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1.0 OBJECTIVES 

After studying this unit you should be able to: 

o describe the need for branch accounting 

s explain the different types of branches from accounting point of view 

@ describe three systems of maintaining branch accounts for a dependent branch 

o prepare branch account under the debtors system both at cost price and at invoice 
price 

s prepare branch account under the final accounts system 

o prepare the necessary accounfs under the stock and debtors system. 

1.1 INTRODUCTION 

A business may be split up into a number of divisions. The divisions are known as 
departments if  located under the same roof and branches if located at different places 
of the same town, country or world. For example, Cottage Emporium has various 
divisions like garments, furniture, gift items, jewellery, etc. They are locatcd in thc 
same building and so are called departments. Snowhite has its showrooms in 
Connaught Place, Nehru Place, Karol Bagh, South Extension and Kemlanagar. 
These are all branches of Snowhitc. Similarly, Bata has its branches all over thc 
country and Leventies all over the world. Each branch is treated as a separate profit 
centre and hence the profit or loss is to be worked out separately f ~ r  each branch, 
Moreover, the firm has to keep strict control over various activities of cach branch 
and ensure its smooth functioning. The accountants, therefore, have developed some 
specialised accounting methods for the recording of transactions at branch level and 
for incorporating the net effect of all branch transactions in a firm's books, I 
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7* From accounting point of view, the branches are divided into three categories : 
I (i) dependent branches. (ii) independent branches, and (iii) foreign branches# I n  this q 
$2 unit you will learn how the accounts of dependent bradches are maintained and how 

their profit or loss is worked out. 

1.2 NEED FOR BRANCH ACCOUNTING 

As stated earlier. each branch is treated as a separate profit ccntrc. Hence i t  should 
record various transactions in such a manner that its profit or, loss can be worked 
out and incorporated in the firm's overall results at the end of the accounting year. 
Moreover, the branches conduct all activities under the direction and control of the 
head office which may need a variety of information from time to time about the 
functioning of each branch. This becomes possible only ifathe branches keep proper 
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and hpnrtmental Accaunt* books of account. Thus, the main reasons of keeping branch accounts can Qe 
summariscd as follows : 

i )  to find out the profit or loss of each branch for the accounting period: 

ii) to ascertain the financial position of each branch at the end of the acc,ounting 
year; I . 

iii) to incorporate the net effect of branch transactions and their assets and 
liabilities in a firm's final accounts; 

iv) to estimate requirements of cash and stock for each branch; 

v) to evaluate the progress and performance of each branch; 

vi) to calculate the commission for payment to the managers, if based on profit of 
branch; 

vii) to assess the prospects for expansion of business in each branch; and 

viii) to meet audit requirements. 

Id3 TYPES OF BRANCHES n 

From adcounting point of view the branches can be divided into the following 
categories: 

1)  .Branches not keeping full system of accounting; 
2) Branches keeping full system of accounting; 
3) Foreign branches, 

Let us have.an idea about their main characteristics. 1 11, . 
Branches not Keeping Full System of Accounting: The branches not keeping full 
system of accounting are also called dependent branches. The main features of such 
branches are: 

i )  They sell only those goods which are received from the head office and are not 
usually allowed to make purchases in the.open market except with the permission 
of the head office. 

ii) Goods are supplied by the head office to such branches either at cost price or a t  
invoice price. I 

iii) All major expenses of the branch are paid by the head office. The branch 
manager is allowed to incur only petty expenses like cartage, postage, etc. out 
of the petty cash provided to. him for which he is required to maintain a simple 
petty cash book. 

iv) The amount received from cash sales and debtors is either remitted to the head 
office daily 'or .deposited in the- account of head office in some local bank, 

v) The branch manager i i  normally expected to sell the goods for cash, but he may 
be authorised to sell goods on credit in certain cases. 

vi) Such branches do not keep complete account books. They simply maintain rewrd 
of sales and prepare debtors accounts, if necessary. They are also required to  
maintain a stock register and furnish weekly or  monthly statements giving 
complete information about stock position and movement of goods to the head 
office. This enables the head office to keep proper control over stock at branches. 

Branches Keeping Full System of Accounting: Branches keeping full system of I 

accounting are called independent branches. 7hey are allowed to purchtisk pods 
from the market and also supply to the head office, if necessary. They can inhlr 
expenses from the cash realised and operate the bank account in their own names. 
Thus, they operate as independent units for all practical Their only link 
with the head office is that they are owried by the head office ahd whatever profit , 
they earn or loss they incur ultimately belongs to the head office. ! 

Such branches keep a complete set pf books on the double entry system and prepare 
their own Trial Balance, Trading and Profit & Loss Account and Balance Sheet. Such"; 
branches open Head Office Account in their books and record all transactions j'i' 

I .  between the branch and the head office in this account: ! 

Porelgn Branches: When a branch is located in a foreign country, it is called.ti foreign. I 
6 branch. Such branches .yill keep their .books of account in foreign curr*cy. The 
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distinctive feature of foreign branches is that financinl infornli~tion rcccivcd from 
them will be in foreign cuhency which has to be converted into the currency of the 
country of the head office before it can be incorporated in the head office books. For 
example, if an Indian company has a branch in Nairohi, the branch Trial Balance will 
be in Kenyan shillings. The Trial Balance must be converted into rupees before it 
can be incorporated in head office books. For all practical purposes, however. foreign 
branches are treated as independent branches. 

Look at Figure 1. t for complete classification of branches. 

Clussification of Bri~nches 

Inland Branches Forcign Br:~nchcs 

 ranches not keeping , Br~inches keeping 
full system of Accou~ltitig full system of Accounting 

(Dependent Branches) (Independent Branches) 

1.4 ACCOUNTING FOR DEPENDENT BRANCHES 
You know that the dependent branches do not keep a complete set of books. Most 

1 of .their trsnsactions are recorded at the head office level. The accounting system 

1 adopted by head office for a branch depends up on the size of a branch and the degree 

i of control to be exercised by the head office. The following are the vi~rious methods 

I by whic'h the head office usually keeps branch accounts in  its books: 

1 i) Debtors System: This system is adopted generally for those branches which are 
fairly small in size. Under this system, the head office simply opens a Branch 

1 Account for each branch in which it records all transactions relating to the branch. 
I 
I The Branch Account is prepared in such a manner that it also helps in ascertaining 
1 . the branch profit or loss. ' ii) Final ~ccounti  System: Under this system, the head office preparcs u Trading and 
i 'Profit and Loss Account 'in order to find out profit or loss of each branch and a 

Branch Account to find out the amount due to, or due from, that branch, In this 
case, the Branch.Account simply acts as a personal account. 

iii) Stock murd k b t o r s  System: Under this system, the head office does not open any 
'Branch Account. For each branch, it prepares a Branch Stock Account, a Branch' 
Expenses Account, a Branch Adjustment Account and Goods sent to Branch 
Account in order to find out the profit or loss of each branch. . 

As stated earlier, under debtors system, the head office simply opens a Branch 
Account for each branch in which it records all transactions relating to the branch. 
The Branch Account also helps in ascertaining the profit or loss of the branch. 

Goods may be invoiced to a branch at cost or at selling price (also called invoice price). 
Accordingly, there are two methods of preparing the Branch Account: (0 Cost Price 
Method, and (ii) Invoice Price Method. Let us now study the preparation of Branch 
Acoount under both of thew methods. 

1.5.1 Cast Price Method 
When g&ds are invoiced at cost, the following journal entries are passed in the books 
of the head office to record various transactions relating to the branch. 

1) For goade eeot to brsaeh 
Branch Alc Dr. , 

To Goods Sent to Branch Alc 
(Being goods sent to branch) . . 

. . 
Rnnch A w n l c  - I 
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Bl.rnch nnd Departnlental Accounts 2) For return of ~ O O ~ S  to heed 0Ifice 
Goods Sent to Branch A/c 

To Branch Alc 
(Being goods returned by the branch) 

3) For amount sent to branch for expenses 
Branch N c  Dr. 

To Bank Alc 
(Being cheque sent to branch for expenses) 

4) For amount received from branch 
Bank Nc Dr. 

To Branch N c  
(Being cash or cheqt~e received fro111 hranch) 

5) For closing goods sent to branch account 
Goods Sent to Branch Alc Dr. 

To Purchasesmrading Alc 
(Being balance transferred to Trading Account) 

6 )  For closing balances of assets at the hranch 
Brunch Assets A/c Dr. 
(Individually) 

TO Branch N c  
(Being closing balances of assets brought into account) 

7) For closing balances of llabilltles at the branch 
Branch Alc 

To Branch Liabilities A/c 
(Individually) 

(Being closing balances of liabilities 
brought into account) 

Dr. 

8) For transferring proflt or I- to the General Profit and Lc#Pa Account 

i) Hfprofit 
Branch N c  Dr. 

To General Profit and Loss A/c 
(Being branch profit transferred to 
General P & L Nc)  

i i)  If laos I 

General Profit and Loss Alc 
To Branch A/c 

(Being branch loss transferred to 
General P & L A/c) 

Dr. 

The closing balances of branch assets and liabilities ace shown in the Balance Sheet 
of the head office. At the beginning of the next year, the entire numbers 6 and 7 are 
reversed so as to show opening balances in the Branch Account, 

' The Branch Account will appear as given in Figure 1,2. 

Dt. 

To Opying Balnnces 
Stock 
Debton . 
Petty Cash 
Furniture 
Prepaid expenes 

By Oprnlng Balsncca 
Credit00 
Outstanding expenxs 

By Bank 
Cash Sales 
Collections from Debtors 

(for remittances) 



To Goods sent to 
Branch A/c ' By Goods Sent to Branch A/c 

To Bank A/c (for expenses (goods returned by the branch 
or any payment made 
by the H.O. on behalf 
of the Branch) 

By ClcgineBplPnces 

To Closing tlPlnnccs 
Outstanding expenses 
Crediton 

To Profit 
(transferred to General 
Profit & Loss Alc) 

(transferred to General 
Profit & Lass Ak) 

Look at illustrations 1 and 2 and study how Branch Account is prepared with the help , 

of the given information. 

Illustration 1 

From the following particulars relating to Delhi Branch for the year ending December 
31, 1988 prepare Branch Account in the books of head office. 

Stock at Branch on 
1-1-1988 

Debtors at Branch 
on 1-1-1988 

Petty Cash at Branch 
on 1-1-1988 
Goods sent to Branch 

Cash sales 

Received from Debtors 

Credit Sales 

Rs. 

15.OiM Cheques sent t o  
Branch for 

30,000 Salaries 9,000 

300 Rent and 1 .So0 
Taxes 

2.52.000 Petty Cash - 1 . 1 0  

60,000 Goods returned 
by the bronch 

2,10,000 Stock at Branch 
on 31-12-1288 

2.28.000 Petty cash at Brunch 
on 31-12-1988 

~ e b i o r u  at Bronch 
on 31-12-1988 

Rs. 

3 

Solution 

Herd Omce YAyr 

h lh l  Branch Accorht 

Dr. 
,, - 

Rs. 

P,fO,~Kw, 

2,m 

25 ,Oo 
48,000 

To Balance bid 
Branch Stock 
Branch Debtors 
Branch Petty Cash 

To Goods sent to 
Branch A/c 

To Bank A/c 
Salaries 9.000 
Rent &Taxes 1.500 
Petty Cash 1.100 

- 
To Profit (transferred to 

General P & L Nc)  

Rs. 

15,000 
30,000 

3 0  

2.52.000 

By Cash: 
Cash Sales hO,IMH) 
Received from 
Pebtors 2 , 1 0 , 0  

By Goods sent to 
Branch Alc 

By Balance dd  
Branch Stock 
Branch Debton 

11,600 

36,5bO 

3,45,200 

Branch Petty Cash 

1 

200 

3,45,200 



Bnnnch nt~d Departmental Accounts Illustration 2 

Sankat Mochan Ltd., Varanasi, opened a branch at  Madras on January 1,1988. The 
following particulars are available in respect of the branch for the year 1988. 

Rs. Rs. 

Goods sent to branch 75,000 Cash remittance to branch 
towards Petty Cash 6,m 

Cash sales at branch 50,000 petty cash at branch 
on 31-12-1988 500 

Credit sales at branch M),000 Debtors at branch 5 
on31-12-1988 

Salaries of branch staff Stock at branch 
paid by head office 15,000 01131-12-1988 27,W 

Officc expenses of branch paid 
by head office 12,000 

Prepare Branch Account to show the profitiloss from the branch for the year 1988. 

Solution 

b 

Dr. 

Books of Sankat Mochan Ltd. 

Madras Branch ~ c c o u n l  

Cr. - 

Brurtcll Alc 

To Bxnk A/c Received f om 

Officc expcnscs m) 
To Bi~n k Alu Branch Debtors 

(for pctty cxpcn~cs) 

To Profit (transkrrcd to 
Gcncri~l P K: L AIL.) 

Note: Thc amount of cash received from debtors is not given. It has been found by 
preparing thc Mcrnorandum Branch Debtors Account as follows: 

Dr.  
Memorandum Branch Debtors Accounl 

Cr. 

I I Rs. 

By Cesh Ruccivcd 
(hnlancinp figure) 

By H;ilancc c/d 

- 

~ome '~ecul ia r  1 terns 

Petty cash expenses: No entry is made in respect sf petty cash expenses incurred by 
the hrnnch out i ~ f  its pettyci~sh. As per practice. the Branch Account is debited with 
thc opcning I~i~larlcc of pctty cash and the amount of petty cash sent by head office, 
and it is crcditcd with the closing balance of petty cash, This amounts to a net debit 
to Branch Account which is equal to the amount of petty expenses incurred by branch. 
For cxi~mplc. tllc apcning billance of petty cash with a branch was Rs. 200, the cash 
scnt hy hcid officc for pctty expenses was Rs. 300, and the petty expenses incurred 
by hranch wcrc Rs. 40(). When we debit the Branch Account with Rs. 200 (opening: 
petty citsfi bul;\ncc) and Rs. 30() (amount sent by head office) and credit it with 
Rs. Io(t (closing petty cash balance). the Branch Account stands debited by a net. 
amount of Rs. -3 (Rs. 2(W) + Rs. 300 - Rs. 1 0 )  which is equal to the amount of 

10 petty cash cxpttnses (Rs. 400) incurred by the branch. 



Credit des ,  sales re turn ,  bad debts, discount allowed to debtors, etc. : All these items 
relate to branch debtors and will not be shown in the Branch Account. The reasoning 
is similar to that of petty cash expenses. When the Branch Account is debited with 
the opening bzlance of branch debtors and credited with cash received from debtors 
and the closing balance of branch debtors, the amount of credit sales etc. 
automatically stand accounted for. 

Shortage or surplus of stock: It is possible that, at the time of checking the stock of 
a branch, certain aniotnnt of shortage or surplus is detected. These are not to be 
shown in the Branch Account because the closing stock crcdited to the Branch 
Account is the actual amount of stock and thus the shortage or surplus is 
automatically covered. 

Depreciation of f i x 4  assets: This is also not shown in the Branch Account because, 
as per practice, the closi~rg balance of the fixed asset after deducting the amount of 
depreciation is shown on the credit side of the Branch Account. 

Thus you should note that while preparing the Branch Account for dependent 
branches, the following items will be ignored: 

1) Petty Cash Expenses 
2) Credit Sales 
3) Sales Returns 
4) Bad Debts 
5) Discount Allowed to Debtors .- 

6) Shortage or Surplus of Stock 
7) Depreciation - 

Look at Illustratiori 3 and see how Branch Acco~int is prepared without specifically 
showing the above items, if given. 

Illustration 3 

Pratap Tractors Ltd., Allahabad,'has a branch at Hissar. From ihe following 
particulars relating to the branch for the year eriding December 31, 1988, prepare the 
Branch Account in the head office books : 

Branch Debtors 
on I-I-1988 

Petty Cash 
on 1-1-1988 

Furniture 
on 1-1-1988 

Prepaid Insurance 
on 1-1-1988 

Salaries Outstanding 
on I-1-1988 

Goodssent to Branch 

Cash Sales 

Crcdit Sales 

Rs. 
Discount Allowed 

1 O.(H)O to Debtors ' 

Cash sent to Branch 
J.oMl Rent 

Salaries 

5(H) Pctty.Gash 

Insurance 
2,000 (up to 31-3-lL)80) 

Goods Rcturncd by 

150 Brunch 
Goods Rerurncd by 

,rn,  Del'tors 

'XO,,XH, Stock at Branch 
oil 31-12-19XX 

1.30.(X)O 
Petty Expcnvcs pilid 

J().(nH) hy Rri~nch 

Rs. 

1 0 0  

Cash received from Dehtors 35.000 

Cash paid by Dehtors 
(direct to head office) 7.0HXI 

Provide depreciation on furniture @ 10% p.a. 

Solution 

Hlssar Branch Account 

- 
To Balance hid 

Branch Stock 
Branch Dehtors 
Branch Petty Cash 

Rs. 

1 ,IX),O(K) 

Rs. 

IO.OfJ0 
4.0MX) 

500 

By Balance bld 
Branch Outstanding 
Salaries 



I Urnncb iutd qepartrnentnl Accounts 
Ilranoh Furn~turc 
Hricnch prepaid insurance 

To Good+ sent t(1 

Brunch 
Lchs : Return from 

Brunch - 
To Bank 

lnsurancc 

To Profit (transfcrrcd to 
Gcncrrl P iYr L Alc) 

Notes : 1) Cash received from debtors include Rs. 2,000 which the debtors directly 
paid to the head office. 

2) Branch petty cash balance at the end is not given. It is ascertained as 
follows : 

Petty C'i~sh at thu bcginning 

Add itmount sent hy heild officc 

Less pctty cash cxpcnscs 

3) Furniture at the end has been shown after deducting Rs. 200 for 
dcprcciation. 

4) I'repi~id insuri~nce on 31-12-1988 is one-iourth of Rs. 6 0 .  

5) The closing balance of branch debtors is not given. It has been worked. 
out by prcplring that Memorandum Branch Dcbtors Account as follows : 

Memorandum Rranch Uehtors Account 

1.5.2 Invoice Price Method 
As in the casc of consignment (you have studied about it in the eiective course 
ECO-02). thc goods mily be invoiced to branches at a price higher than the cost ' 

(tcrmctl :I%-invoicc pricr). This is donc primarily to have i\n effective control over 
stock with branchcs and ktcp the margin of profit seciet from the branch manager. 
I n  such a situi~tion, ell cntries relating to goods are made in the Branch Account at 
invoice pricc :~nd ncccssary adjustments for loadjng (difference between I.P. and 
C.P.) art: rccordcd at thc cnd by passing the following additional journal entries: 

To I311lnncc h/d 

To Si~lcs (Credit) 

1) For adjustment of loading in opening stock at branch 
Stock keserve A/c Dr. 

I2 . , To Branch Alc 

Ks. 
4,OM) 

JO.(WW) 

-- 
44.000 

By Cash Rcccived from 
Dchtors 

By Sulcs Returns 

By Discount Allowcd 

By Bull~ncc cld 
(balancing figure) 

Rs. 

37.m 

2.000 
100 

4.900 

4 ,om 



+ 

2) For adjustment of loading in goods sent to branch less returns 
Branch NC Dr. 

To Goods Sent to Branch N c  

3) For adjustment of loading in closing stock at branch 
Branch A/c Dr. 

To Stock Reserve A/c 

Look at Illustration 4 and see how Branch Account is prepared when goods are 
invoiced at a price higher than cost. 

The Mukund Gas Co., Varanasi have a sales branch at Ghaziabad and invoiced goods 
to the branch at cost price plus 33'13 per cent. It is arranged that all cash received by 
the branch is to be paid daily to the Head Office Account with the Banaras State 
Bank Ltd. and the necessary advice sent to the Head Office. From the following 
particulars, prepare Branch Account and Goods sent to Branch Account in the Head 
Office ledger showing the actual profit or loss of the branch for the year ending - 
December 31, 1988. 

Rs. Rs. 

Stock on 1-1-1988 Rent, Rates nnd Taxcs 3.2(W) 
(at invoice price) 12'000 Salaries and Wages 4.H(W) 

Goods Sent to Branch 
(at invoice price) 

Debtors on  1-1-1988 
, ,  

Cash Sent to Head Office 

Sales 

Debtors on 3 1 - 12-1 988 I .(m 
96,000 

Goods Returned to 
Head Office 

77.100 (at invoice pricc) 

77,000 Shortage of stock 
(at invoice price) 

, Solution 
Ghazinbed Branch Account 

T o  Balancc bld 
Branch Stock 
Brunch Debtors 

To Goods sent to 
Branch Alc 

-. . 

To Bank 
Rent. Rates & 

Taxes 3.200 
Salaries & 

Wages 4.80() - 
To Srock'Reservc Alc 

(loading in cl. stock) 

I Rs. I 

To Profit (transferred 
to Gcncral P 8: L ,A/c) 

Rs. 

By Goods sent to 
Branch A/c 
(loading in goods 
sent less returns) 

121(HH) 
1.50() 

96,0()0 

By Bali~nce e/d 
I)r;~ncli Stock 
Branch Debtors 

Dy Cash Reccivcd 

Dy Goods Returned by 
Branch A/c 

Dy Stock Rcscrve AIL! 
(loading in op, stock) 

Goods Sent to Dranch Account 
-- - 

Notes : 1 )  'The branch stdck at the end has not been given. I t  can bc worked out by 
preparing Memorandum Branch Stock Account as follows. 

3) Loading is $5% of invoice pricr .Q I 

To Ghaziabad Branch A/c 

To Ghaziabad Branch A/c 
(loading on Rs. XO.(X)o) 

To Trading Alc 
(trander) 

Branch Accounts - I 

R h .  

96.0MH~ 

A 

9h.OMJ 

Rs. 
16.MX) 

20.(X)O 

M).(KK) 

06.(111 

By Ghaziabad Branch A/c 



Drnnch mid Deportmenid Accounts Memorandum Branch Stock Account 

To Balance hld 16.000 

To Goods rcccivcd from 77,oOU 

To Gcir~ds rcturncd By Shortage of Stock 
by Customers 

By Balance cld 14.800 

It should be noted that all figures in Memorandum Branch Stock Account have been 
reeortfed at the invoice price. 

Check Your Progress A 

1) What do you mean by dependent branch? I 
I 

2) Fill in the blanks: 

i) The branch expenses paid by the head office are ................... to the Branch 
Account. 

................... i i )  The balance in Goods sent to Branch Account is transferred to 
Account. 

iii) If the cost price is Rs. 100 and the invoice price is cost plus 20% on invoice 1 ................... price, the invoice price is Rs. f 
iv) Loading is the .................... between cost price and invoice price. 1 
Y) If opening or- closing stock is not given, the same call be worked out by 1 

preparing .................... Account at .................... price. I 
3) List the items which are nbt to be shown in Branch Account prepared under the 

Debtors System. 

- 
3 

1.6 FINAL ACCOUNTS SYSTEM --- -----".---- 

The profit or loss of a dependent branch can also be worked out by preparirrg a 
Memorandum Branch Trading and Profit & Loss Account. This account is prepared 

I 
1 

on the basis of cost of goods sent to the branch (not the invoice price). Apart from I 

the Branch Trading and Profit & Loss Account, the Head Office also maintains the 1 
I 

Branch Account. But, under this system, the Branch Account is in the nature of a 
personal account which shows only the mutual transactions between the head office 
and the branch, The balance of Branch Account, therefore, represents the net assets 

I 
i 

of the branch. i 
I 

Look at Illustration 5 and study how profit or loss is ascertained and how Branch 
Account is maintained under the final accounts system. I 

1 
Illustration 5 I ! 
A-one Ltd., Bhopal has a branch at Madras to which the goods are sent at cost plus 
25%. The Madras branch keeps its own Sales Ledger and remits all cash received to 

I 
I 

the head office every day. All expenses are paid by the head office. ?he transactions I 
for Madras Branch during the year ending December 31, 1988 were as follows: I 

Rs. k. 1 
1 

Stock (1-1-1988) 11,000 Return Inwards ,500 j 
14 Debtors (1-1-1 988) 100 Cheques sent to Branch 



Petty Cash 

Cash Salcs 

Rs. 

I(,(, ' Rent 
Wages 

2.6s0 Salary and othcr expunsss 

Rs. 

Credit Sales 23,950 Stock (31-12-1YHH) 13.IU)O 
Goods sent to Branch z ( ) s ( M K )  Debtors (31-I2.19XH) 3.IUX) 
Collection on Ledger Alc zI-(WX) Putty Cush (31-12- I9M) 

Goods returqed to H.O. 300 (including miscellaneous inconie . 
Rs. 25 not remitted.) 

Bad Debts 300 125 " 

Allowances to Customers 2.50 

Prepare the Memorandum Branch Trading and Profit & Loss Account ilnd Madras 
Branch Account for the year ending December 31, 1988. 

Solution 

Memorandum Branch Trading nnd &oflt & Account for thc year cndlng 31-12-1988 

Dr. 

To Opcning Stock 
(I 1 ,m- 2,20()) 

To Goods sent to Branch 
(20,000- 4.W) 

To Wages 

To Gross Profit cld 

To Bad Debts 

To Allowances 

To Rent 

To Salaries and other 
expenses 

To Profit transferred to General 
Profit & Loss A/c 

Rs. 

By Solcs 
Cash 2,650 
Credit 23.950 

2b.slX) 
Lcss Kcturns 500 - 

By Goods sent to 1-1.0. 
( 3 ~ )  - rd)) 

By Closing Stock 
(13.rxn)-2.6cn,) 

By Gross Profit bld 

By Misc. Income 

Cr. 

Rs. 

26,l(W) 

240 

IO.J(XI -- 
36,740 

1 1,740 

25 

1 1,765 

1 Msdras Branch Account 

( To Balance bld I I By Bank N c  . I 
I % 

Stock 
Debtors 
Petty Cash 

To Goods sent to 
Branch Alc 

To Bank Alc 
Rent 
Wages 
Salaries and othcr expenses 

To  Profit as per Branch Trading 
a n d P & L N c  

Rs. 

Cash Received from ' 

Debtors 
Cash Salcs 

By Goods sent to Branch 
(returns to H.O.) 

Dy Balance d d  
Stock 
Debtors 
Petty Cash 

I 

Rs. 



1p~h and Dtpsrhrental Accounta 
I 1.7 STOCK AND DEBTORS SYSTEM 

Under Stock and Debtors System, the head office does not open a Branch Account 
in  its books. It maintains a few control accounts for recording the various branch 
transactions. These accounts usually are : (i) Branch Stock Account, (ii) Branch 
Debtors Account, (iii) Branch Expenses Account, (iv) Briych Cash Account, 
(v) Goods sent to Branch Account, and (vi) Branch Fixed Assets Account. At the 
end of the accounting year, i t  prepares the Branch Adjustment Account and the 
Branch Profit & toss Account. This system is used only when goods are invoiced at 

, selling price which the branch is not allowed to vary. 1 

Let us now stu'dy the working of each account opened by the head office when such 
a system is followed. 

, Branch Stock Account: This is the most important account which helps the head office 
in controlling the branch stock. It shows'all branch transactions relating to goods. 
The goods sent to branchesand the sales returns are shown on its debit side, and the 
sales (both cash and credit) and the goods returned to head office cn the credit side. 
All theseitems are recorded at the invoice price. Hence, if the figure of any of these 
items is given at cost,'the same should be converted into invoice price before 
recording it in the Branch Stock Account. The balance of this account would show 
tlie unsold goods (stock) lying with the branch. If i t  is found that the actual stock 
with the branch is less than the balance shown by the Branch Stock Account, it means 
that there is a 'shortage' in the stock with the branch. Similarly, i f  the actual stock 
with the branch is more than the balance shown by the Branch Stock Account, it 
would reflect 'surplus'. Both situations warrant investigation. But, sb far as their - 
recording goes, the shortage will be shown on the credit side of the Branch Stock 
Account and i f  there is surplus, the same will be recorded_oh its debit side. Then, 
the balance of the Branch Stock Account will be the exact amount of actual stock with 
the branch. In other words, while preparing the Branch Stock Account, you will show 

t h e  actual stock with branch as the balance in this account, and then if the totals of 
both sides do not tally, you will show the difference as shortage or surplus as the case 
may be. 

Branch Debtors Account: This account shows all transactions telating to branch 
debt~rs.  The credit sales are shown on its debit side, and cash received from debtors, 
sales returns, bad debts, discount allowed, etc. on the credit side. The balance of this 
account represents the closing debtors of the branch. 

Dranch Expenses Account: This account shows all expenses incurred by the branch. 
In addition, the items like bad debts, discount allowed, depreciation on branch fixed 
assets, etc. are also debited to this account. This account is closed by transfer to the 
Branch Adjustment Account. 

Branch Cash Accou~t: This account shows all cash transactioss of the branch where 
the branch is not required to remit all collection of cash immediately to the head 

' office but use it for branch expenses and remitqhe balance to the head oftice from 
time to time. This account helps the head office to keep control over branch cash. 
Normally, the dependent branch is not allowed the freedom to retain cash collections. 
Hence, this account need not be maintained. 

I 

. Branch Fixed Assets Account: The head office maintains separate account for each 
type of branch asset such as furniture, equipment, building, etc. These accounts are 

I . . prepared in the usual manner. The depreciation on branch fixed assets is, however, 
debited to Branch Expenses Account and credited to the respective account. 

Goods Sent to Branch Account: This account is prepared in the same mannpr as in 
case of branches to which the goods are sent at the invoice price (Sub-section 1.5.2). 

Branch Adjustment Account: This accouqt is like a Trading Account of the branch. 
It is prepared to ascertain the gross profit or gross loss made at the branch by 
recording the loading (difference between invoice price and cost price) on  variaus 
items. The loading on branch closing stock and shortage is shown on its debit side 
while-the loading on branch opening stock, goods sent to branch (less returns) and 
surplus on the credit side. The halance of this account reflects the gross profit or gross 

16 ' . loss which is transferred to Brnnch Profit & Loss Account. 
. .A 



Braneb Profit 8r Lms Accounf: This account is prepared to ascertain the net profit or 
net loss made at the branch. As stated ~ar l ie r ,  the gross profit or gross loss 
ascertained by the Branch Adjustment Account is transferred to this account. It is 
debited with branch expenses as per the Branch Expenses Account and the loss on 
account of shortage being the cost of such shortage. In case the Branch Stock Account 
reveals some surplus, the amount equal to the cost of such surplus will be shown on 
the credit side of the Branch Profit & LOSS A2count. The balance of the Branch Profit 

' 

& Loss Account represents the net profit or net loss made at the branch which is 
transferred to the General Profit & Loss Account. 

The following journal entries are passed in the head office books for opening the, 
above accounts relating to the various branch transactions: 

I) When goods are sent to the branch (at invoice price) 
Branch Stock AJc Dr. 

% Goods Sent to Branch Afc 

2) When g d s  are returned by the branch to the H.O. (at invaicc price) 
Goods Sent to Branch A/c Dr. 

To Branch Stock A/c 

3) When sales are made by the branslr 
i )  For Cash Sales 

Cash Alc Dr. 
To Branch Stock Alc 

ii) For Credit Sales 
Branch Debtors A/c I%. 

To Branch Stock Alc 

4) When ash is received from debtors 
Cash Afc 

To Branch Debtors Alc 

5) For sales returns 
Branch Stock AJc 

To Branch Debtors Alc 

6) For discoplnt allowed, bad debts, etc. 
Branch Expenses A/c 

To Branch Debtors Alc 

7) 'For shortage of stock 
Branch Adjustment A/c 
(with amount of loading) 

Dr. 

Dr. 

Dr. 

Branch P & L Afc 1 Dr. 
(with cost of shortage) 

To Branch Stock A/c 
For surplus at branch, the reverse entry will be passed. 

8) For Branch expenses paid in Cash 
Branch Expenses Afc 

To Cash Afc 
Dr. 

9) For closing branch expenses account 
Branch P & L A/c Dr. 

To  Branch Expenses A/c 

10) For adjustment of loading on the opening stock 
Stock Reserve A/c Dr. 

To  Branch Adjustment A/c 

11) For aqustment sf loading on the closing stack 
Branch Adjustment Alc Dr. 

To  Stock Reserve Afc , 

12) Far adjustment d loading OQ net goods sent to branch 
Goods Sent to Branch Alc Dr. 

T o  Branch Adjustment Alc 

13) For transfer of gross profit 
Branch Adjustment N c  Dr. , 

T o  Branch P & L N c  
- .  



B r ~ c l l  llnd Departmental Accounts 14) For transfer of net profit to General Profit & Loss Aecomt 
Branch Adjustment Alc Dr. 

T o  General P & L Alc 
The entry will be reversed if there is net loss. 

15) For closing the Goods Sent to Branch Account . 
Goods Sent to Branch A/c Dr. 

To Trading Alc 

Look at Illustration 6 and see how the accounts for various branch transactions are 
prepared under Stock and Debtors System. 

Indiana Traders, Jaipur opened a btanch at Jodhpur on 1-7-1987. The goods were 
sent by the head office to the branch invoiced at selling price of the branch which 
was 125% of the cost price of the head office. 

The following are the particulars relating to the transactions of Jodhpur Branch : 
Rs. Rs. 

Goods scnt to brunch 
(at cost to head office) 

Sales- Cash 

Sates -'Crc~1it 

Cash collcctcd from dchtors 

Discount 111 lowed 

Spclilcd cloth in balcs written 
o f f  at invoice price. 

Cash sent to branch for : 

Wages 3.000 

Freight 11,000 

Other expenses including 
godown rent 6,m 

.. 
Ascertain the profit or loss for the Jodhpur Branch for the year ended June 30,1988 
by preparing accounts under the Stock and Debt Jrs System. 

Solution I 

Branch Stock A c c a ~ n t  

Stock on June 30,1988 55.500 
500 (at invoice price) 

Dr. 

To  Goods Sent to Branch Afc 

To  Branch Debtors Alc 
--(sales returns being 

balancing figure) 

Rs. 

3.50 ,OM 

5,000 

- 
3 ,ss .m 

By Cash Afc 
(cash sales) 

By Branch Debtors N c  
(credit sales) 

By Branch Adjustment A/c 
(s poilage-loading) 

By Branch P & L Alc 
(spoilage-~ost) 

By Balance c/d 

Cr. 

Rs. 

1.24,OIX) 

1,75,000 

1W 

m 
55,sm 

3,55,000 

Note: Total of the credit side of Branch Stock AIC exceeds the debit side by Rs. 5,000. 
It is assumed to.be on acc~unt  of returns by customers. 

To  Branch Adjustment Alc 
(loading) 

To Trading Alc 

Goods Sent to Branch Account 

Bnoch Debtors ACcouot 

Rs. 

3 , 5 0 , m  

3,50,000 

Rs. 

70,000 

2,80,000 

3,50.000 

By Branch Stock Alc 

R.5. 

1.56,000 ByCashAIc To Branch Stock A/c 

Rs. 
1,75,ODO 
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2.0 OBJECTIVES 

After studying this unit you should be able to: 

describe the features of the accounting system of an independent branch. 

@ make adjustment entries in the books of both head office and branch for certain 
peculiar items relating to independent branches 

@ pass necessary journal entries for the incorporation of branch balances in the books 
of the head office 

@ make closing entries in the books of the branch 

@ prepare consolidated balance sheet of the business. 

2.1 INTRODUCTION 

In Unit I you learnt about the systems of accounting for a dependent branch, 
Dependent branch is usually a small branch which merely functions as a sales depot. 
It does .not keep full system of accounting. The main accounting records for such 
branches are maintained at the head office level. But, when a branch functions os an 
independent unit and enjoys certain amount of operational autonomy, i t  keeps full 
system of accounts. Such branches are termed as independent branches and maintain 
complete set of bookson double entry system. They preparc their own Trial Balance, 
Profit & Loss Account and Balance Sheet. At the end of the'accounting year, their 
summarised results and the assets and liabilities are incorporated in the books of the 
head office. In this unit you will learn how does the head office incorporate all 
branch balances in its books and what sort of records are maintained for mutual 
transactions between the branch and the head office. 

2.2 ACCOUNTING SYSTEM OF AN INDEPENDENT 
BRANCH 

You know an independent branch enjoys certain amount of operational autonomy. 
Besides receiving goods from the head office, it may also purchase goods from the 
outside parties. It maintains its own bank account and remits money from time to time 
to head office as per the instructions of the head office. Ibis treated as  a separate 
accounting entity. The main features of the accounting system of such branches are 
as follows: 



Brallcll nnd Depmtmentnl Accounts 1) m e  branch maintains complete set of books on double entry System. 

2) T i e  branch opens a Head Office Accollnt in its books. It is a personal account 
wherein all transactions between the branch and the head office are recorded at 
the branch level. This account is debited with cash sent to the head office and the 
goods returned or supplied to the head office, and is credited Sy goods received 
from the head office and the head office expenses charged to  the branch for 
centralised services. 

3) The Head Office also maintains a Branch Account in its books for all transactions, 
it makes with a particular branch. It is also a personal account which shows the 
same entries as the HCad Office Account in branch books, but on the reverse sides. 

4) At the end of the accounting period, the branch prepares its trial balance and the 
final accounts, and send their copies to the head office. 

5) As soon as the head office receives the trial balance from a branch, it compares 
the balance in Head Office Account as shown in the branch Trial Balance with 
the halance in the Branch Account as it appears in the head office books. The 
difference, if any, is investigated and, after ascertaining the causes thereof, the 
necessary adjustment entries are passed. 

6) Airer reconciling the Head Office Account balance with the Branch Account 
balance, the head office passes the necessary entries for incorporating various 
branch balances in its books. 

2.3 SOME PECULIAR ITEMS - 

In respect of independent branches, there are certain items which require special 
accounting treatment. These items are: 

i) Goods in transit 
ii) Cash in transit 
iii) Head Office expenses chargeable to branch 
iv) Depreciation on branch fixed assets, the accounts of. which are maintained at the 

heed office level 
v) Inter-branch transant' ,, tons. 

i et us discuss the& items one by one. 

2.3.1 Gmds in Transit 
The head office and the branch send goods to each other quite frequently. When 
goods are sent by the head office to the branch, the head office debits the Branch 
Account in its books itnmediately. But the branch credits the Head Ofice Account 
only when it receives t h ~  goods. Similarly when the branch sends or returns sode 
goods to the llermd offifice, it (the branch) debits the Meadl'OfFice Account in its books 
immediately but the head office credits the Branch Account only when it receives the 
same. I t  is quite possible that goods sent in the later part of the accounting year may 

' 

not have been received by the closing date of the accounting year by the head office 
or  the branch, as the case may be. Such goods are called 'goods in transit' for whiirh 
no entry will appear in the books at the receiving end at the time of the closing the 
accounts, Hence, the balance in the Head Office Account in branch books will not 
tally with the balance in the Branch Account in the head ofhice books. This will 
require an adjustment entry which may be passed either in the head office book or 
in the branch books, but not in both sets of baoks. 

If the head office decides to pass the adjustment entry, it will be as follows: 
Goods in Transit N c  Dr. 

To  Branch A/c 
I 

I If, however, the adjustment is made in branch books, the entry will be: I 

I 

Goods in Transit N c  Dr. 
To Head Office A/c . 

I t  should be noted that the adjustment entry for goods in transit shali be passed only 
in one set of books, either at the head a%ce level or the branch level. Usually, such 
entry is made in the books of the bead office. 



2.3.2 Cash in Transit 
Like goods. cash is also regularly remitted by the head office and the branch to each 
other. For this the entries are made in both sets of books in the same miinner, as 
they are made for the goods. In this case also it is possible that some remittances are 
in transit at the time of closing the books for the accounting year. This would again 
lead to difference in Branch Account balance in the head office books and Head 
Office Account balance in branch books. Hence, an adjustment entry will have to be 
passed to reconcile the same. This may be done either by the head office or by the 
branch, but not by both. 

In case the head office decides to pass the adjustment entry. it will bc as follows: 

Cash in Transit A/c Dr. 
To Branch Alc 

If, however, the adjustment is made in the branch books, the entry will he: 

Cash in Transit N c  Dr. 
To Head Office A/c 

It should be noted that for cash in transit also, the entry shall be passcd in one set 
of books, either at the head office level or at the branch level. This entry is also made 
usually at the head office 1evel:The reason for passing such adjustmtnt cntries in 
head office books lies in the fact that all in-transit items are noticed by thc head office 
at the time of receiving the branch Trial Balance and, at this stage, i t  is not considered 
desirable to alter the balances in the branch books. 

Look at Illustration 1 and see how are the amounts of goods in transit and cash in 
transit ascertained and the adjustment entries passed to reconcile the difference 
between the Branch Account balance and the Head Office Account balance. 

Illustration 1 

Following are the extracts from the Trial Balances of a head office and a branch. You 
are required to pass the necessary journal entries for reconciling the balances of the 
Head Omce Account and the Branch Account. 

Trial Balance 

Solution 

The current accounts represent the Branch Account in the head office books and the 
Head Office Account in the branch books. As per the above Trial Balance, there is 
a difference of Rs. 10,000 between the two current account balances. It is observed 
that there is a difference of Rs. 5,000 in the goods sentlreceived by branch. This can 
be attributed to goods in transit. The remaining difference of Rs. 5,000 may be taken 
to be on account of the cash in transit. The required adjustment entry may be passed 
in the books of head office as follows: 

Cash in Transit A/c Dr. 5,000 
Goods in Transit Alc Dr. ' 5,000 

T o  Branch A/c 10,000 
(Being cash in transit and goods in transit adjusted) 

If, however, this entry is passed in the bodks of the branch, it wili be as follows: 

Cash in Transit A/c Dr. 5 ,m 
Goods in Transit Alc Dr. 5 ,000 

T o  Head Office N c  10,000 
(Being cash in transit and goods in transit adjusted) 

Particulars 

Current Accounts 

Goods senvreceived by Branch 
C 

Branch Officc 

, .Dr. 

Rs. 

1,45,0W 

Head Office 

Cr . 
Rs. 

YO,OXKl 

I 

Dr. 

Rs . 
1 ,m,m 

Cr . 

Rs. 

1,50.000 



Branch nnd Deprutmestnl Accounts 2.3.3 Head Office Expenses Chargeable to Brmich 
The Head Office may like to allocate a part of its expenses to branches for the 
centralised services at the head office level. As a matter of fact, quite a gsod amount 
of time of the head office staff may be spent in doing the work of the branches. 
Hence, it may, decide to charge a part of its expenditure on salaries to  the branches: 
The same thing may be true of certain other items of expenses. If the he& ofice so 
decides to charge some expenses to the branch, the journal entry passed in the books 
of the head office is as follows: 

Branch Alc Dr. 
To  Expenses (Salaries Nc) 

(Being head office expenses chargeable to branch) 

Thc branch will also pass a corresponding entry in its books as foliows: 

Head Office Expenses N c  Dr. 
To Head Office . . 

(Being head office expenses chargeable to branch) 

Like all other expenses, accounts, the Head Office Expenses &count will be closed 
by transferring its balance to the Profit & Loss Account at the end of the accounting 
year. 

2.3.4 Depreciation on Branch Fixed Assets, Accounts Maintain& by 
Head Office 

Somctirnes, the accounts for the fixed assets of independent branches are maintained 
at the hcad office level. In such a situation, all entries in respect of branch fixed assets 
arc miidc in the head office books. For example, when a fixed asset is purchased for 
the branch, the head office debits the Branch Fixed A ;sets Account and credits the 
Cash Account. N o  entry tor this transaction is passed ~y the branch unless the 
paymcnt is made by the branch for this purchase. Evc n if the payment for the 
purchase ol' such fixed assets is made by the branch it k:!! not debit the Fixed Assets 
Account. In fact such payment is treated like a remittance to the Head Office and so 
it is debitcd to the Head Office Account. But when it comes to depreciation on such 
fixed assets, the branch has to pass the necessary entry in its books because the assets 
were used by the branch and not by the head office. Normally an entry for the 
depreciation on fixed assets is passed by debiting the Depreciation Account and 
crediting thc Fixed Assct Account. But in thissituation, the branch cannot credit the 
Fixcd Assct Account bcci~use the accounts for its fixed assets are maintained at the 
head office Ievcl. Hence. the entry passed for depreciation on such fixed assets is 
different from thc normal entry for depreciation. It is as follows: 

Depreciation Alc Dr. 
To Hcad Officc Alc 

(Being depreciation on fixed assets) 

Since thc account for the branch fixed assets is maintained in head office books, the 
head office must reduce the balance in Branch Fixed Assets Account by the amount 
of dcprcciation thereon. But, it cannot debit the Depreciation Account because the 
l ~ s s  rctatcs to the briinch. Hence. it nrakes the fotlowing journal entry for 
depreciation on branch fixed assets when their accounts are maintained by the head 
office: 

Briinch Alc Dr. 
To Branch Fixed Assets Alc 

(Bcing depreciation on branch fixed assets) 

I t  should he noted that the ahove entries are passed only for such hranch fixed assets 
accounts of which are rnairitained by the head office. Any branch fixed assets for 
which the branch itself maintains the accounts, the branch will pass the normal entry 
for depreciation. The head office need not pass any entry in its books for the amount 
of depreciation on such fixed assets. 

2.3.5 Inter-branch Transactions . 

When an orgitaisation has more than one branch, it is possible that some transactions 
take place between one branch and the other. This usually happens under instructions 



from the head office. For example, a branch may be asked to transfer its surplus stock 
I(- 

, I  to some other branch which may need the same (it may be facing shortage). In such 
a situation, the usual practice for the sending branel is to regard it as a transaction 

I of returning the goods to the head office. Similarly, the receiving branch shall regard 
it as a transaction of receiving the goods from the head office. Hence, entries are 
passed on the same basis in the books of the branches and the head office. These are 

I as follows: 

I In the books of the head ofEiee 
1 

Receiving Branch Afc . Dr. I 
I To Sending Branch Alc 
I 

( ~ e h ~  goods transferred from ............ branch 
to .............. branch) 

I In the books of the sending branch 

I Head Office Afc 
To Goods Sent to H.O. A/c 

(Being goods sent to ............ branch 
under instructions from M.O.) 

Dr. 

1 In  the books of the receiving branch 
Goods from H. 0. A/c 

To Head Office A/c 
(Being goods received from ............ branch 
under instruction from H.O.) 

Dr. 

Look at Illustration 2 and see how the above-mentioned peculiar items are recorded 
in the books of the head office and the branches. 

Illustration 2 4 

Give the journal entries that would be passed in the books of the head office to record 
the following transactions: 

i) Goods amounting to .Rs. 1,000 transferred froin Madras branch to  Bombay 
branch under instructions from the head office. 

! ii) Depreciation on branch fixed assets accounts maintained by the head office: 
(Bombay Rs. 4,000 and Madras Rs. 6,000). 

iii) A remittance of Rs. 6,000 made by Bombay branch to head office on  December , 
I 

27, 1988 and received by head office on January 7, 1989. 
I 

I iv) Goods worth Rs. 10,000 sent by the head office to Madras branch on December 
1 25, 1988 and received by the latter on January 15, 1989. 

v) A sum of Rs. 10,000 is to be charged to the Madras branch for administrative 
services rendered by the head office. 

I Solution 
Head Ofice Books 

Journal 

I 
1 Rs . Rs. 

j) Bombay Branch IVc Dr. 1 ,m 
I T o  Madras Branch IVc 1 ,o'J(J 

(Being goods transferred from 
Madras branch to Bombay branch) 

ij) Bombay Branch A/c Dr. 4,000 
T o  Branch Fixed Assets N c  4,000 

(Being depreciation) 
i 
iii) Madras Branch A/c Dr. 6,000 

T o  Branch Fixed Assets N c  6,000 
(Being depreciation) 

iv) Cash in Transit A/c Dr. 6,000 
T o  Bombay Branch AIc 6,000 

(Being Cash in transit adjusted) 



Brunch nnd Departmental Aceounta , 

vi) 

Goods in Transit A/c Dr. 
To Madras Branch Alc 

(Being goods in transit adjusted) 

Madr!s Branch Nc Dr. 
T o G c n . P & L A / c  

(Being Administrative expenses 
chargcd to Madras branch) 

* 
,.: 

Check Your Progress A 

1) What do you mean by Cash in Transit? I 

2) Why does head office charge a part of its expenses to branches? 
, . 

3) Put tick ('I/) mark against the correct answer: 

i) An independent branch 
a )  receives the goods from the head office. 
b). purchases the goods from outside parties. 
c) receives the goods from both (a) and (b) sources. 

ii) The Head Office Account in the books of branch is debited with 
a) cash sent to the head office and goods returned to the head office. 
b) cash and goods received from head office, and head office expenses 

allocated to branch by head office. 
c) none of the above, 

iii) The adjustment entry fior goods in transit is passed in the books of 
a) either the branch or. the head office. 
b) branch as well as the head office. 
c) none of them. 

iv) For depreciation on fixed assets, whose accounts are maintained by the head 
office;the head offic~e 
a) debits Fixed Asselts Alc and credits Branch Alc. 
b) debits Branch A/(: and credits its Fixed Assets Alc. 
c) none of the above. 

v) In case of inter-branch transactions, each branch 
a) opens separate amounts for other branches. 
b) passes no entry. 
c) may treat such trslnsactions as the transactions with the head office. 

vi) +The Head Office Account maintained by the branch is of the nature of 
a) Real Account. 
b) Personal Account. 
c) Nominal Account. 

2.4 INCORPORATION OF BRANCH TRIAL BALANCE 
' IN THE HEAD OFFICE BOOKS 

Just because an independent branch keeps full system of accounting and prepares its 
own final accounts does not m,ean that its year-end results will not form part of the 
final accounts of the head offia:. In fact, as in case of dependent branches, the profit 
or loss made by an independent branch shall also be included in the General Profit 
and Loss Account which sho~ws the profit or loss,of the company ai a whole. Shdarly, 
its assets and liabilities sha'll also be shown as part sf the assets and liabilities of the 
cc_?rrrmy. This is done by prep\aTing the combined (consolidated) Balance Sheet of 



the headQffice and its branches. Thus, it becomes necessary for the head office to 
incorporate the branch balances in the head office books by means of suitable jourrial. 

. Branch hrrount* - 11 

entries at the end of the accounting period. 

'fie incorporation of branch balances involves two steps; r > 
. \. 

i) incorporation of branch profit or loss, and 
ii) incorporation of branch assets and liabilities. 

For incorporation of the branch profit or loss, the head office may either pass various 
entries to include all revenue items and prepare a proper Branch Trading and Profit 
& Loss Account or simply pass one entry for profit or loss made by the branch after 
working i t  out with the help of a Memorandum Branch Trading and Profit & Loss 
Account. The first method is called 'detailed incorporation' and the second method 
is called .abridged incorporation' (or simply short cut method). Whatever the method 
for incorporating branch profit or loss, the entries for incorporating branch assets and 
liabiliries remain the same. 

2.4.1 Detailed Incorporation 

As stated earlier, under this method, the head office prepares a pruper Branch . 
Trading and Profit & Loss Account and makes entries for all revenue items before 
incorporating the branch assets arid liabilities in its books. The entries passed under 
this method are as foilows: 

1) For items on the debit side of the Trading Account 
Branch Trading A/c Dr. 

To Branch A/c 
: (This entry is passed for the total amount of items like opening stock, net 

purchases, wages, goods received from H.O.. carriage inwards,, ctc.) 

2) For items on the credit side of the Trading Account 
Branch A/c Dr. 

To Branch Trading A/c 
(This entry is passed for the tetal amount of items like net sales, closing stock, etc.) 

3) For branch gross profit 
Branch Trading A/c ' Dr. 

. To Branch Profit & Loss A/c 
(In case of gross loss, the entry will be reserved) I 

4) For items on the debit side of the Profit and Loss Account 
Branch Profit & Loss A/c Dr. 

To  Branch A/c 
(This entry is passed for the total amount of items like salaries, rent, bad debts, 
repairs, depreciation, etc.). 

5) For items on the credit side of the Protit & Loss Account 
Branch A/c , Dr. 

To  Branch Profit & Loss A/c 
(This entry is passed for total amount of items like interest received, discount 
received, commission received, etc.) 

6) For branch net profit 
Branch Profit & Loss A/c Dr. 

To General Profit & Loss A/c 
(If there is net loss, the entry will be reversed) 

7) For branch assets 
Branch Assets A/cs Dr. 

To Branch A/c 
I (Each asset should be debited individually) 

8) For Bmnch ltbilities 
Branch A/c Dr. 

To Branch Liabilities A/cs 
(Each liability credited individually. This should not include H.O. Alc balance) 



t31.ia11eh and Drpartmentnl Accounts As a re~ulf of the last two entries (7 and 81, the Branch Account in the heai office 
books wUI stand closed because the net assets (assets minus liabilities) of the branch 
are equal to the balance in the Branch Account after branch net profit or net loes h a  
been incorporated in head omce books. In order to open the Branch Account in the 
next year's books of the head officc and show the amount due from the branch, the 
entries for branch assets end branch liabilities ('lsnd 8 above) shall be reversed at 
the beginning of the next year.. 

kook at Illustration 3 and see how branch balances are 'incorporated in the head office 
books when deta'iled incorporation method is followed. 

IUusbra8lbPon 3 

On December 31, 1988, the Trial Balance of the Kanpur branch stood as follows: 

Stack on January 1,1988 
Furniture 
Debtors 
Goods received from H.O. 
Salaries, rent and expenses 
Cafih in hand 
I-1c:id Office Account 
Siile!, , 

!-,undry r;'rcditors 

- 

Stock on December 31, 1988 was Rs. 9,200. 

pass b e  necessary journal entries to incorporate Kanpur branch balances in the head. 
'&Ice books, aqi prepare the_ e p u r  Branch Account in the books of the head office. 

Solution . 
Head Omce Books 

JOURNAL 

To Kanpur Branch Alc 
(Being incorporation of opening stock 
and goods received from fi.0.) 

Rs, 

44,doo 

I (Being incorporation of branch sales' 
. and cloning stock) I 

. , 
Kanzur Branch Nc Dr. 

To Kanpur Branch Trading Alc 

Kanpur Branch Trading Alc Dr, 10,800 
T o  Kanpur Branch P % L N c  ' 

(Being gross profit transferred to Branch P & L Alc) 

54,800 

" 31 Kanpur Branch P & L N c  

(Being incorporation of branch expenses) 

To GeneralProfit % Loss Alc 
*I c - eing incorporation of branches net profit) 

I .  

Rs. 



Branch Closing StWk A~c Dr. 
Branch Furniture Ale, Dr. 
Br;~nch Dchturs Alc Ilr. 
Brunch Crs'h AIL; Dr. 

To Kilnpur Branch Alc 

(Llcing incorporiltion of hri~nch i ~ z s r t s )  

Kilnput Brunch Alc Dr. 
To Br;tnch Creditors Alc 

(Being incorporittion of hr;rnch lii~hilitiua) 

Mngur Branch Account 
Dr. C'r, 

By Branch Trading Alc . 
By Branch P 4 L AJc ' 
By Closing Svak 
By Furniture 
By Debton 
By Cish 

Hs.' 

44,OM) 
4 ,w 
9,211) 

.4.H(W) 

I l,t(l) . 
3,(1(H) 

2.4.2 Abridgql Incorporation 
Incorporation of branch balances in the head office books can also be effected with 
the help of a short cut method known as the 'abridged incorporation'. Under this 
method, we prepare a Memorandum Branch Trading end Profit & Loss Account and 
pass a journal entry only for the net profit or  net loss. Thus, the six entries passed 
under the detailed incorporation method are replaced by just one entry which is as 
follows : 

Branch Account 
To General Profit & Loss Alc 

meing branch net profit incorporated) 

Dr. 

1 In urc of net loss, the above entry'shsll bc reversed. 

Look at Illustration 4 and see how branch-balanceqhre incorporated in the Head 
Office books with the help of the short cut method. ' 

From the particulars given in Illustration 3, prepare Memorandum Branch Trading 
and Profit & Loss Account, pass the necessary journal entries to incorporate the 

Kanpur branch balancn, and prepare, Kanpur BhM A m n t  in the boob of he 
head office. 



Brnnch. and Dcpartmentnl Accounts hlutiofl 

Dr. 

Memorandum Kanpur Branch T m d h  and Rofll B lnsll A-nl 
for the year e n d 4  Dcaunber 31, 19118 

Cr. 

To  Opening Stock 

T o  Goods Received from H.O. 
T o  Gross Profit c/d 

To Salaries, Rent and Expenses By Gross Profit bld 

To  Net Profit 

Kanpur Branch A/c Dr. 
To Generil Profit & Loss Alc 

(Being branch net profit incorporated) 

Kanpur Branch Closing Stock N c  Dr. 
Kanpur Branch Furniture Alc Dr. 
Kanpur Branch Drbtorb Alc Dr. 
Kanpur Branch Cash Alc Dr. 

To Kanpur Branch Nc 
(Bcing branch asscts incorpori~~cil) 

Kanpur Branch Alc Dr. 
To K~~npur  Branch Creditors Alc 

Rs. 

1 6,400 

1 (Being hrxnch liabilities incorporated) I ' *  

Rs., 

6.400 

28.800 

30 

Dr. 

Kanpur ~rsnch Account 

Cr. 

To Balance h/d 

. To qencri~l Profit & Loss Alc 
To  Creditors 

Rs. 

22,Ocu 
6.4W 
4K) 

4 
Rs. , 

By Clasing Stock I 9.200 

2.5 CLOSING ENTRIES IN BRANCH BOOKS 

By Furniture 
By Debtors 
By Cash , 

At the end of the accounting period, the branch books have also to be closed, For 
this purpose. the branch'can pass the usual closing entries for transferring all revenue 
items to its Trading and Profit & Loss Account and ascertaining its net profit or net 
loss. The amount of net profit or net loss should be transferred to the Head Office 
Account by passing the following journal entry, 

4.800 
11.200 

3.W 

2R.N 



In case of net profit 
Profit and Loss Alc 

To Head Office Alc 

Dr. 

Ia case of net 1- 
Head Office A/c Dr. 

To Profit and Loss A/c 

After the above entry for transferring net profit or net loss to the Head Office 
Account has been passed, the balance in the Head Office Account will be equal to 
the branch net assets (assets minus liabilities). The branch can then prepare its 
Balance Sheet by showing the Head Office Account balance on the liabilities side as 
this account would normally show a credit balance. If, however, the Head Office 
Account shows a debit balance, the same will appear on the assets side of the Balance 
Sheet. 

The accounts pertaining to assets and liabilities can also be closed, if required, by 
transferring their balances .to the Head Office Account. For this purpose, the 
following two journal entries will be passed in the branch books. 

1) For transfers of assets 
Head Office N c  Dr. 

To Assets Alcs 
(The assets should be credited individually) 

2) For transfer of liabilities 
Liabilities Alcs Dr. 

To Head Office N c  
(The liabilities should be credited individually) 

As a result of the above entries, the Head Office Account shall also be closed as it 
will not show any balance. 

Look at Illustralion 5 and see how does a branch close its books. 

Illustration 5 
A Delhi trader has independent branch at Patna. Its Trial Balance for the year ending 
December 31, 1989 is given below. Pass journal entries to close the books of Patna 
branch and prepare its Head Office Account. 
Dr. Trial Balance Cr . 

Additional information 

1) The accounts of the branch fixed assets were maintained in the head office which 
show machinery of Rs. 50,000 and furniture of Rs. 2,(XH), 

2) Depreciation is to be charged @ 10% on Machinery and 15% on Furniture. 

3) Rs. 300 are due for salaries. 
4) A remittance of Rs. 8,000 made by branch on December 29, 1989, was received 

by head office on January 3, 1990. - 
5 )  Closing stock at branch was Rs.. 28,700. 

Rs. 

5.4(XJ 

hY .'HX) 

2X,IXX) 
3(K) 

M U )  

1,1)4,21)0 

Purchases 
Stock on 1.1 -89 
Wages 
Factoy Expenses 
Salaries 
Rent 
Sundry Expenses 
Goods Received H.O. 
Debtois 
Cash 

Rs. 

25,600 
16,4(K) 

13,101) 
6,800 

8,000 
3.400 
4,000 

14,400 
11 ,o(n 
1,500 

1.04.200 

r 

Creditors 
Sales 
Head Office 
Discount 
Purchase Returns 



I31.oneh and Depnrtmental Accounls hlution 

Working Notes 

- *  3 1 

Dr. 

Trading and Proflt & Im Account 

I To Cash in'rronsit Alc 
To Closing Stock A/c 

(Being tlsscls iiccount baliilicc transfcrrcd) 

Creditors Dr. 
Silltirics Ourstiinding A/c Dr. 

To 1 I c i~d  Office Alc 
(Ijuil~g liiihilitics :Iccount bila~iccs transfcrred) 

Head Office Account 
Dr. Cr . 

5.400 
300 

Rs. 

To Opcning Sroch Ih.4N) B!. Snlcs 
To Purchi~hcs !S.cr(WI By Closing Stock 

1.05 K C ~ U ~ I I L  
25 .(XU) 

8.000 
28.700 

5,700 

Rs. 

28.W) 
5.300 

8,M)O 
2.21X) 

43.5(X) 

43.5ol) 
5.4lW) 

3(X) 

49.200 

By Balance hld 

By Dcprcci:~ticln A/c 
By Cash in Transit A/c 
By Profit & LOSS Alc 

By Htil,~ncc h/d 
By Crcditors 
By Se l~~r ics  outstandinp Alc 

To lji~li~ncc c/d 

To Dchtors 
T o  Ci~sh A/c 
To C:l+h in 'rr,~rihrt Ale 

T o  Clohing Str~ck A/c 

Rh. 

4 ,  

43.SIW) 

I l .(MU) 

1.5(10 
N.(WM) 

18,7(U) 

4Y.2()0 



To Goods f'om H.O. 
To Wages 
TO Factory Expenses 
To Gross Profit dd 

To Salaries ' 8.W 
Add 01s MO 
- 

To Rent I 
To Depreciation I 
To Sundry Expenses I 

By Gross Profit bld 

By Discount 

* Notes: 1) The closing entries for transfer of revenue itenis have been omitted. 

2) The balance in Head Office Account after adjustment entries and transfer 
of net profit is Rs. 43,500. This is equal to the net assets at Patna as given 
,below: 

Rs. Rs. 

. Assets : Debtors 
Cash 
Cash in Transit 
Closing Stock 

Liabilities: Creditors 5,400 
Salaries 01.9 3!X) 

-- S,7lH) -- 
Net Asscts its. 43,5lX) 

3) After the assets and liabilities are transferred to Head Office Account, it 
stands closed. 

Check Your Progress B v )I 
1) Why is the incorporation of branch balances necessary in the books of the head 

office? 

2) Name the two methods of incorporating branch balances in the books of tllc head 
office? 

......................................................................................................... 

............................*.................................................. . . . . . . . . . . . . . . . . . . . . . . . . . .  

3) Fill in the blanks: 

i) The short cut method cif incorporating the branch balances is called 

ii) The branch net profit can be incorporated in the head office books by dcbiting 
..................... the ........................ Account and crediting the ... Account. 

........................ iii) The net assets of the branch are equal to thc of the Branch 
Account after the entry of branch net profit or nct loss has bccn passed in  
head office books. 

iv)  The balance in  the Head Office Account in branch books rcprcscnts tllc 
branch ........................ after the nct profit or nct loss has bccn transfcrrcd 
',) this account. 

' 



Urnncl~ nnd Depnrtmelliul Accounts 2.6 A COMPREHENSIVE ZLLUSTRr$TION 

As stated earlier, any organisation having branches has to present the final accounts 
of the organisation as a whole and not separately for the head office and for the 
branches. Hence, it prepares General Profit and Loss Account which includes the 
profit or loss made by the branches and draws a consolidated Balance Sheet to show 
the assets and liabilities of both the head office and the branch office. Illustration 5 
will help you to understand the preparation of a consolidated Balance Sheet. 

Illustration 6 
Following are the Trial Balances of the head office and its branch as on December 31, 
1988. 

Capital 
Fixed Assets 
Stock 
Debtors and Creditors 
Cash 
Profit & Loss 
Branch Office 
Head Office A/c 

Prepare the Balance Sheet of the business as on December 31, 1988 and pass the 
necessary journal entries in both sets of books to record the adjustments dealing with 
the following. 

a) On December 28, the branch had sent a cheque for Rs. 1,600 to the hetd office 
but not yet received by them. 

b) Goods valued at Rs. 560 had been forwarded by the head office to the branch ' 

and invoiced on December 30, but were not yet received by the branch. 

c) I t  was agreed that the branch should be charged with Rs. 400 for administration 
scrvices rcndered by the head office during the year. ' .  

d) Rs. 1.250 for depreciation on branch assets, the accounts of which are maintained 
by the head office, is to  be provided for. 

e) The balancc of profit shown by the branch is to be transferred to the head office 
books. 

Solution 
Head Office Journal 

Dr. Cr . 

(Bcing goods invoicud on Dccemhcr 31. 
not yet received hy the branch) 

To Gen. Profit & Loss A/c 
(Being i~dministrativr expenses 



To B m c h  Fmed Assets Alc 

sh transferred to 

Dr. Cr . 

To Head Office N c  

reciation N c  . 

Balance Sheet as on h e r n k r  31, 1988 

Creditors 
H.O. Branch 26.W 
Branch 

Profit & Loss Alc ' 
.H.O. 
Branch 

Goods in Transit 

Cash in Transit 

Working Notes 

1)  The profits at branch and head office have been ascertained by preparing Profit 
and Loss A/c of the head office as well as that of branch. 

Branch Rant Pad Loas Aaoclat  

Dr. Cr . 

Rs. Rs. 

TO Head Office Exp. 400 By Profit (as given) 13,100 
To Depreciation 1,250 



Draneh w d  Depnrtmental Accounts To Profit taken to  
General P&L AIc 

General (H.O.) Profit and Loss Account 

2) The Head Office Alc in the books of branch and Branch A/c in the books of head 
office will appear as follows: 

Branch Books 

Head OMce Account 

Dr. Cr. 

T o  Profit c/d 

T o  Net Profit 
(taken t o  Balance Sheet) 

Dr, 

Rs. 

15,120 

15,120 

26,570 

26,570 

T o  Buli~ncc cld 

Head Office Books 

Hrnnch Account 

By Profit (as given) 
T o  Branch A/c 

By Profit bld 

By Branch A/c 
(profit made by branch) 

Rs. 

JOS)(H) 

~o.(wn) 

3) Thc balance in the Branch Account in head office books and the balance in Head 
Office Account in branch books show the same amount. i.c.. Rs. ~ O , ( K # < .  ~ u t .  thc 
Branch Account balance is a dchit halance while the Head Office Account balance 
is a credit halancc. Having rnergcd hranch accounts with the head office accounts. 
thcsc two bali~ncc cancel each other and so they do not appear in the consolidated 
Balance Sheet. 

Rs . 
14,720 

-400 

15,120 

15,120 

11,450 

26,570 

2.7 LET US SUM UP 

By Balance hld 

By H.O. Exp. Alc 
By Depreciation 
By P &  LAIC 

T o  Hsl;~ncc hltl 
To Bri~noh Assets Alc 
To Gcncri~l P & L Alc 

liidcpendc~it Bril~lchcs ilre those branches which keep full system of accounting and 
enjoy certain amount of autonomy in functioning. They maintain complete records 

Rs. 

26.900 
400 

1,250 
1 1,450 

40,000 

Rs. 

29,360 
1.250 

ll.450 

J? ,OM) 

By Goods in Transit 
By Cash in Transit 
By Balance cld 

Rs. 

460 
1,MX-J 

m,oCX, 

42.060 



on double entry system and prepare their own trial bajances. The head office simply 
maintains a personal account for each branch which shows all transactions that take 
place between the branch and the head office. Similarly, each branch maintains a 
Head Office Account to show the corresponding entries. 

There are certain transactions which require special treatment both in head office and 
branch books. These are: (i) goods in transit (ii) cash on transit (iii) head bffice 
expenses chargeable to branch (iv) depreciation on branch fixed assets the accounts 
of which are maintained at the head office level, and (v) inter-branch transactions. 

At the end of the accounting year, the branch sends its trial balance to the head office. 
This enables the head office to incorporate all branch balances in its books so as  to 
include them in the final accounts of the organisation. The incorporation entries can 
be passed for all items given in branch Trial Balance (called detailed incorporation), 
or simply for branch profit~loss (based on Memorandum Branch Profit and Loss 
Account) and for branch assets and liabilities (called abridged incorporation or short 
cut method). After the incorporation entries have been passed, the Branch Account 
stands closed. At the beginning of the next year, the opening entries are' passed'for 
branch assets and liabilities which restores the balance in the Branch Account. The 
branchcloses its books by transferring its profit or loss to Head Office Account which 
then shows a credit balance equal to the net assets with the branch. 

KEY WORDS 

Abridged Incorporation: A short cut method of incorporating thc branch balances in 
head office books. 

Cash-in-transit: Cash remitted by branch to head office but not rcccivcd hy head 
office by the end of thc accounting year, or vicc versa. 

Consolidated Balance Sheet: Combined Balance Sheet showing both hcnd officc and 
branch assets and liabilities. 

Goods-in-transit: Goods sent by hcad officc to branch but not rcccivcd hy branch hy 
the end of the atcounting year, or vice versa. 

Inter-branch transactions: Thc transactions betwccn two or morc hr:~nchcs under the 
same head c;fTicc. 

ANSWERS TO CHECK YOU@ PROGRESS 

A 3) i) c 
, i i )  a 

iii) a 
iv) b 
v)  c 
vi) b 

B 3) i )  Abridged Incorporation 

ii) Branch Account. General Profit & I-ciss Account 
iii) balance 

iv) net assets 

2.10 TERMINAL QUESTIONSIEXERCISES 

Questions 

I) How are branch tjalances incorporated in head officc books at the cnd of thc 
accounting year? 

2) Write short notes including accounting treatment on the following: 

a) Cash in Transit 

b) Goods in Transit 

Branch A m n l s  - ll 



. .. 
Branch nnd Deper~mentol ACWIS c) Head Office Expenses Chargeable to Branch 

d) Inter-branch Transactions. 

3) How do you deal with purchase and depreciation of branch fixed whose assets 
accounts are maintained at the head office level? 

Exercises 
1) Show what entries would be passed by the Head Office to record the following 

transactions in their books. 

a) Goods amounting to Rs. 1,000 transferred from Varanasi branch to Allahabad 
branch under intimation from H.O. 

b) Depreciation amounting to Rs. 2,000 on branch fixed assets when such assets' 
accounts are opened in the head office books. 

c) A remittance of Rs. 3,000 made by'lhe Calcutta branch to Head Office on 
December 25, 1988 and received by Head Office on January 4, 1989. 

d) Goods of Rs. 10,000 sent by the Head Office on December 27, 1988 and 
received by Calcutta branch on January 10, 1989. 

e) The Allahabad branch collected Rs. 4,000 from Allahabad customers of head 
office. 

f) The Varanasi branch paid Rs. 25,000 for machinery purchased by the head 
office at Varanasi. 

2) Show the journal entries that will be passed by Surat branch to record the 
following transactions in its books. 

a) Goods amounting to Rs. 6,000 transferred from Sural branch to Lucknow 
branch under instructions from Calcutta head office assuming that head office. 
keeps a control on inter-branch transactions. 

b) Depreciation on Lucknow Branch Machinery Rs. 4,000 and Surat Branch 
Machinery Rs. 3,000. When the Branch Machinery Account is maintained in 
head office books. 

c) A remittance of Rs.10,000 made by Surat branch to head office on December 
28, 1988 but received by the head office on January 4, 1989. 

d) Goods worth Rs. 15,000 sent by Head Office to Surat branch on December 
26, 1988 but received by the latter on January 2, 1989. 

3) On December 31, 1988, the Trial Balance of Varanasi bran& stood as follows: 

Debtors 
Goods Received from Delhi H.O. 
Salaries, rent and expenses 
Cash in hand 
Delhi Office Account 
Sales 
Sundry Creditors 

Total Rs. 

Stock on December 31, 1988 was Rs. 9,200. Prepare (1) Trading and Profit & . 
Loss Account, Balance Sheet and Head Office Account in Varariasi branch books 
(2) Prepare journal entries necessary to incorporate the Varanasi Branch Trial 
Balance .and show the Varanasi Branch Account in the head office books. 

(Answer: Branch Profit Rs. 6,400; Balance Sheet Total Rs. 28,800; Head Office 
A/c Balance Ks. 28,400 and Total of Varanasi Branch A/c Rs. 77,200.) 



.) The Kanpur branch of Wahi Bros. sent the following Trial Balance to Read office 
as on December 31, 1988: 

Sundry Debtors 
Cash in hand Goods returned to H.O. 

Furniture 
stock on 1-1-88 Head Ofice A/c 

Goods from H.O. 
Purchases 
Wages & Salaries 
Trade Expenses 

The stock on December 31, 1988 was Rs. 5,200. Pass the necessary journal entries 
to incorporate the above figures and show Branch A/c in head office books, and 
Trading and Profit & Loss A/c and Balance Sheet in the branch books. 

(Answer: Branch profit Rs. 6,500; Balance Sheet Total Rs. 25,350; Total of 
Branch Alc Rs. 1,38,800.) 

5) Following is the Trial Balance of Kanpur Branch of Varanasi head office. Prepare 
Trading and Profit & Loss N c  and Balahce Sheet in the books of branch. Also 
show Head Office Alc in the books of branch: 

Rs. Rs. 

Furniture & Fixtures 1,500 Cash in Bank 3,000 
Purchases 20,000 Carriage etc. 150 
Goods from H.O. 40,000 Bad Debts ' 100 
Sales 80,000 Allowances to Custon~ers 2W 
Sundry Debtor 10,000 Bills Keceivable 4,000 
Sundry Creditors 12,000 Stock or] 1-1-88 10,000 
Head Office Alc Salaries 6,400 Returns inwards 1,000 
General Exp. 600 Returns to H.O. 400 
Rent 9( Taxes 600 

Closing Stock on December 31, 1988 Rs. 9,000 

(Answer: Branch Net Profit Rs. 10,350; Balance Sheet Total Rs. 27,500; H.O. 
A/c Balance including net profit Rs. 15,500.) 

6) From the following balances, prepare the Branch Current Account in the books 
of head office and Head Office Current Alc it1 the books of branch. 

(Answer: Goods in Transit Rs. 800; Cash in Transit Rs. 2,800.) 

7) A limited company with its head office in Delhi has a branch at Kota which 
obtainsgoods from the head office as well as from outside suppliers. The branch . 
keeps a separate set of books. On June 30, 1989 the trial balances of the head 
office and its branch were as follows: ' 

Head Office Branch - 
Dr. Cr . Dr. Cr . 
Rs. Rs. Rs. Ks. 

Share Capital - 30,000 - - 

Branch Accrmnlr - 



Bronc11 nnd Depjwtmentnl Accounts P & L Accounr halancc cln 1-7-HX 
Fixcd Asscts 
Opcning Stock 
Debtors and Creditors 
Cash 
Purchases and Salcs 
Sundry Expcnscs 
Goodsfrom H . 0 ,  to Branch 
Currcnt Accounts on 30.6-XY 

Thc differcnce between the balances of head office and the Branch Current 
Accounts is due to goods and cash being in transit at the close of the year. Fixed 

' 

assets are to be depreciated at 10 per cent. Stocks on June 30,1989 were : Head 
Office Rs. 10,O(H) and Branch Rs. 2,100. 

Prcpilre consolidated Balance Sheet of the company. Also show journal entries 
for thc adjusimcnts and the incorporation of Branch Trial Balance. 
(Answer: Balance Shcet Total Rs. 56,850.) 

Hints: Goods in Transit Rs. 500;  Cash in Transit Rs. 150; Branch Net Loss 
. 

Rs. 6(K): H.O. Nct Profit (cxcluding branch net loss) Rs. 11,400. 



UNIT 3 ' DEPARTMENTAL ACCOUNTS 

Structure 
3.0 Objectives 
3.1 Introduction 
3.2 Meaning and Purpose of Departmental Accounts 
3.3 Importance of Departmental Accounts 
3.4 Recording of Transactions 
3.5 Allocation of Expenses 
3.6 Inter-Departmental Transfers 
3.7 Let Us Sum Up 
3.8 Key Worils 
3.9 Answers to Check Your Progress 
3.10 Teiminal Questions/Exercises 

3.0 OBJECTIVES 

After studying this unit, you should be able to : 

r, describe the nature and purpose of accounting for departmental transactions, 
e outline the importance and advantages of deparhnental accounts, 
r, explain the process of recording departmental transactions and prepare 

departmental trading and profit & loss account, 
r, allocate the expenses between different departments by selecting some rational 

basis, 
o explatn the accounting treatment of inter-departmental transfers on the basis of 

cost price as well as transfer price, 
6 work out the amount of u~lrealised profit in respect of unsold/unused goods and 

explain its accounting treatment. 

3.1 INTRODUCTION 

You have learnt that a business unit may be operating through a network of branches 
like those of Bata which has branches all over the country or Snowhite which has 
branches all over the city of Delhi. You dso know that, in such a situation, each 
branch is treated as a separate profit cent.& and the profit or loss is worked out for 
each branch separately. Similwly, in many cases, the activities of the business unit 
my be divided into a number of divisions or departments that are usually located 
under the same roof and each dealing In different types of goods. For example, a 
Super Market or a Departmental Store may have separate sales counterslsections for 
ready-made garments, cosmetics, electrical appliances, medicines, gift items, etc. For 
purposes of meaningful supervision of the affairs of each section or department and the 
assessment of their individual performance it is advisable to maintain accounts in such 
a manner bat we can prepare a trading and profit & loss account for each section or 
departbent separately and work out its profit or loss. In Ulis unit, you will learn how 
are the departmental accounts maintained and how are the common expenses allocated 
to each section or department in order to arrive at its profit or loss separately. 

3*2 MEANING AND PURPOSE OF DEPARTMENTAL 
ACCOUNTS 

Departmental accounts refer to the maintenance of accounts of a business in a manner 
that makes it possible to,.ascertain the operational results of each activity, section or 
department by preparing sepmte trading and profit & loss account for each ane of 
them. In fact, departmental accounts are nothing more than as many trading and profit 
& loss accounts as there are the departments. 



Drnncl~ and Dcpnrtmentul Accounts As indicated in  ion 3.1, the main purpose of prepxing departmental accounts is to 
ascertain the financial performance of each section or departtnel~t. This is considered 
necessary 

1) to identify the departments which are inefficient and which need better attention; 
*ffereilt departments; 2) to control wastage or misuse of resources in d; 

3) to compare the performance of different departments, and also of their own with 
those of the previous years; 

4) to evaluate the contribution of the departmental employees, compensate them 
suitably by way of commission on departmental profit and motivate Ulem for still 
better results; 

5) to formulate suitable policies with regard to future business planning for 
expansion; and 

6 )  to consolidate all operations on more profitable lines which may involve closing 
down of unprofitable sections and improving tlle activities of departments which 
generate' satisfactory profits. 

Thus, in case of organisatiorls that are engaged in vcuious lines of business, the 
preparation of departmental accounts is almost a finatkcid necessity and a managerial 
responsibility. 

3.3 IMPORTANCE OF DEPARTMENTAL ACCOUNTS - 

The Profit and Loss Account for the organisation as a whole does not reveal 
effectively the true operational results of different departments within the organisation. 
In any manufacturing unit, while some departments may be mnnilig in profit, others 
may suffer a loss. The net resnlt, however, may still be a position of profit and this 
profit becomes an indicator of successful performance of the entire b~rsiness. But, in 
reality, the actual profit of the business could be highcr than the one shown by the 
books of account provided we were able to check the working of weaker departments. 

A system of departmental accounts, therefore, has the following adventages : 

1) It facilitates better contr~l of operations. 

2) It fixes responsibility of the departmental managers. 

3) It improves the overall efficiency of the business. 

4) It shows the profit or loss position of the business ill n more direct and specific 
manner. 

5) It helps formulation of policies suitable to further expansion. 

6)  I t  rewards.deparunental managers on the basis of their achievement and results. 

7) It offers an opportunity to compare departmental results, 

3.4 WCORDING OF TRANSACTIONS 

You have learnt that departmental accounts aim at preparing Trading and Profit & 
Loss Account of every department separately. This needs specific data in respect of 
sale, purchase and stock for each department. For this purpose, the subsidiary books 
like Purchases Book, Sales Book, Purchase Returns Book, Sales Rctunls Book, Cash, 
Book etc., should provide separate columns for each section/dcp~rncnt of the business 
and then for them to be accumulated under separate heads in the ledger. For example, 
if a business has three departments X, Y and Z, the Purchases Book, Sales Book, etc., 
should have separate 'calumns for X. Y and Z departments. 

A &chen of Purchases Book in a columnar Lorn showing scpxate details for each 
department is given in Figure 3.1. 



Figure 3.1 

PURCHASES BOOK 

Date Particulars L.E Total Dcpt. X . Dept. Y Ilept. Z 
Rs. Rs. Rs. Ws. 

- 
The sane fonnat could be used for other subsitlinry books too. The (:lash Book lnny 
also have separate colulnns to recortl cnsh silles ant1 cash purchases for' ench 
dep~trnent in their respective columns. Alter~intively, n sepurrrte sat of hooks ~iiuy be 
lrlni~itai~ied for dif'ferent departnlents. 

. ' *  
Check Your Progress A 

1) Ilepartmentnl accounts assist the business in : 
a) reducing trading losses 
b) improving business prolits 

c) increasing emoluments of elnployces 

(1) minimising cost. of protluclion 

e) filcing market compclilion 

f) estimating the possible future t.rends in lurnovcr 

g) knowing the profit or loss ol' clilYerent brnnches 
h) planning for protluct diversificntion 

i) designing new lines of output 

SLlte which of the above phrnses is FALSE. 

2) Mdahima Trading runs three sales counte~s : 

ii) Ready-mncle (ismnents, and 
iii) Mngazines 

The Ne! E'rofit.ol' ~hr, busi~icss for the yew ending 31st M,2l'ch, 1998 is Its, 
5,80,000. The nlnoulit of cnpilnl iuvested in the business is Rs. 50,00,000, 

a) 110 you consi(1er the financial results of the business so as to provide 
satisfactory finalicinl results. ; - 

b) Can you suggest nliy modification in the accounting system foilowed by UIQ 
business so ns to provide sntisfnctory tinancial results. 

3.5 ALLOCATION OF EXPENSES - 
Whether we ~nnintnin separate books 01 account ibr clifferent depwt~~ents or provide 
additional colurnns in subsidiary books, the I ?in proble~n in nscertnining the profit or 
108s for ench depar~nent relates to the allocat "t on of business expenses to vwious 
departments. There we some expenses which we specificnlly incurred for a particular 

1. 



Branch rind Depnrbnental Accounts department such as shxy  payable to departmental staff or electricity charges if 
separate meters have been installed for each department. These can be directly 

' 

attributed to the departments concerned and present no problem. Similarly, we do not 
face much problem in ascertaining the amounts relating to opening stock, purchases, 
expenses incurred on purchases, purchase returns, sales, sales returns, and closing stock 
for each department as the subsidiary boolcs could provide the necessary details. The 
real problem, however, relates to the apportionment of business expenses that are 
incurred for the business as a whole e.g., advertisement expenses, salary of managers, 
labour welfare expenses that are incurred for the business as a whole e.g., 
advertisement expenses, salary of managers, Iabour welfare expenses, indirect wages, 
depreciation, etc. These are called cotnmon (combined) expenses and have to be 
apportioned among various departments on some rational basis. Now the question 
arises as to what exactly is the rational basis for apportioning such expenses. 

Based on the nature of each expense and what obtains in practice, it could be any one 
of the following bases. 

a) Amount of wages incurred by each department; 

b) Number of workers in each department; o 

c) Floor area occupied by each deparunent; 

d) Production hours of each department; 

e) Sales made by each department; 

f) Capital value of assets held by each department; and 

Technical estimate. 

Let us take a few common expenses and note the possible bases of their allocation as 
follows : 

Expenditure Basis Applied for Ailocntioll 

1 Selling Commission Sales 

2 Bad Debts Sales 

3 Carriage Outwards 

4 Rent and Rates 

5 Building Insurance 

6 Building Repairs 

7 Lighting 

8 Depreciation 

9 Power 

Sales 

Floor area covered 

Floor area covered 

Floor area covered 

Number of lighting points or 
Floor ,area covered 

Value of assets or wages 

Horse Power of Machinery Installed 

10 Insurance Average Stock, Value of  Asset 

1 1  Workmen's Compensation Wages 

12 Labour Welfare Expenses Number of Employees 

13 Advertising sales or Space Allocated to each Department 
- -- 

There are however some expenses that cannot be allocated or appo&ned to different 
departments on any suitable basis such as audit fees, director's fees, interest on loan, 
etc. These need not be taken into account for ascertaining the profit or ' los~ of 
different departments but may be charged to combined General Profit & Loss Account. 

Thus, for purposes of departmental accounts, three broad principles of allocating the 
expenses emerge. These are as follows : 

1) Expenses which are directly attributable to a particular department should be 
I 

charged to that department. 

2) Expenses which are common should be apportioned among different departmefits 
46 on, some suitable basis. 

I 



3) Expenses which are difficult to apportion iunong dil'l'erent rlcparlments on some 
suitable basis may be chiugcd to General Profit & Loss Accou~lt of the business. 

~ o o k  at Illusvations 1 and 2 and see how clifferent expenses have been allocated to 
(lilfercnt clepartments while preparing the I)epilr~~nenlal Trntling iulcl E'rolit XL LOSS 

Account. 

Saini Brolhe~s we lending papcr merchants and booksellers. Their wholesale business 
is in paper and their retail showroo~n conducts business in stationery, books and 
mqazines. The following balances are extracted from their 11ooks as at the end of 
heir tinanci:ll year, ,31st March 1998 : 

Rs. 

Capital 

$lock : (1-4-1997) 

I'n per 2,00,000 
Stationery 50,000 
Books 1,00,000 
Magazines 25,000 

Purchases 

t'aper 
Stationery 
Books 
Magaziucs 

Sales : 

Paper 
Stationcry 
liooks 
Magazines 

Ken1 
Lighting 
Showroom maintenance 
Showroom fittings 
Suntlry 1)cbtors (for paper) , 
Sundry (:reclitors 
Salaries : 

Showroom staff 
Wholesale busincss staff 
Showroo~n cashier 

Ge~leral Office Salaries 
(:;enera1 Clflice Expenses 
Cash and Bank Balances 

You are requestctl by the tirm lo prepare their I~epw~nental  Trading ;und ['refit ant1 
Loss Account for the financinl year under reference with Lhe help of rhe I'ollowing 
ndditional inhnnation : 

1) Closing stock at Ihc end of Ihe ye:u in the various tlepr~rllnents were : 

F'aper : Rs. 1,80,000 Statio~lcry : Rs. 40,000 

Books : Rs. 1,20,000 Magazines : Rs. 30,000 

2) Rent and lighti~ig :we for premises taken on lense, Genert~l oftice accorn~nodatiori 
is negligible. Wholesale (Icpwlment uses 1,500 sq. feet. The balance of 1,500 srl. 
feet is occupied by the Show-room with equal clivision among stalioncry, books 
and magazines. 

3) Show-room fittings are to t  be tle111,eciatetl 11y 10'h 13.a. 



Solution 

I)el~art~rlentnl Trodil~g ar~c l  I'rofit SI Loss Accot~~~t for the ycrlr ending 31-3-1998. 

30.000 

Show-room 
Mnillrcnnnce 

Ciel~. fJlfice 
Solmries 
Gcn. office 

Uel~recintioa 

Opening 
~ I D c ~  1.011$00 

I I I I I I I I I 
Pnper 

Pyrclinses 
Gross 

Profit cN 

Gross Profit bld 

hlr~gr\zinr 
I& 

Stntloncry ~I~~IIZ~IICS 

50,0110 
3,(10,000 

5O.WO 

X,00,000 

1.80,000 

Notes : 1) Show-room rn:iin~ennocc find deprec/ntiol~ or sliowroon~ Cittit~gs lieve bee11 ktlunlly cliviiled aliiollp thc three 
rctnil depnrlmcat~. 

Uooks Ui101is Pi~pcr 

2) Snlnries of  show-roo~n atnfr nnd show-ronm cnshier hnvc been divided nlliollg the tllree retail depnrlmea~h. UII 1h6 
bnfiis or fisles. 

S~B~~IIIICI'~ 

1,00,000 
3,50,01111 

3) Ciel~ernl olfica un1qrje.s nnd Cienernl Office Expense llave been apportioned nlnong nll tlie Four depnrtments OII 

the bnsls OI sales. 

The Trading ancl Profit & Loss Aceounl of ('hzulclni Electricals for six months e~idcd ,' 
31st March, 1998 is :is Collaw's : I 

90.000 1.2.5.000 

25,000 
3,00,000 

TV Sets (A) 
Radio Sets ( R )  
Spnre Parts (C) 

Salcfi 
C!lo$ing Stock 

Salmies &c Wngcs 
Kent 
Suntlry Expenses 
Net Profit 

Its. 

TI:, f'urchases : 

lIJ,00,(100 
1,80,000 

Ns. 

TV Sets (A) 
Rncliu Sets ( S )  
Servicing ((3) 

On the basis of the followiog additional infonnatiou, prepwe I)ep~uun~l!lal Accounts 
for  each of the three depnrhne~lls A, B nncl C: \ 

3,bll.OUII 
4 1 1 1  

By Sales : 

15,00,000 
10,00,000 
2,50,000 , 

4,80,000 
1,OR,000 
1,10,000 
1,45,000 

1) TV Sats and Radio Sets are sold at the Showroom. 

2) Servicing nnd Rcp:drs itre ciurietl out ilt Lhe Worksl~op, 

J 
1 2 u i l ' ~  

Ry Closing Stuck : 
TV Sets (A) 
liaclio Sets (D) 
Spare Parts ((?) 

3) Salaries and Wages comprise : , . 
Showroom % 
Workshop '/s a 

4,2U,iIUO . 
3(.l,UI10 

6,O 1,000 
2,03,00C) i 
4,46,000 

4) It was decided lo nllocate the Show-rc)om Salaries and Wages in the ratio of 1:2 , 
between the depnrlmenls A and H, 

5) The Workshop Rent is.Rs, 5,000 per lnonth. The Showroo~n Rent is to I>e tlivitled 
eclunlly between clephrt~nents A nncl R ,  

6 )  Sundry 'Expenses are to be nllocated on the basis of tulxover of each deparunent. 

. -- ... 



/ 
,. Solution 

- --., 
Depnrtrnentnl Trading and Profit and 'Lossa Account 

for six months ending 31st March, 1998 

~ r .  a 

A B C A B C 

Rs. Rs. Rs, Rs. Rs. Rs. 

To Purchases 14,07,000 9,06,000 6,44,000. By Sales I 15,00,000 I lO,OO,WO I 2,50.000 I I I I  
To Snlnries & Wages 1,20,000 2,40,000 1,20,000 By Closing Stock 6,01,000 2,03,000 4,46,000 

To Rent 1 39.000 39,000 1 30.000 I By Net Loss 1 - 1 22,000 1,OR.OOO 

'Ib su;dry Expenses 1 60,0001 40.000 I 10.000 I I I I 
To Net Profit 4,75,000 - - 

I I 
Rs. 21,01,000 12,25,000 8,04,000 

3.6 INTER-DEPARTMENTAL TRANSFERS 

'Sometimes the departments within k organisation operate as a chain of activities. As a 
result, the product of one department may be used as a raw material in another 
department. For example, a firm may have two departments, cloth and ready-made 
garments. The garments are made out of the cloth supplied by cloth department. Such 
supply of cloth is called inter-departmental transfer. The accounting entry in such cases 
involves debiting the department which receives goods or services, and crediting the 
department which supplies them. 

The inter-departmental transfer of goods or services may be done either (a) at Cost 
Price, or (b) at Selling Price. 

When goods or services are supplied from one department to another at cost price, the 
corresponding entries to record the transfer will be made at cost price. This does not 
involve any adjustment at any stage. However, when goods or services are supplied to 
another department at selling price, the transfer has to be recorded at a selling price 
called transfer price. This obviously includes cost as well as profit, In such a situation, 
if the department to whom goods or services are transferred at selling price has an 
unsold on unused stock at the end of the accounting period, this involves an element 
of unrealised profit. This needs an adjustment which will be ma& by creating a stock 
reserve with the help of the following journal entry : 

General Profit & Loss A/c Dr. 
, To Stock Reserve 

It may be noted that the unredised profit is equal to the mount of difference between 
the selling price and the cost price of the unsold/unused stock. 

Check Your Progress B 

1) State whether each of the following statements is TRUE or FALSE : . 
i) Non-departmental expenses are charged to the General Profit and Loss 

Account. 

ii) Repairs to Machinery are allocated, to different departments on the b&is of the 
number of machines in each department. 

; iii) The cost of electric power should be apportioned over different departments 
according to horse power installed multiplied by machine hours. 

iv) The amount of Stock Reserve on goods transferred from Department X to 
Department Y on a price 25% above cost means that the value of closing 
stock will be reduced by 20% 

Dspnrtinentnl Afcouhtn 



~ r a ~ n c h  and ~ e ~ a r h n e n t n i  Accounts 2) Put a tick mark (4) against the correct answer : 

i) When the rate of Gross Profit of three Depamnents A, B and C is the same,, 
the cost price of these departments will be in the ratio of their respective : 
a) Sales Value 
b) Stock Value 

ii) Allocation of premium paid on insurance of a building among the departments 
should be based on : 
a) Annual Sales 
b) Floor Area Occupied 

iii) Depreciation on Plant and Machinery should be divided over the different 
departments : 

a) Equally 

b) On the basis of Production Capacity of each department 

c) On the basis of value of machines in each deparment. 

iv) Debts which cannot be realised, should be written off from : 

a) the General Profit md Loss Account 

b) a charge to the different departments on the basis of their sales 

v) Management expenses should be charged to : 
a) Departmental Drofit and Loss Account equally 

b) General Profit and Loss Accou'nt 

vi) Stock Reserve for unrealised profit on inter-department. transfer should be 
charged to : 

a) General Profit and Loss Account 

b) Departmental Profit and Loss Account equally 

Look at Illustrations 3 to 6 and see how Ihter-departmental transfer is show in 
Departmental Trading and Profit & Lost? Account, anU how unrealised profit on unsold 
unused stock with transferee department is halt with hitransfer is made at the selling 
price. It needs to be noted that an adjbstmeqt for umea,lised profit will also be 
necessary for the opening stock of the transferred goods, if any. 

Illustration 3 

From the following Trial Balance of Chema and Smriti, prepan: Departmental Trading 
and Profit and Loss Account for the year ending 31st March, 1998 and the Balance 
Sheet as at rhat date : 

\ 

Rupees in '000 

Stock (1st April, 1997) 

Department X 
Department Y 

Purchases 

Department X 7,180 
Department Y 6,040 , 

Sates 

Department X 13,160 
Department Y 10,250 

Wages 

Department X 
Department Y 540 



Rent, Rates & l':ixes 
Su~idry Expenses 
Salaries 
Lighting & Hcating 
Discou~it Allowed 

. Discount Received 
Advertjsirig 
C:rriage Ir\w:u'tIs 
Furniture & Fittings 
Machinery 
Sundry Debtors 
Sundry Creditors 
Cnpi tal 
Drawings 
Cash nt Hank 

The following additional information is available : 

1) .Inter-transfer of goods froin X to Y l)cl>:u~tment Ks. 84,000. 

2) Kenl, R:ltcs and Taxes, Sulirlry Expenses, Lighting ancl Heating, Snlwies a~itl 
(Imiage :ire to bc apportioned 213 to X 1)cpiutnncnt and 113 10 Y Department. 

1 

3) Advertising is to be apportioned equally. 
! 4) Iliscount allowed and received are to be apportioned on the basis of I)epartmenlal 
! Sales ri1ic1 ~ U ~ C ~ B S B S  (excluding t~~anst'ers). 

5) Dcprec.intion at 10% per annum on Furniture and Fillings and on Machilicry is to 
, be charged 314 to X and 114 to If, 

6) Services rcntlered by Y 1)cp:uLment to X Depxlinent are iticluded in its wages 
ah. i.oo,ooo. 

rjr) Stock on 31st March, 1998 in X Dep:wunent was worth Its. 33,48,OOO and in Y 
1)epiu-unent Rs. 24,111,000. 

Solutio!l 

Depnrt~~~ell t l~l  l'rrbdi~~g 011d Profit bFr Loss Accoul~t 
for the ycur cl~tli~ig 31st Mtlrclt, 1998 

(Rupees '000) 
Dr.  C:r. 

To Opeoing Str~ck 
To I'urchnses 
To Wages 
Ib T~~imsli?r of (3oods 
?b Cm.14ingc 1nwlu.cls 
li, Ciross Profit cltl 

By S;llcs 
By 'Transfer of C~oods 
Dy Closing Stock 

To Snl:~ry 
Tn Rent, Rates & Taxes 
To Sundry Expetlses 
TO Lighting 6: 1-1e:lting 
To Aclvertising 
TO Del~recintion : 

On Machinery 
On Fumiturc . 

To Discuuut Allnwecl 
TO Net Profit 

13 y Ciross F'lufit bltl , 3,060 3,040 
By [)iscount 

I<eccivecl 7 0 60 
By Net Loss 25 2 - 



Branch and Dagnrtmentel Accounts Bi?+uNCE SHEET 
ks on 31st March, 1998 

(Rupees '000) 

Departtnent A transferred to Department B 4,000 units of material X at Rs. 10 per 
unit, The actual cost of materials of Department A is Rs. 8 per unit: 

Find out the Stock Reserve on 1,000 units of material X which could not be 
consumed by Department B during the year. 

Solution 

X 
Rs. 

4,200 
420 

600 
60 

Liabilities 

Machinery 
Less: Dep. 

Furniture & Fittings 
Less:Dep. 

Stock-in-Trade 
Sundry Debtors 
Cash at Bank . 

Percentage of profit charged by Department A on supplies made to Department 3 = 

Y 
Rs. 

3,780 

540 
5,758 
1,212 
2,O 14 

13,304 

Y 
Rs. 

9,584 
3,720 

13,304 

Assets 

... 
Capital 
Add: Profit 

Less : Drawings 
Sundry Creditors 

Difference between Selling Rlce and Cost Wce 
lM) 

Selling Price 

X 
Rs. 

9,532 
952 

10,484 
900 

Value of Stock Reserve or Umdised Profit on Unconsumed Materials 

= Rs. 2,000 

lllustratlon S 

The following figures relate to the business of Pushpa Associates for the year ended 
31st becember, 1997 : 

Department 
X Y 

4 

Rs. Rs. 

Stock (lat Jmutuy, 1997) 
Purchases horn outside 
Wages 
Transfer of Goods £ram Dept. X 

Stock at Cost (31st December, 1997) 
Sales 

Y's entire stock represents goods from Department X which transfers them at 25% 
above the cost, Administrative and Selling Expenses mount to Rs. 30,000 which are 
to be allocated between Departments X and Y in the ratio of 4:l respectively. 

l'repnr2 Departmental 'Ikading and &fit and Loss Account and a Combined Income 
Account of the business for the year ended 31st December, 1997. 



Solution Drpn~t~l le l~lnl  Avutbul~ir 
4 

Depnrtll~errtal Tradil~g nr~d Proflt k Loss A c c o u ~ ~ t  
for the year erldlr~g Dcce~i~ber 31st 1997 i 

I 

Dr C'r , 

X 
Ks. 

1,00,000 

4,00,000 

60,000 

5,60,000 

60,000 

60,000 

TO Opening Stock 
To R~rchnses 

To Wnges 
TO Goods from X 
To Gross Profit c/d 

To Adm. & Selling 
Expenses 

* To Net Profit 

Rs. 

Y 
Rs. 

1,42,000 

20,000 

1,62,000 

20,000 

20,000 

Y 
Rs. 

- 
40,000 

2,000 

1,00,000 

20,000 

l,G2,000 

6,000 

14,000 

20,000 

X 
Rs. 

80,000 

4,00,000 

20,000 

- 
60,000 

5,60,000 

24,000 

. 36,000 

60,000 

Geuernl Profit nod Loss Accol~tit 
for tlie ycar elidl~ig Ueceriibcr 31, 1997 

By Trn~lsfer of Goods to Y 
By Sales a 

By Closing Stock 

By Gross Rofit b/d 

Rs. 

To Stack Reserve 
(sec note) 

Ta Net Profit 
(to Capital A/c) 

Note :The stock Reserve relates to the unrenlised profit on unsold stock of Rs. 20,000 
with Department Y out of the goods supplied by X. The cunouut has been calculated 
as under : 

25 20,000 x - = Rs. 4,000 
125 I 

Illustratio~i 6 

A firm had t,wo depnrtments, cloth'nnd ready-made gmnents. The g h e n t s  were inade 
by the firm itself out of cloth suppliecl by the cloth depru'enent nt its selling price, 
From the follbwing figures prepare Depwtmenutl Tmding nnd Profit & Loss Account 
for the year 1997. 

.- 
Cloth Keatly-macle 

Department Cinr~nents 

Rs. Rs. 

Opening Stock on 1.1.1997 6,00,000 1,00,000 
I Purchases 40,00,000 30,000 

Sales 44,00,000 9,00,000 
Transfer to Ready-made Gmnents Depaunent 6,00,000 - 
Expenses - Manufacturing - 1,20,000 

- Selling 40,000 12,000 
Stock'on 31.12.1997 4,00,000 . 1,20,000 

The stocks in the ready-mnde gmnents departtrlent lnay be considered as consistingof 
75% cloth and 25% other expenses. The clolll depwunent euned gross profit at the 
rate of 15% in 1996. General expenses of the business as a whole cane to Rs, 
~,~o,ooo. 

I - 

I 53 

Y 

Rs. 

4,000 

46,000 

50,000 

By Net Profit as per 
Dept. Trnding mid P & L A/c 
X Dept. 
Y Dept. 

Rs. 

36,000 
14,000 

50,000 



Branch nod Departmental Arcounts Solution 
Z '  

- - -. '. Departmental Trading and Prr~fit & Loss Account 
\ for. the year ending December 31, 1997 

Note : Stock R e s e ~ e  has been calculated as follows : . 
- 

Rate of Gross Profit on Sales in Cloth Debt. 

To Opening Stock 
To Purchases 

To 'llanrfer from 
Cloth Dept. 

To Mfg. Exp. 
To Gross Profit cld 

Ta Se!ling Exp. 

~lernent of cloth in closing stock of G<uments 

75% of Rs. 1,20,000 = Rs. 90,000. 

Ready-made 
Garments 

Rs. 

9,00,000 

' 

1,2Q,MlO 

10,20,000 

16 KJnrealised Profit = - x 90,000 = Rs. 14,400 
100 

Totnl 

RJ. 

53,00,000 

6,00,000 

5,20,000 

64,20,000 

. . '  . UnreliEised Rofit in opening stock of Garments 

9,70,MO 
To Net Profit c/d 

Cloth 

R7. 

6,W,000 
40,00,000 

8,00,000 

54,M),OOO 

40,000 

l5 75 x 1,00,000 = Rs. '1 1,250 -x- 
100 100 

Ready-made 
Gments 

Rrr . 
1,00,000 

30,000 

6,OO,DOO 
1,20,OM) 
1,70,000 

10,20,000 

. 12,000 

Total Cloth 

3.7 LET US SUM UP 

When a number of departmental units comprise a single business operation, it is 
always useful to follow departmental accounting system so as to fin8 out the profit or 
loss of each department separately. This assists the process of effectiveness in control , 
and improvement in profitability. 

To Gen. h p .  
To Stock k ~ c ~ e  

(cl. stock) 
To Net Profit 

Rs. -- 
7,00,000 

40,30,000 

6,00,000 
1,20,OOO 
9,70,000 

64,20,000 

52,000 

In order to record.the transactions under departmental accounts, ?be major tasks are as 
follows : 

7,60,000 

a) to maintain subsidiary books in a columnar form; 
b) to prepare departmental' trading and profit & loss account fbr ascertaining the 

profit or loss for each department separately; 

1,58,000 9,18,000 

By Sales 
By Transfer to 

Ready -nude 
. GarnantsDept. 

By Closing Stock 

By Gross 

c) ' to effect allocation of various, expenses .of the business .*ong the different 
departments on some rational basi$; t , , - 

8,00,000 

44,00,000 

6,00,Q00 

4,00,000 

54,00,000 

d) to make appropriate adjustments for goods and services transferred from one , 
department to another; and 

1,70,Oo 

9,29,250 

9,70,000 

2,20,000 
14400 

6,94,850 

Profit bld 

e) to keep suitable provision for unrealised profit on departmental stock at the time ' 
54 of obtaining periodjcal results if the inter-departmental transfer has been done.at a I 

profit. I 

8.W.000 ( 1,70,000 

By Net Profit bld 
By Stokk Reserve 

(op. stock) 

8,00,MH] 1,70,000 

9,29,250 

- 
9,70.000 

9,18,000 
11,250 



~ ) ~ ~ a r ~ n e n ~ 1 1  accounts, thus, help in n more efficient managelnent of busirless through Depart~ncrtnl Accot~~ntn 
t sepwate dep;uttnentnl figures relating to its various xeas of operatio11 during an 
I 

I , accountillg period. 
I 

I 5 KEY WORDS 

~llocatloll s Apgor~ionlQe~~t Qf CqXw3es between different deparunents of the business 
on soine mtlunal I?asts, 

nal~sfer  l'rice : Tl~e price 1lt which inter-dep~tmental transCer is rec:orclccl which ,nay 
be Gle cost or tbe cost plus a maxiin of profit. 

Stock Reserv; : created ibr adjustment of unrenlised profit on stock. 

Inter-Departmentnl Transfers 1 (3ne4d~pwhnent of a business supplying its good8 or 
I services to another depwu-nent of thr: business, 

s Ui~renlised Profit : .Refit illcludad in t.ha vnlue of goods remaining unused or u~lsolc~ 
out of those supplied by another dep:utJne~~t at cost plus profit. 

I r 3.9 ANSWERS TO CHECK YOUR PROGRESS 

I 
B 1) (i) True (ii) Falsc (iii) True (iv) True 

I i 2) 0) a (ii) 11 (iii) c (iv) 1) (v) b (vi) a 

i 3.10 TERMINAL QXJESTlIONB/JEXERCISES I I -- 

1) What do you mean by Deptwunentiil Accounts 1 Why fire they cdj~eidererl ' 
liecessnry ? 

I 
2) What are tho ndvnntages of 1)epwunental Accounts I Explain briefly, 

3) ~nplain the bases of allocatioo of coininoll expenses nlnong vnrious dqwments. 

I 4) I-low we inter-clep&unen$l m~)sfeis of goad6 vgfited in 1)epwbnentnl Accounts ? 

5 )  What i s  umenUsed profit ? Show bow It is worked out 9nd accounted for. 
1 

I Exercises 

' 1) From the followil~g figures relating to MandCakini Traders which has three 
operating deparuneilts prepme Depart~nental Trading Account. 

Units 

I 
. . 

Per1 , Pap@ Rook 

Purchases 1000 2MI 2400 
1 20 I Stock (Opening) 80 

Sales 1020 1920 
152 

2496 

The totid cost of purchases was Rs, 1,00,000, ,The selling price for lhe three 
depaments were as follows : ' 

Pen @ Rs. 20 each 
Paper 8 Rs, 22.50 each 

Book @ Rs. 25 each 
L 

The purchase and sale prices are constant for the lasl two years. 



llrasch nnd kpGtmental Accounts Hint : Assuming all the units purchased were sold at tlleir respective 
departmental selling prices, the t o d  gross profit would work out to Rs. 

, 25,000. Based on this, the gross profit rate would be 20% and the cost 
per unit for Pen, Paper and Book Rs. 16, Rs. 18 and R. 20 respectively. 

(Answer : Gross Profit : Pen Rs. 4,080; Paper Rs. 8,640; and Book Rs. 12,480). 

2) Glamour Stores has three deplu-bnents - Plastic, Glass and Steel. From the 
following figures, prepare Departmental Trading arid Profit & Loss Account 
showing Gross Profit and Net Profit for the three departments for the quarter 
ended March 31, 1998 : 

Plastic Glass Stecl 
Rs. Rs. R5. 

Stock (1st January, 1998) 30,000 35,000 15,000 
Purchases (upto March, 1998) 35,000 37,500 23,500 
Sales (upto March, 1998) 60,000 50,000 30,000 
Direct Expenses (upto March, 98) 10,000 7,250 3,550 

It was difficult to take stock on March 31, 1998. The normal rates of Gross Profit 
for the three departments are 40%, 30% and 20% on turnover iGspectively. 
Indirect expenses are charged in proportion to departmental turnover. The total 
indirect expenses for the petiod were Rs. 7,000. 

(Answer : (Gross Profit - Plastic Rs. 24,000; Glass Rs. 15,000 and Steel 
Rs. 6,000. Net' Profit'- Plastic Rs. 21,000, Glass Rs. 12,500 and 

.. , G Steel Rs. 4,500) 

3) Prepare the Departmental Trading and Profit & LOSS Account of Kmalaya Stores 
on the basis of the following information : 

Department Departnlcnt Depnrtmcnt 
A . -  . It C 

Rs. Rs. Rs. 

Opening Stock 41,000 34,000 94,000 
Closing Stock 33,000 44,000 82,000 
Purchases 2,10,000 75,000 1,39,000 
Purchases Returns 14,000 6,000 2 , m  
Sales 4,00,000 1,54,000 3,62,000 
Sales Returns Nil 3,300 11,000 
Wages 73,000 30,OOF) 25,000 

Goods were transferred from one department to another at cost .price as under : 

(i) A to 0 Rs. 400 and A to C Rs. 7,000; (i) B to A Rs. 5,000 'and (iii) C to A -- 

Rs. 4,000 and C to B Rs. 6,000. 

Apportion equally Stationery Rs. 900; Postage Rs. 600, General Charges 
Rs. 39,000, Insurance Rs. 1,800 and Depreciation Rs. 6,000. 

The expenditure on rent and rates amounting to Rs. 45,000 is to be divided on the ' 
basis of space occupied i.e., A 4 B 2 and C 3. 

I 

Allocate the following expenditure as you think best and append notes, stilting the , 
basis selected for each of them; ~stablishment R. 63,000; Bad Debts Rs. 15,000; I 

Advertising Rs. 9,000 and Income-tai Rs. 12,000. 
, / 

(Answer : (Profit A R.s71,21,400; B Rs. 60,300; C Rs. 1,80,000. Neb wfit : 
1 

A Rs. 55,169; b Rs. 29,622; C Rs. 1,19,709. Establishmentl pad 
Debts and AdWtising Expenses have been apportioned iff. $mportio 
to net sales; ahd Income-tax bas..?xen allocated according .Q$ net 
profits i.e., A 58,406; B 31,360; @:';1,26,734). 
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4) Five Siiu' Dresses run two depwl~nents - I.'lolh I)ep:ut~ncnt :ultl Shirts 
1)ep;u-~neol. Shirts we made Ily the lirm out ol' clot11 supplied hy 1l1c Clot11 
I)epiu*t~nent at its usunl sellillg price. 

From the following tigures, prepilre l)ep:u.bnenl;~l Tr:ding :uld Prolil Jlr Loss 
~ccc)unt for Lhe year 1997 : 

Cloth I)epa~*tmeot Shirts I)rp;~rtolent 
Its. Its. 

Opening Stock 
Purchllses 
Sales 
Tr:u~sltr to Shirts I>epL. 
M:u~uC:~cluring Expe~ises 
Selling Expe~lses 
C:losing S~ock 

The slack ill the Shirts IZep;u~uneol may be consiclcrctl ils consisting o f  XO'? cloth 
ancl the resl as expenses. The Clloiti I)epi~tlne~it rni~tle :I (:iross L)rlil ol' 25% in 
1996. Cieneral Expe~ues of llic busioess as a whole aulie to Rs. 1,80,000. 

(Aoswer : Cloth 1)epxunenL Ciross Prolit Rs. 6,60,000; Net I'rclfit Its. 4,72,400. 
Shirts 1)ep:uhnent Ci1.o~~ I'roli t Rs. 1,20,000; Net Prolit Its. 80,OUO). 

5) From thc Sollowing figures relating to Kilvilo E~lterp~~iscs, prcpiuac Dcpi~~uenL;~l 
l'l'i~tling Accounl :IIICI Cieneral I'rolit i11d 1,oss Accouut lilla the yeiu cntlecl 31sl 
Miu'ch, 1908 luntl a H:~lnnce Shcel 3s on UI:IL d:~te i~l'ler iitlju~li~~g rlic u~~rci~lisetl 
depi~runenml prokits, if any : 

n~ -CI= 
Its. Its. 

Cnpi till 
L:unrl LYr. Buildings 
Fumi turc 

Sales : 
I ) e j ~ i ~ t ~ n e l ~  t A 20,OO,I1CIO 
Ileparhnc~lt B 32,00,000 

General Expetlses 
Sundry Debtors 
Sundry (::reclitors 
1)rawings 
Clash at Hank 

Ks. 5G,CJUIOU0 Ks. 56,UO,llOO 

Additional Intbrn~at iot~ 

1) Ctosing Stock : Deplwhnent A lis. 1,30,000 including goods li.oin I)epwlment 
H Iis. 40,000 at cost lo Depnr!ment A. 1)epiuLnent B Its. 2,6U,UOO inclucling 
goods from Ileparhnent A Rs. 90,000 nt  cost lo 1)epwbnent 1%. 

2) Sales oS 1)ep:uhnwt A il~clucle uaansl'er or goods LO Depxhnent TJ oC h e  valuc 
or Its. 2,00,000 and !;ales of T)cpwlment R include usnnsfer of goods Lo 



I 

Urnnch n~rd Drpnr t~~~er~ ta l  ACCOUII~S Depwtrr~ent A of the value of Rs. 3,00,1)00 both ;IL market price of transferor . 
clepxu-m~eals. These are already il~cluded in purchases of respective 
dep'ulmen ts. 

3) Opening Stocks of I)epnrhnetlt A and r>ep:utment H include goods of the 
value of Rs. 10,000 and Rs. 15,000 taken ti-om Deparu~lent I3 and Department 

I A respectively i ~ t  cost to unnsSero~- departments. 

4) Ilepreciate Land and Huildi~lgs by 5% and Furniture by 10% p~ ilnl~um. 

(Answel- : Gross Profit : A Rs. 11,00,000; B Rs. 19,20,000. Stock Rese~~vc ; 
A Its. 49,500; D 1Zs. 24,000. NeL E'rofit : Ks. 15,37,750, Hnlrulce 
Shect Total Ks. 16,57,750). 

5) From the following particulars of Nihnrika ~ssociates which hns three 
1)ep;ullneots A, B,and C ,  prepare 1)epiulJnental Ti.ding ;lnd Prolit Jlr Loss 
Account : 

Depurtme~~t  [ ) e c i l r t n ~ e ~ ~ t  L)epurt~~iet~t 
A 1% C: 
RS. RS. r t ~ .  

Opening S L O C ~  3,000 4,000 6,001) 
Collsulnption of Direct Materials 8,000 12,000 
Wages 5,000 10,000 
Closing Stock 4,000 14,000 8,000 
Sales 34,000 

Stocks of each depuunent :ue valued at cost to the depnrlments concernetl. Stocks 
of Dep:uhneut'A. are u-ansfemed to 13 at iI i n u ~ i n  of 50% above de11arlmental cosl. 
Stocks of 1)ep;uanent B ;we transferred to 1)ep:u.lment C 'at a margin of 10% 
above dep,vtliienl:~l cos~.  

OLtler expenses were : 

Salary 2,000 
1,000 Printing 

Re11 t 6,000 
Interest F'aitl 4,000 
Depreciation 3,000 

Allocale expenses in the ratio of deparl~nentnl gross platits. (')pening ligures for 
reserve of unrealised profils on depiuhnentnl stocks were : 

D e p u t t ~ ~ e n ~  I3 Rs. 1,000 
Ileparunmt C Its. 2,000 

(Answer : Net Loss : Depitrtrnent A Rs, 2,000, Department U Rs. 1,000 and 
Depxunent C Rs. 1,1100. Tom1 Net Loss d ter  acl jus~~~enls  for Stock 
Reserve Rs. 4,918). 

4 
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. Note :These questions will help you to untlersbnd the unit better. Try to write 
answel's for them. But do 1101 submit your answers to Lhe University for 
assessment. These are for your practice only. 

, 
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IJNIT 4 HIRE PURCHASE ACCOUNTS I 
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4.0 OBJECTIVES 

After studying this unit you should be able to : 

@ explain what a hire purchase agreement is, 

@ describe the legal position oT a hire purchase agreement, 

6 calculate interest and cash price in relat i~n to a hire purchase agreement, 

6 pass the basic accounting entries in the books of both purchaser and vendor. 

4.1 INTRODUCTION 

When the goods are sold the purchaser may either make the full payment at one time 
or may defer the payment. When the payment is deferred, the amount niay be paid 
in monthly, quarterly or yeaily instalrhents. When the price of an article is paid by 
instalments, the total amount paid is higher than the actual cash price of the article. 
The excess price is the charge for interest and the risk involved. This arrangement of 
making the payment in instalments is beneficial to both the seller and the bu);er. The 
seller is able to sell more goods and the buyer can buy expensive items with his 
limited resources. There are two systems of deferred payments, namely, (i) Hire 
Purchase System, and (ii) Instalment Payment System. In this unit we will learn in 
detail about the Hire Purchase System. 

4.2 NATURE OF HIRE PURCHASE AGREEMENT 

A hire purchase agreement is one under which the buyer takes delivery of goods, 
promising to pay the price in'certain number of instalments and until full payment is 
made, to treat the payment as hire charges for using the said goods. In fact, a hire 
purchase agreement stipulates that (i) the delivery of goods will be given by the owner 
of goods to the hire purchaser, (ii) payment will be made in instalments, (iii) each 
instalment will be4reated as hire charge so that if default in respect of payment of 
even the last instalment is made, the seller will be entitled to take away the goods 
without compensating, the hire purchaser in any form, and (iv) if all instalments are 
paid and the other conditions are fulfilled, the ownership of the goods will pass to 
the buyer. . 

Therefore in caseof hire purchase, the seller i.e., the hire vendor gives only the 
possession: of the goods and retains the ownership with him until the last instalment 
is paid. In other words, the hire purchascl. is c~oly the user of.the goods and not the 

5 ,  



Hire Purchase Accounts, owner. In case he.fails to pay any of the instalments the vendor will take his goods 
back. Apart from that the vendor will not pay back the amount received .from the 
purchaser. Such an amount will be treated as hire charge for the goods. Therefore 
till the last instalment is paid the hire purchaser h'as got an option, whether to 
purchase that particular article or not. 

4.3.2 Characteristics of Hire purchase Agreement 
Following are the characteristics of the hire purchase agreement. 

i) 11 must be in  writing and must'he signed by all the parties thereto (Section 3). 

ii) According to'section 4 of Hire Purchases Act, 1972', the agreement must state 
a) the hire purchase price of the goods to which the agreement relates; 
b) the,cash price of the goods, that is to say, the price at which the goods may 

be purchased b'y the hirer for cash; . , 

c) the date on which the agreement shall be deemed to have commenced; 
.d) the number'of instalments by which the hire purchase price is to be paid, the 

amount of each of those instalments and the date (the mode of determining 
the date upon which it is payable) and the person to whom and the p lace~hese  
it is payable;' and 

e) the goods to which the agreement relates, in a manner sufficient to identify 
them. 

. 
As mentioned earlier, the p&ment madkby the'hire purchaser under this system is 
always more than what he pay if he decldedto go in for cash purchase. The reason is 
that, apart from the cash price, the hire purchase , -- - price includes 

i) interest for payment being made over a period of time, 
ii) the payment fol the risk taken by the seller, 
iii) expenditure on the registration, insurance and delivery of goods, etc. 

4.3 LEGAL POSITION 

' 4.3.1 Dennition 
According to Section 2(c) of the Hire Purchase Act, 1972 the hire purchase agreement 
is an agreement under which the goods are let on hire and the hirer has an option to 
purchase them in accordance with the terms of the agreement and includes an 
agreement under which 

i) possession ~f goods is delivered by the owner thereof to a person on condition 
that such person pays the agreed amount in periodical i,%!(ialments, 

ii) the property in the goods is to pass to such person on the payment of the last of 
such instalments,' and 

iii) such person has a right to terminate the agreement at any time before the 
property so passes. 

Apart from the above mentioned conditions, a.full description of the amount to be - 
paid in,cash or by cheque, if any, should be given in the agreement. 

4.3.3 Rights of Hirers 
As per the Hire Purchase Agreement the hirer has got the right to return the goods. 
to the vendor. Apart from this, the Hire Purchase Act gives the following rights to 
the hirer. 

1) The owner (or the vendor) cannot terminate the hire,purchase agreement for 
default in payment of hire or due to an unauthorised act or breach of expressed 
conditions unless a notice in this regard in writing is given to the hirer. The notice 
period is (i) one week where the hire is payable at weekly or less than that, 
interval, and (ii) two weeks in other cases. 

2) In the followihg cases, the right to repossess the goods will not exist unless it is 
sanctioned by the court. 
i )  Where thc hire-purchases price is less than Rs. 15,000 and one half of the hire 

'purchase price has been paid. 
6 ii) Where the hire purchase price is'higher, three-quarters of the hire purchases 
, -6 price has been paid. However, the right of repossession will lapse in case of 

, . 



motor vehicks where the hire purchase price is less than Rs. 5,000 and Hire Purchw ~ccounis 

one-half of the amount has been paid. In other cases (where H.P. price is 
Rs. 5,000 or more), it happens if three-quarters of the hire purchase price has , 

been paid. The Central Government has thejpower of raising the limit to 
nine-tenths where the hire purchase price is Rs. 15,000 or more. 

3) The hirer has the right of receiving from the owner, on payment of Re. 1 for 
expenses, a statement showing the amount paid by or on behalf of the hirer, the 
amount which has become due under the agreement which remains unpaid 
tqgether with the dates concerned and the amount which has not yet become 
payable under the agreem.ent and the dates and the modes concerned. 

6)  If the amount paid by the hirer till the date of the repossession of the goods and 
the value of the goods on the date of the repossession taken together exceeds the 
hire purchase price, the excess is payable to the hirer. For ascertaining the value 
of the goods, the ownel or the vendor has the right of deducting reasonable 
expenses for repossessing the goods, for storing the goods or repairing them, for 
selling them, and for payment of &rears of taxes. - 

Check Ybur Progress A 
1) Fill in the blanks 

i) ' A contract for sale of goods may be either a sale or an ................... to sell. 

............ ....... ii) A hire purchase sale is an agreement to ' 

iii) . The ownership of goods, under a hire purchase"agreement is to 
.. ;.. .............. upon fulfilment of certain ... .: ............... 

iv) Under a hire purchase agreement payments are made in ... .., ........... :. 
................... v) Each instalment payment is treated as 

vi) If the purchasir fails to pay even the last inslalrnent, the seller will be 
entitled to .................. the bods.,  

'vii) From the legal point of view aihire purchase agreemint should be made in 
................... 

viii) A hirer has the right to .................. the agreement before payment ofthe 
last instalment by paying the seller tlie agreed amount. 

. .  ix) A ,hirer ~nay assigr~ his . ;. ............... ,' ................ .;, and irlterest under a 
hire purchase agncensesrt. 

2) State whether the following statements zrc 'l '~ .PV ,ln. False. 

i) A hire purchase agreement is an 'out~ight* sale transaction. 

ii) If the hirer fails to pay the last instalment, the amounts paid earlier are . 
considered as hire charges. 

iii) A hire purchase agreement is an 'executed contract' and an instalment sale 
is an 'executory contract'. 

iv) 1f.the hi;-er opts for full payments before the due dates, a rebate should be 
available to him. 

v) A seller cannot repossess the goods if the purchaser fails to pay the last 
instalment only.' 

vi) The Hire Purchase Act, 1972 is in operation now. 

AS mentioned earlier, when the &ods are sold on hire purchase, the price so charged 
. by the vendor is always higher than the cash price. The excess price Let, the 
difference between the hire purchase prick and the cash price, includes the interest 
charges and th t  compensation for risk. However.for accounting purposes the 
difference,bytween the two prices is treated as the payment for interest. Thus, the 
hire purchase price includes : 

i) the cash price, which is a capital expenditure for purchase,of an asset, and 
ii) the intbrest, which i s m  item of revenuC nature. Since the cash price is of capital 

nature and the interestpayment is of revenue nature, both will be treatad in a -. -. 



Hire Purchnse Accounts different manner in the books of account. It is, therefore, necessary*to separate 
the hire purchase price into cash price and interest. However, it may be noted 
that .the Cash Down Payment made immediately after signing the agreement will 
not include the element of interest. Another point t o  be kept in mind is that the 
interest element in each instalment is not same. It keeps on reducing with every 
instalment. This is so because the interest is charged on the balance of the 
principal amount due and not on the full amount. For proper allocation therefore 
we must know the cash price, the hire purchase price and the amount of interest. . -- 

4.4.1 Ascertainment of Interest 
While calculating interest we may .be faced with the following two siluations. 
a) When rate of interest, total cash price and instalrnents are  given 

b) When total cash price and instalments are given but the rate of interest is not 
given . 

In both the above mentioned cases, the interest has to be calculated. Let us now take 
them one by one. , 

a) When Rate of Interest, Total Cash Price and Instalments are given. 

In this situation, before calculating the element of interest included in each 
instalment, it will be helpful t o  ascertain the total amount of interest involved. This 
will be  ascertained by subtracting the Total Cash Price from the hire purchase price. 
Then the following steps should be followed for calculating the amount of interest on ' 

each instalment.. 

I) Calculate the outstanding cash price at the time of fii-st instalment by subtracting 
down payment from the total cash price. 

ii) Calculate interest on the-first instalment. This is to be calculated on the 
outstanding cash price at the time of first instalment by applying the given rate 
of interest, In  this connection, you should keep in view the mode of instalment 
I.e., whether the instalrnent is'annual, half-yearly or quarterly. IJsualSy, in case 
of purchases for heavy equipment the instalment is annual, 

iii) Calculate the amount of cash price included in the first instalment by subtracting 
the amount of interest a s  calculated in step (ii) from the amount of the first 
instalment. 

iv) Calculate the outstanding cash price at the time of second instalment by 
subtracting the amount of cash price of the first instalment from the outstanding 
cash price a t  the time of first instalment i.e., (i) - (iii). 

v) Calculate, interest on the second instalment by applying the rate of interest to 
the outstanding cash price a t  the time of second instalment. 

The amouht of the subsequent instalments can. be worked out in the same manner ' 

i.e., by first calculating the outstanding cash price at the time of the instalment due 
and then applying the rate of interest to this amount. However, tHe amount of interest 
on the last instalment is worked out differently. This can be done by simply 
subtracting the outstanding cash price at the time of last instalment from the amount 
of the last instalment, Alternatively, you can work it out by subtracting the sum of 
interests of all prebious instalments from the total amount of interest included in the 
hire purchase price. The amount of interest so calculated can also be verified by 
applying the rate of interest to the outstanding cash price at the time of last 
instalrnent. Of course, there may be a small difference due to the fact that the hire 
purchase price is not fixed by inclusion of the exact amount of interest. It is usually 
fixed as a round figye. If however the difference happens to be a large amount, you 
should check all calculations of interest and outstanding bash price a t  the time of each 
instalment. 

Illustration 1 will help you to calculate the interest with the help of the above 
mentioned procedure. 

Illustration 1 I 

' A Ltd. purchased a machine on hire purchase from Z Ltd, on January 1,1989, paying 
Rs. 8,000 immediately and agreeing to pay three annual instalments of Rs. 8,000 each  
on December 31, every year. The cash price of the machine is Rs.  29,800 and the  . 
vendors charge interest @ 5% per annum. Calculate the amount of interest paid by - 

8 the buyer to the seller every year. , 
, 
I 



Hire Purchase Acco~lnts I 
Solution : 
The total interest is = Hire Purchase Price - Cash Price 
Hire purchase Price = Cash Down Payment + Instalments 

= 8,000 -t- 3(8,000) 
= 8,000 + 24,000 
= Rs. 32,000 

Cash Price = Rs. 29,800 
SoTotal Interest = 32,000 - 29,800 = Rs. 2,200. 

Now, we can calculate the interest on each instalment as follows. 

i) Outstanding Cash Price at the time of first instalment 
Total Cash Price - Down Payment 
= 29,800 - 8,000 
= Rs. 21,800 

ii) Interest on first instalment 

Rate of Interest Outstanding Cash Price x 
100 

I = Rs. 1,090 

iii) Cash Price of first instalment 
Instalment - Interest on first instalmenl 
= 8,000 - 1,090 
= Rs. 6,910 

iv) Outstanding Cash Price at the time of second instaln~ent 

Outstanding Cash Price a t  - Cash Price of the first Instalment 
the time of 1st instalnlent 
= 21,800 - 6,910 - Rs. 14,890 

I i v) Interest on second instalment 

14,890 x 5 = Rs. 745 
100 

;li) Cash Price of second instaln~ent 
= 8,000 - 745 = Rs. 7,255 

vii) Outstanding Cash ~r ' i te  at the time 
= 14,890 - 7,255 = Rs. 7,635 

viii) Interest on the last instalment 
= InStalment - Outstanding Cash Price at the time oC last instalmenl 
= Rs. 8,000 - 7,635 
= Rs. 365 

I Alternatively, Total Interest - Sum of Interest of all previous years 

I = 2,200 - (1,090 + 745) 
= 2,200 - 1,835 
= Rs., 365 

Verification 

Outstanding Cash Price at the time of last inst. X lnstalment . 
100 

1 = Rs. 382 

As indicated earlikr, the amount calculated :~bove is not the same as calculated i n  
stepS(viii). But thk difference is small i.e., Rs. 17 (382 - 365). 

i For Steps from (i) to (viii) following tahle would bc helpful, . . 9 ,  



t 1 1 l r  I ' \~~ 'c i i i~se Accounts 

You should calculate interest and cash price with the help of the above table. It makes 
your task easier. 

Total Cash Price 

Less Down Payment 

Amount outstanding at  the time of 
1st instalment 

Amount outstanding at the time of 
2nd instalmEnt 

Amount outstanqing at the time of 
3rd (last) instalment 

b) When Total Cash Price and Instalments are given, but rate of interest is not given : 

When the total cash price, down payment and the amount of each instalment is given, 
put the rate of interest is not given, the interest will be calculatsd by procedure 
mentioned below. 

(1) 
Total 

Cash Price 

29,800 

-8,000 
- 
21,800 

-6,910 
- 
14,890 

-7,255 - 
7,635 

-7.635 - 

f) Calculate the total interest by subtracting the total cash price from the total hire 
purchase price. 

ii) Calculate the amounts of hire purchase outstanding at the beginning of each year 
after subtracting the down payment. 

(2) 
lnstulments 

Paid . 

8,000 

8,000 

8,000 

8,000 

iii) Find out the ratio of outstanding amounts calculated in step (ii). If the amount 
of each instalment is equal, the ascertainment of ratio is simple. For example, if 
there a re  four instalments of equal amounts the ratio will be 4 : 3 : 2 : 1 and if 
t he2  are three'instalments of equal amounts, it will be 3 : 2 : 1. 

ib). Apply this ratio to the tdtal interest and calculate the interest on'e'adh ingtalment: 

Let us now take ar! example and clarify the calculation of interest included in each 
instalment. 

(3) 
Interest 

Paid 

(21,800 X &) 

1,090 

(14,890 ~ 2 )  
100 

745 

(8.000- 7.635) 
365 

Zllustration 2 
Taking the relevant data from Illustration 1 excluding the rate of interest, element in 
each instalment. 

Hire Purchase Price Rs. 32,000 [8,000 + 3 (8,000) 
Cash Price Rs. 29,800 
Down Payment Rs. 8,000 

(2 - 3) 
Cash Price of the 

Instnlments 

8,000 

(8.000 - 1.090) 

6,910 

(8,000- 745) 

7,255 

7,635 

Solution : 
Total Intercst = 32,000 - 29,800 

= Rs. 2;200 

Beginning Amount 
of the year outstanding 

t Interest 

Rs. 
1,100 

(2.200 X 3) 



I .  

I 

I You will observe that the amounts of interest for each instalment calculated with the Hlre Purchase AccounLq I 

i help of ratio is almost the same as calculated with a given rate of interest. 

5 
I 

!I 4.4.2 ' Ascertainment of Total Cash Price 

1 Sometimes, the total cash price is not given. In such a situation w e  cannot proceed 

!I wit11 the accounting for hire purchase transaction because in the books of the buyer, 

1 the amount to  be capitalised cannot be more than the cash price. The different 
methods of calculation of cash price are as below : 

I :, i) Without the help of annuity table 
ii) With the help of annuity table 

i Let us now discuss both the methods 

I 
1 i) Without the Help of Annuity Table 

Interest = Total amount due at the time of instalment x rate interest 
100 t rate of interest 

I 

I. 

Under this method interest is calculated starting with the last instalment. Suppose 
there are three instalments. The interest will be calculated first on the third 

, instalment, then on the-second and lastly on the first instalment. No interest is 
calculated on down payment.as it does* involve any element of interest. 

You know that the interest is to be calculated on the outstanding amount of cash 
price. But since it is not known, it will have to calculated with the help of total 
amount due on hire purchase price. For this purpose we will have to use the following 
formula for calculating first-the interest involved in each instalment and then subtract 
this amount of interest from the total amount due, so as to work the outstanding 
ahount of cash price. 

I 

Let us now see what steps are followed for the calculation of Cash Pribe due at the 
time of each instalment assuming there are three yearly instalments. 

, 
1 
I 

c) Add the cash price calculated under (b) above to the instalment amou t of the 
first year and calculate the interest on the sum so obtained. Deduct thi amount 
of interest from the total amount due at the end of the first year., The esultant 
figure is the cash price due at the time of the first - instament ' 

a) Calculate the interest on the instalment of the third year, Deduct interest from 
this instalment. The resultant figure is the outstanding cash price at the time, of 
third (last) instalment. 

i 

1 

d) Add the cash price calculated under (c) above to the down payment, if any. The 
sum so obtained will be the total cash'price. 

b) Add the cash price calculated under (a) above to the instalment amount of the 
second year. Calculate the interest on the sum so obtained and subtract it from 
the total amount due at the end of'the second year to get the outstanding cash 
price at,the time of second instalment. 

I Illustration 3 will help you to understrind the calculation of cash price. 

i 

3 Illustration 3 
Renuka purchased a machine on January 1,1986 on hire purchase basis for Rs. 5,000 
payable as under : 

i Rs. 

Down Payment 930 

At the end of 1st year I 1,426 
(1st-instalment) 

At the end LE 2nd year 1,804 
(2nd instalment) 

At the end of 3rd year 840 
(3rd instalment) 

Rate of Interest 5% p.a, ,. 
-. 

Calculate the Cash Price of the machine and interest paid with each instalment. 
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Hire Purchase Accounts ' Solution : 

Amount 
I 

Total Amount Dueon 3rd lnstalnent (last) I 840 

Less Interest 
d 

Outstanding Cash Price of 3rd Instalment 

Add 2nd Instalrnent 

Total Amount due on 2nd Instalrnent I ?_ ,604 

-Less Interest 

Add 1st Instalrnent 

Total Amount dueon 1st Instalment 

Less Interest 

Add Down Payment 

Total Cash Price 

Interest 

So Total Cash Pricc is Rs. 4,650 and Total Interest Rs. 350. 

Notc : This calculation can be verified by following the procedure givcn for calculation of interest on each 
instalrnent when the cash price, instalments, down payment and rate of interest are given. 

ii) With the Help of an Annuity Table 

If the,annuity fable is available,.the calculation of, interest involved in eaih instalrnent 
is simplified. In the annuity table the rate of interest is given in the rows and the years 
in the columps. With ~eference to the table, the present value of each instalment can 
be~calculated. The sum of these present values as calculated, if added to the cash down 
payment gives us thc cash price. The procedure is as follows : 

a) See the given rate of interest in the row and the year in the column and find out 
the corresponding figure to the interest and year in the table. 

b) This figure is the presk'nt value of Re. 1 

c) Multiply the prcsent value of Re. 1 with the amount of the instalment. 

d) The resulting figure is the present value of the instalment. This is nothing but the 
amount of cash price included in the instalment. , 

C) Calculate the present values of all the instalrnents in same manner. 

f) Add the present values of all the instalments to the,down payment if any. T,Me 
resultant figure will be the toli11 cl1s11 price. 

Illustration 4 will help us to understand the calcula&on of total cash price with' the 
help of the annuity table. 

.X Ltd. purchased a machine on hire purchase system. The payment is made as follows : 
Rs. 

\ 

Down Payment 232.50 
1st Instalrnent 356.50 
2nd lnstalment 451 
3rd Instalmerrt 210 

The payments are made at the end of 1st year, 2nd year and 3rd year respectively. 
The rate of interest is 5% p.a, Thc annuity table shows that the present value o f .  
Re. 1 for one,  two and three years is .9524, ,9070 and .8539 respectively. Calculate the 
cash price of the machine. I 



:< t t$ t4kiOi i  Hire Purchase Accounts I ' 

Cash Down 

1st Instalment 

2nd Instalment 

3rd Instalment 

Total 

Instalment I Presei~t Value of 
Re. 1 

Present Value of the 

232.50 

339.53 

I I I -- -- - 
So the Total Cash Price is Rs. 1 ,I 62.53 

Check Your Pr~gress B 
I )  Calculate total interdst and interest on each instalment for the following cases. 

i) Cash Price of a ~pachinery is Rs. 349. Down payment is  Rs. 100 to be followed 
by three annual /nstalrnents of Hs. 100 each. The rate nf interest is 10%. 

ii) Cash price of a machine is Rs. 1900. Pay~nent is to be made in 3 equal 
irlstalments of Rs. 800 each. 

1) Calculste cash price for each of thc following cases. 
I i) Tile price of a machinery is to be paid in four instalrnents of Rs. 5,000 each, 

the first one being made as initial payment. The rate of interest is 5% p.a. and 
the instalment is paid annually. 
...................................................................................................... 

ii) The price of a rnachinery is to be paid in five annual instalments of Rs. 10,000 
each. The rate of interegt is 5% p.a. The first instalment is to be paid at the 
end of the first year. A't 5% interest the present value of Re. 1 payable at the 
end of each year for 5 years is Ks. 4.3294. 

43-ACCOUMING RECORDS IN THE BOOKS OF THE 
PURCHASER 

You know there are two parties to a hire purchase agreement, i.e., the Vendor and 
the Purchaser. Both these parties have to maintain books of account and record all the 
transactions relating to that particular hire purchase. 

Before explaining the accounting records let us first see what information is required 
for recording the hire purchase transaction in the books of account. The list of items 
required for accounting records is as follows : 

1 Date of '~urchasc and down payment 
2 Date at which the instalments become due . , 

3 Date of closure of accounts 
4 Cash Price 

J 5 Hire Purchase Price 
6 Number, Amount and Mode of edch installnent 
7 Rate of. Interest 

VU -8  Rate of ~ e ~ r e c i a t i o n  
9 Method of Depreciation 

Let us now see how accounting records arc maintained in the books of the purchase. 
There are two methods by which the purchaser can record the hirC purchase 
transaction in the b.ooks of account. These are as follows : 13 



Hire Purchase Accounts i) When the asset is recorded at full cash price, and 
ii) When the asset is recorded at the cash price actually paid. 

Let us now discuss these methods in detail. -. 
4.5.1 When the Asset,is Recorded at Full Cash Price 

/ 
In this method when the asset is purchased on hire purchase, it is assumed that the 
purchaser has full intention of paying a 1 the instalments. It is believed that hire 
purchase is just B method of financing fixe k assets. Under this method, on purchase of 
plant and machinery, the Plant & Machinery Account (Fixed Asset) is debited with , 

the total amount of Cash Price, and the corresponding credit is given to Hire Vendor's 
Account. Interest is recognised and accounted for at the time of instalments becomes 
due by debiting the Interest Account and crediting the Hire Vendor's Account. For 
the purpole of accounting fbor initial cash down payment and annual instalments, the 
Hire Vendor's Alc is debited on the relevant date, and the credit is given to Bank 
Account. The following jdrurnai entries are passed in the books of the purchaser. 

1 When the asset is purchased on hire purchase 
Asset A/c Dr 

To Hire Vendor 
(With tbi: total cash price) ' 

I 

2 For cash down payment -- 

Hire Vendor Dr. 
Td Bank A/c 

3, When the first instalment becomes due 
Interest Alc . Dr. 

To Hire Vendor 

4 Whery3he first instalment is paid 
Hire Vendor Dr. 

To Bank A/c 

For Depreciation Charge (at-the end of accounting period) - 
Depreciation . Dr. 

To Asset Alc 

6 For tr sfek of interest and depreciation to Profit & Loss.A/c 
Profi 9" & Loss Alc Dr. 

To Interest Alc 
To .Depreciation A/c 

Entries 3 and 4 will be repeated for all subsequent instalments. 

With the help of the journal entries we can easily.prepare the Asset Account and the 
Hire vendor's Account. Look at Illystration 5 and see how the journal entries are 
passed and ledger accounts made in the books of the purchaser. 

IIlustration 5 - 
ABC Ltd. bought on-&. 1.86 a machine from XYZ Ltd. Under a hire purchase system 
of payment under which three annual instalments of Rs. 2,412 would be paid. There 
is no down payment and the cash price is Rs. 6,000, The rate 'ofinterest would be 
10% and depreciation @ 20% p.a. would be charged on straight line basis. 

Solution : 
Let us first find out all the information . - required. 

1) Date of Purchase - January 1,1986; No down payment. 

2) Dats.at which the instalments become due -December 31,1986,1987 and 1988. 

3) Date of closure of accounts - Dhsmber 31. 

5 1 H 3 e  Purchase prick- Rs.3,412 x 3 = Rs. 7,236. 

6 )  Number, amouni and mode of each instalment 3 instalments of - Rs. 2,412 each 
payable annually. , 

7) date of Interest - 10% p.a. 

8) &&,of Depreciation -.20°!? ,d.a. 
9Y ~ 6 t h o d o f  deerqiiation --straight L i e .  



I 
I 

I Journal Entries in the Books of ABC Ltd. 

Date Particulars Amount (Dr.) A~nour~t (Cr.) 
I I .  

1986 
Jan. 1 

Dec. 31 

Dec. 31 

Dec. 31 

1987 
Dec. 31 

Dec. 31 

Dec. 31 

Dec. 31 

1988 .' 

Dec. 31 

Dec. 31 

Dec. 31 

~ e c '  31 

, .  1 ' 

Machinery Alc Dr. 
To XYZ Ltd. 

(Being a machine purchased on hire purchase) 

Interest A/c Dr. 
To XYZ Ltd. 

(Being the charge of interest @ 10% 
on Rs. 6,000) 

Depreciation A/c Dr. 
To Machinery A/c 

(Being the charge of depreciation) 

XYZ Ltd. A/c Dr. 
To Bank Alc 

(Being the payment of annual instalment) 

Profit & Loss Ai'c Dr. 
To Interest Alc 
To Depreciation Alc 

(Being the annual charges transferred to 
Profit & Loss AIc) 

Interest Alc Dr. 
To XYZ Ltd. 

(Being the charge of interest @ 10% on 
, Rs. 4,188) 

Depreciation A/c Dr. 
To Machinery Alc 

(Being the annual charge of depreciation) 

XYZ Ltd. A/c Dr. 
To Bank A/c 

(Being the payment of annual instalrnent) 

Profit & LOSS A/c Dr. 
To Interest A/c 
To Depreciation A/c 

(Being the transfer of annual charges to 
Profit & Loss A/c) 

Interest Alc Dr. 
To XYZ Ltd. 

(Being the charge of interest @ 10% on 
Rs. 2,194) 

Depreciation A(c Dr. 
To  Machinery Alc 

(Being the annual charge of depreciation) 

XYZ Ltd. Alc Dr. 
TO Bank A/c 

(Being the3rd and final instalment paid) . 

Profit & Loss Alc Dr. 
I To  Interest Alc 

TO ~epreciation Alc 
I (Being tire transfer of annual charges to' 

Profit & Loss Alc) 

Rs. 
6,000 

Hire Purchase Accounts I 

Rs. 
6,000 



Hire Purchase Aceounts ' Ledger Accounts in the Books of ABC Ltd. 

Machinery Account 

Dr. Cr. 

Jan. 1 To Balance bld 

1987 
Jan. 1 ' To Balance bld 

By Depreciation Alc 
By Balance cld 

By Depreciation Alc 
Bg'Balance cld 

Rs. 
6,000 

- 
6,000 
- 

4,800 

- 
4,800 
-- 

3,600 

- 
3,600 
- 

By Depreciation Alc 
By Balance cld 

1986 
Dec. 31 
Dec. 31 

8 1987 
Dec. 31 
Dec. 31 

198R 
Dec. 31 
Dec. 31 

- 

XYZ Ltd. (Hise Vendor) Account. 

Rs. 
1,2tIo 
4,800 

Dr. Cr. 

1986 
Dec. 31 
Dec. 31 

Dec. 31 To Bank Alc 
lgB8 I 

To Bank Alc 
To Balance cld 

1987 
Dec. 31 
Dec. 31 

Rs. 
2,412 
4.188 
- 
6,600 - 
'2,412 
2,194 
- 
4,606 - 

2,412 

- 
2,412 - 

To Bank Alc 
To Balance c/d 

1986 
Jan. 1 
Dec, 31 

1987 
Jan. 1 
Dec. 31 

1988 
Jan. 1 
Dec. 31 

By Machinery Alc 
By Inteiest Alc 

By Balance bld 
By Interest Alc . 

By Balance bld 
By Interest A/c 

Rs. 
6,000 

600 

Working Notes: 
- 
Re. 

Cash Price 

Add Interest on 1st Instalment 

Less 1st Instqment 

Amount outsta'nding at the time 
of 2nd Instalment 

Add Interest on 2nd Instalrnent 

Less 2nd Instalmcnt 

Amount outstanding at the time 
of 3rd Instalment 

Addhterest  on3rd Instalment 



4.5.2 When the Asset is Recorded at Cash Price Actually Paid . Hlre Purchase Accouata I 

you know that in case of hire purchase, the ownership of the goods passes to the hire 
purchaser after the last instalment has been paid. Since the goods do not become the 
property of the purchaser, he does not have any right to debit the asset at its full price. 
Hence, no entry is passed whenthe asset is purchased unless it involves down 
payment. The entries are passed as and when the instalments become due and the 
amount is paid towards the price of the article. The journal entries are as follows : 

1 When the asset is purchased 
No entry 

2 When the down payments is made 
. Asset Alc 

To Bank Alc 

3 When the instalment becomes due 
Asset Alc Dr. (cash price part of instalment) 
Interest Alc Dr. (interest on instalment) 

To Hire Vendor 

4 When instalment is paid 
Hire Vendor 

To Bank Alc 
Dr. 

5 When Depreciation is charged 
Depreciation Alc Dr. 

To Asset Alc 

6 When Interest and depreciation accounts are closed by transfer to Profit & Loss Alc 
Profit & Loss Alc Dr. 

To Interest. Alc 
To Depreciation A/c 

It should be noted that though the asset account is debited with the amount of the casll 
price paid (not full cash price), the depreciation is charged on the full cash price. The 
Balance Sheet will reflect the amount of cash price debited to the asset account minus 
depreciation charged. 

Look a the ~llup(ration 6 and see how accounting records are maintained in case-the 
asset is record$ at cash price actually paid. 

! 

Illustration 6 . 
Solve Illustration 6 by debiting the asset account at cash price actually paid. 

Solution : 

Journal Entries in the Books of ABC Ltd. 

Date . 

1986 
Dec. 31 

Dec. 31 

Dec. 31 

Machinery A/c Dr. 
Interest A/c Dr. 

TO XYZ Ltd. I 

'{Being first instalment due) 

XYZ Ltd Dr. 
To Bank A/c 

{Being first instalment paid) 

Depreciation Alc I .  

I Dr. 
To Asset A/c 

{Being annual depreciation charged) 

Profit & Loss A/c ' 
To Depreciation N c  
To Interest N c  

Dr. 

{Being annual charges transferred to 
Profit.& Loss A/c) 

Amount (Dr.) 

Rs. 
1,812 
600 

Amount (Cr.) 



- - . . . 
Hire Purcllase Acco~mts Date Perticulers Amount (Dr.) Amount (Cr.) 

(Beingsecond instalment due) 

To Cank Alc 
(Being second instalment paid) 

To Asset Alc 
(Being annual depreciation charged) 

Profit & Loss Alc 
To Depreciat~on Alc 
'ro Interest Alc 

(Be~ l~g  annual charges trnnsfrrred to 
Profit Sr Loss Alc) 

ToXYZ Ltd. 
(Being third instalrnent due) 

To Bank A/c 
(Being third instaln~ent paid) 

To Asset A/c 
(Being annual depreciation chargcd) 

Profit cYc Loss Alc 
To Deprcciat~on Alc 
To Interest Alc 

(Being annual charges transferred to 
Profit & Loss Alc) 

Note: Dcpreciation has been charged on straight line method @ 20% p.u. at the full cash price of Rs. 6.000. 

4.6 ACCOUNTING RECORDS IN THE BOOKS OF 
VENDOR -- 

So.far as the vendor is concerned a hire purchase sale is just like an ordinary sale 
with the exception that payment is deferred over a period of time for which the 
vendor charged interest, He debits the Hire Purchaser's A/c with full cash price and 
credit is given, to Sales A/c. The interest amount il debited to Hire Purchaser's N c  
cis and when the instalments become due. Instalment amounts received are credited 
to the Hire Purchaser's Alc and debited to Bank A/c. The journal eptries passed are 
as fc)lluws: 

1 611 sale of gwds under hire purchase 
Hire Purchaser 

'To Sales Alc 

2 On receiving cash down payment 
Bank Alc 

To Hire Purchaser 

3 On instalment becoming due 
Hire Purchaser 

To lnlerest A/c 

Dr. 
(with full cash price) 

Dr. 

Dr. 



4 On getting payment on the due instalment 
Bank Alc Dr .  

To  Hire Purchaser 

With the help of above entries you can easily prepare the Hire Purchaser's A/c and 
Interest A/c. Look at Illustration 7 and see how accounting records are maintained 
in the books of the vendor. 

Illustration 7 
On January 1 ,  1987, IFB Ltd. acquired mach~nery from JK Ltd. for Rs. 1.886 (cash 
price) under a hire'purchase agreement where Rs. 400 was the initial payment and 
two instalments of Rs. 800 would be paid. Interest @ 6% p.a. .would be charged. 
Prepare the ledger accounts in the books of IFB Ltd. assuming rate of depreciation 
@ 10% (straight line). 

Solution : 
In the books of JK Ltd. 

1FB LTD. 

Dr. 
- 

Cr. 

1987 
Jan. 1 
Dec. 31 

1988 
Jiin. I, 
Dec. 3i 

To Sales A/c 
To Interest Alc 

To Balance b/d 
To Interest Alc 

Rs. 
1,886 

89 

- 
1,975 

I Interest Accqurlt 

1987 
Jan. 1 
Dec. 31 
Dec. 31 

- 

775 
25 

1988 
Dec. 31 

By Bank Alc 
By Bank A/c (1st Inst.) 
By Balancec/J 

1987 
Dec. 1 

1988 
Dec. 31 

By Bank A/c (2nd Inst.) 

To Profit & Loss A/c 

To Profit & Loss A/c 

Rs. 
400 
800 
775 
- 
1.975 

Working Note : 

By IFB Ltd. 

Rs.. 
89 

Riie Purchw Accounts I 

statement showing calculation of hire purchases interest and the amount of principal 
in each instalment. 

1987 
Dec. 31 Ry IFB Ltd. 

Interest Cash Price 
Rs. Rs. Rs. 

Rs. 
89 

Cash Price 
Less : Down Payment 

t*';; * . n- 

, 2 

bdd : Mgn 
, 
"% - 

' 

Less : 1st Instajrnent on Dec. 31,1987 

Add : Interest on 2nd instalmcnt @ 6% 

t 

Less : 2nd Instalment on Dec. 31, 

- 

89 

25 

1,886 
400 
- 
1,486 

, . , , . .  , > 
- 4  $;*#Q - 

1,575 

800 - 
775 

25 

- 
800 

1 .," 
800 

400 

. : '.?; P.. u,,?:,,:; 

711 

775 

19 



Hire Purchnse Acco~~nts Check Your Progress C 

1) Enlist the information required before solving the hire purchase problem. 

2) State\ hether following statements are True or False. 'T 
i) When the asset is recorded at full cash price, the hire purchase becomes a 

method of finhncing the fixed asset. 

ii) When the asset is recorded at the price actually paid the Asset Alc is debited 
and the Hire Vendor's A/c is credited with full cash price. 

iii) The Hire Vendor debits the hire purchaser and credits the sales on sale of 
goods with cash price. 

iv) When the asset is recorded at cash price actually paid no entry is passed when 
the instalment becomes due. 

v) The Hire Vendor's Alc is in the nature of a personal account. 

4.7 LET US SUM UP 

In the hire purchase agreement the buyer takes the delivery of the goods and 
promises t o  pay the price in instalments. Under this agreement, though the buyer 
takes the possession of the goods, but he does not have the ownership. The ownership 
of the goods passes only after the last instalment has been paid. ~n ' ca se  the buyer 
fails to pay any of the instalments, the seller can take back the possession of the goods. , 

The hire purchase price is always more than the cash price, the difference between 
the two is the interest charged for deferred payment. If two of the three items of 
information i,e., hire purchase price,cash price and interest, are given, the third can 
be found out with the help of the formula HP = CP + 1ntere:t (HP is hire purchase 
price and CP is cash price). 

Both the parties to hire purchase agreement i.e., the v e n d ~ r  aqd the purchaser record 
the hire purchase transactions in their books. 

The purchaser can prepare accounting records in two ways : (i) When the asset 'is 
recorded a t  full cash price, or (ii) When the asset is recorded at the cash price 
actually paid. 

The purchaser mainly maintains two accounts i.e., the Hire Vendor Account and the 
Asset Account. The vendor on the other hand maintains the Hire Purchaser's 
Account and the Interest Account. 

4.8 . KEY WORDS 

Agreement to Sell : In a contract of sale, when the ownCrship of goods sold is to pass 
to the buyer subject to  fulfiImenl'of certain conditions, such sale is termed -$ an 
agreement to sell. r 

Cash Price : The amount to  be paid in outright sale on cash. 

Down Payment : Initial payment made at the time of purdhase under hire purchase 
agreement. I 
Hire Charges : If the hirer in a hire purchase agreement fails t o  pay even the last 
instalment, the amounts he has paid so far, will be txeated as hire charges for using , 

the asset. 

Hire Purchase : An agreement to sell under which the buyer takes the delivery of 
goods promising to pay the price in instalments and until full payment is made, to 
treat payment as hire charges for using the goods. 

.Hire Purchaser : The purchaser in a hire purchase contract. 



Hire Vendor : The seller in a hire purchase agreement who agrees to receive the price 
in instalments, and has the right to treat the amounts paid by the hirer as hire charges 
if the hirer fails to pay the last instalment. 

Instalment Payment system : When the price in a contract of sale is paid over a period 
of time, but at fixed intervals the system of.payment iwalled instalment payment. 

4.9 ANSWERS TO CHECK YOUR PROGRESS 
I 

A 1 i) agreement, / ii) sell, iii) pass, conditions, iv) instalment, 
v) hire charges, vi) repossess, vii) writing, viii) terminate, ' 
ix) right, title 

2 i) False ii) True iii) False iv) True ' v) False vi) False 

B 1 i) Total interest = Rs. 51(25+17$9) 
ii) Total interest = Rs. 500 (264i-178-t-58) 

2 i) Cash Price = Rs. 18,616, ii) Cash Price = 43,294 

C 1 i) True ii) False iii) True iv) False v) True 

4.10 TERMINAL OUESTIONS AND EXERCISES 

Questions 
1) What are the characteristics of a hire purchase agreement?, 
2) Describe the rights of a hirer under hire purchase agreement. 
3) What steps would you take to calculate th'e interest when the total cash price and 

instalments are given? 

. Exerclses 
1 Based on particulars given below, give entries in the books of the purchaser and 

the seller both under the hire purchase system : 

a) Rarnesh & Co. - Purchaser 
Date of Purchase - Jan. 1, 1989 goods purchased - Trucks; Cash Price - 
Rs, 1,49,000. Instalments Rs, 40,000 on signing of the agreement, Rest in 
three instalments of,Rs. 40,000 each, Rate of interest - 5%. Depreciation 
- 10% on the diminishing balance. 

b) All particulars as above except that the rate of interest is not given, 

c) All particulais as In (a) above except that the cash price Is not given. 

2 Hire Yurchases Ltd. purchased motor car on hire purchase system Rs. 12,000 
was payable on delivery i.e., on 1.1.89 and the rest in four, equal instalments of 
Rs: 12,000 each payable at the end of each year. The seller, Hire Vendors Ltd. 
agreed to charge interest @ 5% on-the yearly balances, The cash price of the cart 

was Rs. 54,551. Depreciation @ 25% on written down values was to be written 
off in each year. 

~ i v e  the necessary journal entries and ledger accounts in the books of Hire 
" Purichasers Ltd. 

(~hswer  : Total Interest Rs. 5,449. The written down value of the car at the end 
of fourth year is Rs, 17,260) 

3 Dinesh Ltd., on 'April 1, 1989, purchased a machine from Rajesh Ltd., on hire 
purchase basis. The c-sh price of the machine was Rs. 25,000. The payment was 
to be made Rs. 5,000 on the date of the contract and the balance in four annual 
instalments of Rs. 5,000 each plus interest at 5% per annum payable on 
Pecember 31 each year, and the first such instalment being payable on 31.12.89. 

.Depreciation is to be charged @ 10% on original cost, 
. Show the journal entries and ledger accounts in the books of both the parties. 
' b?) (Answer : The amount of total interest Rs. 2,500, balance of Machinery A/c on 

1,1.93 Rs. 15,000). 



Mire Purchase Accounts 4 An engineering company purchased machine on Hire Purchase System over a 
period of three years paying Rs. 846 as initial payment on  1.1.89 and further 
annual payments of Rs. 2,000 due on 31.12.89, 31.12.90 and 31.12.91. The cash 
price of the machine was Rs. 6,000 and the vendor company was to charge 
interest a t  8% p.a. o n  outstanding balances. 

Show the appropriate ledger accounts in the books of the hire purchaser assuming 
depreciation @, 10% p.a, was to be charged on the machine. Assuine that 
capitalisation was to be done at the time of payment of each instalrnent. 

(Answer : 1nte;est (total) Rs. 846). 

Note: These questions and exercises will help you to understand the unit better. 
Try to write answers for them. Do not send your answer t o  the University, these 
are for your practice only. 



Structure 
Objectives 
Intn.oduction 
Default and Repossession 
5.2.1 Rights of the Hire Vendur 
5.2.2 Kestrictions on the Owner 
Accounting for Default and Repossession 
5.3.1 Completc Kepossessior~ 
5.3.2 Partial Keliossession 
Instalment Payment System 
Accounting for Installment Payment System 
5.5.1 Books of the Duyer 
5.5.2 Rociks of the Vendor 
Let Us Sum Up 
Key Words 
Answers to Check Your Progress 
Terminal Questions and Exercises 

After studying this illlit yo11 should be able tcs ; 

e explain default ant1 rcpusscssiurn in ~elstlon 10 a birr purch;isc contract, 

e pass sccoul~ting entrips for complete and partial rej)t!sscssic?n (if goods in the books 
of both hire vendor iund hire purchaser, 

lo describe the instalment pavmerit system and distinpuisl~ i r  from hirc purchase 
sys!em, 

@ pass accou~~tiny entries in case an asset is huught undcr the i~~stalment payment 
method. 

In Unit 4 you lcarnt about ~rmt: nnturc, Icgili po:,ir~i-~,: .;md 111r accounting treatment of 
a hire purchase contract. So tar as the accounting trcntrnent goes, we discussed a 
simple situation where the purchaser had paid all the instalrynts and consequently 
the ownership was transferred to him. But, sometimes the purchaser is unable to pay 
all instalments. In such a siti~ation, the vendor h35 tlic right to take back the 
possession of gbods arld treat the iristnlrnents. paid as h i ~ z  ~harges for the use of the 
asset. Rut, in practice, be may iirrivc at some co~npro~nisc witlt the hire purchaser. 
In this upit you will learn how default in payment of instalments is treated in the 
books of account of both the parties. Wc shall also discuss thc accounting treatment 
in case the asset is purchased under instalment payment systcm as against the hire 
purchase system. 
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5.2 DEFAULT AND REPOSSESSION - 

'Default' is the failure ko act, appear or pay i.e., failure to meet obligation. Under a 
hire purchase agreement the hirer has an,obligation to pay up to the last instalment 
so that the ownership of goods smoothly passes to him. If he fails to meet this 
obligation, it will be.treakd 1i1s default on his part. 

Possession of goods means physical holding of goods. You know that under hire 
purchase agreement the vendor transfers the possession of goods. He does not 
transfer the ownership, and if the hirer l'ails to pay even thc last instahint  he has 
'the legal right to recover tile possession of the goods. This act of recovery of 
possession is termed as 'repossession'. 



Hire Purchnse Accollnts : The legal position of the hire vendor and hire purchaser (hirer) in case of default is 
complicated. The Hire Purchase Act of 1972 did codify this issue first, but as this Act 
was not put to operation, the legal position is not very clear. However, the relevant 
prov.isions of the said Act are discussed below. 

5.2.1 Rights of the Hire Vendor 
1 Rights of hire vendor to terminate hire purchnse agreement: Where the hirer 

makes more than one default in payment of instalment as provided in the 
agreement, the hire vendor (the owner) shall be entitled to terminate the 
agreement by giving the notice of termination in writing. 

Zs Rights of the hire vendor on terminatisn: Where a hire purchase agreement is 
terminated, the hire vendor (the owner) shall-be entitled (i) to enter the premises 
of the hirer and seize the goods, (ii) to retain the hire charges already paid and 
to recover the arrears of hire charges due, and (iii) to claim damages for 
yon-delivery of the goods. 

5.2.2 Restrictions on the Owner 
The above rights of the owner are, however, subject to the following restrictioils : 
1 Rights of hirer in case of seizure of goods by the owner: where the owner seizes 

the goods lent under a hire purchase agreement, the hirer may recover from the 
owner the amount, if any, by which the hire purchase price falls short of the 
aggregate of two amounts (a) the amounts paid in respect of the hire purchase 
price up to the date of seizure) and (b) the value of the goods on the date of seizure. 

2 Restrictions on owner's right to repossess: Where goods have been let under a hire 
purchase agreement, and the statutory amount of the hire purchase price has been 
paid, the owner shall not enforce any right to recover possession of thc goods 
from the hirer otherwise than by 'verdict of any conlpetcnt court. 

5.3 ACCOUNTING FOR DEFAULT AND 
REPOSSESSION 

You know that when the purchaser fails to pay any oi the instalments, the hire vend01 
can take back the possession of the goods, The amount already paid to the vendor 
as a part of the payment for the asset is treated as the hire charge. So, far as the 
repossession of goods is concerned the vendor can either take back the whole of the 
asset or a part of it. Let us now discuss what entries will be passed in base of 
(i) complete repossession and (ii) the partial repossession. 

5.3.1 Complete Repossession 
When the hire purchaser does not pay the instalment the vendor can take back the 
possession of goods. In case the vendor takes the possession of all thc goods it is 
called complete repossession. Itsmeans the vendor will close Hire Purchaser's 
Account in his books and vice versa. 

The journa'l entries passed are as follows :. 

i) All tne entries (except the entry forpaymentj are pasked as usual up to the date 
of default. 

ii) For closing the account of the purchaser : 
Goods Repossessed A/c Dr. 4 

To Hire Purchaser 
(Transfer of balance) 

iii) For r c~a i r s  and other expenses on.the repossessed goods : 
Goods Repossessed AIc Dr. 

To Cash A/c 
(Repairs and other expenses) 

iv) For resale of goods.repossessed : 
Cash A/c Dr. 

To ~ o o d s  Repossessed A/c 

v) Any balance left in Goods Repossessed Account is either profit or loss, which is 
ultimately transferred ta  Ptofit & Loss Alc. 

- - 



~n:ase of profit, the entry will be : 
Goods Repossessed A/c Dr. 

To Profit & Loss A/c 
In case of loss, the entry will be reversed. 

In the books of Hire Purchaser 

i) All the entries (except,the entry for payment) are passed as usual up to the date 
of default, including the entry for depreciation. 

ii) For closing the accou:~l r.f the vendor : 
Hire Vendor Dr. 

To Asset Alc 

iii) For closing the Asset Account 
Profit & Loss Alc Dr.  

To Asset Alc 
Generally there is a loss to the hire purchaser, so the above entry is passed for loss 
on seizure of goods. In case of profit the above entry will be reversed. 

Look at Illustration 1 and see how entries are passed and the books are closed in case 
of complete repossession. 
Illustration 1 

On January 1,1987, ABC Ltd. sold some plant & machinery costing Rs. 28;000 (cash 
price) to XYZ Ltd. on hire purchase. Payment was to be made as Rs. 7,504 cash 
down and three i~istalments of Rs. 7,500 at the end of each year. Rate of interest was 
@ 5% p.a. The rate of dcprcciation for the asset was 10% p.a. 

~ Y 2 L t . d .  made the down payment and paid the first instalment. But they could not 
pay the second instalment. Consequently, .ABC Ltd. repossessed the goods. 

ABC Ltd. spent Rs. 300 on repairs and disposed off the asset for Us. 15,350. Open a 

ledger accounts in the books of both the prt ies .  
Solution : 

~ o o k s  or XYZ ~ t d .  

, Dr. Plant & Machinery Accovnt Cr. 

Hire Purchase Accuunlu 11 

Date Parilculars Amount Date Particulurs Amount 

1987 
Jan. 1 

1988 
Jan. 1 

I 

cR5. 

28,000 

1,025 

- 
29,025 

14,025 

70 1 

14.776 

1987 
Jan. '1 

Dec. 31 

Dec. 31 

1988 
Dec. 31 

ABC Ltdys Account . 

To ABC Ltd. 

To Balance bld 

.I1 

Rs. 
28,000 

28,000 

25,200 

25,200 

To Cash A/c 
(down payment) 

To Cash A/c 
'(first instalrnent) 

To Balance dd 

To Plant & 
Machine1 y 41c 
(default) 

1987 
Dcc. 31 

Dec. 31 

1988 
Dec. 31 

Dec. 31 
Dec. 31 

By Depreciation 
(10% on 28,000) 

By Balance d d  

By Depreciatian Nc 
(10% on 25,200) 

By ABC Ltd. 
' By Profit & Loss Alc 

By Plant C 
Machinery Alc 

By Interest Alc 

By Balance cld 

By Interest A/c 

Rs. 
7,500 

7,500 

14,025 

29,025 

14,726 

14,726 

Rs. , 

2,800 

25,200 

28,000 

2,520 

14,726 
7,954 

25,200 

1987 
Jan. 1 

Dec. 31 

I 

, 

1988 
Jan. 1 

Dec. 31 



Hire Purcht~se Accounts Books of  ABC I.td. 

XYZ 1,id's Account 

Goods Rcpossessed Account 

1988 
Dec. 31 ToXYZ Ltd. 
Dee. 31 To Cash Alc (rcpairs) 
Dec. 31 To Profjt & Lnss Ale 

(profit on sale) 1- 

Rs. 
7,500 

7.500 
14.025 

29,025 

14,776 

14,726 

Rs. 
14,726 

300 

By Cash Alc 

By Cash 
By Bal,lncc clci 

By Goods 
Repossessed Alc 

I OH7 
J,ln I 
Llcc 3 1 

lOX8 
Jan I 

I 

c 3 

5.3.2 Partial Repossession 

Rs 
28,000 

1,025 

29,025 

14.M5 

70 1 

14,726 

To Salcs Ale 
To lnterebt A/c 

(5%) on 20,500) 

To Balance bld 

To Interest Alu 
(5% on 14,025) 

Sometimes, in case of default, thc vendor enters into a compromise with the hirer 
and does not reposses the complete goods. But, he repossesses a part of the goods 
called 'partial repossession'. ,In this case some part of the asset is still left with the 
buyer. 

1987 
Jar) I 

Dee. 31 
Dec. 31 

1488 
Dcc. 31 

Rs. 
15,350 

-- 
15,350 

- 
14,)X 
Dec. 31 

So far as the accounting treatment of partial possession is concerned, interest and 
depreciation entries are passed as usual in the books of both the parties, but not the 
Entry fol payment. These entries are passed up to the date of default,. 

By Co\h Alc (snles) 

As some part of the asset is left with the hire purchaser, the hire vendor does not 
close the I-Iire Purchaser's Account in his books, nor does the hire purchaser close 
the Hire Vendor's Account in his books. 'I;hey ascertain the current value of the asset 
repossessed with the help of an agreed rate of depreciation (it is.usually an enhanced 
rate). The hire vendor debits the same to thc Goods Repossessed Account and credits 
it to the Hire Purchaser's Accotint. Similarly, the hire purchaser debits thc Hire 
Vendor's Account and credits the Asset Account with the agreed valuepf the asset 
repossessed. As for the part of asset left with him, the hire purchaser applies the 
normal rate of depreciation and shows the depreciated valuc as a balance in the Asset 
Account. The balancing figure in the asset account will show the profit or loss on 
default and it will be transferred to the Profit & Loss Account. 

Look at the Illustration 2 and see how accounts are prepared in case of partial 
repossession. 

Hllustratlon 2 

Jalani Distributors sold three light coinmercial vans to Jain Enterprises on 
. January 1, 1987 on hire purchase system. The price of each van was Rs. 90,000 

payment of which was to be made as follows : 

i) Rs. 30,000 as down payment for each van; 
ii) Remaining amount irr 3 annual equal instalments along with interest @ 15%. 1 
Jain Enterprises were charging depreciation @ 20% each year on written down value 

' 
method. After paymcnt of the first instafment as on December 31, 1987, tiley could 
not pay further instalments. It was agrecd between the parties for repossession of two 
vans adjusting their value against the amount due, For the purposes of rcpossession. 
tlepreciation @ 30% p.a. was chargecl. 

I 



Repossessed goods were repaired at a cost of Rs. 2,000 and were then sold for 
1Zs. 92,000. Ccllculate the value of repossessed stock and sliow the necessary accounts 
in the books of both the parties. 

Solution 

In tile books of Jalri Enterprises 

Dr. Light Con~merciul Vnns Accou~lt CL 

~ ~ n r t i c u l a r s  Alnou~~ t 
- 

1987 
Jan. 1 

1988 
Jan. 1 

1989 
Jan. 1 

To Ualnnce b/d 

To Jslani Distributors 
(Rs. 90,000 x 3) 

By Ba!sncc clcl 

By Depreciation A/c 43,200 
" (20% on 2.16,MO) 
Uy Jfllnni Disttihutors 

(vnlur. of two vuis on 
repi~ssession) 

By Pmfit le Loss A/c 
(loss oil repossession) 

By Balance c/d 

2,16,000 

Rs. 
2,70,000 By Depreciation A/c 

(20% or1 2,70,000) 

I4lrc Purchnsc , \ ccu~~~kts  I1 

1987, 
Dec. 31 

Rs. 
54,000 

Jalani Dlstrlhutors' Accoulrt 

1987 
Jan. 1 

Dec. 31 

Dec. 31 

1988 
Dec. 31 

Dec 31 

I 

Rs. 
90,000 

87,000 

1,20,000 

2,97,000 

88,200 

49,800 

1,38,000 - 

To Bank Alc 
[down payment) 
tRs. 30,000 x 3) 

To Bank A/c 
(first instalment 
Hs, 60,000 -k 27,000) 

To Balance c/d 

To Light Cornmercifil 
Vnns A/c 

To Balance cld 

Books of Ja l~nl  Dlstrfbutors 

.Taln Enterprlscs" Accoui~t 

1087 
Jar]. 1 

Dcc. 31 

l98t  
Jan. I 

Dec. 31 

1989 
Jan. 1 

1987 

1 

Jan. 1 

I Dec. 31 

i 

By Light Cotnmercial 
Vons Alc 

By I~iterest A/c 

15 (4,80,000 X -) 
100 

By Elalnrice b/d 

By Interest 
15 

(1,20,000 x -) 
100 

By Balance b/d 

2,97,000 --- 2,97,000 

1988 1988 
Jan. 1 7'0 l3alar)ce h/d 1,20,000 Dec. 31 By Goods Repossessed A/c 88,200 

Ti-, Intenpst 18,000 Dec. 31  Ry D~lance c/d ---.. 49,800 

(15 x 1,20,000) ' 1,38,000 1,38,000 
1989 100 --- 27 
Jan. 1 To Balsmce b/d 49,800 - --.- -7 

- 
To Sales A/c 

To Tnterefit A/c 

(15 x 1 ,S0,000) 
100 

Rs. 
2,70,000 

27,000 

2,97,000 

1,20,000 

18,000 

1,38,000 

49,800 

12s. 1987 
2,70,000 Dec. 31 

27,000 Dec. 31 

Dec. 31 
-,-- -7, 

Rs. 
Ry Bank A/c 90,000 

(clown payment) 

Wy Bank Alc 87,000 

(1st Instalment) 

By Balance c/d 1,20,000 



Goods Reposeessed Accoullt 

Working Notes : 

1 Calculatioii of the value of repossessed asset : 

Rs. 

92,000 

Cost Price of two vans (90,000 x 2) 

By Cash A/c (sale) 

Depreciation 30 
First year (m X 1,80,000) 

92,000 

1988 

Dec. 31 

Rs. 
1,80,000 

pr 
I 

Rs. 

88,200 

2,000 

1,800 

1988 

Dec. 31 

Dec. 31 

Dec. 3 1 

30 Seco~~d year (m x 1,80,000 - 54,000) 37,800 9 1,800 

Value of repossessed stock 88,200 

To Jain Enterpdses 

To Cash Alc 

To Profit & Loss A/c 
(profit on sale) 

2 Loss on Repossession 

Cost Price of two vans (90,000 x 2) 

Depreciation 
20 First year (= x 1,80,000) 

Second year (x x 1,80,000 - 36,000) 
100 

Depreciated value of two vans 

Less : Value of the two vans at higher rate of 
depreciation for repossession 

Loss on repossession 

Rs. 
1,80,000 

5.4 INSTALMENT PAYMENT SYSTEM 

Instalment Payment System also called the Deferred Instdments is a system where the 
buyer is given the ownership as well as the possession of the goods right at the time of 
signing the contract. The buyer has the facility to pay the price in instalments. The 
features of Instalment Payment System are as follows : 

i) It is an outright sale. 

ti) The possession as well as the ownership is passed to the buyer on signing of the 
contract. 

iii) The buyer can make the payment in Instalments. 

iv) In case of default in payment. the seller cannot repossess the goods. 

v) The amount paid up to the default is not forfeited and the seller can sue the buyer 
for the amount due. 

I 



From the above discussion we can see that the Instalment Payment System has some Hlre Purrham Amounts 11 
similarities with the Hixe Purchase System, but there are some points of difference as 
well. They are as follows : 

5.5 ACCOUNTING FOR INSTALMEN%' PAYMENT 
SYSTEM 

Hire Purchnse System 

i) ~t is an agreement of hiring. 

ii) The buyer gets only the possessiq of goods 
at the time of signing the contract. 

iii) In case of default, the goods can be 
repossessed. 

iv) In case of default the payment made up to 
the date of default is forfeited and treated 
as hire charge. 

v) The buyer cannot sell, destroy, transfer, 
damage or pledge the goods. 

You know that the property in goods passes to the buyer immediately on the signing 
of the contract. Hence, while accounting for the purchase under the Instalment 
payment system, this fact should be taken into account. Accordingly, the buyer 
credits the vendor with the full amount 'payable to him (inclusive of total interest) 
and debits the assets with cash price and the Interest Suspense Account with the total 
amount of interest being the difference between the full amount payable and the cash 
price. The Int~rest  Suspense Account is credited with the actual amount of interest 
at the time of each instalment by transferring the same, to Interest Account. Similarly, 
the vendor debits the buyer with the full amount and credit sale with cash price and 
Interest Suspense Account with total interest. He trinsfers'the actual amount of 
interest to Interest Account at the time of each instalment by debiting Interest 
Suspense Account and crediting the Interest Account. 

lnstalment Payment System 

i) It is an agreement of selc. 

ii) The buyer gets possession as well as the 
ownership of the goods on sigping the 
contract. 

iii) The goods cannot be repossessed in case of 
default. 

iv) The payment made up to the date of default 
is a payment towards the price of the asset 
and cannot be forfeited. The seller can at the 
most sue the buyer for the amount due. 

v) Buyer can scll, destroy, damage, transfer or 
pledge the goods. 

I 

Thus, from accounting point of view, the main point of difference between Instalment 
Payment System and the  ire Purchase System relates to the treatment of.interest, 
But in practice, even this may be dispensed with. 

The asset account is maintained by the buyer in a manner similar to that of Hire 
Purchase System i.e., depreciation is charged in the usual manner and the depreciated 
value of the asset shown in the Balance Sheet. It should be noted that the balance in 
Venddr's Account shall be shown on the liability side everv year, , 
Let us now study the journal entries both in the bobks of.the buyer andseller under , 

Instalment ~ a y h e n t  System. 
- 

5.5.1 Books of the Buyer 
The buyer passes the following journal entries in his books. 

i) When the Asset is purchased 
Asset A/c Dr. (with cash price) 
Interest Suspense A/c Dr, (difference betwe,en cash 

To Vendor price and instalment price) 
(with Instalment price) 

ii) For cash down payment 
Vendor Dr, 

To Bank A/c 
iii) For interest due at the time of lnstalment 

Interest Alc Dr. 
To Interest Suspense Alc 

iv) For the payment of instalment 
Vendor Dr. 

To Bank Alc 



Hi re  Purchase Accounts ' v) For Depreciatiorl at the end of the accounting year 
Depreciation Alc Dr. 

To Asset Alc 
vi) For transfer of interest and depreciation to Profit & Loss A/c 

Profit & Loss Alc - Dr. 
To Interest Alc 
To Depreciation Alc 

After passing the above mentioned journal entries, the purchaser prepares the 
following ledger accounts. 

i) Asset Alc 
ii) Vendor's Alc 
iii) Interest Suspense Account 
iv) Interest Account 

Look at  the Illustratinn 3 and see how ledger accounts are ~ n a i n t a ~ ~ ~ e d  in the books 
of the buyer when goods are purchased under Instalment Payment System. 

Illustration 3 

Fire industries Ltd, purchased a plant on 1.1.1985 from MMC Ltd. under instalment 
payment sxststem The cash price was Rs. 20,000 payable as Rs. 6,384 for clown 
payment and the balance by three equal annual inslalmcnt of rs ... 5.000 each inc;luding0 
5% intcrest. Depreciation @ 10% was to he charged as per W.1l.V. method. 

Show the necessary ledger accounts in the bnoks of Fire Industries Ltd. 

Solution : In the books of Fire Industries Ltd. 

Dr. Plant Account Cr. 

MMC Ltd. Account 
Dr. Cr. 

Date parlieu& Amount Date ~&iculars Arnau~~t 

1986 
Jan. 1 
Dec. 31 

1987 
Jan. 1 

1988 
Jan. 1 

1986 
Jan. 1 
Dec. 31 

Dec. 31 

i987 
Dec. 31 

Dec. 31 

1989 
Dec. 31 

By Plant Alc 
By Interest Suspense Alc 

By Bnlnncc bld 

By Dnlnnce bld 

Rs. 
20,000 
1,384 

21,384 

10,000 

, 10,000 

5,000 

5,000 

To Bank Alc 
To Bank Alc 

(1st Instalment) ' 

To Balance cld 

To Bank Alc 
(?nd instalment) 

To Balance c/d 

To Bank 
(3rd instalment) 

Rs. 
6.384 
5,000 

10,000 

21,384 
-- 

5,000 

5,000 

10.000 

5,000 

5,000 . 



Interest S~~spense Acco~~nt Cr. Hire Purchase Accounts 11 
Dr. 

Dr. 
9 

I, 

Interest Account Cr. 
. 

Workidg Note: 
Stntemcnt showing calculation or Interest for deferment period 

Pnrtlculnrs Amount Prlncipal Inter@ Total 

19 86 
Dcc. 31 

1987 
Dcc. 31 

1988 
Dcc. 31 

Kc 
681 
- 
68 1 

--- 

465 - 
465 
- 

238 
- 

238 
- 

To Inlerest Su\pensc A/c 

To Interest Sn\pen\e Alc 

To Intcre\t Suspense A/c 

1986 
Dcc. 31 

1987 
Dec. 31 

1088 
Dcc. 31 

Rs. 
c = (a + b) 

6,384 

5,000 

Cash Rice 
(6384 + 1361 6) 

1.1.86 
Less : Down Payment 

31.12.86 
Add : Intercst Q 5% 

5 (- X 13,616) I00 

Less : 1st Instnlment 

31.12:87 
Add . Interest @' 5 %  

5 (- X 9,217) 11m 

By Profit & Loss A/c 

By Profit L Loss A/c 

By Profit & Lob\ Alc 

Less : 2nd Instaln~cnt 

31.12.88 
Add : Interest @ 5% 

X 4,262) 100 
.- -- - - -  

Rs. 

20 ,000 

6,384 

13,616 

68 1 

14,297 
5.000 

9,297 

465 

0.762 

R\ 
60 1 
- 
681 
- 

465 
- 
465 
- 

238 - 
238 
- 

&Kl:l 4,535 
- 

238 
-" - --- . . ---.-.".Ad*"----- 

Its. 

(4 

6,384 

4,319 

, 465 s,()()0 

Rs. 

(b) 

681 



Hire Purchase Accounts 

Less : 3rd Instalrnent 

Total NIL 20,OOO 1,384 2 1,384 

5.5.2 Books of the Vendor 
The vendor passes the following journal entries when the goods are sold on instalment 
payment system. 

i) When t11e goods are sold 
Purchaser 

To Sales A/c 
To Interest Suspense Alc 

Dr. (with total price) 
(with cash price) ' 

(with the. difference between 
the total price and cash price). 

ii) For cash received as down payment 
Bank A/c Dr. 

To Purchaser 

iii) For interest due on instalment 
Interest Suspense A/c Dr. 

To Interest N c  

iv) For receipt of the amount of instalment 
Bank A/c Dr. 
, To Purchaser 

v) Ror transfer of interest to Profit & Loss Alc 
Interest A/c Dr. 

To Profit & Loss N c  

Like the buyer the vendor also prepares certain Ledger accounts. They are ; 

i) ~ u ~ k r ' s  Account 
ii) Interest Suspense Account 
iii) Interest Account 

Look at the Illustration 4 and see how the accounts are maintained in the books of the 
vendor when the goods are sold on instalment payment system. 

Illustration 4 
We consider the problem given in Illustration 3 and prepare ledger accounts in the 
books of the vendor. 

Solution : 
In I.& books d MMC ~ t d .  

Dr. Fire jnduatries Ltd. Account Cr. 

ba&- -- 
. - .  

Pprtlculm - ' -Amount Date Kyticulam . 1 Amount 

1986 
Jan. 1 To Sales A/c 

Dec. 31 To Interest Suspense Alc 

1987 I 

Jan. 1 To Balance b/d 

1988 
Jan. I To Balance b/d , 

t 

Rs. 
20,000 

1,384 

-- 
21,384 

10,000 

L0,Ooo 

5,000 

P- 

",00V 

Rs. 
6,384 

5,000 

lr),ooo - 
21,384 - 
5 , m  

5 yo - 
10,000 

5 ,m 
- 
5,m - 

1986 
Jan. 1 

Dec. 3 1  

Dec. 31 

1987 
Dec. 31 

Dec. 31 

1988 
Dec. 31 

By Bank A/c 
(down payment) 

By Bnnk A/c 
(1st Instalment) 

By Bnlance dd  

By Bank A/c 
j2nd instalment) 

To Balance c/d 

By Bank Alc 
(3rd instalment) 

-- 



Interest Suspcnsc Acco~lnt Cr. Dr. 

Dr. n 

I 

Interest Account Cr. 

681 - 
681 - 
465 
- 
465 - 
238 

238 - 

Check Your Progress A 

By Interest Suspense A/c 

By Interest Suspense Alc 

By Interest Suspense A/c 

1) Fill in 'the blanks 

1986 
Dec. 31 

1987 
Dec. 31 

1988 
Dec. 31 

i) .Default is ... .; ..,............. to act, appear or pay, 

681 
.- 
68 1 - 
465 
- 
465 
- 

238 
- 
238 - 

To Profit 4 LOSS A/c 

To Profit @Loss Alc 

To Profit & Loss A/- 

ii) Possession of goods means .,.....,.. ........... of goods. 

6 
Dec.31 

1987 
Dec, 31 

1988 
Dec, 31 

iii) The act of ................... .. of ..................... is termed as repossession. 

iv) Where a hire purchase agreement is ..................... due to default in 
payment, the hire vendor shall be entitled to enter the premises of the hirer 

k and ..................... the goods. 

v) In case of termination due to default in paynient the hire vendor is entitled 
..................... to for non-delivery of goods. 

vi) Under an instalment payment system, the buyer gets the ..................... of 
the goods on the date of ...................... 

2) State whether the following statements are True or. False. 

i) Under a hire purchase agreement, failure in payment of only the last 
, instalment would be considered as a default. 
ii) On default, the vendor udder the instalment payment system is entitled to 

retain the amount which has already been paid and recover the arrears of hire 
due. 

iii) After repossession a hire vendor has no right to resell the goods repossessed, 
iv) In case of a n  instalment payment iystem the buyer is entitled to dispose off 

the goods he has bought. 

V) Under an instalment payment system, the buyer can return the goods at any 
tinie, 



Hire Purchase Accounts 
5.6 LET US SUM UP - 
Under the hire purchase agreement, the hire vendor delivers only the physical 
possession of the goods to the buyer (the hirerj and not the title of the goods. Title 
passes whgn the paylnent of the last instalrnent is made, and, if the buyer makes 
default, the hire vendo?has the right to repossess the goods. But, he can also enter 
Into a compromise and repossess a part of the goods. When, on default by the buyer, 
the vendor repossesses only a part of the ~ o o d s ,  he reassesses its value and adjusts 
the same against the amount due frcm hirer. 

The basic difference between the hire purchase system and the imstalment payment 
system relates to the point of time when :he property ill goods passes frorn the seller 
to the buyer. In case of hire purchase system. the property in goods passes at the 
time of payment of the last instalment while in case of itistalment payment system i t  
passes at the time of signing the contract. Accounting treatrrlent in both systems is 
nlore or less the same. The only difference relates to the trcat~ne,nt of interest. In 
case of hire purchase system, the ~ c t u a l  amount of interest is dehitccl to  the purchaser 
as and when the instalments Fall due. But, in case of instalment paynlent system, the 
buyer is debited with the total amount of interest right at the tirile of sale by crecfiting 
it to Interest §usper& Account. This account-is debited with the actual amount of 
interest as and when the instalnlents fal! due. Undcr this system. the buyer is Lreatcd 
as a debtor fur the full amount including total interest. blowever, in practice, even 
this may be dispensed with. 

-------.- ---- ---. - -- 
5.7 'KEY WORDS ------.----- 

Default : Failure on the part of the hirer (the buyer of thc goods) to pay irrstaiment. 

Instalrnenf Sale : An ordinary sale transaction where the piiy~nenls :ire made on 
deferred terms, but the buyer becon~es the owner of the goods imrr~ediately on 
cotripletion of the transaction. 

Passing of title : Transfer of ownership, 

Seizure : Repossession of goods within the provision of the law. A hire purchase 
agreement may give the right to the hire vendor to seize the goods he has sold if the 
hirer (the buyer) makes default in payment of instalments. 

5.8 ANSWERS TO CHECK YOTJR PROGRESS 

A) 1 i) failure ii) physical holding iii) recovery, possession 
iv) terminated, seize, v) damages vi) ~ i t l e ,  initial payment. 

2 i) False ii) True iii) F'alse iv) True V) False 

1 Explain the t e r m  'Default' and 'Repossession' both in relation lo a hire yllrchase , 

transaction and an instahnent dle transaction. 

2 What are the rights of a hire verrdor in case of ddfault under the Hire Purchase 
Act, 1972? 

3 What are the rights of hirer in case of seizurc and repossession of goods under 
the Hire Purchase Act, 19727 

4 Describe the differewe between the accounting treatment uuder the hire purchase 
system and the instalment payment system. 

5 Discuss in detail the similarities and dissimilarities of Hire Purchase System and 
34 lnstalment Payment System. 



Exercises Hire Purchase Accounts II 

I PQR Ltd. sold a piece of machinery to RST Ltd. on 1.1.86 under a hire purchase 
agreement. The payments were to be made in four annual instalments of 
Rs. 4,230 each at the end of each year. The rate of interest @ 5% was-to be 
charged: RST Ltd. defauIted at the time of the third instalment and PQR Ltd. 
repossessed the machinery. RST Ltd. charged depreciation @ 10% p.a. on 
W.D.V. method. 

Show necessary ledger accounts in the books of RST Ltd. 

(Answer : Cash Price ~s. '15,000,  Total Interest Rs. 1920, Loss on repossession 
Rs. 2,676). 

2 Karim Ltd. purchased some furniture from Solman Ltd. on hire purchase system 
on 1.1.87 at a cash price of Rs. 60,000, of this Rs. 15,480 was to be paid as down 
payment and the balance in five annual instalments of Rs. 10,000 each. The rate 
of interest was charged @ 4% p.a. Icarim Ltd., could only pay the first instalinent 
and, on default, Solman Ltd, repossessed the goods which were revalued by 
charging depreciation @ 15% p.a. on straight line method. On 1.3.89 Solman Ltd. 
incurred Rs. 1,500 for reconditioning of the goods and sold them at Rs. 45,000. 

Show the ledger accounts in the books of Solman Ltd. 

(Answer : Amount due from Karim Ltd, on 31.12.88 Rs. 37,753; Profit taken to 
P & L A/c in 1988 Rs. 4,247 : .Profit on resale in 1989 Rs. 1,500. 

3 Fair Ltd. purchased on 1.1.87 machinery valued at Rs. 12,000 from Unfair Ltd. 
under a hire purchase system under which the payments were to be made in three 
equal annual instalnlents of Rs. 4,000. The interest @ 6% p.a. was to be charged 
and paid along with the instalments. 

Fair Ltd. could not pay the second instalment and it was agreed that Unfair Ltd. 
would partly repossess machinery costing Rs. 8,000 at Rs. 4,500 provided Fair 
Ltd. paid the 'arrear ihterest to-date. 

Show ledger accounts in the books of Fair Ltd. assuming that depreciation @ 10% 
p.a. was charged on W.D.V. method. 

(Answer : Loss on partial repossession Rs. 1,980, value of the machinery carried 
forward Rs. 3,240. Total amount of interest paid RS. 1,200). 

4 Ajay purchased fivc trucks on hire purchase on July I, 19116. The cash price of 
each truck was Rs. 1,00,001). He was to pay 25% oof the cash price as down 
payment with the dclivery and the balance in five yearly instalnlents together with 
the interest @ 5% per annunl. Ajay fails to pay the third instalment due on June 
30,1989. It  was agreed that two trucks would be returned to the vendor and the 
value of these two trucks would be adjusted against the amount due.,The trucks 
to be returned will be valued at depreciation of 25% p.a. on W.D.V. method. 

The repossessed trucks were overhauled at a cost of Rs: 4,000 and sold for 
Rs. 90,000. 

Show the necessary ledger accounts in the books of both the parties. Books are 
closed on June 30 every year and depreciation @ 20% per annurn is charged. 

(Answer : Gnods Repossessed Rs. 84,375. Loss on Goods repossessed Rs. 18,025. 
Balance due to Hire Vendor Rs. 1,88,297) 

5 Harish purchased from Ramesh some motor pumps on 1.1.87 under itistalrnents 
payment system. The cash price was Rs. 74,466 which was to be paid Rs. 20,000 
as down payment and the balance in three equal annual instalments of Rs, 20,000 
including interest @ 5% p.a, 

Show the ledger accounts in the books of Harish and Ramesh assuming 
depreciation @ 10% p,a. on straight line method. 

(Answer ; Tqtal Interest for Interest Suspense Alc Rs. 5,534 adjusted Rs. 2,723 
in 1987, Rs. 1,859 in 1988 and Rs. 952 in 1990). 

6 Lokesh .purchased on 1.1,87 some machinery from Suresh 'under instalment 
payment system under which Rs. 6,000 was to be paid as down payment and the 



. H i e  Purchnse Accounts rest in 3 equal annual instalments at interest @ 5%. The cost price was Rs. 22,350. 
Depreciation was charged @ 10% on W.D.V. method. 

Show the ledger accounts in the books of both the parties. 

(Answer : Total interest for Interest Suspense A/c Rs. 1,650 adjusted as Rs. 818 
in 1987, Rs. 558 in 1988 and Rs. 274 in 1989) 
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6.0 OBJECTIVES 

After studying this unit, you should be able to : 
e explain the basic record maintained for hire purchase transactions of goods of small 

value, 

o explain the terms like cost price, goods sold on hire purchase, hire purchase stock, 
hire purchase debtors, etc. considered relevant for ascertainment of profit on hire 
purchase business, 

0 prepare hire purchase trading account and ascertain the profitlloss on hire 
purchase business, 

@ ascertain the profit o r  loss on hire purchase business through stock and debtors 
method. 

6.1 INTRODUCTION 

In the previous two units you learnt about the accounting for hire purchase 
transactions in the books of both the hire purchaser and the hire vendor. This system 
of maintaining accounting records relates to hire purchase transactions for goods of 
substantial sal/es value. In practice, however, the goods bearing small value like 
fridge, T.V.,'scooter, etc, are also sold on hire purchase basis. The retailers often 
keep separate fecords for thcsc transactions and compute the profit on hire purchase 
business separately. This involves a peculiar method of accounting and profit 
ascertainment. In this unit we shall discuss the accounting treatment of hire purchase 
transactions for goods of small value and study the methods of ascertaining the profit 
or loss on such transactions during an accounting period. 

6.2 BASIC HECORD FOR GOODS OF SMALL VALUE 
SOLD ON HIRE PURCHASE 
.;* 

You are aware of the fact that with advancement of technology and improvement in 
the standard of living of the people both in India and abroad, the demand for 
consumer durables like fridge, T.V., aitomobiles, etc. has increased manifold over 
the years. To  meet this demand explosion, the dealers have come up with innovative 
schemes which attract the prospective consumers to purchase such goods. One such 
scheme is the sale on hire purchase basis. The consumers with limited resource are 
naturally interested in buying under this scheme in view of the benefits of deferred 
Payment at reasonable rate of interest. Hence, a large volume of transactions in these 

'goods are being conducted everyday. 

It Should be noted that these transactions take place between a retailer (dealer) and 
the consumers, and not between two business units. Hence, the amounting is 
hportant only for the vendor and not the buyer. Let us now study how a hire vendor 
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I 

(retailer) maintains the accounts when goods of small value are sold on [lire purchase 
basis. 

In  case of hire purchase transactions of numerous goods of small value it becomes 
practically inconvenient for a particular dealer of these items to maintain separate 
accounts for each transaction. Hence, the accounting system is designed in such a 
way that overall control can be exercised on all the transactions during a particular 
accounting period through control accounts. However, for individual transactions, 
detailed record may be kept in a subsidiary book called 'Hire Purchase Sale Register' 
showing the necessary information as may be required to control individual accounts 
of the buyers. A specimen of the register is given in Figure 6.1. 

Pig 6.1 : Nlre hrch'ase Sdes ~egis ter  ' 

In Hire Purchase Sales Register as given in Figure 6.1, you will observe that, besides 
the details of individual hire purchase transactions, there are columns showing cost 
price, hire purchase price, cash down payment, instalments received, i~lstalments due 
but not yet paid, and instalrnents not yet due. The fig~ues are very relevant for the 
accounting fur hire purchase transac'tions and the ascertainment Of profitlloss from 
hire purchase business a?d, thercfore, the accountant must be careful in recording 
the amounts and the casting (totalling) of these columns. The toti" of these columns 
are posted to the relative control accounts periodically, say monthly, quarterly, half 
yearly, or yearly by passing the necessary journal entries. 

6.3 RJILEVANT TERMS 

In connection with the accounting for goods of sm'all value sold on hire purchase 
basis, we have to define certain terms before we study different methods of 
ascertaining the profit or loss on such transactions. These relevant terms are : 

1 Cost  price of goods sold on hire purchase 
2 Value of goods sold on hire purchase 
3 Cash received 
4 Hire Purchase Debtors 

I 

5 Hire Pprchase Stock 
6 Stock at shop 

1 Cost price of goods sold on hire purchase : You know the hire vendor is'only a 
dealer. He purchases goods from various manufacturers and sells them to  the 
consumers under hire purchase system. Naturally, he sells the goods at a price 
higher than the price at which he has bought. His mark-up on hire purchase sales 
is bound to be more than even the cash price because he has also to cover the 
lossof interest on such transactions. Normally, interest is accounted for separately 
as you studied in the case of sale of goods of a substantial value. But, in the case 
of sale of goods of small value, interest is ignored and the profit is worked out on 

' I  

I 



the basis of the difference between cost price and hire purchase price. This is called IIIW hrc11rw Accoi~ntc m 
.loading'. Loading is generally given in terms of percentage on cost or as 
percentage of hire purchase price. Usually you are with the figure of 
hire purchase price and you havc to work out the cost price with the help of 
loading. Alternatively, both the hire purchase price and cost price are given and 
you may have to work out the loading for purposes of ascertaining profit or loss 
in hi1.e purchase business. 

z Goods sold op hire purchase : For the purpose of finding out thc profit or loss on 
the hire purcl~asc business during an accounting period, we need the figure of the 
valuc of goods sold on hirc purchase. This reflects the hire purchase price of all 
the goods sold on hire purchase basis during the accounting period. This is lnostly 
given. If, however, the value of goods sold on hire purchase is not given, it  ' can 
be worked out by applying the loading rate to the cost of goods sold on hire 
purchase. Alternatively, it can be worked out with the help of the first part of the 
Hire Purchase Trading Account. (This is explained in Section 6.4) 

3 Cash received : This refers to the total amount received during the.accounting 
period in respect of hire purchase sales wbether they relate to previous years or 
the current year. This includes the amount of dowr~ payment and the amount of 
instalments paid during the year. 

4 Hire Purchase Debtors : It is also known as 'Instalnments due but not yet paid' or 
611~stalrne~~t due, cl~storners paying'. Thus, it refers to the total amount oE such 
i~lstalments which have fallell due during the accounting period byt have not yet 
been paid by the hirc purchase customers. For purposes of profit onillire purchase 
business, the total of 'cash received' and 'hire purchase debtors' ii taken as the 
'realised sales' during an accounting period, and not the goods sold on hire 
purchase. 

5 Hire Purchase Stock : You know when goods are sold on hire purchase basis, the 
customer makes some down payment and agrees to pay the balance in 
instalments. Some of these instalments become due d ~ ~ r i n g  the accounting year 
when goods were sold to him while others shall become duc during the following 
yeartycars. The instalments which have not become due during the current year, 
are called 'instalments not yet due' or 'hire purchase stock'. It should be noted 
that hire purchase stock does not mean stock of goods in the shop. It is a special 
term used for the total amolint of instalments which have not become due during 
the current year. It rel?rcsents the unrealised sales and needs adjustment of 
loading involved. This amount is requi~cd for the purpose of ascertaining profit 
or loss on hire purchase business. 

The amount of 'instalments not yet due' (hire purchase stock) is usually given 
But, if it is not given the same can be worked out with the help of   ire Purchase 
Trading Alc. 

6 Stock at Shop : 'Stock at shop' should not be confused with 'hire purchase stock'. 
You know that hire purchase stock represents the instalments not yet fallen due. 
But, the stock at shop is a common term used for unsold goods lying in store. The 
amount of stock at shop is not relevant to the ascertainment of profit or loss of 
the hire purchase business. This however, can be helpful in ascertaining the cost 
of goods sold on hire purchase which,'in turn, helps the ascertainment of the value 
of goods sold on hire purchase (if not given) by adding the loading thereto. 

6.4 ASCERTAINMENT OF PROFIT 

For the ascertainment of profit or loss on goods of small value sold on hire purchase, 
we have to prepare a 'Hire Purchase Trading Account'. It is just like the Consignment 
Account prepared for ascertaining the profit/Ioss on consignment of goods invoiced 
at selling price. For preparing the Hire Purchase Trading Account, therefore, we 
require the amounts of goods sold on hire purchase, cash received, goods 
repossessed, hire purchase debtors (both ~t the beginning and at the ear3), hire 
purchase stock (both at the beginning and at thr end). 

These figures can be extracted from the Hire Purchase Sales Register or the relevant 
control accounts and taken to Itire Purchase Trading Accollnting by passing the 
mY.!S§ary closing elrltries in the ,Joernal. Further, we shall have to ascertain the 



Hire Purchase Accounts percentage of loading and.the amount of expenses incurred on hire'purchase business. 
The proforma of Hire Purchase Trading Account is given in Figure 6.2. 

Figure 6.2 : Proforma of Hire Purchase Trading Accoun~ 

Dr. ~ire'purchase Trading Account Cr. 

To H.P. Stock 
(opening) 

To H.P. Debtors 
(opening) 

TO ~ o o d d ~ o l d  on H,P. .., 
(at H.P. price) 

To Stock Reserve ... 
(loading on closing H.P. stock) 

To Expenses ... 

To Net Profit. ... 
(transferred to P & L Alc) 

By Cash Received . a .  

By Goods Repossessed ... 
(market value) 

By H.P. Stock ... 
(closing) 

By H.P. Debtors ... 
(closing) 

By Stock Reserve . , . 
(loading on opening H.P. stock) 

By Goods Sold on H.P. . . . 
(loading) 

The proforma of Hire Purchase Traaing ~ c c o u i t  as given in Figure 6.2 is the usual 
form in which the Hire Purchase Trading Account is prepared. But, it is better to 
divide it into two parts as shown in Figure 6.3, the first part to contain only those 
items which are recorded at H.P. price and the second part showing the adjustment 
of loading and the expenses, losses, etc. relating to hire purchase business for 
ascertaining the profit or loss. 

Figure 6.3 : Another Proformn of Hire Purchase Tradlng Account 

Dr.. Hlre Purchase Trading Account Cr . 
To H.P. Stock 

(opening) 
To H.P. Debtors 

(opening) 
To Goods Sold on H.P. 

(at H.P. price) 

, By Cash Received 

. . . By Goods Repossessed 
(instalments unpaid) 

... By H.P. Stock 
. (closing) 
By H.P. Debtors 

(closing) - 

To Stock Reserve . . . By Stock Reserve . . . 
(loading on closing H.P. stock) (loading on opening H.P. stock) 

To Loss on Goods Repossessed ... By Goodssold on H.P. ... 
(dif, between market value or cost (loading) 
and unpaid inslalrnents). 

To Expenses 
(on hire purchase business) 

To Profit 
(transfered to P & L AJc) 

It should be noted that the totals of two sides in the first of the IIire Purchase 
Trodlng Account will be equal. If they are not equal, it would mean that there is some 
mistake. Not only that, the first part can also help us in finding out the amoknt of 
any item which is missing (being the balancing figure) provided all the other figores 
are given. 

Look at Illustration 1 and see how profit is ascertained in,respwt of goods of small 
value sold on hire purchase with the help of Hire Purdiase Trading Account. 

, . 

Capital Electronics & Co. started busigess on 1.1.88 for sellin'g 'elektronjc goods on ' 
hire purchase basis. During the year end on 31.12.88, the following transactions 
were made. 



a) Krishna purchased a T.V. costing Rs. 3,000 at Rs. 4,500 payable Rs. 1,500 as 
down payment and the balance in 12 monthly instalments of Rs. 250 each, 

b) Vim purchased one grinder costing Rs.'1,000 at Rs. 1,500 payable Rs. 300 as down 
payment and the balance in 12 monthly instalments of Rs. 100 each, and 

c) Arjqn purchased a refrigerator costing Rs. 2,400 at Rs. 3,000 payable Rs. 600 as 
dqwn payment and the balance in 12 monthly instalment of Rs. 200. 

As on 31.12.88, Krishna could not pay one instalment out of the seven instalments 
due, Vim could not pay one instalmentiout of the five instalments due, and Arjun 
oould not pay the two instalments out of eight instalments due. 
Calculate the profit or loss on Hire Purchase Transactions. 

Solution .: 

Dr. Wrc Rvchnse Trading Account , Cr. 

Working Notes : 

TO Goods Sold on Hire Purchase 

To Stock Reserve 
(loading on closing H.P. stock) 

To Net Profit transferred to P & L A/c 

a Goods sold on hire purchase (H.P. Price) 
i )  TV purchased by Krishna 
ii) Grinder purchased by Vim 
iii) Refrigerator purchased by Arjun 

Rs. 
4,500 
1,500 
3 , o  

Rs. 

9,000 

- 

9,000 

810 

1,790 - 
2,600 - 

b Cash received 
i) From Krishna [Rs. 1,500 + (250 X 6)] 
ii) From Vim [Rs. 300 4- (100 X 4)] 
iii) From Arjun [Rs. 600 4- (200 X 6)3 

c Amount of instalment due but not paid (H.P. Debtors) 
i) From Krishna Rs. 250 X 1 
ii) From Vim Rs. 100 x 1 
iii) From Arjun Rs. 200 x 2 

B y  Cash Received 
B y  Goods Repossessed 
B y  Hire Purchase Stock 

(closing) 
By Hire Purchase Debtors 

(closing) 

By Goods Sold on Hire Purchase 
(closing) 

Total, 9 - 

Rs. 
5,500 

2,750 

750 

- 
9,000 - 
2 ,m 

- 
2,600 - 

, 3 , o  
700 

1,800 

Total 5,500 

Total 750 

Amount of instalment which are not due (H.P. Stock) 
i) From Krishna 

Amount not due Rs, '250 x 5 1,250 
ii) From Vim 

Amount not due Rs. 100 x 7 700 
iii) From Arjun 

Amount not due Rs, 200 x 4 800 

Total 2;750 



Hire Purchase Accounts e) Loading 
- i) On goods sold on hire purchase 

Hire Purchase Price - Cost Price 
= (4,500 + 1,500 + 3,000) - (3,000 + 1,000 + 2,400) 
= 9,000 - 6,400 
= Rs. 2,600 

ii) On hire purchase stock relosing) 
A.P. Stock Loading 

Rs . Rs. 

Krishna 1,250 x 1,250 = 4,500 417 

Vim 700 

Arjun 800 600 - . x  800 = 
3,000 

160 - 
Total 810 - 

6.4.1 Treatment of Goods Repossessed 
You know when the hire purchase customer commits default in payment of 
instalrnents, the vendor may repossess the goods. The amount of instalrnents unpaid 
(also termed as instalments due) in respect of such goods are shown on the credit 
side of the first part of the Hire Purchase Trading Account as shown in its ptoforma 
given in Figure 6.3. 

If the market value of such goods is given or they have beenisold out immediately 
on repossession, the difference between the unpaid amount and the market value (or 
sale value, if sold out) is treated as loss or profit on goods repossessed. If it is loss, 
the same is debited in the second part of the Hire Purchase Trading Account, and if 
it is profit (it is rare), the same can be shown on its credit side. The difnculty arises 
when the market value36r sales value of repossessed goods is not available. In such a 
situation, you will have to adjust the loading involved in the unpnid instolment in 
respect of such goods because its true value is equal to its proportionate cost. Thus, 
having credited the first part of Hire Purchase Trading Account with amount of the 
unpaid instalments, you must debit the amourlt ,of loading included in the unpaid 
instalments. Alternatively, if you are preparing Hire Purchase Trading Account 
without dividing it into two parts, credit the Hire Purchasing Trading Account with. 
its true value/market value/sale value itself. In that case, no adjustment will be 
necessary. 

Look at Illustration 2 and see how goods repossessed have been treated in the Hire 
Purchase Trading Account. 

Illustration 2 
Easy Payment Ltd, sells goods on hire purchase basis at a profit of 50% on cost. The 
following particulars are given for the year ending December 31, 1989. Prepare the 
,Hire Purchase Trading Account, 

Hire Purchase Stock (opening) 
Instalments due, customers paying (opening) 
Goods sold on hire purchase during the year (at hire purchase price) 
Cash received from customers 
Goods repossessed valued at (instalments due Rs, 6,000) 
Hire Purchase Stock at the end 
Instalments due (at the end), customers paying 

' Expenses 

Rs. 
18,000 



Solutions : 

Dr. Hire Purchase Trading Account Cr. 

Working Notes : 

To Hire Purchase Stock 
(opening) 

TO Hire Purchase Debtors 
Skening) 

ro ~ o o d s  sold on Hire Purchase 
1 

Toloss  on Gclods Repossessed 
(dif, betweell instalments unpaid 
and market Valnej 

To stock Reserve 
(loading on closing H.P. stock) 

To Expenses 
To Profit & Loss A/c 

(Profit) 

1 Loading 
a) On Opening H.P. Stock 18,000 x 50 = Rs. 6,000 150 

b) On Goods Sold on H.P. 1,74,000 x 50 = Rs. 58,000 
150 

Rs. 

18,000 

10,000 

1,74,000 

2,02,000 

3,000 

20,000 

19,000 
22,000 

64,W 
_L 

c) On Closing H.P. Stock 60,000 x 50 = Rs. 20,000 
150 

2 Loss on Goods Repossessed : Amount of unpaid instalments~less Market Value 
= 6,000 - 3,000 -1 Rs, 3,000 

By Cash Received 

By Goods Repossessed 
(instalments unpaid) 

By Hire Purchase Debtors 
(clqsing) 

By H ~ r e  Purchase Stock 
(closing) 

By Stock Reserve 
(loading on opening H.P. stock) 

By Goods sold on Hire Purchase 
(loading) 

Alternatively 

Rs. 
1,20,000 

6 ,W 

16,000 

60,000 

2,02,000 

6 ,000 

58,000 

64,000 
-- 

Dr. Hln Purchase Trading Account Ct. 

6.4.2 Calculation of Missing Figures 

TO Hire purchase Stock 
(opening) 

To Hire hrchase Debtors 
(opening) 

To Goods sold on Hire Purchase 
(H.P. price) 

To Stock Reserve 
' (loading on closing H,P. stock) 
To Expenses 

-0 Net Profit 
(transferrid fo P &L Alc) 

Many times some of the figures needed to calculate the profit or loss on sale of g ~ d s  
of small value on hire purchase are missing. These items may be H.P. Stock (at the 
beginning or at the end), instalments due (opening or closing), purchases, cash 
re@ive'd,-etc. Therefoie, . ,. it becomes necessary to first calculate the figures of these 

. . 
Hire drchak ~erounts III . . 

Rs. 

18,000 

10,000 

1,74,000 

20,000 

19,000 

' 22,000 

2,63,OOO 

By Cash Received 

By Goods Repossessed 
(market value) 

By Hire Purchase Debtors 
. (closing) 
By Hire Purchase Stock 

(closing) 
By Stock Reserve , 

(loading on opening H.P, stock) 
By Goods Sold on H.P, 

(loading) 

Rs. 
1,20,000 

3,000 

16,000 

(a,OOO 

6,000 

58,000 

2,63,000 
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Hire Purchase Accounts items and then prepare the Hire Purchase Trading Account. If there is only one figore 

missing, the same can be worked out with the help of the first part of the Hire Purchase 
Trading Account. But, if more than one figure is missing, the following steps should 

I .  be,taken for the calculation of the missing figures. 
I Prepare three memorandum accounts in the order mentioned below 

i) Memorandum Stock at Shop Account, 
ii) Memorandum Stock out with Customers Account or Hire Purchase Stock 

Account, and 
iii) Memorandum Instalments Due Account or Hire Purchase Debtors Account. 

2 Fill up all the figures given. 

3 Start with the account having maximum figures available. This will help yoti 
to find out the missing figure of that account. ' 

4 Transfer the figure so calculated to the relevant account. 

5 Stock at Shop Account shows all figures'at cost, whereas Hire yu.r.chase Stock 
Account and Hire Purchase Debtors Accounts shows all figu,res at hire purchase 
price. Therefore, while transferring any f ib re  from Stock at Shop Account to the 
other accounts, the figure should be raised to hire purchase price. Similarly, while 
transferring any amount from other accounts to the Stock at Shop Account, the 
figure has to be brought down to cost. 

6 The process of transfer will continue until all the amounts are filled in these 
accounts. 

The Proforma of the three accounts is given below. 

Dr. Memorandum Stock at Shoo Account Cr . 

To Balance bld 

TO PurchBses 

Rs. I 
By Goods sold on Hire Purchase 

(at cost) (1) 
By Balance d d  

Memorandum Hlre Purchase Stock Account 

Rs. 

To Balance b/d 

To Goods Sold on Hire Purchase 
(at H.P. price) (1) 

Rs. 
By Xnstalment Due (2) 
By Goods Reposseseq 

(instalments not yet fallen due) 
By Balance c/d. 

Memorandum Hlre Purchase Debtors Account 

1 Rs. I 
To Balance bld 
To Stock with Customer Account 

(total instalments fallen due) (2) 

By Cash ~eceived from Customers 
By Goods Repossessed 

(instalment due but not paid) 
By Balance-dd 

Rs. 

IHustration 3 will help you to understand the calwlation of missing figure 'for the 
.44 .preparation of Hire Purchase Trading Account. 
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Illustration 3 
Home Appliances Ltd. sell goods on hire purchase terms at a profit of 25% on hire 
purchase price. Following are the transactions for the year ended December 31, 1989. 

January 1 Stock out on hire at cost 
Stock on hand (at shop) 
Instalrnent due 
Cash Received 

December 31' Stock out on hire (at cost) 
Stock on hand (at, shop) 
Instalrnent due 

Calculate the profit or loss on hire purchase under Debtors Method. 

Sol~~t~on : 

Dr.. 

Hire Purchase'Trrding Account 

Rs. 
6,000 
1,000 

600 
16,000 

Working Note : 
Calculation of missing figure 

ro Stock with Custor~~ers 
To ~nstalnients Due 
ro  Goods Sold on Hire Purchase 

To Stock Reserve 
(loading) 

To Profit & Loss Alc 
(Profit) 

Memorandum Stock at Shop Account 

Dr. 

To Balance bld 

Rs. 

8,000 
600 

17,601) 

26,700 

2,300 

4,100 

6,400 

To Purchases 
(balance figure) 

Cr. 

By Cash Received 
By Stock with Customers 
By Instalrnent Due 

By Stock Reserve 
(loading) 

By Goods sold on Hire Purchase 
(loading) 

13,200 
(at cost) 

Rs. 

16,000 
9,200 
1 ,o(J 

26,200 

2,000 

4,400 

6,400 

Memorandum Stock with Customers Account 

To Balance b/d 
To Stock at Shop 

(at hlre purchase pr~ce) 
(missing t~gure) - 

8,000 By Instalment Due 
17.600 ByBulancerJd 

- I I Rs. . 

16,400 



Hirc Purchase Accounts Memorandum Instnlments Due Aceaunt 

Rs. Rs . 

To Balance bld 
To Stock with Customers 

(balancing figure) 

~ h e c k  Your Progress A 

1 Fill in the blanks 

i) The accounting treatment of goods of small value is recorded in the books of 
..................... 0"y. 

..................... ii) The vendor maintains a register. 

..................... iii) The vendor prepares Account to calculate profit or loss on 
hire purchase business. 

..................... iv) Goods sold on hire purchase are shown on the side of the 
Hire Purchase Trading Account. 

v) Loss on goods repossessed by the vendor is equal to the differewe between 
..................... the market value of the goods repossessed and the in respect 

of such goods. 

vi) Three Accounts prepared for the calculation of missing figures are stack at 
..................... Shop Account, Account and Instalments Due Account. 

2 Whdt do you understand by Hire Purchase Debtors? 

6 0  
16,400 

17,000 

3 What do you mean by Hire Purchase Stock? 

By Cash Received 
By Balance dd 

6.5 STOCK AND DEBTORS SYSTEM 

The profit or loss for an accounting period on goods of small value sold on hire 
purchase basis can also be ascertained by another method called 'Stock and Debtors 
System'. This system is similar to the system followed in case of branch accounts. 
Under this system, we make use of the fout4control accounts viz (i) Hire Purchase 
Stock Account, (ii) Hire Purchase Debtors Account, (iii) Goods Sold on Hire 
Purchase Account, and (iv) Goods Repossessed Account; and prepare Hire Purchase 
Adjustment Account for working out the profit or loss on the hire purchase business. 
The Hire Purchase Adjustment Account is similar to the secono part of the Hire 
Pur/chase Trading Account wherein entries are made for the loading involved in the 
g@s sold on hire purchase and the  perl ling and closing balances of hire purchase 
stock (instalments not yet due), and shows the expeqses and losses relating to the hire 
purchase bhsiness. The balancing figure m thedHire Purchase Adjtustment Account 
represents the profit or loss on the hire purchase business. 

The following journal entries are passed under this system to open the necessary I 

accounts in the ledger. , 

1 For goods sold on hire purchase 
Hire Repossessed A/c Dr, 

To Goods sold on H.P. Alc 



2 For total instalments due during the year 
Hire Purchase Debtors A/c Dr. 

To Hire Purchase Stock A/c 

3 For cash received 
Cash A/c Dr. 

To Hire Purchase Debtors A/c 

4 For goods repobsessed (unpaid instalments) 
Goods Repossessed Alc Dr. 

To Hire Purchase Stobk A/c 

5 For loading on goods sold on H.P. 
Goods sold on H.P. A/c Dr. 

To Hire Purchase Adjustment A/c 
( 

6 Fbr loading on opening W.B. stock 
Stock Reserve Alc Dr. 

To Hire Purchase Adjustment A/c 

7 For loading on closi g N.P. stock 
Hire Purchase Adju 1 tment N c  Dr. 

To Stock Reserve Alc 

8 For loss on goods repossessed 
Hire Purchase Adjustment A/c Dr. 

To Goods Repossessed A/c 

(With difference between'instalments unpaid and market value of goods 
repossessed or for loading only) 

9 For expenses on hire purchase business 
Hire Purchase Adjustment A/c Dr. 

To Expenses A/c 

'10 For transfer of profit on hire purchase business 
Profit & Loss N c  Dr. 

To Hire Purchase Adjustment A/c 
In case of loss, the entry can be reversed 

14 For closing good sold on Hire Purchase Account 
~ o o d s '  sold on H.P. A/C Dr. 

To Trading (Stock at shop) Alc 

.Look at Illustrations 4 and 5 and see how profit or ldssj is ascertained with the help 
'of control accounts under the Stock and Debtors System: 

Illustration 4 

Prepare necessary accounts in the books of S.S.K. & Co. who sold goods at a profit 
@ 25% on cost price, with the help of the following information. Follow Stock and 
Debtors System. 

Stock In Shop 

On 1.4.88 
On 31.3.89 

Goods with customers on hire purchase on 1.4.88 
Purchases for shop stock 
Goods sold on H.P. during the year 88-89 
Instalments received 

Overdue Instalments 
On 1.4.88 
On 31.3.89 

Rs. 

15,00(! 
12,500 ' 

18,000 
32,300 
43,500 ~ 

30,000 



Hire Purchase Accoun~s Solution : 

Dr. 

Hire Purcl~ase Stock Account 

Cr. 

To Balance bld 
To Goods Sold on Hire Purchase Alc 

To Balance bld 

Rs. 
By Hire Purchase Debtors Alc (1) 
By Balance c/d 

To Balance bid 
To Hire Purchase Stock Aic (1) 

(amount of instalments due - 
balancing figure) 

To Balance bld 

Hire Purcllase pebtors ACCOIIII~ 

Rs. 

30,500 
3 1,000 - 
6 1,500 
-- 

Goods Soltl on Hire Purchase Accou~~t 

To Hirc Purchase Adjustment Alc 8,700 
To Shop Stock 34,800 

43,500 

By Hirc P U ~ C ~ I ~ I S C  Stock A/c 43,500 

h r e  Purchase Adjurtment Account 

Rs. Its, 
To Stock Reserve Alc 

(loading on closing M.P. Stock) 
To Profit & Loss AYc 

(balt~ncing figure) 

Workillg Notes: 

6,200 

6,1(H) 

12,300 

Loading is 25% on cost. The figures of items on which loading is to be calculated are 
given at H.P. prjce. Hence, the loading on various items has been celculated as 
follows: 

By Stock Iieserve Alc 
(loading on opening [.I .P ,  stock) 

By Goods Soldon I-I.P. Alc 
(1o;ltling) 

i) On goods sold on H.P. = 43,500 x 25 = Rs. 8,700 
125 

ii) On opening H.P. stock F 18,000 x = Rs. 3,600 125 

iii) On c1osingH.P. stock = 31,000 x 2- = Rs, 6,200 125 
Illustration 5 

Taking the information from Illustration 2, ascertain the profit on hire purchase 
business by following the .Stock and Dcblors system. 



Hire Purchase Accounls 111 Solution : 
Dr. 

To Balanc: b/d 
. (at hire purchase price) 

To Gioods Sold on Hire Purchase A/c 
(at hire purchase price) 

To Balance b/d 

Hire Purchase Stuck Account Cr. 

18,000 By Hire Purchase Debtors Alc 1,28,000 
(balanc~ng figure) 

By Goods Repossessed A/c 6:000 
1,74,000 By Balance c/d 60,000 

(at hire purchase price) 7 
Dr. . Hire Purchase Debtors ~ c c o i n t  Cr. 

To Balance h/d 
To Hire Purchase Stock Alc 

(total instalment due- 
balancing figure) ' 

I 

To Balance b/d 

I Rs. Rs. 

10,000 By Cash A/c 
1,26,000 By Balance c/d 

Dr. Goods Repwwissed Account Cr. 

T0H.P. Stock Alc 

To Balance b/d 

Rs. 

3,m 

Rs. 

6,000 

Dr. Hire Purchase Adjuetment Account Cr. 

By H.P. Adjustment A/c 
(loss being the dif. betweeninstalments 
unpaid and its market value) 

By Balance c/d 

To Stock yeserve A/c 
(IaNng bn closing H.P. stack) 

To Loss on Goods Repossessed 
(diff, between-ins_talment due and 
market pri5e) 

To Expenses Alc 
To Profit & Loss A/c 

(profit) 

(loading on opening H.P. Stock) 

(loading) 

Check Yqur Progress B 
1 Fill in the blanks 

i )  Hire Purchase Adjustment Account shows the ..................... on the 
opening and closing stocks, and the goods sold on hire purchase, 

ii) Hire Purchase Debtors Account is credited with the closing balance and 
...................... 

iii) The Goods Sold on Hire Purchase are shown at ..................... in Shop 
Stock Account. 



Hire Purchase KCcounts .................... iv) The loss on goods repossessed is shown on the deb~t  s ~ d e  
Account. 

..................... v) The balance of Account represents the value of stock with 
customers at ..................... price. 

2 List the acchunts opened for ascertaining the profit or loss on hire purchase ' 

businesiunder the Stock and Debtors Sjktem: 

6.6 LET US SUM UP 

When the goods of small value are sold on hire purchase terms, a special accounting 
treatment is requi$d. The accounting records of sale of such goods are maintained 
by the vendor only. He keeps a Hire Purchase Sale Register with appropriate 
columns. The totals af thdse columns are posted in different control accounts 
periodically. , 

There are two methods of ascertaining profit or loss on goods of small value sold on 
hire purchase.'They are : (i) Debtors method under which Hire Purchasing Trading 
Account,is prepared, and (ii) Stock and Debtors Method. . 

The Hire Purchase Trading Account is like Consignment Account; the first part of 
. which shows the opening M.P. stock, opening H.P. debtors and the goods sold on 

hire purchase on the debit side, and cash received, goods repossessed and closing 
HsP. stock and H.P. debtors on the credit side. The total of these two sides should 
be equal. Its second part mainly shows the loading on goods sold on hire purchase, 
loading on opening and closing stocks, the loss on goods repossessed and the expenses 
on hire purchase business. The difference represents the profit or loss on hire 
purchase business which is transferred to the Profit & Loss Account. 

Sometimes, certain items needed to prepare Hire Purchase Trading Account may be 
missing. These can be asceitained by preparing three memorandum accounts : 
(i) Stock at Shop Account, (ii) Stock with Customers Account, and (iii) Instalments 
Due Account. If, however, only one item is missing, it.can be ascertained directly 
from the first part of the Hire Purchase Trading Account. 

Under Stock ahd Debtors Method, the accounts prepared for ascertaining the profit 
or loss on hire purchase business are : 
(i) Goods sold on Hire Purchase Account, (ii) Mire Purchase Stock Account, 
(iii) Hire Purchase Debtors Account, (iv) Goods Repossessed Account, and (v) Hire, 
Purchase ~d$stment'~ccount, The Hire purchase ~djus tment  Account is nothing 
but the second part of Hire Purchase Trading Account which shows the profit or loss 
on Hire Purchase sale. It is similar to Branch Adjustment Account prepared in case 
of branch accounts. 

I 

6.7 KEY WORDS I 

Control Acxounts : Accounts prepared with aggregate figures to check the accuracq 
of respective accounts like H.P. Stock, H.P. ~ e b t o r s ,  etc. 

Hire Purchase Debtors : Amount of instalment due but not yet paid. 

Hlre Pur@use Stock : Instalments not yet fallen due. l 

B Hlre Pure me Tradlq Account : A n  account prepared far ascertaining the profit Or 
loss on goods of small value sold on hire purchase basis. 

Stock Reslcrve : Amount oflloading involved in h'ire purchase stock. 
Stock at Shop : Stock of unsold goods lying in the store. 



'15.8 ANSWERS TO CHECK YOUR PROGRESS 
Hire Purchase Accountri 111 

A 1 i) vendor ii) hire purchase sales iii) hire purchase trading 
iv) debit V) instalment unpaid !. . vi) stock .with customers. 

B 1 i) loading ii) cash received iii) cost iv) hire purchase adjustment 
v) hire purchase stock, hire purchase. 

6.10 TERMINAL QUESTIONS AND EXERCISES 

Questions 

1 Describe how you can keep a detailed record of individual transactions in a 
subsidiary book. 

2 State the journal entries passed to open various accounts under Stock and 
Debtors System as applicable to hire purchase business. 

3 D~stinguish between 'Stock and Debtor System' and 'I-Iire Purchase Trading A/c 
Method' (Debtors System) of ascertaining profit or loss on goods of small value 
sold on hire purchase basis. 

Exercises 
1 Premier Trader Co.,  a hire vendor, furnished the following information for the 

year ended 31.12.1988. 
Rs. 

ioods with hire purchase 
. Customers (at hire purchase price) on 1.1.1988 32,000 

Goods -sold on hire purchase during the year 
(at hire purchase price) 1,60,000 . 
Cash received during the year 1,12,OOO 
Goods received back 
(instalments unpaid Rs. 4,000) at market valuc 600 
Goods with hire purchase customers 
(at hire purchase price) on 31.12.1988 

Prepare Hire Purchase Trading Account in the books of Premier Trader Co. who 
sold goods on hire purchase at cost plus hOO/o. 

(Answer : Profit Rs. 41,600; Missing figLre : H.P. Debtors at the end Rs. 4,000) 

2 From the following transactions of Lee Ltd.. a hire vendor, prepare.tlie necessary 
accounts under Debtors Method in its books for the year ended 31.12.88. The 
goods are sold at cost plus 33113. 

II 

Rs. 
January 1,1988 Stock in the shop 2,000 

'Instalrnents due 1,200 
Stock with customers at H.P. price 16,000 . 

December 31.12.88 Stock in the shop 
Instalments due and unpaid 
~ t d c k  with customers at H.P. price 
Cash received during the year 
Expenses on hire purchase business 
Purchases 

. , 
(Answer : Goods sold on Hire ~ i r c h a s e  i t  H.P. price Rs. 35,200; Profit Rs. 5,200) 

3 H.C. Sales, a hire vendor, was engaged in hire purchase business. The fpllowing 
information is provided to you for the year ended December 31,1988, in respect 
of his business. 

Rs. 
- January 1,1988 Stock with Customers at H.P. price 4,500 

Instalment due 2,500 



Hire Purchase Accounts December31, 1988 Cash received from customers 30,000 
Goods repossessed (instalrnents due Rs. 1,000) 
at market value 650 
Instalment due 4,500 
Goods sold on hire 'purchase 43,500 

Preparc necessary accounts under Stock and Debtors System assumlng H.P. Price 
at cost plus 50%. 

'(Answer : Net profit Rs. 10,650 missing figure H.P. Stock at end Rs. 15,000) 

4 Following information was available for the year ended June 30,1988, in respect 
of Auto Dealers Ltd. who was engaged in hire purchase business. Calculate the 
amount of profit under Stock and Debtors Method. 

Rs. 
July 1,1987 Instalments due 4,000 

Stock. at shop 12,000 
Stock out with customers (at H.P. Price) 25,000 
Cash received during the year 2,00,000 
Purchases 1,67,0001 
Goods repossessed (instalments due Rs. 3,000) 500 
valued at 

June 30,1988 Instalments due 6,000 
Stock at shop 11,doo 
Stock out with customers (at H.P. Price) 30,000 

The goods were sold on purchase at 20% on hire purchase price. 
(Answer : Profit Rs. 38,500'1 

5 Girdhari also sells goods on hire purchase basis. The hire purchase price is fixed 
by adding 50% to the cost. The following are the figures relating to his hire 
purchase business for the year 1989. 

Rs. 
H.P. Stock as on 1.1.1989 36,000 
H.P. Debtors as on 1,1.1989 900 
Goods sold on hire purchase at H.P. price 2,71,800 
Cash received during the year 2,77,200 
Total amount of instalments. that fell due during 1989 2,78,1OJl 

A customer to whom goods had been sold for Rs. 3,600 paid three instalments of 
Rs. 300 each. His fovrth instalment fell due on December 1, 1989 which he failed 
to pay. Consequently, the goods were repossessed on December 27, 1989 after 
due legal notice. 

Prepare the necessary accounts under the Stock and Debtors System foi the year 
ending December 31, 1989. 

(Answer : Profit Rs. 92,600; Missing figures; H.P. Stock at the end Rs. 27,300 
and H.P. Debtors at the end Rs. 1,500 after crediting Rs, 2,400 and Rs. 300 for 
goods repossessed.) 

1 
Note: These questions will help you to understand the unitjbetter. Try to write 
answers for them. But do not submit your answers to the University. These are 
for your practice only. 

. - * 

SOME .USEFUL BOOKS 

Maheshwari S.N., 1984. Introduction to Accounting, Vikas Publishing House : 
. Nbw Delhi. (Chapter 6 Section 11) 



Monga J.R. and G. Ahuja, 1989. Financial Accounting, National Publishfng House. Hire Purchasc Accounts 111 

New Delhi. (Chapter 6 Section 11) 

William Pickles, 1982. Accountancy, E.L.B.S. and Pitman, London. (Chapter 20) 

Gupta, R.L. and M. Radhaswamy, 1986. Advanced Accountancy, V O ~ .  I .  
Sultan Chand & Sons, New Delhi (Chapter 12) 

Shu.kla, M.C. and T.S. Grewal, 1987. Advarlced Accounts, S. Chand & Co. 
(pvt.) Ltd., New Delhi. (Chapter 14) 



UNIT GENERAL INTRODUCTION AND . 

DISTRIBUTION OF PROFITS 

Strueture 
7.0 Objectives 
7.1 Introduction 
7.2 What is Partnership? 
7.3 Partnership Deed 
7.4 . ~rovisions Affecting Partnership Accounts 
7.5 Distribution of Profits 

7.5.1 Profit and Loss Appropriation Account 
7.5.2 Calculation of Interest on Capital 
7.5.3 Calculation of Interest on Drawings 

7.6 Guarantee of Minimum Profit to a Partner 
7.7 Past Adjustments 
7.8 Fixed and Fluctuating Capitai:, 
7.9 Final Accourits 
7.10 Let Us Sulrl Up 
7.11 Key Words 
7.12 Answers to Check Your Progress 
7.13 Terminal Questions/Exercises 

7.0 OBJECTIVES 
I 

After studying this unit you will be able to: 

0 define partnership 
explain the need for partnership deed and list its contents 

0 describe the provisions of the Partnersl~ip Act which, in the absence of specific 
provision in the partnership agreement, a r s  relevant for accounts 

c distribute tile of the firm among the partners ' 

r prepare capital accounts under both fixed and fluctuating capital methods 
0 prepare the final accounts of a partnership firm 

7.1 INTRODUCTION 

You have learnt about the basics of an accounting system and the preparation of final 
accounts of a sole proprietory concern. But you know that a large number of business 
units are owned by partnership firms and joint stock companies. ' ~ h o u ~ h ,  the basic 
principles and the process of accounting are similar in all cases, there are certain 
pecularities in the accounts of a partnership firm and those of a company. In the case 
of partnership firm, for example, the pecularities relate to the distribution of profits, 
the maintenance of capital accounts and the adjustments required when a firm is 
reconstituted. In this unit you will learn about the provisions of Partnership Act which 
affect accounts and study the method of distribution of profits among the partners 
and the preparation of firm's final accounts. 

7.2 WHAT IS PARTNERSHIP? 

A partnership consists of more than one owner, I t  is formed by individuals who 
contribute capital, skill and administrative ability, and agree to share profits and 
losses of the business. According to Section 4 offie  Partnership Act 1932, 
partnership means "the relationship between persons who have agreed to share the 
profits of a business catried on by all or any of them acting for all" The persons who 
come together to  form partnership are indjvidually known as 'partners' and 
collectively a 'firm'. 



Plrbmdhip ~cmmb ,From the above definition we can say that the following constitute the essential 
\I features of partnership. 

i) Agreement: Partnership is created by an agreement and not by oper,ation of law 
as in case of Hindu Undividual Family. The agreement forms the basis of their 
mutual relationship. 

ii) Number of Persons: There must be at least two persons to form a partnership. 
The maximum number of persons constituting a partnership must not exceed 10 
in the case of banking business and 20 in any other business. . 

iii) Business: The agreement should be to carry on some business so as to make 
profits. A joint ownership of some property does not constitute partnership. 

. . 
iv) Sharing profits and losses: The agreement must be to share the protlts and losses 

of the business. An agreement entered into by individuals for a charitable 
purpose will not treated as a partnership. . 

v) Mutual Agency: The business may be carried on by all the partners or any of them 
acting for all. Thus, each partner acts in two capacities, one as an agent and the * 

other as a principal. He can bind the firm and its other partners by his acts' and 
he is also bound by the acts of other partners with regard to.the business of the 
firm. 

7.3 PARTNERSHIP DEED 

A partnership comes into existence by an agreement among the partners. This 
agreement can be either oral or in writing. The law does not stipulate the partners 
to have a written agreemen;. But in order to avoid the disputes that are likely to arise 
in the conduct.of bu'siness, a written agrkement is preferred. A written document 
containing the terms and conditions of the conduct of partnership business is called 
'partnership deed'. The partners are free to incorpor~te any provision in the deed 
subject to the Indian Partnership Act, 1932. A partnership deed generally consists of 
particulars relating to the following: 

1) Name of the firm and place of business 

2) Names and addresses of all the partners 

3) Nature of business and its duration 

4) The amount of capital to be contributed by each partner 

5) The aCcounting period of the firm 

6) The bank where the money is to be deposited and the authority of the partners 
to sign the cheques or documents 

7) Profit and loss sharing ratio 

8) Rate of interest both on capitals and drawings 

9) The maximum amount and period of drawings 

10) Loans from partners and the rate of interest on such loans 

11) Conditions regarding the payment'of salary and commission to the partners 

12) Rights, duties and liabilities ,of partners 

13) Methods of maintaining accounts, their audit, and revaluation of assets and 
liabilities at the time of admission of a new partner or retirement of any partner, 

14) Valuation and treatment of goodwill in thexase of admission of a new partner 
or retirement o r  death of an existing partner 

IS) Treatmeht of loss arising out of insolvency of one or more partners 

16) Method of settling the dues of deceased partner to his legal representatives 
, I  . 17.) Method of settling disputes among the partners 

18) Procedure for the dissolution and settlement of laccounts after the dissolution 

6 
-* 19) Any other matter relating to the conduct of business 



7.4 PROVISIONS AFFECTING PARTNERSHIP 
ACCOUNTS 

In the absence of any written or oral agreement among the partners, the following 
provisions of the P.artnership Act shall apply. 

i) Profit Sharing: .Partners share the profits and losses of the firm equally 
irrespective of their capital contribution. 

ii) Interest on Capital: No partner is entitled to claim aily interest on the amount of 
capital contributed. Where, however, the agreement provides for inlere$t on 
capital it is payable only out of the profits of the business. In other words, if there 
are losses, interest on capital will not be allowed even if the agreement so 
provides. 

iii) Interest on loan: If any partner, apart from his share of capital, advances loan to 
the firm, he is entitled to receive interest at the rate of 6 per cent p,er annum. 

iv) Interest on drawings: No interest will be charged on drawings made by the 
partners. 

v) RemunerationZo partners: No salary or commission will be paid to any of the 
partners for participating in the business of the firm. 

Check Your Progress A 

1 Why is it considered desirable to make a partnership agreement in-writing? 

............ . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . ' . . . . . . . . . . . . . . . . . . . . . . . . . . . . .1 . . . . . . . . . . . . .  

2 Define partnership deed. 

...(.............*........................... .......................................................... 
3 A,B and C were pa~eiers who contributed Rs. 2,00,000, Rs. 80,000 and 

Rs. 70,000, res'pectively as capital. C advances a loan of Rs. 50,800 to the firm. 
i) How do they share profits 

ii) In what form C's loan is remunerated and at what rate? 
iii) For taking part in management, B claims a salary of Rs. 6,000 per annum. Is 

he entitled to it? 

The profits or losses of the firm are distributed among the partners in an agreed ratio. 
If, however, there is 'no provision in the agreement with regard to the sharing of 
profits, they will be shared equalIy, 

7.5.1 Profit and Loss ~ ~ h b ~ r i a t i o n  Account 
In case of a sole trader, the net profit or net loss as ascertained by the Profit and 
Loss Account is directly transferred to the Capital Account of the proprietor. 

But, this is not so in the case of partnership. There are certain items like interest on 
capitals, interest on drawings, salary or commis'sion to partners, etc. which are to be 
adjusted before the profits or losses of the firm a n  be distributed among the partners. 
For this purpose, another account called 'Profit and Loss Apprqriation Account' 
may be prepared. Thiiis-merely an extension of the Profit a n d b s s  A c c o u ~ t  It is 
credited with net profit and interest on drawings; and is debited with interest an 
capitals, salary or commission to partners,,etc. Sometimes, there may be net loss in 
the Profit and Loss Account. In'such a case, the loss will be shown on the debit side 
of Profit and Loss Appropriation Account, ~ f t &  incorporating all these adjustments, 
the 5alance in the Profit and Loss Appropriation Account being net profit or net lass 
shall be transferred to the partners' capital accounts in their prof$ sharing ratio. 

Geperal Iniroductlon and 
Distribution of Profits 



Partnership Accounts The proforma of Profit and Loss Appropriation Account is given in Figure 7.1. 

Figure 7.1 Proformn of Profit and Loss Appropriation Account 

Profit and Loss ~ ~ ~ r o p r i a t i o n  Account 

for the year ended ......... 
Dr.  Cr .  

I Rs. 

T o  Profit and Loss Alc I I By Profit ilnd Loss Alc 
(if there is loss) (if there i s  profit) I 

T o  Interest on Partners' 
C;~pitals 

T o  Partners' Salary 
I I By Interest on Drawings 

By Partneis' Capital Alcs I + I (distribution of loss) 

T o  Partners' Commission I I I 
T o  Interest on Partners' Loan I I I 
T o  Partners' Capital Alcs 

(distribution of prbfit) 

Look at illustration 1 and see how profit or lossis distributed among.the partners by 
preparing the Profit and Loss Appropriation Account. 

A,  B and C set up a partnership firm on January 1, 1990. They contributed Rs. 
50,000, Rs.. 40,000 and Rs. 30,000, respectivelyas their capitals and agreed to share 
profit and lossin the ratio of'3:2:1. A is to be paid a salary of Rs. 1,000 per month 
and B a colnmission of Rs. 5.000. It is also provided that interest be allowed at 6% 
p.a. The drawings for the year were A-Rs. 6,000, B-Rs. 4,000 ,and C-Rs. 2,000. 
Interest on drawings was charged Rs. 270 on A's drawings, Rs. 180 on B's drawings 
and Rs. 90 on C's.diawi~igs. The net profit as per the Profit and Loss Accounl for . 

the year 1990 was Rs. 35,660. Prepare the Profit and Loss Appropriation Account to, 
show the distribution of profits among the partners. 

Solution 

1 Rs. 
35,660 

Profit and Loss Appropriation Account 
Dr. 

7.5.2 Calculation of Interest on Capital 
You know interest on partner's capital is not allowed unless the partnership 
agreement makes a special provision for it. Allowing interest on partners capital can 
be justified where all partners actively. participate in firm's business but do not 
contribute capitals in their profit sharing ratio. The interest on capital is calculated 
at the given rate with reference to time period. In case there is no addition to capital 
during the year, the interest-is calculated on theJopening balance in the capital 
account. If, however, any partner introduces additional capital during the year, the 
:.rterest on this additional cepital will also have to be calculated. This is worked out 
lur that part of the period for which it remained with the business. For example, Ram 

. ' 
T o  A's Salary 

T o  B's Commission 

T o  Interest on Capital 

A 3,000 
B 2,400 
C 1,800 - 

T o  Share of Profit transferred 
to  Capital A/cs 

A 6.000 
B 4.000 
C 2,000 - 

Rs. 

12,000 

5,000 

7,200 

12,000 - 
36,200 - 

. 

By Net Profit 

By Interest on 
4 

Drawings 

A 270 
B 180 
C 90 - 



arid Shyam were partners in a f i rn~.  Their capital accounts shL)wed the balances of 
Rs. 30,000 and Rs. 20,000, respc.clively on l.l.l!)ilO. Ram inrroduced additional 
capital of Rs. 10,000 on 1.7.1990. 'rlie sate of interest on capital is given as 6% per 
annum. If the accounting year closes on December 31, 1.990, the interest on capital 
allowed to Raln and Shyam shall he worked out i is follows: 

For Ramn 
On R.s. 30,000 far full year 1,800 
On Rs. 10,000 for 6 months --- 300 2,100 

For 'Shyam 
On Rs. 20,000 for full year 1,200 

It should be noted that no interest is worlted out on the pilrtners Current Account 
balances when capital accounts are maintained at fixed capital method. You will learn 
about the fixed and iluctuating capital methods in Sectiori '7.8 iri this unit. 

7.5.3 Calculation sf Interest om Drawings 
Interest on drawings can also be charged provided the partnership agreement makes 
a special provision in this regard. This may be justified on the grounds of discouraging 
ovcrwithdrawal by the partners. Interest on dr;iwings is also charged with reference 
to time period. When the dates of drawings are not specified, the interest on drawings 
is calculated on the total amount of drawings for a period of six naor~ths based on the 
assumption that the amounts arc drawn evermly thro~aghout llie year. But, wlleri the 
date of drawings are clearly given, the interest tilust be calciilated separately for each 
ainourit based on the period irivolved. Alterilatively, you can use thc product nlelhod 
arrd r:alcul:lte the interest on the sum (if thc products for one 111onth or one day, a!< 
the case may be. L.ook at Illustration 2 for usr: of thc: product rrietllotl for cnlculatirlg 
interest on drawings. 

Illustratiora 2 
Gopal is a partner in a firm, who withdrew the ftrllowing surrls during the year: 

January 31,1988 Rs. 600 

March 31,1988 Ks. 400 

April 1,1988 .Rs. 800 

September 30,1988 Rs. 300 

October 31, 1988 Rs. 500 

'The accounts of the firm are closed on Decernber 31, 1'18CI. Interest on drawings is 
charged at 6 per cent per annum. Calculate the intcrcst. 

Solution 

Date Arnount of Period for which Product 
drawings moncy hi\\ I ~ C C I I  U~L'L] 7 ~ ' 3  

I 2 3 4 --- --.----- P 

115 

31.1.1Y88 600 I l nlorlths h,hOll 

31.3.1YR8 4oU 19 7 %  3.600 

01.7.1988 ROO b "  4,800 

30 9.1988 3(H) 3 "  YO0 

Interest for one month on the product of 16,900 at 6 '% ' 

== lh.900 x 1/12 x 61100 F Rs. 84.50 

, When a fixed amount is drawn at regular intervals, then interest car1 bc c;rlculatcd on 
the total amount of drawing for the averagc pcr.iod.. I'hc calculation of IIIC ilverilgc: 

' 

period depends upon the fact whether the fixed amcuni i s  withdrawn or1 the first clay 
of every month or the last day of every month. If the rixed arnc.~unt is drawn on t l ~ . :  
first day of every month, the following formula will bc u c c d  For ~.i~li:~~li~tink! L11c 
average period. 

General Inlruducdon and 
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PPrtaenhlp heonnts Total period ill  months + 1 
Average period = 2 
If, however, the fixed amount is drawn on the last day of every month, the formula 
will be 

Total period in months - 1 
Average Period = 2 

5 

Look at Illustration 5 and'see how intcrest on drawings can be ascertained on the 
basis of the average period when a fixed amount is drawn at regular intervals. 

Lllustration 3 

Ram and Gnpal are partners in a firm. Ram withdraws Rs. 500 regularly at the 
beginning every month while Gopal draws Rs. 500 at the end of every month. 
Assuming rate of interest is 6% p a .  calculate intcrest on Uleir drawing? for the year 
ending December 31, 1989. 

Solution 
Ram Gopal 
Rs. Rs. 

Total Amount of Drawings 6,000 6,000 

Average period (in months) 

12 -  1 For Gopal - 2 

Interest on Drawings 

13 1 For Ram 6,000 x - x - 6 2 12 X1OO 

11 1 6 For Gopal 6,000 x - x - x - 2 12 100 

illustration 4 

Hari and Giri entered into partnership contributing capitals of R;. 60,000 and 
Rs. 30,000 re~pectively. They agreed to share profits and losses in the ratio 2: 1. 
During the year Hari and Giri withdraw Rs. 10,000 and Rs. 6,000, respectively. The 
profit for the year ended December 31,1989 was Rs. 42,000. Prepare Profit and Loss 
Appropriation Account taking into consideration the following: 

i) Hari is to be allowed a salary of Rs. 3,000 p.a. 

ii) Interest on capitals is to be provided at 5 %  pp, .  

iii) Interest on Giri's Loan Account of Rs, 20.000 is to be charged for.the whole year. 

iv) Interest on drawings is to be charged at 6% p.n. 

Solution 
Profit and Loss Approprlalian Accouttt 

Dr. 

To lnterest on Capitals 
I-Iari (60,000 x 51100) 3,000 
Gopal (30,000 x 51100) 1,500 

To lnterest on loan of Giri 
(20,000 x 61100) 

To Snlary to Hari 

To Net Profit (transferred to 
capital dccounts) 
Hari (213) 22,520 
Giri (113) 11,260 

Cr. 

By Profit and Loss Alc 
(profit bld) 42,000 

By Interest on Drawings l'-- -- 

Note: Since rate of interest on loan is not specified, i t  will be taken as'6% p.a, as provided by the 
Partnership Act. 

Hari 
(10,000 X 61100 X 6112) = 300 

Giri 
(6,000 X U100 X 6/12) - 180 480 



--- - -- 

73 GUMIANTEIE OF MINIMUM PROFIT 'kO A 
PARTNER 

Gcncral I~~troductio~r and 
Distrlbutlon of Proflb 

At times., a new partner adrliitted into the firm is assured of certain minimum aniount 
by way of his share in profits of the firm. Such a guarantee can be give11 eveti'to an 
existillg partner. The niirlimtirn guaranteed amount sllall be paid to slaclr i1 pirrtner 
when share of profit as calclslated according to his profit sharing ratio is less than 
the gunranteed annount. For example, X-antl Y arc partners in a partnership firm,: 
They decide to adrnit Z into the firm. TIic profit sharing ratio is agrccd its 3:7: 1 .  Tile 
existing partners guarantee Rs. 6,OoO to the new partner as liis sliurc of profit. In 
1989, the firm earned a net profit of lis. 30,000. Z's share works out ;it Rs. 5,000. 
This amount is 13s. 1,001) less than the gunrantcecl amou~il of Rs. h,OOO, tlcncc, % 
will get Rs. 6,000 as his share of profit arid tlie deficiency of Rs. 1,000 will bc bornc 
by X and Y in their profit sliariiig ratid 3:2. 'Thus X will contribute Us. 600 aticlrY 
Rs. 400 to the deficiency in Z's share i n  the 11roftits. 

The guarantee may be given to the pa;tner either by all tlie existirig partners or by - any of then1 on an agreud basis. In the iibove example, it was assumed that both X 
and Y had agreed to guarantee the niinimum on~ount to Z in their respective profit 
sharing ratio: Hence, tlle deticiency of Ks. 1,000 in Z's share had heen sliarcd by X 
a l ~ d  Y. If,  however, o111y X had gi;lcli the guarantee, he alonc would haw co~ltributt.d 
to [he dclicicncy ol' Z's shiuc i11 prolils. 'l 'h~~k 11c would gct Ks. 14,OOU [(3/0 of 
30,000) - 1,0001 a h  his share oL.proiit in llic fir111 while Y woulcl get Rs. 10.OOU (21G 
of 30,00U). 

Anand and Sadanand were in partnership sharing profits in  the ratio of 3:2. In 
appreciation of the services of their clerl-:, Rrahrnanand, who used lo draw ;I silliiry 
of Rs. 600 per month and ii conirnissiorr at 5'%, of net profits i~ftcr cha~~girig salary and 
conlmission, took him as n partner from 1-1-198g giving him l/(ith share of profits. 

The agreement states that any cxcess over his sum of previoi~s rcmuncration to which 
Rrnhrnanand is entitled will be bornc by Aniinrl and Sadannntl in ratio of 3 9 .  'rhc 
Profit For the yens ended Dccen~bcr 31, 1089 was IPS. Ali,OOO. 

Show the distributing of profits among the partners. 

Brahmanand's rcmuncration 
as ;I clerk 

13rahmansnd's share as a 
partner 

-..-- -------- 
Salary (Rs. 600 x 12) 7,200 Profit Rs. 66,0110 

.Commission Ks. (56,000 x 116 - 1 1.000 

The excess an~ount of Rs. 1,000 (Rs. 11,000 - Rs. 10,000) is to be borne by Annnd 
ar~d Sadanand in 3:2 ratio, 
Anand = 13s. 1,000 X 315 = Rs. BOO 
Sadanand = Rs. 1,000 X 215 = Rs. 400 
Divisible profits = Total Profit - Brahn~anand's remuneration as a clerk. 

= Its. 66,000 - 10,011U = Rs. 56,000. 
Anand gets Rs. 5b,000 x 315 = 33,600 - 600 = Rs. 33,000 
Sadanand gets Rs. 54,000 x 215 = 2'2,400 - 400 = 22,000 
Urahrna~land gets as 116th share in prufits --. Rs. I1 ,O0I1 

& 

Check Your Progress B 
1 A and B ?re partners in a firm their capitals on July 1, 1989 were Ks. 25,000 and 

Rs. 1,511,000, respectively. They share profits eqlislly. On Octoher 1 ,  thcy decided 
that their capitals should be Rs. 2,OU,OOO each. The adjustment in cal~ital was 
made by bringing in or withdrawing tllc necessary arnount by the paitncrs. Interest 

! on capital is allowed at 8% p.8. .. 



PIvloership Accuunl~: Calculate intereh~ on c ~ i ~ . i d ~  !or A ; I I I ~  R lor the year ending June 30, 19%. 

2 Gopal and Hari are partners in a firm sharing profit and losses in the ratio of 3:2. 
As per their partnership agreement, interest on drawings is to be charged at 10% 
p.a. 'Their drawingseduring 1989 were Rs. 24,000 and Rs. 16,000, respectively. 
Calculate interest on drawings. 

3 P, Q and R are i n  partnership sharing profits and losses in l l ~ e  ratio of 3:2: 1. R is 
guaranteed by P and Q Rs. 16,000 as his share in profit. The net profit for the year 
ending December 31, 1989 was Rs. 72,000. Ascertain the amounts finally due to 
P and Q. 

......................................................................................................... 
1 ,.., 

-- 

7.7 PAST ADJUSTMENTS 

Sometimes, we omit or write wrong amounts for items like interest on capital, interest 
on drawings, salaries to the partners, etc. These ommissions or errors come to our 
notice only after closing the accounts for the year. In such a situation, these items 
are rectified by finding out the excess amounts debited or credited to the partners. 
In order to rectify these errors, adjustment entries are passed through an account 
called 'Profit and Loss Adjustment Account'. Since :ve pass entries for the 
transactions omitted or recorded wrongly in the pat1., they are known as 'Past 
adjustments'. 

The following procedure may be helpful in making ihc necessary adjustments to 
rectify the past errors. 

1) When intcrehl on capilal is one of cht: itclr~s nl' omissions, ascerlaln first tltc 
partners' capitals at the beginning. This can be done by adding back partners' 
drawings to their capitals as at 'the end of the year and deducting therefrom their 
respective shares in profits. 

2) Work out the amounts of omitted items which are to be credited to partners 
capital accounts such as interest on capital, salary to partners, etc. arid pass the 
following jourlial entry for the adjustment. 

Profit & Loss Adj. N c  Dr. 
To Partners' Capital Ncs  

(Individually) 
(Being Interest on capital, salary to partner, etc.) 

3) Work out the amounts of omitted items which are to be debited to partners capital 
accounts such as interest on drawings and pass the following adjustment entry. 

Partners' Capital A/cs Dr. 
(Individually) 
To Profit & Loss Adj. A/c 

(Being literest on drawings) 

4) Wark out the balance of the Profit and Loss Adjustment Account. The debit 
balance in this account reflects the profit and credit balance, the loss. The same , 
should be transferred to partners' capital accounts by passing the necessary journal 
entry. I 

Look at illustration 6 and study how past adjustments are made in partners' capital 
accounts. 

Illustration 6 
Sun and Moon are in partnership whose capital account5 showed a credit balance of 

12 Rs. 18,OUO and Rs, 12,000, respectively, after closing the accounts for the year 1989. 



Subsequently, it was found that interest on capitals and drawings a l  bll/o p.a. was not 
taken into account in arriving at the profits of the firm. During 1989; ihe drawings 
of Sun and Moon were Rs. 1,000 and Rs. 8 0 0 ,  respectively. 

The partners share profits and losses in the ratio of 2:l .  The profit for the year 1989 
before the above adjustments was Rs. 6,000. Pass the necessary journal entries and 
show the capital accounts of partners. 

Solution 
1) Opening capitals are ascertained as follows: 

Balance of Capital as on 31.12.89 

Add: Drawings during the year 

Less: Profits previo~~sly credited to capital 
accounts in 2: 1 Ratio) 

2 1 lrrtercst on capital at 6% p.a. 
3) T~terest on drawings a t  6% p.a. 

for 6 months 

Journal 

I,r~,fit B Idos5 Atlj Alo 

) '1.0 Sun':, (':;!pita1 h ic  

I TO ~ o o s * s  C i ~ p i ~ a l  AIC 

Dr. 

(Being interest on drawings) 

2 

Sun's Capital Alc 1>r, 

Moon's Capital Alc Dr.  

To  Profit XL Loss Adj Alc 

(Being loss on adjustment) 

(Being interest on capit~ll) 

lr 

Sun's Capital Alc Dr. 

Moon's Capital Alc 

To Profil6L Loss Adj. A/c I 

I J 

Profit und Loss Adjustment Account 

Dr.  

Sun Moon 
Rs. Rs. 

18,000 12,000 

r)r, 
Ks. 

1.548 

Cr . 
Ks. 

To Interest on capitul 

Sun 9tX) 

Moon 648 - 

T o P & L A d j . A / c  

To  P & L Adj. A/e (loss) 

To Balance d d  

Ry Interest on d r  nwir~ga  

Sun 30 

Moon 2 
By Loss on Adjus~nleot 

Sun 996 

Moon fi 
1,194 

1.548 I T $  - --- - - .-- 
Capital Accuunls 

By P & L Adj. Alc 9W.l - -- 648 

18,9011 12,648 - - 
By Balar~ce bid - 17,H74 12,126 -"-.- 

General Iniroductiol~ and 
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7.8 FIXED ,AND FLUCTUATING CAPITALS 

There are two methods by which the capital accounts of partners are maintained. 
They are: (i) fixed capital method and (ii) fluctuating capital method. 

Fixed Capital Method: Under this method the capitals of the partners shall remain 
fixed unless additional capital is introduced or a part of capital is withdrawn by an 
agreement among the partners. Adjustments like interest on capital, drawings, 
interest on drawings, salary or commission to partners, share of profit or loss, etc. 
are shown in a separate account called 'Current Account'. It means that under this 
method each partner has two accounts viz., Capital Account and Current Account. 
Yo11 know that the partners' capital account balances are usually shown on the 
liabilities side. Rut, partners' current account balapces will appear on the liabilities 
side if they have credit balances and asset side if they have debit balances. 

Fluctuating Capital Method: Under this method each partner has a Capital Account 
in which not only the capital, but also all the adjustments like interest on capital, 
drawings, interest on drawings, salary or coinmission to partners, share of profit or 
loss, etc., are recorded. This makes the balance in capital account fluctuate year after 
year and so this method is called fluctuating capital method. This is the usual method 
of preparing the partners' capital accounts. Hence, in the absence of any instruction, 
capital should be prepared by this method. 

Look at the ILlustration 7 and see how capital accounts are prepared under both these 
methods. 

Illustration 7 
On January 1,1989, A B  and G entered into partnership with capitals of Rs. 10,000, 
Rs. 6,000 and Rs. 4.000 respectively. They ag'reed to share profits and losses in the 
ratio of 5:3:2 During 1989 their drawings were: A-Rs. 2,000, B-Rs. 1,500 and 
C-Rs. 1,500. C is entitled to receive a salary of Rs. 1,200 per annum. Interest on 
capitals and drawings is provided at the rate of 6 per cent per anmum. Before adjusting 
the above items, the profit for the year ended December 31, 1989 was Rs. 9.200. 

Prepare Profit and Loss Appropriation Account and partner's capital accounts both 
under fluctuating and fixed capital methods. 

Solution 

a) ~ luct l la t in~  Capital Method 

Profit and Loss Appropriation Account for the yeor cr~derl Dccmlher 31, 1980 

Dr. Cr. 

C 3  

To C's Capital N c  
(C's salary) 

To Partners Capital Ncs 
(net profit transferred) 

1 Rs. 
To Partners Capital N c s  i (interest on Capital) 

By Partrlers Capital.A/cs 

(interest 011 drawings) 

- 
By Profit and Loss Alc (profit) 

Partner's Capital Accountv 

--- . . 
Rs. 

9,200 

300 

- 
9,500 - 

Particulars 

To Cash Alc 
(drawina~) 2,000 1,500 1,500 ByBalancehId 

T.I.LL,*pp.Nc / 120 / 10 I *I ( By PStLApp. AIc 
(~nterest on drawisr!\\ (interest on capital) 

A 

Rs. 

10,000 

600 

B 

Rs. 

6,003 

360 

C 

Rs. 

4,OM) 

-240 - 

Particulars A ,  

Rs. 

B 

Rs. 

C 

fis. 



To Balance cld 12,030 I .  
69; 5,270 By L A  A /  - - , 

(salary) 

By Profit and 
Loss App. N c  3,550 2,130 

- - (profit) 
8,490 6,860 - - 14,1508,4406,860 - - -  

b) Fixed Capital Method 
Profit and Loss Appropriation Accounl for the year ended Dece~nber 31,' 1989 

. Dr. 

To Partners Current A/c 

(interest on capitals) 

A 600 

B 360 

c x  
To C's Current A/c 

(C's salary) 

To Partners Curkent A/cs 
(net profit transferred 
to Current Alc) 

Cr. 

By Profit and Loss Alc (profit) 

By Partners Capital A/c 

Part~ers' Current Accounts 

Particulars A B C Particul;~rs A -- 
To Balance cld 10,000 

7 - -  

1 0 , m  

To Cash Alc 
(drawings) 

(interest on drawings 

To Balance cld 2,030 

n I C I Pnrticulars 

B 

6,000 --- 
' ~ , O W  -' 

By P&L App. A/c 
(interest on capital) 

By PGtL App. A/c 
(salary) 

By P&L App. Alc 
(profit) 

I 

C - 
4,(X)O 

~,o(x) 

' By Balance bld 

Check Your Progress C 

1 State whether the following statements are True or False. 

i)  Under the fixed capital method, any addition to capital will be shown in thc 
partner's capital account. 

ii) Current accounts of the partners are maintained under the fluctuating capital 
method. 

iii) Interest on capital is computed on the partner's current account credit balance 
as well. 

iv) Drawing's under the fixed capital method are shown on the debit side of the 
partner's current account., 

General introduction and 
Distribution of Profits 
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Partaershlp Accounts v) Interest on drawings is ci iown nn the &hi t  :iide ofathe partner's capital account 
under the fluctuating capital method. 

vi) If nothing is specified, partners' capital accounts are prepared according to 
the fixed capilal method. 

2) State how partner's current accourits are shown in the Balance Sheet of a 
partnership firm. 

7.9 FINAL ACCOUNTS 
7 -- -- 

There is no1 much of a difference between the preparation of fin:il accounts of sole 
tradir~g concern and those ot partnership f i rn except the distribution of profit 
between the partners. Therefore. the Trading and Piofit & Loss Account of the firm 
is preparcd 011 similar lines as in case of sole crrrding ctmcern. 13ut, for distribution 
of the profit as shown by the Profit and Loss Account, we prepare a Profit and Loss 
Appropriation Account about which ynu hove learnt in  Section 7.5 of this unit. While 
preparing the Balance Sheers of the firm, all partners' capital accounts (and partners 
current accounts. if fixed capital mcthod i s  followed) should be shown separately. 
The adjustments in respect of interest on capital, interest on drilwir~gs, p;lrtners' 
salary and his slia!e of prnfit or loss car1 :11so be shown tlircctly in the Balance Sheet. 
However, i t  is better if  we prepare the capital accourlt (or current account) of each 
partner, make all these adjustments in that account a r ~ d  then show only the final 
balance in the Balance Sheet. 

Ilirrstration 8 
Sharma and Verrna were partners sharing profits and losses in the proportion of 315 
and 2 5 .  The followirlg balance were extracted from the books of account for the year 
ended March 31, 1989. 

----.- 
Dclm 

Rs. 
G~pitals: 

Sharmil - 
Verrna - 

Current Ales (on l-.$-IYS81 
Sharma - 
Verrna -- 

Stock a?r on 1-4-1988 

Purchases and Sales 

Returns 

Wagcs 

Salaries 

Printing and Stationery 

Bills receivable 

Bills payable 

Debtors and Creditors 
Discounts 

Rent and Rates 

Earl Dcbts 

l nsuratrco 

Pus.rar~? ar.d Felegr-ilms 

Verl~&d's Cnmrniwinn 



Land and Buildir~gs ' 24,000 

Plant and Machinery 20,000 

Furniture 13,500 

Overdraft - 
Trade Expenses 400 

Cash in hand 500 

Cash at bank 1,500 

2,09,400 

Prepare the final accounts of the firm taking into consideration the following; 

a) Stock on March 31, 1989 was Rs. 18,000 
I 

b) Provision for doubtful debts is to be provided at 5% on debtors. 

c) Outstanding salaries were Rs. 1,000. 

d) Goods worth Rs. 8,000 were destroyed by fire on December 10,1988. The 
Insurance Company agreed to pay Rs. 7,000 in full settlement of the claim. 

e) Interest on capitals is allowed at 6% per annum and interest on drawings is also 
charged at 6% per'annum. 

f) Sharma is entitled to a salary of Rs. 1,200 per annum. 

g) Write off land and buildings at 5'%, furniture at 10% and plant and machinery at 
15%. 

Solution 

I Trriding and Profit & Loss Accnu~~t for tile year cnded blnrcl~ 31, 1989 

1 Dr. Cr . 

To Opening stock 
To Purchases 54 ,(MOO 

Less : Returns 1,500 - 
To Wages 

To Gross Profit cld 

To Salaries 4,o(K) 1 
Add : Outstanding 1,000 

To Printing and Stationery 

To Rent and Rates 

To lnsurance . 

To Discount Allowed 

To Trade Expenses I 
To Postage and Telegrams 

To Bad Debts 1,400 
Add : Provision 1,800 - 

TO l a s s  4ue to fire 
(Rs. 80UO - Rs. 7WO) 

To Depreciation: 
Land and Buildings 1,200 
Furniture 1,350 . 
Plant and Machinery 3.000 

To Prufit transferred to 
Profit and Loss 
Appropriation A/c 

By Sales 80,O(H1 
Less : Returns 2.00(1 

By Closi~~gstock 

By Goods destroyed by fire 

I By Gross Profit bld 

By Discount Received 

General lntrm 
Distribution 

Profit and Loss Approprlntlon Account lor the year ended March 31, 1989 

Ks. 
21,150 By Profit and Loss A/c 

By lnterest 011 Drawings 
(for h months) 

To lnierest on Capital 

Sharma 3.600 
Verma 3,W - 

Rs. 

6.MIO 



i Partnership Aecounl~ To  Salary to Sharma ' 

To Commission to Verma 

To Nef Profit (transferred 
to capital accounts) 
Sharn~a 315 - 6,330 
Verma 215 - 4,220 - 

To Drawings 

To Interest on 
Drawings 

To  Balance cld . 

1,200 1 Sharma 360 

Partner's Current Accounts 

- ( I By Shareof Profit 6,330 
13,930 - 13,930 1 - 

Vernia 

Rs. 

1,600 

360 

1,570 

Sharma 

Rs. 

2.800 . 

Balance Sheet as on March 31, 1989 

By Balance bld 

Sharma 

Rs . 
12,000 

240 

580 

By Balance bid 

Verma 

Rs . 

8,000 ' 

By Interest on 
Capital 

By Salary 

Sharma 1,570 
Verma 5,80 - 

1,570 

Liabilities 

Overdraft 

Bills payable 

Creflitors 

Outstanding Salaries 

Capitals: 

' Sharma 60,000 
Verma 50,000 - 

Current Accounts 

Assets 
.- 

580 

Amount 

Rs . 
2,000 

2,000 

8,000 

1,OoO 

1 ,lO,OM) 

Land and Buildings 24,000 

~ e s s ~ ~ ~ r e c i a t i o n  - 1,200 

Plant and Machinery 20,000 

Less Deprer iation 3,000 - 
Furniture 13,500 

'Less.D.epre ciation 1,350 - 
Stock 

Debtors 36,000 

Less Prov. for $.D. 1,800 - 

Insurance Company , 

I I Bills Receivable 

I I Cash at Bank 

Amount 

22,800 

7.10 LET US SUM UP 

A partnership comes into existence by an agreement among the individuals for 
carrying out certain busiriess with the intention of sharing profits and losses thereof. 

The partnership deed is a document which contains necessary provisions relating to 
the conduct of firm's business and the mutual relationship amongst the partners. In 
the absence of specific provisions in the agreement, the partners have to share profits 
and losses equally and they will not have any right to claim any remuneration etc. 
for taking part in firm's business. Of course, if any partner advances a loan to the 
business, he is entitled to receive interest thereon at 6% per annum. 

A Profit and Loss:Appropriation Account is prepared to show the diw-ibution of profits 
i or losses among the partners. In this account adjustments like interest on capital, 

* 

salary or comn~ission to partners, interest on drawings etc. are recorded. If a partner 
is guaranteed a minimum share in profits, any shortfall in the guaranteed amount will 
be borne by the other partners in the agreed ratio. 

I 
! 

Sometimes, the accounts are closed without taking items like interest on capital o r .  
18 interest on drawings into account because they are noticed later on. Under such , 



circumstances, a Profit and LOSS Adjustment Account is prepared for making General Introduction md 

necessary adjustments for such items. Dktrlbulion of Fronts 

The capital accounts of the partners can be maintained by two methods viz., fixed 
capital method and fluciuating capital n~ethod.. Under fixed capital method, each 
partner has two accounts viz., capital account and current account. in  capital account 
only the capital brought in by the partner is recorded. A11 other items like interest 
on capital, interest on drawings, share of profit or loss etc., a& recorded in his current 
account. Under fluctuating capital method, each partner will have only one account 
(capital account) and all transactions relating.to the partner are recorded therein. 

There is not much difference between the final accounts of a sole trading concern 
and that of a partnership concern exccpt that in case of a partnership we prepare an 
additional account called Profit & Loss Appropriation Account to show the 
distribution of profits and losses arnong the partners. 

7.11 KEY WORDS 

Fixed Capitals: A method of maintaining capital accounts of partners where two 
accounts viz., capital account and current account, are prepared for recording 
transactions relating to cach partner. 

Fluctuating Capitals: A rliethod of maintaining capital riccouilts of partner where only 
one account viz., capital account is prepared for recording all transactions relatirlg to 
each partner. 

Partner's Current Account: An account preparcd (under fixed capitals method) for 
recording all transactions relating to a partner other than the capital brought by him. 

Partnership Deed: A document contailling the terms and conditiuns-of the agreeme~lt 
between tile partners to carry on the busi~iess at' the firm. 

Partnersliip Firm: A business unit owned by two or more persolls under an agreement 
to share profit of the business carried on by all or any of them acting for all. 

Past Adjustments: Adjustments relating tc) the errors in the past in partners capital 
accounts after the accounts have been closed. 

Profit and Loss Adjustment Account: An account prepared for on recording 
adjustments of past errors and to ascertain tlze profit or loss OII  such adjustments. 

Profit and LQSS Appropriation Account: An account prepared for distribution of profit 
or loss of the firm among the partners. 

----.- 
7.12 ANSWERS TO CHECK - YOUR PROGRESS ------ 

A 3 i) equally ii) interest at 6% p,a. iii) No. 
B 1 A - Rs. 17,000 B - Rs. 15,000 

2 Gopal Rs. 1,200; Hari - Rs. 800 
3 P - Rs. 33,000; Q - Rs. 22,400 

C i) True ii) False iii) False 
iv) True v) True vi) False 

7.13 TERMINAL QUESTIONSIEXERCISES ---- 

1) Define Partnership and state its main characteristics. 

2) Explain the methods of maintaining capital accounts of partners. 

3) List the items that usu;illy appear nn the debit ancl credit sides of piirtnel's current 
stccount. 

4) Illuslrate liow will interest on drawitlgs \)c c;ilrulntcd undcr ctil'fctcrrt situations. 

5) Distinguish between fixqd and fluctuating cirp11;~ls. 
i 
'. Exercises 
I 1) Pankaj, Pramod and Prnr~ah started p:tr~iicn<hip btasincss OFI J tini.ri:rq. 1 ,  19Kt) 



Partmrshlp Accounts 

L 

without any agreement. In the beginning of the year itself, they had dispute over 
certain matters. 
a) Pankaj' and Prarnod claim interest on capital but Pranab does not agree for it. 

b) Prarnod says that any loan advanced'by partners bear,an interest of 8% p.a. 
But others say 'no'. 

c) Pramod claims salary at the rate of Rs. 600 per month. But other partners do  . 
not accept it. 

d) Pankaj who brings in capital twice the amount of other two partners. He 
proposes that profits should be shared in the ratio of capitals contributed. But 
the remaining partners do not agree. 

How do you settle these disputes, if the partners approach you. 

2) On January 1 ,  1988 Keval Khanna and Deepak Khanna started a business 
contributing Rs. 20,000 and Rs. 60,000 as their capitals. As per the partnership 
agreement, Deepak Khanna is entitled to a salary of Rs. 800 per month. Interest 
on capitals is to be allowed at 5% p.a They have agreed to share the profits in  
3:2 ratio. 

For the year ending December 31, 1988 the firm made a profit of Ks. 45,000 
before making the above adjustments. During the year their drawings were: Keval 
Khanna Rs. 10,000 and Deepak Khanna. Rs. 8,000. 

Prepare the Profit and Loss Appropriation Account and the Capital Accounts of 
Partners. 

(Answer: Divisible Profits Rs. 31,400; Keval Khanna's Capital-Rs. 29,240; 
Deepak Khanna's capital-Rs. 77,160). 

3) On April 1, 1988, Mohan and Sohan entered into partnership introducing Rs. 
20,000 and Rs. 12,000 as their respective capitals. Sohan brings in Rs. 4,000 as 
additional capital on October 1, 1988. For the yerr ended March 31, 1989, the 
firm made a profit of Rs. 12,000 before allowing nterest on capital at 0% p.a., 
interest on drawings at 6%, p.a. and a commission >f Rs. 1,200 to Mohan. Their 
total drawings with regular intervals amounted to: Mohan - Rs. 3,000 and 
Sohan - Rs. 2,000. 

Pa2s the necessary journal entries, prepare the Profit and Loss Appropriation 
Account and show the capital accounts of partners by fixed capital method. 

Hint: Interest on drawings sfiould be calculated for 6 months as the dates of 
drawings were not given. 

(Answer: Divisible profit: Rs. 8,910; Capitals: Mohan-Ks. 20,000 and 
Sohan-Rs. 16,000; Current Accounts Mohan-Rs. 3,765, 
Sohan-Rs. 3,235) 

4) X, Y and Z were equal partners. On January 1, 1988, their capitals were 
Rs. 24,000, Rs. 26.000 and Rs. 20,000 respectively. 

After preparing the accounts for the year 1988, it is discovered that interest or 
capital at 5% p a .  was omitted. The drawings during the year were X-Rs. 4,W. 
Y-Rs. 2,500 and 2-Rs. 1,500. The Profits for the year 1988 amounting 
Rs. 12,000 had been credited to the capital accounts of X, Y and 2. 

Pass the rectification entries and show the Profit and Loss Adjustment Account. 

(Answer: Interest on Capital: X-1,200, Y- 1,225 and 2-475; as per P & L Adj. 
A/c Rs. 3,300). 

5) A,  B and C were partners sharing profits and losses in 3:2:1 ratio. Their capitals. , 

on December 31, 1988 stood at Rs. 30,000, Rs. 20,000 and Rs. 16,000 after the , 

distribution of Rs. 18,000 profit for the year 1988. Their drawings were; 
A-Rs. 3,000, B-Rs. 2,000, and C-Rs. 1,000. It was discovered that, while 
detennining the amount of profit. the following were not taken into account. 

i)' Interest on Capitals at 5% p.a. 
ii) B's salary of Rs. 1,800 p.a. 
iii) Interest on the loan amount of Rs. 6,000 given on 1-1-1988 at 10% by C. 
iv) Interest on drawings at 8% for the whole year. 

i 



Prepare Profit and Loss Adjustment Account, Capital Accounts and pass journal 
entries for the adjustments. 

(Answer: Loss an adjustment Rs. 4,620; Capital Accounts; A-Rs. 28,650; 
B-Rs. 20,900; C-Rs. 16,450). 

6) A and B are partners sharing profits in 3:2 ratio. On January 1,1988, they admit 
their manager C into partnership giving 116th share of profits. C, as a manager, 
was receiving a salary of Rs.,300 per month and a commission of 5% upon the 
net profit after charging salary and commission. 

It is, however, agreed that any excess ovei the previous remuneration as manager 
of C is borne by A. The profit for the year ended December 31, 1988 was 
Rs. 45,600. Prepare Profit and Loss Appropriatinr, Account. 

(Answer: A-Rs. 22,000; B-Rs. 16,000, C-Rs. 7,600). 

7) 301111 and George were sharing profits and losses in 2:l ratio. The following is the 
list of balances extracted from the books of account as on December 31, 1988. 
Prepare final accounts o f  the firm. 

Adjustments 
i) Allow interest on capital at 6'10 and charge interest on drawings at 8%. 
ii) Wages outstanding Rs. 800. 
iii) Write off the goodwill value by Rs. 1,200. 
iv) Depreciate plant and machinery by 10% and furniture by 5%. 
v) Stock as on 31st December, 1988 was Rs. 24,000. 
(Answer: Gross Profit Rs. 40,500; Net Profit Rs. 16,020; Balance Sheet Total 

Rs. 1,52,300). 

- 

8) Rajesh and Nagesh were sharing Profits and Losses equally. The following 
balances were drawn from the books of account. You are required to prepare 
Trading, Profit and Loss Account for the year ended December 31,1988 and the 
Balance Sheet as on that date. 

General Introduclion and 
Distribution of Profits 

Debit 
-.-- -- 

Credit 

Rs. 

60 ,ooo 
wJ'Jc' 
- 
- 

1,12,000 
- 
- 
- 
- 

2,000 
-- 

30,800 

- 
- 
- 

2,400 
- 

8,400 
- 
- 
- 

1,500 
- 
- 
- 

2.57,100 - 

John's Capital 

George's capha1 

John's Drawings 

George's Drawings 

Purchases and Sales 

Oil and Fuel 

Rent, Rates and Taxes 

Wages 

Transport 

Returns 

Debtors 

Creditors 
I 

Salaries 

Advertisement 

Stock as on 1-1-1988 

Discounts 

Bills Receivable 

Bills Payable 

Plant and Machinery 

Goodwill 

Furniture 

Provision for doubtfi~l debts 

Land and Buildings 

Cash ~n hand 

Cash at bank 

I . ,  

- 
- 

5,m 

4,000 
64,000 

2,400 

4,000 
16,200 

2,500 

3,000 - 
40,m 
- 

10,000 

1,500 

8,600 
1,500 

26,000 
- 

29,W 

6,000 

10,000 
- 

19,500 

2,500 

1,400 
2,57,100 



Debit Balances 

Rajesll's Drawings 

Nagesh's Drawings 

L a ~ d  and Buildings 

Sundry Debtors 

Purchases 

Stock on 1-1-1988 

Wages 

'Snlaries 

Insurance 

Carriage Inwards 

Carriage Outwards 

Factory Rent, Taxes, etc. 

Discount 

Bad debts 

Postagc :ind T'elegrama 

Printing and Stationery 

Cash at bank 

Cash in hand 

Plant and Machinery 

--- 
Rs. 

30,000 

18,000 

70,000 

84,000 

1,65,000 

28,000 

-- - 

1 Credit Balances ' . 
- 

I ~ajesh's Capital 
I 

Nagesh's Capital 

Sundry Creditors 

Sales 

1 Discount 

provision for 
Doubtful Debts 

Adjustments 
1) Closing stock as on 31-12-1988 was Rs. 12,000. 
2) Nagesh is entitled to a salary of Rs. 2,400 per annurn. 
3) Prepaid insurance was Rs. 500. 
4) Maintain provision for dbubtful debts at 5% on debtors. . 
5) Provide depreciation on Plant and Machinery at 5% 
6) Interest on capitals is to be provided at 4%. 

(Answer: Gross Profit Rs. 78,000; 
Net Profit Rs. 39,775; 
Balance Sheet Rs. 3,03,775). 

9) Reddy and Rao are partners in a firm sharing profits and losses as Reddy 70% 
and Rao 30%. Their b~lances as on December 31,1988 are given below. You are 
required to prepare a Trading and Profit and Loss Account for the year ended 
December 31, 1988 and a Balance Sheet as at that date. 
Plant and Machinery is Rs, 75,000; Opening Stock Rs. 50,000 

Purchases Rs. 1,80,000; Sales Rs. 3'75,000; 
Discount (Dr.) Rs. 750; Carriage in Rs. 800; 

Carriage out Rs. 1,200; Discount (Cr.) Rs. 1,250; 
Sundry Debtors Rs. 45,000; Salary Rs. 12,000; 

Wages Rs. 16,000; Bank loan Rs. 20,000; 
Freehold Premises Rs. 1,70,000; BiWs Receivables ' .. 
Rs. 15,000; Furniture Rs. 20,000; Bills Payable Rs. 12,000; 
Partners' Drawings: Reddy-Rs. 5,000; Rao-Rs. 1,500; 

Cash in hand Rs. 4,000; Cash at bank Rs. 2,000; 
Partners' Capital Accounts: Reddy-Rs. 1,50,000; 

Rae-Rs. 40,000. 

The following adjustments are required: 
'1') Closing stack Rs. 25,000. 
.2) Depre.ciate Plant at  10% and Furniture at 20%. 
3) Provision for bad debts is to be created at 21% on debtors. 
4) Interest on Capital at 5% p.a. 2 



5) Interest on Drawings at 10% p.a. 
6) Provide for outstanding salaries and wages Rs. 3,000 and Rs. 5;000 respectively. 
7) Partners are to be allowed a salary of Rs. 3,000 each p.a. 
8) Interest on Bank loan is to be provided for at 16% pea. 

(Answef: G.P. Rs. 1,48,200, N.P. Rs. 1,16,675, Capital Alc Balance: 
Reddy-Rs. 2,26,277.50, Rao-Rs. 73,897.50; Balance Sheet Total 
Rs. 3,43,375). 

Note: These questions will help you to wlderstand the unit better. Try to write 
answers for them. But do not submit your answers to the University for 
assessment. These are for your practice only. 

Gencrnl 1ntroductio;l and 
Dislribution of Frofils 
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8.0 OBJECTIVES 

After studying this unit you will be able to: 
@ list the adjustments required at the time of admission of a partner 

calculate the sacrifying ratio 
0 calculate the new profit sharing ratio 
@ define goodwill and explain the factors.affecting its value 
@ explain the circumstances under which the valuation of goodwill becomes necessary 
@ describe various methods of valuation of goodwill 
@ explain how goodwill is treated in books of the firm when a new partner is admitted 

into partnership 
@ explain how is the adjustment in respect of revaluation of assets and liabilities 

made on admission of a new partner 
@ describe how are the accumulated profits,and losses treated in books on admission 

of a new partner 
* explain how capitals of old partners adjusted to make them proportionate to their 

new profit sharing ratio 
@ describe the adjustments required when the existing partners of a firm decide to 

change their profit sharing ratio. 

8.1 INTRODUCTION 

In Unit 7 you learnt about the distribution of"profits and losses of a partnership firm 
among its patners tind the preparation of its final accounts. Partners often resort to 
the reconstitution of the firm. This may happen in various ways. These are: 
(i) Admission of a new partner (ii) Change in the profit sharing ratio amongst the 
partners (iii) Retirement of a partner, (iv) Death of a partner. On each such occasion 
a number of adjustments have to be made in the books of the firm. In this unit you 
will learn about the adjustments which are required at the time of the admission of 
a new partner and study the accounting implications of a change in the profit sharing 
ratio. 

8.2 ADMISSION OF A PARTNER: LIST OF 
ADJUSTMENTS 

T h e  partners of an existing firm may decide to admit a new partner when it needs 
additional capital or managerir. 1 help or both. .l?ccording to the Indian Partnership 



Act, a person can be admitted as a new partner either with the consent of all the 
existing partners or in accordance with an agreement already entered into providing 
for the admission of a new partiler. In any case, whzn a new partner is admitted, he 
acquires two main rights in the firm (i) share in the assests of the firm, and (ii) share 
in the future profits of the firm. For acquisitioil of the first right, he usually brings in 
an agreed amount of capital. For the second right, he is required to bring in his share 
of firm's goodwill (also caIled premium) which will be shared by the existing partners 
because they sacrifice a part of their share of future profit in his favour. At this stage, 
the partners may also like to update the values of firm's assests and'liabilities to avoid 
any undue loss or profit to the new partner as well as to the existing partaers. Thus, 
a number of adjustments are needed at the time of the admission of a new partner. 
These can be summarised as follows: 

1)  Calculation of the new profit sharing ratio 
2) Calculation of the sacrificing ratio 
3) Treatment of goodwill 
4) Adjustments for revaluation of assets and liabilities 
5) Adjustment of partners' capitals 
We shall discuss these matters one by one 

- 
8.3 CALCULATION OF NEW PROFIT SHARING RATIO -- 
An incoining partner is entjtlcd to a share in the future profits of the firm. He acquires 
this share from the old partners. Hence,'when a new partner is admitted, it becomes 
necessary to determine the new profit sharing ratio. This depeilds upon how the new 
partner acquired his share of profit from the old partners. There are possibilities. He 
may acquire it (i) in the same ratio in which they were sharing the profits earlier (old 
ratio) (ii) equally from all the old partners (iii) in some agreed ratio, or (iv) wholly 
from one partner. It should bc noted that in the absence at any agreement to the 
contrary, it is presumed that the new partner acquires his share in profits from the 
old partners in the olttratio. This means that the old partners wiIl continue to share 
the remaining profits in the old ratio. 

lllusfrations 1 ,2 ,3  and 4 show the calculation of nbw profit sharing ratio in the above 
mentioned situations. 

Illustration 1 
P and Q are partners sharing profits and losses in the ratio of 2:l. They admit R and 
agree to give him 115th share in profits. Determine the new profit sharing ratio.. 

Solution 
Since nothing is specified, it is presumed that R acquires his share from P and Q in 
the old ratio and so P and Q will share the remaining profits in the old ratio of 2:1. 
The new profit ratio will be determined as follows: 

R's share = 115 
Remaining share = 1 - 115 = 415 

* 

P's share = 2 3  of 415 = 8/15 
Q's share = 113 of 415 = 4115 
R's share = 115 or 3/15 
Thus the new profit sharing ratio for P, Q and R will be 8/15 : 4/15 : 3/15 or 8:4:3 

llllustration 2 
Suppose, in illustration 1 above, it is specified that R acquired his share in profits 
equally from P and Q, Determine the new profit' sharing ratio. 

Solution 
Since R acquires his 115 share in profits equally from P and Q, it means he gets 1/10 
(112 of 115) from P and 1/10 from Q. Therefore 

20 3 P's share = 2/3 - 1/10 =--A = 17/30 
30 

Q's share 113 - 1/10 = 10 = 7/30 30 
R's share 1/5 or 6/30 
Thus, the new profit sharing for P, Q and R will be 17/30 : 7/30 : 6/30 = 17:7:6 



Illustration 3 
Suppose, in illustration 1 above, it is specified that R acquired his share from P and 
Q in the ratio of 1:2. Determine the new profit sharing ratio. 

Solution 
Since R acquires his 11.5 share in profits in the ratio of 1:2 from P and Q, it means 
he gets 1/15 (113 of 115) from P and 2/15 (213 of 115) from Q. Therefore 

P'sshare = 213 - 1/15 =- = 9/15 15 
5 2 Q's share = 113 - 2/15 =A = 3/15 15 

R's share = 115 or 3/15 
Thus, the new profit sharing ratio for P, Q and R will be 
9/15: 3115 : 3/15 = 9:3:3 

Ulustratioh 4 
Suppose, in illustration above, it is specified that R gets his 115 share in profits wholly 
from P. Determine the new profit sharing ratio. 

Solution 
Since R acquire 115 share in profits wholly from P, therefore 

P's share = 213 - 115 = lo - -3 =,7/i5 
15 

Q's share = 113 or 5/15 
R's share = 115 or 3/15 
Thus, the new profit sharing ratio for P, Q and R will be: 

7/15 : 5/15 : 3/15 = 7:5:3. 

Sometimes, the new partner's share may not be specified. Instead, the proportion of 
share which is surrendered by each,of the old partners in favour of the new partner 
is mentioned. In such a case, the share of the new partner is calculated. by addigg the 
shares surrendered by all the old partners. The new shares of the old partners will, of 
course, be determined by deducting the surrend :red part from their old shares. 

Illustration 5 
A and B are partners in a firm sharing profits ?nd losses in the ratio of 3:2. C is 
admitted as a new partner. A sacrifices 113 of his share and B 114 of his share in 
favour of C. Determine the new profit sharing ratio. 

Solution 
A's sacrifice of share = 113 of 315 = 3/15 
B's s'acrifice of share = 114 of 215 = 2/20 

12 + 6 C's share = 3/15 + 2/20 = - -- 18/60 
- .  60 

A's share = 315 - 3/15 = 9- = 6/15 or 24/60 
15 

B's share = U5 - 2/20 = k2 = 6610 or 18/60 20 
Thus, new profit sharing ratio for A, B and C will be: 24:18:18 = 4:3:3 

8.4 CALCULATION OF SACRIFICING RATIO 

As already stated, the incoming partner is usually required to pay premium to the 
old partners for the right to participate in the future profits of the firm. The premium 
thus,paid by the incoming partner must be shared by the old partners in the ratio in 

. which they have agreed to forego their shares in favour of the incoming partner. This 
ratio is called 'Sacrificing Ratio'. 

The old partners usually sacrifice their shares in fav~ur of the incoming partner in 
the old profit sharing ratio. In such a situation, the sacrificing ratio is the same as the 

, old profit sharing ratio. Sometimes the ratio in which the new partner acquires his 
share from the old partners is specified. The difficulty arises where the ratio in whic4 
new partner acquires his share from the old partners is not specified. Instead, the 
new profit sharing ratio is given. In such a case, the'sacrificing ratio shall be worked 
out by deducting new share of each partner from his old share. 



Look at illustration 6 and study how sacrificing ratio is determined. 

lllustration 6 
P and Q are partners sharing profits and losses equally. R is admitted as a partner 
and the new ratio is fixed as 4:3:2. Calculate the sacrificing ratio. 

Solution 
Since the new ratio is given, the sacrificing ratio will be calculated by deducting the 
new share from the old share. 

Partner Old share - 'New Share = Sacrifice 
P 1!2 - 419 - 9 - 8 -  .1 

- 18 18 

Q 112 - 319 . --- 9- 6-  3 
- 18 18 

Hence, the sacrificing ratio for P and Q is 1:3. 

Sometimes, at the time of admitting a new partner, the old partners fix their shares 
in such a way that some of the existing partners nlay also gain an additional share in 
profits. In such a situation, both gain and sacrifice will have to be ascertained. For 
example, A and B who were sharing profits and losses in the ratio of 2:1, adrnit C 
into is fixed at 2:2:1. In this case, B is a gainer because his new share 215 is higher 
than his old share 113. His gain is 1!1Sth share (215 - 1!3). Tllc sacrifice is made by 
A which works out at 4115 (213 - 215). Of this, 3/15 is in favour of C, the new partner 
and 1115 in favour of B, the old partner. 

dheck Your Progress A 
1 List the various way in which a firm may be reconstituted. 

2 What do you mean by sacrificing ratio? 

3 Calculate the new profit ratio in the following cases: 

i) X and Y are partners sharing profits and losses in the ratio of 3:2. They admit 
Z with 115th share in profits. 

ii) A andB are partners sharing prof@ and losses in the ratio of 5:3. They admit 
C giving him 3110th share in profits, which he acquires equally,from A and B. 

* 4 Calculate the sacrificing ratio in the following cases: 

i) X and Y are partners in a business sharing profits and losses in the ratio b f  
3:2. They'admit a new partner Z with 1/4th share of profits. 

ii) A and B are partners sharing profits and losses in the ratio of 4:3. They admit 
C as a partner. The new profit sharing ratio is to be 3:2:1. 
- 

8.5 GOODWILL 

You have learnt that when a new partner is admitted, the old partners will have to 
surrender a part of their share of future profits in favour of the new partner. Hence; 
the incoming partner has to compensate the old partners. This amount of 
compensation paid by the incoming partner is known as 'premium' and it is based 
upon the firm's goodwill. Before we discuss how this amount of premium is 
determined and recorded in books of the firm, let us study what goodwill is, how it 
is valu,ed'. 



8.5.1 Meaning of Goodwill 
Goodwill refers to the reputation or good name of a firm. It is a force which makes 
the old customers to go to the old place. The firms enjoying the goodwill need not 
spend so much for selling their product. It is this force whicb facilitates the firm to 
earn over and above the normal profits. Thus, a firm is said to have goodwill when 
it earns profits in excess of normal profits (also called super profits). Accordingly, 
Goodwill is defined a s  the present value of a firm's anticipated excess earnings. This 
definition is normally found acceptable to courts and in the accounting literature. The 
word 'excess' may mean 

a) excess rate of return on tangible assets over and above the normal rate of return 
earned by representative firms in the industiy, or s 

b) excess earnings over a comparable new firm, 

Prof. Dicksee says that "when a man pays for goodwill, he pays for something which 
places him in the position of being able to earn more money than he would be able 
to do by his own unaided efforts" 

Lord Lindlay says that "the term goodwill can hardly be said to have any precise 
significance. It is generally used to denote the benefit arising from connection and 
reputation, and its value can be got for the chance of being able to keep that 
connection and improve it. Upon the sale of an established business, its goodwill has 
a marketable value, whether the business is that of a professional man or any other 
person. But it is clear that goodwill has no meaning except in connection with a 
continuing business and the value of goodwill of any business to a purchaser depend? 
in some cases entirely and in all very much on the absence of competition on the part 
of those by whom the business has been previously carried on" 

,On analysing the above statements, it can be said that goodwill is an intangible asset 
for the owners of an existing business whi'ch enable them to make more profits. The 
individual who wishes to join an existing business therefore, has to pay something 
to the existing owners for sharing the benefit of thir asset. This is called his share of 
goodwill or  premium. It should be noted that gor dwill is eqjoyed only by the profit 
making firms. A firm which is incurring losses or is in the process of dissolution has 
no goodwill. 

,1 

8.5.2 Factors Affecting the Value of Goodwill 
A firm's goodwill is affected by all factors which enhance the earning capacity of the 
firm. 

1) Nature of business: Goodwill depends on the nature of goods produced and the 
demand for such goods in the market. Where the firm produces high value added 
items or goods which have stable demand, its profitability is high and therefore it 
has more goodwill. 

2) ~avourable location: A firm located at a central place of business or in a locality 
having heavy customer traffic, commands more goodwill than others. 

3) Efficiency of ~ a n s ~ d m e n t :  The business which is managed more efficiently will 
have more goodwill than others. 

4) Intensity of Competition: Those business which have no competition or less 
competition will have more goodwill. 

5) Special Advantages: If the firm enjoys special advantages like technical know-how, 
patents, copyriehts, import licences, long-tcrrn contracts for supply of materials or 
s ~ l e  of goods, etc., it commands more goodwill than others, 

8.5.3 Need for Valuation of Gobdwiii 
Normally the ilecd for valuation of goodwill arises st thc tirne of sale of an existing 
business. But in case of a partnership firms, it may also arise when the firm is 
reconstituted. A change in the constitution of the firm usually involves a change in 
the composition of partners resulting often to a change in their profit sharing ratio. 
This gives rise to the need for compensation by a partner who gains an additional 
share'in profits to the one who sacrifices it. The amount of this compei~sat;ri : 
usually based on the value of goodwill. Thus in partnership, the need for valuation 
of good,will ariscs in  the following circumstances. 



1) Change in the profit sharing ratio 
2) Admission of a new partner 
3) Retirement of a partner 
4) Dissolution of a firm which involves sale of the business 
5) Amalgamation of partnership finns 

8.5.4 Methods of Valuation of Goodwill 
The important methods of ualuing goociwill are 'as follows: 

1) Average Profits Method 
Under this method, goodwill is calculated at an agreed numher of years' purchase - 

of.the average profits of the past few years. It is generally felt that a new business 
will not be able to earn any profits for the first few years of its operation. Hence 
the buyer of a ru~ning business values its goodwill by multiplying the past average 
profits by the number of years during which he expects such profits to accrue. For 
example, if the past average profits work out at Rs. 50,000 and he expects that 
the benefit of such profits is likely to continue for another three the 
~oodwill shall be valued at Rs. 1,50,000 (Rs. 50,000 x 3). 

It should be noted that while calculating the past average profits, necessary 
adjustments have to be made for any expectcd changes in the profitability of the 
firm. For example, if it is expected that certain expenses and losses are not likely 
to occur in future, their amounts should be adcled back to tlie average profits., 
Similarly, if certain additional expenses are likely to be incurred in future, their 
amounts should be subtracted from the average profits. Thus, for purposes of 
goodwill, we take into account the adjusted average profits and not the actuall 
average profits. Look at illustration 7 and see how goodwill is valued on the basis 
of certain number of years' purchase of the average profits. 

Illustration 7 
A, B, and C arc in parlnership sharing profits and losses in the ratio of 3:2:1. It is decided that 
the goodwill of the firm shall be calculated on the basis of 3 years' purchase of the 
average profits of the preceding 4 years. The net profits for the.last 4 years were: 
1984-Rs. 20,000; 1985-Rs. 24,000; 198G-Rs. 22,000 and 1987-Rs. 26,000. 
Calculate the value of goodwill. 

Solution 
Average profit of the last 4 years 
- - Rs. 20,000 -I- Rs. 24,000 f Rs. 22,000 f Rs. 26,000 = 92,000 = 23000 

4 4 
Value of goodwill = 23,000 X 3 years = Rs. 69,000 

2) Super Profits Method 
Under this method, it is assumed that a certain percentage of the capital employed 
is normal return (profit) in a similar type of business or industry. Hence, it is 
contended that the buyer's real benefit does not lie in total profits but is limited 
to such an amount of profits which is in excess of the normal return on capital 
employed. The excess of actual profit over the normal profit is called 'super 
profits'. Thus, goodwill is calculated by multiplying the average super profits with 
the agreed number of years' purchase. 

The steps involved under this method cite as follows: 

1) Calculate the actual (or average) expected profits; 
2) Calculate the normal profits on capital employed; 

Normal profits = Capital employed x late 

100 
3) Calculate super profits; and 

,Super profits = Actual (or Average) profits minus Normal profits 
4) ,Multiply the super profits by the number of years' purchase to get the value of 

goodwill. 

Look at illustration 8 and st~idy how goodwill is valued under super profits method. 

Illustration 8 
Gopi Krishna &Co. employed a capital crf Rs. 2,00,000. The normal rate of profit 
that is likely to be earned on the capital employedis 10% in shfiar  type of business. . 

' During the year 1989 the firm had made a profit of Rs. 39,000. It is aaticipated that 
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the firm shall continue to earn the same amount of profits for another four years. 
Calculate the value of goodwill. 

Solution 
Normal amount of profit = Rss 2-oo1000 *lo = Rs. 20,000. 

100 
Actual profit earned = Rs. 39,000 
Super profit = Actual profit - Normal profit 

= Rs. 39,000 - Rs. 20,000 = Rs. 19,000 
Goodwill will be 4 years' purchase of super profits 

= Rs. 19,000 x 4 = 76,000 

3) Capitalisation Method 
According to capitalisation method, goodwill can be calculated in two ways: 
(a) by capitalising the average profits, or (b) by ca~litalising the super profits. 
a) Capitalisation of Average Profits Method: Under the method the value of 

goodwill is ascertained by dpducting the actual capital employed (net tangible 
assets) from the capitalised value of average profits based on normal rate of 
return. Thus, the steps involved to arrive at goodwill under this method are: 

i) Ascertain the average profits based on the past few years' profits. 

ii) Capitalise the average profit on the basis of ihe normal rate of return to 
ascertain the value of business as follows: 

Average profits X 100 
Value of business = Normal rate 

iii) Ascertain the actual capital employed. by deducting the external liabilities 
from the total assets (excluding goodwill). 
Net (tangible) assests = Total (tangible) Assets minus.liabilities 

iv) Ascertain the, value of goodwill by deducting the net tangible assets from 
the capitalised value of business. 
Goodwill.= Capitalised value of business minus Net tangible assets 

Look at illustration 11 and study how goodwill is valued by capitalisation method. 
dC 
Illustration 9 
The average profits of a partnership business were Rs. 10,000 and the value of net 
tangible assets was Rs. 1,00,000. It is expected that the normal rate of returqon the 
capital invested in the same type of business is 8%. Calculate the goodwill. 

Solution: 
Capitalised value of business = Rs. 10*OT loo = Rs. 1,25,WO 

Goodwill = Rs, 1,25,000 - Rs. 1,00,006 = Rs. 25,000 

b) Capitalisation of Super Profits Method: Goodwill can also be ascertained by 
capitalising' the super ~rofi ts  directly. In this case, there is no need to work out the 
capitalised value of business at all. For example, continuing illustration 43 where the 
average profits are Rs. 10,000 and the normal profits are Rs. 8,000, the super profit 
will work out as Rs. 2,000 (Rs. 10,000 - Rs. 8,000). 

The goodwill shall be computed as follows: 
Goodwill = Super profits x 1001 normal rate 

= Rs. 2,000 X 10018 = Rs. 25,000. 

Your Progress B 

1 Define goodwill. 

............................................................................................................ 
2 Name the three methods of valuationof goodwill. 

7 ' -- . whkther each of the following statements iS True or False. 

i) Goodw~l-refers to the repu. ation of the firm, 



ii) A firm incurring losses has good amount of goodwill. 

iii) The amount of premium paid by incoming partner is based on firm's goodwill. 

iv) The normal return on capital employed is called super profits. 

v) Average profits need no adjustment for the purpose of calculating the value 
of goodwill. 

vi) Goodwill computed under the capitalisation of average profits method and the 
capitalisation of super profits method is the same. 

4 A and B are partners in a firm which has total capital of Rs. 24,00,000. In similar 
type of business, the normal rate of return on capital employed is expected at 15%. 
During the year 1989, the firm made a profit of Rs. 5,00,000 and it is ,ex,pected 
that the firm will continue to earn the same amount of profits for another three 
years. Calculate the value of goodwill. 

8.5.5 Treatment of Goodwill on Admission of a Partner 
You know that an incoming partner gi?ts his share in the profits from the existing 
partners for which he has to compensate them. This he may do either (i) by bringing 
in his share of goodwill in cash (also called premium) which will ha- shared by the 
existing partners, or (ii) by agreeing that a Goodwill Account bt ~ d l a ~ c t  in the books 
of the firm to give necessary credit to the existing partners. Thus, when a new partner 
is admitted, goodwill can be treated in two ways: (i) by premium method, or (ii) by 
revaluation method. 

Premium Method 
This method is followed when the incoming partner brings in his share of goodwill in 
cash. This amou~lt (called premium) is shared by the old partners in their ratio of 
sacrifice. 

The amount of premium may be directly (privately) paid to old partners or it may be 
paid through the firm. When it is paid directly to the old partners, no entry is made 
in the books of the firm. But when the amount is paid through the firm, the following 
journal entries are passed: 

i) For the amouilt of premium brought 
Bank A/c Dr. 

To Goodwill A/c 

ii) For crediting the old partners 
Goodwill N c  Dr. in the ratio 

To Old Partners' Capital Ncs  of sacrifice 
(Individually) 

It is generally contended that the amount of premium brought in by the new partner 
should not be credited to goodwill. Instead, it should be credited to new partner's . 
capital account and then adjusted in favour of the old partners in their ratio of 
sacrifice. In that case the journal entries will be as follows: 

i) BankNc Dr. 
To New Partners' Capital A/c 

ii) New Partner's Capital A/c . Dr. 
To Old Partners Capital A/cs 

Mostly, the old partners decide that the amount of premium credited to them should 
be retained in business. In that case, no additional entry will be necessary. But., if 
they decide to withdraw their shares (either fully or partly), the following additional 
journal entry will be passed. 

Old Partners' Capital A/cs Dr. 
To Bank 

(Being the amount of premium withdrawn by old partners) 

Look at Illustration 10 and 11 and see how share of goodwill brought in by the new 
partner is treated in the books of the firm. 

Illustration 10 
P and Q are partners sharing profits and losses in the ratio of 3:2. They admit R as 
a partner with 114th share in profits. R brings in Rs. 20,000 as his capital and Rs. 

~1Q,000 as premium. Pass the necessary journal entries, , 
v .  

Admission of a Partner 



Pnalllozrship Accounts $o!ation 
Journal 

i) BankNc  Dt. 

To R's Capit,al Alc 

To Goodwill A/c 

(Being the amount brought in by R as 
capital and premium) 

ii) Goodwill A/c Dr. 

Rs.  

To P's Capital I 
To Q's Capital I 

(Being the amount of premium credited 
to P and Q in the ratio of 3:2) 

Rs. 

Note: Since the question is,silent about the proportion in which P and Q have surrendered in favour of R, 
it is presumed that P and Q have made the iacrifice in the old ratio. Hence, the premium brought in 
by R has been credited to P and Q in the old ratio, i.e., 3:2 

Hll~lstsatiassl 1 B. ,I 

X and Y are partners sharing profits and losses in the ratio 4:3. They admit Z as a 
partner. Z brings in Rs. 15,000 as his capital and the required amount of premium in 
cash. The goodwil! of the firm is valued at Rs. 28,000. X and Y withdrew half of their 
share of goodwill. Tie new profit sharing ratio is 3:2:1. Pass the necessary journal 
entries. 

Solution 
Calculation of sacrificing ratio: 

Partner Old Share - New Share = Sacrifice 

Journal 

To Goodwill N c  

To X's Capital A/c 

When goodwiB already exists in the books: The treatment of goodwill (on admission 
of a partner) discussed above was based on the assumption that there was no 
Goodwill Account appearing in the books of the firm. But, if some goodwill already 
exists in the books of the firm, then, after crediting the old partners by the amount 
of premium brought in by the new partner, the existing goodwillmust be written off 
by debiting the old partners in their old profit sharing ratio. 

~ornatim:~., the partners may decide that the goodwil\'should continue to appear in 
32 the books at its old value. In that m e ,  the amount of premium to be,brought in bg 



the new partner should be. proportionately redclced. In other words, he shall bring 
cash only for his share of the excess of the agreed value of goodwill over the amount 
of goodwill already appearing in the books. For example, in illustration 11, the 
goodwill of the firm is valued at Rs. 28,000 and Z who is admitted to 114th share in 
profits, brings in Rs. 7,000 as his share of goodwill. Suppose goodwill already 
appeared in books at Rs. 14,000 and the partners decide that it should continue to 
appear as such in the books. In that case Z should bring in Rs. 3,500 only as the 
premium i.e., 1/4th of Rs. 14,000 (Rs. 28,000-Rs. 14,000) which will be credited to 
X and Y in their sacrificing ratio. 

Revaluation Method 
This method is followed when the incoming partner does not bring his Share of 
goodwill in cash. In this case, goodwill is raised in the books at its full value. For this 
purpose, the following journal entry will be made. 

Goodwill Alc Dr. 
To Old Partners' Capital A/cs 

(Being the value of goodwill raised 
and credited to old partners in the old ratio) 

It should be noted that when goodwill is raised in the books, the capital accounts of 
the old partners are credited in the old profit sharing ratio. Thus, each of the old 
partners gets his legitimate share in the goodwill already built up. But, if goodwill is 
already appearing in the books of the firm, it is to be revalued and the entry is to be 
made only for the difference between the book value aud the present value. If, 
however, the book value of goodwill is more than the present value, the loss due to 
the fall in the value of goodwill should be debited to the old partners in the old ratio. 

Illustration 12 
A and B are partners sharing profits and losses in the ratio 3:l .  They admit C into 
partnership for lfith'share in profit. He pays Rs. 20,000 as his capital. The goodwill 
of the old firm is valued at Rs. 40,000. C is unable to bring his share of goodWill in 
cash. Pass the necessary journal entries. 

Solution 

Journal 

Suppose, in the above case, goodwill already appeared in the books of the old firm at 
Rs. 24,000. In this case goodwill will be raised by Rs. 16,000, i,e., present valuk 
Rs. 40,000 - book value Rs. 24,O(X). The journal entry, therkfore, will be 

i) 

ii) 

Goodwill Dr. 16,000 

To A's Capital N c  
D 

12,000 
To B's Capital A/c , 4,000 

(Beirig the increase in the value of 
goodwill credited to A and B 
in their old profit sharing ratio) 

Godwill not to appear in the Balance Sheet: When at the time of the admission of a 
new partner goodwill is raised in the books of the firm, it will be shown in the Balance 
Sheet at its full value. But, the partners may decide that goodwill should not appear 
in the Balance Sheet of the firm. In that case, it must be written off by debiting all 

Bank A/c Dr. 

To C's Capital A/c 

(Being the amount brought in by C as 
his capital) 

Ooodwill A/c Dr. 

To A's Capital A/c. 

To B's Capital A/c 
(Being goodwill raised at its full value 

and credited to A and B in their old 
profit sharing ratio). 

Rs. 

20,000 

8 

4wo'J 

Rs . 

20,WO 

30,000 
10,WO 



Parl~~ersl~ip Accounts the partners (including the incoming in the new profit sharing ratio. The net 
effect of such treatment will be that the new partner's capital account would stand 
debited to the extent of his'share of goodwin and the old partners' capital accounts 
credited in the ratio of their sacrifice. 

Look at illustration 13 and see how entries are made when it is decided that goodwill 
should not appear in the firm's Balance Sheet. 

X and Y are partners sharing profits and losses equally. They admit Z into 
partnership and the new ratio is fixed as 4:3:2. Z is unable to pay anything for 
goodwill but is to bring Rs. 25,000 as capital. Goodwill of the firm is valued at 
Rs. 36,000. Give journal entries on the admission of Z assuming that partners do not 
want goodwill to appear in the Balance Sheet. 

Solution 

Journal 
I* 

The net effect of'entries (ii) and (iii) above is that Z's Capital Account has been 
debited by Rs. 8,000, and X's Capital Account and Y's Capital Account credited,in 
their sacrificing ratio by Rs. 2,000 (credit Rs. 18,000 - debit Rs. 16,000) and Rs. 
6,000 (credit Rs. 18,000 - debit Rs. 12,000), respectively. 

i) 

ii) 

iii) 

. 

Sometimes, the partners do not want.to show goodwill any where in the books of the 
firm (not even in journal and ledger). ln that case, the adjustment for goodwill (an 
be made simply by debiting the new partner's capital account with his share of 
goodwill and crediting the old partners' capital accounts in their ratio of sacrifice. I, 
for example, in Illustration 13 above, the partners decide not to show goodwill 
anywhere in firm's books, the entries (ii) and (iii) would be replaced by the following 
one entry: 

Z's Capital klc Dr. , 8,000. 
To X's Capital Mc 2,ooo 

Rs. 

25,000 

18,000 

18,000 

I , 
36,000 

BankAlc Dr. 

To 2's Capital Nc 

(Being the amount brought in by Z as 
his capital) 

Goodwill Alc Dr. 

To X's Capital Nc 

To Y's Capital N c  

(Being goodwill raised at its 
full value - old ratio) 

X's Capital A / c  Dr. 

Y's Capital A / c  Dr. 

Z ' s  Capital A/c Dr. 

To Goodwill AIc 

(Being goodwill written 
off - new ratio) 

'To Y's Capital A/c .6,000 

Rs . 
25,m 

16,000 

16,000 

12,000 

8,000 

(Being adjustment of 2's share 
of goodwill) 

The treatment of goodwill on new partner's admission has been summarised in Figure 
8.1. 



Figure 8.1: Treatment of Goodwill on admission of a now pnrtner 
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8.6 REYfiUATION OF ASSETS AND EIAIBPLITIES 

At the time of admission of a new partner, it is desirable to verify whether the book 
values of assets ahd liabilities of the firm are correct or not. If the assets and liabilities 
are overstated. or understated in the books, it is necessary to revalue them and to 
bring into account the loss or profit arising out of such revaluation. The idea 
underlying thid arijustment is to avoid any undue gain or loss to the incoming partner. 
If there is any appreciation (increase) in the value of assets or reduction in the value 
of liabilities, the benefit should be enjoyed only by the old partners as it has occurred 
in the pre-admission period. The incoming partner should not benefit from such 
appreciation in the value of assets or d e c r e a ~ ~ i n  the value of liabilities. Similarly, if 
there is any fall in the value of assets or incrkase in the value of liabilities up to the 
date of admission, the loss should be borne only by the old partners. The incoming 
partner should not be affected by the same. Hence, the revaluation of assets and 
liabilities is in the interest of both the old and the new partners. 

The adjustments in the value of assets and liabilities are effected through an account 
called 'Revaluation Account' or 'Profit and Loss Adjustment Account'. Any increase 
in the value of assets or decrease in the amount of liabilities (it is a gain) sllould be 
credited to Revaluation Account. If there is any decrease in the value of assets or 
increase in the amount of liabilities (it is a loss), it should be debited to Revaluation 
Account. It is also possible that there are certain assets and liabilities which are still 
to recorded in the books of the firm. These shall be treated in the same manner as 
any increase in the assets and liabilities through the Revaluation Account. In other 
words, if there is an unrecorded asset, it shall be credited to a evaluation Account; 
and if there is an unrecorded liability, it shall be debited to Revaluation Account. 
The balance of the Revaluation Account representing profit or loss from the 
revaluation of assets and liabilities should be transferred to the capital accounts of , 
the old partners in their old profit sharing ratio. 

The following journal entries will be recorded in the books of the firm on revaluation. ' 

i) For increase in the v due of an asset 
! Asset A/c -. Dr. 

.To Revaluation A/c 



Partnership Accounts ii) For decrease in the value of an asset 
Revaluation AJc Dr. 

To Asset A/c 

iii) For increase in the value of a liability 
Revaluation AJc Dr. 

Tg Liability Alc 
iv) For decrease in the value of a liability 

Liability A/c . Dr. 
To Revaluation A/c 

v) For an unrecorded asset 
Asset A/c Dr. 

To Revaluation Alc 

vi) For an unrecorded liability 
Revaluation Alc Dr. 

To Liability Alc 

vii) For transfer of the balance of Revaluation Account 

If credit balance (profit) -. . 
Revaluation Account Alc Dr?\ 

To Old Partners' Capital A/cs 

If debit balance (loss) 
Old Partners Capital Alcs Dr. 

To Revaluation Alc 

Illustration 14 
The following is the Balance Sheet of P and Q who were equal partners on 
December 31, 1989. 

-- 

Liabilities Rs. Assets Rs. 

Creditors 7,400 Cash 5,400 

Capitals Debtors 12,000 

P 40,000 Stock 10,600 

Qz . 70,000 Furniture 9,400 
- I Building ' 40,000 
77,400 - 77,400 

On January 1, 1990, R was adm'ltted into partnership on the following terms. 

i) That R should bring in Rs: 10,000 as goodwill and Rs. 20,000 as capital for a fifth 
share, 

ii) That Stock and Furniture be depreciated by 10%. 
iii) That a provision of 5% on Debtors be created to cover doubtful debts. 
iv) That the value of Building be appreciated by 20%. 

v) An item of Rs. 600 included in creditors is not likely to arise and, hence, should 
be removed from books. 

You are required to pass journal entries, and prepare Revaluation Account and 
Balance Sheet after giving effect to the above. 

Solution 

Journnl 

1990 
Jan. 1 

" 

Rs, 

20,000 

10,000 

5,m 

CashNc Dr. 

To R's Capital A/c 

To 'Goodwjll A/c 

(Being the amount brought in by R as 
capital and goodwill 

OoodwillA/c Dr. 

To P's Capital A/c 

Rs . 

30,000 

10,000 



,1 

- 

Dr. 

To Q's Capital Alc 

(Being the amount of goodwill credited 
to P and Q equally) 

 evaluation N c  Dr. 

To Stock Alc 

To Furniture.A/c 

To Provision for Doubtful Debts A/c 

(Being the fall in the value of various 
assets on revaluation on 
R's admission) 

Building A/c Dr. 

To Revaluation N c  

(Being the increase in the value of 
Building on revaluation on 
R's admission) 

Creditors 600 

I To Revaluation Alc I 
(Being the item of Rs. 600 included i l l  

creditors not likely to arise I 
eliminated from books) 

Revaluation Alc Dr. 6,000 

( To Q's Capital Account I 
(Being profit on revaluation of assets 

and liabilities transferred 
to P and Q equally) 

Revaluation Account 

Cr. 

Rs. 

1990 1990 
Jan: 1 To Stock 1,060 Jan. 1 By Building 

" To Furniture 940 By Creditors " 
" To Provisim for 

Doubtful Debts 600 
" To Profit transferred 

to Capital Accounts: 
P 112 3,000 
Q 112 3,000 - 6,000 

8,600 - 

Working Note: 
The final capitals of the old partners in the reconstituted firm have been worked out 
as follows: 

Us. 

8,000 

600 

- 
8,600 

Liabilities Rs. Assets 

Creditors 6,800 Cash 

Debtors 

Capitals: Less: Provision for 
P 48,000 Doubtful Debts 
Q 38.000 ,, Stock 
R '  - 20,000 1,06,000 Furniture 

Building 
1,12,800 

P Q 
Rs. Rs. 

Capital given 403000 30,000 

12,000 

- 600 

Rs. 

35,400 

11,400 
9,540 
8,460 

48,000 
1,12,800 



Partnership 'Accounts Add : Share of Goodwill 
Profit on revaluation 

Total 

8.7 ADJUSTMENT OF ACCUMULATED PROFITS OR 
LOSSES 

You are aware that some concerns create reserves out of profits for strengthening 
their financial position or for expansion purposes. If, at the time of adnlission of a 
new partner, such accumulated profits exist in the name of General Reserve or Profit 
and Loss Account (credit balance), they belong to the old partners. The new partner 
cannot claim any share in them. Hence, it is necessary, at the time of admission, to 
transfer them to the capital accounts of the old partners in the old ratio. For this 
purpose, the following journal entry is passed: 

General Reserve A/c. Dr. 
Profit and Loss Alc. Dr. 

To OId Partners' Capital kccounts 

Simi!ai-ly, if, at the time of admission, there is a debit balance in the Profit and Loss 
Account (representing undistributed loss), it should be transferred to the capital 
accounts of the nld partners in the old ratio. The journal entry will be 

Old Partner's Capital Alcs Dr ' 

To Profit and Loss N c  

Illustration 15 
A and B are in partnership sharing profits and losses in the ratio of 2:l. The following 
is their Balance Sheet as on January '1, 1989: 

Ljabilitie~ 

Bills Payable 

Sundry Creditors 

General Reserve 

Capital Accounts: 

A Rs. 39,200 

Rs . Assets 

4,500 Cash 

14,000 Bills Receivable 

12,000 Sundiy Debtors 

Stock 

Furniture 

Land and Building 

On the above date C was admitted as a partner on the folla -, terms: 

a) C should bring in Rs. 9,000 for goodwill and Rs. 25,000 as c aital. 

b) Stock and Furniture be depreciated by 10%. 

c) A provision of 5% ofi debtors be created for doubtful debts. 

d) There being B claim against the firm for damages, a provision of Rs. 600 is to be 
created. 

e) The value of Land and Building be appreciated by 20%. 
f) The new profit sharing ratio is to be 3:l:l. 

Give the necessary journal entries and prepare Revaluation Account and the Balance 
Sheet of the firm as newly constituted. 

Solution ,I 
Calculation of the sacrificing ratio: 

Partner Old Share - New Share = Sacrifice 
L 

A : 213 . - 315 =. 10-9 - 1 --- 
15 15 

B : 113 - 115 - - 5-3 2 .I--=L- 
15 15 I 

Henca, the goodwill brought in by C, Rs. 9,000, should be credited to A and B in the I 

9 8 ratio rzf 1:2. 

I I 
, 4"-  ii 

/ 



Journnl Admission of a Partner 

Revaluation Account 
Dr. 

1989 

Jan. 1 

" 

" 

To Revaluation A/c 

Revaluation N c  

To A's Capital N c  

To A's Capital N c  

Rs. 

34,000 

9,000 

4,170 

Cash A/c Dr. 

To C's Capital A/c 

To Goodwill Alc 

(Being the amount brought in by C as 
capital and goodwill) 

Goodwill A/c Dr. 

To A's Capital NC 

'ro B'S Capital A/c 

(Being the amount of goodwill brought 
in by C transferred to A and 
B in the ratio of 1:2) 

Revaluation Alc Dr. 

To Stock N c  

To Furniture Alc 

To Provision for Doubtful 
Debts A/c 

(Being the fall in the value of various 
assets on revaluation on 
C's.admissioo) 

Revaluation Alc Dr. 

Rs. 

25,000 

. 9,000 

3,000 

6,000 

2,290 

1,070 

810 



Balance Sheet of Mls A, B & C 
as on January .I, 1989 

~ o r k i n g ~ o t e :  The final capitals of old partners in the recdnstituted firm have been 
worked out by preparing their capital accounts as follows: 

Dr. 

Rs. 

35,200 

5,300 

15,390 
20,610 

9,630 
50,400 

1,36,530 - 

Liabilities 

Bills Payable 

Sundry Creditors 

Provision for Damages 

Capital Accounts: 

A 
B 
C 

Capital Accounts 

Cr . 

Check Your Progress C 
1 Name two methods of treatment for goodwill at the time of admission of a partner. 

52,620 
39,810 
25,000 - 

2 Fill in the blanks 

i) The share of goodwill brought in by the new partner in cash is termed 
as. ...................... 

ii) Premium brought in by the new partner is credited to the old partner in the 
............................ ratio. 

Assets 
----- 

Cash 

Biils Receivable 

Sundry Debtors 

Less: Provision for 
Doubtful Debts 

Stock 

Furniture 
Land and Building 

Rs. 

4,500 

14,000 

600 

1,17,430 

1,36,530 

- iii) When new partner fails to bring in his share of goodwill in cash, the goodwill 
is raised to its ... .:. ...................... value. 

: 

16,200 

- 810 

. P  
Rs. 

39,000 
- 

3,000 

2,420 

8,000 

52,620 

' 

Goodwill 

Balance d d  

. iv) When goodwill appearing in the books is more than the agreed value, the 
difference shall be ......................... to old partners in the .................... 
ratio. 

v) If, at the time of admission of a partner, provision for doubtful debts is to be 
decreased, it shall be ...................... to Revaluation Account. 

vi) An unrecorded liability is ..................... to Revaluation Account. . 

- 

P 
Rs. 
- 

52,620 

52,620 

Q 
Rs. 
- 

39,810 

--- 
39,810 --- 

3 State whether the following statements are True or False. 

Q 
Rs. 

2 8 , W  
- 

6,000 

1,210 

4,000 

39,810 --- 

i) YJheri a new partner is admitted, any accumulated profit or loss is transferred 
to old partners in the old ratio. 

ii) Balance of Revaluation Account is transferred to all the partners in the new 
raSio, 

m iii) When goodwill already exists in the books of the firm, the new partner is not 
required to bring any amount for his share of goodwill. 

R 
Rs. 
- 

34,000 
- 
- 

34,000 

Balance b/d ; 52,6201 38,810 
L 1 - -- 

I 

R 
Rs. 

9,080 

25,000 

25,000 

25,000 
- 

Balance bld 

Cash 

Goodwill 

Profit on Rev. 

Gen. Reserve 



iv) If partners decide to write off goodwill raised on admission of a partner, the 
same shall be debited to all the partners in the new ratio. 

v) The accumulated profits of the firm usually appears in the books of the firm 
General Reserve. 

vi) If there is any accumulated loss appearing in the Balance Sheet at the time of 
admission of a new partner, the'\same should be transferred to old partners' 
capital accounts.in the sacrificihg' ratio. 

8.8 ADJUSTMENT OF CAPITALS 

Sometimes, the partners may, at the time of admission, agree that the capitals should 
be in proportion to their respective shares in profits and losses. In such a case, the 
capital brought in by the new partner is taken as the basis for the adjustment of 
capitals of the old partners. For this.purpose, the 'total capital of the firm should be 
calculated on the basis of the new partneYs share and the capital brought in by him. 
Then the share of each of the old partners in the total capital should be ascertained 
on the basis of his share in profits. The capital thus ascertained should be compared 
with the ba!ance in the capital accoilnt of each partner, after making all adjustments 
for goodwill, revaluation of assets and liabilities etc. If the actual balance is more . 
than the required capital, the excess will be paid to the partner concerned or it will 
be transferred to his current account. If, on the other hand, the actual balance is less 
than the required capital, the deficit will be brought in by him in cash or it will be 
debited to his current account. 

Look at Illustration 16 and see how capitals of the old partners are adjusted so as to 
be in proportion to their respective shares in profits and losses. 

Illustration 16 
P and Q are partners sharing profits and losses in the ratio of 2:l. ~ h b y  admitted R 
as a partner with a share of 114 in the profits of the firm. R contributes Rs. 16,000 
as his capital. The capitals of Y and Q after making all adjustments in respect of 
goodwill, etc., are Rs. 35,000 and Rs. 14,000, respectively. It is agreed that capitals 
of partners should be in the new profit sharing ratio. Any excess or deficit should be 
transferred to current accounts. Adjust the capitals and pass the necessary journal 
entries. 

Solution 
The future profit sharing proportions of P and Q would be as under: 

P will get 213 X 314-= 112 

Q will get 113 x 314 = 114 

R brings Rs. 16,000 as capital for 114th shgre. The total capital of the firm on the 
basis of R's share and his capital should be.16,000 x 411 = Rs. 64,000. 

P's capital should be 64,000 x 112 or Rs. 32,000. Balance in his capital account after 
makingthe adjustments is Rs. 35,00O.'Hence, the excess of Rs. 3,000 (Rs. 35,000 - 
Rs. 32,000) should be transferred to his Current Account. 

Q's capital should be 64,000 X 114 or Rs. 16,000. Balanqe in his capital account after 
making the adjustments is Rs. 14,000. Hence, the deficit of Rs. 2,000 (Rs. 16,000 - 
Rs. 14,000) should be debited to his Current Account, 

The Journal entries are as follows: 
Journal 

Abalsslon d a Partner 

i) 

ii) 

- P's Capital Account Dr. 

To P's Current Account 

(Being the transfer of excess capital to 
current account) 

Q's Current Account Dr. 
To Q ' s  Capital Account 

(Being the transfer of deficit in 
capital tocurrent account) 

I 

Rs. 

3,000 

2,000 

Rs., 

3,000 

2,000 



Partnership AwounCs Illustration 17 -- 

X and Y are partners in a business sharing profits and losses in the ratio of 3:2. Their 
Balance Sheet on April 1, 1989 stood as under: 

Liabilities 

Sundry Creditors 

Capital Accocnts: 

Rs. Assets 

31,200 Cash at Bank 

Sundrv Debtors. 24,600 

X Rs. 55,000 Less: Provision for 
Y Rs. 45,000 Doubtful Debts - 600 

1,00,000 

Stock 

Furniture 

z===- Building 

1,3 1,200 

Rs. 

10,200 

They decided to admit Z on the following terms: 

a) That Z brings Rs. 40,000 as capital and he will receive 114th share in the future 
profits. 

b) That the value of goodwill be fixed at Rs. 30,000. 

c) That building and furniture be depreciated at 5%. 

d) That a provision of Rs. 1,200 is required for doubtful debts. 

e) That a provision of Rs. 650 be made for outstanding repair bills. 

f) That the capitals of the partners be adjusted in proportion to their profit sharing 
ratio by opening current accounts; 

Prepare the necessary Ledger Accounts and the B dance Sheet of the Finn as newly 
constituted. 
Solution 

Ledger 
Revaluation Account 

Dr. 
- 

1989 

Apr. 1 
" 
" 

' 

Goodwhl Account 

1989 

Apr. 1 
" 

" 

Bank Account 

To Building Alc 

To Furniture Alc 

To Provision for 

Doubtful Debts Alc 

To Provision for Out- 
standing Repain A/c 

1989 

APT. 1 
" 

- 
" 

By Loss transferred to 

Capital Accounts: 

X - 315 3.000 

Y - 215 2,000 - 

To X ' s  Capital A/c 

To Y's Capital A/c 

To Balance bld 

Rs. 

3,000 

750 

6W 

- 650 

5,oo0 

Rs. 

5,000 

- - 5,000 
-- 

To Balance blf 

To Z's Capital A/c 

To Balance bld 

1989 

Apr. 1 

Rs. 
18,000 

12,000 - 
30,OM3 - 
30,000 

Rs. 

10,200 

- 40,000 
50,200 

50,200 

1989 

Apt. 1 By Balance dd 

Rs. 

30,000 

30,000 

1989 

Apr. 1 By Balance cld 

R6. 

50,200 

50,2M) 



X's Cepital Account Admission of a Palancr 

Y's Cepitrl Account 

Rs. 

55,000 

18,000 

2,000 
75,OW - 
72,000 

X's C~lrrenl Accoanl 

1989 

Apr. 1 
" 

Rs. 

Balance Slreet of h4ls X, Y md Z 
as on 1st April, 1989 

Rs. 

3,000 

72,000 

75,000 

To Revsluatiolr PJc 

To Balance cld 

.- 
Ks. 

TO'Y'S Current A/c 7,000 By Gnodv~ill 11,000 

To Balar~ce cld 43,000 
57,009 57,OliO -- 

By Balar~ce bid 48,000 

Y's Current Accoant 

Sundry Creditors 31,200 

Provision for Out- 
standing Repairs 6SO 

i989 

Apr. I Ry Balance blf 

" By Goodwill 

" By X's Current Nc 

" By Balar~ce bid 

Capital Accounts: 
X 
Y 
z 

1989 

- 
Apr. 1 B~ 9's Cl~pital Alc 

- 

Y's Cru~ent A/c 

Rs. 

Assets - -- 

- 

Cash at Bank 

-- 

Sundry Debtors 

Less: Provision for 
Doubtfi.1 Debts 

Stock 

Furniture 

Building 

Z'6 Capital Account 

1 Goodwill 

Rs. 

I L98,850 / X's Curre~~t  Account I ,-- 

- 
1989 

Apr. 1 ByBank 

Working Notes 
1) Calculation of the new profit sharing ratio 

Z's share is 114th of the total profit, hence, the remaining profit is 1 - 114 or 314. 
X's share is 315 of 314; i.e., 315 x 314 = 9/20. 
Y's share is 215 of 3/4; i.e., 215 x 314 = 6/20. 
Thus, the new profit sharing ratio is 
X : Y : Z = 9/20 : 6/20 : 113 or 5/20 = 9:6:5. 

Rs. 

40,000 

f 

24,600 

1,200 - 

Rs. 

50,200 

23,400 
22.000 

14,250 

57,000 

30.000 

2,000 
1,98,850 



m h l p  AWUIIC~ 2) Adjustment of Capitals 
Z brings Rs. 40,000 as capital for 114th share. The total capital of the firm on the 

4 basis of 2's share and his capital should be 40,000 X = Rs. 1,60,000. 

X's share, therefore, is Rs. 1,60,000 X 2 = RS. 72,000. ~ a l h n c e  in X's Capital . 
20 

Account after making the adjustments is Rs. 70,UOO (55,000 + 18,000 - 3,000), 
Hence, the deficit of Rs. 2,000 (72,000 - 70,000) should be debited to his Current 
Account. 

Y's share will be : 1,60,OW X $ = Rs. 48,000. 

Balance in Y's Capital Account after makiny ?he adjustments is Rs. 55,000 (45,000 
+ 12,000 - 2,000). Hence, the exces5.of Rs. 7,000 (55,000 - 48,000) should be 
credited to his Current Account. 

Determining New Partner's Capital: Sometimes, the new partner is required to bring 
in capital equal to his share in profits and losses in the firm. In such a situation, the 
combined capital of the old partners (after adjustments) is taken as the basis for 
determining the capital to be contributed by the new partner. For example, X and Y 
are partners in a firm sharing profits and losses in the ratio of 3:2. Z is admitted for 
114th share of profits and is to pay the proportionate amount as capital. The capitals 
of X and Y, after making all adjustments in respect of goodwill and revaluation of 
assets and liabilities, are Rs. '52;800 and Rs. 38,000, respectively. In this case, the 
combined capital (after adjustments) of X and Y 'is Rs. 90,000 (Rs. 52,000 + Rs. 
38,000) and their combined share iii profits is 314 (deducting Z's 114th share from 1). 

Hence, the total capital of the firm would be Rs. 1,20,000 (90,000 X 413). Since Z's 
.' share is 114, he should contribute Rs. 30,000 (114 of Rs. 1,20,000) as his capital. 

Illustration 18 
A and B were partners sharing profits and bsses in the ratio of 3:2. On January 1, 
1989 their Balance Sheet was as follows: 

Liabilities Rs. Assett Rs. 

Creditors 52,000 Cash 8,000 
General Reserve 20,000 Debtors 30,000 

Capitals: Stock 24,000 

A 71,000 Investments 20,000 
B 57,000 Machinery 48,000 

1,28,000 Land & Building 70,000 
, 2,00,000 2,00,000 

C was admitted as partner on the above date. The new profit sharing ratio was agreed 
t a b e  3:312. C paid Rs. 20,000 as his share of goodwill and is to bring in capital 
sufficient@ make it proportionate to his share in profits. Machinery was to be valued 
at Rs. 44,O and Land and Building at Rs. 84,000. The firm has to pay an amount 90 of Rs. 2,500 to a worker as compensation. Investments should be reduced to their 
market value, viz., Rs. 18,000. Z, an old custgmer, whose account was written off as 
bad, has promised to pay Rs. 500 in settlement of his claim. 

Prepare Re*aluation Account, Partners' Capital Accounts and the Opening Balance 
Sheet of the new firm. 

Solution 

Revaluatbn Account 
Dr. 

Jan. 1 1 To Machinery 1 To Outstanding 
compensation 

" I To Investments 

To Profit transferred 
to Capital Accounts 

A 315 3,600 
B 215 2,400 " I  - rl 14,500 - 

' l33T & Building 



A's Capital Account Admlasloo 

B7s Capital Account 

Rs. 

71,000 

18,000 

1,C'w"J 

By Balance bid 

By Goodwill 

C'e Capital Account 

1989 

Jan. 1 
" 

" 

" 

" 

Rs. 

1,04,600 
1989 

Jan. 1 

Rs. 

57,000 

2,000 

2,400 

8,000 
69,400 

69,400 

Balance Sheet of M e  A, B and C 
as on January 1, 1989 

To Balance d d  

By Profit and Loss 
Adjustment A/c 

By General Reserve 

By Balance b/d 

By Balance bid 

ByGoodwill 

By Profit and Loss 
Adjustment Alc 

By General Reserve 

By Balance bid 

3,600 
12,000 
I 104600 

1,04,600 

1989 

Jan. 1 
" 
" 

" 

" 

u 

Working Notes 
1 5  Calculation of sacrificing ratio 

Partner Old Share - New Share = Sacrifice 

Rs. 

69,400 

69,400 

1989 

Jan. 1 

By Cash 

.B, : 215 - 318 - - 16-15 - 1 --  - 
40 . .40 

Hence, the goodwill brought in by C, RS. 20,000, has been credited to A and B 

To Balance d d  

Rs. 

58,000 

Rs. 

Rs. 

86,000 

30,500 

24,000 

18,000 

44,000 

84,000 

2,86,500 
Y 

in the ratio of 9:l. 

2) Calculation of C's Capital 
C's share is 218. Hence, the combined share of A and B is 618 i.e., 1 - 218. 
The combined adjusted capital of A and I3 is Ps. 1,74,000. Therefore, the total 
capi al of the firm shc>uld be 1,74,000 x 816 or ks. 2,32,000. As C's share is 218, 
he s 6 ou~d bring in RS. 58,000, i.e., 2,32,000 x 218, as capital (proportionate to his 
share). 

1989 

Jan. 1 

Assets 

Cash 

Debtors 

Stock 

Investments 

Machinery 

Land and Building 

3) It is assumed that the capitals of A and B need, not be proportionate to their 
respective shares in profits, as the question is silent about this adjustment. In case 
it is desired that capitals of all the partners should be in their profit sharing ratio, 
the capitals of A and B may have to be adjusted without affecting the total capital 
of the firm. In such a case, the capitals of A and B should be Rs. 87,000 each (318 
of Rs. 2,32,000). Hence, A should be paid Rs. 17,600 being excess capital 
(1,04,600 - 87,000) and B should bring Rs. 17,600 as additional capital 
(87,000 - 69.4001. 

Rs. 

52,000 

2,500 

2,32,000 
2,86,500 

Liabilities 

Creditors 

Outstanding Compensation 

Capital Accounts: 

A 

B 

C 

1,~,600 

69,400 

58,000 



Sometimes, the partners of a firm may decide to change their existing profjt sharing 
ratio. As a result of this arra~igement, some partners will gain an additional share in 
the future profits of the firm while others will lose a part therepf. For example, Ram 
and Shyam were partners in a firm sharingprofits and losses in the ratio of 3:2. I t  is 
felrthat now on Shyam will not be'able to actively participate in the business of the 
firm. Hence, they decidc that, in future, they will share profits and losses in the ratio 
of 3:l. In this case Ram gains 3120th (314 - 315) share in profits which is sacrificed 
by Shyam in his favour, In such a situation, therefore the most important implication 
relates to the compe~isation to be given by the gaining partner to the losing partner. 
This can be  worked out on the basis of goodwill as it was done in case of admission 
of a new partneb Thus, the gaining partner must pay the proportionate amount of 
goodwill to the losing partner ox it may be adjusted by debiting the gaining partner's 
capjial account and crediting the losing partner's capital account. Alternatively, the 
Goodwill Account can be raised in the books by crediting all the partners in their old 
profit sharing ratio. 

Change in profit sharing ratio, l i ~ e  admission of a partner, inay also involve 
revalllation of assets and liabilities, transfer of aac~~mulrited profits and losses to 
partners' capieal accounts in the old ratio, and adjustment of partners' capitals so as 
to make them proportionate to the new profit sharing ratio. 

The adjustmenki im R C C O U ~ ~  in respect cb all these items are made in the same way as 
they are made on admission of a new partner. 

8.80 LET US SUM UP - -- 
With a view to iiiiroduce aclditional capital and take advantage of managerial skill or 
both, the existing partners of a firm may decide to admit one or more partners in the 
firm. The inconning partner brings in some amount as capital and some amount as his 
share of goodwilI called 'premium'. 

Goodwill usually refers to tlie reputation or good name of the firm which niakes it 
do  better business and earn higher profits. This may be tlae result of certain 
advantages like good location, nature of product, import licence, etc. Goodwill is an 
intatlgiklc asset which is brought into books only when some new business is bought 
or when the firm is reconstituted. On such.occasions, its value is determined by ' 
methods like certain number of years' purchase of the average profits, certain number 
of years' purchase of the super profits, and capitalisation of super profits. 

@oodwilI is used as the basis for determining the amount of premium to be brought 
by the new partner to compensate the old partner for the loss of their shares in future 
profits of the firm in his favour. This amount of premium is shared by the old partners 
in the ratio of their sacrifice in 'the future profits of the firm in favour of the new 
partner. If the new partner is unable to bring in his share of goodwill, then a Goodwill 
Account must be raised to its full value by crediting the old partners in the old profit 
sharing ratio. 

A number of other matters may have to be dealt with at the time of admission of a 
new partner. These are: (i) calculation of new profit sharing ratio, (ii) revaluation of 
assets and liabilities, (iii) adjustment of accumulated profits or losses, and 
(iv) adjustment of capitals. 

If nothing is specified, it is presumed that the old partners will share the remaining 
profit in the old ratio. But, if it is specified that the new partner purchases his share 
of profit from the old partners in a particular ratio, the new shares of the old partners 
will be calculated by deducting the proportion strrhdered in f a v ~ u r  of the new 
partner from the old shares. 

If, at the time of admission of a new partner, some revaluation of assets and liabilities 
is.involved, the necessary adjustment's must be m': de through an account d i e d  ' 
Revaluation Account (a140 known as Profit and Losp Adjustment Account). 
Similarly, if some accumulated profits (or losses) exist, they must be transferred to 
!he c ~ ~ i t a l  accounts of the old partners in the nld ratio. 



Sometimes, it is agreed that the eapitals should be in proportion to the profit sharing , 

ratio. This may be done on the basis of the new partner's capital. Similarly, if new 
partner's capital is not specified, it can be ascertaine'd on the bases of the combined 
capital (after adjustment) of the old partners. , 

Sometimes, the existing partners of a firm decide to change their profit sharing ratio: 
This primarily involves apayment of compeilsation by way of premium by the gaining 
partner to the losing partner. Some other adjustments like revaluation of assets and 
liabilities, transfer of accumulated profits, and loss making capitals proportionate to 
the new profit sharing ratio may also have to be made. The treatment of these.matters 
on change in the profit sharing ratio is similar to that of admission of a new partner. \ 

8.11 KEY WORDS 

Accumulated Profits: Undistributed prolits appearing in the Balance Sheet in form of 
general reserve or credit balance of Profit & Loss Account. 

Adjusted Average Profits: Average of the past few years' profits adjusted by expected 
changes in future in the profitability of the firm. 

Cagihlised Value of Business: Value of business ascertained by capitalisation of profit 
based on normal rate of return. 

Goodwill: Value attached to the capacity of the firm to earn more than normal profits. 

Net Assch: Excess of total tangible assets over the external liabilities. It is also called 
'capital employed'. 

Normal Frofib: Ainount of profits expected on the basis of the normal rate of return. 

Premium: Amount paid by an incoming partner to compensate the old partners for 
their loss of share in future profits of the firm. It is equal to his share of goodwill. 

Revslualion Account: An account prepared for ascertaining the profit or loss arising 
on revaluation of assets and liabilities. 

Sacrificing Ratio: Ratio in which the old partners sacrifice their share of profit in 
favour of the new partner. 

.super Profits: Excess of average expected profits over normal profits. 

8.12 ANSWERS TO CHECK YOUR PROGRESS 

A 3 i) 12:8:5 ii) 19:9:i2 
4 i) 3:2 iij-3:4 

B 3 i) True ii) False iii) True 
iv) False v) False vi) True 

4 Rs. 4,20,000 

C 2 i) premium ii) sacrificing iii).full 
iv) debited, old v) credited vi) debited. 

3 i) True ii) False iii) False 
iv) True v) True vi) False 

8.13 TERMINAL QUESTIONS/EXERCISES 

Questions 
1) .Explain how is goodwill brought in by an incoming partner trentcd in the books or . .. 

account? How will you deal with the existing goodwill in the books, if any? 

2) Explain how is goodwill treated when the incoming partner does not bring his 
share of goodwill in cash. 

3) What is Revaluation Account? What journal entries are to be passed when assets 
and liabilities are revalued at the time of admission of a partner? 

4) How will you work out the new capital of each partner if the capital is ro be 
adjusted in the new profit sharing ratio? Give examples. 

Admission of a Partner 



Parlnmhlp Acmunb Exercises 
1) A, B and C are partners sharing profits and losses in the proportions of 112, 113 

and 116, respectively. They agreed to admit D into the firm as a partner for a fifth 
share in future profits. He brings in Rs. 30,000 towards his shate of goodwill which 
is to be retained in business. He brings in Rs. 60,000 towards his capital of which 
Rs. 20,000 is in the form of cash and the balance in the form of a machine valued 
at Rs. 40,000. 

Give the necessary journal entries in the firm's books to give effect to D's admission. 

(Hint: The goodwill brought in by D should be credited to  A,  B and C in the old 
ratio). 

2) C and D are partners sharing profits in the ratio of 5:3. They admit E into 
partnership for a fourth share on the terms that he should bring in Rs. 50,000 as 
capita1 and Rs. 20,000 towards goodwill. Half of the goodwill due to the old 
partners C and D was withdrawn from the business. Pass the necessary journal 
entries to record these transactions. The new profit sharing ratio is to be 2:l:l. 

(Hint: The goodwill brought in by E should be credited to C and D equally 
because they suffer equally on E's admission). 

3) Red, White and Blue are partners sharing profits and losses in the ratio of 5:3:2. 
They admit 'Green as a partner on the following terms: 
i) H e  pays in cash Rs. 30,000 for capital. 
ii) Goodwill of the firm is valued at Rs. 50,000 but Green did not pay his share 

for it. 
iii) He is to get 3110th share in future profits, which he acquires 2110th from Red 

and 1110th from White. 
You are required to (a) record' the above transactions in the books of the firm 
presuming that there ,is no goodwill appearing in the books; and 

(b) calculate the new profit sharing ratio. 

(Answer: New profit sharing ratio = 3:2:2:3) 

4) The following is the position of X and Y on 31st December, 1989: 

Liabilities Rs. Assets . Rs. 

Capitals Building 50,000 

X 1. 60,000 Machinery 45,000 

Y 30,000 Sundry Debtors 11,600 

Sundry Creditors .25,000 Cash 

1,15,000 

They admit Z into partnership for onc-fourth share in future profits from 1st January, 
1989. The firm's goodwill is valued at Rs. 36,000 and it has to be raised in the books. 
X and Y shared profits in the ratio of their capitals. Z is to bring in Rs. 25,000 towards 
his capital. 

Pass the necessary journal entries and prepare the Balance Sheet of the new firm. 

(Answer: Total of Balance Sheet Rs. 1,76,000) 

5) A and B ate partners in a firm. Their'Balance Sheet as on 31st December, 1989 is 
given below: 

Liabilities 

Sundry Creditors 

Bank Overdraft 

Capital Accounts: 

ARS.  45,000 

B Rs. 25,000 

Rs. Assets 

30,000 Cash in hand 

23,200 Sundry Debtors 

Stock 

hvestments 

Furniture 



The partners agree to admit C as a partner from 1st January, 1990 and the following 
terms have been agreed upon: 

i) Machinery is to be depreciated by 5%. 

ii) Furniture is to be taken at Rs. 4,000. 
iii) Stock is to be reduced by 10%. 
iv) A provision of 5% is to be raised against Sundry Debtors. 
v) The Investments are to be valued at Rs. 30,000. 
vi) A liability for Rs. 2,000 for goods purchased but not recorded is to be created. 
vii) 'The new partner is to introduce Rs. 50,000 of which Rs. 10,000 is to be 

considered as premium for goodwill, to be withdrawn fully by the existing 
partners. He is to be allowed 113rd share in the future profits. 

Record the above transactions in the books of the firm ind give the Opening Balance 
Sheet of the new firm on completion of the above transactions. 

(Answer: Loss on revaluation: Rs. 2,300; Capitals: A-Rs. 43,750, B-Rs. 23,750, 
C-Rs. 40,000; Total of Balance Sheet Rs. 1,62,700). 

6) P, Q and R were in partnership sharing profits and losses in the proportions of 
218, 318, and 318 respectively. Their position on 30th June, 1989 was as follows: 

Liabilities Rs. Assets Rs. 

Sundry Creditors 70,500 Cash at Bank 23,150 

Bills Payable 20,000 Bills Receivable 7,350 

Geneial Reserve 24,000 Sundry Debtors 80,000 

Capital Accounts: 

P Rs. 30,000 

Q Rs. 40,000 

Stock 

Furniture 

Building 

On 1st July, 1989, they admitted S into partnership for 114th share on the following 
terms: 

a) S to bring Rs. 35,000 as capital. 
b) A Go@dwill Account to be opened in tlie books at Ks. 60,000. 
c) The vdlue of stock to be reduced by 10%. 
d) Building,to be appreciated by 10%. 
e) Bad debts of Rs. 6,000 to be written off. 
f) There being a claim for damages against the firm, a liability to the extent of 

Rs. 1,500 should be created. 
g) An item oi  Rs. 400 included in Sundry Creditors is not likely to be claimed 

and, hence, should be written off. 
h) After S's admission, goodwill should be written off. 

Prepare Revaluation Account, ,Partners' Capital Accounfs and Balance Sheet of 
the new firm. 

/ 

(Answer: Loss on revaluation Rs. 8,000; Capitals: P-Rs. 37,750, Q-Rs. 53,625, 
R-Rs. 56,625, S-Rs. 20,000; New Profit sharing ratio: 6:9:9:8; Total 
of Balance Sheet Rs. 2,57,600) 

7) C, D and E have been working in partnership sharing profits and losses in 
proportions of 315,115 and 115. On 31st March, 1989 their Balance Sheet showed 
as follows: 

I Liabilities Rs. Assets Rs. 

1 Creditors 20,000 Cash 8,000 

I Capital Accounts: Sundry Debtors 20,000 

C Rs. 60,000 

D Rs.40,000 

B Rs. 40,000 .-- 

Less: Provision 2,000 18,000 ., 

Stock. 80,000 

Fixtures and Fittings 4,000 - 

1,40,000 Building 
1,60,000 

Admission of 



They admit F into partnership on the condition that he should take a fourth share in 
the business and contribute proportionate capital. He is also required to bring in 
Rs. 20,000 as his share of goodwill. Stock was valued at Rs. 92,000 and Building at 
Rs. 60,000. Provision against debtors is to, be Rs. 4,000. 

Give journal entries to record the above and Balance Sheet after F's admission. 

(Answer: Profit on revaluation Rs. 20,000; Capitals: C-Rs. 84,000, D-Rs. 48,000; 
E-Rs. 48,000; E-Rs. 60,000; Total of Balance Sheet Rs. 2,60,000) 

8) R and S are equal partners, and on 1st January, 1989 their Balance Sheet stood 
as follows: 

Liabilities Rs. Assets Rs. 

Sundry Creditors 49,250 Cash in hand 1,000 

General Reserve 5,000 Cash at Bank 14,500 

Capital Accounts: 

R Rs.40,000 

S Rs. 25,000 

Sundry Debtors 

Stock 

Investments 

65,000 Fixtures and Fittings 
1,19,250 

M was taken into partnership as from 1st January, 1989 and it was agreed between 
R and S to make the following adjustments: 

a) To write off bad debts amounting to Rs. 1,500. 
b) To write 25% off Fixtures and Fittings. 
c) To depreciate Stock by Rs. 3,750. 
d) To write off loss of Rs. 500 on Investments. 
e)  To create a Goodwill of Rs. 10,000. 

M then introducks Rs. 35,000 as his third share of capital to which it has been 
agreed that the capitals of the other two partners shall be adjusted (actual cash to 
be paid off to or brought in by the old partners, as the case may. be). 

Prepare Revaluation Account, Capital Accounts of the partners and the Balance 
Sheet of the firm immediately after M's admission. 

(Answer: Loss on revaluation Rs. 6,500; R receives Rs. 9,250; S pays Rs. 5,750; 
Total of Balance Sheet Rs. 1,54,250) 

Note: These questions will help you to understand the unit better. Try to write 
answers for them. But do not submit your answers to the University for 
assessment. These are for your practice only. 



UNIT 9 RETIREMENT OR DEATH OF A 
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9.0 OBJECTIVES 

The main objective of this unit is to acquaint you with various accounting problems 
that arise at the time of retirement and death of a partner and to explain the 
procedure of recording the necessary entries in the account books of the firm. 

After studying thisrunit you should be able to: 

ascertain the new profit sharing ratio of the remaining partners after retirement or 
death of a partner 
calculate the ratio of gain of the remaining partners 
ascertain the amount of goodwill due to the retiring or deceased partner and make 
necessary entries in the books of the firm 
determine the quantum of accumulated profitAoss due to the retiring or deceased 
partner and make accounting entries 
prepare Revaluation Account giving effect to the changes in the value of assets 
and liabilities 
make necessary entries in respect of unrecorded assets and liabilities 
determine the total amount of claim of the retiring partner against the firm and 
learn the modalities of settlement of such claim 
prepare the'Executorls ACCOLI) in the case of'death of a partner 
learn the modalities of settlen.,nt of claim of the deceased partner 

9.1 INTRODUCTION 

A partner ceases to be a partner on his retirement or death and as such, the amount 
of claim of the retiring partner or the d5ceased partner has to be settled by the firm. 
The problems that arise at the time of retirement of a partner from the firm are: 
(1) Ascertainment of new profit sharing ratio, (2) Ascertainment of gaining ratio, 
(3) Treatment of goodwill, (4) Adjustment for revaluation of assets and liabilities, 
(5) Adjustment in respect of unrecorded assets and liabilities, (6) Adjustment in 
respect of accumulated profits/losses, (7) Methods of payment to retiring partner. 



The claim of the retiring or deceased partner usually consists of his capital as on the 
date of retirement or death less drawings (if any) plus his share of goodwill in the 
firm plus his share in the accumulated profits of the firm (if any) less his share of 
accumulated loss (if any) plus (minus) his share in the profit (loss) an revaluation of 
assets and liabilities of the firm and such other things. 

In contrast to admission of a partner, we have to calculate the gaining ratio of the 
. remaining partners on retirement or deathof a partner because the share of profit of 

the retiring or deceased partner is taken up by the remaining partners. 

All these things will be discussed later in this unit. 

9.2 NEW PROFIT SHARING RATIO ' 

The new profit sharing ratio has to be calculated in the case of retirement or death, 
since the remaining partnerlpartners would gain some portion of the retiring or 
deceased partner's share of profit. The new profit sharing ratio of each remaining 
partner will be the sum total of his old share of profit in the firm and the portion of 
the retiring or deceased partner's share of profit which he has acquired. This can be 
expressed in the form of an equation as under: 

1 New profit sharing ratio = Old share + Acquired share. 

When the new profit sharing ratio of the remaining partners is given in the problem, 
there is nothing to calculate. But when new profit sharing ratio is not given in the 
problem, it has to be calculated. Sometimes the retirement of one of the partners is 
given in the problem but nothing else in respect of new profit sharing arrangement 
is indicated. In such cases we should delete the-retiring partner's share of profit. The 
remaining partners' profit sharing ratio inter se will remain unchanged. But deletior. 
can be done only when the profit sharing arrangement is given in the ratio form and 
not in the fraction form. If the profit sharing arrangemcnt is given in the fraction 
form, we should first convert the profit sharing arrangement from fraction form to 
ratio form and then only the retiring partner's share should be deleted. It will be clear 
from lllustration 1 and 2. 

JUustratioh 1 
A,  B and C are partners in a firm sharing profits in the ratio of 112, 113 and 116 
respectively. B retires from business. Calculate the new profit sharing ratio 0f.A 
and C. 

~ollrtiGn, 
111 the above problem the profit sharing arrangement is given in the fraction form. It 
should first be converted into ratio form and then the retiring partner's share should 
be deleted. For conversion into ratio form, we should have a common denominator 
of three fractions given by taking the L.C.M. of the three denominators which is 6 
i11 the above case. Hence, the profit sharing arrangement in common denominator is 
316,216 and 116 respectively and on that basis it is 3:2:1 respectively in the ratio form. 
Now B's share can be deleted and the new profit sharing ratio of the remaining 
partners A and C will be 3:l (the same as earlier between them). 

Note: It must be well understood here that A and C have acquired B's share in the 
same proportion in which they were sharing profits i.e. in the ratio of 3:l which can 
be verified.by deducting the old ratio from the new one as under: 

A's acquisition = 314 - 112 = 114 
C's acquisition =' 114 - 116 = 1/12 

So the acquisition ratio is 114 : 1/12 or 3/12 : 1/12 or 3:l. In casesthe remaining partners 
decide to acquire the outgoing partner's share of profit not in their old profit sharing 
ratio but in some different proportion, we should add the acquired share to their 
respective old shares and find out the new profit sharing ratio. 

Illustration 2 
.. A, B, and C are partners sharing profits in the ratio of 112,113 and 116 respectively. 

B retires from business. A and C agree to acquire the retirink partner's share of profit 
in equal proportions. Calculate the new profit sharing ratio of A and C. 

Solution 
Each remaining partner acquires one half of the retiring partner's (B) share of profit 



i.el 112 of 113 = 116. Thus the new profit sharing ratio of A and C will be: 

A = Old share + acquired share = 112 + 116 = 416 or 213 
C = Old share + acquired share = 116 + 116 = 216 or 113 

Hence, new profit sharing ratio of A and C will be 213:1/3 or 2:1. 

9.3 GAINING RATIO 

~ u s t  as we calculate the sacrificing ratio in the case of admission of a new partner, 
we have to calculate the gaining ratio at the time of retirement or death of a partner. 
The gaining ratio of each remaining partner is calculated by dcducting the old share 
of profit from the new share of profit. This is always that portion of the share of profit 
of the retiring or deceased partner which has been acquired. If only the retirement 
or death of a partner is stated in the pYob1e.m but nothing is given in respect of the 
new profit sharing ratio or the proportion in which the remaining partners have 
acquired the outgoing partner's share of prafit, the new profit sharing ratio of the 
remaining partners will be the old ratio inter se and the gaining ratio will also be in 
the same proportion. This has already bcen explained in Illustration 1. Rut in case 
the new profit sharing ratio of the remaining partners i$ given, the gaining ratio 
should be calculated ,by deducting the old ratio from the new one as shown in 
Illustration 3. 

Illustration 3 
A, B and C are partners sharing profits in the ratio of 4/10, 3/10, 3/10 respectively. 
Z retires from the business. A and B decide to share future profits equally. Calculate 
the gaining ratio of A and B .  
Solution 
Gaining Ratio of A = New Ratio - Old Ratio = 112 - 4/10 = 1/10 
Gaining Ratio of B = New Ratio - Old Ratio = 112 - 3/10 = 2/10 

Hence, gaining ratio of A and B is 1/10:2/10 or 1 : 2 

Negative Gaining Ratio 
So far we have discussed that the share of profit of the remaining partners gets 
increaged after the retirement of a partner as the remaining partners acquire the share 
of the outgoing partner, But sometimes it may so happen that a partner may not like 
to have any altdration in his share of profit in the overall profits of the firm in which 
case his share will remain thc same. Yet in another situation the new profit-sharing 
arrangement agreed amongst the remaining partners may be such that the new share 
of one of the remaining partners in the overall profits 6f the firm may get reduced. 
This decrease in the share of profit is called Negative Gaining Ratio because the 
difference between the new ratio and the old ratio is minus i.e. negative, Illustration 
4 will clarify this point. 

Illustration 4 
A, B, C, D and E are partners in a firm sharing profits in the ratio of 7:5:3:3:2, 
respectively. C retires from the business. The profit sharing ratio as agreed by the 
remaining,partners A, B, D and E id 6:5:5:4, respectively. 

Calculate the ,gaining ratio of remaining partners 

Solution 
The formula for calculating gaining ratio as discussed earlier is new ratio minus old 
ratio. We should calculate the gaining ratio of each remaining partner by deducting 
old ratio of each remaining partner from the respective new ratio as under: ,, 

" 1  

Gaining Ratio of each continuing partner; 
A = 6/20 - 7/20 = - 1/20 (negative) 
B = 5/20 - 5/20 = 0120 (no change) 
C = 5/20 - 3/20 '= 2/20 (positive) 
D = 4/20 - 2/20 = 2/20 (positive) 

' 
Thus, D and E both have gained 2/20 each while there is no change in the ratio of B 

.but A's share is reduced by 1/20 which shows a minus or negative gaining ratio. 

Check Your Progress A 
1 Calculate the gaining ratio under the following circumstances: 

Retirement or DesUl of a Partner 



~ ~ r t n ~ h i p  AFOIJII~E a) A ,  B and C are partners in a firm sharing profits in the ratio of 3:2:1, 
respectively. A retires from business. The remaining partners B and C decide 
to share profits equally in future. 

'b) A,  B, C and D are partners sharing profits in the ratio of 7:6:4:3-respectively. 
D retires from business and the remaining partners A, B and C decide to share 
future profits equally. 

2' Calcula~e new profit sharing ratio and gaining ratio 

a) X, Y and Z are partners sharing profits and losses in the ratio of 5:3:2. Y 
retires. His share has been taken by X and Z in the ratio of 2:l. 

b) X, Y and z are equal partners. Z retires and surrenders 314th of his share in 
favour of X and 114th in favour of Y .  

9.4 TREATMENT OF GOODWILL 
-.- 

When a partner retires or dies he is also entitled to his share of goodwill of the firtrl. 
For this purpose, we will have to first ascertain the present value of goodwill. Then, 
based on this, the retiring or deceased partner's share of goodwill will be worked out. 
The accounting treatment shall, however, depend upon whether goodwill account. 
already appears in books or not. Thus, there are two possibilities: 

1). When Goodwill does not appear in Books 
2) When Goodwill appears in Books 

9.4.1 When Goodwill Does not Appear in the Books 
When goodwill does not appear in the books at all, there are various ways of giving 
the necessary credit to the retiring partner for his share of goodwill. These are 
discussed .below: 

i) IF goodwill is raised with its full value and retained in the books: The partners may 
decide to raise Goodwill Account with its fullvalue and to relain it in the books. 
In that case, Goodwill Account is debited with full value and all the Partners' 
Capital Accounts (including the retiring or deceased partner) are credited in the 
old profit sharing ratio as shown in Illustration 5. Only in this case, goodwill will 
appear in the Balance Sheet of the new firm as an asset. 

Illustration 5 
A, B, C and D are equal partners. The Goodwill of the firm is valued at Rs. 60,00b. 
A retires from business. The new profit sharing ratio of B, C and D is agreed at 5:4:3 
respectively. 
Give the necessary journal entry assuming that goodwill account is raised and 
retained in the books. 

Solution 

Goodwill Alc Dr. 60,000 

To A's Capital A/c 15,000 

To B's Capital AJc 15,000 
To C's Capital N c  15,000 

To D's Capital Alc 15,000 

. (Being Goodwill account raised) 

ii) "If goodwill is r a i d  with its full value and immediately written ofi After raising 
the Goodwill Account for giving due credit to the retiring or deceased partner, 
the partners may decide to write it off immediately. In that case, we shall raise 
the Goodwill Account by passing the necessary entry as in the first case, and then 
write it off by debiting remaining partners' capital account in their new profit , . 
sharing ratio and crediting Goodwill Account with full value. Continuing with 
Illustration 5; if partners also decide to-write off the Goodwill Account, the 
additional journal entry will be 

B's Capital A/c - Dr 25,900 

C's Capital Alc Dr. 20,000 



D's Capital A/c Dr. 15,000 
Retirement or Lkath of a Partner 

To Goodwill Alc 60,000 

(Being goodwill account written off to remaining partners in their new profit 
sharing ratio). 

In this case, no Goodwill will appear in the Balance Sheet of the new firm. 

iii) If Goodwill is raised only with the proportionate amount payable to the retiring 
or deceased partner and immediately written off by the remaining partners in their 
gaining ratio: The partners may decide to raise Goodwill Account only with the 
proportionate amount payable to the retiring or deceased partner and to write it 
off immediately by the remaining partners in their gaining ratio. In such a case, 
Goodwill Account is debited and Retiring or Deceased Partners' Capital Account 
is credited with the proportionate amount of Goodwill. Thereafter remaining 
Partners' Capital Accounts arc. debited in their gaining ratio and Goodwill 
Account is credited to write it off. Continuing with lllustration 5, Journal entries 
will be: 

i) Goodwill Account Dr. 15,000 
To A's Capital A/c 

(Being Goodwill Account raised with 
the proportionate amount) 

ii) B's Capital Alc Dr. 10,000 
C's Capital A/c Dr. 5,000 

To Goodwill Alc 

(Being Goodwill Account written . 
off to the remaining partners 
in gaining ratio) 

Note: Since D has not gained any shire in profits, his account has not been 
debited in the above entry. 

iv) If no goodwill is raised at all in the books of the firm: When the partners decide 
not to raise Goodwill Account at all in the books of the firm and to adjust it 
directly through their Capital Accounts, the amount due to the retiring or 
deceased partner's capital account is credited with the share of goodwill. 
Taking the same lllustration (Illustration 5), if partners decide not to raise the 
Goodwill Account, the journal entry will be: 

B's Capital A/c Dr. 10,000 
C's Capital Alc Dr. 5,000 

To A's Capital A/c 

(Being A's share of Goodwill debited 
to B's and C's Capjtal Account). 

Gaining ratio is worked out as follows: 

New Ratio - Old Ratio 

B 5/12 - 114 = 5-3 
12 

= Gaining Ratio 

= 2/12 

Since D has not gained any share in profits, his account has not been debited in the. 
above entry. 

Illustration 6 
Aman, Bashir and Chetan are partners in a firm. They are sharing profits in the ratio 
of 4:3:2. Bashir retires and on that date goodwill is valued at Rs. 45,000. No goodwill 
appears in the books of the firm. Amail and Chetan decide to shar.e profits and losses 
equally. Pass journal entries for goodwill if: 

a) Goodwill account is raised in the books with its full value. 
'h) Goodwill account is raised in the books with its full value and written off 

immediately. 



Partnership Accounts c) ~oodwi l l  account is raised with the proportionale amount and written off 
immediately. 

d) Goodwill account is not to be raised in the'books at all. 

Solution 
a) If Goodwill Account is raised in the bdoks with its full value- 

Goodwill A/c Dr. 45,000 

To Arnan's Capital Alc 

To Bashir's Capital Alc 

To Chetan's Capital Alc 

(Being goodwill raised and credited 
to all partners in old profit 
sharing ratio). 

b) If Goodwill Account is raised with its full value and written off immediately: 
i) Goodwill Alc Dr. 45,000 

To Arnan's Capital Alc 20,OOC 
To Bashir's Capital Alc 15,000 
To Chetan's Capital Alc 10,000 

(Being Goodwill raised and credited 
to all the partners in old profit 
sharing ratio). 

ii) Aman's Capital Alc Dr. 22,500 
Chetan's Capital Alc Dr. 22,500 

To Goodwill Alc 45,000 
(Being Goodwill written off to Aman 

and Chetan in new profit sharing ratio) 

c) If Goodwill Account is raised with the proportionate amount and written off 
irnmediately- 

i) Goodwill Alc Dr. 15,000 
To Bashir's Capital A/c 15,000 

(Being Goodwill Account raised 
with the proportionate amount 
payable to Bashir). 

ii) Aman's Capital Alc Dr 2,500 
Chetan's Capital Alc Dr. 12,500 

To Goodwill Alc 
(Being Goodwill Account written off 

to the remainhg Partners in their 
gaining ratio). 

d) If Goodwill Account is not to be raised in the bo-oks at all- 
Aman's Capital Alc Dr. 2,500 
Chetan's Capital A/c Dr. 12,500 

To Bashir's Capital Alc 
(Being Bashir's Share adjusted to Aman's 

and Chetan's Capital accounts in their 
gaining ratio, i.e. 1:5) 

Working Note 
Gaining Ratio is calculated as follows: 

New Ratio - Old Ratio = Gaining ~ a t f o  
Aman 1--= 4 9-8 - 1 2 9 T  

- - 
18 , 

Chetan 1 2 - 9-4 - - - - -  5 I 
2 9 18 18 I 

= - 

So Gaining Ratio of Aman and Chetan is 1 5 .  I 

I 

9..4.2 When Goodwill Appears in the Books 
t It is quite possible that goodwill alreidy appears in ,the books. In that case, the 

adjustment in respect of goodwill on retirement or death of a partner will be limited r 
56 to the difference between the present value of goodwill and the amount of good will^ 



already appearing in books (also called book value). The treatment of goodwill in Rellremenl or Death of 

accounts d e p e ~ d s  upon the comparative value. 

There can be three possibilities i) if the book value of goodwill is less than the present 
value; ii) if the book value of goodwill is more than the present value; and iii) if 
the book value of goodwill remain the same. 

Let us study how goodwill is adjusted in these three situation. 

i) If the book value: of goodwill is less than the present value. In this case, the 
goodwill will be raised to its present value by debiting the Goodwill Account with 
the excess of present value over the book value and credited to all partners in 
their old profit sharing ratio. See Illustration 7. 

Illustration 7 
A, B and C are three partners, sharing profits and losses in the ratio of 2:l:l. The 
goodwill is appearing in the books at Rs. 20,000. C retires and on that date the 
goodwill is valued at Rs. 30,000. Pass qecessary journal entry. 

I Solution 
Goodwill Alc Dr. 10,000 

To A's Capital Alc 5,OCO 
To B's Capital Alc 2,500 
To C's Capital Alc 2,500 

(Being Goodwill Account raised from 
Rs. 20,000 to Rs. 30,000). 

Goodwill will appear at full value i.e. Rs. 30,000 in the Balance Sheet of the 
new firm. 

ii) If the book value of goodwill is more than the present value: In this situation, the 
difference between the book value and the present value will be credited to 
Goodwill Account and debited to all the partners' capital accounts in their old 
vrofit sharing ratio. 

Continuing with Illustration 6, suppose the goodwill in the books is Rs. 35,000, the 
journal entry will be: 

A's Capital Alc Dr. 2,500 
B's Capital Alc Dr. 1,250 
C's Capital Alc Dr. 1,250 

To Goodwill Alc 
(Being the fall in the value of 

goodwill from 'Rs. 35,000 to 
Rs. 30,000 adjusted). 

In this case also goodwill will appear at Rs. 30,000 in the Balance Sheet of the new 
firm. 

iii) If the boolr value and'the present value of goodwill are same: If there is no 
difference between the book and the present value, there is no need to make any 
adjustment entry in respect of goodwill. 

You will notice that in all the situations goodwill appears in the Balance Sheet at its 
present value. 

If, however, it is decided by the partners to withdraw goodwill either fully or partially, 
the remaining partners' capital accounts will be debited in new ratio and Goodwill 
Account will be crcdited with the respective value. 

' Check Your Progress B 

1 Calculate the net amount of goodwill to be written off to the remaining partners' 
capital accounts under the following situations: 

a) A,  B, C and D share profits in the ratio of 6:5:5:4 respectively. C retires. 
Goodwill is raised with the full amount of Rs. 60,000. The remaining partners 
decide to share profits equally in future. 

b) A, B, C and D are equal partners. The goodwill of the firm is estimated to be 
Rs. 84,000. A retires from the business. The new profit sharing ratio of B, C 
and D is agreed to be 5:4:3 respectively. 



2 State whether the following statements are True or Fake 
a) At the time of retirement of a partner, when the goodwill is to be raised with 

full value, Goodwill Account is debited and all the partncrs' capital accounts 
are credited in their new profit-sharing ratio. 

b) A t  the time of retirement of a partner, when goodwill is written off, all the 
partners' capital accounts are debited in  their new profit-sharing ratio. 

c) When a partner retires and no goodwill is to be raised, the remaining partners' 
capital accounts are debited in their gaining ratio and retiring partner's capital 
account is credited. 

d) When book value of Goodwill is more than the present value, the Goodwill 
will appear at its book value in the new Balance Sheet. 

.) 

9.5 ADJUSTMENT FOR ACCUMIJL,ATED 
PROFITS/LOSSES 

Sometimes the books of a partnership firm may show some accumulated profits in 
the form of General Reserve andlo. Profit and Loss Account credit balance. Such 
acculnulated profits should be distributed amongst all the old partners incltding the ' 
retiring or  deceased partner in their old profit sharing ratios. The General Reserve 
Account andlor Profit and Loss Account should be debited and all the partners' 
capital accounts including those of tlie retiring or deceased partner should be credited 
in their old profit-sharing ratios. Normally, you will find only accurnulatcd profits in 
the Balance Sheet of a firm. It is very rare that accumulated losses are carried over 
to subsequent accounting periods in  the cascs of partnership firms. But academically, 
we cannot rule out such a situation. If any a~cumulatcd loss appears in the books of , 

a firm, it should be divided amongst all'the partners including the retiring or deceased 
partner in their old profit sharing ratios. It should be written off by debiting their 
capital account and ckediting the Profit and Loss Account. 

Look at Illustration 8 and study how accumulated profits and losses are adjusted at 
the time of retirement of a partner. 

Illustration 8 
Deepak, Sushil and Umesh are the partners sharing profits and losses in the ratio of 
3: 1: I .  Their Balance Sheet as on December 31, 1989 is as under: 

Umesh 30,0011 - 

Liabilities Amount a Capital Accounts: 

Deepak 60,000 I 
Sushil 40,000 I 

Profit 6( Loss Alc 

Sundry Assets 

Assets Antount 

Umesh retires on January 1,1990. Pass necessary journal entries regarding 
accumulated profit or loss, if any. 
Deepak and Sushil have decided to share profits equally in future. 

Genetal Reserve 

Solution: 
I) Gcneral Reserve A/c Dr. 30,000 

To Deepak's Capital Alc 18,000 
I 

To Sushil's Capital Alc 6,000 I 
1 

To Umesh's Capital Alc 6,000 

- 
1 ,GO,OOO 

(Being general reserve transferred 
to Deepak's Sushil's and Umesh's Capital accbunts) 

2) Deepak's Capital Alc 

Sushil's Capital Alc 
Dr. 12,000 

I 

Dr. 4,000 



Umesh's Capital A/c Dr. 

To  Profit & Loss A/c 

(Being loss debited to Deepak's, 
Sushil's and Umesh's Capital Accounts) 

Retirement or Death of a Partner 

20,000 

However, the remaining partners, may decide not to disturb General Reserve and to 
maintain it in the books of the firm as it is. In such a case, the retiring or deceased 
partner must get his share in the General Reserve which should be borne by the 
remaining partners in their gaining ratio. Continuing with Illustration 8, journal entry 
for this will be: 

Sushil's Capital A/c Dr. 9,000 

To Umesh's Capital A/c 6,000 

To Deepak's Capital A/c 3,000 
(Umesh's share and Deepak's'sacrifice 

in General Reserve borne by Sushil). 

Note: Sushil's Gain = Umesh's Share + Deepak's Sacrifice 

'. Sushil should bear 3 x 30,000 = 9,000 3.0 
1 Umesh should get - x 30,000 = 6,000 and 
5 
1 Deepak st~ould get- x 30,000 = 3,000. 10 

9.6 ADJUSTMENT FOR REVALUATION OF ASSETS 
AND LIABILITIES 

As on the date of retirement or death of a partner, all assets and liabilities of the 
firm have to be revalued and any profit or loss arising therefrom is adjusted in all the 
partners' capital accosnts including the retiring or cleceased partner in their old profit 
sharing miio. 

For the purpose of revaluation of, assets and liabilities a Revaluation Account is 
opened and all appreciations and depreciations in the values of assets and liabilities 
should be recorded in this account. If there is an increase in the value of an asset, 
such asset should be debited and Revaluation Account should be crcdited with the 
a~nount of appreciation. Conversely, if there is a,decrease in the value of asset, 
Revaluation Accouilt should be delsted and the concerned account should be 
credited. Similasly, if there is an increase in the amount of a liability, Revaluation 
Account should be debited and the concerned liability account should be credited. 
And conversely, i l  thcre i s  a rcduclion in [he m o u n t  ol liability, ~ h c  conccrncd 
liability account should be dcbitcd and Revaluation Account should be credited. If 
it is desired to make a provision for some probable losses in future such as provision 
for dcubtful debts or contingent liability, Revaluation Account should be debited and 
the concerned provision account should be credited. Thereafter, the net gain or loss 
should be divided amongst all the partners in their old ratios. If there is net gain on 
revaluation, Revaluation Account should be debited and all the partners' capital 
accounts should be credited and in the case of net loss the reverse should be done. 
The revised values of assets and liabilities will appear in the new Balance Sheet 
prepared after the retirement or death o i  the partner. 
I 

I 
Look at Illustration 9 and study how revaluation of assets and liabilities are treated 
when a partner retires. 
I 
I 

Iilustratioi~ 9 
X, Y and Z are partners sharing profits and losses in ratio of 5:3:2. The Balance Sheet 
of the firm as on July 31, 1988 was as follows: 



Y retires on that date. It is agreed to adjust the ,values of assets as follows 

a) The Goodwill of the firm to be valued at Rs. 15,000 
b) Plant and Machinery to be depreciated by 10% 
c) Furniture to be depreciated by 15% 
d) Stock to be appreciated by 15% 
e) Factory building to be appreciated by 20% 

. f) Provision for bad debts t o h e  increased by Rs. 1,550. 

Amount 

Rs. 

4,MO 

17,000 

19,000 

10,000 

45,000 

65,000 
1600M) -L__ 

Liabilities 

Sundry Creditors 

Bills Payable 

General Reserve 

Capital Accounts 

X 50,000 

Y 40,000 

Z30,000 

Prepare (1) Revaluation Account (2) All Partners' Capital Accounts and (3) New 
Balance Sheet of the firm after B's retirement. 

Revaluation Account 
Dr. 

Amount 

Rs. 

20,000 

6,000 

14,000 

1,20,000 
1,60,000 

Assets 

$ 

Cash at  Bank 

Debtors 18,000 

Less provision 
for bad debts T,MM 

Stock 

Furniture 

Plant & Machinery 

Factory Building 

-Partners' Capital Accounts 

To Plant & Machinery A/c 

To Furniture A/c 

To Provision for Bad 
Debts A/c 

To Partners' Capital A/c 
(Share of Profit) - 
X - 5/10 = 4,150 
Y - 3/10 = 2,490 
Z - 2/10 = 1,660 - 

Rs . 
4,50Q 

1,500 

1,550 

8,300 
15,850 - 

T o  Y's Loan A/c 

TO ~al&ce dd 

New Balance Sheet of the firm after Y's 
retirement as at July 31, 1988. 

By Stock N c  

By Factory Buildnq A/c 

X 

Rs. 
- 

68,650 - 
68,650 

Liabilities 

Sundrycreditors 

Bills Payable 

Y's Loan Account 

Capital Accounts;- 

Rs. 

2,850 

13,000 

- 
15,850 - 

Y 

Rs. 

51,190 

- 
-. 
51,190 

--A 

Amount , 

Rs. 

20,000 

6,0@ 
5 1,190 

Assets 

Cash at Bank 

Debtors 18,000 

Less Provision for 
Bad Dkbts - 2,550 

Stock 19,000 

z 
Rs. 
- 

37,460 - 
37,466 

By Balance bld 

By Goodwill A/c 

By General 
Reseme A/c 

By Revaluation N c  

X 

Rs. 

50.000 

7,500 

7,000 

4,150 

68,650 

Y 

Rs. 

40,000 

4,500 

4,200 

2,490 --- 
51,190 --- 

z 
Rs, 

30,000 

3,OM) 

2,800 

1,660 

37,460 



9.7 ADJUSTMENT FOR UIVRECORDED ASSETS AND 
LIABILITIES 

There may be some unrecorded assets or liabilities at the time of retirement. Such 
unrecorded assets and liabilities must be brought into books of accounts through the 
Revaluation Account. If there is an unrecorded assets at the time of retirement, such 
asset should,be debited and the Revaluation Account should be credited. Such 
recording will benefit all the partners of the firm as their capital accounts shall get 
credited through Revaluation Account. Similarly if there is an unrecorded liability, 
Revaluation Account should be debited and the concerned liability account should 
be credited. Its ultimate effect would be that the capital accounts of all the partners 
shall get debited through the Revaluation Account. The asset and/or liability so 
brought into books of accounts shall appear in the Balance Sheet. 

21,850 

.8,500 

40,500 

78,000 

15,000 
1,83,300 

1,06,110 

1,83,300 

Check Your Progress C 
,1 Fill in the blanks 

Add Appreciation 2;850 

Furniture 10,000 
Less Depreciation - 1,500 
Plant & Machinery 45,000 

Less Depreciation - 4,500 

Factory Building 65,000 

Add Appreciation - 13,000 

Goodwill 

a) To bring an unrecorded liability into books of account, the ................... 
Account should be debited and the concerned liability should be credited. 

b) Decrease in the value of assets and increase in the value of liabilities is 
................... in Revaluation Account. 

c) ,Increase in the value of assets and decrease in the value of liabilities is 
......................... in Revaluation Account. 

d) Balanca of Revaluation A/c being profit or loss is transferred to 
.......................... in their old profit sharing ratio, 

e) At the time of retirement of a partner, Reserve.Fund Account is 
....................... and all the partners Capital Accounts are ........................ 

2 What is the Accounting treatment for unrecorded assets and liabilities at the time 
of retirement of a partner?. 

9.8 PAYMENT TO THE RETIRING PARTNER 

When a partner retires from business, his claim against the firm is determined by 
preparing his capital account incorporating therein all the adjustments in'respect of 
his share of goodwilli accumulated profits or losses; profit/loss on revaluation of 
assets and liabilities etc. Now the settlement of the claim depends on the provisions 
of the partnership deed. If nothing is given in the problem to be solved in respect of 
settlement of claim, the amount of claim is usually transferred to the Retiring 
partner's Loan Account for which the following ebtry is passed: 

Retiring Partner's Capital A/c Dr. 
To.Retiring Partner's Loan A/c 



Illustration 11 
A ,  B and C are partners sharing profits in the ratio of 2:2:1 respectively. Their 
Balance Sheet as on December 1984 was as follows: 

Balance Sheet as on 31.12.84 

C retires from business as on January 1, 1985. For the purpose of retirement of C, 
the assets and liabilities of the firm are revalued as follows: 

3,15,00i) 

Stock 20% less; Furniture at Rs. 6,000; Machinery at 75% of book value; Building 
at Rs. 1,60,000. A provision of 10% is to be made for doubtful debts. The goodwill 
of the firm is estimated to be worth Rs. 60,000. A bill for repairs of building 
Rs. 8,000 was unpaid and was not recorded in the books. 

Amount 

Rs . 
68.000 

10,000 

30,000 

45,000 

10,000 

60,000 

80,000 

Ascertain the claim of C against the firm by preparing his Capital Account. 

Assets 

Cash at Bank 

Bills Receivable 

Sundry Debtors 

Stock 

Furniture 

Machinery 

Buildings 

Liabilities 

Bills Payable 

Sundry Creditors 

Loan from A 

Reserve Fund 

Capital Accounts A 

B 

C .  

Goodwill 

Solution 

Amount 

Rs. 

16,000 

42,000 

1,00,000 

20,000 

60,000 

50,000 

27.000 

12,000 
3,15,000 

Dr. 
C's Capltal Account 

Cr. 

Note: As nothing iii given in the questions as regards the settlement of the claim, the amount due to C on 
his retirement i s  transferred to his Loan Account. 

Working Notes: 
1) For ascertaining the profit or loss on revaluation of qssets and liabilities, 

Revaluation Account should be prepared as below: 

To C's Loan Alc 

Rs. 
48.800 

' 

- 
48,800 

Revsluatlon Account 

B) Balance 

By Revaluation Alc 

By Goodwill Alc 

' By Reserve Fund 

Cr. Dr. 

Rs. 
27,000 

8,200 

7,600 
4,m 

4 8 , 8 0 0  - 

L --.- 

By Building 

i 

To Stock 

To Furniture 

To Machinery 

To  Provision for 
, Doubtful Debts 

To  Outstanding 
Repairs 

To Partner's Capital Ales 
(Share of Profits) 
A - 2J5 16,40b 

4 B - 215 16,400 
I C - 115 

62 * 
I 

I 

Rs. 

9,000 

4.000 

15,000 

3,000 

8,000 

41,000 - 
80,000 - 



2) Goodwill of the firm is estimated to be Rs. 60,000. But in the Balance Sheet of the ' Retin 

firm there. is already Goodwill appearing at Rs. 12,000. Hence it should be 
increased by Rs. 48,000 which amount should be credited to all the three partners 
in their profit' sharing ratios. Hence C's share of goodwill is 48,000 x 115 = 9,600. 

3) There is a Reserve Fund of Rs. 20,000 in the Balance Sheet which represents 
accumulated profits. C's share is 20,000 x 115 = 4,000. 

9.8.1 Payment of Full Amount Due 
If the full amount of claim is payable to the retiring partner on the date of retirement 
as per agreement, the amount will not be transferred to Loan Account but will be 
paid in cash or by cheque. The necessary entry for illustration in this respect will be: 

C's Capital AJc Dr. 48,800 
To Bank A/c 48,800 

9.8.2 Payment in Equal Instalme~lts at Fixed Intervals and the Unpaid 
Balance Earning Interest 

If the partners agree to make payment in equal instalments at regular intervals and 
the unpaid balance is allowed to earn a fixed rate of interest, the total amount of 
claim or the amount ris reduced by the amount of cash paid at the tiine of retirement 
should be transferred to the Retiring Partner's Loan Account. 

Illustration 12 
Supposing, in Illustration 11 above, the partners agree to pay Rs. 18,800 immediately 
on retirement and thereafter Rs. 10,000 at. the end of each year on December 31, 
allowing interest at 10% p.a. on the unpaid balance. 

Show the Ckpital Account of C and also his Loan Account till total payment is made. 

Solution 

Dr. 
C'e Capital Account 

Cr . 

To Bank 

To C's Loan A/c 

1 Rs. 
18,800 

30,000 

By Balance bld 

By Revaluation Alc 

By Goodwill Ah 

C's Loen Account 

48,800 
By Reserve Fund . 4,000 

48,800 

1985 

Jan. 1 

Dec. 31 

1986 

Jan. I 
Dec. 31 

1987 

Jan. 1 

Dec. 31 

\ IS88 

Jan. 1' 

Dec. 31 

Rs. 

10,WO 

23,000 - 
33,000 - 

10,000 

- 15,300 
25,300 - 

10,000 

- 6,830 
16,830 - 

1985 

Dec. 31 

" 31 

1986 

Dec. 31 

" 31 

1987 

Dec. 31 

" 31 

1988 

To Bank 

To Bala~lcc cld 

To Bank 

To Balance c/d 

To Bank 

To Bajance c/d 

Dec. 31 

By C's Capital N c  

By lnterest 

By-Balance bld 

By lnterest 

By Balance bld 

By lnterest 

By Balance bld 

By Interest 

To Bank I 7'513 
I - i 7,513 -- 

Rs. 

30.000 

3,000 - 
33,000 

23,000 

2,M0 
25,300 - 

15,300 

1,530 
16,830 - 
6,830 

- 683 
7,513 - 



Working Note 
The claim of the retiring partner C will be the same as calculated in the solution of 
Illustration 11 and hence the Capital Account of C will also be similar with the 9nly 
exception that the total amount of claim will not be transferred to his Lban Account 
but only the unpaid balance. Thereafter the Loan Account will be prepared. 

9.8.3 Payment of the Amount due in Equal Instalments Plus 
Interest on Unpaid Balance 

Sometimes the partners decide to pay the outstanding amount of claim after initial 
payment in equal instalments plus interest on unpaid balance added thereto at regular 
intervals. 

Illustration 13 

Suppose in Illustration 11 above, if the partners decide to pay the outstanding amount 
of claim after paying Rs. 18,800 immediately on retirement in three equal instalments 
plus interest i t  10% p.a. on unpaid balance payable at the end of each year, show 
the retiring partner's Loan Account. 

Solution 
The Capital Account of C will be similar to that prepared under 9.9.2 and only the 
Loan Account will differ which will be prepared as below: 

C's Loan Account 
Cr . 

Dec. 31 To Bank 1986 1 

1985 1985 

Dec. 31 

" 3 1 

Rs. 

To Bank 

To Balance cld 

13,000 

20,000 
33,000 

12,000 

Dec. 31 ( To Bank ] 11.000 1 Jan. l 1 By Balance b/d 

" 31 

19x7 

Jan. 1 

Dec. 31 

1986 

Jan. 1 

Note: The outstanding claim of C after paying Rs. 18,800immediately on retirement Rs. 30,01)0 is paid in 
threc equal instalmcnts of Rs. 10,000 each plus interest @; IIO'YV p.a, on unpaid balance. 

By C's Cap. N c  

By Interest 

By Balance hld 

To Balance cld 

- 
1 1 , m  - 

9.8.4 Payment of Outstanding Amount of Claim in Equal Instalments 
Including Interest 

Sometimes the partners decide to pay the outstanding amount of claim in equal 
instalments including interest. In such a case the present value of future payments at 
regular intervals will have to be calculated first at the given rate of interest. The 
present value of future payments can also be ascertained from the present value 
tables. Thereafter, the amount of instalment will have to be  calculated on the basis 
of the outstanding amount. 

Illustration 14 
*I 

Suppose, in Illustration 1 I above, the partners decide to pay the outstanding amount 
of claim and interest in three equ?l.instalments including interest at 10% p.a. on 
unpaid balance on December 31, dach year, show the Loan Account of C. 

10,000 - 
2 2 , m  - 

Dee. 31 

Solution 
First the present value of Re. 1 payable at the end of the next three years should be I 

calculated taking the giuen rate of interest 10%. 

By Interest 

Rs. 100 will become Rs. 110 dter  one p a ;  @ 10% p.a. 
Hence the present value of Re. 1 payable at t he  end of the first year will be 
1001110 or X0111. 
Similarly Rs. 100 will bccoine 100 x 1101100 x 1101100 

I 

Dec. 31 

1987 

By Interest 



= Rs. 121 at the end of two years @ 10% p.a. compound interest basis. 
Hence the present value of Re 1 payable at the end of the 
second year will be 1001121. 
On the same basis Rs. 100 will become 100 x 1101100 x 1101100 x 1101100 = 
Rs. 133.10 at the end of three years. 
Hence the present value of Re. 1 payable at the end of the third year will be 
1001133.10 or 100011331. 
By adding the three present values we get 10111$1001121$1Q00/1331 
= 331011331. 

Now with the help of the present value of three instalments of Re. 1 payable at the 
end of each of the next three years we can calculate the amount of instalments 

at the end of each of the next three years if the available amount is Rs. 30,000 
by using the rule of three as shown below: 

If amount available is Rs. 331011331, annual instalment is Re. 1 
( 7  11 " R e . l  11 9 3 133113310 
,, 9 1  " Rs. 30,000 " " 30,000 x 133113310 
1 ,  9 ,  9 1 = Rs. 12,063.44 
Hence the amount of annual instalment is Rs. 12,063.44. 

(say Rs. 12,063 approx.) 

Dr. 
C's Loan Account 

Cr . 

9.9 DEATH OF A PARTNER: ACCOUNTING 
IMPLICATIONS 

Retirement or Death of o Pnrtncr 

31.12.85 
" 

31.12.86 
" 

31.12,87 

Partnership stands dissolved on the death of a partner. The rights of the legal 
representatives of the deceased partner depend on the provisions of the partnership 
deed. The claim of the deceased partner is determined as per the provisions of the 
partnership deed which is normally purchased by the surviving partners and they 
continue to carry on the business as usual. The claim of the deceased partner is either 
paid immediately or transferred to Loan Account in the name of his legal 
representatives. The claim is usually determined on the same basis as that of a retired 
partner taking into account his share in the accumulated profits of the firm, goodwill, 
profitfloss on revaluation of assetslliabilities and so on. The only difference is tliat 
retirement normally takes place at the end of an accounting period whereas death can 
occur at any time. Hence, in the case of  death of a partner his claim shall include his 
share in the profits of the firm upto the date of death, interest on his capital upto the 
date of death, share in the proceeds of joint life policy (if any) in sddition to his share 
in the accumulated profits, goodwill etc. Section 37 of the Partnership Act provides 
that i f  the amount is not paid immediately, the executors of the deceased partner. 
would be entitled, at their choice, to receive interest @ 6% p.a. from the date of 
death to the date of actual payment or a share in the profits of the firm earned during 
that period in the proportion in which the amount due to the deceascd partner bears 
to the total capital employed, This section is also applicable in the case of retirement- 
of a partner. 

Rs. 

12,063 

20,937 - 
33,000 - 
12,063 

10,967 
23,030 

12,063 

- 
12,063 - 

To Bank 

To Balance cld 

To Bank 

To Balance cld 

To Bank 

9.9.1 ~scerthinment of Share of Profits(Losses) upto the Date of 
RetirementlDeath 

A partner may retire or die on any date,-which is not the date of final accounts. 
Under such circumstances, the partner is entitled to share in profit(lb$ses) of the firm 

1.1.85 

31.12.85 

1.1.86 

31.12.86 

1.1.87 

31.12.87 

By Balance bld 

By Interest 

By Balance bld 

By Interest 

By Balance bld 

By Interest 

Rs. 

30,000 

3,000 - 
33.000 - 

20,937 

2,093 - 
23,030 - 
10.967 

1,096 - 
12,063 - 



Partnership Accounta till the date of his retirement or death. profits can be calculated on the basis of time 
or on the basis of sales. 

a) On the basis of time 
i) On the basis ~f average profit of certain years: Calculation of profit is based 

on the average annual profit for the past few years say, 3 to 5 years. Then, the 
profit for the proportionate period is found out. For example, X,  Y and Z-are 
partners sharing profits equally. Z dies on April 30,1988. The accounts of the 
firm are closed on Dec. 31. The profit for the past 3 years are: 
1985 - Rs. 35,000; 1986 - Rs. 40,000 and 1987 - Rs. 60,000. 
The average profit for the past three years: 

Profit for 4 months upto April 30, 1988 =.4112 X 45,000 = Rs. 15,000 
2's share of Profit = Rs. 15,000 X 113 = Rs. 5,000 

ii) On the basis of last years profit: Calculation of profit is based on the last year's 
profit. For example A, B and C are partners sharing profits and losses in the 
ratio of 4:3:2, B dies on March 31, 1989. The profit for the year 1988 was 
RS. 72,oi)o. 
B's share of profit will be: 
Profit for the year 1988 = Rs. 72,000 

Since B dies on March 31, 1989, he will get 3 months profit. 

Profit for 3 months = 72.000 12 = Rs. 18,000 . 
B's share of Profit = 18;000 x 319 = Rs. 6,000. 

I 

b) On the basis of turnover 
Calculation of profit is based pn turnover. For example A, B and C are partners 
sharing profits and losses in  thr: ratio of 2; 1:l. B dies on March 1, 1988. Sales for 
the year 1988 amount to Rs. 80,000, out of which Rs. 25,000 are for a period from 
January 1, 1988 to March 1, 1988. The profit for the year'are 'Rs. 40,000. Then 

Profit upto the date of B's death 

253000 x 40.;000 = Rs. 12,500 
80,000 

B's share = 12,500 X 114 = Rs. 3,125 

Illustration 15 
Mohan, Sohan and shyam are equal partners. Their Balance Sheet as on December 
31, 1989 was as follows. 

Sohan died on March 14, 1990. According to the partnership deed, executors of a , 
deceased partner are entitled to: 

Amount 

Rs. 

12,000 

18,000 

9,000 

16,500 

12,000 

Shyarn 21,000 

a) Balance of partner's capital account 
I b) Interest on capital @ 5% p.a. 

c) Share of goodwill on the basis of twice the average of past three years' profits, and , 
I . d) Share of profit from the closure of the last accounting till the date of death an the 

basis of the average of the three completed years' profits before death. I 

Assets 

Goodwill 

Plant & Machinery 

Stock 

Sundry Debtors 

Cash a t  bank 

Liabilities 

Creditors 

General Reserve 

Capitals 

Mohan 21,000 

Sol~ar~ 21,000 

, Profit for 1987, 1988 and 1989 were Rs. 21,000, Rs, 24,000 and Rs. 27,000, 
respectively. 

Amount 

Rs . 
6,000 

9,000 

63,000 
78,000 - 

Pass the necessary j o u r h  entries and preparb B's Capital Account to be rendered* 
66 to his executors. ' 

Cash in hand - 10,500 
78,000 . - 



Solution 

Journal 

I 1 Debit 1 Credit 

General Reserve Alc 

To Suhan's Capital Alc 

Dr. 

(Being his share of reserves) 
- 

Goodw~ll Alc ,Dr. 

To Mohan's Capital Alc 

To Soha11's Capital Alc 

To Shyanl's Capital Alc 

Rs. 

1 (Beinr goodwill raised to full value) 1 I 
I Interest on Capital Alc Dr .. 1 210 ( 
1 To Sohan's Capital Alc I 1 210 

(Being interest on his capital till . 
date of death) 

- 

Profit & Loss A!c Dr. 

Sohun's Capital Account 

Dr. 

To Sohan's C:~pit;~l Alc 

Cr. 

1,600 

Retlremenl or Deuth of a Partner 

Rs. 

37,810 By B;~l;ince hld 

By General Reserve Alc 

By Goodwill Alc 

By lntcrcst on 
Capital Alc 

By Profit & Loss Alc 

By Balance Wd 

Working Notes 

1) Goodwill 

Average of last 3 years profits = 
21,000 + 24,000 + 27,000 ' 

3 ' 

= Rs. 24,000 
~ a l i e  of goodwill = 24,000 X 2 

= Rs. 48,000 
Increase in value of goodwill 48,000 - 12,000 

= Rs. 36,000 

2) Sqhan's share of Profit from 1-1-90 to 14-3-90 

No, of days till death = 73 days 

Profits for 73 days 73 = Average Profits X - 365 

= Rs. 4,800 

Sohan's share of profits - 4.800 
- 3 

= Rs. 1,600 



3) Interest on Sohan's Capital from 1-1-90 to 14-3-90 

= Rs. 210 

9.9.2 Settlement of Executor's Account 
After the death pf a partner the total amount due Yo him is transferred to his 

, 

executor's account and paid off as per the provisions of the partnership deed 
immediately or in instalments together with interest on the unpaid balance. As 
explained earlier the amount due to the deceased partner should include the amount 
standing to the credit of his Capital Account, a share in the accumulated profits, 
goodwill, joint life policy (if any), profit on revaluation of assetsniabilities, etc. Look 
at Illustration 16 and see how deceased Partner's Executor's Account is prepared. 

Illustration 16 
A and B are in partnership sharing profits and losses in the ratio of 3:2 respectively. 
Their ~alance 'sheet  on December 31, 1985 on which date A died was as fallows. 

Balnnce Sheet of A and B 
as on 31.12.85, 

4's share of goodwill in the firm was agreed at Rs. 36,000 

Liabiii ties 

Creditors 

Reservcs 

A's Capital 

B's Capital 

The assets and liabilities were all properly valued. Show the Executor's Account of 
A assuming that a sum of Rs. 10,000 is paid immediately on January 1, 1986 and the 
balance in three equal instalments payable annually on December 31, plus interest 
@ 12% p.a. on unpaid balance. 

Solution 

Amount 

Rs. 

24,000 

15,000 

25,000 

- 18,000 
82,000 

A's Executor's Account 

a. , CI. 

Assets 

I 

Cash at Bank 

Stock 

Debtors 

Furniture 

Amount 

Rs. 

%OW3 

40,000 

20,000, 

4,Oob 
82,OM1 - 

1.1,86 1 ToBank I lo,OoO I I I 
31.12.55 

To Balance cld I 

To Balance cld 

31.12.86 

31.12.87 

31.12.87 " Interest A/c I I 
By Balance bld 

Rs . 
7d,OM) 

To Bank 
To Balance cld 

ToBank 

Working Notes 
1) A's share in Reserves = 31.5 x Rs. 15,000 = Rs. 9.000 

2) Interest payable for 1986 = 2 X Rs. (70,000 - 10,000) = Rs. 7,200 100 

3) Interest payable for 1987 = -12 X Rs. 40,000 
100 

= RS. 4,800 

4) Interest payable for,l988 = 12 X Rs. 20,000 
100 = Rs, 2,400 , "-. 

31.12.85 

27,200 
40,000 
77,200 - 
24,800 

By 4 ' s  Capital Arc 

1.1.86 
31.12.86 

1.1.87 

Rs. 

lo,ooo 

By Balance bld 
" Interest A/c 

By Balance bid 

70300 
7 200 
- * 
4c',MX] 



A's Capital Account Retirement or Deafli of a P m e r  

Dr. Cr . 

9.9.3 Joint Life Policy 
Joint Life Policy refers to an lnsurance Policy taken out by the partnership firm on 
the joint lives of all the partners. The amount of such a policy is payable by the 
Insurance Company either on death of any partner or on maturity whichever is 
earlier. The main objective behind taking out such a policy by the partnership firm 
is to mobilise funds to settle the clairr'i of the deceased partner in case of death of a 
partner without affecting the Working Capital of the business. If any one of the 
partners covered by such a policy expires, the policy gets matured immediately and 
with the amount recovered from Insurance Company, the claii~i of the deceased 
partner is settled. However, it is important to note here that the profit arising out of 
such a policy should always be distributed to all the pattners including the deceased 
partner in their profit-sharing ratio. 

31.12.85 

Accounting Treatment of Joint Life Policy 
The premium paid by the firm on such Joint Life Policy may be treated in accounts 
in any one of the following three ways: 

Rs. 

70,000 

70,000 

To A's Executor's 
Account 

i) When premium paid is treated as business expense alid charged to Profit & Loss 
Account. 

ii) When premium paid is treated as an asset which is shown in the Balance Slieet 
at its present value. 

31.12.85 

iii) When premiuni paid is treated as an asset which is represented by a reserve called 
Joint Life Policy Reserve. 

i) When premium paid is treated as business expense and charged to Profit 8r Loss 
Account: In such case, no Joint Life Policy Account will appear in the books of 
the firm. Accounting entries in the books of the firm will be as follows: 

By Balance b/d 
" Reserves A/c 

" Goodwill A/c 

Every year till maturity of the poiicy 
1) On Payment of Premium 

Premiumon Joint Life Policy A/c Dr. 

1 
with the amount 

To CashIBank of premium. 

Rs. 

25,000 
9,m 

36,000 
70,000 - - 

2) On transfer of Prerniurt~ to Profit & Loss Account 
at the end of accounting period 
Profit & Loss A/c Dr. with the amount 

, To Premium on Joint Life Policy A/c ] of premium 

On retirement of a partner, the policy does not mature, but the retiring partner must 
get his share in the surrender value of such policy as on the date of his retirement 
which should be borne by the remaining partners in their gaining ratio. Accounting 
entry for this will be 

,Remaining Partners' Capital Alc 

Dr. I Individually in the 
gaining ratio. , 

To Retiring Partners' Capital A/c I With the propor- 
tionate share 

J 

011 maturity of the Policy in case of death of a partner, accounting entry will be 

Cash/Bank/Insurance Co's A/c 

I 
With the Policy 
amount 

To All Partners' #Capital A/c 
(including the deceased partner) 

1 
Individually in their old 
Profit Sharing ratio 

ii) When premium paid is treated as an asset which is shown in the Balance Sheet at 
its present value: In such a case, Joint Life Policy Account will appear in the 
baoks of the firm which must be shown as an asset in the Balance Sheet at its 



m p  A-tr present value i.e. surrender value. Surrender value refers to the amount 
receivable from the Insurance Company on surrendering the policy before it 
maturity and it is always lower than the amount already paid by way of prerniu~ 
As such, the difference between the book value. and the sul.render,value of I 
policy must be written off against Profit & LOSS Account. Accounting entrie 
the books of the firm will be as follows: 

Every year till maturity of the Policy 
1) On Payment of premium 

Joint Life Policy A/c I With the amount 
To Cashmank Alc of premium 

2) On writing off Joint Life Policy Account 
against Profit & Loss Account 
Profit & Loss Alc Dr. With the difference 

To Joint Life Policy A/c between the book va 
and the surrender va 

On retirement: of a Partner, no adjustment is required to be made since Joint Lij 
Policy already appears in the books at its surrender value. 

O n  maturity of the policy in case of death of a Partner, the following entries will be 
required: 

1) On Policy amount becoming due 
Insurance Co's Alc With the Policy 

To Joint Life Policy A/c Amount 

2) On receipt of PoIicy amount from Insurance Co. 
CasldBank A/c 

Dr. 1 
With the Policy 

To Insurance Co's A/c Amount. 

3) On transfer of the balance left in Joint Life Pol!cy Account to all Paytners3 
Capital Accounts 
Joint Life Policy Alc Dr. With the balance 

To All Partners' Capital A/cs I Individdally in their c 
(including the deceased Partner) Profit sharing ratio 

iii) When Premium paid is treated as an asset, which is represented by a reserve calk 
Joint Life Policy Reserve: In such a case, Joint Life Policy Account will appe; 
in the books of the firm with the amount of premium paid and at the same time 
a Joint Life Policy Reserve Account is, created out of Profits of the firm by ' 
debiting Profit & Loss Appropriation Account with the amount of premium paic 
At the end of every year, the Joint Life Policy Account is brought down to it 
surrender value by transferring Joint Life f olicy R e s h e  Account to  Joint Lil 
Policy Account. These two accounts give identical balal~ces. Joint Life Policy 
Account balance is shown on the assets side while Joint Life Policy Reserve 
Account balance is shown on the liabilities side of the Balance Sheet. Accountin 
entries in the books of the firm will be as follows: 

Every year till maturity of the Policy 
1. On payment d Premium: 

Joint Life Policy PLIC 

Dr. I 
With the amount 

To CashBank Alc of premium 

2. On creation of Joint Life Policy Reserve at the end of accounting period i 

. Profit & Loss Appropriation Account Dr. With the amount 
To Joint Life Policy Reserve A/c ] of Premium 

3. On w@ing down Joint Life Policy Account to its Surrender Value at the en 
of accounting period 
Joint Life Policy Reserve Nc Or. With the difference 

To Joint Life Policy Alc between the book valu 
and the Surrender Valu 

On retirement of a partner, the retiring partner must get his share in the balan4 
of Joint Life Policy Reserve which should be borne by the remaining Paqners in 
their gaining ratio. Accounting cntry for this will be: I 

Remaining Partners' Capital A/cs I ~ndividually in their gain 
To Retiring Partners Capital Ah ing ratio with his shar: 



On maturity of Policy in case of death of a Partner, the following entries will be Reuiemenf or k a t h  of i'PPrtner 

required: 

1) On Policy amount becoming due 
Insurance Co's A/c 

Dr. I 
With the Policy 

To Joint Life Policy Alc amount. 
2) On receipt of Policy arnomnt from Pnsuraince Co. 

CashIBank Alc 

Dr' I 
With the Policy 

To Insurance Co's N c  amount. 

3) On transfer of the balance left in Joint Life Policy Reserve Account to doint 
Life Policy Account 
Joint Life Policy Reserve A/c 

I 
With the balance 

To Joint Life Policy N c  left 

4)  On transfer of the balance ieft in Joint Life Policy Account do all Pnrtncrs' 
.Capital Accounts 
Joint Life Policy A/c Dr. With the balance left 

To All Partners' Capital Alcs 1 Individually in their old 
Profit Sharing ratio. 

It is also possible that Joint Life Policy Reserve is created otily for the difference 
between the balance of the Joint Life Policy Account and the surrender value of tlie 
policy. In such a situation, there is no need to transfer the Joint Life Policy Reserve 
to Joint Lifz Policy Account. The Joint Life Policy Account continues to appear with 
full amount of premiums paid. But, while showing it in the Balance Sheet, the Joint 
Life Policy Reserve Account shall be deducted. It should be noted that in this case 
the balances of Joiiit Life Policy Account arid Joint Life Policy Reserve Account will 
not be the same. 

9.3.8 COMPREHENSIVE ILLUSTRATIONS 

Illustration 17 
A, B and C are partners sharing profits in the ratio of 3:2:1 respectively. Their 
Balance Sheet as on December 31, 1988 stood as follows: , 

Balanse Sheet us on 31.12.1 

Linbilities I Rs. 1 Awis I Rs. 
Sundry Creditors 

Bank Loan 

Reserve Fund 

Capital Accounts: 

A - 60,000 
B - 80,000 

Factory Building 

Plant & Machinery 

Motor Vehicle 

Furniture 

stock 

Sundry Debtors 40,000 

Less Prov. for 
BadDebts 2,WO 

Cash in Hand 

A retir6s on December 31, 1988. The following revaluations and adjustments are 
agreed upon by the partners: 

2 , ~ , o o O  

a) Goodwill of the firm to be valued at Rs. 60,000. 
b) .Plant and Machinery and Furniture to be depreri3tp.d bv 10% and Motor Vehicle 

by 15%. 
c) Factory Building to be appreciated by 20%, 
d) Stock to be valued at Rs. 52,080. 
e) Provision for doubtful debts to be maintained at 10'Yo.. 
f) A bill for repairs of Factory Building amounting to Rs. 1,500 is outstanding. 

Pass necessary journal entries, prepare Revaluation Account, Partners' Capital 
Accounts and the Balance Sheet of the fitm after retirement-of A. No goodwill should 

Goodwill 12,000 



Partnership Accounb appear in the Balance Sheet. The future profit sharing ratjo of B and C is agreed as 
3:2 respectively. . 

Solution 

Journal 

I 

Goodwill A/c Dr. 

To A's Capital Alc 

To B's Capital Alc 

To C's Capital Alc 

(Being goodwill raised from 
RS. 12,000 to RS. 60,ouo 
in the old ratio) 

R's Capital Alc Dr. 

C's Capital A/c Dr.  

To  Goodwill Alc 

(Being Goodwill written off 
in the new ratio) 

Reserve Fund Alc Dr. 1 
To A's Capital A/c I 
To B's Capital Alc I 
To C's Capital A/c I 

(Being the Reserve Fund transferred 
to Partners' Capital Accounts) 

Revaluation N c  Dr. 1 
To Plant & Machinery A/c I 
To Furniture A/c 

To Motor Vehicle A/c 

To Stock A/c 

To Provision for Bad Debts Alc 

To Provision for Outstanding 
Repairs A/c 

(Bcing decrease in the value of assets 
and increase in liabilities) 

Factory Building Alc Dr. ' 1  
To Rcvuluation Alc I 

(Being increase in the value 
of Factory Building) 

A's Capital Alc Dr. 

B's Capital A/c Dr. 1 
C's Capital A/c Dr. I 

To Rcvaluation Alc I 
(Being the loss on revaluation 

transferre? to Partners Capital 
Accounts m the old ratio) 

A's Capital Alc 

TO A'S Loan A/C I 
(Transfer of A's Capital to 

A's L o ~ n  oh his retirement) . 

Revstuntion Account I ]  

TO Plnnt & Machinery A/c 6,000 Bv Factory Ruilding A/c 1 1 I 

16; 



TO Furniture N c  

TO Motor Vehicle Alc 

To Stock.Nc 

To Provision for Bad Debts Alc 

' TO Provision for outstanding C-  1 / 6 = ~  
Repairs Alc 

19.000 

1,600 

3,900 

4,000 

. 2,000 

Dr. 

By Partners' Capital Alcs 

(Share of Loss)- 

A - 316 = 1,500 

B - 216 = 1,000 

Partners' Capital Accounts 

Cr. 

C 

Rs. 

To Goodwill A/c 

To Revaluation Alc 

" A's Loan A/c 

Balance Sheet of B and C ns nt 31st December, 1988 

A 

Rs. 

" Balance cld 

A 

Rs. 
- 

1,500 

97,500 

Notes: I Goodwill of the firm is Rs. 60,000. But in the books the goodwill is appearing at Rs. 12,000. 
Hence it should be rnised by Rs. 48,000 (Rs. 60,000 - Rs. 12,000) and all the pirtners to be 
credited in their old profit shoring ratio. 

B 

13s. 

B 

Rs. 

- 
99,000 

2 As gaodwill should not appear in the books, it is written off to the remaining partners in their 
new profit sharing ratio. 

C 

Rs. 

36,000 

1,000 
- 

Liabilities Amount 

3 Amount payable to A is transferred to his Loan' Account. 

69,000 -- 
1,06,000 -- 

Assets 
pp 

Factory Building 

Plant &Mnchi~~ery 

Motor Vel~icles 

Furniture 

Stock 

Sundry Debtors - 40,000 
Less Provision 
for Bad Debts 4,b00 

Cash in hand 

Partners' Capitals - 
B - 69,000 

C-28,500 
A's Loan Account 

Bank Loan 

Sundry Creditors 

Provision for Outstanding 
Repairs 

Illustration 18 
A, B, C and D are partners sharing profits in the ratio of 3:3:2:2 respectively. Their 
Balance Sheet as on.December, 31, 1988 stood as follows: 

24,000 

500 
- 

Amount 

Rs. 

96,000 

54,0110 

22,100 

14,400 

52,000 

36,000 

2 , m  
2,76,500 

Rs. 

97,500 

97,500 

30,000 

50,000 

1,500 

Z;76,500 

Balance Sheet as on December 31, 1988 

28,500 - 
53,000 

By Balance b/d 

" Goodwill Alc 

" ReserveFund 

Reserve Fund 1 20,000 1 Furnitwe 

99,000 - 

Capital Accounts - A 

B 

60,000 

24,000 

15,000 

Machinery 

Building 

S. Creditors 

Bank Loan 

C I 40,000 I Bills Receivable 

-- 
1,06,000 -- 

Rs, 

80,000 

40,000 

80,000 

16,000 

10,000 

- 
53.000 - 

A,had decided to retire as from January 1, 1989. The following 
:r. revaluatiokladjustments have been agreed upon by the partners: 

40,000 

8,000 

5,000 

D 

80,000 

1,00,ooO 

10,000 i:; 

~etirement or 1)eath of a Partner 

30,000 
3,20,000 

- 
1s. a) The goodwill of the firm to be valued at two years' purchase of average profits of 
00 the last four years. The profits were: 1985 - Rs. 52,0.00; 1986 - Rs. 58,000; 

i 

Cash in Hand 



1987 - Rs. 68,000; 1988 - Rs. 82,000. The retiring partners' share of goodwill 
to becredited to his capital account. No goodwill account should be raised in the 
books. 

bJ Machinery to be depreciated by,25% and stock to be valued at 80% of its book 
value. 

c) Buildings are,ggreed to be worth Rs. 2,00,000. 

d) Provisions for doubtful debts to be created at 10% of debtors. 
e) Amount due to the retiring partner to be transferred to his Loan Account. 

The newprofit sharing ratio of the remaining partners B, C and D has been agreed 
to be 5:3:2, rdspectively. The capital accounts of the remaining partners should be 
adjusted in prop.ortion to their profit sharing ratios; any excess to be withdrawn and 
any shortfall to be brought in cash. But the total capital of the firm to remain 
unchanged. Prepare Revaluation Account, Capital Accounts of the partners and the 
Balance Sheet of the new firm after retirement. 

Solution 

Revaluation Account 

Dr. Cr . 

To Machinery Alc 

To Stock Nc 

To Provision for Bad 
Debts Ate 

To Partners' capital A/= 
(share of profit) 

A - 3/10 = 18,600 

B - 3/10 = 18,600 

C - 2/10 = 12,400 

Rs. 

Capital Accoqnta 

Dr. Cr. 

Balance Sheet of B, C and D as  at 1st January, 1989 

To A's Capital 
Alc 

To A's Loan Alc 

To Cash A/c 

Liabilities 

Capit'al Accounts 

B - 69,200 

C - 41,520 

D-27,680 
A's Loan W o u n t  

Bank Loan 

Sundry Creditors 

By Revaluation 18,600 18,600 12,400 12,400 

69,200 41,520 27,680 By Cash Alc T o B a l a n c e ~ d I - 1  1 1 kc 1 - 1 2 0 , 6 0 0 1  ---- - 1  - 
1,23,600 95,200 56,400 46,400 ---- ,23,600 95,200 56,400 46,400 

Rs. 

- 
1,23,600 
- 

-8 

Amount 

A B C D  

Rs. 

26,000 

--, 
- 

Amount 

Rs. 

1,38,400 

1.23,6a0 

4,000. 

.E@,WO 

Assets 

Buildings 

Machinery . 
Furniture 

Stock 

Sundry Debtors 60,OOo 

I Lk's'ss : Provision 
far Bad Debts -.. - 6,000 

Rs. 

13,000 
- 

1,880 

Rs. 

- 
- 

18,720 

By Balance bld 

By Reserve Fund 

By D'sCapital 
Ale (Goodwill) 

By C's Capital 
Ale (Goodwill) 

A 

Rs. 

60,000 

6,QOO 

26,000 

13,000 

Rs. 

30,000 

4,000 
- 

- 

Rs. 

50,000 

6,000 
- 

- 

B C D  

Rs. 

40,000 

4,000 
- 

- 



I I Bills Receivable 1 6.000 ReUrement or lkntb of e'Parlner 

Note: The combined capital of the remaining partners B, C and D before bringing in or withdrawing cash 
is Rs. 1,38,400 (48,600 + 43,400 + 46,400) which on the basis of new profit sharingratioshould be 

3,82,000 

'as under: 

B - 1,38,000 x 5/10 = Rs. 69,200 
C - 1,38,400 X 3/10 = US. 41,520 
D - 1,38,400 x 2/10 = Rs. 27,6RO 

Cash in hand 4,000 
3,82,000 

Hence B should bring Rs. 20,600 while C and D both shall withdraw Us. 1,880 and Rs. 18,720 
respectively to make their capitals in proportion to their profit sharing ratio. 

Working Notes 
1) Goodwill of the firm on the basis af two years' purchase of the last 4 years' profits 

will be 2 (52,000 + 58,000 + 68,000 + 82,OMl X 114 = Rs. 1,30,000. A's share 
= 3/10 X 1,30,000 = Rs. 39,000. 

2). As goodwill account should not appear in the books, the amount. of goodwill 
credited to A should be debited to the remaining partners in their gaining ratios 
which should be calculated as below: 
B's gaining ratio = new ratio - old ratio = 5110-3/10 = 2/10 
C's gaining ratio = new ratio - old ratio - 3/10-2/2/10 = 1/10 
D's gaining ratio = new ratio - old ratio = 2110-2/10 = 0110 

Hence D has not gained anything. The gaining ratio of B and C interse is 2:l and 
the amount of goodwill credited to A will be debited to B and C in this ratio of 2:l. 

9 .  LET US SUM UP 

Normally the problems that arise at the time of retirement of death of a partner are: 
(1) Ascertainment of new profit sharing ratio, (2) Ascertainment of gaining ratio 
(3) Treatment of goodwill (4) Adjustment on revaluation of assets and liabilities 
(5) Adjustment in respect of unrccorded assets aild liabilities etc. (6) Adjustment in 
respect of accumulated profits/losses. On retirement or death the retired or deceased 
partner's claim has to be settled and paid off. The new profit sharing ratio of each of 
the remaining partners is calculated by adding the acquired share to the old share. 
.Acquired share is that portion of the retired or deceased partners profit which has 
been purchased by the remaining partners. Gaining ratio of each partner is calculated 

' by deducting the old ratio from the new ratio. Sometimes gaining ratio may be 
negative which means that the partncr has sacrificed a portion of his share instead of 
gaining. 

The accounting treatment of goodwill depends upon the circumstances as follows: 

, Treatment of Goodwill 

'when Goodwill does not appear in the books 

1) If Goodwill is raised with ilr full value and When GDodwl" appears in the 

retained in the books. I) If the book value of Goodwill is less than the 

ii) If Goodwiil is raised with its full value and present value. 

Immediately written off. Ii) If the book value of Goodwill Is mom than the 

iii) I f  Goodwlll Is raised only with the proportionate present varue' 

amount paymentable to the rellring or deceased lli) If the book value and the present value of 
partner and immediately written off by the Goodwill are same. 
remaining partners. 

Iv) Ifno goodwill Is raised at all in the books of the 
I firm. 

Accumulated profits and profits on revaluation are divided amongst all the partners 
in their old ratio. The claim of the retiring or deceased partner is transferred to his 
Loan Account if not paid off immediately. Sometimes the claim is paid off in 
instalments together with interest. 



.rshlp Accounts 

Annuity: Annual Payment of the claim of a retiring or deeeascd partner. 

Executors: The representatives of the deceased partner who are entitled to claim a 
his share. 

Gaining Ratio: The ratio of the continuing partners interse which has been purchased 
by them from the retiring or deceased partner. 

Joint Life Policy: An insurance policy taken by the partnership firm on the joint lives 
of all the partners. 

Surrender Value: Amount receivable f ~ o m  the insurance company on surrendering 
the policy before maturity. 

9.13 ANSWERS TO CHECK YOUR PROGRESS 

A 1 a)  l:2, (b) A (-) 1/60, B+1130, C+2/15 
2 a)  New Ratio 7:3, Gaining Ratio 2:l 

b) New Ratio 7:5, Gaining Ratio 3:l 

B 1 a) A 20,000; B 20,000; D 20,000 
b)  B 35,000; $. 28,000; D 21,000 

2 a) False; b) True; c) True; d) False 

C 1 a) Revaluation 
b) Debited 
c) Credited 
d) All Partnens' Capital Accounts 
a) Debited, Caedjted 

2 If there is any uprecorded asset, then such asset should be debited and the 
Revaluation Account should be credited. Similarly, if there is any 
unrecorded liabili\y, the Revaluation Account should be debited and the 
concerned liability account should be credited. Such unrecorded assets and 
liabilities should appear in the Balance Sheet. 

Questions 
1 what is gaining ratio and how would you calculate it. Explain fully with 

illustrations? 

2 How will you raise the goodwill accounts and write it off under the following 
circumstances? 
a) When the partners decide that all the partners should be credited with their 

share of goodwill. 
) When you find that there is an unrecorded liability, how will.you record it in 

the books of the partnership firm? 
I 

3 Why the Joint Life Policy is needed? What are the different ways of treating Joint 
Life Policy in accounts? * 

Exercises 
1) A, B and C are partners in a firm sharing profits in the ratio of 3:2:1 respectively. 

The balance sheet of the firm as on 31.12.88 was as follows: 

Balance Sheet as on 31.12.88 

Rs. 
Sundry Creditors 50,000 

Reserve Fund 32,M)D 

Bank Loan 30,000 

CapitalAccounts: ' 

A 80,000 

Factory Building I 1,m.m 
Furniture I 20,m 

Machinery 80,001 

Stock 
"' 

50,001 

Debtors 42,000 I 



Less:Provision for Retirement or Death of a Partner 

Bad Debts 35,000 

Cash in hand 17,000 
3,02,000 

C retires on 31st December, 1988 subject to the following revaluations/adjustments: I 
a) A goodwill account is to be raised in the books of the firm at Rs. 48,000. I 
b) Machinery to be depreciated by 10% and Furniture by 5%. I 
c) Stock to be appreciated by 15% and Factory Building by 10%. I 

I 
d) Provision for doubtful debts to be increased to Rs. 4,000. Prepare Revaluation 

, 

Accomt, Partners' Capital Accounts and the Balance Sheet of the new firm after 
the retirement of C. 

(Answer: Profit on Revaluation Rs. 5,500; Capital Account A-Rs. 1,22,750 and 
B-Rs. 88,500; C's Loan A/c Rs. 64,250; Balance Sheet Total 
Rs. 3,55,500). 

2) A retires from business on 1st January, 1986. His total claim against the firm 
works out to Rs. 91,000 on that date. The partners have agreed to allow 20% 
interest on the unpaid balance per annum and settle his claim in three equal 
annual instalments including interest. I 

Prepare A's Loan Account. 

(Answer: Annual Instaln~ent including interest Rs. 43,200) 

3) X, Y, and Z are partners in a firm sharing profits in the ratio 5:3:2 respectively. 
Y retires from business on 31st December, 1988, on which date the Balance Sheet 
of the firm was as foilows: 

Balnnce Sheet of X, Y and Z 
as on 31.12.88 ' 

Sundry Creditors 

Bills payable 

Bank Loan 

, Reserve Fund 

Capitals: X 

Cash in hi~nd 

Bills Receivable 

Sundry Debtors 

Stock 

Machinery 

Furniture 

Buildings 

Rs. 

4,4M) 

On the date of retirement Buildings are estimated to be worth Rs. 1,25,000; 
Machinery worth Rs. 25,000; Furniture 20% less than book value; Stock Worth 
Rs. 22,500; a provision of 5% on debtors should be created for doubtful debts. The 
goodwill of the firm is estimated to be worth Rs. 90,000 based on past profits. The 
amount due to the retiring partner shall remain in the firm as loan carrying interest 
@ 15% p.a. 

The. new profit sharing ratio of the remaining partners X and Z has been agreed to 
be 3:2 respectively. Prepare Revaluatio'n Account, Capital Accounts of the partners 
and the Balance Sheet of the firm after the retirement of Y. 

P 

(Answer: X's Cap. N c  Rs. 78,900; 
Z's Cap. N c  Rs. 9,360; 
Y'sLoan Rs.75,540;B/sTotal:Rs.2,11,200) , 

4) A, B and C carried on a business sharing profits in  the ratio of 7:5:4 respectively. 
The Balance Sheet of the firm on 31st December, 1988 was as under: 

Balance Sheet of A, B and C as on December 31, 1988 

Liabilities I Amount I Assets I ~ r n o u n t  

Creditors 

Rs . 
10.900 Cash in'hand 

Rs.  

I I ,  660 



Bills Payable 

Bank Loan 

Capital Accounts: 

A 45,500 

B 30,500 

4,700 

28,400 

Profit for 1988 was Rs. 24,000. C died on 30th April, 1989. The partnership deed 
provides that (a) the assets and liabilities are to be revalued; (b) Goodwill is to be 
calculated on the basis of three years' purchase of the average profits of the last five 
years; and (c) the share of the deceased partper in the profit of the year upto the 
date of his death is to be calculated on the basis of profits of the year immediately 
preceding the date of death. Profits of the preceding four years were: 

Bills Receivablg 

Stock in Trade 

Debtors 

#Furniture 

Plant & Machinery 

C - 24,000 

1984 Profit Rs. 90,000; 1985 Profit Rs. 60,000; 

1986 Profit Rs. 40,000; 1987 Loss Rs. 4,000. 

1,00,000 
1,44,000 

Revaluation of assets and liabilities were done as under: 
Stock in trade at Rs. 20,000; Furniture at Rs. 3,200; Debtors at Rs. 32,000; Plant and 
Machinery Rs. 15,800 and Buildings at Rs. 70,000. A bill for machinery repairs 
amounting to Rs. 2,560 is still unpaid and is not recorded in books. 

It was also agreed between the executors of C and the continuing partners that this 
revaluation should have no effect on the profits of the previous years. Prepare the 
Capital Account of the deceased partner and find out the amount payable to the 
executors. Give complete working notes: 

(Answer: Amount payable Rs. 59,500) 

Buildings 

5) A, B and C were partners in a firm. A retired from business on 31st December; 
1980. His total claim against the firm on his retirement works out to be Rs. 59,500. 
It is agreed amongst the partners that the total amount payable to the retired 
partner should be transferred to his loan account carrying interest @ 12.5% p.a. 
It is also agreed that a sum of Rs. 9,500 be paid to the retiring partner immediately 
on 1st ~ariuary, 1981 and balance in five equal annual instalments payable at the 
end of each of the next five years on 31st December, plus interest !he first of such 
payment to be made on 31st December, 1981. 
Show the Retired Partner's Loan Account for the five years from 1981 to 1985. 

61,200 
1,44,000 

(Answer: Amount payable ab under: 

31.12.81 - Rs. 16,250; 31.12.82 - Rs. 15,000; 

31.12.83 - Rs. 13,750; 31.12.84 - Rs. 12,500; 

31.12.85 - Rs. 11,250 

Note: These questions will help you to understand the unit better. Try to write 
answers for them. But do not submit your answers to the University for 
assessment. These are for your practice only. 
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PARTNERSHIP FIRM 
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10.2 Meaqjng of Dissolution 
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10.3 Modes of Dissolution ' 
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10.7 Key Words 
10.8 Answers to Check Your Progress 
10.9 Terminal Questions/Exercises 

10.0 OBJECTIVES 

After studying this unit you will be able to: 

explain the meaning of dissolution 
distinguish between dissolution of partnership and dissolution of a firm 
enumerate the modes of dissolution 
enlist the procedure for settlement of accounts 
make necessary entries in the books on dissolution under various circumstances 
and close them. 

10.1 INTRODUCTION 

In the previous two units you have studied that on the admission retirement or death 
of a partner, the partnership comes to an end but the firm may continue, if the 
partners so decide, with a new partnership coming into existence. But under certain 
circumstances, the firm has to be discontinued and closed which is known as 
dissolution of the firm. Hence, on dissolution of a firm the assets are to be disposed 
off and the external liabilities are to be paid and the claims of the partners settled. 
In this unit you will study the various modes and types of dissolution, the entries 
required to be made on disposal of the assets of the firm and on payment of the 
liabilities? the problems arising at the time of settlement of accounts of the partners 
and their resolution as per the partnership deed and the Partnership Act. 

10.2 MEANING OF DISSOLUTION 

Dissolution means discontinuance. When it relates to the relationship between the 
partners, it is called dissolution of partnership and when it relates to the business of 
partnership, it is called dissolution of the firm. According to the Partnership Act, 
1932 "The dissolution of partnership between all the partners of a firm is called the 
dissolution of the firm. Therefore, the act distinguishes between the dissolution of 
partnership and dissolution of the firm. 

Dissolution of partnership means that the relationship between the partners changes 
while the firm may continue its business under the same name, if the partners so 
decide. On the other hand, dissolution of the firm means the complete closure of the 
business of the firm. All the assets are disposed off and all the liabilities are 
discharged. Therefore, under dissolution of the firm, the partrrership is autohatically 

79 



dissolved. On the other hand, dissolution of partnership does .. not necessarily result 
in the dissolution of the firm. 

10.2.1 Dissolution of Partnership 
The partnership is deemed to have been dissolved in any of the following 
circumstances: 
i) expiry of the period of partnership 
ii) completion of the venture for which it was formed 
iii) admission of a partner 
iv) retirement of a partner 
v) death of a partner 
vi) insolvency of a partner 

In all the above-mentioned cases, the old partnership comes to an end but the 
business may be carried on in the same name and style with a new partnership coming 
into existence. Technically, even in the case of a change in the profit sharing ratio of 
the existing partners, the old partnership is dissolved and a new one comes into 
existence. 

10.2.2 Dissolution of a Firm 
In addition to the dissolution of the partnership. there is also the dissolution of the 
firm under the following circumstances: 

i) Where all the partners agree that the firm be dissolved. 
ii) Where all the partners but one are insolvent. 
iii) Where the business becomes unlawful. 
iv) In the case of partnership at will when a partner @ves notice of dissolution. 
v) When a competent court orders dissolution. 

It must be clearly understood that dissolution of the partnership is only a legal 
abstraction known to the insiders only, whereas dissolution of the firm is a real 
physical break-up and discontinuance of the business leading to the ceasation of all 
trading activities. 

10.3 * MODES OF DISSOLUTION 

There are essentially two modes of dissolution of the firm and in the vrhole of this 
unit the dissolution of the firm shall be discussed. The modes of disso'rution of the 
firm are: (a) Dissolution without the order of the court, and (b) Dissolution by the 
order of the court. 

Mssolution without the order of the court 
A firm is dissolved without the order of the court in any one of the following ways: 

1) Dissolution by agreement (Sec. 40): A firm may be dissolved (i) with the consent 
of all the partners or (ii) in accordance with a contract between the partners. 

2) Compulsory dissolution (Sec. 41): A firm is compulsorily dissolved under the 
following circumstances: 
i) When all the partners or all the partners but one are adjudicated insolvent. 

The reason is simple that an insolvent person ceases to be a partner and there 
cannot be a partnership firm without at least two persons. 

ii) When one of the partners is adjudicated insolvent unless there is a coptract 
to the contrary. 

iii) When the business becomes unlawful on the happening of some event. 

3) Dissolution on the happening of certain contingencies; These are as follows: 
i) the expiry of the term for which the firm was constituted 
ii) the completion of the adventure 
iii) the death of a partner 
iv) the adjudication of a partner as an insolvent already discussed under (2) (ii) 

above 

4) Dissolution by Noticl: in case of partnership at wil!. 

Dissolution by Court 
Under Section 44, the court ian order dissolution of the firm on the following 
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1) Where a partner becomes of an unsound mind 
ii) Where a partner is permanently incapacitated to perform his duties 
iii) Where a partner is guilty of misconduct 
iv) Where a partner persistently commits breach of the partnership agreement 
v) Where a partner has transferred the whole of his interest in the firm 
vi) Where the business cannot be carried on except at a loss 
vii) Where the court is satisfied that it is just and equitable that the firm should be 

After dissolution, the rights and obligations of all the partners continue as before in 
all the things necessary for the smooth winding up of the business of the firm. 

10.4 SETTLEMENT OF ACCOUNTS 

Normally partnership agreement goverrls the mode of settlement of accounts between 
partners after the dissolution of a firm. But in the absence of any specific agreement 
between the partners as to the mode of settlement of accounts between the partners 
after the dissolution of the firm, the relevant provisions of the Partnership Act shall 
apply, particularly Section 48 which stales: 
In settling the accounts of a firm after dissolution the following rules, subject to 
agreement by the partners, be observed: 

a) Losses, ~ncluding deficiencies of capital, shall be paid first out of profits, next out 
of capital, and lastly, if necessary, by the partners individually in the proportions 
in which they are entitled to share profits. 

b) The assets of the firm, including any sums contributed by the partners to make 
up deficiencies of capital, shall be applied in the following manner and order: 
i) in paying the debts of the firm to third parties 
ii) in paying to each partner rateably what is due to him from the firm for 

advances as distinguished from capital 
iii) in paying to each partner rateably what is due to him on account of capital and 
iv) the residue, if any, shall be divided among the partners in the proportions in 

which they are entitled to share profits. 

The overall effect of the above provisions may be summarised in simple terms as 

1) The assets of the firm must be first utilised in paying off the claims of third parties 
against the firm. 

2) ' The balance should be applied in repaying the advances (loans) made by the 
partners to the firm as distinguished from the capital. If the amount is insufficient 
to pay off the loans, they should be paid off rateably (proportionately). 

3) The balance should be utilised in paying the claims of the partners in respect of 
their capitals which should be after adjusting all accumulated profits or losses 
and also drawings and realisations profit or loss. 

Private Debts of Partners and Firms' Debts 
The creditors of the firm (third party liabilities) shoula be paid out of the assets of 
the firm. If there is any surplus, it will be divided among the partners as per their 
claims which can be utilised for paying the private liabilities of the partners. Similarly, 
the private creditors of partners should be first paid out of the private assets of 
partners and if there is any surplus, it can be utilised for paying off the partnership 

10.5 ACCOUNTING TREATMENT 

As mentioned earlier, in case of dissolution of a firm, the trading activities of the 
firm come to an end. The firm is to be wound up. Therefore, all the assets have to 
be sold and the liabilities are to be paid off. For this purpose, a nominal account 
named 'Realisation Account' is opened. 

All the assets except cash in hand, bank balance, debit balance of P&L A/c and the 
debit balances of partner's capital and current accounts are transferred to the debit 



side of this account and are, thus, closed. Similarly, the accounts of all the outside 
liabilities are closed by transferring them to the credit side of Realisation Account. 
After closing these accounts, the assets aie sold off and the cash is realised which is 
credited to the Realisation Account. With the cash so realised the liabilitbs are paid 
off by debiting the Realisation Account and crediting the Cash Account. After this 
the Realisation Account is balanced to work out the profit or loss on realisation. 

The profit or loss is, then, divided amongst the partners in their profit sharing ratio. 
Look at Figure 10.1 and see the proforma of Realisation Account. 

Figure 10.1 Proforma of Realisation Account 

Realisat ion Account 

Dr. 

Particulars ' Amount Particulars 

Rs. 

To Assets N c s  By Liabilities N c s  
(all the assets except (all the outside 

Cash N c ,  Bank N c ,  debit Liabilities) 
balances of P&L N c  and 
Partners' Capital N c )  By Bank N c  

(cash realised on sale 
To Bank N c  of assets) 

(cash paid to discharge 
the liabilities) By Partners' Capital N c s  

(Distribution of Loss, 
To Partners' Capital Alcs if any) 

(Distribution of profit, 
if any) 

There are three situations in case of dissolutiorr, viz., 

i) Simple dissolution 
ii) Dissolution on account of insolvency of partners 
iii) Dissolution on sale to a Company. 

Under all the three categories of dissolution of firm the account books are to be 
closed. Under the first two categories the assets of the firm are disposed off in the 
market and the liabilities are paid off whereas in the case of sale to a company, most 
assets and liabilities of the firm are transferred to the company and purchase 
consideration realised. The assets not taken over by the company are disposed off in 
the market and the liabilities not taken over by the company are paid off in cash and 
the books are closed after paying the claims of the partners. Let us now discuss these 
three situations one by one. 

10.5.1 Simple Dissolution 
By simple dissolution we mean that the partners have decided to dissolve the firm in 
normal course and all the partners are solvent and the firm has not been sold to a 
Joint Stock Company. Under simple dissolution the assets will be disposed off in the 
market for cash although one or two items of assets may also be taken over by a 
partner and the liabilities will be paid off and books closed. The journal entries 
required to close the books under simple dissolution are as follows: 

i) All the marketable assets (whether they realise anything or not) shall be 
transferred to the Realisation Account at book values. Marketable assets shall 
include all assets except cash in hand, bank balance, debit balance of profit and 
loss account and debit balance of partners' capital or current accounts. Sundy 
debtors should be transferred at gross value and any provision for doubtful 
debts is to be regarded as liability. The entry will be as under: 

Realisation A/c Dr. With the total amount 

To Bills Receivable 

To Debtors (Gross Figure) Individually, with their 

To Stock respective book values. 

To Preoaid Exvenses 



To Investments 

To Furniture 

To Plant & Machinery 
To Land & Buildings 

To Patents, Licences, Trade Marks, etc. 

To Goodwill (it is a marketable asset and not fictitious) 

ii) All the outside liabilities including the claims of relatives ef :ke partners and 
the Provision for Doubtful Debts to be transferred to the credit side of 
Realisation Account. 

Creditors AJc Dr. Individually, with their 

Provision for Doubtful Debts A/c Dr. respective book figures 

Outstanding Expenses AJc Dr. 

To Realisation A/c With the total amount 

iii) For the disposal of theassets the entries may be made as follows depending on 
the mode of disposal: 

a) If the assets are sold for cash, the amount so realised should be debited to 
Cash or Bank Account and Realisation Account should be credited. 
CashiBank A/c Dr. With the total realised value 

To Realisation A/c of all the assets 

b) If any asset is taken over by a partner at an agreed value the partner should 
be debited instead of cash and Realisation Account to be credited: 
Partner' Capital AJc Dr. With the value of which 

To Realisation A/c taken over 

C) If there is an unrecorded asset (like furniture completely written off in 
accounts but which is still in use and can be marketed), the entry for itssale 
will be made and no entry is required for bringing it into account books. 
The entry will be: 
Cash AJc Dr. With the realised value 

To Realisation A/c 

iv) For the discharge of outside liabilities Realisation Alc should be debited and * 

the re!want account to be credited depending upon the mode of discharge: 

a) If cash is paid to discharge the claim, Realisation Account is debited and 
Cash Account is credited: 
Realisation AJc Dr. With the amount actually . 

To Cash Alc 

b) If a partner takes over the responsibility of discharging a liability, such 
partner's capital account should be credited instead of cash 
Realisation Alc Dr. With the amount at which 

To Partner's Capital AJc taken one 

c) If there is an unrecorded liability, it will also have to be paid off and the 
entry will be: 
Realisation AJc Dr. With the amount actually 

To Cash AJc paid 
(please note that there is no need of bringing the unrecorded liability into 
books and the entry for payment of such liability will suffice) 

v) The realisationlwinding up expenses, if any, incurred in the course of 
dissolution should be debited to Realisation Account and the entry will be: 
Realisation AJc Dr. With the amount of 

To Cash Alc expenses 
In case the realisation expenses are paid by the partner or the partners is 
entrusted with the job of winding up, the entry will be 
Realisation AJc Dr. With the amount of 

To Partner's Capital AJc expenses 



loss which shculd be transferred to the capital accounts of the partners in their 
profit sharing ratio. 
The entry will be: 

a) If there is realisation profit: 
Realisation AJcs Dr. With the amount of 

Profit 
To Partners' Capital N c s  Individually, in their 

Profit sharing ratio 

b) If there is realisation loss: 
Partners' Capital AJcs Dr. Individually, in their 

Profit sharing ratio 

To Realisation A/c With the amount of Loss 

vii) Loans advanced by partners as distinguished from their capital accounts should 
be paid and the entry will be: 
Parnter's Loan AJc Dr. With the amount of 

To Cash A/c Loan 

viii) All accumulated profits (standing in the name of Reserve Fund, General 
Reserve, Profit and Loss Account credit balance etc.) and all accumulated losses 
(standing in the name of profit and loss debit balance) should be transferred to 
the partners' capital accounts in the profit sharing ratio as follows: 
a) If there is accumulated Profit: 

Reserve Fund Dr. As the case may be 
General reserve Dr. 
Profit and Loss A/c Dr. 

To Partners' Capital AJcs Individually, in their profit 
sharing ratio 

b) If there is accumulated loss: 
Partners' Capital AJcs Dr. Individually, in their profit 

sharing ratio 
To Profit and Loss A/c With the amount of Loss 

ix) In the end the claims of the partners in respect of their capitals will be settled. 
If the capital account of a partner shows a debit balance, he will bring cash; 
whereas if the capital account of a partner shows a credit balance, he will be 
paid cash. Thus, all the accounts of the firm will be closed. The entries will be 
as follows: 

a) When the capital account shows a debit balance: 
Cash A/c Dr. With the amount of 

To Partners' Capital A/c deficiency 

b) When the capital account shows a credit balance: 
Partners' Capital AJc Dr. With the amount of 

To Cash A/c final payment 

Note: The amount finally payable to partner/partners must exactly be equal to the 
amount of cash available. 

Treatment of Goodwill: Goodwill is like any other saleable asset and it will be treated 
on the same lines asany other saleable asset is treated. If it appears in the books, it 
bill be transferred to Realisation Account and the sale proceeds shall be debited to 
Cash Account and credited to Realisation Account. If it does not appear in books 
but something is realised for it, it will be treated as unrecorded asset and its sale 
proceeds shall be debited to Cash Account and credited to the Realisation Account, 
like any other unrecorded asset. There is nothing special in the treatment of goodwill 
on dissolution as such. 

In case a partner agrees to buy the goodwill of the firm, his capital account shall bc 
debited and Realisation Account shall be credited. But it should be remembered that 
Goodwill is a saleable asset like any other asset though intangible but not fictitiou! 
and it can be sold only at the time of dissolution and not otherwise. If the firm is 
earning profits, the goodwill shall command some value but if the firm is not making 
profits but is suffering losses, the goodwill may prove valueless but even then it woull 
not be proper to treat it is fictitious asset. Look at Illustration 1 and see how the 
books of the firm are closed in case of simple dissolution. 



Illustration 1 DiaealPtioada~m 
The following is the Balance Sheet of A and B who shared profits in the ratio of 3:2 
respectively: 

Liabilities I Amount 1 Assets I Amount 

Sundry Cred~tors 76,000 Cash at bank 23,000 

I B~lls payable 30,oCO Stock ~n trade 12.000 

Mrs. A's loan 20,000 Debtors 40,OO 

Reserve Fund 10,000 Less Prov~s~on 

i for Bad Debts 2.000 38.00 

Capital Furn~ture 8,000 

A 20.000 Mach~nerv 56,000 

The firm wasdissolved on December 31, 1988. A took over investnre~~ts at an agreed 
value of Rs. 16,000 and agreed to pay off the loan of Mrs. A. Stock realised 
Rs. 10.000; Debtors Rs. 37,000; Furniture Rs. 9,000; and Machinery Rs. 50,000. The 
creditors were paid off at a discount of 2112%. B agreed to realise the assets and pay 

I 
off the liabilities on a remuneration of Rs. 2,200. Actual expenses of realisation came 
to be Ks. 2,000 which were paid by the firm. Give journal entries and prepare 
Realisation Account, Partners' Capital Accounts and Bank Account to close the 
books. 

I Solution 

1 I To Realisation N c '  I 

i I To Realisation A/c 

(total amount realised from sale of assets) 

I iv) I A's Capital M Dr. I 

I v) Realisation N c  Dr. 1 1,04,10(! I 



' Dr. 



B's Capital Account 

To Realisation .4/c 

To Profit & Loss A/c 

Bank Account 

To Balance bid 

To Realisation A/c 

Check Your Progress A 
1 State whether each of the following w o ~ M  result in dissolution of partnership or 

dissolution of firm. 

i) A,  B and C are partners sharing profit & losses in the ratio 2:2:1. On 
December 21, 1989 C dies. 

ii) X, Y and Z share profit & losses in the ratio of 1:2:1, Y is declared insolvent. 
iii) P,Q and K are partners-sharing profits & losses in the ratio of 3:2:1. They agree 

on dissolution. 

iv) L, M and N share profits and losses equally. They decide to sell the firm and 
d~vide the purchase consideration equally. 

2 State whether following statements are True or False. 

i) Diss~lution of a firm automatically leads to the dissolution of partnership. 

ii) The assets of the firm are first utilised in paying off the claim of the partners. 
iii) All the assets and liabilities are closed by transferring them to a nominal 

account called the Realisation Account. 

iv) When an unrecorded liability is paid off Cash A/c is credited and Realisation 
Alc is debited. 

v) When realisation expznses are paid by the partner, the partner's capital A/c 
is debited. 

10.5.2 Dissolution os Account of Insolvency of Partners 
The firm 1s normally dissolved when one or more partners become insolvent. The 
procedure for closing the books under insolvency is almost the same as under simple 
dissolution i.e. marketable assets and external liabilities are transferred to  a newly 
opened Realisation Account and they are realised and paid off through the same 
account and the loss or profit on realisation transferred to the capital accounts of the 
partners. Thereafter if the capital account of a partner shows a debit balance, he 
should pay the amount to the firm. But in case the partner is insolvent he will not be 
able to pay at least the full amount. The sum not recoverable from the insolvent 
partner is a loss to the firm. Now the question arises in which ratio thia loss should 
be borne by the solvent partners? Pfior to the decision in Garner vs, Murray case 
this was also treated as normal loss and borne by the solvent partners in their profit 
sharing ratios. But in Garner vs. Murray case it was decided that such a loss was not 
a trading loss but a capital loss which should be borne by the solvent partners in the 
ratio of their capitals on the date of dissolution, for which the solvent partners should 
bring the realisation loss in cash so that their capital accounts may show the balance 
as on the date of dissolution. Although there has not been any court decision in India 
in this respect, it is also followed in India. You know the capital account of partners 87 



Partnership Accounts can be kept on fixed basis or on fluctuating basis. Let us nqw learn how to compute 
the amount of deficiency of an insolvent partner to be borne by the solvent partners 
in case uf fixed and fluctuating capitals. 

Fixed and Fluctuating Capitals: If the capital accounts of the partners ark kept on 
fixed basis, each partner w~ll have two accounts- one capital account and the other 
a current account.'The capital account of each partner will show a fixed balance (the 
same balance) year after year. All entries relating to drawings, profit or loss, interest 
on capital or drawings etc. will be made in the current account of each partner. The 
current account of a partner may show a debit balance or a credit balance but the 
capital account of each partner will show the same fixed credit balance year after 
year. Hence the deficiency of the insolvent partner will be borne by the solvent 
partners in the ratio of their fixed capitals. Thus it is very easy to divide the deficiency 
of the insolvent partner among the solvent partners if the capitals are kept on fixed 
basis. But if the capital accounts of partners are kept on fluctuating basis, there will 
be only one capital account and all entries relating to drawings, profit or loss. interest 
on capital or drawings are made in the capital account. Thus, the balance in the 
cap~tal accounts of each partner will fluctuate every year and every time an entry is 
made. Under such situation, the deficiency of the insolvent partner will be borne by 
the solvent partners in the ratio of their capitals as on the date of insolvency. This 
means that all the accumulated profits or losses should first be divided among all the 
partners (including the insolvent one) in their profit sharing ratios which will make 
the capital accounts of the partners as on the date of insolvency. But no other entry 
need be made. That is why when realisation loss is debited to the partners the Garner 
vs. Murray decision requires the solvent partners to bring the realisation loss in cash 

whether realisation loss is brought in cash or not. But if the question asks you to solve 
it as per Garner vs. Murray rule, it would be advisable to show the realisation loss 
as brought by the solvent partners in cash, which will make their capital account 
balances as they were on the date of insolvency. 

Dissolution on account of insolvency will be discussed under two sub-heads: (1) When 
one of the partners is insolvent and (2) When all the partners are insolvent. The 
accountini treatment in certain respects will be different under the two, Let us now 
take them up one by one. 

I 

When One of the Partners is Insolvent 
When a partner becomes insolvent and the books are to be closed, the entries upto 
the preparation of Realisation Account and the transfer of realisation profit or loss 
to the partners capital accounts will be the same as under simpke dissolution. 
Thereafter the debit balande in the capital account of the insolvent partner after 
adjusting any cash brought in by him (known as the deficiency of the insolvent 
partner) shall be divided among the solvent partners in the capital ratio as explained 

. above depending on whether the capital accounts are kept on fixed basis or 
fluctuating basis. 

Look at Illustration 2 and see how the books of account are closed when one partner 
becomes insolvent. 

Illustration 2 
A ,  B and C are partners sharing profits in the ratio of 2:2:1 respectively. On 
Dcccmher 31, 1988. theaate of  dissolution of the firm, their Balance Sheet stood as 
tollows: 

Balance Sheet of A, B and C as on December 31, 1988 
I 

I.iahilities R9 A w t c  

Creditors 30.lMH) Fixed Assets 

Reserve Fund h.(lM) Barlk Balan~c 

Capital Account9 Othcr Currcrit A99ct9 

A 21,0(lo Current Account-C 
B 9.tn)O 

88 c - 3 . t ~ ~ )  ~3.tnw) 



DLPsoluUan d a Partn~rrship Firm 

Rs. Rs. 

To Realisation A/c 18,240 By Balance bld 3 .OOo 

To C's Capital Alc 3,960 By Reserve Fund Alc 2.400 

(share of deficiency) By B's Capital A4 - 16.800 
22,200 22.200 - 



C's Current 4ccuunt 

Rs. 

T o  Balance bld 9,000 By Reserve Fund Alc 

T o  Real~sat~on Alc - 9,120 By C ' s  Capital Alc 
18,120 - 

Bank Account 

Rs. 

T o  Balance bld 1,500 By Real~sa t~on Alc 

T o  Realisat~on Alc 24.0M) By Realisation A/c 

To C's Cap~tal  Ale 720 By A's Capital Alc 

T o  B's Capital Alc 7,800 -- 
34,020 - 

Note: The reallsat~on loss of Rs. 45,600 and the Reserve Fund Rs. 6.000 have been dlvided V o n g  the 
partners lnclud~ng the ~nsolvent partner in thelr proflt sharlng ratio of 2:2.1 respectivel$ But the 
deficiency of the ~nsolvent partner C Rs. 13.20() after ddjustlng Rs. 720 brought by h ~ m  In cash 1s 
dlvlded between the wlvent pdrt~er?.A and B In thc~r  t~xed capital ratlo wh~ch is 21 .OM) 9.0Wor 7:3. 

In lllustration 2 the capital accounts of the partners were kept on fixed basis and hence 
the deficiency of the insolvent partner was divided between the solvent partners in 
the ratio of their fixed capitals. But in case the capital accounts are kept on fluctuating 
basis, the deficiency of the insolvent partner will be divided between the solvent 
partners in the ratio of capitals as on the date of insolvency. lllustration 3 will help 
you to clarify this point better. 

Illustration 3 
A,  B, C and D are partners sharing profits in the ratio of 3:3:2:2 respectively. The 
following is the Balance Sheet as on December 3 1 ,  1988 when the firm was dissolved: 

Balance Sheet as on December 31, 1988 

Debtors realised Rs. 12,000; Stock Rs. 16,000 and Furniture Rs. 5,000. Creditors 
were paid in full. Outstanding repairs bill for Rs. 3,500 was not recorded in the books. 
Partners' joint life policy for Rs. 20,000 was surrendered for Rs. 3,500. The expenses 
of realisation came to Rs. 500. C was insolvent but a sum of Rs. 4,200 was recovered 
from hts estate. Write up accounts to close the books of the firm as per Garner vs. 
Murray rule. You are also required to give proper working notes wherever necessary. 

Solution 

Realisation Account 

Dr. 

Rs. 

To Debtors 16,000 By Creditors 

To Stock A/c 22,000 By Bank A/c (assets real~sed) 

To Furn~ture N c  7,000 By Bank.A/c 
(Jolnt l ~ f e  policy) 

90 To Bank Alc (crs. ant1 rep:rlrs) 2 I 500  / I , V  Capital A/cs (share of loss) 
- 

L~abilities Assets 

Rs. Rs. 

Creditors lR.o()O Cashat Bank 3 .MU3 

General Reserve 201UIO Debtors 161UM) 

Capital AecounJs Stock 22.000 

A 21.000 Furniture 7.o(M) 

B - I2.oOU 33.olX) Capital Accounts 
C I6 (MH) 
D 7.000 23.0(H) - - - 

71 .OM) 7 1 ,Oo(I - - 



Dissolution of a Pa To Bank A/c (realisation exp.) 500 A 3,750 
B 3,750 

A's Capital Account 

Rs. 

To Realisation (loss) 21,000 

To C's Capital A/c 6,180 By General Reserve A/c 6,000 

(share of deficiency) 

B'4: Capital Account 

Rs. 

To Redlisation (loss) 3,750 By Balance bld 12,000 

To C's Capital A/c 4,120 By General Reserve Alc 6,000 
(share of deficiency) 

To Bank A/c 13,880 By Bank Alc - 
21,750 (payment of realisation loss) -- 

21,750 - 
- 

C's Capital Account 

Rs. R s .  

To Balance bld 16.000 By General ReserCe N c  4,000 

To Realisation (loss) 2,500 By Rank Alc 4,200 

By A's Capital Alc 6,180 

By B's Capital Alc - 4,120 
18,500 - 

D's Capital Account 

Rs. 

To Balance bld 7,000 By General Reserve Alc 4,000 

To Realisation (loss) 2,500 By Bank Alc 5,500 - 
9,500 

- 
9 , 5 0 0  

Bank Account 

Rs. 

To Balance 'old 21,500 

To Realisation +/c 500 

To Realisatit~n Alc 20.820 

To A's Capital A/c 13.880 

To B's Capital Alc 

To C's Capital Alc 

To D's Capital Alc 

their respective shares in the accuniulated profits or losses which will be calculated 

= 21,000 + 6,000 = 27,000. 91 



B = Capital + Share in General Reserve 
= 12,000 + 6,000 = 18,000. 

Hence Capital Ratio = 27,000:18,000 
= 3:2. 

Please note that although D is solvent but he will not share th,e deficiency of the 
insolvent partner C because his capital account is showing a negative balance i.e. 
debit balance. Thus, only A and B will share the deficiency and their ratio of 
capital as on the date of insolvency is required. 

2) In the question it is specifically mentioned that Garner vs. Murray rule should be 
followed. Hence, the solvent partners should bring their share of realisation loss in 
cash so as to know their capitals as on the date of insolvency. 

When All the Partners are Insolvent 
When all the partners become insol\.,ent, the unsecured creditors cannot be paid in 
full as the amount available will not be svfficient to pay them in full. Hence, the 
unsecured creditors should not be transferred to the Realisation Account but only 
the marketable creditors which can be paid in full out of the sale proceeds of the asset 
pledged against may be transferred tc; the Realisation Account. The assets shall be 
realised and the secured creditors paid as above through the Realisation Account and 
the realisation profit or loss transferred to the capital accounts of all the partners in 
their profit sharing ratio as usual. If anything is recovered from fhe prikate estate of 
any partner, it will be debited to Cash Account and credited to the partner's capital 
account. Thereafter, the total amount of cash available will be paid to the unsecured 
creditors. The unpaid balance in the unsecured creditors account shall then be 
transferred to a newly opened Deficiency Account. Similarly, thc debit or credit 
balance in the partners' capital accounts shall also be transferred to the Deficiency 
Account. Thus all the accounts will be closed. 

It may be noted here that when all the partners are insolvent, there is no solvent 
partner to share the deficiency of the insolvent partners. Hence, the futile exercis, 
of dividing the debit balance of some insolverlt partners among those insolvent 
partners whose capital accounts show credit balance is totally uncalled for. I t  is 
sufficient to open a Deficiency Account and to transfer the unpaid balance in 
unsecured creditors account as well as the debit or credit balance in the partners 
capital accounts to this account. 

Illustrati~n 4 
The following is the Balance Sheet as on December 31, 1988 of A, B and C who 
share profits equally. 

Balance Sheet of A, B and C as on December 31, 1988 

Due to pauci!y of funds the firm was dissolved on January 1 ,  1989. Bank b a n  was 
secured against stock which realised Rs. 22,000. The debtors realised Rs. 15,000 and 
Furniture Rs. 2,000. The expenses on realisation were Rs. 1,MM. B and C could not 
pay anything from their private estates. 

However, a sum of Rs. 1,200 was received from the private estate of A. 

Prepare accounts to close the books of the firm. 

Solution 

R m b a t b o  Account 

Dr.  

Rs. 

TO Styk NC 'Q,m Rv Rank I r a n  4/c 

-- 
Idabilities Rs. Assets Rs. 

Sundry Cred~tors 42.000 Cash ~n hand Z.(WW) 

Bank Loan 0 ,  Stock 30,000 

Cap~tal Accounts A 8 . 0  Debtors 18,000 

B 5.000 Furniture 5,000 

C's Capital Account -- 10.000 
65,000 65.I)o - 



18,OW By Cash Xic (assets realised) 39.000 Dissolution of 81 Partnership Firm 

To Furniture A/c 5,000 By Partners Capital Ncs 
(share of loss) 

To Cash A/c (bank loan) 10,000 A 5,000 

To Cash A/c (~xpenses)' r 1 ,000 B 5,000 

Cash Account 

To Balance bld 

To Realisation A/c 

To A's Capital Alc 

--- 
Sundry Creditors Account 

Rs. Rs . 
To Cash N c  31,200 By Balance bld 42,000 

To Deficiency A/c 10,800 
42,000 

- 
-- 42,000 - 

A's Capital Account 

---- 

To Realisation A/c (loss) 

Ti, Deficiency Alc 

B's Capltal Account 

To Realisation A/c (loss) 

C's Capital Account 

To Realisation A/c (loss) 

. -.--- 

Deficiency Accouat 
-------- 

To C's Capital A/c 

By A's Capital NC 

Note: Bank loan is secured against stock and hence, i s  fully secured as the sale proceeds of stock are 
more than the amount of loan. Hence, it is transferred to Realisation A/c and paid oft there. As 
all the partners are insolvent, the deficiency or surplus in their capital accounts have been 
transferred to Deficiency Account. Similarly, the surplus in sundry creditors account is also 
transferred. 

account of the firm have to be closed. The procedure is more or less the same as 
under simple dissolution. The assets taken over by the company (not all marketable 



~~rtoclahlp Accounts assets) are translerred to the Realisation Account which may also include cash if 
taken over. Similarly, liabilities taken over by the company are also transferred to 
Realisation Account. The purchase price commonly known as "Purchase' 
Consideration" agreed between the parties is debited to the purchasing Company's 
Account and credited to Realisation Account. The purchasing company settles the 
purchase price by paying cash or issuing equity shares or both. Cash Account and 
Equity Shares in Purchasing Company's Account will be debited and the account of 
the purchasing company will be credited. Assets not taken over by the company are 
disposed off and any profit or loss on such disposal is transferred to Realisation 
Account. Or alternatively even those assets not taken over by the company be 
transferred to the Realisation Account and realised through it, so that profit or loss 
shall automatically get transferred to it. Similarly, liabilities not taken over by the 
company will be paid off and any surplus or deficit shall be Gansferred to Realisation 
Account. Alternatively, even those liabilities not taken over by the company may be 
transferred to Realisation Account and paid off through it, so that the surplus or 
deficit on this account automatically gets transferred to it. The expenses or 
realisation, if any, shall be debited to Realisation Account. The balance in the 
Realisation A/c will be either profit or loss whieh shall be transferred to the capital 
accounts of the partners in their profit sharing ratios. The cash and shares received 

. from the purchasing company will be divided among the partners as peg agreement 
and books closed. 

The purchase price may be glven in the question as a lump sum. But very often the 
purchase price is not given but the student has to calculate it. There are two methods 
of calculating purchase consideration. (1) Net Assets Method; and (2) Net Payments 
Method. Under Net Assets Method, the agreed value of all the assets taken over by 
the company including goodwill will be totalled from which the total of all the 
liabilities taken over by the company shall be deducted and the resultant figure will 
be the amount of net assets taken over and hence, the purchase consideration. Under 
Net Payments Method, all the payments made by the purchasing company in the form 
of cash, shares and debentures shall be totalled and this will be purchase 
consideration. Sometimes, the purchasing company also pays the cost of winding up 
of the firm which should be added to the purchase consideration. Another important 
point to remember is the division of shares among the partners. The shares should 
be divided among the partners as per agreement given in the question. But if nothing 
is mentioned in the question in this respect, the shares may be divided in their profit 
sharing ratios or alternatively in the ratio of their final claim. If the shares are divided 
in profit sharing ratios, the balance claim will be paid in cash. But in case the shares 
are divided in the ratio of their final claim, cash will also be divided in the same ratio. 

Illustration 5 
A ,  B and C were carrying on business in partnership sharing profits and losses in the 
ratio of 5:3:2 respectively. On December 31, 1988 they agreed to sell their partnership 
business to a limited company. The Balance Sheet of the firm as on the date of sale 
was as follows: 

Balance Sheet as on December 31, 1988 

Liabilities Rs. Assets 

Bank Loan 10,000 Buildings 

Creditors 20,000 Machinery 

Reserve Fund 10,000 Furniture 

A's Capital 50,000 Book Debts 

3&,000 Stock 

C's Capital 32.000 Cash 

The Company took the following assets at the valuations shown against each asset. 

Buildings 80,080 

Machinery 25,000 

Furniture 5 ,OOo 

Book Debts 38,000 

Stock 30,000 
94 Goodwill ??,000 





Partnership Accounrs 

Rs. 
To  A's CapitakNc 5,000 By Balance bld 

To  B's Capital A/c 3 .rn 
To C's Capital Alc - 2 ,000 i- - 

10.000 10,000 
- 



Creditors taken over = Rs. 20,000. 

Net Ahsets = Rs. 2,00,000 - Rs. 20,000 = Rs. 1,80,000. 

The purchasing company has also agreed to pay the cost-sf winding up Rs. 4,000. . 
Hence, Purchase Consideration = Rs. 1,80,000 + Rs. 4,000 = Rs. 1,84,000. 

'2 
Check Your Progress B 

1 How do you settle the accounts of the partners in Garner vs Murray rule? 

............................................................................................................... 

............................................................................................................... 
\ ............................................................................................................... 

2 What are the different methods of calculating Purchase Consideration? 

............................................................................................................... 

............................................................................................................... 

............................................................................................................... 
3 Fill in the blanks. 

i) ?he deficiency of insolvent partner is borne by the solve~it partners in the 
ratio of their ....................... 

ii) The share of loss on realisation is brought in ....................... by the solvent 
partners as per Gamer Vs. Murry rule. 

iii) When all the partners are insolvent, the balance of Capital Accounts are 
transferred to ....................... Account. 

iv) The purchase price at which the firm is sold is called ....................... 
v) The realisation profit is divided amongst the partners in ....................... 

10.6 LET US SUM UP 

Dissolution means discontinuance. It can be dissolution of partnership or dissolution 
of a firm. Dissolution of partnership means discontinuing the partnership relationship 
whereas dissolution of a firm means discontinuing the trading activities of the firm. 
A firm can be dissolved with or without the order of the court. On dissolution books 
are to be closed and the accounts are to be settled. 

All the assets are disposed off and the liabilities discharged. Liabilities are discharged 
in the following order : 

i) Third parties 
ii) Loan and advances from partners 
iii) Capital of partners 

Accounting treatment of dissolution can be divided into three categories : 

i) Simple Dissolution 
ii) Dissolution on account of insolvency of partners 
iii) Dissolution on sale to a company 

Under simple dissolution, all the marketable assets are closed by transfer to the debit 
side of an account called "Realisation Account". Similarly, all the outside liabilities 
are closed by transfer to the credit side of Realisation Account. Then, all the assets 
are disposed off and the liabilities are discharged. The balance of this account is profit 
or loss which is divided amongst the partners in their profit sharing ratio. Ultimately, 
the capital accounts of the partners are prepared and the balance is realised from or 
paid to the partners. 

Under dissolution on account of insolvency of one partner may be insolvent or all 
partners may be insolvent. Realisation Account is prepared in the same manner as 
in case of simple dissolution. In case one partner is declared insolveht, his deficiency 
is borne by the remaining partners in their capital ratio keeping in view the nature 
of capital accounts. When all the partners are declared insolvent, firstly the secured 
creditors are-paid and then the payment is made to unsecured creditors. Any 



deficiency is transferred to Deficiency Account. Balances of Partner's Cdpital 
Account is also transferred to Deficiency Account. 

In case of dissolution on sale to a company the first step is the calculation of Purchase 
Consideration. There are two methods for the calculation. i).Net Assets Method and 
ii) Net Payments Method. The purchase consideration thus calculated is shown on 
the credit side of Realisation Account. Purchase consideration may be received in 
cash or the shares of the purchasing company which are divided amongst the pacners 
in profit sharing ratio or ratio of final claim. All the assets and liabilities taken over 
by the Purchasing Company are transferred to the Realisation Account. The assets 
and liabilities not taken over are disposed off and discharged respectively. Any loss 
or profit is transferred to the Realisation Account. 

10.7 KEY WORDS 

Deficiency of an Insolvent partner : Debit balance in the capital account of an 
insolvent partner who is not in a position to pay to the firm from his private estate. 

Dissolution : Discontinua~lce or break-up. 

Dissolution of firm :'Break-up-of-%he firm and ceasation of business activities and, - 
consequefi'ly, closure of the books of accounts after settling all claims. 

Dissolution of Partnership : Break-up of the partnership on admission, retirement, 
death or insolvency of a partner but the business continues as usual. 

Gamer vs. Murray Rule : The decision in Garner vs. Murray case according to which 
the deficiency of an insolvent partner is to be divided among the solvent partners in 
their capital ratio on the date of insolvency and the solvent partners are also required 
to bring their share of realisation loss in cash. 

Insolvent Partner : A partner who is not in a position to pay off his debts in full. 

Realisation Loss : Loss incurredon realising the assets of the firm and paying off the 
liabilities. 

Winding-up Expenses : Expenses in connection with realisation of assets and paying 
off liabilities. 

10.8 ANSWERS TO CHECK YOUR PROGRESS - 

A 1 i) Dissolution of partnership, 
ii) Dissolution of partnership, 
iii) Dissolution of firm, 
iv) Dissolution of firm. 
v) Dissolution of partnershiip. 

B 3 i) Capitals as on the date of'dissolution 
ii) Cash 
iii) Deficiency 
iv) Purchase consideration 
v) Profit-sharing 

10,9 TERMINAL QUESTIONSIEXERCISES 

1) How would you distinguish between dissolution of partnership and dissolutioh of 
Firm? 

2) State legal provisions for adjusting losses and distributing assets on the dissolution 
of partnership where.na agreement to the contrary exists. 
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tnqolutkm of a Partmarship Flm 

1) Atul, Bimal and Charu were partners sharing profits in the ratio of 2:2:1 
respectively. Their Balance Sheet on December 31, 1988 is as follows : 

Balance Sheet as on December 31, 1988 

Rs. Assets Rs. 
C 

20,000 Cash 5 ,000 

Reserve Fund 12,000 Debtors 22,000 

Capital Accounts : Stock 15,000 

Atul 40,000 Furniture 6,000 

Bimal 20,000 Machinery 40,000 

9,000 
- 
97,000 
- 

They decided to dissolve the firm. The assets realised as under : 

Rs. 
Debtors 16,000. 
Stock 10,000 
Furniture 2,000 
Machinery 18,000 
Goodwill nil 

Creditors were paid off at a discount of 2%. Bimal was entrusted with the task of 
realising assets and paying of liabilities for which he was to be credited with a sum 
of Rs. 1,600. The actual winding up expenses were Rs. 1,200 which were paid by 
the firm. There was an unrecorded a3sets in the books which was taken over by 
Bimal at an agreed price of Rs. 3,400. Repairs to mdchinery Rs. 800 were still 
outstanding and were not recorded in books. 
Draw up necessary account to close the books of the firm. 

(Answer : Realisation Loss : Rs. 40,600, Atul receives Rs. 28,600. Bimal receives 
Rs. 5,560, Charu brings Rs. 720) 

2) A, B and C were partners in a firm. On December 31,1988 their capital accounts 
were A -- Rs. 40,000; B - Rs. 20,000 and C - Rs. 10,000. The Profit and Loss 
Account on that date showed,a debit balance of Rs. 30,000. The firm was 
dissolved on that date and the realisation loss came to be Rs. 36,000. C was 
insolvent and was unable to bring anything from his private estate. 

Calculate the amount of deficiency of the insolvent partner C to be borne by the 
solvent partners A and B under the following situations : 

a) If the capital accounts are kept on fixed basis 
b) If the capital accounts are kept on fluctuating basis. 

(Answer : Fixed basis : A - Rs. 8,000 and B - Rs. 4,000; 
Fluctuating basis : A - Rs. 9,000 and B - Rs. 3,000) 

3) X, Y and Z were partners in a firm. On December 31,1987 their capital accounts 

X (credit balance) Rs. 40,000 
Y (credit balance) 
Z (debit balance) Rs. 4,000 (Overdrawn) . 

Creditors amounted to Rs. 28,900 were paid in full. There was no other liability. 
There was no cash balance either. The assets realised Rs. 45,000 in all. Realisation 
expenses amounted to Rs. 1,000. Z was insolverit.and only Rs. 2,000 could be 
recovered from his private estate. 

Prepare necessary accounts to close the books of the firm. 

(Answer : Realisation loss : Rs. 30,000; Z's deficiency borne by X - Rs. 9,600 
and by Y - Rs. 2,400; X receives Rs. 20,400 while Y has to bring 
Rs. 2,400) 99 



Liabilities Rs. Assets Rs. 

Creditors 24,000 Cash 2,000 

B's Loan 10,000 Debtors 26,000 

Capitals : A 24,000 Stock 22,000 

B 16,000 Machinery 20,000 

C 8,000 Investments 4,000 

Current Accounts : A 10,000 Furniture 6,000 

B 6,000 Current N c  : C 6,000 

Buildings 12;000 
- 
98,000 98,000 
- - 

4) A, B and C were partners in a firm sharing profits and losses in the ratio of 5:3:2 
respectively. On December 31,1988 they decided to dissolve the firm when their 
Balance Sheet was as under : 

Balance Sheet as on December 31, 1988 

A took over Buildings for Rs. 18,000 and B took overinvestments for Rs. 3,600. 
Debtors, Stock and Machinery realised Rs. 22,000, Rs. 16,000 and Rs. 8,000 
respectively. Furniture \;as sold for Rs. 4,000. The creditors were paid off at a 
discount of ll/z%. There was a contingent liability for a bill receivable for 
Rs. 2.400 discounted which was dishonoured by the drawee and it is estimated that 
nothing will be recovered. Rs. 400 written off previously as bad debt were 
recovered. Expenses of winding up were Rs. 800. 

There was an unrecorded asset which ultimately realised Rs. 360 when sold in the 
market. 

A bill for repairs of machinery amounting to Rs. 520 was still not paid and was 
also not recorded in books. 

All the partners were declared insolvent. 

Prepare necessary accounts to close the books of the firm. 

(Answer : Realisation loss : Rs. 21,000; Insolvent Parnter C's deficiency borne 
by A - Rs. 1,200 and by B - Rs. 800; A receives Rs. 4,300 and B 
receives Rs. 11,300 excluding loan amount.) 

5) A and B are partners in a firm sharing profits and losses in the ratio of 3:2 
respectively. Their Balance Sheet as on December 31, 1988 was as follows. 

- - 

Balance Sheet as on December 31, 1988 

Liabilities Rs. Assets 

Creditors 18,000 Cash in hand 

Reserve Fund 12,000 Debtors 24,000 

Capital Alcs A 40,000 for Bad Debts 2,Oo' 
B 30,000 Stock 

Current N c s  A 14,000 Furniture 

B 12,000 Machinery 

Buildings 

Goodwill 

1,26.000 

The partners have decided to convert their business into a limited company as 
from January 1,1989. For this purpose, a new company is formed which will take 



over the business of the partnership firm. Current assets are taken over at book birdoilon d r PuWmhlp nnn 

values and other assets at the values given below : 

Name of the asset Agreed Value 

Furniture 4,ooo 

Machinery 20,000 

Buildings 80,000 

Goodwill ~ , o o O  

The company has agreed to issue equity shares of the face value of Rs. 10 each 

as fully paid at par for the purchase consideration as agreed above. 

Calculate purchase consideration and prepare necessary ledger accounts to close 

the books of the firm. 9 I, 

(Answer : Purcbase Consideration : Rs. 1,72,000; Profit on Realisation : 

Rs. 64,000; A receives 9,960 shares and B receives 7,240 shares. 

Note : These questions will help you to understand the unit better. Try to 

write answers for them. But do not submit your answers to the 

University for assessment. These are for your practice only. 

- -  
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UNIT 11 GENERAL INTRODUCTION 

Structure 

1 1.0 Objectives 
11.1 Introduction. 
11.2 Meanirlg ofrompany 

11.2.1 ~p$ial Features of a Company 

11.2.2 Kinds of Companies 
1 1.3 . Distinction between a Company and a Partnership 
11.4 Formation of a Company 

11.4.1 Filing of Basic Documents 

11.4.2 Certificate of Incorporation 
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11.8.1 Categories of Share Capital 
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11.10 Key Words 
11.11 Answers to ~he /k  Your Progress 
11.12 Terminal Questions 

11.0 OBJECTIVES < .  

After studying this unit you should be able to: 
@ explain the meaning of company as a form of organisation 
e appreciate the distinction between partnership andcompany 
@ describe different types of companies 
cr explain important step$nvolved in the formation of a company 
@ describe the procedur&br allotment of shares 
b describe various books that are required to be maintained by companies 
e distinguish between different kinds of shares and share capital 

describe various terms of issue of shares. 

11.1 INTRODUCTION 

In the present day business world, company form of organisation occupies a pivotal place. 
Major portion of mailufacturing common consumer items like soaps, matches, biscuits, etc. 
to major industrial goods like coal, steel, computers, etc. is carried out by companies. You 
might come across various companies, like TISCO, SAIL, Hindustan Lever, ONGC, NTPC, 
BHEL, HMT, etc. Perhaps, you would have been curious to know how a company like 
Hindustan Lever Ltd. is distinct from a grocery stores located in your locality from the view 
point of organisational set up or legal status. 

This unit explains in detail the basic aspects related to company form of organisation and 
discusses the steps involved in the formation of a company and allotment of shares. 

11.2 MEANING OF COMPANY 

In India, the history of company as a distinct form of organisation began with the enactment 
of the Joint Stock Companies Act, 1913. In India, some companies came into existence by a 
special act of parliament, for example, Reserve Bank of India, State Bank of India. Such 
type of companies are called statutory compmies and not govemed by Companies Act. 
Presently, from formation to winding up of majority of companies, all aspects are governed 
by the Companies Act, 1956. Here we will deal with those companies only which are 
registered under Companies Ltd. According to Section 3(1) (i) of the Companies Act, a 
company means "A Company formed and registered under this Act or an existing 



Company Accounts I Company". An existing Company means, "A company formed and regisle;ed under any of 
the previous Companies ~ 6 ~ s " .  I 

I 1 

The definition given in the Companies Act is not exhaustive. A more colnprehensive 
definition of a company would be : a company may be viewed as an association of 
persons who contribute money or money's worth to a conln~on stock anduse it for a 
common purpose. It is a creation of law. It is also called an artificial person. A 
company has a capital divisible into transferable shares, having a corporate legal entity 
and a common seal. Though a company is a creation of the members of such a company, it 
is distinct and sepai-ate from its members. 

111.2.1 Special Features of a Company 

If we analyse the definition of the term 'company' and look into the statutory provisfons 
under the Companies Act, we notice the following special features: 

a) Voluntary association: Persoris who would like to form a company come together 
voluntarily for carrying out a business. - 

b) Separate legal entity: A conlpany has a separate legal entity. It means that the 
existence of the company is independent and separate from its members. Accordingly, a 
company can hold, purchase, and sell properties, it can open a bank account in its own 
name, and it cnn enter into a contract with others including its own shareholders. 

c) Limited 1iability:lh fad, this is the main feature of a company. A company may be 
limited by shares or limited by guarantee. In a company limited by shares, the liability 
of a member is limited to the unpaid amount @f the shares held by him. In other words 
no member is bound to contribute any thing more than the nominal value of the shares 
held by him. For example, if the face value of a share in a company is Rs. 100 and a 
member has paid Rs. 60 per share. He is liable to contribute only Rs. 40 on the share 
(the difference between par value and amount actually paid). 

In a company limited by guarantee the liability of members is limited to such an amount 
as tlie members may undertake to contribute to the assets of the company in the case of 
winding up of the company. 

d) Perpetual succession: A company is an artificial person created by law. It never dies. 
A company continues to exist irrespective of changes in membership of the company. 
The death or i~isolvency of individual members does not in any case affect the corporate 
existence of the company. 

e) Comnnon seal: As you know that a company is an artificial person it cannot sign its 
name and enter into a contract by itself. So it works with the help of a seal. A common 
seal is used as a substitute for its signature. Any document not having the cornmoll seal 
of a company is not authentive and is not binding on the compgny. 

f) Transferability of shares: The shares of a company are freely transferable. A member 
can sell and buy shares in the open market. This facility providesliquidity for the 
investment of member of a company. This right to transfer share is an absolute right and 
cannot be taken away by a p r o v i s i o ~ t h e  articles of the company. But the articles of a 
company can prescribe the manner in which the transfer of shares will be made. 

g) Separate property: A company being a legal person distinct from its members. It is the 
owner of its assets and bound by its liabilities. It is, therefore, capable of owing, 
enjoying and disposing of its property in its own name. Altliough the cap[@ and assets 
of a company are contributed by its shareholders but they are not the joint owners of its 
assets. So we can say that the property of the company is not the property ofthe share- 
holders, but it is the property of the company. 

h) Capacity to sue and be sued: Since a company enjoys the status of an artificial person, 
it can sue and be sued in its own name. 

11.2.2 Kinds of Companies 

On the basis of liability of shareholders or members companies can be divided into three 
categories: 

a) Companies limited by shares: In this case, the liability of members is limited to the 
\ 



amount, if any, unpaid on the shares. The liability can be enforced during the existence 
on the company as well as during the winding up. If the shares are fully paid, the 
liability of the members holding such shares is nil. 

.b) Companies limited by guarantee: In this case, the liability of members is limited to 
the amount which they undertake to contribute in the event of winding up of the 

' company. Thus, the liability shall arise only in the event of winding up. 

C) Unlimited companies: In this case, the liability of its members is not limited at all. 
They have to contribute amount in order to pay off company's debts and 
liabilities. Such 

On the basis of number of members, a company can be divided into two categories: (a) a 
private company, and (b) a public company. 

i 
a) Private Company The Companies Act defines a private company as a company which 

by its articles: \ 

i) restricts the right to transfer its shares, if any; 
ii) limits the number of its mepbers to fifty (excluding tts employees) ; and 
iii) prohibits any invitation to'lhe public to subscribe for an \ /  chsres in, or debentures 

of, the company. e 

A private limited company must use the wordd "Private Limited" as the last words to its 
name. 

b) Public Company: A public company means a company which is not a private company. 

- - 

11.3 DISTINCTION BETWEEN A COMPANY AND A 
PARTNERSHIP 

Main points of difference between a company and a partnership are as follows: 

I Legal Slatus 

2 Regulating Act 

4 

Basis of profil- 
sharing 

Membership 

5 Owner's liability 

9 1 Audit of 
accounts 

8 Transferability 
of interest 

Company 

Comes into existence 
after registration 
under Companies Act, 
1956 

10 

~ e g u l a t e d  by Companies 
Act, 1956 

Authority of 
members 

I Independent legal 
status 

Minimum 2 and Maximum 
50 in case of Private 
Limited Con~pany and 
minimum 7 and no 
maximum limit in Public 
Limited Company 

I Shared by owners in thc 
proportion of shares 
held 

Perpetual succession, 
dealh, insolvency of 
members do  not cffect 
the life 

Shares are freely 
transferable 

Shareholder is not an 
agent of tllc company 
and has no power to 
bind the company by 
his acts 

Partnership 

Created by agreement 
between pafincrs. 
Registration is not 
compulsory under 
Pafinership Act 

Regulatcd by 
Panriership Act, 1932 

No independent 
legal status 

Minimum is 2, 
maxinlum in banking 
business 10 and 
20 in others 

Shared by partners 
as per agreement 

Deperids upon the 
life, insolvency, 
retircmen~ of 
panrlers 

Not transferable 
without the consent 
of' the other partners. 

Not required 

Partner is an agent 
of the firm and 
binds the firm ihd  
other partners by 
his acts done in 

General Intror:t~ctior~ 
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Restriction in the 
Articles of Association 
are effective as against 
thc public as they are 
public document 

Under the Act 

Winding up of an 
insolvent company does 
not make its members 
insolvent 

the course of . 
business 

Restrictions on  the ' 
powers of a 
particular p m e r  
contained in the 
partnership 
agreement are of no 
avail against the 
outsiders 

At will 

Insolvency of partnerhsip 
firm means insolvency of 
all the partners 

. . '  411.4 FORMATION OF A COMPANY , 

In simple terms, the person who gets an idea to f o m  a company is known as promoter. In 
many cases, there could be more than one promoter. The promoters initiate the following 
steps for forming a company. 

11.4.1 Piling of Basic Documents I 
The application for registration of a company should be submitted to the Registrar of the 
state in which the business office of the company is situated. The application shall be 
accompanied by the.following documents. 

1 Memorandum of Association. 
@ .  I 

2 Articles of Association. I 
3 Agreement, if any, for appointment of a managing director or manager. 

4 A statemht of the nominal capital where it exceeds one crore of rupees alongwith a 
certificate from the Controller of Capital Issues permitting the issue of capital. 

5 A notice of address of the registered office of the company. 1 ' 

6 A list of directors and their consent to act as such duly signed by eagh. - 
-7 An undertaking in writing signed by each director to take and pay for his qualification 

shares. 

8 A statutory declaration that all the requirements of the Act have been complied with. 
Such declaration should be signed by an Advocate of Supreme Court or of a High 
Court, or by a practicing Chartered Accountant or by a person named as Secretary, 
director or manager of the company. 

The Memorandum of Association and Articles of Association must bear the prescribed 
stamp duty. The promoters have also to arrange payment of registration fees and filing fees 
at the time of submitting the application. I 

11.4.2 Certificate of Incorporatiola 

The Registrar of Companies issues a certificate of Incorporation on payment of the i 

prescribed fees by the company concerned provided he is satisfied that all the conditions laid ! 

down under the Companies Act have been fulfilled. Companies are classified into two 1 
I 

categories viz., Private Limited and Public Limited. In case of Private Lirhited Compani'es, I 

the following restrictions apply: 

a) Minimum and maximum membership are 2 and 50 respectively 

b) Public participation by issuing a prospectus is prohibited. 1 
c) Shares are not freely transferable. j 
As it is evident from the above para, private limited companies are not entitled to issue a 

I 

prospectus. Hence, private limited company can ccjmmence business immediately after 



receiving a Certificate of Incorporation, whereas a public limited company has to wait till 
the Registrar grants to it the certificate to commence business. 

a 

Public Ltd. Companies have to issue either a prospectus or a statement in lien of a 
prospectus for the purpose of inviting the public to subscribe to the shares or debentures of 
the company. Prospectus may be considered as the basis for contract between the company 
and the person who buys the shares on the strength of the prospectus. 

J - 
Check Your Progress A 
1 Fill in the blanks. , 

........................... i) Companies in India are regulated by 

.......................... ii) A company may be viewed as 

iii) One who contribute money or money's worth to a .............. and uses it for 
.............. a is called a company, . -. - 

Q) Contipuous existznce of a company irrespective of change in membership of the 
' 

same is known as ................. .. 
................. v) Maximum membership of a private limited company is 2 

..................... .. vi) Certificate of incorporation is issued by I 

General lntrotluetioh~ 
0 
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11.5 ALLOTMENT OF SHARES 

Allotment of the shares is the acceptance by the company of the offer to purchase shares. 
Allotment of shares may be considered as an appropriation by the directors of shares to a 
particular person. It is an appropriation out of the previously un-appropriated capital of a 
company. A val i~~llotment  creates a binding contract between the company and the 
shareholder. I 

, - 
@ Requisites of a Valid Allotment . 

In brief, the following are considered as essential requisites of a valid allotment: 
a) The directors of a company arc required to specify the minimum subscription amount in 

the prospectus. Law has very clearly laid down the principle that shares cannot be 
allotted unless the minimum subscription has been subscribed. 

b) The entire application money, not being less than 5% of nominal capital must have been 
received in cash. 

c) In case minimum subscripion has not been received within 120 days of the date of issue 
of the prospectus, the money received from the public must be repaid without any 
interest. However, interest @ 6% per annunl becomes payable by the directors of the 
company if the money is not paid back to the applicants within 130 days of the issue. 
Interest is not payable if it could be proved that default was not due to any negligence or 
misconduct on their part. 

d) In cases where prospectus is not issued by a company, a statement in lieu of prospectus 
has to be filed with the Registrar atleast three days before any allotment is made, 
otherwise allotment of shares shall be irregular. 

e) Allotment of shares cannot be initiated until the beginning of the 5th day from the date 
of issue of prospectus. If the directors desire to extend the period, they can do so 
provided that they have clearly stated this in the prospectus. 

f) With effect from 15th June, 1988, every company intending to offer shares or . 

debentures to the public for subscription by way of prospectus, should get their shares 
listed on one or more recognised stock exchanges. When the fict of application made to 
stock exchanges is disclosed in the prospectus, if permission is not granted by any stock 
exchange within ten weeks from the closure of subscription list, the allotment becomes 
void. 

8) Allotment of shares must be made by a resolution of the board of directors. 
" 

h) Allotment of shares must be communicated within a reasonable titnc to the concerned 
applicant. 



Eompany Accounts 1 i) Allotment must be absolute. It sho~lld have been made in accordance with the benns and 
conditions qtated in the application. 

The provisions of Section 209 of the Companies Act specifically requires a few books to be 
kept at its registered office for maintaining a record of different aspects of the company's 
activities. These are known as Statutory Books. Some of the important ones are the 
following: 

i) Register of investments of the company not held in its own name. 

ii) Register of mortgages and charges 

iii) Register of members and index 

iv) Register of debenture holders and index 

v)' Register of foreign members and debenture holders and their duplicates 

vi) ~ i n u t e  Books 

vii) Register of contracts, companies and firms in which directors are interested 

viii)Register of directors 

ix) Register of director's shareholding 

X) Register of loans, guarantees etc. to or investment in shares and debentures of 
companies in the same group 

BOOKS OF ACCOUNT . 

Section 209 (1) of the Companies Act requires,a compru'y to maintain at its registered office 
proper books account in respect of the following items: 

a) all sums of money received and spent by the company and the matters in respect of 
which the receipts and expenditure take place; 

b) all sales and purchase of goods by the company; 

C)  all assets and liabilities of the company; and . 
d) utilisation of material or labour or other items of cost as may be prescribe'd by the 

Central Government in case the company belongs to a class of companies engaged in 
manufacturing, processing and mining. ' 

Sub-section (2) of Section 209 provides that a company which has a branch office, whether 
in or outside India, is deemed to have complied with the conditions stated above in respect 
of branch offices as well if the following conditions are satisfied. 

i) ' proper books of account relating to the transactions effected at the branch offices are 
kept at these offices 

ii) proper sumrnarised returns for periods of not more ban 3 months each are sent by 
branch offices to the company at its registred ofice or any other place that may be 
approved by the Board of Directors of the company. 

Sub-section (3) of Section 209 provides a very important yardstick that should be kept in  
view by all those connected with accounting for a company. It h a s k e n  amended by the ' 

Companies (Amendment) Act, 1988 with effect from 15th June, 1988. Consequent upon the 
above amendment it stipulates that proper books of account are deemed to have been kept 
up by a company only if the following conditions are satisfied. 

i) the Profit and Loss Account and the Balance Sheet ef the company should give a true 
and fair view of financial position of the cornpan) or the branchoffice. 

ii) books of account& maintained both at the head office and branch offices; as the case 
may be, must explain their transactions, and 

iii) such books of account must have been kept on accrual basis and have been prepared 
accordi~lg 10 the double entry system of accounting. 

J: 



The books of account and other books and papers shall be opened to inspection by any 
director during business hours. 

A company should have capital in order to finance its activities. Share capital means the 
capital raised by a company by the issue of shares. In case of a company tlre term 'capital' 
and 'share capital' means the same thing. A company limited by shares should state its 
amount of share capital in its r~emorandum of association. An unlimited company and a 
company limited by guarantee may not have any share capital. . . 

f l.$.l Categories of Slaare Capital 
' 

From accounting point of view, there are different types of share capital. These art: as 
follows: 

! Authorised or Registered or Nominal Capital: The Authorised, or Nominal or 
Registered capital is the amount of share capital which a ccimpany is authorised to issue 
by its me~norandum of association. This is the maximum amount which a company is 
authorised to raise by the issue of shares. The amount of authorised capital of a 
company depends upon its husiness requirements. It can be increased or decreased by 
adopting the prescribed legal procedure. 

2 Issued Capital: It is that part of nominal capital which is actually offered to the public 
for subscription. Normally i3 company does not issue its entire nominal capital at a time. 
In this case the issued capita1.i~ less than the nominal capital. Tlie difference between 
issued capital and nominal capital is called "unissued capital". Issued capital can never 
be more than the nominal.capital. It can at the most be equal to the nomi!~al capital. 

3 Subscribed Capital: It is that portion of the issued capital which has been actuAlb 
subscribed by the public. Where the shares issued for subscription are wholly. 
subscribed, issued capital would be the same as the subscribed capital. 

4 Called up Capital: It is that part of nominal value of issued capital which has been 
called up OII the shares. For example, a share may be of Rs. 10 each. But at the time of 
issue the company is collecting Rs. 5 per share only. The remaining Ks 5 may be 
collected later on as and when needed. So called up will be Rs. 5 per share. 

5 Paid-up Capital: It refers to that amount of the called-up capital which has actually 
been r e c h e d  from shareholders. It is quite possible'that some shareholders may not 
pay the full amount called up. The amount not paid in respect of the allotinent and calls 
made is knowti as calls in arrears. Thus the paid-up capital IS equal to the called up 
capital minus calls in arrears. In ca::e there are no calls In alrcars, the paid-up capital 
will be same as called up capital. 

6 Uncalled Capital: 'I his is the remaining part of the issued capital which has not yet 
been called. The company may call this amount, any times, whcn it needs further 
capital, according to the provisions of the Articles. ' , 

. Example: Haryana Pesticide Ltc4. Kdrrlal had registered ils capital as Rs. 20.00,000 
divided into 2,00,000 shares of Rs. I0 each. On April I, I99 I .  i t  in"itcd applicarions for 
1,00,000 shares of Rs. 10 each payable Rs. 2 on application. I<\. 3 on allotn~ent. The 
remaining Rs. 5 per share is to bc collected later in two call\ The cornpany finalised the 
allotment on June 10, 1991, or 1,00,000 shares and rejccleii appl~cation for 50,000 
shares. The applicants for 1,000 shares did not pay them c d ~ l  ~lloney. The Autliorised 
capital, Issued capital, Subscribed capital Called up cap~tal, Patd-up capital and 
Uncalled capital of the company shall be 

Authorised or Registered or Noanlnal Capital 
2,00,000 shares of Rs. 10 each 
Issued Capital 
1,00,000 shares of Rs 10 each 
Subscribed Capital 
1,50,000 shares of Rs 10 each 

~eneral Introduction 



Company Accoynts I Called up Capital . 

1,00,000 shares of Rs. 10 each, Rs 5 per share called 
Paid-up Capital = 5,00,000 - (1,000 x 5) 

= 5,00,000- 5,000 
Uncalled Capital 
1,00;000 shares of Rs 5 each 

7 Reserve Capital: A Company may, by a special resolution, resolve that part of the 
uncalled capital shall be called only$ the event of winding up of the company. This 
amount is called 'reser-ve capital' of the company. It cannot be turned into ordinary 
capital without the leave of the Court and cannot be charged by the company. It is 
available only for the creditors 01, vinding up of the company. 

The reserve capital is different from 'Capital reserve' which is created out of the capital 
profits of a company. 

11.8.2 Classes of Shares ' 

Total capital of the c&mpany is divided into units of small denomination. One of the units 
into which the capital of the company is divided is called a share. A company can raise the 
required capital through one class of shares o; different classes of shares. As per Section 85 
of the Companies Act, a public limited company can issue the following two kinds of 
shares: (a) Preference Shares, and (b) Equity Shares. 

~referknce Shares 
Preference shares are shares which satisfy the following two conditions: 

i) With reference to dividends, they carry a preferential right over equity shares. The - 

preferential right of dividend as ascertained at a fixel amount per share or an amount 
calculated at a fixed rate. 

ii) With reference to $apital, on the occasion of winding up of a company or repayment of 
capital, they carry a preferential right to be paid back. In other words, the amount paid 
upon preference shares must be paid back before any thing is paid to the equity 
shareholders. This preference, unless there is an agreement to the contrary, exists only 
up to the amount paid up, or deemed to have been paid up, on the shares. - .  

The preference shares can be of various types. These are discussed below, 

i) Cumulative and Non-Cumulative Preference Shares: Preference shares are issued 
with two distinctive features in respect of right to dividend based on which they are 
classified as cumulative and non-cumulative preference shares. In case of cumulative 
preference shares, if there are no sufficient profits in a year for payment of dividends at 
the stipulated rate, the arrears of dividend are to be carried forward and paid out of the 
profits of subsequent years. In case of non-cumulative preference shares, right of 
recovery of arrears of dividend does not exist. 

ii) Redeemable and Irredeemable PreferenceShrrreg-Wfeme shares are also 
classified, based on redemption, into redeemable preference shares and irredeemable 
preference shares. In case of redeemable preference shares, at the end of specified 
period, t& company, pays back the amount of capital to the holders thereof. Sometimes, 
redemptipn may be made at premium. For example, a preference share of Rs. 100 of 
PQR Co. Ltd. is redeemable at a premium of Rs. 5 after ten years. After the lapse of 10 
years, on redemption the holder will get Rs, lh5 on each preference shares, In case of 3 k  

irredeemable preference shares, the amount of capital is not paid back before the 
winding up. According to the new Section SO-A of the Companies (Amendment) Act, 
1988 all the existing irredeemable preference shares shall be compulsorily redeemed by 
the company within five years from the commencement of this Amendment,Act. 

iii) Participating and Non-participating Preference Shares: Generally, preference shares 
are non-participatory i.e., they are not entitled to have 'any share in surplus. But, some 
companies issue participating preference shares. A participating preference share is a 
share which carries the right of sharing profits left after paying preference and equity 
dividends at a fixed'rate. Non-participating preference shares are those which are not 
entitled t ~ q B a e r ~  jn the 'surplus profit'. They are entitled to a fixed rate of dividend. 



iv) Convertible and Non-convertible Preference Shares: A convertible preference share 
is one which can be converted into equity shares. When a share cannot be converted . 

into equity shares, then it is said to be ahon-convertible preference share. From the 
above discussion, it is clear that there are different classes of preference shares based on 
different factors. Figure 1 1.1 will help you in recapitulation. 

Figure 11.1: Types of Preference Shares 

Dividend right Recovery of Conversion Participation 

I Capital 
I 

into equity in surplus profits 
shares I 

Cumulative Non- 1 
Cumulative Redeemable I~~edeemabl r  

I 

--'--I 
Convertible Non-Convertible Pgrticipating Non- 

Partcipating. 

Equity Shares 
They are entitled to dividend after payment of dividend on preference shares. The rate of 
dividend is decided by the Bojrd of Directors and approved hy the stiar~~tolders at the 
Annual General Body ~ e e t i n g .  Shares normally enjoy right over surplus profits which are 
counted by a company in the form of reserves and surplus. 

On the basis of lasses of shares, con~pany has two types of capital : (i) preference share 
capital and (ii) equity share capital. 

Preference Share Capital: Reference share capital means, in case of a company limited by 
share, that part of share oapital which carries a preferential right as to the payment of the 
dividend at a fixed rate and also a preferential right to the repayment of the paid-up capital. 

Equity Share Capital: Equity share capital means all share capital which is not preference 
,hare cqita1;- 

'::Jfeck Your Progress B 
i State below any two clauses formiqg plmt of Memorandum of Association. 

............................................................................................................................................ 

........................................................................................................................................... 
2 State the.essentia1 requisites of a valid allotment. 

........................................................................................................................................... 

........................................................................................................................................... 

3 State below four kinds of books which are considered as Statutory Books. 

....................................................................................................................... ...................a 

4. What do you ul~derstand by redeemable preference shares? 
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1.1.9 LET US SUM UP 

Company form of organisation has its beginning in England. A 'company' map be viewed as 
a,n association of persons who contribute money or money's worth to a common stock and 
use it for a common purpose,. 

Special features of companv form of orgsnisation are (i) voluntary association (ii) separate 
legal entity liii) limited liability (iv,) perpetual succession (v) transferability of shares 
(vi) common seal. 

Memorandum of Association and Articles of Association are the basic documents governing 
the setting up and administration of a company. Public limited companies are required to 
issue either a prospectus or a statement in lieu of prospectus for the purpose of inviting the 
public to subscribe for the sh&res/debentures. Equity shares and preference shares are the 
two classes of shares. Preference shares enjoy preference over equity shares with reference 
to dividends in normal course, and capital in case of winding up or capital ieduction. 

KEY WORDS 

Articles of Association: These are the rules, regulations and by-laws for the internal 
management of the company. 

Authorised Capital: Total amount of capital authorised by the Government which can be 
raised by a company. 

Company: An association of persons who contribute money or money's worth to a common 
stock and use it for a common purpose. 

Issued Capital: The amount of capital that is issued by a company to public. 

Mernol.andum of Association: The most important document of a company which has to 
be filed with the Registrar of Companies at the time of incorporation of a company. 

Perpetual Succession: A company continues to exist irrespective of changes in membership 
of the company 

Preference Shares: Shares &ich carry preferencial rights with reference to dividend in 
. normal course and to capital, at the time of winding up or reduction of capital: 

Share: A unit into which the capitals c'the corflpaly is divided, is called a share. 

Subscribed Capital: Total amount of capital subscdbed by public. 

EXERCISES --- 
A i) Indian Companies Act, 1956 ii) Association of persons iii) ~ o h l o n  Stock, 

Common purpose iv) Perpetual succession v) 50 vi) Registrar of Companies. 

B 1 a) abject Clause 
b) Name Clause 

2 a) Minimum subscription amount must have been received. 
b) Entire' application money not being l e ~ s  than 5% of nominal capltal must have 

Q been received in cash. 

3 a) Register of mortgages and charges. 
b) Register of members and index. 

' c) , Minute Books 
d) Registzr of Directors. 

4 Redeemable preference shares are those where the company pays back the amount 
of capital to the holders thereof. 



11.12 TERMINAL QUESTIONS 

1 Briefly discuss special features of a company. 
2 Distinguish between partnership and company forms of organisations. 
3 Discuss basic steps involved in formation of a company. 
4 Specify various statutory books to be maintained by companies. 
5 What are the different classes of prefer;?nce shares? Explain. 

General Introduction 



RECORD OF SHARE CAPITAL 

Structure 

12.0 Objectives 
12.1 Introduction 
12.2 Procedure and Accounting Entries for Issue of Shares 

12.2.1 Procedure for Issue of Shares 
' 12.2.2 Basic Accounting Entries for Issue of Shar~s 

12.3 Issue of Shares for Consideration other than Cash 
12.4 Issue of Shares for Cash 

12.4.1 Issue of Shares for Cash at Par 
12.4.2 Issue of Shares for Cash at a Premium 
12.4.3 Issue of Shares for Cash at n Discount 

12.5 Oversubscription of Shares 
12.5.1 Full Allotment 
12.5.2 Pro-rata Allotment 

12.6 Calls in Arrears 
12.7 Calls in Advance 
12.8 Forfeiture of Shares 
12.9 Reissue of Forfeited Shares 
12.10 Issue and Redemption of Preference Shares 

12.10.1 Issue of Preference Shares 

12.10.2 Redemption of Preference Shares 
12.11 LetUsSumUp 
12.12 Key Words 
12.13 Answers to Check Your Progress 
12.14 Tenninal Questions/Exercises 

12.0 OBJECTIVES 

After studying this unit you should be able to: 
@ make accounting records for issue of shares (equity and preference) for.cash as well as 

for consideration other than cash 
@ explain the legal provisions for the issue of shares at a premium and-the accounting 

entries involved 
explain the legal requirements for the issue of shares at a discount and the accounting 
entries involved 

@ d~scrikle the implications and make necessary entries in case the issue is oversubscribed 
make necessary entries for calls in arrears and calls in advance 
describe the procedure, implications and accounting treatment of f o r f e e m  and reissue 
of shares * 

explain the rules for redemption of preference shares and make necessary journal entries. 

INTRODUCTION 

-Every business concern requires sufficient financial resources for the successful operation of 
its business activities. A sole trader introduces capital out of his own pocket. Similarly, the 
partners of a firm bring their shares of capital into the firm. But, in the case of corporate 
body, the capital is raised through the issue of shares. A private limited company cannot 

' 

issue shares ta the public, But a public limited~ompany colle~~sfunds by issuing shares to 
the puplic. For this purpose every public limit d Company after incorporation, issues ' ' 

t prospectus inviting the public to subscribe to ~ t s  shares. Every person desihng to subscribe 
to the  blues will have to apply on the company's application form. On receipt of such .2' 

applications, the directors allot shares to the various applicants and thus money is raised. - 

In Unit 11 you learnt about the various types of shares and the rules relating to their 
allotment, In this unitwe shall discuss the process of issuing the shares and the accounting 
entries involved, We shall also discuss the rules for redemption of preference shares and the 
accounting thereof. 



12.2 PROCEDURE AND ACCOUNTING ENTRIES FOR 
ISSUE OF SHARES 

Yon know that a company mostly issues two types of sh'ares: (ij ~qujty shares, and 
(ii) preference shares. Ira each case, the company can either collect full amount of the issue 
price of the share along with application itself or collect it in easy hstalments over a period 
of time. In practice, the companies usually collect the amount in instalmen& as it 
ensures better response from the investors. 

m e  first instalment is collected along with application and is thus known as 'apilication 
money'. The remaining instalments are termed as first call, second call and so on. The word 
'final' is suffixed to the last instalment. For example, a company issues equity shares of 
Rs. 10 each collecting Rs. 2 on application. Rs. 3 on allotment. Rs. 3 on first call arld Rs. 2 
on second call. The second call will be termed as 'second and final call'. If the company 
were to collect Rs. 5 on first call itself, the first call will be termed as 'first and final call' 

312.2.1 Procedure for Issue of Shares 

The procedure followed for the issue of the shares is as follows. 

1 Issue of Prospectus: First of all, the company issues a prospectus which provides 
complete information about the company to the prospective investors. It dso mentions 
the manner in which the amount on shares is to be collected. 

2 Receipt of Applications: The company makes its application forms available to the 
public through its brokers and banks. Applications are received through a Scheduled 
bank for at least four days from the date of oplening the subscription to the issue. 

3 Allotment of Shares: After the closure of the subscription list, the shares have to be 
allotted within 120 days of the issue of prospectus provided 'minimum subscription' 
has been received. Minimum subscription is the amount which in the opinion of 
directors, must be raised to meet the basic needs of the business operations of the 
company. If the same is hot received, the company cannot proceed with the allotment of 
shares and the application money must be refunded to the applicants within 130 
days of the issue of the prospectus. 
/' 

If the minimum subscription has been received, the directors after completion of certain 
legal formalities, send the allotment letters to the successful subscribers. The letters of regret 
and the refund#,orders are sent to those to whom no allotment has been made. 

312.2.2 Basic Accounting Entries for Issue of  Shares 

The procedure for accounting for the issue of both equity and preference shares is the same. 
However, the words 'equity share' or 'preference share' is prefixed to the instalments in 
.order to differentiate betyeen the two. The amount of money paid with various instalments 
represents thecontributions to share capital and should ultimately be credited to Share 
Capital Account. However, for the sake of convenience, individual accounts are opened for 
each instalment. All money received alongwith applications are deposited with a scheduled 
bank for which a' separate account has to be opened. In fact, all applications are received 
through banks which collect the money and credit it to the company's public issue account 
opened for the purpose. The company, in its books, passes the folloding entry for the 
application money received. I 

Bank A/c Dr , 
To Share Application A/c 

(Application money fcr .,....... ,.., Shares @ Rs .....,.,....... ,.. per share received) 

The &oney received with applications represent contributions towards sliare capital. This 
dill have to be transferred to the Share Capital Account. The next entry, therefore, will be as 

'follows: 
Share Application A/c Dr. 

To Share Capital A/c 
(Application money on ...........,... Shares at Rs ...................... per share allotted as per 
directors' resolution no ...........,.,..., dated ....,,,.,,, ,. transferred to share capital) 

Record of Share Capital 
Tral~wctions 



Company Accounts I After this, the sequence of entries will change. Allotment money on first and/or second call 
money will fall due for payment as soon as allotment is done or calls are made. Hence, the 
entry for the amount due will have to be made first and the ently for the actual cash received 
will be made later. Thus, the relevant entries will be as follows: 

Share Allotment A/c Dr. 
To Share Capital A/c 

.............. (Money due on allotment of shares 
................. @ Rs per share asper Directors' 

..................... Resolutiori no dated .......................) 
Bafik A/c Dr. 

To Share Allotment A/c 
................ (Money received on shares allotted) 

Share 1st Call A/c Dr. 
To Share Capital A/c 

.............. .......... (Money due on Shares @ Rs 
per share on 1st call made as per Directors' 

................ .................. 'Resolution no dated ) 

Bank A/c 
To Share 1 st Call A/c 

(Money received on ................. Shares in 
respect of 1st call) * 

Share 2nd & Final Call' A/c 
To Share Capital A/c 

................. ................ (Money due on shares @ Rs 
per share on 2nd & final call made as per 
Directors' Resolution no .......... dated ................ 1 

- BankA/c Dr. 
To Share 2nd & Final Call A/c 

(Money received on .............. shares in respect 
of 2nd & final call) 

Dr. 

Dr. 

I t  must be noted that the application money should be at least 5% of the face val~le of the 
share as per legal provisions. It is the minimum limit and the company is enipowered to 
demand any amount between 5% and the full face value of the share. The calls are to be 
made as per the provisions of the Articles of Association and in the absence of such Articles 
the provisions of Table A will apply which are: (1) a period of one rnonth n u s t  elapse 
before another call is m d e ;  (2)+the amount of the call should not exceed 25% of the face 
value oS the share; (3) fourteen days' notice is given to the shareholders'to pay the amount; 
and (4) calls must be made on a uniform basis on all shares within the same class. 

1.2.3 ISSUE OF SHARES FOR CONSIDERATION 
OTHER THAN CASH 

A company can issue its shares for cash or for consideration other than cash such as against 
purchase of land and buiIdings, plant and mtichiriery, etc. The purchase of an asset against 
the issue of shares comprises two distinct transactions: (1) the purchase of an'asset (on 
credit), and (2) the issue of shares, 
Hence two separate entries can be made as follows: 

I Asset A/c Dr , 
To Vendors 

(Asset purchased from the Vendors) 

2 Vendors Dr. 
To Share Capital A/c 

(Allotment of ............. shares of 
Rs .................. .each fully paid to Vendors) 

Sometimes, a company rewards its promoters for their services by issuing shares to them 
witllout any payment. Such an issue of shares also comes under the issue of shares for 



co~lsideratio~i other than casl.1. 'The full a~noullt of the shares issued to the promoters for their 
services is tc.garded as the cost of goodwill and the entry shall be just the same as the 
purchase trf any other asset. Some corlservarive accountants prefer to consider the issue of 
such shares as 'incorporation costs' arid so debit this amount to Incorporation Costs 
Account. 'The entry thus will be: 

Goodwill/Incorlporatiori C,'osls Alc Dr. 
To 511we Capital A/c 

........... ........... (Issue ut' Shares of Ms 
each as fully paid to the Promoters 

.............. as per Directors' Resolution no. 
dated ............. 1 

12.4 ILSSUE OF SHARES FOR CASH 

'fie issue of s11ru.e~ for cash can he at par or at a premium or at a discount. Let us now 
discuss these three situations in detail. 

12.4.1 Issue of Sllases fur Cash at Bbar 

When the shucs are issuer1 for cash at par, the applicar~ts will be requiretl to pay the face 
vtllue of the share in one lump I;uln ur in instalmeaits as explained e:u'lirr in this unit uridel 
Sectinil 12.2. T l ~ e  basic entrios have alsit beell discussed there. The sanle :st: beirig 
explained hew with 111e help of Illu!itratioti 1 .  

1llustr:rficso 1. 
Alok Lid., offerfttrcd lo1 subscription to the public 10,00U equity shares of Rs. 10each puyable 
Ks. 5 on application; Rs. 3 on allotlnc~lt and the balance oil 1st and final call. Applications 
were received for 10,000 equity sllares. The directors niade tlic allotment to the applicants in 
full. All anlounts due on allotment a11d first allti final call were duly received, 

Give journal entries in the books of Ihe company. 

Solutlaa 
Journal Entries Irk the Books of Alok Lid, 

Buhk A/c 
To Equity Share Application Alc 

(Application money an 10,000 shares 
@ Rs. 5 per share received) --- 
Eguity Shore Application A/c 

To Equity Share Caf~itnl Nc 
(Apylioetiuri money on 10,000 Equity 

Directors' Resolutiori No ................. 
duted ................) 

(Money received on 10,000 sharr:~ 
@ Rs. 3 per sliarc 011 allotnient) -- 
bully Share 1st Q Finel %ell A/c 

TO Equity S h i ~ r ~  Capital A/c  
(Money due on 10,DW shares @ Rs. 2 

Record of Share Capit:~l 
Transuctions 



Company Accounts I After the shares have been allotted and the money received, the Balance Sheet of the 
company will show the Share Capital Account on the liability side and Bank Account on the 
asset side. It should be noted that the total of 60th sides of the Balance Sheet at any point of 
time will be equal. ~ e t  us.prepare the Balance Sheet of Alok Ltd. as per the solution of 

- - 

Illustration 1. . , 

12.4.2 Issue of Shares for Cash at Premium 

Balance Sheet of Alok Ltd. 

When a company offers to issue shares for more than the face value of shares, the excess 
amount is known as premium. A company can issue shares at premium subject to the , 

sanction by the Controller of Capital Issues. The amount of premium is decided by the 
~bntroller of Capital Issues after taking into consideration the market value of the shares, 
the accumulated profits, and the net worth of the company etc. The premium can be any 
amount approved by the Controller. The amount of premium received is credited to a 
separate account known as 'Share Premium Account'. It is shown on the liability side of the 
Balance Sheet as a separate item. 

Share Capital 

According to the Section 78 of the Companies Act, the amount of share premium received 
can be utilised for the following purposes. 

i) issuing fully paid bonus shares to the members; 

Rs. 
10,000 

ii) , writing off the preliminary expenses of the company; 
, 

Rs. 
Bank 10.000 

1 

iii) writing off the expenses of, or the commission pair or discount allowed on, any issue 
of shares or debentures of the company; or 

iv) providing for the premium payable on the redemp.ion of any redeemable preference 
shares or any debentures of the company. 

If the company wants to utilise the premium for any other purpose, it will have to obtain the 
consent of the Court. Thus it should be clear that there are no restrictions on the issue of 
shares at premium or the quantum of premium subject to the approval of the Controller of 
Capital Issues but there are restrictions on the utilisation of share premium. 

The amount of premium may be demanded with application, allotment or any one of the 
calls or may be spread over any two or more of the above instalments. Thus the amount 
demanded and received will include share premium in' addition to contributions towdds 
share capital and the two should be bifurcated and credited to their respective accounts. The 
bifurcation should always be done at the time of making transfer entry and not at the time of 
making entry for cash receipt. Look at the Illustration 2 wd see how the Journal entries are 
passed in case the shares are issued at premium. 

Illusfration 2 
Ajanta Ltd. offered for public s%bscription 10,000 equity shares of Rs. 10 each at u premium 
of Rs. 2 per share payable Rs. 4 on application, Rs. 4 (including premium) on allotment and 
the balance in two equal instalrnents of Rs. 2 each. The issue was fully subscribed, All the 
money was duly received. 

Giie journal entries to record the above transactions and also show the Balance Sheet. 

Solution 

Rs. 

Journal Entries in the Books of Ajanta Ltd. 

Bank q l c  Dr. 
'To Equity Share Application A/c 

(Application money for 10,000 shares 
@Rs. 4 per share received.). 

Equity Share Application A/c F'=. 
To Equity Share Capital qlc 

(A'ppllcation money @ Rs. 4 per share 
on.10,000 shares allotted as per 
Directon' Resolution no ............ 
dated .............. transfemd) 

Rs. 
40,000 

40,000 



Equity Share Allotment Alc Dr. 
To Equity Share Capital N c  
To Share Premium N c  

(Amount due on 10,000 shares on allot- 
ment Rs. 2 per share on capital account 
and Rs. 2 per share on premium account 

......... .............. as per Directors Resolution NO dated 

Bank NC Dr. 
To Equity Share Allotment-Nc 

(Wney received on 10,000 shares @ 
Rs. 4 per share on allotment) 

Equity Share 1st Call N c  Dr. 
To Equity Share Capital A/c 

(Money due on. 10,000 shares @ Rs. 2 per 
share on 1st call made as per Directors' 
Resolution No .............. dated .......... ) 
Bank A/c Dr. 

To Equity Share 1st Call A/c 
(Money received on 10,000 shares @ 
Rs. 2 per share on 1st call) 

Record of Share Capital 
Transactions 

.- 

Equity Share 2nd & Final Call A/c I 20,WU 
To Equity Share Capital N c  

(Monev due on 10,000 Shaies @ Rs. 2 per 
share i n  2nd & final call made as pc'.. - 

Directors' Resolution no .............. dated .......... ) 
- 

Bank N c  Dr. 
To Equity Shnre 2nd & Finalcall A/c 

(Money received on 10,000 shares @ Rs. 2 
per share on 2nd & final call) 

Balance Sheet of Ajanta Ltd. 

12.4.3 Issue of Shares'for Cash at a Discount 

When a company issues shares at a price less than the face value of the share, it is known as 
'issue of shares at s discount'. Shares are ordinarily not issued at a discount by companies 
because the discount allowed is a loss to the company which no company would like'to 
incur in normal circumstances. A company can issue shares at a discount subject to the 
conditions laid down in Section 79 of the Companies Act. 

Rs. 

1,20,000 

1,20,000 

Liabilities 

Share Capital 
Share Premium 

The conditions laid down in Section 79 of the Companies Act are as follows: 

i) The issue of shares at a discount is authorised by a resolurion passed by the company in 
general meeting and the sanction by the Company Law Board. 

Rs. 

1,00,000 
20,000 

1,20,000 

ii) . The resolution specifies Lhe maximum rate of discount at which the shares are to be 
issued. (The rate of discount must not exceed 10% unless the,Company Law Board is of 
the opinion that a higher percentage of discount may be allowed in the special 
circumstances of the case.) 

Assets 

Bank 

i'ii)~ Not less than one year has, at the date of issue, elapsed since the date on which the 
company was entitled to commence business. 

iv) The shares are of a-class which has already been issued. 

v) The shares are issued within two months of the date on which the issue is sanctioned by 
the Company Law Board or within such extended time as the Board may allow. 

Thus, it is clear that ,a newly formed company cannot issue shares at a discount nor a new 
class of shares can be issued at a discount. The loss on such issue is to be debited to 
'Discount on Issue of Shares Account' which will be written off out of the profits in 
subsequent yeam s r  may be set off against share premium or other capital profits. The 



corn pan^ Accounts I atnount of discount will be shown on the assets side oi l~alance Sheet till it is completely 
written off. 

The entry for discount shouId be passed at the time of allotment alongwith the transfer entry 
for allotment because the loss on account of discount is incurred as so011 as the shares have 
been allotted. Illustration 3 will help you to understand the issue of shares at a discount. 

Illustration 3 
Ankur Lld. invited applications from the public for subscribing far 10,000 equity shares of 
Rs;, 10 each at a discount of 10 per cent payable. Rs. 4 on applicqtion, Rs. 3 on allotment and 
the balance on 1st and final call. The issue was fully subscribed iu~d all the money was duly 
received. 

Give jo~~ina l  kntqics for the above in the books of the company and show the nalance Sheet. 

Sullutiotl 
Journal ~ntrice'in the Books of Ankur Lto. 

Bank A/c 

Equity Shore Application A/c 
To Equity Share Capital A/c 

(Applicatio~~ money @ Rs. 4 per ah&re on 
10.000 shares allotted as per Directors' 
Resolution No .......... dated ...,....... transferred) 

Equity Sl~nre Allotment A/c 
Discount on Issue of Shares A/c 

To Equity Sllare Capital A/c 
(Amount due @ Rs. 3 per share on ~llotrrent 
and Re. 1 per share discoont on 10,MX) 

shares on 1st €4 final call) 

Bank A/c 
To Equity Shqrc 1st & Final Call A/c 

(Amount received olr 10,000 shares @ 
Rs. 2 per shore on 1st & final call) 

Dalrrnce Sheet of Ankur Ltd. 

Share' Capital 

Liabilities -- - 

Discount on Issue 
of Shares 

OVE&LSUBSCRIPTION OF SHARES 

1 Rs. 

When the number ajf shares applied for is more than the number of shares the company has 
offered to He public, it is known as 'Oversubscription'. Even in the case of oversubscription 

,'the company cannot issue and allot more than the number of shares it had offered to the 
public for subscripti~on. But, in the recent years there has been a trend amongst the 
companies entering the capital market to clearly rnentioii their intenti~n to retain a certain 
percentage (not more than 15 per cent) of the number of shares offered out of over- 
subscription in which case the number of shares to be issued by the company wiIl be the 

22 ' number offered plzs t\'le retention pcsrcentage. In the case of oversubscription there may be 

Assets Rs. 



M e  possibilities: (1) some applicants may be allotted the full nbmber of shares they have 
applied for which is known ns 'full allotment', (2) some applicants may not be allotted any 
shares in which case their avplications are treated as 'rejected', and (3) some applicants may 
be allotted less number of shares than they have applied for. In the first case, there is no 
excess money received. In the second case of rejection, the whole amount will have to be 
rcfunded to the applicants. In the third case of partial allotment, the excess amount received 
on application may M utilised towards the money due on allotment by transferring the 
excess amount from the Share Application Account to the Share Allotment Account. Let us 
discuss these possibilities in detail. 

12.5.1 Full Allotment 

As already mentioned, whenever there is oversubscription szt: of the alternatives available 
to the director is to allot full shares to a few applicants and reject the remaining applications., 
In this case, the application money for the rejected applications will be returned. Hence, 
there will be no application money left for adjustment ngainst the allotment money due. 
Illustration 4 will help you to understand it better. 

Illustration 4 
Ajay Ltd. offered for public subscription 10,000 equity shares of Rs. 10 each at par payable 
Rs. 3 on application; Rs. 4 op allotment and the balance of Rs. 3 on 1st and final e:nll. The 
company received applications for 15,000 shares. The directors allotted to the app!icants of 
10,000 shares in full; Applications of 5,000 shares were rejected, and application money 
refunded. All the money was duly received. 

Give journal entries in the books of the company and the Balance Sheet of the company. 

Sslution 
. , Journal of Ajay Lid. 

To Bank Alc 
(Application money on 10,000 shares 

(Allotment money due on'lO,O(M shares 
@ Rs. 4 Ixr sham as per Directors 
Rer;olution no ............. dated ............) - 
Bank A/c 

Rs. 

45,000 

Rs. 

Balance Sheet of Ajay Lid. 

Rs. 1 Rs. 

Share Capital 1,00,000 Bank l.OO,G€Q 



Company Accounts I 

When a company allot shares rateably to all the applicmts it is known as pro-rata i4llotment 
, Alternatively, it can reject certain applications and refund the application money; allot full 

shares to some applicants and make pro-rata allotment to others. All these will be done by 
draw of lots and not arbitrarily. Now the main problem is what to do with the excess amount 
received on application in case of pro-rata allotment. It would be quite foolish to refund the 
excess money first and then ask the allottees to pay the atloanent money. Hence, usually the 

.excess amount received on application is transferred and adjusted towards money-due on 
alldtment. 

-'# 

Now in case ofgro-rata allotment, the amount of money received on application from an 
applicant is bifurcated into two parts: (1) amount adjusted on the shares allotted in respect 
of application money, and (2) excess amount transferredand adjusted towards the shqe 
allotment money due being the application money received on shares not allotted. Look at 
Illustration 5 and studyhow money received on applicatls is adjusted when pro-rat. 
allotment is made. 

Illustratio~i 5 
Arctics Ltd. invited applicatio~~s from the public for the issue of 2?, CX,M equity shares of 
Rs. 10 each at a premium of 30% payable Rs. 3 on application; Rs. 6 on allotment including 
premium and the balance in two calls of an equal amount. Applications for 25,000 equity 
shares were received. The directors illotted 20,000 shares to all the applicants pro-rata 
/adjusting the excess application money towards allotment. All money due onallotment and 
calls were received. 

'Give journal entries to record the abbe transactions in the books of the company. Also 
show the Balance Sheet. 

Solution 

Journal Entries in the Booh of Arctica Ltd. 

I 
- 

Rs. Rs. 

Bank A/c 
To F4uity Share Application, A/c 

(Application money on 25,000 shares 
9 Rs. 3 each received) 

Dr. 

Equity Shnre Application A/c Dr. 
To Equity Share Capital A/c 
To Equity Share Allotment N c  

(Applicetion money @ Rs. 3 per share on 20,000 
shares allotted (ransferred to Share Capital 
A/c and the excess arnollnt adjusted towards 
fillotment) 

Equity Share Allotnlent A/c Dr. 
To Equity Sham Capital A/c 
To Share Pmmium A/c 

(Amount due on allotment of 20,000 shares 
@ Rs. 6 per share as per Directors' 
Resolution No .............. dated ............... ) 

Bank Nc Dr. 
To Equity Share Allotment A/c 

(Allotment money received on 20,000 
shares after adjusting excess money received 
on application) 

Equity Share 1st Call A/c Dr. 
To Equity Share Capital A/c 

(Amount due on 1st call @ Rs. 2 per 
share on 20,000 shares as per Direc- 
tors' Rgsofution no ............. dated .........) 
Bank &c 

$0 Equity Share 1st ICall A/c 
Dr. 

, (Amount received on 1st call) 

~ ~ u i b  Share 2nd & Final [:all Alc Dr. 
,To Equity Shire Capital A/c 

I (Amount due on 2Rh & finel call @ Rs. 2 per 
share on 20,000 shares as per Directors' 

............, .............. , Resolution no dated 1 I 



' 4  

Bank Afc 
To Equity Share 2nd'& Final Call Alc 

(Amount received on 2nd & final call) 

I$al:aace Sheet of Arclicn Ltd. 

Wordking Notes: Table for calculation of excess money received on application a ~ d  adjusted 

Stlare Capital 
Share Prcmicm 

towards allotment money due. 

I I I I .- 

- 
Rs. 

2,60.000 

Illustration 6 
Autolitc Ltd. invited applications from the public for the issue of 10,000 ccluity*shares of 
Rs. 10 each at a premium of Rs. 3 per share payable Rs. 5 on applicalion, Its. 6 on allotment 
(including premium) and the balance on 1st and final call. The company received 
applications for 15,000 shares. The directors allotted to the applicants of 8,L\00 shares in full; 
to the applicants of 4,000 shares 2,000 shares adjusting the excess application inoney 
towards allotment and tlie retllaining applicatiol~s were rejected and the money refunded. All 
monies were duly received. 

Give journal entries for the above transactions in the books of the cotnpany. 

Solution 
Journal Entries in the books of Autolltc Ltd. 

Bank A/c Dr. 
To Equity Shue  Application Alc 

(Application money @ Rs. 5 per s l i m  
on 15,000 shares rcceived.) 

Equity Share Application A/c Dr. 
To Equity Share Capital A/c 
To h u i t y  Share Allotnient A/c 
To Bank A/c L 

(Application money on 10,000 shnres allotted 
transferred to share cnpital on 2,000 shares 
transfemed to share allotment and ott 3,000 
shares refunded as per DirBctor's Resolution 
No ............ dated ............. 1 

Equity Shnre Allotment A/c 
To Equity Share Capital A/c 

, To Share Premium Alc 
(Amount due on allotn~cnt of 10,000 
shnrcs @ Rs. 6 per share as per 

........... Directors' Resolution no 
............... dated ) 

Dr. 

Dr. 

. . 
Baru '- Dr. 

'lu q u i t y  Shlue Allotment, A/c 
(Allotment money after a d j ~ t i n g  
excess money, received) 

Rs. 

75,000 

Ks. 

75,000 



Company Accounts I Equity Share 1st & Final Cali A/c 
To Equity Share Capital A/c 

(Amounl due on I st & final call on 
10.000 shares @ Rs. 2 per share as 

............ per Directors' Resolution no 
dated .......... .) 

Dr. 

Balance Sheet of Autulite Ltd. 

Bank A/c Dr. 
To Equity Share 1st & Final Call A/c 

(First and final call on 10,000 shares 
received @ Rs. 2 per share) 

Liabilities I Rs. I Assets I Rs. I 

20,000 

- 

Share Capital 
Share Premium 

Working Note: Table for calculation of excess money received on application and adjusted 

12.6 CALLS IN ARREARS 

towards allotment money due. 

When any allottee fails to pay tll; amount due on allotment or any of the calls in respect of 
shares allotted to him, such amount is known as 'Calls in Arrears'. When full amount is not 
received, the Share Allotment and Calls accounts will show some balance represenling the 
unpaid amounts on allotinent and calls. 

The unpaid amounts on allotment and calls nlay be kept in heir respective accounts as 
balance not received or may be transferred to a new account opened for the purpose known 
as 'Calls in Arrears Account'. The Calls in Arrears Account shows a debit balance which is 
shown as a deduction from the paid up share capital on liabilities side of the Balance Sheet. 
'The company can charge interest on calls in arrears for the period for which such amount 
remains unpaid at the rate given in the Articles of Association of the company. In case the 
company does not the Articles of Association of its own, Table 'A'  of the Colnpanies Act 
will apply. In t!~at case, the rate of interest shall not exceed 5 per cent per annum. On receipl 
of the call together with interest, the interest portion sllall be credited to Interest Account 
while call money shall be credited to the respective call account or to call jn.Al~ears .. 
Account as the case may be. Look at illustration 7 and see how calls in%rears are treated in 

i the books of the company. 

a illustration 7 
Singh & Co,  Ltd. invited application for 2,500 equity shares of Rs. 100 each, payable Rs. 25 
on application, Rs. 50 on allotment and the balance on 1st & Final call. Applications were 
rece!ved for 3,000 shares and pro-rata allotment was made to all. All the money was duly 
received except 1 st call, on 250 shares. ~ e c o r d  the above transactions in the books of the 
company and show its Balance Sheet. 

(4) 
Applicatior~ 
money to he 
transferred 
to share 
capital 
Rs. 

(3)  x 5 
40.000 
10.000 
- 

50,000 

( 5 )  
Excess money 
to be adjus- 
ted towards 
allotment 

Rs. 

(2) - (4) 
- 
10,000 
- 

10,000 

(3) 
Shares 
issued 

8.000 
2.000 
- 

(6) 
Moncy 
to be 
returned 

Rs. 

- 
- 
1 5,000 

15.000 

(1) 
Application 
received 

8,000 
4,000 
3,000 

(2) . . 
Moncy received 

, on application 

Rs. 

, ( I )  x 5 
40,000 
20.000 
1 5,000 

75,000 



Solution 
.lournab Entries in the Books of  Sinprh S( Co. Ltd. 

Record of Share Capital 
Trarlsactions - 

quity Share I st & Final Call, A/c 

I Rs. Rs. 

Note: Enlty for the rcceip( of 1st & I'innl call c:111 illso hc passcd ;IS li?lluws: 
Bank A/c Dr. 50,250 

To Equity Share 1st & Final Call A/c 
In this case the Call Account is not closed. 

Uulance Sheet of Sing11 & Co. Ltd 

112.7 CALLS IN ADVANCE I - 

Share Capital 2,50,000 
Lesq Calls in Arrears 6,250 - 

Working Notes 
(1) 

When a company accepts money paid by some allotlee in respecl of calls not ye1 duc, such 
amount is known as 'Calls in Advance'. IL may also happen in case of pclrtial allotment of 
sllares whpn the full amount of application money paid by ;In applicnni is not adjuslcd to 
allotnient and if the company decides to retain such excess amo~ult, it is called 'Calls i n  
Advance'. It is a liability of the company and should be transferred LO 'Calls ill Advunoc' 
Account. It will be adjusted when the respective call is made. 

El~lrik 
Rs. 

2,43,750 
- 

2,43,750 

Application 
receivcd 

(1) 

3.000 

Rs. 
2,43,750 

2,43,750 - 

(2) Calls in Arrears = Number of s'hares on which 1st cilll is not seceived x 1st call money 
=. 250 x 25 = Rs. 6,250. 

Application 
money 
received 

(21 

( I )  x 25 
75,000 

Application 
invited 

(3) 

2,500 

Appliciltion 
rnoncy to 
be trans- 
l'errcd to 
share 
capital 
(4) 

(3) x 25 
62,500 

Excess 
money on 
share 
application 

( 5 )  

(2) - (4) 
12,500 

Arnc~unt 
clue on 
allotment 

( 6 )  

(3)  x 50 
1,25,000 

Amount 
to be ' 
received 
on allotrnent 

(7) 

(6) - (5) 
1,12,500 



Company Accounts I But till then it will be shown as liability in the Balance Sheet. The company must pay 
interest on the amount of calls in advance at a rate stipulated in its Articles of Associatic~ti. 
In the absence of any Articles of Association of its own, the company will have to follow the 
piovision of Table 'A' of the Companies Act according to which the rate of interest to be - 

allowed on calls in advance should not exceed 6 per cent per annum. Look iit Illu3tration 8 
and see how calls in advance are treated in the books of the company. 

\ 

IIlustration 8 
A limited company invited applications for 10,000 equity shares of Rs. 25 each payabJe ' . 
Rs. 10 on application, Rs. 5 on allotment and the balance on 1 st & final call. Ram, a holder 
of 100 shares did not pay the 1st call. Another person Shyam, a holder of 150 shares, made 
the full payment at the time of application. Record the above transactions in the books of the 
cornpan y. 

Solution 
Journal 

Bank A/c Dr. 
To Equity Share Application A/c 
To Calls in Advance A/c 

(Application money received on 
10,000 shares and f111I paymerlt received on I50 shares.) 

Equity Share Application Alc Dr. 
To Equity Share Capital A/c 

(Applica~ion money transferred to share capital.) 

Equi~y Shnrc Allolment A/c Dr. 
To Equity Share Capital Alc 

(Allotment nloncy on 10,000 shares due) 

Bank A/c Dr. 
Calls in Advaticc Alc Dr. 

To Equity Share A~iotnlent Alc 
(Altotmcnt money on 9,850 shares received 
and allotmcnl money on 150 shares received in 
advance adjusted.) 

Equity Share 1st & Final A/c Dr. 
To Equity Share Capital Alc 

( l st & rinal call duc) 

BankAlc . . Dr. 
Calls in Advance Alc Dr 
Calls in Arrears Alc Dr. 

To Equity Share 1st & Final Call A/c 
( I  st call on 9,750 sliares rcceivcd, on 150 
shares received in advance ndjusted arid on 100 
not received.) 

Nute: All the entries of bakk transactions can be directly passed in the Cash Book 

Bnlnnce Sheet 

Check Your Prqgress A 
I State whetherbe following statements are True or False. 

a) A p M i c  limited company can issue its equity shares only against cash. 

Rs. 

1,02,250 

1,00,000 

50,000 

49,250 
\ 750 

1,00,00C) 

97,500 
1,500 
1.000 

1,labilitieq 

Equity Share Cap~tat' 
2.50,OOO 

Less: 1,000 
Call in 
Ar re~ ts  - 

b) A company can charge any amount of premium with the permission of Controller 
Of Capital Issues. - 

Rs. 

1,00,000 
2,250 

1.00,OOO 

50,000 

50,000 

1,00,000 

1,OO.OOO 

c) Share premium can be utilised for writing off goodwill. 

d) A public company can issue shares at a discount immediately after its incorporation. 

Rs. 

2,49,000 

- 
2,49,000 

'>Aweis 

Bunk 

Rs. 

2,49,000 

2.49,OOO 



e)  Preliminary expenses can be written off against share pretnium. 

f) A company can charge any rate of interest on calls in arrears if prescribed in its 
Articles of Association. 

g) Discount on issue O A  shares cannot be written off against share premium. 

h) A company can issuelany class of shares at a discount after its incorporation. 

2 Fill in the blanks. 

a) 'Application money otl shares to be issued by a company to the public must be at 
least ........ per cent of the nominal value of the share. 

b) Table 'A' provides that at least a period of ....... must elapse before another call is 
made. 

C) In the absence of its own Articles of Association a company can charge interest on 
calls in arrears at a rate not exceeding ..... per cent per annum. 

d) Accord-ipg to Table 'A' the amount of call should not exceed .....,, per cent of the 
face value i$ the share. i' 

e) A company can pay interest on calls in advance at.a rate not exceeding ....... per 
cent per annum as per the provisions of Table 'A'. 

f') ................ can be utilised for ~ssuing fully paid bonus shares. 

3 Answer the following: 

a) A company issued 10,000 equity shares of Rs. 10 each at par payable Rs. 3 on 
application; Rs. 3 on allotment; Rs. 2 on 1st call and Rs. 2 on 2nd and find call. 
The allotment money was payable on or before 1st May, 1988; first call money on 
or before I st August, 1988 and the final call on or before 1st October, 1988. A to 
whom 500 shares were allotted did not pay the allotment and the call moneys; B, an 
allottee of 300 shares did not pay the two calls and C to whom 400 shares were 
allotted, did not pay the final call. Calculate the amount of calls in arrears in respect 
of allotment, 1 st call and final call and also the total amount of calls in arrears. 

b) In question (a) above, if B pays the total amount of calls in arrears together with 
interest on 1st January, 1989, calct~late the amount of interest as per the provisions 
of Table 'A'. 

c) Alpine Ltd. issued 20.000 equity shares of Rs. 10 each for cash at par payable Rs. 3 
on application; Rs. 2 on allotment and the balance in two equal calls. The nllotmenl 
money was payable on or before 31 st March, 1989; the first call money on or 
before 30th June, 1989; and the final call money on or before 31st August. 1989. X 

hom 600 shares were allotted, paid the entire remaining face value of shares 
to him on allotment and the company accepted the payment. 

Calculate the amount of interest payable by the company. 

12.8 FORFEITURE OF SHARES 

In case a shareholder does not pay the calls made on him, the directors can forfeit the shares 
held by him, remove his name from the Register of Members and treat the amount already 
paid by him forfeited to the company, if authorised by its Arlicles of Association. Table A 
authorises the directors to forfeit shares for non-payment of calls made. But they have to 
strictly follow the procedure laid down in this regard. The directors must give clear 14 days' 
notice to the defaulting shareholder asking him to pay the amount due from him in respect of 
the calls not paid by him, together with interest at the applicable rate on or before a certain 
date expressly mentioned in the notice. The notice must also state that if the shareholder 
fails to pay the amount by the appointed date, the shares will be forfeited. If payment is not 
received by the company up to the appointed date, tlje directors can pass n resolution in their 
meeting forfeiting the shares held by the defaulting shareholder and remove his namc from 
the Register of Members. 

When shares are forfeited, we shall debit the share Capital Account with the amount called 
(including application money) up to the date of forfeiture in respect of shares forfeit d and 9 



Company Accounts I credit [ i )  Share Forfeiture Account with the amount aIrc:~d! rt.cei\,rd. and (ii) the rt.sprctivr 
unpaid calls' accounts (or Call5 i n  Arrears Account if urlpaid calls ha\:e already k e n  
transferred to Calls in Arrears Account) in respect of such shares. I t  should be noted that the 
Share Capital Account sl~ould be debited only with the amount called in respect of'such 
shares and not with their total nominal value unless full amount per share has been called. 
Thus, the journal entry for forfeiture of shares will be 

Share Capital A/c Dr. 
To Share Forfeiture A/c 
To Calls in Arrears A/c 

Let us take an example. 500 snares of Rs. 10 each are to be forfeited for non-payment of the 
first call and the amounts payable were: Rs. 3 on application, Rs. 3 on allotnlent. Rs. 2 on 
1st call and the balance on 2nd & final call. The entry for forfeiture of these shares will he as 

follows: 

Share Capi 1al Alc Dr. 4,000 
To Share Forfeiture A/c 3,000 
To Calls in Arrears A/c .1;000 

When shares were issued a t  a premium: Where the forfeited share had originally been 
issued at a premium, the question arises as to whether, while passing the journal entry!for 
forfeiture of shares, the Premium on Shares Accouilt should also be debited. This depends 
upon whether the amount of premium on forfeited shares has already been received or not. 
If the premium on such share has-already been received, the premium on Shares 
Account will not be debited because law does not permit the premium bn shares once 
collected to be refunded or cancelled. (As per Section 75 it can be utilised only for the 
specified purposes.) But, %the premium on shares has not been received because it formed 
part of the inst~lment &ich remained unpaid, then premium on Share Account will also be 
debited. Thus, the journal entry for forfeiture of such shares will be 

Share Capital A/c Dr. 
- Share Premium Alc Dr. 

To Calls in Arrears A/c 

It should be noted that the premium is usually collected alongwith allotment money. Hence, 
where premium on shares is involved, the premiumon Shares Account will be debited when 

, there is default in respect of the allotment money. Let us take an example to clarify this 
poin? Atul Ltd. issued equity shares of Rs. 10 each at a premium of Rs. 3 per share payable 
Rs, 3 on application, Rs. 5 on allotment (inclu?%ng premium) and the balance in two calls of 
equal amount. A who was allotted 400 shares, did not pay the allotment money and the first 
call. His shares ware forfeited after the first call. B who was allotted 200 shares, did not pay 
the two calls. His shares were forfeited after be 2nd & final call. The journal entries for the 
forfeiture of shares allotted to A and B will be as follows. 

Share Capital A/c Dr. 
Share Pren~ium A/c Dr. 

To Share Allotment A/c 
To Share I st Call A/c 
To Share Forfeiture Alc 

(400 shares of A forfeited as per 
Directors' Resolution no .............. 
dated ................ ) 

Share Capital A/c Dr. 
To Share I st ~ a l l > / c  

' To Share 2nd Call A/c 
. 

To Share Forfeiture A/c 
(200 shares of B forfeited as per 
Directors! Resolution no ......... 
dated ............ 1- 

When the shares were issued at  a discount: Where the forfeited shares had been originally 
issued at a discount, the Discount on Issue of Shares Account should also be credited while 
passing the journal entry for forfeiture of shares. In that case, the Share Forfeiture Account 
will simply sllow the actual cash rereived from the defaulting shareholders in respect of the 



shards forfeited. Thbs, the entry for forfeiture in case the shares had been issued at discount 
will be as follows. 

Share Capital A/c Dr. 
To Share Forfeiture A/c 
To Calls in Arrears A/c 

. 

To Discount on issue of Shares q/c . 

Let us take an example and clarify this point. Auto Ltd. issued equity shares of Rs. 10 each 
to the public at a discount of 10% payable Rs. 3 on applications, Rs. 2 on allotment, Rs. 2 on 
1st call and the balance on 2nd and final call. A who was allotted 400 shares, paid only the 
application money and B, who was allotted 200 shares, did not pay the two calls. A's shares 
were forfeited after the 1st call and B's shares were forfeited alter the 2nd and final call. The 
journal entries in the books of the company in respect of the forfeiture of shares will be: 

Equity Share Capital A/c Dr. 3,200 
To Equity Share Allotment A/c 800 - 

To Equity Share 1st Call A/c 800 
'To Discount on Issue of Shares A/c 400 
To Share forfeiture A/c 1,200 

(400 shares of A forfeited after 1 st 
call as per Directors' Resolution 

............... ................ no dated ) 

Equity Share Capital A/c Dr. 2,000 
To Equity Share 1st Call A/c 400 
To Equity Share 2nd & Final Call A/c 400 
To Discount on Issue of Shares A/c 200 
To Share Forfeiture A/c 1,000 

(200 shares of B forfeited after 2nd 
call as per Directors' Resolution no. 

................ .................... dated ) 

In Illustration 9 we will see the entries which are passed from application stage up to the 
forfeiture stage. - 
Illustration 9 
XYZ Ltd. issued 1,50,000 equity ;hares of Rs. 10 each at a premium of Rs. 2 per share 
payable Rs. 3 on application, Rs. 5 on allotment (inciuding premium) and balance in two 
calls of equal amount. 

i 
Applications were received for 2,00,000 shares and pro-rata allotment was made to all the 
applicants. The excess application money was adjusted towards allotment, Mahesh who was 
allotted 400 shares failed to pay 1st and 2nd Call and his shares were forfeited after the 
second call. Pass the necessary journal entries in the boks  of XYZ Ltd. and also show the 
Balance Sheet. 

Solution 
Journal Entries in ttie books of XYZ Ltd. 

I Rs. 

Bank A/c Dr. 
To Equity Share Application A/c 

(Being application money received on 
2,00,000 shares) 

Equity Share Application A/c Dr. 
To Equity Share Capital A/c 
To Equity Share Allotment A/c 

(Being Application money in respect of 1,50.000 
shares transferred to Sharc Capital A/c and the remaining 
money adjusted towards allotment.) 

Equity Share Allotment A/c Dr. 
To Equity Share Capital A/c 
To Share Pre ium A/c 

(Being allommt$,d..,otment $ney due) 

Record of Share Capital 
Transactions 



Company Accounts I 

Balance SI~ect  

Share Forfeiture 

12.9 REISSUE OF FORFEITED SHARES 

The directors can either cancel or reissue the forfeit sliares. In most cases, however, they 
decide to reissue these sliares which may be at par, at a premium or at a discount. 

The forfeited shares are usually reissued as fully paid and that too at a discount. In this 
connection it should be noted that the amount of discount allowcd on reissue should not 
exceed the amount which bas already been received (tlie amount forfeited) in respect of 
these shares on their original issue and the same should be debited to the Share Forfeited 
Account. For example, 200 shares of Rs. 10 each were forfeited because tlie 1st and final 
call of Rs. 6 per share had not been received in respect of these shares. When these shares 
are reissued, the discount allowed to the new allottee should not exceed Rs. 4, the amount 
which had actually been received on their original allotment. Assuming these shares are - 
reissued at Rs. 7 fully paid up, the journal entry will be as follows. 

Bank A/c Dr. 700 (cash) 
Share Forfeiture A/c Dr. 300 (discount) 

To Share Capital A/c 1,000 (face value) 
(200 forfeitures reissued at Rs. 7 fully paid) 

After the shares have been reissued, the balance of the Share Forfeiture Account (the . 
difference between the amount forfeited and the amount of discount allowed on reissue) is 
treated as capital profit and therefore t ransferredG~a~i ta l  Reserve Account. Thus, the 
following additional entry will also have to be passg&t.the time of the reissue of forfeited 
shares. 

Share Forfeiture A/c Dr. 
To Capital Resene A/c 

(Profit on forfeited shmes reissued transferred to capital reserve) 

V 
If, however, aH the forfeited shares are not reissued at the same time, fhe who!e 
balance of the Sliare Forfeiture Account cannot be transferred to capital reserve 



bk&use the capitalprofit arises only in respect of the shares reissued and not all 
forfeited shaPes. Het'ife it becomes necessary to first ascertain the amount forfeited on 
shares which have not k e n  reissued. This amount will not be transferred to capital reserve. 
It will remain as a balance in Share Forfeiture Account to be utilised for allowing discount 
as and when such shares are reissued. You shou!ci, therefore, note that the amount to be 
transferred to capital reserve will have to be worked out carefully. This will be calculated by 
subtracting the amount of discount allowed on the reissue of shares kom the amougt - 

forfeited on shares reissued. Look at Illustrations 10 and 11 and study how necessary journal 
entries are passed when forfeited shares are reissuecl, 

Illustration 10 
A who holds 100 shares of Rs. 10 each paid application money of Rs. 2 per share. The 
amount called on allotment wis Rs. 3 per share. B who holds 150 shares of Rs. 10 each 
failed to pay 1st call of Rs. 3 each and 2nd and final call of Rs. 2 each. 
All the above shares were forfeited after the second call and were subsequently reissued for 
Rs. 7 fully paid up. Pass the necessary journal entries. 

Solution 
Journal E~rtries in the books of ........ 

Share Capital A/c 
To Sharp Forfeiture A/c 
To Share Allotment Alc 
To Share I st Call A/c 
To Share 2nd Call A/c 

To Capital Reserve A/c 

Illustration 11 . 
Ajanta Ltd. issued a prospectus invitid applications for 40,000 shares of Rs. 20 each 
payable Rs. 4 on app1ica;ion;Rs. 6 on allotment, Rs. 6 on first call and Rs. 4 on second and 

' final call. 

Applications were received for 60,000 shares and allotment was made pro-ram to the 
applicants of 48,000 shares. Money overpaid on application was utilised towards sums due 
on allotment. 

Mohan to whom 800 shmes were allotted failed to pay the allotment. On his subsequent 
failure/ to pay the 1st call his shares were forfeited. Sohan, a holder of 600 shares, failed to 

' 

pay the two calls. SO,-his shares were forfeited after the second call. 

Of the shares forfeited, 1,000 shaies were reissued for Rs. 18 fully paid up, the whole of 
Mohan's share being included. Pass journal entries in the books of the Company and also 
show the Balance Sheet. 

Solution 

Journal Entries in the books of Aianta Ltd. 

I Bank A/c Dr. 
, To Share Application A/c 

(i3eit1g application money received) 

Share Application A/c Dr. 
To Share Capital Alc 
To Share Allotment A/c 
TcQBank A/c 

(Being application money f1%40,000 shares 
transferred to share capital, for 12,000 shares 
returned and w 8 , 0 0 0  shares adjusted * 

towards allotment.) 

Rs. 
2,40,000 

~ e 2 r d  of Share Capita$ 
Transactions 

Rs: 

2,40,000 



Company Accounts I 

hare Allotment A/c 

To Share 2nd & Final Call A/c 
To Share Forfeiture A/c 

(Being 600 shares forfeited). 

Working Notes . 
1 Amounts received on applications tb be adjusted and refunded are worked out as 

follows. 

I 

2 ~a?h%lation of allotment money not received 
Fob&8,000 applications 48,000 shges were issued (for every 6 applied 5 shares were 
issup'd), Mohan was allotted 800fives. He would have applied for 800 x 615 =960 shares. . 

Rs. 
~ash'receivkd from Mohan on application = 960 x 4' = 3,840 

. ApplicatZn money on 800 shares = 800x 4 = 3,200 

EXC&S mdney'to be adjusted towards dlotment - - 640 

5 ,  

34 
~I lo then t  due on BOO shares - 800 x 6 1 ,= 4,800 



Allotinen1 money alreadywreceived with 
\ 

640 
application 

' kllot~nent money not received 

3 Second call is rnade oal 39,200 shares bccause 800 shares have already been forfeited. 

3 Money transferred to Capital Reserve: 1,000 share reissued include 1100 of Mohnn and 
200 of Sohan. 

a) Share Forfeiture Account for 800 shares of Mohan is Rs. 3,840 (see above) 

Amount of discollnt allowed on reissue is (800 x 2) Rs 1,600 

Amount ~ransfencd to Capital Reserve Rs. 2,240 -- 
b) Share I~oifeiturc A/c for 6110 shares of Sbhan is Ks., 6,000. But onlyj200 shales have 

been reissued out of 600. Therefore l'orfeilu~.~' arnount for 200 shares will be 
- . . Ks. 2,009 

Amount atl.justed for reissue is (200 x 3) - .- 12s. 400 

Aniount tmnsfen-ed to Capital Reserve - 

Total airiount transferred to CCt!?ital Rcscrve is: 
2,"40 1,600 = Rs. 3,840. 

The balance of Share Forfeiture Account in respcct of 400 shares not nisaued 400/6GO >: , 

6,000 = Rs. 4,000 which will remain ill Share Forfeiture Account, and will be shown on the 
liabilities side of Balance Sheet. ., 

It should be noted that in actual practice all transactions relatirig to the issue, forfeitwc and 
reissue are not recorded through jounlal entries. The transactions which involve pay~nents 
are recorded in the Cash Book stld the journal entries are made only for the remaining 
transactions. For example, in case of Illusuation.11, the entries no. 1,4 and 6 will be fully 
recorded in Cash Book, entries no. 2 and 10 will be partly recorded in Cash Rook and partly 
in Journal, and altries no. 3, 5, '7, 8 and 9 will be recorded fully in Journal. Thus, when you 
are asked to record the transactions in the Cash Booli and Journal, you have to adopt the 
above practice viz., record the transactions invoIving payments in the Cash Book and the 

I remaining transactions in the Journal. 

Check Your Progress B 
1 State, wheqher the following statements are true or false: 

company has inherent right to f;rfe,it shares for non-payniznt of calls even if 
ere is 110 provision in the Articles of Association. 

b) The discount allowed on original issue of shares inust be reversed if such shaies are 
forfeited. ' 

c) Profit on reissue,of forfeited shares can be utilised for writing off goodwill. . 
d) k t  the time of forfeiture Shiue Capital Account should be debited with the full face 

1 value of shares forfeited even when shares are partly paid up. 

e) At the time of forfeiture, Share Premiuni Account should be debited with the 
amount of premiuni not received 011 thc shares to be forfeited. 

2 Select the correct answer from the following: 

a) Profit-on reissue of forfeited shares is credited to: 
i) Profit and Loss Account . 

: ii) General Reserve 
, . iii) Capital Reserve 

h) At the time of forfeiture Share Capital Accour~t should be debited with: 
i). Full face value of shares , 



Co~mpany Accounts I ii) Called up value of shares 
iii) Amount paid by the allottee 

\ I 

3 a) A company forfeited 400 equity shares of Rs. 10 each issued at a discount of 1& 
for non-payment of two calls of Rs. 2 each. Calculate the amount forfeited by the 
company. Alsocalculate the capital profit if half of the forfeited shares are reissued 
at Rs. 7 per share. 

b) A company forfeited 500 equity shares of Rs. 1.0 erich issued at a premium of 30% I 
for non-payment of final call of Rs. 5 includirfg prerpium. Calculate the final profit 

\ if these shares are reissued at Rs. 8 per share. 

112.110 ISSUE AND REDEMPTION OF PREFERENCE 
SHARES I 

A company can also issue preference shares to raise its capital. As you learnt in Unit 11, the 
preference shares can be of variuus types. They can be cumulative or non-cumulative, 
participating or non-participating, convertible or non-convertible, and redeemable or 
irredeemable. You have studied in detail about all these preference shares in sub- 
section 11.8.2. Now let us discuss the accounting entries for their issue and redemption. 

12.10.1 - Issue of Preference Shares 

When subscription is invited for the preference shares, their terms are clearly mentioned in 
the prospectus issued to the public. As for the accounting for the issue of preference shares. 
the treatment is similar to that of equity shares. The Casl: Book and Journal entries for the 
application money, alIotment money and the call money are made in the same manner. The 
only difference is that you have to prefix the'nature of tl e preference share issued to the 
name of the concerned accounts. For example, if the co npany issues 10% cumulative 
redeemable preference shares, the name of the capital account will be written as 10% 
Cumulative Redeemable Preference Share Capital Account. Thus, when application money 
in respect of these shares is received, the journal entry will be 

B ~ ~ ~ A I C  Dr. 
To 10% Cum. Red. Pref. Sh. App. A/c 

Similarly, when these shares are'alIotted, the journal entries will be as follows. 
1.0% Cum. Red. Pref. Sh. App. A/c 'Dr. 

To 10% Cum. Red. Pref. Sh. Capital klc I 

10% Cum. Red. Pref. Sh. All. A/c Dr. 
To 10% Cum. Red. Pref. Sh. Capital Alc 

Sank Alc 
To 10% Cum. Red. Pref. Sh. All. A/c , Dr. 

\ 

The same thing is doni in respect of the call monies, 

When equity and preference shafes are issued sirnu~tane~usl~, entries will be made for both 
of them separately at each stage. The same thing is done 'in respect of the allotment money 
and the calls made. 

12.10.2 Redemption of PreferenceShares 

* You know that a company cannot redeem its equity shards. But, preferencqshares can ,be 
redeemed provided it is authorised by& Articles of Association and the jk,ms of ' ' ' 

re ernption are clarified in the prospectus issued at the time of inviting subscription to such P shares. The redemption of the redeemable'preference shares is governid by the provisions 
of Section 80 of the Companies Acq These provisions'$e as follows: 

a), No such shares shall be redeemed except out of profits of the company which would 
otherwise be available for diyidend, or out of the proceeds pf a fresh issue of shares 
made for the purposes of the redemption; , 

b) No such shares~shall be redeuhed unless they fie h l y  paid; ' 

C) The premium, if any, payable on redemption shall be provided out of the profits of the 



company or out of the company's share premium account, before the shares are 
' redeemed; and 

Record of Share Capitd 
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. d) Where the preference shares are redeemed out of profits, an amount equivalent to the 
nominal value of the preference shares redeemed must be transferred to 'Capital 
Redemption Reserve Account'. This ?mount is utilised for issuing fully paid up bonus 
shares. 

The prLvisions of Section 80 so far as they relate to the accounting entries and procedure, 
may be discussed and explained as follows. 

Only fully paid up preference shares can be redeemed. This means that if a shareholder has 
not paid one or more calls, his shares will not be redeemed but they will appear as share 
capital in the books of the company till either he pays the calls in arrears or the shares are 
forfeited. There may be another situation when the company may not have made the final 
call and thus the shares are not fully paid. Under such a situation, the company should first 
make the final call and receive the amount of the final call assuming that all the shareholders 
have paid the final call. 

The redemption can be made out of profits if the company has sufficient profits which can 
be utilised for declaring dividends in which case the company need not iwue fresh shares. 
But, if the company has no profits available for ?;. ' ' P S .  : , .,ue fresh 
shares equal to the total nominal value of preference shares to be redeemed. It should be 
noted that if the new shares are issued at a premium, the total nominal value of the new 
shares to be issued should be equal to the total nominal value of preference shares to be 
redeemed. Thus the amount of premium is ignored. But if the new shares are to be issued at 
a discount, the actual cash received should be equal to the nominal value of preference 
shares to be redeemed. 

The company can redeem its preference shares partly out of profits otherwise available for 
dividend purposes and partly out of fresh issue of shares if the company does not have 
sufficient profits. So much of the profits as is utilised for redemption purposes should be 
transferred to an account known as 'Capital Redemption Reserve Account'. The capital 
redemption reserve account cannot be utilised for any other purposes except for issuing fully 
paid bonus shares. This is to ensure that there is no reduction-of share capital. 

If the preference shares are to be redeemed at a premium, such premium should be written 
off against the profits of the company or against share premium, if any. 

The Journal entries to be passed in the books of the Company when it redeems its 
redeemable preference shares are as follows: 

i) For making partly paid up shares fully paid up 
a) When final call is made 

Redeemable Preference Share Final Call Alc Dr. 
To Redeemable Preference Share Capital Alc 

b) When Cash is received 
Bank A/c Dr. 

To Redeemable Preference Share Final Call A/c 

ii) For redeeming out of profits 
Profit & Loss A/c/General Reserve A/c Dr. 

To Capital Redemption Reserve Alc 

iii) For a fresh issue of shares 
When issued at par 
Bank A/c Dr, 

To Share Capital A/c 
When issued at premium 
Bank A/c Dr. 

To Share Capital A/c n 

To Share Premium A/c 
When issued at discount 
~ a n k  A/c 
Discount on Issue of Shares 

To Share Capital A/c 

Dr. 
Dr. 
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iv) For rniaking provlsion'fwr. payment of premium, if any, on redemption of 
preference shares. 
SharLPrenaiurn A/c&ofit & Loss A/c/General Reserve A/cDr. 

To Prelriium on Redemption of fieference Shares A/c 

v) For Money the to redeemable preference sharelnollders 
Redeemable Reference Share Capital A/c Dr. 
Premium on Redemption of Reference Shares A/c Dr. 

To Redeemable Preferencz Shareholders 

vi) For amount actually paid on redemption 
Redeemable Preference Sha~elzolders Dr. I 

To Dank A/c 

Illustration 12 will help you to understand the accounting entries for the redemption of 
redeemable preference shares. . 

y---7--= 
5W Equity Shares of 
Rs. 100 each fully paid 

3CKM 106  Pref. Sharcs 
of Rs. 100 each Rs. 80 
per shnre paid 

2000 12% Ref. Shares 
of Rs. 100 each Rs. 2.00.0W 
Less Final 
Call on 20 shnns 
unpaid Rs. 4,000 

Share Premium 
General Resewe 
Creditors 

Fixed Assets 

Investments 

Bnnk 

Othcr current assets 

I Rs. I 
I 

8,00,Wl 

1,20,000 

2,80,000 

5.00,OO 

17,00,000 - 
Both the preference shares have become due for redemption on January 1, 1990, which are 
to be redeemed at a premium of 10%. In order to provide funds for redemption, the 
investments were realised for Rs. 1,OX,000 net. The directors also decided to issue new 
equity shares of Rs. 3,00,000 at a premium ol Rs. 10 each. The redemption was duly carried 
out. 

Give journai entries in the books of the company for the above and prepare the Balance 
Sheet of the company after redempiion. 

Solution 
Journal of ,411isl1n Ltd, 

10% Pref. ShareFinal Call Alc Dr. 
To 10% Pref. Share Capital Alc 

(Final call of Rs. 20 on 3000 
Pref. shares made) 

Bank Ak ., Dr. 
To 10% P n t  Share Capital Alc 

(Final call money received) 

(Investrncnts realised and loss 

Bmk A/c 
7'0 Eqiritj Share Application Alc 

(4pplls-nt~8~ : ~ R X I C ~  rcceivcd on 3,000 
equ?;:~ =dies Rs. l 10) 

Rs. 

60,000 

Rs. 



Equity Sharc Application Alc 
To Equ~ty Share Capital Alc 
To Share Premium Alc 

General Reserve N c  
To Cnpital Redemption Reserve Alc 

Share Premiurn Alc Dr. 
To Premium on Redemption of Shares A/c 

(Premium on redemption writtert off 
against share premium) 

10% Pref. Share Capital N c  
Premium on Redemption of Share Alc 

To 10% Ref. Sl~areholders 
(A'rnount due to pref. shareholders 
on redemption.) 

Dr. 
Dr. 

12% PreE Share Capital A/c Dr. 
Premium on Redemption of Shares A/c Dr. 

To 12% Pref. Shareholders 
(Amount due to 12% pref. shareholders 
on redemption) 

10% Pref. Shareholders 
' To Bank A/c 

(Payment made to 10% preference sl~areholders) - 
12% Pref. Shareholders Dr. 

To Bank Afc 
(Payment made to 12% preference sharellolden) 

I Ri ~d of Share Capital 
3,00,000 , ; Transnctio~~s 

1 30,000 

Balance Sliebt of Aaisha Ltd. as on 1.1.80 
(after redemption) 

Re.. 100 each 
Less Calls in 
arreats 

Capital Redemption 
Rescny 

Working Notes 
1 Rs. 4,000 are calls in arrears Rs. 20 per share in respect of 12% Pref. Shares. The 

number of shares qn which are arrears are Rs. 4,000 t 20 = 200. Total no. of 12% 
Pref. Shares are 2,000. 200 = 1,800 are fully paid. So only 1800 
12% Preference Shares The Preference Shares on which there were 

' 

calls in arrears could not be redeemed as per law. 
2 Nominal value of Preference Shares redeemed is Rs. 4,80,000 (Rs. 3,00,000 + 

-Rs. 1,80,000). New equity shares issued$or redemption purposes are 3,000 of Rs.'100 
I each i.e., Rs. 3,00,000. Hence, profit required for Capital Redemptibn Reserve Account 

is Rs. 4,80,000 - Rs. 3,00,000 = Rs. 1,80,000 which is debited to General Reserve 
Account and credited to Capital Redemption Reserve Account, 

3 Premium on redemption of preference shares is written off against share premium. 
4 Loss on sale of investmefits is charged to General Reserve. 

P ;. 
I 



Company Accounts 1 Check Your Progress C 
1 What are Redeemable Preference Shares? 

2 What amount is transferred to Capital Redemption Reserve Account? 

LET US SUM UP 

A public limited company can invite public for subscription to its shares which can be either 
equity or preference or both. For this it has to follow the procedure laid down in the 
Companies Act. The share can be issued either for cash or' as consideration for the purchase 
of asset, payment for services, etc. 

The company can issue shares at par, at a premium or at a discount. The share money is 
usually collected in instalments which may be in the form of application money, allotment 
money and a few calls. Many times, the number of app1icatioa"received are more than the 
shares to be issued (oversubscription). In such a situation, the company can decide the basis 
of allotment in consultation with the stock exchange authorities. Accordingly, it can give 
full allotment to. some, reject the applications of some, and give pro-rata allotment to some 
applicants. When the shares are allotted, some shareholders pay for the calls which are not 
yet due. These are termed as calls in advance. On the other hand, some shareholders fail to 
pay the amount due. These are termed as calls in arrears. If, on proper intimation and notice 
the shareholders do not pay the arrears, the directors can forfeit such shares when shares are 
forfeited, the amount already received on such shares is credited to Share forfeiture 
Account. 

The forfeited share can be reissued by the directors, who may allow some discount to the 
new allottees. Such discount should not exceed the amount forfeited in respect of such 
shares. It is debited to share Forfeiture Account and not the Discount on issue of shares 
Account. The difference between the amount forfeited and the discount allowed on the 
reissue of such shares is transferred to capital reserve. 

\ 

The accounting entries for all transactions relating to the issue, forfeiture and reissue of 
shares are usually made in the Journal. The entries should be separately made for issue of 
equity and preference shares. 

Preference shares cin be redeemed under the provisions of Secfion 80 of the Companies 
Act. They can be redeemed either out of the proceeds of the new issue of shares made for 
the purpose or out of the profits which are otherwise available for the distribution of , 

dividends. To the qxtent the preference shires are redeemed out of profifSfS, the amount 
should be transferred to Capital Redemption Reserve Account. This Account can be used 
only for the issue of bonus shares. 

KEY WORDS 

Bonus Shares: Shares issued to the existing eqdity shareholder free of cost. 

Calls in A-bvade: The amount paid by an allottee in resp6ct of calls not yet made. 

Calls in Arrears: The amount not paid by the allottees in respec't of the calls made on the 
shares allotted. 

Forfeiture of Sharest When the directors cancel the name of the person from the register of 
men:.bers on non-payment of znp call clue. 



Issue of Shares at a Discount: When shares are issued to the public at a price lower than 
the face value. 

Issue of Shares at a Premium: When shares are issued to the public at a price higher than 
the face value. 

()ve~*subscription: When the number of shares applied for exceeds the number offered for 
subscription. 

pro-rata allotment: Proportionate allotnienl of shp-es in case of oversubscription. 

12.13 ANSWERS TO CHECK YOUR PROGRESS 

A 1 a) False 
b) True 
c) False 
d) False 
e) True 
f) True 
g) False 
h) False 

2 a) 5 
b) A period of one month 
c) 5 
d) 25 
.:) 6 
f) Share Premium 

3 a) Rs. 1,500; Rs. 1,600; Rs. 2,400: Rs. 5,500 
b) Rs. 20 
C) Rs. 60 

B 1 a) False b)True c) Tnle d) False e) True 
2 a) i (b) ii) 
3 a) Rs. 2,400, Rs. 500 

b) Rs. 1,500 

12.14 TERMINAL QUESTIONS/EXERGISES 

Questions 

1 'What is share premium? Is there any limit on the amount of premium to be charged? 
Explain the legal provisions relaqing to the utilisation of share premium. 

2 Can a company issue shares at a discount? If so, explain legal provisions relating to 
issue of shares at a discount under Section 79 of the Companies Act. 

3 Can a cbmpany forfeit shares for non-payment of calls' If so, explain the procedure of 
share forfeiture. 

4 Can the forfeited shares be reissued at a discount? Is it the same as issue of shares at 
discount under Section 79 of the Companies Act? How much discount can be allowed 
on reissue of shares at a discount? 

Exercises 
1 Bittoo Ltd. offered for public subscription 10,000 equity shares of Rs. 10 each payable 

Rs. 2.50 on applicalions;.Rs, 2.50 on allotrtic~it aid the b;il;ui~c \)ti LWO cdlh oI' ccluill sunoutit. 
The issue was fully subscribed. All the money was duly received. 
Pass Jounial entries in the books of the Company and also show, the Balance Sheet. 

2 Auto Ltd. issued 50,000 equity shares of Rs. 25 each at a premium of Rs. 5 per share, 
payable Rs, 10 on application, Rs. 10 on allotment including premium, Rs. 7.50 on first 
call and the balance on 2nd and final call. All the money was duly received. 
Pass journal entries in the books of the company and also show the Balance Sheet. 

3 A newly incorporated limited company made an issue of 1.5 lac shares of Rs. 10 each 

Record of Shnre Capital 
Transactions 
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-- . payable Rs. 3 on application; Rs. 5 on allotment and the balance of Ws. 2 bn 1st and 

final call. Application for 4,66,00U shares were received. Due to heavy over- 
subscription the directors made allotment as undeFApplicLmts for 1,07,500 shares (in 
respect of applications for 1,000 shares or more) were allotted 5 1,000 shares. 
,Applicants for 2,53,000 shares (in respect of applications for 500 shares or more but 
less than 1~000 shares) were allotted 63,000 shares. Applicants for the remaining 
1,05,500 shares (in respect of applications for less than 500 shares) were allotted 36,000 
shares. Cash received on application was, after satisfying the amount due on 
application, applied towards allotment and call moneys and any balance was then 
returned. All moneys due on allotment and call were received. 

Give journal entries for the above transactions and prepare the Balance Sheet. 

(Ans. Application money returned Rs. 1,29,000; Application money used towards 
allotment Rs. 6,64,500; and application money used towards call Rs. 1,54,500; 
cash received on allotment Rs. 85,500 and on 1st call Rs. 1,45,500.) 

4 A limited company which had issued equity shares of Rs. 20 each at a discount of lo%, 
forfeits 500 shares for non-payment of final call of Rs. 4 per share. 
200 of the forfeited shares are reissued at Rs. 12 per share out of the remaining shares 
150 shares are reissued at Rs. 20 per share. r 

Give journal entries for the forfeiture and reissue of shares and show the ~ I I I O U I I ~  

transferred to Capital Reserve and the balance in Share Forfeiture Account. 

(Ans. Capital &serve Rs. 4,000; Share Forfeiture A/CRS. 2,100) 

5 Anita Ltd., having a nominal capital of Rs. 3,00,000 divided into shares of Rs. 10 each, 
offered for public subscription 20,000 shares at par payable Rs. 2 on application; Rs. 3 
on allotment and the balance in two calls of Rs. 2.50 each. Applications were received 
by the company for 24,000 shares. Applications for 20,000 shares were accepted in full 
and the shares allotted. Applications for the remaining shares were rejqcted and the 
application money refunded. 

All moneys duqwe,re received with the exception of t  ie final call on 500 shares which 
were forfeited &er legal formalities were fulfilled. 300 of the forfeited shares were 
reissued at Rs. 9'per share. 1 

Pass necessary journal entries and prepare the Balance Sheet showing the amount 
transferred to Capital Reserve and the balance in Share Forfeiture Account. 

(Ans. Capital Reserve Rs. 1,950; Share Forfeiture Rs. 1,500.) I 
6 Apple Ltd. offered for public subscription 20,000 equity shares of Ks. 10 each at a 

premium of 10% payable Rs. 2 on application; Rs. 4 on cillolment including premium; 
Rs. 3 on 1st call and Rs. 2 on 2nd and fiqal yak  Applications for 26,000 shares were 
received. Applications for 4,000 shares *ere rejected, Pro-rata allotment was made to 
the remaining applicants. Both the calls were made-and all the moneys were received 
except the final call on 500 shares which were forfeited. 300 of the forfeited shares were I 

I 
later reissued as fully paid at Rs. 8.50 per share. I 

Give journal entries and prepare Balance Sheet. I 
(Ans. Capital Reserve Rs. 1,950; Shtue Forfeiture A/c Ks. 1,600) 

7 Anupanla Ltd. was incorporated with an authorised capital oTRs. 5 lacs divided into 
shares of Rs. 10 each, The company offered for public subscription 20,000 shares at a 
premium Rs. 2 per share, payable Rs. 2 on application; Rs. 5 on allotment i~icluding 
premium and the balance in two calls of Rs. 2.50 each. Apjlications for 30,000 shares 
were received by the company. The directors made the allotment as follows: 

No allotment was made to the applicants of 6,000 shares and the application money 
refunded. Allotment was made to the remaining applica~~ts pro-rata, money paid in 
excess on application being adjusted towards allotment. All the allottees except the one 
nlentioried below, paid the amount of calls on the due dates. Mohammed, a shareholder, 
-to-whain 500 shares were allotted, failed to pay the allotment money and on his 
subsecluent failure topay the first call money, his shares were forfeited. 



300 of the forfeited shares were reissued as fully paid after the second call at Rs. 11 per 
share. Give journal entries to record the above transactions and prepare the Balance 
§beet. 

(An§. Capital Reserve Rs. 420; Share Forfeiture A/c Rs. 480) 

8 Young India Ltd. decided to redeem all the preference shares on December 31, 
1989 when their Balance Sheet was as follows: 

Balance Sheet as on 31.12.1989 

Share Capital: 
6,000 Equity share of  
Rs. 100 each fully paid 
12,000 10% Redeemable 
Preference Sliares of 
Rs. 50 each Rs. 25 paid 
6,000 12% Redeemable 
Preference Shares of 
Rs. 100 each fillly prtid 
Share Pren~iun~ 
General Reserve 
Creditors 

Rs. 

Fixed Assets 
OLt~er Current Assets 
Cash al Rarik 

Rs. 

The redemption is to be rnadc at a premium of 5%. The company has decided to issue 
minimum number of ncw equity shares at a discount of 10 per cent sufficient for redemption 
as per law. The redemption was duly carried out after issuing new equity shares. Calculate 
the number of new equity shares to be issued by the company. Show journal entries for the 
above and prepare the Balance Sheet of the company after redemption. 

(Ans. : Number of new equity shares to be issued is 10,000. 
Transfer to CapitalfRedemytion Reserve Rs. 3,00,000 
Baiik Balance Rs. 4,90,000, BIS. Total Rs. 24,4,0,000) 

Note: These questions will help you to understand the unit better. Try to write 
answers for them. But do not submit your answers to the University for 
assess~nent. These are for your practice only. 
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Structure 

13.0 Objectives 
13.1 Introduction 
13.2 What is a Debenrure7 
13.3 Difference between Shares and Debentures 
13.4 Types of Debentures 
13.5 Issue of Debentures 

13.5.1 When Debentures are Issued for  ons side ration other than Cash 
13.5.2 When Debentures are Issued for Cash 
13.5.3 Issue of Debentures as a Collateral Security 
13.5.4 Debentures Issued at Different Terms 
13.5.5 Writing off Loss on Issue of Dehentures 

13.6 Redemption of Debentures 
13.6.1 Redemption on Maturity 
13.6.2 Redemption in Instalments 
13.6.3 Redemption by Purchase from the Market 
13.6.4 Redemption by Conversion 

13.7 Let Us Sum Up 
13.8 Key Words 
13.9 Answers to Clieck Your Progress 
13.10 Terminal Questions/Exercises 

After studying this unit you should be able to: 
@ define a debenture 
@ distinguish between a share and a debenture 
@ describe various types of debentures a company can issue 
@ explain the accounting entries required for issue ofdebentures 

write off the loss on issue of debentures in an appropriate manner 
@ describe various ways of redeeming the debentures and make necessary accounting 

entries therefor, 

You know that there are two main mcthods of raising long-term finance for a company viz., 
shares and debentures. In Units 11 and 12 you learnt about the various types of shares, the 
procedure for their issue, forfeiture and reissue, and the accounting entries made at each 
stage. You also studied the rules regarding redemption of preference shares and the 
accounting entries made at the time of their redemption. In this unit you will lean1 about 
various types of debentures that are issued by a company and study the acco.unting entries 
made for their issue and redemption. 

13.2 WHAT IS A DEBENTURE? 

Issue of debentures is a method of raising loan from the public. Thus, a debenture may be 
defined as an instrument acknowledging a debt by a company to some person or persons 
which y a y  or may not be secured by a charge on its assets. According to Mr. Topham "A 
debentuke is a document given by a company as evidence of a debt to the holder usually 
arising out of a loan and most commonly secured by a charge". Section 2(12) of the Indian 
Companies Act slates, "Debenture includes debenture stock, bonds and any other securities 
of the compariy whether constituting a charge on the company's assets or not". 

According to the above definitions the main fea~tures of a debentures are as follows. 

1 A d e k n t u e  is in the form of a certificate l!iki a share certificate. 



2 It is issued under the common seal of the company. 

3 This certificate' is an acknowledgement of debt by the company to its holder. 

4 A debenture usually provides for the repayment of a specified principal sum on a 
specified date. However, there is no restriction on issue of irredeemable debentures. 

5 It usually provides for the payment of interest at regular intervals at fixed dates until the 
principal sum is completely paid back. 

6 It is normally secured by a floating charge on the assets of the company. 

DIFFERENCE BETWEEN SHARES AND 
DEBENTURES 

1 A share repregents a portion of the capital of a company whereas a debenture represents 
a portion of debt of a company. 

2 A shareholder is a member of the company whereas a debentureholder is a creditor of 
the company. 

1 

I 

3 A shareholder enjoys the rights of proprietorship of a company whereas a debenture- , 

holder can enjoy the, rights of a lender only. 

4 A shareholder has a right of control over the working of the company by attending and 
voting in the general meeting which is the supreme authority of the company whereas a 
debentureholder has no such right. 

5 A shareholder can get dividend only when there are profits whereas a debentureholder 
is entitled to interest which tile company must pay whether or not there are profits to the 
company. 

6 A debentureholder gets a fixed rate of interest per annum payable on fixed dates 
whereas a shareholder gets a dividend far higher if the company earns good profits. 

7 A shareholder has a claim on the accumulated profits of the company and is normally 
rewarded with bonus shares whereas a debentureholder has no claims whatsoever after 
he has been paid the interest amount. 

8 ~ k h m t u r e s  are normally issued for a specified period'after which they are repaid but no 
such repayment is possible in case of shares. 

9 A company cannot purchase its own shares from the market whereas it czul purchase its 
own debentures and cancel them or re-issue them. 

10 In liquidation, debentureholders being secured creditors normally, get priority in 
payment whereas shareholders are the last to get payment after all other claims have 
been satisfied. 

113.4 TYPES OF DEBENTURES 

A'company can issue various types of debentures which can be classified on the basis of 
security, pemlanence, convertibility and records. 

Let us now explain all of them one by one. 

1 Redeemable and Irredeemable Debentures: Redeeinable Debentures are issued for a 
specified period after which the company must repay the amount of debentures on a 
specified date or after notice or by periodical drawings. Irredeemable Debentures, on 
the other hand are those debentures for which no fixed date is specified for repayment 
and the holders of which cannot demand payment as long as the company is functioning 
and does not make default in interest payment. Normally companies issue redeemable 
debentures. 

2 Registered and Bearer Debentures: Registered debentures are those which are 
registeied in the name of the holder by the company in the Register of Debenture- 
holders. Such debentures are made out in the name of the holder which appears in the 
debenture certificate. Such debentures are transferable in the same manner as shares by 

Issue and Redemptinn of 
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Campany Accounts I transfer deeds. Interest on such debentures is payable to the person whose name is 
registered with the company in the register of Debentureholders. Bearer debentures are 
those which are transferable by mere delivery. Interest on such debenture is payable on 
the basis of coupons attached with the debenture certificate. 

3 Secured and Unsecured Debentures: Secured debentures are those debentures which 
are secured either by the mortgage of a particular asset of the company known as Fixed 
Charge or by the mortgage of general assets of the company known as Floating Charge. 
Secured debentures are also known as Mortgaged Debenture's. Unsecured'debentures, 
on the other hand are those debentures which are not secured by any charge or mortgage 
on any property of the company. Unsecured debentures are also known as 'Naked 
Debentures'. Only good companies of slrong financial standing can issue such naked 
debentures. 

4 Convertible and Non-convertible Debentures: Convertible debentures are those 
debentures wherein the debentureholder is given an option to exchange a pat or whole 
of the debenture amount for equity shares in the company on the expuy of a specified 
period. Some companies issue convertible debentures wherein a part or whole of the 
debenture amount, after the specified period, is compulsorily converted into equity 
shares of the company. Where only a part of the debenture arnount is convertible into 
equity shares such debentures are known as 'Partly Convertible Debentures' but when 
the full amount of the debenture is convertible into equity sllares such debentures are 
known as 'Fully Convertible Debentures'. Non-convertible debentures, on the other 
hand, are those debentures for which the debentureholder does not have any right for 
conversion into equity shares. 

313.5 ISSUE OF DEBENTURES 

The procedure and accounting entries for the issue of debenture are, more or less, the same 
as those for the issue of shares. Like shares, the money on debentures inay be collected in 
instalnlents and they can be issued at par, at a premium or at a discount. They can also be 
issued for consideration other thag cash. Let us now study the accountiilg entries passed in 
different situations. 

13.5.1 When Debentures are Issued for Consideration other than Cash 

When debentures are issued for consideration other than cash say, for payinent to vendors 
for purchase of some fixed assets, they will be fully paid up arid the jouinal entry passed is 
as follows. 

Vendors Dr. 
To Debentures A/c 

(.............. debentures of Rs ...... per deb. issued to vendors) 

13.5.2 When Debentures are Issued for Cash 

When debentures are issued for cash, they may be issued at par, at a premium or at a 
discount, and the money may be collected in instalments. In practice, however, the 
debentures are usually issued at par and money is collected in two iiistalments i.e., on 
application and on allotment. Hence, the journal entries made are as follows. 

1 Bank A/c Dr. 
To Debenture Application A/c 

(Application money received on .............. debentures 
at Rs ............ per debt.) 

2 Debenture Application A/c Dr. 
To Debentures A/c 

(....... Debentures allotted as per 
Board's Resolution no..... dated ..... and application 
money adjusted) 

3 Debenture Allotment A/c Dr. 
To Debentures A/c 

........ (Allotment money due on allotment of ..... debentures @ Rs per debenture) 



4 Bank Bllc Dr. 
To Dckmturc Allotrnen~t A/c 

...... (Allotrrtent money received on 
dekntilres @ Rs ........ pen* debenture) 

Issue and Redemption of 
Debentures 

Wherl deljentnres ss'c issued at a premiuam or at discount, the necessary adjustment is 
rllade in the transfer entry for application moncy at the time of allotment orland in the 
journal entry passed for the allotment account due. Let us talce an cxample and clarify this 
point, A company issued 2,000 6% debentures of Rs. 100 each at a tliscount of Rs. S per 
debenlme, payable Rs. 50 on application and Rs.45 on allotlnent (including discount). The 
jollmal entries pilssed will be as follows: 

Rs. Rs. 
1 HZnlik A/c Dr. 1,00,000 

To Debenture Application A/c 1,00,000 
(Applicatio~~ molley received on 
2,000 debentures at Rs. 5 per deb.) 

2 Debenture Application A/c Dr. 1,00,000 
To Debentures Alc 

(2,C)UO debentures allotted ns 
...... per Board's Resolution no 

datcd .......... ) 
3 Debentures Allotment A/c Dr. 90,000 

Discoi~nt on Issue of Deb. A/c Dr. 10,000 
To Debentures A/c 1 ,OU,OOU 

4 Bank A/c Dr. 90,000 
. 7'0 Debenture Allotnrent A/c 90,000 

Somctirnes, the whole amount is collected iu olie inslalmenr. In that case, the entries may be 
pajsed through a combincd Application and Allotment ~ccount ;  or simply one journal entry 
may be passecl as f'ollo~~s: 

If issued st par 
Hank A/c 

To J J e b n i t ~ ~ t . ~ ~  A/(: 
Dr. 

If issued at prelnimm 
Bonk A/c Dr. . 

To Deh~ntures A/c 
To Ptem. on Is:sue of Debentures A/c 

(...... debeaitures of Rs ...... issuet1 at a 
premium of Ks ...... per debenture) 

If issued at n~iiisccumnt 
Bank A/c Dr. 
Discount on Is:;ue of Uebetit~~res A/c Dr. 

To Debentures A/c 
(....,, debentures of Rs ......... issued at a 
discount of Ks ......... per debentures) 

It sho~lld be noted that rate of interest payable on debentures, and so also its nature, should 
be prefixed with the Debenture Account. For example, if Redeemable Secured Debentures 
are issued c;~t~ying 12% intcrcst, the Debentures Acco~~nl will be termed as 12% Red. 
Sectwed Debentures Account. The Debentures are show11 on Lhe liabilities side of tlrc 
Balance Sheet under the liertd 'Secured L,oans'. 

Look at Illustratio~n 1 and see how the elltries are passed when llie debentures are issued. 

Illuslratiun 1 
OnJanualy 1, 1988, Akash Ltd. offered 2,000 Debentures of Rs. 1,000 each at a discount of 
It5 5.1 per debenture. 'l'hc unounl was paid Rs, 200 on application, Rs. 400 on allohnent and the 
balance on 1st and final call on May 30, 1988. Interest was payable half yearly @ 6% p.a. 
The first coupon payable on June 30, 1988 being for 2%. The issuc was fully taken up. 



Company Accounts I Journalise the above transactions in the book of Akash Ltd. 

Solution 

Journal of Akash Ltd. 

Note: Since the money on debentures was received on different dates, the interest on June 
30 is calculated for first six months at a flat rate of 2% as given and not on different 
amounts received on different dates. 

(Bcing money received on application 

eing allotpent money due on 2,000 

13.5.3 Issue of Debentures as a Collateral Security 

May 30 

" 30 

June30 

Dec.31 

" 3 1 

Issue of debentures as a collateral security means the issue of debentures as secondary 
security against some loan taken by the company. If the loan is paid back, those debentures 
are returned to the company. If the lender's claim is not fully satisfied by the sale proceeds 
of the principal security, the lender will claim the remaining balance of his claim against 
these debentures issued as collateral security. There are two methods of recording the 
issue of debentures'as a collateral security. Under the first method, no entry is made for 
such issue but only a note is given in the Balance Sheet regarding debentures issued as 
collateral security. Under the second method, an accounting entry is made for the issue by 
debiting the Debentures Suspeilse Account and crediting the Debentures Account. Look at 
illustration 2 and see how debentures issued as a, collateral security are i.ecorded in the 
books of account under Lhese two methods. 

% Debenture Allotment A/c 
(Being money received on allotment) 

Debenture First & Final Call A/c Dr. 
To 6% Debenture A/c 

(Being 1st call due @ Rs. 350 per debenture) 

BankA/c Dr. 
T o  Debenture First & Final Call A/c 

(Being 1st caII received) 

Debenture Interest A/c Dr. 
To  Bank A/c 

(Being interest paid nt 2% nn 
Rs. 20,0q,000) 

Debenture Interest A/c Dr, 
'&I Bank A/c 

(Being interest paid @ 6% 
on Rs. 20,00,000 for 6 months) 

Profit & Loss A/c Dr. 
To Debenture Interest A/c 

(Being transfer of debenture 
Interest to Profit &Loss A/c) 

7,00,000 

7.00,000 

40,000 

60,000 

1,00,000 

7 , 0 0 , m  

7,00,000 

40.000 

60,000 .' 

1,00,000 



Illustration 2 
A Company had issued 4,000 14% Debentures of Rs. 100 each to the public for cash at par. 
~t had also deposited with the State Bank of India5,000 14% Debentures of Rs. 100 each as 
a collateral security against a loan of Rs. 5,00,090 advanced by the bank. Show how would 
you record the above in the books of the company. 

Solution 
First Method: Under this method no journal entry will be made for the debentures issued as 
a collateral security. But the fact will be exhibited in the Balance Sheet of the company as a 
foot note under the Bank Loan as under: 
Secured Loans: 
4,000 14% Debentures of Rs. 100 each 4,00,000 

b a n  from State Bank of India 5,00,000 
(Secured by the issue of 5,000 
15% Dkbentur~ of Rs. 100 each issued as a collateral security) 

Second Method: Under this method, a journal entry for the issue of debentures as 
collateral security will be made as follows: 

Debenture Suspevse A/c Dr. 5,00,000 
To 14% Debentures 5,00,000 

(Issue of 5,000 14% Debentures 
of Rs. 100 each as a collateral security 
against a loan of Rs. 5 lakh by the 
State Bank of India) - 

Note: The above entry is only for the issue of debenture as a collateral security. The entries 
for the bank loan and the issue of debentures to the public will be separately made as 
usual. 

These items will appear in the Balance Sheet as follows. 

Balance Sheet 

Issue and Redemption o f  
Debentures 

13.5.4 Debentures Issued at Different Terms 

Liabilities 

Secured Loans: 
9,000 14% Debentures 
of Rs. 100 each 
Loan from SBI 

A company may issue debentures at different terms. These terms may not only relate to the 
issue of debentures but also to their redemption. For example, just as the issue can be made 
at par, at a premium or at a discount, the redemptioil can also be stipulated at par, at a 
premium or at a discount. In practice, however, the redemption is never made at a discount. 
Thus, combining such terms of issue and redemption of debentures, the following five 
possibilities are commonly found in practice. 

a) Debentures issued a par and redeemable at par 
b) Debentures issued at a premium and redeemable at par. 
C) Debentures issued at a discount and redeemable at par 
d) Debentures issued at par and redeemable at a premium 
e) Debentures issued at a discount and redeemable at a premium 

Rs. 

9,00,000 

5,133,000 

Let us now see how journal entries h e  passed at the time of the issue in these five situations. 

a) Issued at par, redeemable at par 
Bank Alc Dr. 

To Debentures Alc 

Assets 

Bank 

Dcbcnture Suspense A/c 

b) Issued at a premium, redeemable at par 
Bank A/c Dr. 

To Debentures Alc 
To Premium on Issue of D~bentures A'c 

Re. 

9,00,000 

5.00,WO 



.Company Accourits I c) Issued at a discount, redeemable at par 
Bank Alc B. 
Discount on Issue of Deb. A/c Dr. 

To Debentures Alc 

d) Issued at par, redeemable at a premium 
Bank Alc Dt . 
Loss on Issue of debentures Alc Dr. 

To Debentures A/c 
To Premium on Redemption of Deb. Alc 

e) Issued at a discount, redeemableat premium 
Bank A/c Dr. 
Loss on Jssue of Deberitures Alc Dr. 

To Debenture N c  
To Premium on Redemption of Deb. Alc 

Note: Loss on Issue of Debentures in h e  last entry includes the amount of discount on 
issue of the debentures as well as premiu~n on redemption. 

You will notice that when debentures are issued at a premium, its amoilnt has been debited 
to 'Loss on Issue of Debentures Account' and credited to 'cemium on Redemption of 
Debentures Account'. This provides for the additional liability for premium payable on , 
redemption which Will actually be a loss to the company. The provision for such loss is 
made right at the time of issue so that, like discount on debentures, it can also be written off 
over the period during which money raised through debentures is to be utilized. The 
'Premium on Redemption is shown on tlie liabilities side of the Balance Sheet till the 
debentures are redeemed and the Loss on Issue of Debentures on its assets side under the 
head 'Miscellaneous Expenses and Losses not written off' until the whole iunouilt is written 
off. 

Look at Illustration 3 and see how jouinal entries are passed at the lime of issue of 
redeemable debentures. 

Illustration 3 
Journalise the following transactions 
A company issues the following debentures. 

a) 500 5% Debentures of Rs. 1,000 each at par, redeemable at par. 

b) 1,0011 6% Debentures of Rs. 100 each at a premium of Rs 10 per debenture, redeemable 
at par. 

c) 1,500 7% Debentures of Rs. 200 each at a discount of Rs. 20 per debenture, 
, redeemable at par. 

d) 2,000 8% Debentures of Rs. 250 e ~ c h  at par, redeemable at a premium of 10% 

e) 2,500 9% Debentures of Rs. SO0 each at a discount d 10% redeemable at a premium of 
10%. 

Solution 

Journal 

I Ra. 

Bank A/c Ilr. 5,00,000 
To 5% Debentures A/c 

(Being issue of 500 debentures of 
Rs. 1,000 each at par, redeemable at par) 

Bank Alc Dr. 
To 6% Debentures A/c 
To Premium on Issue of 

Debentures A/c 
=(Being issue of 1,000 debentures of 
Rs. 100 each at premium, redeemable at par) 

Rs. 

5 , ~ , W  



Bank N c  Dr. 
Discount on Issue of' Deb. A/c Dr. 

To 7% Debentures .4/c 
(Being issue of 1,500 debentures of 
Rs. 200 each at discount redecrnable at par) -- ---- 
Bank .4lc Dr. 
Loss on Issue of Debentures A/c Dr. 

To 8% Debentures A/c 
To Premium on Redemption of Debentures P;/c 

(Being issue of 200 8% dcbcntures of Rs. 250 each 
redeernabIe at a prcmiurn of 10%) , 

Bank A/c Dr. 
Loss on Issue of Debenturd A!c Dr. 

To 9% Debentures .4/c 
I To Premium or1 Uedernptlon of Debenture A/c 

(Being iss~le of 2500 debentures @ Us. 500 each at ' 
discount, redeemable at premium) 

issue and Redemption CM 
Debentures 

413.5.5 Writing sf'f Loss urn Issene o!' Debentures 

'The loss on issue of debentures (both discount on issue and preniiuni on redemption) is a 
fictitious asset shown on the asset side 011 tlie Balance Sheet. This must be written off as 
soon as possible, against the capital profits or by debiling the Profit & Loss Account. The 
Journal entry for wriling off' tlie loss is as follows. 

Capital ReserveJPrsfit and Loss A/c Dr. 
To Loss on Issue of Debentures Alc 

The amount to be written off depends on how the debentures are redeemed. The debentures 
can be redeemed either after a fixed period or in instalments. Let us riow see how their 
atnount is calculated in both the situations. 

i) When the dcbenktares are redeemed after a fixed periocl: In this case the total 
amoulit of loss is calculated irnd written off evenly over. the years. If, for example, the 
loss on issue of dcbentu1.e~ is Ks. 5,000 and the debenlures are to be redeemed after tell 

5000- years then the amount to be written off every year will be Ks. 500 [^) 
10 

ii) When the debentures are redeemed in inslalrnenis: In this case the amount to be 
written off each year should be in proportion to the amount of debentures outstanding in 
the beginning of the year. Suppose a company issues 2,000 debentures of Rs. 100 each 
at a discou~it of 5% and the debentures are to be repaid by equal instalments of 
Ks. 40,000 at the end of year. 0 

In this case the amount of discount Rs. 12,000 (.-&x 2.00.00~) will bc written off as 
follows: 100 

Beginning Amount 011tstn11ding Ratio Amoullt of 
discnunt to be 
written off. 

I Year 2,00,O(X) . 20 OR 5 4,000 
11 Year 1,60,000 16 4 3,200 
111 Year I ,20,000 . 12 3 2,400 
IV Year 80,000 8 2 1,600 

'V Year 40,000 4 I 800 - - 
15 - 12,000 - 

- Look at illustration 4 and see how loss on issue of debentures is written off. 

Illustration 4 .  
Asea Ltd. issued 5,000 14% Debentures of Rs. 100 each at a discount of 6% on January 1, 
1986. The entire amount is payable on gpplication. These debentures are redeemable at a 
premium of 5%. The interest on debentures is payable annually on December 31 each year 

I and ally loss on their issue is to he written off in three years. 

Give Journal entries for the above in the books of the Company. -,A, 



Compnny Accounts I Solution 

Check 
I i) 

Your Progress A 
A company issued 3,000 12% Debentures of Rs. 200 each at a discount of 6% on 
January 1. 1984. These debentures are to be redeemed in four equal instalments of 
Rs. 1,50,000 each annually from the end of the third year. 
Calculate the amount of discount to be written off each year till they are wholly 
redeemed. 

1986 
Jan, t 

" 1 

Dec. 3 l 

" 3 1 

1987 
Dec. 3 1 

" 3 1 

1988 
Dec.31 

" 3 1 

ii) Oii-fanuary I ,  1988 a company issues 1,000 debentures of Rs. 100 each at par,. to 
redeemed at 5% premium. Journalise the above trans~ction. 

I 

4,70,000 

4,70,000 
55,000 

70,000 

88,333 

70.000 

88.333 

70,000 

. .  '88,334 

Bank Alc Dr. 
To Debenture Application Alc 

(Amount received on 5.000 debentures 
@ Rs. 94 per debenture) 

Debenture Application Alc Dr. 
Loss on Issue of Debentures Alc Dr. 

,To 14% Debentures Alc 
To Premium on Redemption of Deb. Ale 

(Allotment of 5.000 debentures) 

Debenture Interest A/c Dr. 
To Bank Alc 

(Interesl on Debentures paid @ 14%) 

Profit and Loss Alc Dr. 
T o  Debenture Interest A/c 
To Loss on Issue of Debcnlures Alc 

(Debenture interest and proportionate 
one third loss on their issue written off) 

Debenture Interest Alc Dr. 
To.Bank Alc 

(Interest on debentures paid @ 14%) 

Profit and Loss Alc Dr. 
To Debenture 111terest A/c 
To Loss on Issue of Debentures Alc 

(Debenture interest and proportionate 
loss on issue written of0 

Debenture Interest Alc Dr. 
To Bank Alc 

(Interest paid @ 14%) 

Profit and Loss A/c Dr. 
To Debenture lnlercst Alc 
To Loss on Issue of Debentures Alc 

(Debenture interest and proportionate 
loss on issue written of0 

1 .................'.'............1......................................*............................................................ 
iii) A company issued 100 debentures of Rs. 200 each to Mohan for the lnachinery 

purchased him. Journalise the above transaction. , 

4,70,000 

5,00,000 
25,000 

70,000 

70.000 
18,333 

70,000 

70,000 
18,333 

70,000 

70,000 
18,334 



2- Fill in the blanks. 

i) A debenture is the ........................... capital of the company. 

ii) A shareholder is the ........................... of the company and 

debentureholder is ........................... of the company. 

iii) When the debentures are secured by mortgaging a particular asset it is called a 
charge. - ........................... - . - 

iv) When the full amount of debenturecis convertible -. into shares, they are called 
. ----- 

debentures. ........................... \ 

v) When Lhe entry is passed for debentures issued as a collateral security 
a/c is debited. ........................... 

I 

13.6 REDEMPTION OF DEBENTURES 

The money raised through.the issue of debentures is a loan to the company and must be 
repaid on the specified date and in the specified manner. Normally the time and mode of 
repayment is indicated in the prospectus at the timyof issue of debentures by the company. 
The repayment of the amount of debentures is calledredemption of debentures. There are a 
number of ways by which the debentures can be redebed.  These are as follows: 

1 Redemption on maturity 
2 RedemQtion in instal~nents 
3 Redempaw by purchase in the open market 

13.6.1 Redemption on Maturity 

As mentioned earlier, the debentures are issued for a specified period of time. After the 
expiry of that period, the amount of debenture is to be paid back. The debentures may be 
redeemed at par or at a premium. The entries are a s  follows: 

a) When redeemed at par 
Debentures A/c Dr. 

To Bank A/c 

b) When redeemed nt a premium 
Debentures A/c Dr. 
Premium on Redemption of Deb. A/c. Dr. 

To Bank A/c 

Taking the information given in illustration 4, and assuming that the debentures are 
redeemed after 5 years, the entry for redemption will be 

~ , ~ , 0 0 0  

5.25,OOO 

1990 
Dec.3 1 

" 3 1 

As per the latest provision in the Company Law, th companies must create debciture J redemption reserve for redeeming the debentures, ebenture redemption reserve-is created 
by transferring certain amount from Profits and Losses Appropriation Account from year to 
year till it equals the total amount to be redeemed. The journal entry for the transfer will be: 

Profit & Loss Appropriation A/c Dr. 
To Debenture Redemption Reserve A/c 

14% Debentures A/c Dr. 
Prcmium on Redemption of Deb. A/c Dr. 

To Debentureholdcrs 
(Being redemption ol' debentures 
at a premlum) 

Debenturcholders Dr. 
To Bunk A/c 

(Being amount due to debenturc- 
holders paid) 

5,00,000 
25,000 

5.y,000 

/ 



,,*' 

Company Accounts I After Ll~e debentures are redeemed, the balance of I3sbenture Redarrpfion Reserve shall be 
transferred to General Resene by passing the followi~lg entry. 

Debenture Redemption Resewe A/c Dr. 
To General Reserve 

Sinking Fund Method 
~ h k i n g  iund methcd is another method by wliicli the debeiiture can be redeemed on 
maturity. Under this method n fixed arnount worked out with the help of sinking fund Uble 
is taken from Profit & Loss Appropriation Account and a sinking fund is created. This 
amount is then invested in certain government securities. The 'amount YO set aside eans  a 
certain amount of interest, which is reinvested together with Wxcd arnsunt in the subsequent 
years. In the last year, the interest and the appropriated amount are not invested. On tile 
other hand, all investments are sold and tlie a~nount so obtained is ~rsed for redeeming the 
debetltures. The balance in Sinking Fund hvestrnent Accoiint represents ihe profit or less 
which will be transferred to Sinking Fund Account. Then after, the Sinking Furad Account is 
transferred to General Reserve. Journal enhies will be as follo\vs: 

'At the end s f  1st year 
i) When the amout is set aside 

Profit & Loss Appropriation Alc Ih.. 
To Sinking Fund A/c 

ii) When the amount is invested 
Sinking Fund hvestf~tent A/c Dr. 

ToBankNc . 

At the end of 2nd and subsequent years 
i) When the interest is received 

Bank A/c Dr. 
To Interest on Sinking Fund Inv. AJc 

ii) When the interest is transferred 
Interest on Sinking Fund hiv. A/c Dr. 

T To Sinking Fund A/c 
1 

Instead of,passing entry (i) and (ii), only oire entry can be passed 
Sank A/c Dr. 

A-- , 
To Sinking Fund A/c 

iii) When the amount is set aside 
Profit & Loss Appropriation A/c Dr. 

To Sinking Fund A/c 

iv) When the amount appropriated plus interest is invested 
Shking Fund Investment A/c Dr. 

To Bank A/c 

At the end of last year 
i) When the interest is received 

Bank A/c Dr. 
, To Interest on Sinking Fund Investment A/c 

ii) When the igterest is transferred 
Interest on Sinking Fund Inv: A/c Dr. 

\ 
To Sinking Fund A/c 

iii) When the amount is set aside 
Profit & Loss Appropriation A/c Dr. 

To Sinking Fund A/c , 
iv) There will be no investment in the last year and the investhents in hand will be sold. 

When the instalments are sold: 
, Bank.A/c Dr. , 

To Sinking Fund Investment A/c 
After this'entry Sinking Fund Investment A/c is prepared to hiow profit or loss on sale 
'of investments. 



) '@%en% prof% or Boss is transferred to Sinking Fnniil Account. 
In case of profit 

Sinking Fund Investnlent A/c Dr. 
To Sinking Fund A/c 

In case of loss 
Sinking Fund A/c Dr. 

To Sinking Fund Invesrnient A/c 

vi) When the debentures are redeemed 
Debentures A/c Dr , 

TO B ~ I C  AIC \, 

vii) When Sinkiug Fund hcco11nt is closed 
Sinking Fund A/c Dr. 

To General Reserve A/c 

In case a part of debentures are redeemed then the mount  equivalent to the nominal value 
of debentures redeenled will be transferred to General Reserve. 

The sinking fund created to redeem debentures should be tenned as 'Debenture Redemption 
Fund' (DRF) and accortli~lgly the sinking fund investment as 'Debenture Redemption Fund 
Investment' (DRFI). 

1llust.riltions 5 and 6 will help you to un+rstand the redemption of debentures by creating a 
sinking fund. 

Illlustration 5 
an up an^ Ltd. issued 1,000 Debentures of Ks. 100 each at pax on January 1,1986, 
~sedeernable after 4 years. A sinking fund was created for the purpose. It wss~xpccted that 
investments would earn 5 per cent per annun net. Sinking Fund Tables show that 
Re. 0.232012 illvested antlually amoutlts to Re. I at tilt: end of four years at 596 p.a. on 
compound interest basis. Investments realised Rs. '77,400 at the'entl of four years. The 
balance at bank on that date wns Rs. 30,000. The debent111.e~ were duly redeenled on 
December 31, 1989. 

Show how the amount to be set aside will be calculated and also preparc Ledger Accounts. 

Solution: 
Calculstion,of the amount to be set asidr! every year 
To get Re. 1 a1 the end of 4 years the atrlount to be invested every year at 5% is: 
Re. 0.232012 
To get Rs. 1,00,000 at the end of 4 years the amount to be invested every yew at 
5(% = 0.2320 12 >! I ,00,000 = Ks. 23201 approx. 

Jo~~r~anl  of Anlupnrn Lfd. 

.- 
1986 
Jan. 1 

Dec. 3 1 

- Rs. 
- < I 

Bank N c  1,00,000 . To Debenture Plpplication Alc 
(Applicatiol~ rnoney @ Rs. I 0 0  on 
1.000 deber~tures receivctl) -- 
Dcl~c~iture Application A/c 1,00,000 

To Dcbcnture A/c 
(l,O[X) debcl~turcs allotted as per 
Dire!tors' Resolution no ........... dated ....,.....) 

DRF Inv. A/c 23,201 
To B;inl: A/c 

(Annual co~~tribution invested) 

Bunk Ajc 1 
1,160 

To DRF Alc 
(Interest received on DKFI) 

1sw:lc and Redernptio~~ o 
Debenture 

Rs. 

1,00,000 



Company Accounb I 

To DRF A/c 

To General Reserve Nc  

Debenture Redemption Fund Alc 

Dr. 

1986 
Dec. 31 

1987 
Dec. 31 

, 1988 
k c .  31 

1889 
Dec. 31 

56 

' I  
I 

i 
i 

Cr. 

To Balance c/d 

To Balance c/d 

To Balance c/d 

To Oen. Res. A/c 

By P&L Appropriation A/c 

By Balance b/d 
By Bank A/c (Int.) 
By P & L Appropriation A/c 

By Balance b/d 
By Bank A/c (Int.) 
By P & L Appropriation A/c 

Dy Balance b/d 

, Rs. 
23,201 I 

! 

I 

23,201 ! 
1,160 

23,201 1 
47,562 I 

I 
I 

47,562 , I 
2,378 I 

23,201 , I 
73,141 I 

1 
73,141 

Rs. 
23,201 

47,562 

47,562 

73,141 

73,141 - 
1,04,258 

1,04,258 

By Bank A/c (Int.) 3,658 
by DRFI A/c 4,258 
By P'& L 

I 

1986 
Dec, 31 

1987 
Jan. 1 
Dec. 31 
Dec. 31 

, 

1988 
Jan. 1 
Dec. 31 
Dec. 31 

1989 
Jan. 1 
Dec. 31 
Dec. 31 
Dec, 31 



1987 
Jan. 1 
Dcc. 31 

1988 
Jan. 1' 
Dec. 31 

1989 
Jan, l 
Dec. 31 

1988 
Dec. 31 

1989 
Dec. 31 

Debenture Redemption Fund Invrst~nen! Account lssue and liedcmption of 
nebcntures 

To Balance hld 
To Bank Ak 

To Balance b/d 
'To Bank Alc 

To,Balance blcl 
To DRF A/c (Profit) 

77.400 77,400 

Debentures Account 

Hs. 1986 
'To Balancc cld 1,00.000 Jan. 1 

To Bnlancc cld 

To Balance c/d 

By Debenture 
Application A/c 

By Balance bld 

1989 
To BankIDcb, holders I.O,000 Inn. 1 By Balance bld 1,00,000 _. 

It should be noted that when the debenti~res are to be redeemed at'a premium, the sinking 
fund instalment should be calculated on the basis of the total anlount payable (nominal value 
plus premium). Suppose, the debentures in 1llustl.alion 5 were to be redeemed at a premium 
of 10% the annual contribution (sinking fund instalment) shall be calculated as follows: 

Amount required at the time of redemption = 1,00,000 + 10,000 
=Rs. 1,10,000 

Amount of Annual Co~lu~ouc~on  = Rs. 1,10,000 x 0.232012 
= Its. 25,213 

Insurance Policy 
Some companies create a sinking fulld for the redemption of debentures but investment is 
not made in securities earning fixed rate of interest but instead an insurance policy is taken 
for the amount required for redemption of debentures paying premium to the Insurance 
Company. It is on the same lines as Sinking Fund with the only exception that no interest is 
received under Insurclnce Policy Method. 

13.6.2 Redemption in Instalments 

You have studied in sub..section 13.7.1 about the accounting treatment of redemption of 
debentures on maturity. Sometimes the terms of issue provide that beginning from a 
particular year, a fixed a~nount of debentures will be redeemed annually. For example, a 
company issues 1,000 debentures of Rs. 100 each. The prospectus provides that beginning 
with the 4th year, 200 debenlures will be redeemed every year. This means that Rs. 20,000 
debentures will be redeemed at the end of 4th, 5th, 6th, 7th and the 8th year. As far the 
debentureholders whose money is to bc retur~led, they can be selected either ( 3 )  by drawing 
lots, or (ii) by serial number of the debentures. 

The debentures, in such.a situation, can either be redeemed out of profits or out of capital. 
The entries are: 



Company Accounts I i) If redeemed out of profit 
a) When amout is taken out of profits 

Profit & Loss Appropriation A/c Dr. 
To Debenture Redemption Reserve Ajc 

b) When the debentures are redeemed 
Debentures A/c Dr. 

To Bank Ajc 

ii) If redeemed out of capital 
Debentures A/c 

To Bank A/c 
Dr. 

Look at Illustration 6 and see how debentures are redeemed by instalments. 

Illustration 6 
hamica  Ltd. issued 1,000 14% Debentures of Rs. 300 each at a discount of 5% on January 
1, 1985. Intcrest on these debentures is payable annually on 3 1 st December each yea. The 
debentures we redeemable at par in three equal instalments at the end of the third, fourth and 
fifth year. Prepare 14% Debentures Account, Discount on Issue of Debentures Account and 
Debenture Interest Account in the books of the company. 

Solution 
14% ~ebentures Account 

Dr. 

1985 
Dec. 31 

1986 
Dec. 3 1 

1987 
Dec. 3 1 

" 3 1 

1988 
Dec.3 1 

" 3 1 

1989 
Dec. 31 

1985 
Dec. 3 1 

1986 
Dec. 3 1 

1987 
Dec. 31 

1988 
Dee. 3 1 

1989 
Dec. 3 1 

. - 

Debenture Interest Account 

To Balance c/d 

To Balance c/d 

To Bank A/c 
To Balgpce c/d 

To Bank A/c 
To Balance c/d 

To Bank A/c 

To Bank A/c 

To Bank A/c 

Ta Bank A/c 

To Bank l yc  

To Bank A/c 

Rs. 
3.00.000 

3,00,000 

3 , 0 0 0  

1,00,000 
2.00,OMl 

3,00,000 

Rs. 
42.000 

42,000 

42.000 

28,000 

14,000 

1985 
Jan. I 

Dec. 31 

1986 
Jan. 1 

1987 
Jan. 1 

1988 

1985 
Dcc. 31 

1986 
Dec. 31 

1987 
Dec. 31 

1988 
Dec. 31 

1989. 
Dec. 3 1 

By Debenture 
Application lye 

By Discount 
on Issue of 
Debentures A/c 

By Balance b/d 

By Balance b/d 

I.OO.000 1 Jan. I 

Cr. 

Rs. 

2,85,000 

15,000 

3,00,000 

3.00.000 

3,00,OM) , 

3,00,000 ' 

By Balance M 

By Balance b/d 

1,00,000 

2,00,000 

1,M),000 

. 
By P & LA/c 

By P & L A/c 

By P &  L A/c 

By P & L A/c 

By P & L A/c 

2,~,000 

2.00,000 

I 

l , ~ , ' m  
1989 
Jan. 1 

Rs. 
42,000 

42,000 

4219  

28,001) 

14.000 



Discount on Issue nf Debentures A/c 

1485 Rs. 1985 Rs. 
.liul. '1'0 14% Debenture 15.000 Dec. 3 1 By P & L A/c 3,750 

Dec. 3 1 By Balance c/d 11,250 

15,000 15,000 

1 Pnh 1986 
.I,III. 1 7'0 13;11;111cc b/d 1 1,250 Dec. 31 By P & L A/c 3,750 

Dec. 3 1 By Balance c/d 7,500 

1 1,250 1 1,250 

19x7 1987 
I I  . To Balanrc b/d 7.500 Dec.31 B y P & L A / c  3,750 

Dec. 3 1 By Balance c/d 3.750 

7.500 7.500 

198% 19XX 
Jill). I To Bi~ l i~~ i rc  Il/d 3.750 .Dee. 3 l By P & 1- A/c 2,500 

Dcc. 7 1 R y  Rala~ icc  c/tl l .250 

3.730 ; 3.750 

1989 I 9K9 

J i ~ n .  I To Balance Wcl I ,l.i(I Ikc.  Z I  By l J &  I .  A/c 1,250 . 
Working Notes 
I Debenture interest is calculated @ 14% on 111c a~nounl 01' clshc~i~ul-c~ out\lu~ldi~ig i n  thc 

beginning of each year. The amount of debciiu~rsa o ~ ~ t a t a n d i n g  on Ji\n~i\ry I .  each year 
is 

Beginning of 1985 
Beginning of 1986 
Beginning of 1987 
Beginning of 1988 
Begmning of 1989 

Debenture Outstanding 
Rs. 

3,00.000 
3,00,000 
3,00,000 
2,00,000 
1 ,00,OOU 

2 Discount on Issue of Debentures is written off in the ratio of the amount'ofdcbentures 
outsfanding in the beginning of each year. The ratio is 3:3:3:2:1 

So  qmount of discount to be written ol'f will be 

Amount 

,13.6.3 Redemption by Purchase from the Market 

The Company can also redeem its debentures by purchase in the open market. Zt can be done 
only if the Article of Association of the colnpany so permits. By purchasing its debentures in 
the open market, the co~npany is able to redeem its debentures as well as use its surplus 
funds. The company usually purchases its own debentures from' the market when they are 
available at a price which is less than its par value. In such R situation, the company saves 
(i) the difference between the par value and the market price of the debenture, (ii) premium 
promised at the time of redemption, if any, and (iii) the annual interest from the date of 

Issue and Redemption of' 
Debentures 



Company Accounts I purchase to the date of actual redemption. 

When the company purchases its own debentures in the open market, it may have to pay a 
higher or a lower price than the face value of its debentures. The difference between the face 
value of debentures and the price at which they are purchased, will be the profit or loss on 
their cancellation. Hence, when own debentures are purchased for cancellation, the entry 
should also account for such prqfit or loss. Thus, the jouinal entry will be as follows. 

In case of profit 
Debentures A/c , Dr. (Nominal Value) 

To Bank A/c (Price Paid) 
To Profit on Redemption of Debenture A/c " (Prof it) 

In case of loss 
Debentures A/c Dr. (Nominal Value) 
Loss on Redemption of Debentures A/c Dr. (Loss) 

I To Bank A/c (Price Paid) 

The profit or loss on redemption of debentures is of capital nature. Hence, if there is profit, 
the same should be transferred to capital reserve and if there is loss, it should be written off 
against capital reserve or any capital profit. The following additional entry will be made for 
the purpose. 

In case of profit 
Profit on Redemption of Debentures A/c Dr. 

To Capital Reserve A/c 

' In  case of loss 
Capital Reserve A/c (if available) Dr. 
Premium on Shares A/c (if available) Dr. 

To Loss on ~edemptioi  of Debentures A/c 

Payment of Interest on Debentures: Wlien the company purchases its own debentures in 
the open market and cancels them, it reduces the debenture interest payable. It is because the 
interest in that case is payable only on the outstanding debentures. Hence, while making the 

2 n t ~ i e s ' f o r  payment of interest, we should ensure that Debenture Interest Account is debited 
only iry respect of theoutstanding debentures and not the total debentures. Loot at 
Illustration 7 and see how entries ar passed when debentures are purchased for immediate 9 cancellation and how debenture inte est is accounted for. 

Illustration 7 
A company has 1,000 12% Debentures of Rs. I00 each outstanding on January I .  1989. The 
company pays interest on June 30 and December 3 1 every year. On March 1, 1989, it 
purchased 200 own debentures for immediate cancellation at Rs. 97 per debenture. 
Journalise the above transactions. 

Solution 

.lourn~I 

1989 
March 1 

\ 

June 30 

Dec. 3 1 

" 3 1 

12% Debentures A/c Dr. 
To Bank Alc 
To Profit on Red. of Deb. Alc 

(Purchase of 2W debenturcs at Rs. 97 
for immediate cancel lntion) 

Debenture Interest A/c Dr. 
To Bank Alc 

(Interest on 800 debentures paid for 6 months) 

Debenlure Interest Alc Dr. 
'To Bank Alc 

(Interest on 800 debentures paid for 6 months) 

Profit on Rcd. of Deb. Alc Dr. 
To Capital Reserve A/c 

(Profit on redemption of 200 debenturcs 
transferred) 

Rs. 
20.000 

4,800 

4,800 

600 



. . 

" 3 1 Profit & Loss A/c Dr. 9,600 Issue rind Hcdrn~ptiot~ ttf' 

To Debenture Interest A/c 9.600 l)t~11i~111 11 ri8., 
(Interest on 800 Deb. for the year transferred) 

Note: The cum-interest and ex-interest aspects have been ignored. 

13.6.4 Redemption by Conversion 

Debentures can also be redeemed by converting them into new debentures or shares. 

If it is decided to redeem the existing debentures by conversion into new debentures, the 
company has to follow the prescribed procedure for tlie purpose and give the necessary 
option to the debentureholders who will take their own decision. It cannot be made 
compulsory unless the terms of the issue had provided for such conversion. In case of 
debentures for which the option for such conversion has been exercised, the entry will be as 
follows. 

Debentures (old) A/c 
To Debentures (new) Alc 

Dr. 

As for redemption by conversion into shares, it can be done only in case of convertible 
debentures. Non-convertible debentures cannot be collverted into shares as per the lalest 
rules prescribed by the Corltroller of Capital Issues. 'The conversion into shares nlay be 
optional or compulsory depending npon the terms at which convertible debentures had been 
issued. It mily also involve premium on shares which was indicated a1 the time of issue or  as 
approved by the Conlroller of Capital Issues at the time of conversion. The entries for 
conversion of debentures into eqi~ily shares are as follows: 

When shares are  issued at pilr 
~ e b e n  tures A/c 

Td Eq~tity Sllare Capital Alc 
Dr. 

When Shares are issued at a Premiu~rl  
Debentures A/c Dr. 

To Equity Sharc Capital A/c 
To Share Ptetniurn Alc 

Look at Illustration 8 and see how entries arc made fo13redelnption of debentures into equity 
shares. 

Illustrution 8 
Ajalita Ltd. issued and allotted 2,000 12% fi~lly Convertible Debentures of Rs. 200 each on 
January 1, 1988, Interest on these debentures was payable half-yearly on June 30 and 
December 3 1 eacli year. 25C0 of the face value of each debenture is lo be converted into two 
equity shares of 10 ench at a premium of Rs. 15 per share on the expiry of six months after 
allotlne~it ur~d tlie balurice into 0 equity shares of Rs. 10 eacli at a premium of Rs. 15 per 
share after 18 months of allotment. 

Give Joul-nal entries for the above in the books ol'lhe Company assuming that the 
conversions were duly made. 

Solution 

Journal 

1988 
Jan. I Bank A/c Dr. 4,00,000 

To 12% FC Dcbenlure Application A/c 
(Application moncy @ Rs. 200 on 
2,000 debentures received) 

" 1 Debenture Applicelion A/c 4.00,000 
To 12% FC Debenture A k  

(2,000 debcr~turcs allotted its pcr 
Direclors' Kcsolulio~~ no .......... dated ........... ) 1 



Company Accounts I 

To Equity Share Capital Alc 
To Share Premium Alc 

Working Notes 
1 25% of the face value of debentures was to be converted into two equity shares of 

Rs. 10 each at a premium of Rs. I5 per share after six months of allotment i.e., on 30th 
June, 1988. Total amount of debentures to be converted is 25% of Rs. 4,00,000 i.e., 
Rs. 1,00,000 and the number of equity shares is 2,000 x 2 = 4,000. 

2 The remaining debentures were to be converted after 18 months of allotment i.e. on 
30th June, 1989. The remaining balance was Rs. 4,00,000 - Rs. 1,00,000 i.e. 
Rs. 3,00,000 and the number of shares issued on conversion was 2,000 x 6 = 12,000. 

Check Your Progress B 
1 List the various ways by which debentures can be redeemed. 

........I ..............*..................................................................................................3................ 

2 When do you create Debenture Redemption Reserve and how? 

3 A company had to redeem Rs. 5,00,000 debentures at the end of 5 years, at a premium 
of 5%. Such a redemption is to be done by creating a sinking fund. The Sinking Fund 
Table shows that Rs. 180975 invested annually at 5% will amount Re. 1 at the end of 
the fifth year. What amount is to be set aside each year? 

4 Fill in the blanks. 

i) Redemption of debentures by purchase in the open market saves the premium on 
of debentures. ........................... \> 

ii) Profit on redemption of debentures is treated as ...... : .................. profit. 

iii) The balance of Debenture Redemption Fund Account at'ter redemption of debentures is 
\ transferred to ............................ 

iv) Conversion of debentures into equity shares inay also involve ............................ 
v) Debentures can also be redeemed by conversion into shares and ............................ 



13.7 LET US SUM UP 
Issue :ind Redempiion of 

Debentures 

Apart from issuing .share capital n company can raise long-term finance by issuing 
r debentures which carry a fixed rate of interest. The interest on debentures is usually paid 

twice a year. This interest must be paid wllether the company earns profits or incurs losses. 
The company can issuemany types of debentures viz., nakedor mortgage debentures, 
redeernablear irredeemable debentures, convertible or unconvertible debentures, and 
registered or bcarer debentures. The type of debentures to be issued is always mentioned in 
the terms of the issue. 

Debentures muy be i s s ~ ~ e d  at par. at a premium or at a discount. The entries for issue of 
debentures are similar to those of issue of shares. They can also be issued as a collateral 
security for which no specific entry is paksed. Debentures can be issued with different terms 
with regirrd to their redemption. When debentures a re  to bc redeemed at a premium, the 
same is treated as loss on issue of debentures and is debited as such at the time of issue. 
Such loss. like discount, must be written off during the period for which the debentures are 
issued. 

ln most cases, the debcntures are redeemable at the end of certain period which is specified 
at the time of their issue. There are Inany ways by which the debentures can be redeemed, 
They may be redeemed 

i) On maturity i.e., after the expiry of the period for which the debentures had been issued. 
The company can create a sinking fund or take an insurance policy for redemption of 
debentures on maturity. 

ii) By instalments i.e., a fixed number of debentures are redeemed at the end of each year. 
This reduces the burden of interest on Lhe company. 

iii) By purchasing its own debentures in the market which may'be cancelled immediately. 
This enables the company to utilise its surplus funds. 

iv) By conversions of debentures into new debentures or equity shares. The company must 
conform to the rules given in the Companies Act and also the guidelines issued by 
Controller of Capital issues from time to time. 

13.8 KEY WORDS 

Bearer Debentures: Debentures which are transferable by delivery only, 

Debentures: A document acknowledging a debt by a company. 

Debentures Redemption Fund: Sinking Fund created to redeem debentures. 

Fully Convertible Debentures: Debentures whose full amount is convertible into equity 
shares of the company. 

Irredeemable Debentures: Debentures which are not repayable until the, ompany goes 
into liquidations. S 

Naked Debentures: Debentures which are not secured by any mortgage of asset. 

Partially Convertible Debentures: Debentures which are only partially convertible ilito 
equity shares of the company. 

Redeemable Debentures: Debentures which are repayable after the stipulated period. 

Registered Debentures: Debentures which are registered in  the name of the holder with the 
company and can be transferred only through proper transfer deed. 

Secured Debentures: Those Debentures which are secured by the mortgage of some assets 
of the company. 



Compahy Accou~lls 1 
13.9 ANSWERS TO CHECK YOUR 'ROGRESS 

'A 1 i) Rs. 8,000 in first, second and third year, Rs. 6000 in fourth year, Ns. 4,000 in 
fifth year and Rs. 2,000 in the sixth year. 

ii) BankAjc Dr. 1 , ~ , 0 0 0  
Loss on Issue of Debentures A/c Dr. 5,000 

To Debenture A/c 1,00,000 
To Premium on Redemption A/c 5,000 

iii) a) Machinery A/c Dr. 20,000 
To Mohan 20,000 

b) Mohan Dr. 20,000 
To Debentures A / c  20,000 

2 i) borrowed ii) owner, lender iii) fixed . iv) fully convertible 
v) Debenture Suspense. 

B 3 Rs. 95,011.87 

4 i) redemption ii) capital iii). premium iv) general reserve 
v) new debentures 

13.10 TERMINAL QUESTIONS/EXERCHSIES 
- -- - 

Questions 
1 What are the various types of debentures? Describe each one of them briefly. ' 

2 What are the provisions of Companies Act regarding the issue of debentures at a 
discount? 

3 Describe the accounting treatment of debentures issued as a collateral security by the 
company. 

4 Discuss the various ways in which a company can redeem its debentures. 

5 Explain the Sinking Fund Method of redemption of debentures giving the ac,counting 
entries involved at various stages. ' 

6 What is a debenture? How does it differ from a share: 

Exercises 
1 A company issues 2,000 debentures of Rs. 1,000 each. 

Journalise the following transaction if 

a) a debenture is issued at Rs. 960, redeemable at Rs. 1,000 
b) a debenture is issued at Rs. 950, redeemable at Rs. 1,050 
c) a debenture is issued at Rs. 1,000 redeemable at Rs. 1,100 
d) a de'benture is issued at Rs. 1,000, redeemable at Rs. 1,000 
e) a debenture is issued at Rs. 1,200. redeemable at Rs. 1,000 

2 Akash Ltd. issued 5,000 12% Debentures of Rs. 200 each at a discount of 4% on 
January 1, 1984 payable in fill1 on applicatioi~. These debentures are lo be redeemed at 
the end of the 6th year at a premium of 5%, 

Give journal entries relating to the above for 6 years assuming that the debentures were 
duly redeemed. 

(Answer: Loss on issue of debentures Rs. 90,000 to be written off equally over 6 years 
, i.e., Rs. 15,000 each year) 

3 Anita Ltd. issued 10,000 Debentures of Rs. 100 each at par on January 1,1985 
redeemable at par on December 31, 1989. The company has decided to establish a I 

Sinking Fund for the purpose of redemption. It was expected that the investments will I 

earn 5% net. The Sinking Fund Table sliows that the sum of Rs. 0.180975 invested I 

1 annually at 5% con~pound interest will amount to Re. 1 at the end of the 5th year. On 
December 31, 1989 the sale of Sinking Fund Investments renlised Rs. 7,72,000. The 

I 

company's bank balance stood at Rs. 3,18,000, Tlie debentures were duly redeemed. 

64 
I Prepare necessary Icdicr accounts. 

(Amwer: I-,~SS on S:~IC of investments RS. 8,024.87) i 



4 Sunanda Ltd. had Rs. 7,50,000 6% debentures outstanding on January 1,1988. On the 
same date, the Debenture Redemption Fund stood,at Rs. 5,81,800 and the Debenture 

Lsue and Redemption of 
Debentures 

. , 

Redemption Fund Investments represented by 15% Government securities at 
.Rs. 5,81,800. The annual contribution to Debenture ~edemption Fund is Rs. 65,400.. 
The investments were sold for Rs. 6,78,000 on December 31, 1989 and debentures 
redeenied. Prepare the necessary ledher accounts. 

(Answer: Loss on sale of DRF Investments Rs. 1'?10; Balance of DflF Account 
transferred to General Reserve Rs. 7,77,2!4. 

- 

5. - Anupam Ltd. issued 6,000 10% Debentures of Rs. 200 each at a discount of 5% 
on January 1, 1984 payable in full in application. One-third of the nominal value 
of debentures is to be redeemed at the end of the third year and the balance in 
two equal illstalments at fie end of the fourth and fifth years respectively. 

Prepare 10% Debentures Account, Debenture Interest Account and Discount on 
Issue of Debentures Account for 5 years. 

(Answer : Discount written off 1st year Rs. 15,000; 2nd year Rs. 15,000; 3rd year 
Rs. 15,000; 4th year Rs. 10,000 and 5th year Rs. 5,000.) 

6. Ahuja Ltd. purchased 400 of its own 12% Debentures of Rs. 100 each on March 
1, 1989 @ Rs. 98.80. Interest on these debentures is payable half-yearly on June 
30, and December 31, each year. The debentures were immediately cancelled after 
purchase. Pass the necessary journal entries ignoring-cum-interest aspect. 

(Answer : Profit on Redemption Rs. 1,280). 

Note: These questions will help you to understand the unit better. Try to .write 
answers for them. But do not submit your answers to .the University for 
assessment. These are for your practice only. 



UNIT 14 PURCHASE OF BUSINESS AND 
,PROFITS PRIOR TO 
INCORPORATION 

Structure 
14.0 Objectives 
14.1 In tioduction 
14.2 Meaning and Need 
14.3 Purchase Consideration 
14.4 Goodwill or Capital ~ e s i r v e  
14.5 Accounting Entries 
14.6 Interest to Vendors 
14.7 Debtors and Creditors Taken over for Collection and Payment on behalf of the 

Vendors 
14.8 Profits Prior to Incorporation 
14.9 Some Comprehensive Illustrations 
14.10 Let Us SumUp 
14.1 1 Key Words 
14.12 Answers to Check Your Progress 
14.13 Terminal Questions and Exercises 

14.0 O ~ E C T I V E S  
After studying this unit, you should be able to: 
o explain the meaning of purchase of business in the context of company accounts 
0 describe how purchase consideration is ascertained 
0 make the necessary journal entries in the books of the company on purchase of existing 

business and prepare its opening balance sheet 
0 make necessary accounting entries in case the company decides to take over the debtors 

and creditors of the vendors for collection and payment on their behalf 
explain the meaning of profit prior to incorporation and describe the accounting 
treatment for the same. 

114.1 INTRODUCTION 
Units 12 and 13 you learnt about the accounting entries for the issue and redemption of 

shares and debentures by a company. You also learnt that shares could be issued for 
consideration other than cash to the vendors who supplied some assets to the company. 
Sometimes, the company acquires the whole running business oiKned by a sole proprietor or 
a partnership firm. In such a situation, it takes over all the assets and liabilities of the firm 
and issues its shares and debentures to the owners of the iirm as purchase consideration 
thereof. Similarly when partners of a firm decide to convert the partnership firm into a 
limited company, they transfer all assets and liabilities of the firm to the newly formed 
company and take the shares and debentures of that company in lieu thereof. Such an 
arrangement is termed as 'purchase of business' by a company. Froin the nccoun'ting point 
of view, this involves the ascertainment of the purchase consideration and making the 
necessary entries in the books of the company for the assets and liabilities taken over and for 
the payment of the purchase consideration. In this unit, we shall discuss all these aspects in 
details. 

14.2 MEANING AND NEED 

A purchase of business refers to the acquisition of a running business. Such business may be 
awned by a corporate body like a joint stock company or by a non-corporate body like a 
proprietary concern or a partnership finn. '~n r e  cgntext of company accounts, when the 
business acquired by a company is owned by another company, it is called 'absorption' or 
'merger' which involves a cudbersome legal process and a-highly specialised accounting 
treatment. Here, the term 'purchase of business' is confined to the acquisition of running 

66 business owned by a sole proprietor or by a partnership firm. 



Why should a company go in for acquiring an existing business instead of starting its own Parcllase o f  Business and 

business? The answer is very simple. If a company wants to start a new business of its own, Profits Prior to Incorporation 

it will have to buy land at a suitable location, construct buildings, and identify and instal 
plant ,and machinery which may lake many years. Hence, in order to save time, effort and . 
money, the management lnay decide to acquire an existing business provided such an 
opportunity is available. Sometimes, the partnecj of a firm who want to expand their 
business or diversify into more profitable lines, may decide to convert the film into a limited 
company so that they will be able to raise more capital and elljoy the benefit of limited 
liability. In such a situation, the very objective of the formation of company is to acquire the 
existing business of the finn. 

Purchase of business involves the taking over of assets and liabilities of a firm for arl agreed 
amount of purchase consideration. Now let us learn how the amount of purchase 
consideration is 'arrived at and whether it includes some amount for goodwill or not, and 
study the accounting entries passed in the books of the purchasing company for the assets 
and liabilities taken over and for the payment of purchase consideration. 

-- -- - 
14.3 PURCHASE CONSIDERATION 

Purchase consideration refers to tlie amount of price payable by the purchasing company to 
vendors of the running business. This amount may be mutually agreed to by the purchasing 
company and the vendors on the basis of the assets and liabilities Laken over. 

There are threc.inethods to ascertain the atnount of p k ~ h a s e  consideration: (1) Lump sum 
method (2) net payment method, and (3) net assets method. 

1 I,aamp sum method: hl most cases, the purchasing chhRany and the vendars agree on a 
lump sum amount as the total purchase consideratio11 for ke.,business taken over. For 
example, it rnay be agreed that all the assets and liabilities of afiqn will be taken over 
by the purchnsing company For a sun1 of Rs. 5,OL),000. In this case,'As.,5,00,000 will be 
the amount of purchase consideration. 

2 Net payment  neth hod: If lunnp sum amount is not specified but the detail of shares and 
debentures issued to partners and the cash paid to them are given, the purchase 
co~lsideration can be worked out by aggregating these amounts. For this purpose, the 
share and debentures issued to the vendors will be taken at their issue price and not the 
nornioal price. For example, a company wliich has taken over the business of a firm 
agrees to issue 10,000 shares of Rs. 10 each at a premium of Re. 1 per share, 500 , 
debentures of Rs. 100 each at a discount of 5% and pay Rs. 30,000 in cash to the 
partners of the firm. In this case, the purchase consideration shall be worked out as 
follows: 

10,000 shares of Rs. 10 each 
(at a premiun~ of Re. 1 per share) 
500 debentures of 92s. 100 each 
(at a discount of 5%) 
Cash 

Purchase Consideration 

Rs. 
1 ,lQ,OQO 

Under this method if, any amount of winiling up cost incurred by the firm is borne by 
the company, the same shall also be added to the purchase consideration. Similarly, if 
the company also agrees to pay any external liability which has not been taken over by 
it, the actual amount paid for such liability at the time of acquisition shall also be 
included in the purchase consideration. 

3 Net assets method: Where neither the lump sum amount of purchase consideration is 
given nor the details of shares, deb en tun:^, etc. issued to3,the. owners and the creditors 
are available, the purchase consideratiorl shall be worked out on the basis of the net 
assets (assers minus liabilities taken oves by the company). For this purpose, we shall 
take into account the agreed value (not the book value) of the assets and liabilities taken 
over by the company. To this we shall <add the agreed amount of goodwill, if any. 
Sometimes, the assets and liabilities talcen over by the company are not clearly 
specified. In such a situation, the assetrj like goodwill, patents, etc. are also included. 



Compnny Accounts I But, the fictitious assdts like debit balance of Prof t and Loss Account, the unwritten off 
amount of deferred revenue expenditure, etc. are not included. Thus, purchase . 
consideration under net assets method is calculated as follows. 

Rs. 
' 

Agreed value of assets taken over 

Agreed value of goodwill 

Less: agreed value of liabilities taken over 

Purchase Consideration 

14.4 GOODWILL OR CAPITAL RESERVE 

When the purchase consideration is calculated on the basis of net assets acquired, the 
amount of goodwill is clearly stated. But, when the purchase consideration is given as a 
lump sum amount or it is calculated on the basis of net payments made, the goodwill can be 
ascertained by comparing the purchase consideration with the amount of net assets acquired. 

If the amount of purchase consideratian is more than the value of net assets acquired, the 
difference is attributed to goodwill. On the other hand, if the value of net assets acquired is 
more than the purchase consideration, the difference may be treated as Capital ~eserve. It 
represents a provision against the possible fall in the value of some assets whose values 
could not be ascertained at this stage. It should be noted that goodwill or  capital reserve , 

arises only when the purchase consideration is given as a lump sum or is calculated on 
the basis of net payments. 

14.5 ACCOUNTING ENTRIES 

When a business is bought, ennies are made in the books of both parties, the vendors as well 
as the purchaser. You learnt about the entries in the books of the vendors in Unit 10 sub- 
section 10.5.3 which deals with sale to a company by the firm. Here, we shall discuss the 
entries to be made in the books of the purchasing company. The company usually make\ I 

I 

three entries at the time of purchase of business. The first entry relates the purchase I 
I 

consideration, the second relates to the assets and liabilities taken over, and the third relates\ I 

to the payment to vendors. The first entry for purchase consideration is as follows: 

Business Purchase Account Dr. 
To Vendors 

(Being business purchased from 
the vendors for the given amount) 

I The second entry, as stated earlier, relates to the incorporation of assets and liabilities taken 
over by the company. It should be noted that the assets should be shown at the agreed 
market or realisable value and not the book value as given in the Balance Sheet of the 1 
vendor. In case the market value is not given, the book value may be taken as the marketd' 

I 

value. The accounts of all assets taken over including the value of goodwill as agreed I 

between the contracting parties should be debited and the accounts of liabilities taken over 
should be credited along with Business Purchase Account. It should also be remembered ' 
that the account of sundry debtors if taken over should be debited with the gross 
amount aud the provision for doubtful debts shquld be credited along with other 
liabilities taken over. Thus entry will be as under: 
s l .  

Cash Account Dr. 
Sundry Debtors Accourit Dr. 
Stodk Account Dr. 
Prepaid Expenses Account Dr. 
Goodwill Account (if any) Dr. 

To Provision for Doubtful Debts Account 
To Sundry Creditors 
To Business Purchase Account 
To Capital Reserve A/c (if any) 

(Being incorporation of assets and 
liabilities taken over) 



It should be noted here that if the purchase consideration is calculated on the basis of net Purchase of Businm and 

assets method, the account of goodwill shall be debited with the dgreed,value of goodwill. Profits Prior to Incorporation 

But, in case the purchase consideration is given as a lump sum amount or is calculated 
on the basis of net payments, goodwill or capital reserve will be the balancing figure. 

The third entry is for payment to the vendors. The Vendors Account should be debited and 
'the Bank Account or Share Capital Account should be credited. It should be noted pat  if i~ 
shares are issued at a premium, the Share Premium Account should be credited wit? the I 

premium amount and the Share Capital ~ccoun t  should be credited with the nominal value 
of shares issued. Similarly if shares or debentures are issued at a discount, Discount on Iqsue 
of Shares (or Debentures) Account should be debited with the amount of discount allowed 
but the Share Capital or Debentures Accounts skall be credited with the nominal value of 
shares'or debentures issued. Thus the journal eotry in this respect will be as follows: 

Vendors Dr. 
Discount on Issue of Shares Account (if any) 
Debentures Account (if any) Dr. 

To Bank Account - 
To Share Capital Account 
To Share Premium Account (if any) 
To Debentures Account 

(Being cash paid and shares or \, 

debentures issued to Vendors) 

Sometimes the purchasing company also agrees to pay the cost of winding up of the 
business acquired. As stated earlier the amount of such cost should be added to the purchase 
consideration. As a result of such inclusion either goodwill (if any) shall increase or capital 
reserve (if any) shall decrease. But, in case the cost of winding up agreed to be paid by the 
purchasing company is not included in the purchase consideration, a separate entry will have 
to be made which will be as follows: 

Goodwill/Capital Reserve A/c Dr. 
(as the case may be) 

To Bank A/c 
(Being cost of winding up paid) 

These are the main entries required to be made for the purchase of business. Additional 
entries may be required in case shares are also issued to the public. The procedure of making 
such entries on issue, forfeiture and reissue.of shares have already been discussed in Unit 12 

, of this block. Look at Illustration 1 and study how is the purchase consideration arrived at, 
how various journal are made in the books of the company and the opening Balance Sheet 
prepared. 

Illustration 1 
The fo~ lowin~  is the Balance Sheet of Ram and Shyam as on 31st December, 1988 who 
were carrying on business as partners: 

Balance Sheet of Ram and Shyam as on 31.12.88 

Liabilities 

Creditors 
Bills Pflyable 
Reserve Fund 
Capital Accounts: 

Ram 40,000 

I Shyam 23,000 - 

- -  - - 

Assets 

Cash in hand 
Debtors 
Stock 
Furniture 

.Machinery 
Prepaid Expenses 
Goodwill 

-- 

A limited company named Rashmi Ltd. was formed to take over the business of Ram and 
Shyam as from Ist'January, 1989. The Company agreed to take over all the assets and 
liabilities at book values with the exception of goodwillwhich was agreed to be worth 
Rs. 20,000. The authorised share capital of the Company was Rs. 5,00,000 divided in,to 
equity shares of Rs. 10 each. The vendors were t~ be allotted 6,000 equity shares of Rs. 10 . 

each a premium of Rs. 2 per share and the balance amount to be paid in cash. The 



Curapally Accounts I company also issued f 0,QoO equity shares to the public at a premium of Ks. 2 per share 
payable in full on application. The public issue was fully subscribed and tlie shares allotted. 

~alculate purchase consideratioll, give journal entries and prepare the opening ~alakce  
Sheet of the Cornparry. Give working notes wherever necessary. 

Solution 

Working Notk 
The Company has agreed to take over all the assels at their book values excepting goodwill 
which is considered wueth Rs. 20,000. It should be noted that there is 110 fictitious asset 
involved. TI-m purchase consideration is to be calculated on the basis of net asscts. The 
values of all the assets taken over as agreed to are to be aggregated anid the book values of 
external liabilities i.e., creditors and bills payable are to be deducted therefrom to find out 
the purchase consideration. 

Calculation of Purchase Consideration: 
Agreed value of assets taken over : 

Cash in liaid 4,000 
Debtors 22,000 
Stock 30,W)O 
Furniture 4,000 
Macliinery 20,000 
Prepaid Expenses 2,000 
Goodwill 20,000 1,08,000 

--.we-.- 

Less value of liabilities taken over : 
Creditors 16,000 
Bills Payable 6,000 22,000 

Purchase consideration 

As the Company lias agreed tu issue 6,000 equity shares of Rs. 10 at a preniium of Rs. 2 per 
sllare agni11 ,t the purcl~ase consideration and the balance payable in cash, the amount of cash 
pay~tble will be Ks. 86,000 - (6,000 x 12) = Rs. 86,000 -Its. 72,OUO i.e., Rs. 14,OOU to be 

I 
paid in cash. 

As the conlpally is a new one, it should issue shares to the public first. Hence, fir'st the 
entries for public i!,r;ue and Lhereafter the enl~ies for business purchase shall be made. 

I 

Credit 

Rs. 1 
1,20,000 

I,OO,WO 
20,000 

86,000 

16,000 
6400 

H(i,[)OO 

1 

2 

3 

4 

, 

- 
Biink AJc Dr. 

To Eiluity Share Application A/c 
(Being application n~oney on 10,000 , 
equity shares received) - 
equity Shirte Applicatfon 4/c Dr. 

To Equity Share Capital A/c 
To Share Premiurl~ A/c 

(Reing arnour~t of share cnpilnl and premium 
transl'e~red) 

Business Purcl~ase A/c Dr. 
To Vendors A/c  

(Being the business of Rnm & St?ynm 
purch~sed for Ks. 86,000) 

Cash A/c Dr. 
Debtors Dr. 
Stock Alc Dr. 
Furniture A/c Dr. 
Machinety A/c Dr. 
Prepaid Expenses y c  Dr 
Goodwill A/c ' Dr. 

To Credllors 
To Bills Payable A/c 
To Busir~ess Yurclias(:d A/c 

(Being val.ioua osscls UII~ liabilities 
taken over i~~co~yoratcd) 

-.---.,- 

De b k  
Rs. 

1,20,000 

1,20,000 

1(6,000 

4.000 
22,000 
30.000 
4,[100 

26,000 
2,000 

1,0,000 



Purchase or Busitansv mhd 
14.000 ProfiLy Prior to Incorporalion 
60,000 
12,000 

Opening Unlnrrce Sheet or Rashrni Ltd. 

Authorised Capital 
50,000 equity shares 
of Rs. 10 each 
Iss~led, Subscribed & 
Paid up capital 
16,000 equity shales 
of Rs. 10 ench fully 
puid 

1,uans % Advnnces 
(Out of the above 
6,000 shares are issued 
for consideration other 
!ha11 cash) 
Heserves P(r Surpluses 
Shwe Premium 
Secuied Loans Misucllnneous Exp. 
Unsecured Loans 

Current Liabilities 
& Provisions Profit & Loss A/c 
Creditors 
Bills Payable 

.------ ------- 
14.6 INTEREST TO VENDORS 
-- - ---- 

Paynlcnt of the purchuse corlslderation to the vendors can only be made after the company 
t~as  been incorporated and shares issued to the public tind money received. 'The business is 
riot~nally purchused wit11 effect from the opening date ol' the accounting yeur of the husiness 
which rnay be much earlier than tlie date of i~icorporution. Hence the vendors can rightly 
chin1 and are entitled to interest o l ~  the amount of purcl~ase considerutiori at an agreed rate 
frvm the date of purcl~ase to the dale of fil~al payment. Usually there is u provision to (his 
effect in the purchase agreement, 

--- - ..----- - 
14.4 DEBTORS AND CREDHTORS TAKEN OVER FOR 

COLLECTION AND PAYMENT ON BEHALF OF 

- THE VENIJOKS --- - 

Sometimes, the purchasirig company may not like to take over the debtors and creditors of 
the vendors but may simply agree to collect the debtors and pay to the creditors on bel~alf of 
the vendors. Under such u situation, the purchasing company will have to open lhree 
accourlts viz., (1) Vendors' Debtors Account (2) Vendors' Creditors Account, and 
(3) Vendors' Suspense Account. The term vendors is added to the three accounts to 
distinguish them from the company's own debtors, creditors and suspense accou~lts. The 
Vendors' Debtors Account will be debited with the amount of debtors taken over for 
collection and the Vendors' Creditors Account will be credited with the amount of creditors 
u e n  over for making payment. Any difference between the two shall be transferred to 
Vendors' Suspense Account, As normally the amount of debtors is more than the amount of 
creditors, Vendors' Suspense ~ccounk sland credited. The usual entries required to be done 
in this respect are as follows: 

7 1 

L- 



Cyrnpany Accounts I a) For taking over the debtors and creditors 
Vendors' Debtors Account Dr. 

To Vendors' Creditors Account 
To Vendor's Suspense Account 

b) For cash collected from debtors 
Cash Account Dr. 

To Vendors' Debtors Account 

c) For discount allowed to debtors and any bad debts 
Vendors' Suspense Account Dr. 

To Vendors' Debtors Account 

d) FOE recovery of bad debt previously written off 
Cash Account Dr. 

To Vendors' Suspense Account 

e) For making payment to the creditors 
Vendors' Creditors Account Dr. 

To Cash Account 

f )  For discount o r  any other allowance given by creditors 
Vendors' Creditors Accou~~t Dr. 

To Vendors' Suspense Account 

g) For payment to an unrecorded creditor 
Vendors' Suspense Account Dr. 

To Cash Account 

h) For commission agreed to be received for the work 
Vendors' Suspense Account Dr. 

To Commission Account 

i) For final settlement (payment) 
Vendors' Suspense Account Dr. 

To Cash. Account 

Illustration 2 
I 
! 

Alfa Limited the business of,X and Y acquiriig all Ule assets and liabilities 
excluding the debtors and creditors. However, the company agreed to collect the debtors on 
a commission of 2% on amount collected and to pay to the creditors on a commission of 1% 
on actual payment made on behalf of the vendors. The debtors and creditors taken over for 

collection and payment amounted to Rs. 58,000 and Rs. 42,000 respectively. A sum of 
Rs. 57,000 was collected from the debtors including Rs. 1,500 previously written off as 
bad debt. Discount allowed to debtors was Rs. 700 and a sum of Rs. 1,800 proved ' irrecoverable. Creditors were paid at a discount of I$% on an average. The company 
has to make payment for a bill discounted but dishonoured by the drawee. The amount 
of the bill was Rs. 2,000. 

The company settled the account by making final payment to the vendors after , 
deducting its own commission as agreed. Give journal entries in the books of Alfa 
,Limited in respect of the above transactions. 

- Solution 
. . 

taken over for collection and payment'on their behalf) 

Journal of Alfa Limited 

Cash Account 
To Vendors' Debtors Account' 
To Vendors' Suspense Account . 

(Being cash collected from debtors 
including Rs. 1.500 previously 
written off as bad debt) 

1 

Dr. 

Vendors' Debtors Account Dr. 
To Vendors' Creditors Account 
To Vendors' Suspense Account 

(Being Vendors' debtors and creditors 

58,obo 
42,000 
16,000 



Vendors' Suspense Account - 
To Vendors' Debtors ~ccodnt  

(Being discount allowed Rs. 7W/- 

Note: The students are advised to prepare the relevant account's and see for themselves 
that the three accounts viz., the Vendors' Debtors Account, Vendors' Creditors 
Account and Vendors' Suspense Account are closed and the cash account shows a 
balance of Rs. 1,574 being commission received by the company for the work, 

14.8 PROFITS PRIOR TO INCORPORATION 

As has been discussed earlier (Section 14.6). the acquisition of business usually commences 
from the beginning of the accounting year of the business. But, the incorporation of the 
company which takes over the said business may not commence on the same date. It may be 
much later. Hence, the profit of such business have to be divided into two parts: (1) Profits 
from the date of the beginning of the accounting year of the business upto the date of 
incorporation of the company, and (2) Profits from the date of incorporation of the company 
upto the closing of the accounting year of the business. Tild former is known as 'f'rofits 
prior to Incorporation' and the latter as 'Profits after Incorporation'. 

The whole amount of profits belongs to the company, But since legally it cannot do any 
business before its incorporation, the profits earned by the company for the period falling 
before the date of incorporation is regarded as capital profit and is transferred to Capital 
Reserve. This amount can be utilised only for writing off the losses of capital nature. They 
are not available for declaring dividend to shareholders. Thus you can appreciate the need to 
taIculate the profits prior to incorporation. 

If the company could prepare the final accounts separately for the two p'eriods, there will be 
no problems in ascertaining the profits prior tp incorporation. But, it is neither convenient 
nor economical to prepare the final accohts twice. Hence, the company prepares its final 
accounts in the usual mannersat the end of accounting year, work out its profits for the 
who$ year and then divide them into two periods on~some appropriate basis. Thus the 
whok problem of ascertaining the profits prior to incorporation relabs to the Choice of 
app.hpriate basis which can be used for dividing the whole year's profits into two 
parts. For this purpose we divide first the gross profit on the basis of sales during the two 
periods. For example, if the gross profit for the year works out at Rs. 1,b5,000 and we find 
that sales during the pre-incorporation and post-incorporation periods were Rs. 6,00,000 and 
Rs. 15,00,000 respectively. The gross profit can be divided in the ratio of 2:s. This means 
that the gross profit for pre-incorporation period is Rs. 30,000 and for the post-incorporation' 
period Rs. 75,000. Then we 'divide the indirect expenses (those r-ppearing in the Profit and 

Purchase of Business and 
Profits Prior to Incorporation 



Loss Account) between the two periods on some rational basis, taking each item of expense 
separately. Certqin expenses like advertising, travelling expenses, etc. are related to sales, 
they can be divided in this sales ratio. Similarly certain expenses like rent, salaries etc. are 
related to time, they can be divided in the time ratio. Then there are some expense which 
may be related purely to pre-incorporation period or to post-incorporation pnod. I'hese will 
have to be charged awordingly. Thus we can adopt the following bases f r dividing various 
expenses between the two periods. 

a) Expenses related to sales should be divided in the ratio of sales. These are: carriage or 
cartage oufward, cartage or carriage on sales, selling expenses, commission to selling 
agents or travelling agents, advertisement expenses, discount allowed, bad debts (if 
actual bad debts for the two periods are not given), etc. 

b) Expenses of a fixed nature are related to time and should be chcrged according to time 
ratio. These are: rent and rates, salaries, office expenses. general charges, printing and 
stationery, depreciation, sundry or miscellaneous expenses, postage and telegrams, 
telephone charges, etc. 

c) Expenses relating to pre-incorporation period should be charged to pre-incorporation 
period such as partners' salaries. 

' d) Expenses that are solely for the company should be charged to post-incorporation 
period such as interest on debenture directors' fees, managing director's remuneration, 
share issue expenses, preliminary expenses, etc. , 

e) Audit fee or auditor's remuneration can be charged on the basis of time or to the post- 
incorporation period only. 

f )  Interest to vendors shall be charged o n  the basis of time falling in the two periods but 
this time ratio will be quite different from the usual time ratio because the date of 
payment may be earlier than the close of the accounting year. 

To  calculate the profits for the two periods a columnar Profit and Loss Account with two 
amount columns on each side, one for pre-incorporation and the other for post-incorporation 
period is prepared. The pre-incorporation profit is transferred to Profit prior to Incorporation 
Account and the post-incorporation profit is transferred to Profit & Loss Appropriation 
Account. 

Illustration 3 

A limited company Pronto Ltd. was formed to take over the partnership business of 
Abhishek and Abhinav as from 1st Jan., 1988. The Profit and Loss Account of the business 
for the year ended 3 1st December, 1988 is as follows. 

Dr. 

To Rent and Rates 
To Salaries 
To Directors' Fees 
To Interesr on Debentures 
To Audil Fees 
To Discount allowed . 
To Deprrc~nt  on 
To Generill Expenses 
To Adve'ising 
To Carriage oulward 
To Prinling & Stationery 
To Commission'on sales 
To Postage & Telegrams 
To Bad Debts 
To Prelinlinar]i Expenses 
To Telephone Charges 
To Milnaginp Director'\ 

Remuneration 
To Repairs & Renewals ' 

To lnlerest lo Vendors 
To Nel Prolit 

74 

Profit and Loss Account 
Cr* i 

ks. 
12,000 
24,000 
6,000 
5.000 
4.500 

10.500 
54,000 

9,000 
3 1,500 
7,000 
6.000 

21,Qoo 
7,500 

10,500 " 
4,000 

12,000 

By Gross Profit 
Rs. 

3,50.000 



Ronto Ltd. received the certificate of Incorporation on 1st May, 1988. Total sales for the Purchase of Business nl 

year were Rs. 28,00,000. The sales for the post-incorporation period were 25% more each Profils Prior to Incorporrrlb. 

month t .an the sales for the pre-incorporation period. The account of the vendors was. 
settled t p 1sk July, 1988 and the purchase price and interest-were paid on that date. 

Calcvla, pr $it or loss prior to incorpora-tion and after incorporation with proper working 
notes. 

Solution 

To Rent & Rates 
" Salaries 
" Directors' Fees 
" Deb. Interest 
" Audit Fees 
" Discount allowed 
" Depreciation 
" General Expenses 
" Advertising . 
" Carriage Outward 
" Printing & St. 
" Corn. on sales 
" Postage & Tele. 
" Bad debts 
" Prel. Expenses 
" Telephone Charges 
I' Mg. Director's 

. Remuneration 
" Repairs & Renewals 
" Interest to Vendors 
" Net Profit 

Profit & Loss 

Pre. Jnc. After Inc. 

Rs. Rs. 
4,QQQ 8.000 
8,000 16,000 

' 6,000 
5.000 
4,500 

3,000 7.500 
18,000 36,000 
3,000 6,000 
9,000 22.500 
2.000 5,000 
2 , m  4.000 
6,000 15,000 
2,500 5.000 
3,000 7.500 

4,000 
4,000 a 8.000 

Account 

By G.P. 

I 

. Pre. Inc. 

Rs. 
1.00,000 

. . . 

1,00.000 

After Inc. 

Rs. 
2.50,000 
. . 

Thus profit prior to incorporation comes to Rs. 23,000 which should be transferred by 
making the following entry: 

Profit & Loss Alc Dr. 23,000 
Ti:3 Profit Prior to Incorporation * , 23,000 

Working Nbtes. 
1 The company received certificate of incorporation 011 1st May, 1988. Hence pre- 

incorporation period is 4 months from Jan. to April and post-incorporation period is 8 
months from May to.December. The time ratio, therefore, is 4:8 or 1:2. 
~ h e ' e x ~ e n s e s  divided on time ratio are: 

,Rent & Rates, Salaries, Depreciation, General Expenses, Printing ;G Stationery, 
'Postage and Telegrams, Telephone Charges, and Repairs and Reneyvals. 

2 Total sqles of the compariy for the year were Rs, 2R,OO,OC)O. Post-incorporation sales for 
each   no nth were 25% more than thc pre-incorporlition sales for each,month. Let us 
assume pre-incorporation monthly sales as x rupees 

Hence total pre-incorporation Sales for the four months will be 4 x x = 4x 
Post-incorporation sales for each month is 25% more. Hence Post-incorporation 

. , sdles for each month will be 
x+25%'o fx=  1 . 2 5 ~  

II otal post-incorporation sales for 8 months will be 
1 .25xx8= lox . 

Total sales for the year = 4x + lox = 14x 
Hence the equation 14x = Rs. 28,00,000 

x = Rs. 2,00,000 
Total Pre-incorporation sales = 2,00,000 x 4 = Rs. 8,00,000 
Total Post-incorporation sales = 2,00,000 x 10 = 20,00,000 

Hence the sales ratio is 8,00,000 : 20,00,000 or 2:5. 
The expenses divided in sales ratio arc: 

Discount Allowed, Advertising, Carriage outwards, 
Commission on Sales and Bad Debts. 



~ b m ~ a n ' y  Accounts I 3 Interest to vendors is for 6 months as the account of the vendors was settled on 1st July, 
1988, of which 4 months fall before and 2 months after the incorporation. Hence the 
ratio for Interest to vendors will be 4:2 or 2: 1. 

4 Audit fees are charged to post-incorporation period here. It can aho be charged on the 
basis of time i.e. in the ratio of 1:2 in which case profit prior to incorporation will come 
down to Rs. 21,500 and post-incorporation profit will increase to Rs. 61,500. 

It is generally believed that while the date of certificate of incorporation is the relevant date 
for calculating the pre-incorporation profits in case of a private company, the relevant date 
for public limited company is the date of obtaining certificate of commencement of 
Business. This is based on the rule that while a private company can commence business 
soon after its incorporation, a public limited company can do so only after obtaining the 
certificate of commencement of business. However, it has now been widely accepted that . when a company receives the certificate of commencement of business, the company's right 
to carry on the business relates back to the date of incorporation. Hence, the date of 
incorporation should be taken as the rerevant date for the apportionment of profits between 
pre-and-post incorporation periods even in case of a public limited company. Thus, the date 
of obtaining the certificate of commencement of business is irrelevant to the calculation of 
pre-incorporation profit. The pre-incorporation period is based on the date of the certificate 
of incorporation in case of both the private and the public limited companies. 

Check Your Progress A 
1 State whether the following statements are true or false. 

i) The excess of purchase consideration over net assets acquired is Goodwill. 
ii) Dividends can be declared out of pre-incorporation profits because they also belong 

to the company. 
iii) The date of Certificate of Incorporation is the relevant date for calculating pre- 

incorporation profits in the case of a private limited company. 
iv) The excess of net assets over purchase price can be treated as  goodwill 
v) Preliminary expenses should be divided in the ratio of time. 
vi) Post-incorporation profits can be utilised for the declaration of dividends. 
vii) In the case of public limited,company the date of Certificate to Commence 

Business is the relevant date for calculating profits prior to incorporation as the 
company cannot do business before that date. 

viii) Interest to vendors is charged to pre-incorporation period only. 

2 Indicate the correct answer. ' : J 

a) Pre-incorporation profits can be credited to 
i) Dividend Equalisation Reserve 
ii) . General Reserve 
iii) Capital Reserve - 

b) For calculating pre-incorporation profits in the case of a public limited company 
the relevant date is . ,- 
i) The date of take over 
ii) The date of Certificate of ,Incorporation 
iii) The date of Certificate to Commence Business 

c) Tile excess of net assets acquired over the purchase price is 
i) Cash payable to the vendors 
ii) Cost of winding up df the business taken over 
iii) Capital Reserve 

d) Preliminary expenses should be charged to 
i) Pre-incorporation period 
ii) Post-incorporation period 
iii) Both 

3 Calculate the ratio of time from the following details: A public limited company was 
formed to take over the business of a firm as from 1st October, 1988. The company 
received the certificate of incorporation on 31st December, 1988 and the certificate ty 
commence business on 1st March, 1989. The accounting year ends on 30th September, 
1989. 

...............................,...*...#..,..,....,,........,,.....,..........#.,,...,......................,............. - . 



.......................................................................................................................................... Purchase of Business and 
'refits Prlor to Lncorporalion 

4 Bright Ltd. was incorporated on 1st November, 1988 to acquire the partnership business 
of Ajit and Anil from 1st July, 1988. The Company certificate to commence 

I 
business on I st January, 1989. 

The average monthly sales ofitlie Company during the pre-incorporation period were 
8'2% of the average monthly sales during the post-incorporation period. The rota1 sales 
of the company for the year ending 30th June, 1989 were Rs. 21,00,000. 
Calculate the Ratio of Sales. 

- 
14.9 SOME COMPREHENSIVE ILLUSTRATIONS 

Illustration 4 
Topno Ltd. was incorporated on 1 st April, 1988 with an authorised capital of Rs. 10,00,000 
divided into 80,000 equity shares of Rs. 10 each and 2,000 14% preference shares of Rs. 100 
each, It offered 20,000 equity shares to the public for subscription at par which were fully 
subscribed. The amount payable was Rs. 3 on application Rs. 3 on allotment and the balance 
in two calls of equal amount. All monies were received by the company with the exception 
of two calls on 400 equity shares allotted to Mr. Ramesh which were forfeited and reissued 
at Rs. 8 as fully paid after the second call. Preliminary expenses amounted to Rs. 10,000 
which were reimbursed by the company out of the proceeds of the issue. Share Issue . 
expenses amounting lo Rs. 8,000 including underwriting commission were also paid by the 
company out of the proceeds of the issue. The company decided to acquire the business of 
Bindal Brothers with effect from 1st January, 1988 whos: Balance Sheet is given below on 
terms and conditions mentioned hereinafter. 

Balance Sl~eel of Bindnl Bros. ns on 31.12.87 

Assets ~iabilitles 

Trade Creditors 
. Loan Creditors . 

Creditors for expcnses 
Reserves 
Capital Account 

Bills ~eceivuble + 

Debtors 
Stock 
Furniture 
Machinery 
Buildings 
Goodwill 

at noun^ 
Rs. 

40,000 
50,000 
4,000 

12,000 
60,000 

Amount + Rs. 

The company paid to the vendors Rs. 20,000 in cash and issued 10,000 equity shares at par 
in full settlement of their claim. A loan creditor for Rs. 26,000 was issued 14% preference 
shares of an equal amount at par and another loan creditor for Rs. 24,000 was issued 14% 
debentures at a discount of 4 per cent, The Management has decided lo revalue buildings at 
Rs. 1,00,000 and Machinery'at Rs. 20,000. Cost of winding up of the business amounting to 
Rs. 2,000 was also paid by the company. ~ i v e  ~ournal entries for the above transactions in 
the books of the company and prepare its Balance Sheet after take over. 

Solution: 

Journal of Topno Ltd. 
Debit Credit 

Rs. 

6 3 , d  

60,006 ' 

Bank N c  Dr. . 
~ o k ~ u i t ~  Share Application A/c 

(Being application nloney on 20,000 
equity shares received) s 

Equity Share Application A/c Dr. 
To Equity Share Capitol A/c 

(Being share application amount 
IrancfcrxJ to share capital) 

Rs. 
60.000 

60,000 



Company Accuunls I Equity Sharc Allotmc~it 4 i ~  
To Equity Sharc C:~pital A/c 

(Being transfcr o f  allolmcnl moncy 
falling duc on allolrncnt) 

Dr. 

Bapk Alc 
To Equity Sharc Allotment A/c 

(Being allotmcnt money ~.eccivcd) 

Dr. 

Equity Share 1st Call Alc Dr. 
To Equity Share Capital A/c 

(Being amount duk on Is1 call 
transferred lo share capital) 

Bank A/c 
To Equity Share I st Call A/c 

(Being 1st call money received on 
19,600 shares) 

Dr. 

Equity Share 2nd Call A/c 0 
To Equity Sharc Capital A/c 

, (Being 2nd call money due 
transferred to Share Cap. Alc) 

Bank A/c 
To Equity Share 2nd Call A/c 

(Being 2nd call money received on 
19,600 shares) 

Equity Share CapitatA/c 
To Equity Share 1st Call A/c 
To Equlty Share Ilnd Call A/c 
To Share Forfeiture A/c. 

(Being forfeiture of 400 shares on 
which two calls not paid) 

Dr. 

Bank A/c Dr. 
Share Forfeiture A/c . Dr. 

To Equity Share Capital A/c 
(Being re-issue of forfeited shares 
@ Rs, 8 ench) 

Share Forfeiture A/c Dr. 
To Capital Reserve A/c  

(Being final profit on re-issue of 
400 forfeited shares) ' 

Preliminary Expenses A/c 
Share'lssue Expenses A/c 

To Ba?k A/c 
( ~ e i n ~  preliminary expenses re- 
imbursed and share issue expenses paid) 

Dr. 
Dr. 

Business Purchase A/c Dr. 
' To Vendors 
(Being business purchased for 
consideration of Ks. 1,72,000) - 
Bills Receivable A/c 
Debtors 
Stock A/c 
Furniture A/c 
Machinery A/c 
Buildings A/c 
Goodwill (balancing figure) 

To Trade Creditors 
To Creditors for Expenses 
To Business Purchase A/c 

(Being various assets and liabilities taken over) 

Dr. 
Dr. 
Dr. 
Dr. 
Dr. 
D 
01 



Vendors N c  
Discount on Issue of Deb. A/c 

To Bank A/c  
To Equity Share Capital A/c 
To Preference Share Capital A/c 
To Debentures A/c 

(Being 10.000 equity and 260 pref. 
shares and 250 deb. issued to Vendors 
and cash paid Rs. 22.000) x. 

. Dr. 
Dr. 

.balance sheet of Topno Ltd. 

Purchase of Business and 
P t t f i ~  Prior to Incorporation 

22,000 
1,00.000 

26,000 
25,000 

Assets . ' 

Liabilities 

Authorised Capital: 
80,000 Equity. Shares of 
Rs. 10 each 
2,000 14% Pref. Shares 

'of Rs. 100 each 

Issued & Subscribed: . * 30,000 equity shares of 
Rs, lO'each fully paid ' 

260 14% Pref. shares of . 
Rs. 100 each fully paid , 

Reserves & Surplus: 
Capitel Reserve . ' 

Secured Loans: 
14% Debentures . . 
Unsecured Loans: 
Current Liabilities & 
Provisions 
Trade Creditors , 
Creditors for Exp. 

I 

Fixed Assets: 
Ooodwil!, 
Bdldings 
Machinery 
Furniture 

Investments 

amount 

Rli. 

i 

8,OO.OOO 

2,00,000 

10,0o,ooo 

3.00,00o 

, 26,OpO 

1,600 

25,000 

40,000 
4,000 

3,96,6GU 

Current Assets, L o ~ i ~ s  
and Advances: 
Stock 

. Debtors 
Bills Rebeivable ' 
Cash at Bank 
Miscellaneous Expenses 

'(to the extent not 
written off) : ' 
Preliminary Expenses 
Share Issue Expenses 
Discount on Deben. 
Profit & Loss Account 

( Out of 30,000 equity'$hares issued 10,000 equity sh 

Rs. 

10.000 
1 ,OO,MX) 

20,000 
6,000 

,cs are issued for consideration other then cash. 
I 

i' 
Working Notes 
1 400 Equity Shares werefofleiled for non-payments of two calls, Amount received per 
. share was Rs. 3 + Rs. 3 = Rs. 6. Discount allowed on re-issue is Rs, 2 per share. Hence 

finpl profit of Rs. 4 per share on re-issue amounting to Rs. 1,600 has been transferred to 
Capital Reserve. 

2 Calculation of Purchase Consideration 
Loan Creditor 1 26,000 Pref. Shares at par 
Loan Creditor 2 24,000 Debentures at a discount of 4% 

20,000 Vendors (cash) 
10,000 Equlty 1,00,000 Equity shares at par 
Winding up exp. 2,000 cash 

\ Total 1,72,000 

Face value of de,bentures to be issued to loan creditor 2 at a discount of 4% will be 
24,000 x 100/96 = Rs. 25,000. But in purchase consideration his claim of Rs. 24,000 
only will be included. 

Calculation of Goodwill 
Purchase Consideration as above ... ,.. 
Less Net assets taken as follows: 

Bills ReceiNable 
Debtors 

, Stock 
Furniture 
Machinery 
Buildings 

Total Assets 



Company Accounts I Less Liabilities 
Trade Crs. 40,000 
Crs. for exp. 4,000 - 44,000 

Goodwill 

Illustration 5 @ 

The following ig the Balance Sheet as on 31.12.88 of Puneet and Vineet who have been 
carrying on business in partnership: 

Balance Sheet as on 31.12.88 

Grover Ltd. purchased the business as from 1 st January, 1989 for Rs. 2,00,000 payable by 
the issue of equity shares of the company of Rs. 10 each at par. The company took over all 
the assets and liabilities excluding debtors and creditors. However the company agreed to 
collect the debtors and pay off the creditors on behalf of the vendors for a commission of 
2% on amounts collected and 1% on amounts paid. 

The management of the company decided to revalue Machinery at Rs. 30,000 and Buildings 
at Rs. 1,60,000. 

Liabilities 

Creditors 
Bills Payable 
Bank Overdraft 
Reserve Fund 
Puneel's Capital 
Vineet's Capital 

The collections from debtors amounted to Rs. 42,000 including Rs. 4,000 previously written 
off as bad debts by the vendors. Discount allowed to debtors was Rs. 400 and the balance 
proved irrecoverable. The creditors were paid off at a discount of Rs. 200. The c Jmpany 
settled the account of the vendors after deducting its commission and paid a cheque for the 
amount due. Give Journal entries including cash for the above transactions in the books of 
the company. Give proper working notes wherever necessary. 

Assets 

Bills Receivable 
Dcbtors 45,000 
Less Prov. 3,000 
Stock 
Furniture 
Machinery 
Buildings 

Amount 

Rs. 
26,000 
10,000 
30,000 
16.00Q 
40,000 
38,000 

1.60,MX) 

Solution 

Amount 

Xs. 
6,000 

42,000 
28,opO 
8,OO 
34,000 
42,000 

l,tiO,OOO 

Journal of Grover Ltd. 

Business Purchase A/c Dr. 
To Vendors 

(Beink business purchased for Rs. 2,00,000) 

i l l s  Receivable A/c Dr. 
Stock A/c Dr. 
Furniture A/c Dr. 
Machinery A/c . Dr. 
Buildings P;/c Dr. 
Goodwill A/c Dr. 

To Bills Payable A/c 
To Bank Overdraft A/c 
To ~usiness Purchase A/c 

(Being assets and lisbilities taken over) 

Vendors A/c Dr. 
To Equity Share Capita1 A/c 

(Being purchase price paid by 
allotting 20,000 shares) 

Vendors' ~ e b t o r s  Afc Dr. 
To Vendors' Creditors 'A/c 
To Vendors' Suspense A/c . 

(Being debtors and creditors of 
Vendors taken over for collection 
and payment on their bchelt) 

2,00,000 

6,000 
28,000 
8,000 
30,000 
1,60,000 
8.000 

2,00,000 

45,000 

2,00,000 

10,000 
30,000 

2,00,OOO 

2,00,m 

26,000 
19,000 



Cash A/c 
To Vendors' Debtors &c 
To Vendors' Suspens: A/c 

Vendors' Suspense A/c 
To Vendors' Debtors A& 

(Being discount allowed R$ 400 and 
irrecoverable debts Rs. 6.600 
written off) 

Vendors' Creditors A/c ' 

.To Cash A/c 
To Vendors' Suspense A/c 

(Being creditors paid off at a discount of Rs. 200) 

Vendors' Suspense A/c , 
To Commissjon A/c 

(Being commission 2% on cash collected Rs. 42,000 and 1% 
on cash paid Rs, 25,800) 

Vendors' Suspense Alc 

Working Notes 
1 Calculation of net assets acquired 

Rs. 
Bills Receivable 6,000 
Stock 28,000 

b 

Furniture 6 8,000 
Machinery 30,000 
Buildings 1,60,000 

c. 
Total assets acquired 2,32,000 

Less liabilities taken ovei:. 
Bills Payable J0,000 
Bank Overdraft '30,000 40,000 

8Net Assets Acquired 1,92,000 

2 Goodwill = Pur&liase Price - Net Assets = 2,00,000 - 1,92,000 = Rs. 8,000. 
c 

14.10 LET US S U Y  UP 

Purchase of Business and 
Profits Prior to Incorporati03 . 

Sometimes, a company instead of starting a new business takes over a running business 
owned by a sole proprietor or a partriership firm. Quite often the partners of a firm decide to 
converl their firm into a limithd company. In both cases a newly formed company takes over 
the assets and liabilities ofihe existing business for an agreed amount which is paid in the 
form of cash, shares aiid debeptures. 

The price which the purchasing company pays to the vendors is called 'purchase 
consideration', The pui'chase consideration is usually specified as a lump sum amount. In 
case the lunip sum amount'is not specified, the purchase consideration can be arrived at 
either by iiet payment method or by net assets method. 'llnder net payment method, the 
purchase consideration is equal to the total amount agreed to be paid to the owners and the 
creditors at the rime of acqairing the business. Under net assets method, the purchase 
consideration is equal to the vaIue of net assets (assets minus liabilities) taken over by the 
pul.cliasing company. This shall also include the agreed amount of goodwill, . 
In case net payment method is followed for ascertaining the purchase consideration, any 
amount of winding expenses wh'_ljl is borne by the purchasing company shouId also be 
included in the purchase considetacion. The purchase consideration thus arrived at is 
compared with the agreed value of net assets taken over. If the purchase consideration is 
more than the net assets taken over, the excess is treated as goodwill. If, however, the 
purchase consideration is less than ,be net assets taken over, the difference is treated as 
capital reserve. 



?any Accounts I The purchasing company makes the necessary journal entries in its books for incorporating 
the assets and liabilities taken over (including goodwill or capital reserve) and for the 
payment of purchase consideration to the vendors. If the payment is delayed, the company 
may have to pay interest to the vendors at an agreed rate. Sometimes, the purchasing 
company instead of taking over the debtors and creditors of the vendors, simply agrees to 
collect the debtors and pay the creditors on behalf of ihe vendors for a commission. In such 
a situation, the purchasing company opens three accounts in its books: (i) Vendors' Debtors 
Account (ii) Vendors' Creditors Account, and (iii) Vendors' Suspense Account. These 
accounts stand closed after all collections and payments are completed. 

. When a company takes over a running business prior to the date of incorporation, any profits. 
I made by the company from such business from the date of purchase of the business to the 

date of incorporation are termed as ,'profits prior to ipcorporation'. Such profits are treated 
as Capital profits which are not available foidistribytion as dividends. The profits prior to 
incorporation are calculated by dividing the yearly profits between the period prior to 
in~orporatiotl and the period after the incorporation. For this purpose the gross profit is 
divided on the basis of sales rate and the indirect expenses are divided on some appropriate 
basis which depends upon the nature of each expense. 

14.111 KEY WORDS 

Purchase of business : Acquiring the assets and liabilities of an existing business owned by 
a non-cafporate organisation. 

Purchase Consideratiop : The total amount payable by the purchasing company for the 
value of net assets acquired at the time of acquisition. 

Net Assets : The total of all agreed values of assets taken over including goodwill as 
reduced by the total of all values of liabilities taken over. 

Net Payments: The total of all types of payments made by the purchasing company at the 
time of acquisition in respect of various claims. 

Profit prior to iworporation: The profit from the date of purchase of business to-the date 
of incorporati~n: 

14.12 ANSWERS TO CHECK YOUR PROGRESS 
- 

(A 1 i) True ii) False iii) True iv) False v) False vi) True vii) False 
viii) False 

, 
2 a) iii b) ii c) iii d) ii 

3 Ratio of Time = 1:3 

4 Ratio of Sales = 2:5 

14.13 TERMINAL QUESTIONS AND EXERCISES 

Questions 
1 What do you mean by 'purchase of business1? Why do companies prefer to acquire an 

existing business instead of starting a new one of their own ab initio? 

2 What is 'Purchase Consideration'? Explain the various methods of calculating pufchase 
. consideration. 

3 Write explanatory notes on: 
(a) Goodwill/Capital Reserve on purchase of business 
(b) Interest to Vendors 
(c) Debtors and Creditors taken over on behalf of Vendors 

4 What is profit prior to incorporation and how is it calculated? Explain its treatment in 
accounts. 



ern- Purchase of Business and 
1 Mercury Ltd. was f m e d  in 1 st January, 1989 with an authorised capital of Profits Prior to incorporation 

Rs. 14,00,0(k0 divided into 1,00,000 equity shares of Rs. 10 each and 4,000 14% 
preferend shares of Rs. 100 each to acquire the business of Sita and Smita as a going 
concern. The balance sheet of Sita and Srnita as at 31st December, 1988 was as follows: 

' 

Balance Sheet of Sita and Smita as on 31.12.88 

S~te 
Smita 

Assets 

Cash in hand 
Debtors 
Stock 
~umiturk 
Machinery 
Buildings 

Rs. 

Mercury Ltd. was to di'scharge the purchase consideration by the issue of 30,000 equity 
shares of Rs. 10 each at a premium of 10%: 1,000 14% preference shares of Rs. 100 
each at par and Rs. 40,000 in cash. The purchasing company took over all the assets at 
their book values except buildings which was lued at Rs. 1,80,000. A of 
10% on debtors was also considered company also agreed to discharge 
the creditors but declined to take 

To provide necessary funds for working capital and to pay the purchase consideration, 
the remaining equity shares were issued to the public for cash at a premium of 20%. 
The public issue was fully subscribed and a11 the monies received. Preliminary expenses 
amounting to Rs. 20,000 were paid by the company soon after the issue. The company 
also discharged the purchase consideration including the cash component immediately 
after the public issue. 

Show necessary entries including cash in the journal of the purchasing company in 
respect of the above transactions and prepare the opening balance sheet. 
(Answer: Goodwill Rs. 60,940; B/S total Rs. 12,85,000) 

2 A company was formed with an authorised capital of Rs. 10 lakh divided into 50,000 
equity shares of Rs. 10 each and 50:000 14% preference shares of Rs. 10 each to 
acquire the going concern of Mr. Ramdas whose Balance Sheet stood as follows: 

Balance Sheet of Ramdas 

Liabilities I Rs. I , Assets 1 Rs. 

Bills Payable 
Creditors 
Capital 

Cash at Bmk 
Debtors 
Stock 
Insurance Policy 
Machinery . 
Premises 

The'purchase price was agreed at Rs. 3,50,000 to be paid Rs. 1,00,000 in fully paid 
equity shares at par, Rs. 1,00,000 in fully paid 14% preference shares at par, 
Rs. 1,00,000 in 14% redeemable debentures at par and the balance in cash. The 
company did not take over the insurance policy. Stock and machinery were valued at 
10% less than the book value and premises at 20% more than the book values by the 
company. The company agreed to discharge the liabilities also. 

The remaining equity and preference shares were issued to the public at par. All monies 
-.due on shares were received with.the exception of 600 equity shares held by Manohar 

on which he has not paid the last call of Rs. 4 per share yhich were subsequently 
forfeited and reissued at a discount of 20%. 

\ 

Give journal entries to record the above trar~sactions in-the books of the company and 
prepare the opening Balance Sheet. 

I (Answer : Goodwill Rs. 92,000, B/S tota1,Rs. 11,22,200) 



Company Accounts I 3 Meltex Ltd, was formed on 1st June, 1988 to acquire the going concern of Ramesh 
Chand as from 1st January, 1988. Certificate to commence, business was received by the 
company on 1st August 1988. 

Sales for the months of January, November and December, 1988 were half the average 
sales for the year. Sales for the months of May, June and July 1988 were one and a h'alf 
times the average monthly sales for the year. Sales for the month of April, 1988 were 
twice the average monthly sales for the year. 

1 

The total sales for the year ended on 31 st December, 1988 were 60 lacs of rupees. 
Calculate the Ratio of Sales for the pre-incorporation and post-incorporation periods. 

(Answer: Ratio d Sales = 7 : 8) 

4 Jolly Ltd. was formed to acquire the business of Shri Palkiwala on and from 1st 
~ a n l a r ~ .  1989. The following is the Balance Sheet of Shri Palltiwala as on 31st 
December, 1988. 

Balance Sheet of Shri Palkiwaln 
(as ̂ on 31.12.88) 

The company took over the fixed assets at book values less 10%. The goodwill of the 
firm was valued at Rs. 80,000. The company also took over the Loan of Daruwala who 
accepted 10% preference shares of Rs. 100 each at par. Tlie company did not take over 
the debtors and creditors but agreed to collect the debtors and pay to tlie creditors on 
behalf of Palkiwala. Palkiwala's debtors realised Rs. 80,000 and the company paid 
Rs,. 68,000 to the creditors in full settlement. After the realisation of debts and discharge 
of creditors Shri Palkiwala was paid Rs. 19,200 in cash and the balance in fully paid 
equity shares at par. 

Liabilities 

Trade Creditors 
Loan from Dan~wala 
Palkiwala's Capital 

To provide funds for payment to Palkiwala and working capital requirements the 
company issued 10,000 equity shares of Rs. 10 each at par. The public issue was fully 
subscribed and all the monies were received. 

Pass the necessary journal entries in the books of Jolly Ltd. 

Ks. 

71,200 
1,20,000 
1,00,8CO 

(Answer: 14,000 equity shares weriissued to Mr. Palkiwala) 

5 Snowtex Ltd. was incorporated on 1st May, 1988 to take over the business of 
Mr. Sonawala as a going concern from 1st of January, 1988. The Profit and Loss 
Account of the business for the year ending 31st December, 1988 was as follows: 

Assets 

Sundry Debtors 
Furniture 
Machinery 
Vehicle 
Buildings 

Dr. 

Rs. 

84.000 
8,000 

50,000 
30,000 

1,20,000 

Profit and Loss Account 

Cr. 

Rents nnd Taxes 
Salaries 
Directors Fees 
Audit Fees. 
Advertisement 
Discount 
Office Expenses 
Carriage 
Preliminary Expenses 
Interest on loan 
Net Profit' 

Rs. 
90,000 

2,30,400 
1 8,000 
9,600 

60,000 
21,000 
54,000 
30,000 
39,000 
18,000 

3,60,000 

Gross Profit 
Rs. 

9,30,000 

The total tudover for the year ending 3 1st December, h 8 8  was i s .  30 lacs. Turnover 



for the period upto May 1. 1988 was Rs. 9 lacs and for the remaining period Rs. 21 lacs. a purchase of Businessand 
profits prior to 1ncorpor;dion 

Calculate the profits prior to and after incorporation. 

(Answer: Pre-incorporation Profit Rs. 1,11,700 and post-incorporation profit 
Rs. 2,48,300) 

(Hint: Audit Fee has been charged in the ratio of time and carriage in the ratio of 
sales. Interest on loan is assumed to be for twelve months and has been 
charged in the ratio of time) 

6 Calculate the profits prior to incorporation f om the following details: A public limited 
company was formed on 1st August 1988 to take over the business of a partnership firm 
as from 1st April, 1988. The company received the certificate to commence business on 
1st November, 1988. Sales from 1st April, 1988 to 1st August, 1988 were Rs. 4,00,000 
and sales from 1st August, 1988 to 1st November. 1988 wereRs. 6,00,000. Sales from 
1st November, 1988 to 31st March, 1989 were Rs. 10,00,000. Gross prokt for the year 
was Rs. 4,62,000. Total fixed expenses for the year were Rs. 140000 and total expenses 
relating to sales were Rs. 1,60,000. Directors' Fees amounted to Rs. 8,000 and 
Auditor's Remuneration was Rs. 16,000. Vendor's Account was settled on 1st 
November, 1988 and the purcllase price Rs. 1,40,000 and interest thereon amounting to 
Rs. 98,000 were paid on that date. Also state how you will deal with the profit prior to 
incorporation and after incorporation. 

Note: These questions will help you to understand the unit better. Try to write 
answers for them. But do not submit your answers to the University for 
assessment. These are for your practice only. 
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15 FINAL ACCB 

Objectives 
Introduction 
Company Final Accounts 
Legal Requirements as to Profit and Loss Acco'ht (Schedule VI Part 11) 
15.3.1 Income 
15.3.2 Expenses and Provisions 
15.3.3 Appropfiation of Profits 
15.3.4 F o m  of Profit and Loss Account 
15.3.5 Special Features of Company Profit and Loss Account 
; egal Requirements as to Company Balance Sheet (Schedule VI Part I). 
15.4.1 Paoforma of Balance Sheet 
15.4.2 Liabilities 
15.4.3 Assets 
15.4.4 Summarised Balance Sheet (Vertical Fom) 
Let Us Sum Up 
Key Words 
Answers to Check Your Progress 
Terminal Questions 

* I  

After studying this unit you should be able to: 
r state what is meant by final accounts of a conlpany 
e enumerate the legal provisions relating to the nature of particulars to be shown in 

the profit and loss account A' 
e spedfy the legal reqluircments affecting presentation and preparation of cnm$any 

balance sheet 
rn be acquainted with the form of presentation of the profit and loss account and 

I balance sheet of a company. 

Like any other business fmn, it is also necessary for o company to prepare annual 
financial statements to ascertain and report the net result of its business operations -+ 

(profit or loss) and the financial position as at the end of the accounting year. 

The periodical financial statements mainly refer to the Balance Sheet and the Profit 
and Loss Account. The legal requirements with respect to the final accounts of a 
company are given in Section 210 to 223 and Part I and I1 of Schedule V1 of the 
Companies Act 1956. In this unit we shall discuss these provisions in detail so that 
while preparing the company final accounts, they are duly taken care of, 

The Final Accounts of a company refer to the annual financial statements which all 
business enterprises have to prepare. Section 2Q9 of the Companies Act makes it ' 

., obligatory for a company to maintain mrtain books of account. Section 210of the 
Companies Act lays down that at every annual general meeting of shareholders, the 
Board of Directors of the company must present (1) Balance Sheet as at the end of 
the period, and (2) Profit and Las Acmunt for the period The period is internrued 

'i as a 'Financial year' whkh may be less or more- than a calendar year but is not to 
4 L$s exceed fifteen month. 

Let us now discuss what informition is to be included in the Profit and Loss Account 
and the Balance Sheet. v A 

- - ..~ . 



Company Accoaat-Il 15.3 LEGAL RIEQU ENTS AS TO PROFm AND 
LOSS ACCOUNT (SCHEDULE VI PART U) 

In the Companies Act, 1956 there is no proforma prescribed for the preparation of 
the Profit and Loss Account of a company. However, the particulars and information 
to be given in the Profit and Loss Account are laid down in Schedule VI part I1 of 
the Act. 

The Profit and Loss Account must set out various items relating to the income and 
expenditure of the company arranged under the most convenient heads. 

Items of income which are required to be included in the Profit and Loss Account of 
a Company are:- 

1 Turnover: .It refers to total sale value of goods or income derived from services 
rendered. If the company deals in more than one type of goods, income from 
different classes of goods are to be shown separately. The amount of income 
from sale is arrived at after deducting sales returns and trade discount allowed 
from the total sales. 

2 Income from investment: Income may be earned from two types of investments: 
(a) Interest on 'trade investments such as loans and advances, and (b) dividend 
and interest on investments in shares and debentures of other companies. The 
two types of investment income are to be shown separately. 

3 Profit (or loss) on sale of investment in shares or debentures has to be shown as 
a separate item. 

4 Dividend received from subsidiary companies (if any). 

5 Miscellaneous income: Such income may include income from other sources, 
iike rent on land and buildings, recovery of insurance claims. 

6 Extraordinary profits: Profits earned during the year from non-recurring 
transactions, for example, due .to changes in the method of valuation of stock, 
are to be shown under this head. 

15.3.2 Expenses and Provisions 
Items of expenditure arc required to be shown under different h&ds as follows: 

1 Cost of goods sold: The cost of goods sold is generally arrived at by adding 
opening stock and purchases and deducting closhg stock from the total: 

Rs. 
Opening stock of goods ........... 
Add purchases ............ 
h s s  closing stock ........... 
Cost of goods sold ' 

Details of stock (raw materials, semi-finished goods and finished goods) are 
shown separately under the respective items of stocks and purchases. 

Alternatively, the difference between the value of stock (of finished and 
semi-finished gods)  at the beginning of the year and at the end of year is 
calculated. This may indicate increase in stock or decrease of stock at the end of 
year. If there is increase in stock, it is shown as a deduction from the cost of 
Goods sold. On the other hand, if there is decrease in stock, it is added to the 
cost of goods sold. Purchases of finished gods, if any, are shown separately. Raw ' 
materials consumed are shown under another head as an item of manufacturing 
expenses. 

2 Manufactudng and Selling Ehpenses. Expenditure incurred on manufacturing 
and selling operations include: 

i) Raw materials consumed (opening stock plus purchases less closing stock) 



ii) Stores. consumed 
iii) Power and Fuel 
iv) Rent 
v) Repairs to buildings 
vi) Repairs to machine j 
vii) Insurance 
viii) Rates and taxes 
ix) Miscellaneous expenses 
x) (a) Salaries, wages and bonus 

(b) Contribution to provident fund, pension fund 
(c) Employee welfare expenses 

xi) Commission td selling agents, discounts and allowances 
xii) Depreciation on fixed assets. (The methods and rates of depreciation to Se 

charged on different categories of assets are laid down in the Companies 
Act) 

xiii) Interest on debentures mddong-term loans paid or payable 
xiv) Remuneration payable to Directors (including managing director) or 

manager, if any 
xv) Amount reserved. for 

(a) repayment of preference share capital 
(b) repayment of loans and debentures 

xvi) Provision for Taxation, grovision for bad and doutitful debts 
xvii) Audit Fees 

15.3.3 Appropriation of Profits 
After ascertaining profits, the amount of profit for the current year and that of the 
previous year are distributed or 'appropriated' for differer~t purposes. Thus, the . 
balance of profit brouglit forward from the previous year is added to the profit for 
the current year. The items of appropriation generally are: transfer to reserves and 
provision for dividend proposed to be paid to shareholders. Other items included in 
this part of the Profit and Loss Account are: Debenture Redemption Reserve and 
Atrears of depreciation of previous year, if any. 

1 The final balance of profit after the appropriarion is carried forward and taken to the 
next year's account. This part of the Profit and Loss Account may be regarded as 
Profit & Loss Appropriation Account; but there is no separate heading used fot it. 
The second part .of the account showing appropriation of profits is sometimes called 
'Below the Line' Account. 

15.3.4 Foms of Profit and Loss Account 
The Companies Act is silent as regards the form of presentation of Profit and Loss 
Account. Hence, companies may adopt one of the two alternatives forms: 

i) Ver'tical form; and 
ii) Horizontal or 'Left-Right' form. 

 he vertical form of presentation is illustrated below. 

PLMB Co. Lid. 
Sommariaed Profit a d  Coee Account 

I humme 
Sales 

Camat Year Prevlolls Year I 
Interest on Loam and Advancea . I I 
Total 

n 
Cost of goods sold 
Raw materiala co~mcd 
Power and Fuel 
Repairs to Machinery 
Salaries, Wages & Bonw 
Provision for Bad & Doubtful Debts 
Depreciation 
Interest on Debenture8 
Audit Fees 
Total 

IU Profit before T u  (1-11) 

IV Pmvbioa for Tamtion 

Final 'Account-I 



V Profit after Tax (111-W) 

VI Balance brought forward from lnet year 

VII Profit evslbble for Appropriation (V + VI) 
Proposed Dividend on Equity Shares 
Transfer to General Reserve 

WII Ballnnee transferred to Bnlnnce Sheet 

I 
1 

The Horizontal (Left-Right) form of presentation is shown below: 

PLMB Co. Ltd. 

Previow 
Year , 

Rs. 

15.3.5 Special Features of ~ornpany Profit and Loss Account 
The special features of the Profit ind Loss Account of a company tare summarised 
below. 
1 It is got necessary to prepare a Trading Account showing gross profit. The Profit 

and Loss Account includes all items of inkme 'and expenditure and shows the 
net profit. 

2 After net profit is ascertained, the distribution or appropriation of profit i s  shown 
in the second part of the Profit and Loss Accouot known as 'Below the line'. In 
this part, the balance of profit brought forward from, the previous year is added 
to the current year's profit. Dividend proposed to be paid to shareholders and 
transfer to genera! reserve are two main items of appropriation. The final balance 
of profit is shown,in the Balance Sheet. . 

3 The Companies A& requires that figures of the previous year must be shown in 
l 

a separate column alongside the respective figures of the current period. 
4 Since various details relatin4 to income and expenditme must be shown as 

. . required by the Act, a sumarised Profit and Loss Account is prepared and 
details of items are shown separately in the form of annexures. I 

5 The form of presentation may be 'vertical' or 'horizontal,(Left-Right). It is nor 
necessary to 'To' and 'By' on the two sides even when the account is 

I 

prcpared in 'horizontal' form. i I 

Check Your Progress A 
I 

1 From the following particulars relating to the operations of a company, how will I 

8 you. present the total incgme in the Profit and Loss Account? 

L' 

Current 
Year - 
Rs. 

I 

I 

1 

I 
I 
I 

Su~nmarised Profit and I-om 

bpenditure 

Cost of goods sold 
Raw materials consumed 
Power and Fuel 
Rent Rates and Taxes 
Repairs to Machinery 
Salaries, Wages & Bonus 
Provision for Bad & 
Doubtful Debts 
Depreciation 
Interest on Debentures 
Audit Fees 
Provision for taxa1:ion 
Balance (Profit) Carried down 

Proposed Dividend on 
Equity Shares 
Transfer to General Reserve 

Balance tfd. to Balance Sheet 

Account for 

Current 
Year 

Rs. 

the year ended 

Previous 
Year 

'as. 

31 Dec., 1998 

Income 

Sales 
Interest on 
loans and advances 

Balance (prokit) 
b/d 
Bylance brought 
fqrward from 
prevlous year 



Cash Sales 
Credit Sales 
Sales Returns 
Trade Discount allowed on sale 
Insurance Claims realised 
Dividend received from Subsidiaries 
Interest received on Trade Investments 

What is meant by appropriation of profits? 

Rs. 
1,25,000 

58,50,000 
85,000 
38,000 
42,000 
28,000 
15,000 

3 The following information is available from the books of accounts of a company. . 

Show how you will arrive at the cost of goods sold and present it in the Proft and 
Loss Account. 

Stock as at the beginning of the year: 
Rs. 

Raw Materials 72,000 
Semi-finished Goods 38,000 
Finished Goods 85,000 

Stock as at the end of the year: 
Rs. 

Raw Materials 79,000 
Semi-finished Goods 30,000 
Finished Goods 90.000 
Purchase of Raw Materials 1,50,000 

4 Which of the following items are to be shown bclow thc line as appropriation of 
profits: 

i) Provision for Taxation 

ii) Provision for Proposed Dividend 

iii) Provision for Doubtful Debts 

iv) Transfer to General Reserve 

v) Provision for Debenture Redemption 

15.4 LEGAL REQU NTS AS TO COMPANY 
BALANCE SHEET (SCHEDULE VI PART I) 

The Balance Sheet of a company like that of any other type of business organisation 
is a statement of assets a,nd liabilities. However, in the case of a company, the nature 
of details to be shown and the order of arrangement of the items must conform to the 
requirements prescribed in Schedule VI, Part I of the Companies Act. 

1 15.4.1 Proforma of Balance Sheet 

I There are two alternative proforma given in Schedule VI: (i) horizontal, and 

! (ii) vertical. Any one of these forms may be adopted for the Balance Sheet of a 
company. 

Final Account-I 



C o m p y  .+%a@mt-Il In the horizontal farm, liabilities ar;;resented on the left hand side and assets on the 
right hand side. In the vertical form, the liabilities are shown under the heading 
'Sources of Funds'. This is followed by the assets shown under the heading 
'Application of Funds'. 

Both (be prescribed f o m  of Balance Sheet require that figures of the previous 
year should be shown in separate column along with the figures of the current 
year with respect to each of the items of liabilities and assets. 

k t  us now examine the items of liabilities and assets to be presented with the 
relevant details in outline. 

85.4.2 Liabilities 
1 Share Capital: Under this heading, ti& foiloving details are to be shown. 

i) Authorised Capital : 
Shares of Rs. each ........... ............ 

This refers to the total'amowt of share capital which the company is authorised 
to raise according to the Memorandum of Association. It may include Preference 
Share Capital and Equity Share Capital, or only Equity Share ~ a p i t a l .  The total 
amount of authorised capital is just to be shown by way of information, that is, 
not to be added as a liability in the balance sheet. 

ii) Issued Captial: ' 

............ Shares of Rs. ........ each 

Issued Capital is that part of authorised capital which has been issued for 
subscription till the date of balance sheet. The issued capital may have been fully 
subscribed or partly subscribed. The amount of issued share capital is not taken 
as a liability. It is shown by way of information. 

iii) Subscribed Capital : 
........ ............ Shares of Rs. ........ each, Rs. called up 

That part of issued capital which has been actually subscribed by investors is 
shown under this head along with the amount of share value called up. When a 
company announces the issue of shares to the public, applications are invited 
with a certain amol~nt per share to be deposited as application money. As and 
when shares are doted,  the application money is transferred to share capital 
account. The allotees are then required to deposit the allotment money, which is 
fixed. On receipt of the amount payable on allotment, it is also transferred to 
share capital account. The balance of the value of shares is payable when .calls'. 
are made. So, the 'tern of subscribed capital is to indicate what part of the share 
value has been called up per share. Sometimes, the amount due on allotment an.d 
calls made remain unpaid in respect of a number of shares. The amount is known 
as 'Cds  in h e a r ' .  This amount is shown as a deduction from the subscribed 
and called up capital. 

Subscribed Capital 
........ ........... Shares of Rs. each, 

........ ........ Rs. called up Rs. 
Less calls in h e a r  Rs. ........ 

If shareholders concerned fail to pay the amount due on allotment of calls, the shares 
are liable to be forfeited. In that case, the amount already received on the forfeited 
shares (the amount originally paid) is added to the subscribed and called up capital. 

Subscribed Capital 
., ........... Shares of Rs. ........ each, 

Rs. ........ called up ..;. ........... 
........... Less Calls in Arrear .... 
............ Add Forfeited shares . . - 

. . 

This is the final amount shown as the share capital in the amount column. 



2 Reserves and Surpluses: This includes the following items. 

i) Capital Reserve-Reserve created by transferring capital profits to this 
account. 

ii) Capital Redemption ~ese rve -~esc~ve  created for redemption of preference 
shares. 

iii) Share Premium Account-If shares have been issued at a premium, the 
premium received (i.e., the amount collected in excess of the share capital) is 
credited to a separate account. The balance of this account is shown under 
the heading 'Reserves and Surplus'. 

iv) Other Reserves-The total amount of General Reserve including addition to 
it made during the current year should be shown. 
If the Profit and Loss Account shows net loss, it should be shown as a 
deduction from the General Reserve. 

v) Surplus-The balance of net profit in the Profit a?d Loss Account is to be 
shown against this item. 

vi) Sinking Funds-Reserves which are specifically created and represented by 
earmarked investments in outside securities are known as 'Sinking Funds'. 

I Such funds are generally accumulated either for replacement of fixed assets 
or redemption of liabilities. 

I 
3 Secured Loans: The following liabilities are included under this heading. 

" i) Debentures 
ii) Loans and Advances from Banks 
iii) Loans and Advances from Subsidiary Companies 
liv) Qther Loans and Advances 

Interest accrued on secured loans are to be included in the appropriate items 
(sub-headings). The nature of security is also to be specified in each case. Loans 
from directors or managers, if any, are to be shown separately. 

1 4 Unsecured Loans: Loans which are unsecured generally include the following. 

i) Fixed Deposits-Deposits raised from the public come under this 
sub-heading. 

1 ii) Loans and advances from subsidiary companies, if these are unsecured. 

iii) Short-term loans and advances 
(a) From Banks 
(b) From Others 
These are loans and advaqces which are due for repayment within a year 
from the date of the Balance Shdet. 

iv) Other Loans and Advances 
Interest accrued and due on unsecured loans are to be included under the 
appropriate sub-headings. 

5 Current Liabilities and Provisions: 
A Current Liabilities : These include 

i) Acceptances (i.e., Bills Payable). 

ii) Sundry Creditors. 

iii) Subsidiary Companies-Short-term liabilities owed to subsidiary 
companies. 

iv) Advance Payments p ~ d  Discounts received for which value has yet to be 
given-These may include advaqces received in advance from customers 
or discounts received in advance. 

v) Unclaimed dividends-The amount of dividend declared and due to 
shareholders which has not been drawn by some of them is shown as a 

I current liability. 

I vi) Interest accrued but not due on loans-This refers to that part of interest 
on loans which is to be paid when the due date comes which may be in 



the next year. Suppose interest on loan is paid annually on March 31, 
the Balance Sheet as on December 31 will show 9 months' intsfest 
which has a c ~ n e d  for the period from April 1 to December 31. This 
amount will be adjusted next year on March 31. . 

B Provisions: Under this sub-heading are included the estimated amounts of 
expense or loss which have been taken into account before ascertaining 
profits. These may be: 
i) Provision for taxation 
ii) Dividends proposed to be paid 
iii) Provision for contingencies (unanticipatea losses or expenses) 
iv) Provision for Employees Provident Fund 
v) Provision for Pension or other benefits to employees. 

6 Contingent Liabilities: Liabilities which are uncertain and may arise depending 
upon future events are known as 'contingent liabilities'. Thus, contingent liability 
is one which, though not a liability at the date of Balance Sheet, may be so later 
upon the happening of a certain event. Such liabilities are required to be shown 
as a foot-note, after all other liabilities have been listed. These are not to be 
added to the other liabilities. ltems which may come under this sub-heading are: 

i) Claims against the company acknowledged as debts: A typical situation in 
which such a claim may arise is where an amount is expected to be paid to 

. contractors on completion of a building according to the contract signed. 

ii) Uncalled liability on shares partly paid: Where investment has been made in 
shares of another company and the shares are partly paid up, liability may 
arise on further call being made for payment of the uncalled amount. 

iii) Arrears of fixed cumulative dividends: Arrears of dividend on preference 
share capital are payable out of future profits, hence it is shown as a 
contingent liability. 

iv) Estimated amount of contracts remaining to be executed on capital accouht 
and not provided for: This type of liability may relate to expenses to be 
h c m e d  on incomplete contracts which are yet to be fully executed. 

v) Any other amount for which the company is contingently liable: This ma$ 
include, for example, customers' claim for damages for delay in delivery 
which is pending, and yet to be settled. 

1 15.4.3 Assets 
1 

1 Fixed Assets: Expenses incurred for the acquisition of fixed assets have to be 
shown separately for various assets such as Goodwill, land, buildings 
leasehold properties, plant and machinery, railway sidings, furniture and fittings, 
development of property, patents, trademarks and designs, live stock, motor 
vehicles, etc. 

For each of the asset heads, the value should be arrived at by showing the 
original cost of the asset, additions, if any, made during the year, deductions, 
therefrom during the year, and the total amount of depreciation deducted or 
provided for up to the end of the year. The value of assets thus determined may 
be shown in the sslmnlarised Balance Shect, and the details given in the separate 
schedule. 

. ., 

2 Pnvestme~ts: This heading should include different types of investments 
- .  - separately, ind~cating in each case the mode of valuation such as cosr or market 

value. 

. i) Investment iP1 Govt, Securities or Trust Securities. 
. ~ 

' ) Investment in Shares, debentures, etc. of other companies-Different classes 
of shares in which investment has been made and whether the shares are 
fully paid-up are to be shown separately, so also in the case'of debentures. 

. iii) Immovable proprties (like land and buildings). 

12 iv) Investment if. the capital of partnership firms. 



3 Current Assets,Loans and Advances: 
A Current Assets: These are assets likely to be converted into cn$h within a 

year. The items under tfiis head may include: 

i) Interest accrued on investments 

ii) Stores and Spare Parts 

iii) Loose Tools 

iv) Stock-in-trade-The mode of valuation should be stated 

v) Work-in-Propss-The mode of valuation should be stated in this case 
also. 

vi) Sundry Debtors-Details in respect of sundry debtors are to be given as 
follows: 

(a) Debts outstanding for a period exceeding six months 

(b) .Other debts 

also: (i) 

(ii) 

Debts considered good and in respect of which the company is 
fully secured 
Debts considered g d  for which the company liolds no security 
other than the debtors personal security , 

iii) Debts considered doubtful or bad 
Provision for doubtful or bad debts is required to be shown under the 
sub-head 'Reserves for Doubtful and Bad Debts' on the liabilities side of 
the Balance Sheet below the head Reserves and Surplus. 

vii) (a) Cash balance on hand 
(b) Bank Balances 

B Loans and Advances: Where loans have been given or advances made by the 
company, the amounts are required to be shown under separate sub-headings 
as follows; 
i) Advances and loans to subsidiary companies 

ii) Advances and loans to partnership firms in which the colppany or any of 
its subsidiaries is rm partner 

I iii) Bills of Exchange being Bills Receivable 

iv) Prepaid Expentics or Advance Payments which are recoverable in cash or 
kind or for value to be received e,g., Rates, Taxes, Insurance, etc, 

v) Balance of deposits with any Government agency lkc Chfitoms, Port 
Trust, etc. 

4 Miscellnneo~s Expenditure: Certain expenses are incurred by companies, which 
are written off over 3 to 5 yeam by cl$ruglng a proportionate part of the expenss 
each year to Profit and Low Account. The balance of such expenses to !he extent 
not written off or not adjusted are required to be shown under this heading. 
Strictly speaking, these items are not assets, but are shown along with the assets 
since the debit balances of these expense accounts are carried forward to the next 
year. The items of such expenditure may include: 

i) Preliminary Expenses-Expenses incurred in connection with the formation 
of the company and its registration 

it) Commission or brokerage paid on under-writin'g or subscription of shares or 
debentures and the expenses of floatation of shares or debe~tures 

iii) Discount allowed on the issue of shares or debentures I 
I 

iv) Interest paid (to shareholders) out of share capital during construction work * 

v) Development expenditure 
, 5 Profit and Loss ~ccount :  A company inay suffer net loss whkh is not covered 

by the general reserve created out of past profits. In that event, the amount of 
net loss (the debit balance in the P & L Account) not covered by general reserve 
is to be shown under this subbheading. It will then be shown as follows: Rs. 
Profit and Loss Account (Dr. Bal.) .....,.,,.. 

" Less: General Reserve ,......,... 



15.4.4 Somrnaaised Balance Sheet (Vertical Form) 
In the vertidform of Balance Sheet, as in the case of horizontal form, the details 
required to be given are shown in separate schedules. The form of presentation is as 
follows: 

PLMB Co. Ltd. 
Balance Sheet ns on December 31,1989 

Check Your Progress B 
1 What are the items included under the heading 'Reserves and Surplus' on the 

liabilities side of a company Bdance Sheet? 

........................................................................................................................................... 

Sources of Funds 
1 Shareholders Funds: 

(a) Capital 
(b) Reserves & Surplus 

2 L O U I ' F U ~ ~ S :  
(a) Secured Loans 
(b) Unsecured b a n s  

TOTAL 

Applicntion of Funds 
1 . , Fixed Assets: 

Gross Block 
Less: Depreciation 
Net Block 

2 Investments 

3 Current Assets Loans and Advances: 
(a )  Inventories 
(b) Sundry Debtors 
(c) Cash & Bank Balances 
Less: Current Liabilities and 

Provisions 
Current Liabilities 
Provision for Taxation 
Provision for Proposed 
Dividend 

Net Current Assets 

4 (a) Misc. Expenditure not written 
off 

(b) Profit & Loss Account 

TOTAL 

2 While preparing the balance sheet of a company, under what headings will you 
include the following liabilities and assets? .' 

i) Calls in h e a r  

ii) Share Premium 

iii) Public Deposits 

iv) Sundry Creditors 

v) Sundry Debtors 

vi) Arrears of dividend on Cumulative Preference shares 

vii) Unclaimed Dividends 

viii) Debentures 

1 ix) Forfeited Shares (amount received) 

x) Preliminary Expenses 

Figures as at 
Dm. 31,'1988 

.- 
Rs. 

\\ 

Schedule 
NO. 

Figures as at 
Dec. 31,1989 

Rs. 



15.5 LET US S UP 

The Final Accounts of a company refer to the annual financial statements consisting 
of (1) Profit and Loss Account which discloses the results of operation, either profit 
or loss, for a financial year, and (2) Balance Sheet which depicts the financial 
position of the company as on the closing day of the year. The Profit and Loss 
Account is also known as Income Statement for the year. The Balance Sheet may be 
described as a statement of assets and liabilities of the company. 

In the Companies Act, 1956, there is no proforma prescribed for preparation of the 
'Profit and Loss Account of a Company. However, the particulars and infonnation to 
be given in the Profit and Loss Account are laid down in Schedule VI, Part 11, of the 
Act. The Profit and Loss Account must set out the various items relating to income 
and exgenditure of the company arranged under properly classified heads. 

Since the. companies Act is silent as regards the form of presentation, the Profit and . 
Loss Account may be prepared by adopting either (a) the vertical form, or (b) the 
horizontal or 'left-right' form. 

The special features of the company Profit arid Loss Account are: (i) It is not 
necessary to prepare a separate Trading Account; (ii) There is no separate heading 
required to be givcn for the appropriation of profits. The distribution or 
appropriation of profits is show11 in the second part of the Profit and Loss A.ccount, 
which is also described as 'Below the line'. 

The Companies Act requires that the figures of the previous year must be'shown in a 
separate column along side the figures of the current year. 

As regards the preparation of Balance Sheet, the nature of details to be shown with 
respect to the liabilities and assets and the order of arrarigement of the items are 
prescribed in Schedule VI, Part 1 of the Companies Act. 

There are two alternate proformas given in Schedule VI for the preparation of 
company Balance Sheets: (i) horizontal, and (ii) vertical. Any of these forms may be 
zdopted for the Balance Sheet of a company. In the horizontal fonn, liabilities are 
presented on the left-hand side and assets on the right-hand side. In t& vertical 
form, the liabilities are first listed under the heading 'Sources of Funds'. This is 
followed by the assets shown under the heading 'Application of Funds'. 

Both the prescribed forms require that figures of thc previous year should be shown 
in a separate column alongside the figures of the current year with respect to each of 
the sub-headings under liabilities (Sources of fimds) and assets (Application of 
Funds). 

-- 

15.6 KEY WORDS 

Appropri~tion: Distribution of profits. 
Balance Sheet: Statement of assets and liabilities depicting thc financial position as 
at the end of the financial year. 
Below the Line: Part of the Profits and Loss Account which shows the 
appropriation of profits. 
Contingent Liability: Liability which depends upon the happening of a certain event. 
Gross Block: Gross value of fixed assets before depreciation. 
Preliminary Expenses: Expenses incurred in connection with the formation and 
registration of a c&npany. 
Premium on shares: Amount realised in. excess of the face value of shares of a 
company. 
Profit and Loss Account: Income statement disclosing the .esults of operation 
(profit or loss) for the financial year. 
Turnover: Total value sale of goods or supply of services, 
Underwriting Commission: Commission payable to underwriters of shares and 
debentures in lien of their undertaking to subscribe to the issue in the event of 
under-subscription by the public. 

I 



Company Account-I1 

-- 
15.7 ANS S TO CHECK YOUR PROGmSS 

Rs. 
A 1 Sales 59,75,000 

Less: Sales Return 85,000 
Trade Discount 38,000 1,23,000 

58,52,000 
Income from Investment 15,000 
Dividend received from 

Subsidiaries 28,000 
Miscellaneous Income: 
Recovery of Insurance Claim 42,000 

I TOTAL 59,37,000 

3 Cost of Goods Sold: 
Opening Stock: 
Raw Materials 
Semi-finished Goods 
Finished Goods 

Add: Purchase of Raw materials 

Less: Closing Stock: 
Raw Materials 
Semi-finished Goods 
Finished Goods 
Cost of Goods Sold 

Rs. 

3,45,000 

B 2 i) Liabilities side as a deduction from the sub-head 'Subscribed Capital' 
under the head 'Share Capital', 

ii) Liabilities side under the head 'Reserves & Surpluses'. 
iii) Liabilities side under the head 'Unsecured Loans'. 
iv) Liabilities side under the head 'Current Liabilities'. 
v) Asvt side under the head 'Current Assets'. 
vi) Liabilit<es side under the head 'Contingent Liabilities'. 
vii) Liabilities side under the head 'Current Liabilities'. 
viii) Liabilities side under the bead 'Secured Loans'. 
ix) Liabilities side as an addition to 'Subscribed Capital' 
x) Assets side under the head 'Miscellaneous Expenditure' to the extent not 

written off. 

1 What are the special features of the Profit and Loss Account of a Company? 

2 What do you understand by Appropriation of Profits. What are the items 
relevant in that wnnection? 

3 Enumerate four items each of current assets and current liabilities, How are 
current adsets and current liabilities shown in the vertical form of Balance Sheet? 

4 What are the particulars requlred to be given with regard.to the fixed assets while 
preparing Balance Sheet of a Company? 

5 State the nature of particulars and information to be given in Company Final 
Accounts with regard to 

i) Sundry Debtors . 
ii) Share Capital 
iii) Reserves and Surplus 

Note: These questiohs will help you to understand the unit better. Try to write 
answers for them but do not submit your answers to  the University. These 
are for your practice only. I 
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After studying this unit, you should be able to: 
0 identify and deal with some special items related to profit and loss account and 

balance sheet 
e apply the basic principles of arrangemmkt, classification and presentation of items 

in the profit and loss account and balance sheet 
e prepare final accounts of a company. 

I In Unit 15 you learnt about the legal requirements relating to the contents of Profit 
and Loss Account and the Balance Sheet of a company, and also their vertical and 
horizontal proformas. Ln this unit, attempt has been made t~ fh-ther clarify the points 
relating to some items related to the final accounts of a company with reference to 

' the provisions of the Companies Aci and discuss the preparation of company final 
accounts in detail. 

I There are certain items appearing in the final accounts which are peculiar to the 
company form of organisation. They are as follows. 

I 

All expenses relating to the formation of company are grouped under one heading 
,known as Prelimimry Expemes. This includes expensa like cost of printing the 
Memorandum and Articles of Association, fees paid to lawyers for draftirig various 
documents, stamp duty, and registration and filing fees payable at the time of 
registration of the company, The total amount debited to Preliminary Expenses 
Account is treated as a capital expenditure. It is generally written off within a period 
of 3 to 5 years. The annual amount decided to be written off is debited to the Profir 
and Loss Account. The balande of the Preliminary Expenses Account is shown on 
the asset side of the Balance Sheet as a separate item under the heading 
'Miscellaneoas Expenditure and Losses'. 

___. 

F SBECLAL S RELWANT 
--" -.- FINAL ACCO S 

Suppose a company incurxed preliminary expenses amounting to Rs. 9,000 and 
decided to write off the amount in equal proporti~ns over three years. At the end of 
first year, Rs. 3,000 will be charged to the Profit & Loss Account aad Rs. 6,000 witl 



be shown on the asset side of the Balance Sheet. The debit balance of Rs. 6,000 in 
the Preliminary Expenses Account will be carried forward to the next year. At the 
close of second year, another Rs. 3,000 will be charged to Profit and Loss Account 
and the remaining balance of Rs. 3,000 shown on the asset side of Balance Sheet. In 
the third year again Rs. 3,000 will be charged to Profit & Loss Account. The 
Preliminary Expenses A/c will thus be closed, and it will no longer appear in the 
Balance Sheet. 

16-22 Bpeasses om Issue of Shares and Debentrares 
When shares and debentures are issued to the public, company incurs expenses by 
way sf underwniting commission, brokerage and fees. Underwriting commksion is 
agreed to be paid to an individual, a h n  or an institution which undertakes to 
sirbsrxiDe to that part of the shares or debentures which may not be subscribed by the 
public. The commission is generally fixed as a percer 'age of the issue price of shares 
OP debentures underwritten. Brokerage is paid by the company to brokers who 
procure subscription for the shares or debentures. Sornetinles, one or more 
institutions may he appointed managers to the issue for which Res are payable and 
f i e d  as a percentage of the issue price of shares or debentures. The maximum rates 
at which underwriting commission, brokerage and fees can be paid by any company 
are laid down in the Companies Act and prescribed by Government order. 

All expenses on issue of shares and debentures are capitalised and normally charged to 
the Profit 8r Loss Account over a period not exceeding 5 years. The unwritten off 
amount is shown every year on the asset side of the Balance Sheet as a separate item 
under the heading 'Miscellaneous Expenditure and hsses'. 

Let us illustrate the treatment of the above mentioned item in the Company final 
accounts with the help of an example. A company was registered in January.1987 
with a11 authorised capital of 1,00,000 equity shares of Rs. 10 each. Preliminary 
expenses amounted to  Rs. 9,000. The company issued 50,000 shares to the public. 
The issue was underwritten by a firm for which the company agreed to pay 
commission at 2i0/0 of the issue price. Applications were received for 45,000 shares 
from the public which were 'duly doted and fully paid. The company decided to 
cany forwud thc preliminary expenses and expenses on issue of shares to the next 
year. How will the transactions be reflected in the Balance Sheet for 1987? 
Before preparing the Falance Sheet of the company, we should note the following 
points; 

i) The public subscription being less than the number of sharm issued the balance 
of shares were to be taken up by the underwriters. 

ii) The amount payable to the underwriters on account of underwriting commission 
was Rs. 12,500(2$% on Rs. 5,00,000 issued capital). On the other hand, the 
Underwr~ters were to pay Rs.50,000 (Rs. 10 per share on 5,000 shares) to 
the company. The net amount due to the company from the underwriters was 
Rs.37,500. However, underwriting comnlissioll payable should be treated 
separately as a deferred revenue expenditure or loss. 

iii) Preliminary expenses and expenses on issue of shares u~clu~ding (underwriting 
commission) were decided to be carried forward to the next year. This was so 
possibly because operations were not started in 1987. 

The Balance Sheet as at the end of 1987 would show the items as follows: 

Liabilities Rs. Assets Rs. 
Shnre Capitnl Fixed Assets - 
Authorised Capital: ................... ....... 
100,000 Equity Shares of 

Rs. 10 each 10,00,000 Current Assets: 

Issued capital : Cash in hand and at Bank 4,78,500 
50,000 Equity shares of 

Rs. 10 each 5,00,000 --- 
Miscellaneous 

Subscribed Capital: Expenditure Losses 
50,000 Equity Shares of, + Preliminary Expenses 9,000 

, Rs. 10 each, Rs. 10 pert share 
called up and paid 5.00,OW Underwriting Commission -- 12,500 -- 

S,(W),UMI .- ---- .4,00,000 ..," -- . --...-., ...-c.-.-.. ---.- ---'-" ---. .-. --- . . -. ,- 



16.2.3 Discou~at on Issag sf Shares and Debentures 
Discount allowed on the issue of shares or debentures implied capital bss for the 
company, the amount realised on issue being less than the face value of the securities. 
The amount of discount may be written off by charging it agairist capital profits, if 
any. Otherwise, it is chargcd lo Profit and Lass Account over a period of 3 to 5 
years. The amount, not so written off, is carried forward to the next year and shown 
in current year's Balance Sheet as a separate item under the heading 'Miscellaneolas 
Expenditure and Losses'. In other words discount on issue sf shares and debentures 
is also treated as a deferred revenue expenditure and treated in the company final 
accounts in the same way as:preliminary expenses. 

16.2.4 Premium on Hsswe of Shares 
Premium on shares issued refers to the valuc realised over thc abovc the issuc price. 
m e r e  shares are issued at a premium, the amount of premium is required to be 
credited to separatc account called '3hare Premium Account', lit represents capital 
profit for the company, and may be applied to write off capital expenditure and 
capital losses like preliminary expenses, underwririrlg commission and brokerage, 
discount allowed on the issue of shares and debentures, premium payable on tlme 
redemption of preference shares or debentures, etc. The credit balance of Share 
Premium Account which remains after meeting any of the above expenses or losses is 
to be shown on the liabilities side of the Balance Shcet as a separate item under the 
heading 'Rcscrvu: and Surpluses'. 

I 

Let us explain it with the help of an example. Sllakti ktti. raised frcm the public 
Ks. 6,00,000 by issuing 50,000 equity shxes of Rs. 10 each at Rs. 12 per share. 
Underwriting Cornmission was agreed to be paid at 2$%.Rs. 7,500 was paid as 
brokerage to a firm of stock brokers. From the abovc information show the relevant 
figures in the company's Balance Shcct. 

Shares were issued at a premium of Rs. 2 per share. 60, the amount of premium 
received was Rs. 1,00,000 (Rs. 2 per share on 50,000 shares). 

lJnderwriting Commission of 24% comes to Rs. lli.000 (2i0h of Rs. 6,00,000 the 
issued price). 

The total amount of issue expenses, underwrlt,i~g i:~:xur~:ission' (Rs. 15,000) arid 
brokerage (Rs. 7,500) will be to Rs. 22,500. This :lrnoient should bc charged to the 
Share Premium Account, which will have a credit oi Ks. 1,00,000. Thus, issuc 
expenses, would be fully written off and Share Premium Account will be left with a 
credit balance of Rs. 77,500 (Rs. 1,00,000-Rs. 22,500). 

It should be noted that the amounts of share isslrc expense, preliminary expenses, etc. 
will be written off against the on ,share only *a~!~en it is so specified. The 
Balance Sneet wijl show the items as follows: 

1 Liabilities side 

Issued and Subscribed'Capit~l 
50,000 Equity shares of Rs. 10'each 
fully called up and paid 

i 

Reserves & Surplus 
i Share Premium Account Rs. 

Share Capital 
Authorised .......... Share of Rs. .......... each 

! Le,ss: Expenses on issues 
of shares 22,500 77,500 r 

16.2.5 Calls in Arrears and, Calls in Advance 
A company issuing shares to the public requires payment to be made by subscribers 
partly along with applications, partly on allotment of shares and the balance iri one or 

I two instalments, known as call money. II the amount due on call remains unpaid in 
i respect of some shares, it is debited to Calls in Aqeazs Account. This amount is 
1 

1 
4 



shown as a deduction from the amount of subscriijed and cued  up capital on the 
liabilities side of the Balance Sheet. 

A different situation may a.rise where a company receives applications for a larger 
number of shares than offered by it to rhe public for subscription. This is known as 
over-subscription. In that event generally the applicants are alloted a smaller number 
of shares than applied for. 

The excess amount of application money is adjusted towards the amount due on 
allotment. If there is still an excess of application money it should be refunded. But 
the amount may be retained by the company to be adjusted against call money, as 
and when calls are made. For the time being, this mount is regarded ras calls in 
advance, that is, the money received in anticipations for future calls. Calls in 
Advance Account is credited with this sum. It is shown as a separate item under the 
head 'Share Capital' on the liabilities side of the Balance Sheet, but not added to the 
subscribed and called up capital. 

16.2.6 Forfeited Shares 
In case calls on certain shares remdn unpaid on the expiry of the time allowed for its 
payment as per notice of demand, the company may forfeit those shares and the 
amount received thereon, which may include application and allotment money. 
Forfeiture of shares leads to reduction of share capital <and requires that the Calls in 
Arrears Account (representing calls unpaid) should be adjusted accordingly. The 
amount received on the forfeited shares is credited to a new account ternled as 
'Forfeited Sharcs Account' and added to the paid up share capital bill such shares are 
reissued. 

Shares which have been forfeited may he reissued at a later stage at the conveilience 
of the company. If it is decided to reissue those shares at a discount, the maximum 
amount of discount which !nay be allowed to new allotees cannot exceed the amount 
received on the shares from the previous allotees. The discount allowed on reissue is 
charged to the Forfeited Shares Account. If the discount allowed on reissue of 
forfeited sl~ares is less than the mount originally received on these shares, the 
difference should be treated as a capital profit and transferred to Capital Reserve 
Account to be shown under the heading 'Reserves and Surpluses'. 

Suppose, for example, a company has forfeited 100 shares of Rs. 10 each on which 
Rs. 5 per s h i e  had been paid as application, and the allotment money and call 
money of Rs. 5 per share was not paid. In this case, Rs. 500 will be credited to 
Forfeited Shares Account on the forfeiture of shares. Assume that 60 shares were 
reissued at a discount of Rs. 3 per share, that is, discount allowed on reissue 
mounted to Rs. 180 against Rs. 300 (Rs. 5 per share) originally received on these 
60 shares. 'The amount credited to the Forfeited Shares Account will be reduced by 
Rs. 300, of which Rs. 180 will be transferred to Share Capital Accounr and Rs. I20 
(capital'profit) transferred to Capital Reserve. The remaining balance of Rs. 200 in 
the Forfeited Shares Account (representing the amount received on 40 shares which 
are not yet reissued) will be carried forward and shown on the liabilities side of 
Balance Sheet as an addition to the amount of subscribed and called up capital. You 
have already learnt about it in detail in Unit 12. 

16.2.7 Depreciation on Fixed Assets 
In the case of companies, the annual provision for depreciaticrq on fixed assets, like 
land and buildings, plant and machinery, etc., is charged (debited) to the Profit and 
Loss Account. l%e amount of depreciation is accumulated fioni year to year in the 
Depreciation Account for each category of fixed assets. Thus, in the Trial Balance 
prepared at the end of any year total depreciation provided till. the end of previous 
year appears as a credit balance. To this amount, the amount of depreciatioi~ 
provided for the cwent year is added. The total amount of depreciation provided till 
the end of current year is shown as a deduction from the original cost of fixed assets 
in the Balance Sheet, the item is shorn as Net Block (original cost less 
depreciation) under the heading 'Fixed Assets'. The detailed particulars are required 
to be shown separately for each category of fixed assets i.e., original cost of the asset 
as at the beginning of the year, additions made during the year, sale, if any, 
depreciation provided till the end of previous year an,d.during the, current year, total 
amount of depreciation provided till date, and the net value of the assets. 



16,2.8 Provision far Tmetia3a 

Every company makes provision for taxation in respect of profit made-during a 
pa13icular year. Frcjvision for taxation should, strictly speaking, be regarded as an 
appropriation of profits and thus shown 'below the Line', that is, after net profits have 
been arrived at. Mowever,.many compa~des actually show it 'above the h e '  that is, in 
the first part. of the Profit and Loss Account. The credit balance im the 'Provision for 
Taxation Account' is shown on the liabilities side of the Balance Sheet as a separate 
item under the sub-heading 'Provisions' which comes under the heading 'Current 
Liabilities and Provisionls'. The balance of the accouIlK is canied forward till 
assessmerit of tax in respect of the relevant year has been finalised. 

16.2.9 Dividends 
Every proEt-earning counpmy generally distril>utes m prirt of tibe, profits among its 
shareholders. The amount so distributed is known as dividend. When directors 
declare dividend during the cqume of mi accounting year in anticipation of profits of 
the same year it is known as inteninn dividend. 1Ioweve1, the genera1 practice is that 
directr~rs declare tile dividend to be paid at the mnud general mesling of the 
company. 'This is howl1 as the Rlaatal uli~ldend.~ lntcrim dividend if any, declaxed is 
shown as an appropriation of profit ant! debited 'below the line' in the Profit c4% Loss 
Account. The fhal dividend prog~oseri to be declared is also an appropriation of 
profits and debitcd L o  the Profit & Loss A.ccour~t 'below the heY.  

The ~xropsed dividend for the curreant year appears oar: the liabilities side of the 
Balance Sheet under the sub-heading 'Provisiotls' below the heading T m e n t  
Liabilities (2nd Provisioras'. 'TYGs is because the proposed dividend is payibile after it is 
approved at the annual general meeting which is to be lreld after the final acccpunts 
have been prepared at the close of the year. Yf dividend3 remain ulocllutarred, thle 
amodnt is shown under the headiq 'cuurent liabilities' in the Balwlce Sheet. 

16.2.10 Interest on Debem$rares 
You know that the rate sf interest on debentures is always mentioned with the 
debentures. The interest is gncrally payable half-yearly 0x8 30th June and 31st 
December (or 31st March and 30tlx September). You will atways find a figure of 
interest on debentures in thc Trial Balmcc where the colnpany has issued the 
debentures. Uui it will 11su;illy be f i ~ r  the half ycar. 'This impiics that we have to  
provide fst the remaining half year i~nter~ost whether specified in adjustments or not. 
In other words, unless deber~tures have been issued r.!asting the course of the 
accounting year, ivg: IUUS~  p ~ r j v i d ~  for fUU year's h l r ;  f:st. 

It is a common practice in compmies to transfer a pare of profits to reserves. The 
araolrnt transferred to general reserve or a y spkcific reserve is treated as an a appropriation of profits and is thus shown below the line' in the Profit and Loss 
Account of a mrnpany. This amount is also added to the concerned reserve while 
preparing the Balance Sheet. 

16.2,12 Balance of Profit and I ~ s s  Account 
The balance of Pr~f i t  and Loss .Account of current year before appropriations, and 
the bdance d Profit & Lass Amunt brought forward fram the previous year are 
shown in the second part (below the line) of the current%year's Profit & Loss 
Account. Jf there ware profits, appr6pdations are made out of the same which may 
consist of transfer to general reserve, dividends declared, mid provision for taxation. 
The find bslmce of profit it! carried forward to'the next year. The amount is also 
shown as a surplus on the liabilities side of Balance Shcet under thb heading 
'Reserires and Surplus'. 

However, if the find balance of Profit & Loss Account indicates Net Loss (that is, a 
debit balance) it is shown as a deduction from General Reserve on the liabilities 
side, If, however, the net loss is more than the amount of General Reserves, it will be 
shown on the asset side of Balance Sheet Ito the extent not adjusted) under the 
beading 'Misc~,llaneous Expenditure and ~osses',  

Example: PRO Company carded forward Rs, 40,000 credit balance in the Profit & 
Loss Account from the yew encling March 3 1, 1988 to the next year, It made a 



Company Acco~lnt-HI further profit of Rs. 2,80,000 during the next year ending March 31, 1989. The 
following decisions of the Directors were to be carried out: 

Provision for Taxation: Rs. 90,000 
Dividend on 120h Preference Shares, Ks. 1,20,000 
Dividend at 15'' on 30,000 equity shares of Rs. 10 each fully paid, Rs. 45,QOQ 
Transfer to General Reserve Rs. 30,000 

You are required to prepare the Profit Rr. Loss Account 'below the line' for the year 
ending March 31, 1989. Show how the relevant items will appear in the Balance 
Sheet: 

Profit & Loss Account (Below the line) 
for the year ending March 31, 1989 

Provision for Taxation 
Proposed Preference 
Dividend at  12°/n 
Proposed Equity Dividend 
General Reserve 
Bala~lce c./d 

90,000 Balance b/d 
Rs. I 

1 

Balance Sheet a8 o n  Mi~rch 3 1, 1989 
(Alabiliticr Sidu only) 

1,20,000 
45,000 
30,000, 
35,OdO 

Rs. 
40,000 

Profit made during the year 

Share Capital 
..... .......... A11thorise:d 12% Prd .  Shares of Rs, each 

.......... equity shares of Rs. ..... each 
lssued & Subscribed ......... 12% Pref, shares of Ks. ..... 

30,000 Equity Shares of 
Rs. 10 each fully called up 
and paid 

Reserveri and Surplus 
Surplus QP&L A/c Balance) 
Addition t o  Reserve 

............ Secured Loans 
Unsecuvcd Loanr ............ 
Currenl; Llnhlllties & Prevision 
A Current Liabilities ............ 
B Provisions 

Provision for Taxation 
J'roposed Dividends 
on Preference shared 
~pn Equity Shercs 

each 

Chectk Your Progress A 
I 1 Under what heads will y ~ u  classify the following items on the liabilities side of 

the Balance Sheet of a Company? 

(i) Proposed Dividend, (ii) Unclaimed Dividend, (iii) Interest accrued and 
due on secured loans, (iv) Provision for Taxation, (v) Arrears of dividend on 
cumulative preference shares, (vi) Share Premium Account (vii) Forfeited 
Shares Account, (viii) Credit balance of Profit & Loss Account. 

2 Classify the following items under proper headings on the asset s i d e d  Balance 
"' Sheet. 
(i) Work in Progress, (ii) Government Bonds, (iii) Goodwill, (iv) Loose 
Tools, (v) Prepaid Insurance, (vi) Discount on Issue of Shares, 
(vii) Advance to Subsidiary Company, (viii) Trade Mark. 

3 How will you show the following items in the Balance Sheet of 'a Limited 
Company as on December 31, 1989 : 

i) Original Cost of Machinery Rs, 4,50,000. 

ii) Book Value of Machinery as on ~an'uary 1,1989 Rs, 3,00,000. 

iii) Depreciation was to be written off at 10% on written down value. 
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17.0 OBJECTIVES 

After studying this unit, you should be able to : 

o describe the nature and uses of financial statements 

o specify the limitations of such statements 

explain the meaning and techniques of financial analysis 

explain the mcaning of ratios and ratio analysis 

classify the financial ratios 

o describe ille importance of standards for comparison of ratios 

explain the nature and calculation of ratios to assess financial soundness of a firm 

explain the nature and calculation cf ratios to measure the operational efficiency 
and profitability of a f im.  

describe the usefulness and limitations of ratio analysis 

17.1 INTRODUCTION 

All transactions recorded in the 'books of accounts are periodically summarised ahd 
presented in the form of two financial statements. One is the Balance Sheet (or position 
statement) and the other is Profit and Loss Account (or Income Statement). While the 
Balance Sheet shows the assets, liabilities and capital of the fim~ as on the last day of 
the accounting period, the Profit and Loss Account shows the results of operations for 
that period, Form the information contained in these statements it is possible to know 
how efficiently the business has been nlana~ed and what are its future prospects. 



1 eonlpany Accounts-11 However, the data presented in these statements must be analysed further and interpreted 
before drawing any conclusion. In this unit we shall discuss the nature and purpose of 
financial statement, the meaning of financial analysis, and the techniques of such 
analysis. We shall also explain how financial ratios can be computed and interpreted for 
the purpose of assessing the financial soundness and profitability of an organisation. 

172 NATUW OF FINANCIAL STATEMENTS 

Financia1 Statements which are of vital importance to any business organisation are the 
Balancc Shcet and Profit and Loss Account. These are periodical reports which reflect 
the financial position and operating results of the entire business for an accounting 
period, generally one year. The impact of all business transactions on the financial state 
of affairs and progress of the enterprise is presented in these statements. The Balance 
Sheet is a sumrnarised statement of assets, liabilities and capital. It is accompanied by 
details of vnrious types of assets alid liabilities in separate schedules attached to the 
summary. The initial capital invcsted and additions to it along with accumulated reserves 
and surplus show the difference between thc aggregate value of assets and that of 
liabilities as at the date of thc Balance Sheet. 

The Profit and Loss Account (income statement) presents a summary of income and 
expenditure classified systematically. It is a performance rcport of operations during the 
year and shows the result thereof by way of profit or loss for the period. The 
information provided in this account indicates the progress of a business between two 
batance sheet dates. The net profit or net loss may be regarded as a measure of the skill 
and ability of management. The first part of this income statement shows the results of 
operation fur the period in terms of net profit or net loss. The second part consists of 
items which show the disposal of profits of the current year and previous year's balance. 
It indicates the amount of earnings proposed to be distributed as dividend to 
shareholders, addition to reserves, and the amount to be carried forward. 

17.3 USES AND LIMITATIONS OF FINANCIAL 
STATEMENTS 

17.3.1. Uses 

The.financial stiiternentp are very useful in many ways. They are the basis of decision 
makin3 for its uscrs c.g. management, investors, creditors, govcrnmcnt authorities, etc. 
Let us now discuss the usef~~lness of financial statements for its users. 

1 Management: The Board of Directors and the executives of the film can make an 
ovcrall assessment of the efficiency of operations and the financial state of affairs 
of the business from the information contained in the slaternents. The ability o i  the 
firm to meet short-term and long-term liabilities, whether the proportion of long- 
telni borrowing in the total capital is reasonable, adequacy of profits for dividend 
payment, and such other matters can be clearly understood by management with 
the help of indicators given by the financial statements. Unfavourable conditions 
can thus be diagnosed and corrective measures taken. 

2 Investors and shareholders: Investors and shareholders are concerned about the 
financial stability, earning capacity and future growth of the firm. They can form 
their opinion about the prospectus of investment in the business from the changes 
reflected i11 the statements about earnings and financial positioi~ over time. 

3 Creditors and financiers: Short-term creditors make use of the financial 
statements mainly to ascertain the ability of the firm to pay its current liabilities 
on time and the value of stock and other asset which can be accepted as security 
against credits granted. Long-term creditors and financiers are more concerned 
about the firm's ability to repay thc principal amount as and wh'endue. From the 
financial data provided by the periodic statements, i t  is possible to make 
projections ahout the generation of funds and cash flows, which may assure the 
safety of investment in debentures and loans. 



4 Government authorities: l h e  financial statements fcrm the basis of taxation of An~lysls of Financial Stntementv I 
income and wealth by governmetzt. Apart from the above advantages, the growth 
of earnings and assets of the firm reflected in the annual sratements indicate 
whether the business tends to be monopolistic and is there a necessity of' 
regulating prices and monopolistic practices. 

I 17.3.2 Limitations 

The main objective of preparing financial statements is to present a periodical report on 
the progress of the business run by management. The statements show the results ' 

achieved during the period under review and the manner in which funds have been 
invested in different types of assets. But it is necessary to keep in view the limitations 
of financial statements which may be stated as follows: 

1 Periodic nature of statements: The profit or loss mived at in the Profit and Loss 
Account is for a specified period. It does not given any idca about the carning 
capacity over time. Similarly, the financial posiiion as at the date of Balance Sheet 
is true of that point of time. The likely change in position on a future date is not 
depicted Liabilities which were dependent on future events (contingent liabilities) 
are estimated and shown in the Balance Sheet. They are not accurate figures. 
Similarly, revenue expenditure is sometimes partly ch;uaged to Profit and Loss 
Account and partly deferred or carried forward. The proportion which is deferred 
and shown on the asset side of Balance Sheet is based on convenience and 
depends on the level of earnings relatively to the expenditure. In all these respects 
the annual statr.inents do not reveal the exact cwning capacity or financial state of 
affairs. 

2 The statements are not realistic: Financial statcm@nts are prepared on the basis 
of certain accounting concepts and conventions. As a result, the financial position 
depicted in the statements cannot be considered realistic. For example, fixed assets 
are required to be shown on the basis of their value to the business as represented 
by their acquisition price less depreciation, not ns per the estimated resale price. 
Also, the Profit and ~ d s s  Account invariably int:ludes probnble losses but does not 
include probable income, This is according to tlre accounting convention of 
conservation, 

3 Lack of objectivity due to personal judgement: Values assigned to many items 
are determined on the basis of the personal judbjc:nlent of accountants. Hence, 
relevant amounts shown in the financial statenslerlts have no objectivity ahd they 
are not verifiable. For instance, estimates of the life rof fixed assets and the method 
of depreciation to be used are based on the personal judgement of accountants. So 
is the case with valuation of inventories (stock) of materials, work in progress, 
stores and spare parts, etc. The method of valuation to be adopted depends on the 
policy at the discretion of management based on their judgement. 

'4 Only financial matters are  reported: The financial statements present 
information in terms of monetary units. There is no information relating to the 
non-monetary aspects of business operations. Facts which cannot be depicted 3n 
money terms are excluded from the statements. Thus, information relating to the 
development of skill and efficiency of employees, the reputation of management, 
public image of the firm, and such matters do not find a place in the financial 
statements. Yet these are very relevant for investors to consider while forming any 
opinion about the future prospects of the firm. 

17.4 FINANCIAL ANALYSIS AMD ITS TECHNIQUES 

Financial analysis refers to the process of examining tho strengths and weaknesses of an 
enterprise with the help of information providsd by the Balance Sheet and Profit and 
Loss Account, It involves, a systematic attompt to look into the significance of data with 
respect to particular items or groups of items presented in the financial statements, The 
objective of financial analysis is to gain an insight into the profitability of business 
operati~ns and finanbial position so as to judge whether progress is adequate or the 



Company Accounts-I1 position has improved. For this purpose, it may be necessary to compare income, 
expenses and profits of one year with those of previous years. Or, it may be helpful to 
compare changes in expenses relatively to income, profits in relation to capital invested, 
short-term liabilities in relation to short-term assets, and so on. 

Techniques of Pinancia1 Analysis 

Broadly speaking there are three techniques of financial analysis which may be carried 
out on the basis of data in the annual statements. These are: ( I )  Comparative 
Statements, (2) Common Size Statements, and (3) Ratio Analysis. Let us now briefly 
examine these techniques. 

Comparative Statements: This technique involves preparation of Comparative Balance 
Sheet and Comparative Income Statement so as to highlight the changes in the various 
assets, liabilities, income and expenditure. In the Comparative Balance Sheet, the figures 
of assets and liabilities are set out as at the beginning and at the end of the year along 
with the extent of increases or decreases between the two dates. l'he changes may be 
expressed in percentages also. The form of such a Comparative Balance Sheet is shown 
in Figure 17.1. 

, Fip~re 17.1: Form of Comparative Balance Sheet 

The data in a Comparative Balance Sheet may also be presented for more than two 
years. The figures are then compared for successive years and the trend of increase or 
decreases are noted. For purposes qf comparison, percentage changes are rnore useful 
than absolute changes. This is because absolute increase or decrease does not reflect the 
relative changes in respect of various items. In the above example, for instance, absolute 
amount of decrease is much higher in the case of land and buildings than it is in respect 
of furniture and fixtures. However, the percentage decrease is found to be relatively 
much lower in land and buildings. 

The Comparative Illcome Statement is aiso drawn on the same principle as the 
Comparative Balance Sheet. The statement is prepared in a vertical form. There are 
colunins, as in a comparative balance sheet, to show the amount of income and 
expenditure for two years or more along with the increase or decrease in amounts as 
also percentage increases or decreases. The percentages reflects the changes that have 
occurred over successive periods. Unusual changes can thus be detected and their causes 
determined. 

Assetsniabilities 
and capital 

Fixed Assets: 

Land and Building 

Plant and Machinery 

Furniture & Fixtures 

Current Assets: 

........................... 

........................... 
- 

Common Size Statements: In this technique of analysis, each of the items in the 
respective financial statements is expressed as a ratio (percentage) of the aggregate. 
Thus, a Common Size Balance Sheet shows the ratio (percentage) of each asset to the 
total assets, and that of each item af liability t~ the total liabilities. In other words, such 
a statement shows the relation of each component to the total. Comparative Common 
Size Balance Sheet can also be prepared for two or more years. This is illustrated 
below: 

Increase 
Decrease (-) 

(-)50,000 

1,04,000 

(-) 4,400 

......... 

......... 

Percentage 
Increase 

(Decrease) 

(2.70) 

10.99 

(4,66) 

, . . a , . . , .  

s........ 

Amount 
as on 

31.12.97 

Rs. 

18,50,000 

9,46,000 

94,400 

......... 

......... 

Amount 
as on 

31.12.98 

Rs. 

18,00,000 

10,50,000 

90,000 

......... 

......... 



Common Size Balance Sheet (Assets) 

Assets As on 31.12.97 As on 31.12.98 
Amount Percentage Amount Percentage 

Rs. Rs. 

Fixed Assets 

Land & Buildings 2,70,000 23.00 1,70,000 12.00 

Plant & Machinery 3,10,000 26,41 7.86.000 56.00 

Other Fixed Assets 29,000 2,47 48,000 3.40 

Total Fixed Assets 6,09,000 51,88 10,04.000 71.40 

Current Assets 

Inventories 2,06,000 17.54 1,89.000 13.50 

Book Debts 2,4 1,000 20,53 2.03,000 14.40 

Cash in Hand & at Bank 1,18,000 10,OS 10,000 0.70 

Total Current Assets 5,65,000 48.12 4,02,000 28.60 

Total Assets 1 1,74,000 100.0 14,06,000 100.00 

In the Common Size Income Statement, the items of expenditure are shown as 
percentages of the net sales so as to reveal tlie relation of each item to net sales. If such 
a statement is prepared for successive periods it shows the changes of the respective 
percentages over time. 

Ratio Analysis: A ratio expresses one number in terms of another number. It is a 
measure of the relationship between two magnitudes. T h d ,  ratio analysis involves the 
use of financial ratios rather than absolute numbers or chnnges thereof as the index of 
financial position and progress of operations in terms of profitability, etc. This is the 
most widelywied technique of financial analysis. A detailed discussion on the nature 
and usefulness of ratio analysis is provided in the subsequent sections. 
.- 
Check Your Progress A 

1 Indicate which of the.fo1lowing statements arc 'Frue and which are False: 

i) The only purpose of financial reporting is to keep the managers informed 
about the progress of operations. 

ii) Financial statements 'are generally prepared at intervals of one year. 

iii) Financial statements provide accurate information on all the matters as items 
are based on facts and figures. 

iv) Analysis of data provided in the financial reports is known as financial 
analysis. 

v) Comparative statements depict changes to the various items presented in the 
financial statement. 

2 What is Common Size Statement? 

3 State three limitations of financial statements. 
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17.5 MEANING OF RATIO ANALYSIS 

A ratio is the measure of relationship between two numbers or values. The relationship 
may be expressed as the quotient of one number divided by another. The ratio then 
conveys the value of one item per unit of the value of another, or the value of one item 
being so many times or fraction of the other value. For instance, if the ratio of sales to 
stock (called stock turnover) is 3, it means that the sales value is 3 times the value of 
stock in hand. 

A ,percentage is also a ratio by which one value is expressed per 100 of the other value, 
The quotient multiplied by 100 gives the per cent figures. Thus, if the ratio af gross 
profit to sales is 20% it implies that for every 100 rupees worth of sales, the gross 
profit earned is Rs. 20, or for every rupee of sale it is 20 paise. 

Analysis consists of identifying particular items from a set of figures, classifying and 
grouping them systematically in order to present them in a conveni5nt and easily 
understandable form for the purpose of interpretation. For example, data found in the 
financial statements may be grouped as fixed assets, investments, current assets, quick 
assets, proprietors' funds, long-term debt, current liabilities, fixed expenses, vaiiable 
expenses, etc., so as to highlight interrelationships between them and facilitate 
interpretation. The relationship between two accounting figures expressed mathematically 
i s  known as a 'financial ratio' or 'accounting ratio'. Ratio analysis refers to the process 
of computing, determining and explaining the relationship between the component items 
of financial statements in terms of ratios. It involves the use of accounting ratios rather 
than absolute figures as the index of financial position and performance of a firm. 

17.6 OBJECTIVES OF RATIO ANALYSIS 

Financial statements contain a mass of data which need to be analysed to have an 
insight illto various aspects of business operations and financial position. A purposeful . . 
ratio analysis is an extremely useful tool in this regard, The purpose of ratio analysis is 
to ascertain 

i) whether the finaqcial condition of the business unit is basically sound, 
(r, . 

P 

ii) whether the capital structMe of the business unit is appropriate, 

iii) Whether the profita$lity of the business units is satisfactory, 

iv) Whether the credit policy of the business unit, in relation to sales and purchases, is 
sound, and 

v) whether the business unit is creditworthy. 

Ratio analysis can be used with respect to all types of business organisations i.e, sole 
proprietorship, partnership, company and co-operative society. 

17.7 CLASSIFICATION OF' RATIOS 

As there are may ratios, they many be classified into different categories. According to 
some writers, there are as many as 4'29 business ratios. But all these ratios need not be 
calculated at a time. Depending upon the nature of the business, purpose of the analysis, , 

and the particular questions to be answered from ratio an'alysis, certain ratios are 
generally selected. 

I 

Ratios may be classified on different bases depending on their nature, importance, 
source and function as dishssed below. I 

1 On the basis of their nature: On the basis of the nature of items, the 
relationships of which are explained by the ratios, they may be classified as 
Financial ratios and Operating Ratios, Financial ratios deal with items which are 
financial (ox non-operational) in nature. Current ratio, quick ratio, debt-equity ratio 
etc, are examples of financial ratios. On the other hand, the operating ratios 
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explain the relationships between items of operations of the enterprise. Turnover Analysis of Financial Statements 

ratios, earning ratios, expenses ratios, etc. are examples of this type of ratios. 

2 On the basis of their importance: Ratios may also be classified on the basis of 
their importa~~ce as primary ratios and secondary ratios. Operating profit to 
operating capital employed is generally described as Primary Ratio. Othcr related 
ratios under this category are net sales to capital employed, operating profit to 
value of production, etc. On the other hand, some examples of secondary ratios 
are: ratio of direct materials cost to value of production, ratio of output to factory 
employees, etc. 

3 On the basis of source of data: On the basis of the source from which they are 
calculated, ratios may also be classified into three categories: (1) Balance Sheet 
ratios, (2) Profit and Loss Account ratios, and (3) Combined or Composite ratios. 

Balance Sheet ratios deal with the relationship between two items or groups of 
items contained in Balance Sheet and they generally indicate short-term or long- 
term financial position (i.e., liquidity and solvency) of the business unit, current 
ratio, quick ratio, proprietary ratio, debt equity ratio, etc., are examples of balance 
sheet ratios. 

Profit and Loss Account ratios deal with the relationships between two items or 
groups of items contained in the Profit and Loss Account. They generally indicate 
the profitability and efficiency of control over expenses of the business unit. 
Examples of this type are: gross profit ratio, net profit ratio, operating ratio, 
expenses ratio, stock turnover ratio, etc. 

Combined or composite ratios deal with the relationship between items or groups 
of items contained in both Profit and Loss Account and Balance Sheet. They 
generally indicate the operational efficiency of the business. Examples of combined 
ratios are net profit to total assets ratio, net profit to equity capital ratio, debtors 
turnover ratio, elc. 

1 1  

4 On the basis of their function: Ratios can also be classified on the basis of the 
purpose served or functions which the ratios are expected to perform. This basis of 
classification is called functional classification and the ratios are called funbticln&l 
ratios. In fact, this is the most commonly adopted classification of ratios. Examples 
of functional ratios are liquidity ratios, solvency mtios, turnover r~ltios and 
profitability ratios. 

Liquidity ratios bring out the ability of the firm to honour its short-term 
obligations as and when they fall due. Solvency rntios indicate the firm's ability to 
meet long-term liabilities. Turnover or activity ratios indicate die efficiency with 
which funds have been employed in the business operations. Profitability ratios 
indicake the profit earning capacity of the business. 

17.8 RATIOS TO ASSESS FINANCIAL SOUNDNESS 

The Financial soundness 01 a firrn is generally assessed in two respects, namely liquidity 
and solvency. Liquidity refers to the capacity of the firrn to meet all its current liabilities 
falling due within one year. With a view to meeting current obligations, a firm may 
decide to hold excessive current assets. But idle current assets earn nothing, hence it is 
not a wise policy. On the ither hand, it would also be imprudent to hold insufficient 
current assets. Thereby, the firm would run the risk of falling to meet the current 
liabilities. The firm should have' a balance between excessive liquidity and lack of 
liquidity, Lo sustain the confidence of short-term creditors. The ratios to measure the 
short-term liquidity of the firm are called 'liquidity ratios7. Generally, bankers, . 
suppliers of raw materials, etc., are interested in these ratios, 

As stated above, liquidity ratios focus on the ability of the fim to meet short-term 
obligations. The long-term solvency of the firm, on the other hand, is evaluated 
through solvency ratios, also called capital structure or leverage ratios. These ratios 
measure the firm's ability to pay interest regularly and repay the principal amount in ' 
lump sum or in instalments. The purpose of these ratios is to identity the composition 
of borrowed capital and owners' capital in financing the assets of the firm. As a general 



C". nuany Accounts-11 rule, the firm should have an appropriate mix of these two components of capital for 
financing the assets, since borrowed fund and owners fund have different implications. 
Debt or borrowings imply a contractual obligation of paying interest on thc debt 
irrespective of profit made or loss suffered. If the firm fails to pay interest as and when 
it is due, the creditors or lenders may legally sue the film to recover their dues and, in 
an extreme situation, the f i n  may be declared bankrupt. Secondly, if the rate of return 
on borrowed capital is more than the rate of interest to be paid, it increases the return 
enjoyed by the shareholders. This is because debt carries a fixed charge, and the residual 
profit accrues to the shareholders. On the contrary, if the rate of return on debt capital is 
lower than the rate of interest, the shareholders' return is reduced. Thus, the use of debt 
in the total capital has the effect of magnifying the return to the shareholders. Thirdly, 
owners' finds of equity is used as a margin of safety by the creditors. 

If the equity base is thin, the borrowing capacity of the firm is also reduced. A high 
debt-burden raises the risk of investment and the firm faces difficulty in raising funds 
from shareholders and lenders. The solvency ratios are thus useful to long-term 
creditors, financial institutions, debenture holders, etc. 

Leverage ratios are computed from the information contained in the Balance Sheet. . 
Soine of these ratios are also computed from the income statements to measure the 
extent to which the operating profits are sufficient to cover fixed charges. 

17.8.1 Liquidity Ratios 

As stated earlier, liquidity ratios help in assessing the firm's ability to meet its current 
obligations. The following ratios come under this category: 

i) Current ratio, and 

ii) Quick ratio 

Current Ratio 

This ratio establishes the relationship between current assets and current liabilities. The 
difference between current assets and current liabilities is known as Working Capital. 
Therefore, the current ratio is also called working capital ratio. The purpose of this 
ratio is to find out the extent of current assets available against each rupee of current 
liability of the firm. 

In order to calculate this ratio, the value of current assets and current liabilities must be 
obtained. Current assets include cash in hand, cash at bank, and'all other assels which 
can be converted into cash in the ordinary course of business, for instance, bills 
receivable, sundry debtors (good debts only), short-term investments, stock, etc. Current 
liabilities consist of all the obligations of payment that have to be met within a year. 
They comprise sundry creditors, bills payable, income received in advance, outstanding 
expenses, bank overdraft, short-term borrowings, provision for taxation, dividends 
payable, long-term liabilities to be discharged within one year, etc. The following 
for~nula is used to compute this ratio: 

Current Assets 
Current Ratio = - 

Current Liabilities 

Illustration 1 

The following are the assets and liabilities of Z Ltd. as on December 31, 1998. 
Calculate the Current Ratio. 



Balance Sheet of Z Ltd., as on 31.12.1998 Analysis of Financial Statements 

Solution 

-. 

Liabilities Amount Assets 

Rs. 

Share Capita1 10,000 Building 

Reserves & Surplus 8,000 Plant & Machinery 

Debentures 5,OQO Stock 

Sundry Creditors 5,500 Debtors 

Bank Overdraft 50.0 Prepaid Expenses 

Bills Payable 1,000 Scurities 

Provision for Taxation 500 Cash 

Outstanding Expenses 500 

31,000 - 

In order to calculate the current ratio, we have to ascertain the sums of current assets 
and current liabilities. 

Amount 

Rs. 

10,000 

5,000 

4,000 

3,500 

1 ,ooO 
6,000 

1,500 

3 1,000 

f Current Assets Current Liabilities 

Rs. Rs. 

Cash 1,500 Sundry Creditors 5,500 

Marketable Securities 6,000 Bank Overdraft , 500 

Prepaid Expenses 1,000 Bills Payable 1,000 

Debtors 3,500 Provision for Taxation 500 

Stock 4,000 Outstanding Expenses 

16,000 

I Currcnt Assets 
Current Ratio = 

Current Liabilities 

Rs. 16,000 - - = 2 :  1 
Rs, 8,000 

The current ratio reveals the ability of the firm to  meet all the obligations maturing 
within a year (current obligations). Conventionally it is said thal the current ratio 
should be 2 : 1. I t  means that for every one rupee of current liability the firm must have 
tow rupees worth of current assets. The reason for this conventional norm is that, all the 
current assets cannot be converted into cash immediately. For example, some of the 
sundry debtors may take longer time to realise, stock may not be saleable for cash 
immediately. The logic behind the prescription of 2 : 1 norm is that even in the worst 
situation where the asset values fall by fifty per cent, the firm will be able to meet its 
current obligations. This will act as a margin of safety to the creditors. - I\ 
The ratio is a crude measure of liquidity. It places greater reliance on quantity of current 
assets, rather than their quality. For instance, if the firm's current assets include a large 
amount of non-paying debtors or non-moving stocks, then the firm's ability to meet its 
current liabilities is not assured. Therefore, it is desirable that the nature of current assets 
being held should be carefully examined. 

Quick Ratio 

This ratio is  also called liquid ratio or acid test ratio. It establishes the relationship 
between quick assets and current liabilities. Quick assets a r e  those which can  be 



Company ~ccounts-11 converted into cash without any loss or  delay. All the current assets, excepting stock 
and prepaid expenses, are considered to be 'quick assets'. The reason for excluding 
stock from quick assets is that, in most cases, stock cannot be sold immediately for 
cash. Likewise, prepaid expenses cannot be converted into cash. Sometimes, a firm 
having a high current ratio may find it difficult to pay the short-term creditors due to 
the presence of a large amount of stock in current assets. In such a case, the current 
ratio may be misleading. To overcome the drawback, the quick ratio is calculated to 
assess the liquidity of a firm in its real sense. The purpose of this ratio is to find out the 
extent of quick assets available for a rupee of current liability. 

The following formula is used to calculate this ratio. 

Quick Assets 
Quick Ratio = - 

Current Liabilities 

Illustration 2 

Taking the' particulars of Illustration 1 calculate Quick Ratio. 

Solution 

In order to calculate quick ratio, we have to asqertain the amount of quick assets and 
current liabilities 

Quick Assets Current Liabilities . 

Rs. 

Cash 1,500 Sund~y Creditors 

Marketable Securities 6,000 Bills Payable 

Sundry Debtors 3,500 Outstanding Expenses 

Provision for Taxation 

Bank Overdraft 

11,000 

Rs. 

5,500 

1,000 

500 

Quick Assets - I 1,000 
Quick Ratio = - -= 1.37 : 1 

Current Liabilities 8,000 

Generally, a quick ratio of 1 : 1 is considered to be satisfactory, because it takes 
into account only liquid assets whose realisable value is almost certain. A firm with 
1 : 1 quick ratio is expected to be able discharge all its current obligations. The higher 
the ratio, the greater would be the capacity of the firm to meet its current commitments 
and vice-versa. But, a higher ratio may be an indication of utilisation of only liquid 
assels due to inerficiency of management. On the contrary, a lower ratio may threaten 
the liquidity position of the business. 

17.8.2 Long-term Solvency Ratios 
The long-term solvency ratios are calculated to assess the long-term financial position of 
the business. These ratios are also called leverage, ratios. The following ratios generally 
come under this category: 

1 Debt-Equity Ratio 

2 Proprietary Ratio 

3 Debt Ratio 

Debt-Equity Ratio 

It shows the relationship between borrowed funds and owners' funds, or external funds 
(debt) and internal funds (equity). The purpose of this ratio is to show the extent of 
the firm% dependence on external liabilities or external sources of funds. 



In order to calculate this ratio, the required components are external liabilities and Analysis of Financial Statements 
owners' equity or networth. 'external liabilities, include both long-term as well as short- 
term borrowings. The term 'owners equity' includes paid-up share capital, reserves and 
surplus undistributed profits, but excludes past accumulated losses and deferred 
expenditure. Since there a r e  two approaches to work out this ratio, there are two 
formulas as shown below: 

Long-term Debt 
i) Debt-Equity Ratio = 

Owners' Equity 

Total Debt 
ii) DebtaEquity Ratio = 

Owners' Equity 

In the first formula, the numerator consists of only long-term debts. It does not include 
shoi-t-term obligations or current liabilities for the following reasons: 

a) Current liabilities are of a short-tee nature and the liquidity ratios are calculated 
to judge the ability of the fitm to honour current obligations. 

b) Current liabilities vary from time to time within a year and interest thereon has no 
relationship with the book value of current liabilities. 

In the second formula, both short-term and long-term debts are counted in the 
numerator, The reasons are as follows: 

a) When a firm has an obligation, no matter whether it is of short-term or long-term 
nature, it should be taken into account to evaluate the rjsk of the firm. 

b) , just as long-term loans have a cost, short-term loans do also havc a ctsst. 

C) As a matter of fact, the pressure from the short-term creditors is often greater than 
that of long-term loans. 

Illustration 3 

From the following Balance Sheet of Kavitha Ltd., calculate Debt-Equity Ratio: 

Balance Sheet of Kavitha Ltd. 
as on March 31,1989 

Solution 
Long-brm Liabilitiesmebt 

i) Debt-Equity Ratio P; 
Owners' Equity * 

Liabilities Amount Assets 

Rs. 

Equity Capital 1,50,000 Land & Buildings 
9% Preference Capital 60,000 Plant & Machinery 

Reserves and Surpluses 40,000 , Sundry Debtors 
8% Debentures 80,000 Cash at Bank 

hhg-tein ~oans  1,20,000 Preliminary Expenses 

Creditors 30,000 
Bills Payable 65,000 

5,45,000 

'Long-tbrm liabilities .I Lonptarrn loan + 8% Debentures 
Rs, 1,20,000 + Rs, 80,000 

= Rs, 2,00,000 

Amount 

Rs. 

1,20,000 

2,00,000 

1,10,000 

35,000 

80,000 

- 
5,45,000 



Company Accounts-I1 Owners' equity (networth) = Equity Capital + Preference Capital + 
Reserves and Surplus - Preliminary Exp. 

= RS~, 1,50,000 + Rs. 60,000 c 
Rs.\40,000 - 80,000 

\ 
= Rs. 1,70,Q00 

- Rs. 2,00,000 
Debt-Equity Ratio - = 1.18 : 1 

Rs. 1,70,000 

Total Debt 
ii) Total Debt-Equity Ratio = 

Owners' Equity 

Total debt = Long-term Loan + 8% Debentures + Bills Payable + Creditors 

= Rs. 1,20,000 + Rs. 80,000 + Rs. 30,000 + 
Rs. 65,000 

= Rs. 2,95,000 

Rs. 2,95,000 
Total Debt to Equity Ratio = a =  1.74: 1 

Rs. 1,70,000 

For analysing the capital structure, debt-equity ratio gives an idea about the relative 
share of 'funds of outsiders and owners invested in the business. The ratio of long-term 
debt to equity is generally regarded as safe if it is 2 : 1. A higher ratio may, put the 
firm in difficulty in meeting the obligation to outsiders. The higher the ratio, the greater 
would be the risk as the firm has to pay interest irrespective of profits. On the other 
hand, a smaller ratio is less risky and creditors will have greater margin of safety. 

What ratia is ideal will depend on the nature of the enterprise and the economic 
conditions prevailing at that time. During business prosperity a high ratio may be 
favourable and in a reverse situation a low ratio is preferred. The Controller of Capital 
Issces in India phggests 2 : 1 as the norm for this ratio. 

Check Your Progress B 

1 Why is debt-equity ratio computed? 

U ............ ' . " . " . . . . " " . . . . . . . ' . . . . . . . . . . . . . . . . . . . . . . . . . ' . . . . . . . r . . . . . . . . . . . . . . . . . . . . . . r . . . . . . . . . . .  

2 What is the purpose of total debt to equity ratio? 

...................................................................................................... 

...................................................................................................... 
I I . . . 1 . 1 . . . . 1 . 1 1 . . . , . . O . . . . . . . . . . . . . . . . . . . I . . . . . 1 . . . . . . . . . . 1 . . . 1 1 . . . . . * , 1 0 , . . . . . . . 1 . . . 1 , . . . . . O I . . .  

Proprietory Ratio 

This ratio is also known as Equity Ratio or Networth to Total Assets Ratio. It is a 
variant of debt-equity ratio, and shows the relationship between owners' equity and total 
assets of the firm, The purpose of this ratio is to indicate the extent of owners' 
contribution towards the total value of assets. In other words, it gives an idea about 
the extent to which the owners own the firm. 

The components required to compute this ratio are proprietors' funds and total assets. 
Proprietors' funds include equity capital, preference capital, reserves and undistributed 
profits. If there are accumulated losses they are deducted from the owners' funds. 'Totai 
assets' include both fixed and current assets but exclude fictitious assets, such as 
preliminary expenses; debit balance of profit and loss account, etc. Intangible assets, if 
any, like goodwill, patents and copy rights are taken at the amount at which they can be 
realised. The formula of this ratio is as follows: 



Proprietors' Funds 
Proprietory Ratio = 

Total Assets 

I Illustration 4 

Taking the information fro* Illustration 3, calculate the Proprietory Ratio as follows: 

Solution 

Proprietors' f inds 

Equity Capital 

8% Preference Capital 

Reserves and Surpluses 

Less : Preliminary Exp. 

I' 

Total Assets 

Rs. 

1,50,000 Land and Building 

60,000 Plant and Machinery 

40,000 Debtors 

2,50;000 Cash at Bank 

1,80,000 

Propriertors' Funds 
Proprietory Ratio = - 

Total Assets 

Rs. 

I - 1,70,000 
- = .3656 = 36.56% 

4,65,000 

There is no definite norm for this ratio. Some financial experts hold the view that 
proprietors' funds should be 33% to 50% of the total capital employed and outsiders' 
funds (debt funds) should be from 67% to 50% of the total assets. The higher the 
ratio, the lesser would be the reliance on debt funds. A high proprietary ratio implies 
that the firm is not using debt funds as much as would maximise the rate of return on 
the proprietor's funds. For instance, if a firm earns 20% return on investment and the 
rate of interest on such funds is 10%' the proprietors would be able to gain to the 
extent of 10% on the debt funds. This increases the earnings of the shareholders, 

Debt Ratio 

It shows the relationship between debt and total assets of the firm. The purpose of this 
ratio is to indicate the extent af creditors' contribution to the total assets of the firm. 
Like debt-equity ratic, this ratio' can also be worked out in two yays: (1) long-term 
debt to total assets (debt-ratio), and (2) total debt to total assets (total debt ratio). 

Taking the information from illustration 3, the long-term debt, the total debt and the 
total assets of Kavitha Ltd., as calculated earlier, me Rs. 2,00,000; and Rs. 2,95,00; and 
Rs. 4,65,000. The two debt ratios will be worked out as follows: 

Analyak of Financial Statements 

Long-term Debt 
i) Long-term Debt to Total Assets = 

(Debt Rntio) Total Assets , 

- - 2,wm 

4,6.5;000 

= 0.43 or 43% 

Total Debt 
ii) Total Debt to Total Assets - - 

(Total Debt Ratio) Total Assets 



Thus we observe that in case of Kavitha Ltd., the total capital employed has been 
funded 43% by debt. If we use the total debt concept, it will be 63% by debt and 37% 
by proprietor's funds, proprietary ratio being 0.3656. 

Illustration 5 

From the following particular compute liquidity and leverage ratios: 

Balance Sheet of Raja Ltd. 
as on December 31, 1998 

Rs. 

Liabilities 

Equity Share Capital 
8% Preference Share Capital 
Reserves 
Profit and Loss Account 
10% Debentures 

Solution 

Trade Credilors 
Outstanding Expenses a 

Provision for Taxation 
Proposed Dividend 

Liquidity Ratios 

Rs. 
40,000 
20,000 
10,000 
5,000 

45,000 

Current Assets 
1 Current Ratio - - 

Current Liabilities 

Assets 

Land 
Building 
Plant and Machinery 
Furniture 
Sundry Debtors 

9,000 
2,000 
3,000 
6,000 

1,40,000 

Current Assets = Debtors + Stock + Cash + Prepaid Expenses 

= Rs. 51,000 

Stock 
Cash 
Prepaid Expenses 

a Current ~iabil'lties = Trade Creditors .c Outstanding Expenses + Provision 
for Taxation + Proposed Dividend 

13,000 
14,000 
2,000 

1,40,000 

= Rs. 20,000 

Current Ratio 

- Quick Assets 
2 Quick Ratio - 

Current Liabilities 

Quick Assets = Debtors + Cash 

= Rs. 36,000 

Current Liabilities = Creditors + Outstailding Liabilities + 
Provision for Taxation + Proposed Divident 

Quick Ratio 
LC' , 

Leverage Ratios 
Long-tern Debt 

1 Debt Equity Ratio = 
Owners' Equity 



Loi~g-term Debt = 10% Debentures Analysis of Financial Statements 

= Rs. 45,000 

Owners' Equity = Equity Share Capital + 8% Preference Share 
Capital + Reserves + Profit & Loss Account 

= 40,000 + 20,000 + 10,000 + 5,000 

= Rs. 75,000 

45,000 
Debt Equity Ratio - -  - = 0.6 : 1 

75,000 

- Proprietor's Funds 
2 Proprietory Ratio - 

Total Assets 

Proprietor's fund is same as Owner's equity is . ,  Rs. 75,000 as calculated in Debt 
Equity Ratio 

Total Assets = Land + Building + Plant & machinery + 
Furniture +I  Current Assets 

= Rs. 1,40,000 

- 75,000 
Proprietory Ratio - = 0.54 : 1 

1,40,000 

- Total Debt 
3 Total Debt ratio - 

Total Assets 

Total Debt = ' 10% Debentures + Trade Creditors 
+ Proposed Dividend 

= Rs. 65,000 

Total Assets are Rs. 1,40,000 as calculated in Proprietory Ratio. 

65,000 
Total Debt to Total Assets Ratio = = 0.46 : 1 

1,40,000 

Check Your Progress C 

1 If the proprietary ratio of a company is 0.70 or 70%. What does it indicate? 

...................................................................................................... 
2 What is meant by debt ratio? 

17.9 RATIOS TO ASSESS EFFICIENCY (TLTRNOVER 
RATIOS) 

These ratios are known as velocity ratios, activity ratios, performance ratios, 
enticiency ratios, or turnover ratios. Thc funds of both owners and creclilorx arc used 



to .finance various assets of the firm. The efficiency of the firm depends on the speed 
with which these assets are turned over or generate sales. The relationshfps between 
various assets and sales are reilected in the activity turnover ratios. As we have various 
assets, so we have various activity ratios. The more important of these ratios are: 

1 Stock/Inventory turnover ratio 

2 Debtors' turnover ratio 

3 Creditors' turnover ratio 

4 Total assets turnover ratio (Investment Turnover Rate) 

5 Net assets turnover ratio 

Stock Turnover Ratio a 

This ratio establishes the relationship between cost of goods sold and average value of 
inventory or stock. It gives an indication of the efficiency of inventory management. The 
purpose of this ratio is to show the number of times the inventory of a firm is rotated in ' 

a year. The information required for the computation of this ratios are cost of goods 
sold and average inventory. The cost of goods sold can be ascertained by deducting 
gross profit from sales, or deducting closing stock from the sum of opening stock, 
purchases and manufacturing expenses (direct expenses). The average stock is 
ascertained by dividing the sum of opening and closing stock by two. The formula of 
this ratio is as under: 

Cost of Goods sold 
Stock Turnover Ratio = 

Average Stock/Inventory 

Where the details of cost of gobds sold and average stock are not available, this ratio 
can be computed by dividing the sales by stock at the end of the year. 

Sales 
Stock Turnover Ratio = 

Closing S tockflnventory 

Of the two versions stated above, the first one is more realistic as the two components 
of the ratios are dependent on cost price. In the second version one component is based 
on the selling price (i.e., sales) and the other one usually on cost price (closing stock). 

Illustration 6 

From the following particulars of Sanjeev & Co., calculate Stock Turnover Ratio 

i) Net Sales Rs. 2,00,000 

ii) Margin of Gross Profit 25% 

iiii) Opening Stock Rs. 5,000 

iv) Closing Stock Rs. 15,000 

Solution 

Cost of Goods sold 
Stock Turnover Ratio = - 

Average Stock 

Cost of Goods Sold = Sales - Gross Profit 

25 
Gross profit is 25% on sales = Rs. 2,00,000 x - = Rs. 50,000 

100 

Cosi of Goods, Sold = RS. 2,00,000 - Rs. 50,000 = Rs. 1,50,000 

- Opening Stock + Closing Stock 
Average Stock . - 

I .  - .I . . 2 

- Rs. 5,000 + Rs. 15,000 - = Rs. 10,000 
2 * .  

I a 

50 Rs. 1,50,000 
Stock Turnover datio = = Rs. 15 times 

Rs. 10,000 



A high inventorylstock turnover ratio is an index of efficient inventory management 
and a low ratio stands for inefficient inventory management. A low ratio also 
implies that the finn has excess stock in relation to production and sales. Further, it may 
be an indication of the presence of non-moving or slow moving or obsolete stock. A 
very high ratio is also not a healthy sign as it may be the result of low level of stocks. 
This may lead to frequent stock-out situations. Hence, this ratio should he neither too 
high nor too low. 

Debtors' Turnover Ratio 

This ratio is also known as 'Receivables Turnover ratio'. It shows the relationship 
between sales and dcbtors. Generally, with a view to pushing up sales, business firms 
sell goods on credit. These credit sales result in the creation of debtors and bills 
receivables. Both debtors and bills receivables are converted into cash within a year and 
as such they are shown as part ofcurrent assets. Since debtors and bills receivables 
come under current assets, the liquidity position of the firm, to a great extent, depends 
on the speed at which these Items are converted into cash. In order to assess the 
quality of debtors and bills receivables, this ratio can be calculated in two ways: 
(i) debtors turnover ratio, and (ii) average collection period. The debtors turnover 
ratio indicate the number of times on an average the debtors have been turnovcr in a 
year. The average collection period indicates, the average number of days that the firm 
has to wait for collecting the money after goods are sold on credit. Average debtors can 
be obtained by dividing the sum of opening and closing balances of debtors (including 
bills, receivable) by two. The formda of this ratio is as under: 

credit Sales 
Debtors Turnover Ratio = 

Average debtors & bills receivables 

The second version of tl~is ratio is known as Average Collection Period. As a matter of 
fact, it is dependent on the first version. The formula is as follows: 

DaysMonths in a year 
Average Collection Period = 

I .  Debtors turnover ratio 

or 
'1 

- Debtors 
- x DaysMonths in a year 

Credit sales 

Illustration 7 

The total sales of Devi & Brothers for the year 1998 were Rs. 2,00,000, of which Rs. 
50,000 were cash sales. The opening and closing balances of debtors of that year were 
Rs: 10,000 and Rs. 20,000 respectively. Calculate Debtors Turnover Ratio and. Average 
Collection Period. 

Solution 

Credit Sales 
i) Debtors Turnover Ratio = 

Average Debtors 

Credit Sales = Total Sales - Cash Sales 

= Rs. 2,00,000 - Rs. 50,000 =,Rs. 1,50,000 

Opening balance of debtors + Closing balance of debtors 
Average Debtors = 

2 
\ 

- Rs. 10,000 -I- Rs. 20,000 - = Rs. 15,000 
2 

Rs. 1,50,000 
Debtors Turnover Ratio = = 10 times 

Rs. 15,000 

Analysis of Financial Statements 



Cdmpany Accounts-11 ' Days in a Year 
ii) Average Collection Period = 

Debtors Turnover Ratio 

Debtors 
x Days in a Year 

Credit Sales 

- 365 Rs. 15,000 _ -  or x 365 - 36.5 days 
10 Rs. 1,50,000 

A high debtors turnover ratio reflects short collection period and indicates that 
debtors are prompt in their payment. On the contrary, a low debtors turnover 
ratio o r  a high collection period implies that debtors pay their dues very slowly. 

In the above illustration the debtors turnover is 10 times, and the average collection 
period is 36.5 days. Whether 10 times or 36.5 days is good or bad depends on the credit 
policy of the firm. For instance, if the firm allows 2 months credit to the debtors, then 
this ratio should be 6 times or 60 days. It means that the debtors have paid their dues in 
advance by 23.5 days (i.e., 60 days -36.5 days). On the other hand, if the credit allowed 
to debtors is one month, then this ratio should be 12 times or 30 days. In such a case, 
taking the above illustralion, we can say that the debtors have taken longer time to pay 
their dues. 

Creditors Turnover Ratio 

It establishes the relationship between credit purchase and average creditors (including 
bills payable). The purpose of this ratio is to know the speed with which payments 
are made to the creditors (for credit purchases). Here also there are two versions: 
(i) creditors turnover ratio, and (u) average payment period. The average payment 
period gives an idea about the number of days that the firm can postpone, on an 
average, its payments to the creditors. The average creditors may be obtained by adding 
the opening and closing balance of ere-ditors and dividing the sum by two. The formulas 
are as follows: 

Credit Purchases 
Creditors Turnover Ratio = 

Average Creditors 

The second version of this ratio is average payment period. 

Number of dayslmonths in a year 
Average Payment Period = 

Creditors turnover ratio 

or 

- Creditors - x DayslMonths in a year 
Credit Purchase 

Illustration 8 

In a film the purchases for the year 1998 were Rs. 5,00,000 and the opening and 
closing balances of creditors were Rs. 80,000 and Rs. 1,20,000 respectively. Calculate 
Creditors Turnover ratio and Average Payment Period. 

Solution 

Credit Purchases 
i) Creditors Turnover ratio = 

Average Creditors 

Opening balance of - Closing balance of 
Average Creditors - creditors + creditors 

2 

Ks. 80,000 + Rs. 1,20,000 - = Rs. 1,00,000 
2 

Rs. 5,00,000 
Creditors Turnover Ratio = = 5 times 

Rs. 1,00,000 



: Number of days in a year 
ii) Average Payment Period = 

/ Creditors turnover ratio 

Analysis of  Financial Statemenb 

The shorter the turnover ratio, the longer would be the average payment period 
and vice versa. In the above example, the creditors turnover is 5 times in a year or the 
average payment period is 73 days. It means that the f i m  can delay its payment, on an 
average, 73 days from the date of purchase. Of course, it all depends on the credit 
policy of creditors. 

I Total Assets Turnover Ratio 

This ratio establishes the relationship between sales and total assets. The purpose is 
to judge whether the firm is generating adequate sales from the total assets 
employed. Further, it is also used to determine whether thqre is adequate investment, 
or over-investment or under-investment in assets of the firm. The formula of this ratio is 

1 as under: 
Sales 

Total 'Assets Tunlover Ratio = 
Total Assets 

Illustration 9 

The total assets of Reddy & Sons'are Rs. 9,00,000 and sales are Rs. 18,00,000 Calculate 
Total Assets Turnover Ratio. 

I Solution 

Sales 
~ o t a l  Assets Turnover Ratio = 

Total Assets 

- Rs. 18,00,000 - - = 2 times 
Rs. 9,00,000 

A high ratio is an indication of efficient utilisation of assets in  generating sales and a 
low ratio is an index of inefficient utilisation of assets. We can also workout the fixed 
assets turnover rate and working capital turnover ratio in the same way. 

I Net Assets Turnover Ratio 

ThiH ratio establishes relationship between net asset (total assets - current liabilities) and 
sales. It reflects the overall efficiency with which the assets of the firm are utilized to 
generate sales revenue. Since the net assets is equal to capilr~l employed (shareholders 
funds + debt funds) this ratio is also known as capital employed turnover ratio or 
investment turnover rate. It is calculated by the following fonnula: 

Sales 
Net Assets Turnover Ratio = 

Net assets 

Taking the information from illustration 9 and assuming cmrent liabilities are 
Rs. 3,00,000, the net assets turnover ratio will be worked out ,as follows: 

Sales Rs. 18,00,OQO 

Net Assets ' Rs. 6,00,000 
(TA-CA) 

18,00,000 
Net Assets Turnover Ratio = * 6,~,000 

= 3 times 

A firm's qbility to produce a large volun~e of sales for a given amount of capital 
employed is the most important aspect of operational performance and prof.itability, 



Company Accounts-I1 Check Your Progress D 

1 What does stock turnover ratio indicate? 

..................................................................................................... 
2 What does average collection period reveal? 

3 The share capital of Amitha Ltd. is Rs. 10,00,000 and reserves and Surplus are 
Rs. 2,50,000. Sundry debtors at the beginning and at the end of 1998 amounted to 
Rs. 10,00,000 and Rs. 12,00,000 respectively. The value of fixed assets at the end 
of 1998 was Rs. 10,00,000. Calculate Debtors' turnover and Fixed assets turnover 
ratios if the credit sales (also the total sales) of the company amounted to Rs. 
33,00,000 during the year. Also calculate the average collection period? 

RATIOS TO ASSESS PROFITABILITY 

The operating efficiency of a f m  and its ability to ensure adequate return to its 
shareholders are reflected in the profits earned by it. Therefore, tho fm has to earn 
reasonable profits so as to survive and grow. Firms which fail to make reasonable 
profits have no future. Profitability ratios are designed to measure the earning power and 
profitability records of the firm. Profitability ratios can be computed either in relation to 
sales or in relation to investment. 

17.1.0.1 Profitability in Relation in Sales 
Profits earned in relation to sales give the indication that the firm is able to meet all 
operating expenses and also produce a surplus. In order to judge the efficiency .of 
management with respect to production and sales, profitability ratios are calculated in 
relation to sales. These are: 

I 

i) Gross Profit Margin 

ii) Net Profit Margin 
I 

I 

iii) Operating Profit Margin , 
1 

iv) Operating Ratio 

Gross Profit Margin 

This is also known gross profit ratio or gross profit to sales ratio. This ratio is useful 
particularly in the case of wholesale and retail trading firms. It establishes the 
relationship between gross profit and net sales. Its purpose is to shok the amount of 
gross profit generated for each rupee of sales. Gross profit margin is computed as 
follows: I 

Gross Profit 
, Gross Profit = x 100 I 

Sales , 

The amount of gross profit is the difference between net sales income and the cost of 1 

54 
I 

goods sold which includes direct expenses. 
1 



Illustration 10 Analyels of Financial Slatements 

From thc particulars given below, calculate Gross Profit Margin. 

Trading Accour~t of Godavari & Company for the year ended December 31, 1998 

Rs. Rs. 

To Opening Stock ' . 2,000 By Net Sales 32,000 

To Net Purchases 21 ,GOO By Closing Stock 2.000 
To Direct Expenses 3,000 

To Gross Profit 8,000 

34,000 34,000 

Solution 

Gross Profit 
Gross Profit Margin = X 100 

Sales 

A high margin enables all operating expenses to be covered and provides a reasonable 
return to the shareholders. In order to keep the ratio high, management has to minimise 
cost of goods sold and improve sales performande. Higher the ratio, the greater would 
be the margin to cover operating expenses, and vice versa. 

Net Profit Margin 

This ratio is also called net profit to sales ratio and explains the relationship between net 
profit after taxes and net sales. The purpose of this ratio is to reveal the amount of 
sales income lets for shareholders after meeting all costs and expenses of the I 

business. The following formula is used to cucullate this ratio. 

Net Profit after taxes 
Net Profit Margin = X lo0 

Sales 

Jllustration 11 
I 

!The Gross Profit Margin of Ganga, Kaveri & Company is.Rs. 12,00,000 and the 
operating expenses are Rs. 4,50,000. The taxes to be paid are Rs. 4,80,000. The sales 
for the year are Rs. 27,00,000. calculate the Net Profit Margin. 

Solution 

Net Profit After taxes 
Net profit Margin = X 100 

Sales 

Net Profit after taxes = Gross Profit - Expenses - Taxes 

2,70,000 ' Net Wofit fiargin . = x 100 = 0.10 or 10% 
27,00,000 

. . 
It is a measure of overall profitability of the firm. The higher the ratio, the greater 
would be the return to the shareholders and vice versa, A net Profit Margin of 10% is 
considered normal. This ratio is very useful to control costs and to increase the sales, 



Company Accounts-11 operating Profit Margin 

This ratio is a modified version of Net Profit Margin. It studies the relationship 
between operating profit (also known as PBIT -Before Interest and Taxes) and 
sales. The purpose of computing this ratio is to find out the amount of operating' profit 
for each rupee of sale. While calculating operating profit, non-operating expenses such 
as interest, (loss on sale of assets etc.) and non-operating income (such as profit on sale 
of assets, income on investment etc.) have to be ignored. The formula for this ratio is as 
follows: 

Operating Profit 
Operating Profit Mstrgin = x lo0 

Sales 

Illustration 12 

From the following particulars of Vandana & Co., calculate Operating Profit Margin. 

Profit and Loss Account of Vandana & Co. Ltd. 
as on December 31, 1998 

Opening Stock 

Purchases 

~anufacturing Expenses 
Gross Profit c/d 

Operating Expenses 
Administrative Expenses 

Interest on Debentures 
Net Profit 

Rs. 

1,500 

11,000 

4,500 

Sales 
Closing Stock 

Rs. 

18,000 

5,000 

Gross Profit b/d 

Solution; 

Operating Profits 
Operating Profit Margin = x lo0 

Sales 

Dperrating Profits = Net Profit + Interest on Debenture (non-operating expenses) 

= Rs. 2,500 + Rs. 500 = Rs. 3,000 

Rs. 3,000 
Operating Profit Margin = x 100 = 0.167 or 16.7% 

Rs. 18,000 

A Iqigh ratio is an indicator of the operational efficiency and a low ratio stands for 
oparational inefficiency of the fimi. 

Operating Ratio 

This ratio establishes the relationship,between total costs incurred and sales. It may be 
cr alculated as follows; 

Cost of goods sold + Operating expenses 
C Iperating ,,Ratio = x 100 

Sales 



Illustration 13 Analysis of Financial Statements 

From the following particulars, calculate the Operating Ratio: 

Rs. 

Sales 10,00,000 

Opening Stock 2,00,000 

~urchases 4,00,000 

Manufacturing Expenses 50,000 

Closing Stock 60,000 

Selling Expenses 10,000 

Office Expenses 40,000 

Solution 

Cost of goods sold + Operating expenses 
Operating Ratio = , x 100 

Sales 

Cost of Goods Sold= Opening Stock + Purchases + 
Manufacturing expenses - Closing Stock. 

= Rs. 2,00,000 + Rs. 4,00,000 + ~ s ' .  50,000 - Rs. 60,000 
= Rs. 5,90,000 

Operating Expenses = Selling Expenses + Office Expenses 

= Rs. 10,00d + Rs. 40,000 = Rs. 50,000 

Rs. 5,90,000 + Rs. 50,000 
Operating Ratio = = 0.64 or 64% 

.Rs. 1 0 , 0 0 , 0  

High operating ratio is undesirable as it leaves a small portion of income to meet other 
non-operating expenses like interest on loAns. A low ratio is better and reflects the 
efficiency of management. The lower the ratio, the higher would be the profitability. If 
operating ratio is 64%, it indicates that 64% of sales income has gone to meet cost of , 

goods sold and operating expenses and 36% is left for other expenses and dividend. 

The operating ratio shows the overall operating efficiency of the business. In order to 
know how individual items of operating expenses are related to sales, individual 
expenses ratios can also calculated. These are calculated by taking operational expenses 
like cost of goods sold, administrative expenses, selling distribution, individually in 
relation to sales (net). 

. - I 
.A 

Check Your Progress E 

( 1 Indicate tne purpose of calculating Gross Profit Margin. ' ' 

2 What is the purpose of calculating net profit margin? . 

...................................#..................... ............................................. 

... 3% What is the purpose of operating iatio? , 



Company Accounts-II 4 A firm's sales are Rs. 12.00.000. Its opening stock, purchases, direct expenses and 
, closing stock are Rs. 1,50,000, Rs. 9,00,000, Rs. 80,000 and Rs. 2,00,000, 

respectively. The operating expenses of the firm are Rs. 2,40,000, of which 
Rs. 80,000 me administration expenses and the rest are selling and distribution 
expenses: 

Calculate Inventory Turnover Ratio, Gross Profit Ratio and Operating Ratio. 

17.10.2 Profitability in Relation to Capital Employed (Investment) 
As stated earlier, profitability ratio can also be computed by relating profits to capital or 
investment. This ratio is popularly known as rate of Return on ~nvestrnent (ROI). The 
term investment may be used in the sense of capital employed or owners' equity. Two 
ratios are gencrally calculated: 

i) Return on Capital Employed (ROCE); 

ii) Return on Shareholderl;' Equity; and 

iii) Earning Per Share (EPS) 

Return on Capital Employed (ROCE) 

This ratio establishes the relationship between total capital and profit before interest and 
tax. The purpose of this ratio is to find out whether return .on capital employed is 
reasonable or not. This ratio is also known as Return on Illvestment (ROI) 

The term capital employed represents long-term funds including owners' capital and 
borrowed capital. 

The ratio may be calculated as follows: 

Net Profit before Interest and Tax 
Return on Capital Employed = 

Capital employed 

Illustration 14 

From the following information, calculate Return on Capital Employed: 

Balance Sheet of X Ltd. 
as on March 31, 1998 

Equity Shue Capital (25,000 shares) I 2,50,000 I Plant and Machinery 1 5,OOpOO 

Liabilities - 

9% Preference Share Capital ( 1,@0,000 1 Goodwill 1 50,000 

Reserves and Surpluses 

8% Long-term Loans 

Current Liabilities 

Rs. 

Current Assets 

The net profit before interest and tax was Rs. 78,000. 

Solution 

Assets 

Capital Employed = Equity Share Capital + Preference Share Capital + Reserves and 
Surplus + Long-term Loans = 6,50,000 

Rs. 

Net Profit before Interest and Tax Rs. 78,000 
ROCE = - - = 0.12 or 12% 

Total Capital Employed Rs. 6,50,000 



This ratio is very significant as it reflects the overall efficiency of the f h .  The higher 
the ratio, the greater is the return on long-term funds invested in the f im .  It is also an 
indication of the effective utilisation of capital employed. 

Return on Shareholders' Equity 

This ratio shows the relationship between net profit after taxes (PAT) and shareholders' 
equity. It reveals the rate of return on owners'/shareholders' funds. The term 
shareholders9 equity is also known as 'net worth' and irncludes equity capital, 
preference capital, share premium and reserves and surplus. This ratio is also 
known as worth (RONW). The formula for this ratio is as follows: 

Net Profit after Taxes 
Return on shareholders' Equity = x 100 

Shareholders' Equity 

Illustration 15 

# Calculate Return on Shareholders' Equity of Kismath Ltd., with the details given below: 

ii Rs. 

Equity Share Capital 5,00,000 

9% Preference Share Capital 2,00,000 

Reserves and Surplus 1,00,000 

P & L Account Balancc (Net Profit after Taxes) 2,00,000 

Solution 

Net Profit after Taxes 
Return on Shareholders' Equity = 

Shareholders Equity 

Shareholders' Equity = Rs. 5,00,000 t Rs. 2,00,000 t Rs. 1,00,000 
= Rs. 8,00,000 

Rs. 2,00,000 
Return on Shareholders Equity = x LOO = 0.25 or 25% 

Rs. 8,00,000 

The higher the ratio, the greater is the eff~ciency of the firm in generating profits 
on shareholders' funds and vice versa. This ratio is very important for the investors 
(present and future) to judge whether their investment in the firm generates a reasonable 
return or not. This ratio is also important to the management as it proves their efficiency 
in employing the funds profitably. 

1 Earning Per Share 

Earning per s t w e  (EPS) is an important ratio from the point of view of equity 
shareholders as this rate affects the market price of shares and the amount of dividend 
to be given to the equity shareholders. The earning per share is calculated as follows: 

. Net Profit after Tax - Preference Dividend 
EPS - - 

Number of 'Equity Shares 

Taking the information from illustration 14, the earning per share for X Ltd. will be 
worked out as follows; 

PAT = Rs. 78,000 

Preference Dividend = Rs. 9,000 
(9% of Rs. 1,00,000) 

- 78,000 - 9,000 
EPS - 

25,000 

I = Rs. 2.76, 

WaaaW;iiita of Financial Statcmrents 



Company Accounts-II 

Now let us take a compreheusive illustration and work out various ratios to asses the . 

' 

liquidity, long-term solvency, operating efficiency and the profitability of an orgnisation. . 

Illustration 16 

Following is the Profit and Loss Account of Shriram Coinpany Ltd., for the year ending 
December 31, 1998 and the'Balance Sheet as on that date. You are required to compute 
liquidity, long-term solvency, turnover ratios, and profitability ratios both in relation to 
capital and sales. 

Froflt and Loss Account of Shriram Company Ltd. 
for the year ending December 31, 1998 

Balance Sheet of Shriram Company Ltd. as oh December 31, 1998 

To Opening Stock 

To Purchases 

To Direct Expenses 

To Gross Profit cld 

To Operating Expenses: 
Administrative 

Expenses 40,000 
Selling & Distribution 

expenses 60,000 

To Non-operating 
Expenses: 
Loss on the sale 10,000 

of shares. . 
Interest 30,000 

To Provision for Taxation I 

To Net Profit I 

I 

I 

1 Liquidity Ratios 

Rs. 

'90,000 

9,00,000 
20,000 

4 , ~ , 0 0 0  

14,10,000 

1,00,000 

40,000 

40,000 

2,20,OOo 

4.00,OOo 

I 
I 

Equity Share Capital I 

(60,000 shares of Rs. 10 each) I 

Reserves & Surplus 

Profit & Loss Account ., 

10% Debentures 

Creditors 

- .  Current Assets 
i) Current Ratto - 

Current Liabilities 

By Sales 

By Closing Stock 

By Gross Profit bld 

RE. 

6,00,000 

50,000 

1,60,000 

3,00,000 

1,80,000 

12,90,000 

Rs. 

12,60,000 

1,50,000 ' 

14,10,000 

4,00,000 

4,00,000 

Land & Buildings 

Plant & Machinery . 
Stock 

Cash at bank 

Debtors 
' 

Rs. 

4,00,OOO 

3,20,000 

1,50,000, 

1,20,000 

3,00,000 

12,90,000 



current Assets = Stack + Debtors + cash at bank 
I 

Analysis of Financial Statements 

= 1,50,000 + 3,00,000 + 1,20,000 
= Rs. 5,70,000 

' Current Liabi.lities = Creditors 

= Rs. 1,80,000 

- 5,70,000 
1 Current Ratio - = 3.17: 1 

1,80,000 

- Quick Assets 
ii) Quick Ratio - 

Current Liabilities 

Quick Assets = Debtors + Cash at-bank 

Quick Ratio 

2 Long-term Solvency Ratios 

LT. ~ e b t  
i) . Debt-Equity Ratio = 

Owners Equity 

LT f i t i t  = Debentures 

Owners Equity = Equity Share Capital + Reserve & Surplus c Profit 
& LOSS Account 

= Rs. 8,10,00!3 

3,00,000 
Debt-Equity Ratio = 0.37 : 1 

8,lO,OOO 

Proprieror's Funds 
ii) Proprietary Ratio = 

Total Assets 

- - 8,10,000 
= 0.63 : 1 

12,90,000 

Total Debt 
iii) Total Debt Ratio = 

Total Assets 

Total Debt = Debenture + Creditors 
L 

4,80,000 
Total Debt Ratio = . = 0,37 : 1 

12,90,000 

3 Turnover, Ratios 
Cost of goods sold . I i) Stock Turnover Ratio = 

Average Stock 

Cost of Goods Sold = Opening Stock + Purchases + Direct J3xpenses'- 
Closing Stock 

= 90,000 + 9,00,000 + 20,000 - 1,50,000' . ' 

= Rs. 8,60,000 - , - ' 
. . 



Company Accounts-I1 - Opening Stock + Closing Stock 
Average Stock - 

2 

- 90,000 + 1,50,000 - 2,40,000 
- - 

2 2 

= 1,20,000 

8,60,000 
Stock turnover Ratio = = 7.17 times. 

1,20,000 

Credit Sales . , ii) Debtor's Turnover Ratio = 
. . 

Average Debtors 

- 12,60,000 - = 4.2 times. 
3,00,000 

Note: In case credit sales illid opening and closing debtors are not given 
the sales are taken as credit sales and the closing debtors are taken as 
,average debtors. 

Credit Purchases 
. iii) Creditor's Turnover Ratio = . . 
' , 

1 Average Creditors 

= 5 times 

Note: In case credit purchases and opening and closing creditors are not 
given then total purchases are taken as credit purchases and the closing 
creditors are taken as the average creditors. 

Sales 
iv) Total Assets Turnover Ratio = 

Total Assets 

- 12,60,000 
- = 0.98 times 

12,90,000 

Sales 
v) Net Assets Turnover Ratio = 

Net Assets 

Net Assets = Total Assets - Current Liabilities 

= 12,90,000 - 1,00,000 

- 12,60,000 
Net Assets Turnover Ratios - 

11,10,000 

4 Profitability Ratios 

A In relation to sales 

= 1.14 times 

I 

Gross Profit 4.00,OOO I 

i) Gross Profit Ratio = - - x100=31.75% , 
Sales 12,60,000 

I 

Net Profit after Taxes 2,20,000 
I 

ii) Net Profit Ratio = - - x 100 
Sales 12,60,000 

= 17.46% 

Operating Profit 
iii) Opening Profit Ratio = X 100 

Sales 



Operating Profit = -Net Profit + Non Operating Expenses Analysis of Pinancia1 Statements 

+ Provision for Taxation (same as PBIT) 

- 30,00,000 
Operating profit ratio - x 100 

12,60,000 

Cost of goods sold + Operating Expenses 
iv) Operating Ratio = 

Sales 

I Cost of goods sold is Rs. 8,60,000 as calculated in Stock 
. . 

I . Turr~over ratio 

Operation expeiases = Administrative Expenses + Selling & 
Distribution Expenses 

. . . . - . , 

Operating Ratio - = - x 100 
12,60,01)0 12,60,000 

B In relation to investment 

Net Profit Afkr Taxes and Intcrest 
i) Return on Capital Employeti = .---------- 

Capital Employed 

Net Profit after Taxes and Interest= 2,20,OCH) - 40,000 - 40,000 

= 1,40,000 

I Capital Employkd = Equity Share Capital + Reserves + Profit & Loss A/c 

1,40.&?3 
Return on Capital E~alployed = ------.-- -- .I728 -- 17.28% 

8,10,000 

Net Profit after Taxes 
ii) Return on Shareholder's Eqcrity = 

Shareholders' Fund 

! Shareholders' Fund = Equity Share Capital + Reserves + Profit & Loss A/c 

2,28,000 
Return on Shareholder's Equity = = .2716 = 27.16% 

8,10,000 

I PAT - Preference Dividend 
iii) Earning Per Share = 

No. of Shares 

- 2'20,000 - = Rs. 3.67 
60,000 
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STANDARDS FOR COMPAEUSON 

Ratios are measures which show the relationship between two numbers or values. They 
enable the analyst to draw conclusions regarding the financial operations of the 
enterprise. But, a single ratio by itself does not mean anything unless it is compared 
with something else. Hence, to have meaningful interpretation of the ratios calculated, 
they should be compared with some standards. For example, a student getting 50 per 
cent marks does not indicate whether he has passed or failed. Suppose it is said that 40 
per cent is the pass mark, then by comparing 50 with 40, we can conclude that the 
student has passed. Similarly, ratios also are to be compared with some norms and 
conclusions drawn. Generally, there are three types of cpmparisons: (1) Intra-firm 
comparison, (2) Inter-firm comparison, and (3) Comparison against set standards or 
targets. 

1 Intramfirm comparison: It means comparing the present performance of the firm 
with that of its own performance in the For example, the position in 1998 
may be compared with that of say 1996, or 1997, or a trend analysis may be 
attempted by horizontally noting the ratios over a period of time, say, 1995, 1996, 
1997 and 1998. The figures may then be examined to find out whether there is a 
rising or declining trend or there is little change over time. It is also possible to 
work out the average ratios of a few years, say 1995 to 1997, and a ratio of 1998. 
can be compared with that of its average over 1995 to 1997. 

2 Inter-firm comparison: It means comparing the performance of a particular firm, 
say A, with that of a similar firm say B. The performance of A may also be 
compared with its close rival(s) or with the performance of the leader in the 
industry. Sometimes, the average ratios of the industry as a whole may be 
calculated and the present performance of a particular firm may be compared with 
the industry averages. For example, the position of Ramakrishna Cement Works. 
Ltd., may be compared with that of the average position of cement industry in 
India. 

3 Comparison against set standards: If there are any pre-determined standards or 
planned targets, then the present performance can be compared with those . 
standards. If there are any ratios which are prescribed by the Government or some 
authority like RBI, or IDBI, or as a matter of convention, such ratios are followed . 

as ideal or model. Then ratios calculated for a particular firm can be compared 
with those stipulated or conventional ratios. 

From the above, it is cl&r that the standards adopted may be internal or external. 
Internal standards are standards set on the basis of past performance against which the 
present performance iH compareb. The external standards are used for comparison of the 
individual firm's results and positions with those of other firms. Internal standards are of 
course, easier to set an more reliable than external ones. 

17.13 USEFULNESS OF. RATIO ANALYSIS 

The importance of ratio analysis is widely recognised on account of its usefulness in 
different ways as outlined below: 

1 Since the ratios convey the inter relationship between different items of the 
Balance Sheet and Profit and Loss Accqunt, they reflect the financial state of 
affairs and efficiency of operations more clearly than the absoluk accounting 

' figures. For example, the net profit earned by a firm may appear to be quite 
' satisfactory if the amount is large, say Rs. 5 lakh. But, the profit earned cannot be 

regarded as good unless it is related to the total investment. If the capital invested 
is say Rs. 2 crore, the amount of profit expressed as a percentage of investment 
comes to be only 2.5%. The cannot be said to be a satisfactory performance. 
However, if the capital invested was Rs, SO lakh, profit earned would be 10% of 
the capital investment which may be considered reasonably good. 

2 Efficiency of performance of management and the overall financial position are ' ' 

rcvenled by means of financial ratios which may not be otherwise apparent from a . . 
I 

I 



1 set of accounting figures. ~ h k  index of efficiency reflected in the iatios can be Analysis of Financial Statements 

? used as the basis of management control. The trend of ratios over a period of time 
can also be used for planning and forecasting purposes. 

I 

1 3 The creditworthiness of a film, its earning power, ability to pay interest and debt, 
prospects of growth, and similar information are revealed by ratio analysis. These 
are required by creditors, financiers, investors as well as shareholders. The ratio of , 

competing firms in the same line of activity or the average ratios of firms in the 
same industry may be kept in view while analysing the performance of a 
particular firm, This comparative view enables shareholders and investors. to make 
appropriate investment decisions, 

17..14 LIMITATIONS OF RATIO ANALYSIS 

'The technique qf ratio analysis is not a perfect tool for evaluating tlie efficiency of 
operations. Its usefulness deponds to a large extent on the care and skill with which 
ratios are interpreted. The limitations of financial ratios are of practical relevance in that 
connection. The Iimitatio~is are outlined below: 

Limitations of accounting figures: As the ratios cue calculated on the basis of 
figures drawn from accounting records they are subject to the limitations of 
accounting practices. Management has wide discretion regarding recognition of 
income, treatment of expenses, valuation of assets, etc. Accounting concepts and 
conventions, which form the basis of accounting records, leave a wide scope for 
management to exercise their judgement in practice as regards adjustments and 
valuations. The figures disclosed in the financial statements may not reveal the 
true state of affairs with the result that ratios will also not given the true picture, 

2 Non-moneta~y aspects are  left out: Financial ratios reflect only the monetary 
aspects of the functions of an organisation. The efficiency of operitions and health 
of a business firm can be analysed through ratios only as reflected in the financial 
data. Noa-financial aspects of the organisational environmcnt and health, like 
morale and loyalty of employees, quality of supervision, human relations, and such 
elements are not revealed by tinancial ratios. 

3 A particular ratio or  even a set of ratios cannot be regarded as indicators of 
good or  bad perfornnance of management: They only provide clues which must 
be further looked into carefully to ascertain the underlying conditions producing 
the ratios. A favourable indic~tion niay even be found on closer examination to 
have resulted from factors which may lead to adverse consequence in course of 

, time. For instance, ratios indicating highly satisfactory earning capacity of a firm 
-may have bee11 caused by high-headed management causing. In turn, low employee 
morale. 

4 Problems regarding standards for comparison: Ralios of any particular period 
or as of a certain date cannot be taken as a significant index of performance 
unless they are compared with ratios of previous periods, .or with conresponding 
ratios of other firms; or with co~lventional standard ratios. Comparison with past 
rdos  at best shows whether the present ratios are boner or worse than the past. 
Whether the past ratios were good enough is not generally considered. Similarly, if 
ratios of other firms are taken into account for comparison, the comparability of 
firms cannot be easily established. No two f i n s  can be assumed to have exactly 
similar characteristics. Standards laid down by Government and public financial * 

institutions are useful only for particular ratios and under particular conditions. 

5 Differences caused bjr varying accounting practices: Changes in ratios from year 
to year are often caused by the adoption of different accounting practices by the 
firm. Thus,,ratios for successive years cannot be interpreted to draw reliable . 

conclusions unless changes in accounting treatment of items are also known, 
Similarly, inter-firm comparison of ratios cannot be useful unless differences in 
accounting practices between the firms are known. 
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17.15 LET US SUM UP 

Financial statement (Ralance Sheet and Profit and Loss Account) are periodical reports 
vrhich reflect the financial position and operating performance of the entire business for 
an. accounting period geilerally one year. They provide valuable data to management, 
investors, shareholders, creditors, financiers and government authorities. But they are 
also subject certain limitations. 

Financial analysis refers to the process of systematically examining the significance of 
data with respect to particular items or groups of items presented in the financial 
statements. The main objectives of financial analysis is to gain an insight into the 
profitability of business operations and financial positions so ,as to judge whether 
progress is adequate or the position has improved. 

Broadly speaking, there are three techniques of financial analysis on the basis of data 
in the annual statements: (1) Comparative Statements, (2) Common-size Statement, and ' 
(3) Ratio Analysis. 

The technique of comparative statement involves preparation of comparative balance 
sheet and compczrative income statement so as to highlight changes in the various assets, 
liabilities iticome and expenditure, and the resulting profit or loss. The changes may be 
expressed in absolute amounts or percentages. The data may be presented for two years I 
or for a number of successive years so as to examine the trend. 

In the common size statements, each of the items in the respective financial statements 
is expressed as a ratio (percentage) of the total assets (in the case .of Salance Sheet) and 
net sales (in the case of Income Statement); 

Ratio Analysis is a technique which involves the use of financial ratios as the index of 
financial position and progress of operations. A ratio is a measure of relationship 
between two values. It may be expressed as the quotient as a percentage, or as the 
proportionate relationship, between two magnitudes. 

Ratios may be classified on different bases. On the basis of their nature, ratios may be 
classified as Financial Ratios and Operating Ratios. On the basis of their importance, the 

. ratios may be Primary ratios and Secondary ratios. They may be classified on the basis 
of the sources of data as : Balance Sheet Ratios, Profit and Loss A/c Ratios, and 
Combined Ratios. Functionally classified ratios may be: Liquidity Ratios, Solvency 
Ratio, Turnover Ratios and Profitability Ratios. . 
Liquidity ratios are 'calculated"' to measure the ability of the firm to meet its short-term 
liabilities as and when they become due. Solvency ratios are used to measure the extent 
of debt financing by the firm and its ability to pay interest regularly and repay the debts 
over time. Two measures of liquidity are generally found useful. (1) Current Ratio i.e., 
the ratio of quick assets to current liabilities, and (2) Quick ratio is . ,  the ratio of quick 
assets. to current liabilities. Quick assets refer to a11 current assets exCept stock. 
Assessment of solvency is undertaken on the basis of Leverage ratios. 

Leverage ratios included (i) Debt-Equity ratio, (ii) Total Debt ratio, and (iii) Proprietory 
ratios. Debt-Equity ratio explains the dependence of outsiders' funds relatively to 
owners' funds. On the other hand, total debt ratio is measure of total debts and total 
assets. The proprietary ratio shows the relationship between owners' equity and total 
assets of the firm. 

Turnover ratios (Ratios to assess efficiency of activities): The 'turnover ratios indicate 
how efficiently different categories Of assets and liabilities have been managed in 
relation to sales or purchases, The more important turnover ratios are (i) Stock turnover 
Ratio (ii) Debtor's Turnover Ratio, (iii) Creditors Turnover ratio (iv) Total Assets 
Turnover ratio and (v) Total Assets Turnover Ratio. 

I 

The operating efficiency of a firm is reflexed in the profits earned, Profits earned in , 
relation to sales and in relation to capital are the two ways by which the profitability .or 
earning power of an orgnisation can be measured, Profitability in relation to  Sales is 

' 
generally assessed by calculating (i) Gross Profit Margin, (ii) Net Profit Margin, (iii) 
Gross;bperating Margin and (iv) Operating ratios. Profitability in rclntion to capital, also 

I .  

66 



knbwn as return on Investmeilt (ROI), is measured in term of three ratios viz., 
(i) Return on Capital employed (ROCE) which indicates the percentage of profits 
after tax to the total amount of long-term funds including owners' equity and borrowed 
funds, (ii) Return  on shareholders' Equity (ROE) showing the percentage of profits 
after tax to owners' equity, and (iii) Earning per share sl~owing the amount of profit 
earned per equity share. 

Analysis of Financial Statements 

Name of Ratio 

A) Liquidity Ratios 
i) Current Rntio 
ii) Quick Ratio 

Long-~erm Solvency Ratios 
i) Debt-Equity Ratio 
ii) Proprietary Ratio 
iii) Total Debt Rntio 

Turnover Ratios 
i) Stock Turnover datib 
ii) a) Deblor's Turnover Ratio 

bl Average Colleclion Period 
iii) a) Creditcjr's Turnover Ratio 

b) Average Paynient Period 
iv) Total Assets Ihrnover Ratio 
v) Net Assets Tunlover Ratio 

I 

D) Profitability in relation to Sales 

i) Gross Profit Margin 
ii) Net Profit Margin 
iii) Gross Operating Margin 
iv) Operating Ratios 

E) Profitability in relation to Capital 
i) Return on Capital Employed 
ii) Return on Shareholder's Equity 
iii) Earning Per Share 

I Formulae for Cnlcvlation 

1 Current ~ s s e t s l ~ k e n t  ~iabi~it ics 
1 Quick AssetsICurrent Liabilities ' 

Long-term Debt/Ownerls Equity 
Proprietors'Funds/Total Assets 
Total Dcbt to Total Assets 

Cost of Goocis SaldAverage Stock 
Credit Sdes/Avesage Debtors += B/R 
Days in a year/Debtar's 'I'urnnver Ratio 
Credit Purchascs/Avcragc creditors 4 B/P 
Days in a yearlCreditnr's Turnover Ratio 
SdcsRotnl A w t s  
S~les/ldae Assets 

Gross ProfiVSales 
Net Profit After taxes/Sales + 

CIpera6ng Profit/Sales 
Cost of Goods Sold + Operating Expensesl'Sales 

. 
Net Profit .4fler taxesITota1 kapitrfl Employed " 

Net ProGf: afior tses/Shareholder's Equity 
Net Prof!! :.A;; t ~ x  and perforrhance diyldendl 
Number of equity shares. 

For a meaningful interpretation of financial ratios, it is necessary to compare the ratios 
with some st'andards. Such a' comparison may be intra-firm or inter-firm., Ratios of it 

firm may also be compared against conventional standard ratios or ratios stipulated by 
. Government or financial institutions. '. . 

Financial ratios reflect the financkl state of affairs and the efficiency of business f 

opeiations more clearly than absolute accounting figures. The index of efficiency 
revealed by the ratios can be used as the basis of management control. The trend of 
ratios can also be used for planning and forecasting purposes. The creditworthiness of a 
firm, its earning power, prospects of growth, and similar information reveqled by ratio , 
analysis are extremely useful to creditors, financiers, investorb and shareholders. 

The ratios are subject 'to the limitations of accdunting practices which are ado>ted by 
managembnt on the basis of c0nvenienc.e and judgement. Non-monetary aspects of 
organisational hehlth and envir?nment are not revealed by financial ratios. Unless the * 

underlying conditions producing the ratios are looked into the interpretation ofeiratios . 
cannot be reliable. Also the standards for comparison may not be appropriate for 
interpreting the ratios. Besides, differences in ratios may be caused by varying 
accounting practices. 

1 
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17.16 KEY WORDS 

Accounting Ratio : Ratio of accounting figures presented in financial statements. 

Common Size Balance Sheet: Statement of assets and liabilities showing each item as 
a ratio (percentage) of the aggregate value of assetsfliabilities. 

Comnion Size Income Statement : Statement of income and expenditure showing each . 

item as a ratio (percentage) of net sales. 

Comparative Balance Sheet : Statement presenting changes in the value of assets, 
liabilities and capital investment between two Balance Sheet dates. 

Comparative Income Statement : Statement presenting changes in income and 
expenditure over s~lccessive years. 

Capital' Employed : Long-term funds including owners' c,apital' and borrowed capital. 

Capital Stn~cture : Financial mix plan of debt and equity. 

Financial Analysis : Process of examining the financial position and operating 
performance with the help of information provided by 'the financial statements. 

. r 

Financial Reporting : Commu?icating information based on financial data in the form 
of reports. 

~inanciai '~tatements  : Annual statements of assets and liabilities (Balance Sheet) and 
of income and expenditure (Profit and Loss Account) 

~nter -krm Comparison : Comparing financial data of one firm with the corresponding ' .  
data of comparable firm(s). 

Intra-firm Comparison : Comparison of the fmancial data relating to one period with 
those of previous periods in respect.of the same finn. 

Owners9s.Equity : Shareholders funds including share capital (bdth preference and 
equity) P & L.A/c. balance, reserves minus fictitious assets. It is also called net worth. 

Ratio : Measure of one value or number in relation to another. 

Ratio Analysis : Computing, determining and explaining the relationship between the 
component items of financial statements in terms of ratios. 

Leverage ratios : Ratios that evaluate the long-term solvency of a firm. These are also, 
called solvency ratios. 

Liquidity Ratios : Ratios that assess the capacity of a fm to meet its short-term 
liabilities. 

17.17 ' ANSWERS TO CHECK YOUR IPROGmSS 

A 1 i) False ii) True iii) . False iv) True v) True 

33,00,000 
D 3 Debtors Turnover Ratio = = 3 : 1  

11,00,000 , 

33,00,000 ' . .. 
Fixed Assets Turnover Ratio = = 3.3 : 1 

10,00,000 

Average Collection Period = 36513 = 122 days 

9,30,000 
E 4 Inventory Turnover Ratio = = 5.31 : 1 

1,75,000 

2,70,000 
Gross Profit Ratio . - - x 100 = 22.5% 

12,00,000 



l Operating Ratio = x 100 = 97.5% 
i 12,00,000 
i 
I 

INAL QUESTIONS 

1 Explain briefly the meaning and nature of financial statements. 

2 Discuss the usefulness and limitations of financial statements. 

3 Explain briefly the following two techniques of financial analysis: 

(i) Comparative statements (ii) Common size statements. 

4 Describe the various ratios that are likely to help the management in forming its 
opinion about the solve.ncy position of the firm. 

5 Explain the purpose and procedure of calculating the following ratios: 

i) Current Ratio 

r ii) Quick Ratio 

iii) Debt-Equity Ratio 

I iv) Priprietory Ratio 

v) Total Debt Ratio 

Explain and illustrate the important profitability ratios. 

"Return on Investment (ROI) is considered to be the master ratio which reflects 
'the overall performance of the firm". Elucidate. 

How do you find the following: 

i) Whether the company is using the total assets properly. 

ii) Whether there is deficient collection of debts. 

iii) Whether the firm is accumulating too much stock. 

iv) Whether the company is earning a reasonable return on investment. , 

v) Whether yield on company's share is adequate or not. 

How do you dompute the following ratios? Indicate their significance. 

i) Debtors' turnover ratio 

ii) Stock velocity ratio 

iii) Operating ratio 

iv) Operating profit ratio 

Explain the following: 

i) . ~ r o s s  profit markip 

ii) ROCE 

iii) EPS 

Discuss the uses and limitations of ratio analysis from the point of view of 
shareholders and investors. 

3 

Describe the standards used for intra-firm and inter-firm comparison of financial 
ratios. 

Anolysls of Financial Statements 



Company Accounts-I11 Exercises 
0 

1 The following is the Balance Sheet of Sanjeev Ltd. as on December 31, 1998. 
Calculate the liquidity ratios. -.. 

Shsrrc Capital 
Profit and Loss NC 
10% Debentures 
Sundry Creditors 
Outsianding Expenses 
Provision for Taxation 

Liabilities 

Mmt and Machinery 
Stock 
Debtors 
Bills Receivables 
Short-term Securities 
Cash 

(Answer: Current Ratio = 2.304, Quick Ratio = 1.43) 

Rs. 

2 From the following details, 'calculate leverage ratios. 

Balance Sheet of Devi Ltd. 
as on December 31, 1998 

Asseis , ---- 
RE.. 

Equity Share Capital 

Liabilities 

8% Preference Share Capital 1 40,000 1 Plznt and Machinery 1,50,000 [ 

Assets 

Reserves & Surpluses 

9% Long-term Loan 

10% Debentures 

Creditors 

Bills Payable 

50,000 

Accrued Expenses I 5,000 I Cash I ~ , m  

60,000 

20,000 

15,000 

(Answer: Debt Equity Ratio = 0.647 : 1 

Proprietory Ratio = 0.531 : 1 

Total Debt Ratio = 0,469 : 1 

Accilmulated 
depieciation 30,000 

Stock 

Debtors 

Prepaid Expenses .* 
Marketable Securities 

3 ~ h & a t  Ltd. submitted the following Balance Sheet as on December 31, 1998. You 
are required to compute the following: 

1,20,000 

40,000 

a)- Current Ratio 

b) Quick Ratio 
c) Debt-Equity Ratio 

d) Proprietory Ratio 

e) Total Debt Ratio 



I I I Analvsie of Financial Statements 
I I Liabilities - I Assets 

Equity Capital ( 10.00.000 1 Fixed Assets / 17.00,OW 

7% Preference Capital 1 3,00,000 1 Stock ( 4,00,00 

Reserves and Surpluses 1,50,000 Debtors 

6% Debentures 1 B,OO,OP(I- 1 Rank 

Overdraft 1 50,000 1 cash I 50,000 

Creditors 

(Answer: a) Current Ratio = 2.57 : 1 

b) Quick Ratio = 1.47 : 1 

C) Debt-Equity Ratio = '0.55 : 1 

d) Proprietory Ratio = 0.558 : 1 

e) Total Debt Ratio = 0.442 : 1) 

4 From the following Profit and Loss Account for the yem ended March 31, 1998, 
calculate, gross profit ratio, operating profit ratio and net profit ratio. 

To Opening expenses I 1.20.000 1 ~y ~ m s s  profit 

To Interest 1.60,OOO 

TO Provision for Income ~ n l  1 1 . 6 0 , ~ ~  1 
To Net Profit c/d I 3.60.000 1 

To Preferences dividend 1 80,000 1 To Net Profit b/d 1 3,40,000 

To Equity dividend 1,20,000 

To Balance c/d 

Sales were Rs. 40,00,000 
c 

(Answer: Gross Profit Ratio = 20% 

I Operating Profit Ratio = 17% 

1 Net Profit Ratio = 9%) 

5 From the following details of Z Ltd., you are required to compute: 

(i) Current Ratio; ii) Operating Ratio; iii) Stock Turnover Ratio; 

(iv) Total Assets Turnover Ratio; and v) Return on Shareholders' Equity 

(v) Net Profit Ratio. 



Company Accounts-I1 Profit and Loss Account for the year 
ended December 31, 1998 

Balance Sheet as on December 31, 1998 

To Opening Stock 

To Purchases 

To Incidental Expenses 

To Gross Profit d d  

To Operating Expenses: 

Belling and 

Distribution 40,000 

Administrative 60,000 

To Non-operating Expenses: 

Loss on Sale of assets 

To Net Profit 

(Answer: i) Current Ratio = 15:l ii) Operating Ratio = 0.86:l iii) Stock Turnover Ratio = 9.5 times 
1v)Net Assets Turnover Ratio = 2.9 times v) Return on Shareholders' Equity = 42% 

vi) Net Profit Ratio = 14.5% 
1 

6 The following is the Balance Sheet of Lakshrni Ltd, fbr the year ended December 
31, 1998. 

Rs. 

1,00,000 

6,80.000 

40.000 

2,40,000 

10,60.000 

l , ~ , ~  

5 , m  

1,45,000 

2,50,000 

Share Capital: 

20,000 ordinary shares of 
Rs. 10 each 

Reserves 

Current Liabilities- 

Profit and Loss Alc ' 

4u i ty  Capital 

(5000 ahms of RI. 100 bch)  1 SIJ,mm 1 Fixed AIKII 18,00,000 

By Sales 

By Closing Stock 

By Gross Profit Wd 

By Non-operating Income: 

Interest 4,000 

Profit on sale of shares 6,000 

Rs. 

2,00,000 

45,000 

90,000 

1,00,000 

4,35,000 - 

7% Preference capital Less: ~e~rccia t idn 5;~.000 

Reserve & Surpluses 

Rs. 

10,00,000 

60,000 

10.60,OOO 

2.40,OOO 

10,000 

2,50,000 

6% Debentures 1 .7,00,ooO 1 , 

Land and Building 

Plant k Machinery 
Debtors 

Stock 

Bank 

Current MabUlUes I I Cumnt Asset. 

Rs. 

1,00,000 

2,~,OOO 
70,000 

60,000 

5,000 

4,35,000 

Creditors I 6 0 , W I  Cash 50,000 

Bills 'Payable I 1.00,mO I 10% Investments l1501m0 

Accrued Expenses ( 10,000 ( Debtors . 2,00,& 

Rs. 

13,00,000 ' 

Provlslon for Taxation 

. . , .  - . 

, 1.30,000 

20,00,0 

Stock . 3,~ ,OoO 



Additional Information 

Net Sales . 30,00,000 

Purchases 16,00,000 

Cost of Goods Sold 25,80,000 

Profit before T w  2,93,000 

Profit after Tax 1,00,000 

Operating Expenses 1,00,000 

Market Value per Share 150 

Calculate activity ratios and profitability ratios: 

(Answer: ActJvity Ratlos: Total Assets Turnover = 1.5 Nmcs Stock Turnover = 10 times, 
Debtors Turnover = 1.5 times 

Creditors Turnover = 16 times. Net Assets Turnover = 1.765 : 1 

Profitability Ratlo: Gross Profit Margin = 14%, Net Profit 

Margin = 6.43%Gross Operating Margin = 10.67%, Operating Ratio = 89.33%. 

UOCE = 18.82%, Return on Shareholders' Equity = 10% 

EPS = Rs. 18-60) 

Note : These questions and exercises will help you to understand the unit better. 
Try to write answers for them, but do not submit your answers to the 
University. These are for your practice only. 

. . 
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UNIT 18 STATEMENT OF CHANGES IN 

Structure 
18.0 Objectives 
18.1 Introductjon 
18.2 What is Statement of Changes in Financial Position ? 
18.3 Meaning of Fund 
18,4 How of Funds 
18.5 Sources and Uscs of Funds 
18.6 Steps involved in Preparation of Fund Flow Statement 
18.7 Schedule of Changes in  Working Capital 
18.8 Funds from Operations 

18.8.1 Depreciation 
18.8.2 Profit or Loss on Sale of Fixed Asset 
18.8.3 Profit or Loss on Sale of Long-term Investments 
18.8.4 Amortisation of Expenses and Writing off Intangible Assets 
18.8,5 Provision for Taxation 
18.8,6 Proposed Dividends 
18.8.7 Provision for Doubtful Debts 
18.8.8 Items representing Appropriation of Profits 
18.8.9 Statement of Funds from Operation 

18.9 Let Us Sum Up 
18.10 Key Words 
18.1 1 Answers to Check Your Progress 
1 8. i2 l 'er~~dnal Questions/Exercises 

After studying this unit, you should be able: 

e Describe the nature of statement of changes in financial position 

@ explain the concepts of fund and flow of funds 

a list the sources and uses of funds 

a prepare schedule of changes in working capital by identifying current and non- 
current items 

a ascertain funds from operations 

18.1 INTRODUCTION 

You know there are various techniques used for analysing the financial statements. In 
Unit 17 you studied about the most important technique viz., ratio analysis. In this unit, 
you will study about another equally important technique called fund flow analysis. This 
involves the preparation of fund flow and cash flow statements, also known as statement 
of changes in financial position, It is observcd that profit and loss account and balance 
sheet do not provide answers to some of the key questions like how funds were raised 
during the year, how, were they utlilized, and how is it that despite high profits the 
companyis liquidity is low. Hence, there is need for preparirrg a statement showing the 
details of inflows and outflows of funds during an accounting year. Now a days, it has 
gained so much importance that many companies provide this statement as a part of 
their annual report. In this unit, you will learn about the meaning of terms 'funds' and 
'flow of funds' the various sources and uses of funds, and the method and importance 
of prep L, in:! ihc fi~nds flow siatement 



18.2 W m T  IS STATEMENT OF CHANGES IN 
FINANCIAL POSITION? 

Statement of changes in financial position is a statement which outlines the causes of a 
change in the financial position of a company during an accounting period. These causes 
are reflected in the rrtoveinent of funds viz., inflows and outflows of funds, during the 
period. Therefore, it is also called Funds Mow Statement in which the inflows are 
shown as sources of funds and the outflows as application or uses of funds. 'f ie 
difference between the two (inflows and outflows) indicates the net change (increase or 
decrease) in the position of funds during the accounting period. 

7-- 

183 MEANING OF FUNDS 

The term 'funds' has different meanings. In the narrow sense, it is defined as cash 
resources of the business. In the broader sense, it includes all economic resources of thc 
business whether these are in the form of inaterial, money, or machinery. But, in the 
context of funds ilow statement, we use the third inteipretatior~ of the term 'funds: is. ,  
working capital because it reflects the true level of the liquidity of a firm. Thcre we, 
however, two concepts of thc tenn working capital viz., gross working capital and net 
working capital. Thc term gross working capital refers to the total of current assets 
while the term net working capital refers to excess of current assets over current 
liabilities. Let us assumc, for example, that a firm has the current assets consisting of 
sundry debtors, stock and cash in hand and at bank amounting to Rs. 55,000, and the 
current liabilities consisting of sundry creditors and outstanding expenses amounting to 
Rs. 41,000. In this case, the gross working capital of the firm will be Rs. 55,000 while 
its net workirlg capital is Rs. 14,000 (Rs. 55,000-Rs, 41,000). For purposes of fund flow 
statement we use the 'net working capiliil' concept as this is the amount which is 
funded by the long tenn (non-current) sources. 

18.4 FLOW OF FUNDS 

Flow of funds means 'change in funds position' or change in net working capital'. 
Whenever there is a change in the funds, it is presumed that flow of funds has taken 
place. The flow of funds can be in the form of an inflow or an outflow. An inflow of 
funds increases thc working capital and an outflow of funds decreases the working 
capital. 

Flow of funds will takes place if a transaction involves a change in  a current item and 
change in a non-current item. A aon-current item means either a non-current asset. 
(iixed asset ) or a non-current liability (long-term liability) There will be no change in 
net working capital (flow of funds) if a transaction involvcs : (i) only the current items 
or (ii) only the non-current items. In other words, a transaction, involving a fixed asset/ 
fixed liability on the one hand and a current asset/current liability on tho other, will , 

alone result in flow of funds. Let us understand these rules by taking up some examples. 

1 Transactions involving items from both current and non-current categories 
which result in flow of funds 

i) Purchased machinery for Rs. 30,QOO : This transaction increases machinery 
(a non-current asset) and reduces cash( a current assets). The reduction in 
cash reduces current assets without any corresponding reduction in current 
liabilities. As a result, thc net working capital g",s reduced. 

Statement of Changes in 
Financial Position - I  

ii) Sharus issued for Rs. 2,00,000 : In this case, a non-current liability (i.e., 
share capital) has increased and a current asset (i.e., cash) has increased. 
Thus the current asset havc increased without any oorrcsponding change in 
current liabilities. As a result, the net working capital gets increased. 



Company Accounts .- I1 2 Transactions affecting items in the current category only which do not result 
in flow of funds 

i) Cash collected from debtors Rs. 4000 : This transaction results in an 
increase in cash (a current asset) and a decrease in debtors (a current asset, 
again) by the same amount. Thus the total current assets remain the same 
and there will be no change in the net working capital. 

ii) Acceptance given to creditors Rs. 3,000 : Both creditors and bills payable , 

are current liabilities. By giving acceptance to creditors, the amount of 
creditors decreases and that of bills payable increases by the same amount. 
Since this transaction does not affect the total amount of current assets as 
also the total amount of current liabilities, the difference between current 
assets and current liabilities remains unchanged. Thus, there is no flow of 
funds and no change in the net working capital. 

iii) Paid creditors Rs. 1,000: By payingthe creditors, cash (a current asset) is 
reduced and the amount of creditors (a current liability) is also reduced by 
the same amount. Therefore, the difference between the current assets and 
current liabilities will be the same as it was before. So there will be no flow 
of funds, which means no change in the net working capital. 

3 Transactions affecting items in the non-current category only which do not 
result in flow of funds 

i) Land exchanged for machinery Rs. 10,00,000 : Both land'and machinery 
are non-current assets. By exchanging land for machinery, the book value of 
land is reduced and that of machinery is increased, but the total of non- 
current assets remains unaffected. Further, it does not effect any change in 
the current assets or the current liabilities. Hence, there will be no change in 
the net working capital position. . 

ii) Preference shares are converted into equity shares Rs. 10,00,000 : Both 
preference share capital and equity share capital are non-current items. As a 
result of converSion, the equity share capital stands increased and the 
preference share capital gets reduced by the same amount. As no current 
item is affected, there will be nb change in net working capital. 

iii) Purchased land worth Rs. 50,000 and issued shares in consideration 
thereof: This transaction increases the debit balance of the land account and 
credit balance of share capital account. Both land and share capital are non- 
current items. Since no current items is involved, the net working capital 
remains unaffected. 

We can summarise the above analysis as follows: 

1 There will be no change in the funds (net working capital) position if (a) both 
aspects of a transaction belong !o non-current category items (non-current assets 
and non-curtent liabilities) only, or (b) both aspects of a transaction belong to 
current category (current assets and current liabilities) only. 

2 of the two aspects of a transaction, if one affects the non-current category items 
and'the other affects the current category items (one aspect affects current asset or 
current liability and the other a non-current asset or non-current liability) there 
will be a change in the funds net working capital) position. 

In order to facilitate the identification of non-current and current items, the list is givein 
in Figure 18.1. 



Figure 18.1 Presentation of Balance Sheet 
with Details of Current and Non-current Items 

Balance Sheet 

Non-Current Liabilities Non-Current Assets 

Equity Share Captial 
Preference Share Capital 
Debentures Furniture 
Share Premium 
Forfeited Shares 

Current Liabilities 

Bank Overdraft 
Bills Payable 
Creditors 
Outstanding Expenses 
Incomes received in advance 

Goodwill 
Plant and Machinery 
Furniture 
Trade Marks, Patents, Copyrights 
Land and Buildings 

Current Assets 

Stock 
Debtors 

. Bills Receivable 
Income Outstanding. 
Cash at bank 
Cash in hand 

Check Your Progress A 

1 What do you mean by the term fund in the context of fund flow statement? 

Distinguish between gross working capital and net working capital. 

3 Match the items in Column A with items in Column B. 

Column A Column B 

i) Income received in Advance a) Non-current asset 

ii) Bank balance b) Current liability 

iii) Goodwill c) Non-current liability 

iv) Share premium d) Current asset 

18.5 SOURCES AND USES OF FUNDS 

Statement of Changes in 
Financial Posltion - I 

You have learnt that, in the context of fund flow statement, the term 'funds' is 
interpreted to mean the net working capital which represents the excess of current assets 
over current liabilities, In other words, funds represent that portion of current assets 

' 

which is not financed by current liabilities but is financed from the long-tendnon- 
current sources. You have alsa learnt that as and when a change takes place in current 
items resulting from a change in non-current items the net working capital will .be 
affected. This means that it will increase or decrease as and when there is a change in 
non-current items, i.e., when there is increase ar decrease in any non-current liability 
(say, share capital or debentures) or a nan-current asset (say, machinery or long term 
investment). Thus, it can be concluded that inqteases and decreases in only non-cutrent 
(long-term) assets and liabilities alane will act as a source or an application (use) of 
funds. Let us now identify the sources and uses of funds. 



Company Accounts. - II Sources of Funds : The sources of f u d s  can be classified as external sources and 
internal sources. External sources of funds refer to sources of funds from outside the 
business. These are (a) raising additional capital, (b) increasing long-term borrowings 
and (c) sale of fixed assets and long term investments. Internal sources consist of func 
that are generated internally by the organisation. Every profitable sale brings in funds tc 
the extent of the excess of sales revenue over cost of goods sold. Such profits, called 
funds from operation, are also an important internal sources of funds. 

Uses of Funds : It may be noted that all funds raised through long term sources are not 
necessarily applied for financing the increase in net 'working capital. A substantial part 
of this amount may be utilized for purchasing the fixed assets, redemption of debentures 
or preference shares1 payment of dividends and meeting losses from operations, if any, 
In fact whatever is left the application of funds for these purposes, will be the amount 
used for financing the increase in working capital. Uses of funds thus are : (I) purchase 
of fixed assets or long term investments, (ii) redemption of debentures and preference 
shares, (iii) repayment of long term loans, (iv) payment of dividends (v) meeting losses 
from operations (net loss), and (vi) financing the increase in working capital. 

i8.6 STEPS INVOLVED IN PREPARATION OF FUND 
FLOW STATEMENT 

As you know, the balance sheet is a position statement as on a certain date and reveals 
the financial position as at a point of time. On the other hand, fund flow statement is a 
dynamic statement intended to explain the magnitude, direction and the causes of 
changes in the position of funds (net working capital) that took place during the two 
balance sheets dates. Thus, it highlights the basic changes in the financial structure, asset 
structure and the liquidtiy position of a business between two balance sheet dates. But, 
primarily, it reveals changes in the financial position of the company by identifying the 
sources and application of funds resulting from financing and investing decisions that 
took place during a particular @riod. 

Before we prepare the fund flow statement giving details of various sources and uses of 
funds in an accounting year, we must ascertain the amount of change that has taken ' 

place in the net working capital. For this purpose, we prepare a statement called 
'schedule of changes in working capital' from the data available in two balance sheets. 
Let us assume that at the beginning of the year 1998 i.e., on 1-1998, the net working 
capital was Rs. 2,00,000. The balance sheet as on 31-12-1998 reveals that the net 
working capital has increased to Rs. 3,00,000. This increase of Rs. 1,00,000 in the net 
working capital must have accured as a result of increases and decreases in various 
items of current assets and current liabilities. This statement will show the change in ' 

each item of current assets and current liability and tally the net effect of all these 
changes with the increase or decrease in the net working capital. Similarly, we may also 
haye to work out the exact amount of profits that could be treated as the source of 
funds. You know that the profit and loss account includes certain items such as 
depreciation which do not cause any outflow of funds, these are only book adjustments. 
Hence, in order to amve at the exact amount of inflow of funds resulting fr~rn '~rofi ts  
some adjustments will have to be made in the figure of net profit as revealed by profit 
and loss account. For this purpose, the prepmation of another statement called 'statement 
of funds from operations' becomes necessary. 

Thus, the preparation of fund flow statement involves essentially the following three 
steps : 

1 Preparing schedule of ,changes in working capital to ascertain the item-wise 
increase or decrease in the net working capital, 

2 Determining funds from operations by adjusting the figure of profit or loss, as 
revealed by the profit and loss account in respect of certain non-cash items. 

3 Preparing the funds flow statement (on working capital basis) showing details of 
sources and sses of funds to corroborate the change in net working capital as 
revealed by the schedule of changes in working capital. 



18.7 SCHEDUEE OF- CHANGES IN WORKING 
' CAPITAL 

As explained earlier, first of all, we have to prepare the schedi~le of changes in working 
capital in order to calculate the increase or decrease in net working capital. For this 
purpose, all non-current items are to be ignored as the net working capital is simply the 
difference between current assets and current liabilities. 

In order to ascertain the amount of increase or decrease in the net working capital, it 
should be noted that : 

1 an increase in any current asset, between the two balance sheet dates, results in an 
increase in the net working capital and a decrease in any current asset result in a 
decrease in net working capital; and 

2 an increase in any current liability, between the two balance sheet dates, decreases 
the net working capital whereas a decrease in any current liability increases the net 
wnrking capital. 

Study Illustration 1, 2 and 3 carefully to understand how is the schedule of changes in 
working capital prepared and the amount of increase or decrease in net working capital 
ascertained 

Illostration 1 

Prepare a schedule of changes in working capital horn the summary of balance sheets 
given below: 

Solution 

Liabilities . 

Share Capital 

Reserves 

Current Liabilities 

Schedule of Changes in Working Capital 

Note : Though there ie an increase in both current assets and current liabilities, tho 
increase in current assets is more than the increase in current liabilities. This 
resulted in an increase in net working capital. 

31.12.97 

Rs. 

80,000 

20,000 

20,000 

1,20,000 

Statement of Changes In 
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Assets 

Fixed Assets 

Current Assets 

31.12.98 

. Rs. ' 

95,000 

25,000 

30,000 

1,50,000 

Current Assets 

Current Liabilities 

Increme in Net Working Capital 

Changes in Working Capital 

31.12.97 

Rs. 

90,000 

30,000 

1,20,000 

1997 

Rs. 

30,000 

.20,OO0 

Increase (t) 

Rs. 

20,000 
- 
- 

20,000 

31.12.98 

Rs. 

1,00,000 
50,000 

1,50,000 

1998 

Rs. 

50,000 

30,000 

Decrease (-) 

Rs. 

- 
10,000 

10,000 

20,000 



Company Accounts - I1 Illustration 2 

The following particulars are drawn from the balance sheet of ABC Ltd. for 1997 and 
1998. Prepare a statement of changes in working capital. 

Solution 

Particulars 

Fixed Assets 

Current Assets 

Equity Capital 

Reserves 

Current Liabilities 

Schedule of Changes in Working Capital 

Changes in Working Capital 

1997 

Rs. 

5,90,000 

4,10,000 

10,00,Ooo 

5,00,000 

2,75.000 

2,25,000 

10,00,000 

1998 

Rs. 

5,20,000 

3,80,000 

9.00,OOO 

5,00.000 

2,00,000 

2,00,000 

9,00,000 

1997 

Rs. 

Note : n o u g h  there is a decrease in both current assets and current liabilities, the 
decrease in current assets is more than the decrease in current liabilities. This 
resulted in a decrease in the net working 'capital 

Current Assets 

Current Liabilities 

Decrease in Net working Capital 

1998 

Rs. 

4,10,000 

2,25,000 

Illustration 3 

The following are the summarised balance assets of X Y Ltd. As on 31st December, 
1997 and 1998. Prepare a schedule showing changes in working capital. 

Incrense (t) 

Rs. 

Liabilities - 

Equity Share Capital 

Preference Share Capital 

General Reeerves 

Prailt & Loss Account 

Debentures 

Creditors 

Bank Overdraft 

Decrease (-) 

Rs. 

3,80,000 

2,00,000 

1997 

Rs. 
80,000 
- 

4 , m  

8,000 

22,000 

24,000 

25,000 

1,63,000 

- 

25,000 
-- 

25,000 
5,000 

30,000 
- 

30,000 - 

1998 

Rs. 
80,000 

20,000 

4,000 

10,800 

25,600 

26,000 

9,600 

1,76,000 

Assets 

Fixed Assets 

Debtors 

Stock 

Prepaid Expa. 

Cash 

1997 

Rs. 
60,000 

80,000 

20,000 

2,600 

400 

1,63,000 
; 

1998 

Rs, 

50,000 

48,MM I 
I 

70,000 

1,000 : 
7,000 1 

1,76,000 
.. 



Solution 

Schedule of Changes in Working Capital 

- - 

Check Your Progress B 

Current Assets 

Debtors 

Stock 

Prepaid expenses 

Cash 

Current Liabilities 

Creditors 

Bank Overdraft 

Increase in Net Working Capital 

1 What is a schedule of changes in working capital? 

2 Which of the following statements are True and which are False ? 

1997 

Rs. 
80,000 

20,000 

2,600 

400 

24.000 

25,000 

i) A decrease in current liabilities increases the working capital. 

ii) An increase in current assets decreases working capital. 

iii) Working capilal is the difference between non-current assets and current 
liabilities. 

1998 

Rs. 
48,000 

70,000 

1,m 

7,000 

26,000 

9,600 

iv) Excess of current liabilities over current assets is negative net working 
capital. 

v) A schedule of changes in working capital shows the changes in the non- 
current segment of the balance sheet. 

Change in Working Capital 

* 
3 Fill in the blanks. 

Increase (+) 

Rs. 
- 

50,000 
- 

6,600 

15,400 

72,000 

72,000 

i) Net working capital is the difference between ............. and ............... 

Decrease (-1 

Rs. 

32,000 
- 

1,600 
- 

2,000 , 

- 

35,600 

36,400 

72,000 

ii) Prepaid expense is an example of ........................ 
iii) Bank balance at the beginning of the year was Rs. 40,000. Bank overdraft at 

the end of the year was Rs. 30,000. There is ............... in working capital 
......................... to the extent of 

iv) Income received in advance but not earned at the beginning of the year was 
Rs. 20,000. Income earned but not received at the end of the year was 
Rs. 35,000. This results in an ............... in working capital to the extent of 

v) A cross transaction results in ............... 
vi) Increase in the net working capital indicates the .: .............. of funds and 

.............. decrease in the net working capital, n of funds. 

Statement of Changes in 
Financial Position - I 
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118.8 FUNDS FROM OPEUTIONS 

You know that profit is an important source of funds. It is the result of excess of 
revenue over expenses. When goods costing Rs.1,000 are sold for Rs. 1,400, to the 
extent of Rs. 1,000 a decrease in stock is conlpensated by an increase in cash,. Thus, to 
the extent of Rs. 1,000, there is no effect on net working capital. But to the extent of 
Rs. 400, which is the profit in this transaction, the net working capital gets increased. 
Thus, profit earned increases the net working capital and constitutes an important 
component of the funds provided by operations. However, profit as show11 by the profit 
and loss account, as stated earlier, requires certain adjustments in order to arrive at the 
amount of funds from operations. 

Certain items of expenses charged and revenues earned actually do not involve any flow 
of funds during the current period. For example, deprecation written off during the 
current period is merely a method of showing the expired cost of the asset concerned 
and it does not involve any outflow of funds provided by operations. Similarly, certain 
items of deferred revenue expeilses like preliminary expenses, ,discount on issue of 
shares etc., may be partly written-off during the current period. Such a write off does 
not involve any outflow of funds. Hence, these items are added back to the net profit as 
per profit and loss account in order to anive at the amount of funds from operations. 

mere are also certain other transactions like profitfloss on the sale of fixed assets, non- 
operating income like dividends from investment, etc., which cannot strictly be called as 
profitflosses arising out of regular operations of business. Hence, the effect of these 
items must be excluded while calculating funds from operations. If, for example, profit 
on sale of fixed asset had been included in profit and loss account, it must be subtracted 
from the net profit to determine funds from operations. Similarly, if there was a loss on 
sale of fixed asset and the loss had been charged to profit and loss account, it must be 
added back to the net profit to ascertain the amount of funds from operations. 

When all details are available, it is relatively easy to calculate the amount of 'funds 
from operations'. Sometimes, however, full information is not available and it becomes 
necessary to dig out the hidden information on the basis of clues provided. Let us now 
study a few situations involving such items and learn how will these be ascertained and 
adjusted for determining the amount of funds from operations. 

Fixed assets have finite life. As time passes, the estimated useful life of the fixed assets 
decreases. In order to recognise the reduction in the estimated useful life, a part of the 
original cost is charged to profit and loss account. This step results in determining the 
true cost of production besides permitting the assets to be shown in the balance sheet at 
its reduced value. You know that an outflow of funds had taken place when the fixed 
asset was bought. But, when depreciation is charged to profit and loss account, it does 
not result in any fresh outflow of funds. In fact, depreciation is an important non-cash 
cost and has to be added back to the net profits for ascertaining funds from operations. 
.For example, there are two different firms A and B, and both purchased machinery 
costing Rs. 1,00,000 each. Firm A decided to depreciate machinery by Rs. 20,000 per 
annum whereas firm B decided its annual depreciation charge to be Rs. 25,000. Their 
net profits before charging depreciation amounted to Rs. 45,000 and ks. 40,000 
respectively, but the funds from operations for both the firms would be identical i.e,, 
Rs. 65,000 as shown below. 

I 1 Rs. I Rs. 

. - 

Net Profit before depreciation 45,000 I 40,000 
I 

Add : Depreciation (being a non-cash. cost) 

Firm A Firm B 

Funds from operations 65,000 
I 

65,000 



Thus, charging more or less depreciation affects the net profit and not the funds from 
operations because whatever amount was charged as depreciation is being added back to 
the net profit. It should also be noted that depreciation is not a source of funds because 
it is the operations that constitute the source, and not the depreciation. If depreciation 
were to be really a source of funds, more and more depreciation can be charged and 
funds provided by operations increased accordingly. From the above example, it is 
evident that even when a higher amount was charged as depreciation, the amount funds 
from operations remained unchanged. 

When the profit and loss account is given, whether in full or as a summary thereof, the 
amount charged as depreciation can be easily ascertained. But, when any details 
regarding the income statement are not given, the depreciation amount has to be 
ascertained from the data given in the balance sheet and the other available information. 
If the figures given in two balance sheets show the opening and closing balances of the 
asset concerned at their depreciated value (cost less depreciation till date) and there is no 
mention of purchase and sale of the asset during that year, the difference between the 
opening and closing balances may be considered as the depreciation charged during the 
year. Sometimes, the fixed assets are shown at cost on the assets side and the 
depreciation, as a provision for depreciatio~l or as accumulated depreciation, is either 
show11 as a deduction from the fixed asseteoncerned or appears on the liabilities side. In 
such a situation, the increase in the amouiit of accumulated depreciation during the year 
(assuming that there were no purchases and sales of fixed assets) must be taken as the 
amount of depreciation charged during that year. Study Illustrations 4 and 5 and learn 
how will the amount of depreciation be ascertained. 

Illustration 4 

Ascertain the amount of depreciation charged during the year 1998 from the details 
given below: 

Balance Sheet (Assets side only)] 

Solution 

It is clear from the above, that the value of machinery decreased from Rs. 6,80,000 to 
Rs. 5,60,000 between the two balance sheet dates. Assuming there was no purchase or 
sale of machinery during the year, the difference between the two figures can be taken 
as the amouilt of depreciation charged during the 1998. 

Rs. 

As on 31-12-1998 

Rs. 

5,60,000 

Assets 

Machinery 

Machinery as on 31-12-1997 6,80,000 

As on 31-12-1997 

Rs. 

6,80,000 

Less : Machinery as on 31.12. 1998 5,60,000 

Depreciation charged during 1998. 1,20,OOO 

This amount can also be ascertained by preparing the Machinery Account for the year as 
follows: t 

Machinery ~ c c o u n t  

To Balance b/d 

Rs. 

6,80,000 By Deprecation 
(balancing figure) 

By Balance dd I 560,000 

Statement of Changes In 
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Company Accounts - II Illustration 5 

Given the following, ascertain the amount of depreciation charged during the year. 

Balance Shect (Assets side oply) 

Solution 

The increase in the accumulated depreciation must be considered as the amount of 
depreciation charged during the year. It can be ascertained as follows : 

Accumulated depreciation as on 3 1.12.1998 4,40,000 

Less : Accumulated depreciation as on 31.12. 97 3,20,000 

Depreciation charged during the year 1998 1,20,000 

As on 31.12.1998 

10,00,000 

4,40,000 

5,60,000 

Assets 

Machinery at Cost 10,00,000 

Less : Accumulated Depreciation 
I 

Depreciated Value of Machinew 

This information can also be found out by preparing accumulated depreciation account 

As on 31.12.1997 

10,00,000 
\ 

, 3,20,000 

6,80,000 

as follows : 

Accumulated Depreciation Account 

Rs. Rs. 

To Balance cld 4,40,000 By Balance bld 3,20,000 

By Depreciation charged 1,20,OOO . 

(balancing figure) 

Hitherto, we have assumed that there were no purchases andlor sale of fixed assets 
during the year. Now, let us take up the situation where some addition had also been 
made during the year. Look at lllustration 6 and 7, and see how have the amounts of 
purchase of fixed asset and the depreciation thereon been ascertained. 

Illustration 6 I 

I 

Given the following, ascertain the amount of furniture the year 1998. 

Balance sheet (assets side only) , 

Furniture at cost less depreciation 

L 

As on 31.12.1997 

Rs. 

As on 31.12.98 
I 

Rs. 



Other Information : Depreciation charged during the year on furniture Rs. 4,000. 

Solution 

Furniture Account 
I 

Note: Though the difference between the figures of the asset on two balance sheet dates 
is Rs. 10,000, the value of furniture bought during the year is Rs. 14,000 and not 
Rs. 10,000. This has been worked out after taking into account the amount of 
Rs. 4,000 as depreciation. 

To Balance bld 

To Bank (purchases) 
(balancing figure) 

Hlustration 4 

Given the following, ascertain the amount of depreciation charged during the year 1998. 

Rs. 

40,000 

14,000 

54,000 

Balance sheet (assets side only) 

By Depreciation 

By Balance cld 

Rs. 

4,000 

50,000 

-. . 
54,000 

As on 31.12.1997 

Rs. 

Other Information : Furniture purchased during the year Rs, 14,000. 8 

As on 31.12.98 

Rs. 

Furniture at cost less depreciation 

Solution 

Furniture Account 

40,000 50,000 

It may be noted that preparation of the concerned asset account helps in 
ascertaining not only the amount of depreciation but also the amount of purchase 
of the asset made during the year. 

To Balance bld 

To Bank (purchases) 

18.8.2 Profit or Loss on Sale of Bixed Assets 

When a fixed asset is sold at a price which is higher than its book value, the profit on 
its sale is credited to profit and loss account. Hence, this amount will have to be 
deducted from the net profit in order to ascertain the amount of funds from operat~ol~s. 
Similarly, when a fixed asset is sold st 8 loss (price is less than its book value); the loss 
is chargad to profit and loss accopnt and it becames necessary to add back t h l ~  amount 
to the net. profit so as to show the correct amount of4funds from operations. The 
purpose of adjusting the amountn (of proflt or lorn6 on sale of flxed amsets in the net 
proflt is to avoid double countlng of such proflt or lodls as tho same le already 

5.' *. 

Statement of Changes In 1 
Financial Position - I I 

I 

1 I 

Rs. 

40,000 

14,000 

54,000 

By Depreciation 
(balancing figure) 

By Balance cld 

Rs, 

4,000 

50,000 

54,000 



Company Accounts - II insludedJexcluded in the amounts from the sale of fixed assets which would bc 
shown separately as a source of find. ,Thus, the actual sale proceeds from the sale of 
fixed assets are shown as a source of funds, and, if there is a profit on sale it must be 
subtracted from the net profit, and, if there is a loss the same must be added back to the 
net profit. This adjustment is necessary for ascertaining the correct amount of funds 
provided by operations. Study illustration 8 and 9 to note the procedure of making the 
necessary adjustment in the net profit for working out funds from operations. 

A machinery whose book value was Rs. 1,20,000 was sold for Rs. 1,68,000. The gain 
on sale of machinery was taken to profit and loss account which ultimately showed net 
profit for the year as Rs. 1,50,000. Calculate funds from operations. 

Solution 

Gain on sale of machinery Rs. 1,68,000 - Rs. 1,20,000 = Rs. 48,000 

Net profit Rs. 1,50,000 

Less : Gain on sale of machinery 
included earlier Rs. 48,000 

Funds from Operations Rs. 1,02,000 

Total sale proceeds of Rs. 1,68,000 will be shown as a source of funds which is 
inclusive of the gain of Rs. 48,000, and- which has been deducted for ascertaining the 
correct amount of funds from operations. 

Illustration 9 

Machinery with a book value of Rs. 1,20,000 was sold for Rs. 1,10,000. The net profit 
after charging the loss on sale of machinery was Rs. 92,000 for that year. Calculate 
funds from operations. 

Solution 

Loss on sale of machinery Rs. 1,20,000-Rs.1,10,000=Rs. 10,000 

Net Profit Rs. 92,000 

Add : Loss on sale of 
machinery, included earlier Rs, 10,000 

Funds from operations Rs, 1,02,000 . , 

Total net sale proceeds of Rs. 1,10,000 will be shown as a source of funds, and the loss 
of Rs. 10,OW is like an additional amoutlt of depreciation which has been added back 

. for ascertaining the correct amount of funds from operations. 

lf complete information is available with regard to purchase and sale of fixed assets, it , , 
will not be a problem to ascertain: (a) deprecation charged during that year, (ti) value of 

, asset purchased, (c) sale proceeds of the fixed asset, (d) book value of the asset as on 
the date of sale, (e) gainfloss on such sale, and (f) depreciation charged till the date of 
sale on the assets sold. However, if detailed information is not available, iou may have 
to prepare the relevant accounts to ascertain the hidden information Look at Illustration 
10 and see how these figures are worked. 

I 

Illustration 10 I 
I 

Extracts of Balance Sheet 

Liabilities 

Accumulated 

As on 

31.12.97 

Rs, 

8 6 Depreciation , " 0 ~ 0 0  
-----.,-,, ".*_. . * " 

As on 

31,12.98 

Rsh 

I 
I 

30,OOr) 
- ,,. 

Assets 

Machinery 

As on 

31.12.97 

Rs. 

.+w-- - F * . . ~ * L ~ ~  I*.- 

As on 

31.12,98 , 

Rs. 
L 

15,000 40,000 
! 



Net profit for the year was Rs. 30,000. Machinery with an original cost of Rs. 5,000 
was sold (accumulated depreciation on it being Its. 2,000) for Rs. 4,000. Ascertain the 
amounts of depreciation, funds from operations, and asset purchased. 

Solution 

Accumulated Deprecation Account 

To balance b/d 
To P & L A/c 

(gain on sale) 

To Depreciation on 

Machinery sold 

To Balance c/d 

To Cash - purchase 
(balancing figure) 

Machinery Account 

Rs. 

2,000 

30,000 

32,000 

I 30*W0 I By balance cld 

By Balance bld 

B y P & L N c -  
depreciation charged 
(balancing fi yre) 

15,000 
1,000 

Rs. 

Rs. 

20,000 

12.000 

32,000 

By Accumulated 
Depreciation 

By Cash (sale) 

Gain on Machinery Sold 

Book Value 5,000 

Less : Depreciation 2,000 

Deprecifited value 3,000 

: Sale price 4,000 

Gain on sale 1,000 

,:'I Funds from Operations 

Net profit as reported 30,000 

Add : Depreciation charged 12,000 

42,000 
Less : Gain on sale 1,000 

Funds from operations 41,000 

Note : The total sale proceeds of Rs, 4,000 will be shown as a source of fund in the 
fund flow statement. 

If we had merely compared the opening and closing balances of the accumulated 
deprecation account, we would have wrongly concluded that depreciation charged during 
the yew was only Rs, 10,000. The sale of an old asset required that the accumulated 
depreciation in respect thereof should be transferred from the accumulated depreciation 
account to the concerned asset account, and it is only after incorporating this entry that 
the actual depreciation charged during the year can be correctly ascertained, Thus, the 
depreciation charged, during the year works out to Rs, 12,000 and not Rs, 10,000. This 
amount of depreciation charged during the year has been added back to the net profit, in  
order to ascertain funds from operations as the samc I I I U S ~  havc been debited to profit 
and loss account earlier. 

Statement of Changes in 
Flnsncial Positlun - K 



Company Accounts -EL 
18.8.3 Profit or Loss on Sale of Long term Investments 

,-' 
If a company purchases shares in some other company with the intention of acquiring 
control, it would consider such investment as 'tra4g' or long term investment. In such 
cases, investment must be treated as non-current item i.e., just like a fixed asset. The 
changes in this item, if any, would appear in the funds flow statement directly as the 
purchase or sale of investments, as the case may be. However, if there is any profit or 
loss on their sale, it will be dealt with in the same manner as the profit or loss on the 
sale of fixed assets. 

Sometimes, some surplus liquid funds are available for short periods and these are 
invested outside in marketable securities or some other short tenn investments. I n  such a 
situation, the investments must be treated as an item of current asset. It may be noted 
that the changes in such investments will appear in the schedule of changes in working 
capital, and not in fund flow statement. 

18.8.4 Amortisation of Expenses and writing' Off of Intangible 
Assets 

Sometimes, a firm decides to write off a portion of its intangible assets like goodwill, 
patents, copy rights, etc., by charging it to the profit and loss account. Similarly, it may 
decide to write off deferred revenue expenses like preliminary expenses. discount on 
issue of shares, etc., by charging some amount to the profit and loss account, l l ~ e s e  
written off amounts, like depreciation, are' non-cash costs and reduce the amount of 
profit. But they do not affect flow of funds. For this reason, such amoullts must be 
added back to the net profit to determine the amount of funds provided by operations as 
shown in Illustration 11. 

Illustiation 11 

From the following extracts of Balance Sheet ascertain the amount of funds from 
operations. 

Solution 

Funds from Operations 

As on 
31.12.98 

Rs. 

30,000 

,25,000 

Preliminary Expenses 

Profit for the year 
- 

Profit for the year 25,000 

As on 
31.12.97 

Rs. 

40,000 

- 

Add : Preliminary Expenses 
Written off (Rs. 40,000 - Rs. 30,000) 10,000 

Funds from Operations 35,000 

18.8.5 Provision for Taxation 

Provision for taxatioh represents the amount likely to be paid as tax after the assessment 
is complete during the next accounting period. Thus, provision for taxes is shown as a 
current liability in the balance sheet, and if, for purposes of preparing firnd flow 
statement it is treated as such, this would appear in the schedule of changes in working 
capital, and the amount of tax paid during the year will not be shown as an application 
in the fund flow statement. However, as per practice, tax on profits L normally 
treated M a non-current item For purposes of preparing the f'und Bow statement. 

' Hence, thle wlll not be taken to the statement o f ~ h a n g e ~  In working capltal. In fact, 



the provision made during the current year will have to be added back to net profit to 
find out the amount of funds from operations, as the same must have been debited to 
profit and loss account earlier. As' for the amount of tax paid, it must be shown as an 
application of fund in the fund flow statement. It may be noted that if no additional 
information is available, the provision for tax shown in the previous year's balance sheet 
shall be taken as the tax paid during the year, and the provision for tax shown in 
current year's balance sheet shall be treated as the amount of tax provided during the 
current year by debiting it to the current year's profit and loss account. Of course, this 
amount will have to be added back to net profit for ascertaining funds from operations. 
This treatment of taxation is in strict conformity with the requirements of the 
Accounting Standard on State of Changes in Position of Funds (AS-3). 

In case some information is given while some is missing, you may prepare provision for 
tax account as given in Figure 18.2 and find out the missing figure. I 

Figure 18.2 Provision for Tax Account 

To Bank (tax paid) 

To Balance cld 

......... I By Balance b/d ............ 

18.8.6 Proposed Dividends 

By Profit & Loss A/c ' (balancing figure - 
provision made 
during the year) 

Proposed dividend, as in the case of provision of taxation, can be treated either as a 
current liability or as a non-current liability and its treatment will differ accordingly. In 
case it is treated as a current liability, it will appear as one of the items in the schedule 
of changes in working capital and the amount of dividend paid will not be shown as an 
application of funds in nd flow statement. But, as per the requirement of AS-3, the 
proposed dividends ar d@ also to be treated as a non-current item for purposes of fund 
flow statement. As such, proposed dividends will not find a place in the schedule of 
changes in working capital. The amount of proposed dividends relating to current year if 
already deducted from profits, shall be added back for ascertaining the amount of funds 
from operations, and the dividends actually paid during the year will be shown as an 
application of funds. It may be noted that, just like provision for tax, if no details are 
available, the proposed dividends shown in the previous year's balance sheet shall be 
taken as dividends paid during the year and the proposed dividends shown in current 
years's balance sheet shall be treated as the amount of dividends provided during the 
current year by debiting it to the current year's profit and loss appropriation account. 

In case some details are available while some are not, we may prepare the proposed 
dividend account as given in figure 18.3 and find out the missing information. 

Figure 18.3 : Proposed Dividend Account 

-I Ra. Rs, 

......... To Bank (dividend paid) ......... I By balance b/d 

.......... To Balance cld I ......... 1 ~rofit & Loss App. A l c  I 

Statement of Changes in 
Financial Pmitlon - I 

(balancing figureprovision 
made during the year) 

......... ......... 



Company Accounts - U Interim Mvidend : Sometimes, companies pay an interim dividend'between two usual 
annual dividends. Such interim dividend must be added back if profit made during the 
year is estimated on the basis of the difference between the opening and clo$ing balanc 
of profit and loss accounts as given in balance sheets. The intermit dividend paid will 
also have to be shown as an application of funds in the fund flow statement. Look at 
Illlastsation 12 and see how interim dividend is treated for purposes of preparing the fur 
flow statement. 

From the following extract of Balance Sheet ascertain the amount of profit before 
charging interim dividend 

Solution 

-. 

Profit & Loss Appropriation Account 

Interjm Dividend Paid 

Profit for the year 

Rs. 

As on 
31.12.99 

Rs. 

1,00,000 

20,000 

Closing Balance of P & L 
Appropriation Account 

As on 
31.12.98 

Rs. 

1,50,.000 

Less : Opening Balance of 
P & L Appropriation Nc . 1,00,000 

Difference being Net Profit 50,000 

Add : Interim Dividend Paid 20,000 

Profit before charging interim dividend 70,000 
(funds from Operation) 

When profit for Lhe year is clenrly given, it must be presumed that it represents the 
amount of profit earned before deducting interim dividend. Hence, interim dividend 
should not bc added back to thc net profit for purposes of funds from operations. 
However, it would be necessary to show the interim dividend paid as application of 
funds in the fund flow statement. 

18.8.7 Provision for Doubtful Debts 

AS the entire amount of outstanding debtors may not be realised, based,on past 
experience, a certain proporlion of debtors is provided as Provision for Doubtful Debts to  
meet the loss when bad debts actually arise. Usually, provision for doubtful debts is 
subtracted from sundry debtors on the assets side of balance sheet. Sometimes, provision 
for doubtf~l debts account is shown on the liabilities side of the balance sheet. 
h'respectivo of the difference in presentation, this item must be treated as a current item 
only, and should appear in the schedule bf changes in working capital. Somebody may 
argue that since this, provision does not lead to any outflow of fund why not add it back 
to not profits for purposes of ascertaining the amount of funds from operations. But it is 
simply not done because it relates to an item of current asset (debtors) and is not like 
depreciation which relates to non-current assets. 



18.8.8 Items Representing Appropriation of Profit. 

Net profits carned during the year and the balance of profits brought forward from the 
s previous year are generally subject to appropriation for several purposes such as, 

providing for proposed dividends, transfer to general reserve, transfer to debenture 
redemption reserve etc. The balance sheet generally shows the net balance of profit as 

I per profit and loss appropriation account to be carried forward to the next year, and the 
respective reserve accounts are shown indicating the accumulated amounts under the 
various heads. . 

To calculate fund from operations, the starting point is the net balance of profit as per 
the profit and loss appropriation account as shown in the current year balance sheet. The 
same must be adjusted with respect to depreciatioil charges, profiffloss on sale of f i x 4  
assets, and the amounts appropriated towards addition to general reserve, debenture 
redemption reserve, etc., in order to arrive at the correct amount of funds from 
opcrations. The difference between the accumulated opening and closing balances of 
general reserve, etc., may indicate increase or decrease in the mount  during the year. If 
there is increase, it should be added back to the end of year net balance of profit and 
loss appropriation account. Conversely, if there is decrease it should be deducted from 
the net balance. Further the opening balance of profit and loss appropriation account as 
given in the balance sheet should be deducted to arrive at the net amount of funds from 
opcrations. 

,.- 5 

Check Your Progress C 

1 Which of the following statements are True and which are False? 

i) Credit purchase of stock-in-trade is an application of finds. 

ii) Cash purchase of stock in trade is not an application of funds. 

iii) Purchase of fixed assets is a use of funds. 

iv) Amortisation of preliminary expenses is a use of funds. 

v) Increase in capital owning to the issue of bonus shares does not increase the 
working capital. 

vi) Depreciation is a source of funds. 

vii) Intangible assets written off does not involve any outflow of funds. 

viii) Funds from operations is an internal source of funds. 

ix) When the provision for tax is treated as a non-current liability, tax paid 
during the year is taken as use of funds. 

Statement of Changes in 
Fiuancial Position - I 

2 Fill in the blanks 

i) Assets arc .................. of funds. 

ii) Liabilities .................. of funds. 

I iii) A 'where got and where gone statement' shows changes in . .  ................ 
and between .................. dates. 

iv) Funds flow mean inflow of funds and outflow of funds and thc former 
indicates .................. of funds and the latter of .................. of funds. 

v) Increase in an asset dde to purchase is .................. 
vi) Net profit Rs. 50,000. Gain on sale of furniture Rs. 3,000. Loss on sale of 

................... machinery Rs. 2,000. Funds from operations will be Rs. 

vii) Net profit Rs. 75,000. Preliminary expenses written off during the year 
.................. Rs. 25,000. Funds from operations will be' 

viii) Net profit Rs. 80,000. Depreciation charged during the year Rs. 30,000. 
Funds from operations will be .................. 

ix) Fixed assets costing Rs. 50,000 on which accumulated depreciation was 
Rs. 20,000 is sold for Rs. 24,000. This results in a .................. on sale of 
the asset and must be .................. to net profit, to ascertain funds from 
operations. 

' ,  .;. b Increase in working capital is . .................. 
.................. ...- i Decreasc in working capil.al is 



Company Accounts - 11 3 What are 'funds from operations'. 

4 How will you treat the following items while calculating the amount of funds from 
operations ? % 

a) Depreciation charged during the year. 

b) Deferred revenue expenditure written off. 

C) Gain on sale' of fixed assets. 

d) Loss on sale of fixed assets. 

18.8.9 Statement of Fmds from Operations 

We have discussed various items that are relevant for determining funds from operations, 
and learnt how to dig out the hidden information in respect thereof and make necessary 
adjustments in the net profit for the purpose. Let us now learn how to prepare a statement 
of funds from operations or an adjusted profit and loss account, as the case may be, for 
ascertaining the amount of funds from operations for pulposes of fund flow statement. 

~e form of stnternent which may be prepared to arrive at funds from operations is 
shown below in Figure 18.4 

Figure 18.4 : Proforma of Statement sf Funds from Operatiow 

............... Net profit as per P & L A/c 

Add : i) Amount of depreciation charged ............... 
ii) Amount written off ............... 

(intangible assets like goodwill, 
patents, eta) 

............... iii) Amount written off 
(deferred revenue expenses like 
preliminary expenses, 

............... discount on issue of shares, etc.) 

iv) Loss on sale of fixed assets1 ............... 
long term investments 

. . .  ............... .v) Provision for tax made , ............... . . . . 
2 

Less : Profit on sale of fixed assets/ 
............... long term investments 

Funds from Operations 



While preparing the above statement, the items of expenses added back or subtracted 
are those which, as discussed earlier, needed adjustment in the net profit for purposes of 
ascertaining the amount of fund from operalion and which had actually been debited or 
credited to profit and loss account while working the amount of net profits. Look at 
Illustration 13 and see how funds from operations are ascertained by preparing this 
statement. 

fllustration 13 

Ascertain Funds from Operations from the following Profit and Loss Account. 

Profit and Loss Account 

To Sundry Expenses 

To Salaries 

To Goodwill written off - 

To Preliminaiy Expenses 

To Loss on sale of furniture 

To Depreciation 

To Net Profit 

Rs. 

25,000 

40,000 

22,000 

8,500 

4,000 

By Gross Profit 

By Profit on sale of machinery 

Rs. 

Solution 

Statement of h n d s  from Operations 

Statement of Changes In 
Flnanclal Pnsltlon - I  

Rs, Rs, 

Net Profit as per P & L Alc 56,500 

Add : Goodwill written off 
Preliminary expenses written off 
Loss on sale of furniture 4,000 

Less : Profit on sale of machinery 40,000 

Funds from Operations 60,000 

Sometimes, the figure of net profit is not available because neither the income statement 
(profit and loss account) is given nor its amount is mentioned by way of additional 
information. In such a situation you may prepare this statement with the help of opening 
and closing balances of P & L A/c as'given in the balance sheets. While doing so you 
should remember that h e  P & L A/c balances given in the balance sheets reprecent the 
Closing balances of the Profit and Loss Appropriation Accounts which are arrived at 
after debiting items like transfer to general reserve, provision for proposed dividend and 
interim dividend paid, etc. Hence, these items will also have to be added back as 
already explained In section 18.4.8 above, Look at Illustration 14 and see how 
statement of funds from operations will be prepared if the figure of net profit is not 
clearly given, 



Company Accounta -If Illustration 14 

Ascertain funds from operations from the following information : 

1997 

Rs. 

Profit and Loss Account (credit balance) 3,50,000 

General Reserve 1,50,000 

Accumulated depreciation 50,000 

Goodwill 60,000 

Preliminary expenses 30,000 

Prepaid dividends 20,000 

Solution 

Statement of Funds from Operations 

1998 

Rs: 

4,50,000 

2,00,000 

70,000 

40,000 

25,000 

25.000 

Rs. 

Closing balance of P & L A/c (1998) 4,50,000 

Add : Transfer to General Reserve 50,000 
Deprecation 20,000 
Goodwill written off 20,000 

Preliminary expenses written off %ooo 
Proposed Dividend 25,000 

5,70,000 
I~ar : Opening Balance of P & L Nc (1997) 3,50,000 

Funds from Operations 

Notes : I The amounts of all items (except proposed dividends) have been ascertained 
by comparing the opening and closing balances of respective items 

2 In the absence of any other information, the proposed dividends of 1997 are 
supposed to have been paid fully in 199P and the whole amount of proposed 
dividends of 1998 would represent the an.~unt that must have been debited 
to the P&L Appropriation Account in 1998. 

An alternative method of ascertaining funds from operations, in such a situation, is by 
preparing an adjusted Profit and Loss Account. The opening balance of P & L A/c is 
shown on the credit side as the first item and the closing balance of P Bt L A/c on the 
C & ~ C  side as the last item. AH items which are to be added back such as depreciation, 
transfer to reserves, etc., will be shown on the debit side of ihe adjusted P Br L A/c and 
all those which are to be extracted such as profit on sale of fixed asset, will be shown 

1 on its credit side. The balanccingl figure in this account will represent the amount of 
funds from operations. If for Illwtration 14, instead of preparing a statement of funds 
from operations, we prepm tho Adjusted Profit and Loss Account, it shall appear as 
follows: 



Adjusted Profit and Loss Account Statement of Change in 
Financld Position - I 

To Transfer to Gen. Reserve I 50,000 1 By Balance Wd (1997) 1 3.50.000 

Rs. 

To Depreciation 

To Goodwill written off 

To Preliminary Expenses 

To Proposed Dividend 

To Balance cld (1998) 

Rs. 

By Funds from operations 

(balancing figure) 

It is possible that even the balances of Profit and Loss Accounl may not be separately 
given in the balance sheet. In such n situation, it can be assumed that it is included in 
Reserves and Surpluses (retained profits), and while preparing the Adjusted Profit and 
Loss Account we should show the opening balance of Reserves and Surpluses as the 
first item on the credit side and the closing balance of Reserves and Surpluses as the 
last item on the debit side. The remaining items will be shown as usual with just one 
exception i.e., transfer to reserves. This need not be shown in the Adjusted Profit and 
Loss Account as the same will now be automatically accounted for. 

To summarise, i t  can be stated that for purpose of Fund Flow Statement, the 
amount of profit which acts as  a source of funds (termed as funds from operations) 
is the profit before charging depreciation, amortisation (write off ), loss on sale of 
fixed assetsflong term investments, transfer to reserves and providing for tax and 
dividends, and before crediting profit on sale of fixed assetdong term investments. 

18.9 LET US SUM UP 

Profit and loss account and balance sheet depict the results of operations and the 
financial position of the business and do not throw light on the changes in the financial 
position between two balance sheet dates. This information is made available by 
preparing a statement of changes in financial position also known as 'fund flow 
statement'. The word 'funds' has different meanings. In the context of fund flow 
statement it means net working capital. Flow of funds'in this sense means 'change in 
funds position' or 'change in net working capital'. 

Working capital refers to that part of capital which is required for recurring operations 
of a business as distinguished from the capital invested in fixed assets, There are two 

' -  concepts relating to working capital : (i) gross working capital i.e., total current assets . 
and (ii) net working capital i.e., the excess of current assets over current liabilities. In 
the context of fund flow statement working capital refers to nel working capital. 

Only the transactions involving q fixed assetlliability on the one hand and a current 
asset~liability on the other, result in the flow of funds or a change in fie net working 
capital. There is no change*in funds position if a transaction affects (a) only items in the 
current category, or (b) only items in the non-current category, 

The technique of preparing of fund flow statement involves three steps : 

1 Preparing schedule of changes in working capital to determine the increase or 
decrease in working capital, 

2 Determining funds from operations by adjusting the profit and loss in respect of 
certain items (like depreciation), 

3 Preparing fund flow statement (on working capital basis) with changes in items in 
the non-current category to corroborate the net change in working capital as 
revealed by the schedule of changes in working capital. 



Con~pany Accounts - I3 The schedule of changes in working capital is prepared from the current items given in 
the balance sheet. It should be noted that : (i) an ircrease in any current asset results in 
an increase in the net working capital, while a decrease in any current asset results in a 
decrease in the net working capital; (ii) an increase in any current liability leads to a 
'decrease in the net working capital, while a decrease in any current liability results in 
an increase in the net working capital. 

Profits are an important source of funds. But, the figure of net profit as given in the 
profit and loss account requires certain adjustments so as to arrive at the amount of 
profits that act as a source of funds called funds provided by operations. These 
adjustments relate to : 

1 Items of losses charged to profit and loss account which do not involve any 
outflow of funds e.g., depreciation charged, loss on sale of fixed assets or long 
term investments. 

2 Expenses written off discount on issue of shares/debentures etc. I 
3 Intangible assets amortised e.g., goodwill, patents, copyrights, etc., to the extent 

written off. 

4 Profit 0x1. sale of fixed assets or long term investments as the same is already 
included in the sale proceeds shown as a source of fund. 

The first three items should be added back to the net profit as shown by the profit and 
loss account and the fourth category of items should be deducted therefrom so as to 
arrive at thc amoul~t of so as 'funds from operntions'. 

The provision for taxation and proposed dividends which, by nature, hoppen to be 
current items and are shown as such to the balance sheet, are treated as non-current 
items for purposes of fund flow statement. Hence, the amount of tax provided during the 
current year should be added back to net profit to arrive at the amount of funds from 
operations, and the iax actually paid wlll be treated as an outflow or use of funds, The 
proposed dividends are also to be treated in the same manner and if any interim 
dividend has been paid, it must also be shown as an outflow or use of funds. 

However, dividends and items like transfer to general reserve, debentures redemption 
reserve, etc, which represent nppropriation of profits, should be added back only when 
the statement of funds from operation is proposed with the help of P & L Appropriation 
Account balances as given in the balance sheet. 

18.10 KEY WORDS 

Funds : Cash or net working capital. 

Flow of funds : Movement or change in the net working capital. 

Fund Flow Statement : Statement which shows the sources (inflows) and uses 
(outflows) of funds between two balance sheet dates. 

Funds from Operations : The amount of net profit that acts as a source of fund i.e., 
profit before charging certain non-cash costs and before crediting items like profit on 
sale of fixed assets, 

Gross Working Capital : Total of current assets 

Net Working Capital : Excess of current assets over current liabilities. 

  on-current Items : Long term assets and long-term liabilities, 

Schedule of Changes in Working Cspital : Statement which reveals the effect of item- 
wise change in current asset and current liabilities on the net working capital between 
two balance sheet dates, 

Working Capltal : That part of the capital which is required for rocudng operations of 
a business as distinguished from capital invested in fixed assets. 



18.1111 ANSWERS TO CHECK YOUR PROGPIESS 
Statement of Changes in 

Financial Position - I 

A 3 i) b ii) d iii) a iv) c 

B 2 i) True ii) False iii) False iv) True 
v) False 

4 i) Current assets, Current liabilities 

ii) Current assets 

iii) decrease; Rs. 70,000 

iv) increase; Rs. 55,000 

v) Flow of funds (or change in working capital) 
vi) Use or Application, source 

C 1 i) False ii) True iii) True iv) False 
v) True vi) False vii) True. viii) True 
ix) True 

2 i) Uses ii) Sources iii) Assets, Iiabilities, two 
iv) sources, uses v) use of funcls vi) Rs. 49,000 
vii) Rs. 1,00,000 viii) Rs. 1,10,000 ix) loss, added 
x) use of funds x i )  source of funds 

INAL QUESTIONS~XERCISES 

Qnes tions 

1 What is working capital? What do,you mean by gross working capital and net 
working capital? 

2 What are current and non-current items? Give five examples of each. 

3 What arc funds? What do you mean by flow of funds? 

4 Why and how is a schedule of changes in working capital prcpared? 

5 Enumerate the steps in the preparation of a fund flow statement. 

6 Explain why and how net profits are converted into fund from operations? 

7 Discuss how are the provision for tax and the proposed dividends treated while 
ascertaining the amount of funds from operations and preparing the fund flow 
stalement. 

8 Enumerate the major sources and uses of funds. 

Exercises 

1 From the following balance sheets, prepare a Schedule of Changes in Working 
Capital. 

Balance Sheet 

(Answer : Decrease in Working Capilal Rs. 3,400) 

Liablli ties 

Cnpital 

Current Liabilities 

Trade Creditors 

Overdraft 

Bills Payable 

Tax payable 

1.1.97 

Rs. 

67,200 

28,700 

33,500 

43,000 

27,600 

2,00,000 

31.12.98 

Rs. 

1,14,200 

50,000 

36,800 

20,000 

29,000 

2,50,000 

Assets 

Fixed Assets 

Current Assets 

Debtors 

Stock 

Expenses paid 
in advance 

Bank balance 

31.12.98 

Rs. 

1,18,000 

3 1,000 

32,000 

44,000 

25,000 

2,5O,OCO -- 

1.1.97 

Rs. 

60,000 

45,500 

40,000 

27,600 

26,900 

2,00,000 



Company Accounts - II 2 From the following balance sheets, prepare a Schedule of Changes in Working 
Capital. 

Balance Sheet 

(Answer: Decrease in Working Capital Rs. 20,000). 

Notes : Tax payable has been taken as provision for tax and has been treated as  non- 
current item for the purpose, and Investment is given clearly as current item. 

3 From the following balance sheets, prepare a Schedule of Changes in Working 
Capital. 

Assets 

Fixed Assets 

Current Assets 

Debtors 

Stock 

Investments 

Cash in hand 

31.12.98 

Rs. 

2,20,000 

90,000 

60,800 

18,000 

12,000 

4,00,000 

Liabilities 

Capital 

Current Liabilities 

Trgde Creditors 

Short-term loan 

Tax payable 

Income received 
in advance 

Balance Sheet 

1.1.97 

Rs. 

160,000 

60,000 

40,000 

25,000 

15,000 

3,00,000 

1.1.97 

Rs. 

1 ,OO,OOO 

70,000 

50,000 

45,000 

35,000 

3,00,000 

(Answer : Increase in Working Capital Rs. 6,600.) 

Note : Tax payable has been taken as provision for tax and has been treated as a non- 
current item for this purpose, 

31.12.98 

Rs . 
1,80,000 

90,000 

52,000 

48,000 

30,000 

4,00,OOO 

Liabilities 

Capital 

Reserves 

Current Liabilities 

Trade Creditors 

Overdraft 

Bills Payable 

Tax payable 

' 1.1.97 

Rs. 

1,00,000 

44,000 

40,000 

51,000 

15,000 

20,000 

2,70,000 

31.12.98 

Rs. 

1,20,000 

57,600 

40,800 

48,800 

9,400 

23,400 

3,00.000 

Assets 

Fixed Assets 

Current Assets 

Debtors 

Stock 

Marketable 

Securities 

Cash balance 

1.1.97 

Rs. 

75,000 

52,000 

40,000 

46,000 

57,000 

2,70,000 

31.12.98 

Rs. 

1,02,000 

45,000 

48,000 

49,000 

56,000 

3,00,000 



4 Calculate Funds from Operations from the following Profit and Loss Account Statement of Changes In 
Flnanclal Posltion - I 

Expenses paid and outstanding 

Deprecation 

Loss on sale of machine 

Discount alIowed 

Goodwill 

Net Profit 

Rs. 

6,000 

1,400 

80 

4 

400 

2,316 

10,200 

Gross Profit 

Gain on sale of land 

-- - 

Rs. 

9,000 

1,200 

10,200 

(Answer : Rs.2,996). 

Note: Discount allowed is supposed to be the discount allowed t o  debtors o n  prompt i 
payment. 

5 Calculate Funds  from Operations from the following Profit and Loss  Account 

Depreciation 

Discount on issue of shares 

Loss on sale of machine 

Goodwill (written off) 

Preliminary expenses 

Sundry expenses 

Net Profit 

Rs. 

Gross Profit 

Profit on sale of plant 4,00,000 

(Answer : Rs. 6,00,000) 

6 From the following details find out the Funds from Operation 

Salaries 

Rent 

Provision for bad dcbts 

Preliminary expenses 

Written off 

Goodwill written off 

Depreciation on 

Machinery 

Loss on sale of plant 

Book value 15,000 

Sold for 12,000 -- 

Provision for tax 

Nct Profit 

Rs. 

60,000 

22,000 

7,500 

15,000 

7,500 

7,500 

3,000 

7,500 

27,500 

1,57,500 

Gross profit 

Profit on sale of 
buildings 

Sold for 15,000 

Book value 7,500 

(Answer : Rs. 60,000). 



Company Accounts - II 7. Calculate the Funds from Operations from the following Profit and Loss 
Appropriation Account. 

(Answer : Rs. 1,07,000). 

1 Note : Provision for tax treated as a non-current item. 

Rs. 

1,50,000 , 

15,000 

1,65,000 

Salaries 

Rent 

Depreciation on plant 
Preliminary expenses 

Written off 

Printing and stationery 

Goodwill written off 

Provision for tax 

Proposed dividends 

Net Profit 

8 calculate fundfloss from operations from the following data : 

Rs. 

P & L N c  (credit balance) as on April 01, 1998 70,600 
P & L N c  (credit balance) as on March 31, 1998 30,000 
Loss on issue of debentures 12,000 
Operating expenses 28,000 
Premium of expenses written off 13,000 
Transfer to general reserve 15,000 

( ~ n s w e r  : Operating Loss : Rs.600) No adjustmer~t is needed for operating expenses, 

Rs. 

, 25,000 

9,000 

15,000 

6,000 

9,000 

9,000 

12,000 

8,000 

72,000 

1,65,000 

9 From the following Balailce Sheets prepare Staterncnt of Changes in Working 
Capital and Adjusted Profit and Loss A/c for ascertaining funds from operations. 

Gross profit 

Profit on sale of 

buildings 
Sold for 30,000 
Book value 45,000 

Liabilities 

- Share capital 

8% Redeemable 

Preference Share 

Capital 

General Reserve 

Profit & Loss A/c 

Proposed Dividend 
Creditors 

Bills Payable 

Provision for Tax 

Additional Information : 

a) Depreciation of Rs. 10,000 and Rs. 15,000 has been charged on Plant and 
Buildings respectively. 

b) Income-tax of Rs. 17,500 has been paid during the year. 
100 

(Answer : Increase in Working Capital : Rs. 25,500; Funds from operations Rs. 1,09,Q00). 

31.3.97 

Rs. 

1,50,000 

75,000 

20,000 

15,000 

21,000 
27,500 

10,000 

20,000 

3,38,500 

31.3.98 

Rs. 

2,00,000 

50,000 

35,000 

24,000 

25,000 
41,500 

8,000 

25,000 

4,08,500 

Assets 

Goodwill 

Buildings 

Plant 

Debtors 

Stoqk 

Bills Receivable 

Cash 
Bank 

31.3.97 

Rs. 

57,500 

1,00,000 

40,000 

80,000 

38,500 

10,000 

7,500 
5,000 

3,38,500 

31.3.98 

Rs. 

45,000 

85,000 

1 ,OO,OOO 

1,00,000 

54,500 

15,000 

5,000 
4,000 

4,08,500 



10 Prepare a statement of funds from operations and the schedule for changes in 
working capital 

Statement of Changes in 
Finnncial Pusitinn - I 

Shore Capital 25,00,000 20,00,000 Rxed Assets 15,50,000 15,00,000 

Reserves & Surplus 1 7,50,000 1 2,5O,OOO 1 investments 1 75.000 1 - 

Liabilities 31.3.97 Assets 
-. 

Rs. &. 

Proposed Dividend 1 5,00,000 1 6,00,000 ( Stock 1 37,50,000 1 39,37,500 

31.3.98 

Rs. 

Additional Information : 

31.3.97 

Rs. 

Secured logns 
Current liabilities 

a) Divider~cl paid during 1997-98 Rs. 2,50,000. 

b) Depreciation on fixed assets for the year Rs. 1.5 lakh. 
(Answer : Decrease in Working Capital : Rs. 6,25,000; Funds from operations 

Rs. 8,00,000). 

Note: These cluestions and exercises will help y&u to understand the unit better. Try 
to write answers for them. But do not submit your answers to the university for 
assessment. These are for your practice only. 

12,50,000 

25,00,000 

14,00,000 

30,00,000 

Debtors 

Cash & bank 

20,00.000 ' 

1,25,000 

17,50,000 

62,500 



UNIT 19 STATEMENT OF CHANGES IN 1 

Structure 
19.0 Objectives 
19.1 Introduction 
19.2 Preparatioil of Fund Flow Statement 
19.3 Importance of Fund Flow Statement 
19.4 Cash Row Statement 

19.4.1 Sources and Uses of Cash 
19.4.2 Ascertaining Cash Prom Operations 
19.4.3 Preparation of Cash Plow Statement 
19.4.4 Uses of Cash Flow Statement 

19.5 Distinction between Cash Flow Analysis and Fund Flow Analysis 
19.6 Let Us Sum Up 
19.7 Answers to Check Your Progress 
19.8 Terminal Questions/Exercises 

19,0 OBJECTIVES 1 
After studying this unit, you should be able to : 

o prepare fund flow statement , I 
describe the uses of fund flow statement 

o ascertain cash flow statement 

o prepare cash flow statement I 
explain the difference between fund flow and cash flow statements. 

9 .  INTRODUCTION I 

In Unit 18 you have studied that the preparation of fund flow statement involves three 
steps. You have already studied the first two steps of (1) preparing, the schedule of 
changes in working capital to ascertain the increase or decrease in working capital 
between two balance sheet dates, and (2) ascertaining the amount of funds from 
operations. In this unit you will study the third step i.e., the preparation of fund flow 
statement, and also the need and method of preparing cash flow statement. 

19.2 PREPARATION OF FUND FLOW STATEMENT 

Having learnt the preparation of scbedule of changes in working capital and method of 
ascertaining funds from operations, let us now understand how to prepare the fund flow 
statement. You know that this statement is required to show the sources of (inflows) 
and uses (outflows) of funds in proper form and reiterate the amount of increase1 
decrease in the net working capital. This can be prepared (i) in a statement form as 
given in Figure 19,l or (ii) in an account form as given Figure 19.2. 



Statement form 

Figure 19.1 : Proforma of Fund Flow Statement 

Fund Plow Statement for the year ending ........................ 

I Rs. 
A. Sources of Funds 

1 Funds from operations 

2 Issue of share capital 

3 Issue of debentures ............... 
' 4 Long-term loans raised ............... 

Statement of Changes in 
Financial Position - I1 1 

5 Sale of fixed assets ............... 

Increase/Decrease in Working Capital '(A-B) 

n. Uses of Funds 
1 Operating. loss, if any ............... 
2 Redemption of preference share capital ............... 
3 Redemption of debentures ............... 
4 Repayment of long-term liabilitics ............... 
5 Purchase of fixed assets ............... 

............... 6 Payment of dividends (final and interim) 

7 Payment of taxes ............... 

Account Format 

Figure 19.2: Proforma of f i n d  Flow Statement 

..................... Fund Flow Statement of the year ending 

You will observe that in the fund flow statement as shown above, you have 'funds from 
operations' as the first item of source of funds and 'operating loss' as the first use of 
funds, In fact, of the two only one will be involved and, hence, both will not be 
shown simultaneously in the find flow statement, Of course, normally it will be 
'funds from operations' shown as a source of funds. But if fund from operations has a 
negative figure, it reflect an operating loss and, in that case, it will be shown as such as 
a use of funds, 

Y 

L 

Sources Rs. Usen 

Funds from operations 

Issue of Share capital 

Issue of debentures 

Long Term loans raised 

Sale of fixed assets 

Decrease of Net 

Working Capital 

Ra. --- 
Operating loss, if any 

Redemption of preference share capital 

Redemption of debentures 

Repayment of long term loans 

Purchase of fixed assets 

Payment of dividends (final and interim) 

Payment of tax 

Increase in Net Working Capital 

............ 

............ 

............ 

............ 

............ 

............ 

............ 

............ 
............ 
............ 
.......a,... 

............ 

............ 
............ 
............ 
............ 



Cornpnny Accoi~nts - 11 ' Fund flow statement is  usually prepared from the given balance sheet and the additional 
information. To ascertain the exact amount of each sources and application, we shall 
have to compare the opening and closing balances, as given in the balance sheets, in 
respect of all the non-current items such as share capital, debentures, fixed assets, 
investments etc. The required amounts can also be ascertained by preparing the accounts 
concerned as explained in the context of ascertaining funds from operations ill Unit 18. 
Look at Illustrations 1 to 5 and see how are the required amounts worked out and the 
funds flow statements prepared. 

Illustration 1 

Prepare a Fund Flow Statement from the following information : 

Comparative Balance Sheets 

Liabilities 

Capital 

Reserves 

Accumulated 
Depreciation on 
Machinery 

Current Liabilities 

Creditors 

Bills Payable 

Expenses Payable 
(Outstanding) 

Rs. 

80,000 

30.000 

10,000 

25,000 

' 10.000 

20,000 

1,75,000 

31.12.98 1 Assets 

Current Assets: 

Stock 

Debtors 

Cash in hand 
and at bank 

Rs. 

1 ,00;000 

45,000 

31.12.97 

Rs. 

60,000 

40,000 

20,mo 

15,000 

40,000 

Fixed Assets: 

Machinery 

Furniture 

31J2.98 

Rs. 

70,000 

40,000 

30,000 

25,000 

35,000 

2,00,000 

Note:Net for the year was Rs. 15,000. 

Solution 

Schedule of ~ l r a n g e s  in Working Capitml 

Current Assets: 
Stock 
Debtors 
Cash 

Current Liablllties: 
Creditors 
Bills Payable 
Expensea Pay able 

Increase In Worklng Capital 

- 

31.12,97 

Accumulated Depreciation Account 

Rs. 

31.12.98 

By Depreciation charged 

' 104 
Qalancing figure) 

Rs. 

Changes in Working Capital 

Rfi, 
10,000 To Balance c/d 

Increase 

Rs. 

I 15,000 By Balance b/d 

Decrease 

Its. . . 



Machinery Account Statement of Changes In 
Flnancfal Position - II 

Reserves Account 

To Balance bld 

To Cash (purchase) 
(balancing figure) 

Funds from Operations 

Rs. 

60,000 

10,000 

70,000 

To Balance cld 

Fund Flow Statement 
for the Year Ended 31.12.1998 

By Balance cld 

Rs. 

45,000 

45,000 

Net Profit 

Add: Depreciation Charged 

Funds froin Operations 

Rs. 

~70,000 

70,000 

Rs. 

15,000 

5,000 

20,000 

Illustration 2 

By Balance bld 

By Net Profit 

A. Sources: 
Funds from Operations 

Issue of Shares 

. Uses: 
Purchasc of Machinery 

. Increase in Working Capital (A - B) 

From the following Profit & Loss Account and Balance Sheets, you are required to 
prepare: 

a) A schedule of changes in working capital, and 

Rs. 

30,000 

15,000 

45,000 

raS. 

20,000 

20,000 

~,000 

10,000 

10,000 

30,000 

b) A fund flow statement. 



Company Accounts - 1I Profit and Loss Account for the Yenr Ended 311.12.1998 

To Cost of Sales 

To Expenses 

To Depreciation on 
Building & Equipment 

To Administrative Expenses 

To Net Profit 

-7 By Profit on Sale of Equipment 

Comparative Balance Sheets 

Liabilities 31.12.97 31.12.98 Assets 31.12.97 31.12.98 

Rs. Rs. Rs. Rs. 

Fixed Assets: 

Capital 3,60,000 4,44,000 Land 48,000 96,000 

Reserves 1,51,800 1,63,800 Building & Equipment 3,60,000 5,76,000 

Accumulated 
Depreciation on 
Building and 
Equipment 1,20,000 1,32,000 

Current Liabilities: Current Assets: 

Sundry Creditors 2,40,000 2,34,000 Cnsh 60,000 72,000 

Outstanding Expenses 24,000 48,000 Debtors 1,68,000 1,86,000 

Bills Payable 12,000 13,200 Stock 2,64,000 96,000 

Advance 7,800 9,000 

9,07,800 10,35,000 9.07,800 10,35,000 

Note: Cost of Equipment sold, during 1998 was Rs. 72,000. 

Solution 
Schedule of Changes in Working Capital 

Change in Working Capital 

31.12.97 31.12.98 Increase Decrease 

,Rs. Rs. Rs. Rs. 

Current Assets: 

Cash 
Debtors 

Stock 

Advances 
Current Liabilities 
Creditors. 

Outstanding Expenses 

Bill Payable 

Decrease in Working Capital 



Building & Equipment Account Statement of Changes In 
Wnancial Paition - I1 

To Balance b/d 

To Profit & Loss A/c 
(gain) 

To Bank 
(balancing fi a r e )  

BY B&(sale) 
By Accumulated Depreciation 

(on equipment sold) 

By Balance c/d 

- -  

.Note: Calculation of Sale Value of Equipment has been work out as under: 

Cost of Equipment Sold 72,000 
Less: Depreciation on Asset Srld 48,000 
Book Values 24,000 
Add: Gain on Sale 

Sale Proceeds 

Accumulated Depreciation Account 

To Balance c/d 

To Depreciation 
(on Building & Equipment Sold) 
(balancing figure) 

By Balance b/d 

48,000 By Profit & Loss A/c 
(depreciation charged) 

Funds from Operations 

Fund Flow Statement for thc Yeor Ended 31.12.1998 

Net Profit 

Add: Depreciation 

Less: Gain on Sale of Equipment 

Funds from Operations 

- 
A. Sources: 

Funds from Operations 

Sale of Equipment 
Issue of Shares 

Rs. 

12,000 

60,000 

72,000 

12,000 

60,000 

B. Uses: 
Purchase of Land 
Purchases of Equipment 

Decrease in Working Capital (B - A! 1,56,000 
--. 



Company Accounts - I1 Illustration 3 

Prom the following Balance Sheets, prepare Fund Flow Statement. 

Comparative Balance Sheets 

Solution 

Scl~cdule of Changes in Working Capital 

Liabilities 

Share Capital 

Profit & Loss Account 

General Reserve 

Current Liabilities 

Creditors 
Provision for 

Doubtful Debts 

Bills Pay able 

Current Assets: 

Stock 

Debtors 

Cash 
Current Liabilities: 

Creditors 

Provision for Doubtful Debts 

Bills Pjbyable 

Issue of Shares 

Note: Depreciation provided on machinery was Rs. 8,000. 

Rs. 

31.1297 

Rs. 

90,000 

80,000 

40,000 

51,000 

4,000 

20,000 

Rs. 

31.12.9 

Rs. 

80,000 

40,000 

40,000 

40,000 
50,000 

25,000 

Change in Working Capital 

31.112.98 

Rs. 

I ,10,000 

95,000 

50,000 

25,000 

2,000 

18,000 

31.12.98 

Rs. 

1,00,000 

66,000 

60,000 

35,000 
20,000 

15,000 

I Increase ( Decrease 

Assets 

Fixed Assets: 

Land 
Plmt & Machinery 

Current Assets: 
Stock 

Debtors 
Cash 

Preliminary Expenses 

Discount on 

Land Account 

Rs. 

20,000 
- 
- 

26,000 

Rs. 

- 
5,000 

30,000 

- 

Rs. 

To Balance b/d 
To Bank (purchase) 

- 
Rs. 

80,000 

20,000 
(balancing figure) 

1,00,000 

-. --- 
108 

By Balance c/d 1,00,000 



To Balance bld 

To Bank (purchase) 
(balancing figure) 

Machirncry Account . 

Rs. 

4 0 , W  I By Depreciation 8,000 

34,OM) By Balance cld 1 6 6 . m  

General Resewe Account 

S0,WO I , By Bdanm bld 

By P & L Account 
(net profit) 
(balancing figure) 

ArtljpmsLcd Profit & Lass Account 

,To Preliminary Expenses 

To Discouxit on Shares 

~d .Depreciation 

To General Reserve 

To Balance cld 

By Balance bld 

By Funds from Operations 
(balancing figuie) 

Statement ob Changes in 
Flnmclal Pmitlon - TZ 

Fund FIow Statement 
for the Year Ended 31.12.1998 

--- - 
I Rs. 

A. Sources: 

Wmds fmm Operations 

Issue of Shares (1,10,000-90,000) 

B. Uses: 
purchase of Land 

Purchase of Machinery 

Increase in Working Capital (A-B) 1 15,000 



Company Accfiunts -XI Illustmtion 4 

The balance sheets of X Co. as at the end of 1997 and 1998 are given below. 

Coniyarative Balance Sheets 

A plant purchased far Rs, 4,000 @oprcciation Rs. 2,000) was sold for cash for Rs. 800. 
An item of furniture was purchased for Rs, 2,000. You are required to prepare u frmd flow 
stdement. 

Schedule of Changes in Worklng Capital 

Current Asseta: 
1 

Stock 

Debtors 
Cauh 

Current Llnbllltl~: 

, Assets 

Land 
Plant 
Furniture 
Investment 
Stock 
Debtors 
Cash 

~iabhties 

Share Capital 

Share Prcnnium 
Cieneral Fteserve 
Profit and Loss Account 

6% Debentures 
Accumulated 

Depreciation 
Provision for Taxation 

Sundry Creditors 

1997 

Rs. 

l,OO,W 
1,04,000 

7,000 

60,000 

60.000 

30,000 
30,000 

--- 
3,91,000 

1998 

RE. 

1,00,OOO 
1,00,000 

9,ooo 
80,000 

65,000 

70,000 
45,000 

4,69,W 

Increme In Worklng Capital 

1997 

Rs. 
1,00,000 

- 
50,000 

10,000 

70,000 

55,000 

23,000 

86,000 

Sundry Creditorb 
I 

1998 

Its. 

1,50,000 

5,000 
60.000 
17,000 

50,000 

62,000 

30,000 

95,000 

I 3.91.000 

86,000 

Note: Provision for taxation i s  treated as a non-current liability. It is assumed that~last 
years' (1988) provision for taxation is paid in the current year (1998), 

469,000 

31.12.98 

Plant Account 

Change in Working Capital 

Increase I Decrease 
I 

To Balance bld By Cash (sale) 
By Accumulated.:~preciation 
'By Profit & Lhss 'A'ccount 

(loss on sale) ', 

By Balance c/d . 



Loss on sale of Plant is worked out as follows: 

Rs. 

cost of Plant 4,000 

Depreciation on Plant Sold 2,olm 

~ o o k  Value of  Plant Sold , .+  ' 2,000 
4 .  

Sale Proceeds , 800 

Loss on Sale 1,200 

Accumulated Depreciation Account 

To Depreciation on Plant Sold 1 2,000 I By Balance bld I 55.000 

'To Balance dd 

*-.ee-.""--- 

By Depreciation charged to 
Profit & Loss Account 
(balancing figure) 

Furniihro Account 
"- 

To ~ a i a n ~ e  bid 

To Bank (purchase) 

- - - ..-- 

Investment Accounrt 

To Balance bid 

To Bank (purchaseti) 
(balancing figure) 

Rlr, 

60,000 By Balance cld 
20,000 

General IRwewe Aecaunt 
d 

RE. 

To Balance cid 1 60,000 1 By Balance bld 

By Proflt & Loss ACCOUII~ 
(balancing figure) 

Statemant of Clianges In 
Financial Position - n 
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To Transfer to General Reserve 

To Depreciation Charged 

To Loss on Sale of Plant 

To Provision for Tax 

To Balance c/d 

Rs. 

By Balance b/d 

By Funds from Operations 
(balancing figure) 

ProvEqion for Taxation 

m. Rs. 

m ea* (tax paid for last ysars) 1 20,000 I ~y Balance ~d 

By Profit & h s s  Account 
(provision made) 
(balancing figure) 30,000 

N Q ~ :  Provision for taxation is treated as a non-current liability. it is assumed that last 
.years1 (1997) provision for taxation is paid in the current year (1998). 

Fund Flow Statement 
for the Year Ended 31.12.1998 

From tho Balance Sheets given below, prepare a fund flow statement, 

- 

A. Sources: 

Funds from Operations 
Issue of Shares Including Premium 

Sale of Plant 

B. Uses: 

Purchases of Fudture 

Purchases of Investment 

Paymeht of Tax 

Redemption of Debntures 

Increase in Working. Capital (A-B) 

Rs. 

57,200 

55,000 

800 

1,13,000 

2,000 

20,000 

20.000 

20,000 

62,000 

51,000 



Strttement of Changes in 
Financial Position - 11 Comparative Balance Sheets 

Fixed Assets: 

Land 

Buildings 
Furniture 

Liabilities 

Share Capital 

Reserves 
Debentures 
proposed Dividends 
Accumulated 

Depreciation 
Current Assets: 
Stock 

Current Liabilities: 
Creditors 

1397 

Rs. 

Cash L 

1998 

Rs. 

Assets 

Additional Information: 

Old furnitme costing Rs. 5,000 (accumulated depreciation ps. 3,000) is sold for Ks. 1,200. 
Dividends paid Rs. 6,000. 

1997 

Rs. 

~chedule'of  Changes in Working Capital 

1998 

Rs. 

I Change in working Capital 

Increase Decrease 

Rs. 

Current Assets: 

Stock 

Debtors 

Cash 

Current, Liabilities: 

Creditors 

Increase in Net Working Capital 

Purniture Account 

Rs. 

1,200 

3,600 

20,000 

By cash (sale) 

By Accumulated Depreciation 
To Balance b/d 

Rs. 

20,000 

Note: Loss on sale of furniture has been worked out as under: 

By Loss tfd. to P & L Alc 

By Balance c/d 

800 

15,000 

20,000 
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Cost 5,000 

Less: Deprecinlior~ 3,000 

Book Value 2,000 

Less: Sale Value 1,200 

Loss an Sale 

Accumulated Depreciation Account 

To Depreciation on 
Furniture Sold 

To Balance cld 

---- 

By Balance bld 

By Depreciation Charged to 
Profit & Loss Account 
(balancing figure) 

Proposed Dividends Account 

Rs. 

By Balance cld 12,000 

B y P B r L N c  
(balancing figure) 3,000 

- 
Rs. 

To Depreciation Charged 

To Loss on Sale of Furniture 

To Proposed Dividend 

To Balance c/d 

Reserve Account (Adjusted) 

Rs. 

2,000 

800 

Rs. 

R; Balance clrl 1 40,000 

By Funds frorn Operations 1 30,800 
(balancing figure) 

Note: This account is the place Adjusted P & L A/c as the P & L Arc balance is not 
given separately in the balance sheet. 



Fund Flow Statement 

A. Sources: 

R~nds from Operations 

Issue of Shares 

Issue of Debentures 

Sale of Old Furniture 

B. Uses: 

P~rrchascs of Land 

Purchase nf Hrlildings 

Payment of Dividends 

19.3 IMPOK'HIANCE OF FUND FLOW STATEMENT 

Increase in Working Capital (A-B) 

Staterne111 of Changes in 
FirrancLaE Posiliuni -. 11 

11.000 

Genzrally a business concern prepares two financial statements : (1) income statement or 
profit and loss account, which reveals the net result of trading operations over a period 
of time (2) a position statement or balance sheet which reflects the state of asses and 
liabilities of a company on a particular date. These two statements fulfil the important 
function of depicting the results of operations and the financial position of'the business. 
However, they do not throw light on the changes in the financial position that took 
place between two balance sheet dates. They also do not reveal the sources and uses of 
funds. This information is made available by preparing a 'statement of sources and uses 
(application) of funds' also,called 'where got where gone statement'. or 'fund flow 
statement'. This statement clearly highlights the sources and uses of working capital and 
reveals changes in the financial position of the business between two balance sheet 
dates. 

The importalit purposes of fund flow statement are: 

1 To understand and flow of funds in a business in terms of (a) cash, or (b) net 
working capital, or (c) total financial resources. 

2 To appreciate the role of working capital 

3 To understand and irrterpret the changes that have taken place in working capital 
and dnalyse the causes thereof. 

4 To ascertain the sources and uses of working capital 

5 To point out the financial strengths atld weaknesses of the business concern, 
particularly of its financing policies. 

Uses 

Fund flow slatement is very useful and helpful to management, shareholders, creditors, 
bankers, and financial institutions. The uses of the 'statement' are as follows: 

1 It explains the financial consequences of business operations : this stalement 
answers questions such as: 

i) Where have the profits gone? 

ii) Why is there an imbalance between liquidity and profitability position of the 
enteiprise? In spite of profits, why is the liquidity position is bad, or in spite 115 
of losses how is the business in a comfortable liquid position'?. 



Company Accountq - II iii) Bow was it possible for the concern to distribute divitlends in excess of 
earnings or in the presence of nct loss. 

The answers to the above questions enable the management to direct the f~lnds in ' 

the more profitable char~nels and improve the liquidity and profitability position of 
the business. 

2 Forecasting funds position : There should be optimum utilisation of available 
resources for t l~e overall growth of an enterprise. This objective. earl be achieved 
by preparing a projected hnd  flow statex~~ernt and allocating the resources prdperly. 

3 Testing value : The fund flow statcrnent tests the efficiency with which the 
working capital has been used by thc management. The adequacy or inadequacy of 
working capital is revealed by the ftmd flow statement. The possible steps which 
me to be taken by management for effective use of surplus working capital or 
make arrangements for providing funds in case of inadequacy of working capital, 
will also be revealed. 

4 Decision-making value : The fund flow statement reveals the credit-worthiness of 
the enterprise, f~rnds raised from loans, funds generated through noin~al business 
operations, arid how has management utilised the funds. Further, it indicates the 
likely uses of funds in future. As a result, outsiders like creditors can assess the 
desirability of providing loans. The sha~.elaoldeis car1 also asscss whether 
management has been effective ixl managing the funds. Further, mismanagement 
can also be identified and prevented. The information revealed can be used by 
management to shape its future financing policies and capital expenditure 
programmes. 

However, one important linlitation of funds flow statement is that it is prepared 
from the data available i~n the balance sheets and profit and loss account and 
therefore, suffcrs from the same limitations as these two financial statement suffer 
from. 

19.4 CASH FLOW STATEMENT? - 

How means movement and cash flow means rnolement of cash in the business. When 
. amounts are received by the business, cash flows into the business. Hence cash receipts 

by the business are caNedWcash inflows. Similarly, when payments are made, cash flows 
out of the business. Hence cash payments by the business ace called cash outflows. A 
cash flow statement is a statement which shows (1) cash inflows (sources) and cash 
outflows (uses of cash), and (2) the resulting change in the cash balances, between two 
balance sheet dates, Depending on the sizc and level of flows, cash outflows during a 
period Tnay be more or less than the cash inflows. Excess of cash outflows over cash 
inflows decreases the cash balance. On the other hand, if the cash inflows are more than 
outflows, there would be an increase in the cash balance. Net cash flow, thus, refers to 
the difference between cash inflows and outflows leading to an increase or decrease in 
cash balance. It may noted that cash, in this context, includes cash as well as bank 
balances. 

Availability of cash, generally, detcrmirles the ability to meet the matliring obligations. 
If cash is not readily available and current obligations cannot be met, it inay result in 
technical insolvency. Hence, an organisation is seriously interested in maiqtaining zl 
desirable level of liquidity. The business concern may be interested to understand the 
pattern and size of each inflow and outflow during s particular period, and to evaluate 
and effectiveness with which it pursued its financial. policies. For this purpose, we 
prepare cash flow statement showing tho sources and application during the year and the 
resultant increase or decrease in the cash balance. 

19.4.1 Sources and Uses of Cash 

The various sources and uses of cash are as follows: 

Sources of Cash: 

1 Cash from operations 
2 Issue of shares 
3 Issue of debentures 



4 Long-term loans raised 
5 Sale of fixed assets 

Uses of Cash: 

1 Redemption of preference shares 

2 Redemption of debentures 

3 Repayment of loans 

4 Purchase of fixed assets 

5 Payment of dividends 

6 Payment of taxes 

You will observe that sgorces and uses of cash are  the same as those of funds flow 
statement. The only item which is different is cash from operations as against 
Ifimds from operations'. 

*, ' 

19.4.2 Ascertaining Cash from Operations 

You have learnt that the main purpose of preparing a cash flow statement is to explain 
the increase/decrease in the cash balance between the two balance sheet dates and that it 
is prepared on the same pattern as the fund flow statement. Just as the net profit is 
adjusted to acertain the amount of funds from operations, the funds from operations are 
now adjusted to asertain the cash from operations. For this purpose, you have to look at 
the changes in current assets and current liabilities that have taken'place during the year. 

Conyersion of 'funds from operations9 to 'cash from operations' is necessary because, 
under the working capital concept, funds from operations are based on accrual concept 
of accounting, and total sales (whether credit or cash) and total purchases (whether 
credit or cash) are recognised as sources and uses of working capital respectively. But 
under a cash concept of funds only cash sales and receipts from debtors sre treated as 
sources of cash, while cash purchases and payment to creditors are regarded as uses of 
cash. The same holds good for the other incomes and expenses, Therefore, funds from 
operations (based on the accrual concept) require conversion into cash from operations 
(based on cash accounting). For example, let us assume that a business was started on , 

1-1-1997 and the sales during the'year were Rs. 3,00,000. Also assume that there were 
no closing debtors. As there are no opening and closing debtors, it must be assumed that 
the entire amount of Rs. 3,00,000 was realised by way of cash. Now assume that the 
closing debtors on 31-12-1997 were Rs. 40,000, This would mean that the entire amount 
of sales were not collected during the year, Since Rs. 40,000 (closing debtors) was still 
be realised, the cash from sales would be Rs. 2,60,000 (Rs. 3,00,000 - Rs. 40,000). 

The closing debto~s on 31-12-1997 would become opening debtors on 1-1-998, Assume 
further that sales during 1998 were Rs. 4,00,000 and the closing debtors on 31.12-1998 
were Rs, 50,000, In that case, the cash received from sales during the year 1998 would 
be ascertained as follows: 

Opening Debtors as on 1-1.1998 40,000 

Add : Sales during the year 4,00,000 

'0 I \  4,40,000 
Less : Closing Debtors as on 31-12-1998 50,000 

Caelw,from Sales during the year 3,90,000' 

Statement of Changes in 
Financial Posltlun - I1 

I 

The 'same result can also be obtained by subtracting the increase in debtors from the 
sales during the year as shown hereunder. 
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Sales during the year 1998 4,00,000 

Less : Increase in Debtors during the year 10,000 
(Closing debtors Rs. 50,000 
less opening debtors Rs. 40,000) 

Cash from Sales during the year 3,90,000 

You are aware that in the context of fund flow statement increase in any current asset is 
considered as increase in working capital. While it is true that an increase in any current 
asset increases the working capital, it is also true that it reduces tlie cash inflow to that 
extent. Similarly, while an increase in current liability decreases the working capital, it, 
on the other hand improves the cash position. Hence, after ascertaining funds from 
operations, the following further adjustments may be made in order to ascertain the 
mount of cash from operations as shown in Figure 19.3. 

Figure 19.3: Statement of Gash from Operations 

Funds from Operations 

Rs. 

............... 
............... . Add : Increase in each item of current liability 

Decrease in each item of current asset ............... 
(except cash and bank balance) ............... 

Less : Increase in each item of current asset ............... 
(except cash and bank balance) 

............... Decrease in each item of current liability ............... 

Cash from Operations 

Notes : Change in cash and bank balances has been excluded because the purpose of 
preparing the cash flow statement is to explain how the cash and bank balance 
increase or decreased. 

Lqok at Illustration 6. and note the procedure of ascertaining cash from operations for 
purposed of preparing cash flow statement 

Illustration 6 

From the following information and extracts of balance sheets, calculate (1) funds from 
operations, and (2) cash from operations. 

Net profit for the year Rs. 90,000. 

Preliminary expenses written off during the year Rs, 5,000. I 

Discount on issue of shares written off during the year Rs. 3,000 
. Depreciation charges during the year Rs. 8,000 

Furniture costing Rs. 30,000 (accumulated depreciation ,Rs:. 10,000) was sold for 
Rs. 28,000. 

Extracts of ~ a ~ a n c k  Sheets 

Liabilities 

Current Liabilities 

Creditors 
Bills Payable 
Income received 

in advance 

Expenses outstanding 

Assets 

Current Assets 

Stock 
Debtors 
Prepaid ~xpenses 
BillsReceivable 
Cash and Bank 

Balances 

31.12.97 

40,000 
25,000 

15,W 

13,000 

31.12.98 

35,000 
28,000 

18,000 

17,000 

31.12.97 

60,000 
40,000 
13,000 
12,000 

25,000 
---- ". 

.- 

31.12.98 

80,000 
47,000 
9,m 

18,000 

30,000 
*-- 



Solution 

Statement of Funds f rom Operatio* 

Net Profit 90,000 

Add: Depreciation 8,000 
Preliminary. expenses written off 5,000 

Discount on issue of shares written off 3,000 
16,000 

1,0,6,000 

Less: Profit on sale of furniture 8,000 

Funds from Operations 98,000 

Note: Profit on sale of furniture has been worked out as follows: 

Cost of furniture sold 30,000 

Less: Depreciation on furniture sold 10,000 

Book value of furniture 

Sale value 

Profit on sale of furniture 8,000 

Sta tement  of Cash f r o m  Operations 

Funds from Operations 

Add : Decrease in prepaid expenses 

Increase in bills payable 

Increase in income received in advance 

Increase in expenses outstanding 

Less : Increase in stock 

Increase in debtors 

Increase in bills receivable 

Decrease in creditors 

Cash from Operations 

Rs. Rs. 

98,000 

Cash from operations can also b e  worked ou t  directly i.e., without preparing the 
statement of funds  from operations. All that one has to do to take net profit as the 
starting point and add all those items that were added to net profit while preparing the 
statement for funds from operations and also all those that were added to funds from 
operations while preparing the statement of cash from operations, and then deduct all 
those items that were deducted in case of both the statements. The resulttint figure will 
be treated as the amount of cash from operations. Let us prepare a statement of cash 
from operations directly (i.e., without preparing statement of funds from operations) 
from the information given in Illustration 6. 

Statement of Changes in 
Flnanclal Position - II 
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Rs. 

Net Profit 90,000 

Add : Depreciation 8,000 

Preliminary expenses written off 5,000 

Discount on issue of shares written off 3,000 

Decrease in prepaid expenses 4,000 

Increase in bills payable 3,000 

Increase in income received in advance 3,000 '# 

Increase in expenses outstanding 4,000 

Less : Profit on sale of furniture 

Increase In stock 

Increase in debtors. 

Increase in bills receivable 

Decrease in creditors 

Cash from Operations , 74,000 
- - - -- - - - 

19.4.3 Preparation of Cash Flow Statement 

The cash flow statement is similar to fund flow statement. You have learnt in Section 
19.4.1 that, apart from cash from operations, the source and uses of cash are the same 
as those shown in the fund flow statement. Usually, cash flow statement starts with the 
opening cash balance followed by the details of sources and uses of cash. The opening 
balance plus the sources of cash minus the uses of cash should be exactly equal to the 
closing balance of cash which is shown as the last item in the cash flow statement, 
Look at Figure 19,3 for the profonna of cash flow statement. 

' 

f 

Figure 19,3: Proforma of Cneh flow Statement Cash flow Statement 
for the year ending ...........,.... I 

RE, h. 

Cash Balance as on 1,1.19 ............ .................. 
Add : Source8 of Caah 

Cash from Operatlans 
.................. Issues of shares I 

Raising of long-term loans .................. 
.................. Sale of fixed assets .................. 

.................. Loss : Uses of Cash 
Redemption of redeemable preference shares .................. 

.................. Redemption of  debentures 

.................. Repayment of lonpterm loans 
Purchase of fixed assets . .................. 

.................. Payment of tax 

.................. Payment of Dividends 
.................. 

Cash Balance as on 31-12-19,... .. 
b 



The cash flow statement can also be shown in an account form starting with an opening Statement of Changes in 

balance of cash on its debit side and ending with the closing balance of cash on its Flnanclal Posltlon - I1 

credit side (see Illustration 7) 

Study Illustration 7 and 8 carefully, and note the procedure of preparing cash flow 
statement. 

Ulustration 7 

Following is the balance sheet and incBme statement of A Ltd. Prepare the cash flow 
statement. 

Income Statement for the year ended 1998 

Rs, 

Sales 1,66,000 

Less: Cost of sale s (including depreciation Rs. 4,600) 68,000 

98,000 
Gross Profit 
Less : Selling & Adininistration Expenses 26,400 

Other Expenses 2,000 

Assets 

Fixed Assets 

Plant 

Current Assets 

Inverilorics .. 
Book Debts 

Cash and Bank 

Liabilities 

Share Capital 

P & L A/c 

Reserves 

Secured Loans 

Accumulated 

Depreciation 

Current Liabilities 

Creditors for Goods 

Outstanding Expenses 

31.12.97 

Rs. 

2,20,000 

1,70,000 

78,400 

52,500 

5,20,900 

Interest on Loans 

Net Profit for the year 

31.12.98 

Rs. 

3,30,000 

1,96,000 

54,200 

73,600 

6,53,800 

Solution 

31.12.97 

Rs. 

2,00,000 

- 

86,100 

50,000 

25,000 

1,42,800 

17,000 

5,20,900 
-- 

Statement of Cash from Operations 

Rs, Rs. 

31.12.98 

Rs. 

3,03,100 

63,600 

86,100 

60,000 

29,600 

1,08,400 

3,000 

6,53,800 

' Opcrational profit 
(net profit as per income statement) 

Add : Depreciation 
Decrease in debtors 

. , 

Leas : Decrease in creditors 
a Decrease in outstanding expenses 14,000 

Increase in stock 26,000 
74,400 

Cash.from Operations 18,000 
--d ---- --- 
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Rs. 

Cash Balance as on 1.1.1998 

Add : Sources of Cash 
Cash from operations 

Loan taken 

-- 

Rs. 

Issue of Share Capital 1,03,100 1,31,100 -- 
1,83,600 

Less : Uses of Cash 

Purchases of plant 1,10,000 

Cash balance as ori 3 1.12.1998 73,600 

Alternative method (Account Form) 

Cash Flow Statement for the year ended 31.12.1998 

Illustration 8 

Prepare cash flow statement from the following balance sheet of XYZ Ltd. 

Cash balance as on 1.1.98 

Cash from operations 

Secured loans 

Share capital 

Note : Dividends paid during the year Rs. 15,000 

Liabilities 

Share Capital 

~ebenlures 

Proposed Dividends 
Profit & Loss Account 

Creditors 

Solution 

Rs. 

1,10,000 

73,600 

1,83,600 

Rs. 

52,500 

18,000 

10,000 

1,03,100 

1.83,600 

Proposed Dividend Account 

Purchase of plant 

Balance cld 

5,34,000 6,20,000 5,34,000 6,20,000 

31.12.97 

Rs. 

3,50,,000 

60,000 

40,000 
50,000 

34,000 

To Dividend paid . 

To balance c/d 

Rs. 

31.12.98 

Rs. 

4,40,000 

40,000 

35,000 
65,000 

40,000 

By balance bid I 40,000 

By Profit & Loss Account 1 10,000 

31.12.98 

Rs. 

5,00,000 

5,,000 

60,000 
30,000 

25,000 

Assets 

Fixed Assets 

Stock in hand 

Debtors 
Bills ReceivabIe 

Cash 

31.12.97 

Rs. 

4,00,000 

4,000 

70,000 
40,000 

20,000 



. , Adjusted Profit & Loss Account 

To Proposed dividends 
To Balance cld 

By Balance bld 

By Funds from Operations 

Statement of Cash from Operations 

Rs. Rs. 

Funds from Operations 25,000 

10,000 Add : Decrease in debtors 
Increase in creditors 6,000 

16,000 

Less: . Increase in Stock 
Increase in bill receivable 

Cash from Operations 

Cash flow Statement for the year ended 31.12.1998 

-- 

Rs, Rs. 

Cash Balance as on 1.1.1998 
Add : Sources of Cash 

Cash from operations 
Issue of shares 

Less : Uses of Cash 

Purchase of fixed assets 
Redemption of debentures 20,000 
Payment of dividends 

Cash Balance as on 31.12. 1998 25,000 , 

. 

Preparing cash flow statement with opening and dosing balances of cash in known as 
an 'ending balance approaoh'. But, one can also follow the net different approach'. In 
this approach, instead of showing the opening and closing balances of cash in the cash 
flow statement, we may simply show, at the end, the increase or decrease in cash 
resulting from the difference between the total amount of cash generated from various 

'sources and the totaI amount of cash applied to various uses. This approach is. similar to 
the one followed for preparing the fund ilow statement. 

Statement of Changes In 
Financial Position - 11 

. . 
Let us prepwe the cash flow statement For Iilustration follolving the net difference 
approach. 



Company Accounts - 11 Cash Plow Statement for the year ended 31.12.1998 

A. Sources of Cash Rs. Rs. 
Cash from Operations 30,000 
Issue of shares 90,000 

1,20,000 
8. Uses of Cash 

Purchase of fixed assets 
Redemption of debentures 
Payment of dividends 

Decrease in Cash (1 5,000) 

19.4.4 Uses of Cash Flow Statement 

The preparation of cash flow statement has several uses. The more important uses are as 
follows: 

I Changes in cash balance between two points of time and the contributing factors 
for such change are clearly revealed. 

I 

2 The cash flow statement explains the reasons for : i 

i) the presence of a very low cash balance in spite of huge operating profits; or 

ii) the presence of a higher cash balance in spite of a very low level of profits 

3 Projected cash flow statements help the management in short-term planning and 
several other ways like: 

i)  Dctermination of additional cash requirements during a given period and 
making timely arrangements 

ii) Identification of the size of surplus and the time for which such surplus 
funds arc likely to be available 

iii) Judging the ability of the firm to repay/redeein debentures/preferences shares. 

iv) Examining the possibility of maintaininghncreasing dividends 

v)  Assessing the capability of finance replacement of fixed assets 

, vi) Assessing the capacity of the firm fo finance expansion. 

vii) More efficient and effective management of cash flows. 

19.5 DISTINCTION BETWEEN CASH FLOW 
ANALYSIS AND FUND FLOW ANALYSIS 

Following are the major points of difference between cash flow analysis and fund flow 
analysis: 

1 Fund flow analysis deals with the change in working capital position between two 
balance sheet dates, whereas the cash flow analysis is concerned with the change 
in cash position. 

2 Cash flow analysis is more useful as a tool in short-term planning, whereas fund 
flow analysis is more useful in long-term planning. 

3 An increase in current liability or decrease in current asset (other than cash) results 
in an increase in cash whereas such changes result in decrease in the net working 
capital. Similarly, a decrease in any current liability or an increase in current asset 
(other than cash) results in il decrease in cash, whereas such changes increase the 
net work~ng capital. 

17 1 

--.- P -. - --- - 



Check Your Progress A Statement of Changos In 
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I Distinguish between cash flow statements and fund flow statement. 

......................... .............................................................................. 
2 State whether each of the following stateqents is true or false 

i) Cash flow statement includes the effect of transactions involving exclusively 
the non-current items. 

ii) Increase in provision for doubtful debts should be back to find out cash from 
operations. 

iii) The term 'funds' means 'current assets' in case of the cash flow 'analysis. 

iv) Increase in debtors should be deducted from the funds from operations to 
find out cash from operations. , 

v) Increase in prepaid expenses results in a dec.rease in cash. 

vi) Decrease in bills payable results in an increase in cash. 

19.6 LET US SUM UP 

Fund flow statement shows the sources and uses of funds resulting in an increase or a 
decrease in the next working capital. It can be prepwed either in the form of a statement 
or in the form an account. This statement reveals the causes of change in the financial 
position of the business between tow balance sheets and explains, thus, the financial 
consequences of business operations. Fund flow statement can also be used for 
forecasting the, funds position in future and shaping the financial policies of the 
organisation. 

Using the term funds in a limited source, the cash flow statement shows cash inflows 
(sources) and cash outflows (uses) resulting in an increase or decrease in the cash 
balance between two balance sheet dates. Cash, in this context, includes both cash and 
bank balances. 

9 The sources and uses of cash are similar to the sources and uses of working capital as 
shown in the fund flow statement. The only item that differs is the 'cash from 
operations'. In fact just as the ascertainment funds from operations is necessary for 

the funds flow statement. For this purpose, certain adjustments have to be 
made in the amount of funds from operations. These adjuqtnents relate to the changes 
in current assets and current liabilities. Of course, the amount of cash from operations 
can also be worked out directly by making necessary adjustments in the amount of net 
profit revealed by tho profit and loss account. 

The difference between cash flow analysis and fund flow analysis is that the turnover is 
concerned with changes in cash position while the latter deals with changes in working 
capital, Cash flow analysis is more useful for long ranging planning. 

Tho sourccs and uses of cash are similar to the sources and uses of working capital as 
shown in funds flow statement. The only item which differs is the cash from operations. 

19.7 KIEY W0RZ)S 

Cash flow : Movement of cash i.e., cash flow and cash outflow. 

Cash Flow Statement : Statement prepared to show the sources and uses of cash 
between the two balance sheets dates. 

Cash from Operations : Net Profit adjusted for changes in the current items in 
additional to the adjuslmcnts already made while ascertaining funds from operations. 
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19.8 ANSWERS TO CHECK YOUR PROGRESS 

A 2 . i) False ii) True iii) False iv) True 

V) True vi) False 

Questions 

1 Explain the purpose and importance of fund flow statement 

2 How is net profit from business converted to cash from operations? 

3 How does cash flow statement differ from funds flow statement. What are the uses 
of cash flow statement. 

4 What is cash flow statement? List the various sources and uses of cash. . 

5 How does cash flow analysis help management? 

Exercises 

1 Prepare a fund flow statement for X Co. from the following Balance Sheets: 

Additional information : 

a) Dividend paid Rs. 2,50,000 

Liabilities . 

Share Capital 

Reserves & Surplus 

Proposed Dividend 

Secured Loans 

Current Liabilities 

b), Depreciation on fixed assets for the year was Rs. 1.5 Iakhs (Rs. 1,50,000). 

2 From the following Balance Sheets prepare fund flow statement: 

31.3.98 

Rs. 

25,00,000 

7,50,000 

5,00,000 

12,50,000 

25,00,000 

75,00,000 

Liabilities 

Share Capital 

8% Redeemable 
Preference Share 
Capital 

4 
General Reserve 

Profit & Loss A/c 

Proposed Dividend 

Creditors 

Bills Payable 

Provision for Tax 

31.3,99 

Rs. 

15,00,000 

- 
39,37,500 

17,50,000 . 
62,500 

72,50,000 

31.3.99 

Rs. 

20,00,000 

2.50,000 

6,00,000 

14,00,000 

30,00,000 

72,50,000 

1997 

Rs. 

1,50,000 

75,000 

20,000 

15,000 

21,000 

27,500 

10,000 

20,000 

3,38,500 

Assets 

Fixed Assets 

Investments 

Stock 

Debtors 

Cash & Bank 

- 

1998 

Rs. 

2,00,000 

50,000 

35,000 

24.000 

25,000 

41,500 

8,000 

25,000 

4,08,50a 

31.3.98 

Rs. 

15,50,000 

75,000 

37.50,OOO 

20,00,000 

1,25,000 

75,00,000 

1998 

Rs. 

45,000 

85,000 

1,OO,m 

1,00,000 

54,500 

15,000. 

' 5,000 

4;W 

4,08,500 

Assets 

Goodwjll 

Land 

Plant 

Debtors 

Stock 

Bills Receivable 

Cash ' 

Bank 

1997 

Rs. 

, 57,500 

1,wv000 

4 0 , m  

80,000 

38,500 

10,000 

7,500 

5,000 

3,38,500 



Additional Information: 

a) Depreciation of Rs. 5,000 a n d  Rs. 10,000 has been.charged on Plant & Land 
respectively in 1998. 

b) An interim dividend of Rs. 10,000 has been paid in 1998. 

c) Income tax Rs. 17,500 has been paid during the year 1998. 

3 From the following figures prepare a statement showing application and source of 
fonds for the year 1998. 

You are informed that during the year (a) A machine with a book value of Rs. 80,000 
.was sold for Rs. 50,000, (b) Preference share redemption was done premium of 15% 
on 31st Dec. 1988, (c) Dividend at 15% was paid on equity shares for 1987, and 
(d) depreciation charged during the year was Rs. 1,20,000. 

Liabilities 

Equity Share Capital 

8% Pref. Share Capital 

Debentures 

Reserves & Surplus 

Current Liabilities 

4 Prepare fund klow Statement from the following Balance Sheet: 

Liabilities 

,$hare Capital 

General Reserve 

P & L Alc 

1997 

Rs. 

6,00,000 

4,00,000 

2,00,000 

2,20,000 

1,60,000 

15,80,000 

Debentures 

Depreciation Reserve 

Current Liabilities 

Provision for Doubtful 
Debts ' 

- ,  

1998 

Rs. 

7,00,000 

2,00,000 

4,00,000 

5,4000 

3,20,000 

2 1,60,000 
- 

Assets 

Fixed Assets (net) 

Investment 

Current Assets 

Discount on Debentures 

31.12,.97 

Rs. 

6,00,000 

3,00,000 

1,20,000 

2,00,000 

1,80,000 

1,50,000 

20,000 

15,70,000 

31,12.98 

Rs. 

7.00,OOO 

4,00,000 

1,40,000 

4,00,000 

2.60,000 

2,20,000 

' 30,000 

2 1,50,000 

1997 

Rs. 

10,20,000 

60,000 

4,80,000 

20,000 

1~,80,000 

1998 

Rs. 

12,40,000 

1,60,000 

7,50,000 

10,000 

21,60,000 

Fixed Assets (net) 10,20,000 12,40,000 

Assets 

i 
\ During the year a dividend of 15% was paid for 1997. An asset costing Rs. 80,000 
(Depreciation provided Rs. 34,000) was disposed off for Rs. 50,000, 

31.12.97 

Investment (Long-term) 

Current Assets 

Discount on Debentures 

Statement of Changes in 
Financial Position - 11 

31.12.98 

60,000 

4,80,000 

1Q000 

1,60,000 

7,50,000 

- 



Company Accounts - II 5 From the following balance sheets preparc a cash flow statement. 

Note: Machinery costing Rs. 40,000 (accumulated depreciation Rs. 10,000) was sold for 
Rs. 35,000. 

Liabilities 

Capital 
Reserves 
Profit & Loss A/c 
Debentures 
Accumulated 

Depreciation 

Current Liabilities: 
Creditois 
Bills PayabIe 
Expenses Outstanding 

6 Extracts of Balance Sheets of Messrs Beta Ltd. are given below: 

31.12.97 

Rs. 

2,00,000 

1 ,OO,M)O 

1,20,000 
90,000 

60,000 

40,000 

65,000 

35,000 

7,10,000 

Liabilities 

Share Capital 

Creditors 

31.12.97 

Rs. 

3,OO.OOO 

2,OO,WO 

1,000M) 

70,000 

40,000 
-- 

7,10,000 

Additional i n f o i a t i o n  

The profits for the year ended 31.12.1998 amounted to Rs. 48,000 before charging 
depreciation & (axation. During the year 500 shares were issued at Rs. 20 each. Interim 
dividend paid during the year Rs. 6,950. Prepare cash flow statement. 

7. The following balance sheets show the position of Messrs C Co, 

31.12.98 

Rs. 

2,50,000 

1,20,000 

1,50,000 

1 ,OO,OOO 

80,000 

45,000 

40,000 

45,000 

8,30,000 

31.1298 

Its. 

3,50,000 

2,40,000 

1,30,000 

50,000 

60,000 

8,30,000 

31.12.97 

Rs. 
50,000 

54,000 

Liabilities 

Capital 
Bills Payable 

Assets 

~ x o d  Assets: 
Land 
Machinery 

Current Assets: 

Inventory 
Debtors 
Cash 

31.12.98 

Bs. 

60,000 

70,000 

Ad'ditional Information 

a) There were no drawings during the year 

b) There was no purchasehale of fixed assets. 

128 

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

1.1.98 

Rs. 
1,47,800 

5,800 

1.53,600 

31.12.98 

Rs. 
1,23,000 
5,000 

1,28,000 

31.12.98 

Rs. 
2,44,000 

6,600 

67,000 
13,750 

19,000 

Assets 

Fixed Assets: 
Stock in Hand 
Deb tors 
Cash 
Bills Receivable 

31.12.97 

Rs. 

1,50,000. 

3,809 

76,000 

36,000 

17,500 

- 
31.12.98 

Rs. 

1 ,I 6,000 
2,600 

3,400 

6,000 

1,28,000 

Assets 

Fixed Assets 
Stocks 
Debtors 
Cash 

1.1.98 

Rs. 
1,40,000 

1,600 

4,m 
8,000 

1,53,600 



8 Prepare fund flow and cash flow statements from the following balance sheets. 

Capital & Liabilitie 

Equity Capital 

General Reserve 

profit & Loss A/c 

Sundry Creditors ' 

proposed Dividend 

31.12.97 

Rs. 

70,000 

10,000 

5,000 

20,000 

5,OM) 

31.12.98 

Rs. 

85,000 

.15,000 

15,000 

20.000 

6,500 

Assets & Property 

Fixed Assets Dep. 
(50,000 - 5,000 
as at 31.12.98 

Investments 
Sundry Debtors 

Stock 

Cash 

Miscellaneous Expenses 

Rs. 

45,000 

5,000 

25,000 

30,000 

36,500 
- 

1,41,500 

Note: These questions and exercises will help you to understand the unit better. Try to 
write answers for them. But do not submit your answers to the university for 
assessment. These are for your practice only. 
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