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unit 1 MEANING AND SCOPE OF
ACCOUNTING | |

1.1 Objectives N

1.2 Introduction

1.3 - Book-Keeping

1.4 Accounting

1.5 Development of Accounting

16 Objectives of Accounting

1.7 Need of Accounting

1.8 Types or Sub-Fields/Branches of Accounting Information

1.9 Persons/Parties Interested in Accounting
1.10 Basic Accounting Terminology
1.1 Summary

1.1 OBJECTIVES

At the end of this unit you shouid be able to :
» Understand the meaning of Book-Keeping and Accounting and differentiate
between the two. '

» Discuss the development. objective and need of accounting.

» Explian the branches of accounting.

« Categorise the persons/parties interested in accounting.

» Understand the basic accounting terminology such as, Business transaction,
Assets, Capital, Equity or Liability, Financial Statements, Accounting Equation,

" Goods, Cost, Purchases, Sales Purchases and Sales Returns, Stock, Expenses,

Losses, Profit, Debtors, Creditors, Receivables, Payables, Prop.rielor. Drawings,
Accounting year, Entry, Vouchers, Insolvent, Solvent, Gain, Expenditure.

1.2 INTRODUCTION

Accounting is a process of identifying, analyzing, summarizing and recording business
transactions, Accounting is the key function of any organization whether it is large or
small organization, making profits ‘or losses. It keeps track of the happening in the
business on day-to-day basis interms of business transactions and translates it into the
category of expenses, income, assets and liabilities etc.

From business administration perspective, it is necessary for the managers to
understand the process of acéounting. It will help them to understand the impact of
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their decision making'on the financial health of the organization. In this chapter, we

will study the various aspects of accounting to familiarize the students of the concept
and scope of accounting. '

1.3 BOOK-KEEPING

Meaning _ _
Book-keeping is the proper -and systematic keeping or maintenance of the
books of accounts. Book-keeping starts from the identification of business transactions.

{ These transactions must be supported by the documents and they must be financial in

nature. For example, selling goods for cash is an accounting transaction, because cash
is received and goods are going outside the business. The transaction will increase
cash and reduce goods. ' :
It will affect the finances of the business. There will also be documentary proof of
the transaction because cash memo must have been issued for sale. The book-keeper
after identification of the accounting transaction will record it in the proper books of
accounts. '
Definition

Book-keeping may be defined as the science and art of identifying and
recording accounting transactions systematically in the proper books of accounts.

According to North Cott, “Book-keeping is the art of recording in the books
of accounts the monetary aspect of commercial or financial transactions.”
Prof. R.N. Carter defines, “Book-keeping as the science and art of correctly
recording in the books of accounts all those business transactions that resufr
in the transfer of money or money’s worth.”

Book-keeping is concerned with the proper maintenance of the books of accounts -
i.e., journal, ledger, cash book and other subsidiary books. It is not concerned with
disclosing or interpreting the results of the business. Book-keeping involves the
following process :

1.4 ACCOUNTING

Accounting is an art of adennﬁ;mg, classifying, recording, summansmo and
interpreting business transactions of financial nature.

Definition of Accounting
In the words of Smith and Ashburne, “Accounting is a means of measuring
‘and reporting the results of economic activities.”

In the opinion of Bierman and Derbin, “Accounting may be defined as the
identifying, measuring, recording and communicating of financial information.”



Difference between Book-keeping and Accounting

‘| Points of difference

Book-keeping

Accounting

1. Objective

The objective of book-keeping
is to prepare original books of
accounts, It is restricted to journat,
subsidiary books and ledger
accounts only.

.business transactions.

Thie objective of accounting is to
record, analyse and interpret the

2, Scope

It has limited scope and is’

concerned with the recording of
business traansactions,

It has wider scope as compared
to book-keeping.

3. Level of work

It is restricted to low level of
work. Clerical work is involved
in it.

It is concerned with low level,
medium level and even top level
management. Low level clerks prepare
the accounts, medium level report it
and top level interpret it.

4. Mutual ,
dependence

Book-keeping is only the art
of recording transactions, so it
has to depend upon accounting
which makes it more meaningful
and purposeful.

Accounting is based upon book-
keeping which is its initial and vital
part. It depends upon book-keeping.

5. Result of the

business

It does not show the net result

of the financial position of

business.

- profit eamed and also about the assets

Accounting shows the net result
of the business. It tells us about the

and liabilities of the business.

I
6. Principles of
Accounting

In book-keeping, accounting
concepts and conventions are
followed.

The methods of reporting and
interpretation in accounting may vary
from firm to firm.

1.5 DEVELOPMENT OF ACCOUNTING

The role of accounting has changed from that of a mere record keeping during the
Ist decade of 20th Century to the present stage, when it is accepted as information
system and decision making activity.

The term accounting is becoming gradually broader. It is evident from definitions of -

accounting arranged in historical order :-

(i) 1941. The American Institute of Certified

accounting as

Public Accountants (AICPA) defined

The adrt of recording, classifying and summarising in a significant manner
and in terms of money transactions and events, which are in part, at leass,.
of a financial character and interpreting the result thereof.

(i) 1966. The American Accounting Association (AAA) defined accounting’ as :

The process of identifying, measuring and communicating economic information
to permit informed judgements and decisions by uses of the information.

Meaning. and Scope of
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(i)

1970. Accounting Principles Board (APB) and AICPA states :
The function of Accounting is to provide guantitative information primarily ,

financial in nature, about economic entities, that is intended to be useful in

making economic decisions.

The above statements about Accounting show that the role of Accounting is
gradually widening.
The role of accounting at present is assumed :

(i)
(i1)
(iid)

To provide information for judging management ability to utilise resources effectwely
in achieving goals.

To provide factual and interpretative inforrhation by disclosing underlying assumptions
on matters, subject to interpretation, evaluation, prediction or estimation and
To provide information or activities affécting society.

Accounting in this way, identifies business transactions, records them in proper
subsidiary books and journal proper and prepares ledger accounts. Trial balance
is prepared with the balance of ledger accounts and finally financial statements
are prepared, reported and communicated to parties concerned.

—

1.6

OBJECTIVES OF ACCOUNTING

Followings are the objectives of accounting :

1.

Maintaining proper record of business transaction. The main purpose of
accounting is to identify business transactions of financial nature and enter them
into appropriate books of accounts. Business transactions are classified as, assets,
liabilities, capital, revenues, expenses and accordingly passed through books. The
accounting records should be made properly and systematically, so that requisite
information may be obtained at a glance from the books of accounts.
Calculation of profit or loss. One of the main object of accounting is to
calculate the profit or loss of the business. Income statements are prepared with
the help of trial balance (prepared with the balances of ledger accounts). At the
end of accounting period, we prepare Trading Account and ascertain gross profit
or gross loss. Afterwards Profit and Loss Account is prepared to calculate net
profit or net loss. Accounting in this way, is the source to evaluate the performance’
of the business interms of profit.

Depiction of the financial position. At the end of accounting period, we
prepare position statement. The value of assets and liabilities are depicted in the
balance sheet, also known as position statement.

The assets side of the balance sheet shows the position of various asséts such
as cash in hand, cash at bank, sundry debtors, closing stock, building, machinery,
furniture, etc. The liabilities side shows creditors’ claim as creditors’ for goods,
bills payable, loans, outstanding expenses and proprietor’s claim as capital, net
profit and reserves. Balance Sheet is said to be a mirror, reflectlng the true
position of assets and liabiliiies on a particular date.

Providing effective control over the business. Accounting reveals the actual
performance of the business interms of production, sales, profit, loss, cost of
praduction and the book value of sundry assets. The actual performance can be
compared with the planned or desired performance of the business. It can also
be compared with the previous performance. Comparison reveals deviation in
terms of weaknesses and plus points. Causes responsible for the poor performance
are identified and efforts are made to remove them.. Causes responsible for
better performance are reinforced. Accounting, in this way, enables the management
to adopt effective control over the business.



5'

Making information available to various groups. Business, these days is a
social institution. In addition to the owners of the business various groups, such
as, creditors, lenders, investors, researchers, government and even workers and
consumers have an interest in the performance of business. Accounting makes
information available to all these interested parties. Proprietors have interest in
the profit or dividend, debenture holders, lenders and investors are concerned
with the safety of money advanced by them to the business and interest theréon.
Financial soundness of the business makes their loans secured.~Employees have
an interest in their increased wages and bonus. The object of the accounting is
to provide meaningful information to all these interested groups.

/

1.7

NEED OF ACCOUNTING

Replacing memory. Business transactions are innumerable, varied and complex,
as such it is quite impossible to memorise each and every transaction. Accounting
records these transactions in writing and thus.it is not necessary that the businessman
should memorise ajl the transactions. :

Assisting the performance of the business. Accounting keeps proper and
systematic record of ail business transactions. Income statements are prepared
with these records and we are able to know the profit eamed -and the loss
suffered by the business. Trading Account is prepared to find out gross profit or
loss of the enterprise. Net profit or net loss can be known by preparing Profit
and Loss Account. :

Assessing the financial status of the business. Financial position of the
business is displayed through position statement i.e., Balance Sheet of the business.
The statement is prepared at the end of the accounting year and reflects the true
position of assets and liabilities of the business on a particular date.

Documentary evidence. Accounting records can also be used as an evidence
in the court to substantiate the claim of the business. These records are based
on documentary proof. Every entry is supported by authentic vouchers. That is
why, the court accepts these records as evidence.

Assisting in realisation of debts. In ‘Accounts’ we prepare personal ledger
accounts of all the parties. The personal account shows the exact amount due
from the debtors. We can send the debtors their statement of accounts and thus
enable them to verify entries and also to make early payment of the amount due.
The account can also be used to prove the claim of the business against the
debtors in the court. ' ,

Facilitating the sale of the business. The position statement of the business
shows the value of assets and liabilities of the business. We can calculate the
‘Net Worth’-of the business on the basis of these statements. Accounting facilitates
in the calculation of the consideration for which the business should be soid.
Preventing and detecting frauds. The proper accounting system and effective
arrangement of internal check prevents leakage of goods and cash. In case,
cheating takes place, theft or embezzlement is made and fraud is committed,
accounting helps in detection of these losses and also fixes responsibility for it.
Proper accounting prevents employees from committing fraud.

Helpful to management. Accounting is useful to the management in various
ways. It enables the management to assess the achievements of its performance.
Actual performance can be compared with the desired performance or with the

Meaning and Scope of
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performance of previous years. The weaknesses of the business can be identified

and corrective measures can be applied to remove them. Various profitability,
sales and liquidity ratios can be calculated, the actual performance can be evaluated
and effective line of action can be decided for the future. Funds flow statement
can also be prepared to understand the additional funds earned during the year
and their application. '

1.8

TYPES OR SUB-FIELDS/BRANCHES OF ACCOUNTING
* INFORMATION |

ll

" top level employees. Accounting as such is Book-keeping plus preparation of .

Accounting has ‘at present three sub-fields or branches, mentioned as under:
Financial accounting, Accounting is a wider and comprehensive concept. It-is
an art of identifying, classifying, recording, summarising and interpreting business
transactions of financial nature. Accounting work involves low, medium and even

financial statements, reporting the results of the business and interpreting the

accounting information in the forms of ratios, funds and cash flow statements,

schedules, charts and diagrams.

Cost accounting. It is that branch of accounting, which deals with cost of
production and its various constituents. It is concerned with the classification,
allocation, recording, summarising and reporting current and prospective costs.
Cost accounting, Jike financial accounting serves the needs of proprietors, managers
and interested outsiders. Cost accounting is the systematic process of determining
unit cost at different levels of production.

Management acconnting. Management in the business is concerned with de¢ision
making for the efficient working of the enterprise, so management accounting is
a system to assemble and furnish the useful material and summarised accounting
information to the management, Management accounting as such is the effective
blending of financial and cost accounting together with financial management.
The ultimate end of management is to maximise profit at the minimum cost and
sacrifice. The management accounting serves as an effective tool for determining
right line of action in future.

1.9

'PERSONS/PARTIES INTERESTED IN ACCOUNTING

Persons interested in Accounting

Internal users
management and staft

External ysers

4
v . 4

Users having direct interest - . Users having indirect interest
(Owners/shareholders, investors, . (Regulatory agencies, researchers,
creditors, employees, customers, labour unions, stock exchanges,
lenders, management, tax anthorities) public and others.)




1. Internal users. Top, middle and bottom level of management executives are the
internal users of accounting information. They need it for making their decisions.
These users are interested in the profitability, operational efficiency and financial
soundness of the business. The top level management is concerned with accounting
information relating to planning, the middle level is interested in planning and
controlling and the lower level with operational affairs. '

2. External users. External users may have direct interest or indirect interest.

(i) External users having direct financial interest. The existing and the prospective
creditors and.investors have direct interest in the accounting information. The sources
of information for external users are financial statements and reports of directors and
auditors. Investors assess the financial worth of the business so that they may decide
about buying, selling or holding investment in the business. Creditors, such as banks,
lenders, debenture holders and financial institutions assess the risk involved in granting
loans to the business. .

(i) External users having indirect interest. These users, such as Department
of Company Affairs, Registrar of Joint Stock Companies, sales tax and income tax
authorities, labour unions, customers, stock exchanges, trade associations and others
are also interested in the affairs of the business. They have to make their own decision
on the basis of the financial reports of the business.

1.10 BASIC ACCOUNTING TERMINOLOGY a

Every subject has got its own terminology. Accounting, as a subject has got its
own terms. These terms have their specific meaning in Accounting and used to express
financial nature of the business.

1. Business Transactions .

The economic event that relates to a business entity is called business transaction.

Every business activity is not an Accounting activity. That is why, every activity
is not recorded in the books of accounting. We record only business {ransactions in
. Financial Accounting. The first step in the accounting process is the identification of
business transaction. Every activity of financial nature having. documentary evidence,
capable of being presented in numerical, monetary term causing effect on assets,
liabilities, capital, revenue and expenses is termed as business transactions.

Special features of business transactions are as under : .

(f) Business transactions must be financia! in nature.
(if) Business transactions must be supported by documentary evidence.
(it} Business transactions must be presented in numerical monetary terms.
(iv) Business transactions must cause an effect on assets, liabilities, capital, revenue
and expenses.

Business transactions as such refer to business activities involving transfer of
money or goods or services between two parties or two accounts. Purchase and sale
of goods, receipts of income. etc. are business transactions. Business transactions may
be both cash or credit.

2. Assets

The valuable thirgs owned by the business are known as assets. These are the

properties owned by the business. Assets are the economic resources of an enterprise

Meaning and Scope of
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‘which can be expressed in monetary terms. In the words of Prof. R.N. Anthony,

“Assets are valuable resources owned by a business which were acquired at a
measurable money cost.” The most important assets are :

(a) Fixed assets _

These assets are acquired for long term use in the business. They are not meant
for sale. These assets increase the profit earning capacity of the business. Expenditure
on these assets is not regular in nature. Land and building, plant and machinery,
vehicles and furniture, etc. are some of the examples of fixed assets.

{(b) Current assets

These assets, also known as circulating, fluctugting or floating assets. They
change their values constantly, In the words of Institute of Certified Public
Accountants, USA, “Current assets include cash and other assets or resources,
commonly identified as those which are reasonably expected to be realised in
cash or sold or consumed during the normal operating circle of the b:tlsinesé.”

It should be noted that certain assets, which are popularly known as fixed may prove °
to be current by virtue of their specific use such as :

(i) Land will be current assets in the hands of land developers and property
dealers. -

(ii) Building with the builders and property dealers.
(#if) Plant and Machinery with the manufacturers and dealers of plant and machinery..
(iv) Furniture with the furniture dealers and furnishers.

(v) Shares and Debentures with the dealers in securities.

It should be taken care of that assets meant for regular purchase and sale are
always current assets.

{¢) Fictitious assets .

Fictitious assets are those assets, which do not. have physical form. They do
not have any real value. Actually, they are not the real assets but they are called
assets on legal and technical ground. These assets are the revenue expenditure of
capital nature which are also termed as deferred revenue expenditure. The example
of these assets are loss on issue of shares, advertising suspense and preliminary
expenses, etc. Fictitious assets do not have real value, so they are written off in the
future. '

(&)} Tangible assets

Traditional View .. Assets having physical existence which can be seen and
touched are known as tangible assets. These assets are land, building, plant, equipment,
furniture, stock etc. - ‘

Alternative View : In a court testimony in USA, it was argued that tangible assets
should not be allowed to mean assets having physical construction only because there
are certain assets, such as cash, cash equivalent and receivables which do not have
physical construction but even then treated as tangible assets. It finally emerged that
all assets where revenue generation is certain should be treated as tangible assets.
The examples of these assets are building, plant, equipment, furniture, stock, receivable
cash, cash equivalents such as treasury bills, commercial papers and money market

Ifuncls.



On the other hand, in the case of assets like goodwill, patent or copyright the

revenue generation is assumed to be uncertain. That is why, they are put in the
category of intangible assets.

(e) lptangtble assets

These are the assets which are not normally purchased -and sold in the open

~ market such as goodwill and patents. It does not mean that these assets are never
purchased and sold. They may be purchased and sold in special circumstances. Payment
for patents can be made to reputed manufacturers of the country and abroad. Payments
for patents is mostly made in case of medicines. While purchasing the business of
other firms payment for goodwill is made. Goodwill may also be raised in case of

admission or retirement of partner, It is also preferable to write off goodw:ll and -

patents accoumts and not to show in the balance sheet.
() Wasting assets

Assets, whose value goes on declining wnh the passage of time are known as
wasting assets. Mines, patents and assets taken on lease are its examples.
(g) Liquid assets

Liquidity refers to convertibility in cash. Liquid assets, therefore are those assets,
which can be converted into cash at short notice. The examples of liquid assets are
cash in hand, cash at bank, debtors, bills receivable, etc. In other words, liquid assets
are current assets less stock ie.,

Liquid Assets = Current Assets — (Stock + Prepaid Expenses) °

3. Capltal

It is that part of wealth which is used for further production and thus capital
consists of all current assets and fixed assets. Cash in hand, cash at bank, building,
plant and fumiture, etc. are the capital of the business. Capital need not necessarily
be in cash. It may be in kind also. Capital may be classified as follows.
(a) Fixed capital

The amount invested in acquiring fixed assets is called fixed capital. The money
is blocked in fixed assets and not available to meet the current liabilities, The amount
spent on purchase or extension or addition to the. fixed assets is fixed capital. Plant
and machinery, vehicle, furniture and building, etc, are some of the examples of fixed
capital.
(&) Floating capital

Assets purchased with the intention of sales, such as stock and investments are
termed as floating capital.

(c) Working capital

The part of capital available with the firm for day-to-day working of the business -

is known as working capital. Sufficient funds are required for purchasing goods and
incurring direct and indirect expenses. Operational expenses are met with working
capital. Current assets and current liabilities constitute working capital. Current assets
consist of cash in hand, cash at bank, bills receivable, debtors, stock in hand, efc. and
creditors, bills payable, short term loan, income received in advance and outstanding
expenses are the current liabilities. Working capital can also be expressed as under :

Working Capital = Current Assets ~ Current Liabilities

Meaning and Scope of
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4, Equity or Liability . .
Liabilities are the obligations or debts payable by the enterprise in future in the

form of money or goods. It is the proprietors’ and creditors’ claim against the assets

of the business. Creditors may be classified as creditors for goods and creditors for
expenses. The business should have sufficient current assets to meet its current
liabilities and reasonable amount of fixed assets to meet its fixed liability, Liabilities can
be classified as under :

Classification of Lighility

T

Liability to Owners or Liability to Creditors
Owners Equity (Capital) or Creditors Equity

v - b -

L Creditors for goods Creditors for Joan J Creditors for expenses

Note. Accountants in USA use the term equity to denote liabilities and capital.

o (a) Liability to owners. It is the owner’s clainr against the assets of the business,
generally known as capital. It is technically known as internal equity or shareholder’s

funds. It may also be expressed as under :

Owner’s equity or Internal equity = Capital + Profit earned + Retained earning
(Shareholders” funds) + Undistributed profit + Interest on Capital
: | — Drawings ~ Expenses.

(b) Creditors’ equity. It is creditors’ claim against the assets of the business.
These creditors may be creditors for goods and creditors for expenses :

(i) Creditors for goods. Business has to purchase goods on credit, so the suppliers of
goods to the business on credit are known as creditors for goods. They may be called
as creditors and bills payable. _

(i) Creditors for loan. These creditors are the parties, banks and other financial
institutions. The liability is named as Bank loan, Bank overdraft, Loan from Industrial

_Finance Corporation, Industrial Development Bank of India and World Bank.

(iii) Creditors for expenses. Certain expenses may concern the accounting period but
may remain unpaid. These expenses may be outstanding salaries, rent due and vages -
unpaid. It is the current liability of the business.

- Liabilities can also be classified as fixed, current and contingent liabilities.

(a) Fixed liability. These liabilities are paid after a long period. Capital, loans,
debentures, mortgage, etc, are its examples. These are not current liabilities.

(b) Current liabilities. Liabilities payable within a year are termed as current
liabilities. The value of these liabilities goes on changing. Creditors, bills payable and
outstanding expenses, etc. are current liabilities.

{¢) Contingent liabilities. These are not the real liabilities. Future events can only
decide whether it is really a liability or not. Due to their uncertainty, these liabilities
are termed as contingent (doubtful) liabilities. Is yportant examples of contingent liabilities
are as under :



() Value of bills discounted.
(if) Cases pending in the court of law.
(fi) Guarantees undertaken. , )

The value of contingent liabilities is not shown in the amount column at the
liabilities side of balance sheet. It is clearly mentioned as a.note inside/outside the
balance sheet.’ _

Liabilities are also classified as long term liabilities and short term liabilities :
(a) Long term liabilities. Liabilities payable after a period of one year such as term

loans and debentures are long term liabilities.
(b) Skort term liabilities. Obligations payable within a period of one year, such as
creditors, bills payable and _ovcrdraft, etc., are short term liabilities.
5. Financial Statements/Final Accounts '
Statements prepared by an.enterprise at the end of accounting year to assess the

status of income and assets is termed-as Financial Statement/Final Accounts. It is

categorised as Income Statement and Position Statement traditionally known as Profit
and Loss Account and Balance Sheet.
6. Accounting Equation

Accounting rotates around three basic terms. These terms are Assets, Liabilities
- and Capital. The true inter-relationship between these terms is represented as Accounting
Equations i.e.,

Assets = Liabilities + Capital

7. Goods _ _ ,

Articles purchased for sale at profit or processing by the business or for use in
the manufacture of certain other goods as raw material are known as goods, In other
words, goods are the commodities, in which the business deals. Furniture will be goods
for the firm dealing in furniture but it will be an asset for the firm dealing in stationery.
Americans use the term ‘merchandise’ for goods. ‘

- 8. Cost _
Expenditures incurred in acquiring, manufacturing and processing goods to make

it sale worthy are termed as cost of goods. It includes purchases of tradeable goods,.

raw materials and direct expenses incurred in acquiring and manufacturing goods.

9. Purchases

In its routine- business, the firm has to either purchase finished goods for sale or
purchase of raw material for the manufacture of the article, being sold by the firm.
The acquisition of these articles are purchases. The purchases of 10,000 metres of silk
by Shyam, a cloth merchant is termed as purchases in the business. In the same 'way,
the purchases of ten fans by Ram, a dealer in electrical appliances for use in the
cooler being assembled in his factory will also be the purchases. It is immaterial
whether goods have been p'urchased for cash or on credit. They may be purchased
within the country or imported from abroad. Purchases of assets, are not the purchases
in accounting terminology as these assets are not meant for sale.

Proper, complete and systematic record of ‘the purchases is essential as the cost
price of goods is based upon it. Purchases must be made at competitive rates.

L4
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10, Sales
The ultimate end of the goods purchased or manufactured by the busmess is.their

sales,. It includes both cash and credit sales. In accounting terminology, sales

means the sale of goods, never the sale of assets, sales should have a regular feature.
The sales of ten sofa sets by Wasim, a furniture is sales but sale of old furniture by
Jai, a stationery dealer will' not be a sale, Sales may be effected within the country
or exported abroad. :

The maintenance of proper and complete record of sales is necessary, because the
profit or loss is associated with the amount of sales, It should be the sincere effort
of every business to purchase goods at competitive rates and make sales at reasonably
higher rates to earn more profit.

11. Purchases return or Returns outward

It is that part of the purchases of goods, which is returned to the seller. This return
may be due to unnecessary, excessive and defective supply of goods. It may also
result, if the supplier violates the terms and conditions of the order and agreement. In
order to calculate net purchases, purchases return is deducted from purchases. Purchases
returns are also known as returns outward, because it is the return of goods outside
the business.

12, Sales return or Returns inward

It is that part of sales of goods which is actually returned to us by purchasers. This
return may also be due to excessive, unnecessary and defective supply of goods or
violation of terms of agreement. Sales return, also known as returns inward is deducted
from sales, in order to calculate net.sales.

13. Stock

The goods available with the business for sale on a particular date is termed as
stock. It varies i.e., increases or decreases and goes on changing. In accounting, we
use the term stock widely as opening and closing stock. In case of business which is
being carried on for the last so many years, the value of goods on the opening day
of the accounting year is known as opening stock. In the same way, the value of goods
on the closing day of the accounting year will be closing stock. For example, Naresh
and Sons started their business on Jan. 1, 2006 and decided to close their books on
3ist December every year. The firm will not have any opening stock on Jan, 1, 2006,
because the business did not exist before Jan. 1, 2006. If the firm has goods worth

‘Rs. 50,000 on 31st December, 2006, it will be the closing stock on this date. On

January 1, 2007, the closing stock of December 31, 2006 will be the opening stock of
the year 2007. It should always be kept in mind that stock is valued at cost price or
market price, whichever is lower. ;

In case of manufacturing enterprises stock is clasmﬁed as under :

(i) Stock of raw material, Raw material required for manufacturing of the product
in which the business deals is known as stock of raw material. Cotton in case
of cotton mill is its example. '

() Work-in progress. It is the stock of partly finished or partly manufactured
goods just as price of thread and unfinished cloth in case of cotton mill.

(i) Stock of finished goods. Manufactured and finished goods ready for sale are
_known as stock of finished goods. Finished cloth is its example.



14. Expenses

Expenses are cost incurred by the business in the process of eatning revenues:
Generaling income is the foremost objective of every business. The firm has to use
certain goods and services to produce articles, sold by it. Payment for these goods and
services are called expenses. Cost of raw material for the manufacture of goods or
the cost of goods purchased for sale, expenses incurred in manufacturing or acquiring
goods, such as wages, carriage, freight and amount spent for selling and distributing
goods such as salaries, rent, advertising and insurancz, etc. are known as expenses
in accounting terminology. According to Finney and Miller, “Expense is the cost of
use of things or services for the purpose of generating revenue. Expenses are
voluntarily incurred to generate income”.

15. Losses .

Losses are unwanted burden which the business is forced to bear. Loss of goods
due to theft or fire, or flood or storm or accidents are termed as iosses in accounting.
Losses are different from expenses in the sense that expenses are voluntarily incurred
to generate income where Josses are forced fo bear,

Losses may be classified as normal and abnormal, Normal loss i due to the
inherent weakness in the commodities i.e., coal. cement, oil, ghee, ice, petrol. There
will be shortage in their weight due to leakage, meltage, evaporation, spoilage and
wastage during the journey. Abnormal loss on the other hand, is an extra ordinary loss
due tc ezrthjuake, fire, flood, storm, theft and accidents.

Losses adversely affect the profit of the business, so it should be the sincere effort
of every firm to adopt preventive measures to minimise losses. -

16. Profit .

Excess of revenue over expense is termed as profit. In other words, excess of sale
proceeds over cost of goods sold is income. Here, sales means net sales i.e., sales
less sales return. Cost of goods sold, aiso known as cost of sales is opening stock plus
net purchases plus direct expenses less closing stock. Incomé must be regular in
nature. It must concern routine activitics of the busmess Tt is always the part of
revenue receipt. It must relate to the business of the current year. It is shown at the
credit side of profit and loss A/c. Profit is generated through business activities.

17. Income

Increase in the net worth of the enterprise either from business activities or other

activities is termed as income. Income is a wider term, which includes profit also.
From accounting point of view, income is the positive change in the wealth of the
enterprise over a period of time. :
18. Debtors

The term ‘debtors’ represents the persons or parties who have purchased goods
on credit from us and have not paid for thz goods sold to them. They still owe to the
business. For exan\lple, if goods worth Rs. 20,000 have been sold to Suresh, he will
continue to remain the debtor of the business so far as he does not make the full
payment. In case, he makes a payment of Rs. 16,000, he will remain to be debtor for
Rs. 20,000 - Rs. 16,000 = Rs. 4,000. .

In case, the firm is a service institution and the payment for service still remains
to be realised, beneficiaries of the service will also be known as ‘debtors’.
19. Creditors

In addition, to cash purchases-the firm has to make credit purchases also. The
sellers of goods on credit to the firm are known as its creditors for goods. Creditors
. are the llablhty of the business. They will conlmue to remain the creditors of the firm

Meaning and Scope of
Accounting
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0 far the full paymcnt is not made to them. Liability to creditors will reduce with the
payment made to them.

Creditors may also be known as creditors for expenses, In case, certain expenses
such as salaries, rent, repairs, etc. remain unpaid during the accounting period, it will
be termed as outstanding expenses. Parties rendering these services will be our
creditors, Creditors are current lability so the firm should have sufficient current
assets to make their timely payment. '

20. Receivables

Receivable means, what business has to receive from outside parties on revenue
account. When we sell’ goods on credit, purchasers are known as debtors. Certain
debtors accept bills drawn by us and become part of bills receivable. The total of
Debtors and Bills Receivable is known as Receivables. These are current assets and
realised within a year. Receivables are shown at the assets side of the Balance Sheet.

21. Payables

Payable means, what the business has to pay to outside partles When we purchase
goods on credit, sellers are known as creditors. We accept bills drawn by certain
creditors, which becomes a part of Bills Payable. The tota! of Creditors and Bills
Payable is termed as Payables. It is shown at the liabilities side of the Balance Sheet.

22. Proprietor

An individual or group of persons who undertake the risk of the business are
known as proprietor. They invest their funds into the business as capital. Proprietors
are adventurous persons who make arrangement of land, abour, capital and organisation.
They pay wages to labour, rent to land, interest to capital and satary to organisation.
After meeting all the expenses of business, if there remains any surplus, it is known

| as profit. The proprietor is rewarded with profit for the risk undertaken by him. If

expenses exceed revenue the deficit is a loss to be borne by the proprietor.

In case of profit, proprietor’s capital increases and in case of loss the capital
decreases. Proprietor is an individual in case of sole trade, partners in case of partnership
firms and shareholders in case of company.

23. Drawings

Amount or goods withdrawn by the proprietor for his private or personai use
is termed as drawing. The cost of using business assets for private or domestic use
is also drawing. Use of business car for domestic use or use of business premises for
residential purpose is also drawing. Acquiring personal assets with business fudds is
also .drawing. Certain exampies of drawings are as under :

({) Amount withdrawn by proprietor for personal use.
(i) Goods taken by the proprietor for domestic use.
(ifi) Parchasing pocket transistor for proprietor’s son.
(iv) Using business vehicles for domestic use.

(v) Using business premises for residential purpose.

24, Accounting Year

Books of accounts are closed annually. From the balances of different ledger
accounts we prepare income statement and position statement. Income statement

! shows gross and net income of the business. Position statement, traditionally known

as Balance Sheet is a mirror, which reflects the true value of assets and liabilities on
a particular date. There is no legal restriction about the accounting year of sole
proprietorship and partnership firm. They may adopt the accounting year of their
choice. It may be between January 1st to December 31st of the same year or July
ist of the year to June 30th of the next year or between two Diwalis or even financial



year, i.e., April 1st to March 31st of the next year. The only restriction is that the
accounting period must consist of 12 months.

Companies must adopt financial year as their accounting year.

25. Entry
An entry is the systematic record of business transactions in the books of accounts.

While passing entries, the principle ‘every debit has got its corresponding credit’ is -

adopted. Different accounts are debited and credited in the entry with the same
amount. '

26. Vouchers _

Accounting transactions must be supported by documents. These documentary
proofs in support of the transactions are termed as vouchers. It may be a receipt, cash
memo. invoice, wages bill, salaries bill, deeds or any document as an-evidence of
transaction having taken place. The contents of vouchers are date, amount paid,
purpose of the payment, payment passed by competent authority, payment made and
cancelled. Vouchers.are the basis of accounting records. They facilitate accounting.
Vouchers are also used for verification and auditing of business records. Vouchers
may also be used for detecting embezzlement and frauds. '

27. Insolvent

All business firms who have been suffering losses for the last many years and are
not even capable of meeting their liabilities out of their assets are financially unsound.
Only the court can declare the business firm as insolvent if it is satisfied that the
continuation of the firm wil} be against the interest of the public or creditors. No firm.
can declare itself as insolvent. In case of solvency, the assets of the business are sold
and liabilities paid with the funds realised from the sale of assets. If the funds realised
fall short of the liabilities creditors are paid proportionately. )

28. Solvent _

Solvent are those persons and firms who are capable of meeting their liabilities out
of their own resources. Solvent firms have sufficient funds and assets to m ietors’
and creditors’ claim. Solvency shows the financial soundness of the business.

29. Gain .

Change in the net worth (equity) due to change in the form and place of goods
and holding of assets for a long period, whether realised or unrealised is termed as
gain. It may either be of capital nature or revenue nature or both.

30. Expenditure _ _

Expenditure is the amount of resources consumed. It is long term in nature. It is
the benefit to be derived in future. It is the amount spent for the purchase of assets.
Expenditurcs can be made through cash, or exchanged for other assets or commodities
or a promise to make the payment is made. Expenditures increase the profit earning
capacity of the business and profit is expected from them in future. Expenditures are
incurred to acquire assets of the business. '

1.11 SUMMARY

Book-Keeping _

Proper and systematic keeping or maintenance of the books of accounts is known
as Book-Keeping. ' '
Accounting .

It is a means of measuring and reporting the results of economic activities.

Meaning and Scope of
Accounting -
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" Points of difference between Book-Keeping and Accounting

(1) Objective (2) Scope (3) Level of work (4) Mutual dependence (5) Resuit
of the business (6) Principles of Accounting.
Development of Accounting |

The role of accounting has changed from that of a mere record keeping during the

Ist decade of 20th Century to the present stage, when it is accepted as information
system and decision making activity. ‘
Objectives of Accounting _

(1) Maintaining. proper record of business transactions (2) Calculation of profit or loss (3)
Depiction of the financial position (4) Providing effective control over the business (5)
Making information available to various groups.

Need of Accounting

(1) Replacing-memory (2) Assisting the performance of the business (3) Assessing

the financial status of the business (4) Documentary evidence (5) Assisting in realisation
of debts (6) Facilitating the sale of the business (7) Preventing and detecting frauds
(8) Helpfu! to management, :
Types or Sub-fields/Branches of Accounting

(1) Financial Accounting (2) Cost Accounting (3) Management Accounting.
Persons/Parties Interested in Accounting

Internal Users. Management and Staff.

Having Direct Interest. Owners, Shareholders, Investors, Crcdtfms Employees,
Customers, Lenders, Management and tax authorities.

External Users, FHaving indirect interest. Regulatory agencies, Researchers, Labour
unions, Stock exchanges, Public and others. .
Basic Accounting Terminology

(1) Business transactions (2) Asseis (3) Capltal (4) Equity or Liability (5) Financial
statements (6) Accounting equation (7) Goods (8) Cost (9) Purchases (10) Sales (11) Purchases
return (12) Sales return (13) Stock (14) Expenses (15) Losses (16) Profit (17} Debtors
(18) Crediwors (19) Receivables (20)) Payabies (21) Proprietor (22) Drawings (23) Accounting

_ year (24) Entry (25) Vouchers (26) Iusolvent (27) Sotvent (28) Gain (29) Expenditure. _

REVIEW QUESTIONS

A. Very Short Answer Type Questions :
1. Define accountancy.
2. What is the accounting year of the company 7
3. Mention two advantages of accounting.
4. Name the document, which is used as a source document for recording business
transactions.
5. State the meaning of Book-keeping.
B. Short Answer Type Questions :
1. Define Bool:-keeping.
2. Mention the objectives of Accounting in about 50 wouds.
3. Describe the steps in Book-keeping process.
C. Long Answer Type Questions :
1. What is accounting ? Explain its objectivas,
2. What is meant by Book-keeping 7 In what respects book-keeping is different from
accounting ?
3. Explain whether accounting is science or art or both.
4. Explain briefly the advantages of accountancy.



uNIT 2 - ACCOUNTING PRINCIPLES

© % STRUCTURE x:

2.1 Objectives

2.2 Introduction .
2.3 Accounting Standard '

2.4 Basic Accounting Concepts/Principles

2.5 Summary

2.1 OBJECTIVES .

At the end of this unit you should be able to :
+ Understand Generally Accepted Principles GAAP)

» Explain the concept of Accounting Standard.
« Understand the different Accounting Principles.

2.2 INTRODUCTION

Like every branch of knowledge, Accounting is also governed by a set of principles
which have evolved over a long period of time. These principles are necessary in
terms of bringing a standardized way of preparing accountings of the organizations
which will help in inter and intra firm comparisons. In the absence of these principles,
different organizations would follow different set of rules which will make it difficult
to analyze the accounting in a better way. It should be noted that these principles are
recommendatory in nature and they have some amount of flexibility also interms of
different industries and business dynamics they are applied into. ‘

For the students of BBA, it is important to learn these principles through which
they can appreciate the way accounting works in different business situations. They
will also be able to figure out any practice followed in accounting which is not based
on standard principles and would harm the interest of the organization. In this chapter,
we will briefly look into both International and Indian Accounting Standards.

2.3 ACCOUNTING STANDARD

Concept of Accounting Standard

The uniform, definite and universally accepted accounting rules developed by
International Accounting Standards Committee (IASC) are known as Accounting
Standard. Tt was felt that there were different accounting concepts, conventions,
customs, traditions and rules prevailing in different nations leading to misunderstanding,
uncertainty and often resulting in scandal. Confusion prevailed at the national level

Accounting Principles
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also, Accounting terminology was not standardised. It was left o the users of accounting
to interpret the accounting terms suiting their interest. It was therefore, the urgent
need to develop universally accepted and internationaly standardised accounting terminology,
commonly known as Accounting Standard. Introduction of Accounting Standard was
necessary to prevent financial scandals and business failures.
Development of Internatiovial Accounting Standard
The absence of internationaly standardised accounting terminology was always felt. It
was only in 1973 that an International Accounting Standards Committee was formed
with sixteen accounting bodies from nine nations as founder member. The committee
agreed to formulate and publish in public interest standards to be observed in the
presentation of audited financial statements and to promote their worldwide acceptance
and observance. .
International Accounting Standard (AS) issued by IASC

‘TAS—1 : Disclosure of Accounting Policies

IAS—2 : Valuation and Presentation of Inventories

1IAS—3 : Consolidated Financial Statemenis .

IAS—4 : Depreciation Acconnting _

IAS—5 : Information to be disclosed in Financial Statements

IAS—6 : Accounting responses to Changing Prices. .

IAS—7 : Statement of changes in Financial Position and so on ...... R
Development of Accounting Standard in India
In India, Indian Institute of Chariered Accountants of India works as the counterpart
of International Accounting Standard Committee. The institute has formulated and
issued accounting standard of recommendatory nature. These standards are known as
Accounting Standard (AS). ‘ ’

ACCOUNTING STANDARD (AS) ISSUED BY INSTITUTE OF CHARTERED

ACCOUNTANTS OF INDIA (ICAI) ON FEBRUARY 8, 2002

AS—T1 : Disclosure of Accounting Policies. (Effective from 1-4-1991)

AS—2 : Valuation of Inventories. (Effective. from 1-4-1999)

AS-—3 : Cash Flow Statement. (1-4-1997) ‘

AS—4 : Contingencies and events occurring after balance sheet date. (1-4-1995)

AS—S5 : Prior period and Extr2 ordinary items and changes in Accounting Policies.

(1-4-1996) |

AS-—6 : Depreciation Accounting. (1-4-1995)

AS-—7 : Accounting for construction contracts. (1-4-1999)

AS—8 : Accounting for Research and Development. (1-4-1991)

AS—9 : Revenue Recognition. (1-4-1991)

AS—I10 : Accnunting for Fixed Assets. (1-4-1991)

AS—I11 : Accounting for the effects of changes in Foreign exchange rates.
(1-4-1995) - '

AS—12 : Accounting for Government grants. (1-4-1994)

AS—13 : Accounting for Investments. (1-4-1995)

‘AS—14 : Accounting for Amalgamations. (1-4-1995)

AS—15 : Accounting for retirement benefits in the Final Statements of empioyers.
(1-4-1995})



AS—16:
AS—I17:
AS—I8 :
AS—19:
AS-—-20:
AS—21:
AS—22:

AS—23

- AS—24 .
 AS—25:
AS—26 :
AS—27:
: Impairment of Assets.
AS—26:

AS—28

Borrowings Cost. (1-4-2000)

Segment reporting. (1-4-2001) .

Related Party disclosure. (1-4-2001)

Leases (1-4-2001)

Earning Per Share. (1-4-2000)

Consolidated Financial Statements. (1-4-2001)
"Accounting for taxes on income (1-4-2001)
Accounting for Investments Associates in Consolidated Financial Statements.
(1-4-2002) )

Discontinued operations. (8-02-2002)

Interim Financial Reporting -

Intangible Assets

Financial Reporting of Interests in Joint Ventures.

Provisions, Contingent Liabilities and Contingent Assets.

2.4 BASIC ACCOUNTING CONCEPTS/PRINCIPLES

The fundamental ideas or basic concepts underlying the theory and practice of
financial accounting and broad working rules for all accounting activities, developed by
professionals are listed and discussed below :

These concepts are the foundation of systematic and proper accounting. Every |

BASIC ACCOUNTING CONCEPTS

. Business Entity.

. Money Measurement.

. Going Concern.

. Accounting Period.

. Cost.

. Dual Aspect (or Duality).
. Revenue Recognition (Reallisat:'on).
. Matching. '

. Full Disclosure.

10. Consistency. .

11. Conservatism (Prudence).
12. Materiality. .

13. Objectivity.

O 0 ~1 v v B W RN =

business enterprise must adopt these concepts; popularly known as pillars upon which
the sound structure of accounting stands. Let us discuss these basic concepts :

1. Business Entity .
In accounts, we distinguish between the business and its proprietors. Business is
assumed to have distinct entity i.e., existence other than the existence of its proprietors

-

Accounting Principles

NOTES

Self-Instructional Material 21



Financial Accounting

NOTES

22 Seff-fustructional (dateriad

and other business units. As an accountant, we are concerned with the business not
the businessman. We have to record business transactions from firm’s point of view
and never from the viewpoint of proprietors. We record transactions in the books of
shop, establishment, factory, firm, company and enterprise and never in the books of
proprietor, partners and shareholders. While making decisions regarding asset, liability,
capital, revenue and expense, business viewpoint is taken into consideration.

The capital introduced by the proprietor in its own business is considered liability
from business point of view. It will not be a liability if proprietor’s viewpoint is taken.
The logic behind treatment of capital as liability is that the firm has borrowed funds
from its own proprietors instead of borrowing it from outside parties. It would have
been a liability if the funds would have been borrowed from outside agency, then why
not, if it is being invested by the proprietor himself. We also allow interest on capital
to the proprietors because capital is supposed to be a liability. Interest on capital is an
expense of the business, therefore, it will reduce the profit of the firm. It is at the
same time proprietor’s cfaim against the business, so it will increase his capital.
Amount withdrawn by the proprietor for personal use, known as drawings is assumed
to be the assets of the business and at the same time a liability to the proprietor.

Legally, a sole proprietor or the partner of a partnership firm are not separate
from their business units but in Accounting the business units are assumed to
have distinzt entity. Accounting entity is different from business entity. Accounting
entity is wider term including business, clubs, institutions, public enterprises, local
bodies and government etc. '

2. Money Measurement

In accounting, we identify and record only those business transactions which are
financial in nature. Accounting transactions must have their monetary value. The
worth of the transaction must be measured interms of money. In all the accounting
records, we have amount column showing rupees and paise. There is never any
accounting record in metres, litres. kilograms and quintals. We evaluate the value of
the commodities interms of money and accordingly record thém in the books of -
accounts. Recording transactions in monetary terms makes the information more meaningful. -
For example, statement that the business was started with Rs. 50,000 cash and 20,000
metres of silk is meaningless and fails to tell us the capital of the business. If the value
of 20,000 metres of silk .is estimated to be Rs. 5,00,000, we can safely say that the
business was started with Rs. 50,000 + 5,00,000 = 5,50.0_00, which will be meaningful.

The concept of money measurement is not free from problems when we integrate
the financial statements of an entity having operations in more than one nation.

3. Going Concern

While recording business transactions in the books of accounts, we assume that the
business will be carried on indefinitely. This is why, the business purchases fixed
assets like land and building, plant and machinery, vehicles and furniture etc. If the
concept of going concern may not have been there, wé would have hired these assets
and not purchased. These assets have been acquired for use and not for sale, so we
maintain individual assets account and charge necessary depreciation on it '
. According to International Abcauming Standard, The emérprise is normally
viewed as a going concern, that.is as continuing in operation for the foreseable
future. It is viewed that the enterprise has an intention to be carried on for longer



period. The concept of assets, liabilities, capital, revenue and expenses used in the

accounting operation prove that the firm has to last long. Planning, organising and .

personnel policies substantiate the fact that the business has been assumed to be going
entity. It is binding upon every accountant to treat business .activity as a continuing
process and record transactions accordingly.

4, Accounting Period

Strictly speaking, the result of the business can be had at the end of its life. If a |

firm was started with a capital of Rs. 50,000 and at the end of its life the capital was
Rs. 5,00,000 we can say that the firm earned a profit of Rs. 4,50,000 i.e., 5,00,000
~ 50,000 during its life. In this way, business as a going entity will continue indefinitely
and we will have to wait for a very long period to estimate. the financial result of the
business. It will be too late to wait for the results, so the life span of accounting should
be split into shorter and convenient period. At present, accounting periods are regarded
as twelve months. According to the Companies Act and Banking Regulation Act,
accounting period should consist of twelve months. The period of twelve months is
regarded as ideal and.convenient period for accounting,

Proprietorship and partnership can choose their own accounting period but the
difference between the closing date of two final accounts should not exceed twelve
months. This period makes a calendar year i.c., Ist Jan. to 31st Dec. of the year, an
assessment year i.e, tst April to 31st March of the next year or even Diwali to
Diwali but always restricted to one year {.¢., 12 months. In this way, accounting period
concept may also be known as accounting year concept. It case of companies,
accounting year must be the financial year i.e., 1st April to 31st March of the next
year. Tiie concept of accounting period facilitates the business in assessing its
worth after a year.

5. Cost (Historical Cost)

According to this concept all business transactions must be recorded in the

books of Accounts at their monetary cost of acquisition. The concept is called
historical, because the balance of assets and liabilities is carried forward from year to
year at its acquisition cost, irrespective of increase or decrease in the market value
of assets. Historical approach of presenting assets and liabilities has clear advantage
over other approaches of valuation, because it is reliable, verifiable and definite. The
use of historical cost as the basis provides verifiable and objective accounting information.

6. Dual Aspect or Duality
Every business transaction has double effect. There are two sides of every transaction.
This'is evident when we study the accounting term i.e., assets, capital and liabilities.

The relationship between assets, liabilities and capital is at present known as Accounsing
Equation which can. also be expressed as under : C .

Assets = Capital + Liabilities
) Or
Capital = Assets — Liabilities
Or o
‘Liabilities = Assets - Capifal
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We record all the busmess transactions on the basis of dual aspect and call the
system as double entry system.

7. Revenue Recognition (Realisation)
In accounting términology, ‘revenue’ is the amount received or receivable from the
sale of goods. The concept explains, when we should assume revenue to have been

-earned. It will enable us to identify the period for which the revenue has been earned.

According to accounting period concept revenue must be concetned with the specific
accounting period. We can determine the revenue as realised on the following basis :

(§) Sales basis '

(if) Cash basis

(iff) Production basis.

(i) Sales basis. Sales is supposed to be compléte when title of goods is passed to
the buyer and payment or promise to make payment is received from him in exchange.
The principle explains that mere transfer of possession is not sale, as in the case of

consignment, where transfer of goods to the consignee, the agent is not a sale. In the
same way, all the payment received or receivable are not the revenue. Revenue will

‘result only if there is an exchange of title to goods or services and payment is received

or receivable. For revenue the sale must be complete in the eyes of Indian Sales of
Goods Act. Revenue is supposed to have been realised even if the payment becomes
legally due to the buyer of goods or beneficiary of services.

(i) Cash basis. Revenue is supposed to have been realised when actual payment
is received. The cash basis is adopted when there is doubt regarding realisation of the
payment. In case of sales on hire purchase and instalment basis, payment is made in
certain instalments, split over a period of certain years. Sales in these cases will be
supposed to be complete for the part of goods whose payment has been received.
Accounts of professional people and government are also prepared on cash basis.

(i) Production basis. Revenue is supposed to be realised for part of work completed.
Sale of goods or realisation of sales proceeds is not the criteria according to production
basis. This basis of ascertaining revenue is adopted. when sales basis and cash basis
fail to identify revenue. In construction works, revenue is determined on production
basis. The contractor engaged in construction of a multi-storeyed building is not paid
the full value of work completed by him during the accounting period, so he prefers
to determine his revenue on the basis of the work completed by him during the year.

Accounting is the historical record of transactions. It records what has happened.
It does not anticipate events, This is why, in most of the cases we determine revenue
on sales basis. Revenue is supposed lo be realised if actual payment has been received
or customers’ legal liability to make payment has been assumed. '

8. Matching (Matching Cost and Revenie)

Reasonable profit is the object of every business enterprise. The whole business
structure is based upon the desire to earn profit. It has been the duty of accountants
all over the world to evolve principle of calculating exact and accurate profit. The
result of these efforts was the introduction of the principle of matching cost and
revenue. According to this concept income can be ascertained by matching revenue
of the business with its costs. Sales of Rs. 20,00,000 is revenue of the business but
not the profit. We cannot determine profit or loss if only one information i.e., sales is-
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given. We require cost of goods sold to calculate profit. In the above information
" regarding sales, if it is mentioned that the cost of goods sold is Rs. 16,00,000, we shall
_compare and match the sales (revenue) with the cost of goods sold (expense) and the
result will be gross income. In this case, Rs. 20,00,000 - 16,00,000 = 4,060,000 is the
gross income. Net income will be calculated after deductlng selling and dlstrnbunon
expenses from the gross income.

9. Full Disclosure

The concept is also known as convention of full disclosure. Accounting must
disclose all material information. It should be honestly prepared, free from any
- bias, favour or prejudice. Figures should not be manipulated. It shouid be the sincere
effort of the accountant to present facts, keeping in view the various accounting
assuniptions. No material information should be concealed. Material information means
the information capable of changing the results of the business. Enterprises have their
existence separate from their proprietors. In case of companies, there.is a divorce
between ownership and management. In this context it becomes binding upon the
management to disclose all material information in accounts to its owners and other
interested parties.

Disclosure of material facts does not mean leaking out the business secrecy, but
disclosing all information of proprietors’ and investors’, interest. According to this

principle, certain unimportant items are left and some of them are merged with other .

items. The intention is not to over burden Accounting with information but present
facts without any malafide intention.

10. Consistency

It is also known as convention of consistency. Business is a going concern. It has
to continue indefinitely. Important conclusions are drawn by comparing accounting
statements of the current year with statements of the previous years. Accurate comparisons
can be made, if the methods and practice of recording and presentation of accounts
does not change. If the business has been charging depreciation on its fixed assets
according to straight line method, it should go on charging depreciatios: with the same
method every year according to the principle of consistency.

The convention of consistency does not mean that the business cannot swiich over
to better and up-to-date methods. If the business deviates from the provicus practices
and changes method, the fact should be disclosed with reasons.

The concept of consisle'ncy will bz supposed to be applied in certain cases, where
there is apparently inconsistency. For example, stock and investments are valued at
cost or market price, whichever is lower. It may be just possible that stock would have
been valued at cost price during the previous year but during the current year stock
is valued at market price because market price is lower than the cost price. Such
valuation seems to be inconsistent but actually it is in accordance with the principle
of consistency because the principle remains constant. The concept states that financial
reports should be prepared on the basis, consistent with the rreceding reports.

11. Conservatism (Prudence)

The business according to this concept adopts a very ‘safe policy. It accounts for | .

all the prospective losses but leaves aside all the prospective profits. Prudence in
financial statements demands that we should avoid uncertainties and make sufficient
provisions for unforeseen losses. For example, we value stock at cost price or market

Accounting Principles
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priée whichever is lowcr. We go on depreciating land and building, though there may
be appreciation in its value. jt shows ihat the business has been adopting the policy
of playing safe. Application of the principle of conservatism is evident from the
following facts : :

(i) Valuation of stock at cost or market price whichever is lower.

(i) Valuation of investment at cost or market price whichever is lower.

(iif) Creation of investment fluctuation fund.

(iv) Maintainling provision for bad and doubtful debts.

(v) Showing depreciation on fixed assets and not apprecmtlon

(vi) Ignoring discount on creditors.
According to this principle business transactions should be recorded in such
way that profits should not be over stated,
Accoummg is criticised for adopting the pollcy of conservatism, It does not accord

equal treatment to prospective losses and prospective profits. It ignores prospective
and expected income but highlights even the distant possibilities of losses.

12. Materiality _ .

Accounting should disclose all the material information. Matcriality, here
means the information which would have changed the results of the business,
if it would have been disclosed. It does not mean that accounting should be over
burdened with information. Certain unimportant information may be avoided and others
may be merged with important information., Certain information may also be furnished
in footnotes. Most common information given in footnotes are :

(i) Information regarding éomingent liabilities.
(if) Information regarding market price of investments.

The accountant should always keep in mind that materiality does not mean leaking
business secrets. It stresses not to conceal vital information with malafide intention.

| The principle of materiality is a modifying principle because the material information

for one business unit may not be material for the other. Materiality will differ with the
size, nature and traditions of the "business. '

13. Objectivity :
The concept of verifiable objectives means that every business record must be
based and supported by docnmentary svidence. We do not pass any entry or

make any posting in the subsidiary books unless there is a voucher for it. Receipts,
bills, invoices, cash memos, salary bills and deeds are some of the vouchers used as -

| documents for recording business transactions. These documents contain the amount

of payment, date of |~yment, person to whom payment is made, purpose of the
payment, the executive authorising payment and the stamp for payment and cancellation
‘of the voucher so that double payment on the same voucher cannot be made.

Objectivity of the documents means that these vouchers contain facts presented in_
an unbiased way. They neither show favsur nor prejudice to either the party making
payment or the party receiving the paym: .. Veudifiability, here means examination or
the scrutiny of thé documents before the, -~ recorded in the books of accounts.
After accounting of the transaction, entries a 1 postings in the books of accounts are
checked with reference 1o the vouchers by .uditors. The value of assets are also
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verified by auditors. The concept of verifiable objectives is always followed by all the
accountants. Accounting can never be accepted to be true and accurate if there are
no documentary proof for every record in the books of accounts.

According to the concept of objectivity, accounting should be definlte, verif able
and free from manipulation and personal bias.

2.5 SUMMARY

Generally Accepted Accounting Principles (GAAP)

Acc.dunting rules derived from experience and practice having proved and accepted
as useful and correct become Generally Accepted Accounting Principles (GAA4P).
Basic Accounting Concepts '

Basic concepts are the foundation stone of systematic and proper accounting. Every
business enterprise must adopt these concepts.

1. Business Entity
Business is assumed to have distinct entity other than its owners. Business transactions

are to be recorded in the books of the enterprise. Identification of items, whether

assets, liabilities, revenue or expense are made from business point of view.

2. Money Measurement
Accounting transactions must be capable of being measured interms of money.
These transactions must be financial in nature.

?

3..Going Concern

Accounting assumes business enterprise to last long and carried on indefinitely. The
business enterprise is viewed as going concern that is continuing operation for the
foreseable future.

4. Accounting Period . ~

The performance of the business enterprise must be assessed and measured after
an accounting period, i.e, 12 months. ‘
5. Cost :

Expenditure incurred on acquiring, manufacturing and processing goods is termed as
cost. All business transactions mnst be recorded in the books of Accounts at their
monetary cost of acquisition. -

6. Dual Aspect (or Duality)

Every accounting transaction must have dual aspect 7.e.,, every debit must have its
corresponding credit. if there is receiver, there must be giver. If someone is purchaser,
someone must be seller. If something is received, something must be given and loss
for somebody must be gain for someone. -

In the same way, according to modem accounting equation approach every asset
has got its. corresponding liability i.e., Assets = Liabilities + Capital.

7. Reveaue Recognition (Realisation)

(§) Sales basis. Revenue should be recogmsed when title of goods is passed to the
buyer and the payment or the promise to make the payment is received.

(if) Cash basis. Revenue is recognised when actual payment is received. In case
of hire purchase and accounts of professionals, this basis is followed.

Accounting Principles
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(i) Production basis. Revenue is supposed to have been realised for the part of
work completed. This -approach is followed in construction works.
8. Matching ' _
According to this principle income can be ascertained by matchmg revenue of the
business with its cost. According to this principle :
Gross income = Revenue — Expenses or Net sales ~ Cost of goods sold

| 9. Full Disclosure : _ .

Accounting must disclose all material information.

10. Consistency _ _

According to this principle the methods and practices of accounting and its rcport'ing
must be consistent so that accurate comparisons can be made and correct decisions
can be taken.

11, Conservatism (Prudence)

According to this pl:inciple the business must always play safe. The princi_lile stresses
that business transactions should be recorded in such way that profit should not be
overstated.

12. Materiality

Accounting should discfose ali the material mformat:on Material, here means the
information, which would have changed the result of the business, if it would have
been disclosed.

"] 13. Objectivity

Every business record must be based and supported by documentary evidence.
According to this principle accounting should be definite, verifiable and free from
manipulation and personal bias;

REVIEW QUESTIONS

A. Very Short Answer Type Questions : .
1. Give an example of a transaction which may be an expense for business and income for the
businessman.

2. Business units last indefinitely. Mention the concept on which the statement is based.

3. Name the concept, wherein revenue and cost is matched to identify profit of the business.

4. Mention the full form of GAAP. ’

5. Differentiate between comparability and consistency.

6. Explain the cosvention of consistency.

B. Short Answer Type Questions :

1. What do you mean by the term “material facts in Accounting” ? ? Explain. _

2. Why do accounting prmc1ples emphasme the use of historical cost as a basis for evaluating
assets ?

3. What are the general rule of revenue . .cogoition ?

4. What is the maiching principle ? Why siould this principle be followed by the business
entity ?



C. Long Answer Type Questions $

ll

What do you mean by Accounting concepts ? Explam the’ followmg oonoepts :
(a) Money measurement concept . :

{b) Accounting period concept

* (c) Going concern concept

3‘

5’

(@) Historical cost concept.

Explain the meaning of ‘revenue’, Explain briefly the Bases on which the revenue is ascertai.ned.

Explain the meaning and significance of the following
(a) Modifying principles of full disclosure

(b) Revenue realisation concept ,

(c) Moditying prmc:ples of industrial pracuoe

(d) Dual concept

(e) Principle of matching revenue wnh cost.

Explain the meaning and importance of matching cost.
Explain the meaning and significance of concepts and conventions in Accounting.
Explain the following convention (Modifying Principles)
(a) Convention of disclosure

(b} Consistency convention

(c) Materiality convention

(d) Principle of conservatism.

Explain the following with examples:

(a) Money measurement concept

{b) Principle of full disclosure

(¢) Principle of consistency.

. Accounting Principies
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unIT 3 RULES OF DEBIT AND CREDIT
—JOURNAL

NOTES

* STRUCTU RE *.

3.1 Objectives | _

3.2 Introduction -

3.3 Accounting Cycle/Process

3.4 Definition of Debit and Credit (Modern American Approach)

3.5 Rules for Debit and Credit (Accounting Equation Approach)
[Modern American Approach)
3.6 Traditional Rules of Debit and Credit (English Approach)
3.7 Meaning of Journal
3.8 Types of General )
-3.9 Summary ' |

3.1 OBJECTIVES

At the end of this unit, you should be able to :

» Define Debit and Credit.

+ Understand the modern American of branch of debit and credit.

. * Debit and Credit Assets, Liabilities, Capital, Reveriue and expenses as per modern .

- ' approach.-

* Analyse various accounts as personal, real and account.

* Debit and credit personal, real and nominal accounts as per english traditional ap-
proach. :

* Explain compound, opening and closing journat entnes

» Enumerate Subsidiary books and classify non-cash transactions.

« Explain the advantages of Subsidiary books or Sub-division of Journal. '

+" Draw format of Purchases book with its complete columns and prepare Purchases
book practicalty. - -

+ Draw format of Sales book, with its complete columns and prepare Sales book
practically.

« Prepare Purchases Return and Sales Return books.

» Understand and prepare Debit Note and Credit Note.

3.2 INTRODUCTION

~ Accounting or business transactions constitute the basic information on the basis of
which accounting process takes place. It is the starting point of the accounting process.
These transactions are evidenced by documentary evidence which makes the accounting
process transparent and capable of being audited later on. The documentary evidence may
- be in the form of vouchers, invoice, receipts etc. An accountant needs to analyze these
transactions and decide on the type journal entries fo be posted to give effect of these

30 Self-Instructional Material



transactions on the accounts of the company. In the double entry book-keeping system,
every transaction has at least two impacts in the form of debit and credit. We will study in
detail these concepts in this chapter.

As a business administrator. Students should have thorough knowledge of these trans-
actions and their impacts on accounting so that they can take analyze the impact of each
transaction on accounting and resultant profit or loss of the organization. In this chapter, we
will discuss this in detail like rules of debit and credit, Accounting cycle etc.

3.3 ACCOUNTING CYCLE/PROCESS

Accounting Process follows the under mentioned routes :

Analysis and Interpretation :

(¥) Internal users (#) External users :
—7| (a) Direct Interest (Present and Potentiat Investors)

() Indirect Interest (Taxation, Customers, Unions
Stock Exchange and Public)

Preparing Accounting reports — Internal Users
(Management, office and other staff)

i 6 Analysing and S| Summarising the
7| Communication le— jpterpreting the business business

transactions . transactions

Identification | 2| Classification | 3| Measurement | 4| Recording the
[_,of the economic {—>{ of the business [— interms [~  business

—

events transaction | (Rupees) transactions

{" ACCOUNTING PROCESS/CYCLES

1. Identification of the economic events. Of many events that surface in business
routine, the events which have financial implications and which are relevant for accounting
should be identified. This decision is based on materiality of an event.

2. Classification of the business transactions. This process involves careful segrega-
tion of the transactions as regards its implication on accounting variables like assets, li-
abilities, expense, income etc. This helps in deciding the treatment of the transaction in
accounting books. . “

3. Measurement interms of rupees. As accounting is concerned only with monetary
value of transactions, non-monetary transactions should be measured interms of money.
For example, calculation of depreciation on assets as a measure of its fall in value dueto its
constant use.

4. Recording the business transactions. Business transactions should be recorded in
the books according to their accounting implications. Accounting principles, policies and
procedures should be followed to reflect the proper treatment of the transactions.

5. Summarising the business transactions. Accounting information should be recorded
in a summarised manner. It should not be very comprehensive so as to expose the business
to the competition. Summarising also involves brief reflection of business transaction which
is easy to interpret. Journal entries, ledger accounts, trial balance, P/L A/C and Balance
Sheet are summarised versions of business transaction.

Rules of Debit and Credit—
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6. Analysing and interpreting the business transactions. Analysis and interpretation
invovles preparation of various reports like sales report, purchase report, expense report
ete. It also includes relative measurement of variables like sales, profit, expense ete. in
terms of ratios and percentages. An account should be efficient enough to provide indepth
analysis for decision making process. -

7. Communication, Accounting information should be made available to internal and
external users. Intemal users include the top, middie and fower level manageriai personnel.
External users include direct users like Investors. Creditors etc. as well as direct users like
Income Tax, Sales Tax and other regulatory authorities.

-

3.4 DEFINITION OF DEBIT AND CREDIT
(Modern American Approach)

Debit means decrease in proprietor’s equity and credit means increase in propri-
etor’s equity, Business is the creation of the businessman. In other words, business is the
representative of the proprietors of the business. Whatever the business earns, has to be
paid to its proprietors. It will increase proprietor’s claim against the business or propri-
etor’s equity or capital and thus it has to be credited. In this way, we can say that income
increases proprietor’s equity, therefore it is to be credited. The word ‘credit’ refers to the
word ‘creditor’, whose short form is known as ‘Cr’. Creditors are those persons and patrties
whom payment has to be made. In case of income proprietor is the creditor of the business

. because the income earned by business, the representative of the proprietor belongs to the

owner of the business. J¢ increases proprietor’s capital as such it is to be credited. All the
expenses are incurred by the business on behalif of the proprietors, therefore, proprietors are
liable to bear these expenses. It will decrease their equity and thus debited in the books of
accounts. The word ‘debit’ refers to the word ‘Debtor’, whose short from is ‘Dr’. The
proprietor is the debtor for all expenses, and thus he is rightly debited.

Conventional approach towards ‘Debit’ and ‘Credit’

In addition to accounting concepts and assumptions, there are certain accounting
conventions which we have to follow to make accounting uniform, comparable and
meaningful. We follow certain conventions regarding ‘Debit and Credit’ which are as under :

() The left hand side of every account is debit and the right hand side of the account is
credit. _
(i) In case of Journal and Tria] Balance the amount column is divided in two parts. The
left part of the amount column is Debit and the right part is Credit. "
(iif) While passmg journal entries, we use the term ‘Dr”, the short form of ‘Debit’, ‘Debtor’
agamst the accounts debited but do not use the word credit against accounts credited.
(v} All receipts are debited and all payments are credited.
(v) All éxpenses and losses are debited but income and gains are credited,
(i) Increasein the assets is debited, whereas increase in liability is credited.
(vii) The assets side of thc Balance Sheet represents debit, whereas the liabilities sxde
shows credit.



3.5 RULES OF DEBIT AND CREDIT (Accounting Equation
Approach) [Modern American Approach]

[ Classification of Accounts |

1 4
| Assets Account Revenue and Profit Account |
2 5
| Liabilities Account 3 Expenses and Losses Accountj

[ Capital Account |

1. Assets

Every business owns and possesses assets. The various assets and their value will differ
on the basis of size and nature of business. Generally firms own cash in hand, cash at bank,
stock of goods, building, plant, maéhinery, furniture, vehicles and debtors, etc. The busi-
ness makes use of these assets for earning income. There are certain dealings in these assets
and the result is either increase in the value of assets or decrease in their value. The increase
or decrease in the assets must be recorded systematically and scientifically, so that true
financial position of the business may be assessed.

Business is the representative of the proprietors of the business. Whatever the business |

spends, the proprietors have to reimburse and repay it back. In other words, proprietors
become liable for expenditure on acquiring assets and their capital will be reduced. In this
way, increase in assets will be debited because it will reduce proprietor’s equity and debit
means decrease in the proprietor’s share in the business. In the same way, decfeasq‘ in the
- assets will increase proprietors’ equity and thus credited. The fact can be presanted as
under : ' :
' Assets

Debit i Credit
Increase (+) Decrease (-)

While recording business transactions, we have to identify whether the transaction re-
lates to assets, liabilities, capital, expenses or losses and revenues or profits. If the transac-
tion relates to assets, we have to ascertain that the transaction increases assets or decreases
it. If it increases, the inclreasefis debited and if it decreases, the decrease is credited. It canbe

summarised as under :

Debit increase in the assets
Credit decrease in the assets

It has been an accepted fact that assets either increase or decrease. The increase in the

assets are debited and the decrease in the assets are credited. In case of commencement of -

the business cash will increase, so cash account will be debited. While purchasing furniture
for business use, furniture will increase and thus furniture account will be debited. At the
same time as the payment for furniture has been made in cash, therefore, it will decrease
cash and thus cash account will be credited. In the same way, if a part of machinery is sold,
cash will increase because the payment has been received in cash and thus debited. The

Rules of Debit and Credit—~ .
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balance of machinery will decrease as such machinery account will be credited. In case of
depreciation on fixed assets, the balance of assets will reduce and thus.credited. While
" recording, we have to identify assets account in the transaction and then satisfy ourselves
whether, there has been an increase in the assets or decrease in it. The assets, whose value
has increased will be debited with the amount of increase and the assets decreasing in the
value will be debited with the amount of decrease.

2. Liability ‘
The liability of the busmess like its assets either increases or decreases. An increase in

the 11ab111ty will increase proprietor’s claim against the business because the amount bo-
rowed has been received on behalf of the proprietor and will definitely increase propri-
etor’s equity as such, increase in the liability is to be credited and decrease in it will be
debited. The fact regarding rules of ‘Debit’ and ‘Credit’ in case of liabilities can also be
presented as under :

Liabilities

Credit
Increase (+)

" Debit

Decrease (—)

In case of borrowing Rs. 7,000 from Mhabemo, firm’s liability will increase, therefore
Mhabemo’s account wiﬂ'be credited, If the payment is made to Mhabemo, liability of the
business.towards him will reduce and thus his account will be debited. The rule can be -

Debit decrease in the liability :
Credit increase in the liability .
3. Capital

Capital represents proprietor’s account. Amount introduced by the proprietor as capital
will increase his claim against the business and thus capital account representing increase
in proprietor’s equity will be credited. In the same way, amount withdrawn by the proprie-
tor will reduce capital and thus debited. The rule regarding capital can be presented as
undes : '

| summarised as under :

Capital

Debit Credit
Decrease (-} Increase (+)
In case of commencement of the business the proprietor introduces capital. He may

also bring additional amount of capital in the business. He may also be allowed interest on
capital. His capital balance will increase with the initial investment, additional funds and

. even with the interest on capital so capital account will be credited in these cases. If thereis -

any loss or drawings made by the proprietor the capital will reduce and thus capital account
will be debited. The rule can-also be summarised as under : '

Debit decrease in capital
Credit increase in capital




4. Revenue and Profit

Proprietor’s equity increases due to increase of revenue, so revenue account is credited
with the increase. Decrease in the revenue will decrease proprietors’ claim against busi-
ness, so revenue account will be debited with the decrease. Receiving interest is a revenue
gain. It will increase proprietor’s capital, so interest account will be credited. At the end of
accounting period, interest account will be closed by-transfer to profit and loss account and
thus in this case interest account will be debited. Decrease in the revenue or increase in the
. expenses are synonymous. In both cases proprietors equity decreases so increase.in ex-
penses and decrease in revenue are debited. This rule of debit and credit can also be dis-

played as under :
Revenue and Profit

Debit - . Credit
Decrease (-) : Increase (+)
' Revenué received and profit earned is the liability of the business. The amount of profit

is to be credited to propnetor s account, because profit is the reward for the risk taken by
the proprietor, so profit will be credited. The rule can be summarised as under :

Debit decrease in revenue and profit

. Credit increase in revenue and profit

5. Expenses and Losses

Expcnscs and losses reduce proprietors’ claim against business so these accounts are
debited when they increase. Reduction in expenses or lasses will increase proprietors’ equity,
as such it has to be credited. The rule regarding debit and credit concerning expenses and
losses can also be presented as under : :

Expenses and Los;ses

Debit Credit

Increase (+) . Decrease (-}

In case of payment of salaries to employees, salaries, as an expense will increase and
thus debited. The salaries amount will be closed by transfer to Profit and Loss Account.
The transfer will reduce or close salaries account and thus it will be ctedited. It can be
‘summarised as under :

Debit increase in expel;sés and losses

Credit decrease in expenses aund losses

All business transactions can be classified as assets, liability, revenue, expense and
capital. All the business transactions either increase or decrease them. The increase and
decrease is either debited or credited on the basis of rules explained for different items. The
above rules can be put together as under ;

Rules of Debit and Credit—
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3.6 TRADITIONAL RULES OF DEBIT AND CREDIT

(English Approach)

In the conventional approach, accounts were classified as personal, real and nominal
and different rules of debit and credit for different accounts were developed. The classifica-
tion of accounts and rules of debit and credit are discussed as under :

CLASSIFICATION OF ACCOUNTS
L y
Emnal accounts | . l Impersonal accounls—[
Natural Persons] Ale Artificial Personal Afc Representativ-e- Personal Al
h 4

. | 1}

| Real accounts | * |Nominal accounts |

(Revenue and Expenses accounts)
{Temporary accounts)

|
. o

Tangible Real accounts Intangible Real accounts

Meaning of Account

" An account is the systematic presentation of all material information regarding a par-
ticular heading at one place, under one head: Transactions recorded in the account also
show the nature and direction of the information.

Personal Accounts

There are two types of persons i.e., natural and artificial. Accounts is related to both
these types of persons. Natura] persons mean human beings, such as J ohn, Jack, David and
James. Artificial persons do not have physical construction as human bemgs ‘but they work
as personal accounts. These accounts are related to firms, companies, institutions, factories
and establishments, such as Gupta & Sons Account, Michael & Bros Account, Bank of
India Account, Congress Party’s Account, Bata Shoe Company’s Account and Nagaland
Sporting Club’s Account, Debtor’s Account, Creditor’s Account, CapltaI Account and Draw-
ings Account, -

Reprt:sentative Personal Accounts represent a particular person and group of persons,
such as outstanding wages A/c, Here, instead of using the names of workers whose wages
is oirtstanding, we shall be crediting outstanding wages A/c which represents workers, whose
wages are payable. In this way, Outstanding salaries, Prepaid expcnses, Accrued and un-
carned income are Reprcsentatlvc Personal Accounts.



Rules of Debit and Credit

.Personal accounts either receive something or give something in the business. When
goods are sold to them or amount paid to them, they are the receiver. In the same way,
personal accounts are giver, when goods are purchased from them or amount is received
from them. According to this nature of personal account, the rule of ‘debit and credit’ in the

personal account are as under : -
Debit the recciver
Credit the giver |

Ilustration. Goods sold to Kunal. Here, in this transaction, Kunal is a personal ac-
count as being the name of human beings. He is receiving goods because it has been sold to
him. He will be debited in the entry as receiver. In the same way, in case of goods pur-
chased from Kishore, the giver of goods i.e., Kishore will be credited. Bank A/c will be
debited in case of deposits into the Bank, because Bank will be the receiver of the deposit. If
the amouint is withdrawn from Bank, the amount will be given by the Bank. The Bank will be the
. giver, as such credited in the book. It shows that we have to identify the personal account, which
will be in the name of persons, firms, companies and institutions. After that, it should be veri-
fied, whether the account is a receiver or giver in the transaction, If it is a receiver, it should be
debited and in case of giver, it should be credited.

Examples : ‘
Transactions
(f) Goods sold to Kunal for Rs. 10,000 .
Kunal Arc ' 3 Dr. - . 10,000
To Sales Alc 10,000
(Being goods sold to Kunal) . ‘
Note, Here Kunal’s A/c has been debited as per rule of personal A/c. (Debit the Receiver) |
(i) Goods purchased from Kishore for Rs. 8,000 ' ' '
Purchases A/c . Dr. 8,000
To Kishore A/c ' 8,000
(Being goods purchasodlfrom Kishore) -

Note, Here Kishore’s A/c has been credited as per rule of personal A/c. (Credit the Giver)

(i) Amount deposited into the Bank Rs. 20,000 '

" BankAle R 3 20,000

To Cash A/c 20,000
{Being amouiit deposited into the bank)

Note. Here Bank A/c has been de!:iled as per rule of personal A/c. (Debit the Receiver)

(i) Amount withdrawn from the Bank Rs. 4,000 :

. Cash Al ' Dr. 4,000

To Bank A/ - ] 4,000
(Being amount withdrawn from the barnk)
Note. Here Bank A/c has been credited as per rule of personal Afc. (Credit the Giver)

We should also take into consideration the following rule in case of Personal Accounts.

Rules of Debit and Credit—.
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Debit the debtor.
Credit the creditor

The traditional rule of debiting and crediting personal accounts may sometimes prove
to be incorrect. It is, therefore, advised that learners should develop an attitude for applying
the modern American Accounting equation approach for journalising transactions.

In order to debit or credit representative personal accounts, the rule of Debiting the
Debtor and Crediting the Creditor is applied. For example, in case of outstanding salaries,
salaries will be payable to those employees, whose salaries for the current yéar is due. They
are our creditors, so outstanding salaries A/c, representative of such employees will be
credited. In the same way, prepaid expenses, representing those parties who have been paid
expenses in advance will be debited, because they are our debtors. As prepaid expenses
represent the debtors; so prepaid expenses A/c will be debited. According to American
approach prepaid expenses are assets, so it will be debited, because it is increasing {Debit
the increase in assets). ' )

Examples .
Transactions
(i) Goods sold to Vijay for cash Rs. 10,000
Cash Alc Dr. "~ 10,000 .
ToSalesAlc ' 10,000
(Being goods sold to Vijay for cash)

Note. Here Vijay’s A/c has not been debited because we have sold goods to him for cash and
Vijay is not our debtor, though he is the receiver of thc‘ goods. : .

(it) Goods purchased from Fernandes for cash Rs. 8,000
Purchases A/c Dr. 8,000
To Cash Al - 8,000
(Being goods purchased from Fernandes for cash) '
Note. Here Fernandes’s A/c has not been credited because he has made cash purchases and is
not our creditor, though he is the giver of the goods.
It shonld be noted that if any prefix or suffix ie., outstanding, due, unpaid, owing,
prepaid, unexpired, accrued, unearned etc. is added to nominal account, it becames

_personal A/c as commission accrued A/c, unearned rent A/c, unexpired insurance and

wages owing A/c, -

-

-~
Impersonal Accounts

" All those accoutits, which are not personal accounts are termed as ixirlpersonal accounts.
These accounts may be related to assets, losses, expenses, incomes and gains. In other
words, impersonal account may be classified as Real and Nominal Accounts.

Real Accounts. It is classified as (o) Tangible and (&) Intangible.

(a) Tangible Real Accounts. This account is related to property. In other words, tangible
real accounts are generally those accounts which are concerned with the things which really
exist. All those things which can be seen, touched and have physical construction, shape,

. form and size are Real Accounts. In this way, Cash A/c, Building A/c, Plant A/c, Furniture

A/e, Goods A/c, Machinery A/c etc. are real accounts,



(b) Intangible Real Accounts. These real accounts are intangible i.e., they do not have
any physical construction, form, size, shape. They can neither be seen nor touched. The
value of these accounts are measured in pecuniary terms. Goodwill, trade marks and patent
rights are its example. "

Rules of Debit and Credit .

Real accounts are related to lifeless properties which cannot do anything at their will.
They are either plirchased or sold. They either come into the business or go outside the
business. On the basis of this nature of real account, the following rules have been ascer-

tained :

Debit what comes in

Credit what goes out

According to this rule, whenever any property comes into the business i.e., owned by
the business, it is debited and property account is credited, when it goes outside the busi-
ness. In case of purchasing furniture for cash, furniture will be coming under the ownership
of the firm, therefore, furniture account will be debited but-cash account will be credited
because cash is going outside the business against the payin'ent for furniture.

- Examples -
Transactions
@) Furniture purchased for cash Rs. 5,000
Furniture A/c Dr. 15,000
To Cash A/c - 15,000

(Being furniture purchased for cash)
Naote. Here fumiture A/c has been debited and cash A/c has been credited as per rule of Real
Account. :
(éi} Machinery sold for Rs. 5,000 )
Cash Ale . Dr. 5,000
To Machinery A/c - 5,000
{Being amount received from the sale of machinery)

Nate. Here cash A/c has been debited and machinery A/c credited as per rule of-Real Account.

" Nominal Account

" This account is just reverse to the Real account. Real accounts generally have exist-
ence, but Nominal accounts do not have any existence. These accounts do not have any
form, shape and physical construction. In other words, these accounts are related to In-
come and Expenditure or Gains and Losses. Wages A/c, Salaries A/c, Rent A/c, Interest
A/c, Discount A/c and Advertisement A/c are some of its examples.

Nominal Accounts are also known as Revenue and Expenses Accounts, because they

deal with revenue and expenses. These accounts are also known as Temporary Accounts,

specially in America because these accounts are closed at the end of e{rery accounting year |

by transfer to Trading or Profit and Loss A/c. These accounts do not have any opening or
closing balance. -

Rules of Debit and Credit—
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Rudles of Debit and Credit
Nominal accounts are expenses or losses and incomes or gains, According to this nature
of Nominal accounts, the following rules for their debit and credit have been determined :

Debit ail expenses or losses

| Credit all incomes or gains
According to the above rule; wages Alc, salaries A/c, insurance A/c and interest A/c
etc. are debited when these expenses are met. Discount'A/c, commission A/c, interest A/c,
etc. are credited, whenever they are received. In case of payment of salaries to workers,

salaries are an expense, so salaries account will be debited. While receiving rent from the
tenant, rent will be gain and thus credited in the books of accounts.

Examples :
Transactions
(i} Salaries paid Rs. 25,000
Salaries A/c Dr. 25,000
To Cash A/c 25,000
(Being salaries paid)

Note. Here salaries A/¢ has been debited as per rule of Nominal Account, (Expenses are
debited)
(i) Rent received Rs. 5,000
" Cash Alc Dr. 5,000
" To Rent Ale . 5,000
(Being rent received)

Nute. Here rent A/c has been credited as per rule of Nominal Account. {(Income is credited).

3.7 MEANING OF JOURNAL

The word ‘Journal’ has been derived from the French word ‘TOUR’ meaning daily
records. Journal is a book of prime record for small firms. Big concerns prepare Cash
Book, Purchases Book, Sales Book and other subsidiary books in addition to Journal proper.
Sthall-firms record their business transactions in Journal and post them to the concerned
ledger accounts. Big concerns record their business transactions in subsidiary books and
Journa! and post them from these prime books to respective ledger accounts.

According to Professor Cartor, “The Journal is originally used, as a book of prime

| entry inwhich transactions are copied in order of date from a memorandom or waste book.

The entries as they are copied are classified into debits and credits, so as to facilitate them
being correctly posted, afterwards in the ledger”. | '

Business transactions of financial nature are studied and classified as assets, liabilities,
capital, revenues and expenses and accordingly debited or credited in-the J. ournal. Accounts
are debited or credited according to rules of debit and credit applicable to the specific account.
Journal entries are passed on the following format : . ' '



Format of Journal

Date Particulars L.F. Amounts

Debit Credit

) . @) ) @ )

The journal is sub-divided into five columns. These columns as per above format are
Date, Particulars, Ledger Folio, Amount (Debit), Amount (Credlt) and narration. These
columns show the following informations :

1. Date .

This is the first column of the Journal. It records the date of the transaction with its
month and year. We need not repeat the year against every entry because the year is almost
the same. In the same way, months should also not be repeated but the date should change
because the dates of transactions ordinarily differ. The sequence of the dates and months
should be strictly maintained i.e., transaction taking place on January 1, 2005 will be re-
corded in Journal first and afterward the transaction taking place on January 2, 2005. In the
same way, transaction for the month of January, 2005 will be recorded before the transac-
tions of February, 2005. Date should be recorded in the Journal as under :

Date
2005 ‘
Jan. 1 1
s 20
"Feb. 1

2, Particulars
This column is used for recording the details of the business transaction. As we know

~ every transaction has got double effect and there are always two or more acccnnts to be |

debited and credited. We write the name of account to be debited and also writc ‘Dr” against
the account. Account to be credited is written below the account to be debitzd. The credit
~ account starts after leaving certain space and we do not write ‘Cr’ against this account.

After the Journal Entry ‘Narration’ is written, just to explain the journal entry. If furniture
is purchased, furniture account will be debited, because the transaction will increase the
value of furniture and cash account will be credited because cash will decrease due to the
payment for furniture. This transaction will be recorded in the Particulars column of the
Journal as under : '

. Particulars

Fumiture A/c - Dr.
To Cash Ale
{Being furniture purchased)

The important feature of the above Journal entry are using ‘Dr’ against Fumiture A/c,.
_leaving space while writing Cash A/c and not using ‘Cr’ against Cash A/c. Narration is
preceded by the words ‘Being’, ‘For’ can also be used instead of ‘Being’. Presenting Journal
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entry as above is the convention of Accounting. It should be honoured to establish norms of
the subject and to bring uniformity in the presentation.
3. Ledger Folio (L.F.) . '

Journal is the original record of the business transactions. On the basis of j ournal entries
posting in the Jedger accounts are made. It shows that journal and ledger are inter-related
and the ledger posting is based upon Journal. It is, therefore, necessary that there should be -
certain reference as regards the page number of ledger, where the account in the journal is
being posted. This will facilitate in understanding and checking the ledger posting at a
giance. In the above journal, if we write ‘7’ in the L.F. column against furniture, it will
mean that the Fumiture A/c is prepared at page ‘7” of the ledger. We cantumn page ‘7’ of the
ledger and check the posting in the ledger accounit. The posting can be verified from the
Journal and if necessary from the source document, wherefrom the Journal is recorded.

4. Amount (Debit) and (Credit)

Every transaction has got debit and its corresponding credit of the same amount, It is
therefore, necessary that the amount colunn should be divided into debit and credit col-
umns. The amount of the account debited is written against the debit column of the amount
and the amount of the account credited is written at the credit column of the amount.

5. Narration

After passing journal entry, we have to explain briefly the transaction for which the
entry has been passed, It enables everyone going through the joumnal entry to have an idea
about the transaction. It is customary to start the statement with the word ‘Being’ or ‘For’
denoting the reason for which entries have been passed. This statement is known as ‘narra-
tion’ meaning description, because it narrates briefly the transaction for which the entry
has been passed. It is also customary to write the narration within small brackets. After the
narration, horizontal line is drawn in the particulars column only just to separate the journal
entry from the other entry.
Compound or Composite Journal Entries

Sometimes a particular transaction involves more than two accounts. Many transac-
tions are related to specific account on a particular date. There may be certain transactions
of the same nature on a certain date. In these cases, we prefer to pass only one entry instead
of passing two or more entries. Such entries can be passed in either of the following three
ways . ’

(@) By debiting one account and crediting two or more accounts.

{b) By crediting one account and debiting two or more accounts.

(c) By debiting two or more accounts and crediting two or more accounts.

Hllustration 1, Pass necessary Journal entries in the following cases :

() Amount received from James Rs, 1,980
Discount allowed ‘ Rs. 20

(ii) Amount paid to John ' Rs. 2,920
Discount received Rs, 80

{iti) Salaries amounting to Rs. 3,000 and weges amounting to Rs. 5,000 were paid on
-31st Dec. 2001, ’ '



Journal Entries :

(#) Cash Alc Dr. . 1,980
Discount Afc ) Dr. 20
To James A/c ) ‘ 12,000
(Being amount received from James and discount allowed) ’ i
(ii) Adi Alc . Dr 3,000
To Cash Afc “ 2,920
To Discount received Afc . 80

(Being' amount paid to Adi and discount received from him)

(iii) Salaries Alc - ' Dr.’ 3,000
Wages A/c . Dr. 5,000

ToCashAlc | o 8,000
(Being payment of salaries and wages) i

Opening Journal Entrf

Business, according to going concern concept is supposed to be carried on indefinitely.
At the end of the accounting year different accounts are closed but the business has to be
carried on, so prcv‘ioﬁs year’s assets and liabilities are to be brought into account of the

current year. Passing journal entry.in the beginning of the current year with the balances of “

assets and liabilities of the previous year is opening journal entry. In this entry assets accounts
are debited because assets always show debit balance. Liabilities and capital accounts are
credited because they show credit balance.
Hlustration 2. The firm of M/s Garg and Gupta has the jbl!owmg baiances in their
“ different ledger accounts on January 1, 2006.

Cash Rs. 20,000
Closing Stock Rs. 20,000
Building Rs. 60,000
Debtors Rs. 20,000
Creditors Rs. 16,000
- Capital Rs. 1,08,000
Pass the opening Journal Enny
Solution.
Journal Entry
. Amount
Date ' Particulars LF. :
. Debit Credit
Rs. Rs.
2006 _ |
Jan. 1 Cash A/c Dr. 20,000 -
Goodwill A/c (difference) Dr. | 4000 |
Stock Afc Dr.. 20,000
) Building A/c Dr. ’ 60,000
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Debtors A/c ' Dr. T 20,000 7
To Creditors A/c 16,000
To Capital Afc . 1,08,000
(Being previous year’s balance brought into '
books)
| ‘Note. Excess of credit over debit has been assumes to be Goodwill
Hlustration 3. Journalise the following transactions :
2002 '
Jan. 1 Started business with cash Rs. 10,000 and goods Rs. 5,000.
Jan. 3 Paid into Current Account Rs. 4,000.
Jan. 5 Sold goods to Neergj Rs. 2,000.
Jan. 9 Goods returned by Neeraj Rs. 200.
Jan. 12 Goods purchased from Kapoor Rs. 3,000.
Jan. 15 Goods returned to Kapoor Rs. 150.
Jan. I8 Purchased goods from John for Rs. 16,000.
, He allowed 10% Trade discount.
Jan. 21 Received a V.P.P. from Prem for Rs. 1,000.
Sent a worker to collect it who paid Rs. 7 as cartage.
Jan. 22  Paid interest on loan Rs. 30.
Solution.
Journal Entries
Amount
Date - Particulars LF '
Debit Credit
_ Rs. Rs.
2002 ‘
Jan. 1 Cash A/c Dr. 10,000
Goods A/c . Dr 5,000
To Capital Alc ' _ ' 15,000
(Being started business with cash Rs. 10,000
and goods Rs. 5,000) '
Jan. 3 Bank A/c ' ' Dr. 4,000
To Cash A/c 4,000
‘(Being amount deposited into bank) :
Jan. 5 Neeraj Alc Dr. 2,000
To Sales A/c 2,000
{Being goods sold to Neeraj)
Jan, 9 Sales Return A/c © Dr. 200
To Neeraj A/c 200
- (Being goods returned by Neer,
Jan.12 | Purchases A/c ' Dr. 3,000
To Kapoor A/c ] 3,000
(Being goods purchased from Kapoc .)
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Jan. 15 Kapoor A/c Dr.
' To Purchases Return A/c . 150
(Being goods returned to Kapoor) -

Jan. 18 Purchases A/c ) Dr. 9,000 :

' ~ TolohnAle - . - 9,000

(Being goods purchased from John Rs. 10,000.
He allowed 10% trade discount) -

Jan. 21 Purchases A/c . ' Dr. 1,000 -

Cartage A/lc Dr. ' 7
To Cash A/c - o 1,007

(Being V.P.P. received and cartage paid)

Jan.22 | Interest on Loan A/c . Dr. 30
To Cash A/c . 30

(Being payment of interest on loan)

Total - 34,387 . 34,387

Hlustration 4. Record the Jollowing transactions in journal :
() Goods worth Rs. 500 given as charity.
(i) Received Rs. 975 from Mahesh in full settlement of his account for Rs. 1,000.

(iif)Received a first and final dividend of 60 paise in a rupee from the Oﬁic:‘al Re-
ceiver of Mr. Mahesh, who owed us Rs. 1,000.

Solution.
Journal Entries .
Amount
Date Particulars : LF.
Debit Credit
Rs. " Rs.
) Charity Afc . Dr. 500.
To Purchases A/c 3500
(Being goods given as charity)
(i) Cash A/c ’ Dr. 975
Discount A/c ' Dr. 25
To Mahesh A/c 1,000
{Being amount received from Mahesh and '
discount allowed)
(i) Cash A/c Dr. 600
Bad Debts A/c Dr. 400
To Mahesh A/c - ] 1,000
(Being 60% received from David in full -
settlement of account)

Notes. (7} Goods given as charity must have been charged at cost price, so they will reduce
purchases. This is why, Purchases Account has been credited instead of Sales Account.

(if) Rs. 25, received lesser from Mahesh is discount allowed. It is an expense, so debited.

-
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Htustration 3. Pass necessary journal entries for the following transactions :

(i} Rs. 1000 was stolen from the safe of the firm.

(i) Received an order from Miss dpe for the supply of goods worth Rs. 40,000. in
this connection we received Rs, 20,000 as advance.

(i#) Goods sold for cash Rs. 10,000. Also received 7% sales tax.
(iv) Given as charity : Cash Rs. 1000, Goods Rs. 3,000 and a Sofa-set worth
Rs. 4.000. :
(v) Goods worth Rs. 700 stolen by an employce.
(vi) Purchased two horses worth Rs. 20,000 for the business.
(vii) Goods given to propricior’s daughter Rs. 3 00.
(viii}y Goods worth Rs. 1,000 destroyed by fire.
(ix) Goods worth Rs. 2,000 distributed as sample.
(x) Bricks worth Rs. 1,00 000 purchased for the construction of building.’
(xi) Received cash from Kawa:’o agamsr bad debts written oﬁ’ last year, Rs. 3,300.

Solution,
Journal Entries
h | ’ Amount
Date Particulars LF.
Debit Credit
Rs. Rs.
(3 Loss by theft Arc Dr. 1,000 '
To Cash A/c , 1,000
{Being cash stolen from the safe of the firm)
() | CashAl Dr. . 20,000
) To Advances from Miss Ape Alc - 20,000
{Being amount received from Miss Ape in
advance)
(iii) Cash A/c . Dr. 10,700
To Sales Ale ) ' 10,000
To Sales Tax A/lc - . 700
{Being goods sold for cash and sales tax .
received) ’
() | Charity Alc : D || 8000 )
* To Cash Alc © 1,000
To Purchases Afc  ~ . 3,000
To Furniture Alc ' - 4,000
" (Being charity given as cash, goods and
furniture)
) Loss by theft A/c ’ . Do) 700
To Purchases Afc : 700
{Being loss of goods by theft)

L e ]
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[—'( vi) Livestock A/c Dr. 20,000
To-Bank A/c : 20,000
‘(Being purchases of two horses)

(vi) Drawings A/c Dr. 300
To Purchases A/c ' 300
(Being goods given to proprietors daughter)

(viii) Loss by fire A/c ' Dr. 1,000
To Purchases A/c ' 1,000
{Being goods lost by fire)

(ix) Free samples A/c Dr. . 2,000
To Purchases A/c 2,000
(Being goods distributed as sample)

(x) Building A/c ) Dr. | - 1,00,000

To Bank A/c 1.00,000

(Being purchase of bricks for the construction
of building)

) Cash Alc Dr. 3,300

To Bad Debts Recovered A/c 3,300

{Being amount received from Kiwalo against
bad debts previously written off)

Hlustration 6. Journalise the following transactions : \
(i) Sold furniture to M/s Satish & Sons at the list price of Rs. 20,000 and allowed
them 5% trade discount. We deal in furniture.
(i) M/ Satish & Sons cleared the account and we allowed them 3% cash dis-
count.
(ii1) Furniture costing Rs. 2,000 was used ir firnishing the office of the firms, we
deal in furniture. ’

(iv) Sold goods to Sony at the list price of Rs. 12,000, allowed trade discount | -

@ 10% and cash discount at the ratz of 5%. Sony cleared the account.
(v) Supplied goods costing Rs. 4,000 to Jimmy at 20% above the cost price and
allowed 10% trade discount. :
(Vi) Paid sweeper’s sala;y Rs. 3,000, .
(vii) Received interest on loan Rs. 250 from Anshu, the debtor. -
(viit) Goods used personally by the proprietor Rs. 350.
(ix) Purchased postcards Rs. 100 and envelopes Rs. 200.
(x) Paid cash to Mrs. Andrews on behalf of Mv. Andrews Rs. 1,050.
{xi) Received an order from Ramesh for supply of goods for Rs. 50,000 and re-
ceived Rs. 15,000 as an advance.
(xii) Purchased bullocks of Rs. 4,000 for the business.
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Accounting. Solution, Journal Entries
_ Amount
Date " Particulars LF )
NOTES - . Debit Credit
' Rs Rs. -
(3] M/s Satish & Sons A/c Dr. 19,000
To Sales A/c _ 19,000
‘(Being furniture sold to M/s Satish & Sons)
@) | CashAk : ' Dr. 18,430
. Discount allowed A/c Dr. 570
To M/s Satish & Sons A/c ) 19,000
(Being amount received and atlowed discouut)
th) Furniture and Fittings A/c Dr. | 2,000
To Purchases A/c 2,000
(Being furniture used in furnishing the office .
of the firm)
G%) {a) Sony A/c br. ‘ 10,800 _
- To Salés A/c 10,800
(Being goods sold to Sony)
{b) Cash A/c Dr. ©o | 10,260
Discour}t allowed Afc . Dr. 540 )
To Sony A/c , 10,800
(Being amount received from Sony and
discount allowed)
o) Jimmy Alc Dr. | 4320
) To Sales A/c - , o ' 4,320
(Being goods sold to Jimmy) '
(v)) | Salaries A/c Dr. | 3,000 o
To Cash Alc . v 3,000
(Being salaries paid to sweeper)
i) | -Cash Ak - . .Dr 250
To Interest on Loan A/c 250
(Being interest on loan received) ' .
(viii) - Drawings A/c Dr. - 356
To Purchases A/c 350
(Being goods used by the proprietor personally)
(ix) - Postage A/c Dr. 300
To Cash Alc . ) 300
(Being purchases of postcards and envelops)
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| (xi)

(xif}

Cash A/c " Dr
To Ramesh Nc
(Being amount received from Ramesh as an

advance against the order for the supply
of goods worth Rs. 50,000)

Livestock A/c Dr.
To-Bank A/c ‘
(Being purchased bullocks for the business)

15,000

4,000
4,000

e o e T e e T e e et e e e e e =] Rules of Debit and Credit—
(x) Mr. Andrews A/c . Dr. 1,050 Journal
To Cash A/c 1,050
(Being amount paid to Mrs. Andrews on behalf
of Mr. Andrews) NOTES

Closing Journal Entries

At the end of the accounting period, all ledger accounts pertaining to goods i.e., pur-
chases, sales, purchases return, sales return, stock and other accounts concerning expenses,
losses, incomes and gains are closed by transferring to Trading and Profit and Loss Ac-
counts, These transferred entries are termed as closing entries. In other words, the closing
entries concern all the items of the debit and credit side of Trading and Profit and Loss A/c

i.e., Nominal Accounts.
- It should be noted that closing entries are made for Nominal Accounts only

Presemation of Journal Entries

Rule Applicable

Transactions Journal Entry
1. Commenced business Cash Alc . _ Dr.| Increase in assets is debited.
To Capital A/c Increase in capital is credited.
2. Cash purchases or Purchases A/c Dr.| Increase in cxpensc or asscts is
debited.
Goods purchased for cash To Cash A/c Decrease in assets is credited.
3. Purchased goods on credit [ Purchases A/c Dr. | Increase in expenses or assets is
or Credit purchases debit=d.
To Supplier’s A/c Increase in liability is credited,
" 4. Cash sales Cash A/c Dr. | Increase in assets is debited,
' To Sales Alc Decrease in revenue or assets is
credited. _
5. Credit sales Debtors A/c Dr. | Increase in assets is debited.
To Sales Afc | Decrease in or assets is credited.
6. Purchases return Supplier’s A/c Dr.| Decrease in liability is debited.
To Purchases return A/c | Decrease in assets is credited.
or Retums outward A/c - '

Self-Instructional Muterial

49



o

Financial Accounting

NOTES

S8 Selflnstrictional Material

]

To Purchases A/¢

7. Sales return Sales return A/c Dr. | Decrease in revenue is debited.
or Returns inward A/c Dr. | Decrease in assets is credited.
To Debtors Alc
8. Purchase of assets Asseis Alc Dr. ) Increase in assets is debited.
To Cash Alc Decrease in assets is credited,
9, Sale of assets Cash A/c Dr. | Increase in assets is debited.
To Assets Alc Decrease in assets is credited.
10, Payment of expenses Expenses A/c Dr. | Increase in expenses is debited.
To Cash Afc Decrease int assets is credited.
11. Receipt of income Cash A/c Dr. | Increase in assets is debited.
To Income Alc ! Increase in revenue is credited.
12. Coliection from debtors Cash AJc Dr. | Increase in assets is debited.
{Discount allowed) Discount Alc Dr. | Increase in expense is debited
‘ To Debtors A/c Decrease in asseis is credited.
13. Payment to creditors Suppliers Alc Dr. | Decrease in liability is debited.
{Discount Received) To Cash Ale | Decrease in assets is credited.
To Discount A/c - Increase in revepue is credited.
14, Depreciation on assets Depreciation Afc Dr. | Increase in expenses is debited.
To Assets Afc Decrease in assets is credited.
L5. Interest on capital Interest on capital A/c Dr.| Increase in expenses is debited.
:F o Capitai Adc Increase in capital is credited.
16. Quistanding expenses Expenses Afc Dr. | Increase in expeases is debited.
To Oulstandiné
expenses Alc Increase in liability is credited.
17. Prepaid expenses Prepaid espenses A/c  Dr.| lncrease in assets is debited.
To Expenses Alc Decrease in expenses is crediled.
18. Withdrawal of cash Drawings Afc Dr.| Decrease in capital is debited.
for personal use Tz Cash Ale Decrease in assets is credited.
19. Withdrawal of goods Drawings A/c Dr.; Decrease in capitat is debited.
for perscnal use To Purchases A/c Decrease in expense or assets is
credited. '
20. Goods given as charity Charity A/c Dr.| Increase in exi)ergses is debited.
To Purchases Aic Decrease In expenses or assets Is
credited.
21. Insolvency of debtors Cash Asc Dr. | Increase in assets is debited.
Bad Debts A/c Dr.| Increase in expenses is debited.
| To Debtors A/c Decrease in assets 1s credifed.
22.. Bad Debts recovered I Cash A/c Dr.| Increase in assets is debited.
To Bad Licbls
L recovered A/c Increase in revenue is credited.
23, Distribution of goods Free Samples or Increase in expense is debited.
as free samples Advertising Alc Dr. :

Decrease in expeqse or assets is
' H .
i credited.




24. Loss of goods by Loss by theft A/c Dr. | Increase in expenses is debited.
' theft/fire or '
Loss by fire A/c Dr. | Increase in expense is debited.
To Purchases A/c Decrease in expense or assets is
credited.
25. Loss of cash by Loss by theft A/c Dr. | Increase in expense is debited.
theft/fire or .
Loss by fire Afc . Dr. | Increase in expense is debited.
To Cash A/c Decrease in assets is credited.
26. Income Tax paid Capital A/c Dr. | Decrease in capital is debited.
To Bank/Cash Alc Decrease in assets is credited.
27. Refund of Income Tax Cash A/c Dr. | Increase in assets is debited.
' ' To Capital A/c Increase in capital is credited.
28. Interest received on Cash A/c Dr. | Increase in assets is debited.
(Income Tax surplus) To Capital A/c Increase in capital is credited.

29. Bills drawn Bills Receivable A/c Dr. | Increase in assets is debited.
To Drawee’s Alc Decrease in assets (Debtors) is
) credited.
30. Bills accepted Drawer’s Alc Dr. { Decrease in liability is debited.
i To Bills Payable Afc Increase in liability is credited.
31. Payment of the bill Cash Alc Dr. { Increase in assets (cash) is debited.
received [ To Bills receivable Afc § Decrease in assets (B/R) is credited.
32. Payment of the bill Bills Payable A/c Dr. | Decrease in liability (B/P) is
made _ debited. ’
Toe Cash Alc Decrease in assets (cash) is
credited.
33. Bills Receivable Drawee’s A/c Dr. | Increase in assets is debited.
dishonoured To Bills receivable A/c | Decrease in assets is credited.
or Bank A/c Decrease in assets is credited
‘ or Endorsee’s A/c Increase in liability is credited. :
34. Bills Payable dishonoured | Bills payable A/c Dr. | Decrease in liability is debited. II
To Drawer’s Alc Increase in liability is credited.
35. Sale of Assets for more Cash A/c Dr. | Increase in assets (cash) is débiuid.
than the book value To Assets Afc Decrease in assets is credited. |
To Profit on Sale of ' '
Asseis Alc Increase in revenue is credited.
36. Sale of Assets for lesser Cash A/c Dr. | Increase in assets is debited.
than the book value Profit & Loss Afc Dr. | Increase in expenses is debited.
To Assets Afc Decrease in assets is credited.
37. Amount deposited into Bank Af/c Dr. | Increase in assers is debited.
Bank/opened a Bank To Cash Ajc Decrease in assets is credited.
Account
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38. Amount withdrawn from [ Cash A/c Dr. | Increase in assets is debited.
Bank To Bank Alc Decrease in assets is credited,
39. Cheque received and Cash Alc Dr. | Increase in assets-is debited.
© retained To Debtors A/c Decrease in assets is credited,
40. Cheque received previously| Bank A/c Dr. | Increase in assets is debited.
deposited into Bank To Cash A/c Decrease in assets is credited,
41. Cheque received previously| Endorsee’s A/c Dr. | Decrease in liabilitiy is debited.

. and endorsed To Cash Afc Decrease in assets is credited,
42. Cheque received and Bank A/c Dr. | Increase in assets is debited.

' deposited into Bank To Debtors Alc ) Decrease in assets is credited,
43, Cheque issued Creditors Alc Dr. | Decrease in liability is debited.
, To Bank Ac Decrease in assets is credited.
44, Interest allowed or Bank A/c " Dr. | Increase in assets is debited.

- Credited by bank To Interest Alc Increase in revenue is credited,
45, Intcfcst charged or Interest A/c Dr. | Increase in expenses is debited.
Debited by bank To Bank Alc Decrease in assets is credited, .
46. Bank charges or Bank Charges A/c Dr. | Increase in expenses is debited,
collection charges . To Bank A/c Decrease in assets is crédited.
47. Dishonour of cheques, Drawee’s A/c Dr. | Increase in assets is debited.
Discountéd earlier To Bank Afc Decrease in assets is credited,
48. Sale of wastes or scrap | Cash A/c Dr. | Increase in assets is debited.
To Miscellaneous .
Receipts Alc Increase in revenue is credited,
49. Subscribing newspaper Misceltaneous Expenses .
' Alc Dr. | Increase in expenses is debited.
To Cash A/c Decrease in assets is credited.
50. Treatment of Sales Tax {a) Cash A/c Dr. | Increase in assets is debited.
To Sales Alc Decrease in assets, revenue is
' credited. :
To Sales Tax A/c | Increase in liability is credited.
(b) Sales Tax Alc Dr. | Decrease in liability is debited.
To Cash A/c Decrease in cash as assets is
) credited. '
51. Receipt of VPP (value Purchases A/c. Dr.| Increase in assets or expenses is
payable post) debited.
' To Cash Alc Decrease in assets is credited.

Hlustration 7. Classify the following under three different types of accounts :

(i) Stock
(iv) Cash

(&) Loan
(v) Drawings

(vii) Current Accounts of a partner

(ix) Banks.

(iil) Fixture
(vi) Salaries
(viti} fnsurance




Solution.

Perisonall Account : Real Account : Nominal Account ;
() Loan B (/) Stock Alc (/) Salaries A/c
(i:j Drawings (i) Fixture A/c (i) Insurance A/c.
(iif) Bank A/c . (ii)) Cash Alc )

(iv) Current A/c of a Partner.
Hlustration 8. On Ist January, 2006 the fol!owmg were the balances of Garg & Co. :

Cash in hand Rs, 900 Cash at bank Rs. 21,000 ; Gopi (Cr.) Rs. 3,000 Anu (Dr.)
Rs. 2,400, Stock Rs. 12,000, Dhannendra (Cr.) Rs. 6,000 ; Keshav (Dr )Rs 4,500 ; Kunal
(Cr.) Rs. 2,700. _

Transactions during the month were—

2001 ‘ . | Rs.
Jan.2  Bought goods from DRAIMENGra .....rmenserisesmsirmarssssissssssssssnnses 4,700
Jan.3  Soldto Keshav ... ceeversrssrsnserssisasesnresesssstissssnssssntsennssnaien 3000
Jan.'5 Sofd to Kunal gaods fbr cash .. SO ¥ /./
Jan. 7 Tookgoodsforpersona! use .. 200
" Jan. 13 Received from Anu infull setﬂement vererisensinatsrensensvsssssrnsisasnnissisns 23330
Jan. 17 Paid 10 Gopi it full SEHEMERt ..o s 5920
Jan. 22 Paid €ash for SIQHORETY cvvvvevevmmmimimsnssssssssmssonmmesmssssssssississsssmesssses 50 -
Jan. 29 Paid to Dharimendra by CReqUE .........couasicsssriisnisosmrissssssnivonns . 2,650 ‘
Dfscountaﬂowed“...................................................;................,....:.... 50
Jan. 30  Provide interest on capiral 100
Rent due to landlord ... 200
Journalise the above transactions. '
Solution.
Journal Entries
Amount
Date .- Particulars ‘ LF.
' Debit Credit
Rs Rs
2006 .
Jan.1 | CashAfc Dr. 900
Bank A/c Dr. 21,000 .
Anu Afc o - Dr. 2,400
Keshav A/c ‘ Dr. 4,500
~Stock Alc Dr, 12,000
To Gopi A/c . _ ' 3,000
To Dharmendra A/c : 6,000
To Kunal Ale : 3 - 2,700
To Capital A/c ' _ 29,100*
(Being the various assets and liabilities are
brought to new books)
1 A —— — L ]
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Jan.2 | Purchases A/c Dr. 2,700
To Dharmendra A/c : 2.700
(Being goods purchased from Dharmendra)

! Financiat Accounting

NOTES Jan.3 | Keshav Al . Dr. © 3,000
To Sales A/c 3,000
(Being goods sold to Keshav) ' ' '

Jan.5 | CashAfc Dr. | 3,600
To Sales Alc ' 3,600
(Being goods sold to Kunal for cash) '

Jan. 7 Drawings A/c : Dr. 200
To Purchases A'c 200
(Being goods taken for'personal use)

Jan. 13 Cash A/c Dr. 2,350

Discount allowed A/c Dr. | 50 )
To Anu Alc - 2,400

(Being cash received from Anu in full .
settlement of the account)

Jan. 17 | Gopi Alc " Dr 3,000

To Cash Alc “ 2,920
Toe Discount received Afc 80
(Being cash paid to Gopi in full settlement of
the account) . |
Jan, 22 Stationery A/c Dr. \ S0
To Cash A/c 50
! (Being stationery purchased)
Jan.29 | Dharmendra Afc ‘ Dr. | 2,700
To Bank A/c | 2,650
To Discount received Alc 50

(Being amount paid to Naro by cheque and
she allowed discount)

Jan. 30 Interest on Capital A/c Dr. 100
To Capital A/c ) : 100
_ (Being interest on capital is provided)
Jan. 30 Rent A/c Dr. 200
To Rent Qutstanding A/c - 200

(Being rent due to andlord)

*Excess of debit opening balances over credit opening balances will be assumed to be capital.

B4 Self-instrictionsd Materia!



Alternate of Hlustration No. 8

Analysis of Transactions

Accordi}:g to - According to
S.No. Transactions Related Accounting Equation Traditional Classification
Account (American Approach) (English Approach)
Nawre of How Kind of Account Account
Account Effected Accounts - Effect of Rule to be debited | to be credited
1. | Commenced business with cash | Cash Asset Increased Real Cash comes in Cash —
‘ Capital Capital Increased Personal Proprietor is giver — Capital
2. | Goods purchased Goods Asset Increased | ' Real Goods comes in Goods —
on credit from Avi Avi Liability | Increased Personal Avi is giver {Purchase) Avi
3. ! Received Interest Cash Asset Increased Real Cash comes in Cash —
Interest Income Increased Nominal Interest is income — Interest
4. | Purchased machinery for cash | Machinery Asset Increased Real Machine comes in Machinery —
' : Cash Asset _Decreased | - Real Cash goes out ' Cash
3. .| RentPaid Rent Expense | Increased Nominal Rent expense Rent —
. Cash Asset Decreased Real Cash goes out — Cash
6. | Rent Received Cash Asset Increased Real Cash comes in Cash o
' ! Rent Revenue | Increased Nominal Income — Interest
7. | Sold goods to Kevi ! Kevi Asset Increased Personal Receiver Kevi —
' Goods Asset Decreased Real Goods goes out - Goods
(Sales)
8. | Depreciation on : Depreciation| Expense | Increased Nominal Expenses Deprecia- —
Machinery i Machinery Asset Decreased Real Goes outside " ation
[ {Decreasing in value)| — Machinery

Note. Analysi's of transactions and their Accounting treatment to the Madern American approach and Traditional English approach as per above statement shows the
same Accounting treatment. Leamers of the subject should base their understanding on Accounting Equation Approach in order to develop scientific outlook towards
Accounting. It may also be noted that purchases A/c can also be treated as an expense and sales A/c can be treated as revenue. According to this approach, rule of debit and

' 7014330 PPUOLIINLISUL-f10G

credit regarding expense and revenue will apply in case of purchases and sales but lead to the same entry as discussed above.
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Hlustration 9. Reéord the following transactions in the Journal of NOIDA Furniture

Mart :
2006 :
Jan. 1 Started business with cash Rs. 10,000.
Jan, 2 Deposited into bank Rs. 9,000.
Jan. 3 Purchased machinery for Rs. 5,000 from Miss Jolly and gave her a cheque for
the amount. '
Jan. 15 Paid installation charges of machinery Rs. 100.
Jan, 20 Purchased timber from Romi of the list price of Rs. 2,000. He allowed 10%
Trade Discount. N
Jan, 23 Furniture costing Rs. 500 was used in furnishing the office.
Jan. 25 Sold furniture to Ramesh of the list price of Rs. 1,000 and allowed him 5%
_ Trade Discount. -
Jan. 31 Paid wages Rs. 350 and rent Rs. 200,
Solution.
Journal Entries
. Amount
Date Particulars LF. :
Debit - Credit
2006 |
Jan. 1 Cash A/c Dr. " 10,000
To Capital Alc © | 10,000
(Being business started with-cash) - :
Jan.2 | Bank Alc "~ Dr. 9,000
To Cash A/c 9,000
(Being amount deposited into Bank) )
Jan, 3 Machinery A/c : Dr. 5,000
| “To Bank A/c . ' ‘ 5,000
. (Being machinery purchased and paid by cheque)
Jan. 15 | - Machinery A/c Dr. 100
"To Cash Alc i 100 -
{Being installation charges of machinery)
Jan, 20 Purchases A/c : Dr. 1,800 -
o To Romi A/c . 1,800
{(Being timber purchased from Romi Rs. 2,000 '
at a trade discount of 10%)
Jan.23 | Office Furniture Ale Dr.{ | . 500
To Purchase A/c - _ ' _ 500
(Being furniture costing Rs. 500 used in
fumishing the office)




[“Jan.25 | Ramesh Ac b |. | 950 )
To Sales A/c ' - . 950
(Being furniture sold to Ramesh for Rs. 1,000 _
and allowed him 5% trade discount) =
Jan. 31 Wages A/c Dr. 350
Rent Afc Dr. 200
To Cash A/c : 550
{Being amount paid for wages and rent)
Grand Total 27,900 27,900

Notes. (i) Installation charges on machinery is capital expenditure. It will increase the
value of machinery, so it will be debited to machinery account not charges account.

" (3) Timber will be treated as goods, because West Point Furniture Mart, the firm con-
cerned has been dealing in fumiture.

(#ify No entry regarding Trade Discount is passed.

Advantages/need of Journal

. Journal has got the following advantages :

1. Reducing the chances of error. The double effect of every transaction is recorded
in the same journal entry at the same place. It becomes’ easier to check and compare it. In
case, direct posting is made, there is possibility of onnssmn, posting at the wrong side and-
writing wrong amount in the two-accounts.

2. Permanent Record. The Journal has permanent record. It has date-wise record-of
every transaction and can be used for auditing, whenever required.

3. Narration. Journal entries bear narration, which provides complete information about
the transaction. It enables us to understand the entry. : -

4. Convenient distribution of work. Division of Journal mto sub51d1ary books helps
the administration in the distribution of work among employees.

5. Location of errors. Errors can be easily located through journal.

Limitations of Journal

Journal.inspite of its above advantages suffers from the following limitations :-

1. Huge and bulky size. A single journal for the entire business will be bulky and -

difficilt to operate and handle.

2. Balance of accounts at a glance not available. The actual position of ledger bal-
ances as purchases, sales, returns, bills etc. is not known ona particular date from journal.

3. Difficulty in reconciling cash balance. In case all transactions including cash trans-
actions are recorded in the jounal and no cash book is maintained, it will be very difficult
to reconcile daily cash balance. )

In order to overcome the limitations of Journal, business units sub-divide the journal
into convenient parts and prepare subsidiary books i.e., Purchases book, Sales book, Returns
Inward and Outward book, Bills receivable and Payable book. Other transactions which do
not find a place in the subsidiary books are recorded in journal.

Rules of Debit and Credit—
Journal

NOTES

Seif-Instructional Material

57



Financial Areounting

NOTES

58 SelfInstructional Material

3.8 TYPES OF JOURNAL

_ Subsidiary Books

We know that all cash transactions are recorded in the cash book. In addition to these
cash transactions, there are innumerable credit transactions. These credit transactions are
classified as credit purchases of goods, credit sales of goods, purchases returns of goods
and sales returns of goods, Instead of over-burdening journal with ail the credit transactions
of goods, we prepare subsidiary books separately. These subsidiary books are Purchases
Book, Sales Book, Purchases Return Book, Sales Return Book.

Business, these days have been greater in size. They have got innumerable transac-
tions. It is guite impossible to record all the transactions in journal or ledger direct, because
this approach wili not allow division and sub-division of work and speedy working. The
easy, convenient, speedy and appropriate maintenance of accounts requires that journal
should be sub-divided in convenient and requisite parts. Separate books should be used for

“each type of transaction. These books are known as special journal or books of primary

record or books of primary entry or subsidiary books.
These subsidiary books having non-cash transactions may be enumerated as under :

1. Purchases-book or Purchases Journal

2. Sales book or Sales Journal .

3 Purchases return or returns outward book

4. Sales return or returns inward book J

CLASSIFICATION OF NON-CASH TRANSACTIONS

|-

¥ ) 3
Subsidiaty books ' ! Joumnal proper
(Special Journal) {Geuneral Journal)

or All Porpose Joumal

Purchases book Purchases Retum Book -
(Purchases Jounal)  ((Purchases Return Journaly

Sales book Sales Return Book
(Saies Joumnal) (Sales Return Jourmnal)

All non-cash transactions are recorded in subsidiary books or journal proper. If the
transaction does not find a place in subsidiary books, it is recorded in the journal proper.

Special Journal (Subsidiary Books)

Special Journal, also known as Subsidiary Books or Day Books consists of Cash Book,
Purchase Book, Sales Book, Retums Inward and Returns Outward Book. These are subsidiary
books having their own unique and specific features.. All transactions concerning these
books are recorded therein. In general, there are lot of transactions concerning these bovks
50, these books are separately prepared in oar financial accounting and special treatment is
accorded to them, ' ‘

Few transactions which do not find a plac = such as opening, closing, transfer, rectify-

ing and adjusting entries are recorded in Gene. | Journal.



Purchase Book (Or Purchase Jou:;nal)

It is one of the most important book, which records credit purchases of gonds. As we
know, all cash purcha;scs are recorded in the cash book. Credit purchases canuot be re-
corded in the cash book. The business wants to know the information about the credit
purchases of goods at a glance. The information can be made available, when purchases of
goods on credit are separately recorded. Purchases book does not keep record of the pur-
chases of assets even though it is on credit. Purchases of goods on credit orly is recorded
in the purchases book. Goods, here means the articles in which the firm is dealing. In
other words, it is the itemn, which is purchased for regular sales. For exaraple, furniture will
be treated as goods in case of the firm dealing in fumiture. For other firms, which are not
dealing in furniture, it will be an asset for them. Plant and machinery are generally assets
but if there is a firm which has been dealing in plant and machinery, it will be goods for the
firm. While recording transactions in the purchases book, we must ascertain that the credit
purchases is related to the articles in which the firm is dealing. Purchases book is prepared
on the following format : :

Specimen format of Purchases Book/Purchases Journal

Amount
Name of Suppliers
Date invoice No. (Account to he credited) |  L.F. Details Total
Rs. R
(1) () 3 o @) (5) (6

Sales Book (Or Sales Journal)

Sales book records credit sale of goods oniy. It does not record cash sales of goods.
Cash sales is recorded in the cash book. All the credit sales are not recorded in it. Credit
sales of assets are also not recorded in the sales book. We can summarise that ;

1. Cash sales is not recorded in sales book.

2. All sales are not recorded in it.

3. Credit sales of assets are not recorded.

4. Only credit sales of goods is recorded,

Goods means the articles in which the firm has been dealing. Goods are purchased for
regular sales. Raw materials used for manufacture of the articles, sold by the firm is also
goods. Articles produced, assembled, manufactured or purchased for sales are all goods.

" The date column of the sales book shows the date of credit sales. Particulars column
contains the name of party purchasing goods-or the patty whom goods have been sold. It
also shows the details of goods as regards its guantity, specifications and also the rate of
trade discount allowed. L.F. column shows the page number of debtors account in the
ledger. The details column is used for additions and subtractions, if any. The total column
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bears the net amount payable By individual customers. The format of the sales book is as

under : . )
' . Specimen Format of Sales Book/Sales Journal
. Amount —[
Date Invoice Name of the Customer LF.
No. (Account to be debited) Details Total
_ Rs. | P. | Rs.| P
1) (2) ' 3) C) (5) A

Purchases Return Book (Or Purchases Return Journal)

Goods purchased on credit may be returned to the seller in case of certain defect or
violation of certain conditions. They may be returned, if they are not according to sample
and specification or if goods have been supplied more than what they have been ordered.

Purchases return book is made in the same fashion as purchases book is prepared. In
the details column, it contains the names of those parties, whom goods have been returned.
It also contains the details of goods returned. If the supplier had allowed trade discount at
the time of purchases, it will also be shown at the time of returning goods. Purchases return
is also known as returns outward because goods brought inside the business at the time of
purchases are being sent outside the business to supplier, This is the return of goods outside
the business, so it is also known as rgtumé outward. In case of goods returned to supplier we

-send a Debit Note to the supplier indicating that the Supplier’s A/c has been debited with

price of goods retumed. While preparing Purchases Return Book the Debit Note No. is
mentioned. '
Sales Retum Book (Or Sales Return Journai) ,

. Goods sold on credit to customers may be returned to us in the followmg cases !

.1, Due to the defect in the goods.

2. Due to delay in the dispatch of goods.

3. Due to over-supply of goods.

4. Due to goods not being in accordance with the sample and specifications,

5. Due to violation of the terms of the contract. .

Goods returned by the customers to us may also be known as ‘Retumns Inward’ because
goods once sent outward with the sales have'been returned back and coming inside the
business. -

Sales return book has got almost the same columns as sales book. ThlS book records the
return of goods sold on credit only. This is not concerned with the return of assets or return
of goods sold for cash. After accepting the goods returned by customer. We issue a Credit
Note to him indicating that the customer’s A/c has been credited for the goods returned by
him. While Preparing Sales Return Book Crdit Note No. is also referred, therein. The
preparation of sales return book has been explained with the help of following illustration.



Journal Proper (Or General Journal)

Business firms of smaller size may record all their transactions in the journal, but in
practice most of the firms record their transactions in subs1d1ary books including cash book.
If the transaction does not find a place in the subsidiary books it is recorded in the journal
proper. There are certain transactions, which cannot be recorded in either of the subsidiary
books, such as purchases of furniture on credit. If it would have been cash purchases of
furniture, it would have been recorded in the cash book. As purchases book records credit
purchases of goods only, so the purchases of furniture, an asset will not be shown in the
purchases book, The purchases of furniture will thus be recorded in the journal proper. The
following transactions are recorded in the journal proper :

1. Opening entries

2. Closing entries

3. Adjusting entries

4. Rectifying entries

5. Transfer entries :

6. Special items, which do not find a place in any subsidiary book :

(a) Purchases of assets on credit

(b) Sales of assets on credit

(¢) Interest on capital

(d) Goods taken by the proprietor for personal use
(e) Goods given as charity or free sample

(f) Loss of goods

(g) Endorsement and dishonour of bills.

Debit Note and Credit Note

In case of purchases return and sales return, adjustment is required in the amount pay-
able or receivable. These adjustments are made through notes, known as debit note and

credit note.

Debit Note. In case of purchases return, the purchases will reduce the amount payable
to seller. When goods are purchased, the purchaser credits the seller’s account, If certain
part of goods are returned to the seller, the value of goods returned will not be paid to the
seller or will be deducted from the amount payable to seller or technically seller’s account
will be debited with the value of goods returned to him. In this case the purchaser will send
a “‘Debit Note” to the seller meaning that the seller’s account is being debited for the value
of goods returned to him. The seller after receiving the goods returned to him and the
enclosed debit note will send a credit note to the purchaser, which will mean that the seller
has credited purchaser’s account with the value of goods returned to him. Debit note can be
sent by the seller to the purchaser also, if the total of the invoice is cast short or the price of
certain goods is not included by mistake or price calculated at lesser rates. In all these
cases, the seller will charge amount over and above the invoice vaiue from the purchaser,
so he will send a debit note to the purchaser, who will send a credit note to the seller in
return.

We have got a separate column for Debit Note Numbers in our Purchases Return Book
indicating the details of goods returned to supplier. ' :
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Credit Nate. In casc of sales return, goods are received back, so allowance is to be
given to the purchaser for the value of goods réturned by him. At the time of sales, pur-
chaser A/c is debited for the value of invoice sent to him. As certain part of goods is being
returned by the purchaser, so the value of goods returned by him should be deducted from
the invoice value of goods or technically credited to the purchaser’s A/c. The seller in this
case will send a credit note, so to adjust the amount debited in excess at the time of record-
ing sales. The purchaser will send debit note against the credit note sent by the sellet. The
seller will also send credit note to the purchaser to rectify mistakes in the followmg cases :

‘1. If the total of the invoice has been wrongly added more.

2. If the price of certain goods has been charged, which was not sent

3. If goods have been charged at more than their price.

4, If certain part of goods prove to be defective. .

- The purchaser will send debit note on receiving credit note from the seller. The debit
and credit notes are exchanged between purchaser and seller for adjustments of amount

payable or recewable If one party sends debit note the other party sends credit note and
vice versa.

We have got a separate column for Credit Note Number in our Sales Return Book
indicating the details of goods retumed by customer.

A specimen of debit and credit note is given below :

Name of the Firm Issuing the Note
Address of the Firm
Date of [ssue
No.
DEBIT NOTE
Against : Supplier’s Name
Goods returned as per Dehvery - Amount (Rs.)
Challan No. S
(Details of goods returned)
(RUPEES ... Only)
Signature of the Manager with date

Name of the Firm Issuing the Note
Address of the Firm
Date of Issue -
No. - '
' CREDIT NOTE
Against : Customer’s Name
Goods returned by the customer . Amount (Rs.}
Challan No.
© (Details of goods received)
{Rupees ........... ... Only)
Signature of the Manager with date




3.9 SUMMARY

Rules of Debit and Credit—Journal

Concept of Debit

Debit means decrease in Proprietor’s Equity, In case of increase in assets and expenses
decrease in liability, capital and income proprietors-equity decreases, because business as
representative of proprietor has to make payment. This is why, these accounts are debited.

Concept of Credit

_Credit‘ means increase in Proprietor’s Equity. In case of decrease in assets and ex-
_penses, increase in liability, capital and income, business as the representative of the pro-
prietor receives amount, which increases proprietors equity. This is why, these items are
credited.

Rules of Debit and Credit-—Accounting Equation {Modern (dmerican) Approach)

1. Assets: Debit the increase in assets
. : Credit the decrease in assets.
2, Liability : Debit the decrease in the liability
, Credit the increase in the liability. .
3. Capital: . Debit the decrease in capital

Credit the iricrease in capital.
4. Revenueand Profit: Debit decrease in revenue and'proﬁt
_ Credit increase in revenue and profit.
5. Expenses and Losses : Debit the increase in expenses and losses
Credit the decrease in expenses and losses.
Traditional Rules (English approach) of Debit and Credit
1. - Personal Account : Debit the receiver (debtor)
Credit the giver (creditor),
"~ 2. Real Account : Debit what comes in
) Credit what goes out.
3. Nominal Account:  Debit all expenses and losses
Credit all income and gains.
Journal Entry '
. Journal is used originally as a book of prime entry in which transactions are recorded in
order of date from waste book. The entrics made are classified as Debit and Credit. It
facilitates the preparation of ledger accounts.
Columns of Joufnal ‘
(1) Date (2) Particulars (3) Ledger Folio (L.F.) (4) Amount (Debit and Credit) and (5)
Narration. .

Compound or Composite Journal Entries

Debiting one account and crediting two or more accounts or debiting two.or more ac- |

counts and crediting one account debiting two or more accounts and also crediting two or
more accounts forms compound entry. ‘
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Opening Entry

Passing journal entry with the opening balances of accounts on the first day of the cur-
rent accounting year is known as opening entry. These balances are the closing balances of
the last day of the previous accounting year.
Closing Entry

' Journal entry, passed with the closing balances of accounts on the last day of the current

accounting year is known as closing entry. These transfer entries are termed as closing
entry.
Advantages of Journal

(1) Reducing the chances of error (2) Permanent record (3) Narration (4) Convenient
distribution of work (5) Location of errors.
Limitations of Journal

(1) Huge and bulky size (2) Balance of accounts at a glance not available (3) Difficulty
in reconciling cash balance.

Non-Cash Transactions—Introduction

Transactions which do not involve immediate cash receipts or cash payments are known
as non-cash transactions. These business transactlons of financial nature are recorded in
Subsidiary books or Journal Proper

Examples of Subsidiary Books having Non-Cash Transactions

(7) Purchases Book or Purchases Journal
(ii) Sales Book or Sales Journal

(#i7) Purchases Return/Journal or Returns Outward Book

(#) Sales Return/Journal or Returns Inward Book
Classification of Non-Cash Transactions

(¢) Subsidiary Books, (if) J ournal Proper.

Subsidiary Books
Purchases Book (Purchases Journal) ‘ ,

. Purchases book records only credit purchasés of goods. It means that the purchases must
be on credit and relate to the goods in 'which the business unit is dealing. The total of the
Purchases book is transferred to pruchases Account. Posting is made at the credit side of the
Suppliers Account appearing in the Purchases Book.

Sales Book (Sales Journal)

Sales book records credit sale of goods only. Tt means that the sales must be on credit and
relate to the goods in which the business is dealing, The total of the sales book is transferred
to the credit side of the Sales Account. Posting is made at the debit side of Debtors Ac-
counts appearing in the Sales Book.

Purchases Returu Book (Purchases Return Journal) and Sales Return Book (Sales Re-
turn Journal)

Purchases. retumn book records goods returned to suppliers. Its total is transferred to
Purchases return A/c. Purchases return is deducted from Purchases to ascertain Nét Purchases.

Sales return book records goods returned by debtors. Its balance is transferred to Sales

return Afc. Sales return is deducted from sales to ascertain Net Sales. _



Debnt Note :
The document issued by the seller to the purchaser or by the purchaser to the seller to

reduce the amount to be paid is termed as Debit Note.

Credit Note
The document issued by the seller to the purchaser or by the purchaser to the seller to
increase the amount payable is termed as Credit Note. S

Journal Proper .
_All those transactions, which do not ﬁnd a place ip the subsidiary books are recorded in
the Journal proper such as opening, closing, transfer, adjustment and réctifying entries etc.

- REVIEW QUESTIONS

A. Very Short Answer Type Questions :

Name the types of Per;sonal Accounts.

What is the classification of Impersonal Account ?

Every transaction has two aspects debit and' credlt How is it true in case of Nominal
Accounts ?

Write short notes on any two of the followmg (a) Compound entries, (6) Opening entries,
(c) Trade discount.

State to which class of account does each of the following belong ?

(i) Trade mark {ii) Commission received in advance {iit) Accrued commlssmn (iv) Com-
mission received. -~
Where will you record the following transactions

(D Credit purchases of goods

(if} Credit sales of goods

(i#i} Credit sales of assets

(iv) Credit purchases of assets

(v) Sale of furniture by M/s Ram & Sisters, furnishers, Delhi.

B. Short Answer Type Questions :

1.

® ® N M a W

o
e

11..

Name basic accounting terms which are debited for increase.

Mention basic accounting terms which are debited for decrease.

Namie and state three types of accounts. '

Explain the meaning and purpose of the ledger folio (L. F)

Why are the rules of debit and credit same for both liability and capital ? .

Enumerate the causes responsible for the retum of goods from the purchaser to sellers.
Name the books, which record non-cash transactions. ' -

Explain briefly the difference between purchases book and purcha.ses account.
Differentiate between sales book and sales account.

Explain the term ‘Debit Note’ and ‘Credit Note’ in five sentences.

Describe }'oumal proper iﬁ five sentences.

~

Rules of Debit and Credit—
- dJournal
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1

3.

C. Long Answer Type Questions :

What are the different types of accounts ? Explam with examples their rules of debit and
credit.
Explain the term _ _
(a) Opening journal entry (b) Compound journal entry
" (¢) Narration (d) Ledger folio.
‘Every debit must have 1ts -corresponding credit.” Discuss this statement.

4,

51
6.

7.

80

10,

Explain the procedure of recording the journal entries in a journal. Give specimen of a
journal with £ve transactions recorded in it.

What is meant by sub-division of journal ? What are its advantages ?

Explain purchases book and sales book with their format, Why does a trader keep these
books 7

‘What purpose do the purchases return and sales return books serve ? How are thcy prepared ?
In what respects they are different from each other ?

Writenoteson:

(a) Debit note {(b) Credit note,

Enumerate the possible causes for which goods are retumed to the seller.

Enumerate books, where non-cash transactions are recorded. Explain the various columns
used in any one of them. '



uNiT 4 - LEDGER ACCOUNTS

410 Meaning of Trial Balance
4,
4.12 Preparation of Trial Balance

4.13 Methods of Preparing of Trial Balance
4,14 Summary | '

4.1 Objectives

4.2 Introduction

4.3 Meaning of Ledger Accounts

4.4 Classification of Ledger Accounts

4.5 Importance/Advantages of Ledger Accounts
4.6 Relationship Between Journal and Ledger
4.7 Ledger Posting from Journal Entries

4.8 Balancing of Ledger Accounts

4.9 Distinction between Journal and Ledger

11 Purpose and Functlons of Trlal Balance

4.1

OBJECTIVES

At the end of this unit, you should be able to :

.

»

Classify ledger accounts as permanent and temporary accounts. .

Draw format of classroom account and business house account. '

Prepare assets, liabilities, capital, income and expenses accounts.

Discuss the utility and advantages of ledger accounts and relation between ledger
and Journal.

+ Make ledger posting from Journal entries. :
* Make ledger posting from the debit and credit sides of cash book.

Make ledger posting from Purchases, Sales, Retums, Bills receivable and bllls pay-
able book.

Pass journal entries from ledger posting.

Distinguish between Joumal and ledger.

Balance ledger accounts.

Undemtand the meaning of Trial Balance _

Explain the objectives and functions of Trial Balance.

Draw format of Trial Balance with its complete columns.

Prepare Trial Balance according to Total, Balance and Total and Balance method
Detect errors in the Trial Balance and redraﬂ correct Trial Balance.

Ledger Accounts
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4.2 INTRODUCTION

Ledger accounts indicate the state of individual account in terms of its debit and credit
impact and balance standing at the end of accounting period. The step of preparation of
ledger accounts starts once the journal entries have been posted in the books of accounts.
Ledger accounts help in giving a summarized view of the individual accounts of the organi-
zation. Without ledger accounts trial balance and financial statements (Balance Sheet and
Profit & Loss Accounts) cannot be prepared. Hence, it'is very important step of the ac-
counting process.

Preparation of trial balance takes place once the ledger accounts are finalized. At this
stage of the accounts process, it can be checked whether the accounting transactions are
properly recorded or not. The basic rule of preparation of Trial Balance is that the Debit and
Credit balances should match. If they do not tie then there is an error in the accounting due
to which it is not matching. This means that an accountant needs to be very careful while
preparation of the Trial balance as any error at this stage will reflect in the balance sheet
and profit & loss account of the organization.

In this chapter, we will study the various facts of ledger accounts and trial balance to
make students aware of the process ledger accounts.

4.3 MEANING OF LEDGER ACCOUNTS

We have discussed that business transactions of financial nature are recorded in the
books of original records. These books are cash book, purchases book, sales book, pur-
chases return book, sales return book, bills receivable book, bills payable book and journal.
Business transactions are first recorded in these books. The proprietor of the business ex-
pects from accounting to let him know the position of individual debtors and’ creditors
account, He would also like to know the value of individual assets and other material infor-
mation. The answers to these questions cannot be given unless, we prepare individual par-
ty’s and assets accounts separately. Collection of requisite information concerning a
particular account and presenting them under one head is known as ledger posting. In
the words of Carter, “An Account is a ledger record in a summarised form of all the
transactions that have taken place with the particular person or things specified.”

Ledger accounts are prepared on the following format.

4.4 CLASSIFICATION OF LEDGER ACCOUNTS

Ledger Accounts are classified into five categories. These categories are (@) As-
sets Accounts, (b) Liabilities Accounts (¢) Capital Accounts (d) Revenue Accounts and
(e) Expenses Accounts. These ledger accounts may be grouped as : (i) Permanent Ledger
Accounts and (if) Temporary Ledger Accounts. Permanent Ledger Accounts have their
opening balances except in case of newly started business. These accouats show a closing
balances at the end of accounting year and are also carried forward to the next accounting
year. Temporary Ledger Accounts do not have any opening and closing balance. These ac-
counts are closed at the end of the accounting year by transfer to Trading or Profit and Loss
Accounts. Purchases, Sales and Direct Expenses Accounts are closed by transfer to Trading
Afc. Selling, Distribution, Indirect Expenses and Losses Accounts are transferred to the debit
side of income and gains accounts at the credit side of Profit and Loss A/c. -




‘Format of Ledger Account

Name of Account (Title) Page No. ......
Dr. - ‘ Cr.
Date Particulars Fofio Amount Date Particulars Folio Amount
Rs. Rs
(1) 2) (3) 4) (5) 6y . N @
To...-Alc By.... Al

This format of Ledger Account resembles English Capital letter “T’, so it is sometimes
called ‘T’ shape account. As teachers generally use this type of Ledger Account while

taking classes, so this account is also known as ‘Classroom Account’. Practically ‘T’

shape Ledger Accounts are not used in business houses.

Ledger Accounts are divided in two parts. The left hand side is debit side and the right |

hand side is the credit side. All business transactions are classi'ﬁed as assets, liabilities,
' revenue, expense and capital. While preparing these ledger accounts, we have to apply the
rules of debit and credit applicable to the particular category of account. '

4.5 IMPORTANCE/ADVANTAGES OF LEDGER ACCOUNTS

Ledger Accounts are the most important record of business accounting. Every business
transaction whether it is recorded in journal or cash book or subsidiary books must be
sosted into Ledger Accounts. Its importance are summarised herewith :

1. Separate aecounts, There are separate ledger accounts for different parties and heads,
so the information regarding every account is collected at one place. For example, if we
prepare Ram’s A/c, information regarding Ram’s purchases, sales, payments and bills drawn
and accepted etc. will be brought to Ram’s A/c from purchases book, sales book, cash
book, bills payable book and bills receivable book etc.

2. Requisite information at a glance. The correct position and status of every account
can be ascertained at a glance by going through it. In case of personal accounts, we know
what we have to receive or pay to the particular party. Information regarding purchases,
sales and retums are easily available from their ledger accounts.

3. Preparation of trial balance. Ledger accounts facilitate the preparation of trial
balance, which is the test of examining arithmetical accuracy in the books of accounts.
Trial balance is prepared with the balances of ledger accounts.

4. Facilitating the preparation of financial statements. Ledger Accounts supply in-
formation for the preparation of Trading, Profit & Loss A/c and Balance Sheet. They also
help in identifying adjustments, which are incorporated in Final Accounts.

Ledger Accounts
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" 4.6 RELATIONSHIP BETWEEN JOURNAL AND LEDGER

Accounting transactions need to be recorded in the books of accounts. The first step is
to record journal entry of the transaction which is also known as original entry for the
transaction. Once journal entry is prepared, it is posted in the ledger account.

" Indouble eh‘try book keeping, every transaction will have debit and credit effect. Ledger
accounts are prepared for both debit and credit accounts. For example; goods purchased
from Ram. for Rs. 3,000, The journal entry for this transaction is as follows :

Purchases A/c Dr. . XXX

To Ram XXX .

From the above journal efitry two ledger accounts will be prepared namely purchases
Alc and'Ram’s A/c. This indicates that there is back to back relationship between journal
entry and ledger accounts where in ledger accounts are prepared after the journal entry is
made for the transaction. Journal entry is transaction specific and ledger account is based
on individual account, ‘

4.7 LEDGER POSTING FROM JOURNAL ENTRIES *

- Journal is the book of original record. In case of small firms, all business transactions
are recorded in the journal. Big firms record their transactions in subsidiary books and
those transactions which do not find a place in subsidiary books are recorded inthe journal.
We cannot ascertain the position of different accounts at a glance tiarough journal. It is,
therefore, necessary that we should prepare ledger accounts with the help of journal entries.
Let us take an example to explain ledger posting from journal entries. ‘

Hlustration 1. Pass the following journal entries and post them in the ledger accounts:

- 2005 _ . Rs.
Jan. 1 . Started BuSiness With Cash ..........vrvoevwmevsiessseriones e 20,000
Jan. 3 Purchased goods from Vivek ...........oeieeninnn, Crsnerenreaand . 3,000
Jan. 6 Paid 10 VIVEE ..o ansanns e 4,900

Discountallowed ..............ccccocoueeiomnenvsemsismsssinsniesiesnenee - 100
Jan. 9 Purchased furitittire ..........ovceiiioniieeeee e - 2000
Jan. 12 Paid salaries ..............cocouiiveeocrsunnceesecnsiennnn. O - 1,000
Jan. 15 ReMIFECEIVEM ..........ccicovrcvirsriremrcrirssssresissassssssssssssarsioens 500
Jan. 18 Sold 00dS 10 VINCet ....p.ooccvsesomsririrmienrsonenre e 4,000



L

Solution.
Journal Entries
. Amount
Date . Particulars L.F.
- Debit Credit
Rs. Rs.
2005
Jan. 1 Cash A/c ‘Dr. 20,000
To Capital A/c 20,000
(Being commencement of business)
Jan. 3 | Purchases A/c Dr. T 5,000
To Vivek Alc ’ 5,000
(Being goods purchased from Vivek)
Jan. 6 | Vivek's Alc Dr. 5,000
To Cash Alc 4,900
To Discount received A/c 100
(Being amount paid to Vivek who allowed
‘discount)
Jan. 9 Fumiture A/c Dr. 2,000
: To Cash A/c : 2,000
(Being furniture purchased)
Jan. 12 Salaries A/c Dr. 1,000 R
To Cash A/c’ 1,000
(Being payment of salaries)
Jan. 15 Cash A/c Dr, 500°
To Rent A/c - 500
- (Being rent received)
Jan. 18 | ~ Vineet’s Ac Dr. 4,000
To Sales A/c : 4,000
" (Being goods sold to Vineet) :
Ledger Posting
- Cash Account
Dr. Cr.
Date Particulars JF. Amount Date Particulars JF| Amount
Rs. Rs.
2005 2005
Jan. 1 | To Capital Alc 20,000 | Jan, 6| " By Vivek Al 4,900
Jan. 15 | To Rent A/c ' 500 | Jan. 9! By Fumiturz A/c 2,000
1o Jan. 12 | By Salaries A/c 1,000
Jan.31 | By Balance ¢/d 12,600
20,500 20,500
Feb. 1| To Balance b/d 12,600 -

Ledger Accounts
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‘Capital Account

or. . cr.
Date Particulars | JF.| Amount Date Particulars JF|  Amount
3 2005 ' _ coo s | o
Jan, 31 | To Balance c/d 20,000 | Jan. ! [ ByCash Al 20,000
20000 | | | 20,000
Feb. 1 By Balance b/d 20,000
. Purchases Account
Dr. . - . : Cr.
Date | Particulars JFE | Amount | Date Particulars ] J’.ﬂ Amount
2005 2005 - _
‘Jan, 3 | To Vivek’s Alc 5,000 | Jan.31| By Balance c/d 5000
5,000 5,000
Feb.1 | To Balance b/d 5,000
. Vivek’s Account )
Dr.- a Cr.
|~ Date Particulars | JF.| Amount Date |, Particulars |JF.| Amount
2005 2005
- Jan.6 | To Cash A/c 4,900 |'Jan.3 | By Purchases A/c 5,000
’ To Discount : . - '
B received 100 -
| 5,000 5,000,
| :
Discount Received Account
Or. : ) - Cr.
2005 | 2008
Jan. 31- To Balance o/d 100 | Jan. 6 By Vivek’s Alc 100
1 100 100
Feb, 1 By Balance b/d 100
1. Furniture Account B -
Dr. B ' Cr.
Date | Particulars | JF.| Amount | Date | - Particulars. | JF| Amount
) Rs. . ' Rs.
2005 | : 2005 _
Jan. 9 | To Cash A/c 2,000 | Jan. 31 { By Balance c/d 2,600
2,000 2,000 .
Feb.1 | To Balance b/d 2,000




Salaries Account

Dr. . Cr.
2005 3 2005
Jan. 12 | ToCash Afc ’ 1,000 | Jan.31] By Balance ¢/d 1,000
1,000 .1 1,000
Feb. 1 | To Balance b/d 1000 | . |
Rent Account
Dr. Cr
2005 ' C ) 2008
Jan. 31 | To Balance c/d 500" | Jan. 15| ByCash A/c 500
500 ' | 500
Feb.1 | By Balance b/d 500
Vineet’s Acconnt .
Dr, _ - - ¢
2005 . ' 2005
Jan. 18 | To Sales A/c 4,000 | Jan. 31| ByBalancec/d | 4,000
4,000 | | T 4000
Feb. | | ToBalance b/d _ 4,000
Sales Account
D ' Cr’
2005 - 2005 '
Jan. 31 | To Balance c/d 4,000 | Jan. 18| By Vineet A/c 4,000
(Transfer) ‘ o - )
’ 4,000 , . 4,000
| Feb.1 | By Balance c/d 4,000 -
Explanation

We have been making cash, an asset’s account, which'is debited for increase and cred-
ited for decrease. All the transactions resulting in the increase of cash will be posted at the
debit side of the cash book and those resulting in decrease will be posted at the credit side
of the cash book. Alternatively following rules of posting should be noted :

1. We never use the name of the same account which we have been preparing either at
the debit or credit side of the account. It should be verified from the previous cash account
that we have not written ‘To Cash A/c’ or ‘By Cash A/c’ in it anywhere.

- 2.1t should be seen that the account being prepared has been debited or credited. If the
account has been debited, posting will be made at the debit side of the account and if the
account being prepared is credited in the journal entry the posting will be made at the credit
side of the account.

Ledger Accounts

NOTES

Self-Instructional Material 73



Financial Accounting

NOTES

74 Self-Instructional Material

3. We write the name of reverse account at the debit or credit side of the account, as we
do not use name of the same account. This is why, while making posting of the first journal
entry in the cash account, we shall write capital account, which is opposite to the cash
account being prepared. It means that we write the name of account to be crédited for the
debit of the account being prepared. While preparing an account being debited in the jour-
nal entry the name of the account credited in the entry will be written. In the same way,
while preparing an account being credited, in the journal entry the name of the account
being debited in the entry will be written, This fact can be verified from the previous cash
account.

4, In case of compound entries the amount written against the account being prepared
will be written. With reference to journal entry on Jan. 6, we have written Rs. 4,900 in the
cash account and while preparing discount we shall write Rs. 100, the amount written against
discount account.

4.8 BALANCING OF LEDGER ACCOUNTS

Ledger Posting of Opening Journal Entry

Opening Journal entry as we know is passed to bring the previous year’s closing bal-
ances of assets and liabilities to the current year. While making ledger accounts of assets
and liabilities appearing in the opening journal entry opening balances as represented in the
journal entry must be shown in the beginning of the ledger account as *To Balance b/d’ at

| the debit side for assets and ‘By Balance b/d’ at the credit side of liabilities. Remaining

posting in the concerned A/c will be made as usual.

Ledger accounts are categorised as assets, labilities, capital, revenue and expenses
according to Modern American Approach, The first three of them i.e., assets, liabilities and
capita) account have certain closing balance at the end of accounting period, so their values
are to be carried forward to the next accounting period. This is why, they are closed as ‘By
Balance ¢/d’ or “To Balance c/d’. In the previous ledger accounts, cash account, capital
account, furniture and Ram’s account have been closed in this way. The balances of these
accounts are carried forward to the next accounting period, because the firm has to carry on
its business with these assets, liabilities and capital in hand. While closing these accounts
we write the word ‘Balance ¢/d’ to show the closing balance of the account. We can write
¢/d both at the debit or credit side, while closing personal and real accounts, ¢/d here means
carried down to the next period. We can also use the word ¢/f which means carried forward
or ¢/0 which means carried over. Afl these words ¢/d or ¢/f or ¢/o are synonymous and carry
the same meaning. It should be noted once more that the word ¢/d is not restricted to the
debit or credit side. It can be used on both the debit and credit side.

~~Thc closing balance of the previous period i.e., balance ¢/d is brought forward to the
next accounting period as balance b/d, which means brought down from the previous pe-
riod. We can also use the word b/f, meaning brought forward or b/e which means brought
over. These words i.e., b/d or b/f or b/o can be used both at the debit or credit side of
personal and real accounts 1o show the opening balance of the account.

While closing nominal accounts or those accounts which are either an expense cr rev-
enue, we do not use the word balance ¢/d because the balance of these accounts need not be
carried forward to the next period. Whatever has been paid on account of expenses has been
paid once and forever. This is the expense of the business, so it should be directly posted to
the debit side of the profit and loss account or trading account, In the same way, accounts



relating to income or gain or revenues are also closed by transfer to profit and loss account.

Receipts i.e., rent, interest and discount are revenue of the business, so while closing these
accounts their balance will be transferred to profit and loss account. That iswhy, rent,
discount and salaries accounts in the example have been closed by transfer to profit and
loss account.

It shouid be noted that outsfandmg or prepaid expenses accounts and accrued or un-
earned Income Accounts are Representatwe Personal Accounts. That is why, these ac-
counts are closed as Balance c/d

"Ledger Posting from Cash Boak

Cash book is the book of olriginal record. All cash receipts and cash payments are
recorded in the cash book. Cash account need not be prepared when cash book is main-
tained but all the other accounts from whom payment has been received or those accounts
whom payment has been made will be prepared with the help of cash book. Posting in all
the accounts appearing in the cash book is made through cash book. The procedure of
posting is explained with the following illustration. '

Hlustration 2. Prepare a cash book from the following transactions and post them into
concerned ledger accounts. Also explain the rule and procedure of preparing ledger ac-
‘counts with the help of cash book. '

" 2006 . Rs
NoV. 1 CaSH IR RANG ..oovveveoseeeeeseseeesessessssaonsssmsse oo 10,000
Nov. 3. Cash PUPCRASES ....veverereeerreereeesseeeseesrevesessses s e 5,000
Nov. 6 CASASAILS ..ot er st s ettt 4,000

' Nov. 9 Payment of wages ..........coccoveveecirevvnniivnene ereresveneare e 2,000

"~ Nov. 15 ReNLrECEIVEd ...........c.covvieverirerierserssese et ar s 700
Nov, 20 Furniture purchasea" ................................................................ - 1,000
Nov. 25 GoodssoldtoDavid ...............ooeevereeereseereesvemsreesiisssresessins 800
Nov.. 28  Payment received from David. ................ s JER . 800

. Nov. 29  Goods purchased from JoRN .............c.c.eccvevevvereerivirnsiinenenn, 3,000
" Nov. 30 Payment made 10 JORN ..............oveerevomreconrroerserseomssemsessrenssen 3,000
" Solution. } ' :
- Cash Book
Dr. ) ) Cr.
Date Particulars JF. | Amount Da!e Particulars JE|  Amount
Rs. Rs.
2006 |- . ) . 2006
Nov. 1} To Balance bh/d - 10,600 | Nov. 3 | ByPurchases A/c 5,000
- Nov. 6| To Sales A/c 4,000 | Nov. 9 | By Wages A/c 2,000
.Nov. 15| To Rent A/c . 700 | Nov.,20 | By Furniture Afc 1,000
Nov. 28 | To David’s Afc 800 | Nov.30| ByJohn's A/c 3,000
Nov, 30 | By Balance c/d 4,500
N | 15,500 | " 115,500
Dec. 1 | To Balance b/d 4,500 '
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Notes.

(i) Sales of goods to David has not been shown in the cash book, because it is credit sales
and credit transactions are not recorded in the cash book.

(if) Purchases of goods from John is a credit purchases, so'it will also not be shown in the
cash book. it should be once more noted that cash book records only cash transactions.

1. Ledger Posting from the Debit Side of the Cash Book _

The debit side of the cash book records all cash receipts. The posting will be made in all
the ledger accounts appearing at the debit side of the cash book. Cash has been received
through these accounts, therefore cash account must have been debited. The debit side of
cash book shows that cash account has been debited for all these receipts, so the accounts
appearing at the debit side of the cash book must bave been credited at the time of receiv- '
ing cash. It is, therefore, suggested that posting in tlie accounts appearing at the debit side
will be made at the credit side of the accounts as ‘By Cash A/c’. This is due to the fact that
we cannot use the name of the same account in its own ledger account. In the previous cash
book sales account, rent account and David’s account have been posted at the debit side of
the cash book, so we shall be preparing these accounts through cash book and the posting
will be made as under : :

Sales Account

| Dr. Co Cr.
. Date | - Particulars JF. | Amount Date Particulars JEV  Amount
Rs. Rs.
2006 2006 o
Dec. 31 | To Balance c/d 4,000 | Nov.1 | ByCash Ak 4,000
4,000 ' 4,000
2007 R
| Jan, 1 By Balance b/d | 4,000
- . Rent Account ,
‘Dr. ’ Cr.
2006 | . _ 2006 |
Dec. 31 | To Balance ¢/d 700 | Nov. 15 By Cash A/c 700
1700 700
2007 |
Jan. 1 By Balance b/d 700
David’s Account _
Dr. ' Cr.
Date
2006 2006
- Dec. 31 | To Balance c/d 800 | Nov.28| By Cash A/ 800
800 . - 800
— 1 ‘07
J Jan.1 | By Balance b/d 800




2, Ledger Posting from the Credit Side of the Cash Book Ledger Accounts

All accounts appearing at the credit side of cash book will be separately prepared.
Posting will be made to the debit side of these accounts to complete double entry record.
Credit side of the cash book shows cash payment to the accounts appearing at the credit
side of the cash book. Purchases account, wages account, fumiture account and John’s NOTES

account must have been debited when payment would have been made to them, so the
posting will be made at the debit side of these accounts. While makmg posting from cash
book, it should be seen, whether the particular account has been posted at the debit side or
the credit side of cash book. If it is posted at the debit side of the cash book, postmg will be
made at credit side of the account appearing there and vice versa.
Purchases Account .
Dr. i ) " Cr
Date Particulars JF. |  Amount Date Particidars JF| Amount
) ' Ry, ' - _ c Rs.
2006 B ' 2006 . '
Nov. 3 | To Cash Afc 5000 | Dec.31] ByBalancec/d 5,000
5,000 5,000
2007 ' i
Jan. 1 To Balance b/d 5,000
Wages Account
Dr.- . . S Cr.
2006 . _ - 2006 -
Nov.3 | ToCashAlc 2,000 | Dec.31| ByBalancve/d | | 2,000
B ~ 2,000 , 2,000
2007 | _ ]
Jan.1 | By Balance b/d _ 2,000
' Furniture Account
Dr. Cr.
2006 ‘ . 2006
Nov. 20 | To Cash Alc 1,000 | Dec.31] By Balancec/d 1,000
| 1,000 ' 1,000
2007 — 1
Jan.1 | By Balance b/d 1,000
John’s Account
Dr. Cr
2006 2006
Nov. 31} To Cash A/c 3,000 | Dec.31| ByBalancec/d 3,000
© 3,000 ' , 3,000
2007 ' ‘ -
Jan.1 | ByBalanceb/d -1 3,000
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Ledger Posting from Purchases Book

- . Purchases book records only credit purchases of goods, Cash purchases are recorded in
the cash book. It is, thetefore, necessary that purchases account showing the position of
total purchaseé both cash and credit should be prepared. Posting to purchases account will
be made through purchases book. It contains the names of those persons and parties from
whom goods have been purchased on credit, so the posting will also be made in these
personal accounts. The procedure of posting is explained with the help of following illus-

tration.

concerned ledger accounts :
2006 -

Dec. I  Purchased from Laxmi Publications, New Delhi .
100 Golden Accountancy for Class XII @ Rs. 80 each

50 Golden Commerce for Class XII @ Rs. 40 each

100 Golden Economics for Class XII @ Rs. 50 each

_ Trade Discount allowed @ 20%
Dec. 15 Purchased from Laxmi Kitab Ghar, Sonepat :
100 English Guide for Class X @ Rs. 25 each
200 Hindi Guide for Class X @ Rs. 20 each

Dec. 20 Cash purchases of books from Ankita & Sisters Rs. 300.

Hllustration 3. Prepare a purchases book from the following details and also prepare

Solution.
Purchases Book/Purchases Journal
. i Amount
Date . - Particulars LF.
' Debit | Credit
Rs. Rs.
2006 |. _
Dec. 1! Laxmi Publications, New Delhi :
100 Golden Accountancy for Class XII @ Rs. 80 each 8,000
50 Golden Commerce for Class XII @ Rs. 40 each 2,000
100 Golden Economics for Class XII @ Rs. 50 each 5,000
15,000
Less : Trade Discount @ 20% 3,000 :
) : 12,000
Dec. 15| Laxmi Kitab Ghar, Sonepat ;
100 English Guide for Class X @ Rs. 25 each 2,500
200 Hindi Guide for Class X @ Rs, 20 each 4,000 }
' ‘ 6,500
Purchases A/c Dr. -1 18,500




Purchases Account
Dr. Cr.
Date Particulars JF. Amount Date Particulars JF.| Amount
Rs, Rs.
2006 ) 2006 _
Dec. 3t | To Total Amount 18,500- | Dec.31| By Balancec/d 18,500
as per Purchases )
Book I
18,500 18,500
2007
Jan. 1 To Balance b/d 18,000

Explanation. The total of the purchases book is posted to the purchases account. The

total of the purchases book represents the total of all credit purchases of goods. We need
not show every credit purchases.individually in the purchases account. The total will be
posted at the debit side as “To Total Amount as per Purchases Book’. Cash purchases are

_also posted at the debit side of purchases account. The balance of this account w1ll be
transferred to the debit side of Trading account.

ELaxmi Publications Account

Dr. . Cr.
2006 I 2006
Dec. 31 | To Balance c/d 12,000 | Dec.1 | By Purchases A/c 12,000
12,000 12,000 |
2007 )
Jan. 1 By Balance b/d 12,000

" Explanation. Laxmi Publications Account appears in the purchases book. As the pur-
chases book has a debit balance, so the posting will be made at the credit side of parties
accounts appearing in the purchases book. The name of the supplier of goods on credit is

recorded in the purchases book, so all the accounts appearing therein are suppliers. Sellers

of goods on credit or suppliers are always credited for supplying goods, so posting is made
at the credit side of Laxmi Publications Account as ‘By Purchases Account’. The closing
balance of the account will be carried forward to next period.

Laxmi Kitab Ghar’s Account

Dr. ’ ' Cr.
2006 | 2006
Dec. 31 | To Balance ¢/d 6,500 | Dec.15{ By Purchases A/d 6,500
- 6,500 6,500
.200?
Jan. 1 By Balance b/d 6,500

Explanation, The account of Laxmi Kitab Ghar appears in the purchases book which
shows a debit balance, so the posting will be made at the credit side of firm’s account.
Posting will be made at the credit side of all the accounts appearing in the purchases book.
Laxmi Kitab Ghar is the supplier of goods on credit. The firm is our creditor, so the posting
will be made at the credit side and we shall be writing ‘By Purchases A/c’. The firm’s
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account will show a credit balance so its closing balance will be transferred to the next

* accounting period as ‘By Balance b/d’ and trcated as opening balance of the next period.

Ledger Posting from Sales Book

Sales book records credit sales of goods only. Cash sales are recorded in the cash book.
It is, therefore, necessary that saies account should be prepared to show the overall picture
of sales, It should include cash and credit sales. Sales has always a credit balance, so post-
ing in case of sales will be made at the credit side. The persons and parties, whom goods
have been sold must have been debited, so posting will be made at their debit side. Sales
account will be closed by transfer to trading account but personal accounts will show a
balance and closed as By Balance ¢/d’. The procedure of posting to personal accounts
through sales book is explained as under :

Hllustration 4. Prepare a sales book from the fol!owmg information and post them into
concerned accounts :
2000
.Dec 1 Sold goods on credit io Novelty Book Depot, Chand:garh .
200 Copies of Golden Acéountancy for Class XII @ Rs. 80 each

Dec. 5 ~Sold to Standard Book Depot books worth Rs. 2,000 for cash -

Dec. 25  Sold to Azhar Book Depot, Chandigarh
: 200 Copies of Golden Economics for Class XII @ Rs. 50 each

" 300 Copies of Golden Accountancy for Class XII @ Rs. 80 each -

Trade discount allowed @ 20%

Solution.
Sales Book/Sales Journa)
Amount
Date ‘ Particulars LF.
! Debit | Credit
o Rs. .| Rs
- 2005

Dec. 1| Novelty Baok Depot, Chandigarh :

200 Copies of Golden Accountancy for Class XII
@ Rs. 80 each 16,000

Dec. 25! Azhar Book Depot, Chandigarh : B

200 Copies of Golden Economics for Class XII

@ Rs. 50 each . 10,000
300 Copies of Golden Accountancy for Class XII '
@ Rs. 80 each . 24,000
_ ' 34,000
Less : Trade Discount @ 20% 6,800
' 27,200
Sales A/c ' Cr. 43,200

- Note. Sales to Standard Book Depot is not credit sales, so it will not be shown in the sales

book.

o



- Sales Account

" Dr. - . L Cr.
Date Particulars JF. | Amount Date Particulars JFE}  Amount
"Bs - - ; Rs. .
2008 | L ' 2005 ‘
Dec. 31 | To Balance ¢/d 43,200 | Dec.31] By Total amount 43,200
as per Sales
Book
43,200 | 43200
2006
Jan. 1 By Balance b/d 43,000

Explanation. The total of sales book is transferred to the credit of sales account. Sales

book always shows a-credit bdlance, so its posting will be made at the credit side of sales |

account. Sales book records all credit sales of goods. Cash sales are recorded in the cash
book. Both credit sales as per sales book and cash sales as per cash book are posted at the
credlt side of sales account, which shows total sales of the period. The balance of sales
account is transferred to the credit side of trading account. .

Novelty Book Depot Account

Dr. ) Cr.
2005 . 2005 | )
" Dec.1 | ToSales Alc 16,000 .| Dec.31| By Balancec/d - 16,000
16,000 - 16000
2006 f—————
Jan. 1 To Balance b/d 16,000

Explanation. The account of Novelty Book Decpot appears in the sales book which
shows a credit balance, so the posting will be made at the debit side of Novelty Book
Depot’s Account. Posting in all the accounts appearing in the sales book will be made at the
debit side. Parties appearing in sales book are the debtors of the firm, as credit sales was
‘made to them. Debtors as assets have deblt balance so the postmg will be made at the debit
side as “To Sales A/c’.

Azhar Book Depot Account
, Dr. : : X o _ I CCr.
2008 2005
Dec. 25 | To Sales Alc | 727,200 | Dec.31| By Balance c/d 27,200
27,200 27,200
2006 ‘ ——————
Jan. 1 To Balance b/d 27,200

'Explanation. Posting will be made at the debit side of Azhar Book Depot’s Account

Because it appears in the sales book as the rule goes. ‘Posting will be made at the debit side,
of every account appearing in the sales.book’: Azhar Book Depot is the debtor of the firm,

80 the posting will be made at the debit side of Azhar Book Depot. The account will show
a debit balance and its balance will be transferred to the next period as opening balance and
shown as “To Balance b/d’.
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Rulcs of Pesting from Subsidiary Books
1 . K

Ppsﬁng from the debit side of the cash book, Posting in all the accounts appearing
at the debit side of the cash book is made at the credit side of the account. No cash
account is prepared, if c4sh book is maintained by the firm.

Posting from the credit side of the cash book. Postiﬁg in all accounts appearing at
the credit side of the cash book will be made at the debit side as ‘To Cash A/c’. Cash
account is not prepared, if cash book is maintained by the firm.

Posting from purchases book. Posting from purchases book is made in the purchases
account and supplier’s account from whom goods have been purchased. Posting in
the suppliers account is made at the credit side as ‘By Purchases A/c’ and in purchases
account posting is made at the debit side as total amount as per Purchase Book.
Posting from sales book. Posting is made at the debit side.of debtors’ account, whom
goods have been sold on credit and which appear in the sales book. The posting in the
sales account is made at the credit side as By Total Amount as Per Sales Book.
Posting from purchases return book. Posting is made at the debit side of suppliers’
accounts which appear in the purchases return book. Posting is also made at the credit
side of the purchases return account.

Posting from sales return book. Posting is made at the credit side of the debtors
accounts whose account appear in the sales return book. Posting in the sales retum
account is made at the debit side.

4.9

DISTINCTION BETWEEN JOURNAL AND LEDGER

boo
tran

Al! business transactions are recorded in the subsidiary books, If the transaction does

not find a place in subsidiary books, it is recorded in the journal proper. With the help of
subsidiary books and Journa)l, Ledger Accounts are prepared. Ledger Accounts are known
as Priucipal books. Ledger Accounts are maintained with the help of Journal, which is of
the initial record of business transactions. This is why, Journal i is known as the initial

k of original record. Though Journal and Ledger both keep the record of business
sactions but, even then they are different {rom each other in the following respects :

Points of Difference ]

Difference between Journal and Ledger

Journal Ledger

1. Primary record Journal is the primary record of It is the principal book of
business transactions. business transaciions, not primary
record.
2. Information Information. regarding different Information regarding particular
Accounts are shown at one place. | Account is shown at one place.
3. Basis Ledger Accounts are prepared Ledger Accounts are used as a
laking Journal entries and subsidiary | basis for preparmg Trial Balance.
books as basis. .
4.10 MEANING OF TRIAL BALANCE

82 Sefffnstructiona! Material

Trial balance is a statement, prepared with the debit and credit balances of ledger

accounts to test the arithmetical accuracy of the books. It may also be prepared with -
debit and credit totals of ledger accounts and also with the balances and totals of ledger



accounts. Books of accounts are maintained according to the ‘Double Entry System’,
where every debit has its corresponding credit, so the total of the debit and credit columns
of the amount column must tally. If the total of debit and credit amount column is equal, we
assume our books of accounts to be arithmetically correct, but it should not be taken it as
the conclusive proof of arithmetical accuracy.

Special Features of Trial Balance

1.

2.

-~

Tria) balance has the following special features :

The wrial balance is prepared on a specific date. That is why, we use the word *as
on......" with its heading.

T rlal balance contains the list of all ledger accounts including cash account.

Trial balance may be prepared with the balances or totals or balances and totals of
ledger accounts. , ’

The total of the debit and credit column of the amount must be equal.

In case the debit and credit side of the trial balance are equal, we assume that the
principles of ‘Double Entry System’ and the assumptions of accounting equation have
been observed.

The difference between the debit and credit side of the trial balance points out that
certain mistakes have been committed somewhere.

. If both the deblt and credit 51des have the same total, it does not mean that there is no

mistake in accounting.

4.11 PURPOSE AND FUNCTIONS OF TRIAL BALANCE

1.

The Trial balance is preparcd with the following purpose :

Tést of arithmetical acuurncy Trial balance is the test of accuracy of arithmetical
calculatlons If correct posting has been made from subsidiary books and ledger ac-
counts and correct figures have been recorded and copied, the debit and credit total of
the trial balance must tally. -
Summarised information of ledger accounts. Trial balance contains a list of all
ledger accounts. It presents the names of ledger accounts and the amount of their debit
or credit balance. The summarised position of ledger accounts can be obtained at a
glance from the trial balance. It would have been very difficult to assess the position
of different ledger accounts from subsidiary books and ledger accounts.

Basis for preparing final accounts. The ultimate end of maintaining books of ac-
counts is to ascertain the result of the business interm of profit and the value of differ-
ent assets and liabilities. For this purpose, we prepare a profit and loss account and
balance sheet on the basis of information supplied by the trial balance. It is, in this
way, a source statement for prcparmg final accounts.

"Helpful for making adjastments. While making final accounts certain adjustments |’
regarding closing stock, outstanding and prepaid expenses, accrued and unearned in-

come are to be made. While identifying items for adjustments, we will have to study
the information furnished by the trial balance.

4.12 PREPARATION OF TRIAL BALANCE

The preparation of trial balance is the third step of recording business transactions in '

the books of accounts. The first step is to record the busiress transactions in subsidiary
books and journal proper. The second step is to prepare ledger accounts on the basis of
subsidiary books and journal. Trial balance is prepared on the following format :

Ledger Accounts
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Format of Trial Balance

. : Amount
Name of the Accounts : LF -
- ' ' Debit Credit
Rs. " Rs.
() () 3) (4)

Explanation of Columns
(1} Name of the account, This column contains list of all ledger accounts. Namcs of
accounts are written in this column. Accounts should not be omitted. Omission of any
account will throw trial balance out.

(2) L.F. (Ledger Folio). This column contains the page number of the different ledger
accounts in the Jedger. If salaries account is prepared at page 17 'of the ledger, 17 will
be written in the folio column against salaries account.

Amount column, All accounts in the ledger must be enlisted in the trial balance and
their total or balance or both should be written in the amount column against them.

{3) Debit column. The amouni column is divided as debit and credit. If the trial balance

is prepared by total method, the debit total of every account or debit balance of ledger

" accounts (in case the trial balance is prepared according to balance method) is written
in the amount column. Debit balance means excess of debit side of an account over its
credit side. ' _

(4) Credit column. If the ledger account shows a credit balance i.e., credit side exceeds
the debit side, the amount will be shown in the credit column (In case trial balance is
prepared according to balance method). We will have to write the total of the credit
side of the account if the trial balance is being prepared according to total method.

4.13 METHODS OF PREPARING TRIAL BALANCE
.There are three methods of preparing trial balance. The total of both the debit and credit

| columns of the trial balance must be equal in all the methods. The following methods can

be used for preparing trial balance :
1. Balance method
2. Total method
3. Total and Belance method
1. Balance Method

Trial balance, as its name itself points out is prepared with the balance of ledger ac-
counts, Every ledger account has got the debit and credit side. At the end of a certain
period, ledger accounts are balanced. Excess of the total of the debit side of an account over



its credit side is known as debit balance and written in the debit column of the trial balance.
In the same way, excess of credit side of an account over its debit side shows credit balance
and will be written at the credit side of the trial balance The total of both the debit and

credit side must be equal.

2. Total Method )

According to this method, the total of the debit and credit side of every account is
separately written in the debit and credit column of the trial balance. The total of both the
debit and credit must be equal. If it is not equal, there are definitely certain errors which
should be located and rectified.

3. Total and Balance Method -

This method presents both the balance and total method in the same trial balance. The
amount column is divided between total and balance methods. Each method has further
two columns of debit and credit. The total of the debit and credit under each method must
be equal. There will be different totals according to the dlfferent methods but the total of
debit and credit of each method will be equal.

4.14 SUMMARY

Meaning of Ledger Account _

Collection of requisite information concerning a particular account and presenting them
under one head is known as Ledger Posting. Information are collected from Journal proper
and subsidiary books. ‘ -

Ledger Account .

An account is a ledger record in a summarised form of all the transactions, that have

taken place with the particular person or things specified. .

Classification of Ledger Accounts

{(a) (i) Assets A/cs (i) Liabilities A/cs (i#i) Capital Accounts (;v) Revenue A/cs and (v)

Expense A/cs.
&) (i) Permanént Ledger Accounts (ii) Temporary Ledger Accounts.
(¢) () Classroom Ledger Account (if) Business houses Ledger Account.

UﬁlitylAdvantages of Ledger Account

(1) Separate Accounts (2) Requisite information at a glance (3) Preparahon of trial bal-
ance (4) Facilitating preparation of ﬁnanc1a1 statements.
Ledger Posting from Journal Entries
(@) Ledger Posting of Accounts Debited in the Journal

While preparing Ledger Accounts debited in the Joumnal, posting will be made at the
debit side of the account. We shall be writing the name of the Account credited, preceded
by “To’ as ‘To Cash A/c’
(b) Ledger Posting of Accounts Credited in the Journal

While preparing Accounts credited in the Joum.';ll Posting will be made at the credit side
of the Account. We shall be writing the name of Accounts debited in the Journal preceded
by ‘By’ as ‘By Cash A/c’.
Balancing of Ledger Accounts

Ledger ‘Accounts are categorised as Asséts, Liabilities, Capital, expenses and Revenue.
The total of first three accounts at the debit and credit does not tally generally and they are
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said to have balance. If the credit side exceeds, the difference is put at the debit side and

“shown as “To Balance c/d’. If the debit side exceeds the difference is put at the credit side

and shown as ‘By Balance ¢/d’, These are closing balances of the period and become open:
ing balances in the next year and shown as By or To Balance b/d.

The balances of Nominal Accounts i.e.. expenses, losses, revenue, income are trans.
ferred to P/L Accounts,

These accounts do not show any balance. Their difference between the debit and credit is
transferred to profit and loss A/c and closed.

Ledger posting from Cash Book
(1) Ledger Posting from the Debit Side of the Cash Book

While preparing ledger of the accounts appearing at the debit side of Cash Book, write af
the credit side of the account as ‘By Cash or Bank A/c.

(2) Ledger Posting from the Credit Side of the Cash Book
While preparing ledger of the accounts appearing at the credit side of the Cash Book,

| write at the debit side of the account as To Cash or Bank A/c.

Y.edger Posting from Purchases Book

Purchases Book records credit purchases of goods. It represents only debit side, o its
balance is always Debit. While preparing purchases Account we shall be transferring the
total of the Purchases book as *To Total as per purchases Book’ at the debit side of the
account, '

While preparing suppliers Accounts, appearing in the purchases book; we shall be writ-
ing as ‘By Purchases A/c” at the credit side of the account.

Ledger Posting from Sales Book

Sales Book records credit sales of goods only, so its balance is always credit. While
preparing sales A/c, posting is made at the credit side as ‘By Total as per Sales Book’.

While preparing Debtors A/c from Sales Book we shall be writing as “To Sales Alc at the
debit side of Debtors Alc.

Ledger Posting from Sales Return Book

Sales Return Book has debit balance, so its total is posted at the debit side of Sales
Retum A/c as “To ‘T'otal as per Sales Return Book’. While preparing Debtors Accournils, we
write ‘By Sales Return A/c, at the credit side of Debtors appearing in the Sales Return
Book. .

Meaning of Trial Balance

The statement prepared with the debit and credit balances of ledger accounts to test the
arithmetical accuracy of books of Accounts is known as Trial Balance.
Special Features of Crial Balance .

(1) Prepared on specific date (2) Containing list of ledger accounts (3) Prepared with
balances or totals or Balances and totals of ledger accounts (4) Totals of debit and credit
columns.must tally (5) Trial balance is the test of arithmetical accuracy (6) The difference
between debit and credit side of Trial balances shows that there is mistake (7) There may be
mistakes even if the debit and credit sides are equal 1o €ach other.

Objectives/Functions of Trial Balance

1. Test of arithmetical accuracy
2. Summarised information of ledger Accounts



3. Basis for preparing final accounts

4. Helpful for making adjustments
Limitations of Trial Balance (Errors not Affecting or Undetected by Trail Balance)

(1) Brrors of ommission in the books ‘of original record (2) Errors of principle (3)
Compensating errors (4) Incorrect account in the original books (5) posting to wrong account
Methods for Preparing Trial Balance |

1. Balance Method : ..

2. Total Method
3, Total and Balance Method.

REVIEW QUESTIONS

A. Very Short Answer Type Questions ‘
1. Mention the balance of Sales A/c and Purchases A/c. How are these accounts closed ?
2. What is meant by ‘Net Purchases’ ? .
3. What is the balance of Sales A/c and where its balance is transferred ?
4. What is meant by Trial Balance. )

B. Short Answer Type Questions :
1. Prepare the format of an account.
2. Is the balance of Nominal Accounts calculated, if not ? How is it closed 7
3. “Ledger is the principal book of business ?” Explain.
4. What is the meaning of an account ?
5. What is the purpose of a ledger ?

C. Long Auswer Type Questions :

1. What is meant by Ledger Posting ? Exp]am its 1mportance in Accounting.

2. Explain the procedure for preparing Ledger Accounts through Journal entry.

3. How are Ledger Accounts of items appearing at the ctredit side of Cash Book prepared 7

4, Why is it necessary to prepare Ledger Accounts, when there are Subsidiary Books_ and
Journal ?

5. Which accounts can be prepared on the basis of Purchases book and Salcs book ? Explain
the process of preparing these accounts.

6. Explain the meaning and objective of trial balance,
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unir 1 CLASSIFICATION OF INCOME,
| EXPENDITURE AND RECEIPTS

* STRUCTURE *

1.1 Objectives

1.2 Introduction

1.3 Classification of Income

1.4 Classification of Expenditure
1.5 Classification of Receipts

1.6 Accounting Concepts of income

1.7 Summary '

1.1 OBJECTIVES

' At the end of this unit, you should be able to :

+ Classify Income, Expenditure and Receipts as Capital and Reserve

* Explain the meaning and concepts of Capital and Revenue, income, expendlture
and receipts.

«. Explain the accounting concept of income and, accounting concepts and Income
Measuremeit and expired cost of Income Measurement.

1.2 INFRODUCTION

The six;lilarity between the concept of Capital and reserve lies in the fact that both have
the credit balances and reflect at the Liabilities side of the balance sheet. Capital and Re-

serve belong to the shareholders or owners of the company and business is liable to retus

capital and reserve to the owner once it is closed or wound up. The Capital is contributed
from the owners or shareholders of the company whereas reserve is maintained out of the
profit and loss account of the company to meet future fund requirements for expansion and
growth of the business.

In this chapter we will discuss this concept in detail and how it lmpacts the financials
of the-company and owner’s stake in the business. For the students of BBA, it is an impot-
tant concept as they will have to analyze the lmpact of increase and decrease in capital on
the owner’s equity.

1.3 CLASSIFICATION OF INCQME

Income can be broadly classified into two heads :

(1) Capital income (2) Revenue income-

" Classification of Income,

Expenditure and Receipts
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) Capital Income

In this case, any u‘regula: income camed will be classxﬁed as capital income, For exam-
ple, 4 huge amount of donation received in the case of non-profit orga :sation. Also in the
case of profit-making organisations, if some caﬁital assets is sold and : large amount of
gain is realised on that sale. It will be classified as capital income. -

2) Revenue Income
This refcrs to regular busmcss income by sale of goods and services in the market. For

| example, if a television manufactunng company sells T.V. sets then income realised on

that sale will be known as revenue income.

1.4 CLASSIFICATION OF EXPENDITURE

Expenditure incurred in the business are classified as :
(1) Capital expenditure ~ (2) Revenue expenditure ,
(3) Deferred revenue expenditure. :
{1) Capital Expenditure. Expenses incurred in- -acquiring and increasing the value of
fixed assets are termed as capi ital expend:ture Amount spent-on the purchase of land
and building, plant and machmery, vehicles, fumiture eic., is capital expenditure. The
-expenses incurred for addition and extension of fixed assets are also capital expendi-
ture. Special features of capital expenditure is as under :
Special Features :
() Capital expenditure is made for acquiring fixed assets
(i) This expendlturc increases the value of assets.
@) Thcse expendlmres increase the profit earning capacity of business.
(iv) These expenditures are casually incurred.
(v) The assets acquired through these expenditures are not meant for sales
.{vi) These expenditures are shown at the assets side of the Balance Sheet.
Certqih examples ofCapital Expenditure :
()] Purchasing'ﬁxed assets. |
(i?) Purchase of material for construction of building.
(i) Payment of wages for construction or extension of bﬁilding.'
(iv) Payment of wages for addition of rooms or erection of sheds in the _'buil'dir'ig._
" (¥) Carriage, cartage and freight paid on acquiring assets S?.lch as plant and machin-
ery, fumiture ete.
-(vi) Installation charges of plant and machine.
(vif} Repairs of assets, purchased ser -d hand.
(viii) Payment for goodw111

Accounting Treatment of Capital Expena‘ ‘ure. On acquiring or mcreasmg, the value
. of fixed assets through capital expenditure assets.account is debited because these

’



expenses increase the value of assets. (Assets are always debited for increase). These gxw‘:::i"::g ’R’:"c"".:;;

assets are shown at the asests side of the balance sheet. These expenses are not shown
at the debit side of profit and loss account. The distinction between capital and rev-
enue expenditure is important because revenue expenditures are debited to profit and
loss account and capital expenditures are assets recorded in the Balance sheet.

(2) Revenue Expenditure, These expenées are incurred as}outine business expense. They
are concerned with our day-to-day transactions. These expenses are incurred usually
in the ordinary life of business. They maintain the assets but do not increase their
value Special features of these expenditure is as follows :

NOTES

Special Features ;
(1) These are routine expenses.
(#) These expenses are usually incurred.
(4i7) These expenses do not add to the value of assets but maintain it, i.e., white-
washing and repairs.

(iv) Revenue expenditure does not increase the proﬁt carnmg capacity of the
firm but simply maintains it.

(v) Current assets acquired through these expenditures are meant for sale.
(vi) Revenue expenses are shown at the debit side of the tradmg and proﬁt and loss Alc.
Certain examples of Revenue Expendlture : ' : .
{f} Purchase of goods _
(#5) Payment of expenses in acquiring or manufacturing goods, i.e., carriage and
wages etc, '
(iif) Payment of selling and distribution expenses.
(v) Repairs and maintenance of plént, machines, furniture, equipments etc.
(v) White-washing of building,

It must be understood that expenditure is & wider term and includes expenses as well as assets.
There is a difference between expenditure and expense. Expenditure is any outlay made or
incurred by the firm. The part of expenditure, which is perceived to have been used or con-

sumed in the current year, is termed as Expense of the current year.

Accounting Treatment of Revenue Expenditure. Expenses accounts are debited for
these expenditures. These accounts are shown at the debit side of Trading account or
Profit and loss account. For example, purchases account is debited for purchasing
goods and shown at the debit side of Trading account. Other accounts concerning
“direct expenses, i.e., Carriage, cartage, freight, manufacturing expenses are recorded
at the debit side of Trading account salaries, rent insurance, printing, stationery and
other selling, administrative and financial expenses are shown at the debit side of
profit and loss account. Revenue expenditures vitally affect our Gross Profit and Net
profit, so they should be distinguished from capital expenditure.

Self-Instructional Material 5
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Distinction between Capital Expenditures and Revenue Expenditures

——

Points of Distinction

Capital Expenditures

Revenue Expenditures

“ 1. Meaning

Expenses incurred in acquiring and
increasing the value of fixed assets
are termed as capital expenditure.

Expenses incurred as routine
business expenses are known as
Revenue Expenditure.

2. Purpose

These are incurred in purchasing of

fixed assets.

These are incurred for conducting
of business affairs, -

3. Where are they
 shown?

These are shown at the assets side

"of the Balance Sheet.

These are shown at the debit side
of trading profit and loss account.

4, Capacity It incredbes the earning capac1ty of | These are incurred for earning
the business. profit.
5. Period Its benefits extend to more thanone | Its benefits are restricted to only

| year. one year.

(3) Deferred revenue Expenditure. The expenditures which are incurred likely to give
benefit for more than one accounting period are termed as deferred revenue
expenditure. These are revenue expenditures of capital nature. Expenses are very huge,
so instead of charging the whole amount of expenditure in the year of the actual
expense, the expenditure is split and written off over certain period. Preliminary ex-
penses and advertising suspense are its examples

Spec:al Features :
' (:) Expenditures for developments, unprovement and alterations are revenue ex-
- penditure but treated as capital expenditure,
(#) These expenditures are not immediately writen off in the year of actual expendi-
ture but split over a period of certain years as per the decisions and policies of
. the management.
(iii} These expendltures are treated as assets and shown at the assets side of Bajance
sheet.

. Certain examples of deferred Revenue Expenditures :
6 Advemsmg suspense—Huge expendlture on advertlsmg, benefits of which will
be availed of dunng certain followmg years.

(u) Preliminary expenses.

(iif) Underwriting commission.

(iv) Di scount on issue of shares or debentures.
(v) Loss on issue of shares or debentures.

() Cost of issue of shares and debentures.

Accounting Treatment of Deferred Revenue Expenditure. These expc_ndétures are capi;
talised, so they are treated as assets in the Balance sheet like other assets. As these assets
are not tarigiblc, therefore, they will have to be written off over a certain period. Whenever
a part of these expenditures will be charged out of profit and loss account, we shall debit
profit and loss account and credit specific assets account. The amount written off will also

" be deducted from the book value of assets. The treatment W1H be made Jjust as we treat
depreciation on assels.



1.5 CLASSIFICATION OI;" RECEIPTS

Receipts are also classified as :
(1) Capital receipts
(2) Revenue receipts

(1) Capital receipts. Amount received from sale of fixed assets is capital receipts. Amount
received throngh capital, long-term loans or by issue of shares and debentures is capi-
tal receipts. Capital receipts are not current liabilities. These receipts show a credit
balance, they are capitalised and shown at the liabilities side.

(2) Revenue receipts. These are the routine receipts of the business just as receipt from
sale of goods. Routine receipt of rent discount, interest, commission is also revenue
receipis. These receipts are shown either at the credit side of Trading account or
profit and loss account,

Distinction between .Capital Receipts and Revenue Receipts

Point of Distinction Capital Receipis Revenue Receipis

1. Meaning The amount received in form of | The amount received mainly by
capital introduced, loans taken and | selling of goods and services is
sale proceeds of the fixed assets is | known as Revenue Receipts.
known as Capital Receipts.

2. Nature These receipts are capital in nature. | These receipts are Revenue (i.e.,

day to day activities) in nature.

3. Where are these

These receipts are shown in the Li-

These receipts are shown at the credit

bution and loans taken etc.

shown ? abilities side of Balance Sheet only. | ofeither trading account or Profit and
Loss accounit.
4. Examples Sale of fixed assets, capital contri- | Profit on sale of assets, sale of

goods, interest received on loans

(advanced), royalty etc.

Hllustration 1. Point out whether the following transactions are capital expenditure or
revenue expenditure and also explain the treatment of these transactions in the final ac-
COunts : . , _

(i) Purchase of new material for the construction of factory building Rs. 2,00,000.
(i) Payment of wages amounting to Rs. 2,50,000 for construction of building.
(iit) Cost of furnishing the newly constructed building Rs. 20,000. -
(iv) Cost of electrical installation in the new building Rs. 30,000.
(v) Expenses in connection with obtaining the licence Jfor the Jfactory Rs. 10,000.
(vi) Cost of acquiring machines Rs. 1,00,000, _
(vit) Payment of fire insurance prem;'um Rs. 1,260.
(viii) Renewal fee oj‘” licence Rs. 200.
{ix) Distribution of free goods costing Rs. 40,000 to introduce the goods in the market.
{x) Cost of purchasing old machinery for Rs. 12,000 and cost of its repafr‘ Rs. 10,000,
The machi;wery was installed in the factory at a cost of Rs. 3,000.
_(xi) Cost of white-washing building and maintenance of machinerj"w Rs. 12,000.

Classification of Income,

Expenditure and Receipts

NOTES
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Solution. s .

(f) Cost of material for construction of building Rs. 2,00,000. Cost of material will
form part of the value of building, so it is a capital expenditure and will be shown
at the assets side of the Balance sheet.

(i) Payment of wages for construction of building. Wages are the part of the value
of building so it is a capital expenditure and thus added to the value of building and
treated as an asset. ' | ' _

(##i) Cost of furnishing new building. The value of building will increase with cost of
the furniture so it will be capital expenditure and treated as an asset.

(iv) Cost of electrical installation in the new build'in'g. Electrical installation will add
to the value of new building, so it is a capital expenditure and will be shown at
assets side. :

(v) Expenses for obtaining licence of the factory, It is capital expenditure, because
benefits of this expenditure are not restricted to the current year only. The expense
was necessary for the formation of factory. It will be treated as an asset. ’

(vi) Cost of acquiring machines, It is capital expenditure and shown at assets side.

(vii} Payment of fire insurance premium is revenue expenditure, because the expense
will be paid regularly evex;y year. It will be shown at the debit side of P/L Alc.

(viii) Renewalfee of the licence. It is revenue expenditure and posted at the debit side of
profit and loss account, Renewal fee is regularly paid whenever due.

(ix) Cost of distribution of free goods, Cost of distribution of free goods with a view
to introduce the item in the market is a type of advertising, Rs. 40,000 the cost of
goods should be capitalised, treated as assets and written off within next 3 to 5.
years. .

(x) Cost of purchasing repairing and installing of old machinery. It is capital ex-
penditure and treated as an asset. Amount spent in the repairs and erection of old
machinery will add to its value. It should be noted here that normal repairs and
maintenance are revenue expenditure. '

(xf) Cost of white-washing of Building and maintenance of machinery. It is revenue
expenditure, so_it will be debited to profit and loss account. It is normal, regular

and usual expenditure incurred with a view to maintain building and machinery.
Hustration 2. Identify whether following receipts are capital or revenue. How will
they be treated in final accounts :
(i) Sale proceeds of goods Rs. 20,000.
(i) Commencement of business with Rs. 60,000.
(iii) Rent received from premises sublet Rs. 4,000
(iv) Profit on sale of land and building Rs. 3,000.
(v) Amount received from sale of assets Rs. 80,000,
(v} Amount received from sale of scraps, i.e., newspapers, boxes, grass, bottles eic.
Rs. 300. '

Solution.
(i) Sale proceeds of goods. It is revenue receipt and credited to Trading account.
Sales of goods is normal and regular feature.



(i Commencement of business with Rs. 60,000, 1t is capital receipt and shown at
the liabilities side of the Balance sheet.

(i#) Rent received from premises sublet, It is revenue receipt, because it is a regular
income. It will be posted at the credit side of profit and loss account.

(iv) Profit on sale of land and building. It is revenue receipts and posted at the credit
side of profit and loss account. It should not be treated as operating income.

(v) Sale proceeds of assets. Amount received from the sale of an asset is capital re-
ceipt. Excess of amount received over the book value of asset is revenue receipt.
Loss on sale of asset is treated as revenue loss.

(vi) Sale proceeds from scraps. It is revenue receipts and posted at the credit side of |.

profit and loss account because its amount, is very nominal and it is routine affair.

1.6 ACCOUNTING CONCEPTS OF INCOME

Concept of income from the point of view of accounting process réquires an accountant
to understand when an income should be recognised. Income refers to the receipts in cash
" or outstanding receipts from both care and non-core activities of the business. This means
that income may be in the form of cash receipts or outstanding income due to be received in
future. Income derived from core activities of the business is known as revenue whereas
income from non-core activities will be called other income, For example, in a business of
selling computers, the income realised from sale of computers will be the income generated
from core activities. On the other hand, if the business earns some dividend or interest
income from investment in shares of other companies or govt. securities, it will be known
as other income generated from non-core activities,

Expifed Cost and Income Measurement

The concept of expired cost relates to the principle of defermed cost or amortisation in
accounting. Deferred cost means heavy expenditure incurred in.an accounting period, the
benefit of which will be realised over the next few years. For example, Heavy Advertisement
Expenditure incurred in the initial period of the launch of the product in the market. The
benefit of this heavy advertising will be realised in the next few vears. Suppose, TATA Sky
spends Rs. 100 crores in the year 2008 on its advertisement in T.V. and Newspapers. The
expected benefit of this advertisement will be realised in the next five years. In accounting,
this Rs. 100 crores is divided in next five years and debited to profit and loss account for
Rs. 20 crores each over the next five years. After the expiry of 2013, the five years period

‘will end and the advertisement cost of Rs. 100 crores will be called expired cost. From year
2008 to year 2013, it will be called unexpired cost because full Rs. 100 crores is not debited
to profit and loss acount. '

The concept of expired cost is closely related to the concept of income measurement

.becatise it affect the income of the organisation over a long period of time. In the above
example, we saw that Rs. 20 crores each was debited to profit and loss account which
affected the income measurement of each year.

1.7 SUMMARY

Classification of Income _
(1) Capital Income. Any irregular income earned is known as Capital income. .

. Classification of Income,
Expenditure ond Receipts

NOTES
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(i) Revenue Income. If refers to regular business income by sale of goods and services
in the market. .
Classification of Expenditures

(1) Capital Expenditures. Expenses incurred in acquiring and increasing the value of
fixed assets are terined as Capital Expenditure.

(2) Revenue Expenditure. The expenses which are incurred as routine business ex-
penses are known as Revenue Expenditure,

) Deferred Revenue Expenditure. The expenditures which are incurred likely to

| give benefit for more than one accounting period are termed as Deferred Revenue Expendi-

ture.
Classification of Receipts

(1) Capital Receipts. Amount received through capital, long-tcrm loans or by issue of
shares and debentures is capital receipts.

(2) Revenue Receipts. These are the routine receipts of the business just as receipt
from sale of goods.
Distinction between Capital and Revenue Expenditure
Points of Distinction. (1) Meaning (2) Nature (3) Where are thése shown ? (4) Exam-
ple. .

Accounﬂng Concepts of Income.

Income refers to the receipts in cash or outstanding receipts from both core and non-
core activities of the business. ‘

Expired Cost and Income Measurement

" Theconcept of exp:red cost relates to the principles of defermed cost or amortisation in
accountmg

REVIEW QUESTIONS

A. Very Short Answer Type Questions :
1. What is meant by Capital Income ?
2. What do you mean by deferred revenue expenditure ?
3. Give an example of capital receipfs.

B. Short Answer Type Questions :
1. Explain the meaning of capital expenditure. Give its examples.
2.- Mention some features of capital expenditure.
3. Classify different types of receipts.
4. Distinguish between capital receipts and revenue receipts.

RN

"C. Long Answer Type Questions

1. Distinguish between capital expenditure and revenue expenditure. "
2. Explain the accounting concept of income.
3. Write a note on expired cost and income measurement.



UNIT 2 FINAL ACCOUNTS

* STRUCTURE *

2.1 Objectives

2.2 Introduction

2.3 Final Accounts

2.4 Trading Account

2.5 Profit and Loss Account

2.6 Balance Sheet

2.7 Preparation of Final Accounts .

2.8 Adjustments/Additional Information in Preparation of Final Accounts
2.9 Summary

2.1 OBJECTIVES

At the end of this unit, you should be able to :
* Understand the meaning of Trading and Profit and Loss Account and Balance Sheet.

« Identify direct, indirect, operating and non-operating expenses.

» Explain need, importance and Purpose of Trading A/c and Profit and Loss A/c.
* Prepare Trading and Profit and Loss A/c.

« Ildentify expénses not to-be shown in the Profit and Loss A/c.

Define Balance Sheet, explain its characteristics and objective.

2.2 INTRODUCTION

The ultimate aim of accounting process is t6 finalize the Financial Statements of the
company. Financial Statements comprise of the Balance Sheet and Profit-and Loss Ac-
counts of the company. Financial Statements are used by both the external parties to the

busiress and internal management for the decision making purposes. It is important that

Financial Statements reflect the true and fair view of the financial position of the company.
These statements are audited by Chartered Accountants to certify the correctness of the
accounting. Accountants should be careful in preparation of these statements as any error
or omission may not reflect well on the internal business controls.

As a business administrator, we should be able to understand the process of preparation
of financia) statements and how it impacts thé present and future growth prospects of the
business. Also, these financial statements should be analyzed to understand the financial
health of the business and future decision-making purposes.

Final Accounts
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2.3 FINAL ACCOUNTS

Every firm likes to measure the performance of its business operations in terms of
profit or loss. It also likes to know the value of its assets and liabilities on the closing date
of accounting period. Inorder to ascertain its income and also to assess the position of
assets and liabilities statements prepared are known as Financial Statement. These state-
ments aer also known with their traditional name as ‘Final Accounts’.

Financial statements are divided in two parts, i.e., income statements and position state-
ments. The term income statements is traditionally known as trading and profit and loss
account and position statements is known as balance sheet.

Business transactions are recorded in our original books, i.e., subsidiary books and
journal proper. With the help of these original books of record, we prepare ledger accounts.
Trial balance is prepared with the balances of ledger accounts. With the help of trial bal-
ance we prepare final accounts or financial statements. Final accounts consists of Trading
account, profit and loss account and balance sheet. Trading account shows gross profit or
gross loss, net profit or net loss is available from profit and loss account. The balance sheet
exhibits the position of assets and liabilities on a particular date. '

Limitations of Final Accounts/Financial Statements

Inspite of being very useful to the business financial statements suffer from the follow-
ing limitation : S
1. Ignores qualitative aspect. The notable weakness of financial statements is to present
quantitative facts of the business in terms of money, Qualitative aspect however im-
portant are completely ignored. Administrative efficiency of the management and
harmonious relations between management and labour are very significant factors in
the success of the business but do not find a place in financial statements.

2. Rased upon convention and practices. Financial statements are prepared according
to the practices adopted by individual firms. Different identical firms may adopt dif-
ferent methods of charging depreciation. Different methods of depreciation will de-
pict different performance in the identical situations. Methods of valuating stock may
also differ. Accounting is criticised for its convention of conservatism i.¢., showing
expected losses but ignoring expected income. Stock is valued at cost price or mar-
ket price whicheveér is lower. In the same way, we do not show appreciation in the
assets generally but we do not miss to show depreciation.

3. Ignores human resource. Human element is essential, active and sensitive factor of
production. Physical factors, i.¢., land, material, money, machines and equipments
are meaningless without human factor. Financial statements do not accord any
weightage to human reosurces. ' _

4, Ignores price level changes. Change in the price affects cost of production, sales and
value of assets. Changes in the price are quite obvious under inflation but financial
statements ignore it. Changes are not incorporated in financial statements.

5. Ignores interest of all concerned parties. Financial statements are prepared taking
into considerations proprietors interest. The Interest of other interested parties such as
workers, investors, debenturs holders, creditors, stock exchanges, economists and taxa-
tion authorities is ignored. '



Preparation of Final Accounts (Financial Statements)

There are three following stages of preparing final accounts of a trading concern : |

L Trading account 2. Profit & Loss Accountand . 3. Balance Sheet.
2.4 TRADING ACCOUNT
Meaning

An Income statement prepcred with cost of raw material, purchases and direct expenses

(expenses on acquiring and manufacturing goods) with a view to ascertain gross Profit or
Loss is known as Trading Account.

Direct Expenses

(i) Expenses on acquiring goods
Carriage and cartage (inward) '
. Freight inward
Octroi and local taxes
Excise duty
Import duty, landing and clearing charges.
(if) Expenses on manufacturmg goods
Coal, gas, water and fuel
Wages (Productive)
Fuel, power aqd meti\}e power
Consumable stores
Manufactur{ng'expenses :
Factory expenses

Direct expenses form part of the cost of goods purchased or manufactm'ed It does not

include selling and distribution expenses.

Nee

1

d/Importance amf Purpose of Trading Account \

.The purpose and importance of preparing trading account is summarised as under
Ascertalmng gross profit!gross foss. The maln purpose of preparing Trading
account is to ascertain gross profit or gross loss. Excess of credit side over the debit
side of Trading account is gross profit and the excess of debit side over the credit side
is gross loss. The gross profit ratio between 20% to 30% is treated as standard. Gross
profit should be sufficient to cover sellingand distribution expenses The adequacy of
gross profit is measured with reference to sales.

Ascertaining ratio of direct expenses to gross profit, Tradmg account shows the

- details-of direct expénses incurred in acquiring and manufacturing goods. Cost of

production increases with the increase in direct expenses, The margin and the amount.
of profit is vitally affected by diréct expenses. The ratio of direct expenses to gross
profit is calculated and compared with the desired and previous performance and
efficiency is measured.

" Ascertaining ratio between purchases and dlrect expenses Relauonshlp between

purchases and direct expenses is ascertained through Trading account. The amount of -

purchases and direct expenses are avaxlable ﬁrom 'I‘mdmg account. Duect expenses
add to the cost of purchases,

Final Accounts
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The relationship between purchases and direct expenses indicates how far direct ex-
penses are reasonable and adequate.
Calculation of cost of goods sold. Gross profit or loss is based upon cost of goods
sold. It is based upon the information available from Trading account. Cost of goods
sold is ascertained by adding opening stock, purchases and direct expenses and de-
ducting closing stock from it. It can also be calculated by deducting gross profit from
sales. Cost of goods sold helps us in calculating profit of the firm.
Calculation of gross profit ratio. The firm calculates gross profit ratio and measures
the efficiency of its performance. Gross profit ratio is calculated by comparing gross
profit to net sales. Gross profit ratio should be sufficient to cover expenses. The ratio
is compared with the desired ratio or with the ratio of previous year and performance
evaluated. | _ )
Proforma of Trading account
Trading Account
(for the period ending December 31, 2006)

Dr. Cr.
Expenses/Losses ‘ ' Amount Revenue/Gain Amount
Rs. Rs.
To Opening Stock By Sales
Or Less : Sales retum

Stock (1-1-2003 or opening date : _ Or

of accounting period) or Retums inward

Stock in the beginning or ) By Closing stock
To Stock : Or

Raw material................ Stock on 31-12-2003

Work in progress or Or

Semi finished goods or Stock at the end of the year

Partly manufactured goods or

Finished Goods By Stock -
To Purchases | Raw material

Less : Purchases return Work in progress

or Finished goods
_ Returns ‘outward By Gross loss—transferred to P/L
Less : Goods taken by proprietor Alc
(if in adjustment) (If debit side exceeds the credit side)
Less : Goods given as charity | ‘
(if in adjustment)
* Less : Goods given as free sample
{(if in adjusiment)

To Carriage or cartage or

Carriage inward or

Carriage on purchases or

Carriage and freight
To Octroi or local taxes L ‘]



——————— T e e e — — — Final Accounis
~To Import duty, customs, : . . s

Landing charées, clearing charges
To Wages or productive
Wages or manufacturing .
Wages or direct wages or wages NOTES
and salaries
To Coal gas and water
To Fuel
To Heating and Lighting
To Power or motive power
To Manufacturing expenses
To Consumable stores
To Packing charges
To Assembling expenses
. To Direct expenses
“To Factory Expen_ses
To Productive expenses
To Royalty
To Gross Profit transferred to P/L ‘Afc.
(If credit side exceeds the debit
side) . ,

Hiustration 3. Prepare trading account only from the following Trial balance of Chi-
nese Corner Hotel as on 31° March, 2003 :
' Dr. Cr.
Rs. ) Rs.

PUPCRASES......c.coneiivcicrireccrinnceni v cr s 15,750
Sales......oorcniniiinieienn et - _ 21,000
Returns inward...........c.oovovovecreneciecctirecssasias s 600
OPERING SIOCK.........ov.vviorrieiiarececneorinerisrisrinssensensens . 13,000
Freight omtward.........c.cccconarvenenc. SRRSO 65
Carriage inward........ et nasas e e tae 50
Salaries and Wages...............ivoiininns 572
Rent and taxes.............. e ererrerarrearene e ese e e s e nane s 226
. Travelling expenses.............ciriinsinncvcsnnecioneraes 187
Discount.........cooviiivvinninans e eveereriraaree et aerens 115
Cammzss:on, 108
Bank &fe.....ocvcoo, oottt 6,647
Trade Creditors. ... oo 2,700
Sundry deblors.........veccccrecnniinecnnean e 4,380 ,
Capital Afe..........ocecrscrssiris s 20,000
Drawings Afe.......oovciieoionniinisinrt et 2,000
' - 43,700 43,700

Closing Stock was estimated atRs. 12, 000. -
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Solution, ,
Trading Account of Chinese Corner Hotel
_ Sor the year ended 31°* March, 2003
Dr. Cr.
Expenses/Losses Amount . Revenue/Gain Amount
Ks. Rs.
To Opening Stock 13,000 | By Sales 21,000
To Purchases - 15,750 Less : Retumns - 600
"To Carriage Inward 50 _20,400
To Gross Profit transferred to P/L 3,600 By Closing Stock 12,000
Alc ' :
32,400 32,400
[re——]

Explanation. Information contained in the Trial balance refer to assets, liabilities and
indirect expenses, so these accounts have been omitted and not transferred to Trading ac-
count. Freight outward, salaries and wages, rent and taxes, travelling expenses and com-
mission are indirect expenses. They are concerned with selling of goods. ’I'hese expenses
will be transferred to the debit side of profit and loss account,

Bank and debtors are assets and these accounts will be posted at the assets side of
Balance sheet. Drawings will be shown as deducted from capital at the liabilities side.

Creditors and capital represent liabilifies so they will also be entered at the liabilities
side.

2.5 PROFIT AND LOSS ACCOUNT

Meaning

The income statemént prepared with the items of expenses, losses, income and gain
with a view to ascertain the amount of Net Profit or Loss in the business is known as Profit
and Loss Account.
Need/Purpose and Importance of Profit and Loss Account

The purpose and the importance of preparing profit and loss account is as under :

1. Knowledge of net profit or net loss. The purpose of preparing profit and loss ac-
count is to ascertain the amount of net profit or loss. This is the actual profit available
to the proprietor and credited to his capital account. In case of net loss proprietor’s
capital account will be deblted The net profit is calculated after charging all indirect
expenses.

2. Ascertaining ratio between net profit and net sales. We get net profit from profit
and loss account. This net profit is matched with the net sales to calculate net profit
ratio. This ratio is compared with the desired net profit ratio and if there is any short
coming, that will be removed. This ratio can also be compared with the ratio of previ-
ous years and effective future line of action can be taken.

3. Calculation of expenses ratio to sales. Expenses ratio to sales is calculated. We can
calculate individual expenses to sales ratio and compare it with desired expenses ratio



" and with the ratio of previous years. It will always be in the interest of the firm that the
expenses ratio should be the minimum.
Comparison of actual performance with deéire;l performance. The actual per-
formance of the business is available with the profit and loss account as regards net
profit, individual expenses and individual income. We compare our actual perform-
ance with our planned and desired performance, identify weaknesses and try to re-
move them. Co : :
Maintaining provision and reserves. We have to maintain certain reserves and pro-
vision to meet our future uncenaintiés. The amount of provisions, reserves and funds

to be maintained depcnds upon net profit earned by the firm. It is necessary to prepare |

profit and loss account to determine the net profit, so that effective provision for
- uncertain future could be maintained.

Proforma
Proﬁt and Loss Account
| Jor the year ending......
Dr. Cr.
Expenses/Losses Amount Revenue/Gain Amount
Rs. Rs.

To Gross loss—transferred from
trading A/c (if any)
To Salaries Or Salaries and wages

By Gross profit transferred from
trading A/c
By Interest received

To Remt, rates and taxes or office rent _Or
To Godown rent or storage or ware- Interest (credit)
housing Or
To Office expenses or establishment Interest on Investment
To Miscellaneous, or sundry expenses Or
To Insurance ' Interest on fixed deposit
To Stationery - Or
To Printing and stationery Interest on Loans and advanced
To Staff Welfare Expenses " or

To Lighting By Rent received
To Water and Electricity : Or
To Establishment expenses - Rent (credit)

. To Postage and telegrams Or

To E-mail and Fax charges
To Courier Services charges
To Telephone expenses .
- To Law charges.or law cost or litiga-
tion expenses or legal charges

Rent from tenant
By Discount received
Or
Discount (credit)
By Commission received

To Repairs ‘and renewal or Mainte- By Dividends Received
nance or upkeep By Profit from sale of assets
To Distribution expenses. By Refund of tax

To Travelling expense_s;"anvcyance

To General expenses

————— ey ———— ———— — ]

By Compensation received
By Apprenticeship premium

Final Accounts
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Financial Accounting To Stable expenses . By Difference in exchange (credit)
| To Selling expenses By Interest on drawings
"o Carriage or freight Outward . | By Discount on creditors

Tao Carriage on sales By Bad debts recovered

To Indirect or unproductive wages By Miscellaneous receipts

To Audit fee | By Appreciation or increase in the

NOTES

To Entertainment expenses value of assets
To Interest paid or interest (debit) or : By Income fromm Investment
interest on overdraft or interest | - - | By Reserve for bad and doubtful
~ on loans borrowed debts (old reserve-—if not treated
To Discount allowed or discount on ' at the debit side of P/L A/c
debtors ' ) ‘ By Net loss—Transferred to Capital
To Bad debts or Bad debts written off|  Adc (If debit side exceeds credit
h side)
To Reserve or provision for bad and —Balancing Figure
doubtful debts
(New reserve—in adjustment)
To Depreciation
To Interest on Capital
To Discounting charges
' To Bank charges or Collection
charges
- To Expofit charges
" To Trade expenses
To Aélministrt};ive expenses .
To Financial expenses . -
To Commiission paid
To Advertisement
To Charity and Donation
To Sample expenses O
’ - ' To Licence fee
' To Delivery charges
. To Brokerage
To Sales tax paid
To Loss on sale of assets
To Loss by fire/theft/accident
To Upkeep or Maintenance of assets
" To Comumission . .
To Net Profit—Transferred to Capital ’ . e
Alc : ) ’
(If credit side exceeds debit side)
—Balancing Figure

- 18 Self-Instructional Material



_ Hlustration 4, Prepare Profit and Loss A/c from the following information :

Rs. Rs.
Carriage on Purchase 2,000 Salaries-factory s manager 2200
Carriage on Sales 1,000 Office manager '1,500
Duty on Exports 2020 Gross Profit 15,200
Lighting 1050 Rent received 1500
Water and electricity 2120 Rentpaid 500
. Advertisement 100 Commission (Cr.) 1200
Solution. Profit & Loss A/c’
Dr. ) Cr.
Expenses/Lasses Amount Revenue/Gain Amount !
To Carriage on sales 1,000 | By Gross Profit 15,200 .
To Duty on Exports 2,020 | By Rent received - 1,500
To Lighting 1,050 | By Cominission 1,200
To Water and electricity 2,120 '
To Advertisement 100
To Salaries—Office 1,500
To Rent paid 500
To Net profit transferred to capital A/c 9,610
17,900 17,900

Tltustration 5. From the following Trial balance of Sri Ram & Sons, prepare the Trad-

ing and profit and loss account for the year ended 31st March, 2002.

Trial Balance
as on 31° March, 2002
Name of Account Debit
Rs.

Ram’s Capital ................ccovceviccvcenisniresrsssnsessiosessenens
Ram's Drawmgs ............ B 760
Purchases and SaIEs .........o....ocoomreoroereeeoeseeeeseeossseeesenns 8,900
Sales and Purchases Refurn ..................coeuvuvvveeeeeeeniesrnsas 280
SIOCK (1-8-2001) ...t siresss e eranes 1,200
AEES 1\evvviitocteeeeresiieeiiisee e vssre s bise s eemenessensatas e essragransans 800
BUIIAING......ccovoesveereneeoe ool semsesns s 22,000
Freight and Carriage ....................... et eran e 2,000
Trade EXPenses ...........ouccecvieonniianseviseesassinssisssneseesees 200
AQVCHHSCIMERL ......o...oeseeooerer oo eeseses s 240
Interest .......coooeeveveeniraen. erereens SO
Taxes and Insurance .......... ettt apenans 130
Debtors and Creditors .........covcvviiiiveninninnns % ererreerr e 6,500

Credit
" Rs.
29,000

15,000
450

350

1,200

Final Accounts .
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Bills Receivable av.td Bills Payable .......... reneerees e sean s {500 700

Cash at ba_nk 1,200
Cashinhand ................ e e hesteearenetteaaabreraar b abbesae s antaes 190

Salaries ....co.cccvrevmnnn, J OO RS EUTO SOOI 800
' 46,700 46,700

Adjustmems (D Stock on’'31st March, 2002 was valued at Rs. 1,500.

Solution,
Trading and Profit and Loss Account of Sri Ram & Sons

Dr. for the year ended 31 March, 2002 Cr.

Expenses/Losses Amount Revenue/Gain - Amount
Rs. | Rs.
To Stock (1-4-2001) ' 1,200 | By Sales 15,000
To Purchases : 8,900 Less : Returns, T 280 | 14,720
Less : Returns . 450 8,450 By Closing Stock 1,500
To Wages ' 800
To Freight & Carriage _ . 2,000
To Gross Profit ¢/d ' 3,770
16,220 16,220
To Trade Expenses " 200 By Gross Profit b/d 3,770
. To Advertisement 240 By Interest 350
To Taxes and Insurance 130
To Salaries . 800
. To Net Profit transferred to Capital A/c] 2,750 '
4,120, | ) ’ 4,120

Explanation. Purchases and sales have been given under one head purchases have
debit balarice, so Rs. 8,900 placed at the debit side of Trial balance is purchases and Rs.
15,000 will be the amount of sales, because™it is given at the credit side of Trial balance
(sales have credit balance) sales and purchases return have also been given under one head.
Purchases return shows credit balance and sales return shows debit balance. This is why,
Rs. 280 represents sales return and Rs. 450 is purchases return.

2.6 BALANCE SHEET

‘| Meaning

Balance sheet is a mirror wktch reflects the true pos;twn of assets and hab; lities on a
particular date. Trading and proﬁt and foss account shows gross profit or gross loss and
net profit ornet loss respectively. These accounts deal with expenses, income and receipts,
i.e., revenue receipts and payment. The finr also makes certain capital expenditure. and
gets capital receipts. It owns certain assets ¢ 1d also certain liabilities, These assets and
liabilities show that the ﬁnancial'position of the firm. This is why, Balance sheet is also



10wn as position statement. We adopt double entry system of accounting, where every
=bit has got its corresponding credit. According to our accounting equation also :
- Assets = Liabilities + Capital. '

It means that the total of the assets side of Balance sheet must be equal to the total of
abilities. Liabilities consists of creditors equity (liability) and proprietor’s equity. In other
ords, creditors and proprietor’s claim againts the firm must be equal to its assets, If assets
1d liabilities of Balance sheet do not tally, there is definitely certain mistake. Accordingto

-eeman “A Balance sheet is an itemwise list of assets, liabilities and propr:ezorshfp ofa

csmess at a certain date”’.

zatures/Churacteristics of Balance Sheet )
Balance sheet is the position statement which shows the posntlon of assets and liabili-
5. It has got the following special features : '

1. Balance sheet is a statement. Though Balance sheet is an integral part of double
entry system, but it is not an account. It has got the balance of certain ledger accounts.
The balance of all ledger accounts are not shown in it.

2. Prepared on a specified date, Balance Sheet is prepared on a specific date, i.e., atthe

end of accounting period. It is common practice and also legal requirement to-prepare -

Balance sheet together with Trading and profit and loss account at the end of the
accounting year. It may be prepared after every six months if the proprietors so desire.
Accounting year may consist of calender year or assessment year or its own account-
ing year, Companies are required to adopt assessment year (April 1 to 31st March) as
per legal requirement. Sole proprietorship and partnership can adopt accounting year
which suits them, i.e., Diwali to Diwali or Dussehra to Dussehra or assessment-or
calender year. o

3. It is a statement of assets and liabilifies. Though the Balance sheet has debit and
credit balance but its sides are named as assets and liabilities. The left hand side is a
11ab111ty representing credit balance, Right hand side is assets representing deblt bal-
ances.

4, Knowledge about the nature of assets and liabilities. Balance sheet categorise as-
sets as liquid assets, current assets, fixed assets and fictitious assets. Knowledge of
liabilities as current liabilities, fixed liabilities and reserve and funds can be gained
from Balance sheet. - ' h . '

5. Knowledge of fi nancml position. Balance sheet depicts true financial position of the
business. The position can be ascertained by study of the Balance sheet. We can cal-
culate short-term and long-term financial ratios, propnetory and other ratios to have
the knowledge of the financial soundness of the business. ‘

). Assets and liabilities tally each other, The total of assets must be equal to liabilities.
According to accounting equation, assets are always equal to creditors, and propri-
etor’s equity. If the total of assets and liabilities are not equal, there is likely to be
certain mistake. :

ed and Purpose of Balance Sheet

Balance sheet is a vital part of final account. It has to be compulsorily prepared as per
al provisions. Objects of the Balance sheet have been summarised as under :

Final Accounts

NOTES

Self-Instructional Material 11



Financial Accounting

NOTES

22 Self-Instructional Material

. Main objectives of Balance Sheet

The main object of Balance sheet is to assess the financial position of the firm. It is
list of asscts and liabilities of the firm on a specific date. The short-term and long-ts
financial position of the firm can be obtained from the analysis of the Balance sheet.

Balance sheet is rightly said to be a mirror reflecting the true value of assets and liat
ties on a particular date. E . _

Difference between Profit and loss accounts (Income Statement) and Balance st

(Position Statement)

Income statement {Trading and profit and loss account) and position statements (F
ance sheet) can be differentiated as under :

Points of Difference

Profit and Loss Account

' Balance Sheet

1. Types of account

Only nominal accounts are entered
in profit and loss account,

It records personal and real a
counts,

2. Objective

The objective of preparing profit
and loss account is to ascertain the
net profit or {oss of the business.

The purpose of preparing balan
sheet is to understand the financi
position of the firm.

3. Sides .

It has liabilities at its left hand si

The left hand side of the profit and
loss account is the debit and the | and assets at right hand side.
right hand side is credit.

4. Nature Profit and loss account is an ac- ) Balance sheet is not an ak:coﬁnt,
count. We use the word ‘To’ be- | is a statement. We do not use “T
fore accounts at the debit side and | or ‘By’ in it.

‘By’ at the credit side.
rs. Balancing figure | The balancing figure of the | It does not show any balancing fi;
’ profit and loss account is either | ure. The total of assets and liabil
net profit or net loss. Excess of | ties are always equal.
credit side is net profit and the
excess of debit side is net loss.
6. Specific date/ Profit and loss account shows the | Balance sheet shows the positic
period position of the accounting period, | of assets and liabilities on a particy
) generally a year. ’ lar date.
7.-Types of. Revenue expenditures are recorded | Capital éxpendirures are entered
expenditire in the profit and loss account. the assets side of the Balance Shee
Proforma
Balance Sheet '
ason.....
: .Liabflftiés Amount | | "Assets Amour
’ Rs. Rs.
Current Liabilities Current Assets
Creditors Cash in hand
Bills payable Cash at bank
Bank overdraft | Debtors or sundry Debtors 13



——— — i ———— e e —— e e e . e e " —— — — — — — — e — —

Outstanding expenses _ or book debts
Income received in advance Stock or inventory
Short-term loans ' . Goods sent on consignment
Fixed Liabilities o : I _ Bills or Notes Receivable
Loan * Short-term or Trade .
Mortgage - investment :
Loan from financial institutions ) - Prepaid expenses
Debentures . Accrued income
Sales Tax Collected
Capital Investments )
Add : Net Profit - Details of investment :.
Add : Interest on capital Long-term investment
(if in adjustment) : Loans granted
Add : Remuneration, i.e., salaries, . Fixed Assets
commission, fee payable to Land and building
proprietors : ) - Or
(if in adjustment} - Freehold premises
Less : Drawings _ . Machinery
Less ; Interest on drawings _ Or
Less : Net loss ' : Plant and Machinery
Less : Income tax * . Equipments
Reserves and Funds . Or
General reserve -" Tools and Equipments or
Reserve funds loose tools
Contingency reserve : Fumiture or Fixtures
Provident fund Or
Employees compensation fund Fumiture and fittings
Provision for taxation Oor '
Fixtures and fittings
Vehicles—truck, car, vans,
tempo, scooter, cycle etc.
Horses and carts
Live-stock (animals}
Goodwill
Patents and Trade Mark
Miscellaneous Expeilses
Advertising suspense
Discount on issue of shares
Discount on issue of
debentures -

2.7 PREPARATION OF FINAL ACCOUNTS

i 1. Preparatior. of Trial balance. Trial balance should be prepared before preparing
Balance sheet. If the debit and credit sides of trial balance do not tally the difference
should be provisionally transferred to suspense account and the suspense, account
should be shown in the Balance sheet.

Firnal Accounts
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2. Showing items from Trial balance at one place. All the items appearing in the trial

balance are shown at one place only whether at the debit side of trading account or
_ profit and loss account or assets or at the credit side of trading account or profit and
loss account or liabilities. : ‘

3. Posting from Trial balance. Accounts appearing at the debit side of Trial balance
are shown at the debit side of Trading account or profit and loss or at the assets side of
the Balance sheet. In the same way, accounts appearing at the credit side of trial
balance are shown at the credit side of Trading or profit and loss account or at the

 liabilities side. '

4. Posting of expenses. All direct expenses, i.e., expenses for manufacturing and ac-
quiring goods are written in Trading account. Indirect expenses and losses regarding
selling and distribution of goods are written in profit and loss account.

5. Personal and Real accounts. All the personal and real accounts are recorded in the
Balance sheet. _

6. Factory and office expenses. All factory expenses are direct expenses. They are
written at the debit side of Trading account. Office expenses are indirect expenses and
they are written at the debit side of Profit and loss account.

7. Treatment of rent, discount, interest and commmission, Rent, discount, interest and
commission may be an income or an expense, If these expenses are paid they are our

_ expenses. If they are received it will be an income and posted at the credit side of
Profit and loss account. If there is no Trial balance or no specific word as allowed or
received these items should be treated as expense and posted to be debit of . rofit and
loss account, : ' .

Tllustration 6. From the following Trial Balance extracted from the books of Mahinder

Singh, prepare Trading and Profit & Loss A/c for the year ending March 31st, 2004.and the
Balance sheet as on that date. '

" Name of Account - Debit Credit
: ' Balances | Balances
Drawing and Capital . _ 20,000 | 1,99,000
Plant & Machinery - 80,000
Debtors & creditors 70,000 50,000
Purchases and sales ' 1,710,000 | 2,20,000
Returns - - 10,000 | 7,000
Wages 40,000 ‘
Cash it hand : . 5,000
Cash at Bank ' 10,000
Salaries o _ 30,000
Repairs ' o 8,000
Stock _ 45,000 -
Rent | - 10,000
Manufacturing Expenses o . 7,000
- Bill receivable o - 12,000
. Bill Payable : 20,000
Bad debts ' 5,000

SOV SR S



“Carriage - . 1 9,000
Furniture 15,000
Income tax 16,000
4,96,000 4,96,000
Closing stock was valued at Rs, 50,000,
Solution.
Dr. Trading and Profit and Loss Account Cr.
Expenses/Losses Amount Revenue/Gain Amount
Re, Rs.
To Openihg Stock 45,000 By Sales 2,20,000
To Purchases 1,10,000 Less : Retums 10,000 | 2,10,000
Less ; Returns 7,000 1,03,000 By Closing stock 50,000
To Manufacturing Expenses 7,000
To Carriage 9,000
To Wages 40,000
To Gross Profit c/d 56,000
2,60,000 2,60,000
To Salaries 30,000 | By Gross Profit b/d 56,000
To Repairs 8,000 '
To Rent 10.0DQ
To Bad debts 5,000
‘To Net Profit transferred to Capital A/c| 3,000 .
56,000 §6,000 .
Balance Sheet
Liabilities Ambount . Assets Amount -
Capital 1,99,000 Plant & Machinery -80,000
Add : Net Profit 3,000 Furniture ' 15,000
2,02,000 Bills receivable 12,000
Less : Drawings 20,000 Sundry Debtors 70,000
1,82,000 Closing stock 50,000 |
Less : Income tax - 10,000 1,72,000 Cash at bank .10,000 .
Sundry credjtors 50,000 { Cashin hand 5,000
Bills payable 20,000
2,42,000 . 12,42,000

- Notes. It should be noted that Drawings, debtors and returns inward have debit balance, so
the amount of these items should be picked from the debit side cf Trial balance. In the same way
Capital, creditors and retums outward have credit balance, so picked up from the credit 31de of

Trial balance.
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2.8 ADJUSTMENTS/ADDITIONAL INFORMATION IN
PREPARATION OF FINAL ACCOUNTS

Business is going concern. It has to be carried on indefinitely. We cannot wait indefi-
nitely for the assessment of the performance of the business, so we distribute the life of the

business in equal and uniform periods, generaily a year. At the end of every accounting
year, we prepare Trading and profit and loss account and measure the performance of busi-
ness in terms of Gross profit and Net profit. We also prepare a Balance sheet at the end of
the year to assess the value of assets and liabilities. :

While preparing Final accounts at the end of every acéounting period, we come across
certain problems. The expenses of the current year are still ﬁayablc or the expenses of the
next year have been paid during the current year. Sometimes, income of the current year
refains still receivable and the income of the next year has been received during the cur-
rent year. Depreciation on assets, interest on capital and pi‘ovision for bad and doubtful
debts of the current year has not been recorded in the books as yet. We are required to adjust
these amounts in the final accounts of the current year so that the correct profit orllo-ssiof the
business.may be ascertained. We will have to pass adjusting journal entries for all these
items, errors and omissions, not yet recorded in the books. These items do not appear in the
Trial balance. They are adjusted at two places in the final accounts.

Depreciation in the Value of Assets

The assets acquired in the business are continuously used. They will naturally be losing
their utility, value and usefulness. In other words, there will be wear and tear. Loss in the
value of assets due to its constant use is termed as depreciation. It is necessary that loss due
to depreciation must be accounted for. Certain provisions should be made, so that the assets
may be replaced without much financial problems. :

Freatment in Final Accounts

(i) If depreciation account appears in Trial balance. It will be posted to the debit
side of profit and loss account only, as it is an item from Trial balance. (Items from
Trial balance are posted only at one place).

(#) ¥ depreciation is an item of adjustments. We shall first of all calculate the amount
of depreciation on the specific assets at the given rate. An adjusting entry (mentioned
as above) will be passed. Depreciation account will be transferred to the debit side of
Profit and Loss account. It will also reduce the value of the concerned asset, so the
value of asset will be shown at reduced price in the Balance sheet. Depreciation on
fumniture (mentioned in the above example) will be shown as under in the profit and
loss account and Balance sheet.

- Profit and Loss Account . Balance Sheet
Dr. Cr. Liabilities ‘ Assets
To Depreciation: : Furniture 10,000 °
" on Fumnitwre 1,000 L Less : Depreciation 1,000 9,000




ppreciation in the Value of Assets
It is just possible that value of certain assets such as land and building may increase.

*his increase in the value is gain, so it will be credited. It will also increase the value of
-ssets, so assets account will be debited as the rule for assets goes ‘debit the increase’.

‘reatment in Final Accounts _ _
(/) If appreciation appears in Trial balance. It will.be shown at the credit side of
profit and loss account only, because it is gain.

(i) If appreciation appears in adjustment. All the items appearing in adjustments are
shown at two places in the final accounts. Appreciation is a gain so it will be shown
at the credit side of profit and loss account on the one hand, and on the other hand, it
will be added to the value of concerned assets in the Balance sheet. If land and
building worth Rs. 1,00,000 appreciated @ 15% the following entry will be passed.

It will be shown in the Profit and loss account and Balance sheet as under

Profit and Loss Account Balance Sheet
)r: Cr. . " Liabilities Assets
By Increase in the ‘ Land and building  1,00,000
value of land Add . Appreciation 15,000
and building 15,000 . 1,15,000

Note. As a convention of conservatism firms generally do not show the increase in the
value of their assets, as such appreciation is casual item, whereas depreciation is an usual item.

Jutstanding Expenses or Accrued Expenses or Expenses Owing or Unpaid or Due

These expenses are related to the current year but remain unpaid. As they are the ex-
wenses of the current year, so they must be debited and charged from the profit and loss
ccount of the current year. The expenses remained unpaid so far during the current year,
o they are the liability of the firm. For example, the firm pays Rs. 5,000 wages per month
o its workers. Wages are paid on the 1st day of every month, i.e., wages for the month of
vAarch, 2003 will-be paid on April 1, 2003, the wages for October, 2003 will be paid on
Jovember 1, 2003 so the wages of December, 2003 will be paid on January 1, 2004. The
sccounting period ends on 31st December, 2003 but only Rs. 55,000 have.been actually
waid on account of wages. Wages for the month of December, 2003 is still to be paid. It is
»utstanding. It is a liability. It has to be paid.

K reatment in final accounts

Outstanding expenses account may be available at two piaces. It may be given in the’

[rial balance or it may be mentioned outside the Trial balance, i.e., adjustments. If out-
standing salaries or wages owing account have been mentioned in the trial balance, they
will be shown at the liabilities side only (accounts appearing in the trial balance are shown
mly at one place in the final accounts).

In case, outstanding expenses are in the adjustment, they will be shown at two places
all items appearing in the adjustments are shown at two places). Outstanding expenses will
se added to the concerned expense at the debit side of trading or profit and loss account

such as outstanding wages will be added to wages account at the debit side of trading
account and outstanding salaries will be added to salaries account at the debit side of profit
and loss account. Qutstanding expenses will also be shown at the liabilities side of the
»alance sheet. '

Final Accounts
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Prepaid Expenses or Expenses Paid in Advance or Expenses Relating to the Next
Following Year or Unexpired Expenses

There are certain expenses which may have been paid in advance, i.e., expenses fort
next year havc been paid during the current year, For example, insurance premium
Rs. 2,400 was paid on April 1, 2002 for the whole year. The accounting period ends on 3.
December, 2002 but irisurance premium has been paid upto 31st March, 2003. The peri
between Jan. 1 to March 31, 2003 belongs to the next year. It means that insurance p
mium paid for the 3 months of the next year is prepaid, i.e., 1/4th of Rs. 2,400 or Rs. 6
has been paid for the year 2003. We will have to pass an adjusting entry for prepaid ins
ance as under :

Treatment in the Final Accounts

(i) Yfprepaid expenses appearin adjustments. Prepaid insurance show a debit balan
so it will be shown at the assets side of Balance sheet. The amount of prepaid insy
ance will be deducted from insurance at the debit side of profit and loss account.

Prepaid expenses are also known as unexpired expenses, because the part of e
penses relating to the current year have expired (benefit from the expenditure h
been availed of). The part of cxbenditure relating to next year is still unexpired, i.
the benefit of the expeﬁditure is to be availed of, Let ustake an example. Rent fort
whole year amounting to Rs. 12,000 has been paid on 1st May, 2004, The rent {
eight months (May 1—Dec. 31) relates to the current year 2004, and the rest rent
four months, i.e., (from Jan. 1 to April 30, 2005) are concerned with the next ye:
Rs. 4,000, the rent for four months is unexpired or the benefits of this rent are to |
availed of, so it is an asset, The current year should bear only Rs. 8,000 for rent, .
Rs. 4,000 will be deducted from the rent, i.e., Rs. 12,000 at the debit side of pro.
and loss account. It will be shown in the profit and loss account and Balance sheet

under : _ _
Profit and Loss Account _ Balance Sheet
Dr. ' Cr.  Liabilities Assets
-]
To Rent A/c 12,000 : Prepaid Rent Afc 4,00
" Less : Prepaid Rent 4,000 , Prepaid Insurance 600
8,000
1 To Insurance 2,400
Less : Prepaid Insurance 600 .
1,800

@) If px"epaid expenses appear in Trial balance. Sometimes items like unexpired re
or prepaid insurance may be given in the Trial balance. In such case, unexpired re
and prepaid expenses will be shown at the assets side only.

Accrued or Outstanding Income or Income Due but not Received

~ Sometimes income of the current year may be due but not received just as expenses ch
but not paid. For example, the firm advanced a loan of Rs. 20,000 at 12% interest on Jam



ary 1, 2004, Interest on this loan for the month of November and December are accrued,

¥

. 12 2
i.e., still to be received. In this case Rs. 400, i.e., 20,000 x 1-0—0 "X E will be accrued

interest. In the same way, if a portion of the building has been sublet on a monthly rent of
Rs. 700. One quaﬁer’s rent {three months’, rent) has not been received so far. Rs. 700 x 3=
Rs. 2,100 will be accrued income as rent, .-

Treatment in the Final Accounts

« {)) Haccrued income is in adjustment. Accrt;ed income is the income of the current
year. The.income has not been received so far, but it will be treated as income ac-
cording to our accrual concept. It will bé'added to the concerned income at the credit

side of profit and loss account and also shown at the assets side, because the amount .

is to be received by the current year. Journal entry for accrued interest and rent as
' mentioned in the example will be passed as under : '

The treatment of accrued income will be made in the profit and loss account and

balance sheet as under : , :
Profit and Loss Account ' Balance Sheet
Dr. Cr. Liabilities " Assels .
By Interest 2,000° Accrued Inicrcst 400
' Add : Accrued Interest 400 Accrued Rent 2,100
2,400 '
By Rent 6,300
Add : Accrued Rent 2,100
’ 8,400 .

(if) Xf accrued income appears in Trial Balance, Accrued income will be shown at the-

assets side only because current year’s income is still receivable (whatever is receiv-
able is an asset). As items from Trial balance are shown at one place only, so it is
" enough to show it at the assets side.

Unearned Income or Income Received in Advance

It is just possible that we may receive the income of the next year during the current
year. Such income is also known as uneamed, because the income has not been earned by
the current year. It relates to the next year, though received during the current year. It will
be deducted from concerned income at the credit side of profit and loss account and also
shown as a liability.

Treatment in Final Accounts
(i) If unearned income appears in the adjustment. All the items appearing in the
adjustments are shown at two places, so uneamed income will also be shown at
two places. Unearned rent amounting to Rs. 15,000 referred to in the above exam-
ple will be deducted from the rent at the credit side of profit and loss account and
also shown at the liabilities side. The treatment of this rent received in advance will

«, be made in the profit and loss account and the Balance sheet as under :

Final Accounts
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Profit and Loss Account . ) Balance Sheet
as on December 31, 2003

pr. Cr. Liabilities | Amount | Assels
_ Rs.
| ByRent . 36000 Rent received

Less : in advance 15,000

Rent received in (Uneamed Rent)

advance 15,000 . .

} 21,000 .

21,000

Rent received account is debited, so it will reduce the amount of rent received at the
credit side of profit and loss account, Unearned rent account shows a credit balance
so it will be shown at the liabilities side (liabilities have credit balance).

(if) If unearned income appears in Trial balance. Appearing in the Trial balance means
that it has been.routed through double entry record (journal entries have already
been passed for it) so it will be shown only at one place. That only place for it will be
the liabilities side, simply because it shows a credit balance and the amount received
in advance has to be paid by the current year to the next year.

Interest on Capital

Capital is the liability of the business. It is proprietor’s claim against the firm. The
business assumes capital as amount borrowed from the proprietors of the firm. Interest
payable on this liability will be an expense of the business. It will, therefore, be debited to
profit and loss account. Interest on capital at the same time will incréase the balance of
proprietor’s capital, so it should also be added to capital account at the liabilities side. For
example, the firm started its business on January 1, 2004 with Rs. 2,00,000. It was decided to
charge interest on capital at the rate of 12%. The total interest on capital due to proprietors.

12
will be Rs. 24,000, i.e., 2,00,000 x —-.
i 100

Interest on capital has been debited as an expense, so it will bc qustcd at the debit side
of profit and loss account. Capital account has been credited in the journal entry, so .c'apitgﬂ
will also increase with the amount of interest on capital at the liabilities side of the Balance
Sheet.- ' : _' _

If interest on capital account appears in the Trial balance, it will be posted to the debit
side of profit and loss account only. o '

Interest on Drawings

The owners of business may sometimes draw cash or goods for their private or per-
sonal or domestic use. Drawings, in this way, is the amount advanced by the firm to its
proprietors. If the firm pays interest on capital, the funds invested by the proprietor, it is
fully justified that it should also charge interest on the amount withdrawn by the proprietors



frém business. Interest on drawing will be rccclvcd by the busmcss. so it is an income. It
should, therefore, bé credited. Thé capital will reduce with the interest on drawing, so
capital account shouid be dc’oltcd In case of drawing. and mtcrcst on drawmg it will be
preferable to dcbtt Dravnngs account instead of capital aécount,

Interest on drawings will be posted at the credit snde of; profit and loss account, because
it is an income of the business. It will also be deducted from the capital at the liabilities side
of the Balance sheet. This treatment w:ll be made d‘ it is an ttcm in the adjustment

If the item of interest on drawings i is given in the Trial balance, it will mean that the
balance of capital account has already becn adjustcd Now, mtcrcst on drawings account
will be shown as mcomc at thc credit side-of profit and loss account only.

~ .,

Inrerest and Dmdend on Investment .

[nvestment is an asset’ of thc f m, Funds of thc ﬁrm may be mvcstcd out51dc in sharcs,‘

.debentures and scCuntres of other companices. The- firm will.receive. dividends on shares

and interest on dcbcnturcs loan and other securities. lntercst/Dmdend received is undoubt-

“edly-an incothe, so.it. wil] bc postcd at the credit. side of profit and loss account, If the

mterest/dmdend hes been: rccc:vcd diring the year in cash, the item will appear at thc_

credit of Trial balaricé angd thl be posted at the crcdtt 31dc of “profit and loss account only.

If mtcrest on mvestmeht is'due for certain months, it wnll betreated as accrued income.
The. 1tem Wlll appeaf in: thc;adjustmcnt and will be shown. at two places in the final ac-

. counts, Outstandmg interest on investment is the revenue of the current year so it will be

_' crcdltcd “The value of investment will also i mcrcasc with the amount of accrued mtcrcst, so |’

mvestment accoum w1ll be debttcd :
tntcredt on mvcstmcnt :f itisdn 1tcm of ad ;ustment wtll be shown at two places. These

'places will be credit side of proﬁt and loss account and the asscts side of the Balarice sheet,
) whcrc it'will be’ addcd to thc valite.of mvcstment appcanng in.the Trial balance :

]mcrcst on ‘investnient w1ll be shown at thc crcdlt snde of proftt and. IOSs account only,

ARE .

jtfmsan1tcmfroanalbalance R

Inreres! on Loan

Loan isan ambtguous ttem At may bc bonow::d or n may also be lent: If losn appears »

at thc debit side of- Tnal balance, it witl mean*that thc funds have been advnnced to'| -

: outsu!ers. It is an asset. Thc tnterest rccctvcd on it w:lt bc gain and thus crcdttccl to proﬁt-
;and loss account If lhlS item appears i’ ‘the tnal balancc pid wtll bc shotwn at the crcdtt side |
" of: proﬂt ‘anid 1956 accdunt only In case the nem belongs to adjusuncm it will be shown: at'
"two placcs 1t \mll be shoum at the crcdtt sndc of proﬁt and: loss account and also added to_ :
) ,loan at; thc assets -$ide of- thc Balance ,shcet )
' -Intcrcst on loan bonowed, wzll be shown ét thc debn sadc of the pmﬁt and Joss account'l :
i only, if it an item from Tnal balancc ) _
' Ioten‘:st on! loan accOunt wlll be shown at the credit, stdc of prbfit and loss account and' :
" wi ll also be added to loan aocount at the assets side of Balancc shcct.

PRI

Bad d’ebts (nor m At{;nmenr) 5
It is _]u§l possmlc that dcbts may 1ot be fully rccovcrcd from dcbtors Ccrtam amomts:

' may prove to bé bad. The irrécoverable ambount; is tcnncd as bad debts: It is undoubtcdly ag t

Finol Acecounts
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Bad debts Alc Dr. ;
To Sundry Debtors Alc :

The above journal entry reveals that the amount of sundry debtors has been reduced by
amount of bad debts, so debtors in the balance sheet will be shown at their value mentioned
in the Trial balance. Bad debts account will appear in the trial balance. It will show debit
balance and be posted at the debit side of profit and loss account only.

Provision for Bad and Doubtful Debts (Adjustment)

It has been the experience of businessmen that certain amount out of the entire amount of
debtors will definitely prove to be bad. Amount may remain irrecoverable due to the dishonesty
or unsound financial position of the debtors. In such circumstance, it is advisable to finns that
they should make certain provisions out of thé profit and loss account of the current year, so
that the next year may not suffer the loss of bad debts relating to the current year, It is possible
that current year’s debtors may prove to be bad in the next year. Decision regarding maintenance
for provisions of bad and doubtful debts is taken at the end of year, so it is an item from
adjustment, For making provision for probable bad and doubtful debts and followmg ‘journal
entry will be passed : '

Profit and Loss A/c Dr.
To Provision for bad and doubtful debts
'(Being maintenance of provision for bad and doubtful debts).

Provision for bad and doubtful debts account will be shown at the liabilities side, as it
shows a credit balance. It may also be deducted from sundry debtors at the assets side of
Balance sheet. It will also be shown at the debit side of profit and loss account.

Further Bad Debis (Adjustment) -

It may be ascertained at the’end of accounting period that certain amount have been

declared as bad. The following adjusting entry will be passed : |

Bad debts A/c Dr.
To Sundry Debtors Alc '

The above journal entry reveals that bad debts account has been debited and it will be
closed by transferring to profit and Joss account. In other words, it will be posted at the
debit side of profit and loss account. The item belongs to adjustment, so it will also be
shown at one more place, i.¢., deducted from debtors at the assets side of the Balance sheet.
If there is already an itém of bad debis in the trial balance, further bad debts will be added
to it at the debit side of profit and loss account. -

Provision for Bad and Doubtful Debts (given in the Trial Balance)

We maintain provision for bad and doubtful debts every year. Provision maintained is
the amount likely to prove bad. It is not the actual bad debts. If bad debts is lesser than the
amount of provision for bad and doubtful debts, there will remain a credit balance in the
provision for bad and doubtful debts account. The amount will appear in the trial balance,



'so it will be shown at one place only. It will be either shown at the credit side of profit and
loss account or it will be deducted from the total of bad debts, further bad debts and new
pro.vision at the debit side of profit and loss account. It may also be shown at the liabil}ty
side. Only one of the three treatments will be made. v . .

Calculation of Provision for Bad and Doubtful bebts :
" Provision for bad and doubtful debts is calculated onsundry debtors at given rate. In
certain cases, there are further bad debts in the adjustments and the provision is also to be
calculated at certain rate. In these cases, provision for bad and doubtful debts will be calcu-
lated on debtors after deducting the amount of bad debts or further bad debts (given in the
adjustment). Calculatlon is explamed as under.
Illuctraaon 7. Calculate provision for bad debts in the followmg cases :
{a) Create or maintain or make provision for bad and doubtful debts @ 7%,
(b) (i) There was a further bad debs of Rs. 350.
_ (i1} Create reserve for bad and doubtful debts @ 7%.
- The balance of the sundry debtors as per Trial balance is Rs. 5 0,000 in both the cases.

: : 7
Solution. (a) Provision for bad and doubtful debts = 50,000 x ﬁ = Rs. 3,500.-

(b} Rs. 350 have proved to be bad debts, so the amount due from debtors will reduce by '

Rs. 350 and it is actually 50,000 — 350 = Rs. 49, 650. Now, the provision will be made on
Rs. 49, 650 not on Rs. 50,000.

49,650 % 7

Provision fdr_ bad and doubtful debts = T =Rs. 3,475.50..

Provision for Discount on Debtors -

It is common practice of the business to allow its debtors, cash discount, so that they
may be encouraged to make early and immediate payment. Discount is allowed to debtors.
We shall be receiving lesser amount from debtors after allowing them discount. It is,
therefore, a loss and debited to profit and loss account, If discount allowed appears in the
Trial balance, it will be shown at debit side of Profit and loss account only. Jt may be noted
that provision for discount on debtors is made only on good debtors.

We may be asked to make a provision for discount on debtors in the adj ustment In this
. cage, discount on debtors will be calculated at the given rate on debtors. It will be shown at
the debit side of profit and loss account and also deducted from debtors at the assets side of
Balance sheet.

Calculation of discount on debtors .

Discount on debtors is allowed to only those debtors, who are going to make us pay-
ment. It means that it will exclude those debtors, who have become bad and also those who
are doubtful. Suppose we have been given further bad debts, and asked to create a provision
for bad and doubtful debts in addition to discount on debtors. We shall deduct the amount
of further bad debts from debtors to calculate provision for bad and doubtful debts. Dis-
count on debtors will be calculated after deducting further bad debts and provision for
doubtful debts hoth from debtors. ‘

Final Accounts

NOTES
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If we are asked to create a provision for bad and doubtful debts and also discount on
debtors, we shall calculate provision for doubtful debts first, deduct its amount from debt-
ors and calculate discount on debtors on deducted amount of debtors. Calculation and treat-
ment of discount on debtors is illustrated herewith.

Relationship between Bad Debts and Provision for Bad Debts

Bad debts and bad debts provfsion are inter-related and interdependent. Bad debts pro-
vision is maintained to meet the loss due to bad debts. This is why, bad debts account is

“closed by transfer to profit and loss account. Provision for bad debts account shows the

amount to be charged out of profit and loss account. The balancing figure of this account is
transferred to profit and loss account. Maintenance of these accounts has been illustrated as

under :
Closing Stock

It is also an item of adjustment. Closing stock does not appear in the Trial balance.
Following adjusting entry is passed for closing stock.

Closing Stock A/c Dr.
To Trading A/c

It will be clear from the above journal entry that closing stock will be posted at the
credit side of Trading account. Closing stock account, if prepared will show debit balance
(evory asset has a debit balance) and as such it will also be written at the assets side of the

balance sheet, _
Ciosing stock may be in Trial balance, if it so, the ¢losing stock will be written only at

one place i.e., Assets side of the.Balance sheet.
Hustration 8. The j%f’.’élwfng balances were extracted from the books of Shri Brijesh
Chandra on 30th June, 2003 |

_ Rs. ' Rs.
Capital 24,500 - Bad debts 550
Drawings © 2,000  Loan 7,880
General expenses 2,500 - Sales 63,360
Buildings 11,000  Purchases 47,000

. Machinery 9,340 Scooter 2,000
. Stock .16,200-  Bad debts, provision 9200
Power 2,240 Commission (Cr.) 1,320
Taxes and F::surdnce. 1,315 Scooter Expenses 1,800
" . Wages. . ' 7,200 Bills payable. 3,850
Debiors 6280  Cash 80
Creditors 2500  Bank Oyerdrqﬁ 3,300
Charity 105

Prepare findl accounts Jor the year ended 3k June, 2003 aﬁer giving effect io the
following adjustments : _
{a) Stock on 30th June, 2003 was vm'uea' at Rs. 23,500,
(B) Write off a further of Rs. 160 as bad debis and maintain the prov;s:on Jor bad debts
at 5% on debtors.



{c) Depreciate machinery at 10% and scooter 12%.
(d) Provide Rs. 750 for outstanding interest on overdraft. r

Solution.,

Trading and Profit and Loss Account of Sh. Brijesh Chandra
for the year ended 30" June, 2003

Dr. Cr. |
Expenses/Losses Amount. Revenue/Gain Amount
- ‘ - Rs. Rs.
To Opening Stock 16,200 | By Sales 65,360
To Purchases 47,000 By Closing Stock . 23,500
" To Power . 2,240
. ToWages . . 7,200
To Gross Profit transferred to 16,220
Profitand Loss Alc ' |
- 88,860 88,860
To General expenses 2,500 By Gross Profit transferred
To Taxes and Insurance 1,315 _from Trading A/c 16,220
To Charity 105 | By Commission A/c 1,320
To Scooter e:ipensés 1,800
‘To Bad debts " 500 "
Add : Further Bad Debts 160
Add : Provision for-bad debts 306
' 1,016 N
Less : Old reserve _ 900 116
To Depr_eci_atioil on:
. "Maghifiery”" " - 934
. Scootei 240 | 1,174
To Interest Outstanding ™ 750
To Net Profit transferred o
" to Capital dccout’ T o780
17,540 17,540
.. Balance Sheet of Sh. Brijesh Chandra
" as on30% June, 2003
" Liabilities = " Amount Assets Amlom'zi
Rs. Rs.
Cre(:ilitors 2,500 _ Cash 80
Bills Payable . 3,850 | Debtors 6,280
Loan © 7,880 | Less: Written off 160
Bank overdraft 3,300 6,120
Add : Interest Outstanding” 750 Less : Provision for B/D 306
) 4,050 ' 5814
o —— el e —— e — e — ——— ——— —

Final Accounts

NOTES

Self-Instructional Material 35



e E—— —— — . T — - A p— o ——— — —

Financial Accounting o h T T T 34500 | | Closing Stock 23,500
Add : Net Profit 9,780 "Buildings 11,000 -
B .Machinery 9,340
34,280 Less : Depreciation 934
NOTES Less  Drawings 2,000 - — | 8406
= | 32,280 | Scooter 2,000
Less : Depreciation 240
. i 1,760
50,560 ’ 7 50,560
; T
Note. Provision for bad debts has been calculated on Rs, 6,120, i.c., 6,280 - 160,
Hiustration 9. The following is the trial balance of Mr. S. Kapur on 31st March, 2003.
Name of Accounts ' Debit Credit -
‘ ' , Rs. Rs.
CaSR IR RANA ....ocuovevveceerieverirecnes st ses s sar e ns b saens 1,080
. Cashin Bank ............ocivccnivvviniiiininvsrine s 35,260
‘ PUICRASES ..ot enrccren e s ererrrr et 81,350
SaleS ACCOURL ...c.vccrrnrsesciccrrenssisascsnne e e ‘ 1,97,560
L F— 1,360
Return outwards .......cocvvveeineeiriannns - 1,000
wages........cuvemrenieinins o oo e 20,960
Fuel and power.............cu.e.... rectseean s et 9,460
Carriage On SAES............coovvvvieecconrearinniiriiranseeetransnsenass 6,400
Carriage on purchases...............ccvun. SRURPRON 4,080
D SHOCK (1-4-2002).ccoerorreerece e seerseenesriss s 11,520
BUAIIZS ccooveoevvesreeesr e et 60,000
Freehold 1and................ooccecovveeceamesrcciieerecniensseininnans 20,000
MaACRIREEY.........ccvenvierercciniiiinrere e reereneesbsssi e . 40,000
Salaries..........cccouvvericiverinn. ettt ten e ene e 30,000
PQEEALS.........ooovvecreoessvrmemsseosasssnassssassncsssamsss st sesscssssens 15,000
e A S 6,000
Insurance.'.............,............'.....« ............................................ 1,200
67772171 AU R — , 1,42,000
DYQWIRGS........cocooveriivierivcrieercssecsn s innsios st sness e 10,490
SURAYY BEBLOYS..o.ooeierercerieenerereranvrenien e 29,000
SURAFY CPOGILOFS..........cveovveevsierivreeiseseisssanesassssnnioesseren . © 12,600
Rs. 353160 3,53,160
T aking into account the following adjustme wts, prepare Trading and Profit and loss
account and the Balance sheet :
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(a) Stock in hand on 3*' March, 2003 is Rs. 13, 600
(b) Machinery is to be depreciated at the rate of 10% and patents at the rate of 20%. .

(c) Salaries for the month of March, 2003 amount to Rs, 3,000 were unpa:d

(d) Insurance includes a premium of Rs. 170 for the next year.
(€) Wages include a sum of Rs. 4,000, spent on the erection of cycle-shed _)‘br employees

and customers.

() A provision for bad and doubtful debts is to be created to the extent of 5% on sundry

debtors.
- . Solution.

Trading and Profit and Loss Account of Mr. S. Kapur

Jor the year ended 31st March, 2003

Cr.

Dr.
Expenses/Losses Amount Revenue/Gain Amount
Rs. -
To Opening Stock 11,520 | By Sales 1,97,560
To Purchases 81,350 Less : Return (-) 1,360 | 1,96,200
Less : Return : (-) 1,000 80,350 ' )
To Carriage on Purchases 4,080 | By Closing Stock 13,600
To Wages 20,960
Less : Erection of a cycle (~) 4,000 16,960
shed T
To Fuel and Powers 9,460
To Gross Profit transferred to P/L 87,430
Alc
2,09,800 2,09,800
To Carriage Qutward 6,400 | By Gross Profit transferred
Te Salaries 30,000 from trading A/c . 87,430
Add ; Qutstanding 3,000 33,000
To General expenses 6,000
To Insurance - 1,200 o
Less : Pre-paid Insurance 170 1,030 :
To Depreciation on :
Machinery 4,000
Patents . 3,000 7,000
To Provision for bad and doubtful 1,450
debts .
To Net Profit transferred to Capital 32,550
Alc
87,430 87,430

Final Accounts

" NOTES

Self-Instructional Material 37



Financial Accounting ' Balance Sheet 6f Mr. S. Kapur
“as on 31 March, 2003

Liabilities - - Amount Assets Amount
NOTES . _ K. &
.. Creditors 12,600 Cash in hand 1,080
Outstanding Salaries 3,000 Cash at Bank - 5,260
Capital = .1,42,000 Debtors . 29,000
Add : Net Profit - . 32,550 : | Less: Provision 1,450
: — - 27,550
_ 1,74,550 1 Insurance Prepaid 170 -
Less : Drawings 10,490 | - Closing Stock . 13,600
- T 11,64,060 | . Building ' .60,000 :
- : . Add : Cost of erection of
- acycle shed 4,000
‘ : ' 64,000
Land C | 20000
Machinery | 40,000 ‘
*'Less : Depreciation 4,000
36,000
Patents 15,000 ‘
Less Deprec1at10n . 3,000
‘ . 12,000
11,79,660 | 1,79,660

Note. Wages paid for erection of a cycle shed is capital expenditure. Cycle shed is a part of
. building. It will increase the value of building, so wages paid for construction of shed should be
added to the value of building. As it has been wrongly included in the wages, 8o it should be
subtractcd from wages at the debit side of Tradmg account, '

Illustratton 10. From the fbﬂowmg Trial Balance of M/s Shradha-& Sons as on 31 g
December, 2003, prepare demg and Profit & Loss Account and Baiance Sheet ;-

. NameofAccounts o .. | Dr.(Rs) .. _Cr (Rs)-
Drawing-and Capital =~ c e L 18000 . 80,000
Purchases and Sales - ' ' 1 82600 | 1,55000
Stock (1.1:2003). | 42000 - :
‘Retitrn outward - SR ' 1,600
Carriage Inward - ' : 1,200 S

. Wages =~ - " 4,000

. Power . 6,000
Machinery : 50,000
Furniture 14,000

"Reni . ' , 22,000
Salary- 15,000
Insurance _ ‘ 3,600 .
8% Bank Loan _ - 25000
Debtors - 20,600
Creditors : ' 18,900
Cash in hand 1,500

2,80,500° 2,80,500
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Adjustments :

(a) C!osmgsrackﬂs 64,000.
(b) Wages Outstandmg Rs. 2,400, .
(¢) Bad debts Rs. 600 and make Provision for bad and doubtful debts to.be 5%.
(d) Rent is paid for 1 1 months.
(e) Loan ﬁ'om the bank was taken on 1st July, 2003
(f) Prowa'e depreciation on machme @ 10% d‘: on ﬁlrmture @5 A.

Solution. '
Trading énd Profit and Loss Account
Jor the year ended 31 December, 2003
Particulars " Amount..  Pariiculars - Amount- -
' Rs. - ' Rs.
To Opening Stock ‘ '42,00b By Sales 1,53,000
To Purchases 82,600 [ ~ By Closing Stock - * 64,000
- Less : Retums - 1,600 | 81,000 '
To Power 6,000 .
To Wages 4,000 .
Add : Outstanding 2,400 | . 6,400
To Carriage Inward 1,200
To Gross Profite/d ‘ 82,400
2,19,000 ‘ 2,19,000
ToRent 22,000 By Gross Profit b/d . 82,400
Add : Outstanding 2,000 | 24,000 ' ‘
To Salary — 15,000
To Insurance 3600 . o
Less.: Prepaid 600 3,000 .
To Depreciation on : , L
" Fomiture - \ 700
Machinery 5,000 5,700
To Interest on Bank Loan 1,000
. Oujstaqding ’
To Bad debts B © 600
To Provision for bad debts . - 1,000
To Net Profit transferred to Capital A/c | 32,100 .
82,400 82,400

Final Accounts

NOTES
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Balance Sheet of M/s Shradha & Sons
as on 31% December, 2003

Liabilities Amount Assets Amount

Rs. Rs,

Cash in hand
Debtors . 20,600
Less : Bad debts 600
20,000
Less : Provision for  (1000)
BD
Closing Stock

Creditors 18,900 1,500
' Outstanding Expenses

Rent 2,000

2,400

Wages 4,400

19,000

64,000
Prepaid Insurance 600
Machinery 50,000 '
Less : Depreciation 5,000
14000

8% Bank Loan
Add : Unpaid Interest

25,000

1,000 § 26,000

80,000 45,000

18,000
62,000
32,100

Capital

Less ; Drawings Furniture

Léss : Depreciation 700 13,300

Add : Net Profit 94,100

,
1,43,400

1,43,400

Notes, (i) Rent has been paid amounting to Rs. 22,000 for eleven months. It means that the
rent for one month amounting to Rs. 22,000 + 11 = Rs. 2,000 is still ovtst: ading. This is why, it
has been added to Rent at the debit side of P/L. A/c and also shown as liability in the Balance
sheet. . .
(i) The Trial Balance does not contain any amount of interest on Bank Loan, which is
undoubtedly due for six months f.e, July 1, 2003 to Dec. 31, 2003 @ 8%. It amounts to

8 6 '
25,000 x 170-6 x -1-5 = Rs. 1,000 and treated as outstanding interest on loan.

(#ii) Provision for Bad debts will be calculated on 20,600 — 600 = Ks. 20,000 @ 5%. It will
amount to Rs. 1,000. This is based upon the logic that, why should provision be made on the
amount which has been declared as bad. '

Adjustments at a Glance

R TooH _:'{__'1 Cipade \\‘ «- . "
NTATION OF ADJUSTMENT
v f‘_’-‘._ e .t-,._. (AR, iy § 2z

. PRESE

Y 4

Adjustments

Adjustment in Balance
Sheet

Adjustment in Trading

Journal Entry
' . and P Ae

1. Closing Stock

Closing Stock A/c Dr.

Posted at the credit side of Trad- | Shown at the assets side

To Trading A/c

ing Alc

2. Depreciation

Depreciation Afc Dr.

To Asset Alc

Posted at the debit side of P/L
Alc

Shown as deducted from con-
cemed assets
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3. Appreciation Asset Alc Dr. { Posted at the credit side of P/L. | Shown as added to concerned |.
To Appreciation A/c Al asset

4. Qutstanding Expenses A/c Dr. | Added to the concemed expense | Shown at the liabilities side

expenses " To Outstanding at the debit side of P/L or Trading ‘
' . Ale
£xpenses Alc

5. Prepald expense Prepaid Expenses A/c Dr. | Deducted from the concerned ex- | Shown at the assets side

' To Expense Alc pense at the debit side of P/L A/c

6. Accrued Accrued Income Alc Dr. | Added to the concerned income | Shown at the assets side
income To Income A/c at the credit side of F/L A/c '

7. Unearned Income A/c - Dr. | Deducted from concemed income | Shown at the liabilities side
income To Unearned Income Alc at the credit side -

8. Interest on
capital

Interest on Capital A/c Dr.
To Capital Alc

Posted at the debit side of P/L A/c

Added to capital at the
liabilities side

9. Interest on
drawings

Drawings A/c Dr.
To Interest on Drawings

Posted at the credit side of P/L
Alc

Deducted from capital at the
liabilities side

10. Interest on

Investment Afc Dr.

Posted at the credit side of P/L
Alc

Added to investment at the
assets side

Investiment To interest on Investment

11. Interest on Interest on loans A/c Dr. | Posted at the debit side of P/L | Added to Joan at the liabilities
losns (borrowed) To Loan A/c Alc . side -

12. Interest on Loans A/c Dr. Posted at the credit side of P/L | Added to loan at the assets side
loans (advanced) To Interest on Loans A/c Ale

13. Bad debts Bad Debts A/c Dr. | Posted at the debit side of P/L | Deducted from debtors at the

To Debtors A/c Ale assets side

14, Provision for P/L Alc ) Dr. j Posted at the debit side of P/L | Deducted from debtors at the

bad debts “To Provision for Alc assets side
‘ . Bad debts A/c

15. Provision for P/L Alc . Dr. | Posted at the debit side of P/L | Deducted from debtors at the
discount on To Provision for discount | A/ assets side
debtors on debtors

16. Provision for

Provision for Discount on credi-
tors A/c Dr.

Posted at the credit side of P/L

Deducted from creditors at the
Habilities side

discount on | Ae -
creditors ToP/L Alc
17. Aceidental loss Loss of Stock A/c Dr. | Deducted from Purchases or | No Effect
of stock To Trading A/c Posted at the credit side of Trad-
or To Purchases A/c ing A/c and also at the debit side

of P/L Alc
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building was
debited to-
wages A/c

To Wages A/c

Trading Alc

18. Accidental loss of | Insurance Co. A/c " Dr. | Insurance Co. A/c will be shown | Insurance Co. A/c will be
goods (If Insured) | Loss of Stock A/c Dr. | with the amount of claim admit- | shown at the Assets side with
tiaf adsalss! To Trading A/ ted by Co., loss of stock will be | the amount of claim admitted
(Partial a on 0 irading ) ¢ shown with the amount of the | as debtor
of claim) claim not admitted at the credit
side of Trading A/c. Loss of the
stock will also be shown at the
debit side of P/L A/c

19, Loss of Assets Loss by fire Ale Dr. | Loss by fire A/c will be shown at | Loss will be deducted from the °

by five To Asset Alc - the debit side of P/L A/c concerned asset at the assets
. side
{f not insured)

20. Accidental loss - Insurance Co. A/c Dr. | Loss by fire A/¢ will be shown at | Insurance Co. A/c will be

of Assets ‘Loss by fire Alc Dr. | the debit side of P/L A/c shown at the assets side. Loss
. : ' ' by fire A/c will be deducted

(finsured) To Assets Alc Eor the Asscts

(Partial admission

of claim)

21. Outstanding PLAC . Dr. | Manager’s commission A/c will | Shown at the liabilities side of
Manager’s To Outstanding ' be shown at debit side of P/L A/c | Balance sheet |
commission manager’s commission L

22..Goods sent on Sales A/c Dr, 8000 Rs. 8000 will be deducted from | Rs. 8,000 det:[liéted"_from

. sale or return To Debtors A/c 8000 sales and Rs. 6000 will be added | debtors and Rs. 6,000 addedto -
basis treated as ' and ‘ to closig'g stock at the credit side | stock at theassets side .
' ' of Trading A/c '
sales (cost of Stock A/c * Dr. 6000 | B e
- goods Rs. 6000 di : 60
.- inclued in sales To Trading A/c. 6,000
Rs. 8000).

23. Goods taken by Drawing Alc . Dr. | Amount of goods taken by the | Amount of goods taken by the

"~ the proprietor To Purchases A/c- proprietor will be deducted from | proprietor will' be deducted.
for personal use - purchases in Trading A/¢ from capital at the liabilities |

' _ side. ' "

24. Goods given as | Charity Alc - L Dr. | Deducted from purchase ‘at the | D'gdup;ted from céiﬁtal at the

© charity To Purchases Ac. : debit side of trading A/c { Liabilities side

25. Goods distribu- . | Advertising Alc . Dr, | Posted at the debit side-of P/L: | No-effect.  *
ted as free or , . | A ' ) N
samples Free Samples A/c Dr. |' Also deducted from purchases

To Purchases Alc Arc . ; o

26. Wages paid for Building A/c .. Dr. | The atnount will be_deducted The amount wﬂl 5he.,§&ded1{q |

construction of " | from wages at the debit side of | building at the a'ss'_c'ts side
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27. Goods in transit | Goods in Transit A/c Dr. | No effect Goods in transit A/c will be
~ (Goods were not To Supplier's A/c shown at the assets side.
received although Supplier’s A/c will be shown
titles to goods at liabilities side .
were received) . \
'28. Remuneration Salaries A/¢ " Dr. | Addedtosalaries at the debit side | Deducted from debtors at the
pald to employee To Employee’s Personal of P/L Afc | assets side
was debited to his Ale ’
personal A/e .

29. Deferred {?) Advertising A/c T Dr. | Debited to P/L A/c (with the am- | Shown at the-assets side with
Revenue To Bank ortised value) unamottised amount,
expenditure {with tota] amount)
paid for future ,
benefits (e.g., () P/L. Afc ' Dr.

Advertisement To Advertising )
explenditure) (with instalment -
amortised or written off)
2.9 SUMMARY
'Financial Statements

Staternents prepared at the end of Accountmg Period to assess the financial status ie,
Profit or loss and assets and liabilities of an entcrpnse are k:nown as Financial Sr.atcments
Traditionally, these are known as Final Accounts. Financial statements are classified as
‘Income Statemént and Position Statement’.
are known as Trading and Profit & Loss AJc and Balance Shcet

Trading Account

The statement prepared to ascertain the Gross Proﬁt/Loss of the buslncss enterpnse is
known as Trading A/c.

Gross Profit = Net Sales - Cost of goods sold.

Gross Loss = ‘Cost of goods sold - Net Sales- | ;

Cost of goods sold = Net Sales — Gross Pr‘oﬁt Or
_ Opening Stock + Net Purchases + Direct Expenses Closing Stock.

Need/Importance and Purpose of Trading A/c

(1) Ascertaining gross Profit/Gross loss {2) Ascertaining ratio of direct expenses to
gross profit (3) Ascertaining ratio between purchases and direct expenses (4) Calculation
of cost of goods sold (5) Calculation of gross profit ratio (6) Comparison of stock “}nh the
stock of previous year (7) Comparing the actual performance with desired performance
( 8) Comparing actual pcrfonnance with previous performance.

Trad1t10nal classification of Fmal Accounts .
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Gross Profit
The access of revenue genearted over cost of manufacture or purchase of a product is
knwon as gross profit, whenever revenue falls short it is termed, as gross loss.

L

Profit and Loss Account

Meaning. The income statement prepared with the items of expenses, losses income
and gain with a view to ascertain amount of net profit or loss in the businsss is known as
profit and loss account.

Need/Purposc and importance of Profit and Loss A/c

(1) Knowledge of Net Profit/Loss (2) Ascertaining ratio between net profit and net
sales {3) Calculation of expenses ratio to sales (4) Comparison of actual performance with
desired performance (5) Mamtalmng provision and reserves (6) Detcrrmmng future line of ‘
action. , § :

Expensés not to be shown in Profit and Loss A/c ' ,

(1) Direct expenses (2) Capital expendittire (3) Personal i 1ncome tax (4) Proprietor’s
prlvate, domestic and personal expenses 5) Llfe insurance prermum of proprietor’s per-
sonal life.

Operating Fit Pro;ect _

It is the profit earned through the normal operatlons and actlvmes of the busmess Itis
the profit eamed before interest and tax (FBIT). ' ‘
Operatmg profit Gross prof' it— Operatmg expenses e
Net Profit . ) ’ _ t _ S ) )

It is calculated by doductmg non-operatmg expenses from operatmg profit and addmg '
non-operating income. : . . X T

Net proﬁt = Operatmg proﬁt ~ Non operatmg expenses + Non operating
income. '

Position statement or Balance Sheet

, Statement pmpared to ascertain the status of assets and habllmes ofthe busmess enter- .

prise on.a particular date is termed as Posmon Statement of Balance Sheet..

Featurestharacterlstlcs of Balance Sheet

ey Balance Sheet is a statement (2) Prepared on a specified date (3) It is a statement of
assets and liabilities (4) Knowledge about the nature of assets and liabilities (5) Knowledge -

| of financial position (6) Assets and liabilities tally each other. -

Points of difference between Profit and Loss Account and Balance Sheet

(1) Types of Account (2) Objecth (3) Sides (4) Nature (5) Balancmg figure (6) Spe-
cific date/period (7) Types of expenditure. -
Points to be considered while pr eparing Final Accounts

(1) Preparation of Trial Balance (2) Showing items from Trial Balanee at one place
(3) Posting from trial balance (4) Posting of expenses (5) Personal and Real accounts
(6) Factory and office expenses (7) Treatment of rent, discount, interest and commission.



REVIEW QUESTIONS

A. Very Short Answer Type Questions :

lt

om s oW

How will you show the following items ;

(7)) Drawing ; (i) Returns Inward (Bills returned) ; (i) Returns outward,

Mention the stages of Final Accounts. '

How will you treat expenses on acquiring goods ?

Where will you show goods in transit A/c ?

Give any two difference between Profit & Loss A/c and a Balance Sheet.

Where will you show unearned income in the financial statements, if it appear in the Trial
Balance ?

How will you treat wages owing in Final Accounts if it appears in the Trial Balance ?
Name the aécount and its side, where from we may pick up the item of Net Loss, Also
mention its treatment in the Balance Sheet.

What adjusting entry will be passed for the prepaid rent ?

What journal entry will: you pass for the recovery of bad debts previously written off ?

B Short Answer Type Qv-estions

1.

R e

8‘

Point out any three pomts of difference between Profit and Loss Account and Balance
Sheet.

Mention the two formulae (except the preparauon of tradlng Account) for the calculation of
Gross Profit. -

Explain briefly the object of Trading Account.

Describe briefly three ob1ect1ves of preparing Profit and Loss Nc

_Explain briefly the two characteristics of posmon statement.

Narite any three current assets and four fixed assets.

- Mention items to be added to and deducted’ from caplfal at the hablhtles s1de

Mention situation in'which purchases A/c is credlted

C. Long Answer Wpe Questions :

1.

‘What do you mean by Final accounts ? What are its constituents ? Na.me them and: bneﬂy
explain the purpose-of each of thern,

"Explain the importance and purpose of final accounts.
.. Explain : (@) Current assets ; (b) Current liabilities : and (¢) Workmg capltal

Explain the following statements :
{a) Bala.nce shieet is not an account but it is the list of assets and llabﬂmes

(b) ‘Balance sheet and ‘profit and loss account are mter-dependent.

What do you mean by adjusting entries 7 Why is 1( necessary to pass adjusting entries at the
time of preparing final accounts ?

Why is it necessary to create provision for bad and doubtful debts ? How is it treated in final
accounts ?

Explain the treatment of accidental loss of goods in the firial accounts, if

(«) Goods are not msured (b) Goods are insured and full claim i is admitted by the Insurance-

Company. .

Write short notes on the following :

{a) Expenses owing (b) Unearned income (c) Discount on creditors (4) Interest on draw-
ings (¢) Unexpired insurance (f} Increase in the value of assets.

‘Explain the rationale of making adjustments at the time of preparing the final accounts ?

Mention any three important adjustments that are made for the preparanon of the profit and

" Loss Account.

Final Accounts

‘NOTES
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oNIT 3 ERRORS AND THEIR
RECTIFICATION

* STRUCTURE * -

3.1  QObjectives

3.2 Introduction

3.3 Errors of Omission

3.4 Errors of Commission

3.5 Errors in the Subsidiary Books and Their Rectification

3.6 Errors of Principles

3.7 Treatment of Revenue Expenditure/Income

3.8 Errors in the Treatment of Proprietor's Withdrawal

3.9 Compensating Errors
3.10 Errors of Posting at Wrong Side of an Account
3.11 Suspense Account
3.12 Effects of Suspense Account on Profit :
3.13 Rectification of Errors (Before Ledger Accounts are Closed)
3.14 Effects of Errors _
3.15 Rectification of Errors {After Final Accounts are Prepared)
3.16 Summary ' '

3.1 OBJECTIVES

At the end of this unit, you should be able to :
+ Understand the meaning of errors and its different types.
» Understand the errors detected and undetected by Trial Balance.

+ Locate errors in the Trial Balance:

» Understand the errors of omission and commission and rectify them.

= Understand errors of principles regarding capital and revenue expenditure and receipts
- and pass rectifying entries.

+ Identify compensating errors and pass rectifying entries.

* Use Suspense Account appropriately in rectifying errors and prepare Suspense Account.
» Rectify errors before and after preparation of Final Accounts.

* Rectify errors regarding proprietors withdrawal.

3.2 INTRODUCTION

“To err is human”. This old statement is also true for accounting also. We, as a human
being are likely to commit mistakes of omission, commission and principles in maintaining
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books of accounts. We may omit the entire transaction from being recorded wholly or
partially. We may commit mistakes in calculation, i.e,, addition, subtraction, division and
multiplication. Mistakes may also be committed in carrying forward total from one page to
other page, posting from subsidiary books to ledger accounts. Sometimes capital expendi-
ture may be recorded as revenue expenditure or revenue expenditure may be recorded as
capital expenditure. These mistakes are likely to be committed in the books of accounts.

Mistakes committed in the books of accounts must be rectified at the earliest. It should
be noted that errors int accounts are not rectified by removing mistakes by ink remover or
rubbing it off or by over-writing or cutting or even by tearing off the page. Once errors are
comiitted, we boldly accept it and rectify the mistake by passing a rectifying entry. The

rectified entry will neutralise the eftect of wrong entry and also bring the correct effect of

the transaction. Rectification of errors should be made at the earliest, While passing recti-
fying entry we wilf have to take into consideration the nature and type of errors.

TYPES OF ERRORS

Types of Errors

A

s

Clerical errors ' Errors of principle (Errors
in the treatment of capital
and revenue expenditure
and receipts Unaffected/
Undetected by trial
balance)

-

l:Errors of omission_| . [Errors of commission] Compensating Errors

J {Unaffected/undetected by
i K

trial balance)
Complete omission Partial omission of
of record in the origi-  record in the subsi-
nat books {Unaffected/ diary books (4ffected/

undetected by trial - detected by trial
balance) balance)
' ) 4
v ! o v v
Rccording WIong  Wrong totalling Posting wrong *  Posting atthe  Incorrect balan-
amount in the of subsidiary - amount in wrong side of *  cing of ledger
subsidiary books books i.e., ledger accounts  ledger accounts accounts
(Unaffected/undetec- undercating (Affected/ (Affected/detec- (Affected/detec-
tecd by trial balance) or overcasting - detected by trial ted by trial ted by trial
(Affected/ balance) balance) hak-mce)
detected by trial
kalance)

Errors and their Rectificativn

NOTES
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3.3 ERRORS OF OMISSION

Errors of omission is clasmﬁed into two parts, i.e., errors of complete omission and
errors of partial omission :

(@) Errors of Complete Omlssmn

The complete transaction escapes from being recorded. The accountant forgets to record
these transactions in the subsidiary books or in the journal proper. Omission to record
goods sold to Mohan or goods purchased from Ram, or goods returned by Wahid or goods
returned to Brown in the subsidiary books and credit purchase of furniture in the journal
proper are the examples of errors of complete omission.

Errors of complete omission can be rectified by passing the correct entry on the old
assumption that “It is never too late to mend”.

(b) Errors of Partial Omission ‘

. In case of partial omission, the transaction is recorded at the debit side of an account
but corresponding credit is omitted to be recorded. For example, goods purchased from
Fahim was recorded in the purchases book but omitted to be recorded in Fahim’s personal
account, In the same way, goods sold to Malik was recorded in the sales book but it was
omitted from being recorded in the Malik’s account. These errors are known as errors of
partial omission.

Partial errors affect only one account, so they will be rectified by openmg suspense
account. These errors can also be rectified without opening suspense account. Rectification
of errors of omission is explained with the help of the following illustration.

Hlustration 1, Rectify the following errors : b

1. Goods worth Rs. 2,000 returned by Keshwani were taken into stock but the transac-
tion was not recorded in the books.

2. Goods of the value of Rs. 1,000 returned to Brown but omitted 1o record the transuc-
tion in the books of accounts. :

3. Goods purchased from Darbara Singh was recorded in the purchases book but no
entry was made in Darbara Singh's account. T he purchases were worth Rs. 7,000.

4. Goods sold to Rao Jor Rs. 700 was not recorded i in the Rao's account.

. Solution. .
Journal Entry
T Amount
Date Particuiars ) LF. '
' Debit Credit
Rs. Rs.
1. Returns Inward A/c Dr. 2,000
To Keshwani’s A/c 2,000
{Being goods returned by Keshwani was not passed
through books, now recorded)
2. Brown’s A/c . Dr. 1,000
To Returns Qutward A/c ' o 1,000
(Being goods.returned to Brown, omitted to record
in the books, now recorded) | J



3. Suspense A/c c Dr. 7,000 .
To Darbara Singh's A/c : - 7,000

(Being purchases ot goods from Darbara Singh was

not recorded in Darbara Singh's A/c, now rectified)

4. Rao’s Afc Dr. 700

To Suspense A/c 700
(Being goods sold to Rao was not recorded in the
Rao’s A/c, now rectified)

3.4 ERRORS OF COMMISSION

These errors may be regarding wrong totalling of subsidiary books or writing wrong
amount in the subsidiary books or posting wrong amount in the ledger accounts or incorrect
balancing of ledger accounts, These errors are also concerned with errors in calculation,

(a) Recording wrong amcunt in the subsiﬁiary books

Sometimes transactions are recorded in the subsidiary books with wrong amount, For
example, purchases of goods worth Rs. 1,060 from Ram was recorded in the purchases
book with Rs. 100, The error has been committed in purchase book, so posting will be made
at the credit side of Ram’s account with Rs. 100 only. Both the debit record in the purchases

" book and credit posting at the credit of Ram’s account has been with Rs. 100, so the error
cannot be detected by trial balance. Rectification of error will require that correct entry
-with the amount short written or excess written be passed again.

{6} Wrong totalling of subsidiary books

Subsidiary books either show debit balance or credit balance. Purchases book, returns
inward book and bills receivable book show debit balance. Sales book, returns outward
book and bills payable book show credit balance. Errors in the subsidiary books may also
be regarding totalling. Sometimes, we total short or undercast subsidiary books and some-
times we overcast them. Errors of undercasting and overcasting affect either debit or credit
side so their rectification can be made by raising suspense account and also witliout raising
. suspense account. These errors are discovered by trial balance. If such errors of totalling in
the subsidiary books are there, trial balance will not tally.

(c) Posting wrong amount in the ledger accounts

We prepare ledger accounts with the help of subsidiary books and journal proper. It is |

just possible that the wrong amount may be carried forward to ledger accounts. For exam-
ple, sales of Rs. 2,000 to Mohan was correctly pdsted in the sales book but debited to
Mohan’s account with Rs. 200 only. Rectification will require that Mohan’s account should
be debited with Rs. 1,800 again. The error will be detected by trial balance because credit
side has Rs. 2,000 (as per sales book) and the debit side of Mohan’s accounts has only Rs.
200. :

(d) Posting at the wrong side of ledger account

Sometimes posting from subsidiary books and joumél proper may be made at Wrong
side. For example, goods worth Rs. 3,000 was returned by Sohan. The transaction was
correctly recorded in sales return book but was posted at the debit side of Mohan. In case of
sales return, debtors accounts are credited or posting from sales return book is made at the

Errors and their Rectification
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credit side of debtors account. This mistake will cavse ditference between the debit and
credit total of trial balance with the amount, doubie of the original amount. The above
errors will cause a difference of Rs. 6,000 in the balance. These errors are detected by trial

balance.

(e) Incorrect balancing of ledger accounts

ff ledger accounts are not correctly balanced, there will be difference in the debit and
credit total of the trial balance. Rectification of the error will require that the specific ac-
count should be debited in case debit balance is cast short. In the same way, the specific
account witl be credited if the credit balance is short cast.

ERRORS IN THE SUBSIDIARY BOOKS AND THEIR
RECTIFICATION

Errors may also be committed in subsidiary books, such as purchases book, sales book,
purchases return and sales return books, Common errors in the subsidiary books may be
categorised as under : . '

1. Errors of omission—forgetting to record the entire transaction in the subsidiary books.

2. Overcasting in subsidiary books.

3. Undercasting in subsidiary books,

Errors of complete omission can be rectified by passing the correct entry which was
omitted to be passed as the old proverb goes. “It is never too late to mend”. For example, if
goods returned by Mohan were taken into stock but no entry was passed through books, the
rectification of the transaction will be to pass the correct entry for return of goods.

Subsidiary books do not have both the debit and credit sides. They simply have either
debit or credit balance. The mistakes in subsidiary books are, therefore, restricted to totals
only. Sometimes it may be totalled short (undercast) or totalled more (overcast). The mis-
take can be rectified by taking into consideration the type and nature of subsidiary book.
Errors of undercasting and overcasting in the subsidiary books are discussed in detail as
under :

Purchases Book

1t records credit purchases of goods only. Whenever goods are purchased, purchases
account is debited. In all cases of purchases, goods comes into the business, so purchases
account has to be debited. It is an accepted accounting truth that purchases book has a debit
balance. Undercasting purchase book will mean that purchases book has been added short
or technically debited short. The rectification of the error will be done by debiting pur-*
chases account. If the purchases book has been overcast, it will mean that it has been to-
talled more or debited more. For rectification of this error, purchases account will be cred-
ited which will reduce the total of the purchases book. The error affects only one account,
i.e., purchases account in both the cases of undercasting or overcasting, so the rectification
can be made in the following ways :

fllustration 2. Rectify the following errors :
1. Purchases book was undercast by Rs. 1 900.

2. Purchases book was overcast by Rs. 10,



Solution. (a) Without raising suspense account Errors and their Rectification

1. Following posting will be made at the debit side of purchases account.
“To undercast of the purchases book” Rs. 1,000, , ' . _

2. Following posting will be made at the credit side of the purchases account. NOTE‘;S
“By overcast of the purchases book” Rs. 100. '

(b) By raising suspense account :

"1. Purchases A/c Dr. 1,000
To Suspense Alc 1,000
(Being undercasting of purchases book, now rectified)
2. Suspense Alc ‘ ‘ Dr. - 100
To Purchases A/c : '_ 100

(Being purchases book overcast, now rectified)

Sales 'Book

Sales book records only credit sale of goods. It does not récord cash sales of goods or
credit sales of assets. Sales account is always credited for sale, so the sales book always
shows a credit balance. As the sales book has got only credit side, the mistakes therein are
restricted to overcasting or undercasting. In case of undercasting, the total of sales book is
short cast or in other words credited short. Its rectification will be to credit sales account or

- make a posting at the credit side of the sales account. In the same way, overcasting of sales
book will mean overcrediting the sales, 50 for rectification of the error, sales account will
be debited to set right the amount excess credited. The mistake of undercasting or overcasting
the sales book can be rectified by posting at the debit or credit side of the sales account or
by opening suspense account. Rectification is illustrated as under. '

Hlustration 3. Rectify the following errors :

1. Sales book was undercast by Rs. 150.

2. Sales book was overcast by Rs. 100.

Solution. Without opening suspense account

1. Following posting will be made at the credit side of sales account.
_ “By undercast of sales book” Rs. 150. '

2. Following posting will be made at the debit of the sales account.
“To overcast of sales book” Rs. 100.
By raising suspense account

1. Suspense A/c Dr. . 150
To Sales A/c 150
(Being undercasting of sales book, now rectified) '
2. Sales Alc _ Dr. 100
To Suspense A/c - : 100

(Being overcasting of sales book, now rectified)

Purchases Return or Returns QOutward Book

Return of goods, purchased on credit is recorded in the purchases return book. Pur-
chases book shows a debit balance, so the purchases return book will definitely show a
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credit balance, because purchases return is entircly reverse to purchases. Undercasting ir

the purchases return book will mean‘under crediting or crediting short. In order to rectify
the mistake, we shail be crediting purchases return account or returns outward account, In
the same way, overcasting in the returns outward book will require purchase return accoun
to be debited: The rectification of error is illustrated as under :
Hlustration 4. R;cfgﬁ! the following errors :
- 1. Returns outward book was undercast by Rs. 1,000.
2. Purchases return book was overcast by, Rs. 100.
Solution. Without raising suspense account
1. Following posting will be made at the credit side of purchases return account.
“By undercast of returns outward book” Rs. 1000.
2. Followiug posting will be made at the debit side of the purchases return account.
“To overcast in the purchases return book” Rs. 100.

By raising suspense account

1. Suspense Alc : Dr. 1,000
To Purchases return Afc ' o 1,000
(Being undercasting of purchases return book, now rectified) )

2. Purchases Return A/c, : Dr. 100
To Suspense Alc . - 100
(Being purchases return book overcast, now rectified)

Sales Return or Returns Inward Book
Sales return means the return of goods to us by our debtors. Sales return book shows
a debit balance as it is reverse to (he sales, which has credit balance. Error of undercasting
in'the sales return book is underdebiting it or debiting it with lesser amount. The rectification
of this error will require debiting sales returns account. In the same way, we shall be cred-
iting sales return account for overcasting. The mistake of undercasting and overcasting can
be rectified without raising suspense account or by opening suspense account. Rectifica-
tion of these errors is illustrated as under: '
Hiustration 5. Rectify the following errors :
1. Sales return book was undercast by Rs. 100.
2. Returns inward book was overcast by Rs. | 000,
Solution. Without raising suspense account
1. Following posting will be made at the debit side of sales return account.
“To undercast of sales return book” Rs. 100. '
+ 2. Following posting will be made at the credit side of sales return account.
“By overcast of sales return book™ R+ 1,000.

By raising suspense account

i. Retums Inward Afc Dr, 100
.To Suspense Alc ) 100
{Being returns inward book undercast, now rectified}




2. Suspense Alc - : - D 1,000
To Returns Inward A/c . . 1,000
(Being returns Inward book overcast, now rectified)

Rills Receivable Book

Bills receivablie book records the details of the bills drawn by us on our debtors. The
bill is accepted by our debtors. After accepting the bill ‘debtors’ account is replaced by an

other assets l_(nown as bills receivable accounts. It shows a debit balance like other assets. |

Undercasting bills receivable book in this way, will mean writing lesser amount at the debit
side, so"the error can be rectified by debiting bills receivable account. In the same way,
overcasting of the book will require crediting bills receivable account. The mistake can be
rectified without raising suspense account or by raising suspense account. Rectification is
illustrated as under : '
Hlustration 6. Rectify the fé!fow:'ng errors :
- 1. Bills receivable book was undercast by Rs. 200.
2. Bills receivable book was overcast by Rs. 300.
Solution. Without raising suspense account _
1. Following posting will be made at the debit side of the bills receivable account.
“To undercast in the bills receivable book” Rs. 200,
2. Following posting will be made at the credit side of bills receivable account.
“By overcast in the bills recetvable book” Rs. 300. ‘
By raising suspense account

1. Bilis receivable A/c ' Dr. 200
To Suspense A/c 200
(Being bills receivable book undercast, now rectified) '
2. Suspense A/c . ' - Dr. 300
To Bills receivable A/c ' -300

(Being overéasting of bills receivable book, now rectified)

Bills Payable Book:

Bills payable are drawn by our creditors and accepted by us. It is our liability and has |

credit balance. Undercasting in the bills payable book will mean crediting it with lesser
amount, so while rectifying the error bills payable account will be credited. In case of
- overcasting, bills payable book would have been credited with more amount, so rectifica-
tion will require bills payable account to be debited. The error can be rectified without
' raising suspense account and also by raising suspense account which is illustrated as under :
Allustration 7. Rectify the following errors : '

1. Bills payable book was undercast by Rs. 1,000.

2. Bills payable book was overcast by Rs. 600.

Solution. Without raising suspense account

1. The following posting will be made in case of undercasting at the credit side of bills
payable account.

“By undercast in bills payable book” Rs. 1,000.

Errors and their Rectification
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- 2. The following entry will be made at the debit side of bills payable account.
“To overcast in bills payable book™ Rs. 600. ' '
By raising suspense account

1. Suspense Alc Dt 1,000
To Bills payable A/c . “ 1000
{Being bills payable book undercast, now rectified)
2. Bills Payable A/c Dr. 600
To Suspense A/c 600

(Being bills payable book overcast, now recuﬁed)

It should be noted that if errors are Iocated before ledger accounts are closed,
rectification will be made without raising suspense account. If errors have been located
after trial balance has been prepared and difference placed in the suspense account,
rectification of errors will be made by opening suspense account. In examination questions,
it is not generally mentioned whether errors have been located before preparation of trial
balance or after the preparation of trial balance. In such cases, errors are assumed to have
been located after the preparation of trial balance and rectification through suspense account
is advised. It will be different treatment if students are instructed to rectify errors w1thout
raising suspense account. :

3.6 ERRORS OF PRINCIPLES

Sometimes errors are committed due to incomplete knowledge of accounting. The
accountant fails to discriminate between capital and revenue expenditure. For example,
payment of wages for construction of building may be wrongly debited to wages account
instead of building account or purchases account may be debited in case of purchasing
machinery. These mistakes may also be due to faulty treatment of revenue receipts and
capital receipts. For example, crediting sales account, instead of furniture account in case of
sale of furniture.

These mistakes do not affect trial balance, because both the debit and credit record is
complete. As double entry record is complete, trial balance will tally inspite of the error.

Treatment of Capital and Revenue Expenditure

Capital Expenditure, These expenses are incurred for acquiring i1xed assets such as
building, plant, machinery, furniture and vehicles etc. Assets acquired are not meant for
sales. These are purchased to retain and use in the business. This expenditure increases
profit earning capacity of the business. It is causally incurred and does not have regularity
in its payment.

The important feature of this expenditure from accounting point is that we debit assets
account which have been acquired not expenses account. In case, expenses account are

_debited it will be an error of principle and require to be rectified. Accounting treatment of

capital expenditure is illustrated as under :
Building account will be debited i in the following cases :
1. Purchases of building.
2. Purchases of raw material for the construction of building.



. 3. Payment of wages for construction of building.

4. Payment of 'wagesl for addition to building,

5. Payment of wages for extension of building.

6. Payment of wages for erection of shed or canteen or verandah in the building.

7. Repair to second hand building.

8..Payment for registration fee or other expenses while purchasing building.

In the above cases, if wages account or certain other expenses accounts are debited
mstead of building account, it will be an error of principle and will require to be rectified.
Hlustration 8. Rectify thefol!ows’ng errors : .

Purchases of building was passed through purchases book amounting 1o Rs. 80,000.
2. Wages paid for construction of building was debited to wages account with Rs. 20,000,
3. Expenses of errection of shed was debited to trade expenses account amounting to Rs.

3,000.

4. Wages paid for extension of building was debited to wages account amounting to Rs.

7,000.

5. Repair to second hand building was debited to repa;rs account with Rs, 18,000.
6. Materials purchased Jor construction of building was debited to purchases account

amounting to Rs. 28,000.

7. Expenses for construction of new canteen were debited to miscellaneous expenses
account with Rs. 1,600.

b

Solution. :
Rectified Journal Eatries
Amount
Date Particulars _ -LF. :
Debit Credit
Rs. Rs.
1. Building A/c . Dr. 80,000
To Purchases Alc . 80,000
(Being purchase of building wrongly debited to
purchase account, now rectified)
2. Building A/c Dr. 20,000 )
To Wages A/c 20,000
(Being wages paid for construction of building was .
wrongly debited to wages account, now rectified)
3. | Building A/c Dr. 3,000
To Trade expenses A/c I 3,000
(Being expenses for erection of shed was wrongly
debited to trade expenses account, now rectified)
4.. | Building A/c Dr. 7,000
To Wages Afc . 7,000 .
(Being payment of wages for extension of building was ‘
wrongly debited to wages account, now rectified) J
g G . I
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__________________ _ -7
5. | Building A/c Dr. 18,000
To Repairs A/c N _ - 18,000
(Being repairs to second hand building was wrongly
debited to repairs account, now rectified)

6. | Building A/c Dr. 28,000 _
To Purchases A/c 28,000

(Being material purchased for construction of building .
was wrongly debited to purchases account, now,

rectified)

7. Building A/c . Dr. 1,600
To Miscellaneous Expenses Afc 1,600
(Being cost of construction of new canteen wrongly
debited to miscellaneous expenses account, now
rectified) + '

Machinery account will be debited in the following cases :

1. Purchases of machinery. .

2. Repair to second hand machinery.

3. Payment of freight and cartage on new machinery.

4, Payment of insta]lation or erection charges on the new machinery.

Int this way, furniture account, vehicles account and other assets accounts are debit
when they are acquired or purchased. Expenses incurred as freight, cartage and any otk
expenses which add to the cost of the assets are debited to the assets account. When an ¢
or second hand asset is purchased, major repairs therein is must. Such repairs will make t
asset intact and thus will add to its cost. This is why, assets account is debited. If repairs
assets are made as a routine, simply to maintain the efficiency of the asset, so repairs accou
will be debited. '

Amount received from sale of assets are known as capital receipts. In case of sale
assets, assets accounts are credited, crediting sales account for sale of assets will be incorre

3.7 TREATMENT OF REVENUE EXPENDITURE/INCOME

‘This expenditure is incurred to meet day-to-day requirement of the business such
payment of wages, salaries, rent and insurance etc, It is also incurred for the maintenance
assets such as repairs, renewals and maintenance of building, plant, machinery, furnitu

and vehicles etc. Regularity in the payment of expenditure is its distinct feature. Expens

are usually incurred throughout the year. These expenses do not add to profit earning c
pacity of the business. These are simply incurred as a part of routine business activit
These expenses accounts are debited, when they are paid. For example, it will be incorre
to debit the workers’ accounts in case of making payment of wages to them. In this wa
salaries account is debited for making payment of salaries. It will be incorrect to debit t
account of the employee/who has been recetving salaries. In the same way, while makis
paymeﬁt of rent to landlord, rent account will be debited not the landlord’s account.
should be noted that when expenses are paid, concerned expenses account will be debits
and not account of person or parties whot1 paymient is made.



In the same way, regular receipt of income as routine business receipt is revenue in-
ame, such as receipt of commission, interest, discount rent etc. While passing Journal
ntry, Revenue A/c will be credited instead of the person or party from whom it has been

=ceived.
THustration 9. Rectify the following errors
1. Payment of wages to Ram Lal was debited to his personal account with Rs. 3,000.
2. Payment of salaries to Srikant, the manager amounting to Rs. 7,000 was debited to
-rikant’s account.
3. Rent paid to landlord was debited io his personal account with Rs. 2,000.
4. Interest received from Rajeev was credited to Rajeev'’s account with Rs. 700.
5. Commission received ﬁom M/s Sharma Bros., was credited to their account with
s. 300. : :
6. Repair charges amounting to Rs. 1,000 were paid io Salim, the motor mechamc were
“ebited 1o his account.

-

Solution.
Reetified Journal Entries
Amouni
Date , ) Particulars LF
Debit Credit
. Rs. Rs.
t o], | Wages A/c Dr. 3,000
‘ To Ram Lal’s A/¢c ‘ 1 - 3,000
(Being wages paid to Ram Lal wrongly debited to his
account, now rectified)
2. | Salaries Ale Dr. 1 7,000
-To Srikant’s A/c ' 7,000
(Being payment of salaries to Srikant was wrongly '
debited to his personal acceunt, now rectified)
3. Rent A/c Dr. 2,000
To Landlord’s Personal A/c . 2,000
(Being payment of rent to landlord was wrongly '
debited to his personal account, now rectified)
4. Rajeev’s Alc Dr. 700
To Interest A/c ' ‘ 700
(Being interest received from Rajeev was wrongly
credited to Rajeev’s account, now rectified)
5. M/s Sharma Bros. A/c ‘ Dr. 360
To Commission A/c - 300
(Being commission received from M/s. Sharma Bros. ' '
: was wrongly credited to their account, now rectified)
6. Repairs Alc ' Dr. 1,000
To Salim’s A/c ) 1,000
(Being repair charges paid were wrongly debited to
Salim, the mechanic’s account, now rectified)
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Explanation. in case of 1, 2, 3 and 6th error, personal accounts have been wrong
debited for expenses paid instead of specific expense account. This is why, expenses a
counts have now been debited (which should have been correctly done) and personal a
count credited to neutralise the effect of these accounts unnecessarily debited. In the sar-
way, in case of 4th and 5th errors personal accounts have been debited and income accous
credited.

3.8 ERRORS IN THE TREATMENT OF PROPRIETOR’S
WITHDRAWAL |

It is a common practice that proprietors of the business withdraw funds or goods fro-
the business for their personal and domestic use. Sometimes they avail of the services
business assets themselves, such as use of business car for private purpose. Private asse
may also be purchased and payment made through business, Certain equipments many als
be purchased for proprietor’s son, daughter and wife etc. All these payments on account
the proprietor are termed as withdrawals and charged to proprietor account. We use th

| term drawings account for all the withdrawal made by the proprietor.

Drmvmgs account will be debited in the following cases :

Amount withdrawn by the proprietor for personal or private use.

Goods taken by the proprietor from the business for domestic use.

Payment for the rent of proprietor’s residence.

Payment for the use of business car, vehicles and equipments for private purpose

5. Purchasing certain equipments such as calculator, pocket transistor etc., for prc
prietor’s son, daughter and other relatives.

In the ahove cases ‘drawings account’ will be debited. It will be wrong and incorrect #
debit other accounts. If any other account, except drawings account has been debited it wi
be an error and will require to be rectified. It is common error to debit trade expense
account or sundry expenses account or miscellaneous expenses account instead of drav
ings A/c. The error needs rectification. )

Hlustration 10. Rectify the following errors :

1. Amount éf Rs. 2,000 withdrawn by the proprietor for personal use was wrongt
debited to trade expenses account.

2. Mohan & Sons, dealers in furniture, took a sofa set from the firm for their drawin
room. The cost of the sofawas Rs. 4,000. The transaction was not recorded in the books.

3. Pocket transistor purchased for proprietor’s son was debited to sundry expense
account. The price of transistor was Rs. 400.

4. Business car is used by the proprietor for his personal trip to Nainital. Petrol charge
amounting ro Rs. 1,150 were debited to car expenses account.

BN -

5. Rent amounting to Rs. 3,000 was paid for proprietor’s residence. The amount wa
debited to rent account.

6. Purchased an air ticket for proprietor’s daughter visiting London for higher studies
Charges amounting to Rs. 5,000 were paid by the business and debited to travelling ex
penses account.

7. Paid Rs. 300 to Atma Ram Dubey, the purohit of proprietor’s fafndy Jfor performmg
marriage of proprietor’s son was debited to his personal account.



Solution.

Errors and their Rectification

Date

Particulars

LF.

Amount

Debit Credit
Rs.' Rs.,

NOTES"”

Drawing A/c Dr.
To Trade expenses A/c .
(Being withdrawal by the proprietor was debited to
trade expenses account, now rectified)

Drawings A/c Dr.
To Purchases A/c
(Being omission of an entry regarding sofa set taken by
the proprietor for his residential use, now rectified)

Drawings A/c - Dr.
To Sundry expenses A/c
(Being purchases of pocket transistor for proprietor’s
son was wrongly debited to sundry expenses
account, now rectified)

Drawings A/c : Dr.
To Car expenses A/c
{Being petrol charges for private trip to Nainital wrongly
debited to car expenses account, now rectified)

Drawings A/c . Dr.
ToRent Alc
(Being rent of proprietor’s residence was wrongly
debited 1o rent account, now rectified)

Drawings A/c - Dr.
To Travelling Expenses A/c
{Being air charges for the journey of proprietor’s
daughter wrongly to travelling expenses account,
now rectified)

Drawings A/c . Dr.
To Atma Ram Dubey’s Alc
(Being payment to Atma Ram Dubey for performing
marriage ceremony of proprietor’s son wrongly

debited to his personal account, now rectified)

],

2,000
2,000

4,000
4,000

400
400

1,150
1,150

3,000 |
' 3,000

5,000
5,000

300 ,
300

3.9 COMPENSATING ERRORS

There may be certain cases, where the effect of an error may be neutralised by an other
wrong error. For example, goods sold to Mohan for Rs. 1,000 was posted to the debit side
of Mohan’s account with Rs. 100 only. The error will reduce the debit total of the trial
balance by Rs. 900. Per chance, receipt of Rs. 1,000 from Shyam was wrongly credited to
Shyam’s account by Rs. 100. Here, Rs. 900 have been written short at the credit side. The
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" error will reduce Rs. 900 from the credit side of trial balance. The first error reduced debit -
total by Rs. 900 and the second error also reduced credit total by Rs. 900. Both the errors

. -neutralised the effect of each other. The error will not affect the total of trial balance. It will

not be detected by trial balance.

- —

3.10 ERRORS OF POSTING AT WRONG SIDE OF AN
ACCOUNT ~-

Posting to ledger accounts is made through subsidiary books and journal proper. The
total of purchases book, returns inward book and bills receivable book is posted to the debit
side of their account. Posting is made at the credit side of the parties accounts which appear
in these books. The mistake may be committed in pbsting-to the debit side of parties ac-
count, who have supplied goods to us or returned goods to us or accepted our bill. In the
same way, it will be wrong to make posting at the credit side of the parties account appear-
ing in the sales book or returns outward book or bills payable book.

Rectification of posting at the wrong side of an account is made with the total of the
correct and wrong a_mohnt. For example, Mohan’s 2ccount which was to be debited with
Rs. 205 for goods sold to him has been wrongly credited. In this case, mistake is worth Rs.
205 + 205 = 410, so Mohan’s account will be debited with Rs. 410 in the rectified entry. Rs.
205 for not debiting to Mohan’s account with this amount and Rs. 205 for crediting Mohan’s
account which should have been debited. Suppose you are asked to go ten steps right but
you go ten steps left, instead of going right. Now you will have to walk twenty steps to obey
the original instruction. Suppose it again that instead of going ten steps right you go seven
steps left, now you will have to go 10 + 7 = 17 steps to obey the original instruction.
Rectification of these errors is illustrated with the following examples :

Hiustration 11. Rectify the following errors :

1. Rent amounting to Rs. 900 paid was credited to vent account,

2. Rent amounting 1o Rs. 770 was received but was debited to rent account with Rs. 77,

3.-Goods worth Rs. 650 were returned to Azhar. It was correctly recorded in the re-
turns outward book but was credited to Azhar’s account, -

4. Discount amounting to Rs. 70 were allowed to Mohan. It was correctly entered in the
cash book but credited to discount received account.

3. Goods amouﬁing to Rs. 1,100 were purchased from Kiran Rai but it was posted to
the debit side of her account with Rs. 110.

6. Goods returned by Gavaskar were taken inte stock. The return was recorded in the
sales return book with Rs. 440 but it was written af the debit side of Gavaskar s account.




Solution.

Amount

Da-re Particulars LF.
Debit Credit

Rs. Rs.

L Rent A/c Dr. 1,800

To Suspense A/c _ _ 1,800
{Being rent paid was wrongly credited to rent account,

now rectified) -

2. | Suspense A/c Dr. ' 847

To Rent A/c : : - - 847

(Being rent received amounting to Rs. 770 was debited
o rent account with Rs. 77, now rectified)

3. Azhar’s Afc . Dr. . 1,300

To Suspense A/c 1,300

(Being rectificatinn of goods returned to Azhar but
wrongly credited him)

4. | Discount Allowed A/c Dr. .70
Discount Received A/c Dr. 70
To Suspense A/c 140
(Being discount allowed was credited to discount
received account, now rectified)

S. Suspense A/c Dr. 1,210

To Kiran Rai’s Alc ' 1,210

(Being rectification of purchases from Kiran Rai
wrongtly debited to her account)

6. Suspense A/c . Dr. 880 -

To Gavaskar A/c ' . 880

(Being goods returned by Gavaskar were debited to
him, now rectified)

Notes. Inall fhe above cases the amount of jourral entry has been ascertained by adding
the correct amount of the transaction with the amount of wrong posting. In case the wrong
posting at the wrong side has been made with the same amount, the rectified journal entry will

be made with the doublé amount.

Errors of recording in incorrect subsidiary books

Sometimes errors are committed, when the transaction is recorded in an incorrect sub-

sidiary book. Purchases of goods on credit should be recorded in the purchases book but it
may wrongly be recorded in the sales book. Sales of goods on credit may be wrongly_

recorded in purchases book. In the same way, the transaction of bills receivable book may
be wrongly recorded in the bills payable book. The error involves two subsidiary books, the
one in which posting has not been made and the other wherein posting has been wrongly
made. Personal accounts may also be involved, if correct posting has not been made in the
personal account. Rectification of these errors is illustrated as under

Errors and their Rectification
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Hllustration 12. Rectify the following errors :

1. Goods sold to Mohan for Rs. 3,700 was wrongly passed through purchases book.

2:Goods sold to Mohan for Rs. 3,700 was wrongly passed through purchased book but
correctly posted at the debit side of Mohan's account.
’ 3. Goods purchased from Masood for Rs. 300 was passed through sales book.

4. Goods purchased from Masood for Rs. 300 was passed through sales book but cor-
rectly credited to Masood’s account.

5. Goods returned by Kapil Dev Jor Rs. 150 were passed through retums outward
book.

6. Bills drawn on Ayub for Rs. 2,000 was passed through bills payable book.

7. Bills payable worth Rs, 1,500 accepted in favour of Snedon, was passed through bills
receivable book with Rs. 150 and Snedon’s account was correctly debited.

8. Goods returned to Hirwani for Rs. 600 was passed through sales book.

" 9. Goods purchased from Ram Babu for Rs. 110 was passed through return inward

book.

Solution.
- Amount
Date _ Particulars L.F.
Debit Credit
Rs. Rs.
1. | Mohan’s Afc ' Dr. 7,400
To Purchases A/c 3,700
To Sales A/c . 3,700
(Being sales of goods to Mohan wrongly passed through _
purchases book, now rectified)
2. Suspense A/c Dr. 7,400
To Sales A/c ) , 3,700
To Purchases Alc _ 3,700
(Being goods sold to Mohan, wrongly passed through
purchases book but correctly debited to Mohan’s
account, now rectified)
3. Purchases A/c Dr. 300 -
Sales Alc . Dr. 300
To Masood Afc . 600
(Being goods purchased from Mascod wrongly passed
through sales book, now rectified)
4. Purchases A/c Dr. 300
Sates Afc Dr. 300
To Suspense A'c : 600
(Being goods purchased from Masood wrongly passed ’
through sales book but correctly credited to
Masood, now rectified)
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5. | Returns Inward A/c Dr. | 150
Returns Qutward A/c - Dr. 150
To Kapil Dev A/e . 300
(Being goods returned by Kapil Dev wrongly passed :
through purchases return book, now rectified) ) . NOTES
6. Bills Receivable A/c Dr. 2,000
Bills Payable A/c Dr. 2,000
To Ayub Afc _ . 4,000

(Being bills drawn on Ayub was passed through bills
| payable book, now rectified)

7. | Suspense Alc Dr. 1,650
To B/P Alc : 1,500

ToBR Alc 150
(Being acceptance of B/P was recorded in the bills . . -
receivable book, now rectified)

8. . | Sales A/c ’ Dr. 600
To Purchases Return A/c 600
(Being goods returned to Hirwani was wrongly passed
through sales book, now rectified)

9, Purchases Ac ' Dr. 110
To Retums Inward A/c 110
(Being goods purchased from Ram Babu was wrongly
passed through returns inward book, now rectified)

Explanation. It should be noted that an error in the subsidiary book means an error
also in the personal accounts of the parties concerned. For example, if purchases from Ram
Das Gupta has not been recorded in the purchases book, it will also mean that it has not
been credited to the account ¢f Ram Das Gupta too. If this transaction has been recorded in
the sales book, it will also mean that Das Gupta’s account must have been debited through
sales book. While rectifying this mistake, purchase account will be debited because it was
omitted to be debited, sales account wili aiso be debited to neutralise the effect of it being
incorrectly and unnecessarily credited: Das Gupta’s account which should have been credited
through purchases book has been wrongly debited through sales book. It is, therefore,
necessary that Das Gupta’s account should now be credited with double amount.

In certain cases, it is specifically mentioned that the mistake has been committed in the |
subsidiary book and parties accounts have been correctly posted. In these cases, rectification
will be made in the subsidiary books only. Parties accounts need not be rectified. For example,
purchases of goods from Azhar for Rs. 700 was passed through sales book but Azhar’s
account was corrcétly credited. Azhar’s account will neither be debited nor credited in the
rectifying entry, because there is no mistake in it. While rectifying this error purchase
account will be debited, because it was not debited by mistake. Sales account will also be
debited because it was unnecessarily credited. As both purchases and sales accounts have
been debited and there is no other account to be credited; suspense account will be credited
in the rectifying entry. -

In certain cases, transaction is omitted from a subsidiary book having debit balance and
by mistake entered in an other subsidiary book having also debit balance, it will be assumed |
that parties accounts have been posted correctly. This fact has been illustrated in the errors
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numbers 8 and 9. In the 8th error goods returned to Hirawani was posted to sales book.
Hirawani’s account which should have been debited through purchases return book has still
been debited through sales book. Hirawani’s account will, therefore be neither debited nor
credited in the rectifying entry. While rectifying the error purchases return account will be
credited because it was not credited and sales account will be debited because it was unnec-
essarily credited. Recording in the sales book means that sales account has been credited.

3.11 SUSPENSE ACCOUNT

Meaning of Suspense Account

While maintaining books of accounts, we are likely to commit-certain errors of omis-
sion or principles or errors in calculation. In case of certain errors, the debit and credit side
of trial balance do not tally each other. As final accounts are to be presented on the closing
day of the accounting period, we cannot wait for long to discover mistakes and delay prepa-
ration of final accounts. It is, therefore, necessary that certain temporary measures should
be adopted to overcome the problem. We, therefore, transfer the difference in the trial
balance to ‘Suspense Account’ which is an imaginary account is used as temporary solu-
tion to the problem. Later on, accounting treatment of transactions are checked and errors
located. These errors are rectified. After the rectification of all errors, suspense account is
automatically closed.

Ifthe errors are detected before closing ledger accoun?s, we may rectify these errors by
making a posting at the debit or credit side of the concerned account, wherever it is neces-
sary. These errors will not be rectified by opening suspense account. It may be noted that
Suspense A/c is used to rectify those errors, which have been located after Trial Balance
has been prepared.

If errors are detected after the ledger accounts are closed, trial balance prepared and the
difference transferred to suspense account, rectification of errors will be made through
suspense account. ‘

Treatment of Suspense A/c Balance

Suspense A/c is prepared after the Trial balance is prepared. Int case the debit and credit
side of the Trial Balance does not tally, the difference is temporarily transferred to Sus-

“pense Account. After the preparation of Triai bafance, thorough checking of books of ac-

counts is made. Mistakes are detected and rectified. If-all the mistakes are rectified the
Suspense Account is closed and no balance is left. Therefore, the question of its transfer
anywhere does not arise.

If all errors are not rectified, Suspense A/c will show balance. In case the debit side of
Suspense A/c exceeds the credit side, the excess is known as Debit balance, which is shown
at the Assets side of the balance sheet. In case credit side (s more than the debit side the
difference is known as credit balance and shown at the liabilities side of the Balance Sheet.

After the Balance Sheet is prepared showing debit or credit balance of Suspense A/c,
efforts aré continued to detect or rectify the errors. '

3.12 EFFECTS OF SUSPENSE ACCOUNT ON PROFIT

Suspense account has negative impact on the profit and loss account. This is because,
suspense account consists of unidentified errors in the accounting system. If these errors
are not idéntified then they will be either debited or credited to the profit and loss account




which may increase or decrease profit figures of the company. Ideally suspense account £r7ors end their Rectification

* should not be maintained as it indicates faulty accounting systems of the company. Even if
there is a suspense account which has certain amount it needs to be throughly investigated
.and corrected otherwise it will affect the profit figure of the company.

Tllustration 13. A book-keeper while balancing his books found that there was a NOTES
difference of Rs. 86.12 in the trial balance, Being required to prepare the final accounts he
piaced this difference to a newly opened suspense account, which was carried forward to
the next year when the following errors were discovered :

(@) Goods bought from a merchant for Rs. 5.31 had been posted to the credit of his ac-
count as Rs. 55.

(b) A dishonoured bill receivable for Rs. 200 returned by the bank had been credited to
bank account and debited to B/R Account.

(¢) Anitem of Rs. 10.63 entered-in the sales returns book has been posted to the debit of
the customer who returned the goods.

(d) Sundry items of plant sold for Rs. 260 had been entered in the sales book, the total of
that book had been posted to sales account.

(€) Rs. 60 owing by a customer had been omitted from the schedule of sundry debtors.

() Rs. 2.31 discount received from a creditor had been duly entered in his account, but
not posted to discount account.

Give journal entries necessary to correct thesé errors ana’ prepare the suspense account.

Solution. -
Rectifying Journal Entries
Amount

Date ' Particulars L.F.
Debit Credit
‘Rs. P Rs. P

(a) Mer;:hant’s Alc Dr. 49 | 69

To Suspense A/c w 49| 69

(Being Rs. 55 posted to Merchant’s credit in place of
" Rs.5.31, now comected)

(b) | Acceptor’s Alc Dr. 200 | 00

To Bills Receivabie A/c 200{ 00

(Being dishonoured bills wrongly debited to B/R Afc,
now rectified)

(¢) | Suspense A/c Dr. 21| 26

To Customer’s A/c . : 21 26

(Being sales return of Rs. 10.63 wrongly posted to '
debit of customer, now corrected)

(d) | Sales Alc . Dr. 260 | 00

To Plant A/c 1 260| 00

(Being sale of plant wrongly credited to general sales,
now corrected)

() | Sundry Debtors Alc Dr. 60 | 00
To Suspense A/c 60| 00
(Being omission from sundry debtors, now rectified)
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() | Suspense A/c Dr. 2| 3
To Discount received A/c 2 | 31
{Being omission to record discount received, now
rectified)
Suspense A/c
Dr. . . ‘ : . Cr.
Da;[ Particulars I LF Amouns - | Date | Particulars JF. | Amount
Rs. P. | Rs. P
ToBalanceb/d | 86 | 12 By Merchant’s Alc 49 69 -
To Customers Alc 21 | 26 By Debtor’s Alc 60 | 00
To Discount Afc 2 3
109 69 : 109 69

3.13 RECTIFICATION OF ERRORS (Before Ledger Accounts
are Closed)

Maintenance of accounts and its auditing is a continuous process. Every firm tries to
check and verify the accounting records through accountants, specialists and sometimes by
the propnetor himself. Reputed firms have got their internal audit section, which examines
the books of accounts with reference to vouchers and verify the value of assets. The errors
detected are rectified immediateljr. These errors are discovered before ledger accounts are
closed, so their rectification is made without raising suspense account. Suspense Account

. is opened while preparing trial balance in case the debit and credit side of trial balance does

not tally. -~ ,

Frrors are discovered and accounts are identified, wherein the mistake lies. If the mis-
take lies at the debit side of an account, rectifying entry is made at the debit side of the
account. In the same way, if the mistake lies at the credit side of the account rectifying entry
will be made at the credit side of the account. For example, if purchases book is undercast
by Rs. 1,000, rectifying entry will be made at the debit side-of purchases account. In case,
wages for construction of building has been debited to wages account, for rectification of
the mistake posting will be made at the debit side of building account, Wages account has
been wrongly debited. In order to correct this mistake rectifying entry will also be made at
the credit side of wages account.

Hlustration 14, Correct the following errors discovered by the trader’s accountant
without opening suspense account :

1: Goods purchased for Rs. 1,150 have been wi ongfy posted to the debit of the supplier
Mohan.

2. The total of sales book has been overast Rs. 2,000.

3. The total of purchases book has been undercast Rs. 1,000.

4. The total of sales return book has been 1 rdercast by Rs. 500.

5. Discount allowed to Ram Lal Rs. 100 ha. not been entered into discount column of
the cash book, but it has been posted to his personal account.



Solution.

1. Following posting will be made on the credit side of Mohan’s account :
“By error in posting to the wrong side Rs, 2,300™.

2. Following posting on the debit side of sales account will be made :
“To overcast of sales baok Rs. 2000”.

3. Following posting on the debit side of purchases account will be made :
“To undercast of purchases book Rs. 1,000”.

4. Following posting on the debit side of sales return account will be made :
“To undercast of sales return book Rs. 500"

5. Following posting at the debit side of discount column of cash book will be made :
“To omission of entry in cash book Rs. 100.”

Hllustration 15. Shri Krishan closes his accounts every year on 31st March, When
he prepared the trial balance on 31st May, 2006, it did not tally. He did not open a
suspense account and on 7th June discovered the following errors :

() Therotal of sales book was Rs. 100 short.
(i) Rs. 2,800 spent on repairs of building were debited to the building account.
. (#t)) Discount of Rs. 200 allowed to Balram was not posted to his account.
Rectify. these errors without opening a suspense account,
Solution.
(f) Following posting on the credit side of sales account will be made :
“By undercast of the sales beoks Rs, 100",

(i) Repair account should have been debited by Rs. 2,800 but building account has
been debited by Rs. 2,800. The error can be rectified by a debit to repair account and credit
to building account as :

(a) In repair account :
“To omission in posting of Rs. 2,800”.
(&) In butlding account : _
“By wrong posting of Rs. 2,800”.

(#%) Shri Balram’s account has been omitted to be credited for discount, allowed to him
amounting to Rs. 200, so the following posting on the credit side of Shri Balram’s account
will be made : '

“By omission in posting the amount of discount of Rs. 200",

3.14 EFFECTS OF ERRORS

There are certain errors which affect profit and loss and certain other errors affect
salance sheet. Sometimes certain errors do not affect either profit and loss account or bal-
nce sheet. Rectification of errors may also affect profit and loss accourit and balance shect.
irrors affecting profit and loss account may be regarding wages, salaries, rent, insurance,
-ommission, purchases and sales account etc. If the above accounts are debited in the rec-
fying entry profit will be reduced. In the same way, if these account are credited in the
zctifying journal entry profit will be increased. If errors are committed in those accounts
rhich are entered in the balance sheet, profit and loss account will remain unaffected. The
ffect of errors is explained as under :

Errors and their Rectification
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1. Error of debiting expenses account with more amount

Effect before rectification. The error will decrease profit, because expenses appeari)
at the debit side of trading or profit and loss account will be increased and the resulta
profit will decrease. :

Effect after rectification. In the rectifying entry expenses account will be credited, .
the profit will increase.

Note. The decrease in profit will also decrease capital. In the same way, increase in profit aftet
rectification will also increase capital. '

2. Error of debiting expenses account with {esser amount

Effect before rectification. As expenses have been recorded with lesser amount fl
profit will increase, so the balance of capital will also increase. It should be noted, “T]

| more expenses the lesser profit and the lesser expenses the more profit.”

Effect after rectification. In the rectifying journal entry,' expenses account will be del
ited again, so the profit and also the capital will reduce. .

3. Error of crediting. income accotint with more amount
Effect before rectification. If any account representing income has been recorded wi

_more anount, the profit will increase and the capltal will also increase.

. E_;ﬁ'ct aﬁer recty“ cation. In the rectifying entry, income account will be deblted so t}
profit will reduce and the capital will also decrease.

4. Errors of omitting income account or writing lesser amount

Effect before rectification. The profit will decrease because the income has been omi
ted to be recorded or recorded with lesser amount. The capital will also reduce.

Effect after rectification. In the rectifying entry, income account will be credited, so tt
profit and the capital will also increase. |

5. Error of undercasting purchases book or sales return book

Effect before rectification. Undercastmg purchases book will reduce cost of goods sol
so the profit will increase. In the samc way, undercasting sales return means increasin
sales, so the profit will also increase. The capital will also increase with the increase «
profit. ‘

Effect after rectification, After rectification, purchases will be increased, so the prof
will decrease. In the same way, sales will also decrease and the profit in this case will als
decrease. The capital will also decrease with the decrease of profit.

6. Error of overcasting purchases book and returns inward hook

Effect before rectification. Overcasting in the purchase book will increase purchase:
so the profit will reduce. Increase in sales return will decrease sales, so the profit wi
decrease. The capital will also decrease with the decrease of profit.

Effect after rectification. After rectification the purchases will be reduced, so the prof:

- will increase. The sales will also increase and the profit will therefore be mcreased Th

increase of profit will increase capital also.

7. Errors of undercasting sales book and purchases return book

Before rectification. The error will reduce sales, so the profit will decrease. In the sam
way, undercasting of purchase return book will increase purchases and the profit will re
duce. The reduction in profit will reduce capital also. ’

After rectification. Sales will increase afie. rectification, so the profit will also increase
Undercasting of purchases return, when rectify.sd will reduce purchases and thus profit wil
increase.



8. Amount withdrawn by the proprietor was wrongly dcbited to trade expenses
account '

Effect of error before rectification. The profit decreased because trade expenses ac-
count was debited. An increase in expenses means decrease in profit. The error wil! also
increase capital because drawing was omitted.

Effect after rectification. The profit will increase and the capital will decrease.

In case of questions asked in the examination effect on the profit and loss ac-
count and balance sheet should be supposed after rectifying entries have been
passed, unless effect before rectification is specifically asked.

flustration 16. The trial balance extracted from the books of Anil on 31st March |
2005 had not agreed. The difference was transferred-to suspense account. Durmg 2005-

2006 the following errors were discovered :
(i) The total of pu(chases book was short by Rs. 100.

(it) The total of one page of the sales book was carried forward to the next page as Rs.

2,785 instead of Rs. 2,587.
(iif) Goods returned by Ajai were not entered in the books at all Rs. 500.
(iv) A sale of Rs. 480 to Ram was entered in the sales book as Rs. 840.
(v) Rs. 1,000 spent on repairs to the building was debited to the building account.

Pass the necessary rectifying journal entries and show how the profit of the business
will be affected.
Soluthn. Rectifying Journal Entries

- Amount

Date Particulars - L.F. -
’ Debjt Credit
Rs, . Rs

B Purchases A/c Dr. ©100
To Suspense Alc . : 100

(Beirig undercasting of putchases beok by Rs. 100,

now rectified)

2. Sales Afc _ : Dr. 198
To Suspense Afc 198

(Being total wrongly carried forward of sales book,

now rectified)

3. Returns Inward A/c "Dr. 500
To Ajai . _ 500

(Being goods returned by Ajai omitted to be recorded,

now rectified)

4. | SalesAk ' Dr. 360
To Ram ' 360

(Being sale of Rs. 480 entered as Rs. 84('in sales book,

now rectified)

L5 Repairs Afc Dr. 1,000

To Building A/c 1,000

(Being buildings account wrongly debited instead of
repéirs account, now rectified)
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Effect of entries on net profit :

S. No. (Increase) {Decrease)

Rs. Rs.l

G S — 100

) : _ — ‘ 198

(tif) — , 500

() — _ 360

v : — 1,000

_- Total = 2,158

‘Iustration 17. The annual accounts of Kothari Enterprises prepared on 315t Decem-
ber, 2006 disclosed a net profit of Rs. 48,576 and the balance sheet total of Rs. 1,35,427.
The following matters were, however, ignored before arriving at these figures :

(@) Goods valued at Rs. 750 were purchased, received and t'aken into stock, but were
not recorded in the books.

(b) Expenses outstandmg Wages Rs. 650; Salanes Rs. 450; Advemsement Rs. 250,
Law Charges Rs. 100 ; Elecrncuy Charges Rs. 175. .

{c) Interest accrued on investments : Rs. 375.
{d) Goods costing Rs. 250 were taken away by the zrader for his personal use.

(¢) Depreciation to be written off ; Building Rs. 2,500 ; machinery Rs. 12,500 ; Motor
Vehicle Rs. 3,500 ; Furniture Rs. 300.

(/) A Provision of Rs. 800 is to be created for bad and doubtful debts
(g) Rs. 650 cash stolen by an ex-employee stood debited to a suspense account.

Give journal entries to record these matters and show how they would affect the
net profit and the total of balance sheet.

Solution. - Rectifying Journal Entries
. Amount
Date ' FParticulars LF.
' Debit Credit |
Rs. Rs,
| 2006
Dec. 31 . .
(@) | Purchases A/c ) . Dr. 750
To Creditor’s Alc 750
(Being goods purchased and taken into stock but omitted to
be recorded, now recorded)

(b) | Wages Alc ' Dr. 650 -
Salaries A/c Dr. 450
Advertising Alc . ' Dr. 250

" Law Charges A/c ’ . Dr. 100 '
Electricity Charges A/c Dr. 175
To Outstanding Expenses A/¢ . 1,625
{Being outstanding expenses unpaid and omitted to be
recorded, now recorded)
— e — e e e - — — —————,— —— — — NN SV — S ——
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() Accrued Interest Afc . . . Dr. ) 375
. To Interest A/c . ) ) ' 375
{Being interest accrued on investment) '
(d) | Drawings A/c . Dr. - 250 s
- NOTES
To Purchases A/c : 250 ) .
(Being goods taken away by proprietor, now recorded)
(e) | Depreciation A/c . : Dr. 18,800
To Building A/c ’ 2,500
To Machinery A/c : ) 12,500
To Motor Vehicles A/c ! 3,500
To Fumiture A/c ' ’ 300
{Being rectification of depreciation on assets now recorded)
() | Profit& Loss Alc - - D | - 800
Ta Provision for bad and doubtful debts A/c  ~ 800
{Being provision made for bad'and doubtful debts)
(g) | Profit & Loss Alc ' Dr, 650
To Suspense A/c ' . 650

(Being cash stolen by an ex-employee which was charged
to suspense account, now rectified)

(k) | Capital Ac Dr. | 22000 |

To Profit & Loss A/c ' ' ‘ 22,000

(Being balance of profit and loss.account transferred to ’
.capital account}

Efféct of the above Entries (affer rectification)

Profit & Loss Account " Balance Sheet
- 8 No. .
> Net Profit Assets Liabilities
Increase .| Decrease Increase Decrease Increase Decrease
" Rs. Rs. Rs. . Rs. " BRs Rs.
(a) — 750 - —_ . 750 750
(b) — 1,625 — — 1,625 - 1,625
(¢) 375 — 375 — 375 —
{d) . 250 — — C— 250 250
(e} — 18,800 — 18,800 —_ " 18,800
(F4] — 800 — 800 ’ — 800
) — 650 —_ 650 —_ 650
Total 625 22,625 375 20,250 . 3,000 22,875
--22,000 - 19,875 - 19,875

"Thus net profit = Rs. 48,576 — Rs. 22,000 = Rs. 26,576.
Balance Sheet total = Rs: 1,35,427 - Rs. 19,875 =Rs. 1,15, 552.

Effect of the rectifying entries on net profit Rs.

Net profit before rectification ) 48,576
Less : Decrease of profit after rectification . (=)22,000
Rectified Net Profit 26,576
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Effect on the total of Balance Sheet Rs.

Balance Sheet total before rectification 1,35427
Less : Decrease in total : (-) 19,875
Total of the Balance Sheet (after rectification) 1,15,552

' | 3.15 RECTIFICATION OF ERRORS (After Final Accounts are

Prepared) -

The profit or loss of each accounting period should be separately calculated. It is, there:
fore, necessary that the rectification of the errors relating to the previous year should be
made in such a way that it should not affect the profit or loss of the current year. In order tc

—

' achieve this objective prdﬁt and loss adjustment account is opened. This account represent:

the accounts appearing in the trading and profit and loss account. The balance of this profif
and loss adjustment account is transferred to capital account. In this way, profit or loss of
the current year remains unaffected from errors of the previous year.

Mustration 18. The following errors of the previous year were discovered during the
current year after the preparation of final accounts of the previous year. Rectify these

errers :

1. Purchases from Anzar was not recorded in the books amounting to Rs. 700.

2. Sales to Ramesh amounting to Rs. 1,000 was wrongly passed through sales book
with Rs. 100. '

3. Wages paid to Mohan was debited to Mohan with Rs. 1,000,
- Solation. Rectifying Journal Entries

Amount

Date _ FParticulars ' _ LF .
- Debit Credit
Rs. Rs.

1. | Profit & Loss Adjustment A/c Dr. | 700
To Anzar - . : 700
(Being decrease in the profit of last year)

2. Ramesh’s A/e Dr.: 900
To Profit & Loss Adjustment Alc ’ 900
(Being increase in the profit of the last year) :

3 Profit & Loss Adjustment Alc ) Dr, 1,000
To Mohan’s A/c - 1,600
(Being decrease in profit of the last year)

4, -Capital A/c - ~ Drn 800

To Profit & Loss Adjustment A/c 800
(Being transfer of the balance of profit and foss adjustment '
account o capital account)
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rSummarised Presentation of Errors and Their Logical Rectification |

Transactions

Wrong Treatment Correct Treatment Rectified Entry Rea.;'oning_
No. {Has been done) (Should have been done) ’
Errors of Omission

1. | Goods worth Rs. 2,000 returned by | No Entry RetumsInward A/c Dr. 2,000 | Returns Inward A/e Dr. 2,000 | Entry was omi&ed, correct entr}'
Keshwani were taken into stock but To Keshwani’s A/lc ~ 2,000| ToKeshwani’s Alc 2,000 | will be passed.
the transactions was not recorded in )
the books.

2. | Goods purchased from Darbara | Entry in Darbara| Purchases Alc Dr. 7,000 | Suspense A/c Dr. 7,000 | Credit in Darbara Singh’s A/c
Singh was recorded in the purchases | Singh’s A/¢is omitted | T, Darbara Singh’s Alc To Darbara Singh’s A/c was omitted, now rectified. Sus-
book but no entry was made in pense A/c debited because there

. . 7,000 7,000 N :
Darbara Singh's account. The pur- is no other Wrong A/c
" chases was worth Rs. 7,000
Errors In The Subsidiary Books ' '

3. | Purchases Book was undercast by | Undercasting of pur- [ It should have been comectly | Purchases A/c Dr. 1,000 | Debiting Purchases A/c will com-

Rs. 1,000 chases book totalted. ' To Suspense Alc 1,000 | pletethe total. Credited Suspense
Afc in the absence of any other
Wrong A/c
4. | Purchases Book was overcast by | Overcasting of pur- | It should have been comectly | Suspense Alc Dr. 100 | Crediting purchases A/c reduces
Rs. 100 chases book totalled. To Purchases Alc 10g | the total, Suspense Afc debited be-
e ' cause there is no other Wrong A/c
to be debited. '
- 5. | Sales Book wasundercast by Rs. 150 | Undercasting of sales | It should have been correctly | Suspense Alc Dr. 150 | Crediting Sales will increase its
book totalled. To Sales A/c 150 total. Suspense A/c debited be-
’ cause there is no other Wrong A/c
to be debited.

6. | Sales Book was overcast by Rs. 150 | Overcasting of sales | It should have been correctly | Sales Alc Dr. 150 Dibiting Sales Alc wiﬂjdeﬂwsem t;t:

. book totalled. balacne. Suspense A/c i
To Suspense Afe 150 because there is no Wrong A/c to
be credited.
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Rs. 600

Payable book

totalled.

To Suspense A/c 600

4
Q
S| Transactions Wrong Treatment Correct Treatment Rectified Entry Reasoning
No. (Has been done) (Should have been done)
7. | Returns Outward book was under- Underc.asting of | It should have been correctly | Suspense A/c Dr. 1,000| Crediting Returns Qutward A/c .
cast by Rs. 1,000 Returns outward book | totalled. " To Returns Outward Alc will increase total
. 1,000 )
" 8. | Purchases Retwrn book was overcast Overcasting of pur- | It should have been correctly | Purchases Return Alc Debiting Purchases Returti A/c
by Rs. 100 chases return book totalled. Dr. 100 | will reduce the total
To Suspense A/c 100
' 9. | Sales Keturn book was undercast by Undercasting of Sales | it should have been correctly | Return Inward A/c Debiting Returns Inward A/c will
Rs. 100 . Return book totalled. _Dr. 100 | increase the total
' To Suspense A/c 100
10. | Sales Return book was overcast by | Overcasting of Sales | It should have been correctly | Suspense A/c . Dr. 1,000 | Crediting Sales Return A/c will
Rs. 1,000 Return book totalled. ‘ To Sales Return A/c decrease the total
. 1,000
11. | Bills Reccivable book was undercast | Undercasting of Bills | It should have been correctly | Bills Receivable A/c Debiting Bill Receivable A/c will
: by Rs. 200 Receivable book totalled. Dr. 200 | increase the total
' To Suspense A/c  * 200
12. | Bills Receivable book was overcast | Overcasting of Bills | It should have been correctly | Suspense Afc Dr. 300 | Crediting Bills Receivable A/c
by Rs. 300 Receivable book totalled. To Bills Receivable A/c | will reduce the total
. 300 .
13. | Bills Payable book was undercast by | Undercasting of Bills | It should have been correctly | Suspense A/c Dr. 1,000 | Crediting Biils Payable A/c will
Rs. 1,000 Payable book totalled. To Biils Payable A/c increase the total
. 1,000
14. | Bills Payable book was overcast by | Undercasting of Bills | It should have been correctly | Bills Payable A/c  Dr. 600 { Debiting Bills Payable A/c will

. decrease the toral
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S. Transactions’ Wrong Treatment Correct Treatment Rectified Entry Reasoning
No. (Has been done) (Should have been done) !
Errors of Principles .
15, | Purchases of building was passed.| Purchases A/c Building A/c Dr. 80,000 | Building A/c Dr. 80,000 | Building A/c is debited as per
through purchases book amounting Dr. 80,000 To Bank A/c © 80,000 To Purchases Alc requirement of correct entry.
to Rs. 80,000 To Bank Alc ‘ 80,000 | Purchases A/c was wrongly deb-
- 80,000 m?d, so credited to rectify the
. | mistake
16. | Wages for the construction of build- | Wages A/c Dr. 20,000 | Building A/c Dr. 20,000 -Buildiné Alc ﬁr_ 20,000 | Building A/c is debited as per
fn.ghu‘;s ;’;;J:;g{z}d to wages account To Cash Afe To Cash Alc 20,000 To Wages Alc 20,000 requirement of correct entry.
with &s. 20, 20,000 - | Wagés Alc credited as it was
wrongly and unnecessarily deb-
ited
‘ 17. | Repairs to second hand building | Repairs A/c Dr. 18,000 | Building A/c Dr. 18,000 | Building A/c Dr. 18,000 | Building ‘A/c debited as per
was debited to repairs account with | o cach Ajc To Cash A/c’ 18,000 [ ToRepair Alc 18,000 | requircment of correct eatry.
Rs. 18,000 18.000 ' Repair A/c credited because it
’ was wrongly debited. -~
18. | Payment of wages to Ram Laf was | Ram Lal’s A/c Wages Afc . Dr. 3,000 Wages A/c Dr. 3,000 { Wages as an expenses will be
{ debited to his persoral account with Dr. 3,000 To Cash Alc 3,000 To Ram Lal's Alc debited. _ "
Rs. 3,000 ’ To Cash Alc 3,000 : : 3,000 | Ram Lal’s A/c will be credited,
- because it was wrongly debited.
19. 1 Rent paid to land lord was debited | Landlord's Personal A/c | Rent Alc Dr. 2,000 | Rent Ak Dr. 2,000 | Rent as an expense should be
to his personal account with Rs. 2,000| To Cash Arc 2,000 | To Landiord’s Personal A/c | correctly debited.
2.000 .o To Cash Alc 2,000 2,000 Landlo?'d’s Afc credited because
. . it was wrongly debited.

SILON
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Transactions

Wrong Treatment Correct Treatment Rectified Entry Reasoning

No. (Has been done) (Should have been done)

20. | Interest Received from Rajeev was | Cash A/c Dr. 300 Cash Afcl Dr. 3001 Rajeev's A/c Dr. 300 | Rajeev’s A/c debited, because it
credited to Rajeev’s account with | To Rajeev’s A/c | To Interest Alc 300 To lnterest Alc 300 | Was wrongly crodited.

s 300 300 | Interest as revenue should be cor-
. rectly credited,

21. | Amount of Rs. 2,000 withdrawn by | Trade Expenses Afc Drawings A/c Dr. 2,000 | Drawings Afe Dr. 2,000 | Drawings should be debited for
the proprietor for personal use was Dr. 2,000 | To Cash Alc 2,000| To Trade Expenses Ale | 800ds withdrawn by the propric-
wrongly debited to trade expenses ’ tor.

2,000
account. To Cash Ale ’ Trade Expenses A’c is credited
2,000 because it was unnecessarily deb-

22. | Mohan & Sons, dealers in furniture | No Entry It should have been recorded in Drawings A/c Dr. 4,000 | The entry was omitted at all, so
took a sofa set from the firm for their the books To Purchases Afc correct entry will be passed.
drawingroom. The cost of the sofa 4.000
was Rs. 4,000. The transaction was >
not recorded in the books.

Errors of Pns-ting at wrong side of
an Account

23. | Rentamounting to Rs. 900 paidwas | Rent A/c credited in- | Rent A/c Dr. 900 | Rent Alc Dr. 1,800 Kent A/c debited with double
credited to Rent Account. stead of being debited To Cash 900! ToS amount because, it was wrongly

o Cash Ale © Suspense Afe credited instead of being debited.
1,800 | crediting Cash Alecorrect so Sus-
pense A/c has been credited

24. | Discount amounting to Rs. 70 were | Discount A/c credited | Discount A/c ‘Dr. 70| Discount Aliowed A’c Dr. 70 | Discourt Allowed A/c should be

allowed 1o Mohan. It was correctly
entered in the cash book but cred-
ited to discount received account.

instead of debited

To Mohan A/c 70

Discount Received A/c Dr. 70
To Suspense Afc 140

correctly debited. Discount Re-
ceived A/c should be debited be-

cause it was wrbng]y credited.
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S. Transactions Wrong Treatment Correct Treatment Recitified Entry - Reasoning
No. (Has been done) (Should have been done)
Errors of recording in incorrect
subsidiary books . : -

25. | Goods sold to'Mohan for Rs. 3,700 | Purchases A/c Dr.3,700 | Mohan A/c Dr. 3,700 | Mohan’s A/c Dr. 7,400 | Mohan’s A/c debited with double
was wrongly passed through pur- To Mohan A/c To Sales Alc © 3,700 To Purchases A/e 3,700 | amount because. it was wrongly
chases book. credited through purchase book,

3,700 To Sales Ale 3.700 whereas it should have been
debited through Sales Book.
Purchases A/c credited because it
was wrongly debited.
Sales Afc credited because it
’ should have been correctly cred-
ited.

26. | Goods purcha.f;'ed Sfrom Masood for | Masood’s A/c Dr. 300 | Purchases A/c Dr. 300 | Purchases A/c Dr. 300 | Purchases A/c correctly debited.
Rs. 300 was passed through sales ToSalesA/e  300| ToMasood’s Alc 300 | Sales AJe Dr. 300 | Sales A/cisalso debited, because
book. : . ! , it was wrongly credited.

ToMasood's Ale 600 pacood’s Afe credited with
double amount because it was
debited instead of being credited.

27. | Goods returned by Kapil Dev for | Kapil Dev Aic Dr. 150 | Returns Inward A/e Dr. 150 | Retums Inward A/c Dr. 150 | Returns Inward correctly debited.
Rs. 130 were passed through returns | T Remyms Qutward | To Kapil Dev’s A/c 150 | Retumns Outward A/c Dr. 150 | Return Outward was wrongly
outward book Ae 150 To Kapil Dev’s Alc 100 credited so de‘blled 'here Kapil

Dev’s A/c credited with the total.

28. | Goods returned to Hirwani Jor Rs. | Hirwani’s A/c Dr. 600 [ Hirwani's A/c - Dr. 600 Sales Ale Pr. 600 | Sales A/c debited because it was

600 was passed through sales book. ToSales A/c 600 To Returns Qutward A/c 600 |  To Returns OQutward A/c wrongly credited Returns Outward
: T 600 Afc is credited because it shoutd

have been correctly credited but
omitted. .

SALON
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Transactions

Wrong Treatment

Correct Treatment ) Rectified Entry Reasoning

No. . (Has been done) (Should have been done)

Posting wrong amount in sabsidi- - .
ary books

29. | A sale of Rs. 480 to Ram was entered | Ram A/c Dr. 840 | Ram’s A/c Dr.480 | Sales Afc Dr. 360 | Ram’s A/c was over debited so

in the sales book as Rs, 840. ToSales A/c 840 | To Sales Alc 480 | ToRam'sAlc  Dr. 360 | credited with the excess. Sales
Afc was over credited so debited
the excess to correct the amount.

30. | An amount of Rs. 670 due from | Cash Alc Dr. 670 | Cash A/c Dr. 670 | Abidur Rehman’s A/c Abidur Rehman’s A/c must have
Abidur Rehman. Written off as bad | T, Abidur Rehman’s To Bad Debt Recovered Alc Dr. 670 | been closed, because it was writ-
in a previous year was recovered and - ten off as Bad Debts. It was
credited 1o the personal account of Ae 670 67? To Bad Debts Recovered Ale wrongly credited, so debited here.
Abidur Rekman. 670 | Bad Debts Recovered as revenue

is being credited.

31. | Bilis payable worth Rs. 1,508 | Bills Receivable A/c | Snedon’s A/c ‘ Dr. | Suspense A/c Dr. 1,650 | B/P should be rightly credited. B/
accepted in favour of Snedon was | debited instead of Bills | 1300 . To Bills Receivable A/c R credited because it was wrongly
passed through Bilis Receivable | Payahle A/c being cre- To Bills Payable A/c 1500 Dr. 150 debited. Snedon’s A/c need not be
book with Rs. 150 and Snedon’s | dited . ) disturbed because it is rightly deb-
account was correctly debited. To Bills Payable A/c ited.

1,500

32. | The total of one page of the sales | Total wrongly carried | It should hae been correctly | Sales A/c Dr. 198 | Sales A/c will be debited with the

book was carried forward to the | forward carried forward To Suspense A/c s 198 | excess it was credited. Suspense

next page as Rs. 2,785 instead of
Rs. 2,587.

A/c credited as there is no other
wrong account.

Sununoosy Ity



3.16 SUMMARY

'_ Errors and their Rectification

Mistakes committed in the accounting treatment knowmgly or unknowingly are known
as Errors. These errors may be regarding omission, commlssmn and principles.

Errors affecting Trial Balance ‘

(1) Errors of additions and substractions (2) Posting at the wrong side of an account (3)
Entering incorrect amount : (a) Incorrect copying : (i) Transposing figure (i¥) Sliding the
figure (3if) Doubling wrong figure. (5) Duplicate Posting (4) Errors of omission (5) Wrong
Posting in the Trial Balance.

Limitations of Trial Balance (Errors not affected or undetected by Trial Balance)

(1) Errors of omission in the books of original record (2) Errors of principles (3) Com-
pensating errors {4) Incorrect account in the original record (5) Posting to wrong account.

" 1. Errors of Omission -

If the entire transaction escapes from being recorded or transactions are partially re-
corded, it is known as Errors of omission.

2. Errors of Commission

Following errors constitute errors of commission :

(a) Recording wrong amount in the subsidiary books (b) Wrong totalling of subsidiary
books (c) Posting wrong amount in the ledger accounts () Posting at the wrong side of
ledger accounts (¢) Incorrect balancing of ledger accounts.

3. Errors'in the Subsidiary Books and their Rectification
(a) Errors of omission in the subsidiary books.

{b) Over-casting of suﬁsidiary books.

(¢) Under-casting of subsidiary books.

Errors in the subsidiary books can be rectified by opening Suspense A/c or without'

opening Suspense A/c. Suspense A/c is debited or credited in place of missing account or
for accounts having shorter balance as compared to their opposite corresponding account at
the debit or credit side.

4, Errors of Principles

Errors committed because of having incomplete and poor knowledge of Accounting
are known as Errors of Principles. Generally these errors relate to-the treatment of capital
expenditure and receipts as revenue expenditure or receipts and vice-versa.

While rectifying these errors following rules must be observed :

Building A/c should be debited for purchase of building, registration fee, purchase of
raw material for construction of building, payment of wages for construction, addition to
and extension of building and for repair to second hand building.

Machinery A/c is debited for purchase of machinery, freight and cartage on new ma-
chinery, installation charges of machinery and repair to second hand machinery.

In case of revc_enué expenditure, expenses A/c are debited instead of assets A/c such as
routine repairs renewals and maintenance of assets, '
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In case of revenue income, Revenue A/c will be credited instead of the person or party
from whom it has been received.

Ervors in the Treatment of Proprietors Withdrawal

Drawings A/c should be debited in the following cases ; ,

Amount or goods withdrawn/taken by the proprietor for personal, private, domestic
and residential use, payment from the business for expenses incurred for the benefit of the
proprietor or any other member of his family. '

5. Compensating Errors

If the effect of an error is neutralised by another error, it is said to be compensating
error.

While passing rectifying entries regarding errors in the subsidiary books the fol-

| lowing points must be taken into consideration :

Ifthe mistake has been committed in the subsidiary book, personal accounts mentioned
in the subsidiary book must be wrong, because posting in the Personal Accounts is.made
through subsidiary books. If mistake has been committed in the Personal Accounts the
subsidiary books may be correct.

Suspense Account _

It is an imaginary account used as a temporary measure to rectify mistakes. Later on

books of accounts are checked, errors are located, rectifying entries are passed and Sus-

| pense Account is closed. It should be noted that Suspense A/c is used to rectify those errors

which have been locafed after the trial balance has been prepared.
Utility of Suspense A/c. .
(i} SuSpense A;fc enables timely preparation of final accounts. '
 (if) Suspense Afc facilitates passing of rectifying entries.
(#if) Suspense Account facilitate completion of trial balance Suspense A/c as such is
the temporary panacea of all accounting troubles,
Rectification of errors before ledger accounts are closed

Maintenance and auditing of accounts is a continuing process. If errors are detected
before ledger accounts are closed, rectification of the error is made in the concerned ac-
count by debiting or crediting as per requirement. It should be noted that Suspense A/c is

‘not used for rectifying these types of error.

Rectification of errors after final accounts are prepared

Errors discovered after preparation of final accounts are rectified in such a way, that
profit or loss of the current year is not affected. In order to achieve this objective profit and
loss adjustment is debited or credited as the case may be. The final balance of Suspense A/
¢ is transferred to Capital Account, without disturbing current year’s profit.

REVIEW QUESTIONS -

A. Very Short Answer Type Questions :
1. Where will you transfer the total of Purchases book ?
2. Name the subsidiary books, whose balance is always debit.



3. Give two examples of errors of Principle.

4. Give two examples of Compensating errors. , .

5. Name four errors which cannot be disclosed by preparing Trial Balance.
B. Short Answer Type Questions : : 1.

1.
2.
3.
4.
-2

Explain the errors of principle and give two examples of such errors,
What is the purpose of preparing suspense account ?

Explain with example the meaning of error of principle.

What is meant by errors of ommission ? Give any one example.

What is Suspense Account ? When is it opened ?

C. Long Answer Type Questions :

1.
2.

Explain five errors regarding proprietor’s withdrawal.

Explain errors which are not detected by trial balance.

3. What is one sided emror ? Give two examples.
4.
5

. Explain errors of commission and give two examples of such errors with measures to rec-

What is a suspense account ? When is it opened and how is it closed ?

tify them.
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UNIT 4 DEPRECIATION

% STRUCTURE *

4.1 Objectives

4.2 Introduction

4.3 Methods of Calculating Depreciation
4.4 Provision

4.5 Reserves

46 Summary

4.1 OBJECTIVES

At the end of this unit, you should be able to : . .

« Understand the meaning of Depreciation, Obsolescence, Depletion, amortisation
and fluctuations.

+ Understand the causes responsible for deprecmtlon and appreciate provision for
depreciation. :

* Understand the stralght line method of providing deprematlon calculate deprecia-
tion and make its accouhnng treatment.

» Explain advantages, disadvantages and uses of straight line method.

» Understand the reducing balance method, calculate depreciation according to this
method and make its accounting treatment,

+ Explain advantages, disadvantagcs and uses of reducing balance method.

« Differentiate between fixed instalment and reducing balance method.

* Understand the meaning and types of Provision and reserve.

Differeritiate between Provision and Reserve.

4.2 INTRODUCTION

The concepts of Depreciation, Provisions and Reserves impact the accounting of the
company. It is important to understand them better so that they are properly treated in the
accounting process. There is a scope on committing mistakes regarding these aspects of
accounting. Hence, an accountant should be fairly comfortable to understand and treat these
items in the books of accounts. The complexity with these items is that they differ in their
calculation and treatment in different industry and businesses,

We will study these concepts in this chapter and their impact on the accounting. We
will also look into the fact that what precautions should be taken in accounting for these

| items to avoid mistakes.

Business is established for indefinite per »d. This is why, it acquires fixed assets for its
use. These assets increase the profit €arning vapacity. Fixed assets are constantly used in



the business. The assets lose their value gradually due to their constant use. Loss in the
_value and utility of assets due‘to their constant use and expiry of time is termed as deprecia-

tion. It has been our own experience that the furniture purchased for our own use in 2004

will lose a part of its value and lustre in 2005. Its value will further decrease in 2006 and so

its effectiveness and value will go on decreasing with the passage of time. This ‘wear and

tear’ is known as ‘Depreciation’ in-accounting :

Meaning and Definition

According to R.N, Carter, “Depreciation is gradual and permanent decrease in the
value of an asset from any cause”.

_ According to Accounting Standard, “Dep}-ec:‘at:'on is 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”.

According to Institute of Cost and Management Accounting London (ICMA) ter-
minology. “The depreciation is the diminution in intrinsic value of the asset due to use and/
or lapse of time”, '

According to Accounting Standard-6 issued by the Institute of Chartered Ac-
countants of India (in November 1987) every company is liable to make provision for
depreciation ori its fixed assets. '

Special Features of Depreciation
1. Depreciation is loss in the value of assets.
2. Loss should be gradual and constant.
3. Depreciation is the exhaution of the effective life of business, .
4. Depreciation is the normal feature.
5. Maintenance of assets is not depreciation.
6. It is continuing decrease in the value of assets.
7. It is the allocation of cost of assets to the period of its life.
Accountants have developed certain specific words to denote the loss in the value of
particular assets, other than depreciation. These words are as under :
1. Obsolescence/Dilapidation

Sometimes new inventions throw away the existing machines and equipments as obso-
lete (useless) although the old machines and equipments are not completely useless. The’
firm will have to replace the old machine and equipment with the latest, up-to-date and
newly invented machine and equipment. Loss duc to the obsolescence of the old machine
and equipment is known as ‘obsolescence’.

2. Depletion . .

The firm may possess certain mineral wehlth such as coal, oil, iron ore etc. The more
we extract mineral wealth from these mines the more mines are depleted. Decrease in
mineral wealth of the mines is termed as depletion. :

3. Amortisation ‘ _

The word ‘amortisation’ is used to show loss in the value of intangible assets. These
assets are goodwill, patents and prefiminary expenses etc. These assets are written off over
certain period. ‘

Depreciation
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4, Fluctuation .

Increase and decrease in the market value of assets is known as fluctuation. As we
record the value of these assets on historical basis, we do not pass any entry for the fluctua-
tions in the market valué of assets. In case of permanent fall in the value of investments
fluctuation may be recorded.

Causes for Depreciation
1. By constant use. The loss in the value, efficiency and utility of fixed assets due to its
constant use is termed as depreciation.
2. By expiry of time. The effective life of assets goes on decreasing with the passage of
time. If certain lease has been obtained for 20 years for Rs. 1,00,000, it will lose its

7’

1 | ' :
‘56 th, i.c., L—zl-a X 1,00,000} = Rs. 5,000 value at the end of the first year and so on.

At the end of 20th year it will become valueless.

3. By obsolescence. The old assets will become obsolete due to new inventions, im-
proved techniques and technological advancements.

4. By depletion. Loss of mineraj wealth due to constant working of mines is also depre-
ciation, but specifically known as ‘depletion’. Suppose a particular mine has got

- 1,00,000 tons of coal during st year, coal worth 5,000 tons have been extracted. The
loss of 5,000 tons of coal from mines is loss due to depletion. This is why, we charge
depreciation on these mineral wealth according to depletion method.

5. Permanent fall in price. Though fluctuations in the market value of fixed assets is
not recorded in the books. Sometimes we have to account for this loss such as perma-
nent fall in the value of investments.

_ 6. By abnormal factors. Depreciation may also be due to the loss in the value of assets
by accidents and damage. .
Depreciation in the value of assets in all the above cases is accounted for in the books
of accounts.

Objectives of Charging Depreciation
Recording depreciation in the books of accounts is essential due to the following rea-
sons : : |

1. For determination of net profit or net loss. Loss in the valué of assets is undoubt-
edly a business expense. It must be recorded and shown at the debit side of the profit
and loss account for the correct calculation of net profit or net loss. The ultimate
objective of accounting is to determine the correct net income. This objective will not
be achieved, unless we account for depreciation in the books of accounts.

2. For showing assets at fair and true value in the Balance Sheet. If depreciation is
not charged, the assets will be shown at value more than its actual value. The purpose
of recording assets is to show them at their true value. Provision for depreciation
reduces the value of assets with the amount of depreciation and assets are shown at
their true and fair value.

3.. Provision of funds for replacement of assets. The assets acquired and used in the
business will become useless after expit - of its estimated life or even before that, we
will have to replace the obsolete assets with another fresh asset. The replacement will



require funds. Proper method of deprecnaflon wﬂl make the funds avallable for the

purchase of fresh assets. . L

Ascertaining accurate cost of production Depreclanon on factory plant-and ma-
chinery is factory overhead. It will increase the cost of production‘and the price of the
commodity will be fixed at higher rates. In the absence of provision for depreciation,

' the sales price of the commodity will be fixed at lower rates, because cost of produc-

tion will also be lower due to ignorance of depreciation. Profit will thus be reduced.

Distribution of dividend out of profit only. Depreciation. is charged out of Profit
and loss account, so the profit after charging depreciation will be lesser. Shareholders
will get dividend out of this profit. If depréciatioh is not charged, the profit will be
more and the excess dividend will be paid out of capital, which should have been paid
out of profit.

Avoiding over payment of income tax. If depreciation is not charged, profit and loss
account will show more profit. We will have to pay more income tax on this profit, In
this way, the payment of tax will be definitely more than what it should have actuaily
been. The profit will reduce with the amount of depreciation, so lesser or the actual
income tax due will be paid. Provision for depreciation in this- way, avoids over pay-

_ment of income tax.

Factors Affecting the Amount of Depreciation

It is quite impossible to calculate the actual and accurate amount of depreciation. It can

always be estimated, though we try our best to be more accurate and correct. Following
factors have to be considered before estimation of the amount of depreciation,

- 1.

3.

Total cost of the assets. Value of assets is determined after adding all expenses of
acquiring, installing and constructing the assets. We should take into consideration
the total cost of assets for determining the rate and the amount of depreciation,

Estimated useful life of assets. The estimated working life of the assets may be
measured in terms of years, months, hours, output (units) or kilometres (for trucks).

In case of depreciation the value of assets is allocated over thc estimated useful life of

the asset. If expected life is more, the rate of depreciation will be lesser and vice versa.

Useful life of asset depends ﬁpon the following factors

(i) Predetermined by legal or contractual limits e.g., in case of leasehold asset, the |

useful life is the period of lease.
(i) The number of shifts for which asset is to be used.
(iif) Repair-'and maintenance policy of the business organisation.
(iv) Technological obsolescence.
(v) Innovation/improvement in production method.
(vi) Legal or other restrictions. - '

Estimated scrap value. It is the residual value, which is expected to be realised even
if the asset becomes obsolete. We shall have to make provision of the amount which
is the value of assets less its scrap value. Suppose we purchase a machine for

. Rs. 10,000, whose expected life is ten years, If the scrap value is Rs. 1,000, we will

have to arrange Rs. 9,000, i.e,, 10,000 — 1,000 in ten years. Every year will bear a
depreciation of Rs. 900, i.e., 9,000/10. If the scrap value in the above case is Rs. 2,000
depreciation to be charged will be Rs. 800 only.
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4. Chances to obsclescence. If the asset acduired is éxpected to be obsolete within !

s,

years, we will have to split its value over 5 years. If it will be obsolete within fou
years the value will be split over four years. It shows that the amount of depreciatior
charged every year will deqrease with comparatively remote chances of obsolescence

Addition to assets, Depreciation should be charged on the additions to the asset:
also. If book value of farniture on Jan, 1, 2006 is Rs. 10,000 and additions worth Rs
5,000 are made on July 1, 2006, Depreciation is to be charged @ 10%. We shall be
calculating depreciation on Rs. 10,000 for the whole year and on 5,000 for six months

Legal provisions. The rate and method of depreciation being used must be subject tc
legal provisions, Companies have to honour the legal provision with regard to depre

" ciation.

| DEPRECIATION |

Causes

Objectives

Factors Affecting

1. By constant use

2. By expiry of time

1. For de@ermination of
net profit or net loss

1. Total cost of the
Assets

3. By obsolescence

4. By depletion

5. Parmanent fall in
price

2. For showing asset at
fair and true value in
the Balance Sheet

2. Estimated useful life
of the assets

3. Prbvision of funds for
replacement of assets

3. Estimated scrap value

6. By abnormal factors

4, Ascertaining accurate
cost of production

4, Chances to
obsolescence

5. Addition to assets

5. Distribution of dividend
out of profit only .

6. Legal Provision

6. Avoiding over payment
of Income Tax

4.3 METHODS OF CALCULATING DEPRECIATION

on Original Cost

It is the simplest method of charging depreciation. The original cost of the asset is
divided by the estimated life pén'od of the asset. For example, if the value of asset is Rs.
20,000 and its useful life is estimated to be 10 years, the amount of depreciation to be
charged every year will be Rs. 2,000 i.e.,20,000/10. Depreciation to be charged every year
will be Rs. 2,000 or in other words, it will be fixed at Rs. 2,000 for every year. If we draw
a graph of depreciation of 10 years, we shall find it to be a straight line because depreciation
every year is the same i.e., Rs. 2,000.

1. Fixed or Equal Instaiment or Straight Line Method or Depreciation

In certain cases, we are also given the scrap or residual value of the assets. The term

residual or scrap value means the amount realised from the sale of obsolete asset.

In these cases, we use the-following \formula for the calculation of depreciation :




Annual depreciation

Cost of asset - Scrap value or Residual value or Breakup or salvage value
Expected or-estimated life of asset

Under straight line method, depreciation may also be determined by applying a fixed
rate to the original cost of the asset. ‘

Explanation of formula

- Cost of the assets. Cost of the assets means the original cost or the historical cost of the
asset. The cost includes the purchase price and the expenses incurred in acquiring (carriage,
cartage, freight on newly purchased asset), installation charge (in case of fixtures, plant and
machinery) construction charges (in case of building).

Scrap or residual or breakup or salvage value. The asset being used w1ll definitely
become obsolete sooner or latter, The asset can be disposed off, even if it is obsolete (use-
less) as a scrap. The amount fetched by scrapped asset is known as its residual value.

Estimated life of the asset. Whenever asset is acquired, the manufacturer generally
mentions thé estimated working life of the asset. It may be in years, months, days or hours
(in case of machines and equipments} in tons (in case of coal mines) in kilometres (in case
of truck) so on. If the estimated life is not mentioned by the manufacturer we can assume it
on the basis of our past experience or any scientific method.

Advantages of Straight Line Method
Straight line method of providing depreciation has got the following advantages :

1. Simplicity. This is the simplest method of providing depreciation. This can be easily
understpod even: by ordinary person. Calc lation of depreciation according to this
method is also very simple,

2. Assets can be completely written off. According to this method, assets can be writ-
ten off to zero. The depreciation is calculated on the original cost of the asset at the
specified rate, so the value of asset is fully split over the useful life of asset.

3. Knowledge of total depreciation charged. The amount of total depreciation charged
can be easily known by multiplying the yearly amount of depreciation with number of
years, the asset has been used.

4. Suitable for small firms. Straight line method is the most suitable method for small
firms. These firms use this method because it is easy, simple and suitable to the size
of the firms.

‘5. Suitable for firms having large number of old and new machines. The weaknesses
of this method are removed, if the firm has both old and new machines. More mainte-
nance charges on old machines and lesser on the new machines balance each other.

6. Useful for assets having lesser value. This method is the most suitable for charging
depreciation on assets of lesser value such as furniture, fixture and patents etc.

Disadvantages or Limitations of Straight Line Method
Straight line method suffers from the following weaknesses :

1. Undue pressure on final years. The final years of the life of the asset have to bear
more repairs and maintenance charges and also the same amount of depreciation,
whereas initial yéars have to suffer lesser repair charges.
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2. No provision for replacement. The amount charged as depreciation is retained in the

business and used in the routine affairs. The firm has to bother for making arrange-
ment of funds for the replacement of assets although depreciation has been charged
every year. ‘ .

3. Loss of interest. The amount of depreciation charged every year is not invested out-

side the firm, so no interest is received. In certain methods of depreciation, the amount
of depreciation is invested outside the business in securities and interest is received.

. Illogical method. It seems illogical to charge depreciation on the original cost of the
asset every year when the balance of the asset is declining year after year.

5. Unsuitable for assets having long-life and more value. This method is not suitable

for those assets which are subject to additions and extension from time to time, such-
as land and building and plant and machinery. It is not suitable for assets having more
value also.

Uses of Straight Line Method

Straight line method is suitable for those assets, which require lesser expenses on re-

pairs and maintenance. The method is also useful for assets of lesser value such as patents,

furniture etc. This method is also useful for those big manufacturing concerns who have got
a large number of machines. Some assets are very old and some of them are fresh. The
combined result of the depreciation on both the old and new machines and also repairs and
maintenance charges balance each other. In case of old machines, maintenance charges are
more but in case of new machines charges are lesser. More maintenance charges on oid
machines and lesser repairs on new balance each other.

The method is very simple, so most appropriate for small firms and assets of small value,
Its Accounting treatment is as under :

According to this method following _]oumal entries are passed :
1. For purchase of assets

Assets A/c Dr.

To Bank or Cash A/c
2. For depreciation on assets

Depreciation A/c Dr.

To Assets A/c
3. For sale of assets

Bank or Cash A/c Dr.

To Assets A/c ’

4. For loss on sale of assets

P/L Alc | Dr.

To Assets Alc '

The third and fourth entry regarding sale of asset or loss can be combined together :
Bank or Cash A/c Dr.
Loss on Sale of Assets A/c Dr.

To Assets Alc ,
Loss on sale of assets account will be closed by transfer to profit and loss account :
5. For profit on sale of assets '

Assets Alc : Dr.

To P/L Alc




Hiustration 1. (Straight Line Method : When rate is given), The purchase of, ﬁmiture
amounted to Rs. 4,000 and it is decided to write off 5 per cent on the original cost as
depreciation at the end of each year. Show the ledger account as it will appear during the

first four years. Pass journal entries also.

Solution,
Journal Entries
Amount
Date Particulars LF.
Debit Credit
Rs. Rs.
Ist year :
Jan. 1 Furniture Afc Dr. 4,000
To Bank A/c 4,000
(Being purchase of furniture) :
Dec. 31 | Depreciation Alc ' Dr. 200
To Furniture A/c _ 200
(Being depreciation on furniture @ 5% on Rs. 4,000)
2nd year .
Dec. 31 | Depreciation A/c Dr. 200
To Furniture A/c ' 200
(Being depreciation charged on fumiture @ 5% on -
Rs. 4,000)
3rd year . : )
Dec. 31 | Depreciation A/c Dr. 200
To Furniture A/c : _ 200
(Being depreciation charged on fumniture @ 5% on
Rs. 4,000)
4th year C
Dec. 31 | Depreciation A/c ) Dr. 200
To Furniture A/c - 200

(Being depreciation charged on furniture @ 5% on-
Rs. 4,000)

Explanation. As per the instructions of queétion, 'depreciatifm on furniture has to be
charged @ 5% on original cost. The original cost of the fumniture is Rs. 4,000, so deprecia-
tion on furniture will be charged every year on its original value, i.e., Rs. 4,000. This is |

why, every year Rs. 200 has been charged as depreciation.
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Furniture Account
Dy, ’ - ’ - - Cr.
Date | Particulars |JF. | Amount Date . Particulars JF.| Amount
NOTES ‘ : ' Rs. || Rs.
Ist year Ist year ' '
Jan. | To Bank A/c 4,000 Dec. 31 | By ]jépreciaﬁon Alc 200
' By Balance c/d , 3,800
4,000 ) 4,000
2nd year ' 2nd year —
Jan.1 | To Balance b/d 3,800 -| | Dec. 31 | By Depreciation A/c 200
' By Balance c/d 3,600
3,800 ' ' 3,800
3rd year 3rd year .
Jan. 1 To Balance b/d 3,600 Dec. 31 | By Depreciation Afc 200
‘ By Balance ¢/d 3,400
3,600 3,600
Ath year 4th year T
Jan.1 | To Balance b/d 3,400 || Dec.31 | By Depreciation A/c 1 200
' By Balance ¢/d 3,200
3,400 “ ~ - 3,400
5th year ' B
Jan. 1 To Balance b/d 3,200

Hlustration 2. (Straight Line Method : Original cost, expected life and scrap value).
On January 1, 2003 M/s Ram & Sons purchased a Machinery for Rs. 2,00,000. They
spent Rs. 12.000 on its freight and Rs. 8,000 for its installation. The expected life of the

useful life. Prepare machinery account and depreciation account for 3 years. Books of
Accounts are closed on December 31, every year. ‘

Solution.
X _ Machine Account .
h . Dr. . . - Cr.
.‘ Date Particulars | JF. | Amount Date Particulars JF. | Amount
- Rs. - _ , Rs.
2003 .2003 -
Jan.1 [To Bank A/c 2,20,000 | | Dec. 31 | By Depreciation A/c 20,000
Dec. 31 | By Balance c/d - 2,00,000
2,20,000 2,20,000
* 2004 ‘ . 2004 . e
Jan.1 | To Balance b/d 2,00,000( | Dec. 31 |By Depreciation A/c 20,000
Dec. 31 | By Balance ¢/d 1,80,000
, 2,00000]] ' 2,00,000
—— d e .. A =
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machine is 10 years. It is expected that the machine will be sold for Rs. 20,000 after its .. .



e U L P -
2005 | -1 ] - 3005 _ Depreclation
Jan.1 | To Balance b/d 1,80,000 | Dec. 31 | By Depreciation Alc 20,000

Dec. 31 | By Balance c/d 1,60,000 ’
1,80,00 . 1,80,000
: 0 . St NOTES
2006
Jan.1 |To Balance b/d|. 1,60,000 '
Depreciatibn Account o

Dr. _ a . Cr

Date Particulars | JF. | Amount Date FParticulars * JF. | Amount
Rs. Rs.
2003 _ 2003
Dec. 31 | To Machine A/c 20,000 Dec.31 [ByP/L AL | 20,000
2004 2004 ' e
Dec. 31| To Machine A/c 20,000 || Dec.31 |ByP/L Alc 20,000
2005 2005
Dec. 31| To Machine A/c 20,000 Dec. 3‘1 By F/L Afc 20,000
Working Note : :
Calculation of Depreciation :
Cost of machine - Scrap value  2,20,000 - 20,000
: P - = Rs. 20,000,
Expected life of machinery 10

Mustration 3. (Straight Line Method : Additions to assets). On Ist January, 2001 a

Company bought Plant and Machinery costing Rs. 35,000. It is estimated that its working

life is 10 years, at the end of which it will fetch Rs. 5,000. Additions are made on st

January, 2002 to the value of Rs. 20,000 (Residual value Rs. 2,000). More additions are

made on July 1, 2003 to the vaiue of Rs. {0,000. (Breakup value Rs. 1,000). The wrkmg

life of both the additional Plants and Machinery is 20 years.

Show the Plant and Machinery account for the first four years, if depreciation is written
off according to Straight Line Method. The accounts are closed on 31st December every
year. ' ’
Scolution. ,-
. Plant and Machinery Account
Dr. ' o , Cr.
Date Particulars {JF. | Amount Date Particulars JF.| Amount’
Rs. Rs.
2001 2001 | .
Jan.1 |ToBank Alc 35,000 || Dec.31 | By Depreciation A/c 3,000 .
’ Dec. 31 | By Balance ¢/d 32,000
I 35,000 35,000
-, . Self-Instructional Material 91



Financial Accounting _2&)' " R T _2&2'" T - T T T T
' Jan. 1. | To Balance b/d 32,000- | - Dec. 31 | By Depreciation A/c
Jan.1 { To Bank A/c ‘ 20,000 | - (HRs. 3,000
(@Rs, 900
NOTES ) ! . 3,900
. . : Dec. 31 | By Balance ¢/d
‘ () Rs. 29,000
(iHRs. 19,100
, 48,100
52,000 52,000
2003 o 2003
Jan.1 | ToBalanceb/d | - Dec. 31 | By Depreciation A/c
' (¢) Rs. 29,000 (i) Rs. 3,000
. : (i) Rs. 19,100 (i) Rs. 900
- , « | 48,100 (i Rs. 225
July 1 | To Bank A/c 10,000 {for 6 months 4,125
X Dec. 31 | By Balance c/d o
() Rs. 26,000
(if) Rs. 18,200
(i) Rs. 9,775 53,975
: 58,100 ’ , 58,100
2004 . ' 2004 | '
Jan.1 | To Balance b/d Dec. 31 | By Depreciation A/c
(i) Rs. 26,000 _ (&) Rs. 3,000
(ify Rs. 18,200 (@ Rs. 900
(iii} Rs. 9,775 53,975 (ti) Rs. 450 . 4,350
Dec. 31 | By Balance ¢/d -
() Rs. 23,000
(if) Rs. 17,300
. _ (i) Rs. 9,325 49,625
53,975 : -53,975
2005 A
Jan. 1 To Balarce b/d
" () Rs. 23,000
(¢} Rs. 17,300
(i) Rs. 9,325 | 49,625
Notes 1, Calculation of Depreciation = Cost of Plant and Ma(fhme.ry - Residual value
Working life
Rs. 35,000 - Rs. 5,000 30,000
()= 10 years =0 = Rs. 3,000 per yeaxj.
_ Rs.20,000-Rs. 2,000 18,000 .
(2)_ = 20 years = "0 = Rs. 900 per year
_ Rs. 10,000 - Rs. 1,000 9,000 . )
3= | 20 years =" = Rs. 450 per year. .
-2, The amount of depreciation on all the three machines will be ascertained separately as
above, :
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Hlustration 4. (Straight Line Method : Sale of assets). On Ist July 2003 Raj & Co.,
purchased machinery worth Rs. 40,000, On st July, 2005 it buys additional machinery
worth Rs. 10,000. On 30th June, 2006 half of the machinery purchased on 1st July, 2003 is
sold for Rs. 9,500. The company writes off 10% on the ongmai cost. The accounts are
closed every year on 315t December.

Show the machinery account for four years, Accounts are closed on December 31,.

every year.
“Solution,
Machinery Account
Dr. ' Cr.
Date Particulars |JF. | Amount Date Particulars JF.| Amount
Rs. Rs.
2003 2003 _
Julyl [ To Bank Afc 40,000 Dec. 31 | By Depreciation
(On 40,000 for 2,000
six months}
Dec. 31 { By Balance c/d 38,000
40,000 40,000
2004 - 2004 . .
Jan.1 | To Balance b/d 38,000 Dec. 31 | By Depreciation
: _ {On 40,000 for
one year) 4,000
Dec. 31 | By Balance ¢/d 34,000
138,000 || 38,000
2005 . 2005
-Jan. 1 | To Balance b/d 34,000 Dec. 31 | By Depreciation
July 1 | ToBank A/c 10,000 {On 40,000 for
one year and on °
10,000 for six
maonths) 4,500
. Dee. 31 | By Balance ¢/d 39,500
44,000 ' 44,000
2006 2006 -
Jan.1 | To Batance b/d 39,500 ({ June3Q {ByBank A/c - 9,500
By Depreciation  —
(On 20,000 for i
six months) 1,000
By profit and Loss 4,500
Dec. 31 | By Depreciation
o {On 20,000 for
one year + On
" 10,000 for one
_year) 3,000
Dec. 31 { By Balance ¢/d 21,500
39,500 39,500
2007
Jan, 1 To Balance b/d 21,500

Depréciation
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Notes. (i} Calculation of loss on sale of Machinery : : ~ Rs. .
Book value of full machine {on July 1, 2003) = 40,000
. l . .
Book value of half machinery (on July 1,2003) =40,000x - = 20,000
* Less : Depreciation on half machinery @ 10% on straight lme mcthod
2003 (July 1—Dec. 31) 1,000
2004 (for full year) 2,000
2005 (for full year) 2,000
2006 (Jan. 1-—June 30) 1,000 . . 6,000
Book value as on June 30, 2006 14,000
Less : Amount received from sale 9,500
Loss on sale of machinery . 4,500
(ii) Journal entry for sale of machinery :
2006 .
June30, Bank Alc Dr, 9,500 A
Profit and Loss Afc Dr. 4,500
Depreciation A/c ~ Dr. 1,000
To Machinery A/c 15,000

Calculation of Depreciation on Additions to Asset

Business is a continuing activity, so we may pui‘chase additional assets or we may add
to the existing assets. Addition to the fixed assets, such as land and building, plant and
machinery, vehicles and furniture etc., are capital expenditure. It will increase the value of
assets, so depreciation will also be charged on these additions. Depreciation on addn‘.xons
will be charged since the date of additions at the specified rate.

For example, if addition to machinery worth Rs. 20,000 on July 1, 2005, will be depre-
ciated at the rate of 10% (specified) for six months together with the depreciation on the
book value of ¢ld machinery, depreciation on the additions during the first year will be the
same under straight line or written down value method.

Treatment of Sale of Asset

The firm may sell asset, if it is obsolete. It may also be sold when it is not in perfect
order. The disposal of asset will take place, when purchase of fresh, up-to-date asset is
made and the old asset becomes unwanted. In any case, the sale of asset has to be accounted
for. The treatment of asset in case of sale will be made as under :

Treatment of Sale of Asset
(i) If asset is sold at the book value
Bank A/c Dr.
To Asset A/c .
(#7) If the asset is sold at lesser than book value (loss)
Bank A/c Dr.
Profit a';ld Loss A/c . Dr.
| oA
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a -(-IIB- I,?tltl-e- ;;s; i‘;—sad_t-';r_ m;-rc_il;n_t-h:b;;;v;fH: __________
Bank A/c Dr.
To Asset Alc '
To Profit and Loss A/c

2. Diminishing or Written Down Balance Method

This method has been developed to remove the short comings of straight line method.
"Equal amount of depreciation is charged every year under straight line method. The method
-is criticised for showing disfavour to final years of the life of the assets. During final years
srepairs and maintenance charges are more but the depreciation is the same. It shows that the

final years are over burdened with charges. Diminishiné balance method was developed to
sremedy the weakness of straight line method.

Under the diminishing balarice method, the value of asset upon which depreciation is to
=be calculated goes on diminishing, so the amount of depreciation to be charged every year
=also goes on declining. For example, if a machine has been acquired for Rs. 1,00,000 and

depreciation is charged @ 10% according to written down value method the depreciation to
be charged will be made as under : '

. o 10 .
1st year on Rs. 1,00,000 @ 10% = 1—06 x 1,00,000 = Rs. 10,000

' ' : 10
2nd year on Rs. 90,000, i.e.,, Rs. 1,00,000 - 10,000 = 90,300 x 1_56 =Rs. 9,000

10 -
3rd year on Rs. 81.000, i.e,, Rs. 90,000 - 9,000 = 81,000 x 100 = Rs. 8,100

-

) 10 :
4th year on Rs. 72,900, i.e., Rs.-81,000 - 8,100 = 72,900 x 100 = Rs. 7,290.

and so on. _ _

‘[t will be observed from the above calculation that the balance of machine upon which
depreciation is being calculated goes on diminishing or reducing or it is being written down.
It should also be noted that the amount of depreciation goes on declining year after year. In
the first year it was Rs. 10,000, in the second year, it came down to Rs. 9,000. It reduced
further to Rs. §,100 in the third year. In the 4th year, it remained only Rs. 7,290, In this
way, depreciation will go on declining year after year.

Advantages of Diminishing Balance/Written Down Value Method

Diminishing balance method has got the following advantages :

1. Easy calculation. Calculation of depreciation is easier as compared to other methods
of calculating depreciation except straight line method. Depreciation is calculated
every year on the opening balance of asset. Depreciation on additions is separately
calculated,

Depreciation
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Financial Accounting 2. Balanced effect on the profit and loss account of different years. In the initia
years depreciation is more and the maintenance charges are lesser. In the final years
depreciation is lesser but repairs and maintenance charges are more, so every yean
bears the charges almost the same as regards depreciation and maintenance. '

3. Approved method by income tax authorities. The method is approved by income-
tax authorities.’

4. Logical method. It seems logical even to layman that the value of asset goes o
diminishing year after year, so the depreciation should also be charged on the reduc-
ing balances. '

y 5. Suitable for assets having long-life. This method is suitable for those assets whichs

have long-life. It is also suitable for those assets, where additions and extensions are-

common feature, such as land, building and plant and machinery.

" NOTES

Disadvantages or Limitation of the Diminishing Balance Method
Diminishing balance method of providing depreciation suffers from following weak-
| nesses :

1. The value of asset cannot be reduced to zero. It is very difficult to determine the-
rate by which the value of asset could be written down to zero:

2. No funds for replacement, Though depreciation is charged every year but the amount

- charged is retained in the business and used in routine business operations. At the
time of replacing assets, firm has to bother for making arrangement of funds, al-
though it has charged depreciation every year.

3. Loss of interest. The amount charged as depreciation is not invested outside the busi-

' ness, 50 no interest is received. In certain methods, the amount is invested outside the
business in securities and interest is received. _

4. Higher rate of depreciation. The rate of depreciation in this method is hi gher, be-
cause it will require longer period to write off the asset, if the rate’is lower and the
assets may become useless earlier.

5. Inequal burden on profit and loss account. The amount of depreciation goes on
declining year after year, whereas the asset is used equally by every year. ,

Uses of Diminishing Balance Method

Diminishing balance is the method for assets havihg long-life. 1t is also suitable for
those assets which are subject to additions and extensions from time to tlmc such as land
and building, plant and machinery etc.

leference between Straight Line and Dtmmlshmg Balance Method
Difference between straight linc and diminishing balance method can be made as

under :
Points of Difference Straight Line Method Diminishing Balance Method .
1, Amount of Equal amount of depreciation is The amount of depreciation goes
Depreciation charged every year. - on reducing year after year.
2. Calculation of Depreciation is calculated on the Depreciation is calculated on the
Depreciation original cost of the assets. reducing balance of asset.
______________________________ —
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and loss account

3, Zero level The value of assets can be writ- The value of assets cannot be
ten down to 2ero, written down to zero.
4, Effect on profit The initial years of the life of the Every year bears almost the

asset bear lesser amount as depre-
ciation and repairs but final years
bear the same amount of deprecia-
‘tion but no repairs and maintcnance
charges.

same charges. Depreciation goes on
declining, whereas repairs and
maintenance charges go on increas-

ing.

5. Suitability

This method is useful for assets
of lesser value such as patents, fur-
niture and fixtures etc.

The method is suitable for assets
having longer life and more value
such as land and building, plant and
machinery etc.

6. Recognition by
Income tax law

_ Straight line method is not rec-
ognised by Income tax law.

Written down value method is
recognised by Income tax law.

Hllustration 5. (Diminishing Balance Method) : Sale of assets). Kaushal Traders pur-
chased a second hand machinery on lst January, 2002 for Rs. 23,000 and spent Rs. 2,000
on its repairs. It was decided to depreciate the machinery at 20% every year, according to
diminishing balance method. Prepare the machinery account from 2002 to 2004 and show
profitor loss as it was sold on 31st December, 2004 for Rs. 10,800. The accounts are closed
on December 31 every year. . ‘

Solution. Dimirnishing Balance Method
Machinery Account
Dr. Cr.
" Date | Particulars  |JF. | Amount Date Particulars JF.| Amount
Rs. Rs.
2002 2002
Jan. 1 To Bank A/c 23,000 Dec. 31 |By Depreciation A/c 5,000
To Bank A/c 2,000 Dec. 31 |By Balance ¢/d 20,000
(Repairs} -
' 25,000 25,000
2003 2003
Jan. 1 To Balance b/d 20,000 Dec. 31 |By Depreciation Af/c 4,000
By Balance ¢/d 16,000
20,000 20,000
2004 2004
Jan.1 |To Balance b/d 16,000 Dec. 31 [By Depreciation A/c 3,200
' Dec. 31 |By Bank A/c 10,800
Dec. 31 |By Profit & Loss 2,000
{Loss on sale)
16,000 16,000

Depreciation
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Note. The amount of depreciation has been calculated @ 20% on diminishing (reducing)
balances of machinery. In 2002, depreciation has been calculated on 25,000. Amount spenton
repairs to second hand machinery is capital expenditure. It was necessary to bring the old
machinery in working order. It is the part of the cost of machinery, so it has been added to its
cost, The balance of machinery reduced to Rs, 20,000 in 2003 and further reduced to Rs.
16,000 in 2004, so depreciation for 2003 has been calculated on 20,000 and for 2004 on Rs.
16,000. )

Loss on sale of machinery has been calculated as under : -

Book value of machinery as on J anuary 1, 2002 Rs. 25,000
Less . Depreciation :
2002 (for full year) 5,000
2003 (for full year) 4,000
2004 (for ful) year) 3,200
12,200
Book value of machinery as on December 31, 2004 | 12,800
- Less : Amount received from sale of machinery 10,800
Loss on sale of machinery 2,000

Hlustration 6. (Diminishing Balance : Assets sold partly}. A company whose account
ing year is the-calendar year purchased on Ist April, 2001 machinery costing Rs. 30,000

It further purchased machinery on 1st October, 2001 costing Rs. 20,000 and on I
July, 2002 costing Rs. 10,600.

On I January, 2003 one-third of the machinery which was installed on ]“Apn! 200
became obsolete and was sold for Rs. 3,000.

Show how the machinery account would appear in the books of company. The depre
ciation is charged at 10% p.a. on Written Down Value Method.

Solution. 'Written Down Value Method
Machinery Account
Dr. : ' Cr
Date Particulars  \J.F. | Amount Date Particulars JF.| Amount
Rs. ’ &s.
2001 : 2001 :
"April I | To Bank A/c 30,000 Dec. 31 | By Depreciation A/c 2,750
Oct. 1 | ToBank A/c 20,000 Dec. 31 | By Balance ¢/d 47,250
50,000 50,000 .
2002 , ' 2002 .
Jan.1 | To Balance b/d 47,250 || Dec. 31 | By Depreciation Alc 5,225
_ July 1 - | To Bank A/c 10,000 | By Balance ¢/d | 52,025
' ' 57,250 _ | 57,250
2003 ' 2003 | -
Jan. 1 To Balance b/d .| 52,025 Jan. 1 |ByBank A/c 3,000
Jan. 1 |ByP &1L Alc (Loss) 5,325
Dec. 31 | By Depreciation A/c 4,370
Dec. 31 | By Balance c/d 39,330
52,025 ' 52,025
2004 ‘
Jan. 1 To Balance b/d 39,330




Working Notes ;

(/) Calculation of depreciation for year 2003 : ' Rs.
Total Written Down Value as on January 1, 2003 : 52,025
Less : Written Down Value of 1/3rd of

plant sold (10,000 — 750 -.925) -- 8,325
Written down value of remaining machine . - 43,700
Depreciation at 10% on Written Down Value (41 700 x «i-la%) 4370

(i) Calcnlation: of loss on sale of machinery :
Book value of 1/3rd machinery purchased on April 1, 2001 ason J anuary 1,2003

(10,000 - 750 - 925) 8,325
Less : Amount received from sale: (-) 3,000
Loss on sale of machinery : 5,325

Hlustration 7. (Diminishing Balance : Sale of assets). A manufacturing concern, whose
books are closed on 31** December, purchased machinery for Rs. 50,000 on 1- 1-2000.
' Additional machinery was acquired for Rs. 10,000 on 1-7-2001 and for Rs. 16,061 on 1 -1-
2004. Certain machinery purchased for Rs. 10,000 on 1-1-2000 was sold for Rs. 5,000 on
30-6-2003. ‘
Give the machinery account for 5 years. Depreciation is written oﬁr at 10% per annum
on written down value method. :

Solution. Written Down Value Method
Machinery Account
Dr. ' ) Cr.
Date Particulars |JF. | Amount Date Particulars JF.| Amount
Rs.. ‘ Rs.
2000 0 2000 )
Jan 1 To Bank A/c 50,000 Dec. 31 | By Depreciation A/c 5,000
Dec. 31 | By Balance c/d 435,000
50,000 50,000
2001 - i : 2001 .
Jan. 1 | To Balance b/d 45,000 Dec. 31 | By Depreciation A/c 5,000
July 1 | To Bank Alc 10,000 || Dec.31 |By Balance c/d 50,000
’ 55,000 . 55,000
2002 2002 :
Jan. 1 To Balance b/d 50,000 Dec. 31 | By Depreciation A/c . 5,000
: Dec. 31 | By Balance b/d 45,000
50,000 :50,000
2003 ' 2003 _
Jan. 1 To Bank b/d 45,000 June 30 | By Bank A/c 5,000
June 30 | By Profit & Loss A/c 1,925
—J Dec. 31J By Depreciation A/c 4,136

Depreciation
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R "~ ] 7 7| Dec.3t [ByBalancebid | | 13,919
45,000 45,000
2004 12004
Jan1 | To Balance b/d 33,939 Dec. 31 | By Depreciation Afc 5,000
Jan1 | To Bank A/c 16,061 Dec. 31 | By Balance ¢/d 45,000
.| 50,000 ' 50,000
2005 |
Jan.1 | To Balance b/d 45,000
Working Notes )
(i) Calculation of loss on sale of machinery ' ' Rs.
Book value of machinery as on January 1, 2000 - 10,000
Less : Depreciation according to diminishing balance method :
2008 {for full year) . 1,000
2001 (for full year) 900
2002 (for full year) ’ 810
2003 (for six months) 365 : :
i _ . 3,075
Book Value of Machine sold as on June 30, 2003 6,925
Less : Amount received fron: sale : {-) 5,000
Loss on sale of machine . 1,925
(i) Calculation of depreciation for the year 2003 ; —_—
Book value of all machineries as on January 1, 2003 45,000
Less : Book value of machinery to be sold as on January, 1, 2003 - (-) 7,290
' o 37,710
Depreciation on 37,710 @ 10% for full year 3,171 '
Add : Depreciation on 7,290 @ 10% for six months 365
Total depreciation for 2003 | - 4,136

Replacement Cost Method

Under this method an asset is depreciated over a period of time and a fund is main-
tained for the replacement of that asset by the amount of decreasing its value. For example,
if there is an asset purchased on 1st Jan. 2008 for Rs. 10,00,000 and straight line method is
applied at 10% then at the end of the year 2008 the depreciation will be Rs. 1,00,000. The
company will maintain a fund for the replacement of the asset with Rs. 1,00,000 as balance
at the end of the year 2008. This means that the amount depreciated is set aside in the form
of a fund for future replacement of the asset.

4.4 PROVISION

Provision is a charge against profit to mect certain known liabilities or contingencies. It is
an specific reserve and must be maintained, whether there is profit or loss. Prowsmn is created
for a definite object such as :

Special Features of Provision : It is maintamed :




(i) To meet known losses, e.g., depreciation, heavy repairs and renewals.

(#7) To meet expected contigency, e.g., doubtful debts, discount on debtors, liability for
disputed claim, any contingent liability under Workmen’s Compensation Act.

(iii) To meet un outstanding liability such as outstandmg salaries, wages, rent and in-
come tax etc.

Provision or Specific reserve is not surplus. It is not represented by any asset. Provision is |

not available for distribution among shareholders. If the provision exceeds the required amount
the excess is treated as reserve.

Provisions or specific reserve is deducted from the assets in the Balance Sheet. Depre-
ciation is deducted from concerned assets. Provision for bad debts and discounts are de-
ducted from debtors. Reserve for outstanding liabilities such as outstanding expenses are
shown at the liabilities side.

1. Provision for bad and doubtful debts. It is created to meet any future loss, if the
debtors fail to pay the whole or part of the debt, owing by them. The amount set aside for
this provision is charged out of the current year’s profit and loss account. The logic behind
it is that debtors also belong to current year and we are conservative in this matter.

- Provision for doubtful debts is posted at the debit side of profit and loss account. This
provision for doubtful debts is also deducted from sundry debtors at the assets side of the
Balance Sheet. In the next year, if there is actual bad debts, it will be charged from the
provision for doubtful debts.

2. Provision for discount an debtors. 1t is a trade practice that when debtors make
immediate payment or payment at an early date, we allow them discount at certain rate. As
it is customary trade practice, it seems to be judicious that we should make provision for
discount on debtors. As the provision for discount on debtors relates to current year’s debt-

ors so it should be charged out of current year’s profit and loss account. The provision for |

discount on debtors will be deducted from sundry debtors at the assets side of the Balance
Sheet.
It may also be argued that provision of discount on debtors should not be maintained at

the end of the year because debtors may not take advantage cf this cash discount. Moreo- .

ver, discount is allowed to those debtors who make payment before the due date.

The amount of the provision for discount on debtors is calculated on debtors. If further
bad debts and provision for doubtful debts are also to be created, this provision will be
calculated after deducting both further bad debts and provision for bad debts from debtors.

3. Provision for taxation, Taxes have to be paid to the Government on the profit of the

current year in the following assessment year. It seems necessary that certain specific amount”

for this known liability must be set aside out of the profit and loss account of the current
year to make payment of the taxes. The amount set a side for this purpose will be debited to
profit and foss account. It will also be shown at the liability side of the current year, because
the amount is still payable.

During the next year, taxes of the current year will be paid. For making payment of
taxes, we shall debit provision for taxes account and credit Bank account, The balance of
provision for taxation account will be shown at the liabilities, so far its balance exists.

Provision for taxation may be treated as both, the current or non-current liability. If it is
assumed to be non-current liability previous year’s provision for taxation will be paid dur-
ing the current year. Taxes payable on the profits of the current year will be charged out of
the profit and loss account of the current year.

Depreciation
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Accounting Treatment of Provisions
Provisions are charged against profit. Provisions are created by debiting profit and

loss account for specific and known contingency or expected loss; e.g., provision for doubt-
ful debts, provision for discount on debtors and provision for taxation etc. A definite sumis

" charged every year out of profit and loss account to meet the known contingency. Provi-

sions account should be compulisorily posted at the debit side of profit and loss accunt,
whether the firm earns profit or suffers loss. ' '
The provisions are generally shown at the assets side of Balance Sheet by way of de-
ducting it from concemed assets. Provision for doubtful debts and provision for discount
on debtors are shown by way of deduction from debtors on the assets side of the Balance
Sheet. It may sometimes be shown at the liabilities side also, i.e., provision for taxation.
Making provision is must but making reserves is discretionary as a matter of financial
prudernice and subject to profit. '
Provision for doubtful debts generally has old balance. The old provision is deducted
from the total of bad debts and new provision at the debit side of profit and loss account. In
case old provision exceeds the total of bad debts and new provision, the treatment should
preferably be made at the credit side of profit and loss account, where the total of bad debts

"and new provision should be deducted from old provision.

4.5 RESERVES

Generally an ordinary person understands by the term “reserve” that something has
been kept a part for emergency. From accountancy point of view “reserve” means the part
of profit retained for any known or unknown contingency, liability or decrease in the value
of asset. American Institute of Accounting views, “The use of the term reserve be limited to
indicate that an undivided part of the asset is being held or retained for general or specific
reserve”, -

1t is the appropriation of profit. It is created out of undistributed profit. General reserve
is also known as “free reserve” or “revenue reserve”, It is created to meet unforeseen future
uncertainties. The general reserve is maintained to meet unknown liability or contingency
or commitment.

General reserve is a source of internal financing. It is the retained profit and technically
known as ‘ploughing back of profit’. If the reserve would not have been maintained the
profit would have been distributed among shareholders as dividend and the amount would

| have gone outside the business. In case of general reserve profit and loss account shows a

credit balance. The debit balance of profit and loss account {loss) and general reserve can-
not exist simultaneously, :

It is not compulsory and binding upon business to maintain general reserve. The com-
panies act does not make it obligatory to set aside a certain sum of money for gencral
reserve. It may be created if the management thinks it advisable and the profit are suffj-
cient. It should once more be noted that it is the appropriation of profit not a charge.

Broad classification of Reserve .

Reserves are broadly classified as (1) Capital Reserve (2) Revenue Reserve (3)
General Reserve (4) Specific Reserve and (5) Secret Reserve.

1. Capital Reserve. Capital Reserve is a gain which arises either on sale of long term,
assets oy in the settlement of liabilities. The transaction is of capital nature. Capital Re-



[ ] *

serve acts as"an accounting mechanism for conserving profits. It imparts an element of
stability to the overall finance of a business enterprise. Allocation of revenue reserve may
be made to capital reserve due to legal obligations. Capital reserve does not include any
lree balance which might be used for distribution of profits. '

Depreciation

Capital profits arises from the following : NOTES

—Issue of shares at premium

—Profits emerging from revaluation of fixed assets after observing all restrictions. .

—Profits accruing on sale of fixed assets, - '

—Premium on issue of shares and debentures

——-Proﬁt on redemption of debenture

— Balance of forfeited shares A/c

—Profit prior to incorporation

—Creation of Capital Redemption reserve upon the redemption of preference shares.

2. Revenue Reserve. These reserves are created out of revenue profit which are usu-
ally distributable profits. In other words, it is the profit which has been withheld from
paying dividend out of the total distributable profit.

Examples of Revenue Reserve are :

—General reserve

—Dividend equalization reserve

—-Debenture redemption reserve.
Distinction between Revenue Reserve and Capital Reserve

Basis Revetue Reserve . Capital Reserve

1, Source It is created out of revenue profit. It is created out of capital gains.

2. Dividend It can be used for distribution of dividend. It cannot be used for distribution of

. dividend.

1. Objective It is created to meet future contingencies It is created as a legal requirement or
or for some specific purpose. accounting practice.

4, Usage 1t can be used for revenue as well as capital 1t can only be used for setting off
purposes. - capital losses or other purposes specified

by taw.

3. General Reserve. It is that portion of profit, which is retained for the improvement
of the overall financial status of an enterprise and to improve its health in general.

The creation and maintenance of general reverse helps in realizing certain well recog-

nized purposes especially from the view point of financial management. In other words, the
™ reserve, which is not created for any specific purpose is kmown as General Reserve. For

example Reserve, general reserve. Reserve Fund and Contigency reserve etc.
Immportance of General Reserve

— Improvement of the general financial position of the business by conserving re-
sources.

—Arrangement for meeting unforeseen and abnormal losses irrespective of their nature.
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Disadvantages or Limitation of Written Down Value Method

(1) The value of assets cannot be reduced to zero (2) No funds tor replacement (3) Loss
of interest (4) Higher rate of depreciation (5) Inequal burden on Profit and Loss account.
Points of Difference between Strﬁight Line and Reducing Balance Method

(1) Amount of depreciation (2) Calculation of depreciation (3) Zero level (4) Effect on
Profit and Loss A/c (5) Suitability (6) Recognisation by Income tax law. '
Method of Recofding Depreciation

A. By charging depreciation to assets Account or not maintaining Provision for depre-
ciation A/c. .

B. By creating or mamtamlng provision for depreciation A/c or Accumulated Depre-
ciation Alc.
Provision

Charge against Profit to meet certain known liabilities or contingencies is known as
Provision. It is a specific reserve and must be maintained, whether there is Profit or loss.

Provision is created for definite purpose, such as :

() Known losses (i) Expected contingency (iif) Outstanding liability.
Examples :
(1) Provision for bad and doubtful debts

(2) Provision for discount on debtors - ‘

(3) Provision for taxation. '

(4) Provision for outstanding liabilities.

Reserve ‘ ‘

Reserve means part of profit retained for any known or unknown contingency, liability
or-decrease in the value of asset, It is appropriation of Profit.

Broad Classification of Reserve _

(@) Capital Reserve. Gain arising either on sale of long term asset or settlement of
liabilities is known as capital reserve. It consists of securities premium, Profit on revalua-
tion or sale of fixed assets, profit prior to mcorporatxon profit on redemption of debentures,
balance of forfeited shares A/c etc.

(b) Revenue Reserve. Reserves created out of distributable profit to meet unforeseen
future contingencies are known as Revenue reserve. Examples of these reserve are General
reserve, Dividend equalisation reserve and debenture redemption reserve.

Points of Distinction between Revenue Reserve and Capital Reserve.

(1) Source (2) Dividend (3) Objective (4) Usage.

(¢) General Reserve. The reserve, which is not tnaintained for any specific and speci-
fied purpose is known as General Reserve, such as reserve, Reserve fund and contingency
Reserve. '

(d) Specific Reserve. The reserve created for certain specific and specified purpose is
known as specific reserve such as Dividend Equalisation Reserve and [nvestment Fluctua-
tion Reserve.

(e) Secret Reserve. The reserve, whick is not placed in the Balance Sheet is known as
‘Secret Reserve’ or ‘Hidden Reserve or Inner Reserve’.



REVIEW QUESTIONS

A. Very Short Answer Type Questions :

1.

RN

6.

Mention any three ithportant features of depreciation.
Mention names of three factors affecting the amount of depreciation.

. Mention the formula for calculating depreciation under straight line method.

What is depreciation ?

. A pharmaceutical manufacturer has just developed and registered a patent for a rare medi-

cine. Which term will appear in its profit and loss account regarding the cost of patent
written off. )
Define Reserve and Provision.

B. Short Answer Type Questions :
1. Explain the foilowing terms :

20

{a) Obsolescence . {b) Depletion
(¢) Fluctuation . (d) Amortisation.

What are the different causes of depreciation ? Explain them briefly.
. You are looking at the profit and loss account of three business enterprises. You find the

term depreciation in first, depletion in case of second and amortisation in case of third
enterprise. State the type of business each of the enterprise is into.

There are two dentists Dr. Aggarwal and Dr. Mehta in your locality who are competitors.
Both of them have recently bought machine for patients. Dr. Aggarwal has decided to write
off an equal amount of depreciation every year while Dr. Mehta wants to ‘write off a larger
amount in earlier years. They do not know anything about the methods of depreciation. Can

you inform them more about the methods of depreciation they are applying even without.
knowing anything about accounting in formal. Who is more wise in your opinion ? Give

reasons in support of your answer. '

C. Long Answer Type Questions :

1,

Explain the meaning of depreciation. Epumerate different methods of depreciation. Ex-

" plain straight line method.

Why is it necessary to provide for depreciation ? Explain the effect of depreciaiion on Proﬁt
and loss account and Balance Sheet.
Differentiate between straight line method and written down value method of providing

.depreciation.

Discuss the advantages and disadvantages of ﬁxed mstalmenl method and diminishing bal-
ance method.

Explain the following :

(a) Obsolescence, () Amortisation, (¢) Depletion, (d) Fluctuation.
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UNIT 5 ACCOUNTS OF N ON—TRADING
INSTITUTIONS

NOTES

* STRUCTURE

5.1 Objectives
5.2 introduction
5.3 Financial Statements or Final Accounts of Not-For-Profit Orgarisations

. 5.4 Receipts and Payments Account
5.5 Income and Expenditure Account
5.6 Relevant items of income and Expenditure Account
5.7 Preparation of Income and Expenditure Account
5.8 Steps in the Preparation of Balance Sheet
5.9 Incidental Trading Activity

510 Summary

5.1 OBJECTIVES

" At the end of this unit, you should be able to :

» Understand non-profit entities and state its meaning.

« Differentiate between profit entities and non-profit entities.

* Explain the concept of fund accounting.

» Differentiate between fund accounting and non-fund accounting.

» Understand Receipt and payment account, its features and limitations.

*» Understand Income and Expenditure Account and its features.

« Identify the items for the preparation of Income and Expenditure Account.

+ Differentiate between Receipts and Payment Account and Income and Expenditure
Account. .

* Prepare Income and Expendlturc Account with the given receipts and payment ac-
count and additional information. :

+ Prepare Receipts and Payment Account from the given Income and Expenditure
Account and additional information.

5.2 INTRODUCTION

Non-Trading Institutions are not for profit organizations like charity hospitals, sports
clubs, public library etc. The accounting for these organizations is different from profit
making organizations.These institutions are primarily incorporated to promote a particular
social cause like promotion of education amongst poor, promotion of sports activities in the
- society etc. The types of receipts and payments of these organizations is also different from
the profit making institutions like receipt of Donation, subscription etc. An accountant
should be aware of the treatment of these items in the books of accounts.

In this chapter, we will study the accounting of non trading institutions. As a business
administrator of these types of organization, one should be aware of the accounting so that
they can analyze better.
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Mean_irig of Not-for-Profit Organisation

Voluntary organisations formed to promote certain cultural recreational, religious,
political, educational, medical and professional activities are known as non-profit or not-
for-profit organisations. These institutions are formed with service motive. Certain
examples of these institutions are as under :

" 1. Madras Sports Club 2. Free Aid Medical Society
3. National Club 4. Association of Chartered Accountants
5. Cricket Club . 6. Mohammedan Sporting Club
7. Modern Educational Society 8. Cricket Club of India
9. Delhi Nursing Society 10. Government School Teachers Association

11.Dethi University Students Union.

Features/Characteristics of Not-for-Profit Organisations

1. Not-for-profit organisations are formed fo provide services t0 a specific group or
public in general.

2. These are organised by Charitable trusts/societies and subscnber to such organisation
are called members.

3. Subscription, donations and income frorn investment are the main sources of these
organisations.

4. The surpius generated from income and expenditure account is not distributed. It
is simply added in the capital fund. :

5. These organisations do not foﬂow the complete process of accounting. .

6. These organisations prepare Income and Ezpendlture account instead of Trading
and Profit and Loss account.

7. The accounting information provided by such organisations is meant for the present
and potential contributors meet the statutory requirement.

5.3 FINANCIAL STATEMENTS OR FINAL ACCOUNTS OF
NOT-FOR-PROFIT ORGANISATIONS

As we discussed above that not-for-profit organisations are not required to maintain
a large set of books of accounts but they have to prepare financial statements at the end
of every accounting year. Although these organisations are non-profit seeking institutions
and they are not required to prepare Trading and Profit and Loss Account, but it is
necessary for these organisations to know whether the income during the year was
sufficient to meet expenses or not. Not only that, they have to provide the necessary
financial information to their members, donors and contributors and also to the Registrar
“of Societies. For this purpose, such organisations have to prepare financial statments at
the end of accounting year and the general principles of accounting are fully followed.
The financial statements of not-for-profit organisations consist of the following :

(1) Income and Expenditure Account and

(2) Balance Sheet.

5.4 RECEIPTS AND PAYMENTS ACCOUNT

Receipts and payments account is merely a summary of cash and bank transactions.

Tt may be said to be synonymous to the cash book. It records only cash transactions. It .|,

has got two sides. The left hand side shows receipts and the right hand side shows
payments. Actual cash received is posted at the debit side and actual cash paid is recorded

.
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at the credit side. This account starts with the opening balance of cash and ends as
showing the closing balance of cash, '

Special Features of Receipts and Payments Account

(:) Receipts and payments account is a ‘real account’. While making postmg in the
account rule of debit and credit regarding real \accounts are used.
(if) Whenever amount is received, cash account is debited. This is why, all cash
receipts are recorded at the debit side.
(m) Cash account is credited fox all payments, so all cash paymcnts are shown at the
payment side.
Receipts and payments account is closed as showing the closing cash balance of
the year, which is shown as the first item at the debit side. _
Receipts and payments account is closed as showing the closing balance of the
period which is available as the last item at the credit side.
Receipts and payments account records all cash receipts, whether it is capital
receipt or revenue receipt. Amount received from subscription and also amount
received from sale of building are shown at the receipt side. No distinction is
made between capital receipts and revenue receipts.
All cash expenditure whether capital or revenue are shown at the payment side.
Both cash payment for salaries and furniture are shown in this account. This
account does not différentiate between capital and revenue expenditure.
(viii} All cash receipts, whether belonging to the current year or previous year or next
year are recorded as receipts. :
(ix) All cash payments whether concerning current year or previous year of next year
are recorded at the payment side.

(x) This account does not show net income or net loss.

{xi) No adjustments are made in it.
(xii) We cannot prepare Balance Sheet on the basis of this account.

Format of Receipts and Payment Account
For the Period ending ........

(iV)
W)
(i)

(vid)

Receipts Amount | Payments Amount
Actual cash receipts irrespective ’ Rs. Actual cash payments irres- Rs.
of period (Present, Past and pective of Period (Present, Past
Future) (Both Revenue and Future) (Both Revenue
and Capital) ' and Capital} -
To Balance b/d : Revenuve Payments ‘
Cash in hand By - Printing and stationery
Cash at bank By News papers, magazines
Revenue receipts (Actual cash periodicals
receipts) By Postage
To Subscriptions oo | By Repairs and Renewal
To General donations veneeenns | By Advertisement
To General grant By Charity
*To Income from lectures By Audit fee
To Proceeds from entertainment By Maintenance
- To Interest or Dividends on general By Salaries, fee
" investment .| e By Entertainment expenses
To Sales of newspapérs or grass By Rent paid
and scraps By Insurance
h)




e i e i e e [ T e T T T P
To Rent Received By Honorarium
To Miscellaneous receipts .
Capital Receipts (Actual cash By Municipal taxes
reccipts) - By Bar expenses
To Endowment fund receipts By Bar purchases
To Legacies By Gardening
To Entrance fee By Prices paid
To Life membership fee By Conveyance charges

Capita] Payments

By Books

By Building Purchased
By Building Construction

To Subscriptions for specified
Purposes

To Donation and grant for
specified purposes

..............

To Receipts on account of By Sports Equipments
special funds i.e., prize By Cost of land
fund, match fund, By Investment
Toumament fund etc. By Govt. loan
To Sales of fixed assets i.e., By Furniture
furniture, sports equipments By Drawings
investments etc. By Balance c/d (closing
To Interest on special funds . balance)
: Cash in hand
Cash at bank

It may be noted that the recelpts side of the Receipts and Payment Account gives
a list of revenue receipts (for past, current and future or next year) as well as capltal
receipts. Similarly, the payments side of the Receipts and Payments Accounts lists the
revenue payments (for past, current and future or next year) as well as capital payments.

Limitations of Receipts and Payments Account

The Receipts and Paymcnts Alc shows cash position only. It has got the followmg
limitations : .
() It does not show the income or expenditure of the current year.

(i) It is not prepared on accrual basis. According to this basis income due but not
received (accrued) is also not treated as income.

(i) It does not tell us the surplus (excess of income over expenditure or the deficit
(excess of expenditure over income). :

(iv) It does not take into consideration non-cash items such as outstandmg eXpenscs
prepaid expenses, accrued income and uneamned income i.e., adjustments are not
taken into consideration. '

() It begins with the opening balance of cash in hand and cash at bank or overdraft
and closed at the end of the year with closing balance of cash in hand and cash
at bank. - .

(vi) It includes all receipts and payments of revenue as well as capital nature,

(vii) Balance Sheet, also known as position statement cannot be prepared on its basis.
The above limitations of the Receipts and Payments account show that it has got
very limited scope. It may be used by small institutions having very limited number of
transactions of cash nature. In this way, this account will not meet the purpose of
institutions of bigger size having certain credit transactions. We can not recommend
these institutions to prepare all set of books and also trading and profit and loss account.
The system will be burdensome and uneconomical to them. In order to overcome these
problems, clubs maintain a separate account, which is known as ‘Income and Expenditure
Account’,

Accounts of Non-Trading
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Difference between Receipt and Payment Account and Cash Account

Basis fbr Receipt and Payment Alc Cash Alc
Difference ’
1. Period 1t is prepared at the end of accounting | Cash account is maintained daily.
period:
. Date | Transactions are not recorded in the Transactions are recorded in order of

order of date. There is not date | dates. There is date column.
column. 1 :

. Institutions| It is prepared by non- tradmg It is prepared by all trading

institutions. . institutions.
. Sides Left hand side is receipt and the right | Left hand side is debit and the right
hand side is payment. - . band side is credit.
. Folio It does not have any folio column. | It has folio column.
. Number of | Few pages are sufficient to . It has got large number of pages.
Pages prepare it. ' ‘

Steps in the Preparation of Receipts and Payments Account
i. Take the opening balance of cash and bank and write them on the debit side of this

account. In case of bank overdraft at the begmmng of the year, write the same on
the credit side of this account.

. Show. the total receipts on the debit side of this account without considering their

nature (whether revenue or capital) and year/periods (whethcr past, current or ﬁ.lture." :
next year).

. Show the total payment on the credit side of this account without taking into

consideration their nature (whether revenue or capital) and yearr‘penods (whether
past current or future/next year).

. Neither receivable income nor payable expenses are to be shown in this account

because they do not involve inflow or outflow of cash.

. Ascertain the dlfferencc between the total of debit side and the total of credit side

of this account and write the same on the credit side as the closing balance of cash
in hand and cash at bank. In case of excess of credit side over debit side i.e,, the

_ total of credit side is more than the total of debit side, show the difference on the

debit side of this account as bank overdraft and close the account.

Hlustration 1. Froni the information given below draft receipts and payments

account of Friends Club, Delhi for the year ended December 31, 2004 :

Cash on 1-1-2004 Rs. 440; Subscriptions Rs. 3,760; Donations Rs. 800; Entrance

Fees Rs. 430; Rent realised from club hall Rs. 525; Electric charges Rs. 344, Taxes Rs.

_50; Salaries and wages Rs. 2,150; honorarium to secretary Rs, 250; Interest received on .
Investments Rs. 295; Printing and stationery Rs. 35; Petty cash payments Rs. 90; Insurance
Premium paid Rs. 31. '



-~

Accounts of Non-Trading

Solution. . Institutions
- Friends Club Delhi
Receipts and Payments Account
Dr. For the year ended -31st Dec. 2004 Cr,
: NOTES -
Receipts Amount ) Payments Amount
Rs. - Rs.
To Balance b/d on 1.1.2004 . By Electric Charges 344
Cash in hand 440 By Taxes . 50
- To Subscriptions 3,760 By Salaries and Wages 2,150
To Donations 800 By Honorarium to Secretary 250
To Entrance Fees . 430 By Printing and Stationery 35
To Rent 525 By Petty Cash Payments 90
To Interest on Investment - 295 By Insurance Premium | 31
By Balance on 31.12.2004
Cash in hand 3,300
{(Balancing Figure)
. 6,250 - 6,250
Concept of Fund and Non-Fund Accounting N

Non-Fund and Fund Accounting. The method of Accounting used by organisations
depends upon the purpose, for which they are formed. It may be classified as under:. |

BUSINESS PURPOSE

Profit Non.profit
Entities - Commercial ﬁon—proﬁt
Entities Entities

I

Accounting — Non-fund
Accounting

Entities
Commercial Entities

These are the business organisations whose main ‘objective is to earn profit by |

r

Govt, Non
- Profit Entities

Fund
Accounting

Gowvt. Accounting System

K \

1

Non-Gowt.
Non-profit
Entities

Fund

+ Accounting

v

Non-Govt. Accounting

‘System

. ]I I

selling goods or providing services. For example, Manufacturing, Mining, Farming/Fishing,
Trading, Agency Services, Financing, Banking, Insurance, Professional Services etc.

Self.Instructional Material
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Non-Profit Entities

Organisations formed to promote certain cultural, recreational, religious, political,
educational, medical and professional activities are known as non-profit organisations. -

These are of two kinds :

o B Govt Non-Profit Entities. It includes central, state, local, umversxtles, institutions,
colleges, schools etc. .
2. Non Govt. Non-Profit Organisations. It includes Trusts, hospitals, clubs, religious

institutions, private educational institutions etc.

Distinction between Commercial Entity and Nan-Prbﬁt Entity

Basis of Difference

Commercial Entity

Non-Profit Entity

1. Motive

Primary motive is to earn
profit.

Primary motive is to promote social
causes like education, sports, etc.

2. Proprietorship

A

Individuals or group of
individuals who have taken
risk of carrying business
are the owners.

Subscribers to the institutions are
members and owners of the
organisation,

3. Profit sharing

Profit belongs to owners.

Profit if any, belongs to-members of
the institution. -

4. Financial statements

Trading, Profit & Loss
Account and Balance Sheet
is prepared.

Receipt & Payment, Income &
Expenditure Account and Balance is
prepared.

.Accounﬁng .
Non-Fund Accounting (applicable to Commercial Entities)

- The accounting is based on matching revenue and cost principle. Profit & Loss
account is prepared to calculate profit or loss eamned during a period. Apart from this’
Balance Sheet is prepared to reflect financial position of the company. Double Entry
book system on accrual system of accounting is followed under this method.

Fund Accounting (applicable to Non-Profit Organisations)

Meaning. A system of accounting where fund is taken as an independent fiscal and
accounting entity with a self balancing set of accounts. These accounts are used to record
cash, assets, liabilities etc. for the purpose of specific activities sought to be achieved out
of the fund. For example, in the case of a sports club, the capital will be treated as a fund
which can be used only for the activities related to promotion of sports and related assets
& liabilities generated out of club activities. That is why capital in this type of accounting
is called capital fund.

Special Features of Fund Accounting
Following are the features of fund accounting :
1. The system of accounting is used by non-profit organisations.
2. Fund is treated as separate entity a~ * accounted for accordingly.
3. Specific funds have to be used according to predetermined purpose and income &
' expenditure arising out of the activities will be charged to these funds.

4. Budget approval and appropriation is th¢ hasis of income generation and spending.
There are general funds also which can be used for general organisational purposes.

N



5.5 INCOME AND EXPENDITURE ACCOUNT

Income and expenditure account is the summary of income and expenditure of the.

current year. It is just‘ like Profit and Loss A/c and also prepared in a fashion, as Profit
and Loss account is prepared. Special features of this account are as under :

Special Features of Income and Expenditure A/c

- (#) ‘Income and expenditure account is Nominal Account for which the rule of deb:t
and cred1t is debit all expenses or losses and credit all income or gam

i) Expenthures, are recorded at the debit side and i income is posted at the credit side
of this account.

(ii7) 1t records or;ly revenue expenditure, capital expenditures are not recorded in it.

(iv) Ouly reveriue receipts are recorded in it. Capital receipts do not find a place in it.

v) Expendfturc of revenue nature relating to the current year only are recorded
in it. If the expenditure includes any expenditure relating to the previous or
next year, it is deducted. Current year’s outstanding expenditures are added.

(vi) Revenue receipts of current year omly are recorded in it.
(vi7) Income and expenditures are shown on accrual basis.

(viii) Excess of income over expenditure is known as surplus. In case of profit and loss
account, it is said as net income.

(ix) If the expenditure side exceeds the income side, the excess is supposed to be
deficit (excess of expenditure over income). ]

(x) Balance Sheet can be prepared on the basis of this é.ccount. )

-~

Difference between Income and Expenditure Account and Profit and Loss Accouni

Basis forl Income and Expenditure Alc Profit and Loss A/c
Difference ‘

1. Institutions | It is prepared by mon-trading | It is prepared by trading institutions.
institutions.

2. Object Its object is to find out sufplus ie.,
excess of income over expenditure
or deficit i.e., excess of expenditure
over income.

net loss.

3. Preparation | It is prepared on the basis of- It is prepared on the bhasis of Trial
Receipts and payments account and | balance.
additional information.

4. Opening item} 1t does not have any opening jtem | It starts with gross profit or gross loss -
of the previous period. as shown by Trading account.

Its object is to find out net prof it or |-

Accounts of Non-Trading
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Financiel Accounting Difference between Receipt and Payment Account and Income and Expenditure
Account

Difference between the two is summarised as under :

Basis for Difference Receipt and Payment Account | Income and Expenditure Account

NOTES
1. Form It is a summary of cash book. | It is a summary of profit and loss
accaunt.

2. Nature of Account | It is a real account. _ It is nominal account.

3. Sides ] Its left hand side is receipts and | The left hand side is expenditure
right hand side is payment. and the right hand side is income.

4. Balance It starts with opening balance | It does not start with opening
of cash and ends as showing { balance of cash and does not show
closing balance of cash. closing balance of cash.

5. Capital and It records receipts and payments | It records income and expenditure

Revenue Items of both capital and revenue | of revenue nature only.

nature.

6. Amount - It records all the cash receipts | It records all income and

and payments, whether relating | expenditure of the current year on
to current year or previous year | accrual basis. -
Or next year.

5.6 RELEVANT ITEMS OF INCOME AND EXPENDITURE
ACCOUNT

Income. Income for purpose of making Income and Expenditure .account must

satisfy the following conditions :
(i) 1t should concern the current year whether réceived or accrued (rccelvable)

(i) It should be of recurring nature,

(i) It is not meant for specific use.

While applying the above rule in identifying income we should take into consideration
the peculiarity of the following items concerning non-trading organisations.

1. Subscription. It is recurring income for non-trading institutions, so generally we
take it as income. It is generally routine source of income. In certain cases it may
be a liability. Subscription will be treated as liability if
(i} It is of non-recurring nature. -

(if) It is received, for certain specific purpose such as :
{a) Subscriptivn for Tovmament fund
(b) Subscription for Governor’s party
(¢} Subscription for Building fund
(d) Subscription for Construction of Science Block
{¢) Subscription for Construction of Pavilion
(f) Subscription for Purchase of plant machine or any other fixed assets
(g) Subscription received for any spezific drama exhibition, Bhagwati Jagaran
fete or any other programme
(h) If there is any instruction to capitalise any part of subscription
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2. Donation. It is the amount received from an individual, firms, companies and
institutions as a gift. This item appears at the receipts side of Receipts and
Payments account. Donation may be classified as speclfic donation and general
donation : :

(i) Specific donation. Donationreceived for certain specific purpose is capital
receipt. It should be capitalised and posted at the liabilities side of the Balance
Sheet. These specific donations may be for tournament fund, constructlon of
building hall, lawn, pavilion, library or Governor's party etc. :

(i) General donation. General donations may be classified as :

(a) General donation of big amount. 1t is a donation of non-recurring nature,
~ so it should be capitalised, and shown at the liabilities side of the Balance
Sheet.

() General donation of small amount. This donation is of a recurring nature,

It is expected that such donation, will be received every year. It is a revenue

~receipt, so it should be treated as income and recorded at the income side
of Income and Expenditure account.

Treatment of donation can be summarised as :
(i) All specific donations are liability.
(if) General donations of big amount are liability.
(iii) General donations of small amounts are treated as income.

Note : Whether the amount of donation is big or small dcpends upon the facts and nature
of circumstances.

3. Grant. Grant received from central, state or local government for routine expenses
of these institutions is revenue receipt and treated as income. Specific grant for
specific purpose is liability i.e., grant for purchase of X-ray equipments.

4. Legacy. It is the amount received from individuals as per will. It is a receipt of non-
recurring nature, so it should be capitalised and shown at the liabilities side. Legacy
of small amount may be treated as income. It is recorded at the debit side of
Recelpts and Paymem account.

5. Endowment Fund. Funds providing pemanent means of support are known as
endowment fund. It'is a capital receipt, because the fund provides permanent source
of income: It should be capitalised and shown at the liabilities side. It is shown at
the debit side of Receipt and Payments account. .

6. Entrance Fee. It appears at the receipts side of Receipt and Payment account, It
may be treated as an income or liability.

(@) Arguments in favour of treatfﬁg it as income. Entrance fee is received every
year, whenever new members are admitted. In case of schools and colleges
admissions are the regular feature and thus entrance fee should be treated as
income. )

(b) Arguments in favour of capitalising. Entrance fee is received from every member
once forever. It is not of recurring nature, so it should not be treated as income.
In the absence of specific instruction, students may treat it either as an income
or a liability and give a note in support of their treatment.

" Accounts of Non-Trading
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7.

10.

11.
12.

13.

14.

15.

Sale of old Assets. Amount received from sale of assets is capital receipt, 50 it
not be shown in Income and Expenditure account. If there is loss on the sale
asset, it will be shown at the expenditure side of Income and Expenditure accou
In the same way, excess of sale proceeds over the book value of assets is incos
and it will be shown at the Income side. For example, sale of furniture fot Rs. 3,0
{book value of Rs. 4,700) shows that there is loss of Rs. 1,700 i.e., 4,700 ~ 3,0
on the sale of furniture, so Rs. 1,700 will be shown at the expenditure side
Income and Expenditure account. In the same way, if fumiture is sold for Rs. §,0
(book value Rs. 4,700) it shows a profit of Rs. 300 /e, Rs. 5,000 — 4,700, T
profit of Rs. 300 on the sale of furniture will be shown at the income side of Incor

" and Expenditure account.

Actual amount received from sale of asset will be shown at the receipt side
Receipts and Payments account. Amount received from sale of assets will not
shown as separate item in the Balance Sheet. Cash receipt will increase the closi
balance of cash, which will be automatically shown at the assets side.

Sale of Newspapers. Sale of newspapers, magazines and periodicals is regul
feature, so it is treated as income. The amount received is nominal, so it cannot
capitalised. .

Amount received from sale of newspapers is shown at the debit side of Receipts a
Payments account, J

Sale of used old sports material, Sale of used sports materials such as old ba
balls, nets and rackets etc., is the regular feature of club. These used sports materi:
bring small amount also, It is therefore treated as income and shown at the incor
side of Income and Expenditure account.

It is a cash receipt 50 it is also shown at the debit side of the Receipts and Paymer
account.

Sale of Scraps. Amount received from sale of scraps such as bottles, boxes, gun
bags and grass etc. are income. It is shown at the income side of Income a
Expenditure account. The logic behind this treatment is its regular feature ai
nominal amount. .

Actual cash received is also shown at the debit side of Receipts and Paymen
account. '

Sale of Grass, It is revenue, shown at Income side.

Life membership fee. It is capital receipts of irregular nature received once fro
the member throughout his life. It is capitalised and shown at the liabilities sid
Payment of honorarium. It is an expense payable to a person for the specif
services rendered by him. The person receiving honorarium is not the regul
employee. For example, payment made to artist i.e., singers, dancers, radio, T
artists. It is an expense, so it will be shown at the expenditure side.

Receipts from consumable items. In certain cases clubs/hospitals sell, certa
items of regular consumption such as medicines, cigarettes, playing cards, b:
materials etc. These réceipts are revenue receipts, so they are shown at Income sid
Purchase of consumable items. Payments made for the purchase of ccnsumab!
items is revenue payments, so because they represent cost of these items. This
why, it will be shown at expenditure side. In actual practice the value of consumab!
stores is calculated and shown at the expenditure side.
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Payment for the purchase of i‘ollowlng items are shown at the assets side :
(i) Library books (i7) Sport equipment

(#v) Furnishing, furniture

(v) - Investménts—shares, debentures and bonds. - .

Payment for above items are not revenue expenditure. They are capital expenditure,

s0 shown at the assets side. Cash payment in these cases will be shown at the credit
side of Receipts and payment account.

Special Funds. Sometime certain special funds such as ‘match fund’, ‘sports fund’
and ‘prize funds’ are created by not-for-profit organisations for a specific purpose.
These organisations invest these funds in securities and earn income on them bur
the income earned on such investments is added to the concerned fund, not credited
to Income and Expenditure Account. In the same way, expenses incurred on such
specific purpose are-also deducted from the concerned fund. For example, A school
may maintain a special fund for prize. In this situation, the interest received on
prize fund will be added to it and all expenses incurred on prize awarded will be
deducted from prize fund. It can better be understood from the following example :

Example : Show how would you deal with the foIIowmg items in the preparation

of financial statements of APG school,

Particulars Amount Rs, Amount Rs.
Debit Credit
Prize fund — 40,000
Investment of prize fund in securities 40,000 —
Interest on prize fund investment — 4,000
Prize awarded 3,000 -—
Solution : Balance Sheet
as on ...
Liabilities Amount . Assets Amount
Rs, Rs.
Prize fund - 40,000 Investment of prize fund in
Add : Interest on investment 4,000 securities 40,000
44,000 '
Less : Prize awarded 3,600 | 41,000

' Precautions to be taken while preparing Income and Expenditure A/e

Income and expenditure account of a particular year should show the income and
expenditure of the same year. It should not show, income and expenditure of the previous
.or next year. While preparing Income and Expenditure account the following points

should be taken into consideration.”

1.

We should pick up the income and expenditure of the current year, if it is separately
given.

. If current year’s receipts of certain income includes the income of the previous or
next year, it will be deducted. If any amount remains outstanding regardmg
current year that will be added.

Accounts of Non-Trading
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3. If current year’s payment includes the expenditure of previous or next year that
should be deducted. If there is any outstanding expenditure of the current year it

will be added.

4, Generally we assume that outstanding expenses of the previous year must have
been paid during the current year. In the same way outstanding income of the
previous year must have been received during the current year,

5. If certain income has been received in advance during the previous year it should
be added to the income of the current year.

6. Income received in advance should be deducted from the current year s income. In
the same way, prepaid expenses should also be deducted from current year’s

expenditure, _
Format of Income & E'xpenditure Account
Jor the year ending.......
Expenditure Amount Income Amount
Rs, Rs.

1t contains all revenue
expenses of the current year
whether pald or due
Certain difficult treatments
To Expenses (suppose rent)
Total Rent paid during the year

Add : Outstanding at the end of the

. year

. Outstanding in the beginning
of thc year or Actual amount of last
year paid

Add : Advance paid in the Previous|

year
Less : Advance paid for rent in the
current year
Rent for the year
To Loss on the sale of assets :
_ Book value of assets sold
Less : sales price
"To Depreciation
To Expenses on Consumable
materials (suppose stationery)
Opening stock of stationery
Add : Purchases during the year
Less ; Creditors for stationery
in the beginning
Add : Creditors for stationery
at the end
Add : Advance paymeni for
stationery last year

—— r——

It contains all income of
revenue nature of the current
year, whether received or accrued
Certain difficult treatments
By Income Account -

(suppose subscription)

Total amount of subscription

- received during the year .......
Add : Qutstanding at the end
of the year

Less : Outstanding in the beginning
of the year

Or Actual amount -of subscription
of last year, received this year

Add : Advance received last

. year

Less : Advance recexved this
year

By Profit on sale of assets
Sale price of assets.

Less : Book value of assets sold

By Receipt from specific items
say cinema show

Amount received -

Less : Amount spent

By Miscellaneous income

" and gains of revenue nature

Deficit-excess of Expenditure

over income

........

By




Less : Advance payment for ’ Institutions

stationery in the current year
Less : Stock of stationery at the end
Value of stationery- -
Actually consumed
To Surplus-Excess of .
Income over expenditure

NOTES

ldenﬂfying subscnptlon as income of the current year
Income side .o
Total subscription received during the year
Add :
Add :
Less :

Less

Subscription outstanding of the current year

Subscription received in advance during previous’ year
Subscription of previous year, if included in current year’s
subscription -
Subscription received in advance during current year

Calculation of depreciation. The rate of deprecmtlon is specnﬁed In the absence
of spec:f fed rate it is ascertained as under : -

Opening balance o¥ asset

Add : Additions during the year
~ Less

Less :

Depreciation or assets used or consumed e

Book value of asset sold
Closing balance of asset

Tilustration 2. Subscriptions received during the year ending 31st December, 2003
are as follows .

: Rs.
For 2002 | | 180
2003 " 4,220
2004 160
4,560

There are 45 members, each paying annual subscription of Rs. 100. Rs. 190 were
in arrears for 2002 at the beginning of 2003. Calcu!ate what amount will be posted to
Income -and Expenditure account.

=

" Solution. Total subscriptions received during 2003 : 4,560
Less : Total subscription received for 2002 180
Less : Total subscription received for 2004 160
| (-) 340
. . 4,220 -
Add : Outstanding subscription for 2003 [(45 x 100) ~ 4,220] 280
' 4,500

—r—————
pv—————
i
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e

Note : Total subscriptions for 2003 will be Rs. 4,500 as there are 45 members and each
of them are paying Rs. 100 but subscription received for 2003 amounts to Rs. 4,220 only so

outstanding subscription for 2003 will be Rs. 4,500 ~ 4,220 = Rs. 280.

57 PREPARATION OF INCOME AND EXPENDITURE
ACCOUNT

Following are the points that would help you in preparing an income and expenditure
account : .

1. Read the Receipts and Payments Account carefully.

2. Avoid the opening and closing balances of cash in hand and cash at bank because
these balances are not' income.

3. Avoid all capital receipts and capital payments because these receipts will be shown
in the Balance Sheet,

4. Take into consideration only revenue receipts and revenue payments. Some of these

. need to be adjusted as per the additional information provided relating to them.

5. Consider the following items not appearing in the Receipts and Payments Account

that need to be adjusted for ascertaining the surplus/deficit for the current year :
(#) Depreciation of fixed assets. '

(i) Provision for doubtful debts, if any.

(iif) Profit or loss on sale of any asset.

6. Any income (even revenue nature /.e., subscription, donation, entrance fees etc.}
which is said to be capitalised (partly or fully) or which have specific purpose such
as donation for building, subscription for land etc., will not be shown in income and

- expenditure account because these are liabilities and will be shown at the liabilities
side of Balance Sheet.

5.8 STEPS IN THE PREPARATION OF BALANCE SHEET

The following are the steps to prepare a Balance Sheet of Not-for-Profit
Organisations :

1. Take the Capital Fund (also known as General Fund) as pcr the opening balance
sheet and add the surplus generated from-the Income and Expenditure Account. In
case of deficit, it will be deducted from capital fund. '

.2. Show all.the capitalised income (capital receipts) such as donation for building,
legacies and life membership fees ete., at the liabilities side of the Balance Sheet.

3. Show all the fixed assets (except sold or discarded or destroyed during the year)
with additions after charging deprecmnon (if any).

4, Compare the payments side of Receipts and Payments Account with expenditure
side of income and expenditure account. This comparison will tell us the amounts
of outstanding expenses, prepaid expenses, purchase of assets during the year,
depreciation on fixed assets, stock of consumables like stationery in hand, closmg
balance of cash and bank and so on.

5. Compare the receipts side of the Receipts and Payments Account with income side
of Income and Expenditure Account. It will tell us, subscription due but not yet
received, income received in advance, sale of assets, items to be capltahsed (1 e.,
these will directly be shown in the Balance Sheet).




Format of Balance Sheet -

@5 ON.veriiviinnn,
Liabilities Amount Assets Amount
Rs. Rs.

Capital Fund

Add :Surplus if Excess of income
over expendifure

Less ; Deficit if Excess of
expenditure over income

Life membership fee

Capitalised value of :
Donationfgrant‘
subscription for
specified purpose

Legacy

Endowment fund

Entrance fees

- Special funds

(Suppose Toumament/match fund)

Last balance, if any

Add  : Received during the year

Add : Income ¢amed on fund

mvestment

Less : Expenses paid out of fund

Bank overdraft

Income received in advance

Outstanding Expenses

Creditors

Fixed Assets

Last balance

Add . Purchases of assets
Less -: Book value of asset sold
Less : Depreciation

Stock of constmable material :
Last balance

Add : Purchases

Less - Value consumed
Accrued/outstanding Income
Last balance

Less : recetved during the year
Prepaid expenses (if any

Cash at bank : :
Current Alc

Fixed Deposit

Saving Bank Account

Cash in hand |

...........

...........

¢¢¢¢¢¢¢¢¢¢¢¢

A. Preparation of Income and Expenditure A/c from Receipts and Payment A/c

Illustration 3. Prepare an income and expenditure account relating to 2003 from

the figures given below :

Dr. Cr.
Receipis Amount Payments Amount
Rs. Rs.

To Opening Balance 1,800 | By Salaries 4,800
To Subscriptions 19,000 | By Rent 500
To Sales of Investments 2,000 | By Stationery 200
To Sale of old furniture . . By Defence Bonds 13,000
(Book value Rs. 400) 300 | By Furniture purchased 2,000

7o Donations 100 | By Bicycle purchased 300
By Balance ¢/d 2,400

[ 23,200

23,200 |

Accourss of Non-Trading
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‘Solution. :
Income and Expenditure Account
Dr. For the year ending December 31, 2003 - Cr
Expenditure Amount Income Amount
Rs. Rs.
- To Salaries 4,800 By Subscriptions 19,000
To Rent 500 By Donation 100
. To Stationery 200 '
To Loss on Sale of Furniture 100
To Surplus—Excess of Income
over Expenditure 13,500
19,100 - 119,100

Explanation

1. It should be noted from the above income and expenditure account that expenditura
and income of revenue nature only have been recorded in it.

2. Capital expenditure i.e., purchase of defence bonds, fumniture and bicycle have no-

been shown 1n it.

3. Capital receipts from the sale of investments and furniture have not been showr

in it.

4. Loss on sale of furniture has been shown at the expenditure side.

5. Donation has been treated as a revenue receipt /.., income because of its nominal
value. Receiving donations of small amounts is the regular feature of a club.

Hiustration 4. Convert the following ‘Receipts and Paymenrs Account’ of the 'De[hn
Nursmg Society’ for the year ended 30th June, 2003 into an 'Income and Expenditure

Account’.

Dr, Cr.
| Receipts Amount Payments | Amount

: Rs. Rs.

Balance at Bank (1.7.2002) 2,010 | Salaries of Nurses 656

Subscriptions 1,115 | Board, Laundry-and Domestic 380

. . - Help .

Fees from Non-members 270 | Rent, Rates and Taxes 200

-Municipal Grant 1,000 } Cost of car 2,000

Donations for building fund 1,560 | Expenses of Car 840

Interest | 38 | Drugs and Incidental Expenses| 670

Balance c/d 1,247

5,993 5,993

A donation for Rs. 100 received for building fund was wrongly included in
subscription account. A bill of medicines purchased during the year amounting to Rs

128 was outstanding.



Solution.

Income and Expenditure A/c of Delhi Nursing Society
Jor the year ending June 30, 2003

Dr. oo : " ' ' Cr.
Expenditure Amount . Income Amount
Rs. ' ’ Rs.
To Salaries of Nurses 3 656 | By Subscription Lus |
To Board, Laundry and Domestic 380 Less : Donation for. _
help . Building Fund . 100 1,015
To Rent, Rate and Taxes 200 By Fees from Non-members 270
To Car Expenses - 840 By Municipal Grant 1,000
To Drugs and Incidental By Interest 38
Expenses 670 By Deficit—Excess of Expend:— 551
Add : Qutstanding Bllls . : ture over income
of medicines . 128 798
2,874 2,874
Notes : |

(i) Donation for building fund is a capital receipt which should be recorded at the liabilities
side. Itis wrongly included in the subscription, so it will be deducted from subscription.
(if) Payment for drugs and incidental expenses is a revenue expenditure for a hospital, so
it will be shown as expenditure and outstanding bill for it will also be addod.
{#if) Municipal grant is for general purpose, so it has been treated as income.

(iv) Cost of car is capital expenditure. Car is an asset, 80 it will be shown at the assets 31de
Car expenses are recurring in nature, so treated as expenditure.

Htustration 'S. From the following Receipts and Payments account of a club and
_ from the information supplied, prepare an Income and Expenditure account for the year
ended 31st December, 2003 and a Balance Sheet as on that date :

: Receipts and Payments Account
Dr. : ' Cr.

Receipts Amount © Payments Amount

To Balance bld 2,300 | By Salaries 4,500
To Subscriptions 6,000 | By Office expenses 1,500
To Rent of the hall 2,000 | By Sports equipment 1,000
To Sale of grass 200 | By Machine 2,000
To Sale of old furniture ) 100 | By 6% Investments 1,000
{Book Value Rs. 200) By Balance c/d 600
10,600 ' 10,600

Other Information :
- Subscriptions received included Rs. 1,000 for 2002 and Rs. 500 for 2004. Outstanding
subscriptions for 2003 amounted to Rs. 800. Sports Equipment on hand on 31st December,
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Financial Accounting 2002 was of Rs. 3,000. The value placed on this equipment on hand on 31st Decenber,
' 2603 was Rs. 3,100. The machine was purchased on Ist July, 2003 and is to be depreiated
at 20 per cent per annum. Salaries Rs. 200 for 2003 are yet to be paid. Interst on

investments is accrued of 6 months.
On Ist January, 2003, club owned land and bmldmg valued at Rs. 1,50 and

 NOTES Sfurniture at Rs. 600.
Solution.
Income and Expenditure Account
Jor the year ended 31st Dec. 2003
| Dr ' ' Cr.
Expenditure Amownt | Income Anount
. Rs. Rs.
To Salaries 4,500 By Subscription 6,000
"Add : Qutstanding 200 | - * Less : for 2002 1,000
: - 4,700 -
To Office expenses - . 1,500 ' 5,000
To Loss on sale of furniture 100 | Less : for 2004 . - 500
To Dep. on Sports Equlpmenl 900 :
To Dep. on Machinery - 200 ' 4,500
ITo Surplus—Excess of Income’ Add : Outstanding 800
over expenditure 130 S . 15,300
' ' By Interest accrued on
Investment (1/2 year) 30
"By * Rent of hall | 2,000
By Sale of grass 200
7,530 | ° ; : - 1,530
Balance Sheet
as on 31st Dec. 2003
Dr. ' Cr.
- Liabilities Amotnt . Assets Amount
Subscription received in Advance 500 | Cash in hand . . 600
Salaries Qutstanding 200 Investment 1,000 ‘
- ‘Capital Fund © 8400 | - Add : Interest . 30 - -
| - Add : Surplus 130 “ 1,030
' ' — | 8530 . Subscription Qutstanding . . 800
Sports Equipments 3,000
Add : Purchases . 1,000 .
4,000 -
Less : Depreciation = 900 '
— | 3,100
Machinery 2,000
Less-: Depreciation . - 200 -
' . 1,800
‘Land and Bulldmg " 1,500

126 Self-Instructional Material
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Fumiture 600
Less : Sales (Book value) 200
. . ' : 400
9,230 ' 9,230
) SR,

Working Notes :
(/) Caleulation of capital fund as on January 1, 2003,

Ralance Sheet
as on January f, 2003

D, . Cr,
Liabi!f'ties _ , Amount Assets Amount
Rs. . Rs.
Capital Fund 8,400 | Cash in hand 2,300
(Balancing Figure) Land and Building 1,500
Funiture _600
Qutstanding Subscnpnon 1,000
Sports Equipments 3,000

i 8,400 ' ' 8,400
{i{) Subscription

{(a) Subscription amounting to Rs. 1,000 relating to the previous year f.e., 2002 wili
be deducted from the amount of subscriptions received during the current year.
It is an asset of the previocus year, 5o it will also be shown at the assets of the
Balance sheet for 2002.

© () Rs. 500 received as subscription for the next year i.e, 2004 is not the income

of the current year, so it will be deducted from the amount of subscription

" received during the current year. It is also a liability for the current year, as the
amount is payable to the next year, so it will also be shown as a liability.

tc) Subscription amounting to' Rs. 800 are outstanding for the current year 2003. As
the income has accrued, so it will be shown at the assets side of current year’s
Balance Sheet and added to the subscription of the current year.

(iii) Caleulation of depreciation on sports equipment

Rs.

Book value of sports equipment as on Dec. 31, 2002 3,000
(+) Additional sfaorts equipment ‘purcl-lased during 2003 1,000
' 4,000

(-) Book value of si)orts equipment as on Dec, 31, 2003 3,100
'D;preqjation on. 3pons: equipment 900

tiv) ‘Caleulation of ﬁeprecnation on Machinery. Machinery has been purchased on July
1. 2003, so deprectatmn on machinery will' be calculated for six months only.

(v) Sale of grass is an mcome
(vt) Loss on sale of farniture = Book value - Sale proceeds

| =200 - 100 = Rs. 100,
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Finansial Accounting IHlustration 6. From the following information of a Club, prepare Income and
' Expenditure account for the year ending 31st March, 2004 and a Balance Sheet as on

that date :
) Cash Book _ -
NOTES : - s . : Rs.
' To Member’s Subscription 5,000 By Upkeep of pavilion 2,000
‘To Member's Admission Fees 300 By Expenses regarding tournament 700
To Sale of old balls, bats etc. 50 By Rates and Insurance 200
" To Hire of ground - 300 By Telephone 50
To Subscription for tournament 1,000 By Printing and stationery ’ 100
To Drawn from bank 4,000 By General charges ' 50
To Donations 10,000 By Secretary’s honorarium 170
" By Grass seeds - 20
By Bats, balls etc. 710
- By Lodgings in Bank 16,650
20,650 20,650
Rs,
Assets on 1-4-2003 : :
Cash at Bank . -3,000
Stock of balls and bats etc. 1,500
Printing and Stationery (stock) © 200
- Subscription due ‘ 500

Liabilities :

" Donations and surplus on account of tournament should be kept in reserve for a
permanent pavilion. Subscriptions due on 31st March, 2003 was Rs. 750. Write off 50
per cent of bats, balls account and 25 per cent of printing and stationery account.

Solution.
Income and Expenditure Account of the Club
, Jor the year ended 31st March, 2004
Dr. Cr.
Expenditure Amount - Income Amount
' Rs. Rs.
To Upkeep of pavilion 2,000 By Subscription 5,000
To Rates and insurance 200 Less : For 2003 500
To Telephones 50
To General charges 50 . 4,500
To Secretary’s honorarium . 170 Add : Outstanding 750
To Grass seeds , ' 20 ) 5,250
To Depreciation on bats and balls | ' By Admission fees 300
@ 50% on opening balance + By Old bats, balls etc. 50
) additions) By Hire of a ground 300
1,105

— — — — e — T —— — — — —— — — — —— — — — — ——rve— T re— — P
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“To Printing and stationery 100 | - |
Add : Stock on 14-2003 200

300
Less : Stock on 31-3-2004 225

75
To Surplus—Excess of income '
over expenditure 2,230
5,900 5,900
Balance Sheet of the Club -
as on 31st March, 2004
Liabilities Amount Assets Amount
Rs. Rs.
Reserve for pennanent pavilion 10,300 Cash at Bank 15,650
Capital Fund . 5,200 : Stock of Bats, Balls etc. 1,105
Add : Surplus 2,230 Printing and Stationery 225
’ 7,430 | Subscription due . 750
17,730 17,730
Notes : (/) Calculation of Capital Fund.
Balance Sheet.
“as on April 1, 2003
Liabilities Amount Assets Amount
- © Rs. o Rs.
Capital Fund - ' '5,200 Cash at bank . 3,000
(Balancing Figure) Stock of balls and bats 1,500
’ : ’ Printing and stationery 200
Subscription due 500
5,200 ' 5,200
(i) Caleulation of Closing Bank Balance : Rs.
Opening balance of cash at bank 3,000
+ Amount lodged (deposited) 16,650
19,650
" (~) Amount drawn (-) 4,000
Closing Balance _ 15,650
(#if) Calculation of Reserve for Permanent Pavilion : :
Donation 10,000
+ Subscription for tournament + 1,000
. _ - 11,000
(~) Expenses regarding tournament 700
10,300
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(iv) Depreciation on Printing and Statlonery has been calculated as under :

Reserve for permanent pavilion {to be shown at the liability side) Rs.
Opening balance of printing and stationery 200
+ Additional purchase . + 100
" 300
L 25

Depreciation = 300 x 0 = Rs, 75
(v) Depreciation on bats and balls has been calculated as under ; Rs.
Opening balance of bats and balls 1,500
+ Additions during the year 710
2,210

50
Depreciation @ 50% = 2,210 x 0 Rs. 1,105.

Hlustration 7. The Income and Expenditure Account of Modern Club shows amount
of subscriptions for 2003 as Rs. 20,000. Additional information is given as follows :

Subscription for 2003 unpaid on Ist Janumy 2003 was Rs. 2,000; Rs. I 800 of
which was received in 1992,

Balance of subscriptions paid in advance on Ist January, 2003 Rs. 500
Balance of subscriptions paid in advance on 3Ist December, 2003  Rs. 400
Balance of subscriptions for 2003 unpaid on 31st December, 2003  Rs. 700
Determine the amount of subscriptioﬁs received during 2003,

Solution.
P Subscription Amount
Dr. ' Cr.
Date Particulars JF. | Amount| Date Particulars JF. | Amount
s, ’ : Rs.
2003 2003
Jan. 1 |To Balance b/d 2,000 | Jan. { { By Balance b/d 500
Dec. 31 [ To Balance (2004 paid Dec. 31| By Balance (2002 .
in advance) c/d 400 - unpaid) ¢/d . 200
To income and ’ By Balance (2003
expendifure Alc 20,000 unpaid) ¢/d [ 700
. By Cash received 21,000
22,400 . 22,400

Alternatively :

Subscription as per. Income and Expenditure Account ~ 20,000
Add : Subscription outstanding of previous year 2,000
Add.: Subscription paid in advance during current year 400

2,400

22,400



Accounts of Non-Trading

Less : Subscription outstanding for current year. . 700 . . Institutions -
Less : Subscription paid in advance during previous year 500
Less : Subscription still unpaid (2,000 - 1,800) 200
- 1,400 -
_ . NOTES
Amount of subscription received during the year - 121,000

5.9 INCIDENTAL TRADING ACTIVITY

Sometimes, a non-proﬁt orgamsatlon runs Chemlst shop, Bar, Canteen etc. to provxde
some facilities to its member or public in gcncral to meet its expenses. Insuch a situation,
these organisations need to prepare trading account to find out profit/loss of this trading
activity. The profit from this trading activity is used to meet the main obj ectwe for which
the organisation was formed and this profit is transferred to I.ucomc and Expenditure
Account. It can bctter be understood through followmg 1llustrat10n

Iﬂustraﬂon 8. The Accountant of Diana Club furnishes you the fol!owmg Rece:pts |-
and Payments account for the year ending 30th September, 2003. .

Receipts .| Amount Payments. Amount
' Rs. ' Rs. ‘
Opening Balance : ' _ Honoraria to Secretary 9,600
Cash and Bank 16,760 | Misc. Expenses 3,060
Subscriptions 21,420 | Rates and Taxes 2,520
Sale of Old Newspapers - | 4.800 | Groundman’s Wages - 1,680.
Entertainment Fees _ 8,540 | Printing and Stationery 940
Bank Interest 460 | Telephone Expenses ‘ 4,780
Bar Receipts 14,900 | Payment for Bar Purchases | 11,540
‘ Repairs . ' 640 .
New car (Less-sale Proceeds -
of Old Car Rs. 6,000) 25,200
Closing Balance : :
Cash and Bank 6,920
66,880 66,880

Additional Information :
01.10.2002  30.09.2003

_ Rs. Rs.

(:)- Subscnpn‘on due (not received) 2,400 1,960
(i) Cheques issued, but not presented for payment of

printing ' - 180 60

(iii) Club premises at cost 58000 —

(iv} Depreciation on club premises provided so far 37,600 —

(v) Car at cost 24,380 —
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. 20,580 L —

(vi) Depreciation on car .
(vii) Value of Bar stock 1,420 1,740
(viii) Amount unpaid for bar purchases 1,180 860

(ix) Depreciation is to be provided @ 5% p.a. on the written down value of the
club premises and @ 15% p.a. on car for the whole year,

Required : Prepare an Income and Expenditure Account of Diana Club for the
year ending 30th September, 2003 and Balance Sheet as on that date.

Solution. _
Income and Expenditure Account
for the year ending 30th September 2003
Dr. Cr.
Expenditure Amount Income Amount
Rs. Rs.
To Honoraria to Secretary. 9,600 By Subscription 21,420
To Miscellaneous Expenses 3,060 (-) Due on 1.10.2002 = 2,400
To Rates and Taxes 2,520 ' . 19,020
To Groundman’s Wages 1,680 (+) Due on 30.9.2003 1,960 | 20,980
To Printing and Stationery 940 | By Sale of old newspapers. 4,800
To Telephone Expenses 4,780 By Entertainment fees 8,540
. To Repairs 640 | By Bank interest 460
To Depreciation on : By Profit from Bar Trading .
Premises 1,020 Account 4,000
Car , 4,680 5,700 By Profit on sale of car 2,200
To Surplus 12,060 | ‘
40,980 40,980
Balance Sheet
as on 30th September 2003
Liabilities Amount _ Assets Anount
Rs. ; Rs.
Capital Fund 43,600 Cash and Bank 6,920
{+) Surplus 12,060 | 55.660 Subscription due {not recetved) 1,960 |
Amount unpaid for Bar Purchases 860 | Club Premises 20,400 )
(-) Depreciation 1,020 | 19,380
Car- 31,200
(-) Depreciation 4,680 1 26,520
Bar Stock ’ 1,740
56,520 156,520




Working Notes :

1. Balance Sheet
as on 1.10.2002
Liabilities Amount Assets Amount
Rs. Rs.
Capital Fund (Balancing figure) | 43,600 | Cash and Bank 16,760
Depreciation on Club Premises 37,600 | Subscription due (not received) 2,400
Depreciation on Car - 20,580 | Club Premises at Cost 58,000
Amount unpaid for Bar Purchases 1,180 | Car at Cost 24,380
Bar Stock 1,420
1,02,960 1,02,960
2, Bar Trading Account
Particulars Amount Particulars Amount
Rs. Rs.
To Opening Stock 1,420 | By Bar Receipts 14,900
To Purchases 11,220 { By Closing Stock 1,740
To Profit (transferred to Income
and Expenditure A/c) 4,000
16,640 16,640
i Amount unpaid for Bar Purchases Account
Particulars Amount Particulars Amount
Rs. Rs.
To Bank A/c (Paid) 11,540 | By Balance b/d 1,180
To Balance ¢/d 860 | By Purchases (Baiancing figure)| 11,220
12,400 12,400

4. Calculation of Profit/Loss on Sale of Car :
= Rs24;380

Cost of Car

Less : Accumulated Depreciation =

Book value of Car
Profit on sale of Car

5. Depreciation on New Car :
Cost of new Car

Depreciation on new Car

20,580
3,800

Sales proceeds — Book value

= 6,000 ~ 3,800 = Rs. 2,200

)

6. Depreciation on Club Premises :

Cost of Premises

Less : Accumulated Depreciation =

Written down value of Premises

Depreciation on Premises

Rs.

il

25,200 + 6,000 = Rs. 31,200

15 '
31,200 x — = Rs. 4,680

100

58,000

N

!

5
20,400 x — =

37,600
20,400

100 = Rs. 1,020

Accounrts of Non-Trading
Institutions

NOTES
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Ilustration 9. The fo!lowmg is the Receipts and Payments Account of Carso Club

Jor the year ended on 31st March, 2002,

Receipts Amount " Payments Amount
Rs. Rs.

Opening Balances : : Salaries 1,20,000

Cash 10,000 | Creditors 15,20,000

Bank - 3,850 | Printing and Stationery 70,000

Subscription Reccived 202,750 | Postage 40,000

Entrance Donation 1,00,000 | Telephones and Telex 52,000

Interest Received 58,000 | Repairs and Maintenance 48,000

Sale of an Asset 8,000 | Glass and Table Linen 12,000

Miscellaneous Income 9,000 | Crockery and Cutlery 14,000

Receipts at : Garden Unkeep 8,000

Coffee Room 10,70,000. | - Membership Fees 4,000

Wines and Spirits 510,000 | Insurance ) 5,000

Swimming Poll - 80,000 | Electricity 28,000
Tennis Court 1,02,000 | Closing Balances :

Cash 8,000

Bank 2,24,600

21,53,600 21,53,600

The Assets and Liabilities as on 1.4.2001 were as follows :

Fixed Assets (net) : Rs. 5, 00, 000; Stock : Rs. 3,80,000; Investment in 12% Tax free

Government Securities : Rs.’ 5,00,000; Outstanding Subscription : Rs. 12,000; Prepaid
Insurance : Rs. 1,000; Sundry Creditors : Rs. 1,12,000; Subscription received in advance :
Rs. 15,000; Entrance Donation Received pending membershlp Rs. 1,00,000; Gratuity
Fund : Rs. 1,50,000. ‘

‘The following adjustments are to be made while drawing up the Accounts :

(a) Subscription received in advance as on 31st March; 2002 was Rs. 18,000.

(b) Outstanding Subscription as on 31st March, 2002 was Rs. 7,000.

(c) Outstanding Expenses are : Salaries : Rs. 8,000 and Electricity : Rs. 15,000,

(d) 50% of the Entrance Donation was to be caprraksed There was no pendmg
"membership as on 31st March, 2002.

(e} The cost of asset sold net as on 1.4.2001 was Rs. 10,000,

() Depreciation-is to be provided at the rate of 10% on assets.

(g) A sum of Rs. 20,000 received in October 2001 as Entrance Donation from an
applicant was to be refunded as he had not fulfilled the requisite membership
qualifications. The refund was made on 3.6.2002.

(h) Purchases made during the year amounted to Rs. 15,00,000.

(i) The value of closing stock was Rs. 2,10,000.

) The club as a matter of policy charges off ta Income and Expenditure Account
all purchases made on Account of crockery, cutlery, glass and linen in the year
of purchase.

You are required to prepare an Income and Expenditure Account far the year ended

on 31st March, 2002 and the Balance Sheet as on 31st March, 2002 a!ongw:th necessary
workings.



Solution, : .
Income and Expenditure Account
Jfor the year ended on 31st March.2002
Dr. o Cr.
Expenditure Amount Income Amount
« Rs” _ Rs.
To Salaries 1,20,000 By Subscription 2,02,750
{+) Outstanding 8,000 (1,28,000 | (-) Outstanding on 1.4.2001
' ' - - 12,000
To Loss on sale of assets . 2,000 . 1,90,750
To Printing and Stationery 70,000 | (+) Received in advance '
To Postage © T 40,000 on 142001 15,000
To Telephone and Telex 7] 52,000 : 2,05,750
To Repair and Maintenance 48,000 | (~) Received in advance )
To Glass and Table Linen 12,000 on 31.3.2002 18,000
To Corckery and Cutlery .14,000 . 1,87,750
To Garden Unkeep ~ .| 8000 | (+) Outstanding on : ,
To Membership Fees 4,000 - 3132002 . 7,000 | 194,750
To Electricity . 28,000 By Entrance Donation 90,000
(+) Outstanding 15,000 | 43,000 (See W. No.) '
To Insurance 5,000 By Interest Received 58,000
(+) Prepaid + 1,000 6,000 | 4dd : Accrued interest 2,000 60,000
To Depreciation of Fixed Assets{ 49,000 | [Amount of total interest ~ :
- 5,00,000 x 12/100 = Rs. 60,000]
By Miscellaneous Income 9,000
By Profit from Trading Account 92,000
By Deficit = 30,250
4,76,000 4,76,000
Balance Sheet
as on 31st March 2002
Liabilities Amount Assets Amount
Capital Fund 1029850 | cash | 8000
(-) Deficit 30250 | 9,99,600| Bank | 224600
Sundry Creditors (Sec W. No. 5) 92,000 Fixed Assets 490,000 | ‘
" Subscription Received in Advance 18,000| () Depreciation 49,000 | -4,41,000
Entrance Donatlon {Capltahsed Amotmt) . 90,000 Stock. 2,10,000
Gratuity Fund 1,50,000 | Investment . 5,00,000
Outstanding Salaries 8,000| (+) Accrued Interest 2,000 { 502,000
Outstanding Electricity _ 15,000 Outstanding Subscription 7,000
Refundable Entrance Donation 20,000 o
| - 13,92,600 13,92,600

Accotints of Non-Trading
Institutions

- NOTES
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Working Noftes :
1. Calculation of Capital Fund

Balance Sﬁnt

as on 1.4.2001

Liabilities Amount Assets Amount
Rs. Rs.
Capital Fund (Balancing figure) | 10,29,850 | Fixed Assets (Net) 5,00,000
Sundry Creditors 1,12,000 | Stock . 3,80,000
Subscription Received in Advance 15,000 | Outstanding Subscription 12,000
Entrance Donation Received Prepaid Insurance 1,000
Pending Membership 1,00,000 | Cash ~ 10,000
Gratuity Fund -1,50,000 | Bank 3850
' Investment 5,00,000
14,06,850 14,06,850
I ——
2. Calculation of Entrance Donation of the Current Year '
R_s.
Entrance donation received as per Receipts and Payment A/s 1,00,000
Add : Advance Entrance Donation (See Balance Sheet as on 1.4.2001). 1,060,000
.' 2,00,000
Less ; Refundable Donation 20,000
Total Donation for the Current Year 1,80,000
Less : 50% to be Capitalised [1,80,000 x 50/100] 90,000
- 90,000 -
3. ‘Trading Account of Caiso Club
Dr. . ’ Cr
Particulars - Amount Particulars Amount
_ Rs. . Rs.
To Opening Stock (See Balance By Receipts at @
Sheet as on 1.4.2001) 3,80,000( Coifee Room 10,70,000
To Purchase A/c 15,00,000) Swimming Poll 80,000
To Profit 92,000} Tennis Court 1,02,000
Wine and Spirits 5,10,000 | 17,62,000
By Closing Stock 2,10,000
19,72,000 19,72,000
4. Calculation of Closing Balance of Sundry Creditors
Sundry Creditors Account
Dr. ' Cr.
FParticulars Amount [ Particulars r Amount
- Rs. _ Rs.
To Bank A/c (Paid) ’ 15,20,000 By Balance b/d 1,12,000
To Balance b/d (Balancing figure} 92000! By Purchases Alc 15,00,000
' 16,12,000 | 16,12,000




B. Preparation of Receipt and Payment Account from Income Expenditure A/¢ and Am’w}‘:;‘:-:ﬁ:m ding

Additional Information

We are required to prepare Receipts and Payments account from Income and
Expenditure account and additional informations. Receipts and Payments account records
_ , ‘ A NOTES
all cash receipts and cash payments of both capital and revenue nature. Whatever is - :
received in cash and paid in cash is posted to this account irrespective of the fact that
it relates to the previous year or current year or next year. Items of receipts can be
identified by the following. procedure

Procedure for identifying receipts

Rs.
Subscriptions as per the Income and Expenditure "
Account of current vear 4,500
Add : Outstanding subscription of the previous year 100 )
Add : Subscription received in advance during the current year 300
_ ' 4,900
Less . Outstanding subscription of the current year 150
Less : Subscription received in advance at the end of the
previous yedr 200
350

Cash receipt of subscription duririg the current year to be
shown at the debit side of Receipts and Payment account -~ 4,550

Procedure for identifying payment
. Salaries as per Income and Expenditure account of the

current year ‘ . 1,500
Add : Outstanding salaries of the previous year 100
Add . Salaries paid in advance (prepaid) during the current
yeat - | 50
' 150
1,650
Less : 'Salaries outstanding at the end of the currént year 150 I
Less : Salaries prepaid during the previous year 300
(450
Salaries to be shown at the payment side 1,200 .
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Hllustration 10. Rehman Cricket Club gives you the following information :
Income and Expenditure Account )

Dr. Jor the year ended 31st December, 2003 Cr.
Expenditure Amount Income Amount
' Rs. Rs.
To Remuneration to coaches 18,000 | By Donation and ;ubscr:pn‘on' 1,02,000
To Salaries and Wages 24,000 | By Bar Room : .
To Rent - 12,000 Receipts ~ 24,000
To Repairs 11,000 Expenses - (-} 20.000
To Miscellaneous expenses 7,000 L 4,000
To Honorarium to Secretary 18,000 | By Bank Interest 2,000
-To Depreciation on equipment 5,000 | By Hire of Club hall 12,000
To Surplus L1 25000
1,20,000 1,20.000
Balance Sheet .
as on 31st December, 2003 }
Liabilities | Amount Assels Amount
Rs. Rs.
Capital Fund as on 31-12-2003 - Equipment 20,000
' - 48,000 Subscriptions Receivable 8,000
 Entrance Fees 10,000 Cash in hand 4,000
" Surplus’ 25,000 Cash at bank " 10,000
83,000 | Fixed deposit 50,000
_ Subscriptions ‘received in advance 3,000
Outstqndipg Liabilities :
Miscellaneous Expenses 1,000
Salary and Wages 3,000
Honorarium to Secretary 2,000
92,000 92,000
" Balance Sheet
_as on December 31, 2002
- Liabilities Amoz{nt Assets Amount
_ Rs. ' ‘Rs,
Capital | 48,000 | Equipment 25,000
- Subscriptions Received in advance | 4,000 | Subscription receivabie 6,000
-QOutstanding miscellaneous . Cash at bank 2,500
" expenses ' 1,500 | Fixed deposit 20,000
* Quitstanding Salaries . 2,000 .| Cash in-hand 5,000 .
Outstanding honorarium 3,000 _
- 58,500 58,500




, : Non-Trodi
Prepare the Receipts and Payments account of the Club for the year ended 31st m"“;;;:fm’:zm e

December, 2003. . :
Solution. .
Rehman Cricket Club

Receipts and Payment Account . NOTES
for the year ending 31st December, 2003
Dr. ' : L Cr,
Receiprs Amount Payments Amount
. Rs. Rs. .
To Balance b/d : By Remuneration to coacheés 18,000
Cash - 5,000 | By Rent 12,000
Bank 2,500 | By Repairs _ 11,000
To Donations and subscription 99,000 | By Miscellaneous cxpénses 7,500
To Entrance fees 10,000 | By Salaries and wages 23,000
To Bar receipts 24,000 | By Honorarium to Secretary 19,000
To Bank interest 2,000 | By Fixed deposit 30,000
To Hire of Club hall 12,000 | By Bar expenscs ‘ 20,000
' ' By Balance c/d : R
~ Cash’ 74,000
Bank .. | 10000
1,54,500° | . - 3 -1 1,54,500
-Working Notes. : s _ , )
.(i) ' Donations and Subscriptions . " Rs. .. e Rs
As per Income and Expenditure A/c . 1,02,000
Add : Received for 2002 6,000
Add : Received in advance 2004 - : 3,000 .
‘ - 9,000
‘ . S Lingo -
Less : Received in 2002 for 2003 4,000
Less * Ouistanding for 2003 . 8000
N 12,000
Subscriptions received during the year - C 99,000 -
(#) Miscellaneous Expenses : _ CE ' . “ . Rs.
. As per Income and Expenditure A/c ‘ 7,000
Add : Paid in 2003 for 2002 1,500
. | 8,500
Less : Outstanding for 2003 : 1,000
Expen‘ses paid during the year - I ) 7,500
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(#ii) Salaries and wages : Rs.
As per Income and Expenditure A/c 24,000
Add : Paid in 2003 for 2002 2,000
26,000
ess ;. Qutstanding for 2003 3,000

Salaries paid during the year . 23,000
(¢v) Honorarium to Secretary : . Rs.
As per Income and Expenditure A/c 18,000
Add : Paid in 2003 for 2002 3,000
_ 21,000
Less : Outstanding for 2003 2,000

~ Honorarium paid during the year' 19,000

5.10 SUMMARY

Not-for-Profit Organisations

Organisations formed promoting certain cultural recreational, religious, political, edu-
cational, medical, oscial and professional activities are known as Not-for-Profit Organiza-
tions.
Receipts and Payment Account

It is merely a summary of cash book. The left hand side of this account presents receipts,
whereas right hand side shows payments. This account starts with the opening balance of
cash and closes with the closing balance of cash. '

Limitations of Receipts and Payment A/c
1. Does not show income or expenditure.

2. It is prepared on realisation basis not on accrual basis.
3. Tt does not tell us about surplus or deficit.
4. No adjustment is made.
5. Balance sheet cannot be prepared.
Points of difference bewteen Receipts and Payment A/c and Cash Account
(1) Period (2} Date (3} Institutions 4) Sides (5) Folio (6) Number of Pages.
Income and Expenditure A/e
The summary of income and expenditure of current year is known as Income and Ex-

'penditure Account. It is just like Profit and Loss Account. It is prepared by non-profit

institutions.

Points of difference between Income and Expenditure A/c and Profit and Loss A/c
(1) Institutions (2) Object (3) Preparation (4) Opening item.,

Points of difference between Receipts and Payments Account and Income and Ex-

penditure Account

(1) Form (2) Nature of account (3) Sides (4’ Balance (5} Capital and revenue items (6)
Amount (7) Adjustment (8) Net Income/Loss (3} Closing balance (10) Balance Sheet.



Relevant Items of Income and Expenditure Account

Income. Income, for the purpose of Income and Expendlture Account must be routine,
recurring, general and must relate to current year.

(1) Subscription. () Recurring, routine and current year’s subscription is Income.

(i) Subscription received for certain specific purpose is liability. o

(#if) Subscription for life membership fee is a liability.

(iv) Capitalised part of subscription is liability.

(2) Donation S

(i) Specific donation is liability.

(i) General donation for bigger amount is also liabiilty.

(iii) Genera] donation for smaller amount is Income.

(3) Grant. Grants received for general purpose is income. Grants received for certain
specific purpose is liability.

(4) Legacy. It is the amount received from individual as per W1ll It should be treated as
liability. _ :

(S) Endowment Fund. It is a receipt of non—recurrmg nature s it is treated as a liabil-
ity. :
(6) Entrance fee, It may be treated as both i income or habxhty Students are ad\nsed to
make a note of theu' treatment. -

{(7) Amount recewed from sale of fixed assets is not income. If the amount received
exceeds book value, the excess is income. If it falls short of the book value the shortage
should be treated as expenditure. :

(8) Sale of 0ld magazifiés, neWspapers, wastes, scraps bottles, bags, boxes, and grass is
income.

(9) Life membershlp fee is hablhty

(10) Books, crockery, utensils and shares purchased are assets,

/(11) Subscription for newspapers and magazines is expenditure.

(12) Purchase of routine consumable stores are expenditure. Sale of fhese stores are |

income, - .
(13) Stationery should be treated as asset if its opemng and closing stock is given.’

Types of Non-Profit entities

(@) Commercial entity and (b) Non-Profit entity.
Points of difference between commercial entity and non-profit entity

(1) Motive (2) Proprietorship (3) Profit sharing and (4) Accountmg
Non-Fund Accounting

It is based upon matching revenue with cost and used by commercml entities.
Fund Accountlng

It is used by non-profit organisations. Capital, known here as capital fund js taken as
independent entity. This system of Accounting is used by non-profit organisations. Rel-
evant income and expenditure are charged to these funds. Income and Expendituer A/c is
prepared to ascertain excess of income over expenditure or excess of expenditure over
income.
Points of difference between Fund and Non-fund Accounting
.. (1) Basis {2) Funds (3) Economic interest (4) Accountability (5) Financial statements
. (6) Usual earning (7) Budget (8) Entity of accounting. .

Accounts of Non-Ireding

Institutions

NOTES

Seif-Instructional Material

i<



Financial Accounéing

NOTES

N

42 Self-Instructional Material

Y

REVIEW QUESTIONS

A. Yery Short Answer Type Questions :

1. Explain the meaning of capitalising income.

-2. How will the capital balancg be affected with the surplus of income over expenditure and
vice versa ?

3. Amount received from the sale of machine. is it an income or asset ?

4, Not-for-profit organisations have some distinguishing features from that of profit
organisations. State any one of them.

5. Name the account which shows the classified summary of transactions of a Cash Book
in a not-for-profit organisation. - :
B. Short Answer Type Questions :
1. Describe briefly the limitations of Receipts and Payment account.
2. Mention items to be added and deduct_:ed while calculating subscription of the current

year. )
3. What is the relationship and distinction between the subscription; donation and grant ?

4, How do you calculate Capital Fund ?
" . §. Give four items each of Capital Receipts and Revenue Receipts.

C. Long Answer Type Questions :
1. Differentiate between confmercial entities and Non-proﬁt entities ?

. 2. What are key features of Government Accoummg ? What is the purpose of Government
Accountmg‘ System.

3. Explain n,icthod of Government Accountmg ?
4. What'is a Receipts and payments account ? By whom it is prepared ?

5. Distinguish between Receipt and Payment Account and Income and Expenditure Account
on the basis of : {a) Object (b) Nature (c).Form and (d) Balance.



