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F inancial Accm,nr 11:~ 1.0 AIMS AND OBJECTIVES 

After studying this lesson, you should be able to: 

• Explain accounting and its needs 

• Discuss the concepts of accounting 

• Explain the accounting conventions 

• Describe the concept of double entry system 

1.1 INTRODUCTION 

Accounting is the language of business. It plays an irnpo11ant 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 
profits 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 bus iness 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 
been 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 sta11ed 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 
Certified Public Accountants (AICPA): 

--Accounting is the art of recording, classifying and summarizing in a significant 
manner. and in terms of money, transactions and events which are in pa11 at least of a 
fi 11a 11 cial ch aracter and interpreting the results thereof. ' ' 

--. ccounting is the process of identifying, measuring and communicating economic 
i 1for111 ;1tion to permit informed_judgrnentsand decision s hy users ofthe information .'' 

-The American Accounting Association 

·· (Cou11l ing system is a means of collecting, su1111nari/i1 1c'. . :111 a lyzing and repo11ing in 
moni to ry terms. information about the business .·· 

-Robert N. Anthony 



·'Accounting as the science of recording and classifying business transactions and 
events, primarily of a financial character, and the art of making significant summaries, 
analysis and interpretations of those transactions and events and communicating the 
results to persons who must make decisions or form judgements." 

-Smith 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 economic nature and also a technique of 
analyzing and interpreting the same. · 

1.3 FUNCTIONS OF ACCOUNTING 

Accounting has the following functions: 

• Recordkeeping jimction: The basic and primary function of accounting is to keep 
systematic record of business transactions, which can be expressed in terms of 
money (moneta1y terms). It relates to journalisation, posting and preparation of 
fi na I statements. The purpose is to report regularly to the interested parties, by 
means of financial statements. It is based on trading, profit and loss account and 
balance sheet of the business, that the earning capacity and financial position of 
the business can be ascertained. 

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

• Compliance with legal requirements: Auditing is not possible without 
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 its help, various returns, documents, statements, 
etc. , are prepared. 

• Language of business: Accounting is the language of business. Various business 
transactions are communicated through accounting to various parties - owners, 
creditors, government, public, employees and the managers, etc. This is done 
through preparation of various accounting reports, which includes not only the 
income statement and position statement but also the additional information in the 
form of graphs, diagrams, ratios, fund flow statements, etc. Accounting shows a 
real and true position of the business. 

In addition to the above, the five essential functions of accounting are as follows: 

I. Recording: This is the basic function of accounting. It is essentially concerned 
with not only ensuring that all business transactions of financial character are in 
fact recorded but also that they are recorded in an ordedy manner. Recording is 
done in a book known as ··Journal'". 

2. Classifying: Classification is concerned with tile systematic analysis of the 
recorded data, with a view to group transactions or entries of one nature at one 
place. The work of classification is done in a book termed as "Ledger." 

3. Summarising: This involves presenting the class ified data in a manner, which is 
understandable and useful to the internal as ,veil as external end-users of 
accounting statement s. This process leads to tlte preparation of the following 
statements: (I) Trial l:3alance. (2) lnrnme statl:!mcnt and (3) Balance sheet. 

4. Analysis and Jnterpretatio11: This is the final function of accounting. The 
recorded financial data is analysed and interpreted in a manner that the end-users 
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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. 

5. 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 Jess 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 
asce1tain 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 asce1tain 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 obi igations towards the outsiders arid 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 . A II 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 formu.lation 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 a ssets and property of the firm, 

( c) To ti le tax returns , 

(d) To check accounting errors funds and misappropriation of fund s. 

(c) To fulfil the legal rcquircmcnb, 

(t) To know the cash position. and 

(g) To focilitate ration.:11 deci s ion-making . 



1.5 BOOKKEEPING 

Bookkeeping is that branch of knowledge, which tells us how to keep a record of 
financial transactions. It is the process of recording financial transactions and keeping 
financial records. Bookkeeping is mainly concerned with the recording of the financial 
data or events measurable in terms of money. Thus, it helps us to keep a complete 
record of business transactions in a systematic manner by which the financial position 
of business enterprise for a certain period may be ascertained. Accounting, on the 
other hand, includes the design of an accounting information system that meets the 
user's needs. Accounting includes not only the maintenance of accounting records but 
also the preparation of financial and economic information, which involves the 
measurement of transactions and other events related to the entity. Various authors 
have defined bookkeeping in this way: 

Bookkeeping is the art a/recording business transactions in a systematic manner. 

-A H Rosenkamph 

Bookkeeping is the recording offinancial transactions of a business in a methodical 
manner so that information on ony point in relation to them may be quickly obtained. 

-A J Favell 

Bookkeeping is the science of recording transactions in money or money ·s worth in 
such a manner that at anv subsequent day the nature and effect of each transactions, 
and the combined effect o/oll the transactions, may be clearly understood so that the 
accounts prepared at any time fi-om the records thus kept may show the owner of the 
book his true financial position. 

-LC Cropper 

Bookkeeping is the science and art of correctly recording in the books of accounts all 
those business transactions that result in the transfer of money or money's worth. 

-RN Carter 

From the above definitions, the following characteristics of bookkeeping emerge: 

I. Bookkeeping is primarily related to the systematic record of business transactions. 

2. Every transaction is properly analysed before recording. 

3. Bookkeeping is a systematic method of recording. 

4. The transactions to be recorded should be expressed in monetary terms. 

5. It is both a science as well as an art. 

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

7. It gives sufficient information about the position of various accounts. 

1.6 IlVJPORT ANCE AND LIMITATIONS OF ACCOUNTING 

A proper accounting systc111 is essential to any business whether big or small in order 
to manage its daily functions and keeps the bui siness running successfully. For any 
successful business, the main obligation is to maximise profits, minimise any loss and 
at the same time main ta in its posit ion as a responsible entity within the soc icty. 

With the development of curnrncrce. it Ii.J S attained a position of great irnpo1,1ance. 
Indeed, it can be truly said that accounting has become the foundation on which the 
whole fabric of modern commerce rests. -n ioug.h there is no legal obligation on an 
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ordina1y 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 infomrntion 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 system of accounting is a storehouse of 
valuable information. While there are various advantages of accounting, but a good 
accounting, system helps: 

• To ascertain the profitability and solvency of the business 

• To represent the financial stability of a business 

• To assess the present position of the business. i.e.; profit and loss 

• o prepare a comparative analysis of the financial results and the position of 
trading and non-trading concerns 

• The management in taking decisions 111 adverse situations, price fixation, 
declaring dividends, etc . 

• n 1e company to overcome future uncertainties 

• The governments to fix the tax rate, subsidies, etc . 

• The company in taking decisions 

• To provide information to various parties such as owners, creditors, investors, 
<>overnments, etc. 

1.6 . .., Limitations of Accounting 

rllL main limitations of accounting are as follows: 

" ccounting records only those transactions, which can be measured in monetary 
terms. It means non-monetary factors are not considered in accounting. 

• 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 
co mparison of the various years becomes difficult. 

L \'. mple: The sale to total asset in 2009 would be much higher than in 2002 due to 
1 1e ris ing prices and fixed assets are being shown at the cost and not at the market 
p1 i..:c.. In other words, accounting does not disclose the present value of all assets of 
1hi..: business. 

1. 7 USERS OF ACCOUNTING INFORMATION 

\L ..:ounting provides useful and meaningful information of the business. ft provides 
i1dt>nnation about the activities of the organisation to various individuals or groups for 
the ir use in making judgements. Accounting i11fonnc1tion helps users to make better 
financial decisions. Users of financial infonna1ion may be both internal and external to 
Le nrganisation. 



1. 7. I In tern a) Users 

Internal users of accounting information include the following: 

• Management: Managers need accounting information for analysing the 
organisation's performance and position and taking appropriate measures to 
improve the company's results. They use accounting info1mation in an appropriate 
manner so that various functions such as planning, organising, controlling, 
coordinating, etc., can be performed. 

• Employees: Employees need infonnation for assessing company's profitability 
and its consequence on their future remuneration and job security. Their decisions 
are based upon perception of business status acquired through financial 
statements. 

• Owners: Owners invest their capital iri business. They want to analyse the 
v iabi I ity and profitabi I ity of their investment 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 on a particular date . 

Accounting information is presented to internal users usually m the form of 
management accounts, budgets, forecasts and financial statements. 

1.7.2 External Users 

External users of accounting information include the following: 

• Creditor: Creditors are the persons who provide long-term finance or supply 
goods on credit. They are interested in knowing the credit worthiness of the 
business. Terms of credit are set according to the assessment of their customers ' 
financial health. Creditors include suppliers as well as lenders of finance such as 
banks. 

• Tax Authorities: These authorities need information for determining various tax 
liabilities, i.e ., sales tax, wealth.Jax, income tax, etc. 

• Investors: Investors, i.e., the existing and potential investors have direct interest in 
business and they need info1111ation 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 return on their investment before they commit any financial 
resources to the business . 

• Customers: Customers want high qua I ity goods at a reduced price. The price 
decision is based on the cost of production plus the estimated profit margin. They 
require info1mation for assessing the financial position of its supplier, which is 
necessary for a stable source of supply in the long-term. 

• Government: The government is interested in knowing the financial statements of 
an enterprise for assessing the income tax, VAT, excise duty , GST etc. 
Information is also requrred in order to fi.x. the tax rates, introduce new rates, 
computing national income, getting reports on the performance, cost structure of 
the business. 

• Unions: These groups want information regardiJ1g profit and financial position of 
the business enterprise to realise their demands. 

• Regulatory Authorities: These agencies need accounting information for ensuring 
that the company·s disclosure of accounting information is in accordance with the 
rules and regulation s se1 in order Lo protect th e interests of the stakeholders. who 
rely on such infonna1ion in forming their deci s ions . 
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• Researchers: They need information in order to study deeply the financial 
operations that can enhance their practical knowledge in accounting. Financial 
accounting generates reports and statements by which the researchers can evaluate 
how well a business has achieved its goals and its financial strength. 

External users are communicated accounting infonnation usually in the fonn of 
financial statements . The purpose of financiai :s«m:ments is to cater for the needs ot 
such diverse users of accounting information in order to assist them in making sound 
financial decisions . 

Accounting is a very dynamic profession, which is constantly adapting itself to 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 SYSTEM 

Earlier, the accounting work was manual and accounting depanment used to take 
excessively long time in processing the transactions and generating the accounting 
reports . The modern technology has enabled the accounting depa11111ent in : 

• Eliminating the redundancy 

• Reducing the number of people involved in processing of transaction by removing 
the unnecessary control points 

• Posting the transactions from electronic voucher to ledger, preparing the trial 
balance, profit and loss account and balance sheet. The accounting information 
system is divided into the given sub-systems, as shown in Figure I . I . 

Tax Accounting 
Sub-system 

Budget 

Final Accounts 
Sub-system 

Costing Sub-system 

Expense Accounting 
Sub-system 

Management 
Information System 

Payroll Accounting 
Sub-system 

Sales and Receivable 
Sub-system 

Cash Sub-system 

Inventory Accounting 
Sub-system 

Fixed Asset Accounting 
Sub-system 

Figure 1.1: Accounting Information System 

Accounting In fo rmation System (AIS) is the collection. storage. processing of 
financial, and accounting data that are used by decision ma ke rs .. An accounting 
information system is genernlly a computer-based method for tr;ic kin g accounting 
activity in conjunction with information technology resources. Th i: resulting st11tistical 
repo11s can be used internally by management or externally by other int erested parties 
including investors. creel it ors and tax authorities . 



Six elements compose the typical accounting infonnation system: 

I . People - the system users 

2. Procedure and Instructions- methods for retrieving and processing data 

3. Data - information pertinent to the organisation's business practices 
I . 

4. Software - computer programs use to process data 

5. Information Technology Infrastructure- hardware used to operate the system 

6. Internal Controls - security measures to protect sensitive data 

Accounting provides a vital service by supplying the infonnation to the decision­
makers. It is a link between business activities and decision-makers . Accounting is a 
process of recording, processing and communication of information to the ultimate 
users . 

Accounting Information System (AIS) combine the study and practice of accounting 
with the design, implementation and monitoring of information systems. Such systems 
use modern information technology resources together with traditional accounting 
controls and methods to provide the users the financial information necessary to 
manage their businesses . 

1.9 ACCOUNTING PRINCIPLES 

A general law or rule adopted or professed as a guide to action, a settled ground or 
basis of conduct or practice is known as principle. 

A principle is said to have relevance if it results in more meaningful and useful 
information about the business to the users. It is said to be objective when the 
information furnished is not influenced by the bias or personal judgement of those 
furnishing the same. It is objective when it is supported by facts . A princi,ple is said to 
be feasible when its adoption does not create problems of collecting information or 
increasing the cost. Thus, 0 a principle has three attributes, namely, relevance, 
objectivity and feasibility. 

Accounting principles are broadly classified into ,three categories, these are: 

I. Basic Accounting Assumptions 

2. Basic Accounting Principles (Concepts) 

3. Modifying Accounting Principles (Conventions) 

1.9.1 Basic Accounting Assumptions 

• Separate Business Entity: A business firm or enterprise is regarded as a separate 
person or entity hy itself. It is considered as a separate entity by its owner(s). For 
example, 'R · is the o'vvner of "R-Enterprise". But for accounting and legal 
purposes, 'R-Enterprise' is one person and 'R' is another person. This 
assumption helps in keeping the business transactions strictly free from the effect 
of personal affairs or the owner. This helps to look al the business objectively. It 
helps in the continuity of that business even if the owner changes . It also helps to 
look at the properties of the business and its responsibilities towards others, as two 
different aspects. 

for instance. if ·R· has invested cash ofz 2.00,000 in 'R-Enterprise ' then from 
the point of ·R- 1.ntcrprise· on one hand the enterprise has a cash property of 
~ 2,00,000 ,md on the other hand, it has a responsibility to return it to ·R· finally. 
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In accounting terms, the property is called asset and the responsibility is called 
liability . 

Thus the 'separate entity' concept helps to identify asset and liability of the 
business. It also helps to look at two sides of the same transaction. Here, on one 
side the business 'R-Enterprise' is able to consider~ 2,00,000 cash as asset and 
on the other, the same is a liability towards the owner 'R'. 1n a similar way, 
suppose 'K' has agreed to lend ~ 3,00,000 to 'R-Enterprise' for some reason. 
Now the property side increases by < 3,00,000 cash while there is an additional 
liability towards 'K' let us write these in a fonnat. 

R Enterprise 

Property or asset t Responsibility or liability t 

Cash from R 2.00,000 To"ards R 2,00.000 

Cash loan from K 3,00,000 To"ards K 3.00.000 

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

R Enterprise 

Liabilities Assets 

R 2.00,000 Cash 5.00,000 

K 3.00.000 

The second one is acceptable globally. We thus introduced here how ·one' 
transaction can have two faces just as a coin has two faces. This has its own 
conveniences too. It is easy to verify or cross check in case one of them is 
recorded wrongly. You would notice that it helps to keep the two sides balanced 
i.e., the total of each side is equal (< 5,00,000) 

• Going Concern Concept: It is expected that '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'I go 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 1 nternational Accounting Standards, it is a 
fundamental accounting assumption underlining the preparation of financial 
statements. Under this assumption, "the enterprise is normally viewed as a 
growing concern, that is, as continuing in operation for the foreseeable future. It is 
assumed that the enterprise has neither the intention nor the necessity of 
liquidation or of curtailing materially the sale of its operations". Under this 
assumption, the assets of the business are valued by the accountants on the basis 
of going concern concept, historical cost and expected life of the assets. 

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

For example, if R has invested < 200000 in the "R-Enterprise" then it can be 
recorded in the books of "R-Enterprise'· but on the other hand. if R has put a lot 
of efforts for the welfare of the company then the efforts cannot be measured in 
terms of money. 

• Accounting Period Assumption: According to this assumption. it is assumed that 
R Enterprise will prepare its final records for a particular time period . Generally 
this segment of time is one year either calendar year or a financial year. 
Sometimes, it may be less than twelve months i.e ., quarterly, half yearly, etc. 
Reports made for less than twelve 111onths are called interim repo11s and are less 
reliable than annual repo11s. At the end of each segment (period) profit and loss 
account (accounts prepared to calculate the net profit for a time period) and 



balance sheet (balance sheet is the record of all assets and I iabilities of the 
organisation) are prepared. As per the going concern concept, the income of the 
business can be measured at the time of the liquidation (when company is going to 
close) of the business or at the time when business is sold. But practically it 1s 
very difficult to wait for such a long period which is not definite. So it 1s 
important to prepare the final accounts for a pa11icular time period. 

1.9.2 Basic Accounting Principles (Concepts) 

These basic accounting principles are commonly accepted/agreed principles by the 
accountants to record the business financial transactions. These are as follows: 

• Revenue Reorganization Principle: It is also called revenue realization principle. 
As per this principle, the revenue is recorded in accounting when the sales have 
taken place. If there is expectation that there will be a parti.cular transaction in 
future, that is not recorded in accounting. Revenue/sales is considered to be made 
when title of ownership of goods passes from the seller to buyer and the buyer 
become legally liable to pay . 

For example, if R Enterprise is expecting that S Ltd. will purchase some goods 
from their company in future than it cannot record it as a sales transaction in the 
books of accounts. The transaction will be recorded only when there is actual 
transfer of goods by R Enterprise to S Ltd . 

However, this principle has some 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 transferred at the time of 
final payment. Herewith, sales are presumed to the extent of instalments 
received. 

❖ Jn the case of contract accounts, if the contract is for a long period, revenue 
cannot be realized until the contract is not completed . 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 transaction of the business should be recorded at its 
historical cost and not at its market price. At the time of recording of the 
transactions, their market price is not considered. 

For example, if a Machine is purchased by "R-Enterprise" for Z 1 lakh and its 
market price is Z 2.50 lacs, then recording of this transaction is done at~ I lakh 
being its actual cost/or cost of its acquisition. 

Sometimes its market price may be less than or more than its actual cost but its 
actual cost is recorded in accounts because of cost principle. Under this principle, 
the historical cost of a transaction becomes the base cost for the subsequent years. 

• Dual Aspect Principle: This is the basic principle of accounting. As per this 
principle, every financial transaction of the business has dual effect and recorded 
at two places. Therefore, it is called double entry system. On the basis of this 
principle, it is sa-id that every debit mu st have an equivalent credit and every credit 
must have an equivalent debit because every transaction of the business has two 
aspects. 

For example. if Mr. R sta11ed business for cash ~ 2,00,000 there will be two 
aspects of this transnction. In one aspect cash is coming into business whik in the 
other aspect the business has to pay th i~ amount to Mr. R because .Mr. R has given 
the amount to the business. 
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This transaction can be expressed in the following equation: 

Capital = Assets (Cash) 

~ 2,00,000 = ~ 2,00,000 

Here cash (assets) is the resource of the business and capital is the claim of the 
proprietor as business has to return this amount to the proprietor. 

Further if the "R-Enterprise" purchases a furniture of~ 20,000 on credit, the 
above equation will change as follows: 

Capital+ Creditors =Cash+ Furniture 

~ 2,00,000 + 20,000 = ~ 2,00,000 + ~ 20,000 

Capital+ Liabilities= Assets 

Thus we find that in the above equations the total of assets is always equal to the 
liabilities. Technically we can say that for every debit there is an equivalent credit. 
This relationship of assets and liabilities is also called accounting equation. 

• Full Disclosure Principle: As per this principle, the financial statements should 
disclose true and fair view so that these may provide accurate and sufficient 
information to the users of financial statements (the statements which include the 
financial data for a particular time period). Disclosure principle means to give all 
the information relating to the economic activities of the business to the owner, 
creditors and investors. Now-a-days this principle is getting more importance as 
big business organisations are being run in the form of limited companies. As per 
Companies Act, 1956, the profit and loss account and the balance sheet of the 
company must show true and fair view of the company . Therefore. companies are 
showing foot notes for some items as investments, contingent liabilities, etc., 
along with the balance sheet. · · 

• Matching of Cost and Revenue Principle: The matching concept suggests that 
the revenue earned in an accounting year is matched with the expenses incurred 
during the same period to generate that revenue. This matching concept is vital to 
measure the financial results of a business. 

For example, in case of a seasonal business, majority of sales may take place only 
in four months of a year whereas fixed expenses like salaries, rent, etc. , are 
incurred throughout the year. Matching concept suggests that to find out the 
profitability, the expenses incurred to generate revenue are to be matched against 
those revenues. 

• Objectivity Principle: h is also known as objective evidence concept. As per this 
principle, the transactions which are recorded in accounting must be on the 
objective and factual basis. There should be a voucher or documentary evidence 
behind each entry in the accounting. The entry must be free from personal bias 
and based on the rational approach. If the entries are rnadc without evidence, it 
will lose the confidence of the several users of the financia I statements about their 
reliability . For the auditing of the financial statements._ there is also a need of 
objective evidence. 

1.9.3 Modifying Accounting Principles (Conventions) 

·Basic accounting assumptions and principles provide us the \·arious rules to prepare 
tlct: rinancial statements. If these financial statements are relevant and reliable, they 
will give many useful information to the various user" of the lin ;mcial statements. In 
order to prepare the true and fair financial statements, then.: is a need to 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 year must be 
adopted in the coming years . 

According to Kohlar, there are three forms of consistency : 

(a) Vertical consistency is used in the different financial 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 infomiation is provided, it will hamper the management and the 
users of the financial statements to take appropriate, timely and rational decision. 

• Materiality: 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 
sub_jecti\C matter. 

For example. the cost of the component may be very much significant for small 
businessman while it may be insigrrificant 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 mni11 objectives of accounting are to record the business rransactions and ro 
provide rile ncccs;,ar:v information to the internal and e\.tcrnal users of the financial 
statement s. 
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ln 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 m two 
different ledger accounts. 

for example, if a company makes some purchases against cash, two accounts shall get 
a ftected: 

(a) Purchase Account 

( b) Cash Account 

Since the company has made sol!lc purchases, hence purchase account shall be debited 
and cash account shall be credited. 



The double entry system 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 equal to the sum of the liabilities and owners' equity. 
Following are some transactions of the business to explain it. 

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

In this transaction, one side cash is coming into business and in the other side. 
capital is being brought by Mr. Kamlesh . Thus: 

Capital = Assets (Cash) 

< 2,00,000 = < 2,00,000 

2. In the next transaction, if a plant of< 50,000 is purchased in cash, this transaction 
will also leave two sides . In one side, cash is going and in other side, plant is 
coming. In this situation. the accounting equation will be as follows : 

Capital = Plant+ Cash (Assets) 

< 2,00.000 = < 50,000 + (< 2,00,000 - 50.000) 

3. If loan of< 1,50,000 is taken from the SBI, it will also affect the accounting 
equation by two sides. In one side, cash will increase and on the other side, 
liabilities of the business will increase. This affect may be depicted as follows: 

Capital+ Liability (Loan) = Plant+ Cash 

< 2,00,000 + 1,50,000 = < 50,000 + (1,50,000 + 1,50,000) 

< 3,50,000 = < 3,50,000 

4. If some goods of < 20,000 are purchased on credit, it will also affect 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 of the above 
accounting

0
equation will be as follows: 

Capital+ Loan + Creditors =Plant+ Cash+ Goods 

< 2,00,000 + 1,50,000 + 20,000 = < 50,000 + 3,00,000 + 20,000 

< 3,70,000 = < 3,70,000 

Capital+ Liabilities= Assets 

By observing the effect of above transactions on the accounting equation, we note that 
total of assets always remains equal to the total of capital and liabilities. Thus the 
principle of double entry system may be summarized as for every debit side there is an 
equivalent credit side and vice versa. 

1.11.1 Advantages of Double Entry System 

Double entry system of accounting offers the following advantages: 

• Each and Evety Transaction is Recorded: Under the double entry system. each 
and every transaction is being recorded , so it allows in keeping the cornpi•ete 
accounts. 

• Helps in Matching of Arithmetical Accuracy: Since the entries are made in two 
accounts, it helps in matching the arithmetical accuracy of the accounts. as the 
amount debit accounts are equal to the amount credit accounts. 

• Helps in Making Prr~/it and Loss Account Easily: II helps in making •i11 protit ,md 
loss easily as all the revenues a11cl expenses can be accumulated easily at one place 
and profit and loss account can be made. 
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18 • 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 identifying of the errors and mistakes. 

• Details of all the Transactions can be Obtained: The details of all infonnation 
can be obtained very quickly. 

• Total Amount Due and Own by the Creditors and Debtors can be Known: The 
tota I 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 : 

• A 11 the transactions are being booked in two accounts, hence one account is 
debited and one account is credited, therefore, it result s in increase in size of 
books and it creates the complications. 

• The bookkeeping under 9ouble entry system requires the expert knowledge . 

• The system of the double entry system is quite complicated; hence there 1s 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 
fol lowing 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. 

• 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 1is being prepared. 

1. 12 TYPES OF ACCOUNTS 

I he objective of the bookkeeping is to keep the complete records of each and every 
.. 111sact ion, normally any kind of business transact ions classified into the following 
ca egones : 

• Transactions which are related to persons. 

• Transaction which are related to properties and persons. 

• Transc1ctions which are related to the expenses and incon1e of the organisation. 

fh e accounts are of following types: 

• Perso11ul Accounts: Personal accounts are the accounts. which records the 
transnctions related to the persons. 



• Real Accounts: Real accounts are the accounts which records the transactions 
related to the properties and assets. 

• Nominal Accounts: Nominal accounts are the accounts, which records the 
transactions related to the expense and income. 

Fu1ther it can be explained in the foltowing manner: 
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Figure 1.2: Types of Accounts 

A II accounts of the enterprise are broadly classified into two categories, viz, Personal 
accounts and Impersonal accounts. Impersonal accounts are further classified into two 
categories, viz, Real accounts and Nominal accounts. 

Personal Accounts 

It is an account which deals with a due balance either to or from these individuals in a 
particular period. A personal account normally reveals the outstanding balance of the 
firm to individuals e.g., suppliers, or outstanding ba lance from individuals e.g., 
customers. This is the only account that emphasizes the future relationship between 
the business firm and the individuals. 

Personal accounts can be classified into three categories: 

• Persons of Nature: Persons who are nothing but outcome of nature 1.e., the 
Almighty. 

• Persons of Artificial Relationship: Persons who are made of artificial relationship 
through legal structure are known as-organisations, corporate, pa1tnership firms 
and so on. The companies and partnership firms are governed by the Companies 
Act 1956 and the Partnership Act. The re ilationships among the owners of the 
company or pattners of the firm are totally structured through respective laws. 

For example, LIC, SBI, etc., companies are t he most important examples of the 
entities governed by the artificial rebtionship among the members through UC 
Act, SBI Act and the Companies Act and so on. 

• Persons of Representations: This classification represents the amount outstanding 
or prepaid in connection with the individual transac,tions . 

Reccin::r of the Benefits 

For example. the credit sale of the goods w01th of ~ 1,500 to l\lr. X. In this 
transaction, Mr. X iLS the rcce i,ver of the benefit s throu g h the credit sale of the firm. 
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Till the collection of the benefits of the sale, the finn 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 on' 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 till 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. 

Impersonal Accounts 

Debit the Receiver 
Credit the Giver 

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 payment these 
are known as IMPERSONAL accounts. 

Real Accounts 

Jt is a major classification that highlights 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 firrn or going out of the finn , they should be recorded in 
accordance with the set golden rules of this account. 

Nominal Accounts 

Debit What comes in 
Credit What goes out 

This is an account that deals with the amount of expenses incu1Ted or incomes earned . 
Jt includes all expen ses 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 . 

!) ..: bit all the expenses and losses 
C1·ed it all incomes and gains 

1.13 BASIS OF ACCOUNTING 

The basis of accounting system s is discussed below: 

• Cash Basis of Acco11nti11g: 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 re flected in the 
period in which actu a l rece ipt or actua l payments are made. 

Example: ·Receipt and payments account' in case of clubs. soci e ti es . hospitals, 
etc., of cash basis or accuunting . 



Thus, under the cash basis of accounting, revenues are recognised 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. 

• Accrual or Mercantile Basis of Accounting: This method of recording 
transactions records the revenues, costs, assets and liabilities in the period in 
which they accrue . This basis includes considerations related to outstanding, 
prepaid, accrued due and received in advance. In the accrual basis of accounting, 
the income whether received or not but has been earned or accrued during the 
period forms part of the total income of that period. 

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

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

• Hybrid or Mixed Basis of Accounting: lt is the combination of both the basis i.e ., 
cash as well as mercantile basis. Incomes are recorded on cash basis but expenses 
are recorded on mercantile basis. Cash basis of accounting is the simplest system 
whereas accrual basis of accounting is scientific and reliable. Hybrid system of 
accounting is the most conservative basis of ascertaining income because all 
possible 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. 
T+iis system is very popular among professionals. 

1.14 BASIC TERMS OF ACCOUNTING 

The basic accounting terms are discussed below: 

• Assets: 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 long-tenn bas~s, such as land , bui I dings, 
machinery, plant, furniture and fixtures. These assets are used for doing business 
and not for re-sale in normal course of operation. 

• Current Assets: These assets are held on a short-term basis such as debtors 
(accounts receivable), bitls receivable (notes receivable), and stock (inventory), 
temporary investment in securities, cash and bank balances. Normalfy, sho1t-term 
refers to an accounting year. 

• Business Transactions: Any exchange of money or money's wo11h as goods and 
services between two parties is cafled a transaction. A business transaction 1s an 
event. which can be expressed in terms of money . 

• Liabilitie~·: Liabilities .ire the oblignrions or debts that the enterprise must pay in 
money or services at some time in the future. They are as follows: 

❖ Long-term liuhilities: Liabil ities that are usually payable after a period of one 
year are long-term I inbi I ities. 
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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 payable), and 
cash credit overdraft from a bank for a sho11 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 sundr: 
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 is 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: It 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 is to be derived in future. 

Example: Capital expenditure 

• Gain: Gain is the change in the equity (net wo11h) 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 capitaf nature or revenue nature or both. 

• Income: Income is the increase in the net wonh of the organisation from either 
business activity or other activities . Income is 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 liabilities. 



• Loss: Loss is the gross decrease in the assets or gross increase in the liabilities. It 
is the excess of expenses over revenues. It represents reduction in owners' equity 
due to inability of the firm to recover the assets used in the business. 

Example: A firm spends t80,000 and generates revenue of t70,000; there is a loss 
oft I 0,000, which represents non-recovery of assets consumed in doing business. 

• Net worth: It is total assets minus total liabilities. Net worth is seldom the true 
value of a company. Profits of a business increase the net worth whereas losses 
reduce the net wo11h of a business. 

• Profit: Profit is the excess of revenues over expenses during an accounting year. It 
increases the owner's equity. 

• Purchases: Purchases are total amounts of goods procured by a business on credit 
and for cash, for use or sale. In a trading concern, purchases are made of 
merchandise for resale with or without processing. In a manufacturing concern , 
raw materials are purchased, processed further into finished goods and then sold. 
Purchases may be cash purchases or credit purchases. 

• Revenues: Revenues are the amounts the business earns by selling its products or 
providing services to customers. These are cal led ·sales revenues.' Other items 
and sources of revenues common to many businesses are sal.es, fees, commission , 
interest, dividends, royalties, rent received, etc. 

• Stock: 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 is 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. Similarly, opening stock (beginning 
inventory) is the amount of stock at the beginning of the accounting year. 

• Sales: Sales are the amounts received or due for goods or services sold to 
customers. Gross sales are total sales before any returns or adjustments. Net sales 
are after accounting for returns and adjustments. Sales are total revenues from 
goods sold and/or services sold or provided to customers. Sales may be cash sales 
or credit sales. 

Check Your Progress 

Fill in the blanks : 

I. ______ is the process of recording financial transactions and 
keeping financial records. 

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

3 . Under ______ 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. 

4. Now-a-days ______ 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. 

5. ___ ___ enables the compari son or the profit or performance of a 
business in a year with the performance of another year for example the 
depreciation methods. 
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F in~ 1 , I ·, · il· 1111 · , 1.15 LET US SUM UP 

• 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 a base and with its help, various returns, documents, statements, 
etc ., are prepared . 

• The main objective of accounting is to maintain a complete and systematic record 
of business transactions. 

• Accounting provides useful and meaningful information to those who have 
interests in the business. 

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

• Accounting information helps users to make better financial decisions. Users of 
financial infor111ation may be both internal and external to the organization. 

• Accounting Information System (AIS) is the collection , storage, processing of 
financial, and accounting data that are used by decision 111akers. An accounting 
information system is generally a computer-based method for tracking accounting 
activity in conjunction with information technology resources . 

• The matching concept suggests that the revenue earned in an accounting year is 
matched with the expenses incurred during the same period to generate that 
revenue . 

• Human Resource Accounting means the accounting for human being as now in 
organisations human beings are treated as an asset like other physical assets. 

8 Double entry system is a system wherein every transaction is being recorded in 

two different ledgers account. 

' • All accounts of the enterprise are broadly classified into two categories, viz., 
Personal accounts and Impersonal accounts. Impersonal accounts are further 
classified into two categories, viz. Real accounts and Nominal accounts. 

1.16 LESSON END ACTIVITY 

When financial accounts records all transactions related to a business then why there 
are di ff rent branches of accounts? Prepare a report stating the importance of branches 
o accoun ting and give a presentation on it. 

1.17 KEYWORDS 

Acco1111ti11g Process: It includes the recording of financial transactions, ledger 
posting, preparation of financial statements and analyzing and interpretation oftbem. 

Cost Acco11111ing: Accounting relating to the ascertainment of cost of the product. 

Management Acco1111ting: Presenting of accounting information in such a way as to 
·1 .. sist the management in taking the imponant decisions and making the policies . 

. ·ccot111ting Convc111ions: Customs and traditions which guide the accountants to 
·cord he financi:d tr~111snctions. 

yhrid . tcco1111ti11g: It is the combination of both the basis 1.e .• cash as wel.l as 
11ercantil bas is 



Accrual Accounting: Jt 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 

I . Define accounting. What is the need of accounting? 

2. What are the basic concepts of accounting? 

3. What are the key conventions of accounting? 

4. Describe the objectives of accounting . 

5. What are the different types of accounts? 

6. Wbat are the different branches of accounting? 

7. Discuss the concept of double entry system of accounting. 

Check Your Progress: Model Answer 

l. Bookkeeping 

2. Internal 

3. Management Accounting 

4. Conservatism 

5. Horizontal Consistency 

1.19 SUGGESTED READINGS 
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25 
An Introduction lo 

Financial Ac.:ouniing 



LESSON 

2 
JOURNAL 

CONTENTS 

2.0 Aims and Objectives 

2.1 Introduction 

2.2 Joumalisation 

2.2.1 Characteristics of Journal 

2.2.2 Advantages of Journal 

2.2 .3 Limitations of Journal 

2.3 Format of Journal 

2.4 Journalisation Related Terms 

2.5 Rules for Journalising 

2.5.1 Traditional Approach 

2.5.2 Modem Approach 

2.6 Determination of the Nature of Transactions Whether Credit or Cash 

2.7 Subdivision of Journal 

2.7.1 Non-cash Transaction 

2.7.2 Cash Transaction 

2.8 Let Us Sum Up 

2.9 Lesson End Activity 

2.10 Keywords 

2.11 Questions for Discussion 

2.12 Suggested Readings 

2.0 AIMS AND OBJECTIVES 

After studying this lesson, you should be able to: 

• Explain the meaning of journal and its need 

• Describe the basic rules for jounrnlisi.ltion 

• Understand the format and process ofjournalisation 

• Identify the subdivision of journal 

2.1 INTRODUCTION 

The first thing that the accountin g s, :-.lt' lll takes on is the financial transactions. A 
transaction is defined as an external e,cnt or internal event which gives ri se to a 
cha nge affecting the operations o r finances of an organi sation. There should be 



evidence that a transaction has taken place. This evidence comes from the documents 
that are used to support a transaction/like invoices, receipts, cheques. bank statements. 
etc. For recording a transaction, it must be analysed to detennine its effects on the two 
(or more) accounts and the reason why it affects those accounts. As the original 
document cannot be used to write these details, a standard document known as a 
voucher is used to accompany the original document. Voucher is therefore the basic 
unit of an accounting transaction . Every voucher mentions the two (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 is numbered and dated, that 
makes referencing easier. Once, the vouchers are made for the day, they are entered 
into the primary book known as journal. Vouchers are nonnally recorded in the order 
in which they occur. Journal entries contain all relevant information pertaining to a 
transaction . This data from the journal has to be rearranged to assist in analysis . 

. 
2.2 JOURNALISATION 

Journal is the book of original entry in which business transactions are recorded date­
wise and serial-wise. The word Journa l has been derived from the French word ) our · 
that means ' day ' . Hence, it is a book for recording daily business transact ions. 
according to the double entry system . In order to provide a chronological record of 
business transactions, where each transaction is set down with relevant supplementary 
information, it becomes necessary to have some preliminary book, i.e., journal. 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 is also called a book of original entry because various ledger accounts are 
recorded and/or posted from this book . In other words, as transactions occur they are 
recorded first in the journal. 

According to Carter, "The journal or daily record as originally used is 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 into debits or credits, to facilitate there 
being correctly posted afterwards in the ledger." 

According to L.C. Cropper, "A journal is a book, employed to classify or sort out 
transactions in a form convenient for their subsequent entry in the ledger". 

2.2.l Characteristics of Journal 

The following are the characteristics of journal : 

1. Journal is a book oforiginal entry . 

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

3. lt helps the ledger, which is the principal book of accounts. 

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

5. It tel Is the true nature of every transaction with the help of narration. 

6. It is also known as day book . 

2.2.2 Advantages of Journal 

Journal has the following merits: 

• To understand double enhy .,yste111: Journal is an important part of the double 
entry system. The study ofjounwl helps in understanding the double entry system. 
v.-ithoutjournal. it is difficult to get knowledge of the double entry system. 

27 
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• Date-wise accou11ti11g: It provides a chronological (or in order of date) record of 
all transactions and hence provides permanent record. This also helps in location 
of any transaction. 

• Proof: Journal can be presented as a proof in court, in case of a default in future. 

• Helpful in formation of ledger: After formation of the journal, the ledger can be 
formed easily and in an errorless way. 

• Less possibility of errors: It reduces the possibility of errors as both the aspects of 
every transaction are written side by side. If transactions are recorded directly in 
ledger then there is a possibility of errors of more or less debit or credit. 

• It also eliminates the need for a reliance on memory of the accounts keeper. Some 
transactions are of complicated nature and without the journal entries may be 
difficult. though not impossible. 

2.2.3 Limitations of Journal 

he following are the limitations of the journal: 

• Limited use: The practical, use of the journal is limited. ln this. all transactions are 
not recorded but only those transactions are recorded, ,, hich are limited in 
numbers and which are not written in subsidiary books. 

• More useful for small business: 1t is not useful for large businesses, because large 
organisations have more number of transactions, if al1 are recorded in one journal 
then the size of the journal will become big and this will be difficult for one 
person to maintain. 

• Lack of business information: In journals, transactions are kept at one place. 
Therefore, business information can't be received easily. If traders want 
information about the cash, bank, stock, creditors, debtors, income and expenses, 
then with the help of the journal, such information cannot be provided. 

2.3 FORMAT OF JOURNAL 

The proforma of a journal is given below and its various columns are also discussed 
below: 

Date Particulars Ledger Amount Amount 
folio (Dr) (Cr) 

(I) (2) (3-) (4) (5) 

.Vote : The columns have been numbered only to make them clearly under:.;tanJabie to 

he eaders otherwise in practice they are never numbered . 

Date of Transaction: With every entry, date is written, on which the transaction 
has occurred. Year and month is written at the beginning of every page, when the 
month is changed, then the name of the changed month is written again. 

Particulars: lt is an important part of the journal. Debit and Credit side of every 
transaction is written in this. Firstly, the account is written which is to be debited 
and the account to be credited is written below the debit entry. Every debit aspect 
is written in the first line and the word 'Dr' is written at the end of column. In 
second line, cred it aspect is written and the word 'To' i-; writlen as few spRce. 
After writing of debit and cred it of accounts .. narration of transaction (in brief) is 
,n-itten in the column of particular. 



3. 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. 

Jt serves the following purposes: 

(a) By writing the page number ofLF. 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. 

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

5. 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 : 

I. 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 . 

2. Cash Jl1emo: 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 
of 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. 

3. 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. 

4. 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 detail's of the payment through the 
cheque are also recorded on the counterfoil, which forms the source document 
regarding payments. 

5. Receipt: It 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 patty, nature of payment. 

6. 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 pa11s . The cashier returns one part to 
the depositor after his signatures while the other prnt is kept by the bank. 

7. Debit and Credit Notes: When goods are returned to the supplier or an additionat 
amount is recoverable from a customer, then thc:-..e notes are prepared. The 
document becomes debit note for the pa1ty from whom money is recoverable and 
it becomes the credit note for the party who is Ill n:: cPYCr the amount. Thus, a 
proper credit note shou 'ld be sent in case a custome r returns the goods . 
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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 rwo sides, left side is debit side and right side is credit side . 
There are three types of account. 

(a) Personal Account: These represent the accounts related to individuals. finns , 
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 Ale, Furniture A le, Goods 
Ale, etc. 

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

2.5 RULES FOR JOURNALISING 

Journalising is an act of recording the debit and credit aspects ofa 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 system . One 
account is debited and the other acc ount is credited . 

2.5.1 Traditional Approach 

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

1. 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) 

ro (~ 

Bawa Dr 12,000 

To Cash Ne 12.000 

(Being cash paid to Ba11 ..i) 
-

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) 

(?) (t) 

Cash Ale Dr 25.000 

To Raphel 25.000 

( Being cash recc i I ed l'ro111 Raphel) 

') Real Accounts: Jn case of rca I accounts, anything or cash which is coming to 
business is always deb it ed and ::inything. or cash which- is going out from the 
business is always credited. 1.e .. "Debit is what comes in and Credit is what goes 
out.· 



For instance, if furniture is purchased for cash ~ 40,000; the entry wi 11 be : 

Journal 

Date Particulars L.F. Amouot(Dr) Amount (Cr) 

~ m 
Furniture Ale Dr 40,000 

To cash Ale -10.000 

(Being furniture purchased) 

3. Nominal Accounts: In this case, all expenses and losses are debited and all 
incomes and gains are credited , i.e., Debit all expenses and losses , credit all 
incomes and gains. For example, if wages are paid at~ 4200; the entry will be: 

Journal 

Date Particulars L.F. Amount (Dr) Amount (Cr) 

~ (~ 

Wages Ale Dr -1.200 

To Cash A l e -1.200 

(Being wages paid) 

Similarly, all incomes and gains are credited. 

For example,~ 15,000 received for commission, the entry will be: 

Journal 

Date Particulars L.F. Amount (Dr) Amount (Cr) 

(f) (t) 

Cash Ale Dr 15,000 

To Commission Ale 15,000 

(Being commission received ) 

In brief, the rules of Journa I ising are: 

For Personal Accounts: 

• Debit the receiver 

• Credit the giver 

For Real Accounts: 

• Debit what comes in 

• Credit what goes out 

For Nominal Accounts: 

• Debit all expertSes and losses 

• Credit all incomes and gains 

The traditional method suffers from the following defects: 

The classification of accounts into personal or real or nominal is rigid to sornc extent. 

There are some accounts, whi c h cannot be con\'eniently (){II under nny of the 
categories, e.g., provisio n for Jeprcc iation , provision for bad debts, etc . 

It does not give proper explanation for a debit or a credit. For example, a Jcbt of~ 500 
due from Raphel (a customer) is to be written off as bad. 

3 I 
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The entry will be: 

Bad Debts Ale Dr 

To Raphel 

2.5.2 Modern Approach 

500 

This method is based on accounting equation . Under this method, the accounts are 
divided into five categories, viz. (I) 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 

I. Assets Account Increase 

2. Liabilities Account D.:crease 

3. Capital Decreas.: 

4. Revenue Decrease 

5. Expenses and Losses Increase 

This method does not suffer from any shortcoming. 

Credit 

Decreas.: 

lncr.:as.: 

Increase 

Increase 

Decreas.: 

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

I. Banji started business with 

2. Purchased machinery 

3. Paid wages 

4. Received commission 

5. Paid telephone bills 

6. Deposited cash into bank 

7. Cash sales to Raphel 

8. Withdrew cash for personal use 

Solution: 

Analysis of Transaction 

S. No. Transaction I Accounts Account 
Involved Classification 

I. Banji started husiness Cash As5et 
with cash Capital C1rit,li 

,., 1>urchascd m,tchinen l\•lachinet~ .- \ :,~c·l 

for c;isil Cash ' .- \ "~ c·t 

Increase or 
Decrease 

Increase 

Increase 

lncrc:ase 

D~crease 

80,000 

10,000 

800 

900 

1,200 

2,000 

7,500 

2,200 

Debit or 
Credit 

Debit 

Credit 

Debit 

Credit 

Contd ... 



3. Paid wages Wages Expense Increase Debit 

Cash Ass..:t Decrease Credit 

4. Received commission Cash Asset Increase . Debit 

Commission Income Increase Credi1 

5. Paid Telephone bill Telephone Bill Expense Increase Debi1 

Cash Asset Decrease Credil 

6. Deposited cash into Bank Asset Increase Debit 
Bank Cash Asset Increase Credit 

7. Cash sales to Raphel Cash Asset Increase Debit 

Sales Revenue Increase Credit 

8. Withdraw cash from Cash Asset Decrease Credit 
business for personal 
use 

Drawings Capital Decrease 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 E1111y 

When there are two or more transactions of sim i Jar 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 st March,~ 2,500 is paid for salaries and ~ 1,000 is paid for rent. 
the following entry will be: 

~ ~ 

Salaries Ale Dr 2,500 

Rent A/c Dr 1,000 

To Cash Ale 3,500 

(for expenses paid) 

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

I . 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 

e uction, which reduces the received or paid amount from purchases. 

Fo example, Mr. A went to a shop for purchasing a fan whose print rate was~ },500 
an the shopkeeper takes from him ~ 1,350. then ~ 150 less received by the 
sh pkeeper from Mr. A is called discount. Discount may be of two types: 

I. Trade Discount: Trade discount is that discount ,-vhich is given for promoting 
sales at a ce11ain 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. 

3.3 
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For instance, if a trader sells goods for~ 20,000 at 10% discount then the entry 
will be: 

Journal 

Date Particulars L.F. Amount (Dr) Amount (Cr) 
(t) (\') 

Cash Ne Dr 18.000 

To Sales /Ve 18,000 

(Being goods sold less trade discount) 

2. Cash Discount: Cash discount is the discount, which is given to debtors by the 
trader for early payment of price of goods. lt is given only when the customer paid 
the balance in a ce11ain period . As the discount is allowed at the time of making 
payment, so the cash discount will be recorded in the books. Discount account is 
nominal account in nature. When discount is allowed at recei,ing of cash. then 
discount is debited because it is a loss and when discount is received at payment 
of cash, then discounted is credited because it is profit. 

For example, recei\'ed cash from Chabala ~ 37,500 and discount allo\,ed to him 
~ 500. The entry will be : 

Journal 

Date Particulars L.F. Amount (Dr) Amount (Cr) 
(\') (\') 

Cash Ale Dr 37.500 

Discount A le Dr 500 

To Chabala 38.000 

(Being cash received and discount allowed) 

~imilarly, paid to Banji < 19,750 in full settlement oH 20,000. The entry will be: 

Journal 

Date Pa rticu la rs L.F. Amount (Dr) Amount (Cr) 
(\') (\') 

Banji Dr 20.000 

To Cash Ale 19,750 

To Discount A le 250 

. (Being cash paid to Banji and di scount received) 

Table 2.1: Differences between Trade Discount and Cash Discount 

S. No. Basis of Difference Trade Discount Cash Discount 

I. Meaning 
1 

Trade discount is given by Cash disco unt IS giwn iO 

seller at the time of selling customers for immediate or 
goods at a ce11ain percentage early payment. 
to the customers. 

?. . Obj ect The purpose of thi s discount The purpose or th is discount is 
is to increase in selling. encouraging earl: pa~•ment . 

3. Treatm en t Trade discouPJt is not Cash di scount is recorded 111 

recorded in the books of the books or accoums. 
accounts. 

.j I All rmance It is an allo\\'ance off the It is an ail 0,,Jncc 0ff the 
se 11.i ng price. amount due . 

5. Reduc1io1-1 !"mm ln ,·piu: It is deducted from invoice It is not deducted from ill\ oice 
amount. amount. 



If both the discounts are allowed to a customer, then firstly trade discount is deducted 
from price of goods . Then cash discount is computed on the balance amount. 

Meaning of Goods 

Goods mean the things , which are bought by trader for the puJ1)0Se of resale at a 
profit. In other words, we can say that goods mean those goods in which a trader 
deals. For instance, books for a bookseller, furniture for a furniture dealer, etc. Goods 
account can be classified in the following four parts: 

1. Purchases Account: When goods are purchased then purchases account is debited 
instead of goods account. It records all the purchases of goods. 

2 . Sales Account: When goods are sold then sales account is credited instead of 
goods account. It records sales of the goods. 

3. Purchases Return Account: If goods purchased are returned, then it is called 
purchases return . This account is credited. 

4. Sales Return Account: If goods sold are returned then it is called sales return. 
This account is always debited. 

2.6DETERMINATION OF THE NATURE OF 
TRANSACTIONS WHETHER CREDIT OR CASH 

Whether a particular transaction is made for cash or credit in case of purchase and sale 
of goods, it should be determined. Cash transaction is to be treated when the word 
'cash' is mentioned and credit when only the name of the person is given but the same 
will also be treated as cash transaction when neither cash nor name of the person is 
written therein. 

Example: 

Transaction Cash or Credit Reason 

Goods sold for~ 15.000 in cash Cash The word 'cash· is given 

Goods sold for~ 20,000 in cash to Mr X. Cash The word ·cnsh · is given 

Goods sold for~ 35.000 to John Credit The name of pt:rson is given 

Special Transactions 

Drawings: When goods or cash are taken/withdrawn by the owner for personal use 
from the business, then the entry will be: 

.- -- --
Drawings Ale Dr (if cash is withdrawn) 

. To Cash Ale 

II 
Or 

1, 

To Bank Ale 
11 

(If withdrawal is from hank) 

Or 

To Purchases 1\1, (Ir goods are \rithdr.iwn/ 

J 

I 

Journal 
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Bad Debts: Sometimes. a certain amount is not realised. or panially. 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 Ale 

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 Ale Dr 

To Bad Debts Recovered Ale 

Life Insurance Premium 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 tile 
insurance premium has been paid out of business money , then the entry will be: 

Drawings Ale 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 fin11S. It is the personal liability 
of the businessman . The entry will be: 

Drawings A/c 

To Cash Ale 

Dr 

Interest on Capital: It is allowed on capital, the entry is: 

Interest on Capital Ale 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: It is charged from the proprietor on the drawings made by him . 
The entry will be: 

Capital Ale Dr or Drawings Ale Dr 

To Interest on Drawings Ale 

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

Interest Ale Dr 

To Bank Ale 

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

Depreciation Ale 

To Asset Ale 

Dr 

(Being depreciation charged on asset) 

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



Goods lost by fire or stolen: If stock is lost by fire. it should be debited to loss of 
stock by fire and credited to purchases account. However. in case, any part of such 
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 Ale Dr 

To Trading/Purchases Ale 

(For the original loss) 

(b) Insurance claim Ale Dr 

To Goods Lost by Fire/Stolen A/c 

(When fully admitted by the insurance company) Or 

Insurance Claim Ale Dr (Admitted portion) 

Profit and Loss Ale Dr (Net loss) 

To Goods Lost by Fire/Stolen Ale 

To Goods Lost by Fire/Stolen Ale 

or Profit and Loss Ale 

(When not admined by the insurance company) 

(c) When Cash is realised from the insurance company 

Bank Ale Dr 

To Insurance Claim Ale 

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 

brokerage, the purchase price would be ~ 54,300 (i.e. 60,000 x 
90 

+ 300) . It is 
100 

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

Example: Enter the following transactions in journal of Bbalo: 

2015 ~ 

March l Bbalo started business with cash 60,000 

March 1 Bought goods for cash 10,000 

March 3 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 

March 9 Received cash from Bbalo 12,000 

March 15 Paid wages on' 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 

3! 
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Solution: 

Journal of Raphel 

Date Particulars L.f. 

2015 Cash Ale Dr 

March I Purchases Ale Dr 

To Capital Ale 

(Being business staned with cash and 
goods) 

March 3 Furniture A le Dr 

To Cash Ale 

(Being furniture purchased) 

March 4 Purchases Ale Dr 

To Peter 

(Being goods purchased from Peter) 

March 5 Cash Ne Dr 

To Sales Ne 

(Being goods so ld for cash) 

March 7 Raphel Dr 

To Cash Ale 

(Being cash paid to Raphel) 

March 9 Cash Ale Dr 

To Bbalo 

(Being cash received from Bbalo) 

March 15 Wages Ale Dr 

Salaries Ale Dr 

To Cash Ne 

(Being wages and salaries paid) 

March 20 Cash Ale Dr 

To Commission Ne 

(Being Commission received) 

March 22 Drawings Ne Dr 

To Cash A le 

(Being cash withdrawn for personal use) 

March 26 Rent Al e Dr 

I To Cash Ne 

(Being rent paid) 

March 31 Cash Ale Dr 

I u Interest Ale 

!(Being. interest received) 

example: Journalise the following transactions: 

1. Goods worth~ 4000 given as charity. 

Amount (Dr) Amount (Dr) 
(~) (t) 

60,000 

10.000 

70,000 

25.000 

25.000 

15 .000 

15.000 

20.000 

20.000 

14,500 

14.500 

12.000 

12.000 

1,300 

2,200 

3,500 

850 

850 

2,500 

2.500 

900 

900 

300 

JUO 

11 Received~ 7850 from Banji in futl settlement of his account for~ 8000. 



111. Sold to Amar worth t 12,000 less 3% cash discount and recei\ ed ~ 11 ,640 net on 
account by cheque. 

1v. Paid~ 450 in cash as wages on installation of machine. 

v. Goods worth ~ I 000 were damaged in transit; a claim was made on the railway 
authorities for the same. 

v1. Goods costing < 2500 were supplied to Raphel, issued invoice of 20% above cost 
less 5% trade discount. 

vii. Purchased I 000 shares in X Ltd.@< 15 per share, brokerage paid< 150. 

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

1x. 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. 

x1. One month"s interest on Abale ' s loan of~ 10,000 @ 12% p.a. became due but 
could not be paid . 

x11 Goods uninsured wo11h ~ 6500 were destroyed by fire . 

Solution: 

S. No. Particulars L.F. Amount (Dr) 
(i) 

I. Charity Ale Dr 4 ,000 

To Purchases N e 

(Being goods given as c harity) 

II. Cas h Ne Dr 7,850 

Di scount N e Dr 150 

To Banji 

(Ca sh received and di scount allowed) 
... 

Bank A/ c Dr 11.640 Ill. 

Discount !\Jc Dr 360 

To Sale5 /\/c 

(Being good s sold & cheque rece ived after 
allowing di scount) 

IV. Machinery A l e Dr 450 

To C as h Ale 

(Bein g wages puid on installution of machine) 

V. Railway C l:tilll /\/c Dr 1.000 

To Pureh.ises Ne 

(Ek ing claim scm to rai l".iys for goods damaged 
in trans it) 

vi . Raphd Dr 2.85(} 

To Sa k s 1\ l c 

(Being goods of~ 2500 supplied lo Raphel at 
20% a bo ,·c c<> ~I less 5% trade discount l 

VII. ln,·esl me nt i11 Shares Ale Dr l 5. l 50 

11, ( '; 1~ 11 /\ 'L: 

(!ki ns 1°u rd1<1 ~c or 10()0 shares in X Li d. 'i]; 
~ 15 per ., !1 ;11 ,· p lus broknagc ~ !SU) 

Amount (Dr) 
(i) 

4 ,000 

8.000 

12.000 

450 

1.000 

2,850 

15, 150 
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To Railway Claim Ne 

(Being cash recei\·ed in full settlement of claim 
for damages from railway) 

ix. Drawings Ale Dr 

To Purchases Ale 

(Being goods used by the owner for hi s personal 
use) 

x. Cash Ale Dr 

Bad Debts Ale Dr 

ToMrX 

(Being 70% cash recei \·ed and balance treated as 
bad debts) 

xi . Interest Ne Dr 

To Abale· s Loan Ale 

(Being interest payable on Abale ·s loan~ 10.000 
?[ 12% p.a. per month) 

xii . Goods Lost by Fire Ale 

To Purchases Ale 

(Being goods oft 6500 destroy ed by fire) 

Recording of Banking Transactions: 

Transaction 

I . Cas h deposited into bank 

2. Cash withdrawn from bank 

3. 

4. 

5. 

Amount withdrawn from bank for personal use 

V-ihen cheques. drafts, etc ., rece ived from 
customers are deposited into bank on the same 
day 

Dr 

Entry 

Bank Ale 

To Cash Ale 

Cash Ale 

To Bank Ale 

Drawings A le 

To Bank A le 

Bank Ale 

To Personal A/c 

(a) Cash Ale 

1000 

3,000 

7,000 

3.000 

100 

6.500 

When cheques, drafts, etc ., received from 
customers are not deposited into bank on the 
same day 

To Customer·s Ne 

(b) Bank ;Ve 

6. 

7. 

') . 

Expenses paid through cheque 

When the amount is depos ited directly by the 
customers in the bank account 

When received cheque is endorsed 

Cheques already deposited into bank . is 
dishonnurec..l . 

I 0. Pa_, 111e nts made through cheque 

To Cash /\ le 

· Expenses A le 

To Bank Ale 

Bank Ale 

To Personal Ale 

Creditor' s A/c 

To Cash Ale 

Customer · s Ale 

To Bank Ale 

Personal A le 

To Bank :\i<: 

1000 

3 .000 

10.000 

I 00 

6.500 

Dr 

Dr 

Dr 

Dr 

Dr 

Dr 

Dr 

Dr 

Dr 

Dr 



11. (a) Interest charged by bank 

(b) Interest allowed by bank 

12. When bank charges some amount for the 
services rendered 

Interest .-Ve 

To Bank A/c 

Bank Ne 

To Interest Ne 

Bank Charges Ne 

To Bank Ne 

Dr 

Dr 

Dr 

Opening Entry: Every businessman maintains his books of accounts on a yearly basis. 
In running a business, the previous year's balance of assets and liabilities will have to 
be brought forward to the current year'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 liabi I ities 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 1, 
2002: 

Cash ~ 6,000; Bank Loan ~ J 5.000: Capital ~ 75,000; Building~ 50,000: Debtors 
~ 12,000; Furniture~ 18,000; Creditors~ 7000; and Stock~ 13000. 

Solution: 

Journal 

Date Particulars L.f. Amount (Dr) Amount (Dr) 
(~) (~) 

Building Ne Dr 50,000 

Debtors Ne Dr 12,000 

Furniture Ale Dr 18.000 

Stock N e Dr 13,000 

Cash Ne Dr 6,000 

To Creditors Ale 7,000 

To Bank Loan A/c 15.000 

To Capital Ale 75.000 

(Being assets and liabiliti es brought in new 
accounting year) 

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

Assets: Cash in hand ~ I 0,000: Cash at bank ~ 1,200; Stock ~ 15,000; Debtors 
~ 12,000 (Chabala ~ 4,600: Raphel ~ 5.800; Banda~ 1600) 

Liabilities: Creditors~ 3,500 (Raphel ~ 2,000; Chakwe ~ 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 /\hale for ~ 8,000, at a discount of 15% and cash 
discount of2 .5%, paid 50% :.irnount immediately. 

June 4 Received a cheque from Chabala for ~ 6,500 (discount allowed ~ I 00) : 
cheque deposited into bank . 

June 7 Received a cheque from R;:iphcl for~ 5,600 in full settlement of his account. 
This cheque wns i1n111eJiaLel :-, deposited into the bank. 

June I 2 Cheque of Raphel di shonoured. 

June 16 Deposited into bank~ :Z.:ZOO lt,r c:.ish sales. 

-ll 
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June 19 Paid Life insurance premium of~ 3.500 and insurance premium of office 
building oft 1,500 by cheque. 

June 21 Banda became insolvent and for 0.6 per dollar cou Id be recovered from his 
estate. 

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

June 27 Sold half of the above goods at a profit of25% on cost to Jon. 

June 28 Paid interest on loan oH 500. 

June 30 Income tax paid by cheque of~ 1,200. 

Solution: 

Journal of Mr Bawa 

S. No. Particulars L.F. 

2015 Cash Ale Dr 

Jun~ I Cish at bank A ·c Dr 

Stock /\le Dr 

Chabala Dr 

Raphel Dr 

Bandi.l Dr 

To Raphel 

To Chakwe 

To Bank Loan Ne 

To Capi1al Ne (Balancing figure) 

(Being assets and liabilities brought forward) 

June 2 Chaba la Dr 

To Sales Ne 

(Being goods so ld 10 Chabala) 

June 3 Purchases Ne Dr 

To Cash Ne 

To Discounl Ale 

To Abale 

(Being goods purchased and discount received) 

.lune 4 Bank Ale Dr 

Di~counl Ne Dr 

To Chahala 

(Being cheque received and discounl allowed) 

June 7 l3unk /\/(: Dr 

Di srnunt Ne Dr 

To Raphd 

( Being cheq ue reccivc:d & discounl allowed} 

June l 2 R;ipht>I Dr 

To 13..Jnk /\ le-

·1 () l)i :;Ctlllllt A:c 

( I king Rapht:lan ·~ chcqul' dishonoured) 

.-\mount (Dr) 
(~) 

10.000 

1.200 

15.000 

.J.600 

5.800 

l.600 

2,000 

6.800 

6.500 

100 

5,600 

200 

5.800 

Amounl (Dr) 
(~) 

2.000 

1,500 

7.000 

27,700 

2,000 

3,3 15 

85 

3.-rno 

6.600 

5.800 

5.600 

200 

Co111d . 



June 16 l3ank :'Ve Dr 

To Sales Ale 

( Being cash received from sales, deposited 
into bank) 

June 19 Dra1rings Ale 

In surance Premium Alc 

Dr 

Dr 

2.200 

3.500 

1,500 

2.200 

To Bank Ale 5,000 

(B e ing payment o f life insurance and 

June 21 

insurance premium by cheque) 

Cash Ale 

Bad debts Ale 

To Banda 

Dr 

Dr 

( [k ing cash received and bad debts 11-rinen off) 

Jun.: 2-l Purchases Alc Dr 

To Bank Ale 

( Be ing goods purchased by cheque) 

June 27 J Pll Dr 

To Saks Ale 

( Being goods sold on credit i.e. 700 + 25% on 
700) 

June 28 I 111aes1 on Loan Ale 

To Cash Ale 

(Ik ing interest paid) 

June 30 Drawings Ale 

To Bank Ale 

( Being in come lax paid by cheque) 

Dr 

Dr 

2. 7 SUBDIVISION OF JOURNAL 

960 

640 

1,600 

1.-100 

1.400 

875 

875 

500 

500 

1,200 

1.200 

Journal is an impo1tant 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 o f transactions is more, and 
then it is no t possible to record every transaction in the journal. Moreover, the 
recording of a II the transactions in the journa I may lead to delay in getting 
information. Hence, for convenience, the journal is divided into many books. Each 
transacf1on-rs recorded in a special book according to its nature . 

Subdivisions o f journal are the division of journal, in parts. Subdivisions of journal are 
beneficia I because it reduces the pressure on other journals. The journal can be 
divided into the following : 

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

• Purc/,ases Book: Goods purchased on credit are recorded in this book . 

• Sales Book: Goods sold on credit are record ed in this book . 

• Purchases Return Book: If goods purchased on credit are returned, then they are 
reco rded in this book . 

• Sales Return Book: If goods sold on credit an: returned by customers, then these 
are reco rd ed in this book . 

➔3 
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• Bills Receivable Book: Bills of exchanges, promissory notes. and hundis , 

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. 1s 
recorded in this book. 

Classification of Journal 

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

'I 

Subsidiary 
Books/ 

Journal s ... 
I 

I I 
r 

Cash 
"s on-cash 

Transaction 
Transaction 

I I I I I I I 

Cash Purchases Purchase Sales Sales Bills Bills 
Book 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 tran sactions and 
Non-cash transactions. 

First, let us discuss the Non-cash transactions. 

A Non-cash transaction is a transaction in te1ms of credit and conditions of the enterprise. 

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

• Credit Sales Book 

• Credit Purchases Book 

• Credit Sales Return Book 

• Credit Purchases Return Book 

• Bills Payable Book-Outcome of Credit Transaction and 

• Bills Receivable Book-Outcome of Credit Transaction 

2.7.1 Non-cash Transaction 

Purchases Book 

f he purchases book is also known as purchase journal. It is a book meant for credit 
pu rchases only for resale. 



Pro Forma of the Purchases Book 

Date Name of the Supplier . Ledger Folio Inward ln,·oice 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 Invoice No: This book contains the invoice number of the credit purchase of 
the goods from the supplier. 

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

Steps involved in posting the entries: 

• Posting the entries pe11aining to the individual accounts into the purchase journal. 

• 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 year. 

Purchase Retums Boo/, 

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. 

• Amount (f): The book shou Id i 11 ustrate the value of goods/raw materials returned 
out of credit purchase. 

Steps involved in the purchase returns book: 

• Posting the entries of the purchase returns to the individual suppViers' account into 
the purchase return journal. 

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

Sales Book 

It is a book maintained by the enterprise only during the moment of seHing the goods 
on credit. It is known in other words as a sales journal,. 

-l5 
Journal 



-46 
Financial Accounting 

Pro Forma of the Sales Book 

Dare :--'ame of the Customer Ledger Folio Oul\,ard Jn,oice No. .-\mount~) 

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. 

• Outward Invoice No: This book registers the invoice number of the goods/raw 
materia Is 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. It aids the firm in identif),ing the 
amount of sales transacted on credit as wel I as in collecting the amount of dues 
from the buyers. 

Steps im olved in the sales book: 

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

• 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 hot 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: It includes the most important information about the buyer 
who returned the goods/raw materials, because of non-confirmation to 
specifications of the placed order. 

• Ledger Folio: It 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: 

• Sales returns of the enterprise from the individual buyers are recorded 
i 111 mediately after the transactions. 

• The monthly total of the sales return is posted into the debit side of the sales return 
account in accordance with the rule ofreal account. 

Trade Bills Book 

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

I . Bills Receivable Book: It is a book maintained especially for promissory notes 
,1ml bill of exchanges accepted by the customers out of their dues, as an outcome 



of credit sale of the enterprise. The bi] Is receivable and promissory notes are 
nothing but the resultant of the credit sale transactions of the enterprise not only to 
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 

SI. 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 drafted/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 bi 11 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 ~): 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. 

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

Pro Form a of Bills Payable Book 

SI. No. Date Name of the Payee Date of Term Date of the I Where Amt. Remarks 
Drawer the Bill Maturity Payable (~) 

The following are the some of the important components normaJly 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. 

❖ Dale o/ the Bill: Normally included to know the date at which the bill was 
drafted which is under the possession of the seller or supplier. 

❖ Dale o(Malurily.· It is the date at which th e rayment has to be made as per the 
terms of trade. 

❖ Where Paya hie:: The place where the amount of the bills is to be paid. 

--1 7 
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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: 

• Single Columnar Cash Book 

• Double Columnar Cash Book 

• Three Columnar Cash Book 

• Petty Cash Book 

Single Columnar Cash Book 

lt is a book that generally records the transactions into t,, o classitications. viz . 
Payments and Receipts. The receipts and payments are recorded in the debit and credit 
side of the cash book respectively. The debit and credit side transact ions of the cash 
book are prefixed with "To" and "By" respectively. 

Pro Forma of the Single Columnar Cash Book 

Dr. Cr. 

Date Receipts (t) Date Payments~) 

To Opening Balance Bid 

By Closing 13alancc 13/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 of 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. 

Bank 
SAYINGS BANK A le 

Transaction No. I 

Cash Withdrawal 

1.- inn 
OPER 1\l!ONS 

Jan. 5, 2016, Cash withdrawal~ 10,000 from the bank is having the following journal 
entry: 

Cash Ale Dr ~ I 0,000 

To Bank Ale ~ 10,000 

(Being cash withdrawn from the bank A/c) 



From the above entry , it is obviously understood that the bank is the gi\er of the cash 
resources from the savings bank Ale and cash receipts are made only 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. 

filTTI Bank 

~-C-as_h_1_·e_c"_' i_p_1s_~r=------.___c_as_h_p_a_y_m_e_n_1s_---' 

Transaction No. 2 

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

Bank Ne 

To Cash A le 

Dr 

Cr 

~ 5,000 

~ 5,000 

(Being cash deposited into the bank account) 

Finn Bank 

~-C_a_s1_1 _ra_y_·11_1e_n_1_~ _ _;------>1 Ca.sh receipts 

Pro Forma ofDoubJe Columnar Cash B0ok 

Dr. 

Date Receipts Bank Cash Date Payments 

To Balance Bid By Balance c/d* 

Jan 5 To Bank Cl 10,000 Jan 5 By cash CI 

Jan 20 To Cash C2 5,000 Jan 20 By Bank C2 

By Balance B/d 

• Bank overdraft 

Cr. 

· Bank Cash 

10.000 

5,000 

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 of 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 payments of the firm through 
cash and bank, but also discount allowed and received. 

Pro F orma of Three Columnar Cash Book 

Dr Cr. 

Date Receipts Bank Cash Discount Date Payments Bank Cash Discount 
Al.lowed 

I 
Received 

To Balance By Balance 
h/d c/d 

By 13alance 
b/d 

.J 9 
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Why is discount allowed brought under the debit side? 

The discount is allowed 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 finn , only at the moment of making the 
payment within the stipulated time frame . 7% @ IO days means that 7% discount wil I 
be given to the parties who are able to make the payment of dues within IO 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 finn 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 ,\\ ailed only during the moment of payment of 
overdues only due to credit purchase. 

Petty Cash Book 

It is 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 amountthat is given by the cashier 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 bafance. 

Given below is the pro forrna of petty cash book: 

Analytical Petty Cash Book 

Receipts Date Particulars Voucher No. Total Amount Printing and Cartage Postage 
(t) (t) 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 ~ 

Oct. I Cash in hand 100 

Oct. I Cash at bank 3.500 

Oct. 5 Paid salary by cheque 250 

Oct. 7 Paid to 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 Mis 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 chcqu<:: whi ch could not be sent to bank l.780 

Oct. 20 B & Co. cheque dishonoured 2,500 

Oct. 22 B & Co. paict cash 2.500 

Oct. 24 R & Co. issued a cheque for~ -170 in full ,ati ,J'action ofhi, account for 500 

Oct. 271 Shyam lal was paid t 395 in full sc·ttlcmcnt of hi s Ate amounting to -lllO 

Oct. 31 Deposited into the Bank 2.200 



Sobltion: 

Three Columns Cash Book 

0- Particulars L.F. Disrounl Cash Bank Date Partk■lars L.F. Disrounl Cash Bank 
ro (t) (<') (\') (t) (~) 

~016 :016 

Oct.I To Balance bid 100 3,500 Oc1 5 By Salaries Ale - 250 

Oa.9 ToB&Co. - 2,500 Oct. 7 By K & Co. - 260 

Oct. 15 To S Chand 1,500 Oct. 12 By Pwchase Ne - 750 

Oa.17 To Cash Ne (C) - 1-150 Oct 17 ByBani;.Nc (C) 1450 -
Oa.19 To Debtors Ne 1,780 - Oct. 18 By S. Cred.itors - 1250 

Oct. 22 To B& Co 2,500 - Oct. 20 By B &Co - 2 .500 

Oa. 24 ToR& Co 30 470 Oct. 27 By ShyamLal 5 395 

Oa.31 T" Cash A 'c IC) 2.200 Oct. 31 By Bank Ale IC) 2.200 

By Balance c d 1.835 5.J 10 

30 5.880 10.120 5 5.880 10.120 

Example: Enter the following transactions in Analytical Peny Cash Book: 

2016 ~ 

Jan. I RcceiYed cheque from head cashier 100.00 

Jan. 2 Paid for postage 15. 00 

Jan. 3 Stationery purchased 5.00 

Jan. 14 Paid for canage 8 .00 

Jan. 18 Paid for travelling 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 
(~) 

100.00 Jan. I To cash ale -

Jan. 2 By Postage 15.00 15.00 - - -

Jan. 3 By Stationery 5.00 - 5.00 - -

Jan. 14 By Cartage 8.00 - - 8.00 -

Jan. 18 By Travelling 7.00 - - 7.00 6.00 

Jan. 27 By Tc:a for guest 6.00 - - - 12.00 · 

Jan. 29 By office 12.00 - - - -
<.:leaning charges 

Jan . 30 By Cwiagc 4.00 - - - -

By Exira postage 8.00 
I 

4.00 Jan . 31 8.00 1 -

65.00 23.00 5.00 19.00 18 .llll 

B~ Ba lance c/d 35.00 

To1al 100.00 

100.00 
I 

I cb. I 
I 

35 00 lr"ch. I I 
165.IJO ilo Balance bid 

J 00.00 To Cash I 
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beck Your Proores 

Fill in the blanks : 

I. 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, 
transaction (in brief) is written in column of pa11iculars. 

of 

3. An _______ is 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. 

2.8 LET US SUM UP 

• Journal entries contain all relevant info1mation pe11aining to a transaction. 

• The process of recording transactions in a journal is called _journalising. The form 
or manner in v.:hich 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 ce1tain 
percentage on sales, such as discount on clothes, discount on shoes, discount on 
books, etc . 

• Cash discount is the discount, which is gi,en to debtors by the trader for early 
payment of price of goods. It is given only when the customer paid the balance in 
a certain 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 1s a book 
meant for credit purchases only for resale. 



2.9 LESSON END 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 Payable 

Accounts Recei \·able 

Mary Smith Capital 

Supplies 

Supplies Expensc 

Prepaid Insurance 

Service Rn enue 

Mary Smith Drawing 

Equipment 

Unearned Re\'enuc 

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

Sales Book: It 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 Return 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. Journafise the following transactions: 

(a) Started business with cash ~3,00,000. 

(b) Bought Goods on credit for ~5,000. 

(c) Sold Goods for cash ~12,000 and on credit ~8,000. 

2. Discuss the process ofjournalising the transactions with suitable examples. 

3. Explain the nature of petty cash book . 

4. What is the difference between a petty cash book and a simple cash book? 
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5. 

6. 

7. 

Prepare a Cash Book from the transactions given belo\\ : 

2016 

July I Balance at bank 

July 4 Received a cheque from Pankaj 

July 7 Issued a cheque to Rakesh 

July IO Received dividend by bank draft 

July 15 Mukesh was paid by issuing a cheque 

July 20 Deposited into bank 

July 24 Interest collected by bank 

July 28 Dividend collected by bank 

July 31 Bank charges debited 

What are the different types of trade bills books') 

Enter the following transactions in Analytical Petty Cash Book: 

2016 

Jan. I 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 forc~rriage 

Jan . 3 I Extra postage charges 

~ 

l 0,000 

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 

8. Make the proforma of purchase return book and sales return book and explain it . 

9. Explain the significance of preparing subsidiary books of accounts. 

Check Your Progress: Model Answer 

I. Original 

2. Internal 

3. Invoice 

4. Nominal 

5. Subdivision 
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After studying this lesson, you should be able to : 

• Understand the ledger need and its characteristics 

• Describe ledgers rules for posting the transactions 

• Discuss the trial balance and its importance 

• Explain the working of trial balance 

3.1 INTRODUCTION 

ln 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 acco.unts 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 is 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: 

• It is the principal book of accounts. 

• l t is prepared with the help of data provided by the journa I. 

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

• The balances of real and personal accounts are shown in \he Balance Sheet. 



• Trial balance is prepared with the help of the clos ing balances of all accounts 
maintained in it. 

• lt 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 important place in accounting. The 
following are the merits of the ledger: 

l. Knowledge of business results: From the ledger, all transactions related to one 
item are written at one place. And all the impo11ant information related to business 
can be obtained easily from this. 

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

3. Helpful in preparation of final accounts: Ledger provides all information for the 
pre pa rat ion of fin a I 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 year. 

4 . 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 . 
Howe ver, from the ledger, the complete information about any item can be 
obtained easily . 

3.3 FORMAT OF LEDGER 

lt is like a register. Its every page is divided into two pa11s. 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 
(~ (~ 

Details of the above columns are as follows: 

• Date: Those page numbers are written in this column, which are written m 
journal. 

• Particu/(lrs: The name of the other account, which is affected by the transactiOF1, 
is written in this column. In debit 'To' and in credit "By ' words are used. 

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

• Amount: The amount related to transaction is written. 

Thus. ledger is a set of books or accounts where different types of accounts are 
111.1i11rni11cd . It is not possible to estimate the business performance from the journal 
onl~. Final accot111ts are prepared from the ledger at.:count balances to know the 
financ ia I pos ition of the business. Therefore. the performance of the bus iness can't be 
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measured without taking tl1c help of ledger accounts and this is the reason due to 
which it is called the main book of accounts. 

Ledger contains all types of 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 l 51 January 2009 for ~- 8,00,000 then its 
journal entry will be as follows: · 

Journal 

Date ,Ii Particulars L.F. Amount 
Dr (f) 

2009 I Cash Ale Dr 8,00.000 
Jan I , To Capital A/c 

I (Being business srnncc.J "ith cash) 

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

~ 

Cash Ale 

Dr 

Date Particulars . J.F. Amount Date 
(f) 

2 09 

Jan I To Capital Ale 8.00.000 

Capital Ale 

Dr 

Date Particulars J.F. Amount Date 
(f) 

2009 

Jani 

Particulars J.F . 

Particulars J.F. 

L By Cush Ale 

Amount 
Cr (f) 

8.0U.000 

Cr 

Amount 
(~ 

Cr 

Amount 
(f} 

X.UIJ DO(l 



3.5 POSTING OF COMPOUND JOURNAL ENTRIES 

Sometimes two or more than two accounts are involved in a transaction, it is recorded 
as a single entry and called compound journal entry. For posting of this entry as many 
accounts will be opened as shown in the entry. 

Example: On 12'h June 2008, ~ I 0,500 paid to Moray and discount of~ 500 was 
received. 

Journal 

Date Particulars L.F. Amount Amount 
Dr(~ crm 

2008 Raphel Dr 11.000 
June 12 To Cash Ne 10.500 

To Discount Ale 500 

(Being cash paid 10 Raphel, discount received) 

The positing of above entry \\ i 11 be: 

Moray Account 

Dr Cr 

Date Particulars J.F. Amount(~ Date Particulars J.F. Amount(~ 

2008 
June 11 To Cash Ale 10,500 

June 12 To Discount Ale 500 

Cash Account 

Dr Cr 

Date Particulars J.F. Amount m Date Particulars J.F. Amount(~ 

2008 

June 12 By Moray l 0.500 

Discount Account 

Dr Cr 

Date Particulars J.F. Amount(~ Date Particulars J.F. Amount(~ 

2008 

June 12 By Moray 500 

It is clear from the above example that fo r posting of compound j ournal entry, the 
same amount will be recorded ii.i the concerned, account as shown in the journal 
against that account. Such as cash Ale ~ I 0,500, Discount Ale ~ 500 and Moray 
account ~ 11,000- have been recorded because the same amount1 has been shown 
against the accounts in journal. 

3.6 CLOSING AND BALANCING OF ACCOUNTS 

Balancing of accounts is compulsory because the businessman has to prepare final 
accounts. Accounts are mostly closed at the end of tbe year and the1i r balances are 
found out, but they may be closed at any time as per the requirements of the business. 
For this, totalling of debit and credit sides of account is. done and the difference is 
calculated. If debit side is more than credit side, then it is called debit balance and if 
credit side is more than debit side, then it is called credit bala11ce. If the sum of the two 
sides is equal. no balance is taken out. 
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The folio,\ ing are the rules for closing of different types of accounts: 

• Closing and Balancing of Personal Acco1111ts: lf the sum of debit side is more 
than credit side, the difference is put on credit side by writing the word ' By 
Balance cld' 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 bid' 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 cld'. 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 bid' 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 th is account shows credit balance, the 
amount is owed or it may be said to be a creditor. 

• Closing and Balancing of Real Acco11111: These accounts are prepared with the 
objecti,·e 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 Ne, Sales Ne , Purchase Return Ale and Sales Returns Ne are 
included in Goods Account. These accounts are not balanced rather these are 
closed by transferring the balance to Trading Ale. 

• 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 Ale. 
These are closed by writing the word ' By Trading Ne' 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 Ale' 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 Ale' 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 

ln the beginning of every accounting period , a journal entry is passed to record the 
opening balances of ad! the accounts, which is called opening entry. In this entry, all 
assets are debited and all the liabilities are credited. The word 'To Balance bid' is 
written in debit in the ledger for the accounts , which have debit balances and the word 
' By Balance bid' 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 I st April 2000: cash in hand 
< 12,000, cash at bank< 10,000; Due from Katty < 7,000: Furniture< 8,000; Loan 
from K < 11,000: Due to Amy< 8,500: Due to Ari sh< 6,500. 

You are required to pass the opening entry and rost it into ledger. 



Solution: 

Date 

2000 
April I 

Dr 

Date 

2000 

April I 

Dr 

Date 

2000 

April 1 

2000 

April I 

Particulars 

Cash Ne 

Bank Ne 

Kany 

Furniture Ne 

To K's loan Ale 

To Amy 

To Arish 

To Capital Ale 

(Being the opening ent~· 
forward from the last year) 

Particulars J .f . 

To Balance b/d 

Particulars J.F. 

To Balance b/d 

I To Balance bid 

I I 

I I I I 

Journal 

Dr 

Dr 

Dr 

Dr 

for ba la nces brc,ught 

Ledger 
Cash Account 

Amount Date 
(f) 

12.000 

Bank Account 

Amount Date 
(f) 

10.000 

Katty 

Furniture Account 

K's Loan Account 

Amy 

L.F. Amount Amount 
Dr(~ Cr(~ 

12,000 

10.000 

7,000 

8.000 

I 1.000 

8,500 

6.500 

11,000 

Cr. 

Particulars J.F. Amount 
(f) 

Cr. 

Particulars J.F. Amount 

~ 

I I I 

I I I 

By Balance bid 

I """' I I B~ Balance b/J l I :J 
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Arish 

I I I I I ,ooo 
Ap,il I I s, B,laoce bid I I ,~,o. I 

Capital Account 

I I I I I :,~, I I By "'''"" bid 

Example: The following appeared in the books of Razor on l" January 2002 : 

Assets: Cash~ 40.000: Stock~ 25,000; Debtors~ 40,000, and Machinery~ 50,000. 

Liabilities: Creditors: Williams~ 30.000. 

Following transactions took palace in January 2002: 

Jan 3: Sold goods for cash~ 6,000 and on credit oH 3,000 to Ashley. 

Jan 5: Ashley returned goods for~ 1,500 

Jan 9: Purchased goods from Williams of the list price~ l 0,000 va I ued ar ~ 9,000. 

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

Jan 19: Paid to Williams~ 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~ 2,500 

Pass journal entries in journal and post it is ledger. 

Solution: 

Journal of Razor 

Date Particulars L.F. 

2002 Cash Ale Dr 
Jan I Stock Ale Dr 

Debtors Ale Dr 

Machinery Ale Dr 

To Williams 

. To Capi ta l Ale 

(Being opening balances of assets and 
Liabilities n:corded) 

Jan 3 Cash Ale Dr 

Ashley Dr 

To Sales Ale 

(Being goods S() ld) 

Jan 5 Sales Returns Ale Dr 

To Ashky 

(Being g()od~ purch ased) 

Jan 9 Purchas.:s 1\ : c Dr 

To \\' illiam ::-

(I.king goods pun:has.:d) 

Amount Dr(~ 

40 .000 

25 .000 

40.000 

50.000 

-
6.000 

J.000 

1.5()0 

l) _()( J(J 

Amount Cr(~ 

30.000 

1.25.000 

9.000 

1.500 

9. 000 

( '01111' .. 



Jan 13 Purchasc:s A,c Dr 

To Cash ,\ 1c 

To Discoun1 Ne 

To Razor 

(Being goods purchased and discounl 
received) 

Jan 19 Williams Dr 

To Cash Ne 

To Discount Ne 

(Being goods purchased and discount 
received) 

Jan 23 Dra"·ings N e Dr 

To Cash Ale 

(Being Lik Ins. Premium paid) 

Jan 30 Cash A le Dr 

To C C> mmi,s ion A 'c 

(Being commis, ion recei,ed) 

Ledger Cash Ale 

Dr 

Date Particulars J.F. Amount Date 
(~ 

2002 2002 

Jan I To Balance: bid 40.000 Jan 13 

Jan 3 To Sales Ne 6,000 Jan 19 

Jan 30 To Commission Ne 2.500 Jan 23 

Jan 3 I 

48.500 

Feb I To Balance bid 4,070 

Stock Ale 

Dr 

2002 2002 

Jan I To Balance bid 25,000 Jan 31 

25.000 

Feb I To Balance bid 25,000 

Debtors Ale 

Dr 

2002 2002 

Jan I To 8alancc bid 40,000 Jan 31 

40,000 

Feb I To 13alance bid 40.000 

l~ .5UIJ 

39.000 

700 

2.500 

Particulars J.F. 

By Purchases Ale 

By Wi,lliams 

By Drawings Ale 

B1 Balance cld 

By Balance cl d 

By Balance ch i 

5. 130 

270 

8.100 

38,600 

400 

700 

2.500 

Cr 

Amount 
(~ 

5, 130 

38,600 

700 

4,070 

48,500 

Cr 

25 .000 

25 .000 

Cr 

40,000 

40,000 
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Machinery Ale 

Dr Cr 

2002 2002 

Jan I To Balance bid 50.000 Jan 31 By Balance cld 50.000 

50.000 50.000 

Feb I To Balance bid 50,000 

WiJliams 

Dr Cr 

2002 2002 

Jan 19 To Cash Ale 38.600 Jan I By Balance bid 30.000 

Jan 19 To Discount A/c '100 Jan 9 By Purchases Ale 9.000 

39.000 39.000 

Capital Ale 

Dr Cr 

2002 2002 

Jan 31 To Balance cld 1.25.000 Jan I By Balance bid 1.25.UOO 

1.25.000 1.25 01)0 

Fd1 I By Balance bid 1.25.000 

Ashley 

Dr Cr 

2003 2003 

Jan 3 To Sales Ale 3.000 Jan 5 By Sales Return Ale 1.500 
0 

Jan 31 By Balance cld 1.500 

3.000 3.000 

Feb I To Balance bid 1.500 

Sales Ale 

r Cr 

2002 2002 

Jan 3 ~ . To Balance cld 9.000 .Ian 3 By Cash Ale (,.I)()() 

Jan 3 By Ashley ::, _()()() 

9.000 9_()()(_) 

Feb I By Balance bid 9.000 

Sales Returns Ale 

r Cr 

2002 2002 

.Ian 5 To Ashl<!y 1.500 Jan 31 By Balance c/d 1.5111) 

1.:'iOO . I.5110 
' 

f eb I Balanc, bid II l.5()1) 



Pm·chases .-Ve 

Dr Cr 

2002 2002 

Jan 9 To Williams 9.000 Jan 31 Balance cld 22 .500 

Jan 13 To Cash Ale 5. 130 

Jan 13 To Discount Ale 270 

Jan 13 To Razor 8,100 

22.500 22 .500 

Feb l To Balance bid 22.500 

Razor 

Dr Cr 

2002 2002 

Jan 3 I To Balance cld 8.100 Jan 13 By Purchases Ale 8.100 

8. I 01) 8.100 

F..:b I By Balance bid 8. 100 

Discount Ale 

Dr Cr 

2002 2002 

Jan 31 To Balance cld 670 Jan 13 By Purchases Ale 270 

Jan 19 By Williams 400 

670 670 

Feb I By Balance bid 670 

Drawing Ale 

Dr Cr 

2002 2002 

Jan 23 To Cash Ale 700 Jan 31 By Balance cld 700 

700 700 

Feb I To Balance bid 700 

Commission Ale 

Dr Cr 

2002 I 2002 

Jan 31 To Balance bid 2,500 ! Jan 30 By Cash Ale 2,500 

2 ,500 2,500 

Feb I By Balance bid 2.500 

3.8 SIGNIFICANCE OF LEDGER 

Ledger is the most important book used by the businessmen as it provides a detailed 
record of alt 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. ln journal, all the 
transactions are recorded date-wise at one place in I ieu of recording of transactions of 
similar nature at one place. If we want to know amounts 10 be received from Moray, 
then we have to see the journal of complete duration . l f\\e use subsidiary books, then 
firstly we will have to go through the sales book for knowing the amoun1 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. Eve,y 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. Tran, actinns are recorded in the chrono- Ledger is th e hnok in which en1ries are 
logical order as and when they occur. This recorded in different accounts by transferring 
process is termed as ' Journalising' . from jnurn;_iJ_ 1·1iis process is termed as 

'posting· . 

2. The j ournal is a book of original entry. Ledger is a book or final ent1)' . 

3. Journal is not prepared on the basis of Ledger is prepun:d on the basis of journal. 
ledger. 

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

. 
5. Balancing is not done in the jo□rna,I. In the ledger. all the accounts are balanced. 

6. Final ;_iccounts are not prepmed with the help Final account , arc prepared with the help or 
of the journal. the ledger. 

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

8. Journal has more evidential value in case of Ledger has less evidential 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. Jf the totals of the 
debit and credit amount columns of the trial balance are cq ua I, it is presumed that the 
postings to the ledger in terms of debit and credit amount s 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 (rnken 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 b;-ilance is always equal to 
total of its credit balances . 



Trial balance is a statement. ,,hich is prepared at a ce11ai11 interval of period i.e., 
financial year. If the trial balance does not agree. it shows that there are some errors, 
which must be detected and rectified if the correct final accounts are to be prepared . 

According to J R Batliboi, Trial balance is a statement prepared with the debit and 
credit balances of ledger accounts to verify the arithmetical accuracy of the books. 

Spicer and Pegler state that, A trial balance is a statement, a list of all the balance 
standing on the ledger account and cash book of a concern at any given time. 

According to M S Gosav, Trial balance is a statement containing the balances of all 
ledger accounts, as at any given date, arranged in the form of debit and credit 
columns placed side by side and prepared with the object of checking the arithmetical 
accuracy of ledger positing. 

S. No. 

Format of Trial Balance 

Name of the Firm ... 

:'\ame of Ledger Accounts 

Trial Balance 
as on ... 

L.F. Dr Balances (~ 

3.9.1 Objectives of Preparing Trial Balance 

The objectives of preparing trial balance are as follows: 

Cr Balances(~ 

• It provides a basis on which the final accounts are prepared (i .e., Trading Account, 
Profit and Loss Account and Balance Sheet). In fact it forms a connecting link 
between the ledger accounts and final accounts. 

• To check or asce1tain the arithmetical accuracy of ledger accounts. If the total of 
the debit balances agrees with the total of credit balances, it is a proof that the 
ledger accounts have been correctly written up. However, if the trial balance totals 
do not agree, it shows that there are some errors. which must be detected and 
rectified before 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 management. 

• It serves as a summary of what is contained in the ledger. 

3.10 METHODS OF PREPARATION OF TRIAL BALANCE 

There are three methods of preparation of trial balances : 

• Total method: In this method, debit total and credit total of each account of ledger 
are recorded in trial balance. This method is simple hut it has some limitations. 
Firstty, the totalling of large amount is d ifficult and more time consuming. 
Secondly, balancing is necessary for preparation of final accounts . Hence, this 
method is not used in practice. 

• Balance method: Jn this method, only the balances of the accounts of ledger 
either debit or credit, as the case may be, are record ed . This method is the most 
common and considered as the best method of preparation of trial balance : (a) as 
small amounts are totalled in lie\} of large amounts. which is very easy, 
(b) balancing of accounts helps in preparation of final accounts . The balance 
method is also known as net trial balance. One impo rtant point is that if an 
account shows no balance, it is ignored . 
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• Co111po1111d method: lt 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. 

3.1 0.1 Points to be Kept in Mind While Preparing Trial Balance 

The following points should be kept in mind in this respect: 

• All 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 , outstantjing 
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. 

• All provisions or reserves have a credit balance. 

~ Purchases account shows debit balance while purchases returns account shows 
credit balance. 

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

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

• Similarly, all the personal accounts showing credit balances are put together and 
collectively shown under credit balances in the trial balance as 'Sundi.-y Creditors ' . 

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

nly 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 
s ide and which of them are given in th~. 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 3 I st March 2002: 

Heads of Account Dr Balances(~) Cr Balances(~) 

Building 6J 5() 

Purc ha,cs I 2.5lill 

S. 1Jc bw1 , 5.000 

C u11trl ... 



Opening Stock 

Sales 

Carriage Outwards 

Salaries 

Rent & Taxes 

S. Creditors 

Capital 

Furniture 

Bank Loan 

I merest on Loan 

Discount Allo11·ed 

\\ ag.:s 

Sales Returll5 

Purchases Reiums 

Discount Received 

Cash in Hand 

Total 

Solution: 

Corrected Trial Balance 
as on 31 st March, 2002 

2,000 

500 

5,000 

2,000 

60 

480 

1.000 

120 

I 10 

35,120 

S.No. Name of Ledger Accounts L.F. Balance Dr(~ 

I. Building 6,350 

2. Purchases 12,500 

3. S. Debtors 5.000 

4. Opening Stock 3,500 

5. Sales 

6. Carriage Outward 900 

7. Rent and Taxes 500 

8. Salaries 2,000 

9. S. Creditors 

10. Capital 

·JI. Furniture 2,950 

12. Bank Loan-

13. Interest on Loan 60 

14. Discount Allowed· 70 

15. Wages 480 

16. Sales Returns 700 

17. Purchases R.:tums 

I 8. Discount Received 

19. Cash in Hand 110 

Total I 35,120 

3.500 

23.000 

900 

4.000 

2.950 

70 

700 

35,120 

Balances Cr(~ 

23,000 

4,000 

5.000 

2.000 

1.000 

J 20 

.~5,120 
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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 

I. Capital 

2. Opening Stock 

3. Fixed Assets 

4. Purl'hases 

5. Sales 

6. Discount Allowed 

7. Commission Received 

8. Returns Outwards 

9. Returns Inwards 

10. 8ills Receivable 

II. C1,h 

12 . lntcrcq Paid 

D. Loan lai-_en 

I..J. Bills Pa)abk 

15 . Bad Debts 

16. Wages & Salary 

I 7. Carri age Inwards 

18. Carriage Outwards 

19. Debtors 

20. Creditors 

21. Stock at the End 

22 . Suspense Account 

Total 

Solution: 

S. No. Head of Accounts 

I. Capital 

2. Opening Stock 

3. Fixed Assets 

4. l'urchases 

5. Sa les 

6 . Discount Allom!d 

7. Comm ission Received 

8. R.:turns Out\\·a rds 

') . l~e1urns Iii\\ a1·ds 

\()_ Bill ,, Rc:cci\ar,k 

II. Ca.,h 

12. I nt,rcst l'aid 

L.F. 

Trial Balance 
as on ... 

L.F. 

Balance Dr(~ 

25.000 

25 ,500 

300 

610 

1,500 

16.000 

360 

26.000 

Ll.000 

1.800 

2.500 

1.550 

1,600 

18,500 

25,000 

29,780 

1,89,000 

Balance Dr(~ 

25.000 

34.000 

28.000 

300 

2.500 

_?l)_:,00 

16.( ){)(J 

360 

Balances Cr~ 

70,000 

34,000 

28,000 

2,500 

29.500 

25,000 

,. 

J,89,000 

Balances Cr(~ 

70.000 

25,500 

610 

1.500 

Cunrd 



13 . Loan Taken 26.000 

1-l . Bills Payable 13,000 

15 . Bad debts 1,800 

16. Wages & Sala!) 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 

ls trial balance a conclusive proof of the accuracy of books of accounts? The 
agreement of a trial balance is not a conclusi,e 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: 

I . 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. 1t 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: 

• Errors of Omission: If a transaction is completely omitted, there will be no effect 
on the tria I balance. When a transaction is not recorded in the journa I 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 omission. 

For example, goods purchased for~ I, 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. 

• 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~ 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 errnr of prii. cipk . 

For example, purchase of furniture i debited to purchase account, instead of 
furniture account; wages paid for the

1 

er ct ion or 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 en-ors 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, l 00 
and S has been credited with~ 18, I 00 instead of crediting~ 11 .800. Therefore, by 
making the above recording, the effect of error 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: If 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 tria l balance will be less by~ 1,250 and it will not tally. 

• Posting of the wrong amount: If 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 accoulll: If any account in the ledger is 
wrongly totalled or balanced, then the trial balance shall not agree . 

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

• If balance of an account is not recorded in the trial balance, tile t," c, sidi.:s- of li-
trial balance shall not agree . 

• Errors made in carrying forward the total from one page to another page. 

• Omission of an account from trial balance (cash, bank, etc ) 

• Wrong totals of the total balance. 



3.12.3 Location of Errors 

If the trial 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. 

• If 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. 

• Contirrn 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 wil I automatically be 
closed when all the errors " ·ill be located. 

3.12.5 Advantages of Trial Balance 

The following are the advantages of trial balance: 
I, 

• It provides a basis on which the final accounts can be prepared . 

• It summarises the results of all the transactions du-ring a period . 

• lt proves the arithmetical accuracy of accounting entries in the ledger. 

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

• If any error is found, it can easily be rectified. 
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J.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 baJance is not prepared correctly. 

Check Your Pro ress 

Fill in the blanks: 

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

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. As eve1y 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 proof of the ___ _ __ of ledger 
accounts. It is a proofonly 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 
system. The balance sheet accounts are the assets, liabilities, and fund balance 
accounts of the school district. 

• Values in General Ledger 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. It 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 
equal 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 
errors . 

• The trial balance is calculated by summing the balances of all the ledger accounts. 
f'he account balances are used because the balance summarizes the net effect of 
a 11. of the debits and credits in an account. 

• If you have an unbalanced trial balance. the11 you ha\'e an error somewhere in the 
accounting process. If all of your j ourna I, entri es were posted properly (and error­
free) in the general ledger, your debit grand total and credit grand total should 
bnlance, and you can move on in the ,1c counti11g cycle. If the debit and credit 
grand totals do not halance, then you ha\l' an error to find somewhere m your 
1 ransaction posting process Uournal to genera I ledger to tria I balance). 



3.14 LESSON END ACTIVITY 

Make a JRSentation 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 moneta1y unit of account by account 
typ~ with debits and credits in separate columns and a beginning monetary balance 
and ending moneta1y balance for each account. 

Trial bala11ce: 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 nieant for specific transactions of 
similar nature . Subsidiary books are also kn o wn as Special journals or daybooks. 

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

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

Suspense Accou11t: 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 

l. What is ledger? Why is it necessary? 

2. Define ledger. Give its format. Also. explain the d,ifferent rules of posting in it. 

3. Describe the difference between journal and ledger. 

4. Discuss the posting of an opening journal entry. 

5. Explain the posting of compound journal entry . 

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

7. 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 different methods of preparing trial balance. 

I 0. Discuss the various kinds of errors committed in writing up a set of books. 

11. State the errors that cannot be detected even when matching the trial balanc e. 
Explain with examples. 

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

13 . "T1ial balance is not a conclu s ive proo f of accuracy in the books of accounts '" Do 
you agree with this statement ') 
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1--l. From the following balances extracted from the books of Mr X, prepare his trial 

balance as on 3 I" 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 Outwurd 2,700 Postage 300 

Opening Stock 21.300 Interest on loan 900 

\\'ages 50,000 Loan from Sem 32.000 

Salaries 1.800 Sundrv Creditors 12.000 

Sales 1.35,000 Prepaid Wages 420 

General Rcs.:rv.: 4000 Charity Fund 2.000 

(Total of trial balance 3, I0,000) 

15 . Give journal entries of the following transactions and post them into ledger: 

2013 

Sept 1 Bret started business with cash 15,000 

Sept 2 Paid into bank 8,000 

Sept 4 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 JOO 

Sept 30 Paid wages 100 

Check Your Progress: Model Answer 

l. Traditional 

2. Balances 

3. Folio 

4. Equal 

5. Accuracy 
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4.0 AIMS AND OBJECTIVES 

After studying thi s lesson. you should be able to : 

• Underst a nd the concept of financial statements 

• Di scuss income s tatement and trading account 

• Describe the protil and loss account and balance sheet 

• Explain ho w to treat various adjustments 
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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, profit 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 asce11ain 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 (i) status of the investment in the 
business and; (ii) results achieved during the period under review." 

4.2.l Objectives of Financial Statements 

The main objectives of preparing financial statements are as follows: 

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

• To show the net financial results of the business. 

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

• To provide information that assist in estimating the earning potentials of a 
business. 

4.3 INCOME STATEl\1ENT 

This statement is a measure of financial performance and is divided into two pa1ts . 
The first pai1 is called the trading account and the second part is called profit and loss 
account. 

4.3.l Trading Account 

Trading account is the first pan of rhe financial statements and is prepared ro know the 
trading results. i.e .. the gross rrofit or gross loss. A trading. account is an account. 
which contains, "in summarised fnrn1. all the transactions, occurring. throughout 1he 
trading period, in cornmoditiL' :-, in which trader deals'· and which gives the gross 
trading result. In sh011, trading account is the account_ which is prepared to cktcnnine 
the gross profit or the gross lnss of a husiness enterprise. In the trading account. 



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

Debit Side Items 

They are listed below: 

• The value of opening stocks of goods (i .e., the stock of goods with which the 
business was started) 

• Net purchase made during the year (i .e., purchases less returns) 

• Direct expenses, if any 

Credit Side Items 

They are as follows: 

• Total sales made during the period less the value of returns, i.e .. net sales. 

• The value of closing stock of goods . 

The difference between the two sidt;s of the trading account represen ts either gross 
profit or gross loss. The balance of trading account, which represents either gross 
profit or gross loss, is transferred to profit and loss account. 

Format for Trading Account 

Trading Account 
for the year ended 20 ... .... . 

Particulars Amount(~ Particulars Amount(~ 

To opening stock By sales 

Less: Sales returns 

To purchases By closing stock 

Less: Purchase returns 0 

To wages By Gross Loss (transferred 10 

profit and loss account) 

To carriage inwards 

To cartage 

To dock clues 

To manufacturing expenses 

To duty 

To freight 

To moti,·e po,Yer 

. To consumable stores 

To coal, gas and oil 

To packaging expenses 

To Gross Profit (transferred to 
profit and loss account) 

Trading Accounts Items 

The explanation of items to be inc luded in Trading Account is as under: 

• Opening Stock: It refers to the opening goods in hand. i.e .. goods at the beg·inning 
of the year. In case of trading concerns, it will consist of only finisheu goods or 
goods to be sold without alteration. In manufacturing concerns. the opening stock 
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will consist of three pa11s (a) Stock of raw materials; (b) Stock of partly completed 
goods or work-in-progress; and (c) Stock of finished goods. In case of new 
business, there will be 110 opening stock . 

• Purchases: This item includes both cash and credit purchases of goods, purchased 
with the objective for sales. In trading account, net purchases are shown . To get 
net purchases, goo·ds returned to suppliers (i.e., purchase returns) are deducted 
from gross purchases . In certain cases, goods that are distributed as free samples 
or those which are used by the proprietors for personal use are to be deducted 
from purchases. 

• Discount 011 Purchases: It is also shown by way of deduction from purchases in 
the trading account. 

• Sales: This item includes the total of both cash and credit sales of goods in which 
a businessman deals in. It is credited IQ trading account. In trading account, net 
sales are shown. To get net sales, goods returned from customers (i .e., sales 
returns) are deducted' from gross sales. Sales of any fixed assets or other items 
wrongly included in sales are to be eliminated. 

• Returns Inwards or Sales Returns: Goods returned to a trader by his customers is 
known as returns inwards or saJes returns. It is shown by way of deduction from 
sales on the credit side, of the trading account . 

• Discount on Sales: It is always a debit balance and is shown by deduction from 
sales in the trading account . 

• Direct Expenses: Direct expenses are those expenses which are incurred to 
convert raw material's into finished goods or which may be regarded as a part of 
the cost of purchasing the goods, e.g. , expenses incurred to bring goods from the 
place of purchase to the business place of the trader, etc. All the direct expenses 
are charged to the trading account. The items usually included in the direct 
expenses are: 

❖ Wages: Wages paid to. the workers , who are directly engaged in the 
production, are direct expenses. This item usually signifies some hourly, daily 
or piecework remuneration paid to labourers. It is direct expenditure and it 
should be charged to trading account. However, wages and salaries paid in 
manufacturing of an asset is excluded from wages and salaries account. It will 
be added to the asset concerned on the asset side of the Balance sheet. Wages 
paid for installation of plant and machinery is an example of capital 
expenditure, and they are added to the plant and machinery on the asset side. 
It wi,11 be deducted from wages on the debit side of the trading account. 

❖ Manufc1c111ring or Produc1ive Wages: This item usually signifies the wages of 
factory workmen actually engaged in making or producing something. It is a 
direct charge on the cost of manufacturer. It is debited to the manufacturing 
account or the trading account. 

❖ Carriage, Cartage or Freight: Carriage inward is the conveyance expenses 
incurred to bring the goods purchased in the godown or shop. These are the 
expenses incurred on purchase of goods and are direct in nature. Thus, these 
are debited to trading account. If carriage is paid on purchase of some fixed 
assets or other item~ excluding goods, then it is not to be considered in the 
trading account. 

❖ Customs Duty, Octroi Duty, etc .. When goods are purchased from a foreign 
co untry, imprn1 duty . dock charges will be rayable . When goods are received 
frorn another city. the municipal corporntion may charge Octroi duty . All 
duties on goods purchased should be deb ited to the trading account. 



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

❖ Manufacturing Expense: Al I 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 --------------------­

Add: Purchase of stores during the year ---------------------

Less: Closing stock of stores ---------------------

Stores Consumed during the year ---------------------

❖ ]\,fofive 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. If 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 folfowed. 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 cnre 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 is prepared before the preparation of 
the rrad ing 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 shovm 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 l'inancial period for 
transferring the various revenues items to the trading and profit and loss account and 
thus the nominal accounts are closed. Whi'le preparing a trading account, the opening 

85 
Final Accounts 



31, 

F111J11 c1.il i\ccou111111g 
stock, purchases, and sales, both inwards and outwards, direct expenses and closing 
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 transfen-ed to trading account) 

2. Sales Account Dr 

Purchases Returns Account Dr 

Closing Stock Account br 

To Trading Account 

(Being the balances transferred to trading account) 

3. (a) For Gross Profit 

Trading Account 

To Profit & Loss Account 

Advantages of Trading Account 

Dr 

(b) For Gross Loss 

Profit & Loss Account 

To Trading Account 

The advantages of tile trading account are as follows: 

Dr 

• • 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. 

• Trading account provides information about the direct expenses . 

• Gross Profit ratio can be calculated with the help of trading account. The formula 
1s: 

Gross Profit Ratio= Gross Profit x 100 
Sales 

Trading account provides safety against possibilities of loss. 

• Trading account helps in comparison of the closing stock with the last 
year's stock , which further helps in avoiding overstocking. 

• Comparison of trading account details with previous years· details help to draw 
better administrative policies. 

Example: Based on the f'ul lowing balances, prepare the trading account for the year 
ending on 31 <1 December '.?.005: 

~ t 

Opening Stock 15.000 Sales 40.000 

Purchases 20.000 · Sales return 1.800 

Carriage 12.000 Purchases Return 1.200 

Power ~00 Wugcs 2.200 

Fr~ight 2.500 

The value of closing: . tN·k at the end of year is~ 26,000. 



Solwion: 

Trading Account 
for the year ending 31 st December 2001 

Dr Cr 

Date Particulars L.F. Amount Date Particulars L.F. Amount 
(f) m 

To Opening stock 15,000 By Sales 40,000 

To Purchases 20,000 Less: Sales return 1,800 38,200 -
Less: Purchase Rcturn__!_2QQ_ 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 c.'d 12.900 

64.200 64.200 

Importance of the Trading Account 

The importance of trading account can be judged from the fol lowing advantages: 

• lt provides information regarding gross profit or gross loss so rhat 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 
bet1er 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 jnd icates reduction in 

sales or increase in cost of production. 

• The progress of the business can also be known with the he Ip 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 ner profit of the business. Trading account reveals Gross Profit or 
Gross Loss. Gross. Profit is transferred to credit side of Profit and Loss Ale. Gross 
Loss is transferred to debit side of the Profit Loss Account 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 income~ to find out the net 
profit or net loss. Thus, it is an account in which all gains anu losses arc collected, in 
order to ascertain the excess of gains over the losses or vice versa . 
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4.4.l Format of the Profit and Loss Account 

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

Particulars 

To Gross Loss bid 

Profit and Loss Account 
for the year ended ... 

Amount Particulars 
(~ 

By Gross Protil bid 

To Oflice and Management Expenses: By Commiss ion Received 

Oflice Salaries By Discount Received 

Rent. rates and taxes By In come from investment 

Printing and Stationery By Interest Received 

Heat ing and Lighting By Int erest on Debentures 

Tdephone Charges By Dividend Received 

Audit Fees By Apprenticeship premium 

l'o~tagc By Rent from tenets 

Legal Charges l~y Reserve for discount on 

( ieneral Charges 
credit ors 

fo Selling & Distribution Charges: 
f3y Miscellaneous receipts 

/\dvcni sement 
By Net loss transfened to 
ca pital accou nt 

Se lling Commission 

Bad Debts 

Travelling Expenses 

( ;odown Rent 

l~ rokerage 

a,;king Charges 
0 

C irriage Outwards 

lrkeep of Motor Lorries 

To Dcprecimion & Maintenance: 

Depreciation on Furniture, Machinery. 
Building 

Re pairs to Machinery. Building. 
Furniture 

To Financial Expenses: 

Int ·rest· on Capi tal 

lntc rest un Loan 

Bank 1 'hargcs 

Dt~t: nmt Allo\\ed 

Discount on Bi I ls Di scounted 

I u Losses and Miscellaneous: 

I .o~s by f ire 

Loss l'll sale or 11., eci a.,,,·ts 

< "harity. Donations 

Tn Net profit trnnskm:d to 
c q>it ,11 account 

Amount 
(') 



Indirect expenses can be divided into two categories, i.e. , (i) operating expenses and 
( ii) non-operating expenses. Operating expenses are those expenses, which are 
incurred lo 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 fonn). 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 to present Trading and Profit and Loss account or Income Statement in the form 
shown as under: 

Fom,at of Profit and Loss Acco1111t/lnco111e Statement in Statement Form 

Trading, Profit, and Loss Account/Income Statement 
for the yea1: ended 31" December 2007 

Income From Sales: 

Sales 
____ .. ____ 

Less: Sales returns ---------
Sales discount --------- ---------

--------- ---------
Net Sales 

Cost of Goods Sold: 

Merchandise is stock on I 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: 

Sel/i11g Expenses: 

Sales salaries ---------

Advenising expenses ---------
Insurance expense - selling ---------
Store su pplies c:-.pcnscs --------- I 

---------

---------

---------
---------
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Sund1: sclling c:-;penses ---------
Total selling expcnses --------

---------
General Expenses: 

Office salaries --------
Taxes -------
Insurance e:-; penscs general ---------
Office supplies expenses --------
Sundry general expe nses ---------

---------
Total genernl c:-.: penses ---------

---------

Total operating c:-.:penses ---------
---------

Net profit Crom Ppcrations ---------

---------
Oth.:r lncornc: 

Ren\ income ---------

Other E.x penscs: 

Interest expenses ---------
---------

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

NET PROFIT 0 ---------
---------

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 i.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 pa11ners, it should be shown separately because it requires 
speci::il rre::i t111 cnt at the time of income tax assessment. 

• Rent: Rent of the office, shop, showroom, or gociowrt is an indirect expense and 
so is debited to the profit and loss account. However. rent of the factory is debireJ 
10 the tradin g. account. When a part of the building has been sublet, the rent 
receiv ed should be shown on the credit side of the profit and loss account as a 
separate item . 

• Rates and Taxes: The local authorities to meet public e.\.penditure levy these . 
Being an indirect expenditure it is shown on the debit s ide of the profit and loss 
account. If rent and rates are related to factory building. then they are recorded on 
the debit s ide of the trading account. 

• Interest: l11tcrc;,1 on loan. overdraft or overdue debts is paya ble 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 to the profit and loss account. If business has paid any interest on capital 
to its proprietor or partners, it should also be debited in the profit and loss account 
but separately because this item needs special treatment at the time of income-tax 
assessment. 

• Apprentice Premium: This is the amount charged from persons, to whom training 
is imparted by the business . lt is an income and is credited to profit and loss 
account. In case apprentice premium is charged in advance for two or three years, 
then the amount is distributed over a number of years and each year' s profit and 
loss account is credited with its share of income. 

• Commission: In business, sometimes, agents are appointed to effect sales and are 
paid commission as their remuneration . Thus, a being selling expenses are shown 
on the debit side of the profit and loss account. Sometimes, commission is also 
paid on the purchase of goods; such an expense should be debited in the trading 
account . At times, the firm can also act as an agent to the other business houses, 
and in such cases, it receives commission from them. Commission so received is 
shown on the credit side of the profit and loss account. 

• Trade Expenses: They are also termed as 'sundry expenses' . Trade expenses 
represent expenses of such a nature for which it is not woitliwhi le to open separate 
accounts. Trade expenses are not taken to the trading account. 

• Repairs: Repairs to the plant, machinery, and building are indirect expenses, are 
treated as expenses, and are debited to profit and loss account. 

• Travelling Expenses: Unless mentioned otherwise, travelling expenses are treated 
as indirect expenses and are debited to profit and loss account. 

• Bad debts: 1t is the amount, which could not be recovered by the trader because of 
credit sales. It is a business loss, so is debited in the profit and loss account. 

• Life Insurance Premium: If the premium is paid on the life policy of the 
proprietor of the business, it is treated as his drawings and is shown by the way of 
deduction from the capital account. lt should not~be taken to the profit and loss 
account. 

• Insurance Premium: If insurance premium account appears in the trial balance, it 
stands for the insurance of the business. This is taken to the profit and loss 
account. Insurance premium on goods purchased, factory building, and factory 
machines are treated as direct expenses and are taken to the trading account. 

• Income Tax: Income tax paid is treated as a personal expense and is shown by 
way of deduction from capital account. It is not reco rded in the profit and loss 
account. Income tax in case of companies is treated di tferent ly . 

• Discount allowed and received: Discount is a rcw<1rd for prompt payment. lt is a 
trero 10 show 

1d iscount received and discount a'llowed separately on the credit and 
de it side of profit and loss account. respectively , instead of showing the net 
ba ance of this account. 

• D mestic and Household Expenses: These expenses are not shown in the profit 
an l'oss account, as these are the personal expenses of th e proprietor and should 
be treated as drawings. 

• Depreciation: Depreciation is a loss incurred on the account of use of fixed assets 
in the business. Generally, it is charged from the pru lit c1ml loss account at a fixed 
percentage . If rate is without words ·per annu111 · . then the rate will be taken 
irrespective of the period of accounts . This is very important when the period of 
accounts is less than a year. On the other hand, i r the rate of depreciation is 
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'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 

To Various expenses,or losses 

(This ent1y will close the expenses accounts) 

Transferring all items of gains, etc.: 

Various income accounts (representing gains) 

To Profit and loss account 

(This entry will close all the remaining nominal accounts) 

Transferring net gain to capital account: 

Profit and Joss account 

To Capital account 

(This ent1y closes the P & L account) _ 

Transferring net loss to capital account: 

Capital accou~t 

To Profit and loss account 

(This ent1y closes the P & L account) 

Advantages of Profit and Loss Account 

Dr 

Dr 

Dr 

Dr 

• 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 year can be compared with the expenses of the previous 
year, which help in taking effective 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 he lps in determining the ratio between net profits to 
operating expenses. 

• Balirnce sheet cannot be rn: rared without preparing protit and loss account. 

• Future planning can be made easily with the help of information prO\ id ed by tile 
profit and loss account. 



Example: From the following balances extracted at the close of the year ended 
31 51 March 2006, prepare profit and loss account of Mr Alex: 

Discoun1 (Dr) 

Gross Prolit 

Printing & Sta1ionery 

Income Tax Paid 

Rent 

Bad Debls 

Rent r.::ceived 

Solution: 

To Carriage Outward 

To Salaries 

To Rent 

To Ralcs & Taxes 

To Fire Insurance Premium 

To Printing & S1a1ionery 

To Discounl 

To Travelling Expenses 

To Nel Profil c/d 

~ 

650 Apprentice Premium (Cr) 

98,000 Carriages Outward 

350 Salaries 

2,150 Rates & Taxes 

3,800 Fire Insurance Premium 

1.700 Travelling Expenses 

1.200 

Profit & Loss Account of Mr A bale 
fo.- the year ended 31'1 March 2006 

~ 

1.800 By Gross Profil b/d 

5.200 By Appn:nticc Premium 

3.800 By Rent Rcc.:ived 

300 

750 

350 

650 

150 

87.400 
0 

1.00.400 

~ 

1.200 

1,800 

5,200 

300 

750 

150 

f 

98.000 

1.200 

1,200 

1,00,400 

Income tax paid being personal expense of the proprietor has not been debited to 
Profit and Loss Account. This is to be taken as drawings and deducted from Capital 
Account. 

4.5 MANUFACTURING ACCOUNTS 

The concerns, which conve11 raw materials into finished goods, are required to 
ascertain the cost of goods manufactured besides gross and net profits . Such concerns 
are known as manufacturing cum trading concerns. Manufacturing account is prepared 
before the trading account. The debit side of the manufacturing account shows the cost 
of materials consumed, i.e., opening stock of raw material plus. net purchases less 
closing stock of the raw materials. Procurement cost, e.g., custom duty, excise duty, 
landing charges should atso be included with the cost of raw materials. Closing stock 
is then deducted from the sum of the opening stock and purchases. Thereafter, 
productive wages and direct expenses are listed. Then, indirect factory expenses, e.g., 
rent, salaries of superiors, power. I ig.ht, heat and fuel, depreciation on factory plant 
building are listed. Total of materials , productive wag.es. and direct expenses should 
be adjusted for opening and closing stock nf pa,1ly fini shed goods or work in progress. 
etc. On the credit side, closing stock of raw material s and work in progress can al so be 
placed, if not adjusted in the debit side. The net nmount will represent the cost of 
production . Sale of scrap, if any. will be adjusted from the cost of production. The cost 
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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 By Closing stock: 

Raw Materials Raw Materials 

Work-in Progress Work-in Progress 

To Purchase of raw By Sale of scrap (if any) 

Mat..:rials By Cost of production 

Less returns (tr,rnsferred to trading account) 

To Direct Wages ( B.:ilancing ligure) 

To Direct Expenses 

(as carriage on purchases) 

To Fa..:tory Expenses 

Rc111 an<l tc1xes 

Lighting & heating 

Mo1ive power 

Fuel 

h,c1ury in surance 

l o Dcpn: ciat ion on 

Fao:tory 

Building 

Plant 

f o Store consumed 

ro Repairs to plant 

Io l'acwr~ supervisor·s salary 

lo Oprning stock of finished goods By Sales 

l () Cos! ol' goods manufactured bid By Closing stock of finished goods 

( Crnm manufacturing account) By Gross Loss Ale 

l , i Purchase of finished goods 

I o Gross profit - Alc 

Example: From the following balances, prepare the manufacturing account of Mr X 
r r the year-ended March, 2015. 

Work in Progress ~ 

p1il I. 2014 8,500 

arc il 3 1. 2015 7.800 

M ,ll .:1 1..ib Consumed 1,10 000 

Sale ul · Sn ap 1.800 

( a11 •.HH' 111 ,n)r<ls I. 750 

l )H h.i llL li\ L' \\Jgl'. S 26.000 

Pn 1 ,r ➔ . 201) 1 

I 

< >the, ,., w,·, c.'l.pcllSCS 8.800 
. 



Solution: 

Manufacturing Account of Mr X 
for the Year Ended March 31, 2015 

Dr 

Particulars Amount (f) Particulars 

To Work in progress at the beginning 8.500 By Sale of scrap 

To Materials consumed 1,10,000 By Work in progress at the end 

To Carriage in words 1.750 By Cost of goods manufactured 
(transferred to trading account) 

To Productive ,,ages 26.000 

To Powt:r 4,200 

To Ot her factory expenses 7.800 

1,58,250 

4.6 BALANCE SHEET 

Cr 

Amount (f) 

1,800 

7,800 

1,48,650 

1,58,250 

The balance sheet presents a company 's finan cia l pos1t1on at the end of a specified 
date. Some describe the balance sheet as a "snapshot"' of the company's financial 
position at a point (a moment or an instant) in time . The balance sheet is also referred 
to as the statement of financial position. A balance sheet is a statement prepared at the 
end of a financial year to know the true financial position of the business. It is not an 
account but only a statement that represents the closing assets and liabilities of the 
business on a certain date. In fact, it is a summary of whole of the accounting record. 
The Balance Sheet or Position Statement is based on fundamental accounting 
equation, i.e ., Assets= Liabilities+ Capital. ft has two sides. Left hand side shows 
liabilities and Right hand side shows assets. If assets are more than liabilities, the 
business is said to be solvent and if liabilities are more than assets, the business is said 
to be insolvent. There are generally three major categories of account classification on 
a balance sheet : 

• Assets: Assets are economic resources owned by business. Two major asset 
classes are tangible assets and intangible assets. 

• Liabilities: This includes all debts and obligations owed by the business to outside 
creditors, vendors, or banks. 

• Equity: Stockholders, partners' or owners equity is made up of the owner/ 
investor investment in the business as well as any retained earnings that are 
reinvested in the business. 

The Balance Sheet, sometimes called the statement ofjinancial position, shows the 
economic resources of 1/,e business at a point in time and the sources of these 
resources al a poinL of time. 

-Smith and Keith 

A balance sheet is a statement of the financial position of a business, which states the 
assets, liabilities, and- owners' equity at a pa1ticular point in time. In other words, the 
balance sheet illustrales the business· net wonh . A specimen of a balance sheet is 

t• . I ' ~ 

given qelow. 

Liabilities 

Sundry I .inhilitics 

Capital 

Balance Sheet 
as on ... 

Amount m Assets Amount(~ 
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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. 

• lt 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 m better management of the 
business. 

4.6.2 Limitatitms of Balance Sheet 

Though the balance sheet is prepared at the end of each accounting period, yet it 
suffers from the following I irn itations: 

• 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 differences between trial balance and balance sheet are as follows: 
0 

• Trial Balance is a list of balances - debit and credit from the ledger accounts 
whereas balance sheet is a statement of assets and liabilities. 

• Trial Balance may be prepared at regular intervals, e.g., qua11erly, monthly 
whereas balance sheet is prepared at the end of the accounting period. 

• Trial Balance contains balances of all personal, real and norn inal 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 Balance 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 tri,d balance is not compulsory but the preparzition 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 pa11 of the final accounts whereas balance sheet 1s an 
important part of the fin a I account. 

• The accountants use Trial Balance only. Various parties like creditors, tax 
authorities, investors, bankers, etc., use Balance Sheet. 

• Jt 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 Accou.nt 

S. No. Trading Account Profit and Loss Account 

I. The trading account shows gross profit or Profil and loss account shows net profit or net 
gross loss. loss. 

0 

2. It is prepared before the rrolit and loss It is prepared after the trading acco unt is made. 
account is made. 

3. Trading account dea ls with purchasing It deals with selling, administration and 
and manufacturin g cost~ or goods. distribution expenses, etc. 

4. ll is prepared to know the trend or the It is prepared to know the ultimat..: result or the 
business for a period. business for a period. 

5. It considers on ly direct expenses and It considers indirect expenses, losses, income 
incomes. gains, etc. 

6. Balance or thi s account is transf..:rrcd to The balance of profit and loss ac count 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 
fol lowing table. 

Table 4.2: Differences between Profit and Loss Account and Balance Sheet 

S. No. Profit and Loss Account Balance Sheet 

I. It is an account. It is a statement. 

2. The aim of preparn1g thi s account is to !ind The ob_iccti,e of pn:pnring this is 10 knll\\ the 
out net prolit or 11..:1 l,1 :--:--. finam:iul position uf l111s in..:ss. 

3. All nomi1wl acct1u11t:-- ;_ire r<c:cordcd hcrc . Reul arn.l pcr, Dnal aCCl>lllll~ (II\: 1·ccPrclcd in 
bu lance , beet. 

Cu111d ... 
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cl. 11 is prepared for a cenain period. 11 i, prepared on a panicular dale. 

5. ll has debit side and credil side like an It does not ha, e debit or credit side but it has 
account. liabilities on the kft 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 ne1 loss. The total of assets side is always equal to the 

Iota I of liabilities side. 

7. The word 'To · is used in debit side and The ,,ords 'To· and ·By· are not used whik 
'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 
o f assets is as follows: 

• Fixed Assets: Fixed assets are acquired and intended to be retained permanently 
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, 
machinety, 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, l 956, these tangible and 
intangible assets have been treated as fixed assets and are placed in the list of 
fixed assets of this s.chedule. 

• Current Assets: These are in the form of cash or such other assets that can be 
-:: onverted 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 comm1ss10J1, 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 

uring future years an unwritten off portion of such expenses appear in the 
balance sheet. 

• Wasting Assets: The assets, which are exhausted completely by use, or lose their 
v· a,lue 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 ce1tain amount. If this suit is won, the amount will be 
1·eceived. These assets are not shown in the balance sheet. because of the 
convention of accountancy, which states tl.iat provision for future losses is made 
I ut no consideration is made for uncc11ain ruture propc1ty or income. 



Liabilities 

Every business is bound to pay an amount a debit, i.e., 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. 

• Current Liabilities: All short-term liabiiities, i.e., the amounts that are payable 
within one year 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 
liabilities of the business on the date of balance sheet but may become liabilities in 
future on happening of an unce11ain 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 liability. 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 

'Marsha.lling' 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 foms prepare balance sheet according to their nature of business and 
suitability. There are two methods to prepare the balance sheet of sole proprietorship 
and pa11nership firms . These are: 

• Liquidity Method 

• Permanence Method 

4.7.1 Liquidity Method 

When assets and liabilities are arranged according to their reliabitity and payment 
preference, such an order is called liquidity order. 'In other words, cash, bank or other 
assets, which can be conve11ed into cash eas ily, will be shown first and fixed assets 
vv i 11 be shown later 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) 

Liability Amount~ Assets Amount(~ 
Current Liabilities: Current Assets: 
Bills payable C35h in hand 
Bank overdraft Cash at bank 
Sundry creditors Debtors 
Outstanding expenses Bills receivable 
Shon-term loans Investment 
Fixed Liabilities Closing stock 
Long-term loans ( i) Raw material s 
Debentures/Public deposit s ( ii) Work in progress 
Capital (iii) Finished goods 
Add: Net profit or loss Prepaid expenses 
Net loss Accrued incomes 
Less: Drawings Fixed Assets: 

Loose Tools 

Furniture 

Plant & Machinery 
Motor Yehicks 

Land & Building 
Patents 

Goodwill 
Fictitious Asset s 

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(~ 

Capital Fixed Assets 
Add: Net profit Current Assets 
Less: Drawings Liquid Assets 

Fixed Liabilities 

Currc11l Liabil-ities 

Example: From the fol lowing particulars, prepare a balance sheet as on 3] 51 December 
2012. 

Dr Cr 

m (~ 

Drawings 5.000 -
Capital - <J\l.\l\Jv 

Debtors and Creditors 6.200 .J.500 

Cash at bank 8.2llll -

Cash in hand 1.--IOO -

Plant 10 ,(i()() -
Furniture 2 I _()(I() -
Net Profit - 2.200 

General Rcscn c - : .500 

Bills Receivable 15 .800 -

/,8.21l0 (18.:200 



So/11tion: 

Balance Sheet 
as on 3lsi December 2012 (Order ofliquidity) 

Liabilities Amount (f) Assets Amount(~ 

Sundry creditors 4,500 Cash in hand 8,200 

General Reserve 1,500 Cash in Bank 1,400 

Capital 60.()00 Bills Receivable 15.800 

Add: Prolits 2.200 Furniture 21 ,000 

62,200 Plant 10,600 

Less: Drawings 5,000 57,200 

63 ,200 63,200 

Balance Sheet 
as on 3Jsi December io12 (Order of Permanence) 

Liabilities Amount(~ Assets Amount(~ 

Capital (,0.000 Plant 10,600 

Add: Profits 2.200 Furniture 21.000 

62.200 Bills Receivable 15 .800 

Debtors 6.200 
Less: Drawings 50()() 57,200 

Cash in Bank 1,400 

Cash in hand 8.200 
General Reserv.; 1.500 
Sundry creditors 4,500 

63,200 63,200 

Adj11stments: 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 of trial balance, but prior to preparation of final accounts, 
it may be noticed that some business transactions have been , completely or partially, 
omitted to 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 impo1tant 
adjustments, which are 10 be made at the end of the accounting year, are discussed as 
under: 

Closing Stoel,: Closing s tock represents the unsold stock at the end of the year. It is 
val·ued at the cost price or market price whichever is lower. Normally , dosing stock 
appears as an adjustment entry in the problem and is given at the end of the trial 
balance. 

For example. if the va I ue of stock at the end of the period is ~ .3 0 ,000 and is shown 
below the trial balance . rhen the following adjusting entry will be passed: 

Closing Stock Ale Dr .3 0,000 

To Trading /\cc o unt .3 0,000 
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The two-fold effect of this entry \.Vi 11 be: 

(i) Stock will have a debit balance. Being a real account, it will be shown on the 
assets side of the Balance Sheet. 

(ii) 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 ce11ain 
expenses, which have been incurred but not paid. These expenses are cal led 
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 
t11is transaction into accounts, the following adjustment entry will be passed: 

Salary Account Dr ~ 12,000 

To Outstanding Salary Ale ~ 12.000 

The two-fold effect of this entry will be: 

(i) Outstanding salary will be added to salary. if any, on the debit side of Profit and 
Loss Account. 

(ii) Outstanding Salary Account, being personal and having credit balance, wil I 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 1s1 July, whereas the 
accounting year closes on 31 st December. ~ 4000 will be insurance paid in advance. 
To bring this into account, the following adjusting entry will be passed: 

Prepaid Insurance Premium Account 

To Insurance Premium 

Dr 

The double effect of this adjusting entry will be: 

~ 4,000 

~ 4.000 

( i) Prepaid insurance will be deducted from the insurance premium on the debit side 
of the Profit and Loss Account. 

(ii) 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 is due or accrued but not received during the 
..:counting year, it is known as an accrued income. For example, if a business has 

11 vested ~ 15,000 in 5% gilt-edged securities on I" January 2009 but during the year, 
• 400 has been received as interest on securities. Then ~ 350 interest on securities 

·1rned up to 3 I si December 2009 but not received will be accrued interest for the year 
009. The following adjustment ent1y will be passed: 

Accrued Interest on Investments Account Dr ~ 350 

To Interest on Investment Account ~ 350 

I he two-fold effect of this entry will be 

( i) Interest on Investment account (accnrerl inlerest) witl be added to the interest 
account on the credit side of the profit and loss account. 

( ii) Accrued interest, being personal account and having debit balance, will be shown 
on the debit side of the balance sheet 



Income Received in Advance: When an income is not due or accrued but is received . 
then the income received for the subsequent year is known as income received in 
advance. As it is related to the next year, so it should not be included in the income of 
the current year. For example, rent ~ 3600 (@~ 1200 per month) is received in 
advance for three months. The adjustment entry will be passed : 

Rent Account Dr ~ 3,600 

To Rent Received in Advance Account ~ 3,600 

The two-fold effect of this entry wi 11 be : 

(i) It is shown on the credit side of the profit and loss account by the way of 
deduction from the income. 

(ii) It is shown on the liabilities side of the balance sheet. 

It is important that when outstanding expenses ale, prepaid expenses ale, accrued 
income and unearned income a/c or income received in advance are given in the trial 
balance, then no adjustment entries are made and these accounts are shown in the 
balance sheet only . 

Depreciation: Depreciation is the permanent reduction in the value of fixed assets 
because of wear, tear and efflux of tim e. This reduction or fall in the value shou Id be 
treated as a loss or expense, to be considered before profit or loss is ascertained . When 
an asset is used for earning purposes. it is necessary that reduction due to its use 
should be charged to the profit and loss account. Depreciation ,is usually computed on 
the basis of the life of the assets. For example, a machine costs~ 50,000 and has a life 
of 5 years. Then, each year I/5 th of the cost, i.e.,~ 10,000 should be treated as an 
expense; only the remaining amount is to be shown in the balance sheet. The entry is: 

Depreciation Account Dr 10,000 

To Machinery Account 10,000 

Depreciation is debited .to the profit and loss account. It is deducted from the 
concerned asset, in the asset side of the balance sheet. 

When depreciation appears in the trial balance, it wil1I be recorded on the debit side of 
the profit and loss account only. 

Interest on Capital: Interest on capital is an appropriation of profit payable to the 
partners or to the proprietor; it is not business expenditure. It is allowed at a ce1tain 
rate for the full year on capital in order to see whether the business is really earning 
profit or not. For example, the capital is ~ 1,00,000 and the rate of interest is 5%. 
Then, the interest wil .l be~ 5,000 . It vvill be treated like other expenses and debited to 
the profit and loss account; the amount will also be credited to the capital account. The 
entry is : 

Interest on Capital Account 

To Capital Account 

Dr 

The two-fold effect of this entry will be: 

5,000 

5,000 

I. It is business expenditure; it should be debited to the profit and Joss account. 

2. It should be added in capital on liabilities side of the balance sheet, as it is not 
paid. 

Interest 011 Drawings: Interest on dr~m ings is not a business income, but it is charged 
on drawings in a pai1nership, firm . Th e proprietor may also realise that when he dr:I\\ s 
money for private use, the firm loses interest as funds for business arc rcclt1cctl . 
Therefore. the proprieior· s capital ma, be debited with the interest on the monn 
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drawn by him. Interest will depend on the amount and the date of withdrawal 
concerned. Interest on drawings is again to the business and loss to the proprietor. For 
example, drawings are ~ 15000 and interest on drawings is ~ 750. The entry to be 
passed is: 

Drawings Account Dr 

To Interest on Drawings Account 

The two-fold effect will be: 

t 750 

I. Shown on the credit side of profit and loss account 

~ 750 

2. Shown on the liabilities side of the balance sheet by way of additions to the 
drawings, which are ultimately deducted from the capital 

Interest 011 Loan: lnterest must be paid on loans, whether there is a profit or loss. It is 
an indirect expenditure. When such expenditure is due or accrued but not paid, the 
amount of such expenditure is to be shown in the debit s ide of the profit and loss 
account and in the liabilities side of the balance sheet as an outstanding liability . 

If the firm has taken some loan, it has to pay interest thereon . Hence, when a loan 
account is given in the trial balance, it must be found out "hether the interest due on 
the loan has been paid or not. The rate of interest and the date on which the loan was 
taken is usually given . If, however, the date on which the loa n was taken is not given, 
it means that it is an old loan and the full year's interest is to be provided . So, note the 
amount of Joan, the rate of interest and the period for which the interest is to be 
provided. Calculate the amount of interest and find out from the trial balance whether 
the same has been paid or not. Generally, the interest has been paid but it is Jess than 
what is due. In such a situation, the difference is regarded as an outstanding interest, 
and the same is adjusted at the time of preparing the final accounts. For example, there 
is an item of 10% loan (taken on April I, 2007) ~ 20,000 in the Trial Balance. 
Assuming the accounting year ends on December 31, the total interest on loan will 
work out as ~ l ,500 (at I 0% on~ 20,000 for nine months) . Ongoing through the trial 
b lance, the interest paid is t 1,000 only. It means ~ 500 (~ 1,500 - t 1,000) is the 
outstanding interest. Therefore, there is a need to make the necessary adjustment, i.e. , 
ad it to the interest pai.d on the debit side of the protit and loss account and show it as 
an outstanding interest under the cu1Tent liabilities in the balance sheet. The entry is: 

Jnterest on Loan Account Dr ~ 500 

To Outstanding Interest Account ~ 500 

Bad Debts: Debts, which cannot be recovered or become irrecoverable, are called bad 
Jebts . Jt is a loss to the business. The entry will be: 

Bad Debts Account Dr 

To Debtors Account 

l'he two-fold effect will be: 

! . It wil I be shown on the debit side of the profit and loss account. 

2. It will be shown as a deduction from debtors on the asst> l s ide of the balance sheet. 

Sometimes, there are additional bad debts after the trial bal,rncc is prepared and before 
the fin al acc ounts are drawn . Such bad debts must be recorded with the sa me adjusting 
entry. If the bad debts are appeared inside the trial ba la11cL' . these should not be 
deducted from sundry debtors in the balance sheet. In that c,hc, these are only shown 
on tr c debit s ide 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 

' ' 
To Bad Debts 900 

Add: Additional bad debts 650 

1,550 

Balance Sheet 

Liabilities Assets ('} 

Sundry Debtors 20.000 

Less: Bad Debts 650 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 seem to be doubtful. 
A bad debt is a known loss. However, a doubtfu I 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 fol lowing journal entry is passed for creating a prov is ion for bad debts. 

Profit & Loss A le Dr 

To Provision for Bad and Doubtful Debts 

For example, sundry debtors on 31.03.2009 are~ 25,500. Further bad debts are~ 500. 
Provision of 5% is to be made on debtors. The amount for the provision for doubtful 
debts will be~ J ,250 i.e ., 5% on~ 25,000 (~ 25,500 - 500). 

It is impo11ant to note that bad debts appeared in the trial balance are not deducted 
from debtors , while-recording in the balance sheet because they have already been 
deducted. 

The two-fold effect will be: 

I. lt 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: Sund1y debtors shown in the trial balance~ 50.000 and bad debts shown are 
~ 2,000. further bad debts of~ 800 are to be written off cind also provision of 5%. is to 
be made on d e btors on 31 st March 2012. The effect of this is shown below. 

P,·ofit and Loss Account 

~ 

Tu Bad Debi ~ 2.000 

Add: Fur1her b,1d <.khts 800 

2.800 
Add : l'r<l\ i~it111 fo r (loub1ful debts 2,<1 60 

5.260 
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Balance Sheet 

Assets ~ 

Sundry Deb10rs 50.000 

Less: Bad Debts 800 

49.200 
Less: Provision for doubtful debts 2.460 

46.740 

Some important points for rhe provision for bad debts: 

• If opening balance is given, ir should be shown on the credit side of the account. 

• Total bad debts given in the trial balance and in adjustments are transferred by 
debit to the provision for doubtful debts account. 

• New provision required must be debited to provision for doubtful debts account 
by puning it as a closing balance . 

• 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 011 Debtors: Every firm or businessman has to allow 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 Joss 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 wrinen 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: 

Pro fit & Loss Account Dr 

To Provision for discount on debtors Account 

h 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. 

rovision for Discount on Creditors: l fa businessman makes provision for discount 
on debtors, he can also make a provision for discount on creditors. Such discount 
increases his profit. While preparing final accounts at the end of the year, this 
pro 1sion/reserve is made as a percentage of the total creditors . For e-'ample , the 
c · · ·s were Z 20,000 on 3 I" December 20 l 5 and 2% reserve is to be mad e for 
J1scount on creditors. The following entry wir! be: 

Prlwi ion/Reserve for Discount on Creditors Account 

T Profit and Loss Account 

Dr Z 400 

~ 400 

'he balance of provision for discount on credit ors shall 61:: cc1rried forward to the next 
y~ar. 



Loss of Stock by Fire: Generally, there are the following three cases for such a 
condition: 

If the stock is fully insured: Jn 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 ~!aimed from the insurance company and the rest of the 
amount will be the loss for the business and is transfe1Ted to the profit 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: 

I . Jt 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: 

I. 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 Expendilllre: Sometimes, there may be heavy expenditure on 
research, adve11isement, etc . These are incurred in the initial stage or during the 
financial year, but the benefit of these will be available in the subsequent years . It is 
known as deferred revenue expenditure. A pa1t 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 to profit and loss account. The entry for th .is (say advertisement of~ 1,500, 
which will be spend over 3 years) will be: 

Profit and Loss Account Dr ~ 500 

To Adve11isement Account ~ 500 

The two-fold effect witl be 

I . It will be shown on the J e bit side of the profit and loss account. 

2. It will be shown on asset side by way of deduction frQm capitalised exrcnditure . 
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Goods withdrawn for personal use: If goods are ,,. ithdra,, n from the business for the 
personal use of the proprietor. then these are treated as drawings. The entry will 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 

To Purchases Account 

The two-fold effect of this will be: 

Dr 

l . It wi 11 be deducted from purchases. 

2 It 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 
,,re to be transferred to the Reserve Fund from the net profits, the entry will be: 

l'r fit and Loss Account Dr 

To Reserve Fund Account 

The two-fold effect of this will be: 

I. It will be shown on the debit side of the profit and loss account along with the net 
profits. 

2 lt will be shown on the liabilities side of the balance sheet. 

/11('(11ne Tax: It is not business expenditure but it is a personal expenditure. Hence, it 
:-.huu ld 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: 

Drawings Account Dr 

T o Income Tax Account 

lnterest on Investments: Interest on investments 1s an indirect income. If such an 

111cl1 1e is due or accrued but is not received , the amount of such income is to be 
shnwn on the credit side of the profit and loss account and in the asset side as an 
accrued income. The entry will be: 

lt11t re st on Investment Account Dr 

To Profit and Loss Account 

IJ uges include installation charges of a machine: Wages are generally direct 
e-xpenses but when these are expended for insta I btion 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. 
T he entry will be: 

Machinery Account Dr 

To 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 
wi 11 be treated as a capital expenditure. Hence, it wi H be deducted from the carriage 
account in the trading account and then ~I 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/bi/I receivable but no ently has been made: Sometimes, a 
cheque or a bill is di shonoured 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 se I lers 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 

To Sales Account 

To Sales TaxNAT Account 

When goods are sold in cash: 

Dr 

Cash Account Dr 

To Sales Account 

To Sales TaxN AT Account 

When Sales Tax/Y AT is paid to the Government 

Sa les Tax/YA T Account Dr 

To Bank Account 

If sales tax/VAT is included within the selling price, for charging sales tax/VAT the 
entry wi II be: 

Sales Account Dr 

To Sales Tax/VAT Account 

Jf any part of sates 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. 

t,xample: The fotlowing are the balances attracted from the books of M/s Chabfa 
Traders as on 3 J .3.20 I. I. From these balances and information given, prepare trading 
and profit and loss account and balance sheet. 

Debit(~ Credit(~ 

l ) l l l' l ' ll (l ~(;-; 22500 -

\\ 'i l~~~ 5500 -

Sak~ - 38250 
S:1 l:1ri.:, I 1500 -
Tr:1, c·il in~ c:,rc·nsc:~ WO -

Co111d . 
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Discount all011ed 

Office expenses 

Commission 

lnterest 

Trade expenses 

Building 

Plant & machine!)' 
Debtors 

Creditors 

Carriage on purchases 

Capital 

Cash in hand 

Rent received 

Stock ( opening) 

Insurance paid 

Bill payable 

Bills receivable 
Di sC0unl recei,·ed 

The following adjustments are to be made: 

l. Closing stock~ 6500 . 

2. Allow 5% interest on capital. 

3. Outstanding salaries~ 500. 

4. Office expenses outstanding~ 250. 

5. Depreciate building by 5% machinery by 10. 

Solution: 

700 
600 
500 

650 
25000 
22000 

5200 

700 

900 

6200 
-WO 

➔ 800 

97750 

Trading and Profit & Loss Account 
for the year ending 31'1 March 2011 

Particulars Amount(~ Particulars 

To Opening stock 6200 B~-Saks 

To Purchases 22500 BJ Closing stock 

To Wages 5500 
To Carriage on purchase 700 
To Gross Profit c/d 9850 

44750 

To Salaries 1500 By Gross l'rofi1 b/d 

Add: Outstanding 500 2000 By lnterrst 

To Travelling Expenses 600 By Rent Rrceivccl 

To Discount Allowed 700 By Discount received 

To offict: t:xpenst:s 600 
Add: Outstanding 250 850 

To Commission 500 
To Trade expenses 650 
To Insurance 400 
To [kpr.:cia1ion on bui!di11g 12 50 
M;ichinery 2200 3-150 

To Interest on capital 1750 
T0 Net Profit trnnsfc1Ted 111 c,1 11i1, t! ii 1c 8050 

1,8950 

3550 

9500 

35000 

1850 

5900 

3700 

97750 

Amount(~ 

38250 
6500 

44750 

9850 
3550 

1850 
3700 

18950 



Liabilities 

Bills Payable 

Creditors 

Outstanding salaries 

Out.standing office expenses 

Capital 35000 

Add: Net profit 8050 

43050 

Add: Interest on capital 1750 

Balance Sheet 
as on 31.3.2011 

Amount(~ Assets 

5900 Cash in hand 

9500 Closing stock 

500 Debtors 

250 Bill receivable 

Plant & machinc:ry 

Less: Depreciation 

Building 

44800 Less: Depreciation 

60950 

Amount(~ 

900 

6500 

5200 

4800 

22000 

2200 19800 

25000 

1250 23750 

60950 

Example: From the fol lowing balances taken from the books of Mis Ram & Sons and 
adjusted information. you are required to prepare profit and loss account for the year 
ending 3 I st Dece111 ber 20 I 5 and prepare balance sheet as on 3 I . 12 .20 I 5. 

Trial Balance 

Debit(~ Credit(~ 

Stock on 1 Jan. 2015 50500 -

Purchases ~nd Sales 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 if! 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 

I. Closing stock on 3J.J2.2015 was valued at< 62000. 

2. Goods worth < 500 are reported to have taken by the proprietor for his personal 
use in 2015 

3. < 500 insurance pre111ium paid is in respect of the quarter ended 31.3.2016. 

4. Interest on investment< 350 is yet to be received while< 700 of the commission 
received is yet to be earned in 2016. 

5. Salaries of< 500 for Dec. 2015 and bank overdraft interest estimated at < 2000 
have to be paid. 

6. Make provi sion for bad debts rai 5% on Sunday debtors. 

7. Depreciation is to be pro, ided on land and building @ 5% and on furniture ([! 
10% p.a. 
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Solution: 

Trading and Profit & Loss Account of M/s Ram & Sons 
for the year ended 31-12-2015 

~ 

To Opening stock 50500 By Saks 1-H200 

To Purchases 100300 Less: Returns 

Less: Returns 1800 

98500 By Closing Stock 

Less: Goods for pass and use 500 98000 

To Direct ex penses 5500 

To Gross Profit c/d 47000 

201000 

To Salaries 10500 R\ Gross Profit bid 

Acid: Outstanding 500 11000 l~~ Commission 

To Postage and stationer:· 6500 l. essc : Received in advance 

To Fire in surance prc111ium 2500 By I nt crest 

Less: Prepaid 500 2000 Add: Accrued 

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 to capital Ne 25550 

50650 

Balance sheet of Mis Ram & Sons 
as on 31-12-2015 

Liabilities ~ Assets 

Creditors 41000 Cash in hand 

Outstanding salaries 500 Sunday debtors 

Out,tanding interest on overdrati 2000 Less: Provision for DID 

L3ank overdraft 35000 I 11\ csi.ments 

Commission received in advance 700 /\dd: Accrued int erest 

Capital 40,000 St(>Ck 

Add: Net profit 25550 I n, urance prqrnid 

65550 L:md & building 

l .css: Depreciation 

Less: Drawings ( 5500;. 500) 600() 51)550 Furnit ure 

l.c~, : l)cpreciation 

1.,87~1) 

2200 

3000 

700 

1000 

350 

20000 

1000 

15000 

350 

32000 

1600 

10000 

1000 

~ 

139000 

62000 

201000 

-17,000 

2300 

1350 

50650 

f 

2500 

19000 

15350 

62000 

500 

30400 

9000 

138750 



Example: On 31 st December 2014, the follO\\ ing trial balance was extracted from the 
books of Mr A: 

Debit Balance: t t 

Deblors 25100 Bad Debts 550 

Cash in hand 2000 Bill s receivable 7400 

Drawings 3500 Office expenses 1800 

Carriage inward 3050 Advertising 2950 

Carriage Ou1ward 2250 Insurance 2100 

Cash in bank 3750 Credit Balances: 

Saks returns 6810 Capital 39820 

Salaries 10130 Saks 125485 

Purchases 72560 Lo.in on Mo11gage I 1800 

Rent and ra1es 2600 1-'urchases returns 1-150 

S1ock on I Jan 1999 7625 Bill s P<1yable 2700 

Motor Vehicles 12500 C ommiss ion received 1450 

lntert:st on loan 250 Bad debt s resen c 690 

L<1nd and Building 14050 Di scount 650 

General Expenses 2870 

Bank Charges 200 

Prepare Trading and Profit and Loss Account for the year ended 31 st December 2014: 

(i) SaJaries amounting to~ 650 and rates amounting to~ 250 are outstanding. 

(ii) Stock in hand on 31s
' December 2014 was valued at 5940. 

(iii) Interest on loan at 6% p.a. is unpaid for six months. 

(i),) 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 I 0% on net profit after charging such commission. 

(viii) Interest on drawings 5% p.a. 

Solution: 

Particulars 

To Opening stock 

To Purchas~s 

Less: Purch<1ses 

To Carriage inwards 

To Gross piofit c/d 

ro Carriage outward 

To Salaries 

i\dd: C lutst:mding 

Trading and Profit and Loss Account 
for the year ended on 31" December 2014 

Amount(~ Particulars 

7625 By Sak~ 125485 

72560 Less: Returns 6810 

1450 7 I I 10 Hy Closin~ stock 

305() 

428.,0 

12-1615 

2250 B~ Gross J>ro11t bid 

10130 By Commi~sion received 

650 I 11 71'0 13y lli su,unt 

B, lnt.:r.:st on Drawings 

Amount(~ 

118675 

5940 

124615 

42830 

14 so 

650 

175 
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To Office expenses 1800 

To Rent & Rates 2600 

Add: Outstanding 250 2850 

To General expenses 2870 

To Interest on loan 

(250-+ 354) 604 

To Bad debts 550 

Add: New provision 1255 

1805 

Less: Old prov is ion 690 1115 

To Insurance 2100 

Less: Prepaid 200 1900 

To Adverti sing 2950 
To Bank charges 200 
·1 o Depreciation 

On Land and Building 703 

On Motor Yelliclcs 1250 1953 

To Manager·s Comrnission 

( ~x 15833) 1439 
110 

To Net profit transferred to capital Ale 14394 

45105 45105 

Balance Sheet 
as on 31st December 2014 

Li bilities Amount~ Assets Amount(') 

",alaries outstanding 650 Land and Building 14050 

R,n.:s outstanding 250 Less: Depreciation 703 13347 

Loan on mortgage 11800 Motor Vehicles 12500 

Int rest on loan (6% ) 354 Less: Depreciation 1250 I 1250 

81l1s payable 2700 Prepaid insurance 200 
Manager 's comm iss ion 1439 

Closing stock 5940 

C;ipi tal 39820 Debtors 25100 

Jd: Net pro lit 1--1394 Less: Provision for 

54214 Bad debts 1255 23845 

Bills receivable 7400 
I . ' Drawings 500 

Cash at bank 3750 
I ·~- : Interest on dravvin g 175 50539 

Cash in hand 2000 

67732 67732 

Purchases of goods not recorded in books of accounts: lf goods have been received 
c.1 ·er purchasing but are not recorded in books. the adjustment entry will be: 

l'ur hases Ale Dr 

To Credilor Ale 

Being omiucd rurch:1 scs recorded) 

fh refore. the purchases in trading account and sundry creditors on the 1-iabi'iity side 
o balance sheet will increase with the amount of purchases . 



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 Ale Dr 

To Sundry Creditors Ale 

(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. they 
must be included in the stock at cost price. In such a case, these two entries will be 
passed : 

(a) Sales Ale Dr (with sales value) 

To Debtors A le 

(Being goods sent on approval basis) 

(b) Closing Stock A le Dr (at cost price) 

To Trading A le 

(Being cost of goods with customers 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 o f the balance sheet. 

Trading Ale 

By Sales 

Less: Sale on apprlll ',11 h;1sis 

By Closing stock 

Add: S1ock with t:ustom..:rs 

Balance Sheet 

Liabilities Assets 

Debtors 

Less: Sale on approva l b.:i~ i~ 

Closing stock 

Ad<l : Stock with t:u:--t\,m ,·r~ 

11 ~ 
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heck Your Pro0 ress 

Fill in the blanks: 

I. !n the ______ _, the cost of goods sold is shown on the left-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 accounL.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 summary 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 te1m. 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 liabiliti es, and pertinent subtotals. 

4.9 LESSON END ACTIVITY 

Take an annual report of a company oC your choice and study all the given accounting 
in it from a managerial perspective . 

4.10 KEYWORDS 

Balance Sheet: A statement of thl' "" " L'l '-o . liabilities. and capital of a business or other 
organization at a pai1icular point in time. detailing the balance of income and 
expenditure over the preceding peri od 



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 all 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 

I. What is Manufacturing Account') How is it prepared? Explain with suitable 
examples. 

2. What do you understand by Final Accounts0 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 MarshaUing 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 111 31 " 
March 2012 from the following particulars: 

' ' 
Opening stock of raw material 15000 Power 700 

Purchases of raw materi als 55000 Closing stock of raw materials 5000 

Opening stock or linished goods 5000 Closing stock of finished goods 10000 

Purchase of fini shed goods 25000 freight on raw materials 1500 

Gas & water 800 Freight on finished goods 700 

Factory rent 600 Saks of fini shed goo.ds 125000 

Returns in words (finished got>tb ) 2200 Wages 35 00 

Returns outwards (finished goods) 1300 Closin g stock of W-1-P 8000 

Consumable stores <)()0 Oprn ing stock .c>f work in progress 7000 

Return out\-\ards (raw mater ials ) .JOO 

(Ans: Cost of goods nwnufacturcd ~ 7 1600, Gross profit~ 31800) 
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l 0. From the following balances of Mr X, prepare manufacturing, trading and profit 
and loss account for the year ended 31 51 March 2013 after taking into 
consideration the additional infonnation. 

' ' 
Purchase of ra\\' materials 349800 Sales 560000 

Discount (Dr) 2500 Opening Stock of raw materials 124400 

Carriage in"·ard 10200 Opening: Stock of l1nished goods 63800 

Adn:rtisement 12500 Carriage outward 11400 

Mi scellaneous expenses 3800 Insurance ( Fire) 2760 

lntaest paid 9792 Factory po"·er 22900 

Fu el ,rnd coa l 11200 Salaries 9700 

Rent. t:i:xcd and rates 12400 Electricity charges 3300 

Prin ting and stationary 2000 Bad debts 7080 

Factor, ".iges 59700 

Commission paid !000 

Additional Information: 

(a) Stock as on 31-3-2013: Raw Materials< 46900, Finished Goods< 152300. 

(b) Expenses outstanding and payable are salaries < I I 00 ; rent < 900; electricity 
< 200; factory power< 2100 . 

(c) Depreciate plant and machinery byt 11690, furniture, and fixtures by< 2860. 

(Ans. Cost of goods manufactured< 545090, GP. < I 03410, NP.< 19518) 

1 I. 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 year. 

Balances extracted from the trial balance: 

Year J" 2nd 3'~ 4th 5th 

' ' t ' ' 
Sundr, Debtors 4.)000 48500 5 1, 8 ()() 62000 58400 

Bad debt s wriuen off 1800 2000 4000 2700 2800 

l'~,1 b,1d debt~ recovered 520 

Clo~i ng :\ J_just1nrnt: 

1-3::id ,khb "ri I ten off 200 140 .no 260 300 

l-3alance of the provision for Bad and a Doubtful debt A le at the beginning of the 
I " year wa~ < 2500. 



12. Prepare trading and profit & loss account from the following trial balance 
extracted from the books of Raphel on 3 I s1 December 20 I 4. 

Dr(~ Cr(~ 

Purchases and Saks 7475 17650 

Returns 200 125 

Building 7500 -

Furniture and Fittings 640 -

Bank Overdraft - 2850 

Adverti sement ..J50 -

Sundry Debtors and Creditors 3800 3500 

Motor Vehicles 6000 -

Interest 118 -

Capital - 12500 

Stock on 01.01.2001 4460 -

Taxes & Insurance 1250 -

Commiss ion 375 -

Bad deb1s 125 -

Cash 650 -

Provi s ion for had debts - 200 

General ex penses 782 -

Audit fees 250 -

Wages 1200 -
.Salaries 2300 -

37200 37200 

Additional Information: 

(a) Stock in hand on 31 s1 December2014 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 
year. 

' (f) < 85 is due for interest on bank overdraft . 

(Ans. GP< 8440; NP< I 186; BIS~ 20666) 

Check Your Progress: Model Answer 

1. Trading account 

2. Direct expenses 

3. Operating expenses 

4. So lvency 

5. Drawings 

119 
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5.0 AIMS AND OBJECTIVES 

After studying this lesson , you should be able to: 

• Describe the meaning of depreciation 

• State the methods of depreciation 

• Compare straight line and written down value method 

5.1 INTRODUCTION 

Depreciation accounting is mainly based on the concept of income. The conc ept of 
income is matching of revenues with expenses. The goods purchased arc fre quent ,ly 
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matched through immediate sale or within a year. 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 year 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 years 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 fo11hcoming 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: 

I . 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 fol lows: 

• 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 wil'l 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 Ob.'wlescence: To replace the old machinery with new 
!llachinery. 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 rep taced by 
the electronic typewriter during the yester periods of office automat,ion. To replace 



the old typewriter which is neither efficient 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 ma inly 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 

• It indicates diminution in service potential. 

• It is based upon estimated loss and is not an actual loss . 

• It is based on assumptions that include the effective I ife and residual value of the 
asset . 

• It is 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. 

• lt arises due to internal causes, but depreciation is charged in the profit 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 fonn 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 ofproduction: 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. It must [be added in the cost of production. 

• Correct calculation of profits: For deterrnining the profits of the company, the 
cost against revenues should be charged correctl:y . Hence, the cost of depreciation 
should be treated correctly while calculating profits of the organisation. 

• Correct dr<iclosure 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 
ascerLained properly if the correct amount of depreciation is not considered. 

• Making provisions for replacement of the assets: Since the assets have a limited 
life , the stipulated lifespan of an asset comes to end . Hence, for making 
replacement of assets_. appropriate provi s ions need to be made so that the new 
assets can be purchased after the useful life of'the previous asset. 

• /11aintenance of capital: A significnnt amount or capital is in\' ested in purchasing 
fixed assets. With regular use and passag.c ur time. , alue of assets keeps on 

1~3 
Depreciation 



124 reducing. Hence. depreciation on asset is treated as expired cost and it has to be 
matched with the asset. 

• Compliances: Depreciation is also charged to meet compliance requirements 
under tile 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: 

I. 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 fol lowing journal entries are passed in the books of o,, ner: 

(a) Whe11 depreciu1io11 is charged 011 Assets: 

Depreciation Account Dr. 

To Pro\'ision for Depreciation Account 

(b) f,Vhen depreciatio n is transferred to P & L Acco1111t: 

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 011 the sale of Assets: 

Assets account Dr. 

To P & L Account 

(e) If there is any loss on the sale of assets: 

P & L Account Dr. 

To Assets Account 

2 . When provision for depreciation account is not maintained: ln this case, the 
depreciation on tlie 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 value ( cost of assets minus depreciation) in the balance sheet. 
Depreciation is treated as an expense and is Iransfened to the profit a,1d loss 
account. Under tl1is method, the following journal entries are passed in the books 
of the owner: 

(a) When depreci(l(ion is charged on Assets: 

Depreciati o n Account Dr. 

To Assets Account 

(b) When dcprc:c· iu !iun is tri n14'erred to the P & L Acco1111t: 

P & L Account Ur. 

To Depre c: i:ition Account 



(c) If the assets are sold at profit on the expiry of the useful l{fe of Assets: 

Cash Account Dr. 

To Assets /\ccount 

To P & L Account 

(d) In the case of loss the following entry is passed: 

Cash Account Dr. 

P & L Account Dr. 

To Assets Account 

5.4 METHODS OF CHARGING DEPRECIATION 

There are various methods of depreciation: 

J. Straight line method 

2. Depletion or Output method 

3. Machine hour rate method 

4. Diminishing Balance or Written down method 

5. Sum of digits method 

6. Annuity method 

7. Sinking fund method 

8. Insurance pol icy method 

Jn this lesson, we will discuss only about the straight line method and diminishing 
balance method in deta i I and rest will be described in short. 

5.4.1 Straight Line Method 

Under this method, depreciation is calculated as a fixed proportion on the original 
value of the asset. The depreciation is charged as fixed in volume on the original value 
of the asset at which it was purchased. The original value of the asset is nothing but 
the purchase value of the asset. 

Example: Cost of Machine - ~ 1,00,000 

Estimated life of the machine - 5 years 

Scrap value - Nil 

Solution: 

, , [)ep~eciation = 
' '· Economic Life period of the asset in years 

Cost of the machine- Scrap value 

Depreciation= l,OO,OOO-O =20 000 
5 ' 

According to the concept of depreciation , the value of the nsset is dispersed 
throughout the life of' the period in order to match the respective earnings of the year 
after year. The purc~ase value of the asset is expenditure to be stretched to many 
numbers of years in order to equate with the revenues . To cq unte the revenues , the 
scrap value of the a sset at the end of the lite period is realized s liou Id be deducted and 
apportioned to the rmnl number of the economic life period of the asset. The aim of 
deducting the scrap vnluc of the asset is reducing the 0rig.inal value nf the investment. 

I~~ 

Depreciat1()11 
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To understand the above calculation, the fol lowing 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 

I" year - L00.000 20,000 80.000 

2nd year - 80,000 20,000 60,000 

3rd year - 60,000 20.000 40,000 

4' 11 year- 40.000 20,000 20.000 

5'11 year - 20.000 20.000 '·o·· 

From the above table,~ 20,000 is charged on every year to recover~ 1,00,000 during 
its life period i.e., 5 years. 

Example: Original value of the investment - ~ l .00.000 

Scrap value - ~ I 0,000 

Life of the asset - 5 years 

Solution: 

D 
. . I, 00, 000 - 10,000 90,000 

8 
000 

epreciat1on= --------=---= I , 
5 years 5 

To understand the methodology of straight .line depreciation, the following table \viii 
illustrate the process. 

Value of the asset (Begin)~ Depreciation~ Value of the asset (End)~ 

I 51 year - l .00,000 18,0000 82.000 

2nd year - 82,000 18,0000 64,000 

3rd year - 64 ,000 18.0000 46,000 

4' 11 year-46.000 18.0000 28000 

5' 11 year - 28.000 18.0000 l 0.000 (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 ]51 April 1999. Its 
probable working life was estimated at 5 years and its probable scrap value at the end 
of that time is~ I 0,000. 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 ,s 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 nonnallv known as real accounts. At the moment of 
purchase on one side the asset is corning into the firm : on the other side the cash 
resources are depleted due to the payment of purchase bill of the asset. 



t ~ 

I" April. 1999 
Plant & Machin.:ry :-\ c Dr 90.000 

To Cash Ne 90.000 

Being Plant & 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 year's revenue. 

• The amount of depreciation is to be calculated as follows: 

Original value of the asset- Scrap value 
Depreciation = -----------------

Est irnated life of the asset in years 

90, 000 - 10. 000 = 16,000 
5 

• Depreciation is a fixed charge to be calculated on the value of the asset on evet-y 
year 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 I year depreciation 

t ~ 

Depreciation Ale Dr 16.000 
3 I'' March, 2000 

To Plant Machinery Ale 16.000 

Being the first year depreciation is charged 

• For the accounting entry Il year depreciation 

t ~ 

Depreciation Ale Dr 16,000 
31 " March. 2001 

To Plant !'vlachine ry i\h: 16.000 

Being the second year depreciation is charged 

• For the accounting entry III year depreciation 

t ~ 

SI 
Ocpreciation Ale Dr 16.000 

31 March, 2002 I 
To Plant Mnchincr: / \ / <.: 16,000 

Being the third year depreciation is charged 

• For the accounting entry IV year depreciation 

t ~ 

31" March. 2003 
D~pn:ciation A:c Dr 16.000 

To Pl ant ,'vL1 <.: h: 11 n, ,,\!,: 16.000 

Being the fourth y,'ar depreciation is charged 

1,­- I 

Dcprec1a11on 
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• For the accounting entry V year depreciation 

' ' Depreciation Ale Dr 16,000 
31st Ma rch . 200➔ 

To Plant Machinery Ne 16. 000 

Being the fifth year depreciation is charged 

• The next account involved is the scrap value account which amounted z I 0.000. 

While selling the residual portion of the asset, the firm is able to receive z I 0,000 
as receipt as cash . The sale of residual part of the machinery leads to bring cash 
resources into the firm and in tum, the plant and machinery is going out of the 
firm. 

• For the accounting entry of scrap value: 

Cash Ale Dr 10(11)() 

31st March 200➔ 
T0 Pl ant '.'vlaehin.:1' A'c. 1()000 

Being the residual part of the machinery is sold 

• The next transaction is the final transaction petta1n111g 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 journa I entry transfer is carried out as follows : 

• For the l year depreciation transfer to P&L Ale 

' ' 
P&LNc Dr 16,000 

31 st March, :woo 
To Depreciation N e 16.000 

Being the first year depreciation is transferred to P&L Ale 

• For the 11 year depreciation transfer to P&L A/c 

- I. 
I ' ' 

P&L Nc Dr 16.000 
31" Marc h 200 1 

To Depreciation Ne 16,000 

Being the second year depreciation is transferred to P&L A le 

• For the 111 year depreciation transfer to P&L Ale 

' ' 
l'&L N e Dr 16.000 

31 " Man:h. 2002 
To Depn:c iation Ale 16.000 

Being the third year depreciation is transferred to P&L Ale 



• For the IV year depreciation transfer to P&L Ne 

' ' 
P&LA/c Dr 16000 

31" March 2003 
To Depreciation Ale 16000 

Being the fourth year depreciation is transferred to P&L Ale 

• For the V year depreciation transfer to P&L Ne 

' ' 
P&L Ale Dr 16000 

3 I" March 2004 
To Depreciation Ale 16000 

Being the fifth year depreciation is transferred lo P& L Ale 

The preparation of Pla11t & Machinery account: It is very easy to prepare the plant 
and machinery Ledger account. 

Plant & Machinery Ale I Yr 

Dr Cr 

Dale Particular Amount, Date Particulars Amount t 

I" April. To C 1sh A /c 90.000 3 l't March. By Lkpn.:ci,11ion 16,000 
1999 2000 

B_v Bala11Ct.: cl d 74,000 
(transfcrn.:d to Sccond year 
Plant & Machinery Ale) 

90,000 90,000 

To Bala nce Bid 74 ,000 

Plant & Machinery Ale II Yr 

Dr Cr 

Dale Particular Amount, Dale Particulars Amount, 

I~ April. To Balance Bid 74 ,000 31 " March, By Dcprcci,llion 16,000 
2000 (translt.:rred from l Yr 2001 

Plant & Machinery) 

By Balance cld 58.000 
(lransfrrred to 111 Yr Plant 
& Machinery Ale) 

74.000 74.000 

To Balance Bid 58.000 I 
Plant & Machinery Ale III Yr 

Dr Cr 

Date Particular Amount t Date Particulars Amount t 

I~ April, To n ,llance Hid 58 ,000 31" March. B,· Derrcci.11ion 16,000 
2001 (trans ferrcd fr0m II 2002 

Yr l'la11t & 
MJchinc r, ·) 

By 8,daHcc c/d 42,000 
·(tran~i'c1Tnl lO IV Yr Plant 
& ;,,.1.ich i11cr~ :\ . C) 

58.0001 
I 

58,000 ,! 

T,, Hal ,111 ce LVd 42.000 
I, 

1' 

12° 
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Plant & .Machinery Ale I\' Yr 

Dr Cr 

Date Particular Amount~ Date Particulars Amount~ 
I" April. To Balance 8/d 42.000 31 st Mar. By D.:preciation 16_.000 
2002 (transferred from Ill 2003 

Yr Plarn & 
Machinery) 

By Balance c/d (transferred 
to V Yr Plant & Machinery 26.000 
Ne) 

42 .000 42.000 

To Balance B/d 26.000 

Plant & Machinery Ale V Yr 

Dr Cr 

Date Particular Amount f Date Particulars Amount~ 

I" April. To Balance B/d 2 6. ()()() 3 I" '\1ar. By [kpr.:ciation I (, .ilOfl 

2003 (trnnsf.: rred from 2004 
IV Yr Plant & 
Machinery) 

B) Cash I 0 000 

26.000 "'6.000 

The next ledger account to be prepared is the Depreciation Ale . 

Depreciation Ale 

Date Particulars Amount~ Date Particulars Amount f 

31 " Mar, To Plant & Machinery 16,000 31 st Mar, · By P& L Ne 16,000 
2000 2000 

31" Mar. To Plant & Machinery 16,000 31 st Mar. By P& L Ne 16,000 
2001 2001 

3 1st Mar, To Plant & Machinery 16.000 31" Mar, By P& LNc 16.000 
2002 2002 

31" Mar, To Plant & Machinery 16.000 3 Is
' Mar. By P & L Ale 16.000 

2003 2003 

31" Mar. To Pl ant & Machine(} 16,000 · 31" Mar. B) P& LNc 16.000 
2004 2004 

Example: Mis Muruganand & Co. is a trader bought furniture costing < 2,20,000 for 
his new branch on ]51 April, 2000. As the furniture bought was superior quality 
material. The auditors estimated it s residual value at< 20,000 after a workin g life of 
ten years . Further additions were made into the same category on !st Oct. , 200 I and 
I s' April , 2002 costing< 16,800 and < 19,000 (with a scrap value oH 800 and< I 000 
respectively) . The trader closed his accounts on 31 51 March every year and wanted to 
apply straight line method of depreciation. Show the furniture ale for four years. 

First step is to find out the depreciation of the furniture for various numbers of :vears 
i.e ., 4 years. The depreciation is to be calculated on every year. 

The most important point to be borne in our mind while calculating depreciation , th e 
following points to be taken into consideration: 

First , is there any% of depreci ation charge given? If given, the depreciation ha s to be 
calculateJ on the volume of available balance at the end . 

Secondly, if the % of depr~ciation charge is not given in our problem, how can the 
volume o f deprec-iation be caku lated? 



The depreciati·on can be calculated as fol lows: 

D 
. . Original value of the asset- Scrap value 

eprec1at1on = ---------------­
Life period of the asset 

In this problem, due to absence of depreciation %, the above illustrated formula 
should have to be applied throughout the problem. 

Date of Purchase Particulars First Second furniture Third 
Furniture 2001 f Furniture 

2000 f 2002, 

Cost of the furniture R l 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 R-1 IO years IO years 10 years 

Depreciation R5=R3/R4 20.000 1.600 1,800 

Depreciation for 2000-0 I 20.000 ------ -------
Depreciation for 2001-02 20.000 For 6 months 800 ------
Depreciation for 2002-03 20.000 l,600 l,800 

Depree iat ion for 2003-04 20.000 1,600 1,800 

Accounting entries are as follows: 

Accounting entries for the accounting year 2000-200 I 

During the year 1st April 2,000 - 2,20,000 worth of furniture was bought 

Furniture Ale Dr 
1st April , 2000 

To Bank A/c 

Being the furniture is purchased 

Depreciation for the year 2000 for the first furniture: 

Depreciation A/c Dr 
31" Mar, 2001 

To Furniture A le 

Being depreciation charged 

Accounting entries for the accounting year for 2001-02 

Second new furniture bought during the month 1
st Oct, 200t 

Furniture Ale Dr 
l 51 April. 2001 

To Bank A le 

Being new furniture procured 

Depreciation for the first furniture: 

Depreciation A1c l)r 
31" M:.ir. 2002 

To Furniture /\ / c 

Being the depreciation charged 

' 
2,20,000 

' 20,000 

' 16.800 

20,000 

I 

Total 
Depreciation 

cost, 

20.000 

20.SOIJ 

23.-100 

23 .-100 

' 
2,20,000 

' 
20,000 

' 
16.800 

20.000 

13 I 
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Depreciation for the second furniture: 

Depreciation Ne Dr 800 
31" Mar. 2002 

To Furniture Ne 

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 I 51 Apri I, 2002. 

Furniture Ne Dr 
I" A pri I. 2002 

To Bank Ne 

Being the furniture purchased during the year 

Depreciation charged for the first furniture: 

31 " !\lurch. 200., 
Depreciation Ne l)r 

To Furniture Ne 

Being the depreciation charged for the first furniture 

Depreciation charged for the second furniture: 

Depreciation Ne Dr 
3 I " M arch. 2003 

To Furniture Ne 

Bein·g the depreciation charged for the second furniture 

Depreciation for the third furniture: 

3 I" March. 2003 
Depreciation Ne Dr 

To Furniture Ne 

Being the depreciation charged for the third furniture 

Accounting entries for the fourth year 2003-04 

Depreciation charged for the first furniture: 

31 " March. 2004 
Depreciation Ne 

To Furniture Ne 

Dr 

Being the depreciation charged for the first furniture 

Depreciation charged for the second furniture 

Depreciation Ale Dr 
3 1 ·" Mi.lrch. 2004 

To Furniture Ne 

Being the depreciation charged for the second furniture 

Depreciation for the third furniture: 

Depreciation Ale Dr 
3 I'' iVh1rch . 2l H)4 

To furniture N e 

Being the depreciation charged for the third furniture 

19,000 

20.000 

l.600 

1,800 

20,000 

l.600 

1.800 

800 

19.000 

20.000 

1,600 

1,800 

20.000 

1,600 

1.800 



In the next step, the furniture account to be prepared for every year is given. 

Furniture Ale (2000-01) 

Date Particulars Amount? Date Particulars Amount? 

I" April. 2000 To Bank 2.20,000 31 st Mar. 2001 By Depreciation 20.000 

By Balance c/d 2,00,000 

2,20,000 2,20,000 

3l st Mar,200 1 To Balance b/d 2,00,000 

Furniture Ale (2001-02) 

Date Particulars Amount? Date Particulars Amount? 

I" April. 2001 To Balance b/d 2.00.000 By Oeprecia1ion 20.000 
31" Mar. 2002 

I" Oc1. 2001 To Bank 16.800 By Oeprecia1ion 800 

Ry Balance c/d 1,96,000 

2.16.800 2. 16.800 

3 I" Mar. 2002 To Balance b/d 1.96.000 

Furniture (2002-03) 

Date Particulars Amount? Date Particulars Amountt 

I" April, 2002 To Balance b/d 1,96,000 31 s, Mar, 2003 By Depreciation 20,000 

1st April. 2002 To Bank 19.000 By Deprecia1ion 1,600 

By Depreciation 1,800 

By Balance c/d 1,91.600 

2, 15,000 2, 15,000 

3 I" Mar. 2003 To Balance bid 1,91,600 

Furniture (2003-04) 

Date Particulars Amount? Date Particulars Amountt 

1st April. 2003 To Balance b/d l.9 l.600 3 I" Mar. 2004 By Deprecia1ion 20,000 

, By Deprecia1ion 1,600 

[ By Oeprecia1ion 1,800 

By Balance c/d 1,68,200 

1.91.600 1.91.600 

3 I" Mar. 2004 To 13alance bid 1.68.200 

5.4.2 Written Down Value .Method 

This method also has the same methodology in charging depreciation on the fixed 
assets I ike fixed percentage. Though it bears similar approach in charging 
dcp1 ec int ion , it is cl i fferent in application from the stra igl1t I ine method. Under this 
method. the depreciation is charged on the value of the asset available at the beginning 
or the year. 

i:;:; 
Deprernn ion 
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The following formula highlights the application of this method in charging 
depreciation: 

= I - (S/C)I n 

The meaning of the above ii lustrated formulae is discussed through the explanation of 
two different components. 

The first one is (S/C) 1111 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 I. 

Example: Life of the asset (n) = 3 years 

Expected scrap value at the end of 3 years = ~ 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. Jn this problem, 
depreciation % is not given. in order to determine the above illustrated formulae 
should be applied : 

= I - (S/C) ''" 

= I - (~ l 2,800~ 2,00,000/3 

= I - 4/ I 0 = 6/ I 0 = 60% 

The following workings will obviously facilitate the understanding of the charge of 
depreciation: 

The value of the Asset at the beginning of I st Year=~ 2,00,000 

(-) Depreciation 60% on~ 2,00,000 (Original value)=~ 1,20,000 

Value of the asset at the beginning of 2 nd Year=~ 80,000 

(-) Depreciation 60% on~ 1,20,000. (Book Value)= t 48,000 

Value of the asset at the beginning of 3rd Year=~ 32,000 

(-) Depreciation 60% on~ 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: 

Cost of equipment=~ 8 ,000 

Lstimated useful life= 4 years 

Scrap value at the end of useful life=~ 500 

Depreciation rate for reducing balance method= 50% 

Solu tion: 

( i) Computation of Depree iarion under SLM: 

ep. = t 8000 - ~ 500/4 years 

= t 1875 



(ii) Rate of depreciation for reducing balance method is 50%. 

Dep.=NetBook Value x 50% 

The following table shows a comparison between the two methods of 
depreciation: 

Straight-line Reducing Balance 

~ f 

Cost 8,000 8,000 

Depreciation - year I 1,875 4,000 

Net book value 6.125 4.000 

Depreciation - year 2 1.875 2.000 

Net book ,alue 4.250 2.000 

Depreciation - yeur 3 1.875 1.000 

Net book ,alue 2.375 1.000 

Depreciation - year 4 1.875 500 

Net book value (di sposa l value) 500 500 

Example: On ls
' April, 2000, a firm purchases machinery worth < 3, 00 ,000. On 

1st October, 2002 it buys additional machinery worth< 60,000 and spends< 6.000 on 
its erection. The accounts are closed normally on 31 March. Assuming the annual 
depreciation to be J 0%, show the machinery account for 3 years under the written 
down value method. 

Solution: 

Accounting Journal entries for the year 2000-0 I: 

During the year I st Apri I 2,000 - < 3 ,00,000 worth of machinery was bought: 

f ~ 

1st April. 2000 
Machinery A le Dr 3,00.000 

To Bank A/c 3.00.000 

Being the machinery is purchased 

Depreciation for the year 2000 for the first machinery: 

f ~ 

Depreciation A le Dr 30.000 
31st Mar. 2001 

To Machinery 1Ve 30,000 

Being depreciation charged 

Accounting Journal entries !or the year 2001-02: 

Depreciation for the year 200 I for the first machinery: 

f f 

Derreciat ion /\ 'c Dr 27.000 
3 I'' l'vlar. 200 I 

To i\-1:tt' liinc-r~ · .'\iC 27.000 

Being depreciation charged 
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Accounting Journal entries for the year 2002-03: 

During the year 2002 new machinery \\ onh 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 + ~ 6,000 = ~ 66,000 

' ~ 

Machim:ry Ne Dr 66,000 
t" April. 2002 

To Bank Ne 66,000 

Being the machinery is purchased 

Depreciation for the year 2002 for the first machinery: 

~ ~ 

3 1st March. 
Depn:ciation Ne LJr 24,300 

2003 
To Machinery Ne 24,300 

Being depreciation charged 

Depreciation for the year 2002 for the second machinery: 

' ~ 

3 I" Mar, 2003 Depreciation Ne Dr 3.300 

To Machinery Ne 3,300 

Being depreciation charged 

After pass mg the journal entries, the next step is to prepare ledger account of 
machinery. 

Machinery Ale (2000-01) 

Dr Cr 

Date Particulars Amount~ Date Particulars Amount~ 

I" ;\pril. To Bank 3.00.000 31 st Mar. By Depreci ation 30,000 
2000 2001 

By Balance c/d 2,70.000 

3.00. 000 · 3.00.000 

31 " March. To Balance bid 2,70.000 
2001 

Transfer to Machinery 
A/c (2001-02) 



Machinery Ale (2001-02) 

Dr Cr 

Date Particulars Amount~ Date Particulars Amount~ 

I" April. To Balance b/d 2.70,000 31" Mar. By Depreciation 27,000 
2000 2001 

By Balance c/d 2,43 ,000 

2,70,000 2,70.000 

3 1" Mar. To Balance b/d 2.43.000 
200 1 

Tran~fer w Machim:ry 
Ne (2002-03) 

Machinery Ale (2002-03) 

Dr Cr 

Date Particul:irs Amount~ Date I Particulars Amount~ 
-

I" April, 2000 To Ba lance b/d 2.43 .000 3 l ·"Mar. By Depreciat ion 24 .300 
2001 First machiner: 

I" Oct, 2002 To Bank 66,000 By Depreciation 3,300 
Second machinery 

By Balance c/d 2.81 .400 

3,09,000 3,09,000 

3 I" Mar, 2003 To Balance bid 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: 

• To replace a wasting asset 

• To renew 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 termed 
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 a lso taken into consideration. 

5.4.5 Insurance Policy Method of Depreciation 

The insurance policy is purchased, aga inst which the premium is paid. At the end of 
th e insurance period. a prescribed amount is received which can be used for 
replacement of the asset. 

13 7 
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5.4.6 Sum of Years' Digit Method 

The sum of the years· 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 : 

I + 2 + 3 + 4 + 5 = I 5 and depreciation shall be calculated for the five years in the 
following manner: 

• 5/15foryearl 

• 4/15 for year 2 

• 3/15foryear3 

• 2/15 for year 4 

• 1/ 15 for year 5 

5.4.7 Depletion or Output Method 

Depletion is periodic charge in expense relating. to use of natural resources. It is 
primarily used in situations where the company uses the asset for 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 macfuine 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 asset: If 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. 

Jf 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 reva ,lued, 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: 

• The historical cost or any cost substituting it 

• The totaf depreciation for the period 

• The related accumulated depreciation 

• The method of charging depreciation 



Check Your Progress 

Fill in the blanks: 

I. ______ can be created for replacement of fixed assets. 

2. 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. Tiie profits can be distributed without providing for depreciation with the 
prior permission of the _____ _ 

5.6 LET US SUM UP 

• Depreciation is the decrease in the value of assets at the given date due to \\ear 
and tear, obsolescence. efflux of time. accident and exhaustion. 

• 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. 

5.7 LESSON END ACTIVITY 

Mr. Ramesh purchased a second hand machine fort 24,000 on 1st April , 2006. He 
spend t 10,000 on its overhaul and installation. Depreciation is written off I 0% p.a. 
on the original cost. On 30th June, 2008 machine was found to be unsuitable and sold 
fort 19,000. Prepare the machine account from 2006 to 2008 assuming that accounts 
are closed on 31 st 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 depreciation 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: It is the value at the end of the life period oft he asset: when 
the asset cannot be put for fu11her usage. 

5.9 QUESTl01'S FOR DISCUSSION 

I. Rakesh purcha sed a Machine for ~ 12,000. The expected Life of machine is 
4 years. 11· ib :-::1.:rap realizes t 1.200, calculate the amount of depreciation to be 

1.W 
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charged from profit and loss a/c for ..i years. Prepare machine account of all the 
4 years under straight line method of charging depreciation . 

2. On 151 October 2002 Mis Goyal Traders, installed one machine in their shop at a 
total cost on 1,50,000. On 1st April, 2004 another machine ofthe cost on 50,000 
was installed . 

3. Depreciation is charged at I 0% p.a. on the reduced balances every year. Accounts 
are closed on every 31 st March. Prepare Machine Account for first three years. 

4. On 1.2003 Mis 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 first three years. 

S. Thaper Oil and Fats Limited purchased furniture for the office amounting to 
~ 12,500. The company wanted to charge depreciation@ 10% p.a . 

Prepare Furniture a/c for three years ,, hen: 

(a) Depreciation is charged on original cost method and 

(b) When it is charged on reducing. balance method. 

6. Elucidate the process of depreciation accounting. 

7. Explain the key methods of charging depreciation . 

8. State the difference between the straight line method and wrinen down value 
method with suitable examples . 

9. What are the key reasons for charging depreciation? 

I 0. Construct the key depreciation entries for charging and recording depreciation. 

11 . Golden Transport Company, New Delhi purchased 3 Trucks at~ 4,00,000 each on 
I st Jan 2003 from the dealer. The company decided to charge 20% deprecation on 
the basis of original cost of trucks. Prepare True ks Ale for 3 years and find out its 
w.d.v. at the end of 3rd year. 

Check Your Progress: Model Answer 

I. Depreciation funds 

2. Straight line method 

3. Purchase value 

4. Financial position 

5. Central Government 

5.10 SUGGESTED READINGS 

M. P. Pandikumar, Accounting & Finance.for Managers, Excel Books. New Delhi. 

R. L. Gupta and Radhaswamy, Advanced Accountancy. 

V. K. Goyal,Financia!Accounting, Excel Books, New Delhi . 

N itin Balwani, Accounting & Finance for Managers, Excel Books, New Delhi. 
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6.0 AIMS AND OBJECTIVES 

After studying this lesson, you should be able to: 

• Describe the advantages of Departmental Accounts 

• Discuss how to allocate common expenditure to different depa11ments 

• Define inter-departmental transfer and how to deal with it in accounts 

• Explain how to calculate and deal·with unrealized profit on unsotd inter-depa1trnental 
stock in hand 

6.1 INTRODUCTION 

Generally , any business entity is divided into number of depa11ments, either based on 
their t1.111ctionalities like Human Resource Department, Research and Development 
Depa1t111ents etc. or based on cost and profit sections, like, Accounts Department 
(cost centre), Sales Department (Profit centre), or on any p!iedetennined criterion for 
forming. the Jcpartments. The Company management is interested to know which 
department is gcnernting how much and whether the depa11ments are running 
efficiently. Depa11111ental Accounts are drawn to find out efficiency and profitability 
of each department individually. This would enable the management to compare the 
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departmental efficiency at indi\ idual level. since these accounts can be used to control 
the costs and wastage management in the departments. 

6.2 ADVANTAGES OF DEPARTMENTAL ACCOUNTS 

• Departmental accounts help the management to asce11ain departmental 
performance, which would help them understand the operating and working 
efficiency of each department individually . 

• Departmental accounts provide a basis for inter-departmental comparison . This 
will also help the managers to focus on highly efficient departments to boost the 
revenue. The management will be able to control wastage and losses in lesser 
efficient departments so as to boost their operating efficiency. 

• Departmental accounts also provide tool for assessing the growth potential of the 
department which if boosted, would result in overall addition to revenue 
generation and leads to improved overall cost control. 

• Departmental accounts can be a basis to prove that the capital investment (in 
terms of working capital like im entory etc .. or fixed capital like machinery etc.) in 
the department would be appropriate and v. ould add to overall profitability of the 
company. 

• Departmental accounts are a way to understand whether a depat1ment is 
exercising sufficient cost control and also whether the department is individually 
profitable or not. This is Management Information System (MIS) tool which helps 
improve cost control and arrive at better profitability . 

6.3 METHODS OF DEPARTMENTAL ACCOUNTING 

There are two methods of departmental accounting, which are discussed below: 

Separate books or accounts 
not ma111tam.:d 

Scparat.: books of accounb maintained for 
each d.:panm.:nt 

Figure 6.1: Departmental Accounting Methods 

• When separate books of accounts not maintained and all accounts maintained 
for all department: This method is also known as columnar basis where a 11 

accounts for all departments are maintained in tabular format . In this case, there is 
single set of books, in which every subsidiary book like purchase book , sales book 
etc., are prepared in columnar format , where each column represents each 
depa11ment. 

Th is method of departmenta I accounting enables to arrive at accurate profit or loss 
for each department ind ividually. 

• When separate books of acco1111ts are 111ai11tai11ed for each department: Under 
this method, books of accounts are maintained separately for each department. 
Here, eve1y accounting record including stock accounts, purchase book. sales 



book etc. , is maintained separately for all the departments. Ho,,e, er. under this 
method, appropriate basis for allocation of common expenditure has to be 
established. This is because, profit and loss for each depai1ment 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: 

Types of 
Department.-

' 

< 
Depend.:nt 

Dcparuncub 

Independent 
Departments 

figure 6.2: Types of Departments 

lnh:r­
lkpartmental 
J"nmsfcrs exist . 

··..:,. 

No or very few 
interdepan.m_~ 

transfe~ .. 

• Independent Departments: Independent depai1rnents have very fev, n:change or 
transfer or any kind of inter-depa11mental transactions. Due to negligible number 
of inter-departmental transactions, this set up is known as Independent 
Depa11ments. 

• Dependent Departments: This is totally opposite of Independent Departments' 
setup . Here, the depa11ments have frequent transfers, especially of goods inside 
the organisation. In such cases, output of one department is used captively in 
another depa11ment (as input). The transferring departments usually have a profit 
margin for goods transfe1Ted 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: 

I. Direct Expenses: These expenses are directly incurred by the depa11ment and can 
be directly assigned to the particular department. These expenses ai·e easily 
identifiable and pertain to a specific department. For example, purchases of 
material or goods. 

2. Common Expenditure: This expenditure is incurred by the company as a whole. 
and benefit flowing from such expenditure is derived by all the depai1ments. In 
such cases, these common expenditures are apportioned and charged 10 

depa11rnent, based- on appropriate allocation basis. 

For example, rent paid by the company is~ 10000 and there are 4 depa11ments 
who occupy the company space. 1n such scenario, rent can be apponioned on the 
basis of floor area. which is 300 sq. feet for Department 1,300 sq. feet for 
depai1ment 2, 200 sq . feet for department 3 and 200 sq. feet for depar1rne11t 4. 
Here rent of< I 0000 wou Id be apportioned and charged to departments as b~low: 

Department I - < 3000 

Depa11rnent 2 - < 3000 

Depanment 3 - < 2000 

Depa11menl 4 - < 2000 
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FollO\\ ing table \\ ill guide with respec1 10 appropriate basis for allocation of 
common expenditure, where the allocation basis is not mentioned . 

Table 6.1: Basis for Allocation of Common Expenditure 

Common expenditure 

Rent, rales and taxes 

Repairs and Main1enance 

Building Insurance 

Lighting and Heating expenses 
(For e.g .. electricity expenses) 

Selling and di stribution expenditure 
(For· e.g .. selling commission) 

Carriage in\\ard 

/\n~ other purchase related expenditure 
(for e.g .. Discount received. Freight etc.) 

Wages 

Salaries 

Deprc:c iation 

Insurance 

Repairs and mai111enance (fixed assets) 

Administrative expenditure 
(For e.g .. manager"s salary) 

Employee Welfare expenses 
(For e.g .. canteen expenditure etc.) 

Workmen 's Expenditure 
(For c: .g., Provident Fund c:tc.) 

factory Manager·s sa lary 

Basis of allocation 

Floor area occupied by the department or, 

- Time period 

Floor area occupied by the department or. 

- Time period 

r loor area occupied by the department or, 

- Time period 

F.nergy consumed by each department 
(in tc:rms ofmetcr readings etc.) or. 

- Floor spac e occupied by each department 

;\J ct Saks r·e\·cnue of each department 
1c.,clucli11g intc:r dcpartmcntal salc:s) 

i\!c t h1rclwsc:s by each department (excluding 
inter departmental transfc:rs) 

Net l'un.:hases by each dc:partmc:nt (excluding 
inter department al transfers) 

Time basis 

Time basi s 

- /\sset value or, 

- Usage time 

- Asset value or 

- Stock value or. 

- Usage time or, 

- Actual insurance premium 

- .'\s~et Yalue or. 

- Usage time 

- Time basis or, 

- Equal apportionment 

Number of employees in each department 

I - \V ages pertaining to the department s or. 

- Number of employees in each dCjl~r;_nwl\ 

Time basis (time devoted by the manager 
IO\\ ard s each depanment} 

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 interes1 on investment e1c .. also cannot be credited to 
depanmental Profit and Loss account. This income is also to be taken to general 
profit and loss account. 

http:charg.ed


6.6 INTER-DEPARTMENTAL TRANSFERS 

Many a times the goods are transferred from one depa11ment to other departments. Jn 
such cases, the goods so transferred should be credited to the department who is 
supplying 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. 

I. 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 . 

2. Market price basis: Jn such cases, the goods are transferred at the market price 
irrespective of the cost of goods. This wou Id give rise to two scenarios as below. 

(a) 1¥here cost is more than market price: If 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. 

. f Id . Profit included in transfer price 
Transfer pnce o unso inventory x -----------'--

Transfer price 

Accounting Treatment of Stock Reserve 

• The entry for creation of stock reserve wou Id be passed at the end of accounting 
year ,as below. 

General Profit and Loss Account Dr. 

To Stock Reserve Account 

( Being provision entry passed for unrealtzed profit on unsold inventory) 

• ln the beginning of the immediately next year, 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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l ➔ S • In case, the beginning im·entory is also inclusive of unre.ilized 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 

Curren! Assels: 

Ending lnwntory .\\\, 

Less: Stock resern: .,.,., 
'-•'·' 

Example: Mis Prabhas hnd two depa11111ents - Depat1rnent D and Depart111ent S. 
Prepare consolidated Trading Account and Depa11mental Trading Account for the year 
ended 3 I s1 December 20 I 7. 

Particulars Department D (~ Deparlment S (~ 

Opening s1ock 20,000 12.000 

Purchases 92.000 68.000 

Sales 1,40,000 1, 12,000 

Wages 12.000 8.000 

Carriage 2,000 2,000 

Closing Stock: 

( ioods purchased 4,500 6.000 

Closing stock: 

f inished goods 24,000 14.000 

Goods transferred: 

Purchased goods - by S to D 10,000 -

oods transferred : 

Purchased goods - 8) D lC1 S - 8.000 

Goods transferred - Fini shed Goods - by D to S 35,000 -

Goods transferred - Finished (iood~ - by S to D - 40.000 

Finished goods returned - by l) IO S 10.000 -

Finished goods return..:d - by S lo l) - 7.000 

Purchased goods are transferred at their depa11mental purchase cost, whereas finished 
goods are transferred at departmental market price. You are fut1her informed that 20% 
of the closing finished inventory for department D and Department S represent 
fin ished goods received frt)lll other depnrtment. 



Solution: 

Departmental Trading Account 
for the year ended 31'1 December 2017 

Particulars Dept. D Dept. S Particulars 

To Stock 20.000 12,000 By Sales 

To Purchases 92.000 68.000 By Purchased goods transferred 

To Wages 12.000 8,000 By Finished goods transferred 

To Carriage 2.000 2,000 By Finished goods re1umed 

To Purchased 10.000 8.000 By Closing stock: 
goods transferred Purchased goods 
To Finished goods .rn.oou 35.000 Finished goods 
transferred 

To Finished goods 7 .000 10,000 
rel urned 

To Gross Profit ]8. :51)() -16.000 

2,21.500 1,89,000 

Consolidated Trading Account 
for the year ending on 31'1 December 2017 

Par lieu la rs 

To Opening Stock 

To Purchases 

To \Vages 

To Carriage 

To Stock Reserve (refer note) 

To Gross profit 

Calculation of Stock reserve: 

Particulars 

Goods Sold 

Add: Goods transferred 

Less: Goods returned 

Goods sold plus transferred 

Gross profit Rate 

Closing stock (out of goods transferred) 

20% of the closing stock of fini shed-stock 

Rate of Gross l'rolit 

Stock Reserve: 

(") 

32,000 

1,60,000 

20.000 

4,000 

2.196 

82,304 

3,00,500 

Particulars 

By Sales 

By Closing Stock: 

Purchased Goods 

Finished Goods 

Dept. D 

1.40.000 

35,000 

(7,000) 

1;68,000 

4.800 

38.500 -< WO 
1.68.000 

= 22.9-16% 

Dept D (transfcm:d fro m S) = 4.800 x 32.934% = 1.555 

Dept. S (transferred rrnm [)) = 2.800 -.: 22 .916% = 6-11 

Total Stock Reserve = f.555 + 641 = 2,196 

Dept. D Dept. S 

1..:10.000 1.12,000 

8.000 10.000 

35,000 40,000 

10.000 7,000 

-1.500 6.000 

2-1.000 14 ,000 

2,21,50( 1,89,000 

(") 

2,52,000 

10.500 

38,000 

3,00,500 

Dept. S 

1.12.000 

-10.000 

( I 0,000) 

1,42,000 

2'.800 

46.QQQ X IOO 
1.42, 000 

= 32.934% 

J,jl) 
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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 aepamne11l, ihose 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 1s 
necessary to bring the selling price down. at such time reduction in mark-up 1s 
effected in this account as well. 

.lfe111ora11d11111 Mark Up Account 

This account is specially de, ised 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 depa1trnent 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. 

1. 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 i:, 
beneficiai when there are negligible inter depa1trnental transfers. 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 is interested to understand accurate depa11menta I 
performance in addition to overall gross profit. 



Example: Prepare the following for the ~ ear ending on 31" March 2016. 

• Depamnental Trading and General Profit and Loss Account 

• Ba.Janee sheet as on date 

Financial data: 

Item (~ 

Land and Building 12.500 

Furniture 2.500 

Debtors 20.000 

Drawings 28.000 

Cash at Bank I 1.00,000 

Capital 30.000 

Creditors 10.000 

Opening stock : 

Oepartment P 3.000 

Department Q 4.000 

Purchases: 

Department P 1.00,000 

Department Q 1.50.000 

General . Expenses I 1,40,000 

Sales: 

Department P 2,00,000 

Department Q 3,20,000 

I 
Additional Information: 

• Closing stock of Depa11ment P = ~ 13 ,000 (includes goods from Depa11ment Q at 
~ 4,000 at cost to Department P) 

• Closing stock of Departll/ent Q = ~ 26,000 ( includes goods from Department P at 
~ 9,000 at cost to Department P) 

• Sales of Department P include goods transferred to Department Q of value of 
~ 20,000, which is equal to market price 

• Sales of Department Q include goods transferred to Department P of value of 
~ 30,000, which is equal to market price. 

• Opening stock of Department P and Q includes goods valuing at ~ J ,000 and 
~ 1,500, from Department Q and P respectively. These goods are at cost to 
transferring depa11ment. 

• Depreciation rate for 

❖ Land and Building- 5% 

❖ Furniture-10% 
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Solution: 

Particulars Dept. P 

To Opening stock 3.000 

To Purchases 70,000 

To Goods transferred 30,000 

To Gross Profit I. I 0,000 

2,13,000 

Departmental Trading Account 
for the year ended 31 st March 2016 

DepLQ Total Particulars 

4,000 7,000 By Sales 

1,30,000 2,00,000 By Goods transferred 

20,000 50,000 By Closing Stock 

1.92,000 3,02,000 

3,46,000 5,59,000 

General Profit and Loss Account 
for the year ended 31 st March 2016 

Dept. P 

1.80,000 

20,000 

13,000 

2,13,000 

Particulars (~ Particular·s 

To General e~ pcn,es 1.-10.000 Bv Gross prol1t 

To Depreciation Dep1. P 

Land and Building 625 Dept. Q 

Furniture 250 875 

To Prov ision fo r unrea lized profit 

Dept. P 2,400 

Dept. Q 4,950 7,350 

To Net Profit 1,53,775 

3,02,000 

Working Note: 

Calculation of unrealized profit 

Dept. P = Rate of gross profit = I, 1 O, OOO x I 00 = 55% 
2,00,000 

D f fi 
1,92,000 O 

6 ept. Q = Rate o gross. pro 1t = ---- x IO = 0% 
3,20,000 

Hence, provision for unreal ized profit for 

Department P = 60% x ~ 4,000 = ~ 2,400 

Department Q = 55 % x ~ 9,000 = ~ 4950 

Dept. Q Total 

2-90,000 4, 70,000 

30,000 50,000 

26,000 39,000 

3,46,000 5,59,000 

Total 

I. 10.000 

1.92 .000 3,02,000 

3,02,000 

Since the goods are transferred 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 st March 2016 

Liabilities (f) Assets m 
Capital 30.000 Fi xed Assets 

Add: Profit 1.53.775 Land and Building 12.500 

IKU 75 Less: lkpm:iation 625 11.875 

Less : Dra,, ings 28.000 1.55. 775 



Sundry Creditors 10.000 Furniture 2.500 

Less: Depreciation 250 2,250 

S1ock 

Depl. P 13.000 

Dept. Q 26.000 

39.000 

Less: Stock Reserve 7,3 50 31,650 

Sundry Deblors 20,000 

Cash at Bank l.00.000 

J,65,775 J,65,775 

heck Your Progress 

Fill in the blanks: 

I. Depa11111ental accounts provide a basis for comparison. ------

2. _____ departments have very few exchange or transfer or any kind 
of inter depa11mental transactions. 

3. ______ expenditure is incurred by the co1npany as a ,,vhole and 
benefit flowing from such expenditure is derived by all the depa11ments. 

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 

• Depa11mental accounts enable the management to understand whether the 
departments are operating efficiently . 

• Depa11mental accounting is a tool to control cost and ,vastage 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 depa11ment (independent 
departments) 

❖ When all accounts for every depa11ments is maintained in single set of books, 
in columnar format ( dependent departments) 

• Direct expenditure which can be recognised for a particular depa11ment is directly 
debited to the particu iar 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 i·llogical. Hence, these expenses 
are directly taken to General P and L Account. 
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• Goods are transferred from one depa,trnent to another depanment at one of the 
three ways as below: 

❖ At cost 

❖ At market price (includes unrealized profit in unsold inventory) 

•,• At cost plus agreed mark-up (includes unrealized profit in unsold inventory) 

• Stock reserve needs to be offloaded from the unsold inventory (beginning as well 
as ending) to arrive at accurate profit figure . 

• 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 LESSON END ACTIVITY 

Department A transferred 4.000 units of material X at~ 10 per unit to Department B . 
The actual cost of materials of Depa1tment A is ~ 8 per unit. Find out the Stock 
Reserve on l .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 transferred 
from one department to another within the same entity. 

Dependent Department: The departments which have inter-depa11mental 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. 

What are Memorandum Stock and Memorandum Mark Up Account') 

3. When all accounts for e\'ery department is maintained in separate books , \vhich 
method of depa11men1al accounting is used and why? 

4. Prepare Departmental Profit and Loss Account for Glam and Company the year 
ending 3 l 51 December 2016. 

Particulars Dept. A Dept. B Dept. C 

Op.:ning stocl-. 2.000 1,500 J .000 

Purclias.:s 11.000 J.000 I 5. () I Hl 

Closing sto.:k :, 000 2.500 ..j _() ()() 

Saks 18.UOO 9 () ()() 27. 0 1)( ) 

Staff salari .:s 2. 800 5.00() (, _()I)() 



Following general expenditure are also incurred by the Glam and Company: 

Particulars 

Rent 

Repairs 

Air Conditioning 

General Expenses 

Floor Space Occupied 

Dept. 

115 

1/2 

3/ 10 

(~ Allocation Basis 

3.500 Floor space occupied 

4,800 Sales 

2,000 Floor space occupied 

1.200 -

Ratio 

5. Prepare Departmental Trading for the year ending 31 st December 2015. 

Trial Balance 

Particulars m 
Purchases (at cost off 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 , f 20 each 

Dept. Y 1,920 units @ f 22.50 each 

Dept.Z 2.496 units @ f 25 each 

Gross Profit rate is same in all depa11ments. Prepare Departmental Trading 
Account. 

Check Your Progress: Model Answer 

I. Inter-departmental 

2. Independent 

3. Common 

4. Stock reserve 

5. Cost plus mark up 

6.14 SUGGESTED READINGS 

M. P. Pandikumar, Accounting & Finance.for Managers, Excel Books. New Del Iii . 

R. L. Gupta and Radhaswamy, Advanced Accountoncy. 

V. K. Goyal, Financial Accounting, Excel Books. New Delhi . 

Nitin Balwani, Accounting & Finance for l11cmagers , Excel Books, New Delhi . 
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7.0 AIMS AND OBJECTIVES 

After studying this lesson, you should be able to : 

• Describe the importance of branch accounts 

• Know the types of branches 

• 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 carrying on either the same or 
substantially the same activity as that carried on by !h e> hec1d office of the company. -
For example, Bata has its branches all over the country. Each branch 1s trc;::;Lcd 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 variou s activities 
of each branch and ensure its smooth functioning. 

7.2 TYPES OF BRANCHES 

The branches can be divided into the following categories: 

• Dependent Branches 

• Indepe ndent Branches 

• Fore ign Brnnches 



I. Dependent Branches: Dependent branches are those branches which do not keep 
the ful I system of accounting. The following are the 1-;ey features of dependent 
branch accounting: 

(a) The dependent branches are not allowed to make any purchases and they sell 
goods received from the head office. 

(b) Goods are supplied by the head office to such branches either at cost price or 
at invoice price. 

(i) All the major expenses are paid by the head office. 

(ii) Normally the goods are sold for both the cash and credit. 

2. /ndepe11de11t Branches: Independent branches are those branches which keep the 
full system of accounting. They are allowed to purchase goods from the open 
market and also supply to the head office, if necessary. They can pay their 
expenses from the cash realised and can ha\ e the bank account on their own 
name . 

3. Foreign Branches: When a branch is located out of the home country, it is called 
foreign branch. Foreign branches keep their accounts in the foreign currency . In 
this lesson. we will discuss about the accounting treatment of dependent branches. 

7.3 PREPARATION OF BOOKS OF ACCOUNTS 

As we discussed earlier dependent branches do not keep a complete set of books. The 
head office is responsible to keep the books of accounts for dependent branches. The 
following are the key methods which are adopted by head office to keep the branch 
accounts: 

l. 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. 

2. Stock and Debtor System: Under this system. the head office does not open any 
Branch Account. Under this system, the following ledger accounts are opened: 

(a) Branch Stock Account 

(b) Branch Debtors Account 

( c) Branch Expenses Account 

( d) Branch Adjustment Account 

( e) Branch Profit and Loss Account 

Purpose of Preparing Branch Accounts 

(a)- To find out the profit or loss of each branch. 

· (b) To know the financial, position of each branch. 

(c) To make estimation of cash and stock for each branch. 

( d) To know the performance of each branch. 

( e) To make business expansion strategies. 

(f) To fulfill the statutory requirements. 

3. Final Accounts System: Under this system. the head office prepares 'Trading and 
Profit and Loss Account" in order to find out pro fit or loss of each branch and a 
Branch Account to find out the amount due to. or due from, that branch. In this 
case. the Branch Account simply acts as a person::il :-iccount. 

l:i7 
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4. Whole Sale Branch System: Manufacturers may self goods to the consumers 
either through the wholesalers and approved stock brokers or throu gh 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 th is system, the head office simply opens a branch account 
which records all the transactions relating to a particular branch. Branches are also not 
r quired to ascertain profit or loss as no information relating to the cost of sales is 

iven to them. Under debtor system, the goods may be invoiced to branch at cost or 
invoice price. 

I,, Case of Goods are Sent at Cost Price 

I case of goods are sent at cost the following journal entries are passed in the books 
of head office: 

(a) When Goods are sent to Brauch 

Branch Ale Dr. 

To Goods Sent to Branch A/c 

(Goods sent to branch) 

( ) Cash sent to Branch 

Branch Ale Dr. 

To Cash Ale 

(Cash sent to branch) 

!c) When goods are returned to head office by branch 

Goods Sent to Branch A le Dr. 

To Branch Ale 

(Goods returned by branch) 

(d) When amount received from branch 

Cash/bank Ale Dr. 

To Branch Ale 

(Cash received from branch) 

le) For closing goods sent to branch Ale 

Goods sent to branch Ale Dr. 

To Purchases A le 

(Ba nee stock transferred to purchase/trading A le) 

ff) For transferring profit/loss to Pro.fit and loss Ale 

( i) In case of pro/it 

Branch Ale Dr. 

To Protit ::ind Lnss A/c 

(Balance stock tr::insferred to purchase/trading A/c) 



(ii) In case of loss 

Profit and Loss Ale 

To Branch A le 

Dr. 

(Balance stock transfen-ed to purchase/trading Ale) 

Pro Forma of Branch Ale 

Particular Amount Particular 
(~ 

To Opening balance By Opening balance 

Stock O.S. expenses 

Debtors Creditors 

Petty Cash By Bank Ne 

Furniture Cash sa les 

Prepaid expenses Collections from debtors 

To Goods sen t to branch A 'c By Goods sent to branch A le 

To Bank A!c ( 1·or e.'\ pen~e~ l ( tor goods returned by branch) 

To Closing balance B) Closing balances 

O.S. expenses Stock 

Creditors Debtors 

To Profit transferred to prolit Petty cash 
and loss Nc Furniture (less depreciation) 

Prepaid expenses 

By Loss transferred to profit and · 
loss Ne 

Amount 
(~ 

Example: The GM Ltd . Delhi has a sales branch in Karna!. From the following 
figures, prepare Kamal Branch Account and also ascertain the profit or loss of the 
branch. 

Goods sent to branch 

Cash sent to branch for expense 

Cash received from the branch 

Stock at branch on 31 s1 December 

Petty cash in hand at branch 

Solution: 

~ 

50,000 

3,500 

52,000 

5,500 

500 

In the books of Head Office 

Kamal Branch Account 

Particulars ~ Particulars 

To Goods Sent to Branch A le 50.000 By Cash 

To Bank Ne 3.500 8) Swck Jt Branch /v'c 

To Profit transferred to P & L Ale 4.500 B, Cash at Branch Ale 

58.000 

~ 

52.000 

5.500 

500 

58.000 
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/11 Case of Goods are Sent at Invoice Price 

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 pnce. 

Whot 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 Ale Dr. 

Or 

Stock Reserve Ale 

To Branch Account 

(Ad_justrnent for difference between invoice & cost price) 

(b) For adjustmeut of loading in closing stock 

Branch Alc Dr. 

To Adjustment for Stock with Branch Ale 

Or 

To Stock Reserve Ale 

(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: 

Stock at invoice price 

Debtors 

Petty cash 

Goods sent to branch at invoice price 

Expenses made by head office: 

Rent 

Wages 

Salary , etc . 

Remittances made to head office: 

Cash sales 

Cash collected from debtors 

Good s returned by branch at invoice price 

Bal a nces at the end: 

Stock at irwoice price 

Debtors at the end 

Petty cash 

(~) 

11,000 

1,700 

100 

20,000 

600 

200 

900 

2.650 

21.000 

400 

I J .000 

2.000 



Sol11tio11: 

As profit is 20% on invoice price, therefore profit is 201 I 00 or 1/5 of invoice price. 
Adjusting entries are to be passed on the above basis. 

Mumbai Branch Account 

Particulars ~ Particulars ~ 

To Balance bid : By Cash Sales 2.650 

Stock l J,000 By Cash Collected from Debtors 21 ,000 

Debtors 1,700 By Goods Returned by Branch 400 

Petty Cash 100 12.800 8~ Adju stment !or Goods sent -
To Goods Sent to Branch Ne 20.000 to Branch Ale 4,000 

To Bnnk Ale (Expenses) : By Stod Reserve Ale 2.200 

Rent 600 B, Closing Balance 

Wages 200 Stock 13.000 

Salary. etc. 900 1.700 l)d,t ors 2,000 
-

T,l .\d_1ustmt:nt for Goods Retumt:d 80 l'ett~ Cash 25 15,025 -
T o Swck Reserve Ne 2.600 

To Net Profit transferred to 

General Profit & Loss Ne 8,095 

45 ,275 45,275 

7.5 STOCK AND DEBTORS SYSTEM 

The head office does not open a Branch Account in its books . lt 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 fol lowing journal entries are made by the head office: 

I. When goods are sent to branch (at Invoice price) 

Branch Stock Alc Dr. 

To Goods Sent to Branch Ale 

( Goods sent to branch at an invoice price) 

2. When goods are retuned by the branch to head office (at invoice price) 

Goods Sent to Branch Ale 

To Branch Stock Ale 

(Goods returned by the branch) 

Dr. 
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(a) For cash sale 

Cash Ale Dr. 

To Branch Stock A le 

(Cash sales at branch) 

(b) For credit sale 

Branch Debtors A le Dr. 

To Branch Stock Ale 

(Cash sales at branch) 

4. Cash receipts ji-om branch debtors 

Cash Ale Dr. 

To Branch debtors Ale 

(Cash received forrn branch debtors) 

5. For sales return 

Branch stock Ale Dr. 

To Branch debtors Ale 

(Cash received form branch debtors) 

6. For discount allowed, bad debts, etc. 

Branch Expenses Ale Dr. 

To Branch Debtors A le 

(Expenses on branch debtors) 

7. For payment of branch expenses 

Branch Expenses Ale Dr. 

To Cash Ale 

(Branch expenses paid by head office) 

8. If there is shortage/loss of stock, then 

Branch Adjustment Ale (with amount of loading) Dr. 

Branch profit and l,oss Ale (with cost of storage) Dr. 

To Branch Stock Ale 

(Loss in Stock at branch) 

9. For surplus of stock at branch 

Branch stock A le Dr. 

To Branch adjustment Ale (with amount of loading) 

To Branch profit and loss Ale (with cost of storage) 

(Surplus in stock at branch) 



I 0. For adjustment of loading in opening stock 

Stock reserve A le Dr. 

To Branch adjustment Ale 

(Difference in value passed) 

11. For adjustment of loading in closing stock 

Branch Adjustment Ale 

To Stock Reserve Ale 

(Difference in value passed) 

Dr. 

12. For adjustment of loading on net goods sent to branch 

Goods sent to Branch A le 

To Branch Adjustment Ale 

(Difference in value passed) 

Dr. 

13. Branch expenses are transferred to branch adjustment account i.e. 

Branch Adjustment Ale Dr. 

To Branch Expenses Ale 

(Branch expenses transferred) 

14. Transfer of balance of branch adjustment account to general profit and loss 
· account, then 

Branch Adjustment A le Dr. 

To General Profit & Loss Ale 

(Balance being profit transferred) 

Note: In case of loss at branch, reverse entry to be passed. 

15. For closing of goods sent to branch Ale 

Goods sent to Branch Ale 

To Trading A le 

(Closing of goods sent to branch) 

Dr. 

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 Ale, Branch Expenses Ale, Branch Debtors Ale, Branch Adjustments 
Ale, Reserve Ale, Goods supplied to Branch Ale, Stock Reserve Ale and also Branch 
Ale: 

Goods supplied to branch (at cost to head office) 

Cash sales 

Credit sales 

Cash received from Debtors 

Rent and rates (paid by head office) 

Wages (paid by head office) 

Sundry Expenses (paid by head office) 

< 
I 5.200-

17,400 

5,600 

5,000 

900 

760 

100 
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Discount allowed to customers 

Goods returned by customers 

Goods spoiled 

Opening stock (at invoice price) 

Opening debtors 

Solution: 

In the books of the head office 

Branch Stock Account 

Particulars t Particulars 

To Balance bid 3,000 B~- Cash (sales) 

To Supplies from Heud office 19.000 By l-3ranch Debtors Ale 
( 125~,, of 15.200) (Cn:di1 sales) 

To Branch Debtors (Returns by debtors) 100 B_v Branch Adjustment Ale 

Tl' :-S.:1 profit 1ranslerrcd lo Genaal (SpPiluge of goods) 

Proli1 & Loss A/c 950 

23.050 

Branch Expenses Account 

Particulars '{ Particulars 

200 

100 

50 

3,000 

2,000 

l o Cash: Rent & Rates 900 B_v Branch J\d_justment Ale (Transfer) 

Wages 760 

Sundry expenses 100 

To Branch debtors Ale: Discount allowed 200 

1.960 

Branch Debtors Account 

Particulars '{ Particulars 

I u Balance bid 2.000 By Cash 

To Branch Stock Ale (credit sales) 5.600 By Discount (Branch expenses) Ne 

By Branch stock Ale (Returns) 

By Balance c/tl 

7.600 

Branch Adjustment Account 

Particulars '{ 11 Particulars 

ro Branch stock Ale (spoilage of goods) 5() By Good supplied to branch Ale 

Io Branch expenses Ale 1.960 [3v Stock reserve Ale 

To Net profit transferred to general Profit & 2.390 
Loss Ale 

4. 4 ()() 

Goods Supplied to Branch Account 

Particulars '{ Particulars 

To Branch Adjustment Ale 3.800 l3y f·hanch ~tock Ale 

To Purcl1Jses Ale 15.~I)() 

19.000 I 

t 

17.400 

5,600 

5() 

23.050 

'{ 

1,960 

1.960 

'{ 

5.000 

200 

100 

2.300 

7.600 

'{ 

3.800 

600 

4.400 

'{ 

19.001) 

19.0()1) 



Stock Resen·e Account 

Puunilars ~ Particulars ~ 

To lkanch adjurnneni ale 600 By Balance b/d 600 

Jaipur Branch Account 

Par1iailars ~ Particulars ~ 

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 to branch 19.000 By Closing debtors aJcf3
> 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 ~et profit transferred 10 general Profit & 3.340 
Loss a/c11

' 

29.100 29,100 

Worliing Notes: 

I. According to branch stock and debtors system, total net profit transferred to 
General pr?fit & Loss Ale is '3.340 i.e .. ~950 from Branch stock Ale and ~2.390 
from Branch adjustment Ale. 

2. Profit is separated by using 25% on cost or 20% on sale basis i.e., J/5 of selling 
pnce. 

3. For closing debtors balance, see Branch Debtors Ale. 

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 bead office also maintains the Branch 
Account. But, under this system, the Branch Account is in the nature of a persona I 
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 . A II expenses are paid by the head office. The 
transactions for Madras Branch during the year ending December 31, 2008 were as 
follows: 

~ ~ 

Stock (1-1-2008) 11.000 Return in"'ards 500 

Debtors ( 1-1-2008)- 100 Cheques sent to branch: 

Petty cash 100 Rent 600 

Cash sale 2,65(} \Vages 200 

Credit sales 23. 9.50 Salary ant! other cxprnses <)()l) 

Goods sent to branch 20.000 Stock (31-12-2008) 13.000 

Collection on ledgeF account 21.000 Debtors (3 I- l 2-2008) 2.000 

Goods returned to H. 0. :,oo [\.: tt ) ca,h (31-12-2008) 

Bad <kbts 300 (including misc. income~ 25 not remilled ) 125 

Allowance 10 customers 2.50 t' 
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Prepare the Memorandum Branch Trading and Profit and Loss Ale and Madras branch 
A/c for the year ending Dec 3 L 2008. 

Solution: 

Memorandum Branch Trading and Profit and Loss A/c 
for the year ending 31-12-2008 

Dr. 

Particulars f Pa rticu la rs 

ToO. S. By Sales 
(< I 1.000 - < 2.200) 8.800 Cash 2.650 
To Goods sent to branch Credit 23 ,950 
(20.000 - 4.000) 16.000 

To Wages 200 
26.600 

To Gross profit c/d 11 ,740 
Less: Returns 500 

Bv Goods sen! 10 HO 
(< 300 - < 60) 

By Closing stock 
(< 13.000 - < 2 600) 

36,740 

To Bad debt s 300 By Gross proill bid 

To Allowance 250 By Misc. income 

To Rem 600 

To Salaries and other expenses 900 

To Profit transferred to general 
profit and loss Ale 9,715 

11,765 

Madras Branch Ale 

Dr. 

< 
To Balance b/d By Bank Ale 

Stock 8.800 Cash n:c~ ived fo rm clebrnrs 

Debtors 100 Cash sales 

Petty cash 100 By Goods sent to branch ( returns to HO) 

To Goods sent to branch A le 16,000 B) Balance cld 

. To Bank Ale Stock 

Rent 600 Debtors 

Wages 200 Pe11y rnsh 

Salar ies and other exp. 900 

To Profit as per Branch Trading 
and Profit and Loss Ale 9.715 

36,415 

7.7 WHOLESALE BRANCH SYSTEM 

Cr. 
f 

26, 100 

240 

10,400 

36,740 

11. 740 

25 

11,765 

Cr. 

< 

21.000 

2,650 

240 

10,400 

2,000 

125 

36,415 

Sometimes the manufacturing organisations (head office) se ll their products through 
wholesa lers as well as through own branches. In case the head office decides two 
prices. (i) Wholesale price; and (ii) Retail price. Goods 8re st1pr, licd to the wholesalers 
and branches at 'vvholesale price. that is. cost plus rrofit. Th e branches are supposed to 
sell these goods at retail price which is greater than the wholesa le price . It means the 
branches earn more profit than the head office . But the total rrofit (Retail price-cost) 



cannot be considered as branch profit. The real profit of the branch shall be the 
difference bet\\ een the \\holesale 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 shal I be made: 

Profit & Loss A le (H.O.) 

To Stock Reserve Ale 

Dr. 

(Reserve created for the difference in the wholesale price and cost price of Branch 
closing stock) 

Example: l\:1/s Gaba and co. of Delhi submits the following pa1ticuJars regarding the 
branch transactions of its Mumbai branch for the year ended March 3 I, 2006: 

H.O Branch 

(~ (~ 

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 I, 29,600 

Sales 3,78,000 1,45,800 

Goods received by branch l ,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 le of the head office and 
the branch for the year ended on March 31, 2006. 

Solution: 

Dr. 

Particulars 

ToO.S. 

To Purchases 

To GP c/d 

To Ind irect t:xp. 

To Swck resen cs 
( 41760 , -W l-1-1) 

To Net Profit 

In the books of Head Office 

Trading and Profit and Loss Ale 
for the year ended on March 31, 2006 

t Pa rt icu la rs 

72.000 By Sales. 

4.1&.000 By Goods_ sent to the branch 

2.31.800 By Regional stockists 

By Closing stock 

7,21 ,800 

21 ,800 By Gross profit bid 

By Stock reserve (OS) 
12.760 (28800 , -1-1/1-1-1) 

2.06.040 

2,40,600 

Cr. 
t 

3.78.000 

1.29.600 

79.200 

1.35.000 

7,21,800 

2.3 J.800 

S.!WO 

2,40,600 
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Dr. 

Branch Trading and Profit and Loss Ale 
for the year ended on Much 31, 2006 

Particulars t Particulars 

To OS 28.800 By Sales 

To Goods from head office 1,29,600 By Closing stock 

To GP c/d 29.160 

1,87,560 

To Indirect exp. 3,900 By GPb/d 

To Genera l profit and loss ale 25.260 

29, 160 

Working notes: 

1. Calculation of list price and invoice price 

Let cost price is= i I 00 

List price= i 100 + 80% of< I 00 = < 180 

Thus invoice price= i 180 - 20% of< 180 = i 144 

2. Calculation of closing stock at the branch 

OS at the branch 

Goods sent by the HO 

Less: Cost of goods sold to customers ( 1.4 5.800 x 144/180) 

Closing stock at the branch 

3. Calculation of closing stock at HO 

Opening Stock 

Add: Goods purchased 

Less: Cost of goods sold 

So ld to customers (3,78,000 "- I 00/ 180) = 2, I 0.000 

Goods sent to branch ( 1,29.600 ·· I 00/ 1-H ) = 90.000 

Goods sent to stockists (79,200 ~ I 001144) = 55,000 

Closing stock at the HO 

Check Your Pro ress 

Fill in the blanks: 

Cr 

t 

1,45 .800 

4 J, 760 

1,87,560 

29,160 

29,160 

~ 

28,800 

1.29.600 

1,58,400 

1, 16,640 

41.760 

~ 

72.000 

4. 18.000 

4,90,000 

3.55.000 

1,35,000 

I. As per the ____ of Companies Act , 195 6, a branch is a ny 
establishment carrying on e ither the same or substantialt)1 the s,1111e 
activity as that carried un by the head office of the company. 

Each branch is treated as a separate ____ and hence the profi t or 
loss of each branch is t:orn putcd separately . 

Conill ... 



3. ____ branches are those branches ,vhich are not keeping the full 
system of accounting. 

4. ____ branches are those branches which are keeping the full system 
of accounting. 

5. 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 is, ___ _ 

7.8 LET US SUM UP 

• The extent of business expansion is responsible for opening of the new branches. 

• The branches are of three types: 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. i e .. 
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, (I) 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 asce11a in· profit or loss of the branch . 

7.9 LESSON END ACTIVITY 

X Ltd. operates a retail branch at Mumbai. All purchases are made by the head office 
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 or the he:1d 
office. From the following pa11iculars of the branch write up, the necessary accou11t :c. 
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debtors system . 

Particulars ' Particulars ' Debtors at stan 15,000 Invoiced Inventory at beginning 30,000 

Debtors at end 19.000 Invoiced Inventory at end 28,000 

Ready money 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 ,vhich 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 we 11 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 
I. 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 of dependent branches? 

5. How to compute the profit of dependent branches? 

6. lllustrate the branch stock account with a suitable example . 

7. Delhi Traders, Delhi opened a branch at Baroda on \ 51 January 2006. The 
fol lowing information is available in respect of the branch for the year 2006. 

Goods sent to the branch 

Cash sales at the branch 

Credit sales at the branch 

Salaries of the branch paid by the Head Office 

Office Expenses of the branch paid by the Head Office 

Cash remittances to branch towards petty cash 

Petty cash at branch on 3 I . 12.2006 

Debtors at branch as un 3 ,I' . J 2.2006 

Stock at branch on 31.12.2006 

~ 

70,000 

40,000 

60,000 

25,000 

I 0,000 

6,000 

500 

5,000 

27,000 

Prepare Branch Account to show the profit/loss from the branch for the year 2006. 



8. 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 I 0% 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 3 l st December, 2006. 

Particulars ~ Particulars ~ 

Stock as on I. 1.06 at Cost 31,210 Estnbl ishment Expenses 22,550 

GooJs rcceiYcd from Head Office l.08,700 Drawings by Manager against 1.000 
at Cost Commission 

SJk~ 1,46.400 Stock on 31 . 12.06 at Selling 39,880 
Price 

9. From the fol lo\\ing details prepare Branch Account in the books of Head Office: 

~ 

Goods sent to branch at cost 

Goods returned by branch at cost 

Branch credit sales 

Cash sales at branch 

Cash remitted to head office by branch 

Expenses paid by head office 

Discount allowed to customers by branch 

Closing Stock with Branch at Cost 

Branch Debtors (Closing balance) 

40,000 

2,000 

51,000 

3,500 

40,000 

10,000 

1,800 

14,000 

7,700 

I 0. 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: 

Credit sales 

Goods supplied to branch at invoice price 

Cash sales 

Cash received from debtors 

Wages (Paid by head office) 

Rent (Paid by head office) 

Discount allowed to customers 

Sundry expenses (Paid by head office) 

Goods returned by customers 

Depreciation on furniture 

Goods spoiled 

~ 

1,12,000 

3,80,000 

2,48,000 

1,00,000 

15,200 

18,000 

4,000 

i,000 

2,000 

1.000 

1,000 
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I. Sec 29 

2. Profit centre 

3. Dependent 

4. Independent 

5. Foreign currency 

6. Personal 

7. Cost plus profit 
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ROYALTY 
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8.0 AIMS AND OBJECTIVES 

After studying this lesson, you should be able to: 

• Define royalty 

• Calculate the minimum rent under royalty 

• Compute short workings 

8.1 INTRODUCTION 

Royalty is an amount payable for utilizing the benefit of cc11ain right s \'ested with 
some other person . For example. a landlord possesses right over the mine in his land. 
the author of book possesses right over his book. When the rights are teased the owner 
receives a consideration for the same which is called royalty. Royalty 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 lessor. 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 
re~pect 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 intangible in nature. The 
assets like land, building, mines, copyright, patent, trademark etc. , are attracted with 
royalty . Royalty is a periodical paymt;nt to be paid by the user of the assets of the 
above nature. It is a sum payable for enjoying the benefits of cenain 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 royalty 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 acquires 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. pcllent 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. If it is paid on the basis of the unit sold, it is transferred to profit and 
loss account. Royalties paid on the basis, if output is transferred to the production 
account. If nothing is specified, royalties paid is transferred to profit and loss account. 

A royalty is generally paid to}he owner of the right under the following cases: 

I. 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 a:nd the person who collects is the lessee. 

2. When the ovmer of 111 ines 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 Royal'ty Account 

Royalty Account is nominal in the nature. So it is debited in the books of party pay mg 
it and credited in the books of the party receiving it. As it is a 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 Agreement 

A royalty agreernenl will normally contain clauses dealing with the following: 

(a) Minimum rent - guaranteed amount which the landlord, inventor or author is to 

receive wh:ilever th e 0utrut maybe. 

(b) Royalty per unit !H.:r uutput 

(c) Right 10 rccuup s l10r1-,,orkings 

(d) Right to sub_jcct part or whole of tenancy agreement 



8.3 ROY AL TIES 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 royalties. The owner of the asset who issues the licence and receives the royalty 
is known as the I icensor. 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 royalty payments. The publisher agrees to produce market and distribute the 
game to end users. 

The royalty payments to the developer are to be made in two stages: 

I . An advance royalty payment of~ 5,000 when the agreement is signed. 

2. A regular 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(~ Credit~ 

Ad\ance on Royalti es 5000 

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 (~ 5,000/8) sales. From the pubfisher ' s point of view, this is a 
prepayment 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 ~a mes have been sold. The 
royalty due to the developer is ~ 4,000 (500 x 8.00). and the publisher posts the 
following journa I entry to record the payment. 

Regular Royalty Payments 

Account Debit(~ Credit(~ 

Ro\ alt~ <:.\p.:nse -I ( JI II I 

Advance on rnyalti es ,.JO()l) 

Total .J ( 1(Hl 1
1 ·-1000 
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The developer has now earned royalties of~ 4,000 and the publisher transfers this 
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~ 4,800 (600 x 8.00). The publisher (licensee) now posts the following 
bookkeeping entry. 

Regular Royalty Payments 

Account Debit(~ Credit (l'} 

Royalty expense 4800 

Advance on royahies 1000 

Royalties payabk .3800 

Total 4800 4800 

The royalty expense for the period is ~ 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 
cu rrent liability account under the heading royalties payable. The balance on the 
advance payments account is now zero. 

Stepped Royalty Payments 

~tepped 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 
·o ld and~ 9.00 thereafter. In this case, the royalty due would have been calculated as 
fo llows. 

Period 1: 

Sales = ~ 500 

Royalty = ~ 500 x ~ 8.00 = ~ 4,000 

Period 2: 

Sales = ~ 600 

Royalty = ~ 500 x ~ 8.00 + ~ l 00 x ~ 9.00 = ~ 4,900 

The total sales are 1, JOO, during period 2 the sales reach the 1,000 step and the royalty 
rate is increased to~ 9.00 per sa le for the final 100 units sold during the accounting. 
period. 

8.3.2 Royalty Income Accounting 

Example - Licensor 

·1 he licensor receives royalty income from the licensee. In the above cxr.mpl::, the 
eve loper was the licensor and received a royalty at the agreed rate from the publisher 

(the Ii ensee) . 

lb111g the same information from the example above, the developer woul<l make the 
fo llowing bookkeeping entries to record the transac tions . 

Advance 011 Royalty Income 

The de eloper receives the royalty advance of~ 5,000 from the publisher. 



Unearned Royalty 

Account Debit(~ Credit(~ 

Cash 5000 

Unearned Royalties 5000 

Total 5000 5000 

Since the royalty has not yet been earned , the advance is recorded in a balance sheet 
(unearned royalties) account representing a current liability to the publisher until the 
game has been sold in sufficient quantities to earn the royalty. 

Regular Royalty Income 

In period I, 500 copies of the game are sold and the developer earns 4,000 in royalties 
and makes the following posting. 

Regular Royalty Income 

Account Debit(~ Credit m 
Lncam.:d ro,·altics 1000 

Ro~ altics rccci, abk 3800 

Royall~ rc,·cnuc 4800 

Total 4800 4800 

The royalty revenue for the period is ~ 4 ,800, since the balance on the unearned 
royalty 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 asset account under the heading royalties receivable. The balance on the 
unearned 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 stages of agreement when the production is nil or very low. Generally every 
royalty 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 royalty, usually calculated upon the quantity of production or 
sale at a certain stipulated rate. This means 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 so me reasons or other, the lessee may not take 
that much enthusiasm in the execution of the work to which royalty relates. To avoid 
such a situation, the landlord and the lessee agree upon a minimum periodical amount 
that the landlord will receive from the lessee, even if the actual· royalty as calculated 
on the basis of actu.al production or sale is less than such minimum amount. This 
assured and mutually agreed periodical minimum amount is known as "Minimum 
Rent". 

For example, suppose royalty per ton of production is ~ I 00 and the minimum 
(annual) 11ent is~ 5,00,00-0. Now, if the actual production is 3,000 tons, then actual 
royalty would become~ 3,00,000. In this case, the minimum rent on 5,00.000 will 
have to be paid by the lessee. On the other hand, if the actual production is 6,000 tons, 
then the actual royalty would become~ 6,00,000. Jn this case,~ 6,00,000 will have to 
be paid by the lessee. 

Thus. as there is a stipulation for minimu111 rent. then either the minimum rent or the 
actual royalty whichever is more. shall have to be paid by the lessee. The mini111u1n 
rent is also called dead rent, certa in rent. fixed rent. etc. 
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Shott workings are the amount by which the minimum rent exceeds the actual royalty. 
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 Jessee is 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: 

y 

7 .50 

6.25 

5.00 

} Excess worl<ing 

Minimum Rent (Fixed) 

3 75 
Short working 

2 .50 

1.25 

'-'--_______ ...._ _______ ...._ ________ x 
3 6 

Output (000 tons) 

Figure 8.1: Short Workings and Minimum Rent 

Excess workinglw1rplus: It 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 
- ~ 5,00,000) if the production is 6,000 tons. 

Ground rent/Su,jace rent: It refers to the fixed yearly or ha If-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 carrying 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 
recouprnent of sho1t workings. The right of recoupment of short workings enables the 
lessee to recover the excess payment, made in the earlier years ( when actual royalty 
was less tl1an the minimum rent) in subsequent years. A ti111e is usually set upon the 
number of:- ems for which such short workings can be recouped. This time limit for 
recoup1ne111 ur shon workings may be fixed or fluctuated . H the short workings (panly 
or wholly) cannot be recouped within the specified time, the) 1..ipse and are charged to 
Profit and Loss ;\ecount in the year when that specified time 'limit for recoupment 
ends. 



Therefore, s ho1t 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 sho1t workings within a certain period 
from date of the lease, it is tenned 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, sho1t 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 Prnvision against Short Workings 

Recoupable sho1t workings are shown in the Balance Sheet as a current asset thought 
it is not ce1tain 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 sho11 
workings in future though the legal right to recoup exists. Therefore, as a prudent 
policy, a provision for recoupable shot1 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 sho1t 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 
sho1t workings is huge and chances of recovery uncertain. 

Purpose of Fixing 1l1inim11m Rent 

The following are the main purposes of fixing a minimum rent: 

1. 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 
minim um level of performance. 

3. In the absence of minimum rent, the lessee may acquire rights from different 
landlords to avoid compet,ition and purposely may under-utilise such rights. 

8.6.2 Causes of Arising Minimum Rent and Short 

The foltowing are the key reasons of arising minimum rent and sho1t workings : 

From Lessee's Point of View 

When the amount of actual 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 royalty as compared with the minimum 
rent is called short workings. Thu s actual royalty is less than minimum rent 

Minimum rent - ActuaJ royalty = Shurt workings 

or, Minimum rent = Actua'l royalty +- S hort workings 
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From Landlord's Point of View 

Minimum rent= Actual royalty receivable+ Short workings suffered by the lessee . 

ln fact, landlord is to receive the higher of the minimum rent and the actual royalty. 
Therefore, when the actual royalties fall sho11 of minimum rent, he gets the minimum 
rent. In this case, expression 'Royalty Suspense' is more appropriate than ' Short 
workings Allowable'. 

Therefore, the equation wi 11 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 propoitionately 
only when there is an agreement to that effect between the parties. Othen:vise as per 
Section 56 of the Contract Act the strikes and lockout will not be an e~cuse 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 pa11ies 
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 G@vernment within a specified time. The payment may be made at any 
office of the RBI or S81 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 aner 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: 

I. 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 conlract 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: 

Dehi1: Royalties payabk dccount 

Credi!: Landlords account 

(\Vith the actual payahlc value of units produced) 



(b) Wizen payment is made: 

Debit: Landlords account 

Credit: Bank account 

In the Books of the Landlord 

(a) Wizen production is made: 

Debit: Lessee 's account 

Credit: Royalties receivable account 

(With actual payable value of units produced). 

(b) Wizen payment is received: 

Debit: Bank account 

Credit: Lessee's account 

(With actual money received). 

Example: On I" January 2002, Jenga Ltd. took the lease of a coal field at a royalty of 
t I 00 per ton of coal raised . The royalties were payable annually. During the first three 
years, the quantity of coa I 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 (~ 

I 2.000 2.00.000 

II 4.000 4,00,000 

III 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 ale 2,00,000 

2003 Landlord 4.00.000 2003 Manufacturing a/e 2,00,000 

2004 Landlord 4.50.0UO 2004 Manulac1uring ale 2.00.000 

Dr. Cr. 

2002 Bank 2.00.000 2002 Royahies Paya'lile 2.00.000 

2003 Bank -l .llil.llilll 2003 
I 

Royalties Payable 2.00.000 

2004 Bank -1.:-n.ono 2004 I 
Rnya ltics Payable 2.00.000 

I 
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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 royalty will be as follows: 

Accounts in the Books of the Lessee 

ln the year in which actual royalties are less than the minimum rent. 

I. Debit : Royalties payable account 

Credit: Landlords account 

2. Debit: Sho11 working account 

Credit: Land lord ' s account 

(With short working amount 1.e., the excess of m1111mum rent over actual 
royalties) 

3. Debit : Landlord·s account 

Credit : Bank account 

(With amount paid) 

In the year when actual royalties exceed the minimum rent. 

I. Debit : Royalties payable account 

Credit : Landlord's account 

(With the actual royalties) 

2. Debit: Landlord's account 

Credit: Bank account 

(With amount paid) 

Fill in the blanks: 

Check Your Pro ress 

I. The is the owner of assets. - ----
2. Sho11 working is the amount by which the _ ____ exceeds the actual 

3. 

royalty. 

_ ____ refers to the amount by which the actual royalty exceeds the 
minimum rent. 

4. This process of adjustment is called _____ of short workings. 

5. Recoupable sho11 ·workings are shown 111 the Ba lance Sheet as a 

6. The sho11fall of actual royalty as compared with the minimum rent 1s 
called - ----

8.8 LET US SUM UP 

• Royalties are usage-based payments made by one pa11y (lessor) to another (lessee) 
for ongoing use of an asset. sometimes an intellectual property (IP) right . 

• Roya lties are typically a percentage of gross or net sales derived from use of an 
asset or a fix ed 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 pennitted within a particular time or there may not be any 
limitation of time. 

8.9 LESSON END 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. 

1l1i11i11111m 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 

I. Define royalty. 

2 . What are the key prov1s1ons regarding the minimum rent under royalty 
accounting? 

3. Write a note on short workings. 

4. What is Royalty Agreement? 

5. What is fixed right and fluctuating right') 

6. Highlight the main purpose of fixing a minimum rent. 

7. Discuss the key reasons of arising minimum rent and short workings. 

8. Describe the two alternative situations that are provided for royalty accounting. 

Check Your Progress: Model Answer 

I. Lessor 

2. Minimum rent 

3. Excess working 

4 . Recoupment 

5. Current asset 

6. Shott 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 

• 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 sa id to be insolvent if he is unable to meet his liabilities as and 
when claimed. That is. wben a person becomes heavily indebted due to various 
circumstances and ii hcc o111 es impossible for him to pay his debts fully. In law, the 
term "insotvent" is restricted 10 a person whose liabilities exceed his assets and against 
whom the court makes an order of adjudication. 

Thus insolvent is a perS() !l who is not in a position to pay his liabilities in full and has 
been declared as an in ~o l\' cnt by an Insolvency cou11. Insolvency means the procedure 
by which the State t;1 kcs i 11 po:-.~cssion of the property of tl1e Debtor ro r rca I izat ion and 
equitable distribution among the creditors of the insolvent. 



188 
Financial Accou, 1111~ 

The proceedings in such cases are cal led Insolvency Proceedings. The terms 
'Insolvency' and 'Bankruptcy' are more or less synonymous . The word 'Insolvency· 
is used in India and 'Bankruptcy' in England. 

9.2 INSOLVENCY OF INDIVIDUALS AND 
PARTNERSHIP FIRMS 

An insolvent is a person unable to pay or settle his just debts. When a person or a 
partnership firm or Hindu undivided family is not able to meet its liabilities and is in 
financial difficulties, the Court intervenes, at the instance of the creditors or the debtor 
himself, and brings about a settlement whereby the debtor surrenders his entire 

roperty and obtains freedom from having to pay his debts. A joint stock company 
may also be insolvent but the necessa1y action in this respect is taken under the 
CompaniE:s Act-the company has to be wound up and its assets realized and 

istributed in accordance with that Act. 

I 11solvency and bankruptcy mean the same thing . The lat1er term is used in the United 
Kingdom , the former in India. It is "a proceeding by which. when a debtor cannot pay 
his debts or discharge his liabilities or the persons to whom he owes money or has 
nc urred liabilities cannot obtain satisfaction of their claims, the State, in ce11ain 
· ircumstances, takes possession of his property through an officer appointed for the • 
purpose, and such property is realized and distributed in appropriate propo11ions 
among the persons to whom the debtor owes money or has incurred pecunia1y 
lia bilities. " The officer is called Official Receiver and is appointed by the Court. 

W hen a petition is presented, the Cou11 decides whether the person should be 
aJjudicated as insolvent or not. If the debtor is declared insolvent, he has to surrender 
a his property to the Official Receive; and prepare statements showing his financial 
position. 

Later, when the property has been distributed among creditors, the debtor petitions the 
S..'ou 11 for discharge. In certain circumstances, the Cow1 may refuse to grant discharge. 
On obtaining the discharge (which may be conditional), the debtor becomes a free 
man again. He has no obligation to pay the previous unsatisfied claims against him. In 
1hc Presidency Towns of Mumbai, Kolkata and Chennai , the Presidency Towns 
lnso lvency Act l 909 applies. In the rest of India, the Provincial Insolvency Act of 
I 20 applies. The two Acts are similar except some minor differences. 

9.2.1 Individuals and Partnerships 

There is one chief difference between insolvency of individuals and partnership firms. 
In case of individuals, no distinction is made between private assets and business 
,1 . sets and similarly for liabilities. Suppose A runs a business; he owes~ 3,50,000 to 
business creditors and has assets in his bu s iness amounting to ~ 2,60,000; he also 
,wes privately~ 40,000 and owns household assets totaling·s ~ 45,000 For purposes 

111 msolvency, his total liabilities will be~ 3,90.000. i.e ., ~ 3,50,000 + ~ 40,000 and his 
1u1 I assets will be~ 3,05,000, i.e.,~ 2,60 ,000 + ~ 45,000; ~ 3,05,000 will be distri­
b ute I proportionately among the creditors without distinction between business and 
private creditors. 

111 c ase of pa11nership, a distinction between !inn's liabilities and assets and private 
liabil ities and assets of pat1ners is mad e . Private c1ssets must first be utilized for paying 
pri vate liabilities. lfthere is a surplus, it is utili zed to pay firm 's liabilities . 

F irm' s assets must first be utilized to pay t"irm· s liabilities and. if there is a surplu s. a 
panncr can utilize his share of the surplus to pay his private liabilities. It should be 
nol ' d that a minor partner is not liable to contribute to the assets of the firm out of his 



private estate. In his case, therefore, the firm·s creditors will not be able to look to his 
private estate for satisfaction of their claims. In other words, the private estate and 
private liabilities of a minor partner wi II be kept totally separate from those of the 
firm. 

In case of a non-trading individual, the Doctrine of Reputed Ownership does not 
apply. The doctrine means that goods which are in the possession, order or disposition 
of the insolvent in his trade or business, by the consent and permission of the true 
owner, under such circumstances that he is reputed to be the owner of such goods, are 
divisible among creditors. 

Interest 

No creditor is entitled to interest after the date of the bankruptcy or insolvency but if 
all claims can be fully met, interest at 6% p.a. up to the date of payment will be 
allowed. · 

9.3 STATEMENT OF AFFAIRS 

When a person or a firm is adjudicated as insolvent , he or the firm has to prepare a 
statement showing the financial position . The true financial position can be shown by 
preparing a sort of balance sheet. The only point to remember is that the " balance 
sheet" must 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 expected to 
fetch. All liabilities should be recorded. This can be done by setting down assets at 
their realizable value and the amount payable to creditors. 

Statement of affairs is a statement of capital, liabilities and assets. Statement of affairs 
is prepared under the single entry system in order to find out the amount of opening or 
closing capital 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 is prepared on the closing crctte for the purpose of determining the amount of 
closing capital. It is also known as the balance sheet of single entry system. 

Statement of affairs is prepared like the balance sheet. All the liabilities are shown on 
left-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 
maintained under the double entry system . However, where the record is incomplete , 
and it is not all possible to complete it by double entry, in such cases the final 
accounts can be only approximately prepared by means of a statement of affairs. In 
appearance the statement of affairs is similar to a balance sheet. For this purpose, two 
comparative statements of affairs are prepared - o ne at the commencement of the year 
and other at the end of the year. The excess of the assets over the liabilities as shown 
by the statement will represent the capital of the firm. If capital at the end shows an 
increase as compared to the amount of capital at the sta1t the difference wiH represent 
profit, and if the capital at the end is less than the capital at the beginning the 
difference will be loss . In this calculatil)n. howe\'er, two more factors should be taken 
into account. 

I . Where fresh capital has been introduced into the business during the account 
period, the closing capital may be taken to ha"e been increased to that extent. T o 
atTive at the true profit or loss. tbere fore. the amount of fresh capital introduced is 
deducted from the closing assets as determined under such circumstances. 
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2. Where drawings have been made by the proprietor during the accounting period , 
such drawings reduce the amount of capital at the close . In order to calculate net 
profit, it is necessary therefore that amount withdrawal should be added to the 
capital at the close, before deducting from it the capital at the beginning. 

Fonnu]a for determining the net profit is put as follows: 

(Capital at the End+ Drawings-Additional Capital Introduced)-
Capital in the beginning 

9.3.1 How to Prepare Statement of Affairs? 

At the time of I iqu idation of company, a very important statement is made for showing 
estimated realizable value and liabilities expected to rank . That statement is called 
statement of affairs. To prepare statement of affairs is also important because by 
making statement of affairs we can know what amount of surplus or deficiency in 
balance. Company Act, 1956 has given its format. Different items are estimated as per 
different lists. Now, we are preparing and explaining statement of affairs according to 
the list of assets and liabilities. You should remember all items of statement of affairs' 
thoroughly. Difference between the estimated value of assets and liabilities will be 
estimated value of surplus or deficiency. 

List A: Assets 1101 Specifically Pledged 

First of all, we make the list of assets which are not on pledge. You should not take 
any loan by giving these assets as security. We write these assets' estimated realizable 
value instead of book value because creditors are interested to know what amount they 
will receive after selling of these assets in market. Value of call in area will be assets 
under list A. In these assets, we can include: 

(i) Balance at bank 

(ii) Cash in hand 

(iii) Marketable Securities 

(iv) Bills Receivable 

(v) Trade Debtors 

(vi) Loan and Advance 

(vii) Unpaid ca I ls 

(viii) Stock in trade 

(ix) Freehold property 

(x) Leasehold prope1ty 

(xi) Plant and prope1ty 

(xii) Furniture Fittings. Utensils etc . 

(xiii) Investment other than marketable securities 

(xiv) Livestock 

(xv) Other prope1ty 

List B: Assets Specifically Pledged 

In list B, we include estimated realizable value of all the a~scts specially mo11guged . 
pledged, or otherwise given as security. We also clnssify tlic:-c pledged assets into 
under possess ion of company and not under the possess ion of company. We will 



calculate surplus or deficiency after deducting these assets' estimated realizable value 
from amount of secured Joan and then adjusted it in estimated realizabte value of 
assets which are not pledged. 

Assets (A) (B) (C) (D) 
Specifically Estimated Secured (If Secured (If Secured 
Pledged Realizable Value Creditors Creditors are more Creditors are less 

than Estimated than Estimated 
Realizable Value) Realizable Value) 

xxxxxx xxxxxx (8) - (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 payable interest. 

List E: Unsecured Creditors 

The balance of assets after deducting list D debenture holders amount 1s 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 1s 
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: 

Freehold Property (expected to realise~ 25,000) 

Plant and Machinery ( expected to realise~ l 0,000) 

Stock in Trade (nrnrket value~ 56,000) 

Book Debts-Good 

Doubtful (expected to realise 60%) 

Bad 

Sundry Creditors for goods supplied 

Loan Creditor (llavi!1g a 111011gage on buildings) 

Bank Overdrnf"t (having a lien on stock) 

Bills of Exchange in hand, all good 

~ 

36,000 

45,000 

65 ,000 

I 0,000 

20,000 

6,000 

l , J0,000 

20,000 

70.000 

8,000 
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Bills of Exchange discounted ( of which ~ 2,000 are expected to be dishonoured) 5.000 

Shares in A Ltd. (market value.~ 3,500) 2.000 

Cash in hand 

5 months' wages due to clerk 

Taxes due to Government and Municipal Corporation 

Capital introduced originally 

The position may be presented as under: 

Lial:Jilities 

Balance Sheet of Shri Reckless 
as on .... 

Amount Assets 

~ ~ 

Sundry Creditors I. I 0,000 Freehold Property 

Add: Bills Discounted 2.000 I. I ::.000 Pl an t and Machina) 

Stock-in-trade 

Loan Creditors Sundry Debtors: 
(having a mortgage on Good 
freehold property) 20.000 Doubtful 

Bank Overdraft 
(having a lien on stock) 70.000 

Bad 

Wages due to clerk 750 
Shares in A Ltd . 

Taxes due to Government and Bills Receivable 

Municipal Corporation 150 Cash in hand 

Deficiency 
(balancing figure) 

2,02,900 

Book 
value 

~ 

36.000 

45.000 

65.000 

10,000 

20.000 

6,000 

2.000 

8.000 

100 

1,92, 100 

100 

750 

150 

10,000 

Realisable 
value 

~ 

25.000 

10.000 

56.000 

10.000 

I 2.000 

-

3.500 

8.000 

100 

78.300 

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. 

Sundry Creditors 

Creditors for dishonored bills of exchange previously discounted 

C !erk for wages 

Government and Municipal Corporation 

Total 

~ 

1.10.000 

2.000 

750 

150 

1, 12.900 

The loan creditor claims~ 20.000 hut he has as security the freehold propet1y . \\'liich 
is expectetl to realize~ 25.000 . He. therefore, is fully secured. Further, he will have to 
give up the surplus of~ 5,000 to the Official Receiver for distribution among otl1er 



creditors. The Bank claims < 70,000 but has as security stock-in-trade which is 
expected to realize< 56,000 only . The Bank will sell the stock and adjust< 56,000 
against the overdraft and claim another< 14,000 from the Official Receiver. The Bank 
is partly secured. 

Thus, from the point of view of security, the creditors are: 

• Unsecured 

• Fully secured 

• Partly secured 

9.3.3 Preferential Creditors 

Out of the unsecured creditors, some have to be paid , under the law, before others. 
Such creditors are known as preferential. By law, the following are the Preferential 
Creditors: 

(a) All debts due to Government or local authority . 

( b) The salary of any clerk in respect of services rendered to the insolvent during four 
months before the date of the presentation of the petition, not exceeding< 300 for 
each such clerk. (In case of the Provincial Insolvency Act, the maximum amount 
per clerk is < 20). 

(c) The wages of any servant o r labourer in respect of services rendered to the 
insolvent during four months before the date of the presentation for the petition 
not exceeding< 100 for each , such labourer or servant(< 20 in case of Provincial 
Insolvency Act). 

(d) Rent due to the landlord not exceeding one month ' s rent. (Rent is not preferential 
under the Provincial Insolvency Act.) 

In the example given above, the clerk has to get< 750. His claim will be preferential 
to the extent of< 300; the remaining< 450 being treated as unsecured. Taxes due to 
Government will be preferential. Therefore, in the above illustration, preferential 
creditors are< 450, i.e.,< 300 + < 150. The remainders are unsecured creditors which 
will now amount to< I, 12,450. The above-mentioned debts are payable in full but if 
the assets of the debtor are not sufficient to pay all these debts, they will rank equally 
These debts must be paid at once except to the extent the Official Receiver retains 
money for purposes of expenses and administration. 

Thus, the creditors come to be split under four categories-unsecured, fully secured , 
partly secured and preferential. The debtor has to prepare separate lists for each of 
these categories e.g., containing the names of unsecured creditors is marked " List A"; 
that containing pa11iculars of fu I ly secured creditors is marked "List B" ; that 
containing the names of panly secured creditors is marked "List C" and that giving 
names of preferential creditors is marked "List D". On the assets side, property is 
listed in " List E .. book debts in " Li st F" and bills of exchange in hand in "List G'' . The 
deficiency account is labeled as '•List H''. 

While preparing the statement of a ffairs, the following points have to be noted: 

(a) The assets which have been mo11gaged or charged in favour of fully or partly 
secured creditors must not be included on the assets side. If any surplus is lelt 
after paying fully secured creditors, it should be shown on the assets side unless 
the surplus is to be utilized for paying partly secured creditors. No amount will be 
entered in the outer column ,1gains·t lully secured creditors: but the amount all)llg 
with the estimated ,aluc of security should be shown in the inner column . /\~a inst 
partly secured creditors. the amount remaining unpaid after utilization of :-.ecurity 
is to be shown in the outer column . 
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(b) Preferential creditors are shown on the liabilities side "ithout 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 payable 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". 

Gross 
Liabilities 

~ 

** 1. 15.450 

20.UOO 

70,000 

450 

2,05 ,900 

Statement of Affairs of Shri Reckless 
as on ... 

Liabilities Expected Property and Assets 
to Rank 

~ ~ 

Unsecured Creditors Propeny as per Li st 
as per Li st A 1,12.450 £ : 

I ull) S..:cured Cr..:ditors Cash in hand 

as per Li st 8 20.000 Shares i 11 -~ Ltd . 
Estimated Value Pl ant and 
of s..:curity 25 .000 Mac hin nY 
Surplus carried Book Debb as p..:r 

to contra ( or Li st F: 

other side) 5.000 Good 
Partly Secured Creditors Doubtful 

as per List C 70.000 Bad 
Estimated value Bills of Exchange as 

of security 56.000 14,000 per List C: 

Surplus as per contra 
Creditors for taxes and 

wages as per Preferential creditors 
Li st D, deducted as for taxes and wages 

per contra 450 as per List D. 
deducted (per contra) 

Deficiency ns 

explained in Li st H 

1,26,450 

Book Expected to 
value Produce 

~ ~ 

100 100 
2.000 3,500 

45.000 10.000 

10,000 10,000 
20,000 12,000 
6,000 -

8,000 8,000 
- 5,000 

91,100 48,600 

450 
48,150 

78.300 

1,26,450 

•• The gross liability for unsecured creditors is Z l,r 5,450 because to Z t , 12 .450, Z 3000 in respect of liability for 
discounted bills sh\luld be added i. e. for purpose of gross liabi lit y th.: full Z 5000 tc,r bills discounted should be 
included . 

The statement of affairs is only a special so11 of balance sheer. 

Some points to be remembered: 

Besides, the ordinary creditors for goods, unsecured creditors will include bills 
payable, bills discounted likely to be dishonoured , li ability likely to arise in respect of 
any other cont in gent I iabi I ity and the private I iabi I ities of' the debtor ( if the debtor is an 
individual) . All these amounts should be added c1nd written as one fi gure in the 
Stateme nt of Affairs. 

Creditors otien have first or second charge over some of th e assets. Those who have 
first charge,, ill have prio ri!) for recovering their claim LHtl o f the sa le proceeds of the 
asset unJer charge. lf'any surplus is leli, then only credit Lir:-. ha, ing second charge ,viii 
be able to get something. 



Suppose the position is as follows: 

• A having first charge on buildings~ 25,000 

• B having second charge on buildings~ 30,000 

If 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 wil I be~ 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 Prope11y < l, 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 < 60,000; Doubtful ~ 5,000 estimated to realize 50%; Bad, 
< 14 ,000. 

Bills in hand< 3.750. 

Life Policy for < 25,000 whose surrender value is < 5,000 held by the insurance 
company against a loan of< 2,000. 

Household Furniture~ 3,600; Household Debts< 2,900. 

Bills Discounted< 6,000; < 2,000 likely to be dishonoured. 

Loan on mortgage of Leasehold< 50,000; Cash in hand < I 00 . 

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,< 1,500 
and also rates and taxes amounting to~ 1,500. 

Prepare the Statement of Affairs. 

Solution: 

Notes: The unsecured creditors are as follows: 

Household debts 

Bills disco unted likely to be dishonoured 

Unsecured creditors 

2 month"s rent (one mo111h·s rent is preferential) 

Clerl-s · salary ( in c.\ccss of~ 300 per clerk) 

< 
2,900 

2,000 

1,50,000 

167 

900 

1,55,967 
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The fully secured creditors are as follows: 

Insurance Co. 

N 

Loan on mortgage of leasehold 

Amount 

~ 

2,000 

2,500 

50,000 

Security 

~ 

5.000 

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: 

One month 's rent 

Salaries of two clerks 

Taxes due 

9.4 DEFICIENCY ACCOUNT (BANKRUPTCY OF 
COMPANY) 

~ 

83 

600 

1,500 

2,183 

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 is not made on double e;:ntry 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 de11ciency or reducing surplus 

I. Excess of capital ancl liabi-lities over assets as shown by balance sheet xxxxx 
2. Net dividend and bonus declared during the period from end of financial xxxxx 

year to the date of statement of affair. 

J. Net Trading losses xxxxx 
4. Losses other than trading. l0sses written off or for which pro,ision has 

been made in the boDb Juring the same period. 
xxxxx 

5. Estimated losses now written off or for which pr0vision has been made 
for purpose of preparing the statement xxxxx 

6. Other items contributing to deticiency or reducing. , u,·piu~ xxxxx 

{8} Less Item reducing deficiency 01· contributing surplus xxxxx 
I. Excess of assets over capital and liabilitie~ xxxxx 
2. Net trading profit xxxxx 
J. Profit and income ,,ther than trading pro lit during the same pcriod xxxxx 
4. Other Item reducing dci"ici cncy or cont1·ibuting , urpli1, xx xxx 

Deficiency or Surplus as pc-r stall'ment of Affairs xxxxx 



9.5 PROBLEMS ON IN SOL VEN CY 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 t 1,00,000, estimated to realise t 90,000; Plant and Machinery 
t 40,000, estimated to realise < 30,000; Stock-in-trade t 20,000, estimated to realise 
t 14,000; Book Debts; Good < 60,000, Doubtful< 5,000, estimated to realise 50%; 
Bad Debts t 14,000. 

Bills in hand t 3,750. 

Life Policy for~ 25,000 whose surrender value is t 5,000 held by insurance company 
against a Loan oft 2,000 . 

Household furniture t 3,600: Household Debt t 2,900: Bills Discounted t 6,000: 
~ 2,000 likely to be dishonoured. Loan on Mortgage of Leasehold~ 50,000. 

Cash in hand t I 00. 

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. t 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 clerk's (two in number) salaries for six months,< 1,5 00, 
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 

(i) Unsecured Creditors 1,50,000 

(ii) Bills Discounted (likely to be dishonoured) 2,000 

(iii) Househokl Debts 2,900 

(iv) Salary ofoffice clerks@< 300 x 3 900 

(v) Outstanding rent (two months' rent is preferential i.e., 250. x 2/3) 167 

1,55,967 

(b) Calculation ofFully Secured Creditors 

(i) Loan on mort;,;.:.:ige on !e.:isehold 50,000 

(ii) Insurance Co . (as the surrender value is< 5,000 both Mr. N 
and Insurance Co. cc1n be folly covered ha\ .ing a surplus oft 500) 2,000 

(iii) 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(~ 250 x 1/30) 

(ii) Clerk ' s Salaries 

(iii) Outstanding taxes 

Preparation of Statement of Affairs and a Deficiency Account 

83 

600 

1,500 

2,183 

Example: From the following Trial Balance of Mr. X who commenced business on 
lan uary l, ) 990, you are asked to prepare a Statement of affairs and a Deficiency 
Account: 

~ 

Cash 2.300 Creditors (Unsecured) 

Stock-in-trade 6,660 Secured Creditors 

Debtors (All good) 1,30.000 Preferential claims for 

1-- urni ture 
rent. rates and taxes 

2,820 

Investment in Shares 5.000 
Capital 

Value of securities held by creditors 35.000 
l'rofit ( 1988, 1989) 

Loss ( t 990) 25,000 

Drawings (up to Dec. 1990) 69,160 

2,75,940 

·o/u tion : 

Statement of Affairs of Mr. X 

as al 31" December I 990 

Gross Liabilities Expected Property and Assets 
Liabilities to Rank 

~ ~ ~ 
i .80.000 Unsecured Creditors as l'rnpeny as per List '£ ' 

per Li st 'A' 1.80.000 C1sh 
I Stock-in- trade 

2.500 Fully Secured Creditors Furniture 
as perLis1·s· J n-.-estments 
Creditors 2.S00 I )chtnrs as per List F' 
Estimated Bill~ or Exc hange 
Vulue or security 3.500 u., per List 'C · 
Surplus as per 

-'---
Surplus us per contra 

Comm 1.000 - Prei"c-rentinl Creditors 
l'nrtl v Secured Creditors dt:du ctecl as pe1· cont ca 
clS rer Li st ·c I ist -0 

I . 900 Prefr renti n'I creditor, I 

,1S rn List ·o· 1,900 l)dit:iL'llC) as per li , 1 
fkdu c1cd as per w111ra 1.900 :---:i i ·1 I -

1.80.000 

~ 

1.80.000 

25.000 

1,900 

13.500 

55,540 

2,75,940 

Book Expected 
Value lo 

Produce 
~ ~ 

2.300 2.300 
6.660 6.660 · 
2,820 2,820 
5.000 S,000 

t.30.000 1.30.000 

- -
- 1,000 

1,56,780 

1,900 

1,54,880 

25.120 

1.80.000 



Deficiency Account 

~ t 
Excess of assets over Loss 25.000 
liabilities as on I" Jan. 1988 13,500 Drawings 69,160 
Profits 55,540 
Deficiency 
-c1s per Statement of Affairs 25.120 

94,160 94,160 

Missing Information: 

Sometimes the full information relating to the Deficiency Account is not avail.able . 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, shou Id 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 
Del'iciency Account of Mr. Ashis Sadhukhan who was declared insolvent under the 
Provincial Towns Insolvency Act: 

His capital wast 7,000 and his drawings were~ 7,000. 

His assets consisted of: 

( i) Book Debts ~ I 0,000 of which t 8,000 was considered good and the balance 
estimated to produce~ 1,000. 

(ii) Stock (book value t 15,000) estimated to produce~ 9,000. 

(iii)Machinery (book value f 16,000, cost Price~ 18,000) estimated to produce 
t 11,000. 

(iv) Freetlold house (private property) valued at~ 12,000 the debt of which was lodged 
with the bank as security for an overdraft on business account~ 8,000. 

(v) His life policy (surrender value t 6,000) wa s given as a part security for a private 
loan oft 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: 

Frorn the above problem, it becomes necessary to prepare a trial balance in order to 
cal cu late the missing information relating 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 
liabilities (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. 

~ ~ 

I )r;111ing, 7.000 CapitJI 7,000 

l~nok Dc·bt I0.000 O, crdra ft 8.000 

S1,,ck 15.000 l,111 , c·curcd Creditors 40.300 

,\ ·l.1clii11c-r:, !6.0(10 nu1 :--1 <111d i11g Salar~ 500 

1\cu111Hila1.:d Loss~s 
( 13.il. lig. or missing information) 7.80() 

I 

55.800 55.&UO 
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Statement of Affairs of Mr. X Ashis Sadhu khan 

as at. ... . ........... . 

Gross Liabilities Expected Property and Assets Book Expei:led 
Liabilities to Rank \'alue to Produce 

' ' ' ' ' 40,600 Unsecured Creditors as Property as per List E 
per list 'A· 40,600 SlOck 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 
Estimaled value of Doubtful 2,000 1.000 
securities \2.000 Bad - -

Surplus Bills of Exchange as per Lisr C - -
-pt:r Contra 4,000 29.000 

10.000 Partlv Secured Credito rs Add: Surplus as per co ntra -1.000 
as per list ·c · 33.000 

Privale l0an \0.000 Preferential creditors as 
Estimmed value per List ·o· 
ofsecuri1y 6.000 4,000 - per Corllra 200 

ESOO 
200 Preferential Crc:ditors De_ficienc_v as per Li,t 'I-I 

as per list D · (bat Jig.J 11.800 
Sal an· 200 

Less: Per conlr ,1 200 -

44 ,600 ,.;.•· 44.600 

Deficiency Account 

' ' Surplus Excess of assets over Drawings 7.000 

Liabilitii::s 7,000 Accumulated losses 

Private assets introduced (from T.B.) 7.800 
Fu11her life Policy: 6,000 Loss on· realisation: 

Freehold Property 12.000 18,000 Stock ( 15.000 - 9.000) 6,000 

Machinery(l6,000 - I 1.000) 5.000 

Deficiency AJc 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 Affairs. 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 Part11ership 

Example: On 3 I" August I 998, 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 foll owing: 

(i) Trade Creditors 

(ii) Preferential Creditors 

(iii) Bank Overdrati [holding security of the firm· s assurance policy for 
Z 30,000 on the Ii k ol' Y (surrender value Z I 0.000) and assurnnc e 
policy for Z 1.00.000 on the life of X (own policy surrender 
value f 48.000) I 

r 
1.29,000 

11,700 

1.27.000 



(iv) Plant and Machinery (estimated to produce 70,000) 

(v) Fixtures and Fittings (estimated to produce~ 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~ l 0,000 

(ix) Debtors: 

Good 

Doubtful (estimated to produce~ 3,000) 

Bad Debts 

(x) Cash in hand 

(xi) Capital: 

X 

y 
l,40,000 

1,00,000 

1.43.000 

45,000 

75,000 

l 0,000 

l 0,000 

43,000 

6,000 

I 0,000 

500 

2,40.000 

During the 13 th months to 31 st August 1998 X drew~ 40,000 and Y ~ 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 ~ 5,000, respectively. Y had private liabilities of 
~ 12,000. 

You are required to prepare: 

I. lndividual partner's Statement of Affairs and Deficiency Accounts. 

2. The firms Statement of Affairs and the Deficiency Account. 

Solution: 

Gross Liabililies Expected Properly and Book value 
Liabililies to Rank Assets 

o· 

t t t t 
48.000 Partly st:cured Capital less 

creditors: Firm· s B.O. 48.000 Drawings 1,00.000 
less: r:s1im::ttcd value Other Assets 7.000 

nl° SCCurtlV 48.000 -
Surplus as per 
Surplus A le 

(transfer 10 the firm · s 
Statement nr /\ff airs ) 4,000 

4,000 1,07,000 

Notes: I. X's Statement of Affairs has not bt:en prepared in proper form. 

2. Firm's capirnl is treated as private investments, i.e .. assets. 

Surplus Account 

t 
Excess of rriYatc a~sct s o, er Loss on realisation of ;i ssct s: 

private liilhilitics 1.55,000* Investments ( 1.40.000 - 40.000) 
Other Assets (7.000- '1 .000) 
Firm·s Liability 
Suspense-
-as per Sta1crne111 or ,\ l'i'.iirs 

1.55.000 

Expecled lo 
Produce 

t 

-
4.000 

4,000 

< 

1.00.000 
3,000 

48,000 

..J.001) 

1.55.000 

*The surplu s or c.,cc·,s 01· rri,·ate uss.:ts o\'l:r priYate liallilitics has bc·c·n c<11Lul;1!1:d .is undc-r:· 

~ 

l11vestn1.:nt s ( in the Ii rin) ( I ..J 0.000 - 40.000) I . I)() I H II) 
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Other assets (Book Value) 
Surrender Value of Life Policy 
Pri,ate Capital I (bal. fig.) 

Gross Liabilities 
Liabilities 

t 

12.000 Private Liabilities 

Y's Statement of Affairs 
as at 31•1 August 1998 

Expected to Property and 
Rank Assets 

t 

12.000 Capital Less 

Dra,,·ings 

Other Assets 

Deficiency as per 

Deficiency Ne 

12,000 

Deficienc~· Account 

~ 

7.000 

48.000 

1,55,000 

Book 
Value 

t 

70.000 

5.000 

-

75,000 

1.55.00() 

1,55,000 

Expected 
to Produce 

t 

-

3.000 

9.000 

12,000 

t 

Excess ofpri,ate assets over private liabilities 63.000 Loss on realisation of assets: 
Investments 

Deficiency (as per Statement of Affairs) 9.000 Other Assets 

Gross Liabilities 
Liabilities 

(~ 

1.29,000 Unsecured creditors as 
Per list 'A' 

- Fully secured creditors 
as per list 'B ' 
Partly secured 
creditors as per 'C ' 

1.27,000 Bank Overdraft 
Less: Paid by X 

Less: Estimated value 
or security 

11.700 Preferential Creditors 
as per list 'D · 
Less: Per contra 

72,000 

Firm's Statement of Affairs 
as at 31•1 August I 998 

Expected Property and Assets 
to Rank 

(~ (~ 

Property as per list '£' 
1.29.000 Cash in hand 

Investments 
Stock-in-Trade 
Fixture and Fittings 
Pl ant and Machinery 

1,27,000 Surplus from X · s private 
48,000 estate 

79,000 Debtors as per list 'F' 
Good 

10.000 69.000 Doubtful 
Bad Debts 

Bills of exchange as per 

111.700 lis1 ·c · 
11.700 - Preferemial Creditors as 

per list 'D ' 
deducted 
- per Contra 

Deficiency ns per list H' 

1,98,000 

70.000 

2.000 

72,000 

Book Expected 
Value to Produce 

m (~ 

500 500 
10,000 2,500 
75,000 54.000 
45.000 27.500 

1.43,200 70.000 

- 4,000 

43.000 43 .000 
6,000 3.000 

10,000 -

2 ()d 500 

11 ,700 

1,92,800 
5,200 

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 tinn: 

Trial Balance of the Firm 

t t 

Plant and machinery 1,43,000 Trade Creditors 1,29,000 

Fixtures and Fitting 45,000 Pr.:fe rcntial Creditors 11,700 

Stock-in-trade 75,000 Bank 1,27,000 

Investments 10.000 C1pital: 

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-in-hand 500 

Drawings: 

X 40,000 

y 30,000 

Accumulated Losses (bal. fig.) 95,200 

S,07, 700 S,07,700 

Deficiency Account 

t ~ t 

Excess of assets over liabilities 2.40.000 Drawings 

Surplus from X · s estate 4.000 X 40,000 

X's life policy used for y 30.000 70.000 
,___ 

Bank Overdraft 48,000 Loss of Realisation of assets: 

Deficiency as per Statement of Affairs 5.200 Investments 7,500 

Stock-in-Trade 21.000 

fixture & Fittings 17.500 

Plant 73,000 

Debtors 13.000 1.:12 .000 
,___ 

1\ccurnulated Losses (as per T.8.) 95.200 

2,97,200 2,97,200 

Preparation of Statement of Affairs and Deficiency Account 

Example: The assets of Mr. Z on 30' 11 June 1990, as shown by his. books of accounts. 
were< 1,68,000 and his liabilities< l ,32,000. He filed an Insolvency petition in th e 
court and estimated his deficiency to be ~ 90.000. 
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After making the above estimate he found that the fol lo,, ing items ,,ere not passed 
through his books of account: 

(a) Interest at 6% p.a. on his capital from Is' January 1990 . 

(b) A contingent liability on 7,500 for bills discounted by him for ( 15,000. 

(c) Amount due as wages - ( 900; as salaries- ( 2, l 00; as Rent - ( 900; as Rates 
& Taxes-~ 600. 

Prepare Mr. Z's Statement of Affairs and his Deficiency Account. 

Solution: 

Cross Liabilities 
Lial>ilitirs 

{ 

* l..l 7.900 U11seu11 r d creditors as 

per list •- ~' 

F11lh- secured u editors 

as per list 'B ' 

Pauly secured creditors 

as per list 'C ' 

3.600 Prefere111iol ueditors as 

per list 'D' 

Deducted as per contra 

Workings 

Statement of Affairs of Mr. Z 

as at 301h June I 990 

Expected Property and Assets 
lo Rank 

{ { 

Properly os per list '£' 

IA0A00 S11nd1y Assers 

Book debts as per /1st 'F' 

{ 

Bills Receivob/e os per list 'C' 

Less.- Preferential u ed itors 

as per comra 

3.600 

3,600 Deficiency as per !i sl 'H' 
~ 

1,40,400 

Book Expected 
\'alue lo Produce 

{ { 

1.68.000 -12.000' 

- -

- -

42.000 

3.600 

38.400 

1,02,000 

1,40,400 

· U secured Creditors ·i· Estimated Realisable Value: 

Cross Expected to Rank 

{ { { 

Liabilities 1,32,000 1.32,000 Liabilities 1,32,000 

lJab. on Bills Discounted 15,000 7,500 Less. Estimated Deficienc)· 90,000 

)utstanding Rent 900 900 

1,47.900 1,40.400 42,000 

/\tote : Olltstanding rent has been included in unsecured creditors by the application of Provrnc,al Inso lvency Acl. 

Deficiency Account 

~ ~ 

Excess of asse ts over li aoiJiti es Loss on realisation of asse ts 

( l .68.000 - 1 . .32.000) 36,000 (1.68,000- 42 000) 1.26,000 

Delicienc, .is rer Stutern ent of A !lairs l ,02.000 Loss on Bills discounted 7.500 

Loss on account of unrecorded 

Liabilities: 

Wages 900 

Salaric, 2. 100 

Rent 900 

Rates & Taxe~ 600 4,500 

1,38,000 I ,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 s1 December I 999. Total 
credit is~ 62 ,000 including preferential creditors~ 1,000. Secured creditors holding a 
first charge on Building ~ 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 l.1.1995 with an initial Capital of~ 20,000. His 
drawings were~ 200 more than those of the previous year. His drawings were~ 1,800 
in the year l 999. 

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 preference. He gifted ~ 1,000 to his daughter on the occasion of her 
marriage on 9.12 . 1999. A discounted bill on 1,200 was dishonoured on 31.12. 1999. 

Solution: 

Gross LialJilities 
Liabilities 

~ 

37,200 Unsecured creditors 
as per list 'A ' 

15.000 Fully secured 
creditors as per list 
B ' 

Less: Estimated 
va lue of security 

S urplu s to creditors 
ha,ing second 
cha rges 

14.000 Partly secured 
creditors as per li st 
'C' 

Less: Estimated 
v;_ilu e of security 

1.000 Preferential 
crediwrs as per list 
D' 

Less: as per Contra 

Statement of Affairs of Mr. X 
as at 31 st December 1999 

Expected Property and Assets 
to Rank 

t 

Property as per list '£' 
37.200 Cash at Bank 

Stock 

15,000 
Machinery 

Debtors as per lis t 'F · 

25.000 Good 

Bad Debt s 

Bills of exchange as per 
10,000 list 'C' 

Less: Preferemial 
14.000 Credi1ors as per list 'D ' 

1.000 4,000 -per Contra 

Deficiency os per I i s l 

1,000 'H' 

1.000 : -

41.200 

Book Expected 
Value lo Produce 

~ t 

1,000 1,000 

6,000 4,000 

20,000 12,000 

16,000 16,000 

2,000 -

-
33,000 

1.000 

32,000 

9,200 

41 ,200 
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Deficiency Account 

~ 

Excess of assets over liabilities Loss 
on 1.1.1999 20.000 Bad Debts 
Net Profit (from 1.1.95 to Expenses other than usual 
31. 12.99) .:J.200 business expenses since 1.1.1999 
Deficiency as per Statement of Drawings 
Affairs 9.200 Gift to daughter 

Loss on realisation of assets: 
Building 
Machine£) 
Stock 

Loss on account of bills 
discounted 

33.--100 

Amount of Drawings to be calculated as under: 

1999 ~ 1,800; J 998 ~ 1,600: 1997 ~ I .400: 1996 ~ 1,200; 1995 ~ 1,000. 

Notes: 

I. Gift made to daughter amounting to~ 1,000 is treated as Drawings. 

~ 

5.200 

2.000 

7,000 
1.000 8,000 

7.000 
8.000 
2.000 

1.200 
:;3.--100 

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 3 I, 1990: 

Creditors for goods 

Salary due to clerk 

Taxes due to Government 

Bank loan secured by lien on stock of the book value on 35,000 

Cash in hand 

Furniture (expected to realise~ 3,500) 

Stock (expected to realise 60% ) 

Book debts (goods) 

Book debts (doubtful, expected to realise 4%) 

Bills Receivable(~ 5,250 bad) 

Bills discounted(~ 3,500 bad) 

Loan from Mrs . Bad 

52,500 

700 

2, 100 

17,5 00 

JOO 

7,000 

52,500 

7,000 

17,500 

8,750 

10,5 00 

17,500 

Mr. Bad commenced business s ix years ago with a capital of~ 43,750. He drew 
~ 8,750 each year for private purposes. hut did not maintain proper books of accounts. 
Mrs. Bad gave up her jeweller; \ d lued 31 ~ 7.000 to the receiver. 

Prepare the Statement of Affairs :ind Dcl'iciency Account of Mr. Bad. 



Solution: 

Statement of Affairs of Mr. X Bad 
as at 31 st March, 1990 

Gross Liabilities Expected Property and Assets Book 
Liabilities to Rank Value 

( ( ( 
Unsecured creditors Properly as per list '£ · 

80.500 as per list 'A '1 
73 ,500 Cash in hand 100 

17,500 Fully secured creditors Stock 
as per list 'B' 17.500 (52.500- 35,000) 17,500 
Estimated value of Furniture 7.000 
security (60% of Jewellery from wife -
35,000) 21.000 

--- Books debts as per list Surplus carriers to 
contra 3.500 'F' --- Good 7.000 

Nil 
Parliy secured Doubtful 17.500 
creditors as per -c Nil Bills recei1·able as per 
Preferential creditors list ·c. 

2,800 as per list 'D' Surplus from contra 
Salary & taxes 2.800 
Deducted as Less: Preferential 
per Contra 2.800 - Creditors 

---

Excess of assets over liabilities as 
on l 51 April 1994 

Net Profit arising from carrying on 
business from 1" April 1984 to the 
date of adjudication after meeting 
usu a I trade expense2 

Income or profit from other sources 
since 151 April 1984 (Jewellery from 
wife) 

Deficiency as per Statement of Affairs 

Workings: 

l. Cakulation of Unsecured Creditors 

as per contra 

Deficiency as per list 
'H' 

73 ,500 

Deficiency Account 

Bad Debts as per List T 
43,750 Expenses incurred since 1" Apri I 

1984 other than usual business 
expenses viz .. Household 
Expenses (8,750 x 6) 

I 1,300 Other Losses : 

7,000 

34.200 

96.250 

Loss on realisation of­
Furniture 
Stock ( 40% of 52.500) 
Bills Receivable 

Loss on Bills Discounted 

8.750 

3,500 
21 ,000 

5,250 -

Gross £xpt>cted to Rank 

Track Creditors 

Liabilities for Bills discounted 

Loan from IVlrs. Bad 

z 
52.500 

10.500 

17.500 
80.500 

z 
52.500 

3.500 

I i.500 

73.:500 

Expected 
to 

Produce 
( 

100 

10,500 
3.500 
7.000 

7.000 
7.000 

3.500 
3.500 

42.100 

2.800 

39.300 

34.200 

73.500 

( 

10,500 

52.500 

29.750 

3,500 
96,250 
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2. The follclll ing Trial Balance is to be prepared for the purpose : 

Trial Balance 

t t 
Cash 100 Creditors 52,500 
Furniture 7,000 Outstanding Salary 700 
Stock 52,500 Outstanding Ta"es 2,100 
Debtors (7,000 + 17,500) 24.500 Bank Loan 17.500 
Bill s Receivable 8,750 Loan from Mrs. Bad 17.500 
Drawings (8,750 x 6) 52.500 Capital 43.750 

Accumulated Profit (bat. jig.) 11 ,300 

1.45.350 l.-l5.350 

3. It has been assumed that ivlrs. 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 51 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 

freehold Prope1ty subject to a first mortgage thereon 
av ing been given to fully secured creditors and a 
econd charge to partly secured creditors 

Stock-in-trade 

I urniture 

Book Debts: 

Good 

Doubtful 

Bad 

Bills Receivable 

~ash in hand 

Liabilities 

Book value Estimated to 

Produce 

1,20,000 

57,000 

7,000 

61 ,000 

27,000 

17,000 

3,000 

1,000 

1,00,000 

39,000 

3,000 

61,000 

20,000 

1,000 

His liabilities amount to~ 3,50,000 of which ~ 74,000 was fully secured,~ 38,000 
partly secured; Liabilities for rent, wages etc. were~ 4.500 claimed to be preferential. 
There was also a contingent liability of bills under discount of~ 27,400 of which 
~ 2,000 was expected to rank. 

He has household furniture of the estimated value of~ 2,500, and life policies of the 
surrender value of~ 6.000. The two latter items were not in hi s books of accounts. 

/)ur o t· liabilities for rent etc.~ 2,000 was admitted as preferential. 

< )n I. I. i 992 his capital was~ 1.30.000. 



During the three intervening years, trading results. interest on capital and drawings 
were : 

Trading Results Drawings Interest on Capitals 

~ ~ ~ 

To 31 12.1992 4.000 (Profit) 8.000 6.000 

To 31 12. 1993 75,000 (Loss) 1(},000 6,500 

To 31 12. 1994 ? 15,000 1,500 

Out of drawings Mrs. Sarbasantas purchased ornaments for t 5,000 which she offers 
to Mr. Sarbasanta for paying loans. These are estimated to fetch t 6,000, t 30,000 loss 
in 1993 (included in~ 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 

~ ~ 

Freehold Property 1.20.000 Liabilities (already given) 3.50.000 

S1ock 57,000 

Furniture 7.000 

Debtors 1,05,000 

Bill s Receivable 3,000 

Cash 1,000 

Capital (overdrawn) (bat. jig.) 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: 

Total Liabilities (already given) 

Less : Fully secured creditors 

Partly secured creditors 

Pref<:renti<.11 (claimed) 

Add: Preferential claims disallowed but treated as unsecured 

(Bill s Recei\' ahle expected to rank} 

.-. Gross Liabilities 

Un secured Crcditl>rs 

1\dd : LiJbil ity for hitls discounted 

~ 

3,50,000 

74,000 

38.000 

4.500 1.16.500 

2.33 ,500 

2.500 

2.000 -1.500 

2.38.000 

2.38.000 

25.400 2 63.~00 
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Statement of Affairs of c\lr. Sarbasanla 
as at 31" December 1994 

Gross 
Liabilities 

hpE'<.'ted 
Property and Assets 

Liabilities to Rank 

t t t 
2,63.400 Unsecured Credi1ors as Properly as per /isl E · 

perlis1A· 2.38,000 Cash 
74.000 Fully secured credi1ors Stock-in-trade 

as per lis1 'B' 74,000 Furniture 
Less: Es1ima1ed value Debi ors as per /isl F · 

of security 1.00,000 
Good 

26,000 
Doublful 

Surplus 1ransferrcd to Bad 

panly secured crediwrs - 26.000 
Bills of exchange 

38,000 Panlv secured credi1ors 
OS per /isl ·c . 

Household Propeny 
as per Lisi ·c . 38.000 Furniture 
Less: Value of security 26 .000 12.000 Life 's Policies 

2.000 Preferen1ia/ credi1ors Wife's ornaments 
as per lis r D · 2.000 Less. Preferential 

Less: as Per contra 2.000 - Creditors 
-per contra 

Ddic,enc, as per list H" 

2,50,000 

Deficiency Account 

~ ~ 
Excess of assets over Loss: (1993 + 1994) 
liabilities (on 1.1.1992) 1,30.000 (45,000 + 97.000) 
N et pri vale assets: Drawings: 

Furniture 2.500 (8,000 + I 0,000 + 15,000) 
Wife's ornaments 6.000 Loss on Bills Discounted 
Life Policy 6.000 14,500 Loss on Realisation: 

Freehold Property 
Interest on Capital Stock-in-trade 
(6,000 + 6,500 + 1,500) 14,000 Furniture 
Profit ( 1992) 4,000 Debtors 
Deficiency as per Bill s Receivable 

Statement of Affairs 1.13,500 Speculation loss 

2,76.000 

Book Ex peeled 
value to Produce 

t t 

1.000 1.000 
57 ,000 39.000 

7.000 3,000 

61.000 61.000 
27,000 20,000 
17.000 -

3.000 -

2. 500 
6.000 
6.000 

1.3 8. 500 
2.000 

1.36.:-00 
1.13.500 

2.50.000 

~ ~ 

1.42.000 

33.000 
2.000 

20,000 
18,000 
4.000 

24 .000 
3,000 69,000 

30.000 

2.76,000 

Note: It has been assumed that the ornaments were purchased not out of' Stridhan'. 

Check Your Pro res 

Fill in the blanks: 

I. In case of ____ , no distinction is made between private assets and 
business assets and similarly for liabilities. 

2. The true financial position can be shown by preparing a sort of ____ _ 

3. Statement of affairs is prepared under the ____ in order to find out 
the amount of opening. or closing capital of the business. 

4. The excess of the assets over the liabilities as shown by the statement will 
represent the ____ of the firm . 

5. Balance will be surplus or deficiency which will be included m list 

6. ____ creditors are shown on the liabilities side without the amount 
being shown in the (Hiter column. 



9.6 LET US SUM UP 

• Insolvency is also an accounting term that refers to the scenario in which a 
company's liabilities exceed its assets. 

• Firm's assets must first be utilized to pay finn's liabilities and. if there is a 
surplus, a partner can utilize his share of the surplus to pay his private liabilities. 

• Statement of affairs is a statement of capital, liabilities and assets. Statement of 
affairs is prepared under the single entry system in order to find out the amount of 
opening or closing capital of the business. 

• To prepare statement of affairs is also important because by making statement of 
affairs we can know what amount of surplus or deficiency in balance. 

• When any company becomes bankrupt, at that time, deficiency account 1s 
prepared. This account shows the reasons of company's deficiency. 

9.7 LESSON END ACTIVITY 

Mr. P of Mumbai , finding himself unable to meet his creditors , has to prepare a 
Statement of Affairs for which the following pa11iculars are available : 

• Leasehold Property, t 1.00,000 estimated to realise,~ 90,000. 

• Plant and Machinery t 40,000 estimated to realise,~ 30,000. 

• Stock in Trade, t 20,000 estimated to realise,~ 14,000. 

• Book Debts, Good ~ 60,000; Doubtful ~ 5,000 estimated to realize 50%; Bad, . 
~ 14,000. 

• Bills in hand, t 3,750. 

• Life Policy for ~ 25 ,000 whose surrender value is~ 5,000 held by the insurance 
company against a loan oft 2,000. 

• Household Furniture, t 3,600; Household Debts,~ 2,900. 

• Bills Discounted, ~ 6.000; ~ 2,000 likely to be dishonoured. 

• Loan on mo11gage of Leasehold~ 50,000; Cash in hand,~ I 00. 

• Bank Overdraft secured by personal guarantee of P's brother and second mortgage 
on Leasehold, t 50,000 . 

• Unsecured Creditors, t 1,50,000. Loan from N, ~ 2,500 secured by a second 
charge on life pol icy. Ground Rent on Leasehold for three months accrued; t 250. 

• He could not pay his office clerks ' (two in number) salaries for six months, 
~ 1,500 and also rates and taxes amounting to~ 1,500. 

Prepare the Statement of Affairs. 

9.8 KEYWORDS 

Bankruptcy: Bankruptcy is a leg.al status of a person or other entity that cannot repay 
debts to creditors. 

Insolvency: Insolvency is when an organisation, or individual , can no longer meet its 
financial obligations with its lender or lenders as debts become du~. 

Partnerships: A pai1nersl,1ip is an ;irrang.ement in which two or more individua.ls share 
the profits and liabilities of a business venture. 
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Stateme11t 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. 

9.9 QUESTIONS FOR DISCUSSION 

l. 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 proforma. 

6. A filed his petition on 31 st March, 2012. and his Statement of Affairs was 
composed of the following figures: 

Creditors for goods 

Loan from Mrs. A 

Bills Payable 

Creditors secured by lien on shares 

Creditors secured by lien on stock 

Liability on Bills Discounted (estimated to rank~ 3,000) 

Mortgage on Mill 

Creditors payable in full 

Book Debts-Good 

-Doubtful and Bad (estimated to produce~ 2,000) 

Consignments considered good 

Shares (estimated to realise~ 16,000) 

Stock (estimated to realise~ 40,000) 

Cash at Bankers 

Bills of Exchange 

Mill (estimated to reallise < 61,000) 

Machinery (estimated to realise< 42 ,000) 

Fixtures ( estimated to realise< 1,500) 

Cottage (estimated to realise< 3,000) 

< 
70.000 

35.000 

15.000 

40,000 

15,000 

17,000 

60,000 

3,000 

20,000 

10,000 

5,000 

15,000 

60,000 

100 

11,400 

70,000 

45,000 

3,000 

6,800 

On 1st April six years ago, he had a capital of< 50,000. Profits were made totaling 
< 45 500 in the first four years and losses were incurred totaling Z h,000 111 the 
last two years after allowing< 2,500 per year interest on capital. Withdrawals 
amounted to< 77. 200. Prepare Statement of Affairs and Deficiency Account. 

7. Mohan of Agra cornrne11ced business on I st April, 2007 with capital of 
< 3.30.000. He dre\,\ on the average< 30.000 per year. His profits for 3 years were 
< 7(),000: he diJ not prepare proper accounts for the next two years. On 3 I[" 
Mnrch, 20112 an adjudication order was rnnde against him. He submits the 



following infonnation from which his Statement of Affairs and Deficiency 
Account are to be prepared: 

Sundry Creditors 

Mortgage on Freehold Property 

Creditors secured by Life Policy estimated to be worth Z 40,000 

Landlord-2 month's rent 

Clerk's salary for two months 

Municipal taxes owing 

Mrs. Mohan ·s Loan 

Bills Receivable discounted and expected to rank 

Freehold Property (estimated to realise Z 2,00,000) 

Plant and Machinery, cost~ 2,00,000 less depreciation written off 

Z 60,000, estimated to realise Z 20,000 

Second rno11gage on Freehold Prope11y · 

Book Debts, good~ 60,000, doubtful Z 20,000, estimated to realise 

Z 6,000, bad Z 5,000 

Fixtures and Fittings cost~ 8,000, estimated to realise 

Stock in Trade, cost Z 80,000 estimated to realise 

Cash in hand 

t 

2,00,000 

40,000 

1,20,000 

2,000 

12,000 

1,800 

20,000 

32,000 

4,00,000 

1,20,000 

3,500 

55,500 

800 

The loan by Mrs. Mohan is out of moneys given to her by Mohan about 5 years 
ago. 

8 . On 3 I st March, 2012 the Balance Sheet of A and B of Kolk a ta was as follows: 

Liabilities t Assets t 
Trade Creditors 20.900 Mac hinav 24,000 

Bills Payable 30.000 Building 12,000 

Bank 18.000 Stock 37,200 

Twelve months' rent 1.200 B ook Debts 24.000 

One month 's sa laries l .200 Cash 1,200 

Capiial: 

A 15,100 

B 12.000 27. IOU 

98.400 98,400 

A owed personally~ 10,000 and he had in addi1ion to the interest in the firm, a 
house which cost~ 6,000, furniture~ 2.400 and life policies on which he had paid 
premiums amounting to ~ 1,200. B owed ~ L880 privately. He had furniture 

··c'6sting·~-1,200 and a life policy on ,vhich ~ 3.600 had been paid as premium. The 
Bank held deeds of A' s property a nd hi s lifr policies. It became necessary to call 
the creditors together. 

The pa11nership assets were valued as fo:tlows: 

Machinery,~ 13 ,080: Bui'ldings, ~ 6,000: Book Debts. Good.~ 12,000, Doubtful , 
t 6,000 (estimated to realise 60%) and Bad.~ 6.000: Stock. ~ 20,000. 
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21-1 The firm had in its premises goods belonging to another firm and which ,,ere 
lying for a fairly long time. The book value of such goods \'I.as ~ 7.000: the 
Official Receiver estimated those at~ 4,000. 

A's property was considered to be worth~ 6,000, his life policies,~ 600 and his 
furniture, ~ 1,800. B's life policies were worth~ 1,800 and his furniture.~ 600. 

Prepare the various Statement of Affairs and Deficiency Accounts. 

Check Your Progress: Model Answer 

I. Individuals 

2. Balance sheet 

3. Single entry system 

4. Capital 

5. H 

6. Preferential 
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10.0 AlMS AND OBJECTIVES 

After studying this lesson. you should be c1ble to: 

• Make adjustments regarding profit sharing ratio 

• Prepare accounts for treatment or goodw i II 
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• Construct adjustments regarding the revaluation of assets & liabilities 

• Distinguish between the sacrificing ratio and the gaining ratio 

• 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 ofa 
new person as an owner of the business enterprise. According 10 the Partnership Act, 
1932, no new partner can be introduced into a firm without the consent of all the 
existing panners . On admission of a new partner, the pannership firm is reconstituted 
with a new agreement. 

10.2 ADMISSION OF A PARTNER 

An existing partnership firm may take up expansion/di\ ersification of the business. In 
that case it may need managerial help or additional capital. An option before the 
partnership firm is to admit pa11ner/partners, when a partner is admitted to the existing 
partnership firm: it is called admission of a partner. 

According to the Paitnership 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 I, 2009 they admitted Neha as a new panner with I/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: 

Adjustment in Profit sharing Ratio 

2. Calculation of Sacrificing Ratjo 

3 Valuation of Goodwill 

4. Revaluarion of Assets and Liabilities 

5 Ad,i ustment of Reserves and Other Accumulated Profits/ Losses 

6. Adjustment of Partner 's Capital 

10.3 ADJUSTMENT IN PROFIT SHARING RATIO 

When c.1 new pa11ner is admitted he/she acquires his/her share in profit from the 
' '\ I ting pc1rtncrs. As a result, the profit sharing ratio in the new firm is decided 
111utually bet ween the existing partners and the new p<1rtner. The incoming partner 
acqu ires hi .~/hcr share of future profits either incoming fro111 one or more existing 
partner. ·ri1e existing partners sacrifice a share of their profit in the favour of new 
part n r: hence the cc1lculation of new profit sharing ratio becomes necessary . 



10.4 CALCULATION OF SACRIFICING RA TIO 

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 follows: 

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 

ln 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 
pa1tner. Then. exi sting pa1tner's new ratio is calculated by dividing remaining share of 
the profit 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 = I 

New partner ' s share= 1/5 

Remaining share= I - 1/5 = 4/5 

Deepak's new share= 3/5 of 4/5 i.e ., 12/25 

Vive k ' 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 : I /5 = 12 : 8 : 5/25 = 12 : 8 : 5 

So Deepak Sacrificed= 3/5 - 12/25 = 15 - 12/25 = 3/25 

Yivek Sacrificed = 2/ 5 - 8/25 = 10 - 8/25 = 2/25 

Sacrificing 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 case. the new profit sharing ratio of the existing partners is to be ascertained 
after deducting the s<1crifice agreed from his share. It means the incoming partner has 
purchased some share o f profit in a pnrticular ratio from llll' e .'\i s ting paitners . 

~ 19 
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Example: Hem and Raj shared profits in the ratio of 5:3. Jolly ,,as 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, i.e.,= 1/5 of 5/8 = 1/8 

Raj surrenders 1/3 of his share, i.e ., = I /3 of 3/8 = 1/8 

So, sacrificing ratio of Hem and Raj is 1/8: 1/8 or equal. 

Hem 's new share = 5/8 - l /8 = 4/8 

and Raj's new share= 3/8 - l /8 = 2/8 

Jolly·s New share= 1/8 + 1/8 = 2/8 

New profit sharing ratio of Hem's. Raj's and lolly's is 

= 4/8 : 2/8 : 2/8 or 4 : 2 : 2 or 2 : I : I 

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 necessaiy to define Goodwill. 

10.5.1 Definition of GoodwiJJ 

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 di fficu It 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, he 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), "Good11 ill 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 effo11s 
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 
goodwill. 

A~ per Accounting Standard I 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 pa11ner 
does not bring necessary cash for goodwill, no goodwill account can be raised in the 
books. He/she should pay for goodwill in addition to his/her contribution for captral. 

Frum accounting point of view. there may be different situations related to treatment 
1. I' goodwill which are discussed here: 

• When the amountofguod\\ ill is paid privately by the new partner. 

• When the new panner brings his/her share of goodwill in cash. 

• When ,the new partner docs not bring his/her share of goodwill in cash. 



Example: Your finn earns say < 1200 and the normal profit was expected from your 
firm< 700. The rate of return is @ I 0%. In this case. goodwill is ascertained as under: 

Step 1: Excess profit == Actual profit- Desired nomial profit 

== 1200 - 700 == 500 

Step 2: Goodwill == 500 x I 00 ..;- I 0 

== < 5000 

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 it 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 it is necessitated. Following are the circumstances when it is 
necessary to value the amount of goodwill : 

1. On the admission of a new panner. 

2. On the retirement or death of a partner. 

3. On the dissolution of the firm. 

4 . On the sale of a business to a company. 

5. On the amalgamation, merger of a business. 

6. When there is a change in the profit sharing ratio. 

7. Where there is a change in the constitution of a firm. 

10.5.3 Factors Affecting Goodwill 

Following are the factors which affect goodwill: 

I. Location of Business: Jf the business is located at a central place then the amount 
of goodwill will be higher. 

2. Management of Business: lf 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, 
control its cost and save unnecessary wastages etc . 

3. Nature 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? If it is an old business 
then goodwill will be higher. 

5. Quality: If a firm is kn o wn 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 or material, patents, trademarks, etc ., emjoy higher value 
of goodwill. 

8. Other Factor.,;: Such as (a) competition in business. (b) Government Policy, 
(c) Monopoly, (d) Voh,mc 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 finn: 

I. Average profit method 

2. Super profit method 

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 ·years· purchase of the 
average profits of the past few years. It is based on the assumption that a new business 
,, i 11 not be ab le to earn any profits during the first fe,\ years of its operations. Hence, 
the person who purchases a runn ing business must pay in the fonn of goodwill a sum 
which is equal to the profits he is likely to rece ive for the first fe,\ years. The goodwill 
is calculated as follows : 

Value of goodwill= Average profit x N umber of year of purchase 

For example, the average profits of a finn 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 
< 5,00,000; year 2000 < 4,45,000; year 200 l < 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 

(~) 

1999 5,00,000 

2000 4,45,000 

200 i 4,50,000 

2002 3,98,000 

2003 4,00,000 

Total 21,93,000 

Average Profit = Total profit/No. of years 

= < 21,93 ,000/5 

= < 4.38.600 



Goodwill = Average Profit x No. of years Purchased 

= Z4,38,600 x 4 

= Zl7,54,400 

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: 

I. Calculate the average profit, 

2. Calculate the nonnal profit on the capital employed on the basis of the nonnal rate 
of return. 

· 3. Calculate the super profits by deducting normal profit from the average profits, 
and 

4. Calculate goodwill by multiplying the super profits by the given number of years' 
purchase. 

Normal profit= Capital employed x Normal rate of return/I 00 

Super Profit= Actual Profit - Normal Profit 

Example: A firm earns profit of Z 65,000 on a capital of Z 4,80,000 and the normal 
rate of return in similar business is 10%. Then the normal profit is Z 48,000 [10% of 
the Z 4,80,000]. The actual profit is~ 65,000. 

Solution: 

Super profit= Actual profit- Normal profit 

= Z 65,000 - Z 48,000 

=Z 17,000 

If value of goodwil I is calculated by 3 years ' purchase of super profit then goodwill is 
equal to: 

= Z 17,000 X 3 = 51 ,000 

Example: The profits by a business for the last five years were: 1997 - ~ 40,000; 
1998 - Z 50,000; 1999 - Z 55,000; 2000 - Z 70,000 and 200 I - Z 85,000. The books of 
business showed that the capital employed on December 31, 200 i, is Z 5,00,000. You 
are required to find out the value of goodwi ll based on 3 years purchase of the super 
profits of the business, given that the normal rate of return is I 0%. 

Solution: 

Normal profit = Capital employed x Normal rate of return/ I 00 

= ~ 5,00,000 x I 0/100 

Total profit 

= Z 50,000 

= ~ 40.000 + Z 50,000 + Z 55,000 + Z 70,000 + Z 85,000 

= ~ 3.00.000 

Average profit = Z 3.00.000/5 

= ~ 60,000 

Aom,ssion of a Panner 
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Super Profit 

Goodwill 

= Actual Profit - Nonna I Profit 

= ~ 60,000 - ~ 50,000 

= ~ 10,000 

=~ 10,000 X 3 

= ~ 30,000 

Distinction between Actua I/ Average Profits and Super Profits: 

Point of Difference Actual /Average Profit Super Profit 

Meaning It is based on No. of yrs. Profit/Losses. Super Prol1t s urc: 10 c.\Cess of 
Nonnal Protit. 

Method of Profits/Losses of No. of Yrs. ~ No. of Super Profit = ,-\ \ ·c:rug~ Profits -
Calculation Yrs. Nonna! Profits. 

Use of Norma l It IS not considered \lhik calculating II can be cakubll-:d Ulll) if nonnal 
Pro ills A \·eragc: Pro li1s. profi1s arc k110" 11. 

l:sed as a tool 1\c1 ua I ·,. \\,·rage Profits are used as a II is used J S J ,,,,ii (pr l' ;tlrnla1i11g 
1001 1·or calculating good\\·ill in all the super proti1 s J llU cJ pitJ li za1 io11 of 
metlwd~ of calcula1ing good\\·ill. super prntit~ n1c1ilmb n1· calculating 

good\\ ill. 

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 : 

(i) Computation of average profit 

Average Profits x 100/Normal Rate of Return 

(ii) Computation of capital employed 

Capital Employed= Total Assets (excluding goodwill)- Outside Liabilities 

(iii)Computation of goodwill 

Goodwill = Capitalised value of profits- Capital empioyed 

Example: A business has earned aiverage profits of~ 40,000 during the last few 
years and the normal rate of return in a similar type of business is I 0%. Ascertain 
the value of goodwill, by capitalization method, given that the value of net assets 
of the business is~ 3, 10,000. 

Solution: 

Capital Employed = ~ 3, 10,000 

Capitalised value of average profit= Average profit x JOO/Normal rate of profit 

= ~ 40,000 x l00/ 10 

= ~ 4,00,000 

Goodwill = Capitalised value- Capital employed 

= ~ 4.00.000 - ~ 3, I 0,000 

= ~ 90.000 



(b) Capitalisation of Super Profit: In this method, the value of Q.oodwill is calculated 
on the basis of super profit method. Following fonnula 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 nonnal rate of earning profit is 15%. Calculate 
the value of goodwill with the help of capitalisation of super profit method . 

Solution: 

Actual profit = < 25 ,000 

Normal profit = < 2,20,000 x I 0/ I 00 = ~ 22,000 

Super Profit = Actual Profit - Nomial Profit 

= < 25 ,000 - < 22,000 

= < 3,000 

Goodwi 11 = Super profit x I 00/Normal rate of profit 

= { 3.000 X 100/1 5 

= < 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 of2:l and their capitals are< 15,000 and< 7,500. They admit Mohan for I/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 = < J0,000 X 4/J 

= < 40,000 

Whereas total capital of the firm is< 32,500 (i .e.,< 15,000 + < 7,500 + < 10,000), 

Thus the infen·ed / implied Goodwill is = < 40,000-< 32,500 = < 7,500. 

So that the total capital of the finn becomes < 40,000 because of Mohan who brings 
< I 0,000 as his capital for I /4 shares in the profits. 

Annuity Method o_f"Super Profit 

Under this method , normal rate of return and tota;t no. of years are given . Then based 
on this information, annuity is calculated. If annuity is given, then it is multiplied by 
super profit resulting in the value of Goodwill. 

Annuity or a = 
r 

100 

Example: Calcula1e till' \aluc of Goodwill on the bas is of termina l annuity for 3. year's 
purchase of super profits. Average profit is< 13.200 and average capital employed 
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~ 80,000. Normal rate of return is l 0%. The present\ alue of annuity of< l for 3 years 
is 2.48685. 

Solution: 

Average Profit 

Nonnal Profit 

~ 

13,200 

8,000 

(Capital employed x Rate of return) (80,000 x I 0%) 

Super Profit 5,200 

Hence, Value of goodwill= Super profit x Present value of annuity 

=~ 5,200 X 2.48685 =~ J293J.62 

10.5.5 Goodwill (Premium) Paid Privately 

If the goodwill premium is paid privately b~ 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 goodwi 11, 
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) pa11ners 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? lf yes, whether the cash is withdrawn or 
retained in the business? This is also known as Premium Method of Goodwill. 

( c) Whether Goodwill account is to be opened in the books of the firm? This is also 
known as Memorandum Method of Goodwi 11. 

( 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 pa11ner 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. lf there 
is any goodwill account in the balance sheet of existing partner, it will be written off 
immediately in existing ratio among the pa11ners. The journal entries are as follows: 

I. For bringing premium (share of goodwi 11) 

Cash/Bank Ne Dr 

To Goodwill Ale 

http:12931.62


') For transferring goodwill to the capital accounts of the old partners in their 
sacrificing ratio. 

Goodwill A/c Dr 

To Sacrificing Partner ' s Capital Ale (Individually) 

However, instead of these two entries one can record only one entry given below: 

Cash/Bank Ale Dr 

To Sacrificing Partner's Capital Ale (Individually) 

Example: Tanaya and Sumit are pa11ners in a firm sharing profit in the ratio 5 . 3. 
They admitted Gauri as a new partner for J /5' 11 share in the profit. Gauri brings 
~ 20,000 for her share of goodwill. Make journa I entries in the books of the firm after 
the admission of Gauri . The new profit sharing ratio will be 3: I : I. 

Solution: 

Books ofTanaya, Sumit and Gauri 

Date Pa rt icu la rs 

Bank Ale Dr. 

To Good\,ill Ale 

(Cash brought by Gauri for her share or goodwi 11) 

Goodwill Ne 

To Tanaya·s Ne 

To Sumit' s Ne 

(Goodwill brought by Gauri transferred 
capital accounts of Tanaya and Surnit 
sacrificing ratio) 

Tanaya's old share= 5/8 

T anaya '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 

Sumit's sacrificing ratio= 3/8 - J/5 

Sacrificing ratio will be 1 : 7 

Dr. 

10 the 
in their 

L.F. Dt'bit 
.-\mount(~ 

20.000 

20.000 

10.5.8 When the New Partner does not Bring His/Her Share of 
Goodwill in Notes Cash 

Crt'dit 
Amount (t) 

20.000 

2.500 

17,500 

Sometimes the new pat1ner is not able to bring goodwil'I in cash. In this case, the 
amount of goodwill existing in the books is written off by debiting the capital account 
of existing pa11ners in their existing profit sharing ratio. 

Example: A and Bare partners sharing profit in the ratio of 2 : 3. They agree to admit 
C for I /5 share in future profit. C brings ~ 2,50,000 as capital and enable to bring her 
share of goodwi 11 in cash, the goodwi 11 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 
necessaiy journal entries in the books of the firm. 
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Solutio11: 

Books of A, Band C 

Date Particulars L.F. Debit Credit 
Amount(~) Amount(~ 

Bank A /c Dr. 2.50.000 

To C s capital Ale 2.50.000 

(Cash brou ght by C for her capital) 

A 's capital Ne Dr. 32.000 

B's capital A le Dr. .J 8.000 

To Goodwill Ale 80,000 

(G oodwi 11 "ritten ofl) 

Cs c:npi ta l A/c Dr. >6.000 

T o /\ ·s capital ~vc 1.J . .J00 

T L, B" ~ ccJrital ."l. 'c 21.600 

(The ac count , of.-\ and B are cn:di1ed for good,, ill 
on C s udmi ssi on in their sacrificing ratio) 

Working Note: 

A and B sacrifice their profit in favour of C in their existing protit sharing ratio i.e ., 
2 : 3. 

Therefore, the sacrificing ratio is 2: 3. 

Value of Goodwill= t 1,80,000 

C's share in Profit= 1/5 

C's share of Goodwill=~ 1,80,000 x 1/5 = t 36,000 

10.6 REVALUATION OF ASSETS AND LIABILITIES 

Whenever a ne\.v pa11ner is admitted, the second impo11ant problem with which the 
firm has to pass is the revaluation of assets and liabilities. Re\ aluation 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 admiss ion 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) pa11ners 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 
transferred to capital accounts of the old partners. 

At the time of admission of a new pa11ner, it is always des irable to ascertain whether 
the assets of the firm are shown in books at their current values. In case the assets are 
overstated or understated, these are revalued . Similarly , a reassessment of the 
liabilities is al so done so that these are brought in the books at their correct values . At 
tir es, there may be some unrecorded assets with the business. these are also recorded 
.ind similarly if there is any unrecorded liability which the firm has to pay, the same is 
also recorded . r or revaluation of assets and recording of unrcc ortkd assets and for the 
reassessment o f liabilities and recording of unrecorded liabilities the firm prepares an 
account in its book called Revaluation Account. Any gain or loss on revaluation of 
a sets and rea ssessment of liabilities is transferred to the cap it:.i l :.i ccounts of the old 



partners in their old profit sharing ratio. The revaluation account is credited ,,ith 
increase in the ,alue of assets and decrease in the value of liabilities because it is a 
gain. Similarly. decrease of assets and increase in the value of liabilities 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 . 

(i) For increase in the value of Assets 

Asset Ale Dr. 

To Revaluation Ale 

(Increase in the value of Assets) 

(ii) For decrea se in the value of Asset 

Re, aluation Ne Dr. 

To Asset Ale 

(Decrease in the value of Assets) 

(iii) For increase in the value of Liabilities 

Revaluation Ne Dr. 

To Liabilities Ne 

(Increase in the value of Liabilities) 

(iv) For decrease in the value of Liabilities 

Liabilities Ale Dr. 

To Revaluation Ale 

(Decrease in the value of Liabilities) 

(v) For unrecorded Assets 

Asset A le [ unrecorded) Dr. 

To Revaluation Ale 

(Unrecorded asset recorded at actual value) 

(vi) For unrecorded Liability 

Revaluation Ale Dr. 

To Liability Ale [unrecorded] 

(Unrecorded Liability recorded at actual value) 

(vii) For transfe1· o f gain on revaluation 

Revaluation Ale Dr. 

To Existing Partner's CapitaVCurrent Ale 

(Profit on revnluation transferred to capital account in existing ratio) 
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(viii)For transfer of loss on rernluation 

Existing Partner's Capital/Current Ale Dr. 

To Revaluation A/c 

(Loss on revaluation transferred to capital account in existing ratio) 

Note: 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 Ale 

Dr. 

Particulars 

Assets 

[Decrease in value) 

Liabilities 

pncrc"'.ase in \aluej 

Liabilities l Unrecorded) 

Profit transferred to 

Capital Ale 

[Individual!) in existing ratio) 

Revaluation Ale Cr. 

Amount (t) Particulars Amount (t) 

Assets 

I Increase in value] 

Liabilities 

[Decrease in ,·aluc] 

.-\~~.::t s [ L: nrc:rnrded] 

Loss transkrrc:d to 

Capital .'\/c 

[Indiv idually in existing ratio] 

Example: Given below is the Balance Sheet of A and B, who are carrying on 
partnership business as on March 3 l , 2003. A and B share profits in the ratio of 2 : I 
Balance Sheet of A and Bas at March 3 I. 2003 . 

Liabilities 

Bills Payable 

Sundry creditors 

Outstanding expenses 

Capital Accounts: 

A 1.80,000 

B 1,50,000 

Balance Sheet of A and B 
as at March 31, 2003 

Amount 

~ 
10,000 Cash in Hand 

58.000 Cash at Bank 

2.00() Sundry Debtors 

Stock on Hand 

Assets 

Plant and.Machinery 

3,30.000 Building 

4,00,000 

Amount 

(t') 

10,000 

40,000 

60.000 

40 ,000 

1.00,000 

1,50,000 

4,00,000 

C is admined as a partner on the date of the balance sheet on the following terms: 

J. C will bring in~ 1,00,000 as his capital and~ 60,000 as his share of goodwill for 
]/4th share in profits. 

2. Plant is to be appreciated to ~ 1,20.000 and the value of buildings 1s to be 
appreciated by I 0%. 

3. Stock is found overvalued by~ 4 ,000. 

4. A provision for bad and doubtfu t debts is to be created at 5% of debtors. 

5. Creditors were unrecorded to the extent of~ 1.000. 

Record the necessary journal entries and prepare the revaluation account. 



Solution: 

Date 

Books of A, B and C 
Journal 

Particulars L.F. Debit 
Amountro 

Cash N e Dr. 1,60.000 

To Cs capital N e 

To Goodwill N e 

(Cash brought by C for capital an d 2.ood\\ ill) 

Goodwill N e Dr. 60,000 

To A· s capital N e 

To B·s capital N e 

(Goofoill brought by C t r,ms f.: rred to the capital 
accounts of A and Bin the ir sacri licin !! ratio) 

Revaluation Ne Dr. 7.000 

To Stock 

To provision for bad and doubtful debts 

(Stock depreciated and provi s ion for bad and doubtful 
debts created on sundrv debtors) 

Revaluation Ne Dr. 1,000 

To Creditors Ale 

(Increase in the value of credito rs) 

Plant and Machinery Ne Dr. 20.000 

Buildings Ne Dr. 15.000 

To Revaluation Ale 

(Increase in the value of asset s on revaluati on) 

Revaluation Ne Dr. 27.000 

To A's Capital N e 

To B's Capital Ne 

(Transfer of gain on revaluation to old partners' capital 
accounts) 

Revaluation Account 

Particulars Amount Particular 
(~) 

To Stock on hand 4,000 By Plant and Machinery 
To Provision for 13ad and By Buifding 
Doubt fu I Debts 3.000 
To Creditors l, 000 
To Pro lits on rn aluation 
transferred to capitals of -
A 18,000 
B 9.000 :n.ooo 

35,000 

Credit 
Amount(~) 

1,00.000 

60.000 

--10.000 

20 .001) 

--1.1 )( )f) 

3. UOO 

1.000 

35 ,000 

18.000 

9. 000 

Amount 
(~) 

20.000 
l 5.000 

35,000 
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Financial Accounting 
Example (Preparation of balance sheet ofreco11sti1111ed firm): 

Himani and Harsha are partners in a firm. Their Balance Sheet on March 3 I, 2006 was 
as follows: 

Liabilities 

Pro,·ision for Doubtful 

Debts 

Creditors 

Bills Payable 

Outstanding E:'l:penses 

Capital: 

Himani I. 70.000 

I· I arsha 1.20.000 

Balance Sheet of Himani and Harsha 
as on March 31, 2006 

Amount Assets 

rn 
Cash 

3.000 Sundry Debtors 

36,000 Stock 

15.000 Machinery 

2.000 Building 

Goodwill 

2.90.000 

3,-16,000 

On April I , 2006 they admitted Charu as a Partner on the following terms: 

Amount 

rn 
20,000 

90.000 

45,000 

41.000 

I. I 0.000 

40.000 

3,46,000 

I. 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; ~ 30,000; ~ 30,000; ~ 40,000 
respectively. 

3. New Profit sharing ratio between Himani's, Harsha's and Charu are 3 : 2: 1. 

4. Outstanding Expenses to be brought down to< 500. 

5. The provision for doubtful debts is to be increased up to 5% on Debtors. 

6. Machinery is depreciated by 10% and Stock is valued at~ 47,000. 

Prepare Revaluation Account, Partners Capital account and opening Balance sheet of 
the new firm . 

Solution: 

Revaluation Account 

Dr. Cr. 

Particulars Amount Par·ticulars Amount 

rn (~ 

To Prnvision for Doubtful Debts 1,500 By Outstanding r. :xpcnsc·s 1,500 

To Machinery 4,100 B: Stock 2,000 

By Loss on rnalu .i tion tr;inskrred to 

Himani's Capital i\/ c 1050 

Harsha's Capital 1\ 1-: 1.050 2, 100 

5.600 5.600 



Capital Account 

Dr. 

Particulars Himani Harsha Cbaru Particulars Himani 
m m ~ m 

By 
To Goodwill Ale 20,000 20,000 - Balance bid 1,70,000 

To Revaluation A/c By Charu ·s 
(loss) 1,050 1.050 - Capital Ale -

By Bank A/c -
To Harsha · s Capital - - 10,000 

To Balance c/d 1,48,950 J.08,950 80.000 

1,70,000 1,30,000 90,000 1,70,000 

Balance Sheet of Himani, Harsha and Charu 
as on March 31 , 2007 

Liabilities Amountm Assets 

Pro,·is ion for Doubtful Debts 4500 Cash 

Credit ors 36000 Bank 

Bill s Payabk 15000 Sundry D.:btors 

Ou tstanding Expenses 500 Stock 

Capi ta l: Mach inery 

Himani 1.48.950 Building 

Cr. 

Harsha Charu 
(~ m 

1,20,000 -

10.000 -

- 90.000 

1,30,000 90,000 

Amount(~) 

20000 

90000 

90000 

47000 

36,900 

I !0000 

Harsha 1,08,950 Charu 's Current Account 10000 

Chant 90,000 3,37,900 

4,03,900 

Working Note: 

(i) Valuation of Goodwill : 

Total Profit= Z 20,000 + Z 30,000 + ~ 30,000 + ~ 40,000 

Average Profit = Z 1,20,00014 

= Z 30,000 

Goodwill=~ 30,000- x 2 = Z 60,000 

Charu ·s Share of Goodwill= Z 60,000 x 116 = ~ I 0,000 

(ii) Computation of sacrificing ratio: 

Sacrificing Ratio= Existing Ratio - New Ratio 

Him ani's= 1/2 -316=0 

Harsha' s= l/2-216= 116 

Memorandum Revaluation Ale 

4,03,900 

At th e time of admission of a pa11ner after revaluation of assets and liabilities. if alt the 
partners do not want to show the revised value of assets and liabilities in their new 
balance sheet, then under such circumstances the revaluati on Alc is reopened, which is 
known <.1s Memorandum revaluation Ale. ln such case, all entries passed through 
reva luati on ac count are reversed. For example, if revaluation Ale was debited and 
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plant Ale was credited earlier 110\\ tile plant Ale would be debited and revaluation A le 
would be credited. Subsequent I~. a new revaluation Ale comes into existence which is 
known as Memorandum Revaluation Ale. The memorandum revaluation A le is closed 
by transferring the balance to all the partners including new one in new profit sharing 
ratio . 

The given below is the pro form a of Memorandum Revaluation Ale: 

Pro Forma of Memorandum Revaluation Account 

Decrease in Assets Increase in Assets 

Increase in Liabilities Dem:use in Liabilities 

Unrecorded Liabilities Unrecorded Assets 

Outstanding Expenses Accrued Incomes 

Profit : A ·s Capital A.Jc Loss : A· s Capital Ale 

B's Capital Ne XXX B·s Capital Ne XXX 
Decrease in Assets lncr.:ase in Assets 

Increase in Liabilities Decrease in Liabilities 

Unrecorded Liabilities Unrecorded Assets 

Outstanding Expenses Accrued Incomes 

Profit : A ·s Capital Ne Loss: A·s Capital Ne 

. B's Capital N e B's Capital N e 

C's Capital N e C's Capital Ne 

Example: A and Bare pa1tners in a firm sharing profits in the ratio 2 : I. C is admitted 
into the firm with 114th share in profits. He will bring in < 30,000 as capital and 
capitals of A and Bare to be adjusted in the profit sharing ratio . The Balance sheet of 
A and Bas on March 31, 2002 (before C's admission) was as under: 

Liabilities 

Creditors 

Bills Payable 

General Reserve 

Capital : A 50,000 

B 32.000 
--

Balance Sheet of A and B 
as on March 31, 2002 

Amount Assets 
(~) 

8.000 · Cash in hand 

4.000 Cash at bank 

6.000 Sundry debtors 

Stock on Hand 

82.000 Furniture 

Machinery 

Building 

1,00,000 

Uther terms of agreement are as under: 

(i) C will bring in< 12,000 as his share of goodwill. 

(ii) Building was valued at< 45,000 and Machinery at< 23 ,000. 

ziii)A provision for bad debts is to be created @ 6% on debtors. 

Amount 
(~) 

2.000 

10,000 

8.000 

10.000 

5.000 

25,000 

-Hl.000 

1,00,000 

The pa11ners decide to keep the Yalue of the assets and liabilities the same and hence 
rhe ir book values will not change due to the above adjustments. Show the necessary 
ledger accounts and prepare the balance sheet after C's admission. 



Solution: 

Memorandum Revaluation Ale 

Particulars Amount Particulars Amount 
~ (~ 

To Machinery(< 25.000 - < 23.000) 2.000 By Building(< -t5.000- < 40,000) 5.000 
To Provision for bad and doubtful 480 
debts (6% oft 8,000) 

To Profit on revaluation Ale 

A l,680 

B 840 2,520 

5,000 

To Machinery 2,000 By Building 

To Provision for bad and doubtful 

debts 480 

To Panners Capital Ale - Loss on 

Revaluation 

A- 2/4 of< 2520=t 1260 

8- 1/4 oft 2520 = < 630 

C- 11'1 oft 2520 = t 630 2.520 --
5,000 

Partner's Capital Ale 

Particulars A~ B~ C(~ Particulars A(~ 

To Revaluation By Balance bid 50.000 

Ale - loss 1.260 630 630 By Cash Ale -

To Balance c/d 62,420 38,210 29,370 By Premium 8,000 

By Profit on 
revaluation 1,680 

By General 
reserve 4,000 

63,680 38,840 30,000 63,680 

Balance Sheet of A, Band C as at March 31, 2002 
(After Admission) 

Liabilities Amount(() Assets 

Creditors 8,000 Building 

Bills Payable 4.000 Machinery 

Capital: Furniture 

A 62,420 Stock in Hand 

B 38.210 Sundry Debtors 

C 29.370 1.30.000 Cash at Bank 

(< 10.000 + no.ooo + < 12.000) 

Cash in Hand 

1,42,000 

Working Note: 

I. Computation of New Profit Sharing Ratio 

C s share of profit = 1/4 

5.000 

5.000 

5,000 

B(~') C(~ 

32.000 -

- 30.000 

4,000 -

840 -

2,000 -

38,840 30,000 

Amount(~ 

40,000 

25.000 

5.000 

10.000 

8.000 

52.000 

2.000 

1,42,000 
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Remaining share= 31--1 

A · s nev, share= 213 of 3/4 = 112 

B's new share= 113 of 314 = ll4 

Thus new profit sharing ratio of A, 8 and C 

= 2: I : I 

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 pa11ner is credited in the existing pa11ner·s capital account in 
existing profit sharing ratio. If there is any lo ss. the same will be debited to the 
existing pa11ner in the existing ratio . 

For thi s purpose. the following journal entries are made as: 

I. For Reserves 

Reserves Ale Dr. 

To Old Panner's Capital Ale 

. (Reserves credited) 

2. For Accumulated Profits 

Profit and Loss Ale Dr. 

To Old Partner's Capital Ale 

(Profit distributed among old partners) 

3. For Accumulated Losses, if any 

Old Pa1tner's Capital Ale Dr. 

To Profit & Loss Ale 

(Losses debited to old partners' capital Ale) 

Example: Jain and Gupta were partners in a firm sharing profits and losses in the ratio 
of 4:3. The following is the Bal:ance Sheet of the firm as on 31 st December, 2006. 

· Balance Sheet of Jain and Gupta 
as on 31" December, 2006 

Liabilities t Assets t 

Sundry Creditors 20.000 Ca, h 14.800 

Bills Payable 3.000 Debtors 20,500 

Bank Overdraft 17,000 l-) Provi si on 300 20.200 

Capital : Swck 20.000 

.lain 70,000 l'lunt 40.UOO 

Gupta 60.000 I .30.000 Building 75.000 

1,70.000 J,70,000 



Tiley agreed to admit Misra as partner\,\ ith effect from l" January 2007 with 1/4 share 
in profits on the following tenns: 

(a) Misra will bring in capital to the extent of I/4th of the total capital of the new firm 
after all adjustments have been made. 

(b) Buildings are to be appreciated by t 14,000 and Plant to be depreciated by t 7,000. 

(c) The provision on debtors to be raised to~ 1,000. 

(d) Goodwill of the finn has been valued at~ 21,000. 

Prepare the Revaluation Account, Partner's Capita I Accounts and Ba lance Sheet of the 
firm immediately after Misra's admission. 

Revaluation Account 

Particulars ~ Particulars 

To Plant 7.000 By Buildings 

1 o Provision on Debtors ( I 000 - 300) 700 

TP l' rofit on ReYaluation 6.300 

14,000 

Partners' Capital Accounts 

Particulars Jain Gupta Misra Particulars 

~ (~ ~ 

To Balance c/d 85-600 71.700 52,433 By Balance bi d 

By Revaluation ale (Profit) 

By Goodwill 

By Cash a/en> 

85,600 71,700 52,433 

Working Notes: 

I. Calculation of Misra's share of capital 

Capital's of Jain and Gupta 

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 

= 2,09,73-2 x l/4 

Jain 

(~ 

70.000 

.3.600 

12,000 

-
85,600 

~ 

14.000 

14,000 

Gupta Misra 

(~ (~ 

60.000 -

2.700 -

9,000 -

- 52.433 

71,700 52,433 

~ 85 ,600 

+ ~ 7l,700 

1,57,300 

= ~ 2,09,732 

= ~ 52,433 
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Liabilities 

Sundry Creditors 

Bills Payable 

Bank Overdraft 

Capital: 

Jain 

Gupta 

Misra 

Particulars 

To Balance bid 

To Misra Capital A le 

Balance Sheet of Jain, Gupta and Misra 
(as on I st January, 2007) 

t Assets 

20.000 Cash (2) 

3.000 Debtors 

17.000 (-) Provision 

Stock 

85.600 Plant 

71.700 (-) Dep. 

52.-133 2.09,733 Building 

( +) Appreciation 

Goodwill 

Z,49,733 

Cash Account 

t Particulars 

1-1 .800 By Balance c/d (2) 

52.433 

67,233 

t 

67,233 

20.500 

1.000 19.500 

20.000 

40,000 

7.000 33,000 

75.000 

14.000 89,000 

21.000 

2,49,733 

t 

67.233 

67,233 

Example: Balance Sheet of A, Band C sharing profits and losses in the ratio of 3:2: I 
is given below: 

Liabilities f Assets f 

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: Pro, ision for Doubtfu I 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. 

(i) New profit sharing ratio between A, B, C and D will be 3:3:2 :2. 

(i i) 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 . 

( iii) D brings~ 1,5 0,000 as his share of capital. 

(iv) Contingency reserve is not required any more. 

(v) 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~ 3,67,000. 

Prepare Revaluation A le, Capit;il A/c·s of A, B, C and D, and the Balance Sheet of the 
firm after D's adrn ission . Also show the calculations regarding goodwi 11. 



So/11tio11: 

Revaluation Account 

Dr. 

Particulars ~ Particulars 

To Provision for doubt f u I d~bts 7,000 By Building 

To Machinery 30.000 

To Profit T/fto: 

A's Cap.Ale 15,000 

B's Cap. Ale 10.000 

Cs Cap. Ale 5.000 30.000 

67,000 

A's Account 

Dr. 

Particulars ~ Particulars 

To Balance c/d 5.35.000 By Balance h,'d 

By Revaluation 1\ i c 

By Resave 

By D's Capital Ale 

By Cs Capital Ale 

5,35,000 

B's Account 

Dr. 

Pa rlicu la rs ~ Particulars 

To Balance cld 4,60,000 By Balance bid 

By Revaluation Ale 

By Reserve 

By D's Capital Ale 

1 By Cs Capital Alc 

4,60,000 

C's Account 

Dr. 

Particulars t 'Particulars 

To A's Capital Nc 8,571 By Balance bid 

To B's Capiwl Ale 1.429 , By Revaluati on Ale 

To 8alance c/d 2, 15,000 By Res.erw 

2,25,000 . 

Cr. 

~ 

67,000 

67,000 

Cr. 

~ 

-l .00.000 

15.000 

60.000 

5 I .'-129 

8.571 

5,35,000 

Cr. 

~ 

4,00,000 

10,000 

40,000 

8.57] 

1.429 

4,60,000 

Cr. 

t 

2.00.000 

5.000 

20,000 

2,25,000 
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D's Account 

Dr. Cr. 

Particulars ~ Particulars ~ 

To ks Capital Ale 51 .429 By Bank Ale 

To B's Capital Ne 8,571 ( 1.50.000 + 60,000) 2, 10.000 

To Balance c/d 1.50.000 

2,10,000 2,10,000 

Balance Sheet 
as on .. . ... . ..... . ....... . 

Dr. Cr. 

Liabilities ~ Assets t 

Trade Credit0rs 1.80.000 Rank 2.50.000 

A"s Capital Ale 5.35.000 Dct->11,rs 2.00.000 

s·s Capital.-\. C -l.60.0()0 l. c: ,,: l>rn,·is ion 10.000 I. 90.00() 

C s Capital Ac ~. 15.0()1) Stock 2.0J.0()1) 

o·s Capital A/c 1.50.000 Furniture 30.000 

Machinery 5,00 .000 

Building 3.67.0U0 

15,40,000 15,40,000 

Working Notes 

(i) Value of goodwill being D's share= 2/10 x ~ 3,00,000 = ~ 60,000 

A and B both are sacrificing in the ratio 6: I whereas C is gaining 1/30. thus, C is 
required to bring~ 10,000 as goodwill being 1/30 of~ 3,00,000 to be shared by A 
and B in the ratio of 6: l i.e.,~ 8,571 and ~ 1,429. 

(ii) J. Balance of A's capital Ale~ 5.35,000 

[~ 4,00,000 + ~ 15,000 + ~ 60,000 + ~ 51,429 + ~ 8,571] 

Opening Ba lance Profit on Rev. Share of Profit Amt. of goodwill Goodwill paid ale 

II. Balance of B's capital ale~ 4,60,000 

~ 4,00,000 + ~ I 0,000+ ~ 40,000 + ~ 8,571 + ~ 1,429] 

Example: The Balance sheet of A and B as on 31 st March, 2006 is given below: 

Liabilities ~ Assets ~ 

A "s Capital 60.000 Frcdiold Property 20.00U 

B's Capital 30.000 Furniture 6.000 

General Reserve 24 ,000 Stoel-.: 12.0()( I 

Creditors 16.000 Debtors Rll ll!ll 1 

Cash 12.00ll 

1,30,000 1,30,000 

http:lo.,o.o.Q.+~4o.,o.OO


A and B share profits and losses in the ratio of 2: I. They agree to admi1Pin101he firm 
subject ID lhe following tenns and conditions: 

(a) P "'iU 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 I/4 th share of profits of the firm . 

(c) A reserve for bad and doubtful deb1s is to be created at 3% of the debtors. 

(d) Fumirure is to be depreciated by 5%. 

(e) Stock is to be revalued at~ I 0,500. 

Prepare Revaluation Account, Capital Accounts and Opening Balance She~t of the 
new finn. 

So/11ti01t: 

Revaluation Account 

Pa:rticulars t Particulars 

To Reserw for doubtful B~- Lnss on rnaluation 

debts'« 3% on dis. 2.-100 trnmt"errcd to 

To FumitUie :;oo A 

To Stoel.: 1.500 B 

4,200 

Capital Account of Partners 

Partiutan A~ B~ p~ Particulars 

To Revaluation ale By Balance 
(loss) 2,800 1,400 - By Bank 

To Balance c/d 79.200 39,600 12.000 By Bank 
(Goodwill) 

(-) Reserve 

82,000 41,000 12,000 

Balance Sheet after Admission of P 

Liabilities t Assets 

A·s capital 79,200 F rcehold property 

B's capital 39,600 Furniture 

r·s capital 12.000 Stock 

Creditors 16,000 Debtors 

(-J Reserve 

Cas h 11
' 

1,46,800 

Working Notes: 

(I) Cash balance as per 8/S 

+ Cash brought in by P 

Total 

A~ 

60.000 

--

6.000 

16.000 

82,000 

~ 

12,000 

2 l ,000 

33,000 

t 

2.800 

.1.400 

4,200 

B~ p~ 

30,000 

--

3.000 12,000 

8.000 --
41,000 12,000 

~ 

20,000 

5,700 

10.500 

80,000 

2.400 77.600 

33,000 

1,46,800 
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Example: The Balance sheet of A and B, carrying on business in pa1tnership and 
sharing profits in proportions of 2/3 and 1/3 stood on 30'h June, 2006 as follows: 

Liabilities ~ Assets ~ 

A's Capital A le 1.02.900 Cash in Hand 4.500 

s·s Capital Ale 73 ,500 Stock 54,000 

Creditors 23.600 Debtors 36.000 

Bills Payable 500 Furniture 6,000 

Plant & Machinery 1,00,000 

2,00,500 2,00,500 

On l 51 July, 2006 they agreed to take C into partnership, giving him 1/5'11 share of 
profits on the following tenns: 

I. The goodwi II of the firm is to be valued at two year's purchase of profit calculated 
on the average of the last three years profit amounting to ~ 40,000, ~ 30,000, and 
~ 44.075. 

2. C brings his share of good\\ i 11 in cash, which is retained in the business . 

3. C also brings in capital in proponion to his profit sharing ratio arrangements. 

Show 

I. Goodwi 11 calculation 

2. New Profit sharing ratio 

3. C's capital A/c 

4. Journal entries 

Solution: 

1. Goodwill calculation 

Profit for 3 year (given) 

I year 

II year 

Ill year 

Total 

~ 

40,000 

30,000 

44 075 

1,14,075 

Hence Average Profits= Total Profit..;- 3 = l,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: I 

C's Share of profit (promised)= 115 

then share of profit left for A and B = l - 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 profit = I /3 of 4/5 = 4/ 15 

C's share of profit = I /5 or 3/ I 5 



3. C's Capital Ale 

Dale Par1iculars JF ~ Dale Particulars 

By Cash Ale 

4. Journal Entries 

S.No Particulars 

1. Cash A l e Dr. 

To A ·s C apiial Ale 

To C s Capital Ale 

Cash brought in b~ C for his capital & goodwill 

2. Cs Capital /\ / c Dr. 

To A· s Capital Ale 

To 8"s C1pital A le 

Good\\ ill brou ght in by C is di stributed by A and B in 
their sacrilicing ratio 

Working Note 

C's capital in propot1ion to his profit sharing ratio 

Capitals of A and B (given) t 1,02,900 + ~ 73,500 
goodwill credited t l5,2l0=t l ,91,610 

So when 4/5 = I, 9 l ,610 

Then total= 1,91 ,610 x 5/4 

1/5= 1,91,610 X 5/4 X ]/5 

=t 47,902 

L.F. 

.JF ~ 

47,902 

~ ~ 

63,112 

47.902 

15.210 

15.210 

10, 140 

5.070 

t I , 76,400 + Amount of 

Sometimes the capital of existing partners is also adjusted as per capital of the new 
partner. For example, if A and Bare 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 t 20,000 and 
~ 12,000. If the capital accounts are to be adjusted, according to new partner's capital 
Ale, 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 Sheet of A, B and C sharing profits and losses 
in the proportion of 6:5:3 respectively. 

Liabilities ~ Assets ~ 

Creditors 18,900 Cash 1,890 

Bills Pavable 6,300 Debtors 26,460 

General Reserve 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 1,15,500 

They agreed to take D into pat1nership and gave him I 15 the share on the following 
terms: 

I. That furniture should be reduced by~ 920 and stock by IO <~lo . 

24 3 
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3. 

That a pro\ is ion of~ l .320 be Illa de for outstanding repair bills. 

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 adjustments, 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.:\'o. Particulars 

I. Revaluation A/c 

To Furniture Ale 

To Stock Ale 

To Prov . for Repair Bills 

Or. 

Furniture & Stock depreciated and Prov. fi.ir repair bills made 

2. Land & Building Or. 

To Revaluation Ale 

Appreci ation in Land & Buildings (~ 59,850 - 45,150) 

3. Revaluation Ale Or. 

To A's Capital Ale 

To B's Capital Ale 

To C's Capital Ale 

(Profit on revaluation transferred) 

General Reserve Ale Or. 

To A·s Capital Ale 

To S-s Capital Ale 

To Cs Capital A1c 

(Gen. Reserve halanee transferred) 

5. Goodwill Ale Or. 

To A's Capital Ale 

To B's Capital Ale 

To C's Capital Ale 

Good\\ill brought upto (~ l'-1 .070 - 5.250 = 8.820) 

6 Cash Ale Dr. 

To O's Capital Ale 

Cash brought in by D for his share capital 

7. Cash Ale Dr. 

To Cs Capital Ale 

Additional Cash brought in by C 

8 A·s Capital ·s Ale Or. 

B· s Capital's Ale Dr. 

To Cash Ale 

Extra cash paid o.ff to tile p,1r111~rs. 

L.F. Dr ( ~) Cr ( ~) 

5.180 

920 

2.940 

1.320 

14,700 

14 .700 

9,520 
,J.080 

3.400 

2,,040 

10,500 
,uoo 
3. 750 

2.2 50 

8,820 

3.780 

3. 150 

1.890 

14.700 

1'-1 .700 

1,320 
I ."\ .:'I) 

3.660 

3.400 
7 _1) (,1 1 



Cash Account 

Particulars ~ Particulars ~ 

To Balance bid 1,890 By A ·s Capital Ne 3,660 

To o·s Capital Ne 1-UOO By B·s Capital Ne 3.400 

To Cs Capital Ale 1,320 By Balance Cid 10,850 

I 7,910 17,910 

Balance Sheet of New firm 
as on ....... . 

Liabilities ~ Assets ~ 

Creditors 18.900 Cash in Hand 10.850 

Prov. for Repair Bills 1.320 Debtors 26.460 

Bills Payable 6.300 Stock 26.-:160 

Capital: Fumitur.: 6.430 

A -1-1.100 Buildings 59.850 

B 36.7.'ilJ Goodwill 14.070 

C 22.050 

D 1-1.700 1.17.600 

1,44,120 I ,44,120 

Working Notes: 

(I) Future Profit Sharing Ratio: D is admitted for 1/8, hence remaining share for A, B 
and C is 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 2/1,6. 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 
I/8th share, hence to capital will be~ 1,17,600 i.e. for A~ 44,100, B ~ 36,750, 
C ~ 22,050 and D ~ 14,700. 

Partner's Capital Account 

Particulars A B C D Pa rticu la rs A B C D 
(fl (~ m (~ ~ ~ (~) m 

To Cash Ne 3.660 3,400 - - By Balance bid 35.400 29;850 · ~4 .550 -

To Balance By Profit on ,, 
eld 44,100 36,750 22,050 ' t 4.700 ' Revaluation ' 4.080 3.400 ' 2.040 -

By Gen. Reserv~ A/c 4.500 3,750 2,250 -

By Goodwill /Ve 3.750 3.J,50 l.890 -

By Cash Ale - - 1.320 14.700 

47,760 40,150 22.050 14.700 47,760 40,150 22 ,050 14 .. 700 

10.8 ADJUSTMENT OF PARTNER'S CAPITAL 

Sometime. at the time of admission. the partners' agree that their capi~als be adjusted 
in propo11ion to their profit sharing ratio. For this purpose, the capital accounts of the 
existing partners are prepared. making al I adjustments. on account of goodw i tL 
general-reserve. revaluation of assets and resettlement of liabilities. The actual capital 

245 
Admission 01·a Panner 



:!-l6 
Financial Accoummg 

so ad_iu st ,, ill be compared with the amount of capital that should be kept in the 
business after 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.I 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 of 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 panner after adjustment is in 
excess of his new capital. the excess amount is withdrawn by panner or transferred to 
the credit of his current account. Jf the existing capital of the partner is less than his 
ne\\' capital. the partner brings the short amount or makes transfer to the debit of his 
current account. The journal entries are made as under: 

(i) When excess amount is withdrawn by the partner or transferred to current 
acco11111. 

Existing Panner·s Capital Ale Dr. 

To Bank Ale or Partner Current Ale 

[Excess amount is withdrawn by the partner or transferred to current account] 

(ii) For bringing in the Deficit amount or Balance transferred to current account. 

Bank A le or Partner Current Ale Dr. 

To Existing Partner 's Capital Ale 

(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 
~ 80,000 and ~ 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 ~ 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 Bob~' 

Asha(<) Boby (<) 

Balance in Capital Ale 80,000 70,000 

Add: Profit on Revaluation (5 : 3) 4,000 2,400 

Capital after Adjustment 84,000 72,41JO j 

Calculation o{new capital of the firm and existing portner 's u 1pital 

Nitin· s Share in the firm= 2/J0 

N itin ·s brings 40,000 for 2110 Share 

Total en pita I of the ne,, firm in terms ofNitin's capital 

= ~0.000 x I 012 

= ~ 2.00.000 



Asha· s share in Ne\\ Capital= 2.00,000 x 5!1 O = ~ 1.00.000 

Boby·s share in Ne\\ Capital= 2,00,000 x 3/10 = ~ 60,000 

On comparing Asha's adjusted capital with the new capital we find that Asha brings 
~ 16,000 [~ 1,00,000 - ~ 84,000] or the amount may be debited to her current account. 

On comparing the Baby's adjusted capital with the new capital, we find that Boby is 
to withdraw ~ 12,400 ~ 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 shov,1 the balance after all 
adjustments and re\'aluations are ~ 90,000 and ~ 60.000 respectively . They admit 
Rohit as a ne\\ partner for 1/4 share in the profit s. Rohit ·s capital is calculated as 
follows: 

Total share= 1 

Roh it's share in the profit = 1/4 

Remaining share= I - 1/4 = 3/4 

3/4 share of profit combined capital of Sumit and Anu = ~ 90,000 + ~ 60,000 = 
~ 1,50,000 

Total Capital of the firm= t 1,50,000 x 4/3 = t 2,00,000 

Roh it's capital for l/4 share of profits = ~ 2,00,000 x 1/4 = t 50,000 

Roh it brings int 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: 

Liabilities 

Capital: 

Manoj 88,000 
Hema 64.000 

Sundry Creditors 

Bills Pa_vahle 

Reserve 

Balance Sheet of Ma11oj and Hema 
as on March 31, 2006 

Amount~ Assets 

Bank 

Sundry Debtors 

1.52.000 Bills Receivable 

32.000 Stod, 
38.000 Investment 

1&,000 Machin t" r) 

Building 

Good11·ill 

2,40,000 

They admit Tarun into partnership on the follo,ving. terms : 

(i) Stock is revalued at t 40,000. 

(ii) Bui !ding. Machinery and Investment are depreciated by 12%. 

(iii) Prepaid Insurance is~ 1,000. 

Amount~ 

12,000 

45.000 
30.000 
35,000 
13.000 
40,000 
45,000 

20,000 

2,40,000 

(iv) Tarun brings t 40,000 as his capital and t 12.000 for goodwill for l/6 share of 
profit of the firm. 
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(v) Capital of the panners shall be proportionate to their profit sharing ratio. 
Adjustment of Capitals to be made by Cash . 

Prepare Revaluation Account , Pa1tners' Capital Account, Cash Account and Balance 
Sheet of the new firm. 

Solution: 

Dr. 

Particulars 

To Building 

To Machinery 

To Investment 

Dr. 

Particulars 

Goo:lwill 

Revaluation 

Ale (loss) 

Bank Ne 

Balance c/d 

Liabilities 

Bills Payable 

Revaluation Account 

Amount (t) Particulars 

5,400 By Stock 

4.800 By Prepaid Insurance 

1.560 By Loss transferred to: 

Manoj ·s capital 

Hema 's capital 

11.760 

Capital Account 

Manoj Hema Tarun Particulars Manoj 
~ ~ t t 

14.000 6.000 - Balance b/d 88,000 

4,032 1.728 - General 12.600 
Reserve 

Gocxlwill Ne 8,400 

- 5,272 - Bank Ne -

1,40,000 60,000 40,000 Bank Ne 49,032 
(Profit) 

1,58,032 73,000 90,000 1,58,032 

Balance Sheet ofManoj, Hema and Tarun 
as on March 31, 2006 

Amount Assets 

t 

38,000 Bank 

Sundry creditors 32,000 Bills Receivable 

Capitals Ale: Sundry Debtors 

Manoj 1,40,000 Stock 

Hema 60,000 Investment 

Tarun 40,000 2.40,000 Prepaid Insurance 

Machinery 

Building 

3, 10,000 

Cr. 

Amount(~ 

5.000 

1.000 

4.032 

1.728 5.760 

11.760 

Cr. 

Hema Tarun 

t t 

64.000 -

5,400 -

3,600 

- 40,000 

- -

. 
73,000 90,000 

Amount 

~ 

1,07,760 

30,000 

45,000 

40,000 

11 ,440 

1,000 

35,200 

39,600 

3,10,000 



Bank Account 

Dr. Cr. 

Particulars Amount~ Particulars Amount~) 

To Balance b/d 12.000 

To Manoj 's Capital Ale 49.032 

To Goodwill Ale 12,000 

To Tarun·s Capital Ne 40.000 

1, 13,032 

Working Note: 

(a) Calculation of Ne.v projit Sharing Ratio: 

Total Profit= I 

Tarun gets= 1/6 

By Hema 's Capital Ne 5.272 

By Balance c/d 1.07.760 

1, 13,032 

Remaining Profit= l - I / 6 = 5/6 share by Manoj and Hema in their existing profit 
sharing ratio. 

Manoj"snewshare = 5/6 x 7/1 0 = 7/ 12 

Hema·s new shares = 5/6 x 3/10 = 3/ 12 

New profit sharing ratio of Manoj . Hema and Tarun 

= 7/12 : 3/12: l/6or7:3:2 . 

(b) Adjustment of Capital: 

Tarun brought capital for 1/6 share=~ 40,000 

Total Capital of the firm=~ 40,000 x 6/1 = ~ 2,40,000 

Manoj's Capital=~ 2 ,40,000 x 7/12 = ~ 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 

beck Your Pro ress 

Fill in the blanks : 

\ . According to the Pa11nership Act, 1932, no new partner can be introduced 
into a firm without the _____ of all the existing partners. 

2. The new pa11ner acquires his share in profits from the ____ _ 

3. The ratio in which the old partners. agree to sacrifice their share of profit 
in favour of the incoming partner is called ____ _ 

4. For revaluation of assets and recording of unrecorded assets and for the 
reassessment of liabilities and recording of unrecorded tiabilities the firm 
prepares an account in its book called ____ _ 

5. Gain on revaluation or loss on revaluation wiH be transferred to the 
_____ of the old partners in old ratio . 

6. Decrease of assets and increase in the value of liabilities is _____ to 

revaluation account. 
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• 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 Prutnership Act 1932, no new partner can be introduced into a 
firm without the consent of all t_he existing partners. 

• The new partner acquires his share in profits from the old pa1tners . 

• 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 pa1tner who is going to acquire the right to 
share future profits must compensate the existing pa1tners by making payment to 
them. 

• 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. 

• 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. lf there is any loss, the same wil I 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 newG 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 LESSON END 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. 

i'\ame of the Firm Nature of Business Factors contributing to the goodwill of the Firm 



10.11 KEY\VORDS 

Goodwill: 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. 

RevaluaJitHI ale: 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. 

Sacrificillg ratio: The ratio in which the old pa11ners agree to sacrifice their share of 
profit in favour of the incoming partner is called sacrificing ratio. 

10.12 QUESTIONS FOR DISCUSSION 

l . State the meaning of sacrificing ratio . 

' Discuss the meaning of goodwill. 

3. Explain the methods of valuation of good\\ ill. 

4 . Define ·Revaluation Account ' . Why asset s are liabilities are revalued at the time 
of admission of a ne,, panner') 

5. Describe the treatment of accumulated profit or losses and reserves at the time of 
admission of a new panner. 

6. Discuss the calculation of the propo11ionate 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 fitm has earned~ 3,00,000 as average profit for the last few year. Nonna\ rate 
of return in the class of business is 15%. Find out goodwill according to 
Capitalisation of Super profit, if the value of net assets amounted to~ 16,00,000. 

l 0. The following is the Balance Sheet of Ta run and Ashima sharing profit and losses 
in the ratio of 2 : I. 

Liabilities Amount(~) Assets 

Capital: C ash 

Tarun 50,000 · Sundry Debtors 

A shima -10.000 90.000 Stock 

Sundry creditors 20.000 Furniture 

Building 

1. 10.000 

They agreed to admit Sunita into partnership on the following terms: 

(a) Sunita to pay~ 9,000 as Goodwill . 

Amount~ 

12.000 

60,000 

12.000 

6,000 

20.000 

I. I 0.000 

(b) Sunita bring ~ l l .000 as her Capita I for I /4 share of profit in the business. 

(c) Building and furniture to be depreciated at 5%. Stock is reduced by~ l,600 
and Bad Debt Reserve ~ 1,300 to be provided for. 

Prepare necessai) ' ledge account and balance sheet after admission . 
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11. George and Henry are partners sharing profits in the ratio of 3 : 2. They decided to 
admit David as a new pa,tner 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 goodwi II appears at~ 50,000 

(c) When goodwill appears at~ 1,00,000 

I 2. Explain the methods of valuation of goodwill. 

13. X and Y are pa,tners sharing profits and losses in propo11ion of 3 : J. They admit a 
new pa11ner Z whom they give 1/4111 share in profits. Calculate new profit sharing 
ratio. 

14. John and Mike were panners in a firm sharing profits in 3: l ratio. They admitted 
Wahid as a new partner for I/6th share in the profits of the firm. Wahid acquired 
his share from John and Mike in the ratio 2 : I. Calculate the new profit sharing 
ratio of John. Mike and Wahid. 

Check Your Progress: Model Answer 

I. Consent 

2. Old partners 

3. Sacrificing ratio 

4. Revaluation Account 

5. Capital accounts 

6. Debited 
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11.0 AIMS AND OBJECTIVES 

After studying th is lesson, you should be able to: 

• Compute gaining ratio 

• Make adjustments regarding goodwill 

• Construct revaluation Ale 

• Illustrate accounting treatment of undistributed profit 

• Compute retiring pa11ner ' s interest 

• Illustrate the lump sum and installment methods of claim settlement 

11.1 INTRODUCTION 

An outgoing pa1iner means a pa11ner who has retired from a firm . The firm is 
reconstituted by the remaining partners. Section 32 contemp'lates three ways in which 
a partner may retire from the firm, viz ., (i) he may retire at any time with the consent 
of at! other pa,1iners: (ii) where there is an agreement between the pa11ners about 
retirement, a pa11ner may retire in accordance \\ •ith the terms of that agreement: 
(iii) where the pa11nership is at will , a panner may retire by giving to his pa11ners a 
notice of his intention to retire . Section 32 clearly comprehend s a situation where a 
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panner 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 111 
installments at the agreed intervals. 

11.2 COMPUTATION OF NEW PROFIT SHARING RATIO 
AND GAINING RA TIO 

As soon as a pa11ner retires the profit sharing ratio of the continuing partners get 
changed. At the time of retirement or death of a par1ner, the share ofretiring/deceased 
panner is acquired by existing panners. on the basis of agreement among them. In the 
absence of information, the continuing pa11ners take the retiring partner's share in 
their profit sharing ratio or in an agreed ratio. The ratio in which retiring pa11ner's 
~hare is distributed amongst continuing pa11ners· is known as ·'gaining ratio". 

Gain of continuing pa1111er = New share - Old share 

Example: Sita_, Rita and Raj are partners sharing profits in the ratio of 5:3:2. Due to 
me personal reasons Sita retires from the partnership . Calculate the new profit 

sharing ration and gaining ratio of remaining pa1tners. 

Solution: 

., 

Calculation of new profit sharing ratio 

ln 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/ IO x 3/5) = 3/10 + 15/50 = 30/50 

Raj's new share= 2/10 + (5/10 x 2/5) = 2/l 0 + 10/50 = 20150 

Therefore, the new profit sharing ratio is 3:2 

Calculation of gaining ratio 

Gaining ratio= New share - Old share 

(i) Rita'sgain=3/5-3/ 10=3/IO 

(ii) Raj's gain= 2/5 -2/10 = 2/l 0 

11.3 ADJUSTMENT REGARDING GOODWILL 

t the time of retirement or death of a panner the retiring panner is entitled to his 
.~hare of goodwill because the goodvvi II has been earned by the firm with the efforts of 
·tll the existing partners. The valuation or goodwill will be done as per the agreement 
nmong the pa1111ers. It is possible that company will earn some profit in near future 
because of the existing goodwi II of the cornpnny. Therefore, the retiring/deceased 

11ner should be compensated for rliie sa111e by the continuing pa11ners in their gaining 
ra tio. For this purpose, the retiringhlece;1:-.eJ partner·s capital will be credited. 



lnlhis case. the following journal entry is recorded: 

Remaining pa11ner·s capital Ale (in the gaining ratio) 

To Retiring/deceased pa11ner's capital Ale 

Dr 

(Retiring paI1ner's share of goodwill adjusted to remaining pal1ners in the gaining 
ratio) 

What is Hidden Goodwill? 

If the finn 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~ 1,00,000 in full settlement of his claim. It implies that~ 20,000 is 
Cs 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 panners sharing profits in the ratio 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 jouma I entry. 

So/11tio11: 

Journal 

Date Particulars L.F. 

B"s Capital Ne Dr. 

Cs Capital Ne Dr. 

To A's Capital Ne 

(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/ I 0 

B's new share= 1/2 

B's gain= 1/2 - 3/10 = 2/10 

C's Old- share = 2/ J 0 

C's new share = l/2 

C'sgain= 1/2-2/10=3/ !0 

Therefore, gaining ration- is 2: 3 

Debit Amount Credit Amount 

~ (~ 

10.800 

16,200 

27000 

Example: S, U and Rare pa11ners sharing profits in the ratio of 3: 2: I. U wants to 

retire due to personal problems. For this. purpose goodwill is valued at two years 
purchase of average super profits of last three years, the profit for the last three yec1rs 
are as under: 

1st year : ~ 36,600 

2nd year : ~ 43 ,600 

3rd year : ~ 48,800 

The normal profits for similar firms are ~ 34,000. Record, necessary entry for 
goodwill on retirement of U. 
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Solution: 

Books of S, U and R 

Journal 

Date Particulars L.F. Debit Amount Credit Amount 
('~) (~) 

s ·s Capital Ale Dr. <1 .500 

R ·s Capital Ale Or. 1.500 

To U"s Capital A/c 

( Share of U's goodwill credited to 
his capital Ale) 

Working Notes: 

u·s share of goodwill = ~ 18,000 x 216 = ~ 6,000 

Average profits=(~ 36,600 + ~ 43,600 + ~ 48,800)13 = ~ 43,000 

Super profits= Average profits- Normal profits 

= ~ 43,000 - 34,000 = t 9,000 

Goodwill = Super profits x No. of years purchase 

= ~ 9,000 x 2 = ~ I 8.000 

11.4 REVALUATION OF ASSETS AND LIABILITIES 

6,000 

In case of retirement or death of a partner, the assets and I iabi I ities of the finn 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 Ale is prepared . 

The following journal entries are passed for the revaluation of assets and liabilities : 

(i) For increase in the value of assets 

Asset Ale 

To Revaluation Ale 

(Increase in the value of assets) 

(ii) For decrease in the value of asset 

Revaluation Ale 

To Asse t Ale 

(Decrease in the value of assets) 

(iii)For increase in the value of liabilities 

Revaluation A le 

To Liabilities Ale 

(Increase in the value of liabilities) 

(iv) For decrease in the value of liabilities 

Liabilities Ale 

To Revaluation Ale 

(Decrease in the value of liabilities) 

Dr 

Dr 

Dr 



(v) For 1111recorded assets 

Asset A le [unrecorded] 

To Revaluation Ale 

(Unrecorded asset recorded at actual value) 

(vi) For 1111recorded liability 

Revaluation A le 

To Liability Ale [unrecorded] 

(Unrecorded liability recorded at actual value) 

(vii) For tra11sfer of gaill 011 revaluation 

Revaluation A/c 

To All Pa11ner·s Capital A/c (Old ratio) 

Dr. 

Dr. 

Dr. 

(Profit on revaluation transferred to capital account in old profit sharing ratio) 

(viii) For trm15fer of loss 011 reva/11atio11 

All Panner ·s Capital 

To Revaluation Ale 

Dr. 

(Loss on revaluation transferred to capital account in existing ratio) 

Example: X, Y and Z are partners sharing profit in the ratio l : 2 : 3. X retires from 
the pa11nership. In order to settle his claim, the following revaluation of assets and 
liabilities was agreed upon: 

(i) The value of Machinery is increased by i 15,000. 

(ii) The value of Investment is increased by~ 2,000. 

(iii)A provision for outstanding bill standing in the books at ~ 1,000 1s now not 
required. 

(iv) The value of Land and Building is decreased by~ 12,000. 

Give journal entries and prepare Revaluation account. 

Solutio11: 

Date Particulars L.F. Debit Amount 
(~ 

Machinery .A.Jc Dr. 15,000 

Investments Aic Dr. 2.000 

l'ro,·ision for Outstanding Bill Dr. 1.000 

To Rnaluation :\ le 

(Increase in value of Assets and 
reduction in pro, is ion) 

Revaluation Ale Dr. 12.000 

To Land and Building Ale 

(Decrease in ,·alue of assets) 

Rcvi.lluation Ale Dr. 6.000 

To X's Capiwl Ale 

lo y·s Capital A l e 

I'll z· s Capital ;\1e 

(Prol'il on rn·alua1i1H1 credited lO a'II 
p.irtncrs capi1al 1 /\/c 1n old profit 

I sh.iring ratio i . .: .. I • 2 . }) 

Credit Amount 

~ 

18,000 

J 2. 000 

1.000 

2.000 

:1 .DOll 
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• Revaluation Ale 

Dr. 

Particulars Amount Particulars 
(~ 

To Land and Building 12.000 By Machinery 

To Profit transferred to: By Investments 

X's capital I.000 By Provision for outstanding bill 

v ·s capital 2,000 

z·s capital 3.000 6,000 

18,000 

11.5 ACCOUNTING TREATMENT OF 
UNDISTRIBUTED PROFIT 

Cr. 

Amount 

~ 

15.000 

2 ,000 

1.000 

18,000 

/\ t the time of retirement or death of a pa1tner, 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. 

For the purpose, the following journal entries are recorded: 

(i) For distribution of undistributed profit and reserve 

Reserves Ale Dr. 

Profit and loss Ale (Profits i.e., credit balance) Dr. 

To All partners' capital A le (individually) 

(Reserves and undistributed profit transferred to partner's capital Ale in old profit 
sharing ratio) 

( ii) For distributing losses among all partners in the old ratio 

All Partners, Capital Ale Dr. 

To P&L Ale (accumulated losses, i.e., debit balance) 

To Deferred Revenue Expenditure 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 Ale in old profit sharing ratio) 

1:,,xample: X, Y and Z are partners sharing profits in proportion of 3 : 2 : l. X decides 
to retire from the partnership. 011 the date of her retirement, fim1·s abstract Balance 
Sheet was as under. Pass the necessary entry to treat the profit and loss Ale in balance 
sheet. 

Balance Sheet 
as at . .......... . 

' Liabilities Amount Assets Amount 

i (~) (~) 

' 'apit;:il : Ca, h 1-l 000 

· x 10,000 l'rolils ~nu LllSS h. OIHJ 

y (i.000 

20.000 i1 I 4.000 

I 20.(100 20,000 



Solmion: 

Books of X, Y and Z 

Date Particulars L.F. Debit Amount Credit Amount 
(f) (~) 

X's Capital Ale Dr. 3,000 

Y's Capital Ale Dr. 2,000 

Z's Capital Ne Dr. 1.000 

To Profit and loss Ale 6,000 

(Loss of 6,000 divided among al I panners 
in their profit sharing ratio i.e .. 3 : 2: I) 

11.6 COMPUTATION OF PARTNER'S INTEREST 

When a partner retires from business. his claim against the finn is determined by 
preparing his capital account incorporating therein all the adjustments in respect of his 
share of good,,ill. accumulated profits or losses, profit/ loss on revaluation of assets 
and liabilities. etc. Now the settlement of the claim depends on the provisions of the 
parrnership 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 following entry is passed: 

Retiring Partner's Capital A le Dr 

To Retiring Partner' s Loan A le 

The retiring partners' claim consists of: 

Particulars 

A, Items to be Added 
0 

• The credit balance of Capital Account ---

• His/her share in the Good\\ill of the firm ---

• His/her share in the Re,aluation Profit ---
• His/her share in General Re serve and Accumulated Profit ---

• Interest on Capital ---
Total - --

B. Jtems to be Deducted 

• His/her share in the Rernluation loss ---
• His/her Drawings and Interest on Drawings up lo the date of7retirement ---

• His/her share ofan~ accumuli:Jtt::d losses ---

• Loan taken from the rirm ---
Total ---
Retiring Panner's Interest (A - B) ---
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Example: X, Y and Z are partners sharing profits in the ratio of 2 : 2 : 1 respectively. 
Their balance sheet as on December 2010 was as follows: 

Liabilities Amount Assets Amount 
~ ~ 

Bills Payable 16,000 Cash al Bank 68,000 

Sundry Creditors 42,000 Bills Receivable 10,000 

Loan from X 1,00,000 Sundry Debtors 30,000 

Rcscnc 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 Januat)' I, 20 I 0. For the purpose of retirement of Z, the 
assets and liabilities of the firm are revalued as follows: 

(i) Stock 20% less; Furniture at { 6,000 

(ii) Machinery at 75% of book value 

(iii)Building at { 1,60,000 

( iv) A prov is ion of 10% is to be made for doubtfu I 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: 

I. Preparation of Revaluation Ale 

Revaluation A/c 

Particulars Amount Particulars Amount 
(~ (~ 

To Stock 9.000 By Building 80,000 

To Furniture 4.000 

To Machinery 15,000 

To Provision for Doubtful Dt:bts 3,000 

To Outstanding Repair 8 000 

To Capital t\/c (Share of profit) 

X-2/ 5 16.400 

Y - 2/ 5 16,400 

Z- 1/5 8,200 .J 1.000 

80,000 80,000 

2. Calculation of Z's share of Goodwill: Goodwi 11 of the firm is estimated to be 
{ 60,000. But in the Balance Sheet of the fir111 is already showing the goodwill at 
{ 12,000. Hence, it should be increast'd by ~ ..i 8,000 and the amount should be 
credited to all the three pa11ners in their profit · slrnring ratios . Hence Z's share of 
goodwill is{ 48,000 x 1/5 ={ 9,600. 



.J . Z's share of Reserve Fund: There is a Reserve Fund of~ 20,000 in the Balance 
Sheet which represents accumulated profits . Z' s share is~ 20,000 x I /5 = ~ 4,000. 

4. Preparation of Z's capital Ale 

Particulars Amount Particulars Amount 
(f) (f) 

To z·s Loan Ale 48,800 By Rcvuluation A le 8,200 

By Good,, i 11 Ale 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 Loan Account. 

11.7 MODE OF PAYMENT 

The outgoing panner's account is settled as per terms of pannership deed, i.e., in lump 
sum immediately or in various installments with/without interest as agreed or pa11ly 
cash immediately and panly in installments at the agreed intervals. 

11.7.1 Payment in Lump Sum 

lf 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 Pa11ner's Capital A/c Dr. 

To Cash/Bank Ale 

(Amount paid to the retiring partner) 

Example: Ram, Shyam and Mohan are partners sharing profit in the ratio of 3 : 2 : I. 
Their balance sheet as on December 31, 2006 is as under: 

Balance Sheet 
as on December 31, 2006 

Lia bi ti ties Amount Assets 
Cf) 

Creditors 80.000 Building 

Bills Pay .i ble 26,000 Plant 

Genera I Resef\ e 24,000 Motor Car 

Capital: Stock 

Ram 1.60,000- Debtors 

Sh yarn 1.20.000- Less: Provision for Bad Dchts 

Mohan 1.20.000 4,00,000 Cash at Bank 

5,30,000 

Shy am retires on that date on the following terms: 

(a) The Goodwill of the firm is valued at~ 60,000. 

(b) Stock and Building to be appreciated by I 0%. 

(c) Plant is depreciated by 10%. 

Amount 
(f) 

1.80.000 

1.40.000 

40,000 

1,00,000 

63_000 

3.000 60.000 

10.000 

5,30,000 
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(d) Provision for Bad debts is increased up to~ 5,000. 

(e) Shyam 's share of goodwill adjusted through remaining partners' capital account. 

The amount due to Shyarn 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 rat io of Ram and Mohan will remains 3 : I. 

(a) Gaining ratio= 3 : I . 

Ram gets= 2/6 x 3/4 = 1/4 

Ram 's new share= 3/6 + I /4 = 3/4 

Mohan gets 2/6 x I /4 = I/ 12 

Mohan'snewshare = 1/6+ 1/ 12=3/ l2 = 1/4 

New profit sharing rati o between Ram and Mohan is 

= 3/4 : J /4 

= 3 : I. 

(b) Shyam' Share of goodwill 

~ 60,000 X 2/6 = ~ 20 ,QQQ 

The following journal entry will be passed for goodwill: 

Ram 's Capital A le Dr. 

Mohan 's Capital Ale Dr. 

To Shyam 's Capital Ale 

~ 15 ,000 

~ 5,000 

20,000 

(Shyam's share of goodwill debited to remaining partners' capital A/c) 

Re;aluation Ale 

Particulars Amount(~ Particulars Amount (t) 

To Provision for Bad debts 2.000 By Stock 10.000 

To Plant 14,000 By Building 18,000 

To Profit transferred to 
Capital Accounts: 

Rain 6,000 

Shyam 4.000 

Mohan 2.000 12.000 

28,000 28,000 

Capital Ale 
Dr. Cr. 

Particulars Ra,n S h.,am Mohan Particulars Ram S h~·am Mohan 
(t) m (t) (t) (t) (t) 

To Capital 15.000 - 5.000 lh 13alancc bid 1.60.000 I 20.000 1.20.000 

To Bank - 1.52 .1111 1) - fly Gen~ral Rescn·~ 12.000 ~ .IHI() -l .000 

To Balance c/d 2,77.llllll - 1.59.000 B,· Revaluation t Profit) 6 .0()() -l .1100 2.000 

Bv Ram Capirnl - I 5. IH)O -

11) ;\ t,,han C ,pital ·- 5.POO -
i 

lly n an!,; 1.1.:l .Ollll - 38.UOU 

2,92,000 1.:-2.000 1 1.64,000 , 2,\12,000 152.000 1.64.000 



11.7.2 Payment in Installments 

In this case, the amount due to retiring partner is paid in installments. In the absence 
of any agreement section 37 of the Indian Partnership Act, 1932 is applicable. 

As per the Sec 37 of Jndian Pa11nership Act, I 932, outgoing pa11ner 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 . 

An installment consists of two parts: 

(i) Principal Amount of installment due to retiring partner. 

(ii) Interest at an agreed rate. 

Interest due on loan amount is credited to retiring partners ' loan account. Installment 
inclusive of interest then is paid to the retiring partner as per schedule agreed upon .. 

(i) On part payment i11 cash and balance transferred to his/her loan account 

Retiring Pa11ner·s Capital Ale 

To Cash/Bank A le 

To Retiring Partner ·s Loan Ale 

Dr. 

(Pa11 payment made and balance transferred to loan A/c) 

(ii) Total amoulll due tran.~ferred to loan Ale 

Retiring Pa11ner ' s Capital A le 

To Retiring Partner's Loan Ne 

(Total amount due transferred to loan Ne) 

(iii)For interest due 

Interest on loan Ale 

To Retiring Partners ' Loan Ne 

(Interest due on Joan) 

(iv)For paymelll of installment 

Retiring Pa11ners · Loan A le 

To Cash/Bank A le 

(Installment inclusive of interest paid) 

Dr. 

Dr. 

Dr. 

· Example: Taking the figures of the pervious example, assuming that he is paid 40% of 
the amount due immediately and the balance in three equal yearly installments. The 
interest payable is 12% p.a . 

Solution: 

The amount due to Mohan = < 1,52,000 

Amount paidimmediately = < 1,52,000 x 40/ 100 = < 60,800 

Amount of three equal installments=< 1,52.000- < 60.800 x 3 

= < 91.200 -;-3 = < 30.400 

I st Installment at the end of I st Year=< 30,400 + < I 0.:94'-l 

= < 4 L344 
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Interest@ 12% pa.=~ 91,200 x 12/l 00 

= ~ I 0,944 

2nd Installment at the end of 2nd Year=~ 30,400 + ~ 7,296 

=~ 37,344 

lnterest@l2%pa.=~ 60,800x 1.2/ 100 

= ~ 7,296 

3rd Installment at the end of 3rd Year=~ 30,400 + ~ 3,648 

= ~ 34,048 

Interest @ 12% pa. = ~ 30,400 x 12/ I 00 

= ~ 3,648 

Check Your Pro ress 

Fill in the blanks: 

I . At the time of retirement or death of a partner, the share of retiring/ 
deceased partner is acquired by ________ partners. 

2. The ratio in which retiring partner's share is distributed amongst 
continuing partners' is known as --------

3. Section 37 of the Indian Partnership Act says that outgoing partner is at 
liberty to receive either interest@ ________ p.a. till the date of 
payment or the share of profits which has been earned with his money. 

4 . 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 
finn belongs to all the partners and is transferred to their capital accounts 
in _______ sha,ring ratio. 

5. The _______ available on some specific funds will be 
transferred to capital. accounts of a 11 the pa11ners in their old ratio. 

6. ________ clearly comprehends a situation where a partner may 
retire without dissolving the firm. 

11.8 LET US SUM UP 

Section 32 clearly comprehends a situation where a partner may retire without 
dissolving the firm. 

• As soon as a pa11ner retires the profit sharing ratio of the continuing panners get 
changed . 

• At the time of retirement or death of a pa11ner, the share of retiring/deceased 
partner is acquired by existing partners, on the basis of agreement among them. 

• The ratio in which retiring partner·s share is distributed amongst continuing 
pa11ners' is known as •'gaining ratio--. 

• At the time of retirement or death of a pa11ner the retiring partner is entitled to hi s 
share of goodwill. 

• If the firm has ngreed to s.:ttlc the acuiunl or retiring/decensecl pa11ner 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 goodw i 11. 



• In case of re1irement or death of a pa,tner the assets and liabilities of the firm 
should be revalued in the same way as at the time ofadmission of a partner. 

• 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 pa11ners and is transferred to their capital accounts in old profit sharing 
ratio. 

• The outgoing partner's account is settled as per tenns 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. 

• When a partner retires from business, his c.lairn 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. 

• 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. 

• If the full amount of claim is payable to the retiring partner on the date of 
retirement as per agreement, the amount wi 11 not be 1ransferred to Loan Account 
but will be paid in cash or by cheque . 

• In the absence of any agreement, section 3 7 of the Indian Pa11nership Act, l 932 is 
applicable, which says that outgoing pa1tner 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. 

• An installment consists of two parts: 

(i) Principal Amount of installment due to retiring partner. 

(ii) Interest at an agreed rate. 

• Interest due on loan amount is credited to retiring partners' loan account. 

• Installment inclusive of interest then is paid to the retiring partner as per schedule 
agreed upon . 

11.9 LESSON END ACTIVITY 

Prepare the pro fonna of capital account with a suitable example . 

11.10 KEYWORDS 

Gaining Ratio: The ratio in which retmng partner's share is distributed amongst 
continuing partners is known as '·gaining ratio" . 

Hidden Goodwill: If the firm has agreed to settle the account of retiring/deceased 
pa11ner 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 treafed as his share of 
goodwill. 

Revaluation Ale: For revaluation of assets and recording of unrecorded assets and for 
the reassessmenl of liabihties and recording of unrecorded liabil'itics the firm prepares 
an account in its book called Revaluation Account. 

Annuity: Annual Payment of the claim of ;i retiring or deceased partner. 

Executors: The representatives of the dcce;ised pmtner who arc entitled to claim hi s 
share. 
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I. Define gaining ratio. 

2. Explain the accounting treatment of goodwill on retirement of a pa11ner. 

3. 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. 

4. 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 (ii) equally. Also mention their gaining ratio. 

5. A, Band C are partners in a firm sharing profits in the ratio of 2 : I : I . They took 
out a policy in 2002 of< 1,40,000. On 21'1 March, 2003 B died. The surrender 
value of the policy appearing in the books on that date was < 20,000. Record 
necessary journal entries to close the joint life policy in the year of death of B, if 
premium paid was treated (i) as business expenses and (ii) as an asset. 

6. Rita, Puneeta and Gita are partners sharing profits in the ratio of I : 2 : 3. Rita 
retires on th e date of balance sheet on the following term s: 

(a) A computer costing~ 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 
fin a I ised for payment. 

Record necessary entries to record the above arrangement. 

7. R, Sand M were carrying on business in pa1tnership sharing profits in the ratio of 
3: 2: I , Notes respectively. On March 31 , 1999, Balance Sheet of the firm stood 
as follows : 

Balance Sheet 
as at March 31, 1999 

Liabilities Amount Assets 

~ 

Sundry Creditors 16,000 Building 

Capital: Debtors 

R 20,000 Stock 

s 7,500 Patents 

M 12.000 40.000 Bank 

56,000 

Shyam retired on the above mentioned date on the following terms: 

(a) Buildings to be appreciated by< 8,800. 

(b) Provision for bad debts be made@ 5% on debtors. 

(c) Goodwill of the firm be valued at~ 9,000-. 

Amount 
(~ 

23,000 

7,000 

12,000 

8,000 

6.000 

56,000 

(d) ~ 5,000 be paid to S immediately and the balance due to him treated as a loan 
carrying interest @ 6% per annum . 

Record necessary journ::il entries and prepare the balance sheet of the reconstituted 

firm. 

8. The Balance Sheet of A. B and C who were sharing the pro fits in propo1tion to 
their capitals s tood as on March 3 l. 2003. 



Balance Sheet 
as at March 31, 1999 

Liabilities Amount Assets Amount 
{t) (~ 

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 

Capital s: Bills Receivable 7,000 

A 20.000 Stock 15,500 

B 15.000 Plan! 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 ~ere made: 

(a) Stock was depreciated by l 0%. 

(b) Fact ory buildings were appreciated by 12%. 

(c) Reserve for doubtful debts be created up to 5% 

(d) Resen e for legal charges to be made at~ 265 . 

(e) The goodwill of the finn fixed at~ 10,000. 

(f) 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. 

9. Distinguish between sacrificing and gaining ratio . 

I 0. Why do firms revalue assets and reassess their liabilities on retirement or on the 
event of death of a partner? 

0 

11. List the various claims of retiring pa1tner. 

12. Illustrate the methods of settling the claims of retiring pa1tner. 

13. A retires from business on ] 51 January, 2004 . His total claim against the firm 
works out to~ 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 egual annual 
installments including interest. Prepare A's Loan Account. 

14. Calculate the total amount due to X, who is retiring frolll the pa11nership: 

(a) Credit balance in X capital account 50,000. 

(b) X ' s share of goodwill 5,000 

(c) G e neral reserve balance shown in Balance sheet I 0.000 

(d) Profit on Revaluation of Assets/ liabilities 3,000 

(e) Interest on drawings 500. 

(f) X share in 1he profit of1he firm 2/3 

15 . Illustrate the lump sum payment method for sell ting the c l:lim s o f retiring partner. 

16. Ashu . A shmita and Metu are paitners sharing profit~ in the ratio or 4: 3 : 2 . ;\slw 
retires, assuming Ashmita and Mctu will share profits in future in the ratio 5 : 3. 
determine the gaining ratio. 
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Check Your Progress: Model Answer 

I. 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 to: 

• Illustrate the accounting treatment on death of a partner 

• Compute the share of profit up to the death of the partner 

• Record the transactions for settlement of executor's Ale 

• Define joint life policy 

• Jllustrate the accounting treatment for joint life policy 

• Prepare the accounts for individual life policies 

12.1 INTRODUCTION 

Partnership stands dissolved on the death of a partner. The rights of the legal 
representatives of the deceased partner depend on the provisions of the pa11nersh ip 
deed. The claim of the deceased partner is determined as per the provisions of the 
pannership deed which ,is nonnal !ly purchased by the surviving pa1tners and they 
continue to carry on the business as usual. The daim of the deceased partner is either 
paid immediately or transferred to Lo:111 Account in the name of his legal 
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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 
DEA TH 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 ofa partner his claim shall include: 

• share in the profits of the firm up to the date of death 

• interest on his capital up to the date of death 

• share in the proceeds of·joint life policy (if any) 111 addition to his share in the 
accumulated profits 

• g.oodwi 11, etc. 

Section 3 7 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 @ 6% p.a. from the date of death to the date of actual payment or a share in 
the profits of th e firm earned during that period in the propo1tion in which the amount 
due to the deceased partner bears to the total capital employed . This section is also 
applicable in the case of retirement of a paitner. 

On the death of a partner, the accounting treatment regarding goodwill, revaluation of 
assets and reassessment of I iabi I ities, accumulated reserves and undistributed profit 
are similar to that of the retirement of a partner. 

The deceased partners' claim consists of: 

Particulars . 
A. Items to be Credited 

• The amount standing to th e credit 10 the capital account of the deceased partner -

• lnten::s t nn capital. if provided in the partnership deed up to th e date of death -

• Share of goodwill of the l1rm -

• Share of undi stributed profit or reserves -

• Share of pro fit on the revaluation of assets and liabilities -

• Sh ,ire of profit up to the date of death -

• Share o l' Joint Life Polic, -

Total -

B. Items to be Deducted 

• 1-1 is/ Il er share in the Reva luation loss -

• 11 i~.' ilcr Drawings and Interest un Drawings up to the date of retirernern -

• I-I is/Iler share of an, accu1n ula1ed losses -

• Loom 1;1ken !'rnm 1hc firm -

Total -

Den:ascJ l'.i l'I ri-: r · s ·1aim 1,1\ - Bl -



12.3 ASCERTAINMENT OF SHARE OF PROFIT UP TO 
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 is ascertained by any of the following methods : 

• Time Basis 

• Turnover or Sales Basis 

12.3.l On the Basis of Time 

There a re two methods used in ascertainment of profit on the basis of time: 

I . On the basis of average profit of certain years: Un<;ler this method, the 
calculation of profit is based on the average annua l profit for the past few years 
say, 3 to 5 years . Then, the profit for the proporti o nat e period is found out. 

Ernmple. 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 
yea rs are : 200 I - ~ 35,000; 2002 - ~ 40,000 and 2003 - ~ 60,000. Calculate the Z's 
share of profit from 1st April to 30th April 2004 . 

Solution: 

The average profit for the past three years: (~ 3 5.000 + ~ 40.000 + ~ 60,000) + 3 
= ~ 45,000 

Profit for 4 months up to April 30, 2004 = 4/ I 2 x ~ 4 5.000 = ~ l 5,000 

Z ·s share of Profit=~ 15,000 x 1/3 = ~ 5,000 

2. On the basis of last year's profit: Calculation of profit is based on the last year's 
profit 

0 

Example: The total profit of previous year is 3 60000 and a partner dies three 
months after the close of previous year, the profit of three months is: 

= ~ 360000 X 3/12 = ~ 90000 

If the deceased partner took 2/10 share of profit , his/her share of profit till the date 
of death is : 

~ 90000 X 2/10 =~ 18000 

12.3.2 On the Basis of Turnover 

Under this method, the share of profit is calculated o n the bas is 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 pa11ners sharing profits and losses in the ratio of 2 : I : l. B 
dies on March I, 2004. Sales for the year 2004 amount 10 80.000, out of which 25 ,000 
are for a period from January I , 2004 to March I , 2 004. The profit for the year is 
40,000 . C alculate B's share of profit. 

Solution: 

The Profit up to the date of B' s death = 25,000 -'- 80.0(Jl ) , -1 0.000 = 12,500 

B' s share = 12,500 x 1/4 = 3,125 
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After the death of a pa11ner 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 pa11ner 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 Ale Dr. 

To Deceased partner ' s executor·s A le 

Deceased partner's executor's account will be settled as per the agreement 
between the firm and executor's of the deceased pa11ner. 

(b) When the full amount is paid in cash,following entry is recorded: 

Executor's Ale Dr. 

To Cash/Bank A le 

( c) When the settlement is made in installments, the following entries are made: 

(i) For interest due: 

Interest on executor's Ale 

To Executor 's Ale 

(ii) For payment of installment on loan account 

Execut'br's Ale 

To Cash/Bank Ale 

Dr. 

Dr. 

Example: Nutan, Sumit and Shiba are partners in a firm sharing profits in the ratio 
5 : 3 : 2. On 31 si December 2006 their Balance Sheet was as under: 

Liabilities Amount(~ Assets 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 1.3 5.000 Bank 30.000 

2,02,000 2,02,000 

Nutan died on 1s1 July 2007 . It was agreed between her executor and the remaining 
partners that: 

(i) Goodwill to be valued at 21/:- years purchase of the average profits of the last 
four years, which were: 2003 ~ 25,000; 2004 ~ 20,000; 2005 ~ 40,000 and 2006 
~ 35,000. 

( ii) Building is valued at~ 70.0 00: Plan! at 46.000 and Stock at~ 32,000 . 

(iii)Profit for the year 2006 be ta ken as having accrued at the same rate as th a t of the 
previous year. 



(iv) Interest on capital is provided at 9% p.a. 

(v) On 1
51 

July 2007 her drawings account showed a balance of< 20,000. 

(vi)< 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 l st July 2007. 

Solution: 

(i) Valuation of Goodwill : 

Total Profit=< 25,000 + < 20,000 + < 40,000 + < 35,000 = < l ,20,000 

Average Profit=< 1,20,000/4 = < 30,000 

Hence, Goodwill at 21/2 year's purchase=< 30,000 x 2~ = < 75,000 

Nutan·s share of goodwill=< 75,000 x 5/l O = < 37,500 

It is adjusted into the Capital Accounts of Sum it and Shiba in the gaining ratio of 
3 : 2 i.e .. < 22 ,500 and < I 5 000 respectively . 

(ii) Share of Profit payable to N utan ( up to the date of death]=< 35,000 x 6/12 x 5/ J 0 
=<8,750 

(iii)Nutan ' s Share of Reserve Fund=< 15,000 x 5/ J O = < 7,500 

(iv)lnterestonNutan's Capital=< 60,000 x 9/100 x 6/ 12=< 2,700 

Revaluation Account 

Dr. 

Particulars Amount~ Particulars 

To Plant 4.000 By Building 

To Profit transferred to Bv Stock - , 

Nutan Capital 5,500 

Sumit Capital 3.300 

Shiba Capital 2.200 11.000 

15,000 

Nutan's Capital Account 

Dr. 

Particulars Amount (~) Particulars 

To Drawings 20.000 By Balance b/d 

To Nutan's Executor 's 1.01.950 By Reserve fund 

By Sumit's Capital (GooclwiH) 

Bv Shiba·s Ca pirnl (Goodwill} 

13y Profit and Loss (Sus~nse) 

By RcYaluati on Ale 

(3,· lntm:,t on Ca pital 

1.21,950 

Cr. 

Amount(~) 

10.000 

5,000 

15,000 

Cr. 

Amount(~ 

60.000 

7.500 

15,000 

22,500 

8.750 

5.500 

2.700 

1.21.950 

273 
Death of a Partner 



274 
Finanu ti \ "u 11i~1_ 

Nutan's Executor's Accounts 
Cr. 

Particulars Amount(?) Par·ticulars Amount(?) 

To Bank 25,950 ByNutan's Capital 1,01.950 

To Nutan·s Executor"s 
Loan Transfer 76.000 

1,01,950 1,01,950 

12.5 JOINT LIFE POLICY 

T he term Joint Life Policy means an insurance policy taken out by the partnership 
fi rm 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 pat1ner or on maturity whichever is 
earlier. The main objective behind taking out such a policy by the partnership firm is 
1 J mobi I ise funds to settle the claims of the deceased pa11ner in case of death of a 
pa rt ner without affecting the Working Capital of the business. If any one of the 
r ai1ners covered by such a policy expires, the policy gets matured immediately and 
" ith the amount recovered from Insurance Company, the claim of the deceased 
pa n ner is settled . However, it is important to note here that the profit arising out of 
uch a policy should always be distributed to all the panners including the deceased 

x1r1ner in their profit-sharing ratio. 

H hat is Surrender Value? 

urrendcr Value (SY) is the amount payable by an insurance company on the 
urrendcrldiscontinuation of joint life policy before the date of maturity. However, the 

- rrrcnder value keeps on increasing with the successive payment of premium. 

12.6 ACCOUNTING TREATMENT FOR 
JOINT LIFE POLICY 

I 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: 

(i) For payment of premium: 

Joint life policy premium Dr. 

To Bank Ale 

(ii) For tram,jer of premium paid to profit and loss account at the end of the year: 

Profit and loss Ale Dr. 
To Joint life policy premium 

O n the maturity of the policy, if the death takes place be fo re the due date of the 
premium, the premium will not be paid in the year of death . This would imply that 
entry for payment of premium wou Jd not be recorded. On maturity, the in:;uiar11:e 
policy will be surrendered to register the claim with the insurance company and 
sum assured will be collected. 

For this. following entries are to be recorded: 

( i ) 011 the death o(partner,for making cloim 1, ·i1J, 1he insurance compony 

Insurance Comp,myl lnsurance claim recei va ble Ale Dr. 

To Joint Life Policy 



(ii) For Claim duly receivedfrom Insurance Co. on the date of receipt 

Bank Ale Dr. 

To Insurance Co./Jnsurance claim receivable Ale 

(iii)Claim due will be distributed among existing partners (including outgoing) 

Joint life policy Dr. 

To All partner's capital Ale (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: 

( i) Isl Year: On the date when policy is taken and premium is paid. 

Joint Life Policy 

To Bank Ale 

Dr. 

( ii) Al the end of first year, the joint life p olicy accounl will show the balance 
which is equal lo its surrender value. Th e difference between the premium 
paid and surrender value will be transferred to profit and loss account. 

Profit and loss Ale Dr. 

To Joint Life Policy 

Amount= Surrender value in the prev ious year+ Premium paid 
during the current year - Surrender value in t_he current year 

Second year and onwards, the entries (i) and (ii) 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 a 11. 

(iii) On maturity of policy or in the event of death , entry for making the insurance 
claim will be: 

Insurance company Ale 

To Joint Life Policy 

Dr. 

(iv) On the date of receipt when ins11ro11cc: comp any pays the insurance claim due: 

Bank Ale Dr. 

To Insurance Company 

(v) Balance standing in Join! Life Policy account is distributed among all 
partners in profit sharing ratio. 

~alance in Joint Life Policy account = Total claim due - (Surrender value of 
the policy in the previous year+ Premium pa id during the current year) 

Example: Jatin, Gagan and Kiran are equal partners have taken a Joint Life Policy of 
~ 60,000 on June 30, 1999 paying annual premium of~ 6,000. Surrender values for : 
1999 - NIL; 2000 - ~ 3,000: 200 I - ~ 6.000: 2002 - ~ I 0.000: Gagan dies on July 3. 
2002. 
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Record necessary entries for the year 2002: 

(i) Jf premium paid is transferred to profit and loss account eve1y year. 

(ii) If premium paid is treated as an asset. Also prepare Joint Life Policy account for 
2002. 

Soh,tion: 

(i) If premium paid is transferred to profit and loss account eve1y year. 

Date 
2002 

Jun. 30 

Jul. 3 

Jul. 3 

Dec. 31 

Books of Jatin, Gagan and Kiran 
Journal 

Particulars 

Joint Ufe Policy premium Dr. 

To Bank A/c 

(Premium paid on due date) 

Insurance compa ny ;Ve Dr. 

To Joint life pl>licy 

(On dc::ith. policy claim n:gistcred with insurance company) 

Joint Lil't'. Polic~ Dr. 

To Jatin· s capital A/c 

To Gagan·s carital Ale 

To Ki ran· s capital A/c 

(Policy claim received credited to pa11ner in their profit 
sharing ra tio) 

Profit and loss A/c Dr. 

To Joint Life Policy premium 

(Premium paid transferred to profit and loss account) 

L.F. Debit 
Amount 

(~ 

6.000 

60.0UO 

(10.000 

6,000 

Credit 
Amount 

m 

6.000 

60.000 

20. 000 

20.000 

20,000 

6.000 

Note: It is assumed that the claim registered with insurance company will be 
received in due course of time. 

(ii) If premium paid is treated as an asset. Also prepare Joint Life Pol icy account for 
2002. 

Date 
2002 

Jun. 
30 

Julv 3 

Jul~ :l 

Books of Jatin, Gagan and Kiran 
Journal 

Particulars 

Joint Lil'e Policy Dr. 

To Bank /\/c 

(Premium paid on due d,11.::) 

Insurance Compan,· A le Dr. 

To Joint l.ik l'nlicy 

(On death . policy claim rcg.i stered with insurance company) 

Joint Lil'-: P(ilicv Dr. 

To Jatin· ~ c1ri1al A/c 

T11 (i<1 :,!. <111·, c,q,ital .-\/c 

'Io Kir:111 ·, c·;q,iwl A\: 

(13a lanc <.: in _j,,illl lik r)(llin account distributed to pa11ners, 
i.e .. 60.000 l 6.0llD r,t)OO) in profit ::;haring ratio) 

L.F. Debit Credit 
Amount Amount 

(~) (~ 

6.000 

6.000 

60.000 

60.000 

..JX.OIJO 

16.000 

16.000 

16.000 



Joint Life Poliq Account 

Dr. Cr. 

Date Particulars J.F. Amount Date Particulars J.F. Amount 
2003 ~ 2003 ~ 

Jan . I 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 Pol icy of prcv ious year to the death, i.e .. year 200 I. 

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 Ba,lance 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 pa1tner it is decided not to show these two 
accounts in the books of accounts in future then these accounts will be closed by 
debitingjoint life policy reserve account and creditingjoint life policy account. 

The following journal entry will be recorded. 

Joint Life Policy Reserve A le Dr. 

To Joint Life Policy 

Example: On the admission of Rohit on April I, 2003 in the firm of Ram and Shyam 
there existed a balance of~ 40,000 each in the joint life policy account and joint life 
policy reserve account. lt was decidedothat these accounts will not be shown in the 
books of the new firm. Record the necessary journal entry for the same. 

Solution: 

Date 

April 1 

Books of Ram, Shyam and Rohit 

Journal 

Particulars L.F. 

Joint Life Policy Reserve Ale Dr. 

To Joint Lile Policy 

(Joint life policy aml joint life policy reserve: 
accounts closed on Rohit's admission). 

Dr(~ Cr~ 

40,000 

40,000 

Example: A, B, and C sharing profits and losses in the ratio 2 : I : I have taken a joint 
life policy for~ I 00,000 with an annual premium oH 1,000 on I st January 2000. The 
surrender values estimated for the policy were: 

3 !51 Dec. 2000 - Nil: 

3 l51 Dec. 2001 - ~ 300: 

3 I 51 Dec. 2002 - ~ 750 

3 l51 Dec. 2003 - ~ 1,250 

C died on 10111 February 2003 . The Insurance Company settled the claim on 15111 Feb, 
2003. Pass necessary _journal entries and related ledger accounts keeping treating the 
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surrender value of the insurance policy as asset and maintaining a reserve against the 
policy . 

Solution: 

First Year 

Date Particulars L.F. Dr~ Cr(~ 

Jan I, 2000 Joint Life Policy Ale Dr. 1,000 

To Cash 1.000 

(Premium paid on the joint life policy) 

31 " Dec., 2000 P and L Appropriation Ale Dr. 1,000 

To Joint Life Policy Reserve Account 1.000 

(Reserve created for the premium payment) 

3 I" Dec., 2000 Joint Life Policy Reserve Account Ale Dr. 1,000 

To Joint Life Policy Account 1.000 

(Balances in resen·e 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 L.F. Dr~ Cr(~ 

fan I. 2001 Joint Life Policv Ale Dr. 1,000 

To Cash 1.000 

(Premium paid on the policy) 

31 '' Dec .. 2001 P&L Appropriation Ale D1·_ 1,000 

To Joint Life Policy Reserve Account 1,000 

(Reserve created for the premium payment) 

3 l" Dec., 2001 Joint Life Policy Reserve Account A le Dr 700 ,. 
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 L.F. Dr~ Cr(~ 

fan I, 2002 Joint Life Policy Ale Dr. 1,000 

To Cash 1.000 

(Premium paid on the policy) 

3 1" Dec .. 2002 P&L Appropriation Ale Dr. 1.000 

To Joint Life Polii.: y RescrY c: J\ ci.:nun1 1.000 

(The reserve created aga inst rre1niu111 puyrnent) 

.11 '' Dec .. 2002 Joint Life Policy Reserve Account /\ le l)r. 550 

To Joint Life Policy /\ ccou11t 550 

(Both JLP and Reserve reduced to 1he surrender 
value by mumal elimina1ion ) 



Fourth Year 

. Date Particulars L.F . Dr~ 

Jan_ L 2003 Joint Life Policy Ne Dr. 1.000 

To Cash 

(Premium paid on the policy) 

I om Feb. 2003 Insurance Claim Ale Dr. 1,00,000 

To Joint Life Policy Reserw Account 

(Insurance Claim credited to policy account) 

I 0th Feb. 2003 Joint Life Policy Reserve A le Dr. 750 

To Joint Life Policy Account 

(Reserve account closed by tninsfer lO policy account) 

Note: You can transfer th e reserve directly to the capital 
accoun ts of panners. 

IO'h Feb. 2003 Joi nt Life Policy Ale Dr. 1,00.000 

To ks Capital 

To B ·s Capital 

ro Cs Capital 

(Joint Life policy closed by transf.:r to capital accou nts) 

15"' Feb. 2003 Bank A/c Dr. 1,00.000 

To Insurance Claim 

(Insurance claim se1tlcd) 

Joint Life Policy Account 

Date Particulars Affi(lUllt Date Particulars 

151 Jan. 2000 To Cash 1,000 31 st Dec. 2000 By JLP Reserve Ale 

1.000 

I" Jan. 2001 To Cash 1.000 3\"Dec.2001 By JLP Reserve Ne 

By Balance c/d 

1.000 

I" Jan. 2002 To Balance b/d 300 3 I" Dec. 2002 [ By JLP Reserve Ale 

31" Dec. 2002 To Cash 1.000 By Balance c/d 

uoo 
1st Jan. 2003 To Balance bfd. 750 I 0' 11 Feb. 2003 By .ILP Reserve 

To Cash 1.000 By Insurance Claim 

10th Feb. 2003 i To A's Capital 39.600 

To ffs Capiw l 39.600 
- -· 

To Cs Capital 19.800 

1,00,750 

Cr (t) 

1,000 

1,00,000 

750 

39.600 

39.600 

19,800 

1,00,000 

Amount 

1,000 

1.000 

700 

300 

1,000 

550 

750 

I.JOO 

750 

1.00.000 

J,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 st Dec. By P and L Appropriation 1,000 
2001 

To Balance c/d 300 
2001 

1,000 1.000 

31 " Dec . To .I LP Account 550 I" Jan, By l3alance bid 300 
2002 

To Balance c/d 750 
2002 

By P and L Appropriation J,000 
31" Dec. 
2002 

1,300 1.300 

IO'h Feb. To JLP Account 750 I" Jan. By Balance b/d 750 
2003 2003 

750 750 

12.7 INDIVIDUAL LIFE POLICIES 

The firm may decide to take the insurance policy separately for 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 
occurs, 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 14th Aug. 2002 . 
The firm had taken insurance policies on the lives of 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~ 

Life Insurance Policies : 

X 60.000 25.000 

y 90.000 35,000 

z 60,000 15,000 

Work out the amount payable to X's legal representativ es rega rding insurance 
policies. Record necessary journal entries. 



Solution: 

Books of X, Y and Z 

Date Particulars L.F. Dr ct) 

Aug. 14 Ins urance Company Ne Dr. 60.000 

To life policy 

(Claim for the policy registered) 

Aug.14 Bank A le Dr. 60.000 

To insurance company Ne 

(Pol icy a mount received on X ·s death) 

Aug. l4 Life policy A le Dr. 60.000 

To x·s A le 

To v·s Ne 

To [s A le 

(Amount of lire policy transferred to capital Ale) 

Aug.14 y · ~ capi ta l Ale Dr. 15.000 

z·s capiwl A le Dr. 10,000 

To x·s capital Ne 

( X ·~ sh<1rc credited 10 him in gaining ratio of3: 2) 

Working Notes: 

l. Surrender value of policies of Y and Z = ~ 35 ,000 + ~ 15,000 = ~ 50,000 

2. X' s share= ~ 50000 x 5/l 0 = ~ 25000. 

Check Your Progress 

Fill in the blanks: 

Cr ct) 

60,000 

60,000 

30.000 

18.000 

12.000 

25,000 

I. The rights of the legat representatives of the deceased partner depend on 
the provisions of the _____ _ 

2. Share of Joint Life Policy should be ______ in deceased partner's 
capital Ale. 

3. Interest on drawing due from deceased partner till the date of the death is 
_______ to his capital account. 

4. Under ______ method the calculation of profit is based on the 
average annual profit for the past few years say, 3 to 5 years. 

5. The profit can be calculated on the basis of ______ _ 

6. Claim received under individual life policy ,s distributed among all the 
pa11ners in the ______ ratio . 

12.8 LET US SUM UP 

• The rights of the leg.a I representatives of the deceased partner depend on the 
provisions of the partnership deed. 

• The claim of the deceased partner is either paid immediately or transferred to 
Loan Account in the name of his lega l1 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. 

• 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 . 

• 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 pa11ners 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. 

e The amount of premium payable will be same in each of the years. 

• Surrender Value (SY) is the amount payable by an insurance company on the 
surrender/discontinuation of 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 of the 
partners on their lives . 

• Under individual life policy the heir of deceased partner will be entitled to the 
proportionate share in the policy of deceased. 

• Furth .·, surrender values of the policies of other pa1tners will be distributed 
amon all the partners (including heir of deceased) in their profit sharing ratio. 

2.9 LE SON END ACTIVITY 
1

• Y and ~ are partners sharing profits in the ratio of 3 : 2 : l. Z dies on 3 J .<t May 
2006. Sale for the year 2005-2006 amounted to Z 4,00,000 and the profit on sales is 
Z 60.000. Accounts are closed on 31 March every year. Sales from 151 April 2006 to 
~I'' May 2006 is Z 1,00,000. 

( · lcu l:lte the deceased partner ' -" :; lw re in the pro fit 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 paitnership firm on the joint lives 
of al I the partners. 

Surrender Value: Amount receivable from the insurance company on surrendering 
the policy before maturity. 

12.11 QUESTIONS FOR DISCUSSION 

I. 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 Care 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 

200 I : ~ 20,000 

2002 : ~ 15,000 

Find out s·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 I , 
2002 whereas books of accounts are closed on March 31 st every year. Sales for the 
year 2001 amounts to ~ 4,00,000 and that from April I to June 30, 2002 to 
~ 1,50,000. The profit for the year 200 I 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 2-tOOO Sundry Deblors 6.500 

Kon 12.000 Cash at Bank 5.600 

Bon 8.000 -1-1 .000 Cash in Hand sou 

54,000 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 Pmtner's Capital 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 year'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 200 I, 2002 and 2003 
were respectively t 8,000, t 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. 

5. M, N and C are in partnership, sharing profit in the proportion of 213, 116 and 116 
respectively. To clear the dues of deceased panner an assurance was effected on 
their lives jointly fort I 0,000 without profit, at an annual premium oft 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 pro\·ided for interest on capital 
at I 0% per annurn 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 interest on 
capital. C capital on March 31, 2002, stood at < I 0,000 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 
pol icy 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. 

6. 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< 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 following payments: 

(a) His capital as per the last Ballance 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 l per cent on the amount 
irrespective of the per,iod. 

The net profits for the last three years, after charging insurance premium, were 
< 20,000, < 25,000 and < 30,000 respectively. Puneet's capital as per balance 
sheet was< 40,000 and his drawing to date of death were< 2,000. 

Draw Puneet account to be rendered to his representatives. 

7 Pass the necessary journal entries for the settlement of executor ' s Ale. 

8 Prepare the Proforma of capital Ale 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 

Genera I Re sen e 16,000 Furniture 22.600 

Capital Account: Stock 20,400 

Tony 30.00-0 Sundry Debtors 22,000 

Sony 20,000 Cash at Bank 18,000 

l{ omy 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' 
pro tit. and 

(cl) Sh,:ire of profit from the closing of the last financial year to the date of death 
on the basis of the last three year's profit. 

Profits for 200 I. 2002 and 2003 were~ 12,000, < 16,000 and< 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. 

I 0. List the key items that should be debited and credited to calculate the claim of 
deceased partner. 

I J. 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 ajoint life policy by the partners? 

13. What is the accounting treatment of the claim received on account of joint life 
pol icy from insurance company on the event of death of a partner? 

14. What is surrender value? 

15. Madhu and Shyam 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 - ~ 4,500; 2001- ~ 8,000: and 
2002 - ~ 12,000. Madhu died on Nov 14, 2002 and the amount of the policy was 
received on Dec. I, 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 Lile Policy Account at its su1Tender value . Also prepare Joint Life Policy 
acc o unt. 

16 . Mahesh and Raj sharing profit in the ratio of 2 : 3 , took out a Jo-int Life Policy on 
July I. 1999 of~ 80,000 for paying annual premium of~ 8,000. The surrender 
val uc s were 1999 - NJ L; 2000 - ~ 4,200; 200 I - f 7 .500; 2002 - ~ 12,000. Raj 
di ed 0 11 March 18, 2002 and claim was received . Books are closed on calendar 
ye:11 b;1s is . Prepare Joint Life Policy Account . 

17 . I llu slrnte the different ways for accounting treatment of Joint Life Policy . 
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18. State the difference between joint life policy and individual life policy \\ith a 
suitable example. 

19. Pass necessary entries on maturity of the policy . 

20. Prepare the proforma of Joint Life Policy Ale. 

Check Your Progress: Model Answer 
I. 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 

After studying this lesson , you should be able to: 

• Distinguish between the Dissolution of Partnership and Firm 

• lllustrate the Settlement of Accounts 

• Discuss Garner vis Murray Rule including Jnsolvency of firm 

• Define Piecemeal Distribution 

13.l INTRODUCTION 

ln the present lesson . yo u will study about the dissolution of partnership nnd firms. 
The lesson discusses about the dissolution of partnership and firm. se tt lernent of 
accounts and accounting. treatment. Section 39 of the Indian Prn1nership Act. 1932 
provides that the dissolution of partnership between aH the partners or a !'inn is called 
the ''dissolution of the l1n11··. It follows that if the dissolution ( f ra11nershir is not 
between all. the partners. it would not amount to ··dissolution of firn, ... hut it would 
neverlheless be --c11issolutio11 o t· partnership". Thus, dissol1ution of firm always i,rnplies 
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dissolution of partnership, but dissolution of pa11nership need not lead to dissolution 
of firm. Dissolution of partnership may involve merely a change in the relation of the 
partners and not the dissolution of the firm. 

For example, where A, Band C were partners in a firm and C died or was adjudged 
insolvent , the partnership firm would come to an end; but if the partners had agreed 
that the death, retirement, insolvency of the partner would not dissolve the firm on the 
happening of these contingencies, the 'partnership' would certainly come to an end 
although the 'firm' or as the Act calls it, a 'reconstituted firm', might continue 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 
relationship between all partners. 

13.2 DISSOLUTION OF PARTNERSHIP AND FIRM 

Di sso lution of partnership is different from the dissolution of a firm . As we discussed 
earlier that dissolution of partnership does not demand dissolution of the firm but 
dissolution of the firm means the dissolution of pa11nership . 

13.2.1 Dissolution of Partnership 

Dissolution of the partnership (owing to retirement. death or bankruptcy of a partner), 
merely involves change in the relation of the pa11n ers but it does not end the firm . The 
d issolution of pa11nership can be understood from the following points : 

I. Dissolution of partnership means a contract among the paitners to dissolve the 
pa11nership. This is !because of the changes in the constitution of the partnership. 

2. Pa1tnership is created at will ; similarly it can be wound up voluntarily. 

J_ If partnership is disso'lved, the firm will not dissolve if the other partners desire to 
continue_ 

4. Dissolution of partnership requires the revaluation of assets and liabilities. 

5. ln dissolution of partnership the final settlement of accounts is not required. 

I 1.2.2 Dissolution of Firm 

in dissolution of the firm, the business of the firm stops its affairs and winds up by 
-,efli ng the assets and by paying the liabilities and discharging the claims of the 
partners . The dissolution of partnership among all partners of a firm is called 
dissolution of the firm . 

T he different methods of dissolution are as follows : 

(i ) By mutual consent: Section 40 provides that a firm may, at any time, be 
di ssolved with the consent of all the pa11ners. Thi s applies to all cases whether 
the firm is for a fixed period orotherwise. 

( 11 I By agreement: Section 40 of the s.aid act a lso prov id es for the dissolution of a 
firm in accordance with a contract between the pa11ners. The contract providing 
for di ssolution may have been incorporated in the pa11nership deed itself or in a 
separate agreement. 

riii) By the insolvency of all the partners but oue: If all tlie pai111ers, or all the 
partners but one becomes insolvent. there is di s~olution of the firm. Section 41 of 
the said act calls tbis as wmpulsory dissol11t ,io 11 

( i, ) By business becoming illegal: Section 41 pro, icks that a firm is dissolved by the 
happening of any event which makes it unla\\·l'til fo r the business of the firm to be 



carried on or for the partners to carry it on in partnership. Bur, if the partnership 
relates to more than one adventure, the j I legality of one or more of them does not 
prevent the lawful adventure from being carried on by the finn. 

(v) Partners becoming alien enemies: Section 41 of the act also covers cases of 
partnership between persons some of whom become alien enemies by a 
subsequent declaration of war. In such a case partnership is dissolved, because 
trading with an alien enemy is against public policy. Section 41 covers cases of 
compulsory dissolution of firm by operation of law. 

(vi) By notice of dissolution of partnership at will: Section 43 provides that where 
the partnership is at wiH, a partner may give a notice in writing to the other 
partners of his intention to dissolve the fir111. 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 dissolution , or if no date is mentioned then 
from the date or°communication of the notice. 

(vii) Dissolution by Court (s.44): At the suit of a pa11ner, the cou11 may dissolve a 
firm on any of the following grounds: 

(a) If a partner has become of unsound mind: The application in this case may 
be made by any of the partners or by the next friend of the insane partner. In 
the case of insanity of a dormant partner, the cou11 will not order dissolution, 
unless a very special case is rnade out for dissolution. 

( b) Permanent incapacity of a partner: The court may order for dissolution of 
partnership, if a partner becomes pemianently incapable of pe1forming his 
duties as a partner. The application for dissolution, in such a case, may be 
made by any of the pa11ners and not by the incapacitated partner. However, 
where a partner is attacked with paralysis which, on evidence, is found to be 
curable, dissolution may not be granted. 

( c) Misconduct of a partner affecting the business: If a partner is guilty of 
conduct which is likely to affect prejudicially the carrying on of the business 
of the firm , the cou11 may order dissolution. For example, A partner of a 
mercantile firm is engaged in speculation in cotton. This act may be regarded 
as a sufficient ground ford issol ut ion of the firm. 

(d) Wilful and persistent disregard of'partnership agreement by a partner: If a 
partner wi I fully and persistently comm its a breach of the partnership 
agreement regarding management, or otherwise conducts himself in such a 
way that is not reasonably practicable for the other partners to carry on 
business in partnership with him, the court may order dissolution . 

( e) Transfer of interest or share by a partner: 11 fa partner transfers, in any way 
(e.g., by sale, mo11gage or charge), his whole ,interest ,n the partnership to a 
third pa11y (outsider) or allows his share to be charged in execution of a 
decree against him or allows the same to be sold for arrears of land revenue 
or for charges recoverable as land revenue, the court may dissolve the 
pa11nership . 

(f) The court can afso dissolve paitnership where the business of the firm cannot 
be carried on save at a loss. The court can order dissolution even though the 
partnership is for a fixed period [Rehmat-un-nisa-v. Price, 42 Born. 380]. 

(g) Just wul eq uitable. The cou11 can order dissolution on any other ground 
which in tJ1e op inion of the cou11 is a fit ground for dissolution ofpa11nership . 
Dissolution on this ground has been granted in case of deadlock in the 
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management. disappearance of the substratum oft he 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 finn is dissohed by the partners mutually or by 
is admined or an old partner retires or dies. the court. 

The business of the firm is not tenninated. The dissolution of the firm means the tennination 
of Partnership business. 

ln the event of dissolution of partnership, assets In the event of dissolution of firm , assets are 
and liabilities are re, alucd an d new balance realized and liabilities are paid off. 
sheet is drawn. 

Revaluation Account is prer,ared 10 ascertain Realization Accounts prepared to ascertain the 
the profit/loss on revaluation. profit or loss on realization . 

The dissolution of a r,artnership II ill create a The dissolution of a t1n11 will not create a new 
new partnership. pannership. 

13.3 SETTLEMENT OF ACCOUNTS 

Usually the Deed of Partnership contains an accounting clause according. to which the 
final accounts between panners 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. if necessary, by contribution of each partner in proportion to his 
share in profits. 

• The assets of the firm , including sums contributed by panners 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 pa1tner 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 of the Indian Pmtnership Act, the following provisions shall apply in 
case a of firm's debts and private debts: 

• The creditors of the firm (third party Ii-abilities) should be paid out of the assets of 
the firm. If there is any surplus, it will be divided among the pa11ners as per their 
claims which can be utilised for paying the private liabilities or 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 utili sed for paying off the 
partnership debts . 

13.3.2 Accounting Treatment of Assets and Liabilities 

As we discusscu earlier that in case of dissolution of a partnership firm the business 
activ,ities of a firm comes to an end and the firm gets disso I vcd . As soon as the 
partners decide to di~continue the business of the firm, it becomes necessary lo 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 Ale? 

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 liabi I ities : 

I. For Transfer of assets: 

Realization A le 

To Sundry Assets Ale 

(Tran sf er of assets) 

Dr. 

lt 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) U nd istri buted loss (i.e ., Debit Balance of Profits and Loss account) 

(ii) Fictitious assets or deferred revenue expenditures such as preliminary 
expenses; 

(b) Cash in hand , and Cash at Bank, wi.11 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 Tramfer of Liabilities: 

External Liabilities Ale Dr. 

To Realization Ale 

(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 transferred to partner ' s capital account in their profit sharing ratio. The 
following entries are to be passed: 

Reserve Ale 

Profit and Loss A le 

Any Other fund Ale 

To Partner ' s Capital Ale 

(Transfer of profit and reserves) 

4. For Sale of Assets 

Cash/Bank Ale 

To Realiza tion Ale 

(Sale of assets) 

Dr. 

Dr. 

Dr. 

Dr. 

5. For assets tal,e11 over by the partner 

Pa11ner 's Capital Ale 

To Rc:ilizat ion /\ /c 

(Assets taken over by pa11ner) 

Dr. 
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6. Payment of liabilities in cash 

If any liability is paid off in cash: 

Realization Ale Dr. 

To Cash/Bank Ale 

(Payment of liabilities) 

7. Payment of liabilities by the partners 

Realization Ale Dr. 

To Partner's Capital Ale 

(Liabilities taken over by partner) 

8. Settlement of loan given by the partner 

Partner ' s Loan Ale 

To Bank Ale 

(Pa11ner·s loan paid off.) 

9. Payme111 of realization expenses: 

Dr. 

(a) When realisation expenses are paid by firm: 

Realization Ale 

To cash Ale 

(Expenses paid off) 

Dr. 

(b) When realisation expenses are paid by partner on behalf of the firm: 

Realization Ale Dr. 

To Partner's capital A le 

(Payment of realisation expenses by partner on behalf of the firm) 

I 0. Closing of realisation Ale 

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 Ale Dr. 

To Partner's Capital Ale 

(Profit on realization transferred) 

(b) In case of loss, Reserve entry is to be passed. 

Partner 's Capital Ale 

To Realization Ale 

(Loss on realization transferred) 

Dr. 

E rnmple: Pass the necessary journal entries on the dissolution of a linn, after various 
1-.. sets (other than cash) and third party li abilities have been transferred to Realizati on 

ccount: 

Bank Loan I 0,000 is paid. 

Stock wo11h 5.000 is taken O\'er lby pa11ner A. 



3. Expenses on dissolution amounted to 1,200 and were paid by partner B. 

4. A typewriter, 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.No. Pa rticu la rs L.F. Drrn Cr(~ 

I Realization Ne Dr. 10,000 

To Cash/Bank Ne 10.000 

(Payment of bank loan) 

2 B."s Capital Ne Dr. 5,000 

To Realization A/c 5.000 

( Stock taken over by panner A) 

3 Realizatinn Ale Dr. 1200 

To A ·s Capital Ne 1200 

(Expenses on dissolution paiJ by runner 13) 

-1 Cash Ale Dr. 400 

To Realization A/c 400 

(Typewriter completely written off was sold for~ 400.) 

5 I\· s Capital Ne Dr. 5000 

B's Capital Ale Dr. 2000 

Tn Realization A/c 7000 

(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 firm 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 
finn before its dissolution. 

Any partner may, upon the sale of goodwill of a firm, make an agreement with the 
buyer that such pa11ner 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 fom: 

• If goodwill appears in the Balance Sheet, it is treated like any other asset and is 
transferred to realization account. 

• If goodwill does not appear in rhe baiance sheet. no entry is passed for this. 

• If something is realized or Goodwill is purchased by any one of the partners. lhen 
either Cash Account is debited or Pa11ner· s Capital Ale is debited and Reali/at ion 
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 written-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. Similarly, 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 fim1 for payment 
purposes . 

The following journal entries will be passed to record such transactions: 

I . For sale of unrecorded assets for cash 

Cash/Bank A le Dr. 

To Realization Ale 

(Sale of unrecorded assets) 

2. For unrecorded assets taken over by the partner 

If any unrecorded assets is taken over by panner/s. then: 

Pa1tner ' s Capital A le 

To Realization Ale 

Dr. 

(Unrecorded assets taken over by pa11ner) 

3. Payment of unrecorded liabilities in cash 

lf any unrecorded liabilities is paid off in cash : 

Realization A le Dr. 

To Cash/Bank Ale 

(Payment of unrecorded liabilities) 

Payment of unrecorded liabilities by the partner on behalf of the firm 

If any unrecorded liabilities is paid off in cash : 

Realization Ale Dr. 

To Partner's Capital Ale 

(Payment of unrecorded liabilities by panner on behalf of the firm) 

Example: X and Y are equal partners in a firm. They decided to dissolve the 
part nership on December 31, 2006 when the balance sheet stood as under: 

Liabilities 

Creditors 11 

R ·serve for Der. on Plant I 
l oan 

' Ca pita l /\ ccount 

X 1.20.000 

y 1.20.000 

Balance Sheet 
as on Dec. 31, 2006 

-

~ Assets 

54.000 Cash at bank 

20.UOO Sundry debt ors 

80.000 Stock 

furni ture 

Plants 

:uo.ooo Leas~hold l,rnd~ 

3,9-Ul00 I 

~ 

22,000 

24.000 

84.000 

50,000 

94,000 

1,20,000 

3,94,000 



Assets were realized as follows: 

Leasehold land < 1,44,000 

Furniture < 45,000 

Stock < 81,000 

Plant < 96,000 

Sundry debtors < 21,000 

The creditors were paid< 51,000 in full settlement. Expenses of realization amounted 
to< 6,000 . 

Show the ledger accounts to record the dissolution measures. 

Solution: 

Books of X and Y 

Particulars r Par1iculars 

lo Sundry Assets By Creditors 

Sundry Debtors 24 ,000 By Loan 

Plants 94,000 By Bank 

Stock 84 .000 Sundry Debtors 

Leasehold lnnd 1.20.000 Plants 

Furniture 50.000 3,72,000 Stock 

To Bank A le Leasehold land 

CredilUrs 51.000 Furniture · 
., 

Loan 80.000 

Reali sation Exp. 6,000 1,37,000 

To profit on reali sation 

X 6.000 

y 6.000 12.000 

5,21,000 

Partner's Capital Account 

Particulars X(~ vrn Particulars 

To Bank ;\ /c J.36.000 1.36.000 By Balance b/d 

By Reserve fund 

By Profit on realization A/c 

1,36,000 1,36,000 

Bank Account 

Particulars ~ Particulars 

To t3alancc bid 22,000 B: Rcalizntion A 'c 

To Rcali7 :11io11 .·\le 3.87.000 By x·s Cnrit:il /\ 'c 

, By v ·s Capi t.il ,\ ,c 

4,09,000 

r 

5-tOOO 

80.000 

21.000 

96,000 

81,000 

1.44.000 

45,000 3,87,000 

5,21,000 

x~ Yrn 
1.20.000 1.20.000 

I 

10.000 10.000 

6,000 6,000 

J,36,000 J,36,000 

~ 

1,37,000 

1.16.000 

1.36.000 

4,09,000 
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Example: The following is the Balance Sheet of Ram and Gopal as on 31 st March, 
2006. 

Liabilities t Assets t 

Creditors 38.000 Bank 11.500 

Mrs. Ram·s Loan 10.000 Stock 6.000 

Mrs. Gopal's Loan 15.000 Debtors l 9.000 

Reserve 5.000 Furniture 4,000 

Capital Plant 28,000 

A 10.000 Investment 10.000 

B 8.000 18.000 Profit and Loss Ale 7,500 

86,000 86,000 

The firm was dissolved on 31 s 1 March, 2006 on the following terms: 

I. A agreed to take the Investments at 8,000 and to pay off Mrs. Ram·s Loan . 

2. Other Assets were realized as follows: 

Stock < 5,000 

Debtors < 18,500 

Furniture < 4,500 

Plant < 25,000 

3. Expenses on realization amounted to~ 1,600. 

4. Creditors agreed to accept~ 37,000. 

The profits and losses were shared in the ratio of 2 : I. You are required to prepare 
realization Ale, Partner's capital Ale and Bank Ale. 

Solution: 

Realization Account 

Particulars t Particulars t 

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 le 

To Investment 10,000 (Investment) 8,000 

To Ram 's Capital Ne ' By Bank 
(Mrs. Ram ·s Loan) 10.000 Stock 5.000 
To Bank (Expenses) 1.600 Debtors J 8.500 
To Bank (Creditors) 37.000 Furniture 4.500 
To Bank (Mrs. Gopal's Loan) 15. 000 Plant 25 ,000 

By Loss 011 reali za1ion /I.le 

Ram ' s Capital 4400 

Gopal·s Capital 2200 6.600 

1,J0.600 1,30,600 I 



Partner's Capital Account 

Particulars Ram Gopal Particulars Ram 
(t) m (t) 

To Realization Ale 8,000 - By Balance b/d 10.000 

To Profit and Loss Ale 5.000 2.500 By Mrs. Ram's Loan Ale 10.000 

To Loss on realization Ale 4,400 2,200 By Reserve Ale 3,333 

To Bank Ale 5,933 4,967 

23,333 9,667 23,333 

Bank Account 

Particulars t Particulars 

To Balanc~ b/d 11,500 By Cr~ditors Ale 

T-o Realization Ale 53.000 By Mrs. Gopars Loan 

By R~alizalion Ale (Cash Exp.) 

By Ram·s Capital Ale 

By Gopal" s Capilal AJc 

64,500 

13.4 GARNER VIS MURRAY RULE INCLUDING 
INSOLVENCY OF FIRM 

Copa! 
m 
8.000 

-
1,667 

9,667 

t 

37.000 

15.000 

1.600 

5.933 

-1.%7 

64,500 

In case one pa11ner or more than one partners are insolvent and the rema111ing 
(solvent) are required to compensate the loss (deficiency) of insolvent panner/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: (I) 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 Gamer 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 panners. 
the assets are~ 21,000 . Thus, the deficiency comes to~ 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 necessa1y 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 ~ 6,000. Now the total assets 
available for distribution between A and B would be ~ 21,000 + ~ 6.000 = 
~ 27,000, A gening ~ 21 ,000 and B ~ 6,000 . 

2. Sometimes it so happens that one or more of the pa11ners 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 di stributed as 
follows: A and B will brin g. in their share of deficiency , increasing the asset s from 
~ 21 ,000 to~ 39,000 . The total assets would be di stributed between A and Bin 
their capita,I ratio, i.e ., 2: I. A will get~ 26,000 and B ~ 13 ,000 . Thus . A on the 
whole will lose ~ J 3,000 and 13 < 11 ,000. This settlement of account s is in 
accordance with the rule laid down in Garner vs. Murray. From the calculations it 
is obvious that the remainin g partners are suffering loss in accordance ,, ith the 
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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, fa i Is 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 : 1 respectively. They decided to dissolve the 
firm on 3 I st December, 2006 on which date their Balance Sheet stood as follows : 

Liabilities t Assets t 

Creditors -17.000 La nd and Buildings 57.000 

Lon g ·s Loa n .'\l e 10.000 Stock 50.000 

a rital Account s Debtors 50.000 

i. l> ng 90.000 Cash 3.000 

Shon 10.000 Profit and Loss .-\ le 1.500 

Thin 10.000 1.10.000 Sho r1· s Current A le 2.000 

Lo ng·s C urn.:n1 N e 1,500 T hin· s Currclll Ale 5,000 

1,68,500 1,68,500 

Land 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 
received from his estate in full settlement. 

' repare the necessary accounts closing the books of the firm applying the ruling given 
in Garner vs . Murray. 

Solution: 

Realization Account 

Particulars t Particulars t 

T 1.> Sundry Asst!ts: By Sundry C rt!ditors 47,000 

Land and Buildings 57,000 By Cash A le 

Stoc k 50,000 · Sa le of Land and Buildings 40,000 

Debtor~ 50.000 . Stock 30,000 

I o Cash ( Ex pe nses ) 1,200 Dditors 42,000 

I o Cash ( Sundry Cn;ditors ) 47,000 Goodwill 600 

By Loss on Rea li zati on 

Long 22,800 

Shon 15,200 

Thin 7,600 45,600 

t 
; 2,05,200 2,05,200 



Partner's Capital Accounts 

Particulars Long Short Thin Particulars Long Short Thin 
(t) (t) m (t) m m 

To Profit and By Balance bid 90.000 10.000 10.000 
Loss Ale 750 500 250 

To Shon·s By Long"s Current 
Current Ale - 2,000 - Ale 1,500 - -

To Thin· s C urrent By Cash A le - 7.842 1,425 
A le - - 5,000 

To Loss on 22.800 15,200 7,600 By Long·s Capital 
Realization Ne - - 1,283 

To Thin·s Capital 1.283 142 - By Shon·s Capital 
Ale - - 142 

To Cash A/c 66.667 - -

91,500 17,842 12,850 91,500 17,842 12,850 

Cash Account 

Particulars t Particulars ~ 

To Balance 3,000 By Rc,1li za tion (Expenses) 1,200 

To Rea lization (Sale of assets) 1.12.600 By Sundry Creditors 47.000 

T\1 Short"s Capital 7.842 By Long ·s Loan Ale 10.000 

To Thin·s Capital 1,425 By Long·s Capital Ne 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 t Assets t 

Creditors 20,000 Cash 6.000 

Reserve Fund 15.000 Stock 20,000 

/\·s Capital 25,000 Plant s and Tool s 20,000 

B"s Capital 15,000 Sundry Debtors 10,000 

Bi I ls Receivable 10.000 

C's Capital Overdrawn 9.000 

75,000 75,000 

C is insolvent but his estate pays 2,000. It is decided to wind up the pa11nership. The 
assets realized as follows: 

Sundry Debtors 

Bil Is 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 firm taking. the capitals as fixed. 
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Solution: 

Dissolution Ale 

Particulars t Particulars t 
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 

C 6.000 18.000 

62,500 62,500 

Partner's Current Ale 

Particulars A B C Particulars A B C 
(t) (t) (t) (t) (t) (t) 

To Loss on 6.000 6.000 6.000 By Reserve Fund 5.000 5.000 5.000 
Dissolution By Cash Ale 2.000 - -

To C's Capital Ne - - 9,000 

To C's Current 5.000 .1.000 - By A"s Current Ne - - 5.000 
Ale (I) By B · s Current Ale - - 3.000 

By Cash Ale 6.000 4.000 -
11,000 9,000 15,000 11,000 9,000 15,000 

Cash Ale 

Particulars t Particulars t 
To Balance bid 6.000 By Expenses of winding up 2,500 

To Cs Current Ne 2.000 By Creditors Ne 20.000 

To A's Current Ne 6.000 By A's Capital Ale 25,000 

To B's Current Ale 4.000 By B's Capital Ale 15.000 

To Realization Ale 

(Dissolution Ne) 

Sundry Debtors Ne 7.500 

Bills Receivable Ale 7.000 

Stock Ale 16.000 

Plants and Tools Ale 1-1,000 

62,500 62,500 

13.5 PIECEMEAL DISTRIBUTION 

As we discussed in the pre\ ious section it was assumed that all the assets were 
realized on the date of d isso I ut ion and accounts settled on the same date. However_ the 
process ofreal jLing: the assi..:is 1:,kes a 1011 g time and cas h is distributed as and when it 
is realized. Such a proce,-, 01· gr<1dual distribution of money is known as "Piecemeal 
Distribution''. 



The following are the key methods for distribution of cash under piecemeal 
distribution: 

l. Proportionate Capital Method: If the capitals of the partners are in the ratio of 
their profit sharing arrangement, then each of them is pa id 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; t I 0,000 and tS ,000. 
The profit sharing ratio of A , Band C is 2:2:1 respectively. Calculate the surplus 
capital. 

Statement Showing Surplus Capita l 

A B C 

Profit sharing ra1io 2 2 I 

Actual Capital 20,000 20.000 5.000 

Capital's of panner ' s on the basis of C s capital 
(C is having the least capital) l0.000 10.000 10.000 

Surplus Capita l 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: l . 

2. Maximum Loss Method: An alternative method of piecemeal distribution 
amongst pa1tner is to calculate the maximum possible loss on every realization 
after the outside liabilities and the partners' loan lias 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 asce1tained is deducted from the capital balances of the pa1tners in 
their profit and Joss sharing ratio and the balance left in the capital account after 
deducting the maximum possible loss will be the amount payable to the pmtner. 

If 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 shou Id 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 pa1tners after 
debiting their share of maximum loss and their share of insolvent pa1tners' 
deficiency will be equal to the cash availabk for the distribution amongst the 
pattners. 

TI1is process of maximum possible loss is repeated on each realization till all the 
assets are dis posed . 

Example: The partners A, B and C have called you to assist them in winding up the 
affairs of their partnership on 30111 June, 2005 . Their Balance Sheet as on that date is 
given on next page . 
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Liabilities ~ Assets 

Sundry Creditors 17.000 Ca$h at Bank 

Ca pital Accounts: Sundry Debtors 

A 67,000 Stock in trade 

B 45,000 Plant and Equipment 

C 31.500 1,43,500 Loan-A 

Loan-8 

1,60,500 

(1) The partners share profit and losses in the ratio ofS :3:2 . 

(2) Cash is distributed to the partners at the e nd of each month . 

(3) A summary of liquidation transactions a re as follows: 

July 2005 

~ 16,500 - collected from Debtors; balance is uncol lectable. 

~ I 0,000 - received from sale of entire stock . 

~ l ,000 - liquidation expenses paid. 

~ 8,000 - cash retained in the business at the end of the month. 

August 2005 

~ 

6.000 

22,000 

14.000 

99,000 

12.000 

7,500 

1,60,500 

~ 1,500 - liquidation expenses paid. As patt payment of his Capital, C accepted a 
piece of equipment for~ 10,000 (book va lue~ 4,000) . 

~ 2,5 00 - cash retained in the business at the end of the month . 

September 2005 

~ 75,000- received on sale ofremaining pl a nt and equipment. 

~ 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 

t t A(t} B~) C~) 

f--h1l ance Due 17.000 55.000 37,500 31.500 

Jul " 

Ba lance available 6,000 

Rea lisation less expcns~s and cash reta ined 17,000 

/\ mount ava ilable and paid 23.500 17.000 6,500 

Ba lance uue - 55,000 37,500 25,000 

/\ ugust 

O pe ning balance 8. 000 

L:--- r ensc, paid and halanc~ carried fo rward 4 . ()()() 

.-'\ \diL1blc for distribution -1.000 

l' ,1, h pc1i J to · 13" anu 

l·.quiprnent given to C - 4,000 10.000 

( I .,cc;;s r aid tu ·c ~ 7.333) 
Conrd .. 



September 

Opening balance 2.500 

Amount realized less expenses nooo 
Amount paid to partner 76.500 

Working Note: 

(i) Highest Relative Capital Basis 

Scheme or payment for Jul~ 

Balance of Capital Accounts 

Less: Loans 

Profit sharing ratio 

Capital Profit sharing ratio 

Capital in profit sharing ratio taking 

A ·s Capital as base 

Excess of C's Capital and s·s Capital 

Excess of Cs Capital over B 

(ii) Scheme of distribution of available cash 

Scheme of payment for September 

Balance of Capital Accounts 

Profit Sharing Ratio 

Capital/Profit sharing Ratio 

Ca pital in profit sharing ratio taking 

Cs Capital as base 

Excess of A"s Capital and s ·s Capital 

Excess in profit sharing Ratio taking 

A· s excess as base 

Excess 

Payment< 500 

Ba lance of Excess 

Payments< 28,000 

Ra lance 

Payments< ( 76.500 - < 28.500) < ~8.000 

Loss 

Total payment< 76.500 

55,000 33.500 

41.500 25,400 

13,500 8,100 

A B 
~ ~ 

67,000 45,000 

12.000 7.500 

55,000 37,500 

5 3 

11.000 12.500 

55.000 33.000 

4,500 

(9,500-3.000) 

A B 

55,000 33,500 

5 3 

11,000 11 , 167 

37,000 22,500 

17,500 11,000 

17,500 10.500 

- 500 

(500) 

17,500 10,500 

(17.500) ( I 0.500) 

37 ,500 22.500 

(24.000) ( 14.000) 

13.500 8.100 

-l 1.500 25.400 

15.000 

9,600 

5,400 

C 
~ 

31,500 

31,500 

2 

15.750 

22.000 

9,500 

6.500 

C 

15,000 

2 

7,500 

15,000 

-

15.000 

(9.600) 

5.-lOO 

9.600 
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Example: The fol lowing is the Balance Sheet of A. B. C on 3 l ' 1 December. 200:5 
when they decided to dissolve the partnership: 

Liabilities t Assets 

Creditors 2,000 Sund!)· Assets 

A's Loan 5.000 Cash 

Capital Accounts : 

A 15,000 

B 18,000 

C 9.000 

49,000 

The assets realized the following sums in instalments: 

1,000 

II 3,000 

1II 3,900 

IV 6,000 

V 20,100 

34,000 

t 

48,500 

500 

49,000 

The expenses of realization were expected to be~ 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: I. 

Solution: 

First of all, the following table will be constructed to show the amounts available for 
distribution among the various interests: 

Statement showing Realization and Distribution of Cash Payments 

Realization Creditors Partners' Loan Partners' 
~) (ri (~ Capitals rn 

I. After taking into account cash 
balance and am ount set aside for 

1,000 1,000 ------ -----expenses 

2. 3,000 1.000 2.000 -----

l 3.900 3.000 900 -----
4 6,000 ----- 6.000 -----
5 Including sa, in g in c,,pcnscs 20,100 ----- 20. 100 -----

34,000 2,000 5,000 27,000 



To ascertain the amount distributable out of each installmelll realized among the 
partners, the following table will be constructed: 

Statement of Distribution on Capital Account 

(I) Calculation to determine the mode of 
distribution of 900 

Balance 

less: Possible loss, should remaining assets 
prove to be worthless 

Deficiency of A ·s capital written off against 
those of Band C in the ratio of their capital, 
18,000: 9.000 (Gnrner \S. i'vlurray) 

Manner in ,vhich the lirst 

~900 should be distributed 

(2) Distribution of 6,000 

Balance after making pa\ ment of amount 
shown in step ( I ) 

Less: 

Possible Loss assuming remaining asset to 
be valueless 

Balance available and 10 be distributed 

(3) Distribution of~ 20,100 

Balance after nrnking payment of amount 
shown in step (2) 

Less: Possible loss. assuming remaining 
assets to be valueless 

Manner of distribution of~ 20, I 00 

Summary: 

Balance 

Total amounts paid 

Loss 

Total~ 

42,000 

41.100 

+900 

4 l.100 

35. 100 

6.000 

35.100 

15,000 

20,100 

42,000 

27.000 

15.000 

Check Your Progress 

Fill in the blanks: 

15,000 

16.440 

- 1.440 

15 .000 

l<l.040 

960 

14.040 

6,000 

8.040 

15,000 

9 .000 

6.000 

18.000 

16.440 

+ 1.560 

960 

+ 600 

17.-100 

14.040 

3,360 

14,040 

6,000 

8,040 

18,000 

12.000 

6.000 

9,000 

8.220 

+ 780 

480 

+ 300 

8.700 

7.020 

1,680 

7.020 

3,000 

4.020 

9,000 

6.000 

3.000 

I. Dissolution of partnership does not demand dissolution of the ___ _ 

2. Dissolution of pa1tnership requires the---~ of assets and liabilities . 

3. A process of gradual distribution of money is knowD as ____ _ 

4. The unpaid balance of _____ wi~I represent loss on realisation and 
this loss wil~ be exactly in their profit sharing ratio. 

5. If a pa1tner's share of maximum possible loss is more than the amount 
standing to the credit of his capital account, he should be treated as 

6. ln case when the business becomes ,iUegal there will be _____ of the 
firm. 
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• The dissolution of a finn implies the discontinuance of the partnership business 
and separation of economic relation between the partners. 

• In the case of a dissolution of a firm, the firm closes its business altogether and 
realizes all its assets and settles all liabilities. 

• The payment is made to the creditors, first out of profits and assets realized. next 
out of the contributions made by the pa11ners in their profit sharing ratio. 

• When the final payment is made to the partners for their due share, the books of 
the firm are closed . 

• The Realization Account is prepared to record the transactions relating to sale and 
realization of assets and settlement of creditors. 

• Any profit or loss arising out of this process is shared by the partners in their 
profit sharing ratio. 

• Pa11ners are paid off in the final settlement. if any sum is due to thein. At the end 
Cash/ Bank Account is closed by making payment to partners. 

• The process of realizing the assets takes a long time and cash is distributed as and 
when it is realized . 

• Such a process of gradual distribution of money is known as "Piecemeal 
Distribution" . 

• 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. 

• Maximum Loss Method is 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. 

13. 7 LESSON END ACTIVITY 

T ke any practical example of a firm dissolution from the market and analyse it. 

13.8 KEYWORDS 

Dissolution: Dissolution means the undoing or breaking of a bond tie. 

Realization Ale: The account in which all the assets and liabilities of the dissolved 
firm are transferred. 

Revaluation Ale: Revaluation account is prepared when the firm is constituted. 

I .9 QUESTIONS FOR DISCUSSION 

Dissolution of partnership does not demand dissolution of the firm but dissolution 
of the firrn means the dissolution of pa11nership. Discuss . 

A, B, C and D are partners sharing 4:3:2: I. Their position statement was as 
follows: 

Liabilities ~ Assets t 
uank Loan 20.000 Cash 1.500 · 

Creditors .:J 0. 000 Building 44 .00() 

/\·s Capita l 30.000 Stock 60 ()()0 

B·s Cnrital 2(1.000 Cs Ca pital 3. :,()(1 

D 0 s Capital I.()()() 

1,10,000 1,10,000 



The firm is dissolved. All assets realized Z82,000. All outside liabilities paid 

<58.500 in full satisfaction. Outstanding creditors are also paid Z500. The 
exp~nses of dissolution are ~600. D becomes insolvent and C paid only ~3.000 . 
Prepare ledger accounts to close the books of the firm. 

3. D, E and F were partners. Their profit sharing ratio was 3:2: I. They dissolved 
their firm . The Balance Sheet on that date was as follows : 

Liabilities ~ Assets ~-

D's Capital 34.000 Plant 30,000 

E·s Capital 23.000 Machine 13.850 

F's Capital 1.5 00 Stock and Debtors 25.200 

E·s Capital 1.000 Cash 6.550 

Bills Payabk 7,550 

Profit and Loss Account 8.550 

75,600 75,600 

Assets were sold for Z 50, I 00. Realization expenses were ~ 300. F became 
insolvent and only~ 512 were received from him . 

Prepare necessary ledger accounts following the rule of Garner vs . Murray's Case. 

4. A, Band C sharing profit as 6:2:2 decided to dissolve their firm on 31-12-2007 
when their position was as follows : 

Liabilities ~ Assets ~ 

· Capital Sundry · 5.100 

A 8.250 Stock 2.340 

B 3,000 Furniture 300 

C 2,100 13.350 Debtors 7.260 

Sundry creditors 1.800 Less: Provision for doubtful debts 360 6.900 

Loan 450 Cash in hand 960 

15,600 15,600 

It was agreed that: 

(a) A is to take furniture at Z 240 debtors amounting to Z 6,000 at Z 5,160 and 
also the creditors at their book value. 

(b) B agreed to take over stock at ~ 2, I 00 and a part of the sundry assets at 
~ 2,160 (betng book value less I 0%). 

(c) C agreed to take remaining sundry assets at 90% if their book value less 30 as 
allowance. He also assumed the responsibility for the payment of loan 
together with accrued interest of 9 (not recorded in the books). 

(d) Dissolution expenses amounted to 181 . 

(e) The remaining debtors were sold to a Debt collecting Agency at 50% of the 
book value. Close the books of the firm with che help of ledger account. 
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5. P, Q and R \vere partners in a firm sharing profits in the ratio of I :2:2. Their 
Balance Sheet on 3 l s

' December 2006 was as follows: 

Liabilities 

Accounts payable Ale 

Bank overdraft Ale 

o·s loan Ale 

.J oi nt life insurance 

Po l icy reserve 

Cariwls: 

l' 20,000 

() 40,000 

R 40.000 

Balance Sheet of P, Q and R 
as on 31 st December 2006 

Amount Assets 
(f) 

15,000 Land and building Ale 

12,000 Office equipment A le 

18.000 Stock Ale 

Accounts n:ce iYahle Ale 

15.000 Joint life insurance polic~ .\ tc 

Bank Ale 

1,00,000 

1,60,000 

Amount 
(~) 

47.000 

8,000 

56.000 

18.000 

15.000 

16.000 

1,60,000 

Pa1tners agreed to dissolve the firm on that date. You are given the following 
information about dissolution : 

(a) The Joint Life Insurance Policy was surrendered for 9 .000 

(b) Office equipment were accepted by a creditor for 7.000 111 full settlement . 
The remaining creditors were paid in full by cheques. 

(c) Assets realized as follows : 

Land and Buildings < 1,20,000 

Stock < 40,000 

Accounts Receivable < 15,000 

(d) Other liabilities were paid in full. 

(e) Dissolution expenses amounted to < 3,000 

You are required to prepare realization account, bank account and capital of the 
pa rtners. 

6 r he following Ba lance Sheet of A, B, C and D as on 31.3.2006 is presented to 
you. 

Liabilities (f) Assets (f) 

Credit ors 20.000 Sundry Assets 30.000 

n · s Ll) ;in 5,000 Cash at Bank 1,000 

Capitals P and L Ale 15,000 

.I\ .~ 10.000 Drawings: 

w~ 6.000 B 2.000 

C, 6.000 C 2.000 

LY ~ I 3.000 

I 50,000 50.000 



They shared profits and losses in the ratio of 2:3 :3: 2 respectively. The position of 
partners on the date of dissolution was as follows: 

Particulars 

A 

B 

C 

D 

Private Estate 

10.000 

20,000 

5,000 

8.000 

Private Liabilities 

15.000 

6,000 

4,000 

9.000 

The assets realized 26,000 and expenses of dissolution came to 1,000. Prepare 
ledger accounts giving effect to the dissolution. 

7. Explain Garner vs. Murray rule. 

8. Write a short note on accounting treatment of goodwill. 

9. A. B and C sharing profits and losses in the propo11ion of 3:2: I. Their Balance 
Sheet was as follo\vs: 

Liabilities Amount Assets Amount 

Creditors 50,000 Land and Buildings 70.000 

A ·s Loan Ale 10,000 Planl and Machinery 40.000 

A' s Capiwl Ale 50,000 Stock 25.,000 

s·s Ca pital Ale 10,000 Debtors 20,000 

Cs Capital Ale 40,000 Cash 5,000 

1,60,000 1,60,000 

The partnership is dissolved and the Assets are realized as follows: 

1st Realization 40000 

2nd Realization 30000 

3rd Realization 54000 

4' 11 Realization 7000 

Prepare a statement showing how the distribution should be made by usmg 
proportionate capital method . 

I 0. M, N and O were partners in a firm sharing profits and losses in the ratio of 2: l: I 
respectively on the date of dissolution their balance sheet was as follows: 

Liabilities Amount Assets Amount 

Crt:ditors 28,000 Sundry Assets 80,000 

L· s C.1pital _1\ l c 20.000 

M. s Ca pit a l Ale 20,00() 

O"s Capital Ale 12,000 

80,000 80,000 

The assets realized ~ 68,000 and it was received in installments of~ 28 ,000, 
~ 20,000 and~ 20,000. Prepare a statement showing distribution of cash by using 
proponionate capital method. 
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Check Your Progress: Model Answer 

I. Fim1 

2. Revaluation 

3. Piecemeal distribution 

4. Capital accounts 

5. lnsolvent 

6. Compulsory dissolution 
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