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BLOCK 3 FINAL ACCOUNTS

After recording and posting all business transactions in the appropriate books
of account and testing the arithmetical accuracy of these records with the help
of Trial Balance, we prepare a summary at the end of the accounting year.
The purpose is to ascertain the profit or loss and the financial position of the
business. The summary is prepared in the form of a Profit and Loss Account
(also caled Income Statement) and a Balance Sheet (also called Position
Statement). Thesetwo financia statements are termed as Final Accounts. This
block consists of 3 units (Unit 8 to 10) deals with the concepts to be observed
for ascertaining the profit or loss and the financial position of the business,
and the method of preparing the final accounts.

Unit 8 discusses the causes and objectives of providing depreciation, the factors
influencing the amount of depreciation to be charged and the two commonly
used methods of providing depreciation.

Unit 9 describes the method of preparing simple final accounts involving no
adjustments. It aso explains the preparation of a Manufacturing Account which
may be prepared by manufacturing establishments.

Unit 10 deals with the adjustments required in respects of certain expenses
and incomes at the time of preparing the final accounts and explains how they
are incorporated in the Profit and Loss Account and the Balance Sheet.
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UNIT8 DEPRECIATON

Sructure

8.0 Objectives

8.1 Introduction

8.2 WhatisDepreciation?

8.3 Depreciation and other Related Concepts
8.4 Causesof Depreciation

8.5 Objectivesof Providing Depreciation

8.6 FactorsInfluencing Depreciation

8.7 Methodsof Recording Depreciation

8.8 Methodsfor Providing Depreciation
881  FixedInstalment Method
882  Diminishing Balance Method

883  Difference between Fixed I nstalment M ethod and Diminishing Balance
Methods

884  Change of Method
8.9 LetUsSumUp
8.10 Key Words
8.11 SomeUseful Books
8.12 Answersto Check Your Progress
8.13 Termind Questions/Exercises

80 OBJECTIVES

After going through thisunit you should beableto:

e definedepreciation;

e  digtinguish depreciation from other related concepts;

e statethecausesof depreciation;

e describetheobjectivesof providing depreciation;

e datethefactorsinfluencing theamount of depreciation;
e explainthemethodsof recording depreciation,;

e listvariousmethodsof providing depreciation; and

e prepareaccountsunder fixed instalment and diminishing balance methods of
providing depreciation.

81 INTRODUCTION

While preparing final accountsyou have to providefor depreciationon al fixed
assets so as to work out the correct amount of profit or loss for the accounting
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period. Adjustmentsusually contain anitem asking you to charge depreciation on
variousfixed assetsat somegiven rateand you know how to show it infina accounts
Inthisunit we shall have adetailed discussion on depreciation and study thebasic
factorsinfluencing theamount of depreciation and variousmethodsof providingand
accounting for thesame.

82 WHAT ISDEPRECIATION?

You aredreedy familiar with thedi stinction between revenue expenditureand capita
expenditure. You are aware that when the benefit of an expenditureisavailable
beyond the accounting year (for oneor more years) such an expenditureistreated
ascapital expenditureand it often resultsin acquisition of an asset. Since many
accounting yearsarelikely to recel ve benefits on account of the use of such an as,
thecost of investment must necessarily bedlocated over the period of itsuseful life
and charged to the Profit and LossAccount. Allocation of theappropriate amount
toeach period iscalled depreciation which representsthe expireportion of
the cost of an asset.

It would beuseful to discussdifferent definitionsgiven by variousauthoritiesinthe
subject for aproper appreciation of the meaning of depreciation.

Pickles defined depreciation as “the permanent and continuous diminution in the
quality, quantity or value of an asset.”

According to Spicer and Pegler, “Depreciation may be defined\as a measure of the
exhaustion of the effective life of an asset from any cause during a given period.”

These definitionsrefer to certain basic aspects like permanent and continuous
diminution, exhaustion of effectivelifebut they arenot comprehensive. Let ussee
somemoredefinitions.

According to ICMA (Institute of Cost and Management Accounts, London)
terminology, “Depreciation is the diminution in intrinsic value of the asset due to use
and/or lapse of time.”

According to Walter B. Meigs and others, “The concept of depreciation is closely
linked to the concept of businessincome. Since part of the service potentia of the
depreci able asset isexhausted in he revenue getting process each period, the cost of
these servicesmust be deducted from revenuein measuring periodicincome; the
expired cost must berecovered beforeabusinessisconsidered aswell off asat the
beginning of the period. Depreciation is a measure of this cost.”

According to the institute of Chartered Accountants in Austria, “Depreciation
representsthat part of the cost of afixed asset to itsowner whichisnot recoverable
whentheassetisfinaly put out of useby him. Provision against thislossof capitd is
anintegrd cost of conducting the businessduring the effectivecommercid lifeof the
assets and is not dependent upon the amount of profit cleared.”

From theabovedefinitionsit isclear that depreciation refersto that part of the cost
of fixed asset which has expired on account of itsusageand or the passage of time.
It is thus the ‘lost usefulness’, “expired utility’, or ‘reduction in the intrinsic value’ of
afixed ass.

Depreciationischarged on amost all fixed assets, possible exceptionsbeing land,
antiques, etc. Usually the value of 1and and antiques appreciates over aperiod of



time, becausethey do not havefinite economiclife asin the case of machinery or
furniture,

8.3 DEPRECIATIONAND OTHERRELATED
CONCEPTS

Sometimestheterms depletion, amortisation etc., are used interchangeably with
depreciation. Thesetermsinfact areused in adifferent context. Let usunderstand
the distinction between depreciation and such related concepts.

Depreciation and Depletion : The term “depletion’ is used in respect of the
extraction of natural resourcesfrom wasting assets such as quarries, mines, etc. and
refersto, thereductionintheavailable quantity of the material. Asamatter of fact,
depletionisregarded asamethod of computing the depreci ation on wasting assets.
Thus, it hasalimited application. Depreciation, on the other hand, Isawider term
and refersto areduction inthevalue of al kindsof fixed assetsarising from their
wear and tear.

Depreciation and Amortisation : The terms ‘amortisation’ refers to writing off the
proportionate value of theintangibl e assets such as copyrights, patents, goodwill,
etc., while depreciation refersto the writing off the expired cost of thetangible
assatslikemachinery, furniture, building etc.

Depr eciation and Obsolescence: Obsolescencerefersto thedecreasein usefulness
arising onaccount of theexternd factorslike changeintechnol ogy, new inventions.
changeof style, etc. Thus, itiscaused mainly on account of the asset becoming out
of date, and old fashioned. Deprecation on the other hand, isafunctional loss
generally arising on account of wear and tear, Obsolescence, infact, isregarded as
one of the causes of depreciation.

Depreciation and Fluctuation : Fluctuation refersto an increase or decreaseinthe
market priceof an asset. Such achangeis. usualy temporary. Depreciation differs
from fluctuation inthefollowing respects.

i)  Depreciationisconcerned with book valueof asset whilefluctuationisrel ated
tothemarket value.

i)  Depreciationrefersonly tothedecreasewhilefluctuation referstoether increase
or decrease.

i)  Depreciation reflectsapermanent decrease whilefluctuationisonly atemporary
phenomenon.

84 CAUSESOFDEPRECIATION

The causesof depreciation can be stated asfollows:

1. Wear and Tear : Wearing out of the asset on account of its constant useis
called wear and tear. Thiscausesadefinitereduction in the value of the asset
and isregarded asthe magjor source of depreciation.

2. Lapseof Time: Normally, the passage of timea so causessomereductionin
thevalue of fixed assetsbecause asthey become old their value standsreduced.
That iswhy thedepreciationisusualy charged ontimebasis. incaseof certain
assetslikelease, patents, etc., the value decreaseswith passage of timeasthey
generaly haveafixed number of yearsof legdl life. For example, abuildingis
taken on lease for a period of 10 years costing Rs. 1,00,000. The yearly

Depreciation
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depreciation of leasewill amount to Rs. 10,000 (1/10 of Rs. 1,00,000) and
charged as such to the Profit and LossA ccount every year.

Obsolescence: Theacquisition of animproved model may render theexisting
machine obsol ete. Asthe new machine performsthe same operation more
quickly and/or more economically existing machineis said to havebecomeout
of date or obsolete. This causesadrastic reduction in the value of existing
machinery and theamount of depreciation isbound to be heavy.

Depletion: Someassatsareof awasting character. For examplemines, quarries,
oil wellsetc.. Dueto continuous extraction of materialsthe natural resources
get depleted. Depreciation, in case of such assetsis often computed on the
basis of actual depletion. For example, acoa minehasthe coal deposits of
200 milliontons. Inthefirgt year weextract 10 m. tonsof coa. Thedepreciation
inthefirst fiveyears shall amount to 10/200 of thecost of mine.

On thebasisof the causesmentioned above, it can besaid that depreciation
isaper manent and continuousreduction in thevalueof an asset dueto wear
and tear, passage of time, obsolescence, depletion or any other cause.

85 OBJECTIVESOFPROVIDINGDEPRECIATION

You know depreciation istreated asalossand ischargeableto the Profit and Loss
Account every year. Thejustification for charging depreciation can beexplained as
follows

1

Ascertainingthetrueprofits: Depreciation representsthe expired cost of a
fixed asset caused by its usage hi business, This cost isa part of the total
expensesincurred in earning the revenue during an accounting period and must
betakeninto account for arriving at the correct amount of profit or lossfor the
period. If depreciation isnot charged, the expensesand losseswill understand
and the Profit and LossAccount will show higher profitsmaking the concern
pay higher taxes.

Ascertainingthetruecost of production : Depreciation on machinery and
other fixed assetsin the factory is an important component of the cost of
production specialy whenthe unitisnot labour intensive. Soif no provisionis
madefor depreciation, the cost cal culationswill beincorrect.

Presentation of truefinancial position: Thevalue of fixed assetsreduces
fromyear to year on account of their usage and passing of time. They must be
shownintheBaance Sheet at their reduced val ues otherwiseit will not reflect
thetruefinancial position of the business. Hence depreci ation must betaken
into account. It will enablethe concern to show fixed assetsat their proper
vauesinthe Balance Shest.

Fundsfor replacement of assets: Charging depreciation reducestheprofits
availablefor distribution It enablesthe. concernto retainapart of itsprofit and
thus accumul atefundsfor the replacement of the assetsasand when necessary.

Check Your ProgressA

1

What isdepreciation?



2. How isdepreciationdifferent fromamortisation ? Depreciation

3. Statewhether thefollowing statementsare Trueor False.
i)  Depreciationischarged aso on current assets.
i)  Profitswill beoverstated if depreciationisnot charged.
i)  Expenseswill beunderstated if depreciationisnot charged

iv)  If adequate maintenance expenditureisincurred, depreciation need not
be charged.

v) Depreciationischarged to reducethevaueof asset toitsmarket value,
vi) Depreciationischarged only ontheorigina purchase priceof the asset.

vil)  When market value of an asset ishigher than book value, depreciationis
not charged.

viii) Themain cause of depreciationiswear and tear caused by itsusage.

86 FACTORSINFLUENCINGDEPRECIATION

Theamount of depreciation to be charged to the Profit and LossA ccount in respect
of aparticular fixed asset isaffected by following factors:

1. Cost of theasset : Cost of the asset should include purchase price and al
other costsincurred to bring the asset to usable condition like transportation
costs, erection charges, etc. It isto be noted that financial charges, such as
interest onloan taken for the purchase of the asset isnot to beincluded inthe
original cost of an “asset.

2. Edimated workinglifeof theasset: Theuseful or economiclifeof theasset
can bestated intermsof timei.e., years, months, hoursor intermsof quantity,
i.e., number of unitsof output or any other operating measure such askilometres
inthe case of lorries, motor vans, etc.

3. Estimated Scrap value: Scrap Vaue (also called salvage value, residual
value) refersto the estimated amount expected to beredized whentheasset is
sold to theend of itsuseful life. Whilethe original cost of an asset can be
correctly determined, useful lifeand sl vage va ue can only be estimated, based
on certain assumptions.

Thetotal amountsof depreciation to bewritten off during thelifetimeof an assetis
cdculated asfollows

Rs.
Total Cost of Asset
LessEstimated Scrap Vaue
Total amount of Depreciation to bewritten off duringitsuseful life e 9
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For example, amachinewas bought for Rs. 1,00,000 and asum of Rs. 24,000 was
spent towards its transportation and erection charges. It was estimated that the
machinehasauseful lifeof 10 yearsand that theresidual value expectedtorediseat
theend of itsuseful lifeisRs. 14,000. Thetotal amount of depreciationto bewritten
off during theeconomic lifeof an asset can be cal culated as shown bel ow:

Rs.

Original cost of the asset 1,00,000
Add Transportation and erection charges 24,000
1,24,000

LessEstimated residual value 14,000

Total amount of depreciation to bewritten off duringitsuseful life  1,10,000

After determining thetotal amount of depreciation to bewritten off duringthelife
time of an asset the next step isto decidethe amount of depreciation to be charged
every year. Inthe abovesituation theannua amount of depreci ation to bewritten off
may be considered s1/10 of thetotal amount of depreciation becauseits estimated
lifeis10years.

However, therearevarious methods of cal cul ating theamount of depreciationtobe
charged from year to year.

8.7 METHODSOFRECORDINGDEPRECIATION

Thereareessentially two methods of recording depreci ation in the books of account:

(1) whenProvisionfor DepreciationAccount ismaintained, and (2) when Provision
for Depreciation Account isnot maintained. Under thefirst method, the amount of
depreciation is credited to the ‘Provision for Depreciation Account’ every year and
the concerned asset account continuesto appear at itsoriginal cost. Of course,
while preparing the Balance Sheet, the accumul ated balance of the Provision for
Depreciation Account is shown by way of deduction from the cost of the asset.
Under the second method, no Provisionfor Depreciation Account isopened. The
amount of depreciationisdirectly credited to the concerned asset account every
year. Theasset account would thus appear in booksat the depreciated va ue (written
downvdue). Of course, it will be showninthe Balance Sheet giving the detail sof
the opening balance, purchase and sal e of the asset, and the depreciation provided
duringtheyear.

Thefollowingarethejournal entries passed for therel ated transactionsunder the
two methods.

1. When Provision for Depreciation Account ismaintained
a) For chargingdepreciation:

Depreciation Account Dr.
To Provisionfor Depreciation Account
(Being depreciation provided)

b) For transferringdepreciation to Profit and L ossAccount:
Profit and LossAccount Dr.
To Depreciation Account
(Beingtransfer of depreciation)



c) When theasset issold:
i)  BankAccount Dr.
ToAsset Account
(Being the sale proceeds)

i) Provisonfor DepreciationAccount Dr.
ToAsset Account
(Being transfer of provision for depreciation onthe asset sold)

iii)  Asset Account Dr.
To Profit and LossAccount
(Being transfer of profit on saleof the asset)
or
Profit and LossAccount Dr.
ToAsset Account
(Being transfer of losson sd e of the asset)

2. WhenProvisonfor DepreciationAccount isnot maintained
a) Forchargingdepreciation:
Depreciation Account Dr.
ToAsset Account
(Being depreciation provided)

b) For transferring depreciation to Profit and LossAccount
Profit and LossA ccount Dr.
To Depreciation Account
(Beingtransfer of depreciation)

c) Whentheassetissold:

i)  BankAccount Dr.
ToAsset Account
(Being sale proceeds)
i)  AssetAccount Dr.

To Profit and LossAccount
(Beingtransfer of profit on saleof asset)
or
Profit and LossA ccount Dr.
ToAsset Account
(Being transfer of losson saleof the asset)
A firm can adopt any method for recording depreciation. But in practice, most of the
firmsfollow the second method under which provisonfor DepreciationAccount is

not opened and al entriesaremadedirectly in the concerned asset account. Hence,
weshdl follow thismethod for thetreatment of depreciation.

88 METHODSFOR PROVIDINGDEPRECIATION

Asdated earlier therearevariousmethods of cal culating theamount of depreciation
to be charged from year to year. Different methods are adopted to suit the nature of

Depreciation
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each asset. Itisaso possiblethat different concernsmay follow different methods
for depreciating the same asset. Thefollowing arethe principa methodsfor providing
depreciation.

1. FixedIngament Method
Diminishing BalanceMethod
Annuity Method

Insurance Policy Method

2.

3

4. Depreciation Fund Method
5

6. RevduaionMethod

7

Depletion Method
8. MachineHour Rate Method

Of theabovee ght methods used for providing depreciation, thefirst twoviz., Fixed
Instalment M ethod and Diminishing Balance M ethod arethe most commonly used
methods. Thesearetaken upinthisunit and the remai ning method sha | bediscussed
inUnit 21.

8.8.1 Fixed Instalment Method

This method is also called ‘equal instalment method’ or “straight line method’. Under
thismethod. afixed and equal amount ischarged as depreciation every year during
thelifetimeof an asset. When thisamount of depreciation is presented onagraph
paper it would show astraight lineparallée tothe X-axis, and hencethedternative
name *straight line method’. This method writes off a fixed percentage of the original
cost of the asset every year so that the asset isreduced to zero or itssalvage value
a theend of itsworking life. Theannua amount of depreciation to becharged under
thismethod can be ca culated with the help of thefollowing formula:

Annual Depreciation = Original Coat - Scrap Value

Lifeof theAsset innumber of years

Look at illustration 1 and see how the amount of annual depreciation has been
calculated and the concerned asset account prepared from year to year.

[lustration 1

Ravikiran & Sons purchased machinery on January 1, 2015 for Rs. 22,000 and
spent Rs. 3,000 on itserection. The asset isexpected to last for four years after
whichitsbresk up vaueisestimated to Rs. 5,000. Find out theamount of depreciation
to be charged every year and show how the Machinery A ccount would appear for
four yearsassuming that the machineissold for Rs. 1,000 at the end. Also show
how the balance of Machinery A ccount would appear in the Balance Sheet.

Solution:
Theannual depreciationiscalculated asfollows:

_C-S
N

D



_ (22,000+ 3,000-5,000)

4
20,000
4
= Rs. 5,300
M achinery Account
Dr. Cr.
2015 2015
Rs. Rs.
Jan.1 | ToBankA/c 22,000 | Dec. 31 | ByDepreciationAlc 5,000
Jan.1 | ToCashA/c (erection charges) 3,000 |* 31| ByBaancec/d 20,000
25,000 25,000
2016 2016
Jan.1 | ToBadanceb/d 20,000 | Dec. 31 | ByDepreciationAlc 5,000
" 31| ByBdancecd/d 15,000
20,000 20,000
2017 2017
Jan.l1 | ToBaanceb/d 15,000 | Dec.31 | ByDepreciationAlc 5,000
" 31| ByBdancecd 10,000
15,000 15,000
2018 2018
Jan. 1 | ToBaanceb/d 10,000 | Dec.31 | ByDepreciaionAlc 5,000
" 31| ByBankAlc 1,000
By Baancec/d 4,000
| 10,000 10,000
Balance Sheet as on December, 31, 2015
Rs.
Machinery 22,000
Add: Erectioncharges 3,000
25,000 |
Less: Depreciation 5,000 20,000
Balance Sheet as on December, 31,2016
Machinery 20,000
Less: Depreciation 5,000
15,000

Depreciation
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Balance Sheet ason December, 31,2017

Machinery 15,000
Less: Depreciation 5,000
10,000

Balance Sheet ason December, 31,2018

Machinery 10,000
Less: Depreciation 5,000
5,000
Less: Sale proceeds 1,000
4,000
Less: Writeoff 4,000

In practice, the purchase and sal e of an asset, isacontinuousexercise. Hence, you
should know how the cal cul ation of depreciationwill bemadeinsuch stuationsand
thetransactionsrecorded inthe concerned asset account. Look at illustration 2 and
study how the asset account appearsin such Situations.

[llustration 2

Arivind & Co. purchased aplant worth Rs. 2,00,000 on January 1, 2017. On June
30, 2017 an additiona plant wasbought for Rs. 50,000. On December 31, 2018 a
part of the plant bought on January 1, 2017 costing Rs. 4,000 was sold for Rs.
3,000.

Prepare Plant and Machinery Account for years 2017 and 2018 providing
depreciationsat 10% per annum on fixed instalment method. The accounts are
closed on December 31, every year.

Solution: {
Plant and M achinery Account
Dr. Cr.
2017 2017
Rs. Rs.
Jan.1 |ToBankAlc 2,00,000 ([Dec.31 |ByDepreciationAlc 22,500
Jan.1 |ToBankA/c(erectioncharges)| 50,000 | “ 31 |ByBaancecd 2,27,500
2,50,000 2,50,000
2018
Jan.1 |[ToBaanceb/d 2,27,500 |2018
Dec.31 |ByBankAlc 3,000
“ 31 |ByDepreciationAlc 25,000
ByP& LA/c 200
By Baancec/d 1,99,300
2,27,500 2,27,500




Working Notes:

1. Depreciation for 2017 Rs.
OnRs. 2,00,000 for oneyear 20,000
(10/10,00 of 2,00,000)

OnRs. 50,000 for sx months 2,500
(10/100 x 50,000 x 6/12)
22,500

2. Depreciation for 2018
OnRs. 2,50,000 for oneyear
(10/100 of 2,50,000) 25,000

3. Losson Saleof Plant
Depreciated valueof plant sold
ason December 31, 2018
(Rs. 4,000-Rs. 800) 3,200
Less: Sale Proceeds 3,000
Losson Sale

200

Advantages

1. Itiseasly understandableandissimpletoapply.

2. Amount of depreciation doesnot vary from year to year.

3. Under thismethod the book value of asset isreduced either to zero or scrap
value asthecase may be.

4. Inthismethod deprecation charge spreadsequally over theentire period of its

anticipated workinglife. Therefore, itisconsidered particularly suitablefor
those assets which get depreciated more on account of |apse of time such as
lease-hol ds, patentsetc.

Disadvantages

1.

It does not reflect the correct charge on account of depreciation when the
effective utilisation of the asset variesfrom year to year.

It does not recognisethereality that as an asset becomes ol der, the amount
spent for repairs and renewa sgoeson increasing. It iscommon knowledge
that when the asset isbrand new, repair bill would be either nil or very small.
But, asthemachineis progressively subjected to wear and tear, therepairshill
would increase considerably. Thus the combined charge on account of
depreciation and repairswill not beuniform throughout thelife of theasset. The
increasing repairshill unjustifiably burdenthelater yearsof asset lifewith heavier
combined charges.

It doesnot takeinto account theloss of interest on the money invested inthe
asset. Certain other methods (annuity method) while cal culating depreciation
also takeinterest aspect into account.

8.8.2 Diminishing Balance Method

Under thismethod, though therate of depreciationisfixed, itiscaculated onthe
written down val ue of the asset. Consequently the amount of depreciation to be

Depreciation
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charged goes on reducing from year to year. For example, amachinewas purchased
onJanuary 1, 2016 for Rs. 10,000. It isto be depreciated at 15% per annum under
the diminishing balance method. In thiscase, the depreciation for 2016 would be
Rs. 1,500 (15% of 10,000), for 2017 it would be Rs. 1,275 (15% of 8,500), and
for 2018it would work out asRs. 1,084 (15% of 7,225). Thusyouwill noticethat
the annual depreciation goes on reducing. Hence, it is also known as ‘reducing
instalmet method’. This method is considered better than the fixed instalment method
because with reducing instal ments of depreciation the combined effect of repairs
and depreciation will bemore or lessuniform throughout thelife of the asset.

Look at illustration 3 and see how the amount of depreciation iscomputed every
year and recorded in the concerned asset account.

[llustration 3

Kishore Ltd. purchased atractor costing Rs. 1,00,000 on January 1, 2014. The
rate of depreciation to be charged wasfixed at 20% per annum. Write up Tractor
Account for fiveyearsending December 31, 2018, under diminishing baancemethod.

Tractor Account
Dr. Cr.
2014 2014
Rs. Rs.
Jan.1 | ToBankA/c 1,00,000 | Dec. 31| ByDepreciationA/c | 20,000
Dec. 31| ByBaancec/d 80,000
1,00,000 1,00,000
2015 2015
Jan.1 | ToBankA/c 80,000 [ Dec. 31| ByDepreciationA/c | 16,000
Dec. 31| ByBaancec/d 64,000
80,000 80,000
2016 2016
Jan.1 | ToBankA/c 64,000 [ Dec. 31| ByDepreciationA/c | 12,800
Dec. 31| ByBaancec/d 51,200
64,000 [ 64,000
2017 2017 |
Jan.1 | ToBankAl/c 51,200 | Dec. 31| ByDepreciationA/c | 10,240
Dec. 31| ByBaancec/d 40,960
51,200 51,200
2018 2018 |
Jan.1 | ToBankAl/c 40,960 | Dec. 31| ByDepreciationA/c | 8,192
Dec. 31| ByBaancec/d 37,768
40,960 40,960

Now look at illustration 4. It deal with the situation when additionsand disposas
are madeduring the course of the year and apart of the asset isreplaced.



[llustration 4

Harinath purchased on January 1, 2016, aplant for Rs. 50,000. On July 1, 2016 an
additional plant worth Rs. 20,000 was purchased and on July 1. 2017, the plant
purchased on January 1, 2016 having become obsoleteis sold of f for Rs. 20,000.
OnJuly 1, 2018, anew plant was purchased for Rs. 60,000 and the plant purchased
onJuly 1, 2016 was sold for Rs. 15,000. Depreciation isto be provided at 10%
p.a onthewritten down value every year. Show the Plant Account.

Plant Account

Dr. Cr.
2016 2016
Rs. Rs.
Jan.1 |ToBankAlc 50,000 | Dec. 31| ByDepreciationAlc 6,000
Jan.1 |ToBankA/c (erection charges) 20,000 “ 31| ByBaancecd/d 64,000
70,000 70,000
2017 2017
Jan.1 | ToBaanceb/d 64,000 | July,1 | ByBankAlc 20,000
Dec.31| ByP& LA/c 22,750
(lossonsae)
Dec. 31| By DepreciationAlc 4,150
Dec. 31| ByBalancec/d 17,100
64,000 64,000
2018 2018
Jan.1 | ToBaanceb/d 17,100 | July,1 | ByBankA/c 15,000
Jan.1 | ToBankA/c 60,000 | Dec.31| ByP& LA/c 1,245
(lossonsae)
Dec. 31| ByDepreciationAlc | 3,855
Dec. 31| ByBalancecd/d 57,000
77,100 77,100
Working Notes:
1. Depreciationfor 2016 Rs.
10% on Rs. 50,000 for one year 5,000
10% on Rs. 20,000 for six months 1,000
6,000
2.  Depreciation for 2017
10% on Rs. 45,000 for six months 2,250
(upto June 30, 2017)
10% on Rs. 19,000 for one year 1,900
4,150

Depreciation
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3. Losson plant sold on July 1, 2017

Depreciated valueason 2017

50,000 — 5,000 — 2,250 42,750
Less: Sale proceeds 20,000
Lossonsale 22,750

4.  Depreciation for 2018

10%on Rs. 17,100 for six months 855
10% on Rs. 60,000 for six months 3,000
3,855

5. Losson plant sold on July 1, 2018

Depreciated valueason 1.7.2018

20,000 — 1,000 — 1,900 — 855 16,245

Less: Saleproceeds 15,000

Lossonsale 1,245
Advantages

Thismethod isa so simpleto understand and easy to follow, though cal cul ation of
depreciationisdightly complicated. It ensuresafairly even chargeto Profit and
L ossA ccount on account of both depreciation and repairs. Thisispossible because
theamount of depreci ation decreases year after year whilethe chargefor repairs
goesnincreasing year after year.

Disadvantages

Oneof theimportant limitations of thismethod isthat the value of an asset cannot be
brought down to zero. Hence, even after the asset is put out of use it may have
certain book value. Thismethod aso doesnot takeinto account theloss of interest
onthemoney investedintheasset. Thedetermination of asuitablerateof depreciation
isasodifficult under thismethod. Theformulageneraly usedfor thispurposeisas
follow:

Rate of Depreciation=1-n M
Original Cost

Thislooks quite complicated as compared to the fixed installment method. This
method isconsidered suitablefor assetslike plant and machinery wheretherepairs
areinggnificantinearlier yearsbut increaseconsderably inlater years. It ispopularly
known as ‘written down value method’ because the depreciation is computed on
thewritten down valueevery year. There are however, other methods of computing
depreciation under the diminishing balance method such as ‘sum of year digits
method’ and ‘double declining balance method’. These are also called accelerated
depreciation method, because under al these methods theamount of depreciation
chargedin earlier yearsismore compared to that of thelater years.



8.8.3 Difference between Fixed Instalment M ethod and
Diminishing Balance Method

Thedifference between thefixed instalment method and the diminishing balance

method can besummarised asfollows:

Fixed | nstalment M ethod

Diminishing BalanceM ethod

1.

Depreciationiscalculated on
theorigind cost

Depreciationiscaculated written down
vaue

2. Depreciationingamentis Deypreciation instal ment goeson reducing
thesameevery year. every year.

3. Thebaanceintheasset Thebaanceintheasset account will never
account will reducetozeroat | reduceto zero.
theexpiry of theworkinglife
of thereduceto zero. asset.

4.  Thecombined cost on account | The combined cost on account of
of depreciationand repairsis | depreciation and repairsismoreor less
low duringtheinitial yearsand | equal throughout.
highduringlater years.

5. Cdculationof therate of Calculation of therate of depreciationis
depreciaioniseasy. difficult

6. Itissuitablefor assetswhich Itissuitablefor assetswhich require heavy
get depreciated moreon repairsinlater yearsof their workinglife.

account of theexpiry of time

Check Your ProgressB

1.

List thefactorsinfluencing theamount of depreciation.

Satewhether thefollowing statementsare True or False.

i)  Depreciationisatemporary changeinthevaueof an asset.

i)  Whileca culating depreciation, the scrap value (sal vage va ue) must be

taken into account.

i)  Under fixed instalment method of providing depreci ation the combined
effect of repairsand depreciation isuniform over theyear

Depreciation
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iv)  Under thediminishing balance method it would be possibleto reduce the
value of an asset to zero.

V) Theinterest involvedintheinvestment on assets purchased isignored
under both thefixed insta ment and the diminishing balance methods.

Vi)  WhenaProvisionfor Depreciation Account ismaintained, theasset is
shown at theoriginal cost in the Balance Sheet

8.8.4 Change of Method

Sometimesafirm may decideto change the method of depreciation it had adopted
e, it may changethemethod of depredi ationfromfixed ingtd ment method to reducing
instalment method or vice versa. If it decides to implement the change with
prospective, effect, thereisno problem because no adjustment isnecessary in respect
of depreciation chargedin earlier years. All that isnecessary isto chargedepreciation
from that year onwards according to the new method decided.

However, whenit isdecided to change the method with retrospective effect i.e.,
with effect from aprior date (usually from the date of acquisition of an asset) it
would be necessary to adjust the depreciation chargedtill date. Supposeafirmwas
depreciating itsmachinery under the fixed instalment method during the past three
years. It hasnow decided to changethe method to written down value method with
retrospective effect. In such acase it would be necessary to take the following

sieps.

1. Cadculatetheamount of depreciation aready charged till the date of change
according to old method.

2. Cdculatetheamount of depreciation that would have been charged under the
new method now proposed to be adopted.

3. If theamount of depreciation under the new method is morethan what was
charged under the old method, such difference should be credited to the asset
account in current year and debited to the Profit and LossAccount.

4. If, ontheother hand, theamount of depreciation under the new methodisless
than what was charged under the old method such adifference should be debited
to theasset account in current year and credited to the Profit and L ossAccount.

5. Asthedifferencein depreciation amount isadjusted to the current val ue of
asset intheasset account, the asset account will appear a itsnew value, from
the date of change and depreciation will be charged according to the new
method in subsequent years.

Look at illustration 6. It will help you to clearly understand the procedureto be
followed when achange of method isdesired with retrospective effect.

[llustration 5

Sharat & Sonspurchased acar for Rs. 1,00,000 on January 1, 2015. Thecar was
depreciated at 10% under thewritten down value method. On Januaryl, 2018 they
wanted to change the method of depreciation from reducing instalment method to
sraight line method without & changing therate. Show the asset account from 2015
to 2018.



Solution:
Car Account
Dr. Cr.
2015 2015
Rs. Rs.
Jan.1 |ToBankA/c 1,00,000 | Dec. 31| ByDepreciationA/c | 10,000
Dec. 31| ByBalancec/d 90,000
1,00,000 1,00,000
2016 2016
Jan.1 |ToBankAlc 90,000 | Dec. 31| ByDepreciationA/c | 9,000
Dec. 31| ByBalancecd/d 81,000
90,000 [ 90,000
2017 2017
Jan.1 |ToBankA/c 81,000 | Dec. 31| ByDepreciationA/c 8,100
Dec. 31| ByBaancec/d 72,900
81,000 | 64,000
2018 2018
Jan.1 |ToBankAlc 72,900 | Dec. 31| ByP& LA/c(diff.) 2,900
Dec. 31| ByDepreciationA/c | 10,000
Dec. 31| ByBaancec/d 60,000
72,900 [ 72,900
2019
Jan.1 |ToBadanceb/d 60,000
Notes: 1. If thefirmhadfollowed thefixedinstament method right fromthe

beginning (1.1.2015), thevaueof car ason 1.1.2018 would beRs.
70,000 worked out asfollows:

Rs.

Origind cost 1,00,000

Less. Depreciationfor years 30,000
at Rs. 10,000 p.a. (10% of 1,00,000)

Valueof Car ason 1.1.2018 70,000

But from the Car Account you find that theopeningbalanceon 1.1.2018
iISRs. 72,900. Thismeansthat under thewritten down vauemethod
the amount of depreciation charged during thethreeyearswasRs.
27,100 (1,00,000 — 72,900) as against Rs. 30,000 required under
thefixed instalment method. Hence. the difference between thetwo
amounts i.e., Rs. 2,900 (30,000 — 27,100) must be charged as
additional depreciation so asto adjust the asset account.

Depreciation
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2  Thedepreciationto becharged for theyear 2018 would be Rs. 10.000
i.e,, 10% on Rs. 1,00,000 as required under the fixed instalment
method. From this year onwards Rs. 10,000 will be charged as
depreciation every year.

89 LETUSSUM UP

Depreciation isapermanent and gradua diminutionin theval ueof an asset caused
by usage and effusion of time.

It representsthe expired cost of afixed asset which mist be charged to the Profit
and LossA ccount and deducted from thevalue of the asset concerned Unlessitis
so treated, the Profit and LossAccount will not show true profit or tossfor theyear
and the Balance Sheet will not reflect the correct financia position. Theamount of
depreciation to be charged is determined by taking into account: (i) the cost of
asset, (i) theestimated useful life, and (iii) theestimated salvageval ue.

Thereareessentidly two methods of recording the depreci ationin booksof aaccount
(1) By maintaining aProvis onfor DepreciationAccount, and (i) Without maintaining
aProvisonfor Depreciation Account.

When aprovisonfor DepreciationAccount ismaintained thedepreciationiscredited
to thisaccount from year to year. Itsaccumul ated bal anceistransferred to the asset
account only at theend of thelife of the asset or when the sameissold. But when
provision for Depreciation Account-isnot maintained, the depreciationisdirectly
credited to theasset account every year. Of course, in the Balance Sheet the asset
will dwaysbe shown at the depreciated value.

Therearevarious methods of cal culating theamount of depreciation. Of these, the
two most common methodsare: (i) fixed instalment method, and (ii) diminishing
bal ance method, Under thefixed instalment method an equal amountischarged as
depreciation year after year while under the dimini shing balance method theamount
of depreciation goeson reducing year after year. Both havetheir meritsand demerits.
But, the dimini shing balance method is consi dered better because the combined
cost on account of depreciation and repairsisuniformly distributed over theworking
lifeof anasset. Although theamount of depreciation under thesetwo methods differ,
the method of recording it inthebooksof account isthe same.

Sometimes, a concern may decide to change the method of depreciation. If the
changeisto takeeffect from current years, it doesnot involve much problem. But if
itiswith retrogpectiveeffect, it would requirethe ca cul ation of depreciation according
to both themethodsand thedifferencewill haveto be adjusted beforethe depreciation
cap be charged according to changed method.

810 KEY WORDS

Amortisation: Writing off theexpired cost of anintangible asset.
Depr eciation: Permanent and gradua diminutioninvalueof afixed asset.
Obsolescence: Becoming out of date, acausefor depreciation in value of asset.

Residual Value: Expected redisableamount, whenthe asset is sold out at theend
of itsuseful life.



SalvageValue: Sameasresidual or scrap value. Depreciation

Written Down Value: Book va ueof an asset after deducting depreciation from
theorigina cost. It isalso caled depreciated value.
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8.12 ANSWERSTO CHECK YOUR PROGRESS
A 3. i)Fdseii) Trueiii) Trueiv) Falsev) Fase vi) Falsevii) Faseviii) True
B 3. i)Fdseii)Trueiii) Falseiv) Fasev) True vi) False.

8.13 TERMINAL QUESTIONSEXERCISES

Questions

1. Define depreciation. Distinguish it from depletion, amortisation and
obsol escence.

2. Explaintheneed and significance of depreciation. What factors should be
considered for determining the amount of depreciation?

3. Enumeratethe methodsof cal culating depreciation. Discussthe advantages
and disadvantages of fixed instalment method.

4. What arethemeritsand demeritsof written down va uemethod? Digtinguishiit
fromthe straight linemethod.

5. Describethe methods of recording depreciationin booksof account. How is
thebalance of the Provisionsfor Depreciation Account showninthe Baance
Sheet?

Exercises

1, A coldstorage plant was purchased on July 1, 2016 for Rs. 1,00,000. Show
theV plant Account under (a) the Straight Line Method and (b) the..Written
DownVaueMethod. Rate of depreciation charged is20%. What istheba ance
of plant at theend of thethird year?

(Answer : Baanceat the end of thethird year (a) under Straight Line Method
Rs. 40,000; and (b) under Written Down Value Method: Rs. 51,200). 23
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Suresh purchased plant and machinery for Rs. 50,000 on July 1, 2014. The
asset wasto be depreciated at therate of 10 per cent per annum on written
down vauebasis. Themachinery was sold on January 1, 2018 for Rs. 32,000.
Write up Machinery Account assuming accounting year to end on December
3levery year.

(Answer: Losson sdeRs. 2,627)

On 1-8-2016, amachine was purchased by amanufacturing concernfor Rs.
60,000 and it spent for itsoverhaul andingtdlation Rs. 10,000. Itseffectivelife
was estimated to beten yearsand resdud vaueat theend of itslifetimewas
estimated to be Rs. 10,000. Show MachineAccount for thefirst threeyears
assuming that theconcern decided to depreciateit under thefixedinsta ment
method. Theaccounting year endson December 31.

(Answer: Balanceof MachineAccountsason January 1, 2019: Rs. 55,000)

Ashok Ltd hasbought machinery for Rs. 1,00,000including aboiler worth Rs.
10,000. The Machinery Account has been credited for depreciation on the
written down value method for the past four yearsat therate of 10%. During
thefifth year the boiler became usel ess on account of damageto someof its
vital parts; thedamaged boiler issold for Rs. 5,000. Write up the M achinery
Account.

(Answer: Losson sdeof machinery Rs. 1,561; Baance of Machinery Account
asat theend of fifth year Rs. 59,049.)

Navrang & Co., whose accounting year is the calendar year, purchased
machinery costing Rs. 60,000 on July 1, 2016. It purchased further machinery
on September 1, 2016 costing Rs. 30,000. On January 1, 2018 one-third of
theMachinery installed on June 1, 2016 became obsol ete and was sold for Rs.
5,000. Depreciationisbeing written off on fixed instal ment system, at 10%
per annum. Prepare the machinery account aswoul d appear inthe ledger of
the company for the years 2016, 2017 and 2018.

(Answer: Baance of Machinery Account ason January 1, 2019 : Rs. 53,000).

On October 1, 2016 Raghavan & Sons purchased machinery for Rs. 30,000
and spent Rs. 3,000 oningtallingit. On January 1, 2017, thefirm purchased
another machinery for Rs. 20,000. On June 30, 2018 themachinery purchased
onJanuary 1, 2017 wassoldfor Rs. 16,000 and on the same date afresh
plantwasinstaledat acost of Rs. 25,000.

The company writesoff 10% depreciation on the dimini shing balance method.
The accountsare closed every year on December 31. Show the Machinery
account for theyears 2016, 2017 and 2018.

(Answer : Balance of Machinery Account ason January 1, 2019: Rs. 39,950)

OnJduly 1, 2015, acompany purchased aplant for Rs. 2,00,000. Depreciation
was provided at 10% per annum on straight line method on December 31,
every year. With effect from January 1, 2017 the company decided to change
themethod of depreciation to diminishing balance method @ 15% per annum
with retrospective effect. On July 1, 2018, the plant was sold for Rs. 1,20,000.
Prepare Plant Account from 2015 to 2018).

(Answer : Losson saleof plant: Rs. 3,637.



8.  Work out problem No. 7 assumingthat (a) the asset was originally depreciated
onwritten down valuemethod at 20% and that (b) now it isdesired to change
the method to fixed instalment method with retrospective effect, rate of

depreciation remaining same.

(Answer: Profit on saleof plant Rs. 40,000).

Note:

These questionswill help you to understand the unit better. Try to
write answersfor them. But, do not submit your answersto the
University for assessment. Thesearefor your own practiceonly.

Depreciation
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9.0 OBJECTIVES

After sudying thisunit, youwill beableto:

e explainthepurposeof preparingfina accounts;

e prepareatria baancefromagivenlist of balances;

e preparetrading and profit and loss account;

e preparebalance shest;

e  prepare manufacturing account and cal cul ate cost of goods produced; and

e presentthefind accountsin vertica form.

91 INTRODUCTION

You know that thefind accountsare primarily prepared for ascertaining theoperationd
result and thefinancia position of thebusiness. They consist of (1) Profit and Loss
Account, and (ii) Balance Sheet. The Profit and LossAccount reveal sthe profit
earned or lossincurred (operationa result) during the accounting year and theBalance
Sheet indicatesthefinancid position asat theend of theyear. Inthisunit, you will
learn about the basic framework of final accountsincluding their presentationin
vertica form.




9.2 FINAL ACCOUNTSAND TRIAL BALANCE

You know final accountsare prepared with the help of aTrid Balancewhich shows
all theledger balances asat theend of an accounting period. Generally, whenyou
areasked to preparefina accounts, you aregiven aproperly prepared Trial Balance
and you haveno difficulty inidentifying theitemsof incomes, expenses, assets, and
liabilities. But, sometimesyou may not begiven aproper Trial Balance. You may
amply beasked to preparethefind accountsfromthelist of closing balancesextracted
from the booksof somefirm. Insuch astuation, it will behelpful if youfirst prepare
theTria Balanceand then thefina accounts. Henceit isimportant that you should
know how to preparethe Tria Baancefromagivenlist of balances.

Normally when aTria Balanceisto be prepared, you havefull details of ledger
accountswith you. You can easily ascertain whether aparti cular account hasadebit
balance or acredit balance, and preparethe Trial Balancewithout any difficulty.
The problem ariseswhen you aregiven alist but it isnot indicated whether the
account hasadehit balance or acredit balance. Under such asituation youwill have
to determinethe nature of each balance beforeyou preparethe Tria Baance. Inthis
exercise, your knowledgeof rulesof debit and credit will helpyou. For exampleyou
know that in case of nomina accountsall expenses and losses are debited and dll
incomesand gainsarecredited. Similarly, you know therulesfor rea and personal
accounts according to which the account of assetslike cash, machinery debtors,
etc. will show debit balanceswhile accountslike capital, creditors, etc. will show
credit balances. For convenience however, afew guiddines should help you. They
are

a) All accountsof expenses(including purchases) and losseswill bedebit ba ances.
b) All accountsof Income (including sales) and gainswill becredit balances.

c) All accountsof assetswill be debit balances.

d) Allaccountsof liabilitieswill becredit balances.

e) Capital Account will normally beacredit balance.

f)  DrawingsAccount will beadebit balance.

However, the problem may arise with regard to someitemslike rent, discount,
commission andinterest asthey can beexpensesaswell asincomes. In such cases,
the nature of thebalanceisusually indicated by mentioning (Dr.) or (Cr.) against
each item, or the word ‘received’ or “paid’ is written after each item. This helps you
totreat theitem correctly. But, if thereisonly oneitem for whichno suchindication
isgiven you can proceed with the preparation of Trial Balance and work out the
totalsof both the columns. Youwill find that thetotal of onecolumnwill belessthan
theother. Thismeansthat the unidentified balance pertainsto thecolumnwhichis
short. For example, thereisanitem of commission of Rs. 300 appearinginthelist of
balancesand it isnot indicated whether it ispaid or received. When you preparethe
Tria Baanceyou will find that the debit total isshort by Rs. 300. Thiswould mean
that the CommissionAccount hasadebit balance. Now if you show it assuchinthe
Trid Baance, itwill taly.

Look at illustration 1 and see how the Trial Balance hasbeen prepared fromagiven
list of balanceswherethe nature of each balance hasnot been indicated.

Final Accounts-|
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[lustration 1

PrepareaTrial Baancefrom thefollowing bal ances extracted from the books of
Sudhakarason March 31, 2018.

Rs. Rs.
Opening Stock 40,000  Drawings 10,000
Purchases 4,10,000 Wages 7,300
Sdes 4,29,000 Sdaies 11,000
Purchases Returns 1,250 Outstanding Expenses 1,000
SdesReturns 2,500  Prepaid Expenses 750
Carriage Inwards 1,500 Postage 900
Carriage Outwards 2,500  Discount Received 375
Bank Overdraft 21,000  DiscountAllowed 1,000
Cash 4,000 BadDebts 750
Capitd 1,27,750  Sundry Debtors 1,00,000
Sundry Creditors 37,500 Interest 3,500
Loans 41,375  Interest Received 300
Investments 10,000  Provisonfor Bad Debts 1,750
Accrued Income 600  Furniture& Fixture 7,500
Machinery 47,500
Solution:
Trial Balanceto Sudhakar ason March 31, 2018
Particulars Dr. Cr.
Balances Balances
Rs. Rs.
Opening Stock 40,000
Purchases 4,10,000
Sdes 4,29,000
Purchases Returns 1,250
SdesReturns 2,500
Carriage Inwards 1,500
Carriage Outwards 2,500
Bank Overdraft 21,000
Cash 4,000
Capital 1,27,750
Sundry Creditors 37,500
Loans 41,375
Investments 10,000
Accrued Income 600
Machinery 47,500
Drawings 10,000
Wages 7,300



Sdaies 11,000

Outstanding Expenses 1,000
Prepaid Expenses 750

Postage 900

Discount Received 375
Discount Allowed 1,000

Bed Debts 750

Sundry Debtors 1,00,000

Interest 3,500

Interest Received 300
Provisonfor Bad

Debts 1,750
Furniture& Fixture 7,500

Totd 6,61,300 6,61,300

Inillugtration 1, the Tria Bdancehastdliedi.e, thetotal of debit baancescolumnis
equd tothetota of credit balances column. Thiswould mean that each baancehas
been entered in the appropriate anount column of the Trial Balance. Thisisnot
alwaystrue. Itisquite possiblethat even whenthe Trial Balance hastallied, some
ba ances may not have been entered inthe correct columns. Look at illustration 2.
Youwill findthat the Trid Balance hastallied (thetota sof both Dr. balancesand Cr.
balancesisthesamei.e., Rs. 91,650 but there are anumber of itemswhich have
been showninthewrong columns. For example, bank overdraft which should have
been showninthe Cr. baances column hasbeen included inthe Dr. balancescolumn
and Furniture which should have appeared in Dr...ba ancescolumn has been shown
inthe Cr. balances column. So, the Trial Balance hasbeenrewrittenand al items
shown correctly. Such situation arises on account of the compensating effect of the
errorswhichisveryrare.

[llustration 2

Aninexperienced accountant provides you with thefollowing Trial Baance. Incase
youfinditto beincorrect,1 prepareit again so astoremoveits defects.

Tria Baanceason June 30, 2018

Name of Account L.F. Dr. Cr.
Balances Balances

Stock (Opening) Rs. Rs.

BuildingsBills 10,500

Payable Bank 31,500

Overdraft 1,800

Capitd 1,500

Furniture 45,000

Discount Allowed 12,000

Sdes 90

Loanfrom Suresh 39,000
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Carriage Inwards 2,400

BillsRecaivable 270 3,000
Purchases 24,000
Sdaies 3,300
Investments 3,000

Interest on Investments 1,650
ReturnsInwards 900

Returns Outwards 300

Insurance Premium 360

Interest on Loan 30

Advertisement 1,200
Drawings 1,500
Totd 91,650 91,650
Solution:

Revised Trial Balance ason June 30, 2018

Name of Account L.F. Dr. Cr.
Balances Balances
Rs. Rs.
Stock (opening) 10,500
Buildings 31,500
BillsPayable 1,800
Bank Overdraft 1,500
Capitd 45,000
Furniture 12,000
Discount Allowed 90
Sdes 39,000
Loanfrom Suresh 2,400
Carriage Inwards 270
BillsReceivable 3,000
Purchases 24,000
Sdaies 3,300
Investments 3,000
Interest oninvestments 1,650
ReturnsInwards 900
Returns Outwards 300
Insurance Premium 360
Interest on Loan 30
Advertisement 1,200
Drawings 1,500
91,650 91,650




Check Your ProgressA

1) Mentionagainst eachitemwhether it will generally show adebit balanceor a
credit balance.

ltems Nature of Balance
Dehit or Credit

i) SdesReturns

i) Carriagelnwards
i) Carriage Outwards
iv) Capitd

V) Lossbyfire

Vi) Overdraft

vii) Drawings

Vi) ReturnsOutwards
ix) BillsRecaivable
X)  Goodwill

xi) RentPad

xii) Commission RecelvedinAdvance

9.3 TRADINGAND PROFITAND LOSSACCOUNT

You know theProfit and LossAccount isprepared for ascertaining the profit or loss
of thebusiness. Thisisworked out intwo stages. Inthefirst stage, wework out the
gross profit or grosslossand inthe second stage, the net profit or net loss. Hence,
theprofit and LossAccount isdivided into two sections. Thefirst sectioniscalled
Trading Account. It revealsthe grossprofit or grossloss. The second sectionis
called Profit and LossAccount which showsthe net profit or net | oss.

9.3.1 Trading Account

Asdtated above, the Trading Account is prepared for ascertaining the gross profit
or grossloss. Thegrossprofitisdefined asthe excess of salesrevenueover cost of
goods sold. Thiscan be presented intheform of an equation asfollows.

Gross Profit = Net Sales — Cost of Goods sold
Where )  NetSales =Total Sales — Sales Returns
i) Cost of Goods Sold = Opening Stock + Net Purchases
+ Direct Expenses — Closing Stock

You know the terms ‘Opening Stock’ and *Closing Stock’ refer to the value of
unsold goodsasat the beginning of the year and at the end of the year respectively.
Such stock may a soinclude the semi-finished goods and raw materials. In order to
arrive at the cost of goods sold. the opening stock isadded to the net purchases
while the closing stock is deducted. The term ‘Direct Expenses’ refer to those
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expenseswhich areincurred on the goods purchased till they are brought to the
place of businessfor sale Theseinclude expenses such asfreight, insurance, import
duty, dock dues, clearing charges, octroi duty, carriage, cartage, etc. The
administrative expenses, selling and distribution expenses, interest paid, etc. are
termed asindirect expenses and therefore, are excluded from the cost of goods
sold.

Look at illustrations 3 and 4 and study how Cost of Goods Sold and the Gross
Profit arecomputed.

[llustration 3

Thefollowing figureshave been extracted from the books of afirm. Calculatethe
Cost of Goods Sold.

Rs.
Stock ason 1.1.2018 1,00,000
Purchasesfor 2018 15,00,000
Purchases Returns 40,000
Carriage Inwards 20,000
Octroi 80,000
Freight 15,000
Stock ason 31.12.2018 1,70,000
Solution:
Opening Stock 1,00,000
Add: Net Purchases
(PurchasesRs. 15,00,000
Purchases Returns Rs. 40,000) 14,60,000
CarriageInwards 20,000
Octroi 80,000
Freight 15,000
16,75,000
Less: Closing Stock 1,70,000
Cost of Goods Sold 15,05,000
Hustration 4

On January 1, 2018 afirm had stock of goodsvalued at Rs. 20,000. During the
year thefollowing transactionstook place.

Rs.
Sdes 5,00,000
Purchases 3,00,000
Carriage Inwards 3,000
Freight Inwards 5,000
SdesReturns 10,000
Clearing charges 22,000
Purchases Returns 5,000

Theclosing stock of goods on December 31, 2018 isRs. 40,000.
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Rs. Rs.
Sale 5,00,000
Less Sdes Returns ﬂ
Net Sales 4,90,000
Less: Cost of Goods Sold
Opening Stock 20,000
Add: Purchases 3,00,000
3,20,000
Less: Purchases Return 5,000
3,15,000
Add:
Carnagelnwards 3,000
Freight Inwards 5,000
Clearing Charges 22,000
3,45,000
Less: Closing Stock 40,000
3,05,000

GrossProfit 1,85,000

Form of TradingAccount : The Equationfor GrossProfitisalsoknownasTrading
Account Equation. Thisequation formsthebasisof preparing the TradingAccount.
The Trading Account, like any other account in the ledger, has two sides—debit and
credit. Theopening stock,purchases (lessreturns) and al direct expensesareshown
onthedebit side of the Trading Account while sales (lessreturns) and the closing
stock onthecredit side. Thegross profit appearsasthelast item onthe debit side
which, infactisthe excess of thetotal of credit sideover thetotal of debit side. If
however, thetotal of the debit side exceedsthetotal of thecredit side, it will be
treated asgrossloss. Thisisshown asthelast item on the debit side of the Trading
Account. Thegrossprofit/grosslossthusworked out istransferred tothe Profit and
LossAccount. Look at the Figure 9.1 for theform of TradingAccount.

Fig.9.1
Form of TradingAccount

TradingAccount of
(Day, Month and Year)

Dr. Cr.
Particulars Amount [Amount | Particulars Amount | Amount
Rs. Rs. Rs. Rs.

ToOpeningock | ... BySdes ...
ToPurchases .. Less. SdesReturns ...

LessPurchasesReturns .| .. -
ToDirect Expenses(specifyindividudly) — | ... ByclosngStock | ...
To GrossProfit

(TranderredtoProfit | ...

andLossAccount) | .| ..
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Based onthedatagiveninillustration 4, the Trading Account will be prepared as

follows.
TradingAccount of . ...
for theyear ending December 31, 2018

Dr. Cr.
Particulars Amount | Amount| Particulars Amount | Amount

Rs. Rs. Rs. Rs.
To Opening Stock 20,000( By Sales 5,00,000 Rs.
To Purchases 3,00,000 Less Returns 10,000 [ 4,90,000
Less: Returns 5,000 | 2,95,000
To CarriageInwards 3,000( By Closing Stock 40,000
ToFreight 5,000
To Clearing Charges 22,000
To Gross Profit 1,85,000

(Transferredto (P& L A/c)
5,30,000 5,30,000

Somel mportant Points

1

Purchases: Thisitem refersto the goods purchased for resaleand includes
both cash and credit purchases. The purchases of assets which aremeant for
permanent usein businesssuch asmachinery furniture, etc., arenot includedin
the purchases. Theamount taken to TradingAccount will bethe net amount of
purchases (after deducting purchasereturns/returnsoutwards.) If the proprietor
hastaken away some goods from the businessfor hispersona use, thesame
should also be deducted from thetota purchases.

Sales: It includes both cash and credit salesof goods and refers to the net
amount of sales (after deducting salesreturns-returnsinwards). Salesof old
furniture, car, machinery, etc. arenot included inthe sales. Smilarly, salesof
old newspapersetc. are also excluded from sales. Such itemsare shown as
miscellaneousincomein the Profit and LossAccount.

Wages. Wages are usually treated as adirect expense and so showninthe
Trading Account. Thedifficulty ariseswhen wages are clubbed with salaries
(an indirect expense) and the Trial Balance includes a single amount for “Wages
and Salaries’. In such a situation, the amount may be shown in the Trading
Account. Itisbased on the assumption that theitem includesthe salaries of the
supervisory staff inthefactory itself. But, if theitemintheTrial Balancereads
‘Salaries and Wages’ it will be taken to the Profit and Loss Account on the
assumption that theitem includes wages of the office staff only. It should be
noted that wages paid in connection with the purchases of fixed assets or the
construction of building should not be charged to Trading Account. They areto
beincluded inthecost of the concerned fixed asset. Thereisanother important
asgpect inrel ation to wageswhich must beclarified. If aManufacturing A ccount
isprepared the wages paid to the factory labour isdebited to Manufacturing
Account about whichyouwill learnlater inthisunit.



4. Freght, Carriageand Cartage: When paidin connection with purchases of
goods, they are showninthe Trading Account. Such freight and carriage are
also termed as “Freight Inwards’ and ‘Carriage Inwards’ respectively. ‘Freight
Outwards’ and ‘Carriage Outwards’ relate to sales and therefore taken to the
debit of Profit and LossAccount.

5. Royalties: Royaltiesrefer to the payments madefor the use of copyright or a
patent. Theamount of royalty isgenerally based on the quantity produced. It
IS, therefore, treated asadirect expense and charged to Trading Account. But
if itisca culated onthebasisof quantity sold asin case of books, itisshownin
the Profit and LossAccount. Royaltiesare a so paid to the Government for
extraction of mineralssuch ascoa, diamond, gold, etc. Thesearechargedto
the Profit and LossAccount of themining companies. You will learn about the
accounting of such royalties|ater under aseparate course.

9.3.2 Profit and Loss Account

After ascertainingthe gross profit by preparing the Trading A ccount, thebus nessman
proceedsto preparethe Profit and LossAccount in order to work out the net profit/
netloss. You know the net profit isthe excessof gross profit and other incomesover
theindirect expensesand losses. So, while preparing the Profit and LossA ccount,
we show gross profit and other incomes such asrent received, discount received,
commission received, interest and dividendsetc. onthe credit side, and al indirect
expensesand losses onthedebit side. Indirect expensesincluded| administrative,
selling and distribution expenses such as salaries, rent and taxes, postage and
stationery, insurance, depreciation, interest paid, officelighting, advertising, packing
carriage outwards, etc., whilelossesrefer to itemslikelossby fire, lossby theft etc.
The difference between the two sides of the Profit and Loss A ccount represent
either thenet profit or net loss. If thetota of thecredit sideishigher thanthetota of
thedebit side, thedifferenceiscalled net profit and if thedebit sidetotal exceedsthe
credit sidetotal, thedifferenceiscalled net loss. The net profit/net |ossbelongsto
theproprietor andit isthereforetransferred to his Capital Account. Look at figure
9.2. It showsvariousexpenses, losses, incomes, etc., which usualy appear inthe
Profit and LossA ccount

Fig.9.2
Profitand LossAccount .............ccoeeenn..

for the periodended .....................

Dr. Cr.
Particulars Amount | Particulars Amount
Rs. Rs.
To GrossLoss, if any, By GrossProfit, if any
(Transferred from (Transferred from
TradingAccount) TradingAccount)
ToSdaries By Interest Received
To Rent, Ratesand Taxes By Discount Received
To Postageand Telegrams By Rent Received
To Telephone Charges By Commission Received
To Printing and Stationery By Dividend Received
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ToLega Expenses By Other Incomesand Gaing|
To Insurance By Net Loss
To OfficeLighting (Transferred to
ToBad Debts Capital Account)
ToDepreciation
ToAdvertisng
To Travelling Expenses
To Carriage Outwards
To Trade Expenses
ToDiscountAllowed
To Interest Paid
To Repairsand Renewals
ToLossby Fire
To Losshby Theft
To Other Expensesand
Losses, if any
ToNet Profit
(Transferredto
Capita Account)

Notes:

1

The heading for the Profit and Loss A ccount, asin the case of the Trading
Account, indicatesthe name of the businessor proprietor and the period for
whichitisbeing prepared.

Inaddition to theitems shownintheaboveform, therearecertainitemssuch
asdepreciation, bad debts, provision for doubtful debts, interest on capital,
interest on drawings, etc., which appear in the Profit and LossAccount asa
result of the adjustment entries. We shadll discusstheminUnit 10.

Somelmportant Points

1e

Rent, Ratesand Taxes. Theseare chargeslevied by the municipal bodies
on the house property. It isacommon item of indirect expensesdebited to the
Profit and LossA ccount.

Insurance: Generadly, assetsareinsured to cover therisk of loss, say, by fire.
Premium paid to the insurance company should be treated as a business
expense. When assets such asfactory building, factory machinery, etc. are
insured, theinsurance premium should bedebited to Trading Account. If onthe
other hand, the premium is paid for insurance of assetsinthe officebuilding,
officefurniture, etc., it should be charged to Profit and LossA ccount.

Bad Debts: Bad debts denote the amount which could not berecovered from
the debtorsto whom the goodswere sold on credit. It isalossand so debited
to the Profit and LossAccount. Youwill learn more about their treatment in
Unit 9.

Depreciation: Depreciation meansdecreasein thevalue of fixed assetsdue
to normal wear and tear. You know that every fixed asset such as machinery,
furniture, vehicle, etc. depreciatesin val ueon account of itsconstant use. Such
reductionintheir vaueisalossto the businessand so charged tothe Profit and
Loss Account. If, however, a Manufacturing Account is also prepared,
depreciation on machinery and factory building ischarged tothe M anufacturing



Account, whiledepreciation on officebuilding, officefurniture, officeequi pment,
etc. ischarged to the Profit and LossAccount.

5. TradeExpenses: Thisitemrepresentsvarioussmall expensesincurredinthe
business. They are aso called General Expenses, Sundry Expenses or
Miscedllaneous Expenses.

6. Packing: The cost of packing materials such as polythene bags, wrapping
materids, etc. for ddivery isadistribution expense and hence charged to Profit
and LossA ccount. Where packing isessentia to makethe productsfit for sde
inthemarket asinthe case of cigarettes, biscuits, medicines, ail, etc. itiscalled
‘packaging’ and such expenditure is charged to the Trading Account.

7. Samples: Generally, samplesof goodsaredigtributed freeof chargetoincrease
sales. The cost of such samples should betreated asaselling expenseand so
debited to Profit and LossA ccount.

8. IncomeTax: Itisthetax payableby aperson onhisincome. Inthecaseof a
soletrading concern, thetax paid by the proprietor on the profitsof thebusiness
istreated as apersonal expense. Hence, it should be added to drawings or
directly deducted from capitdl.

[llustration 5

Prepare Profit and LossA ccount from thefollowing balance extracted from,the
books of abusinessfor theyear 2018.

Rs.
GrossProfit 1,85,000
Sdaies 20,000
Rent and Rates 5,000
Stationery 1,000
Postage 500
Insurance 2,000
Repairs 1,500
Depreciation 5,000
Advertisement 5,000
Discount (Dr.) 500
Commission of Sdesmen 5,000
Bad Debts 2,000
Losshy Fire 2,000
Interest on Investments 2,500
Profit on saleof Investments 2,000
Solution:
Profitand Loss Accountof .................
for theyear ending December 31, 2018
Dr. Cr.
Particulars Amount |Particulars Amount
Rs. Rs.
To Sdaries 20,000 |By GrossProfit 1,85,000
To Rent and Rates 5,000 (Transferred from
To Stationery 1,000 TradingA/c)
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To Postage 500 | By Interest on Investments 2,500
To Insurance 2,000 | By Profiton Saleof
ToRepairs 1,500 | Investments 2,000
To Depreciation 5,000
ToAdvertisement 5,000
To Discount 500
ToCommissontoSdesmen| 5,000
ToBad Debts 2,000
ToLossby Fire 2,000
To Net Profit

(Transferredto

Capital Account) 1,40,000

1,89,500 1,89,500

In Practice, the Trading A ccount and the Profit and LossA ccount are combined and
one account called “Trading and Profitand Loss Account’ is prepared. This account
is divided into two parts. Thefirst part showsthe Gross Profit and the second part

shows the Net Profit.

Look at illustration 6 and see how combined Trading and Profit and LossA ccount

will beprepared.
[lustration 6

Fromthefollowingfigures, prepare Trading and Profit and LossAccount of Lakshmi

& Co. for the year ended December 31, 2018.

Stock on January 1, 2018
Purchases

Commission Received
Rent, Ratesand Taxes
Saaries& Wages

Sdes

ReturnsInwards

Returns Outwards
Sundry Expenses

Bank Charges

Discount Received
Carriageon Purchases
DiscountAllowed
Carriageon Sales
Lightingand Heeting
Postage

Incomefrom Investments
CommissonPad

Interest paid on abank loan

The stock on December 31, 2018 wasvalued at Rs. 26,000

Rs.
40,000
98,000

650
8,600
12,000
1,62,100
2,400
3,000
2,500
50
750
2,000
530
1,700
2,200
300
500
1,000
550



Solution:
Tradingand Profit & LossAccount of L akshmi & Co.
for theyear ended December 31, 2018

Dr. Cr.
Particulars Amount | Particulars Amount
To Opening Stock 40,000 (By Sales 1,62,100
To Purchases 98,000 Less: Returns 2,400 1,59,700
Less: Returns 3,000 95,000 | By closing Stock 26,000
To Carriageon Purchase 2,000
To GrossProfit c/d 48,700

1,85,700 1,85,700
To Rent. Ratesand Taxes 8,600 | By GrossProfit b/d 48,700
To Sdariesand Wages 12,000 | By Commission Received 650
To Sundry Expenses 2,500 | By Discount received 750
To Bank Charges 50 | By Incomefrom Investments 500
To Discount Allowed 530
To Carriageon Saes 1,700
To Postage 300
To Commission Paid 1,000
To Interest paid onloan 550
ToLighting& Hesting 2,200
To Net Profit 21,170

50,600 50,600

9.3.3 Closing Entries

Youlearnt that all nomina accountswhich represent itemsof expensesand incomes
areclosed a theend of the accounting year by transfer to either the Trading A ccount
or the Profit and LossAccount. Thejournal entries passed for such transfer are
called closing entries. You aso know that accountsrel ating to expenses and | osses
awaysshow debit balanceswhilethose representingincomesshow credit bal ances.
In order to closean account which showsadebit balanceandisto betransferred to
the Trading Account we credit the account concerned with an amount equa toits
bal ance and debit the Trading A ccount, For exampl e, the Carriage InwardsA ccount
Showsadebit balance of Rs. 6,000. Theclosing entry for thiswill beasfollows:

Rs. Rs.
TradingAlc Dr. 6,000
To Carriage InwardsA/c 6,000

Similarly, anaccount which showsacredit balance, will beclosed by debitingit with
anamount equd to thebadanceand crediting the Trading Account or Profit and Loss
Account, asthe case may be. Theclosing entriesare passed in the Journal Proper
anditisnecessary to passsuch entriesfor preparingthe Trading and Profit and Loss
Account. Theentriesrequired for theitemswhich areto betransferredtothe Trading
Account areasfollows:
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Final Accounts 1.  TradingAccount Dr.
To Stock Account (opening)
To PurchasesAccount
To SalesReturnsAccount
To Direct ExpensesAccounts (to be credited individudly)

2.  SaesAccount Dr.
Purchases ReturnsAccount Dr.
Stock Account (closing) Dr.
To TradingAccount

Trading Account
To Profit and LossAccount
(for GrossProfit)

Note: If thereisgrossloss, theclosing entry will bejust thereverse of theabove.
Whentheclosing entry is passed for gross profit or gross|oss, the Trading Account

stands closed.
Theentriesrequired for itemsto betransferred to the Profit and LossAccount are
asfollows:
1.  Profitand LossAccount Dr.
To Expenses/LossesAccounts

(to becreditedindividualy)

2. Incomes/GainsAccounts Dr.
(to bedebited individudly)
To Profit and LossAccount

3. Profit and LossA ccount Dr.
To Capita Account
(for Net Profit)

Note: If thereisnetloss, theclosng entry will bejust thereverse of the above.

Let usseehow closing entriesfor theitemsgiveninillustration 4 will be passed.
Theseareasfollows:.

JOURNAL
Nameof Account L.F Dr. Cr.
Balances | Balances
2018 Rs. Rs.
Dec. 31| TradingAlc Dr. 1,42,400
To Opening Stock A/c 40,000
To PurchaseA/c 98,000
To SdesReturnsA/c 2,400
To CarnageInwardsA/c 2,000
(Beingdosing entry)
Dec. 31| SadesAc Dr. 1,62,100
Purchases ReturnsA/c Dr. 3,000
Closing Stock A/c Dr. 26,000
ToTradingAlc 1,91,100
40 (Being closing entry)



Dec. 31

TradingAlc Dr.
To Profitand LossA/c
(Beingtransfer of grossprofit)

Dec. 31

Profit and LossA/c Dr.
ToRent, Rates& TaxesA/c
To Sdaries&WagesA/c
To Sundry ExpensesA/c
To Bank ChargesAlc
To DiscountAllowedAlc
To Carriage OutwardsA/c
To PostageAlc
ToCommissionPaidA/c
TolInterest PaidA/c
ToLighting & HeatingA/c

(Beingdosing entry)

Dec. 31

Commission RecelvedA/c Dr.
Discount ReceivedA/c  Dr.
Incomefrominv. A/c  Dr.
ToProfitand LossA/c
(Beingdosing entry)

Dec. 31

Profit and LossA/c Dr.
To Capital A/lc
(Beingtransfer from NP)

48,700

29,430

650
750
1,500

21,170

48,700

8,600
12,000
2,500
50

530
1,700
300
1,000
550
2,200

2,900

21,170

Check Your ProgressB

1. Distinguish between Direct and Indirect Expenses.

3. Statewhether thefollowing statementsare Tr ueor False.

)

i)

i) Stock is valued at cost or market price whichever is lower

The gross profit is the difference of total sales and credit sales

Direct expenses are those expenses which are directly attributableto
purchase of goodsforresale ................coeviie veiinnnn.
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iv) Thenet profitistheexcessof grossprofit and other incomesover the
indirectexpenses and 10SSES ... .. vovvveviiiiieiie e,

V) Incometax paid in caseof aproprietary x concernischarged to Profitand
LOSSACCOUNT ...ovviiiie i e e e

Vi) Trade Expensesarecharged to Trading Account ................ceueeees
4  Fllintheblanks:

i)  CarriageOutwardsisan exampleof ................ expenses.

i)  Costof goods sold is equal to opening stock plus......... less.......... :
iii)y  Cost of samples distributed free of costare treated as ............. expenses.
iv) Alldirect expensesare debitedto ................ Account.

V) LossonAccountoftheftis.................. to Profit and Loss Account.

Vi) Wages and salariesare charged to.............co cooveeviiennnne

5 Ascertanthecost of goodssold fromthefollowing data:

Rs.
Direct Expenses 8,000
Opening Stock 12,000
Purchases 80,000
Interest Paid 500
Closing Stock 10,000

9.4 BALANCESHEET

After ascertaining the net profit or net loss by preparing the Trading and Profit and
LossAccount, thefind stepin preparing find accountsisthe preparation of Balance
Sheet. Thepurposeof Balance Sheet isto ascertain thefinancid position of abusiness
I.e., to know what the business owes and what it owns on acertain date. Henceit
showsall assetsand liabilities of the businessasat the end of the accounting year.

You know that final accounts are prepared from the Trial Balance. All items of
expense and income appearing in Trial Balance aretransferred to the Trading and
Profit and LossAcocount. Theremainingitemswhich represent theba ances of persond
and real accounts are shown in the Balance Sheet. The accounts showing debit
bal ances represent assetsand those showing credit bal ances represent liabilities.

Look at Figure 9.3 and note how variousassetsand liabilities appear inthe Balance
Shest.

ason .........eeeen.
Dr. Cr.
Liabilities Amount | Assets Amount .
Current Liabilities Rs.| Current Assets Rs.
Bank Overdraft | ......... Cashinhand | .........
BillsPayable | ......... BillsReceivdble | .........
Sundry Creditors | ......... Cashatbank | .........



Sundry Debtors | .........
Long-term Liabilities ClosngStock | .........
Loasn | .l I nvestmentsand
Mortgages | ...l Fixed Assets
Capital Balance  ..... Vehides | ...l
Add: Net Profit ... Furniture | ...
_ Plant& Machinery | .........
Less:Drawings __ ... | . Land& Buildings | ..o,
Goodwill | .l

You should know that the Bal ance Sheet isprepared to ascertain thefinancid position
at aparticular point of timeand not for aperiod. Hencethe heading of the Balance
Sheet will always read ‘Balance Sheetason .......... ‘(usually last date of the
accounting year).

Thetotal of assetsshould alwaysbe equa tothetotd of liabilities. If however, they
do not tally, it would mean that some errors have been committed while preparing
thefina acoounts. You must recheck thetrestment of dl itemsinduding thearithmetica
aspect, and make the correctionswhere necessary so that the Balance Sheet tdllies.

Assets. The term “assets’ denote the economic resources (property) of the business
andincludesall current and fixed assets. You know current assetsare those assets
which arelikely to berealised within aperiod of oneyear (or during the normal
operating cycle) and includes cash, stock, debtors, bills receivable, short-term
investments, etc. Thefixed assets, on the other hand, are those assetswhich are
acquired for usein the business over along period. They may be tangible like
machinery and furniture, or intangiblelike goodwill, patents, etc. Theassetsa so
indude certain expensesand | osseswhich have not been written of f in full. Examples
of suchexpensesare: formation expenses, expensesincurred on issueof sharesand
debentures, unwritten amount of expenditureon advertising, etc. Theseareshown
as the last item under ‘Assets’ in the Balance Sheet.

Liabilities: Theterm “liabilities” denote all claims against the assets of the business
whether those of the outsiders (creditors) or those of the ownersof the business.
The outsider’s claim may be sub-divided into (i) current liabilities, and (ii) long-term
liabilities. Theseareshown separately inthe Balance Sheet (seeFigure 9.3). The
current liabilitiesarethose obligation which arelikely to be met within oneyear (or
during thenormal operating cycle). Thelong-termligbilitiesrefer toitemlikeloans
which are not to be paid in the near future. The owner’s claim is shown as capital
after adjusting it with theamount of net profit and drawingsduring theyear.

Look at illustration 7 and see how Balance Sheet is prepared from given list of
balances.

[llustration 7

From thefollowing balances extracted from the books of Deepak Brothers, prepare
Balance Sheet ason December 31, 2018.

Rs. Rs.
Capitd 12,00,000 BillsPayable 40,000
Net Profit for 2018 6,00,000 Debtors 2,50,000
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Final Accounts Land & Buildings 7,00,000 BillsReceivable 50,000

Loan 1,60,000
Plant & Machinery 4,00,000 Bank Overdraft 20,000
(after depreciation) Cashinhand 60,000
Furniture (afterdepreciation) 50,000 LooseTools 50,000
Investment 3,50,000 Goodwill 1,00,000
Creditors 2,00,000 Closing stock 1,85,000
Trademarks 25,000
Solution:

Balance Sheet of Deegpak Brothers ason December 31, 2018

Liabilities Amount | Assets Amount

Current Liabilities Rs. | Current Assets Rs,

Bank Overdraft 20,000 | CashinHand 60,000

BillsPayable 40,000 | BillsRecavable 50,000

Sundry Creditors 2,00,000 | Sundry Debtors 2,50,000
Stock inHand 1,85,000
Investments 3,50,000

Long-term Liabilities

Loan 1,60,000

Capital Fixed Assets

Balanceason LooseTools 50,000

Jan. 1, 2018 12,00,000 Furniture 50,000

Add: Net Profit 6,00,000 |18,00,000 | Plant& Machinery 4,00,000
Land & Buildings 7,00,000
TradeMarks 25,000
Goodwill 1,00,000

22,20,000 22,20,000

Now Look atillustration 8. It showshow the Trading and Profit and LossA ccount
and the Balance Sheet are prepareed from agiven Trial Balance.

Illustration 8

Fromthefollowing Tria Balance of Gupta& Sons, prepare Trading and Profit and
LossAccount for the year ended December 31, 2018 and aBalance Sheet ason

that date.
Trial Balance
Particulars Dr. Cr.
Balances Balances
Rs. Rs.
Capitd 5,00,000
Sdes 10,00,000
SdesReturns 25,000
Purchases 5,00,000
Purchase Returns 15,000
Inventory on 1.1.2018 60,000
Land &Pilings 4,00,000
44 Plant & Machinery 2,50,000



Furniture

Weages
CarriageInwards
Carriage Outwards
Cartage

Sdaies

Loan

Debtors

Creditors
BillsRecavable
Acceptances
Genera Expenses
Rent & Rates
Investments
CashinHand
Bank Overdraft
Discount Allowed
Depreciationon
Plant & Machinery
Interest on Investments
Interest on Bank Overdraft
Goodwill

Bad Debts

1,00,000
50,000
10,000

5,000
5,000
40,000

1,50,000
40,000
20,000
10,000
50,000
50,000

4,500
50,000

500
60,000
5,000

2,60,000
85,000

10,000

10,000

5,000

18,85,000

18,85,000

Theinventory on December 31, 2018 wasvalued at Rs. 1,00,000.

Solution:
Trading and Profit & L ossAccount of Gupta& Sons
For theyear ended December 31, 2018
Dr. Cr.
Particulars Amount | Particulars Amount
Rs. Rs.

To Inventory (Opening) 60,000| By Sales 10,00,000
To Purchases  5,00,000 Less: Returns 25,000 [ 9,75,000
Less: Returns 15,000 | 4,85,000( By Inventory (Closing) 1,00,000
ToWages 50,000
To Carriage Inwards 10,000
To Cartage 5,000
To GrossProfit ¢/d 4,65,000

10,75,000 [ 10,75,000
To Carriage Outwards 5,000| By GrossProfit b/d 4,65,000
ToSdaries 40,000 | By Interest on Investment 5,000
To Generd Expenses 20,000
To Rent and Rates 10,000
To Discount 4,500
To Bad debts 5,000
ToDepreciation 50,000
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To Interest on Bank
overdraft 500
To Net Profit
(Transferredto 3,35,000
Capita Account)
4,70,000 4,70,000
Balance Sheet of Gupta & Sonsason December 31, 2018
Liabilities Amount | Assets Amount
Rs. Rs.
Capita 5,00,000
Add: Net Profit 3,35,000| 8,35,000 | Goodwill 60,000
Loan 2,60,000 | Land& Building 4,00,000
Creditors 85,000 | Plant& Machinery 2,50,000
Acceptances 10,000 | Furniture 1,00,000
Bank Overdraft 10,000 | Investment 50,000
Inventory (closing) 1,00,000
Debtors 1,50,000
BillsRecaivables 40,000
CashinHand 50,000
12,00,000 12,00,000

Note: In the above Balance Sheet all assets and liabilities have been shown U’ the

order of permanence.

9.5 VERTICAL PRESENTATION OFFINAL

ACCOUNTS

The Trading and Profit and LossA ccount and the Balance Sheet have sofar been
presented asatwo-sided statement.But, in practice, it isnot necessary to present
thefinal accountsinthisform. Nowadaysmany firms present theminasimpler and
more intelligible form which is called a *narrative style’ or “vertical presentation’.
According to this style the Trading and Profit and Loss Account as well asthe
Baance Sheet areshownintheformof vertical statements. Thisform of presentation
isadopted by many companiesfor publication of their final accounts. It helpsthe
usersof financid statementsto appreciatethe significanceof differentitemswithout
any difficulty. They can easily interpret the dataand judge the profitability and the
financid position of thecompany.

Look at Figure 9.4 and study how variousitemsareshown inthe Trading and Profit
and LossA ccount and the Balance Sheet in vertica form.

Table9.4: Tradingand Profit and L ossAccount of ......... for .......... the
year ended .........ccccevveiiennenne

SALES

L ess Cost of Goods Sold:
OpeningStock | ...
Add:Purchases | ...l
Add: DirectExpenses | ...l




LessClosing Stock

GROSSPROFIT
Add Other incomes
LessIndirect Expenses:

Salaries
Rent

Sundry Expenses
Insurance

NET PROHT

Fixed Assets.
Land and Buildings
Plant and Machinery
Furnitureand Fixtures
Vehides

Current Assets:
Stock-in-hand
Debtors
Cash at bank
Cashinhand

Less Current Liabilities:
Creditors
Bills Payable

Working Cepita

Financed by:
Capital:
Balanceason 1.1.2018
Add Net Profit for the year

Less Drawings
Loans

Look at illustration 9 and study how Trading and Profit and LossA ccount and the
Ba ance Sheet have been prepared for vertica presentation.

[llustration 9

Fromtheinformation giveninillustration 6, prepare Trading and Profit and Loss

Account and the Balance Sheet inthevertical form.
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Trading and Profit and Lass Account of Gupta & Sons
for the year ended December 31, 2018

Sales L ess Returns Rs. Rs.
(Rs. 10,00,000—Rs. 25,000) 9,75,000
L ess: Cost of Goods Sold:
Inventory (beginning) 60,000
Add: PurchaseslessReturns
(Rs. 5,00,000—Rs. 15,000) 4,85,000
Add: Wages 50,000
Add: Carriage Inwards 10,000
Add: Cartege 5,000
6,10,000
Less: Inventory (ending) 1,00,000 5,10,000
GROSSPROFIT 4,65,000
Add: interest on Investments 5,000
4,70,000
Less: Indirect Expenses.
Cartage 5,000
Sdaies 40,000
Genera Expenses 20,000
Rent and Rates 10,000
Discount 4,500
Bad Debts 5,000
Interest on Bank Overdraft 500
Depreciation 50,000
1,35,000
NET PROFIT 3,35,000
Balance Sheet of Gupta & Sonsason December 31, 2018
Fixed Assets:
Goodwill 60,000
Land & Building 4,00,000
Plant & Machinery 2,50,000
Furniture 1,00,000
Investments 50,000
8,60,000
Current Assets:
Inventory (ending) 1,00,000
Debtors 1,50,000
BillsRecaivables 40,000
Cashinhand 50,000
48 3,40,000




Less: Current Liabilities:
Creditors 85,000
Acceptances 10,000
Bank overdraft 10,000 1,05,000 2,35,000
Working Cepita 10,95,000
Financed by:
Capital Balanceon 1.1.2018 5,00,000
Add: Net Profit 3,35,000 8,35,000
Long TermLoans 2,60,000
10,95,000

Check Your ProgressC
1. WhatisaBdance Sheet?

3. Completethefollowing sentences choosing one of thetwo dternativesgiven
within brackets.

)
i)

Assetsrepresent............. balances of personal and real accounts. (debit!
credit)

All liabilities which become due within one year are classified as
........... liabilities. (long-term/current)

Unwritten off amount of adeferred revenue expenditureisshown on the
............. side of the Balance Sheet. (asset/liabilities)

Totals of assets and liabilities are always .............. (different/equal)
Loose Tools are classified as ............. assets. (fixed/current)
Mortgages are classifiedas............... liabilities. (current/long-term)

96 MANUFACTURINGACCOUNT

In case of trading concernsyou can find out the cost of goods and the gross profit
by preparing aTradingAccount. But amanufacturing concern hastofirst prepare
another account called ManufacturingAccount with the help of whichit worksout
the cost of goods produced. The cost of goods producedisthen transferredto the
Trading account for ascertai ning the cost of goods sold and the gross profit.

A manufacturing concern purchases raw materialsfrom themarket and converts
them into finished goodsfor sale. The cost of goods produced thusincludestwo
major costs: (i) cost of raw materialsconsumed, and (i) cost of conversion. These
areexplained below.

Final Accounts-|
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Cost of Raw Materials Consumed: This represents the cost of ravmaterials
used in course of manufacture which can beworked out by adjusting the opening
and closing stocksof raw materia sinthe purchasesof raw materids. For example,
afirm purchased raw materia sworth Rs. 6,50,000 during 2018, and its stock of
raw materiason January 1, 2018 (opening stock) was Rs. 70,000 and on December
31, 2018(closing stock) Rs. 90,000. The cost of raw materials consumed during
2018 will beworked out asfollows:

Rs.

Opening Stock of Raw Materias 70,000
Add: Purchasesof Raw Materias 6,50,000
7,20,000

Less: Closing Stock of Raw Materials 90,000
Cost of Raw Materials Consumed 6,30,000

Thedirect expensesincurred on the purchases of raw materials such asfreight,
import duty, dock dues, cartage, etc. can dso beincludedinthecost of raw materids
consumed. But the usua practiceisto show them separatdy on thedebit side of the
ManufacturingAccount.

Cos of Converson: Thisincludesal expensesincurredinthefactory such aswages
paid to labour, salaries of supervisory staff, factory rent and rates, motive power,
repairsto plant and machinery, depreciation on plant and machinery, etc. All these
expenses are debited to the Manufacturing Account.

Look at Figure9.5 for the performing of aManufacturing Account.

ManufacturingAccount of Fig.9.5 for theperiodend ........ccccceveneee

Dr. Cr.
Particulars Amount [ Amount | Particulars Amount |Amount

Rs. Rs. Rs. Rs.
ToWork-inprogressat | | ... BySaleofScrap | | ...
thebeginning
ToRaw Materials Consumed: By Work-in-
Opening Stock of Raw Materids | ... Progressattheend| | ...
Add: Purchasesof Raw Materids | ... ByCostof Goods | | ...

Produced
Less: Closing Stock of Raw Materids | ... (Transferredto
- Trading Account)

ToCarriagelnwads | | ..
ToFreight, Import [ | ...
Duty, Dock Dues,etc. | | ...
ToManufecturingWages | | ...
ToMotivePOWer [ | ...




ToCod, GasandWater | | ...
ToOilandGrease | | ...
ToFactoryLighting& Heating | | ...
ToFactoryInsurance [ | ...
ToReparstoFactory Building [ | ...
ToRepairstoPlantand Machinery | [ ...
ToDepreciationonFactory Buildings | | ......
ToDepreciationonPlant [ | ...
andMechin,y | [T
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Somel mportant Points

Scrap: Theterm “scrap’ is used for waste materials coming out of the manufacturing
process. Cuttings of cloth in readymade garmentsfactory and metal cuttingsin
engineering factories are some examples of scrap. Any amount realised from the
sale of scrap must be adjusted inthe cost of goods produced. Hence, itiscredited
to theManufacturing Account.

Work-in-Progress: Itisquitelikely that at theend of the year, theremay be certain
goods which are still in the process of manufacture. Such goods are called *semi-
finished goods’ or “‘work-in-progress’. There will always be some work-in- progress
at the beginning aswell asat the end of the accounting year. Their cost must be
adjusted whileworking out the cost of goods produced. Hencethe opening work-
in-progressisshown onthedebit sdeof theManufacturing Account whilethecdlosing
work-in-progresssshownonitscredit side.

Sock of Finished Goods: Besidesthe stock of raw materialsand semi-finished
goodsevery firmwill havethestock of finished goods. Thisisto beadjustedinthe
cost of goods sold and not inthe cost of goods produced. Hence, itisnot shownin
the Manufacturing Account. Asyou learnt earlier, it will be showninthe Trading
Account.

Look at illustration 10 and see how Manufacturing Account isto be prepared.
[llustration 10

Prepare Manufacturing Account from thefollowing particularsrelating to the year
2018.

Rs.
Purchasesof Raw Material 1,00,000
Stock on1.1.2018
Raw Materids 10,000
Work-in-Progress 5,000
Finished goods 25,000
Factory wages 15,000
Factory Rent 5,000
Fuel & Power 2,000
CarriageInwards 1,000
Repairsof Plant 2,000
Depreciationon Plant 5,000

Saleof Scrap 500
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Stock on 31.12.2018 20,000
Raw Materids 7,500
Work-in-Progress 30,000
Finished Goods
Solution:
M anufacturing Account for the year ended December 31, 2018
Particulars Amount | Particulars Amount
Rs. Rs.
ToWork-in-Progress at
thebeginning 5,000| By Saleof Scrap 500
To Raw Materials Consumed By Work-in-Progress
attheend 7,500
Opening Stock 10,000 By Cost of Goods 1,17,000
Add: Raw Purchased 1,00,000 Produced
1,10,000 (transferredto Trading
Less: Closing Stock 20,000 90,000| Account)
To Factory Wages 15,000
To Factory Rent 5,000
To Fuel & Power 2,000
To CarriageInwards 1,000
To Repairsof Plant 2,000
To Depreciation on Plant 5,000
1,25,000 1,25,000

You will observe that the stock of finished goods has not been shown in the
M anufacturing Account. Asstated earlier, it isto betaken to the Trading Account.
Now, supposethesadesfor theyear 2018 were Rs. 1,60,000. TheTrading Account

will appear asfollows

TradingAccount of for theyear ending December, 312018

Particulars Amount | Particulars Amount
Rs. Rs.
To Opening stock of Finished Goods| 25,000( By Sales 1,60,000
To Cost of Goods Produced
(Transferred fromMfg. A/C) 1,17,000( By Closing stock of
Finished Goods 30,000
To Gross Profit (Transferred to Profit
& LossA/c) 48,000
1,90,000 1,90,000

You havelearnt that amanufacturing concern hasto prepare M anufacturing A ccount
before preparing the Trading and Profit and LossAccount. Though considered
desirable but many firms do not do so becauseit isnot compulsory. You will aso
generally be asked to prepare only the Trading Account without preparing the



ManufacturingAccount. In such agtuationyouwill show al itemsof Manufacturing
Account in the Trading Account itself. In other words, cost of raw materials
consumed, expenseson purchases of raw materias, dl manufacturing expenses, the
opening and closing work-in-progress, sale of scrap, etc. will aso beshowninthe
Trading Account. But, as per common practice, theitemslike depreciation and
repairsto plant and machinery and factory building will be shown inthe Profit and
LossAccount and not intheTrading Account.

9.7 LETUSSUM UP

At theend of the accounting year the businessman preparesthefinal accountswith
thehdpof aTria Baance. Thefinal accountsconsist of (i) Profit and LossAccount
and (ii) Balance Sheet. The Profit and LossAccount is prepared for ascertaining the
net profit/net loss of the busi ness during the year and the Balance Sheet isprepared
for ascertaining itsfinancia position asat the end of theyear.

TheProfit and LossAccount isdivided into two sections. Thefirst section called
TradingAccount revea sthe gross profit or grossloss and the second section called
Profit and LossA ccount showsthenet profit or net loss. Grossprofit isdefined as
theexcessof salerevenue over the cost of goodssold which asoincludesthedirect
expenses. Thenet profitisworked out by-crediting the Profit and LossA ccount
with theamount of gross profit and other incomes and debiting it with al indirect
expensesand losses. In practice, weusualy prepare acombined Trading and Profit
and LossAccount. It isalso necessary to passclosing entriesfor transferring all
expensesand incomesto the Trading and Profit and LossAccount.

TheBdance Sheet showsall assetsandliabilitiesof thebusiness. Theassetsrepresent
thedebit balancesof thered and persona accounts plusthe unwritten off amounts
of deferred revenue expenses. Theliabilities, on theother hand, represent the credit
balances of real and personal accountsincluding capital. Thetota assets should
awaysbeequal tothetota of liabilities.

The manufacturing concerns may aso prepare a Manufacturing Account for
ascertaining the cost of goods produced, which isthen transferredto the Trading
Account for ascertaining the cost of goods sold and the gross profit. This, however,
isnot compul sory. Most manufacturing concernspreparethe Trading Account directly
y showing all-expensesincurred in the factory (including cost of raw materials
consumed) inthe Trading Account itsalf.

9.8 KEY WORDS

Closing Sock: Goodsremaining unsold at the end of the accounting year.

Cogt of Conversion: Expensesincurredinthefactory (for converting raw materias
intofinished goods.)

Cost of Goods Sold: Difference between the cost of goodsavailablefor saleand
the cost of goodsin stock.

Cost of Production: Itisthecost of goods produced which includes cost of raw
materiasconsumed and all manufacturing expenses.

Current Assets: Assetswhich arelikely to berealised within aperiod of oneyear
or during the operating cycle. They area so called floating assets.

Final Accounts-|

53



Final Accounts

Current Liabilities: Liabilitieswhicharelikely to bepaid within oneyear or during
theoperating cycle. They area so called short-termliabilities.

Direct Expenses: Expensesincurred on the goods purchased till they are brought
tothe place of business.

FictitiousAssets. Expensesand losses not yet written off and shown asassetsin
the Baance Shest.

Fixed Assets. Assetsacquired for useinthebusinessfor along period. They are
aso called non-current assets.

GrossProfit: Excessof salesrevenue over the cost of goods sold.

Indirect Expenses: All expensesother than direct expenses. Theseincludeexpenses
incurred in connectionwith genera administration, financia mattersand selling and
distribution of goods.

IntangibleAssets. Assetsintheform of rightswhich cannot be seen or touched
such asgoodwill, patents, etc.

Net Profit: Excessof grossprofit and other incomesover theindirect expenses
andlossesinthebusiness.

Non-Current Liabilities: Liabilitiespayableafter alongtime. They aredsocdled
long-term lighilities.

Owner’s Capital: Claim of ownersagainst the assets of the business. It isalso
called owner’s equity and is equal to excess of assets over outside liabilities.

Opening Sock: Stock of goodsas at the beginning of the accounting year.
Scrap: Waste materia which arisesin the course of manufacture.

TangibleAssets. Assetswhich havephysical form and can be seen and touched
such asbuildings, machinery, etc.

Work-in-Progress. Goodsin respect of which somework still remainsto bedone.
They ared so called semi-finished goods.
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9.10

ANSWERSTO CHECK YOUR PROGRESS Final Accounts

i)  Debit ii) Debit iii) Debit iv) Credit v) Debit

vi) Credit vii) Debit viii) Credit ix) Debit x) Debit

xi) Debit  xii) Credit

i) False i) rue iii) True iv) True v) Fase vi) Fase

i) indirectii) purchases, closingstockiii) selling iv) Tradingv)debited
vi) TradingAccount

Rs. 90,000

i) debit ii) current iii) asset iv) equal V) fixed vi) long-term

9.11 TERMINAL QUESTIONSEXERCISES

Questions

1. Didtinguishbetween:

a)
b)

©)

€)

Cost of Goods Sold and Cost of Goods Processed
GrossProfit and Net Profit

Direct Expensesand Indirect Expenses
TradingAccount and Manufacturing A ccount

Profit and LossA ccount and Bal ance Sheet

2. Giveclosngentriesfor Trading and Profit and LossAccount.

3. WhatisaBaance Sheet? Describedifferent methods of arranging assetsand
lighilities

Exercises

1. Findout the Cost of Goods Sold from thefollowing figuresextracted fromthe
booksof Allied Ltd. for theyear 2018:

Rs.
Stock (1.1.2018) 50,000
Purchases 10,00,000
Sdes 15,00,000
Purchases Returns 50,000
Stock (31-1-2018) 70,000
Direct Expenses 60,000
Indirect Expenses 1,00,000

(Answer: Rs. 9,90,000)
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2. Findout the Cost of Goods Sold and Gross Profit from thefollowing figures:

Rs.
Inventory inthebeginning 60,000
PurchasesLessReturns 6,00,000
Carriage Inwards 20,000
Cartage Outwards 30,000
Cartageand Freight 10,000
Wages 50,000
SaesLessReturns 12,00,000
Inventory at theend 40,000

(Answer: Cost of Goods Sold Rs, 7,00,000; Gross Profit Rs. 5,00,000.)
3. Fromthedatagivenin Question No. 2 prepare TradingAccount

4. Fromthefollowing baancesof Shyam Sunder, prepare Profit and LossAccount
for the year ended March 31, 2018.

Rs.
Office Expenses 5,280
Advertisng 3,000
Lega Charges 5,000
Postage and Telephone Charges 6,400
Salariesand Wages 60,000
Traveling Expenses 2,500
Interest Received 600
Rent, Ratesand Taxes 20,800
Insurance 2,400
OfficeLighting 1,500
Stationery 1,200
Repairs 920
Miscellaneousincome 800
CommissonPad 4,000
Bank Charges 200

The GrossProfit for theyear was Rs. 73,000
(Answer: Net LossRs. 38,000)

5. Thefollowing baanceshave been extracted from thebooksof PlazaElectricas
Ltd. for theyear 2018.

Rs.
Sdes 5,00,000
Purchases 3,00,000
Return Inwards 10,000

56 Return Outwards 15,000



Opening Stock
Weages
Carnagelnwards
Carriage Outwards
Sdaies

Genera Expenses
Rent and Rates
Advertisement
Bad debts
Insurance

Trade Expenses
Depreciation

It wasfurther given that theval ue of stock on December 31, 2018 was Rs. 50,000.
You arerequiredto prepare Trading and Profit and LossAccount of Plaza Electrica
Ltd. for the year ending December 31, 2018.

30,000
20,000
5,000
3,000
25,000
10,000
4,000
5,000
3,000
3,000
2,000
5,000

(Answer: GrossProfit Rs. 2,00,000; Net Profit Rs. 1,40,000)

6. Fromthefollowing datapertaining to thetransactionsof MehtaBros. for the
year 2018, prepare Trading and Profit and LossAccount for the year ending

December 31, 2018.

Sdes

Purchases
SdesReturns
Purchases Returns
Inventory (beginning)
Wages
CarriageInwards
Carriage Outwards
Trade Expenses
Cartageand Freight
Sdaies

Generd Expenses
Insurance

Rent & Rates
Distribution Expenses
Discount Received
Discount Allowed
Bad Debts
Depreciation

Interest on Investments

Interest on Bank Deposits
Interest on Bank Overdraft

Lossof Goodsby Fire

Rs.

10,00,000
6,00,000

20,000
10,000
40,000
50,000
20,000
15,000
10,000
5,000
30,000
10,000
6,000
5,000
6,000
1,000
2,000
2,000
8,000
20,000
1,000
500
2,500
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Final Accounts It was further given that the value of Inventory on December 31, 2018 was Rs.
80,000

(Answer: GrossProfit Rs. 3,55,000: Net Profit Rs. 2,80,000,
7 . Fromthefollowing ba ancesof Hitesh, prepareaBa ance Sheet ason December

31, 2018

Rs.
Hitesh’s Capital 41,000
Drawings 6,100
Wife’s Loan 4,000
Sundry Creditors 45,000
CashinHand 250
Cash at Bank 4,000
Sundry Debtors 40,500
Patents 2,000
Plant and Machinery 20,000
LandandBuilding 26,000
Stock inHand 36,500

Net Profit for theyear wasRs. 45,350
(Answer: Balance Sheet Total Rs. 1,29,250)

8. Fromthefollowing Trial Balance of Sameer, prepare Trading and Profit and
Loss Account for the year ended September, 30, 2018, and Balance sheet as

onthat date.
Trial Balance ason September 30, 2018
Name of Account Dr. Cr
Balances Balances
Rs. Rs
Caopitd 40,000
Drawings 7,500
Stock onJuly 1, 2017 8,000
Purchases 47,250
Sdes 90,000
CarriageInwards 2,300
Returns.Inwards 2,000
Returns Outwards 1,500
Wages 7,000
Plant and Machinery 30,000
Furnitureandfittings 7,500
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Coal, Gasand Water 2,100 Final Accounts-|
Power 2,000
Sdaies 9,000
Discount Allowed 750
Discount Received 600
OfficeRent 2,400
Factory Rent 3,000
Postage and telephone 900
Insurance 250
Sundry Expenses 800
Trade Debtors 20,000
Trade Creditors 27,150
Cashinhand 700
Cash at Bank 4,100
Carriage Outwards 1,700
1,59,250 1,59,250

The Stock on September 30, 2018 wasvalued at Rs. 9,250.

(Answer:GrossProfit Rs. 27,100; Net Profit Rs. 11,900; Balance Sheet Totd Rs.

71,550)

9. Thefollowingfigureshave been extracted from the books of amanufacturer.

Sock 1.1.2018

Raw Materids
Work-in-Progress
Finished Goods
Purchasesof Raw Materials
Factory Wages
Factory Rent

Fuel & Power
CarriageInwards
Repairsof Plant
Depreciationon Plant
Sale of Scrap

Stock on 31.12.2018
Raw Materids
Work-in-Progress
Finished Goods

Rs.

25,000
10,000
50,000

3,00,000

40,000
5,000
5,000
2,500

25,000

25,000
2,000

40,000
15,000
60,000

You arerequired to prepare aM anufacturing Account and ascertain the Cost of

Goods Produced.
(Answer :Cost of Goods Produced: Rs. 3,75,500)
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Final Accounts 10. Fromthefollowing Trial Balance, prepare Manufacturing Account and the
Trading and Profit and LossAccount for theyear ended March 31, 2018, and

Balance Sheet as at the end of the year.

Name of Account Dr. Cr

Balances Balances
Rs. Rs

Opening Stock of Raw Materials 60,000

Opening Stock of Finished Goods 32,000

Opening Stock of theWork-in- Progress 10,000

Capitd 1,44,000

Purchase of Raw Materials 5,00,000

Sdes 8,00,000

Purchase of Finished Goods 16,000

CarriageInwards 8,000

Wages 1,00,000

Salaries (75% Factory) 52,000

Commisson 6,000

Bad Debts 4,000

Insurance 8,000

Rent, Ratesand Taxes

(50% Factory) 24,000

Postageand Telegram 5,600

Miscellaneous Expenses 3,200

Travelling and Conveyance

(50% Factory) 7,000

Carriage Outwards 5,200

Machinery 80,000

Furniture 10,000

Debtors 1,20,000

Creditors 1,07,000
10,51,000 10,51,000

The Closing Stocksare asfollows:

Raw Materids 80,000

Work-in-Progress 24,000

Finished Goods 16,000

(Answer: Cost of Production Rs. 6,26,750; Gross Profit Rs. 1,41,250; Net Profit
Rs. 79,000; Baance Sheet Rs. 3,30,000.

Note: Thesequestionswill helpyoutounderstand theunit better. Try to
write answersfor them. But, do not submit your answersto the
University for assessment. Thesearefor your own practiceonly.
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100 OBJECTIVES

After studying thisunit you should beableto:

e explanwhy adjustment entriesare necessary at thetime of preparing thefina
acocounts;

e listtheitemsinrespect of which adjustmentsare usudly made;
e passthenecessary adjustment entries; and

e preparefina accountswith adjustments.
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10.1 INTRODUCTION

InUnit 8 you learnt about the preparation of smplefina accounts. They did not involve
any adjustments. In practice, however, you are always required to make some
adjusmentswhilepreparing thefina accounts. Itisbecausethere may be many expenses
and incomesrd ating to the current year which are still to be brought into the books of
account. Then there may be certain items recorded in current year’s books which
actually relateto the previousyear or the next year. Unless suchitemsareduly adjusted
inthebooksof account, thefinal accountswill not reveal thetrueand fair view of the
state of affairsof thebusiness. Inthisunit youwill learnabout all itemswhichrequire
adjustmentsand study how such adjustments are made in books of account and how
they areincorporated inthefinal accounts.

10.2 NEED FORADJUSTMENTS

You know that thefinancia reporting requiresthe summearisation of businessoperations
for aspecificaccounting period. It isquite possiblethat certain transactionsrecordedin
current year’s books may partly relate to the previous year or to the following year. It
isalso possiblethat certain expenditureincurred during the current year has not yet
been paid and so not recorded. Similarly, theremay be certainincomes earned during
the current year which have not been recorded because they have not yet beenreceived,;
If such items are not adjusted or brought into current year’s books of account, the
summary presented in theform of fina accountswill not reved thetruepicture. Let us
take the exampl e of an amount of Rs. 600 paid on July 1, 2018 towardsinsurance
premium. You know any general insurance usually coversaperiod of twelve months.
Supposethe accounting year isending on December 31, 2018 it would mean that half
theamount of insurance premium paid on July 1, 2018 pertainsto the next accounting
year i.e.,, 2019. Therefore, while preparing thefina accounts of 2018, the expenditure
on insurance premium that should bedebited to the Profit and LossAccount isRs. 300
(Rs. 600 paid Rs. 300 pertaining to 2019). Theremaining amount of Rs. 300 will be
carried forward and charged to the Profit and loss Account of 2019. Take another
example. Thewagesof workersfor themonth of December, 2018 were paid on January
7, 2019. Thismeansthe WagesAccount of 2018 does not include thewagesfor the
month of December 2018. Such unpaid wages termed as “Wages outstanding” have to
be brought into the books and debited to the Trading Account along with the wages
aready paid. Similarly, adjustment may a so become necessary in respect of certain
incomes received in advance or those which are outstanding as at the end of the
accounting year. Apart fromthese, thereare certainitemswhich cannot be recorded on
day-to-day basissuch asdepreciation, interest on capitd, etc. They aregenerdly adjusted
at thetime of preparing thefinal accounts.

All itemswhich need ateration or which areto be brought into books at thetime of
preparing final accounts are called “adjustments’. The purpose of making various

adjustmentsisto ensurethat thefinal accountsrevea thetruefinancia position of the
business. Therefore, when you areto prepare thefinal accounts of any business, you
areprovided withaTrial Balance and some additiona information in respect of the
adjustmentsto bemade.

10.3 TREATMENT OFADJUSTMENTSIN FINAL
ACCOUNTS

Therearesevera itemswhich need adjustment at thetime of preparing thefind accounts.
Someof theimportant and common adjustmentsarelisted below:




Closing Stock

Outstanding or A ccrued Expenses

Prepaid or Unexpired Expenses

Outstanding or Accrued Incomes

Incomes Recelved in Advance (Unearned Income)
Depreciation

Interest on Capita

Interest on Drawings

© © N o gk~ w N PF

Interest on Loan
Bad Debts
. Provisonfor Bad Debts

I
N PO

Provision for Discount on Debtors

[EEN
w

Provisionfor Discount on Creditors

[EEN
H

Manager’s Commission

[EEN
o

Abnorma Loss
16. Drawing of Goodsby the Proprietor

Let usnow discussthe nature of each item of adjustment and itstreatment in thefina
accounts. Inthis connection you must remember that the general principleof. double
entry hasto befully followed. Hence, for bringing any item into the books of account or
adjusting the amount of any expense or income, you haveto ensurethat theamount is
debited to one account and credited to another; and whileshowingit inthefina accounts
theitem shoul d gppear a two places, onerepresenting the debit and the other representing
thecredit, otherwisethe Bal ance Sheet will not tally. Usually, each adjustment will first
appear inthe Trading and Profit and LossA ccount and then inthe Balance Shest.

10.3.1 Closing Stock

You know that all goods purchased or produced during the year are not compl etely
sold out by theend of theyear. Some goods aways remain unsold as at the end of the
year which are called ‘Closing Stock’. The Closing Stock does not usually appear in
theTria Balance. Itismostly givenintheform of additional information. Since Gross
Profit/Gross L oss cannot be worked out without accounting for theclosing stock it is
brought into booksby means of thefollowing adjustment entry.

Closing Stock A/c Dr.
ToTradingAlc
Theclosing stock istreated in thefinal accountsasfollows:
i)  Onthecredit sdeof TradingAccount: shown asaseparateitem, and

i)  Ontheassetssideof the Balance Sheet: shown asaseparateitem under Current
Assts.
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Adjusted Purchasesand Closing Stock: Sometimesthe closing stock may begiverin
theTrid Badanceitsdf. Thiswould mean that both the opening and the closing stocks
have been adjusted in the purchases. In such asituation, the opening stock will not
appear intheTria Balance. The Trial Balancewill show only thefigures of adjusted
purchases and the closing stock. The adjusted purchases arein fact the cost of goods
sold. They have been worked out by adding the opening stock to purchases and
subtracting the closing stock therefrom. Hence, the adjusted Purchases are shown on
the debit side of the Trading Account. In such asituation thereis no need to show
closing stock inthe Trading A ccount asit already stands adjusted in purchases. It will

be shown only on the asset side of the Balance Sheet.
10.3.2 Outstanding Expenses

Outstanding expensesare those expenses which have been incurred during the current
accounting year but have not been paid till theend of theyear. They arealso called
‘expenses accrued’. The common examples of such expenses are the salaries, wages
and rent for thelast month of the accounting year paidinthefirst month of thenext year.
Sincethey remained unpaid asat the end of accounting year, no entry might have been
passed in the books of account. So, they must be taken into account while preparing
theTrading and Profit and LossA ccount otherwiseit will not reved the correct amount
of profit or loss. Thefollowing adjustment entry ispassed in respect of outstanding
EXPenses.

Concerned ExpenseAlc Dr.
To Outstanding ExpensesA/c

The outstanding expenseswill betreated in find accountsasfollows:

i)  Added totheconcerned expensesinthe Trading and Profit and LossAccount,
and

ii)  Shownontheliabilitiessideof the Balance Sheet asaseparateitem under Current
Lichilities

10.3.3 Prepaid Expenses

Sometimes, the benefit of some expenseswill be available not only in the current
accounting year but also during the next year. That portion of expensethe benefit of
which is yet to be received is called ‘prepaid expense’. It is also called ‘unexpired
expense’. Examples of such expenses are unexpired insurance, interest paid in advance,
etc. Insuch situationsit isnecessary to find out theunexpired portion and ad just it in
the concerned expense, Thefollowing adjustment entry ispassed in respect of theprepaid
eXpenses.

Prepaid ExpensesA/c Dr.
To Concerned ExpenseA/c

ThePrepaid expenseswill betreated in fina accountsasfollows:

)  Subtracted from concerned expenseinthe Trading and Profit and LossAccount,
and

i)  Shown ontheassets side of the Balance Sheet asa separateitem under Current
Assets,



10.3.4 Accrued Income

Accrued Incomes are those incomes which have been earned during the current
accounting year but have not been received till the end of theyear. They area so
called ‘outstanding incomes’ or ‘incomes earned but not yet received’. Examples of
such incomesare commission receivable, income on investments due but not yet
received, etc. Thefollowing adjustment entry ispassed in repect of accruedincome.

Accrued IncomeA/c Dr.
To Concerned IncomeA/c

TheAccruedincomeistreated infina accountsasfollows:
i)  AddedtotheconcernedincomeintheProfit and LossAccount, and

i)  Shown ontheasset sideof theBalance Sheet asaseparateitem under Current
Assets,

10.3.5 Income Received in Advance

Any incomewhi ch belongsto the next accounting year but hasbeen received during
the current accounting year is called ‘income received in advance’ or ‘unearned
income. Itistheincomeinrespect of whichthesarviceisyet tobeprovided. Examples
of suchincomesarerent received in advance, interest received in advance, etc. In
such asituation, the unearned portion of theincomewill haveto beadjusted while
preparing thefinad accounts. Thefollowing adjusting entry i s passed in respect of the
unearned income.

Concerned IncomeA/c Dr.
To Income Received inAdvanceA/c

Theunearned incomeistreated in final accountsasfollows:
i)  Deducted fromthe concerned incomein the Profit and LossAccount, and

i)  Shown ontheliabilities side of the Balance Sheet as aseparate item under
Current Liabilities,

Look at illustration 1 and see how adjustments are madein thefinal accountsin
respect of outstanding expenses, prepal d expenses, outstandingincomesand incomes
received in advance.

[llustration 1

Show how youwill record thefollowingitemsin the Profit and LossAccount and
the Balance Sheet.

TheTria Balance showed thefollowing ba ances as on December 31, 2018:

Rs.
Sdaies 10,000
Wages 20,000
Rent Received 6,600
Commission Received 2,000
Interest on Investments 6,000

Additional Information

)  SdariesamountingtoRs. 2,000 are outstanding.

Final Accounts-l1

65



Final Accounts

66

i)  WagesincludeRs. 1,560 paid in advance.

i) Interest oninvestment includeRs. 1,200 for the months of January, February and
March, 2019.

iv)  Rentfor themonth of December amounting to Rs. 600 isnot yet received.
Grossprofit for theyear isRs. 40,000 and other expenses amounted to Rs. 10,000
Profit and L ossAccount for theyear ended December 31, 2018

Particulars Amount | Particulars Amount
Rs. Rs.
To Salaries 10,000 By GrossProfit b/d 40,000
Add: Outstanding 2,000 12,000 | By Rent Received 6,600
To Wages 20,000 Add: Outstanding 600
Less: Prepaid 1,500 18,500 7,200
To Other Expenses 10,000 [ By CommissonReceived [ 2,000
To Net Profit By Interest on
(Transferred to Capital A/c) 13,500 | Investments 6,000
Less: Received
inAdvance 1,200 4,800
54,000 54,000
Balance Sheet
Ason December 31, 2018
Liabilities Amount Assets Amount
Current Liabilities: Rs. CurrentsAssets: Rs,
SdariesOutstanding 2,000 | WagesPrepaid 1,500
Interest Received inAdvance 1,200 Rent Outstanding 600

10.3.6 Depreciation

Depreciation means decreasein the value of fixed assetsdueto their usage and the
passage of time. You know thefixed assetsare used for the purpose, of earning revenue.
Therefore, thefall intheir value should be considered asan expenseor lossincurredin
realising such revenue and should be charged to the Profit and Loss Account.
Depreciation isnot recognised on day-to-day basis. It isbrought into thebooksonly at
theend of theaccounting period by passing thefollowing journa entry.

DepreciationA/c Dr.
To Concerned Asset A/c

Depreciationistreated infina accountsasfollows:

)  Onthedebit sideof theProfit and LossAccount: shown asaseparateitem giving
details of depreciation on each fixed asset, and

i)  Deducted from the concerned asset inthe Balance Shest.

SometimesdepreciationisgivenintheTrial Balanceitsdf. Thisispossibleonly if the
entry in respect of depreciation has a ready been passed in the books of account. In



such asituation depreciation will beshown in theProfit and L ossAccount only.
It need not be adjusted in thefixed assetsin the Balance Sheet becausethefixed assets
already stand reduced by the amount of depreciation.

Depreciationisgeneraly calculated at the givenratefor the period for which the asset
has been used in theaccounting year. Thus, if an-asset ispurchased during the current
year thedepreciation should be cal culated from the date of acquisitionttill theend of the
year. If the date on which the additionswere madeis not given, you should calculate
depreciation on additionsa so for thefull year. Inthe case of old assets, depreciationis
ca culated onthe opening baance. Look at illustration 2 and study how depreciationis
trested at thetimeof preparing thefina account.

[llustration 2

Thefollowing are the balances of assetsason January 1, 2018:

Rs.
Plant and Machinery 1,20,000
Furnitur 18,000

A new machinery costing Rs. 30,000 wasacquired on July, 1, 2018. Depreciationisto
be provided on Plant and Machinery at 10% and on furniture at 5% per annum. Show
how depreciation will beshowninthefina accounts.

Solution :
Calculation of Depreciation
Rs.
On Furniture at 5% on Rs. 18,000 900
OnPant and Machinery:
10% on Rs. 1,20,000 for one year 12,000
10% on Rs. 30,000 for six months 1,500 13,500
14,400
Solution:
Treatment in Final Accounts
Particulars Amount Particulars Amount
Rs. Rs.
ToDepreciation :
Plant and Machinery 13,500
Furniture 900 14,400
Balance Sheet as on December 31, 2018
Particulars Amount |Particulars Amount
Rs. Rs.
Fixed Assets:
Plant and Machinery 1,20,000
Add: New Machinery 30,000
1,50,000
Less: Depreciation 13,500 | 1,36,500
Furniture 18,000
Less: Depreciation 900 17,100
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10.3.7 Interest on Capital

You know thefinds provided by the proprietor to the business constitute capital.
Sometimes, the proprietor may liketo know the profits made by the business after
takinginto condderationtheinterest onthiscapitd. Insuchastuationinterestisallowed
a acertainrateonthecapital. Itiscal culated on the capita at the beginning of the year.
If, however, any additiona capital isintroduced during the year, interest on additiona
capita will aso becal culated from the date on whichit wasbrought into Fina Account,
thebusiness. Suchinterest istreated asan expensefor the businessand thefollowing
adjustment entry is passed to bringit into the books of account.

Interest on Capita A/c Dr.
To Capital Alc
Interest on capita istreated infina accountsasfollows:

i)  Onthedebit sideof Profit and LossAccount: shown asaseparateitem of expense
and

i) Addedto Capital ontheliabilitiesside of Balance Sheet. You should notethat
normally nointerest on capital isto beprovided.

10.3.8 Interest on Drawings

In caseinterest isallowed to the proprietor on hiscapitd, it isausual nracticeto aso
chargeinterest on hisdrawings. Interest on drawingswill beagainfor thebusinessand
thefollowing adjustmentsentry ispassed to bring it into the books of account.

Capital A/cor DrawingsAlc Dr.
To Interest on DrawingsA/c
Interest on Drawingsistreated infinal accountsasfollows:
)  Onthecredit sideof Profit and LossAccount: shown asaseparateitem, and
i)  Deducted from Capital ontheliabilitiesside of Balance Shest.

Interest ondrawingsiscalculated a agiven ratefromthedate of withdrawa till theend
of theyear. In caseno dateismentioned, theinterest ischarged for sx monthsassuming
theamountsweredrawn evenly throughout theyear. Look at illustration 3 and see how
interest on drawingsis cal cul ated when the amount and the dates of withdrawal are
given.

[llustration 3

Rs.
Feb. 1 4,000
Apr. 1 6,000
Jul. 1, 6,000
Oct 31 2,000
Dec. 31 5,000

Calculatetheinterest chargeableto the proprietor if therate of interest on drawingsis
15% per annum.



Solution:

Date Amount Monthsupto Product
December 31 2" 3
(1) @) 3) (4)
Feb. 1 4,000 1 44,000
Apr. 1 6,000 9 54,000
Jul. 1 3,000 6 18,000
Oct. 31 2,000 2 4,000
Dec. 31 5,000 0 0
1,20,000
15 1

Interest on Drawings = —x1,20,000x — = Rs.1,500
100 12

Another way of calculating interest on drawingsisto calculateit individually on each
withdrawal and then add them.

10.3.9 Interest on Loan

If thefirm hastaken someloan, it hasto pay interest thereon. Hence, whenwenoticea
loan Account inthe Trial Balance, we must find out whether thefull amount of dueon
loan hasbeen paid or not. Therate of interest and thedate on which theloan wastaken
isusudly given. If, however, the dateon whichloan wastakenisnot given, it meansthat
itis an old loan and full year’s interest has to be provided. In any case, you should

cd culatethe exact amount of interest dueandfind Out from the Trial Balancewhether
the samehasbeen paid or not. Generaly, you will find that theinterest hasbeen paid
butitislessthanwhat isdue. In such agituation, the differenceisregarded as outstanding
interest and the same must be adjusted at the time of preparing thefinal accounts.

Supposethereisanitem of 10% loan (taken onApril 1, 2018) of Rs. 20,000 appearing
intheTrial Balance. Assuming the accounting year ends on December 31, thetotal

interest onloanwill work out asRs. 1,500 (at 10% on Rs. 20,000 for nine months). On
goingthroughtheTria Baanceyoufindthat theinterest paidisRs. 1,000 only. It means
Rs. 500 (Rs. 1,500— Rs. 1,000) is the outstanding interest. This must be shown in final

accountsaccordinglyi.e., Rs. 1,500 (Rs. 1,000 + Rs. 500 outstanding) asinterest on
loan on the debit side of the Profit and Loss Account and Rs. 500 as outstanding
Interest under current liabilitiesin the Balance Shest.

Itispossiblethat the adjustments given outsidethe Trial Balanceaready includethis
item. But, if they do not even then you haveto account for it. Thisiscalled animplied
adjustment.

Check Your ProgressA
1. Fllintheblanks
i) Everyadjustmenthasa.........ccccceerceruennne effect.
i) Closingstock isshownontheside .........cccccueun.e. of the Balance Shest.
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i) Prepaid expensesaredsocaled ..o, expenses.

iv) Incomereceived inadvanceis.........c.cccceeeeuennen. for thebusiness.

1Y) I isadecreaseinthevalueof afixed asset dueto wear and tear.
Vi) Interest onDrawingsisfrom .................. thecapita inthe Balance Sheet.

2 Satewhether thefollowing statementsare True or False.

i)  Everyadjustment affectseither Trading and Profit and LossAccount or the
Balance Shest.

i) Outstanding expenseisfirst added to the relevant expense account and then
shown ontheliabilitiessideof the Balance Shest.

i) Interest onloanisanincomefor thebusiness.

iv) Depreciationisdeducted from therelevant fixed asset in the Balance Sheet
and Profit and LossAccount

V) Proprietor isalwaysentitled tointerest onthecapital invested.

10.3.10 Bad Debts

Sometimes, adebtor may fail to pay hisdebt either partialy or completely. Theamount
of debt which cannot berecovered from thedebtor iscalled Bad Debtsand it will bea
lossto thebusiness. Thefollowingjourna entry is passed when adebt becomesbad.

Bad DebtsA/c Dr.
To Concerned Debtor’sA/c

The effect of this entry will be (i) debtor’s personal account stands, closed, and (ii) a
new account called ‘Bad Debts Account is opened in the books.

Thetotal amount of bad debtsincurred during the year appearsasaseparateitemin
theTrial Balance and the sundry debtors appear at the reduced amount. Thebad debts
like any other expense or lossare charged to the Profit and LossAccount.

Bad Debtsgiven outsdethe Trial Balance: Sometimes, the bad debtsto bewritten off
maly be stated outside the Trial Balance asan adjustment item, It meansthat such bad
debts have not yet been written off. In other words, the entry for such bad debts has
not been passed. It isnecessary to record such bad debts at the time of preparing the
fina accounts. Thisisdoneby passing thefoll owing adjustment entry:

Bad Debts Account Dr.
To Sundry Debtors

Such additional bad debts usually called “further bad debts’ are treated in finalaccounts
asfollows:

)  Onthedebit sideof Profit and LossAccount: shown as addition to bad debts
aready written off, and

i)  Ontheassatssdeof the Ba ance Sheet: shown asdeduction from Sundry Debtors.

It isimportant to remember the difference between the treatment of bad debtsgiven
insidethe TrialBalance and the bad debts given outside the Trial Balance. The bad
debtsgiveninsdetheTrial Baanceand also thosegiven outsidethe Trial Balancewill



be showninthe Profit and LossAccount. But only those bad debtswill be deducted
from Sundry Debtorsin the Balance Sheet which aregiven outsdethe Trial Balance.

10.3.11 Provision for Bad Debts

In any businesswhere goods are sold on credit, bad debtsusually occur. Whenitis
certain that adebt will not berecovered, theamount iswritten off asbad debt. But, it is
dsolikdythat someof theremaining debtsmay not berecovered infull. From experience
weknow that certain percentage of amounts duefrom debtors may not be recovered.
This will be a loss to the business. You have learnt that accordingly to ‘conservatism
concept’ all possible losses must be provided for. Hence, itis acommon practice to
make asuitableprovision for doubtful debtsat thetime of preparing thefinal accounts.
Otherwise, theProfit and LossAccount will not reveal thecorrect amount of profit or
loss and the Balance Sheet will not show thetrue position of sundry debtors. The
Provision for doubtful debtsisusually cal culated asacertain percentage of thetotal
amount duefrom sundry debtors after writing of al known bad debits.

Provision for doubtful debts is also called ‘Provision for Bad Debts’ or *Provision for
Bad and doubtful Debts. Such aprovisionismade by debiting theamount of doubtful
debtsto the Profit and LossAccount. Thus, thejournd entry for creating such provison
will beasfollows:.

Profit and LossA/c Dr.
ToProvisionfor Bad DebtsA/c

You will noticethat when adebtisirrecoverableit iswritten off by creditingitto the
personal account of the respective customer. But, when adebt isdoubtful of recovery,
the persond account of the customer will not be credited astherecovery is<till possible.
Hence, the creation of provision for bad debts does not affect the balance of debtors
personal accounts. However, while showing sundry debtorsin the Balance Sheet the
amount of such provisionissubtracted therefrom.

When provision for bad debts already existsin the books, the provision created for
doubtful debtsat theend of aparticular year will be carried forward to the next year
and it will beused for meeting theloss dueto bad debtsincurred during the next year.
The provision for bad debts brought forward from the previous year is called ‘opening
provision’ or ‘old provision’. When such provision already exists, the loss due to bad
debts during the current year will be adjusted against the Same, and while making
provision for bad debts required at the end of the current year called ‘new provision’
thebalanceof old provision should also betaken into account. Let ustakean example
and understand how these adjustments are done. Supposeold provision on January 1,
2018 wasRs. 1,000. The bad debtswritten off during 2018 amounted to Rs.600 and
thenew provision required on December 31, 2018isRs. 1,500. In such asituation, the

Profit and LossAccount will bedebited with Rs. 1,100 as cd culated bel ow:

Rs.
Exigting Provisionfor Bad Debts 1,000
Less: Bad Debts 600
Surplusprovisonavailable 400
Provision required at the end of the year 1,500
Less: Surplusof old provision 400
Amount to be debited to Profit and LossAccount 1,100
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The above aspectswill be shown on the debit sideof the Profit and LossAccount as
follows

Profit and Loss Account of the year ended.........

Dr. Cr.
Rs. Rs.
To Provisionfor Bad Debts
Bad Debts 600
Add: New Provision 1,500
2,100

Less, Old Provision 1,000 1,100

If however, thetotal of new provision and the actual bad debtsarelessthantheold
provision, thedetailswill be shown onthecredit sideof the Profit and LossAccount as
follows

Profitand Loss Account for the year ended..........

Dr. Cr.

Rs. Rs.
By Provisionfor Bad Debts

Old Provision ~ .......
Less: Bad Debts  .......

Less: New Provision .......

Inthisconnection you should notethefollowing points.

1. If somebad debtsaregiveninadjustments (further bad debts) they should also be
taken into account.

2.  Thenew provision should be calculated on sundry debtors after adjusting the
amount of further bad debts.

3. InBalance Sheet only thefurther bad debtsas given in adjustmentsand the new
provision for bad debts should be subtracted from sundry debtors.

Thefollowing arethejournd entriesrequired whentheprovisonfor bad debtsexistsin
the books:

a) Forwritingoff further bad debtsgiven outsidetheTrial Balance:

Bad DebtsA/c Dr.
To Sundry Debtors
b) Fortransferringthetotal bad debtstotheprovison for Bad DebtsAccount:
Provisionfor Bad debtsA/c Dr.
ToBad DebtsAlc

c) For debitingtheProfit and L ossAccount with theexcessof thenew pr’the
total bad debtsover theold provision:



Profit and LossAccount A/c Dr. Final Accountsl |
ToProvisionfor Bad DebtsA/c

d) For creditingtheProfit and L ossAccount with excessof theold provision
over thetotal baddebtsplusnew provision:

Provisionfor Bad DebtsA/c Dr.
To Profit and LossA/c

Look at illustration 4 and see how bad debtsand provision for bad debtsare recorded
inthefinal Accounts.

[llustration 4

An extract from a Trader’s Trial Balance on December 31, 2018isgiven below:

Name of theAccount Dr. Cr.
Rs. Rs.

Sundry Debtors

Band Debts 64,000

Provision of Bad Debts 4,000 7,000

Adjustments; Writeoff further bad debts Rs. 2,000 and createaprovision for doubtful
debtsat 5% on debtors. Passthe necessary journa entries and show Bad Debtsand
Provisonfor Bad DebtsAccounts. Also show their trestment inthefinal accounts.

Journal
2018 Rs Rs.
Dec.31 | Bad DebtsAlc Dr. 2,000
To Sundry Debtors 2,000
(Being bad debtswritten off)
“ 31| Provisonfor Bad DebtsA/c  Dr. 6,000
ToBad DebtsAl/c 6,000
(Being bad debtstransferred to
Provisonfor Bad DebtsAccount)
“ 31| ProfitandLossAlc Dr. 2,100
ToProvisionfor Bad DebtsA/c 2,100
(Being the Provisionrequired for doubtful debts)
Bad DebtsAccount
2018 Rs. | 2018 Rs.

Dec. 31 ToBaanceb/d 4,000| Dec. 31| By Prov. Fro Bad Debts | 6,000
Dec. 31 To Sundry Debtors| 2,000

6,000 6,000
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Provision for Bad DebtsAccount

2018 Rs 2018 Rs.
Dec. 31| ToBad DebtsA/c| 6,000 Dec. 31| By Baanceb/d 7,000
“ 31| ToBaancec/d 3,100 By Profitand LossA/c| 2,100
9,100 | 2019 9,100

Jan. 1| By Baanceb/d 3,100

Note : The new provision for bad debts has been calculated at 5% on Rs. 62,000
(sundry debtors Rs. 64,000 — further bad debts Rs. 2,000)

Profit and L ossAccount
For theyear ended December 31, 2018

Rs. Rs.
ToProvisonfor Bad Debts

Bad Debts 4,000
Add : Further Bad Debts 2,000
Add: New Provision 3,100
9,100

Less: OldProvision 7,000 | 2,100

Balance Sheet

as at December 31, 2018

Rs. Rs.
Current Assets:
Sundry Debtors 64,000
Less: Further Bad Debts 2,000
62,000
Less: ProvisonBad Debts 3,100 | 58,900

10.3.12 Provision for Discount on Debtors

You know cash discount isallowed to debtors as an incentivefor prompt payment.
When thediscount isalowed it isrecorded through the Cash Book and posted to the
credit side of the concerned debtor’s personal accounts. But, in the case of debts
outstanding at the end of the current year, discountswill bealowed inthe next year if
thedebtors make prompt payments. So, asin the case of anticipated |oss on account of
doubtful debts, aprovision must be madefor thediscount likely to beallowed tothe
debtors in the next year, such a provision is known as the *Provision for Discount on
Debtors’ it is also calculated as a percentage on the net sundry debtors (remaining after
subtracting the provision for bad debts and further bad debts). For example, if Sundry
Debtorsamount to Rs. 40,000 and thefirm wantsto create aprovision for bad debts
at 5% and aprovision for discount at 2% on the debtorsthey will be calculated as
follows

i)  TheProvisonfor bad debtswill becalculated at 5% on Rs. 40,000. It will amount
toRs. 2,000.



i)  TheProvisonfor discount at 2% will be ca culated onthedebtorsafter subtracting
the provision for bad debts i.e., on Rs. 38,000 (Rs. 40,000— Rs. 2,000). It will
amount to Rs. 760.

Notethat when both provision for bad debts and provision for discount on debtorsare
to be ca culated, the provision for bad debtsis cal culated first and then provision for
discount isworked out on debtors after subtracting the provision for bad debts.

The adjustment entry for provision for discount on debtorsisasfollows:

Profit and LossA/c Dr.
To Provision for Discount on DebtorsA/c
(Being the Provision madefor discount on debtors)

TheProvisionfor discount on debtorswill be showninthefina accountsasfollows:
) Onthedebit sideof Profit and LossAccount: shown asaseparateitem, and
i) Ontheassetsside of Baance Sheet: shown asadeduction from Sundry Debtors.

The baanceof the provision for Discount on DebtorsAccount will be carried forward
tothenext year and thediscountsalowed if any, inthenext year will be set off against
theprovisionforitsdf. Themethod of dedling with discountsallowed and provisionfor
discount on debtorsin the next year issimilar, to the method followed in case of bad
debtsand provisionfor bad debts.

10.3.13 Provision for Discount on Creditors

When prompt payment isreceived weallow cash discount to debtors. Similarly, we
receive discount from the creditors when prompt payments are made by us. So the
expected gain on account of discountsreceivablefrom creditorsin thenext year should
a so betaken into account at thetime of preparing thefinal accounts. Sucha provision
is called ‘Provision for Discount on Creditors’.

Itiscalculated asapercentage on Sundry Creditors. The creation of such aprovision,
however, goesagangt the Conservatiam Concept. Hence, itisusudly avoidedinpractice.
But youmust learn how it istreated infinal accountsif such aprovisionisrequired.

The adjustment entry for provision for discount on creditorsispassed asfollows:

Provision for Discount on CreditorsA/c Dr.
To Profit and LossAccount
(Being the Provision madefor discount on creditors)

The provision for discount on creditorswill appear in thefinal accountsasfollows:
)  Onthecredit sideof Profit and LossAccount: shown asaseparateitem, and

i)  Ontheliabilitiesside of the Balance Sheet: shown asadeduction from Sundry
Creditors.

The ba ance of the Provision for Discount on CreditorsAccount will also be carried
forward tothe next year and the discount received, if any, will beadjusted against the
provisonitsf.

10.3.14 Manager’s Commission

Sometimes, the manager may a so be entitled to acommission on profitsearned by the
business. Suchcommissionisusudly ca culated asafixed percentageon profits. Suppose
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theNet Profit of afirm after takinginto consideration all expenses except the manager’s
commissionisRs. 60,000 and themanager isentitled toacommission of 5% on profits
before charging such commission. Hiscommissionwill work out as Rs. 3,000. However,
itisdtill to be paid and therefore should betreated asan outstanding expense. It will be
debited to Profit and LossAccount and al so shown asa current liability inthe Balance
Sheet.

In the above example, manager’s commission has been calculated on profits before
charging thecommission. But, sometimes, itisto be ca culated on profit after charging
suchcommission. Insuchasituation, thecommissionwill beca culated by thefollowing
formula

Per centage of Commission

Percentage of Commission
100 + Percentage of Commission

x Net Profit before Commission

If, in the above example, the manager’s commission were to be calculated on profits
after charging such commission, it will beasfollows.

S ., 60,000= > x60,000= Rs 2,857
10045 105

The above amount can also be verified. After charging manager’s commission the Net
Profit will work out to Rs. 57,143 (Rs. 60,000—Rs. 2,857). Now calculate 5% on
Rs. 57,143. Itworksout to Rs. 2,857 which meanstheamount of commission caculated
by the givenformulaiscorrect.

10.3.15 Abnormal Loss of Sock

Inthe course of business somelossof stock may aso occur. It may occur intransit or
at thegodown. Such loss of stock may be normal or abnormal. Normal lossisdueto
inherent characteristics of goods such asevaporation, subdivision, drying up of goods,
etc. Ontheother hand, if theloss occurs on account of reasonswhich are accidental or
veryrare, thelossistermed asabnormal loss. Theexamplesof such lossesaretheft of
goods, destruction of goodsby fire, etc.

Theabnormal |ossdoes not requireany specia treatment inthe books of account. Itis
absorbed by theremaining unitswhose cost isinflated by such loss. But, theabnormal
loss hasto be shown separately in the books of account. After theamount of suchloss
isascertained, thefollowing adjustment entry ispassed.

Lossby FireAlc Dr.
To TradingAccount
(Being stock lost by fire)

To avoid the burden of lossdueto abnormal circumstancesthe businessmen may get
the stock insured. Thus, thelossmay be

1.  Uninsured,
2. Fullyinsured, or
3. Patidlyinsured.



Let us seewhat will bethe accounting trestment in theabove threesituations.

1

When the stock’s is not insured: In case the stock is not insured the total abnormal
loss will betransferred tothe Profit and LossAccount and thefollowing entry will
be passed.

Profit and LossA/c Dr
ToLossby FireAlc

When thestock Isfully Insured: When thestock i sfully insured, thetotal amount of
lossispaid by theinsurance company. In that casethe company doesnot suffer fly
loss.

So, nothingisdebited to the Profit and LossAccount. Thejournal entry passedis
asfollows.

Insurance Company Dr.
ToLossby FireAlc

Whenthelossispartidly insured: In casethelossispartidly insured theamount of
insurance claim is debited to Insurance Company’s Account and the remaining
loss(theamount to be borneby the business) isdebited to Profit and LossA ccount.
Thefollowingjourna entry ispassed.

Insurance Company Dr.
Profit and LossA/c Dr.
ToAbnormal LossA/c

Thus, thetreatment of abnormal lossinfina accountsisasfollows.

a)
b)

Credit the Trading Account with thetota |oss.
i) Incaseof uninsured stock debit Profit and LossAccount with full amount.

ii)  Incaseof fullyinsuredloss, insuranceclaimwill beshownasanassetin the
Balance Sheset.

i) Incaseof partidly insuredloss, theamount of insuranceclamisshownasan
asset inthe Balance Sheet and theremaining amount of lossisdebited tothe
Profit and LossA ccount.

Look at illustration 5 and see how abnormal lossistreated in the books of account.

[llustration 5

On December 30, 2018 the stock worth Rs. 40,000 was destroyed by fire. The stock
wasinsured and theinsurance company admitted aclaim of Rs. 30,000 only. Passthe
necessary journa entriesand show how it will betreated infina accounts.

Journal
Date | Particulars Dr. Cr.
Amount Amount
2018 | LossbyFireAlc Dr. 40,000
Dec.31| ToTradingA/c
(Being stock lost by fire) Rs. 40,000
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“ 31 | Insurance Company Dr. 30,000
Profitand LossA/c Dr. 10,000
To Losshy FireA/c 40,000

TradingAccount
For theyear ended December 31, 2018

Dr. Cr.

Rs.
By Lossof Fire 40,000

Profit and L ossAccount
For theyear ending December 31, 2018
Dr. Cr.

Rs. Rs.
To Lossby fire 40,000

Less: Insuranceclam 30,000 | 10,000

Balance Sheet
Asat December 31, 2018

For theyear ending December 31, 2018
Dr. Cr.

Rs.
Current Assets:

Clam duefrominsurancecompany | 30,000

10.3.16 Drawing of Goods by the Proprietor

You know whenthe proprietor takesaway somegoodsfrom thebus nessfor hispersond
useit isrecorded in books of account by passing thefollowing journal entry.

DrawingsA ccount Dr.
To PurchasesAccount

So, if youfindthat it has not been recorded in the books of account, you haveto make
the necessary adjustment in final accounts. Thetreatment infinal accountswill beas
follows

i)  OntheDebit sideof theTradingAccount: Deduct it from Purchases.

i) OntheLiabilitiesside of the Balance Sheet: Deduct it from capital either asa
Separate itemor by includingitindrawings.

Check Your ProgressB
1. Whydoyou createaprovisionfor bad debts?



2. Why provisionfor discount on creditorsisregarded against the Conservatism
Concept?

3. TheTrid Bdanceshowsthefollowing baances.

Rs.
Debtors 20,000
Bad Debts 100
Provision for had Debts 200

Adjustments:

a) BadDebtsof Rs. 200 not yet written off.

b) Createaprovisionfor Doubtful Debtsat 5% on Debtors

c) Discount onDebtorsisto beprovided at 2%.

Calculatetheprovision for Bad Debtsand provisionfor Discount on Debtors.

4. Stock worth Rs. 20,000 waslost by fire. Insurance claim was admitted for
three-fourth of thevalue of goodslost. What amount you will (1) credit tothe
TradingAl/c, (ii) debit to the Profit & LossA/c, and (iii) show on the asset side of
the Balance Shest.

10.4 PREPARATION OF FINAL ACCOUNTS WITH
ADJUSTMENTS

You know thereare variousitemswhich require adjustment at thetimeof preparingthe
fina accounts. You havelearnt how each adjustment isrecorded in booksthrough a
journd entry and how it isreflected inthefina accounts. However, while preparing the
final accountswith adjustmentsyou should remember that thereisno need to passthe
journal entriesfor any adjustment unless specifically asked to do so. All adjustments
must be shown directly inthefina accounts. Look at illustration 6 and 7 and see how
final accountsare prepared with adjustments.

[llustration 6

Fromthefollowing Trial Balance of Gupta& Sons, prepare Trading and Profit and
LossAccount for the year ended December 31, 2018 and a Balance Sheet ason that
date.

Trial Balance
Name of theAccount Debit Balances Credit Balances
Rs. Rs.
Capitd 5,00,000
Sdes 10,00,000
SdesReturns 25,000
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Final Accounts Purchases 5,00,000
Purchases Returns 15,000
Inventoryason 1.1.18 60,000
Land & Buildings 4,00,000
Plant & Machinery 3,00,000
Furniture 1,00,000
Wages 50,000 -
CarriageInwards 10,000
Provisionfor Bad Debts 7,000
Carriage Outwards 5,000
Cartage 5,000
Sdaies 40,000
Loan 2,60,000
Debtors 1,50,000
Creditors 70,000
Rent 8,000
BillsRecaivable 40,000
Acceptances 10,000
Genera Expenses 20,000
Rent & Rates 10,000
Investments 50,000
Cashinhand 50,000
Bank Overdraft 10,000
Discount 4,500
Bad Debts 5,000 -
Interest on Investments 5,000
Interest on Bank Overdraft 500
Gooawill 60,000
Total 18,85,000 18,85,000

Additional Information
1. Thevaueof inventory on December 31, 2018 was Rs. 1,00,000.

2. Depreciationisto beprovided on: Land & Building @ 5% p.a. Furniture @ 10%
p.a. Plant & Machinery Rs. 50,000.

3. Provisonfor Bad Debtsisto be maintained @ 5% on debtors.

4  Wagesareoutstanding to the extent of Rs. 4,000 and Saariesto the extent of Rs.
3,000.

5. Rentand Ratesare prepaid to the extent of 1/4th of theamount paid.
6. Interest onInvestment outstandingisRs. 1,000.
7. Renttotheextent of Rs. 2,000 hasbeen receivedin advance.

80



Final Accounts-l1

Solution:
Trading & Profit and L ossAccount
for theyear ended December 31, 2018
Dr. Cr.
Particulars Amount | Particulars Amount
Rs. Rs.
TolInventoryason 1.1.18 60,000
To Purchases 5,00,000 By Sales 10,00,000
Less: Purchases Returns 15,000 [ 4,85,000 | Less: SalesReturns 25,000 | 9,75,000
ToWages 50,000 By Inventory ason 31.12.18 1,00,000
Add: Wages Outstanding 4,000 54,000
To Carriage Inwards 10,000
To Cartage 5,000
To GrossProfit ¢/d 4,61,000 :
10,75,000 10,75,000
To Carriage Outwards 5,000 | By GrossProfit b/d 4,61,000
ToSdaries 40,000 By Rent 8,000
Add: Outstanding 3,000 43,000 | Less: Receivedin advance 2,000 6,000
To General Expenses 20,000
By Interest on Investment 5,000
ToRent & Rates 10,000 Add: Outstanding 1,000 6,000
Less Prepaid 2,500 7,500
To Discount Allowed 4,500
ToBad Debts 5,000
Add: New Provision 7,500
12,500
Less Old Provision 7,000 5,500
To Depreciationon Plant
& Machinery 50,000
To Interest on Overdraft 500
ToDepreciation
Land & Building 20,000
Furniture 10,000 30,000
To Net Profit (Transferred to
Capitd A/c) 3,07,000
4,73,000 4,73,000
Balance Sheet as on December 31, 2018
Liabilities Amount | Assets Amount
Rs. Rs.
Capital Fixed Assets
Bdance 5,00,000 Goodwill 60,000
Add: Net Profit 3,07,000 | 8,07,000 | Land & Building 4,00,000
Less: Depreciation 20,000 | 3,80,000
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LongTerm Liabilities
Loan 2,60,000 | Plant & Machinery 3,00,000
Less: Depreciation 50,000 | 2,50,000
Current Liabilities
Creditors 70,000 | Furniture 1,00,000
Acceptances 10,000 | Less: Depreciation 10,000 | 90,000
Bank Overdraft 10,000 | Investments
Wages Outstanding 4,000 | Current Assets
SdariesOutstanding 3,000 | Cashinhand 50,000
Rent ReceivedinAdvance 2,000 | Debtors 1,50,000
Less: Provisonfor
Bad Debts 7,500 | 1,42,500
BillsRecaivable 40,000
Closing Stock 1,00,000
Prepaid Rent & Rates 2,500
Interest on Investment
Outganding 1,000
11,66,000 11,66,000

[llustration 7

From thefoll owing bal ances extracted from the book of Aristo Ltd., prepareaTrading
and Profit and LossAccount for the year ended December 31, 2018 and aBalance

Sheet ason that date.
Trial Balance
Name of theAccount Debit Balances| Credit Balances
Rs. Rs.
Capitd 2,00,000
Sdes 5,00,000
SdesReturns 10,000
Purchases 2,40,000
Purchases Returns 10,000
Stock on 1.1.2018 40,000
Land & Buildings 2,00,000
Plant & Machinery 1,00,000
Wages 25,000
Furniture 50,000
Provisionfor Bad Debts 5,000
Sdaies 25,000
Debtors 82,000
Creditors 1,00,000
Bad Debts 3,000
8 BillsPayable 30,000




Investments 50,000
Genera Expenses 20,000
Cashinhand 5,000
Cash at bank 15,000
Depredation onLand & Buildings 20,000
8,45,000 8,45,000

Additiona Informeation

1. Theinventory on31.12.18 hasbeenvalued at Rs. 80,000. Theinventory of the
value of Rs 20,000 was destroyed by fireon 1.12.18 and aclaim of Rs. 15,000
was admitted by theinsurance company.

2 Depreciationisto be provided on Plant & Machinery and furniture at 10% per
annum.

3. Debtorsare bad to the extent of Rs. 2,000. Provision for bad debtsisto be
made at 5% on debtorsand aprovision for discount on debtors at 2%.

Final Accounts-l1

4. Wagesfor outstanding to the extent of Rs. 5,000.
5. Sdariesareprepaidtotheextent of Rs. 2,000.
6. Createaprovisionfor discount on creditorsat therateof 1%.
7 Createaprovisionfor repairsto the extent of Rs. 4,000.
Trading & Profit and LossAccount for theyear ended December 31, 2018
Particulars Amount | Particulars Amount
Rs. Rs.
To Opening Stock 40,000 | By Sales 5,00,000
Less: SalesReturns 10,000 4,90,000
To Purchases 2,00,000
By Closing Stock 80,000
Less: Purchases Returns 10,000 1,90,000
ToWages 25,000 By Lossby Fire 20,000
Add: Outstanding 5,000 30,000
To GrossProfit c/d 3,30,000
5,90,000 5,90,000
ToSdaries 25,000
Less Prepaid 2,000 23,000 | By GrossProfit b/d 3,30,000
By Provisonfor
Discount on Creditors 1,000
To Bad Debts 3,000
Add: Further Bad Debts 2,000
Add: New Provision 4,000
9,000
Less: Old Provision 5,000 4,000
To Genera Expenses 20,000
ToDepreciationon Land & Buildings 20,000

ToLossby Fire 5,000
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To Depreciation on Plant & Machinery 10,000
To Depreciation on Furniture 5,000
To Provisionfor Discount on Debtors 1,520
ToProvisonfor Repairs 4,000
To Net Profit (Transferred to
Baance Sheet) 2,38,480
3,31,000 3,31,000
Balance Sheet ason December 31, 2018
Particulars Amount | Particulars Amount
Rs. Rs.
Caopitd 2,00,000 Land & Buildings 2,00,000
Add: Net Profit 2,38,480 Plant & Machinery 1,00,000
4,38,480 | Less Depreciation 10,000 90,000
Creditors 1,00,000 Furniture 50,000
Less: Provisonfor Discount 1,000 99,000 | Less: Depreciation 5,000 45,000
BillsPayable 30,000 | Investments 50,000
Wages Outstanding 5,000 | CashinHand 5,000
Provisonfor Repairs 4,000 | Cashat Bank 15,000
Closing Stock 80,000
Debtors 82,000
Less: Further Bad Debts 2,000
Less ProvisonforBad 80,000
Debts @ 5% 4,000
76,000
Less: Provisonfor
Discount 1,520 74,480
Insurance Claim Outstandings 15,000
SdariesPrepaid 2,000
5,76,480 5,76,480
Notes: 1. DepreciaiononLand& BuildingsisgivenintheTria Baance. Hence, it

isshowninthe Profit and LossAccount only.

. Provision for Bad Debts has been calculated at 5% on debtors after
subtracting further bad debts.

Provision for Discount on Debtorshasbeen cal culated at 2% on debtors
after subtracting further bad debtsaswell asprovision for bad debts.

Losshy fire has been charged to Profit and LossAccount after taking
into consderationtheclaimfrominsurance company.



10.5 ADJUSTMENTSGIVENINTRIAL BALANCE

You know that the adjustmentsare usualy given outsdethe Trial Baanceand they are
shown at two placesin thefinal accounts. But, sometimesafew adjustment items
appear intheTrid Bdanceitsdf. Inillustration 7 you noticed it inrespect of depreciation
onLand & Buildings. Itispossiblethat itemslike outstanding or prepaid insurancea so
appear in the Trial Balance. This happens when the journal entry in respect of an
adjustment has already been passed and the same has been posted into the concerned
ledger accounts. For example, when you passjournal entry for the adjustment for
outstanding salaries, you will debit SalariesAccount and credit Salaries Outstanding
Account. The SdariesAccount aready existsintheledger and theamount of outstanding
sdariesisaso posted thereto. Thisleadsto anincreased ba ancein SalariesAccount.
But the Salaries Outstanding Account doesnot exist in theledger. Thiswill haveto be
opened and the outstanding amount credited thereto. Whenthe Trid Baanceisprepared,
itwill show theincreased balance of SdlariesA ccount in the debit bal ancescolumnand
thebalance of Sal:- vies Outstanding A ccount in the credit balancescolumn. Now the
question ariseshow totreat it in thefinal accounts. In such asituation, youwill smply
show SalariesOutstanding in theliabilities. No additionwill bemadeto saariesinthe
Profit and LossAccount because salariesgivenin Trial Balanceaready includethis
amount. Thus, when salaries outstanding appear inthe Trid Balanceitisshowninfina
accountsonly at one place. Thisappliesto all items of adjustments when they are
includedintheTria Baance.

Inactud practiced| adjustment itemswith theexception of closing stock areinvariably
incorporated intheTrid Ba ancebefore preparing thefina accounts. The Trial Balance
so prepared is called ‘Final Trial Balance’ or ‘Adjusted Trial Balance’.

Look at Chart 10.1 and note how each item of adjustment istreated infina accounts.
(i) if itisgivenoutsidetheTria Balance, and (ii) if it gppearsin the Trid Baanceitsdlf.

Chart 10.1

Treatment of Adjustment Itemsin Final Accounts

Final Accounts-l1

S.No. | Item Treatment I n Final Accounts

If givenin Adjustments If givenin Trial Balance

1. Closing Stock i) Creditsideof TradingA/c: Assetsside of Balance Sheset

Shown asa separateitem only

i) Assetssideof
Baance Shest :
Shown asaseparate
itemunder Current
Assets

2 Outstanding Expenses | i) Debit sdeof Trading Liabilitiessideof Balance Sheet

Alcor Profit and Loss only.
Al/c: Added to the concerned
expense

i) Liabilitiessdeof
Balance Sheet. Shown
asaseparateitem under Current
Ligbilities
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3.

Prepaid Expenses

)

Debit side of Profit and LossA/c:
Deducted from the concerned
expense

Assetsside of Balance Sheet:
Shown asaseparateitem under
Current Assets

Assats sideof Balance Sheet
only.

Outgtanding incomes

Credit sideof Profit and LossA/c:
Added to the concerned income
Asset Sdeof Balance Shest:
Shown asaseparateitem under
Current Assets

Assats sideof Balance Sheet
only.

IncomeRecaivedin
Advance

Credit sideof Profit and LossA/c:
Deducted from concerned income
Liabilitiessdeof Baance

Sheet. Shown asaseparate
itemunder Current Ligbilities

Liahilitiessdeof Bdance Sheat
only.

Depreciation

Debit side of Profit and LossA/c:
Shown asaseparateitem
Assetsside of Balance Sheet:
Deducted from the concerned
fixed asset

Debit sdeof Trading & Profit
and LossAccount only.

Interest on Capital

Debit sideof Profit and LossA/c:
Shown asaseparateitem
Liabilitiessideof Baance Shest:
Added to Capital

Debit sideof Profit and Loss
Account only.

Interest on Drawings

Credit sideof Profit and Loss
Alc: Shown asaseparateitem
Liabilitiessdeof Baance Sheset:
Deducted from Capital

Credit sideof Profit and Loss
Account only.

Interest on Loan

Debit sdeof Profit

and LossA/c: Shown
asaseparateitem
Liabilitiessdeof

Balance Sheet: Added to Loan.

Debit side of Profit and Loss
Account only.

10.

Bad Debts

Debit side of Profit and LossA/c:
Added to Bad Debts
Assetsside of Balance Sheet:
Deducted from Sundry Debtors

Debit sideof Profit and Loss
Account only.

11.

Provision for bad debts

Debit sdeof Profitand Loss
Alc: shown asaseparateitem
Assetsside of Balance Shest:
Deducted from Sundry Debtors

Deduct from sundry debtors
assumingitisaclosing balance.



12. Provisionfor Discount

on Debtors

)
i

Debit sideof Profit and LossA/c:
Shown asaseparateitem
Assetsside of Balance Shest:
Deducted from Sundry Debtors
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Debit Sdeof Profitand Loss
Account only.

13. Provisionfor Discount

on Creditors

Credit sideof Profit and LossA/c:
Shown asaseparateitem

Ligbilitiesside of Baance Sheet:
Deducted from Sundry Creditors

Credit sdeof Profit and
LossAccount only.

14. Manager’s Commission

Debit sideof Profit and LossA/c:
Shown asaseparateitem
Liabilitiessideof Baance She«t:
Shown asaseparateitem

Liabilitiessdeof Bdance
Sheet only.

15. Abnormal Loss

Credit sdeof TradingA/c:
Shown asaseparateitemwith
full amount of loss

Debit Profit & LossA/cwiththe
uncovered Loss
Insuranceclaimwill beshownon
Assetsside of Balance Sheet
under Current Assets

Debit sdeof Profitand
LossAccount only.

16. Drawing of Goods

by the Proprietor

Debit sideof TradingA/c:
Deducted from purchases
Ligbilitiesside of Baance Sheet:
Deducted from capital

Deduct from Capital.

[llustration 8

Fromthefollowing Trial Balance of Pitam Stores prepare Trading and profit and Loss
Account for the year ended December 31, 2018 and the Balance Sheet as on that

date.
Trial Balance

Account Debit Balances Credit Balances

Rs. Rs.
Caopitd 60,000
Drawings 5,000
Purchases 1,00,000
Sdes 2,10,000
Opening Stock 20,000
Wages 15,000
Wages Outstanding 5,000
Carriage Inwards 2,000
Sdaies 13,000
Insurance 1,500 87
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Insurance Prepaid 1,500
Incomefrom Investments 30,000
Accrued Incomefrom Investments 10,000
Machinery 50,000
Buildings 95,000
Cashinhand 2,000
Debtors 35,000
Creditors 60,000
Depreciationon Buildings 5,000
Rent 10,000
3,65,000 3,65,000

Additional I nfor mation : Thevaue of ssock on December 31, 2018 was Rs. 40,000.

Solution:

Trading and Profit and L ossAccount for theyear ended December 31, 2018

Particulars Amount | Particulars Amount
Rs. Rs.

To Opening Stock 20,000 [ BySdes 2,10,000
To Purchases 1,00,000 | By Closing Stock 40,000
ToWages 15,000
To Carriage Inwards 2,000
To GrossProfit c/d 1,13,000

2,50,000 2,50,000
ToSdaries 13,000 | ByGrossProfitb/d | 1,13,000
To Insurance 1,500 | Bylncomefrom
ToRent 10,000 Investments 30,000
To Depreciationon Building 5,000
To Net Profit
(Transferred to Capital A/c) 1,13,500

1,43000 1,43,000




Balance Sheet as on December 31, 2018

Dr Cr.
Liabilities Amount Assets Amount
Rs. Rs.
Capital 60,000 Building 95,000
Add: Net Profit  1,13,500 Machinery 50,000
1,73,500 Closing Stock 40,000
Less: Drawings 5,000 1,68,500 | Debtors 35,000
Creditors 60,000 [ CashinHand 2,000
Wages Outstanding 5,000 | InsurancePrepaid 1,500
Accrued Income 10,000

from Investments
2,33,500 2,33,500

106 LET USSUM UP

At thetimeof preparing thefinal accountsanumber of items need adjustments. Itis
because certain expensesmay rel ateto two or more accounting yearsor certain expenses
incurred during the current year may still remain to be paid. Unless Such adjustments
aremade, thefinal accountswill not reveal thetrue picture. Such items areusually
givenoutsidetheTria Balance and areshown at two placesin thefinal accountsso as
to completethedoubleentry.

Adjustment entriescan bepassed inthejournd for each item of adjustment. But, normaly
they aredirectly adjusted in thefinal accounts. In practicethe adjustment entriesare
always passed for such items and a revised Trial Balance called *Adjusted Trial Balance’
or ‘Final Trial Balance’ is prepared. In such a situation, the adjustments will appear in
theTrid Balanceitsaf. Any item of adjustment which appearsintheTrial Baanceis
shown only at oneplaceinthefina accounts.

10.7 KEY WORDS

Abnormal L oss: Loss caused by abnormal causes.
Adjusiment Entry: Journd entry passed to makean adjustment inthere evant accounts.

Adjustment Item: Anitem givenoutsidethe Trial Balancewhich requiresadjustment
at thetimeof preparing final accounts.

Adjusted Purchases: Amount of purchasesafter adjusting both theopeningand closing
stocks.

Adjugted Trial Balance: Trid baanceprepared after incorporating variousadjustments.

Depreciation: A permanent decreasein thevalue of afixed asset caused by wear and
tear or the passage of time.

Doubtful Debts: Debts of doubtful recovery.

Outstanding Expenses. Expensesincurred during the accounting year but not yet
paid.
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Outgtanding I ncomes: Incomesearned during theaccounting year but not yet received.
Prepaid Expenses. Expenses paid but the benefit of whichisyet to bereceived.

Unear ned I ncome: Incomein respect of which the servicesareyet to berendered
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10.9 ANSWERSTO CHECK YOUR PROGRESs

A 1. i)dud ii) asset iii) unexpired iv) liabilityv) Depreciation vi) subtracted

2. i)Fdse ii)True iii)Fadse iv)True v)Fase

B 3. Provisionfor Bad DebtsRs. 990
Provision for Discount on DebtorsRs. 376.20

4. i) Rs.20,000 ii) Rs.5000 iii) Rs. 15,000

10.10 TERMINAL QUESTIONSEXERCISES

Questions

1.  Why some adjustments become necessary at the time of preparing thefinal
accounts? Name any two itemsof adjustment and explain how they are shownin
thefina accounts?

2. Diginguish between:
a  Outstanding Expensesand Unexpired Expenses
b)  Provisonfor Discount on Debtorsand Provisionfor Discount on Creditors
c)  Normal Lossand Abnorma Loss

Exercises

1.  Givejournd entriesfor thefollowing adjustments:

i)  Interestreceivedinadvance Rs. 600
i)  Interestondrawings Rs. 1,200
i) Provisonfor discount on creditors Rs. 200
Iv)  Lossof goodsby theft Rs. 8,500
v)  Drawingsof goodsby the proprietor Rs. 750



Thefollowinginformationisextracted from thebooks of abusinessman: Final Accounts-l|

Debtorsason 31.12.2018 Rs. 25,000
Bad Debtsduring 2018 Rs. 1,000

Provision for Bad Debtsisto be maintained at 5% of debtors.

A Provisionfor discount on debtorsisalso to bemade at 2%. You arerequired
to cdculatetheamountsto be set asidein respect of provision for bad debtsand
provision for discount on debtorsrespectively.

(Answer: Provisonfor Bad DebtsRs. 1,250; Provisionfor Discount on Debtors
Rs. 475)

TheProprietor withdrew thefoll owing amounts during the year ended

December 31, 2018. Rs.
Feb. 28 4,000
May 1 6,000
Aug.31 5,000
Nov. 1 2,000
Dec. 1 1,000

Calculateinterest on drawingsif therateis6% per annum.

(Answer: Rs. 565)

4.  Fromthefollowing Trial Balanceof Puri & Sonsason June 30, 2018, prepare

Trading and Profit and L ossAccount and the Bal ance Shest.

Trial Balance
Nameat theAccount Debit Credit
Rs. Rs.
Capitd 1,00,000
Drawings 5,000
Purchases|essreturns 2,00,000
SdeslessReturns 5,00,000
Inventory (beginning) 50,000
Wages 20,000
CarriageInwards 3,000
Sdaies 25,000
Freight 2,000
Trade Expenses 5,000
Rent 20,000
Packing Charges 2,000
Land & Buildings 2,00,000
Plant & Machinery 2,50,000 o1
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Furniture 50,000
Bad Debts 5,000
Debtors 75,000
Creditors 80,000
Cashinhand & at bank 5,000
BillsReceivable 3,000
Loan 2,00,000
Totd 9,00,000 9,00,000

Additional Information :
i) Inventory (ending): Rs.. 30,000.
i)  Depreciationistobeprovided asfollows:
Land& building @ 5%p.a
Plant & Machinery @ 4% p.a
Furniture @ 10%p.a
i)  Debtorsarebad to the extent of Rs. 5,000
Iv)  Saariesareoutstanding to theextent of Rs. 5,000.
V)  Wagesareprepaidtotheextent of Rs. 2,000.
vi)  RentreceivedinadvanceRs. 3,000.

(Answer: Gross Profit Rs. 2,57,000; Net Profit Rs. 2,02,000; Balance Sheet total
Rs. 5,85,000)

5. From the following Trial Balance of Kawatra stores, prepare Trading and
Profit and LossAccount for theyear ended December 31, 2018, and aBaance

Sheet ason that date.
Trial Balance

Nameat theAccount Debit Credit
Capitd

Drawings 20,000

Purchases 4,00,000

Purchases Returns 10,000
Sdes 7,00,000
SdesReturns 20,000

Inventory (beginning) 1,00,000

Land & Building 3,00,000

Plant & Machinery 1,50,000

Goodwill 50,000

TradeMarks 30,000

Wages. 40,000

Trade Expenses 20,000

Furniture 50,000

Provisionfor Bad Debts 10,000
Debtors 1,07,000



Bad Debts 3,000
Sdaies 60,000
Creditors 1,00,000
Acceptances 80,000
Investments 10,000
Rent 15,000
Distribution Expenses 5,000
Cashinhand and at bank 10,000
Depreciation on Furniture 10,000
Totd 4,00,000 4,00,000

Additional infor mation:-

)

i

Theinventory on December 31, 2018 wasva ued at Rs. 1,50,000. Inventory of
the value Rs. 10,000 was destroyed by fireon 1.12.2018. It wasfully insured
and aclam of Rs. 10,000 was admitted by theinsurance company.

Depreciation isto be provided onthefollowing assets:
Land & Buildings @ 5% p.a.
Plant & Machinery @ 12%% p.a.

Debtorsarebad to the extent of Rs. 2,000. Provision of 5% on debtorsisto be
created in respect of bad debtsand aprovision for discount on debtorsisto be
created at 2% of debtors.

Wages are outstanding to the extent of Rs. 10,000.
Rent isprepaid to the extent of Rs. 5,000.

Thegenerd manager isto be provided acommission of 2% onnet profitsbefore
charging such commission.

(Answer: GrossProfit Rs. 3,00,000; Net Profit Rs. 1,55,887;
Balance Sheet tota Rs. 8,29,005)

Fromthefollowing Tria Balanceof V. Ramana, prepare hisfinal accountsfor
the year ended December 31, 2018
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Name of theAccount Dr. Cr.
Rs. Rs.
Capitd 70,000
Drawings 10,000 2,95,000
Adjusted Purchases 2,32,500 2,95,000
Sdes
Cashinhand 3,800
Cash at bank 12,800
Sdaies 18,000
Freight 1,200
Advertisng 800
Genera Expenses 5,400
Furniture 10,800
ExpensesOutstanding 2,500
Depreciation 2,200
Building 39,000
Discount 700
Insurance 600
Prepaid Insurance 300
Rent Received 6,000
Rent ReceivedinAdvance 3,000
Trade Debtors 14,100
Trade Creditors 24,000
Losshy Fire 2,000
Commisson 1,500
Stock on December 31, 2017 49,200 4,03,000
Totd 4,03,000 4,03,000
7. TheTria Baanceof SKarim ason December 31, 2018
Name of theAccount Dr. Cr.
Rs. Rs.
Capitd 1,10,000
Drawings 15,000
Gross Profit earned during 2018 32,000
Salariesand Wages 22,000
Rent and Taxes 8,400
Cashinhand 2,300
Bank Overdraft 8,600
Sundry Debtorsand Creditors 36,000
Insurance (including premium of 41,000



Rs.400 per annum paid upto 1,000

March 31, 2018) 5,000

LooseTools 500 800
Bad Debts

Provisionfor Bad Debts 300

Entertainment Expenses 2,100
Commisson 2,600

Generd Charges 12,000

Furnitureand Fixtures 60,000

Plant and Machinery 19,800

Stock on December 31, 2017

1,89,000 1,89,000

Preparethe Profit and LossAccount for the year ending December 31, 2018 and the
Bal ance Sheet ason that date.

(Answer : Net LossRs. 11,100: Balance Sheet total Rs. 1,30,500

Note: Thesequestionswill help you to understand the unit better. Try towrite
answers for them. But do not submit your answersto the University.
Thesearefor your practiceonly.
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