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MESSAGE

Knowledge is power. Legal Knowledge is a potential power. It can be
exercised effectively everywhere. Of all the domains of reality, 1t 1s Legal
Knowledge, which deals with rights and habilities, commissions and omissions,
etc , empower the holder of such knowledge to have prominence over the rest.
Law Schools and Law Colleges that offer Legal Education vary in their stature on
the basis of their ability in imparting the quality Legal Education to the students.
Of all the Law Schools and Colleges, only those that educate their students to
understand the nuances of law effectively and to facilitate them to think originally,

excel. School of Excellence in Law aims to be in top of such institutions.

The revolution in Information and Communication Technology dump
lot of information 1n the virtual world. Some of the information are mischievous
and dangerous. Some others are spoiling the young minds and eating away their
time. Students are 1n puzzle and 1n dilemma to find out the right information and
data. They do not know how to select the nght from the wrong, so as to understand,
internalise and assimilate into knowledge. Hence 1n the present scenario, the role
of teachers gains much more importance in guiding the students to select the
reliable, valid, relevant and suitable information from the most complicated,

perplexed and unreliable data.

The teachers of the School of Excellence in Law have made a maiden
attempt select, compile and present a comprehensive course material to guide the
students 1n various subjects of law. The students can use such materials as guidance
and trave] further in their pursuit of legal knowledge. Guidance cannot be a complete
source of information. It 1s a source that facilitates the students to search further
source of information and enrich their knowledge Read the materials, refer relevant

text books and case laws and widen the knowledge.

Dr. P. Vanangamudi
Vice-Chancellor




PREFACE

Accounting 1s the art of recoiding, classifying, and summarizing business transactions
and events 1n proper books of accounts In order to regulate the business various laws were
enacted, accounting concepts and conventions also were formulated and enforced These lead to
the creation of awareness of adopting double-entry system of accounting Besides, accounts show
profit &loss made and the financial position of the concern clearlv Income tax authorities also
rely on this to 1mpose tax on the profit earned by the business concern, banks and financial
1mstitutions are also come forward to extend credit shareholders invest their funds People show
interest to take up job 1n such concern, Suppliers are prepared to given to credit Financial
accounting is not an end 1n 1itself, but 1s intended to provide information that 1s vital in making

business decisions Hence, now a days the importance of accounting 1s going on 1ncreasing

When sole proprietorship and even partnership proved inadequate as a form of
business orgamization to meet the growing needs of people, there began to be felt the need of an
organization which could meet the needs of modern trade and industry and ‘Joint stock company’

came 1Mto existence as a result

The accounting system which we find today 1s as old as money itself Accounting has
developed along with the development of trade, commerce and industry Accounting 1s considered

now as a tool of managerial decision-making and control

Ms. K. Sangitha
Asst, Professor

Dr. MGR Janaki College of Arts & Science for Women
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UNIT -1
INTRODUCTION TO ACCOUNTS

Financial statements are to be prepared 1n accordance with generally accepted accounting principles
This 1s because if each organisation was to adopt its own principles 1n the maintenance of
accounting 1ecotds and the publishing of accounting information 1t will lead to a welter of
confusion Such financial statemcents will have low acceptabiity as 1t will be difficult to understand
them without fiist knowing the principles undeilying the pieparation of such statements Also
financial statements preparcd without the generally accepted accounting principles as their base will
be unsuitable for inter-perniod and inter-finn companson Tt 1s for this reason that when accounts are
audrted by the auditors, they sce to it that the financial statements are prepated m accordance with
generally accepted accounting principles and they also certify that the statements bavc been
prepared in accordance with generally accepted accounting principles

NATURE AND MEANING OF ACCOUNTING PRINCIPLE:

There 1s ample confusion and controversy as to the meaning and nature of accounting principle
There 15 a school of thought which believes that the term “principle™ connotes “fundamental behet™
or a “gencral truth™ and as such 1t 1y incorrect to usc this term with reference to accounting because
accounting, merely as an art. 1s only an adoption for the attainment of some useful and beneficial
results Adaptation, inherently, implies the changing nature and, hence, a sharp contradiction to the
meaning of the term “principle” which stands for the “fundamental truth™ There 1s another school of
thought which feels that the term “piinciple” means only “rule of action or conduct™ and as such can
be very correctly used with refeience to rules used in accounting The Amencan Instifute of
Cerlified Public Accountants (AICPA) bas also supported the use of the word “pninciple” n the
sense 1 which 1t means “rule of action” It has defined the principle as “a general law or rule
adopted or professed as a guide to action, a settled ground or basis of conduct or practice ” Pato and
Littleton, 10 order to avoid the confusion as to the meaning of the term “piinciple”. have puiposely
used a new term “srandurds” n place of “principle”™ ‘Principles” would generally suggest 4
unrversality and a degree of permanence which cannot exist in a human service mnstrtution such as
accounting ™

ESSENTIAL FEATURES OF ACCOUNTING PRINCIPLES

Accounting prinuiples are acceptable when they, in geneial, satisfy the following three basic norms

(a) usefulness,

(b) objectivity, and

{(c) feasibility

Accounting principles satisfy the first basic feature of usefulness as much as because of these. the

accounting records become more meaningful and useful to the reader In other words, an accounting

rule, which does not increase the utility of the records to 1ty readers, 1s not accepted as an accounting

principle

Accounting pinciples 18 that which 1s objective in nature It 1s said to be objectnv e when 1t 15 solidly

supported by facts It 18 objective when it cannot be mfluenced by the personal bies and whims

Accounting principles should be such as are practicable It will be seen that assets i the accounts

are 1ecorded at cost less depreciation as against at market price This accounting prnciple s
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practicablc and feastble because 1t does not entail the difficult work of ascertaining the maiket price
of that asset It does not make 1t obligatory for the accountant to record all tluctuation 1n the price of
that asset

KINDS OF ACCOUNTING PRINCIPLES:

To distinguish accounting principles, fiom the sense in which the term principles 1s used in physical
science. various other terms hhke postulates, concepts, conventions. doctrines, tenets, axioms,
assumptions, efc . have been used by wrnters of accounting theory Instead of wasting our time to
discuss the precise meaning of these generic terms, we should concern ourselves with the
significance and 1mportance of thesc ideas in the practical work of the accountants However, a
shight distinction 15 made between the two termy “concepts’ and ‘conventions’ The term “Concept”
1s used fo connote the accounting postulates, 1¢. necessary assumphons and 1deas which are
fundamenta] to accounting practice The term “Convention™ 1s used to signifv customs or traditions
as a guide to the preparation of accounting statements

The followng are the important generally acceptable concepts

Entity Concept

Gomg Concern Concept

Money Measurement Concept

Cost Concept

Accounting Perod Concept

Dual Aspect Concept

Matching Concept

Realization Concept

Balance Sheet Equation Concept

[0 Venfication and Objective Evidence Concept

11 Accrual Concept
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ACCOUNTING CONCEPTS:

Entity Concept:

It 15 very mmportant to note that for accounting purposes the business 1s treated as a unit or entity
apart from 1ts ownels, creditors and others In other wotds, the proprictor of an enterpuise 15 always
considered to be separate and distinct trom the business which he controls All the transactions of
the business are recorded 1n the hooks of the busimness (though they belong to the proprietor) from the
pomt of view of the business as an entity and even the proprictor 1s treated as a creditor to the extent
of his caprtal Capital 1< thus a bability like any other Liability although the amount 1s owing only to
the proprictor In the case of sole tiading and partnership concerns the propuetors may even draw
the amounts out, thus reducing the hability of the business But 1 the case of corporate bodies,
shaieholders stand on a different footing They cannot reclaim the amount they have invested The
can sell the shares to others 1if they desire to unload thent mmvestment Therefore, m the case of
corpolate bodies capital 15 paid out only at the time ot winding up, provided surplus assets are
available after paying off the cieditors In the case of

companies the enfity concept 1s more apparent, as 1n the eves of law 1t has separate legal entity
mndependent of the persons who contribute 1ts capital




The concept of accounting entity for every business determimes the scope of what 15 to be recorded
or what 15 to be excluded from the business books Therefore, wheneyer business recerves cash from
the proprietors cash account 15 debited as business receives cash and capital account 15 credited,
capital account representing the personal account of the proprietor 1n the

case of corporate bodies since there are too many contitbutors the amount 1s shown under a

smgle account called share capital account

In the case of non-corporate bodies there s no sepaiate legal entity Still the principle of busmess
entity 1s observed for accounting purposes For example, although for legal and most practical
purposes, we regard the sole trader and his business as one and the same thing, we nevertheless, for
accounting purposes, regard them as different entitics Thercfore in busmess, only the business
assets and liabilities are recorded although legally there 15 no distinction betw een his business assets
and habilities and his private assets and habilities Thus, the concepts of Jegal and business entities
ar¢ not compatible with each other This 1s also clear from the fact that in the case of big companies
each dcpartment may be the base fo1 accounting although legal entity 1s much laiger and covers all
the departments Likewise, 1n the case of consolidated statements accounting entity 1s much laiger
than the legal entity

Going Concern Concept:

This concept assumes the enterprise will continue to exist i the foreseeable future This 15 1n
contrast with another view that the enterprise will be liquidated According to A S -1 relating to
disclosute of accounting policies, gomg concern concept 15 a fundamental accounting assumption
underlying the preparation of financial statements Under this assumption, “the enterprise 1s
normally viewed as a going concern, that 1s, as continuing 1n operation for the foreseeable future It
1s assumed that the enterprise has neither the intention noi the necessity of lrquidation or of
curtatling matenally the scale of its operations™

This assumption implies the following

(1) Assets will be valued on the basis of gomg concern assumption In other words, accountants do
not record the values of goods and assets which will be fetched 1f a sale 1 forced Certain assets
which are specific to the particular enterpiise may have a very low market value Howevel, the
value of such machines to the business 15 very great becausc of its productive potential and
contribution to protits In spite of this accountants prefer to record assets at historical cost rather
than adopt “value-m-use’ approach which 1s favored by economsts This 15 because historical cost
approach sausfies the test of objectivity and venifiability

(11} Assets are depieciated on the basis of expected Iife rather than on the basis of market value This
facilitates the allocation of the cost of the asset over the eaxpected period of the life of the asset and
dispenses with the periodic consideration of market values This concept strengthen and support the
view that ‘depreciation’ 15 a process of allocation, not of valuation

Thus, the ‘going concern’ concept 15 the basic to the valuation of assets and the pros 1s1on

of depreciation thereon

Money Measurement Concept;:

The money measurement concept underlines the fact that in accounting every worth 1ecording

event happening o1 transaction 1s 1ecorded in terms of money In other words, a fact or a happening
which cannot be expressed in terms of money 15 not recorded 1n the accounting books General
health condition of the chairman of the company, working condition 1n which a worker has to woik,
sales policy puisued by the enterprise, quality of products mntioduced by the enterprise, etc , cannot
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be expressed m money terms and theiefore are not recorded mn the books In view of the above
conditton this concept puts a serious handicap on the usefulness of accounting records for
management decisions This concept has another serious himitauon and 1s currently attiactmg the
attention of the accountants all over the wotld As per this concept, a transaction 1s recorded at 1ts
money value on the date of occurrence and the »ubsequent changes in the money value are
conveniently 1gnored

Cost Concept (Historic):

The undetlying 1dea of cost concept 1s that

(1) asset 15 1ecor ded at the price paid to acquire it, that 15, at cost, and

(1) this cost 1s the busis for all subsequent accounting fo1 the asset

When asset 1s recorded at cost price as said unde1 point (1) above, the change n the real worth of an
assct (for variety of 1easuons) with the passage of time 1s not ordinarily recorded in the account
books For cxample, 1f a piece of land has been purchased for Rs 80,000, then its market price
(whether Rs 1,70.000 or Ry 50,000) at the tume of piepaiation of final statements will not be
considered Thus the balance sheet on a particular date, prepared on the basis of cost concept, does
not ordinarily indicate what the assets could sold for As an eaplanation of the point (1) of the cost
concept, 1t can be said that the cost concept does not mean that assets are always shown year after
year for an ndefinite period at the cost price The assets recorded at cost price at the ame of
purchase are systematically 1educed by the process called depreciation These assets ulumately
disappear from the balance sheet when thewr economic life 1s over and they have been fully
depreciated and <old as scrap Therefore, 1n the books assets figure at cost less depreciation writien
off and are called book values to distinguish from theiwr market values which represent therr true
worth However, in the case of liquid assets like cash and book debts theie 15 no difference between
the book values and current market values But m the case ot other current assets like stocks and
investments there may be some difference between the two values but the margin will not be as wide
as 1t will be 1n the case of fixed asscts In spite of the limitations of cost concept 1eferred to above,
accountants prefer this approach to other for the following reasons

1 There 15 too much of subjectivity 1n ‘curient worth’ or “market valuc’ or ‘realisable

value” approach

2 Fixed assets are purchased for use 1n production and are not held for sale

3 Tt1s very difficult and trme consuming for an enterpose 1o ascertain the market

values

4 There 1s objectivity and verifiability in cost appioach which 1s lackmg 1n the other

approaches

Accounting Period Concept:

Strictly speaking, the net income can be measured by comparing the assets ot the business cxisting
at the time of 1ts commencement with those eaisting at the tume of its hiquidation Since hife of
business 15 assumed to be indefinite (going concem concept), the measurement of mcome. according
to the abovc concept, 1s not possible for a very. very long pertod The proprietor of the busmess
cannot wart for such a long penod as the determination of income at the end of the hife of business
would render such a measurement of income useless m as much as 1t will be too late to take
corrective steps at the time, 1f 1t 1s disclosed that the business had all the ime being running at a loss
on account of certain reasons or business had not been using 1ts fully capacity to make more profits

Thus, he needs to know at frequent intervals “how things are gomng™ Therefore, accountants choose

4




wome shorter and convement time for the measurement of income Twelve-month period 1s normally
adopted for this purpose Under the Companies Act and Banking Regulation Act accounts are to be
prepared for a 12-month pertod This time mterval 1s called accounting period

Dual Aspect Concept:

Financial accounting 1s transaction based Of course, we arc only concemed with fransactions and
events mvolving financial element In every type of business there are numerous transactions If one
takes a typical trading concern the main activity 18 purchase of poods and their subsequent sale at a
profit This mvolves several transactions hike purchase of goods from several suppliers, sales to
several customers on cash and credit, payment to suppliers. collection from customers, payment of
salaries to salesmen. purchase assistants, payment of rent and taxes. electricity bills, etc In each of
the transactions listed above there are two aspects to be recorded from the pomt of view of entity

For example, 1f there 1s purchase of goods — 1t mvolves two aspects  one aspect 15 the receipt of
goods and the other aspect 1s the immediate payment of cash (1n the case of cash purchase) or the
acknowledgement of debt to the suppher (in the casc of credit purchase) The recognition of two
aspects to every transaction 1s hnown as dual aspect analysts Modern financial accounting 18 based
on such recognition of the record of the two aspects of every transaction The term ‘double entry
book-keeping has come 1nto vogue because of every transaction two cnfiies arc made One entry
consists of debit to one or more accounts and another entry consists of credit to one or more
accounts However, the total amount debited always equals the total amount credited This balancing
of debits and credits 1s the comerstone of modem book-keeping How this accounting principle
operates 1s tllustrated with a few examples

For example, when Marmush, the proprietor of the business, starts his business with Cash Rs 40,000
and Building Rs 50.000 then this fact 1s recorded at two places  Assets account and Capital account

The capital of the business 15 equal to the assets of the business This eapression can be shown 1 the
form of equation as under

Capital = Assets

Manish = Building + Cash

Rs 90,000 = Rs 50.000-+Rs 40,000

If the business increases the assets by borrowing Rs 20.000. then the dual aspect of the transaction
affects the equation as under

Capital + Liabilities = Assets

Mamsh + Loan = Building + Cash

Rs 90,000+Rs 20 000 = Rs 50.000+Rs 60,000

Matching Concept

This concept recogmzes that the determination of profit or loss on a particular accounting period 1s a
problem of matching the expired cost allocated to an activity period In other words, the expenses
which arc actually mcurred during a specific activity period, in order to eain the revenue for the said
period must be matched against the revenue which are realized for that period For this purposes,
expenses which are specially curred for earning the 1evenue of the related period are to be
considered In short, all expenses mcurred during the activity period must not be taken Only
relevant cost should be deducted from the revenue of a period for periodic mncome statement, 1 ¢,
the expenses that are related w the accounting petiod shall be considered for the purpose of
matching This process of 1elating costs to revenue 1s called matching process It should be
lemembeted that cost of fixed asset 1s not taken but only the depreciation on such fixed asset related
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to the accounting period 15 taken (For the purpose of matching, prepaid expenses are eacluded from
the total cost but outstanding expenses are added to the total cost for ascertaming the cost related to
the perod) Like costs all revenues earned during the period are not taken, but revenue which are
related to the accounting period are considered

Application of matching concept creates some problems which are noted below

(a) Some special items of expenses € g preliminary expenses, €Xpenscs in connectron with the 1ssue
of shares and debentures, advertiscment expenses etc , cannot be easily 1dentified and match against
revenues of a particular period

(b} Another pioblem 1s that how much of the capital expenditure should be wntten off by way of
depreciation for a particular penod for matching against revenue cieates the problems of tinding out
the expected life of the asset As such, accurate matching 1» not possible

(¢) In case of long term contracts usually, amount 1s not recerved 1n proportion to the work done As
a result, expenditures which are carried forward and not 1elated to the income recerved. may create
some problems

Realisation Concept:

According to this concept, revenue 1s considered as eained on the date when 1t 15 realised In other
word, revenue realised (either by sale of goods o1 by rendeiing services) dunng an accounting
period should only be taken in the income statement (Profit and Loss Account)

Unearned/Unrealised revenue 1s treated as earned on some specific matters o1 transactions For
cxample, when goods are sold to customets, they are legally liable to pay. 1€ as soon as the
property of goods passes from the scller to the buyer In short, when an order 1s simply received
from 4 customer. it does not mean that the revenue 15 carned o1 realised On the other hand, when an
advance payment 1s made by a customer, the same cannot be treated as revenue realised or eamed

In casc of hne-purchase transactions, however, the title or ownership of the goods is not transferred
fiom the seller to the buyer ull the last mnstalment 15 paid As such, the down payments and the
instalment 1ecerved o1 due should be treated as actual sale. 1 e . revenue carned

Balance Sheet Equation Concept:

The Historical Cost Concept nceds support of two othel concepts for practical purposes viz

(1) the Money Measurement Concept (1) the Balance Sheet Equation Concepts Accounting
processes, however, conforms to an algebraic equation which, 1 other words 15 involved i two
laws of nature, 1 ¢, the law of constancy of matter and the law that every effect onginates from a
case In relation to the former, 1t may be deduced that ali that has been recerved by us must be

equal to (=) all that has been given to us (In accounts, receipts are classified as debits and giving or
sacrifices are classified as credits) Here, the cquation comes Debit = Credit

(That 15, 1n other words, every debit must have a corresponding equal credit or viceversa)

All receipts (referred to above) may again be classified into (1) benefits services recerved and totally
consumed {(which are known as cxpenses), (1) benefits or services recerved but not used properly o1
misused (which are known as losses) and (1) benefits or services received but kept to be used 1n
tuture (which are known as assets) Simularly. 1n the opposite case. all that have been given by
others may also be classified mto (1) What has been grven to us but are not to be repaid (which are
known as 1ncomes or gains) and (1) What has been given by others but has to be repaid at a later
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date (which are known as habilihes) Therefore. the above cquation may again be re-wrtten as
under

Expenses + Loss + Assets = Income + Gawns + Liabilities

Or, dsset = Net Profit (-) Net Loss + Liabilities

Liabilitics become due either to outsider or to the owner, viz The proprietols. 1n the case

Assets = Net Piofit or (=) Net Loss + External iabilities + Dues to Piopitetors

We know that proprietors due increases with the amount of net profit whereas decreases with the
amount of net loss The same 15 known as equity mn the business So, the above equation comes
down to

Assets = Equin + External Liabilities

Agam, from the proprietor’s pount of view. the equation can also be re-written as under

Proprietor 's Fund or Equaty = Asset — Liabilifies

E=4-L

From the above, 1t may be said that the entire accounting process depends on the above accounting
equation

Verifiable and Objective Evidence Concept:

It expresses that accounting data are subject to verification by mdependent experts 1 there must be
documentary evidences of transactions which aie capabte of venification Otherwise, the same will
nerther be verifiable nor be realisable or dependable In other words, accounting data must free from
any basic Because, vertfiability and objectivity umply reliability, trustworthmness, dependability
which are very useful for conveying the accounting data and information furmished in penodical
accounting reports and statements There should always be some documentary evidences m
establishing the truth reflected in the said reports or statements Entries which are recorded in
accounting fiom the transactions and data which are reported mn financial statements must be based
on objectively deternuned evidence The confidence of users of the financial statement cannot be
maintained until there 1s a close adherence to this pnneiple, invoices and vouchers for purchases,
sales and eapenses, physical cheching of stock 1 hand

Accrual Concept:

An assoctated concept to be discussed 1n the context of ‘matching principle’ 1s the accrual system of
accounting which 1s favoured by the modern accountants as agamst cash system of accounting
Under this method revenue recognition depends on 1its realisation and not actual receipt Likewise
costs are recognised when they are incurred and not when paid This necessitates certain adjustments
in the preparation of ncome statement In relation to revenue, the accounts should exclude amounts
1elating to subsequent period and provide for revenue

recornsed but not recerved in cash Likewise, 1n relation to cost provide for costs mncurred but not
paid and exclude costs paid for subsequent period Under the cash system of accounting revenue
recognition does not take place until cash 1s recerved and costs are recorded only after they are paid
From the discussion 1t 1s clear that the matching principle 1s not followed n the

case of cash system of accounting and the operating result prepared on this basis are not 1n
conformity with generally accepted accounting principles There are hybrid systems of accounting
which combine the features of cash and accrual systems and are also recognised by

taxation authorities Under hybnd system certam revenues may be shown on cash basis while others
are shown on accrual basis




ACCOUNTING CONY ENTIONS

Convention of Disclosure:

The conventron of disclosure implics that accounts must be honestly prepared and all materal
information must be disclosed thercin The notion 18 s0 important (because of diorce between
ownership and management) that the Companies Act mahes ample provisions for the disclosure of
essential information m company accounts The contents of balance sheet and profil and loss
account arc prescribed by law  These are designed to make disclosure of all material facts
compulsory

The term disvclosure docs not imply that all mformation that anyone could concervably desue 15 to
be included 1n accounting statements The term only implies that theie 1s to be a sufficient disclosure
of information which 15 of matenal interest to proprietors, present and potential creditors and
mvestors The practice of appending notes 1elative to various facts or items which do not find place
In accounting statements s m pursuance to the convention of full disclosure of matenal facts

Examples arc

{a) Contingent liabilities appeanng as a note,

(b) Marhet value of v estments appearing as 4 note

Busmness 1s now increasingly managed by stewards (managers) and they owe a duty to make a full
drsclosure to the peisons who have contributed the capitat Financial accounting, while reporting on
stewardshup, has to make full disclosure ‘Openness in company affairs 1s the best way to secure
responsible behas o1 Because of the wide recognition of this principle now there 1s an **Accountin g
Standard™ which 1equires the disclosure of all sigmificant accounting policies adopted 1n the
preparation of financial statements, due to the effect of such policies on the financial statements The
accounting principle of *Going Concern’, *Conststency and ‘Accrual” are considered fundamental m
the prepaiation of financial statements and need not be disclosed Only when the assumption 1S not
followed the fact should be disclosed Apart fiom disclosure of accounting policies, AS - 1 deals
with information to be disclosed in financial statements

The concept of disclosure also applies to events occurring after the balance sheet date and the date
on which the financial statements are authorized for issue Such cvents include bad debts,
destruction of plant and equipment due to natural calamities, major acquisition of another enterprise
and the Iike Such events are likely to have a substantial mfluence on the earnings

and financial position of the enterpuse Their non-disclosure would affect the ability of the users of
such statcments to make proper evaluations and decisions

Convention of Materiality:

The role of this convention cannot be over-emphasized 1n as much as accounting will be
unnecessarily overburdened with more details 1n case an accountant 1s not able to make an objective
distinction berwcen matenal and immatenal matters American Accountmg Assoclation (AAA)
defines the term matenality as under

“An 1tem should be regarded as matcrial 1f there 1s reason to believe that knowledge of its

would mfluence the decision of informed 1nvestor”

Kohler has defined materiality as under

“The charactenstic attaching to a statement, fact, o1 1tem wheieby 1ts disclosure o1 the method of
grving 1t expression weuld be likely to mfluence the judgment of a reasonable person™

Some of the examples of matenial financial information to be disclosed aie likely fall n the value of
stocks, loss of markets duc to competition o1 Government regulation, increase m wage bill under
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recently concluded agreement. etc It 1s now agreed that information known after the date of balance
sheet must also be disclosed Anothet example of materiality 15 the question of allocation of costs

An 1tem of small value may last for three yeais and techmcally 1ts cost must be allocated to every
one of the three years Smce 1ts value 18 small, 1t can be treated as the cxpense 1n the year of
purchase Such 4 decision 15 in accordance with the principle of mateniality Likewise, unimportant
sterns cuan be erther left out or merged with other ttems Sometimes items are shown as footnotes or
1n paientheses according to their relative importance

It should be noted that an 1tem material for one concern may be immaterial for another And
simularly, an item material i one year may nol be material 1n the next year As per AS — 1,
materiality should govern the selection and application of accounting policies Accotding to the
consideration of materiality financial statement should disclose all items which are material enough
to affect evaluations or decisions

Convention of Consistency:

In order to enable the management to draw important conclusions regarding the working of a
company over a number of years, 1t 1s but essential that accounting practices and methods remain
unchanged from one accounting period to another The comparison tor one accounung penod with
that m the past 15 possible only when the convention of consistency 1s adhered to But the 1dea of
consistency does not 1mply non-flexibility as not to pernut the mtioduction of improved techniques
of accounting Accordmg to A S — | consistency 1s a fundamental assumption and (t 1> assumed that
accounting policies are consistent from one period to another Wheie this assumption 1s not
followed. the fact should be disclosed together with reasons The principle of consistency plays 1is
role particulaily when alternative accounting method 15 equally acceptable For example, 1n applying
the principle that fixed asset 15 depreciated over its useful life a company may adopt any of the
several methods of depreciation, viz, wrtten-down-value method, straight-lne method, sinking
fund method. annuity method, sumof- years-digit method, umit-of-production method or any other
method But in keepmg with the convention of consistency 1t 15 expected that the company would
conststently follow the same method of depreciation which 1s chosen Any change fiom one method
to another would result in tnconsistency In the following cases, however, there 1s no mconsistency
although apparently they make Jook inconsistent

(a) The application of principle for stock valuation “at cost or market price whichever 15 lower” will
result 1 the valuation of stock sometimes at cost price and sometimes at market price But there 1s
no inconsistency here because the shift from the cost to market 15 only the apphication of the
principle

(b) Stmulaily, if investments are valued at cost or market puce whichever 1s lower, 1t 1s only an
appl cation of the principle Kohler has talked about three types of consistencies

{a) Vertical consistency This consistency 1s maintamed within the interrelated financial statement of
the same date Vertical inconsistency will occur when an asset has been depreciated on one basis for
mcome statermnent and on another basis for balance sheet

(b) Horizontal comsistency This enables the companison of performance of an organization 1n one
year with 1ts performance in the next yea

(c) Third dimensional consistency This enables the companson of the performance of one
orgamsation with the peiformance of other orgamsation in the same mdustry




Convention of Conservatism:

This 15 the policy of *playing safe’ It takes into consideration all prospective losses but leaves all
prospective profits This accounting principle 13 given recognition m A S — 1 which recommends
the obven ance of prudence 1n the framing of accounting policies “Uncertainties inevitably surround
many transactions This should be recognised by exercising prudence in financial statements
Prudence docs not, however, justify the creation of secret or hidden resen <™ Following are the
examples of the application of the cons ention of conservatism

(a) Making the piovision for doubtful debts and discount on debtors 1n anticipation of actual bad
debts and discount,

{(b) Valuing the stock in tiade at market price or cost price whichever 13 less,

(c) Creating provision agamst fluctuation in the price of Investments,

(d) Charging of small capital 1tems, like crockery. to 1evenue,

(¢) Adopting witten-down-value method of depieciation as against straight-line method The
wiltten-down-value method of deprecration 1» more conservatrve m a approach

(f) Amortization of intangible assety ke goodwill which has indefinite life.

(g) Showing joint life policy at surrender value as aganst the amount paid,

{(h) Not providing for discount on credutors,

(1) Taking 1nto consideration claims intimated but not accepted as a loss for calculating profit for a
general msuiance company,

() Considering the loss relating to premium on the redemption of debentures when they are 1ssued at
par or at discount but redcemable at premium, at the tume of their 18sue

The principle of conservatism is applied :

(a) When there 14 an uncertamnty inheient in the activity, e g . uncertainty as to the useful life of an
asset, occurrence of loss, reahzation of income, 1emaining utility of an asset, estimated l1abilrty

(b} When there are two equally acceptable methods then the one which 15 more

conservative will be accepted

(¢} When there 1s judgment based on estimates and doubt exists as to which of the several estimates
19 conect, the most conservative would be selected

(d) When there 1s possibility of the occurrence of a loss or profit, losses will be considered and
profits will be overlooked

This principle has effect on :

(a) Income statement Heie the principle 1esults 1o lower net mcome than would otherwise be the
case

(b) Balance sheet When apphed to the balance sheet, the conservative approach results m
understatement of assets and capital and overstatement of Liabilities and provisions The principle of
conservatism, however should be applied cautiously If the pnnciple 15 stretched without
reservations it results m the creation of secret reserves which 15 1n direct conflict with the doctrine of
full disclosure Since the main atm of published accounts 1s to convey and not to conceal the
nformation, the policy of seciecy 15 being abandoned 1n fasowr of the modern and more logical
policy of disclosure

DOUBLE ENTRY SYSTEM:
It was 1n 1494 that Luca Paciol the Italian mathematician, first published his comprehensive treatise
on the principles of Double Entry System The use of principles of double entry system made 1t
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possible to record not only cash but also all sorts of Mercantile transactnions 1t had cieated a
profound 1mpact on auditing too, because 1t enhanced the duties of an auditor to a considerable
extent

Features of Double Entry 8ystem

(1) Every tiansaction has two fold aspects, 1e ., one party giving the benefit and the othel recerving
the benefit

(1) Every transaction 1s divided 1to two aspects, Debit and Credit One account 15 to be debited and
the other account is to be credited

(111) Every debit must have 1ts corresponding and equal credit

Advantages of Double Entry System

(1) Since personal and impersonal accounts are mamtaincd under the double entry system. both the
effects of the transactions are recorded

(u) It ensures arthmetical accmacy of the books of accounts, for every debit, there 1 a
conesponding and equal credit Thus 15 ascertamed by preparing a trial balance periodically or at the
cnd of the financial year

(u1) 1t prevents and minimizes frauds Morcover frauds can be detected early

(1v) Errors can be checked and rectified casily

(v) The balances of receivables and payables are determined easily, since the personal accounts are
maintamed

(v1) The businessman can compaie the financial position of the current year with that of the past
vear/s

(vu1) The businessman can jusnfy the standing of his business in comparison w ith the previous years
purchase, salcs. stocks, in comes and expenses with that of the current year figures

(vur) Helps in decision making

(ix) The net operating results can be calculated by prepanng the Trading and Profit and Loss A/C for
the year ended and the financial position can be ascertained by the preparation of the Balance Sheet
(x) It becomes easy for the Government to decide the tax

(x1) It helps the Government to decide sickness of business units and extend help accordingly

(x11) The other stakeholders like suppliers. banks, etc take a proper decision regaiding grant of credit
ot loans

Limitations of Double Entry System

(1) The system does not disclose all the errors committed 1n the books accounts

(1) The trial balance prepared under this system does not disclose certam types of errors
(1) It 1s costly as 1t involves mamtenance of numbers of books of accounts

Account

An account denotes a summarized records of transactions pertamning to one person, one kind of
asset, or one class of income. expense o1 loss It can also be explamned as “TO COUNT™

—» the financial value of each eyvents, which are termed as Transactions
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Classification of Accounts

Accounts are usually subdn ided into the follow ing classes

1 Personal Accounts : These accounts deal with transactions relating to persons or an organization
It can be classified ay

(2} Natural Peisons M1 S Shaima, Triveni & Sons, ctc

(b} Artiticial Persons State Bank of Tndwa, ITC Ltd, CC & FC, Royal Calcutta Golf Club, etc

(c) Representative Persons  Outstanding Expenses (represent fing liability for expenses to supplies)
. Piepaid Salary (representating employess) etc

2 Impersonal Accounts : Theie accounts do not relate to any persons are known as impersonal
accounts

(a) Real Accounts It1s an accounts relating to assets and properties

Eg Land, Building, Plant, Machinery. Cash, Bank. Stock, etc

(b) Nomminal Accounts It 15 an account relating to expenses, losses, mcomes and gams They do not
have any physical existence except names

Eg Sales, Purchases, Salary, Wages, Rent, Interest, Repaus, Tras elling, etc

Debit and Credit

Debit 1s derived from the latn word “debrtum”, which means ‘what we will recetve’ Tt 1s the
destination, who cnjoys the benefit

Credit 1s derived from the latin word “credre™ which means “what we will have to pay’ Itis

the source. who sacrifices for the benefit

DOUBLE ENTRY

Assets + Expenses = Liabilities + Incomes

GOLDEN RULES

Traditional Dcbit Credrit

Version Personal A'c Recenver Giver
Real A/c What comes in What goes out
Nonunal A/c Expenses and losses Income and Gains

Modern Version : Any change 1n any vanable of the equdtion must have another change 1n
another vanable etther in the opposite direction 1n the same side, o1 1n the same direction 1n
the opposite side

Events : Any or all activities which we are domg 1n our day-to-day hife

Example Reading, Sleeping, Eating, Thinking, Singing, Gossiping. Buymng, Selling, Playing
and etc

Transactions : An event which has the followmg characteristics

(1) Which changes the financial position of a person

(1) Which can be measured m terms of money

(1) Which can be recorded in the Books of Accounts

Example Purchase, Sales, Travelling Expenses, Rent, Wages, Salanes, and etc It 1y thercfore
concluded that “4l transactions are events but all events are not transactions”
Classification of Transaction:

CASH & NON-CASH & CREDIT OTHERS

Cash Transactions : Those transactions which mvolves inflow ' outflow of cash

Example (1) Purchased goods for cash Ry 100
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(1) Paid Expenses Rs 20

(1) Sold goods for cash Rs 300 and etc

Non-cash Transaction : Those tiansaction which s not invoived with immediate inflow
outflow of cash They are again sub-divided cost

Credit Transactions : Those transactions which involve increase mn assets liabilities
Example (1) Goods sold to Mr Sen on credit

— In¢rease 1n asset

(11} Purchased goods from Sunny on credit

— ncrease 1n lability

Other Non - Cash Transactions : Those which involves loses and does not result in immediate
outflow of cash

Example (1) Depreciation of Fixed assets

{11} Bad Debts and ctc

FINAL ACCOUNTS:

The transactions of a business enterpiise for the accounting period are first 1ecorded 1n the books of
original entry, then posted there from mto the ledger and lastly tested as to their arithmetical
accuracy with the help of trial balance After the preparation of the tnal balance. every busimessman
18 interested i knowing about two moie facts They are (1) Whether he

has camed a profit or suffered a loss duting the period covered by the trial balance, and (1) Wherc
does he stand now” In other words, what 18 his financial position” For the above said purposes, the
businessman prepares financial statements for his business 1€ he prepares the Trading and Profit
and Loss Account and Balance Sheet at the end of the accounting period These financial statements
are popularly known as final accounts The preparation

of financial statcments depends upon whether the busmess concern 15 a trading concern or
manufacturing concern If the business concemn 18 a trading concern, 1t has to prepare the following
accounts along with the Balance Sheet

(1} Trading Account, and

(1) Profit and Loss Account

But, 1f the business concern 15 a manufacturing concern, it has to prepare the followrog accounts
along with the Balance Sheet

(1) Manufacturing Account.

{n) Trading Account , and

(111) Profit and Loss Account

Basically, two types of statements ate prepared namely "Income Statement” and 'Position
Statement” The Income Statement 1s generally known as Profit and Loss Account This Profit and
Loss Account 1s further sub-divided erther into three parts or two parts according to the nature of the
business As stated above, 1if the concern 14 a manufacturing one, the Piofil and Loss Account 15
divided into three sub-sections viz, Manufacturing Account, Trading Account and Profit and Loss
Account On the other hand, 1f 1t 15 a trading concern, then this account 15 divided into two sub-
scctions, nmamely Trading Account and Profit and Loss Account The second statement 1€ the
"Position Statement” which 1s popularly known as the "Balance Sheet" 1s prepared by cvery type of
business concern
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The Balance Sheet 1s a statement which shows the position of the assets, habilities and capital 1n
money terms, of an accounting entity as on a given date A Balance Sheet 1s a formal representation
of the accounting equation indicating that the assets are always equal, 1n value, to the habilities plus
capital Trading Account 1s prepared to know the Gross Profit or Gross Loss

Profit and Loss Account discloses net profit or net loss of the business Balance sheet shows the
financial position of the business on a given date For preparing final accounts, certan accounts
representing incomes or expenses are closed either by transfermng to Trading Account or Profit and
Loss Account Any Account which cannot find a place i any of these two accounts goes to the
Balance Sheet

TRADING ACCOUNT:

After the preparation of tnal balance, the next step 1s to prepare Trading Account Trading Account
1s one of the financial statements which shows the result of buying and selling of goods and.or
services during an accounting pertod The main objective of preparmg the Trading Account 1s to
ascertain gross profit or gross loss durning the accounting period Gross Profit 15 said to have been
made when the sale proceeds exceed the cost of goods sold Converscly, when sale proceeds are less
than the cost of goods sold, gioss loss ts meurred For the purpose of calculating cost of goods sold.
we have to take 1nto consideration opening stock. purchases, direct expenses on purchasing or
manufacturimg the goods and closing stock The balance of this account 1€ gross profit o1 gross loss
1s (ransferred to the Profit and Loss Account

Format of Trading Account

A Trading Account 18 prepared in "T" form just like every other account Though 1t 15 an account,
yet 1t 1s not exactly an ordinary ledger account It 1s one of the accounts which aie prepared only
once 1 an accounting penod to ascertain the gross profit or gross loss of the business As it 1s
prepared once n a year, columns for date and journal folio are not provided While preparing a
Trading Account, an 1mportant pomnt that must be kept 1n mind 1s that a closing journal entry 1s to be
recorded 1n the journal proper At the end of every accounting peniod, items of revenue and direct
expenses are closed by transferring ther respective balances to the Tiading Account The format of
a Trading Account and the usually appearing entnies therein are shown below
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TRADING ACCOUNT
For the vear ended 31st March, 2006

Particulars Amount | Particulars Amount

Rs. Rs.

To Opening Stock By Sales

To Puichases Less Sales Retuans
Less Putchases Returns By Closing Stock

To Diuect Expenses By Giross Loss
Carnage Inward tiansferrad to
Freight and Insurance P&L Ac
Wages
Fuel. Powe: and Lighting

expenses

Manufacturing Expenses
Coal. Wate1r and Gas
Motive Power

Octiol
Impert Duty

Custom Duty
Consumable Stores
Royalty on manufactiued
Goods
Packing chaiges
To Gioss Profit fransfened
to P&L Aic

Balancing of Trading Account

After recording the relevant items of various accounts mn the respective sides of the Trading
Account, the balance 1s calculated to ascertain Gross Profit or Gross Loss If the total of the credit
s1de 1s more than that of the debit side, the excess represents Gross Profit Conversely,

if the total the debit side 15 more than that of the credit side, the excess represents Gross Loss Gross
Profit 1s transferred to the credit side of the Profit and Loss Account and Gross loss to the debit side
of the Profit and Loss Account

Closing Entries for Trading Account

The journal entries necessary to transfer opemng stock, purchases, sales and retumns to the Trading
Account are called closing entries, as they scrve to close these accounts These are as follows

1 For transfer of opening stock, purchases and diiect expenses to Trading A'c

Trading A/c Dr

To Stock (Opening) A ¢

To Purchases A/c

To Ditect Expenses Asc
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(Bemng opening stock, purchases and direct expenses transferred to
Trading Account)

2 For hansfer of sales and closing stock to Trading A/c
Sales A.c Dr

Stock (Closing) Arc Dr

To Trading A/c

(Bemg sales, closing stock transferred to Trading Account)
3 (a) For Gross Profit

Tradmg A,c Dr

To Profit & Loss A/c

(Bemg gross profit transferred to Profit and Loss Account)
{b) For Gross Loss

Profit & Loss A7¢ Dr

To Trading Aic

{Being gross loss transferred to Profit and Loss Account)

IMPORTANT POINTS REGARDING TRADING ACCOUNT

1 Stock:

The term 'stock' includes goods lying unsold on a particular date

The stock may be of two types

(a) Opening stock (b) Closing stock

Opening stock refers to the closing stock of unsold goods at the cnd of previous accounting period
which has been biought forward i the curtent accounting period This ts shown on the debit side of
the Trading Account

Closing stock refers to the stock of unsold goods at the end of the current accounting period Closing
stock 15 valued either at cost price or at market price whichever 15 less Such valuation of stock 18
based on the principle of conservatism which lays down that the expected profit should

not be taken mto account but all possible losses should be duly provided for Closing stock 1s an
itemn which 1s not generally available 1n the tnal balance Tf 1t 1s given in Tnial Balance, 1t 15 not to be
show n on the credrt side of Trading Account but appears only 1n the Balance Sheet as an

asset But 1f it 15 given outside the trral balance, 1t 15 to be shown on the credit side of the Trading
Account as well as on the asset side of the Balance Sheet

2 Purchases

Purchases refer to those goods which have been bought for resale It includes both cash and credit
purchases of goods The following items are shown by way of deduction from the amount of
purchases

(a) Purchases Retumns or Return Qutwards

(b) Goods withdrawn by proprietor for his personal use

(c) Goods recerved on consignment basis or on approval basis or on hire purchase

(d) Goods distributed by way of free samples

(¢) Goods given as charity

3 Direct Expenses:

Direct expenses are those expenses which are directly attributable to the purchase of goods or to
bring the goods in saleable condition Some example of direct expenses are as under
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(a) Carrage Inward

Carriage paid for bnnging the gouds to the godown 13 treated as carriage inward and 1t 15 debited to
Trading Account

(b) Freight and insurance

Freight and msurance paid for acquinng goods or making them saleable 15 debited to Trading
Account If 1t 1s paid for the sale of goods, then 1t is to be charged (debited) to Profit and Loss
Account

(c) Wages:

Wages mcurred mn a business are direct expenses, when they are incurred on manufacturing or
merchandise or on making 1t saleable Other wages aie direct wages Only direct wages are
debited to the Trading Account Other wages are debited to the Profit and Loss Account Ifit1s

not mentioned whether wages are direct or mdirect. 1t should be assumed as direct and should appear
m the Trading Account

(d) Fuel, Power and Lighting Expenses:

Fuel and power expenses aie incurred for running the machimes Bemng duectly related to
production, these aie considered as direct expenses and debited to Trading Account Lighting
expenses of factory are also charged to Trading Account, but highting expenses of administrative
office or sales office are charged to Profit and Loss Account

(¢) Octroi:

When goods are purchased within municipality lumts. gencrally octroi duty has to be paid on 1t It1s
debited to Trading Account

(f) Packing Charges

There are certain types of goods which cannot be sold without a container or proper packing These
form a part of the finished product One example 1s ink. which camnot be sold without a bottle
These type of packing charges are debited to Tiading Account But If the goods are packed for their
safe dispatch to customers, 1 e packing meant for transportation or

fancy packing meant for advertisement, will appear 1n the Profit and Loss Account

(g) Manufacturing Expenses

All expenses mcurred 1n manufactuing the goods m the factory such as factory rent, factory
insurance etc are debited to Tiading Account

(h) Roy alties

These are the payments made to a patentee, author or landlord for the 1ight to use his patent,
copyright or land If royalty 15 paid on the basw of production, 1t 1s debited to Trading Account and
1f 1t 15 paid on the basis of sales, 1t 15 debited to Profit and Loss Account

4 Sales:

Sales include both cash and credit sales of those goods which were purchased for resale purposes
Some customers might return the goods sold to them (called sales return) which are deducted from
the sales in the mnner column and net amount 1s shown 1 the outer column Whle

ascertaining the amount of sales. the following pomts need attention

(a) If a fixed assct such as furniture, machinery etc 1 sold, 1t should not be included 1o sales

(b) Goods sold on consignment or on hire puichase or on sale or return basis should be 1ecorded
separately

(c) If goods bave been sold but not yet despatched, these should not be shown under sales but are to
be included 1n closing stock
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{d) Sales of goods on behalf of others and forward sales should also be excluded from sales
Iltustration 1: From the followmg mformation, prepare the Trading Account for the vear ending on
31March 2002

Opening Stock Rs 1,50,000, Cash Sales Rs 60,000, Credst

Sales Rs 12,00,000, Retumns Outwards Rs 10,000, Wages Rs 4,000,

Camage Inward Rs 1,000, Freight Inward Rs 3,000, Octro1 Rs 2,000, Cash

Purchases Rs 50,000, Credit Purchases Rs 10,00,000, Returns Inward Rs

20,000, Closing Stock as on 31 3 2002 Rs 84,000

Solution :
Trading Account
Dy for the veair ending on 31Maich. 2002 Cr
Particulars Rs Particulars Rs
To Openmg Stock 1 50,000 By Sales
To Purchases Cash Sales 60 000
Cash Purchases 50,000 Credit Sales 12 00,000
Credit Purchases  10,00,000 Total Sales 12 60 000
Total Purchase m Less Retum
Less Return Inward 20,0001 1240000
Outwands 10000 10 40,000 By Closing Stock 84 000
To Freight Inwards 3,000
To Octrot 2000
To Camage Inwards 1000
To Wages 4,000
To Gross Profit tfid to P&L A ¢ 1.24.000
13,24 000 13.24 000

MANUFACTURING ACCOUNT

Manufactunng Account 1s prepared by an enterprise engaged manufacturing activities Tt 1s
prepaied to ascertain the cost of goods manufactured duning an accounting period This account 13
closed by transferrmg its balance to the debit of the Trading Account A gencral format of a
Manufactuitng Account 1s shown below
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Dr. Manufacturing Account of ...... for the period ending on........

r.
Parnculars Rs. Particulars Rs
To Openng Work-in-progress By Sale of Scrap
To Raw matertal consumed By Closing Work-in-progress
Opening Stock By Tradmg Accoumnt
Add Puchases (Cost of goods produced nansferred)

Add - Cartage Inwaids
Add FreightInwaids
Less. Return Oumwands
Less - Closng Stock
To Wages
To Salary of Works Managei
To Power. Electncity & Warel
To Fuel
To Postage & Telephone
To Depreciation on
Plant & Machunery
Factory Land & Buldings
To Repaus to
Plant & Machnery
Factory Land & Buldmg
To Insurance
Plant & Machmery
Factory Land & Buldding
To Rent and Taxes

To General Expenses

To Royalty based on production

19




DIFFERENCE BETWEEN TRADING ACCOUNT AND
MANUFACTURINGACCOUNT

Trading Account

Manufacturing Account

[ ]

Trading Account 15 prepared to
find out the Gioss Profit Gross
Lo~s

The balance of the Trading
account 1s transferred to the
Pirofit and Loss Account

Sale of scrap 15 not shown m the
Tiading Account

Stocks of finished goods are

shown 1n the Trading Account

Trading Account 1s a part of the
Piofir and Loss Account

Manutactuiing account 1s prepared
to find out the cosr of goods
produced

The balance of the Manufactunng
Account 1s transfeired to the
Trading Account

Sale of crap 15 shown 1n the
Manufacturing Account

Stocks of 1aw matenials and work-
in-progress are shown in the
Manufacturing Account

Manufacturing Account 1s a pait of
the Trading Account
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Tlustration 2 : From the followmg information, prepare a Manufacturing Accoun
for the yea1 ending on 31 Maich 2002 -

Rs. Rs

Work-mn-progress (1 4.2001) 1000 Wages 20,000
Raw Matenal (31 3 2002) 90,000 Salary of Works Manager B.000
Camage Inwards 3.000 Power, Electricity & Water 6.000
Freight Inwards 2,000 Fuel 4,000
Return Outwards 2,700 Depreciation .
Sales of Scrap 1.000 Plant & Machinery 8.000
Work-mn-progress (31.3 2002) 5.000 Factory Bumlding 4,000
Raw Matenals (1.4 2001) 74 000 Repawrs & Insurance .
Raw Matenial Purchased 45,000 Plant & Machinery 6,000
General Expenses 2,000 Factory Bulding 2,000

Factory Rent & Taxes 10 000
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Solunen -

Manufactumg Accoumt
Dr for the year ending on 31 March 2002 Cr
Parculars Rs | Patwculars Rs
To Opemng WIP 4000 | BvSaleofScrap 1000
To Ram Matenals consumed By Claesmg WP 5000
Openmg Stock 74 000 By Tradmg A:c (Cost of goods
Add Purchases 43 000 mamachaed transfired) | 99 800

Add Camage Imwards 3 000
Add FreghtInwards 2 000
Less Retums Ontwards 2 200
Less ClosmgSiock 90000 31 800

To Wages 20 000
To Salary of Works Afanamers 3 000
To Power Electnoary & Waker 6 000
ToFued 4.000
To Deprecranon

Plam & Machunery 8 DoD

Factory Buildmg 4.000
To Repaws & [narrance

Plam & Machinery 6 000

Fartory Bulding 2000
ToFactory Rent & Taxes 10 000
To General Expenses 2.000

1,05 800 1.05.800

PROFIT AND LOSS ACCOUNT

Trading Account results m the gross profit/loss made by a busmessman on purchasing and selling of
goods It does not take mnto consideration the other operating expenses incurred by him during the
course of running the business Besides this, a businessman may have other sources

of income In order to ascertain the true profit or loss which the busimess has made durng a
particular penod, 1t 1s necessary that all such expenses and mcomes should be considered Profit and
Loss Account considers all such expenses and mmcomes and gives the net profit made or net loss
suffered by a business during a particular period All the mdiect revenue expenses and losses are
shown on the debit side of the Profit and Loss Account, where as all mdirect revenue mcomes are
shown on the credit side of the Profit and Loss Account Profit and Loss Account measures net
income by matching revenues and expenses according to the accounting principles Net income 18
the difference between total revenues and total expenses In this connection, we must remember that
all the expenses, for the period are to be debited to this account - whether paid or not If it 15 paid m
advance or outstanding, pioper adjustments are to be made (Discussed later) Likewise all revenues,
whether recerved or not aie to be credited Revenue 1f recerved

i advance or accrued but not received, proper adjustment 1s required A proforma of the Profit and
Loss Account showing probable 1tems there in s as follows
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PROFIT AND LOSS ACCOUNT

For the year ended ...............

Paiticulars

Rs

Particulars

To Gross Loss b'd
To Management Expenses
Rent, Rales and Taxes
Hearnng and Lighting
Office Salanes
Prinung & Stanonary
Postage & Telegaams
Telephone Charges
Legal Charges
Audit Fees
Insurance
General Expenses
To Selling and Distribution
Expenses
Advertisement
Tavellers' Salaries
Expenses & Comnussion
Godown Rent
Export Expenses
Camage Ourwards
Bank Charges
Agent's Commission
Upkeep of Motor Lorries
To Depreciation and
Mantenance
Depreciation
Repaurs & Maintenance
To Fmancial Expenses
Discount Allowed
Interest on Loans
Discount on Bills
To Abnormal Losses.
Loss by fire (not
covered by Insurance)
Loss on Sale of Fixed
Assels
Loss on Sale of Inyvestments
To Net profit transfened to
Capital Avc

By Gioss Profit b.d

B Other Income .
Discount received
Commuission recerved

By Non-nadmg Interest
Baak Interest

Rent of property let-out
Dividend from shares

By Abnormul Gams

Prohit on sale of machinery
Profit on sale of investment
By Net Loss transferred to
Capital Account
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Important Points in Profit and Loss Account:

(1} Salanies These nclude salaries paid to office. godowns and w arehouse staff and should be shown
in Profit and Loss Account being indirect expenses Salaries to partners must be debited separately
If salaries ae paid after deduction of Income tax or Provident Fund then these should be added back
to the salaries m order to have gross figuie of salanes to be shown m Profit and Loss Account If
walanies are paid i hind by providing certain facilities to the employees such as house free of rent.
meals or cloth or washing facility free of charge, then the value of such facilities should be 1egarded
as salaries

(11} Rent, Rates und Tares These include offices and warehouse rent, municipal rates and taxes
Factory rent, rates and taxcs should be debited to Tiading Account and others to Profit and Loss
Account If any rent 15 1ecenved on subletting of the building, the same should be shown separately
on the credit side of the Profit and Loss Account If rent 1s paid after deduction of some tanes then
these should be added back to know the cortect amount of rent payable

(1) Interest Interest paid on loans, overdiafts and bills overdue 15 an expense and 1s taken to the
debit side of Profit and Loss Account Interest recerved on loans advanced by the firm, on deposits
and on securtties 15 a gawn and 1s shown on the credit side of Profit and Loss Account Interest on
capital should be shown separately on the debit side and interest on drawing on the credit side of
Profit and Loss Account

(v} Commission Commission recerved for doimng the work of other firms may be credited to Profit
and Loss Account as a gam and commussion payable to the agents employed to sell the firm's goods
15 debited to Profit and Loss Account as an expense

(v) Repuirs Repairs and small renewals or replacements relating to the plant and machinery,
frxtures, fittings and utensils etc are gencrally included under this heading and such cypenditure,
being as expense, 1s debited to Profit and Loss Account

fvi) Depreciation It 1s an expense due to wear and tear, lapse of time and exhaustion of assets used
w busmess This 15 loss sustained by fixed assets and should be cha ged to Protit and Loss Account
(vit) Advertising - All sums spent on advertising should be chaiged to Profit and Loss Account If a
laige amount ts paid under a contract covering two or threc years, proportionate part should be
charged to Piofit and Loss Account and the balance appeats as an asset m the Balance Sheet
Expenses not to be shown in Profit and Loss Account

(1) Domesnc and Household Expenses Thesc expenses are not shown m Profit and Loss Account, as
these are personal expenses of the proprietor and should be tieated as drawings

(1) Income tax It should be treated as a personal expense of the proprietor and added to drawing It
should not be shown as an expense 1n Profit and Loss Account

(1) Life Inswrance Premmm Premum paid on the life police of the proprietor should be charged to
the Drawings Account

Closing Entries for Profit and Loss Account

(1} For transfer of various expenses to Profit & Loss A ¢

Piofit and Loss A ¢ Dr

To Various Expenves Asc

(Being various indirect expenses transferred to Profit and Loss

Account)

(11) For transfer of vailous incomes and gams to Profit & Loss A'c

Vanous Incomes & Gains Asc Di
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To Profit & Loss A/c
{Being various incomes & gains transferted to Profit and Loss
Account)

(m){(a) For Net Profit

Profit & Loss A/c Dr

To Camtal Arc

{Being Net Profit transferred to capital
{b) For Net Loss

Capital A'c Dr

To Profit & Loss A/c

{Being Net Loss transferred to Capital Account)

DISTINCTION BETWEEN TRADING ACCOUNT AND
PROFIT AND LOSS ACCOUNT

Trading Account Profit and Loss Account

1 Trading Account is prepared as | Profit and Loss Account is
a part or section of the Profit | prepared as a mam account
and Loss Account

2 Darect Expenses are taken in | Indirect expenses are taken 1n
Tiading Account. Profit and Loss Account

3 Gross Profit or Gross Loss 15 | Net Profit or Net Loss is
ascertained from Trading | ascertammed from the Profit and
Account Loss Account

4 The Balance of the Trading | The balance of the Profit and
Account 1 ¢ Gross Profit or | Loss Account 1.e, Net Profit or
Gross Loss 1s transferred to the | Net Loss 1s transferred to
Profit and Loss Accoumnt proprietor's Capital Account

5 Ttems of account written 1n the | Ttems of accounts written 1n the
Tiading Account are few as | Profit and Loss Account are
compared the Profit and Loss | much more as compared to the
Account Trading Account

BALANCE SHEET

A Balance Sheet 15 a statement of financial position of a business concern at a given date It 1s called
a Balance Sheet because 1t 15 a sheet of balances of those ledger accounts which have not been
closed till the preparation of Trading and Profit and Loss Account After the preparation of Trading
and Profit and Loss Account the balances left in the trnal balance represent either personal or real
accounts In other words, they either represent assets or liabilities existing on a particular date
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Excess of assets over lrabilities represent the capital and 1s indicative of the financial soundness of a
company

A Balance Sheet 1s also descuibed as a "Statement showing the Sources and Applications of
Captal” Tt 1s a statement and not an account and prepared from real and personal accounts The left
hand side of the Balance Sheet may be viewed as description of the sources from which the

busmess has obtained the capital with which 1t currently operates and the nght hand side as a
description of the form 1n which that capital 1s invested on a specified date

Characteristics

The characteristics of a Balance Sheet are summarized as under

(a) A Balance Sheet 15 only a statement and not an account It has no debit side or credit side The
headings of the two sides ale 'Assets’ and 'Liabilities’

(b) A Balance Sheet 1s prepared at a particular point of time and not for a particular period The
mformation contamed 1 the Balance Sheet 1s true only at that particular point of time at which 1t 1s
prepared

(c) A Balance Sheet 15 a summary of balances of those ledger accounts which have not been closed
by transfer to Trading and Profit and Loss Account

(d) A Balance Sheet shows the nature and value of assets and the nature and the amount of habilities
at a given date

Classification of Assets and Liabilities:

Assets

Assets are the properties possessed by a business and the amount due to 1t from others The various
types of assets are

(a) Fixed Assets

All assets which are acquired for the purpose of using them in the conduct of business operations
and not for reselling to earn profit aie called fixed assets These assets are not readily convertible
into cash 1n the normal course of business operations Examples are land and building, furniture,
machinery, etc

(b)}Current Assets

All assets which are acqurred for reselling during the course of business are to be treated as current
assets Examples are cash and baok balances, inventory, accounts recervables, etc

(c)yTangible Assets

These are defimite assets which can be seen. touched and have volume such as machinery, cash,
stock, etc

(d) Intangible Assets

Those assets which cannot be seen, touched and have no volume but have value are called intangible
assets Goodwill, patents and trade marks are examples of such assets

(e) Fictitious Assets

Fictitious assets are not assets at all since they are not represented by any tangible possession They
appear on the asset side sumply because of a debit balance 1o a particular account not yet written off
e g provision for discount on creditors, discount on 1ssue of shares etc

(f) Wasting Assets

Such assets as mines, quarnes etc that become exhausted or reduce n value by their working are
called wasting assets

Liabilities
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A liability 15 an amount which a business 1s legally bound to pay It 1s a claim by an outsider on the
assets of a business The habilities of a business concein may be classified as

(a) Fixed Liabilities

These are those liabiliies which are payable only on the termination of the business such as capital
contributed by the owner

(b) Long Term Liabilities

The liabilities o1 obligations of a business which aie not payable within the next accounting period
but will be payable within next five to ten years aie known as long term Liabilitics Public deposits,
debentures, bank loan are the examples of long term habilities

(¢) Current Liabilities

All short term obligations generally due and payable within one vear arc current habilities This
includes trade creditors, bills payable etc

{d) Contingent Liabilities

A contingent liability 15 one which 1s not an actual liability but which may become an actual one on
the happening of some event which 1s uncertain

Thus such habilities have two characteristics  (a) uncertainty as to whether the amount will be
payable at all, and (b) uncertainty about the amount mnvolved

Examples of such habilities are

{a) Claims agamst the compames not acknowledged as debts

(b) Uncalled hability on partly paid up shares

(¢) Arrears of fixed cumulative dividend

(d) Estimated amount of contracts remaining to be executed on capital account and not provided for
{e) Liability of a case pending in the court

() Bills of exchange, guarantees given agawst a particulai firm or peison

Grouping and Marshalling of Assets and Liabilities:

The arrangement of assets and habilities in certamn groups and 1n a particular order 15 called
Grouping and Marshalling of the Balance Sheet of a business Assets and habtlities can be artanged
i the Balance Sheet into two ways

(1) In order of hiquidity

(11) In order of permanence

() In order of hiqurdity When assets and habilities are arranged according to their relhiability and
payment preferences, such an order 1s called liqudity order Such arrangement 15 given in the
Balance Sheet (I)
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Balance Sheet (I)

Liabilities

Rs

Assels

Currenr Lrabilires
Bulis Payable
Sundry Creditors
Bank Overdraft

Lang Term Liabilthes
Loan from Bank
Debentures

Fred Liabilies
Capntal

Ligquud Assers
Cash m Hand
Cash ar Bank
Floating Assets
Sundry Debtors
Im esfiments
Bill Recervable
Stock mn Trade
Prepaid Expenses
Fned Assets
Machmery
Bulding
Furmuture & Fixtures
Motor Car
Ficntions dssets
Advertusement
Misc Expenses
Piofit & Loss A c
Intangible Assets
Goodull
Patents

Copynighi

(1) fn order of permanence When the order 1s reversed from that what 1s followed in case of
liquadity, 1t 1s called order of permanence This order 1s followed 1n case of yjomt stock companies
compulsorily but can be followed in other forms of business organisations also Fived assets and
liabilities are shown first on the assumption that these will be sold or paid only on the imsolvency of
a business This order of Balance Sheet 1s given below 1in Balance Sheet (1)
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Balance Sheet (1I)

Lrabilites Rs Assers Rs
Fixed Liabalities Intangible Assets
Long Term Liabilities Fictitious Assets
Curnient Liabilities Fixed Assets
Floating Assets
Liquud Assets

IMustration 3: The following balances are eatracted fiom the books of Nikhil & Co on 3 1st March,
2002 You are required to make the necessdry closmg entries and to pirepare the Tiading and Profit
and Loss Account and a Balance Sheet as on that date

R, Rs

Openimg Stock 500 Comnussion s Cr ) 200
BR 2.250 Retums Outwaids 250
Puchases 19.500 Trade Expenses 100
Wages 1.400 Offige Fixtures 500
Inswance 550 Cashin Hand 250
Sundry Debtors 15.000 Cash ar Bank 2.375
Carnage Inwards 400 Rent & Taxes 550
Commnussion {Dr ) 400 Camage Outwards 725
Inrerest on Capital 350 Sales 25.000
Stauonary 225 Bulls Payable 1.500
Retums Inwards 650 Cieditors 9.825

Capital 8.950

The Closmg Stock was valuedatRs 12 500
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Solution :

Closing Eniries

Daie Partculars Dr Cr
Amount Aot
2002 Rs Rs,
March 3} Trading Accomt Dr. 22.450
To Stock A/c 500
To Purchases A'c 19.500
To Wages A/c 1.400
To Retuams Imwards A/¢ 650
To Camage Inwards A/c 400
(Bemg balance transferred)
" Sales A/c Da 25,000
Retums Outwards A/c Dr 250
To Trading Accomt 25.250
(Bewng balances transferred)
Closing Stock A'c Dx. 12,500
To Tracing A/c 12.500
(Bexng value of closmg stock)
" Trachng Account Dr. 15.300
To Profit and Loss A/c 15.300
(Bemg gross profit transferred)
" Profit and Loss Account Dr. 2.900
To Insurance A/c 550
To Conmmssion Afc 400
To Interest on Caprtal Arc 350
To Stationary A.'c 225
To Trade Expenses A/c 100
To Rent and Taxes A/c 550
To Camage Outwards A'c 725
(Bemng balances transferred)
" Comnussion A'c Dx. 200
To Profit & Loss A/c 200
(Bewng balance transfeired)
" Profitand Loss A/c Dr. 12.600
To Capital A/c 12.600
(Bemng net profit transferred)
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Trading & Profit and Loss A/c of Messers Nikhil & Co
Jor the year ended 31st March, 200

Paticnlars Rs. | Partrcalars Rs
To Opening Stock 500 | BySales 25.000
To Purchases 19 500 Lass Renmnslowards 650 24 350
Lass Retums Outwards?50 (19,250 | By Closing Stock 12,500
To Wages | 1.400
To Carmnage Inwards 400
To Gross Profit o/d 15.300
316,850 35 850
To Insawrance 550 | By Gross Profnbyd 15 300
ToConmmssaon 400 | ByCommissan 200
To Inferest on Capital 350
To Stasonary 5
To Trade Expenses 100
To Rent and Taxes 350
To Camagre Outwards 725
To Net Profit transferred to Capta! Afg12 600
15.500 15500

Balance Sheet of Messers Nikhil & Co.
as on 31st March, 2002

Laabilities Rs. Assets Rs

Creditors 0.825 Cashn Hand 250

Bills Payable 1,500 Cash at Bank 2.375

Capital BillRecervable 2.250
March 31, 2002

8.950 Stock 12.500

Add -NetProfit 12,600 21.550 Sundry Debtors 15.000

Office Fixtures £00

32878 32,875
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ADJUSTMENT ENTRIES:

Whtle preparing Tiading and Profit and Loss Account one point that must be kept 1n nund 15 that
expenses and mcomes for the full trading peniod are to be taken into consideration For example if
an expense has been incurred but not paid during that period. hiability for the unpaid amount should
be created before the accounts can be sard to show the profit or loss All expenses and incomes
should properly be adjusted through entries These entries which are passcd at the end of the
accounting pertod are called adjusting entries  Some 1mportant adjustments which are to be made at
the end of the accounting year aie discussed 1n the following pages

1 Closing Stock

This 15 the stock which remained unsold at the end of the accounting period Unless 1t 15 considered
while preparing the Trading Account, the gross profit shall not be correct Adjusung entry for
closing stock 15 as under

Closing Stock Account Dr

To Trading Account

(Bemg closing stock brought m to books)

Treatment in final accounts

(1) Closing stock 15 shown on the credit side of Trading Account

(11) At same value 1t will be shown as an asset 1n the Balance Sheet

2 QOutstanding Expenses

Expenses which have become due and have not been paid by the end of financial year, aie called
outstanding expenses

For example, when Profit and Loss Account 15 bemng prepared on 31st March 31, 2002, 1t may be
found that salaries for the month of March have become due on March 31, 2002 but have not been
paid till that date This must be shown on the debit side of Profit and Loss Account being prepared
on March 31, 2002 The entry will be as under

Salary account Dr

To Outstanding salary account

{Beng salary due but not paid)

Ty eatment in final accounts

(1) The amount of outstanding satary shall be added to particular expenses on the debit side of Profit
and Loss Account

(1) In balance sheet the same amount will be shown as a liability

3. Unexpired or Prepaid Expenses

Those expenses which have been paid in advance, 1 e, whose benefit will be available 1n future are
called unexpired or prepaid expenses For example. if a firc msutance policy 1s taken for a year
paying Rs 1.000 as insurance premium on Ist July, 2000 and will exprre on 30th June, 2001, the
position on 31st Maich 2001, when accounts are closed. will be that Rs 750, 1€, premium from Ist
July. 2000 to 31st March. 2001 w1ll be an expense but Rs 250 1 ¢ , premuum from Ist April, 2001 to
30th June, 2001 will be unexpired expense In order to bing this mto account on 31st Maich. 2001,
the following entry will be passed

Prepard Inswance Premium A'c Dr Rs 250

To Insurance Premium A/c Rs 250
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The two-fold effect of prepad expenses will be

(1) Prepaid expenses will be shown 1n the Profit and Loss Account by way of deduction from the
gxpenscs an

(11) These will be shown on the assets side of the Balance Sheet as prepaid expenses In the
beginning of the neat year. a reverse enty will be passed to nullify the effect of adjusting entry

4. Accrued Income

That mcome which has been earned but not 1ecerved duimng the accounting year 1s called accrued
income For example, if the business has invested Rs 10,000 1n 59, glt edged secunities on Ist April,
2001 but during the year Rs 350 has been received as interest on securihes Then Rs 150 interest on
securities carned and due for payment on 31st Maich, 2002 but not recerved, will be accrued interest
for the year 2001-2002 In order to bring accrued mterest mto books of account, the following
adjusting entry will be passcd

Accrued Interest As¢ Dr Rs 150

To Interest A/c Rs 150

The two-fold effect of accrued mncome will be

(1) Tt wall be shown on the c1edit side of Profit and Loss Account by way of addition to the income,
and

(1) Tt will be shown on the assets side of the Balance Sheet as Accrued Income Next year, in the
beginmmg, a reverse entry will be passed m order to elimmate the effect of adjusting entry and to
birng the same to the correct position

5. Income Received in Advance

Income recesved but not earned during the accounting year 1s called as income recerved 1n advance
For example, 1f building has been given fo a tenant on Rs 2,400 per annum but during the year Rs
3.000 has been 1ecened, then Rs 600 will be mcome recen cd in advance In order to bring this into
books of account. the following adjusting entry will be made at the end of the accounting year

Rent Asc Dr Rs 600

To Rent Reccived m Adyance Account Rs 600

The two-fold effect of this adjustment will be

(1) It 15 shown on the credit side of Profit and Loss Account by way of deduction from the income,
and

(11) Tt 13 shown on the habilities side of the Balance sheet as mcome recerved m adyance

A reveise entry will be passed at the beginning of the next year to nullify the effect of adjusting
entry

6 Depreciation

Depreciation 1s the reduction 1n the value of fixed asset due to 1ts use, wear and teal or obsolescence
When an asset 1s used for earning purposes, 1t 15 necessary that reduction due to 1ts use, must be
charged to the Profit and Loss Account of that year in order to show corect profit o1 loss and to
show the asset at 1ts correct value m the Balance Sheet There are various methods of charging
depreciation on fixed assets Suppose machimery for Rs 10,000 18 purchased on 1 1 2001, 20°% pa 18
the rate of depreciation Then Rs 2,000 will be depreciation for the year 2001 and will be brought
nto account by passing the following adjusting entry

Depreciation A/c Dr Rs 2,000

To Machinery A:¢ R» 2,000

The two-fold effect of depreciation will be
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(1) Depreciation 1s shown on the debtt side of Profit and Loss Account, and

(1) It 1s shown on the asset side of the Balance Sheet by way of deduction from the value of
concemned asset

7 Interest on Capital

The amount of capital invested by the trader i his business 1s Just like a loan by the firm Charging
1nterest on capital 1s based on the argument that 1f the same amount of capital were invested 1n some
seculities elsewhere. the businessman would have 1ecetved mterest thereon Such interest on capital
15 not actually paid to the businessman Interest on capital

15 a gan to the businessman because 1t increases its capital, but 1t 15 a loss to the business concem

Interest 15 calculated on the opening balance of the capital at

the given rate for the full dccounting period If yome additionel amount of caprtal has been brought
in the business during the course of accounting period, interest on such additional amount of capital
18 calculated from the date of imtroduction to the end of the accounting period The following
adjustment cntiy 1s passed for allowmng 1nteiest on capital

Interest on Capital Account Dr

To Capital Account

Treatment in final accounts

(1) Interest allowed on capital 1s an expense for the busmess and 15 debited to Profit and Loss
Account, 1 € 1t 1s shown on the debit side of the Profit and Loss Account

(1) Such 1nterest 15 not actually paid 1n cash to the busmessman but added to his capital account

Hence, 1t 15 shown as an additton to capital on the habilities side of the Balance Sheet

8 Interest of Drawings

It mterest on capital 1s allowed, 1t 1s but natural that mterest on drawings should be charged from the
proprietor, as drawings reduce capital Suppose during an accounting year., drawings are Rs 10,000
and 1nterest on diawings 13 Rs 500 In oider to bring this into account, the following entry will be
passed

Drawmgs A/c Dr Rs 500

To Interest on Drawings A/c Rs 500

The two-fold effect of interest on drawings will be :

(1) Interest on drawings will be shown on the c1edt side of Profit and Loss Account, and

(11) Shown on the Liabilities side of the Balance Sheet by way of additron to the drawings which are
ultimately deducted from the capital

9 Bad Debts

Debts which cannot be 1ecovered or become 1rrecoverabie are called bad debts It 1s a loss for the
business Such a loss 15 recorded 1n the books by making following adjustment entry

Bad Debts Asc Dr

To Sundry Debtors A'c

The two-fold cffect of bad debts will be that bad debts will be

(1) Shown on the debit side of Profit and Loss Account, and

{11) Shown on the assets side of the Balance Sheet by way of deduction from sundry debtors

10 Provisions for Doubtful Debts

[n addition to the actual bad debts, a business unit may find on the last day of the accounting perrod
that certain debts are doubtful, 1 ¢, the amount to be received from debtors may or may not be
recerved The amount of doubtful debts 15 calculated erther by carefully examinng the
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position of each debtor mdividually and summing up the amount of doubtful debts from various
debtors or 1t may be computed (as 1s usually done) on the basis of some percentage (say 5%) of
debtors at the end of the accounting period The percentage to be adopted 1s usually based upon the
past expenience of the business The reasons for making provision for doubtful debts are two as
discussed below

(a) Loss caused by likely bad debts must be charged to the Profit and Loss Account of the period for
which credit sales have been made to ascertain correct profit of the period

(b) For showmg the true position of rcalizable amount of debtors 1 the Balance Sheet, 1¢,
provision for doubtful debts will be deducted from the amount of debtors to be shown m the Balance
Sheet

For example. sundry debtors on 31 03 2002 are Rs 55,200 Further bad debts are Rs 200 Provision
for doubtful debts f@ 5% 1s to be made on debtors In oider to bring the provision for doubtful debts
of Rs 2,750, 1 ¢, 5%0 on Rs 55,000 (55.200-200), the following entry will be made

Profit and Loss A/c Dr Rs 2,750

To Provision for Doubtful Debts Asc Rs 2,750

It may be carefully noted that further bad debts (1f any) will be first deducted fiom debtors and then
a fixed percentage will be applied on the remaining debtors left after deducting further debts It 1s so
because percentage 15 for likely bad debts and not for bad debts which have been

decided to be wntten off

Treatment in final accounts

(1) The amount of provision for doubtful debts 1s a provision against a possible loss so it should be
debited to Profit and Loss Account

(1) The amount of provision for doubtful debts 1s deducted fiom sundry debtors on the assets side of
the Balance Sheet

11 Provision for Discount on Debtors

It 1s a normal practice 1n business to allow discount to customers for prompt payment and 1t
constitutes a substantial sum Sometimes the goods are sold on credit to customers 1n one accounting
period whereas the payment of the same 15 recerved 1n the next accounting period and discount 1s to
be allowed It 15 a prudent policy to charge this expenditure (discount allowed) to the period n
which sales have been made, so a provision 1s created 1n the same manner, as m case of provision
for doubtful debts 1 ¢

Profit and Loss Account Dt

To Provision for Discount on Debtors Account

Treatment in final accounts

(1) Provision for discount on debtors 18 a probable loss, so 1t should be shown on the debit side of
Profit and Loss Account

(1) Amount of provision for discount on debtors 15 deducted from sundry debtors on the assets side
of the Balance Sheet

Note  Such provision 1s made on debtors after deduction of further bad debts and provision for
doubtful debts because discount 15 allowable to debtors who 1ntend to make the payment

12 Reserve for Discount on Creditors

Prompt payments to creditors enables a businessman to earn discount fiom them When a
businessman receives cash discount 1egularly, he can make a provision for such discount smce he 15
likely to recerve the discount from his cieditors in the following years also The discount
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recen ed bemg a profit, the provision for discount on creditors amounts to an addition to the piofit
Accounting treatment of Reserve for Discount on Creditors 1s just reverse of that in the case of
Provision for Discount on Debtors The adjustment entries for Reserve for Discount on Creditors 18
as follows

Resenve fo1 Discount on Creditors Account Di

To Profit and Loss Account

Treatment in final accounts

1} Reserve fo1 discount on creditors 1s shown on the credit side of Profit and Loss Account

1) In the liabilities side of the Balance Sheet, the reserve for discount on creditors 1s shown by way
of deductions from Sundry Creditors

13. Deferred Revenue Expenditure

The expendituie done n the 1nitial stage but the benefit of which will also be available i subsequent
vears 1s called deferred rexcnue expenditure Part of such expenditure will be wnitten off 1n each
vear and the rest will be capitalized The entry for this expenditure (say advertisement Rs 2.000
which will be spread over 5 years) will be

Profit and Loss A/c Dr Rs 400

To Advertisement A/c Rs 400

The two-fold effect of such expenditure will be

(1) It 15 shown on the debit side of Profit and Loss Account, and

(1) It 1» shown on the asscts side by way of deduction from capitalized expense

14. Loss of Stock by Fire

In business, the loss of stock may occur due to fire The position of the business may be

(a) All the stock 18 fully mnsured

{b) The stock 1s partly insured

{(c) The stock 15 not msured at all

If the stock 1s fully insured, the whole loss {say Rs 15.000) will

be claimed from the insurance company The following entry will be passed

Insuiance Co A/c Dr Rs 15,000

To Trading A/c Rs 15,000

The double effect on this entry will be

(1) It will be shown on the credit side of the Trading Account, and

(1) It 1s shown on the assets side of the Balance Sheet

If the stock 1s not fully insured, the loss of stock covered by insurance policy (say Rs 10,000) will
be claimed from the 1nsurance company and the rest of the amount (say Rs 5,000) will be loss for
the business The following entry will be passed

Insmance Co A/c Dr Rs 10,000

Profit & Loss A/c Dr Rs 5,000

To Trading A.c Rs 15,000

The two-fold effect of this entry will be

(1) It will be shown on the credit side of the Trading Account with the value of stock and shown on
the debit side of the Profit and Loss Account for that part of the stock which 1s not insured, and

(1) Tt 15 shown on the assets side of the Balance Sheet with the amount which 1s to be realized from
the Insurance Co , 1¢, that parl of the loss which 15 insured If the stock 1s not 1nsured at all, whole
of the loss (say Rs 15,000} will be borne by the firm The entry for this will be
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Profit and Loss A’c D1 Rs 15,000

To Trading A ¢ Rs 15,000

The double effect of this entry will be

(1) It 1s shown on the ciedit side of the Trading Account, and

(11} It 1s shown on the debit side of the Piofit and Loss Accounts

16. Goods Distributed as Free Samples

Sometimes n order to promote the sale of goods. some of the produced goods are distmbuted as free
samples For example, 1f goods worth Rs 2,000 are distributed as free samples then 1t will be an
advertisement for the concern and on other hand stock will be less by such goods In oider to bring
this into books of account, the following entry 1s passed

Advertisement A/c Dr Rs 2,000

To Trading or Puichases A ¢ Rs 2,000

The two-fold effect of this entrv will be

(1) It 1s shown on the credit side of the Trading Account, or deducted from the purchases, and

(11) It 15 also shown on the credit side of the Profit and Loss Account as advertisement eapenses
Illustration 4 : Fiom the following Tnal Balance of Mr Nitin, prepare Trading

and Profit and Loss Account for the year ending 31st March, 2002 and Balance

Sheet on that date

Debit Balance Rs. Credit Balance Rs.
Drawings 14.200 Caputal 85.000
Plant and Machwery 19.000  Sales 2.38.120
Stock on Ist Ap1il, 2001 29.200 Dascount Recerved 1.200
Purchases 2.07.240 Provision for Doubtful Debts 2.100
Bills Receivable 4.800 Retwms outward 5.820
Returns Inw ards 4.200  Apprennceship premiums 2400
Cash w hand 960 Bank Overdraft 4,000
Sundry Debtors 64,000  Sundry Creditors 20.000
Bad debts 3,440  Bulls Payable 3.600
Sundry Expenses 3.800
Rent 2100
Rates and Taxe< 4,000

3.62.240 3.62.240
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Adjustments :

(1) Interest 1s charged on capital @' 5°%% per annum

(1) Provide for Doubtful Debts at 5% on sundry debtors

(11) Depreciation 1s charged on Plant and Machinery @ 10% p a
(1v) Outstanding Rent was Rs 800
(v) Therc were prepaid taxes for Rs 1,600

(v1) Apprenticeship Premium Rs 400 was to be carried forward
(vn) The value of stock on 31st March 2001 was Rs 34,000

Solufien :
Tradinz and Profit and Loss Account
Dr for the vear emding 31st March, 2642 Cr.
Particulars Rs Parhemlars Ha
To Openme Stock 29300 | By Sales 233120
To Puchases 207240 Leass Rehans Inwards 4200 (233920
Less Retnrms Ourwrands 54820| 201.420| By Closenp Stock 34000
To Gro=t Profit ¢/d 37300
267920 267520
To Swndry Expenses %300 | By Gross Profit tvd 37300
To Rext 2400
Add O'S rent __%00| 3200 By Apprentweship Fremimm2 400
Less Camied forwand 400 2000
To Rxtes and Tazas 4 000
Lass PP sates and movoranee 1,600 2400 By Duscomni Recerved 1.200
To Depeeciation cn Plaat & Machinery]  1.900
To Prowision for Bad debis
Bad debin 3440
Add New Provivion requared ™ 3.200
6,640
Lass O Provisson 2100 4540
To Tmierest on Caprtal 1250
To Net Profit {Transferred to
capatal account) 15410
40,500 40500
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Balance Sheet
as on 31st March, 2002

Liabilities Rs. Assets Rs.
Capital 85.000 Plant and Machimery 19,000
Add Interest on Capital  4.250 Less Depreciation {2 10% 1.900| 17.100
Add Net Profit 15,410 ]
1.04.660 Closing Stock 34.000
Less drawings 14.200 | 90,460 | Sundry Debtors 64.000
Bank overdraft 4.000 | Less New Proviston for
Sundry Credrtors 20,000 | Doubtful debt @ 5% 3.200| 60.800
Bills Payable 3.600 | Bulls Recervable 4.800
Outstandmg Rent 800
Apprenticeship Premmm 400 | Cash in hand 960
recerved in advance Prepaid rates and msurance 1.600
1.19.260 [1.19.260

HIRE-PURCHASE AND INSTALLMENT PURCHASE SYSTEMS
HIRE-PURCHASE SYSTEM

INTRODUCTION:

It 15 not always possible by a purchaser to meet up the higher demand for goods due to rmmediate
cash payment To meet thts demand the concept of Hire purchase 1s very popular 1n the market
Under this system the purchaser (Hirer) pays the entire amount m staggered way viz monthly,
quarterty or yearly with some interest Under this system the goods are sold with the following
conditions Possession of goods 1s delivered to a hirer but the title to the goods (Ownership) are
tiansferred only when the agreed sum( Hire Purchase price) 1s paid by the hirer Such hirer has a
nght to termnate the agreement at any time before the property so passes That means he has the
option to return the goods i which case he need not pay installments falling due thereafter
However, the hirer cannot recover the sums already paid as such sums legally represent hire charges
of the goods 1n question

The hire-purchaser, during that period of possession of goods, cannot damage, destroy, pledge

or sell such goods He 1s supposed to take all such care of goods as a prudent person does in his

own goods In case of Installment sale, 1t 1s not only the possession of goods but also the ownership
1n goods 1s transferred to the buyer unmediately at the time of agreement Further in installment
system 1f the buyer stops the payment of dues, then He does not have the night of seizing his goods
The differences between installment sale and hire-purchase are as below
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Pastirulars Hire Purchase lnstallment sale

Orwnership St ipiilaees the wwme al which the Ownershlp passes al the
oy Tershilp passes to the buver it s Ume of Sals
usiadlly un the paymen of Las)

Istall men
Dedanli in making | Seller can repossess the poods. In that | Seller Joes nut have any
parment ~ase the mstallmen so {3r pain is other righi moept the right
rreated to be Flirng charges of sulng the buyer ko the

non-paymeil of price
Flght of sale or No right to sale o stharwise transfer | Right tu sale or otherwise

ulher wise the goods since the legal posiuon of | ansiec (he goods

the hirer bs ballse.
Luss nr damapes to| Any loss orourring Lo goods has to oe | Any loss 0cnaing to goods
the gopds brirne by the selber Il the buyss takes | has to be borne by the buyer.

reasanable care

Accounting for hire purchase transactions:

In the books of hire purchaser:

There two methods for making entries of the hire purchase transactions m the books of hire
purchaser

1) When asset 1s recorded at full cash price and

2} When asset 1s recoided at the cash price actually paid

When asset 1s recorded at full cash price Under this method the asset 1s recorded at the full price
Thus this method treats the hire purchaser as owner ot the asset
Accounting entiies in the books hire purchaser as follows

1) When the asset 1s acquired on hire purchase

Asset account Dr

To hure vendor a/c (cash pnce)

2) When down payment 15 made

Hire vendor a/c Dr

To cash a/c

3) When interest becomes due

Interest asc Dr

To hire vendor a c

4) When mstallment 1s paid

Hire vendor a/c Dr

To cash

5) When depreciation 15 charged on asset

Depreciation a'c Dr

To asset

6) For closing interest

P&Lach

To mterest

7) For closing depreciation

P&LacDr
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To Depreciation a. c

In the books of hire vendor
Accounting entries are as follows
1) When the asset 1s sold

Hire purchase a'c Dr

To hire purchase sales a/c

2) When down payment recerved
Cash a/c Dr

To hire purchase asc

3) When interest become due
Hire purchase a/c Dr

To 1nterest

4) When nstallment received
Cash A'c Dr

To hire purchaser

5) For closing 1nterest

Interest a’c Dr

ToP &L akc
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TMHustration 1

On Ist Jan 2008 A Ltd purchased from B Ltd five tracks under hire purchase system Rs 50000
being paid on dehvery and the balance in five mstallments of Rs 75000 each payable annually on
31st Dec the vendor charges 5%0 p a interest on yearly balances The cash price of five trucks was
Rs 373000 Show how this transaction should be recoirded 1n the books of A lid, 1f A Ltd wnites off
depreciation at 10%¢ p a on the written down value

In the books of A Ltd

Trucks account
2008 ToB Ltd 375000 | 2008 By depreciation 37500
Jan 1 Dec 31 By balancec/d 337500
375000 375000
To balance b/d “237500 33750
By depreciation 303750
2009 337500 | Dec 31 | By balance c/d 337500
Jan 1 balance b /d
2010 20 By depraciation 30380
Jan1 Dec 31 | Bybalance c/d 273370
balance b fd 303750 303750
2011 __303750 By depreaation 27340
jan1 Dec31 | By balance ¢/d 246030
balance b /d 273370 273370
R 24600
273370 | Dec 31 | By deprecation 241430
346030 By balance c/d
2012 balance b/d
Jan 1 246030 245030
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B Lxd

2008 fan1 By trucks 375000
fan1
"1 | Yoash 50000
Dec 31
To cash 75000 | Dec 31 | By nterest 16250
To balance b/d 266250
391250
391250 266250
2009 To msh [ d
Dec31 | ® 750p0 | 1A 1 | By balance b/ 13310
=
To balance ¢/d soa560 | 11 By interest 279560
Dac —_—
2010 279560 204560
To cash By balance bfd
Dec31 75000 | .0 v / 10230
To balance c¢fd By mterest
139790 | 441
Dec
214790 214790
2011 Jan1
75000 139790
Dec 31 To cash 31" By balance b/d
To balence ¢/d e Dec By mterest 8950
145780 146780
2012 fanl
72000 | 31* 71780
Dec 31 To cash 1 By balance b/d
Dec
By interest 3220
75000 75000
Interest account
2000 Dec31 | ToBLed 16250 | 31" Dec By P&Lafc 16250
2000 Dec 31 | ToBlLid. 13310 | 317 Dec By PELajc 13310
1
2000 Dec31 | ToBLd. 10230 31" Dec By PRl ajc 10250
2000Dec31 | To B Lud. 8990 | 31% Dec By P&L afc 6990
2000Dec 31 | ToBlud 3220 | 31* Dec By PLLafc 3220
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CALCULATION OF INTEREST

1 Calculation of interest when cash price and rate of interest and amount of installment aie given —
total interest 1s the difference between hire purchase price and cash price Interest for each year 1s
calculated on the amount of outstanding cash price

2 Calculation of interest when cash price and amount of mstallment are given In the case , total
interest apportioned to each year on the ratio of installment price outstanding

3 When rate of interest and installment are given but total cash price 1s not given In this method,
mterest ts calculated from the last year firstly and then previous year and at last first year For this
purpose Rate of interest must be converted on cash to on mstallment

Iustration 2

X purchased a radiogram on HP system He 1s required to pay Rs 800/- down, Rs 400 - at the end of
first year and Rs 300/- at the end of second year and Rs 700/- at the end of third vear Interest is
charged at 5% p a calculate cash price and mterest of each nstallment

year ms@aliment Interest paid Cash prce
1™ year down payment 400 No nterest 800
Fastyear end 400 400+ 254+667°5/105=63 337
Second year 300 330+667°5/105=46 254
_ &7
Third year end 700 700°5/105=33 2053

Default and re possession
When hire purchaser 1s not able to make the payment n tune, then default 1s commutted by him and
the owner takes back the possession of goods There are two possibilities
1) When seller takes back the possession of complete goods
2) When seller takes possession of only part of the total assets sold
When seller takes back the possession of complete goods In the case accounting treatment 1s as
follows
In the books of purchaser:
1) All entries are passed as usual up to the date of default
2) Buyer closes the account of seller by passing the entry
Hire vendor account Dr
To assets account
3) Any balance left 1n asset account 1s closed by transferring to P & L account
In the books of seller
1) All entries are passed as usual up to the date of default
2) Seller closes the purchaser account by passing
Re possessed goods account Dr
To hire purchaser
3) Re possessed goods account or goods returned account 15 debited with all expenses incurred and
re sale price 18 credited and if any balance, tt 1s transferred to P & L account
When seller takes possession of the total assets sold
In the case accounting entries are simular to those of complete repossession The additional
precautions to be taken are
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1} Both the buyer and seller do not closes seller’s account and buyer’s account 1n their respective
books The entry for repossession 1s passed with the agreed value of assets taken by the vendor

2) The buye1 finds out the value of asset still left with him using the normal rate of depreciation
This account shows the balance of asset, which 1s left, to hum

3) After crediting the asset account with the value of asset taken away by the seller and after keeping
the balance of asset left, the difference by the asset account 1s transferred to P&L account
Iustration 3

A Machinery 1s sold on hire purchase The terms of payment 1s four annual installment of Rs 6000 at
the end of each year commencing from the date of agreement Interest 1s charged @ 20% and 15
included 1n the annual payment of Rs 6000 Show machinery account and hire vendors account in
the books of the purchaser who defaulted 1n the payment of the third yearly payment where upon the
vendors re-possessed the machmery The purchascr provides depreciation on the machmery (@ 10°%
p aon written down value method All workings should form part of your answer

Solution
CALCULATION OF CASH PRICE|

No of Amount due sfter | Ameount of Toml Interest Openmg

ﬁﬂ- payment of mstallment | g Thment amount 20120 Balance
Rs Rs. Rs. Rs. Rs

1 — 6000 6000 1000 5000

2 5000 G000 11000 1433 9167

3 91&7 600 15167 2528 12635

4 12639 BD0D 13639 3106 15533

Cash pnce of the machmery 15 Rs 15533

MACHIMERY ACCOUNT

YEAR Rs YEAR Rs
| To hire vendors 15533 I By depreaation afc 1553
By batance c/d 13980
15533 15533
[} Balance b/d 13980 [} By deprecaton afc 1398
By balance ¢/d 12582
13980 13980
1] Balance b/d 17582 1 By depreqanon afc 1258
By hire vendor afc 11000
By proint Kk loss a/c 394
_ { Yoss i default E—
12582 12532
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HIRE VENDOR AfC

YEAR

To bank afc

To balance cfd

To bank afc

To balance c/d

To Machmnery afc

{ mansfer)

18539

15167

11000

Rs

BO000D

12638

9167

11000

YEAR

By machinery &/c

By mterest afc

By balance b/d

By mterest afc

By balance b/d

By nterest afc

Rs

15533

3106

18639

12639

2528

15167

9167

1833

11600
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Ilustration 4

P purchased a truck on hire purchase system for Rs 56000 payment to be made, Rs15000 down and
3 installments of Rs 15000 each at the end of cach year Rate of mterest 1s chaiged at 5%o per
annum The buyver 1s depreciatmg the asset at 10% p a on wnitten down value method

Because of financial difficulties. P after having paid down payment and first installment at the end
of the first year could not pay second installment and sellers took possession of the truck scliers after
expanding Rs 357 on repairs of the asset sold 1t away for 30110 Open ledger accounts m the books

ot both parties to record transactions

Soluton
IN THE BOOKS OF P
TRUCK ACCOUNT

Yearl Rs rear | Rs.

Janl | To hure vendor 58000 Dec 31 By depreciation @10% 5600
By balance ¢/d
50400
56000 " 56000
H By depreqation
Jan1 | To balance b/d 50400 t “ hire vendor 5040
Dec 31 “ PR LAfC 29453
{batancing fgure) 15907
50400 50400
HME VENDOR
Year! Rs Year! Rs
JAN1 | Tobankafc 15000 Jan1 By truck afc 56000
Dec 31 | Tobank a/c 15000 By interest 2050
” badance ¢/d 28050
58050 53050
n I

Dec 31 | To truck afc 26453 Jan1l By baiance b/d J8050

Dec 31 By interest ajfc 1403

25453 29453
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IN THE BOOKS OF HIRE VENDDR

Ps ACCOUNT
Year | Rs Year | Rs
lan1 To hire salas a/c 56000 | Janl By Bank a/c 15000
Dec 31 | ByBanka/c 15000
Dec To interest afc 2050 " 8y balance cfa 28050
ESE
SE150 58050
" To baiance b/fd 18050 ]
Jan i By goods repossessad a,/c 10453
By imterest afc 1403 | Dec 31
Dec ——
3] 29453 29453
GO0DS REPIOSSESSED A/C
Year |l Rs Year Rs
Dec 31 Ta P 29453 I
Ta cash {expenses) 157 | Decil By sales 3011a
v PRLa/c 300
30110 30110
P & L ACCOUNT
Rs
Goods repassessed Afc 300

Ilustration 5

Roman transport co purchased five trucks from Ramos Auto Ltd . on the January, 2011 on hire
purchase system The cash price of each truck 1s Rs 120000 The mode of payments was as follows
(1) 15% of cash price down

(11) 25% of cash price at the end of cach year for 4 year

Roman tiansport co writes off 15% depreciation annually on dimimishing balance The payment due
to 31st December 2011 could not be made Ramos Auto Ltd agree to leave three Trucks with the
buyer on the conditions that the value of the other two Trucks would be adjusted against the amount
due, the trucks bemng valued at cost less 25%4 depreciation on dimimishing balance
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Show the necessary accounts in the books of Roman Transport co.

Solution

IN THE BOOKS OF ROMAN TRANSPORT CO.

TRUCK ACCOUNT
2011 As 2011 Rs
Jan1 To Ramons Auto Ltd 600000 | Dac 31 | By Depreaation A/c 90000
By balance cfd 510000
600000 600000
2012
Janl To balanca bfd c1popg | 2012 By Deprecatien Afc 76500
Dec 31 |, Ramps Auto Ltd 135000
Profit & loss Afc
|lass on default}
(bal fig ) IB400
Bv balance dd 260100
510000 510000
2013 260000
lanl To Balance b/d
RAMOS AUTO LTD ACCOUNT
2011 Rs 2011 Rs
Jan1l To bank [15% of 600000) 90000 | Jan 1 By Truchk a/c 600000
To bank afc Dac3l Ry interest afc 36000
Dec 31 | To balance afc 150000
335000
£36000 636000
2012 | Totruck afc 2012
Dec 31 | To balance dd 135000 Jan 1l By balance b/d FIE000
o 288000
By interest 27000
423000 423000
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Working note.
Calculanon of value of 2 Trucks taksn up Aamos Auto Ltd

Rs
Cost of 2 Trucks 240000
Less deprecanon @ 25% for 2011 BOOOD
180000
Less depreciation @ 25% for 2012 45000
Value on 31-12-2012 135000
Calculation of value of 3 trucks retmned by Roman Tramsport Co

Cost of 3 trucks 360000

Less depreciation ® 15% for 20132 54000
306000

Less depreciatron @ 15% for 2012 45900
260100

Ilustration 6

P purchased 4 cars of Rs 14000 each on hire purchase system the hire purchase price for alt the 4
cars was Rs 60000 to be paid Rs 15000 down and 3 nstallment of Rs 15000 each at the end of
each year mterest 1s charged @ 5% p a, buyer depreciates cars @10% p a on straight line method
After having paid down payment and fitst installment, buyer could not pay 2nd nstallment and
seller took possession of thiee cars at an agreed value to be calculated after depreciating cars at 20%
p a on written down value method one car was left with the buyer Seller after spending Rs 1200 on
repairs sold away all the three cars to X for Rs 35000 open ledger accounts 1n the books of both
parties

Solution

Calculation of vadue of asset taken by the seiler
Number of cars taken by the seller =

Cost pnce 3 x 14000 = 42000
Lass deprecauon
Frst year BAGO
Second vear 6720
—m—— 15120
Valoe of assets taken 26830

Value of car left with buyer
Number of car = 1
Cost prce = 14000
Lesx depreciation
Arstyear 1400
Second year 1400

Vaiue of asset left 11200
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In the baoks of P
Asset account
17 year By depreciauon 5600
To hure vendor 56000 | By halance c/d 50400
56000 26000
Secord year -
To bakance b/d soan0 | BY depreciaton 5600
By hure vendor 36880
By P&L account 6720
nv balance QG 11200
50400 50400
Hire vendor account
Farst year
Ta cash account 15000 | By Assats account 56000
To cash 15000 | By mterest aCcount 2050
To balance c/d 28050
58050 SE0S0
To asset 26egq | BY balance b/d 26880
To balance cfd 2573 By mterest 1403
29453 20453
n the books of seller
P's sccoumt
Frst year By cash a/c 15000
To sales account 56000 | By cash a/c 15000
To miterest 2050 | By batance ¢fd 20050
58050 L8050
Second year
To talance ofd 28050 By repossessed stock 26880
To mterest 1403 By bakance c/d 2573
29453 29453
Repossessed s1ock account
To P's accourt 26820 | By Gash 35000
To cash 1200
To PLL account €920
35000 35000
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INSTALMENT SYSTEM

[t 15 a system of a sale 1n which the price of the article 15 paid 1n installments along with 1nterest on
unpaid balances Under this system the buyer gets the possession and ownership of the goods at the
time of signing agieements

Difference between hire purchase and installment System ,

1) Hire purchase 15 agreements of hiring where as an nstallment system 1s an agieement of sale

2) In the case of hire purchase system the ownership in the goods sold passes to the buyet only

on payment of the last mstallment But 1n the case of installment systerm ownership passes to

the buyer immediately at the time of sale

3) If the buyer fails to pay any installment, the hire vendor can possess the goods But in installment
system, the seller cannot possess the goods

4) The buyer can return goods sold to the seller, in the case of hire purchase But in the installment
system, goods once sold cannot be returned

5) In the casc of hire purchase system., the buver cannot hire, sell, transfer or pledge the goods

until the full amount 1s paid In the installment system, the buyer can hire sell, transfer or

pledge the goods before the payment of last installment

6) The nisk of bad debt 1s relatively less mn hire purchase transactions, bur the risk of bad debt 1s
relatively more 1n 1nstaliment system

ACCOUNTING FOR CONSIGNMENTS AND JOINT VENTURES

ACCOUNTING FOR CONSIGNMENTS

1. MEANING OF CONSIGNMENT

Consignment 1 the process of sending of goods by one person to another person
for the purpose of sale on commuission basis at the sole nsk of the sender In other
words. when goods are sent by one person to another to be sold by the latter on behalf
and at the nisk of the former, the transactron 1s known as consignment The person who
sends the goods to be sold on his behalf 1s calied the ‘consignor’® whereas the person
to whom the goods are sent to be sold 1s called “consignee” Consignment outward
means that goods have been sent to some person on consignment basis while
consignment inward 1mplies that good shave been recerved to be sold on behalf of sonie
other person on consignment basts The goods consigned to the agent cannot be treated
a> sales at the time of consignment, they are treated as sales only when these goods are
sold by the consignee

The legal relationship between consignor and consignee 15 that of a principal and
agent. consignor being the principal and consignee being the agent Hence. when the
consignor sends goods. the title to the goods does not pass from consignor to the
consignee and the constgnee does not become liable to pay for the goods <0 sent

2. FEATURES OF CONSIGNMENT

On the basis of what has been stated above, the salient features of the
consignment transaction may be summarized as follows
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{10 Consignment of goods 1s not a sale Tt 1s a mere transfer of possession of goods

(1) The relationship between the consignor and consignee 1s that of prncipal and
agent, not of seller and buyer, the goods never become the property of the
consignee The consignee 1s not responsible for any loss or destruction of goods

(1) The consignee does not become the debtor of the consignor until he has sold
the whole or portion of the consignment When the goods have been sold he
becomes liable for the payment of the proceeds

(tv) Bad debts m respect of goods consigned are bome by the consignon
unless the consignee expressly assumes hability for such losses In such case he
15 known as del credere agent and recerves an cxtra rate of commussion for the
risk 1mvolved 1n credit sales effected by him

(v) The consignor has to pay all the expenses incurred by the consignee n
taking the delivery of the goods when they reach the consignee’s place and
also the storage charges and other expenses until the goods are sold

(vi) The consignee 1s hable to account for the goods he recerves from the consignor
until they are sold

(vi1) The consignee 15 paid by a commission which 1s generally based on the total
value of sales affected by him

(vi1) The unsold portion of the goods sent on consignment must appear n the assets
side of the consignor’s balance sheet as stock on consignment, because the
unsold goods remain the property of the consignor until sold

(in) Consignment transaction 1s distinguished from goods on sale or return When
goods are sent on consignment. the person receiving the goods 1s the agent of
the sender, but n the case of goods sent on »ale or return basis, the person to
whom the goods are sent 1s only an optional purchaser

(x) Consignee 15 liable for payment on the sale proceeds after deducting, of
course. his commission and the expenses incurred by him

(x1) It 1s customary for the consignee to give an advance to the consignor in the form
of cash or il of exchange This advance 1s adjusted against the sale of goods

3. DISTINCTION BETWEEN SALE AND CONSIGNMENT

Sule (11) When goods are sold on credit the buyer

becomes the debtor of the seller The
relationship between the buyer and seller 1s
that of debtor and creditor

(1) In case of sale, property in goods
15 transferred to the buver along
with the transfer of goods

(1v) When goods are lost after the delivery to the

(1) Goods once sold can not be buyer, 1t 1s the buyer who will bear the Joss

returned to the scller except
when they are defective or the

seller agrees to take these back Consignment

53




In case of
consignment, goods
remain the property
of the consignor
until the tume they
are sold by
consignee

Unsold goods on
consignment are the
property of  the
consignor and can
be returned to him

(v) The expenses

mcurred by

When goods are sold on credit,

the buyer become debtor
of the consignor The
relationship between the

consignor and the consignee 1s
that of a principal and agent

When goods are lost on
consignment, 1t 1s thc consignor
who wi1ll bear the loss

the Expenses borne by the consignee

buyer are to be borne by thetoreceive the goods and to store
buyer 1tself after the dehivery ofit safely 15 bone by the consignor

goods

4. PRO-FORMA INVOICE

Along with the poods, a statement 1s
usually forwarded by the consignor thc the
consignee, giving description of the goods
consigned, the weight, quantity, price and
other relevant details Such a statement 1s
known as pro-forma 1nvoice Pro-forma
mvoice 1s like ordinary mvoice which 15 used
at the time of normal buymg and selling
transactions Practically, 1t gives an idea to
the consignee about the price at which the
goods will be disposed of Geneally, pro-
forma 1nvoice, includes a certain mmimum
amount of profit beyond which the consignee
18 not allowed to sell Therefore, pro-forma
imvoice price 1s always higher than the
actual cost price Therefore, an adjustment 1s
to be made at the end of the period 1n order
to ascertain the correct amount of profit
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5. ACCOUNT SALES

This 1s a statement of accounts showing the gross and net proceeds of the constgned
goods sold by the consignee for the account of the consignor When the consignee has

sold the goods at pertodical intervals, the consignee submts to the consignor a statement
showing

— The gross proceeds of the goods sold by
him — The chaiges or expenses incurred by
him

— His commssion

— The net amount due to the consignor and the mode of remittance 1 € cash, cheque,
draft, bill recervable, etc

A specimen of the Account Sales’ 15 given below

Account Sales of 200 rado sets recewved from and sold on account on Tegna & Co  Calcutta

Rs Rs
150 Radic sets @ Rs 730 each 1,112,500
50 Radio sets @ Rs 1,000 each 50.000 1,62 500
Less Expenses
Rs
Freight 750
Insurance 300
Rent 550 1600
less Commission @ 10% 16230 17.850
144 650
less Advance pad 30,000
Palance due remtted as per draft enclosed 94,650

6. CONSIGNEE’S COMMISSION

Generally, the consignee 1s remunerated by a commission which 15 usually
calculated as an agreed percentage of the gross proceeds of sale When goods are sold
by the consignec on credit, there 1s a possibility that the amount may not be
realizable by the consignee from the consignment debtors Since the consignee sells
goods as an agent of the consignor and not on his own account, it 15 the consignor who
runs the nsk of bad debts arisimg from credit sales The consignor. not being 1n direct
contact with customers may wish to have a guarantee from the consignee that he will
pay if the customers fail to make the payment The consignee gives such guarantee for
covering the nsk of bad debts 1n return for an extra commission which 15 known as del
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credere commission This commusston 1s paid by the consignor to the consignee for
takmg addinonal nsk of recovery of debts on account of sales made on credit by the
consignee on behalf of the consignor Sometimes, del c7edere commission 1S shown
sepatately from and in addition to the oidinary commission, but very often the two
commissions are merged 1nto one peicentage If the consignor allows del (redere
commission to the consignee then bad debts will be bome by the consignee Moreover,
it will also make the consignee careful 1n choosing customers for credit sales

In vider to gne further incentives, sometimes an citra commission termed as
overriding commission 18 allowed to consignee 1n case the sales cyceed a specified
amount Over-ndimg commussion 15 allowed by the consignor to the consignee to
promote sale at higher price than specified or to encourage consignee to put more work
in 1nfroducing new product in the market Besides bemng entitled to commission, the
consignee 15 also entitled to be remmbursed for expenses incurred by him on behalf of
cONs1gnor

7. ACCOUNTING TREATMENT IN THE BOOKS OF CONSIGNOR

In order to ascertain profit or loss on consignment lo a particular consignee,
consignor mamtams an  account called Consignment Account If goods aie
consigned to several consignecs, consignor mamtains as many consignment accounts
as there are consignees Then to distinguish different consignment accounts the names
or places of consignees aie added to consignment accounts For enample. a
consignment dccount may be styled as Consignment to Bombay Account or
Consignment to Kochi Account

Consignment account 1s 1n the nature of Trading and Profit and Loss Account On
the debit side of consignment account. cost of the goods sent, expenses incuried In
respect of goods so sent including commission payable to consignee on sales made by
him and expenses mcuned by him are 1ecorded on the credit side, sale proceeds and
closimng stock of goods consigned are recotded, the diffeience between the two sides
represents profit earned or loss incurred and 15 tansferred to Profit and Loss Account

Consignor alse mamtams, the account of the consignee which show the amount
due from consignee after the various transactions w1th him have been recorded

Schemes of Entries

(1) On dispatch of goods to Consignee
Consignment Account Dr
To Goods Sent on Consignment Account

{(11) For expenses incurred by consignor m respect of the goods
constgned Consignment Account  Dr

To Cash Account Bank
(1) (a) For acceptance given by the Consignee
Bills Recetvable Account Dr
To Consignee
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{b) If consignee pays cash a» advance
Cash Account Bank Dr
To Consignee
{1v) On consignee reporting Sale
Consignee Dr
To Consignment Account

(v) For the expenses incurred by consignee and reported 1n the Account

Sales Consignment Account Dr
To Consignec
{v1) For commussion payable to the consignee
Consignment Account Dr
To Consignee

(vn1) For closing stock with the consignee
Stock on Consignment Account Dr
To Consignment Account

At this stage 1f credit side of Consignment Account 1s heavier than the debit
side, the difference 1s the profit and 1s credited to Profit and Loss Account
and debited to Consignment Account If the debit side of the Consignment
Account 15 heavier than the credit side of the same account the difference
represents loss and 15 debited to Profit and Loss Account and credited to
Consignment Account This closes the Consignment Account

(vin) For transfer of Profit from Consignment Account to Profit and Loss Account

Consignment Account Dr
To Profit and Loss Account

A reverse cntry will be passed 1f Consignment Account reveals loss

In the next accounting period, Consignment Account starts with a debnt for
unsold and stock at the end of the previous accounting period

(1x} Goods Send on Consignment Account must be transferred to Purchases Account tn
case of trading concern and to Trading Account 1n case of a manufacturing concern

For transfer of goods Sent on Consignment Account to Purchases Account

Goods Sent on Consignment Account

Dr
To Puichases Account
{x} For Cash received fiom consignee
Cash/Bank Account Dr

To Consignee
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8. ACCOUNTING TREATMENT IN THE BOOKS OF CONSIGNEE

Consignment 1n not cquivalent to a sale with the result the consignee 1~ not be debtor
until the sales are made to him Thus no entry 1s made when goods are recerved by him
on consignment He may however, record the details of the goods received 1n a
separate  book, called Convignment Inward Book The scheme of journal entrics in
consignee’s books 1s as under

(1) For advance made to the consignol
Consignor Dr
To Bank or Bills Payable Account
(11)  Foi payment of expenses 1n respect of consignment
Consignor Dr
To Cash or Bank Account
{11) For Cash sale of goods
Bank Dr
To Consignot
(1v) For credit sales
Consignment Debtors Account Dr
To Consignor
(v)  For commussion earned by him
Consignor Dr
To Commuission Account

(r1) For bad dcbts when no del credere commission 15
paid Consignor D
To Consignment Debtors Account

(viy Bad debts amsing when he 15 entitled to Del credere
Commission Bad Debts Account  Dr
To Consignment Debtors Account

Note It 1s always appropnate to tiansfer bad debts to Commussion Account

C ommussion Account D1
To Bad Debts Account

(v111) Fol payment to consignor
Consignor Dr
Toe Cash o1 Bank Account

On the last date of the accounting year, 1f there 15 any balance (debit credit)
in the Consignor’s Account 1t should be shown m the Balance Sheet under Sundry
Debtois or Sundry Creditors depending upon the nature of the balance The student
should note that the comsignee will not make any entry in respect of stock on
consignment Suulaily he will not ascertain any profit or loss in tespect of goods
sold by him on behalf of the consignoi However, the commission recen ed shonld
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be tiansferred to Profit and Loss Account at the year end
9. VALUATION OF STOCK

The unsold stock remaincd with the consignee has to be valued at cost (plus rateable
share of non-recurring expenses) or market price whichever 15 lower Non-1ecurring
eapenses are the expenses which are mcurred to bring the goods to the godowns of the
consignee For example, packing and forwarding charges, 1ailway freaght, octior duty.
Insurance In ftransit, cartage of goods from raillway station to the godown of the
consignee etc But expenses incuned theleafter, for example godown rent, msurance
charges to cover risks of loss while goods arc in godown, salesmen’s salary, adyertising
expenses, ete , are not considered fo1 determining cost of goods remamning unsold Cost of
stock 15 not affected whether a particular expense 1» paid by the consignor or by the
consignee However, 1t the question does not give details of various expenses incurred, 1t
should be assumed that expense paid by the consignor of non-recurring naturc
wheieas those paid by the consignee are not 50

However, 1f 1t 1s aysumed that the unsold stock will realize less than cost, the net
1ealizable value (1€ realizable value minus estimated expensc mcludmg consignee’s
commission) 1s to be considered for the purpose If the net realizable value 15 found to
be less than cost, the stock must be written down accordingly since 1t 15 based on the
principle of conservation 1 e anticipated losses must be provided for in the books

Hhistration !

Peter sent to Quieshi 1,000 pieces of goods on consignment basis, one piece costing Rs

230 Peter sent Rs 2,200 on packing, Rs 450 on freight and Ry 1,400 on insuiance in
transit Qureshi paid octror duty amounting to Rs 1,200 and cartage Rs 1,100 to
bring goods to his godowns In course of time Qureshi also spent Rs 1.600 on
msurance and rent of godown and paid Rs 4,000 as salaries to salesman Just before
close of accounting peniod, Qureshi reported that he had sold 800 pieces at Rs 305 per
piece Qureshi 1s entitled to a commussion @ 5% of goss sales
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Show how the unsold stock will be valued and prepare Consignment Account m FPeters
Ledger

Sclutron
Calculation of value of closing stock
200 pieces @ Rs 230 per piece Rs 46 000
200/1000 1 of nonrecumng expenses
Rs
Packing 2200
Freight 450
nsurance In transi 1400
Qctro duty 1.200
Canage 1.100
6.350 1,270
47,270
Dr Consignment Account Cr
Rs Rs
To Goods Senton By Quresty (Sales) 244 000
Consignment 230,000 By Consignmeni Stock 47 210
To Cash (Expenses) 4 050
To Quresh) (Expenses) 7900
To Qureshy (Commission) 12 200
To Profit and Loss Alc 37.120
291270 2.51.270
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10. LOSS OF GOODS ON CONSIGNMENT

A part of the goods sent on consignment may be lost or destroyed o1 damaged
either 1n transit o1 n the consignee’s godown Such loss may be either normal loss or
abnormal loss

Normal Loss

Any loss which 15 unavoidable, mnherent and due to natural causes, such as
evaporation, leakage, diying efc 1s known as normal loss No cffort either by the
consignor ot by the consignec can preyent this loss Since normal loss 1~ a part of the
cost of goods, no additional adjustment 1s required for this purpose Winle calculating
the value of stock on consignment, the cost 1s nflated to cover the normal loss This 15
done by appropriating the cost on the basis of actual quantity avaiable for sale Thus,
value of stock on consignment

Costof ooods consigned X

Unsold quantity Actual quantity
available for sale

For example, suppose 1,000 tonnes of limestone 15 conssgned (@20 per tonne. freight
thereon bemng Rs 4.000 If the quantity sold 15 600 tonnes and that unsold 1s 350

tonnes, 1t means that there 1s a normal of 1oss 50 tonnes

9
Value of 350 tonnes will be = Rq—i‘%-—émwoo x 350
24 000 \ 350

950 -

=Rs

=Rs 884210
Abiriormal Loss

Abnormal Joss of stock 1 consignment 1s caused by theft. accident, firc, pilferage,
abnormal breakage, carelessvess etc Abnormal loss 1s calculated just the same way as
the valuation of stock on consignment after taking into consideration the proportionate
expenses 1ncurred on 1t and 1s credited to consignment account and debated to profit and
loss account In case the stock 1s sured, consignment account 1s credited with the full
cost of the goods so lost and abnormal loss account 1s debited Any amount realised on
account of damaged goods should be ciedited to abnoimal loss account The amount of
claym tecervable from the msurance company 1s debited to insurance compansy account
and credited to abnoimal loss account and the balance of abnormal loss 15 debited 1o
profit and loss account Later, when the amount 1s recerved from the insurance company,
cash account 15 debited and mmsurance company account 1s credited The journal
entries will be as follows
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(1) Tfnot covered Wy Insurance C ompany
Profit and Loss A'c Dr
(Abnormal Loss A/c)

To Consignment Asc

(1) (a) If covered by Insurance Company
Abnormal Loss A ¢ Dr
To Consignment A/c
(b} For amount recerved from the msurange
company Insurance Company A/c Dr
To Abnormal Loss A/c

{(c)} Balance of loss not covered by 1nsurance
company Profit and Loss A/c  Dr
To Abnormal Loss Asc

The amount of the loss 15 ascertamed like the value of closing stock cxcept that
cxpenses ancurred only after the loss had taken place have to be 'ignored” while
calculating the cost’ of the loss because no part of such expenses can be said to have
been ncurred on the lost goods For example, suppose 100 kgs of 4 commodrty 18
sent, cost 1s bemng Rs 200 per kg and the consignor spending Rs 600 by way of
freight Further. suppose 5 kgs of the commodity 1s badly damaged due to poor
packing and 15 disposed of at the railway station itself The consignee brings the
balance of the goods to his godown paying cartage of Rs 50 Now Consignment
Account will be credited with Rs 1,030,1¢,

5
200— x g
5x Rs 100!( 00

No part of cartage Rs 50 will be included
11. METHODS OF PREPARING CONSIGNMENT ACCOUNT

There are different methods of preparing Consignment Account The methods differ
due to the different basis on which goods consigned may be valued for records 1n the
Consignment Account

(a) Cost Price Method
Under this method, goods, consigned are recorded at cost price 1n Consignment
Account Breefly, the various steps can be outhined as follows
(1) Cost of goods sent 1s debited to Consignment Account and credited to Goods
Sent on Consignment Account Constgnment Account 15 also debited with the
amount of expenses incurred by the consignor 1n respect of the goods consigned,
credit bemng to Cash or Bank as the case may be
(1)  When account Sale s recetved, Consignment Account 1s credited and
Consignee 1s debited, with the gross sale proceeds of goods sold by the
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consignee Consignment Account 1s debited and cousignee 1s credited for expenses
mcurred by consignee on behalf of the consignor and for the commission eamed by
consignee on sales If some payments are iecerved from Consignee the same 1s
creditcd to Consignee

(1) To determune profit or loss when only a part of the goods consigned has been
sold, the unsold stock 15 valued at cost plus rateable expenses incurred till the
goods reached the godown of consignee of the market price whichever 1s less
The amount 1s credited to Consignment Account and debited to Consignment
Stock Account

(b} Invoree Price Method

Sometimes, the consignor does not prefer to disclose the 1eal piofit that s
carned on consignment for many reasons For this puipose, the consignor sends goods at
pro-forma mvoice price to the consignee which 1s fixed after adding certain peicentage
on cost or on sale 1nvoice piice so that the consignee will not be able to know the profit
which 15 earned by the consignor 1 the transaction If there 15 any unsold stock or any
abnoimal loss they ale to be valued at mvoice price Hence. m order to ascertamn the
true profit or loss on a consignment proper adjustments have to be made to eliminate
such loading and bring down the 1tems to cost level

Under this method of dispatch of goods. Consignment Account 1s debited and Goods
Sent on Consignment Account 1s credited with the ‘Invoice’ Price of goods sent

But m oider to ascertamn Profit or Loss. sale proceeds have to be compared with
cost of goods Hence later, Goods Sent on Consignment Account 14 debited and
Consignment Account 15 credited with the excess of “invoice” price over cost (the excess
1s called "loading’) to adjust the two accounts

Under this method, closing stock 18 also mitially at “Invoice’ price plus rateable the
share on non-recurring expenses But agam to adjust Consignment Account, the following
entry 1s passed

Consignment Account Dr

To Consignment Stock Reserve A ¢

Loading included 1n the value of closing stock

In the neat accounting period, Consignment Stock Reserve 1s transfened to
Consignment Account All other entiies in the books of the Consignor aie the same as in
Cost Method

For loading on abnormal loss the entry will be

Consignment A, c Dr
To Abnormal Loss A.¢
Hustranon 2

On st September, 2007 Atul of Assam sent on consignment to Daulat of Delhi 100
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cases of tea costing Rs 500 each invoiced ‘Pro-foima’ at Ry 600 each Freight and other
charges on the consignment amount to Rs 3,100

On 1st December, 2007 Daulat sent Account Sales Ledger with the necessary remittance
showing that 40 cases had realised Rs 600 each and 30 cases Rs 700 each and 30
cases rcmained 1 stock unsold Rs 2,500 was spent by Daulat tor the consignment
Daulat was given a commussion of 5% on sales On 27th December Daulat informed
Atul that 20 cases were damaged due to bad packing that they would be sold at Rs 200
per case

Both the firms close then books of account on 31st December Prepare Ledger
Account in the books on both the parties

Solutio
4 In Atul’s Ledger
Consignment of Delhi Account Cr
Dr Bs By
To Goods Sent on Consignment 60,000 By Daulat (Sales)
To Cash (Expenses) 3,100 40 x 600 = 24,000
To Daulat 2,500 30 x 700 = 21,000 45,000
(Expenses) 2,250 By Goods Sent on Con-
To Daulat 1,000 signment (Loading)
{Commussion) To 10,000 3,080 By  Abnormal Loss
Stock Reserve 6,620
To Piofit and Loss By Closing Stock
Account Normal 10,000
Damage 4.000
6,310
71,930 71,930
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Daulat

Rs Rs
To Cansignmeni to Delhi (Sales)45 000 By Consignment to Delhi Ac
(expensgs) 2.500
By Consignment to Delhi Afc
(comuussipn) 2,250
By Bank 40,250
45,00 45000
in Daylat's Ledger
Aad
Rs Rs
To Cash (expenses} 2500 By Cash (sales) 45 000
To Commission 2,250
To Bank 40,250
45 (00 45 000

(¢ ) Memorandum Column Method

It 15 a modification of Cost Price Method Under this system additional amount
columns are provided 1 Consignment Account and Goods Sent on Consignment
Account to make memorandum entnies regardmg “Invoice’ price of goods consigned
sold and remaining unsold

12. ADVANCE BY CONSIGNEE

Sometimes, the consignee may advance a sum of money or accepts a bill of
exchange agamnst the value of the goods sent to hm by the consignor The amount so
advanced or the amount of the bill so accepted 15 credited by consignor to the personal
account of the consignee mamtained by the consignor n his ledger The consignee mn turn
debits the account of consignor foi such an advance or acceptance

If the consignor recelves an acceptance and gets 1t discounted, the discount
should be debited to Discount Account and not to Consignee’s Account

The advance money so recerved will automatically be adjusted agamst the local
dues for ascertamming the net amount payable to the consignor The entiie amount of
advance money may be adjusted even if a part of goods ate sold provided that such
advance 1s not treated as caution money or security money However, if the advance 15
treated by way of security, that poruon of advance which relates to the goods lymng
unsold with the consignee must not be adjusted but should be carmed forward For
example, a consignee advances Rs 10,000 as secunty agamst goods consigned
Suppose. he sells 3 4th of the goods for Rs 12,000 and 1s entitled to a commission
of Rs 480 and has incurred expenses amountimg to Rs 120 then the consignee will renut
Rs 3.900 (and not Rs 1,400) so that a balance of Rs 2.500 still remains m his account
as advance against 1/4th of the goods remaining unsold
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13. RETURN OF DAMAGED GOODS BY CONSIGNEE

Sometimes, the goods which are damaged on account of some reasons or other like
floods, fire or negligence mn handling while 1n the possession of the Consignee or no
longer saleable by the consignee are rcturmed to the consignor The loss due to the
damaged goods 1s generally tiansferred to Profit and Loss Account like abnormal loss of
goods The damaged goods returned must be valued at the cost o1 maiket price whicheyer
15 less without taking mto consideration the proportionatc expenscs paid cither by
consignor or consignec or both Proportionate cxpenses dare taken mmto consideration
only tor calculating the value of stock at the end and thc amount of abnormal loss The
following journal entiy 1s passed for the goods returned by the consignee in the books
of the consignor

Goods Sent on € onsignment Account D1
To Consignment Account

No entry 15 made by the consignee for this purpose But when any expenses have been
incurred by the consignee for return of such goods, the entry in the books of the consignor
will be

Consignment Account Dr
To Consignee
In the books of consignee the entry will be
Consignor D
To Bank

14. FALL IN THE MARKET VALUE

When there 1s sudden fall in the market value of the goods consigned, the
valuation of consighment stock should be done at the market price Loss on valuation
1s not fiansferred to profit and loss account It 1s automatically adjusted 1n the profit or
loss on consignment itsclf It must be noted that proporttonate direct expenses have
to be added to the market value of consignment stock

Hhonaton 3

On 4th September, 2007 Dilip sent to Kuldeep on consignment basis goods
costing Rs 80,000 mvoiced pioforma at Rs 1,00.000 and drew upon the later a bill
at 3 months for Rs 50,000 which was immedtately accepted by the latter Freight and
other expenses incurred by Dilip on the goods consigned amounted to Rs 6,400

On 21st December, 2007, Dilip 1ecerved an Account Sales from Kuldeep along with a
bank draft for the amount to settle the account up-to-date  Accoirding to Account
Sales recerved,
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Kuldeep had sold threc-fourths of the goods for Rs 87000 and had mcurred selling
expenses amounting to Rs 3,270 Kuldeep chaige commission 5%,

Both the parties closed then account on 31st December. 2007

Show journal entiies to record the above mentioned transactions in the books of
both the parties Also show important Ledger Accounts m Dilip’s Ledger Dilip passed
entries on the basis of muoice price of the goods consigned The advance money
recetved may be tieated by way of secunty

Solution
Dilip’s Book
Journal
) Dr Gy
Entries
2007 Rs Rs
Sept 4  Consignment 1,06,400
Account Di
To Goods Sent on Consignment A'c 1.00.000
To Bank Account 6,400
(Invoice price of goods sent to Kuldeep
on comsignment basis  and  eapenses
incurred on goods consigned)
" Bills Recervable Account Dr 50,000
To Kuldeep 50.000
(Acceptance recerved from Kuldeep)
Dec 7 Bank Account Dr 50.000
To Bills Recervable Account 50.000
(C ash recen ed on marunty of bill)
Dec 21 Kuldeep Dr 87.000
To Consignment Account 87.000
{Sale proceeds of three-fourth of Goods sold by
Kuldeep)
" Consignment Account Dr 3.270
To Kuldeep 3.270
(Expenses imcurred by Kuldeep)
2007 R Iy
v Consignment Account Dr 4,350
To Kuldeep 4,350

(Commuission pavable to Kuldeep)
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Bank Dr 41,880
To Kuldeep

(Amount of bank draft recerved from Kuldeep m

settlement of account up-to-date, 14 of

the advance rerpaining unadjusted)

Dec 31 Goods Sent on Consignment A/c Dr 20,000
To Consignment Account
(Loading 1n the invoree price of goods sent on
consignment)
* Stock on Consignment Account Dr 26,600
To Consignment Account
(Invoice puice of one-fourth of goods
plus—proportionate cxpenses incumed by
consignor)
” Consignment Account Dr 5,000
To Stock Reserve
{Loading tn the invoice price of one-fourth of the
goods)
* Goods Sent on Consignment Dr 80,000
Avc To Purchases Account
Trading Account
(Transfer of Goods Sent Consignment
on Account)
Consignment Account Dr 14,580

To Profit and Loss Account
(Transfer of profit on consignmeut to Protit and
Loss Account)
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Ledger Accounts

Dr Consignment Account Cr
2007 Rs 2007 ]s
Sept 4 To GoodsSenlon Dec 21 By Kuyldeen(Sales) a7 000
ConsignmentAlc 100000 Dec 31 By Goods Senton
To Bank(Expenses) 6,400 Consignmeni Aic 20000
Dec 21 To Kuldeep(expenses) 3270 ° By Stock on
* To Kyldeepicommssionj 4 350 Consignment 26,600
Dec 31 To StockReserve 5,000
To ProftandlLoss
AccountProfit) 14,580
133,600 1.32,600
Kuldeep’s Account
2007 Rs 2007 Rs
Dec 21 To ConsignmentAfc 87 000 Sept 4 By Bills Recavable Alc 50,000
(sales} Cec 31 By ConsignmentAlc 3,270
Dec 31 To Balancecd 12 500 (BXDRNSES)
{174 of advance} By ConsignmentAc 4350
(commission)
By BankAJfc 41,880
89,500 89,500
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ACCOUNTING FOR JOINT VENTURES
15. MEANING OF JOINT VENTURE,

When two or more parties, normally carrying on business mdependently of one
another, join together to  eplont particular  business opportunity where then
individual capabilities can be profitably pooled and share profits resulting from that
particular busmess opportunity m the agreed ratio, there comes mto exrstence 4 Jomt
ventuie In other words. 1t 1s a very short duration business cntered mto by two or
more persons jomntly Join Ventuie may be limited to one transaction or may extend
to a number of transaction It may be even for a specified period of tme If there 15 no
agieement to the conirary, the parties (called co-ventwers) share profits and losses
equally

Joint Venture 15 i the nature of partnership but without a firm name and only
relating to a specified field of actinvity Suppose A and B are building contractors and
they enter into a joint venture to construct a big Government building Tn this case, A
and B shaie profits and losses resulting from the particular contiact with the
Government A and B may be having other separate contract also but A will not share any
profit or loss regarding other contracts entered nto by B and similaily B will not be
entitled to share the piofits or liable to bear part of losses resulting from other contract
entered into by A

16. FEATURES OF JOINT VENTURE
(1) Tt1s a short duration special purpose partnership
(1} It does not entail a continuing partnership, since termmation 1s
certain (1) The business 1s dissolved after the venture s
terminated
{1v)  Ascertainment of income 1s relatively simple
(v} Allthe asscts are ulimately recerved 1n cash and all liabilities are paid i cash

(v1) Application of many accounting concepts are dispensed with, such as the going
concern concept

{(vu) It does not use firm name

(vu1) The co-venturers share profit or loss mn the agreed ratio In the absence of an
agreement 1t 1s assumed to be equal
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17. DIFFERENCE BETWEEN JOINT VENTURE AND CONSIGNMENT

(1) Parties the parties to a joint venture are called co-ventuiels whereas 1n
consignment they are called consignor and consignee

(1) Relationshp  The relationship between co-venturers 1s that of partners
whereas 1n consignment they are called consignor and consignee 1s that of
principal and agent

(m) Powers Co-venturers enjoy full poweis as to sale and purchase of goods and
collection of dues etc Consignee being an agent has to obey the mstructions of the
principal

(1tv) Sharing Profits  The co-venturers are enftitled to share in profits whereas
consignee 15 usually given commission for hus services by the principal

(v) Scope Consignment 1s concerned only with the sale of movable goods Jomnt
venture may be undertaken for any type of legal busmess ¢ g construction of
roads, buildings, making films, underwiiting shares and dcbentures etc
addition to purchase and sale of goods

(v1) Capital Contribution  Generally all co-venturers contribute funds (capital) to
cany out the activities of jomt venture In the case of consignment, consignee
does not contubute funds

(vit) Number of Persons 1In consignment there aie noimally two parties, namely the
prncipal and agent The number of co-venturers will be at least two though 1t
maybe moie than two with equal status

18. ACCOUNTING TREATMENT OF JOINT VENTURES

Record of transaction in respect of a jomt venture can be made m either of two
ways Either the parties to the joint venture may record the various transactions only 1n
their respective books of account or they may also maintain a separate set of books to
record the transactions relating to the joint venture The second course 1s adopted when
the joint venture 1s of a sufficiently large magnitude

(i) When No Separate Set of Books is Maintained

Under this method accounts with respect of joint venture transactions are kept 1n the
books of each co-venturer Co-venturers are generally engaged 1n their own business
They have books of account of their respective business Additional accounts with
respect of join venture transactions are opened 1n thewr respective books When accounts
are mamtamed in the books of each co-venturer, onc of the two approaches may be
adopted

fa} Record in Each Partv's Books Under this approach, each co-venturer
mamtains two accounts

(1) Joint Venture Account It 1s a nominal account prepared to find out profit
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or loss of the ventwme It contains all expenses, cost of goods sold, sales
etc , balance being the profit of loss

(2) Personal Account of the other Co-venturers It contains his imvestments
for joint venture, his receipts and sales effected by him This account 1s
piepaied to find out the amount due from him or due to hum The accounting
procedulies are as under

Each venturer records the tiansaction undertaken by him by debiting Joint Venture
Account with all costs and expenses and crediting with all sales and gamns For all
items of cost and expenses defrayed by the other venturer, Jom Venture Account 1s
debited and his personal account 1s credited For all revenue received by the other
venturer, his personal account 1s debited and Joint Venture Account 1s credited
Advances by one venturcr to the other are recorded in the recipient’s books by
debiung Bank Account and crediting the personal account of the venturer making the
advance In the books of the venturer making the advance, the peisonal account of the
recipient 1s debited and Bank Account 1s credited

The balance of Joint Venture Account then shows profit or loss on the venture Each
venturer transfers his own share of profit or loss to the profit and loss account and the
other venturer’s share to his personal account The balance of the personal account of
the other venturer shows the amount due to or due from him On payment of such
balance, the separate personal account 1s closed

(b) Memorandum Method Under this methods accounts are prepared 1n the books
of each co-venturer Each co-venturer prepares the following accounts

(1) Memorandum Joint Venture Account
(2) Joint Venture with (Co-venturer) Account

The Memorandum Joint Venture Account 1s exactly the same 1n the books of the both
the co-venturers Hence, each venturer prepares this account in order to ascertain the
profit ot loss on the venture taking into consideration his own as well as the co-
venturer’s transactions This account resembles a Trading and Profit and Loss Account
but does not form part of double entry books It 1s piepared as a memoranda 1€
transactions are dircctly entered without going through the process of journal

Joint Ventuwie with (Co-venturer) Account 18 treated as a personal account 1n
which each venturer records only such transactions as he undertakes. all costs and
expenses are debited to this account and all sales and gains are credited to 1t No account
15 taken of goods used or cash spent on join venture by the other party If any cash or
acceptance 1s leceived on account of joint venture, from the other party, the amount
should be credited to thts account This account 1s also debited with own share of profit,
the credit bemng given to profit and loss account In case the Memorandum Jont
Venture Account shows a loss. 1t 15 credited to this account by debiting profit and loss
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account The balance of this account will show the amount due from or due to the co-
venturcr

ii) When Separate Set of Books is Maintained:

Under this method, jomnt venture 15 tieated as a separate busmness entity and
scparate account books and cash book, journal, ledger. etc are mamntained Usually the
following accounts are mamntained under this method

(a) Joint Venture Accownt It 1s m fact a Trading and Profit and Loss Account for
the venture showing purchase of goods, expenses, sale of goods etc Balance of this
account will show profit o1 loss of busimness and 15 distnibuted between co-venturers

(b) Jownt Bank Account Tt 1s a sepaiate bank account opened 1n the jont names
show g receipts and payment of cash

(¢) Personul Accounts of Co-venturers Tt 1s the capital accounts of the co-venturers
showing, investment, cntitlements, receipts and drawing by the co-venturers

The accounting procedure 15 explancd as follows

A Jomt Bank Account is opened by the contribution from the co-ventuiers, debit
being given to Jomt Bank Account and Co-ventuiers’ (Capital) Accounts are credited
When expenses are incurnied, Jomnt Ventute Accounts 15 debited agamst Jomt Bank
Account 1f paid there from or agamst Ventureis' (Capital) Accounts 1f pad by them
personally On goods being sold, Jomnt Bank Account 1s debited and Jomt Venture
Account 15 credited 1n case the proceeds are paid into the bank If the sale proceeds are
takcn over by any venturer, his Capital Account is debited and Joint Venture Account
1s credited At the close of the venture unsold goods may be taken over by a venturcr at
an agreed value for which the Venturer's Capital Account 1s debuted and the Joint
Venture Accounts 15 credited If anv commission or interest 1s payable to co-ventures.
then Joint Venture Account 15 debited and Co-venturers’ (Capital) Accounts are
credited If 1t 15 destred to make an interim settlement until all the goods are sold, the
value of unsold stock may be shown by way of balance on the credit side of Jomnt
Venture Account The balance in Joint Venture Account will now represent profit or
loss on the venture which 1s transferred to Venturers® (Capital) Accounts mn the
agreed profit sharing 1atio After closing the Joint Venture Account, the balance of the
Jomt Bank Account 1s paid out to the co-ventureis, each recenving the balance of his
Capital Account
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FIRE INSURANCE CLAIMS
INTRODUCTION:

Insurance contracts aie contracts of indemnity whereby one party, called the
nsurer, undertakes to indemmfy the losy suffered by the other party, called the insured,
on the happening of sume unforescen event 1 consideration of a fixed sum of money,
called the premimum The liability of the wnsurer to indemnify the loss suffered by the
sured arises only on the happemng of the event for which the policy 1s taken out But
the hability of the insurer 15 limited to the amount of loss actually suffered by the
insured or the policy amount, whichever 15 less In case of under-msurance, the hability
of the insurer 1s Iimited to the extent of coverage only

In the event of loss bemg sustained by the msured 1n tespect of the subject matter
msured. the mnsurance company should be notified of such loss and a claim for
indemnity should be lodged 1n respect of the loss The msurance company usually
employs skilled persons, known as loss assessors or surveyors or inspectors, to
mvestigate the circumstances leading to the loss suffered and to determine the extent of
the damage or loss The assessors or inspectors carry out their mvestigation by
mspecting the spot where the damage has occurred and relevant books, papers and
accounts of the claimants They also seek information from employees and others who
may be able to throw some light on the causes of the damage or loss On completing
their investigation, the assessors or mspectots submit a report to the nsurance company
giving their considered opimon as to whether the circumstances come within the scope
of the policy They also state thewr estimate of the extent and value of the damage
or loss and the insurance company’s corresponding hability

The insured may agree to accept the amount of the clarm estimated by the
assessors or ispectors or he may refuse to accept the same In case he refuses to accept
the amount of the clam so estimated by the assessors or inspectors, he may seek to have
the ¢laim determined by -

(a) aiburation, or
(b) legal action on the policy

Now et us see how claims are determined under various types of policies
2. CLAIMS UNDER FIRE INSURANCE POLICIES
Fire insuiance policies are generally taken to cover the following types of risks
(1) Loss of stock in trade
(11} Loss of sundry fixed assets, such as, building. furniture, machinery etc

(11) Loss of profit that may arise due to dislocation caused by fire

3. SOME IMPORTANT TERMS IN CONNECTION WITH THE FIRE INSURANCE
POLICIES

(1) Amount of Indemnity - The policy always specifies the amount upto which the
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msurers undertake to make good any damage It should be noted that fire
policies are essentially contracts of indemnity aimung to restore the nsured to
his original position and no further In no case the msured can make a profit
out of a fire As such., the amount of claim will be limited to the actual loss
sustained by the insured, even though the msuied value of the property 1s higher

(2) Pertod of Indemmity - The contemplated penod of dislocation of a
business 1n consequence of a fire for which the insurance 1s effected 1s
called the period of indemmity The length of the period varies with the
nature of the business and the delay anticipated m obtaiming new machinery,
equipment, etc The longer the pertod of mdemnity for which cover s
requuied, the greater will be the amount of the premuum charged Generally,
the penod of indemmnity does not exceed one year The period of mdemnity
starts with the occurrence of fire and ends not later than tweclve months
thereafter

(3) Insurable Interest - In all contracts of insurance, 1t 15 necessary for the msured
to have an msurable mnterest in the subject matter of nsurance In case of fire
surance, this interest must be continuous, 1¢. 1t must be in existence at the
time the policy 15 taken out and continued and be present when the loss occurs
The msured has an insurable mterest in property where he benefits from its
preservation and 15 prejudiced by its destruction But only pecumary interest 1s
recognised

4) Average Clause - This 15 a clause which 1s usually but not necessanly
included 1n fire policies Average clause 1s applicable only where the msured
has undeninsured, t e . where he has not taken sufficient insurance to cover the
value of the property insured The effect of average clause 18 that 1f the actual
value of the property 1s greater than the msured value of the property (1¢, the
amount of policy), the insurer w1ll be liable only for that proportion of the loss
which the mnsured value bears to the actual value of the property msured

For example, 1f, a property of Rs 3.00,000 1s msured for Rs 2.00,000 and
the loss amounts o Rs 1,50,000 the amount of claim will be determined as
follows

Rs 2,00,000

Rs 3,00,000
If the property 1s totally destroyed. the average clause will not be applicable

as the same will have no effect at all In such a case, the amount of claim will
be restricted to the sum msured, 1 e . Rs 2.00.000

Rs 1,50.000 Rs 1.00,000

4. CLAIMS FOR LOSS OF STOCK
While formulating a claim to loss of stock, the follow ing principles should be bome 1 mind.,

(1} Where proper stock records are mammtamed and such 1ecords are not destioved
b fire In such a case, no difficulty 15 faced 1n determuming the value of the stock
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as at the date of fire and the amount of claim I[n the first instance, the amount of
stock lost by fite has to be ascertaned by deducting the value of stock saved or
salvaged, if any, from the value of the stock as at the date of fiie Then the
average clause, 1f applicable, has to be applied to determunc the amount of ¢laim

(11) Where proper 1ecords are not maintained ot such records are deshoyed by fire
In such a case. although 1t 15 difficult to determine the cxact value of stock as at
the date of fie. farrly reasonable estmate of the same can be made The usual
method of ascertaiming the estimated value of stock as at the date of fire 1s to
prepaie an estimated Trading Account for the period since the last accounts were
drawn up till the date of fire For this purpose the following factors should be
taken nto consideration

(a) To determune the estimated value of stock as at the date of fire, the
ratio or peicentage of gross profit to turnover o1 sales 1s the most important
gwde In the absence of any special circumstances, the Gross Profit Ratio
or percentage of the last year may be taken to apply to the current penod  If
the gross profit percentage, so found, 18 calculated on the sales for the
period, 1t will represent the estimated piofit for the period Now, the
estimated Trading Account can be prepared on the basis of purchases and
sales fiom the beginning of the peniod up to the date of tirc together with the
opening stock and the estimated gross profit The balancing figure n the
Trading Account will be taken as the estimated value of stock as at the date of
fire

() In anning at the Gross Profit Percentage on the basis of last vear’s
accounts, care should be taken about the mode of valuation of opening and
closing stock  If the stock m the last year has not been valued at cost, the
valuation should be adjusted first at cost to determine the appropnate gross
profit percentage The opening stock of the current period should also be
taken at cost as the basis of valuaton of stock 1s esscntially the cost  For
example, 1if the opeming and closing stock of the last year where Rs 9,000
and Rs 18.000 respectively being valued at 10 below cost, the adjusted
opening and closing stock

(c) When gross profit peicentage figurcs for a number of ycars are
avallable, an average of these peicentages may be taken for finding out
estimated gross profit percentage of the current period up to the date of fire
But. if the percentages show a clear upward o1 downward trend, weighted
average or geometric avelage may be taken

Note Sometimes, 1t may so happen that the percentage of gross profit
mayv be given 1 the problem If the given percentage of gross profit 1s
bascd on cost, 1t 15 necevsary to ascertamn the percentage on sales If, for
example, the percentage of gross profit on cost 15 given as 25%, percentage
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on sales has to be ascertained as follows
Let the cost price be 100 Therefore, profit =23

~.Selling price = 100 + 25 = 125

(d) Once the estimated value of stock as at the date of tire 15 ascertamned the
next step 1s to determine the amount of loss of stock by fire For this, the
salvaged stock, if any, has to be deducted from the estimated value of
stock as at the date of fire The iemaimnder will 1epresent the amount of stock
lost by fire

(e) Now. the average clause, 1f applicable, has to be applied to determme the

amount of claim

(n1) Where the books of accounts have also been destroved by fire

(a)

(b)

(¢}

For such a case, it becomes more difficult to obtam the details necessary to
prepare the estimated Trading Account In order to ascertain thc approximate
amount of sales and purchases all customels and suppliers should be
contacted through circulars From the rephes, recetved from the customers and
suppliers and the knowledge of the proportion of cash sales and purchases, the
approsimate sales and purchases for the period can be estumated Copies of
previous Profit and Loss Account and Balance Shects are usually available n
the hands of auditors or mcome tax authorties and as such there should be no
difficulty 1n amving at the value of opening stock and the usual percentage of
gross profit on sales Now, 1t 18 possible to prepare the Trading Account and to
ascertamn the estimated value of stock as at the date of fire

The next step 1s to determine the amount of loss of stock by fire For this, the
salvaged stock, if any, has to be deducted from the estimated value of stock as at
the date of fire The remainder will represent the amount of stock lost by fire

Now. the average clause, 1f applicable, has to be applied to determme the
amount of claim

Illustration 1 A trader took out a file policy containing an average clause covering
his stock for Rs 15,000 His practice was to base his selling price at cost plus

331/3%

He closes his books on 30th June every ycar

On 31st March, 2007. a fire occurred at hus premises and destroyed his stock The
salvaged stock was Rs 6,000 Durmg the period of 9 monthy preceding the fire hus
purchases amounted to Rs 61,000, and sales to Rs 84,000 His stock at 1st July, 2006
was valued at Rs 20,000

You are required to prepare a statement showing the amount of claim
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Solution:

Trading Account for the period of 9 menths, from 1.7.2006 to 31.3.2007

Or Cr
Rs Rs
To Opening Stock 20,000 By Sales 84 000
" Purchases 61000 ° Closing Stock
(Balancing figure) 18,000
" Gross Profit @ 25%
on Sales* 21000
1,02.000 1.02.000
Statement showing the Amount of Claim for the Loss of Stock
Rs
Estimated value of stock as at the date of fire
te on 3132007 as per Trading Account 18,000
Less Value of salvaged stock 6.000
Estimated value of stock lost by fire 12,000

* 33 1/3% on cost 1S the same as 25% on selling price

Ilusnation 2 The Trading Account of X Co for the year ended 31st December, 2006 15 given
Below

Cr
Rs Rs
Dr 34,240 By Sales less returns 98,000
To Opening Stock
" Purchases less returns 78,470 "  Closing Stock 29,410
Gross Profit ¢/d 14,700
1.27.410 1,27,410
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A firc occurred i the godown of the company on 30th June, 2007 and a considerable part
of the stock was destroyed The salvaged stock was worth Rs 1,750 The stock was
fully msured against fire risks

Considerng the following further particulars prepare a statement showing the amount
of claim to be lodged by X Co with the insurance company for the foss of stock

Sales for the period ending 30th June, 2007 were Rs 54,600

The amount

paid for purchases was Rs 44,000 including a cheque of Rs 360 which remains
As shown by the books of accounts
tiade cieditors on 31 12 2006 amount to Rs 12,300 and on 30 6 2007 they were Rs
11,050 Goods worth Rs 3,190 were returned to creditors during the peniod ending

unpresented to the bankers upto 30 6 2007

30 6 2007
Solution
Trading Account for the period of 6 months,
i.e., from 1.1.2007 to 30.6.2007
Dr Cr
Rs Hs
To Opening Stock 23,410 By Sales 54 600
" Purchases 45 840 Closing Stock
Less Relurns 3180 L2750 {Balancing figure) 25750
T Gross Profit
@ 15% on Sales 8190
80,350 80,350
Statement showing the amount of claim #or loss of stock
Rs
Estimated value of stock as at the date
of fire 1@ on 30 6 2007 as per Trading Account 25750
tess Value of salvaged stock 1,750
24 000
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2 Purchases dunng the penod ending 30 6 2007 has been ascertained as foliows
Trade Creditors Account

To Reiums

Bank

Balance cfd

Rs Rs
3190 By Balance b/d 12,300
44000 "~ Purchases (Balancing
Figure) 45940
11 050
58,240 58,240

Hlustration 3 Due to heavy fire 1n the godown of a company on 1st October, 2007,
the entire stock was burnt except some costing Rs 35,000 The books were. however,

saved

From the information available it was found that

1
2
3

4

6

The company’s average gross profit was 25% on sales

The stock on 31st Maich, 2007 valued at 10% above cost was Rs 1,10,000

The purchases and sales from Ist Apnl, 2007, upto the date of fire were Rs
1.50,000 and Rs 3,40,000 respectively

The wages for the period amounted to Rs 72,000

The company msured the stock for Rs 60,000

The policy had an average clause

You are required to prepare a statement showimng the amount of stock lost by tire
and the amount of claim to be lodged with the Insurance Company

Solution

Trading Account for the period of 6 Months, from 1.4.2007 to 30.9.2007

To Opening Stock
100 |

|
“110000 -
\ 10"

To Purchases
To Wages

To Gross Profit
@ 25% on Sales

Rs

1.00.600

1.20.009
72,000

85 000

4.07.000
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Rs

By Sales 3.40.000
By Closing Stock

(Balancing figure) 67,000

4,071,000




Statement showing the amount of stock lost by fire and
the amount ol claim to be lbdged

Rs
Estmated cost pnce of stock as on 1 10 2007 67 000
Less Value of salvaged slock 35,000
Amount of stock lost by fire 32.000
Applying Average Clause
Rs Rs
To Opening Stock By Sales 3,40 00O
'jﬁu 000 - 111%0}| 100000 By Closing Stock
To Purchases 1 50 D00 (Balancing figure) 67 D00
To Wages 72 000
To Gross Profit
@ 25% on Sales 85 000
4.07.000 107.000
Staternent showing the amount of stock lost by fire and
the smount of claim to be lodged
Rs
Estimated cost pnce of stock as on 1 10 2007 67 000
Less Value of salvaged stock 35,000
Amount of stock lost by fire 32,000
Applying Average Clause
=Rs 32000 x %=Rs 28 657
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Hustration 4 Mahesh & Company prepares accounts on 315t March each year, but on

30th June 2007 a fire in the godown destroyed the greater parts of his stock
Following information was collected from his books

Rs
Stock as on 15t Apnil, 2007 59,400
Purchases from 15t Apnl 2007 to 30th June
2007 1.50,000
Wages from 15t April 2007 to 30 June 66.000
2007 '
Sales from 15t April 2007 to 30th June 2.80.000
2007
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The 1ate of gross profit s 3% 3 07 on cost Stock to the value of Rs 6,000 was salvaged
Insurance policy was taken for Rs50. 000 and claim was subject to average
clause The following additional information 15 available
(1) Stock m the beginning of the year was calculated at 10% less than cost

(1) A plant was 1nstalled by firm’s own workers They were paid Rs 1,000, that was
included 1n wages

(1) Purchases mnclude the purchase of the plant for Rs 10, 000

You are required to calculate the claim for the loss of stock
Solution

Computation of claim for loss of stock :

{Rs )

Stock on the date of fire 1¢ 30 6 2007 61,000

Less Salvaged Stock 6,000
Loss of Stock

55,000

Insured value of stock
Total cost of stock on the date of fire

Rs 50,000
Rs 61,000
working Note

Memorandum Tradmg Account 1s prepared for the period from 01 04 2007
to 30 6 2007 to compute the value of stock on 30 6 2007

Amount of Claim

x 55,000 =Rs 45,082
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UNIT - IT- PARTNERSHIP ACCOUNTS
INTRODUCTION
According to section 4 of the Partnership Act, 1932 a Partnetship 1s “the relation between persons
who have agreed to share the profits of a business carried on by all or any one of them acting for
all ”
If we analyze the definition we find three basic element of a Partnership
(1} It anises out of an agreement made by two or more persons,
(2) The agreement 1s made 1egarding sharing profits of a business,
(3) Such business 1s cartied on by all or any one of them acting for all
(a) Partneiship 1s the result of an agreement It does not arise from status
(b) The agieement may be etther verbal o1 1n writing There should be some terms and conditions
binding the Partnership
(¢) The existing law does not enforce that the terms of the Partnership must be i writing If written,
the agreement 13 known as Deed or Articles of Partnership
(d) For the formation of a Partnership more then one person 1s requues For a banking business the
maximum number of Partners 1s 10. 1n other businesses 1t 1s 20
Partnership Deed
Mode of Appropiation Among other details the deed contamns the mode of approptiation of
profits (or losses) specially regarding inteiest on partners capitals, salary or commission, etc
payable to partners and the profit-sharing 1atio
In the absence of deed the following guidelnes should be followed
| Every Partner should share profits equally [ Section 13 (b}]
2 No mterest 1s to be allowed on Partners’ capitals [ Section 13 (c)]
3 No interest should be charged on the drawings of the Partners
4 No salary 1s to be allowed to any partner
5 Interest on advances made by partners should be provided @ 6% per annum [Section
13(d}]
6 Every partner should be to have equal share 1n the property of the Partnership as per
Section 14
Some Important Considerations
Partners’ Capitals
(a) Where the Partners decide and the agreement provides, the C apitals Accounts of the Partners
remain unchanged over years In that case the Capital Accounts show the onginal amounts mvested
by the Partners as capitals unless some change (hike change in capital Ratio etc ) takes place The
Caputals are called Fixed Capitals Partners’ Current Accounts are opened and used for recording
subsequent trans actions between the Partrer and the firm for salary’commission to Partners, Interest
on Partners Capitals, their drawings and interests on drawings, share of profit/loss and 1nterest on
loans/advances given by Partners to the firm Where C apitals are Fined, Current Accounts serve as
the appendix
{(b) Where there 1s no agreement to keep C apitals fixed over years. entriesl regarding Partners’
drawings, Salary/Commussion/Interest on Capital and share profitloss are recorded through the
Partners” Capital Accounts As a result, the Capitals undergo changes from penod to period and are
calied Fluctuating Capitals
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(¢) If any Partner gives any amount as Loan or Advance to the firm separately, Partners Loan
Accounts are opened and mamtamed Interest on Loan may be tiansferred to Loan Account or to
Current Account (1f any)

(d) A separate Drawings Account may be maintamed to record withdrawals made by the partners
from the firm On the closing date of a financial period, the balance of the Drawings Account 1s
transferred to Capital Account or to Current Account (1f capitals are fixed)

One must remember also that,

(1) A Capital represents a hability The balances of fixed capitals should always be credit balances

The balances of Current Accounts may be credit balances or debit balances

(Where a partners’ drawings exceed his share of profits/mterests etc)

(11) The balances of Fluctuating capital may be credit or debat balances

(un1) Capatals of partners may not be as per their profit sharing ratio

(1v) A partner may contribute his capitals in cash and also mn the form of any other asset

including goodwill If he brings m any liability lus Capital = Assets brought 1n — Liabilities

brought m = Net Assets brought in

Guaranteed Partnership

In a Partnership, there may be special agreement by virtuc of which a Partner may get the

guarantee of earning a mummum amount of profit This guarantee may be given by one partner n
particular or by the firm It 18 given genelally to encourage 4 junior partner or any sincere clerk of
the business mducted to the benefits of Partnership

(a) Guarantee given by one Partner

(1) The appropriation of profit should be made m the general course by applying the existing profit
sharing ratio

(1) The minimum amount guaranteed 1s to be decided

(11) In case the guaranteed amount (1) 1s more, the excess should be deducted from the

share of profit of the Partner given guarantee and calculated under (1) above

The same amount should be added with the original share of profit of the Partner to whom

the guarantee has been given

Iustration 1 :

X and Y are Partners sharing profit as 5 3 Z 1 the clerk of their business getting a salary of Rs 500
pm and a commussion of 5% of the net piofit after deducting s salary and commission Now, X
guarantee that Z be made a Partners with 1/10th share of profit and nothing else [f the annual profits
15 Rs 1,32,000 Show the appropnation

Steps :

(1) General Application of Profit Z's Share as cletk Rs

Salary 500 * 12 6,000

Commussion 5 105 of [1,32,000 — 6,000] 6,000

12.000

Balance of profit 1,20,000 Shared as X =5/8 » 1,20,000 = Rs 75,000,

Y = 3/8x 1,20,000 = Rs 45,000

(1) Minumum guaranteed share of Z = 1/10th of Rs 1,32.000 =Rs 13,200

(n) Shortfall = Rs 13,200 — Rs 12,000 =Rs 1200 to be deducted from share and added with
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Z’s share
Final appiopiiation should be —

Rs

X Rs 75.000 - Rs 1200 73,800
Y 45.000

Z Rs 12000+ Rs 1200 13,200
1,32,000

X's Capital » Current A/c Dr 1,200

To Z’s Caputal / Current A/c 1,200

(Bewng Guaranteed share of profits provided

Guarantee given by firm :

(1) The share of profit of the guaranteed Partner 1s to be calculated according to the profit -

sharing ratio

(11) His munimum guaranteed amount 1s ascertained

(11} The mgher of (1) and (1) 1s given or credrted to hum

(1v) The remaining profits are shared among the remaining Partners in their remaining ratio

If the mimnimum guaranteed amount 1s more, the shortfall may be agreed to be in a ratio specially
agreed upon

Iluostration 2 :

The profit sharing ratio among X. Y and Z 153 2 1 Z s guaranteed a mimnimum profit of Rs
84,000 p a Annual profit are Rs 4,20,000 Show the distribution

Steps :

(1) Normal Distribution

X 3/6 of Rs 4,20,000 2,10,000

Y 2/6 of Rs 4,20,000 1.40,000

Z 1'6 of Rs 4,20,000 70,000

(1) Z’s guaranteed share 1s Rs 84,000

(m1) Z's share should be Rs 84,000 (higher than Rs 70,000)

(1v) X's share [4.20,000 — 84,000] * 3/5 2.01,600

Y's share [4,20,000 — 84,000] * 2/5 1,34.400

Z’s share 84,000

4,20,000

X’s Capitable s Current A/c Dr 8,400

Y’s Capitable s A'c Dr 5600

To Z’s Capitable / Current A ¢ 14,000

Prior Period Adjustments

Errors committed m making appropriations of profit or 1n measuring revenues or profits 1 any
earlier year may be located by a partnership firm 1n a subsequent year Such errors may result from
wrong valuation of mventory, mcorrect distribution of profit, errors of msposting or principles, etc
Their adjustments should be made with retrospective effect from the date of iittation of errors The
adjustment 1s usually made with the help of adjustment entries

made through the partner’s Capital Accounts A ‘Prior Period Adjustment Account’ or “Profit

& Loss Adjustment Account’ may be used to accommodate the adjustments and the balance

of this account may be tiansferred cither to this Profit & Loss Account of the current year or
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to the partneis capital accounts

Also there may be situations mvolving personal payment of salary by one partner to another,
omission to charge Interests, etc

Ilustrations 3 :

A.B and C are partners shartng profits and loss as 2 2 1 They get interest on their Capitals

at 5% pa and are charged @ 6% pa on therr Drawmgs A and B are paid salary @ Rs 250 per
month respectively A would be paid 6% nterest on his loan A paid Rs 25,000 as loan on Ist July,
2007 A. B and C withdrew Rs 10,000, Rs 8,000 and Rs 6.000 1espectively dunng 2007 C 15
entitled to a commussion at 2% on total sales which amounted to Rs 3,46,000 during the vear On
1st January, 2007 the capital balances of A, B and C were Rs 1,00,000, Ry 80,000 and Rs 60,000
respectively The net profit for the year 1s Rs 1.00.000 Prepare the Profit & Loss Appropriation
Account and the Capital Accounts of partners

Saluthen
Profit & Loss Appropriatton Acooun® o the yaar cnded 31 12 2007
Dr Cr
Parlicilars Amt Amt Partodars At A
Rs. Rs Rs Rs
To Salary By Prodle & Loss Mec Profit) 104, 000
A (250 X 12] 3000 “ Interesd on Drawings :
B 150 X12] 1,800 4 B0 | = 5% pa. o an AErAge
Commission € 6,920 | of 6 manths)
[29 of Rs 3,46,000] A M)
" Interest on Capltal . B Z4d
A 5904 C 180 A
B 1904
v 3000 | L2,nid
" Intercst un boan - A Thd
" Share of profils
A [2/5 30,500
B2 5 30.500
C[L Al 15,250 | 76,250
1,00,72¢ 100720
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Capttal Accoums

Dr. Cr
[vate | Partbonlars A H C | Date | Faticulars A B C
2007 RBs Bs R | 2007 Rs Rs Rs
112 (ToDwawings| 10,000 &000| G000 | 1! By balance b/d| 1,00,000 | ED.D0D { 60,000

- " Toerest gn 00 24N 180 131 12 | © Nalan 3.000 L.B00

Orawings
- “Balance ¢/d) 128,200 | 1,068,050 | 18 090 “ | 7 Commisskcn - 6,920
“ | T Ierest an
Capital 5000 4,000 3.000
" | "Shace ol Profe| 30500 30500 | 15,250
138,500 116 300 |&G.17D 1,38.500|1.16,300 | 85.170
TMustration 4 :

A and B are partners m a firm sharing profits and losses equally On st Apnl, 2007 the balance of
their Caputal Accounts were  A-Rs 50,000 and B-Rs 40.000 On that date the balances of therr
Current Accounts were A-Rs 10,000 (credit) and B-Rs 3,000 (debit) Intercst @ 5% pa 1s to be
allowed on the balance of Capital Accounts as on 14 2007 B 1s to get annual salary of Rs 3,000
which had not been withdrawn Drawings of A and B durmg the year were Rs 1,000 and Rs 2,000
respectively. The profit for the year ended 31st March, 2008 before charging interest on capital but
after charging B’s salary was Rs 70,000 It 1s decided to transfer 10% of divisible profit to a
Reserve Account Prepare Profit & Loss Appropriation Account for the year ended 31st March,

2008 and show Capital and Current Accounts of the Partners for the year
Points to be noted

L(}] Prafit before chasging interest on Capital and Salary (o B = Rs 70,000 - Rs_ 3,000
= Rs. 72,000

Q)  Tramsfer to Rewerve = 10 % of Divisible ProRis
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Sohilop

Lr Proflt & 1 oss Appropialion Acconmt for Lhe year ended 11 03 2008 Cr
Particilars Amaunt |Amonnd Pariculars Amoum JAmwint
To Salary - B 3,000 | By Profif & 1 ass (Net 71.¥H}
= Interest un Caplak Proft bofare U larging
A 2 530 salary and neres)
B 2000 4,500
- RoweTve
|10, of B%,500] 6,550
* Sharc of Proflt
All-2 7474
Bl 29475 8,950
73 000 FARLLL
Capidd Aconunts
D Cr
Datr | Pariloudars A B e Farticulars A <]
K= Bs B Rs
31 308| Yo balance ¢ d | 50000 | 40 0N 1407 | By Balance L/d 50000 | 46,000
CurrentAcconnts
Dr Cr
Dare | Parilculars A B Date Paruscinars A H
Rs Es R Rs
1407 | Tabalaxeb-d 3,000 1407 | Ry Balarwe c'f 10,000 -
313 [Dlj - Drawingy O30 | 2000 1308 | * Dwcoest on Capned| 2500 | 2000
L3 -~ Balawec.d | 40875 [29.475 - * Salary jom
* “ Shareaf Proilt 475 | 29475
41.87%  [MATS 11375 138ATS

Calculation of Interest on Drawings

1. If the date of drawings 1s mentioned
2 If the date of drawings 1s not mentione
1 e 1f the accounting period 1s for one-year,

3 If unequal amounts are drawn at wregular intervals
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, then calculate imterest according to the time
d, then calculate nterest on the average of the time period
then wnterest for 6 months, and so on




Hlustration 5 : Accounting Period January — December Interest (@ 12% pa

Afonth Arounl Drawn (Rs) Perind 1ln Months| Frodurt {Amount » Period)

Febnuary 10,000 11 110,000
May 5,000 8 40,000
September 15,000 | 60,000
Novernber 10,000 2 20,000
December 20 000 1 20,000

2,580,000

[nterost = Product « Rale of Increst « [lz
= 250 D00 ey = 250
4 If equal amounts are drawn at a fixed date every month, throughout the accounting pernod
(a) Drawn at the begmning of every month
(b) Drawn at the middie of every month
(¢) Drawn at the end of every month
Interest = Amount Drawn p.m x Rate of Interest « Time
Again, the Accounting Period may be for 12 months, 6 months, 3 months or etc “How to
calculate the ume?”
If the Accounting Period 1s for 12 months (January — December)

Feganing of the month Middle of the momsth Enel of the owwath
Dt Yo | Bmocthx |3 et Ore year |§ monihe |1 montbs | Ome-Year |5-months |3 monite
Junmry (}4 K 3 ns Al 25 1] 5 2
Felamry H | L1 2 105 15 15 0 { 1
hlarch 10 L} L ar At (134 9 1 "}
Aprld L | 1 L] LS . L5 3 2 1
Miry 3 2 T: 15 T 1
June ¥ 1 L3 o5 & B
July 6 Il LY n 5 15
Auquan 5 E '
Septrabes 4 15 ]
Dictasbuer 1 25 hd
MNavemiber 4 158 1
Orrestber 1 os 0
k) | Eis [
Time Pariod
Actounting Pertod Al the Begining At the Middle  Ai the End

12 months A/ 12 Tir12 612

§ months 21-12 18/12 15/12

J montha 6. 12 45712 is12

Note : It is a general tendency to learn the time period of 6 5, 6 & 5.5, urespective of
understanding the rationale behind on such
Refer to the 1st Row (where the amount 1s drawn at the beginning of every month and
throughout the year), we find 78/12 = 6 5,72/12=6 & 66/12=55
The rationale 15 Rate of nterest being mentioned as per annum But, 1f the rate of interest 1s
mentioned per month basis, then interest shall be calculated by considenng the time peniod for
78 months, 72 months & so on
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Ilustration 6 :
Amount Drawnpm Rs 1000 Rate of Interest @ 12%0p a
If drawn at the beginning of every month

Al Perind Interesi
12 78
— 10— —= 780
12 smonths !1[}0?!1 /
12 72
= 10 —x—=T2
6 moanths "'mu %
12 B8
1 months = L1M7 ——v—=
100 12
If drawn at the middle of cvery momh
Atk Perind Interest
12 months = I{J{}Dw—l-g—xﬂmzlﬂ
o0 12
12 IR
BITH:]I'I.IZ}'IS = ]Dmv—lﬁﬁﬁxlm
3 manths = 12 13

10> —~— =150
100 11

If drawn at the end of every momh

A Period Interest
1IZ b
= 1000 xc——x—=1
12 monlhs 00 17
12 45
= 1D0n—v—= 4]
b months “mu 12
3 ths = 1000~ 12 Ai-lﬂ
manths = o0 12
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Mustration 7 :

Rani, Rini and Rina aie three partners 1n a firm According to partnership deed, the partners

aie entitled to draw Rs 800 per month On 1st day of every month Rani, Rim and Rina drew Rs

700 Rs 600 and Rs 500 respectively Piofit duning the year 2008 was Rs 85,500 out of which
Rs 30,000 was transferred to General Reserve Rini and Rma are entitled to recerved salary of
Rs 3,000 and Rs 4,500 p a respecuvely and Ram 1s entitled to received commussion at 10 % of net
distributable profit after charging such commission On 1st January. 2008 the balance of their
Capital Accounts were Rs 50,000 Rs 40,000 and Rs 35,000 respectively Interest on Capital
provided at 8 % pa You are required to show Profit & Loss Appropriation Account for the year
ended 3 1st December, 2008 and Capital Accounts of Partners in the book of the firm

Points to be noted

1 A partner was allowed to draw Rs 800 per deed n this case, none of the Partners draw more than
that

2 Interest on Diawings should be calculated as 1st month’s drawings for 12 months, for second
month’s drawings for 11 months and so on Alternatively, 6 5 month mterest 1s to be calculated on
total drawings of each partners (See theoretical discussion 1egarding mnterest on drawings )

Ripa’s total drawings = 700 1 12 = Rs 8,400, Int on Drawings = 8,400 x 10/100 x 13/24 = Rs 455
Rimi’s total drawings = 600 x 12 =Rs 7,200, Int on Drawings = 7,200 » 10/100 x 13/24=Rs 390
Rima’s total drawings = 500 x 12 = Rs 6.000. Int on Drawings = 6,000 » 10/100 x 1324 = Rs 325

Solution
Dr Proflt £ [.oss Appropsiation Account for Lhe vear snded 11 12 2008 Cr
Paridc1ilmas Amcrent | \enuarn | Parucnises Amoiint | Amodrd
Rs Rs Qs is
To Cenerul Rpserve 0,000 | By Profit w inss B5 WX
et Prafh ;
“habny Rind 100 [ritwres1 on [>rawlngs
fAins {34 7500 | Rani 453
* interesy on Capiial (bt B Rimd 0
Ramd 4,0 Hina 325 1.1
Rint 1.2
Hina J 8| 10,noN
" { mnmbssion Rani-[Nole} 1561
" Shame of Profy
Rant .| 73| 11,E74
Rim [1 3] LI 870
Rina 1°3] 11 A65 | 15800
B5 670 BRE.671
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Camtal Aconaanls

I Cr
Datr | Partloulas Hanl Rii | Rina | Daw | Partkulars Har.d Riw | Fina
208 R Rs Rs | 206 Rs R Rx
To Deawings R400 | 7200 | 6,000 By Badance b,'d | 0000 | 40,000 | 35,000
3112 " Inderest on 155 186 in | 312 | “ Imereston 4000 | 3700 | 2BODD
Drawings Capital
* Ralance ¢-d | 60,576 | 50480 | 47,844 " halany - | 3poh | 45080

* Commisslon 1.5l
~ Share of Profn| 1170 | VLATO | 11965

9431 | GB,070 | 54169 59.43] | 58070 | 54168
Working Nares

Rs.

et Proft before Commission {86,670 - 3U,U0G 7,500 - 16,000 39,170

Less Kina s Cammission = 107100 of 38,170 (approx) 3,561

Share ol Proft 35,600

Ilustration 8 :

Calculation of Interest on Drawings made uniformly at the end of each quarter On January 1, 2008,
Amethyst and Emerald commenced busmess as partners introducing capitals of Rs 20.000 and Rs
30,000 to their respective accounts The partnership deed, provided inter alia that

(1) Profit/Losses shall be shared in the ratio of 2 3 as between Amethyst and Enerald

(11) Partners shall be entitled to mterest on Caputal at the commencement of each year at 6 %pa, and
(1) Interest on Drawings shall be charged at 8 “op a

During the year ended 31 12 2008 the firm made a profit of Rs 19,280 before adjustment of interest
on Capital and drawings The Partners withdrew during the year Rs 3.000 each at the

end of every quarter commencing from 313 2008 You are required to prepare a Profit Loss
Appropnation A/c and show the entries therem for distribution of Profit

Show also the Capital A/cs of the partners for the year

Points to be noted :

Each Partner drew Rs 3,000 at the end of each quarter or Rs 12,000 during the year But interest

on drawings for each of them should be

(a) On 3,000 draw at the end of 1st Quarter — Interest for 9 months = 3,000 » 8/100x 9/12=Rs

180

(b) On 3,000 draw at the end of 2nd Quarter — Interest for 6 months = 3,000 x 8/100 » 6/12=Rs

120

(c) On 3,000 draw at the end of 3rd Quarter — Interest for 3 months = 3,000 x 8/100 x 3/12 =

Rs 60

(d) On 3,000 draw at the end of 4th Quarter — No interest

* Total Interest on Drawings for each partner =Rs 180 + Rs 120+ Rs 60 =Rs 360
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Salitlon

Cr Profo w Loss Approyanaton \wosmi for thre vzar endsd 71 12 1995 Cr
Partwulars hmount | et Parth ulars Ampurd | Aot
Rs R Rs Rs
10 Interess on 7 apital By Proth & Lixs (et Prof! 1 280
Al Ex pal " lnteresi em Dravings
Ymethyst [ 0
Fneraid gl Arneikyul 60
* Share of Prodil 10M | Frerald i 720
© amethyst 12 5 b R0
Emarald |3 3, Tu.2td 17 (G
2000 0.000
Capiial Acrovints
D Cr
Liaze Parbiunlars | Amcdhyst | Enerald Liate Particidar Amiikyst | Fanerald
Ry Rs Rs Rx
3112 8 | To Dirawings 120 12 118} By Bank M00d | 0000
21 1208 | © [arawans e 360 2 1Capalal 1 narudhaoed)
- " Bdlarne o d IG80)] 20640 (31 i206 | © Ireeres on Capid 1,203 L0
* Share of Mrofl cA00 | 10200
Hpoo] 4700 2000 | 47 KN

Hustration 9 :

Azu and Byju are partners firm contributing Rs 25,000 and Rs 20,000 respectively as capitals
and sharng profit as Azu 3/5 th and Bryju 2/5 th Inteiest on Capitals 15 to be allowed at

10 %% per annum The net profit for year ended 31st March, 2008 amounts to Rs 3,600 before
making any allowance for interest Show the appropriation of profit

Sulidion
Aas ls) R tRs - Tatal 1Ks)

[rtorest on Capleal « 10 p a ¢ L0l 2.D0u 4,500

Tho profit are Hy 1 G)
Unless specifically agreed upon, interest on capitals should be allowed only up to Rs 3,600
and should be shared 1n Capital Ratio [25,000 20,000 0r 5 4]
Azu’s share = 5,9 x Rs 3,600 =Rs 2,000, Byu's share = 4/9 x Rs 3,600 =Rs 1,600
If the partners have agreed upon provision for interest on capital trespective of profits, the
distribution should be
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. mmmmm r 23

Pasticolars Amt | Amv | Particulars Amt AT

Rs Rx Rs R

fo Interesl mm Capreal B profit & L.oss fNet Profity 3,800

Az 2,500 * Share of Loss

Bipu 000 | 4,500 Az |3 5] 540

Blpe |2, 1 380 9500

4 508 4 500

THustration 10 :
Sharing of profit on Effectiye Capital Ratio Sachin. Sanat and Sohal Started a partnershup firm on
112008 Sachm mtroduced Rs 10,000 on 11 2008 and further introduced Rs 5,000 on 1708
Qanat mtroduced Rs 20.000 at first on 1 1 08 but withdrew Rs 8.000 from the busmess on 31 708
Sohal mtroduced Rs 12,000 at the begmmng on 11 08, increased 1t by Rs 4,000 on 1608 and
reduced 1t to Rs 10,000 on 1 11 08 During the year 2008 they made a net profit of Rs 56,100 The
partners decided to provide interest on their capitals at 12 % p a and to divide the balance of profit
1n their effective capital contribution ratio Prepare the Profit & Loss Appropriation Account for the
year ended 31 12 08

Solution

(&} Cidrnlatiun of ff vAve capHed  ondedk uslvn

Froduct (RS ¢

Sachin R 12,00 [or 6 monthsl 1o L T) &0, 000
Rs 1500 fur § momihs (1 7231 12 0,000

1 50,000

Sanu s 20000 fur 7 momhs L 3LT IR ALED]
Hs ,20NDC K UDH e Jmontts (1 810 31 iZ) &1 0Dd

2 D0 00D

sohall  Rs 2,000 [ur G monthsal 1o L 6 RD, 000G
Ry (12,000 + 4 00 fer 1 months 18t 1.11) ) 00}

Rs 10 D0Q for 2 mondesat 11 31 12) —20.0i0)

L 60,000

Profit Sharing Ratio = Effective Capital Ratio = 15 20 16

(b) Interest on Capitals = Product » Interest on C apital x 1/12

Sachm = 1,50,000 » 12/100 x 1/12 = 1,500, Sanat = 2.00.000 » 12/100 x 1/12 = 2,000,
Sohal1 = 1,60,000 x 12/100 x 1/12 = 1,600
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Dr Frorv & !iss Apgroprialion Acconnt for the vear endod 31 12 1996
’ Partolars Amoui | Amount | Pargritlars Amount | Arnont
Ks R~ Rs Rs
Ta| o [ruerest on Capinal Gy Proflt & Luss 56,1 D}
(Net Prodii|
" Sachin L5
* S 2.006
* Schall 1,600 5,100
~ Sharr of Proint
* Sachin 15 '51) 13,000
= hanai |20+ 5 20000
* Suhab 11651} 16 DOD
51,
56 100 56,100

Interest on Capitals omitted to be charged.
Ilustration 11 :
A, B, C and D are partners sharing profit and losses 1n the ratio of 4 3 3 2 Therr respective
capitals on 31st March, 2008 were Rs 3,000 Rs 4,500 Rs 6,000 and Rs 4,500 After closing and
finahizing the accounts 1t was found that interest on capital @ 6 % per annum was omitted Interest
to altering the signed accounts 1t was decided to pass a smgle adjusting entry on 1st Apnl, 2008
crediting or debiting the respective partnels” accounts Show the Journal Entry

Solutlon Swatement showing Rectificatlon of Prufids
Partner Ircrrst an vV apdial Amount Wrangly |  «Facess) Defich Adluse
™ §%p a nat provided | disirlbated In PSR
Rs. Rs Rs. Bs
4 13D 385l 18 Dehiy
B 270 70 -
C 350 7n 30 Credn
D 27D 1A0 10 Creda
104D 1.080 -
n- Cr
Dat. Barticubars 1F Amourd | Amoont
Rs Rs
14108 As Current AL'c r L 80
o C's Currerd Aczpund 90
To D's Cruten Account 94
|Inierest pn Capital not povided
# 6% p3 now rectifed]
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Illustration 12 :

The Capital Accounts of Adhar and Bhudbar stood at Rs 40,000 and Rs 30,000 respectively

after the necessary adjustment 1n respect of the drawings and the net profit for the year ended 31st
December, 2008 It was subsequently ascertained that 5% p a interest on Captals and diawings was
not taken mto account 1n arrving at the net profit The drawings of the partners had been Adhar Rs

1,200 at the end of each quarter and Bhudhar Rs 1.800 at the end of cach half year The profit for
the vear as adjusted amounted to Rs 20,000 The partners share profit m the proportion of Adhar 3/5
and Bhudhar 2/5 You are required to pass journal entries and show the adjusted capital accounts of

the partners
Solution :
Working Notes
(1) Interest Drawings
Acdhar Bhudhar
Rs Hs
Cn 1.270 drawn at the end of 1 guarier |1 200 ¥ 5/ 100 x R, 1.2} 45
On 1200 drawu at the end of 2 guacter J1.200 x 650100 x 6+ 12] 33
On 1200 drawn at the ond of 3 quarter 11.200 x 5100 x 3 i2] 156
On 1.200 draven 21 e ond of last quarter ~Nil
50
On 1A drown a3t the end of 1* half year [1,200 x LAIDD x 6514 15
O 1.800 drawn al the end uf 2+ half ywar Mt
45

(1) Statcrmetn showing Rectthvatbon of Profiis

Adhar Phndhar
Qs Rs
IAY ( aphal as on 2§ 12 LA 40,0 3000
Add Drawings {.ROD 3.600
Less Share of Proftts alrrady C redited 12,000 4.000
Capnalasonl ] 08 [~ JZW0 25,500
Add [nterest on Capital = 5% 1.54D 1.280
Less Interes on Drow Ings T 15
Add  Share of ProBres = 17,216
[20.000 - 1,640 - 1,280 + 90 + 45] 10,129 6.8%
Less : Drawings 4,800 3,600
1B Adjusterl Caplial as on 11 12048 9. K74 Ja12k
[iFeronee of Caphal |A-F 121 121
I Eaoress) Deficta
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Solufton
Adpsemem T oiry

founrnal Cr Cr.
Cae Partiruiars 1 F | Amonal | Armwam
s Rs
112005| Adhar s Capital Accoai . ] 121
I'n Bhudhar s Capllals Accaum
[Adiustment made lor Interests ot Capitat 12§
and on Drawings
nod peavided and *he net unciim wrungly
ahared as Profus|

Copllal Aocouints

L Cr

Date | Particolars Adhar | Dhudhar | Dage Partirulars Adha | Bhiudhar

Rs Ps Rs Rs

1109 To Hhudhar's 121 1109 | By lmlarke b.'T 4D D0l 30,0400
{ apitals

Nalame €T | 39,879 an 12l © Ashar™ ( apital 121

45,00 i 121 4D.0n{ 30121

Illustration 13 :
Adjustments without alteration of book values

R.S and T are partners of a firm, sharmg profits and losses as 5 3 2 Their Balance Sheet as on
31st March, 2007 stood as follows

1_tibieles Hs Assels Rs
Sundrey Creditoss 20,003 C ash b sank 10 (3)
Cirneral Reserve 26,000 Sundry ebwors 2. HK]
T Luan Accaoum 15000 lLess Reserve for Bad Debas | 2.000( 20.000
Cap'tal Account FumHuro 10 00
k 25 D00 Machinery 15 00
5 11, D04 Siuck 25,004
T AL

[ 100000 | 1041000

From 1st April, 2007 the partners decided to change therr profit sharng raoas2 1 2 1mn

place of their previous ratio 5 3 2 and the following adyustments were agreed upon

(1) The Reservc for Bad Debts was to be raised to 10%, (2) Furmuture was to be appreciated

by Rs 5,200 They did not want to alter the book values of the assets and reserve but recorded the
change by passing one single journal entry

The profit for the year ended 31st March, 2008 showed a net profit of Rs 22,900

You are required -

1 To show the single journal entry adjusting the partners’ capital on 1st Aprl, 2007, and

2 To prepare the Profits and Loss Account for the year ended 31st March, 2008 after

taking into account the following (1} Interest on Capital at 5% p a, (n) Interest on S’s
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loan and (11) Transfer 25% of the divisible profit to Reserve Fund after charging interest
on Capital & Loan

Solution :

Working Notes :

1. Calculation of Net Effect of the adjustments

Rs
Frofit due 10 Inerease of Valpe of Furniltwe 5_ 200G
General Reserve 20 (00
ILrste  Addiiunal Reserve (v Bad Dy bts {Proviston) 25_2{H}
[10% af {Rx 22,000 Rs 2000V} 200
Prain 2 Oy
2 Admsimeny f Caphial as on Q[ B4 07
R 5 r
Rs Rs R=
Profl Rs 25000 shared Dt catln 5 3 2 12 500 7.500 340
Tows Bs 26000 shaed in mw @anip 2 ) 2 (30 O Wi (Ml 110,000}
Net Effort 4,500 2..0a (5 000
Caphals as an 3] D307 25,200 14,000 5 D
Adwsed Ciapebal on 1 £07 27 500 12 500
Oooksol B.5 & T
Jowmml Endry
Date Faniclars LF | Amuur Srnounl
1487 T's Caphial A/ . I i & TION}
To. R s Caphal 2,500
5 s Capnal 2 50D
LAdpstwer maabe due to changs o pvofit shanmy rati)
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Iy Profit & ! oss Accout for the year soded Jist March 208 Lr

Brlculars Amodun |Adnuant | Parteulacs AmoiEil | Amomil
Ry Rs Rs Rs
Ta Imerest on Capdtal By Proflt & Loss 22,900
R - 15% of 27.500) 1.375 Alc IMel Profin
5-15% of 12,3 2% 2 D00
Interesd on 5 5 loan 4040
[6% af 15000]
" Reserye Fund 4,000
125 - 125122, 000 2 900
Shares nf Profit
RIZ2.4] 6 400
S1145] 3,280
T12.5) £ 400 | 16,000
22 H0d 22,900
ADMISSION OF PARTNER:
Introduction

Partners of a continuing busmess may, by common consent, decide to admit a new partner for
additional caprtal, technical skill or managerial efficiency At the time of such admission, the usual
adjustments required are (1) Adjustment regarding Profit Shanng Ratio, (2) Adjustment regarding
Valuation of Assets and Liabilities, (3) Adjustment regarding Goodwill,

(4) Adjustments regarding accumulated Profits or Losses and (5} Adjustment regarding Capital
Contribution of New partner and Capitals of existing partners

1. Adjustment regarding Profit Sharing Ratio : The new partner becomes entitled to a share of
future profits which 1s sacrificed by the existing (old) partners m his favour The sacnifice may be
made by one or all of the existing partners The new profit sharing ratio has to be found out.

It should be noted that

(a) The new profit sharing ratio may be agreed upon by the partners [It may be given and

we need not calculate 1t]

(b) The mutual profit sharing ratio among the existing partners may remain unaltered after

giving away the new partner’s share

Example X and Y were partners sharing profit/losses as 3 2 They admt as a new partner

giving him 1/5th share of future profits What should be the new profit sharing ratio”

Solution Z’s share = 1/5 Balance=1-1,5=4/5

X's share = 4/5 x 3/5 = 12/25, Y’y share = 4/5x2,5 = 8,25, Z’s share = 1/5 = 5/25

The new profit shaningratio=12 8§ 5

(c) The mutual profit sharing ratio among existing partners may be changed by agreement

Example P and Q were pariners shanng profits/losses as 4 3 R 1s admitted as a new

partner for 1/5 th share P and Q decide to share the balance of profits equally

Solution R’s share = 1/5 Balance = 1- 1/5 = 4/5

P’s share = 4/5 x 1/2 = 4/10, Q’s share = 4/5 x 1/2 = 4/10, R’s share = 1/5 = 2/10
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New Ratio=4 4 2or2 2 1

(d) If the sacnfice made individually by the existing partners 1s given then New Ratio should

be calculated by deducting the sacnifice from the old ratio

Example A, B & C were partners sharing profits/loses as 3 2 1 They admitted D as a new
partner giving him 1/6th share of future profits D acquired 3/24 th share from A and 1/24 share
from B Calculate the new Profit Shaning Ratio

Solution New Ratio = Old Ratio — Sacrifice Ratio

A=3/6 — 3/24 = 12/24 - 3/24 = 9/24, B=2/6-1/24 = 8,24 — 1724 =7/24, C=1/

6 - Nil = 4/24 — Nil = 4/24, D=3/24 + 1 24=4/24 The new ratio=9 7 4 4

Thus regarding Profit Sharing Ratio we can sum up as follows :-

1 Old Ratio = Profit Sharing Ratio of existing Partners (before admission of new

partner) = Given or Equal  If not mentioned )

2 New Ratio = Future Profit Sharing Ratio among all partners {(including new partner, after hus
admussion) = Given or = Old Ratio — Sacrificing Ratio made by each of existing partners

3. Sacrificing ratio = Share of an existing partner under Old Ratio — his Share under new ratio

But unless otherwise mentioned the mutual profit sharing Ratio between the cxisting

partners will remain unaltered. In that case Sacrifice Ratio = Old Ratio.

It will be evident from subsequent discussions that prope1 use of the above ratios will be required for
solving problems regarding Admission of a new partner

2. Adjustment Regarding Valuation of Assets and Liabilities The Book values of asscts as shown
in the Balance Sheet may not reflect their current realizable values Similarly the

liabilizes mncluded 1n the Balance Sheet may not exhibit their actual positon Whenever a change
takes place 1n a partnership busimess 1n the form of admission or retirement o1 death of a partner or
due to change 1n profit sharing ratio, revaluation of assets or Liabilities become necessary The effect
of Revaluation are given 1 two ways (a) by incorporation the changes of the

Balance Sheet Values and (b) without changing the Balance Sheet values.

By Incorporating Changes in the Balance sheet values prepare : Revaluation Account

(1) For decrease m the value of assets, increase in the value of habilities, provision for

unrecorded liabilities Revaluation A’c Dr

To Assets A/c (with the decrease 1n value)

To Liabilities A/c (with the increasc in value)

(1) For mcrease 1n the value of asscts, decrease 1o the value of liabilities, unrecorded assets

Assets A/c Dr (witii the 1mcicase in vaiue,

Liabilities A/c Dr (with the decrease 1n value)

To Revaluation A/c

(1) For profit on revaluation

Revaluation A/c Dr

To old partners capital A/c (in their old profit sharing ratio)

[ For loss on revaluation, the reverse entry should be made ]
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I"ralorma Kevaluabion Acoouind

Rs Rs
To A\sscis (Decrease) xx By Assels {Increase) X
To Lianlitles [Increase} b ¢ By Liabtlives {Decrease) XX
1o Paruaers Caplral AT xx By Partners Capital 4/c o
(Share of Revaluatlon Profit) (Share of Revalualon Ioss)

X XX

Without changing the Balance sheet Values.

Prepare Mcmorandum Revaluation Account

(1) Record increase/decrease 1n the value of assets and liabilities as discussed

(11) Share the profit or loss on Revaluation amongst the old partners n their old profit sharing Ratio
(111} Reverse the increase 'decrease in the value of assets and liabilities

(1v) After reversal, calculate profit or loss

(v) Share the profit loss, after reversal amongst all the partners (including the new partner) n their
new profit sharing ratio

Memorandum Revaluation Account

Dr. Cr

Rs Rs.
To Assels (Decrease) w By AssetsiInerease) XA
ToLlahillties (Increase) xx By Libilities {Decrease) o
To Partners Capital A/ c xx By Partners Capital A/c Lot
{Share of Revaluation Proflt] |\Share of Revaluation loss)
OId Partners in old XX Old Partners in their
Profit sharing Ratio Old profit sharing ratio

X 1000
To Reversal of ltems b/d xx By Revarsal of [tems b/d XX
To Partners Capital A/c X By Partners capital A ¢ XX
{Revaluation Profit amcunt {Revaluation loss amought
all partners in new profi all partners in their new
sharing Ratio) Profit sharing (Ratio)

XX X0
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3. Adjustment regarding Goodwill Ttis being separately discussed later.

4. Adjustment Regarding Accumulated Profits or Losses Usually accumulated P1o fits

like Profit & Loss (C# ) or General Resers e and accumulated losses like Profit & Loss (Dr )

should be apportioned among the Old Partners 1n Old Ratio However, the partners may decide to
matntaimn the Accumulated Profits at ongmal figure even after the new partner’s admission

In that casc the usual entries made are

(a) Accumulated Profits (P/L Reserv e) Dr
To Old Partners” Capatals (Old Ratio)
(b) ‘All Partners’ Capitals D

To Accumulated Piofit (New Ratio)

In most cases, the question rematns silent regarding the treatment of accumulated protits or

losses In that casc, these should be shared among old partners old ratio

5 Adjustment Regardmg Capitals The new partner may have to introduce proportionate capital on
the basis of the combimed adjusted capitals of the existing (or old) partnets On the other hand, the
old partners may agree to make them capitals proportionate to the new profit sharing ratio on the
basis of the capital contribution of the new partner or on any other bas1s

In that case additional capital may be withdrawn by them or transfeired to Current Accounts
Similarly shortfall may be made good by mtroduction of further capital But Capital contnibutions
may not be 1n Profit Sharing Ratio, unless said otherwise

Adjustment Regarding Goodwill

Goodwill 15 an invisible force that helps a business to earn more than the normal return on
investment enjoyed by simular businesses It 1 the sum total of the reputation and other favourable
attributes butlt up by a business Goodwill results mnto larger number of customers,

highet turmover and more profits for a business The additional profits earned by the business or 1ts
“super profits” indicate that 1t has goodw1ll Thus goodwll 15 a real but intangible asset

When the amount paid for the purchase of a business 15 1n €Xcess of 1ts net assets, such excess
payment 1s tieated as “Goodwill at Cost™ or “Purchased Goodwill” Where there 15 no purchase o1
sale but a change of constitution takes place like admission of a new partner etc, the value of
goodwill may be recogmzed as “Ynherent/Potential” Goodwill Accounting Treatment of Goodwill
as Read with the Relevant Accounting Standaid 1ssued by the IC Al

(A) Accounting Standard 10 (AS—10) to related 1s ‘ Accounting for Fixed Assets’

(B) Paragraph 16 of this standard stipulates that “Goodwill should be recorded 1n the books only
when some consideration i money or money s worth has been paid for it Whenever a business 18
acquired for a price (payable in cash or n shales or otherwise) which 1s excess of the value of the
net assets of the business taken over the excess 1s to be termed as “goodwill™ "

Hlustration :

X and Y were partners shanng profits as 4 3 Z jomned as a new partner The new profit sharing
ratio between X, Y and Z was agreed to be 7 5 3 The Goodwill of the firm was valued at Rs
84,000 But Z could not pay any prermwum for goodwill

Solution

Step 1 Calculate Z’s premium 3/15 of Rs 84,000 = Rs 16,800

Step 2 Calculate sacnfices made by X and Y X=47-7/15=11/105

Y =3/7-5'15=10/105 Sacrifice Ratio 11 10

Z’s Capital A'c Dr 16,800
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Treatment of Coodwlli { At Lhe time of Admission of 2 Now Paniner}

51 Mo Cane Jaurral Eniry Rauo used Remuarks
| New Fartner pays | Cash, Bank ... .. ... Dr. Sacrifce | (1) [fmuotoal ratlo betweesn
Premium far Ta Od Partners Capital Ra o ald partnars do not change
Capdwill (PFremiuvm money) sacrifice ratla = DId Ratlo
(2) Il Good will stands at or
& ratsed to fult value, no
premium should be pakd
FJ If1he premium or | Old Punners Captal.  Dr AR
s part Is To Bank withdrawn
immad larely (Amount withdrawm
withdrawn by ald
partmers
3  |New Parinar pays | Either Old Rata | Wrile aolf Goodwill If it is
Preminm although| Old Partnars Capital Dr already existing in the
Goodwill appears | To Goodw il {writtan offt Roocks
mn the Books at full] Cash/Bank Or
viahie Ta Mew Partner's Caplial
|Preminm Money traated as
part of new partnar's caplual|
4. |Nrew Pariner pays Mo Entry Not a iransaction ol the
privately (o business
premium jor
Gondwill ko old
partness
5. |New Partner Loan .o MNew Parner Dr Sacrifice | OR oM ravo If the mutal
cannc! pay To Old Partners Caphials Rathn rallo between okl partners
Il Pramilum do not change
empocarity
& Mew Parinar iy ‘Full valur may be given or
unable fo pay the may have 1o be calculated
Premiom For example, the new
(m) a Coodwill A/c .. Dr. O] Rathy | partner for his 2/5th the
Goodwill Accourt | To Old Parners Caprkal A /¢ share falled 1ty pay
b rarsed arits full | {Full Yatus] premium Rz 5,000
vahie Full value =
(S0 x 5)7 2 = R 12 500
As a resubt Mo
COODWIT L ACCOUNT
will appear in the Balance
th) A M GoodwilAfc. Dr Qld Ratia | Shaet
Gooadwill Tu Old Pastners Capitats Goodwill Account will not
Accouns is Matsed) appear In the Balance Sheej
an Al Parimer Caphal A4 CDr New Rabio
raimed and Anchsding oew parinen)
writtan olf To Goudwil) (Wirkken off)
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Iustration :

X and Y are partners having Capitals of Rs 80,000 and Rs 20,000 respectively and a profit
sharing ratio of 4 1 Z1s adnutted for 1/5 th share m the profits of the firm and he pays

Rs 30,000 as Capital Find out the value of the Goodwill

Total Capital of the firm 30,000 x 5/1 = Rs 1,50,000

[ Taking Z’s Capital as base]

Less Combined Adjusted Capital

80,000 + 20,000 + 30,000 = Rs 1,30.000

Hidden Goodwill = Rs 20.000

7 | ew Partner ix uroble 10 | New Partner s Caphal Dr |Sacnfiee | OUr, old reto of the muial
pay the Premunm and an | To Ol Parmers Capitals | Rano ratin betwesn old Partoers
adptstment is to be made | {Premum Money] remam unchanged.
through ths Capilal A/

4 | New partner pays only a | (a) Cash ‘Bank Dr |Sacnfice | Or old o "Goodwill is
partion of the Premntum | To Uld Partners Capatals | Rano valied an the basts of unpmd
bt carnat pay the (Poran Paid| Prermnm
rermainlng pocion.

(ajFor Portion Pard b} Gondwill Dr | Oid Rauo| For sxample., the new partricr
M For unpayd Porvon | To (Md Partners Capital foor hys 2 /5™ share paid
{Goodwill for 1npakd Rs 12,000 out of Rs_ 20,000
portionl Premmium
Unpaid Prermam for 2/ 5th
share = Rs. 3.000
Ve of Goodwili= @, 000
x5)/2 =Rs 20000

§| If Coodwill Account | (%) {Zoodwill Dr
abeady appears mithe | To O¥d Pariners Capital A/q Old Raho
Books and Goodwill is to | |Full value—Hoak Yalue]
be raised at ita full vahe
(2) Il Book value is lower | (b) Old Partners Capital Dr
than full vakse To Goadwill Old Ratio
(b) II' Book vakoe is more | [Book vahse — Full Value]
than hull vahwe
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Vahmation of Inhereor or Naa-Purrha sed (Coodwill

Sarial | Namw al| Description of +h rcthedd Dby { v deration
Ma the
Mathod
1 | Avarage| Under the rmethiod U | [ profits are Auctialng,
Prodits | Valun af Goodwill  Agreed Numbar of Year sumple: averaso bs tkar. I
Methocts! Py renaea x Average Maairabk Prodis profis show an Ioozasing

Avoaas Mana imable frofly

Avnragr Anmial Meolds x
Simpde avarage or nay ba woighted 2 mua
owniklaring the rand of protics

Less: Earoqabsanats Caanal [nvame Ax
xx

Adl: Abnormal Lo m

A Capltal & xpanditire wronghe

charged apalret profis b »

Lesx: Proviskan for Taxaron

As may be ragu Lrod) xx

Adpsicd Mainaimbie Profits o

(Adpestmant= for ndercharged ar
Depraciation or undar.” ovar valuation of stozks to;

bo macs H requtred

dus

tmard, welghis may b vsed

[f prrdis oonstantiy
tecreasa, the iowest of U

peoiits afeer adustoeds
mxy he constdorxd.

Excaptional Incaos oe
Exponw uf amy partioudar
vy chould hetiwr e
adpsted again= the profit
of that vear

Mo wwlshiaga b icsually
Bbven W, Latar ywars.,

Anneilty

b is a dorivalhe of s.per pealk concepe [F supar
prolit 1s sxpected to by cared anifocmly ovar 4
number of yoarn, Coodwill with: th
halp of Annutty Take Calenlate Supee Prafit as
discumad hedoru

Coadwill - Armuial Super Frofin x Prescr Wal.ae
o Anuity ol Bx 1

(Annuicy Tahle b this tass, o be pravice?)

Herr atso sionlior principlkes
a5 sald hatorw should bw
follawed for cioilaing.
Capital Emygdayed or
Avurage Capiial
Employed, Aaumial .!wt:gT
Profits and Anrual Siper
Frofies

Super Profl - Avarag
Mairasnabde Prabd (1
Morenal Mrally
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Ilustration Regarding Valuation of Goodwill

Valuation of Goodwitl for a non corporate assesses

From the followmg information, calculate the value of goodwill by super profit method and
Capitalization method

(1) Average Capital employed 1n the business Rs 7,00,000

(1) Net trading profit of the firm for the past three years Rs 1.47,600, Rs 1,48,100 and Rs 1,52,500

(1) Rate of Interest expected from capital having regard to the 118k involved —18%
{(1v) Fair remuneration to the partners for their services 12,000 per annum
(v) Sundry Assets (excluding goodwill) of the firm Rs 7.54,762
(v1) Sundry Liabilities Rs 31,329
(vi1) Goodwill valued at 2 yeais’ puichase
YoaraRe Praf4s Civen Anviged Frofie ador L ansidwrng Remunoradionms
R Ra
1s 1,47 B 1.35 B
2nd 1,08 10 1,36, 100
i 152,500 110,601
Total Probux 8.0 (12,200
Rs. |
Avwrage Adpigied Ansaal Fnofils {12, 2001
Lex Normal Beturn on Capia!l ® IFwof Rs. 7 00,000 126600
Super Pralps 137400
LL 400

Ther~fare Conrhaill - Super prsdx a vear af Murchare - 11400« 2 ~ 225830
Ilustration.
The new partner cannot pay premuum and a Goodwill Account s 1aned
A and B arc partners sharing profits and losses as 3 2 They admut C as a partner who 15 unabie to
brig Goodwill premium 1n cash but pays Rs 10,000 as capital A Goodwill Account 1s raised in the
hooks of the firm which 1s valued at two yeais’ purchase of the last three years average profits The
profits for the last 3 years were Rs 5 000, Rs 4,000 and Rs 4,500 The Profit shanng ratio among
the partners has been agreed to be 5 2 2 The partners decide to write-off Goodwill after s
admission

Journal Entries, Points to be noted

1 | Vaiuauon of Coodwill
Aveage Annuad Profits of Ll 3 veaes « |Hs 5000 +2000+ 1500 73 = Bx 4500

I|Goodwill = Ra. 4,30 x 2 = Hx, 5D

11 Goodwill ta 9= rmsed « New Vabie — Booe valioe ~« Ha 3,000 Ml - Bx D000
% = to b raved i (Ohd Ratwr ana writlen off in oew ratw % <arrfire mba s oot cequred |
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Darr Marticulars LE Amoum Arooure
. Bs.
Goadwnll Acc . i c. . Pr 9,100
To A’s Capaal X 400
o B's Capral A e 3600
(Goodwall Account ramee? and creaited to oid
partnersy nold rabod 2
Bank A'c. . . . . . b 0,pon
Tod'sCapita A 1N200
[Capual imtroGuaed by new partner an ad russion’
A's Capmal ASc . . - .. ... Er 500
Es Capital A/s O 2,100
C's Caprdal Adc e e N 2.000
[o Coodwall A.'c 9,000
Illustration.

New partner pays premium for Goodwill but Goodwill Account is appearing at the Balance

Sheet at full value Gargi and Khana were partners sharing profits and losses as 5 3 They agreed to
admuit Lilabatt as a new partner on payment of Rs 9,000 as premium for Goodwill The new profit
sharing ratio was agreed as 3 2 1 The Goodwill Account appearing 1n the books amounted to
Rs 54,000 Pass the necessary Journal Entries

Points to be noted

Lilabats brought in Rs 9,000 as his share of premium for Goodwill for 16 n there

Therefore Full value of Goodwill = 9,000 x 6/1 = 54,000

There 18 neither overvaluation nor undervaluation

Khana had a gain of 2/48 1n Profit Shanng Ratio

She shall bave to pay proportionately for her share of Goodwill = 2/48 x 54.000 = 2,250/-
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Calculaton Gargi Khana Lidabat
of Sacnfxr
3
Dyl Raua ‘3 T -
53 30-M_ & | 3 21816 - wyl-9-8_8
S & A8 AR A6 41 TR
{Sacnfice) Gy {Cary
Jowsmal Erries
Date Particulars *F | Ammeaans, | Amoiett
i Rs
Carg's Capital ASfc Dr 31.75D
Khana's Capual &/¢ Dr. 20,250
To Goodwill Afc 54,000

[GmdmﬂhnmummmhnckbawEnlhaH
partners s old rain)

Bank A/c Lr % 000
To Gargra Caputal A7c B Y50
Khana's Capual A'e 2.25D

(Premium foc Doodwill brought 1 by new: partner nc
_-Jundb)'ddpn.mmhm:r:ﬁzmun:i:]

Akemiatrvely
Bank A/c Dr. 8.0dD
fo Luabaai's Caputad Afc 9,040
Tlustration

Premium for Goodwill paid privarely

P and Q are partners sharing profits as 32 They admit R as a new partner for 1/4th share The
Goodwill Account appears 1n the books at 1ts full value Rs 20,000 R s to pay proportionate amount
as premium and he pays 1t privately to Pand Q Show the Journal Entries

Points to be noted

1 For private payment of prenuum, no entry s required n the books of the partnership

2 The new partner 18 paying premum although a Goodwill Account 18 appearing in the books at full
value So the Goodwill Account should be written back between the old partners mn old ratio
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Solution

T Tr
Nale aarhicusr 1D | st | Areord
R ks
. Caczal ACc M 12,00
Cs € apual Ae Lir 3,0D]
To Caadwill 4¢c 20,004
poordwill Acratinr writen bak betwenr tor dd
paroers o ubd rung 3 )

Ilustration :

Premium for Goodwill tn “true sense "

Jatin and Lalit are partners sharmg profitas 3 2, Anu Mahk 1 admitied as a new partner for
1/5th share on payment of Rs 20,000 as capital and Rs 5,000 as premium for Goodwill A
Goodwill Account appearing 1 the books at Rs 20.000 1s decided to be left undisturbed
Show the Joumnal Entries

Po1nts to be noted

I' Premum for 1/5th share = Rs 5,000 (It may be called premium i popular sense)
Goodwill should be taken as Rs 25,000

But Goodwill appearing in Books and to be mamntaimed = Rs 20,000

Undervaluation of Goodwill = Ry 5.000

Premium 1n ‘true sense” should be 1,'Sth of Ry 5,000 = As 1,000 (to be shared by oid
partners) The excess premium paid Rs 4,000 should be credited to Anu Malik himself

2 Premium should be shared m old 1ati0 which 15 the same as sacnifice ratio as mutual ratro between
Jatin and Lalit has not changed

Salriien
Joarmal Lritrtes
(]| Cr
Maee| Pari-ilars LE [Amounl | Anwam
Hs Rs
Hans A ¢ . ar 25000
To [Miina Capital = 15 of 1300 | 60D
1alti s Copltal | 2 5 af 100 - 400
“Arg Nalins Capie] 120009 + 4 0Lx) 24 IHF
[7ne Fremwem suared by Jaua and Lall n sacnbo rggn 7 Zard
the Halanee of neabribeecn made by Aoy “alle Carstenen 1 als
caglah
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IMustration

Where the new partner pavs premum for goodwill and also brings his own goodwill to the business
Amal and Bimal are partners sharing profits in the ratio of 2 3 Charu 1s admitted as a partner on
1st January, 2008 and he pays into the firm cash Rs 9,000 out of which Rs 3,000 15 to be premium
on his admussion to a quarter share, the ratio between Amal and Bimaltobe 1 2

Charu also brings 1nto the business his own Goodwill to be run as a separate unit and the

Goodwll 1s agreed at Rs 4,800 Show the entries required to give effect to the above arrangements

(for both the units separately)
Points to be noted

1 For the Frrst unit, Rs 3,000 paid as premium should be shared by Amal and Bimal n therr
sacrifice ratio We should calculate the new ratio and the sacrifice ratio
2 For the 2nd unit, an adjustment should be made for Charu’s own goodwill to be credited to his

capital and debited to Amal and Bimal in 1emammgratio 2 3, excluding Charu’s share
Working Notes

1 Calculation of New Profit Shaning Ratio
Chary’s share =1/4 , Balance left =1-1/4=3/4 Amal’s new share =x 1,3 =114,
Bimal's ncw share =3/4 x 2/3 = 2/4 and Charu’s new share =1/4
New Ratio=1 2 | Sacrifice Ratio=3 2

soiAmi
Joumna} Entries
Dr Cr
Date Particilars L F [Amounl | Amcam
Rs R
L1108 | Bank A C Dr &,006
To Charu's Caplial A *r 6100
JAmount nvested as capal contributon by Chani|
1108 | Bank A-( Ir a0mo
To Amal's Capitad & [1 D 1)
To Blmal's Capital A [2°5 1200
1Premium paid by Chann and wrediisd 1o Amal and
Bimal in thesr sacnifice raik 3 2|
1.1 | Amal's Capial A-t [2.'10 of Rs. 4800 rx 960
Bumal’= Capital A/ [3.710 0l Ry 4. 800« L 144
To Chara s Capital A/c 2400

i Adpustrent made for Chani s own Coodwtll Sronghi
o the Eusioess |
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Illustration

Special Points  (a) Jowrnal Entries, (b) Portion of Premuum for Goodwill and Reserve withdrawn,
{c)Discount received on payment of creditor

Brick, Sand and Cement were partners in a firm sharing profits and losses in the ratio of 3 2 1
respectively Following 1s their Balance Sheet as on 31st December, 2007

Llabilties Rs. Rs Assels Rs
Caplwal Accounts
Brick 30.(hH) Land & Buildings 540,000
Sand 20004 Fumure 14,000
Ceament L0 ACH 67,000 Sinck 20,000
Reserve 21,300 BUl Recervable 5,000
Creditors 5,200 Debtors 7,500
Bills Payahle 4,000 Cash In hand and at Bank 2,500
1,000,000 100,000

Lime 15 to be admutted as a partner with effect from st January,2008 on the following terms

{a) Lime will bring m Rs 15,000 as Capital and Rs 12,000 as premium for goodwill Half of

the premium will be withdrawn by the partners

(b) Lime will be entitled to 1/6th share in the profits of the firm

(c) The assets will be revalued as follows Land and Building—Rs 56,000, Furmiture—Rs 12 000,
Stock—Rs 16,000, Debtors—Rs 7,000

(d) The claim of a creditor for Rs 2,300 1s paid at Rs 2,000

(e} Half of the Reserve 1s to be withdrawn by the partners

Record the Journal entries (including cash transactions) i the books of the firm and show

the opening Balance Sheet of the new firm
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Selution .
Boaics of Brick, Sand, Cement and Lime

Joums! Entries
VAR
- iR o ﬁg
Bank Asv. . .. .- - - - N 15000
Ta 1tme's Caplial Afc 15.0040
{Bsing ame 1t contributed by lume on admisson as a
new partner]
Fank AT . o er e =o - - - - Dr 12,000
To Beich’s Capital Asc [3/6 & 000
* Sand s Capttal A ‘¢ |2/6) 4 000
- Camend’s Capltal AZc [176) 2,000
[Being premium for goodwill bronght 1 by
new partner and credited to ol panners
Capitals in thetr sacniflee o 3 21]
Land and Bulbkdings A.'C.. - s e — LK. 6.04D
To Revaluailon A /€ 6,000
jBeing valoe of Land & Buldings appreciatsd
on revaluadon]
Revaluation Ast. U § | 7 S
To Fumlbwe A 'c 3,000
* Stock AC 4,000
* Proviskn Ior Bad Debes A °C 10
[Being values of assets decreased on revaliation]
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Cromdlivons 4 /c . Dr
To Dank A ‘¢
" Revaliadan A t

[Being crediton . lalm Jischargee al u disCHem|

2,100

Brick’s Capital A r . - . 1iFr

Sanr's Captal A 'c . . -« - o« Dr

Cemant's Capital A rc - Dr
To Revaluarion .\ +

[Lasss on revaluation dehired 1 5ld partness (n
old rauo 3 2 1]

400
200

L.200

Reserve A ¢ | . . Dr
To Brick’s CapHal A ¢

“Nand s Capial & ¢

“Cement’s Lapital A r

[Resarve AL elosed anG credlted 15 uld prineys
Imoldrainn I & I’

20,800

14,500
9,933
4967

Hrick's "aplial A © . R g
Sand s Capaeal 4.'c - D
Cemwnt's Caplial A~ | Ar
Tu Bank A. -

[ELRIf of the Resarve wittwirawn by old pariners,

7450
15367
2AA3

14,50}

Brck s JapHal A - .. - Ir

Sand's Caphal & ' - - .. DOr

Certerw's Lapitl A ¢ . - - . DO
ToRank A 'r

[Half nf the premium money withdrawn by ol
parttwss]

ERtY)
2000

1.0

B.000
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Ralance Sheet as on 1.1 2000

1.\shiblEles Amcunt | Amoin ANSCEs Ameint | Amonnd
Rs s Rs R« Rs
Capdlal Accoums laad @ Dudldings 38 DD
Frote 3
Brick 1D, 850 Furndnuce 12,000
Sand 26.5640 Stock 1R.100
Crment (J00a.2 | Debtors 7500
Lime 15 006G 134,700 Less Provishon foc il ¥ ODD
Bad [lebts
Crediwors [6.200 -2,300% 1800 bill Recarvable 5.000
Bulls Payabie 4,000 Cash Lo hand and atJ 6 50D
Bank [MNote 2|
1 02600 1.02.600
Working Notes

| It 15 assumed that after giving 1/6th share of profits to Lime, the balance will be shared by old
partners i old rano 3 2 1 So, Sacnfice Ratio = OldRatio=3 21

Ax per last Balance Sheet 2,500
+Lime's Capttal Contribugon and 21004
Premiurm (nel) 29.50
— Paid tn credibors 2.000
- -Portion of Reserve withsdrawn 14 900
- -Share of premiurn withdrawn 5.0DD
6,500
3 Capual Brick Sand Comenl Llme

RBalances 30,000 20.000 10,900
+ Caplial brouight In - - 15,000
3 Share af Premium for Goodwill G000 1.0 2004 -—

4 Share of Reserves 14 500 49,5033 4,967
- Sharc of Resrrves withdrawn 7450 4 NG7 2483 -—

- Share of Prerrdum for goachwil

wihdrawn .00k ¥ D00 1,000
- by on Revaluadon GO0 4 L] —
30,850 26566 13,20 15.000)

IMustration

(a) Portron of Premium unpaid — Goodwill Account raised (h) General Reserve maintained
Arun and Anand were partners sharnng profits m the ratio of 3 2 Their position as on 3lst
March, 2008 was as under
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| ... ] bl ]
Arun’'s Caphal 12,000 Land and Butidings 8.000
Anand’s Capital 10,000 Mant and Machunery 10,000
Ceneral Heserve 12,000 Sundey Debiors 11,000
Wickmen's Compersation Fund 4 (D Stock 12.000
Sundry Crediiors 12,000 Cash a1 Bank 9,000
50,000 50,000

They decided to admit Ashok for a 20% profit on the followmng terms  (a) The liability on
Workmen’s Compensation Fund 1s to be determined at Rs 2,000, (b) Ashok to bring in Rs 3,000
as premium out of his share of Rs 3,600 He 1s also to bring in Rs 20,000 as his capital,

(¢) General Reserve 1s to be maintained at its on ginal value, (d) Rs 2,000 out of creditors to
be paid at 5% discount

Pass the necessary journal entnes to give effect to the above arrangement, to show the capital
accounts and prepare the Balance Sheet of the new firm

Pounts to be noted

1 Ashok pays premium Rs 3.000 This should be shared by Arun and Anand i their
sacrifice ratio, which 1s eventually the old ratio 3 2 For the unpaid Prenuum [Rs 3,600

— Rs 3.000 =Rs 600] Goodwill Account to be raised at Rs 3,000 5/1 = 600 Ths 1s to

be credited to old partners in old ratio 3 2

2 For General Reserve to be maintained, the following adjustment will be required

Arun Arun Anand Ashnk
Rs. Rx. Rs

Credited In Old Rato between old partners T1.200(Cr) | 4800 &£r)

(12000 s 1 : 2

Debitad In New Ratio{l 28 5) 5790 (Dr} | 3840 @r)| Z4004Dr)

Diet Efect 1440 O 260 )| 2400 {r)
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Arun, Anar and Ashok

Joumnal Entries
Dr. Cr
Date Partculars LF | Amount | Amount
Rs Rs.
31 3 D& Workmen's Compersation Fund A /¢ Dr. 2.000
[Rs. 4,000 — Rs. 2.000]
To Revaluation A/t 2000
Valoe of labilny redisced)
J1.30B|Bank AJc. . ... . . . e - . ...Dr 20.000
To Ashok's Capital A/c 20,000
[Amourt omibuled as cplial by lcomng
partner]
Bank A/c ... ... - cor e e s . .. Dr 3.DO0
To Anm’s Capltal A/c 1.200
*  Anand's Capital A/c 1,260
{Premium for Goodwill pakd by iIncoming partner
and shared by existing partners tn their sacrtficing
ratio 3 . 2)
Goodwtil A/c. ... .. .. .. . . . . Dr 3.000
To Anmn's Capital A/c 1,800
“ Anand’s Capital Ak 1,200
[Goodwill A/c raisad and cradited o axisting
pariners in pld rato 3 2]
To Bank A/ ¢ {achual peyment o $ow) 1,900
*  Revalaiion A/t 100
(A creditor patd off and the discount
recelved aredited (o revalnatn Afc)
Revaluation A/c Dr. 2100
To Anmvs Captial &A/c L.2&0
To Anand’s Capital A/t B40

(Being Revabiaiion protht crediled to old pactiess In
the rmatio 31:2)
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Illustration

No alterution of book values of ussets and labiiitres

Baisakhi and Srabarmi are partners sharing profits and losses m proportion to their capitals
Their Balance Sheet as on 31st March, 2008 1s given below

Liabiln bes Rs. Assals R
Creditors 12,080 I'teehold Premisss 14,000
Camral Rsen e 21on Machinery 31,504
Capltals Furniture 1 750
Haisakhu 20,000 Office Fquipments 550
Sraband 13.000 Stock 14,100

Bl R e1valds 1.060
Debtors 17.500
Bank 1,500
Cash 50
32,100 52.100

On 1st Aprl, 2008 they admit Poushali on the following conditions

{1) Poushali should bring in Rs 10.000 as capital and to pay Rs 3,500 for goodwill as she will

get 1/4th share 1n profits

(1) A provision of 295 to be raised against debtors, stock to be reduced by 5%, Freehold Premises to
be revalued at Rs 12,650, Machinery at Rs 2,800, Furniture at Rs 1,540 and Office equipments at
Rs 495

(m) Partners agreed that the values of assets and habilities should remain unaltered

Show the nccessary accounts and prepare the opening Balance Sheet of the new firm

Points to be noted

1 The Partners have decided not to alter the book values of the assets and hiabilities The

effects of revaluation may be ascertained by prepaning a Memorandum Revaluation Account as
follows

(a Calculation of Profit/Loss on Revaluation
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Memorandum Revaluation Aconunt

. Cr.
Rs Hs
To Provision for bad debts 150 By [rreteald Premises 2650
e 1, ol 17,00
To Sk 705
To Machinery TCD
I9 nitiee 210
To rHnce Dgquiptients 5%
To Partnwrs Caplial Arc’s
Batsaldit . (471 160
Sorbanl (3T 27U
2 6aN 2830
To Reversal ol Itrms b A 2640 By Reversal uf Items b, d 2020
Ry Pastners Caphal Asc
{In New Radn)
yi.oss on Revaluateon)
kalsakhkl 270
Sarbun 203
Poushalt 137 B3
2,650 2 631

{b) As General Reserve 18 to remain unaltered, simular adjustment will be 1equired to be
shared among old partners 1n old ratio and then wrntten back among all partner’s 1n new ratio
2 Calculation of net effects on Capital Accounts

Solution New Profit Sharing Ratio 12 9 7
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Liab:illtbes LA RTINS DR Y S TTITIR ] QLTS I Amannt | Amoimt
ks LS Es Rs
Tapllals Foewiola Fremlaey 10 600
Baivalkdit 2o ahr Maatnery 3 5%
Sraban) T Mmiare 1,750
Poshall IME | & Wu | Offier Froadpmenrs 30
zeneral Mok 14,100
Reserve 210 | Bl Recobyatee 3,060
Sundry IRENTR 17,500
Cnediiors 1330 | Bamk 15 050
[:.700 « FO N 4 3 300 50
Cah
23000 65 600
RETIREMENT, DEATH AND DISSOLUTION
A . RETIREMENT
INTRODUCTION

A Partner may leave the firm by tahing retuement Normally the retirement takes place by consent
of all the partners and  or by other mode of communication by the wmtended partner to all other

partners In casc of relitement, for paymg off the retiring patnei(s) some adjustment aie required to
be done 1n the books of accounts

Steps for Adjustments / Books of Accounts :

Following steps to be taken and books of accounts to be prepated to calculate the due of retiring
partner

1) Revaluation of Assets and liabilities

Thus 15 1equired for gnmng the shae of net assets of the firm Treatments are Profit or loss on
revaluation to be transfciied to all the partiers n old Protit Sharing ratio If the remaining partners
decide not to alter the book value of assets o1 habilities then the profit or loss on revaluahion as
distributed earlicr should be 1eversed through remarnmg partner’s capital account in new profit
sharing ralio We shall hase to prepare Memortandum Revaluation Account
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2) Undistributed profit or loss

Any undistributed profit v1 loss including reserve 1s to be transferied i old profit sharing ratio
Journal entries:

In case of undistributed profit or reseryes:

Profit and Loss A/c D1

Reserve account A/c D1

To Old Partners capital A/c (In old P SR}

In case of undistributed Loss

O1d partners capital A/c Dr

To Profit and loss A/c

3) Adjustment regarding goodwill

At the time of retirement the retiring partner 1s also ehgible for share of goodwill of the firm
This can be made 1n the following ways

a) Raising of goodwill  ( Tf goodwill 15 alieady existmg m the Balance sheet the difference shall be
rased)

Goodwill aceount Dr

( Value of goodwill — existing goodwill 1n the balance sheet)

To all partners capitat account (Old P S R)

b) Goodwill raised and written off

1) Raise goodwill as discussed above

11) Write off goodwill

Existing partneis Capital Asc Dr

To Goodwill A/c

Settlement of Dues to the Retiring Partner :

The retiring partner becomes entitled to get back his dues fiom the firm which consists of the
following

1) Balance of hus capital and current account at the ime of retnement

i1) Share of goodwill, undistributed profit or loss, 1eser es and profit or loss on revaluation
of assets and liabilities

m) Salary, commission, mnterest on capital, if any and all other dues till the date of retirement
1v) Any adjustment 1n drawings and 1nterest theieon

Payment of dues.

1) Payment at a ime Subject to availability of the fund, the payment may be madc at a

time Journal entry

Retiring Partner’s Capital A/c Dr

To Bank A/c

1) If part payment be made by giving assets

Retirning Partner’s Capital A/c Dr

To Assets A'c

1) If the dues arc transterred to Loan account

Retiring Partner’s Capital A/c Dr

To Retirmg partners’ Loan A/'c

iv) If the existing partners bring in cash for making payment

Bank / Cash account Dr
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To Existing Partners” Capital A. ¢
v) For interest due on Retiring Partners Loan Account
Interest on Retiring partner’s loan account Dr
To Retirmng Partner’s Loan account
Hnsiradlon

The Balamce Sheet of Baschung TaisH and Viavan who shared profits and Iosses In the ratio
3.3.2 respectively wat a» [ollow s on 11 December, 2007

Capitabs - Machinery 31,600
Baichiing 24 000 Furntire 6.400
Tanst 1D (NID Stock 4,500
Viyan 8.000 42 D Dcbrars 4,300
Resorve 4 R0 Cuash at Bank 4,700
Credtiors E.70D

55,500 55,500

Baichung retiied from the business on 1st January, 2008 Revaluation of assets werc made as
Machinery Rs 34,000, Furmiture Rs 5,000, Stock Rs 9,600, Debtors Rs 4,000 and Goodwill Rs

10,000

Baichung was paid Rs 4,225 immediately and the balance was transferred to a Loan Account

for payment in 4 equal half-yearly installments together with intcrest (@ 6% p a

Show the necessary accounts, the Balance Sheet of the firm immediately aftet Baichung's retirement
and s Loan Account tll finally paid off

5wt iom :
Hoohs of bakchung, TansH and Vijayan
Hovalqation Accoan
Dr. Cr
Deate Particulars Ao | Am | Dae | Partiouslars Ami Amt
L Rs Rs Rs Rs.
1.1 Fo Furniture A/c E400 | L 1DE | By Machinery Ase 2 400
Ta Prowvision On Lo By Stock A A 1100
Dehiors A/c
To Capital A Ac .
{Prafh on
HEvownation)
Buichurg (378 [ £7%
Tusif [3-4) 675
Vipoyan |7 /R 450 I N
3.500 1,500
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L apital Acccunt

Dr Cr
Dx | Partindars Ha- | Tastf| Vigyan | D | Isrtioalars led: | Tamlt | Voaysn
hg {1 R LT £ 1.9
— B — B
1.1 ToBank At 125 - 11 B}'Mh"ﬂ A DM [ U OO K000
To 0 1.oan 0D By Beservs Ay
A (KR | LA | o800 1.200
(Madeye Ry Reevaliation
Trasfsrach Asc 673 BTS 450
To telerr=r/d - | Lzs 12150 * Condwill AT ATH 2,500
x| 16525 12190 02| IR2Zs 12 15
Tanst and Vllayan
Balanee Shretas ad 1 | 08
I1abillies Armount | Amount | Assets Amanm | Armoant
Rs Rx > Ks.
Capatalks Coodwill 10,000
Tauslf 16,225 Machinery 34,000
Viayan 12.150 28375 | Furniture 5,00
Ralchung's 1U% 26000 | Stork 9,600
[ nan Debtors 1 300
Sendry R 700 | Less - Provision 300 1,000
Credilors Cash at Hank |4 70
1,225 475
63,075 63.075
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etle baing’s ! oan Ik Arroim

D Cr
Lzl dardrnbass ATt [Laze Parnzary Amount
Ks Rs
JU6DE | Yo Harte A 'c 1144 W Bauung™s v apieal A Y 26.000
[1."4 of 26 40U 4 7 20| 3060k Xy Tneerest
T84 JF&. af 26000 For 6 T80
MIZM | Tobank A ¢ tnonths|
[L°% af 2a il - Fdai J 31120 | Oy Imicrest A c ol [6% ut 584
hHA| 036,000 - 6.500) for 5
T Balarrr e d 1+ vidu rncnihs|
21205 21,365
30 B oM uwBank A ¢ TR MR by Dalance b d
[Eh+350 13.000
120 {ToBud A 'Y 099 | ol D690 | A intaesl Ag
[&,3nd —~1855] |67, ol 13 006 fuz B
nicantis 350
SLLZOR [ v Iner-=r & v
[FEe ol £ 500 fe- &
[ nEiag 155
11587 13,585

tlostraan 2

O 31 Marzie 2008 th Bawor+ Sbe coud 30 s Wan, Blazl antd Muarsen sharing profits A Josses
4an 2.3 2,500 as fulinw-

[ 1abliics Ks Assely Hs
Capll.al Acc wuns larnd 2 Bullding 10.00,000
Ram 1Ln00 DT Mazhin v 17.00.300
Lart IR VRTN Ulnaing Slock 5 00, ()
Mo a HLCTRLEN L0000 Aondoy Dabiors 6.00:0.000
Suncr, 7 ediioes 500 Cask a Bank Dalanre 2.00 200

0 (R0, LD 410,00, (HH)

On 31st March. 2008 Hart decided to retire from the firm and the remaining partners decided to
carry op It was agreed to tevalue the Assets and Liabtliies on that date on the following basts

(1) Land & Buildings be appieciated by 30%. (2) Machmery be depieciated by 20%, (3) Closing
Srock to be revalued al Rs 4.50.000. (4) Provision for bad debis be made at 5%0. (5) Old
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credit balances ot Sundry Creditors Ry 50,000 be written back, (6) lomt Life Policy of the partners
surrendered and cash obtamed Ry 3.50.000 (7} Goodwill of the old [irm b valued at Rs 6,30.,000
and Hari's Sharc of the Goodwill adjusted 1 the accounts of Ram and Mohan who

share the profits and losses as 3 2 No goodwill bang raised. (8) The total capital of the firm 1s

to be the same as before refement, Individual capitals be in then profit sharing ratio. (9)

Amount due to Hart 1s to be settled on the following basis  50°s on retucment and the balance

50% within one year Prepaie Revaluation Account, Capital Accounts of Partners, Cash Account
and Balance Sheet as on 1 4 2008 of M/s Ram & Mohan

Solution :

Books of M/s Ram, Hari & Mohan

Revaluation Account

Dr r
Panimlars Amt Ami Partde 11 e Mgt
Bs i ST ST S
ToMachinerv A ¢ 33056 ] By and 8 Fdhilines M Pocmig
To Stock AL 00 | By mittedes STt oe La0ma
l'o Provishon for Modu Ly b nive e o e
Bad [ehis Bim 2. 7] a Uy
a1 % dofie,
Mrdian |2 T 2 Fa F0
4 20000 L eamao

[Treatment of Jumt Life Policy - Surrender value
For proceeds from Joint Life Policy

Bank A/c Dr 3,50,000

To Jomnt Life Policy Asc 3,50,000
For sharing the proceeds of Jont Lite Policy
Jownt Life Policy Ac Dr  3,50,000

To Ram’s Capital A'c 1,00,000

To Han's Capital Alc 1,50,000

To Mohan's Capital A/c 1,00,000
Har1’s share of goodwill = 3/7 ~ 6,30.040 = 2,70,000
Ram’s Capital A ¢ Dr 1,62.000

Mohan’s Capital A/c Dr 1.08.000

Tc Han's Capital A'c 2,70.000

(Bemg Hari's 15 share of geodw1l] adjusted)
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Fartner's ¢ aplial Arronm

Dr Cr.
Jdae | FPartrndars Har Han WMohan [Thale [ Partirifas | Tum T Matan
| Hs Ry Re | 200w By Ba Rs
Y | Tublans . 6,000 [080X0Q | 1:3 | by Batanre | oG 4 D00 | 1500044 | MO0 DNOGD

aplalA o bres
To I Bank [LMiDO| 151000 ( 100N
Meva_annn 20,000 00 2000 A Cilame
AT Lib Py
TaLask ElHP 4 as21n
/Bank As- By Mam 5
(1129 & Mohar = 270,000
Ta Zoan 9,45 A Caplal
3 1= Awalk
To Batarce shared;
c/d (\ote 21,30 00 By
4,088,000 Cash/Fank | [.AZ DDO 12400
A ‘c (Pal
Bygare
22 2B | 19,20000 | 1520000 R0 | 19000 | 15,28 MW
Total Capital of the new firm = Total capital of the old firm (given)
=Rs 35,00,00
Thereforc Ram’s Capital = 3/5 x 35,00,000 = 21.00,000
Mohan’s Capital =2 5 x 35,00,000 = 14,00,000
tvash'/Bank
[r Cr
Late Particulars Amount | Dare Panitculars Anwaint
Ry Hs
H 308 | TuBabknreb d 20000 | MI0R | BrilasCapllad Ac ] 045300
Tu Jolrt LY Polles A 'c 1R0.00D
ToRam's Capital A ¢ L1LAZ Oind Av Halanre r 'd 1215030
To Mahan Capital At { B0 D
21 &0 DG
21,600,840
Balanes Sliect a2 on 1 4 2006
Liatvliries Amourn Amonnt Assrts ATTHI el Anmounl
| Hs Rs - Rs Rs. |
Captal Accaunss wand & Brllding 13 G0.0DD
‘achlncry 13,60,000
Ram 21,040,000 | Stack 4,50,000
M han 14,00 0060 | Suwndoy Diebturs
Sindr. e dteors 1,530,000 | Less Prowislon T X0
for Aad T 3.1 5,70, 000
ar's Luan 045,000 | Cash .and Bank 12,15,000
48,035,000 895,000
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Working Notes :

1 Calculation of Gaming Ratio [New Ratio — Old Ratio}

Ram = 3/5 — 2,7 = 11/35, Mohan = 2/5 — 2/7 = 4/35 So, Gaming Ratio=11 4

Ijustration 3 :

A, B and C were n partnership sharing profits 1n the proportion of 5 < 3 The Balance Sheet of the

firm as on 31st March, 2008 was as under

Liablltes s Assets s
o o Coodw il 10,000
A 1,35 330 Fieares B 200
B 55,120 Slock 157 300
(N 61.1T70 Sundry Debtors 93544
Sundn Credress (4,67 (.ash a4 518

1331510 333011

A had becn suffering from 1ll-health and gave notice that he wished to retire An agreement

was, thercfore cntered 1nto as on 31st March, 2008, the terms of which were as follows

(1) The Profit & Loss Account for the year ended 31st March, 2008, which showed a net profit of
Rs 48,000 was to be 1eopened B was to be credited with Rs 4,000 as bonus, 1n consideration of the
extra work which had devolved upon him durmg the year The profit shaning ratio was to be revised
as from 1st April, 2007 to 3 4 4

(1) Goodwill was to be valued at two years’ purchase of the average profits of the preceding five
years The Fintures were to be rev alued by an independent value A provision of 2%% was to be made
for doubtful debts and the remarning assets were to be taken at their book values

(111} The valuations ansing out of the above agreement were Goodwill Rs 56,800 and Fixture
Rs 10.980

(1v) B and C agreed, as between themselves, to continue the busmess, sharing profits in the ratio of
3 7 and decided to eliminate Goodwill from the Balance Sheet, to retam the Fratures on the books at
revised value, and to mcrease the provision for doubtful debts to 6%

Y ou are required to submut the Journal Entries necessary to give effect to the above arrangement

and to draw up the Capital Accounts of the partners after carryang out all adjustment entries as stated
above
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Solution
Books of

the Firm A, B & C

Journal Entries

Dape

Partlrulars

Anwind

Amourv

arang

AsCapmal A.cl5 |2 f Rs 48 D))

B s Caphal A 'c 4:12 nf R 4B 000]
CsCapltal A/ [0 12 of Rs. 45,000
To Proilt & Loxs Adhustrcm A, ¢
[Profie of Rx 48,000 alreack shared by
ABKCas 543 writen back]

=

2u000
16,0n0
12,600

Hs

AB 000

Profl & Loss Adjusunent A/

To B's Capial A #c

[B Credied with bamis of Ry 4,000
for his extra work]

4.000

4 000

Profi & [ oss Adpstment A /¢

Ta A s Capliat A tc [371F of Rs 44,00}

Ta Bs Capral Avc {711 of Rs 14,000
ToCaCapuial A/c 4711 of Rs 44 00D

IThw rerratning profits o destribuied as 14 1]

44,100

12,000
16.000
L&_O0D

Coodwill A /c

Fixires Ao c

To Frofit & Laxs Adpsemwent A, ¢

[Vahies of asuers increased on revaliation|

16 Hud
2 730

13 580

Profit & Losy Adyustinent A 't
To Provision Jor doubtiu] debis A /¢
IFrovison creaded & 2% on Debtors]

18370

1 B70

Proft & Loss Adusiment A ¢

To A's Capicad A:c [3.°11]

Ta B's Capttal A /¢ [4, 11]

To ¢ s Caphal Ac [4/17)

[Froft cn Revaluation shares] amaong all
pariners as J 4 4l

L7 710

1830
6,440
f 440

A's Uaphal A ¢
TaA's [oan A, ¢
fTeansfer af 4 s dusx (0 his Loan Aol

1,32 760

1132 Y&0

Bs Capual A ¢ [375)

Csiapial A e [2 5

TaMoodwll A ¢

1o Provistun o Joobitfed deis A ¢

G outhwill Accoimt wrllten off and pron lion

un i brars Increased oy 4% further un Ts 93,500 |

35 224
24.218

i6 BQu
3,740
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X Capial ACuims lr

Duce] Particiians A 8] o] Dxx| euawn A o
| | B[ R| o x| m| o ®
N3} To Pk Ay | BuPameted  fL359% | 85120 B 19
Ls
Adyrtran A/ 20| 16,00 | 12000
Talmma Al By P& Algrlmerd
(Enlnre 132 760 & ‘ciBonisy LR |
T
Ta Goocwill & Hy Proft & 1.0ks
Pravision for Adgsimant Aoc | 12000 | 46 000} 16 G0
Tewualil Detus Al 164zt mite
By Frofti L [ o
To Halance ¢ *d -] 6923 | AT ®d dpeimen AL L3 | 6440) SWD
1,52 76| 121560 N2EIO 152,760 |121,580] A3 HLL
Dinstration 4

Sana, Mona and Dona were partoers sharing profits Ln the propordnm Y, 1/:3and 16
reapectvely Thelr Balanee Sheet as.on 31st March, 2008 wae as 1micer

T.1abniles Rs Assets Rs
Survdry Creditocs 24 p00 Cash 2.50C
Reserve 12.000 Deblacs 16 26a
Less Prow _3a E5, 200
Caphals Srock 25,000
Sona 35,000 Moor Vans 8.000
Mona 30,000 Plant 35,0700
Duona 0,000 35 000 Bulllings 45 D00
131,000 1,31, KM}

Mona refired on that date subject to the following adjustments (a) The Goodwill of the firm

be valued at Rs 18,000, (b) Plant and Motor Vans be depreciated by 10°6 and 15%% respectively.
(c) Stock and Buildings be appreciated by 20°% and 10%% respectively, (d) Provision for
Doubtful Debts be fixed at Rs 2,450, (€) Liability for damages be provided at Rs 450, (f) The
new profit sharing ratio between Sona and Dona be 35 and 2/5 respectively

Pass the necessaly Journal entiies and prepare the Capital Accounts and the Balance Sheet
assuming that no alteration of book values of assets and liabulities 15 to be made
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Solution :

Note :

1 As book values are not to be altered, there should be Memorandum Revaluation Account
2 The share of Reserve of the retirng partner should be credited to her account and
debited to continuing partners m therr gaining ratio

3 Calculation of Gamming Ratio

Garn by Sona = New Ratto — Old Ratio = 3/5 — V= = 6-5/]0 = 1/10 or 3/30,

Gam by Dona 2/5 — 1/6 = 12- 5/30 = 7/30, So Gaumung Ratio=3 7

4 Effect of Revaluations

Solimkon
Sona, Mana ard Doma
Joumna! Encrioy
2r Cr
[ Dale | Fanicalars LF T Amaunt | Ampum
Rs Rs
1304 Sona s Caplal A r |3 1)} Dr 1.200
Dona's Caplal A /0 |71 Dr 2 §oQ
To Mora™ Capital A ¢ 4000
IMona’s shise of Reserve «rdited to her cipital on
her notiremend and debited to Cannineing rnrars
Lapdtaks in gaining ratlo 3 7]
3N30F | Sona s Caparal A/c - Dy 18060
Dona s Caplial At . Dr. 4.200
Moma's Capliat A /¢ &400
\Retiring Panner's share of Caozhwill horne Iy
conUnuing partresrs]
31308 | MonasCaplial A/ . r 40 HOD
ToMona's Loan A.'r 10 800
|Balance due to the retiring partner transéerod to
her nan acoquni]
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Ir Menwraikdiun Revionitlas Azcaont or
ParUculars A moum Fartculars Amount
Rs s
To Liak. for Damagrs 45¢ Ry Stoch § D0o
* Plant 3,500 © Binlding 4 5D@
* Mator Van §,200
* Prow. for D."Debly 1.050
* Partners Capliat A /v
Soma - 1200
Moma 80D
Dona 40n 2,400
4,500 %, 500
[o Reversal nf lterms b.'d By Reversal ol Iiems b '
Stock 5,000 Liab fur Damage (3N
Butkling 1,206 Plant 3.50u
Moturvan 1,200
Pr foc D 7 Tiebls 11950
By P. Capitat A 'c
Soma - 440
Lona 960 2.400
9 500 1,500
Ir Capiial Aveogunt Lr
Date | Partcnlars | Soma | Mana Dona | Dae| Particalars Sena Mona | Do
el Rs M Rs | 2008 H Rs Ry
311 | ToMana's 31 3 | By Natance b¢d | 35,000 | 20004 | 30,000
Caplual A.c| 1 20D 2 80D By S0na &
1a Mem. Dona's 4 Do -
Bev A/c t 440 — 360 Caplual A ¢
To Mona's Or Mem
Capitat A/c| 1.800 - 4 7(u} Ry A € I,200 aoda 400
To Mona's Ay o & - 6.000
Loan A/ BN Dalsm 5
Lransfer Capital Arc
To Ralanre
c/d 31,750 — | 22440
15.200 {40800 | 30,400 36,200 | 40.M00 | 3b.4DG
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Sona amd Dona
Balarwe Sheel as on 31 Macch, 2008

Liabiltites Amoumnt | Amount Asgms Amoumd | Amount
Rx s Hs Rs

Mindry L regllors ZA MK | Lash £, N
Resenve 12,000 | Debroys 16.000

Mona'e Loan A /e AD A0 | 'oex Pres. 500 15.500

Capial A ¢ Stock 25.000

Sona 31750 Modor \Vans 2,000

Dena 22 440 54, 2D | Plant 35,000

Bulldings 45 000

[ 3100 1.,11.000

Ilustration 5 :
P. Q & R were equal partners R retired on 31st March, 2008 The Balance Sheet of the firm as on
31st December, 2007 was as follows

Llabiliges Rs Assals Ry
Capitals . C oemvdwill 18,900
P 30,01 Bidicings 40,000
Q 20,300 Investments (at Cost) 5.0M0
[ 20000 70,000 Stock 10,000
Iy catment Debipas 10,004
Fluctuation Iund E.200 ("ash at Hank L4}, D00
Rad Debes mna
Leneral ReseTve 4.000
Trade { reditors 17 R0

a3 500 931,500

On 31 3 08 the following adjustments were considered (a) Buildings were appreciated by Rs
18.,000. Book Debts were considered good, Investments were considered worth Rs 4,700 and

Stock was valued at Rs 9,400, (b) Goodwill was considered equivalent to the average annual

profits of the last three years, (c) R’s share of Profit up to the date of his retirement was calculated
on the basis of the average annual profits of the preceding three years which were Rs

8.000, Rs 9,000 and Rs 10,000 Show the Journal Entnies and prepare the Balance Sheet
immediately after R’s retirement

Working notes :

1. Valuation of Goodwill : Average Annua) Profits = 8,000 + 9,000 + 10,000/3 = Rs 9,000
Decrease n value of Goodwill = Rs 18,900 — Rs 9,000 = Rs 9,900

This shall be shared amongst all the Partners’ 1n their old ratio

2. R retned on 31st March, 2008, that 1s, after 3 months from the date of the last year ending
Estimated Profits for 3 months = 3/12 0f 9,000 = Rs 2,250 The retiring partner should be
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credited with 1/3rd of 2,250 = Rs 750 Either the continung Partners’ Capital accounts should be
debited mn their Gaiming Ratio OR Profit and Loss Suspense Account may be debited

3. Investment at cost was shown at Rs 5,000 Now It 15 valued at Rs 4,700 Loss on Revaluation

s Rs 300 The fluctuation fund in excess of Rs 300 (that 1s Rs 1,200- Rs 300= 900) should be

ransferred to Revaluation Account
P.QER
{Joumal Enirtes) Dr Cr
Dae | Particulars 1LF) Awrnaiant)dmolat
3l.a.0e Rs ks
P's Capltal Asc . 3.aoa
Q's Captial A/c Dr 330D
R s Caphal A/t Dr 3300
To Comdwill A/c 9 iy
[Vakie af Goodw ] wriften town and parmess
raptia)s debiird modd muo 1 1 11
Prafit & | oss Sispence At TH 750
To R's Capital A © T4l
[Adustmenit rrde for redlring pantner s
estimated share of prodli |
Buildings A/c
Provision for Bad Debts A/t
Investment Fiucniatian bund A c | 1 200 - 300
To Revaluation A/c 19,700
[Adjustment made for revaluation
of awets snd labiliies)
Revaluatian A/t Dr 600
ToSuok A C [~ 1]
[Vahie of stock redured on rey Al uanon]
Revihuation A/t Dr 18.10D
TuP'sCapital A 'r & M6
To Qs Caplal A/ & 367
ToRsCapial A . ¢ 6 36T
[Froft on Revalualion shared by all
partrers egqually]
General Reservi A /c jicy Y1)
Tn Ps Capttal A, € 13
To Qs Capual A/tc 1143
1o R s Caphal Adc 1,313
[Undistriuied HKeserve shared
aqially by atl partnors)]
HsCapiat Asc ™ 25 150
JoR's Loan A/C 25 150
[Dues to the retinng partrier
transfermed to Luan A. |

LA.000

¥RF
2
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Parners « apial Acrounis

Lir Cr
P Q R [ e 1]
Rs Hs R Rs R= Rs
To Condwill A M Balbhd W0 Fooan 24, e
- Wrizten ol 0 3300 130 | Pl Susp A - - 750
“Aslcan i c
("raraicn) - 24050 | “ RewA ¢ Shof
Profit 6366 K367 6.367
* Ce¥n Rescrve 1334 1 333 1,333
ToBRalame co.d 34400 24 400
37,700 27700 2% 450 17700 271700 28 450
PandQ
Balance Sheet  on 31" March 2004
L xnbaliries Amoiint [ Anoont Assets Ammur | Amount
Hs Ry Ry’ Rs
Capaal Condwid 9 00D
P KT ] Rudidtoge o0
G MU | 1A | Add Appreciation 18 00U 5,000
HsTran A - 13150 ] levestment st Cosl 5 000
lnvesiment Sk 0 408
Fluscusion Fingd 3.0 | Netuors 10,000
Trade Creduors 17500 | Cash at Bank 10 (e
P 2L Suspense A/c Dr 750
102150 1 a7 tid
B. DEATH OF A PARTNER
INTRODUCTION:

If a partner dies, the partnership 1s usually dissolved But 1f the surviving partnels desire so, they
may purchase the share of the deceased partner and carry on the business In that case they have to
decide (1) the total amount payable to the legal representative or executor of the deceased partner
and (2) the mode of such payment Total Amount Payable includes

(1) The deceased partner’s Caputal and / Current Accounts last Balance

{1r) His share of undistributed profit/loss

(111) His share of revaluation profit/loss (1v) his share of goodwill

(v) His share of Jomt Life Policy, 1f any and

(v1) His share of profit/loss made by the firm between the last year ending and the date of his death
The accounting procedure mnvolved 1s similar to that followed 1n case of retirement of a partner

The mode of payment depends on the agreement between the partners It may be

(1) Lump Sum Payment If the firm has sufficient funds, the total amount payable on account of the
deceased partner 15 transferred to his Representative’s Account (or Executor) Such Representative’s
Account 1s debited and Bank Account is credited on payment of the dues

(1) Instalment Payment/Loan Payment The firm may not have enough funds to make prompt
payment In such a case, the total amount payable 15 transferred to a loan account 1 the name of the
legal represcntative o1 cxecutor The loan 1s paid off gradually by instalments after considering
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interest on unpaid balance The word “Loan™ may or may not be appended with the Account But 1ts
gradual payment will definitely resemble the payment of loan

Joint Life Policy and its Treatment

The partners of a firm may have a Joint Life Policy covening the hives of all the partners It helps

to realize money from the Insurance company 1n case of death of a partner The dues of the deceased
partner can be paid off without affecting the working capital of the firm The policy matures when a
partner dies The money realized from the Insurance Company 18 distributed among all the partners,
including the deceased partner The accounting entries made are stated below

1 If Premium paid 1s treated as a 1evenue expense of the firm The Premium 1s charged to Profit &
loss Account which reduces the divisible profits The amount pad by the Insurance Company 1n
case of death of a partner ot on surrender of the Policy 1s shared by all the partners (including the
deceased partner) 1n therr profit sharing ratio

1. If premium paid is treated as an expense

Journal Entries

{a) Premium Paid

Joint Life Insurance Premmim A.c Dt,

To Bank A/c (amount of the Premium)

(b) For charging prenium as exXpense

P& L A/cDr

ToJ L P Premwm A/c

(¢) Amount Realized from Insurance Company

Bank A'c Dr

To Joimnt Iife Policies A/c (in profit shanng ratio}

(d) For shaning the surplus of Jomt Life Policy

Jownt Life Policy A/c Dr

To all partners Capital A'c

2. If premium is treated as a capital expenditure (Joint Life Policy Method ) :

Here the premwum 15 debited to Lifc Policy Account At the end of the accounting period. the book
value of the Life Policy [Opening Balance of Jomt Life Policy + Current year’s premuum] 18
adjusted to its suriender value [ amount recer able 1 case the Policy 1s surrendered before
maturity] Under this method the Policy appears on the Asset side at 1ts surrender value

Journal Entries

(a) Premum Paid

Jount Life Policy A/c Dr
To Bank A/c (amount of Premium)

(b) At the end of the year

Profit & Loss A/c Dr

To Jomt Life Policy (Difference between Book value and surrender value)
(c) Policy Money Reahzed

Bank A/¢ Dr

To Jomnt Life Policy A/c (amount recerved)

(d) Transfer of Credit Balance of Jomnt Life Policy Alc

Joint Life Policy A/c Dr

To All Partners Capital A/c’s (in thetr profit sharing ratio)
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3. Joint Life Policy Reserve Method
Journal Entrics

(a) Premmum Paid

Joint Life Policy A/c Dr

To Bank Ac/ (amount of premium)

(b) At the end of the year

Joint hife Policy Reserve A/c Dr

To Jomnt Life Policy A/c

(Excess of surrendet value over book value)

(¢) Transferring from J L P Reserve to P&L Alc

Profit & Loss A/c Dr

To Jomnt Life Policy Reserve A/c

Adjusting the difference between premium paid and the mcrease m surrender value
(d) Recording the receipt of Poltcy money

Bank A/c Dr

To Joint Life Policy A/c

(e) Transferring the balance of the Reserve A/e

Jomnt Life Policy Reserve A/c Dr,

To Jomt Life Policy A/c

(f) Distributing the Life Policy among partners

Joint Life Policy A/c . Dr

To Ali Partners Caputal A/cs (Old ratio)

Illustration 1 :

The following was the Balance Sheet of A, B and C who shared profits in the ratio of 1 2 2 as on
31st December, 2007

Sundry Crediors 10.000 CGoodwill 15,000
Capial A/ Dehtors 1¢,000
A 10.0n0 Machinery 20,000
K 20,060 Bulidings 30.000
C 20.000 50,000 Swock 10,000
General Reserve 5.aon Cash at Bank 5.000
Iovestrnd. Fluctuation Fund| 3,000 Invesiments 10.000
Budi Deinz Remerve 2.000
Pank [oan 10000

1.00,000 1.06.00

C died on 31st March, 2008 His account 15 to be settled under the following terms

Goodwill is to be calculated at the rate of 2 years purchase on the basis of the average of 5 years
profit or loss Profit for January to March' 08 1s to be calculated proportionately on the average
profit of 3 years The profits were 2003 Rs 3,000, 2004 Rs 7,000, 2005 Rs 10,000, 2006 Rs
14,000, 2007 loss Rs 12,000 During 2007 a Moped costing Rs 4,000 was purchased and debited to
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Tiavetlng Expenses Account on which depreclation i to be calculated (@ 25%/ Other values
agreed on assets are  Stock Rs 12.000. Building Rs. 35,000, Machinery Rs, 25,000 and
[nvestments Rs 8,000 Debtors are considered good Prepaie new Balance Sheet of the firm,
necessary Journal entries and Ledger Accounts of the Parmers

Solution

Working Notes

1 Adjusted profit for 2007

Profit (12,000)

Add Cost of Moped

roughly treated as Travelling Expense 4.000

Less Depreciation not charged on Moped @253%

on Rs 4,000 (1,000)

Adjusted Profit (9,000}

2 Valuation of Goodwill

Total Profit/Loss for the last 5 years = 3,000 + 7,000 + 10,000 + 14,000 — 9,000 = Rs 25,000
Average Profit = Rs 25,000/5 = Rs 5,000, Goodwill = 2 » Rs 5,000 =Rs 10,000 But Goodwll 1s
appearing at Balance Sheet at Rs 15,000 Over valuation of Goodwill Rs 5,000 should be wnitten
offamong A, B& Cas1 2 2 The balance of Goodwill between A & B 1n the ratio 1 2

3 Share of Profit of Deceascd Partner till hus date of death

Average Profit of the last 3 years [ 2005, 2006 & 2007] = (10,000 + 14,000 — 9,000)/3 = Rs.5,000
Estimated Profit for 3 months [Jan to March, ‘08] =Rs 5,000 x3/12 = Rs 1,250

C’s share of profit=Rs 1,250 x 2/5=Rs 500
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Snludon

Duoksof A, Bk
Jesarmal Testries

- w

Dae

Partcudars

Amount (Rs] Amoum [Rsh

Slock AL r

Butkdings A ¢

Machinery A /r

Moped A ‘c [4.000 Drpr 1047

To Revaluation A ¢

Nalues of assets Increascd on oy alustdral

2000
5 000
L
3 uad

15000

Genera)l Reserve At

[nvesiment Flnowatlon Cund A o
Aad Debrs Beoerve &

Ta A's Capitad A c

To B's Capital A, ¢

ToU's Cagital A T

[Transfer of Beserves etc to Partners
Capttals inl 2 7

5,000
3,000
2,000

2,000
1 D
1 000

Rrvaluation A ‘¢
To Imvestment A ‘¢
[Vahe of srvestments redoced]

2.0N0

20

Revahustion A s

To A s Capml A'c

To 85 Capital A /v

To C's Capital A ‘c

(Belng profit on revaluation shart th 1 2 |

13 DG

25604
5.2141
5,200

A's Capttal A /c

B's Cupstal A /o

C*s Caphal A/

To Coodwill A ¢

[Value of Coodwill mduced]

Dr

1 D0Q
2.1
2,000

5.000

Prodit & Loss Susprnse A /¢

ToC's Capiat A/c

[Fsiinaied whare of Praflt ull his date of death
travifated o the dearmsed pariner's Capttal]

Dr

C™s Capilal A /c
ToC's Executars A 'c
[Tata) thues to the decesserl pasier

transferred in his Bxeaitar s A /]

27,0

27 Mo
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Capital Acconnts

Datr | Partcadars A B C | Daie| Farticidars A B C
L] . Rs Rz Rs | AOR 143 Hs Fs
113 | To Candwill 11 | Ry Balmnre
A 1000| 2000| Z0OIMZE |bod 10| X000 | A 000
To Goodwill
AT 313 | 6.667 - * Revaliwthw:
To('s At 20| 50| &I
Faecinors AT 27,700 " Siunclry
(Bmlarice Eeanves A c | 2,000 1,000 0
trawrsferyed) ‘Pal
To Balwrice Suspense 4 € - 00
cd 10 267 | 21533 -
14500 | 29200 | 29,700 NWAI0 | 29200 2700
A and H
Halance Sheelas at 31 3 2008
Liabilitirs Am Amd Assets Ami A
| Rs Rs _ ks Rs
Capital A/cs Bulkiings 35 M
A 10,267 Machinery 25,100
R 20,533 30,800 | Moped cust bess
C's Cxpcular's A ' 21,700 | depreclarion) 3,000
Banb lcan 10000 | larvestments E.GDD
Sawiry Creditoes 10.000 | Sock 12,006
Debtors 1 0, O}
Bank 5 O
Prodli £ Loss Suspetsy
A g e Ton
94500 n8.500

Illustration 2 :

A and B entered 1nto partnership on 1 1 2005 agreemng to share profits and losses as 2 1 On that
date they ntroduced capital A Rs 90,000 and B Rs 30,000 They cffected a policy of Insurance
for Rs 30,000 of their jont lives The net profits before charging terests on capitals as at the
beginming of each year at 6°o per annum and on drawings averaged at 4%. per annum were as
follows

Year Net Profits (Rs.) A’s Drawings (Rs.) B’s Drawings (Rs.)
2005 34.800 10,000 5.000
2006 37.600 12,000 7.000
2007 38,000 14,000 7,500

The annual 1nsurance premmum Rs 3.000 was being charged to Profit & Loss Account as a

business expense A died on 31st March, 2008 According to the terms of the Partnership Deed. the
deceased partner’s executors became entitled to receive his share of capital as 1t stood on 3]st
December, 2007 plus his share of profits for the three months calculated upon the previous year's
rate of profit and share of goodwill which was calculated as 2/3rds of the previous three years profits
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after adjusting for nterest on capital and drawings but without deducting the premium paid on Joint
Life Policy Show the amounts payable to the Executors of A

Solution :

Working Notes :

I Adjustment of Profits

WS e 07

Rs Rs Rs.
Profits befor- ad)isting inberests 34300 37600 | 38000
Add [nterrst un Drvelngs = é<.p a
14% of totat drawingu of A & B L)) Th 460
[or every vear! 35400 33360 | 3HBED
Less interest on Coplaal “see wocking 7200 KIBE ([ 0 D4
Note 2 helins ]
Profits after adjistmens | 2200 [ 260972 | 79356
Auos Shan (2 13) LAM0G| 15881 | 19571
8's Shar> |1 +3] JAM [ 955N 9,785
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2 Adpsunent of Cantaks

Toral A B
Bs Ry Rs
Capital on | 1 2005 1.2i} gaxt 0,000 300
Add. Interest gn Capial & 6% p.a 7.200 .AG0 1 .A00
Add: Share of Proficy 34,8007 2+ 60 28.20 LBROD 4.400
Less Drawtingm £N.00d 1D DDL 200
1rss [nworesa Do Dyawings &4 b0 400 200
Capital on | 1.06 1 30,8010 (13,200 36 900
Add: Inlerest on Capltal « 6% p.a. 4334 5,228 2,16D
Add: Share of Profus [Noie 1} AAT72 [5.98] 0931
Less Drawings 1% .00 12,00 7000
| exs: Intorest an Drowlings 7610 48 280
Captals on 1 1.07 1.54 400 117529 N A7l
Add . lnweres on Caphal w 6% pa 49504 1.052 2452
Add . Share of Profits Nate |] 20,356 19,°71 9.78,
less Drawings 21,500 14.0DC 7 500
Less Imterest wn Drawings o 4% Rall i&d 300
(aplalason! 108 [749ad | Bl 51 45308
3 Valuation of Goodwill
Total Profits after adjustments for Interest [Note 1]
s s
2905 28,200
2006 0972

a7 23 376 H7 528

Auded Back - Insurance Premium for 3 yoars [@ x 30001 5,000

W28

Average Annual Profits before charging insurance premum = 96,528/3 = 32,176
Goodwill = 32,176 x 2 = 64,352, A’s share = 2,3 x 64,352 =Rs 42 901

4 Profits between 1 1 08 and 31 3 08

Profits for 2007 after mterest = Rs 29,356

Average Profits for 3 months = 20356 x 3/12= 177339, A's share = 2/3 x 7.339=Rs 4,893
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aacrutor of Vs A-rHyum?

Lar Cr
’_Ihtc Particular, A [ Daie | Pankxulars Al
i RBs
313408 | ToRalance ¢ 'd 199338 | 31 908 | By &'s Capkal A ‘¢ 1 28,592
By P i ! Susperse Avc
Imcrest an Capitat 1944
Share of Proftrs 41,895
By Goodhwtl] 421
By Joimst Life Polhy 4 /c 0,000
1.5%¥1, 390 [.B% 330

Mlustration 3 :

Peter, Paul and Prince were partners shaning profit and losscs in theratio 2 1 1 It was provided 1n
the partnership deed that m the event of retirement/death of 4 partner heshis legal representatives
would be paid

(1) The balance 1n the Caprtal Account

{11} His share of Goodwill of the firm valued at two years purchase of normal average profits (after
charging 1nterest on fixed capital) for the last three veals to 31st Dccember preceeding the
retirement or death

(1) His share of profits from the beginning of the accounting yea to the date of retirement or death,
which shall be taken on proportionate basis of piofits of the previous year as increased

by 25%

(1v) Interest on Fixed Capital at 109, p a though payable to the partners, but not payable in

the year of death or retirement

(v) All the assets are to be revalued on the date of retirement or death and the profit and loss

be debited/credited to the Capital Accounts 1n the profit sharing ratio

Peter died on 30th September, 2008 The books of Account are closed on calendar year basis
from 1st January to 31st December
The balance 1n the Frxed Capital Accounts as on 1st January, 2008 were Peter — Rs 1,060,000,
Paul — Rs 50,000 and Piince - Rs 50,000 The balance 1n the Current Accounts as on 1st
January, 2008 were Peter—Rs 20,000, Paul — Rs 10,000 and Prince ~ Rs 7,000, Drawings of
Peter tull 30th Scptember, 2008 were Rs 10,000 The Profits of the firm before charging interest
on capital for the calendar years 2005, 2006 and 2007 were Rs 1,00,000, Rs, 1,20,000 and
Rs 1,50,000 respectively The profits mclude the following abnormal items of credit
2005 2006 2007
Profit on Sale of Assets Rs 5.000 Rs 7,000 Rs [0.000
Insurance claim received Rs 3,000 — Rs 12.000
The firm has taken out a Jont Life Policy for Rs 1,00,000 Besides the partners had severally
1nsured therr lives for Rs 50.000 each, the premium 1n respect thereof being charged to the
Profit and Loss Account The surrender value of the Policres were 30% of the face value On 307
June, 2008 the firm recerved notice from the msurance company that the insurance premium m
respect of a fire policy had been undercharged to the extent of Rs 6,000 1n the year 2007 and the
firm hay to pay immedsately The revaluation of the assets indicate an upward revision 1n

142




value of assets to the extent of Rs 20.000 Prepare an account showing the amount due to

Peter’s legal representatives as on 30th September, 2008 along with necessary working

Working Notes:

1. Peter’s Share of Profit on Revaluation

Profit on Revaluation = Upward revision i values of assets = Rs 20,000

Peter's share = 2,4 of 20,000 =Rs 10,000 (to be transferred to C aprtal A’c as saxd n the problem)
3. Valuation of Goodwill and Peter’s share thereof

{4k DB 2007

Rs Rs Rs
Riponed Proftis 140006 | 1.20,000 | 1.50,000
1 rss. jal Intercse on Capttal 10% ol Bs 20 i 2.0 2.000 2.000
tht Proflt on Sabe of assers 3,00 7.} 10.000
i) Irsirance claim recetved 3,004 - 12.000
() Unwlercharged s rance 6.000
aoong | 110,00 ] 1,20.000

Average Profits = 1/3 of (90,000 + 1.11,00 + 1,20,000)=Rs 1,07,000

Goodwill =2 x Rs 1,07,000=Rs 2.14,000

Therefore Peter’s share of Goodwill = 2,4 x 2.14,000 = 1,07,000

3. Peter's Share of Profits between 1 1 2008 and 30 9 2008 (date of his death)

Profits {as reported) for 2007 1,50,000

Less Interest on Capital (@ 10% p a to the

Surviving partners [not to Peter mn the

Year of his death] /@ 10% 10,000

Add Undercharged msurance premium (Peter’s share) 3,000 143,000

Add 25% increase on 1,43,000 35.750

Expected Annual Profits for 2008 1,78,750

Profits up to 30 9 08 = 9/12 of 1,78,750 = R 1,34.062 (approx) , Peter’s Share = 2/4 of
1.34,062 = 67,031

(Undercharged Insurance Premium = Rs. 6,000; To be borne by Peter = 2/4 of 6,000 =
Rs.3000).

Amoint Pavable to the Exrcutor of Deter

Rs

Capftal (as on | [ OB) L,00.000
(+] Share of Revaluaiion Proin (Note 1) 10000
1| Share of Coodwill {Note - 2) 107 00}
{+} ProporUorale share of Profs (Noe 3} 67031
{) Drawings upte 30. 0% Z00B (10 0001
2 74,001
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C. DISSOLUTION OF A FIRM

INTRODUCTION:

Wheneyer a reconstitution takes place within a Partmership n the form of admssion, retirement

or death of a Partner. the existing partnership 1s dissolved The Partnership firm, may however,
continue, 1f the remamning partners desire so But if the partnership firm 1s discontinued for any
reason, that 1s called Dissolutton of the firm Dissolution of Firm - when does 1t take place [in
accordance with the Indian Partnership Act of 1932]

I By Mutual consent of all the partners or 1n accordance with a contract made by them

[Section 40]

2 By Notice — given m writing, by any partner to all other partners 1f the Parmership 1s at will
[Section 43]

3 On the happening of any one of the tollowing events [Section 42] (1) expiry of the term, where
the Partnership was constituted for a fixed term., (11) completion of the adventure

for which the firm was constituted, (1) Death of a partner, (1v) Adjudication of a Partner as
msolvent

4 Compulsory Dissolution [Section 41]

(1} Where all the partners or all but one are adjudged insolvent

(1) If any event occurs making 1t unlawful for the business of the firm to be carried on

5 Dissolution by Court According to Section 44 of the Indian Partnership Act the court, at

the suit of 4 partner, may drssolve a firm on any one of the grounds namely —

(1) msanity of a partner ,

(1) permanent incapability of a partner to do his duties

(1) 1f a partner 1s guilty of misconduct that might affect prejudicially the carrving on of the business

(1) If a partner willfully or persistently commuts breach of agreement |,

(v) If 2 partaer transfers all his shares to 4 third party or has allowed his share to be charged under
the Provisions of Rule 49 of order XXI of the First Schedule to the Code of Civil Procedure, 1908 \
(v1) If the court considers that the business cannot be carried on except at loss ,

(vn1) On any other ground on which the court considers the dissolution as just and equitable
Settlement of Accounts on Dissolution

According to Section 48 of the Indian Partnershup Act the following rules should be observed

for settlement of Accounts after dissolution, subject to agreement by partners

(2) Regarding Losses “Losses. including deficiencies of capital, shall be paid first out of

profits, next out of capital, and lastly 1f necessary, by the partners individually in the

proportions t which they are entitled to share profits” [Section 48(1)]

{b) Regarding Assets “The assets of the firm, 1ncluding any sums contributed by the partners

to make up deficiencies of capital, shall be applied 1n the following manner and order

{1) 1n paying the debts of the firm to third parties ,

(1) In paymg ¢ach partner rateably what 15 due to him from the firm for advances as distinguished
from capital ,

(u1) In paying to each partner rateably what 1s due to him as capital, and

(1v} The residue, 1f any, shall be diyided among the partners 1 the proporrions m which they are
entitled to share profits ™ [Section 48(2)]
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Accounting Entries Regarding Dissolution

The two sepaiate aspects of Dissolution for which accounting entrics have to be made are

[A] Realization of Assets and Payment of lrabilities and {B] Settlement of the dues of the Partners,
[A] Realization of Assets and Payment of habilities

(1) Prepare Realization Account

{11} Transfer all assets (except cash, bank & fictitious assets) and liabilities at book values to

Realization Account

Journa!l kutries

vnuPurpose

nlny

‘Slpetlal Polnts ¢rone muted

Freatsiun for Bad [hns A ¢
Dr
7o Realloaldon A ‘¢

1 Transier of Sook Realtratton A - Dr jay Cash or Burk \.care not to
values al assets as Tu Sandny Assetv |Book be rredied unless thwe R, 45 4
recorded in Lhe value! whuile, 15 spbis vt 2% 2 gaing
Balance Sheel (e lusding goodw 1 1f any CONCETN

shawri in the Balance Sheet) b1 Liebl bolaree: of any Cap
Realiratluo A Ir A ‘r ric or Debhl halance of P, [
ToDebros AT A nd Lo b lransferned to

Reallzation A ¢

{1 [ there Is any 2rew ision for
bad idxbts debi Reallratlon A, ¢
and creciit Detnors A /T with
gross figure Then debit
Proetslon A. c and credit
Kealtranon A /¢ Same treaument
[or PrunIslon for Do procladon

? Realtzation 'Sale of

Cash/Bank % ¢ (anut

abun c anels reaklzed| r
OF
Partmers Cap Afc . Dr
(agreed vahwe at which a
partner @kes over an
asset, asses)
To Realization A c.
3 Shares e recehved | Shares & Dr
as pur-hase To Realuation A '
camsloeration in |agrerd ylue
ochange of the firm 5
asscls
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1 Cluxlng the Extermal
Labilitics

Exwmnal 1tahilities A r ¢ Dr
{such 15 credinors. outstanding
expemsies, Bank Loan er

@l Al'ernatively - ¢his sy may
be paswked (combining 4.5 & 8}

{1) ahove are sald o
ar ranslemmd to

Parmrs Cap .\ ¢ B
[exacluding insolvent paroner|

Te Realleatkon A ‘¢ Llabiley & /c Dr.
ibook vabue] To Bank A/c (achual arm.
5 Fxternal labilites Rraltzation A.c _ Dr paid) OR,
paud off To Cash ‘Bank A/c lacoial To Partners Cap
ami paid) A 'r | 1greed value)
6 External ilabilitks Realtzation A ¢ 0. ¢ To Realization A 't
taken over by any To Partner’s (Discouni, IF any recetved on
pariner Cap. A:r 1agreed paymin ‘disrharge)
valiie)
(b Where asscts and Babilities are
taken over by another buslness on
7. U'nrecordod asset Cash /Bank A, ¢ Dr making some lump sum payrment,
sold or taken over by | Panuners ("apial A < Dr separate otries (or realfzaton of
amy partner Ta Realisarkon A ‘c wssels and  peyment of llabilities
need not be made
B [Manv unmeorced Realization A ‘'t D
[1ability 15 paid ToCash Bank A ¢
I wachial any patd)
0 [ shares eic Cash-Bank A Ur | For sale. there may be profit or
terebved and shomvn In OR loss on sale wihich b transformed

Lo Heallzavon A 'c.

OR,
Paniner'sap A ¢ Or
To Realizatinn A, c
(l.osy shand in Proft Sharing
Raum

partners To shares A/
I8 Payment of Hedallzation \ ¢ Dr | If 3 panner bears siw h expenses
Expenses nf To Cash. Bark &/ ¢C personally In pursnance of a
Realtratiun (i pard by the frm) separaie agreement  INO ENTRY
OR s pequired
To Panners Cap Avc
(Il pmid by arpy pasiner)
11_Balarxe of Realization &1 _ Dr
Reallzmtion A e TePanmers Cap A 'c
represenling frofie or | (Profl shared in Profit Sharing
1 358 on Reallzadon Ratioy
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L]} Seltieynent of Pariners Dues — through Cupilal Accounis

TenPurpose

Falry

Speclal Foinis o be noted

1 Prepare Cagital Acvonnts
with balmnce ns per Bxlance
Shee! before the dissolution

2 Transfer of Current A/c S,
Il mavy

Parner s Cuwrrent A c - T
ToPaniner's Cap % c
{C r=rlit Balance)
OR
Parinar s Capitsl A /c Dr
To Puruner s Curem A ¢

(Dsbit balance)
3 Unchsietbuted Profi. Pl L loas ICr b A’ Dr
Resarve, joint 1 He Policy DR,
Rewerye, lvesimesnt Amy Reserve Ay . P
Flucttagton Furd, To Pauroer's Capital A fcs
C onungeacy Reserve me (Profic sharing reuo|
transler.

{ Undistriibaiad Loss
Ficttious 'Unrealizable
Amels oic Lrarsier

Partners Capilal Asc Dr
ToProfil & Loss s | A'C
OR,
To Flciitous Asses A, ¢
iProftt Sharkng Ratio)

Example of incealizable
Asse- Advertisemant
Suspermss AJc

S Ary boan takes from any

Partner’s Loan ASc Dr

L +5 48 Repay ment of boan

pariner Ta Cash/Bank A should 2njoy priority over
repayment of ciplal.
€ Any lhan given Lo sy CashsBank A‘c. Ix If such smaant Is reallred.
prrines To Paniner's Loan A/
ORrR
Partnors Caplint A /¢ Dr Adjustment of loan
To Parinen Loan A/c against Capital

7 tany Panner's Capital Cash/Bank A ‘c . Dr | IF the deRri=nl partner s
A Fc shows s debil balance Tp Partsculars Partnes’s insotvent, treatment will be
{after balaning) Capidul A, different Vide Insoheenry

[Cash brotigh 1n o maks up | of Parines

| the shoutfall]

8 Paymemnt of credit balance | Farticulars Pariner’s
Infter final balancing) Cap A'c Dr

To Cash/Rank A /c
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Ilustration 1 :
X, Y and Z sharing profits & Losses 1n the ratto of 2 2 | agreed upon dissolution of therr
partnership on 31st December, 2007 on which date their Balance Shect was as under

Liabilies Rs Assels Rs
CapiLil Flacd Asuts LUL L]
X 1000 | aint Life Pulicy Jat surrender 1 DD
Y M0 | Valuey
Reserve Fund ICD0 | Debtors 13,0010
Juint Lile Pulley Fuad 1000 | lew Proy 5 H.500
Crediors 15 00d) Stock at lnvoice Price 1.0
Less Prov 500 105K | Less Price loading 200 4 o
Salary OQuisianding 2000 | Iy et ns A D00
Less Thscustion Eund L 7500
Capkal Accoum 7 2 D
Hark 23.500
1.190 500 L, 10 50

Investments were taken over by X at Rs 6.000. creditors of Rs 10,000 were taken over by Y who
has agreed to settle account with them at Rs 9,900 Remaning creditors were paid Rs 7.500 Jomt
Life Policy was surrendered and Fixed Assets realized Rs 70,000, Stock and Debtors realized Rs
7,000 and Rs 9,000 respectively One customer, whose account was written off as bad, now paid
Rs 800 which 1s not included in Rs 9,000 mentioned above There was an unrecorded asset
estimated at Rs 3.000, half of which as handed over to an unrecorded hability of Ry 5,000 1n
settlement of claim of Rs 2,500 and the remaining half was sold i the market which realized Rs
1,300 Y took over the responsibility of completing the dissolution and he 1s granted a salary of
Rs 400 per month Actual expenses amounted to Rs 1,100 Dissolution was completed and final
payments were made on 30th April, 2008

You are required to prepare the Realization Account, Capital Account and Bank Account
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Sounlon

Dr Realtratton Acco im ir
Panuodars AmL Mre. | Partioulars Arr Ami
Rs s s Rs
To Fowd Assers Ad'c 50.000 | By Provision omnrlons A © 1))
To Joint L1k Policy AC 12,000 | Dy Provisicea on sock A r 2.000
ToDxhios At 119.000 | By bmvestrment Iuct ik
To Suxck fat 1 P} 13,000 [ Fund A« 0
Ta levestments As'c AKO | Ry Jotru I e Paliry o A'C 13.000
ToPro lx Disc an By Crediors Ac 14 Qi)
Creditors Ao £ D | By Owistanding Salanv A o 2,000
TuYsCapital A © Ky X Captal A'c GO0
W recitors taken over- (ImesUTENts 1akecn ower)
e Moy 10,000 | By Bank AL
o joArw 11 Polcy 1)a
Crosdiors poid off 1,0 Fixerd Assoly T2
Urrecarded Lability Stock 7 000
padd {1/2 X 5.00H 2. 5l “vbtres [ D.000 - 3003 1,80
(st iing Salwy 2,000 Lonocardod Asarts [Saled] 1,300
O ibstanding Fxpense 1,100
To YsCap At
{Salary 400 x 4] 1,600
To Partmey’s Capital A/c
(Pralit on
Realzmiion)
X275 8 560
YJ2/5 0,960
L1279 4.5900 24,900
1,38, 10D 138,100
Dbr Hank Aot Cr.
Particulars Asninint Partiqulars Amount
Rs Hs
To Balance b/t 23.500 | By Reabization A/tC
To Reallzatiin A/c Creditors 1,500
Joint e Policy 10,000 Unrecorded 1 Labibity 2,500
Fixed Assets 710,000 Onatstanding Salary 2.000
Stock 7.000 Expenses 1,100
Dieirions 9.800 | By X's Capital A.'c 47,960
Unrecorded Asset 13D | Ry YsCapital At 55560
By 7 sCaplal Asc 4,980
1,21.600 1.21,600
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Dr Paricers Capital Acconmt Cr

Nuzn X ¥ 7 | Da X Y Z
aom | A Bs | Rs | Rs | zoce | Faduoniac B | B | R
11 | ToBalance b d - - 2n00( v Bv Balanice b 'd 10000 | 30000
304 | 1o Realization 5 DX 17| | Bv Resery» Fund 1000 | 1000 | 2000
Ale (221
Te bank A/c 4790|555 560 | 1 Dm) By Reahizaiton A ¢
(Profll 0950 | 9960 | 4080
iEalaness
withdrawn) By Healization A.'c
{Crediors) 10,000
Bv Reshizalion A. ¢ 1 600
(Salary,
M 55 560 b G 33960 |55 560 | g.om0
NOTE

1 Unrecorded Asset and unrecorded hability were not recorded Any part of such asset
utilized to discharge any part of such hability and discount received there on have been
1gnored

But unrecorded asset realized (debts previously wnitten off now recovered) has been recorded
Similarly unrecorded asset sold has been recorded

2 Y took over creditors of Rs 10,000 This has been recorded How he settles such liability 1s
his personal matter The discount on payment does not benefit the firm

Special considerations for a retiring partner and the estate of a deceased partner in relation

to debts contracted by the partnership firm:

(a) debts due on the date of retirement/death the retring partner and the estate of the deceased
partner 1s liable for the whole of the debts due by the firm at the date of retirement or

death, to the extent of their share

(b) debts incurred after retirement where the notice of retirement 1s not published 1n accordance
with law, the retiring partner 1s liable for debts contracted after retirement

(c) deceased/ insolvent partner the estate of a deceased or bankrupt partner will not be hable

for debts contracted by the firm after the death or bankruptcy

Applicability of Section 37 of the Partnership Act:

In case of retirement, the retiring partner or in case of death, the executor of the deceased partner, tf
the dues are not settled, then such retired partner or the executor 1s entitled to the follow: ng
Maxmmum of Interest @ 6% p a on the amount due to them(1 e 1f the amount 15 unsettled, like, rate
of interest on [oan to be allowed to the retired partner or the executor 15 not mentioned)

Or The share of profit eamed for the amount due to the partner Conditions

(a) The surviving partners‘continuing partners contimue to carry on the business of the firm
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{b) The business 1s carried on without any final settlement of accounts between the continung
partners and the outgoing partners or his estate

(¢) There 1s no contract to the contrary of the options contained n Section 37 1 e share 1n the
profits or mterest @ 6% p a on the unsettled captal

Example Unsettled capital of C Rs 52,000 (Date of retirement 30 9 08, financial year 2008-09)
Net Profit earned by the firm after C’s retirement Rs 25,000 Capitals of A Rs 57,000 and B

Rs 76,000)

C 15 entitied to the maximum of the following

(1) interest on unsettled capital = Rs 52,000 x 6% x 6 months = Rs 1,560

(11) Profit earned out of unsettled capital = Profit x Retired or Deceased Partner’s unsettled

Dues /Total Capital of the firm(including the amount due to the retired or deceased partner)

= Rs (25,000 x 52,000 )/ (Rs 52,000 + 57,000 + 76.000) = Rs 7,027

For inclusion mn Dissolution

In the case of insolvency, the deficiency of the msolvent partner shall be taken over by the
solvent partners 1n their capital contribution ratio( fixed or fluctuating capitals})

Solvent Partners Capital A/cs Dr

To Insolvent Partners Capital A/cs

There are two methods followed to share the deficiency of the insolvent partner

{(a) Garner Vs Murray Rule
(b) Indian Partnership Act, 1932
Garner Vs.Murray Rule : (The third partner who became insolvent was Mr. Wilkins)
The defictency of the msolvent partner shall be taken over by the solvent partners The following
steps are taken
(a) The loss on realization shall be shared between all the partners (mcluding the insolvent
partner) in their profit-sharing ratio
(b) The solvent partners shall bung 1 cash equal to the amount of loss suffered by them
Cash A/c Dr
To Solvent Partners Capital Ascs
(c) The deficiency of the msolvent partner shall be taken over by the solvent partners 1n ther
capital contnibution ratio ( fixed or fluctuating capitals)
Solvent Partners Capatal A/cs Dr

To Insolvent Partner’s Capital Alc
Indian Partnership Act,1932
As per the Indian Partnershup Act, 1932, the deficiency of the 1nsolvent partner 1s shared as
follows
(a) The loss on realization shall be shared between all the partners (including the msolvent
partner) n their profit-shanng ratio
(b) The deficiency of the msolvent partner shall be taken over by the solvent partners 1n their
capital contribution ratio { fixed or fluctuating capitals)
Solvent Partners Capital A/cs Dr
To Insolvent Partner’s Capital A/c
Note As per Indian Partnership Act, the solvent partners shall not bring 1 cash, their share
of loss on realization
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Nustration Balanee Shesd as al t] 1008

Cdpitak
A 25 i Cash 15,000
] 15,000 { s Caplral 10,000
Realkaljon A ‘c{Dr) 15000
40,00 40 000

Profit sharing rati0 5.3 2 C 15 declared msolvent
Solution
Partners Capital Accounts

Dy

Cr.

Paruculars A B ¢ Partirulars A B C

To Ralanee b./d 10.000 | By Batance h/d | 25,000 |15.000 —

Ta Realisattan Asc | 7,500 4.500| 3.p00 By Cash 1.500 [ 4.5D0 —

Ta C's Capitml A/c | B.125] 4.%75 ~ |By AL B - - (13,000
To Cash A:c 16.875{ 10,125 - Cap A.c

(Mmal repaymen|
32.500( 19 500[ 13 000 32,500 (19,500 (13,000

Note The deficiency of the msolvent partner C= Rs 13,000 (= 10,000 + 3,000)

This will be shared by the solvent partners 1n therr capital contribution ratio 5 3

A’s Capital A/c Dr 8,125

B’s Capital A/c Dr4.875

To C’s Capatal A/c 13,000

If al} the partners are insolvent

If all the partners are msolvent, the external liabilities shall have to take the share of deficiency
of the 1insolvent partners, 1 e. the fim We shall have to prepare the following ledger accounts
(a) Realization A/e- the external liabilities shall not be transferred to realization account. as
they will be paid off at the end, after they have taken the share of deficiency of the msolvent
partners

Partners Capital A/cs Dr ( 1n their profit shanng ratio)

To Reahzation A/

(b) Partners Capital A/cs- the total deficiency of the msolvent partners shall have to be
transferred to Deficiency Asc

Deficiency A/c Dr

To Partners Capital A/cs

(¢) The total of the deficiency shall be shared betwecn/amongst the external lrabilities in the
ratio of their amount outstanding as on the date of dissolution

External Liabilities A/c Dr

To Deficiency A/c

(d) The external liabilities shall be paid off
External Liabilities A/c Dr

To Cash A/e
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Mlastyatlon Halance Shwet as 4t 30 1008

Capitals Fiwed Asscts i.00,000
3 5.0
Q 1m0 Cash 1D,0D0
R 2,00
Bank Loan &0,000
Sundry Credilors 40,004

1,10,M00 1.10.000

All the partners were declared msolvent Profit sharing 1atio 5 32 Assets realized Rs 60,000
Prepare necessary ledger accounts to close the books of the firm
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Solitlan -

Or Rrallsation Accoum Cr
To Fixed Aswets t.00 00D | By Cash Arcirealisation) 60.000
By Partners Caphal A/ca 40,000
(loss on reallsanion)

20,000

Q 12 00D

R. 8,000
DO 00 ).00,000
Or Partners Capital Acoums Cr
Particulars P Q H | Partbculars P Q 4

By Balance b/d | 5,000 3.000 | 2,000
To Realtzation A/c | 20.000| 12.000] 8,000 | By Deficlency A/c | 15.000| 9,000 | 5.000

|20 GO | 12.00D| 8.000 20,000(12.000 | 8.000
Dr Deficlency Account Cr
To Partners Capital A/ s
P 15,000 By Bank Loan A/c 18,000
Q 9.000| By Creditors 12,000
R & .00
10,000 35,000
Dr Bank I van Aceount Cr
To Deficiency A /¢ 18.000 | By Ralanre b/d £0.000
To Cash A/c 42,000
60.000 60,000
Dy Creditors Account G
To Deficlncy A/c 12,000 | By Balance b/d 40,000
ToeCashA/c 28,000
40,000 40000
Or Cash Arcount Cr
To Badance b/d 10,000 By Bank Loan A/c 42,000
To Remlisation A /¢ 60,000 By Creditors A /¢ 28 000
10,000 70,000

NDtE.Tlnhuhldeﬂﬂuwyo[[tepumu-ﬂltﬂmlsﬂiw.ﬂ]ﬂ,ﬂmuslnredbﬂmentm
memamwmmwmmorwwmmummmmwm Rs 10,000 = 3.2

Rank [ oan A /¢ Dr 14,000
Crocitows A /¢ In 12,000
To Delclency Ac 30.000
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Return of Premium to a partner on dissolution before expiry of term:

Conditions

(1) A partner was admitted m the partnership firm fo1 a fixed term pertod.,

(1)Such partner had paid a premmum for goodwill at the time of admission

(1) The partnership firm has dissolved

Exceptions The partner will not be entitled to any claim under any of the following conditions
(1) the firm 1s dissolved due to death of a partner

(i1) the dissolution 1s due to the misconduct of the partner claiming refund

(11) dissolution 1s 1n pursuance of an agreement contaning no provision for the return of the
premium or any part of it

Amount of Refund the amount to be repaid will be determined having regard to the terms
upon which the admission was made and to the length of the peniod agreed upon and the
period that has expired Liabihity of other partners the amount of refund payable shall be borne by
the other partners in their profit sharing ratio

Tlustration X was admutted 1nto partnership for 5 years, for which he paid a premium of

Rs 1,20.000 After 39 months, the partnership firm was dissolved due to musconduct of Mr Z ,
another partner of the firm Y ,being the third partner Profit Sharing Ratio Y ZX=532
Solution X 1s entitled to claim the refund of premium paid at the time of adnyssion, since the
admission was for a fixed term period and the firm 1s getting dissolved due to a musconduct of
Mr Z. another partner of the firm

The amount of refund 1s

= (Total Premmum Paid x Unexpired term of the partnership) / Total term of the partnership
=1,20,000 x 21/60 = 42,000

This shall be shared by the other partners Y and Z n their profit sharing ratio 32

Y's Caphial A/t Dr 25.200
Z's Capital ASc Dr 16.800
To X's Caplal A/c 12,000
PIECEMEAL DISTRIBUTION

On the event of dissolution of a partnership firm, the assets are realized and lhabihties paid

off The process of asset realization takes place gradually Asa result of such the habiliies are also
paid off as and when such realization takes place “Prece-meal Distribution” represents the process
of “Pay as and when you reahze” strategy

Methods followed under Piece-meal Distribution :

(1) Highest Relative Capital Method

OR

Proportionate Capital Method

OR

Absolute Surplus Capital Method

(2) Maxumum Loss Method

Higher Relative Capital Method :

Under this method, the partner who had contitbuted highest capital m terms of therr profitsharing
ratio are paid off prior to the other partners

155




We have to prepare :

(1) Statement showing Absolute Surplus

[to determine which partner has contributed maxmum proportionate capital]

(1) Statement Show ing Distribution of Cash

Tlustration 1 :

Capitals (as on the date of dissolution)

P=Rs 35,000,Q=Rs 37,500, R =Rs 31,500, Profit-Sharing Ratio=5 3 2

Statement showing 1he Highest Relathe Capttal or Ahsolute Surphis -

P Q R
1 Actual Copital 55000 [ 37,500 | 31,500
2 FPrafit Sharing Ratio (PSR} 5 3 2
3 Actual Capnial ~ PSR = Propurilonate Capiial 1L.o0a | 12600 | 15,750
1 Consider the smallest of propoctionate
apital 35 per (J) us base capltal xPSR 55,000 | 31000 22,000
[Le [100G - PSR|
5 Surpiuy Capital [ () -14)] - 4.500 % 500
6 PSR 3 2
T Surplus Capital fas per 5) « PAR - 1.500 4,750
8 Consider the smallest of Froposuonale 4.504 3,000
caphial s per (7)= PSK
% Absolute Surplus §5 1) — 6,500

This means that R will be pasd Rs 6,500 to clear off his Absolute Snrphis Capial

1Nustraiton 2

Capmals X =Ry (5000 Y= Rs i8000, F = R« 9002
Frofit Shanng Rano =2 7 |

—— o —

Statemerny showtng the Highest Relaiive Capial

A Y z
| Aciual Capital 15,000 18,000 9,000
2. PSR Fd 4 |
3 Actual Capilal - PSR = Frop Capttal 7. 500 9 DM 9,000
{ Conskder the sronllese of Froport inmte L5 D00 15,000 7.500
Capital as Have ~ PSY fLe 7 ¥0»PSR)
3. Sierpdtes Caplual |1 4] NIL 3.0600 1.500

Since Lhe Sarplues Capliaks for Y & Z are tn ther profit-sharing rano no linher steps are required
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fllustration 3 : Partners M. N and P have called upon you to assist them m winding up the
affairs of their partnership on 30th June, 2008 Their Balance Shect as on that date 1s given
below

Lizbiiries Rs Assis Rs
Sundry Credmtors 17.000 Cash at Bank 6,500
Capital Accounts Sundry Detunrs 22 DOU
N 67 00 Stock In trade 13 500
N 45.000 Plam and Equipment 99,000
p 31.50¢ Loan M 12,000
Loan " 7,500
| 60.500 1 60,500

(a) The partners share profits and losses 1n the ratio of 5 3 2

{b) Cash 15 distributed to the partners af the end of each month

(c) A summary of liquidation transaction are as follows

July

Rs 16,500 — collected from Debtors , balance 1s irrecoverable

Rs 10,000 — recetved from sale of entire stock

Rs 1,000 — hquidation expenses paid

Rs 8,000 — cash retamed 1n the business at the end of the month

August

Rs 1.500 — hquidation expenses paid , as part of the payment of his capital, P accepted
an equipment for Rs 10,000 (book value Rs 4,000)

Rs 2,500 — cash retamned 1n the business at the end of the month

September

Rs 75.000 — recerved on sale of remaiming plant and equipment

Rs 1,000 — hiquidation expenses paid No cash 1s retained 1n the business

Reguned Prepare a Schedule of cash payments as on 30th September, showing how the cash was
distnibuted
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Sahiion
S@iement showing the Distribaiion of Cash
(According o Proporionaic Capual Methudy

Pardritlars Cred)tars Lapital
Ra M X p
14 Rs Rx
A Balanre Dhie 17.000 55000 | 37500 21.500
B Amount dtributed 2 on 11w hdy { 17,000 - - &.500
C Balance Due (A - H 5,000 [ 17 50¢ 25.000
D Cash pasd 1o "N’ and Fquipmenl
givon to F on 31st Augus — §{ 00D 10 0A0
E Balarce due /€ - D) 55000 | 11,500 15000
I Amount pald 1o panners on 11500 | 25.400 3,600
J0th Septeinber
. Loss on Realtsaton 13 50D 3,100 5 400
IUnpaid Balance) JE  Fl

Worklng MNines .
{) Staiemwnt showing the Caloafation of Highest Relatihe Capital
Particulars LY N P
A Balanc of Capital Accpunty 67 000 45,000 a1 504
B less Loan 12 000 7500 —
C Actal Caplial (A - B) 55,004 17,500 31,500
I Profi sharing ralio 5 3 2
E  Aciual Capral - Prom sharng rauo 11.000 12,500 15,150
F Proporiionatc Caphals laklng M's Capnal 55 000 33.000 22,000
= Bane Caphal
C Excess of Actual Capltals over Fropiortionaie 4,600 9,300
Capnais (C - F)
H Profi Shartng Rato - 3 z
I Surpls Caphal = Prafiy Sharing Rara - I 200 4 750
] Revised Proportionate Caplial bhing N s
Capnal a5 Raw Capial 1.£00 idoa
K Excess of Surphis Capilal wver Revised — 6,500
Prupardunale Capstals (C - I

Scheme of distribution of avarlable cash First instalment up to Rs 6.500 will be paid to P Next
Instalment up to Rs 7,500 will be distribution between N and P in the rato of 3 2 Balance
realization will be distitbuted among Y, N and P in the ratio of 5 3 2

158




(ii) Statement showing the Calculation of Cash Available for Distribution

Parttculas Jub Avgust  September
s Rs R
A [Dpening Batance 6,500 5.GOC 2.500
B Add Met armount realwcd 25400 |1 500 74 DD
{Groms arnaunt — Expenss|
C Lea Closing Balarwe 5,000 2 504 -
U Amouni avallable o distebredim L A+B-C) 23 500 1.0 76,500

jlLlj Stalement showing the Manuer af Lijanbution of amouum avatlably 1In Angusi and
Septertbor

Paticulars M hi P

Ks Rs Rs
Firsi Rs 7,500 - 4 500 3000
Batarce Bs 23,000 1€ ash and Equipmsent} 411,50 24 90D 16.600
4] 500 29 400 13 &0
Lem  Actuzl Dstrikition m August - 4 00 10 00D
Marrier of Disiribuiion n September 41 500 25 400 500

Illustration 4 : The firm of Blue Collars presented you with the following Balance Sheet drawn
as on 31st March 2008

1 bilities Rz Axums Rs
Fundy Creditas 7 00 Cash in hand 3000
Caplies] Arcounts Sundry Deltors D00

L 40,000 Skork n rade .00
K 30,000 Biant and Mechinery 51 DOO
1 27000 | 91000 Current Accoutils
K 4,000
] 100 7.000
1 34,000 .34}

Partners shared profits and losses 1n the ratio of 4 3 3 Due to difference among the partners,
1t was decided to wind up the firm, realize the assets and distribute cash among the partners at
the end of each month

The following realizations were made

(1) May Rs 15,000 from debtors and Rs 20.000 by sdle of stock Expenses on

realization were Rs 500

(1) June Balance of debtors realized Rs 10.000 Balance of stock fetched Rs 24,000

(1) August Part of machinery was sold for Rs 18,000 Expenses mcidental to sale

were Rs 600

(1v) September Part of machiery valued 1n the books at Rs 5,000 was taken by B, n

part discharge at an agreed value of Rs 10,000 Balance of machinery

was sold for Rs 30,000 (net)

Partners decided to keep a mummum cash balance of Rs 2,000 1n the first 3 months and Rs
1,000 thereafter
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Required : Show how the amounts due to partners will be settled

Saolition
I Swdtemene shrwing the Distriluina of Cash
(\ccarcing v Proporilonate Capttal Method)
Parvrialr Credlines Capital
Rs I K ]
Rs Rs Rs Hs
A Amcunt due 37,000 40.00d 26 DO 24 Dag
B Amount dstdbutlon as cn 315t Mav 35,.58n - - -
T Balance Nue {4 - B 1,560 40,000 26,000 24 D0d
D Ameum Distibuted x on 3R June
First Rs ] 5t 1500
Next Rs 5333 - 5313 -
Next Rs 4 887 1.667 2.000 -—
Balance Rs 22 500 - %, 200 6 730 6,750
F Balance duci{ - Dy 21,000 17 250 17 250
F Amcunt Disinb jed as an 31st Anigs v, 61 4,520 3520
C Balance Duc F - F) 15 640 11,730 11 730
H Add Prof on realisadon 760 | 510
iRs 41030 [s 39.iop
D Amount Disirfuard (including 16,400 12300 12.300
Marh!mory taken by 1} as on
30k Seprember
* Incinces ~alue of Machinery
Bs 10000 and Cash Rs 2300

Working Notes :
(1) Assumption  As the firm 1s dissolved due to difference among the partners, all partners
are presumed to be solvent and the problem has been worked out on the basis of the highest relative

capatal
) Slalemcnr showing the Cadrulation of Elighrst Relative Caplials

Particnlars L K I
Rs Hs R
A Acaial Capiials t0 (10D 26,00 24,040
B Proilt sharing ratio 1 k| 3
C Acural Caprab + Proflt auo 10 00D B_G&7 8,000
D Progortionae Capials takmg 1 s C apital 3z so0 24 000 24,000
as Hase C apllal

E Suplus Capnal i Land K A [ 8.000 2 0D
F Rrvised Proportionate Capital of 1 and } 2,687 2 G -
G Revised Surplis Capltal of 1 (F R 5333 - -

While distributing surplus among partners, 1st mstalment up to Rs 5,333 will be paid 1o
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L. next instalment up to Rs 4,667 will be distributed between L and K in the ratio of 4 3 and
the Balance among L, K and J in the ratio of 4 3 3
(ii) Statement showing the Calculation of Cash available each month
) Statemend showing the Cakulaton of Cash avallazhie each monh

Parllcnlars May hane August  Sequember
| Rs Rs Hs Rs
A Opening Ralance 3.000 2.000 1.004 | DNo
B Add: Armouni realisa) Toss Dxpenses | 34.50D 34 oni 17,400 10,0040
C Less. Chusing tance 216D 2,000 1,000 -
D Total Cash available for Thstrtnitlon | 35,540 34,000 18,400 31.00¢
1A+B-C)
D Jv| Reallsation Accoilnd Cr
Parikulars |13 Panirulars Rs.
Ta Sundry Debrors 34,000 | By Sundry Creditors 1700
To Siock In rade 3,000 | Bv Cavh Bank 1,17 000
To Plam and Machinery 1000 | By ! (Assets taken oven 15,000
Tu CashsRank
C rediiors 7,400
Expenscs 1.100
To Profi transferred Lo Caplital A-cl. 80
[.64.00C 161,000

[NMustration 5 : A partership firm was dissolved on 30th June, 2008 Its Balance Sheet on the
date of dissolution was as follows

[ Labiltthes Hs Assels R=
Capltals Cash LA
Aurlk 3p oud SunAny Assety 14,600
Mohit 24 00
Rupa 1 6.000
1oan A/ - Mohi ».004
Siunriry CredHors 15 Dad

1 00000 1 G0.000

The assets were realized n mstalments and the payments were ma de on the proportionate
capital basis Creditors were paid Rs 14,500 1n full settlement of then account Expenses of
realization were estimated to be Rs 2,700 but actual amount spent on this account was Rs
2,000 This amount was paid on 15th September Draw up a Memorandum of distrbution of
Cash, which was realized as follows

On 5th July Rs 12,600

On 30th August Rs 30,000

On 15th September Rs 40,000

The partners shared profits and losses the ratio of 2 2 1 Give working notes
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Saliwion -

Matement Showing the Distribunon of Cash
(According to Froponhonate Caphal Method)|

Particualr Creditors  Moltt's Loan  Alrtk Mohtt Rupa
Ri Rs Ry Rs Rs
A Halance he 5000 5000 aB.000 24.000 13,000
B Cash paid (Rs 5400 - Rs. 2,700 2.700 — — -
C Balance unpatd (A - B) 12300 5000 38,000 24,000 13,000
D Ist Instalient of Bs 12,600 L1 200 200 — -
E Balance unpaid (C - D) 500 4,200  25.0D0 24,000 13.000
F Les Wrillen-off 500
C Znd insialment of Ry 30,000 1200 18,320 2320 7 160
H Balance unpatd (E-F-G) 21,680 21,680 10,840
1 Jrd Insialment (Bs. 40,000+Rs 700) 16280 16,280 R.140
} Unpad Balance (H- = | s on
Reallsalbnn 5400 6 400 2,700
Working Noies
) Statemem showing the Calculaton of Highest Relative Capitals
Particulars Atrik Mphit Rupa
Rs Rs Rs
A Aral Capnals 18000 24,000 19,000
B Prafv-sharing ratio 2 2 l
C  Actia Caphals + Profi Sharing Raitn 19.000 12000 13000
D Froporionaie Capitals taking Mohit's Capital s | 24 D0Q 24000 12 00D
Basc Caphal
E  Swplis Capial |A-D) 14,000 gu | 6.000
F  Surphis Capital + Proft Sharing Ratin 7.000 - 6,000
C  Revised Proportionare capiuals taking Rupa's 12,000 - 6.000
Caplal as thw bask
H  Revised Surplius Capital (F - G) 2.0aa - -
it Dsariinction of Second Instalmert of Rs 30,000
Maobit’s loan Ak Motit  Rupa
First  ERs 4,200 4.200 - - -
Pext  Rs 2000 (Absghue Surplus) 2,600 -— —
Mvext Rs. [8000 (Balance of Surplus) 12,000 — 6,000
Balance Rs 5800 {2 7 1) 2320 2320 ] 160
T oual 0, boo 1.204) 16,320 2320 7160
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Maximum Loss Method

Steps (1) Prepare a statement showing distribution of cash

(2) Pay off the external Liabilities

(3) After all the payment 1s made for the external liabilities, the partners will be paid off
Total Due of Partners xxx

Less Net/Balance of Realization (x)

Maximum Loss xxx

(4) The maximum loss shall be shared amongst the partners in their profit sharing ratio, as 1f,
there will be no further realization

(5) If any of the partner capitals, after step (4) 1s negative, that partner shall be treated hike an
msolvent partner

(6) The deficiency of the mnsolvent partner as per step(5) shall be shared by the other solvent
partners (1 e those partners who has positive capital balances) 1n their capital contribution
ratio as per Garner vs Murray Rule

(7) Repeat the steps (3) to (6) t1ll final realization

PROBLEMS ON MAXIMUM LOSS METHOD

Ilustration : The following 15 the Balance Sheet of X, ¥ and Z, who were shaning in the ratio 5 3
2, on 31st December, 2007 when they decided to dissolve the partnership

by Lot s Rs. Amets Rs
X's Capiial 55 000 Cash 20 D00
¥'s Captal 17500 Unher assets 13,34.000
I's Capttal 31,500
Y's Laoan 2,00 004
Credions | 3,00 Q00
13,24 004 11,24,000

Note : There was a bill for Rs 4,000 due on 1 4 2008 under discount

Other assets realized as under

IstJan Rs 8,85,000, Ist Feb. Rs 3,00,000, Ist March Rs 8,000, 1st April Rs 5,000,

Ist May Rs 10,000 The expenses of realization were expected to be Rs 5,000, but ultimately
amounted to Rs 4,000 only and were paid on 1st May The acceptor of the bill under discount

met the bill on the due date

Required : Prepare a statement showing the monthly distnbution of cash according to Maximum
Loss Method
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Solullon

Staterment Shew ing the Disiribiifion of Cash soowards Fimt's Outside

Debts and Partrier's 1 oan

Particulars Creddars  ¥Y's Loan
Rs Ra
A Amnunt Due 100,000 200 00D
B Ampan! pald on lst Jan /Rs 20,000+ Rs BAS OO0 - Ry 5000 5.00.000 —
C Balance Diee (A - By 1.00 000 2.00,000
[0 Ananine paid an Ust February .00, 000 2.00.000
E Balance Duc \C - Dy - _
Sate mirnt showlng the Distributon of Cash
1Aceording so Mazimum * oss Method)
Particudars Todal X Y /!
Rs Rs Rs Rs
(N Cisiributon of Ry 4, Dk
A Amonnl diw as on Pl March 124,000 35,UtD 37,300 31,501
Less Max Possible Loss I the remaintng
nothing (Rs 1,24,000 - Rs 4 (0D
imthrratdo 5 3 2 120,300 &0,000 36,00 24000
Note . Cash avalablc=Rs E000-Rx {200
[Reserved for dcourted B, Ry=-Rs 4000
Ardpstment of X 5 Deficlency between H
and Z tn thetr Capiul ravn 10 375 315 £ HW {2717| 2,283,
i1 217 3217
Adlusimern ot ¥ 5 Defloiney charged io &3 1217 41,217,
B Cash pald as an 1st March 4,000 - - 4 DOe
1N Destributien of ¥s 9000 (Inchuding Amoont
kept reservrd for B R no ienger rogulred;
< Halanre due |A-B) 1,20 4D0 35 00D 37,440 27300
loas - Max Possibbe Loss
jRs. 1 20800 Hs 500D 111,600 33,500 12300 22 200
Nete Cash avallablo=Rs 5.000+Rs 4 (Wl
= Ry 53000 FA]] 4 200 5,300
Adjusimene of X's Defwncy Letween
Yand £ Inrhelr Caplal ratlo ke 3747 316 Laa (272} 12283
D Cash pald as on | 496 9.60D - 1,528 5072
ity Distribudon of Rs 11,000
E Balance due (C-D) 1.1 60O 55,000 43,072 22424
Less : Max. Poasible Loss
{Rs [,11.,000-Rs. 11.D00) 1.00.000 50,000 Jo.gou  20.00q
F Cash pald as on Ist May 11.000 3,000 I HT2 2428
¢ Unpasd Balance iF - Fj 1,090,100 50,000 jo.Gbo 20,000
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Llustravion 3 The fallowtng 1= the Balancr Shert of 2 () and k on A1st Augu-l, 2088 wixn
they declded to dissalvy the partnership They shase profits In the radoof 2 2 |

L i (¥ b Rs Assels Rs
Creditors 2.000 Surndry Mssets 11,504
F's Loan £.00d Cash 500
P's Capétal 15000
Q's Faqital 1R NAG
R's Capial 7.004

45.000 49,000

The assets realized the following sums 1 1nstalments

I—Rs 1,000, I—Rs 3,000, III—Rs 3.900, IV—Rs 6,000, vV—Rs 20,000

The expenses of realization were expected to be Rs 500 but ultimately amounted to Rs 400

only

Required : Show, how at each stage, the cash received should be distributed among partners
accordmng to Maximum Loss Method

Solution :

Statement showing the Realization and Distribution of Cash

Instalments ‘Rnlmum Crediloss  Partiwys  Pariners
loans Capnal
Ra Rs Rs R
(1) (Aler laking Indo accoumt cash and
amournd set aside foc expenses) 1 300 1 0LD
{I1) 3.000 .08} 2.0a0
{1in 3,900 3.040 903
{1 6.00D - - 6,004
V) (inchuding saving In expensrs) 20,100 - — 20,10

34,000 2009 5000 27,0040

Sraternent showing the Distrthurion of Cash amaong parincrs
(According to Maximum Loss Method)

PartSovlars Tortat P Q R
s R R Rs
{1y Distaribnition of Ra 500
A Balance Due 42,000 15,000 14, HW 2,000
A L= Max. Poxsible loss, I the remulning
aseets prove Lo be worthless

(Rs 42,000 Rs. 900} in the ravo (2 2 []41 §11)] (6 440 16,440 8,221
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C Defictency of P s Capital charged to Q and
R In the ratlo of thetr Capluals
Lc. 18.000. 9,000 (Carver vs Murray) - [.44D 1960 480)
D> Arnoven paid 900 - 600 )
1y Distribution of Rs 6,000
F. Balance after pavmemt (A -D) 411.100 15,000 17.400 B.700
FLles Max. Ppssible lons
(Rs. 41,100 - 5,000/ 15100 14,040 14,04 100
G Amoumt paud & 000 960 1360 L6840
kmn DMstributdon of Rs 20.100
H Balance afier payment (E - ) 35.100 14,04D 14.040 7020
I Less . Max. Possible loss
(Rs 35100 - Rs Z0,100) 15,000 6,000 5.000 3.Di)
] Amouru pasd 20.100 R.040 4,040 4.0
K Unpaid halance (H - )) 15,060 6,000 6.000 3.0D0

[Wustration 10 - Rahul, Roshan and Rohan weTe In parinershlp shartng profts and besses [n

the mlicnofd 2;) respectively The partnership was dissolved on 10¢h June, 2008 when rie
posttion was & Tollows

LLablitles Rs. Assets Rs.
Caplials Cash tn hand 28.000
Rahul 1,40.000 | Sundry Debrors 2.94.000
Roshan 70.000 | Stock In trade 1.12.000
Rohan 14,000
Creditors 2,10.000

131000 1.34.000

There was bill for Rs 10.000, due on 30th November, 2008, under discount It was agreed that
the net realizations should be distiibuted m their due order (at end of each month) but as safely as
posstble The reahizations and expenses were as under

Date Slock and Debiors | Experses
Rs R
st July 34.000 7.000
Alst Angusi 1.26.000 5,400
3Dth September 70,000 £.900
dlst October 77,000 1,500
J0th Movemnber 35,500 3,500

The Stock was completely disposed off and amounts due from debtors were realized, the
balance being mecoverable The acceptor of the bill under discount met the bill on the due

date Prepare a Statement showng the piecemeal distribution of cash according to Maximum Loss
Method
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Salhitlur -

Stuternem showlng the Disiribotion of Cash
1According o Maxirmum Loss Methud)

‘Note Cash aeslishle on 30th November = [Rs 15,500 - Rs
Discountad B R, now no longer required) - Rs. 2.000

Particulars Creditors Rahul Roshan  Robhan
Es Rs Rs Ry,

A Batance Due 2.10,000 1 19,000 70,00 14,000

R Cssh on hand on 3kh June paid 1o creditrrs 2B 000 -

C Halance pulslanding 1A B L5200 1.40. 300 70.000 [4,00X

D) Cash paid on 315t july 71,000 - -

b Ealance oulstanding {C B (05,000 1,40, 004 RLERYLY 14.000

F Rs 105000 paid 10 craditors on st At 1.05.000 - -

C Batance outstanding IE -F) 1,40,000 70,00 14,000
Bakarnce xvmilable for distritnition
(s 120,500 - Rs 105,000 - Rs 10 000

= Rs 5.600
[ess Maximum loss (Rs 224,000 Rs 5500

Inmwoofld 21 (L069.200) (72 8D0) (36400}
Balancs 30,800 (2800 (224004
Deficiency of Rushsn and Rohan's capiial
charged to Refud 125.2000) 2.R0U 22.400

H Cxsh padd on 31st Adrgust 5,600 - -

I Halance puislanding (G - B 1.3¢.100 70,000 14.000)
Less Maxirram Loss (Rs 2, 18400 - Bs £5, N (76.650 Gl IDh 125,550
Balancs 57.74%0 1B.900 111,550y
Deliciency of Rohen s capital charged to

Ramy snd Roshan 2 1 {1.70m 13.850) [1,530

] Cmsh pad on 3tth September 50 050 15,050 --

K Balarce cutsanding (X - ) B4.350D 548D 14,000
[as Maximun loss (Rs 1,553,300 Rs 73,500 399001 (266005 113,300

1. Cash paid on 315t Ocinber 44,450 28,150 T4

M Halanre cucsianding (K - 1) 19,500 26.600 (3,300
Less Maximum hoss (Rs 79,800 - Ry 42,0000} 18,900 (12,6001 (6, 3\

N Cash paid on Wth November 21,000 14,000 1.000

O Unpaid Balance (M - MNi 18,900 12,500 £.300

15000 « Rs 10,000 (Rescaved for
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UNIT - I11 - JOINT STOCK COMPANIES

INTRODUCTION:

Meaning of a Company:

A company 1s a voluntary and autonomous association of certain persons with capital divided into
numerous transferable shares formed to carry out a particular purpose 1n commeon It 1s an artifical
person created by law to achieve the object for which 1t 15 formed Section 3(1) (1) of the Companies
Act, 1956 defines a company as “Company formed and registered under this Act or an extsting
company " An existing company means a corupany formed and registered under any of the former
Companmies Acts Thus 1t 1s an abstract person, mvisible, intangible and ewisting only In
contemplation of law It can hold, purchase o1 sell both movable and immovable pioperty, incur and
pay debts, open a bank account m 1ts own name and sue and be sued in the same manner as an
individual Law creates 1t and law only can dissolve it Its existence 15 altogether independent of the
life of 1ts members Members may come and go but the company would go on for ever
Transferability of shares has grven perpetual succession to a company Death, 1nsanity or insolvency
of a member or any member will not affect the existence of the company at all A company 1s a legal
entity quite distinct and separate from the persons who are its members A company cannot
ordinanly buy its own shates A shareholder 1s not the agent of the company He cannot 1ncur any
debt so as to bind the company They cannot bind the company by therr acts The same person can
be a shareholder and a creditor of the company The ownership 1s divorced from management
because a jomnt stock company 1s” managed by a Board of Directors elected by the shareholders (1 ¢
OWNErs)

CHARACTERISTICS OF A COMPANY:

The main characteristics of a company are:

(1) It 1» a distinct legal person existing mdependent of 1ts members

(1) Liabality of the members 15 limited to the extent of the face value of shares held by them.

(1) It has a perpetual succession, 1 €, the members of the company may keep on changing

from time to time but this does not aftect the company’s continuity

(1v) The shares of a company are freely transfcrable except 1n case of a Private limited Company

(V) A company being a legal person 1s capable of owing, enjoymng and disposmg of the property n
1ts own name

(v1) A company, being a separate body can sue and be sued mn its own name

(vi) Though a company 1s an artificral person yet 1t acts through human beings who are called
directors of the company There 1s a divorce between ownership and the management

(vl It1s a voluntary association of persons usually for profit

Statutory Books

Statutory books are those which a lirmted company 1s under statutory obligation to mamtan at its
registered office The mamn statutory books are

(1) Register of Investments held and therr names

(1) Regaster of char ges

(1) Register of Members
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(1v) Register of debenture holde1s

{v) Annual returns

(v1) Minutes books

(vi1) Reguster of contracts

(vin)Register of Directors

(1x) Regster of shaieboldings of the directors

(x) Register of loans to companies under the same management

{x1) Register of Investment 1n the shares of other companics

Books of Account

Every company 1s required to keep at 1ts registered office books of account

These books are to be mamtamed m such a way so as to disclose

(a) The sums of money received and expended by the company and the matter in 1espect of

which the receipt and expenditure has taken place

() All sales and purchases of goods of the company

(c) All assets and liabilities of the company

SHARE CAPITAL

No trading concern can run without capital The divisions of share capital are

(1) Nominal or Registered or Authorized Capital The amount of capital with which the company
intends to be registered is called registered capital It 1s the maximum amount which the company 15
authorized to 1a1se by way of public subscuption There 1s no legal it on the extent of the amount
of authorized capital

(11) Issued Capital That part of the authorized capital whach 1s offered to the public for

subscription 1s called 1ssued capital

(11) Subscribed Capital. That part of the 1ssued capital for which applications are received

from the public ts called the subscribed capital

(1) Called up Capital The amount on the shares which 1s actually demanded by the

company to be paid 1s known as called up capital

(v) Paid up Capital The part of the called up capital which 1 offered and 1s actually paid by the
members 1s known as paid up capital The sum which 15 still to be paid 18 known as calls i arredrs
(vi) Reserve Capital. A company may determuine by a special resolution that any portion of 1ts share
capital which has not been already called up shall not be capable of being called-up except n the
event of winding up of the company Such type of share capital 18 known as reserve capital
Application for Shares

Whenever shares are to be 1ssued by a company, an advertisement 1n a leading newspaper 18

given for the mformation of the general public along with some important extracts of the

prospectus Those who are interested to purchase the shares on the basts of that information

may have the prospectus for detailed information and application form If a person is satistied

with the profitability and other things he 15 required to fill up the application form and

to deposit this along with the requisite amount {known as application money) with the prescribed
scheduled bank The application money should at least be 5 per cent of the face value

of the share The scheduled bank will send this application money along with a hst of applicants

to the company The company will vltimately record these in the “Application and

Allotment Book™

Allotment of Shares

169




Aftter recerving the applications the directors take steps to allot the shares Allotment of shares
means acceptance of the offer of the apphicant for the purchase of shates Directors have
discretionary power either to reject or to accept partially the applications There aie no restrictions
on the rights of a private company to allot 1ts shares But the public company

cannot allot 1ts shares unless

1 The mimimum subscription stated in the prospectus has been subscribed by the public

11 A prospectus or a statement in lieu of prospectus has been filed with the Registrar before
making the first allotment

1t The amount of application, ¢ e, at least 5% of the face v alue has been received

The applicants, to whom shares are allotted, will be sent allotment letters Afier allotment,
they become the shareholders of the company Those to whom shares could not be allotted
will be sent a letter of regret along with refund of therr application money The shareholders
will be required to pay the allotment money on allotment of shares which will also be recorded
m the Application and Allotment Book

Calls on Shares

Out of the face value of the shaies, 5% 1s payable with application, some money will be paid
on allotment and rest money will be paid as and when calls are made by the company
Generally the prospectus gives the dates of different calls along with the amount of the calls
by shareholders In case it 1s not given 1n the prospectus, the directors have the discretion to
call 1t in one call or more than one call For this a resolution of the Board of Directors must be
passed and a notice 1s sent to the shareholders with a request to pay the amount of the call

As soon as a call notice 1s sent, its particulars are entered in a separate book known as Share Call
Book, a spectmen of which 15 given on the next page

PROFIT PRIOR TO INCORPORATION

In many cases, a new company 1s formed exclusively to acquire an existing business unit and take 1t
OVCr as a going concem, from a date prior to its own incorporation In such cases, the business unit
15 purchased first, and the registration of the acquiring company takes place later For example, AB
Pvt Ltd 1s mcorporated on Ist October. 2009 to take over the runmng business of Das Bros from
Ist January. 2009 The profit earned (or loss suffered) during the pre-incorporation penod (1n our
example 1st January to 30th September 2009) 1s called

profit (loss) prior to incorporation Legally, this profit 1s not avajlable for distribution as dividend,
Since a company cannot earn profit before 1t comes nto castence How ever, profit earned after
Incorporation 1s available for distribution as dividend Profit earned before

Incorporation 1s a capital profit and profit earned after INCOrporation 1s a revenue profit

It 1s a common practice that the date of incorporation should be taken as the basis for

calculation of pre-acquisition profit

Methods of Computing Profit Prior to Incorporation

They are different methods of computing profit prior to incorporation They are

First Method

Step 1 Prepare a Profit and Loss Account for the pre-ncorporation period

Step 2 Prepare a Profit and Loss Account for post-incorporation period

The entries are :

(1) Land & Building Account Dr
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Plant & Machinery Account Dr

Sundry Debtors Account Dr At the value on the date of incorporation
Stock Account Dr

Cash at Bank Dr

Cash in Hand Dr

To Liabulities Account
To Vendors Account
(n) Vendors Account
To Equity Share Capital Account
Second Method
Under this method profit 1s calculated as follows
Step 1 Prepare a Trading Account for the entire period (pre- and post-incorporation perods
combined)
Step 2 Allocate gross profit and expenses (indirect) between pre- and post-incorporation period
on the basis of the following principles
(1) Gross profit 1s allocated 1n the ratio of sales of each period
{(11) Fixed portion of an expenses 1s allocated on the basis of time
(i) Expenses related to sales. e g . traveler’s commussion, discount allowed, on the basis of
sales
(1v) Expenses related to time, € g, rent, rates and taxes, isurance, depreciation, salaries of
general staff, to that peniod’s profit Some example are
{a) Prelimmary expenses, director’s fees, debenture interest, etc are to be charged against
post-incorporation profit
(b) Partner’s salanes, interest on partners’ capital, etc are to be charged against the
profit of pre-incorporation period
Appointinerri Basic sy be -

Dr Purchase consideration

Allocated on Basts of 1 1me Allocaiad In Ruto of Salrs

| | Rent, Rates and Taxes I.| Cross Prafi

2 | Depreclation 2.| Bad Debis

3 | Salaries of General Staff ] | Dscoant Allowed

4 | Insurance 4 | Camage Ourwards

5 | Interest on Purchase Conslderation i | Sellng Expenses

6 | Andit Fees 6 | Currundssion on Sales

T | General Experizes T | Advents ment Experses

8 | Printdng and Stateomery 8 | Delivery Exprnys

9 | Cifice Experses 5 | Free S3ampirs
10 | Hoed Expenses 10 | After-sales service cost
11 | Miscellancoirs Fxponses 11 | Salares to Subowinen
12 | Fbed Distributton Expenses 12 | Sales Promatlon Expensey
13 | Administraive [xponses 13 | Varabke Disictbotlian Lxpenses
i4 | General Travelling Expenscs

Step 3 Net profit/loss of respective periods are calculated after deducting apportioned

expenses and acquisition entries are passed at the end of the accounting year
Accounting Treatment of Pre-incorporation Profit/Loss :
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Profit Prior to Incorporation

Any profit prio1 to incorpoiation may be

(a} Ciedited to Capital Reserve Account

(b) Credited to Goodwill Account to 1educe the amount of goodwill ansing fiom acquisition

of business

(¢) Utilized to write down the value of fixed assets acquired

Loss Prior to Incorporation

Any loss priol to incorporation may be dealt with as follows

(a) Debited to Goodwill Account

(b) Debited to Capatal Reserve Account ansing from acquisition of business

(c) Debited to a Suspense Account, which can be written-off later as fictitious assct

Accounting Treatment of Post-incorporation Profit/Loss

Any profit loss after incorporation 14 transferred to Profit and Loss Appropriation Account

Post-1ncorporation profit can be distribution as dividend

IMustration 1.

Hansa Ltd was mncorporated on Ist July, 2008 to acquire a running business with effect Ist

Apnl, 2008 The accounts for the year ended 31st March. 2009 disclosed the following

{1} There was a gross profit of Rs 30.00,000

{11) The sales for the year amounted to Rs 1,20,00.000 of which Rs 24,00,000 weie for the

first six months

{11} The expenses debited to the Profit and Loss Account included—directors’ fees

Rs 1,50,000, bad debts Rs 36,000, advertising Rs 1,20,000 (under a contract

amountmg to Ry 10,000 per month), salanes and general expenses Rs 6,40.000,

preliminary expenses wntten off Rs 50,000, and donation to a political party given by

the company Rs 50,000

Prepare a statement showing the amount of profit made before and after incorporation

Solution : Hansa Ltd.

Statement showing Apportionment of Profit between Pre- and Post-incorporation Period
< . R )

Paribcular Muas) Linsis Toeal Pre-mxar- Fosi-inror
Rs poration poraion
14 2008 (o 17T 2008 (0
106 2008 11,10
{3 riwutisi {5 INNRETS]
Cross Proff 4 1 Salms /19 | 2 O QOO 3 3,000 27 00,0
| mx  Fyprnsax (R
Had Debey Sales 11 M N{RC 1V 1,600 32, Mu
A chpruisiag Dirct | 1 20 000 30 000 o0, 000
Sualat s vl Cann al Fapeanwes] 2 Thue (114 1 43 Doa 1,00 000 4, B0, 000
THreclar 5 kees ¥ Direci L ik Ly - 1 50,000
0% rod 1,93 500 7.42, W0
Peat b oit 1A HI =0 51 Mg 1 G6 4D0 15 47,600
Lees & ppooprlaeocs
Ermliminsny b epances (Nran R LLD
Drnallon (NHe 1) Ay 00X 100 pon [.00.000
19,54 DUO 1.7% 40N 1847 BOG
Capital Frefie Net Profnt
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Note : Capital profit 1 transferred to Capital Reserve Account and Net profit 1s transferred
to Profit and Loss Appropriation Account.

Working Notes :

(1) Total sales for the year 2008-09 =Rs 12.00,000 Sales for the first 6 months (1 4 2008 to
30 9 2008) = Rs 24,00,000 Therefore, sales per month during first 6 months =

Rs 24.00,000/6 =Rs 4,00,000

In effect, sales of first thiee months (1 4 2008 to 30 6 2008)=Rs 4,00,000~3 =

Rs 12.00 000 Sales of next mme months (1 7 2008 to 31 3 2009) = Rs 1.20,00,000 —

Rs 12,00,000=Rs 1,08,00.000

Ratio of Sales = 12,00,000 1,08,00,000=1 9 It s assumed that sales evenly occurred
during first six months

(2) These expenses generally accrue evenly throughout the year and are, therefore, divided
on the time basis,1e 3 9orl 3

(3) Directors’ fees are paid 1n case of company only These must natutally be shown 1n the
post-ncorperation period

(4) Preliminary expenses and donation are not charges against profit These are ticated as
appropriations

Illustration 2.

The promoters of proposed Horizon Lid purchased a running business on 1st January, 2009
from Mr Ultra Modem Horizon Ltd was incorporated on 1st May. 2009 The combined

Profit & 1055 Acrount for the year ended on 31 12 2207

Hs Ra_
To Rend, rates, [isurance, 120,000 By Cross proflr 15,041,000
elecimicity & salaries By Discoun recetvrd from 60,000
To Direclors’ siting fees 36.090 rreditors
Ta Preliminary exprnses 43,000
To Camage outwards and 55,000
seling eXpenes
To Interest paid o Vendors 100,000
Ta Prolt L2 00,00
15.60.000 13 6,800

Profit and loss prior and after the incorporation.

Following further information 1s available

(1) Sales up to 30 4 2009 were Rs 30,00.000 out of total sales of Rs 1,50,00,000 of the year

(2) Purchases up to 30 4 2009 were Rs 30,00.000 out of total purchases of Rs 90,00,000 of

the year

(3) Interest paid to Vendors on 1112009 @ 12% pa on Rs 10,00,000 being purchase
consideration

From the above mformation, prepare Profit and Loss Account for the year ended 31st

December, 2009, showing the profit earned puior to and after incorporafion and also show
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the transfer of the samc to the appropriate accounts

Solution :
Horizon Ltd.
Dr., Profit and Loss Account for the vear ended 31st December, 2009
Farticulars ¢ Fucad Fre o Pacioulaw | wad  Toral Pre Pox|
Nz Lnoo- Lrwrce B3 ‘ncar L. 4
porehun | porsion poratl [Hrraion
To R, Palex Wy firms Profs L | 1500 Ay 3 Dpb,BOF| 12 05,062
Iosairanan, Ebecrriciry 2 1,20,000 40,00 AW | B Dcount T &0 G2 FA e L2, 000
4 Salarics Toowhyer
To DNreckars sitzing i Ak 36D - M, GO
[
To Pralswesry | ¥ by - [LR 0]
Expatium
To Carriage Owtwanrd b T aby 1L 44,304
0 Lalewe 10 Vandos [ 1.02,00 L% &2 090
To haal Proft - 12,04
Transfarred 1o
- Lapha Resavo e, -
- MLl Approprixicn - 171000
1% €D, 12D D!!ll 11 44 00 L1,60,000{ 1 ») ] 12 40 DGa

Working MNoles .

r1) For 4 months to Wth Apetl sales amoinnted 1o Rs 30 00000 ann §ar Lhe rematning &
months, sales were (Rs 1500000 Ry 30,00 09 Rs 1,20.00,840 Cross proilt Is
Apportionrd intbe Mo uf3 1207 | . 4 assuming the gross e was nnlform throughour
the year) Therefore. Ibe gross profit Is apporiionod 48

15 03,000 15,00.000
Pro ;ﬁ-_-fJ:ns 100 0 Post —“'—5—.4zm12mmu

(2] These expenses generally accrae evenly throughomit the vear and are therefore divided
on the Ume basis. pre posy 4 munths 8 months ar |2,

Hrectons’ sitting fecs and preltminary cxpenses are gererallv found (n case comganics
These must naturally be shown In post- Incarparatan period

0l Carrlage miitward has been dppirtdoned In the rado of sales. 1=

53 rr
Pre  Rs i;@-lzmumu Post Ry —2o0

(3

4 = Rs (410D

nteres! accrues on thr basis of time Therelore It s divided on the mc basks Interest

has been paid For & smial of 1U months ilantiacs *p Cxtobert 4 months related to pre-
Incorpotatian perlod and 6 months to Pusi-incorperation pertod Therefore H 1s split

b

as
1 0000 1
Pre ks 0 » 4= Re 40 00] Pot Ry —%@—?E:Riﬁﬂﬂﬂﬂ
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Mlustration 3.

From the following mformation, calculate the ratio of Sales 11 each case separately

(a) (1) Date of acquisition — 1st Apnil, 2008, date of incorporation — 1st July, 2008

and date of closing the books of accounts — 31st March, every year

(1) The sales for the year ending on 31st March, 2009 wete Rs 1,20,000 of which

Rs 24.000 were sold during the first six months of the accounting period

(b) (1) The accounts were made up to 31st December, 2008 The company was

ncorporated on 1st May. 2008 to take over a business from the preceding 1st

January

(11) Total sales for the year were Rs 24.00.000 It 1s ascertamed that the sales for

November and December are one and half times the average of those for the

year, while those for February and April are twice the average

(¢) (1) X Ltd was incorporated on Ist July. 2008 to take the existing business of X from

1st April, 2008 Date of closing the books of account — 31st Maich, 2009

(1) Monthly sales m April 2008, January 2009 and March 2009 are double the

average monthly sales for remaming months of the year. June & July half the

average.

(YN Z Ltd was incorporated on 1st August, 2008, to take over the running business

of Kabir Bors with effect from 1st Apnl, 2008 The company received the

certificate of commencement of business on 1st October, 2008

(1) Total sales for the year, which amounted to Rs 64,00,000 arose evenly upon the

date of certificate of commencement, where after they recorded an increase of

2/3rd during the remamning period

Solution :

(a) Sales of first 6 months = Rs 24.000 Average sale of first 6 months = Rs 24,000/6 =

Rs 4,000 per month

Pre-incorporation period consist of 3 months (1 ¢ , Aprl, May and June) The sales of

those 3 months = Rs 40,000x3=Rs 12,000 Sales of remaining 9 months = Rs 1,20,000

— Rs 12.000=Rs 1,08,000

Therefore, the ratio of sales = Rs 12,000 Rs 1,08.000=1 9

(b) Let the avelage of monthly sales = x The sales of different months can be shown as Let the
average of monthly sales = x The sales of different months can be shown as
follows

Month| Jan Feh |March| Apal | May |June | Faly [ Aup | Sedt M | Nmv | Dee
Ll la x 1x 5 la 1x iz In 1z T 15

-
14
n
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PREPARATION OF FINAL ACCOUNTS UNDER COMPANIES ACT, 1956

INTRODUCTION:

Preparation of company financial statements mmplies prepaiation of profit and loss account, balance
sheet and notes to the accounts Notes to the accounts includes relevant data-and information which
1s needed by the useis but which cannot be presented 1n the financial statements

For example, they may contain additional mformation that 1s relevant to the needs of

the users about 1tems m the balance sheet and profit and loss account They may include disclosures
about risks and uncertainties affecting the cnterprise and any resources and obligations not
recogmzed 1 the balance sheet (such as mineral rescrves) Information about geographical and
industry segments and the effect on enterprise of changimg prices may also be

provided in the form of supplementary information Notes also include significant accounting
policies followed 1n the prepaiation of financral Statements, phystcal data relating to production

and sales, details regarding exports, foreign currency reccipts, expenditure, ete Financial statements
also show the results of the efforts, accountability and performance of the madnagement for the
resources entrusted to 1t by the shareholders The shareholders i ho assess

the stewardship or accountability of management may do so 1n order to take a decision

about their nghts They can also change the management 1f they are not satisfied with therr
performance In addition to the shareholders there are several other interested parties like mvestors.
creditors of both short and long-term. employees. rcvearchers etc for whom the information
provided by the financial statements 1s valuable for a wide range of econonuc decisions

Objectives of Financial Statements

The main objectives in preparing the financial statements are as follows

I' To provide financial information that 1s useful 1n meaking rational investment. credit and

similar decisions

2 To provide financial information to enable users to predict cash flows to the business

3 To provide financial mformation about business resources (assets). claims to these resources
(lhabilities and owner’s equity) and changes 1 these resources and clamms
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FINANCIAL STATEMENTS REQUIREMENTS AND CONTENTS:

Need for Regulation

Financial statements, the main link between the management and the interested parties will

not help much, 1f they are not drawn up propetly and do not disclose the required information
Without a proper system and control. the managements may conceal more than revcal in attempting
at window dressing to cover up their inefficiency They would like to project a better

image of the performance of the undertaking and 1ts financial position than what 1t really 15 Such
manipulations are referred to sarcastically as *Creative Accounting’ It may be worthwhile to recall
the constitution of the now famous Cadbury Commttee on Corporate Governance in U K The
committee was set up due to the general lack of confidence 1n accounting and other statements
published even by very promunent companies in U K which subsequently collapsed The concern
was not so much on account of the collapse of these companies but, more importantly, these
companies were perceived as very stable and strong companies and did not give any prior indication
of the true state of their financial affaws even befoie their sudden faillme If this can happen 1n a
developed country one can easily imagme the scenano 1n a country like owts It dsd happen m our
country also When some companies failed and the manipulations and frauds came to light, the
audited accounts published immcdiately before

such failures were serously questioned Due to the fact stated above, systematic and attempts on the
part of regulatory authorities 15 coming out with more standards and compelling more disclosures 1n
order to ensure transparency m financial statements resulting to mmprovement of the quality of
information to many users Corporates are also required to publish financia) statements at more
frequent intervals While Companies Act requues annual reports, Securities Exchange Board of
India (SEBI) requircs corporate to publish quarteily 1esults, although unaudited

Legal framework

(1) The board of directors must piesent at evcry annual general meeting the following

(a) a balance sheet at the end of the financial year, and

(b) a profit and loss account for that period

A financial year may be more or less than a calendar year but 1t should not exceed 15 months

With special permission from registrar 1t may extend to 18 months Companies normally prepare
their accounts for the financial year ending with 31st March every year (S 210)

(2) The profit and loss account and the balance sheet are prepared with the help of books of

account kept by the company Such books are required to be kept on accrual basis and

according to the double entry system of accounting (S 209)

(3) Every balance sheet of a company must give a true and farr view of the state of aftairs of the
company and must conform to exther the horizontal or vertical form specified in the

part I of Schedule VI to the Act It must also comply with the general instructions given at

the end of the part I Every profit and loss account must give a true and fair view of the

profit and loss of the company for the financial year and must also comply with the requirements

of part II of the Schedule VI

Financial statements must be prepared 1n accordance with accounting standaids These

standards are prepared by the Institute of Chartered Accountants of India (ICAl) and are

prescribed by the Government 1n consultation with the Nanonal Advisory Commuttee on
Accounting Standards constituted under S 210 (A) of the Act Until the standards are
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prescribed by the Central Government the accounting standards speeitied by ICAI arc
applicable Where the companies do not comply with the accounting standards such compantes
must disclose the following

(a) The deviation from the accounting standards,

(b) The reasons for such deviation, and

(¢) The financial effect, 1f any, anising due to such deviation (S 211)

(4) As per standard ASI (*Disclosure of accounting policies”) all significant accounting policies
adopted 1n the preparation and presentation of financial statements must be grven at

one place and form part of financial statements In the published accounts significant
accounting policies constitute one of the schedules to the profit and loss account and the
balance sheet Some companies also give 1t under notes to accounts

(3) A holding company must give a statement disclosing 1ts mterest 1n the subsidiaries besides
enclosing the financial statements and the reports of board of directors of such subsidiaries

(S 212)

(6) Every balance sheet and profit and loss account ot a company must be authenticated by its
manager or secretary and by not less than two directors one of whom nust be managing
director 1f there s one (S 215)

(7) The financial statements must be accompanied by the report of the statutory auditor to the
shareholders The audit report must also be accorapamed by the annexure as required by

the Manufacturing and Other Companies (Auditor’s Report) Order 1988 15sued by the

Central Government 1n terms of § 227 (4A) of the companies Act, 1956 (S 216)

(8) Every balance shect laid by the company at the annual general meeting must be accompamed
by a report of the board of directors (S 217) The contents of this report are given

later

(9) All the above documents are known as published accounts/annual accounts and must be
sent to every shareholdertrustecs of debenture holders at least 21 days before the date of
AGM (S 219)

(10) In addition to the above requirements annual accounts of listed companies will also include
certain other statements 1n accordance with the requirements of listing agreement

With a view to mcrease transparency, ensure good corporate governance and provide
protection to investors SEBI has directed stock exchanges to introduce additional clauses

n the listing agreement, which make the following statements mandatory

Cash flow statement

A report on Corporate Governance

Management discussion and analysis

(11} Enlightened companics also 1nclude 1 the annual accounts much more mformation like
‘financial highlights” for 5 to 10 years, important 1atios, social responsibility statements

etc These aspects will be discussed in the next chapter

(12) Annual accounts listed 1n stock exchanges outside the country must satisfy the requirements
of those stock exchanges For example thove companices listed 1n U S A report mcome

as per GAAP followed i USA

Preparation of financial statements - Statutory and accounting standard requirements.
Under the heading Legal Framework we have seen that financial statements must be prepared
in accordance with the provisions of company and alse comply with the Accounting
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Standards In the company law schedule V1 deals with the preparation of both the balance
sheet and profit and loss account Besides, there are number of Sections which have bearing
on the ration of financial statements like 198,205, 349, 350 to mention a few These will be
dealt with at the appropnate place With respect to accounting standards all accounting
standards specified by ICAI have to be complied till the Government prescribe the standaids
It has been made mandatory for the directors to give a responsibility statement stating that
applicable accounting standards have been followed They must also state that accounts are
prepared on gomg concern basis We will discuss the 1elevant accounting standards on the
preparation of statements at the appropriate place

Meaning of ‘True and fair view'.

True and fair does not mean confornung to the forms prescribed by the Act True and fair
view can be obtamed only 1f annual accounts are prepared in a defined manner as laad down
by vanous accounfing standards and in conformity with the Generally Accep ted Accountmng
Principles (GAAP) Although managers prepare the accounts to reflect a true and fair view
according to their opinion, ulimately 1t must be to the satisfaction of the auditor, as he 1s the
person concerned to give the certificate that the statements reflect a true and farr view of the
state of affairs of the company If he 1s not satisfied he would give only a qualified report

The term ‘true and faic” has not been defined i law nor 1s defined by any accounting standard
However, 1t may be presumed that the financial statements reflect a “true and fair

view 1if the following requirements are met

a) The statements are drawn 1n accordance with the requirements of Parts T and 11 of Schedule VI of
the Companies Act

b) Proper books of accounts arc maintained on double entry punciples and following accrual
basis of accounting

¢) Accounts are drawn up conforming to GAAP and the 1equirements of accounting standards
d) Financial statements retlect substance of transactions and events that took place during

the year

e) Accounts disclose all information as required by the statutory auditor although some information
may not be strictly required by law

Accrual Basis

It 1s mandatory under the Companies Act for all companies to maintain their accounts on
accrual basis and according to double ¢catry system of accounting Accrual basis as
distingwished from cash basis recognizes TEVEnues i the period eamed even 1f such revenues
are not recerved 1n cash and simularly expenses are recogmzed 1n the period mcurred 1n the
process of generating revenucs even if such expenses have not been paid AS-1 on ‘Disclosure
of Accounting Policies’ requires disclosure if fundamental accounting assumptions, viz, Gong
Concern, Consistency and Accrual are not followed Implicit 1 ths 1s that enterprises should
follow these fundamental assumptions 1n the preparation of financial statements In the
previous para, the meaning of accrual 1s explained The meanmg of gomg concern 1s that the
enterprise will continue operation for the foreseeable future On that basis assets are valued

If there 1s a need or intention to liquidate the enterpnse, the financial statements may have to
be prepared on a different basis and. if so, the basis should be disclosed Consistency hes 1n
following consistently the same accounting policies from one pertod to another However,
accounting policies can be changed exceptional circumstances such as legal compulsion
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or due to the 1equirement by an accounting standard

(A) BALANCE SHEET

1 Balance sheet must be prepared in the p1escribed form as set out 1n Part I of Schedule VI
of the Companies’ Act, (Sec 21 1) The Central Government may permut other forms

either gencrally o1 1n particular case Under Schedule Vi a company has the choice to
choose either the horizontal form or vertical form Almost all the compamies prefer to

1eport 1n vertical form as the horizontal form appears clumsy wrth all detarls stuffed

under cach headimg Both the forms have a column indricating the figures of the immediately
preceding financial year in 1espect of each of the 1tems shown 1n the balance sheet

This form does not apply to banking, insurance, and electricity companics which are
governed by special statutes and the formats for financial statements are prescribed

therein

2 Companies while preparing the balance sheet must not only conform to the format but
must also adhere to notes and general 1nstructions given in the schedule For instance the
Department of Company Affarrs (DCA} has stated that 1t would not be desirable to use the general
reserve for the purpose of redeenung the preference shares as long as there 15

a debrt balance 1n the profit and loss account

3 Vertical balance sheet which 1s very simple 1s supported by a number of schedules which
gwve details under each of the items The schedules giving such details, significant accounting
policies and explanatory notes form an Infegral part of the balance sheet

4 A footnote 15 added to the balance sheet to show separately contingent habilities

5 In addition to the balance sheet, companies are also requrred to give balance sheet abstract
and company’s general busmess profile 1n the prescubed format

6 A skeleton summary of the horizontal balance sheet 15 given below followed by details to
be given under each item After that the two types of balance sheets, as prescribed in Part

1 of Schedule VI, a1e reproduced

Horizontal Balance Sheet (in skeleton form)

Liabilities Assets

(1} Share Capatal (1) Fixed Assets

(11) Reserves and (11) Invesiments

(111) Secured Loans {(un)Current Assets and Loans and Advances
(1v) Unsecured Loans A Current Assets

(v) Current Liabilities B Loans and Advances

and Provisions

A Current Liabilities (1v) Miscellaneous Fxpenditure

B Proyvisions (v) Profit and Loss Account (debrt balance)
Details in the Balance Sheet items

Share Capital

(1) Details of authorized, 1ssued, subscribed and, called-up capital must be given separately

with respect to preference and equity shares, the two types of shares, companies are permitted
to 1ssue

(1) From the called-up capital “calls in arrears’ must be deducted to arrive at paid-up capital
Calls 1n arrears must be separately shown for drrectors and others

(i) Forferted shares balance, 1f any, after transferring profit on reissue to capital resers e, should
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be added to paid-up capital

(rv) Shares allotted for consideration other than cash such as shares allotted to vendor companies
in mergers and acquisitions mn puisuance of takeover agreements must be disclosed by way of
mformation under this head

(v} Stmilarly particulars of bonus shares 1ssued must be given Sources from which bonus
shares are 1ssued, e g, capitalization of profits or reserves or from share premium account,
must also be stated

(vt) Terms and conditions of redemption/ conversion of preference shares along with the
earliest date of redemption or conveision must be given Particulars of any option on
umssued share capital must be specified

(1) When a public 15sue 15 made. any money recetved will become part of shaie capital only
after the allotment 1s made Therefoie, share application moneys and calls-in-advance

must be shown separately The [CAI has suggested that such amounts should be shown
separately between ‘share capital’ and ‘reserves and surplus’ However, excess apphication
moneys received must be shown under current liabilities as these have to be repaid

within a short pertod

Reserves and Surplus

(1) Under this heading are shown the items reserves and surplus Surplus refers to the credit
balance n the profit and loss accounts after providing for appropriations such as dividends,
teserves, etc This item 1s available i future for distribution of dividends and any

write-offs which the company may decide

Reserves are of two types, namely capital and revenue reserves Capital reserves are built
up by appropniating capital profits such as profits on sale of asscts, investments. on reissue
of forferted shares etc These are not available for distnibution as dividends On the

other hand revenue reserves arc built up by appropriating révenue receipts or profits

These may again be classified into free reserves and specific reserves Specific reserves are
created for a specific purpose and the examples are dividend equalization reserve. debenture
redemption reserve, etc Some of the specific reserves such as mvestment allowance
reserve, development allowance reserve, export mcentive reserve may be called tax reserves
as these are created under the Income Tax Act They are also referred to as statutory
reserves

f1) Details of reserves and surplus are to be shown under seven items provided under this
heading All additions and deductions since the last balance sheet must be shown under
each of the specified heads

{ir) A reserve 18 to be disunguished from reserve fund The last item under this heading 1s
*Sinking Fund® The word fund 1n relation to any 1eserve 1s specifically represented by
earmarked investments

fn) If the profit and loss account 1s a credit balance 1t would be shown ay surplus under this
heading On the other hand, 1f it 15 a debit balance the same should be deducted fiom the
reserves Although 1t 1s not specified, such deduction can only be from free reserves

(v} In the case of the item ‘Secunty Premium account’ all details of utilization n the manner
provided under Sec 78 of the Companies Act must be shown m the yeat of utthzation

(vt) Debentuie Redemption Reserve created as per SEBI guidelines 1s an example of specific
revenue reserve
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Secured Loans

(1) Under this heading fully secured loan are shown A tully secured loan 1s one where the
market value of the security 1s more than the amount of loan If the value of the securty

15 less than the loan amount, the loan becomes partly secured Unsecured part of such

loan has to be shown under the next heading unsecured Joans

(1) Interest accrued on loans should be mcluded under the appropriate item under this head
If 1t relates to debentures then under debentures and sumilarly for other items

(1) If the loans are guaranteed by the directors or managers, details must be disclosed If
loans are from directors 1t should be shown separately

{1v) Nature of sccurity 1n each case 1s to be specified

{(v) Terms of redemption or conversion of debentures and earliest date of redemption to be
stated

{v1) If the assets are mortgaged n favour of a third party who had guaranteed the loan, such
loan should also be classified as secuted loan The fact of mortgaging the assets in favour

of guarantor instead of the lender should be stated

{vi;) Future 1nstallments payable under hne-purchase agreements should be shown under secured
loans as a separate item

fviri)Debentures guaranteed by Government are not a secured loan as no asset has been mortgaged
against such a loan

(1x) Application moneys recen ed against a debenture 1ssue pending allotment should be
shown as short-term deposits

Unsecured Loans

(1) These are loans for which no security has been provided for In the case of partly sccured
loans that portion of the loan which 1s not covered by the security win also appear

under this heading There are four rtems under this head, namely, (1) fixed deposuts, (2)
loans and advances, (3) short-tcrm loans and advances, and (4) other loans and advances

f1j Short-term loans and advances arc those which are due for payment within one vear from
the date of balance sheet Normally such items are shown undei current liabilities However,
current liabilities are expected to be repard from out of current assets Because

of this other condition probably these 1tems are not shown under current habilities

Current Liabilities

(1) The ICAI *Guidance note on terms used m Financial Statements’ defines current hiability
as hability including loans, deposits, bank overdraft which falls due for payment in a relatively short
period, not more than twelve months However, Schedule VI requires

showing of short-term secured and unsecured loans under the appropriate heads and not
under current liabilities Again interest accrued and due with respect to secured and
unsecuted loans are also not shown under current habilities but shown under the respective
heads

(1) This heading provides for seven 1items Acceptances are bills accepted by the enterprise
and pending payment on the balance sheet date The items sundry creditors include all
liabilities ansing out of the trading activities of the company and any other current liabilities
fall under item (6) *Other ltabilities (1f any)

(1) The item ‘Subsidiary Company” 1s to be used to reveal liabilities to a subsidiary for purchase
of goods and services ete
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(v} Advance pavmenis nclude any payment recerved m advance against which goods are to

be supphed or services are to be rendered 1n short run Advances from customers, dealers

ete fall under this category

(v) Unclaimed dividends These are dividends n respect of which warrants have been 1ssucd

to the shareholders but not yet encashed by the shareholders These must be distinguished

from unpaid dividends which mean dividends have been dec lared but not paid or the

warrants and cheques 1n 1espect of that have not been 1ssued Both unclaimed dividends

and unpaid dividends are to be shown as current labulities

(v1) Interest accrued on loans but not due should be shown under current lLiabilities This happens
when mterest dates and balance sheet date do not comcide For example if interest 1s

payable on a loan on June 30, and December 31. and the balance sheet 1s prepared on

March 31 Interest Payable from December 31, the last date of mierest payment to March

31. the date of balance sheet represents interest accrued but not due It becomes due only

on the next interest date, viz June 30

Provisions

(1) Part 11T of Schedule VI defines a provision as any amount written off or retained by way of
providing for depreciation, renewals or duminution 1n value of assets or retamned by way

of providing for any known Labihity of which the amount cannot be determined with

substantial accuracy For example. a tax on curient profits 1s a known liability but the

amount cannot be determined exactly as the income tax officer may compute taxable income
differently Thetefore, a provision 1s made for taxation Part 111 also states that reserves

do not mclude any such provisions If the directors feel any such provision already

made 1s 11 excess of the requirement such excess can be treated as reserve

(1) Thete are s1x tems undet this heading While some provisions have been mentioned like
proy istons for taxation, proposed dividends, provision for contingencies etc there 1s a

residuary 1tem called “‘Other Provisions”

(1) Tn the case of contingencies losses should be provided for 1f the two following conditions are
satisfied

(a) It 1s pussible that future events will confirm, after taking into account any related

recovery that an asset has been impaired or a habihity has been incuried

(b) A teasonable estimate of the resulting loss can be made

All such amounts provided would appear under the headmg provision for contingencics
Contingency

1s a condition or situation at the balance sheet date, the ulumate outcome of which

tesulting 1n gain o1 loss 15 known only on occurrence Or non-occurrence of one or more uncertam
futuie events Disputed tax lhiabilities such as excise duty, sales tax, income tax are all

example of contingencies Whete the amounts cannot be reasonably estimated. companies disclose
them as contingent liabihities Some of the contingencies can result 1n gains and such

gams should not be 1ecogmzed as per AS-4

Contingent Liabilities

(1) According to Guidance note on Terms used m Financial Statements 1ssued by ICAL contingent
liability means “‘an obligation relating to an existing condition or situation which

may arise in future depending on the occurrence or noN-OCCULIENce of one or more uncertain
future events” For example, there may be hingation against the company pending 1n
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d court, say, for breach of contract It becomes 4 l1ability of the decision 1s agamst the
company and the conpany s called upon to pay darages to the other party On the other
hand 1f the court holds that no breach has occurred there will be no liability, as the company
need not pay any damages Simularly a company may contest the assessments made

by tax authonities n relation to excise duty, sales tax. income tax etc In all such cases the
amounts 1nvolyed 1n the appeal are shown as contingent habulitiecs However, the conect
proceduie would be to assess the legal proceedings and aficr obtaming the opinion of the

lawy ers make adequate provision if such opinion expresses that there 1s no strength n the
appeal and the appcal 1s Iikely to be lost

(2) Schedule VI clasufies contingent habilities under the follow ing heads

ft) Claims agamst the company not acknow ledged as debts,

(1) Uncalled Liabulity on shares partly paid,

fur) Anears of fixed cumulanye dividend,

(1) Estimated amount of contracts lemaining to be executed on capital account

not provided for, and

(1) Other money for which the ‘company 15 contingently liable Unde this head

Ing 15 to be shown the amount of Iy guarantees given by the company on

behalf of duectors or other officers of the company Where practicable, the

general natuie and amount of each such contingent habilrty, 1if materal, must

also be specificd

With respect to contingencies, 1t 1 the accounting policy of many companies to provide for all
known labilities 1 the accounts, except lhabilities of a contingent nature, which they disclose
adequately at the foot of the balance sheet

Fixed assets

(1} As per AS-10 *Accounting for Fixed Assels’ a fived asset 1s an “asset held with the intention
of being used for the purpose of producing o1 providing goods or services and 1s not

held for sale in the normal course of business ™ Even assets which aie not legally owned

but are held for the production of goods or services ale shown under this heading Examples
are leasehold premuses, and assets purchased under hie-purchase agiecments

The latter are shown at cush price and the interest element 15 excluded from the valuce of
dssets

{(laj With AS 19 coming mto force, assets leased will appedr 1 the books of lessee and

not lesser as the case before Lesser will show 1n hus books lcase payments

due under financial lease

(2) Under this heading there are different Categorics starting with goodw 11t and ending with
vehicles cte Under each head the original cost, and additions thereto and deductions

there from during the year and the total depreciation written off o1 provided to the end of

the year are to be stated It would be clumsy to show all the detauls n the balance sheet

itself and therefore a separate schedule will provide such details

(3) In ascertaimng the cost of an asset all expendituie incuried n bringing 1t to present location
and put 1t to working condition should be included Thus costs of transportation,

eapenditule on trial runs should be capitalized In the casc of land and buildimgs amounts
spent on 1egistration, stamp duty paid, architedts fees ete are all caprtalized

{4) In the case of assets purchased with a iability foreign currency outstanding, such liability
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may 1ncrease o1 decrease due to fluctvations in exchange rates Such increase or

decrease m liability 1s to be added or deducted from the assets concerned

(5) Sometimes assets are written off due to a scheme of capital 1eduction or as a result of
revaluaton In such cases every balance sheet (after the first balance sheet) subsequent to

the reduction or 1¢y aluation must show the revised figuies with the date of reduction

place of the original cost

(6) Simularly, where sums have been added by wniting up the assets, every balance sheet

subsequent to such writing up must shown the mncreased figures with the date of the

ineiease 1 place of the original cost Each balance sheet for the first five years subsequent

to the date of wirting up must also show the amount of mcrease wade

(7) In every case where the original cost of the asset cannot be ascertained without unieasonable
expense or delay, the valuation shown by the books can be given For this purpose,

such valuation shall be the net amount at which an asset stood 1n the company’s books at

the commencement of this Act after deduction of the amounts prex 1ously provided or

wiitten off by way of depreciation, and where such an asset 1s suld. the amount ot sale

proceeds shall be shown as a deduction

Investments

(1) AS-13 defines investruents as assets held by an enterprise for earning mcome by way of
drvidends, mterest, and rentals, for capital appreciation. or for other benefits to the investing
enterprise Investments represent capital mvested outside by an enterprise and they may be long-
ferm ot current nvestments Current 1nvestments by 1ts nature ae readily realizable and are intended
to be held for not more than one vear Investments other than current aie considered to be long-term
This classification 1s very important as current mvestments are considered to be current m nature
Schedule VI does not require this classification The schedule also leaves valuation to the company
A company can value the mvestments at cost or marhet value The schedule was pioposed to be
amended m 1993 to make good the omissions but did not come through

(2) The schedule requires mvestments to be shown under the following categones

(1) Government or Trust securiies,

(11} Shares, debentutes or bonds,

{11y Immoy able properties,

(1v) Capatal of partnership firms

(3) Shares, debentuies and bonds held m subsidiary company must be separately shown

{4) Company should disclose the nature of investment and the mode of valuation

(5) The first two categories must be subdivided 1nto quoted and unquoted and matket value

of q oted 1y estments must be grven

(6) In the case of shares etc details of fully-paid and partly-paid must be given

(7) A statement of investments (whether shown unde1 nvestment or undel current assets as stock-in-
trade) separately classifying trade 1nyvestments and other 1oy cstments should be annexed to the
balance sheet. showing the names of body corpoiates in whose shares or debentures mvestments
hav e been made and the nature and extent of nvestment so made

i each such body corpotate Tiade mvestment means an investment by a company m shares or
debentures of another company. not bemg its subsidiary, for the purpose of promoting trade or
business of the first company Trade investments are considered to be fixed assets

(8) In the case of investments wn partnership fiums, the names of the firms, the names of all the
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partners, the total caputal, and the shares of each partner must be given

Current Assets and Loans and Advances

(1) This 1s a common heading to

(A) Current Assets, and

(B) Loans and Advances

{2) Cash and other assets that are expected to be converted into cash or consumed i the
production of goods or rendenng of services n the normal course of business are defined

as cuirent assets (ICAI Guidance Note on terms used 1n Financial Statements) Current
assets are usually v alued at lower of cost and net realizable value Howey er, the schedule
does not specify the mode of valuation but requires disclosure of mode of v aluatron with
respect to stores and spare parts, raw matenial, stocks, and work-1n-piogress If in the
opinion of the boaid of duectors, any of the cunent assets does not have a value on
realization 1n the busmess at least equal to the amount at which 1t 1 stated, this fact must

be disclosed

(3) Sundry Debtors:

The following details must be shown

a Age-wise classification showing debts outstanding for 4 period of more than s1x months
and other debts

b Classification based on security and recoveilability (g) Debtors considered good In 1espect
ol which the company 15 fully secured, /) Debts considered good for which the company
holds no sccunity other than the debtor's personal security, (e) Debts considered doubtful

or bad

¢ Related party debts and maximum outstanding () Debts duc by directors or other officers
of the company o1 anyone of them erther severally or jointly with any other person or

debts due by firms or private companies respectively in which any director 1s a partner or

a director or a membe: to be separately stated (b) Debts due from other companies under
the same management to be disclosed with the names of the companies (¢) The maximum
amount due by duectors or other officers of the company at any time during the year to be
shown by way of 4 note

d It 1s itequired to deduct provision for bad and doubtful debts from the sundry debtors The
provision should not exceed the amount considered doubtful or bad Any surplus provision
already created should be shown as ‘Reserve for bad and doubtful debts’ under the

head "Reserves and Surplus’

(4) Bank balances

These are primarly classified into fa) balances with scheduled banks, and other banks With
respect to balances with scheduled banks details of current accounts, call accounts and deposit
accounts should be given With respect to other banks, the name of the banks together with
nature of accounts should be given If the dircctors or their relatives have inteiest 1n the
nonscheduled

bank wheiein bank balances are maintamed the same should be disclosed

(5) Loans and advances

These are also broken into:

a Advances and loan to subsidiaies.

b Advances and loans to partnership firms jn which the company or 1ts subsidiary 15 a
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pdrtner,

¢ Bills of Exchange,

d Advances recoverable 1n cash or kind or for value to be recovered, 1 ¢, rates, taxes, 1nsurance
etc

¢ Balance with customers, port trusts, etc (where payable on demand)

t Disclosure requirements of loans and ady ances are similai to that of sundry debtors
Miscellaneous Expenditure

(1) The amounts are shown to the extent not wiitten off o1 adjusted The first item under this
head 1s "Prelmmunary Expenses’ These are also known as formation expenses and include

legal costs 1n diafting the Memorandum and Articles, capital duty and other fees on registration,
cost of printing memorandum, articles and the statutory books of the company

and any other expenses associated with the formation of the company These are noimally
written off against profits over a period of time Until 1t 15 fully written off, the

amount not written off appears under this head

{2) Expenses associated with the ssue of shares and debentuies such as 1ssue expenses. brokerage
paid to brokers, underwriting commission paid to under-wiiters appeais under

thss head These can also be capitalized mstead of showing as miscellaneous expenditure

When shares and debentures are 1ssued at discount, the hiability on account of share capital

and debentures will appear at par value However, cash received will be short of such

liability and the difference being discount appears under this heading Financial prudence
requires such amount to be witten off over a penod

(3) Interest paid out of capital during construction can ecither be capitalized or shown as
miscellaneous

expendituie Most of the 1items coming under miscellaneous expenditure are

deferred revenue expenses and must be written off over the period for which benefit 1s
available For example, debenturc discount and 1ssue expenses can be written off over the
maximum period for which the debentures would be outstanding The fact that the amount
spent 15 large does not make expenditure deferred revenue expenditure Such expenditure
should benefit future period

Profit and Loss Account

This represents accumulated losses To the extent free reserves are available, such losses must
be adjusted When the reserves are not sufficient, the balance appears under this heading
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Notes:

(1) Details under each of the above items shall be given 1n separate schedules The schedules

shall incorporate all the information 1equired to be g en under Part 1A of the Schedule

VIrcad with notes contaming geneial instructions for preparation of Balance Shect

(2) The schedules, referred to above, accounting policies and explanatory notes that may be
attached shall form an integral part of the balance sheet

(3) The fig n the balance shect may be rounded off to the nearest *000 Or *00 as may be convenent
or may be cxpressed in terms of decimals of thousand
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PART 11 SCHEDULE V1

REQUIREMENTS AS TO PROFIT AND LOSS AC COUNT

1 The provision of this Part shall apply to the income and expenditure account teferred 1o

1n sub-section (2) of Sec 210 of the Act, 1n like manner as they apply to a profit and loss

account. but subject to the modification of 1eferences as specified in that sub-section

2 The profit and loss account

(a) Shall be so made out as clearly to disclose the 1esult of the working of the company duling

the period covered by the account, and

(b) Shall disclosc every material feature, including eredits or receipts and debits 01 cxpenscs

1n respect of non-recurnng transactions or transactions of an exceptional nature

3 The profit and loss account shall set out the various items 1elating to the income and cxpenditure
of the company ananged undetr the most convenient heads, and 1n particular, shall disclose the
following information 1n 1espect of the period cov ered by the account

(1) (a) The turnover, that 1s, the agglegate amount for which sales are affected by the company.
giving the amount of sales 1n 1espect of each class of goods dealt with by the

company, and indicating the quantities of such sales for each class separately

(b) Comnussion paid to sole selling agents within the meaning of Sec 294 of the Act

(¢) Commussion paid 1o other selling agents

(d) Brokerage and discount on sales, other than the usual trade discount

f17) In the case of manufacturing compames,

(1) The value of the raw materials consumed, gnng item-wie break-up and mdicating the
quantities thereof In this break-up, as far as possible, all important basic raw materials

shall be shown as separate stems The intermediates or components procured from other
manufactarers may, if then hist 15 100 large to be included 1n the break-up, be grouped

under suitable headings withour mentioning the quantties. provided all those items which

in value mdividually account for 10%e or mote of the total value of the raw matei1al consumed

shall be shown as separate and distinct items with quantities thereof 1 the bieakup

(2) The opening and closing stocks of goods produced, giving bieak-up 1n 1espect of cach

class of goods and indicating the quantitics thereof

a) In the case of trading companues, the purchases made and the opeming and closng

stocks, giving break-up 1n respect of each class of goods traded in by the company and indicating
the quantities thereof

b) In the case of companies rendenng or supplying services the gross income denved

from services rendered or supphied

¢) In the case of a company, which falls under more than one of the categories mentioned

1n (a). (b) and (c) above, 1t shall be sufficient compliance with the requirements

heren 1f the total amounts are shown 1 1espect of the opening and closing stocks,

purchases, sales and consumption of raw material with 1 alue and quantitative breahup

and the gross income fiom services rendered 15 shown

d) In the case of other compames, the gross income derny ed under, different heads

Note 1 The quantities of raw materials, purchascs, stocks and the tumon e1, shall be expressed

1n quantitative denominations 1n which these are normally purchased ot sold m the

market

Note 2 For the purpose of items (21} («), (1)(b) and (12)fd), the item for which the company 1§
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holding separate mdustnal licenses, shall be ireated as sepaate classes of goods, but

where a4 company has more than one industrial license for production of the same 1tem

at different places or for expansion of the licensed capdcity. the item covered by all

such licenses shall be treated as one class In the case of trading companies, the imported

1tems shall be classified 1n accordance with the classification adopted by the

Chuef Controller Imports and Exports 1n granting the mmport licenses

Note 3 In giving the break-up of purchases, stocks and turnovet, items like spare parts and
accessories, the list of which 1s too large to be included in the bieak up. may be groupcd under
suttable headings without quantrties, provided all those 1tems, which mn value indtvidually account
for 10% or more of the total value of the purchases, stocks, or turnover, as the case may be, are
shown as separate and distinct items with quantities thereof in the break-up

(11} In the case of all concerns having works in progress, the amounts for which such works have
been completed at the commencement and at the end of the accounting period

(1) The amount provided for depreciation, renewals or diminution 1t value of value of fixed asscts
If such provision 15 not made by means of a depieciation chaige. the method adopted for making
such provision If no provision 1s made for depreciation, the fact that no provision has been made
shall be stated and the quantum of arreats of depreciation computed m accordance with Sec 20512)
of the Act shall be disclosed by way of a note

) The amount of interest on the company’s debenturcs and other fixed loans, that 15 to sav, loans
for fixed pertods, stating separately thc amount of interest, 1f any, pard or payable to

the managing drrector and the manager, 1f any

fvi) The amount of charge for Indian 1ncome-tax and other Indian taxation on profits. mcluding,
where practicable with Indian Income-tax, any taxation mmposed elsewhete to the extent to the relief,
if any, from Indtan income-tax and distinguishimg, where practicable,

between income-tax and other taxation

(vuz) The amounts reserved for

(ajRepayment of share capital, and

th)Repayment of loans

(vi1) (2} The aggregate, 1f matenal, of 4y amounts set aside or proposed to be set aside, to

reserves, but not including provisions made to meet any specific liability, contingency

or commutment known to exist as the date as at which the balance sheet 15

made up

(b) The aggregate, 1f matenal, of any amounts wrthdrawn from such reserves

(1x) (a) The aggiegate, 1f material, of 4ny amounts set aside to provisions made for

meeting spectfic habilities contingencies o1 commitments

(b} The aggiegate, 1f material, of the amounts withdiawn from such provistons, as no

longer required

(x\)} Expenditure incurred on each of the follow Ing 1tems, separately for each 1tem

(a) Consumption of stores and Sparc parts

(b) Power and fuel

{c) Rent

(d) Repairs to buildings

(e) Repairs to machimery

(D) (1) Salaries, wages and bonus
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(2) Contitbution to provident and other funds

(3) Workmen and staff welfaie expenses to the extent not adjusted from any

PIEVIOUS PLOVISION OF Yeserve

Note 1 Information 1n respect of this item should also be given 1n the balance sheet under

the 1elevant provision or reserve account

{g) Insurance

(h} Rates and taxes. excluding taxes on income

(1) Misccllaneous expenses

Provided that any ttem under which the expenses exceed 1 pel cent of the total 1evenue of the
company or Rs 5,000, whichever 1s hugher. shall be shown as a sepatate and distinct 1tem
against an appropiiate account head mn the Profit and Loss Account and shall not be combined
with any other 1tem to be shown under “Misc ellaneous expenses’

rx1) fa) The amount of income from 1nvestments. disunguishing between trade investments
and other investments

(b) Other mcome by way of nterest, specifying the nature of the income

{¢) The amount of ncome tax deducted 1f the gross mecome 15 stated under sub-paragraphs

(a) and (b) above

(1) (a) Profits or losscs on investments showing distinctly the extent of the profits or losses
earncd or ncurred on account of membership of a partnership firm to the extent not

adjusted from any previous provision or reserve

Note Information n respect of this item should also be given n the balance sheet under the
relevant proyiston reserve account

(b) Profits or losses 1 respect of tiansactions of a kind, not usually undertaken by the
company or undertaken 10 circumstances of an exceptional or non-recurring naturc, 1f
material in amount

{c) Miscellaneous income

(xu11) a) Dividends from subsidiary companies

(b) Provisions foi losses of subsidiary companies

f1nv) The aggregate amount of the dividends paxd, and proposed. and stating whether such
amounts are subject to deduction of income-tax or not

(1) Amount, 1f matenal by which any items shown 1n the profit and loss accounts are affected
by any change 1n the basis of accounting

4 The profit and loss account shall also contamn or given by way of a note detailed information,
showing separately the following payments provided or made during the financial

year to the directors including managing directors or manager, 1f any, by the company,

the subsidiaries of the company and any other person,

(1)Managerial remuneration under Sec 198 of the Act paid or payable during the financial
year to the directors (including managing dnectors, Or manager, if any,

Clauses (1) to fv1) 1elating to managing agents omutted by notification No GSR 78 dated 4-
1-1963

(vir) any other perquisites or benefits m cash or m kind (stating approximate money value where
practicable),

fviri)pensions, efc ,

{a} pensions.
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{(b) gratuities,

(¢) payments fiom provident funds. in excess of own subscriptions and mterest thereon,

(d) compensation for loss of office,

(¢) consideration in connection with retirement from office

4A The profit and loss account shall contan of give by way of a note a statement showing the
computations of net profits in accordance with See 349 of the Act w ith relevant details of

the calculation of the commussions payable by way of percentage of such profits to the
directors including managing director, or mana ger (1f any)

4B The piofit and loss account shall further contain or grve by way of a note detailed imformation
In regard to amounts paid to the auditor, whether as fees, expenses or otherwise

for services rendeied

fa) as auditor,

(b} as adviser, or in any other capacity, 1n respect of

{1) taxation matters,

(1) company law matters,

i1} management services, and

f¢) m any other manner

4C In the case of manufacturing companics, the profit and loss account shall also contain, by
way of a note 1n 1espect of each class of goods manufactured. detailed quantitative nformation
1n regard to the following, namely

(aj the hicensed capacity (where license 1s 1n force),

fh) the installed capacity, and

{¢c) the actual production

Note | The licensed capacity and installed capacity of the company as on the last date of the
year to which the profit and loss account relates. shall be mentioned agamst items (ag) and

(b) above, respectiv ely

Note 2 Agamst item (e), the actual production in respect of the finished products meant for sale
shall be mentioned In cases where semi-processed products are also sold by the company,
separate details thereof shall be given

Note 3 For the purposes of this paragraph, the items for which the company 1s holding separate
industrial licenses shall be treated as separate classes of goods but where a company has more than
one mdustnial license for production of the same rtem at different places or

for expansion of the licensed capacity, the item covered by all such licenses shall be treated

as one class

4D The profit and loss account shall also contain by way of a note the following information,
namely

fa) value of tmports calculated on C I F bas:s by the company during the financial year in
respect of

1) Raw materials,

(1) Components and spare parts,

(uz) Capital goods,

(b} expendtturc 1n forergn currency during the financial vear on account of 1oyalty, known how,
professional and consultation fees, interest, and othe matters,

(¢) value of all imported raw materials. spare parts and components consumed duiing the
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financial veal and the value of all indigenous raw materials, spaie parts and components
similarly consumed and the percentage of cach to the total consumption,

(d) the amount remutted during the year in foleign currencies on account of diy 1dends with a
specific mention of the number of non-tesident shareholders, the number of shares held

by them on which the dividends were due and year to which the dividends related,

(e) Earnings in foreign exchange classified under the following heads. namely

11) Export of goods calculated on F O B basis,

(1) Royalty, know -how. professional and consultation fees,

(111) Interest and dividends,

() Other income, mdicating the nature thercof

5 The Central Government may direct that a company shall not be obliged to show the
amount set aside the provisions other than those relating to depreciation renewal or diminution
1 value of assets. 1f the Central Government 1s satisfied that the information should

not be disclosed 1n the public 1ntetest and would prejudice the company, but subject to

the condition that in any heading stating an amount arrived at after taking 1nto account

the amount set aside as such, the provision shall be so framed or marked as to mdicate

that fact

6 (1) Eacept 1n the case of the first profit and loss account lasd before the company after the
commencement of the Act, the corresponding amounts for the immedsately preceding
financial vear for all items shown 1n the profit and loss account shall also be given n the profit and
toss account

(2) The requirement in sub-clause (1) shall, m the case of companies preparing quarterly

or half-yearly accounts, relate to the profit and loss account for the period which ended

on the corresponding date of the previous year

INCOME STATEMENT-REPORTING REQUIREMENTS

The Companies Act does not prescribe any format for the profit and loss account It1s left to the
imdividual company to choose one, which 18 appropriate for 1ts requuiements However, Part 11
of Schedule V1 of Companies Act lays down certain requirements, which, every company should
satisfy In particular, every profit and loss statement should satisfy the following

(a) Disclose cleatly the results of the working of the company during the period covered

by the account, and

rb) Must disclose every material feature mncluding revenue and expenses 1 respect of
non-recurring transactions or transactions of an exceptional nature

Part 11 of Schedule V1 1s also very elaborate about the detalls to be given by profit and

loss account which haye becn mentioned earlier and therefore are not repeated hele

Besides Companies Act, the profit and loss statement should also comply with the

accounting standards on the subject In our country AS-5 mn particular has a beanng

on the preparation and presentation of the items 1n the statement In brief the requirements”
of the standard are

(1) Extraordinary Items Profit and loss account should chisclose net profit or loss separately
for ordinary actnvities and extraordinary items The nature and amount of each extiaordnary
activity should be disclosed separately, so that 1ts impact on profit and loss can be

percened However, these items although separately stated are part of the net profit or

loss
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An ttem {0 be called an ext aordinary 1tem must satisfy both the features histed below

fa) It should arse from events or tiansactions that are clearly distinct from the o1 dmary activities
of the enterprise, and

(b) The events are not expected to occur fiequently o1 regularly The standaid grves the examples
of attachment of property of an enterprise or an earthquake as extiaordinary events

Some of the events mentioned m the annual reports as extravidinary ale given below

(1} Restructuring of husiness

{11) Sale of segments of business

firr) Wrte of goodwll arising out of purchase of busmess

(rv) Compensation payments m accordance with non-competing agreements

Ordinary activities Profit or loss from some ordinary actn1ties also wanant sepalate disclosure
because of the size, nature or mcidence of such activities Examples of such activities aie

(1) The write down of inventoizes to net realizable value as well as the rev ersal of such write downs.
(1) Disposal of items of fixed assets,

(111} D1sposals of long-term imvestments,

() Legislative changes having retiospective applications,

(v} Littgation settlements, and

fvt) Other 1eversals of provisions

Prior Period items These ate items of income or expenses which anise 1n the current period as
a result of erro1s 01 omussions in the presentatton of financial statements of one or moie piior
periods Errors may occeur as a result of mathematical mistakes. mistakes tn applying accounting
policies, misinterpretation of facts, o1 oy ersight The standard requires s¢parate disclosure

of p11or period 1tems ~n the profit and loss account So the people can percerve the impact of
such items on current profit

It would be better to show prior period items afier the determimation of cuirent profit or loss
although such ttems arc normally included mn the determination of current profit or loss Examples
of priot period items are tax adjustments relating to previous years, adjustments due to

over o1 understatement of v entories of carlier years etc

Changes in Accounting Estimates In the prepaiation of accounts many accounting estimates
have 10 be made, such as bad debts, obsolescence of inventory. economic lives of the assets for
determuning depreciation etc Such estimates may have to be revised subsequently because of
the availability of more accurate nformation The revision of the estimate, by 1ts nature, does
not bring the adjustment withuin the definition of an extraordinary 1tem o1 a prior period 1tem

The effect of a change 1n the accounting estimate should be included 1n the detcrmination of

the net p1ofit or loss n

{a) the penod of the change, if the change affects the perniod onlv, or

rh) the period of the change and future petiods, 1f the change affects both

A change 1n the estimate of the bad debts if immediately made affects the current peniod only,
whereas a revision in the estimate of the economie life of an asset affects both the current year
as well as the futuie periods

The nature and amount of a4 change 1n an accounting estimate which has material effect m the
current period, or 1s expected to have a matenal effect 1n subscquent penods, should be disclosed
If 1t 15 impracticable to quantify the amount, this fact should be disclosed
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Change in Accounting Policies In order to ensure comparability of financial statements bv

users there should be consistency 1 the adoption of accounting pohicies However. a change 1 the
accounting policy should be made 1n the following cases

() a different accounting policy 1s required by statute,

(b) to comply with an accountng standard,

(¢) change would result 1n mote appropriate picsentation of the financial statements of the

cnterprise

Any change n the accounting policy which has a matenal effect should be disclosed The

impact of and the adjustments resulting from such change. 1f material should be shown n the
financial statements of the pertod mn which such change 1s made, to reflect the effect of such

change Where the effect of such change 1s not ascertainable, wholly or 1n part, the fact should

be indicated If a change 1s made in the accounting policies which has no matenal etfect on the
financial statements for the current period but which 1 reasonably expected to have a materal

effect in latel periods, the fact of such change should be appropriately disclosed n the period

m which the change 15 adopted

Format for Profit and Loss Account

In view of the above requirements of the accounting standards as well as the requuements of

the Comparnues’ Act the followng summanzed Profit and Loss Statement in vertical form 1s
suggested for adoption However, each item m the profit and loss account should be accompanted by
supportmg schedules which will give more details
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NOTING POINTS AT THE TIME OF PREPARING FINAL STATEMENTS

{A) General Points

(1) Although there 1s no 1estriction, it 1s usually seen that a company does not split ity mcome
statement 1nto three parts, 7 e, trading account, profit und loss account and profit and loss
appropriation account The company prepares the profit and loss account only

(2) The profit and losy account 14 usually divided 1nto two parts-the first part tor calculating
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profit or loss of the company and the second (popularly known as “helow the line") for

appropriating the profit

(3) In the case of a company 1t 15 essential to show the figuies of the previous year on both

sides of account

(4} It 15 neither essential nor useful to write *To™ on the debit side and ‘By’ on the credit widc of the
profit and loss account

(B) Some Adjustments

(1) Calls in arrear This item generally appears 1n the trial balance It represents the amount

not paid by the shareholders on the calls made on them by the company This 1s shown 1n

the balance sheet on the liability side by deducting the amount from the called-up amount

1f this item appears mn the adjustment then the trial balance shows paid-up capital (not

called-up capital) The amount 1s first added to paid-up capital to make the pard-up capital

as called-up capital and then deducted agamn

(2) Unclaimed dividend This always appears on the credit side of trial balance This represents
dividend not collected by the shareholders It 15 shown on the liabihity side of the

balance sheet under the heading *current habilities”

(3) Interim dividend This item always appears in the trial balance and 1t represents dividend

paid by the company before the Annual Genelal Meeting and mostly based on half yearly

accounts This 1s an appropriation of profit and 15 shown on the debit side of appropriation

section of profit and loss account The appropuiation section of the profit and Joss

account 1s usually called ‘profit and loss appropriation account” We shall hereinafter use

this term

(4) Final dividend Like item (3) 1t 15 also shown on the debit side of profit and loss appropriation
account

(5) Proposed dividend This item 1s generally given under adjustments This 1s shown on the

debut side of profit and loss appropriation account and on the Liability side of balance sheet under the
heading ‘Provisions’

(6) Dividends received These are dividends lecerved on investments made m shares of other
companies, and represent income on mvestment

(7) Interest received This 1s income being interest on monies lent on bank deposits As per S

194A of the Income Tax Act, 1961, tax 1s to be deducted at source Wheie mterest 18 payable to a
domestic company tax 1s to be deducted. 1f any

Let X Ltd recened a gross interest of Rs 12,000 and actually recerved net Rs 9,900 after

deducting tax at source

Then the entry will be

Bank Dr 9.900
Tax deducted at source Dr 2,100
To Interest received 12,000

(8) Interest paid on money borrowed for construction This 1s a capital expenditure and 1s
capitalized by adding to the cost of asset So long as this item 18 not adjusted, 1t 15 shown 1n

the balance shect on the assets side under the hcading ‘muscelianeous expenditure’

(9) Interest on debentures The company disbursing interest on debentures has the responsibility of
deducting tax at source If'a company 1s payng Rs 50,000 by way of debentute

interest and deducted tax at 10 °o then the entry on payment will be
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Interest on debentures Dr 50.000

To Bank 45,000

To Income tax payable 5.000

At the ime of depositing the tax deducted fiom the payment the entry will be
Income tax payabic D1 5,000

To Bank 5.000

(10) Discount and cost of issue of debentures This includes discount, commission and other
expenses on the 1vsue of debentures This appears on the assets side of balance sheet under the
heading “muscellaneous expenditure * This expense 1s written off as prudently as posstble but in no
case should 1t be allowed to stand 1 the books after the [ife of debentures The amount written off 15
shown on the debit side of profit and loss account and the unwritten off portion 1s shown 1n the
balance sheet under the heading ‘Miscellancous cxpenditure’

(11) Forfeited shares account This appears on the credit side of trial balance and 15 shown on

the Liabiltty sade of the balance sheet by adding to the paidup capital under the heading subscribed
capital

(12) Securities premium account This 1s shown tm tire liability stde of the balance sheet under

the heading *Reserves and surplus’

(13) Tax adjustments In relation to corporate taxdtion, the follow ing items to be considered

fu} Tax deducted at source

(b} Advance pavment of tax

{c) Income-tax (corpoiate tax)

fd) Provision for taxation

(¢) Deferred tax

How these are to be dealt with

{u) Tax deducted at source. As per Section 194 of the Income-tax Adt, 1961, tax 1s to be deducted
at source from 1nterest on sccurities before they are paid Thus the item *Tax deducted at source’
will appear on the debit side of the trial balance The amount 0 deducted can later be adjusted
tow ards 1ncome tax payable after the assessment 1s over

(b) Advance payment of tax. Under Section 207 of the Income-tax Act, 1961, an assessec 1s

liable to pay advance tax when the mcome exceeds a certain limat and the limit  Rs 2,500

for companics When the tax 15 s0 paud the following entry 15 mude

Advance payment of tax Arc Dr

Tn Bank account

This amount also appears on the debut side of a trial balance and 1s m the nature of a prepaid

ttem Advance payment of tax can later be adjusted tow ards mncome-tax payable after the assessment
15 Over

(¢) Income-tax Tax payable on the assessed income 15 debited to mcome tax account As

stated caiher a company adjusts any tax paid in advance or deducted at source towards

tax duc For example. 1f the tax payable on assessed 1mcome 1s Rs 2,00.000 and 1t has

already paid in odvance Rs 140,000, the company now pays Rs 60.000 only The entry

will be
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Rs Rs

Income-tax account Dr 2,00,000
To Advance payment of tax 140,000
To Bank 60,000

If the assessment 15 not completed both *advance payment of tax’ and “tax deducted at source’
remain unadjusted and would appear 1n the balance sheet under the heading ‘Current Assets,
Loan and Advances (B) Loan and Advances’
(d) Proviston for taxation Simnce 1t would take quite some time for the company to get its income
assessed, 1t 18 usual to provide some amount for mcome-tax on profits at current rates of taxation
Such provision 1s debited to the profit and loss account above the line and credited to “provision for
taxation account’ which appears 1 the balance sheet under the head ‘Current Liabihties and
Prov isions-B Provisions’ Just as provision 1s made this year, provision would have been made the
previous year and such provision called ‘old provision’ would appear in the tnial balance on the
credit side When such a provision exists income-tax paid must be debited to the provision account
and not to the profit and loss account If the old provision 1s in excess of the income tax
paid, such surplus provision should be shown on the credit side of the profit and loss account below
the line Likewise, if the old provision 1s not sufficient, further debit 1s made to the profit and loss
account below the line These adjustments are shown below the line so that the current profits may
not be affected due to these items
Ilustration
The tiial balance of Karur Ltd as at 31st March 2007 shows the following 1tems
ltems

Dehit (Rs) Credit (Rs)
Advance payment of Income-tax 140000
Provision for taxation for the year ended 31-3-2006 100000
The following further information 15 given
(1) Advance payment of income tax mcludes Rs 1,20,000 for 2005-06
(1) Actual tax liability for 2005-06 amounts to Rs 1.32.000 No effect for the same has so far
been given 1n the accounts
(11) Provisions for income tax has to be made for 2006-07 for Rs 1,80,000
You are 1equired to pass the necessary journal entries and show the relevant accounts Also

show how these 1tems will appear m the profit and loss account and balance sheet for the year
2007
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Solution

Dale 0 anbe ulars Debie L redil
Riipwes Fupees
31 3467 Income tax accuwint I b 32,000
To Advance paymemt of (nrome-T1x 1,200
Tu Tax pavabic acLoani 12.000
¥ Bring the tax llabtiny fie 200544 and the
fax Payalile afier acwisting advare ¢
faavment of Lix
31-397  Provision (or vacatiun 20405060 a c | 1,00.000
E’ralll anel loss appropriasicon AL c N: 32,0001
To [ncnene-Lax accorin 1,32 00
Vlax for 06 O7 uojistrd against
hr pucrvlslon)
31307 Prol anil loss actoa it Lir 1 ORLTT
Lo pruvision for raxlsn accon e (96 O7) L,BD, M
[ edger
Dr Lacnme -tax Aceo il {2005-D6) Cr
[T Advamice paymen: of 4000 By Proviston for taxation 120 DO
Intome-tax arr W
To Liditty fur 2axiilon 1340 By Profit ane lnss. 1000
QL wEpropriatlaon asc
2006 (T
1.52.000 1,52 0
Profit and Loss Account For the year ended 31-3-07 (exuacts)
R«
Piofit before taxation AXXXA
Less Provision for taxation 1.80,000
Profit after taxation for the year RXXXY
Less Appropiiations
Excesy of income-tax over provision (2006-07) 32,000
Foarvr 1t
HAilamee shoevasal 31- 497 \odtrom1y
I Labilnwes [ts | Assels- s
Current Dabilivnes and - L IWFTCI 5w ds, Jo, s and
prindsions A8 e
Currep LSt s Adviner cavmens of tcorme--an | 1 20060
L1abtligy vor tavarion (2DUS-17, 10U
Fros Isfon fur tavgion [2D06-07) | 180,000
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DEFERRED TAXES

Taxable Income and Accounting Income

Whule preparing the profit and loss account, tax on profits 15 estimated and a provision 1s made
for such tax The current practice has been to make such a provision on the taxable mcome AS
22 *Accounting for taxes on income’ defines taxable income as the amount of mcome (loss) for
a peniod determuned m accordance with the tax laws based upon which imcome tax 1s payable
(recoverable) 1s determined Tax based on taxable income 15 known as the *current tax™ The
standard defines current tax ‘as the amount of income tax determined to be payable (recoverable)
1n 1espect of taxable income (tax loss) for a period

Accounting income 15 different from taxable income The standard defines *accounting income’
as the net profit or loss for a petiod, as reported m the statement of profit and loss before
deducting mcome tax or adding income tax saving Tax can also be calculated on the accounting
income The difference between tax on accounting income and taxable income 15 called
‘deferred tax® Deferred tax 15 the effect of timing differences (see below) What should be
charged to the profit and loss account 1s tax expenses (tax saving) This 1s the aggregate of
current tax and deferred tax charged or credited to the profit and loss account This 15 1n accordance
with the matching principle Taxes on income are considered to be an expense incurred .
by the enterprise in eaming mncome and are accrued 1n the same period as the revenue and
expenses to which they relate Such matching may result mto timing differences The tax effect
of ming differences are included in the tax expenses m the profit and loss statement as deferred
tax and 1n the balance sheet as deferred tax asscts or liabilities

Deferred tax assets and liabilities

A deferred tax asset comes mto existence when accounting income 1s more than taxable income
and this 1s due to a timing difference For example 1n accounts certain provisions are

made for anticipated losses Tax authorities allow such loss to be deducted only when 1t crystalhizes
The common example 1s provision for bad debts In accounts provision 1s made for

anticipated bad debts whereas tax authorities allow only actual bad debts

Illustration For the year ended 31 03 2007 accounting income of Picaso Ltd 1s Rs 20 Lakh
after a provision for bad debts to the extent of Rs 5 Lakh Tax authonties disallow this

charge and this 15 the only timing difference Discuss income tax treatment 1n the accounts

for 2006-07, 1f the tax rate 15 40%%

Solution

Taxable income would be Rs 25 Lakh as the provision for bad debts has to be added back due

to disallowance

Tax ~n accounting mncome 40% of Rs 25 Lakh =Rs 10 Lakh

Tax on taxable income 40% on Rs 20 Lakh = Rs 8 Lakh

Hence. tax expense 1s Rs 10 Lakh and current tax 1s Rs 8 Lakh, defened tax 1s the difference
between the two, namely Rs 2 Lakh In this case 1t 15 a tax liabihity for future years & Journal
entry 1s as below

Rs/Lakh Rs/Lakh
Profit and loss Afc Dr& 00
Deferred tax asset Asc Dr2 00
To Provision for taxation A ¢ 10 00

(Adjustment for differed tax liability)
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MANAGERIAL REMUNERATION

The Act not defined the word manageral personnetl Considering S 197 A, S 309 (3) and section

I of Part I of Schedule XXIII, 1t appears that managerial personnel refer to managing/

whole-time dircctor and manager From Sec- 198 together with Sec- 309 1t may conclude that
directors also to be included under this category Scction 198 prescribes 11%4 as the overall limit

for managenal personnel The limit become 10%0, 1f only whole-time/managing directors are
considered

Remuneration paid to managenal peisonnel, viz part-tume and whole time directors, managing
dircctor or manager, 1s subject to overall imits as well as separate hmits for each category

of managenal personnel Under § 197 A of the Act « company can have cither managing

dircctor or manager and not both (Amendment Act, 2000)

Overall Maximum

5198 deals with overall maximum remuneration payable to managenal personnel It also deals

with the remuneration payable when profits are not adequate As per this section the total
managerial remunelation payable 1n a public lionted company or a private limited company

which 15 a subsidiary of a public company, to its duectors and 1ts manager in respect of any

year should not exceed cleven percent of the profits of that company

The profits must be calculated in accordance with the provisions in Sections 349 and 350 of the

Act This would be discussed later Gross profit for the purpose of § 198 excludes remuneration

to directors as expenditure The percentage specified 1s exclusive of any fees payable to directors
under S 309 of the Act Within the maximum specifies above a company may pay monthly
remuneration to 1ts whole time director o1 managing director or to its manager

As per Schedule XIIT of the compantes act a company having profits 1n any financial year may

pay 1emuneration by way of salary, deainess allowance, perquisites and other allowances

Such remuneration should not exceed 5%¢ ot the net profits of the company for single managerial
personnel and 10 for all of them together Compames aie not permitted to pay to any officer or
employee remuncration free of tax or varving with any tax payable by him

Remuneration when profits are inadequate

Schedule XIII protides for minimum remuncration 1f a company 1s making losses or the profits

are inadequatc The remuneration to the managerial peison may be by way of salary, dearness

allow ance, perquisites and any other allowances not exceeding a ceiling limt of Rs  24,00,000

pet annum or Rs 2,00.000 per month

The ceilings are exclusive of the following

fa) Contribution to provident fund, superannuation fund or annuity fund to the cxtent these either
singly or pul togethel are not taxable under the Income Tax Act, 1961, (b) Gratuity payable at a rate
not exceeding half a month’s salary for each completed year of service, and

{c ) Encashment of leave at the end of tenure

In addition to the above an expatriate managerial peison (including a nontesident Indian) 1s

eligible to children’s education allowance, holiday passage for children studving outside India

and leav e travel concession

Prior approval of Government

Section 269 now dispenses with the requuement of prior approval of Central Government
(requirement of 5 198) for appomtment of managenal personnel so long as appomntment and
remuneration are 1n accordance with Schedule XIII Only in cases where appointment and
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Lemuneration are not m accordance with Schedule XIII prior approval 18 requued

Remuneration to directors

Directors can be classified into two categorics They aie executne and non-executive directors
Non-executtye directors are those who are not employed full time and they attend only boaid
meetings cont ened to discuss matters mcluded in the agenda They are paid fees to attend the

board or committee meetings at the rates prescribed in the articles [sec 309 (2)] Maximum

sitting fees 1s prescribed at Rs 5000 per meeting, w hich can be increased with the prior approval

of the cential government Executne directors are not entitled to situng fees In addition to the
sitting tees they can also be paid remuneration if articles permit This may be monthly or by way of
commission For paymg commission company should pass a special resolution

The directors together can be paid up to 1°, of the net profits, 1f the company has a managing
director, whole-time director or manager If the company has no managing director . whole time
director or manager, the 1emuneration <hould not excecd 3% of the net profits Directols

should not be paid tax-fiee remuneration or remuneration indened to tax rates (S 200)
Remuneration to managing/whole-time director/manager

As stated carlier they are not entitled to sitting fees Remuneration to them may be by way of

salary, deamess allowance, perquisites, COmMMISSIoN and other allowances Remuneration to

this category 1s restiicted to 5% 1t there 15 only one person and 1f there 1s more than one 10% to

all of them together As in the case of directors profits must be computed 1n accordance with
Sections 349 and 350

If a person 1s employed by two companies, he can draw remunelation from both the companies

but should not exceed the maximum admissible from any one of the companies of which he 15 a
managerial person As stated ealier a company can have either managmg director or mandger and
not both However while the company can have more than one managing director, 1t cannot have
mo1€ than onc manager

IMlustration. From the following particulars of Prakash Limted, you are required to calculate

the managerial remuneration 1n the following situations

(1) There is only one whole time duector

(11) There are two whole time directors,

(111) There are two whole ume directors, 4 part time directol and Manager

Net profit before provision for income-tax and

managenal remuneration, but after depreciation

and provision for repairs 8,70.410

Deprectation proyided mn the books 3,10.000

Provision fot repairs of machmery duting the year 25,000

Depreciation allowable under Schedule XIV 2.,60,000

Actual expenditure mcurred on reparrs during the yeat 15,000

Solution.

Sections 198 and 309 of the Compantes Act, 1956 prescribe the maximum percentage of profit

that can be paid as managenal remuneration For this purpose. profit 1s to be calculated m the
mannet as spectfied in Section 349
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Calculation of net profit u/s 349 of the Companies Act, 1956

Rs Hx

Peet Prafit before provision for lncome-tan and
Managertal recuneraton. bue 2icr depreciatton
and wovislun for repatrs BI0ALD
Add back Depreclation provided In the bosoks 3,10.000
Prowislon for repairs of machinery 25,000

3.35000 1205410
Less. Depreciation allow zble under Schedile XV 2 B0, X
Aclual expenditure Incurred on repatrs 15,000 2,765,000
Prallt under section 4% 83D 410

Calculation of managerial remuneration
(1) There 1s only one whole time director

Managenal remuneration = 5 % of Rs 9.30,410=Rs 46,520 50

(11) There are two whole time directors

Managenal remuneration = 10% of Rs 9,30.410=Rs 93,041

(11) There are two whole time directors, a part
time director and a manager

Managenal remuneration = 11% of Rs 9,30,410= Rs 1,02,345 10
Hlustration : The Steamship Company Limited has an Authorized Caprtal of 1,50,000
Equity Shares of Rs 100 each The following balances have been extracted on 3lst

March, 2002 from the books of the company

Rs. Rs
Subscnibed Capiral 1.00.00.000 | Drvudend Equalisation Reserve 21 00.000
Steamers at cost 1.31.00.000 | Provision for Doubtfil Debts 2.62.000
Purchase of S § Jalaganga Unclamed Dividends 89.250
onl 10 2001 40.75.000 | Sundry Creditors 9.93.500
Fumiture and Fattmgs Jess Final Call unpaid on 2,500 shares 62.500
Depreciation Rs 36.000 1.42.500 | Stock of Provision, Stores.Coaletc.| 3 58.000
Unexprred Insurance 1.88.250 | Investments (at cost 1 shares of
General Reserve 26.00 000 Canpanies) 8.54,000
Steamer's Purchase Reserve 8.02.500 | Drvidend accrued on the above 22.500
Provisions and Stores 26.03.000 | Voyage Recempts 1.11.89 450
Coal 31.89 000 | Steamer's Depreciaton Accoumt 37.00.000
Book Debts of which Drvidend from Investiments 78.900
Rs. 2.87.500 a1e donbeful 16.59.000 | Profir and Loss Account
Loan to Durectots 75 000 (Credit Balance) 1.29.000
Miscellaneous Voyage Expenses | 31 51.000 | Cash and Bank
Experses of Management 16 04.000 Balances 8.60.850
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You are required to prepare the Profit and Loss Account and the Balance Sheet of

the Company 1n a form which complies with the 1equirements of the Companies Act, after

taking the follow ing mformation into consideration and after necessary assumptions

1 The Articles of Association of the Company provide as under

(a) Depreciation at the rate of 6%, should be charged to the Piofit and Loss Account on the original
cost of steamers owned by the Company,

(b) Surplus. 1f any, over the book value of a steamer on realization should be provided for,

(c) In the event of madequacy of profits, Dividend Fqualization Reserve should be made use of to
the extent 1t 3¢ necessary to make good the deficiency 1 the proposed amount of dividend

2SS Jalbharat was acquired at a cost of Rs 35,00,000 on 18 1999 It met with an accident on
112 2001 and proved a total loss The underwriters have agreed to scitle the clam for Rs
17.50.000

3 The Equity shares on which the final call was unpaid were forfeiled by the Board during the year
and have not becn reissued

4 Furnttuie 1s to be depieciated a ten per cent on onginal cost

5 In the Profit and Loss Account of the year 1999-2000, a provision of Rs 1.25,000 was made 1n
respect of a claim for damages This claim was settled in December. 2001 for Rs 89,000 and the
balance of the prosision 1s included 1n the tem "Sundry Creditors”

6 The directors propose to pay a dividend of Rs 5 per share. subject to deduction of tax
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Solution :
Profit and Loss Account of the Steamship Company Litd.

Dr Jor the yasr snding 315t March, 2002 Cr

Rs Rs
To Coal Cansumed 31 89 000 | By Voyage Recerpts 1.11.8% 450
To Provision and Stores 25,03.000 | By Drvadend from livestmerts 78,900
To MisceBaneous Voyage Expenses | 31.51.000 (ByNet Loss c/d 14 47.000
ToExpenses of Manaprment 16.04.000
ToDepreciatyon -

Stcamers § 30,500

&.38 350
TolossonS S Jalbharat
destoyedm macadent (1) 13 30,000

3715350 [27,15.350

ToNet Loss b'd 14.47,000 | By Balance bvd from previaus yeaf 1 20 000
To Proposed Drvidend @ Rs S per By Provision for clam oo longer

share on 97.500 shares 487,500 |  roqured (1.25,000-89,000) 36 000

By Transfer froen Drvidend

Equalisaton Reserve 3,22 500

By Balance camed to the Balance Shert 14 47 000

19,34 500 19 34.500
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Waorking Nofes
(1) Losson S S Jalbharat destroved in an acaident has been calculzted as follows

Rs
Costof S § Jalbharat purchased 10 1999-2000 32 00,000
Less Depreciatwom for 2 years (1999-2000 X 2000-2001) @ 6™ an ongmal cost  4.20 000
Book valuve on 1 4 2001 3080000
Less Clann adwatted by ibe umdervmers 17 50.000
Loss 13 30.000
Balance Sheet of Steamship Company Limited
as on 31st March, 2001
Rs Rs
Share Capital— a» per Scheduole A 2037500 | Fixed Assets— as per Schedule D %50.99.150
Reserve and Sieplus—as per Schednle By 37 33.000 | Iovesanent—Share st Cost E 34000
Currend Liabalstses and Provigons - Current Azser Loars and Adhancs:
as per Schedule ¢ 1534250 ai per Schedule E 46.51.600
15204750 [15204750
SCHEDULES FORMINGPART OF THE BALANCE SHEET
Scheduale A : Share Capaial
Anthaonised 1.50.000 Equuty Shares of Rs 100 zach 1.50 00.000
Issued 1.00.000 Equity Shares of Rs 100 each 1 00,00 000
Subscnbed 97 500 (1 00 000-2,500 shares forfented) Equity A
Shares of Rs 100 each fully paid up $7.50.000
Add Forferted Shares (Amount recerved on 2,500 shares ferfeited) 1.87.500
99.37.500
Schedule B : Reserves and Surplus -
Rs Rs
Stearners' Purchase Reserve 8 02.500
General Reserve Balance on 14 2001 26.00 000
Less Debnt Balance of Profit and Loss Account 14,47 000 11.53.000
Dnvidend Equalrsation Reserve Balanceon 14 2001 21.00 000
Less Transfer Profit and Loss Account 322500 17.77.500
37 33.000
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Schedule C - Current Liabihties and Provisons

Rs Rs
Cwrrent Liabilities
Sundrv Creditors (Less clamof Rs 36,000 oo longer rqured) 957500
TUnclamed Drvidends 80.250 10.46.750
FProvisions
Proposad Droidend 487 500
1534250

Schedule E : Curient Assets, Loans and Advances

Rs Rs.
A Cwrent Assats
Accued Drvidends on Irvestnents 22500
Stock of Provisions, Stores Coalsetr 358000
Book Debts (Unsecured-assumed)
More than 6 months (assumed) 250 000
Others (assumed) 14.00 000
16.59,000
Less Prowision for Bad Debts 162,000 13.97.000
Detwts Constdered Good 1371 500
Debts Considered Doubtfial 287500
16,59,000 |
Cash and Bank Balance D 8 60.850
B Logns and Advances _ﬁﬁis_o
Clatm Due from Underwiiers 17.50 000
Loans to Direckors 75 000
Prepaud Insurance 188230 20 13.250
16.51.600

ACCOUNTING OF BANKING COMPANIES

INTRODUCTION:

A bank 1s a commercial mstitution, licensed to accept deposits and acts as a sate custodian of
the spendable funds of 1ts customers Banks ate concemed manly with the functions of banking,
1 e . recerving, collecting, transfernng, buymng, lending, investing, dealing, exchanging and
servicing (safe deposit, custodianship. agency , trusteeship) money and claims to money both
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domestically and mternationally The principal activities of a bank are opelating curient accounts,
recerving deposits, taking in and paying out notes and coms, and making loans

Banking activities undertaken by banks include personal banking (non-business customers},
commercial Banking (small and medium-sized business customeis) and corpoiate banking

(large international and multinational corporations)

According to Charles J. Woelfel:

A complete bankimg service would comprehend a variety of functions. cluding any of the
following

{1} Recerve demand deposits and pay customers’ cheques drawn agamst them., and operate
automated teller machines (ATM),

(2) Receve time and savings deposits. 1ssue negotiable orders of w tthdrawal, and pav interest
thereon, as well as provide automatrc transfer service (A TS) for tunds from serving accounts to
cover cheques,

(3) D1scount notes, acceptances and bills of exchange,

(4) Supply credit to businesy firms with or without sccunity, 1ssue letters of credst and accept bills
drawn there under,

(3} Transfer money at home and abroad,

(6) Make collections and facilitate exchanges,

(7} Issue diafts, cashier’s cheques, money orders, and certify cheques,

(8) Furmsh safe deposit vault service,

(9} Provide custodianship for securtties and other valuables,

(10) Provide personal loans, credit and services to mdividuals, and lend or discount customer
installment recervables of vendors.

(11) Act 1n a fiduciary capacity for individuals, as well as establish common trust funds,

(12) Provide corporate trust services (stock transfer agent. registrar, paymg agent, escrow agent, and
mdenture trustee),

(13) Act as factors and engage 1n equipment leasing,’

(14) Deal in Government securities and underwiite geneial obligations of state and municipal
securities,

15) Invest in government and other debt securities,

(16} Act as fiscal agent or depository for the Central Government, states and subdivisions of states,
(17) Provide muscellaneous services such as place orders 1n securities for customers, act as insurance
agent of mcidental to banking transactions. serve as finder to buing buyeis and sellers together, act
as travel agent and 1ssue letters of credit and traveler's cheques, provide club accounts and other
special purpose accounts, act as agent for accepting service of legal process of mncidental T normal
banking or fiduciary hansactions of the bank, act as pay role 1ssuer, establish charitable foundations,
invest m smail business investment corpoiations and bank service corporations, deal 1n foreign
exchange, buy and sell gold bullion under license from the Treasury Department, and foreign com,
provide domestic and mtemational correspondent banking serviges, etc

In India, banking activities are governed by The Banking Regulation Act, 1949 As per the
provistonal Section 5(b) of the said Act, “banking™ means the accepting, for the purpose of

lending or mvestment, of deposits of money from the public, 1epayable on demand or otherwise,

and withdrawable by cheque, drafts, order or otherwise

Section 5(c) defines “Banking Companies™ as any company which transacts the busmess of
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banking in India However, any company whuch 1 engaged 1n the manufacture of goods or

carries on any trade and which accept deposits of money from the public merely fo1 the purpose

of financing its busmess as such manufacturcr m tradel shall not be deemed to transact

the business of banking within the meaning of this clause

Business of Banking Companies

As per the provision of Section 6 of the Banking Regulation Act, 1949, a banking company may
engage in any one or more of the following forms of business, 1n addition to the business of

banking These are

(a) The boriowing, rasmng, or taking up of money, the lending or advancing of money either upon or
without secunty, the drawing, making, accepting, discounting, buymg. selling, collecung and
dealing 1n bills of exchange, hundies. promissory DOLCs, coupons, drafts, bills of lading, railway
receipts. warrants, debentuies. certificates, scrips and other mstrumcnts, and securnities whether
transferable o1 negotiable ot not. the granting and 1ssuing of letters of credit, traveler's cheques and
circular notes, the buymg, selling and dealmg in bullion and spece, the buying and selling of
foreign exchange including foreign bank notes the acquirng. holding, 1ssuing on comimission,
underwniting and dealmg 1n stock, funds, shares, debentures, debenture stock, bonds, obligations,
cecurities and 10y estments of all kinds. the purchasing and selling of bonds, scrips or other forms of
cecurihies on behalf of constituents or vthers, the negotiating of loans and advances, the recerving of
all kinds of bonds, sciips or valuables on deposit or for safe custody or otherwise. the providing of
safe deposit vaults, the collecting and transmutting of money and securities,

(b) Acting as agents for any Goyemment or local authonty or any other person or persons, the
carrying on of agency busmess of any description, including the clearing and forwarding of goods,
giving of receipts and discharges, and otherwise acting as an attorney on behalf of customers. but
eacluding the business of a managing agent or secretary and treasurer of a company,

(¢) Contracting for public and piivate loans and negotiating and 1ssuing the same,

(d) The effecting, insuring, guaranteeing, underwriung. parficipating i Managing and carrymng out
of any 1ssue. public or ptivate, of State, municipal or other loans or of shares, stock. debentures, or
debenture stock of any company. corporation or assoclation, and the lending of money for the
purpose of any such 1ssue,

(e) Carrving on and transacting every kind of guaiantee and mdemnity business,

(f) Managimng, selling and realizing any property which may come mto the possession of the
company m satisfaction or part satisfaction of any of 1ts claims,

(g) Acquiring and holding and generally dealing with any property o1 any right, title o1 mterest

in any such property which may form the secunty or part of the secunity tor any loans

or advances or which may be connected wtth any such secunty.

(h) Undertaking and executing trusts,

(1) Undertaking thc admimstration of estates as executor. trustee or otherwise,

(j) Establishing and supporting or aiding 1n the establishment and support of associations,
nstitutions. funds, trusts and com emences caleulated to benefit employees or ex-employees of the
company or the dependants o1 connections of such persons. granting pensions and allowances and
making payments towaids insurance, subscribing to or guaranteeing money for chantable or
benevolent objects or for any exhibition o1 for any public, general or useful object,

(k) The acquisition. construction, mamntenance and alteration of any building or works necessary

or convenent for the puiposes of the company,
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(1) Selling. mmproving, managing, developing, exchanging, leasing, mortgagmng, disposing of or
turning into account, or otherwise dealing with all or any part of the property and rights of the
company,

(m) Acquining and undertaking the whole or any part of the business of any person or company.
when such business 1s of a nature enumerated or described 1n this sub-sec tion,

{n) Doing all such other things as aie mcidental or conducis e to the promotion or advancement
of the bustness of the company,

{0) Any other form of business which the Central Government may, by notification 1n the
Official Gazette, specify as a form of busmess m which it 15 lawful for a banking company to
engage

Restriction on Business of Banking Company

Section 8 of the Banking Regulation Act, 1949, 1Mpo>es certain restrictions on the business of
a banking company These aie as tollows

(1) No banking company shall directly or indirectly deal 1n the buying, selling or bartering

of goods, except 1n connection with the realization of secunty given to or held by it,

(11} No banking company can engage m any trade, or buy. sell or barter goods for others
otherwise than 1n connection with bills of exchange, received for collection or negotiation

or with such of its business or 1s refened to 1n clause (1) of sub-scction (1) of section 6

Some Important Provisions of the Banking Regulation Act, 1949 Disposal of Non-Banking
Assets (Section 9)

Notwithstanding anything contamed 1n Section 6., no bankmg company shalt hold any immovable
property howsoever acquited, except such as 1s required for 1ts own use. for any period
exceedmg seven years from the acquisition thercof or from the commencement of this Act,
whichever 1s later or any eatension of such period as 1n s section provided, and such property
shall be disposed of within such period or extended period, as the case may be

Provided that the banking company may, within the period of seven years as aforesard, deal or
tiade m any such property for the purpose of facilitating the disposal thereof Provided further
that the Reserve Bank may 1n any particula: case extend the aforesaid pertod of seven vears by
such period not exceeding five years. where 1t 15 satisfied that such extension would be n the
nterest of the depositors of the banking company

Restrictions as to Payment of Dividend (Section 15)

No banking company shall pay any dividend on 1ts shares until all its capitalized expenses
{(including preliminary expenses, organization cxpenses, share-selling commission, brokerage,
amounts of losses incurred and any other 1tem of expenditure not tepresented by tangible
assets) have been completely written-off

However, 1t banking company may pay dividends on s shares without writing-off

{1) The depieciation, 1f any, in the value of its investments 1n approved securities 1n any case
where such depreciation has hot actually been capitalized or otherw ise accounted for as a

loss,

{1} The depreciation, if any. in the value of 1ts 1nvestments 1n shares, debentuies or bonds
{other than approved secunities) 1n any case where adequate provision for such depreciation

has been made to the satisfaction of the auditor of the banking company,

(1) The bad debts, 1f'any. i any case wheie adequate provision for such debts has been made
to the satisfaction of the auditor of the banking company
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Statutory Reseryve (Section 17)

Every banking company incorporated in India shall create a 1eserve fund and transfer to it at

least 20° o of 1ts annual profit as disclosed 1n the Profit and Loss Account prepared under Section

29 and before any dividend 1s declared

Where a bankimg company appropriates any sum or Sums from the reserve fund or the Share
Premuum Account, 1t shall report the fact to the Reserve Bank, explaming the circumstances

relating to such appropriations within 21 days from the date of such appropnation

Cash Reserve (Section 18)

Every banking company, not being a «cheduled bank, has to mamtain a cash reserve (CRR) of

at least a percentage of the total of 1t demand and time habilities 1n India, as on last Friday of

the second preceding fortmght, as specified by RB1 time to ume Cash reserve can be maintained
with itself o1 by way of a balance 1n the Current Account with the Reserve Bank or by way of net
balance 1 current accounts or m one o1 more of the aforesaid ways

Restrictions on Loans and Adyances (Section 20)

No banking company shall

(a) grant any loans or advances on the secunty of its own shares, or

(b) enter mto any commutment for granting any loan or advance to or on behalf of

(1) Any of ts directors,

(11} Any firm, n which any of 1s directors 1s 1nterested as partner, manager, employee or guarantor.
or

(111} Any company (not being a subsidiary of the banking company ot a compary registered under
Section 25 of the Companies Act, 1956 (1 of 1956) o1 a Government company) of which (o1 the
subsidiary of holding company of which) any of the directors of the banking company 1s a director,
managing agent, managel, employee or guarantor or m which he holds substantial interest, or

(3v) Any indrvidual, m respect of whom any of 1ts directors 1 a partner or guarantor now 2 days, the
daily transactions of a bank aie numerous All these transactions are to be tecorded ummediately to
teflect the exact position of each customer’s account Therefore. a bank has to adopt specialized
system of book-keeping, which will ensure immediate entry of numerous transactions and kecp an
internal check on the books of account To achieve these objectives, banks generally mamtam a
large number of subsidiary and memorandum books m addition to Principal Books of Account
These are as below

Subsidiary Books

These include the following

(1) Personal Ledger The bank mantains separate ledgers for different types of accounts, such as,

(a) Current Accounts Ledger,

(b) Savings Bank Accounts Ledger,

(c) Fixed Deposit Accounts Ledger,

(d) Recurring Deposit Accounts Ledger, etc

Entries are made 1n these ledgers directly from the vouchers

(11) Tnvestments Ledger Accounts of all investments are kept 1n this ledger

(u1) Loan Ledger Accounts of all the parties to w hom loans have been granted are kept in this
ledger

(1v) Bills Dyscounted and Purchased Ledger Accounts of all the parties whose bills have been
discounted and purchased are kept 1o this ledger
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Memorandum Books

In addition to the subsidiary books, a bank maintams vartous other books to facilitate 1ts works,
which do not form a part of double enfry system Some of these are

(1) Receving Cashier’s Counter Cash Book

(11) Paymg Cashier’s Counter Cash Book

{(111) Cash Balance Book

Principal Books of Account

Cash Book and General Ledger are the principal Books of Account of any bank Cash Book

records all cash transactions and General Ledger contains Control Account of all subsidiary

ledgers and different Assets am Liabilities Account In the geneial ledger, accounts aie arranged

in such a manner that a Balance Sheet can be easlly prepared

Final Accounts

According to Section 29 of the Banking Regulation Act, 1949, every banking company 1s 1equired
to prepare with reference to that year a Balance Sheet and a Profit and Loss Account as on the last
working day of the year 1n the *Form A’ and ‘Form B’ 1espectnely set out i the *Thnd Schedule”
or as near thereto as circumstances admut

Balance Sheet

With effect fiom 19th March, 1992, the Balance Sheet of a bank 1s to be prepared as per the new
torm In the new form, assets and liabihities are shown vertically along with the figures of year In
the top section capital and liabilities™ are shown and 1n the bottom section, assets are shown

THE THIRD SCHEDULE

(Sce Section 29)

Form *A’

FORM OF BALANCE SHEET

Balance Sheet of

Balance Sheet as on 3Ist March
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SCHEDULES

Details of all schedules are in below:

A. Capital and Liabilities

1 Capital

2 Reserve and Surplus It includes Capital Reserve, Security Premium, Revenue and other
Reserve and Profit and Loss Account balance

3 Deposits 1t includes Demand deposits, Savings bank deposits and term deposits

4 Borrowings: It includes Borrowings fiom Reserve Bank of India, other banks. institutions
and agencies

3 Other Liabilities and Provisions It includes Bills payable, inter-office adjustments (net),
interest accrued, provision for bad debts. provision for taxation

B. Assels

6 Cash and Balances with Reserve Bank of India Cash in hand (including foreign currency
notes), and balances with Resers ¢ Bank of [ndia are shown under this item

7 Balances with Banks and Money at Call and Short Notice Balances with banks, moncy
at cull and short notice are shown under this 1tem Moncy at call 15 refundable at 24 hout's
notice and money at short notice 1s refundable at 7day’s notice

3 Investments: Lnvestment 1 Government securities, other approved securities, shares, debentures
and bonds, subsidiaries, gold etc . are shown under ths item

9 Advances Bulls purchased and discounted, cash ciedit, ov erdrafts and loans payable on
demand, and term loans are shown under this item

10 Fixed Assets Premises, other fixed assets (including furniture and fixtures) are shown
under this tem

11 Other Assets Inter- office adjustments, mnterest accrued, tax paid m advance, stationery
and stamps, non-banking assets acquired 1 satisfaction of claims are shown under this
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1tem

12° Contingent Liabilities It 1s shown by way of a footnote It represents liabilitics not provided 1n
the balance sheet Profit and Loss Account

Profit and Loss Account of a banking company 1s also prepated m vertical form *Form B of

the Third Schedule of the Banking Regulation Act, 1949 15 to be used for preparing Profit and

Loss Account It 15 divided mto four sectiony

[ Income,

IT Expenditure,

IT Profit: Loss, and

IV Appropriations

C. Income:

The schedules ot Income are

13 Interest Earned It includes interest discount on advancesbills, meome on 1 cstments,

Interest on balances with RBI etc 1t should be noted that according to the new form, bad

debts and provision for bad debts, other provisions are not to be deducted fiom the nterest

camed For greater transpaiency mn accounts, these 1tems ale shown as separate items

in the Profit and Loss Account

14 Other income It includes comnussion, exchange and brokerage, profit on sale of investments.
profit on revaluation of mvestments, profit on sale of land, building and other

assets, profit on exchange transaction, and tncome earned by way of dividends fiom subsidianes,

etc

D. Expenditure

15 Interest expended Intercst pard on deposits. mterest on RBI borrowings, interest on imterbank
borrowings. ctc , aie shown under this item

16 Operating expenses Salanes and wages of staff, 1ent, rates and taxes, punting and stationery,
advertisement, depreciation on banks’ properties, director’s fees, auditor’s fees, law

charges, postage, repairs, insurance, etc , are shown under this item Third item of this section 1s
provisions and contingencics Provision for bad debts, provision for taxation and other provisions
are shown under this 1tem

1 Profit/Loss

In this section, profitloss for the current year (difference between income and expenditure
explained abose) and brought forward profitloss are shown

1V, Appropriations

In this section, amount tiansteried to statutory reserve as per Section 17, amount transferred to

other reserve, proposed dividend, ctc . are shown The balance 18 transferred to the Balance sheet
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SCHEDULE 2 - RESERVES AND SURPLUS
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SCHEDULE 3 - DEPOSITS
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SCHEIULE 4 - BORROWINGS
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SCHFDAULE 11 - OTHER ASSETS
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fa In casc there 15 any unadjusted balance of loss, the same may be shown under this 1tem

with appropniate foot-note

Disclosure of Accounting Policies

In otder that the financial position of banks represent a true and fair view, the Reserve Bank of India
has directed the banks to disclose the accounting policies 1egarding the key areas of operations along
with the notes of account n their financral statements for the accounting year ending 31 3 1991 and
onwards, on a regular basis The accounting policies disclosed mav contain the following aspects
subject to modificatron by mdividual banks

(1) General

The accompanying financial statements have been prepared on the historical cost and conform

to the statutory provisions and practices prey ailing n the country

(2) Transactions involving Foreign Exchange

(a) Monetary assets and hiabilities have been translated at the exchange 1ates, prevailimg at the close
of the year Non-monetary assets have becn carried 1n the books at the hrstortcal cost

(b) Income and expenditwi e 1tems 1n respect of Indian branches have been translated at the exchange
rates, ruling on the date of the transaction and m 1espect of overseas branches at the exchange rates
pievailing ar the close of the year

(c) Profit or loss on pending forw ard contiacts have been accounted for

(3) Investments

(a) Investments in Goernments and other approyved securities in India are valucd at the

lower of cost or market value

(b) Investments i subsidiary companies and associate compantes {1 € , companies 1n which the bank
holds at least 25 per cent of the share capttal) have been accounted for on the historical cost basis

(c) All other investments are valued at the lower of cost o1 market value

(4) Advances

(a) Provisions for doubtful advances have been made to the satisfaction of the auditors

(1) In respect of 1dentified advances. based on a perodic review of advances and after taking into
account the portion of advance guaianteed by the Dcposit Insurance and Credit Guarantee
Corporation, the Export Credit and Guarantee Corporation and simular statutory bodies

(11) In respect of general advances. as a percentage of total advances taking into

account the guidelines 15sued by the Gorernment of India and the Resers e Bank of India

(b) Provisions in respect of doubtful advances have been deducted from the advances to the

extent necessary and the excess have been mcluded under “Other Liabilities and Provisions”

(c) Provisions have been made on a gross basis Tax relief. which will be available when the
advance 15 written-off, will be accounted for m the vear of wiite-off Fixed Assets

(5) Fixed Assets

(a) Premuses and other fixed assets have been accounted for at therr historical cost Premises which
have been revalued arc accounted for at the value determined on the basis of such 1evaluation made
by the professional values, profit arwing on revaluation has been credited to Caprtal Reserve

(b) Depieciation has been provided for on the stiaight line diminishing balance method

{¢) In respect of revalued assets, depreciation 15 provided for on the revalued figures and an amount
cqual to the additwonal depreciation consequent of revaluation 1s transferred annually from the
Capital Rescrve to the General Reserve Profit and Loss Account
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(6) Staff Benefits

Provisions for gratuity: pension benefits to Jtaff hate been made on ap acciual casual basis
Separate funds for gratuity/pension have been created

(7) Net Prolfit

(a) The net profil disclosed 1 the Profit and Loss Account 1s atter

(1) Provisions for taxes on mcome. I accordance with the statutory requirements

(11) Prov sions for doubtful adh ances

(u1) Adjustments to the value of “current i estments”™ 1n Government and other approy ed
securities 1n India. valued at lower of cost or market value

{1v) Transfers to contingency funds

(v) Other usual or necessary provisions

(b) Contingency funds have been grouped 1o the Balance Sheet unde1 the head *Other Liabilities
and Provisions”

Some Special Transactions

Interest on Doubtful Debts

When a debt 1s found to be doubtful at the end of the accounting yeal. a gucstion may arise
whether the mnterest on that should be credited to Interest Account or not There 1s no doubt
that mterest has accrued, but 1t 1s equally clear that {he realizauon of this mierest 15 doubtful
Therefore. as a prudent accounting policy, such intercst should be transferred 1o [nter est
Suspense Account by means of the followng entry

Loan Account Dr

To Interest Suspense Account

In the Balance Sheet, 1t should be shown on the habslity side

Next year, 1f a part of interest 1 Lealized and the balance becomes bad, the following entry
should be passed

Interest Suspense Account D1 [Total mterest}

To Interest Account [Interest 1ealized;

To Loan Account [Interest unrealized;

It should be noted that if a debtor becomes insolvent. the bank should not take mterest into
account after the date of msolvency

IMustration 1

While closing the books of AB Bank Ltd on 31st March, 2007, you find in the loan ledger an
unsecured batance of Rs 1 lakh in the account of Mr X. whose financial condition 15 reported to
you as bad and doubtful Intetest accrued on that account 15 Rs 10,000 On 1st July, 2007 the
bank accepted a dividend of Re 75 paise 1n rupee 10 full settlement of amount due upto 31st
March, 2007 You are 1equired to pass necessary Journal Entries and prepare necessary Ledgel
accoum
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Dlale Parhculars ERs Es

pat 1  Lomn A/c v g 1G Qo0

March

il Inmmmz 10 000
(lmngmmdxmu\eslmduubmndeblsl

Tuy | | Duerest Secpense b/c Dr | LoOOO
To Indernst Ayc ~ 500
To s Loam A)¢ 2500

(!mr;hu:ufqufnﬂueslredﬁedbldaest
Accmnt & the balawe transt 0 Loan Acoomit)

B Ale Dr §2 300
Bl Disbts Ac or 25 00
To >« Lown A/c IIJTISEJ
fﬂmlgﬂlﬁxﬂdlmmvadﬁmhﬁiﬂa'of
{ M % 15 pare & rupes)

Rebate on Bills Discounted

When a bank discounts a bill, Bills Discounted and Purchased Account 1 debited with the

full value of the bill and Current Account {customer s} 1s credited with the net proceeds and
Interest and Discount Account 1s credited with the amount of total discount of the bill Discount
represents the interest on bill value for the unexpired period of the bill (difference

between the date of maturity and date of discounting) It sometimes happen that on the

closmg day of the accounting vear, the bill 1n question has not matured At the time of preparing
Fmal Accounts, the interest relating to next accounting period must be carried forward

by means of the following entry

Interest and Discount Account Dr

To Rebate on Bills Discounted Account

It appears 1n the Balance Sheet under ¢ apital and Liabilities” At the commencement of the
next accounting yedr, it 1s transferred to Interest and Discount Account by means of a reverse
entry
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Ilustration 2
On 1st February, 2007 a bill of Rs 3 lakh 1s discounted (@ 12°0 p a The due date of the bill 1
30th April, 2007 Pass necessary Journal Entries m the books of the bank assuming that the

bill 15 collected on due date Account year closing on 31st March, 2007
Solation

In the books of Bank
Jemmal hye

Date | Parbrulars Rz Rs
700” | Bills Drscomibed and Purchesed A'c Dr | 3.00000
Feb 1| To Coent A/c 201,000
To Ioteyect andd Discount A/¢ Note 11 o 000
Drcountmsg, of 4 hill acrepied
by amddoeon d@1M%pua;
At matonty on 30fh Apeil, 2007,
the bank will colleck the foli amount
of the bill imd the entry will be

Cash Ajfc Dr | 300000
Te Bills Disconnbed and Punchased A/c 3 00,000
(The hill calkected ai matury)
Artmally 2 monfhc’ mberest is the
seame of 2006-07 and 1 manfi's
mterest 1s related o 2007-08
Thevefowe, om 31st March X0,
the adyustmy eniry mill be
Iterest and Dscount A/c Dn 3.000
To Rebatz on Bills Disomted A/ ¢ Téote 3 3,000
ﬂhpuputmabdw.mtrb’:um!d

m M0e-07 camed forwmrd fmough Rebate
ot Bills Discounded Aoromnt)

Working Notes (1) Discount for 3 months = Rs 3,00.000 x 12/100 x 3/12=Rs 9.000 (2)
Rebate on Bills Discounted = Rs 9.000/3 » 1 = Rs 3,000
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[Mustratson

Cabulate rebate on billz drscoumted as an 21st March, M0

Diate of Bi Aamount (Rt Period Fate af Duscount
131 2007 25 000 5 Aonths 2%
10 2 2007 15 030 4 Months N
2523000 20 000 + Maonths ™%
203 Mor 30000 3 MNonths as
Solwtion
Calculanon of Kebate am alls Discomnted
Dabe of Bl | Penod Do date Das Amonn: Radr of | Arncunt
Jafter days brvond | of the BIl | Duconmu | Daconmd
of prace 31307
a3 1 X7 | 53 13 & 207 a 25 00 - 137
022000 4 v 130 D7 4 15 000 % i el ]
SN 4 Monds 8o 07 » 20000 s ieh
xixEr 3 Manths 1502007 Bd 3C 000 oy 0213
100F 30
"Warkmp “soies
11| Cadenlstan af Tt bevand 371 3 20605
apnl M Tune = Total
0 + 31 + e 4 = 0
A0 + 3l + 13 = =
E ) + 3l + . = o
aC +  a. + 3 = %4

{2} Journal Entry
Interest and Discount A ¢ Dr 1,608 50

To Rebate on Bills Discounted Asc 1,608 50
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Nivstyahmm
Fallwwmg 1< e Tmal Balamce w YZ Bank Lid. 22 e 51 00 207

Partuular or Fs'0IC) Cr (Xs D004
Share Capnial 300 000
Cash m hand and with E5L 4n 350

Irvastments muSov’ of Budwy Bond=: 1370

Oftwer Invesimuents 155 030

Gold Bulbon 13.30

Everest accrusd an vesinuebs 24020

Sermmty Depomts of Employees 15 G
Suvings Acconne Ealance Jar 2
Currers Ladper Control Account 9~ 000
& o Deposit- 23 050
Security Prenuomt Accournt a0 000
Astuny Reseave 140 000
Srewes Builion L Doo

Conshtusnts' Lubihitv for scoeplance

mul edorserends. T 569

Fumldings o3 003

fumture 5000

Borroveings rom Bk 230
Morey ol Call mrxi Shoet Noboe 20,000

Advances 200 000
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Particular Dr {Fs 0QDj Cr Rs 00
Prafit snd Loss Acomnt Ralance o 500
Eills Descounted and Purchased 12,500
Blls for Callacton 43 500
Acceptences ani Fralorsernent: 50,200
Interests ;050 "2 .000
Cormmsmon and Brokers g 15 300
Thacounts 42,000
Wills Recervalie beang bells for callection 43 500
Awmdik fens 5000
Loss on sile of Fumitture 1 08
Daoechors” e 1200
Aanes 21.200
Postige 50
Rents oDD
FProit an Tullon 1200
Maragmg Drector's Remmmes ahan 12000
Miscellaneons 1ncomms 2700
Liaks an sale of orvestiments 30 00D
Dt wath other Banks ~5 000
Eranch Adpostments 10 00D
Degreastnor Feservre an Buildmg 20,000
Tatal 1020 00D 1,020,000

You are required to prepare a Profit and Loss Account for the vear ended on 31st March, 2007 and
also the Balance sheet after considering the followng

(1) Provide rebate on bills discounted Rs 5,000,000

(11) A scrutiny of the Current Account Ledger reveals that there are accounts overdrawn to

the extent of Rs 25,000,000 and the total of the creditl balances 15 Ry 1,22,000,000

(11} Claims by employees for bonus amounting to Rs 15,000,000 1» pending award of arbitrahion

(1v) Depreciation on building for the year amounts to Rs 5,000,000

(v) Out of profit for the year, 20 per cent thereof were transferred to statutory reserve,

and the Directors proposed a dividend of 8 per cent, subject to deduction of tax
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N7 Bank Lid
Balarwe Shest 2 at 315t harch 195

Schedule As on 313 1005 As an 3131004
No (Carrent Y enx) {Presncas ‘Yemr)
Capntal and habvhtes
Capntal 1 3.00 0oQ
Reserves fe Surplus 2 2,07 00
Depoats 3 152,470
Borsowrmps 4 2
Other Labihtws and Proviaoms 5 44 000
Total B3]l ol
Ansats
Cash. and balsnces with REL 1] 4p 330
Schaube As gn 313 1905 As an 31319M
No [Current Year) T PrewiDas ear|

Balance with banks and money
at call ardd short notce

Advances

Fived Assels

Clhey Ascets

Total

Cantingnt Wabihtss
Bills for callachon

- 1,01 GO0
| 305 130
a 237500
10 45 000
11 +0 020
# 41 600

1z 1500
43 500
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ST Bank Lid
Profit & Loss Account for the year ended 315t Mach, 1995

Schexdnle Ar ended 3130 Yr enwdedd 31 300
Mo iCorrent s sar} {Previous i eary
Rs’ 00O Fs 00
1L Inctame
Interest earred 13 200,000
Othesr Fracounee 14 1.0
Total 1 07 800
I Expenddure
Enterest Expended 15 7.950
Opearatng, Expenses 16 34450
Froviamn and cnbngenoes
Tatal 521 400
Schedule |  As an 3132007 As on 3132007
Na Cmrent Y om) (Preauous) enr)
Es 000 Rs' G0
I Profit /Los
Net Profit/ (Loss) kor the yeay 55 400
Profit (Loss) brought foeward -
Total 35400
Transfer to siatbory neusrre 11 o8B0
Transfer o othey resarve -
Proposed Dovadenc 24,000
Balence carmwd farward to
Talewe shveet 20,320
Tokal B40

SCHEDULR 1 - CAPITAL

As on LA 0O As om 31300
{Cwat Yaar) (Frew ywax)
K= 000 s 000
Anibonzed Capsial
-— -shewes of B .| _ gachs
ed Capuiml
- shesrws af By _ mach
Sulrzcyivnd Capuinl
- shawes wllfs ___ wach
Caflad-up Capatal
- shages of Bs _ wach 3 00 poo -
Lex Calls cawpamd - -
Addcl Porfersd sheee - -
3 00 DAO -
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SCHEDULE 2 - RESERVES AND SURFLLUS

As m 313 07 As an 31300
iCor Year; {Pray rear}
Rs"000 Rs'000

Statwiory Reserves
Opeumg, Balance 140 000
Addioore: A O year 11 080
Dedocturs dunng the vesr

Todal 151 0&0

Capilal Resares

Openme Balarve
Addibors dunng the vear

Decha ionts doming the vear

Security Preonum
Opevang Balance %0 000
rvddibore durme the year
Deductuars dhmmg the year

Total 00 00

Reverme and other Reserves
Openng Balance
Adithans durmg, Ye ves
Dednrhans dunng; the year

Ralarws in Frofit aad Loss Acoomnt

ToRl A+ O0+M+IV+V) 241,000
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SCHEDXCLE 3 - DEPOSITS

As on 313 07 As on 313 00
(Curr Year) (Prev Year|
Rs 000 Rs'0D0
L Demand Deposts
iy Fram bemks 1 22 000
() Froam olreers
II. Savings Rask Drposts 7320
I0. Term Deposils
{i) Prom banles DG
to) From others
Total (1 + II + IIT) 152470
(D) Deposis of lwanches in Inda 15240
¢} Depossis of branches, oatwdes Inda
Total 152470
SCHENIE 4 - BORRCOWINGS
Asan 313 07 | As on 31306
fCmr. Year} {Prev Year}
Rs'000 Rs'000
Bamtewings m Indha
(i) Fe=erve Rank of India
(i) Crther Bankv A
(i} Oher Inshinhon and apercws
Sarowmgs Ountside India
Total {1+ ) 77,230
Secured barrowmngs muctmded m [ and T abowe. Bs 7130
STHEDULE 5 - OTHER LIABNLITIES AND FROVISIONS )
Ason 313 07 As on 31300
JCT Yeary (Pray Yeur)
R='000 Rs'000
Ills Payable
Inter -Office: adjustomrs mat)
Inlevest mocred
Cthars{Incinding Frovisiona)
Fropowed Drvidend 24,000
Fromumn for Rebete 5,000
Secunty Depasit of Eqployess 135,060 44 000
Total 44.000
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SCHEDULE 6 - CASH AND BALANCES WITH RESFRVH BANE. OF INDIA

Balances with RRI
) m Cumrent Accoard
) m Oty Accoures

Ason 313 07 As an L300
{Curr’} ear) {Prev Year)
Rs'000 Rs 00
Cash m hond (acinding, formps carmescy notes) 45 350

Total @ + M)

45 350

SCHEIDULE 7 - BALANCES WITH REANKS & MONFL AT CALL & SHORT NOTICE

Im Indha
i) Balence: with badks
(a) m Coorent Accoonbs
{bi m Cher Deposit Acromnis
{i1) Moy st call and shart notice
(m) Wil benks
(b} With other rshinfuons
Total
Oniside Indua
i) m Cunrent Accourds
{f) m Ofher Depeat Accomnts
{ed) Money at call and stuwt nohce
Total

Guramd Total (T + I

Ason 313 07
(Cuar Year}

73 (00

20,000

Ason3l3e
(Prev Year)

101, 00q

101 000

SCHEULE § - INVESTMENTS

Ason 313 07
Caxr Year)
Es' 000

Az on 31300

{Prev Year)}
Rs'00D

Iwveshments im Indaa m

(1) Covermmment seciries

(m) Ofhey spprorved sacanhes

(i) Shuwes

{v) Debentnmes ad Bonds

(¥} Jb=adanes and /or pint ventures

{¥i) Chers (o be spenified) - Gald

Total

Imvestmrnis oufoade Tadia in

(i) Governmest secwnibes (inchucdme Wocal sothorries)
D) Subwadesrees aned / or yomdt veminres stwosd
finf) Other srvestrands (o e specifed)
Total

Grand Total (I + 1D

164 37D

1 35 30

15,130

3 05.13

3,05 130
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SCHFDOULE ¥ - ADVANCES

Ason3l3 O |As on 31300
)G Yeary | (Prev. Yean
la} Bulls parchased ard d scounted 12509
) Cazh credats overdrafs and losnz repayable an domand 125 pog
I Term loams
Tzl 2373k
SCHEDULE 10 - FIXED ASSETS
Asandrd o7 |As on 31300
sCurr Year) | (Prev Yean
Rs DDO Rs'000
Premnses
At cost as an 31t Mlarch of the precedmg vear o5, 000
Addbos dnmmg the yest
Dednchans dumng the year
Depeastion o date 25 D0
46 D00
Ofher Axed Asseds (nchnding Formukre amd fixtirec)
At cost ms on 31st March of the precedms yuat 5 D00
Addrhons dormg the vear
Deductons durng e veo
Deprecabon o date
Total (1 + ) 45 000
SCHEDULE 11 - OTHER A55ETS
AsnIL307 |Ason L30T
(Cry vean| | (Prev. \esri
1 Inwr-office adiostments mer] 20,000
O Inberesi a0Tued an Ervestments 24,020
I Tax pmd m advance ¢ ax deducted ar sonrce
IV Sizhanery anx] slamps
vV Nan-bankmg, assets scqumed m sabsiactumn of cloms.
VI Others {Gilven 2000
Total 46 020
SCHEDULE 12 - CONTINGENT LIASILITIES
Asan 3307 | As om3L307
{Cumx. ' eum) [Prev Year)
I Clamns spunst the bank not acknimmdedged as debts 15 D0g*
T Lubilny for parfly pad ivestments
I Luabibey on accomnf of ooistandnge farward
schange comtracts
TV Guaranisss prren on behalf of carich bitents
al In Indis
(b1 Cut=mde Incha
YV Acceptances endorsements and, othes Jblgatons
11 Other items for whach the bank 1- cnmpgentiy hahle 56,500
Total 71,500

* Claim for bonus by employes subject to Arbeiratron Aveard
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SCHEDULY 13 INTEREST EARNED

Lear ended | year ended
31307 11 e
(T Y ) Prev Year}
Rs'000 K-'080
I Inmwest & chacount o advwnces; tills 114300
Tmxs CLBal an rebate of Bells discomnied 200 1 00,5300
0 [ncome an xvestments
I Trderest an balances with Feserye Bank of huhis
and ofhey wter-bank fonds
IV Ofhexs
Total 1.4 500
SCHEDULE 14 - OTHER INCOME
Yoar ended | year ended
A3y 33 0
(O Yeas; | Prev hear
Fs 000 Fs'D00
I Cosumenon, exchange mnd braksrage 15 100
L Eent o0
[0 Profit on sale of rrrestments L2
Less Lass oa sdle of myvesimenis 130 000,
IV Less Loss om sale of Foomhwe {1 00D
VvV  Ahecellaweorrs Incame 2700
Toizl 1 20M
SCHEDULE 15 - INTEREST EXFENDED
Yogr ended | Year ended
31307 3.3 0o
(Cuxy Year) | {Prev Year)
Rs 000 K5 000
1 Inkerest an deposts ¥ a50
M Everes cn Reserve Bank of Indhs T mber-bank bomowngs
ML Others
Tolal 7,950

SCHEDULE 1b - OPFERATING IXFENSES

Yaar mnded 30307 | Yeal ended 313 Oc

Ot Yean (Prev Yeu)

Rs 000 E=000
h]mlsbnﬂ}tmﬂmshquayas 33,200
Diegwacishan on Wamik's propexty 3 000
Disctors” fees  allowanoes and evpenses 2 200
Apdures’ fres mrel opeTees 5 D00
Postages. telapzams, elephanes et 0
Total 11 450
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UNIT - TV - COMPANY ACCOUNTS

AMALGAMATION OF COMPANIES

INTRODUCTION:

There are many forms of business combrnations to obtain the economues of large scale

production or to avoud the cut throat competition They are amalgamation, absorption, external
reconstruction ete

The term amalgamation 1s used when two or more existing companies go mto liqgudation

and a new company 1 formed to take over the business of iquidated companies The term
absorption 1s used when an exwsting company takes over the business of one or more existing
compantes which go into iquidation In external reconstruction, one existing company goes nto
liquidation and a new company 1s formed to take over the former company

Definitions as per Accounting Standard 14 (AS-14)

a Amalgamation — means an amalgamation pursuant to the provisions of the Companies Act

1956 or any other statute which may be applicable to companies

b Transferor Company — means the company which 15 amalgamated into another company

¢ Transferee Company — means the company to which a 6ransferor company 1s amalgamated

d Reserve — means the portion of camings. 1cceipts or other surpluses of an enterprise (whether
capital or revenue) appropriated by the management for a general or a specific purpose other than
provision for depreciation or dominution i the value of assets or for a known hability

Types of Amalgamation

As per AS-14 there are two typcs of amalgamation (1) Amalgamation in the nature of merger and
(2) Amalgamation i the nature of purchase

Amalgamation in the nature of Merger (Pooling Interest Method)

An amalgamation should be considered to be an amalgamation 1n the nature of merge when all the
following conditions are satisfied

1 All the assets and liabilities of the Transferor C ompany or companies before amalgamation should
become the assets and habilities of the transferce company

11 Shareholders holding not less than 90% of the face value of the equuty shares of the transferor
company (excluding the proportion held by the transferee company) should become the shareholders
of the transferee company

ur The consideration payable to the above mentioned shareholders should be discharged by the
transferee company by the 1ssue of the equity shares and cash can be payable in respect of

fractional shares

v The business of the Transferor Company/ companies 1s mtended to be carned on by the
transferee company

v No adjustment s intended to be made to the book values of the assets and labilities of the
Transferor Company’ comparics when they are incorporated 1n the financial statements of the
tiansferee company except to ensure uniformuty of accounting policies

Amalgamation in the nature of purchase

An amalgamation should be considered to be an amalgamation 1n the nature of purchase,

when any one or more of the conditions specified for amalgamation 1n the nature of Ierger 15 not
satisfied
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Difference between Amalgamation in the nature of merger and Amalgamation in the nature of
purchase

Merger Purchas=

1. There s a genuine mpooh9ng of 1. One company acquwes another_ As a
assats and liabiimies of the transferor consequencxl, the shareholders of the
companes as well as the share transferor company normaity do not
holders’ interest. As such the contmue W have a proportionate share
shareholders of ail the transferor m the equity management of the
companmes contidnue to have transferee company.
substantial or proportionate share
the equity or management of
Transferes Company. 2. Assets, labiliies and resarves of the

2. Assets, habilitees and reserves of the transferor company are recorded by
transferor company sre recorded by the transferes company ether at book
the transfares company attheir value or 31 vakras revised on the basis
book velues. of thew fair values.

3. The balance of P&L Afc of the

3 The balance of PRL Ajc of the transferor company is hot ncluded In
transferor company aggregated with the books of the ransferee company.
the batance of the P&L A/c of tha
transferee company. 4 Only statutory reserves of Transferor

4 All rezssrves whether capital or Company are taken in the books of
revenue Dof Trensferor Company are Transierse Company m order 1o
merged 1nto the reservas of preserve their Wentity.
Transferee Company. 5 [t may not be mtended to conunue the

5. i is always mtended to continue the business of Transferor Company
busmness of transferor coimpany. 6. Al the assets of Transferor Company

5. All the assets of Transferor Company may of may not bacome the assets of
become the assets of the tansferes the gansferee company
company. 7  Purchase consideration 5 ususlly

7 Purchase consideration is usually valued at the market price of the
valued at the par value of the shares shares ssued.
ssued.

Purchase Consideration

Purchase consideration 1s the amount which 1s paid by the transferee company for the
purchase the business of Transferor Company As per AS-14, consideration for amalgamation
means the aggrepate of shares and other securities 1ssued and the payment made 1n the form of cash
or other assets by the transferee company to the shareholders of the transferor company
Purchase consideration does not mclude any payment to outsiders including debenture holders
The purchase consideration may be calculated 1n the following ways

1 Lump Sum Method When the transferee company agrees to pay a fixed sum to the
transferor company, 1t 1s called lump sum payment of purchase conssderation For

example, X Ltd purchases the business of Y Ltd for a consideration of 1000000

2 Net Worth (Net Assets) Method Under this method, the net worth of the asscts taken
over by the transferee company 1s taken as purchase considelation Here, Purchase
consideration = Assets taken over at agreed values — Liabilities taken over at agreed values
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The following points are noted while calculating purchase consideration under his method
a Cash balance 1s usually mcluded 1n assets But 1f 1t 15 not taken over, 1t will not be
included
b Fictitious assets should never be added
¢ Accumulated profits and 1eserves should not be considered

d The term ‘hiabilities” include all habilities to third parties But ‘trade habilhities’ melude
only trade creditors and bills payable

e The term “business’ will always means both the assets and liabilities

[Hheseration 1

The followwng 1s tha Balance Sheet of Amrita Ltd

Liabilities Rs Assets Rs
Share caprtal 60000 | Goodwill 28000
Debentures 10000 | Land & building 16000
Sundry credrors &000 | Plant & Machunery 2E000
General raserve 4000 | Stock 16000
Profrc & Loss Afc 20004 | Debtors 2000
Cash 2000
Prelimmary axpenses 2000
100004 10G000

Bangalore Ltd takes over the business of Amrita Ltd the value agreed for various assets
are  Goodwill Rs 22000, Land & Building Rs 25000, Plant and Machinery Rs 24000, Stock
Rs 13000
and Debtors Rs 8000 Bangalore Ltd does not take over cash but agrees to assume the hability of
sundry creditors at Rs 5000 Calculate the purchase consideration

Yolution

Calculation of purchase consideration
Value of assats taken over

Goodwill 22000
Land & Building 25000
Plant and Machmery 24000
Stock 13000
Debtors 2000
22000

Less- Liabilries taken over

Sundry creditors 5000
Dcbentures 10000 15000
Purchase consideration 77000
3 Net Payment method Under this method, purchase consideration 1s the aggregate of all
payments 1 the form of cash, shares, securities etc to the shareholders of the transferor
company by the transferee company The following points are considered while calculating
purchasc consideratron under this method
a The assets and liabilities taken over by the transfeiee company are not considered
b Purchase consideration includes the payments to shareholdcrs only
¢ Any payments made by the transferee company to some other party on behalf of the
tiansferor company are to be 1gnored
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JNustration 2

The basance sheet of Jay Ltd as on 31 March 201 Lisas foltows.

Labilmes Rs Assets Rs.
Share capital 200000 | Goodwnll 40000
Generai resarve 35000 | Land & building 30000
Profit & Loss Afc 20000 | Plant & Machinery 75000
Debentures 50030 | Stoch 52000
Sundry credrtors 25000 | Debtors 53000
Cash 15000
330000 3130000

Jay Ltd decides to amalgamate 1nto a new company New Ltd which will take over the

assets and liabilities of Jay Ltd 1n the term that holders of each share of Rs 10 m the company
would receive one share of Rs 10 each, Rs 5 paid up and Rs 4 1n cash The liquidation expense of
Rs 5000 15 met by New Ltd calculate purchase consideration

Rolurion -

Calcwation of purchase conswleration

Holder of each share of Rs 10 each will get one share of Rs 10 each Rs 5 pad up = 100000

Holder of each equrty share wil! get Rs 4in cash {2000%4} = $0000

Purchase consideratien = 130000

——

{Mote: Ligusdaton expense is not mcluded in purchase consideration}
4 Share exchange or Intrinsic value Method Under this method purchase consideration 18
calculated on the basis of intrmsic valuc of shares The trinsic value of a share 13 calculated
by dividing g the net assets available le for equity shareholders by the number of equity
Jhares Thus value determunes the rato of exchange of the shares between the transferee and
transferor companies

Steps in accounting procedure of amalgamation, absorption and external reconstructien
a Calculation of purchase consideration

b Ascertainment of discharge of purchase consideration
¢ Closing the books of transferor companies
d Passmg opening entries in the books of purchasing or transferee company
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Accounting antrnes m the books of transferor company
1. For transiermng assets to Realizaton Ac.

Realizatron Afc Dr
To Assatz Afc {indrewdually at book vilue]
{Mote :{ 3} Fictrtious assets should not be transferred to Realzation Ajc {b) ¥ cash in hand and
bank are not taken over by transfares company should not be transferred to Realzation Afc Bt
it can be taken as apenmg balance of @sh or bank Afcand (¢} Other assets, even ¥ they are not
taken over, should be transferred to Realizston Afc)
2 For transferrmg lizbiities{outssde habirtias only} to Realization Afc
Labiimwes Afc Dr (mdividuaily at book value)
To Realzation A/c
{Mote { a} If any liability = not aken over by ransfares company should not be transferved ta
Redlization A/c, (b). Items it the nature of Provisions are to be transfarrad to Reaiizabon Ajcand
{c). Any fund which denotes body hatnirty and reserve, the portion of labiirty should be transferred
to Realzation Afc)
3. For purchase considaration dus from trinsferee company
Transferee Company Ajc Dr
To Reqlization Afc
4  On recerang or discharging purchase consdaration
Equity shares in Transfaree company Afc  Dr

Preference shares v Transferas company Afc Or
Debentures in Transferee company Ajc Dr
Cash/ Bank A/c Dr
Te Transteree company Afc
5 For sale of assets not taken over by transteres company-
Cash/ Bank Ajc Dr (Sale procaeds)

To Realization A/c
6. For dischargmg habilbes not raken over by transfaree company

Liability Ajc Dr

Realizatwn Afc Dr {rf @xcass amount paud]
To Cash/ Bank Ajc
To Reaization Afc (If less payment & made]

7. For [mudaton {reathzation) axpenses
i Hliquidation expenses are met by transferor company
Realrzation Afc Dr
To Cash/ Bank A/fc
b Ifhquidation expenses are mat by transferes company
No entry & required.
4. For closmg preference share @pral

Freference share capral Ajc Dr

Realzation Ajfc Lr [if axcess amount pan}
To Preference charsholders Afc
To Realization Afc (& less amount pad)
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a_ For paying off Preference shareholders:
Preference shareholders A/c Dr
To Preference shares i Transfaree company A/C
To Cash/ Bank Ajc {rf any]
To Debenturas Afc (if any]
10. For ttansferrmg aquny share capstal, resprves eic.

Equrty share caprtal Afc Dr

General raserve Afc Dr

PLL AJC Or

Dvidend equalization reserve A/c Cr

Security premium Afc Dr
To equity shareholders A/fc

11 For wansfarmrng Hirtitrous assels

Equity shareholdars Afc Dr

To PAL Afc

To prelimmany expenses
To Dicount/ axpense on ssue of sharesf debentures
12. For closng Realization Ajfc
2. For loss on realzabon {if debrt > credrt]
Equity sharehokders Afc Dr
To Realization Afc
b. For profit on realization {if credit > debrt)
Realzation Ajfc Dr
1o Equity shareholders Afc
13_ For payment to equrty shareholders.
Equity shareholders Afc Or
To Equity shares i1 Transferee company Afc
To Cash/ Bank Afc (if any)
AMfver payment to aguity shareholders, 31} accounts i tha baok of transferor company will
be closad
Accounting emnes in the books of Uansferee company
{Amalgamation in the nature of purchase)
1 For purchase considaration due and assets and hatulities taken ovar
Asseis Afc Dt {Af renised, otherwise at book valusa)
Goodwill Afc Dr {i¥ credit > debrn)
Ta Labiles Afc {At revsed, otherwise at book value)
To Liquulator of wansferor company (purchase conssderation)
To Capetal reserve (i debit > caredit)
2. For payment of purchase conssderation”
Lequidator of transferor company Afc Dr
To Share capetal A/c
To Debenturs Afc
To Bank Ajc
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fWote f shares are 1s5ued at preEMum securty premum Afc s credited with premium If
shares are 1ssued a1 descount, £iscount on ssue of sharas A/c s debrtad wrth discount)
For payment of iguidation akpenses by transfaree company
Goodwlllf Capital reserve/ PEL A/c Dr
To Cashf Bank Ajc
For payment of formation EXpAnNses
Preliminary expenses Afc Dr
To Cash/ Bank Ajc
if there are both Goodwill and Capita: reserve Afc, Gaodwill may be set off agamst Capstal
reserve
Caprtal Reserve A/c Dr
To Goadwill Afc

6. [fany vability (including dabentura] s dischargzed by transferee company

Liability Ajc

Dr [Amaunt payable)

To Share capralf Debentura,/ Bank Ajc
7 Torecord Statiutory Reserves of transferor company
Amalgamation Adjusiment Afc
To Statutory Resarve Ajc
{Note Amalgamaton adjustment A/c 1s shown on the assets sida of the company’s
Balance Sheet under the head “Miscellanaous Expendrture”)

Hlustration 3
X Ltd acquired the busmess of Y Ltd on 31 March 2011 for a purchase consideration of Rs
35000 to be paid by fully paid equity shares of Rs 10 each The balance sheets of both the

companies on the date of acquisition were as follows

Dr

X Ltd Y Ltd Xltd Y Ltd
Equnty shares of Rs.10 Land & Building 21500 [ 13500
each L5000 | 32500 | Plant & Machinery 40000 | 25000
10 % Preference shares G000 | Fumiture 7500 S0D0
of Rs.10 each Investment 12500 2000
General Reserve 17000 | 11000 | Inventories 25000 | 22500
Developmant 4000 | Sundry Debtors 3500 5000
Allowance Reserve Cash & Bank 1000 1500
PEL Afc 7000 5000 | Advance Tax 3500 3000
Work men
Compensation Fund 3000 1504
10% Debentures 20000 | 10000
Fixed 7500 SO0
Depost{unsecured) 5000 | 5500
Sundry oedtors 3000
Bilis Payable 4000 | 3000
Provesion for tax 121500 | a3cog 121500 | 23500

Debenture holders of Y Ltd will be 1ssued equity shares in X Ltd Journalize the
transactions in the books of X Ltd sand the Balance sheet after amal
that the amalgamation 1s in the nature of purchase Also g

gamation assuming
¢ Journal entrres in the books

of the transferor company to close the books
Solution:
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In the books of ¥ Ltd {Transferof companty)
Closing entnies

Realizatron Afc Dr 83500
To Land & Building A/c 13500
To Mant k Machinery Afc 25000
To Fumiture Afc 50400
To Investmant Afc 1000
To Inventonss Afc 22500
To Sundry Debtors Afc 5000
To Cash & Bank Afc 1500
To Advance Tax Afc 3000
{transfer of various assats to Realzation Afc)
10% Debentures Afc Dr 10000
Fixed Depostt Afc Dr 5000
Sundry credntors Afc Dr 5500
Frovision for tax A/fc Dr 3000
To Reahzation Afc 23500
{vransfer of vanous habiies to Rea’ization Afc}
X Ltd Afc Dr
Te Realizatvon Afc 55000
{purchaze consideration due from X Ltd) 55000
Equrty Shares m X Ltd Ajc Dr
To X Ltd Afc 55000
{purchase consideraticn recerved) 55000
10% Preference share capita: Afc Dr 6000
To Preference shareholders Afc 00D
{amount payable to Preference sharehaldars
Preference shareholders Afc D kooo
To Equrty Sharss in X Lid Afc 5000
(distriiwrtion of equity shares recened from X
Luet) 32500
Equity share capital Afc Dr 11000
Generat resarve Afc Dr 4000
Development Allowance resarve Afc Dr 5000
AL Afc Dr 1500
Workmen compensatios Fund Ajc  Dr 54000
To equiy shareholders Afc
{(transfer of equity shareholders funds) 5000
Equrty shareholders Afc Dr SO0
To Realization Afc
{transfer of loss on realization) 43000
Equrty shareholders Afc Dr 43000

To Equrty shares in X Ltd Afc
{dtnbution of equity shares received from X
Ltd)
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Realizatron Ajc

To Land & Bulding AJfc 13500 | By 10% Debentures Afc 10000
To Plant & Machinery Afc 25000 | By Fread Deposit Afc 5000
To Furnnture Ajc 5000 | By Sundry credrtors AJc 5580
To invastment Ajc BOO0 | By Provision for tax Afc 3000
To nventones Afc 22500 | By X Lwd (PC)A/c 55004
To Sundry Debtors Ajfc 5000 | By Equity shareholders Afc 5004
To Cash & Bank 4/c 1500 | [reauzation loss)-Bal higure
Te Advance Tax Afc 3000

835040 £3500
X Llud Afc
To Realsatmwi Afc 55000 | By Equrty shares inX Lvd A/fc 55000
RE000 L5000
Preference shareholders Ajfc
To Equrty shares w1 X Ltd Afc 6000 | By 10WPreference shara capmal 6000
000 | Afc 6000
Equrty shareholders A/c
To Realisavon AJc (Joss) 5000 | By Equity share caprar Afc 32500
To Equrty shares m X Led Afc 48000 | By General resarve Afc 11004
By Development Allowance 4000
reserve
By PRL Afc 5000
By Waockmen compensation Fund 1500
Afdc
54000 S4000

Opening Entnes in the books of X Ltd [Transferee Company)

Land & Buiding Ajc
Fiant & Machmery Afc
Furniure Ajc
Investment Afc
inventornes Afc
Sundry Debtors Afc
Cash & Bank Ajc
Advance Tax Ajc

alg 13500
Dr 25000
Dr 5000
Or 2000
Dr 22500
Dr 5000
Dr 1500
Dr 3000
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To 10% Debentures AjC 10004
To Fiwed Depostt A/c 50040
To Sundry creditors Afc 5500
To Prowviswar for tas Afc 1000
To Liquidators of ¥ Lid Afc L5000
To Capras Reserve (Bal figurel cO00
ipurchase consigeration due and asssts and
hiabilities saken opver)
Liquidatars of Y Ltd Afc Dr
To Equity Share capital Afc SED00
{payment of purchase consideration in aquity 55000
shares]
10% Debentures AJC Dr
To caurty Share capital Afc 10004
{dizcharge of debentures by IssuIng equity 10000
sharas)
Ama gamation Adjustmant Afc Dr
To Davelopment Al'owance raserve Afc 5503
To Workmen compensatiop Fund Afc AD040
\statutory reserves incorporated) 1500
Aaiance Sheat of X Ltd as on 1 Apn. 2011 {after amalgamation]
Share Caprral Fixed Assets
12000 equrty share: of Land & BLilding 35000
Rs 10 Each 120000 | Plant & Madchinery eSO
Reserves & Surpius Furniture 12500
Capnal Reserve SO00 | Investmeants 20500
Ganzral Resarva 17000 | Current Assets
Development AMowance Inventon=s 47500
reserve 4000 | Sundry Debtors 13500
Workm an compensation Cash & Bank 4500
Fund 4500 | Advance Tax 500
F & LASC 7000 | Miscellaneaus Expenditure
Secured Loan Amagamation Adjustment Afc 5500
10% Debentures 20000
Unsecured loan
Fixed Deposit 11500
Currant fighirtias &
Froviseans
Sundry creditors 10500
Bi'ls Payabla 3000
Provision For tas 300
210500 210500
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Accounting antnies in the books of transferee company
{

Amalgamation m the nature of merger)
1 For purchase consideration dus and assets and lEtvirties taken over-
Asspts Afc Br {indnndually at book value)
To Liabilrtwes Ajc (Indvidually at book value)
To Reserves of Transferor Company Afc
ToPALAKC
To Liquidator of wransferor company Afc (purchase consideration)
(Note: The differenca between debit and credrt is adyusted in the reserves of Transferea
Company)
2 For payment of purchase consseraton
Lquidator of transferor company Afc Dr
To Share caprtal Afc
To Debenture Ajc
To Bank A/fc
(Note: of shares are ssued at PTEMIUM, securty premium Afc & aredited with premum
H shares are 1ssued at discount, discount on 1ssue of shares AJcis debited with

discount)
3 Payment of hquidation expense by transferee company
Geners| Reserva/ P & | Afc Dr
To Cash/ Bank A /c
4 For the payment of formation s ipenses,
Prelimwnary expanses Afc Dr
To Cashf Bank Ajc
fustrouon 4
The followmng is the summanzad Balance sheet of Moon Ltd as on 31 March 2012

Share Caprtal Fixed Assets

40000 equity shares of Land & Bwnlding 200000
Rs 10 Each 400000 | Pm & Madhnery 100008
Reserves & Surplus Furniture 30000

Capral Auserve A/c 120000 | investments —_—

FL LA &0000 | Current Assets
Secured Laan Stock 40000

10% Debentures 200000 | Sundry Dehtors SO0D0
Current labiltwes & Bank 300000
Provisions Cash 30000

Sundry creditors 20000

860000 360000

On 1 Apnil 2012 Sun Ltd took over the business of Moon Ltd as per the following terms

a Debentures are to be discharged at a premium of 5% in Sun Ltd

b Creditors are to be paid off by Sun Ltd

¢ Sun Ltd will 1ssue 5 equity sharcs of Rs 10 each at a market value of Rs 11 for every 4

equity shares of Moon Ltd

d Cost of liquidation Rs 10000 15 to be paid by Sun Ltd

Close the books of Moon Ltd and pass opening eniries in the books of Sun Ltd assuming that the
amalgamation s i the nature f merger

Solution:

Purchase constderation (in Equity shares) = 40000x5,4x11 = Rs 550000
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Realisafiian Afc

To Land & Bulding Ajc 200000 | By 10% Dabanturss Afc 200000
To Plant & Machmery Afc 10(@ By Sundry creditors Afc 20000
To Furniure Ajc 20000 | By Sun Led {PC) 550000
To Stock Afc A0000 | By Equity shareholders Afc S0000
To Sundry Debtors Afc (000 | {reahsation loss)-Bal. figure
To Bank Afc 300000
To Cash Ajc 20000

860000 260000
Sun L1d Afc
To Realsation AJc SSD060 | By Equrty shares wm Sun Ltd. 550000
550000 S50000
Equnty Shares m Sun Ltd A/c
To Sun Ltd Ajc 550000 | By Equdy shareho.ders Afc 550000
55400 550000
Equrty shareholders Afc
To Reahsaton Afc {loss) %0000 | By Equity share Gapital A/c AG0000
To Equnty shares wn Sun Led. 550000 | By Caprta’ Reserve Afc 1800040
By PLLA/C #0000
840000 40000
Ertnes In the books of Sun Ltd
Land & Buildmg Afc Dr 200000
Mant & Machnery Afc Dr 100000
Furniture Afc Dr 30000
Stock Afc Dr 40000
Sundry Debrors Afc Dwr «0000
Bank A/c Or 300000
Cash Afc Dr 20000
To 10% Debentures Afc 200000
To Sundry aednors Afc 20000
To Capital Raserve Afc {Bal Fig) 30000
ToP &L Afc 0000
To Liqusdators of Moon Ltd Afc CSO00}

Imbilioes taken over)

{purchase conssderaton dus and assets and
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Liguidators of Moon Ltd Ajc Dr SLO0OCO
To Equity Share capital Afc 500000
To Secunty Preinium Afc I 5C0%0
[payment of purchase consideratop m 50000
equity shares of Rs 10 gt Rs 11)
10% Cebentures Afc Dr 200000
Premrum on Redemptan of Debentures Afc Dr 10000
Ta Bank Ajc 210000
[discharge of debentures 3t 5% pramium)
Capita' Reserve Afc Dr 10000
To Prem:mum on Redemption of
Ceberures A/c 100300
[Premum an Redemptron of Debentures
adjusted |
Capita: Reserve Afc Dr 10000
To Bank Ajc 10000
{Isquidation expenses paid)
Working Note Calculation of Resene

Purchase consideration 550000
Less Share caprtal of Moon Ltd 400000
Difference to be adjusted 150000
Capita' Reserve in Moon Ltd 1E8Q000
Lass. Difference adjusted 150000
Balance of Capital Reserve Q000

Hlustration §

A Ltd acquued the busmess of B Ltd on 31 Maich 2012 for a purchasc considcration of
Rs 2,50,00,000 to be paid by fully paid equity shares of Rs 10 each The balance sheets of
tw 0 companies on the date ot acquisition were as follows

A Ltd B Lid A Ltd B Lid
Equity shares of Land & Bunding 17000000 3000000
Rs 10 sach fuby Plart & Ma-hnery 27000000 | 15000000
pad 25000000 | 15000004 | Furasture 1000000 2000000
General Rasarvp 12000000 1R00000 | Stock SS0DD00 2000000
Development Sundry Debtors A500000 4000000
Rebate Neserye 1000000 3700000 | Bank Z00C 000 1700000
PuL Ajc 1000000 R300000
Workmen
Compensaton
Fund 1500000 2400000
Current Liabulrtwes 4500000 2500000

45000000 | 37700000 A500C000 | 37730000

Pass the necessary journal entries 1 the books of A Ltd when amalgamation 1s 1n
the nature of (1) merger and (u1) purchase
Also piepare the Balance sheet of A Ltd after amalgamation assuming that Deyelopment

Rebate Reserve and Workmen C ompensation Fund of B Ltd arc required to be continued 1n
the books of A T 1d
Solution:

(1) When amalgamation 1s 11 the nature ot merger
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Entries in the books of A Ltd

2012 Land & Buraing &/c Or EQOQDOD
Mar Plant & Machinery Afc Dr 18000004
kM Furmture Ajv Dwr 2000000
Stock Afc Or 4000000
Sundry Dabtors A/ Cr 4000000
Bank Afc br 1700000
Gerneral Keserve Ajc 1Bal Fig} Dr 2500007
To Deyelopment Rebate Reserve Afc 3700000
Ta Wort men Compenyauan Fund Afc 24000040
To Cusren: labrmas Afc 9500000
Tn Liquidators of B Ltd Afc 25000000
{purchase consideraticn due 2nd assets and
nabilities taken over}
L quidaters of B Ltd A/c Dr 25000000
To Equity Share caprta- Afc 25000000
(payment of purchase censideration In equity
shares)
@alance Shest of & Ltd a5 on 1 Apnl 2012 \after amalgamation)
Share Coortal Fred Assers
500000 equity shares of Land & Bailding 20000000
Rs 10 Each, fuly patd up LOQO0000 | Plant & Machiner, J2D00000
Reserqer & Sursius Furriture 3000000
General Reserve 9160000 | Current Assets
Development Rebale 47D0000 Stock 9500000
Faser = 3800300 Sundry Dabtors 1500000
Workmen Compensation Bank 3700000
Fund 1000200
PELA/ 14000000
Current vab. ez %17CC300 §2700000
(i) Whean ama‘gamatior 15 in the nature ol purchase
Entries in the books of A Ltd
2012 Land & Bundmg Aj/c Dr 2000010
Mar Piant &k Machinery A/c Lr 18000000
3l Furniture Afc Cr 2000:000
Stock A)'c Dr 300G000
Sundry Debtors Af< Cr 3000000
Bank AL Cr 700000
To Currant labrties Afc SEO00H]
To Liquidators of B Ld Ajc 25000004
' To fapital Seserve Afc (Bal Figl 3706000
ipurchase copsuderat or du= and assets and
Lab.tes taken over|
Liouidators of B vid A'c Cr
To Equity bhare caprtat AfC 2500000€ -
25000000
{payment of purchase consideraton In equity
shares)
Amalgamaton Aejustmert Afr r
gl'ao De.f.-'opn{‘;nt H:hta:i Res.enrenn fc 6100000
To Workmen comrpersiation fund Al 3700000
2400000

{statutor; rese;ves iccorporatea)
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Balance Sheetof A Lid a5 on 1 Aprs 2012 (after amalgamation)

Share Caprtail Fured Assets
5000000 eguity shares of Land & Bundmg 200000040
As L0Each, ju.ly paid up 50000000 | Plant & Machmery 38600000
Reserves & Surplus Fumture 3000000
Capnal Resarye 3200000 | Current Assets
General Resarve 12000000 | Stock 3500000
Development Aebate 4700000 |  Sundry Debtors 4500000
Reserve Bank 3700000
Workmen Compensation Misceilaneous Expenditurme
Fund 3300000 | Amalgamation Admstment Afc € 100000
FELA/K 1000000
Current labiintas 14000000
12300000 E8300000

HHustration 6

A Ltd agrees to sell their undertaking to B Ltd on the foilow ing terms B Ltd will pay them

Rs 600000 1n cash and allot them two fully paid share of Rs 6 each (market value Rs 7 50 per
share} m exchange of every three shares 1n therr own company The Balance sheet of A Ltd on
the date of amalgamation stood as follows

Shore Coprtol Fiwed Assets

120000 equity shares of Land & Buddmg 450000
Rs.& Each, fully paid up 710000 Plant & Machnery 218700

Reserves & Surplus Current Assets
General Reserve 360000 | Stock 273450
P& LA/ 34162 | Sundry Debtors 229500
Credrters 132500 Bank 74230
Lash 738
114664 E 1246658

A ltd will pay their liquidation cxpenses themselves which amounted to Rs 9000 close the
books of A Ltd and give opening entries in the books of B Ltd assunung that the amalgamation 1s
m the nature of purchase

Solution

Calculation of purchase consideration

In cash 600000
In equuty shares (120000~2:3x7 50 600000
Purchase Consideration 1200000
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Closing antries n the books of A Led

Realisation Afc Dr 1245663
To Land & Building A/c 450000
To Plant & Machinery Afc 218700
To Stock Ajc 173450
To Sundry Debtors Afc 229500
To Bank Afc 74280
To Cash A/c 731
{transfer of vanous assets to Realisaton AJfc]
Sundry creditors Afc Dr 132500
To Realisation A/c 132500
(transfer of sundry creditors 1o Realisahon Ajc)
B Ltd A/c Dr 1200000
To Realisation Afc 1200000
{purchase consideration due from B Ltd}
Cash Afc Dr 600000
Equity Shares m B Ltd Ajc Dr 500000
To B Lwd Afc 1200000

{purchase consideration recenved}
Equity share capial Afc Dr 720000
General resarve A/c Dr 260000
PAL AJc Dr 14168

To equity shareholders Afc 1114168
{transfer of equity shareholders funds)

Realisabon Afc Dr 2000
To Cash Ajc 00
{liquidation expenses paid)

Realsation Afc Dr 7aE12
To Equety shareholders A/c 76832
{vransfer of prafit on realisatron)

Equity shareholders Afc Dr 1191000
To Equity shares m B Ltd Afc 600000
To Cash Afc 591000
{distmibution of equity shares and cash
received)
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Opening artriezar the books of B Lrd

Land & Building &jc

Plant & Mactinery &/

Stock A/c

Sundry Debtors Afc

Bank Afc

Cash Ajc

Goodwill Afc (Bal Fugj
To Sundry Cradriors Afc
To Liquidators of A Lrd Afc

libiirbes @ken over)

or
or
Or
Dr
D
Dr
Dr

[purchise consderation due and gssets and

Liquidators of A Lwd Afc

To Cash Ajc

To Equity Share caprtal a/c
To Securdy premmm Afc

{payment of purchase consideration)

Or

450000
218700
27345(C
2295C0
V4280
732
[ £1.E
132500
120C000
1200000
ARDO00
120000
&00000

IMustration - 11

Divya Ltd agreed to take over the Swatt Ltd as
the same trade Drvya Lid was to
assets, the consideration being the
and the payment of Rs 3,00,000 i cash ¢t
expenses, which amounted to Rs 1.40.000 The Bal

155ue by

0 the Swat1 Ltd Dy

as on the date of absorption aie g1ven hereunder

a going concern-both companies being engaged
pdy the debentures and lhabilities of Swati Ltd and take over the
Dnvya Ltd of 4.00,000 fully paid shares of Rs 10 each
vya Ltd was to pay the liquidation
ances 1n the books of the respectis e companies,

Annt by Liabulilics
Divia Swall Dreva Svali
Particulars Lid Led. LLi. Lud
|, 1% Rxs Rs R~

Authun ed Capial
Dorya Lad 2000000 shan s of
Ry 10 vach RLVEEAXY.0 U T L)
Swan Ltd 750,000 ~hares
Ks 10 cach
lsued Capral FRIOON 5 ia)ie,)
Unpaxd Calk Sur X! 0OV
1-s Delentures HYtew 10ty
Land and Burldings LRVEREEREY Y 15 e 200
Cowwlandl R LRI O 3V, WAl
Sundey ebtors and Cred tars M un TGN M4t D + W
Bank Butnee, Inl 20 L) iy
Stewk 1 92 nin LTI
Plant and Machinoy W Ta Y In 4394
Bl Bexcoy ahip 362 1{a)
Pront aruf L oex
Aavount babin, e, LR Y 2 e 3a)

2322700 6905700 2,IRI2I0 69,05 7

Assume that the absorption was duly effected but
due to Swati Ltd proved nrecoycrable
the books of Swati Ltd and the Balanc
should form part of the answer
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Prepare the Realizatton Account and Members Avcount 1n
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Solution :

Part 1 - Calculation of Purchase consideration - Payments Method

ova Dd o bk o om e gl Ll b

4 lesong 4 M ialt ety share s ot P 1t ach ot raud

I L ash

N T ol Purcliose corsik rabtem

Rw

£ (MR

ERUITE IR
12 40,000

Part IT - In the books of transferor company Swati Ltd.

Or

R f-dfion 4 cote t

Cr
Pariculars Rs | Particular Ka
31 ;andival, 30| By Bt elxnlure- JRETARFAL
Tol and 5,64 27 | By Sundes Crodetoes 4.3 2
Iasundn debtors 3L, M | By Bank uhodnalt NG
[o>uh T w3200 | By Bad dobit Hilr X
T Lt and Madhuno e 15479 0 | By ~harchowde= 4ol res AUV
1o a-l11Reaa-atwin bvpg 147 o Reabsatwn (halan g wtureg
B, " ] lL‘l
ur ha-¢ con-t o n RERE AL
Rod i stoony Fagpr neae- 1,500

70,35,700 70,35,700

shareholders darant
D -
Padicidars Rs | Vartculars R
1o Lnpad L apial Iu O | By Bgu iy Shaee capiila VI LTV
1o Reabmatuan Vo omsy 28| By Sraftand Lo~s A o 20
lodvva Lld 2300 | 2 HA b (N

purchaw et deran mi
52,29,500 52,29 500

Note :

a Realization loss mcludes the irrecoverable amount of deb

Realization amount

b For Realization expenses reimbuised by Divya Ltd

tors consideied as bad debt

Particulars D bet Credir
Letlemttin Ae QT 134 ¥}
InLu-bi A 1,40 M0
1 Jealld do LM [JETRT B
To Baalislair N/ JICTARL Y
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Part 1M - In the Books of Divya Lid :

* Naturc of Amalgamation - Purchase
* Method of Accounting — Purchase

Particulars

Debif
Rs

Credii

a  lor Busnes Furchase

Vusiness Purchase & /¢
Lo Luqudator at Swah lrd

b bor meaver of Assets and Luah Lihes

Giodwill A /¢
Land and Bunldmg 4 /¢
Sundov Debiors A /¢ (3 96 400 — 80 00
Sick A /e
HMant and h‘larhmﬂ}r A
foCapital Reserve A ,'c
To Crediom A /c
10 Bank (xardratt A /c
To Busmess Furchase A /¢
1oy Debentures A ;¢
¢ Discharge ot comanderation
Lunadator ot Swan Ltd 4 /¢
To Equaty Whare tupnral A /¢
ToCash A/c

d  Heimbursement of reabsation o pemn e
Camital Keserve A /¢
lolash A'c

[Being R b ur sement of Teahiatwn e xpenmes

aduwed against Caputal reserve]

¥

42 111,000

5nua0m
3546800
A50400
785300
1a43 900

FRESS

43 00,000

140000

43,00,100

9.19,"00
43610
20,000
43 0,
10,00,I0

400,000
200,000

TA0 Q00

Balance Sheet of Divya Lid, (After Amalgamation)

Liabudilwes

Rs. | Asseis

Rs,

Share capital ;
Aunthonsed capital
X lakhs vhares of Re 10 each

bsued capital

19 labhs share of R 10 each
[t the above, 4 Lakh shares
wene isued b Swah Lid for
conaderaton other than
cash]

Lew Unpawd calls

Firmd Axsets -

Goodwill

Land and Bunlding

Flant and Machine ry
Corrent Assisand Loans
and Advances :

Sundry Debiors

Stod

Bills Kecarvable

Bank Balamoe | 16 84,490 -
300,000 - 141,000

2000000

1,590,000 00

1489, 91 D0

600,000
L3N A0
5620, 720

N A2 400
2577 HD

562,100
12 44200

256




Liabilities Rs. | Assels Ka.
Keserves and Surplus
Capital Reserve 75
Frofit & Loss 9 &8 500
Secured Loans :
10 % Debentures {0 +1J) &0 Ou L)
Cusrent Liabilities and
Prowivion :
Creditors 12,70 400
Bank (Nverdralt 200 00U
2,81,88 A0 2,51 A A00

ACCOUNTING FOR INTERNAL RECONSTRUCTION

There are two types or reconstruction, namely external reconstruction and ntemal

reconsiruction In external reconstruction. a new company 18 formed to take over the assets and
liabilities of an existing company which goes mto ligmdation But 1n internal reconstruction, there
w1l be neither hquidation of an existing company nor formation of a new company

Internal reconstruction means an internal rearrangement that gives a new look to the capital
structure, adjusts the rights of shareholders, debentuie holders and creditors along with some
adjustments 1 the values of assets and writing off fictitious assets Internal reconstruction may be
done due to the accumulate losses, shortage of working capital, overvaluation of assets etc
Difference between Internal reconstruction and External reconstruction

Intemnal reconstruction Externa! reconstructon
1 The company does not hoss its 1 The compaty losses its dentity
wlentity 2. The newly formed company Gkes
2  The overvalued assets are revalued over the assets and labisties of the
2t rher net worth and the josses Iquidstad company at agreed
written pff values.
31  HNo new company is formed nof s 31 A new company is formed in place
any existng company hquidated of the old company.
15 tha mtemal matter of a smgle
company 4. These partes witl have to be
4 Debenure holds, creditors and bank sattled.
pveridraft may comtmnuge.

Forms or Methods of Internal reconstruction

1 Alteration of share capital

2 Reduction of share capiial

3 Varation of shareholders’ nghts

4 Scheme of compromise

Alteration of Share Capital

According to Sec 94 of the Companies Act, a limited company can, if authotized by its

articles of association, alter the capital clause of 1ts memorandum of association in any of the

following ways

a By increasing 1ts share capital by 1ssuc of new shares

b By consohidating existing shares of smaller amounts 1nto shares of larger amo%unts
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¢ By subdividing the existing share into shares of smaller damounts
d By comverting fully paid <hares 1nto stock Oor stock 1nio fully paid shases
Accounting entries for altcration of capital
a2  Forincreasing its share capnal
t Bank ~/c ar
To Share 4pp ication % A lotment Alc
J Share Applraton & Al ctment afc Dr
To Share Caprta Afc
b For consolidation of shares
Share Capual {o!d] Asc br
To Share Caprar [INaw i Ajr

¢ For subd~ision of sharas
Shara Capnital [ofa) Afc Or
To Share Capttar [New! Afc
d Feor convers on of shares into stock

Share Caprial A/c Dr

To Stock &/c

e For converswn of stock inte sharas
Teochk 5,'c Dr

Te Sha~e Capea A/
IMustration
A Ltd having a share capital ot Rs 500000 dix wed 1nto 5000 shares of Rs 100 each, 1esolyes to
subdrvide the shares mto S0000 shates of Rs 10 each Pass the journal entiy
Solution

Share Capital {Rs 100) A ¢ Dr 500000
To Share Caprtal (Rs 10) A ¢ 500000
Hlustration

X Lid1esolves to convert 1ts 50000 equity shares of Rs 10 each fully pard 1nto Rs 500000 worth of
equity stoch Journahze the transaction
Solution:
Equity Share Capital A ¢ Dr 340000

To Equity Stoch A 500000
Hlustration
B Ltd having an equity share capital of Rs 100000 diided 1ato 10000 shates of Rs 10 each 1csoly es
to consolidate the shares 1nlo 1000 shates of Rs 100 cach Puss the journal entry
Solution:
Equity Shaie Capital (R< 10) A ¢ Dr 100000

To Lquity Share Capital (Rs 100) A ¢ 10000¢

Reduction of Share Capital
Reduction of capital 1~ unlaw ful except when sanctioned by the court because
conscrvation of captal 15 one of the main pr inciples the Company Act In o1der to reduce the
share capital. the company must be authori ed by 1ts articles of association, a special resolution
must be passed at general meeting. and confimation of court ctc 1st1equired A company can
reduce 1ts share caprtal by any of the follow g Ways
a By reducing the liability of the shaieholders for unealled caprtal
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b By paying off the surplus capital
¢ By reducing paid up capital which 1s not represented by available assets
Accounting entt ies for reduction of share capital
bk For reduang the iabiley m raspect of uncalled capital
Share Capitai [0 @) A/ Dr
To Share Cap ta (Mew) AjC
b For payng off surolus caprtal

1 Share Capital Afc Dr
To Shareho ders 4/c

i thareho'ders Afc Dr
To Bant Afc

¢ For reduung or canceling pavd up capital vehich s ror represented by avar able assetz
i For reducng paid up capital brs changing ot face vilue
Share Capial 1o di Afc Dr
To Skare Capra' |[New) Afc
To Capma Radurct en Afc
] For reduc ng paid up capital without charging 1tz faze value
Share Capital Afc Or tamount of redu-ed cap ta )
To Lapita Reductwon AfC

Capital Reduction Account
Capital Reduction Account 1s a new account opened for transfering that part of camtal
which 1s lost o1 not represented by the assels It 1s a tempolaly account opened for carrying out
internal 1econstruction This account will be closed as soon as the scheme 1 carried out The
balance in Capital Reduction A ¢ can be used to write off fictitious assets, past losses and cxcess
value of assets The entry 1s as follows
Caprta® Reduction A/c Dr

To P&L Ajc Debrt ba ance!

To Geodwil Afc

Ta Pre immary Expenses Afc

To discount on ssue of sharesf debenturas Ajc

To Patantsf Trademarks Afc

To Plant & Machinery Afc

To other Assets Afc

To Caorta- Rezerye Afc [Bal Figl

Mastration 10
The fo'lawmg 1s the ba.ance sheat of Brahma (td as on 3 March 20. 0

Liabilitias Amount Agsats Amount

5 0] Equrty shares of Rz 100 Plant & Machinery 173004
each fu ly paid SO000C | Patents E50000
7500 10% Preference shares Stock In trade 55000
of Rs 100 mach fu |y paid 750000 | Sundry dabtors 77000
Sundry creditors S0Q00 Profit & Lozs Afc 145000

1300000 1300000

The company suffeied losses and the following scheme was adopted

1 Fquity shares ate to be 1educed Lo an equal number of <hares of Rs 25 each

11 The preference shares to be reduced to an equal number of shares of Rs 50 each

i1 The amount avdilable to be used to wnite oft Rs 39240 of plant and machinery and
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Rs 15000 of stock 1n trade
1v Made a provision of Rs 15300 for doubtful debt
v The balance being used to write off patents

Journalize the transactions and prepare the balance sheet after reconstruction.
Soluton-

Journal
2011 | Equity Share Captal {Rs 100) Afc Dr S00G00
Mar To Equity Share Caprtal {Rs.25) Afrc 125000
31 To Capntal Reduction Afc 375000
{reduction of equity share caprtal to s 25
each )
10% Preference Share Capital (Rs_100] Afc Dr 750000
To Preference Share Capital {Rs 50) Afc 375000
To Capital Reduction Afc 375000
{reductron of preference share capnal to
Rs 50)
Capral Reduction A/c Dr 750000
Yo PEL Ajc 145000
Te Plent & Machmary Afc 35240
To Stock in trade Ajc 15000
To Provision for doubtful debes Afc 15300
To Patents (Bal Fig) £is4gD
[utilzation of capatal reduction Afc)

Balance Sheet a5 on 1 April 2011 |after reconstrucnon}

Liabilryes Amount Assets Amoumt
5000 Equity shares of Plant & Machwnary{173000- 1337840
Rx.25each fully pad 125000 | 39240) 314540
7500 10% Preference shares Patents [850000-535460 | 40000
of Rs 50 each fully pand 375000 | $tock in trade [S5000-15000) 21700
Sundry creditors 50000 | Sundry debtors (77000-15300) |
S 50000 550000
Hlustration
The following 15 the balance sheet of Jay Ram Ltd as on 31 March 2011
Liabiirtes Amount Assats Amount
10000 Equity shares of Rs 10 Goodwill 25000
each fulty pand 100000 | Other Fed assets 104000
1000 7% Praference shares of Current gssets 95000
Rs 100 each fully pad 100000 | Profit and loss Afc 26000
Sundry creditors 50000
250000 250000

It was decided that equaty shares of Rs 10 each be reduced to shares of Rs 7 each and 7%
prefetence shares of Rs 100 each be reduced to 8% preference shares of Rs 75 each The number

of shares 1n each case 15 to remain the same It was decided that the amount so available be used

for wniting of the debit balance in P&L A/c, goodwill A/c and with the balance for writing down the
fixed assts Journalize the transactions and prepare the balance sheet after reconstruction
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Solutson-

Joumal
2011 | Equsty Share Caprtal (Rs 10} Afc Or 100000
Mar To Equity Share Capital (s 7) Afc 70000
31 To Capiral Reducton Afc 30000
{reduction of equity share caprtal to Rs 7
sach )
7% Frefarence Share Capral [Rs 100) Afc Or 100000
To 8%Preference Share Capital(Rs 75)A/c 75000
To Capital Reducnon Afc 25000
{reduction of preference shara capital ro
Rs 75)
Capital Red uction Afc Dr 55000
ToPEL Ajc 26000
To Goodwill Afc 25000
To Fovad asoats Afc 4000
{utitizateon of capatal reduction Afc)

Salance Sheat 3s on 1 Apnl 2011 {after reconstraction)

Liabelitues Amount Aswmts Amount
10000 Equity shares of Frued assets [ 104000-4000] 100000
R 7zach fully paid 70000 | Current assats 95000
1000 3% Prefarence sharas of
Rs 75 each fuily pad 75000
Sundry credstors 50000
1950040 195000

Variation of Shareholders’ rights

Under this, the shareholders rights aie altered by changing the rate of dividend or changing the
classes of shares For example. it can be done by changing the cumulative preference shares to
non-cumulative preference shares or from 10% preference shares into 7% preference shares etc
Scheme of compromise or arrangement

Here a compromuse or arrangement 1s made with creditors or debenture holders while settling their
liabilities This scheme nvolves the following
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a Forsacrifice by deberzvrs ha carz
Jebertures Ajc Dr rwith amount sacrificad)
To Caprtal BFeduction A'c
b For excharge af debentures for nev, aebentures or shares
Jebantures Afc {ovd| Or
To Debentures) Share Caprital Afc {New|
¢ Forsscrifuce by crecitors
Creditors &/c Or |wrih amount sacrificed)
To Caprtal Reduction A/c
d For agreement to recene shares or debenturas n settlement of ¢ aims of credrtors
Creditors &fc or
To Share Capital/ debenrures A /c

1scellaneous journals
@ For appreciation of fixed assets
Fixad assets A/c Dr twith amount of appresation]
To Capital Reduction A/c
b Fcr expense sncurred on reconstruction

Capital #eduction 2/c Dr
Teo Banhk Afc
Hlustration

The balance sheet of Gloomy Ltd as on 31 Maich 2011 was as follows
Labimes Smount Assats Amount
40040 Equity shares of Rs 100 Gooda /!l 15000
each fu by pad 40000 | Frezhoid premises 2107M03Q
2000 5% Preference chares of Fiant & Machinar, 300000
Rs 100 each fully pand 200000 | Stock in trade 50000
&% Debentures 10C000 | Sungry gebtars 40000
Bank overdrafr 35000 | Cask in hand 5000
Suadry creditors 100000 | Profx & Loss Ajc 2125300
235000 335000

The company has got the follow ing scheme of caprtal reduction approyved by the court

a Pieference sharcs to be teduced to Rs 60 per share fully paid up and equity shares to Rs 44}
pet shaie fully pard up

b The debenture holders to take over stock in trade and book debts in full satisfaction of the
amount due to them

¢ Thevalue of freehold premises to be increased by 10

d The valuc of plant and machinery to be depreciated by 33 1 3 94

¢ The goodwill account 1o be eliminated

f Fxpenses of 1econstruction amounted to Rs 4000

Journahze the transactions and prepare the balance sheet aftel reconstruction
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Solation-

lournal

2011
Mar
31

Equity Share Capatal [Rs 100] A/c Dr
To Equity Share Capral (Rs 90) Afc
To Capial Reduction A/c
|reduction of equity share Gpital to Rs 40
sach }

5% Prefarence Share Capra. [Rs 100] Afc Dr
To S%Preference Share Capital(Rs 60jM/c
To Capmal Reducheon Afc
(reduction of preference shars capita’ o
Rs €0}

&% Debentures A/c Dr

To Stock In tradse Afc

To Sundry debtors AJfc

To Capital Reducton Afc{Bal Fig)
(stock and debtors taken over by debenture
holders)

Freehold pramises Afc Dr
To Caprtal Reduction Afc
(Fraehold premises appreciated by 10%;)

400000

2040000

150000

160000

120000
30000

50000
40000
10000

Capmai Reduchion Afc Dr

(utilization of caprtal reduction A/c)

To FRLAJC

To Goodwill Afc

To Plant and machinary AfC
To Bank Afc (expenses)

To Caprtal lesene A/c

20000

350000

20000

15000
225000
100000

«000

@alance Sheet as on 1 April 2011 {after recoastruction)

Liab'mes Amount

Assats

Amount

4000 Equity shares of Frezhold
Rs.40each fuliy paid 160000 | premisas) 200000+20000]

2000 5% Praference shares of

Rs 60 each fully pand 120000 | 100000}
Capital Resere 6000 | Cash in hand{5000-4000)

Bank averdraft 350040
Su .dry crednors 100000

421000

Plant & Machinary{300000-

220000
200000

1000

411000
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Surrender of shares
Under reconstruchion, the sharsholders may ba requered to surrender 3 part of ther share
holdings Such surrendarad sharas may be ressupd to othar parties (crediwors, debentura hoiders
etc } in who & or m part satisfaction of ther c'Uims Tha entries required are as follows
I Onsurrender of shares
Share caprtal Afc Dr
To Surrendered shares 4/c
. Onressue of surrendered shares
Surrendered shares Afc Dr
To Share caprtal Ajc
m  On cancellatron of unisswed surrendered shares
Surrendered shares &/c Dr
To Capital Redurtion A/c

Ilustration

A company has equity share capital of Rs 1000000 consisting 10000 shares of RS 100 each It 15
resolved

4 To subdivide the shares into shares of Ry 10 each
b To ask their shareholders to suirender 50% of therr shares

¢ To1ssue 60% of the surrendered shares to 15°% debenture holders of Rs 400000 1n full
scttlement of their claims

d To cancel the unissued surrendered shares Give entiies 1 the books of the company

Saiution
Jownai
Equry Share Caprtal (s 100) A/c Dr 1000000
To Egurty Share Capial {Rs 10| Afec 1000000
{subdivision of aqurty shares wio Rs 10 mach }
Equrty Share capital A/c Dr 500000
To Surrendered shares Afc 500000
{50% of shares surrendered)
Surrendered shares Ajc Dr 300000
15% Debantuvres Ajc Dr 400000
To Equity Share caprtal Afc 300000
To Capntal Feductron Afc 400000
nssue of 8% surcendered shares to
debenture holders m A | settlemnent of thew
clams;
Surrenderad Shares A/c Dr 200000
To Capmal Reducuion Afc 200000
{tanceMation of unissued surrendered
shares)

LIQUIDATION:

The 15 required to prepare an account of wmding  up  known as Liquidator’s  Final
Statement of Account after the affairs of the company are fully wound up This account takes the
form of Cash Account The mam job of the liquadator 15 to collect the assets of the company and
realize them and distibute the money realized among right clatmants For this purpose he mamtams
a Cash Baok for recording the receipts and payments and 1s required to submit an abstiact of the
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Cash Book to the court m case of compulsory winding up and to the company m case of 1 oluntary
windingup The follow ing receipts are shown on the debit side of this account

(1) Amount realized on sale ot assets

2) Amount tecenved from delinquent directors and other officers of the company

(3} Contributions made by the coniributors

On the credit side of the account, he records the payments made m the followmg order

(1) Payment of secured cieditors and dues to workmen up (o their claim or up to the amount of
securitics held by secured creditors ay per section 529 The balance of secured creditors left
unsatistied (1 ¢ . when the claims of the secured creditors are more than the amount 1calized by sale
of secunitics) will be added to unsecured credrtors

(2) Cost of winding up (1 ¢, legal chaiges}

(3) Liquidator’s remuneration

(4) Payment of creditors (¢ g. debentuies) having a floating chaige on the assets of the
company Interest on debentures should be paid upto the date of actual payment to the dcbenture
holders and not only upto the dale of hquidation provided the company 15 solvent But 1t the
company 1s mmsolvent, interest 1s payable upto the dalc of commencement of msolyency procecdings
(5) Payment of preferential creditors

(6) Payment of unsecured creditors This may also include liability 1n -respect of dividend declared
but not patd but the payment of dividend duc will be pard only after the amount duc to outsiders 18
paid

(7) Amount paid to preference shaicholders

(8) Amount paid to equuty sharcholdeis

The vartous claims will be satisfied by the liquidator 1n the order mentioned above So. 1f the money
available with the hiquidator 1s cvhausted after paying. say, debenture holders partly o1 fully,
payments will not be possible o unsecured creditors, preference shareholders and equity

shaicholders
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STATEMENT OF AFF AIRS

DEFINITION AND EXPLANATION

Correct final accounts of a busmess can be prepared in the recoids are mamntamed under the double
entry system How every where the record 1» incomplete, and 1t 15 not all possible to complete 1t by
double entry, n such cases the final accounts can be only approximately prepared by means of a
statement of affairs In appearance the statement of affairs 1s simular to a balance sheet For this
purpose, two comparative statement of affairs are ptepared — one at the commencement of the year
and other at the end of the year The excess of the assets over the liabilities as shown by the
statermnent will 1epresent the capital of the firm If capital at the end shows an mcrease as compared
to the amount of caputal at the start the difference will represent profit and 1f the capital at the end 15
less than the capital at the begmmng the difference will be loss In this calculation, however,
two morefactors should be taken 1nto account
1 Where fresh capital has been introduced 1nto the business during the account period, the
closing capital may be taken to have been increased to that extent To arrive at the true profit or
loss, therefore, the amount of fresh capital introduced 15 deducted from the closing assets as
determined under such circumstances

1.2

Where drawings have been made by the proprietor during the accounting period, such
drawings reduce the amount of capttal at the close In order to calculate net profit, it 1y
necessary. therefore, that amount withdrawal should be added to the capital at the close before
deducting from it the capital at the beginning
ILLUSTRATION
Rashid and Co keeps his book on single entry system his position on 1st January, 19991 was as
follows
Cash m hand $200, cash at bank 33000, stock 1n trade $20.000. sundry debtors $8,500, furniture
$1.800, machinery $15,000, sundry creditors $22,000
On 31st December, 1991 the financial position was as follows
Cash 1n hand %300, cash at bank $2,000, machinery $27.000. furmiture $1.500, sundry debtors
$14.000 stock 1n trade $19,000 sundry creditors $29,000
During the year Rashid introduced a new capital of $5,000 and withdrew for his personal
expendthuie $9.000
From the above figures, piepare a statement showing the profit or loss made by him during 1991
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SOLUTION

RASHID

&

STATEMENT OF AFFAIRS AS AT 1ST JANUARY, 1991

Liabilities

Sundry
Capatal (balancing figure*)

* 48,500 — 22,000
RASHID

creditors

22,000
26,500

48,500

Assets

Cash 1
Cash at

Sundry

Stock m
Furniture

Machinery

&

STATEMENT OF AFFAIRS AS AT 1ST JANUARY, 1991

Liabilities

Sundry
Capital (balancing figure*)

* 63,800 — 29,000

creditors

29,000
34,800

63,800
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Assets

Cash mn
Cash at
Sundry

Stock n
Furniture
Machinery

hand
bank
debtors
trade

hand
bank
debtors
trade

cO

200
3,000
8,500
20,000
1,800
15,000

48,500

O

300
2,000
14,000
19,000
1,500
27,000

63,300




UNIT - V - MANAGEMENT ACCOUNTING

EMERGENCE OF MANAGEMENT ACCOUNTING:

With the advancement of science and technology more sophisticated equipments and gadgets have
been put mto operation in the realm of accounting as well This has changed the accounting from a
mere device of recording to a powetful tool of forecasting. budgeting and budgetary control Thus,
financial accounting has been supplemented with financal and cost control, budgeting and
budgetary contiol and also production planming and control besides reporting on

business peiformance Precisely, 1t has led to the emergence of management accounting

The term *Management Accounting’ 1s of recent origm even i the USA This term was fiist coincd
and used by the British Team of Accountants that visited the United States m 1950 under the
auspices of Anglo-American Productivity Council Simce then management accounting has grown
into a full fledged subject and 15 looked upon as a subject distinct from accounting 1n 1ecent years Tt
18 also otherwise known as “Management-Onented Accounting”™ or “Accounting for Management™
In common pailance Management Accounting refers to the modern concept of accounts as an
effectine tool m the hands of the management as against the tiaditional package of accounts The
primary object 1s to furnish all the relevant financial and statistical information focusing on every
phase of activity tn the orgamzation This means that management accounting, (n the words of W M
Harper. 15 concerned with “(a) management need for information regarding the economic operation
of the enterprise and (b) the actual direct management of cash ™

The Institute of Chartered Accountants of England and Wales has defined Management Accounting
as ‘any form of accounting which enables a business to be conducted moie efficiently be regarded as
Management Accounting” Management Accounting, according to T Batty *1s the term used to
describe the accounting methods, systems, and techmques which, coupled with special know ledge
and ability, assist management m its task of maximizing profity or mmmzing losses ™ Robert
Anthony opined that *“Mandgement Accounting 1s

concerned with accounting information which 15 useful to management™ Shillinglaw has stated that
accounting, which serves management by providing information as to the cost or profit associated
with some portion of fiim's total operations, 15 called mandgenal accounting But the most
acceptable definition of Management Accounting has been fum:shed by the management accounting
Team of Anglo-American Council on Productivity 1n 1ts Report which 1eads

“Management Accounting 1s the presentation of accounting information 1 such a way as to assist
management 1n the creation of policy and the day-to-day operation of an undertakmg The
technique of accounting 15 of extreme importance as 1t works 1n the most nearly universal medium
available for the expression of facts so that facts of great diversily can be presented i the same
picture It 13 not the presentation of these pictutes that 1s the function of management but the use of
them ™

All thesc defimtions of Management Accounting 1eveal the following salient features

1 It s a merger of “management™ and “accounting™

2 It 15 concerned with accounting information which 1s useful to management 1n maximizing profits
or muninuzing logses

3 It 15 concerned with the improvement m the efficiency of the vanious phases of management
Briefly management accounting with all its paraphernalia, does not supplement

fmancial accounting a» 15 enormously misunderstood, but supplement the basic structure of
traditional package of accounts to cater to the diversified 1equuements of modern
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management

In the absence of an internationally accepted definition of management accounfing. evperts have
used different terms to refer to managerna) accounting such as business entironment accounting,
control accounting, decision accounting, responsibility accounting, etc It 18 called responsibility
accounting, smce 1t provides accountng and stanstical information to different levels of
management to satisfy their needs

FUNCTIONS OF MANAGEMENT ACCOUNTING:

Broadly speaking the functions of mapagement accounting embrace all activities concerning
collection of statistical data, processing, analyzing, mterpieting and presentation of the same 1n a
condensed capsule form, to satisfy the needs ot different levels 0 management The main functions
of management accounting are discussed below

1 Management accounting mvolves forecasts and planning of future operations of the business in
the light of the past as well as present achicy ements The formulation of business

budgets will be immensely useful n guding both short term and long-term opelations of the
business in a most effective manner

2 Management accounting does not confine iself merely to financial data to assist the management
in the deciston making process but frequently draws upon various sources

other than accounting for qualitative information which cannot be converted into monetary terms
For this purpose, engineering records, case studies, minutes of mectings,

productivity reports, special sarveys and other business documents are greatly rehed upon

3 Management accounting furnishes accounting data and statistical mtormation required for the
deciston-making process in management which vitally affects the survival and the success of the
business This 1s affected through classification as well as combmation of sales for different

months and their break-up according to the class of products, types of customels, terms of credit.
territory, etc

4 Management accounting, though concerned with past records, mamtenance of 1 alues, allocauon
and fixation of 1esponsibilities and the evaluation of the future developments, 1s primanly concermned
with the analysis and of data which provide a new vista o the management Thus. the analysis and
interpretation of data which are consideted as the backbone of management accounung, provide the
necessary basis or wnfiastructure for a focus on all the phases of management

5 Management accounting establishes standards of performance 1n the different realms of activities
i such way that any deviation there from can be easily measuted leading to further investigation of
the causes and nstitution of prompt 1emedial measuies for tectifying the same This 15 made
possible through budgetary control and standard costing which are essential adjuncts of management
accounfing

6 Management accounting furnishes tatistical 1nformation according to the varying requirements of
the different levels of management, at periodic intervals The threc-tier

management which 1s 1 vogue 1o the 1ecent times 1equures information of 1arous types at different
mntervals. € g, the top level management requires mformation in a capsule from covering ail aspects
of the business at relatively long mtervals whilst detailed analysws relating to a particular aspect of
the business at short iptervals will suffice the persons in the low er rungs of the management Jadder
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SCOPE OF MANAGEMENT ACCOUNTING: The scope of Management Accounting is VETY
wide and broad based and 1t includes within its fold, a variety of aspects of business operations The
followmg are some of the dreas of specialization included within the ambit of management
accounting

1. Financial Accounting This pertains to recording of all busmess transactions 1n the books of
prime enlry, posting them into respective ledger accounts, balancing them and prepaiing a tral
balance, from and out of which a profit and loss account show ing the results of the busmess and

alvo a balance sheet depicting assets and liabilities of the business concern are prepared This i tum
forms the basts for analysis and Interpretation for furnishing meanmgful data to the management

2. Cost Accounting Costing refers to the classification, recording and allocation of expenditurey for
the determination of the cost of products or senvices, ensuring management control over the same

This mcludes the determination of cost of every order, job, contract, process. or unit as may be
required This helps in the sharpening of the internal aspects of financial accounting

3. Forecasting and budgeting This refers to the formulation of budgets and forccasts, using
standard norms n co-operation with operating and other departments of a4 busincss concern The
uitimate success of any budgeting depends on the proper setting of target figures n the budgets and
the actual realization of the same 1n practice, without even a slight deviation due to external reasons
beyond the control of the Mmanagement

4. Cost control techniques These serve as effective tools for comparing the actual results with the
predetermined figures as laid down 1n budgets They greatly help 1n translating the budgets into
operating plans

5. Statistical data It 15 concerned with the supply of necessary statstical data and particulars
needed by vailous depariments of the business concern This includes as stated earlier, statistical
compilation of case studies, engineermg records, minutes of meetings, special surveys and many
other business documents

6. Taxation This necessitates the computation of profits 1n accordance with the provisions of the
Income Tax Act and also prompt filing of returns pertodically and payment of taxes

7. Methods and procedures They are concemed with standardization of methods and procedures
n all fields of management for improy ing efficiency as well as for reducing the cost considelably

Ths also mvolves the preparation and 1ssuance of accounting and other manuals

which will provide the guidelmes for others

8. Office services This martnly relates to the mamtenance of data processing and other office
management services, stencilling and duplicating, dealing of inward and outward mails, ctc

9. Internal audit The effectiveness of the final audit depends 1n turn on the mtemnal audit coverage
In existence 1n any busimess concern Management accounting represcnts a happy blending of the
two older professions of ‘Management’ and "Accounting’ The two mmportant clements 1 the
success of a business concern are accountmg control and management efficiency These two
determmants are completely merged n Management accounting through the hamesving of
accounting for improving the efficiency of management Management accounting gieatly assists the
management 1n achieving better results by making a clear shift 1n cmphasts fiom mere 1ecording of
transactions to thetr analysis and Imterpretation to give 4 new vista to the management It concerns
with the tools and techniques of formulation of budgets and pre-setting of standards as well as
evaluation of deviations m actual performance and also 1mplementation
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of prompt remedial medaswes In short. management accounting eliminates mtuition from the field of
business management and bioadens the services of accounting 10 management

LIMITATIONS OF MANAGEMENT ACCOUNTING:

Management accounting, as any other bianch of knowledge, 15 not wiathout limutations Though the
emergence of management accounting has greatly impioved the managerial performance, yet the
new discipline has to face certain challenges and constraints conditioned mostly by the eaternal
factors These factors curtail the effectiveness of management accounting and they aie discussed
below

1. Continuance of intuitive decision-making Management accounting eliminates the intuitive
decision-making process of management and replaces 1t with scientific decision making

Unfortunately, much management 1s prone to take the easy and simple path of intumtive decision-
making rather than the difficult but rehiable scientific decision-making process 1n the day-to-day
management

2. Broad-based scope Thc scope of management accounting 1s wide and broad-based and this
creates many difficulties n the implementation process It 1s easy to record, analyze, and interpret
an historical cvent converted 1nto monetary terms 1n a most objective manner But it will be difficult
to perform the same functions 1n respect of future and unquantifiable situation in the light of the past
records

3. Comprehensive coverage The fusion of a number of subjects like financial accounting,
statistics, engineering, economics, taxation, etc has culmmated in the emergence of management
accounting Under the circumstances, 1t should be remembered that lack of knowledge and
understanding of any one or more of these subjects will have 1ts tmpact on the fixation of standards
as well as solutions to the problems connected with the management

performance

4. Evolutionary stage: Management accounting 1s a new discipline and growing subject too It 18
still 1n the imfancy stage and undergoing evolutionary process Naturally, it faces certain obstacles
and mmpediments before achieving perfection and finality This necessitates sharpening of the
analytical tools and improving of techniques for removing the air of doubt as regards uncertainty m
their applications

5. Psychological resistance The management accounting system spells a radial change m the
management approach towards solving day-to-day problems confronted by 1t This calls for 4 bound
to attract opposition especially from the labour force misconstruing it as a tool meant for

their exploitation Constant education about the benefits of such a new technique alone will allay the
fears of the labour force by and large Management accounting, as a new discipline, 1s no exception
to this rule and 1t encountered psychological resistance at Jeast mn the 1mtial stage

6. Costly installation For installation of a system of management accounting 1n a business concern,
an elaborate organization and a farge number of manuals arc very essential This in turn escalates the
establishment charges such that onlty large scale organizations can afford to install 1t

ANALYSIS AND INTERPRETATION OF FINANCIAL STATEMENTS :

MEANING OF ANALYSIS AND INTERPRETATION OF FINANCIAL STATEMENTS

An analysis of financial statements 1s the process of cntically examining 1n detaill accounting
formation given 1n the financial statements For the purpose of analysis, individual items are
studied, their interrelationships with other related figures are established, the data 18 sometimes
rearranged to have better understanding of the information with the help of different techniques or
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tools for the purpose Analyzmg financial statements 15 a process of evaluating 1elationship between
component parts of financial statements to obtan 4 better understanding of firm's position and
perfoimance The analysis of financial statements thus refers to the treatment of the nformation
contained in the financial statements 1n a way 0 as to afford a full diagnoss of the profitability and
financial position of the firm concerned For this purpose financial statements are classified
methodically, analyzed and compared with the figuies of previous years o1 other similar firms

The term 'Analysis’ and 'interpietation’ though are closely related, but distinction can be made
between the two Analysis means cvaluating relationship between components of financial
statements to understand fiim's performance in a better way Various account balances appear in the
financial statements These account balances do not represent homogeneous data so 1t 15 difficult to
interpret them and draw some conclusions This requires an analysis of the data in the financial
statements so as to bring some homogeneity to the figures shown 1n the financial

statements Interpretation 1s thus drawing of inference and stating what the figures 1n the financial
statements 1eally mean Interpretation 15 dependent on mterpreter himself Interpreter must have
cxperience, understandmg and intelligence to diaw correct conclusions from the analyzed data
OBJECTIVES OF FINANCIAL ANALYSIS:

Analysis of financial statements 1s made to assess the financial position and profitability ot a
concern Analysis can be made through accounting ratios, fitting trend Jine, common size
statements. etc Accounting ratios calculated for a number of years show the trend of the change of
position, 1 ¢ , whether the trend 1s upwaid or downward o1 static The ascertainment of trend helps us
in making cstimates for the future Keeping in view the importance of accounting ratios the
accountant should calculate the 1atios 1n appropriate form, as early as possible. for presentation to
management for managernal control The mamn objectives of analysis of financial statements are

(1} to asscss the profitability of the concern,

(1) to examune the operational efficiency of the concern as a whole and of its various parts or
departments,

(11) to measure the short-term and long-term solvency of the concern for the benefit of the debenture
holders and tiade creditors.

(1v) to undertake a compatative study m regard to onc firm with another firm or one department with
another department, and

(v) to assess the financial stability of a business concern

TOOLS OF FINANCIAL ANALYSIS

Financial Analyst can use a variety of tools for the puiposes of analysis and mterpietation of
financial statements particularly with a view to swit the requirements of the specific enterpiise The
principal tools are as under

1 Comparative Financial Statements

2 Common-size Statements

3 Tiend Analysis

4 Cash Flow Statement

5 Ratio Analysis

6 Funds Flow statemnents

1. Comparative Financial Statements : Comparative financial statements are

those statements which have been designed n a way 5o as to provide ime perspective

to the consideration of vanous clements of financial position embodied i such
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statements In these statements figures for two o1 more periods are placed side by

side to facilitate comparison

Both the Income Statement and Balance Shect can be prepaied m the form of Comparative

Financial Statements

2) Comparative Income Statement: The comparative Income Statement 15 the study of the tiend of
the same Ltems/group of items 1 two or morc Income Statements of the firm for different periods

The changes in the Income Statement 1tems over the period would help 1n forming opmion about the
performance of the enterprise m 1ts business operations The Interpretation of Compaiative Income
Statement would be as follows

(1) The changes 1n sales should be compared with the changes m cost of goods sold 1If mcrease 1n
<ales 3s more than the merease 1n the cost of goods sold, then the profitabihity will improve

1) An ncrease 1 operaling expenses or decrease n sales would 1mply deciease i operating profit
and 4 decrease 1 operating expenses or 1Ncrease sales would mmply increase n operating profit

u1) The increase or decrease in net profit will give an 1dea about the overall profitability of the
concern

Ulustration 1 : The Income Statement of Sumut Ltd are given for the yeats 2001 and 2002

Rearrange the figures 1n a comparative form and study the profitability position of the firm

Ttems 2001 (Rs.) 2002 (Rs.)

Net Sale« 17.00.000 22.00.000

Less Cost of Goods Sold 12 00.000 15.00.000

Gioss Profit 5.00.000 7.00.000
Lew Opetrating Expenses

(Admmistiation Selling Distibution Expenses) 75.000 1 00.000

Operating Profut 4.25 000 6.00.000

Add Other Incomes 25.000 40.000

Famings before Interest & Tax 4.50.000 6.40.000

Less Interest 10.000 40.000

Earmungs before Tax 4.10.000 6.00.000

Less Tax Pavable £4.000 1.60.000

Profit after Tax 3.26 000 4.40.000
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Solution :
Comparative Income Statement
For the year ended 31st March, 2001 and 2002

Ttems 310301 310302 Increase Percentage
Rs Rs (Decrease) | Increase
(Rs) (Decrease)

Net Salss 1700000 22,00 000 5,00 000 2941
Less Cost of Goods Sold 12.00.000 15 00,000 3,00,000 250
Gross Profit 5,00.000 7.00 000 200,000 400
Less Operatmg Expenses
(Admumstration Selling & Distnbution
Expenses) 75,0000 1,00.000 25,000 333
Operating Profit 4.25 000 6.00,000 1.75.000 41 17
.4dd Other Incomes 25,000 40 000 15,000 600
Eamung before Interest & Tax 4.50.000 6.40 000 190,000 422
Less Interest 40.000 40,000 - -
Earning before tax 4,10 000 6.00,000 190,000 46 34
Less Tax 84,000 1.60 000 76,000 20 5
Eamemgs after Tax 3.26 000 440,000 114,000 3497

b) Comparative Balance Sheet

The comparative Balance Sheet analysiv would highlight the trend of various 1tems and groups of
ltems appeaning tmn two or more Balance Sheets of 4 firm on different dates The changes m periodic
balance sheet 1tems would reflect the changes 1n the financial position at two or more periods The
Interpretation of Comparative Balance Sheets are as follows

1) The mcrease in working capital would imply 1ncrease in the lrquidity position of the firm over the
period and the decrease n working capital would imply deterioration 1n the liquidtty position of the
firm

(11) An assessment about the long-term financial position can be made by studymg the changes m
fixed assets, capital and long-term Liabilities If the Inerease 1n capital and long-term labilities 1s
more than the increase m fixed assets, 1t mmphes that a part of capital and long-term habilities has
been used for financing a part of wotking capital as well Thrs will be a reflection of the good
financial policy The reveisc situation will be a signal towards increasing degree of risk to which the
long-term solvency of the concern would be evposed to

1) The changes 1n 1etained earnimgs, reserves and surpluses will give an mdication about the trend
mn profitability of the concern An increase mn reserve and surplus and the Profit and Loss Account 15
an indication of impiovement 1n profitability of the concern The decrease 1 these accounts may
imply payment of dividends, 1ssue of bonus shates or deterioration in profitability

of the concem
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IMustration 2 From the followng Balance Sheets of Ram Ltd as on 31st December, 2000 and

2001, prepaie a comparative Balance Sheet for the concern
Balance Sheef of Ram Ltd. as on

Liabilities 2000 (Rs.) | 2001(Rs.) | Assels 2000(Rs.) |2001Rs.)
Equity share capital 500000 | 600000 | Land&Bwldmg | 400000 | 350000
Reserves & surpluses 2.00 000 100,000 | Plant & Machinery [ 240,000 2.90.000
Debentures 1.00,000 1.50.000 | Furnmture 25,000 30,000
Mortgage loan 80 000 1.00000 | Billsrecervables 75,000 45.000
Bills Payable 30,000 25.000 | S Debtors 1.00.000 1.25.000
S Credlors 50,000 60,000 | Stock 1.13 000 1,72,000
Othar current Liabnlihies 5.000 10.000 | Prepaid Expenses 2.000 3,000
Cash & Bank Balance  10.000 30000
965000 | 1045000 9.65.000 | 1045000
Solution :
Compa ative Balance Sheet of Ram 1L.td.
Item Year Ending Increase Increase/
3112 2000 31122001 (Decrease) (Decrease)
(Rs) (Rs ) (Rs) (Percentage)
Fixed Assets
Land & Building 4.00,000 3.20.000 (50 000) (125)
Plant & Machinery 2,40 000 290000 50,000 2083
Fumniture 25,000 30.000 5,000 200
Total Fixed Assels 6.65.000 6.70,000 5,000 075
Current Assets
Bills recervable 75,000 45 000 (30.000) (40.0)
S Debtors 1.00.000 1,25 000 25,000 250
Stock 1,13,000 1,72,000 59.000 522
Prepaid Expenses 2,000 3.000 1,000 50.0
Cash & Bank Balance 10,000 30,000 20,000 2000
Total Current Assets 3.00.000 3 75.000 75,000 250
Total Assets 9.65,000 10.45,000 80.000 829
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Shaiehalders' Funds

Equty Share Capital 3.00,000 6.00.000 1.00 030 200
Reserves & Surpluses 200,000 1,00 000 (1.00.000) {500)
Total Shareholders Funds 7 00,000 7,00.000 00.000 00
Long-Texm Loans

Debentures 100,000 1,50 000 50.000 500
Mortgage Loan S0 000 1,00 000 20,000 250
Total Long-Term Loans 1 80,000 2,560,000 70 000 389
Cmrent Liabilities

Bulls Payable 36,000 25000 (5 000) (167
S Creditors 50000 60,000 10,000 200
Other Current Liabthhes 5,000 10 000 5.000 1000
Total Current Liabilities 85.000 95 000 10,000 118
Total Liabilihes 9.65 000 1045 000 B0 000 829

2. Common-size Financial Statements : Common-size Financial Statements are those m which
figures reported are converted into percentages to some common base 1In the Income Statement the
sale figure 1s assumed to be 100 and all figures are expressed as a percentage of sales Simularly in
the Balance sheet the total of assets o1 habilities 15 taken as 100 and all the figures arc expressed as a
percentage of this total

a) Common Size Income Statement

In the case of Income Statement, the sales figuie 15 assumed to be equal to 100 and ail other figures
arc eapressed ds peicentage of sales The relattonship between 1tems of lncome Statement and
volume of sales 1s quite significant since 1t would be helpful in evaluating operational activities of
the concein The selling expenses will certainly go up with inciease in sales The admumistrative and
financial expenses may go up or may remain at the same level In case of declne 1n sale, sclling
expenscs should definitely decrease

Hlustration 3 : From the following Profit and Loss Accounts and the Balance Sheets of Swadeshi
Polytex Ltd tor the year ended 31st December 2000 and 2001, you arc 1equued to prepare common
s1Z¢ statements

Profit and Loss Account

Paruiculars 2000 2001 Particulars 2000 2001

Rs Rs Rs Rs

To Cost of Goods sold 600 T80 By Net Sales §00 1.000

To Operating Expenses

Admmstranon Expenses 20 20
Selling Expenses 30 40
To Net Profit 150 190

800 1.000 800 1000
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Balance Sheet
As on 31st December

(n lakhs of Rs.)
Liabilines 2000 2001 Assets 2000 2001
Bills Payable 50 75 Cash 100 140
Sundry Creditors 150 200 Debtois 200 300
Tax Pavable 100 150 Stock 200 300
14%0 Debentures 100 150 Land 100 100
16% Preference Capital 300 200 Bulding 300 27
Equuty Caputal 400 100 Plaut 300 270
Reserves 200 245 Funumme 100 140
1.300 1.520 1.500 1.520
Solution :
Swadeshi Polyvtex Limited
COMMON-SIZE INCOME STATEMENT
For the years ended 31st December 2000 and 2001
(Figuies 1n percentages)
Paruculars 2000 2001
Net Sales 100 100
Cost of Goods Sold 75 75
Guoss Profit 25 E
Operating Expenses -
Admmstration Expenses 250 2
Selling Expenses 378 4
Total Operating Expenses 625 6
Operatmg Profit 18 75 19

Interpretation : The above statement shows that though absolute terms, the cost of goods sold
has gone up, the percentage of 1ts cost to sales remains consistent at 75% Thus 14 the reason why the
Gross Profit contimues at 25% of sales Similarly, i absolute terms the amount of adminstration
expenses remams the same but as percentage to sales 1t has come down by 5% Selling expenses
have mcreased by 25% This all leads to net increase 1o net profit by 25% (1. from 18 75% to

19°%)
b) Common Size Balance Sheet

For the purpose of common size Balance Sheet, the total of assets or liabilities 1s taken as 100 and
all the figures are expressed as percentage of the total In other words, each asset 15 expressed as
percentage fo total assets,liabilities and each habihity 1s expressed as percentage to total
assets Tiabihties  This statement will throw light on the solvency position of the concern by
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providing an analysis of pattern of financing both long-term and working capital needs of the
concern

Swadeshi Polytex Limited
COMMON-SIZE BALANCE SHEET
For the years ended 315t December 2000 and 2001
(Figures m percentage)

2000 2001

Assers 100 100
Cunient Assets

Cash 770 921

Debtors 15 38 19 74

Stock 5 38 1974

Total Current Assets 38 46 18 69

Fixed Assets . I

Building 2307 17 76

Plant 2703 17 76

Furmiture 770 921

Land 770 6 68

Total Fixed Assets 61 54 5131

Total Assets 100 100
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2000 2001

1) o

‘D 0

Liabthues and Capatal 100 100
Current Liabilines

Bulis Payable 384 493

Sundry Creditors 11 54 1316

Taxes Payable 769 986

Total Current Liabilities 23 07 2795
Long-term Liabilities

14%0 Debentures 769 9 86
Capital & Reserves

16Y0 Preference Share Capital 2310 19 72

Equry Shaie Capatal 3076 26 32

Reserves 15 38 16 15

Total Shareholde1’s Funds 76 93 7208

Total Liabilities and Capatal 100 100

Interpretation The percentage of current assets 10 total asscts was 38 46 1n 2000 It has gone up
to 48 69 1n 2001 Smmularly the percentage of curient liabilities to total liabilities (including capital)
has also gone up fiom 23 07 to 27 95 10 2001 Thus, the proportion of current assets has increased
by a higher percentage (about 10) as compared to increase the proportion of current habilities
(about 5) This has improved the working capital position of the company Theie has been a slight
deterioration 1n the debt-equity ratio though 1t continues to be very sound The proportion of
shareholder's funds 1n the total liabilities has come down trom 69 24° to 62 19%0 while that of the
debenture-holders has gone up from 7 69% to 9 86°%0

3. Trend Analysis

The third tool of financial analysis 1s trend analysis This 1s immenscly helpful m making a
comparative study of the financial statements of several years Under this method trend percentages
are calculated for each 1tem of the financial statement taking the figure of base year as 100 The
starting yeat 1s usually taken as the base year The trend percentages show the relationship of each
item with 1ts preceding year's percentages These percentages can also be presented i the form of
index numbers show ing relative change 1n the financial data of certain pertod This will cxhubit the
direcuion, (1 ¢ . upward or downward trend) to which the concerm

1s proceeding These trend 1atios may be compared with indusiry ratios m order to know the strong
or weak points of a concern These are calculated only for major items mstead of calculating for all
items 1n the financial statements

While calculating trend percentages, the follow mg precautions may be taken

{a) The accounting principles and practices must be followed constantly over the period for which
the analysis 1s made This 15 necessary to maintain consistency and comparability

(b) The base year selected should be normal and representative year
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{c) Trend percentages should be calculated only for those items which have logical relationship with
one another
(d) Trend percentages should also be carcfully studied after considering the absolute figuies on
which these are based Otherwise, they may give misleading conclusions
(e} To make thc comparison meamngful, trend pereentages of the current year should be adjusted in
the light of pricc level changes as compared to basc yedr
Ilustration 4 Interpret the results of operations of a trading concem using trend
1at10s. on the following information

(Amount 1n '000 Rupecs)

Foi the vear ended 3 1st March

Items 2001 2000 1999 1998
Sales (net) 13.000 12.000 9.500 10.000
Cost of goods sold 7.280 6.960 5.890 6.000
Gross Piofit 5.720 5.040 3.610 4.000
Selling Expenses 1.200 1.100 970 1.000
Net Operatg Profit 1.520 3.940 2640 3.000

Solution :

Trend Ratios
31st March, 1998=100
Trems 1998 1999 2000 2001
Sales 100 95 120 130
Gross of Goods sold 100 98 116 121
Gi1oss Profit 100 20 126 143
Selling Expenses 100 97 110 120
Net Opelanng Profit 100 88 131 150

Interpretation

From the above statement the following pornts are worth notmng

(a) The sales volume, cost of goods sold and selling expenses all declined 1n 1999 as compared to
1998 but the decrease m cost of goods sold and selling expeuses was lesser to the decreasc 1 sales
volurne

(b} The sales volume, cost of goods sold and selling expenses m 2000 and 2001 have mcreased 1n
comparison to 1998 but the increase n cost of goods sold and sclling expenses 1s lesser to the
merease 1n sales volume

In conclusion, 1t can be sawd that a large proportion of cost of goods sold and selling expenses 18
fixcd and s not affected by changes in sales volume This fact also becomes clear from this fact that
In 1999 when sales fell down, the decrease 1n the company's net operating profit was faster to sales
volume and 1n 2001 when the sales volume increased. the inerease i company's net profit was faster
to sales volume
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MEANING OF RATIO ANALYSIS:

A ratio 15 a simple anthmetical expression of the 1elationship of one number to another According
to Accountant's Handbook by Winon, Kelland bedbord, "a ratio" 1s an expression of the quantitative
relationship between {wo numbers” In simple Janguage 1atio 15 one number expressed m terms of
the other and can be worked out by dividing one numbet 1nto the other This relationship can be
enpressed as (1) percentages, say, net profits arc 20 per cent of sales (assuming net profits of Rs
20.000 and sales of Rs 1,00,000), (1) fraction (net profit 1 one-fourth of sales) and (111} proportion
of numbers (the relatonship between net profits and sales 15

1 4} The 1ational of tatio analysis lies 1n the fact that 1t makes rclated information comparable A
single figure by uself has no meaning but » ben expressed in terms of a related figure, 1t yields
significant mfeiences Ratio analysts helps n financial forecasting, making compaiisons, evaludting
solvency position of a firm, etc For mstance, the fact that the net profits of a firm amount to, say,
Rs 20 lakhs throws no light on its adequacy or otherwise The figure of net profit has to be
considered 1n 1telation to other variables How does 1t stand 1n relation to sales” What does it
represent by way of 1eturn on total assets used or total capital employed? In case

net profits are shown n terms of therr relationship with 1tems such as sales, assets, capital employed,
equity capital and so on, meanngful conclusions can be drawn regaiding then adequacy Ratio
analysis, thus, as a quantitative tool, enables analysts to draw quantitainy e answers to questions such
as Arc the net profits adequale ? Are the assets being used efticiently? Can the firm meet its current
obligations and so on ? However, ratio analysts 15 not an end m 1tself Calculation of mere ratios
does not serve any purpose. unless several appropiiate 1atios dre analyzed and interpreted The
following are the four steps mvolved in the ratio analysis

{1) Selection of relevant data from the financial statements depending upon the objective of the
analys1s

(1) Calculation of appropriate 1atios from the above data

(111) Comparison of the calculated 1atios with the ratios of the same firm in the past, o1 the ratios
developed from projected financial statements o1 the ratios of some other firms o1 the compatsson
with ratios of industry to which the firm belongs

{(1v} Interpretation of the ratio

13.3 INTERPRETATION OF RATIOS

The mterpietation of ratios 1s an tmportant factor Though calculation 1» also important but 1t 15 only
a clerical task whereas interpretation needs skills, itelligence and foresightedness The
interpretation of the ratios can be done 1n the following ways

1. Single Absolute Ratio: Generally speaking one cannot draw meaningful conclusions when a
single ratio 15 considered 1n 1solation But single ratios may be studied in relation to certain rules of
thumb which are based upon well proven contentions as tor example 2 1 1s considered to be a good
ratio for current assets to current iabilities

2 Groups of Ratio : Ratios may be interpreted by calculating a group of related ratios A smgle
ratio supported by related additional ratios becomes moie understandable and meamngful

3 Historical Comparisons : One of the easiest and most popular ways of evaluating the
performance of the fitm 15 to compare 1ts present ratios with the past ratios called comparison osver
time
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4 Projected Ratios : Ratios can also be calculated for future standard based upon the projected
financial statements Ratio calculation on actual financial statcments can be used for companson
with the standard ratios to find out vanance, 1f any Such vanance helps in interpreting and taking
corrective action for improvement in future

5 Inter-firm Comparison : Ratios of one firm can also be compared with the ratios of some other
selected firms 1n the same industry at the same pomt of time

MANAGERIAL USES OF RATIO ANALYSIS:

The following are the important managenal uses of ratio analysis —

I Helps m Finuncial Forecasting  Ratio analysis 1s very helpful mn financial forecasting Ratios
1elating to past sales, profits and financral position form the basis for setting future trends

2 Helps in Comparison With the help of ratio analysis, 1deal 1at10s can be composed and they can
be used fo1 comparing a firm's progress and performance Intei-firm comparison or comparison with
industry averages 15 made possible by the ratio analysis

3 Fmancial Solvency of the Firm  Ratio analysis indicates the trends 1n financial solvency of the
firm Solvency has two dumensions-long-term solvency and short-term solvency Long-term
solvency refers to the financial viability of a firm and 1t 1s closely related wath the existing financial
structure On the other hand, short-term solvency 1s the iquidity position of the firm With the help
of ratio analysis conclusions can be diawn regatding the firm's liquidity and long term solvency
position

4. Evaluation of Operating Efficiency  Ratio analysis throws light on the degree of efficiency in the
management and utilisation of 1ts assets and resources Various activity ratios measure this kind of
operational efficiency and mdicate the guidelines for cconomy In ¢osts, operations and time

3 Communication Value Different financial ratios communicate the strength and financial standing
of the firm to the internal and external parties They indicate the over-all profitabrlity of the firm

6 Others Uses  Fmancial 1ati0s are very helpful in the diagnosis of financial health of a firm They
highlight the liquidity. solvency. profitability and capital gearing etc of the fiim

DRAW BACKS OF RATIO ANALYSIS:

1. Linuted use of a single ratio : Ratio can be usetul only when they are computed 1 a sufficient
large number A single ratio would not be able to convey dnything A the same time. 1f too many
ratios are calculated, they aie likely to confuse mstead of rey ealing any meanimgful conclusion

2. Effect of inherent limitations of accounting : Because ratios aie computed from historical
accounting records, so they also possess those limitations and weaknesses as accounting records
possess

4 Lack of proper standards : While making comparisons, it 15 always a challenging job to find out
an adequate standard It 1s not possible to calculate exact and well accepted absolute standard, so a
quality range 15 used for this purpose If actual performance 1s within this range, 1t may be regarded
as satisfactory

5 Past is not indicator of future ; It 15 not always possible to make future estimates on the basis of
the past as 1t always does not come true

6 No allowance for change in price level : While making comparisons of rat10s, no allowance for
changes in general price level 1s made A change 1n price level can senously affect the validity of
comparisons of ratios computed for different time periods
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7 Difference in definitions : Comparisons are also made difficult due to differences 1in detinitions
of vanous financial terms The terms like gioss piofit, net profit, operating profit etc have not
precise defimitions and an established procedure for then computation

8. Window Dressing : Financial statements can easily be window dressed to present a better picture
of 1ts financial and profitability position to outsiders Hence one has to be carcful while making
decision on the basis of ratios calculated from such window dressing made by a tirm

9 Personal Bias : Ratios are only means of financial analysis and 1s not an end 1n iteelf Ratos have
to be Interpieted carefully because the same ratio can be looked at, 1n different ways

CLASSIFICATION OF RATIOS:

Ratios can be classified into five broad groups (1) Liquidity ratios (n} Actrvity ratios (1)
Leverage:Capital structure ratios (1v) Coverage ratios (v) Profitability ratios

Liquidity Raties : Liquidity refers to the ability of a firm to meet 1ts curient obligations as and
when they become due The importance of adequate liquidity in the sense of the ability of a firm to
meet current/short-term obligations when they become due for pavment can hardly be overstressed
In fact, hiquidity 1s a prerequisite for the very survival of a firm The ratios which indicate the
liquidity of a firm arc (1) net working capital, (11} current ratio, (1) acul test’quick ratio, {1y} super
quick ratio, (v) basic defensive mteral

1. Net Working Capital : The first measurement of hquidity of a firm 15 o compute 1ts Net
Working capatal (NW(C) NWC (s really not a rauo, 1t 18 frequently emploved as a measure of a
company's liquidity position NWC represents the eacess of curient assets over curtent liabilities A
firm should have sufficient NWC 1 oider to be able to meet the claims of the creditors and the day-
to-day needs of busmess The greater the amount of NWC, the greater the liquidity of the firm
Inadequate workang capital 1s the first sign of financial problems for a fium It 1» useful for purposes
of mternal control also

NWC = Total Current Assets - Total Current Liabilities

Hlustration 1. : The followmyg data has been grven i respect of two generdl msurance fiims
Calculate then NWC and comment upon the liquidity position

Company X Company Y
Total Current Assets Rs 2.80.000 Rs 1.30.000
Total Current Liabilities Rs 2.20.000 Rs. 1.10.000

Solution :
NWC=TCA-TCL
k‘ompany X :Rs 2.80.000-Rs. 2.20.000 = Rs 60.000
Company Y Rs 1.30.000-Rs 1.10.G00 =Ry, 20.000.

X company has three tumes NWC n companson to Y company, hence 1t 1s more hiquid However,
the size of NWC alone 1 not an appropriate measare of the hquidity position of a firm The
composition of current assets 1s also important in this respect
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2. Current Ratio : Current ratio 1s the most common ratio for measuring liquidity Being related to
working capital analysis. 1t 1s also called the working capital ratio The current ratio 1s the ratio of
total current assets to total current liabilities

Current Ratio =Current Assets Current Liabilities

As a measure of short-term financial hquidity, 1t indicates the rupees of current asscts available for
cach rupec of current hability The higher the current ratio, the larger the amount of rupees available
per rupec of current hatihty, the more the firm's ability to meet current obligations and the greater
the safety of funds of short-term creditors If the result 1s greater than I, the firm presumably has
sufficient current assets to meet 1ts current habilies A ratio of 2 | (two times current assets of
current liabilities) 15 considered satisfactory as a rule of thumb Thus, a good

current ratio, 1 a way, provides a margm of satety to the creditors

3. Acid-Test/Quick Ratio : One defect of the current ratio 15 that 1t fails to convey any information
on the composition of the cunent assets of a firm A rupee of cash 15 considered equivalent to a
rupee of 1inyventory or receivables But 1t v not so A rupee of cash 1» more readily available to meet
current obligations than a rupee of. say, mventory This impairs the usefulness of the current ratio
The acid test ratio 15 a measure of hquidity designed (o overcome this defect of the current ratio 1t 1s
often referred to as quick ratio because 1t 15 « measurement of a firm's

abiality to conyert 1ts curtent assets quickly mto cash n order to meet 1ts current liabilities Thus, 1t 1s
a measure of quick or acid hiquidity

Acid-test 1atio = The term quick dassets 1efers to curnient assets which can be conyverted into cash
immecdiately o1 at a short notice without diminution of value Included in this category of current
dssets aie (1) cash and bank balances, (1) short-term markctable securitics and  (11)
debtors recervables Thus, the current assets which are excluded are  prepaid expenses and
imventory The exclusion of inventory s based on the reasoning that i1t 1s not casily and rcadily
convertible 1nto cash Prepaid ¢ypenses by their very nature are not available to pay off current
debts An acid-test ratio ot 1 1 or greater 1s recommended

4. Cash-Position Ratio or Super-Quick Ratio : It 15 a vanant of Quick ratio When hquidity 15
highly restricted in terms ot cash and cash equivalents. this ratio should be calculated It 1»
calculated by dividing the super-quick current assets by the current liabilibes of a firma The super-
quick current assets arc cash and marketable secunties It can be calculated as below

Cash-Position Ratio =Quick assets/Current habilities

Cash + Marketable Securitics+ Current Liabilities

Ilustration 2 : From the following information regarding current assets and cumrent liabilities of a
firm, comment upon the liquidity of the concern
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Curnient Assets Rs
Cash 50.000
Debtors 20.000
Bills Recervables 15,000
Stock 35,000
Investment in Govt, Securities 25,000
Prepaid Expenses 10.000
1.55.000
Current Liabilities . -
Trade Creditors 27.000
Bulls Payable 12.000
Outstanding Expenses 5.000
Provision for Taxation 15.000
Bank Overdratt 10.000
72.000
Solution :
(1) Current Ratio _ Current .As sefs 155000
Cunient Liabilities 72.000
(2) Quck Rano = Liqud ‘5‘5 Sers 110.000
Current Liabilities 72.000
(3)  Cash Position Ratio = Cash + Marketable Securnues
Current Liabilities
= 2000 sy
72.000
Activity Ratios

= 2151

=1.531

Activity ratios which are also called efficiency ratio or assct utilization 1atios ate concerned with
measuring the efficiency m asset management The efficiency with which the assets are used would
be reflected in the speed and rapidity with which assets aie converted into sales The greater 1s the
rate of turnover or conversion, the morc efficient 15 the utihization/management, other things being
equal For this reason, such ratios are also designated as turnover 1at1os

1 Inventory Turnover Ratio : It 1s computed as follows

II]\'EIITGI’Y furnover ratio

Cost of goods sold
Average mventory
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The cost of goods sold means sales minus gross profit The average inventory refers to the simple
average of the opening and closing mventory The ratio indicates how fast mventory 1s sold A high
1at10 15 good from the view point of hquidity and vice versa A low ratio would signify that inventory
does not sell fast and stays on the shelf or in the warehouse for a loan time

2 Debtors Turnover Ratio : This ratio 1s determined by dividing the net credit sales by average
debtors outstanding during the year Thus,

Net ciedit sales
Average debtors

Debtors turnover ratio =

Net credit sales consist of gross credit sales minus sales returns. 1f any, from customers Average
debtors 15 the simple average of debtors at the begmning and at the end of year The ratio measuies
how rapidly debts arc collected A high ratio 1s indicative of shorter time-lag between credit sales
and cash collection A low ratio shows that debts are not being collected rapidly

3 Creditors Turnover Ratio : It 1s a ratio between net credit purchases and the average amount of
creditors outstanding during the year It 1s calculated as follows

, Net credit purchases
Creditors turnover ratio =

Average creditors
Net credit purchases = Gross credit purchases less returns to suppliers
Axerage creditors = Average of creditors outstanding at the beginning and at the end of the year
A low turnover ratio reflects liberal credit terms granted by suppliers, while a high ratio shows that
accounts are to be settled rapidly
4. Average Age of Sundry Debtors : The average age of sundry debtors (or accounts recervable).
or average collection period 15 more meaningful figure to use in evaluating the firm's credit and
collection policies The main objective of calculating aveilage collection penod 1s to find out cash
inflow 1ate from realizatton from debtors Tt 1 found by a simple transformation of the firm's
accounts reccivable turnover

365

Average Age of Debtors =
Debto1s Trunover

It can be calculated as follows also .

] 3 Tiade Debtors L
Average Collection Period = Net Crodif Sales No. of wortking days

The average of collection period should not exceed the standard or stated credit period 1 sales terms
plus 13 of such days Tf 1 happens, 1t will indicate either liberal credit policy or slackness of
management 1n realizing debts or accounts recervable

Illustration 3 : A manufacturer of stoves selly to 1etailers on terms 2!:% discount 1n 30 days, 60
days net The debtors and 1ecen ables at the end of December of past two years and net sales for all
these two years are as under
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2000 2001

Rs. Rs
Debtols 33.932 85.582
Bills Receivables 3.686 .242
Net Sales 3.37.392 4.43.126
Determine the average collection period for both years and comment

Solution:
Trade Recervables

Net C redit Sales
37.618

Average Collection Period = No of Working Days

2000 =P 7 365 =41 days
2,37.392
91.824 )

200t 143126 ° 365 = 78 days

Comment : The average collection period 1n both years has been withim standard period, 1¢ 80
days (60+ E3 of 60 days), Hence it 18 good

lustration 4 ; The comparative statement of income and financial position of a company are given
below

1999 2000
Rs Rs.
Net Sales [75.000 92.000
Less Cost of Sales 50,000 69.000
Gross Profit 25.000 23.000
Less Operating Expenses (including
Rs 3.000p a for Depreciation) 22.000 21.000
Net Profit ’ 3.000 2.000
Cash in hand 6.000 7.000
Debtors 30.000 18.000
Stock at cost 12.000 9.000
Fixed Assets (Net) 51.000 53.000
99.000 87.000
Creditors and Bills Payable 19.000 10.000
Debentuies 20.000 15.000
Share Caprtal 50.000 58.000
Surplus (earned) 10.000 4.000
99.000 §7.000
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Duning the year 1979, 10°6 Stock Drvidend was declared 4nd paid The factors for the change in
edrned surplus during 2000 are, inter-alia, profit and cash dividends Compare the following

(1) Debtors turnos er for two years

(11) Liquudity Ratio for two vears

(u1) Current Ratio for two years

(1v} Average collection period assuming all sales as credit sales

(v) If desnable current ratio 15 3 1 what should be the amount of current liabilities at the end of 2000
A

Solution :

() Debtors Tumover
Trade Recens ables
( > 100 )

30.000 100 = 409, | 18.000 50— 19 5o,

Net Credat Sales 75.000 92.000
(11} Laqudity Ratio = Liquid Assets Current Liabihues
1999 36.000'19.000=19 1
2000 25.000°10.000 =25 1

(1) Current Ratio = Current Assets, Current Liabulities

1999 - 48.000,19.000 =2 51
2000 34.000/10.000 = 3.4 |
Trade Recervables
(rv)  Average Collection Period = Net Credit Sales N0 of Workmng Days

1999 30.000 . 365~ 146 days

75.000
2000 18.000 . 365 =71 days

92.000

(v)  As the current assets for 2000 are Rs 3.4.000 and the desnable Cusrent
Ratio 1s 3 . the current liabthity must be one-thud of the current assets. 1.e . Current
Liabihfies =34.000 - EO=Rs 11.333

5. Assets Turnover Ratio : This ratio 15 also known as the 1investment turnover ratio It 1s based on
the relationship between the cost of goods sold and assets/ nvestments of a firm A 1eference to this
was made while working out the overall profitability of a firm as 1eflected 1n 1ts CArmIng power
Depending upon the different concepts of assets employed, there are many variants of this ratio
Thus,

288




Cost of goods sold

1 Total assets rurnover = Average total assets
Cost of goods sold
2 Fixed assets turmover = Average fixed assets

Cost of goods sold
3 Capital turnover = Average capital employed

Cost of goods sold
Average current assets

4 Current assets furmover =

Here, the total assets and fixed assets are net of depreciation and the assets are exclusive of fictitious
assets like debit balance of profit and loss account and deferred expenditures and so on
Leverage/Capital Structure Ratios : The second category of financial 1atios 1s leverage ratios The
long-term creditors would judge the soundness of a firm on the basis of the long-term financial
stiength measured in terms of its ability to pay the mterest regularly as well as repay the mstalment
of the prmcipal on due dates or m lump sum at the time of maturity The long-term solvency of a
firm can be examined by usmng leverage or capital structure ratios The leverage ratios may be
defined as financial ratios which thiow light on the long-term solvency of a firm as reflected 1n ats
ability to assure the long-tetm creditors with regard to (1) periodic payment of mterest during the
period of the loan and (1) repayment of principal on maturity or m predetermined mstallments at
due dates

1 The Debt-equity Ratio — This ratio establishes the relationship between the long-term funds
provided by creditors and those provided by the firm's owners It 15 commonly used to measure the
degree of financial ley erage of the firm It 1s calculated as follows

Some experts use the following formula to calcnlate thas ratio .

External Equities
Internal Equities

Debt-equity Ratio

Genemlly.| a ratio of 2.1 is considered satisfactory

2. Proprietary Ratio : This ratio 1s also known as Shaieholders' Equity to Total Equities Ratio or
Net Worth to Total Assets Ratio It mdicates the relationship of Shareholders' equity to total assets
or total equities As per formula

Shareholders Funds

Total tangible Asset or Total Equities
Higher the rato better the findncial position of the firm

Proprietary Ratio =

3. The Solvency Ratio — It 1s also known as Debt Ratio It 15 a difference of 100 and proprietary
ratio It measures the proportion of total assets provided by the firm's creditors This ratio 18
calculated as follows
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Total Debt
Total Tangible Assets

Solvency Ratio( ov Debt Ratio) =

Interpretation :

Generally. lower the rate of total liabilities to total assets, more satisfactory or stable 15 the long-term
solvency position of a firm

4. Fixed Assets to Net Worth Ratio — One of the important aspects of sound financial position of
firm 1s that 1ts fixed assets are totally financed out of shareholders' funds If aggregate of fixed assets
cxceeds the net worth (or proprietors’ funds), 1t proves that fined assets have been financed with
outsiders’ funds (or creditors' funds) Tt may cieate difficulty in the long-run This ratio 15 calculated
as follows

ixed Assets (atter depreciation)
Fixed As sets-ﬁ\’et Worth Ranno =

Proprietors' Funds

Thus ratio should not exceed 1 1 On the contrary, lower the ratio, better the position Usually. a ratio
of 067 115 considered satisfactory

5. Proprietors' Liabilities Ratio : This ratio indicates the relationship of proprietors' funds to total
liabilihes [t 1s calculated as follows

_ Pioprietros' Funds
Proprietors’ Liabilities Ratio = " Tatal Liabilities

Higher the ratio, better 1s the position of creditors

6. Fixed Assets Ratio

A vanant to the ratio of fixed assets to net worth 1s the ratio of fixed assets to all long-term funds
which 15 calculated as

Fixed Assets Ratig = Fixed Assets (After depreciation)
Total long-term funds

Interpretation :

This ratio indicates the extent to which the total of fixed assets are financed by long term

funds of the firm Gene1ally, the total of the fixed assets should be equal to

total of the long-term funds or say the ratio should be 100% And if total long-term

funds are morc than total fixed assets, 1t means that part of working capital requirement 1s met out

7. Ratio of Current Assets to Proprietary's Funds

The ratio 15 calculated by dividing the total of current assets by the amount of sharcholdet's funds
For example, 1f current assets are Rs 2.00,000 and shareholder's Funds are Rs 4,00.000 the ratio of
current assets to proprictors funds 1n terms of percentage would be

_ Current Assets

N Sharcholders Funds 190
- 2.00.000

= 4.00.000 - 100

Interpretation :
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This ratio indicates the extent to which proprictors funds are invested 1n current assets Theie 18 no
rule of thumb for this ratio and depending upon the natre of the business there may be difterent
ratios of different firms

8. Debt-Service Ratio

Net mcome to debt service ratio or simply debt service ratio 18 used to test the debt-servicing
capacity of a firm The 1atio 15 also known as intercst coverage ratio or fixed charges cover or times
interest eamed This ratio is calculated by dividing the net profit before interest and taxes by fixed
mnterest charges

Net Profit (before mterest and tax)

Debt Service or Intetest Coverage Ratio =
° & Fixed Interest Charges

Interpretation

Interest coverage ratio mdicates the number of times interest is COv ered by the profits available to
pay the mterest charges Long-term creditors of a firm are interested 1n knowing the firm's abilsty to
pay interest on their long-term borrowings Generally, hgher the ratio, more safe are long term
creditors because even if earnmngs of the firm fall, the firm shall be able to meet 1ts commutment of
fixed mterest changes But a too high interest coverage ratio may not be good for the firm because it
may 1mply that firm 1s not using debt as a source of finance so as to increase the earnings per share
Tlustration 5 : Extracts from financial account of X, Y, Z Lid are given below

Yea 1 Year IT
Assets Liabilities Assefs Liabilities
Rs. Rs Rs Rs
Stock 10.000 20.000
Debtors 30.000 30.000
Payment in advance 2.000
('ash i hand 20.000 10.000
Sundry Credito1s 25.000 30.000
Acceptances 15.000 12.000
Bank Overdraft - 5.000
62.000 "40.000 65.000 47.000

e rT———

Sales amounted to Rs 3,50,000 1n the fist year and Rs 3,00,000 1n the second year You are
required to comment on the solvency position of the concern with the help of accounting ratios
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Solution :
Short-term Solvency Analysis

Lurrent Assers
{1) CuoenrRatio = Current Liabilirtes
10.000 + 30.000 + 2 00O + 206 000
1 = = &
Yearl 75000 + 15 000 1251
. 20,000 + 30 000 ~ 15 Q00 _
YearIl= 30,000 + L7 000 = 5000 =138 1
Current Assets
2 L d k Ratio=
) 1quic or Quic 10 Cumrent Liabdities
10.000 + 30.000 + 2.000
Yearl = 35000+ 15000 1301
_ 30000+ 15000
Yearll= S5 Goo+ izo00 — 1071
Note : Bank overdraft 1s not included 1n hiquid liabilities, as 1t tends to become some sort of a

permanent mode of financing

NerSales
(3) Ioveatory TumoverRatio =
Average Invntory
N 3 50,000 &
Year] = —10o0on = 351
_ 3000
Yeur [I= 15000 = 201
Inventory
(4)  Inventorr Current Assets Ratio = Total Cutient Assets = 100
10.000
Yearl = g5 g0p > 100 = 16%
20.000 e
Trade Recervables .
(5) Average Collection Penod = Net Credst Sales No of Working Days
30.000
YearI= 350000 ~ J65=313days
Year IT 30.000 365=365da
= —_— = -
360,000 ¥s

The hquidity position (or shot-term sols ency) of the company » not sound The current ratio m the
first year, 1 55 1 does not appear to be good enough as 1t 18 below the norm of 2 1 In the second
year, the position has further deteriorated to 138 1 The latter ratio shows a definite weakening 1n

the solvency position of the company
and not alarming in the second year, a
the fall mn the cash balance and appe

As regards Acil Test Ratio, 1t 15 satistactory 1 the first year
> 1t 1S above the generally accepted standard of 1 | However,
arance of bank overdraft i the second year show a definite

deterioration 1n the finanial posttion Moreovel,
debtors. the quick ratio 1s likely 1o soon deterio
deterioration 1n the second year

because of factors concerning sales, stock and
rate The inventory tumover ratio, indicates a

The disproportionate 11se 1n the percentage of stock of total current
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assets from 1694 1n the first year to 31%0 1 the second yeal 15 also a matter of concern This shows
over-purchase of matenals which needs a thorough investigation A comparison of debtors' turnovel
ratios of the two years indicates worsening of the company's hqud posiion There will be much
cause of worry. if the sales 1s only to a few customers

Long-term Solvency Analysis

ey TV s e woaan am—— e

External Equities
(1) Debt to Equity Ratio = " Infemal Equutics
75,000 + 15 000 40,000 .
Yeal grogo_aogo0 - 2000 151
Yearl 30000+ 12.000 5000 = 47.000=761 1
65 000 — 47,000 18 000
_ Sharehodiers' Equities
(2) Proprietary Ratio = Total Equsties
22.000
Year] = 62.000 =351
_ 18.000 _
YearII= §5000 281

To sum up, the financial position of the company 1s very unsatisfactory as the debt to equity ratio
and proprietary ratio are far off the norm in both the years The situation has worsened in the second
vear resulting 1n a serious dechne m the shareholders' equty The company seems 1o be heavily
banking upon creditors' funds The overall conclusion of the above analysis 1s that the solvency
position of the company 15 not satisfactory and has detenorated in the second year
13.6.4 Coverage Ratios : The another category of levelage ratios arc coverage ratios These ratios
are computed from nformation as ailable 1 the profit and loss account The covelage ratios measure
the relationship between what 1s normally available fiom operations of the firms and the claims of
the outsiders The mmportant coverage 1atios are as follows
1. Interest Coverage Ratio : This ratio measures the debt servicing capacity of a firm 1nsofar as
fined mterest on long-term loan 1 concerned Tt 15 determined by dividing the operating profits or
eamings before interest and taxcs (EBIT) by the fixed nterest charges on loans Thus,

EBIT
Interest
From the powmt of view of the creditors, the Jarger the covetage, the greater 15 the abihity of the firm
to handle fixed-charge capabilities and the more assured 15 the payment of mtetest to the creditors
However, too high a 1at10 may 1mply unused debt capacity
7. Dividend Coverage Ratio : It measures the ability of a firm to pay drvidend on preference shares
which carry a stated rate of ietutn Thus ratio 18 computed as under

Interest coverage

Drndend coverage = preference dnidend

The ratio. like the interest covelage ratio, reveals the safety margin avallable to the preference
shareholders As a rule, the hugher the covelage, the better 1t 15 from their point of vy 1ew
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3. Total Coverage Ratio : The total covelage 1atio has a wider scope and takes into account all the
fixed obligations of a firm, that 1, (1) mterest on loan, (11) preference diidend. (i) Leasc payments,

and (1) repayment of principal
EBL] + Lease payment

= Interest + Lease payinents + (Preference
dividend + Instalment of principal), ( 1-1)

4. Debt-Services Coverage Ratio (DSCR) : This ratio 1y considered more comprehensive and 4pt
measure to compute debt service capacity of a busmess firm It provides the value in terms of the
number of times the total debt service obligations consisting of interest and repayment of pincipal
in installments are covered by the total operatimg funds, available after the payment of taxes

Toual coverage

1
) EAT, + Interest + Depreciation, + OA,
DSCR= & -
Y, Instalment,
=l

The higher the ratio, the better it 15 In general, lending financial mstitutions consider 2 | as
satisfactory ratio
Profitability Ratios : Apart from the creditors, also interested 1n the financial soundness of a firm
are the owners and management or the company itself The management of the firm 1s naturally
cager to measuie 1ts operating efficiency Simularly, the owners mvest their funds 1n the expectation
of reasonable returns Profitability rattos can be determined on the basis of erther sales or
investments
L. Profitability Ratios Related to Sales : These 1atios are based on the premse that a firm should
earn sufficient profit on each rupee of sales These ratios consist of (1) profit margin, and (2)
expenses ratio

(i) Gross Profit Margin :

Hlustration 6 : Calculate the Gross Profit Ratio fiom the tollowng figures -

Sales Rs 1.00.000 Puichses Rs 60.000
Sales Returns 10.000 Puichases Retiuns 15.000
Opening Stock 20.000 Closing Stock 5.000

Solution ; G Prof
Gross Profit Rato = 21935 frofit 100

Net Sales

Net Sales — Cost of Goods sold
= # 100
Net Sales

_  Rs 90.000 - Rs 60.000 . 100

Rs 90.000

Rs 30.000
= 2 20000 = 33 339;
Rs. 90.00 100= 133 33%
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A high ratio of gross profit to sales 15 a sign of good management as 1t 1mphes that the cost of
production of the firm 1s relatively low Tt may also be mdicative of a higher sales price without a
corresponding icrease 1n the cost of goods sold A relatively low gross maigin 15 defimtely a danger
signal, warranting a careful and detailed analysis of the factors responsible for it

(1) Net profit margm 15 also known as net maigm This measwes the 1elationship between net
profits and sales of a firm Depending on the concept of net profit employved, this ratio can be
computed 1n two ways

Earmnings before nterest and taxes (EBIT)
Sales

1 = Operaung profit ratio =

Earnings after interest and taxes (EAT)

Sales

This ratio 1s mdicative of management’s ability to operate the busmess with sufficient success not
only to recover from revenues of the period. the cost of merchandise or services, the expenses of
operating the business (including depreciation) and the cost of the borrowed funds, but also to leave
a maign of reasonable compensation to the owners for providing their capital at sk The ratio of
net profit (after interest and taxcs) to sales essentially expresses the vost price effectiveness of the
operation A high net profit margin would ensure adequate 1eturn to the owners

2 Expenses Ratio : Another profitability ratio related to sales 15 the expenses ratio It 1s computed
by dividing expenses by sales

2 Net profit ratio =

Co»t of goods sold

1 Cost of goods sold ratio = < 100
ost of goods sold rati et sales
Adminstrative expenses
2 Administrative expenses ratio = et sales > 100
: : Selling expenses
3. Sell 51at - 100
elling expenses 1ato Nof <ales
Cost of goods sold + Operating expenses
4. Operating ratio = » 100

Net sales

The expenses ratio should be compated over a period of time with the ndustry average as well as
firms of similar type As a working proposition, a low ratio 1s favourable, while a high one 1s
unfavourable

3. Rate of Return on Equity Share Capital : This ratio 15 calculated by dividing the net profits
(after deducting income-tax and dividend on preference share caprtal) by the paid up amount of
equity share capital It is usually expressed n percentage as below

Net Profit (after tax and Pref D1v)
Paid-up Equity Share Capltial - 100

This ratio examines the earning capacity of equity share capital

4. Return on Proprietors Funds on Return on Net Worth : Some experts suggest to calculate

return on net worth mstead of calculating return on equity share capital The proprictors funds or net
285
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worth represents the total interest of shaieholders which 1nclude share capital (whether equity or
preference) and all accumulated profits Alternatiyely, proprietors’ funds may be taken equal to fixed
assets plus current assets minus all outside habilities both long-term and current
This ratio may be calculated as under

Net Profits (less taxes)

Proprietors’ Funds

This ratio helps the proprietors and potential vestors to judge the earning of the company
relation to others and the adequacy of the return on proprietors' funds

5. Return on Investment (ROT) Ratio : This 1s one of the key profitability ratios It examines the
overall operating efficiency or carming power of the company in relation to total mvestment n
business It indicates the percentage of return on the capital employed m the business It 1s
calculated on the basis of the following formula

Operating Profit
Capital Employed

Rerurn on Proprietors’ Funds =

100

The term capital employed has been given different meamngs by different accountants Some of the
popular meanings are as follows

(1) Sum-total of all assets whethe1 fixed 01 current

(1) Sum-total of fixed assets

(111) Sum-total of long-term funds employed in the business, 1 ¢ ,

Share Capital + Reserves and Surplus + Long term Loans + Non-business

Assets + Fictitious Assets

In management accounting the term capital employed 1s generally used in the meaning given mn the
pomt third above

The term Operating Profit means Profit before Interest and Tax The term Interest means Interest on
long-term Borrowings Interest on short-term borrowings will be deducted for computing operating
profit Non-trading mcomes such as mterest on Government securities or non-tradmg losses or
cxpenses such as loss on account of fire, etc will also be excluded

The computation of ROI can be understood with the help of the followng tlustration

Hlustration 7 : From the following figures extracted from the Income Statement and Balance Sheet
of Anu Sales Pvt Ltd , calculate the Return on Total Capital employed (ROI)

Particulars Ammount Particulars Amount
Rs. Rs.

Fixed Assets 4.50.000 Reserves 1.00.000
Cunent Assets 1.50.000 Debentiures 1.00.000
Investment m Govt. Secimnes 1.00.000 Income from Investments 10.000
Sales 5.00.000  Interest on Debentmes at 102
Cost of goods sold 3.00.000 Provision for tax at 50%% of
Share Capita] . Net Profits

10% Preference 1.00.000

Equty 2.00.000
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Solution : It will be appropriate to prepaie the Piofit and Loss Account and the Balance Sheet of the
company before computation of the returns on capital employed

Anu Sales Pvt. Limited
Profit and Loss Accownt

Particulars Amount Particulars Amount
Rs. R,
To Cost of goods sold 3.00.000 By Sales 5.00.000
To Inrerest on Debentures 10.000 | ByIncone form Invesuents 10.000
To Piovaston for Taxation 1 00.000
To Net profit after tax 1.00.000
5.10.000 5.10.000
Balance Sheet as on
Liabilines Rs Assels Rs.
Share Capital Fixed Assers 1.50.000
10% Preference 1.00.000 CuwTent As»ets 1.50.000
Bquty 2.00.000 Investent m govt. Securiies 1.00.000
Reserves 1.00.000
10%5 Debentuies 1.00.000
Profit and Loss Account 1.00.000
Piovision for Taxation 1.00.000
~.00.000 7.00.000

Net operating piofit before interest and tax
Total capital employed

Return on total capital employed=

~ 2.00.000 Loo
- 5.00.000

40%

l
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Net Operatng Profit = Net Profit + Provision fo1 Tax — Income from
Investments + Interest on Debenfures
Rs.1.00.000 + Rs 1.00.000-R5s 10.000 ~ Rs. 10.000

= Rs 2.00.000
Caprtal employed = Fixed Assets + Current Assets — Pioviston for Tax
= Rs 4.50.000 +Rs 1.50.000-Rs 1.00.000
= Rs 5.00.000
Or = Share Capital + Reserves + Debentures+Profit &1.oss

Account Balance - Iimvestment in Govt Secunties
= Rs 3.00.000 + Rs. 1.00.000 + Rs. 1.00.000 +
Rs 1.00,000 — Rs. 1.006.000
= Rs. 5 00.000

Significance of ROI : The Return on Caputal invested 1s a concept that measures the profit which a
firm eamns on investing a umt of capital Yield on capital 1s another term employed to express the
1dea It 1s desirable to ascertam this peniodically The profit bemng the net result of all operations, the
rcturn on capital expresses all efficiencies o mefficiencies of a business collectively and thus 1s a
dependable basis for Judging its overall efficiency or nefficiency On this basis, there can be
companson of the efficiency of one department with that of another

or onc plant with that another, one company wtth that of another and one mdustry with that of
another For this purpose, the amount of profits constdered 15 that before making deductions on
dccount of interest, mcome-tax and dividends and capital 1s the aggregate of all the capital at the
disposal of the company, viz, equity capatal, preference capital, reserve, debentures, etc

The Return on Capital when calculated i this manner would also show whether the company's
borrowng policy was wise economucally and whether the capital had been employed fruitfully
Suppose, funds have been borrowed at 8% and the Return on Caprtal 1s 7%2% 1t would have been
better not to borrow (unless borrowing was vital for survival) It would also show that the firm had
not been employing the funds efficiently

Limitations of ROI : ROI 15 one of the very important measures for Judging the overall financial
performance of a firm However, 1t suffers fiom certain imporctant lunitations These limutations are
(1) Manipulation is possible : ROI 1s based on earnings and investments Both these figures can be
manipulated by management by adopting varying accounting policies regarding depreciation,
mmventory valuation, treatment of provisions. etc The decision 1n respect of most of these matters 1s
arbitrary and subject to whims of the management

(11) Different bases for computation of Profit and Investments : There are different bases for
calculating both profit and nvestment as explained 1n the preceding pages For example, fixed assets
may be taken at gross or net values, carnings may be taken before or after tax, etc

(1) Emphasis on short-term profit : ROI emphastzes the generation of short term profits The
firm may achieve thig objective by cutting down cost such as those on research and development or
sales promotion Cutting down of such costs wrthout any justification may adversely affect the
profitability of the firm in the long run, though ROT may indicate better performance n the shortrun
(1v) Poor Measure : RO] 15 a poor measure of a firm's performance since 1t 1» also affected by many
extraneous and non-controllable factors
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6. Return on Capital Employed (ROCE) : The ROCE 15 the second type of ROI Tt 1s symilar to
the ROA except m one respect Here the profits are related to the total capital employed The term
capital employed refers to long-tern funds supplied by the creditors and owners of the firm The
higher the ratio, the more efficient 1s the use of capital employed

The ROCE can be computed in different ways as shown below

Net profit after taxes/'EBIT
Average total capital employed

1 ROCE = - 100

Net profit after taxes + Interest + Tax advantage on mnterest
2 ROCE= - 100
Average iotal capital employed

(7) Earnings Per Share (EPS) measures the profit available to the equity shareholders on a per
share basis, that 1, the amount that they can get on every share held It 1s calculated by dividing the
profits available to the sharcholders by the number of the outstanding shares The profits available to
be the ordinary shareholders are 1epresented by net profits after taxes and preference dividend Thus,

Net profit available to equity holders

EPS =
Number of ordinary shares outstanding

8. Divided Per Share (DPS) is the dividends paid to shareholders on a per share basis In other
words. DPS 1s the net distributed profit belonging to the shareholders divided by the number of
ordary shares outstanding That s,

Dividend paid to ordinary shareholders

DPS = - :
Number of ordinary shares outstanding

The DPS would be a better indicator than EPS as the former shows what exactly 1s received by the
OWners

9. Divided-Pay Out (D/P) Ratio : This 1s also known as pay-out ratio It measures the relationship
between the earnmgs belonging to the ordinary shareholders and the dividend paid to them In other
words, the D/P ratio shows what percentage share of the net profits after taxes and preference
dividend 1s paid out as dividend to the equity holders

Dividend per ordinary share (DPS)
Earnings per share (EPS)

D/P= > 100

If the D/P ratio is subtracted from 100, 1t will give that percentage share of the net profits which are
retained 1n the business

10. Earnings and Dividend Yield : This ratio 15 closely related to the EPS and DPS While the EPS
and DPS are based on the book value per share, the yield 1s expressed in terms of the market value
per share

This ratio 1s calculated as follows
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EPS

1 Eamumgyield = Market value per share 100
DPS
2 Dividend yield=  yfarker value per share - 100

The earming yield 15 also called the €arning-price ratio

Price Earnings (P/E) Ratio 15 closely related to the earnings yleld’earnigs price ratio It 15 actually
the rectprocal of the latter This ratio 15 computed by dividing the market price of the shares by the
EPS Thus,

Market price of share

EPS
The P/E rato reflects the price currently bemng paid by the market for each rupee of currently
reported EPS In other words, the P/E ratio measures Investors' expectattons and the market
apprarsal of the performance of a firm

P/E ratio =

FUND FLOW STATEMENT

MEANING OF FLOW OF FUNDS:

The term 'flow' means movement and 1ncludes both 'mflow" and ‘outflow' The term 'flow of funds'
medns transfer of economic values from one asset ot equity to another Flow of funds 15 said to have
taken place when any transaction makes changes in the amount of funds avarlable before happening
of the transaction Tf the effect of transaction results 1n the mcerease of funds, 1t 1s called a source of
funds and 1f 1t results 1n the decrease of funds, 1t 1s known as an application of funds Further, 1n case
the transaction does not change funds, 1t 14 said to have not resulted 1n the flow of funds According
to the working capital concept of funds, the term flow of funds'

refers to the movement of funds 1 the working capital If any transaction results m the Imcrease in
woiking capital, 1t 1s said to be a source or mflow of funds and if it 1esults m the decrease of
working capital, it 1s said to be an application or outflow of funds

Rule of Flow of Funds

The flow of funds occurs when a transaction changes on the one hand a non-current account and on
the other a current account and vice-versa When a change m a non-current account e g, fixed
assets, long-term liabilities, reserves and surplus, fictitious assets, etc , 1s followed by a change 1n
another non-current account, 1t does not amount to flow of funds This 15 because of the fact that

i such cases nerther the working capital increases nor decreases Similar, when a change in one
current account results 1n a change in another current account, 1t does not affect funds Funds move
from non-curcent to current transactions or vice-versa only In simple language funds move when a
transaction atfects (1) current asset and a fixed asset, or {11) a fixed and a current hability, or (1) a
current asset and a fixed liability, or (11 ) a fixed Liabtlity and cunent lability, and funds do not move
when the transaction affects fixed assets and fixed hability o1 curient assets and current habilitres
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Examples

(a) Transactions which involve only the current accounts and hence do not result in the flow of
[unds

1 Cash collected from debtors

2 Bulls receivables realized

3 Cash paid to creditors

4 Payment or discharge of bills payable

5 Issued bills payable to trade creditors

6 Recerved acceptances from customers

7 Rasing of short-term loans

8 Sale of purchased for cash o1 credit

9 Goods purchased for cash or credit

(b) Transactions which involve only non-current accounts and hence do not
result in the flow of funds

Purchase of one new machine in exchange of two old machines

Purchase of building or furmture 1n exchange of land

Conversion of debentures 1nto shares

Redemption of preference shares i exchange of debentures

Transfers to General Reserves, etc

Payment of bonus in the form of shares

Purchase of fixed assets in exchange of shares, debentures, bonds or long-term Joans
Writing off of fictitious assets

Wrrting off a accumulated losses or discount on 18sue of shares, efc

(¢) Transactions which involve both current and non-current accounts and
hence result in the flow of funds

Issue of shares for cash

Issue of debentures for cash

Raising of long-term loans

Sale of fixed assets on cash or credt

Sale of trade investments

Redemption of Preference shares

Redemption of debentures

Purchase of fixed assets on cash or credit

Purchase of long-term/trade mvestments

10 Payment of bonus m cash

11 Repayment of long-term loans

12 Issue of shares agamnst purchase of stoch-in-trade

O o0 1 oL e W B

D G0 1 O A B b=

FUNDS FLOW STATEMENT

The Funds Flow Statement 1s a financial statement which reveals the methods by which the business
has been financed and how 1t has used its funds between the opening and closing Balance Sheet
dates According to Anthony, "The Funds Flow Statement describe the sources from which
additional funds were denved and the uses to which these funds were put” The analysis of such
statements over perniods of time clearly shows the sources from which past activities have been
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tinanced and brings to highlight the uses to w hich such funds hay e been put  The statement 1s known
by various titles, such as, Statement of Sources and Applications of Funds. Statement of Changes 1n
Working Capital, Where Got and Gone Statement and Statement of Resources Provided and
Applied

Objectives of Funds Flow Statement

Generally a business prepares two financial Statements 1e. Balance Shect and Profit and Loss
Account The former reflects the state of assets and lrabilities of a company on a particular ddte

financial statements have great utility but they do not reveal the movement of funds during the year
and their consequent effect on 1ts financial position For example, a company which has made
substantial profits during the year, may discover to is surprse that there are not enough liquid funds
to pay dividend and 1ncome tax because of profits tred up in other assets, and 1s always after the
bank authorities to get the cash credit or bank overdiaft facility In order to temore this defect,
another statement known as Funds Flow Statement ts prepared

The main purposes of such statement are

(1) To help to understand the changes 1n assets and asset sources w hich are not rcadily evident mn the
Income Statement or the financial position statement

(11} To mform as at how the loans to the business have been used, and

(1) To point out the financial strengths and weaknesses of the busmess

USES OF FUNDS FLOW STATEMENT:

The various uses of Funds Flow Statement are summanzed as under

{(2) As a tool of historical analysis. 1t provides an answer to some of the 1mportant financial
questions such as

(1) How was 1t possible to distribute diyidend In excess of current eamnings or in the presence of a net
loss for the period” (1e the firm might have raised funds from other sources also 1n addition to
funds from operations)

(11) Why has the net working capital decreased although the net income for the penod has gone up?
(1e the firm might have applied the funds more than the sources of funds)

(1) Why has the net working caputal increased cven though there has been a net loss for the period?
(¢, the firm muight have raised the funds more than the application of funds)

(tv) What happened to the proceeds of the sale of plant and equipment” (e g . the firm might have
purchased some fixed assets or 1t might have redeemed the redeemable debentures or preference
shares)

(v) Why did the firm resort to long-term borrowings wmspite of large profits®

(v1) Why did the firm 1ssue new €quity or preference shares?

{vi1) How was the retirement of long-term debts or redemption of redeemable preference shares
accomplished” (e g the firm nu ght have 1ssued new shares)

(b} As a tool of planning, the Projected Fund Flow Statement enables the management to plan its
future investments. operating and fmancial activities such as the repayment of long-term loans and
interest thereon, modernization

or expansion of plant, pavment of cash dividend ete

(c) Along with a Schedule of Changes 1n Workig Caprtal, the Funds Flow Statcment helps i
managimg and utilizing the workmg capital The management can know the adequacy or otherwise
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of the working capital and can plan for the effective use of surplus working capital or can make
arrangement 1n case of inadequacy of working capital Besides this, the management can identify the
magnitude and directions of changes in various components of working capital and 1f there 1s any
undesired situation such as heavy mventory accumulations, heavy funds

locked up m recetvables than normally required. the necessary action may be taken so as to achieve
the desired level thereof

LIMITATIONS OF FUNDS FLOW STATEMENT:

The major limitations of Funds Flow Statement are summarized below

(a) It 1gnores the non-fund transactions In other words, 1t does not take 1nto consideration those
transactions which do not affect the working capital e g, 1ssue of shares against the purchase of
fixed assets, conversion of debentures mto equity shares

(b) It 15 a secondary data based statement It merely rearranges the primary data already appearing tn
other statements viz Income Statement and Balance Sheet

(¢} It 15 basically historical 1n nature, unless Pirojected Funds Flow Statements are prepared to plan
for the future

PROCEDURE FOR PREPARING A FUNDS FLOW STATEMENT:

Funds flow statement 1s a method by which we study changes in the financial position of a business
enterprise between beginning and endmng financial statements dates Hence, the Funds Flow
Statement 18 prepared by comparing two Balance Sheets and with the help of such other information
denved from the accounts as may be needed Broadly speaking, the preparation of a Funds Flow
Statement consists of following two parts

1 Statement or Schedule of Changes 1n Working Capital

2 Statement of Sources and Application of Funds

1. Statement or Schedule of Changes in Working Capital Working Capital means the excess of
current assets over current liabiibes Statement of changes m working capital 13 prepared to show
the changes n the working capital between the two Balance Sheet dates This statement 1s prepared
with the help of current assets and current Liabilities derived from the two Balance Sheets The
changes 1n the amount of any current asset or current liability in the

current Balance Sheet as compared to that of the previous Balance Sheet cither results 1n merease or
decrease m working capital The difference 1s recorded for each individual current asset and current
liability In case a current asset 1n the current period is more than 1n the previous penod, the effect 1
an increase in working capital and it 1 recorded 1n the increase column But if a current liability 1n
the current period 1s more than in the previous period, the effect 15 decrease m working capital and 1t
1 recorded m the decrease column or vice versa The total increase and the total decrease are
compared and the difference shows the net mcrease or net decrease 1 working capital It 15 worth
noting that schedule of changes in working capital 15 prepared only from current assets and current
lsabilities and the other information 1s not of any use for preparing this statement A typical form of
statemnent or schedule of changes 1n working capital 1s as follows
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Sutnuhrsched-hnf(.hleesilwm Capitd

Particulars

Prevoms:
Year

Crent

Effect om
Caxnial

Your Ixrease | Decrass

Currsn; dzrets
Cash 1w hamel
Cash = bank
Rills Recanabis
Sundry Deburs
Temparary Imvesmmangy
Swck Tmveoronss
Prepmd Expense:
Arcrmesd Far e

Ton] Cerrent A sseiy

Curreni Lisbiiirms
Bills Pryable
Sundry Crednms
Outyandimg Expenses
Bk Overdraft
Short-term advances
Dnndengds Payabls
Proposed ddeswic*
Provinion for aranon®

Tot) Carrent Lisbylches

Worknng Capatal (CA-CT)

Net Incresse or Decresse
Working Cagntal

“ My or may mot be 1 Corrent babality
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Tllustration 1. Prepare a Statement of changes m Workng C aprtal from the following Balance

Sheets of Manjit and Company Limited

BALANCE SHEETS
& om 3]st March
Lakmirme 2a0! 2092 A 2001 N
. R 2 ) i
Ecuty Caputal 500,000 | 3.00.000 Fiad Asses 6.00,000 | ~.D.00K
Debenturss 3,720,000 | 450,000 Lonz{mn
Tax Bryable 77.000 43,000 Frveswnents 2,00000 | 100,000
Accounts Pryable 06,000 | 192000 Woork -mn-Progxess 10,000 2,044
Jmmerest Payahle 37000 435,000 Seock-in-tade 150000 | 13150
Draderd Pavahie 50,000 35,000 Accooms Recercable|  70.000 | 8 H1000
Cash 39004 10.004
11,30,000 |12.65,000 11,30.000 | 1265000
Solwtion
Statement of Chumzes in Workimz Capital
Effect on
Wodanpg Crpml
Parhiculars 2001 2007 [Tocrease | Decrease
Bs Ks. Bs Rs
Currant Azzetx
Cash 30.000 10,0040 10000
Accomus Recervable 70,000 1,440,000 70.000
Stock-m-trade 1,50.000 2.25.000 75,000
Wiork -im-pyogress 20,000 900040 10,000
3,30.000 4,65 000
Curnmt Lisbilina: -
Tax Prysbis 771,600 43,000 34,000
Accounts Payatils 06,000 1,92 000 96,000
Interest Paysble 37,000 45.000 £.000
Drexdend Pryable 50,000 35,000 15.000
Working C apital {CA-CL) 70,000 150,000
Net Increase m Working Cxperal) 20,000 80004
1,50.000 1.50.000 |2.04.000 204,000
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2. Statement of Sources and Application of Funds

Funds flow statement 1s statement which indicates vartous sources from which funds {working
capital) have been obtained during certan period and the uses or applications to which these funds
hase been put during that period Generally. this statement 1s prepared in two formats

{a) Report Form

(b) T Form o1 An Account Form or Self Balancing Type

Specimen of Repert Form of Fands Flew Statement

Sources of Fund: - Rs.
Funds from Operarions
Lesne of Share Caprml
Ruang of long-term loans
Receipts from partly paid shares called p
Sales of non cotrent (fived) assats
Non-tradmpg receipts, such a5 dndends recerved
Sale of Insestments (long-term)
Decrease 1o working capital {5 per Scheduls of
Changes m Wiorking Capatal)
Towl

Apphcanons or User gf Funds
Funds Iost :n Operations
Radeinptiom of Prefarsnce Shaye Capital
Redemnption of Debenraes
Repayment of loang-rerr losns
Purchuse of moa-current (fxed) assers
Purchase of long-term Inysssments,
Noo-admy peymants
Paymenis of drvidends*
Pxyment of ax*
Increase m Working Capital {as per Schedule of
Chanzes m Workmy Capral)
Total
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T Farm or An Account Form or Seif Balancxag Type

Fumil: Flsw Statement
Source ¥ | dpplications XIs
Faoxds froen Operatons Funds Inat m Openamons
Tsewe of Shave Capatal Redempnon of Breference
Taeue of Debesiure: Share Caputal
Rajung of long—erm loans Redemrpron of Debenrures
Recapts from purtty paid Repaymemt of long-wmn
shares called ap loazs
Sale of som-Corrent (fixed) Porchase of non-Ouorent
ASSArY Invesiments
Sale of long-teym Irvestmenin Non-iracmg prymes
et Decrease m Working Cxpatal Payment of Dividends
Wer Fncresse m Worknny Capral[—

* Note Payment of dividend and tax will appear as an application of funds only when these items
a1e appropnations of profits and not current lLiabilities

Sources of Funds : The following are the sources from which funds generally flow (come), 1nto the
business

1 Funds from operation or Trading Profits

Trading profits or the profits from operations of the business are the most important and major
source of funds Sales are the main source of mflow of funds mto the business as they increasc
current assets (cash, debtors or bills recervable) but at the same time funds flow out of business for
expenses and cost of goods sold Thus, the net effect of operations will be a source of funds 1f inflow
from sales exceeds the outflow for expenses and cost of goods sold and vice-versa But 1t must be
remembered that funds from operations do not necessarily mean the profit as shown

by the Profit and Loss Account of a firm, because there are many non-fund or non-operating 1tems
which may have been either debited or credited to Profit and Loss Account The examples of such
items on the debit side of a Profit and Loss Accounts arc amortization of fictitious and intangible
assets such as goodwill, prelminary expenses and discount on 1ssue of shares and debentures written
off, appropriation of retained earmings, such as transfers to reserves, etc , depreciation and depletion,
loss on sale of fixed assets, payment of dividend, etc The non-fund 1tems are those which may be
operational expenses but they do not affect funds of the busmess, € g, tn case of depreciation
charged to Profit and Loss Account, funds really do not move out of

business Non-operating items are those which although may result in the outflow of funds but are
not related to the trading operations of the business, such as loss on sale of machmery or payment of
dividends There are two methods of calculating funds from operations which are as follows

(a) The first method 1s to prepaid the Profit and Loss Account afresh by taking into consideration
only fund and operational items which mvolve funds and ate related to the normal operations of the
business The balancing figure in this case will be either funds generated from operations or funds
lost 1 operations depending upon whether the income or credit side or Profit and Loss Account
exceeds the expense or debit side of Profit and Loss Account or vice-versa
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(b) The

loss as arnved at from the Profit and Loss Ac

second method (which 15 generally used) 1s to proceed from the figure of net profit or net

method can be calculate as under

count already prepared Funds from operations by this

(2) Cairnlation of Funds from Operstion

C‘.nmg!ahncenﬂhﬂ:mdhsdmmmmnﬂlﬂdmm

Mmﬁndmdh’m—mmglﬂnslhxhhn!hemm

debrind 1o Profit and Less Arcoun

0 Deprecuton and Depistan

@ Amnm-fﬂmmmndhnnﬁ:hmmhr
Drscount on Issus of Shares s

(o) Aprropistan of Rstamed Exmmngs. sach
memm-‘mwﬂgmurm~
Taocterm Snkmy Food' Cotmpeny Resmye sr

= Laxs on the Sale of uny Dio-Curren (oeed) s soch as
lmsmnhniwlﬂhﬂdhg.hssmuhufmmq:
Imsmsdedmmmaboﬂug-mﬁnmu:

{v) Droends mciwine
hm&vuhd‘?moﬁDﬂMiﬁismmufm
0 ot tahe: a5 currens habilwy)

) Pr«mﬁlhmﬁfllsnuﬂuucmu:hﬂ:hy]

> 1 Anyuﬂznm—ﬁmd‘mn-opuug e wehuch: harcw s dsbeest
W Profit and Loss Ac roure
Toal [(A)

Lass Non-fund or Nag-operatmg mrems whach e alteaty been craciied 1

Profit st L oss Accoun
@ Mi&m&m&enhdmnmgﬁud}mnﬁis
Slkm:dmdhmidmg%u{pim&mm,
Sale of Lwir-wnn mwsmesss &
i 1] Ammmnhnh:ufﬁxdmuhumnh
nlndlmdd'uhasbemmdndn?mftnﬂhsskcm
o) Dwadenyds Bapeved
W Euesshmsmr!:msﬁmdm?mﬁmdhsskcmnmw!
) mmmmmmmmummMMm
o MBMMMIMMIRMHM
(a5 Zrven m the Balance Shew)
Total (B)

Tml{AJ—TmJ(BFFm:dsgmuudhym

i

i
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(b) Funds from operations can also be calculated by preparing Adjusted Profit and Loss Account as

follows .

Adjerciesd Prodt asd o Account

y. o

To Depreciatumn & Depleton
or amarnration of Schnons
and meamyEihls sssets such 5 .
Goodwill, Pate=. Trade
Marks Prebmmmery Expencas
1

To Apropmation of Retamed
Emnmgs axchas:
Tranafers 1o Gensral
Reserve Drvadend Equahcshon
Fond, Simlomyr Frd. st

Tp Losson Sales of ssvy non-corrent

o Bxad asses

To Deeadends (mchdme
mterm ditidend)

T Proposed Dridend (ifnot
taken a5 a corrent hability)

‘T Provision for texatwon (1f
not alcen a5 5 CaE
Liability)

To Closmpy balsnce {of P& A 'C)

T Funds It m Opsrations
(balmOng fisywe, in case
credit Side sxreads the delat
aide)

By Opemnz Balance
{(of PXL Aic)

By Tranciers fram sxcess
PEOYIEMDS

By Apprecuation m the
value of fixed 2550t

By Drcadends recenad

By Profit on sale of fixed
OT DOU-CIInet Rvets

By Finds from Operanans
(balencmy firae m case
debst s1de mwcmads cyedit
sadw)
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lilustration 2 : Nikhil Company presents the following information and you are required to
calculate funds fiom opcrations

Frofit and Lass Accomnt
~ Parucnlms s Particulars i)
To Expenses - By Gross Profit 2 00,000
Opershom 1.00.000 | By Gain om Sal= of Plans 20,000
Depreaxhon 40.000
To Loss on Sale of bmlding 10.000
To Adverhsemsnt wnitten off 5.000
To Discoont sllewed to custonsrs 500
To Dhscomnt on Issue of Shares
witten off 5040
To Goodwill 12 000
To Net Profit 51 000
2 20,000 2.20 000
Solwtion :
Cakiuistiss of Famids From Operatisns
Ks.
Net Profit (a5 ;ven} 52,000
A dd - Non-fand or non -opstafing 1bems winch have beey
datited to Profir and Loss Acconnt
Depeastion 40.000
Loss oo cale of Binlding 10.000
Advertisement writen off 3.000
Disconnt on 1ssoe of shares wiitten off 500
Goadwill wymen off 11 000 67,500
1,185,500
le: Non-fund or mon-cpermimy skem: which
have been credht to Profit and Loss Accoumt
Gamn an zale of Plant 20000 20,000
Fonds from Opexations 20500

2. Issue of Share Capital and Debentures

If duning the year there 1s any increase m the share capital, whether preference or equity, 1t means
capital has been raised dunng the year Issue of shares/ debentures 1s a source of funds as 1t
constitutes mflow of funds Even the calls received from partly patd shares/debentures constitutes an
mflow of funds It should also be remembered that 1t 1s the net proceeds from the 1ssue of share
capital which amounts to a source of funds and hence in case shares are 1ssued at premium, even the
amount of premum collected shall become a source of funds The same 1s rue when shares are
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issued at discount, 1t will not be the nominal value of shares but the actual 1calization after deducting
discount that shall amount to inflow of funds But sometimes shares are 1ssued otherwise than n
cash. the follow ing rules must be followed

(1) Tssue of shaies or making of partly paid shares as fully paid out of accumulated profits mn the
form of bonus shares 1s not 4 source of funds

(1) Tssues of shares for consideration other than current assets such a» agamnst purchase of land,
machines. etc does not amount to mtlow ot funds

(11} Conversion of debentuies or loans into shares also does not amount to mtlow of funds

In all the three cases mentioned above, both the accounts imvolved are non-current and do not
involve any curient assets or funds

3. Sale of Fised (non-current assets) and Long-term or Trade investments

When any fixed or non-current asset like land, butlding, plant and machinery, furnutuie. long-term
mvestments, etc are sold 1t gencrates funds and becomes a source of funds However, 1t must be
remembered that 1f one fixed asset 15 exchanged fol another fixed asset, it does not constituie an
inflow of funds because no current asscts are myvolved

4 Non-Trading Receipts

Any non-tiading teceipt like dividend recer ed, 1efund of tax, 1ent recetved, etc also increases funds
and 15 treated as a sources of funds because such an icome 1s not included m the funds from
operalions

5 Decrease in Working Capital

If the working capital decreases dunng the curent period as compared to the previous perod. 1t
means that there has been a 1elease of funds from woiking capital and 1t constitutes 4 souice of
funds

Appheation or Uses of Funds

| Funds lost in operations

Sometimes the result of trading 10 a certain year 1s a loss and some funds are lost during that penod
m tradmg operations Such loss of funds in trading amounts to an outflow ot funds and 15 treated as
an application of funds

2 Purchase of fixed assets

Purchase of fixed assets such as land, building, plant, machinery, long-term myesiments, etc 1esults
i decrease of curient assets without any decrease 1n current liabilities Hence, there will be a flow
of fund But m case shares or debentures are 1ssued for acquisition of fixed assets, there will be no
flow of funds

3 Payment of dividend

Payment of dividend 1esults in decrease of a fixed liabslity and, thercfore, 1t affects funds Generally,
recommendation of directors regarding declaration of dividend (1 e . proposed dividends) 15 simply
taken as an appropriation of profits and not as an 1tem affecting the working caprtal

4 Payment of fixed liabilities

Payment of a long-term liability, such as redemption of debentures or redemption of redeemable
preference shares, results i reduction of working capital and hence 1t 15 taken as an application of
funds

5 Payment of tax liability

Provision for taxation 18 generally taken as an appropriation of profits and not as application of
funds But if the tax has been pad, 1t will be taken as an application of funds
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HIDDEN TRANSACTIONS

Whule prepaiing 4 Funds Flow Statement. one has to analyze the grven balance sheets Items rclating
to curent accounts. 1 ¢, current assets and current liabilities have to be shown 1 the Schedule of
Changes in Working Capital But the non-current assets and non-current hiabilities have to be further
analysed to find out the hidden information with regard to sale or purchase of non-current asscly,
Issuc o1 redemption of shaie capital, ldising or repayment of long-term loans, transfer to reserve and
provisions, ete The following items 1equue special care while preparing a Funds Flow Statement

1 Fived Assets

Sometimes there are certain adjustments or transactions of sale and purchase of fixed assets which
are grven after two Balance Sheets Under such circumstances, 1t 15 desirable to prepare accounts
telating to such fived assets and provisions or rescrve tfor depreciation The woiking of these
accounts will be as follows

Fixed Asse! Acconwmt

Partculars Rg Parcolars
| :&
To Open:nz Balenceh'd By Adpesed Profit & Loss
To Bank /Perchase of ar {De=n ¢
Asset Bal Ax) By Bank {Sale of an Asser)
To Admzied Profit & Less A By Adusted Profit & Loss At
Prod an Sale) (Loss an Sals)  —
Bybaacecd
Deprecistisa Accoxn?
Particulars Ez | Darnculms Rs
To Freed Assst A c By Opernir Ba'ance b'd
(Arcormulaied deprecuanon remg By Adpaared Profit & Loss A ¢
| asset mansfaned ar sold) {New Fxov1sum: or reserve,
To Couny Balancec 4 —

Mutranen 3 Tos Sollowtng fisare: are svailabie from tos records of 2 Company

2001 2002
Rs Es
Flant and Machinery, 20,000 120 00

Addmonal fbrwation

{1, Deprecianen chizped durnme the wear 50 0

(u) A part of the plant whose wnirtan down value 15 K= 12 O has besn sold for Rs
7,000

Prepare Plant and Machmery 4 ¢
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Solmton -

Plant and AMachimery ALconmt

Rs Rs
ToBalanre b d 20.000 | By Adyusted Prof S Loss A (Dep j| 30,000
To Hank A ‘'c BryBank A cfSalz) 700
iParchass of Plam & Machmary ] By Admsted BL A ¢ Loz oo Saie 3,000

1Bal Fum 1,062,000 af Machmen .
BrBalarcec d 130,000
152,000 180

Thus depreciation of Rs 50,000 and loss on sale of machinery Rs 5,000 will be shown on the debit
side of Adjusted Profit and Loss Account Rs 7.000 reabized from the sale of plant will be shown as
source and Rs 1,02.000 1¢ puichased of plant and machinery as application 1n the Funds Flow
Statcment

2 Proposed Dividend It can be treated as an item of curtent liabihity or noncurtent hability but
preferably 11 should be treated as non-current lability For hnowing hidden transactions relating to
drvidend. 1t 15 desuable to prepare proposed dnvidend account as follows (in case treated as non-
current hability)

Proposed Dividend Accommt
Bz Bs
ToBark (Pavreat af dnaderd of By Openmp Bazance b 4
hstven) B Ad-nzed Profitde Loss A c
To Tlosme Balmce cd Proc=on made for the oament yeard
Bal g )

If dividend paid during the year 1s not gnven, then it s assumed that last year balance must have
heen paid durng the year and provision made durmng the year must be equal to the closing balance
Intetim dividend has nothing to do with proposed dividend account If mnterim dividend 1s paid 1t
will be shown on the debit side of Adjusted Profit and Loss Account and on the application side of
Funus Flow Statement If treated as current hability it wall be shown in Schedule of Changes 1n
Worhing Capital and dividend paid will be shown on the debit side of Profit and Loss Account and
as an application i the Funds Flow Statement

3 Provision for Income tac Like proposed dividend 1t can be treated as current Liatlities o1 non-
cuirent Liability But preferably it should be treated as non-current hability If mcome tax pawd
durmg the vear 15 pot given, then 1t 15 assumed that last year balance must have been paid dunng the
vear and will be shown as an application n the Funds Flow Statement Provision made durng the
ycar must be the closing balance of such account and will be shown on the debit side of Adjusted
Profit and Loss A.¢ Income Tax payable 1s a current hability The proyvision for income tax account
1s prepared as under (1f treated as non-current liability)
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Frovision for Tazatisn Account

Rs Es
To Bank (Tax paud) By Openm ¥ Ralance c/d
ToClosmg Ralancer d Oy Profit & Loss A ¢

(Provision mads) (Bal figh|

If treated as a current Liability, it will be shown 1n the Schedule of Changes 1n Working Capital and
tax paid will be shown as an application m the Funds Flow Statement and on the debit side of Profir
and Loss Account

4 Ficqitious Assets If theie are certamn fictitious assets shown 1 the Balance Sheet such as discount
on 1ssue of shares or debentures, prelimmary expenses. underwriting commussion, etc , then the
balance to be written off to the Adjusted Profit and Loss Account can be calculated by preparmng the
fictitious asset account It will be prepared as follows

Fctiions Assat Arcommt
Rs Rs
Ta Openung Balance ¢.d By Adrasted Profit & Loss & ¢
(Bal fiz ) (amitten off)
By Balancsc d —

5 Undwstithuted Reserves and Funds  If there arc any undistributed profits 1n the form of resers ey
and funds the difference of these reserves and funds will be shown on the debit or credit side of
Adjusted Profit and Loss Account If it increases, 1t will be shown on the debut side, 1f 1t decreases.
will be shown on the credit side The account 1s shown as under

Reserve Account
Re x
To Admaseed Profit & Lass A c ByBalaxcec.d
{reserve mlised) By Adjusted Prafitand La<s A.c
To Balance ¢°d (new ressrve)
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Ilustration 4 : From the following balances extracted from XYZ Company Ltd As on 31st March,
2001 and 2002, you are 1equued to prepaie a schedule of changes in Working Capital and a Funds
Flow Statement

A Asam

Laatuliehes Il Maxch Aszets 315t March
2001 2000 2001 2002
Share Capatal 1,00.00C |1.10.000 | Boides 900 | 31000
Gengral B sy 13,000 | 15,000 | Plorand Maderery | 37,000 | 350
PYXLAY 16,000 | 13,000 | Jxesomern]. T 10001 | 21,000
Credoan 5600 5400 | Smock 30060 [ 23424
BP 1.20¢ o0 | BR hRLr 3,240
Provaaan fow Tax 16000 | 18000 | Debnars 13,000 | 19,000
Proveaon for Doubtfid Debotg 400 00 | CashwBunk do0) | 15204
Prewrmay Evpenses | 13,003 | 10060
1.55,600 |1 43,500 135,600 |i 85800

Additional Tnformation

(1) Depreciation charged on Plant was Rs 4,000

(1) Provision for taxation Ry 19,000 was made durmng the year 2001-02

(u1) Interim dividend of Rs 8,000 was paid during the year

(1v} A prece of machmery was sold fo1 Rs 8,000 during the year 2001-02 It had
costed Rs 12,000, depreciation of Rs 7.000 has been provided on 11

Salmtinm :
Schedule of Change: im Werking Capital
IO N moomse Derraase
Rs Rs Re |:H
Curremt A1oms
Siock 30,000 Y ) 6,80
BR 200 300 7 X0
Debmors 18,000 190X +.noa
Cash a Bank 8,500 15. 34 §.600
Crrrenr Lagbirlrenes -
Creduor; 2.000 340 2,600
B? 1.0 00 20
Proviaon for Deoabdial Delbts 40 A0} b
13.3%C 8,80
=004
13,900 153,80
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Fand Flow Sratement

Jor the pear rmiodd 31 03 2801
Sourees Rs U Rs.
Fueds Sream Otperatzocya) 33,000 Porcha:zs of Machiery |1 E.000
Sake of Machmery §,000 Fryvoners of ey, Dyvided B.00J
Tsee of Shom Capmas 10.000 Purchass of Jrowsieryey 11.000
Prmesn of Tavic) 17.000
Increase i Riskmz Capeal 1.000
3o, LA 31,000
Werking Note: :
1 %) A droswed Profit and Loss Accomt
Bs A
To Ineersr Diovasied 000 | ByNerProfithd 14,000
To Demeciatan of Buikhng 2,000 | By Profif oo Sale of Marhenary 3,00
To Pralinmnary Expenans 2,000 | ByFund from Operatams 35,000
To Gensn. P agmroes 4,00
To Depteranm an Pan mdMachnery | 4,000
ToPwvisn far Tax A ¢ 19,000
TolNaProfitcd 13,000
52,004 13,044
{1 Plam smd hiachrmery Sccomr
Rs 5
ToBaluwab 4 37000 | ByAdureedP& I AciDe? 2,000
To Admsred PXL A  (Profin 1,000 ByBak A c 5,002
To Bamk | Purchase pf M) 8,000 ByBauncecd 3500
1Be Spoe
EAN [ 41,000
{) Froamn for Tax Ace ount
s Rs
ToBaok A ¢ (Ba. Fig ) 17 000 ByBalanreb 4 15004
ToBalancec 4 15000 By Adusted KL At 19 00
35000 35001

6 Net Profit or Diavings Sometimes 1n case of sole trader or partnership concerns, capital of the
proprietor or partnels 1s given but figures of drawings or net profit may be missing In order to find
out these figures, capital account may prepared as follows

Capats) &vroumi
.5 e
ToBak vrwmpzs, BrBaancebd
B Ar B AdrusedP &L A ¢
ToBalan-er'd N Profit) Bl fig ; [
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7 Intangible dssets Intangible assets as goodwiltl, palenls, copyrights, licenses aie also written off
from the Adjusted Profit and Loss Account Till these asscts are completely written off then
balances will be shown 1n the Balance Sheet Sometimes additions are also made to these asscts
Balance to be written off will be the balancing figure Such assets accounts aie piepared as follows

Intamgisle Assetl Sicoust
R: s
ToBrancat d Br Adyested Pafit & Lass A«
ToBank Share Camtal A'c {wrzien off)
iprarchase for cash er seoe By Balaxecd
of share capeal I—

8 Redemption of Debentures When debentures aie to be redeemed during a specified perod, 1t
must be seen whether the total payment to be made 1s more or less than the face value of debentures
If 1t 15 more than the face value, the cxcess will be charged to Adjusted Profit and Loss Account as
loss on redemption and 1f less than the face value, the difference will be profit on 1edemption and
will be shown on the credit side of Adjusted Profit and Loss Account Actual amount paid will be
shown an application in the Funds Flow Statement The account will be prepated as under

Debentures Accoun!
Rs Rs
To Bank (Arnaal sreoe st pauf| By Opemny Ralarce
To Adysed Poofivand Loss A © By Adnusted ProStandToss A c
(Bal Fig ) {lost pa redapeer| )
(Profit o redermpten; B Fig —

9 Redemption of reference Share Like redeemable debentures, the redecmable preterence shares
can be redeemed by the company either at premium or at discount Excess amount of premmm paid
along with the face value of the sharcs will be a charge to Adjusted Profit and Loss Account while
discount gained on redemption will be credited to Adyusted Profit and Loss Account The account of
redeemable shares will be prepared as under

Redewtrohls Prefarence Share Capral A coomt

Rs Ps
ToBaok By Opeomp Balanre h'd
ToProfl md Lesi A'c By Profitand Loss A ¢
(Gt iw Rty ) (Preaeom on R adempar ——

10 Bomus Shares Bonus shares are those shares which are 1ssued to the esisting sharcholders 1n
certan proportion without recerving anything mn cash from them Such shares arc issued fiom
existing balances of various accounts such as capital redemption reserve, shares premium, geneial
rescrve or Profit and Loss Account If indication to this respect 15 given. then that account 1s
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prepated i oider to see the net cffect of the account to be taken to Adjusted Profit and Loss
Account

Is depreciation a source of funds?

Depreciation means decrease m the value ot an asset due to wear and tea, lapse of time,
obsolescence, exhaustion and accident Depreciation 1s taken as an operating cxpense while
calculating funds from operations The accounting eutries are

) Deprecration A.c b
To Fixad Assec A c

(u} ProfitsndloszAc Dr
To Deprectanon A ©

Thus, effectively the Profit and Loss Account 15 debited while the Fixed Asset Account s «redited
with the amount of depreciation Since, both Profit and Loss Account and the Fixed Asset Account
arc non-current accounts, depreciation s ¢ non-fund stem It 14 neither a source nor an application of
funds It 1s added back to Operating Profit to find out funds from operations since 1t has alicady been
chaiged to profit but 1t does not decrease funds from operations Depreciation should not, thercfore,
be taken as a 'Source of Funds' If depreciation were 1¢ally a source of funds by itsclf, any enterprise
could have impioved 1ts funds position at will by mercly incieasmg the periodical depreciation
chaige

However, depreciation can be taken as a source of funds m a hmited sense because of three reasons
(1} In case of manufactuiing concern, when curient assets melude closing mnventory 1s and the vdlue
of closing inventories includes the depreciation on fixed assets as an element ot cost, depreciation
acts as a source of funds 1n such a case

(1) Depreciation does not gencrate funds but 1t defimtely save funds For example, if the business
had taken the fixed assets on hire, 1t would have been required to pay 1ent for them Since 1t owns
fixed assets, 1t saves outflow of tunds which would have otherwisc gone out 1 the form of rent

(u1) Depreciation reduces taxable income and therefore. mcome-tax hability for the period 1s
reduced This will be clear with the following example

Casel Case T
Income hDefore depreciaion Rs. 8,000 Bs 75.000
Dreprecishon provided {A) M 15.000
Taxabie mcome 5 600 60.000
Incone tax sxy at 50 pec et 3T 300 3D 006G
Net Income after {B) 37500 30 000
Net Jow of fands afer rax |43 + (B) 3TED0 45 000

The above cxample shows that in case 11, the net 1low of funds 15 more by Rs 7.500 as compared to
case I This 1s because on account of depreciation charge being claimed as an cxpense, tax lability
has been reduced by Rs 7,500 1n case of casc IT Tt may therefore be said that true funds flow from
depreciation ts the opportunity saving of cash outflow through taxation
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CASH FLOW STATEMENT

A cash flow statement shows an entity's cash receipts classified by mujor souces and its cash
payments classified by major uses during a period It provides useful mformation about an entity's
activities 1 generating cash from operations to repay debt, distribute dividends or invest to mamtain
or expand 1ts operating capacity, about 1ts financing acuvities, both debt and equity, and about 1ts
mvestment 1n fixed assets or current assets other than cash In other wotds, a cash

flow statement Trsts down various 1tems and then tespective magnitude which bring about changes
1n the cash balance between two balance sheet dates All the 1tems whether current or non-current
which increase or decrease the balance of cash are included 1 the cash flow statement Therefore.
the cffect of changes in the current assets and current lhabilities duning an accounting pertad on cash
position, which 1s not shown in a fund flow statement ts depicted 1 a cash flow statement The
depiction of all possible sources and application of cash 1n the cash flow statement helps the
financial manager 1n short term financial planning in a sigmficant manner because the short term
busincss obligations such as trade creditors, bank loans, imterest on debentures and dividend to
sharcholders can be met out of cash only The preparation of cash flow statement 1s also consistent
with the basic objective of financial reporting which 1s to provide information to mvestots, creditors
and others which would be useful 1n making rational decistons The basic objective 1s to enable the
users of mformation to make prediction about cash flows in an orgamzation since the ultimate
success or failure of the business depends upon the amount of cash generated This objective 15
sought to be met by preparing a cash flow statcment

DISTINCTION BETWEEN FUND FLOW STATEMENT AND CASH FLOW

STATEMENT

Some of the mam difference between a fund flow statement and a cash flow statement are described
below

1 Concept of funds : A fund flow statement 1s prepared on the basis of a wider concept of funds
1e. net working capital (excess of current assets over current liabilitics) whereas cash flow
statement 18 based upon narrower concept of funds 1 ¢, cash only

2 Basis of accounting : A tund flow statement can also be distinguished from a cash flow
statement from the point of view of the basis of accounting used for prepaning these statements A
fund flow statement 1s prepared on the basis of accrual basis of accounting, wheteas a cash flow
statement 18 based upon cash basiy of accounting Due to this reason, adjustments for incomes
recerved m advance, mmcomes outstanding, prepaid expenses and outstanding expenses are made to
compute cash eamed from operations of the business (1efer to computation of

cash from operations) No such adjustments are made while computing funds from operations m the
tunds flow statement

3 Mode of preparation : A fund flow statement depicts the sources and application of funds If the
total of sources ts more than that of applications then 1t represents mcrease 1 net working capital
On the other hand 1f the total of applications of funds 1s more than (hat of sources then the difference
represents decrease in net woiking capital A cash flow statement depicts opeming and closing
balance of cash, and inflows and outflows of cash In a cash flow statement, to the openmg balance
of cash all the inflows of cash arc added and fiom the resultant total all the outflows of cash are
deducted The resultant balance 15 the closmg
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balance of cash A cash flow statement 1s just like a cash account which starts with opening balance
of cash on the dehit side to which receipts of cash are added and from the 1esultant total, the total of
all the payments of cash {shown on the credit side) 1s deducted to find out the closing balance of
cash

4 Treatment of current assets and current liabilities : While preparing a funds flow statement
the changeys mn current assets and curient liabilities are not disclosed m the funds flow statement
rather these changes are shown 1n a separate statement known as schedule of changes 1n working
capitat In a cash flow statement no distinction 18 made between curient assets and fixed assets, and
curient liabilities and long-term liabilities All changes are summaiized in the cash flow statements

5 Usefulness in planning : A cash flow statement aims at helping the management 1n the process
of short term financial planmng A cash flow statement 18 useful to the management 1n assessing 1ts
ability to meet 1ts short teim obligations such as trade cieditors, bank loans, interest on debenturcs,
dividend to shaieholdeis and so on A fund flow statement on the other hand 1s very helpful 1n
intermediate and long-term planming, because though 1t 15 difficult to plan cash resources for two,
three or more yeals ahead yet one can plan adequate woiking capital for future periods

Uses and Importance of Cash Flow Statements:

Cash flow statements are of gieat importance to a tinancial manager The information contamed
cash flow statement can help the management 1n the tield of short-run finaneial planning and cash
contio]l Some of the important advantages of cash flow statcments arc discussed below

1) The projected cash flow statements 1f preparcd n a business disclose surplus or shortage of cash
well in advance This helps in arranging utilization of surplus cash as bank deposits or investment
marketable securities for short periods Should there be shortage of cash. artangement can be mode
for raising the bank loan or s¢ll marketable securities

2 (Cash flow statements are of extreme help 1n planning liquidation of debt, replacement of plant
and fixed assets and simular other decisions requiring outflow of cash fiom the business as they
pros ide information about the cash geneiating ability of the business

3 The cash flow stalement pertamning to a particular vealr compaied with the budget for that yea
rcveals the extent to which the actual sources and apphications of cash were 1n consonance with the
budget This exercise helps 1n refining the planning process n future

4 The nter-firm and temporal comparison of cash flow statements reveals the tiend n the hquidity
posttion of a firm in companson to other firms mn the mdustty Tt can serve as a pointer to the need
for taking corrective action 1f 1t 1s observed that the management of cash in the firm 1s not effective

5 Cash flows statements are more useful 1n short term financial analysis as compared to fund flow
statements since m the short run 1t 15 cash which 15 moie important fo1 executing plans rather than
wolking capital

Limitations of Cash flow Statements:

[ The possibility of window dressing in cash position 1s more than in the case of working capital
position of a business The cash balance can easily be maneuvered by deferring purchases and other
payments, and speeding up collections from debtois before the balance sheet date The possibility of
such maneuvelng 1s lesser n 1espect of working capital position Therefore a fund flow statement
which shows reasons 1esponsible for the changes in the woirking capital presents a more realistic
picture than cash flow statement
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2 The hquidity position of a business docs not depend upon cash position only In addition to cash 1t
15 also dependent upon those assets also, which can be converted inta cash Exclusion ot these assets
while assessing the hiquidity of a busmess obscures the true reporting of the abihity of the business m
meeting 1t liabilities on becoming due for payment

3 Equating of cash geneiated fiom the operations of the busmess with the net operating income of
the business 1s not fair because while computing cash generated from business opelations,
depreciation on fixed assets 1> excluded This treatment leads to mismatch between the expenses and
revenue while determimimg the business results as no charge 1s made 1n the profit and Loss

account for the use of fixed assets

4 Relatively larger amount of cash generated from business operations 1is-avis net profit earned
may prompt the management to pay highel rate of dividend. which m turn may affect the financial
health of the firm adveisely

PROCEDURE FOR PREPARING A CASH FLOW STATEMENT:
Cash flow statement shows the impact of various transactions on cash position of a firm It 18
prepared with the help of financial statements, 1€, balance sheet and profit and loss account and
come additional mformation A cash flow statement starts with the opening balance of cash and
balance at bank, all the mflows of cash are added to the opening balance and the outflows of cash
are deducted from the total The balance, 1€, opening balance of cash and bank balance plus
aiflows of cash munus outflows of cash 1s reconciled with the closing balance of cash The
preparation of cash flow statement nvolves the determining of
(a) Inflows of cash
(b) Outflows of cash
(a) Sources of Cash Inflows :
The main sources of cash inflows are
(1) Cash flow from opeiations
(2} Increase m existing liabilities or cieation of ncw liabilities
(3) Reduction in or Sale of Assets
(4) Non-trading Receipts
(b) Application of Cash
(1) Cash lost in operation
2} Deciease m or discharge of Liabilibies
(3) Increasc 1n or purchase of assets
(1) Non-trading payments
Generally. cash flow statement 1s prepared i tw o forms
(a) Report form
(b) T Form or an Account Form or Self Balancing Type
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SFECIMEN OF REPOXT FORM OF CASHILOW STATERMENT

Cashbadsnre in che begmmmg
Bs

ddd  Cask nflews

Cash flow from oparehons

Sale of 153015

Issme of sharss

Isswe of debenmres

Faismg of Lloans

Collechon from dabeors

Non trecing recapis sach as
Dnndend recered
Income tax refomd

Lezs  dpplcattons or Outflou: of cash
R edemphon of Preference chares
FRedampnog of detewnrras

Repaymenr of lnams

Purrhese of ausers
Payment of dryvidend
Fayment of oaxes

Cash o=t m opm=rahons
Cash Balawces 3¢ the snd

SFECIMFN OF T FORM OR AN ACCOUNT OF CASH FLOW

STATEMENT
Rs
ashbalance m the bepmpmy Outflow qf Cash
Cazh mfiows - Redemption of Prefsrence
ash flow from operahon Sharss
2 0f Assaty Redemption of Debentures
s5ue of Shares Repayment of L oatrs
ssoe of Debentures Purchase of Assets
s of T oans Pryment of Dividends
allechon from Debtors Paymens of Tax
dends Recsmed Cash jost m Openanons
of tax Cash Balow s at the end

SOURCE OF CASH INFLOWS

I Cash from Operations or Cash Operating Profit

Cash from trading operations durin

g the year 15 a very important souice of cash mflows The net
effect of various transactions 1n a bustness durimg a particular period 1s either net profit or net loss
Usually. net profit results i inflow of cash and net loss n outflow of cash But 1t does not mean that
cash generated from tiadmg operations in a year shall be equal to the net profit o1 that cash lost
operations shal) be 1dentical with net loss It may either be more or less Even,

322




there may be 4 net loss m a business, but yet there may be a cash inflow from operations It 15 s0
because of certain nen-operating (eapenses or incomes) charged to the mcome statement, 1 ¢ , Profit
and Loss Account

How to Calculate Cash from Operations or Cash Operating Profit ?

There are three methods of determining cash from operations

(a) From Cash Sales : Cash fiom operations can be calculated by deducting cash purchases and
cash operating expenses from cash sales, 1 ¢ Cash from Operations= (Cash Sales) — (Cash Purchases
+ C'ash Operating Expenses)

Cash sales are calculated by deducting ciedit sales or increase 1n recervables from the total sales
From the cash sales, the cash purchases and cash operating expenses are to be deducted In the
absence of any information, all expenses may be assumed to be cash expenses In case outstanding
and prepaid expenses aie known given, any decrease in outstanding expenses or inciease 1n prepaid
expenses should be deducted from the corresponding figure

(b} From Net Profit/Net Loss

Cash from operations can also be calculated with the help of net profit or net loss Under this
method, net profit or net loss 1s adjusted for non-cash and non-operating expenses and 1ncomes as
follows

Calculation of Cash From Trahng Dperatisns

NWet Profit (s given)

Add Nan cach and Non-operatms tenm winch have

atready been debred o PR L A C.

Dapreciation

Transferto Raserves

Tranafar to Provivions

Goodenll wnoen off

Prahimngry expenses written off

Other miangible assats wniten off

Loss on sale or disposal of fixed assaty

Increase i Accounts Paysble

Incregss I outsanding expanses

Decresse o prepaid expegses

Lesz . Non-cach sod MNoo-operatmg items whnch have aiready
besn crechred 10 P AL A'c

Invrmase 10 Accounts Racevables

Decesss 1n Onistandnge Expences

Imcreass 14 Prepeid Expensss

Cash from Opershons

(C) Cash Operating Profit

Cash operating profit 15 also calculated with the help of net profit or net Joss The differcnce m this
method as compared to the above discussed method 1s that increase or decrease 1 accounts payable
and accounts recetvable 15 not adjusted while finding cash from operations and 1t 15 directly shown
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m the cash flow statement as an inflow or outflow of cash as the cash may be The cash from
operations so calculated 1s generally called operating profit

Calrulabwn of Cash Operatmg Profit
Arpot

et Profix (ac erven) of Clouns Ealincs of Prefi-amdIc s A ©
Add Non-cash and non-opmacos 1ams wiach e
alresd beendenimd w PEL A C

Depreciandm

Trgfars o Peserves and Proviswns

VWross aff inmemboe s a2,

Ourscanding Expentes youmhent vear}

Prepaid Expeiiey (previcus vear,

Loss on Sale pof fixed As-ats

Dhvidend Prad exc

Zazr Noe-cacsh md non-operaims dems whoech have alresdy

been credited w P 1T A ©

Profit om Sale or disposal of fixed pssets

Koo-trading recem|s sucn a5 k1o dend recen ed, renl recen ed, efc

Eercansfers from provizoas

B ess protisione caarmed bk )

Crutscandm e 10 oTok { CUTRNT Vear'

Pre-recers ed Incoms {10 previous year]

Opesing balance of PXL A ¢

Cash Operniingx Proar
Note: Generally the cash vperating profit method has to be followed because of its simularity with
caleulating funds from operations However, 1f this method 1s followed the following two points
need particular caie
(1) Outstanding/Accrued Expenses : The outstanding/accrued expenses 1epresent those expenses
which are although charged to profit and loss account but no cash 1n paid duning the year For this
reason, outstanding accrued expenses of the current year are added back while calculating cash
operating profit However it some outstanding expenses of the previous year are also given, these
may be assumed to have been paid during the year and hence shown as an outflow of cash in the
cash flow statement
{1n1) Prepaid Expenses : Prepaid expenses are those expenses which are paid 1in advance and hence
result 1n the outflow of cash but are not charged to profit and loss account because they do not relate
to Lthe cunient period of protit and loss account For this reason, prepaid expenses of the current year
should be taken as an outtlow of cash in the cash flow statement But the expenses, if any, paid n
the pievious vear do not mvolve outflow of cash in the curient vear but are charged to profit and
loss account Therefore., prepaid expenses of the previous year (related to the current year) should be
added back while calculating cash operating profit In the sinular way, we can deal with outstanding
and pre-1ecerved mneomes

Imitration 5. Calculate Cash from operahons £ the following izformatons

Rc
Sales 70 007
Porchases 40 000
Expensss 8.000
Creditors at the end of the vear 12 000
Creditors 16 the bammmrey of the year 12 020
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Solafion :

Rs Bs

Sales 70,004
Less Purchases 40 MG

Expenses B.0C0 38.000

Profit for the yaar 12000

Add Crediwrs 1 (he snd of the Tear 15,0090

37 600

Lass Creditors st the bermmny of the vea: 12000

Cash from operations 25,000

2 Increase in Existing Liabilities or Creation of new Liabilities

If there 1s an inciease m existing Liabilities o1 a new liability 1s created during the year, 1t results m
the flow of cash inio the business The liability may be either a fixed long-term hability such as
equity share capital, prefetence share capital, debentures, long-term loany, etc or a current Lability
such as sundry cieditors, bills pavable, etc

The inflow of cash may be either Actual of Notional

There 18 an actual inflow of cash when cash 1s actually 1ecerved and generally long-term Liabilitics
result mto actual inflow of cash, ¢ g

For 1ssue of Shares, during the year, the journal entry shall be

CashAlc Dr

To Shure Cxprtal AT

So, actual cash flows mto the business In the same manner, 1ssue of debentures, raising of loans for
cash. etc result mto actual inflows of cash But when the fixed lLiabilities are cieated in consideration
of purchase of assets, 1¢ . other than cash, theie 15 no inflow of actual cash The journal entry for the
1ssue of debentures 1n lieu of purchase of machinery 1s

Plyor aned Machinerv A ¢ Dr
To Debenture: A ¢

For example, increase n sundry creditors implies purchase of goods on credit In this case although
no cash i actually 1ecerved but we may say that creditors have given us loans which have been
utilized in purchasing goods from them Hence, inciease m the curient Liabilities may be taken as a
sowce of mflow of cash and decrease 1n current liabilitics as an outflow of cash

3. Reduction in or Sale of Assets

Whenever a reduction 1n or sale of any asset-fixed or current-takes place (otherwise than
depieciation) 1t results mto mflow of actual or notional cash There 15 an actual inflow of cash when
dssets are sold for cash and notional cash flows i when assets arc sold o1 disposed off on credit
Thus, sale of building, machinery or even reduction 1n curtent asscts like stocks, debtors. etc result
in 1nflow of actual notional cash

4 Non-Trading Receipts

Sometimes, there may be non-trading receipts like dividend recerved, 1ent reccived, refund of tax,
ete Such 1eceipts or incomes are although non-trading i nature but they result mnto inflow of cash
and hence tahen 1n the cash flow statement
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APPLICATIONS OF CASH OR CASH OUTFLOWS:

] Cash Lost in Operations Sometimes the net result of trading i a particular period 1s a toss and
some cash may be lost during that period i tradmg operations Such loss of cash 1 trading n called
cash lost 1 operations and 18 shown as an outflow of cash m Cash Flow Statement

2 Decrease in or Discharge ol Liabilities :Decrease mn or discharge of any hability, fixed or
cuitent results 1 outtlow of cash either actual or notonal For example, when 1edeemable
preference shaies are redeemed and loans aie 1epaid, 1t will amount to an outtlow of actual cash But
when a hiability 15 converted into another, such as 1ssue of shares for debentures, theie will be a
notional flow of cash into the business

3 TIncrease in or Purchase of Assets Just hike decrease i or sale of assets 15 a source or inflow of
cash, increase or puichase of any assets 15 a outflow o1 application of cash

4 Non Trading Payments : Payment of any non-trading expenses also constitute outflow of cash

Fo1 eaxample, payment of dividends, payment of income tax, etc

IDmsiratiom 6 - The followinz details sre available finrz 3 company

Lozhshan t-1201 | 31-12%9 Avaty 31-13-91 11-12-5%9

) 1 1} Xs X1

Skhars Capatal G000 743 Cmbh g0 g8 <]
Dwbamitizes 112% &0 Dshion 14,500 17,709
Laiany o doukifol debm S0 t 41 Stock 42,200 2,700
Trads Craditon 16342 il 40 Land 26,000 30,000
PELAC 1004 16,560 Gondwrils 10 g 1000
103100 | 193205 103100 1,03.200

Additional Information (1) Dividend paid total Rs 3.500, (1) Land was purchased for Rs 10,000
Amount provided for amortization of goodw1ll Rs 5,000 and (1u)Debentures paid off
Rs 6,000 Preparc Cash Flow Statement

Schntwm
Cazh Flow Shatement
(for the year ended 31 12 1999)
R: bk

Cpening balamce of cash Cash thglon:
ooy 1 1900 0 0Dg Purchase of Land 20,000
Add Cazh Inflows . Increase 1 Dabeors 2800
Issue of Share Capatal 3 000 Redempnon of Debenmares 6.000
Incregse i aade oredyars i 450 2rvidends Pad 3500
C:shmﬂut.’:mopenunmj P10 Closing balance aof cash on
Decresse 1n riock 6 00 31111999 TR00

30.100 10 100
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Workings

1 Cash inflow trom opelations

Adjusted Profit And Loss At

Rs.

'to Dreadend (naon-operanng) 3500 | ByBalmebd
To Goodwill (mon-fixed cash) 000 | By Cashieflow from operxtion | 2 120

10.040

To Resere for doobifl debiz 100
To Halancoe od 10.560
19,154 19,160
Alrernain ety Rs
BulaweofP 871 Arcon 3l 127 1500 10 560
A4d  non-fund cach and non-operstine 1tems which
have alvesdy bren debited 0 P& A ¢
Davadend paid 5,300
Goodsnll written off 5 004
Raserve for doubtful dabis 100
1% 162
Lesz Opemingr balance of P % L A ¢ and non-operamny
WCOMmBs
Opemung balanca of PT A ¢
(om 3] 12 19914) 10,040 12,040
Cush Inflow from operanons 8.1
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Register No. ‘ ‘ | ‘ ‘ l ‘ |

Subject Code

SCHOOL OF EACELLENCE IN LAW
B.Com., LL.B., (Hons.} —2014-2015
Semester Examinations, March 2015

Sub: PRINCIPLES OF ACCOUNTING

Time : 2 ¥ Hours Maximum : 70 marks

PART — A (2x12=24 marks)
Answer any TWO of the following in about 500 words each:

1.Explain the characteristics of partnership accounts.
2. From the following Trial Balance of Mr. Nitin, prepare Trading and Profit and Loss

Account for the year ending 31st March, 2002 and Balance
Sheet on that date :
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Debit Balance Rs. Credit Balance Rs.

Drawings 14.200 Capual £5.000
Plant and Machmery 19.000 Sales 2.38.120
Stock en Ist Apiil 2001 29.200  Discount Recerved 1200
Putchases 2.07 240  Piovision for Doubtful Debts 2 100
Bills Recervable 1.800 Retwns outward 5.820
Returns Inw ards 4.200  Apprenuceship premuunms 2 100
Cash m hand 960 Bank Overdiaft 4.000
Sundry Debtors 61.000  Sundry Creditor 20.000
Bad debts 3.140 Bulls Payable 3.600
Sundry Expenses 8.800
Rent 2.400
Rates and Taxes 4.000

3.62.240 3.62.240

Adjustments :

(i) Interest is charged on capital (@' 5% per annum.

(ii) Provide for Doubtful Debts at 5% on sundry debtors.

(iii) Depreciafion is charged on Plant and Machinery @ 10% p.a.
(iv) Outstanding Rent was Rs. 800

(v) There were prepaid taxes for Rs. 1,600,

(vi) Apprenticeship Preminm Rs. 400 was to be carried forward.
(vii) The value of stock on 31st March 2001 was Rs. 34,000.

3. From the following balances extracted from XYZ Company Ltd. As on 31st March, 2001

and 2002, yon are required to prepare a schedule of changes in Working Capital and a
Funds Flow Statement.
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LEY: Ason

Lostaibe= 31 March Avmetx Iz Marh
2001 pa2 001 2002
Skars Camia’ 100600 |110,000 | Baldne 40000 | IRO0D
Geoeval Resprvs 14000 | 23,000 | Placrand Machmery | 37,000 | 35000
B&L A 16,008 | 13.000 | vecrmeny]. T 10060 | 21004
C et 5.0 3400 | Seck 0000 | 1340d
BR 110 e | BR 2,000 3210
Prowrsion for Tax 18.00G | 28,000 | Debors 18000 | 19,000
Porzaan far Doubifiy] Diskwe 200 600 | CashztHank G60% | 15200
Prebyrwary Expenss| 12,000 | 10,000
1,53 600 (1.55,B0D 133500 [1.65500

Additional Information :

(i) Depreciation charged on Plant was Rs. 4,000,

(ii) Provision for taxation Rs. 19,000 was made during the year 2001-02.

(iii} Interim dividend of Rs. 8,000 was paid during the year.

(1v) A piece of machinery was sold for Rs. 8.000 during the yvear 2001-02. It had
costed Rs. 12,000, depreciation of Rs. 7,000 has been provided on it.
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PART -B (2 x 7=14 marks)
Answer any 71 U _of the following in about 200 words each:

4.

I'lidre v

Ine Gakom= Yhoer Af Bt P "ot an A flavan whot share 4 proflis 107 "cwves I the natin
T30 A tlecds wam s lutloswes vt 108 De rrober 2047

i (el Mide FULrTY A
s hjoy 21 g Furnlore LI
WO 10 0G0 iy 8,500
Vil .en A feri] Dl rs 1 30
Ve  mlu “sqat Panb 1,7
Lol LR

A LT

Baichung retired from the business on 1st January, 2008. Revaluation of asscts were made
ay :

Machinery Rs. 34,000, Furmiture Rs. 5,000, Stoch Rs. 9,600, Debtors Rs. 4,000 and
Goodwill Rs.

10,000.

Baichung was paid Rs. 4,225 immediately and the balance was transferred to a Loan
Account

for payment in 4 equal hall-yearly installments together with interest @@ 6% p.a.

Show the necessary accounts, the Balance Sheet of the firm immediately atter Baichung’s
retirement and his Loan Account till finally paid off.

5. Eaplain the initations of ratio analysis.

6. On st Jan. 2008 A Ltd purchased from B Ltd .five tracks under hire purchase system.
Rs.50000 being paid on delivery and the balance in five installments of Rs 75000 each
pavable annually on 31st Dec. the vendor charges 5% p.a interest on yearly balances. The
cash price ol five trucks was Rs. 375000 Show how this transaction should be recorded in
the books of A ltd. 1l A Ltd writes off depreciation at 10% p.a on the written down value.

PART - C (5 X 4 = 20 marks )
Answer any F1MVE of the following:

7.a.Define Accounting.

b. Explain any two accounting concepts.

¢. X and Y were partners sharing profits as 4 : 3. Z joined as a new partner. The ncw
profit sharing ratio between X, Y and Z was agreed to be 7 : 5 : 3. The Goodwill of the firm
was valued at Rs. 84.000. But Z could not pay any premium for goodwill.

d. X and Y are Partners sharing profit as 5:3. Z is the clerk of their business getting a
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salary of Rs. 500 p.m. and a commission of 5% of the net profit after deducting his salary
and commission. Now, X guarantee that Z be made a Partners with 1/10th share of profit
and nothing else. If the annual profits is Rs. 1,32,000. Show the appropriation.

¢. What do you mean by profit prior to incorporation?

f. What do you mean by statement of affairs?

g. A trader took out a fire policy containing an average clause covering his stock
for Rs. 15,000. His practice was to base his selling price at cost plus 331/3%.
He closes his books on 30th June every year.

On 31st March, 2007, a fire occurred at his premises and destroyed his
stock. The salvaged stock was Rs. 6,000. During the period of 9 months
preceding the fire his purchases amounted to Rs. 61,000, and sales to Rs. 84,000.
His stock at 1st July, 2006 was valued at Rs. 20.000.

You are required to prepare a statement showing the amount of claim.

PART - D (2X 6 =12 marks )
Answer any TWO of the following:

8.

Iiimsiraten & - The following details am availabla from a company
“asbioe j1-12-4k | 31-12-5% Asats J1-12-9% I-129%
X3 L 1 Xs
Shars Capral 16000 4,000 Cuzh 5.000 0
Dabxatumes 12,200 &,200 Diabtors 14800 17,702
1asarve for doubtinl debri o0 15 Sk 22X 2270
Trade Credetars 16,360 11,140 Land 26600 32,0¢0
PXLAC 16,040 13363 Goodwril 10,040 5,000
103100 | LO3m0 LG L2

Additional Information :(i) Dividend paid total Rs. 3,500, (ii) Land was purchased for Rs.

10,000. Amount provided for amortization of goodwill Rs. 5,000 and (iii)Debentures paid
off

Rs. 6,000. Prepare Cash Flow Statement.

9. Hansa Ltd. was incorporated on 1st July, 2008 to acquire a running business with effect
1st

April, 2008, The accounts for the year ended 31st March, 2009 disclosed the following :
(i) There was a gross profit of Rs. 30,00,000.

(ii) The sales for the vear amounted to Rs. 1,20.00,000 of which Rs. 24,00,000 were for the
first six months.
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(ii) The expenses debited to the Profit and Loss Account included—directors’ fees .
Rs. 1,50,000; bad debts : Rs. 36,000; advertising : Rs. 1,20,000 (under a contract
amounting to Rs. 10,000 per month); salaries and general expenses : Rs. 6,40,000;
preliminary expenses written off Rs. 50,000; and donation to a political party given by
the company Rs. 50,000.

Prepare a statement showing the amount of profit made before and after incorporation.
10. Differentiate sale and consignment.

el
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ANSWER SCHEME
PART — A
1 Charactenstics of partnership firm

According to section 4 of the Partnership Act. 1932 a Partnership 1s ““the relation between persons
who have agieed to shaie the profits of a busmess canied on by all or any one of them acting tor
all ™

If we analyze the defimition we find three basic element of 4 Partnership

(1) It anses out of an agreement made by two o1 moie pelsons.

(2) The agreement 15 made regarding sharing profits of a business,

(3) Such business 1s carried on by all or any one of them acting for all

(a) Partnership 1s the 1esult of an agreement It does not aiise from status

{(b) The agieement may be either verbal or tn writing There should be some terms and condilions
binding the Partnership

(c) The exsting law does not enforce that the terms of the Partnership must be in wrniting If wrnitten
the agreement 1> known as Deed or Articles of Partneiship

(d) For the formation ot a Partnership moie than one person 1 requires For a banking basimgess the

maximum number of Partners 15 10, tn other businesses 1l 15 20
N

—

Solotron :
Trading and Py ofit and Loss Account
D1. for the yea1 ending 31lsc March, 2002 Cr
Farucular R+ Paruculars R=s
To Opeming Stock 29700 | By Sales 38170
To Purchases 207240 Lacr Rettans Inwairds 4200 |233970
Las: Retum. Oursrasds 582 | 201 420( By Clesing Stock ENNLL
To Gross Paofir c d 37 300
26790 (267900
To Sundkv Expenses 8800 | By Goo>2s Pachitb d 37500
T> Pent 1400
Add O > rent 300 3 200 | Bv Apprenticeship Premmun® 300
Less Camied foraand 400 2 000
To Rates and Taxes 4000
Lacs PP rates and insurance 1 600 2400 ) B~y Dhrcounr Recerved 1. 700

To Depreciation on Plant & A Lachunery) 1,200
To Provizion fc{ Bad debis

Bad debts 3.0
Add New Provisaon requured 3.0
5.640
Less Old Proviacn 2100 4 540
To ILatere<t on Capital 4.250
Ta MNMet Pioiit (Tran=fenied (0
caputal acrconnat) 15410

40 00 40 300

334




Balance Sheer
as on st March. 2002

Liabilities Rs. Assels Rs.
Capntal 85.000 Planr and Machmery 19.000
AddIntereston Capital  4.250 Less Depreciation /¢t 10%0 1,900 17,100
Add Net Profit 15410

1.04 660 Closing Stock 34000
Lesy dranwmgs 11200 | w0460 | Sunchy Debtors 61,000
Bank overdraft +4.000 { Less New Provision fo
Sunelry Credators 20.000 | Doubttul debt ¢ 5%0 3 200| 60.8n0
Bulls Pavable 3.600 | Bulls Recervable 1.800
Outstanding Rent 300
Apprenoceslup Premmun 400 | Cashmhand 960
recerved m ady ance Prepaid rates and msuance 1.600
1.19.260 [1.19.260

3 costed Rs 12,000, depreciation of Rs 7,000 has been provided on 1t

Solutinm
Schedule of C kanges m Workimme Capiral
i) | T TR 58 Degeass
Rs Rs Rs Es
Currem 40
Srock 30,000 1534 4,500
BRE 2000 3245 .00
Dabtars 18,000 19 0G0 <00
Cash x1 Bark & 600 15204 8.600
Currenr Lxabrlrres
Credriors 8 020 5 <0 2,600
BD 1200 30 $30
Prvi fow Drobofisl Dt 430 - 200
3,530 5,802
700
12,800 E3 800
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Funds Flaw Sixtement

Jor the year endad 31.03. 241
Smuares Rs Unag s
Fuds froem Operatund 33,0006 Purchase of Macknery (b) £,00
Sale of Machmasy 8,006 Poymex of Trram Dunded E.0C0
e of Shars Capm: 10,000 Puanchese of imvectnent 11000
Pavinent of Tax () 17,000
Incremse m Warkirg Capaal 7,000
Warking Nates -
(a) Adposted Pyofit md Loss Account
Bs Rs
To Inwerom Devdiedt 2000 | ByHNet Xofitthd 14,000
To Degmnatur o’ Pheldny 2,000 | By Prufif ar Sal of Wachmery 3,000
To Pretmmacy Expenwes 2.000 | By Fund Sam Operatimns 33,004
To Genera: Resmron 4.000
To Dexecanoc an Pl and Machinery | 4,000
ToPrevioon for Tax A'c 19.000
ToNerPraficd 13.004
32,000 52,004
(&) Plant and Machmery Accomr
s Rs
ToBalincebd 37,000 BrAdmued Pk L AcDep | 4,00
ToAdusted PET A ¢ Frofit) 1000 BrBank A ¢ 2,000
ToBmnk (Porchase of Machmeny 2000 BvBaancerd 16,004
(Bal Srme)
45000 41
+c) Prosinon for Tax Acc ount
15 Ra
ToBanh A< (Ba Fip) 17, D0 ByBatmrehd 14,000
ToBalaxer d 13.000 By Admcted BAL A 19,000
35,000 35,000
PART B

4 retirement and his Loan Account till finally paid off
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Sorlet ive

Books of bairhuing, [ans.f anc \jayar
Rovalaatlon Acronne

)= r
D.g. Pantirulars Amt Ame | Dale Parisrnlars AT At
Rs Rs Rs Ry
1108 | Lo Furniture Y, € TA20 [ LT Dm Av Machinen, & 1 140
Ta Pradsionfn 3l T Slork A 'r 1 103
Detmos A
ToCapitad A /r
[Prodit on
Revaluaioen
Balchig [3-% | 575
Taesdf 3. 3] 874
\ifyaan [0 LRI | Rl
20N 1500
Or C aphos A.noont -
[x | Parlio dwrs B | Fawf| Yiomen| D | Paringles Bar | lawif| Viaymn
hwg Hs R i ka 1%
_ 5% _ .
11 TrRank A 125 11 | By Paisneb d Aulx| 100X &0
Tuv Hita Limny X 0m B lewrw A
Alr laay (saw| - mn 120
Blaney By Revaliailne
T raneiscredh Ao 675 LYg! Lk
Vi a4 14 -| s2= 12 150 * Gonduta) TR 1T ¢ 500
WIE| 625 12 150 MN25| 62 L1
Treehf and Vijayan
Halanre SheFt as at 1 1 0A
1 tabilitles Amount | Amouny | Assets Amount | Amoant
Rs Rs Rx Hs
Capltals Gudhw il LITETTTR)
Tausif 16225 Marhinery 34 nnik
Vijayan 12 150 28 375 | Furnimre 20}
Rulchung's  1N4, 26,00% | Stock 9 AN}
Loan Deblors 1 300
Snndry E7Y | Less Provishon M 4 04D
Credibars Cuasl; a1 Fank [4 TN
42251 475
63,075 A 075
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Sackong < laen iee Neepme

e Lr
italc Zarh nlars Amuonnt [ Parrory Aminart
Ks fd -
SRR [ TaBank AL c 11343 i [hdrhong o gl A 26 Uik
[T 4 m 26 M0 4 Tl 3k B Inrn 5
TR [A's 1l 26,08 o B Thil
SLLZIR P 2Bk N ¢ on nle
[ 4 uf 263000 1 TIOAS L e td Nk | By Imrerest Y wod Ik ARz
SR (b U BRI Frr 6
o Nalaner cod 13 (4l il ]
1 das 217
b MN o fane A ¢ CIC AL T A B 2w falancc '
6" h) e ol
P10 | Tobanmk A ¢ B A L ULES | s fnbvresl Yo
[R5 - 0G| b o 13 MK - 1
1= w1 bas S
200 | Sy Inneresr 4 -
G-, ol & X ey
ek T g
|3 54h [5,085

5 DRAW BACKS OF RATIO ANALYSIS:

1. Limited use of a single ratio : Ratio can be usctul only when they are computed 1n a sufficient
large number A single ratio would not be able to convey anything A the same tume, 1f too many
ratios are calculated, they arc likely to confuse instead of revealing any meaningful conclusion

2. Effect of inherent limitations of accounting . Because ratios aie computed from historical
accounting records. so they also possess those limutations and weaknesses as accounting 1ecords
POSSCSN

4 Lack of proper standards : While making comparisons, it 1 always a challenging job to find out
an adequate standard 1t 15 not possible to calculate exact and well accepted absolute standard, »o a
quality range 1s used for this purpose It actual peiformance 1s within this 1ange, 1t may be regarded
as satisfactory

5 Past s not indicator of future : Tt 13 not always possible to make luture estimates on the basis of
the past as 1t always does not come tnie

6 No allowance for change in price level : While making comparisons of 1at10s, no allowance for
changes m genetal price level 1s made A change in price level can senously affect the validity of
compansons of ratios computed for difterent time pertods

7 Dilference in definitions : Comparisons are also made difficult due to differences in detinitions
of vanious financial terms The terms like gross mofit, net profit, operating profit etc have not
precise definitions and an established procedure for then computation
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8. Window Dressing : Financial statements can easily be window diessed 1o present a better puciwme
of its financial and piofitability position to outyiders Hence one has to be careful while making
decision on the basis of 1at10s caleulated fiom such window diessing made by a firm
9 Personal Bias . Ratios aie only means of {inancial analysis and 1s not an end in itself Ratios have
to be Interpreted carefully because the same ratio can be looked at, m difterent ways

6 In the books of A Ltd
Trucks account

2008 To B Lta 375300 | 2008 By depreciation 375300
lan 1 D2:31 | By balancec /d 137530
37acoe 375000
To halance bfe 337530 313750
By depreciaticn 303750
2009 337500 | DB 31 | Bybalanze ¢/d 337504
jan & balance b /d —_—
337500 30380
2010 i By depreciatior;
X 273370
Jan = Dec 31 | By balance z/d _
balarce b /d 103750 3370
2011 _ 303750 By depreciation 27343
Jan i Dec31 | By balance c/d 248033
balarce b /d 273310 273379
- 24507
27337C | Dec 31 By depreciation 241437
246030 By balanze ¢/d
2012 palance b/d
Janl 245030 246030
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Blid

2008 Jan 1 By trucks 375000
lanil
To cash 50000
Dec 31
To cash 75000 | Dec 31 | By mteress 16250
To balance bj/d 166250
391250
391250 166250
2009 Yo cash - 1
Dec31 | TO 75000 | AN By bakince bjd 13310
a
To balance cfd 104560 | 31 By interest 279560
Dec
2010 279560 204560
To cash By balance bfd
Dec31 75000 | 0y 10230
To balance ¢/d By interest
139790 n
31
Dec
214790 214790
2011 Janl
75000 [ 11" 138790
Dec 31 To cash 37 By balance b/d
71780 6990
To valance ¢fd Dec By interest
146780 146780
2012 Yan 1
75000 = F1780
Dec 31 To cash 31 By balance b/d
Dec
By interest 3220
75000 75000
Inyerest account
2000 Dec31 To Bird 16250 | 31® Dec By PE&Lajc 16250
2000 Dec31 | ToBLid 13310 | 31" Dec By P&Lifc 13310
] —_— —_
1023 10230
2000 Dec 31 To B Ltd g 31" Dec By PRLa/c —_—
2000 Dec31 | To B Led 6950 | 31 Dac By PRLa/c 6990
2000 Dec31 (ToBLtd 3220 | 31" Dec By PELa/C 3220
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PART -C

7 a Accounting

Financial statements are to be prepared in accordance with genetally accepted accounting principles

This 15 because 1f each orgamization was to adopt its own pimeiples n thc maintenance of
accounting records and the publishing of accounting information 1t will lead to a welter of
confusion Such financial statements will have low acceptability as it will be difficult to understand
them without first knowng the principles underlying the pieparation of such statements

b Money Measurement Concept:

The money measurement concept underhnes the fact that 1n accounting every worth recording

event happening o1 tiansaction 1s recorded n terms of money In other words, a fact or a happening
which cannot be expressed m terms of money 15 not recorded 1n the accounting books General
health condition of the chairman of the company, working condition in which a worker has to work,
sales policy pursued by the enterprise, quality of products introduced by the enterprise, etc , cannot
be expressed m money terms and therefore are not recorded 1 the books In view of the above
condition this concepl pats a serious handicap on the usefulness of accounting records fo
management decisions This concept has another serious limutation and 1s currently attracting the
attention of the accountants all over the world As per this concept, a transaction 13 recorded at 1ts
money value on the date of occurrence and the subsequent changes in the moncy value are
conveniently 1gnored

Cost Concept (Historic):

The underlymg 1dea of cost concept s that

(1) asset 15 recorded at the price paid to acquire 1t, that 1s, at cost, and

(1) this cost 1s the basts for all \uhsequent accounting for the asset

When asset 15 1ecorded at cost price as said under point (1) above, the change 1n the real worth of an
asset (for variety of 1easons) with the passage of time 15 not ordinarily recoided in the account
books For example, if a piece of land has been purchased for Rs 80.000, then 1ts market price
(whether Rs 1.70.000 o1 Rs 50,000) at the time of preparation of final statements will not be
considered Thus the balance sheet on a particular date, prepared on the basis of cost concept. does
not o1dinanly indicate what the assets could sold for As an explanation of the point (11) of the cost
concept, 1t can be said that the cost concept does not mean that assets are always shown year after
year for an ndefimte period at the cost price The assets recorded at cost price at the time of
purchase are systematically reduced by the process called depreciation These assets ultimately
disappear from the balance sheet when their economic life 18 over and they have been fully
depieciated and sold as scrap

¢ Step 1 Calculate Z's premium 315 of Rs 84,000 = Rs 16.800

Step 2 Calculate sacnifices made by Xand Y X =4'7-7'15=11'105

Y =3.7-5/15=10/105 Sacrifice Ratio 11 10

Z’s Capital A/c Dr 16,800

To X’s Capital ‘A/c 8,800

To Y’s Capital Asc 8,000

d (1) General Application of Profit Z's Share as clerk Rs
Salary 500 * 12 6.000
Comnussion 5 105 of [1,32,000 — 6,000] 6,000
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12,000

Balance of profit 1,20.000 Shaied as X =581 1.20.000 = R+ 75,000,

Y =38 x 1,20,000 = Rs 45,000

(1) Minmmum guaranieed share of Z =1 10th ot Rs 1,32,000 = R+ 13,200

(11) Shortfall = R~ 13,200 - Rs 12,000 — Rs 1200 to be deducted trom shaie and added with
Z’s share

Final appropniation should be —

Rs

X Rs 75.000-Rs 1200 73,800
Y 45,000

Z Rs 12400+ Rs 1200 13,200
1.32,000

X's Capital Current A v D1 1,200
To Z’< Capital Cument A ¢ 1,200
(Being Guarantced share of profits prosided

¢ PROFIT PRIOR TO INCORPORATION

In many cases. 4 new company 1s tormed exclusively to acquire an existing business unit and take it
mer as a gomg concern, from a date prior to 118 own incorporation In such cases. the business umt
1s purchased fust, and the 1egstration of the acquiring company takes place later Foir example, AB
Pyt Lid 1s incorporated on 1st October, 2009 to take over the runnimg business of Das Bios from
Ist Jupuary, 2009 The profit earned (or loss suffered) during the pre-mcorporation period (in our
example Ist Janudry to 30th September 20093 18 called

profit (loss) prior to incorporation Legally, this profit s nol available for disttibunion as dividend,
smcee 4 company cdannot carn profit betore it comes mto existence Howevel. profit carned atter
incorpotation 1s available tor distribution as dividend Profit earned before

mcorpoldtion 1s a capital profit and profit eamned after incorporation 1s a revenue profit

It 15 a common practice that the date of incorporation should be taken as the basis for

calculation of pre-acquisition profit

F. STATEMENT OF AFFAIRS:

(Conect final accounts of a business can be piepated m the 1ecords aie maintained under the double
entty system How every where the record 1s incomplete, and 1t 1s not all possible to complete 1t by
double entry, 1n such cases the final accounts can be only approaimately prepared by means of a
statement of affans In appearance the statement of affairs 1» similar to a balance sheet For this
puipose. two comparatiy ¢ statement of affares are prepared — one at the commencement of the year
and other at the end of the year The excess of the assets over the liabilities as shown by the
statement will represent the capital of the firm 1f capital at the end shows an increase as compared
to the amount of capital at the start the difference will 1epresent profit and 1f the capital at the end 15
less than the capital at the begimning the difference will be loss
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g 1rading Account for the period of 9 months. from 1.7.2006 to 31.3.2007

Or Cr
Rs Rs
To Opening Slock 20000 By Sales 84 000
Purchases 61000 °  Ciosing Stock
(Balancing figurel 18 000
Gross Profit @ 25%
on Sales*® 214000
102 000 102,000
Swatemment showing the Amount of Claim for the Loss of Stock
Rs
Estimated value of stock as at the date of fire
1e on 3122007 as per Trading Account 18 000
Less Value of salvaged stock 6 000
Estimated value of stock lost by fire 12,000
PART-D
8. Prepare Cash Flow Statement
Salwhan
Ca:h Flow Statemeut
(for the vear ended 31 12 1595
Upean > talence of cash Cazk Qufiow:
oot 1 190G G (W rurchyce of Land 10 OO0
Add Cach Inflow: Ircresse 1n Debiors 2 30¢
Issue of Share Capital 4 tHnd Redempnon of Debenmres 5 00N
Incresce 1 oads credriors P A Dradeads Pud 3 s00
Cash mflem Gom operafions| 9 120 Closnx balince af cash on
De-rease m stock 6 300 31111998 1))
20.100 30,100
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Woikings
1 Cash mflow from operations

Adywsted Profit And Less Arc
Rs Rs
To Donvlend (nop-operating) 3500 | By Batwuwebd 10040
To Goodwill { non-fomd cash} 5000 | By Cashmmfiow Som operation | 9,120
To Reserve for doubtfal debis 00
To Balawe cd 10,580
19 160 19,160
Alternatn ely Bs
Balanceof P& T Acom 3112 1909 10 360

Add non-fund cash snd noo-oper sty 1tems which
have alresdy been debrited to P& L A

Dnvadend pand 3.500
Goodwl wntten off 5,000
Reserve for doubtfunl debus 100
1% 160
Lezr Openngbalance of P& L A and non-operanx
T O
Opemunsbalance of VT Aic
(oa 31 17 199M) 1040 10,040
Cash Inflow fram operatons 2,120
9
Solution : Hansa Ltd.
Statement showing Apportionment of Profit between Pre- and Post-incorporation Period
AR . |
Prricular B (H Y Toemi Pre tncor Post Ineer
Rs poralinn poralion
1 12008 h CTANXKID
S0 6 200N 11 32009
[ENel 44 Y] 19 mondhs|
s Pt A 1 MLEs (LY | 30 M IDD joe o) 27 M1, 30
| s Vxpwenoas (K}
Hal Dby Sahes |14 16 ) J &l 2,40
Avertolng Ditert 1 200 N 90 DOn
Sl b wzm] gy ad Dapumown| 2 Tue=r1 3 d il far 1t 1 80,000
THrex tor 5 [0S 1 Direct 15 N 1 50,000
8 Hr L0 1wl 504 7 a2, ¥R
et Mrcu 1'% By 72 5% NN 1 NG 4 19 47,600
l s Appmcstkans
el imisary Farpamas Meana o) v
Threnatlon | Maem 33 (W 100 140 L 00,0
17.54.000 I I, 401 LB.47 502
Lapival Profit “vet Pralit
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Note : Capatal profit 1s transferred to Capital Reserve Account and Net profit 1s tiansferred

to Profit and Loss Appropriation Account.

Working Notes :
(1) Total sales for the year 2008-09 = Rs 12,00,000 Sales for the first 6 months (1 4 2008 to
309 2008)=Rs 24.00,000 Therefore, sales per month during first 6 months =

Rs 24,00,000/6 = Rs 4,00,000
In effect, sales of first three months (1 4 2008 to 30 6 2008) = Rs 4.00,000x3 =

Rs 12,00,000 Sales of next nine months (1 7 2008 to 31 3 2009) = Rs 1,20,00,000 —
Rs 12,00.000 =Rs 1,08.00,000

Ratio of Sales = 12,00,000

during first y1x months
(2) These expenses generally accrue evenly throughout the year and are, therefore, divided
on the ttme basis,1e 3 9orl 3
(3) Darectors’ fees are paid 1n case of company only These must naturally be shown 1 the
post-incorporation period.
(4) Preliminary expenses and donation are not charges against profit These are treated as
appropriations

10

1,08,00,000 =1 9 It1s assumed that sales evenly occurred

DISTINCTION BETWEEN SALE AND CONSIGNMENT

Sale

goods

(1)

(11}

{111)

{1v)

()

In case of sale, property in goods
15 transferred to the buyer along
with the transfer of goods

Goods once sold cannot be
returned to the »seller except
when they are defective or the
seller agiees to take these back
When goods are sold on credit
the buyer becomes the debtor
of the seller The 1ielationship
between the buyer and seller 1s
that of debtor and creditor

When goods are lost after the
delivery to the buyer, it 1s the
buyer who will bear the loss

The expenses incurred by the
buyer are to be borne by the
buyer itself after the delivery of
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Comignment

In Lase of
consigmment,  goods
remain the property
of the convignor
until the time they
are sold by
consignee

Unsold goods on
consignment are the
property  of  the
consignor and can
be retuined to him

When goods aie sold on credit,

the buyer becomen
debtor of the
cONsIgNol The relationship

between the convignor and the
consignee 1 that ot a principal and
agenl

When goods are lost  on
consignment, 1t 1s the consignor
who will bear the loss

Expenses borne by the consignee
to receive the goods and o
store 1t safely 18 bome by the
LOns1gnoT
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