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FOUNDATION PROGRAMME - IMPORTANT NOTE

The study material has been written in lucid and simple language and conscious efforts have been made to
explain the fundamental concepts and principles of accounting and auditing. This study material is divided into
two main parts —

Part-A Fundamentals of Accounting, and
Part-B Fundamentals of Auditing

There is computer based examination for the Foundatian Programme. Where Student are required to answer
multiple choice questions.

For supplementing the information contained in the study material, students may refer to the economic and
financial dailies, commercial, legal and management journals, Economic Survey (latest), CS Foundation Course
e-Bulletin, Suggested Readings and References mentioned in the study material and relevant websites.

The objective of the study material is to provide students with the learning material according to the syllabus of
the subject of the Foundation Programme. In the event of any doubt, students may write to the Directorate of
Academics in the Institute for clarification at academics@icsi.edu

Although due care has been taken in preparing and publishing this study material, yet the possibility of errors,
omissions and/or discrepancies cannot be ruled out. This publication is released with an understanding that the
Institute shall not be responsible for any errors, omissions and/or discrepancies or any action taken on the basis
of contents of the study material.

Should there be any discrepancy, error or omission noted in the study material, the Institute shall be obliged if
the same are brought to its notice for issue of corrigendum in the e-Bulletin CS Foundation Course.
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SYLLABUS
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Level of Knowledge: Basic Knowledge
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and their principles.
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Retirement/Death of a Partner
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Introduction to Company Accounts



— Issue of Shares and Debentures; Forfeiture of Shares; Re-Issue of Forfeited Shares; Redemption of
Preference Shares
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9. Audits and Auditor’s Reports

Internal Audit
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PART A

FUNDAMENTALS OF ACCOUNTING

LESSONS

.| Theoretical Framework

.| Accounting Process — |
(Recording of Transactions)

.| Accounting Process — Il
(Rectification of Errors)

.| Accounting Process — I
(Capital and Revenue ltems)

.| Bank Reconciliation Statement

.| Depreciation Accounting

.| Preparation of Final Accounts for Sole
Proprietors

.| Partnership Accounts

.| Introduction to Company Accounts

LEARNING OBJECTIVES

In today’s business world, accounting is
considered as ‘the universal language of
business’, because it is the vehicle for reporting
financial information about a business entity to
users such as shareholders and managers. A
proper accounting system is essential to any
business, whether big or small, in order to
manage its daily functions and run it successfully.
The main obligation of any business is to
maximize profits, minimize losses and at the
same time maintain its position as a responsible
entity within the society.

So, in the current business world, everybody
should have the knowledge of accounting
discipline irrespective of the job one is doing. Due
to the rapid advancement in business activities
due to industrialization and globalization, the
need for people having knowledge of accounts
have increased manifold. It is impossible to
survive in today’'s advanced business
environment without adequate knowledge of
basic accountancy.

Especially all business students should have
some background in accounting to understand
and interpret and present the results of business.




Lesson 1

Theoretical Framework

LESSON OUTLINE

— Accounting
— Definition
— Stages of Accounting
— Branches of Accounting
— Functions of Accounting
— Advantages of Accounting
— Limitations of Accounting
— Review Questions
— Book Keeping

— Difference between Book Keeping
and Accounting

— Systems of Accounting
— Accounting as Information System

— Users of Accounting Information

— Characterstics of Accounting Information
— Role of Accountant

— Accounting Principles, Concepts and
Conventions

— Accounting Standards

— Accounting Policies

— Accounting — A Measurement Discipline
— Accounts and its Classification
— Review Questions

— Double Entry System

— Rules of Debit and Credit

— Accounting Equation

— Lesson Round Up

— Glossary

— Self Test Questions

LEARNING OBJECTIVES

Accounting is a very old concept — as old as
money. A description of proper keeping of
accounts is also found in ‘Arthashastra” written
by Kautilya. However, it has developed with the
passage of time to meet the requirements and
challenges of ever — growing society. The
modern-day accounting concept based on double
entry system was originated by Luco Pacioli in
Italy. Though the act of accounting is very old, in
recent times it has acquired special significance
because of rapidly growing economy, cut-throat
competition, expanding markets and increasing

production and changes in technology.

In this lesson, we will throw light on the basic
concepts of accounting, types of accounts,
accounting principles, conventions, concepts &
standard, meaning of double entry system and
the rules of debit & credit on which entire concept

of accounting is based.

The system of book keeping by double entry is, perhaps the most beautiful one in the wide domain

of literature or science.

Edwin T. Freedley
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. ____________________________________________________________________________________|
ACCOUNTING

Accounting is used by business entities for keeping records of their monetary or financial transactions. A
businessman who has invested money in his business would like to know whether his business is making a
profit or incurring a loss, the position of his assets and liabilities and whether his capital in the business has
increased or decreased during a particular period.

Definition

The definition given by the American Institute of Certified Public Accountants (‘AICPA’) clearly brings out the
meaning of accounting. According to it, accounting is “the art of recording, classifying and summarizing in a
significant manner and in terms of money, transactions and events which are, in part at least, of a financial
character and interpreting the results thereof’. The definition brings out the following as attributes of
accounting :

(i) Accounting is an art. Accounting is classified as an art, as it helps us in attaining our aim of
ascertaining the financial results, that is, operating profit and financial position through analysis and
interpretation of financial data which requires special knowledge, experience and judgment.

(ii) It involves recording, classifying and summarizing. Recording means systematically writing down the
transactions and events in account books soon after their occurrence. Classifying is the process of
grouping transactions or entries of the same type at one place. This is done by opening accounts in a
book called ledger. Summarizing involves the preparation of reports and statements from the classified
data (ledger), understandable and useful to management and other interested parties. This involves
preparation of final accounts namely profit and loss account and balance sheet.

(iii) It records transactions in terms of money. All transactions are recorded in terms of common measure
i.e. money which increases the understanding of the state of affairs of the business.

(iv) It records only those transactions and events which are of financial character. If an event has no
financial character then it will not be capable of being measured in terms of money ; it will not be,
therefore, recorded.

(v) Itis the art of interpreting the results of operations to determine the financial position of the enterprise,
the progress it has made and how well it is getting along.
Stages of Accounting
Accounting has the following stages:

(i) The transactions of a business that have, at least in part, a financial character are identified and
recorded.

(i) The recording is done in a manner which identifies the different classes and types of transactions.

(iii) The resulting records are summarized in such a way that the owners or other interested parties in the
business can see the overall effects of all the transactions. The statements prepared by the
summarizing process are known as financial statements which will show the profit or loss made by the
business over a period of time and the total capital employed in the business. Such financial
statements are used by management to make business decisions.

Branches of Accounting

Accounting has three main forms or branches viz. financial accounting, cost accounting and management
accounting.

(i) Financial Accounting: It is concerned with record-keeping directed towards the preparation of ftrial
balance, profit and loss account and balance sheet.
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(ii)

(iif)

Cost Accounting: Cost accounting is the process of accounting for costs. It is a systematic procedure
for determining the unit cost of output produced or services rendered. The main functions of cost
accounting are to ascertain the cost of a product and to help the management in the control of
cost.

Management Accounting: Management accounting is primarily concerned with the supply of
information which is useful to the management in decision-making, increasing efficiency of business
and maximizing profits.

Functions of Accounting

The following are the main functions of accounting:

(i)
(ii)

(iif)

(iv)

(v)

Keeping Systematic Records: Accounting is done to keep a systematic record of financial transactions.

Protecting and Controlling Business Properties: Accounting helps to see that there is no unauthorized
use or disposal of any assets or property belonging to the firm, because proper records are
maintained. Accounting will furnish information about money due from various persons and money due
to various parties. The firm can see that all amounts due to it are recovered in due time and that no
amount is paid unnecessarily.

Ascertaining the Operational Profit/Loss: Accounting helps to determine the results of the activities in a
given period, usually a year, i.e. to show how much profit has been earned or how much loss has been
incurred. This is done by keeping a proper record of revenues and expenses of a particular period and
then matching the revenues with the corresponding costs.

Ascertaining the Financial Position of the Business: Balance sheet is prepared to ascertain the
financial position of the firm at the end of a particular period. It shows the values of the assets and the
liabilities of the business entity.

Facilitating Rational Decision Making: Accounting facilitates collection, analysis and reporting of
information at the required point of time to the required levels of authority in order to facilitate rational
decision making.

Advantages of Accounting

The following are the advantages of accounting:

(i)

(ii)

(iif)

(iv)

(v)

(vi)

(vii)

(viii)

Maintenance of Business Records: All financial transactions are recorded in a systematic manner in
the books of accounts so that there is no need to depend upon on memory. It is impossible to
remember the business transactions which have grown in size and complexity.

Preparation of Financial Statements: Proper recording of transactions facilitates the preparation of
financial statements i.e. the trading and profit and loss account and balance sheet.

Comparison of Results: Accounting information when properly recorded can be used to compare the
results of one year with those of earlier years so that the significant changes can be analyzed.

Decision Making: Accounting information helps the management to plan its future activities by
preparing budgets and coordination of various activities in different departments.

Evidence in Legal Matters: Properly recorded accounting information can be produced as evidence in
a court of law.

Provides Information to Interested Parties: Interested parties like owners, creditors, management,
employees, customers, government, etc. can get financial information about the organisation.

Helps in Taxation Matters: Income tax and/sales tax authorities depend for taxation matter on the
accounts maintained by the business.

Valuation of Business: When the business is to be sold, the accounting information can be utilized to
determine the proper value of business.
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Limitations of Accounting

The following are the limitations of accounting:

(i) Accounting information is expressed in terms of money: The accountant measures only those events
that are of financial nature i.e. capable of being expressed in terms of money. Non-monetary items or
events which cannot be measured are not recorded in accounting.

(i) Accounting information is based on estimates: Some accounting data are based on estimates and
some estimates may be inaccurate.

(iii) Accounting information may be biased:. Accounting information is not without personal influence or
bias of the accountant. In measuring income, accountant has a choice between different methods of
inventory valuation, deprecation methods, treatment of capital and revenue items etc. Hence, due to
the lack of objectivity income arrived at may not be correct in certain cases.

(iv) Fixed assets are recorded at the original cost. The values of fixed assets change over time and so
there may be a great difference between the original cost and current replacement cost. Balance sheet
may not show true and fair view of the financial position on a particular date.

(v) Accounting can be manipulated: Accounting information may not be used as the only test of
managerial performance as profits can be manipulated or misrepresented.

(vi) Money as a measurement unit changes in value: The value of money does not remain stable. Unless
price level changes are considered in measurement of income, the accounting information will not
show true financial results.

REVIEW QUESTIONS

1. Accounting records only those transactions and events which are of

character.
2. is concerned with record-keeping directed towards the
7 preparation of trial balance, profit and loss account and balance sheet.

3. The main functions of cost accounting are to ascertain the
of a product and to help the management in the

4. Fixed assets are recorded at cost.

5. Accounting information is expressed in terms of

BOOK-KEEPING

Book-keeping is mainly concerned with recording of financial data relating to the business operations in a
significant and orderly manner. It is concerned with the permanent record of all transactions in a systematic
manner to show its financial effect on the business. It covers procedural aspects of accounting work and
includes record keeping function. It is the science and art of correctly recording in books of account all those
business transactions that result in the transfer of money or money’s worth. It is mechanical and repetitive.
This work of book—keeping is of clerical nature and usually entrusted to junior employees of accounts section
of a business house. Now-a-days, most of the book-keeping work is done through computers and other
electronic devices. In fact, accounting is based on a systematic and efficient book-keeping system. The main
purpose behind book-keeping is to show correct position regarding each head of income and expenditure as
well as assets and liabilities. Further, book-keeping is meant to show the effect of all the transactions made
during the accounting period on the financial position of the business.

Book-Keeping and Accounting

Book-keeping and accounting are often used interchangeably but they are different from each other.
Accounting is a broader and more analytical subject. It includes the design of accounting systems which the
book-keepers use, preparation of financial statements, audits, cost studies, income-tax work and analysis and
interpretation of accounting information for internal and external end-users as an aid to making business
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decisions. This work requires more skill, experience and imagination. The larger the firm, the greater is the
responsibility of the accountant. It can be said that accounting begins where book-keeping ends. Book-
keeping provides the basis for accounting.

The following are the points of distinction between book-keeping and accounting:

DIFFERNCE BETWEEN BOOK-KEEPING AND ACCOUNTING

Book-keeping Accounting
(i) It is concerned with the recording of | (i) Itis concerned with the summarizing of the
transactions. recorded transactions.
(i) The work of book-keeping is mainly routine | (i) The work of accountant requires higher
and clerical in nature and is increasingly being level of knowledge, conceptual
done by computers. understanding and analytical skill.

(iii) Book-keeping constitutes the base for | (iii) Accounting starts where book keeping
accounting. ends.

(iv) Book-keeping is done in accordance with | (iv) The methods and procedures for

basic accounting concepts and conventions. accounting for analysis and interpretations
for financial reports may vary from firm to
firm.
(v) Financial statements do not form part of book- | (v) Financial statements are prepared in
keeping. accounting process from the book-keeping
records.
(vi)Financial position of the business cannot be | (vi) Financial position of the business is
ascertained through book-keeping records. ascertained on the basis of accounting
reports.

SYSTEMS OF ACCOUNTING

Basically there are two systems of accounting:

Cash System of Accounting: It is a system in which accounting entries are made only when cash is received or
paid. No entry is made when a payment or receipt is merely due. In other words, it is a system of accounting in
which revenues and costs and assets and liabilities are reflected in the accounts in the period in which actual
payments or actual receipts are made in cash. It may not treat any revenue to have been earned or even sales to
have taken place unless cash is actually paid by customers. It has no relevance whether the receipts pertain to
previous period or future period. Similarly, expenses are restricted to the actual payments in cash during the
current year and it is immaterial whether the payments have been made for previous period or future period.

Cash basis of accounting is incompatible with the matching principle of income determination. Hence, the
financial statements prepared under this system do not present a true and fair view of operating results and
financial position of the organization. However, cash system of accounting is suitable in the following cases:

(i) Where the organization is very small or in the case of individuals, where it is difficult to allocate small
amounts between accounting periods; and

(i) Where credit transactions are almost negligible and collections are uncertain e.g. accounting in case of
professionals i.e. doctors, lawyers, firms of chartered accountants/company secretaries. But while
recording expenses, they take into account the outstanding expenses also. In such a case, the
financial statement prepared by them for determination of their income is termed as Receipts and
Expenditure Account.

Accrual System of Accounting: This is also known as mercantile system of accounting. It is a system in
which transactions are recorded on the basis of amounts having become due for payment or receipt. Accrual
basis of accounting attempts to record the financial effects of the transactions, events, and circumstances of
an enterprise in the period in which they occur rather than recording them in period(s) in which cash is
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received or paid by the enterprise. It recognizes that the buying, selling and other economic events that affect
enterprise’s performance often do not coincide with the cash receipts and payments of the period. The
purpose of accrual basis accounting is to relate the revenue earned to cost incurred so that reported net
income measures an enterprise’s performance during a period instead of merely listing its cash receipts and
payments. Accrual basis of accounting recognizes assets, liabilities or components of revenues and expenses
received or paid in cash in past and expected to be received or paid in cash in the future. The following are
the essential features of accrual basis:

— Revenue is recognized as it is earned irrespective of whether cash is received or not;

— Costs are matched against revenues on the basis of relevant time period to determine periodic
income, and

— Costs which are not charged to income are carried forward and are kept under continuous review. Any
cost that appears to have lost its utility or its power to generate future revenue is written off as a loss.

ACCOUNTING AS INFORMATION SYSTEM

Accounting, being the language of business, is used to communicate financial and other information to
individuals, organizations, governments etc. about various aspects of business and non-business entities. For
example, when a firm applies for a loan from a bank, it will have to submit details of its business activities in
terms of operating results (profit or loss) and the financial position (assets and liabilities). Similarly, the
shareholders or prospective investors must have financial information in order to evaluate the performance of
the management. Many laws require that extensive financial information be reported to various government
departments such as income-tax department, sales tax department, company law board and so on. Accounting
is a discipline that collects reports and interprets financial information about the activities of different
organizations. Hence, actual accounting is concerned with communicating the results of an organization.

Users of Accounting Information

Accounting is of primary importance to the proprietors and the managers. However, other persons such as
creditors, prospective investors, etc. are also interested in the accounting information.

(i) Owners/Shareholders: The primary aim of accounting is to provide necessary information to the
owners related to their business.

(i) Managers: In large business organizations and in corporations, there is a separation of ownership and
management functions. The managers of such business houses are more concerned with the
accounting information because they are answerable to the owners.

(iii) Prospective Investors: The persons who are contemplating an investment in a business will like to
know about its profitability and financial position. They derive this information from the accounting
reports of the concern.

(iv) Creditors, Bankers and other Lending Institutions: Trade creditors, bankers and other lending
institutions would like to be satisfied that they will be paid on time. The financial statements help them
in judging such position. Banks and other lending agencies rely heavily upon accounting statements
for determining the acceptability of a loan application.

(v) Government. The Government is interested in the financial statements of business enterprise on
account of taxation, labor and corporate laws.

(vi) Employees: Employees are interested in financial statements because increase in their salaries and
wages and payment of bonus depends on the size of the profit earned.

(vii) Regulatory Agencies: Various Government departments and agencies such as Company Law Board,
Registrar of Companies, Tax Authorities etc. use accounting reports not only as a basis for tax assessment
but also in evaluating how well various businesses are operating under regulatory legislation.

(viii) Researchers: Accounting data are also used by the research scholars in their research in accounting
theory as well as business affairs and practices.

(ix) Customers: Customers may also have either short-term or long-term interest in the business entity to
know the profitability, liquidity and solvency position of the company.
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Characteristics of Accounting Information

The various characteristics of accounting information are as follows:

(i)

(ii)

(iif)

(iv)

(v)

(vi)

(vii)

(viii)

(ix)

Relevance: The information should be relevant in order to influence the economic decisions of users
by helping them to evaluate the events at all times. Accounting information has a bearing on decision
making by helping investors, creditors and other users to evaluate past and future events. It confirms
or corrects prior expectations. The relevance of information is affected by its nature and materiality.

Reliability: Reliability relates to the confidence in the accounting information in the sense that the
information must faithfully represent what it intends to present; it must be factual. Information should
be free from material errors and bias. The key aspects of reliability are faithful representation,
substance over form, neutrality, prudence and completeness.

Comparability: Accounting information of an enterprise is useful when it is comparable with similar
information for the same enterprise in other periods of time and similar information regarding other
enterprises at the same time. Thus, the information should be presented in a consistent manner over
time and consistent between entities to evolve users to make significant comparisons.

Understandability: Information should be readily understandable by users who are expected to have a
reasonable knowledge of business, economics and accounting and a willingness to study the
information with reasonable diligence.

Timeliness: The more quickly the information is communicated or provided to the users, the more likely
it is to influence their decisions. Hence, for prompt decision-making accounting information should be
made available at appropriate time without delays.

Cost-benefit. The accounting information must be useful to most of the people who want to use it and
preparation of that useful information must not be a costly and time consuming process. The emphasis
is on cost-benefit consideration and the benefit derived from information should normally exceed the
cost of providing it.

Verifiability: Verifiability ensures the truthfulness of the recorded transactions, which can be checked
by persons other than the accountant himself.

Neutrality: Accounting information is neutral in the sense that it should be free from bias and it should
not favour one group over another. Neutrality is significant especially for the external users of
accounting information.

Completeness: Completeness means that all material information that is necessary to investors,
creditors or other users for assessing the financial position and operating results of the organization
has been disclosed in the financial statements.

ROLE OF ACCOUNTANT

The role of accountant may be summarized as under:

(i)

(ii)

(iif)

(iv)

Maintenance of Books of Accounts: The primary role of an accountant is to offer his services for
maintaining systematic records of financial transactions in order to ascertain the net profit or loss for
the accounting period and the financial position as on a particular date.

Statutory Audit: Every limited company is required to appoint a chartered accountant as an auditor
who is statutorily required to report each year whether the financial statements have been prepared in
accordance with the generally accepted accounting principles, accounting standards and legal
requirements and that they show a true and fair view of the financial position and profit and loss.

Internal Audit: In addition to statutory audit, a big company employs its own staff to conduct internal
audit to ensure that the transactions are recorded, classified and summarized in accordance with the
established accounting procedures to ensure that instructions of the management are being followed
throughout the company.

Budgeting: Budgeting means the planning of business activities before they occur. On completion of
the actual activities for a given period, the planned activities are compared with the actual activities to
find out the variation, if any.
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(v) Taxation: An accountant can handle the taxation matters of a business and can represent before the
tax authorities and settle the tax liability under the prevailing statute. He also assists in reducing the
tax burden by proper tax planning.

(vi) Investigation: Accountants are often called upon to carry out investigation to ascertain the financial
position of the business for the information of interested parties.

(vii) Management Advisory Service: An accountant is largely responsible for internal reporting to the
management for planning, controlling, decision-making on matters for long-term plans. He provides
management consultancy services in the areas of management information systems, expenditure
control and evaluation of appraisal techniques.

(viii) Other Activities: Accountants among many other duties perform duties of arbitrator registrars for
settling of disputes, liquidators, cost accountants, etc.

ACCOUNTING PRINCIPLES, CONCEPTS AND CONVENTIONS

Accounting Principles

Accounting is often called the language of business through which a business house communicates with the
outside world. In order to make this language intelligible and commonly understood by all, it is necessary that
it should be based on certain uniform scientifically laid down standards. These standards are termed as
accounting principles.

Accounting principles have been defined as “the body of doctrines commonly associated with the theory and
procedure of accounting, serving as an explanation of current practices and as a guide for the selection of
conventions or procedures where alternatives exist”.

In short, accounting principles are guidelines to establish standards for sound accounting practices and
procedures in reporting the financial status and periodic performance of a business. These principles can be
classified into two categories (i) Accounting concepts; and (ii) Accounting conventions.

Accounting Concepts

Accounting concepts are defined as basic assumptions on the basis of which financial statements of a
business entity are prepared. They are used as a foundation for formulating various methods and procedures
for recording and presenting the business transactions. The important accounting concepts are given
below:

(i) Business Entity Concept. According to this concept, business is treated as an entity separate from its
owners. It is treated to have a distinct accounting entity which controls the resources of the concern and is
accountable thereof. Accounts are kept for a business entity as distinguished from the person(s) owning it. All
transactions of the business are recorded in the books of the business from the point of view of the business.
Transactions are also recorded between the owner and the business, for instance, when capital is provided
by the owner, the accounting record will show the business as having received so much money and as
owing to the proprietor. This concept is based on the sense that proprietors entrust resources to the
management and the management is expected to use these resources to the best advantage of the firm and
to account for the resources placed at its disposal. Hence, in accounting for every type of business
organization, be it sole tradership or partnership or joint stock company, business is treated as a separate
accounting entity.

The failure to recognize the business as a separate accounting entity would make it extremely difficult to
evaluate the performance of the business since the private transactions would get mixed with business
transaction. The overall effect of adopting this concept is:

— Only the business transactions are recorded and reported and not the personal transactions of the
owners.

— Income or profit is the property of the business unless distributed among the owners.

— The personal assets of the owners or shareholders are not considered while recording and reporting
the assets of the business entity.

(ii) Money Measurement Concept. Money measurement concept holds that accounting is a measurement
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and communication process of the activities of the firm that are measurable in monetary terms. Thus, only
such transactions and events which can be interpreted in terms of money are recorded. Events which cannot
be expressed in money terms do not find place in the books of account though they may be very important for
the business. Non-monetary events like, death, dispute, sentiments, efficiency etc. are not recorded in the
books, even though these may have a great effect. Accounting therefore, does not give a complete account of
the happenings in a business or an accurate picture of the conditions of the business. Thus, accounting
information is essentially in monetary terms and quantified.

The system of accounting treats all units of money as the same irrespective of their time dimension. This has
created doubts about the utility of the accounting data, leading to the introduction of inflation accounting.

(iif) Cost Concept: According to cost concept, the various assets acquired by a concern or firm should be
recorded on the basis of the actual amounts involved or spent. This amount or cost will be the basis for all
subsequent accounting for the assets. The cost concept does not mean that the assets will always be shown
at cost. The fixed asset will be recorded at cost at the time of its purchase but it may systematically be
reduced in its value by charging depreciation. These assets ultimately disappear from the balance sheet when
their economic life is over and they have been fully depreciated and sold as scrap. It may be noted that if
nothing has been paid for acquiring something, it would not be shown in the accounting books as an asset.

Cost concept is not much relevant for investors and other users because they are more interested in knowing
what the business is actually worth today rather than the original cost.

(iv) Going Concern Concept. Business transactions are recorded on the assumption that the business
will continue for a long-time. There is neither the intention nor the necessity to liquidate the particular
business venture in the foreseeable future. Therefore, it would be able to meet its contractual obligations
and use its resources according to the plans and pre-determined goals. It is on this concept that a
clear distinction is made between assets and expenses. Transactions are recorded in such a manner that the
benefits likely to accrue in future from money spent now or the future consequences of the events occurring now
are also taken into consideration. It is because of this concept that fixed assets are valued on the basis of cost
less proper depreciation keeping in mind their expected useful life ignoring fluctuations in the prices of these
assets.

However, if it is certain that a business will continue for a limited period, then the accounting records will be
kept on the basis of expected life of the business and there will be no need for such detailed accounting
information as to revenue and capital expenditure.

When an enterprise liquidates a branch or one segment of its operations, the ability of the enterprise to
continue as a going concern is not impaired. But the enterprise will not be considered as a going concern if it
goes into liquidation or it has become insolvent. If the assumption of the going concern is not valid, the
financial statements should clearly state this fact.

(v) Dual Aspect Concept: This concept is based on double entry book-keeping which means that accounting
system is set up in such a way that a record is made of the two aspects of each transaction that affects the
records. The recognition of the two aspects to every transaction is known as dual aspect concept. Modern
financial accounting is based on dual aspect concept. One entry consists of debit to one or more accounts
and another entry consists of credit to some other one or more accounts. However, the total amount debited
is always equal to the total amount credited. Therefore, at any point of time total assets of a business are
equal to its total liabilities. Liabilities to outsiders are known as liabilities, but a liability to owners is referred to
as capital. Thus, this concept expresses the relationship that exists among assets, liabilities and the capital in
the form of an accounting equation which is as follows:

Assets = Liabilities + Capital, or
Capital = Assets — Liabilities

Since accounting system requires recording of the two aspects of each transaction, this concept shows the
effect of each transaction on them. Assets and liabilities are two independent variables and capital is the
dependent variable, for it is the difference between assets and liabilities. Any change in any one of these
three, must lead to a change in any of the other two.

(vi) Realisation Concept. According to this concept revenue is recognised only when a sale is made. Unless
money has been realised i.e., cash has been received or a legal obligation to pay has been assumed by the
customer, no sale can be said to have taken place and no profit can be said to have arisen. It prevents
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business firms from inflating their profits by recording incomes that are likely to accrue i.e. expected incomes
or gains are not recorded.

(vii) Accrual Concept. Every transaction and event affects, one or more or all the three aspects viz., assets,
liabilities and capital. Normally all transactions are settled in cash but even if cash settlement has not taken
place, it is proper to record the transaction or the event concerned into the books. This concept implies that
the income should be measured as a difference between revenues and expenses rather than the difference
between cash received and disbursements. Business transactions are recorded when they occur and not
when the related payments are received or made. This concept is called accrual basis of accounting and it is
fundamental to the usefulness of financial accounting information.

It is not necessary that there is an immediate settlement in cash for any transaction or event therefore
accrued revenues and costs are recognized as they are earned and incurred and recorded in the financial
statements of the period. On the basis of this concept, adjustment entries relating to outstanding and prepaid
expenses and income received in advance etc. are made. They have their impact on the profit and loss
account and the balance sheet.

(viii) Accounting Period Concept. It is customary that the life of the business is divided into appropriate
parts or segments for analyzing the results shown by the business. Each part or segment so divided is known
as an accounting period. It is an interval of time at the end of which the income or revenue statement and
balance sheet are prepared in order to show the results of operations and changes in the resources which
have occurred since the previous statements have been prepared. Normally, the accounting period consists
of twelve months.

(ix) Revenue Match Concept. This concept is based on accounting period concept. In order to determine the
profit earned or loss suffered by the business in a particular defined accounting period, it is necessary that
expenses of the period should be matched with the revenues of that period. The term ‘matching’ means
appropriate association of related revenues and expenses. Therefore, income made by the business during a
period can be ascertained only when the revenue earned during a period is compared with the expenditure
incurred for earning that revenue. According to this concept, adjustments should be made for all outstanding
expenses, accrued incomes, unexpired expenses and unearned incomes etc. while preparing the final
accounts at the end of the accounting period.

Accounting Conventions

The term ‘convention’ denotes custom or tradition or practice based on general agreement between the
accounting bodies which guide the accountant while preparing the financial statements. It is a guide to the
selection or application of a procedure. In fact financial statements, namely, the profit and loss account and
balance sheet are prepared according to the following accounting conventions:

(i) Consistency: The consistency convention implies that the accounting practices should remain the same
from one year to another. The results of different years will be comparable only when accounting rules are
continuously adhered to from year to year. For example, the principle of valuing stock at cost or market price
whichever is lower should be followed year after year to get comparable results. Similarly, if depreciation is
charged on fixed assets according to diminishing balance method, it should be done year after year. The
rationale behind this principle is that frequent changes in accounting treatment would make the financial
statements unreliable to the persons who use them.

The consistency convention does not mean that a particular method of accounting once adopted can never
be changed. When an accounting change is desirable, it should be fully disclosed in the financial statements
along with its effect in terms of rupee amounts on the reported income and financial position of the year in
which the change is made.

(ii) Disclosure: Apart from statutory requirements good accounting practice also demands all significant
information should be fully and fairly disclosed in the financial statements. All information which is of material
interest to proprietors, creditors and investors should be disclosed in accounting statements. This convention
is gaining more importance because most of big business units are in the form of joint stock companies where
ownership is divorced from management. The Companies Act makes ample provisions for disclosure of
essential information so that there is no chance of any material information being left out.

(iif) Conservatism: Financial statements are usually drawn up on a conservative basis. There are two
principles which stem directly from conservatism.
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(a) The accountant should not anticipate income and should provide for all possible losses, and

(b) Faced with the choice between two methods of valuing an asset the accountant should choose a
method which leads to the lesser value.

Examples:
— Making provisions for bad debts in respect of doubtful debts.
— Amortizing intangible assets like, goodwill, patents, trade marks, etc. as early as possible.
— Valuing the stock in hand at lower of cost or market value.

(iv) Materiality: According to the convention of materiality, accountants should report only what is
material and ignore insignificant details while preparing the final accounts. The decision whether the
transaction is material or not should be made by the accountant on the basis of professional experience and
judgment.

An item may be material for one purpose while immaterial for another. For the items appearing in the profit
and loss account, materiality should be judged in relation to the profits shown by the profit and loss account.
And for the items appearing in the balance sheet, materiality may be judged in relation to the groups to which
the assets or liabilities belong e.g. for any item of current liabilities, it should be judged in relation to the total
current liabilities.

DISTINCTION BETWEEN ACCOUNTING CONCEPTS AND CONVENTIONS

(i) A concept is a theoretical idea forming a set of practices while a convention is a method or procedure
accepted by general agreement.

(i) Accounting concepts are not based on accounting conventions whereas accounting conventions are
based on accounting concepts.

(iii) Accounting concepts are not internally inconsistent while accounting conventions are internally
inconsistent.

(iv) Personal judgment has no role in the adoption of accounting concepts. But for accounting conventions,
personal judgment may play a crucial role.

(v) Accounting concepts are established by law while accounting conventions are established by common
accounting practices.

(vi) There is uniform application of accounting concepts in different organizations while it may not be so in
a case of accounting conventions.

ACCOUNTING STANDARDS

Accounting as a “language of business” communicates the financial results of an enterprise to
various interested parties by means of financial statements, which have to exhibit a “true and fair” view of its state
of affairs. Like any other language, accounting, has its own complicated set of rules. However, these rules have to
be used with a reasonable degree of flexibility in response to specific circumstances of an enterprise and also in
line with the changes in the economic environment, social needs, legal requirements and technological
developments. Therefore, these rules cannot be absolutely rigid nor they can be applied arbitrarily.

Accounting standards (ASs) are written policy documents issued by expert accounting body or by government
or any other regulatory body. Accounting Standards cover the aspects of recognition, measurements,
presentation and disclosure of accounting transactions in the financial statements. These are set in the form
of general principles and left to the professional judgment for application.

An accounting standard may be regarded as a sort of law - a guide to action, a settled ground or basis of
conduct or practice. The objective of setting standards is to bring about uniformity in financial reporting and to
ensure consistency and comparability in the data published by enterprises. The Institute of Chartered
Accountants of India (ICAIl) constituted the Accounting Standards Board (ASB) on 21st April, 1977, with a
view to harmonising the diverse accounting policies and practices in use in India. The ICAl has issued 32
Accounting Standards and 29 Accounting Standards Interpretations so far.
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ACCOUNTING POLICIES

Accounting policies refer to the specific accounting principles and the methods of applying those principles
adopted by the enterprise in the preparation and presentation of financial statements. Policies are based on
various accounting concepts, principles and conventions.

The accounting standards issued by professional accounting bodies limit and reduce alternatives out of which
accounting policies are to be selected by an enterprise for measurement and reporting of business transactions.
Thus, the specific accounting policies are selected by an enterprise in conformity with generally accepted
accounting principles and the accounting standards. For example, as per matching concept, depreciation should
be treated as cost of doing business and matched with revenue of the same period. As per Accounting
Standard-6 depreciation can be calculated by straight line method, written down value method etc. So, the
organization has to make a policy as to which method it wants to follow. Similarly, valuation of inventory,
treatment of goodwill, valuation of investments, valuation of fixed assets etc. are the significant areas which
require standardization of accounting policies to ensure relevance and reliability of accounting information.

ACCOUNTING - A MEASUREMENT DISCIPLINE

Accounting is a measurement discipline as it deals with the monetary measurement of inputs and outputs and
as a result, it provides a basis for measuring the efficiency or performance of enterprise. Measurement means
assignment of numerical values to specific attributes or characteristics of selected objects or events. It means
that asset, liability or change in capital must have a relevant attribute that can be expressed in monetary units
with sufficient reliability.

Value refers to the benefits to be derived from objects, abilities or ideas. Valuation is essentially an economist’s
concept. Value is the utility of an economic resource to the person enjoying its use. In accounting, monetary unit
is used for the value of an object, ability or idea. Value is measured in terms of money. If the value of the
machine is taken as ¥2,00,000, it is only one type of value popularly called acquisition cost or historical cost.
Measurement is a broader concept than valuation. The concept of measurement includes valuation.

Generally, four measurement bases are usually accepted in accounting parlance i.e. (i) Historical Cost; (ii)
Current Cost; (iii) Realizable Value; and (iv) Present Value.

(i) Historical Cost: It means acquisition price, i.e., the amount of cash paid to acquire an asset. Liabilities
are recorded at the amount of proceeds received in exchange of the obligation.

(i) Current Cost: Assets are carried at the amounts of cash or cash equivalent that would have to be paid
if the same or equivalent assets were acquired currently. Liabilities are carried at the undiscounted
amount of cash or cash equivalents that would be required to settle the obligation currently.

(i) Realisable Value: As per this valuation basis, assets are recorded at the amount of cash or cash
equivalent that would be realized by selling the assets in a routine manner. Similarly, liabilities are
recorded at their settlement values.

(iv) Present Value: As per present value concept, an asset is shown in the balance sheet at the sum of present
discounted net cash inflows that the asset is expected to generate in the normal course of business
activities. Similarly, liabilities are disclosed at the present discounted value of future net cash outflows that
are expected to be required to satisfy the liability in normal or due course of business activities.

ACCOUNTS AND ITS CLASSIFICATION

The business transactions are recorded in accounts. An account is an

individual record of a person, firm, or thing, an item of income or an expense. According  to  Kohler's
) N ) Dictionary for Accountants,
An account is prepared for each type of asset, liability, owner(s) equity, an account has been

revenue and expense. For example, the account of cash would show the cash | defined as a formal record
receipts, cash payments and balance of cash in hand, an account of a person | of a particular type of
would show the business transactions that have taken place with that person | fransactions expressed in
and net position in respect of money owed by or to him. money.
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Classification of

Accounts

Personal Accounts

Natural Personal
Accounts

Artificial Personal
Accounts

Representative
Personal Accounts

Impersonal
Accounts

Real Accounts Nominal Accounts

Accounts showing
incomes

Tangible Real

Accounts showing J_
Accounts

expenses

Intangible Real
Accounts

Classification of Accounts

() PERSONAL ACCOUNTS: These accounts show the transactions with customers, suppliers, money
lenders, the banks and the owner. Personal accounts can take the following forms:

(a) Natural Personal Accounts: The term natural persons means persons who are the creation of
God. For example proprietor’s account or the account of say, Naresh a customer or supplier.

(b) Atrtificial Personal Accounts: These accounts include accounts of corporate bodies or
institutions which are recognized as persons in business dealings. For example, any limited
company’s account, bank account, insurance company’s account, any firm’s account, any club’s
account, etc.

(c) Representative Personal Accounts: These are accounts which represent a certain person or
group of persons. In books, the names of the parties will appear. Since these accounts are many
in number but are of the same nature, they are added and put under a common title. For example,
salary is outstanding towards 15 employees, the amount may be shown against one name ‘Salary
Outstanding’ representing all the 15 employees. Interest outstanding, rent receivable are other
such examples.

(Il REAL ACCOUNTS: Real accounts may be of the following types:

(a) Tangible Real Accounts: These are accounts of such things as are tangible i.e. can be seen,
touched or felt physically. Examples— land, building, furniture, cash etc.

(Note: please note that bank account is a personal account and is not a real account because
bank account is the account of some banking company which is an artificial person).

(b) Intangible Real Accounts: These accounts represent such things as cannot be touched but can
be measured in terms of money. Example are, goodwill, trade marks, patent rights etc.

(Ill) NOMINAL ACCOUNTS: Nominal accounts are opened in the books to explain the expenses and
incomes. For example, in a business- salary is paid to the employees, rent is paid to the landlord, wages
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are paid to the workers, commission is paid to the salesmen, wherein cash goes. Example are salary
account, rent account, commission account etc. Nominal accounts include accounts of all expenses,
losses, income and gains.

Valuation Accounts: In addition to the traditional classification of accounts - personal and impersonal -
valuation accounts are also being recognized e.g. provision for depreciation account, provision for
doubtful debts account, stock reserve account etc.

REVIEW QUESTIONS

1. Classify the following into personal, real and nominal accounts:

Stationery Account, Depreciation Account, Cash Account, Bank Current
Account, Goodwill Account, Interest Account, Patents and Trade Marks

7 Account, Capital Account, Bank Loan Account, Freight Account, Drawings
Account, Rent Account and Account of Govind, a customer.

2. A firm spends money for the following. Mention whether they are
assets, expenses or losses :

— Purchasing computers

— Acquiring trade marks

— Paying salaries

— Acquiring a lease of land for 15 years

— Paying interest

— Purchasing furniture

— Paying compensation to injured workers

— Theft by burglars

DOUBLE ENTRY SYSTEM

There are two systems of keeping records- Single Entry System and Double Entry System. The single entry
system appears to be time-saving and economical but it is unscientific as under this system, some
transactions are not recorded at all whereas some other transactions are recorded only partially. On the other
hand, the double entry system is based on scientific principles and is, therefore, used by most of the business
houses. The system recognises the fact that every transaction has two aspects and records both aspects of
each and every transaction. Under this system, in every transaction an account is debited and some other
account is credited. The crux of accountancy lies in finding out which of the two accounts are affected by a
particular transaction and out of these two accounts which account is to be debited and which account is to be
credited.

Merits of Double Entry System

(i) It keeps a complete record of business transactions. Both personal accounts and impersonal accounts
are kept. The entire information regarding the values of assets and profits earned during the year can
be easily obtained.

(i) It provides a check on the arithmetical accuracy of accounts, since every debit has corresponding
credit to it and vice-versa.

(i) The detailed profit and loss account can be prepared to show profit earned or loss suffered during any
given period.

(iv) The system makes possible the comparison of purchases as well as sales, expenditure, income etc. of
current year with those of the previous years, thus enabling a businessman to control its business
activities. The balance sheet can be prepared at any specified point of time or any date showing the
actual amounts of assets, liabilities and capital.
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(vi) It significantly reduces the chances of a fraud and if a fraud is committed it can be easily detected.

(vii) The accurate details with regard to any account can be easily obtained.

RULES OF DEBIT AND CREDIT

The left hand side of an account is called the debit side; while the right hand side is called the credit side. An
entry on the left side of an account is called a debit entry, or merely a debit, an entry on the right side is called
a credit entry or credit. The act of recording an entry on the left side of an account is called debiting the
account; and recording an entry on the right side of an account is called crediting the account. The difference
between the total debits and total credits in an account is the account balance. Double entry system means
the recording of both the aspects i.e. debit and credit.

GOLDEN RULES
Personal Accounts: ‘Debit the receiver and credit the giver’
Real Accounts: ‘Debit what comes in and credit what goes out’

Nominal Accounts: ‘Debit all expenses and losses and credit all incomes and gains’
from extent to include gains’

Explanation:

Personal Accounts: ‘Debit the receiver and credit the giver’, i.e. debit the account of the person who receives
something and credit the account of the person who gives something. For example, if you purchase goods from
Ram on credit, the two accounts involved are Goods (Purchase) Account and Ram’s Account. The latter account is
a personal account. Since, Ram is the giver in this transaction, his account will be credited. Similarly, if cash is paid
to Ram, Ram’s Account will be debited since he is the receiver. Thus, the account of a person is debited with any
benefit such person receives and is credited with any benefit such person imparts.

Real Accounts: ‘Debit what comes in, and credit what goes out’, i.e. debit the account of the thing which
comes in and credit the account of the thing which goes out. For example, where furniture is purchased for
cash, furniture account is debited while cash account is credited.

Nominal Accounts: ‘Debit all expenses and losses and credit all incomes and gains’ i.e. debit the
accounts of expenses and losses and credit all incomes and gains. For example, if firm/business pays salary
to its clerk, the two accounts involved are salary account and cash account. Salary account is a nominal
account. Salary paid is an expense of the business and therefore this account will be debited. Similarly if
interest is received, interest account will be credited, since interest is an income item.

Significance of Debit and Credit

(a) Debit in Personal Accounts

(i) If the account is new, debit implies that the person whose account is being debited has become
debtor of the business.

(ii) If the account is already there and the person whose account is being debited is already a debtor
of the business, the new debit implies that the sum due from that person has increased.

(iii) If the account of a person who is a creditor of the business is debited, the debit implies that the
amount due to that person has decreased by the amount of debit. It is also conceivable that the
creditor may become a debtor after the debit entry; it will happen when the amount of the debit
exceeds the amount for which the person was a creditor immediately before the debit.

(b) Creditin Personal Accounts

(i) If the account is new, credit implies that the person whose account is being credited has become
creditor of the business.

(ii) If the account of a creditor of the business is credited, it will mean that the amount which is due to
that person has increased by the amount of the fresh credit. Credit in the account of a debtor of
the business signifies that the amount for which the debtor was liable to the business has
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diminished by the amount of the credit entry. It is also possible that a debtor may become a
creditor after the credit.

(c) Debit in Real Accounts: A debit in real account means that either the value of the asset whose
account is being debited has increased or the business has acquired more of that asset.

(d) Credit in Real Accounts: A credit in the real account implies that either the value of the asset whose
account is being credited has decreased or the business has disposed of a part or the whole of the
asset for the amount of the credit.

(e) Debit in Nominal Accounts: A debit in nominal account signifies that there has been an expense or
loss of the amount of the debit or some income or profit has diminished by the amount of the debit.

(f) Credit in Nominal Accounts: A credit in a nominal account implies that there has been an income or
a profit of the amount of credit or some expense or loss has diminished by the amount of the credit.

IMPORTANT NOTE: ANALYSING TRANSACTIONS FOR RECORDING

If the three fundamental rules described above are kept in mind, it would be possible to record all the
transactions correctly. Follow these simple steps to record all the transactions:

- Identify the two accounts involved in the transaction.
- Find out the type of account for both the accounts involved in the transaction.
- Apply the rules of debit and credit.

For example, payment of salary is a transaction. It involves Salary Account and the Cash Account.
Salary Account is a nominal account whereas the Cash Account is a real account. Salary is an
Expense. Rule of Nominal Accounts says “Debit all expenses and losses”. So, Salary Account will be
debited. Whereas rule of real accounts says credit what goes out. Here cash is going out. So, Cash
Account will be credited

lllustration 1: From the following transactions, identify the nature of accounts involved and state which
account will be debited and which account will be credited?

ACCOUNTS TYPE OF DEBIT/ CREDIT
S. No. TRANSACTION INVOLVED ACCOUNT
1 Mr. Anil started business with ¥ | Cash Account Real Debit Incomings
’ 60,000. Capital Account Personal Credit Giver
5 Purchased goods for cash % | Purchases Alc Real Debit Incomings
’ 25,000. Cash Account Real Credit Outgoings
Cash Account Real Debit Incomings
3. Sold goods for cash ¥ 20,000. . ) .
Sales i.e. good the A/c | Real Credit Outgoings
4 Purchased goods from Mr. Bansal | Purchases ie. good | Real Debit Incomings
’ for cash ¥ 10,000. the Alc Cash Account | Real Credit Outgoings
5 Sold goods to Mr. Charles ¥ 8,000 Charles Personal Debit Receiver
' on credit. Sales Alc Real Credit Outgoings
Furniture A/ ; i
6. Purchased furniture for ¥ 6,000 urniiure Ve Real Debit Incomings
Cash Account . .
Real Credit Outgoings
7 Paid rent z 1,500 Rent Account Nominal Debit. Expens-,es
Cash Account Real Credit Outgoings
, Wages Alc Nominal Debit Expenses
8. Paid wages . .
Cash Account Real Credit Outgoings
9 Purchased goods from Ajit on | Purchases Alc Real Debit Incomings
’ credit Ajit Personal Credit giver
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10 Dividend received Cash Account Real Debit incomings
' Dividend A/c Real Credit Income
11, Machinery sold Cash.Account Real Debit. incomir?gs

Machinery A/c Real Credit Outgoings
. . Salaries Afc Nominal Debit Expenses
12. Outstanding for salaries Outstanding Salaries . .
Alc Personal Debit Creditors

ACCOUNTING EQUATION

All business transactions are recorded as having a dual aspect. At any point of time, a firm will possess things
which may either be sold or converted into cash or which may be later used for a fairly long time. All these things
are called assets. Building, land, machinery, furniture, stock, debtors, bills receivable, cash at bank, cash in hand
etc. are a few examples of assets. The proprietor of the business brings capital into the business out of which the
business (a separate entity) purchases assets for its use. Thus, the amount of the assets of a business is equal to
the amount of capital contributed by the proprietor of the business. Thus, Capital = Assets.

In case the capital contributed by the proprietor is insufficient, the business takes borrowing from other parties
or outsiders. These parties may give loan or allow credit facilities at the time of purchase of goods. The
amounts which are owed to outsiders and which have to be paid, sooner or latter are called liabilities. For
example: Loans, Bank Overdraft, Creditors, Bills Payable, and Outstanding Expenses etc. On the one hand,
the loan given by the outside parties increases the assets of the business, on the other hand, claims of
creditors and lender of money on the assets of the business increase.

Hence, the sum of resources (assets) = obligations (capital + liabilities)
Therefore, Capital + Liabilities = Assets; or
Capital = Assets — Liabilities.

This equation is known as accounting equation. This equation is based on
the concept that for every debit, there is an equivalent credit. The entire
system of double entry book-keeping is based on this concept.

Example: Suppose A starts a business with a capital of ¥ 50,000, immediately the firm will have %
50,000 as cash as asset and at the same time the firm will owe to the owner ¥ 50,000 which is taken as
the proprietor’s capital. Thus,

Capital (X 50,000) = Assets ¥ 50,000 (Cash).

If the firm purchases furniture worth ¥ 10,000 out of the money provided by A, the situation will be:
Capital (X 50,000) = Cash (% 40,000) + Furniture (X 10,000).

Subsequently, if the business borrows ¥ 15,000 from a bank, the position will be as follows:
Capital (X 50,000) + Bank loan (X 15,000) = Cash (X 55,000) +  Furniture (¥ 10,000).

LESSON ROUND UP

— Accounting is the art of recording, classifying and summarizing transactions and events which are of a
financial character in terms of money, and interpreting the results thereof.

— Three main branches of accounting are financial accounting, cost accounting and management
accounting.

— Accounting functions are: keeping systematic records; protecting and controlling business properties;
ascertaining the operational profit/loss; ascertaining the financial position of the business; and
facilitating rational decision-making.
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Accounting is the language of business and used to communicate financial and other information to
different interested parties like owners, manager, creditors, investors, researchers, government etc.

Accounting information should be relevant, reliable, comparable, understandable, timely, neutral,
verifiable and complete.

Accounting can be based on cash or accrual system. In cash system, accounting entries are passed
only when cash is received or paid while in accrual system, transactions are recorded on the basis of
amounts having become due for payment or receipt.

Book keeping is different from accounting. Book keeping is concerned with the permanent recording or
maintaining of all transactions in a systematic manner to show its financial effect on the business.
Accounting is concerned with its summarizing of the recorded transcations.

Accounting principles are guidelines to establish standards for sound accounting practices and
procedures in reporting the financial status of a business. These principles can be accounting
concepts and accounting conventions.

Accounting concepts are defined as basic assumptions on the basis of which financial statements of a
business entity are prepared. While ‘convention’ denotes custom or tradition or practice based on
general agreement between the accounting bodies which guide accountant while preparing the
financial statements.

Some of the important accounting concepts are: business entity concept, money measurement
concept, cost concept, going concern concept, dual aspect concept, realization concept, accrual
concept, accounting period concept and revenue match concept.

Accounting conventions are consistency, disclosure, conservatism and materiality.

Accounting standards (ASs) are written policy documents issued by expert accounting body or by
government or any other regulatory body.

Two classes of accounts are personal accounts and impersonal accounts. Impersonal accounts can
be further classified into real and nominal accounts.

Accounting Equation represents that sum of resources (assets) is equal to the obligations (capital and
liabilities) of the business.

GLOSSARY

Book Keeping The permanent recording or maintaining of all transactions in a systematic manner
to show its financial effect on the business.

Accounting Summarizing of the recorded transactions to prepare various reports

Accounting Guidelines to establish standards for sound accounting practices and procedures in

Principles reporting the financial status of a business.

Accounting Basic assumptions on the basis of which financial statements of a business entity

Concepts are prepared.

Accounting Written policy documents issued by expert accounting body or by government or

Standards any other regulatory body.

SELF-TEST QUESTIONS

Theory Questions

1.

Define accounting and state its characteristics.

2. Name the users of accounting information.

3. Discuss the system of accounting.
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What are the functions of accounting?

Distinguish between book-keeping and accounting

State the difference between accounting concepts and conventions.
Explain important accounting conventions.

What are accounting standards?

9. Discuss the merits of double entry system of accounting.

10. Explain the basic rules of debit and credit in accounting.

11. What do you mean by accounting equation?

12. Define the term ‘account’ and name the types of accounts? Also explain with examples.

Practical Questions

1. Point out the accounts which will be debited and credited for each one of the following transactions:

Cash received from X and discount allowed to him.
Cash paid to Y and discount received from him.
Credit Sales to Z.

Cash Sales to A.

Purchases from B on credit.

Salary paid to clerk by means of cheque.

Payment of cash to landlord for rent.

Depreciation on furniture.

Interest due but not yet paid.

Interest provided on capital.

2. Give Accounting Equation for the following transactions of Jitesh:

Started business with cash ¥ 36,000

Paid rent in advance I800

Purchased goods for cash 310,000 and on credit 4,000
Sold goods for cash 8,000

Rent paid 32000 and rent outstanding ¥400

Bought cycle for personal use 316,000

Purchased equipments for cash 310,000

Paid to creditors 31,200

Some business expenses paid 31,800

Depreciation on equipment 2,000

3. Aman had the following transactions. Use accounting equation to show their effect on his assets,
liabilities and capital.

Brought ¥ 20,00,000 in cash to start business.
Purchased Government Bonds for cash ¥ 1,06,000.

Purchased an office building for ¥ 9,00,000 giving ¥ 6,00,000 in cash and the balance through
a loan.

Sold Government Bonds costing ¥ 6,000 for ¥ 6,500.
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—  Purchased an old car for ¥1,68,000.
—  Received cash for rent ¥ 21,600.
—  Paid cash % 3,000 for loan and % 1,800 for interest.
—  Paid cash for office building expenses % 1,800.
— Received cash for Interest on Government Bondss ¥1,200.
4. Prepare the Accounting Equation on the basis of the following transactions:
—  Sohan commenced business with ¥10,00,000
—  Withdrew for private use ¥ 1,700
—  Purchased goods on credit ¥ 14,000
—  Purchased goods for cash ¥ 10,000
—  Paid salaries 6,000
— Paid to creditors ¥10,000
—  Sold goods on credit for 315,000
—  Sold goods for cash (cost price was ¥3,000) X 4,000
—  Purchased machinery for ¥ 45,000
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Lesson 2

Accounting Process-l|
(Recording of Transactions)

LESSON OUTLINE

— Accounting Cycle

— Journal
— Procedure of Journalising
— Compound Journal Entry
— Ledger

Features of Ledger Account

Difference between Journal and Ledger

Ledger Posting

Balancing Ledger Accounts
— Subsidiary Books of Account
— Purchases Book
— Sales Book
— Purchases Returns Book
— Sales Returns Book
— Bills Receivable Book
— Bills Payable Book
— Cash Book
— Review Questions
— Petty Cash Book
— General Journal
— Trial Balance
— Features of Trial Balance
— Objectives of Trial Balance
— Methods of Preparing of Trial Balance
— Lesson Round Up
— Glossary
— Self Test Questions

Accounting is the language of business.

LEARNING OBJECTIVES

Accounting process involves identification and
analysis of financial transactions. These transactions
are recorded, classified and summarised in a
systematic manner to give useful information.
Thus, accounting process starts with the recording
of business transactions in monetary terms, in the
primary books of accounts. For recording business
transactions, it is necessary that these transactions
are evidenced by proper source documents like
cash memoes, purchase bills, sales bills, couterfoils
of cheques issued, salary slips etc. From these
source documents, transactions are recorded in
the books of accounts which is the first and major
step in accounting. It is the basis of accounting as
entire future process would depend upon this
recording of transactions. In this lesson, we will
know about recording transactions in primary
books like journal proper and other subsidiary
books, posting in ledger and then preparation of

counter foils of trial balance.

Warren Buffet
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ACCOUNTING CYCLE

Accounting cycle or accounting process includes the following:
1. Identifying the transactions from source documents like purchase orders, loan agreements, invoices,
etc.
2. Recording the transactions in the journal proper and other subsidiary books as and when they take
place.
3. Classifying all entries posted in the journal or subsidiary books and posting them to the appropriate
ledger accounts.

4. Summarising all the ledger balances and preparing the trial balance and final accounts with a view to
ascertaining the profit or loss made during a particular period and ascertaining the financial position of
the business on that particular date.

JOURNAL

Journal is the book of primary entry in which every transaction is recorded before being posted into the
ledger. It is that book of account in which transactions are recorded in a chronological (day to day) order. In
modern times, besides the main journal, specialized journals are maintained to record different types of
transactions. The process of recording transactions in a journal is termed as journalising. A journal is
generally kept in a columnar from.

SPECIMEN OF JOURNAL
Name of Item

Journal
Date Particulars L.F. Debit Credit
(i) (ii) (iii) Amount ) Amount )
a-b (iv) (v)

(i) Date: The date on which the transaction has taken place is recorded here. The year is written at the top of
the date column of each page of the journal. On the next line of the date column, the month & day of the first
entry are written. Unless the month or year changes or until a new page is begun, neither the month nor the
year is repeated on the page. Year and month are written in the under left hand sub-column and date is
written is right hand smaller sub-column.

(ii) Particulars: The two aspects of a transaction are recorded in this column i.e. However, mostly there are
no sub-column and year, month and date in one column of Date. the accounts which have to be debited and
credited. The name of the account(s) to be debited is entered at the extreme left of the particulars column
next to the date column. The abbreviation ‘Dr.’ is written at the right end of the particulars column on the same
line of the account debited. The name of the account to be credited is entered in the next line with a prefix
‘To’. A brief explanation of the transaction known as narration is written below the account titles of the
transaction. Finally, a thin line is drawn all through the particulars column to indicate that the entry of the
transaction has been completed.

(iii) L.F. (Ledger Folio): This column records the page number in the ledger in which the accounts in the
particulars column are posted.

(iv) Debit Amount (Debit). The debit amount is recorded in the debit amount column opposite to the title of
the account being debited.
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(v) Credit Amount (Credit): The credit amount is recorded in the credit amount column opposite to the title of
the account being credited.

Procedure of Journalising

The following procedure is followed for passing journal entries-

Analyze each transaction in terms of accounts affected. As a rule every transaction has at least two
accounts.

Find out the type of accounts affected in a transaction i.e. personal, real or nominal.
Apply the rules of debit and credit to each type of accounts involved.

The debit and credit accounts must be equal. Sometimes, a journal entry may have more than one
debit or/and more than one credit. This type of journal entry is called compound journal entry.
Regardless of the number of debits or credits in a compound journal entry, the aggregate amount of
debits should be equal to the aggregate amount of credits.

For a business, journal entries generally extend to several pages, hence, totals of debit and credit
amount columns are cast at the end of each page. Against the debit and credit total at the end of a
page, the words, ‘Total c/f (c/f - indicates carried forward) are written in the particulars column. The
debit and credit totals are then written in the beginning of the next page in the amount columns and
against them the words ‘Total b/f’ (b/f - indicates brought forward) are written in the particulars column.
On the last page ‘Grand Total’ is written.

Compound Journal Entry

Transactions which are inter-connected and have taken place simultaneously are recorded by means of a
compound or combined journal entry. For example receipt of cash from a debtor and allowance of discount to
him are recorded by means of a single journal entry. Similarly transactions of the same nature are recorded
by means of a combined entry provided they take place the same day. For example, if amount is spent on the
same day for salaries, wages, stationery, rent, etc. a combined entry can be passed debiting all the relevant
nominal accounts with respective amounts and crediting cash account with the total amount spent.

lllustration 1:

Journalise the following transactions:

2012
Mar.,

4

2 Commenced business with cash 2,50,000
4 Purchased furniture for cash 20,000
4 Cash purchases 1,45,000
5 Deposited with bank 30,000
6 Purchase from Patil 40,000
Sold to Natarajan for cash 14,300

7 Stationery purchased 1,050
7 Purchase from Salil 26,000
7 Sold to Mukherjee 8,080
9 Rent for two years paid in advance 24,000
9 Drawings by the proprietor for household expenses 4,000
Goods taken out by the proprietor for domestic use 500

9 Cash withdrawn from Bank 25,000
10 Sold to Mathur on credit 9,850
1 Purchases made, payment through cheque 2,900

14 Cash received from Patil on account 10,000
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? 14 Cash paid to Salil after deduction of discount ¥ 1300 24,700
? 17 Cash received from Mathur in full settlement of his account 9,750
? 18 Mukherjee becomes insolvent. A dividend of
50 paise in a rupee is received 4,040
? 18 Purchase of a Scooter for cash 30,000
? 20 Sold goods to Aggarwal 8,640
Sales to Nayak 3,780
? 24 Cartage paid in cash 150
? 24 Repairs to Scooter, payment not yet made 170
? 26 Payment of cash for petrol 550
? 26 Purchases of goods for cash 12,000
? 26 Purchases of Office Equipment for cash 12,100
? 27 Repairs bill paid in cash 170
? 28 Aggarwal returns goods 400
? 31 Depreciation on furniture 100
Depreciation on Scooter 200
? 31 Salary to clerk outstanding 1,800
? 31 Adjustment for the month’s outstanding rent 1,000
? 31 Bank charges for the month 50
? 31 Interest on capital for the month 1,250
Salary to be credited to proprietor 2,000
? 31 Salil agrees to take some defective goods purchased
from him and immediately refunds the money 700
Solution:
JOURNAL
Date Particulars L.F. Debit Credit
4 4
2012
Mar., 2 Cash Account Dr. 2,50,000
To Capital Account 2,50,000
(For cash brought in by proprietor as capital)
"4 Furniture Account Dr. 20,000
To Cash Account 20,000
(For purchase of furniture for cash)
"4 Purchases Account Dr. 1,45,000
To Cash Account 1,45,000
(For purchase of goods-in-trade for cash)
> 5 Bank Dr. 30,000
To Cash Account 30,000
(For cash deposited with bank)
6 Purchases Account Dr. 40,000
To Patil 40,000
(For credit purchases of goods in trade, Patil being the
supplier)
"6 Cash Account Dr. 14,300
To Sales Account 14,300
(For cash sales made to Natarajan)
Total c/f 4,99,300 ]4,99,300
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Date Particulars L.F. Debit Credit
4 4
Total b/f 4,99,300 |4,99,300
2012
Mar. 7 Stationery Account Dr. 1,050
To Cash Account 1,050
(For purchase of stationery for cash)
T Purchases Account Dr. 26,000
To Salil 26,000
(For credit purchases of goods from Salil)
T Mukherjee Dr. 8,080
To Sales Account 8,080
(For credit sales of goods to Mukherjee)
> 9 Rent Paid in Advance A/c Dr. 24,000
To Cash Account 24,000
(For rent paid in advance)
> 9 Drawings Account Dr. 4,500
To Cash Account 4,000
To Purchases Account 500

(For drawings in cash and goods taken by the proprietor for
personal use)

> 9 Cash Dr. 25,000
To Bank Account 25,000
(For cash withdrawn from Bank)
” 10 Mathur Dr. 9,850
To Sales Account 9,850
(For sales to Mathur on credit)
11 Purchases Account Dr. 2,900
To Bank 2,900
(For purchases of goods, payment being made by means of
a cheque)
” 14 Cash Account Dr. 10,000
To Patil 10,000
(For cash received from Patil)
714 | Salil Dr. 26,000
To Cash Account 24,700
To Discount Account 1,300
(For cash paid to Salil and discount received from him)
17 Cash Alc Dr. 9,750
Discount Account Dr. 100
To Mathur 9,850
(For cash received from Mathur and discount allowed to him)
” 18 [ Cash Account Dr. 4,040
Bad Debts Account Dr. 4,040
To Mukherjee 8,080

(For cash received from Mukherjee on his insolvency and
amount written off as bad debt)

Total c/f 6.54.610 |[6.54.610
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Date Particulars L.F. Debit Credit
4 4
2012 Total b/f 6,54,610 16,54,610
Mar. 18 | Scooter Account Dr. 30,000
To Cash Account 30,000
(For purchase of a scooter for cash)
20 | Aggarwal Dr. 8,640
Nayak Dr. 3,780
To Sales Account 12,420
(For credit sales made to Aggarwal and Nayak)
" 24 | Cartage Account Dr. 150
To Cash Account 150
(Cartage paid)
© 24 Repairs Account Dr. 170
To Repairs Outstanding A/c 170
(For repairs charges)
» 26 | Petrol Expense Account Dr. 550
To Cash Account 550
(For petrol expenses paid in cash)
* 26 | Purchases Account Dr. 12,000
To Cash Account 12,000
(For cash purchases)
» 26 | Office Equipment Account Dr. 12,100
To Cash Account 12,100
(For purchase of office equipment)
v27 Repairs Outstanding A/c Dr. 170
To Cash Account 170
(Repairs outstanding paid)
” 28 Sales Returns Account Dr. 400
To Aggarwal 400
(Sales returns from Aggarwal)
” 31 Depreciation Account Dr. 100
To Furniture Account 100
(For depreciation on furniture)
” 31 Depreciation Account Dr. 200
To Scooter 200
(For depreciation on scooter)
» 31 *Salary Account Dr. 1,800
To Salary Outstanding A/c 1,800
(For salary outstanding)
31 *Rent Account Dr. 1,000
To Rent Outstanding A/c 1,000
(For rent outstanding)
Total c/f 7,25,670 |7,25,670

* A combined entry may be passed.
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Date Particulars L.F. Debit Credit
4 4
Total b/f 7,25,670 | 7,25,670
2012
Mar., 31 Bank Charges Account Dr. 50
To Bank 50
(For bank charges)
” 31 | Interest on Capital Dr. 1,250
Salary to Proprietor Dr. 2,000
To Capital Account 3,250
(For interest on capital, Rs. 1250 and salary for the
proprietor credited with Rs. 2,000)
” Cash Account Dr. 700
To Purchase Returns A/c 700
(For cash received from Salil on return of some defective
goods sold to him)
Total 7,29,670 | 7,29,670

LEDGER - PRINCIPAL BOOK OF ACCOUNTS

Ledger is the principal book of accounts where similar transactions relating to a particular person or property
or revenue or expense are recorded. It is a set of accounts. It contains all accounts of the business enterprise
whether real, nominal or personal. The main function of a ledger is to classify or sort out all the items
appearing in the journal or other subsidiary books under their appropriate accounts so that at the end of the
accounting period each account will contain the entire information of all the transactions relating to it in a
summarised or condensed form.

For instance, all the transactions that have taken place with Mr. Mathur will be entered in Mathur’'s Account.
Similarly, all items relating to cash, sales, purchases, salaries, discount, etc. appear in their respective

accounts.
SPECIMEN RULING OF LEDGER ACCOUNT
Dr. Name of the Account Cr.
Date Particulars J.F Amount Date Particulars J.F Amount
3 3

Features of the Ledger Account

(i) The ledger account is divided into two sides - the left hand side is known as debit side while the right
hand side is known as credit side. The abbreviations ‘Dr." and ‘Cr.” are placed at the top left and right
hand corners respectively as a custom.

(i) The name of account is written in the top middle of the account.

(iii) J.F. denotes folio or page number on which its journal entry has been passed.
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Difference Between Journal and Ledger

(i) The transactions are recorded first in the journal and then they are posted to the ledger. Thus journal
is the book of first or original entry while the ledger is the book of second entry.
(i) The journal is the book of chronological record while the ledger is the book of the analytical record.

(i) The process of recording transaction in journal is termed as “Journalising” while the process of
recording transactions in the ledger is known as ‘Posting’.

Posting

The term ‘Posting’ means transferring the debit and credit items from the journal to their respective accounts
in the ledger.

Rules of Posting

— The names of accounts used in the journal carried to the ledger should be exactly the same.

— Separate accounts should be opened in the ledger for posting transactions relating to different
accounts recorded in the journal.

— The concerned account which has been debited in the journal should also be debited in the
ledger and the account which has been credited in the journal, should also be credited in the
ledger i.e., but a reference should be given of the other account.

— It is customary to use the words ‘To’ and ‘By’ while making posting in the ledger. The words ‘To’
is used with the accounts shown on the debit side of the ledger account while the word ‘By’ is
used with accounts which appear on the credit side of the ledger account.

— In the folio column, the page number of the journal from where the entry is transferred to ledger
account is written.

— The date of the transaction is written in the date column.

Balancing Ledger Accounts

Balancing of an account means the process of equalizing the two sides of an account by putting the
difference on the side where amount is short. Where the debit side of an account exceeds the credit side, the
difference is put on the credit side, and the account is said to have a debit balance. This balance is brought
down on the debit side while reopening the account. Similarly, where the credit side of an account exceeds
the debit side, the difference is put on the debit side, and the account is said to have a credit balance. This is
brought down on credit side while reopening the account.

The following steps are followed for balancing the accounts:
(i) Total the amounts of debit and credit entries in the account.

(i) If the debit and credit sides are equal then there is no balance. The account stands automatically
balanced or closed.

(iii) If the debit side total is more, put the difference on the credit side amount column, by writing the words
in particulars column “By Balance c/d”. If the credit side total is more, put the difference on the debit
side amount column by writing the words in the particulars column “To Balance c/d”.

(iv) After putting the difference in the appropriate side of the account, add both sides of the account and
draw a thin line above and below the total.

(v) Bring down the debit balance on the debit side by writing the words in particulars column “To Balance
b/d”. Similarly bring down the credit balance on the credit side by writing the words in the particulars
column “By Balance b/d”.

lllustration 2:

Journalise the following transactions, post them in the ledger and balance the accounts in the books of Mr. Rajesh.

2013 ¢
Jan. 1 Started business with cash 2,00,000
Jan. 3 Purchased goods for cash 60,000

Jan. 5 Sold goods to Shyam 60,000
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Jan. 6 Sold goods for cash 20,000
Jan. 9 Received cash from Shyam 40,000
Jan. 13 Goods purchased from Ram 40,000
Jan. 20 Cash paid to Ram 20,000
Jan. 25 Paid office rent 4,000
Jan. 31 Paid salaries to staff 20,000
Jan. 31 Returned goods by Shyam 10,000
Solution:

In the Books of Mr. Rajesh

Journal Entries

Date Particulars L.F. Debit (¥) | Credit (¥)

2013

Jan. 1 | Cash Alc Dr. 2,00,000
To Capital Alc 2,00,000

(Being capital introduced by the proprietor in cash)

Jan., 3 | Purchases A/c Dr. 60,000
To Cash Alc 60,000
(Being goods purchased for cash)

"5 Shyam Dr. 60,000
To Sales Alc 60,000
(Being goods sold on credit to Shyam)

"6 Cash Alc Dr. 20,000
To Sales Alc 20,000
(Being goods sold for cash)

"9 Cash Alc Dr. 40,000
To Shyam 40,000
(Being the cash received from Shyam)

" 13 Purchases Alc Dr. 40,000
To Ram 40,000
(Being goods purchased on credit from Ram)
" 20 Ram Dr. 20,000
To Cash Alc 20,000
(Being cash paid to Ram)
” 25 Rent A/c Dr. 4,000
To Cash Alc 4,000
(Being office rent paid in cash)
” 31 Salaries Alc Dr. 20,000
To Cash Alc 20,000
(Being salaries paid to staff)

” 31 Sales Returns A/c Dr. 10,000
To Shyam 10,000
(Being goods returned by Shyam)

Total 4,74,000 4,74,000
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Ledger Accounts

Dr. Cash Account Cr.
Date Particulars J.F. ¢ | Date Particulars J.F. v
2012 2011
Jan. 1 To Capital Alc 2,00,000 Jan. 3 | By Purchases A/c 60,000
” 6 To Sales 20,000 720 By Ram 20,000
79 To Shyam 40,000 " 25 By Rent A/c 4,000
” 31 By Salaries Alc 20,000
” 31 By Balance c/d 1,56,000
2,60,000 2,60,000
Feb.1 | To Balance b/d 1,56,000
Dr. Capital Account Cr.
Date Particulars J.F. ¢ | Date Particulars J.F. v
2013 2013
Jan. 31| To Balance c/d 2,00,000 Jan. 1 | By Cash Alc 2,00,000
2,00,000 2,00,000
Feb.1 By Balance b/d 2,00,000
Dr. Purchases Account Cr.
Date Particulars J.F. ¢ | Date Particulars J.F. v
2013 2013
Jan.3 | To CashAlc 60,000 Jan. 31| By Balance c/d 1,00,000
" 13 To Ram 40,000
1,00,000 1,00,000
Feb.1 | To Balance c/d 1,00,000
Dr. Sales Account Cr.
Date Particulars J.F. ¢ | Date Particulars J.F. v
2013 2013
Jan. 31| To Balance c/d 80,000 Jan.5 | By Shyam 60,000
"6 By Cash Alc 20,000
80,000 80,000
Feb. 1 | By Balance b/d 80,000
Dr. Shyam Cr.
Date Particulars J.F. v | Date Particulars J.F. v
2013 2013
Jan.5 | To Sales Account 60,000 Jan. 9 | By Cash Alc 40,000
” 31 By Sales Returns A/c 10,000
_ ” 31 By Balance c/d 10,000
60,000 60,000
Feb.1 | To Balance b/d 10,000
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Dr. Ram Cr.
Date Particulars J.F. ¢ | Date Particulars J.F. v
2013 2013
Jan. 20| To Cash Alc 20,000 Jan. 13 | By Purchases A/c 40,000
”31 To Balance c/d 20,000 o
40,000 40,000
Feb. 1 [By Balance b/d 20,000
Dr. Rent Account Cr.
Date Particulars J.F. v | Date Particulars J.F. v
2013 2013
Jan. 25| To Cash Account 4,000 Jan. 31 | By Balance c/d 4,000
4.000 4,000
Feb.1 | To Balance b/d 4,000
Dr. Salaries Account Cr.
Date Particulars J.F. ¢ | Date Particulars J.F. v
2013 2013
Jan. 31| To Cash Account 20,000 | Jan. 31 |By Balance c/d 20,000
20,000 20,000
Feb.1 | To Balance b/d 20,000
Dr. Sales Returns Account Cr.
Date Particulars J.F. ¢ | Date Particulars J.F. v
2013 2013
Jan. 31| To Shyam 10,000 Jan. 31 | By Balance c/d 10,000
10,000 10,000
Feb. To Balance b/d 10,000

SUBSIDIARY BOOKS OF ACCOUNT

As stated earlier journal is a book of primary entry. It means all business transactions are first recorded in the
journal. Journal is called the subsidiary book. However, it is not advisable to record all transactions in one
journal for large business organizations. Therefore, the journal is sub-divided into many subsidiary books. The
sub-division of journal into various subsidiary journals in which transactions of similar nature are recorded are
called subsidiary books. The following are the subsidiary books:

1.

® N o o~ w DN

Journal
Purchases Book

Sales Book

Purchases Returns Book
Sales Returns Book

Bills Receivable Book

Bills Payable Book
Cash Book.
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PURCHASES BOOK

Purchases book is meant for recording the purchase of goods on credit only. Cash purchases are not
recorded in this book.

Purchases Book

Date Particulars Invoice No. Ledger Folio Details Amount
4 4

Entries in the purchases book are made from the invoices received from the suppliers. Posting is done in the
supplier’s/ creditors account daily from the purchases book with their respective amounts. At the end of
week/month, the total of the purchases book is debited to the purchases account in the ledger.

In ‘Particulars Column’ the names of the suppliers together with details of goods purchased are recorded. In
‘Details Column’ detail amounts of different items are recorded whereas in ‘Amount Column’ the net amount
of various invoices is recorded.

SALES BOOK

In the Sales Book, only credit sale of goods are recorded. Sales Book is prepared on the basis of copies of
invoice sent to customers. To post sales book, the accounts of the customers are individually debited with
respective amounts at the end of every month. Sales Account is credited with the monthly total of the Sales
Book. In ‘Particulars Column, the name of the customers along with details of the goods sold to them are
recorded.

Cash Sales will be entered in the Cash Book; credit sale of various assets or investments will be recorded in
General Journal.

Sales Book
Date Particulars Invoice | Ledger Details Amount
No. Folio

PURCHASES RETURNS BOOK

The purchase returns books records the details of goods returned by the business organization to the
supplier(s). The goods purchased for cash and returned are not recorded in this book. When the goods are
returned to the supplier, a debit note is sent to him indicating that his account has been debited with the
amount mentioned in the debit note. The specimen of the purchases returns book is as follows:
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Purchase Returns Book

Date Particulars Debit Ledger Amount Amount
Note No. Folio 3 3

The total of amount Column of the purchases return book is credited to the purchases returns account and the
account of the supplier(s) to whom debit notes have been sent are debited individually in their respective accounts.

SALES RETURNS BOOK

The details of goods returned by the customers to the business organization are recorded in this book. Goods
sold for cash and returned are not recorded in sales returns book. When goods are returned by a customer a
credit note is sent to him intimating that his account has been credited with the value of goods returned. A
specimen of the sales returns book is as follows:

Purchase Returns Book

Date Particulars Credit Ledger Amount Amount
Note No. Folio 7 7

The individual accounts of the customers are credited with of the respective amounts while the periodical total
of the sales returns book is posted to the debit of sales returns account.

lllustration 3:

Record the following transactions in the appropriate books of original entry and show how they will be posted.
Assume invoice numbers, folio number, etc.

2013
Mar. 6 Purchased on credit from Kadam
200 Shirts @ % 1,500 each
100 Neckties @ ¥ 500 each.
Mar.10 Sold on Credit to Mehta
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20 Bush Shirts @ 1,750 each
40 Hand towels @ ¥ 100 each.

" 13 Goods returned to Kadam
4 Shirts @ 1,500 each
" 17 Sold to Andley on Credit
40 Trousers @ % 1,000 each
10 Neck-ties @ ¥ 600 each
" 18 Goods received back from Manohar, a customer
8 Neck-ties @ % 550 each
4 Shirts @ T 2,500 each
» 22 Sold to Apte on credit
10 Bush Shirts @ ¥ 2,500 each
200 metres of long cloth @ ¥ 150 per metre
28 Apte returns 2 Bush Shirts invoiced at ¥ 2,500
” 30 Purchased goods on credit from Gyani Cloth Store
300 Bush Shirts @ % 2,000 each
400 metres of long cloth @ % 125 per metre
100 metres of shirting @ ¥ 750 per metre
Gyani Cloth Store allows Trade Discount @ 5%
Andley returns one Neck-tie invoiced at ¥ 600
Solution:
Purchases Book
Date Particulars Inv. L.F. Details Amount
No. v v
2011
Mar. 6 | Kadam
200 shirts % 1,500 each 62 8 3,00,000
100 Neck-ties ¥ 500 each 50,000 3,50,000
Mar. 30 | Gyani Cloth Store
300 Bush Shirts 2,000 each 6981 17 6,00,000
400 metre long cloth
@ % 125 per metre 50,000
100 metres Shirting
@ % 750 per metre 75,000
7,25,000
Less : Trade Discount 5% 36,250 6.88,750
Total 1,03,8,750
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Sales Book
Date Particulars Inv. L.F. Details Amount
No. 4 7
2013
Mar. 10 | Mehta
20 Bush Shirts
@ ¥ 1,750 each 408 9 35,000
40 Hand towels
@ % 100 each 4,000 39,000
"7 Andley
40 Trousers
@ ¥ 1,000 each 409 12 40,000
10 Neck-ties
@ % 600 each 6,000 4,600
» 22 Apte
10 Bush Shirts
@ ¥ 2,500 each 410 15 25,000
200 metre long cloth
@ X 150 per metre 30,000 55,000
Total 1,40,000
Purchases Returns Book
Date Particulars Debit Note| L.F. Amount Amount
No. 4 7
2013
Mar. 13 | Kadam
4 Shirts 22 8
@ % 1,500 each 6,000
Total 6,000
Sales Returns Book
Date Particulars Credit Note L.F. Amount Amount
No. 4 7
2013
Mar. 18 | Manohar
8 Nick-ties @ % 550 each 34 7 4,400
4 Shirts @ % 2,500 each 10,000 14,400
28 Apte
2 Bush Shirts @ ¥ 2,500 35 15 5,000
” 30 Andley
2 Nick-tie @ % 600 36 12 1,200
Total 20,600




38 FP-FA&A

Ledger Accounts

Dr. Kadam Cr.
Date Particulars J.F. ¢ | Date Particulars J.F. v
2013 2013
Mar. 13 | ToPurchase Mar. 6 | By Purchases
Returns Alc (PRB 3) | 6,000 Alc (PB 8) 35,000
Dr. Mehta Cr.
Date Particulars J.F. v | Date Particulars J.F. v
2013 2013
Mar. 10 | To Sales
Account (SB23) 39,000
Dr. Andley Cr.
Date Particulars J.F. ¢ | Date Particulars J.F. v
2013 2013
Mar. 17 | To Sales Alc (SB 23) [46,000 Mar. 30 | By Sales Returns
Account (SRB 10) 1,200
Dr. Manohar Cr.
Date Particulars J.F. v Date Particulars J.F. v
2013
Mar. 18 By By Sales Returns
Alc (SRB 10) 14,400
Dr. Apte Cr.
Date Particulars J.F. v Date Particulars J.F. v
2013 2013
Mar. 22 | To Sales Account [(SB 23) |55,000 Mar. 28 |[By Sales Returns
Account (SRB 10) |5,000
Dr Gyani Cloth Stores Account Cr.
Date Particulars J.F. v Date Particulars J.F. v
2013
Mar. 30 |[By Purchases Alc (PB8) [6,88,750
Dr. Sales Account Cr.
Date Particulars J.F. v Date Particulars J.F. v
2013
Mar. 31 | By Sundries as per
Sales Book (SB 23) (1,40,000
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Dr. Purchase Account Cr.
Date Particulars J.F. ¢ | Date | Particulars J.F. 4
2013

Mar. 31| To Sundries as per
Purchases Book | (PB 10)|10,38,750

Dr. Purchases Returns Account Cr.
Date Particulars J.F. ¢ | Date Particulars J.F. 4
2013

Mar. 31 | By Sundries as per

Purchases Returns

Book (PRB 3)| 6,000
Dr. Sales Returns Account Cr.
Date Particulars J.F. ¢ | Date Particulars J.F. 4

2011
Mar. 31 | To Sundries as per
Sales Returns

Book (SRB 10) |20,600

REVIEW QUESTIONS

Fill in the Blanks:

1. is the book of primary entry in which all transactions are
7 recorded.

2. means transferring the debit and credit items from the journal
L to the ledger accounts.

3. When the goods purchased are returned to the supplier, note is

sent to him.

Bills Receivable Book

This book is used to record the details of bills receivable by the business organization. The entries to be made
in this book include the name of the acceptor, date of receipt of the bill, term of the bill, due date, amount and
other details. The total of the amount column of the bills receivable book is debited to bills receivable account
while the amount of each bills receivable is posed to the credit of the account of the party from whom it is
received.

BILLS RECEIVABLE BOOK

, From Date Due ,
Bill Dat.e Whom Ledger Acceptor | of the Term Date Amount | Disposal
No. | Received . Folio , 3
Received Bill
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BILLS PAYABLE BOOK

This is used to record the particulars of all the bills payable accepted by the business organisation for the
purpose of paying amounts due to its creditors. The acceptance is duly returned to the drawer. The amount of
each bill is posted to the debit side of the drawer’s account in the ledger and the total of the amount column of
the bills payable book is posted to the credit of bills payable account in the ledger.

Bills Payable Book

Bill Date Drawn By | Ledger | Payee Date Term Due Amount | Disposal
No. | Acceptance Folio of the Date z
Bill

CASH BOOK

Cash book is the book in which all transactions concerning cash receipts and cash payments are recorded.
Cash Book is in the form of an account. It serves the purpose of Cash Account also. On the debit side, all cash
receipts are recorded while on the credit side, all cash payments are recorded. In case of cash transactions,
only a single aspect of transactions is recorded in ledger because the other aspect has to be recorded in Cash
Book. Cash Book thus serves the purpose of a book of original entry as well as that of a ledger account.

A cash book has the following features:
(a) Only cash transactions are recorded in chronological order in the cash book.
(b) It performs the functions of both journal and ledger at the same time.
(c) All cash receipts are recorded on the debit side and all cash payments are recorded on the credit side.

(d) It records only one aspect of transaction i.e. cash.

Types of Cash Book

(i) Single Column Cash Book: It is like an ordinary cash account. In this all cash receipts are recorded on
the left hand side (real account - debit what comes in) and all cash payments are recorded on the right hand
side (real account - credit what goes out).

Dr. Cash Book (Single Column) Cr.

Date Particulars L.F. Amount X Date Particulars L.F Amount X

(ii) Two (Double) Column Cash Book: It has two amount columns on both sides; one is for cash
and another is for discount. Cash column is meant for recording cash receipts and payments while
discount column is meant for recording discount received and allowed. The discount column on the debit
side represents the discount allowed while discount column on the credit side represents the discount
received.
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Dr. Cash Book (Double Column) Cr.
Date Particulars | L.F. Discount Amount Date Particulars L.F Discount Amount
3 £4 3 3

Note: Discount columns do not serve the function of a discount account. Discount columns are merely
memorandum columns. Discount allowed account and discount received account are opened in the ledger
and the totals of discount columns are posted to these accounts.

lllustration 4:

Record the following transactions in Cash Book of Mr. Singh:

2012 3
April 1 Mohan Lal commenced business with cash 1,00,000
? 2 Bought goods for cash 65,700
? 3 Sold goods for cash 4,320
? 6 Received cash from Fateh Singh 1,800
” 6 Allowed him discount 50
? 9 Paid cash to Shugan Chand 19,500

Discount allowed by Shugan Chand 500
” 12 Paid for Office Furniture 5,680
? 18 Sold goods for cash 7,810
? 23 Received cash from Subramaniam 9,870
” Discount allowed to him 120
? 27 Paid for advertising 500
? 28 Cash paid to Asia Trading Co. 20,300

Discount received 250
” 30 Cash sales 1,280
? 30 Cash received from Fateh Singh 2,850

Discount allowed to him 100

Salary paid in cash 3,150
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Solution:
Mr. Singh
Dr. Cash Book Cr.
Date Particulars L.F | Discount Cash Date | Particulars | L.F | Discount Cash
i 3 3 i
2012 2012
April April
1. To Capital A/c 1,00,000 | 2. By
3. To Sales Alc 4,320 Purchases
6. To Fateh Singh 50 7,810 Alc 65,700
18. To Sales Alc 1,800 | 9. By Shugan
23. To Subramaniam 120 Chand 500 19,500
30. To Sales Alc 9,870 | 12. By Furniture
30. To Fateh Singh 100 1,280 Alc 5,680
2,850 By
27. Advertising 500
By Asia
28. Trading 250 20,300
Co. 3,150
By Salary 13,100
30. By Balance
30. c/d
To Balance B/d 270 | 1,27,930 750 | 1,27,930
May1 13,100
REVIEW QUESTIONS
1. Cash book has two account columns on both sides
Double/Triple).
7 2. Only transactions are recorded in cash book (cash/credit).
|
3. Bills Payable is for the organization (asset/liability).

(iii) Three Columnar Cash Book: This type of cash book contains the following three amount columns on
each side:

(a) Discount column for discount received and allowed;

(b) Cash column for cash received and cash paid; and

(c) Bank column for money deposited and money withdrawn from the bank.

Dr. Cash Book (Triple Column) Cr.

Date | Particulars | L.F. Discount Cash Bank | Date | Particulars L.F | Discount | Cash | Bank
54 54 54 T 54 54
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When triple column cash book is prepared, there is no need for a separate bank account in the ledger. The
bank account maintained by the enterprise is a personal account and the cash account is a real account. For
recording transactions in the bank column of the cash book the rule of debit and credit applicable to personal
accounts should be followed i.e. debit the receiver and credit the giver. Thus, when cash is deposited with
bank, the bank would be the receiver and would be debited in the bank column of the cash book. Similarly, for
cash withdrawn from the bank the bank would be the giver and would be credited in the bank column of the
cash book.

Contra Entry: If a transaction involves both cash and bank accounts, it is entered on both sides of the cash
book, one in the cash column and other in the bank column, though on opposite sides. There are is called
contra entries and word ‘C’ is indicated against that item in L.F. columns e.g. when cash is withdrawn from the
bank, it is recorded on the debit side in cash column and on the credit side in the bank column. Similarly,
when cash is deposited with the bank, the amount is recorded on the debit side in bank column and on the
credit side in the cash column.

lllustration 5:

On 1st May, 2012 the columnar cash book of Mitra showed that he had % 2,000 in his cash box and that there
was a bank overdraft of ¥ 8,000. During the day the following transactions took place:

Cash withdrawn from bank for office use 10,000
Paid salaries in cash 3,000
Cash paid to Harish & Co. 6,500
Drawings in cash made by Mitra for household expenses 1,000

Received from G. Guha in settlement of an account of ¥ 10,000,
¥ 1,800 in cash and a cheque of ¥ 8,000. The cheque was immediately deposited in bank
Cash sales 6,500

Bank returns a cheque of ¥ 9,900 received from Kulu & Sons in settlement of an
account of ¥ 10,000

Paid rent by cheque 1,500
Cash deposited with bank 6,000

Write up the Cash Book for the day and balance it.
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Solution:
Dr. Cash Book (Triple Column) Cr.
Date | Particulars | L.F. | Discount | Cash Bank | Date Particulars L.F. | Discount Cash Bank
3 g g g g g
2012 2012
May | To Bal. b/d 2,000 May | By Bal. b/d 8,000
1 To Bank (© 10,000 1 By Cash (C) 10,000
To G.Guha 200 1,800 | 8,000 By
To Sales 2/8(!3”63 3,000
Alc 6,500
To Cash ©) 6,000 By Harish 6,500
To Bal. c/d 15,400 By, Drawings 1,000
By Kulu &
Sons 100 9,900
By RentAlc
1,500
By Bank 6,000
By Balc/d ©) __ 3,800
200 | 20,300 | 29,400 200 20.300 | 29 400
May | To Balance 3,800 May | By Balance 15,400

PETTY CASH BOOK

Payments in cash of small amounts like traveling expenses, postage, carriage etc. are petty cash expenses.
These petty cash expenses are recorded in the petty cash book. The petty cash book is maintained by
separate cashier known as petty cashier. The firm may adopt Imprest System of maintaining petty cash. The
petty cashier is given a certain sum of money at the beginning of the fixed period (e.g. a month/fortnight)
which is called float. The amount of float is so fixed that it may be adequate to meet petty expenses of the
prescribed period. The balance in the petty cash book shows cash lying with the petty cashier.

Petty Cash Book

Amount
Received

Date

Particulars

Voucher | Total
No. Amount
Paid

Analysis of Payments

Cartage

Postage

¢

Conveyance
4

Misc. or
Sundries

¢




Lesson 2 m Accounting Process-I 45

The advantages of the imprest system are as follows:

It saves the time of the chief cashier.

— Petty cashier is not allowed to keep idle cash with him if the float is found to be more than adequate;
its amount will be immediately reduced. This reduces the chances of misuse of cash by the petty
cashier.

— The record of petty cash is checked by the cashier periodically, so that a mistake, if committed, is soon
rectified.

— It enables a great saving to be effected in the posting of small items to the ledger accounts.
— The system trains young staff to handle cash responsibilities.

Petty Cash Book may be treated either as a part of the double entry system or merely as a memoranda book.
If the former course is adopted, each payment to petty cashier is shown on the credit side of the main Cash
Book which is considered to have been balanced by a debit entry in the petty cash book. The two entries are
folioed against each other completing the double entry aspect. Payments recorded in the Petty Cash Book
are directly posted to the different nominal accounts. Of course, entries for expenses are made only with the
periodical totals of expenses under various heads. If the latter course is adopted, for amounts paid to petty
cashier, petty cash account in the ledger is debited besides entering the amounts (paid to petty cashier) on
the credit side of the main cash book. Periodically, different nominal accounts are debited and the petty cash
account is credited in ledger for expenses recorded in Petty Cash Book.

lllustration 6:
Prepare an analytical Petty Cash Book from the following information:

Petty cash is maintained on the basis of imprest system. On 21st January, 2013 the petty cashier had with
him ¥ 328. He received ¥ 672 to make up the expenses of the previous week. During the week the following
expenses were met by the petty cashier:

2013 3
March 21 Bus fare 6
? 21 Revenue stamps 85
21 Tea for customers 22
? 22 Cartage 43
? 24 Payment to Coolie 10
24 Telegram charges 76
24 Refreshment for customer 52
? 25 Repairs to furniture 100
25 Taxi charges 87
25 Post cards 90
25 Cloth for dusters 74

25 Tea for customers 20
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Solution:
Analytical Petty Cash Book
Amount Date Particulars Vouc Total | Cartage Printing Customers | Conveya | Sundri
Received her Amou | & Cooli & Entertainm nce es
No. nt Stationery ent
Paid

2013

Jan.
328 22. To Balance b/d
672 21. To Cash

21. By Bus Fare 6 6

21. By Rev. Stamps 85 85

21. By Tea for Customers 22 22

22, By Cartage 43 43

2 By Cooli 10 10

24, By Telegram charges 76 76

24. By Refreshment to

customers 52 52
25. By Repairs to
Furniture 100 100

25. By Taxi Charges 87 87

25, By Post Cards 90 90

25. By Cloth for Dusters 74 74

25, By Tea for Customers 20 20
L By Balance c/d 335
1,000 1.000
335 28. To Balance b/d
665 28. To Cash A/c

The journal entry required for various petty cash expenses are the following:
Journal Entry

3 3
Cartage Alc Dr. 53
Postage and Telegrams Alc Dr. 251
Conveyance Alc Dr. 93
Customer’s Entertainment A/c Dr. 94
Repairs Alc Dr. 100
General Expenses Alc Dr. 74
To Petty Cash Account 665
The Petty Cash Account in the ledger will appear as follows:
Dr. Petty Cash Account Cr.
2013 2013
Jan. 21 | To Balance b/d 328 Jan. 25 By Sundries* 665
? To Cash Alc 672 ? By Balance c/d 335
1,000 1,000
Mar. 28 | To Balance b/d 335
? To Cash 665

GENERAL JOURNAL

This is also known as Journal Proper or General Jounral. It is used for making the original record of such
transactions for which no special journal has been kept in the business. Entries recorded in the a journal
proper may be confined to the following transactions:
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(i) Opening Entries: Opening entries are passed at the beginning of the financial year to open the accounts
by recording the assets, liabilities and capital appearing in the balance sheet of the previous year. It is written
as follows:

Assets Account Dr.
To Liabilities Account
To Capital Account

(ii) Closing Entries: Closing entries are passed at the end of the accounting year for closing of accounts
relating to expenses and revenues. These accounts are closed by transferring their balances to the Trading
and Profit & Loss Account.

(iiif) Adjustment Entries: At the end of the accounting year, adjustments entries are passed for
outstanding/prepaid expenses, accrued income/income received in advance etc. Entries for all these
adjustments are passed in the journal proper.

(iv) Transfer Entries: Transfer entries are passed in the general journal for transferring an item entered in
one account to another account.

(v) Rectification Entries: Rectification entries are passed for rectifying errors which might have committed in
the books of account.

(vi) Purchase of Fixed Assets: When fixed assets are purchased on credit, the entries are passed in the
general journal.

(vii) Sale of Worn-out or Obsolete Assets: When obsolete assets are sold on credit, these are originally
recorded in the general journal.

lllustration 7:

On 31st March, 2012 following balances are available in ledger for the year 2011-12.

4
Furniture (debit balance) 20,000
Stock of Goods Account (debit balance) 70,000
S. Sircar (debit balance) 14,000
M. Mitra (debit balance) 7,500
Cash (debit balance) 2,400
B. Basu (credit balance) 13,900
Capital Account (credit balance) 1,00,000
Write the opening entry for 1st April, 2012.
Solution :
Date Particulars L.F. Dr. Cr.
Amount ¥ Amount ¥
2012
April 1 Furniture Alc Dr. 20,000
Stock of Goods Dr. 70,000
S.Sircar Dr. 14,000
M. Mitra Dr. 7,500
Cash Alc Dr. 2,400
To B. Basu 13,900
To Capital Account 1,00,000
(For opening balances of various assets, liabilities
and capital as on 1st April, 2012)




48 FP-FASA
TRIAL BALANCE

A trial balance is a schedule or list of debit and credit balances extracted from various accounts in the ledger
including cash and bank balances from cash book. Since every transaction has a dual effect i.e. every debit
has a corresponding credit and vice versa, the total of the debit balances and credit balances extracted from
the ledger must tally. Thus, at the end of the accounting period or at the end of each month, the balances of
the ledger accounts are extracted and trial balance is prepared to test as to whether the total debits are equal
to total credits or not.

Features of a Trial Balance

It is a statement prepared in a tabular form. It has two amounts columns one for debit balances and other for
credit balances.

The balances at the end of the period as shown by ledger accounts are shown in the statement.
It can be prepared on any date provided accounts are balanced.

It is a method of verifying the arithmetical accuracy of entries made in the ledger.
Objectives of Preparing Trial Balance

(i) Itis a check on the accuracy of posting. If the trial balance agrees it proves that:
(a) the books are arithmetically accurate, and

(b) both the aspects of the transactions have been recorded in the books of original entry as well as
in the ledger.

(i) It brings together the balances of all the accounts at one place and this facilitates the preparation of
final accounts and balance sheet.

Methods of Preparing the Trial Balance

(i) Totals Method: In this method, the totals of debit and credit sides of the ledger accounts are shown in
the trial balance. The sum totals of debit and credit columns of the trial balance must be equal. This is
less popular method.

(i) Balances Method: In this method, the balances of ledger accounts are taken to respective debit and
credit columns of the trial balance and then grand totals are taken out. The total of balances in the
debit column must be equal to the total balances in the credit column of the trial balance.

Specimen of Trial Balance

Trial Balance as at

Sl. Particulars L.F. Amount (Dr.) Amount (Cr.)
No.
(9 (9

lllustration 8:

Raju started business on 1st January 2013. You are required to pass entries, in journal & subsidiary books,
post them in ledger and prepare trial balance under totals & balances method for January 2013. His
transactions for the month were follows:
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2013 N
Jan. 1 Cash brought in by Raju as his capital 2,00,000

Furniture purchased on credit from Nuluk Furniture Home 25,000
? 2 Goods purchased from Modi & Sons on credit 61,400
? 3 Goods purchased for cash 35,000
’ 4 Goods purchased from Delhi Traders on credit 73,300
? 5 Cash sales 4,600
? 8 Sold goods to Bhatia & Co. on credit 19,860
? 11 Purchased stationery for cash 1,050
? 12 Paid Modi & Sons cash to settle account

Received 5% discount from the firm .
? 13 Received from Bhatia & Co. in full settlement of account 19,800
? 17 Cash sales 10,700
? 18 Sold on credit to Ganesh & Co. 5,000
? 19 Received cash from Ganesh & Co. 1,000
? 21 Sold on credit to Hoshiar Singh 4,000
? 23 Purchased goods for cash 26,000
? 27 Hoshiar Singh becomes insolvent. A first and final

dividend of ¥ 3,000 is received from his estate
? 31 Ganesh & Co. pays cash 3,900
? 31 Discount allowed to Ganesh & Co. 100
? 31 Cash paid for rent 2,800
? 31 Depreciation on furniture 250
? 31 Payment to Delhi Traders in full settlement 73,000
Solution:

In the books of Raju

Journal Entries

Date Particulars L.F. Dr. Cr.
v v
2013
Jan. 1 | Furniture Account Dr. 25,000
To Nuluk Furniture Home 25,000

(For furniture purchased on credit from
Nuluk Furniture Home)

» 27 Bad Debts Dr. 1,000
To Hoshiar Singh 1,000
(Bad debts written off on the insolvency of
Hoshiar Singh)
” 31 Depreciation A/c Dr. 250
To Furniture Alc 250

(For depreciation provided on Furniture)

Total 26,250 26,250
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Purchases Book

Month : January, 2011

Date | Particulars Invoice No. L.F. Details Amount
7
2013
Jan. 2 | Modi & Sons Goods 61,400
Jan. 4 | Delhi Traders Goods 73,300
Total 1,34,700
Sales Book
Month : January, 2011
Date | Particulars Invoice No. L.F. Details Amount
7
2013
Jan. 8 | Bhatia & Co. 19,860
”18 | Ganesh & Co. 5,000
”21 | Hoshiar Singh 4,000
28,860
Dr. Cash Book Cr.
Date Particulars L.F. | Discount ¢ | Date Particulars L.F. | Discount ¢
2013 2013
Jan. 1 | To Capital Alc 2,00,000 | Jan. 3 | By Purchases 35,000
"5 ” Sales 4,600 |~ 11 ” Stationery 1,050
713 " Bhatia & Co. 60 19,800 | 12 " Modi & Sons 3,070 58,330
" 17 > Sales 10,700 | " 23 ”  Purchases 26,000
”19 ”  Ganesh & Co. 1,000 |~ 31 > Rent 2,800
» 27 ”  Hoshiar Singh 3,000 | ” 31 ” Delhi Traders 300 73,000
” 31 ”  Ganesh & Co. 100 3,900 |~ 31 > Balance c/d 46,820
160 | 2,43,000 3,370 |2,43,000
Feb. 1| To Balance b/d 46,820
Dr. Capital Account Cr.
Date Particulars JF.| ¢ Date Particulars J.F. v
2013 2013
Jan. 31| To Balance c/d 2,00,000| Jan.1 By Cash 2,00,000
2,00,000 2,00,000
Feb. 1 ”  Balance b/d 2,00,000




Lesson 2 m Accounting Process-| 51

Dr. Furniture Account Cr.
Date Particulars J.F. ¢ | Date Particulars J.F. 4
2013 2013
Jan. 1 To Nuluk Furniture Jan. 31 By Depreciation 250
Home 25,000 ”  Balance c/d 24,750
25,000 25,000
Feb. 1 To Balance b/d 24,750
Dr. Nuluk Furniture Home Cr.
Date Particulars J.F. ¢ | Date Particulars J.F. 4
2013 2013
Jan. 31 | To Balance c/d 25,000 Jan. 31 By Furniture 25,000
25,000 ? 25,000
Feb. 1 By Balance b/d 25,000
Dr. Modi & Sons Cr.
Date Particulars J.F. ¢ | Date Particulars J.F. 4
2013 2013
Jan. 12 | To Cash Alc 58,330 | Jan. 2 By Purchases 61,400
”  Discount Alc 3,070
61,400 61,400
Dr. Purchases Account Cr.
Date Particulars J.F. ¢ | Date Particulars J.F. 4
2013 2013
Jan.3 | To Cash Alc 35,000 | Jan. 31 By Balance c/d 1,95,700
» 23| 7 CashAlc 26,000
” 31| ” Sundries as per
Purchases Book 1,34,700
1,95,700 1,95,700
Feb. 1 ” Balance b/d 1,95,700
Dr. Delhi Traders Cr.
Date Particulars J.F. ¢ | Date Particulars J.F. 4
2013 2013
Jan. 31 | To Cash Alc 73,000 | Jan.4 By Purchases 73,300
” Discount A/c 300
73,300 73,300
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Dr. Sales Account Cr.
Date Particulars J.F. ¢ | Date Particulars J.F. 4
2013 2013
Jan. 31 To Balance c/d 44,160 Jan. 5 By Cash A/c 4,600
Jan. 17 ”  Cash Alc 10,700
Jan. 31 ”  Sundries as per
Sales Alc 28,860
44,160 44,160
Feb. 1 By Balance b/d 44,160
Dr. Bhatia & Co. Cr.
Date Particulars J.F. ¢ | Date Particulars J.F. 4
2013 2013
Jan.8 | ToSales Alc 19,860 Jan. 13 | By Cash Alc 19,800
" Discount A/c 60
19,860 19,860
Dr. Stationery Account Cr.
Date Particulars J.F. ¢ | Date Particulars J.F. 4
2013 2013
Jan. 11| To Cash Alc 1,050 | Jan. 31 By Balance c/d 1,050
1,050 1,050
Feb. 1 To Balance b/d 1,050
Dr. Ganesh & Co. Cr.
Date Particulars J.F. ¢ | Date Particulars J.F. 4
2013 2013
Jan. 18| To Sales Alc 5,000 Jan. 19 | By Cash Alc 1,000
” 31 ”  Cash Alc 3,900
”  Discount A/c 100
5,000 5,000
Dr. Hoshiar Singh Cr.
Date Particulars J.F. 4 Date Particulars J.F. 4
2013 2013
Jan.21 | To Sales Alc 4,000 Jan. 27 | By Cash Alc 3,000
”  Bad Debts Alc 1,000
4,000 4,000
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Dr. Bad Debts Account Cr.
Date Particulars J.F. ¢ | Date Particulars J.F. v
2013 2013
Jan. 27 | To Hoshiar Singh 1,000 | Jan. 31 By Balance c/d 1,000
1,000 1,000
Feb. 1 ”  Balance b/d 1,000
Dr. Rent Account Cr.
Date Particulars J.F. v | Date Particulars J.F. v
2013 2013
Jan. 31 | To Cash Alc 2,800 Jan. 31 By Balance c/d 2,800
2,800 2,800
Feb. 1 ”  Balance b/d 2,800
Dr. Depreciation Account Cr.
Date Particulars J.F. ¢ | Date Particulars J.F. v
2013 2013
Jan. 31 | To Furniture 250 Jan. 31 By Balance c/d 250
250 250
Feb. 1 ”  Balance b/d 250
Dr. Discount Account Cr.
Date Particulars J.F. v | Date Particulars J.F. v
2013 2013
Jan. 31 | To Sundries for Jan. 31 By Sundries for
Discount Discount
Allowed as Received
per debit side as per
of Cash Book 160 credit side
of Cash Book 3,370
? 31 |7 Balance b/d 3,210 _
3.370 3.370
Raju’s Trial Balance
(Totals Method)
as on 31st January, 2011
SI. Particulars Debit Credit
No. Totals Totals
4 7
1. Cash 2,43,000 1,96,180
2. Capital Account 2,00,000
3. Furniture Account 25,000 250
4. Nuluk Furniture Home 25,000
5. Modi & Sons 61,400 61,400
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Sl Particulars Debit Totals Credit Totals
No. 4 4
6. Purchase Account 1,95,700
7. Delhi Traders 73,300 73,300
8. Sales Account 44,160
9. Bhatia & Co. 19,860 19,860
10. Stationery Account 1,050
11. Ganesh & Co. 5,000 5,000
12. Hoshiar Singh 4,000 4,000
13. Bad Debts Account 1,000
14. Rent Account 2,800
15. Depreciation Account 250
16. Discount Account 160 3,370
6,32,520 6,32,520
Raju’s Trial Balance
(Balances Method)
as on 31st January, 2011
Sl Particulars Debit Balances |Credit Balances
No. 4 4
1. Cash 46,820
2. Capital Account 2,00,000
3. Furniture Account 24,750
4, Nuluk Furniture Home 25,000
5. Purchases Account 1,95,700
6. Sales Account 44,160
7. Stationery Account 1,050
8. Bad Debts Account 1,000
9. Rent Account 2,800
10. Depreciation Account 250
1. Discount Account 3,210
2,72,370 2,72,370

LESSON ROUND UP

Accounting cycle includes identifying, recording, classifying and summarizing of the transactions.

Every transaction is recorded in the Journal before being posted into the ledger. It is that book of
account in which transactions are recorded in a chronological order.

Recording in the journal is done following the rules of debit and credit.

Posting is the process of recording transactions in the ledger based on the entries in the journal.

— The main function of a ledger is to classify or sort out all the items appearing in the journal or other
subsidiary books under their appropriate accounts so that at the end of the accounting period
summary of each account is easily available.

— Balancing of ledger accounts involves equalization of both sides of the account by putting the
difference on the side where the amount is short.



Lesson 2 m Accounting Process-I 55

— Various subsidiary books are: purchases book; sales book; purchases returns book; sales returns
book; bills receivable book; bills payable book and cash book.

— Petty Cash Book may be maintained under Imprest System of petty cash.

— General Journal or journal proper is maintained for recording those transactions for which there are
no other appointment subsidiary book.

— Trial Balance is prepared after posting the entries in ledger to verify the arithmetical accuracy of
entries made in the ledger.

GLOSSARY

Journal Book of prime entry in which every transaction is recorded before being posted into the
ledger.

Compound Transactions which are inter-connected or of the same nature and have taken place

Journal simultaneously are recorded by means of compound or combined journal entries Posting is

Entry the process of recording transactions in the ledger based on the entries in the subsidiary
books.

Cash Book It is a record of transactions concerning cash receipts and cash payments.

Trial A schedule or list of balances both debit and credit extracted from various accounts in the
Balance ledger.

SELF-TEST QUESTIONS

Theory Questions:
1. Distinguish between journal and ledger.
2. What do you mean by contra-entries in a columnar cash book?
3. What is meant by columnar cash book?
4. What is meant by analytical petty cash book?
5. Describe the imprest system of patty cash.
Practical Questions:

1. Journalise the following transactions:

2013 3
(i) Jan. 1 Bought office furniture from Kaniji & Co. 6,000
(ii) ? 5 Bought goods from F. Roy 5,000
(iii) ” 10 Bought goods from P. Gupta 10,000
(iv) Feb. 1 Sold goods to K. Peter 4,000
(v) ” 5 Sold goods to P. Turpin & Co. 7,000
(vi) ” 12 Bought goods from C. Henry 4,500
(vii) ” 17 Bought goods from J. Jones 2,000
(viii) ” 20 Sold goods to S. Sorab & Co. 18,000
(ix) ? 23 Sold goods to B. Byramiji 1,750
(x) ? 25 Received cash from P. Turpin & Co. 3,000
(xi) ? 27 Received cash from K. Peter 2,500

(xii) ? 28 Paid cash to F. Roy 1,000
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(xiii) ” 28 Paid cash to P. Gupta 5,000
(xiv) Mar. 4 Paid salaries 9,000
(xv) ” 5 Paid office rent 750
(xvi) " 7 Sold goods for cash 2,750
(xvii) 7 8 Bought goods for cash 1,250
(xviii) ” 11 Paid for stationery 250
(xix) 15 Received cash from S. Sorab & Co. 14,750
(xx) ? 15 Received cash from B. Byramiji 1,750
(xxi) 7 17 Paid cash to C. Henry 3,500
(xxii) 17 Paid cash to J. Jones 2,000
(xxiii) " 20 Purchased goods for cash 1,000
(xxiv) ” 25 Paid Kaniji & Co. 6,000

2. Rolly Polly was carrying on business as a cloth dealer. His transactions during April, 2012 were as
follows:

2012 3
Apr., 1 Sold cloth on credit to Gifloo 5,000
? 2 Purchased cloth from Amboo on credit 20,000
” 3 Paid rent for April by cheque 3,000
” 4 Cash purchases of cloth (paid by cheque) 8,000

Cash sales 4,500
” 6 Paid for stationery and postage 500
” 8 Drawn cash for private use 2,500
? 10 Drawn cash from Bank for office 15,000
” 13 Purchased goods on credit from Minoo 25,000
” 16 Sold goods on credit to Gopal 18,000
” 17 Paid telephone charges 4,800
? 18 Cash sales 3,000

Paid for advertising 3,500
” 22 Cash purchases 9,000
” 24 Purchased filing cabinet and paid by cheque 5,000
? 27 Purchased Government securities 30,000

Paid wages for the month 8,000

Journalise the transactions and prepare ledger accounts.
3. Enter the following transactions in a triple column cash book.

March, 4
2012

” 1 Balance at bank 20,000
Purchased goods by cheque 10,000
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Drew cheque for office cash 500

Purchased stationery for cash 100

? 8 Received from C-cheque 1,250
Allowed discount 30

? 9 Received from A-cheque 1,400
Allowed discount 40

? 10 Carriage paid in cash 30
? 12 Received cheque from D 1,750
Allowed discount 30

? 13 Paid to coolie hired-cash 80
Drew cheque favoring G for rent 1,800

? 15 Paid for purchases-cheque 20,000
Received from C-cheque 900

Allowed discount 20

? 20 Paid for postage-cash 50
Paid K by cheque 1,950

Discount allowed by him 50

? 22 Received cheque for sales 1,500
? 25 Paid for cleaning office 50
? 27 Paid wages-cash 500
30 Drew cheque for electricity 2,000

Drew cheque for office use 3,000

(Ans.: Cash in hand ¥ 2,690; Bank overdraft ¥ 12,450; Discount - Dr. ¥ 120 and Cr. X 50).
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Lesson 3

Accounting Process - I
(Rectification of Errors)

LESSON OUTLINE

Errors

Classification of Errors

— Clerical Errors

— Errors of Principles

Errors disclosed by Trial Balance

Errors not disclosed by Trial Balance
Review Questions

Steps to locate Errors

Rectification of Errors

— Before the preparation of Trial Balance

— After the preparation of Trial Balance
but before the preparation of Final

Accounts.
— In the next accounting period
Lesson Round-Up
Glossary

Self Test Questions

LEARNING OBJECTIVES

The main objective of any accountant is to
ascertain the true profit and financial position of
the business for the accounting period. For this,
the accountant puts in best efforts to record the
transactions correctly. However, the recording
cannot be made error free. Certain error are bound
to be committed while recording the transactions
which affect the final accounts of the enterprise.
Therefore, it becomes very important for the
accountant to identify the errors and rectify them
so that the correct and true financial position is
ascertained. Errors should be rectified as and
when they are found. Since, the accountant cannot
simply change the figures and entries posted
earlier, a certain procedure has to be followed to

rectify the wrong entries.

In this lesson, we will study about accounting
errors, identifying and classifying the accounting
errors and the procedure for rectifying those
errors before the preparation of trial balance,
before the preparation of final account and in the

next accounting period.
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ERRORS

Accounting errors are the errors committed by persons responsible for recording and maintaining accounts of
a business firm in the course of accounting process. These errors may be in the form of omitting the
transactions to record, recording in wrong books, or wrong account or wrong totalling and so on. While
discussing about the trial balance, we have seen that preparation of trial balance is a method of verifying the
arithmetical accuracy of entries made in the ledger. But it may be noted that an agreement of the trial balance
does not prove that- (i) all transactions have been correctly analyzed and recorded in the proper accounts;
and (ii) all transactions have been recorded in the books of original entry. Hence, we can say that a trial
balance should not be regarded as a conclusive proof of the correctness of the books of account, that is if the
trial balance does not agree, there are errors or mistakes but even if the trial balance agrees, there may be
errors in the accounts.

CLASSIFICATION OF ERRORS

ERRORS
Clerical Errors Errors of Principle
| |
| | 1 | |
Errors of Errors of Compensating
Omission Commission Errors

— Complete Omission

— Partial Omission

A. Clerical Errors

Errors other than errors of principle are called clerical errors. The following are the types of clerical errors.

1. Errors of Omission: These errors arise as a result of some act of omission on the part of the
person responsible for the maintenance of books of account. It refers to the omission of a transaction
at the time of recording in subsidiary books or posting to ledger. Omission may be complete or
partial.

(a) Complete Omission: When any particular transaction has not at all been entered in the journal
or in the book of original entry, it cannot be posted into the ledger at all and complete error of
omission will occur. The trial balance is not affected at all by such errors e.g. failure to record
completely credit sales in sales book. However, the trial balance will agree, if debit side as well
as credit side of a journal entry is not posted to ledger.

(b) Partial Omission: This means that the transaction is entered in the subsidiary book, but is not
posted to the ledger, such errors affect the agreement of trial balance e.g. omitting to post the
discount columns of the cash book.

2. Errors of Commission: These errors arise due to some positive act of commission on the part of the
person responsible for the maintenance of the books of account. These mistakes are committed
because of ignorance, lack of proper accounting knowledge and carelessness of the accounting staff.
They are committed while recording transactions. These errors may or may not affect the agreement
of trial balance.
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For example:

— Mistake in balancing an account.

— Mistake in posting in so far as the amount is wrongly written. A common mistake, for example, is to
transpose figures - to write ¥ 115 instead of ¥ 151. This will cause a mistake of ¥ 36 and a
corresponding difference in the trial balance. The total of all the figures of the difference thus
caused is 9 or multiples of 9. (Students should note that in case of transposition of figures, (i) the
difference in trial balance will always be divisible by 9, (ii) the total of all the figures of the
difference will also be divisible 9. Suppose, you have written 67895 instead of 95678 or in any
other way, provided the figures are the same, the difference 27783 (i.e. 95678 - 67895) is divisible
by 9. Hence, if the difference in trial balance is divisible by 9, it may be assumed that there may be
transposition of figures.

— Making an entry on the wrong side. For example, if instead of debiting an account with ¥ 500 it is
credited with the amount, the debit balance, in the trial balance will be shorter by ¥ 1,000. A
mistake on the wrong side causes the difference to be double of the amount involved.

— A mistake in the casting of subsidiary books. A mistake in the total of the Purchases Book will
affect the Purchases Account, a mistake in the total of the Sales Book will mean a corresponding
mistake in the Sales Account. Similarly, total of the Returns Book, if wrongly done, would mean
that the Returns Inwards Account or Returns Outwards Account will be posted with wrong amount.
These mistakes will be reflected in the trial balance.

It must be noted that a mistake in the totals of the subsidiary books will not affect the correctness of
the various personal accounts of customers and creditors.

Compensating Errors: They are group of errors, the total effect of which is not reflected in the
trial balance. These errors are neutralizing in nature, hence one error is compensated by other error
or errors of opposite nature. For example, an extra debit in purchase account may be compensated
by an extra credit in sales account. Thus, compensating errors do not affect the agreement of trial
balance.

B. Errors of Principle

These errors arise because of the failure to differentiate between capital expenditure and revenue
expenditure and capital receipts and revenue receipts. The distinction between capital and revenue is of
relevance because any incorrect adjustment or allocation in this respect would falsify the final results shown
by the profit and loss account and the balance sheet. These errors do not affect the agreement of trial
balance. For example, debiting purchase of furniture to office expenses account, crediting sale of furniture to
sales account, etc.

ERRORS DISCLOSED BY TRIAL BALANCE

Trial balance in general, discloses any error which affects one side of the account. These errors are disclosed
by the trial balance as both sides of trial balance do not agree.

Examples:

Error in casting subsidiary books.

Error in carrying forward the total of one page the next page.
Error in posting from book of subsidiary record to ledger.
Error in balancing an account.

Omission of casting etc.

Posting an amount on the wrong side of a ledger account.
Double posting to an account.

Error in carrying a balance of an account to the trial balance.

The trail balance may not agree also become
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— Trial balance has a mistake in itself, or

— Schedule of debtors or schedule of creditors is wrong

ERRORS NOT DISCLOSED BY TRIAL BALANCE

The agreement of a trial balance is only a check of arithmetical accuracy of the ledger but it is not a
conclusive proof as to the absolute accuracy of the books. The following errors will not affect the agreement
of trial balance and hence are not disclosed by the trial balance:

(i) Errors of Complete Omission: If a transaction was not recorded at all, the agreement of the trial
balance will not be affected. For example, if goods worth ¥ 2,000 have been received back from a
customer and the entry has not at all been made in the Returns Inwards Book then, the Customer’s
Account will not be credited and the Returns Inwards Account also will not be debited. Thus, there will
be no debit and credit, and the trial balance will agree even though there is a mistake.

(i) Errors of Commission: If a transaction was debited or credited to a wrong account with correct amount and
on the correct side in the books of original entry or in the ledger, trial balance will remain unaffected.

(i) Compensatory Errors: These are errors which are neutralized by the commission of another error or
errors of the same magnitude but of opposite nature, which makes the trial balance to agree. For
instance, the overcasting of a sales book by (say) ¥ 3,000 and thereby the excess credit to the sales
account, will be arithmetically off-set either by over debiting or under crediting a single account or
several accounts with a total sum of ¥ 3,000.

(iv) Errors of Principle: Errors of principle like furniture purchased debited to purchase account, building
sold credited to sales account, commission paid for purchase of land debited to commission account
etc. will not affect trial balance as they are related to allocation of amount received or spent between
revenue and capital. There will be no effect on trial balance because double entry will be passed and
one account will be debited and other credited. So the debit and credit side of trial balance will
definitely agree.

(v) Recording Wrong Amount in Subsidiary Book: If a wrong amount is written in subsidiary books, then
entries on both the debit and credit sides will be on the basis of the wrong amount and then the trial
balance will naturally agree.

(vi) Errors of Duplication: This is the error of entering a transaction more than once in the subsidiary books.

REVIEW QUESTIONS

1. Classify the following errors:

(i) Credit sale of ¥ 1,500 to P was correctly recorded in sales book but
not posted to P’s Account.

7 (i) Purchases book was undercast by % 100.

(iii) Cash paid to Brij Behari, ¥ 500 was debited to Bankey Behari as I
5,000.

(iv) Purchase of furniture ¥ 3,000 was recorded in Purchases Book.

(v) Whitewashing charges % 500 were debited to Buildings Account.

[Ans. Errors of Omission = (i), Errors of Commission
= (ii), (iii), Errors of Principle = (iv), (V)]

2. Which of the above mentioned errors will not affect the trial balance?
[Ans. (iv) and (V)]

3. What will be effect of the above mentioned errors on the profits for the
year?

[Ans. Increase in profit by ¥ 2,400]
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STEPS TO LOCATE ERRORS

Whenever there is a difference in the trial balance even by a small amount, the mistakes involved must be
located. A small amount may be the net result of a number of mistakes and it is not safe to ignore a difference
in trial balance howsoever small it may be. The following steps are suggested to find out errors:

(i) Total the debit and credit columns of the trial balance again. If one amount has been shown for a
group of accounts (for example, in place of all customers individually, only one amount against
“Sundry Debtors” may be shown), recheck the total of the list of such accounts.

(i) See that the balances of all accounts including the cash, bank balances have been written in the trial
balance.

(iii) See that there is no mistake in the balancing of the various accounts.

(iv) Find out the exact difference in the trial balance. Look for such accounts which show the same amount. It
is possible that the balance of the particular account has been omitted from the trial balance. Accounts
showing a balance equal to half the difference should also be checked; the amount may have been
written on the wrong side of the trial balance

(v) Recheck the totals of the subsidiary books.

(vi) If the difference is a large one, compare the figures with the trial balance of the corresponding date of
the previous year. Any account showing a rather large difference over the figures of the corresponding
trial balance of the previous year should be rechecked.

(vii) Posting of all the amounts corresponding to the difference or half the difference should be checked.

(viii) If the difference is still not traced, posting of the accounts will have to be checked. For this, it is better,
first of all, to check the posting of the totals of subsidiary books such as sales book, purchases book,
returns books etc. The subsidiary books should then be gone through to see if any items have not
been posted. It should also be checked whether the various accounts have been opened with correct
balances. Nominal accounts should be checked first, then real accounts and then personal accounts
should be taken up.

RECTIFICATION OF ERRORS

It is better to rectify errors always through journal entries. However, if an error is located immediately after it
has been entered, the accountant may neatly cross out the wrong amount and initial the rectification. There
should not be any overwriting. If however, some time has elapsed between the commission of the error and
its detection, the error should be rectified by making suitable journal entries only.

Need for Rectification of Errors:

— To present the correct accounting information.
— To show the accurate profit or loss made during the year by preparing the profit & loss account.

— To disclose the true financial position by preparing the balance sheet.

Rectification before the Preparation of Trial Balance

When errors are detected before the preparation of the trial balance, it should be ascertained whether they
are one sided errors or two sided errors. According to the nature of errors, different steps are taken for their
rectification.

(a) Errors Affecting One Account (One Sided Errors): Errors affecting one account may occur due to the
following reasons:

(i) Wrong casting.
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(i) Wrong balancing.
(iii) Wrong posting.
(iv) Wrong carry forward.
(v) Forgetting to show an amount in the trial balance.

For rectification of these type of errors, no journal entry is required to be passed, only the relevant account, in
the ledger is to be debited (for short debit or excess credit) or is to be credited (for short credit or excess
debit) according to the situation.

While rectifying one sided errors it should be remembered that the double entry aspect of the rectifying entry
will not be complete. For example, if P’s account has been debited with ¥ 365 for credit sales of ¥ 356
correctly recorded in sales book, then the rectifying entry will be ¥ 9 made on the credit side of P’s account
only. No account will be debited with this amount of ¥ 9.

lllustration 1:

Rectify the following:
(i) An entry for the goods sold to Madhav for ¥ 1,020 was posted to his account as ¥ 1,200.

(i) % 1,000 being the monthly total of discount allowed to customers was credited to discount account in
the ledger.

(iii) T 2,750 received from Sohan was credited to Mohan as X 3,750.
(iv) Total of Purchases Book was % 10,000 short.
(v) Sales of old furniture for ¥ 1,750 to Old Wares Stores was recorded in sales book. Book value of the

furniture was X 2,500.

Solution:

(i) Credit Madhav with ¥ 180 saying “By Excess debit for sales on .....3 180".

(ii) Debit the Discount Account with ¥ 2,000 saying “To Rectification of wrong credit of ¥ 1,000 for discount
allowed.... ¥ 2,000.

(iii) Credit Sohan with ¥ 2,750 and debit Mohan with ¥ 3,750.
(iv) Debit Purchases Account with ¥ 10,000 saying “To Short total of Purchases Book..... ¥ 10,000".

(v) Debit Sales Account with ¥ 1,750 and Loss on Sale of Furniture Account with ¥ 750 and credit
Furniture Account with ¥ 2,500.

(b) Errors Affecting Two or More Accounts. (Two Sided Errors): Errors which affect two or more accounts
are as follows:

(i) Errors of complete omission.
(i) Errors in recording in the subsidiary books.
(iii) Errors in posting to wrong account with or without wrong amount.
(iv) Errors of principle.
For rectification of these types of errors, following steps may be taken:
(i) Write down in the rough sheet, the correct entry necessary for recording the transaction.

(i) Write down in the rough sheet the entry that has actually been passed.
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(i) Pass in the journal the requisite entry to arrive at the correct entry of step (i) and cancel the entry of

step (ii).
Example: A purchase of ¥ 5,000 from Rajesh entered in the purchases day book as ¥ 500.
The rectification of this error shall involve:
3 3
(a) Purchases Alc Dr. 5,000 (correct entry)
To Rajesh 5,000
(b) Purchases Alc Dr. 500 (entry passed)
To Rajesh 500
(c) The rectifying entry in the journal will be:
Purchases Alc Dr. 4,500 (rectifying entry)
To Rajesh 4,500

lllustration 2:

Pass journal entries necessary to rectify the following errors:

1.

o o A W

An amount of ¢ 2,000 withdrawn by the proprietor for his personal use has been debited to Trade
Expenses Account.

A purchase of goods from Nathan amounting to ¥ 3,000 has been wrongly entered in the Sales
Book.

A credit sale of % 1,000 to Santhanam has been wrongly passed through the Purchases Book.
¥ 1,500 received from Malhotra have been credited to Mehrotra.
¥ 3,750 paid on account of salary to the cashier Dhawan stands debited to his personal account.

A contractor’s bill for extension of premises amounting to X 2,75,000 has been debited to Building
Repairs Account.

On 25th March, goods of the value of % 5,000 were returned by Akash Deep and were taken into stock
but the returns were entered in the books under date 3rd April, i.e.; after the expiration of the financial
year on 31° March.

A bill of ¥ 2,000 for old office furniture sold to Sethi was entered in the Sales Day Book.

An amount of ¥ 800 received on account of interest was credited to Commission Account.
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Solution:

Journal Entries

Date

Particulars

L.F.

Dr. (¥)

Cr. (2

1.

Drawings Account Dr.
To Trade Expenses Account

(For the amount withdrawn for personal use wrongly

charged to the trade expenses account)

(a) Sales Account Dr.
To Nathan
(Being the cancellation of the entry passed through
the Sales Book)
(b) Purchases Account Dr.
To Nathan
(To record the credit purchases from Nathan)
Alternatively: 1t is better to pass a combined entry:
Sales Account Dr.
Purchases Account Dr.
To Nathan
(For cancellation of entry passed through the Sales
Book and record the credit purchases from Nathan)
Santhanam Dr.
To Purchases Account
To Sales Account
(Rectification of the mistake caused by entering sale for
¥ 1,000 to Santhanam in the Purchases Book)
Mehrotra Dr.
To Malhotra
(Being the rectification of wrong credit given to
Mehrotra instead of Malhotra)
Salaries Account Dr.
To Dhawan
(Being the adjustment of salary wrongly debited to
the personal account of the cashier)
Building Account Dr.
To Building Repairs Account
(Being the adjustment of amount wrongly debited to
the building account for building repairs)
Returns Inwards Account Dr.
To Akash Deep
(Being the entry necessary to record the return
inwards within the financial year)
Entry in the books of next accounting year’s
Akash Deep Dr.
To Return Inwards Account
(Cancellation of unwanted entry)
Sales Account Dr.
To Office Furniture Account
(Being the sale of old office furniture wrongly passed
through the sales book)
Commission Account Dr.
To Interest Account
(Being the adjustment of amount wrongly credited
to the commission account for interest received)

2,000

3,000

3,000

3,000
3,000

2,000

1,500

3,750

2,75,000

5,000

5,000

2,000

800

2,000

3,000

3,000

6,000

1,000
1,000

1,500

3,750

2,75,000

5,000

5,000

2,000

800
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Note :- In entry 7, the entry passed to record the above returns made on 3" April, will have to be cancelled by
passing a reverse entry as and when error is located.

Rectification after the Preparation of Trial Balance but before the Preparation of Final Accounts

(a) Errors Affecting One Account (One Sided Errors): Every one sided error detected after the preparation
of trial balance will be rectified opening suspense account.

Suspense Account:

When a trial balance does not agree, efforts are made to locate errors and rectify them. However, if reason for
disagreement of trail balance cannot be found, a new account called suspense account is opened in order to
give trial balance an appearance of agreement. Then final accounts are prepared. Debit balance in suspense
account is shown on assets side while credit balance is recorded on liabilities side.

A suspense account is opened in two instances i.e.

(i) To balance a disagreed trial balance — In the trial balance, if the debits are short the difference has to
be debited to Suspense Account and if the credits are short, Suspense Account has to be credited to
make trial balance agree apparently. Thus trial balance is tallied and final accounts are prepared.
Later, when errors are detected, the rectifying entries are passed. The suspense account will show
balance until all entries are corrected. When all errors affecting the trial balance have been rectified by
means of journal entries, the Suspense Account will show no balance.

(i) To post uncertain items: Sometimes, an item cannot be posted to the correct account because of lack
of information. In this case, the error is rectified by means of journal entry opening suspense account.
Thus, suspense account is opened and is given the debit or credit as the case may be. When debit is
short of credit, the difference is debited to Suspense Account making the debits equal to the credits.
Similarly, if in a rectifying journal entry, credit is otherwise short of debit, the difference is credited to
Suspense Account. Later when error is detected, the rectifying entry is passed.

You received a remittance of ¥ 2,000, but you may not know who has sent the amount. Therefore, for
the time being you may pass the following entry:
Cash Account Dr. 2,000
To Suspense Account 2,000

(Being remittance received from unknown person)

Later when you get the information that Mr. Ram Singh had sent the amount, then pass the following
entry:
Suspense Account Dr. 2,000
To Ram Singh 2,000
(Being credit given for the sender for remittance
which had been credited previously to suspense
account)

(b) Errors Affecting Two or More Accounts (Two Sided Errors): For rectification of two sided errors, the
following steps may be taken:

(i) Write down on the rough sheet, the correct entry necessary for recording the transaction.
(ii) Write down on the rough sheet, the entry that has actually been passed.

(i) Pass in the journal, the requisite entry to arrive at the correct entry of step (i) and to cancel entry of
step (ii).

Example: Sale of old furniture for ¥ 3,000 has been credited to sales account. The rectification
of this error shall call for:

(a) Cash Account Dr. 3,000 (correct entry)
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To Furniture Account

(b) Cash Account Dr.

To Sales Account

(c) The rectifying journal entry will be:

Sales Account Dr.

To Furniture Account

3,000

3,000

3,000

3,000

3,000

(entry passed)

(rectifying entry)

lllustration 3:

Pass journal entries to rectify the following errors assuming the existence of Suspense Account:

(i) Goods bought from Mukesh amounting to ¢ 5,500 was posted to the credit of his account as ¢ 5,000.
(i) Sales book was overcast by ¥ 10,000.

(iii) While carrying forward the total of one page of the Purchases Book to the next, the amount of

% 2,12,350 was written as X 2,13,250.

(iv) Cartage % 780 paid on machinery newly acquired was debited to carriage inward account.

(v) Purchases returns to Shivalker Bros. ¥ 3,100 were not recorded in purchases returns book but the
account of Shivalker Bros. was duly debited with the amount.

(vi) Drawings of goods costing 300 were not recorded in the books of account.

(vii) Whitewashing expenses, ¥ 670 were posted from cash book to the nominal account as X 760.

Also prepare Suspense Account starting it with debit balance of ¥ 320. Have you any comments to offer on
Suspense Account?

Solution:
Journal
Date Particulars LF Dr. Cr.
Amount (?) Amount (?)
(i) Suspense Account Dr. 500
To Mukesh 500
(For rectification of short credit to Mukesh)
(ii) Sales Account Dr. 10,000
To Suspense Account 10,000
(For rectification of wrong total of Sales Book)
(iii) Suspense Account Dr. 900
To Purchases Account 900
(For rectification of wrong carry forward of
total from one page to another in the
Purchases Book)
(iv) Machinery Account Dr. 780
To Carriage Inwards Account 780

(For rectification of wrong debit to carriage
inwards for cartage paid on newly acquired
machinery)
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(v) Suspense Account Dr. 3,100
To Purchases Returns Account 3,100
(For rectification of omission of credit to
Purchases Returns Account for goods
returned to Shivalkar Bros.)
(vi) Drawings Account Dr. 300
To Purchases Account 300
(For rectification of omission of drawings of
goods costing ¥ 300 by the proprietor)
(vii) Suspense Account Dr. 90
To Whitewashing Account 90
(For rectification of excess debit to
whitewashing account)
LEDGER
Dr. Suspense Account Cr.
Particulars 3 Particulars 3
To Differnce in trial balance 320 (i) By Sales Account 10,000
(i) To Mukesh 500
(i) To  Purchases Account 900
(v) To Purchases Returns 3,100
(vii) To  Whitewashing Account 90
To Balance c/d 5,090 _
10,000 10,000
By Balance b/d 5,000

Comment: As suspense account still shows a balance, it means all errors have not yet been rectified.

lllustration 4:
Rectify the following errors by passing necessary journal entries:

(i)
(i)
(iii)
(iv)
(v)
(vi)

(vii)

Goods purchased for proprietor’s use for ¢ 2,500 was debited to purchases account;

% 2,750 received from Hari Chand was debited to his account;

Returns inward book was short totalled by ¥ 650.

Interest received on deposit ¥ 500 had been debited in the cash book, but had not been credited to
interest account.

¥ 2,000 being purchases returned were posted to the debit of purchases account.
Interest on overdraft ¥ 1,200 was not posted to the ledger from the cash book.

An invoice for the purchase of machinery costing ¥ 1,00,000 was erroneously passed again and
entered into the books.
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Solution:

Rectifying Journal Entries

Date

Particulars

L.F.

Dr.
Amount %)

Cr.
Amount )

Drawings Alc
To Purchases Alc

(Goods purchased for personal use
wrongly debited to purchases account, error
now rectified)

Dr.

Suspense Alc
To Hari Chand

(Cash received from Hari Chand of
¥ 2,750 wrongly debited to his account,
now rectified)

Dr.

(iif)

Returns Inward A/c
To Suspense Alc

(Returns inward book under-cast
by % 650, now rectified)

Dr.

Suspense Alc
To Interest Received Alc

(Interest received not having been credited,
error now rectified)

Dr.

(v)

Suspense Alc
To Purchases Alc
To Purchases Returns Alc

(Purchases returns wrongly debited to
purchases account, now rectified)

Dr.

(vi)

Interest Alc
To Suspense Alc

(Being interest on overdraft not posted to the
ledger from cash book, error now rectified)

Dr.

(vii)

Supplier's Alc

To Machinery Alc
(Being invoice for purchase of machinery
recorded in books twice, error now reversed)

Dr.

2,500

5,500

650

500

4,000

1,200

10,000

2,500

5,500

650

500

2,000
2,000

1,200

10,000

Rectification in the Next Accounting Period

The method of rectification of errors in the next accounting period depends upon the fact whether the
account affected was part of the trading and profit & loss account. If the account affected is not part of the
trading and profit & loss account, the rectification is done in the usual manner. However, if error involves an
account having its impact on the profit, a Profit & Loss Adjustment Account is opened. While rectifying
errors, all nominal accounts are replaced by Profit & Loss Adjustment Account. Profit and Loss Adjustment
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Account is transferred to capital account of the sole proprietor or partners capital accounts in the case of
partnership; In the case of a joint stock company the account is transferred to Profit and Loss Appropriation
Account.

Examples:

(a) Wages of ¥ 2,500 paid for the installation of machinery charged to wages account. In
the same accounting period, the rectifying entry would be:

3 3
Machinery Account Dr. 2,500
To Wages Account 2,500

But if the final accounts have been prepared, the wages account has been closed by
transfer to trading account, so the rectifying entry will be:

Machinery Account Dr. 2,500
To Profit and Loss Adjustment Account 2,500

(b) Salaries paid ¥ 3,500 posted to wages account in the ledger. In the same accounting
period, the rectifying entry would be:

Salaries Account Dr. 3,500
To Wages Account 3,500

But if the final accounts have been prepared, no entry is required to be passed
because both the accounts are nominal accounts and the profit has not been affected
by the error.

Ascertainment of Correct Profit for the previous period

If in an accounting period, errors affecting nominal accounts take place and they are not detected and
rectified before the close of the books of accounts for the period concerned, the profit as revealed by the
Profit and Loss Account for the period will be incorrect. The correct profit for the period can be ascertained in
the next accounting period after all such errors have been detected and rectified. If the Profit and Loss
Adjustment Account reveals a profit, it should be added to the profit, as revealed by the Profit and Loss
Account of the previous period to know the correct profit for the previous period. On the other hand, if Profit
and Loss Adjustment Account shows a loss, it would be deducted from the profit of the previous accounting
period, to ascertain the correct profit for the previous year.

lllustration 5:

The trial balance of M. Mukherjee did not tally on 31.3.2012. The following errors were detected afterwards.
Pass the necessary journal entries to rectify the errors and find out the difference in trial balance assuming
that all errors have been rectified.

(i) A sum of ¥600 received from Mathur on 31.3.2012 was entered in the cash book on 2.4.2012.
(i) Returns inwards book was undercast by % 300.
(iii)  The purchase of typewriter for T 25,000 was entered in the purchases day book.

(iv) Wages of workmen engaged in the construction of building amounting ¥ 35,000 were debited to wages
account.

(v) A purchase of % 2,671 had been posted to the debit of supplier’s account as¥ 2,617.

(vi) Goods amounting to ¥ 1,000 had been returned by Raju and were taken into stock, but no entry was
passed in the books for the transaction.
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(vii) % 24,000 paid for purchase of T.V. for proprietors own use had been charged to miscellaneous expense
account.

(viij) A sale of ¥ 600 to Sethi was credited to his account with ¥ 60.
(ix) A sale of ¥ 2,000 has been passed through the purchases journal.

(x) R 75 paid for repairs to furniture had been entered in the total column of petty cash book, but not entered
in the appropriate analysis column, the total of which has been posted.

Solution:
Rectifying Journal Entries
Date Particulars L.F. Dr. Cr.
R) R)
(i No further entry required as receipt has already
been recorded and no nominal account is ......
(ii) Returns Inwards A/c Dr. 300
To Suspense Alc 300
(Returns inward book was undercast by
% 300, error now rectified)
(iii) Typewriter Alc Dr. 25,000
To Purchases Alc 25,000
(Typewriter purchased was wrongly passed
through purchases day book, error now rectified)
(iv) Building A/c Dr. 35,000
To Wages Alc 35,000
(Wages paid for construction of building
was wrongly debited to wages account, error now
rectified)
(v) Suspense Alc Dr. 5,288
To Supplier's A/c (X 2,671 +3 2,617) 5,288
(Purchase of ¥ 2,671 from supplier wrongly
debited to his account by ¥ 2,617, error now
rectified)
(vi) Returns Inwards A/c Dr. 1,000
To Raju 1,000
(Goods returned by Raju not entered in
the books of account, now entered)
(vii) Drawings Alc Dr. 14,000
To Miscellaneous Expenses Alc 14,000
(Purchase of T.V. for owner earlier
charged to miscellaneous expenses account,
error now rectified)
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Date Particulars L.F. Dr. Cr.
R) R)
(viii) Sethi (600 + 60) Dr. 660
To Suspense Alc 660
(Being goods of ¥ 600 sold to Sethi wrongly
credited to his account for ¥ 60, error now
rectified)
(ix) Suspense Alc Dr. 4,000
To Purchases Alc 2,000
To Sales Alc 2,000
(Being a sale of * 2,000 wrongly passed through
purchases journal, error now rectified)
(x) Repairs to Furniture A/c Dr. 75
To Suspense Alc 75
(Being repairs for furniture earlier not posted
from petty cash book, error now rectified)
Dr. Suspense Alc Cr.
Date Particulars Amount | Date Particulars Amount
3 3
To Supplier's Alc 5,288 By Difference in trial balance 8,253
To Purchases Alc 2,000 (Keeping .......... )
To Sales Alc 2,000 By Returns Inwards A/c 300
By Sethi 660
_ By Repairs to Furniture Alc 75
9,288 9,288

lllustration 6:

While closing his books of account, Om Prakash finds that the Trial Balance on that date, i.e. 31st March,
2012 is out by ¢ 907 excess debit. He places the difference in a newly opened Suspense Account and
prepares his final accounts which reveal a profit of ¢ 14,780 for the year ended 31st March, 2012. In April
2012, the following errors were detected in the accounts for the year 2011-12;

(1)
(ii)
(iii)
(iv)

(v)
(vi)

Purchases book was undercast by ¥ 1,000.
Cash received from Jamna Das % 687 was posted to the debit of Janki Das as % 678.

Discount received % 7,630 and discount allowed % 6,873, the totals of the appropriate columns in cash
book were not posted to the ledger.

Schedule of debtors was totalled X 1,16,280 instead of ¥ 1,16,380. Om Prakash maintains a provision
for bad debts @ 5%.

Bank charges and interest, 3 115 remained unposted to the debit side of the nominal account.

Depreciation on furniture ¥ 2,970 was wrongly recorded as X 2,790.
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Pass journal entries to rectify the above-mentioned errors, prepare Suspense Account and Profit and Loss
Adjustment Account and ascertain the correct amount of profit for the year ended 31st March, 2012.

Solution:

Journal

Date Particulars LF Dr. Cr.
Amount (?) Amount (?)

(i) Profit and Loss Adjustment Account Dr. 1,000
To Suspense Account 1,000

(Being rectification of error caused by undercasting of
Purchases Book for the year 2011-12 by ¥ 1,000)

(ii) Suspense Account Dr. 1,365

To Jamna Dass 687
To Janki Dass 678

(Being rectification of wrong debit of
¥ 678 to Janki Das and omission of credit of ¥ 687
to Jamna Das, in 2011-12 books)

(iii) Suspense Account Dr. 757

To Profit and Loss Adjustment Account 757

(Being rectification of omission of posting of
discount received ¥7,630 and discount allowed
76,873 1in 2011-12)

(iv) Schedule of Debtors Account Dr. 100

Profit and Loss Adjustment Account Dr. 5

To Suspense Account 100
To Provision for Bad Debts Account 5

(Being rectification of schedule of debtors and
also rectification of Provision for bad debts
account due to wrong basis on which the amount
of bad debts was calculated in 2011-12)

(v) Profit and Loss Adjustment Account Dr. 115

To Suspense Account 115

(Rectification of omission of posting to bank
charges and interest account)

(vi) Profit and Loss Adjustment Account Dr. 180

To Furniture Account 180

(Being rectification of wrong entry for depreciation
on furniture)
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Ledger Accounts

Dr. Suspense Account Cr.
Date Particulars Amount Date Particulars Amount
3 3
2012 2012
March March 31 | By Difference in Trial
31 To Balance c/fd 907 | 2011 Balance 907
2011 April 1
April1 | To Jamna Das 687 By Balance b/fd 907
By P& LAdj. A/c 1,000
To Janaki Das 678 By Schedule of
Debtors 100
To P & L Adjustment 757 By P & L Adj. A/c 115
2,122 2,122
Dr. Profit and Loss Adjustment Account Cr.
Particulars 4 Particulars 4
(i) To  Suspense Account 1,000 (i) By Suspense Account 757
(iv) 7 Provision for Bad Debts 5 By Loss transferred to
(v)y 7 Suspense Account 115 Capital Alc 543
(vi) 7 Furniture Account 180
1,300 1,300

Actual profit for the year ended 31st March, 2012 =% 14,780 — % 543 =314,237.

lllustration 7:

The books of account of Bipin Lal for the year ended 31st March, 2013, were closed with a difference in the
trial balance carried forward. Subsequently the following errors were detected:

(i) < 1,500 being the total of discount column on the credit side of the cash book was not posted to

discount account.

(i) Closing stock was overstated by % 9,000 being casting error in the schedule of inventory.

(iii) Returns outwards book was undercast by X 150.

(iv) A credit sale of ¥ 870 was wrongly posted as 780 to the customer’s account.

(v) T 6,000 being the cost of purchase of office furniture was entered in the purchases book.

Pass rectification entries, prepare suspense account, and find the effect of correction on profit for the year

ended 31st March, 2013.



76 FP-FA&A

Solution:
Rectification Entries
L.F. Dr. Cr.
Date Particulars Amount Amount
(i) Suspense Alc Dr. 1,500
To Profit and Loss Adjustment A/c 1,500
(Discount received not posted from cash
book to ledger, error now rectified)
(ii) Profit and Loss Adjustment A/c Dr. 9,000
To Stock in Trade 9,000
(Closing stock was overstated by % 9,000, error now rectified)
(iii) Suspense Alc Dr. 150
To Profit and Loss Adjustment A/c 150
(Returns outwards book undercast, error now rectified)
(iv) Customer’s Dr. 90
To Suspense Alc 90
(Credit sale of ¥ 870 wrongly posted as 780,
to the customer’s account, error now rectified)
(v) Office Furniture A/c Dr. 6,000
To Profit and Loss Adjustment A/c 6,000
(Purchase of office furniture wrongly entered
in purchases account, error now rectified)
Dr. Suspense Account Cr.
Particulars Amount Particulars Amount
R) R)
To Profit and Loss By Balance b/fd
Adjustment A/c 1,500 (Balancing figure) 1,560
To Profit and Loss By Customer’s Alc 90
Adjustment A/c 150 _
1,650 1,650
Dr. Profit and Loss Adjustment Account Cr.
Particulars Amount Particulars Amount
R) R)
To Stock in Trade 9,000 By Suspense Alc 1,500
By Suspense Alc 150
By Office furniture A/c 6,000
By Loss transferred to
_ Capital Alc 1,350
9,000 9.000
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lllustration 8:

On 31st March 2013, an accountant of a sole proprietorship concern could not agree his trial balance. He put
the difference in a newly opened suspense account and closed the books of account for the year. In the
subsequent accounting year, the following errors in the books for the year 2012-13 were located:

(i) ¥ 8,000 paid for purchase of office furniture was posted to the purchases account.
(i) The sales book was overcast by ¥ 100.
(iii) Wages paid for installation of machinery, ¥ 2,750 had been debited to wages account asX 5,250
(iv) A cheque for% 7,330 was received from Rao after allowing him a discount of ¥ 70. It was endorsed in
favour of Sen in full settlement of ¥ 7,500. The cheque was dishonoured, but no entry for dishonour
was passed in the books.
Pass journal entries to rectify the above-mentioned errors. Also prepare the suspense account and profit and
loss account assuming that all the errors have been located.

Solution:

Rectifying Journal Entries
Date Particulars L.F. Dr.(?) Cr.(?)
(i) Office Furniture A/c Dr. 8,000

To Profit & Loss Adjustment A/c 8,000

(Cost of office furniture purchased
wrongly debited to purchases account, error now
rectified)

(ii) Profit & Loss Adjustment A/c Dr. 100
To Suspense Alc 100

(Rectification of error caused by over-casting
of sales book by 3100)

(iii) Machinery A/c Dr. 2,750
Suspense Alc Dr. 2,500
To Profit & Loss Adjustment A/c 5,250

(Wages % 2,750 paid for the erection of machinery
debited to wages account as ¥ 5,250, error now

rectified)
(iv) Rao (%7,330 + 70) Dr. 7,400
Profit & Loss Adjustment A/c Dr. 100
To Sen 7,500

(Cheque received from Rao for % 7,330 after

allowing him % 70 discount and endorsed in favour of
Sen against ¥ 7,500 dishonoured; no entry made earlier
for dishonour, error now rectified)

Dr. Suspense Alc Cr.
Particulars 3 Particulars 3

To Profit & Loss Adjustment A/c 2,500 By Balance b/fd (difference in Trial
Balance—balancing figure) 2,400
By Profit & Loss Adjustment A/c 100
2,500 2,500
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Profit & Loss Adjustment A/c

Particulars 3 Particulars 3

To Suspense Alc 100 By Office Furniture A/c 8,000
To Sen 100 By Machinery A/c 2,750
To Capital Alc By Suspense Alc 2,500
(Transfer of profit) 13,050 -
13,250 13,250

LESSON ROUND UP

— Accounting errors can be classified into errors of principle and clerical errors.

— Clerical errors are further classified into errors of omission, errors of commission and compensating
errors.

— Some errors affect the agreement of trial balance and are disclosed by the trial balance e.g. errors
in casting, carry forward, totaling, balancing of accounts etc.

— Some errors do not affect the agreement of the trial balance and hence are not disclosed such as
errors of complete omission, errors of commission, compensating errors and errors of principle.

— Most of the errors are rectified by passing journal entries.
— The difference in trial balance is transferred to Suspense Account if the errors are not identified.

— Profit & Loss Adjustment Account is opened to rectify the which involve nominal accounts in the
next according period.

GLOSSARY

Accounting Mistakes committed by persons recording and keeping accounts.

Errors

Errors of These errors arise because of the failure to differentiate between capital expenditure
Principle and revenue expenditure and capital receipts and revenue receipts.

Errors of These errors arise due to some positive act of commission on the part of the person
Commission responsible for the maintenance of the books of account.

Errors of These errors arise as a result of some act of omission on the part of the person
Omission responsible for the maintenance of books of account.

Compensating The total effect of these errors is not reflected in the trial balance.
Errors

SELF-TEST QUESTIONS

Practical Questions:

1. On 31st March, 2013 the accountant of a firm, while preparing the final accounts for the year, finds
that the trial balance is out by ¥ 1,000 excess credit. He places the amount in Suspense Account. In
April 2013, the under mentioned errors are discovered:

(i) The opening balance of furniture and fittings account for 2012-13 was written as ¥ 2,6,700
instead of ¥ 27,600. The firm depreciates furniture and fittings @ 10% p.a. on written down
value basis.

(ii) Sales Book for February 2013 was found overcast by 3100.

(iii) A sum of ¥ 575 was received from |.N. Chakarvaty but the amount was wrongly credited to I.N.
Chaturvedy.



(iv)

(v)
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Cartage amounting to ¥ 125 paid in respect of new machinery purchased on 29th March was
debited to carriage inwards account.

Goods invoiced at ¥ 130 were returned by Neelam Stores but by mistake an entry was passed
in Returns Outwards Book.

Pass journal entries necessary to rectify the errors without affecting the profit for 2012-13. Also
show Suspense Account.

2. How would you rectify the following errors?

(i)
(if)
(i)
(iv)

(v)
(vi)

(vii)
(viii)

(ix)

A sale of goods of the value of ¥ 2,500 to R. Roberts has been wrongly debited to Robertson
& Co.

A purchase of ¥ 1,500 from S. Narayan instead of being credited to him from the Invoice Book,
has been wrongly debited to him.

Cash % 750 received from P. Basu and entered on the receipt side of the cash book has not
been posted.

A payment of ¥ 250 made to J. Jones for cash purchase of goods from him stands debited to
his account.

A payment of % 9,000 in respect of salary has been posted twice to salaries account.

An amount of ¥ 4,500 drawn by the proprietor for his personal use stands debited to general
expenses account.

The total of the discount column on the debit side of the cash book for the month has been
added short by ¥ 200.

% 400 relating to purchase of office stationery has been wrongly debited to the personal
account of the proprietor.

A credit purchase of ¥ 750 from Ramdas & Co. stands wrongly credited to Ramiji & Co.

3. After getting an agreed trial balance, the account of M/s Senco Stores drafted the trading and profit
loss a/c and the balance sheet. The following errors were then detected by the auditors:

(a)

(b)

(c)

(d)

% 2,500 received from the insurance company in full payment of claim for loss of stock in
transist was deposited by the proprietor into his private bank account and was not recorded in
the business books.

Goods purchased for ¥ 2,000 were included in stock, but the invoice was not entered in the
books for the period under review.

There were compensating errors in the books i.e. (i) a payment of ¥ 300 as commission to
a sales agent had not been posted from the cash book; (ii) dividends received were
undercast by % 100; (iii) purchases amounting to ¥ 190 were not posted to the account of
the supplier from purchases journal and (iv) debit side of a customer's account was
overcast by ¥ 10.

Goods sold for ¥ 500 were returned by a customer, but no record of this was made in the
books although the returned goods were included in the stock at their cost price, ¥ 380.

Show the journal entries and effect of these errors and summarise the alterations necessary in the
originally drafted statement of accounts.

4. A merchant, while balancing his books of account, finds that the trial balance shows % 3,765 excess
credit. Being required to prepare the final accounts, he places the difference to a newly opened
suspense account, which he carries forward. In the next accounting year, he locates the following
errors:

(i)

(i)
(iif)

A sale for ¥ 4,000 has been passed through the purchases book. The customer’s account has,
however, been correctly debited.

A sum of ¥ 896 paid to Dwarka Prasad has been credited to Durga Prasad as % 869.

Salary % 5,500 paid to a peon has been debited to the peon’s personal account.
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(iv) Schedule of debtors has been totalled ¥ 3,66,560 instead of ¥ 3,76,560. A provision for bad
debts @ 5% of the debtors has been created.

Draft journal entries necessary for rectifying the above-mentioned errors.

Prepare the suspense account and show the ultimate effect of the errors on the last year’s profit by
preparing profit and loss adjustment account.




Lesson 4
Accounting Process - I

(Capital and Revenue Iltems)

LESSON OUTLINE

— Capital Expenditure
— Revenue Expenditure

— Difference between Capital and Revenue
Expenditure

— Deferred Revenue Expenditure

— Comparison between Capital and Deferred
Revenue Expenditure

— Capital and Revenue Receipts

— Difference between Capital and Revenue
Receipts

— Capital and Revenue Profits
— Capital and Revenue Losses
— Review Questions

— Contingent Assets

— Contingent Liabilities

— Lesson Round Up

— Glossary

— Self Test Questions

LEARNING OBJECTIVES

The main purpose of accounting is to ascertain
and present the true results of the business in
terms of profit or loss during a particular accounting
period. The profit or loss of a business can be
ascertained by matching business revenues
against the cost of the same period. Therefore, a
clear understanding between capital and revenue
(expenditures and receipts) is necessary for the
correct ascertainment of profit or loss as revenue
items are included only in income statement and
capital items form part of balance sheet figures.
The distinction between the capital and revenue
transactions is done by analysing the basic nature
of transactions. The classification depends upon
the recurringness of the transaction and the

relation of the transaction to an accounting period.

In this lesson, we will study in detail about basic
concept of capital and revenue receipts and
expenditure. Herein, we would also touch, in brief,
the concept of contingent assets and liabilities of

business.

There is no business like show business, but there are several businesses like accounting.

David Letterman
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CAPITAL EXPENDITURE

Capital expenditure is that expenditure which results in acquisition of an asset or which results in an increase
in the earning capacity of a business. The benefit of such expenditure lasts for a long period of time.

Examples: Purchases of land, buildings, machinery, furniture, patents, etc. All these assets stay in business
and are used again and again. Other examples are money paid for goodwill (like the right to use the
established name of an outgoing firm) since it will attract the old firm’s customers and thus will result in higher
sales and profits; money spent to reduce working expenses like conversion of hand-driven machinery to
power-driven machinery and expenditure enabling a firm to produce a large quantity of goods. Expenditure
which does not result in an increase in capacity or in reduction of day-to-day expenses is not capital
expenditure, unless there is a tangible asset to show for it.

All sums spent up to the point an asset is ready for use should also be treated as capital expenditure.
Examples are: fees paid to lawyer for drawing a purchase deed of land, overhauling expenses of second
hand machinery, cartage paid for bringing machinery to the factory from supplier’'s premises and money spent
to install a machinery; and even interest on loans taken to acquire fixed assets only for the period before the
asset becomes operational.

REVENUE EXPENDITURE

Expenses whose benefit expires within the year of expenditure and which are incurred to maintain the earning
capacity of existing assets are termed as revenue expenditure. Amounts paid for wages, salary, carriage of
goods, repairs, rent and interest, etc., are examples of revenue expenditure. Depreciation on fixed assets is
also a revenue expenditure. To the extent the materials are used up, they will be revenue expenditure.
Similarly, cost of goods sold is revenue expenditure. Costs incurred to acquire an asset are capital but costs
incurred to keep them in working condition or to defend their ownership are revenue. Fee paid to a lawyer for
checking whether all the papers are in order before land is purchased is capital expenditure. But if later a suit
is filed against the purchaser, the legal costs will be of revenue type.

DIFFERENCE BETWEEN CAPITAL AND REVENUE EXPENDITURE

The following are the points of distinction between capital expenditure and revenue expenditure:

(i) Capital expenditure is incurred in acquiring or improving permanent assets which are not meant for
resale. But revenue expenditure is a routine expenditure incurred in the normal course of business and
includes cost of sales as also the upkeep of fixed assets etc.

(i) Capital expenditure seeks to improve the earning capacity of the business whereas revenue
expenditure is incurred to maintain the earning capacity of the business.

(iii) Capital expenditure is normally a non-recurring outlay but revenue expenditure is usually a recurring
features.

(iv) Capital expenditure produces benefits over several years. Hence, only a small part is charged as
depreciation to income statement and the rest appears in the balance sheet. But revenue expenditure
is consumed within an accounting year and the entire amount is charged to the (current year’s) income
statement. Hence, it does not appear in the balance sheet. Deferred revenue expenditure is however
an exception to this rule.

DEFERRED REVENUE EXPENDITURE

There are certain expenses which may be in the nature of revenue but their benefit may not be consumed
in the year in which such expenditure has been incurred; rather the benefit may extend over a number
of years, for example, heavy advertising expenditure incurred in introducing a new line or developing a new
market. Charges of these expenses are deferred because such expenses benefit more than one accounting
period. The matching principle demands this. The basis of charge is usually proportionate to the benefit
consumed/reaped.
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The practice which varies considerably is to write off the amount over the period of years in which the benefit
is expected to accrue say 3 to 5 years. If the expenditure can be ear-marked as being in respect of a specified
object, the expenditure should be written off during the life of that object. Example: Heavy advertising
expenses on a new product, accidental losses like loss arising from a fire or an earthquake; the loss may be
spread over a few years. The deferred revenue expenditure not yet written off is shown on the assets side of
the balance sheet. In the case of joint stock companies, it is deducted from reserves.

Thus, deferred revenue expenditure is revenue in character but —
(i) the benefit of which is not exhausted in the year of expenditure, or
(ii) is applicable either wholly or in part to the future years, or
(iii) is accidental with heavy amount and it is not prudent to charge it against the profit of one year.
The deferred revenue expenditure may be classified into the following three categories:

(i) Expenditure partly paid in advance, where a portion of the benefit has been derived within the
accounting period and the balance will be reaped in a number of future years. Therefore, the benefit to
be reaped in future is shown in the balance sheet as an asset e.g. special advertising expenditure for a
new product.

(i) Expenditure in respect of service rendered which for any sound reason is considered as an asset or
more properly not considered to be allocable to the one accounting period e.g. cost of experiments,
discount on issue of debentures etc.

(i) Amounts representing loss of an exceptional nature e.g. property confiscated in a foreign country, loss
on uninsured assets, etc.

COMPARISON BETWEEN CAPITAL AND DEFERRED REVENUE EXPENDITURE

The main feature of capital expenditure is that it results in a benefit which will accrue to the business enterprise
for a long time, say 10 or 15 years. Deferred revenue expenditure also results in a benefit which will accrue in
future period but generally for 3 to 5 years.

The capital expenditure or the resulting asset is usually capable of being reconverted into cash though may be
at a loss. This is not possible in the case of deferred revenue expenditure. At times, heavy loss such as loss
due to earthquake is treated as deferred revenue expenditure in the sense that they are written off over a
period of 3 to 5 years. Such a loss cannot be treated as a capital expenditure.

CAPITAL AND REVENUE RECEIPTS

Capital receipts comprise of payments or contributions into the business by the proprietor, partners or
companies towards the capital of the firm and also any sum received from debenture-holders, any loans and
the proceeds of sale of any fixed assets of a business enterprise.

Revenue receipts are the outcome of a firm’s activity in the accounting period, part of its rewards for offering
goods or services to the public e.g. sales, commission, fees received for services, interest on investment, etc.
Revenue receipts must be set off against the revenue expenses in order to calculate the profit or loss of the
business in an accounting period. Capital receipts and expenditure have no bearing on the profit or loss for the
accounting period. The distinction between capital receipts and revenue receipts can be drawn as follows:

DIFFERENCE BETWEEN CAPITAL RECEIPTS AND REVENUE RECEIPTS

Capital Receipts Revenue Receipts

(iy Amount realised by the sale of fixed assets or by | (i) Amount realised by sale of goods or rendering
issue of shares or debentures is a capital receipt. services is always a revenue receipt.

(i) A receipt in substitution of a source of income is | (i) A receipt in substitution of an income is a
a capital receipt. revenue receipt.
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(iii) Amount received for surrender of certain rights
under an agreement is a capital receipt, because
a capital asset is being given up in the form of
these rights.

(iv) Instead of lump sum payment if the payment is
received in installments, it is a capital receipt.

(v) Amount realised from the sale of a capital asset
or investment is capital receipt.

(iii) Amount received as compensation under an
agreement for the loss of future profits is a
revenue receipt.

(iv) If an income is received in a lump sum it is a
revenue receipt.

(v) Amount realised from the sale of an asset kept
for sale is revenue receipt.

CAPITAL AND REVENUE PROFITS

While preparing the final accounts, distinction has to be made between capital profits and revenue profits.
Revenue profits are earned in the ordinary course of business. They appear in the profit and loss account and
are available for distribution as profit, or for creating reserves and funds, or for being used in the business.
However, capital profits are those which are earned as a result of selling some fixed assets, or in connection
with raising capital for the firm. For instance, a building purchased for ¥ 4,50,000 was subsequently sold for ¥
4,75,000, this T 25,000 will be profit of capital nature. Similarly, when a company issues its shares of the face
value T 10 for ¥ 11 each, it is said that shares have been issued at a premium, the amount of premium being
a capital profit. Capital profits are either capitalized i.e. transferred to capital account or transferred to capital
reserve account which may be utilized for meeting capital losses.

CAPITAL AND REVENUE LOSSES

Revenue losses are the losses which arise during the normal course of business whereas capital losses are
those which occur when selling fixed assets or raising share capital. If a building purchased for ¥ 5,00,000 is
sold for ¥ 4,50,000, there will be capital loss of ¥ 50,000. Similarly, when shares of the face value of ¥ 101 are
issued atX 9 i.e. at a discount of ¥ 1, the amount of discount will be a capital loss.

Treatment of capital losses is not different from that of capital profits. Just as capital profits are not shown in the
profit and loss account, similarly capital losses are not shown in the profit and loss account. They are shown in
the balance sheet on the assets side. As and when capital profits arise, capital losses are gradually written off
against them. If however, capital losses are huge, the common practice is to spread them over a number of
years and charge a part thereof to profit and loss account of each such year. But if they are negligible, they are
debited to profit and loss account of the year in which they occur.

REVIEW QUESTIONS

1. Expenses whose benefit expires within the year are

2. profits are earned in the ordinary course of business.

?

& 3. Payment into the business by proprietor is

receipt.

4. White-washing charges of office building is an example of
expenditure.

lllustration 1:

State which of the following expenditures are capital, revenue, deferred revenue expenditures and capital loss:
(i) Cost of overhauling and painting a second-hand truck newly purchased.
(i) Cost of making more exits in a cinema hall under order of the Government.
(i)
(iv)

T 25,000 were spent on air conditioning the office of the General Manager.
An old machine which stood in the books at 15,000 was sold for ¥ 13,000.



(v)
(vi)
(vii)

(viii)

(ix)

(x)
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% 2,000 were paid as municipal tax in connection with a building which was purchased last year for %
2,00,000.

% 30,000 were spent on heavy advertising in connection with the introduction of a new product.
¥ 500 was paid out in connection with carriage on goods purchased.

A temporary room constructed for ¥ 25,000 for storing raw material for the construction of a big
building.

¥ 5,00,000 was spent on putting up a gallery in a theatre hall.

Freight and cartage amounting to ¥ 4,000 were paid on purchase of a new plant and a sum of ¥ 2,000
was spent as erection charges of that plant.

Solution:

(i)

(iv)

(v)

(vi)

(vii)

(viii)

(ix)

(x)

When a second hand machine is purchased, the entire expenditure incurred in the beginning to make
it fit for working is treated as capital expenditure. The value of the machine is increased by the amount
spent. Therefore, the cost of overhauling and painting the truck will be treated as capital expenditure.

Making more exits in a cinema hall does not increase the capacity of the hall and therefore, it should
be treated as revenue expenditure.

The sum of ¥ 25,000 spent on air conditioning the office of General Manager is capital expenditure
because it represents a fixed asset. Moreover, the effect of air conditioning will be available for several
years to come, and it can possibly be disposed of, if desired, at a future date, when it will fetch some
amount.

The old machine costing ¥ 15,000 was sold for ¥ 13,000 only, and the loss of ¥ 2,000 is clearly a
capital loss.

¥ 2,000 paid by way of municipal tax on a building purchased is an item of revenue nature. It is an
expenditure of routine nature, which was necessary for using the building.

Since the benefit of ¥ 30,000 spent on advertising will occur for several years, it is of capital nature. It
may be treated as a deferred revenue expenditure and be written off against the profit and loss
account of a number of years.

The expenditure of ¥ 500 incurred on carriage on goods purchased is of revenue nature because the
goods are meant for resale.

¥ 25,000 spent on construction of temporary room should be treated as capital expenditure because it
was necessary for the construction of the main building. The cost of the room will be added to the cost
of the building.

When a new gallery is put up, it will increase the number of seats (capacity) of the hall. Therefore, this
cost of ¥ 5,00,000 should be treated as a capital expenditure.

The expenditure incurred by way of freight and cartage amounting to ¥ 4,000 and the erection charges
of ¥ 2,000 are both of capital nature. The former has been incurred in connection with the receipt of a
capital asset while the latter has been incurred for erecting it so that it may be used for business
purposes.

lllustration 2:

State whether the following expenses are capital, revenue or deferred revenue expenditure:

(i)
(ii)
(iii)
(iv)

A Ltd. spent ¥ 2,00,000 for overhauling the machinery which improved the capacity utilization and
saved running expenditure by ¥ 15,000 p.a.

M/s Capital Properties, property dealers, purchased ten flats @ % 7,00,000 each.
A firm incurred T 10,000 to retain the title of a land purchased for business in litigation with third party.

Compensation paid to undesirable employees.
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(v) M/s Durga & Co. spent ¥ 2,50,000 for organizing an Inter-school Cricket Tournament in Delhi. This
was held for advertising their new school bag and certain books and stationery which they wanted to
market.

(vi) % 12,000 paid to Mahanagar Telephone Nigam Ltd. for installing a telephone in the office.
(vii) Damages paid on account of breach of contract to supply certain goods.

(viii) ¥ 25,000 has accrued during the year on term loan obtained and utilized for the construction of factory
building and purchase of machinery, however, the production did not commence till the last date of the
year.

(ix) Imported goods worth % 1,75,000 confiscated by customs authorities for non-disclosure of material facts.

(x) X 20,000 spent for the trial run of newly installed machinery.

Solution:

(i) Expenses for overhauling the machinery increased capacity utilization which contributes to increase
the revenue generating capacity. Also, saving in revenue expenditure for more than one accounting
period will accrue from this overhauling which will increase future profits. Hence, this expense is
capital in nature.

(i) Purchase of flats in the ordinary course of business by property dealers is revenue expenditure as flats
are stock in trade for it.

(i) Legal expenses incurred to retain the title of land are expenses for maintaining the asset. The
expenses will not generate any revenue in future directly. Hence, it is revenue in nature.

(iv) Compensation paid to retrench undesirable employees is expected to increase revenue earning
capacity of the business because such undesirable employees would either waste resources or time
with adverse effect on profit. The expenditure is capital in nature.

(v) The purpose of expenses incurred for organizing the Inter-School Cricket Tournament is to advertise
for some new products. This advertisement has some enduring effect so far as the marketability of the
new products is concerned. The expense may be treated as deferred revenue expenditure.

(vi) The money deposited with Mahanagar Telephone Nigam Ltd. for acquiring a telephone connection is
treated as an asset; hence it is a capital expenditure.

(vii) Damages paid on account of the breach of contract to supply certain goods are treated as revenue
expenditure incurred in the ordinary course of the business.

(viii) Interest accrued on term loan obtained and utilized for the construction of factory building and
purchase of machinery should be treated as capital expenditure since commercial production did not
start till the last date of the accounting year.

(ix) The confiscation of imported goods by the customs authorities is a loss arisen on account of
negligence and is of abnormal nature. It is appropriate to write it off to profit and loss account over a
period of 2 to 5 years treating it as a deferred revenue expenditure.

(x) Expenses incurred for trial-run of newly installed machinery is capital expenditure in nature.

CONTINGENT ASSETS AND CONTINGENT LIABILITIES

(i) CONTINGENT ASSETS: “A contingent asset is a possible asset

that arises from past events the
existence of which will be confirmed

The assets in which the possibility ofan economic
benefit depends solely upon future eventsthat can't be

controlled by the company are contingent assets. Due to the only by the occurrence or non-
uncertainty of the future events, these assets are not placed on occurrence of one or more uncertain
the balance sheet. However, they are presented in the future events not wholly within the
company's financial statement notes. These assets are often control of the enterprise.”

simply rights to a future potential claim based on past events.
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Contingent assets usually arise from unplanned or other unexpected events that give rise to the possibility of
an inflow of economic benefits to the enterprise.

Contingent assets are not recognized in financial statements since this may result in the recognition of income
that may never be realised. It is usually disclosed in the report of the approving authority where an inflow of
economic benefits is probable. However, when the realisation of income is virtually certain, then the related
asset is not a contingent asset and its recognition is appropriate.

Example: A potential settlement from a lawsuit or legal processes. The company does not have enough
certainty to place the settlement value on the balance sheet, so it can only mention about the potential in the
notes. This improves the accuracy of financial statements.

(ii) CONTINGENT LIABILITIES

The possibility of an obligation to pay certain sums dependent [ , e .
on future events is known as contingent liability. Contingent A ,Co'j'tmgem l/a?b///ty is a possible
liabilities are liabilities that may or may not be incurred by an | ©bligation thgt arises from past events
entity depending on the outcome of a future event. and the existence of which will be

They are defined obligations by a company that must be met, confirmed only by the occurrence or
but the probability of such payment is minimal. The nature and | Mon-occurrence of —one or more
extent of the contingent liabilities is described in the footnote to | uncertain future events not wholly
the balance sheet. within the control of the enterprise. It is

These liabilities are recorded in a company's accounts and a present obligation that arises from

shown in the balance sheet only when both probable and | Past events but is not recognised
reasonably estimable. because it is not probable that an

. A outflow of resources embodying
Some good examples of contingent liabilities would be an . . ) )
outstanding lawsuit, bank guarantee etc. Suppose, if a company | €¢onomic benefits will be required to
issued by a former employee for ¥500,000 for discrimination, the | Settle the obligation or a reliable
company will have a liability if it is found guilty. However, if the | estimate of the amount of the
company is not found guilty, the company will not have an obligation cannot be determined”.
actual liability. Such a liability is known as a contingent liability.

LESSON ROUND UP

— All items of capital expenditure are taken in the balance sheet while all items of revenue nature are
taken in the income statement.

— Deferred revenue expenditure is revenue in character but the benefit of it is not exhausted in the
same year, or is applicable either wholly or in part of the future years, or is accidental with heavy
amount and it is not prudent to charge against the profit of one year.

— Revenue receipts must be set off against the revenue expenses in order to calculate the profit or
loss of the business in an accounting period.

— Capital receipts and expenditure have no bearing on the profit or loss for the accounting period.

— Revenue profits appear in the income statement and are available for distribution as profit, or for
creating reserves and funds, or for being used in the business.

— Capital profits are either capitalized i.e. transferred to capital account or transferred to capital
reserve account which may be utilized for meeting capital losses.

— Contingent assets are not recognized in financial statements since this may result in the recognition
of income that may never be realised.

— Contingent liabilities are recorded in a company's accounts and shown in the balance sheet only
when both probable and reasonably estimable.
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GLOSSARY

Capital Expenditure

Revenue
Expenditure

Deferred Revenue
Expenditure

Capital Receipts

Revenue Receipts
Revenue Profits
Capital Profits
Revenue Losses
Capital Losses
Contingent Assets

Contingent
Liabilities

Expenditure incurred in acquiring or improving an asset which is not meant for sale.

Expenditure of a routine nature and incurred to maintain an asset.
Heavy expenditure of revenue nature

Payments or contributions into the business by the sole proprietor, partners or other
shareholders towards the capital of the firm.

Outcome of a firm’s activity as rewards for offering goods or services to the public.
Earned in the ordinary course of business.

Earned as a result of selling some fixed assets or raising capital for the firm.

They arise during the normal course of business

They occur on selling the fixed assets or in raising of share capital.

They are rights to a future potential claim based on past events.

These are defined obligations by a company that must be met, but the probability of
such payment is minimal.

SELF-TEST QUESTIONS

1. State the considerations which would guide you in deciding whether any particular expense should
be regarded as capital expenditure or revenue expenditure.

o gk~ 0D

Explain deferred revenue expenditure with examples.

What are contingent assets and contingent liabilities? Give examples.
Distinguish between capital receipts and revenue receipts.

Differentiate between capital expenditure and deferred revenue expenditure.

State in each of the following cases whether the expenditure is (a) capital expenditure, (b) revenue

expenditure, or (c) deferred revenue expenditure.

— Repairs to furniture.

— Legal expenses incurred to defend a suit for breach of contract to supply goods.

— Custom duty paid on imported machinery.

— Heavy expenditure incurred on advertising a new product.

— Carriage paid on goods purchased.

— Amount spent to overhaul a motor truck purchased second-hand.

— Wages paid to workers for setting up new machinery.

— Preliminary expenses incurred in setting up a joint stock company.

— Wages paid to workers for converting raw material into finished goods.

— Office rent paid in advance for three years.
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Lesson 5

Bank Reconciliation Statement

LESSON OUTLINE

Introduction

Bank

Types of Personal Accounts in Bank

Deposits

Withdrawals

Bank Pass Book

Bank Reconciliation Statement

Review Questions

Causes of difference between bank
balance as per cash book and pass book

Significance of Bank Reconciliation
Statement

Procedure of Preparing Bank
Reconciliation Statement

Preparation of Bank Reconciliation
Statement when overdraft balances are
given

Preparation of Bank Reconciliation

Statement when extracts of cash book and

pass book are given
Lesson Round-Up
Glossary

Self Test Questions

LEARNING OBJECTIVES

In the modern times, business operates in a
financial system of the country wherein it uses
the facilities and services provided by the banks.
Most of the business houses conduct majority
of transactions through bank account. Business
enterprises record transactions with the bank
in the bank columns of the cash book. Bank also
maintains accounts of customers in its ledger
which are supplied to customers by the bank in
the form of a statement or a book called pass
book. So, it becomes necessary to compare and
check the transactions done with the bank and
those recorded in the books of account of
organisation. Bank reconciliation statement is a
tool for such comparison and arriving at the
causes and amount of difference between the

two, if any.

In this lesson, we will study in detail about
reconciling the bank account with the bank

balance as per cash book of any organization.
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|
INTRODUCTION

Bank

A bank is an institution which deals in money. Its main business is to accept deposits and to lend money. It
also collects money and makes payments on behalf of its clients. Bank account is a personal account and the
account-holders record their transaction with the bank in a similar manner as they do with any other person.

Types of Personal Accounts in Bank

Mainly the money can be deposited with a bank-in-following types of accounts.

(i) Current Account. In a Current Account, money can be deposited as often as desired and also, it can be
withdrawn without notice as often as necessary. In this account, with the permission of the bank, the amount
withdrawn can be in excess of the amount deposited; the excess amount withdrawn is called overdraft.
Generally, no interest is allowed by banks on deposits in current accounts. On the other hand, a charge is
made by the bank, known as bank charges periodically. The client can instruct the bank to collect money, say
interest or dividends on investments made by the client and to make payments say premiums of insurance
policy on his behalf. The bank credits the client's account with such collections made and debits the client’s
account with such payments. It charges money for such services; the amount of the charge is debited by the
bank to the client’s account. Businessmen invariably prefer the current account to other types of accounts as
this type of account alone meets all their requirements.

(ii) Savings Account: In a Savings Bank Account, deposits can be made as often as required but there are
restrictions on the number as well as amount of withdrawals that can be made and hence a savings bank
account fails to meet the requirements of most of the businessmen. But this account has the advantage that
bank allows interest on the deposits made in it. This account is really meant for individuals who wish to save
or institutions which do not need withdrawals very often.

(iii) Fixed Deposit Account: In a Fixed Deposit, money is deposited only once and cannot be withdrawn
before the expiry of that period for which it is made. The bank pays interest on such deposits. Fixed deposit is
evidenced by a receipt called Fixed Deposit Receipt issued by the bank in the name of the depositor. The
receipt has to be surrendered to the bank on the expiry of the term on the stipulated date for withdrawal of
money deposited and interest allowed thereon by the bank.

(iv) Recurring Deposit Account: In Recurring Deposit Account, a fixed amount of money is deposited every
month for a fixed tenure mostly ranging from one to five years. The small monthly saving in the Recurring
Deposit Scheme enable the depositor to accumulate a handsome amount on maturity. The bank pays interest
on such deposits compounded quarterly at a fixed rate.

Deposits

In savings accounts and current accounts, a deposit is made by filling up a form called pay-in-slip. There is a
counterfoil which is stamped by the bank’s cashier and signed by him and returned to the client. This counter-
foil is evidence that money has been duly received by the bank. Separate pay-in-slips have to be filled in for
depositing cash and cheques. Also, there are different pay in slips for local and out-station cheques.

Withdrawals

Withdrawals are made by means of cheques. A cheque is an unconditional order on the bank made by the
client instructing the bank to pay a certain sum of money to the person named in the cheque or his order or
the bearer. In the case of a savings bank account withdrawals may be allowed by filling in withdrawal form
supplied by the bank rather than cheques.

The money deposited with bank is debited to bank account while money withdrawn from the bank is credited
to bank account. The record of money deposited and withdrawn from the bank is maintained by the business
in its cash book with bank columns which can be balanced on any date and the balance so arrived at is
known as bank balance as per cash book.
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Bank Pass Book

The bank on its part maintains in its ledger the account of its customers. Pass book is a copy of the client’s
account in the bank’s ledger. Bank issues pass book to its client. It is the duty of the client to send it to bank at
intervals so that transactions can be recorded up-to-date. Pass book shows the transactions already entered
into by the bank and the client (like cheques and cash deposited, amounts withdrawn, cheques paid by the
bank, collections and payments made by the bank on behalf of the client) and the balance or overdraft shown
by the client’s account at the bank. The money deposited by the customer is credited to his account and the
money withdrawn from the bank is debited to his account. The balance as per bank ledger indicated in the
bank pass book is called the bank balance as per pass book.

Bank Reconciliation Statement

The bank pass book and bank columns of the cash book record the same transactions. In the pass book, the
transactions are recorded from the point of view of the bank whereas in cash book they are recorded from the
point of view of the client. The bank balance as per pass book, can therefore, be expected to be equal to the
bank balance as revealed by the cash book. However, in actual practice the two balances rarely agree
because of the time-lag of a few days between the entries made by the firm in cash book and by the bank in
the pass book. Thus, a comparison is necessary to find out the items on account of which difference has
arisen and a need to reconcile the two balances. Thus, a bank reconciliation statement is a statement which
is prepared as on a particular date to reconcile the bank balance as per cash book with balance as per pass
book by showing all causes of difference between the two.

REVIEW QUESTIONS

Fill in the blanks:
(a) A bank is an institution which deals in

(b) In a with the bank, money can be deposited as often as
desired and also, it can be withdrawn without notice as often as necessary.

(c) In a savings bank account, restrictions are made on the as well
as of withdrawals.

(d) A deposit is made by filling up a form called

(e) In Recurring Deposit Account, deposits are made mostly every

CAUSES OF DIFFERENCE BETWEEN BANK BALANCE SHOWN BY CASH BOOK AND THAT
SHOWN BY PASS BOOK

The following are the reasons for the difference between the balances shown by the cash book and the pass
book.

(i) Cheques issued but not presented for payment:

When a cheque is drawn or issued in favour of a third party, it is immediately recorded in the cash book by
debiting the party and crediting the bank and this has the effect of reducing the bank balance in the cash
book. But the bank will not debit client’s account until that cheque is presented for payment, and honoured.
So long as it is not presented, the balance shown in the pass book is more than the balance shown by the
cash book.

(i) Cheques deposited for collection but not yet collected:

The client debits bank column of cash book as soon as he deposits cheques with the bank for collection, but
the bank credits client’s account only when it has collected cash on the cheque so deposited. It results in
bank balance as per cash book being higher than the balance as per pass book.

(iii) Bank charges not entered in the cash book:

The bank charges some amount from each customer by way of incidental charges, collection charges, etc.
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and debits his account for this reason from time to time. As soon as these charges are made, the bank debits
the customer’s account in its own books and this reduces the bank balance. But the customer will know such
charges only when he receives a statement of account from the bank, until then, bank balance as per pass
book will be less than bank balance as per cash book.

(iv) Interest credited or debited by bank, not entered in the cash book:

When bank allows interest to a customer for deposits, it will credit customer’s account and his bank balance
as per pass book will increase. But the customer will not pass the entry in cash book simultaneously till he
knows the fact, thus the balances will differ. Likewise, interest on overdraft is debited to the customers’
account and till the same is not entered in the cash book, it will result in a difference in the balances.

(v) Direct collections on behalf of customers:

A banker may receive amounts due to the customer by way of dividends, rent, interests etc. directly from the
persons concerned on account of standing instructions of the customer to such persons. Similarly, debtors
may also deposit the amounts directly to the bank. The bank credits the account of the customer for such
collections as soon as it gets such payments. But same will be entered in the cash book only when customer
receives the statement from the bank. Thus the balances differ.

(vi) Direct payment by bank:

Usually, the bank is given standing instructions for certain payments to be made, such as payment of
insurance premium, interest on loan, electricity bill etc. Bank, while making payments, debits pass book but
the customer has no information of the same till he is informed. It results in a difference in balances.

(vii) Dishonour of cheques/bills:

When cheque or bill of exchange discounted with the bank is dishonoured, the same is debited in the pass
book but not given effect in the cash book until the intimation is received. It will cause a difference in the two
balances.

(viii) Cheques received and entered in the cash book but omitted to be deposited into the bank.

When cheque is received, the same is entered in the cash book but it may not be deposited into the bank
immediately. This will cause a difference in the two balances.

(ix) Errors:

There may be errors in the accounts maintained by the customer or/ and by the bank. A wrong debit or credit
given by the customer or the bank leads to a difference in the balances.

SIGNIFICANCE OF BANK RECONCILIATION STATEMENT

(i) It highlights the causes of difference between the bank balance as per cash book and the balance as
per pass book. Necessary adjustments can, therefore, be carried out at an early date.

(ii) It reduces the chance of fraud by the staff dealing with cash and cash bring.
(iii) It acts as a moral check on the staff of the organization to keep the cash records always up to date.

(iv) Bank balance as per cash book cannot be accepted as final unless it is supported by statement of
passbook. When these two balances do not tally, reconciliation becomes essential to determine the
correct bank balance that can be used while finalizing the accounts.

(v) It helps in finding out actual position of the bank balance.

PROCEDURE OF PREPARING BANK RECONCILIATION STATEMENT

A bank reconciliation statement is prepared as on a particular date for a particular period to reconcile the bank
balance as per cash book with balance as per pass book by showing causes of difference between the two.
The statement starts with bank balance as per cash book and then additions to and subtractions from this
balance are made to arrive at the balance as per pass book. Alternate procedure is to start with bank balance
as per pass book and to end up with bank balance as per cash book.
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(i)
(iif)

(vi)
(vil)

(viii)

Steps for preparing a bank reconciliation statement:

The cash book should be completed and the balance as per bank column on a particular date should
be found out covering the period for which the statement has to be prepared.

The bank should be requested to complete and send to the firm the bank pass book.

Check the entries of the debit and credit sides of the bank columns of the cash book with
corresponding entries on the credit and debit sides of the pass book relating to the same period.

The items not tallying should be classified into common groups according to their characteristics.

The balance as shown by any one book (i.e. the cash book or the bank pass book) should be taken
as the base. This is, as a matter of fact, the starting point for determining the balance as shown by
the other book after making suitable adjustments taking into account the causes of difference.

The effect of the particular cause of difference on the balance shown by the other book should be noted.

In case, the cause has resulted in an increase in the balance shown by the other book, the amount
of such increase should be added to the balance as per the former book which has been taken as the
base.

In case, the cause has resulted in a decrease in balance shown by the other book, the amount of such
decrease should be deducted from the balance as per the former book which has been taken as the base.

SPECIMEN OF BANK RECONCILIATION STATEMENT
(From Balance as per Cash Book)

Bank Reconciliation Statement as on....

Particulars ¢ 4
Balance as per Cash Book XXX
Add :
Cheques issued but not yet presented for payment XXX
Interest allowed by the bank XXX
Direct payment by customers into bank XXX
Interest on investment received by the bank XXX
Dividend on shares collected by the bank XXX
Rebate on bills retired under rebate through the bank but full amount entered
in the cash book XXX
Any wrong credit in the pass book XXX XXX
XXX
Less:
Cheques deposited with the bank but not yet collected XXX
Bank charges XXX
Insurance premium paid by the bank XXX
Interest on overdraft charged by the bank XXX
Dishonoured cheques / bills XXX
Drawings made but not entered in the cash book XXX
Cheques received entered in the cash book but not yet deposited XXX
Any wrong debit in the pass book XXX XXX

Balance as per Pass Book XXX
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Note: If the reconciliation statement has been started with balance, as per the pass book, to arrive at balance
as per cash book the entries made above should be reversed i.e. all added items should be deducted and
deducted items should be added.

SUMMARY
PREPARATION OF BANK RECONCILIATION STATEMENT

Transactions Starting with the Bank Balance Starting with the Bank
as per Pass Book Balance as per Cash Book

Cheques issued but not|Deduct : The amount of |Add : The amount of
presented unpresented cheques. unpresented cheques.
Cheques deposited but not yet | Add : The amount of cheques | Deduct : The amount of
collected deposited cheques deposited
Cheques  received  and | Add : The amount of cheques. Deduct : The amount of
entered in the bank column of cheques.
the cash book but not
deposited
Dishonour of cheques Add : The amount of | Deduct : The amount of
deposited with banks earlier dishonoured cheques dishonoured cheques

Collection of interest and | Deduct : The amount of these | Add : The amount of these
dividends and interest allowed | items items.

by the banker not yet recorded
in the cash book.

Bank charges Add : The amount of bank | Deduct : The amount of bank
Balance Bank Balance as per Cash Book gant Balance as per Pass
00

PREPARATION OF BANK RECONCILIATION STATEMENT WHEN OVERDRAFT BALANCES
ARE GIVEN

In case the books show an adverse balance i.e. an overdraft, the procedure is just the reverse of that which
has been discussed in the case of a favorable balance. Overdraft means overdrawing of a bank account. The
customer is allowed to draw from his account over and above his balance subject to a limit agreed upon. The bank
pass book will show a debit balance in the account of the customer and similarly there will be a credit balance in
the bank column of the cash book.
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SPECIMEN OF BANK RECONCILIATION STATEMENT

(From overdraft balances)

Bank Reconciliation Statement as on....

Particulars ¢ v
Overdraft as per Cash Book XXX
Add :
Cheques deposited into bank but not yet collected XXX
Bank charges XXX
Insurance premium paid by the bank XXX
Interest on overdraft charged by the bank XXX
Dishonoured cheques / bills XXX
Drawings made but not entered in cash book XXX
Cheques received and entered in the cash book but not deposited XXX
Any wrong debit in the pass book XXX XXX
Less:
Cheques issued but not yet presented for payment XXX
Interest allowed by the bank XXX
Direct payment by customers into bank XXX
Interest on investment received by the bank XXX
Dividend on shares collected by the bank XXX
Rebate on bills retired under rebate through the bank but full amount entered XXX
in the cash book
Any wrong credit in the pass book XXX (XXX)
Overdraft as per Pass Book XXX

Note: If the reconciliation statement has been started with overdraft as per the pass book to arrive at overdraft
as per the cash book the entries made above should be reversed i.e. all added items should be deducted and
all deducted items should be added.

SUMMARY
PREPARATION OF BANK RECONCILIATION STATEMENT
Transactions Starting with the Overdraft as Starting with the Overdraft
per Cash Book as per Pass Book

Cheques issued but not | Deduct: The amount  of | Add: The amount of
presented unpresented cheques. unpresented cheques.

Cheques deposited but not yet | Add: The amount of cheques | Deduct: The amount of

collected deposited cheques deposited
Cheques received entered in | Add: The amount of cheques. Deduct. The amount of
the bank column of the cash cheques.

book but not deposited
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Dishonour of
deposited earlier

cheques

Add: The amount of dishonoured
cheques

Deduct. The amount of
dishonoured cheques

Collection of interest and | Deduct. The amount of these | Add: The amount of these
dividends and interest by | items items.
banks

Bank charges

Add: The amount
charges

of bank

Deduct: The amount of bank
charges.

Balance/ Overdraft

Bank Overdraft as per Cash
Book

Bank Overdraft as per Pass
Book

Alternative Method is to keep two columns ‘Plus’ and ‘Minus’. All additions are to be shown in ‘plus’ column
while all deductions in the ‘minus’ column. Balance is to be shown in ‘plus’ column while overdraft is shown in
‘minus’ column.

PREPARATION OF BANK RECONCILIATION STATEMENT WHEN EXTRACTS OF CASH
BOOK AND PASS BOOK ARE GIVEN

In some instances, students are given extracts from the cash book and the pass book and are required to find
out causes of differences and prepare a bank reconciliation statement. In solving such a problem, the
following points should be noted:

(i) Heading of the pass book, and
(ii) Period for which cash book and pass book are given.
Heading of the pass book can be given in two ways:

(i) Party in account with bank: It means pass book is a copy of party’s account in the books of bank.
Generally, pass book is written in this form. The student should compare debit side of the cash book
with credit side/column of the pass book and also compare credit side of the cash book with debit side
of the pass book.

Bank in account with party: It means pass book is the copy of bank’s account (so far as it relates to the
party) in the books of bank. In this form the student should compare debit side of the cash book with
the debit side/ column of the pass book and credit side with credit side/column.

Practically in such situations, upto date bank statement is obtained and the cash book is amended by
incorporating only those transactions in respect of which entries have been made in the pass book. The errors
in the cash book are also rectified by suitable entries and thus the upto date bank balance as per cash book is
obtained. This balance appears in the balance sheet.

For examination purpose, a reconciliation statement may be prepared after amending the cash book
especially if it is mentioned or when the firm prepares reconciliation statement on the date of closing the
books of account.

ILLUSTRATIONS

lllustration 1:

(ii)

On 31st March, 2013 the pass book of Mitra showed a credit balance of ¥ 2,16,000. A comparison of pass
book and cash book revealed the following:

4

(i) Cheques deposited but not cleared by 31st March 1,08,150
(i) Cheques issued by Mitra but not presented for payment before 1st April, 2013 26,000
(iii) Insurance premium paid by bank on behalf of Mitra but not yet recorded in cash book 52,075
(iv) Commission charged by bank not yet recorded in cash book 750
(v) Interest on bonds collected by bank on behalf of Mitra not yet recorded in cash book 25,000
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Bank balance as per cash book as on 31st March, 2013 is ¥ 3,25,975. Prepare a Bank Reconciliation
Statement as on 31st March, 2013.

Solution:
Bank Reconciliation Statement of Mitra
as on 31st March, 2013
Particulars T 4

Balance as per Pass Book 2,16,000

Add :

Cheques deposited with bank but not yet collected 1,08,150

Commission charged 52,075

Insurance premium paid by the bank 750 1,60,975
3,76,975

Less:

Cheques issued but not yet presented for payment 26,000

Interest on bonds received by the bank 25,000 51,000

Balance as per Cash Book 3,25,975

Alternatively:

Bank Reconciliation Statement of Mitra
as on 31st March, 2013

Particulars v v

Balance as per Cash Book 3,25,975

Add :

Cheques issued but not yet presented for payment 26,000

Interest on bonds received by the bank 25,000 51,000
3,76,975

Less:

Cheques deposited into bank but not yet collected 1,08,150

Commission charged 52,075

Insurance premium paid by the bank 750 1,60,975

Balance as per Pass Book 2,16,000

lllustration 2:

The cash book of Shri Gupta showed an overdraft of ¥ 30,000 on 31.3.2013. The scrutiny of the entries in the
cash book and the pass book revealed that:

(a) On 22nd March, cheques totaling ¥ 6,000 were sent to bankers for collection, out of these, a cheque
for ¥ 1,000 was wrongly recorded on the credit side of the cash book and cheques amounting to 300
could not be collected by bank within the accounting year.

(b) A cheque for ¥ 4,000 was issued to a supplier on 28th March, 2013. The cheque was presented to
bank on 4th April, 2013.

(c) There were debits in the pass book for interest ¢ 2,000 on overdraft and bank charges ¢ 600 not
recorded in the cash book.
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(d) The credit side of the bank column of the cash book was undercast by ¢ 100.

(e) A cheque for ¥ 1,000 was issued to a creditor on 27th March, but the same was not recorded in the
cash book. The cheque was, however, duly en-cashed before 31st March.

(f) As per standing instructions, the banker collected dividend of ¥ 500 on behalf of Gupta and credited
the same to his account within 31st March, 2013. The fact was, however, intimated to Gupta on 3rd
April, 2013.

You are required to prepare a bank reconciliation statement as on 31st March, 2013.

Solution:
Shri Gupta
Bank Reconciliation Statement as on 31.3.2013

Particulars 7 4
Bank Overdraft as per Cash Book 30,000
Add :
Cheques deposited into bank but not yet collected 300
Bank charges not yet recorded in cash book 600
Interest on overdraft charged by the bank 2,000
Credit side of the bank column of the cash book undercast 100
Cheques issued to creditor not recorded in the cash book but duly
encashed by 31st March 1,000 4,000

34,000

Less:
Cheque wrongly recorded on the credit side of the cash book (T 1,000 x 2) 2,000
Cheques issued but not yet presented for payment 4,000
Dividend collected by the bank but not recorded in the cash book 500 6,500
Overdraft as per Pass Book 27,500

lllustration 3:

From the following information, prepare Bank Reconciliation Statement as on 31st March, 2013:
Cash Book of Mr. S. Ray

Dr. (Bank Columns only) Cr.
Date Particulars Amount Date Particulars Amount
4 4

2013 2013

Mar. 1 ToBalance b/fd 7,000 Mar. 5 By  Drawings 5,000
” 5 "Manohar Lal 4,000 ” 8 ” Interest 150
” 10 "Deepak Kumar 10,000 7 10 7 Cheque Book 100
7 17 "Sher Singh 13,000 " 15 " Salaries 3,500
7 25 "Mohan Lal 4,000 ” 17 ” Ajit Singh 4,000
7 31 "Harish Kumar 1,900 " 21 " Abdul & Co. 5,000
7 25 7 Karim & Sons 7,000
7 30 " Harish & Co. 1,000
" 31 " Balance c/fd 14,150

39,900 39,900
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Bank Pass Book
(Bank in Account with Mr. S. Ray)

Dr. Cr.
Date Particulars Amount Date Particulars Amount
4 4
2013 2013
Mar. 1 To Balance b/fd 7,000 Mar. 5 By Drawings 5,000
" 8 7 Manohar Lal 4,000 7 8 7 Interest 150
7 15 7 Deepak Kumar 10,000 ” 10 ¥ Cheque Book 100
7 24 7 Sher Singh 13,000 ~” 16 7 Salaries 3,500
7 28 7 Interest on 7 22 ¥ Ajit Singh 4,000
Investment 1,200 7 29 7 Abdul & Co. 5,000
” 30 7 Rent 300 7 31 ¥ Bank charges 32
” 31 7 Bhura Mal 800 7 31 ¥ Electricity charges 78
" 31 7 Balance c/fd 18,440
36.300 36.300
Solution:
Bank Reconciliation Statement
as at 31st March, 2013
Particulars v v
Balance as per Cash Book 14,150
Add :
Cheques issued but not presented for payment 8,000
Interest on investment collected by bank 1,200
Rent collected by bank 300
Direct deposit by the customer 800 10,300
Less: Cheques deposited but not yet collected 24,450
5,900
Bank charges 32
Electricity charges 78 6,010
Balance as per pass book 18,440

lllustration 4:

On 30th April,

2013 the cash book of Sircar showed a bank overdraft of ¢ 1,970. A comparison of entries in

the pass book with those in the cash book revealed the following:

— Cheques deposited with the bank but not yet credited in the pass book ¥ 8,505.

— Cheques issued by Sircar but not yet presented by payees to bank for payment ¢ 12,500.

— Interest on fixed deposit credited by bank under standing instructions but not yet recorded in cash
book ¥650.
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Prepare bank reconciliation statement as on 30th April, 2013 to ascertain the balance as per pass book.

Solution:
Mr. Sircar
Bank Reconciliation Statement as at 30th April, 2013
Particulars v v
Overdraft as per cash book 1,970
Add :
Cheques deposited with the bank but not yet credited in pass book 8,505
10,475
Less:
Cheques issued but not yet presented to bank for payment 12,500
Interest on fixed deposit credited by bank under standing instructions 650 13,150
Balance as per pass book 2,675

lllustration 5:

On 30th April, 2013 pass book of Ghosh showed a debit balance of ¢ 32,675. You are required to prepare
bank reconciliation statement taking into consideration the following information:

&
Cheques issued but not yet presented for payment 18,513
Total cheques deposited with bank for collection 1,38,000
But so far credited in the pass book 1,12,000
Interest collected by the bank but not recorded in cash book by Ghosh 1,200
Bank charges not yet entered in cash book 150
Solution:
Mr. Ghosh
Bank Reconciliation Statement as at April 30, 2013
Particulars ¢ 4
Overdraft as per pass book 32,675
Add :
Cheques issued but not yet presented for payment 18,513
Interest collected by bank but not yet recorded in cash book by Ghosh 1,200 19,713
52,388
Less:
Cheques deposited with bank not yet credited in pass book 26,000
(31,38,000 — %1,12,000)
Bank charges not yet entered in cash book 150 26,150
Overdraft as per cash book 26,238
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The bank reconciliation statement can also be prepared by having two amount columns, one for the amounts
that increase the positive balance (or reduce the overdraft) and one for those amounts that reduce positive
balance (or increase the overdraft). The first may be headed “+” and the second “-”, the opening balance is
first entered in the appropriate column and finally the two columns are balanced. The illustration given above
is solved below in the manner just stated:

Mr. Ghosh
Bank Reconciliation Statement as at April 30, 2013
Particulars (+) (-)
v v
Overdraft as per pass book 32,675
Cheques issued but not yet presented for payment 18,513
Interest collected by bank but not yet recorded in cash book 1,200
Cheques deposited with bank not yet credited in pass book 26,000
Bank charges not yet entered in cash book 150
Overdraft as per cash book 26,238
52,338 52,338

lllustration 6:

From the following information supplied by Shri Mehta, prepare his bank reconciliation statement as on 31st
March, 2013 after amending the cash book on that date:

v
1. Bank overdraft as per bank statement 1,65,000
2. Cheques issued but not yet presented for payment 87,500
3. Cheques deposited with the bank but not yet collected 1,05,000
4. Cheque recorded in the bank column of the cash book but not sent to the
bank for collection 20,000
5. Payments received from customers direct by the bank 35,000
6. Bank charges debited in the statement 200
7. A bill for 30,000 (discounted with the bank in February at ¥ 29,780) dishonored
on 31st March and noting charges paid by the bank 100
8. Premium on life policy of Mehta paid by the bank on standing advice 1,800

9. Overdraft (credit) on 25.3.2013, ¢ 80,000 carried over as debit balance on
the next day.
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Solution:
Cash Book
Dr. (Bank Column only) Cr.
Particular 3 Particular 3
31.3.2013 31.3.2013 N
To Balance b/fd 29,600 By Bank charges 200
(balancing figure) ? Customer 30,100
? Customer 35,000 (discounted bill
(amount directly dishonoured and noting
collected by Bank) charges paid by bank)
? Balance c/d 1,27,500 ? Drawings 1,800

(life insurance premium
paid by bank)

Error 1,60,000
(overdraft balance carried
over as debit balance)
1,92,100 1,92,100
1.4.2013
By Balance b/d 1,27,500

Notes:

(a) Discounted value of the bill is immaterial here, because on dishonor, the bank has debited the pass
book with & 30,100.

(b) Overdraft credit balance means overdraft as per Cash Book.
Bank Reconciliation Statement of Shri Mehta
as on 31st March, 2013

Particulars 7 7
Overdraft as per bank statement 1,65,000
Add:
Cheques issued but not presented for payment 87,500
2,52,500
Less:
Cheques deposited with the bank but not collected 1,05,000
Cheques recorded in cash book but not sent to bank for collection 20,000 1,25,000
Overdraft as per cash book 1,27,500
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lllustration 7:

On 31st March, 2013, the cash book of Ajay Ghosh showed a bank overdraft of € 3,458. On examination of the
cash book and bank statement, the following discrepancies were noted:

(i)

(i)

(iii)
(iv)

(v)
(vi)

(vii)

(viii)

(ix)

Cheques issued for ¥1,200 were entered in the cash book but were not presented at the bank till first
week of April, 2013.

Cheques amounting to ¥ 1,000 were entered in the cash book on 30th March, 2013 but were banked
on 2nd April, 2013.

Cheques amounting to 500 were deposited in the bank but were not collected till March 31st, 2011.

A cheque for ¢ 300 received from Mr. Dass Gupta and deposited in the bank was dishonored but
advice of non-payment was not received from the bank upto 31st March.

¢ 3,000 being the proceeds of a bill collected on 20th March did not appear in the cash book.

¢ 300 being the proceeds of a bill collected on 20th March were omitted to be credited in the pass
book.

The pass book showed an amount of ¥ 340, being rent which his tenant Madan Gopal had directly
deposited on the bank on 30™ March, 2013. The item did not appear in cash book.

A bill payable of ¥600 was duly paid off on 30th March according to the instructions of Ajay Ghosh but
this was not entered in cash book before 1° April, 2013.

Bank charges of ¥ 30 and interest an overdraft ¥ 170 appeared in the pass book but not in the cash
book.

Prepare a bank reconciliation statement and find out the balance as per pass book.

Solution:
Ajay Ghosh
Bank Reconciliation Statement as on 31st March, 2013
Particulars v v
Overdraft as per cash book 3,458
Add : Items increasing overdraft in pass book:
Cheques entered in cash book but not banked 1,000
Cheques deposited but not collected 500
Cheques deposited but dishonoured 300
Bill collected but omitted to be entered in pass book 300
Pay off of bills payable not entered in cash book 600
Bank charges 30
Interest on overdraft 170 2,900
6,358
Less : Items reducing overdraft in pass book:
Cheques issued, not presented for payment 1,200
Bill collected, not entered in cash book 3,000
Direct deposit of rent into bank _ 340 4,540

Overdraft as per pass book 1,818
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lllustration 8;

On 31st March 2013, the cash book of a trader showed a bank overdraft of € 15,280. On a comparison of the
cash book with the bank pass book, the trader ascertained the following differences.

(9
Cheques deposited with bank, but not credited by the bank 20,000
Interest on securities collected by the bank, but not yet
recorded in the cash book 2,560
Dividend collected by the bank, but not yet recorded in the cash book 2,000
Cheques issued, but not yet presented to the bank for payment 74,800
Bank charges not yet recorded in the cash book 680
Solution:
Bank Reconciliation Statement as on 31st March 2013
Particulars Plus items Minus items
R) R)
Overdraft as per cash book 15,280
Cheques deposited with the bank but not yet
credited by bank 20,000
Interest on securities collected by the bank,
but not yet recorded in the cash bank 2,560
Dividend collected by the bank, but not yet
recorded in the cash book 2,000
Cheques issued, but not yet presented to the
bank for payment 74,800
Bank charges not yet recorded in the cash book __ 680
79,360 35,960
Balance as per pass book =3 79,360 — ¥ 35,960 =¥ 43,400.
Dr. Cash Book (Bank Columns only) Cr.
Particulars 3 Particulars 3
To Interest on securities 2,560 By Balance b/fd 15,280
To Dividends received 2,000 By Bank charges 680
To Balance c/d 11,400 -
15,960 15,960
By Balance b/d 11,400
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lllustration 9:

The following is a summary of the Cash Book of Shri Mohan Das, for the month of June 2012.

¢ ¢

Receipts 14,690 Balance b/d 7,610
Balance c/d 5,540 Payments 12,620
20,230 20,230

All receipts are banked and payments are made by cheque.
On investigation it is found that:

Bank charges of € 1,360 entered in the bank statement had not been entered in the cash book.
Cheques drawn amounting to ¢ 2,670 had not been presented to the bank for payment.

Cheques received totaling ¢ 17,620 had been entered in the cash book and paid into the bank, but had
not been credited by the bank until July, 2012.

A cheques for ¥ 1,220 had been entered as a receipt in the cash book instead of as a payment.
A cheque for ¢ 1,250 had been debited by the bank in error.
A cheque received for ¥ 800 had been dishonored. No adjustments had been made in the cash book.

All dividends receivable are credited directly to the bank account. During June, amount totaling ¢
2,620 were credited by the bank and no entries were made in the cash book.

A cheque drawn for ¥ 600 in favour of a creditor had been incorrectly entered in the cash book as ¢
6,000.

The balance brought forward should have been 7,110
The bank statement as on 30th June, 2011, showed an overdraft ¢ 17,820.

You are required to:

Show the adjustments required in the cash book; and
Prepare a bank reconciliation statement as on 30th June, 2012.

Solution:
Shri Mohan Das
Cash Book
Dr. (Bank column only) Cr.
Particulars 3 Particulars 3
30.6.2012 30.6.2012
To Dividend 2,620 By Balance b/d 5,540
To  Creditor - cheque drawn By Bank charges 1,360
for ¥ 600 wrongly By Error - cheque issued
entered as ¥ 6,000 5,400 wrongly entered as
To  Error - wrong carry received T 1,220 2,440
forward of balance on By Customer - cheque
1st June, 2011 500 returned 800
To Balance c/d _1,620 _
10,140 10,140
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Bank Reconciliation Statement
as on 30th June, 2012

Particulars 7 4
Bank balance as per cash book (overdraft) 1,620
Add:  Cheques deposited but not credited by the

bank until after 30th June, 2011 17,620

Cheque debited by the bank in error 1,250 18,870

20,490

Less: Cheque issued but not presented for payment 2,670

Bank overdraft as per bank statement 17,820

LESSON ROUND UP

— Bank’s main business is to accept deposits and to lend money.

— Money can be deposited with a bank in Recurring Deposit types of accounts: Current Account,
Savings Account form main and Fixed Deposit Account

— Pass book is a copy of the client’s account in the bank’s ledger.

— The balance as per bank ledger indicated in the bank pass book is called the bank balance as per
pass book.

— Bank Reconciliation Statement is a statement prepared as on a particular date to reconcile the bank
balance as per cash book with balance as per pass book by showing all causes of difference between
the two balance.

— Overdraft means that the money withdrawn from bank account is in excess of the money deposited in
the bank.

— The following are the usual causes of difference between the balances as shown by the cash book
and pass book

— Cheques issued but not presented for payment

— Cheques deposited with the bank but not yet collected and credited by bank

— Bank charges not entered in the cash book

— Interest credited or debited by the bank not entered in the cash book

— Amount collected by the bank on behalf of the customer

— Amount paid by the bank on standing instructions of the customer

— Dishonor of cheque(s)/bill(s)

— Cheques received and entered in the cash book but omitted to be paid into the bank
— Errors either in cash book or in pass book

GLOSSARY

Current Account Account in which money can be deposited as often as desired and can be
withdrawn without notice as often as necessary.

Savings Bank Account in which deposits can be made as often as required but there are
Account restrictions on the number as well as amount of withdrawals that can be made.
Fixed Deposit Account in which money is deposited only and cannot be withdrawn before the

expiry of that period for which fixed deposit is made.

Recurring Deposits Account in which money is deposited monthly & withdrawn only after the expiry of
Account fixed tenure.
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SELF-TEST QUESTIONS

Theory Questions

1. What is a bank reconciliation statement?

2. What is the significance of preparing a bank reconciliation statement?
3. What are the types of personal accounts in bank?
4

Describe the reasons why bank balance as per cash book may not agree with the bank balance as per
pass book.

5. Briefly mention the steps of preparing bank reconciliation statement.
Practical Questions

1. On 31st March, 2012 the cash book of Gupta showed a debit bank balance of ¥ 4,800. Prepare a bank
reconciliation statement as at that date taking into account the following additional information:

— Cheques deposited but not yet credited by bank ¥ 3,610.

— Cheques issued but not yet presented by payees for payment in the bank ¥ 2,050.

— Bank charges appearing in pass book but not yet recorded in cash book ¥ 40.

— Collections made by the bank and appearing in pass book but not yet recorded in cash book ¥ 1,000.
[Balance as per Pass Book ¢ 4,200].

2. On 31st March, 2012 the cash book of a trader shows a bank overdraft of ¥ 1,800. A comparison of the
cash book with the pass book reveals the following facts:
— Cheques issued but not presented for payment upto 31st March, 2012 % 8,500.
— Cheques deposited with the bank on 31st March, 2012 but credited by bank on 1st April, 2012
% 9,200.
— Bank charges debited by bank, ¥ 230 and dividends collected by bank on behalf of the trader ¥
5,000 have not been recorded in the cash book.

— A cheque of ¥ 1,400 received from X and deposited with the bank on 26th March, 2012 was
recorded as that of ¥ 400 in the cash book.

You are required to prepare a bank reconciliation statement after passing the necessary entries in the
cash book to bring its balance up-to-date. The firm closes the books on 31st March. How much will be
shown in the balance sheet as bank balance/overdraft?

(Balance as per Pass Book ¥ 3,270; Amended cash book balance ¢ 3,970.)

3. Following are the transactions recorded in the bank column of the Cash Book of Madhur for the month
ending 31 December, 2011 :

Dr. Cash Book (Bank Columns) Cr.
Date Particulars 3 Date Particulars 3
2012 2012
Dec. Dec.

19 To Cash 54,000 1 By Balance b/fd 60,000
24 ? Buddha 36,000 8 7 Ram 3,000
26 ? Chaitanya 15,000 10 ” Lakshman 600
31 ? Balance c/fd 11,460 19 ” Bharat 360
24 ” Shatrughan 52,500

1,16,460 1,16,460

On the receipt of Bank Statement on 31st December, 2012, Madhur collected the following
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information:

Credit in pass book not recorded in the cash book ¥ 300

Interest on Government bonds collected by the bank but not entered in the cash book %
1,620.

Cheques for % 1,51,000 deposited but the bank collected only % 1,36,000.
Dividend collected by the bank directly but not intimated the same to Madhuri ¥ 1,500.
Interest on overdraft charged by the bank but not entered in the cash book % 1,500.

Cheques for ¥ 1,56,460 issued by the trader but presented to the bank for payment only
1,3,960.

Amend the Cash Book and prepare a Bank Reconciliation Statement from the above information.

4. From the following information supplied by Vikas, prepare bank reconciliation statement as on March
31, 2013.

Bank balance as per passbook ¥7,700.

Cheques issued for ¥1,75,200 were entered in cash book as ¥1,72,500. Cheques for 365,000
were not presented for payment till March 31, 2013.

A cheque of ¥8,500 paid into the bank had been debited by the bank in error.
Cheques received and recorded but not sent to bank for collection ¥12,400.

Payment received from a customer direct by the bank 327,300 but no entry was made in the
cash book.

44,900 was entered in the cash book as paid into bank on 30.3.2013 but was credited by the
bank on 2.4.2013.

The bank column on payment side of the cash book had been undercast by %1, 000.

5. From the following particulars, ascertain the balance as would appear in the bank pass book of Mohan
on 31st March, 2012. The cash book showed a credit balance of 382,000 on that date

Cheques issued, but not presented for payment by 31st March, 2012 323,000
Cheques paid into bank, but not cleared by 31st March, 2012 ¥30,000

Interest charged on overdraft appeared in the pass book only ¥ 500

Bank charges debited by bank, but not recorded in the cash book ¥ 200

Interest on debentures collected by bank, but not recorded in the cash book 6,000

Bank paid insurance premium as per standing instructions, not yet recorded in the cash book
32,200

A customer paid into the firm’s bank account directly ¥ 10,000

6. The following is a summary of the Cash Book of Shri Mohan Das, for the month of June 2012.

Dr. Cr.
Particulars 3 Particulars 3
Receipts 14,690 Balance b/fd 7,610
Balance c/fd 5,540 Payments 12,620

20,230 20,230

All receipts are banked and payments are made by cheques. On investigation, it is found that:

Bank charges of ¥ 1,360 entered on the bank statement had not been entered in the cash
book.
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—  Cheques drawn amounting to ¥ 2,670 had not been presented to the bank for payment.

— Cheques received totaling ¥ 17,620 had been entered in the cash book and paid into the
bank, but had not been credited by the bank until July, 2011.

— A cheques for ¥ 1,220 had been entered as a receipt in the cash book instead of as a
payment.

— Acheque for % 1,250 had been debited by the bank in error.

— A cheque received for ¥ 800 had been dishonoured. No adjustments had been made in the
cash book.

— All dividends receivable are credited directly to the bank account. During June, amount
totaling ¥ 2,620 were credited by the bank and no entries were made in the cash book.

— A cheque drawn for ¥ 600 in favour of a creditor had been incorrectly entered in the cash
book as ¥ 6,000.

—  The opening balance brought forward in the cash book should have been % 7,110
—  The bank statement as on 30th June, 2012, showed an overdraft ¥ 17,820.

You are required to: Show the adjustments required in the cash book; and Prepare a bank reconciliation
statement as on 30th June, 2012.
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Lesson 6

Depreciation Accounting

LESSON OUTLINE

Introduction

Meaning of Depreciation

Definition of Depreciation

Characteristics of Depreciation

Causes of Depreciation

Objectives of Providing Depreciation

Factors in Measurement of Depreciation
Accounting Concept of Depreciation
Review Questions

Methods of Providing Depreciation

— Uniform Charge Methods

— Declining Charge Methods

— Other Methods

Review Questions

Change in Method of Depreciation
Calculation of Profit or Loss on Assets Sold
Depreciation and Replacement of Assets
Lesson Round Up

Glossary

Self Test Questions

LEARNING OBJECTIVES

Capital expenditures results in the acquisition of
fixed assets for utilisation in the process of
providing goods and services to the customers.
Fixed assets are utilised for a number of
accounting periods. Value of fixed asset
decreases with the passage of time. Moreover,
the portion of asset utilised for generating
revenue, should be recovered during the
accounting year to match the expenses of a
period with the revenue of the same period. This
allocation of portion of fixed assets is the concept
of depreciation, which will be dealt with in detail

in this lesson.

The objective of this lesson is to make students
understand the meaning, causes and nature of
depreciation and accounting treatment of
depreciation. It will provide an understanding of
the principles and methods of calculating and

accounting of depreciation.
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|
INTRODUCTION

Meaning of Depreciation

A business enterprise acquires different types of fixed assets depending upon its requirements and financial
conditions. Fixed assets have a long life and are held for use in the business for production of goods and
services. Whenever an asset is used in business its value gets reduced and sooner or later the asset
becomes useless. Depreciation is a permanent, continuous and gradual shrinkage in the book value of a fixed
asset. It is the fall in the quality or value of a fixed asset through physical wear and tear due to use or passage
of time or from any other cause. Depreciation takes place irrespective of regular repairs and maintenance. As
the asset is used for business purpose, the annual loss in the value of the asset is like any other expenditure.
Hence, the cost of fixed assets has to be written off over its useful economic life as a loss.

Thus, depreciation is a process of allocating the cost of a fixed asset over its estimated useful life in a rational
and systematic manner.

Definition of Depreciation

The Institute of Charted Accountants of India has defined depreciation as “a measure of the wearing out,
consumption or other loss of value of a depreciable asset arising from use, effluxion of time or obsolescence
through technology and market changes. Depreciation is allocated so as to charge a fair proportion of
depreciable amount in each accounting period during the expected useful life of the asset. Depreciation
includes amortisation of assets whose useful life is predetermined.”

Depreciation Accounting has been defined by the American Institute of Certified Public Accountants as “ a
system of accounting which aims to distribute the cost or other basic value of tangible capital assets less
salvage (if any) over the estimated useful life of the unit (which may be a group of assets) in a systematic and
rational manner. It is a process of allocation and not of valuation.”

Characteristics of Depreciation

The following are the important characteristics of depreciation:

(i) Depreciation refers to a permanent, continuous and gradual decrease in the utility value of a fixed
asset and it continues till the end of the useful life of the asset.

(i) Depreciation is a charge against profit (i.e. revenue earned) for a particular accounting period.
(iii) Depreciation is always computed in a systematic and rational manner since it is not a sudden loss.
(iv) Depreciation is a process of allocation of expired cost and not of valuation of fixed assets.

(v) Whatever method for calculating depreciation is followed, the exact amount of depreciation can never
be calculated, and it can only be estimated.

(vi) Depreciation is caused due to physical factors and functional factors.

(vii) The fundamental objectives of depreciation are - (a) to maintain the nominal capital invested in fixed
assets, and (b) to allocate the expired portion of the cost of fixed assets over a number of accounting
periods.

(viii) Depreciation is must, i.e. it always takes place whether the asset is carefully handled or neglected.

(ix) If the market value of a fixed asset is fluctuating, the same does not affect the amount of depreciation
so made on the respective assets.

(x) Depreciation is calculated in respect of fixed assets only, i.e. plant, machinery, furniture etc.
(xi) Total depreciation cannot exceed its depreciable value or original cost where the scrap value is nil.
Causes of Depreciation

(i) Physical Wear and Tear Resulting from Use: Tangible fixed assets like, machinery, buildings, furniture



(ii)

(iif)

(iv)

(v)
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etc. get worn out or torn out on account of friction, strain, weathering, intensity of use, chemical
reaction, handling etc. This is the most important cause of charging depreciation in respect of such
assets which are in constant use.

Physical Deterioration Resulting from Atmospheric Exposure: Number of assets deteriorates for being
continually exposed nature.

Passage of Time: A machine also becomes potentially useless by the passage of time. It is so even if
the machine is kept continuously idle.

Depletion: Wasting assets such as mines and quarries lose their value because they get exhausted on
account of continuous extractions.

Obsolescence: Sometimes an asset becomes useless because of technical changes within the
industry, technical progress in other industries, changes in tastes and habits of consumers, changes in
supply and locations of natural resources etc.

Objectives of Providing Depreciation

The objectives of providing depreciation are as follows:

(i)

(ii)

(iif)

(iv)
(v)

(vi)
(vii)

To ascertain the correct profit: When a particular asset is used for earning the income of the business,
the depreciation in the value of assets should be deducted from the income in order to calculate the
correct and real profit of the business.

To present true financial position: In order to show the true financial position of the business in the
balance sheet, it is necessary that assets must be shown at their true values after deducting
reasonable depreciation. If depreciation is not provided, the assets will be overstated in the financial
statements and it will be against sound business principles.

To make provision for replacement of assets: Since depreciation is a non-cash expense, the amount
charged can be kept separately and utilised for the replacement of the fixed asset after the expiry of
the useful life of the asset.

To ascertain the proper cost of the product: In order to ascertain the cost of production, it is necessary
to charge depreciation as an item of cost of production.

To maintain the capital invested in the cost of the asset intact in the business so that it can be
reinvested in profit earning process.

To derive maximum tax benefit.

To meet the legal requirements: In the case of joint stock companies, it is necessary to charge
depreciation on fixed assets before declaring dividends.

Factors in Measurement of Depreciation

The factors which affect measurement of depreciation are given below:

(i)

(ii)

(iif)
(iv)
(v)
(vi)
(vii)
(viii)
(ix)

The original cost of asset: The cost includes all cost incurred in acquiring the asset, i.e. purchase price
including transportation and installation costs, if any.

The additions, if any, made to the assets during the year taking into consideration the date on which
these additions were made.

The estimated useful life of the asset.

The scrap or the residual value of the asset.

Obsolescence, i.e., the chance of the asset going out of fashion.
The working hours of the asset concerned.

The repairs and renewals.

The skill of the operators who handle the asset.

The legal provisions or other restrictions relating to depreciation.
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ACCOUNTING CONCEPT OF DEPRECIATION

Depreciable assets are assets which
— are expected to be used for more than one accounting period;
— have a limited useful life and
— are held by the organization for use in the production or supply of goods and services.

When a fixed asset is purchased, it is recorded in the books of accounts at its original cost. But, the fixed
asset is used to earn revenues for a number of accounting periods in future with the same acquisition cost
until the concerned fixed asset is sold or discarded. It is therefore, necessary that a part of the acquisition cost
of the fixed asset is treated or allocated as an expense in each of the accounting periods in which the asset is
used. This allocation of cost in the form of an expense is known as depreciation in accounting.

Suppose, a business purchases a machinery for ¥ 10,00,000 and after using it for five years, it is sold for ¥
2,00,000. The cost of the machinery used in the business is ¥ 8,00,000 (310,00,000 — %2,00,000). This cost
must be allocated as an expense of the business at the rate of ¥1,60,000 (8,00,000 + 5 ) for each of five
accounting periods in which the machinery has been used to earn revenues. This ¥ 1,60,000 charge as
expense is called accounting concept of depreciation.

It is the cost for the services obtained from the use of the asset in the same manner as the cost of wages,
rent, etc. Depreciation is the expense charged to profit and loss account before arriving at the net profit for the
year. In other words, the cost of fixed asset in the form of depreciation has to be matched against the
revenues of the years over which the asset is used.

Thus, in accounting, depreciation means apportionment or allocation of the cost of the fixed asset over its
useful life. Its aim is to spread over and allocate or distribute the cost of the fixed asset to the years of its use
and charge the depreciable cost to profit and loss account before arriving at the profits of each of the
accounting periods in which the fixed asset utilized.

Purpose of Depreciation Accounting: The primary purpose of depreciation accounting is cost allocation.
Provision for depreciation in the profit and loss account does not involve the outflow of cash and hence funds
to the extent of depreciation charged over the years will remain in the business and these funds can be easily
used for replacement of asset.

SUMMARY

— Depreciation accounting is the process of allocating the cost of the tangible fixed asset less its salvage
value over its serviceable life.

— Depreciation is an expense that is to be charged against the revenue whether the business makes
profit or incurs loss;

— Depreciation provides funds for replacing the asset when its useful life ends. Depreciation is not a
process of valuation but it is an allocation. Even if the market value of an asset increases, depreciation
has to be recorded because of allocation process.

JOURNAL ENTRIES
(1) WHEN THE DEPRECIATION IS DIRECTLY CHARGED TO ASSET ACCOUNT:

Depreciation Account Dr.
To Asset Account

The asset account in this case appears at its reduced value in the balance sheet i.e.
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Cost or book value XXX
Less: Depreciation for the accounting period. XXX
Depreciation expense is transferred to the debit of profit and loss account.
Profit and Loss Account Dr.
To Depreciation Account
(2) WHEN PROVISION FOR DEPRECIATION ACCOUNT IS OPENED:
For charging depreciation:
Depreciation Account Dr.
To Provision for Depreciation Account
For transferring depreciation expense to Profit and Loss Account:
Profit and Loss Account Dr.
To Depreciation Account

In this method, the asset account is not affected by the amount of depreciation and the value of asset appears
in the ledger and the balance sheet at its original cost. The amount of depreciation written off is accumulated
in provision for depreciation account.

When the asset is sold or discarded or exchanged for a new asset, the total accumulated depreciation for that
asset in the provision for depreciation account is transferred to that asset account by the following journal entry.

Provision for Depreciation A/c Dr.
To Relevant Asset Alc

Thus, the balance in the provision for depreciation account always shows the accumulated depreciation on
the assets which are in use or not sold out.

In the balance sheet, the asset account is shown at its original cost less balance in the provision for
depreciation account.

On the assets side of the balance sheet
Relevant Asset A/c XXX
Less: Provision for Depreciation XXX

Alternatively, the asset account can be shown at its original cost on the assets side and provision
for depreciation account can be shown on the liabilities side. But the former method is better and
recommended.

REVIEW QUESTIONS

1. Depreciation is the process of allocating cost of over its
estimated life.

2. , , are some of the causes of depreciation.
, 3. Fixed costs are recorded in the books of accounts at value less
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METHODS OF PROVIDING DEPRECIATION

FIXED INSTALMENT METHOD

ANNUITY METHOD j

UNIFORM CHARGE

METHODS DEPRECIATION FUND METHOD 4

INSURANCE POLICY METHOD

DIMINISHING BALANCE METHOD

SUM OF YEARS DIGITS METHOD
DECLINING CHARGE J
METHODS

DOUBLE DECLINING METHOD

GROUP DEPRECIATION METHOD

INVENTORY SYSTEM (VALUATION)
OTHER METHODS - J

DEPLETION METHOD

MACHINE HOUR RATE METHOD

A. UNIFORM CHARGE METHODS

Depreciation is charged uniformly every year for those assets which are uniformly productive. Four methods
fall in this category:

1. Fixed Instalment Method or Straight Line Method

Under this method, a fixed proportion of the original cost of the asset (less residual value) is written off each
year so that asset account may be reduced to its residual value at the end of its estimated economic useful
life. It is assumed that depreciation is a function of time. Depreciation is charged on a uniform basis every
year till the asset is written off.

Depreciation = Original Cost of the Fixed Assets — Estimated Scrap Value
Life of the Assets in Number of Year

Percentage of Depreciation = Depreciation x 100

Original Cost of the Fixed Assets
Note:

— Additional asset purchased during the year must be depreciated only from the date of purchase to the
close of the accounting period.

— When no date of addition is mentioned, depreciation may be charged for half of the year on the
assumption that addition was made in the middle of the year.
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— Assets sold during the year should be depreciated from the beginning of the year till the date of sale.

ADVANTAGES DISADVANTAGES
— Itis a simple and easy method. — The assumption that the asset shall be
— The value of the asset can be completely equally useful throughout its life seems to be
written off, i.e. the value can be reduced to illogical.
zero its estimated scrap value. — It does not take into account the effective
— This method can be applied where asset gets utilization of the asset.
depreciated because of effluxion of time like | — Even though the asset is used uniformly from
furniture, equipments, patents, leasehold efc. period to period, the total charge for the use
— There is no change either in the rate or of the asset keeps on increasing every year.
amount of depreciation over the useful life of This is because cost of repairs in each
the asset. subsequent year rises though equal amount
_ The value of the asset each year in the of depreciation is written off every year.
balance sheet is reasonably fair.

lllustration 1:

A firm acquired a machinery on 1st July 2010 at a cost of 45,000 and spent ¥ 5,000 for its installation. The
firm writes off depreciation at 10% per annum on the original cost every year. The books are closed on 31st
March every year. Show Machinery Account and Depreciation Account for three years.

Solution:
Dr. Machinery Account Cr.
Date Particulars 4 Date Particulars ¢
2010 2011
Jull To Bank 45,000 | Mar.31 | By Depreciation
Jull To Bank (Installation (10% on 50,000 for 9
Expenses) 5,000 months) 3,750
Mar.31 | By Balance c/d 46,250
50,000 50,000
2011 2012
April1 | To Balance b/d 46,250 | Mar. 31| By Depreciation
(10% on %50,000) 5,000
Mar. 31| By Balance c/d 41,250
46,250 46,250
2012 2013
April1 | To Balance b/d 41,250 | Mar. 31| By Depreciation
(10% on %50,000) 5,000
Mar. 31| By Balance c/d 36,250
41,250 41,250
2013
April1 | To Balance b/d 36,250
Dr. Depreciation Account Cr.
Date Particulars ¢ Date Particulars 4
2011 2011
Mar.31 | To Machinery A/c 3,750 | Mar.31 | By Profit & Loss A/c 3,750
2012 2012
Mar.31 | To Machinery A/c 5,000 | Mar.31 | By Profit & Loss A/c 5,000
2013 2013
Mar.31 | To Machinery A/c 5,000 | Mar.31 | By Profit & Loss A/c 5,000
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2. Depreciation Fund (Sinking Fund) Method

Under depreciation fund method, funds are made available for the replacement of asset at the end of its
useful life. The depreciation amount is fixed and remains the same year after year and is charged to profit and
loss account every year through the creation of “depreciation fund” or “sinking fund”. The amount of annual
depreciation is invested outside the business every year in good securities bearing interest at a specified rate.
The aggregate amount of interest and annual provision is invested every year. When the asset is completely
written off or is to be replaced, the securities are sold and money realised by selling securities is used to
replace the old asset. Depreciation fund account is closed by transfer of its balance to old asset account.

JOURNAL ENTRIES
(a) At the end of first year:

(i) For setting aside the amount of depreciation:
Depreciation A/c Dr. (with the installment calculated with the
To Depreciation Fund A/c help of Sinking Fund Tables)
(i) For investing the amount of depreciation:
Depreciation Fund Investment A/c Dr.  (with the amount in depreciation fund)
To Bank

Note: The depreciation account, of course, goes to the debit of Profit and Loss Account. The Depreciation
Fund Account and Depreciation Fund Investments Account are balanced and are shown in the Balance
Sheet, the former on the liabilities side and the latter on the assets side.

(b) In the second and subsequent years:

(i) For interest received on investments
Bank Dr.
To Interest on Depreciation Fund Investment A/c
(i) For transferring interest to Depreciation Fund Account
Interest on Depreciation Fund Investment A/c  Dr.
To Depreciation Fund A/c
(i) For annual installment of depreciation:
Depreciation A/c Dr.
To Depreciation Fund A/c
(iv) For investing the amount of depreciation and interest received on investment:
Depreciation Fund Investment A/c Dr. (with the total amount in depreciation fund)
To Bank
(c) At the end of the last year:

In the last year, interest is received on investments and annual installment of depreciation is transferred to
Depreciation Fund Account as usual. But the amount is not invested because at the end of the last year, old
asset is replaced by new one which will necessitate the selling of all investments. Therefore, in the last year
entries Nos. (i), (ii) and (iii) are repeated. Thereafter, the following additional entries are passed.

(i) For sale of investments:
Bank Dr.
To Depreciation Fund Investment A/c
(i) For transfer of profit or loss on sale of investments:

In case of profit :
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To (Old) Asset Alc

(The balance in the (Old) Asset Account represents profit or loss. It will be transferred to the Profit
and Loss Account.)

(v) For purchase of new asset:

Depreciation Fund Investment A/c Dr. (with the net profit on sale of investment
To Depreciation Fund A/c
In case of loss :
Depreciation Fund A/c Dr.  (with the net loss on sale of investment)
To Depreciation Fund Investment A/c
(iii) For sale of the old asset:
Bank Dr. (with the net amount realised on sale)
To Old Asset A/lc
(iv) For transferring Depreciation Fund Account to Old Asset Account:
Depreciation Fund A/c Dr. (with the balance of depreciation

fund account)

A separate sum is provided for replacing the

asset.

lllustration 2:

(New) Asset Alc Dr. (with the cash realised on sale of old
To Bank assets & investments)
ADVANTAGES DISADVANTAGES

There is a fixed charge for depreciation. The
charge for repairs increases every year. Hence,
the profit and loss account is unduly burdened in
later years.

A company purchased 3 years, lease on 1st April, 2010 for ¢ 50,000. It is decided to provide for the
replacement of the lease at the end of 3 years by setting-up a depreciation fund. It is expected that
investment will fetch at 12% p.a. Sinking fund tables shows that ¢ 0.296349 invested each year will produce
71 at the end of 3 years at 12% per annum. The investments are sold for ¥ 28,500.

Give Lease Account, Depreciation Fund Account and Depreciation Fund Investments Account.

Solution:

Annual Depreciation =3 50,000 x 0.296349 =% 14,817.45

Dr. Lease Account Cr.
Date Particulars ¢ Date Particulars 4
2010 2011
Apr. 1 To Bank 50,000 | Mar.31 | By Balance c/d 50,000
2011 2012
Apr. 1 To Balance b/d 50,000 | Mar.31 | By Balance c/d 50,000
2012 2013
Apr. 1 To Balance b/d 50,000 | Mar.31 | By Depreciation Fund A/c 47,088
By Profit & Loss A/c 2,912
50,000 50,000
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Dr. Depreciation Fund Account Cr.
Date Particulars 4 Date Particulars 4
2011 2011
Mar.31 | To Balance c¢/d 14,817.45 | Mar.31 | By Depreciation A/c 14,817.45
2012 2011
Mar.31 | To Balance c¢/d 31,412.94 | Apr.1 | By Balance b/d 14,817.45
2012
Mar.31 | By Depreciation A/c 14,817.45
By Interest on
Depreciation Fund
Investment A/c 1,778.04
31,412.94 31,412.94
2013 2012
Mar.31 | To Depreciation 2,912.00 | April. 1 | By Balance b/d 31,412.94
Fund Investment
Alc
To Lease A/c 47,088.00 | 2013
Mar.31 | By Depreciation A/c 14,817.45
By Interest on
Depreciation Fund
Investment A/c 3,769.44
50,000.00 50,000.00
Dr. Depreciation Fund Investment Account Cr.
Date Particulars ¢ Date Particulars 4
2011 2011
Mar.31 | To Bank 14,817 Mar.31 | By Balance c¢/d 14,817
2011 2012
Apr. 1 To Balance b/d 14,817 | Mar.31 | By Balance c¢/d 31,412
2012
Mar.31 | To Bank 16,595
31,412 31,412
2012 2013
Apr. 1 To Balance b/d 31,412 Mar.31 | By Bank 28,500
By Depreciation Fund A/c 2,912
31,412 31,412

lllustration 3:

On 1st April 2009, Glory Ltd., purchased a machine for ¥ 1,10,000 and spent ¥ 6,000 on its installation. The
expected life of the machine is 4 years at the end of which the estimated scrap value will be ¥ 16,000.
Desiring to replace the machine on the expiry of its life, the company establishes a sinking fund. Investments

are expected to realize at 12% interest.

On 31st March, 2013, the machine was sold off as scrap for € 18,000 and the investments were realised at
5% less than the book value. On 1st April, 2013, a new machine was installed at a cost of ¥ 1,25,000, Sinking
fund tables show that Re. 0.2092 invested each year will produce Re. 1 at the end of 4 years at 12%. Show

the necessary ledger accounts in the books of Glory Ltd. for all the years.
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Solution:
Dr. Machine Account Cr.
Date Particulars v Date Particulars v
2009 To Bank (31,10,000 2010
Apr.1 | +16,000) 1,16,000 | Mar.31 | By Balance c¢/d 1,16,000
2010 2011
Apr.1 | To Balance b/d 1,16,000 | Mar.31 | By Balance c¢/d 1,16,000
2011 2012
Apr.1 | To Balance b/d 1,16,000 | Mar.31 | By Balance c/d 1,16,000
2012 2013
Apr.1 | To Balance b/d 1,16,000 | Mar.31 | By Bank (sale of scrap) 18,000
By Sinking Fund A/c 96,470
By Profit & Loss A/c 1,530
1,16,000 1,16,000
2013
Apr. 1 To Bank (installation
of new machine) 1,25,000
Dr. Sinking Fund Account Cr.
Date Particulars 4 Date Particulars 4
2010 2010
Mar.31 | To Balance c¢/d 20,920 | Mar.31 | By Depreciation A/c 20,920
2011 2010
Mar.31 | To Balance c¢/d 44,350 | Apr.1 | By Balance b/d 20,920
2011
Mar.31 | By Depreciation A/c 20,920
By Interest on Investment 2,510
44,350 44,350
2012 2011
Mar.31 | To Balance c¢/d 70,592 | Apr.1 | By Balance b/d 44,350
2012
Mar.31 | By Depreciation A/c 20,920
By Interest on Investment 5,322
70,592 70,592
2013 2012
Mar.31 | To Sinking Fund April. 1 | By Balance b/d 70,592
Investment A/c 3,530
(loss on sale) 2013
To Machinery A/c 96,470 | Mar.31 | By Depreciation A/c 20,937
By Interest on Investment 8,471
100,000 100,000
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Dr. Sinking Fund Investment Account Cr.
Date Particulars 4 Date Particulars ¢
2010 2010
Mar.31 | To Bank 20,920 Mar.31 | By Balance c¢/d 20,920
2010 2011
Apr. 1 To Balance b/d 20,920 | Mar.31 | By Balance c¢/d 44,350
2011
Mar.31 | To Bank (320,920 +
32,510) 23,430

44,350 44,350
2011 2012
Apr. 1 To Balance b/d 44,350 | Mar.31 | By Balance c/d 70,592
2012
Mar. 31 | To Bank (320,920 +

35,322) 26,242

70,592 70,592
2012 2013 By Bank (Sale - 70,952 less
Apr. 1 To Balance b/d 70,592 | Mar.31 | 5%) 67,062

By Sinking Fund A/c (loss
on sale) 3,530
70,592 70,592

Working Notes:

(i) Amount required =% 1,10,000 + % 6,000 - ¥ 16,000 =¥ 1,00,000
(ii) Annual contribution is therefore ¥ 1,00,000 X ¥ 0.2092 =¥ 20,920
(iii) Accounting period must be assumed to end on 31st March.

(iv) In order to make sinking fund at ¥ 1,00,000, the depreciation amount in last year is suitably adjusted.

3. Insurance Policy Method

Under this method, the business takes an insurance policy for required amount to replace the asset when it is
worn out. A fixed amount of premium is paid every year. However, this amount will have to be paid in the
beginning of each year. At the end of the specified period, the insurance company pays the agreed amount
with which the new asset is purchased.

(a) __First year and subsequent years:

(i) Atthe beginning of the year, for insurance premium paid:
Depreciation Insurance Policy A/c Dr.
To Bank
(i) Atthe end of the year:
Profit and Loss Alc Dr.
To Depreciation Reserve Alc
(b) At the end of the last year :
(i) On realisation of money from the insurance company:
Bank Dr.

To Depreciation Insurance Policy A/c
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(i) For transfer of profit on insurance policy:
Depreciation Insurance Policy Alc Dr.
To Depreciation Reserve Alc

(iii) For transfer of accumulated depreciation to the Asset Account:

Depreciation Reserve A/c Dr.
To Asset Alc
(iv) On purchase of new asset :
New Asset A/c Dr.
To Bank
DIFFERENCE BETWEEN SINKING FUND METHOD AND INSURANCE POLICY METHOD
Sinking Fund Method Insurance Policy Method

(i) Interest is an integral part of sinking fund | (i) Interestis not considered under insurance
method policy method

(i) Investment in securities is the basic feature | (i) The money is not invested in any outside

of sinking fund method securities under insurance policy method.
Only an insurance policy is taken for the
required amount to replace the asset at the
end of the useful life of the asset.

(iii) Under sinking fund method, investments are | (iii) Premium is paid in advance at the beginning
made at the end of the accounting period. of the year under insurance policy method.

(iv) Under sinking fund method, the amount | (iv) But, under insurance policy method, the
realised is affected by fluctuations in interest amount realised at the end of the life of the
rate and value of securities. asset is fixed.

REVIEW QUESTIONS

1. The amount of depreciation charged remains the same in
methods of depreciation.

7 2. Premium is paid at the of the year under insurance policy

. method.

lllustration 4:

A firm purchases a lease for 3 for years for ¥ 60,000 on 1.4.2010. It decides to provide for its replacement by
means of an insurance policy for ¥ 60,000. The annual premium is ¥ 19,000. On 1.4.2013, the lease is
renewed for a further period of 3 years for ¥ 60,000. You are required to show necessary ledger accounts.
Books are closed on 31st March every year.
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Solution:
Dr. Lease Account Cr.
Date Particulars ¢ Date Particulars ¢
2010 2011
Apr.1 To Bank 60,000 | Mar.31 | By Balance c¢/d 60,000
2011 2012
Apr. 1 To Balance b/d 60,000 | Mar.31 | By Balance c¢/d 60,000
2012 2013
Apr. 1 To Balance b/d 60,000 | Mar.31 | By Depreciation Reserve A/c | 60,000
Dr. Depreciation Insurance Policy Account Cr.
Date Particulars ¢ Date Particulars 4
2010 2011
Apr. 1 | ToBank (premium) 19,000 | Mar.31 | By Balance c/d 19,000
2011 2012
Apr. 1 | ToBalance b/d 19,000 | Mar.31 | By Balance c/d 38,000
To Bank 19,000
38,000 38,000
2012 2013
Apr. 1 | ToBalance b/d 38,000 | Mar.31 | By Bank 60,000
To Bank 19,000
To Depreciation 3,000
Reserve A/c (profit
transferred)
60,000 60,000
Dr. Depreciation Reserve Account Cr.
Date Particulars ¢ Date Particulars 4
2011 2011
Mar.31 | To Balance ¢/d 19,000 | Mar.31 | By Profit & Loss A/c 19,000
2012 2011
Mar.31 | To Balance ¢/d 38,000 | Apr.1 | ByBalance b/d 19,000
2012
Mar.31 | By Profit & Loss A/c 19,000
38,000 38,000
2013 2012
Mar.31 | To Lease A/c 60,000 | Apr.1 | By Balance b/d 38,000
2013
Mar.31 | By Profit & Loss A/c 19,000
By Depreciation Insurance
Policy A/c’ 3,000
60,000 60,000

4. Annuity Method

The annuity method considers that the business besides losing the original cost of the asset also loses
interest on the amount used for buying the asset, which would have been earned in case the same amount
would have been invested in some other form of investment. Thus, this method takes into account the interest
factor. The amount of interest is calculated on the book value of the asset in the beginning of each year. The
amount of depreciation is uniform and is determined on the basis of annuity table.
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Journal Entries

(i) On purchase of the asset:
Asset Account Dr.
To Bank
(ii) For charging interest on asset:
Asset Account Dr.
To Interest Account
(iii) For charging depreciation:
Depreciation Account Dr.
To Asset Account
(iv) For transfer of Interest Account to Profit and Loss Account:
Interest Account Dr.
To Profit and Loss Account
(v) For transfer of Depreciation Account to Profit and Loss Account:
Profit and Loss Account Dr.
To Depreciation Account
lllustration 5:

A firm purchased a lease-hold property on 1st April 2008 for 5 years at a cost of ¢5,00,000. It decided to write
off the lease by annuity method presuming the rate of interest at 14%. The annuity table shows that annual
amount necessary to write off ¥ 1 in 5 years at 14% is ¥ 0.291284. Show the lease account for 5 years.
Calculations to be made to the nearest rupee.

Solution:
Dr. Lease Account Cr.
Date Particulars ¢ Date Particulars 4
2008 2009
April1l | To Bank 5,00,000 | Mar.31 | By Depreciation
2009 (35,00,000 x 0.291284) | 1,45,642
Mar.31 | To Interest
(14% of 5,00,000) 70,000 | Mar.31 | By Balance c/d 4,24,358
5,70,000 5,70,000
2009 2010
April1 | To Balance b/d 4,24,358 | Mar. 31 | By Depreciation
2010 (35,00,000 x 0.291284) | 1,45,642
Mar.31 | To Interest Mar. 31 | By Balance c¢/d 3,38,126
(14% of 4,24,358) 59,410
4,83,768 4,83,768
2010 2011
April 1 To Balance b/d 3,38,126 | Mar. 31 | By Depreciation
2011 (35,00,000 x 0.291284) | 1,45,642
Mar.31 | To Interest Mar. 31 | By Balance c/d 2,39,822
(14% of 3,38,126) 47,338
3,85,464 3,85,464
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Date Particulars 4 Date Particulars 4
2011 2012
April1 | To Balance b/d 2,39,822 | Mar. 31 | By Depreciation
2012 (35,00,000 x 0.291284) | 1,45,642
Mar.31 | To Interest Mar. 31 | By Balance c/d 1,27,755
(14% of 2,39,822) 33,575

2,73,397 2,73,397
2012 2013
April 1 To Balance b/d 1,27,755 | Mar. 31 | By Depreciation
2013 (35,00,000 x 0.291284) | 1,45,642
Mar.31 | To Interest 17,887

1,45,642 1,45,642

Working Notes:
— Amount of depreciation ¥ 5,00,000 x ¥ 0.291284 =% 1,45,642
— The amount of depreciation is fixed for all the years.
— The amount of interest is reduced every year because it is calculated on the written down balance.

DISTINCTION BETWEEN SINKING FUND AND ANNUITY METHODS OF DEPRECIATION

(i) Under sinking fund method, the annual amount is set aside to a separate fund account. However, the
annual amount is not set aside to a separate fund account in annuity method.

(ii) Since annual amount set aside are invested in outside securities, sufficient funds will be available for
replacement of asset under sinking fund method. However, there is no provision of funds at the time of
replacement of assets in annuity method.

(iii) In sinking fund method, as the investment is made at the end of the first year, the first interest is
earned only during the second year. In annuity method, interest is assumed to accrue in the first year
of purchase of asset, therefore, it is charged from the end of the first year.

(iv) Under sinking fund method, the total depreciation is less than the asset’'s depreciable cost due to
deduction of interest. However, in annuity method, as the interest is added to the cost of the asset, the
total depreciation is more than the depreciable cost of the asset.

(v) Under sinking fund method, interest is actually realised since it is to be received from investments
outside the business. In annuity method, interest is only assumed as against actual receipt.

(vi) Under sinking fund method, annual net effect on profit and loss account is same because of uniform
fixed amount of depreciation. However, in annuity method, annual net effect on profit and loss account
increases due to fixed depreciation charge and declining interest.

(vii) Under sinking fund method, interest realised is credited to sinking fund account, while interest is
credited to profit and loss account and debited to asset account in annuity method.

B. DECLINING CHARGE METHODS

The amount of depreciation charged decreases for each subsequent year of the asset’s life. This method can
be applied:

(a) When the asset becomes old and receipts decline or
(b) When it is necessary to charge depreciation according to the asset’s expected earnings.

The following three methods fall in this category.
1. Diminishing Balance Method (Reducing Balance Method)

Under this method, depreciation is calculated at a certain percentage each year on the balance of the asset
which is brought forward from the previous year. The amount of depreciation charged for each period is not
fixed but it goes on decreasing gradually as the opening balance of the asset in each year will reduce. Thus,
amount of depreciation becomes higher at in the earlier periods and becomes gradually lower in subsequent
periods, while repairs and maintenance charges increase gradually.
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Cost of Acquisition

Rate of Depreciation=1-n

Where, n = life of the asset in years.

DISADVANTAGES

— It is difficult to determine an appropriate rate of
depreciation.

ADVANTAGES

— ltis a simple and easy method.

— The value of the asset cannot be brought down to

— Every year, there is an equal burden for using the
asset. This is because depreciation goes on
decreasing every year whereas cost of repairs
increases.

The obsolescence problem is given due care
since major part of the depreciation is charged in
earlier years and the management may find it
easy to replace the asset.

Income tax authorities recognize this method.

All items including additions are added together
and depreciated at the same rate.

Zero.

— Depreciation is neither based on the use of the

asset nor distributed evenly throughout the useful
life of the asset.

DISTINCTION BETWEEN STRAIGHT LINE METHOD AND DIMINISHING BALANCE METHOD
OF DEPRECIATION

Straight Line Method

Diminishing Balance Method

(i) Depreciation is charged at a fixed rate on the
original cost of the asset.

(i) The amount of depreciation remains the same
in all the years of useful life of the asset.

(i) The total burden on the profit and loss
account is more in the later years because the
repair charges increase while the amount of
depreciation remains the same.

(iv) The book value of the asset becomes zero or
equal to scrap value.

(v) Itis easy to calculate the rate of depreciation.

(vi) It is suitable where repair charges are less
and obsolescence is not frequent.

(i) Depreciation is charged at a fixed rate on
the original cost in the first year and on the
written down value (cost-minus total
depreciation) in the subsequent years.

(i) The amount of depreciation goes on
decreasing year after year.

(i) The total burden on the profit and loss
account is almost same in the early years as
well as is the later years because of more
depreciation plus repairs cost in the
beginning and less depreciation plus more
repairs cost in the later years.

(iv) The book value never becomes zero.

(v) It requires the use of mathematical tables.

(vi) It is suited where repair charges are more in
later years and also where there is
obsolescence.
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lllustration 6:

A firm acquired machinery on 1st July 2010 at a cost of ¥ 45,000 and spent ¢ 5,000 for its installation. The
firm writes off depreciation at 10% per annum on diminishing balance method. The books are closed on 31st
March every year. Show Machinery Account and Depreciation Account for three years.

Solution:

Dr. Machinery Account Cr.
Date Particulars i Date Particulars i
2010 2011
Jul 1 To Bank 45,000 | Mar.31 | By Depreciation
Jul1 To Bank (Installation (10% on 50,000 for 9
Expenses) 5,000 months) 3,750
Mar.31 | By Balance c/d 46,250
50,000 50,000
2011 2012
April 1 To Balance b/d 46,250 Mar. 31| By Depreciation
(10% on X 46,250) 4,625
Mar. 31 | By Balance c/d 41,625
46,250 46,250
2012 2013
April 1 To Balance b/d 41,625 | Mar. 31 | By Depreciation
(10% on % 41,625) 4,163
Mar. 31 | By Balance c/d 37,462
41,625 41,625
2013
April 1 To Balance b/d 37,462
Dr. Depreciation Account Cr.
Date Particulars ¢ | Date Particulars i
2011 2011
Mar.31 | To Machinery Alc 3,750 | Mar.31 | By Profit & Loss Alc 3,750
2012 2012
Mar.31 | To Machinery Alc 4,625 | Mar.31 | By Profit & Loss Alc 4,625
2013 2013
Mar.31 | To Machinery Alc 4,163 | Mar.31 | By Profit & Loss Alc 4,163

2. Sum of Years’ Digits Method

In this method, the charge for depreciation for an accounting period is calculated in proportion of the
remaining life of the asset at the beginning of every accounting period. The rate of depreciation is determined
by the fraction where denominator is the sum of the digits representing the life of the asset and the
numerators are individual digits used in the life of asset taken in reverse order.

Depreciation goes on decreasing every year.

Depreciation = Remaining life of the asset including current year x Cost of the asset
Sum of the digits of the life of asset in years

3. Double Declining Balance Method

This method is similar to reducing balance method explained above except that the rate of depreciation is
double the straight line rate. Allowance for scrap value of the asset should not be allowed.

Advantages:

— The total cost of the asset is evenly spread over the economic life of the asset and such annual charge
includes cost of depreciation and repairs.

— Initially, the depreciation charged is more compared to subsequent years. This is advantageous since
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there is considerable tax-saving, demand for funds in the initial year is more and money at present is
more beneficial than money in future.

C. OTHER METHODS
1. Depletion Method

This method is applicable in case of wasting assets, e.g. mines, quarries, oil well etc. from which a certain
quantity of output is expected to be obtained.

Under this, depreciation is charged on the basis of output extracted in comparison with the estimated total
contents of mine.

Rate of Depreciation = Total cost of mine
Total units

Depreciation = Quantity extracted during the year X Rate of Depreciation

ADVANTAGES DISADVANTAGES

— It relates depreciation with the use of the | — lItis difficult to estimate the output correctly.
asset.

2. Machine Hour Rate Method (Service Hours Method)

Under Machine hour rate method, depreciation is allocated in proportion to the degree of asset used for
production. The useful life of the asset is fixed in terms of hours. This method of depreciation can be charged
on plant, machinery, vehicles etc.

Rate of Depreciation = Original Cost of Asset - Scrap Value
Life of the Asset in Hours

Depreciation = Actual number of hours x Rate of Depreciation

ADVANTAGES DISADVANTAGES
Depreciation is related to actual working time of | This method can be used only when the life of the
the asset. asset can be measured in terms of hours.

3. Group Depreciation Method

Assets having same average life expectancy are grouped together. Depreciation is not charged for each item
but is charged for the group as a whole.

4. Inventory System of Depreciation

In case of assets of small value, the life of the asset cannot be accurately determined, e.g., loose tools, cattle
etc. Depreciation in this case will be calculated as follows:

Value of asset at the beginning of the year XXX
Add : Additions during the year XXX
Total XXX
Less : Estimated value of asset at the end of the year XXX

Depreciation for the year XXX
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CHANGE IN METHOD OF DEPRECIATION

Consistency principle of accounting requires that same accounting practices and methods should be
observed and followed from year to year as otherwise the reported profit or loss will not be comparable.
Hence, it is expected that the concern should consistently follow the method of depreciation which is once
chosen. However, sometimes, a change in the method becomes inevitable.

According to “Accounting Standard-6 (AS-6) Depreciation Accounting”, issued by the Institute of Chartered
Accountants of India, when a change in the method of depreciation is made, depreciation is re-calculated in
accordance with the new method from the date of asset coming into use. In brief, change in method is
permitted retrospectively, that is, from the date of purchase of existing assets.

Steps for change in method of depreciation
— Calculate the value of asset by the new method on the date of change.
— Calculate the depreciation of the past period of asset by both the existing and new method.
— Find the difference between the both.

— Then the difference has to be adjusted in the current year’s asset account by giving debit or credit to
profit and loss account.

lllustration 7:

M Ltd. which depreciates its machinery @ 10% per annum according to diminishing balance method, had on
1st April, 2012 ¢ 4,86,000 balance in its machinery account. During the year ended 31st March, 2013, the
machinery purchased on 1st April, 2010 for ¥ 60,000 was sold for ¥ 40,000 on 1st October, 2012 and a new
machinery costing ¢ 70,000 was purchased and installed on the same date; installation charges being ¢
5,000.

The company wants to change its method of depreciation from diminishing balance method to straight line
method w.e.f. 1st April, 2010 and adjust the difference before 31st March, 2013, the rate of depreciation
remaining the same as before.

Show the machinery account for the year ended 31st March, 2013.

Solution:
Dr. Machinery Account cr.
Date Particulars ¢ Date Particulars 4
2012 2012
Apr. 1 To Balance b/d 4,86,000 | Oct.1 | By Bank 40,000
Oct. 1 To Bank (cost and By Profit and Loss A/c
installation charges) 75,000 (loss on sale of 6,170
machinery)
2013
Mar. 31| By Depreciation A/c 60,180
By Profit and Loss A/c
(Additional
depreciation)
5,400
By Balance c/d 4,49,250

5,61,000 5,61,000
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Working Notes:

3
(1) Calculation of loss on sale of machinery:
Cost of machinery on April 1, 2010 60,000
Less: Depreciation for 2010-11 6,000
54,000
Less: Depreciation for 2011-12 5,400
48,600
Less: Depreciation for half year 2,430
Book value as on 1st October, 2012 46,170
Less: Amount realised from sale 40,000
Loss on sale 6,170
(2) Additional depreciation:
Cost of machinery on 1st April, 2010 (4, 86,000 x 100 X 19&(;)) 6,00,000
Book value on 1st April, 2010 for machinery sold in 2012 60,000
Book value on 1st April, 2010 on original group 5,40,000
Depreciation for 2 years (2010-11 and 2011-12) @ 10% on ¥ 5,40,000 1,08,000
Less: Depreciation provided for 2 years under diminishing balance method 1,02,600
(% 54,000 +%48,600)
Additional depreciation due to change in the system charged to profit and loss account 5,400
(3) Depreciation for 2012-13
On machinery sold 2,430
On machinery purchased and installed 3,750
On machinery brought from previous year (i.e. on ¥ 5,40,000 on straight line method) 54,000
60,180

CALCULATION OF PROFIT OR LOSS ON ASSETS SOLD

Assets may be sold or discarded before or on the expiry of its useful life. Then it is necessary to calculate the
profit or loss, if any, on such sale. For this purpose the book value of the assets at the date of sale is to be
calculated by deducting the total depreciation from the date of purchase to the date of sale from the original
cost. If the sale price is more than the book value there is profit on sale of the assets and if the sale price is
less than the book value, the difference will be loss on sale.

Profit or loss on sale of assets = Sale price of asset - Book value of the asset on the date of
sale
Book value of the asset on the date of sale = Original cost of the asset — Total depreciation
on the asset till date of sale
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The following journal entries are passed to record the above transactions when the depreciation is
directly credited to the asset account:

(i) On sale of assets:
Bank Dr.
To Assets Account (with the sale price)
(ii) For profit on sale of asset:
Asset Account Dr.
To Profit and Loss Account
(In case of loss the above entry is reversed.)

When Provision for Depreciation Account is maintained then the asset account appears at its cost
price and the following accounting procedure is followed:

(i) Transfer of accumulated depreciation including the depreciation created at the time of sale:
Provision for Depreciation Account Dr.
To Asset Account
(i) On sale of the asset:
Bank Dr.
To Asset Account

(iii) If the amount of accumulated depreciation and sale price put together is less than the original cost of
the asset, the difference is loss on sale and transferred to profit and loss account:

Profit and Loss Account Dr.
To Asset Account

(iv) In case the accumulated depreciation and sale price put together is more than the original cost of the
asset, the difference is treated as profit on sale and is credited to profit and loss account:

Asset Account Dr.
To Profit and Loss Account

When Provision for Depreciation Account is maintained on sale of asset, alternatively, it is suggested
to open an "Asset Disposal Account’ in such case the following accounting entries may be passed:

(i) On transfer of original cost of asset to Asset Disposal Account:
Asset Disposal Account Dr.
To Asset Account
(i) On sale of the asset:
Bank Dr.
To Asset Disposal Account
(iii) On transfer of Provision for Depreciation Account to Asset Disposal Account:
Provision for Depreciation Account Dr.
To Asset Disposal Account
(iv) For profit on disposal of asset:
Asset Disposal Account Dr.
To Profit and Loss Account
(In case of loss the above entry is reversed.)
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On 1st April, 2010, a firm purchased a machinery for ¢ 2,00,000. On 1st October in the same accounting year,
additional machinery costing ¥ 1,00,000 was purchased. On 1st October, 2011, the machinery purchased on
1st April, 2010, having become obsolete, was sold off for ¥ 90,000. On 1st October, 2010, new machinery
was purchased for ¥ 2, 50,000 while the machinery purchased on 1st October, 2010 was sold for ¥ 85,000 on

the same day.

The firm provides depreciation on its machinery @ 10% per annum on original cost on 31st March every year.

Show machinery account, provision for depreciation account and depreciation account for the period of three

accounting years ending 31st March, 2013.

Solution:
Dr. Machinery Account Cr.
Date Particulars ¢ | Date Particulars ¢
2010 2011
Apr.1 To Bank 2,00,000 | Mar.31 | By Balance c/d 3,00,000
Oct. 1 To Bank 1,00,000
3,00,000 3,00,000
2011 2011
Apr. 1 To Balance b/d 3,00,000 | Oct.1 | By Bank 90,000
By Provision for
Depreciation A/c 30,000
By Profit & Loss A/c 80,000
2012
Mar. 31| By Balance c/d 1,00,000
3,00,000 3,00,000
2012 2012
Apr. 1 To Balance b/d 1,00,000 | Oct.1 | By Bank 85,000
Oct.1 | To Bank 2,50,000 By Provision for 20,000
Depreciation A/c
To Profit & Loss A/c 5,000 | 2013
Mar. 31| By Balance c¢/d 2,50,000
3,55,000 3,55,000
Dr. Depreciation Account Cr.
Date Particulars 4 Date Particulars 4
2011 To Provision for 2011
Mar.31 Depreciation A/c 25,000 | Mar.31 | By Profit & Loss A/c 25,000
2011 To Provision for 2012
Oct. 1 Depreciation A/c 10,000 | Mar.31 | By Profit & Loss A/c 10,000
2012 To Provision for
Mar.31 Depreciation A/c 10,000
20,000 20,000
2012 To Provision for 2013
Oct. 1 Depreciation A/c 5,000 | Mar.31 | By Profit & Loss A/c 17,500
2013 To Provision for
Mar.31 Depreciation A/c 12,500
17,500 17,500
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Dr. Provision for Depreciation Account Cr.
Date Particulars ¢ | Date Particulars v
2011 2011 By Depreciation A/c

Mar.31 | 15 Balance c/d 25,000 | Mar-31 |z 20,000 + 5,000) 25,000

2011 To Machinery A/c 2011
Oct.1 | (20,000 + 10,000) 30,000 | Apr.1 | By Balance b/d 25,000
Oct. 1 | By Depreciation A/c 10,000

2012 2012
Mar.31 | 15 Balance c/d 15,000 | Mar.31 | gy pepreciation A/c 10,000
45,000 45,000

2012 To Machinery A/c 2012
Oct.1 | (% 5,000 + 10,000 + Apr.1 | By Balance b/d 15,000

5,000) 20,000

Oct.1 | By Depreciation A/c 5,000

2013 2013
Mar.31 | 15 Balance c/d 12,500 | Mar.31 | gy pepreciation A/c 12,500
32,500 32,500

2013
Apr.1 By Balance b/d 12,500

DEPRECIATION AND REPLACEMENT OF ASSETS

In the context of present inflationary conditions, it will be appropriate to provide for depreciation on the
replacement cost instead of on the historical cost. This is because of the fact that depreciation is provided for
replacing the asset. Sufficient funds will not be available for replacing an asset at the end of its serviceable life. If
depreciation is provided on the basis of historical cost, there is substantial increase in the cost of the new asset
to replace the old asset. But following difficulties may crop up when replacement cost system is used:

(a) Estimating replacement cost in advance is difficult.

(b) The method of charging depreciation on the basis of replacement cost is not recognized by income tax
authorities.

(c) The method of charging depreciation on replacement cost during inflationary conditions is preferred
but not during period of falling prices.

(d) According to the Companies Act, depreciation should be charged on the original cost of the asset and
any deficiency or surplus arising due to sale of such asset should be transferred to the profit and loss
account.

(e) Any new asset purchased, with few exceptions, is always of a better quality than the asset replaced.
Hence, it is difficult to calculate the cost of the asset replaced.

These difficulties can be obviated by taking the following steps:

(a) The additional amount required for replacing the asset over and above the original cost of the asset
may be estimated. Every year, an appropriate amount may be transferred from profit and loss account
besides usual depreciation on asset to provide for additional amount required for replacement of the
asset over and above the original cost of the asset. It may be debited to Profit and Loss Appropriation
Account and credited to Replacement Reserve account.
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(b) The Replacement Reserve Account may be credited every year with interest at the current rate on the
accumulated balance standing to the credit of the account.

LESSON ROUND UP

— Depreciation is the process of allocation of cost of the asset to the period of its useful life. It is not the
process of valuation of asset.

— Depreciation is used for recording the expired utility of a physical asset.

— Causes of depreciation are: physical wear and tear; deterioration in value of asset; disuse; depletion;
obsolescence; accidents, etc.

— Depreciation is provided to: ascertain the correct profit; present correct financial position; make
provision for replacement of asset; ascertain proper cost of the product; maintain uniform rate of
return; attain maximum tax benefit; to meet the legal requirements, etc.

— The main factors in measurement of depreciation are: total cost of the asset; estimated useful life;
estimated residual value, etc.

— The various methods of depreciation are: fixed installment method or straight line method; diminishing
balance method or written down value method and other methods.

— In order to adjust depreciation for past periods due to change of method, depreciation is to be
calculated for the past period of asset used both by existing as well as by the changed method and the
difference is adjusted in the current year's asset account by giving debit or credit to profit and loss

account.
GLOSSARY

Depreciation Depreciation is a process of allocating the cost of a fixed asset over its
estimated useful life in a rational and systematic manner.

Useful Economic Life Useful economic life of an asset is either the period over which a depreciable
asset is expected to be used by the organization or the number of production
or similar units expected to be obtained from the use of the asset by the
organization.

Depreciable Value It is the cost price of the asset less scrap value or salvage value of the
asset.

Salvage Value The estimated value of an asset at the end of its useful life.

SELF-TEST QUESTIONS

Theory Questions
1. Why is correct calculation of depreciation necessary?
What are the methods of providing depreciation?
Discuss the various factors which are considered for calculating depreciation.
What are the various causes of depreciation on fixed assets?

Distinguish between straight line and diminishing balance methods of depreciation.

e @G > @ N

What do you mean by replacement cost? What are the difficulties faced while providing for
depreciation on the basis of replacement cost? What steps may be taken to obviate these difficulties?
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7. Distinguish between sinking fund and annuity methods of depreciation.
8. “Depreciation is a process of allocation and not of valuation”. Comment.
Practical Questions

1. Deva Ltd. charges depreciation on its plant and machinery @10% per annum on the diminishing
balance method. On 31st March, 2013, the company decides to adopt straight line method of charging
depreciation with retrospective effect from 1st April, 2009, the rate of depreciation being 15%. On 1st
April, 2012, the plant and machinery account stood in the books at ¥ 2,91,600. On 1st July, 2012, a
sum of ¥ 65,000 was realised by selling a machine cost of which on 1st April, 2009 was % 90,000. On
1st January, 2013, a new machine was acquired at a cost of ¥ 1,50,000. Show the plant and
machinery account in the books of the company for the year ended 31st March, 2013.

2. A firm acquired a machine for ¥ 5,00,000 on 1.4.2010. Depreciation was to be charged at 20% p.a. on
straight line method. During 2012-13, a modification was made to improve machine’s technical
reliability at a cost of ¥ 50,000 which it was considered would extend the useful to life of machine for 2
years. At the same time one important component of the machine was replaced at a cost of ¥ 10,000
because of excess wear and tear. Routine maintenance during the said accounting period cost %
7,500. Show the machine account, provision for depreciation on machine account and charge to profit
and loss account for the year ending 31st March, 2013.

3. Suman Enterprises purchased machinery on 1st April 2010 for ¥71,800 and paid 3,200 on its
installation. New machinery was acquired for ¥45,000 on October 1, 2010. On 1st April 2011, first
machinery was sold at ¥50,000 and on the same date fresh machinery was purchased for ¥45,000.
Depreciation is provided annually on 31st March at 10% p.a. on written down value method. On April
1, 2012 the firm changed the method of providing depreciation and decided to provide depreciation at
10% p.a on the original cost with retrospective effect. Prepare machinery account to ascertain the
value of machinery as on 31st March 2013.

4. Simmon Ltd., charges deprecation on its plant and machinery @ 10% per annum on the diminishing
balance method. On 31st March, 2013, the company decided to adopt straight line method of charging
depreciation with retrospective effect from 1st April, 2010, the rate of depreciation being 15% p.a.

5. On 1st April, 2012, the plant and machinery account stood in the books of account at ¥5,00,000. On
1st August, 2012 a sum of ¥1,00,000 was realised by selling a machine the cost of which on 1st April,
2010 was %1,50,000. On 1st January, 2013 a new machine was acquired at a cost of ¥3,00,000. Show
the plant and machinery account in the books of the company for the year ended 31st March, 2013.
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Lesson 7

Preparation of Final Accounts for Sole
Proprietors

LESSON OUTLINE

— Introduction
— Trading Account
— Profit & Loss Account

— Main Principles for preparation of Trading
and Profit & Loss Account

— Difference between Trading and Profit &
Loss Account

— Review Questions

— Balance Sheet

— Classification of Assets

— Classification of Liabilities

— Differences between Trading and Profit &
Loss Account

— Review Questions

— Differences between Trial Balance and
Balance Sheet

— Differences between Profit & Loss A/lc &
Balance Sheet

— Adjustment Entries

— Closing Entries

— Manufacturing Account

— Limitations of Financial Statements
— Lesson Round Up

— Glossary

— Self-Test Questions

LEARNING OBJECTIVES

A sole trader is the sole owner and manager of
the business. At the end of a accounting year the
sole trader would like to know the financial results
and the financial position of his business. He
would be interested to know the profits or losses
made by the business. For this purpose, he would
prepare income statements i.e. trading and profit
and loss accounts. He would also be interested
in knowing the financial position of the business
which will be ascertained by the preparation of
balance sheet. Trading accounts profit loss
account and balance sheet together are called

final accounts.

After recording transactions of a business for an
accounting period in subsidiary books, posting
to the ledger and testing their accuracy with the
help of a trial balance, the last stage in the
accounting process is the preparation of final
accounts. In this lesson, we will learn in detail
about the preparation of final accounts for a sole
proprietor.

You have to know accounting. Its the language of practical business life. It was a very useful thing to
deliver to civilization. I've heard it came to civilization through Venice which of course was once the
great commercial power in the mediterrarean. However, double entry book keeping was a hell of an

invention.

Charlie Munger
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INTRODUCTION

Final Accounts or Financial Statements are the end products of the financial accounting process which
involves the preparation of a summary of the accounts with a view to determine:

(i) net profit from the trading activities in terms of profit made or loss incurred for a given period, and
(i) its financial position in terms of assets and liabilities as on the last date of the given period.

For the purpose of determining the profit or loss, a statement known as Trading and Profit and Loss Account
(Income Statement) is prepared which incorporates all items of expenses and losses and all incomes and
gains occurring during the accounting period.

In order to show the financial position on the last date of the accounting period, another statement known as
Balance Sheet (Position Statement) is prepared which consists of all assets, liabilities and capital of the
business. These two statements are collectively known as Final Accounts.

Final Accounts are prepared from the balances appearing in the trial balance. Debit balances of assets are
transferred on the right hand side of the balance sheet while expenses and losses are debited to the Trading
Account or to the Profit and Loss Account, depending upon the nature of expenditure or loss. Credit account
balances like capital, liabilities, provisions and reserves are entered on the left hand side of the balance sheet
while incomes and gains are credited to Trading Account or Profit and Loss Account.

TRADING ACCOUNT

Trading Account is the first part of income statement which
is prepared to ascertain the gross profit or gross loss for a
given accounting period.

Trading Account is prepared before the preparation of
profit & loss account. It shows the result of trading
activities relating to purchases & sales of goods &
services. Trading account is prepared to calculate
separately the profit from sale & purchase transactions
only. The profit or loss is termed as gross profit or gross
loss as various other expenses of an organsiation like
administrative, selling & distribution and maintenance
expenses etc. are not deducted. Only the direct expenses
which are incurred to bring goods into saleable condition
like freight, insurance, carriage inwards, fuel, power,
royalties on production, consumption of stores etc. are
taken into account to calculate gross profit/loss.

Gross Profit = Net Sales — Cost of the
Goods Sold.

Gross Loss = Cost of the Goods Sold —
Sales

Net Sales = Total Sales — Sales Returns
(Return Inwards)

Cost of goods sold = Opening stock of
goods + net purchases - closing stock of
goods at the end + all direct expenses

Net Purchases = Total Purchases -
Purchases Returns (Returns Inwards)

SPECIMEN OF TRADING ACCOUNT

Dr. Trading Account for the year ended...... Cr.
Particulars g Particulars g
To Opening Stock XXX By Sales XXX
To Purchases XXX Less: Returns Inwards XXX

Less: Returns Outwards XXX By Closing Stock XXX
To Direct Expenses XXX
To Gross Profit (Balancing XXX
Figure)
XXX XXX

— In case debit side exceeds the credit side, the balance will be gross loss and that will be shown on the

credit side of Trading Account as “By Gross Loss”.

— In trading account, closing stock is shown at cost price or net realisable market value whichever is

lower.
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— While taking stock for the purpose of preparation of trading account, stock in hand on the last day of
the accounting year should be adjusted for purchases recorded but goods not yet received, goods sold
but not yet delivered and goods that may be out of business premises because of consignment, goods
delivered on sale or return basis, etc.

— Gross profit or gross loss revealed by Trading Account is transferred to Profit and Loss Account.

PROFIT AND LOSS ACCOUNT

Profit and Loss Account is prepared to calculate the net profit or loss of
the business for a given accounting period. The balance of Trading | Net profit = Total Revenues —
Account i.e. gross profit/gross loss is transferred to the Profit and Loss | 'otal Expenses

Account which is the starting point of the preparation of this account. Net Loss = Total Expenses —
Thereafter, all those expenses and losses which have not been debited | Total Revenues

already to the Trading Account are debited to the Profit and Loss
Account. Other incomes and gains, if any, are credited to this account, e.g. interest earned or commission
received etc. The net profit, thus arrived at is transferred to Capital Account of the proprietor/partners.
Specimen of Profit & Loss Account is given on next page. Net profit increases the capital whereas net loss
decreases the capital.

MAIN PRINCIPLES FOR PREPARATION OF TRADING AND PROFIT & LOSS ACCOUNT

The following principles must be kept in mind while preparing Trading and Profit & Loss Account:
— Only revenue receipts i.e. sale proceeds and other incomes should be entered.
— Only revenue expenses together with losses should be taken into account.
— Profit or loss is determined by matching revenues and expenses according to the matching principle.
Application of Concept of Matching Principle

A fundamental principle which must be observed while preparing final accounts is that of "matching cost
and revenue’. It means that in final accounts, expenses and incomes for the full trading period whether
they have been paid or received or not, must be included and no expenditure or income which does not
pertain to the period for which final accounts are being prepared be included. The distinction between
capital and revenue items is also made on the basis of this principle.

DIFFERENCE BETWEEN TRADING AND ACCOUNT PROFIT & LOSS ACCOUNT

Trading Account Profit and Loss Account
(i) Trading account is prepared to calculate the | (i) Profit and loss account is prepared to arrive
gross profit (loss) for a particular period. at the net profit (loss)
(ii) In trading account, cost of goods sold, sales | (ii) In profit and loss account, indirect expenses,
and direct expenses are accounted. such as administrative expenses, selling
expenses, etc, are charged against the gross
(i) The result of trading account i.e. gross profit profit and other revenues.
(loss) is transferred to profit and loss | (iii)The balance in profit and loss account i.e. net
account. profit (loss) is transferred to capital account
which will be shown in the balance sheet.

SPECIMEN OF PROFIT & LOSS ACCOUNT
Profit & Loss Account for the year ended......

Dr. Cr.

Particulars i Particulars <

To Gross Loss b/d XXX By Gross Profit b/d XXX

Management expenses: Other income:

To Salaries (administrative) XXX By Discount received XXX

To Office rent, rates and taxes XXX By Commission received XXX

To Printing and stationery XXX By Reserve for discount on creditors

To Telephone charges XXX Non-trading income:

To Postage and telegrams XXX By Bank interest XXX
By Rent of property let-out XXX
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To Insurance
To Audit fees
To Legal charges
To Electricity charges
Maintenance expenses:
To Repairs and renewals
To Depreciation on:
Office equipment
Office furniture
Office building
Selling and distribution expenses:
To Salaries (selling staff)
To Advertisement
To Godown rent
To Carriage outwards
To Bad debts
To Provision for bad debts
To Selling commission
Financial expenses:
To Bank charges
To Interest on loans
To Discount on bills
To Discount allowed to customers
Abnormal losses:
To Loss on sale of machinery
To Loss on sale of investment
To Loss by fire
To Net Profit (transferred to Capital

Alc) (Balancing Figure)

XXX
XXX
XXX
XXX

XXX
XXX

By Dividend from shares

By Interest earned on debentures
Abnormal gains:

XXX
XXX

By Profit on sale of machinery
By Profit in sale of investment
XXX By Net Loss (transferred to Capital A/c)
(Balancing Figure) XXX
XXX
XXX

XXX

XXX
XXX
XXX
XXX
XXX
XXX
XXX

XXX
XXX
XXX
XXX

XXX
XXX
XXX
XXX

REVIEW QUESTIONS

?

Fill in the blanks:

(i)

(i)
(iii)
(iv)

(v)
(vi)

Trading account reveals profit or loss.

Profit and loss account reveals profit or loss.

Expenses appear on side of trading and profit and loss

account.
Provision for bad debts account shows balance.
Reserve for discount on creditors account shows balance.

account, whereas
account.

Carriage inwards appears in
carriage outwards appears in

Decide whether the following statements are true or false:

(i) Trade expenses account is transferred to trading account.
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(ii) Capital account appears on assets side of balance sheet.
(iii) Drawings account is revenue expenditure to be shown on debit side of profit and loss account.
(iv) If trading account reveals gross loss, profit and loss account results in net profit in any case.

(v) Interest on capital and salary to proprietor are incomes and hence are shown on credit side of profit
and loss account.

Tick the correct answers:

(i) What type of account is goodwill? Fictitious/Intangible
(ii) What type of account is furniture? Fixed/Current
(iii) On which side of balance sheet is unexpired insurance shown? Assets/Liabilities
(iv) Which type of items appear in profit and loss account? Revenue/Capital/Both
(v) Is balance sheet an account or a statement? An Account/A Statement
(vi) Where will amount spent on stationery appear? In Profit and Loss Account/

In Balance Sheet.

BALANCE SHEET

Balance sheet is a statement which shows the financial position i.e. the balances of assets, liabilities and
capital, of a business entity at a given date. It is prepared from the real accounts and personal accounts of
trial balance. A debit balance in a real account or personal account represents an asset of the concern/firm.
Likewise a credit balance in a personal account represents a liability. There can be some newly opened
accounts as well on account of adjustment entries. The assets and liabilities are arranged in a proper way and
the resultant statement is the balance sheet. On the right hand side, assets are arranged while on the left
hand side, liabilities are recorded. The totals of the two sides of the balance sheet must agree because of the
equation, viz. Assets = Liabilities + Capital.

If there is a difference, it means that there is some mistake. The difference, if it does occur, should be placed
on the deficit side as Suspense Account to make the two sides agree apparently.

Features of Balance Sheet

— The primary objective of the preparation of balance sheet is to ascertain the financial position of a
concern.

— It shows (a) the nature and value of assets, (b) the nature and value of liabilities and (c) the position of
capital.

— Balance sheet is always prepared on a certain date, never for a particular period.

— Balance sheet, unlike a trading and profit and loss account, is not an account. It is a statement
containing information regarding assets, liabilities and capital.

Marshalling of Balance Sheet

The arrangement of assets and liabilities in accordance with a particular order is known as marshalling of
balance sheet. The items in the balance sheet are generally marshalled in two ways-

(i) Liquidity order or according to time: In liquidity order, the assets are stated in the order in which they
can be easily converted into cash and the liabilities in the order in which they have to be paid off.

(i) Permanence order or according to purpose: In permanence order, assets which are to be used
permanently in the business and are not meant for sale are shown first and the assets that are liquid are
shown last in order. Similarly, liabilities may also be shown according to the permanence arrangement.

Specimen of Balance Sheet in permanence order is given below. The order will be reversed in liquidity
order.
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SPECIMEN OF BALANCE SHEET

Balance Sheet as at...

Liabilities 3 Assets 3
Capital XXX Goodwill XXX
Add : Net profit XXX Land and building XXX
Less : Drawings XXX XXX | Plant and machinery XXX
Loans on mortgages XXX | Furniture and fixtures XXX
Outstanding expenses XXX | Stock XXX
Bank overdraft XXX | Sundry debtors XXX
Sundry creditors XXX | Investments XXX
Bills payable XXX | Bills receivable XXX

Cash at bank XXX
| Cashin hand XXX
XXXX XXXX
REVIEW QUESTIONS

1. Arrange the following assets in order of their liquidity:

Furniture, Goodwill, Stock in trade, Unexpired insurance, Cash in hand,
Trade debtors, Readily saleable investments, Cash at bank, Land,
7 Buildings, Machinery, Bills receivable.

2. Arrange the following liabilities in order of permanency:

Capital, Creditors for expenses, Sundry trade creditors, Loan, Bills
payable

CLASSIFICATION OF ASSETS

(i)

(ii)

(iii)

(iv)

(v)

(vi)

Fixed Assets are those which are acquired for long use in the business itself and not for resale. For
example, plant and machinery, land and buildings, furniture and fixtures, patents and trade marks are
examples of fixed assets.

Current or Floating Assets are those that are meant to be converted into cash as soon as possible.
Stock of goods, amount due from customers to whom goods have been sold on credit and balance at
bank are examples of current (or floating) assets.

Liquid Assets are those current assets which are already in the form of cash or which can be readily
converted into cash, such as Government Securities.

Wasting Assets are those fixed assets which have a fixed content, like coal in a coal mine; the value of
the asset goes down as the contents are taken out. When the minerals have been taken out totally, the
mine will become useless.

Intangible Assets are those fixed assets which cannot be seen or touched or felt. Goodwill (the value
of one’s name) is an intangible asset because there is no physical form to show it. Intangible assets
are not necessarily useless.

Fictitious Assets are valueless assets but shown as assets in the financial statements (such as
useless trade marks) or expenses treated as assets (such as expenses incurred to establish a
company i.e. preliminary expenses).

CLASSIFICATION OF LIABILITIES

()

Fixed and Long-term Liabilities: Fixed liabilities are those liabilities which are payable on the
termination of the business such as capital of the proprietor, whereas long-term liabilities are those
which will be redeemed after a long period of time e.g. long-term loans.
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(i) Current liabilities: These are liabilities which have to be redeemed in the near future, usually within a
year. Trade creditors, bank overdraft, bills payable etc. are examples of current liabilities.

(iii) Contingent liabilities: These are not actual liabilities but their becoming actual liability depends on the
happening of certain events. If such events do not occur, no liability is incurred. Liability in respect of
pending suit is a contingent liability because it is only if and when suit is lost that the liability will be
incurred. Bills discounted with a bank are also a contingent liability because if the acceptor fails to
meet the bill on due date, the firm will become liable to the bank. Such liabilities are not shown in
balance sheet; usually a foot note is appended at the balance sheet for such liabilities.

REVIEW QUESTIONS

1. The following are the names of assets. Classify them: Leasehold
premises, Accounting machines, Coal mine, Goodwill, Stock of raw
materials, Motor vehicles, Cash in hand, Government securities, Copyright

7 of book (no longer in demand),Amount due from customers, Loose tools

and Cost of floating a company.

2. Classify the following assets into fixed, current and fictitious assets,
mentioning sub-types, also in the case of fixed assets: Land and buildings,

Furniture, Bills receivable, Cash in hand, Cash at bank, Plant and
machinery, Coal mine, Loose tools, Preliminary expenses, Stock in trade,
Amount due from customers, Copyright of a book no longer in demand,
Stone quarries, Livestock, Motor vehicles, Government bonds and
Goodwill of a firm incurring heavy losses.

DIFFERENCE BETWEEN TRIAL BALANCE AND BALANCE SHEET

Trial balance

Balance sheet

. It is a statement of debit balances and credit
balances taken from the ledger.

. It is prepared to test the arithmetical accuracy of
books of account.

. Balances of all types of accounts i.e. personal,
real, and nominal accounts are shown.

. It is usually prepared at the end of each month,
three months, six months or at the end of
accounting year before the preparation of trading
and profit and loss account.

. Closing stock does not appear in the trial
balance.

. Itis prepared for internal use.

1. It is a statement of assets and liabilities

. Itis prepared to ascertain the financial position of

the organization on a particular date.

. Balances of real and personal accounts only are

shown.

. It is usually prepared at the end of the year after

the preparation of trading and profit and loss
account.

. Closing stock is shown on the assets side of the

balance sheet.

. It is prepared for external use, i.e. for outside

parties such as, creditors, shareholders (in case
of companies), government authorities, etc.
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DIFFERENCE BETWEEN PROFIT & LOSS ACCOUNT AND BALANCE SHEET

Profit & Loss Account Balance sheet

1. Profit and loss account is an account 1. Balance sheet is a statement of assets and

liabilities.

2. Profit and loss account shows the profits earned | 2. Balance sheet shows financial position of the
or losses incurred for the accounting period business.

3. Profit and loss account is prepared for the | 3. Balance sheet is prepared as at the last day of
accounting period the accounting period.

4. The accounts that are transferred to the profit | 4. The accounts which are shown in the balance

and loss account are closed and cease to exist. sheet do not lose their identity and become
the opening balances in the next accounting
period

ADJUSTMENT ENTRIES

Usually, final accounts are prepared from the balances given in the trial balance. However, at times some
account balances in the trial balance do not reflect the correct ‘amount’ when considered in relation to
accounting period. For example, payment on account of expense, say, rent, may be less or more than the
actual payment that ought to have been made during the accounting period. Similar situation may arise in
respect of some revenue items also, say interest on investments.

In order to ensure that the final accounts disclose the true trading results and correct balances, it is necessary
that all expenses incurred whether paid or not and the whole amount of loss sustained whether ascertained or
estimated should be taken into consideration. Similarly, incomes and gains whether actually received or not
during the accounting period should be accounted for. All this requires adjustment entries which are used to
establish correct values of account balances at the end of an accounting period. Thus, adjustment entries are
those entries which are passed at the end of each accounting period for the purpose of adjusting various
nominal and other accounts so that true net profit or loss is indicated in profit and loss account and the
balance sheet represents a true and fair view of the financial condition of an enterprise.

The following are the usual adjustment entries which are made while preparing the final accounts.
() CLOSING STOCK

The unsold stock at the end of the accounting period is termed as closing stock. There can be two entries for
closing stock.

When this entry is passed the closing stock at the end appears in

(a) Closing Stf”k LB 2 trading account and on the assets side of balance sheet. It becomes
To Trading Account the opening stock for the next year.

(b) Stock Account Dr. In this case, closing stock will appear in the trial balance, it means that

To Purchases Account double entry has been completed in the accounting period itself by

reducing the purchases. Therefore it will appear as an asset in the
balance sheet only.

() ACCRUED OR OUTSTANDING EXPENSES

Expenses which have been incurred during the year and whose benefit has been derived during the year but
payment in respect of which has not been made are called outstanding or accrued expenses. At the end of
the year, all such expenses must be brought into books, otherwise, the profit will be overstated and liability
will be understated. The following journal entry is passed:

Expense Account Dr.

To Outstanding/Accrued Expense Account



Lesson 7 m Preparation of Final Accounts for Sole Proprietors 149

The outstanding expenses are shown on the debit side of the trading account or profit and loss
account, as the case may be, by way of addition to the respective expenses.

These are also shown on the liabilities side of balance sheet.

In the beginning of the next year, a reverse entry will be passed.

EXAMPLE 1:
Salary for March, 2013 % 7,000 has not been paid. The adjustment entry will be:
3 3
Salary Account Dr. 7,000
To Outstanding Salary Account 7,000

The entry will increase the balance in salary account by ¥ 7,000 which will be transferred to the profit
and loss account. Outstanding salary account is a liability which will appear in the balance sheet.

(lll) UNEXPIRED OR PREPAID EXPENSES

Those expenses which have been paid in advance and whose benefit will be available in future are called
unexpired or prepaid expenses e.g. insurance premium and rent paid in advance. An adjustment entry is
made whereby the unexpired amount is credited to the appropriate expense account and debited to prepaid
(unexpired) account as under:

Prepaid Expense Account Dr.
To Expense Account
The amount of prepaid expenses is shown in the profit and loss account by way of deduction from the
concerned expenses.
These are also shown as assets in the balance sheet.

In the beginning of the next year, a reverse entry will be passed to cancel the effect of adjusting entry.

EXAMPLE 2:

Fire insurance premium of ¥ 2,000, paid for the year ending 30th June 2013. On 31st March, 2013
insurance policy has run only for 9 months and hence only 3/4th of the premium can be said to
pertain to 2012-13: 1/4th of the premium amount, i.e. ¥ 500 will be treated as an asset. Entry will be:

4 4
Unexpired Insurance Premium Dr. 500
To Insurance Premium Account 500

Unexpired insurance premium will appear as an asset in the balance sheet and insurance premium

account will be reduced by T 500.

(Ilv) ACCRUED OR OUTSTANDING INCOME

Accrued income means income which has been earned by the business during the accounting year but which
has not become due and hence has not been received. But outstanding income means any income which has
become due during the accounting year but has not been so far received by the firm. Though there is a
distinction between the two, for adjustment entry no such distinction is necessary, both the accrued income
and outstanding income are added to the given income figure in the trial balance. The following entry is
passed:

Accrued /Outstanding Income Account Dr.

To Income Account
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— The amount of income is transferred to the credit side of profit and loss account as an addition to the
respective income account.

— The accrued/outstanding income account also appears as an asset in the balance sheet.

— In the beginning of next year, a reverse entry will be passed.

EXAMPLE 3: Interest earned but not yet received, ¥ 650. The entry will be:

4 4
Interest Accrued Account Dr. 650
To Interest Account 650

Interest accrued account will appear as an asset in balance sheet and the amount of interest
account to appear on the credit side of profit and loss account will increase by ¥ 650.

(V) UNEARNED INCOME OR INCOME RECEIVED IN ADVANCE

That portion of the revenue which remains received in advance (unearned) at the end of the accounting
period is known as unearned income or income received in advance. For example, subscription received in
advance by a club, insurance premiums received in advance by and insurance company, rent received in
advance, etc. Any income in advance is not actually earned and it rather creates an obligation. The following
adjustment entry is made at the end of the accounting year;

Income Account Dr.
To Income Received in Advance Account

— This item is shown on the credit side of the profit and loss account by way of deduction from the

income.

— ltis also shown in the balance sheet on the liabilities side as ‘Income received in advance’.

EXAMPLE 4: Rent for April, 2013 % 8,000 received in advance

4 4
Rent Received Account Dr. 8,000
To Rent Received in Advance Account 8,000
The balance of rent received account appearing on the credit side of profit and loss account will

diminish by ¥ 8,000 and rent received in advance account will appear on liabilities side of balance
sheet because service for this rent is to be rendered in the year to come.

(V) DEPRECIATION

Depreciation is the reduction in the value of fixed assets due to a use, wear and tear or obsolescence. When
an asset is used for earning purpose, it is necessary that reduction due to its use must be charged to the
profit for the year in order to show correct value in the balance sheet. The following journal entry is passed for
charging depreciation:

Depreciation Account Dr.

To Fixed Asset Account

— The amount of depreciation is debited to the profit and loss account.

— Again it is shown on the assets side of the balance sheet by way of deduction from the concerned
asset.

When depreciation is given in the trial balance, it means that the asset(s) has(ve) been credited with the
amount of depreciation and the necessary debit to depreciation account has been made. The only entry then
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would be to transfer the depreciation account to profit and loss account and no adjustment entry would be
needed.

Note: There are various methods of providing depreciation, but in questions on final accounts, it is most likely
asked to be calculated at a fixed percentage on opening balance of the assets. If there are additions,
depreciation is provided only for that part of the year for which the new asset has been used.

EXAMPLE 5: If furniture stood at ¥ 1,00,000 on 1st April, 2012 and additional furniture was
purchased for 15,000 on 1st October, 2012, total depreciation @5% per annum would
amount to ¥ 5,375 calculated as under:
3
Depreciation on 1,00,000 @ 5% for full year 5,000
Depreciation on Rs. 15,000 @ 5% for 6 months i.e., from
1st October, 2012 to 31st March, 2013 375
¥15,000x5x6
10x 12 _
Total 5,375
Entry will be:
3 3
Depreciation Account Dr. 5,375
To Furniture Account 5,375
Depreciation account will appear on the debit side of profit and loss account and the book
value of furniture will be reduced by ¥ 5,375 in the balance sheet.

WHEN PROVISION FOR DEPRECIATION ACCOUNT IS MAINTAINED:

Depreciation Account Dr.
To Provision for Depreciation Account
Profit and Loss Account Dr.
To Depreciation Account
(Vi) BAD DEBTS

Debts which cannot be recovered or become irrecoverable are called bad debts. It is a loss to the business
and is brought into account by debiting bad debts account and crediting debtors’ accounts who are not able to
pay the amount. The adjustment entry is as follows:

Bad Debts Account Dr.
To Sundry Debtors Account

— The bad debts account is debited to profit and loss account.
— The debtors balance is reduced by the same amount in the balance sheet.

— When the amount of bad debts is given in the trial balance itself no adjusting entry is required. It
should only be transferred to profit and loss account.

(Vill) PROVISION FOR BAD DEBTS

A firm may make a provision at the end of the accounting year for likely bad debts which may take place
during the course of the next year. This is for the simple reason that if out of credit sales made during a
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particular year, some sales are likely to become bad in the course of the next year, the proper course would
be to charge in the same accounting year with such likely bad debts in which the sales have been made. The
following journal entry is passed for creating provision for bad debts:

Profit and Loss Account Dr.

To Provision for Bad Debts Account

— The provision for bad debts is charged to profit and loss account.
— ltis also deducted from debtors in the balance sheet.

— Provision for bad debts created out of profit of the current year should be carried forward to the next
period. Bad debts occurring during that period would be debited to bad debts account as usual, but
total debits given to this account should be transferred to provision for bad debts account. At the end
of the next year suitable adjustment entry is passed for keeping the provision for bad debts at an
appropriate amount to be carried forward.

— Sometimes the balance brought down from the previous year is so large that even after debiting the
current year’'s bad debts and leaving the desired balance at the end of the year, a surplus is left. This
surplus is transferred to the credit side of profit and loss account.

EXAMPLE 6: If debts of 2011-12, prove to be bad in 2012-13 the loss is to be treated as one
for 2011-12. But on 31st March, 2012 when final accounts are be prepared, it will not be
possible to know accurately, which debts will prove bad in 2012-13. Hence, only an estimate
is made on the basis of past experience. If it is estimated that 6% of the debts may prove bad
and on 31st March, 2012 debtors amount to ¥ 40,000, then ¥2,400 will be provided for future
bad debts. The entry is:

4 4
Profit and Loss Account Dr. 2,400
To Provision for Bad Debts Account 2,400

It will reduce the profit for 2011-12 by %2,400. Provision for bad debts will appear in the
balance sheet as a deduction from sundry debtors on assets side although it is a separate
account showing credit balance.

In the next year, the actual amount of bad debts will be debited to provision for bad debts
account which will then stand reduced. On 31st March, 2013 the amount of the provision will
be brought up by an appropriate debit to profit and loss account depending on the amount of
sundry debtors as at that date.

(IX) PROVISION FOR DISCOUNT ON DEBTORS

This is a charge made against profits in order to provide for an expected loss in the form of discounts which
are likely to be allowed to the debtors, for encouraging them to make prompt payments. In order to
incorporate such provision for discount on debtors, the following journal entry is passed:

Profit and Loss Account Dr.

To Provision for Discount on Debtors Account

— This provision is shown on the debit side of the profit and loss account.
— ltis also shown in the balance sheet by way of deduction from sundry debtors.

Note: Provision for discount is always calculated on the amount of debtors left after deducting the provision
for bad debts i.e. provision should be calculated on good debts. It is because no discount will be allowed on
amounts which are not recovered and hence no provision for discount on such amounts is required.
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For example, if 2% discount is allowed, debtors are of ¥ 10,000 and 5% provision for bad debts is required
then provision for discount will be made @2% on % 9,500, i.e., on ¥ 10,000 less 5% for provision for bad debts
amounting to ¥ 500.

(X) RESERVE FOR DISCOUNT ON CREDITORS

A firm may like to create reserve for discount on its creditors to record discounts expected to be received from
them. The adjustment entry for this purpose is as follows:

Reserve for Discount on Creditors Account Dr.

To Profit and Loss Account

— The reserve for discount on creditors account is credited to the profit and loss account.

— It should also be deducted from the sundry creditors in the balance sheet. Keeping with the principle of
conservatism, the provision for discount on creditors is often not made in actual practice.

(X1) INTEREST ON CAPITAL

It is a normal practice to charge business with interest on the capital employed in the business. The purpose
is to know whether the profits of the business are more than what could be earned from simple investments
outside business. Interest charged is an expense to the business but it is a gain to proprietor. The following
adjustment entries are passed:

(i) Interest on Capital Account Dr.
To Capital Account
(i) Profit and Loss Account Dr.
To Interest on Capital Account
— Interest on capital is debited to the profit and loss account and
— ltis shown on the liabilities side of the balance sheet by way of addition to the capital.
(Xll) INTEREST ON DRAWINGS

As business allows interest on capital, it also charges interest on drawings made by the proprietor. This is a
gain to the business and an expense for the proprietor. The following adjustment entries are made:

(i) Capital Account Dr.
To Interest on Drawings Account
(ii) Interest on Drawings Account Dr.
To Profit and Loss Account
— ltis credited to the profit and loss account and
— Shown on the liabilities side of the balance sheet by way of deduction from capital.
(Xlll) ACCIDENTAL LOSS OF AN ASSET
When asset is not insured:

Sometimes asset of the organization may be destroyed due to earthquake, fire or accidents. The firm has
to bear the entire loss if the asset is not insured. The following entries are passed to make adjustments for
loss:

(a) When loss is incurred due to accident
Accidental Loss Account Dr.

To Asset Account
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(b) When loss is transferred to profit and loss account
Profit and Loss Account Dr.
To Accidental Loss Account

When asset is insured:

When the asset destroyed by accident is insured, then the firm will not have to bear the entire loss. The
insurance company will pay certain amount on loss of the asset. The amount of loss will be reduced to the
extent of amount recovered from the insurance company. The difference in the book value of asset on the
date of accident and the amount of claim admitted by the insurance company is the loss suffered by the
company. This loss will be transferred to the profit and loss account.
On admission of claim:
Insurance Company Dr.
To Asset Account
On receipt of money claimed:
Bank Dr.
To Insurance Company
On transfer of loss:
Profit and Loss Account Dr.

To Asset Account

(XIV) ACCIDENTAL LOSS OF STOCK

Sometimes, stock in trade is lost due to fire or theft. If the firm has insured the stock, then loss can be made
good fully or partly by the insurance company. The following adjustment entries are passed:

(a) If the stock is fully insured, the whole loss is fully recoverable from the insurance company. The journal
entry is:

Insurance Company Account Dr.
To Trading Account

Insurance company account is shown on the credit side of the trading account and in the balance
sheet it is treated as an asset until the amount is received.

(b) If the stock is not fully insured, the loss of stock covered by the insurance policy will be claimed from
the insurance company and the rest will be treated as a loss. The journal entry in this case is:

Insurance Company Account Dr.
Profit and Loss Account Dr.
To Trading Account

(c) If the stock is not insured, nothing is recoverable from insurance company and the whole loss will be
borne by the firm. The journal entry is:

Profit and Loss Account Dr.
To Trading Account
In all cases, trading account is credited with the gross amount of stock lost.
(XV) MANAGER’S COMMISSION ON NET PROFITS

Sometimes, the manager of a business is given a commission based on a fixed percentage of the net profit of
the business. The adjustment entry for such commission payable is as follows:
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Profit and Loss Account Dr.
To Commission Payable Account

— The commission payable is shown on the debit side of the profit and loss account and on the liabilities
side of the balance sheet.

Calculation of Commission: It can be calculated in following two ways.
(a) Commission as a percentage of net profits before charging such commission

Manager’s commission = Profit before commission x Rate of commission
100

(b) Commission as percentage of net profits after charging such commission

Manager’s commission = Profit before commission x Rate of commission
100 + Rate of commission

(XVI) GOODS DISTRIBUTED AS FREE SAMPLES

Sometimes, in order to promote the sale of goods, some of the produced goods are distributed as free samples. It
may be treated like an expenditure on advertisement and the following adjustment entry is passed:

Free Samples/Advertisement Account Dr.
To Trading/Purchases Account
— Itis shown on the credit side of the trading account or deducted from the purchases and
— ltis also shown on the debit side of profit and loss account as free samples or advertisement expense.
(XVIl) DRAWINGS OF GOODS BY THE PROPRIETOR FOR PERSONAL USE

If goods have been withdrawn by the proprietor for personal use and no entry has been passed during the
year, the following adjustment entry should be passed:

Drawings Account Dr.
To Purchases Account/ Trading Account

— Goods are deducted from the purchases on the debit side of the trading account or shown on the
credit side of trading account and

— They are included in proprietor’'s drawings which are ultimately deducted from the capital shown on the
liabilities side of the balance sheet.

(XVIll) DEFERRED REVENUE EXPENDITURE

The expenditure which is incurred in one year but the benefit of which is available in a few subsequent years
also is called deferred revenue expenditure. Part of such expenditure is written off each year and the rest is
capitalized. The adjustment entry to write off this expenditure is as follows:

Profit and Loss Account Dr.
To (Respective) Expense Account

The written off amount is debited to profit and loss account and shown as a deduction from the capitalized
expense in the balance sheet.

(XIX) GOODS ON SALE ON APPROVAL BASIS

Sometimes goods are sold to customers on approval basis. If consent is not received during the accounting
period, it cannot be treated as sale. In such a case, the following adjustment entries are passed:

(i) Sales Account Dr.
To Debtors Account (with sale price)
(ii) Stock Account Dr.

To Trading Account (at cost price)
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Thus, this item is shown on the credit side of trading account by way of deduction from the sales at sale price
and added to the closing stock at cost price. At the same time, it is shown on the asset side as a deduction
from sundry debtors at sale price and added to the closing stock at cost price.

(XX) GOODS RECEIVED BUT NOT RECORDED IN BOOKS

Often, goods may have been received but invoice has not been received or omitted to be recorded. In such a
case, the following adjustment entry should be passed.

Purchases Account Dr.
To Supplier/Creditors
This item is shown as addition to the purchases in the trading account and added to sundry creditors on the
liabilities side of the balance sheet.
(XXl) SALARY TO PROPRIETOR

If the proprietor charges salary for the work done by him, proprietor's salary account is debited and capital
account is credited. If there are a number of proprietors called the partners, and salary is charged by them,
salary to partners account will be debited and the respective capital accounts will be credited with the
respective amounts of salary charged by them.

(XXIl) GENERAL RESERVE

General Reserve is created out of the Profit and Loss Account as appropriation of net profit for strengthening
the financial position of the business.

Profit and Loss Account Dr.
To General Reserve
> General Reserve is shown on the debit side of Profit and Loss (Appropriation) Account and

» It is shown on the liabilities side of the Balance Sheet.

(XXIl) CASH DISCOUNT

Cash discount is allowed and received for prompt payment. When cash discount is allowed to a cuctomer, a
less amount is accepted as a full payment of a debt. Similarly when cash discount is received, a less amount
is paid in full discharge of a liability. Discount allowed is debited to discount allowed account, cash received is
debited to cash account and the total amount is credited to debtor making the payment. Discount received is
credited to discount received account, cash paid is credited to cash account and the total of the two is debited
to the creditor to whom the payment is made.

(XXIV) TRADE DISCOUNT

Trade discount is a deduction from the list (or catalogue) price allowed by the manufacturers to the
wholesalers or by the wholesalers to the retailers for various reasons. The rate of trade discount allowed
varies considerably. From accounting point of view no entries are made either in seller's books or in the
purchaser's books for such a discount. Entries for purchases and sales are made at net price i.e. after
deducting trade discount from the list price.
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DIFFERNCE BETWEEN CASH DISCOUNT AND TRADE DISCOUNT

Cash Discount

Trade Discount

(i)

(ii)

(iii)

(iv)

(v)

It is a reduction granted by a supplier from
the invoice price in consideration of
immediate or prompt payment.

It is allowed to encourage the prompt
payment.

It is not shown in the invoice

Cash discount account is opened in the
ledger.

It is allowed on payment of money

(i) It is a reduction granted by a supplier
from the list price of goods or services
on business consideration.

(i) Itis allowed to promote sales.

(iii) It is shown by way of deduction in the
invoice itself.

(iv) Trade discount account is not opened
in the ledger.

(v) Itis allowed on purchase of goods

It may vary with the time period within
which payment is received

(vi) It may vary with the quantity of goods
purchased or amount of purchases
made.

(vi)

MAIN PRINCIPLES FOR PREPARATION OF FINAL ACCOUNTS:

The list of adjustment entries given above is not exhaustive. The student may analyse each transaction
and pass necessary journal entries for adjustments considering following principles:

(i) The items given in the trial balance will appear in only one of the statements i.e. the Trading
Account, the Profit and Loss Account or the Balance Sheet.

(i) The amount in respect of adjustments will appear in two of the above-mentioned
statements, normally in the Balance Sheet and in the Trading Account or in the Profit and Loss
Account.

The reason being that for items appearing in the trial balance, the double entry has already been
completed but in respect of adjustments, the double entry has yet to be completed, hence two accounts
will be affected.

CLOSING ENTRIES

In order to prepare final accounts, all nominal accounts have to be transferred to Trading and Profit and Loss
Account. It is done by passing journal entries which are called closing entries as they close the nominal
accounts. The entry to transfer the balance of profit and loss account itself is also one of the closing entries.
Some of the closing entries are given below:

(i) Trading Account Dr.
To Stock
To Purchases
To Sale Returns
To Carriage Inwards
(Transfer of various accounts to Trading Account)
Dr.

Dr.

(i) Sales Account

Purchase Returns
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Closing Stock Dr.
To Trading Account

(Transfer of sales account and purchases returns account
to trading account and recording of closing stock)

(iii) Trading Account Dr.
To Profit and Loss Account

(Transfer of gross profit from trading account to profit
and loss account)

or
Profit and Loss Account Dr.
To Trading Account

(Transfer of gross some loss from trading account to
profit and loss account)

(iv) Profit and Loss Account Dr.
To Rent

To Salaries

To Sundry Expenses
To Depreciation

(Transfer of various nominal accounts to profit and loss
account)

(v) Interest Received Dr.
To Profit and Loss A/c

(Transfer of credit balance of interest received account
to profit and loss account)

(v) Profit and Loss Account Dr.
To Capital Account

(Transfer of net profit to capital account)

In case of no loss, the above mentioned entry will be the reversed one.

MANUFACTURING ACCOUNT

A manufacturing concern may like to ascertain the cost of goods during the accounting period and may prepare
Manufacturing Account for this purpose. Trading Account is not capable of showing the cost of goods
manufactured because it deals with stock of finished goods also and because some of the expenses connected
with manufacture of goods (such as depreciation and repairs of machinery and factory) are debited to the Profit
and Loss Account. Manufacturing Account is debited with all expenses incurred in the factory on production of
goods. This means that depreciation and repairs to plant and machinery and factory building, salary to works
manager, etc. are also debited to this account. The total of such expenses plus cost of raw material used gives
cost of goods manufactured during the period. This is transferred to Trading Account which deals with stock of
finished goods and sales also. The remaining nominal accounts appear in Profit and Loss Account.

In fact, there is no prescribed format for the presentation of Manufacturing Account. However, a format
covering various elements is given below. The Trading Account and Profit and Loss Account should be
prepared in the same way as discussed earlier.
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SPECIMEN OF MANUFACTURING ACCOUNT

Manufacturing Account for the year ended......

Dr. Cr.
Particulars ¢ Particulars ¢

To Work in progress (opening) XXX | By Work in progress (closing) XXX
To Raw material consumed: By Sale of scrap XXX
Opening stock XXX | By Cost of production of
Add: Purchases XXX finished goods transferred
Less: Closing stock XXX to Trading Account XXX
To Direct wages XXX
To Direct expenses XXX
To Factory expenses:

Factory rent XXX

Plant repairs XXX

Indirect wages XXX

Depreciation on factory XXX

building - .

XXX XXX

LIMITATIONS OF FINANCIAL STATEMENTS

Financial statements are the result of the accounting process which begins with recording of transactions.
Accounting process involves recording, classifying and summarizing business transactions. Financial
statements are the result of the third process viz. summarizing. The financial statements are based on certain
accounting concepts and conventions which cannot be said to be foolproof.

The following are the limitations of the financial statements:

(i)

(ii)

Financial statements are essentially interim reports and therefore, cannot be final because the final
gain or loss can be computed only at the termination of the business. Financial statements only reflect
the progress and position of the business at frequent intervals during its life.

Financial statements though expressed in exact monetary terms, are not absolutely final and accurate.
As the balance sheet is prepared on the basis of the going concern concept, asset valuation
represents neither the realizable value nor replacement costs. Further, they depend on the judgment
of the management in respect of various accounting policies.

The values ascribed to the assets presented in the statements depend upon the standards of the persons
dealing with them. For instance, the method of depreciation, mode of amortization of fixed assets, treatment
of deferred revenue expenditure, all depend on the personal judgment of the accountant.

Financial statements take into consideration only the financial factors. They fail to bring out the
significance of non-financial factors which may have considerable bearing on the operating results and
financial conditions of an enterprise. For example, public image of the enterprise, the caliber of its
management, efficiency and loyalty of its workers etc.

It is not always possible to discover false figures in financial statements. Unscrupulous managements
generally resort to ‘window dressing’ in the preparation of such statements.

Financial statements are prepared primarily for shareholders. Other interested parties have to
generally make many adjustments before they use them profitably.
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(vii) Quite often, financial statements do not disclose current worth of the business. Only historical facts are

presented and the true current worth is not reflected.

(viii) Owing to the fact that financial statements are compiled on the basis of historical costs, while there is a
marked decline in the value of the monetary unit and resultant rise in prices, the balance sheet loses
its function as an index on current economic realities. Again, the financial statements contain both
historical and current costs items, hence figures are distorted.

ILLUSTRATIONS

lllustration 1:

A business house maintains provision of 5% against bad debts and 3% for discount on debtors and a reserve

for discount on creditors at 2%. On 1st April, 2011 it had the following balances:

Provision for Bad and Doubtful Debts
Provision for Discount on Debtors
Provision for Discount on Creditors

During the year 2011-12, bad debts, discount allowed to debtors and discount received from creditors
amounted to ¥ 3,950, X 8,800 and % 9,840 respectively while for 2012-13 they amounted to ¥ 1,800, X 7,000
and % 6,800 respectively. Sundry Debtors were ¥ 1,20,000 on March 31, 2012 and % 80,000 on March 31,

% 5,000
% 2,850
% 4,800

2013. Sundry Creditors on these two dates were % 2,10,000 and % 1,95,000 respectively.

Show provision for bad debts account, provision for discount on debtors account and reserve for discount on

creditors account along with relevant portions of profit and loss account.

Solution:
Provision for Bad Debts Account
Dr. Cr.
Date Particulars ¢ Date Particulars ¢
2012 2011
March 31 | To Bad Debts 3,950 | April 1 By Balance b/fd 5,000
March 31 | To Balance c¢/d 6,000
2012
March 31 | By Profit & Loss A/c
(Balancing Figure) 4,950
9,950 9,950
2013 2012
March 31 | To Bad Debts 1,800 | April 1 By Balance b/d 6,000
March 31 | By Profit & Loss A/c
(Balancing Figure) 200
March 31 | To Balance c¢/d 4,000
6,000 6,000
2013
April 1 By Balance b/d 4,000
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Provision for Discount on Debtors A/c

Dr. Cr.
Date Particulars ¢ Date Particulars ¢
2012 2011
March 31 | To Discount Allowed 8,800 | April 1 By Balance b/fd 2,850
March 31 | To Balance c¢/d 3,420 | 2012
March 31 | By Profit & Loss A/c
(Balancing Figure) 9,370
12,220 12,220
2013 2012 S
March 31 | To Discount Allowed 7,000 | April 1 By Balance b/d 3,420
March 31 | To Balance ¢/d 2,280 | 2013
March 31 | By Profit & Loss A/c
(Balancing Figure) 5,860
9,280 9,280
2013 S
April 1 By Balance b/d 2,280
Reserve for Discount on Creditors A/c
Dr. Cr.
Date Particulars ¢ Date Particulars ¢
2011 2012
April 1 To Balance b/fd 4,800 | March 31 | By Discount
Received 9,840
2012 To Profit & Loss A/c March 31 | By Balance c/d 4,200
March 31 | (Balancing Figure) 9,240
14,040 | 14,040
2012 2013 S
April 1 To Balance b/d 4,200 | March 31 | By Discount
Received 6,800
2013 March 31 | By Balance c/d
March 31 | To Profit & Loss A/c 3,900
(Balancing Figure) 6,500
10,700 10,700
2013 -
April 1 To Balance b/d 3,900
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Profit and Loss Account for the year ended 31st March, 2012

Dr. Cr.
Particulars 4 4 Particulars 4 4
To Bad Debts: 3,950 By Discount Received 9,840
Add: New Provision Add: New Reserve for
for Bad and Doubtful Discount on Creditors 4.200
Debts 6.000 14,040
9,950 Less: Old Reserve 4,800 9,240
Less: Old Provision 5,000 4,950
To Discount Allowed 8,800
Add: New Provision
for Discount 3420
12,220
Less: Old Provision 2,850 9,370
Profit and Loss Account for the year ended 31st March, 2013
Dr. Cr.
Particulars 4 4 Particulars 4 4
To Discount Allowed 7,000 By Old Provision for
Add: New Provision 2,280 bad and doubtful
for Discount 9,280 debts 6,000
Less: Old Provision 3,420 5,860 | Less: Bad Debts 1,800
Less: New Provision 4,200 200
By Discount Received 4,000
Add: New Reserve for 6,800
Discount on Creditors 3,900
10,700
Less: Old Reserve 4,200 6,500
lllustration 2:
Following is the trial balance of Amar as on 31st March, 2013:
4 4
Capital Account 8,00,000
Drawing Account 60,000
Stock (1.4.2012) 4,50,000
Purchases 26,00,000
Sales 31,00,000
Furniture 1,00,000
Sundry Debtors 4,00,000
Freight and Octroi 4,6,000
Trade Expenses 5,000
Salaries 55,000
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Rent 24,000
Advertising Expenses 50,000
Insurance Premium 4,000
Commission 13,000
Discount 2,000
Bad Debts 16,000
Provision for Bad Debts 9,000
Creditors 2,00,000
Cash in hand 52,000
Bank 58,000
Goodwill (at cost) 2,00,000
41,22,000 41,22,000,
Adjustments:

(a) Stock on 31st March, 2013 was valued at ¢ 5,30,000.

(b) Salaries have been paid only for 11 months.

(c) Unexpired insurance included in the figure of ¢ 4,000 appearing in trial balance is ¢ 1,000.

(d) Commission earned but not yet received amounting to ¢ 1,220 is to be recorded in books of account.
(e) Provision for bad debts is to be brought upto 3% of sundry debftors.

() Manager is to be allowed a commission of 10% of net profits after charging such commission.

(9) Furniture is depreciated @10% per annum.

(h) Only 1/4th of advertising expenses is to be written off.

Prepare trading and profit and loss account for the year ended 31st March, 2013 and balance sheet as on
that date. Also show adjustments entries and closing entries.

Solution:
Mr. Amar
Trading and Profit and Loss Account
for the year ended 31st March, 2013
Dr. Cr.
Particulars 4 4 Particulars 4 ¢
To Stock (1.4.2012) 4,50,000 | By Sales 31,00,000
To Purchases 26,00,000 | By Closing Stock 5,30,000
To Freight & Octroi 46,000
To Gross Profit
transferred to P&L a/c 5,34,000
36,30,000 36,30,000
To Trade Expenses 5,000 | By Gross Profit
To Depreciation 10,000 | transferred from
trading A/c 534,000
To Salaries 55,000 Commission 1,300
Add: Outstanding 5,000 60,000 | Add: Commission
To Rent 24,000 | earned but not
To Advertising received 1220 14,220
Expenses 50,000
Less: Amount C/f 37,500 12,500
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Particulars ¢ ¢ Particulars 4 ¢
To Insurance Premium 4,000
Less: Unexpired
Insurance 1.000 3,000
To Discount 2,000
To Provision for Bad
3
12,000
Add: Bad Debts 16,000
Less: Old provision 9,000 19,000
To Commission
payable to Manager 37,520
To Net Profit
transferred to Capital
Account 3,75,200
5,48,220 5,48,220
Balance Sheet as on 31% March, 2013
Liabilities ¢ ¢ Assets ¢ ¢
Capital Fixed Assets:
Opening Balance 800,000 Goodwill 2,00,000
Add: Net profit 3,75,200 Furniture 100,000
Less: Drawings 60,000 11,15,200 | Less: Depreciation 10,000 90,000
Creditors 2,00,000 | Current Assets:
Outstanding Salary 5,000 | Unexpired Insurance 1,000
Commission Payable to Unexpired advertising
Managers 37,520 | expenses 37,500
Commission earned
but not received 1,220
Stock 5,30,000
Sundry Debtors 4,00,000
Less: Provision for bad
debts 12,000 | 3,88,000
Cash at bank 58,000
Cash in hand 52,000
13,57,220 | 1,35,7220
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Journal Book
Adjustment Entries

Particulars

¢

Stock Account Dr.

To Trading Account

(Being closing stock credited to trading account)

Salaries Account Dr.
To Salaries Outstanding Account

(Being the amount of salaries outstanding on 31st March,
2013)

Unexpired Insurance Dr.

To Insurance Premium Account

(Being the amount of unexpired insurance premium as on 31st
March, 2013)

Commission Earned But not Received Dr.

To Commission Account

(Being the amount of commission earned but not received till
31st March, 2013)

Bad Debts Account Dr.

To Provision for Bad Debts Account

(Transfer of bad debts to provision for bad debts)

Profit and Loss Account Dr.

To Provision for Bad Debts Account

(Being credit given to provision for bad debts to make its
balance 3% of ¥ 40,000)

Profit and Loss Account Dr.

To Commission Payable to Manager

(Being commission payable to manager @10% of net profits
remaining after charging such commission)

Depreciation Account Dr.

To Furniture Account

(Being the amount of depreciation provided on furniture
@10% per annum)

Unexpired Advertising Expenses Account Dr.

To Advertising Expenses Account

(For advertising expenses carried forward to next year)

530,000

5,000

1,000

1,220

16,000

19,000

37,520

10,000

37,500

5,30,000

5,000

1,000

1,220

16,000

19,000

37,520

10,000

37,500
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Closing Entries:

Particulars 4 4
Trading Account Dr. 30,96,000
To Stock Account (1.4.2012) 4,50,000
To Purchases Account 26,00,000
To Freight & Octroi Account 46,000

(Transfer of various nominal accounts showing debit balances

to trading account)

Sales Account Dr. 31,00,000
To Trading Account 31,00,000

(Transfer of sales account to trading account)

Note: Entry for closing stock has already been passed by way

of adjustment
Trading Account Dr. 5,34,000
To Profit and Loss Account 5,34,000

(Transfer of gross profit from trading account to profit and loss

Account)

Profit and Loss Account Dr. 1,16,500
To Trade Expenses Account 5,000
To Salaries Account 60,000
To Rent Account 24,000
To Advertising Expenses Account 12,500
To Insurance Premium Account 3,000
To Discount Account 2,000
To Depreciation Account 10,000

(Transfer of various nominal accounts showing debit balances

to profit and loss account)

Commission Account Dr. 14,220
To Profit and Loss Account 14,220

(Transfer of credit balance in commission account to profit and

loss Account)

Profit and Loss Account Dr. 3,75,200
To Capital Account 3,75,200

(Transfer of net profit to capital account)

Note: Profit and Loss Account has already been debited in respect of provision for bad debts and commission
payable to manager. Refer to adjustments entries.

lllustration 3:

Following are the balances in the ledger of Mr. Patel for the year ended 31st March, 2013:

¢
Stock (1.4.2012):
Raw materials 1,00,000
Semi-finished goods 50,000
Finished goods 2,60,000
Purchases:
Raw materials 8,00,000

Finished goods 1,70,000



Carriage inwards on raw materials

Manufacturing wages
Salary of the supervisor
Rent of the factory

Gas and water

Return of raw materials
Fuel and coal

Factory power

Fire insurance

Sales returns

Depreciation on factory building

Stock on 31.3.2013:
Raw materials
Semi-finished goods
Finished goods

Sales

Carriage outwards

Office salaries
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Manufacturing Account
for the year ended 31st March, 2013

30,000
1,00,000
36,000
70,000
30,000
13,000
33,000
1,25,000
13,000
1,20,000
12,000

80,000
1,30,000
2,20,000

22,00,000

35,000

1,650,000

Prepare manufacturing account and trading and profit and loss accounts for the year ended March, 2013.

Dr. Cr.

Particulars 4 4 Particulars 4 ¢
To Opening stock: By Closing stock:

Raw materials 1,00,000 Raw materials 80,000

Semi-finished Goods 50,000 1,50,000 Semi-finished goods | 1,30,000 2,10,000
To Purchases 8,00,000 By Cost of production
Less : Returns 13,000 | 7,87,000 transferred to
Trading Account 11,76,000
To Carriage on raw
materials 30,000

To Manufacturing

wages 1,00,000
To Factory expenses:

Salary of supervisor 36,000

Rent of factory 70,000

Gas and water 30,000

Fuel and coal 33,000

Factory power 1,25,000

Fire insurance 13,000

Depreciation 12,000 3,19,000

13,86,000 13,86,000
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Trading and Profit and Loss Account
for the year ended 31st March, 2013

Dr. Cr.
Particulars ¢ Particulars ¢
To Opening stock of finished By Sales 22,00,000
goods 2,60,000 | Less: Returns 1,20,000 20,80,000
To Cost of production transferred By Closing Stock of finished
from Manufacturing Account 11,76,000 goods 2,20,000
To Purchases 1,70,000
To Gross Profit ¢/d 6,94,000
23,00,000 23,00,000
To Carriage outwards 35,000 | By Gross Profit b/d 6,94,000
To Office salaries 1,50,000
To Net Profit transferred to
Capital A/c 5,09,000
6,94,000 6,94,000

lllustration 4:

From the following particulars of Mr. Murthy, prepare Manufacturing, Trading and Profit and Loss Accounts for
the year ended 31.3.2013 and the Balance Sheet as on the date after making necessary adjustments:

<000
Capital (1.4.2012) 2,500
Drawings account 700
Sundry creditors 800
Discount received 702
Bank overdraft 4,000
Provision for bad and doubtful debts 60
Purchases returns 53
Sales 6,750
Sales returns 8.6
Stock of finished goods (1.4.2012) 900
Plant and machinery (including machinery for ¥ 50,000 purchased on 1.1.2013) 1,700
Furniture 1,500
Building 1,500
Purchases 302,3
Sundry debtors 1,100
Manufacturing wages 6,000
Manufacturing expenses 5,000
Carriage inwards 400
Carriage outwards 420
Bad debts 150

Salaries 280
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Interest and bank charges (Dr.) 12.6
Discount allowed 15
Insurance (Dr.) 30
Cash at bank 14
Cash in hand 3
Stock of finished goods (31.3.2013) 755

The following adjustments are to be made:
(i) Interest on capital at 10% p.a. (no interest is to be provided on drawings)
(i) Outstanding expenses:

¢

(a) Salaries 100

(b) Manufacturing wages 5

(c) Interest on bank loan 100

(iv) Pre-paid expenses: 4
(a) Insurance 100

(b) Salary 5

(v) Provision for bad and doubtful debts at 10% on debtors.

Furniture costing ¢ 50,000 was sold for € 35,000 on 1.4.2012 and this amount was later credited to furniture
account.

Solution:
Mr. Murthy
Manufacturing, Trading and Profit and Loss Account
as on 31st March, 2013
Dr. Cr.
Particulars <000 <000 Particulars <000 <000
To Purchases 3,023 By Trading Account
Less : Returns 53 2,970 (transfer of cost of goods
produced) 42475
To Carriage inwards 40
To Manufacturing
wages 600
Add: Outstanding 5 605
To Manufacturing
expenses 500
To Depreciation on
Machinery 132.5
4,247.5 4,247.5
To Opening stock 90,000 | By Sales 6,75,000
Less: Returns 860 6,741.4
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Particulars <000 <000 Particulars <000 <000
To Manufacturing A/c By Closing Stock 755
(cost of goods
produced) 42475
To Gross profit ¢/d 2,348.9
7,496.4 7,496.4
To Salaries 28,000 By Gross Profit b/d 2,348.9
Add : Outstanding __10 By Discount 70.2
290
Less : Pre-paid 5 28.5
To Interest and bank
charges 12.6
Add : Outstanding 100 22.6
To Discount allowed 15
To Insurance 300
Less : Pre-paid __100 200
To Carriage outwards 42
To Provision for bad
Debts 65
To Lossonsale
of furniture 15
To Depreciation on:
Building 3,750
Furniture 1,350 51
To Interest on capital 250
To Net profit
transferred to
capital account 1,653.5
2,419.1 2,419.1
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Mr. Murthy
Balance Sheet as on 31st March, 2013
Liabilities <000 <000 Assets <000 <000
Capital 2,500 Fixed Assets:
Add: Profit 1,653.5 Building 1,500
Interest 250 Less: Depreciation 37.5 1,462.5
4,403.5 Plant and machinery 1,200
Less: Drawings __700 3,703.5 | Add: Additions 500
Current Liabilities: 1,700
Bank overdraft 400 | Less: Depreciation 132.5 1,56705
Sundry creditors 800 | Furniture 185
Outstanding expenses: Less: Cost of
Salaries 10 furniture disposed of
Manufacturing wages 5 during the year 50
Interest on bank loan 10 25 | Less: Depreciation 135 121.5
Current Assets:
Stock 755
Debtors 1,100
Less: Provision for
bad and doubtful
debts 110 990
Cash at bank 14
Cash in hand 3
Pre-paid expenses:
Insurance 10
Salary 5 15
4,928.5 4,928.5
Working Note:
(i) Provision for bad and doubtful debts:
4
Provision required 11,000
Add: Bad debts 1,500
12,500
Less: Existing provision _6.,000
_6.500

(i) Book value of furniture sold has been deducted for calculating depreciation.
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LESSON ROUND UP

— Final accounts are the end product of financial accounting process. It consists of trading and profit loss
account and balance sheet

— Manufacturing account shows cost of production; trading account shows the gross profit or gross loss

while profit and loss account shows the net profit earned or net loss suffered by the organization
during a particular period.

— Balance sheet discloses the financial position i.e. the balances of assets, liabilities, and capital of the
business as on a particular date.

— Balance sheet is prepared with assets on the right hand side and liabilities on the left hand side.

— Assets and liabilities are classified into fixed and current and are shown in the balance sheet either in
the order of liquidity or permanence

— Adjustment entries are passed at the end of the accounting period in order to adjust various nominal
accounts to find out the correct profit or loss.

— Closing entries are journal entries required for transferring all accounts relating to expenses and gain
to trading and profit loss account.

GLOSSARY

Closing Stock Unsold stock at the end of the accounting period

Contingent These liabilities depend on the happening of certain events.

Liabilities

Intangible Fixed assets which cannot be seen or touched.

Assets

Outstanding Expenses which have been incurred during the year but payment in respect of which
or Accrued has not been made.

Expenses

Unexpired or Expenses which have been paid in advance and whose benefit will be available in
Prepaid future.

Expenses

Accrued Income Income which has been earned by the business during the accounting year but which
has not become due and hence has not been received.

Income Received The revenue which remains received in advance (unearned) at the end of the
in Advance accounting period.

SELF-TEST QUESTIONS

1. The following are the balances taken from the books of Mr. Atma Ram:
Balances on 31st March, 2013

4
Atma Ram'’s capital 300
Atma Ram’s drawings 50
Furniture and fittings 26
Bank overdraft 42

Creditors 133
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Business premises 200
Stock on 1st April, 2012 220
Debtors 186
Rent from tenants 10
Purchases 1,100
Sales 1,500
Sales returns 20
Discount-debit 16
Discount-credit 20
Taxes and insurance 20
General expenses 40
Salaries 90
Commission-debit 22
Carriage on purchases 18
Provision for bad and doubtful debts 6
Bad debts written off 8

Stock on hand on 31st March, 2013 was estimated at ¥ 200 thousand. Rent

% 3 thousand, is still due from the tenant. Salaries, X 7.5 thousand are as yet unpaid. Write off bad debts % 6
thousand and depreciate business premises by ¥ 300 and furniture and fittings by ¥ 266. Make a provision
of 5% on debtors for bad and doubtful debts and provision of 2% for discounts. Allow interest on capital at 5
per cent and carry forward % 7 for unexpired insurance. The manager is entitled to a commission of 10% on
profits remaining after charging his commission.

Prepare Trading Account, Profit and Loss Account and Balance Sheet on 31st March, 2013.
Hints: Suspense Account (difference in trial balance) = 500.
[Ans : G.P = 342 thousand, N.P. = 132.2 thousand, B/s Total = 5697.92 thousand].

2.Below is the trial balance of Suresh as at 31st March, 2013.

Debit Balance 3 Credit Balance 3
Suresh’s Current Account 150 Capital Account 5,000
Adjusted purchases 69,920 Loan from Mohan @9%
Salaries 420 (taken on 1st October, 2010) 2,000
Carriage on purchases 40 Sales 72,000
Carriage on sale 50 Discount 50
Lighting 30 Sundry creditors 2,000
Rates and insurance 40
Buildings 2,700
Sundry debtors 800
Furniture 600
Cash in hand 25
Cash at bank 150
Stock (31st March, 2011) 6125

81,050 81,050

Rates have been prepaid to the extent of ¥17.5 thousand. Bad debts totaling ¥ 50 thousand have to be
written off. A provision for doubtful debts @5% on debtors is necessary. Buildings have to be depreciated
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at 2% and furniture @10%. The manager is entitled to a commission of 5% of net profits before charging
such commission.

You are required to prepare the profit and loss account for the year ended 31st March, 2013 and the
balance sheet as on that date.

[Hints: (a) The trial balance gives “Adjusted Purchases”. It means that the opening stock has already been
transferred to the Purchases Account and has thus been closed. Further, entry for closing stock has
already been passed by debiting the Closing Account and crediting Purchases Account. That is why closing
stock appears in the trial balance. It will now be shown in the Balance Sheet and not in the Trading Account
since Purchases already stand reduced.

(b) There is a loan of Mohan @ 9% taken in October, 2012. The trial balance makes no mention of any
interest being paid to him. Hence, interest @9% must be provided for six months i.e. from October 2012 to
March 2013.]

[Ans.: G.P. = 2,040 thousand, N.P. =1212.2 thousand, Total B/S =10,216 thousand].

3.The following figures were taken from the books of Amar on 31st March, 2011.

¢’ 000 000
Cash at bank 2640 Royalties received 40
Cash in hand 3 Trade and general expenses 502
Sales 26,123 Reserve on patents 500
Stock (1st April, 2010) 2,741 Interest on loan 124
Sales returns 330 Repairs 84
Discount (Dr.) 638 Sundry creditors 2,078
Bills receivable 182 Buildings 95,82
Sundry debtors 5,272 Patent rights 5,000
Depreciation 478 Loan (raised on
Purchases 18,403 mortgage of buildings) 4,500
Discount on purchases 3,90 Agent’s commission 650
Wages 1,404 Bad debts 190
Provision for bad debts 540 Plant and machinery 3,000
Provision for discounts Capital 20,000
on debtors 197 Drawings 3,000
Advertising 100
Carriage 45

In addition, the following information is given:
(a) Stock on 31st March, 2011 was ¥ 3225 thousand.

(b) The stock includes materials worth ¥ 225 thousand for which bills had not been received and,
therefore, not accounted for yet.

(c) During the year, a sum of ¥ 300 thousan