheet. These are no statutory guidelines for the order or sequence of assets
and liabilities for the preparation of the balance sheet of sole proprietorship and
partnership firm. However, there is a specific pro forma prescribed by the Companies
Act in case of balance sheet of joint stock companies. Most of the sole proprietorship
and partnership firms prepare balance sheet according to their nature of business and
suitability. There are two methods to prepare the balance sheet of sole proprietorship
and partnership firms. These are:

® Liquidity Method

® Permanence Method

4.7.1 Liquidity Method

When assets and liabilities are arranged according to their reliability and payment
preference, such an order is called hiquidity order. In other words, cash, bank or other
assets, which can be converted into cash easily, will be shown first and fixed assets
will be shown Jater on.
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Similarly, current liabilities will be followed by long-term liabilities and fixed
liabilities. The specimen of this method is as follows:

Balance Sheet (Liquidity Order)

Outstanding expenses
Shont-term loans

Fixed Liabilities

Long-term loans
Debentures/Public deposits
Capital

Add: Net profit or loss

Net loss

Less: Drawings

Liability Amount ) | Assets Amount (%)
Current Liabilities: Current Assets:

Bills payable Cash in hand

Bank overdraft Cash at bank

Sundry creditors Debtors

Bills receivable
Investment

Closing stock

(1) Raw materials
(1)) Workin progress
(1ii) Finished goods
Prepaid expenses
Accrued incomes
Fixed Assets:

Loose Tools
Furniture

Plant & Machinery
Motor Vehicles
Land & Building
Patents

Goodwill

Fictitious Assets

4.7.2 Permanence Method

Under this, the balance sheet will be prepared just opposite of the first possibility.
Order of assets and liabilities (both) will be reversed. In other words, fixed assets will
be followed by the current assets. Similarly, capital and long-term liabilities will be
followed by the current liabilities. The specimen is as follows:

Balance Sheet (Order of Permanence)

Liabilities

Amount ()

Assets

Amount (3)

Capital

Add: Net profit
Less: Drawings
Fixed Liabilities
Current Liabilities

Fixcd Assets
Current Assets
Liquid Assets

Example: From the following particulars, prepare a balance sheet as

on 31° December

2012.

Dr Cr

84 i)

Drawings 5.000 -
Capital - IVRVIUY)
Debiors and Creditors 6.200 4.500
Cash at bank 8.200 -
Cash in hand 1.400 -
Plant 10.600 -
Furniture 21.000 -~
Net Profit - 2.200
General Resenve - 1,500
Bills Receivable 15.800 -
08.200 68,200




Solution:

Balance Sheet
as on 31* December 2012 (Order of liquidity)

Liabilities Amount ) | Assets Amount ()
Sundry creditors 4,500 { Cash in hand 8,200
General Reserve 1,500 | Cash in Bank 1,400
Capital 60.000 Bilis Receivable 15.800
Add: Profits 2.200 Fumiture 21,000
62200 Plant 10,600

Less: Drawings 5.000 57,200
63,200 63,200

Balance Sheet
as on 31* December 2012 (Order of Permanence)

Liabilities Amount ) | Assets Amount ()
Capital 60.000 Plant 10.600
Add: Profits 2.200 Furniture 21.000
62.200 Bills Receivable 15.800
Less: Drawines 000 57200 Deblo.rs 5200
T ' Cash in Bank ) 1,400
Cash in hand 8.200
General Reserve 1.500
Sundry creditors 4.500
63,200 63,200

Adjustments: As per the objectives of accounting convention of disclosure and the
accrual concept, the final accounts are required to be prepared in such a way that the
trading and profit and loss account and balance sheet represent a “true and fair” view
of the profits earned and its true state of affairs at the end of the period. Sometimes, it
is seen that after preparation &f trial balance, but prior to preparation of final accounts,
it may be noticed that some business transactions have been, completely or partially,
omitted 10 be recorded or entered wrong. Besides this, there are some incomes or
expenses, which are related to the next year but have been received or paid during the
current year.

Trading and Profit and Loss and Balance sheet, together, are called as final accounts.
Item appearing in the trial balance appears only once in the final accounts, either on
the debit or credit. Any adjustment entry requires two postings, debit and credit for the
same amount. Hence. before preparing final accounts, adjustment entries should be
made to ensure that final accounts depict a true and fair view. Some important
adjustments, which are to be made at the end of the accounting year, are discussed as
under:

Closing Stock: Closing stock represents the unsold stock at the end of the year. It is
valued at the cost price or market price whichever is lower. Normally, clasing stock
appears as an adjustment entry in the problem and is given at the end of the trial
balance.

For example. if the value of stock at the end of the period is ¥ 30.000 and is shown
below the trial balance. then the following adjusting entry will be passed:

Closing Stock A/c Dr 30,000
To Trading Account 30,000
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The two-fold effect of this entry will be:

(1) Stock will have a debit balance. Being a real account, it will be shown on the
assets side of the Balance Sheet.

(i1} Closing stock will be shown on the credit side of the Trading Account.

Sometimes, opening and closing stock are adjusted through purchases. In this case,
closing stock (debit balance) appears in the Trial Balance. Closing stock, under this
case, will not be shown on the credit side of the Trading Account but will be shown on
the assets side of the Balance Sheet only.

Outstanding Expenses: Outstanding means dues that are not paid. There are certain
expenses, which have been incurred but not paid. These expenses are called
outstanding expenses. For example, salary of' % 12.000 is due to be paid to the clerk for
the month of December. Books are closed at the end of December. In order to bring
this transaction into accounts, the following adjustment entry will be passed:

Salary Account Dr 212,000
To Outstanding Salary A/c T 12,000
The two-fold effect of this entry will be:

(1) Outstanding salary will be added to salary. if any, on the debit side of Profit and
Loss Account.

(i1) Outstanding Salary Account, being personal and having credit balance, will be
shown on the liabilities side of the Balance Sheet.

Prepaid Expenses (Unexpired expenses): Prepaid expenses are paid in advance, i.e.,
not due but paid. When expenditure related to the next year but paid in the current
year, i.e., whose benefit will be available in the future are called prepaid or unexpired
expenses. For example, annual premium ¥ 8,000 is paid on I* July, whereas the
accounting year closes on 31% December. ¥ 4000 will be insurance paid in advance.
To bring this into account, the following adjusting entry will be passed:

Prepaid Insurance Premium Account Dr ¥ 4,000
To Insurance Premium ¥4.000
The double effect of this adjusting entry will be:

(i) Prepaid insurance will be deducted from the insurance premium on the debit side
of the Profit and Loss Account.

(11) Prepaid insurance, being personal account and having debit balance, will be
shown on the assets side of the balance sheet.

:ccrued Income: When an income i1s due or accrued but not received during the
.ccounting year, it is known as an accrued income. For example, if a business has
ivested Z 15,000 in 5% gilt-edged securities on 1" January 2009 but during the year,
400 has been received as interest on securities. Then ¥ 350 interest on securities

wned up to 3 I December 2009 but not received will be accrued interest for the year
7009. The following adjustment entry will be passed:
Accrued [nterest on Investments Account Dr <350
To Interest on Investment Account T 350

. he two-fold effect of this entry will be:

(1) Interest on [nvestment account (accrued intcrest) witl be added to the interest
account on the credit side of the profit and toss account.

i) Accrued interest, being personal account and having debit balance, will be shown
on the debit side of the balance sheet.



fmcome Received in Advence: When an income 15 nol due or accrued but is received.,
then the income received for the subsequent year is Known as income received in
advance. As il 15 mlaled to the next vear, so it should not be included in the income of
the current year. For example, rent T 3600 ¢ET 1200 per month) is received in
advance for three months, The adjusunent entry will be passed:

Rent Account Tir T 3,600
To Bem Received in Advance Account 2 3,600
The two-fold eftect of this entry will be:

{1} It s shown on the eredit side of the profit and loss accosat by the way of
deduction from the income.

{u} It is shown on the Liabitities side of the balance sheel,

It is imporiant that when outstanding expenscs a/c, prepaid expenses afc, accrued
income and unearmed neome afc or income received in advance are given in the trial
balance, then no adjusiment entries are made and these accounts are shown i the
balance sheet only.

Depreciation: Depreciation is the permanegnt reduction in the value of hixed asscis
because of wear, tear and effluy of time. This reduction or f2ll in the value should be
treated as a loss or expense, 1o be considered before profit or loss is ascertained. When
an assel is used for eaming purposes. it s necessary that reduction due to ts use
should be charged 1o the profic and loss account. Depreciation is wsually computed on
the basis of the lic of the assets. For cxample, a machine costs T 50,000 and has a life
of 5 years. Then, each vear [/5" of the cost, e, ¥ 10,000 should be reated as an
expeiise; anly the romaining amount 15 10 be shown in the balance sheet. The entry is:

Depreciation Account Dr 10,0000 .
To Machinery Account 10,000

Depreciation is debited 2o the profit and loss accoont. T 15 deducted from the
concerned asset, in the asset side of the balance sheet,

When deprecianion appears i the tnal balance, it will be recorded on the debit side of
the profit and loss account aniy,

Taterest on Capital; lnterest on capilal 15 an appropration of profit payable w the
partners or to the proprieter; it is not business expenditure, 11 s allowed at 3 cenain
rate for the full year on capital in ovder to see whether the business is really earning
profit or nol. For example, the capitet 15 T 100,000 and the rate of interest (s 5%,
‘Then, the interest wili be ¥ 5,000, |1 will be treated like other expenses and debited to
the protit and loss account, the amouni wilt also be credited 1o the capital account, The
entry Is;
Interest on Capital Accouny Dr 5,004
To Capital Aceount 5,000
The two-fold cftect of this enwy will be:
1. Ttis business expendilure; it should be debited 1o the protit and loss account.

2. It should be added in capital on liabilities side of the balance sheet, ws i1 s not
paid.

Interest on Drawings: Interest on drawmgs is not a business income, but it is chargerd
on drawings in a partnership fipma. the proprigior may also realise that when he draws
money for privale use, the finm loses interest as funds for business are reduced.
Thercfore, the propecsw’s capital mm be debiled with the interest on the money

[ LiX]
Final dcoounis



104
Fimancial Accoutiine

drawn by hini. Interest will depend on the amount z2nd 1he date of withdrawal
concerned. Interest on dzawings 15 again 1o the business and loss to the proprictot, For
example, drawings are T 13000 and interest on drawines is @ 750, The emiry ta be
passed 15

Drawings Aceount D T 750
To Interest on Drawings Account 7 7150

The two-Told effect will be:
1. Shown on the credit side of profit and loss account

2. Shown on the lishilitivs side of the balance sheet by way of additions to the
drawings, which are ulimately deducted from the capital

Interest on Loan: Interest must be paid on loans, whether (there is a profit or loss. It is
an indirect expenditure. When such expenditure 15 due or aecpued bul nol paed, the
amount of such experdilure is (0 be shown in the debit side of the profit and |oss
account and in the liabilities side of \he balance sheet as an uutstanding liability.

[l the firmi has taken some loan, i has to pay interest therson, Hence, when a loan
account is given m the Irial balance, it must be found out whether the tnlerest due on
the lean has been paid or not. The rate of interest and the date on which the loan was
taken 5 usually given. If, however, the date on which the loan was taken 15 not given,
itmeans that it is an old loan and the full year's interest is to be provided. 8o, note the
amount ol loan, the rale of interest and the period for which the interest is to be
provided. Calculate the amount of interest and find out trom the trial balance whether
the sume has been paid or not, Genetally, the Inlerest has been paid but it is less than
what is due. In such a siluation, the difference is regarded as an outstanding inmterest,
and the same is adjusted at the time of preparing (ke final accoums. For exampte, there
5 an itemn of 10% loan {taken on April |, 2007) T 20000 in the Trial Balance.
Assurming the accountling year ends on Deeember 31, the total interest on loan will
work out as T 1,500 (at 10% on % 20,000 for nine months). Ongoing through the trial
balance, the interest paid is ¥ 1,000 onby. [t means ¥ 300 (3 1,500 — T 1,0060) js the
autstanding interesl. Therelove, there 15 a necd to make the necessary adjustment, i.e.,
add it to the interest paid on the debi side of the profit and luss account and show it as
an putstanding inlerest under the current liabilitics n the balanee sheet. The entry 15

Tolerest on Loan Account D 2 300
To Dutstanding Interest Account T 500

Bad Debis: Debts, which canoot be recovered or become irrecoverable, are called bad
debts. Tt 1s & loss to the business. The entry will be:

Bad Debkts Account Dr
To Delstors Account
Fhe two-told effect will be:
tewill e shown on the debit side of the profit and loss account.
2. will be shiown as a deduction Mrom debtors un the assel sade of the balance sheet.

Semetimes, there are additional bad debts after the triai balance w prepared and before
e final accounts are drawn. Such bad debts must be recorded witl the saue adjusting
catry, |F the bad debts are appeared inside the trial balanec, these should not be
deducted from sundiy deblors in the balance sheet. In that case, these are only shewn
on the debin side of the profit and loss account.



For example, total debtors in trial balance are ¥ 20,000 and bad debts ¥ 900 are given.
Suppose a further adjustment for bad debts of % 650 are to be made. The effect of the
same is shown in the profit and loss account as under:

Profit and Loss Account

L4 R
To Bad Dcbts 900
Add: Additional bad debts 650
1,550

Balance Sheet

Liabilities Assets (€4

Sundry Debtors 20.000
Less: Bad Debts 630 19,350

Provision for Doubtful Debts: Debtors from whom recovery of debts may be doubtful
are treated as doubtful debts. These debts may or may not be realised in future. In
other words, besides bad debts, the recovery of certain debts may seein to be doubtful.
A bad debt is a known loss. However, a doubtful debt is only an expected loss. For
such a loss, as expected, some provision is made in the form of provision for doubtful
debts. The following journal entry is passed for creating a provision for bad debts.

Profit & Loss Alc Dr
To Provision tor Bad and Doubtful Debts

For example, sundry debtors on 31.03.2009 are X 25,500. Further bad debts are X 500.
Provision of 5% is to be made on debtors. The amount for the provision for doubtful
debts will be ¥ 1,250 i.e., 5% on ¥ 25,000 (X 25,500 — 500).

It is important to note that bad debts appeared in the trial balance are not deducted
from debtors, whilesrecording in the balance sheet because they have already been
deducted.

The two-fold effect will be:

[. 1t will be shown on the debit side of profit and loss account or by way of addition
to bad debts.

2. Provision for doubtful debts is shown on the assets side of the balance sheet by the
method of deduction from the sundry debtors.

Example: Sundry debtors shown in the trial balance ¥ 50.000 and bad debts shown are
T 2,000, further bad debts of ¥ 800 are 1o be written oft and also provision of 5% is to
be made on debtors on 31* March 2012. The effect of this is shown below.

Profit and Loss Account

k4
To Bad Debis 2.000
Add: Further bad debts . 800
2.800

Add: Provision for doubtiul debts 2,460
5.260
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Balance Sheet

Assets ks
Sundrv Debtors 50.000
Less: Bad Debts 800
49.200
Less: Provision for doubtful debts 2,460
46.740

Some important points for the provision for bad debts:
e If opening balance is given, it should be shown on the credit side of the account.

e Total bad debts given in the trial balance and in adjustments are transterred by
debit to the provision for doubtful debts account.

e New provision required must be debited to provision for doubtful debts account
by putting it as a closing balance.

e If there is a balance, that balancing figure will be credited to this account by
debiting to profit and loss account. It will be the amount transferred from profit
and loss account to provision for doubtful debts.

Provision for Discount on Debtors: Every firm or businessman has to atlow cash
discount at the time of prompt payment from customers or debtors. As the debtors in
the end of a year make payments in the next years, so the provision for such discount
has to be made in the current year. This discount is a loss to the business. Hence,
provision for discount on debtors must be created to meet out such loss to the business
in the future. Treatment is same as provision for doubtful debts with the difference
that provision for discount is always calculated on good debtors. That means, bad
debts are written off and the new provision for doubtful debts is deducted from the
debtors, and then the provision for discount will be calculated on the remaining
debtors. The entry will be:

Profit & Loss Account Dr
To Provision for discount on debtors Account
Tie two-fold effect will be:
1. It will be shown on the debit side of the profit and loss account.

2. It will be shown by the method of deduction from sundry debtors (after deducting
bad debts and provision for doubtful debts) on the asset side of the balance sheet.

Provision for Discount on Creditors: 1f a businessman makes provision for discount
on debtors, he can also make a provision for discount on creditors. Such discount
mcreases his profit. While preparing final accounts at the end of the year, this
e wsion/reserve 1S made as a percentage of the total creditors. For example, the
~reditors were T 20.000 on 317 December 2015 and 2% reserve is to be made for
discount on creditors. The following entry will be:

i vision/Reserve for Discount on Creditors Account Dr %400
I'o Profit and Loss Account T 400

1 he balance of provision for discount on creditors shall be carried forward to the next
. '



Loss of Stock by Fire: Generally, there are the following three cases for such a
condition:

If the stock is fully insured: In this case, the whole loss will be claimed from the
insurance company. The following entry will be passed:

Goods lost by Fire Account Dr
To Trading Account
The two-fold effect will be:
I. It will be shown on the credit side of the trading account.
2. It is shown on the asset side of the balance sheet.

If the stock is partly insured: Under such a case, the loss of stock covered by
insurance policy will be claimed from the insurance company and the rest of the
amount will be the loss for the business and is transferred to the protit and loss
account. The claim admitted will be shown on the asset side of the balance sheet. The
entry will be:

Insurance Company Account Dr

Profit & Loss Account Dr
To Trading Account

The two-fold effect will be:

. It will be shown on the credit side of the trading account with the value of stock
and shown on the debit side of the profit and loss account for that part of the
stock, which is not insured.

2. Amount realised from the insurance company is shown on the asset side of the
balance sheet.

If the stock is not insured at all: In this case, the entire loss will be borne by the firm.
Hence, it should be debited to the profit and loss account. The entry will be:

Profit and Loss Account Dr
To Trading Account
The two-fold effect of this will be:
1. It will be shown on the credit side of the trading account.
2. It will be shown on the debit side of the profit and loss account.

Deferred Revenue Expenditure: Sometimes, there may be heavy expenditure on
research, advertisement, etc. These are incurred in the initial stage or during the
financial year, but the benefit of these will be available in the subsequent vears. It is
known as deferred revenue expenditure. A part of such expenditure will be written off
in each year and the rest will be capitalised, i.e., the balance of expenditure carried
forward will appear in the balance sheet as an asset until the entire amount has been
transferred 10 profit and loss account. The entry for this (say advertisement of ¥ 1,500,
which will be spend over 3 years) will be:

Profit and Loss Account Dr % 500
To Advertisement Account T 500
The two-fold effect will be:
1. It will be shown on the debit side of the profit and foss account.

2. It will be shown on asset side by way of deduction from capitalised expendtture.
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Goods withdrawn for personal use: 1f goods are withdrawn from the business for the
personal use of the proprietor. then these are treated as drawings. The entrv wiil be:

Drawings Account Dr
To Purchases Account
The two-fold effect of this entry will be:
1. It will be deducted from the purchases in the trading account.
2. The same amount will be deducted from the capital in the balance sheet.

Goods Distributed as Free Samples: When goods are distributed as free samples then
these are to be treated as advertisement of the business. The entry will be:

Advertisement Account Dr
To Purchases Account

The two-fold effect of this will be:

1.1t will be deducted from purchases.

2 1t will be shown on the debit side of the profit and loss account as advertisement
expenditure.

Reserve Fund: Reserve is created out of profit and loss account. For example, ¥ 1,200
are to be transferred to the Reserve Fund from the net profits, the entry will be:

"ofit and Loss Account Dr
To Reserve Fund Account
The two-fold effect of this will be:

It will be shown on the debit side of the profit and loss account along with the net
profits.

It will be shown on the liabilities side of the balance sheet.

inne nme Tax: It is not business expenditure but it is a personal expenditure. Hence, it
inild be treated as a drawing and is to be deducted from the capital. When it is paid
from the business and appears in the trial balance, it should be treated as under:

Pyrawings Account Dr
I'o Income Tax Account

Interest on Investments: Interest on investments is an indirect income. If such an
.. owne is due or accrued but is not received. the amount of such income is to be
i: wn on the credit side of the profit and loss account and in the asset side as an
accrued income. The entry will be:

.¢st on Investment Account Dr
To Profit and Loss Account

ituges include installation charges of a machine: Wages are generally direct
~penses but when these are expended for installation of machines, then these are
treated as a capital expenditure. Therefore. it will be deducted from wages account in
the trading account and it will be added to the machinery account in the balance sheet.
F'he entry will be:

Machinery Accoum Dr

I'o Wages Account



Carriage includes carriage paid for purchase of assets: Like wages. carriage inward
Is a direct expense, but when carriage is expended for the purchase of fixed assets, it
will be treated as a capital expenditure. Hence, it will be deducted from the carriage
account in the trading account and then it will be added to the fixed assets account in
the balance sheet. The entry will be:

Fixed Assets Account Dr
To Carriage Account

Dishonour of cheque/bill receivable but no entry has been made: Sometimes, a
cheque or a bill is dishonoured but no entry has been made in the books for such
dishonour before the preparation of the trial balance. The entry for this will be:

Debtor’s Account Dr
To Bank or Bills Receivable Account

The amount of the dishonoured cheque will be added to the debtors account and the
same amount will be deducted from the bank or bills receivable account in the balance
sheet.

Sales Tax: Sales tax is a tax collected by the sellers from their customers. Now sales
tax is also known as VAT, i.e., Value Added Tax. The entries are:

When goods are sold on credit:
Debtors Account Dr
To Sales Account
To Sales Tax/VAT Account
When goods are sold in cash:
Cash Account Dr
To Sales Account
To Sales Tax/VAT Account
When Sales Tax/VAT is paid to the Government
Sales Tax/VAT Account  Dr
To Bank Account

If sales tax/VAT is included within the selling price, for charging sales tax/VAT the
entry will be:

Sales Account Dr
To Sales Tax/VAT Account

I any part of sales tax/VAT remains unpaid at the end of the year, then the said
amount is to be shown as a liability within the balance sheet.

Example: The following are the balanees attracted from the books of M/s Chabla
Traders as on 31.3.201 |. From these balances and information given, prepare trading
and profit and loss account and balance sheet.

Debit () Credit @
Purchases I 223500 -
Wages 3500 =
Sales < 38250
Safaries 1500 -
Traveiting expenses 600 -

Cond.,
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Discount allowed 700 -
Office expenses 600 -
Commission 500 ~
Interest - 3530
Trade expenses 650 N
Building 25000 -
Plant & machinery 22000 =
Debtors 5200 -
Creditors - 9500
Carriage on purchases 700 -
Capial - 35000
Cash in hand 900 -
Rent received — 1850
Stock (opening) 6200 -
Insurance paid 400 -
Bill payable - 5900
Bills receivable 4800 -
Discount received — 3700
97730 97750
The following adjustments are to be made:
1. Closing stock ¥ 6500.
2. Allow 5% interest on capital.
3. Outstanding salaries ¥ 500.
4. Office expenses outstanding ¥ 250.
Depreciate building by 5% machinery by 10.
Solution:
Trading and Profit & Loss Account
for the year ending 31" March 2011
Particulars Amount () | Particulars Amount (%)
To Opening stock 6200 | By Sales 38250
To Purchases 22500 | By Closing stock 6500
To Wages 5500
To Carriage on purchase 700
To Gross Profit ¢/d 9850
44750 44750
To Salaries 1300 By Gross Profit b/d 9850
Add: Outstanding 500 2000 | By Interest 3550
To Travelling Expenses 600 | By Rent Received 1850
To Discount Allowed 700 | By Discount received 3700
To ofTice expenses 600
Add: Outstanding 250 850
To Commission 500
To Trade expenses 650
To Insurance 400
To Depreciatton on butlding 1250
Machinery 2200 3450
To Interest on capital 1750
To Net Profit transferred to capital a'c 8050
18930 18950




Balance Sheet

as on 31.3.2011

Liabilities Amount () Assets Amount ()

Bills Payable 5900 |} Cash in hand 900

Creditors 9500 | Closing stock 6500

Outstanding salaries 500 | Debtors 5200

Outstanding office expenses 250 | Bill receivable 4800
Capital 35000 Plant & machinery 22000

Add: Net profit 8050 Less: Depreciation 2200 19800
13050 Building 25000

Add: Interest on capital 1750 44800 | Less: Depreciation 1250 23750

60950 60950

Example: From the following balances taken from the books ot M/s Ram & Sons and
adjusted information. you are required to prepare profit and loss account for the year

ending 31" December 2015 and prepare balance sheetason 31.12.2015.

Trial Balance

Debit (%) Credit )

Stock on I Jan. 2015 50300 -
Purchases and Salcs 100300 141200
Returns 2200 1800
Capital - 40000
Drawings 5500 -
Land and Buildings 32000 -
Furniture 10.000 —
Debtors and Creditors 20.000 41000
Investment 15000 -
Cash # hand 2500 -
interest - 1000
Commission - 3000
Postage & Stationery 6500 =
Direct expenses 5500 -
Fire insurance premium 2500 -
Salaries 10500 -
Bank overdraft = 35000
2.63.000 2.63.000

use in 2015.

received ts vet to be earned in 2016.

have to be paid.

10% p.a.

Closing stock on 31.12.2015 was valued at¥ 62000.

Goods worth ¥ 500 are reported to have taken by the proprietor for his personal

Make provision tor bad debts /@ 5% on Sunday debtors.

% 500 insurance premium paid is in respect of the quarter ended 31.3.2016.

Interest on investment ¥ 350 is yet to be received while ¥ 700 of the cominission

Salaries of ¥ S00 for Dec. 2015 and bank overdraft interest estimated at ¥ 2000

Depreciation is 1o be provided on land and butlding @ 5% and on furniture ‘«

1]
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Trading and Profit & Loss Account of M/s Ram & Sons

for the year ended 31-12-2015

T T
To Opening stock 50500 | By Sales 141200
To Purchases 100300 Less: Returns 2200 [ 139000
L.ess: Returns 1800
98500 | By Closing Stock 62000
Less: Goods for pass and use 500 | 98000
To Direct expenses 5500
To Gross Profit ¢/d 47000
201000 201000
To Salaries 10500 By Gross Profit b/d 47.000
Add: Oustanding 500 11000 | By Commission 3000
To Postage and stationery | 6500 | I.ess: Received in advance 700 2300
To Fire insurance premium 2500 By Interest 1000
Less: Prepaid 500 2000 | Add: Accrued 350 1350
To Interest outstanding ] 2000
(for bank overdraft)
To Provision for bad debts 1000
To Depreciation on:
Land & buildings 1600
Furniture 1000 2600
To Net Profit transferred 1o capital A/c 25550
50650 50650
Balance sheet of M/s Ram & Sons
ason 31-12-2015
Liabilities L4 Assets T
Creditors 41000 | Cash in hand 2500
Ouistanding salaries 500 | Sunday debiors 20000
Outstanding interest on overdraft 2000 | Less: Provistion for D/D 1000 | 19000
3ank overdraft 35000 | Ins estments 15000
Commission received in advance 700 | Add: Accrued interest 350 | 15350
Capital 40,000 Stock 62000
Add: Net profit 25550 Insurance prepaid 500
65550 Land & building 32000
Less: Depreciation 1600 | 30400
Less: Drawings (3500 + 300) 6000 SO550 | Furniture 10000
L.ess: Deprectation 1000 9000
138750 138750




Example: On 31* December 2014, the following trial balance was extracted from the
books of Mr A:

Debit Balance: e T
Debiors 25100 | Bad Debts 350
Cash in hand 2000 | Bills receivable 7400
Drawings 3500 | Office expenses 1800
Carriage tnward 3050 | Advertising 2950
Carriage Oulward 2250 | Insurance 2100
Cash in bank 3750 | Credit Balances:

Salces retumns 6810 | Capital 39820
Salaries 10130 | Sales 125485
Purchases - 72560 | Loan on Morigage 11800
Rent and rales 2600 | Purchases returns 1450
Stock on | Jan 1999 7625 | Bills Pavable 2700
Motor Vehicles 12500 [ Comumission received 1430
Interest on loan 230 | Bad dcebis reserve 690
I.and and Building 14050 | Discount 650
(General Expenses 2870

Bank Charges 200

Prepare Trading and Profit and Loss Account for the year ended 31* December 2014:
(1)  Salaries amountmg to% 650 and rates amounting to T 250 are outstandlng

(ii) Stock in hand on 31* December 2014 was valued at 5940.

(111) Interest on loan at 6% p.a. is unpaid for six months.

(iy) Depreciate land and building at 5% and Motor vehicles at 10%.

(v) Make a provision for bad debts at 5% on debtors.

(vi) Prepaid insurance ¥ 200.

(vii) Manager’s commission at 10% on net profit after charging such commission.

(viii) Interest on drawings 5% p.a.

Solution:
Trading and Profit and Loss Account
for the year ended on 31" December 2014
Particulars Amount (3) | Particulars Amount (%)
To Opening stock 7625 | By Sales 125485
To Purchases 72560 Less: Returns 6810 118675
Less: Purchases 1450 71110 | By Closing stock 5940
To Camage inwards 3030
To Gross profit ¢/d 42830
124615 124615
I'o Carriage outward 2250 | By Gross Prof b/d 42830
Yo Salaries 10130 By Commission received 1450
Add: Outstanding 630 1780 | By Discount 656
3y Interest on Drawings 173

Contd
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il4 To Ditice expenses 180K

TN cead AL I

ToRent & Holes 600
Add. Ouwisanding 250 2830
Tw General eanpenses 2870
Tir Jonerest on loan
[2304354) G
ToBad debis 530
Add: Mew prowvision 1253
L5015 |
wess Dd provisien ag0 115
Tu Insurance 2E06
Less: Prepaid 200 | 1500
1o Advenising 2950
To Rank chatges e
To Depreciaiing
{ ©n Land and Building 703
L Motor Vehiclos 1251 1951
ToManyper » Coramission
i [
19 1emm J 1439
1110
T vt profil ansTerred 10 capival Ak 1420
45105 45105

Balance Sheet
a5 on 3151 Drevember Zitld

_ _I__.i:lhiHﬁIies Amount [T} | Assets Aot ()
Salan=s vutskanding 650 | Land and Building 14031
_ Fales puislanding 250 | Less Depreciation 3 13347
i.oae o0 morlgage LIEDD | Aotor Yehicles 12508
Prlerest oo [oan (™) 35 | Less: Depreciation 1250 I 1230
Bills payable 2700 Pre paid insucance 200
Minager's cammission EXF Closing s16ck su4n
Capital 15400 eboors 23101
Add: Nel prolit 1394 Less: Pravigic for
I 54244 Prisel dabes 1235 21845
I bravings 500 Bills receivably 400
| 5 Imeeresl on draeing 175 NG Gl n 130
e b CCash an biznd 2008
' e | N G132

Purchases of goods not recorded In books of aceounts: 1t goods have been recerved
after purchasing but sie not recorded in books. the adjustment entey will be:

Purchases Afc Lr
To Creduer Ade
Being omitted purchases recorded)

Therefore. the purehases in wrading sccount and sumky creditors on the Hability side
af halance sheet will inerease with the amount of parchases,



Goods in Transit: Sometimes, some goods were purchased but neither the delivery of
goods has been effected nor the invoice for the same invoiced on the last date of
accounting period. Such goods are known as ‘Goods-in-transit’. The adjustment entry
should be passed on the date when final accounts are prepared. The entry will be:

Goods in Transit A/c Dr
To Sundry Creditors A/c
(Being goods purchased but in transit)
The effecting final accounts:
(a) Goods in transit will be recorded on the asset side of balance sheet.

(b) Same amount will also be added to sundry creditors on the liabilities side of the
balance sheet.

Goods sold on Approval Basis: Sometimes, goods are sold to customers on the
condition that they can return it if they do not like the goods. In such cases, goods so
sold cannot be treated as sales because the customers can return these goods. thev
must be included in the stock at cost price. In such a case, these two entries will be
passed:

(a) Sales A/c Dr (with sales value)
To Debtors A/c
(Being goods sent on approval basis)
(b) Closing Stock A/c  Dr (at cost price)
To Trading A/c
(Being cost of goods with éusto’mers included in closing stock)
The effect of these entries will be:

I. Sales on the credit side of the trading account will be reduced by the amount of
stock lying with the customers at the sale price and on the assets side of the
balance sheet, debtors will be reduced by the same amount.

2. Stock on approval at cost price will be added to the closing stock on the credit side
of the trading account and will be shown on the asset side of the balance sheet.

Trading A/c

By Sales
Less: Sale on approval basis
By Closing stock

Add: Stock with customers

Batlance Sheet

Liabilities Assets

Debtors
Less: Sale on approval basis
Closing stock

Add: Stock with customers

113
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Check Your Progress

Fill in the blanks:

1. Inthe __, the cost of goods sold is shown on the lefi-hand
side and the sales on the right-hand side.

2. All the are charged to the trading account.

3. are those expenses, which are incurred to run the
business efficiently such as administration, selling, and distribution
expenses.

4. of the business can be judged from the total amount of

assets available for the payment of liabilities.

5. If goods are withdrawn from the business for the personal use of the
proprietor, then these are treated as

4.8 LET US SUM UP

Final accounts comprise a trading and profit and loss account..and balance sheet.
These are prepared at the end of the accounting year after the trial balance has
been completed.

The trading and profit and loss accounts provide a sumimary of the results of a
business’s trading activities during a given accounting year. They show the gross
and net profit or loss for the year, and enable users to evaluate the performance of
the enterprise.

The balance sheet is a list of the assets and liabilities (and capital) of a business at
the end of a given accounting year. It enables users to evaluate the financial
position of the enterprise, including whether it is likely to be able to pay its debts.
In the balance sheet assets are classified as either fixed or current, and liabilities as
either current or long term. The balance sheet also contains several useful
subtotals comprising net current assets, total assets less current liabilities, and net
assets.

The gross profit is the difference between the sales revenue and the cost of sales.
The cost of sales is the amount of purchases as adjusted for the opening and
closing stocks. The stock at the end of an accounting year has to be entered in the
ledger by debiting a stock account and crediting the trading account. The trading
and profit and loss accounts are then prepared by transferring the balances on the
nominal accounts in the ledger to these accounts.

The balance sheet is a list of the balances remaining in the ledger after the trading
and profit and loss accounts have been prepared. It is extracted in essentially the
same way as a trial balance, but presented using a more formal layout to show the
two groups of both assets and liabilities, and pertinent subtotals.

4.9 UNITEND ACTIVITY

Take an annual report of a company of your choice and study all the given accounting
in it from a managerial perspective.

4.10 KEYWORDS

Balance Sheet: A statement of the asscts. hiabilities. and capital of a business or other
organization at a particular point in time. detailing the balance of income and

expenditure over the preceding period.



Manufacturing Account: An account used to show what it costs to produce the
finished goods made by a manufacturing business.

Trading Account: The first step of final account is trading account. Trading account is
nominal account which is prepared at the end of accounting year. Trading account
helps to find out gross profit or gross loss during the accounting period.

Depreciation: A reduction in the value of an asset over time, due in particular to wear
and tear.

Trial Balance: A trial balance is a list of ail the General ledger accounts (both revenue
and capital) contained in the ledger of a business.

Bad Debts: A debt that is not collectible and therefore worthless to the creditor.

4.11 QUESTIONS FOR DISCUSSION

1. What is Manufacturing Account? How is it prepared? Explain with suitable
examples. '

2. What do you understand by Final Accounts? How to prepare it?

3. What do you mean by Balance Sheet? Why is it prepared? Explain the difference
between Trial Balance and Balance Sheet.

4. Explain the importance of adjustments in the final accounts. Explain any five with
examples.

5. What is the difference between the Trading Account and Profit and Loss Account?
What accounting information do we get from it?

~ 6. What do you understand by Grouping and Marshalling of Balance Sheet? Explain
the different forms of Marshalling.

7. Does the Balance Sheet represent a ‘true and fair’ financial position of the
business? Explain.

8. How does profit and loss account differ from the trading account? Explain.

9. Prepare manufacturing account and trading account for the year ended in 31"
March 2012 from the following particulars:

L4 L4
Opening stock of raw material 15000 | Power 700
Purchases of raw materials 55000 | Closing stock of raw materials 5000
Opening stock of finished goods 5000 | Closing stock of finished goods 10000
Purchase of finished goods 25000 | Freight on raw materials 1500
Gas & water 800 | Freight on finished goods 700
Factory rent 600 | Sales of finished goods 125000
Returns in words (linished goods) 2200 | Wages 3500 |
Rclurhs owtwards (finished goods) 1300 | Closing stock of W-}-P {000
Consumable stores 900 ‘ Opening stoek of work in progress 7000
Return outwards (raw materials) 400

(Ans: Cost of goods manufacturcd T 71600, Gross profit 3 31800)
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10. From the following balances of Mr X, prepare manutacturing, trading and profit

and loss account for the year ended 31¥ March 2013 after taking into
consideration the additional information.

T 2
Purchase of raw materials 349800 | Sales 560000
Discount (Dr) 2500 | Opening Stock of raw materials 124400
Carriage inward 10200 | Opening Stock of finished goods 63800
Advertisement 12500 | Carriage owmward 11400
Misccllaneous expenses 3800 | Insurance (Fire) 2760
Interest paid 9792 | Factory power 22900
Fuel and coal 11200 | Salaries 9700
Rent taxed and rates 12400 | Electricity charges 3300
Printing and stationary 2000 | Bad debts 7080
Factory wages 59700
Commission paid 1000

Additional Information:

(a) Stock as on 31-3-2013: Raw Materials ¥ 46900, Finished Goods ¥ 152300.

(b) Expenses outstanding and payable are salaries ¥ 1100; rent ¥ 900; electricity

T 200; factory power T 2100.

(c) Depreciate plant and machinery by % 11690, furniture, and fixtures by T 2860.
(Ans. Cost of goods manufactured % 545090, GP.T 103410, NP.%¥ 19518)

. A provision for bad and doubtful debts, equals to 5% of debtors, is created every

year-end by a business concern. From the particulars given, write up the Provision
for Bad and Doubtful Debts Account for five consecutive years, accumulated bad
debts are. for their necessary adjustment, transferred to the said provision account
each year before the new provision is made for the next yvear.

Balances extracted from the trial balance:

Year 1 2" 3 4"

T T T T

Sundry Debtors 45006 48300 SAR00 62000

i+ Bad debts written off 1800 2000 4000 2700

Past bad debts recovered 520
Closing Adjustnent:

Bad debis written off 200 140 420 260

Slh

58400
2800

300

Balance ol the provision for Bad and a Doubttul debt A/c at the beginning of the

I* vear was T 2500.



12. Prepare trading and profit & loss account trom the following trial balance _ 19
extracted from the books of Raphel on 31 December 2014, Final Accounts

Dr ® Cr®
Purchases and Sales 7475 17650
Returns 200 125
Butlding 7500 -
Furniture and Fittings 640 -
Bank Overdraft — 2850
Advertiscment 450 -
Sundry Debtors and Creditors 3800 3500—l
Motor Vehicles 6000 - |
Interest 118 -
Capitat - 12500
Stock on 01.01.2001 4460 -
Taxes & Insurance 1250 -
Commission 373 -
Bad debis 125 =
Cash 650 -
Provision for bad debts - 200
General expenses 782 -
Audit fees 250 -
Wages 1200 -
Salaries 2300 -

37200 37200

Additional Information:
(a) Stock in hand on 31* December 2014 was ¥ 4000.

(b) Depreciation on Building @ 5%, Furniture & Fittings @ 10% and Motor
Vehicles @ 20%.

(c) Write off further ¥ 100 as bad debts and make provision further of 5% on
sundry debtors.

(d) Salaries ¥ 300 and Taxes ¥ 120 are outstanding.

(e) One third of commission received in respect of work to be done in the next
vear.

" (f) T 85 is due for interest on bank overdraft.
(Ans. GP X 8440, NPZ 1186; B/ST 20666)

Check Your Progress: Model Answer
1. Trading account
2. Direct expenses

Operating expenses

I

Selvency

w

Drawings
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5.0 AIMS AND OBJECTIVES

After studying this lesson, you should be able to:
® Describe the meaning ot depreciation
e State the methods of depreciation

e (Compare straight line and written down value method

5.1 INTRODUCTION

Deprectation accounting is mainly based on the concept of income. The concept of
income is matching of revenues with expenses. The goods purchased arc frequently



122
Financial Accounting

matched through immediate sale or within a vear. The crux of the concept of income
is that the expenses are to be matched against the revenues. The ultimate aim of
matching is done in order to determine the volume of profit or loss of the transaction.
If the assets are nothing but long-term assets procured by the enterprise, they should
be matched against the revenues of them. The matching of expenditure of the assets
incurred by the firm at the time of purchase against the revenues is the core task of the
firm.

The benefits/revenues of the fixed assets are expected to accrue for many numbers of
years but not within a year. The initial investment on the assets at the time of purchase
should be matched against the revenue pattern of the same vear after completion of the
year in order to find out the profit perspectives of the long-term investment. To have
an effective matching against the revenues on every year, the amount of purchase has
to be stretched. The stretching of expenses into many vears is known as depreciation.

5.2 MEANING OF DEPRECIATION

According to Dickens, Depreciation is the permanent and continuous diminution in
the quality/quantity/value of the asset. In simple words. depreciation is the permanent
decrease in the value of the fixed assets. It is a matching in between the fixed charge
expense against the current year’s revenue. The remaining/left which is the
un-recovered portion should be carried forward to forthcoming years in order to match
against the respective revenues. The ultimate purpose of the depreciation is to replace
the fixed assets only at the moment of becoming useless through the current revenues.

Under the fixed assets the following items are not considered on which special
considerations apply:

. Forests, plantations and similar regenerative natural resources,

2. Wasting assets including mineral rights, expenditure on the exploration for and
extraction of minerals, oil, natural gas and similar non-generative resources,

3. Expenditure on real estate development, and

4. Livestock.

5.2.1 Reasons for Depreciation
The main reasons of charging depreciation are as follows:

® Wear and Tear of the Asset: The long-term assets are becoming less efficient and
poor quality in operations due to the continuous usage of the asset.

®  Exhaustion: Nothing will be left due to the continuous extraction of resources.
The resources in the oil wells, mine fields will be completely exhausted due to
incessant extraction. This has to be replaced by a new method of exploration.
Investment in new exploration methods requires depreciation as a charge against
the revenues of the wells/fields.

Example: Oil & Natural Gas Corporation Ltd. (ONGC) indulges in the process of
new oil exploration projects through research projects. The new projects should
then be identified and invested by huge initial investment outlay through the
current revenues out of the existing projects on account of replacement due to
depletion of resources.

® To Face Technological Obsolescence: To replace the old machinery with new
machinery. before the expiry of the economic life period of the asset in order to
maintain the efficiency and economy of the asset. The typewriter was replaced by
the electronic typewriter during the vester periods of oftice automation. To replace



the old typewriter which is neither efticient nor economical. it should be replaced
by the new electronic typewriter through the depreciation charge on the old one.

Accident: The value of the asset mainly depends upon the efficiency and
economy; which gets affected due to accident.

Inadequacy: The changes in scale of production or volume of activities may force
production managers to discard a particular asset.

Time Element: As time passes, some intangible assets like copyright, patents,
lease, etc., lose their legal effectiveness. Hence, depreciation is chargeable to these
assets in the form of amortisation.

5.2.2 Basic Features of Depreciation

The basic features of the depreciation can be summarised in the following manner:

It is a charge against profit.
[t indicates diminution in service potential.
[t is based upon estimated loss and is not an actual loss.

It is based on assumptions that include the effective life and residual value of the
asset.

It 1s a process of allocation and not a method of valuation.

The cause of the depreciation is basically an internal cause, which includes wear
and tear or depletion of the asset.

It arises due to internal causes, but depreciation is charged in the protit and loss
statement of the company as an expense.

Depreciation of any asset is restricted only up to the useful life of the asset.
It is charged on tangible fixed asset and is not charged on current asset.

For charging depreciation on intangible asset, it is charged in the form of

_amortisation, wherein the total costs are charged to periodical revenues.

5.2.3 Objectives of Providing Depreciation

Depreciation is provided in assets to achieve the following main objects:

To know the exact amount of the cost of production: Depreciation is an allocated
cost of the fixed asset. It is to be calculated correctly and it is to be charged
correctly against the revenues. [t must be added in the cost of production.

Correct calculation of profirs: For determining the profits of the company, the
cost against revenues should be charged correctly. Hence, the cost of depreciation
should be treated correctly while calculating protits ot the organisation.

Correct disclosure of fixed assets: The disclosure of fixed assets is to be made in
the balance sheet. Hence, the figures of fixed assets in the balance sheet cannot be
ascertained properly if the correct amount ot depreciation is not considered.

Making provisions for replacement of the assets: Since the assets have a limited
lite, the stipulated lifespan of an asset comes to end. Hence, for making
replacement of assets, appropriate provisions need to be made so that the new
assets can be purchased after the useful life of the previous asset.

Maintenance of capital: A significant amount of capital is mvested in purchasing
fixed assets. With regular use and passage of time. value of asscts keeps on
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reducing. Hence. depreciation on asset is treated as expired cost and it has 1o be
matched with the asset.

Compliances: Depreciation is also charged to meet compliance requirements
under the Income tax Act, 1962.

5.3 JOURNAL ENTRIES AND LEDGER ACCOUNTS

There are two methods to record the depreciation on fixed assets in the books of the
owner:

l.

When provision for depreciation account is maintained: Under this method, the
amount of depreciation each year is transferred to the provision for depreciation
account and the assets are shown in the books at their original cost. And when an
asset is sold on the expiry of its useful life, sales proceeds of the assets and the
amount of provision for depreciation is transferred to the assets account. Profit or
loss arises from the sale of the assets is carried to profit and loss account. Under
this method, the following journal entries are passed in the books of owner:

(a) When depreciution is charged on Assets:
Depreciation Account Dr.
To Provision for Depreciation Account
(b) When depreciation is transferred to P & L Account:
P & L. Account Dr.
To Depreciation Account
(c) When assets are sold on the expiry of useful life of the assets:
Provision for Depreciation Account Dr.
To Assets Account
(d) If there is any profit on the sale of Assets:
Assets account Dr.
To P & L Account
(e) Itthere is any loss on the sale of assets:
P & L. Account Dr.
To Assets Account

When provision for depreciation account is not maintained: In this case, the
depreciation on the assets is not transferred to the provision for depreciation
account, but that is transferred to assets account and the assets are shown at the
written down wvalue (cost of assets minus depreciation) in the balance sheet.
Depreciation is treated as an expense and is transferred it the profit and loss
account. Under this method, the following journal entries are passed in the books
of the owner:

(@) When depreciation is charged on Assels:
Depreciation Account Dr.
To Assets Account
(b) When depreciation is transferred to the P & L Account:
P & L. Account Dr.

To Depreciation Account



(c) ff the assers are sold ar profit on the expiry of the nseftil life of Assets:
Cash Account Dr.
Tu Assets Account
ToP & L Account
{d) 7t the case of foss the folluwing entry s passed:
Cash Accoun Dr,
B & I. Account Er.

To Assels Accountl

54 METHODS OF CHARGING DEPRECIATION

There are various methods of depreciation:

l. Straight line method

2. Depletion or Ouign mcthod

3. Machine hour rate method

4. Diminishing Balance or Written down method

5 Sum of digits method

6. Ammuity method

7. Sinking fund method

8. Insurance policy method .
In this lesson, we will discuss only about the straight line method and diminishing
balance method in detail and rest will be deseribed in short.

5.4.1 Straight Line Method

Under this method, depreciation is calculated as a fixed proportion on the original
value of the assel. The depreciation 1s charged as fixed in volume on the oniginal value
of the asset at which il was purchased. The original value of the asset is pothing bul
the purchase value of the assel,

Exampler Cost of Machine - 2 1,00,000

Estimated life of the machine - 3 years

Scrap value — Wil

Solution:

Cos1 of the machine — Scrap value

Economic Life peried of the asset in vears

Depreciation = = 000

IPEPI;I;_CIEIT on -~

jgbk 1T

= 20,000

Accosdieg 1o the coneept of depreciation, the value of the asset is dispersed
throughout thee life of the period in order to match the respective earnings of the year
after year. The purchuse value of the asset i expenditure to be stretched to many
numbers of vears in order 1o equate with the revenwes, To equate the revenoes, the
scrap value of the asset at the end of the lile perind s realized shoubd be deducred and
apportioned to the tolnl number of the economic life period of the asset. The 2im of
deducting the scrap vahwe of the assel is reducing the omgmal value of the investment.

(%
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To understand the above calculation. the following table is most valuable:

Value of the asset (Begin) ¥ Depreciation¥ Value of the asset End ¥
Col. 1 Col. 2 Col 3 = Col.1-Col. 2
1% year — 1,00.000 ' 20,000 80.000
2" vear — 80,000 20,000 60,000
3 vear — 60,000 20.000 40,000
4™ year — 40.000 20.000 20.000
5" vear —20.000 20.000 =0

From the above table, ¥ 20,000 is charged on every vear to recover T 1,00,000 during
its life period i.e., 5 years.

Example: Original value of the mvestment - ¥ 1.00.000
Scrap value -3 10,000

Life of the asset - 5 vears

Solution:

1,00,000 —10,000 90,000
5 years

Depreciation = = 18,000

To understand the methodology of straight line depreciation, the following table will
illustrate the process.

Value of the asset (Begin) ¥ Depreciation¥ Value of the asset (End) T
1* year — 1.00,000 © 18,0000 82.000

2™ year — 82,000 18,0000 64,000

3" year — 64,000 18.0000 46,000

4" vear — 46.000 18.0000 28000

5™ year — 28.000 18.0000 10.000 (Scrap value )

The scrap value of the asset is expected to realize only at the end of the life period of
the asset i.e., 5 years.

Example: Mr. Shankar purchased a machine for ¥ 90,000 on 1" April 1999. Its
probable working life was estimated at 5 years and its probable scrap value at the end
of that time is ¥ 10,000. You are required to prepare the necessary account based on
straight line method of depreciation for five years.

To prepare the various accounts of the enterprise connected to depreciation is as
follows:

The depreciation charge process is carried out in three stages:

® The asset to be initially purchased: Purchase entry has to be carried out. How is
the purchase made? While making the purchase there are two different accounts
that are affected which are normally known as real accounts. At the moment of
purchase on one side the asset is coming into the firm: on the other side the cash
resources are depleted due to the pavment of purchase bill of the asset.
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Plant & Machinery A‘c Dr 90.000 cpreciation

To Cash A/c 90.000

1™ April. 1999

Being Ptant & Machinery Purchased

® The next account involved in the process of accounting is depreciation account.
Before transacting the depreciation entry in the books of accounts, we must find
the amount of depreciation to be charged against every vear’s revenue.

® The amount of depreciation is to be calculated as follows:

Original value of the asset — Scrap value

Depreciation - - -
Estimated life of the asset in years

_ 90,000j10.000 ~ 16.000
3

® Depreciation is a fixed charge to be calculated on the value of the asset on every
vear and deducted from the original value. Depreciation is nothing but charge as
expenditure against the revenues in accordance with the matching concept. Hence
the depreciation non-recurring expenditure account and the plant & machinery
account should be debited and credited respectively.

® For the accounting entry | vear depreciation

T T
Depreciation A/c Dr 16.000
31* March, 2000 ,
To Plant Machinery A/c 16.000
Being the first year depreciation is charged
® For the accounting entry Il year depreciation
L4 T
Depreciation A/c Dr 16,000
31¥ March. 2001
To Plant Machinery A/c | 16.000
Being the second year depreciation is charged
e For the accounting entry Il year depreciation
i T
B Depreciation A/c Dr 16.000
31 March, 2002 ]
To Plant Machineny Aje 16,000
Being the third vear depreciation is charged
e For the accounting entry [V vear depreciation
4 g
epreciation Asc 3 16.000
315 March. 2003 Depreciation Avc Di 6.0
To Plant Muchiuen A/ 16.000
Being the fourth year depreciation is charged
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For the accounting entry V year depreciation

2 2|
Depreciation A/c Dr 16,000
31 March. 2004
To Plant Machinery A/c 16.000
Being the fifth year depreciation is charged

The next account involved is the scrap value account which amounted Z 10.000.

While selling the residual portion of the asset, the firm is able to receive T 10,000
as receipt as cash. The sale of residual part of the machinery leads to bring cash
resources into the firm and in turn, the plant and machinerv is going out of the
firm.

For the accounting entry of scrap value:

Cash A/c Dr 10000

31¥ March 2004

To Plant Machinen A'c. 10000

Being the residual part of the machinery is sold

The next transaction is the final transaction pertaining to the posting of
depreciation accounting balance under the P&L account.

It is nothing but the transfer of Depreciation accounting balance into P&L
account. At the end of every year, immediately after finalizing the accounting,
balance of depreciation is regularly posted under the P&L. account.

The journal entry transfer is carried out as follows:

For the 1 year depreciation transfer to P&L A/c

T 4
P&L A/c Dr 16,000
31% March. 2000
To Depreciation A/c 16.000
Being the first year depreciation is transferred to P&L A/e

® Forthe 11 year depreciation transfer to P&L A/c

P&L AJc Dr 16.000
To Depreciation A/c 16.000

31 March 2001

Being the second year depreciation is transferred to P&L A/e

For the 111 year depreciation transfer to P&L A/c

4 4

P& Alc Dr 16.000

31 March. 2002

To Depreciation A/e 16.000

Being the third year depreciation is transferred to P&L A/c




e Forthe I'V vear depreciation transfer to P&L A/c

T T
P&L A/c Dr 16000
31* March 2003 —
To Depreciation A/c 16000
Being the fourth year depreciation is transferred to P&L A/c
e Forthe V year depreciation transfer to P&L A/c
4 T
P&L Alc Dr 16000
31 March 2004
To Depreciation A/c 16000

Being the fifth year depreciation is transferred to P& L A/c

The preparation of Plant & Machinery account: It is very easy to prepare the plant
and machinery Ledger account.

Plant & Machinery A/c 1 Yr

Dr Cr
Date Particular Amount T Date Particulars Amount ¥
1% April. | To Cash Alc 90.000| 31* March. | By Depreciation 16,000
1999 2000
By Balance ¢/d 74,000
(transterred to Second year
Plant & Machinery A/c) .
50,000 90,000
To Batance B/d 74,000
Plant & Machinery A/c IT Yr
Dr Cr
Date Particular Amount?% Date Particulars Amount I
1¥ April. | To Balance B/d 74,000]31% March, By Depreciation 16,000
2000 (wanslerred from | Yr 2001
Plant & Machineryv)
Bv Balance ¢/d 58.000
(transferred to T Yr Plant
& Machinery A/c)
74.000 74,000
To Balance B/d 58.000
Plant & Machinery A/c II1 Yr
Dr Cr
Date Particular Amount ¥ |Date Particulars Amount?¥
I* April, [ To Balance B/d 58,000[ 31 March. By Depreciation 16,000
2001 (transftereed from 1l 2002
Y Plant &
Machinery)
By Bulanee ¢/d 42,000
(ranstericd wo 1V Yr Plant
& Machaery AQ)
38.000 58,000
To Baluance 3/d 42.000

|29
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Plant & Machinery A/c IV Yr

Dr Cr
Date Particular Amount ¥ | Date Particulars Amount ¥
1 April.| To Balance B/d 42.000] 31" Mar, By Depreciation 16.000
2002 (transferred from 111 2003
Yr Plam &
Machinery)
By Balance ¢/d (transferred
to V Yr Plant & Machinery 26.000
Alc)
42.000 42.000

To Balance B/d 26.000

Plant & Machinery A/c V Yr

Dr Cr
Date Particular Amount T Date Particulars Amount®
1*" April. | To Balance B/d 26.000[ 31* Mar. ] By Depreciation 16.000
2003 (transferred from 2004
IV Yr Plant &
Machinery)
By Cash 10.000
26.000 26.000

The next ledger account to be prepared is the Depreciation A/c.

Depreciation A/c

Date Particulars Amount? Date Particulars Amount ¥
31" Mar, | To Plant & Machinery 16,000| 31" Mar, | ByP& L Akc 16,000
2000 2000
31" Mar, | To Plant & Machinery 16,000) 31™ Mar. | By P& L Alc 16,000
2001 2001
31 Mar, | To Plant & Machinery 16.000| 31" Mar, | ByP&L A/c 16.000
2002 2002
31" Mar, | To Plant & Machinery 16.0600} 31" Mar. | By P& L Al 16.000
2003 2003
31" Mar. | To Plant & Machineny 16,000f 31% Mar. | By P& LA/ 16.000
2004 2004 .

Example: M/s Muruganand & Co. is a trader bought fumniture costing ¥ 2,20,000 for
his new branch on 1 April, 2000. As the furniture bought was superior quality
material. The auditors estimated its residual value at ¥ 20,000 after a working life of
ten years. Further additions were made into the same category on 1* Oct., 2001 and
I*" April, 2002 costing T 16,800 and T 19,000 (with a scrap value of ¥ 800 and ¥ 1000
respectively). The trader closed his accounts on 31% March every year and wanted to
apply straight line method of depreciation. Show the furniture a/c for four years.

First step is to find out the depreciation of the furniture for various numbers of vears
i.e., 4 vears. The depreciation is to be calculated on every year.

The most important point to be borne in our mind while calculating depreciation. the
following points to be taken into consideration:

First, is there any % of depreciation charge given? If given, the depreciation has to be
calculated on the volume of available balance at the end.

Secondly, if the % of depreciation charge is not given in our problem, how can the
volume of depreciation be calculated?



The depreciation can be calculated as follows:

In this problem, due to absence of depreciation %, the above illustrated formula

Original value of the asset — Scrap value

Depreciation =

Life period of the asset

should have to be applied throughout the problem.

Date of Purchase Particulars First Second furniture Third Total
Furniture 2001% Furniture Depreciation
2000% 2002¢ cost ¥
Cost of the furniture R1 2.20.000 16.800 19,000
Scrap value at the end () R2 20.000 800 1000
Depreciable value of the furniture R3 2.00.000 16.000 18,000
|Life of the furniture R4 10 vears 10 years 10 years
Depreciation R3>=R3/R4 20.000 1.600 1.800
Depreciation for 2000-0t 20.0001 e e 20.000
Depreciation for 2001-02 20.000| For 6 months 800 ————e 20.800
Depreciation for 2002-03 20.000 1,600 1,800 23.400
Depreciation for 2003-04 20.000 1,600 1,800 23.400
Accounting entries are as follows:
Accounting entries for the accounting year 2000-2001
During the year 1¥ April 2,000 — 2,20,000 worth of furniture was bought
L4 4
Fumiture A/c Dr 2,20,000 '
1% April, 2000
ToBank A/c 2,20,000
Being the furniture is purchased
Depreciation for the year 2000 for the first furniture:
T T
Depreciation A/c Dr 20,000
31* Mar, 2001
To Furniture A/c 20.000
Being depreciation charged
Accounting entries for the accounting vear for 2001-02
Second new furniture bought during the month 1™ Oct, 2001
T T
Furniture A/c Dr 16.800
¥ April. 2001
To Bank A/c 16.800
Being new {urniture procured
Depreciation for the first furniture:
Deprectation Arc Dr 20,000
3 Mar. 2002 -
To Furniture Ajc 20.000

Being the depreciation charged
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Depreciation for the second furniture:

Depreciation Afc
31% Mar. 2002

Dr

800

To Fumiture A/c 800
Being the depreciation charged for the second furniture for 6 months
Accounting entries for the accounting year for 2002-03:
Third new furniture bought during the month of 1* April, 2002.
Furniture A/c Dr 19.000
1" April. 2002
To Bank A/c 19.000
Being the furniture purchased during the vear
Depreciation charged for the first furniture:
Depreciation A/c Dr 20.000
31 March. 2003
To Fumiture A/c 20.000
Being the depreciation charged for the first furniture
Depreciation charged for the second fumiture:
Depreciation Afc Dr 1.600
31° March. 2003
To Furniture A/c 1,600
Being the depreciation charged for the second furniture
Depreciation for the third furniture:
Depreciation A/c Dr 1.800
31™ March. 2003
To Furniture Afc 1.800
Being the depreciation charged for the third furniture
Accounting entries for the fourth year 2003-04
Depreciation charged for the first fumiture:
Depreciation A/c Dr 20.000
31° March. 2004
To Fumiture A/c 20.000
Being the depreciation charged for the first furniture
Depreciation charged for the second furniture
Depreciation A/c Dr 1.600
31 March. 2004
To Furniture A/c 1,600
Being the depreciation charged for the second furniture
Depreciation for the third furniture:
Depreciation A/c Dr 1.800
317 March, 2004
To FFurniture A/c 1.800

Being the depreciation charged for the third furniture




In the next step, the furniture account to be prepared for every year is given,

Furniture A/c (2000-01)

Date Particulars Amount ¥| Date Particulars Amount?
1*' April. 2000 | To Bank 2.20,000) 31 Mar. 2001 | By Depreciation 20.000
By Balance ¢/d 2,00,000
2,20,000 2,20,000
31° Mar, 2001 | To Balance b/d 2,00,000
Furniture A/c (2001-02)
Date Particulars Amount¥ | Date Particulars Amount?
[* April. 2001 | To Balance b/d 2.00.000 By Depreciation 20.000
31™ Mar. 2002
1" Oct. 20411 To Bank 16.800 By Depreciation 800
By Balance ¢/d 1.96.000
2.16.800 2.16.800
31" Mar. 2002 | To Balance b/d 1.96.000
Furniture (2002-03)
Date Particulars AmountX | Date Particulars Amount?
1** April, 2002 | To Balance b/d 1,96,000] 31* Mar, 2003 | By Depreciation 20,000
1" April. 2002 | To Bank 19.000 By Depreciation 1,600
By Depreciation 1,800
By Balance ¢/d 1,91.600
2,135,000 2,15,000
3 1% Mar. 2003 | To Balance b/d 1,91,600
Furniture (2003-04)
Date Particulars Amount¥ [Date Particulars Amount?
1 April. 2003 | To Balance b/d 1.91.600| 31* Mar. 2004 | By Depreciation 20,000
By Depreciation 1,600
By Depreciation 1,800
By Balance ¢/d 1,68,200
1.91.600 1.91.600
3 1™ Mar. 2004 | To Balance b/d 1.68.200

5.4.2 Written Down Value Method

This method also has the same methodology in charging depreciation on the fixed
like fixed percentage. Though it bears similar approach in charging
depreciation, it is different in application from the straight line method. Under this
method. the depreciation 1s charged on the valuc of the asset available at the beginning

assets

of the year.
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The following formula highlights the application of this method in charging
depreciation:

=] —(S/O)'"

The meaning of the above illustrated formulae is discussed through the explanation of
two different components.

The first one is (S/C)"" the ratio of the scrap value of the asset on the original value is
appropriately apportioned throughout the life period. It is nothing but the percentage
of scrap value widened across the life period of the asset. Once the scrap value
percentage is known, the next important step is to determine the depreciable value of
the asset. The depreciable value of the asset can be derived by deducting the
percentage from 1.

Example: Life of the asset (n) = 3 vears

Expected scrap value at the end of 3 vears =% 12.800
Original Investment =¥ 2.00.000

Find out the percentage of depreciation to be charged.
Solution:

Under this method, to charge depreciation as well as to find out the value of the asset
as on a particular date, the depreciation percentage must be given. In this problem,
depreciation % is not given. in order to determine the above illustrated formulae
should be applied:

= [ — (S
=1 —(Z 12,8007 2,00,000)"*
=1-4/10=6/10=60%

The following workings will obviously facilitate the understanding of the charge of
depreciation:

The value of the Asset at the beginning of 1* Year =¥ 2,00,000
¢-) Depreciation 60% on ¥ 2,00,000 (Original value) =% 1,20,000
Value of the asset at the beginning of 2™ Year = Z 80,000

(—) Depreciation 60% on ¥ 1,20,000. (Book Value) =% 48,000
Value of the asset at the beginning of 3 Year = Z 32,000

(=) Depreciation 60% on T 32,000 (Book Value) =% 19,200
Value of the asset at the end of the year =% 12,800

Example: Calculate the depreciation using straight line method and WDV method of
depreciation from the information given below:

{"ost of equipment =¥ 8,000
t stimated useful life = 4 years
Scrap value at the end of useful life =¥ 500
1) reciation rate for reducing balance method = 50%
Sulution:
) Compuation of Depreciation under SLM:

Dep. =T 8000 —T 500/4 vears

-2 1875



(i1) Rate of depreciation for reducing balance method is 50%. 155
Depreciation
Dep. = Net Book Value x 50%

The following table shows a comparison between the two methods of
depreciation:

Straight-line Reducing Balance
T T

Cost 8,000 8.000
Depreciation - vear 1 1,875 4.000
Net book value : 6.125 4.000
Depreciation - vear 2 1.875 2.000
Net book value 4,250 2.000
Depreciation - vear 3 1.875 1.000
Net book value : 2.375 1.000
Depreciation - vear 4 1.875 500

Net book value (disposal valuc) 500 500

Example: On 1% April, 2000, a firm purchases machinery worth ¥ 3. 00,000. On
1™ October, 2002 it buys additional machinery worth ¥ 60,000 and spends T 6.000 on
its erection. The accounts are closed normally on 31 March. Assuming the annual
depreciation to be 10%, show the machinery account for 3 years under the written
down value method.

Solution:
Accounting Journal entries for the year 2000-01:

During the year 1*' April 2,000 - T 3,00,000 worth of machinery was bought:
gey P _ ry g

T k4
Machinery A/c Dr 3.00.000
1" April. 2000
To Bank A/c 3.00.000
Being the machinery is purchased
Depreciation for the year 2000 for the first machinery:
T -4
Depreciation Afc Dr 30.0600
31 Mar. 2001
To Machinery /e 30,000
Being depreciation charged
Accounting Journal entries tor the year 2001-02:
Depreciation for the year 2001 for the first machinery:
T L4
Depreciation A‘c Dr 27.000
31 Mar. 2001
To Muchinery Ase 27.000
Being depreciation charged
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Accounting Journal entries for the year 2002-03:

During the year 2002 new machinery worth of ¥ 60,000 was purchased. Before
determining the volume of depreciation, the amount of original value of the machinery
should be found out.

Original value of the asset = The purchase price of the asset + Erection charges
incurred

=%60,000 +T 6,000 =% 66,000

L4 T
Machinery A/c Dr 66,000
1** Aprit. 2002
To Bank A/c 66.000
Being the machinery is purchased
Depreciation for the year 2002 for the first machinery:
(< T
315 March, Depreciation A/c D 24.300
2003 .
To Machinery Alc 24,300
Being depreciation charged
Depreciation for the year 2002 for the second machinery:
T T
31° Mar, 2003 | Depreciation A/c Dr 3.300
To Machinery Alc 3,300
Being depreciation charged

After passing the journal entries, the next step is to prepare ledger account of
machinery.

Machinery A/c (2000-01)

Dr Cr
Date Particulars Amount¥ | Date _ Particulars Amount ¥
1™ April. To Bank 3.00.000 31 Mar. | By Depreciation 30,000
2000 2001
Bv Balance c¢/d 2,70.000
3.00.000( 3,00.000
31 March, | To Balance b/d 2,70.000
2001 o . ;
Transfer to Machinery
Alc (2001-02)




Machinery A/c (2001-02)

Dr Cr
Date Particulars Amount ¥ Date Particulars Amount
1" April. | To Balance b/d 2.70,000( 31 Mar. By Depreciation 27,000
2000 2001
By Balance ¢/d 2,43,000

2.70.000 2,70.000
31% Mar. To Balance b/d 2.43.000
5
=N Transfer to Machinery

Alc (2002-03)

Machinery A/c (2002-03)

Dr Cr

Date Particulars Amount T | Date Particulars Amount T

1™ April. 2000 | To Balance b/d 2.43.000| 31" Mar. By Depreciation 24.300

2001 First machinery

I Oct, 2002 | To Bank 66,000 By Depreciation 3,300
Second machinery

Bv Balance ¢/d 2.81.400

3,09,000 3,09,000

31¥ Mar, 2003 |To Balance b/d 2.81.400

5.4.3 Sinking Fund Method

The sinking fund is a method wherein a fund is created to meet a specific purpose
such as:

® Toreplace a wasting asset
e Torenew a lease
® To replace an asset

When a sinking fund is created, the objective is to provide for replacement of the
asset. Hence, the amount kept separate to cover the cost of the wasting asset is terimed
as a depreciation amount.

5.4.4 Annuity Method

The Annuity method considers that besides losing the cost of the asset, the company
also loses interest on the amount that is invested in buying that particular asset. Hence,
while accounting, the interest factor lost is also taken into consideration.

5.4.5 Insurance Policy Method of Depreciation

The insurance policy is purchased. against which the premium is paid. At the end of
the insurance period. a prescribed amount is received which can be used for
replacement of the assct.
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5.4.6 Sum of Years’ Digit Method

The sum of the vears™ digit method is an accelerated form of calculating depreciation.
This kind of method takes into consideration expected life and adds together the digit
for each year. For example, if the useful life of an asset is 5 years, then the sum of the
years shall be calculated as:

1+2+3+4+5 =15 and depreciation shall be caiculated for the five years in the
following manner:

e 5/i5foryear |
e 4/15 for year 2
e 3/15foryear3
e 2/I5foryear4
e /15 foryear >

5.4.7 Depletion or Output Method

Depletion is periodic charge in expense relating to use ot natural resources. It is
primarily used in situations where the company uses the asset tor such applications as
oil reserves, gravel pits. coal deposits, etc.

5.4.8 Machine Hour Rate Method

Under this method, the working hours of a machine during its entire life are estimated
and thereafter the cost of the machine is divided by the estimated hours Hence,
depreciation on the basis of machine hours is derived.

5.5 ACCOUNTING STANDARDS 6 (REVISED) -
DEPRECIATION ACCOUNTING

Depreciation in the books of accounts is charged as per Accounting Standard-6, details
of which are already mentioned above. Some of the other relevant consideration as per
Accounting Standard-6 is as follows:

Treatment in case there is change in the useful life of an asser: 1f there is a change
in useful life of an asset, the outstanding depreciable amount on the date of the change
in the estimated useful life shall be allocated over the remaining useful life of the
asset.

If there are any changes in the historical cost of an asset due to exchange fluctuations
or price adjustments, depreciation on the revised unamortised depreciable amount
should be provided prospectively for the rest of the life of the asset.

If the assets are revalued, the provision for depreciation should be made on the
revalued amount for the remaining useful life of the asset.

In the financial statement, the following matters are to be disclosed:
e The historical cost or any cost substituting it

e The total depreciation for the period

e The related accumulated depreciation

® The method of charging depreciation



Check Your Progress

Fill in the blanks:

l. can be created for replacement of fixed assets.

[§9]

Amount of depreciation if charged on the basis of remains
constant for every year.

3. The original value of the asset is the of the asset.
4. Reserve is created to strengthen the of the business.

5. The profits can be distributed without providing for depreciation with the
prior permission of the

5.6 LET US SUM UP

e Depreciation is the decrease in the value of assets at the given date due to wear
and tear, obsolescence. efflux of time. accident and exhaustion.

e Cost of assets, residual value of assets, and useful life of assets are the important
factors of depreciation.

® There are several methods for providing depreciation on fixed assets. The method
of the depreciation is selected on the basis of various factors as — types of assets,
nature of business and circumstances prevailing in the business etc.

® Under straight line method, depreciation is calculated as a fixed proportion on the
original value of the asset.

® Under written down value method, the depreciation is charged on the value of the
asset available at the beginning of the year.

3.7 UNIT END ACTIVITY

Mr. Ramesh purchased a second hand machine for ¥ 24,000 on 1* April, 2006. He
spend ¥ 10,000 on its overhaul and installation. Depreciation is written off 10% p.a.
on the original cost. On 30™ June, 2008 machine was found to be unsuitable and sold
for ¥ 19,000. Prepare the machine account from 2006 to 2008 assuming that accounts
are closed on 31°' December, every year.

5.8 KEYWORDS

Book Value of the Asset: The value of the asset after deducting the depreciation from
the value of the asset at the beginning. '

Depreciation: Continuous reduction/decrease/diminution in the value of the asset.

Depreciation Accounting: Recording the entries of deprectation through journal,
ledger accounts of Depreciation, Fixed Asset and Profit & Loss account.

Original Value of the Asset: The value of the asset at the time of purchase or
acquisition.

Scrap Value of the Asset: 1t is the value at the end of the life period of the asset; when
the asset cannot be put for further usage.

5.9 QUESTIONS FOR DISCUSSION

I. Rakesh purchascd a Machine for ¥ 12,000. The expected lite of machine is
4 years. If its scrap realizes ¥ 1.200, calculate the amount of depreciation to be
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charged from profit and loss a.c tor 4 vears. Prepare machine account ot all the
4 vears under straight line method of charging depreciation.

On 1™ October 2002 M/s Goyal Traders, installed one machine in their shop at a
total cost of ¥ 1,50,000. On 1" April, 2004 another machine of the cost of ¥ 50,000
was Installed.

Depreciation is charged at 10% p.a. on the reduced balances every year. Accounts
are closed on every 31* March. Prepare Machine Account for first three years.

On 1.2003 M/s K.K. traders of Rajasthan purchased plants amounted to ¥ 2,00,000
and decided to write off depreciation @ 25% on written down value method.
Show the plants a/c for {irst three vears.

Thaper Oil and Fats Limited purchased furniture for the oftice amounting to
¥ 12,500. The company wanted to charge depreciation (@ 10% p.a.

Prepare Furniture a/c for three vears when:

(a) Depreciation is charged on original cost method and
{b) When it is charged on reducing balance method.
Elucidate the process of depfeciation accounting.
Explain the key methods of charging depreciation.

State the difference between the straight line method and written down value
method with suitable examples.

What are the key reasons for charging depreciation?

. Construct the key depreciation entries for charging and recording depreciation.

. Golden Transport Company, New Delhi purchased 3 Trucks at % 4,00,000 each on

1 Jan 2003 from the dealer. The company decided to charge 20% deprecation on

the basis of original cost of trucks. Prepare Trucks A/c for 3 years and find out its
w.d.v. at the end of 3" year.

Check Your Progress: Model Answer
. Depreciation funds

Straight line method

2

3. Purchase value
4. Financial position
5

Central Government
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6.0 AIMS AND OBJECTIVES

After studving tlas Icsson, you should be able 10:

»  Describe the advansages of Departmentsl Accounts
* Discuss how 1o allocate common expenditere 1o different degaciments
o Dcine inter-departmental transfer and how to ceal with 1t jo accounts

o Explain how (o calcuiate and deat with wseabized profit on unsold inter-depaaimentat
stock sn hand :

6.1 INTRODUCTION

Generally. any business eatity is divided into number of departments, etther bascd on
their tunctionalities hke Human Resource Department. Research and Developmeni
Depaviments ¢te.. or based on cost and profit sections, like. Accounts Bepariment
{cosl centre), Sales Depanment (Profit cemre), or on any predetenmined craterion fer
fooming: e departaents, The (Company mansgement is iterested 10 know which
department s genernting how much and whether tiwe depanimrents dr¢ runsing
efficientdy, Depanimental Accounts are drawn to find oul efficiency and profitsbriay
of each department individushy. This would enable the management to compare the
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deparimental efficiency at indiv idual level. since these accounis ean be used to control
the costs and wastage management in the departments,

6.2 ADVANTAGES OF DEPARTMENTAL ACCOUNTS

Departmental accounts  help  the management tu ascertain  departmental
performance, which would help them understand the operating and working
efficiency ol each department individually.

Departmental accounts provide a basis for inter-departmental comparison, This
will also help the managers wo focus on highly efficient depariments 1o boost the
revenue. The management will be able to control wastage and losses in lesser
clficicat departiments s¢ a3 to boost their operating efficiency.

Departmental accounts alse provide tool for assessing the growth potential of the
department which if boosied. would result in overall addition 1o revenug
peneralion and leads to improved overall cost contrai,

Departmental accounts can be a basis to prove that the capilal investment (in
terms of working capital like inventory ete., or fixed capital like machinery ete in
the department would be appropriate and would add to overall profitabiluy of the
COMPany. '

Departmental accounts aire a way o understand whether g depariment s
exercising sufficient eost conirol and alse whether the depanment is individuoally
profitable or nol This is Management [nfonnation System {MI5) tool which helps
improve cost control and arrive at better profitability.

6.3 METHODS OF DEPARTMENTAI ACCOUNTING

There are two methods of departinental accounting, which are discussed below:

L

Methods of Pepartmental
Accounting

Separate hooks of recounts inaistoimed Tor

Sepante books ol accounls
- uutmaintained each department

Figore 6.1: Departmental Accounting Methods

Witen separate books of acconnts aot mointained god all aceounty maintained
Sor gl department: This method is also known as columnar basis where all
accounts for all departments are maintained in (abular format, In tins case. therg is
single set of banks, in which every subsidiary boeok like purchase book, sales book
¢te., are prepared in columpar formas, where each column represents each
department.

This method of departnrental aceounting enables w arrive at accyrate profit or loss
for each depariment individually.

When separate books af accennts are mainteined for eock department: Under
this method, books of accounts are maimained sepamtely for each depariment.
Here, every sccounting roeord including stock accounts, purchase book, sales



book etc., is maintained separately tor all the departments. However. under this
method, appropriate basis for allocation of common expenditure has to be
established. This is because, profit and loss for each department needs to be
calculated first and then transferred to General P and L account.

6.4 DIFFERENT TYPES OF DEPARTMENTS

The various types of departments are discussed below:

Inter-
Departmental
Irunsters exist

Dependent
Deparunients

Types of

Departments

No or very few
interdepartment
transfers

Indcpendent
Departments

Figure 6.2: Types of Departments

Independent Departments: Independent departments have verv few exchange or
transfer or any kind of inter-departmental transactions. Due to negligible number
of inter-departmental transactions, this set up is known as Independent
Departments.

Dependent Departments: This is totally opposite of Independent Departments’
setup. Here, the departments have frequent transfers, especially of goods inside
the organisation. In such cases, output of one department is used captively in
another department (as input). The transferring departments usually have a profit
margin for goods transferred to another department. This requires the elimination
of profit margin from the inventory to arrive at rightful profit and income figure.

6.5 ALLOCATION OF COMMON EXPENDITURE TO

DIFFERENT DEPARTMENTS

There are three types of expenses with respect to departmental accounts, which are:

l.

Direct Expenses: These expenses are directly incurred by the department and can
be directly assigned to the particular department. These expenses are easily
identifiable and pertain to a specific department. For example, purchases of
material or goods.

Common Expenditure: This expenditure is incurred by the company as a whole.
and benefit flowing from such expenditure is derived by all the departments. In
such cases, these common expenditures are apportioned and charged 1o
department, based on appropriate allocation basis.

For example, rent paid by the company is ¥ 10000 and there are 4 departments
who occupy the company space. In such scenario, rent can be apportioned on the
basis of floor area. which is 300 sq. feet for Department 1,300 sq. feet for
department 2, 200 sq. feet for department 3 and 200 sg. feet for department 4.
Here rent of T 10000 would be apportioned and charged to departments as below:

Department | =3 3000
Department 2 -3 3000
Department 3 -3 2000
Department 4 —X 2000
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Following table will guide with respect to appropriate basis for allocation of
common expenditure, where the allocation basis is not mentioned.

Table 6.1: Basis for Allocation of Common Expenditure

Commen expenditure

Basis of allocation

Rent, rates and taxes

Repairs and Maintenance

Building Insurance

Lighting and Heating expenses
(For e.g.. electricity expenses)

Selling and distribution expenditure
(For ¢.¢.. selling commission)

Carnage invard

Any other purchase related expenditure
(For ¢.g.. Discount received. Freight etc.)

Wages
Salaries

Depreciation

Insurance

Repairs and maintenance (fixed assets)

Administrative expenditure
(For e.g., manager’s salary}

Emplovee Welfare expenses
(For e.g., canteen expenditure etc.)

Workmen’s Expenditure
(For e.g., Provident Fund etc.}

Factory Manager's salary

- Floor area occupied by the department or,
- Time period
- Floor arca eccupied by the department or.
- Time period
- ['loor area occupied by the department or,
- Time period

- Encrgy consumed by each department
(in terms of meter readings etc.) or.

- Iloor space occupied by each department

Net  Sales  revenue  of  cach  department
texctuding inter departmental sales)

Net Purchases by each department (excluding
inter departmenal transfers)

Net Purchases by cach department (excluding
inter deparunental transfers)
Time ba,sis

Time basis

- Assct value or,

- Usage time

- Asset value or

- Stock value or.

- Usage time or,

- Actual insurance premium
- Asset value or.

- Usage time

- Time basis or,

- Equal apportionment

Number of employecs in each department
- Wages pertaining to the departments or.
- Number of employees in cach depariinent

Time basis (time devoted by the manager
towards cach department)

3. General Expenditure: Common expenditure like interest on loan or income tax
etc., cannot be apportioned and allocated to departments. These expenditures are
general expenditure. General expenditure need not be segregated and charged to
departments. These expenses are to be taken to General Profit and Loss Account.

General income like interest on investment etc.. also cannot be credited 1o
departmental Profit and Loss account. This income 1s also 1o be taken to general
profit and loss account.



6.6 INTER-DEPARTMENTAL TRANSFERS

Many a times the goods are transferred from one department to other departments. In
such cases, the goods so transferred should be credited to the department who is
supplving them and debited to the department who is receiving it.

There are more than one ways to deal with transfer the goods from one department to
another department, which is enumerated below.

1. Cost basis: If the inter-departmental transfers are at cost (implying that no profit
margin is included in the inventory), then there would be no need to off load the
unrealized profit from the stock so transferred.

o

Market price basis: In such cases, the goods are transferred at the market price
irrespective of the cost of goods. This would give rise to two scenarios as below.

(a) Where cost is more than market price: 1f the cost of the goods so transferred
exceeds the market price (i.e., transfer price). then there is no profit margin
included. Hence, there is no need to eliminate the unrealized profit in such
case.

(b) Where cost is less than market price: In such cases. it is required to eliminate
the unrealized profit in inventory and Profit and Loss account.

3. Cost plus agreed mark up: This pricing is similar to where the goods are sold to
external customers. Generally, the transferring department would have pre-
determined profit mark up on the cost of goods. This would obviously warrant the
offloading the unrealized profit from inventory.

6.7 HOW TO DEAL WITH UNREALIZED PROFIT
(STOCK RESERVE)?

When the goods are transferred at a price which includes pre-determined mark up or
profit margin, then it is mandatory to offload the unrealized profit from the inventory
SO as to arrive at accurate profit.

Stock Reserve

Stock reserve refers to unrealized profit which needs to be eliminated from the ending
inventory at the end of the accounting period. Such stock reserve would be calculated
using the following formula.

Profit included in transfer price

Transfer price of unsold inventory x :
Transfer price

Accounting Treatment of Stock Reserve

o The entry for creation of stock reserve would be passed at the end of accounting
vear as below.

General Profit and Loss Account Dr.
To Stock Reserve Account
(Being provision entry passed for unrealized profit on unsold inventory)

e In the beginning of the immediately next vear, the above entry for stock reserve
creation would be reversed.

Stock Reserve Account Dr.
To General Profit and Loss Account

(Being the stock reserve provision reversed)
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e In case, the beginning inventory is also inclusive of unrealized profit (stock
reserve), then one single entry can also be passed for both beginning inventory
and ending inventory (for elimination of stock reserve). This entry will include
creation of stock reserve for ending unsold inventory and reversal of stock reserve
for beginning inventory.

Balance Sheet Disclosure

Unsold inventory at the end of the accounting year has to be stated at the cost and
hence the stock reserve is reduced from the ending inventory. This treatment is
applicable where the transfer price includes the mark up or profit margin. The stock
reserve would be disclosed as following in the balance sheet.

Liabilities Assets
Carrent Assets:
Ending Inventony NNA
Less: Stock reserve NXX
NN

Example: M/s Prabhas had two departments — Department D and Department S.
Prepare consolidated Trading Account and Departmental Trading Account for the year
ended 31* December 2017.

Particulars Department D (?) Department S ()
Upening stock 20,000 12.000
Purchases 92.000 68.000
! ~ules 1,40,000 1,12,000
Wages 12.000 8.000
.'arrage 2,000 2,000
« losing Stock:
i - 100ds purchased 4,500 6.000
’ losing stock:
}inished goods _ 24,000 14.000
(;o0ds transferred:
Purchased goods—by St0 D 10,000 -
v100ds transferred:
t'urchased goods— By D to § = 8.000
© Cioods transferred — Finished Goods—by Dto S 35,000 -
Lioods transferred — Finished Goods —by Sto D - 40.000
Finished goods returned — by D w0 S 10.000 =
Finished goods returned — by Sio D . - 7.000

Purchased goods are translerved at their departmental purchase cost, whereas finished
goods are transterred at departmental market price. You are further informed that 20%
of the closing finished inventory for department D and Department S represent
“nished goods received from other department.



Solution:

Departmental Trading Account

for the year ended 31" December 2017

Stock Reserve:

Dept D giranslered from S)

Dept. S (transferred from D)

‘Total Stock Reserve

= 4.800 x 32.934% = 1.353
=2.800 < 22.916% = 641

= L.555+ 641 =2,196

Particulars Dept. D Dept. S Particulars Dept. D Dept. S
To Stock 20.000 12,000 | By Sales 1.40.0001 1.12,000
To Purchases 92.000 68.000 | By Purchased goods transferred 8.000 10.000
To Wages 12.000 8,000 | By Finished goods transferred 35,000 40,000
To Carriage 2.000 2,000 | By Finished goods returned 10.000 7,000
To Purchased 10.000 8.000 | By Closing stock:
goods transferred Purchased goods 4.300 6.000
To Finished goods 10.000 35.000 | Finished goods 24.000 14,000
rransferred
To Finished goods 7.000 10,000
returned
To Gross Profit 38.300 46.000
2,21.500( 1,89,000 2,21,500  1,89,000
Consolidated Trading Account
for the year ending on 31" December 2017
Particulars ®) Particulars ®
To Opening Stock 32,000 | By Sales 2,52,000
To Purchases . 1,60,000 | By Closing Stock:
To Wages 20.000 | Purchased Goods 10.500
To Carriage 4,000 | Finished Goods 38,000
To Stock Reserve (refer note) 2.196
To Gross profit 82,304
3,00,500 3,00,500
Calculation of Stock reserve:
Particulars Dept. D Dept. S
Goods Sold 1.40.000 1.12.000
Add: Goods transferred 35,000 40.000
Less: Goods returned (7,000) (10,000)
Goods sold plus transferred 1,68,000 1,42,000
Gross profit Rate
Closing stock (out of goods transferred) 4.800 2.800
20% of the closing stock of finished stock
Rate of Gross Profit ﬂ‘} 46.000 %100
1.68.000 1.42,000
=22.016% =32.934%
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6.8 MEMORANDUM STOCK AND MEMORANDUM
MARK UP METHOD

This method is particularly useful when the transfer or department has to transfers to
more than one department. This method requires the company to maintain two types
of accounts namely, Memorandum Stock Account and Memorandum Mark Up
Account.

Memorandum Stock Account

When goods are transferred to another aeparumnent, those goods are debited to
Memorandum Stock Account at cost plus mark up. This transfer price is equal to
general selling price.

Sales revenue is credited to memorandum Stock Account. However, when it is
necessary to bring the selling price down. at such time reduction in mark-up is
etfected in this account as well,

Memorandum Mark Up Account

This account is specially devised to record the loading and unloading of the profit or
“mark-up” on the goods transferred to or from other departments.

When goods are transferred to another department or received from another
department, amount of “mark-up™ would be charged to or credited to Memorandum
Mark Up Account.

When mark-up is required to be reduced (when selling price is required to be
reduced), reduction in mark-up is to be recorded in Memorandum Mark Up Account
as well.

6.9 DEPARTMENTAL TRADING AND PROFIT
AND LOSS ACCOUNT

Departmental Trading Account and Profit and Loss Account can be prepared in two
ways, depending upon how the set of books are maintained for departments.

|. When all accounts for every department are maintained in a single set of books
of accounts: In such case, columnar *Trading and Profit and Loss Account’ is
prepared. Every departnient is assigned a column in the ‘Trading and Profit and
Loss Account’.

Here, direct expenditure can be recorded in the column of specific department.
Common expenditure will be apportioned and charged to departments on
appropriate and rational basis of allocation. General expenditure will be directly
taken to General Profit and Loss Account.

2. When separate set of books is maintained for each department: This method is
beneficial when there are negligible inter departmental wansfers. In this case,
every department maintains its own Trading and Profit and Loss Account.

Direct recognizable expenditure is directly debited to the Trading and Profit and
Loss Account by the department. Common expenditure is allocated on the rational
basis, when the management 1s interested to understand accurate departmental
performance in addition to overall gross profit.



Example: Prepare the following for the xear ending on 31° March 2016.

Deparsoental Trading and CGeneral Profit and Loss 4ecount
Babamce: shoet as on dale

Financial dota:
ltem 4]

Land and Building 12.5¢0
Furnifure 2300
Deblors 20,000
Drawings 280040
Cash ot Bank ERRLAR LML
Capital 0L
Credinrs 10k}
Oipening sinck:
Deparment I* 3.0
Dcparinent £ 4,000
Purchases:
Departnent P 1,040,000
Crepaariment £ b 500 (0
General Expenses L 410,000
Sales:
Pepartman I 2,081, 000
Depunment 3,20.000

Additional Inforrration;

¢ Closing stock of Department ' = ¥ 13,000 (includes goods from Department () at

2 4,000 at cost to Department P)

|
Closing stock of Deparmient Q = T 26,000 (includes goods from Depantment P at
2 9,000 at cost 10 Depearteent P)

Sales of Depanment P include goods transferred to Depaitmem () of value of
T 20,000, which is equal to market pricg

Sales of Depanment ( include goods transferred 1o Depanmest P of value of
T 30,000, which is equal to market priui

Opening stock of Deparfment P oand [} includes poods valuing at T |.000 and
T 1500, from Deparimemt @ and P orespectively. These goods are al cost to
transterring department.

Depreciation rate for
2 {and and Building — 3%
4 Fumnilure — (0%
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Solution:
Departmental Trading Account
for the year ended 31* March 2016
Particulars Dept. P | Dept. Q | Total Particulars Dept. P | Dept. Q | Total
To Opening stock 3.000 4,000 7,000] By Sales 1.80,0001 2.90.000| 4,70,000
To Purchases 70,000 1,30,000] 2,00,000|By Goods transferred|  20,000| 30,000] 50,000
To Goods transferred 30,000{ 20,000 50,000]By Closing Stock 13,000 26,000 39,000
To Gross Profit 1.10.000] 1.92,000{ 3,02,000
2,13,000] 3,46,000| 5,59,000 2,13,000| 3,46,000| 5,59,000
General Profit and Loss Account
for the year ended 31% March 2016
Particulars [£4) Particulars Total
To General expenses 1.40.000 | By Gross protit
To Depreciation Dept. P 1.10.000
Land and Building 625 Dept. Q 1.92.000| 3.02,000
Furniture 250 875

To Provision for unrealized profit

Dept. P 2,400
Dept. Q 4,950 7,350
To Net Profit 1.53,775
3,02,000 3,02,000
Working Note:
Calculation of unrealized profit
0
Dept. P = Rate of gross profit = M(—)-XIOO =55%
2,00,000
1,92,000
Dept. Q = Rate of gross profit = =————x 100 = 60%
ept. Q = Rate of gross profi 3.20,000 0

Hence, provision for unrealized profit for
Department P = 60% % ¥ 4,000 =% 2,400
Department Q = 53% = ¥ 9,000 = ¥ 4950

Since the goods are transtferred at cost to transfer or department, it is not required to
adjust any unrealized profit (stock reserve) in opening stock.

Balance sheet
as at 31" March 2016

Liabilities ® Assets i ®
Capital 30.000 Fixed Assets
Add: Profit 1.53.775 Land and Building 12.500
1.83.773 Less: Depreciation 625 F1.875
Less: Drawings 28.000 | 1.535.775

Contd.



Sundry Creditors 10.000 | Furniture 2.500

Less: Depreciation 250 2,250
Stock

Dept. P 13.000

Dept. Q 26.000

39.000
Less: Stock Reserve 7,350 31,650
Sundry Debtors 20,000
Cash at Bank 1.00.000
1,65,775 1,65,775

Check Your Progress

Fill in the blanks:
1. Departmental accounts provide a basis for comparison.

2. departments have very few exchange or transter or anv kind
of inter departmental transactions.

expenditure is incurred by the company as a whole and
benefit flowing from such expenditure is derived by all the departments.

LI

4. refers to unrealized profit which needs to be eliminated from
the ending inventory at the end of the accounting period.

5. Memorandum Stock Account and Memorandum Mark-up Account is
maintained when the goods are transferred at

6.10 LET US SUM UP

Departimental accounts enable the management to understand whether the
departments are operating efficiently.

Departimental accounting is a tool to control cost and wastage at department level,
which will help boost the overall profitability of the organisation.

There are two methods to maintain the Departmental Accounts:

+ When separate set of books are maintained for each department (independent
departments)

+ When all accounts for every departments is maintained in single set of books,
in columnar format (dependent departments)

Direct expenditure which can be recognised for a particular department is directly
debited to the particular department.

Common expenditure like rent, electricity etc., have to be apportioned and
allocated on a rational and appropriate basis to all the departments.

General expenditure (mainly financial expenditure like interest on loan etc.)
cannot be apportioned since it is impractical and illogical. Hence, these expenses
are directly taken to General P and L Account.

133
An Introduction to
Departmental Accounts



134
Fina:

e Goods are transferred from one department to another department at one of the
three wayvs as below:

< Atcost
< At market price (includes unrealized profit in unsold inventory)
< At cost plus agreed mark-up (includes unrealized profit in unsold inventory)

e Stock reserve needs to be offloaded from the unsold inventory (beginning as well
as ending) to arrive at accurate profit tigure.

e Memorandum Stock Account and Memorandum Mark-up Account is maintained
when the goods are transferred at cost plus mark up and transfers are to more than
one departments.

6.11 UNIT END ACTIVITY

Departiment A transferred 4.000 units of material X at ¥ 10 per unit to Department B.
The actual cost of materials of Department A is ¥ 8 per unit. Find out the Stock
Reserve on 1.000 units of material X which could not be consumed by Department B
during the year.

6.12 KEYWORDS

Departmental Accounting System: Departmental accounting system refers to
Accounting Information System where all financial information is maintained like
revenue, expenses, losses and gains for the departments are recorded.

Inter-departmental Transfers: Inter-departmental transfer refers to goods transterred
from one department to another within the same entity.

Dependent Department: The departments which have inter-departmental transfers are
known as dependent department.

Independent Departments: These departments have negligible or very few inter-
departmental transfers within the entity.

Stock Reserve: Stock reserve refers to unrealized profit in opening and closing stock
where the inter-departmental transfers are at market price or at cost plus mark up.

6.13 QUESTIONS FOR DISCUSSION

I. Explain the situations when the stock reserve needs to be eliminated from opening
and closing stock.

2 What are Memorandum Stock and Memorandum Mark Up Account?

a4

When all accounts for every department is maintained in separate books, which
method of departmentat accounting is used and why?

4

t. Prepare Departmental Profit and Loss Account for Glam and Company the vear
ending 31* December 2016.

Particulars Dept. A Dept. B Dept. C
Opening stech 2.000 1.500 3.000
Purchases 11.000 3.000 I5.000
Closing stock 3.000 2,500 4.000
Sales 18.000 9.000 27.000
Sttt salaries 2.800 5.000 6.000)




Following general expenditure are also incurred by the Glam and Company: 135
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Particulars ) Allocation Basis Departmental Accounts
Rent 3.500 | Floor space occupied
Repairs 4,800 | Sales
Air Conditioning 2,000 | Floor space occupied
General Expenses 1.200 | -
Floor Space Occupied
Dept. Ratio
A 1/3
B 1/2
G 3710

5. Prepare Departmental Trading for the vear ending 31" December 2015.

Trial Balance

Particulars )
Purchases (at cost of ¥ 1,00,000)
Dept. X 1.000 units
Dept. Y 2.000 units
Dept. Z 2.400 units
Opening Stock
Dept. X 120 units
Dept. Y _ 80 units
| Dept. Z - } 152 units
- Sales
Dept. X 1,020 units & T 20 each
Dept. Y 1,920 units @ % 22.50 each
Dept. Z 2.496 units @. 25 each

Gross Profit rate is same in all departments. Prepare Departmental Trading
Account.

Check Your Progress: Model Answer
I. Inter-departmental

2. Independent
3. Common

4. Stock reserve
5

Cost plus mark up
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7.0 AIMS AND OBJECTIVES -

After studying this lesson, you should be able to:

e Describe the importance of branch accounts
e Know the tvpes of branches

e Prepare the books of accounts

7.1 INTRODUCTION

A branch means any subordinate subdivision of a business. As per the sec. 29 of
Companies Act, 1956, a branch is any establishment carryving on either the same or
substantially the same activity as that carried on hv the head office of the company.-
For example. Bata has its branches all over the country. Each branch is trcaicd as a
separate profit centre and hence the profit or loss of each branch is computed
separately. The head office of the firm has to keep strict control over various activities
of each branch and ensure its smooth functioning.

7.2 TYPES OF BRANCHES

The branches can be divided into the following categories:

e Dependent Branches
e Independent Branches

e Foreign Branches



2.

L ]

Dependent Branches: Dependent branches are those branches which do not keep
the full systoin of accounting. The following wre the kev features of dependent
hranch accounting:

{u) The dependent brunches are not allowed 1o make any purchases and they selt
oonds received from the head office.

{b) Goods are supplied by the head office to such branches either al cost price or
at invoice price.

(i3 All the major expenses are paid by the head office,
{11} Normally the goods are sold for both the cash and credit.

Independeint Branches: Independent branches arc those branches which keep the
full svstem of accouniing. They are allpwed to purchase goods from the open
marker and alse supply 1o the head office, if nccessary. They van pay their
expenses from the cash realised and can have the bank account on their own
name.

Forcign Branches: When a branch is located ot of the home country, it is called
toreian branch. Forcign branches keep thor aceounts m the foreign correngy, In
this lesson. we will discuss aboul the accounting treqiiment of dependent branches,

7.3 PREPARATION OF BOOKS OF ACCOUNTS

Az we discussed earlier dependent branches do not keep a complese set of books. The
head olfice is responsible to keep the hooks of accounts for dependem branches. The
following are the key methods which are adopted by head olfice (0 keep the branch
acgounts:

L.

2.

Debtors System: This system of accoonting is used tor those branches which are
small in size. Under ihis system, the head office sunply opens a Branch Account
tor each branch in which it records all ransactions relating to the branch.

Srock and Debror Spstem: Under this svstem. the head oflfice does not open any
Branch Account. Under this svstem, the following ledzer accounts are opened:

fa) Branch Siock Account

(b) Branch Debtors Account

{c) Branch Capenses Account

{d) Branch Adjustment Account

fe) Branch Profit and Loss Account
Purpose of Preparing Branch .‘f-l.’.'-l'i‘.ﬂil'nh'

(¢} To find cut the profit or doss of each branch.

- {hY To know the ftnancial position of each branch.

fc) To make estimation of cash and stock for each branch,
fdy To know the performance of each branch.

fv) To make busingss expansion stratepies.

{13 To fulfill the statutory reguirements.

Final Accownts System: Under this system, the head oifice prepares *Trading and
Profit and Loss Accownt in order to find oul profu or boss of each branch and a
Rranch Account to find oul the amount due 1o, or due from. that branch. In this
case, the Branch Account simpty acts as a persanal aceouni.

L37
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4. Whole Sale Branch System: Manufacturers may selt goods to the consumers
either through the wholesalers and approved stock brokers or through their
branches. In order to know whether self-retailing through branch is more
profitable than wholesaling, it is necessary to make distinction between profit due
to wholesale and profit due to retail business of the branch. Wholesale price is
always less than retail price.

7.4 DEBTOR SYSTEM

As stated earlier under this system, the head office simply opens a branch account
which records all the transactions relating to a particular branch. Branches are also not
required to ascertain profit or loss as no information relating to the cost of sales is
given to them. Under debtor system, the goods may be invoiced to branch at cost or

invoice price.

In Case of Goods are Sent at Cost Price

Li; case of goods are sent at cost the following journal entries are passed in the books

of head office:

(a)

( b)

1)

(f)

When Goods are sent to Branch
Branch A/c Dr.

To Goods Sent to Branch A/c
(Goods sent to branch)
Cash sent to Branch
Branch A/c Dr.

To Cash A/c
(Cash sent to branch)
When goods are returned to head office by branch
Goods Sent to Branch A/c Dr.

To Branch A/c
(Goods returned by branch)
When amount received Sfrom branch
Cash/bank A/c Dr.

To Branch A/c
(Cash received from branch)
For closing goods sent to branch A/c
Geds sent to branch A/c - Dr.

T'o Purchases A/c
(B~lance stock transferred to purchase/trading A/c)
For transferring profit/loss to Profit and loss A/c
(1) In case of profit

Branch A/c Dr.

To Profit and Loss A/c

(Balance stock transferred to purchase/trading A/c)



(1)) In case of loss
Profit and Loss A/c Dr.
To Branch A/c
(Balance stock transferred to purchase/trading A/c)

Pro Forma of Branch A/c

Particular Amount | Particular Amount
) )
To Opening balance By Opening balance
Stock O.S. expenses
Debtors Creditors
Petty Cash By Bank A/c
Furniture Cash sales
Prepaid expenses Collections from debtors
To Goods sent 1o branch A’c By Goods sent to branch A/¢
To Bank A/c {lor expenses) _ (tor goods retuwrned by branch)
To Ciosing balance By Closing balances
O.S. expenses Stock
Creditors Debtors
To Profit ransferred 10 profit Petty cash
and loss A/c Furniture (less depreciation)
Prepaid expenses
By Loss transferred to profit and-
loss Afc

Example: The GM Ltd. Delhi has a sales branch in Karnal. From the following
figures, prepare Karnal Branch Account and also ascertain the profit or loss of the

branch.
4
Goods sent to branch 50,000
Cash sent to branch for expense . 3,500
Cash received from the branch 52,000
Stock at branch on 31* December 5,500
Petty cash in hand at branch 500
Solution:
In the books of Head Office
Karnal Branch Account
Particulars T Particulars T
To Goods Sent to Branch A/c 50.000 | By Cash 52.000
To Bank A/c 3.500 | B3 Stock at Branch Aje 5.500
To Profit transferred to P & L A/c 4.500 | By Cash at Branch A/c 500
58.000 58.000
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When goods are sent at invoice price (which is higher than the cost price) it is
necessary to make adjustment for the amount of difference between the cost price and
invoice price.

What is loading?
Loading is the difference between the invoice price and cost price.
The following additional journal entries are passed in the books of head office:
(a) For adjustment of loading in opening stock

Adjustment for Goods Sent to Branches A/c Dr.

Or

Stock Reserve Afc

To Branch Account
(Adjustment tor difference between invoice & cost price)

(b) For adjustment of loading in closing stock

Branch A/c Dr.
To Adjustment for Stock with Branch A/c
Or

To Stock Reserve Afc
(Adjustment for difference in value (Invoice & cost price))

Example: ABC & Co. of Delhi has a branch at Mumbai. Goods are sent by the head
office at invoice price which is at a profit of 20% on invoice price. All expenses of the
branch are paid by the head office. From the following particulars, prepare branch
account in the head office books when, goods are shown at an invoice price.

Opening balances: €4)
Stock at invoice price 11,000
Debtors 1,700
Petty cash 100
Goods sent to branch at invoice price 20,000

Expenses made by head office:

Rent 600
Wages 200
Salary, etc. 900
Remittances made to head office:

Cash sales 2.650
Cash collected from debtors 21.000
Goods returned by branch at invoice price 400

Balances at the end:
Stock at invoice price [3.000
Debtors at the end 2.000

Petty cash 25



Solution:

As profit is 20% on invoice price, therefore profit is 20/100 or 1/5 of invoice price.
Adjusting entries are to be passed on the above basis.

Mumbai Branch Account

Particulars X | Particulars 4
To Balance b/d: Bv Cash Sales 2,650
Stock 11,000 By Cash Collected from Debtors 21,000
Debtors 1,700 By Goods Returned by Branch 400
Petty Cash __100] 12.800 | By Adjustment for Goods sent
To Goods Sent to Branch A/c 20.000 to Branch Afc 4,000
To Bank A/c (Expenses): By Stock Reserve Afc 2.200
Rent 600 By Closing Balance
Wages 200 Stock 13.000
Salary, etc. 900 | 1.700 Debrors 2,000
To Adjustment for Goods Returmned 80 Pefls Casl 25 | 15,025
To Stock Reserve Alc 2.600
To Net Profu transferred to
General Profit & Loss A/c 8.095
45275 43275

7.5 STOCK AND DEBTORS SYSTEM

The head office does not open a Branch Account in its books. It maintains a few
control accounts for recording the various branch transactions. These accounts usually

are:

Branch Stock Account

Branch Debtors Account
Branch Expenses Account
Branch Cash Account

Goods sent to Branch Account

Branch Fixed Assets Account

At the end of the accounting year, head office prepares the Branch Adjustment
Account and the Branch Profit & Loss Account. This system is used only when goods
are invoiced at selling price which the branch is not allowed to vary.

The following journal entries are made by the head office:

L.

o

When goods are sent to branch (at Invoice price)
Branch Stock A/c Dr.
To Goods Sent to Branch A/c
(Goods sent to branch at an invoice price)
When goods are retuned by the branch to head office (at invoice price)
Goods Sent to Branch A/c Dr.
To Branch Stock A/c
(Goods returned by the branch)
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(V]

Sales of goods by branch
(a) Forcash sale
Cash A/c Dr.
To Branch Stock A/c
(Cash sales at branch)
(b) For credit sale
Branch Debtors A/c Dr.
To Branch Stock A/c
(Cash sales at branch)
Cash receipts from branch debtors
Cash A/c Dr.
To Branch debtors A/c
(Cash received torm branch debtors)
For sales return
Branch stock A/c Dr.
To Branch debtors A/c
(Cash received form branch debtors)
For discount allowed, bad debts, etc.
Branch Expenses A/c Dr.
To Branch Debtors A/c
(Expenses on branch debtors)
For payment of branch expenses
Branch Expenses A/c Dr.
To Cash A/c
(Branch expenses paid by head office)
If there is shortage/loss of stock, then
Branch Adjustment A/c (with amount of loading) Dr,
Branch profit and loss A/c (with cost of storage) Dy,
To Branch Stock A/c
(Loss in Stock at branch)
For surplus of stock at branch
Branch stock A/c : Dr.
To Branch adjustment A/c (with amount of loading)
To Branch profit and loss A/c (with cost of storage)

(Surplus in stock at branch)



10. For adjustment of loading in opening stock 163
Branch Accounts
Stock reserve Alc Dr.
To Branch adjustment A/c
(Difference in value passed)
L1. For adjustment of loading in closing stock
Branch Adjustiment A/c Dr.
To Stock Reserve A/c
(Difference in value passed)
12. For adjustment of loading on net goods sent to branch
Goods sent to Branch A/c Dr.
To Branch Adjustment A/c
(Difference in value passed)
13. Branch expenses are rransferred to branch adjustinent account i.e.
Branch Adjusument A/c Dre.
To Branch Expenses A/c
(Branch expenses transferred)

14. Transfer of balance of branch adjustment account to general profit and loss
“account, then

Branch Adjﬁstment Alc Dr.
To General Profit & Loss A/c
(Balance being profit transferred)
Note: In case of loss at branch, reverse entry 1o be passed.
15. For closing of goods sent to branch A/c
Goods sent to Branch A/c Dr.
To Trading A/c
(Closing of goods sent to branéh)

Example: ABC Co. has its branch at Jaipur. Goods are invoiced to the branch at
selling price, being cost plus 25% (on cost). From the following details prepare
Branch stock A/c, Branch Expenses A/c, Branch Debtors A/c, Branch Adjustments
Alc, Reserve A/c, Goods supplied to Branch A/c, Stock Reserve A/c and also Branch
Alc:

Z
Goods supplied to branch (at cost to head office) 15.200
Cash sales 17,400
Credit sales 5,600
Cash received from Debtors 5,000
Rent and rates (paid by head office) 900
Wages (paid by head oftice) 760

Sundry Expenses (paid by hcad office) 100



18]

Fenw

T AL

Dhiscount allowed o cuslomers 200

Groods relurned by customers 10
Croods spoiled 50
Opening stock (at invgice price) 3,000
Opening debtors 2,000
Selution:

In the books of the head office
Branch Stock Account

Particulars I Particulars T
T Baliznge b 3000 | By Cash {sales) 17400
To Supplies lrem Flead afffes LG | By Branch Debiors Afc 360y
(13 d 13,2000 [ i sales)
T Branch Debtors {Retame b debiors) 10tk | 3w Aranch Adjustman A
To et el cranslerred w Cenegal L5 hnpe of goots) 50)

Peafit & [Loss Ade s
23.050 23.030 |

Branch Expenses Accownt

Particulars ¥ Particulars <
o Cashe Rent & Rares Qi) | Tw Branch Adjusiment Af ( Transfer) |, %)
Wapes ol
| Sundry expenses 1)
To Branch debtors Alv: Discount allowed 200
1,960 tQaI0
Branch Debtors Account
Partbculars T Parijculars T
o Balance hid 200 | By Cash 5000
b 1o Branch Stock Az (onedit sales) S.a00 | By Discoum (Branch exponscs) e 201}
B Branch slock Afc (Returns) 100
By [Talance cfid 2,300

T

TG00

Branch Adjustrment Aceonnt

Particulars T | Particulars T
o Branch stock Ak (spoilage of goods) 50 | By Good supplicd 1o branch Afe | 3 8D
| o Branch expenses Al [ | By Feck reserve Ade GO0
T Met profi wransferred 1n peneeal Profic & 23
I | .o A
d JHi e
Goods Supplicd ro Branely Acconnt
' Particulars T Particulurs T
T [3rnch Adpostment Ad Jomint 1 By Brnch siock Af [RET
To Purchases dde 13 20k
AN | [DREN




Stock Reserve Account

Particulars X | Particulars 4
To Branch adjustment a/c 600 | By Balance b/d 600
Jaipur Branch Account
Particalars ¥ | Particulars X
To Opening stock 3.000 | By Cash (cash sales) 17.400
To Opening debtors 2.000 | By Received from branch debtors 5,000
To Goods sent 1o branch 19.000 | By Closing debtors a/c® 2,300
To Cash: Rent & Rates 900 | By Adjustment for opening stock 600

Wages 760 | By Adjustment for goods sent 3.800
Sundry expenses 100
To Net profit transferred to general Profit & 3.340
Loss a’c'”
29.100 29,100
Working Notes:

1. According to branch stock and debtors system, total net profit transferred to
General profit & Loss A/c is "3.340 1.e.. Y950 from Branch stock A/c and ¥2.390
from Branch adjustiment A/c.

2. Profit is separated by using 25% on cost or 20% on sale basis i.e., 1/5 of selling
price.

_ 3 For closing debtors balance, see Branch Debtors A/c.

7.6 FINAL ACCOUNTS SYSTEM

The profit or loss of a dependent branch can also be worked out by preparing a
Memorandum Branch Trading and Profit & Loss Account. This account is prepared
on the basis of cost of goods sent to the branch (not the invoice price). Apart from the
Branch Trading and Profit & Loss Account, the head office also maintains the Branch
Account. But, under this system, the Branch Account is in the nature of a personal
account which shows only the mutual transactions between the head office and the
branch, the balance of Branch Account, therefore, represents the net assets of the
branch.

Example: A-one Ltd., Bhopal has a branch at Madras to which the goods are sent at
cost plus 25%. The Madras branch keeps its own Sales Ledger and remits all cash
received to the head office every day. All expenses are paid by the head office. The
transactions for Madras Branch during the year ending December 31, 2008 were as
follows:

4 T
Stock (1-1-2008) 11,000 | Return inwards 500
Debtors (1-1-2008) 100 | Cheques sent to branch:
Petty cash 100 Rent 600
Cash sale 2.650 Wages 200
Credit sales 25.950 | Salary and other expenses 900
Goods sent to branch 20.000 | Stock (31-12-2008) 13.000
Collection on ledger account 21.000 | Debtors (31-12-2008) 2.000
Goods returned to H. O. 300 | Pety cash (31-12-2008)
Bad debts 300 | including misc. incomc ¥ 25 not remitted) 123
Allowance 10 customers 250
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Prepare the Memorandum Branch Trading and Profit and Loss A/c and Madras branch
Alc for the vear ending Dec 31, 2008.

Solution:
Memorandum Branch Trading and Profit and Loss A/c
for the year ending 31-12-2008
Dr. Cr.
Particulars ¥ | Particulars T
ToO.S. By Sales
(¥ 11.000 -2 2.200) 8.800 | aeh 2650
(Tz%%ggd—s j.con(;ol;) pranet 16.000 | €0 B0
To Wages 200 26,600
To Gross profit ¢/d 11,740 Liems: et . 200, 128100
By Goods sent 1o HO 240
(2 3002 60)
» dock
(E;' lslggl(;]% ;‘gf(}:om 10,400
36,740 36,790
To Bad debts 300 | By Gross profit b/d 11.740
To Allowance 250 By Misc. income 25
To Rent 600
To Salaries and other expenses 900
To Profit wransferred to general
profit and loss A/c 9,715
11,765 _ 11,765
Madras Branch A/e
Dr. . Cr.
g 4
To Balance b/d Bv Bank A/c
Stock 8.800 Cash recerved form debtors 21.000
Debtors 100 Cash sales 2,650
Petty cash 100 | By Goods sent to branch (returns to HO) 240
To Goods sent to branch A/c 16,000 | By Balance ¢/d
- To Bank A/c Stock 10,400
Rent 600 Debtors 2,000
Wages 200 Petty cash ' 125
Salaries and other exp. 900
To Profit as per Branch Trading
and Profit and Loss A/c 9715
36,415 36,415

7.7 WHOLESALE BRANCH SYSTEM

Sometimes the manufacturing organisations (head office} sell their products through
wholesalers as well as through own branches. In case the head office decides two
prices. (1) Wholesale price: and (ii) Retail price. Goods are supplicd to the wholesalers
and branches at wholesale price, that is. cost plus profit. The branches are supposed to
sell these goods at retail price which is greater than the wholesale price. It means the
branches earn more profit than the head oftice. But the total profit (Retail price-cost)



cannot be considered as branch profit. The real profit of the branch shali be the
difference between the wholesale price and retail price.

The wholesale price means cost plus profit. Therefore in the books of head office
Branch Stock Account shall be maintained at wholesale price. At the end of the
accounting period, the problem arises only when the goods received from head office
remains unsold at branch, because it includes a part of profit which has been charged
by the head office. To calculate the proportion of profit, the value of unsold goods
shall be reduced from wholesale price to cost price.

At the end of accounting year, the following entry shall be made:
Profit & Loss A/c (H.O)) Dr.
To Stock Reserve A/c

(Reserve created for the difference in the wholesale price and cost price of Branch
closing stock)

Example: M/s Gaba and co. of Delhi submits the following particulars regarding the
branch transactions of its Mumbai branch for the year ended March 31, 2006:

H.O Branch

9] )

Stock on 1-4-2005 72,000 28,800
Goods purchased during the year 4,18,000 -
Indirect expenses 21,800 3,900
Goods sent to branch at invoice price 1,29.600 —
Sales 3,78,000 1,45,800
Goods received by branch - 1.29.600
Goods sold to regional stockists 79,200 -

Generally goods are invoiced to branch and regional stockists at 20% below the list
price. The list price is calculated at 80% above the cost. Goods are sold to the
customers at the list price by the HO and the branch both.

You are required to prepare the Trading and Profit and Loss A/c of the head office and
the branch for the year ended on March 31, 2006.

Solution:
In the books of Head Office
Trading and Profit and Loss A/c
for the year ended on March 31, 2006
Dr. Cr.
Particulars T | Particulars 4
ToO.S. 72.000 | By Sales 3.78.000
To Purchases 4,18.000 | By Goods sent to the branch 1.29.600
To GP ¢/d 2.31.800 | By Regional stockists 79.200
By Closing stock 1.35.000
7,21,800 7,21,800
To Indirect exp. 21,800 | By Gross profit b/d 2.31.800
To Stock reserves By Stock reserve (OS)
(41760 - 447144 12,760 | (28800 - 44/134) 8.R00)
To Net Profit 2.06.040
2,40,600 2,40,600
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68 Braonch Trading ind Frofit and Loss Ad

ARSI for the year ended on March 31, 2006
Dir. Cr.
Particulars T | Particulars 4
To D5 23 8 | By Sales 1,45 800
To Gools from head office 120400 [ By Closing stack 41,780
ToGP e 29160
187,560 17,560
To Indirect exp. 3,000 | By GE b 29160
To General prodir and bogs al'c 250600
| 26,160 | 29,50 |

Weorking notes:
|. Calcutation of list price end invoice price
Let cost price s =3 100
List price =% 100+ 80% of ¥ §00—F X0
Thus invoice price =T 1B — 20% of T 180 =F 144

2. Caleulation of closing stock at the branch

1 2
O at the branch 2R B0
Goods senl by the HD L.29.5uU0

1,58,400
Less: Costof goods sold to cosforpers (143800 = 14080 L L 6d 0
| Closing sumck at the branch d | TG0
3. Calculation af clasing stock ar HG s
¥
Opening Stock ; F2.000
Add: Goods purchased 4.1 4.000
o, 9, 0
Eess: Cosl of goods sold
Sold to customers [3,78.000 = JOOA B = 2, 10,000
Cowds senk 10 branch (429600 + |00 347 = 90,000
Gous sent to stockins (79,200 « |10/ 144 = 35,000 3.55.000
Closing stogk =1 the 1HY 1,35, iy

I (- Your Prucress I

Fill in the blanks;

[. As per the ot Companies Act. 1936, a branch is any
]. establishment carrving on cither the same or substantfalty the zame
activily as that carried on bn she head etfice of the company.
2. Each branch is treated as o separate and hence the prolit m
| loss of each branch is computed separatety.

il



I

branches are those branches which are not keeping the tull
svstem of accounting.

4. branches are those branches which are keeping the full system
of accounting.

Foreign branches keep their accounts in the

6. The Branch Account is in the nature of a account which shows
only the mutual transactions between the head office and the branch.

7. Goods are supplied to the whole-seller and branches at wholesale price,
that 1s,

7.8 LET US SUM UP

The extent of business expansion is responsible for opening of the new branches.

The branches are of three tvpes: Dependent Branches, Independent Branches and
Foreign Branches.

Dependent branches are such which are not free, either to buy or sell without the
head office directives.

Independent branches are such which are free to buy and sell the goods. 1e..
Branches which buy goods according to its requirements and sell goods for cash
as well as on credit.

In case of dependent branches, complete set of books is not required because
dependent branches are required to remit cash daily to the head office or deposit it
in a bank account as per instructions of the head office.

Stock at branch and cash at branch are to be shown in the balance sheet of the
head office as an asset and the goods sent to branch is shown in the trading
account. -

Complete set of accounts connected with the branch are kept in the head office
whereas office branch maintains the cash records only which is sent to the head
office by the branch.

When goods are sent by the head office to branch/es at an invoice price which is
more than the cost price. then the object of the head office is to exercise, (1) more
control on stock by preparing branch stock register, and (2) to keep the amount of
profit as secret.

When goods are sent by head office to branch at an invoice price, then stock and
debtor system can be used to ascertain profit or loss of the branch.

7.9 UNITEND ACTIVITY

X Ltd. operates a retail branch at Mumbai. All purchases are made by the head oftice
in Calcutta, goods being charged out to the Branch at selling price which is cost plus
25%. All the expenses of branch are paid through head office cheques. Cash collected
from customers and the ready money sales are daily banked to the credit of the head
office. From the following particutars of the branch write up, the necessary accounts
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arrives at the branch profit or loss, in the head office books, by using stock and
debtors system.

Particulars T | Particulars T
Debtors at start 15,000 | Invoiced Inventory at beginning 30,000
Debtors at end 19.000 | Invoiced Inventory at end 28,000
Ready moncy sales during the year 1,30,000 | Salaries 12,000
Cash Received on Ledger Account 1,20,000 | Rent etc 10,000
Return to H.O. at Invoiced Amount 5,000 | Bad debts 4,000
Normal Leakage and Spoilage 4,000 | Discount and Allowances 6,000
7.10 KEYWORDS

Dependent Branches: Dependent branches are such which are not free either to buy
or sell without the head office directives.

Debtors System: This system of accounting is used for those branches which are small
in size. Under this system, the head office simply opens a Branch Account for each
branch in which it records all transactions relating to the branch.

Independent Branches: Independent branches are such which are free to buy and sell
the goods, i.e., branches which buy goods according to its requirements and sell goods
for cash as well as on credit.

Loading: Loading is the difference between the invoice price and cost price.

Stock and Debtor System: Under this system, the head office does not open any
Branch Account.

7.11 QUESTIONS FOR DISCUSSION

1. How many types of branches are there? What entries are made in the books of
company to incorporate branch’s trial balance?

2. Explain the causes of difference in the balances shown by the H.O. and the Branch.
3. How are normal and abnormal losses are treated in the branch account?
4. What are the different systems of accounting ot dependent branches?
5. How to compute the profit of dependent branches?
6. lliustrate the branch stock account with a suitable example.
7. Delhi Traders, Delhi opened a branch at Baroda on [* January 2006. The
following information is available in respect of the branch for the year 2006.
g
Goods sent to the branch 70,000
Cash sales at the branch 40,000
Credit sales at the branch 60,000
Salaries of the branch paid by the Head Office 25,000
Office Expenses of the branch paid by the Head Ottice 10,000
Cash remittances to branch towards petty cash 6,000
Petty cash at branch on 31.12.2006 500
Decbtors at branch as on 31.12.2006 5.000
Stock at branch on 31.12.2006 27,000

Prepare Branch Account to show the profit/loss from the branch for the vear 2006.



8.

10.

A Head Office at Mumbai has branch at Chennai in charge of a manager. The
ratio of gross profit on turnover at the branch was 25% constant throughout the
year. The Branch manager is entitled to a commission of 10% of the profit earned
by the branch calculated before charging his commission, but subject to a
deduction from such commission a sum equal to 50% of any ascertained
deficiency of Branch Stock. All goods were supplied to the branch by the Head
Office.

From the following figures extracted from the branch books, calculate the
commission due to the manager for the year ended 31° December, 2006.

Particulars T | Particulars 4

Stock as on 1.1.06 at Cost 31,210 | Establishment Expenses 22,550

Goods received from Head Office 1.08,700 | Drawings by Manager against 1.000

at Cost Commission

Sales 1.46.400 | Stock on 31.12.06 at Selling 39,880
Price

From the tollowing details prepare Branch Account in the books of Head Office:

N
Goods sent to branch at cost 40,000
Goods returned by branch at cost 2.000
Branch credit sales 51,000
Cash sales at branch 3,500
Cash remitted to head oftice by branch 40,000
Expenses paid by head office 10,000
Discount allowed to customers by branch 1,800
Closing Stock with Branch at Cost 14,000 =
Branch Debtors (Closing balance) 7,700

Kapur Brothers has a branch at Lucknow, Goods are invoiced to his branch at
20% profit on invoice price. From the following details, prepare ‘Branch Account’
in the books of Head Office showing branch profit:

g
Credit sales 1,12,000
Goods supplied to branch at invoice price 3,80,000
Cash sales 2,48,000
Cash received from debtors 1,00,000
Wages (Paid by head office) 15,200
Rent (Paid by head office) 18,000
Discount allowed to customers 4,000
Sundry expenses (Paid by head office) 1,000
Goods returned by customers 2,000
Depreciation on furniture ' 1.000

Goods spoiled 1,000
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Check Your Progress: Model Answer
l. Sec29
Profit centre

Dependent

Foreign currency

Personal

)
3
4. Independent
5
6
7

Cost plus profit
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8.0 AIMS AND OBJECTIVES

After studying this lesson, vou should be able to:

® Define rovalty
e Calculate the minimum rent under royalty

e Compute short workings

8.1 INTRODUCTION

Royalty is an amount pavable for utilizing the bencfit of certain rights vested with
some other person. For example. a landlord posscsses right over the mine in his fand.
the author of book possesses right over his book. When the rights are lcased the owner
receives a consideration for the same which is called rovalty. Rovalty is a periodical
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sum based on the output payable by the lessee to the lessor for having utilized the
rights of the fessor. The person who makes the payment to the owner of asset is known
as lessee and the owner of the asset is known as lessor. Royalty is a business expense
and closed and transferred to profit and loss account.

8.2 MEANING OF ROYALTY

According to William Pickles, “Royalty is the remuneration payable to a person in
respect of the use of an asset, whether hired or purchased from such person,
calculated by reference to and varying with quantities produced or sold as a result of
such asset.”

The term royalty is concerned with the assets of tangible or intangibie in nature. The
assets like land, building, mines, copyright, patent, trademark etc., are attracted with
royalty. Royalty is a periodical payment to be paid by the user of the assets of the
above nature. It is a sum payable for enjoying the benefits of certain rights vested with
the other person. The person who makes payment and uses the assets is known as
'Lessee’. And the person who surrenders the right and receives the rovalty is known as
'Lessor’.

The "Lessor' is the owner of assets. Author of a book, holder of patent. land lord of
mine etc., are the examples of Lessor. The lessee acquites the right to use the lessor's
property. For it, the lessee pays a certain amount to the lessor. which is termed as
royalty. Publisher. patent user, trade mark user, licencee etc., are the examples of
lessee.

Royalty payable is ordinary business expenditure for the lessee and royalty receivable
is an income for the lessor. It can be paid either on the basis of unit sold or on the
basis of output. 1f it is paid on the basis of the unit sold, it is transferred to profit and
loss account. Royalties paid on thé basis, if output is transferred to the production
account. If nothing is specified, royalties paid is transferred to profit and foss account.

A royalty is generally paid to the owner of the right under the following cases:

1. When the government or local authority allows some person to collect forest
products like honey. herbs, clay etc., from the forest, the government or local
authority is the owner or lessor and the person who collects is the lessee.

2. When the owner of mines like coal, copper, stone allows other party to extract
materials from land.

3. When the right of owner like copyright, patent right, trade mark, exclusive right of
design are licenses to some other party.
8.2.1 Nature of Royvalty Account

Royalty Account is nominal 11 the nature. So it is debited in the books of party paying
it and credited in the books of the party receiving it. As it is @ nominal account, the
amount is transferred either to P & L Account or Production Account, depending upon
its treatment as direct or indirect expenses as the case may be.

8.2.2 Royalty Agrecment

A rovalty agreement will normally contain clauses dealing with the following:

(2) Minimum rent — guaranteed amount which the landlord, inventor or author is 10
receive whatever the output maybe.

(b) Rovalty per anit per output
(c) Rightto recoup short-workings

(d) Right to subjeet part or whole of tenancy agreement



8.3 ROYALTIES IN ACCOUNTING

The owner of a long term asset such as for example a patent or copyright can issue a
licence to another party allowing them to use the asset in return for payments referred
to as rovalties. The owner of the asset who issues the licence and receives the royalty
is known as the licensor. The person who makes use of the asset and pays the royalty
is known as the licensee.

Royalties can take many different forms and the calculations can be complex however,
fundamentally they depend on the amount to which the asset is used by the licensee.
For example. a publisher might pay a royalty to an author for each copy of their book
sold, or a manufacturer might pay a royalty to an inventor based on the revenue earned
from the sale of their product.

8.3.1 Royalty Payment Accounting

Example - Licensee

The developer (licensor) of a video game grants a licence to a publisher (licensee) in
return for rovalty payments. The publisher agrees to produce market and distribute the
game to end users.

The rovalty paviments to the developer are to be made in two stages:
1. An advance rovalty payment of T 5,000 when the agreement is signed.

2. Aregular payment of ¥ 8.00 for each game sold.

Advance on Royalties

The advance royalty payment of ¥ 5,000 is paid on the signing of the royalty
agreement and is classified as a prepayment in the accounting records of the publisher
(licensee).

The following bookkeeping journal is used to record the royalty advance.

Advance on Royalties

Account Debit (T) Credit ®
Advance on Rovalties 3000
Cash 5000
‘Total 5000 5000

The developer in effect receives upfront payment of future royalties.

Since the developer earns ¥ 8.00 for each game sold, the ¥ 5,000 represents a
prepayment of ¥ 625 (X 5,000/8) sales. From the publisher’s point of view, this is a
prepavment and is included as a balance sheet current asset until the royalty is earned
by the developer when the game is sold.

Regular Royalty Payments

Suppose at the end of the first accounting period 500 video games have been sold. The
royalty due to the developer is ¥ 4,000 (500 x 8.00). and the publisher posts the
following journal entry to record the payment.

Regular Royalty Payments

Account Debit (3) Credit (3)
Rovalty expense 400
Advance on rovalties 4000 [
Total 1600 4000

177
Royalty



;_73 - The developer has now earned royalties of ¥ 4,000 and the publisher transfers this
manciat ' from the prepayment account (advance on royalties) to the royalty expense account.
The balance on the advance on royalties account is now ¥ 1,000.

During period 2 a further 600 games are sold and the royalty due to the developer
(licensor) is T 4,800 (600 x 8.00). The publisher (licensee) now posts the following
bookkeeping entry.

Regular Royalty Payments

Account Debit () Credit (%)
Rovalty expense 4800
Advance on rovalties 1000
Rovalties payvable 3800
Total ) 4800 4800

The rovalty expense for the period is T 4,800, since the balance on the advance
payments account is ¥ 1,000, the developer is owed a further ¥ 3,800. If the amount is
paid after the period end (which it is in this example), it is shown as a balance sheet
current liability account under the heading royalties payable. The balance on the
advance payments account is now zero.

Stepped Royalty Payments

Stepped royalties are simply a method of calculating the royalty due. A stepped
royalty arrangement changes the royalty rate at different levels of sales.

In the above example, the royalty due was ¥ 8.00 for each video game sold. Under a
stepped royalty arrangement the rate might have been ¥ 8.00 for the first 1,000 games
-old and % 9.00 thereafter. In this case, the royalty due would have been calculated as

tullows.
Period 1: %
Sales =% 500
Royalty =3 500 x ¥ 8.00 =% 4,000
reriod 2:

Sales =3 600
Rovalty =% 500 x T 8.00 +T 100 xT9.00 =% 4,900

The total sales are 1,100, during period 2 the sales reach the 1,000 step and the rovalty
e is increased to T 9.00 per sale for the final 100 units sold during the accounting
neriod.

8.2.2 Royalty Income Accounting

Lxumple — Licensor

1o licensor receives royalty income from the licensee. in the above cxamiple, the
Acveloper was the licensor and received a royvalty at the agreed rate from the publisher
wlic hicensee).

4t . thie same information from the example above, the developer would make the
following bookkeeping entries to record the transactions.
.tdvance on Royalty Income

I he developer receives the royalty advance of Z 5,000 from the publisher.



Lnearncd Royalty

Aeccount Drebi (T} Credit (T)
{lash S000
L'neamed Rovaltics S
Toial S0 SCHM

Since the rovalty has not vet been carned, the advance is recorded in a balance sheet
{uneamed royalues) account representing a current liability to the publisher until the
game has been sold in suffigient quantitics to carn the rovalty.

Regular Royalty Inceme

In period 1, 500 copies of the game are sold and the developer earns 4,000 in rovaltics
and makes 1he following posting, -

Regular Rovalty Income

Agcount Daelie (T Credit [¥)
Unegoamed rovaiies 1000
Fom aligs recenable JEQ0
Bovalhy rexenne 45400
Total A%n0 4300

The royalty revenue for the period 15 T 4,800, since the balance on the unearncd
rovalty account is ¥ L0, the developer is owed a further © 3,800, 1 the amount is
paid after the pericd end {which it is In this example), it is shown as a balance sheet
current asset account under the heading royalties receivable. The balance on the
uneamed royalty account is now zero.

8.4 MINIMUM RENT

Minimum rent is the minimum amount guaranteed to the lessor by the lessee at the
initial stapes of agreement when the production is nil or very low. Generally every
rovalty agreement contains the MR clause, Minimum rent becomes payable only when
the royalty is less than the MR. A contract is entered into between the landlord and the
lessee for payment of rovalty, usually caleulaled vpen the quantiny of production or
sale at a certain stipylated rate. This weans that if there is little or no production or
sale, the landlord would receive little or no royalty at all. thus undermining the
monetary interest of the landlord. For some reasons or other, the lessee may not take
that much enthusiasm in the execution of the work o which rovalty relales. To avoud
such a situation, the landlord and the lessee agree upon a minimum periodical amount
that the landlord wilt receive from the lessee, even if the actual rovalty as caleulated
on the basis of actual praduction or sale 15 less than such moumun amount. This
assured and muivalty agreed periodical minimum ameunt s kaown as “Minirowm
Rent™.

For example, suppose royalty per ton of production ts T 100 and the nunimum
{anmual) rent s T 500000 Now, if the actual production is 3,000 tons, then actual
rovalty would become ¥ 3.00,000. In this case. the mindmum rent of T 500,000 will
have te be paid by the lgssee. On the other haod., i the actual production is 6,000 tons.
then the actual royalty wouid become T 6,000,000, n this case, T 600,000 will bave to
be patd by the lesses,

Thus, as there s a stipulation [or miniinun rent, then either e minimum rent or the
actual royalty whichever is more. shall have to be paid by the lesses. The minimum
rent ks abse catbed dead reat, certain rent. fixed reit. elc.
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8.5 SHORT WORKINGS/REDEEMABLE DEAD RENT

Short workings are the amount by which the minimum rent exceeds the actual rovalty.
In other words, it refers to the amount by which the actual royalty falls short of the
minimum rent. In the above example, the short workings is ¥ 2,00,000 (% 5,00,000 —
¥ 3,00,000). Where there is short working in any period the lessee 1s liable to pay the
minimum rent and, in effect, short workings become the part of the minimum rent not
represented by the use of rights. The question of short workings will arise only when
there is a stipulation for minimum rent in the agreement. The following figure will
help to understand the above matters:

7.50

6.2
5 Excess working

500 — -
Minimum Rent (Fixed)

Shor working Ar
375

2.50

1.25

. 3 6
Oulpul (000 tons)

Figure 8.1: Short Workings and Minimum Rent

Excess working/surplus: 1t refers to the amount by which the actual royalty exceeds
the minimum rent. In the above example, the excess workings is ¥1,00,000  6,00,000
-2 5,00,000) 1f the production is 6,000 tons.

Ground rent/Surface rent: 1t refers to the fixed yearly or half-yearly rent payable by
the lessee to the landlord in addition to the minimum rent.

8.6 RECOUPMENT OF SHORT WORKINGS

Generally the royalty agreement contains a provision for carrving forward the short
workings with a view to adjust it in the future. In the subsequent years, such short
working is adjusted against the surplus royalty. This process of adjustment is called
recoupment of short workings. The right of recoupment of short workings enables the
lessee 1o rccover the excess payment, made in the earlier years (when actual royalty
was less than the minimum rent) in subsequent years. A time is usually set upon the
nwmber of v cars for which such short workings can be recouped. This time limit for
recoupment of short workings may be fixed or fluctuated. [ the short workings (partly
or wholly) cannot be recouped within the specified time, they lapse and are charged to
Profit and Loss Account in the vear when that specificd time limit for recoupment
ends.



Therefore, short workings are the losses of the lessee, not in the year of their
occurrence, but in the year they lapse.

® Fixed right: When the lessee can recoup short workings within a certain period
from date of the lease, it is termed as fixed right. For example, short workings can
be recouped within four years from the date of lease. The short workings of
subsequent years cannot be recouped.

® Fluctuating right: When the lessee can recoup short workings of any year during
the next following year(s), as per agreement, it is termed as fluctuating right. For
example, short workings can be recouped in the next two years subsequent to the
year of short workings.

Any short working which cannot be recouped within the specified period becomes
irrecoverable and it should be charged to Profit and Loss Account in the year in which
it becomes so. However, the recoupable short workings should be carried forward and
they are shown in the Balance Sheet as a current asset.

8.6.1 Provision against Short Workings

Recoupable short workings are shown in the Balance Sheet as a current asset thought
it is not certain that in future they can be recouped. For different reasons (such as fall
in demand, increase in completion, etc.) it may not be possible to recoup the short
workings in future though the legal right to recoup exists. Therefore, as a prudent
policy, a provision for recoupable short workings should be made by debiting Profit
and Loss Account in the year in which short workings arise. In this case, in the
Balance Sheet, provision is to be shown on the liability side and short workings on the
assets side. The irrecoverable short workings are adjusted against such provision
instead of charging it to the Profit and Loss Account of the year in which it becomes
irrecoverable. After short workings are recouped, the excess provision is credited to
Profit and Loss Account as a prior period adjustment.

The above methods of accounting for short workings are adopted. when the amount of
short workings is huge and chances of recovery uncertain.

Purpose of Fixing Minimum Rent

The following are the main purposes of fixing a minimum rent:

. The landlord receives periodically at least a minimum rational amount.

2. The lessee is indirectly inspired for the sake of his own interest to reach a
minimum level of performance.

3. In the absence of minimum rent, the lessee may acquire rights from different
landlords to avoid competition and purposely may under-utilise such riglhts.
8.6.2 Causes of Arising Minimum Rent and Short

The foltowing are the key reasons of arising minimum rent and short workings:

From Lessee’s Point of View

When the amount of actuat royalty as calculated on the actual production of sale at the

agreed rate is less than the amount of minimum rent then minimum rent comes into

picture. As stated earlier the shortfall of actual rovalty as compared with the minimum

rent is called short workings. Thus actual royalty is less than minimum rent,
Minimum rent — Actual royalty — Short workings

or, Minimum rent = Actual royalty + Short workings
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From Landlord’s Point of View
Minimum rent = Actual royalty receivable + Short workings suffered by the lessee.

In fact, landlord is to receive the higher of the minimum rent and the actual royalry.
Therefore, when the actual royalties fall short of minimum rent, he gets the minimum
rent. In this case, expression ‘Royalty Suspense’ is more appropriate than ‘Short
workings Allowable’.

Therefore, the equation will be:
Minimum rent = Royalty receivable + Royalty suspense

It is called “Royalty Suspense™ because, usually the extra payment (i.e., over the
actual royalty) that the landlord receives, can be recovered by the lessee from the
excess working (when the royalty is more than minimum rent). The matter of recovery
hangs uncertainly over future, and that is why it is called “Royalty Suspense™.

Strike and Lockout, etc.

In the event of a strike or lockout, the minimum rent can be reduced proportionately
only when there is an agreement to that effect between the parties. Otherwise as per
Section 56 of the Contract Act. the strikes and lockout will not be an excuse for
reduction in the minimum rent.

In the examination when it is given that there was strike or lockout for some period,
the minimum rent cannot be reduced proportionately without giving a proper note. In
this connection, it should be noted that there may be an agreement between the parties
to reduce short workings instead of minimum rent in the event of any strike or
lockout.

Income Tax

As per the provision of the Income Tax Act 1961, it is the duty of the payer of royalty
to deduct tax at the prescribed rate, and to deposit the tax so deducted to the credit of
the Central Gevernment within a specified time. The payment may be made at any
office of the RBI1 or SBI or its subsidiaries conducting Government business. This tax
deducted at source in no way affects the amount of charge for royalty. The landlord
will get the amount of royalty after adjustment of tax. Income Tax is also deductible
on any amount paid as minimum rent.

8.7 ACCOUNTING TREATMENT OF ROYALTY

There are two alternative situations that are provided for royalty accounting:
. When the contract does not provide for the requirement of minimum rent.

2. When the contract provides for the requirement of a minimum rent.

8.7.1 When Minimum Rent is not Required
Where the contract does not provide for a minimum rent requirement, the lessee pays
to the landlord the actual amount of royalties. Following are the accounting entries
made:
In the Books of the Lessee
(a) When production is made:

Dehir: Royalties payable account

Credit: Landlords account

(With the actual payable value of units produced)



(b) When payment is made: 183
Royalty
Debit: Landlords account

Credit: Bank account

In the Books of the Landlord
(a) When production is made:

Debit: Lessee’s account

Credit: Royalties receivable account

(With actual payable value of units produced).
(b) When payment is received:

Debit: Bank account

Credit: Lessee’s account

(With actual moneyv received).

Example: On 1* January 2002, Jenga Ltd. took the lease of a coal field at a royalty of
Z100 per ton of coal raised. The royalties were payable annually. During the first three
years, the quantity of coal raised was 2,000, 4,000 and 4.500 tons respectively.

Required:
Show the accounts to record royalty in the books of Jenga Ltd. for the first three years.
Solution:

The calculations are tabulated as follows:

Year Output ‘ " Royalties (3)
1 2.000 2.00.000
Il 4.000 4.,00,000
HI 4.500 4.50.000

Ledger in the books of the leasee
Jenga Ltd.

Royalties Payable Account

Dr. Cr.
2002 Landlord 2.00.000 | 2002 Manufacturing a/c 2,00.000
2003 Landlord 4.00.000 } 2003 Muanufacturing a‘c 2.00.000
2004 Landlord 4.50.000 } 2004 Manufacturing a/c 2.00.000

Dr. Cr.
2002 Bank 2.00.000 | 2002 Rovalties Pavabie 2.00.000
2003 Bank 1.00.000 | 2003 Rovaltics Pavable 2.00.000
2004 Bank 1.50.000 | 2004 Rovalties Pavable 2.00.000
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8.7.2 When Minimum Rent is Required

The contract may provide that a minimum rent be paid annually, except in the years
when actual royalties exceed the minimum rent. Under such circumstances, the
accounting treatment of royaity will be as follows:

Accounts in the Books of the Lessee

In the year in which actual royalties are less than the minimum rent.

1.

Debit: Royalties payable account
Credit: Landlords account
Debit: Short working account
Credit: Landlord’s account

(With short working amount ie., the excess of minimum rent over actual
royalties)

Debit: Landlord’s account
Credit: Bank account

(With amount paid)

In the year when actual royalties exceed the minimum rent.

Debit: Royalties payable account
Credit: Landlord’s account
(With the actual royalties)
Debit: Landlord’s account
Credit: Bank account

(With amount paid)

—

Check Your Progress

Fill in the blanks:

I. The is the owner of assets.

2. Short working is the amount by which the exceeds the actual
royalty.

3. refers to the amount by which the actual royalty exceeds the

minimum rent.
4. This process ot adjustment is called of short workings.

5. Recoupable short workings are shown in the Balance Sheet as a

6. The shortfall of actual royalty as compared with the mmimum rent is
called

8.8 LET US SUM UP

Royalties are usage-based payments made by one party (lessor) to another {lessee)
for ongoing use ot an asset. sometimes an intellectual property (1P} right.

Royaltics are typically a percentage of gross or net sales derived from use of an
assct or a fixed price per unit sold of an item but there are also other modes and
metrics of compensation.



A royalty interest is the right to collect a stream of future royalty payments, often
used in the oil industry and music industry to describe a percentage ownership of
future production or revenues from given leasehold, which may be divested from
the original owner of the asset.

Recoupment refers to the right of the lessee to recover the short workings of the
earlier years. Recoupment is possible only if the agreement provides for it. The
recoupment may be permitted within a particular time or there may not be any
limitation of time.

8.9 UNITEND ACTIVITY

List the key royalty rates in India.

8.10 KEYWORDS

Royalty: Royalty is the sum payable for utilizing the right vested with some other
person.

Minimum Rent: Minimum rent is the minimum amount guaranteed to the lessor by
the lessee at the initial stages of agreement when the production is nil or very low.

Short workings: Minimum Rent — Actual Royalty

Recoupment: Recoupment refers to the right of the lessee to recover the SW of the
earlier years.

8.11 QUESTIONS FOR DISCUSSION

1.

© N w»n AW

Define royalty.

What are the key provisions regarding the minimum rent under royalty
accounting?

Write a note on short workings.

What is Royalty Agreement?

What is fixed right and fluctuating right?

Highlight the main purpose of fixing a minimum rent.

Discuss the key reasons of arising minimum rent and short workings.

Describe the two alternative situations that are provided for royalty accounting.

Check Your Progress: Model Answer
I.  Lessor

Minimum rent

Excess working

Recoupment

Current asset

SN S W

Short workings
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9.0 AIMS AND OBJECTIVES

After studying this lesson, you should be able to:

® Understand the concept of Insolvency of Individuals and Partnership firms
e Explain Statement of Affairs and Deficiency Account (Bankruptcy of Company)

® Discuss some of the problems in Insolvency Accounts

9.1 INTRODUCTION

A person is commonly said to be insofvent if he is unable to meet his labilities as and
when claimed. That 1s. when a person becomes heavily indebted due to various
circumstances and it bccomes impossible for him to pay his debts fully. In law, the
term “insolvent” is restricted to a person whose liabilities exceed his assets and against
whom the court makes an order of adjudication.

Thus insolvent is a person who 1s not in a position to pay his liabilities in full and has
been declared as an insolvent by an Insolvency court. Insolvency means the procedure
by which the State takcs in posscession of the property of the Debtor for rcalization and
equitable distribution among the creditors of the insolvent.
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The proceedings in such cases are called [nsolvency Proccedines, The terms
‘Insolvency’ and *Bankruptey’ are more or less svnonvmous. The word *lnsolvenes”
iz used in Mndia and ‘Banknptey' In England.

9.2 INSOLVENCY OF INDIVIDUALS AND
PARTNERSHIP FIRMS

An insolvent is & person Unable 1o pay or setthe his just debts. When a person or a
partnership firm or Hindu undivided family is oot abie to meet its liabilities and is in
financial diTculies, the Court intervenes, i the instance of the credilors or the debtar
himseif, and brings about a setilernent whereby the debwor surrenders bis entire
property and obtains frecdom from having 10 pay his debls, A joint siock company
may also be insolvent but the necessary action in this respect is taken under the
Companigs Act—the company has to be wound up and its assets realized and
distributed in accordance with that Act.

lusolvency and bankrupley meun the same thing, ‘Vhe later term is used in the United
K inzdom, the former in India. It is “a proceeding by which, when a debior cannot pay
tus debts or discharge s liabilities or the persens (o whom he owes money or has
incurred liabilities cannot oblain satisfaction of their claims, the State, in certain
circumstances, takes possession of his property through an officer appointed for the -
purpose, and such property is realized and disuibuted in appropriate proportions
among the persons o whom the debtor owes money or has incutred pecuniary
labuities.” The ofticer i3 called Official Reveciver and is appointed by the Count.

When a peution s presented, the Court decides whether the person should be
adjudicated as insolvent or not. If the debtor is declared insolvent, he has o surrender
all his property to the Officizl Receiver and prepare sialements showing his Ginancial
pesiion.

Later, when the property has heen distributed among creditors, the debior petitions the
Dompl {or discharge. In cerain circumstances, the Cowt may mefuse (o grant discharge.
(n obtaining the discharge (which may be conditional}, the debtar hecomes a [rec
mian again. He has no obligaton to pay the previcus unsatisfied claims against him., In
the Presidency lowns of Mumbai, Kolkata and Clennai, the Presidency Towns
Insulvency Act 1909 applics. In the rest of India, the Provincial Insolvency Act of
| 920 applies. The two Acts are similar except some minor differences.

9.2.]1 Individuals and Partnerships

There is one chiel differenee between insolvency of individuals and partnership firms.
In case of individuals, no distinction is made between privale assets and business
assels and similarly for liabilines. Suppose A runs 3 business: he owes $ 3,30,000 o
business creditors and has assets in his business amounting e ¥ 2,60,000; he also
wves privately 2 40,000 and owns household assets totaling’s ¥ 45,080, For purposes
ol insolvency, his (otal liabilities will be ¥ 3,96.000. i.e.. ¥ 3,50,000 + T 40,000 and his
watal assets will be T 3,050,008, e, T 2,060,000 = F 45,000, T 3,05,000 will be distri-
buted proportionately ammong the creditors without distinction between busingss and
jprivate craditors.

[ cuse of putnership, & distinetion between [Ttm's habilities and assets and private
ltabilittes and assets of partners is made. P'rivate assets must ficst be utitized for paving
private liabilities, 1f there is a sorplus, it 1s wilized 1o pay firm’s Liabilities.

Firm' s assets must first be olilized w payv (s liabilites and, i§ there 1« a surplus, o
partner ¢an utilize his share of the strplus to pay his privae liabilities, 1t should be
noted that & minos parteer 15 it liable 10 contribute 1o the assets of the finn out of his



private estate. In his case, therefore, the firm's creditors will not be able o lock o his
private estate Tor satisfaction of their claims. In other words, the private estate and
private liabilities of a minor parmer will be kept wtally separate frum those of the
firm.

In case of a non-trading individual, the Doctrine of Reputed Ownership does not
apply. The docinine means that goods which are 1n the possession, order or disposition
of the msobvent 10 his trade or business, by the consent and permission of the true
owner, under such circumstances that he is reputed 1o be the owner of such goods, are
divisibke among creditors.

fnterest

Mo creditor 13 entitled (o interest after the date of the bankruptey or insolvency but if
all clasms can be {ully met, interest al 6% p.a. up lo the date of payment witl be
allowed. :

9.3 STATEMENT OF AFFAIRS

When a persont or a lirm 15 adjudicated as msolvent, ke or the irm has to prepare a
statement showing the financial position. The true financial position can be shown by
prepanng a sort of balance sheet. The only point to remember is thal the “balance
sheet™ musi show the assets at realizable value and not at book value. The purpose is
to show how much money will be available for distribution among creditors and,
therefore, for this purpose assets should be put down at the figure they are expecied to
fetch. Alt liabilitics should be recorded. This can be done by setting down asscets at
their realizable value and the amount payable to creditors.

Statement of affairs is 2 slatemenl of capnal, liabilites and assets. Statemen of affairs
is prepared vnder the single entry system in order to find out the amuunt of opening or
closing capial of the business. For the purpose of determining the amount of opening
capital, the statement of affairs is prepared on the opening date. The statement of
affairs 15 prepared on the closing dite for the purpuse of determining the amount of
closing capital. 1t is also known as the balance sheet of single entry svstem.

Statement of affaivs is prepared like e balance sheet. All the liabilities are shown on
lefi-hand side and all the assets are shown on right-hand side, The difference between
the total assets and total liabilities is considered as the amount of capital.

Capital = Total Assets — Total Liabilities

Correct final accounts of a business can be prepared in the records those are
maintatned under the double entry system. However, where the recond is incomplete,
and i1 is not all possible to complete it by double entry, in such cases the final
accounts can be only approximately preparcd by means of a statement of affairs. In
appeacance (he stutement of atfaics js stmular to a balance sheet. For this purpose, twao
comparative statements of affairs are prepared — one at the commencement of the vear
and other at the end of the vear. The excess of the assets over the hahilities as shown
by the statement will represent the capital of the fiem. M capital at the emd shows an
increase as compared to the wmount of vapital at the stant the difference will represent
profit, aml if the capital 23 the end 15 less than the capital at the beginning the
difference will be Toss. In this calcwiation. however, 1wo more factors should be taken
(1o ACCOUM.

1. Where fresh capital has been introduced vto the business during the account
peniod, the closing capital may be taken 10 have been increased to that extent. To
arvive at the true profit or loss. therelore. the amount of fresh captal mbroduced 15
deducted from the chosing assels as dowrmined under such circumstances,
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2. Where drawings have been made by the proprietor during the accounting period,
such drassings reduce the minount of capiil at the ¢lose. In order to calculate ne
profit, it is necessary therefore that amount withdrawal should be added 1o the
capitil at the close, before deducting from it the capital at the beginning,

Formmuda Tor determining the net profit 1s put as follows;
{Capital at the End + Drawings — Additional Capital Introduced) —
Capttal in the beginning
3.1 How ta Prepare Statement of Affairs?

At the time of tiquidation of company, a very important statenient is made for showing
eshmated realizable value and liabilines expected ta rank. That stalement 15 called
statement of affairs. To prepare statement of affais is also imporant because by
making staterncnt of atfairs we can know what amount of surplus or deficiency in
balance. Company Act, 1956 has given its formal. Different itenis are estimaled as per
ditferent lists. MNow, we are preparing and explaining statenient of attairs according to
the list of assets and habihities. You should remember all itemns of statement of affairs’
thoroughly. Difterence between the estimated value of assets and liabilities will be
estimaten] value of surplus or deficiency,

List A: Assers nor Specifically Pledped

First of all, woe malke the list of assets which are not an pledee. You should not take
any loan by miving 1hese pssets as securily. We write these assets” cstimaled realizable
value instead of book value because creditors are interested to know what amount they
will receive aller seliing of these assets in market. Yalue of call in arca witl be assets
under list A4, 1o these assets, we can include:

(i} Balance at bank

(il Cash in hand

(i) Marketalrle Securities

{iv} Bills Receivable

{v) Trade Deliors

{vi] Loan and Advance

{vil) Lnpaid calls

{(vili) Stock in trade

{ix] Freelisld property

(x) Leaschold preperty

{xi) Flant and property

(xii} Furnitore Fittings. tensils ete.
(%131} [nvestrient other than marketable securities
{xiv] Livestock

{xv} Other property

Livg B Assets Specifically Pledged

It hist B, we mclude estimated realizable value of all the asscts specially monpgaged.
pledged, v Diherwise fiven as seconity, We glso classify Lhese pledged assets into
uRder possession of company and not under the possession ol company. We will



calculate surplus or deficiency after deducting these assets' estimated realizable value 191
from amount of secured Joan and then adjusted it in estimated realizable value of nsolvency Accounts
assets which are not pledged.

Assets (A) (B) © (D)
ﬁfecmccl:ally Estimated Secured (If Secured (If Secured
edge Realizable Value Creditors Creditors are more Creditors are less
than Estimated than Estimated
Realizable Value) Realizable Value)
XXXXXX XXXXXX B)-(A) (A)-(B)

List C: Preferential Creditors

Now, we deduct preference creditors of list C from the total of List A and List B
amount,

List D: Debenture holders Secured by a floating charges

The balance after deducting list C preference creditors is used for deducting the
amount of debentures secured by a floating charges and its payvable interest.

List E: Unsecured Creditors

The balance of assets after deducting list D debenture holders amount is used for
deducting the amount of unsecured creditors.

List F: Preference Shares

In this list, we include all the payable amount of preference shares which is deducted
from realizable asset's balance after deducting list E's liability.

List G: Equity Shares

In this list, we include all the payable amount of equity shareholders which is
deducted from realizable asset's balance after deducting List F's liability. For
calculating equity shares exact value, we deduct irrecoverable unpaid calls.

List H: Surplus or Deficiency
Balance will be surplus or deficiency which will be included in list H.

Suppose, the following particulars are given in respect of the position of Shri
Reckless:

4

Freehold Property (expected to realise ¥ 25,000) 36,000
Plant and Machinery (expected to realise ¥ 10,000} 45,000
Stock in Trade (iarket value ¥ 56,000) 65,000
Book Debts—Good 10.000
Doubtful (expected to realise 60%) 20,000
Bad 6.000
Sundry Creditors for goods supplied 1,10,000
Loan Creditor (having a mortgage on buildings) 20,000
Bank Overdrafl (having a lien on stock) 70.000

Bills of Exchange n hand. all good 8,000
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Bills of Exchange discounted (of which T 2,000 are expected to be dishonoured) 5.000

Shares in 4 Ltd. (market value. T 3,500) 2.000
Cash in hand 100
5 months” wages due to clerk 750
Taxes due to Government and Municipal Corporation 150
Capital introduced originally 10,000

The position may be presented as under:

Balance Sheet of Shri Reckless

as on....
Liabilities Amount | Assets Book Realisable
value value
4 4 4 4
Sundry Creditors 1.10,000 Freehold Property 36.000 25.000
Add: Bills Discounted 2.000 | 1.12.000 | Plantand Machinen 45,000 10.000
Stock-in-trade 65.000 36.000
Loan Creditors Sundry Debtors:
thaving a mortgage on Good 10,000 10.000
freehold property) 20.000
: Doubtful 20.000 12.000
Bank Overdraft
(having a lien on stock) 70.000 Bad 6,000 -
Wages due 1o clerk 750 Shares in 4 Ltd. 2,000 3.500
Taxes due to Government and Bills Receivable 8.000 8.000
Municipal Corporation 150 | Cash in hand 100 100
Deficiency
(balancing figure) 78.300
2.02,900 1,92,100 2,02,900

Proprietor’s Capital has not been included in the “Balance Sheet” because the purpose
is to show how much will be the deficiency as far as creditors are concerned.

9.3.2 Form

The Insolvency Acts are not satisfied by the statement prepared above. The statement
has to be presented in a statutory form. The form requires the liabilities and assets to
be grouped and shown in a certain way. It will be seen from the above illustration that
there are certain creditors who have no security. Others have sufficient security to
cover their claims in full and some have some security but not sufficient to cover their
claims fully. The following have no security.

4
Sundry Creditors 1.10.000
Creditors for dishonored bills ot exchange previously discounted 2.000
Clerk for wages 750
Government and Municipal Corporation 150
Total 1,12,900

The loan creditor claims T 20.000 but he has as security the freehold property. which
is expected to realize T 25.000. He. therefore, is fully secured. Further, he will have to
give up the surplus of T 5,000 to the Official Receiver for distribution among other



creditars. The Bank chums ¥ 70,000 but bas as securly stock-in-trade which is 193
expected to realize T 56,000 only. The Bank will sell the stock and adjust T 56,000 ISRpGE e S
against the overdrafi and claim another 3 14,000 from the Official Reveiver, The Bank

15 parlly securcd,

Thus, from the point of view of security, the credinors are:
a8 llnsecured
®  Fuliy secured

#  Partly secured

9.3.3 Preferential Creditors

ul of the unsecured creditors, some have to be paid, under the law, hefore others.
Such creditors are known as prefecential. By law, the fellowing are the Preferential
Creditors:

{a) Ali debis due to Government or local authority.

{h) The salary of any clerk 1n respect of services renderad 1o the insolvern duriny four
maonths before the dare of the presentation of the petition, not exceeding 300 for
each such cletk. {In case of the Provincial Inselvency Act, the maximum anuomunt

por clerk s € 20).

{r) The wages of any servant or labourer in respect of services rendered to the
insolvent during four months before the date of the presentation for the petition
ol exceeding T 100 for each, such labourer or secvant (¥ 20 1n case of Provincial
insolvency Act),

{d) Rent due 1o the landlord not exceeding ene month’s rent. {Rent is not preferential
under the Provincial insolvency Act.)

In the example given above, the clerk has to get T 750, His claim will be preftercntial
to the cxtent of ¥ 300; the remaining T 450 beinp treated as unsecured, Taxcs due to
Govemment will be preTerential, Therefore, in the above illuslration, prefercntial
creditors are T 450 ie, 3 300 + Z 150, The remainders are unsecured creditors which
will now amount 102 1, 12,450, The above-mentioned debis are pavable in full but if
the asseis of the debtor are not sufficient to pay all these debts. they will rank equally.
These debis must be paid at once except 1o the extent the Official Receiver retaing
money for purposes of expenses and administration.

‘Thus, the creditors come to be split under four categories—unsecwed, fully secured,
partly secured amd preferential. The debtor has to prepare separate lists for each of
these catepories g0 comtaining the names of unsecured creditors is marked “List A™
that comtaining particulars of fully sccured credntors is marksd “List B that
containing the names of partly secured creditors is marked “List € and that giving
names of preferemial creditors is marked “List D", Ox the assets side, property is
listed in “List E” hook debts in “Tast F™ and bills of exchange i hand in “List G, The
deficiency account is labeled as “List H™.

While preparing the statement of aflairs. the follvwing points have to be noted:

{2} The assets which have been monzaged or charged in Favowr of fully or pactly
seeured creditors must not be included on the assets side. 1F any sucplus is lell
aber paying fully seeurcd ereditors, it should be shown on the assets side unless
the surplus is to be wiilized fin payog patly secured creditors. Mo amount witl be
citered in the outer cohimn agamst fully seowed crediors; bt the amount aloag
with the cstimated valse of secwrity should be shows in the inner column. Against
partly secured creditoes, the smount remaining unpaid after thzation of sevarity
15 1o be shown i the outer column,
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(b) Preferential creditors are shown on the liabilities side without the amount being
shown in the outer column: the amount of preferential creditors is deducted from
the assets side. (This is because these creditors are pavable in full.)

(c) On the extreme left hand side, a column, “gross liabilities™, is to be provided. This
does not enter into calculations but shows all liabilities including contingent
liabilities at full figures. The outer column on the liability side is labeled
“Expected to Rank.”

(d) On the assets side, two columns are provided, one to show book value and the
other to show “Expected to produce”.

Statement of Affairs of Shri Reckless

as on...
Gross Liabilities Expected | Property and Assets | Book Expected to
Liabilities to Rank value Produce
4 3 K4 L4 3
**1.15.450 | Unsecured Creditors Property as per List
as per List 4 1.12.450 | £:
20.000 | I'ully Secured Creditors Cash in hand 100 100
as per List B 20.000 : Shares in 4 Ltd. 2.000 3,500
Estimated Value Plant and
of sceurity 25.000 Machinery 45.000 10.000
Surplus carried Book Debts as per
to contra (or List F:
other side) 5.000 Good 10,000 10.000
70,000 | Partly Secured Creditors Doubtiul 20,000 12,000
as per List C 70.000 Bad 6,000 -
Estimated value Bills of Exchange as
of security 56.000 14,000 | per List G: 8,000 8,000
Surplus as per contra - 5,000
450 | Creditors for taxes and 91,100 48,600
wages as per Preferential creditors
List D, deducted as for taxes and wages
per contra 450 as per List D.
deducted {per contra) 450
48.150
Deficiency as
explained in List H 78.300
| 2.05,900 1,26,450 1,26,450

** The gross Hability for unsccured creditors is 2 1,015,450 because to  1,12.4350, ¥ 3000 in respect of liability for
discounted bills shoutd be added i.e. for purpose of gross liability the full 3000 for bills discounied should be
included.

The statement ot affairs is only a special sort of balance sheet.

Some points to be remembered:

Besides, the ordinary creditors for goods, unsecured creditors will include bills
payable, bills discounted likcly to be dishonoured, liability likely to arise in respect of
any other contingent liability and the private liabilities of the debtor (if the debtor ts an
individual). All these amounts should be added and written as one figure in the
Statement of Affairs.

Creditors often have first or second charge over some of the assets. Those who have
first charge will have priority for recovering their clainm out of the sale proceeds of the
asset under charge. I any surplus is left, then only creditors having second charge will
be able to get something.



Suppose the position is as follows:
® A having first charge on buildings ¥ 25,000
e B having second charge on buildings ¥ 30,000

[f the building is estimated to realize only ¥ 20,000, A will be partly secured, since the
amount is insufficient to meet his claim fully; B will be unsecured, since no surplus is
left after paying A. If the amount expected to be realized by sale of buildings is
% 45,000, A will be fully secured and B will be partly secured because, against his
claim of ¥ 30,000, the surplus left after paying A will be T 20,000, i.e., 45,000-~25,000.
If the building realizes ¥ 60,000, both A and B will be fully secured (although B in
fact will be paid after A) and there will be a surplus of ¥ 5,000 to be utilized for
payment of unsecured and preferential creditors.

Example: Mr. P of Mumbai, finding himself unable to meet his creditors, has to
prepare a Statement of Affairs for which the following particulars are available:

Leasehold Property X |, 00,000 estimated to realise ¥ 90.000.
Plant and Machinery ¥ 40,000 estimated to realise ¥ 30,000.
Stock in Trade ¥ 20,000 estimated to realise ¥ 14,000;

Book Debts. Goods T 60,000; Doubtful ¥ 5,000 estimated to realize 50%: Bad,
% 14,000.

Bills in hand T 3.750.

Life Policy for I 25.000 whose surrender value i1s ¥ 5,000 held by the insurance
company against a loan of ¥ 2,000.

Household Furniture ¥ 3,600; Household Debts % 2,90Q.
Bills Discounted ¥ 6,000; % 2,000 likely to be dishonoured.
Loan on mortgage of Leasehold X 50,000; Cash in hand ¥ 100.

Bank Overdraft secured by personal guarantee of P’s brother and second mortgage on
Leasehold ¥ 50, 000.

Unsecured Creditors ¥ 1,50,000. Loan from N ¥ 2,500 secured by a second charge on
life policy. Ground Rent on Leasehold for three months accrued ¥ 250.

He could not pay his office clerks’ (two in number) salaries for six months, T 1,500
and also rates and taxes amounting to < 1,500.

Prepare the Statement of Affairs.

Solution:

Notes: The unsecured creditors are as follows:

3
Household debts 2,900
Bills discounted likely to be dishonoured 2,000
Unsecured creditors 1,50,000
2 month’s rent (one month's rent is preferential) 167
Clerks™ salary {(in excess of ¥ 300 per clerk) 900

1,55,967
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The fully secured creditors are as follows:

Amount Security

4 4

Insurance Co. 2,000 5.000
N 2,500 -
Loan on mortgage of leasehold 50,000 90,000

The Bank will be partly secured because after meeting the first charge on leasehold,
¥ 40,000 will be left and that will be insufficient to meet the bank overdraft fully. The
personal guarantee of P’s Statement of Affairs.

The preferential creditors are as follows:

4

One month’s rent 83
Salaries of two clerks 600
Taxes due 1,500
2,183

9.4 DEFICIENCY ACCOUNT (BANKRUPTCY OF
COMPANY)

When any company becomes bankrupt, at that time, deficiency account is prepared.
This account shows the reasons of company's deficiency. Company's deficiency may
be happened due to high level of losses, decrease the value of assets or any other
reason. This account i1s not made on double entry system. But this account is the
statement of simple calculations. First of all, we make the list of items which either
contribute the deficiency or increase the deficiency. After this, we deduct the items
which either reduce the deficiency or contribute the surplus.

Following is its proforma:

Particular Amount ()

{A} Items contributing to deficiency or reducing surplus

. Excess of capital and liabilities over assets as shown by balance shect XXXXX
2. Net dividend and bonus declared during the period from end of financial XXXXX

vear to the date of statement of affair. :
3. Net Trading losses KX XXX
4. Losses other than wading losses written ofl or for which provision has NXXXX

been mmade in the books during the same period.

5. Estimated losses now written off or for which provision has been made

for purpose of preparing the statement XXXXX
6. Other items contributing to deficiency or reducing surpius XXXXX
|

{B} Less Item reducing deficiency or contributing surplus XXXXX
. Excess of assets over capital and Liabilities XXXXX

2. Netwrading profit XXXXX

3. Profit and income other than trading profit during the same period XXXXX

4. Other hem reducing deficiency or contributing surplus XXXXX

Deficiency or Surplus as per statement of Affairs XXXXX




9.5 PROBLEMS ON INSOLVENCY ACCOUNTS

Some of the problems in Insolvency accounts are given below.

Accounting Problems on the Calculation of Different Forms of Creditors

Example: Mr. X of Calcutta, finding himself unable to meet his creditors, has to
prepare a Statement of Affairs for which the following particulars are available:

Leasehold Property ¥ 1,060,000, estimated to realise ¥ 90,000; Plant and Machinery
T 40,000, estimated to realise T 30,000; Stock-in-trade ¥ 20,000, estimated to realise
T 14,000; Book Debts; Good T 60,000, Doubtful ¥ 5,000, estimated to realise 50%;
Bad Debts T 14,000.

Bills in hand ¥ 3,750.

Life Policy for% 25,000 whose surrender value is ¥ 5,000 held by insurance company
against a Loan of ¥ 2,000.

Household furniture ¥ 3,600: Household Debt T 2.900; Bills Discounted ¥ 6.000:
T 2,000 likely to be dishonoured. Loan on Mortgage of LeaseholdX 50,000.

Cash in hand % 100.

Bank Overdraft secured by personal guarantee of X’s brother and second mortgage on
Leasehold, % 50,000.

Unsecured Creditors ¥ 1,50,000: Loan from N. % 2,500 secured by a second charge on
life policy. Ground Rent on leasehold tor three months accrued ¥ 250.

He could not pay his office clerk’s {(two in number) salaries for six months, ¥ 1,500,
and also rates and taxes amounting to ¥ 1,500.

Prepare a Statement of Affairs.

Solution:

Before preparing the Statement of Affairs of Mr. X., we are to calculate the different
forms of creditors:

(a) Calculation of Total Unsecured Creditors

Z

(i) Unsecured Creditors 1,50,000

(i) Bills Discounted (likely to be dishonoured) 2,000

(it1y Household Debts 2.900

(iv) Salary of office clerks @ T 300 x 3 900

(v) Outstanding rent (two months’ rent is preferential i.e.,, 250 x 2/3) 167
1,55,967

(b) Calculation of Fully Secured Creditors

4

(i) Loanonmorteage on leasehold 50.000

(i) Insurance Co. (as the surrender value is ¥ 5,000 both Mr. N
and Insurance Co. can be {ully covered having a surplus of T S00) 2,000

(i) Mr.N 2.500

_54.500
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(c) After meeting the first charge on leasehold. only ¥ 40,000 is left which is not
possible to meet the Bank Overdraft fully. As such. Bank will be partly secured.

Personal guarantee of X's brother cannot be considered at all.

(d) Calculation of Preferential Creditors

(i) Outstanding Rent R
(ii) Clerk’s Salaries

(i) Outstanding taxes

250 x 1/30)

Preparation of Statement of Affairs and a Deficiency Account

Fxample: From the following Trial Balance of Mr. X who commenced business on
tanuary 1,7 1990, you are asked 1o prepare a Statement of affairs and a Deficiency

Account:
4 4
Cash 2.300 | Creditors (Unsecured) 1.80.000
I Stock-in-trade 6,660 | Sceured Creditors 235.000
Debtors (All good) 1,30,000 Preferential claims for
: ‘ent. rat d 1axes
urniture 2.820 rent. rates and taxes 1,900
apital
Investment in Shares 5.000 Gapita L3500
p 1988.1 355
. Value of securities held by creditors 35.000 roli (1388, L69) 33,540
| 155 (1990) 25,000
{ Drawings (up to Dec. 1990) 69,160
_— 2,75.940 275,940
v lution:
Statement of Affairs of Mr. X
as at 31" December 1990
| Gross Liabilities Expected | Property and Assets | Book |Expected
|t iabilities to Rank Value | to
| Produce
4 g 54 4 4
5.80.000( Unsecured Creditors as Property as per List ‘£
per List °4’ 1.80.000 Cash 2.300 2,300
| Stock-in-trade 6.660 6.6601
2.500{ Fully Secured Creditors Furniture 2,820 2,820
as per List "8 Investments 5.000 5,000
Creditors 2.500 Debtors as per List ‘£ | 1.30.000] 1.30.000
Estimated Bills of Exchange
Value of security 3,500 as per List ‘G’ - -
Surplus as per Surplus as per contra - 1,000
Contra 1.000 156,780
Preferential Creditors
Paruy Secured Creditors deducted as per contra
as per List " C” list D 1,900
1,900 Prc[crcn_lm! Cl'f_‘dl!()ll\ o A 1.54.880
as per List "D 1900 Dehicieney as per list
Deducted as per contra 1960 Nil{-ir 25.120
J J [.80.000 1.80.000




Deficiency Account

£4 4
Excess of assets over Loss 25.000
liabilities as on 1% Jan. 1988 13,500 | Drawings 69,160
Profits 55,540
Deficiency
—as per Statement of Affairs 25.120
94,160 94,160
Missing Information:

Sometimes the full information relating to the Deficiency Account is not available. In
that case, students are advised to prepare a trial balance on the basis of book value
figures and not on the basis of estimated realisable value and calculate the difference
between the totals of the two sides which, in other words, should be considered as the
value of missing information.

Preparation of Statement of Affairs and Deficiency Account

Example: From the following information prepare a Statement of Affairs and
Deficiency Account of Mr. Ashis Sadhukhan who was declared insolvent under the
Provincial Towns Insolvency Act:

His capital was % 7,000 and his drawings were ¥ 7,000.
His assets consisted of:

(1) Book Debts ¥ 10,000 of which ¥ 8,000 was considered good and the balance
estimated to produce ¥ 1,000.

(i1) Stock (book value X 15,000) gstimated to produce T 9,000.

(it1) Machinery (book value ¥ 16,000, cost Price ¥ 18,000) estimated to produce
% 11,000.

(iv) FreeRold house (private property) valued at ¥ 12,000 the debt of which was lodged
with the bank as security for an overdraft on business account ¥ §,000.

{v) His life policy (surrender value ¥ 6,000) was given as a part security for a private
loan of ¥ 10,000. His unsecured creditors amounted to ¥ 40,300 and he owed
T 500 to his clerk as salary for two months just preceding the date of his
insolvency.

Solution:

From the above problem, it becomes necessary to prepare a trial balance in order to
calculate the missing information refating to profit and losses of the business i.e., for
preparing Deficiency Account. It should be remembered that at the time of preparing
trial balance, private assets (i.e., Freehold House, Life Policy etc.) and private
l1abilities (i.e., loan) are not to be considered at all.

Moreover. book values of assets are to be taken into consideration and not the cost
price.

£4 4
Drawines 7.000 | Capital 7.000
Book Debt 10.000 | Oxerdrati 8.000
Stock 15.000 | Unsccured Creditors 40300
Machinen 16.000 | Ouistanding Salary 500

Accumulated Losses
(B3al. tig. or missing information) 7.800
35,800

N

3.800
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Statement of Affairs of Mr. X Ashis Sadhukhan

as al.;usvssomssnesses
Gross Liabilities Expected Property and Assets Book | Expected
Liabilities to Rank value |to Produce
4 (4 T k4 k4
40,600| Unsecured Creditors as Propertv as per List ‘£~
per List "4’ 40,600 Stock 15,000 9,000
54,500| Fully Secured Creditors Machinery 16.000 11.000
as per List "B’ Debtors as per List "F~
Overdraft 8,000 Good 8,000 8,000
Estimated value of Doubtful 2,000 1,000
securities 12.000 Bad - -
Surplus Bills of Exchange as per List "G~ - -
—per Contra 4,000 29.000
10.000| Partlv Secured Creditors Add: Surplus as per contra 4.000
as per List "C~ 33.000
Private loan 10.000 Preferential creditors as
Estimated value per List 'D”
of security 6.000 4,000 —per Contra 200
32.800
200| Preferential Creditors Deficiency as per List "~
as per List "D’ (bal. fig) 11.800
Salary 200
Less: Per contra 200 R J
44,600 J P 44_60401
Deficiency Account
L4 R
Surplus Excess of assets over Drawings 7.000
Liabilities 7,000 | Accumulated losses
Private assets introduced (from T.B.) 7.800
Further life Policy: 6.000 Loss on realisation:
Freehold Property 12.000 18,000 | Stock (15.000 —9.000) 6,000
Machinery (16.000 — 11.000)  5.000
Deficiency A/c Debtors {2.000 - 1.000) 1.000 12.000
—as per Statement of Affairs 11.800 | Losses for fresh loan 10.000
36.800 36.800

Notes: it has been pointed out above that while preparing Trial balance private assets
and private liabilities are not to be considered at all. But the same are to be taken into
consideration while ascertaining insolvency losses. Private assets either increase
capital of the proprietor or increase assets in the Statement of Affaurs. In the present
case, however, as private assets have been given as security, as such, liabilities have
been reduced and that is why the same is not shown as an asset.

Accounting Problem on Partnership

Example: On 31™ August 1998, an order of adjudication as insolvent was made
against X and Y who carry on partnership business.

The balances in the firm’s book as on that date included the following:

4
(1) Trade Creditors 1.29.000
(i) Preferential Creditors 11,700

(ui) Bank Overdraft [holding security of the firm’s assurance policy lor
330,000 on the life ol Y (surrender value % 10.000) and assurance
policy for T 1.00.000 on the life of X (own policy surrender
value T 48.000)] 1.27.000



(iv) Plant and Machinery (estimated to produce 70,000)
(v} Fixtures and Fittings (estimated to produce Z 27,500)
(vi) Stock-in-trade (estimated to produce ¥ 54,000)
(vii) Investments (estimated to produce ¥ 2,500)
(viii) Policy on life of Y (as above) estimated to produce ¥ 10,000
(ix) Debtors:

Good

Doubtful (estimated to produce I 3,000)A

Bad Debts
(x) Cash in hand
(xi) Capitat:

X 1,40,000

Y 1,00,000

1.43.000
45,000
75,000
10,000
10,000

43,000
6,000
10,000
500

2,40.000

During the 13" months to 31 August 1998 X drew ¥ 40,000 and Y T 30,000. Private
assets of X and Y amounted to ¥ 4,000 and ¥ 3,000, respectively. Book Values
of these assets were ¥ 7,000 and T 5,000, respectively. Y had private liabilities of

% 12,000.

You are required 1o prepare:

I. Individual partner’s Statement of Affairs and Deficiency Accounts.

2. The firms Statement of Affairs and the Deficiency Account.

Solution:
Gross Liabilities Expected | Property and Book value Expected to
Liabilities to Rank Assets Produce
i 4 z 4
48.000 | Partly secured Capital less
creditors: Firm'’s B.O. 48.000 Drawings 1.00.000 —
Less: Izstimated value Other Assets 4,000
ol securny 48.000 —
Surplus as per
Surplus Afc
(transter to the firm’s
Statement of Affaus) 4,000
4,000 1,07,000 4,000
Notes: 1. X's Statement of Affairs has not been prepared in proper form.
2. Firm’s capital is treated as privale investments, i.e.. assels.
Surplus Account
4 %
Excess of private asscts over Loss on realisation of asscts:
private labiliuces 1.55.000* | Investments (1.40.000 —40.000) 1.00.000
Other Assets (7.000 — 4.000) 3,000
Firm’s Liabihty 48,000
Suspense—
—as per Stalement of AlTairs 4.000
1.55.000 1.55.000
L

*Ihe surplus or exvess of private assets over private habilitics has been caleulated as under?

54
Investments (in the irm) (1.40.000 — 40.000) 1.00.000
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202 Other assets (Book Value) 7.000 —
Financial Accounting Surrender Value of Life Policy 48,000 —
Private Capital 1 (bal. fig.) — 1.55.000
1,533,000 1.55,000
Y’s Statement of Affairs
as at 31°' August 1998
Gross Liabilities Expected to Property and Book Expected
Liabilities Rank Assets Value to Produce
4 4 4 4
12.000 | Private Liabilities 12.000 | Capital Less
Drawings 70.000 -
Other Assets 5.000 3.000
Deticiency as per
Deficiency Afc = 9.000
12,000 75,000 12,000
Deficiency Account
¥ ¥
Excess of private assets over private habilitics 63.000 | Loss on realisation of assets:
Investments 70.000
Deficiency (as per Statement of Affairs) 9.000 | Other Assets 2.000
72,000 72,000
Firm’s Statement of Affairs
_ as at 31°' August 1998
Gross Liabilities Expected | Property and Assets Book | Expected
Liabilities to Rank Value (to Produce
® ® ®) ® ®
1.29,000(Unsecured creditors as Property as per list ‘E’
Per list ‘'4° 1.29.000 Cash in hand 500 500
~|Fully secured creditors Investments 10,000 2,500
as per list ‘B’ Stock-in-Trade 75,000 54.000
Partly secured Fixture and Fittings 45.000 27.500
creditors as per ‘C’ Plant and Machinery | 1.43,200 70.000
1.27,000 Bank Overdraft |1,27,000 Surpius from X's private
Less: Paid by X 48,000 estate — 4,000
79.000 Debtors as per list 'F"'
Less: Estimated value Good 43.000 43.000
ol security 10.000|  69.000| Doubtful 6,000 3.000
Bad Debts 10,000 —
11.700|Preferential Creditors Bl'//snofiexc"hange as per
as per list 'D’ 11.700 list °G 2,04 500
Less. Per contra 11.700 —|Preferential Creditors as
per list ‘D’
deducted
—per Contra 11,700
1,92.800
Deficiency as per list 'H' 5.200
1,98,000 1,98,000




Before preparing the Deficiency Account, we are to prepare the following Trial
Balance in order to find out the profit or loss of the firm:

Trial Balance of the Firm

Deficiency as per Statement of Affairs 5.200

2,97,200

Investments
Stock-in-Trade
Fixture & Fittings
PPlant

Debtors

Accumulated Losses (as per T.B.)

b4 4
Plant and machinery 1,43,000 | Trade Creditors 1,29.000
Fixtures and Fitting 45,000 | Preferentiat Creditors 11,700
Stock-tn-trade 75.000 | Bank 1,27.000
Investments 10.000 | Capital:
Y’s Life Policy 10.000 X 1.40.000
Debtors: Y 1.00.000
Good . 43.000
Doubtful 6.000
Bad Debts 10.000
Cash-m-hand 500
Drawings:
X 40,000
Y 30,000
Accumulated Losses (bal. fig.) 95,200
5,07,700 5,07,700
Deficiency Account
b4 4 b4
Excess of assets over liabilities 2.40.000 | Drawings
Surplus froim X's estate 4.000 X 40,000
X’s life policy used for Y 30,000  70.000
Bank Overdratt 48,000 | Loss of Realisation of assets:

7,500
21.000
17.500
73,000
13.000( 1.32.000

93.200

2,97,200

Preparation of Statement of Affairs and Deficiency Account

Example: The assets of Mr. Z on 30

th

court and estimated his deficiency to be ¥ 90.000.

June 1990, as shown by his books of accounts.
were T 1,68,000 and his liabilities ¥ 1,32.000. He filed an Insolvency petition in the
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After making the above estimate he found that the following iteimns were not passed
through his books of account:

(a) Interest at 6% p.a. on his capital from 1*' January 1990.
(b) A contingent liability of ¥ 7,500 for bills discounted by him for ¥ 15,000,

(c) Amount due as wages — T 900; as salaries — ¥ 2,100, as Rent — T 900; as Rates
& Taxes— ¥ 600.

Prepare Mr. Z’s Statement of Affairs and his Deficiency Account.

Solution:
Statement of Affairs of Mr. Z
as at 30™ June 1990
Gross Liabilities Expected Property and Assets Book | Expected
Liabilities to Rank Value |to Produce
k4 04 84 4 4 4
*1LAT900| Unsectved creditors as Properiy as per list 'E'
perlist "4’ 1.40.400 )| Sundry Assets 1.68.000 42.000°
Fullyv secired creditors Book debts as per list 'F' = =
as per list 'B’ Bills Receivable as peilist "G’ - -
Parily secured creditors 42.000
as per list 'C’ Less: Preferential creditors
‘ 3.600| Preferential creditors as as per contra 3.600
per list 'D' 3.600 38.400
l Deducted as per contra (3,600 Deficiency as per list 'H' 1,02.000
! 1,40,400 1,40,400
Workings
- v.nsecured Creditors + Estimated Realisable Value:
Gross Expected to Rank
k4 4 k4
“ibilities 1,32,000 1.32,000 Liabilities 1,32,000
b, on Bills Discounted 15.000 7,500 Less: Estimated Defictency 90,000
Auistanding Rent 900 900
1,47.900 1,40.400 42.000

.t Quistanding rent has been included in unsecured creditors by the application of Provinciat Insolvency Act.
Deficiency Account
4 T
! Excess of assets over habihities Loss on realisation of asscts
(1.68.000— 1.32.000) 36,000 (1.68,000 — 42.000) 1.26,000
sedcieney as per Statement of Allairs 1,02.000§ Loss on Bills discounted 7.500

Loss on account ot unrecorded
Liabilities:

Wages 900
' Salaries 2,100
Rent 500
Rates & Taxes 600 4,500

! 1.38.000 1,38,000




Preparation of Statement of Affairs and Deficiency Account of an Individual who is
declared as Insolvent

Example: From the following information prepare a Statement of Affairs and a
Deficiency Account of Mr. X who is declared insolvent on 31* December 1999. Total
credit is ¥ 62,000 including preferential creditors ¥ 1,000. Secured creditors holding a
first charge on Building I 15,000 and another secured creditor holding a second
charge on Building ¥ 14,000. Building (Book value ¥ 32,000); estimated to realise ¥
25,000; Debtors ¥ 18,000 (Bad Debt estimated ¥ 2,000). Machinery estimated to
realise (60% of book value) % 12,000. Stock (Book Value % 6,000) estimated to realise
% 4,000. Bank Balance % 1,000.

He commenced his business on 1.1.1995 with an initial Capital of ¥ 20,000. His
drawings were I 200 more than those of the previous year. His drawings were ¥ 1,800
in the year 1999.

The profit of business in first four years was ¥ 4,200. But in the last year business
incurred a loss of ¥ 5,200. He paid ¥ 4,000 to his creditor friend on 8.12.1999 by
fraudulent preterence. He gifted ¥ 1,000 to his daughter on the occasion of her
marriage on 9.12.1999. A discounted bill of ¥ 1,200 was dishonoured on 31.12.1999.

Solution:
Statement of Affairs of Mr. X
as at 31° December 1999
Gross Liabilities Expected | Property and Assets Book | Expected
Liabilities to Rank Value |to Produce
.4 E4 £ 4
37.200| Unsecured creditors Property as per list 'E’
as per list ‘4’ 37200 Cash at Bank 1.000 1,000
15.000 Full).' secured _ Stock 6.000 4,000
creditors as per list ’
‘B 15,000 Machinery 20,000 12,000
Less: Estimated Debtors as per list 'F’
value of security 25.000 Good 16,000 16,000
Surplus to creditors Bad Debts 2,000 =
having second . i .
charges 10,000 Bills of exchange as per

list ‘G’

tly secured
14000 Partly secure Less: Preferential

creditors as per list

c 14.000 Creditors as per list ‘D’ .-
33,000
Less: Estimated i ;
value of security 1.000 4.006) —per Contra 1.000
1.000| Preferential 32,000

creditors as per list Deficiency as per list
b 1,000 H 9,200

Less: as per Contra | 1,000} -

41.200 41,200
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4 4
Excess of assets over liabilities LLoss 5.200 |
on 1.1.1999 20.000 | Bad Debts 2.000
Net Profit (from 1.1.95to Expenses other than usual
31.12.99) 4.200 | business expenses since 1.1.1999
Deficiency as per Statement of Drawings 7,000
Affairs 9.200 Gift 10 daughter 1,000 | 8,000

Loss on realisation of assets:

Building 7.000
Machinery 8.000
Stock 2.000
l.oss on account of bills
discounied 1.200
33.400 33,400

Amount of Drawings to be calculated as under:

1999% 1,800; 19983 1,600: 1997 % 1.400: 1996 % 1,200; 1995 % 1.000.
Notes:

1. Gift made to daughter amounting to ¥ 1.000 is treated as Drawings.

2. % 4,000 paid to creditor friend by fraudulent preference is absolutely void and, as
such, the same has been added back to creditors as also increased by debtors for
the like amount.

Preparation of Statement of Affairs and Deficiency Account of
an Individual Who is declared as Insolvent

Example: Mr. Bad is insolvent. He supplies to you the following information as on
March 31,1990:

Creditors for goods 52,500
Salary due to clerk 700
Taxes due to Government 2,100
Bank loan secured by lien on stock of the book value of ¥ 35,000 17,500
Cash in hand 100
Furniture (expected to realise ¥ 3,500) 7,000
Stock (expected to realise 60%) 52,500
Book debts (goods) 7,000
Book debts (doubtful. expected to realise 4%) 17,500
Bills Receivable (% 5,250 bad) 8,750
Bills discounted (X 3,500 bad) 10,500
Loan from Mrs. Bad 17,500

Mr. Bad commenced business six vears ago with a capital of ¥ 43,750. He drew
% 8,750 each year for private purposes. but did not maintain proper books of accounts.
Mrs. Bad gave up her jewellery valued at% 7.000 to the receiver.

Prepare the Statement of Affairs and Deficiency Account of Mr. Bad.



Solution:

Statement of Affairs of Mr. X Bad

as at 31™ March, 1990
Gross Liabilities Expected | Property and Assets | Book | Expected
Liabilities to Rank Value to
Produce
3 4 4 4
Unsecured creditors Property as per list 'E’
0.500|as per list ‘4" 73.500| Cash in hand 100 100
17,500\ Fully secured creditors Stock
as per list ‘B’ 17.500 (52.500 — 35,000) 17,500 10,500
Estimated value of Furniture 7.000 3.500
security (60% of Jewellery from wife - 7.000
35,000) 21.000
Surplus carriers to Books debts as per list
contra 3.500 o
Good 7.000 7.000
- Partly secured Doubtful 17.500 7.000
W creditors as per C’ Nil|Bills receivable as per
Preferential creditors list ‘G’ 8.750 3.500
2,800 a5 per list ‘D' Surplus from contra 3.500
Salary & taxes 2.800 . 32100
Deducted as Less: Preferential
per Contra 2.800 —|Creditors
as per contra 2.800
39.300
Deficiency as per list
‘H' 34.200
73.500 73.500
Deficiency Account
4 4
Excess of assels over liabilities as Bad Debts as per List ‘F* 10,500
on 1* April 1994 43,750 |Expenses incurred since 1% April
Net Profit arising from carrying on 1984 other than usual business
business from 1% April 1984 1o the expenses viz.. Household
date of adjudication after meeling Expenses (8,750 x 6) 52.500
usual trade e:xpense2 11,300]|Other Losses :
Income or profit from other sources L.oss on realisation of—
since 1% April 1984 (Jewellery from Furniture 3.500
wife) 7.000 Stock (40% of 52,500) 21,000
Deticiency as per Statement ot Affairs 34.200 Bills Receivable 5,250 29.750
| LLoss on Bills Discounted 3,500
96.250 96,250
Workings:
i Calculation of Unsecured Creditors
Gross Expected to Rank
4 4
Trade Creditors 52.500 52.500
Liabilities for Bills discounted 10.500 3.500
[.oan fromn Mrs. Bad 17.300 17.300
80500 73.300
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2. The foltowing Trial Balance is to be prepared for the purpose:

Trial Balance

T 4

Cash 100 | Creditors 52,500
Furniture 7,000 | Outstanding Salary 700
Stock 52,500 | Owtstanding Taxes 2,100
Debtors (7,000 + 17,500) 24.500 | Bank Loan 17.500
Bills Receivable 8.750 | Lean from Mrs. Bad 17.500
Drawings (8,750 = 6) 52.500 | Capnal 43.750
Accumulated Profit (bal. fig.) 11,300

1.45.350 1.45.350

3. It has been assumed that Mrs. Bad had given loan from her “Stridhan™ and. as such. the same has
been included in unsecured creditors.

Preparation of a Deficiency Account and Statement of Affairs

Example: On 31* December 1994 Sarbasanta files his petition in bankruptcy on which
date the receiving order was made. You are instructed by the official receiver in
bankruptcy to assist the debtor in the preparation of a Deficiency Account and
Statement of Affairs.

Your investigations disclosed the following:

Assets Book value Estimated to
Produce
£4 4

Freehold Property subject to a first mortgage thereon
having been given to fully secured creditors and a

wcond charge to partly secured creditors | 1,20,000 1,00,000
Stock-in-trade 57,000 39,000
arniture 7,000 3,000
‘ook Debts:
Good 61,000 61,000
Doubtful 27,000 20,000
Bad 17,000 -
Bills Receivable 3,000 -
“ash in hand 1,000 1,000
Liabilities

His liabilities amount to ¥ 3,50,000 of which ¥ 74,000 was fully secured, ¥ 38,000
partly secured; Liabilities for rent, wages etc. were I 4.500 claimed to be preferential.
I'here was also a contingent liability of bills under discount of ¥ 27,400 of which
T 2,000 was expected to rank.

He has household furniture of the estimated value ot ¥ 2,500, and life policies of the
surrender value of ¥ 6.000. The two latter items were not in his books of accounts.

Out of liabilities for rent etc. T 2,000 was admitted as preferential.

On 11,1992 his capital was 3T 1.30.000.



During the three intervening years, trading results. interest on capital and drawings 209
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were:
Trading Results Drawings Interest on Capitals
4 4 ]
To 31.12.1992 4.000 (Profit) 8.000 6.000
To31.12.1993 75,000 {Loss) 10.000 6,500
To31.12.1994 i 15.000 1,500

Out of drawings Mrs. Sarbasantas purchased ornaments for ¥ 5,000 which she offers
to Mr. Sarbasanta for paying loans. These are estimated to fetch ¥ 6,000, ¥ 30,000 loss
in 1993 (included in T 75,000 above) was due to speculations.

Solution:

In order to find out trading loss for 1994 the following trial balances as well as the
capital accounts are to be prepared:

Trial Balance

4 4
Freehold Property 1.20.000 | Liabtlities (already given) 3.50.000
Stock 57,000
Furniture 7.000
Debtors 1,05,000
Bills Receivable 3,000
Cash i 1.000
Capital (overdrawn) (bal. fig.) 57,000

3,50,000 | 3,50,000

Before preparing the Statement of Affairs and Deficiency Account, we are to calculate
the amount of unsecured creditors:

Unsecured Creditors:

4 k4
Total Liabilities (already given) 3,50,000
Less: Fully secured creditors 74,000
Partly secured creditors 38.000
Preferential (claimed) 4.500 1.16.500
2.33,500
Add: Preferential clatins disaliowed but treated as unsecured 2.500
(Bills Receivable expected to rank) 2.000 4.500
2.38.000
. Gross Liabtities
Unsecured Creditors 2.38.000

Add: Liability for bitls discounted 25.400 2.63.400



210

Financial -

Statement of Affairs of Mr. Sarbasanta
as at 31° December 1994

Gross . Expected ) Book Expected
Liabilities Liabjlities to Rank Fropertyand Assefs value |to Produce
4 4 4 4 4
2.63.400) Unsecured Creditors as Property as per list £
perlist 4" 2.38,000( Cash ] 1.000 1.000
74.000) Fully secured creditors Stock-in-trade 57,000 39.000
as per list ‘B’ 74.000 Fumiture 7.000 3,000
Less: Estimated value ’ Debiors as per list 'F'
of security 1.00.000 Good 61.000 61.000
26‘000 Doubtful 27,000 20,000
Surplus transferred to _Bad ) £7.000 -
) . Bills of exchange
parily secured creditors -26.000 -
o as per list ‘G 3.000 =
38.000| Partly secured creditors
Pl A Household Property
as per List 'C 38.000 Fuiritice B
Less: Value of security 26.000 12.000 o . 2.300
- ; Life’s Policies 6.000
2.000| Preferential creditors Wite"
hpeti ite’s oramenis 6.000
as per list "D 2.000 _ N . A L
Less: as P ra Less: Preferential
ess. as Per contrq 2.000 - Creditors | $46
—per contra 2.000
T 1.36.500]
Deficiency as per list 'H’ 1,13.500
2,350,000 2.30.000
Deficiency Account
4 4 4 4
Excess of assets over Loss: (1993 + 1994)
liabilities (on 1.1.1992) 1.30.000 (45,000 + 97.000) 1.42.000
Nel private assets: Drawings : |
Furniture 2.500 (8,000 + 10,000 + 15,000) 33.000
Wile's ornaments 6.000 Loss on Bills Discounted 2.000
Life Policy 6.000 14,500|Loss on Realisation:
- Freehold Property 20,000
Interest on Capital Stock-in-trade 18.000
(6,000 + 6,500 + 1,500) 14,000| Furniture 4.000
Profit (1992) 4,000 |Debtors 24.000
Lseficiency as per Bills Receivable 3,000 69,000
Statement of Affairs 1.13,500| Speculation loss 30.000
2.76.000 2.76.000

Note: It has been assumed that the ornaments were purchased not out of *Stridhan’.

Check Your Progress

( Fill in the blanks:

1. In case of

, no distinction is made between private assets and

N

business assets and similarly for liabilities.
The true financial position can be shown by preparing a sort of

Statement ot affairs is prepared under the in order to find out
the amount of opening or closing capital of the business.

The excess of the assects over the liabilities as shown by the statement will
represent the of the firm.

Balance will be surplus or deficiency which will be included in list

creditors are shown on the liabihities side without the amount
being shown in the cuter column.




9.6 LET USSUM UP

& [nsolvency 15 also an accounting term that refers o the scenario in which g
company’s Liabililies exceed ils assers.

» Firm's assets must first be wilized to pay firm’s lizbilities and. if there is a
surplus, 3 partner can ulihize his share of the surplus o pay his private liabilities.

&  Staiement of affuirs s a stwiement of capital, liabililies and assets. Statement of
affairs is prepared under the single entry system in order to $ind oul the amount of
opening or closing capiial of the business,

o To prepare statement of affairs is also important because by making statement of
affairs we can know what amount of surplus or defictency in balance,

® When any company becomes bankrupt, at that time, deficiency accoumt is
prepared. This account shows the reasons of company's deficicney.

9.7 UNIT END ACTIVITY

Mr. P of Mumbai, finding himself unable to mect s creditors, has 1o prepare a
Statement of Affairs {for wluch the fullowing particulars are available;

» [easehold Property. ¥ 1.00,000 gstimated (o realise, ¥ 90,000
¢ anl and Machinery ¥ 40 000 estimated o realise, ¥ 30,000
e Siock in Trade, T 20,000 estimated o cealise, ¥ 14,000,

« Book Debts, Good T 60,000 Doubtful ¥ 5,0 estimated to realize 30%; Bad, .

F 14,000,
¢ [illsinhapd, T 3.750.

e Life Policy for 3 25,000 whose surrender value i3 ¥ 5,000 held by the insurance
company against a loan of T 2,000,

®  Howsehold Furniture, T 3.6800; Household Debis, T 2,900,
e« Bills Discounted, ¥ 6.000; ¥ 2,000 likely 1o be dishonouged.
®  Loan on mortgage of Leasehald ¥ 50,000; Cash tn hand, 7 100

»  Bank Overdraft secured by personal guaraniee of P°s brother and second morigage
on Leasehold, ¥ 5000004,

¢ Unpsecored Creditors, ¥ 1,50,000, Loan from N, ¥ 2500 securcd by a second
charge on Jife policy. Ground Rent on Leasehold for three months accrued; T 250,

o He could not pay his office clerks” {two in oumber) salaries For six mwonths,
7 1,500 and also rates and taxes amounting o7 1,508,

Frepare the Siatement ot Affairs.

9.8 KEYWORDS

Bankruptey: Bankruptcy is a legal status of a person or other entity thal cannol repay
dels 1o creditors.

Tisafveney: nsolvency is when ap oreantsation, ot individeel, can no [onger meet its
hinaneial oblipations with its lender or lenders a3 debts become due.

Partnerships: A parinership is an prarzement i which two or more individuals share
the profits and liabikitses of a busimess venlure.

T
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212 Statement of Affair: The Statement of Affair is a summary of a Company’s assets and

liabilities. It states the net book value and amount expected to realise at the date of
Insolvency of the business.

Financial Accounting

9.9 QUESTIONS FOR DISCUSSION

1. What is the difference between insolvency of individuals and partnership firms?

2. Discuss Statement of Affairs.
3. How will you prepare Statement of Affairs?
4. Who are Preferential Creditors?
5. Explain Deficiency Account with the help of its pro forma.
6. A filed his petition on 31" March, 2012. and his Statement of Affairs was
composed of the following figures:
4
Creditors for goods 70.000
Loan from Mrs. 4 35.000
Bills Payable 15.000
Creditors secured by lien on shares 40,000
Creditors secured by lien on stock 15,000
Liability on Bills Discounted (estimated to rank ¥ 3,000) 17,000
Mortgage on Mill | 60,000
Creditors payable in full : 3,000
Book Debts—Good 20,000
—Doubtful and Bad (estimated to produce % 2,000) 10,000
Consignments considered good 5,000
Shares (estimated to realise ¥ 16,000) 15,000
Stock (estimated to realise T 40,000) 60,000
Cash at Bankers 100
Bills of Exchange 11,400
Mill (estimated to realise ¥ 61,000) 70,000
Machinery (estimated to realise ¥ 42,000) 45,000
Fixtures (estimated to realise ¥ 1,500) 3,000
Cottage (estimated to realise ¥ 3,000) 6,800

On 1™ April six years ago, he had a capital of ¥ 50,000. Profits were made totaling
T 45 500 in the first four vears and losses were incurred totaling ¥ 25,000 n the
last two years after allowing ¥ 2,500 per year interest on capital. Withdrawals
amounted to 3 77. 200. Prepare Statement of Affairs and Deficiency Account.

7. Mohan of Agra commenced business on 1% April, 2007 with capital of
% 3.30.000. He drew on the average % 30.000 per year. His profits for 3 vears were
Z 70.000: he did not prepare proper aceounts for the next two years. On 317
March, 2012 an adjudication order was made against him. He submits the



following information from which his Stalement of Affairs and Defietency
Account are 1o be prepared:

Z

Sundry Creditors 200,000
Mortgage on Freehold Properny 40,000
Creditors secured by Life Policy esimated to be worth T 40,000 20,000
Landlord—2 month's rent 2,000
Clerk’s salary for two months 12,0000
Municipal taxes owing 1,800
Mrs. Moban's Loan 20,000
Bills Receivable discounted andd expected lo rank 32,000
Freehold Property (estimated to realise T 2 00.000) 4, (0,000
flant and Machinery, cost T 2,00,000 less depreciation wirnten off

T 60,000, cstimated to realise T 20,000
Second mortgage on Freehold Property - L20,000
Book Debts, pood T 60,000, doubtful F 20,000, estimated to realise

2 6,000, bad T 3,000
Fixtures and Finmgs cost T 3,000, estimated 10 realise 3,500
Stock in Trade, cost £ 80,000 esiimated to realise 55,51]'[}_
Cash in hand 800

The loan by Mrs, Mohan is out of moneys given 1 her by Mohan about 5 years
AgO.

On 31st March, 2012 the Balance Sheet of A and B of Kolkata was as follows:

1.izbilities T Asseis | T
T'radc Creditors 20900 T hMachisery ] 24400
Bills Pavalile 000, Building 12,000}
Bank TE.000 | Sk | 37200
Twelve momhs’ rend 1200 Book Debls 24000
Cire eponth’s salacies 1,200 |I (' ash 1,200
Capitak:

4 15,1t

& | 2.0} T L0

ERAE | 23,300

A owed personaltly 2 10,000 and he had 1n addition to the interest in the firm, a
houese which cost T 6,000, firniture T 2_ 400 and life policies on which he had paid
premiuis amounting o ¥ 1200, B owed T 1,880 privately. lle had fumilure
costing 71200 and a life podicy on which T 5.600 had been paid as premium, The
Bank held deeds of A’s property and his hle policies. 1 became necessary Ly call
the creditors together.

The pertnership assels were valued a5 follows:

Machinery, ¥ 13,080; Buikdings, T 6,000; Bouk Debus, Good, T 12,000, Doubtful,
T 600D {estumated to realise 60%) and Bad. ¥ 6.000: Sock. T 20,000
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iU ‘ The firm had in its premises goods belonging to another tirm and which were
- lving for a fairly long time. The book value of such goods was % 7.000: the
Official Receiver estimated those at T 4,000.

A’s property was considered to be worth ¥ 6,000, his life policies, T 600 and his
furniture, T |,800. B’s life policies were worth ¥ 1,800 and his furniture, Z 600.

Prepare the various Statement of Affairs and Deficiency Accounts.

Check Your Progress: Model Answer

1. Individuals

2. Balance sheet

3. Single entry system
4. Capital

5. H

6. Preferential
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10.0 AIMS AND OBJECTIVES

After studying this lesson. you should be able to:

e Make adjustments regarding profit sharing ratio

e Prepare accounts for tremtment of coodwill
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e Construct adjustments regarding the revaluation of assets & liabilities
o Distinguish between the sacrificing ratio and the gaining ratio
e Understand the accounting treatment of reserves and accumulated profits

® Adjust the capital of each partner if at all desired as per new profit sharing ratio

10.1 INTRODUCTION

When a business enterprise requires additional capital or managerial help or both for
expansion of the business it may admit a new partner to enhance its existing resources.
In case of a sole proprietorship, it is converted into a partnership on the admission of a
new person as an owner of the business enterprise. According to the Partnership Act,
1932, no new partner can be introduced into a firm without the consent of all the
existing partners. On admission of a new partner, the partnership firm is reconstituted
with a new agreement.

10.2 ADMISSION OF A PARTNER

An existing partnership firm may take up expansion/diversification of the business. In
that case it may need managerial help or additional capital. An option before the
partnership firm is to admit partner/partners, when a partner is admitted to the existing
partnership firm: it is called admission of a partner.

According to the Partnership Act 1932, a person can be admitted into partnership only
with the consent of all the existing partners unless otherwise agreed upon. On
admission of a new partner, the partnership firm is reconstituted with a new
agreement. For example, Amit and Sumit are partners sharing profit in the ratio of
5:3. On April 1, 2009 they admitted Neha as a new partner with 1/4th share in the
profit of the firm. In this case, with the admission of Neha as partner, the firm stands
reconstituted.

As far as sharing of profits is concerned, a new partner is required to bring his share of
goodwill which is known as premium as per their agreement. Similar is the position in
case of amount of capital when again a new partner is required to bring, depending
upon his right in the assets of the existing firm. Thus, we see that there are number of
problems which arise because of admission of a new person. The important problems
are:

1 Adjustment in Profit sharing Ratio
2. Calculation of Sacrificing Ratio
3. Valuation of Goodwill

4, Revaluation of Assets and Liabilities

(=]

Adjustment of Reserves and Other Accumulated Profits/Losses

Adjustment ot Partner’s Capital

10.3 ADJUSTMENT IN PROFIT SHARING RATIO

When a new partner is admitted he/she acquires his/her share in profit from the
oy sting partners. As a result, the profit sharing ratio in the new firm is decided
mutually between the existing partners and the new partner. The incoming partner
.quires his/her share of future profits either inconming from one or more existing
partner, The existing partners sacrifice a share of their profit in the favour of new
partner: hence the calculation of new profit sharing ratio becomes necessary.



10.4 CALCULATION OF SACRIFICING RATIO

At the time of admission of a partner, existing partners have to surrender some of their
share in favour of the new partner. The ratio in which they agree to sacrifice their
share of profits in favour of incoming partner is called sacrificing ratio. Some amount
is paid to the existing partners for their sacrifice. The amount of compensation is paid
by the new partner to the existing partner for acquiring the share of profit which they
have surrendered in favour of the new partner.

Sacrificing ratio is calculated as fotlows:
Sacrificing Ratio = Existing Ratio — New Ratio
Following cases may arise for the calculation of new profit sharing ratio and
sacrificing ratio:
10.4.1 Only the New Partner’s Share is Given

In this case. it is presumed that the existing partners continue to share the remaining
profit in the same ratio in which they were sharing before the admission of the new
partner. Then. existing partner’s new ratio is calculated by dividing remaining share of
the protit in their existing ratio. Sacrificing ratio is calculated by deducting new ratio
from the existing ratio.

Example: Deepak and Vivek are partners sharing profit in the ratio of 3 : 2. They
admit Ashu as a new partner for 1/5 share in profit. Calculate the new profit sharing
ratio and sacrificing ratio.

Solution:

Calculation of new profit sharing ratio:

Let total Profit =1

New partner’s share = 1/5

Remaining share =1 — 1/5=4/5

Deepak’s new share = 3/5 of 4/5 i.e., 12/25

Vivek’s new share = 2/5 of 4/5 i.e., 8/25

Ashu’s Share = 1/5

The new profit sharing ratio of Deepak, Vivek and Ashu is:
=12/25:8/25:1/5=12:8:5/25=12:8:5

So Deepak Sacrificed = 3/5 — 12/25 = 15— 12/25=3/25

Vivek Sacrificed = 2/5 - 8/25 =10 - 8/25 =2/25

Sacriticing Ratio=3 : 2

Sacrificing ratio of the existing partners is same as their existing ratio.

10.4.2 The New Partner Purchases His/Her Share of the Profit from
the Existing Partner in a Particular Ratio

In this casc. the new profit sharing ratio of the existing partners is to be ascertained
after deducting the sacrifice agreed from his share. It means the incoming partner has
purchased some share of profit in a particular ratio from the existing partners.

219
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Example: Hem and Raj shared profits in the ratio of 3:3. Jollv was admitted as a
partner. Hem surrendered 1/5 of his share and Raj 1/3 of his share in favour of Jolly.
Calculate the new profit sharing ratio.

Solution:

Hem surrenders 1/5 of his share, 1.e., = 1/5 of 5/8 = 1/8
Raj surrenders 1/3 of his share, 1.e., = 1/3 0f 3/8=1/8
So, sacrificing ratio of Hem and Raj is 1/8 : 1/8 or equal.
Hem’s new share = 5/8§ — 1/8 = 4/8

and Raj’s new share=3/8 — 1/8 = 2/8

Jolly’s New share=1/8§ + 1/8 = 2/8

New profit sharing ratio of Hem’s. Raj’s and Jolly’s is

=4/8:2/8:2/80r4:2:20r2:1:1

10.5 VALUATION OF GOODWILL

As and when a new partner is admitted then the first problem with which the firm has
to pass, is the valuation of Goodwill. So. it is very much necessary to define Goodwill.

10.5.1 Definition of Goodwill

Goodwill is the price of reputation, good name which a firm enjoys. Reputation is
earned/ acquired by the business over a period of time. Though, it is very difficult to
define goodwill, as it is evident from the following statement of William Pickles,
known as father of accountancy. He says that it is easy to describe but difficult to
define because goodwill is an intangible asset, but not necessarily fictitious. Thus, we
can say that goodwill is a very precious asset which either cannot be seen or touched
or felt. Similarly, Dicksee has also defined goodwill as, “when a man pays for
Goodwill, ke pays for something which places him in the position of being able to
earn more than he would be able to do by his own unaided efforts”. Thus, the capacity
of business to earn more profits in the future is what it is meant by the term goodwill.
It also distinguishes between an old customer/business and a new customer/business at
its first start. According to the Economics of Accountancy (New York), “Goodhwill is
the present value of a firm anticipated excess earning”. )

The term goodwill means the value of the reputation of a firm in respect of the profit
earned in future over and above the normal profit. Goodwill is the result of the efforts
made by the existing partners in the past. Therefore, on the eve of the admission. the
new partner who is going to acquire the right to share future profits must compensate
the existing partners by making payment to them. This amount is called the share of
coodwill.

S+ per Accounting Standard 1 0(AS-10) that goodwill should be recorded in the books
only when some consideration in money has been paid for it. Thus, if a new partner
does not bring necessary cash tor goodwill, no goodwill account can be raised in the
' oks. He/she should pay for goodwill in addition to his/her contribution for capital.

I rom accounting point of view. there may be different situations related to treatment
1 goodwill which are discussed here:

e  When the amount of goodw ill is paid privately by the new partner.
e When the new partner brings his/her share of goodwill in cash.

®  When the new partner does not bring his/her share of goodwill in cash.



Example: Your firm earns sayv X 1200 and the normal profit was expected from vour
firm X 700. The rate of return is /@ 10%. In this case. goodwill is ascertained as under:

Step 1: Excess profit = Actual profit — Desired normal profit
1200 — 700 = 500

500 x 100+ 10

=Z 5000

I

Step 2: Goodwill

In other words, goodwill is the value of the reputation of a firm in respect of the profit
earned in future over and above the normal profit. It may also be defined as the
present value of the capacity to earn future profits. This means that a firm can be said
to have goodwill only if 1t has capacity to earn profit in future. A firm earning only
normal profits like similar firms cannot claim to have any goodwill.

10.5.2 Necessity of Goodwill (Need for Valuing Goodwill)

Goodwill is valued when 1t is necessitated. Following are the circumstances when it is
necessary to value the amount of goodwill:

. On the admission of a new paitner.

On the retirement or death of a partner.

On the dissolution of the firm.

On the sale of a business to a company.

On the amalgamation, merger of a business.

When there is a change in the profit sharing ratio.

Mo s W

Where there is a change in the constitution of a firm.

10.5.3 Factors Affecting Goodwill
Following are the factors which affect goodwill:

1. Location of Business: 1f the business is located at a central place then the amount
of goodwill will be higher.

2. Management of Business: 1f the control of management is effective, then profits
would be there, resulting in an increase in the amount of goodwill. In other words,
if the management is skilled and alert, then only they can economize the expenses,
contral its cost and save unnecessary wastages etc.

3. MNature of Business: The amount of goodwill depends upon the nature of business
means type of business, amount of capital employed and degree of risk etc.

4. Continuity of Business: How long business is going on? Hf it is an old business
then goodwill will be higher.

5. Quality: If a firm is known for the quality of its products the value of goodwill
will be high.

6. Market Situation: The monopoly condition to earn high profits which leads to
higher value of goodwill.

7. Special Advantages: The firm has special advantages like importing licenses, long
term contracts for supply ol material, patents, trademarks, etc., enjoy higher value
of goodwill.

8. Other Factors: Such as (a) competition in business. (b) Government Policy,
{¢) Monopoly, (d) Volume of profits. etc.
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10.5.4 Methods of Valuation of Goodwill

The methods of valuation of goodwill are generally decided by the partners among
themselves while preparing partnership deed. The following are the important
methods of valuing the goodwill of a firm:

1. Average profit method

Super profit method

2

3. Capitalization method

4. Implied or hidden goodwill
5

Annuity method of super profit

Average Profit Method

Under this method, the goodwill is valued at agreed number of “vears™ purchase of the
average profits of the past few years. It is based on the assumption that a new business
will not be able to earn any profits during the first few vears of its operations. Hence,
the person who purchases a running business must pay in the form of goodwill a sum
which is equal to the profits he is likely to receive for the first few years. The goodwill
1s calculated as follows:

Value of goodwill = Average profit x Number of year of purchase

For example, the average profits of a firm of say 3 years and the goodwill is to be
calculated at 2 years purchase of the average profits works out at ¥ 25,000 and it is
assumed that the same profits will be the value of the goodwill will be ¥ 50,000
[ 25,000 x 2]. Thus the goodwill is calculated as goodwill = Average profits x
Number of years purchase.

Example: The profit for the last five years of a firm were as follows year 1999
T 5,00,000; year 2000 ¥ 4,45,000; year 2001 ¥ 4,50,000; year 2002 ¥ 3,98,000 and
year 2003 ¥ 4,00,000. Calculate goodwill of the firm on the basis of 4 years purchase
of 5 years average profits.

Solution:

Years Profit

(9]
1999 5,00,000
2000 4.45,000
2001 4,50,000
2002 3,98.000
2003 4.00,000
Total 21,93.000

Average Profit = Total profit/No. of vears
=% 21,93,000/5
=3 4.38.600
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=34,38.600 x 4

=317,54,400

Super Profit Method

The goodwill under the super profits method is ascertained by multiplying the super
profits by certain number of years’ purchase. The steps involved under the method
are:

1. Calculate the average profit,

2. Calculate the normal profit on the capital emploved on the basis of the normal rate
of return.

Calculate the super profits by deducting normal profit from the average profits,
and

(5]

4. Calculate goodwill by multiplying the super profits by the given number of years’
purchase.

Normal profit = Capital employed x Normal rate of return/1 00
Super Profit = Actual Profit — Normal Profit

Example: A firm earns profit of ¥ 65,000 on a capital of ¥ 4,80,000 and the normal
rate of return in similar business is 10%. Then the normal profit is ¥ 48,000 [10% of
the ¥ 4,80,000]. The actual profit is ¥ 65,000.

Solution:

Super profit= Actual profit — Normal profit
=3 65,000 —% 48,000
=% 17,000

If value of goodwill is calculated by 3 years’ purchase of super profit then goodwill is
equal to:

=3 17,000 x 3 =51,000

Example: The profits by a business for the last five years were: 1997 - < 40,000;
1998 - 50,000; 1999 - ¥ 55,000, 2000 - ¥ 70,000 and 2001 - X 85,000. The books of
business showed that the capital employed on December 31, 2001, is < 5,00,000. You
are required to find out the value of goodwill based on 3 years purchase of the super
profits of the business. given that the normal rate of return is 10%.

Solution:

Normal profit = Capital employed x Normal rate of return/100
=3 5.00,000 x 10/100
=3 50,000

Total protit =3 40.000 +3 50,000 + T 55,000 +< 70,000 +<3 85,000
=% 3.00.000

Average profit =3 3.00.000/5
=3 60,000



= Actual Profit — Normal Profit
=3 60.000 -7 50,000

=< 10,000

=3 10,000 x 3

=3 30,000

Super Profit

Goodwill

Distinction between Actual/Average Profits and Super Profits:

Point of Difference

Actual /Average Profit

]

Super Profit

Meaning

It is based on No. of vrs. Profiv/Losses.

Super Profits arc in excess of

Normal Protit.

Method of
Calculation

Profits/Losses of No. of Yrs. + No. of
Yrs.

Super Profit =
Normal Profits.

Average Profits —

Use of Normal
Profuts

It is not considered while calculating
Average Profits.

It can be calcutated only 1t nonnal
profits arc known,

U'sed as a tool

Actual ' Average Profits are used as a
ool for calculating goodwill in all the
methods of calculating goodwill.

It s used us a ool for caleulatng
super protits and cupitalization of
super profits methods ol caleulating
goodwill.

Capitalization Method

Goodwill can be calculated by either (a) Capitalization of Average Profits or
(b) Capitalization of Super Profits.

(a) Capitalization of Average Profits: In this method, the value of goodwill is
assumed to be excess of the capital value of average profit over the actual capital
employed. The key steps involved in this method are as follows:

(1) Computation of average profit

(i1) Computation of capital employed

Average Profits x 100/Normal Rate of Return

Capital Employed = Total Assets (excluding goodwill) — Outside Liabilities

(i11) Computation of goodill
Goodwill = Capitalised value of profits — Capital employed

Example: A business has earned average profits of ¥ 40,000 during the last few
years and the normal rate of return in a similar type of business is 10%. Ascertain
the value of goodwill by capitalization method, given that the value of net assets
of the business is T 3,10,000.

Solution:

Capital Employed =< 3,10,000

Capitalised value of average profit = Average profit x 100/Normal rate of profit
=3 40,000 x 100/10
=% 4.00,000

= Capitalised value — Capital employed

=% 4.00.000 —% 3,10,000

=3 90.000

Goodwill



(b) Capitalisation of Super Profit: In this method, the value of goodwill is calculated
on the basis of super profit method. Following formula is applied for calculation
of capital employed:

Example: A firm earns a profit of ¥ 25,000 and has invested capital amounting to
< 2,20,000. In the same business normal rate of eaming profit is 15%. Calculate
the value of goodwil] with the help of capitalisation of super profit method.

Solution:
Actual profit =% 25,000
Normal profit =% 2,20,000 x 10/100 =% 22,000

Super Profit = Actual Profit— Normal Profit
=73 25,000-7% 22,000
=% 3,000
Goodwvill = Super profit x 100/Normal rate of protit
=3 5.000 x 100/15
=% 20,000

Implied or Hidden Goodwill

Sometimes the value of goodwill is not given; it is inferred or implied from the
agreement.

Example: If Ram and Shyam are partners in a firm sharing profits and losses in the
ratio of 2:1 and their capitals are ¥ 15,000 and ¥ 7,500. They admit Mohan for 1/4th
share in the profits who brings ¥ 10,000 as his capital. Calculate the amount of hidden
Goodwill.
Solution:
The total capital of the firm should be =% 10,000 x 4/1

=3 40,000
Whereas total capital of the firm is ¥ 32,500 (1.e.,% 15,000+ 7,500 + ¥ 10,000),
Thus the inferred /implied Goodwill 1s =% 40,000 ~% 32,500 =% 7,500.
So that the total capital of the firm becomes ¥ 40,000 because of Mohan who brings
< 10,000 as his capital for 1/4 shares in the profits.
Annuity Method of Super Profit

Under this method, normal rate of return and total no. of years are given. Then based
on this information, annuity is calculated. If annuity is given, thern it is multiplied by
super profit resulting in the value of Goodwill.

S S
(i)
100
L
100

Annutty ora =

Example: Calculate the value of Goodwill on the basis of terminal annuity tor 3 year's
purchase of super profits. Average profit is I 13.200 and average capital employed

M3
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< 80,000. Normal rate of return is 10%. The present value of annuity of ¥ 1 for 3 vears
is 2.48685.

Solution:
4
Average Profit 13,200
Normal Profit 8,000
(Capital employed x Rate of return) (80,000 x 10%)
Super Profit 5.200

Hence, Value of goodwill = Super profit x Present value of annuity

=3 5200 x 2.48685 =3 12931.62

10.5.5 Goodwill (Premium) Paid Privately

If the goodwill premium is paid privately by the new partner to the old partners
outside the business then the same is not recorded in the books of accounts and hence
no journal entry is recorded.

10.5.6 Goodwill in Case of a New Partner

Whenever a new partner is admitted, the most important problem is of goodwill,
because the partners who agree to sacrifice their share of profit, get something in
return which is called as premium to be shared by existing (old) partners in their
sacrificing ratio. This premium is paid by the new partner as he gets entitlement of
future profits in a firm. Now what is to be decided?

The following are the important problems relating to Goodwill:
(a) What will be the amount of Goodwill?

(b) Whether Goodwill is payable in cash? If yes, whether the cash is withdrawn or
retained in the business? This is also known as Premium Method of Goodwill.

(¢) Whether Goodwill account is to be opened in the books of the firm? This is also
known as Memorandum Method of Goodwill. '

(d) Whether Goodwill account is already there or not?
(e) Whether Goodwill account is to be shown or not. In other words, it is to be written
off.
10.5.7 Goodwill/Premium brought in Cash by the New Partner and
Retained in the Business

When, the new partner brings his/her share of goodwill in cash, the amount brought in
by the new partner is transferred to the existing partner in the sacrificing ratio. If there
is any goodwill account in the balance sheet of existing partner, it will be written off
immediately in existing ratio among the partners. The journal entries are as follows:

1. For bringing premium (share of goodwill)
Cash/Bank A/c Dr
To Goodwill A/c



!\)

sacrificing ratio.
Goodwill A/c Dr
To Sacrificing Partner’s Capital A/c (Individually)
However, instead of these two entries one can record only one entry given below:
Cash/Bank Alc Dr
To Sacrificing Partner’s Capital A/c (Individually)

Example: Tanaya and Sumit are partners in a firm sharing profit in the ratio 5 : 3.
They admitted Gauri as a new partner for 1/5" share in the profit. Gauri brings
< 20.000 for her share of goodwill. Make journal entries in the books of the firm after
the admission of Gauri. The new profit sharing ratio wiltbe 3 : 1: 1.

Solution:
Books of Tanaya, Sumit and Gauri
Date Particulars L.F. Debit Credit
Amount ) | Amount (%)
Bank A/c Dr. 20.000
To Goodwill Alc 20.000
(Cash brought by Gauri for her share of goodwill)
Goodwill A/c Dr. 20.000
To Tanaya's A/c . 2.500
To Sumit’s A/c g : 17.500
(Goodwill brought by Gauri wansferred to the
capital accounts of Tanaya and Sumit in their |
sacriticing ratio) J

Tanaya’s old share = 5/8
Tanaya’s new share = 3/5
Tanaya’s sacrificing ratio = 5/8 — 3/5
Sumit’s old share = 3/8
Sumit’s new share = 1/5
Sumnt’s sacrificing ratio = 3/8 — 1/5
Sacrificing ratio will be 1 : 7
10.5.8 When the New Partner does not Bring His/Her Share of
Goodwill in Notes Cash

Sometimes the new partner is not able to bring goodwill in cash. In this case, the
amount of goodwill existing in the books is written off by debiting the capital account
of existing partners in their existing profit sharing ratio.

Example: A and B are partners sharing profit in the ratio of 2 : 3. They agree to admit
C for 1/5 share in future profit. C brings ¥ 2.50,00¢ as capital and enable to bring her
share of goodwill in cash, the goodwill of the firm to be valued at ¥ 1,80,000. At the
time of admission goodwill existed in the books of the firm at ¥ 80,000. Make
necessary journal entries in the books of the firm.

For wransferring goodwill to the capital accounts of the old parners in their
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Solution:
Books of A, Band C
Date Particulars [ L.F. Debit Credit
Amount (X) | Amount )
Bank A/c Dr. 2.50.000
To C’s capital A/c 2,50.000

(Cash brought by C for her capital)

A’s capital A/c Dr. 32.000
B’s capial A/c Dr. 48.000
To Goodwill A/c 80.000

(Goodwill written oif)

C’s capnal A/c Dr. 36.000
To A's capital A/c 14,400
To B's capital A'c 21.600

(The accounts of A and B are credited for 2o0dwill
on C’s admission in their sacrificing ratio)

Working Note:

A and B sacrifice their profit in favour of C in their existing profit sharing ratio i.e.,
2:3.

Therefore, the sacrificing ratiois 2 : 3.

Value of Goodwill =% 1,80,000

C’s share in Profit = 1/5

C’s share of Goodwill =% 1,80,000 = 1/5=% 36,000

10.6 REVALUATION OF ASSETS AND LIABILITIES

Whenever a new partner is admitted, the second important problem with which the
firm has to pass is the revaluation of assets and habilities. Revaluation is necessitated
because of change in the constitution of the existing firm. in the eyes of law, ceases to
exist and a new firm comes into existence after the admission of a new partner,
revaluation of assets and liabilities is done in order to arrive at the correct values of
assets and habilities. This may be positive, i.e., increase in values or negative i.e.,
decrease in values. Whatever may be the net result i.e., increase (profit) or decrease
{loss), it is to pass on or distributed to the old (existing) partners in their profit sharing
ratio- through an account known as revaluation account or profit and loss adjustment
account. The nature of this account is of a nominal account. The profit or loss is
iransferred to capital accounts of the old partners.

At the time of admission of a new partner, it is always desirable to ascertain whether
the assets of the firm are shown in books at their current values. In case the assets are
rverstated or understated, these are revalued. Similarly, a reassessment of the
liabilities is also done so that these are brought in the books at their correct values. At
times, there may be some unrecorded assets with the business. these are also recorded
and similarly if there is any unrecorded liability which the firm has to pay, the same is
also recorded. For revaluation of assets and recording of unrccorded assets and for the
reassessment of liabilities and recording of unrecorded liabilities the tirm prepares an
account in its book called Revaluation Account. Any gain or loss on revaluation of
assets and reassessment of labilities is transferred to the capital accounts of the old



partners in their old profit sharing ratio. The revaluation account is credited with
increase in the value of assets and decrease in the value of liabilities because it is a
gain. Similarly. decrease of assets and increase in the value of habilities is debited to
revaluation account because it is a loss. Unrecorded assets are credited and unrecorded
liabilities are debited in the revaluation account. If the revaluation account shows a
credit balance then it indicates gain and if there is a debit balance then it indicates loss.
Gain on revaluation or loss on revaluation will be transferred to the capital accounts of
the old partners in old ratio.

The following journal entries are recorded on revaluation of assets and reassessment
of liabilities.

(1) For increase in the value of Assets
Asset Alc Dr.
To Revaluation A/c
(Increase in the value of Assets)
(i) For decrease in the value of Asset
Revaluation AJc Dr.
To Asset Alc
(Decrease in the value of Assets)
(ii1) For increase in the value of Liabulities
Revaluation A/c Dr.
To Liabilities A/c
(Increase in the value of Liabilities)
(iv) For decrease in the value of Liabilities
 Liabilities Afc Dr.
To Revaluation A/c
(Decrease in the value of Liabilities)
(v) For unrecorded Assets
Asset A/c [unrecorded] Dr.
To Revaluation A/c
(Unrecorded asset recorded at actual value)
(vi) For unrecorded Liability
Revaluation Alc Dr.
To Liability A/c [unrecorded]
(Unrccorded Liability recorded at actual value)
(vil) For transfer of gain on revaluation
Revaluation Alc Dr.
To Existing Partner’s Capita/Current A/c

(Protit on revaluation transferred to capital account in existing ratio)

RRl)
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230 (vii)For transfer of loss on revaluation

Financial Accounting

Existing Partner’s Capital/Current A/c Dr.

To Revaluation A/c

(Loss on revaluation transferred to capital account in existing ratio)

Nore: Whatever may be the outcome (result), i.e., profit or loss on revaluation of
assets and or liabilities the new partner neither shares the profit nor suffers the loss, it
is divisible only amongst the old (existing) partners.

Pro Forma of Revaluation A/c
Dr.

Revaluation A/c

Cr.

Particulars

Amount (3)

Particulars

Amount ()

Assels

[Decrease in value]
Liabilities

fIncrease in value)
Liabilities [Unrecorded]
Profit transferred to
Capital A/c

[Individually in existing ratio]

Assets

[Increase in value]
Liabilities

[ Decrease in value]
Asscts [Unrecorded]
Loss wansferred to
Capuat Ale

[Individually in existing ratio]

Example: Given below is the Balance Sheet of A and B, who are carrying on
partnership business as on March 31, 2003. A and B share profits in the ratio of 2 : |
Balance Sheet of A and B as at March 31. 2003.

Balance Sheet of A and B
as at March 31, 2003

Liabilities Amount Assets Amount

) )

Bills Payable 10.000 Cash in Hand 10,000
Sundry creditors 58.000 Cash at Bank 40,000
Outstanding expenses 2.000 Sundry Debtors 60.000
Capital Accounts: Stock on Hand 40,000
A 1.80.000 Plant and"Machinery 1.00,000
B 1,50,000 3.30.000| Building 1,50,000
4,00,000 4,00,000

C is admitted as a partner on the date of the balance sheet on the following terms:

l.

4.
5.

Record the necessary journal entries and prepare the revaluation account.

1/4™ share in profits.

appreciated by 10%.

Stock is found overvalued by I 4,000.

Creditors were unrecorded to the extent of T 1.000.

C will bring in ¥ 1,00,000 as his capital and I 60,000 as his share of goodwill for

Plant is to be appreciated to I 1.20.000 and the value of buildings is to be

A provision for bad and doubtful debts is to be created at 5% of debtors.



Solution:
Books of A, B and C
Journal
Date Particulars L.F. Debit Credit j
Amount ) | Amount )
Cash A/c Dr. 1.60.000
To C’s capital A/c 1.00.000
To Goodwill A/c 60.000
(Cash brought by C for capital and goodwill)
Goodwill A/c Dr. 60,000
To A’s capital A/c 40.000
To B’s capital A/c 20.000
(Goodwill brought by C transferred to the capital
accounts of A and B in their sacriticing ratio)
Revaluation A/c Dr. 7.000
To Stock 4.000
To provision for bad and doubttul debts 3.000
(Stock depreciated and provision for bad and doubiful
debts created on sundry debtors)
Revaluation A/c Dr. 1,000
To Creditors A/c 1.000
(Increase in the value of creditors)
Plant and Machinery A/c - Dr 20.000
Buildings A/c Dr. 15.000
To Revaluation A/c 35.000
(Increase in the value of assets on revaluation)
Revaluation A/c Dr. 27.000
To A's Capital A/c 18.000
To B's Capital A/c 9.000
(Transfer of gain on revaluation to old partners' capital
accounts)
Revaluation Account
Particulars Amount Particular Amount
§9) (&3]
To Stock on hand 4,000( By Plant and Machinery 20.000
To Provision for Bad and By Building 15.000
Doubitul Debts 3.000
To Creditors 1,000
To Prolits on revaluation
transferved to capitals of —
A 18.000
B 9.000 27.000
35,000 35,000
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5T _ Example (Preparation of balance sheet of reconstititted firm):
Fmancial Accounting

Himani and Harsha are partners in a firm. Their Balance Sheet on March 31, 2006 was
as follows:

Balance Sheet of Himani and Harsha

as on March 31, 2006
Liabilities Amount Assets Amount
) Q)
Provision for Doubtful Cash 20,000
Debts 3.000 )Sundry Debtors 90.000
Creditors 36,000 |Stock 45,000
Bills Pavable 15.000 (Machinery 41.000
Outstanding Expenses 2.000 |Building 1.10.000
Capital: Goodwill 40.000
Himani 1.70.000
llarsha 1.20.000 2.90.000
3,146,000 3,46,000

On April 1, 2006 they admitted Charu as a Partner on the following terms:

. Charu brings ¥ 90,000 as her share of capital and she is unable to bring any
amount for goodwill.

2. Goodwill is valued at 2 Years purchase of the average profit of last 4 years.
The Profit of last 4 years amounted to ¥ 20,000; T 30,000; T 30,000; T 40,000

respectively.
3. New Profit sharing ratio between Himani’s, Harsha’s and Charuare 3:2: 1,
4. OQutstanding EXpenses to be brought down to % 500.
5. The provision for doubtful debts is to be increased up to 5% on Debtors.

Machinery is depreciated by 10% and Stock is valued at T 47,000.

Prepare Revaluation Account, Partners Capital account and opening Balance sheet of
the new firm.

Solution:
Revaluation Account
Dr. _ Cr.
Particulars Amount Particulars Amount
® ®)
To Provision for Doubtful Debts 1,500  |By Outstanding Fapenses 1,500
To Machinery 4,100  |Bv Stock 2,000

By Loss on revaluation wransferved to
Himani's Capital A/c 1.050

Harsha's Capital Arc 1.050 2,100

5.600 5.600
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Dr. Cr.
FParticulars Himani y Harsha | Charu | Particulars | Himani | Harsha | Charu
&) ) ) ) 9] 4
By
To Goodwill A/c 20,000 20,000 — | Balance b/d | 1,70,000 | 1,20,000 -
To Revaluation A/c Bv Charu’s
(loss) 1.050 1.050 — | Capital A/c - 10.000 -
By Bank A/c - — | 90.000
To Harsha's Capual - — | 10,000
To Balance ¢/d 1,48.950 | 1.08,950 | 80.000
J 1,70,000 | 1,30,000 | 90,000 1,70,000 | 1,30,000 | 90,000
Balance Sheet of Himani, Harsha and Charu
as on March 31, 2007
Liabilities Amount ®) | Assets Amount )
Provision for Doubtful Debts 4500 | Cash 20000
Creditors 36000 | Bank 50000
Bills Pavable 15000 | Sundry Debiors 90000
Outstanding Expenses 500 | Stock 47000
Capital: Machinery 36,900
Himani 1.48.950 Building 110000
Harsha 1.08.950 _ Charu’s Current Account 10000
Charu 90,000 - 3,37,900
4,03,900 4,03,900
Working Note:

(1) Valuation of Goodwill:
Total Profit =3 20,000 +3 30,000 +% 30,000 + T 40,000
Average Profit =% 1,20,000/4

=3 30,000

Goodwill =¥ 30,000 x 2 =% 60,000

Charu’s Share of Goodwill =% 60,000 x 1/6 =< 10,000

(i) Computation of sacrificing ratio:

Sacrificing Ratio = Existing Ratio— New Ratio

Himani's=1/2-3/6=0

Harsha’'s = 1/2-2/6=1/6

Memorandum Revaluation A/c

At the time of admission of a partner after revaluation of assets and liabilities, if all the
partners do not want to show the revised value of assets and liabilities in their new
balance sheet, then under such circumstances the revaluation A/c is reopened. which is
known as Mcemorandum revaluation A/c. In such case. all entries passed through
revaluation account are reversed. For example, if revaluation A/c was debited and
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plant A/c was credited earlier now the plant A/c would be debited and revaluation A/c
would be credited. Subsequently. a new revaluation A/c comes into existence which is
known as Memorandum Revaluation A/c. The memorandum revaluation A/c is closed
by transferring the balance to all the partners including new one in new profit sharing
ratio.

The given below is the pro forma of Memorandum Revaluation A/c:

Pro Forma of Memorandum Revaluation Account

Decrease in Assets

Increase in Liabilities
Unrecorded Liabilities
Outstanding Expenses

Profit: A’s Capital A/c

Increase in Assels
Decrease in Liabilities
Unrecorded Assets
Accrued Incomes

Loss:  A’s Capital AJe

3°s Capital A/c XXX B’s Capital A/c XXX

Decrease in Assets Increase in Assets k—'
Increase in Liabilities Decrease in Liabilities
Unrecorded Liabtlities Unrecorded Assels
Outstanding Expenses Accrued Incomes
Profit: A’s Capital Afc Loss: A’s Capital A/c

. B’s Capital Alc B’s Capital A/c

C’s Capital Alc C’s Capital A/c

Example: A and B are partners in a firm sharing profits in the ratio 2 : 1. C is admitted
into the firm with 1/4" share in profits. He will bring in ¥ 30,000 as capital and
capitals of A and B are to be adjusted in the profit sharing ratio. The Balance sheet of
A and B as on March 31, 2002 (before C’s admission) was as under:

Balance Sheet of A and B
as on March 31, 2002

Liabilities Amount Assets Amount
€] 64}

Creditors 8.000(" Cash in hand 2.000
Bills Pavable 4.000] Cash at bank 10,000
General Reserve 6.000{ Sundry debtors 8.000
Capital: A 50,000 Stock on Hand 10.000
B 32000 82.000| Furniture 5.000
Machinery 25.000
i Building 40.000
[ 1,00,000 1,00,000

Other terms of agreement are as under:

v C will bring in¥ 12,000 as his share of goodwill.

i) Building was valued at ¥ 45,000 and Machinery at¥ 23,000.
ii1i) A provision for bad debts is to be created @ 6% on debtors.

I he partners decide to keep the value of the assets and liabilities the same and hence
Jdicir book values will not change due to the above adjustments. Show the necessary
'wdger accounts and prepare the balance sheet after C’s admission.



Solution:

Memorandum Revaluation A/c

Particulars Amount Particulars Amount
&) )
To Machinery (% 25.000 - 2 23.000) 2.000 |By Building ( 45.000 —Z 40,000) 3.000
To Provision for bad and doubtful 480
debts (6% of T 8,000)
To Profit on revaluation A/c
A 1,680
B 840 2.520
5.000 5.000
To Machinery 2,000 By Building 5.000
To Provision for bad and doubttui
debts 480
To Partners Capital A/c — Loss on
Revaluation
A= 2/4 01T 2320=2 1260
B— 1/40l22320=% 630
C- 1/40fT2320=2%630 2.520
5,000 5,000
Partner’s Capital A/c
Particulars AR BR) R Particulars AR BRX) R
To Revaluation : By Balance b/d 50.000 [ 32.000 -
Alc —loss 1.260 630 630 | By Cash A/c - - | 30.000
To Balance c/d 62,420 38,210 29,370 | By Premium 8,000 4,000 —
By Profit on
revaluation 1,680 840 —
By General
reserve 4,000 2,000 -
63,68(ﬂ 38,840J 30,000J 63,680 | 38,840 | 30,000
Balance Sheet of A, B and C as at March 31,2002
(After Admission)

Liabilities Amount (3) Assets Amount ()
Creditors 8.000|Building 40,000
Bitls Pavable 4.000(Machinery 25.000
Capial: Furniture 5.000
A 62,420 Stock in Hand 10.000
B 38.210( Sundry Debtors 8.000
C 29.370 1.30.000{Cash at Bank

( 10.000 + ¥ 30.000 + T 12.000) 52.000
Cash in Hand 2.000
( 1,42,000 1,42,000

Working Note:

I. Computation of New Protit Sharing Ratio

C’s share of profit = 1/4
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Remaining share = 3/4

A’s new share = 2/5 of 3/4=1/2

B’s new share = 1/3 of 3/4 = 1/4

Thus new profit sharing ratio of A, B and C
=2:1:1

2. General reserves should be distributed between the old partners in their old profit
sharing ratios.

10.7 ADJUSTMENTS OF RESERVES AND
ACCUMULATED PROFIT OR LOSSES

Any accumulated profit or reserve appearing in the balance sheet at the time of
admission of a new partner is credited in the existing partner’s capital account in
existing profit sharing ratio. If there 1s any loss. the same will be debited to the
existing partner in the existing ratio.

For this purpose. the following jounal entries are made as:
. For Reserves
Reserves A/c Dr.
To OId Partner’s Capital A/c
. (Reserves credited)
2. For Accumulated Profits
~ Profit and Loss A/c Dr.
To Old Partner’s Capital A/c
(Profit distributed among old partners)
3. For Accumulated Losses, if any
Old Paitner’s Capital A/c Dr.
To Profit & Loss A/c
(Losses debited to old partners’ capital A/c)

Example: Jain and Gupta were partners in a firm sharing profits and losses in the ratio
of 4:3. The following is the Balance Sheet of the firm as on 31* December, 2006.

‘Balance Sheet of Jain and Gupta
as on 31* December, 2006

Liabilities T | Assets 4
Sundry Creditors 20.000{Cash 14.800
Bills Pavable 3.000| Debtors 20,500
Bank Overdraft 17.000{1—) Provision 300 20.200
Capital; Stock 20.000
lain 70,000 Plant 40.000
Gupta 60.000 1.30.000! Building 75.000
1,70,000! 1,76.000




They agreed to admit Misra as partner with etfect from 1" January 2007 with ' share

in profits on the following terms:

(a) Misra will bring in capital to the extent of 1/4"™ of the total capital of the new firm
after all adjustments have been made.

(b) Buildings are to be appreciated by ¥ 14,000 and Plant to be depreciated by T 7,000.

(¢) The provision on debtors to be raised to T 1,000.
(d) Goodwill of the firm has been valued at ¥ 21,000.

Prepare the Revaluation Account, Partner's Capital Accounts and Balance Sheet of the
firm immediately after Misra's admission.

Revaluation Account

Particulars

4 Particulars

T

To Plant
To Provision on Debtors (1000 ~ 300)

To Profit on Revaluation

7.000 | By Buildings

700
6.300
14,000

14.000

14,000

Partners’ Capital Accounts

Particulars Jain| Gupta| Misra Particulars Jain| Gupta| Misra
Q O © D O B
To Balance c/d 85.600( 71.700| 52,433|By Balance b/d 70.000] 60.000 _
By Revaluation a/c (Profit) 3.600| 2.700 -
By Goodwill 12,000] 9,000 -
By Cash a/c'" _ _| 52433
85,600 71,700 52,433 85,600 71,700 52,433
Working Notes:
I. Calculation of Misra's share of capital
Capital's of Jain and Gupta T 85.600
+ 3 71,700
1,57,3500
Which is equal to 1—1/4 = 3/4 share, hence the full capital
of the firm would be = 1,57,300 x 4/3 =3 2,09,732
=2,09,732 x 1/4 =3 52,433
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238 Balance Sheet of Jain, Gupta and Misra

PG ‘ (as on 1% January, 2007)

Liabilities £4 Assets 4
Sundry Creditors 20.000 | Cash (2) 67,233

Bills Pavable 3.000 | Debtors 20.500
Bank Overdraft 17.000 { (-) Provision 1.000 19.500
Capital: Stock 20,000

Jain 85.600 Plant 40,000
Gupta 71.700 (-) Dep. 7.000 33,000

Mista 52.433 | 2.09.733 | Building 75.000|
(+) Appreciation 14.000 89,000

Goodwill 21.000
2,49,733 2,49,733

Cash Account

Particulars T | Particulars J i
To Balance b/d i4.800 | By Balance ¢/d (2) 67.233
To Misra Capital Alc 32,433

67,233 67,233

Example: Balance Sheet of A, B and C sharing profits and losses 1n the ratio of 3:2:1
1s given below:

Liabilities 4 Assets 4
A’s Capital . 4,00,000|Bank 40,000
B’s Capital 4.00,000(Debtors 2,00,000
C’s Capital 2.00.000 | Less: Provision for Doubtful debts 3.000 | 1.97.000
Contingency Reserve 1,20,000 | Stock 2,03,000
Trade Creditors 1.80.000 | Furniture 30,000

Machinery 5.30.000
Building 3.00.000
13,00,000 13,00,000

It was decided to admit D into partnership on the following terms and conditions.
(1) New profit sharing ratio between A, B, C and D will be 3:3:2:2.

(1) Goodwill of the firm is valued at ¥ 3,00,000. D brings his share of goodwill in
cash which is credited to the old partners.

{:t1) D brings T 1,50.000 as his share of capital.

{1v) Contingency reserve is not required any more.

() Provision for bad and doubtful debts to be raised to 5 % on debtors.

(vi) Machinery is revalued at ¥ 5.00.000 and Building is revalued at I 3.67.000.

Prepare Revaluation A/c, Capital A/c’s of A, B, C and D, and the Balance Sheet of the
Grm after D's admission. Also show the calculations regarding goodwill.



Solution:
Revaluation Account
Dr. Cr.
Particulars 4 Particulars 4
To Provision for doubtful debts 7,000 | By Building 67,000
To Machinery 30.000
To Profit T/f 1o0:
A’s Cap.A/c 15,000
B's Cap. Akc 10.000
C's Cap. Alc 5.000 30.000
67,000 67,000
A's Account
Dr. Cr.
Particulars 4 Particulars -4
To Balance ¢/d 5.35.000 | By Balance b'd 4.00.000
By Revaluation A/c 15.000
By Reserve 60.000
By D's Capital AJc 51.429
By C's Capital A/c 8.571
5,35,000 5,35,000
B's Account
Dr. Cr.
Particulars T | Particulars 4
To Balance ¢/d 4,60,000 | By Balance b/d 4,00,000
By Revaluation A/c 10,000
By Reserve 40,000
By D’s Capital A/c 8.571
By C's Capital A/c 1.429
4,60,000 4,60,000
C's Account
Dr. Cr.
Particulars T Particulars 4
To A’s Capital A/c 8,571 | By Balance b/d 2.00.000
To B's Capital A/c 1.429 | By Revaluation A/c 3.000
To Balance ¢/d 2.15,000 | By Reserve 20.000
2,25,000 | 2,25,000
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Dr. Cr
Particulars 4 Particulars 4
To A’s Capital A/c 51.429 | By Bank A/c
To B’s Capital A/c 8,571 | (1.30.000 + 60,000) 2,10.000
. To Balance c/d 1.50.000
2,10,000 2,10,000

Balance Sheet

AS OIL v s sormvimnoin samwawas
Dr. Cr.

Liabilities T | Assets ' 4
Trade Creditors 1.80.000 | Bank 2.50.000

A’s Capital Alc 3.35.000 | Debrors 2.00.000
B’s Capital A ¢ 4.60.000 | Less: Provision 10.000 1.90.000
C's Capital A'¢ 2.15.000 | Stock 2.03.000
D’s Capital A/ec 1.30.000 | Furniture 30.000
Machinery 5,00.000
Building 3.67.000
15,40,000 15,40,000

Wo;jking Notes
() Value of goodwill being D's share = 2/10 x T 3,00,000 =% 60,000

A and B both are sacrificing in the ratio 6:1 whereas C is gaining 1/30 . thus, C is
required to bring I 10,000 as goodwill being 1/30 of ¥ 3,00,000 to be shared by A
and B in the ratio of 6:] i.e., ¥ 8,571 and ¥ 1,429.

(1) |. Balance of A’s capital A/c ¥ 5.35,000
R 4,00,000 + 15000 + ¥T60,000 + <T50,429 + <T8S571]

Opening Balance  Profit on Rev. Share of Profit Amt. of goodwill  Goodwill paid a/c
I1. Balance of B's capital a/c ¥ 4,60,000
[X 4,00,000 +% 10,000+ 40,000 +% 8,571 +3 1,429 ]

Example: The Balance sheet of A and B as on 31* March, 2006 is given below:

Liabilities T | Assets 4
A’s Capital 60.000 | Frechold Property 20.000
B’s Capital 30.000 | Furniture 6.000
General Reserve 24,000 | Stock 12.000
Creditors 16.000 | Debtors {0 000
Cash 12.000

1,30,000 . 1,30.000




A and B share profits and losses in the ratio of 2:1. They agree to admit P into the firm

subject o the following terms and conditions:

(a) P will bring in < 21,000 of which ¥ 9,000 will be treated as his share of goodwill

to be retained in the business.
(b) P will be entitled to 1/4” share of profits of the firm.
(c) A reserve for bad and doubtful debts is to be created at 3% of the debtors.

(d) Fumnire is to be depreciated by 5%.
(e) Stock is to be revalued at¥ 10,500.

Prepare Revaluation Account, Capital Accounts and Opening Balance Sheet of the

new firm.
Solution:
Revaluation Account
Particulars 4 Particulars 4
To Reserve for doubttul By Loss on revaluation
debisa 3% on dis. 2,400 transferred Lo
To Furniture 300 A 2.800
To Stock 1.500 B 1.400
4,200 4,200
Capital Account of Partners
Particulars ARQ| BR® P ()| Particulars ARQ| BQ® P
To Revaluation a/c By Balance 60,0001 30,000
(loss) - - 2,800 1,400 ~| By Bank - -
To Balance c/d 79.200] 39,600 12.000|By Bank
(Goodwill) 6.000 3.000 12,000
(—) Rescrve 16.000 8.000 -
82,0001 41,000, 12,000 82,000) 41,000 12,000
Balance Sheet after Admission of P
Liabilities T | Assets 4
A’s capual 79.200 | Freehold property 20,000
B’s capnal 39,600 | Furniture 3,700
P’s capital 12.000 | Stock 10.500
Crednors 16,000 | Debtors 80,000
(—) Reserve 2400 77.600
Cash " 33,000
1,46,800 | 1,46,800
Working Notes:

(1) Cash balance as per B/S
+ Cash brought in by P

Total

12,000
21,000
33,000
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?3 LA _ Example: The Balance sheet of A and B, carrying on business in partnership and
G iemtihing sharing profits in proportions of 2/3 and 1/3 stood on 30" June, 2006 as follows:

Liabilities 4 Assets 4

A’s Capital A/c 1.02.900 | Cash in Hand 4.500
B’s Capital A/c 73,500 | Stock 54,000
Creditors 23.600 | Debtors 36.000
Bills Pavable 500 | Furniture 6,000
) Plant & Machinery 1,00,000

2,00,500 2,00,500

On 1* July, 2006 they agreed to take C into partnership, giving him 1/5" share of
profits on the following terms:

1. The goodwill of the firm is to be valued at two year's purchase of profit calculated
on the average of the last three vears profit amounting to 3 40,000, % 30,000, and
T44.075.

2. Cbrings his share ot goodwill in cash, which is retained in the business.

3. Calso brings in capital in proportion to his profit sharing ratio arrangements.
Show

1. Goodwill calculation

2. New Profit sharing ratio

3. C'scapital A/c
4

Journal entries

Solution:

1. Goodwill calculation

Profit for 3 year (given) 54
I year 40,000

Il vear 30,000

. Il year 44,075
Total 1,14,075

Hence Average Profits = Total Profit + 3 = 1,14,075 = 3 =< 38,025

Hence Goodwill = 2 Year's purchase of profit=2 x 38,025 =% 76,050
2. New profit sharing ratio

Old partners. i.e.. A and B profit sharing ratio (given)

2/3=and 1/3 OR 2:1

C's Share of profit (promised) = 1/5

then share of profit left for A and B=1 - 1/5=4/5

If old partners want to retain the same old ratio between A and B

Then A's share of profit = 2/3 of 4/5 = 8/15

B's share of protit = 1/3 of 4/3 =4/15

C's share of profit = 1/5 or 3/15



3. C's Capital A/c

Date | Particulars | JF T | Date Particulars JF R
By Cash A/c 47,902
4. Journal Entries

S.No Particulars L.F. 4 4

1. |Cash A/c Dr. 63,112
To A’s Capital A/c 47.902
To C’s Capital Afc 15.210

Cash brought in by C for his capital & goodwill

2. |C’s Capital A/c Dr. 15.210
To A’s Capital A/c 10,140
To B's Capital Alc 5.070

their sacrificing ratio

|

Goodwill brought in by C is distributed by A and B in

|

Working Note

C's capital in proportion to his profit sharing ratio

Capitals of A and B (given) I 1,02,900 + ¥ 73,500 = I 1,76,400 + Amount of

goodwill credited ¥ 15,210=3 1,91,610

So when 4/5=1,91,610
Thentotal = 1,91.610 x 5/4
1/5=1,91,610 x 5/4 x 1/5
=3 47,902

Sometimes the capital of existing partners is also adjusted as per capital of the new
partner. For example, if A and B are partners sharing profits and losses in the ratio of
3:2 and C is admitted for 1/5 which he takes equally from A and B. He brings
T 10,000 as capital whereas capitals of A and B after adjustment amount ¥ 20,000 and
3 12,000. If the capital accounts are to be adjusted. according to new partner's capital
Alc, A and B are required to have T 40,000 being 4/5 share. Naturally, they will be
required to bring additional capital accordingly. This is clearly explained in the

following example.

Example: The following is the Balance Sheetof A, B and C sharing profits and losses

in the proportion of 6:5:3 respectively.

Liabilities Z|  Assets 4
Creditors 18,900 | Cash 1,890
Bills Pavable 6,300 | Debtors 26,460
General Rescrve 10.500 | Stock 29.400
Capital:  Furniture 7.350

A 35,400 ¢ Buildings 45.150

B 29,850 } Goodwill 5,250

C 14,550 79.800

1,15,500 1 115,500

They agreed to take D into partnership and gave him 15 the share on the following

terms:

[. That furniture should be reduced by T 920 and stock by 10 %.
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;?:am — 2. Thata provision of 3 1.320 be made for outstanding repair bills.
3. That the value of buildings should be brought upto ¥ 59,850.
4. That the value of Goodwill should be brought upto ¥ 14,070.
5. That D should bring in ¥ 14,700 as his capital.
6. That after making the above adjustiments, the capital accounts of the old partners

be adjusted on the basis of the proportion of D's capital to his share in the
business. Actual cash to be paid off or brought in by the old partners as the case
may be.

Give Journal entries.
Show the Balance Sheet of the new firm.

Show working neatly.

Solution:
Journal Entries
S.;\'OT Particulars L.F. Dr (%) Cr (%
1. |Revaluation A/c Dr. 5.180
To Furniture A/c 920
To Stock A/c 2.940
To Prov. for Repair Bills 320
Furniture & Stock depreciated and Prov. for repair bills made
2. [Land & Building Dr. 14,700
To Revaluation A/c 14.700
Appreciation in Land & Buildings (T 59,850 —45,150)
3. |Revaluation A/c Dr. 9,520
To A’s Capital A/c 4.080
To B’s Capital A/c 3.400
To C’s Capital Afc 24040
(Profit on revaluation transferred)
4 General Reserve A/c Dr. 10,500
To A’s Capital A/c 4,500
To B's Capital A/c 3.750
To C’s Capital Aic 2.250
(Gen. Reserve balance transferred)
5. |Goodwill Afc Dr. 8,820
To A’s Capital Afc 3.780
To B’s Capital A/c 3.150
To C’s Capital A/c 1.890
Goodwill brought upto (X 14.070 — 5.250 = 8.820)
- |Cash Alc Dr. 14.700
To D’s Capital A/c 14.700
Cash brought in by D for his share capital
7. |Cash A/c Dr. 1,320
To C’s Capital A/c 1.320
Additional Cash brought in by C
8 |A's Capnal’'s A/c Dr. 3.660
B’s Capital’s Alc Dr. 3.400
To Cash A/c 7.060
Extra cash paid off to the partners.




Cash Account

Particulars E4 Particulars E4
To Balance b/d 1,890 | By A’s Capital A/c 3.660
To D’s Capital Alc 14.700 { By B's Capital A/c 3.400
To C's Capual A/c 1,320 | By Balance C/d 10,850
17,910 17,910
Balance Sheet of New firm
as on........
Liabilities T | Assets Ed
Creditors 18.900 | Cash in Hand 10.850
Prov. for Repair Bills 1.320 | Debtors 26.460
Bills Pavable 6.300 | Stock 26.460
Capital: Fumiture 6.430
A 44,100 Buildings 59.850
B 36.750 Goodwill 14.070
C 22.050
D 14.700 1.17.600
1,44,120 1,344,120
Working Notes:

(1) Future Profit Sharing Ratio: D 1s admitted for 1/8, hence remaining share for A, B
and Cis 1 -1/8=7/8 and if they want to maintain their old sharing ratio namely
6:5:3 then A's share would be 3/8 or 6/16 B's share = 7/8 of 5/14 = 5/16 and C's
share 7/8 of 3/14 =3/16 and D's share = 1/8 or 2/16. Thus partner's new profit

sharing ratio = 6:5:3:2.

(2) Profit on Revaluation: General Reserve and Goodwill (additional sum) are divided
amongst old partners in their old profit sharing ratio namely 6:5:3.

(3) Partner’s capital is determined on the basis of D’s Capital which is 14,700 for
1/8th share, hence to capital will be ¥ 1,17,600 i.e.. for A ¥ 44,100, B I 36,750,
C < 22,050 and DX 14,700.

Partner's Capital Account

Particulars A B C D | Particulars A B C D

B O O O O O

To Cash A/c | 3.660} 3,400 - ~ 1By Balance b/d 35.400|29.850} 14,550 -
To Balance By Profit on

i 44,100136,7301 22,050} 14.7001 g ey aluaion 4.080f 3.400{ 2,040/ -

By Gen. Reserve Alc 4.500; 3,7501 2.250 -

By Goodwill A/c 3.7501 3.150] 1.890 -

| By Cash A/c - —| 1.320]14.700

47,760140,150 22.050\ 14.700 47.760140,150;22.050| 14.700

10.8 ADJUSTMENT OF PARTNER’S CAPITAL

Sometime, at the time of admission. the partners’ agree that their capitats be adjusted:

in proportion to their profit sharing ratio. For this purpose, the capital accounts of the
existing partners are prepared. making all adjustments. on account of goodwill.
general-reserve, revaluation of assets and resettlement of liabilities. The actual capital
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so adjust will be compared with the amount of capital that should be kept in the
business atter the admission of the new partner. The excess if any, of adjusted actual
capital over the proportionate capital will either be withdrawn or transferred to current
account and vice versa.

The partners may decide to calculate the capitals which are to be maintained in the
new firm either on the basis of new Partner’s Capital and his profit sharing ratio or on
the basis of the existing partner’s capital account balances.

10.8.1 Adjustment of Existing Partner’s Capital on the basis of
the Capital of the New Partner

If the capital of the new partner is given, the entire capital ot the new firm will be
determined on the basis of the new partner’s capital and his profit sharing ratio.
Therefore the capital of other partners is ascertained by dividing the total capital as per
his profit sharing ratio. If the existing capital of the partner after adjustment is in ~
excess of s new capital. the excess amount is withdrawn by partner or transferred to
the credit of his current account. If the existing capital ot the partner is less than his
new capital. the partner brings the short amount or makes transfer to the debit of his
current account. The journal entries are made as under:

(1) When excess amount is withdrawn by the partner or transferred to current
account.

Existing Partner’s Capital A/c Dr.
To Bank A/c or Partner Current A/c
[Excess amount is withdrawn by the partner or transferred to current account]
(11) For bringing in the Deficit amount or Balance transferred to current account.
Bank A/c or Partner Current A/c Dr.
To Existing Partner’s Capital A/c
(Bringing the Deficit amount or Balance transferred to current account) =

Example: Asha and Boby are partners sharing profit in the ratio of 5:3 with capital of
Z 80,000 and T 70,000 respectively. They admit a new partner Nitin. The new profit
sharing ratio of Asha, Boby and Nitin is 5:3:2 respectively. Ntin brings I 40,000 as
capital. The profit on revaluation of assets and reassessment of liabilities is ¥ 6,400. It
is agreed that capitals of the partner’s should be in the new profit sharing ratio.
Calculate new capital of each partner.

Solution:
Actual Capital of Asha and Boby
Asha %) Boby )
Balance in Capital A/c 80.000 70,000
Add: Profit on Revaluation (5 : 3) 4,000 2.400
Capital after Adjustment 84,000 72,400 |

Calculation of new capital of the firm and existing partner’s capiial
Nitin’s Share in the firm = 2/10
Nitin"s brings 40,000 for 2/10 Share
Total capital of the new firm in terms of Nitin's capital
=40.000 x 10/2
=3 2.00.000



Asha’s share in New Capital = 2.00.000 x 3/10 =3 1.00.000
Boby s share in New Capital = 2,00,000 x 3/10 =3 60,000

On comparing Asha’s adjusted capital with the new capital we find that Asha brings
% 16,000 [T 1,00,000 - X 84,000] or the amount may be debited to her current account.

On comparing the Boby’s adjusted capital with the new capital, we find that Boby is
to withdraw ¥ 12,400 X 72,400 — % 60,000] or the amount may be credited to his
current account.

10.8.2 When the Capital of the New Partner is Calculated in Proportion to
the Total Capital of the New Firm

Sometimes the capital of the new partner is not given. He/she is required to bring an
amount proportionate to his/her share of profit. In such a case, new partner’s capital
will be calculated on the basis of adjusted capital of the existing partners.

Example: The capital account of Sumit and Anu show the balance afier all
adjustments and revaluations are ¥ 90,000 and ¥ 60.000 respectively. They admit
Rohit as a new partner for 1/4 share in the profits. Rohit’s capital is calculated as
follows:

Total share = 1
Rohit’s share in the profit = 1/4
Remaining share =1 - 1/4 = 3/4

3/4 share of profit combined capital of Sumit and Anu =¥ 90,000 + I 60,000 =
< 1,50,000

Total Capital. of the firm =¥ 1,50,000 x 4/3 =¥ 2,00,000
Rohit’s capital for 1/4 share of profits =¥ 2,00,000 x 1/4 =¥ 50,000
Rohit brings in ¥ 50,000 as his Capital

Example: Manoj and Hema are partner sharing profit and losses in the ratio of 7 : 3.
On March 31,2006, their Balance Sheet was as follows:

Balance Sheet of Manoj and Hema
as on March 31, 2006

Liabilities Amount ) Assets Amount })

Capital: Bank 12,000
Manoj 88.000 Sundry Debtors _ 45.000
Hema 64.000 i 1.52.000 | Bills Reccivable 30.000
Sundry Creditors 32.000 | Stock 35,000
Bitls Pavable 38.000 | Investment 13.000
Reserve 18,000 | Machinen 40,000
L Building 45,000

Goodwill 20,000

2,40,000 2,40.000

They admit Tarun into partnership on the following terms:

(i) Stock is revalued at ¥ 40,000.

(i1) Building, Machinery and Investment are depreciated by 12%.
(1n) Prepaid Insurance 1s ¥ 1,000.

(1v) Tarun brings ¥ 40,000 as his capital and ¥ 12.000 tor goodwill for 1/6 share of
profit of the firm.
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(v) Capital of the parmers shall be proportionate to their profit sharing ratio.
Adjustment of Capitals to be made by Cash.

Prepare Revaluation Account, Partners’ Capital Account, Cash Account and Balance

Sheet of the new firm.

Solution:
Revaluation Account
Dr. Cr.
Particulars Amount (3) Particulars Amount ()
To Building 5.400 | By Stock 5.000
To Machinery 4.800 | By Prepaid Insurance 1.000
To Investment 1.560 | By Loss transferred to:
Manoj's capital 4.032
Hema’s capital 1.728 5.760
11.760 11.760
Capital Account
Dr. Cr.
Particulars Manoj Hema | Tarun | Particulars| Manoj | Hema | Tarun
T 4 4 4 4 4
Goodwill 14.000 6.000 — | Balance b/d| 88,000 |64.000 —
Revaluation 4,032 1,728 — | General 12,600 [ 5,400
Alc (loss) Reserve
Goodwill Alcj 8,400 | 3,600
Bank A/c — | 5272 -— | Bank A/c — — | 40,000
Balance ¢/d | 1,40,000 | 60,000 | 40,000 | Bank A/c 49,032 — —
(Profit)
1,58,032 | 73,000 | 90,000 1,58,032 |73,000 | 90,000
Balance Sheet of Manoj, Hema and Tarun
as on March 31, 2006
Liabilities Amount Assets Amount
4 &4
Bills Payable 38,000 | Bank 1,07,760
Sundry creditors 32,000 | Bills Receivable 30,000
ipitals Alc: Sundry Debtors 45,000
Manoj 1,40,000 Stock 40,000
Hema 60,000 Investment 11,440
Tarun 40,000 2,40,000 | Prepaid Insurance 1,000
' Machinery 35,200
Building 39,600
]
3,10,000 3.10,000




Bank Account
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Dr. Cr.
Particulars Amount ) Particulars Amount )
To Balance b/d 12.000 | By Hema's Capital A/c 5.272
To Manoj’s Capital A/c 49.032 | By Balance c/d 1.07.760
To Goodwill A/c 12,000
To Tarun's Capital A/c 40.000
1,13,032 1,13,032
Working Note:

(a) Calculation of New profit Sharing Ratio:
Total Profit = |

Tarun gets = 1/6

Remaining Profit = | — /6 = 5/6 share by Manoj and Hema in their

sharing ratio.

Manoj’s new share = 5/6 = 7/10=7/12

Hema's new shares = 3/6 x 3/10=3/12

New profit sharing ratio of Manoj. Hema and Tarun

=712:3/12: 1/6or7:3:2.

(b) Adjustment of Capital:
. Tarun brought capital for 1/6 share =% 40,000
Total Capital of the firm =% 40,000 = 6/1 =¥ 2,40,000
Manoj’s Capital = ¥ 2,40,000 x 7/12 =X 1,40,000
Hema’s Capital =% 2,40.000 x 3/12 =% 60,000
Tarun’s Capital =% 2,40,000 x 2/]12 =¥ 40.000

existing profit

Check Your Progress

Fill in the blanks:
1.

According to the Partnership Act, 1932, no new partner can be introduced
into a firm without the of all the existing partners.

The new partner acquires his share in profits from the

The ratio in which the old partners agree 10 sacrifice their share of profit
in favour of the incoming partner is called

For revaluation of assets and recording of unrecorded assets and for the
reassessment of liabilities and recording of unrecorded habilities the firm
prepares an account in its book called

Gain on revaluation or loss on revaluation will be transferred to the
of the old partners in old ratio.

Decrease of assets and increase in the value of liabilities is 10
revaluation account.
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10.9 LET US SUM UP

When a business enterprise requires additional capital or managerial help or both
for expansion of the business it may admit a new partner to supplement its
existing resources.

According to the Partnership Act 1932, no new partner can be introduced into a
firm without the consent of all the existing partners. :

The new partner acquires his share in profits from the old partners.

The ratio in which the old partners agree to sacrifice their share of profit in favour
of the incoming partner is called sacrificing ratio.

The term goodwill means the value of the reputation of a firm in respect of the
profit earned in future over and above the normal profit.

On the eve of the admission, the new partner who is going to acquire the right to
share future profits must compensate the existing partners by making payment to
them.

For revaluation of assets and recording of unrecorded assets and for the
reassessment of liabilities and recording ot unrecorded liabilities the firm prepares
an account in its book called Revaluation Account.

Gain on revaluation or loss on revaluation will be transferred to the capital
accounts of the old partners in old ratio.

Any accumulated profit or reserve appearing in the balance sheet at the time of
admission of a new partner, are credited in the existing partner’s capital account in
existing profit sharing ratio. If there is any loss, the same will be debited to the
existing partner in the existing ratio.

Sometime, at the time of admission, the partners’ agreed that their capitals are
adjusted to the proportionate to their profit sharing ratio. The partners may decide
to calculate the capitals which are to be maintained in the new firm either on the
basis of new Partner’s Capital and his profit sharing ratio or on the basis of the
existing partner’s capital accounts.

10.10 UNITEND ACTIVITY

Talk to the owners of five such business organisations which are doing good business
and have built up good reputation in the market. Write against each firm the factors
that have contributed to its goodwill.

Name of the Firm Nature of Business Factors contributing to the goodwill of the Firm
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Goodwill: The term goodwill means the value of the reputation of a firm in respect of
the profit eamed in future over and above the normal profit.

Revaluation a/c: For revaluation of assets and recording of unrecorded assets and for
the reassessment of liabilities and recording of unrecorded liabilities the firm prepares
an account in its book called Revaluation Account.

Sacrificing ratio: The ratio in which the old partners agree to sacrifice their share of
profit in favour of the incoming partner is called sacrificing ratio.

10.12 QUESTIONS FOR DISCUSSION

1. State the meaning of sacrificing ratio.

19

Discuss the meaning of goodwill.

Explain the methods of valuation ot goodwill.

(B}

4. Define "Revaluation Account’. Why assets are liabilities are revalued at the time
of admission of a new partner?

5. Describe the treatment of accumulated profit or losses and reserves at the time of
admission of a new partner.

6. Discuss the calculation of the proportionate capital of the new partner in case of
admission of a partner.

7. A and B are partners sharing profit in the ratio of 5 : 3 is admitted to the
partnership for 1/4 share of future profit. Calculate the new profit sharing ratio and
sacrificing ratio.

8. Rohit and Meena are partners sharing and losses in the ratio of 7 : 3. Rohit
surrenders 1/7 of his share and Meena surrenders 1/3 of his share in favour of
Teena, a new partner. Calculate the new profit sharing ratio.

9. A firm has eamed % 3,00,000 as average profit for the last few year. Normal rate
of return in the class of business is 15%. Find out goodwill according to
Capnalisation of Super profit, if the value of net assets amounted to X 16,00,000.

10. The following is the Balance Sheet of Tarun and Ashima sharing profit and losses
in the ratioof 2 : 1.

Liabilities Amount (%) Assets Amount )

Capital: Cash 12.000
Tarun 50;000 - Sundry Debtors 60.000
Ashima 40.000 90.000 | Stock 12.000
Sundry creditors 20.000 | Furniture 6,000
Building 20.000

1.10.000 1.10.000

They agreed to admit Sunita into partnership on the following terms:
(a) Sunita to pay < 9,000 as Goodwill.
(b) Sunita bring ¥ 11.000 as her Capital for 1/4 share of profit in the business.

(c) Building and furniture to be depreciated at 5%. Stock is reduced by X 1,600
and Bad Debt Reserve % 1,300 to be provided for.

Prepare necessary ledge account and balance sheet after admission.
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I1. George and Henry are partners sharing profits in the ratio of 3 : 2. They decided to
admit David as a new partner and to share future profits and losses equally. David
brings in ¥ 50,000 as his capital. Goodwill of the firm is valued at ¥ 60,000.
Record the necessary journal entries—

(a) When no goodwill appears in books
(b) When goodwill appears at< 50,000
(c) When goodwill appears at < 1,00,000
12. Explain the methods of valuation of goodwill.

13. X and Y are partners sharing profits and losses in proportion of 3 : 1. They admit a
new partner Z whom they give 1/4" share in profits. Calculate new profit sharing
ratio.

14. John and Mike were partners in a firm sharing profits in 3:1 ratio. They admitted
Wahid as a new partner for 1/6th share in the profits of the firm. Wahid acquired
his share from John and Mike in the ratio 2 : 1. Calculate the new profit sharing
ratio of John. Mike and Wahid.

Check Your Progress: Model Answer
1. Consent

Old partners

Sacrificing ratio

Revaluation Account

Capital accounts

Debited

(= T N
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11.0 AIMS AND OBJECTIVES
Afier studying this lesson, you should be able to:
e Compute gaining ratio
e Make adjustments regarding goodwill
e Construct revaluation A/c
o IHustrate accounting treatment of undistributed profit
o Compute retiring partner’s interest
e [Hustrate the lump sum and instaliment methods of claim settlement

11.1 INTRODUCTION

An outgoing partner means a partner who has retired from a firm. The firm is
reconstituted by the remaining partners. Section 32 contemplates three ways in which
a partner may retire from the firm. viz., (i) he may retire at any time with the consent
of all other partners: (i1) where there i1s an agreement between the partners about
retirement, a partner may retire in accordance with the terms of that agreement:
(1i1) where the partnership is at will, a partner may retire by giving to his partners a
notice of his intention to retire. Section 32 clearly comprehends a situation where a
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partner may retire without dissolving the firm. The current lesson discussed about the
computation of retiring partner’s claim for settlement of his/her account. The key
methods used for claim settlement are lump sum and installment method. The claim of
the retiring or deceased partner usually consists of his capital as on the date of
retirement or death less drawings (if any) plus his share of goodwill in the firm plus
his share in the accumulated profits of the firm (if any) less his share of accumulated
loss (if any) plus (minus) his share in the profit (loss) and revaluation of assets and
liabilities of the firm and such other things. The outgoing partner’s account is settled
as per terms of partnership deed, i.e., in lump sum immediately or in various
installments with/without interest as agreed or partly cash immediately and partly in
installments at the agreed intervals.

11.2 COMPUTATION OF NEW PROFIT SHARING RATIO
AND GAINING RATIO .

As soon as a partner retires the profit sharing ratio of the continuing partners get
changed. At the time of retirement or death of a partner, the share of retiring/deceased
partner is acquired by existing partners. on the basis of agreement among them. In the
absence of information, the continuing partners take the retiring partner’s share in
their profit sharing ratio or in an agreed ratio. The ratio in which retiring partner’s
share is distributed amongst continuing partners’ is known as ““gaining ratio”.

Gain of continuing partner = New share — Old share

Ixample: Sita, Rita and Raj are partners sharing profits in the ratio of 5:3:2. Due to
~ume personal reasons Sita retires from the partnership. Calculate the new profit
sharing ration and gaining ratio of remaining partners.

Solution:
| Calculation of new profit sharing ratio

In order to calculate new ratio of Rita and Raj, it is assumed that Sita’s share of
5/10 will be taken up by Rita and Raj in their old profit sharing ratio.

Rita’s new share =3/10+ (5/10 x 3/5)=3/10+ 15/50 = 30/50
Raj’s new share =2/10 + (5/10 x 2/5) = 2/10 + 10/50 = 20/50
Therefore, the new profit sharing ratio is 3:2

Calculation of gaining ratio

Gaining ratio = New share — Old share

() Rita’s gain=3/5-5/10=3/10

(i1) Raj’s gain=12/5-2/10=2/10

1.3 ADJUSTMENT REGARDING GOODWILL

A+ the time of retirement or death of a partner the retiving partner is entitled to his
.hare of goodwill because the goodwill has been earned by the firm with the efforts of
- the existing partners. The valuation of goodwill will be done as per the agreement
among the partners. It is possible that company will earn some profit in near future
.. cause of the existing goodwill of the company. Therefore, the retiring/deceased
j-artner should be compensated for the samne by the continuing partners in their gaining
atio. For this purpose, the retiring/deceased partner’s capital will be credited.




Inthis case. the following journal entin 1s recorded:
Remaining partner’s capital A/c (in the gaining ratio) Dr
To Retiring/deceased partner’s capital A/c

(Retiring partner’s share of goodwill adjusted to remaining partners in the gaining
rat10)

What is Hidden Goodwill?

If the firm has agreed to settle the account of retiring/deceased partner by paying him
a lump-sum amount, then amount paid to him in excess of his capital and share in
reserves/revaluation account etc., shall be treated as his share of goodwill. For
example, A, B and C are partners. C retires his capital account, after making
adjustments for reserves and profit on revaluation exists at 80,000. A and B have
agreed to pay him T 1,00,000 in full settlentent of his claint. It implies that ¥ 20,000 is
C’s share in the goodwill of the firm. This will be treated by debiting ¥ 20000 in A &
B’s capital account in their gaining ratio and crediting C’s capital account.

Example: A. B and C are partners sharing profits in the rvatio 5 : 3 : 2. A retires and
goodwill is valued at 54.000. New profit sharing ratio of continuing partners will be
equal. Pass the necessary journal entiy.

Solution:
Journal
Date Particulars L.F. | Debit Amount | Credit Amount
Q (4]
B’s Capital A/c Dr. 10.800
C’s Capital A/c Dr. 16,200
To A’s Capital A/c 27.000
(Share of A’s goodwill credited to his capital A/c)

Working Notes:
Calculation of Gaining Ratios
Gain of partner = New share — Old share
B’s Old share = 3/10
B’s new share = 1/2
B’s gain=1/2-3/10=2/10
C’s Old share = 2/10
C’s new share = 1/2
C’sgain=t/2 -2/10=3/10
Therefore, gaining rationis 2: 3

Example: S, U and R are partners sharing profits in the ratio of 3: 2: 1. U wants 10
retire due to personal problems. For this purpose goodwill is valued at two vears
purchase of average super profits of last three years, the profit for the last three vears

are as under:

Ist year : T 36,600
2nd year : ¥ 43,600
3rd year : ¥ 48,800

The normal profits for similar firms are I 34.000. Record, necessary entry for
eoodwill on retirement of U.

255
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Books of S, U and R
Journal
Date Particulars L.F. Debit Amount Credit Amount
€4) &)
S’s Capital Alc Dr. 4.500
R’s Capital Alc Dr. 1.500
To U’s Capital A/c 6.000

(Share of U's goodwill credited to
his capital A/c)

Working Notes:

U’s share of goodwill =% 18,000 x 2/6 =¥ 6,000

Average profits = (% 36,600 + < 43,600 + T 48,800)/3 =T 43,000

Super profits = Average profits — Normal profits
=3 43,000 -34,000=3% 9,000

Goodwili = Super profits x No. of years purchase

=3 9.000 x2=% 18.000

11.4 REVALUATION OF ASSETS AND LIABILITIES

In case of retirement or death of a partner, the assets and liabilities of the firm should

be revalued in the same way as at the time of admission of a partner. At the time of -

retirement/death, some of the assets or liabilities may not have been shown at their
current values. To ascertain the net profit and loss on revaluation of assets and

liabilities Revaluation A/c is prepared.

The following journal entries are passed for the revaluation of assets and liabilities:

(i) For increase in the value of assets
Asset A/c
To Revaluation A/c
(Increase in the value of assets)
(11) For decrease in the value of asset
Revaluation A/c
To Asset Alc
(Decrease in the value of assets)
(in)For increase in the value of liabilities
Revaluation A/c
To Liabilities A/c
(Increase in the value of liabilities)
(iv) For decrease in the value of liabilities
Liabilities A/c
To Revaluation A/c

(Decrease in the value of labilities)

Dr.

Dr.




{v) For

mirecorded assets

Asset A/c [unrecorded]

To Revaluation A/c

(Unrecorded asset recorded at actual value)

(vi) For unrecorded liability

Revaluation A/c

(Unrecorded hability recorded at actual value)

To Liability A/c [unrecorded]

(vii) For transfer of gain on revaluation

Revaluation A/c

To All Partner’s Capital A/c (Old ratio)

Dr.

(Profit on revaluation transferred to capital account m old profit sharing ratio)

(viit) For

transfer of loss on revaluation

All Partner’s Capital

To Revaluation A/c

Dr.

(Loss on revaluation transferred to capital account in existing ratio)

Example: X, Y and Z are partners sharing profit in the ratio | : 2 : 3. X retires from
the partnership. In order to settle his claim, the following revaluation of assets and

liabilities

() The value of Machinery is increased by ¥ 15,000.
(ii) The value of Investment is increased by ¥ 2,000.

(1)) A provision for outstanding bill standing in the books at ¥ 1,000 is now not

was agreed upon:

required.
(tv) The value of Land and Building is decreased by X 12,000.

Give journal entries and prepare Revaluation account.

Solution:
Date Particulars L.F. Debit Amount Credit Amount
Q) Q)
Machinery A/c Dr. 15,000
Investments A/c Dr. 2,000
Provision for Outsianding Bill ~ Dr. 1.000
To Revaluation A/c 18.000
(Increase in  value of Assets and
reduction 11 provision)
Revaluation Alc Dr. 12.000
To Land and Building A/c 12,000 |
(Decrease in value of assets)
Revaluation Alc Dr. 6.000
To X's Capital Alc 1.000
1o Y's Capital A/c 2.000

To Z's Capital Asc
(Profit on revaluation credited 10 all
partners” capital  Afe in old profit
sharipng ratiote.. 1:2:3)

3.000
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Dr. Cr.
Particulars Amount Particulars Amount
Ce) §3)
To Land and Building 12.000 | By Machinery 15.000
To Profit transferred to: By Investments 2,000
X’s capital 1.000 By Provision for outstanding bill 1.000 §
Y's capital 2,000
Z's capital 3.000 6,000
18,000 18,000

11.5 ACCOUNTING TREATMENT OF
UNDISTRIBUTED PROFIT
Al the time of retirement or death of a partner, the amount of undistributed profits

(losses), funds and reserves as shown in the Balance Sheet of the firm belongs to all
ihe partners and is transferred to their capital accounts in old profit sharing ratio.

For the purpose, the following journal entries are recorded:
(1) For distribution of undistributed profit and reserve
Reserves A/c Dr.
Profit and loss A/c (Profits 1.e., credit balance) Dr.
To All partners’ capital A/c (individually)

(Reserves and undistributed profit transferred to partner’s capital A/c in old profit
sharing ratio)
{ii) For distributing losses among all partners in the old ratio
All Partners, Capital A/c ] Dr.
To P&L A/c (accumulated losses, 1.e., debit balance)
To Deferred Revenue LExpenditure A/c

The surplus available on some specific funds like workmen’s compensation fund
or investment.

(Surplus available on workmen’s compensation fund and investment fluctuation
fund transferred to partner’s capital A/c in old profit sharing ratio)

Example: X, Y and Z are partners sharing profits in proportion of 3: 2 : 1. X decides
to retire from the partnership. On the date of her retirement, firm’s abstract Balance
Sheet was as under. Pass the necessary entry to treat the profit and loss A/c in balance

sheet.
Balance Sheet
asat .ooooonninnn
! Liabilities Amount Assets Amount
i ) <)
Capital: Cash 14.000
i X 10,000 Profits and Loss 6.000
Y 6.000
/ 4,000 20.000
20.000 20,000




Solution:

Booksof X,Yand Z

To Profit and loss A/c

(Loss of 6,000 divided among all partners
in their profit sharing ratioi.e.. 3 : 2 : 1)

Date Particulars L.F. Debit Amount Credit Amount
® ®
X's Capital Alc Dr. 3,000
Y's Capital A/c Dr. 2,000
Z’s Capital Alc Dr. 1.000

6.000

11.6 COMPUTATION OF PARTNER’S INTEREST

When a partner retires from business. his claim against the firm is determined by
preparing his capital account incorporating therein all the adjustments in respect of his
share of goodwill. accumulated profits or losses, profit/loss on revaluation of assets
and habilities. etc. Now the settlement of the claim depends on the provisions of the
partnership deed. If nothing is given in the problem to be solved in respect of
settlement of claim, the amount of claim is usually transferred to the Retiring partner’s
Loan Account for which the tollowing entry is passed:

Retiring Partner’s Capital A/c

To Retiring Partner’s Loan A/c

The retiring partners’ claim consists of:

Dr

Particulars

Total

Total

A. Itemsto be Added

The credit balance of Capital Account
His/her share in the Goodwill of the firm

His/her share in the Revaluation Profit

His/her share in General Reserve and Accumulated Profit

fnterest on Capital

B. ltems to be Deducted

His/her share in the Revaluation foss

His/her Drawings and Interest o Drawings up to the date of retirement

His/her share of any accumulated losses

Loan taken from the (irm

Retiring Panner’s Interest (A — )

239
Retirement of a Partner



=60 _ Example: X.Y and Z are partners sharing profits in the ratio of 2 : 2 : | respectively.
Fiancial Accounting 3 ~ B
= Their balance sheet as on December 2010 was as follows:

Liabilities Amount Assets Amount
® Q)
Bills Pavable 16,000 | Cash at Bank 68,000
Sundry Creditors 42,000 | Bills Receivable 10.000
Loan from X 1,00.000 | Sundry Debiors 30,000
Rescrve Fund 20,000 | Stock 45.000
Capital: Furniture 10,000
X 60.000 Machinery 60,000
Y 50,000 Buildings 80,000
Z 27.000 1,37.000 | Goodwill 12,000
3,15,000 3,15,000

Z retires from business as on January 1, 2010. For the purpose of retirement of Z, the
assets and habilities of the firm are revalued as follows:

(1) Stock 20% less; Furniture at Z 6,000

(i) Machinery at 75% of book value

(111) Building at ¥ 1,60,000

(iv) A provision of 10% is to be made for doubttul debts

(v) The goodwill of the firm is estimated to be worth 60,000

(vi) A bill for repairs of building 8,000 was unpaid and was not recorded in the books.
Ascertain the claim of Z against the firm by preparing his Capital Account.
Solution:

|. Preparation of Revaluation A/c °

Revaluation A/c¢

Particulars Amount Particulars Amount
®) )
To Stock 9.000 | By Butlding 80,000
To Furniture 4.000
To Machinery 15,000
To Provision for Doubtful Debts 3,000
To Outstanding Repair 8.000
To Capital A/c (Share of profit)
X -2/5 16.400
Y -2/5 16,400
Z-1/5 8.200 41.000
80,000 80,000

2. Calculation of Z’s share of Goodwill: Goodwill of the firm is estimated to be
< 60,000. But in the Balance Sheet of the tirm is alyeadv showing the goodwill at
% 12,000. Hence, it should be increased by ¥ 48.000 and the amount should be
credited to all the three partners in their protit” sharing ratios. Hence Z’s share of
goodwill is< 48.000 x 1/5 =% 9.600.



5. Z's share of Reserve Fund: There is a Reserve Fund of T 20,000 in the Balance
Sheet which represents accumulated profits. Z’s share is ¥ 20,000 x 1/5 =¥ 4,000.

4.  Preparation of Z’s capital A/c

Particulars Amount Particulars Amount
) ®)
To Z's Loan A/c 48.800 | By Revaluation A/c 8,200
By Goodwill A/c 9,600
By Reserve Fund 4,000
By Balance 27,000
48,800 48,800

As nothing is given in the questions as regards the settlement of the claim, the amount
due to Z on his retirement is transferred to his L.oan Account.

11.7 MODE OF PAYMENT

The outgoing partner’s account is settled as per terms ot partnership deed, i.e., in lump
sum immediatelv or in various installments with/without interest as agreed or partly
cash immediately and partly in installments at the agreed intervals.

11.7.1 Payment in Lump Sum

if the full amount of claim is payable to the retiring partner on the date of retirement
as per agreement, the amount will not be transferred to Loan Account but will be paid
in cash or by cheque.

The following journal entry is made for disposal of the amount payable to the retiring
partner: :

Retiring Partner’s Capital A/c Dr.
To Cash/Bank A/c -
(Amount paid to the retiring partner)

Example: Ram. Shyam and Mohan are partners sharing profit in the ratio of 3 : 2: L.
Their balance sheet as on December 31, 2006 is as under:

Balance Sheet
as on December 31, 2006

Liabilities Amount Assets Amount
®) ®

Creditors 80.000 | Building 1.80.000

Bills Pavable 26,000 | Plant 1.40.000

General Resenve 24.000 | Motor Car 40.000

Capital; Stock 1,00,000
Ram 1.60,000 Debtors 63.000

Shyam 1.20.000 Less: Provision for Bad Debis 3.000 60.000

Mohan 1.20.000 4,00.000 | Cash at Bank 10.000

5,30,000 5,30,000

Shyam retires on that date on the following terms:

(a) The Goodvwill of the firm is valued at ¥ 60.000.
(b) Stock and Building to be appreciated by 10%.

{c) Plant is depreciated by 10%.
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262 (d) Provision for Bad debts is increased up to T 5,000.
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(e) Shyam’s share of goodwill adjusted through remaining partners’ capital account.

The amount due to Shyam is paid out of the fund brought in by Ram and Mohan for
that purpose in their new profit sharing ratio. Shyam is paid full amount.

Prepare Revaluation Account and Partner’s Capital account.
Solution:
Suppose the gaining ratio of Ram and Mohan will remains 3 : |.
(a) Gaining ratio=3: 1.
Ram gets = 2/6 x 3/4 = 1/4
Ram’s new share = 3/6 + 1/4 =3/4
Mohan gets 2/6 x 1/4 = 1/12
Mohan’s new share = [/6 + 1/12=3/12 = 1/4
New profit sharing ratio between Ram and Mohan is
=3/4:1/4
=3: L
(b) Shyam’ Share of goodwill
T 60,000 x 2/6 =% 20,000

The following journal entry will be passed for goodwill:

Ram’s Capital A/c . Dr. < 15,000
Mohan’s Capital A/c ~ Dr. 3 5,000
To Shyam’s Capital A/c 20,000

(Shyam’s share of goodwill debited to remaining partners’ capital A/c)

Revaluation A/c

Particulars Amount (%) Particulars Amount )
To Provision for Bad debis 2.000 | By Stock 10.000
To Plant 14.000 | By Building 18,000

To Profit transferred 1o
Capital Accounts:

Rain 6,000
Shyam 4.000
Mohan 2.000 12.000
28,000 28,000
Capital A/c
Dr. Cr.
Particulars Ram Shyam Mohan Particulars Ram Shyam Mohan
) ) ) ) §9] )
To Capnal 15.000 - 5.000 | By Balance b/d 160,000 1.20.000 1.20.000
To Bank -1 132060 — | By General Resenve 12.000 L.000 4.000
To Balance ¢/d 2.77.000 — | 1.39.000 [ By Revaluation {Profit) 6000 4.000 2.000
Bv Ram Capual - 13,000 =
3y Nohan Capital =5 R -
By Bank L1000 - 38.000
2,92,000 [ 1.532.0001 1.64,000 292,000 L2000 1,64.000




11.7.2 Payment in Tnstallments

In this case, the amount due to retinng partner is paid in installments. In the absence
of uny agreement. section 37 of the Indian Pannership Act, 1932 is applicable.

As per the Sce 37 of [ndian Partnecship Act. 1932, oulgning paitner 1s at liberty 10
receive ejther interest (@ 6% p.a, 1l the date of pavment or the share of profits which
has twen earned with his money.

Aninstallment consists of 1wo parts:
{1} Principal Amount of instaltment due to retiring partner.
(it} Inlerest at an agreed rate.

Interest due on loan amount 15 credited to relinng partners’ loan aceount. Installment
inclusive of interest then s paid o the retiring partner as per sehedule aprecd upon,

(i) On part piyinent i cash and balance transferced to kivher Ioan aceount
Retiring Partner”s Capital Alc Dr.
Te {ash/Bank Afc
To Retining Pariner’ s Loan Adc
{Part pavment made and balance transferred to loan Adc)
i) Ferterd amanent due cramiforred to fen A
Retiring Partner’s Capital Asc (i,
To Retiring Partner™s Loan Adc
{Total armount due (ransferred to loan ASc)
(111} Far interest due
Interest on loan Al L.
To Retiring PFartners” Loan Afc
{Interest due on loan)
(1v) For payrient af invtallment
Retiring Panners” Loan Afc L.
ToCash/Bank Ade

{lnstallment inclusive of inlerest paid)

" Example; Taking the figures of the pervious exampie, assuming that he is paid 40% of
the amount due immediately and the balance n three sgual yearly installments. The
interest pyyable 15 12% poa.

Sofuion:
Fhe amount due to Mohan =3 | 52 (WK
Amvomnt emedialely = 2 1,52,000 x 404100 = T 64,300
Amownt ofthree equal installments =3 152,000 -3 60.800 = 3
=T 01200 + 3 =% 30400
I5t Instaltment at the end of 180 Year =F 30400 T 10944
=% 41,344
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Ftcrest (@ 120 pa. =T 91,200 = 127114

=3 10,944

2nd Installment at the end of 2nd Year =3 30,400 +2 7204

-7 37,344

Interest (@ 12% pa. =2 60,800 x 1.2/100

=3 7,706

Jrd Instatlment at the end of 3rd Year — % 30,400 +F 3 648

=2 34048

Interest i@ 12% pa. =3 30,400 » 12100

=% 3,648 i

Cheek Your Progress

Fill in the blanks:

1. At the time of retirement or death of 2 pactner, the share of retinng/
deceased partner is acyuired by partners.

2. The ratin in which mtiring partner’s share is distributed amongst
continuing partners” is known as

7. Section 37 of the Indian Partnership Act says that outgoing partner is at
liberly to receive eilher interest pra. till the date of
payment or the share of profits which has been eamed with his money.

4. At the time of retirement or death of & partner the amount of undistributed
profits {loszes), funds and reserves as shown in the Balance Sheet of the
firm belongs to all the partners and is transferred to their capital accounts
in sharing ratio.

5. The available on some specific funds will be
transterred to capital accounts of all the partners in their old ratio.

f. clearly comprehends a situation where a partner may
retire without dissolving the 11,

1.8 LET US SUM UP

Bection 32 clearly comprehends a situation where a partner may retire without
dissolving the firm.

As spon as a partner relires the profit sharing ratio of the contlinuing parnners gel
changed.

Al the time of rctirement or death of a partner, the share of retiring/deceased
partner is acquired by exisling partners, on the basis of agreement among them.
The ratio in which retiring pariner’s share 33 distnbuled amengst continummyg
puartners’ is known 25 “eaining ratio”.

Al the ime of retirement or death of & patiner the retiving partner is entitled 10 bis
share of poodwill.

If the firm has agreed W setthe the scconnt ol retoiing/deceased partner by paving
hicn a lamp-sum amount. then anount paid to him in excess of his capital and
share in reserves/revaluation account eie.. shall be treated as fus share ol goodwilk.



e In case of retirement or death of a partner the assets and liabilities of the firm
should be revalued in the same way as at the time of admission of a partner.

e At the time of retirement or death of a partner the amount of undistributed profits
(losses), funds and reserves as shown in the Balance Sheet of the firm belongs to
all the partners and is transferred to their capital accounts in old profit sharing
ratio.

e The outgoing partner’s account is settled as per terms of partnership deed, i.e., in
lump sum immediately or in various installments with/without interest as agreed
or partly cash immediately and partly in installments at the agreed intervals.

e  When a partner retires from business, his claim against the firm is determined by
preparing his capital account incorporating therein all the adjustments in respect
of his share of goodwill, accumulated profits or losses, profit/loss on revaluation
of assets and liabilities, etc.

e If nothing is given in the problem to be solved in respect of settlement of claim,
the amount of claim is usually transferred to the Retiring partner’s Loan Account.

e If the full amount of claim is payable to the retiring partner on the date of
retirement as per agreement, the amount will not be transferred to Loan Account
but will be paid in cash or by cheque.

e In the absence of any agreement, section 37 of the Indian Partnership Act, 1932 is
applicable, which says that outgoing partner is at liberty to receive either interest
@ 6% p.a. till the date of payment or the share of profits which has been earned
with his money.

e An installment consists of two parts:
(i) Principal Amount of installment due to retiring partner.
(11) Interest at an agreed rate.
e Interest due on loan amount is credited to retiring partners’ loan account.

e Installment inclusive of interest then is paid to the retiring partner as per schedule
agreed upon.

11.9 UNITEND ACTIVITY

Prepare the pro forma of capital account with a suitable example.

11.10 KEYWORDS

Gaining Ratio: The ratio in which retiring partner’s share 1s distributed amongst
continuing partners is known as “gaining ratio”.

Hidden Goodwill: If the firm has agreed to settle the account of retiring/deceased
partner by paying him a lump-sum amount. then amount paid to him in excess of his

capital and share in reserves/revaluation account etc., shall be treated as his share of

goodwill.

Revaluation A/c: For revaluation of assets and recording of unrecorded assets and for
the reassessment of liabilities and recording of unrecorded liabilitics the firm prepares
an account in its book called Revaluation Account.

Annuity: Annual Pavment of the claim of a retiring or deceased partner.

Executors: The representatives of the deceased partner who arc entitled to claim his
share.
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11.11 QUESTIONS FOR DISCUSSION

L.
2.
3.

Define gaining ratio.
Explain the accounting treatment of goodwill on retirement of a partner.

A, B and C were partners in a firm sharing profit in the ratio of 7: 6 : 7. B retired
and his share was divided equally between A and C. Calculate the new profit
sharing ratio of A and C.

Madhu, Surabhi and Nikhil are partners without any partnership deed. Madhu
retire, calculate future ratio of continuing partners if they agreed to acquire her
share (i) in the ratio 5 : 3 (i1) equally. Also mention their gaining ratio.

A, B and C are partners in a firm sharing profits in the ratio of 2 : | : 1. They took
out a policy in 2002 of ¥ 1,40,000. On 21* March, 2003 B died. The surrender
value of the policy appearing in the books on that date was T 20,000. Record

necessary journal entries to close the joint life policy in the vear of death of B, if
premium paid was treated (i) as business expenses and (i1) as an asset.

Rita, Puneeta and Gita are partners sharing profits in the ratio of 1 : 2 : 3. Rita
retires on the date of balance sheet on the following terms:

(@) A computer costing I 40,000 which was not recorded earlier, to be recorded
now.

(b) A liability of compensation towards an employee for ¥ 16,000 has also been
finalised for payment.

Record necessary entries to record the above arrangement.

R, S and M were carrying on business in partnership sharing profits in the ratio of
3:2:1, Notes respectively. On March 31, 1999, Balance Sheet of the firm stood
as follows:

e Balance Sheet
as at March 31, 1999
Liabilities Amount Assets Amount
3 )
Sundry Creditors 16,000 | Building 23,000
Capital: Debtors 7.000
R 20,000 Stock 12,000
S 7.500 Patents 8.000
M 12.000 40.000 | Bank 6.000
56,000 56,000

Shyam retired on the above mentioned date on the following terms:
(a) Buildings to be appreciated by T 8,800.

(b) Provision for bad debts be made @ 5% on debtors.

{¢) Goodwill ot the firm be valued at ¥ 9,000.

(d) T 5,000 be paid to S immediately and the balance due to him treated as a loan
carrying interest « 6% per annun.

Record necessary journal entries and prepare the balance sheet of the reconstituted

firm.

The Balance Sheet of AL B and C who were sharing the profits in proportion to
their capitals stood as on March 31, 2003.
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Balance Sheet 2067

as at March 31, 1999 Retirement of a Puriner
Liabilities Amount Assets Amount

Q) ®)
Bills Payable 6,250 | Land and Building 12,000
Sundry Creditors 10.000 | Customers 10,500
Reserve Funds 2.750 | Less: Reserve 500 10,000
Capitals: Bills Receivable 7,000
A 20.000 Stock 15,500
B 15.000 Plant and Machinery 11,500
C 15.000 50.000 | Bank Balance 13.000

69,000 69,000

B retired on the date of balance sheet and the following adjustments were made:
(a) Stock was depreciated by 10%.

(b) Factory buildings were appreciated by 12%.

(¢) Reserve {or doubtful debts be created up to 5%

(d) Reserve tor legal charges to be made at3 265.

(e) The goodwill of the firm fixed at ¥ 10,000.

() The capital of the new firm be fixed at ¥ 30,000. The continuing partners
decide to keep their capitals in the new profit sharing ratio of 3 : 2.

Record journal entries and prepare the initial balance sheet of reconstituted firm
after transferring the balance in B’s capital account to his loan account.

Distinguish between sacrificing and gaining ratio.

. Why do firms revalue assets and reassess their liabilities on retirement or on the

event of death of a partner?

. List the various claims of retiring partner.
. Hlustrate the methods of settling the claims of retiring partner.

. A retires from business on I January, 2004. His total claim against the firm

works out to T 91,000 on that date. The partners have agreed to allow 20% interest
on the unpaid balance per annum and settle his claim in three equal annual
installments including interest. Prepare A’s Loan Account.

. Calculate the total amount due to X, who is retiring from the partnership:

(a) Credit balance in X capital account 50,000.

(b) X's share of goodwiHl 5,000

(¢) General reserve balance shown in Balance sheet 10.000
(d) Profit on Revaluation of Assets/liabilities 3,000

(e) {l1le|‘est on drawings 500.

(f) X share in the profit of the firm 2/3

. Hlustrate the lump sum payment method for settling the claims of retiring partner.

. Ashu. Ashmita and Metu are partners sharing profits i the vatio of 4 0 3 0 2. Ashu

retires, assuming Ashmita and Metu will share profits in future in the ratio 5 : 3.
determine the gaining ratio.
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Check Your Progress: Model Answer

1. Existing

2. Gaining ratio
3. 6%

4. Profit

5. Surplus

6. Section 32
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12.0 AIMS AND OBJECTIVES

After studying this lesson, you should be able 1o0:

o llustrate the accounting treatment on death of a partner
o Compule the share of profit up 1o the death of U partner
e Kevord (he lransactions for setllement af execulor's As
o  Define joint life policy

e liusuale the acconnting lreatmen tor joint life policy

o Preparc the accounts for individual life policies

12.1 INTRODUCTION

Partneiship stands dissolved on the death of a patner. The rights ot” the legal
representatives of the deceased partner depend on the provisiogs of the partnership
deed. The claim of the deceased purtner s derermined as per e povisions of the
parinesship deed which is normally jnuchased by the servivig partacrs and they
continue 10 caiy on the business as usual, Fiw Claitn of (he deceased pariner 3s entrer
paid immediocly o trapsteed o Loan Account in the name of his legsl
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representatives. The claim is usually determined on the same basis as that of a retired
partner taking into account his share in the accumulated profits of the firm. goodwill,
profit/loss on revaluation of assets/liabilities and so on.

12.2 ACCOUNTING TREATMENT ON
DEATH OF A PARTNER

The key difference between the retirement and death of partner is that normally the
retirement takes place at the end of an accounting period whereas death can occur at
any time. Hence, in the case of death of a partner his claim shall include:

e share in the profits of the firm up to the date of death
e interest on his capital up to the date of death

e share in the proceeds of-joint life policy (if any) in addition to his share in the
accumulated profits

e goodwill, etc.

Section 37 of the Partnership Act provides that if the amount is not paid immediately,
the executors of the deceased partner would be entitled, at their choice, to receive
interest (@0 6% p.a. from the date of death to the date of actual payment or a share in
the profits ot the firm earned during that period in the proportion in which the amount
due to the deceased partner bears to the total capital employed. This section is also
applicable in the case of retircment of a partner.

On the death of a partner, the accounting treatment regarding goodwill, revaluation of
assets and reassessment of liabilities, accumulated reserves and undistributed profit
are similar to that of the retirement of a partner.

The deceased partners’ claim consists of:

Particulars
A. ltems to be Credit.ed
e  The amount standing to the credit to the capital account ot the deceased partner -
e Interest on capital. if provided in the partnership deed up to the date ot death -
e  Share of goodwill of the firm -
e  Share ol undistributed profit or reserves -
e Share of profit on the revaluation of assets and liabilities —

e  Sharec of protit up to the date of death -

e  Share of Jom Life Policy _

Total =

B. Items to be Deducted
e  His/hicer share in the Revaluation loss -
e [lis/her Drawings and Interest on Drawings up to the date of retirement -
e [His/her share of any accumulated losses -

e  Loun tuken {rom the firm -

Total _

Deceased Partner’s Claim (A — B) =




12.3 ASCERTAINMENT OF SHARE OF PROFIT UP TO Death of 2 Parier
THE DEATH OF PARTNER
If the death of a partner occurs during the year, the representatives of the deceased

partner are entitled to his/her share of profits earned till the date of his/her death. Such
profit 1s ascertained by any of the following methods:

e Time Basis

e Turnover or Sales Basis

12.3.1 On the Basis of Time
There are two methods used in ascertainment of protit on the basis of time:

I. On the basis of average profit of certain years: Under this method, the
calculation of profit is based on the average annual profit for the past few years
sav, 3 to 5 vears. Then, the profit for the proportionate period is found out.

Example: X. Y and Z are partners sharing profits equally. Z dies on April 30,
2004. The accounts of the firm are closed on Dec. 31. The profits for the past 3
years are: 2001 - 35,000; 2002 - ¥ 40,000 and 2003 - X 60.000. Calculate the Z’s
share of profit from Ist April to 30th April 2004.

Solution:

The average profit for the past three years: (X 35.000 + % 40,000 + % 60,000) + 3
=3 45,000

Profit for 4 months up to April 30,2004 =4/12 x ¥ 45.000 =% 15,000
Z’s share of Profit=7% 15,000 x 1/3 =3 5,000

2. On the basis of last year’s profit: Calculation of profit is based on the last year’s
profit

Example: The total profit of previous year is 360000 and a partner dies three
months after the close of previous year, the profit of three months is:

=% 360000 x 3/12 =3 90000

If the deceased partner took 2/10 share of profit, his/her share of profit till the date
of death is:

T 90000 = 2/10 =% 18000

12.3.2 On the Basis of Turnover

Under this method, the share of profit is calculated on the basis of the profit and the
total sales of the last year, Thereafter, the profit up to the date of death is estimated on
the basis of the sale of the last year.

Profit is assumed to be earned uniformly at the same rate.

Example: A, B and C are partners sharing profits and losses in the ratio of 2: 1 : 1. B
dies on March 1, 2004. Sales for the year 2004 amount 1o 80.000, out of which 25,000
are for a period from January 1, 2004 to March 1, 2004. The profit for the year is
40.000. Calculate B’s share of profit.

Solution:
The Protit up to the date ot B's death = 25.000 = 80.000 - 40.000 = 12,500
B’s share = 12,500 x 1/4 = 3,125
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12.4 SETTLEMENT OF EXECUTOR’S ACCOUNT

After the death of a partner the total amount due to him is transferred to his executor’s
account and paid off as per the provisions of the partnership deed immediately or in
installments together with interest on the unpaid balance. As explained earlier, the
amount due to the deceased partner should include the amount standing to the credit of
his Capital Account, a share in the accumulated profits, goodwill, joint life policy (if
any), profit on revaluation of assets/liabilities, etc.

The following entries should be passed for disposal of amount due to the deceased
partner:

(a) The amount standing to the credit of deceased partner’s capital is transferred to
his executor’s account, by recording the following entry:

Deceased partner’s capital A/c Dr.
To Deceased partner’s executor’'s A/c

Deceased partner’s executor’s account will be settled as per the agreement
between the firm and executor’s of the deceased partner,

(b) When the full amount is paid in cash, following entry is recorded:
Executor’s Afc Dr.
To Cash/Bank A/c
(c) When the settlement is made in installments, the following entries are made:
(1) For interest due:
Interest on executor’s A/c Dr.
To Executor’s Afc
(i) For payment of installment on loan account
Executor’s A/c Dr.
To Cash/Bank A/c

Example: Nutan, Sumit and Shiba are partners in a firm sharing profits in the ratio
5:3:2.0n 31" December 2006 their Balance Sheet was as under:

Liabilities Amount (%) Assels Amount ()
Creditors 52.000 | Building 60.000
Reserve Fund 15,000 | Plant 50,000
Capitals: Stock 27.000
Nutan 60,000 Debtors 25.000
Sumit 45,000 Cash 10,000
Shiba 30.000 1.35.000 | Bank 30.000

2,02,000 | 2,02,000

Nutan died on I* July 2007. It was agreed between her executor and the remaining

partners that:

(i) Goodwill to be valued at 24 years purchase of the average profits of the last
four years, which were: 2003 ¥ 25,000; 2004 T 20,000; 2005 40,000 and 2006

< 35.,000.

(i) Building is valued at T 70.000: Plant at 46.000 and Stock at I 32,000,

(1i1) Profit for the year 2006 be taken as having accrued at the same rate as that of the

previous year.
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(v) On I”July 2007 her drawings account showed a balance of ¥ 20,000.

(vi)X 25,950 are to be paid immediately to her executor and the balance is transferred
to her Executors Loan Account.

Prepare Nutan's Capital Account and Nutan’s Executor’s Account as on 1% July 2007.
Solution:
(1) Valuation of Goodwill:

Total Profit =% 25,000 + ¥ 20,000 + T 40,000 +3 35,000=% 1,20,000

Average Profit =% 1,20,000/4 =¥ 30,000

Hence, Goodwill at 214 year’s purchase =% 30,000. x 2= % 75,000

Nutan’s share of goodwill =3 75,000 x 5/10 =% 37,500

It is adjusted into the Capital Accounts of Sumit and Shiba in the gaining ratio of
5:21e.322,500 and T 15000 respectively.

(i1) Share of Profit payable to Nutan [up to the date of death] =3 35,000 x 6/12 x 5/10
=% 8,750

(iii)Nutan’s Share of Reserve Fund =% 15,000 x 5/10 =% 7,500
(iv) Interest on Nutan’s Capital =¥ 60,000 x 9/100 x 6/12=3 2,700

Revaluation Account

Dr. Cr.
Particulars Amount ) Particulars - Amount )
To Plant 4.000 | By Building 10,000
To Profit transferred to By Stock 5,000
Nutan Capital 5.500
Sumit Capual 3.300
Shiba Capital 2.200 11.000
15,000 15,000

Nutan’s Capital Account

Dr. Cr.
Particulars Amount () Particulars Amount )

To Drawings 20.000 | By Balance b/d 60.000
To Nutan’s Executor’s 1.01.950 | By Reserve fund 7.500
By Sumit’s Capital (Goodwitl) 15,000

By Shiba’s Capital (Goodwilly 22.500

By Profit and Loss (Suspense) 8.750

By Revaluation A/c 3.500

By Interest on Capital 2.700

1.21,950 1.21,950
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Dr. Cr.
Particulars Amount ) Particulars Amount ()
To Bank 25,950 | By Nutan’s Capital 1.01.950
To Nutan’s Execulor’s
Loan Transter 76.000
1,01,950 1,01,950

12.5 JOINT LIFE POLICY

The term Joint Life Policy means an insurance policy taken out by the partnership
lirm on the joint lives of all the partners. The amount of such a policy is payable by
the Insurance Company either on death of any partner or on maturity whichever is
earlier. The main objective behind taking out such a policy by the partnership firm is
~+ mobilise funds to settle the claims of the deceased partner in case of death of a

atner without affecting the Working Capital of the business. If any one of the
partners covered by such a policy expires, the policy gets matured immediately and

ith the amount recovered from I[nsurance Company, the claim of the deceased
wrtner is settled. However, it is important to note here that the profit arising out of

ich a policy should always be distributed to all the partners including the deceased
,-artner in their profit-sharing ratio.

vhat is Surrender Value?

~urender Value (SV) is the amount payable by an insurance company on the
wrender/discontinuation of joint life policy before the date of maturity. However, the
~rrender value keeps on increasing with the successive payment of premium.

(2.6 ACCOUNTING TREATMENT FOR
JOINT LIFE POLICY

. here are two ways to record the Joint Life Policy transactions by the firm:

', Treated as an expense of firm: Under this method, the premium paid is treated as
a business expense. The premium is chargeable to the profit and loss account.

Accounting entries in the books of the firm will be as follows:
(1) For payment of premium:

Joint life policy premium Dr.
To Bank A/c
(1) For transfer of premium paid to profit and loss account at the end of the year:
Profit and loss A/c Dr.

To Joint life policy premium

On the maturity of the policy, if the death takes place before the due date of the
premium, the premium will not be paid in the vear of death. This would imply that
entry for payment of premium would not be recorded. On maturity, the insuiaie
policy will be surrendered to register the claim with the insurance company and
sum assured will be collected.

I'or this. following entrtes are to be recorded:

(1) On the death of pariner, for making claim with the insurance company
Insurance Company/Insurance claim receivable A/c Dr.

To Joint Life Policy
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Bank A/c Dr.
To Insurance Co./Insurance claim receivable A/c
(1i1) Claim due will be distributed among existing partners (including ouigoing)
Joint life policy Dr.
To All partner’s capital A/c (individually)

2. When premium paid is treated as an asset at an amount equal to the surrender
value of joint life policy: In such a case, Joint Life Policy Account will appear in
the books of the firm which must be shown as an asset in the Balance Sheet at its
present value i.e., surrender value.

Following accounting entries are to be recorded in this case:
(1) Ist Year: On the date when policy is taken and premium is paid.
Joint Life Policy Dr.
To Bank A/c

(i1) At the end of first year, the joint life policy account will show the balance
which is equal to its surrender value. The difference between the premium
paid and surrender value will be transferred to profit and loss account.

Profit and loss A/c Dr.
To Joint Life Policy

Amount = Surrender value in the previous year + Premium paid
during the current year — Surrender value in the current year

Second year and onwards, the entries (1) and (1) shall be repeated until the last
year.

In the last year, i.e., the year of death, entry no. (i) will be recorded only if
death takes place after the due date of premium and entry no. (ii) will not be
recorded at all.

(i11) On maturity of policy or in the event of death, entry for making the insurance
claim will be:

Insurance company A/c Dr.
To Joint Life Policy
(1v) On the date of receipt when insurance company pays the insurance claim due:
Bank A/c Dr.
To Insurance Company

(v) Balance standing in Joint Life Policy account is distributed among all
partners in profit sharing ratio.

| . ; ; . < .
Balance in Joint Life Policy account - Total claim due — (Surrender value of
the policy in the previous vear + Premium paid during the current year)

Example: Jatin, Gagan and Kiran are equal partners have taken a Joint Life Pohcy of
T 60,000 on June 30, 1999 paying annual premium of ¥ 6,000. Surrender values for:
1999 - NIL; 2000 - T 3,000: 2001 - X 6.000: 2002 - 10.000: Gagan dies on July 3.
2002.
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(i) If premium paid is transferred to profit and loss account every vear.
(i) If premium paid is treated as an asset. Also prepare Joint Life Policy account for
2002.
Solution:
(i) If premium paid is transferred to profit and loss account every vear.

Books of Jatin, Gagan and Kiran

Journal
Date Particulars L.F. Debit Credit
2002 Amount | Amount
) )
Jun. 30 | Joint Life Policy premium Dr. 6.000
To Bank A/c 6.000
(Premium paid on due date)
hul. 3 Insurance company A/c Dr. 60.000
To Joint life policy 60.000
(On death. policy claim registered with insurance company)
Jul. 3 Joint Life Policy Dr. 60.000
To Jaun’s capital A/c 20. 000
To Gagan’s capital Alc 20.000
To Kiran's capital Aflc 20.000
(Policy claim received credited to partner in their profit
sharing ratio)
Dec. 31 | Profit and loss A/c Dr. 6,000
To Joint Life Policy premium 6.000
- (Premium paid translerred to profit and loss account)

Note: It is assumed that the claim registered with insurance company will be
received in due course of time.

(1)) If premium paid is treated as an asset. Also prepare Joint Life Policy account for

2002.
Books of Jatin, Gagan and Kiran
Journal
Date Particulars L.F. Debit Credit
2002 Amount | Amount
§9) ]
Jun. Joint Life Policy Dr. 6.000
30 To Bank A/c 6.000
(Premium paid on due date)
Julv 3 | Insurance Company Afc Dr. 60.000
To Joint Lite Pohicy 60.000 |
(On death. policy claim registered with insurance company)
July 3| Joint Lite Policy Dr. 48.000
To Jatin™s capital A/c 16.000
To Gagan's capital Adc 16.000
To Kiran's capital Arc 16.000
(Balance in joint kife policy account distributed to partners,
i.c.. 60.000 (6.000 - 6000} in profit sharing ratio)




Joint Life Policy Account

Dr. Cr.
Date Particulars J.F. | Amount Date Particulars J.F. | Amount
2003 ® 2003 ®

Jan. 1 | To Balance b/c 6.000* | July 3 By Insurance Co. 60,000
July 3 | To Bank 6,000
To Jatin’s capital 16.000
To Gagan’s capital 16,000
To Kiran's capital 16,000

60,000 60,000

* This amount is the balance of Joint Life Policy Account on the date of death. which is the surrender
value of Joint Life Policy of previous year to the death, i.e., year 2001,

12.6.1 Joint Life Policy Reserve A/c

When premium paid on joint life policy is treated as capital expenditure then a reserve
may also be created equal to the surrender value. Then the joint life policy will be
shown at its surrender value on the asset side of the Balance Sheet and Joint Life
Policy Reserve account will be shown at the same amount on the liability side of the
balance sheet. If on the admission of a partner it is decided not to show these two
accounts in the books of accounts in future then these accounts will be closed by
debiting joint life policy reserve account and crediting joint life policy account.

The following journal entry will be recorded.
Joint Life Policy Reserve A/c Dr.
To Joint Lite Policy

Example: On the admission of Rohit on April 1, 2003 in the firm of Ram and Shyam
there existed a balance of I 40,000 each in the joint life policy account and joint life
policy reserve account. lt was decided-that these accounts will not be shown in the
books of the new firm. Record the necessary journal entry for the same.

Solution:
Books of Ram, Shyam and Rohit
Journal
Date Particulars L.F. Dr® Cr®
Aprit 1 | Joint Life Policy Reserve A/c Dr. 40,000
To Joint Lile Policy 40,000
(Joint life policy and joint life policy reserve
accounts closed on Rohit's adnussion).

Example: A, B, and C sharing profits and losses in theratio 2 : | : | have taken a joint
life policy for ¥ 100,000 with an annual premium of ¥ 1,000 on |*' January 2000. The
surrender values estimated tfor the policy were:

31% Dec. 2000 - Nil:
31% Dec. 2001 - ¥ 300:
31* Dec. 2002 - 750
31% Dee. 2003 -3 1,250

C died on 10" February 2003. The Insurance Company settled the claim on 15" Feb,
2003, Pass necessary journatl entries and related ledger accounts keeping treating the
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278 surrender value of the insurance policy as asset and maintaining a reserve against the

Financial . policy.
Solution:
First Year
Date Particulars LE | Dr® | Cr(®
Jan 1, 2000 Joint Life Policy A/c Dr. 1,000
To Cash 1.000
(Premium paid on the joint life policy)
31 Dec., 2000 | P and L Appropriation A/c Dr. 1,000
To Joint Life Policy Reserve Account 1.000
- (Reserve created for the premium payment)
31* Dec., 2000 | Joint Life Policy Reserve Account A/c Dr. 1,000
To Joint Life Policy Account 1.000
(Balances in reserve and policy accounts eliminated by
mutual transfer)

Note: There is no surrender value in the first year in the above example.
Second Year

Date Particulars - LE [ DFr® | Cr(®

lan 1, 2001 Joint Life Policy A/c Dr. 1,000
To Cash 1.000
(Premtum paid on the policy)
31 Dec.. 2001 P&L Appropriation A/c Dr. 1,000
To Joint Life Policy Reserve Account 1,000
(Reserve created for the premium payment)
1" Dec., 2001 | Joint Life Policy Reserve Account Afc Dr 700
i To Joint Life Policy Account 700

(Both JLP and Reserve reduced to the surrender
value by mutual elimination)

Note: Here the premium payment is 1,000, but Joint life policy and JLP reserve
accounts will appear at 300 on the either side of the Balance Sheet.

Third Year

[ Date Particulars LE [ Dr® | Cr(®
fan 1, 2002 Joint Life Policy A/c Dr. 1,000
To Cash I 1.000
! (Premium paid on the policy)
| 1" Dec. 2002 | P&L Appropriation Alc Dr. 1.000
To Joint Life Policy Reserve Account 1.000

(The reserve created against premium payvment)

317 Dec.. 2002 | Joint Life Policy Reserve Account Alc Dr. 350
To Joint Life Policy Account 530
(Both JLP and Reserve reduced to the surrender

value by mutual elimination)




Fourth Year

Date Particulars LF.| Dr® Cr®
Jan. 1. 2003 Joint Life Policy A/c Dr. 1,000
To Cash 1,000
(Premium paid on the policy)
10® Feb. 2003 | Insurance Claim A/c Dr. 1,00,000
To Joint Life Policy Reserve Account 1,00,000
(Insurance Claim credited 10 policy account)
10" Feb. 2003 | Joint Life Policy Reserve A/c Dr. 750
To Joint Life Policy Account 750
(Reserve account closed by transfer ta policy account)
Note: You can transfer the reserve directly to the capital
accounts of partners.
10™ Feb. 2003 | Joint Life Policy Afc Dr. 1,00.000
To A’s Capital 39.600
To B's Capital 39.600
o C's Capital 19,800
(Joint Lifc policy cltosed by transfer to capital accounts)
15" Feb. 2003 | Bank A/c Dr. 1,00.000
To Insurance Claim 1,060,000
(Insurance claim setticd)
Joint Life Policy Account
Date Particulars Amount Date Particulars Amount
1% Jan. 2000 | To Cash 1,000 | 31 Dec. 2000 | By JLP Reserve A/c 1.000
1.000 £.000
1* Jan. 2001 To Cash 1.000 | 317 Dec. 2001 | By JLP Reserve A/c 700
By Balance ¢/d 300
1.000 1,000
1 Jan. 2002 To Balance b/d 300 | 31° Dec. 2002 | By JLP Reserve Alc 550
31% Dec. 2002 | To Cash 1.000 By Balance e/d 750
1.300 1.300
1* Jan. 2003 To Balance b/d 750 | 10" Feb. 2003 | By ILP Reserve 750
To Cash 1.000 By Insurance Claim 1.00.000
10" Feb. 2003 | To A’s Capitat 39.600 |
_ | ToB’s Capital 39.600
To C’s Capital 19.800 L
1,00,721 1,00,750
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Joint Life Policy Reserve Account

Date Particulars Amount Date Particulars Amount
31" Dec. | To JLP Amount 1,000 | 31¥ Dec. | By P and L Appropriation 1,000
2000 2000

1,000 1.000

31" Dec. | To JLP Account 700 | 31 Dec. | By P and L Appropriation 1,000
2 To Balance c/d 300 2001

1,000 1.000

31" Dec. | To JLP Account 550 | 1% Jan, By Balance b/d 300
2002 2002

To Balance ¢/d 750 By P and L Appropriation 1.000

31% Dec. .

2002

1,300 1.300

10" Feb. | To JLP Account 750 | 1¥ Jan. By Balance b/d 750
2003 2003

750 750

12.7 INDIVIDUAL LIFE POLICIES

The tirm may decide to take the insurance policy separately tor each of the partners on
their lives. For such insurance policies, if premium is paid by the firm, being a
transaction of business, it becomes an asset of the firm. Whenever death of any partner
oceurs, policy matures, the firm makes a claim to the insurance company and claim so
received is distributed among all the partners in the profit sharing ratio. The heir of
deceased partner will be entitled to the proportionate share in the policy of deceased.
Further, surrender values of the policies of other partners will be distributed among all
the partners (including heir of deceased) in their profit sharing ratio. The Joint Life
Policy will be shown in the Balance Sheet at its surrender value.

Example: X. Y and Z are partners in the ratio of 5 : 3 : 2. X died on 14™ Aug. 2002.
The firm had taken insurance policies on the lives ot the partners, premium being
charged to profit and loss account every year.

The Policy amount and surrender value (on 14.08.2002)

Particulars

Policy Amount ()

Surrender Value })

X
Y
Z

Life Insurance Policies:

60.000
90.000
60,000

25.000
35,000
15.000

Work out the amount payable to X’s legal representatives regarding insurance
policies. Record necessary journal entries.




Solution:

Books of X, Yand Z
Date Particulars L.F. Dr® Ccr®
Aug.14 | Insurance Company A/c Dr. 60.000
To life policy 60,000
(Claim for the policy registered)
Aug.14 | Bank A/c Dr. 60.000
To insurance company A/c 60,000
(Policy amount received on X's death)
Aug.l4 Life policy A/c Dr. 60.000
o X's Alc 30.000
To Y’'s Ale 18.000
To Z's Alc 12.000
(Amount of life policy transferred to capital A/c)
Aug. 14 | Y's capital Alc Dr. 15.000
Z’'s capital A/c Dr. 10.000
To X's capital A/c 25,000
(X s share credited to him in gaining ratio of 3 : 2)

Working Notes:

1.
2.

Surrender value of policies of Y and Z =% 35,000+ 3% 15,000 =% 50,000
X’s share =< 50000 x 5/10 =3 25000.

Check Your Progressji

Fill in the blanks:

1.

The rights of the legat representatives of the deceased partner depend on
the provisions of the

Share of Joint Life Policy should be
capital A/c.

in deceased partner’s

Interest on drawing due from deceased partner till the date of the death is
to his capital account.

Under method the calculation of profit is based on the
average annual profit for the past few years say, 3 to 5 years.

The profit can be calculated on the basis of

Claim received under individual life policy is distributed among all the
partners in the ratio.

12.8 LET US SUM UP

The rights of the legal representatives of the deceased partner depend on the

provisions of the partnership deed.

The claim of the deceased partner is either paid immediatety or transferred to

Loan Account in the name of his legal representatives.
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The claim is usually determined on the same basis as that of a retired partner
taking into account his share in the accumulated profits of the firm, goodwill.
profit/loss on revaluation of assets/liabilities and so on.

The key difference between the retirement and death of partner is that normally
the retirement takes place at the end of an accounting period whereas death can
occur at any time.

1f the death of a partner occurs during the year, the representatives of the deceased
partner are entitled to his/her share of profits earned till the date of his/her death.

Under this average profit method the calculation of profit is based on the average
annual profit for the past few years say, 3 to 5 years.

The profit can be calculated on the basis of last year’s profit.

Under turnover method. the share of profit is calculated on the basis of the profit
and the total sales of the last year.

After the death of a partner the total amount due to him is transferred to his.
executor’s account and paid off as per the provisions of the partnership deed
immediately or in installments together with interest on the unpaid balance.

For the purpose of ensuring liquidity in the firm to settle the claim of the
retiring/deceased partner an assurance policy is taken up by the partners on their
lives collectively.

The insurance company agrees to pay the sum assured (i.e., the amount for which
the policy has been taken) to the firm on the maturity date.

Maturity date is the date of death of any of the partners or the date on which the
term of the policy expires, whichever is earlier.

The firm in turn agrees to pay to the insurance company the amount of premium
periodically.

The amount of premium payable will be same in each of the years.

Surrender Value (SV) is the amount payable by an insurance company on the
surrender/discontinuation ot joint life policy before the date of maturity.

However, the surrender value keeps on increasing with the successive payment of
premium,

The firm may decide to take the insurance policy separately for each ot the
partners on their lives.

Under individual life policyv the heir of deceased partner will be entitled to the
proportionate share in the policy of deceased.

Further, surrender values of the policies of other partners will be distributed
among all the partners (including heir of deceased) in their profit sharing ratio.

12.9 UNITEND ACTIVITY

.Y and Z are partners sharing profits in the ratio of 3 : 2 : 1. Z dies on 3 1™ May
2006. Sales tor the year 2005-2006 amounted to T 4,00,000 and the profit on sales is

$0.000. Accounts are closed on 31 March every vear. Sales from ' April 2006 to

21 May 2006 is 2 1,00,000.

¢ alculate the deceased partner’s share in the profit up to the date of death.



12.10 KEYWORDS

Executors: The representatives of the deceased partner who are entitled to claim his
share.

Gaining Ratio: The ratio of the continuing partners inter se which has been purchased
by them from the retiring or deceased partner.

Joint Life Policy: An insurance policy taken by the partnership firm on the joint lives
of all the partners.

Surrender Value: Amount receivable from the insurance company on surrendering
the policy before maturity.

12.11 QUESTIONS FOR DISCUSSION

1.

Accounting treatment in the event of death of the partner is on the same lines as
that of the retirement of a partner except a few. What are those exceptions?

2. A. B and C are partners sharing in the ratio of 5 : 3 : 2. B dies on June 30, 2002

i.e., three months after closing of the books Profits for three years:

2000 - 25,000

2001 :% 20,000

2002 :% 15,000

Find out B’s share of profit on the date of death if as per terms of the agreement
he was entitled to profit (i) on the basis of immediately preceding year’s profits to
the date of death (ii) on the basis of average profit of the preceding three years to
the date of death. '

3. X, Y and Z are partners sharing profit in the ratio of 2 : 2 : I. X dies on July 1,
2002 whereas books of accounts are closed on March 31% every year. Sales for the
year 2001 amounts to ¥ 4,00,000 and that from April 1 to June 30, 2002 to
T 1,50,000. The profit for the year 200| were calculated as ¥ 40,000. Calculate
X’s share of profits in the firm for 2002 on the basis of sales.

4. Following is the Balance Sheet of the Pon, Kon and Bon as on March 31, 2003.
They shared profits in the ratio of their capital.

Balance Sheet
as at March 31, 2003
Liabilities Amount () Assets Amount (%)

Sundry Creditors 4.600 | Land and Building 23.400
Reserve 5.400 | Plant and Machinery 13.000
Capital Account: Stock 4.700
Pon 24.000 Sundry Debtors 6.500

Kon 12.000 Cash at Bank 5.600

Bon 8.000 44.000 | Cash in Hand 800
34,000 54,000

Pon died on June 30, 2003. Under the terms of partnership the executors of a
deceased partner were entitled to:

(a) Amount standing to the credit of the Partner’s Capual Account.
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(b) Interest on Capital at 12% per annum.

(c) Share of goodwill on the basis of four year’s purchase of three vear’s average
profits.

(d) Share of Profit from the closing of the last financial year to the date of death
on the basis of the last year’s profit. Profit for the years 2001, 2002 and 2003
were respectively T 8,000, 12,000 and ¥ 7,000.

Record the necessary journal entries and draw up Pon’s account to be rendered to
his executors and his executor’s account, presuming that they are paid by raising
bank loan.

M, N and C are in partnership, sharing profit in the proportion of 2/3, 1/6 and 1/6
respectively. To clear the dues of deceased partner an assurance was effected on
their lives jointly for ¥ 10,000 without profit, at an annual premium of I 650 to
provide liquidity to the firm. C died on June 30, 2002, three months after the
annual accounts had been prepared. In accordance with the partnership agreement,
his share of the profits to the date of death was estimated on the basis of the
profits for the preceding year. The agreement also provided for interest on capital
at 10% per annum and also for goodwill, which was to be brought into account at
two years’ purchase of the average profits for the last three years, prior to
charging the above mentioned insurance premiums. but after charging tnterest on
capital. C" capital on March 31, 2002, stood at ¥ 10,000 and drawings from then
to the date of death amounted to ¥ 2,000. The net profits of the business for the
three preceding years amounted < 3,350, % 4,150 and ¥ 4,050, respectively, after
charging interest on capital and insurance premiums. The premiums paid on
policy are written off to Profit and Loss Account. You are instructed to prepare
C’s capital account as at the date of death and also prepare C's Executor’s
account.

Mansi and Puneet are in partnership sharing profits and losses 3 : 2. They insure
their lives jointly for ¥ 75,000 at an annual premium of I 4,400 charged to the
business. Puneet dies three months after the date of the last Balance Sheet.
According to the partnership deed, the legal representatives of Puneet are entitled
to the tollowing payments:

(a) His capital as per the last Balance Sheet.
(b) Interest on above capital at 8% per cent per annum to date of death.

(c) His share of profit to date of death calculated on the basis of last three years
profits.

His drawings are to bear interest at an average rate of | per cent on the amount
irrespective of the period.

The net profits for the last three years, after charging insurance premium, were
T 20,000, ¥ 25,000 and ¥ 30,000 respectively. Puneet’s capital as per balance
sheet was T 40,000 and his drawing to date of death were ¥ 2,000.

Draw Puneet account to be rendered to his representatives.
Pass the necessary journal entries tor the settlement of executor’s A/c.

Prepare the Proforma of capital A/c and explain the key clements.



9. Following is the balance sheet of Tony, Sony and Romy as on March 31, 2003

Liabilities Amount () Assets Amount )
Sundry Creditors 16,000 | Bills Receivable 16,000
General Reserve 16,000 | Furniture 22.600
Capital Account: Stock 20,400

Tony 30.000 Sundryv Debtors 22,000
Sony 20,000 Cash at Bank 18,000
Romy  20.000 70,000 | Cash in Hand 3,000

1,02,000 1,02,000

Sony died on June 30, 2003. Under the terms of the partnership deed, the

executors of a deceased partner were entitled to:
(a) Amount standing to the credit of the partner’s capital account.

(b) Interest on capital at 5% per annum.

(c) Share of goodwill on the basis of twice the average of the past three years’

profit. and

(d) Share of profit from the closing of the last tinancial year to the date of death

on the basis of the last three year’s profit.

Profits for 2001, 2002 and 2003 were 312,000, T 16.000 and T 14,000 respectively.
Profits were shared in the ratio of capitals. Record the necessary journal entries

and draw up Sony’s Account to be rendered to his executors.

10. List the key items that should be debited and credited to calculate the claim of

deceased partner.

11. Why the Joint Life Policy is needed? What are the different ways of treating Joint

Life Policy in accounts?

12. What is the objective of taking a joint life policy by the partners?

13. What is the accounting treatment of the claim received on account of joint life

policy from insurance company on the event of death of a partner?

14. What is surrender value?

15. Madhu and Shvam who shared profits in the ratio of 3 : 2 took out a Joint Life
Policy on May 14, 1999 for ¥ 60,000. The annual premium was < 8,500. The
surrender value of the policy was: 1999 - NIL: 2000 - X 4,500; 2001- X 8,000: and
2002 - ¥ 12,000. Madhu died on Nov 14, 2002 and the amount of the policy was
received on Dec.1, 2002. The books are closed on December 31 each year. Give
journal entries assuming that the firm treats premium paid as asset and maintains a
Joint Life Policy Account at its surrender value. Also prepare Joint Life Policy

account.

16. Mahesh and Raj sharing profit in the ratio of 2 : 3. took out a Joint Life Policy on
Julv 1. 1999 of % 80,000 for paying annual premium of I 8,000. The surrender
values were 1999 - NIL; 2000 - X 4,200; 2001 - X 7.500; 2002 - X 12,000. Raj
died on March 18, 2002 and claim was received. Books are closed on calendar

vear basis. Prepare Joint Lite Policy Account.

17. Mustrate the difterent ways for accounting treatment of Joint Life Policy.
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286 v 18. State the difference between joint life policy and individual life policy with a
Financial Accounting suitable examp]e.

19. Pass necessary entries on maturity of the policy.

20. Prepare the proforma of Joint Life Policy A/c.

Check Your Progress: Model Answer
1. Partnership deed
2. Credited

3. Debited

4. Average profit
5. Last year’s profit
6

Profit sharing
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13.0 AIMS AND OBJECTIVES

Afler studving this lesson. you shauld he able to:

o Distingaish between the Dissolution of Parimership and Firm
o |llusnate the Seitlement of Accounts
e Discuss Garner v/s Murray Rule including Inschvency of Firm

o Define Ilecemeal Distribution

13.1 INTRODUCTION

In the present lesson, you will study about the dissotution of pavtnership and tiris.
The lesson discusses abown the dissolution of pannership and (1rm. settlement of
accounts and accounting reaiment. Section 39 of ihe Indian Pacnership Act. 1932
provides Uit the dhsselusion of partnership between all the partners o4 a [ivin 1§ catled
the “dissolution of the firm™. Jt fotkows that it the dissohition of partnership is not
between all the pertners. it would i amount io ~dissokation of finn™. bur it would
ncvevihieless be “dissolution of partnership”. Thus. dissokkion of firm ahways implics



it

Financial Acounra =

dissolution of parinership, but dissolution of parinceshiup need not lead to dissolution
of firm. Dissclution of partnership may involve mcrely a ¢change in the relation of the
pariners and nol the dissalution of the firm.

For example, where A, B and C were partners 0 a firm and © died or was adjudged
insolvent, the partnership firm would come to an end; but if the partners had agreed
that the death, retircment, insolvency of the partner would naot dissolve the firm on the
happening of these contingencies, the *parinership’ would certainly come 1o an end
altliouph the *finm” or as the Act calls it, a ‘reconstituled firm”, might conlinue under
the same name, Thus, a reconstitution of a firm involves a change in the relation of
partners whereas in the case of dissolution of firm, there is complete severance of
relanonship between all partners.

13.2 DISSOLUTION OF PARTNERSIIIP AND FIRM

Dissolution of partnership 15 different from the dissolution of a firm. As we discussed
earlier that dissolution of partnetship does net demand disselution of the fion but
disselution of the fim means the dissolution of partnership.

13.2.1 Bissohution of Partnership

Lhisseluion of the pannership (owing o retivement. death or bankruptey of a panner),
merely involves change it the relation of the partners but it dees not end the fim. The
dissolution of pannership can be understood from the following points:

I. Ddssclution of partnership means a contract among the parthers to dissolve the
partnership. This is because of the changes in the constilution of the partnership.

!-J

Partnership is created at will; similarly it can be wound up volumarily.

1. If partnership is dissolved, the fim will not dissolve if the other pariners desire to
continue.

4. Dsselution of partnership requires the revaluation of assets and liabilities,

5. lndissolution of partnership the lral settlement of avcounts is not required.

13.2.2 Dyssolution of Firm

in dissolution of the firm, the business of the firm stops its affairs and winds up by
selling the assets and by paying the liabilities and discharging the claims of the
pariners. The disselution of parnership among all parners of a fArm is called
dissolution of the firm,

The ditferenl methods of dissolution are as {ollows;

(i By mutual consent: Section 40 provides that a firm may, at any time, be
thissolved with the consent of all the partnets. This applies to all cases whether
Lhe firm is for a fixed period or dherwrse.

1y By agreemeng: Section 40 of the said avt also provides Jor the disselubion of 3
firm i accordance with a contract between the partners. The contract providing,
firr disselution may have been incorporated in the partnership deed tselt orina
separale agreement.

(iiy By the involvency ef all the parmers bos osrer 10 all e panners, or all e
partners but one becomes insolvent. there 15 dissolution of the firm. Section 41 of
the said act calls this as compulsory dissalution.

v} By businesy hecoming iflegal: Section 41 provides that a firmt is dissclved by the
happening of any event which makes it unlawi{ut tor the business of the tirm 1o be



(vi)

carried on or for the partners to carry it on in partnership. But, if the parnership
relates (o more than one adventure, the illegality of one or more of them does ngt
prevent the lawful adventure from being carried on by the firm.

Purtners becoming alien enemies: Section 41 of the act also covers cases of
parinership between persons some of whom become alien enemies by a
subsequent declaration of war. In such a case parinership is dissolved, because
trading with an alien enemy is against public policy. Section 41 vovers cases of
compulsory disselution of Frm by cperation of law.

By notice af disselution of partnership at will: Section 43 provides that where
the partnership is at will, a partner may give 2 notice in writing to 1he other
partners of his intention 1o dissolve the firm. The notice must state the intention
to dissolve the firm and be in writing. The firm is dissolved as from the date
mentioned in the notice as the date of dissotution, or if no date is mentioned then
from the date of commumication of 1he notice.

(vil) Disselution by Court (544 Al the suil of a pariner, the court may dissolve a

firm on any of the following grounds:

(a) {f' & partner hos become of unsonend i The application in this case may
be made by any of the partners or by 1he next friend of the insane partner. In
the case of insanity of a dermant pariner, the court will not order dissclution.
unless a very special vase is made out for dissolution.

() Permanent incapucity of @ pertner: The court may order for dissolution of
partnership, if 2 partner becomes permanently incapable of performing his
duties as a partner. The apphcation for dissolution, in such a case, may be
made by any of the paniners and not by the incapacitated pactner, Howewer,
where a pariner is attacked with paralvsis which, on evidence, is found to be
curable, dissolution may not be granted.,

(c) Misranduct af a parmer affecting the business: If a partner i guilty of
conduct which is likely to affect prejudicially the carmying on of the business
of the firm, the court may order dissolution. For example, A partner of a
mercantite firm is engaged in speculation in cotton. This act may be regarded
a3 a sufficient ground for dissolutton of the fiom.

(d} Wilfild and persistent disregard of portnership agreement by a purtner: It a
partner wilfully and persistently commits a breach of the partnership
agreement regarding management, or otherwise conducts himsell i such a
way that is not reasonably practicable for the other panners to camy on
business in partnership with him, the court may order dissolution.

{e) Transfer of interest or share by a purtmer: If a pastner bamslers, i any way
{c.g., by sale, mortgage or charge). his whole interest in the partnership to a
third party {cutsider) or allows his share to be charged m execution of a
decree against him or allows the same to be sold for arrears of land revenue
or for charges recoverble as land revepue, the cowrl may dissolve the
parinership.

(f) The court can alse dissolve parinership where the business of the brm cannot
be cacried on save at a Ioss, The court can order dissophition even though the
parinership is for a fixed peried [Rehmat-un-nisa-v. Price, 12 Bom. 380].

o) Jusi and eguitabie; The cowt can order disselutdon on any other grousd
which in the opinion of the court is a fit prownd for dissolution of partnership.
Dissolution on this groumd has been pramted o case of deadlock m the

IR0
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management. disappearance of the substratum of the business. partners not on
speaking terms. etc.

Table 13.1: Distinction between Dissolution of Partnership and Dissolution of Firm

Dissolution of Partnership Dissolution of Firm
A partnership is dissolved when a new partner | A firm is dissolved by the partners mutually or by
is admitted or an old partner retires or dies. the court.
The business of the firm is not terminated. The dissolution of the firm means the termination

of Partnership business.

In the event of dissolution of partnership, assets | In the event of dissolution of firm. assets are
and_liabilities are revalucd and new balance | realized and liabilities are paid oft.
sheet is drawn.

Revaluation Account is prepared 1o ascertain | Realization Accounts prepared to ascertain the
the profivloss on revaluation. profit or loss on realization.

The dissolution of a partnership will create a | The dissolution of a firm will not create a new
new partnership. partnership.

13.3SETTLEMENT OF ACCOUNTS

Usually the Deed of Partnership contains an accounting clause according to which the
final accounts between partners are settled. In the absence of such an agreement, s.48
provides as follows:

The losses, including losses on capital, must be paid, first from profits. next out of
capital and lastly. it necessary, by contribution of each partner in proportion to his
share in profits.

The assets of the firm, including sums contributed by partners to make up
deficiency of capital, shall be applied as follows: (a) in paying debts of the firm to
outsiders; (b) in paying each partner rateably for advances made by him to the
firm as distinct from capital; (c) in paying each partner, rateably, amount due for
capital contribution, and (d) the residue in paying each partner in accordance with
his share in the profits of the firm.

If a partner becomes insolvent or otherwise cannot pay his share of the
contribution, the solvent partners must share rateably the available assets
(including their own contribution to the capital deficiency), i.e., the available
assets will be distributed in proportion to their original capital. This is called the
rule in Garner v. Murray (1904) Ch. 57.

13.3.1 Treatment of Firm’s Debts and Private Debts

Under section 49 ot the Indian Partnership Act, the following provisions shall apply in
case a of firm’s debts and private debts:

The creditors of the firm (third party Itabilities) should be paid out of the assets of
the firm. If there 1s any surplus, it will be divided among the partners as per their
claims which can be utilised for paying the private liabihities of the partners.

Similarly. the private creditors of partners should be first paid out of the private
assets of partners and if there is any surplus, it can be utilised for paying off the
partnership debts.

13.3.2 Accounting Treatment of Assets and Liabilities

As we discussed carlier that in case of dissolution of a partnership tirm the business
activities of a {irm comes to an end and the firm gets dissolved. As soon as the
partners decide to discontinue the business of the firm, it becomes necessary to settle



its accounts. For this purpose, all the assets have to be sold and the liabilities are to be
paid off. For this purpose a separate account called ‘Realisation Account’ is opened.

How to Prepare Realisation A/c?

Realisation is an account in which assets excluding cash in hand and bank are
transferred at their book value and all external liabilities are transferred at their book.
The following entries are passed in the books to record the disposal of assets and
discharge of liabilities:

1. For Transfer of assets:
Realization A/c Dr.
To Sundry Assets A/c

(Transfer of assets)

It is to be noted that the following items on the assets side of the Balance Sheet
are not transferred to the Realisation Account:

(a) (i) Undistributed loss (i.e., Debit Balance of Profits and [L.oss account)

(i) Fictitious assets or deferred revenue expenditures such as preliminary
expenses;

(b) Cash in hand, and Cash at Bank, will be the opening balance of the Cash/Bank
account.

{c) Provisions and reserves against assets should be closed by crediting the
Realisation Account.

2. For Transfer of Liabilities:
External Liabilities A/c Dr.
To Realization A/c
(Transfer of external liabilities)
3. Treatment of Accumulated Reserves and Profit/loss

All the balance of Reserve or Undistributed Profit, Reserve fund or other reserves
are transterred to partner’s capital account in their profit sharing ratio. The
following entries are to be passed:

Reserve A/c Dr.
Profit and Loss A/c Dr.
Any Other fund A/c Dr.

To Partner’s Capital A/c
(Transfer of profit and reserves)
4. For Sale of Assets
Cash/Bank A/c Dr.
To Realization A/c
(Sale of assets)
S. For assets taken over by the partner
Paitner’s Capital A/c Dr.
To Realization Afc

(Assets taken over by partner)

291
Dissolution of a Partner



292 6
Financial Accouns.

.

Payment of liabilities in cash
If any liability is paid off in cash:
Realization A/c Dr.
To Cash/Bank A/c
(Payment of liabilities)
Payment of liabilities by the partners
Realization A/c Dr.
To Partner’s Capital A/c
(Liabilities taken over by partner)
Settlement of loan given by the partner
Partner’s Loan A/c Dr.
To Bank A/c
(Partner’s loan paid oft.)
Payment of realization expenses:
{a) When realisation expenses are paid by firm:
Realization A/c Dr.
To cash A/c
(Expenses paid off)
(b) When realisation expenses are paid by partner on behalf of the firm:
Realization A/c Dr. '
To Partner’s capital A/c
(Payment of realisation expenses by partner on behalf of the firm)
Closing of realisation A/c

The balance in the realisation account would show either profit or loss on
dissolution. If it is a profit, it is transferred to Partner’s capital accounts in their
profit sharing ratio.

(a) In case of profit, the following entries are to be passed:
Realization A/c Dr.
To Partner’s Capital A/c
(Profit on realization transferred)
(b) In case of loss, Reserve entry is to be passed.
Partner’s Capital A/c Dr.
To Realization A/c

{Loss on realization transferred)

{ vample: Pass the necessary journal entries on the dissolution of a firm, after various
+ scts (other than cash) and third party liabiliries have been transferred to Realization
A ccount:

Bank Loan 10.000 is paid.

Stock worth 5.000 is taken over by partner A.



3. Expenses on dissolution amounted to 1,200 and were paid by partner B.
4. Atypewriter, completely written off in the books of accounts, was sold for 400.

5. Loss on Realization 7,000 was to be distributed between A and B in the ratio of
5:2.

Solution:

Journal Entries

Sr. Ne. Particulars L.F. kR | Cr @
1 Realization A/c Dr. 10,000
To Cash/Bank A/c 10.000

(Payment of bank loan)

2 B"s Capital A/c Dr. 5,000
To Realization Afc 5.000

(Stock taken over by partner A)

3 Realization A/c Dr. 1200
To A's Capital Al 1200

(Expcnses on dissolution patd by pariner B)

4 Cash A/c Dr. 400
To Realization A/c 400

(Typewriter completely written oft was sold for ¥ 400.)

5 A’s Capital Alc Dr. 5000

B’s Capital A/c Dr. 2000
To Realization A/c 7006

| (Loss on realization was distributed between A and B.)

13.3.3 Treatment of Goodwill

Section 55 provides that in settling the accounts of a firm after dissolution, goodwill
shall, subject to contract between the partners, be included in the assets and it may be
sold either separately or along with other property of the firm. Where the goodwill of
a fum is sold after dissolution, a partner may carry on a business competing with that
of the buyer and he may advertise such business but subject to agreement between him
and the buyer, he may not (a) use the firm’s name; (b) represent himself as carrying on
business of the firm; or (c) solicit the custom of persons who were dealing with the
firm before its dissolution.

Any partner may, upon the sale of goodwill of a firm, make an agreement with the
buyer that such partner will not carry on any business similar to that of the firm within
a specified period or within specified local limits. Such an agreement shall be void if
the restrictions imposed are unreasonable.

There is nothing special in treatment of goodwill on dissolution of a firm. On
dissolution of a fim:

e If goodwill appears in the Balance Sheet, it is treated like any other asset and is
transferred to realization account.

e If goodwill does not appear in the baiance sheet. no entry is passed for this.

e If something is realized or Goodwill is purchased by any one of the partners. then
either Cash Account is debited or Partner’s Capital A/c is debited and Realization
Account is credited.
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13.3.4 Treatment of Unrecorded Assets or Liabilities

Unrecorded assets and liabilities are those assets/liabilities that have been wrirten-off
from the books of accounts but physically still exist in the operation. For example,
there is an old typewriter, which is still in working condition though its book value is
zero. Similarty, there may be some liabilities, which do not appear in the Balance
Sheet, but actually they are still there. For example, a bill discounted with bank, on
dissolution it was dishonoured and had to be taken up by the firm for payment
purposes.

The following journal entries will be passed to record such transactions:
|.  For sale of unrecorded assets for cash
Cash/Bank A/c Dr.
To Realization A/c
(Sale of unrecorded assets)
2. For unrecorded assets taken over by the partner
If any unrecorded assets is taken over by partner/s. then:
Paitner’s Capital A/c Dr.
To Realization A/c
(Unrecorded assets taken over by partner)
Payment of unrecorded liabilities in cash
If any unrecorded liabilities is paid off in cash:
Realization A/c Dr.
To Cash/Bank A/c
(Payment of unrecorded liabilities)
i. Payment of unrecorded liabilities by the partmer on behalf of the firm
If any unrecorded liabilities is paid off in cash:
Realization Alc Dr.
To Partner’s Capital A/c
(Payment of unrecorded liabilities by partner on behalf of the firtn)

!xample; X and Y are equal partners in a firm. They decided to dissolve the
. 1tnership on December 31, 2006 when the balance sheet stood as under:

Balance Sheet
as on Dec. 31, 2006
r Liabilities 4 Assets (4
| Creditors 54.000 | Cash at bank 22,000
Neserve for Dep. on Plant 20.000 | Sundry debtors 24.000
L oan 80.000 | Stock 84.000
Capital Account Furniture 50,000
X 1.20.000 Plants 94,000
Y 1.20.000 2.40.000 | Leaschold lands 1.20.000 |
3,94.000 3,94,000




Assets were realized as follows: 295
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Leasehold land 3 1,44,000

Furniture < 45,000
Stock T 81,000
Plant < 96,000

Sundry debtors < 21,000

The creditors were paid 3 51,000 in full settlenﬁem. Expenses of realization amounted
to< 6,000.

Show the ledger accounts to record the dissolution measures.

Solution:
Booksof X and Y
Particulars X | Parliculars 4
To Sundry Assets By Creditors 54.000
Sundry Debtors 24,000 By Loan 80.000
Plants 94.000 By Bank
Stock 84.000 Sundry Debtors 21.000
Leasehold land £.20.000 Plants 96,000
Furniture 50,000 3,72,000 | Stock ‘ 81.000
To Bank A/c Leasehold land 1.44.000
Creditors ) 51.000 Furniture 45,000 3,887,000
Loan . 30.000
Realisation Exp. 6,000 1,37,000
To profit on realisation
X 6.000
¥ 6.000 12.000
5,21,000 5,21,000
Partner’s Capital Account
Particulars X©® Y () | Particulars X YR
To Bank Alc 1.36.000 1.36.000 | By Balance b/d 1.20.000 1.20.000
By Reserve fund 10.000 10.000
By Profit on realization A/c 6,000 | 6,000
1,36,000 | 1,36,000 1,36,000 1,36,000
Bank Account
Particulars T | Particulars 4
o Balance b/d 22,000 | By Realization A/ 1.37.000 |
To Realization A/ 3.87.000 | By X's Capital A’c » 1.36.000
By Y's Capiwal A-¢ 1.36.000
4,09,000 4,09,000
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Example: The following is the Balance Sheet of Ram and Gopal as on 31% March,

2006.
Liabilities L4 Assets 4
Creditors 38.000 | Bank 11.500
Mrs. Ram’s Loan 10.000 | Stock 6.000
Mrs. Gopal’s Loan 15.000 | Debtors 19.000
Reserve 5.000 | Furniture 4.000
Capital Plant 28,000
A 10.000 Investment 10.000
B 8.000 18.000 | Profit and Loss A/c 7.500
86,000 86,000
The firm was dissolved on 31> March, 2006 on the following terms:
I. A agreed to take the [nvestments at 8,000 and to pay oft Mrs. Ram’s Loan.
2. Other Assets were realized as follows:
Stock ¥ 5,000
Debtors 318,500
Furniture 34,500
Plant 3 25,000
3. Expenses on realization amounted to ¥ 1,600.
4. Creditors agreed to accept I 37,000.
The profits and losses were shared in the ratio of 2:1. You are required to prepare
realization A/c, Partner’s capital A/c and Bank A/c.
Solution:
Realization Account
Particulars % | Particulars 4
To Stock 6.000 | By Creditors 38.000
To Debtors 19.000 | By Mrs. Ram’s Loan 10.000
To Furniture 4,000 | By Mrs. Gopal's Loan 15.000
To Plant 28.000 | By Ram'’s Capital A/c
To Investment 10,000 | (Investment) 8,000
To Ram’s Capital Afc By Bank
(Mrs. Ram’s Loan) 10.000 Stoick 5.000
To Bank (Lixpenses) 1.600 Debors 18.500
To Bank (Creditors) 37.000 S — 4.500
To Bank {Mrs. Gopal's Loan) 15.000 Plant 25.000
By Loss on realization A/c
Ram’s Capital 4400
Gopal's Capital 2200 6.600
1,30.600 1,30,600J
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Particulars Ram Gopal Particulars Ram Gopal
R®) R®) R) )
To Realization A/c 8.000 - | By Balance b/d 10.000 8.000
To Profit and Loss A/c 5.000 2.500 | By Mrs. Ram's Loan A/c 10.000 -
To Loss on realization A/c 4,400 2,200 | By Reserve A/c 3,333 1,667
To Bank A/c 5.933 4,967
23,333 9,667 23,333 9,667
Bank Account
Particulars 4 Particulars 4
To Balance b/d 11,500 | By Creditors A/c 37.000
To Realization A/c 53.000 | By Mrs. Gopal's Loan 15.000
By Realization A/c (Cash Exp.) 1.600
By Ram’s Capital A/c 3.933
By Gopal's Capital A/c 4.967
64,500 64,500

13.4 GARNER V/S MURRAY RULE INCLUDING
INSOLVENCY OF FIRM

In case one paitner or more than one partners are insolvent and the remaining
(solvent) are required to compensate the loss (deficiency) of insolvent partner/s, the
problem arises as how to compensate that deficiency or in what ratio the solvent
pattners are required to compensate.

This deficiency is to be compensated in two ways: (1) This deficiency is to be shared
by solvent partners in their profit sharing ratio like other business losses, or (2) to be
shared according to Garner vs. Murray rule. According to this rule, the loss is to be
shared among the solvent partners in the ratio of their opening capitals.

Examples illustrating the ruling in Garner vs. Murray:

I. A, B and C were partners, sharing profits and losses equally, with capital
contribution of ¥ 30,000, ¥ 15,000 and ¥ 3,000, respectively. On dissolution it is
found that, after paying the debts of the firm and advances made by the partners.
the assets are T 21,000. Thus, the deficiency comes to T 27,000 (i.e., total capital
— assets), which is to be met by the partners equally. Now the total assets available
are ¥48,000. This amount will be distributed rateably among the partners.
However, in actual practice it will not be necessary for A and B to pay <9.000
each in cash but notional adjustment may be made so that C, whose capital
contribution was only ¥ 3,000 will have to pay I 6,000. Now the total assets
available for distribution between A and B would be ¥ 21,000 + T 6.000 =
T 27,000, A getting T 21,000 and B ¥ 6,000.

Sometimes it so happens that one or more of the partners is insolvent and so
cannot contribute anything towards the deficiency. Thus, in the above case if C is
insolvent and nothing can be recovered from him. the assets will be distributed as
follows: A and B will bring in their share of deficiency, increasing the assets trom
T 21,000 to T 39.000. The total assets would be distributed between A and B in
their capital ratio, i.e., 2:1. A will get ¥ 26,000 and B 13,000. Thus. A on the
whole will lose T 13,000 and B T 11,000. This settlement of accounts 1s in
accordance with the rule laid down in Garner vs. Murray. From the calculations i
is obvious that the remaining partners are suffering loss in accordance with the

9]
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amount of capital contributed. Thus, A suffers more loss than B even though they
are sharing profits and losses equally.

3. The principle enunciated above will also apply if C in the case mentioned in
illustration above,- though not insolvent, fails to contribute his share of the
deficiency. Out of the total amount of ¥ 21.000, A will get ¥ 17,000 and B
% 4,000. The court will pass a decree for ¥ 4,000 in favour of A against C and for
% 2,000 in favour of B against C.

Example: Long, Short and Thin were carrying on business in partnership sharing
profits and losses in the ratio of 3 : 2 : | respectively. They decided to dissolve the
firm on 31 December, 2006 on which date their Balance Sheet stood as follows:

Liabilities 4 Assets 4

Creditors 47.000 | Land and Buildings 57.000
Long’s LLoan Alc 10.000 | Stock 30.000
¢ pital Accounts Debtors 50.000
Long 90.000 Cash 3.000
Short 10.000 Profit and Loss Afc 1.300
Thin 10.000 1.10.000 | Short’s Current A/t 2.000
Long’s Current Ae 1,500 | Thin's Current A/c 5,000

. 1,68,500 1,68,500

i.and and Buildings were sold for 40,000 and Stock and Debtors realized 30,000 and
42,000 respectively. The Goodwill was sold for 600, the expenses of realization
amounted to 1,200. Thin is insolvent and a final dividend of 50 paise a rupee is
rcceived from his estate in full settlement.

. repare the necessary accounts closing the books of the firm applying the ruling given

Garner vs. Murray.

Solution:
Realization Account
Particulars 4 Particulars 4
I »Sundry Assets: By Sundry Creditors 47,000
Land and Buildings 57.000 | By Cash A/c
Stock 50,000 | Sale of Land and Buildings 40,000
Debtors 50.000 | Stock 30,000
. v Cash (Expenses) 1,200 | Debtors 42,000
' o Cash (Sundry Creditors) 47,000 | Goodwill 600
| By Loss on Realization
| Long 22.800
l Short 135,200
| Thin 7,600 45,600
! 2,05,200 2,05,200




Partner’s Capital Accounts

Particulars Long | Short | Thin Particulars Long | Short | Thin
R®) 9] €9) 69} ) R®)
To Profit and i By Balance b/d 90.000 | 10.000 | 10.000
Loss A/c 750 500 250
To Short’s By Long™s Current
Current A/c - 2,000 - | A/c 1,500 - -
To Thin’s Current Bv Cash A/c - 7.842 1,425
Alc - - 5,000
To Loss on 22.800 [ 15,200 | 7.600 | By Long’s Capital
Realization Alc - - 1,283
To Thin's Capital 1.283 142 - | By Short’s Capital
Alc = < 142
To Cash A/c 66.667 - -
91,500 | 17,842 | 12,850 91,500 | 17,842 | 12,850
Cash Account
Particulars 4 Particulars k¢
T'o Balance 3,000 | By Realization (Expenses) 1,200
To Realization (Sale of assets) 1.12.600 | By Sundry Creditors 47.000
To Short’s Capital 7.842 | By Long’s Loan A/c 10,000
To Thin's Capital 1,425 | By Long's Capital A/c 66,667
1,24,867 1,24,867

Example: The following is the Balance sheet of A, B and C on December 31, 2007

Liabilities 4 Assets 4

Creditors 20,000 | Cash 6.000
Reserve Fund 15.000 | Stock 20,000
A’s Capital 25,000 | Plants and Tools 20.000
B's Capial 15,000 | Sundry Debtors 10.000
Bills Receivable 10.000

C’s Capital Overdrawn 9.000

75,000 75,000

C is insolvent but his estate pays 2,000. 1t is decided to wind up the partnership. The

assets realized as follows:

Sundry Debtors
Bills Receivable
Stock

Plant & Tools

The cost of winding up came to

®
7,500
7,000
16,000
14,000
2,500

Give accounts to close the books of the firmr taking the capitals as fixed.
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Financial Accounting

Dissolution A/c

Particulars 4 Particulars 4
To Stock 20,000 | By Sundry Debtors 7.500
To Plant and Tools 20,000 | To Bills Receivable 7.000
To Sundry Debtors 10.000 | To Stock 16,000
To Bill Receivables 10,000 | To Plant and Tools 14.000
To Cash (cost of winding up) 2,500 | To Loss on Dissolution
A 6,000
B 6.000
@ 6.000 18.000
62,500 62,500
Partner’s Current A/c
Particulars A B C Particulars A B C
R®) R®) ) ®) ®) ®)
To Loss on 6.000 6.000 6.000 | By Reserve Fund 5.000 | 3.000 5.000
Dissolution Bv Cash Alc ; - 2.000
To C’s Capital A/c - - 9,000
To C’s Current 5.000 3.000 - | By A’s Current A/c - - 5.000
BIG L] By B's Current A/c - - 3.000
By Cash A/c 6.000 | 4,000 | -
11,000 9,000 | 15,000 ' 11,000 | 9,000 | 15,000
Cash A/c
Particulars 4 Particulars 4
To Balance b/d 6.000 | By Expenses of winding up 2.500
To C’s Current A/c 2.000 | By Creditors A/c 20.000
To A’s Current A/c 6.000 | By A’s Capital A/c 25,000
To B’s Current A/c 4.000 | By B's Capital Alc 15.000
To Realization A/c
(Dissolution A/c)
Sundry Debtors A/c 7.500
Bills Receivable A/c 7.000
Stock A/c 16.000
Plants and Tools A/c 14,000
62,500 62,500

13.5 PIECEMEAL DISTRIBUTION

As we discussed in the previous section it was assumed that all the assets were
realized on the date of dissolution and accounts settled on the same date. However, the
process of realizing the assets takes a ong time and cash is distributed as and when it
is realized. Such a process of gradual distribution of money is known as “Piecemeal
Distribution™.



The following are the key methods for distribution of cash under piecemeal 301
distribution: Dissolution of a Partner

1. Proportionate Capital Method: If the capitals of the partners are in the ratio of
their profit sharing arrangement, then each of them is paid out according to his
capital ratio at each distribution. If the capitals of the partners are not in the profit
sharing ratio then the first cash available (after making payment of outside
liabilities and loans due to the partners) for distribution amongst the partners
should be paid to those partners whose capitals are more than their profit sharing
ratio so as to bring their capitals to their profit sharing levels. After this the cash
available is distributed amongst all partners according to their profit sharing ratio.

The unpaid balance of capital accounts will represent loss on realization and this
loss will be exactly in their profit sharing ratio.

Example: A, B and C are partners having capital of ¥20,000; ¥ 10,000 and ¥5,000.
The profit sharing ratio of A, B and C is 2:2:1 respectively. Calculate the surplus

capital.
Statement Showing Surplus Capital
A B C
Profit sharing ratio 2 2 1
"Actual Capital 20,000 20.000 5.000
Capital’s of partner’s on the basis of C’s capital
(C1s having the least capital) 10.000 10.000 10.000
Surplus Capital 10.000 - -

Note: After paying the surplus capital to A, the remaining capital should be
distributed among all the partners among their capital sharing ratio of 2:2:1.

2. Maximum Loss Method: An alternative method of piecemeal distribution
amongst partner is to calculate the maximum possible loss on every realization
after the outside liabilities and the partners’ loan has been paid. The amount
available for distribution amongst partners is compared with the total amount of
capital payable to the partners and the maximum loss is ascertained on the
assumption that in future assets will not realize any amount. The maximum
possible loss so ascertained is deducted from the capital balances of the partners in
their profit and loss sharing ratio and the balance left in the capital account after
deducting the maximum possible loss will be the amount payable to the partner.

1f a partner’s share of maximum possible loss is more than the amount standing to
the credit of his capital account, he should be treated as insolvent and his
deficiency should be debited to the capital accounts of the solvent partners in the
proportion of their capitals which stood on the dissolution date as stated under the
Garner v/s. Murray Rule. The amount standing to the credit of the partners after
debiting their share of maximum loss and their share of insolvent partners’
deficiency will be equal to the cash available for the distribution amongst the
partners.

This process of maximum possible loss is repeated on each realization till all the
assets are disposed.

Example: The partners A, B and C have called you to assist them in winding up the
affairs of their partnership on 30™ June, 2005. Their Balance Sheet as on that date is
given on next page.



L _ Liabilities 4 Assets 4
Financial Accounting
Sundry Creditors 17.000 | Cash at Bank 6.000
Captital Accounts: Sundry Debtors 22.000
A 67,000 Stock in trade 14.000
B 45,000 Plant and Equipment 99.000
C 31.500 1,43,500 | Loan-A 12.000
Loan-B 7,500
1,60,500 1,60,500

(1) The partners share profit and losses in the ratio of 5:3:2.
(2) Cash is distributed to the partners at the end of each month.
(3) A summary of liquidation transactions are as follows:

July 2005

T 16.500 - collected from Debtors; balance is uncollectable.

T 10.000 - received from sale of entire stock.

T 1,000 - liquidation expenses paid.

T 8.000 - cash retained in the business at the end of the month.
August 2005

T 1,500 — liquidation expenses paid. As part payment of his Capital, C accepted a
piece of equipment forI 10,000 (book value I 4,000).

T 2,500 — cash retained in the business at the end of the month.
September 2005

I 75,000 — received on sale of remaining plant and equipment.

3 1,000 — liquidation expenses paid. No cash retained in the business.

Prepare a schedule of cash payments as of September 30, showing how the cash was
distributed.

Solution:
Statement showing Distribution of Cash
Creditors Capitals
k4 k4 AR) BR) CQR)
RBalance Due 17.000 { 55.000 37,500 31.500
July
Batance available 6,000
Realisation less expenses and cash retained 17.000
Amount available and paid 23.500 17.000 6.500
Balance due -1 55,000 37,500 25,000
August
Opcening balance 8.000
I'xpenses paid and balance carried forward 4.000
Availuble for distribution 1.000
Cash paid to "B and
|.quipment given to € - 4,000 10.000
(Excesspaidto "C ¥ 7.333)

Contd ..



September
Opening balance 2.500 35.000 33.500 15.000
Amount realized less expenses 74.000
Amount paid to partner 76.500 41,500 25,400 9,600
13,500 8,100 5,400
Working Note:
(1) Highest Relative Capital Basis
A B C
L 4 T T
Scheme of payment for July
Balance of Capital Accounts 67.000 45,000 31,500
Less: Loans 12.000 7.500
55,000 37,500 31,500
Profit sharing ratio 5 3 2
Capital Profit sharing ratio 11.000 12.500 15.750
Capital in protit sharing ratio taking
A’s Capital as base 55.000 33.000 22.000
Excess of C's Capital and B's Capital 4,500 9,500
Excess of C's Capital over B {9,500-3.000) 6.500
(11) Scheme of distribution of available cash
A B C
Scheme of payment for September
Balance of Capital Accounts 55,000 33,500 15,000
Profit Sharing Ratio 5 3 2
Capital/Profit sharing Ratio 11,000 11,167 7,500
Capital in profit sharing ratio taking
C’s Cupital as base 37,000 22.500 15,000
Excess of A’s Capital and B's Capital 17,500 11,000
Excess in profit sharing Ratio taking
A’'s excess as base 17.500 10.500
Excess - 500 -
Payment ¥ 500 (500)
Balance of Excess 17,500 10,500
Pavments T 28,000 (17.500) (10,500)
Balance 37.500 22.500 15.000
Pavments T { 76.500 — ¥ 28.500) 3 48.000 (24.000) (14.000) (9.600)
Loss 13.500 8.100 5.400
Total payment T 76.500 41.500 25.400 9.600
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Example: The tollowing is the Balance Sheet of A. B. C on 317 December. 2003

when they decided to dissolve the partnership:

Liabilities 4 Assets 4
Creditors 2.000 | Sundry Assets 48,500
A’s Loan 5.000 | Cash 500
Capital Accounts:

A 15.000
B 18,000
C 9.000
49,000 49,000

The assets realized the following sums in instalments:

1 1,000
Il 3,000
I 3,900
IV 6,000
v 20.100
34,000

The expenses of rcalization were expected to be T 500 but ultimately amounted to 400
only. Show how at each stage the cash received should be distributed between
partners. They share profits in the ratio of 2:2:1.

Solution:

: 15t of all, the following table will be constructed to show the amounts available for
“stribution among the various interests:

Statement showing Realization and Distribution of Cash Payments

Realization | Creditors | Partners’ Loan Partners’
(?) ® €4) Capitals (3)
h‘ After taking into account cash
balance and amount set aside for
‘ expenses 1,000 ooy 0 TTUTCTYYLHOOO T
| 3,000 1.000 zo00f e
3000 | e 3.000 900
6,000 — 6.000
Including saving i expenses 20,100 | | T 20: 190
34,000 2,000 5,000 27,000




To ascertain the amount distributable out of each installment realized among the

partners, the following table will be constructed:

Statement of Distribution on Capital Account

Total ®) AR BR) CR®)

(1) Calculation to determine the mode of

distribution of 900
Balagée 42,000 | 15,000 18,000 9,000
Less: Possible loss, should remaining assets
prove to be worthless 41.100 16.440 16.440 8.220
Deficiency of A's capital written off against +900 - 1.440 + 1.560 + 780
those of B and C in the ratio of their capital,
18.000 : 9.000 (Garner vs. Murray) . "

9 4

Manner in which the first 6 8
%900 should be distributed

. i X + 600 + 300
(2) Distribution of 6,000
Balance after making payment of amount
shown in step (1)
Less: 41.100 13.000 17.400 8.700
Possible Loss assuming remaining asset to
be valueless 35.100 14.040 14.040 7.020
Balance available and to be distributed 6.000 960 3,360 1,680
(3) Distribution of T 20,100
Balance after making pavment of amount
shown in step (2) 35.100 14.040 14.040 7.020
Less: Possible loss. assuming remaining
assets 10 be valueless 15,000 6.000 6.000 3.000
Manner of distribution of ¥ 20,100 20,100 8.040 8.040 4.020
Summary:
Balance 42,000 15.000 18,000 9,000
Total amounts paid 27.000 9.000 12.000 6.000
Loss 15.000 6.000 6.000 3.000

Check Your Progress

Fill in the blanks:

of assets and liabilities.

l. Dissolution of partnership does not demand dissolution of the

2. Dissolution of partnership requires the

3. A process of gradual distribution of money is known as

4. The unpaid balance of wil represent loss on realisation and

this loss will be exactly in their profit sharing ratio.

5. If a partner’s share of maximum possible loss is more than the amount
standing to the credit of his capual account, he should be treated as

6. In case when the business becomes illegal there wiii be

firm.

of the
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A royalty interest is the right to collect a stream of future royalty payments, often
used in the oil industry and music industry to describe a percentage ownership of
future production or revenues from given leasehold, which may be divested from
the original owner of the asset.

Recoupment refers to the right of the lessee to recover the short workings of the
earlier years. Recoupment is possible only if the agreement provides for it. The
recoupment may be permitted within a particular time or there may not be any

limitation of time.

13.7 UNITEND ACTIVITY

List the key royalty rates in India.

13.8 KEYWORDS

Royaln: Royalty is the sum payable for utilizing the right vested with some other
person.

Minimum Rent: Minimum rent is the minimum amount guaranteed to the lessor by
the lessee at the initial stages of agreement when the production is nil or very low.

Short workings: Minimum Rent — Actual Royalty

Recoupment: Recoupment refers to the right of the lessee to recover the SW of the

earlier years.

13.9 QUESTIONS FOR DISCUSSION

[

SH W

R N N W

Deftine royalty.

What are the key provisions regarding the minimum rent under royalty

accounting?

Write a note on short workings.

What is Royalty Agreement?

What is fixed right and fluctuating right?

Highlight the main purpose of fixing a minimum rent.

Discuss the key reasons of arising minimum rent and short workings.

Describe the two alternative situations that are provided for royalty accounting.

Check Your Progress: Model Answer
i

2w

W

Lessor
Minimum rent
Excess working
Recoupment
Current asset

Short workings
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