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PREFACE 
 

 

Commerce is one of the most significant fields that made its own pathways during 

the twentieth century and now it is being modified as per needs of the new 

millennium.  A course in the field of accounting is not only important for the 

students of accounting but it is also one of the basic requirements to understand 

multiple perspectives, theories and models of commerce. The courses at AIOU 

are regularly revised and updated to fulfill the current needs of learners. It is a 

matter of immense pleasure that the Department of Commerce of AIOU is 

offering the revised and improved of “Principles of Accounting (438/5401)” for 

B.Com/Bachelors students. 

 

AIOU books are developed in the mode of self-learning. A learner at the level of 

B.Com/Bachelors can easily understand the language used in this book. The 

course developers put their best efforts in making the materials self-explanatory. 

The text speaks to the learner. This book is especially written for non-formal and 

distance learners but is equally helpful for the students of formal education 

system. The book is recommended as text book for Principles of Accounting for  

B. Com/Bachelors students at AIOU. 

 

Learning in the twenty first century, which is the era of knowledge economy, 

must not be restricted to one book or specified learning materials. All teachers and 

learners of this course ask advised to go beyond the limits of one course book. 

Sky is the limit when you go in search of knowledge. I wish all the readers of this 

book an enlightening journey of education ahead. 

   

 

 

 (Prof. Dr. Shahid Siddiqui) 

 Vice-Chancellor 
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INTRODUCTION 
 

 

Accounting and Finance is one of the professions, for which there is always a 

great demand all the time within the country & abroad. There is no such 

organization which does not require services of Budget & Account Staff. 

Realizing its importance, the “Department of Commerce” of the university 

introduced the subject of Accounting in the early eighties. 

 

Accounting is called the language of business. As such, accounting can be viewed 

as having different “dialects.” The financial accounting “dialect” is often 

characterized as the primary focus of accounting. Financial accounting 

concentrates on the preparation and provision of financial statements: the balance 

sheet, income statement, cash flow statement, and statement of changes in 

stockholders’ equity. The second “dialect” of accounting is that of management 

and cost accounting. Management accounting is concerned with providing 

information to parties inside an organization so that they can plan, control 

operations, make decisions, and evaluate performance. 

 

No doubt, this is an era of fast development and every moment new technological 

changes are taking place in every sphere of human activity. Keeping this in view, 

the department undertook the responsibility of updating the course of accounting 

from time to time even before the completion of its life cycle. 

 

After the approval from the concerned bodies, the contents of the course have 

been revised to meet the market demand and make it more easy and 

understandable for the students of B.Com. This edition is very useful for those 

who have basic knowledge of accounting and want to improve their 

understanding regarding the Principles of Accounting systems. This course of 

Principles of Accounting provides in-depth coverage of basics accounting 

concepts and procedures in a logically sequenced and student-friendly framework. 

It consists upon the nine units, including the accounting concepts, basics 

accounting model, completion of accounting cycle, fixed assets and depreciation, 

capital & revenue etc. correction of error, Accounting From Incomplete Record, 

cash & banking transactions, accounts for  non-profit making organization, 

partnership business. 

 

It has been tried to present the material on the basis of Distance Education 

Learning System, thus making it a self-study package where a student may study 
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the material without the help of tutor, but it is equally valuable for the student of 

B.com from the formal system. Different practical exercises are given in all units 

after the theoretical concepts so that student can learn theoretical concepts in 

better way. At the end of each unit self-assessment questions and structured 

question are given for the better understanding of the topic covered in the unit. A 

comprehensive summary has also been added at the end of each unit, which is 

very useful for the students for learning and revision of the subject during the 

course of study. 

 

It is earnestly hoped that the book will amply fulfill the objectives for which it has 

been designed. Many individuals have contributed their shares for the 

development of this course and we are highly thankful for their valuable 

contribution, support and suggestions. 

 

I owe a great deal and oblige to the efforts of Mr. Muhammad Munir Ahmad, 

lecturer of Department of Commerce his contribution in revising this book. He 

revised unit no. five of the book and putting his efforts in revision the book. 

 

Finally, I am grateful to Prof. Dr. Syed Muhammad Amir Shah, Chairman 

Department of Commerce, whose supervision, support and guidance made 

possible the revision of this book. 

 

Comments from users are welcome. 

 

 

  Asia Batool  

 Course Development Coordinator 
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COURSE OBJECTIVES 
 

 

Principles of Accounting is a comprehensive first course in accounting for 

students who have no previous training in accounting or business. 

 

The objectives of this course can be enumerated as follows: 

 

1. It is designed for the student’s first exposure to accounting. We have 

carefully planned the timing of new concept and techniques to facilitate 

learning. The pace enables the student to grasp and retain the material. 

2. This book present accounting as it is practiced, but, the concepts 

underlying each accounting practice are also carefully explained. So we 

have tried to present an authoritative and practical basis of accounting. 

3. The topic coverage is up-to-date and responsive to current trends in 

business and accounting. The contemporary topics have been emphasized. 

4. Another objective has been to present the updated accounting material in a 

clear, concise and easy to understand manner. Accounting is treated as an 

information system that helps management; investors and creditors to 

make economic decisions. Every effort has been made to adopt a 

systematic step-by-step approach in presenting the material. 

5. It provides a complete and flexible learning system. The organization of 

the book in two parts, each comprised of 9 units, is designed for students 

taking this course with another Half Credit course in a semester. Action 

oriented objectives at the beginning of each unit indicate in precise terms 

what the student should be able to do when they complete the unit. A 

unique feature of each unit is a special review section called "the 

Summary" which summarizes the main theme of each unit. Moreover, 

self-assessment questions illustrated examples and discussion questions in 

each unit focus for the most part, on major concepts and terms. 

I do hope that the student and reader of this book will find it easy to 

comprehend along-with the application of its contents in real life situation. 
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INTRODUCTION 
 

In this unit, you are introduced to the subject of accounting. For this purpose the general 

terms used in the area of accounting have been defined. Thereafter various steps in 

accounting process; viz, Journalising on the basis of double entry system, accounting 

books usually maintained by business organizations viz. ledger, 'cash books and 

subsidiary ledgers have been described and illustrated. The discussion finally leads to the 

preparation of trial balance. 

 

OBJECTIVES 
 

The main objective of this unit is to introduce and acquaint you, for the first time, to the 

subject of accountancy and its basic (fundamental) principles. The study of this unit will 

therefore enable you to understand: 

 

 Definition of accounting and its objectives 

 Double entry system of accounting 

 Basic rules of journalizing 

 Maintenance of accounting records in the form of subsidiary books (journals, cash 

books etc.) and ledgers 

 Day -to-day accounting routine for business transactions 

 And the preparation of trial balance. 
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1. THE AREA OF ACCOUNTING 
 

1.1 Evolution of Accounting 
Most of the fields of human activity came into existence in response to social and 

economic needs of the society. Accounting is no exception. Throughout human history 

and people in all civilizations have maintained various types of record of' business 

activities. As the business and society have become more complex over the years, 

accounting has developed new concepts and techniques to meet the ever-increasing needs 

for financial information. 

 

The accounting function is as old as the need to exchange things of value and keeps track 

of the wealth. In Babylon, some 3600 years BC ago clay tables were used to record the 

payment of wages. There are numerous evidences of record keeping and of accounting 

practices in ancient Egypt and Greek city states. During that primitive period accounting 

was used only for dealing with limited aspects of the financial operations of private or 

government enterprises. There was no systematic accounting embracing all transactions 

of a particular unit. It was used only for specific types or portions of transactions. The 

first published work describing the double-entry system of accounting was written by 

Luca Pacioli in 1494 in Venice. 

 

The commercial and trading revolution gave great impetus to accounting, as was the 

Industrial Revolution later. The huge growth of Industry and government in the twentieth 

century has expanded the need for accounting even further. 

 

1.2 Quran and Accounting 
As a Muslim, it is our faith that the Holy Quran is a comprehensive code of life and is a 

source of guidance to us in conduct of all our worldly affairs. It meets the challenge of 

changing times. 

 

The Holy Quran lays great stress on "Kitabat" (recording in black and white), particularly 

writing down of financial and business transactions. The contents of Verses 282 and 283 

of Sura Al-Baqarah, inter-alia stipulates that: - 

 

 Whenever you enter into a transaction involving mutual indebtedness for specified 

period, you should keep a written record of the same. The business transactions, 

however large or small, must be committed to writing for the period involved. 

Moreover, following main ethical requirements are laid down in these verses: 

 It is enjoined that the writer or the bookkeeper should record the transactions 

properly without any omissions or additions of his own. 

 He should not decline to put down in writing any of the transactions. 

 The transacting parties should not influence or compel the writer to deviate from 

proper recording of the facts. 
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 We are told that it is Allah who has taught the writer or accountant the art of 

accounting. One thing on which the Quran lays great emphasis is that both the 

writer and the transacting parties must have the highest regard for their 

responsibility and accountability to Allah. 

 

Above mentioned verses of Holy Quran laid down the foundation of bookkeeping and 

accounting and contain the basic accounting principles of periodicity and vouching i.e. 

evidencing business transactions. They effectively stressed the professional ethics of 

honesty and objectivity _ HYPERLINK http://to.be _to be_ strictly followed by the 

accountants while dealing with business and financial transactions. 

 

1.3 Why accounting is Necessary? 
The primary or basic aim of every business enterprise is to maximise profits. Accounting 

actually measures the performance of a company in meeting with its goal of making a 

profit. Is it an easy task? Let's take an example. Suppose that the whole life of a business 

could be viewed at once. It would then be possible to find the difference between the 

owner's original investment in the business and the value of his business at the time of 

assessment. The difference between the two would represent the profit or loss during the 

period. Now take another example of a boy selling potato chips at a cricket stadium. If he 

starts with Rs.20/- -in the morning (original investment), invests all the money in the 

chips, sells all the chips and ends up with Rs.40/ by evening, his day's business has 

resulted in a profit of Rs.20/ 

 

In actual practice, it is not possible to wait until a business ceases to exist before 

determining its financial success. The business may have hundreds or even thousands of 

transactions every day. The objective of accounting is that all transactions relating to 

business be recorded in such a way that the owner or the firm of the company may at any 

time know the position of expenses, incomes, profits, losses, assets and various liabilities 

etc. These points are tackled in accountancy by means of systematic recording of 

business transactions. Mere records of transactions are, however, of little use in making 

"informed judgment and decisions". The recorded data must also be sorted and 

summarized before significant reports and analyses can be prepared. 

In conclusion, accounting can be termed to be a tool used for providing information that 

is useful in making reasonable choices among alternative uses of scarce resources in the 

conduct of business and economic activities to maximize profits. 

 

1.4 Definition of Accounting 
Every individual or group of people in the society must have to make some economic 

decisions about the future. For example, you want to invest your surplus money or 

savings in a bank or a company. You, certainly, will look into the bank's financial 

soundness, the comparative rate of return and safety et. Take another example, a manager 

of a firm needs to know which products have been unprofitable. With this information, 

the manager may decide whether to stop selling unprofitable items or to do something 

that will increase their appeal to customers. Similarly, non-profit earning organizations 
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like hospitals etc., need financial information. Federal and local government units also 

need financial information to levy taxes. Other non-profit organizations like charitable 

trusts etc., need meaningful and easily understood economic information before planning 

their social programs. Thus accounting is necessary for all organizations. 

 

Accounting is an information system for measuring, processing and communicating 

information that is useful in making economic decisions. Accounting provides the 

techniques for gathering and communicating economic data to different individuals and 

institutions. The "basic raw materials" of accounting are composed of business 

transaction data. Its "primary finished products" are composed of various summaries, 

analyses and reports. Sound decisions, based on reliable information, play an important 

role in our economic and social system. 

 

Accounting has been defined broadly as; "the process of identifying, measuring and 

communicating economic information to permit informed judgements and decisions by 

users of the business information" 

 

1.5 Users of Accounting 
The major reason for studying accounting is to acquire relevant knowledge and skills to 

participate in important economic decisions. The accountants provide information about 

such decisions both inside and outside the business enterprise. 

 

It is not necessary that every individual engaged in different areas of business viz. 

finance, production, marketing, personnel and general management to be expert 

accountant, but they are more effective if they have a good understanding of accounting 

principles. Everyone engaged in business activity, from the junior most employee to the 

manager and owner is associated with accounting. The higher the level of authority and 

responsibility, the greater is the need for understanding of accounting concepts and 

terminology. 

 

The importance of understanding accounting is not limited the business world. Many 

employees with specialized training in non-business areas also make use of accounting 

data and need to understand accounting principles and terminology. For example, an 

engineer responsible for selecting the most desirable solution to a technical 

manufacturing problem considers cost accounting data to be the deciding factor. Lawyers 

use accounting data in tax cases and in lawsuits involving property ownership and 

damages from breach of contracts. Government agencies rely on accounting data 

evaluating tile efficiency of operations and for appraising the feasibility of proposed 

taxation and spending measures. Thus, every adult engaged in business transactions must 

necessarily be concerned with the financial aspects of life. 

 

Concluding the discussion, we can say that accounting plays a significant role in society 

by providing information to managers of all institutions and to other persons having 

direct financial interest in those institutions such as present or potential investors or 
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creditors. Accounting information is also important to agencies having indirect financial 

interest such as taxing authorities, regulatory agencies, economic planners and other 

groups. 

 

Accounting as a provider of information to users is illustrated in the following diagram. 
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1.6 Difference between Book-Keeping & Accounting 

Students must know the difference between accounting and bookkeeping. In earlier days 

account books were written by bookkeepers. In general, bookkeeping deals with business 

activities and recording the data in books in a prescribed manner. Mechanical and 

repetitive, bookkeeping is only a small simple part of accounting. A bookkeeper may be 

responsible for maintenance of all business accounts books. His function is however, 

preliminary and much of his work is of clerical nature, arid is now being increasingly 

handled by mechanical and electronic means. The bookkeeper as such, is therefore not in 

a position to interpret the accounts and its output effectively for decision making 

purposes. 

 

Accounting, on the other hand, includes the design of an information system that meets 

user needs, as described earlier. Beside the routine of recording business transactions in 

account books, the accountant is also concerned with the design of the system of records; 

the preparation of reports, analysis and interpretation of financial results of the 

commercial and industrial organizations. Modern accounting serves as eyes and ears to 

the management. Accountants look for important relationships in the figures they 

produce. They are interested in finding trends and studying the effects of different 

alternatives. Accounting includes system design budgeting, cost analysis, auditing and 

income tax preparation or planning. It is the foundation on which the whole structure of 

modern commerce and industry rests and without which any business can not run at all. 

 

To conclude the discussion, we can say that bookkeepers are the initial recorders of 

business data and the accountants directly review and control the work being done by 

bookkeepers. The larger the firm, the greater is the number of levels of responsibility and 

authority. The work of accountant at the beginning levels may possibly include 

bookkeeping. In any event, the accountant must have a much higher level of knowledge, 

conceptual understanding and analytical skill than is required of the bookkeeper. 

 

1.7 Glossary of Common Terms 
Before introducing you to the subject of accountancy, it will be advisable to define some 

of elementary terms used again and again in accounting. These terms may be referred 

while studying this as well as other units of this book. 

 

Account 

 

It is a date wise summarized record of business transactions relating either to a person or 

a thing or any item of income or expenditure. For example accounts of Ahmad and Co., 

of machines, of wages and salaries, or of sales income. 

 

Accounting Equation 

The equation of financial position, i.e., 

Assets = Liabilities plus owner's equity 
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Assets 

These are things having value, which are in possession of a trader or business, e.g., cash, 

stock, machines, vehicles, buildings etc. These items are owned by the business. 

Business 

It is an activity, which is undertaken for earning profit. Examples are export business, 

banking, insurance, cloth merchandise, etc. 

Capital 

It is an amount of cash or other property which a man or group of persons invests in 

business in the form of cash and other assets like buildings, machinery, vehicles etc. It is 

also called Equity. 

Credit 

It denotes a transaction where cash or other payment is not made immediately in a 

business transaction. The amount in such a case is payable at some future date. The 

example is purchase of goods on credit. 

Creditor 

He is a person or a party to whom payment is to be made at some future date. It is 

opposite of 'Debtor. Briefly creditor is written as 'Cr'. 

Debtor 

He is a person or a party who has to pay for goods or services or some benefit received 

on credit. It is opposite of 'Creditor'. Briefly 'Debtor' is written as 'Dr'. 

Discount 

It is a rebate or allowance given in either price or a bill. It may be cash discount (where 

payment is made immediately) or a 'trade discount' (granted by a Seller to a bulk-buyer).  

Drawings 

If cash or goods are taken away by the businessman or the owner for his personal use, the 

amount or value of goods is called drawings. 

Expenditure or Expenses 

It means spending of money or incurring expenditure to secure some benefit: 

Folio 

It is a page of an accounting record such as a ledger or register. For Example ledger folio 

15 means page 15 of the ledger. 

Income 

The earnings of a business resulting in gross increase in capital or equity. 

Journalising 

It is the act of debiting one account and crediting the other account simultaneously. 

Ledger  

The ledger is a register in which classified record of all the transaction of the business is 

posted from the journal. 

Liabilities 

These are balances, which a business has to pay either to various parties for loans or 

supply of goods and services on credit. For example bank loan, bank overdraft, salaries 

and wages payable and other creditors. 
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Transaction 

Transaction is an economic event that can be objectively measured in terms of money and 

effect the assets and/or equities of the enterprise. 

Trial Balance 

It is a list of all debit and credit balances of the ledger accounts and cashbook at a 

particular date. 

Voucher I 

It is a document serving as written evidence in support of a business, transaction to be 

recorded in the journal, cashbook or the ledger. For example; cash memo, bills, salary 

sheets, cash receipts, cheques etc. serve as vouchers. 

 

1.8  Abbreviations 
In account books as well as in various units of this book certain abbreviations (or brief 

words) are used again and again. For convenience of the student these are clarified as 

under: - 

i) Carry Forward (c.f. or c/f) 

 Where the totals of one page are transferred to next or any other page of the ledger 

or other document, at the end of the former page (C/F) is written to denote that the 

total amount has been transferred to the specified page. For example C/F page 15 

means that the total has been carried forward to page 15. 

ii) Carried Down (c/d) 

 It is written where the total or balance of one section of an account is transferred or 

taken to the next section of the same account. For example gross profit in the 

Trading Account is carried down (C/D) to the Profit and Loss Section. 

iii) Brought Forward & Brought Down 

 It is the opposite of the above processes, at (ii) above. Briefly these are written as 

B/F or B/D. 

iv) Other Abbreviations  

 Profit & Loss Account   =  P & L A/C 

 Balance Sheet     =  BS 

 Trial Balance     = TB 

 Account     =  A/c 

 Voucher     = Vr 

 Debtor, Debited    = Dr 

 Creditor, Credited    =  Cr 

 Account Receivable    = A/R 

 Account Payable    =  A/P 

 Ledger Folio     = L.F. 

 Invoice     =  Inv. 

 Expense     = Exp. 
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1.9 American Terminology 
Pakistani, Indian and British accounting terms sometimes differ from American terms. 

 

You should carefully note the following American terms as compared with their 

equivalent Pakistani terms: 

 

PAKISTANI TERMS AMERICAN TERMS   

Accounting period Fiscal period   
Accounting year Fiscal year 
Accrued expense Payable expense (salaries, 
(salaries, interest etc) interest etc.)   
Bad debt uncollectible account 
Bill receivable Note receivable 
Bill payable Note payable 
Bonus share Stock dividend.   
Company Corporation 
Creditor/trade creditor Account payable   
Credit note Credit memorandum   
Debtor/trade debtor   Account receivable   
Fixed asset Plant asset   
Income Revenue 
Net profit Net income   
Ordinary share Common stock   
Profit and loss account Income statement   
Preference share Preference or preferred stock   
Provision for bad debt Allowance for doubtful accounts   
Purchase on credit Purchase on account   
Sales on credit Sales on account   
Share Stock 
Shareholder Stockholder 
Taxable profit Taxable income   

 

1.10 Self-assessment questions - 1 
1. Fill in the blanks with appropriate words. 

a. The main purpose or objective of every business concern is to earn the 

maximum ___________. 

b. The recording of business transactions in a ________ way is very necessary 

for _________ the running of the business. 

c. The investment of a trader in his business is known as ___________. 

d. The cash or value of goods taken away by the proprietor is known as 

___________ of the business. 

e. Journalising is the act of ___________ one account and the other. 

f. The properties owned by a business enterprise are called ___________. 
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g. A list of assets, liabilities and capital of business entity as on a specified date 

is known as ___________. 

h. The accounting function is as old as the need to ___________ things of 

value. 

i. People often fail to understand the difference between bookkeeping and 

___________. 

j. Every individual or group in society must make economic ___________ 

about the future. 

2. Define accounting. What are the primary areas of service provided by the 

accountants? 

3. What is a transaction? What use does the accountant make of transaction? Why? 

4. Give an example from your personal life that illustrates the use of accounting 

information in reaching you at a decision. 

5. Give examples of transactions that would have the following effects on the 

elements in a firm's accounting systems: 

a. Increase Cash; decrease some other asset : 

b. Decrease Cash: increase some other asset 

c. Increase an asset; increase a liability. 

d. Increase an expense; decrease an asset. 

e. Increase an asset other than cash; increase revenue. 

f. Decrease an asset; decrease a liability. 

 

2. DOUBLE ENTRY SYSTEM 
 

2.1 Quranic Concept of Two Sides of an Account 

 
 

2.2 Double Effect of Business Transactions 
The double effect of each transaction when recorded in the books of accounts is known as 

double entry system. As every business transaction affects two or more account; one must 

be debited and the other must be credited for a like amount. This means that when one 

account (or accounts) is debited for Rs. 100/-, another account (or accounts) must be 

credited for a total of Rs. 100/-. The requirement that each transaction results in 
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simultaneous debit and credit is called the double-entry procedure. This double entry 

procedure keeps the accounting equation in balance. 

 

Example-1 

Let us take an example. Suppose Mr. Shahid purchased a car for cash value of Rs. 

75000/-. In the books of Shahid this transaction would be recorded as: 

 

    Dr. Cr. 
  Car Account (Debit) 75000/- 
  Cash Account (Credit)  75000/- 
 

In this way, the dual recording process produces two sets of accounts those with debit 

balances and those with credit balances. When the totals of these two groups of accounts 

are equal, the accountant has some assurance that the arithmetic part of the transaction 

recording process has been properly carried out. In the fourteenth and fifteen centuries 

there was "Renaissance" or revival of learning in Europe which resulted in end of so-

called dark-age in that part of the world. Western countries started to aquatint themselves 

with Islamic science and knowledge, which enlightened their thinking. This made great 

impact in their education and learning systems. There was change of concepts and 

knowledge. As a result of this revival of learning Pacioli, an Italian mathematician, wrote 

and published a book presenting so-called 'double entry system' for use by the business 

world. 

 

Later on Goethe, the famous German poet lauded this system as follows, "It is one of the 

most beautiful inventions of the human spirit and every good businessman should use it 

in his economic under takings". Double entry provides for recording both aspects of a 

transaction in such a manner as to establish equilibrium in accounting entries. 

 

2.3 Debits and Credits 
Debit (Dr.) simply means making entry on left side of an account. Credit (Cr.) means 

recording the entry on right side of an account. Thus, for any account, the left side is 

debit side and the right side is the credit side as shown below: 

 

Any Account 

Left or debit side Right or credit side   

    

2.4 Rules for Debit and Credit 
The basis of double-entry bookkeeping is that every transaction affects at least 

two accounts. In other words, there must be one or more accounts debited and one or 

more accounts credited, and the total debits must equal the total credits. In equation form: 

 

Assets = liabilities + owner's equity 
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We can see that if a debit increases assets, then a credit must be used to increase 

liabilities or owner's equity. On the other hand, if a credit decreases assets, then a debit 

must be used to show a decrease in liabilities or owner's equity. These are the rules 

because assets are on the opposite side of the equation from liabilities and owner's equity. 

These rules can be expressed as follows: 

 

Assets = Liabilities + Owner’s Equity 

 

Debit for 
Increase 

Credit for 
Decrease 

 Debit for 
Decrease 

Credit for 
Increase 

 Debit for 
decrease 

Credit for 
Increase 

 

To summarise: 

a. Assets are increased by debits on the left side of the account and decreased by 

credits on the right side of the account. 

b. Liabilities and owner's equity are decreased by debits on the left side of the 

account and increased by credits on the right side of the account. 

 

Application of these two rules keeps the accounting equation in balance. Now, we will 

apply these debit and credit rules for assets, liabilities and owner's equity to actual 

business transaction. 

 

Example-2 

Let us suppose that Mr. Shahid went to the bank and borrows Rs.5000/- on a promissory 

note. 

 

Let us apply the correct double-entry rule. Increase in assets (cash) is recorded by 

debits. Increases in liabilities (Note payable-bank) are recorded by credits. 

 

Cash Account   (Dr) Rs. 5000/_ 
Notes payable   (Cr) Rs. 5000/- 

 

Using account form, this entry would be as follows: 

 

Cash    Notes payable 

5000    5000 
 

The transaction involves an increase in the asset, cash, which is recorded on the left side 

of the Cash Account, and an increase in the liabilities in the form of Note Payable, which 

is recorded on the right side of the Notes Payable Account. (or bank account if an 

overdraft is drawn from the bank). As the liabilities are a sort of equities, changes in them 

are also recorded in the same manner. 

 

In applying these rules, one should carefully consider this point that profits or revenues 

always increase owner's equity or capital whereas expenses or losses decrease owner's 
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equity. Since owner's equity accounts decrease on the debit side, expense accounts 

increase on the debit side, and since owner's equity accounts increase on the credit side, 

revenue or profits increase on the credit side. 

 

Debit and credit rules for expense and revenue therefore are: 

a. Decreases in revenue or profit accounts are debit; increases are credits; 

b. Increases in expense accounts are debit; decreases are credits. 

 

One important point should be carefully noted here is that assets, which seems to be very 

good and useful for business and expenses or losses which seems to be rather bad things, 

both increase on the debit side, and liability and revenue accounts both increase on the 

credit side. This highlights the fact that in accounting "debit" and "Credit" are only 

denoting terms and should not be taken as basis for value judgments. 

 

In another form rules of debit and credit may be stated as under: - 

 

Nature of item or account Debit and credit rule Assets   

Assets Assets, which come in or purchased, are debited 

 Assets, which go out are credited   

Liabilities Liabilities when increased are credited 

Liabilities when decreased are debited   

Capital Increases in capital are credited  

Decreases in capital are debited   

Expenses When expenses incurred, are debited 

 When expenses decreased or transferred, are 

credited   

Income/ Sales This account is credited   

Sales Returns This account is debited   

Losses This account is debited   

Purchases Returns This account is credited   

 

2.5 Journalizing 
The act of debiting one account and crediting the other account is called Journalizing. 

Each transaction is firstly recorded in a journal, which is an original entry book or 

starting process in accounts. The journal contains chronological or date wise record of 

business transactions, the account debited and credited their respective amounts. Each 

entry is recorded so that the duality or equilibrium or recording is maintained in equation 

form: 

 

Assets = Liabilities + Owner's equity 
and 

Debits = Credits 
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Following are the steps involved in the process of journalizing a transaction: 

a. Determine the titles of the accounts involved. 

b. Understand nature of the accounts. 

c. Apply the rule of Debit & Credit described above.  

d. And make the necessary journal entry. 

 

Let's take an example: 

 

Example-3 

Bilal Ahmed invests Rs. 5000/- cash in the business. Let us analyze this transaction. 

 

a. Title of relevant accounts :   Cash and Capital. 

b. Nature of account  :   Assets and equity 

c. Apply the rule  :   Cash Dr. and Capital Cr. 

d. Journal entry  :   Cash Dr. and Capital Cr. 5000 

 

Example-4 

Let us record some other transactions in a general journal of Bilal Ahmed 

i. He paid Rs. 500/- as rent. 

ii. He purchased stationary worth Rs. 50/- 

iii. Rs. 10/- is paid as conveyance expenses. 

iv. Goods are purchased for Rs. 600/- from Shahid Majeed. 

 

These transactions are journalized as under on the basis or rules described earlier: 

 
Date GENERAL JOURNAL 

 Particulars L.F Amount 

   Dr. Rs. Cr. Rs.    

 Cash………………………………. 
 Capital………………… 
(Cash in vested by Bilal Ahmed) 

 500  
500 

 Rent Expense…………………….. 
 Cash…………………... 
(Payment of rent) 

 50 
 

 
50 

 Stationery…………………………. 
 Cash…………………… 
(Cash purchase of stationery)   

 50  
50 

 Conveyance expense……………... 
 Cash…………………… 
(Conveyance expenses-petrol)   

 10  
10 

 Purchases…………………………. 
 Shahid Majeed……… 
(Good Purchased on Credit)   

 600 
 

 
600 

 

Notes- 1: Clarification within brackets is called `Narration'. 

 



18 

 

2: The aim of the Journal is to determine which account is to be debited and which 

account is to be credited. On the basis of journal entries, therefore, relevant 

accounts in the ledger are posted. The column "L.F" (Ledger Folio) is used to 

record or enter page number of the ledger in which entry of debit or credit has been 

made from the journal. 

 

Compound Journal Entries 

Many business transactions may affect more than two accounts. The journal entries for 

these transactions will involve more than one debit or credit. Such entries are called 

compound or composite journal entries. You have got the option of either debiting each 

and every account separately with corresponding credit or debiting several accounts with 

their corresponding credits. 

 

Example-5 

Let us assume that on 15th March Bilal Ahmad spent a total amount of Rs.560/- for the 

following expenses. 

(a) Stationary Rs.60/-. 

(b) Telephone Expenses Rs.300/-. 

(c) Car Repair Rs.200/-.  

Required: - Journalize these transactions. 

 

Solution: 

 
Date GENERAL JOURNAL 

 Particulars L.F Amount 

   Dr. Rs. Cr. Rs.    

15-3-20-A Stationary  
Telephone Expenses  
Car Repair  
 Cash  
(Expenses paid in cash) 

 60 
300 
200 

 
 
 

560 

 

Example-6 

The following transactions relate to the first month's operation of Mr. Khalil. 

 

Jan.  

1. He invested a total amount of Rs.70000/- in the form of cash Rs.45000/- land 

valued at Rs.5000/- and building valued at Rs.20000/ 

2. Deposited Rs.15000/-cash into the bank. 

3. Purchased merchandise for cash Rs.3000/-. 

4. Merchandise purchased on account from Minhaj and Company Rs.10000/-. 

6. Purchase a Delivery Truck from Iqbal Autos Rs.20000/- and issued a Promissory 

note. 

7. Cash sales Rs. 5,500/- 

9. Sold merchandise to M/S Tariq & Co.Rs.7500/- on account.   
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12. Purchased two plots of land for cash Rs.15000/- 

14. Purchased merchandise from M/S Faiz & Co. for Rs.15000/-.  

15. Cash sales Rs.7500/- 

16. Khalil withdrew merchandise-costing Rs.500/- for personal use 

18. Made full payment to Minhaj & Co. by cheque for merchandise purchased on credit. 

20. Paid through cheque Rs.1800/- for a television advertisement. 

25. Khalil made an additional investment of Rs. 25000/-, which is deposited into Bank. 

26. Received cheque of Rs.5000/- from M/S Tariq & Co. and deposited the same into 

the bank. 

27. Withdrew cash from bank for office use Rs.5000/-. 

28. Paid electricity bills for the month Rs.500/- 

29. Issued a cheque of Rs.6000/- to M/S Faiz & Co.  

30.    Paid salaries to staff Rs. 3000/_ 

31. Owner withdrew from bank Rs. 2500/- for personal use. 

 

Required: 

Journalize the above transaction. 

Solution: 

General Journal 
Date Particulars LF Debit Credit 

Jan. 1 
1985 

Cash 
Land 
Building 
 Capital – Khalil 
(To record investment) 

11 
18 
19 
61 

45000 
5000 

20000 

 
 
 
 

70000 

Jan. 2 Bank 
 Cash 
(To record cash deposited into Bank) 

12 
11 

15000  
15000 

Jan. 3 Purchases 
 Cash 
(To record cash purchases) 

51 
11 

3000  
3000 

Jan. 4 Purchases 
 Minhaj & Co. 
(To record purchases on account) 

50 
22 

10000  
10000 

Jan. 6 Delivery Truck 
 Notes payable 
(to record purchase of delivery truck) 

20 
20 

20000  
20000 

Jan. 7 Cash 
 Sales 
(To record cash sales) 

11 
41 

5500  
5500 

Jan. 9 Tariq & Co. 
 Sales 
(To record purchase of land) 

13 
41 

7500  
7500 

Jan. 12 Land 
 Cash 
(To record purchase of land) 

18 
11 

15000  
15000 

Jan. 14 Purchases 
 M/S Faiz & Co. 
(To record cash sales) 

11 
41 

15000  
15000 
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Jan. 15 Cash 
 Sales 
(To record cash sales) 

11 
14 

7500  
7500 

Jan. 16 Drawing 
 Purchases 
(To record drawing in from of goods) 

51 
62 

500  
500 

 
 

Jan. 18 Minhaj & Co. 
 Bank 
(To record payment to Minhaj & Co. 

22 
12 

10000  
10000 

Jan. 20 Advertisement Expense  
 Bank 
(To record payment of advertisement) 

14 
61 

1800  
1800 

Jan. 25 Bank 
 Capital – Khalil 
(To record additional investment) 

12 
61 

25000  
25000 

Jan. 26 Bank 
 Tariq & Co. 
(To record collection) 

12 
13 

5000  
5000 

Jan. 27 Cash 
 Bank 
(To record withdrawal for office use) 

11 
12 

5000  
5000 

Jan. 28 Electricity Charges 
 Cash 
(To record payment of electricity bills) 

31 
11 

500  
500 

Jan. 29 M/S Faiz & Co. 
 Bank 
(To record payment of liability) 

23 
12 

6000  
6000 

Jan. 30 Salaries expense 
 Cash 
(To record of payment of salaries) 

32 
11 

3000  
3000 

Jan. 31 Drawings 
 Bank 
(To record payment of Rs. 2500/- for personal use) 

 2500  
2500 

 

2.6 Special Journals 
For large business organizations a large number of transactions relating to cash, 

purchases and sales take place daily. Recording each transaction will consume much time 

of the accountant or his staff. Moreover the duties relating to recording of items for cash, 

purchases and sales may have been assigned to different persons. To save time and for 

simplifying recording work, separate journals are made for cash, credit purchases and 

credit sales. The names of these journals commonly used in business firms and 

companies are given below: - 

 

Name of journal Object of this journal 

Cash book To record receipt and payment of cash. 
Purchases book To record transactions relating to credit purchases. 
Sales book To record transactions relating to credit sales.   
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Sometimes the goods purchased or sold are returned. If such transactions are numerous, 

separate Purchases Return Book and Sales Return Books are also maintained. 

 

The students who have studied accounting in their Intermediate level are familiar with the 

forms and use of the above book. As for the students who have not studied accounting at 

Intermediate level should carefully study the given below forms of above mentioned 

three books. The use of these books is described as follows: 

 

i. Cash book 

 The left hand side shows the cash receipts from various sources while the right-

hand side shows the payments under different heads of account; the entries of left-

hand side in the cashbook are made on basis of cheques for cash drawn from bank 

and also daily summary of cash memos for cash sales. On the right-hand side the 

entries are made on basis of various payment vouchers supported by bills, invoices, 

venders’ cash memo etc. 

 

 From the cashbook the entries are posted into the ledger to relevant accounts and 

page numbers of ledgers are written in the Ledger Folio column of the cashbook. 

 

ii. Purchases journal 

 This journal is used to record credit purchases. From this journal postings are made 

to relevant accounts. Individual amounts are posted to relevant creditor's account in 

the creditor ledger. The total periodical amount is posted to the creditor's control 

account in the main ledger. 

 

 The corresponding debit entries are made to the following accounts: 

 

 a. Purchases account 

 b. Office supplies account in case of payments for items of office use. 

 

 Thus for every period credit entries must always be equal to the debit entries in 

accordance with double entry bookkeeping. 

 

iii. Sales journal 

 In this case the journal may be closed on weekly or monthly basis. Individual 

entries in this -journal are made to relevant debtor's account in the Debtors Ledger. 

However, total periodical amount is posted to the credit of the sale income account 

and to the debit of "Debtor's Account" in the main ledger. 
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ANNEXURE-I 

ZARYAB TRADERS LIMITED 

CASH BOOK 

RECEIPTS PAYMENTS 

Date Voucher 
No. 

Particulars Ledger 
Folio 

Amount 
Rs. 

Date Voucher 
No. 

Particulars Ledger 
Folio 

Amount 
Rs. 

December 1  Balance Brought 
Forward 

15 2,000 December 1 120 Salaries 18 4,000 

= 1  Cash drawn from Bank 
Cheque No. 150705 
 

21 3,000 = 1 121 Stationery 20 500 

= 1 12 Cash sales 50 1,200 = 2 122 Traveling Expenditure 25 212 
= 2 13 Cash Sales 50 800 = 4 123 Newspapers & 

Periodicals 
16 108 

= 3 14 Cash sales 50 1,500 = 5 24 Telephone Expenditure 24 300 
= 4 15 Cash sales 50 1,000 = 5 25 Entertainment 12 80 
= 5 16 Cash sales 50 1,200 = 5 26 Office Exp. 

Balance Amount C/d 
14 100 

5,400 
    Rs. 10,700     Rs. 10,700 

December 7  Amount Balance B/d  5.400       
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ANNEXURE-II 

PURCHASE JOURNAL 

(Used for purchases on credit) 

Date  Accounts credited Creditor 
ledger folio 

Credited Debited 

    Creditors Purchases Office 
Supplies 

Miscellaneous 

Account Amount 

    Rs. Rs. Rs.  
 
 
 
 

Office 
equipment 

Rs. 
May 1 Walid sons Individual 

amount 
posted in the 

creditors 
ledger 

5000 5000   
= 2 Butt Stationers 800  800  
= 3 Hay Brothers 2000 2000   
= 4 Kalia and Co. 3000 3000   
= 4 Standard Type-writer Eqpt. 8000   8000 
= 5 Walid Sons 1000 1000   
= 6 Kalia and Co. 2000 2000   

    21,8000 13,000 800 8000 

    Total posted 
to creditors 
A/C in the 

main Ledger 

Total posted to 
Purchases 
A/C in the 

main Ledger 

Debited office 
Supplies A/C 
in the Ledger. 

Posted to office 
Equipment A/C in the 

main Ledger 
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ANNEXURE-III 
SALES JOURNAL 

(used for credit sales) 

Date Invoice 
No. 

Account Debitors 
Ledger Folio 

Amount Rs. 

     Rs. 

May I 115 A B C Company 65 800 

" 1 116 Karim Sons 66 200 

" 3 117 Haji Sons 67 1000 

" 3 118 Modern Traders 84 900 

" 5 119 Iqbal Sons 69 1100 

" 5 120 A B C Company 65 2000 

     Rs. 6000 

     Weekly posting in 
the Gereral Ledger 
as under Debitros 
A/c Dr 6000 Sales 
A/c 

       Cr 6000 
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General Journal 

The above-described three journals cover the bulk of business transactions pertaining to 

cash, credit purchases and sales. For other miscellaneous items not covered by these 

special journals, the general journal will be used. Its form and use has already been 

described in detail in earlier paragraph 2.5. 

 

2.7 Advantages of Using Journal 
The functions and advantages of using a journal are summarized below:  

 

The Journal 

a. Records each transaction in chronological order. 

b. Shows the classification of each transaction in terms of debit and credit. 

c. Supply an explanation of each transaction whenever necessary. 

d. Serves as a source for future reference to accounting transactions. 

e. Removes lengthy explanations from the accounts. 

f. Makes possible posting to the ledger at convenient intervals.  

g. Assist in maintaining the ledger in balance and finally  

h. Aids in tracing out errors. 

 

2.8 Self-Assessment Questions-II 
 

1. Indicate whether the following statements are true or false. 

(a) The information provided by accounting is used only by the owners and 

creditors of the business. 

(b) Much of the work of accountant is of clerical nature. 

(c) The double entry procedure keeps the accounting equation in balance. 

(d) Debit always means benefit of the business and credit means lass. 

(e) “Journal” classifies each business transaction into debit & credit. 

(f) "Folio” is the file in which papers are kept. 

(g) Expenses and withdrawals are always debited and result in the decrease of 

owner's equity. 

(h) Assets or real accounts always posses credit balance. 

(i) Journal serves as a source for future reference to accounting transactions. 

(j) Special journals are designed to handle one type of transaction. 

2. Complete the following Matrix by entering "Debit" or "Credit" in each column. 

 

Item Increase Decrease 

Liabilities   

Assets   

Expenses   

Revenues   

Owner’   
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3. Explain the difference between special journals and the general journal. 

4. Give an example of a compound entry in the general journal. Also state narration. 

5. Following are the some selected transaction of Mr. Mehmood for the first 

Accounting year ended on December 31, 2006.  

(a) Invested Cash Rs.50000/- in the business. 

(b) Secured loans of .Rs.70000/- from the bank. 

(c) Purchased office for business at a total cost of Rs.25000/-. 

(d) Purchased goods for resale for cash Rs.14000/- and on credit Rs.12000/-. 

(e) Sold goods for cash Rs.15000/- and for credit Rs.18000/-. 

(f) Salaries of the employees paid Rs.3000/-. 

(g) Paid the bank loan and creditors in full on the due date. 

(h) Withdraw for personal use Rs.1000/-. 

(i) Sold real estate on cash payment of Rs.70000/- having book value 

Rs.65000/-. 

(j) Paid Income Tax Rs.1500/-. 

 

 Required: Enter the above transactions in a General Journal. 

6. Journalize the following Transactions. 

1. Mr. Humza started business with cash Rs.125,000 and furniture worth 

Rs.40,000. 

2. Paid Rs.25,000 advance rent to the landlord. 

3. Purchased merchandise for Rs.20,000. 

4. Sold merchandise to Mr.Kashif on account for Rs.15,000. 

5. Purchased merchandise from Mr. Atif for Rs.2,000. 

6. Purchased Stationary for office use Rs.1,000 

7. Paid salaries Rs. 2,000. 

8. Opened a bank account with cash Rs.2,000 

9. Received cash from Mr.Kashif and allowed him 2% discount. 

10. Paid Rs.1,000 utility bills of owner’s house. 

11. Drew from bank Rs.200 for office use and Rs.300 for personal use of owner. 
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3. THE LEDGER 
 

3.1 Concept of ledger in the Holy Quran 
There appears to be no concept of ledger in ancient Times. It was for the first time that 

this concept appeared in the Holy Quran The Holy Book mentions three ledgers 

maintained by Almighty Allah as under: 

 

i. Al-Aliyyeen  The Ledger or Register containing account on record of 

creditors or pious persons. 

ii. As-suggeen  the ledger or register containing accounts or record of the 

sinners just like that of Debtors Ledger being maintained at present in business 

organisations. 

iii. Loh-e-Mahfooz  or the General Ledger which is an overall record 

(Master file) of everything, every book and every event in the universe (or 

universes as per Holy Quran). 

 

3.2 Process of Posting 
After the initial recording of business transactions in the journal, the next phase that 

occurs during the reporting period is the transfer of the information to the ledger. A 

ledger is a complete collection of all the accounts of a company. The process of 

transferring journal entry information from the journal to the ledger is called "posting." 

Posting is usually done, not after each journal entry, but after several entries have been 

made for example, at the end of each day or less frequently, depending on the number of 

transactions. 

 

Accounts are classified into two general groups: (1) balance sheet accounts (assets, 

liabilities and owner's equity) and (2) profit and loss or income statement accounts 

(revenues and expenses). Balance sheet and accounts are also called real accounts 

because they are not subdivisions of any other accounts. Income statement or profit & 

loss accounts are also called nominal accounts because they are merely subdivisions of 

owner's equity accounts or capital accounts. 

 

Posting consists of transferring each amount in the Debit Column of the journal into the 

Debit Column of the appropriate account in the ledger and copying each amount in the 

credit column of the journal into the credit column of the relevant account in the ledger. 

The ledger may be in loose-leaf form, in a bound volume, or in a computer memory as 

may be convenient to business organization. 

 

The conventional form of an account is reproduced below: 

This is also called 'T' form of account because of its resemblance to the letter 'T' 
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(Dr.)                 Form of Ledger account                        (Cr.) 

Date Particulars Ref. Amount Date Particular Ref. Amount 

 
 
 
 

       

        
 

OR shortly, it can be drawn as: 

 

(Dr.) (Cr.) 

Left-hand side Right-hand side 

  
(It is generally known as ‘T’ account) 

 

3.3 Subsidiary Ledgers and Control Accounts 
As the name signifies, a subsidiary ledger has the details that support the control of 

accounts in the main ledgers. Most companies use both, a general ledger and one or 

more subsidiary ledgers. Each subsidiary ledger has a related control account recording 

summary information, whereas the subsidiary ledgers provide the details of a particular 

control account in the general ledger. To illustrate, suppose that a departmental store 

may have approximately 10,000 credit customers. A separate account receivable (or 

debtor's account) must be kept for each customer. Rather than keeping 10,000 different 

receivable accounts in the general ledger, one controlling account, Accounts Receivable 

or Debtors' Control usually is used. As account receivable subsidiary ledger or debtor's 

ledger composed of a separate account for each customer would also be kept. Each 

credit sale would be posted daily to the customer's account in the subsidiary ledger and 

the total of all credit sales would be posted periodically, (e.g., daily or weekly) to the 

Accounts Receivable Control account in the general ledger. Thus, when posting is 

completed the sum of the balance in all of the customer's accounts in the subsidiary 

ledger would agree with the single control balance in the Accounts Receivable Control 

account. 

 

Subsidiary ledgers often are used for cash (when there are numerous cash and bank 

accounts) account receivable (debtors), accounts payable (creditors), for fixed assets, 

revenues, expenses and losses etc. 

 

Now you can understand how to record debits and credits in an account and how all 

accounts together form a ledger and then you are ready to study the actual accounting 

process in operation. 

 

Example-7 

Bilal Traders completed the following transactions during October. 
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October I. Invested Cash Rs.20000 & Equipment Rs.3000 in the business. 

October 3. Purchased supplies for cash Rs.700. 

October 8. Purchased a Truck for Rs.34000 paying cash Rs. 10000 and a note 

payable for the balance. 

October 15. Purchased office equipment on account Rs.1500 

Octobcr 18. Paid rent for October Rs.750 

October 19. Received cash for job completed Rs.1200 

October 22, Purchased supplies on account Rs.2600 

October 23. Wages paid to employees Rs.4100 

October 25. Paid premium on property insurance Rs.2960 

October 26. Paid cash to the creditors Rs.2400 

October 28. Received cash Rs.1400 for job completed.  

October 29. Received an invoice for truck expenses, to be paid in November, Rs.410.  

October 29. Paid miscellaneous expenses Rs.330 

October 30. Paid wages to employees Rs.4300 

October 3 I. Withdraw cash for personal use Rs.3000 

 

Record the above transactions in a general journal, and also prepare relevant ledger 

accounts. 

Journal 
Date Particulars LF  Debit Credit 

Oct. 1 Cash 
Equipment 
 Bilal Capital 
(Being initial investment)   

 40000 
3000 

 
 

43000 

Oct. 3 Supplies 
 Cash 
(Being cash purchase)  

 700  
700 

Oct. 8 Truck 
 Cash 
 Note Payable 
(Being purchase of truck)   

 34000 
 

 
10000 
24000 

Oct. 15 Office equipment 
 A/C Payable 
(Being purchase of equipment)   

 1500  
1500 

Oct. 18 Rent expense 
 Cash 
(Being rent paid)   

 750  
750 

Oct. 19 Cash 
 Service revenue 
(Being cash sales) 

 1200  
1200 

Oct. 22 Supplies 
 A/C Payable  
(Being purchase of supplies)   

 2600  
2600 

Oct. 23 Wages expense 
 Cash 
(Being wages paid)   

 4100  
4100 
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Oct. 25 Prepaid Insurance 
 Cash 
(Being Premium paid)   

 2960  
2960 

Oct. 26 A/C Payable 
 Cash 
(Being creditors paid)   

 2400  
2400 

Oct. 28 Cash 
 Service revenue 
(Being cash sales)   

 1400  
1400 

Oct. 29 Truck expenses 
 A/C Payable 
(Being truck expenses)   

 410  
410 

Oct. 29 Miscellaneous expenses 
 Cash 
(Being expenses paid)   

 330  
330 

Oct. 30 Wages expense 
 Cash 
(Being wages paid)   

 4300  
4300 

Oct. 31 Bilal – Drawings 
 Cash 
(Being cash withdrawn)   

 3000  
3000 

     

 

Ledger Accounts 

 

Dr.  Cash Account   Cr. 
 

Date Particulars PR Amount Date Particular PR Amount 

Oct. 1 To Capital-Bilal    40000 Oct.3 By Supplies    700 
 -- 19 To Service revenue    1200 -- 8 By Truck  10000 
 -- 28 To Service revenue  1400 --18 By Rent Exp.    750 

    -- 23   By Wage Exp.    4100 
    -- 25 By Prepaid Insur    2960 

    -- 26 By A/Payable    2400 
    -- 29 By Misc. Exp.    330 
    -- 30 By Wage Exp.  4300 
    -- 31 By Drawing    3000 
     Balance  14060 

 Total  42600  Total  42600 

 
Dr.  Equipment Account   Cr. 

 
Date Particulars PR Amount Date Particular PR Amount 

Oct. 1 To Capital-Bilal    3000  By balance  4500 
-- 15 To A/C Payable    1500     

   4500    4500 
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Dr.  Bilal Capital Account  Cr. 
 

Date Particulars PR Amount Date Particular PR Amount 

Oct.31 To Balance    43000 Oct.1 By Cash    40000 
    -- By Equipment    3000 

   43000    43000 

                   
Dr.  Supplies Account  Cr. 

 
Date Particulars PR Amount Date Particular PR Amount 

Oct. 3 To cash    700 Oct.31 By Balance    3300 
-- 22 To A/C Payable    2600     

   3300    3300 

 
Dr.  Truck Amount  Cr. 

 
Date Particulars PR Amount Date Particular PR Amount 

Oct. 8 To Cash    10000 Oct.31 By Balance    34000 
-- 8 To A/C Payable    24000     

        

   34000    34000 

 
Dr.  A/C Payable Account Cr. 

 
Date Particulars PR Amount Date Particular PR Amount 

Oct.26 To Cash    2400 Oct.15 By Equipment  1500 
Oct.31 To Balance  2110 -- 22 By Supplies  2600 

    -- 29 By Truck Exp.  410 
        

   4510    4510 

 
Dr.  Notes Payable      Cr. 

 
Date Particulars PR Amount Date Particular PR Amount 

Oct.31   To Balance  24000 Oct.8  By Truck  24000 
        

   24000    24000 

 
Dr.  Rent Expense Account      Cr. 

 
Date Particulars PR Amount Date Particular PR Amount 

Oct.18 To Cash    750 Oct.31 By balance    750 
        

   750    750 
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Dr.  Service Revenue   Cr. 
 

Date Particulars PR Amount Date Particular PR Amount 

Oct.31 To Balance    2600 Oct.19 By Cash    1200 
    -- 28 By Cash    1400 

   2600    2600 

 
Dr.  Wages Account     Cr. 

 
Date Particulars PR Amount Date Particular PR Amount 

Oct.23 To Cash  4100 Oct.31 By Balance  8400 
Oct.30 To cash    4300     

   8400    8400 

 
Dr.  Prepaid Insurance Account       Cr. 

 
Date Particulars PR Amount Date Particular PR Amount 

Oct.25 To Cash    2960 Oct.31 By Balance    2960 
        

   2960    2960 

 
Dr.  Truck Expenses Account       Cr. 

 
Date Particulars PR Amount Date Particular PR Amount 

Oct.29 To A/c Payable  410 Oct.31 By Balance  410 
        

 Total  410  Total  410 

 
Dr.  Misc. Expense Account     Cr. 

 
Date Particulars PR Amount Date Particular PR Amount 

Oct.29 To Cash    330 Oct.31 By Balance  330 
        

   330    330 

 
Dr.  Bilal Drawing Account     Cr. 

 
Date Particulars PR Amount Date Particular PR Amount 

Oct.31 To Cash    3000 Oct.31 By balance    3000 
        

   3000    3000 

 

Running Balance Ledgers 

This modern version of ledger having three columns for debits and credits and balance 

has got the advantage that the balance of the account is shown after each transaction has 

been posted in the ledger. The modern form of a ledger account is as follows: 
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Cash Account 
 

Date Particulars PR Debit Credit Balance 

 Beginning Balance    - - - 
Oct. 1 To Capital    40000 -    40000 Dr. 
Oct. 3 By Supplies    - 700 39300 Dr.   
Oct. 8 By Truck    - 10000 29300 Dr.   
Oct. 18 By rent    - 750 28550 Dr. 
Oct.19 By service revenue  1200  29750 Dr. 
Oct. 23 By Wages  - 4100    25650 Dr. 
Oct. 25 By Prepaid Insurance    - 2960 22690 Dr. 
Oct. 26 By A.C Payable  - 2400 20290 Dr. 
Oct. 28 To Service revenue    1400 - 21690 Dr. 
Oct. 29 By Misc. Expenses  - 330 21360 Dr. 
Oct. 30 By Wages Expenses    - 4300    17060 Dr. 
Oct. 31 By Drawings   3000 14060 Dr. 

 

Equipment Account 
 

Date Particulars PR Debit Credit Balance 

Oct. 1 To Capital – Bilal    3000  3000 Dr. 
Oct. 15 To A/C Payable    1500  4500 Dr. 

 

Bilal Capital Account 
 

Date Particulars PR Debit Credit Balance 

Oct. 1 By Cash      20000 20000 Cr. 
Oct. 1 By Equipment      3000 23000 Cr. 

 

Supplies Account 
 

Date Particulars PR Debit Credit Balance 

Oct. 3 To Cash    700  70 Dr. 
Oct. 15 To A/C Payable  2600  3300 Dr. 

 

Truck Account 
Date Particulars PR Debit Credit Balance 

Oct. 8 To Cash    10000  10000 Dr. 
Oct. 15 To A/C Payable    24000  34000 Dr. 
      

 

Rent Expense Account 
 

Date Particulars PR Debit Credit Balance 

Oct. 18 To Cash    750  750 Dr. 

 

Service revenue Account 
 

Date Particulars PR Debit Credit Balance 

Oct. 19 By Cash   1200 1200 Cr. 
Oct. 28 By Cash      1400 2600Cr. 
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Wages Account 
 

Date Particulars PR Debit Credit Balance 

Oct. 23 To Cash  4100  4100 Dr. 
Oct. 30 To Cash    4300  8400 Dr. 

 

Prepaid Insurance Account 
 

Date Particulars PR Debit Credit Balance 

Oct. 25 To Cash    2960  2960 Dr. 

 

Truck Expense Account 
 

Date Particulars PR Debit Credit Balance 

Oct.29 A/c Payable  410  410 Dr. 
      

 

Misc. Expenses Account 
 

Date Particulars PR Debit Credit Balance 

Oct. 29 To Cash    330  330 Dr. 

 

Bilal – Drawing Account 
 

Date Particulars PR Debit Credit Balance 

Oct. 31 To Cash  3000  3000 Dr. 

 
 

Notes Payable Account 
 

Date Particulars PR Debit Credit Balance 

Oct. 8 To Truck    24000 24000 Cr. 

 

A/C Payable Account 
 

Date Particulars PR Debit Credit Balance 

Oct. 15 To Equipment   1500 1500 Cr. 
Oct. 22 To Supplies   2600 4100 Cr. 
Oct. 26 To Cash  2400 - 1700 Cr. 
Oct. 29 To Truck   410 2110 Cr. 
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3.4 Self-assesment questions - III 
1. What does posting mean? What purpose does it serve? 

2. Distinguish between the ledger control accounts and Subsidiary ledgers. What is 

the basic purpose of each? 

3. Classify the following accounts as real or nominal. 

a. Account receivable b. Prepared insurance 

c. Notes payable  d. Patents 

e. Commission paid f. Interest expense 

g. Common stock h. Supplies inventory 

i. Cash   j. Interest revenue. 

4. Place the following 'T' accounts on a sheet of paper: cash, repair Supplies, repair 

equipment, accounts payable, Mahmood capital, Mahmood withdrawals, repair fee 

earned, salary expense, and rent expense. Record the following transactions 

directly in the 'T' accounts, 

a. Mahmood opened the home repair service by investing Rs.12400/- in cash and 

Rs.10800- in repair equipment.  

b. Paid Rs.1300/- for one month's rent. . 

c. Purchased repair supplies on credit Rs.4000/-. 

d. Purchased additional repair equipment, Rs.3000/-. 

e. Paid salary of Rs.2000/-. 

f. Paid Rs.4000/- of amount purchased on credit in 'C'.  

g. Withdrew Rs.6000/-from business for living expenses.  

h. Received cash for repairs completed Rs.8600/-. 

5. The F.A. Union Company was formed on August 1. by Khalid and had the 

following transactions during the month of August. 

Aug.1. Khalid invested Rs.100,000/- cash in the business.  

Aug.2. Tools were purchased for Rs.8000/- on credit from Haroon 

Enterprises. 

Aug.4. Suzuki Van was purchased for a down payment of Rs.20000/- and 

Rs.40000/- note was signed for the remaining cost. 

Aug.5. Khalid withdrew Rs.2000/- for personal use. 

Aug. 15. A payment of Rs.20000/- was made on the note that was signed 

when the van was purchased. 

Aug. 31. Khalid invested an additional Rs.20.000/- cash into the business. 

Required: Record the above transactions in a general journal and then post the 

entries into the ledger accounts. 
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4. THE TRIAL BALANCE 
 

4.1 Trail Balance Illustrated 
The equality of debits and credits posted in ledger should be verified at the end of each 

accounting period, if not more often. Such a verification which is called a Trial Balance, 

may be in the form as given below:- 

Bilal limited 

 
S. No. Trial balance 31st October 2004   

  Debit Credit 
1.  Cash 14060  
2.  Equipment 4500  
3.  Capital – (Bilal)  43000 
4.  Supplies 3300  
5.  Truck 34000  
6.  A/C Payable    2110 
7.  Notes Payable  24000 
8.  Rent Expenses 750  
9.  Service revenue  2600 
10.  Wages 8400  
11.  Prepaid Insurance 2960  
12.  Truck expenses 410  
13.  Misc. Expenses 330  
14.  Drawing – Bilal 3000  

 TOTAL: 71710 71710 

 

4.2 Steps in Preparing Trial Balance 
The steps to follow in preparing a trial balance at a particular date are as follow:- 

a. Determine the closing balance of each account in the ledger. 

b. Put the debit balance of the ledger account in the debit column of the trial balance 

and credit balance of the ledger in the credit column of the trial balance. 

c. Add each column. 

d. Compare the totals of each column. 

 

The usual balance for an account is known as the normal balance. Consequently, if 

increases are recorded by debits the normal balance is a debit balance if increases are 

recorded by credits, the normal balance is a credits balance. The table below indicates the 

normal balance of the major account categories. 

 
Accounts Category Way of Recording Increases Normal balance 

Assets Debits Debits 

Liability Credits Credits 

Owner's Equity Credits Credits 

Capital Credits Credits 

Drawings Debits Debit 

Income or Revenues Credits Credit   

Expenses Debits Debit   
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According to the above table, the ledger account for accounts payable will normally have 

a credit balance and can be copied into the trial balance Column as a credit balance. Once 

in a while, a transaction will cause an account to have a balance opposite from its normal 

balance. 

 

For example, when a customer overpays a bill or when a company overdraws its account 

at the bank by writing a cheque for more money than it has in its balance. If this happens, 

the abnormal balance should be copied into the trial balance Columns. 

 

4.3 Errors and their Correction 
The significance of the trial balance is that it proves whether or not the ledger is in 

balance. "In Balance" means that equal debits and credits have been recorded for all 

transactions. 

 

If the debit and credit columns of the trial balance do not equal each it may be the result 

of one or more of the following errors. 

 

1. A debit was entered in an account as a credit or vice versa.  

2. The balance of an account was incorrectly computed. 

3. An error was made in carrying the account balance to the trial balance. 

4. The trial balance was incorrectly totaled. 

 

The trial balance proof does not mean that transactions were analyzed correctly or 

recorded in the proper accounts. For example, there would be no way of determining 

from the trial balance that a debit should have been made in the equipment account 

rather than the office equipment account. Further, if a transaction that should have 

been recorded is omitted, it will not be detected by a trial balance proof because equal 

credits and debits will have been omitted. Also if an error of the same amount is 

made both as a credit and as a debit, it will not be discovered through trial balance. 

The trial balance proves only the arithmetical equality of the debit and credit in the 

accounts. Other than simply totaling the columns wrongly, the two most common 

mistakes in preparing a trial balance are: 

l. Recording an account with a debit balance as a credit, or vice versa, and 

2. Transposing two numbers in an amount when transferring it to the trial balance (for 

example, transferring Rs.23459 as 23549). The first of these mistakes will cause 

the trial balance to be out of balance by an amount divisible by 2. The second will 

cause the trial balance to be out of balance by a number divisible by 9. Thus if a 

trial balance is out of balance and the total has been verified, determine the amount 

by which the trial balance is out of balance and divide it first by 2 and then by 9. If 

the amount is divisible by 2, look in the trial balance for an amount equal to the 

quotient. If such a number exists, it is likely that this amount is in the wrong 

column. If the amount is divisible by 9, trace each amount to the ledger amount 

balance, checking carefully for a transposition error. If neither of these techniques 
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identifies the error, it is necessary to calculate again the balance of each account in 

the ledger and retrace each posting from the journal to the ledger. 

 

4.4 Self-Assessment Questions-IV  

Part-A 

1. Test your knowledge by choosing the best answer for each of the items given 

below:_ 

 i. Which of the following is a liability account? 

  a. Accounts Receivable. b. Drawings. 

  c. Rent Expenses. 

  d. Accounts Payable. 

 ii. A purchase of office equipment on credit requires a credit to: 

  a. Office Equipment.  

  b. Cash. 

  c. Accounts Payable. 

  d. Equipment Expense. 

iii. An agreement to spend Rs.1000 a month on advertising beginning next month 

requires: 

 a. A debit to advertising expense. 

 b. A credit to cash. 

 c. No entry. 

 d. A debit to prepaid advertising 

iv. Transactions are initially recorded in the: 

 a. Trial balance. 

 b. 'T' account. 

 c. General Journal. 

 d. Ledger. 

v. The equality of debits and credits can be tested periodically by preparing a: 

 a. Trial balance. 

 b. T account. 

 c. General journal.  

 d.  Ledger. 

2. Pick up the right answer from the item under each statement and encircle the same. 

 i. A debit may signify: 

  a. An increase in an asset account. 

  b. A decrease in an asset account. 

  c. An increase in a liability account. 

  d. An increase in a capital account. 

 ii. A purchase of office equipment on credit requires a credit to: 

 a. Office equipment.  

 b.  Cash. 

 c. Accounts payable. 

 d. Equipment expense, 
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iii. The left side of an account is referred to as: 

 a. The balance. 

 b. A debit. 

 c. A credit. 

 d. A footing, 

iv. The equality of debits and credits can be tested periodically by preparing a: 

 a. Trial balance. 

 b. T account.  

 c. Journal. 

 d. Ledger,  

v. The type of account with a normal credit balance is:  

 a. An asset. 

 b. A drawing.  

 c. A revenue. 

 d. An expense. 

 

Part-B 

 

1. Differentiate between an account and a ledger: 

2. Do the terms debit and credit signifies increase or decrease, or they may signify 

either? Explain. 

3. Define posting. 

4. A customer asks the owner of a store to save an item for him and swears that he 

will pick it up and pay for it next week. The owner agrees to hold it. Should this 

transaction be recorded as a sale? Explain. . 

5. "Debits are favorable; credits are unfavorable". Comments on this statement. 

6. Why is the system of recording entries called the double-entry system? What is so 

special about it? 

7. Give the rules of debits and credits for (a) assets, (b) liabilities, and (c) owner's 

equity. 

8. List the following six items in a logical sequence to illustrate the flow of events 

through the accounting system. 

a. Analyses of transaction. 

b. Debits and credits posted from journal to ledger. 

c. Occurrence of business transaction. 

d. Preparation of financial statements. 

e. Entry made in a journal. 

f. Preparation of trial balance. 

9. What purposes are served by a trial balance? Can errors be present even though the 

trial balance is tally or balanced? Offer your comments. 

10. The following selected transactions were completed by Khalid Pervaz & Sons, 

during March. 

a. Received cash from owner as additional investment, Rs.500.00/-. 
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b. Paid advertising expense, Rs.1050/-. 

c. Purchased supplies for cash. Rs.1500/- 

d. Received cash from customers, Rs.1800/-. 

e. Charged, customers for delivery services on account. Rs.2100/-_. 

f. Paid to creditors Rs.570/-. 

g. Paid rent for February, Rs.1000/-. 

h. Received cash from customers on account, Rs.1810/-. 

i. Paid cash to owner for personal use. Rs.900/-_. 

j. Determined by taking an inventory that Rs.650/- supplies had been used 

during the month. 

 

 Required: 

 Indicate the effect of each transaction on the accounting equation by listing the 

numbers identifying the transaction, from a to j, in a vertical column, and inserting 

at the right of each number the appropriate letter from the following list: - 

a. Increase in one asset; decrease in another asset. 

b. Increase in an asset, increase in a liability. 

c. Increase in an asset, increase in capital. 

d. Decrease in an asset, decrease in a liability. 

e. Decrease in an asset, decrease in capital. 

10. After graduation from AIOU, Aftab Ahmad entered into private practice. The 

transactions of the business were as follows:_ 

March 1 Aftab deposited Rs.2000/- in his business bank account. 

March 3 Paid Rs. 300/- for two months rent in advance for office. 

March 9 Purchased supplies for Rs.200/- in cash.  

March 12 Purchased equipment costing Rs.400 on credit, making one-forth down 

payment. 

March 15 Delivered a calf for a fee of Rs. 35/-. 

March 18 Made a partial payment of Rs.50/- on the equipment purchased. 

March 27 Paid a utility bill for Rs.40/-. 

 

 REQUIRED: 

1. 

i. Record the above entries in the journal. 

ii. Post the entries from the journal to the ledger accounts. 

iii. Prepare a trial balance. 

11. From the following transactions of M/s Zahid Brothers prepare the General 

Journal, Ledger accounts and Trial Balance. 

1. Started business with cash Rs.50000, furniture Rs.12000 and building 

Rs.60000. 

2. Deposited cash Rs.20000 into the bank account in the name of business. 

3. Purchased merchandize from Rs.6000; from Mr. Zia paying Rs.3000 cash 

and balance to be paid after one month. 
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4. Purchased merchandize Rs.4000. 

5. Deposited Rs.12000 into bank. 

6. Sold merchandise for Rs.1500 to Mr.Zahid; received cash Rs.1000 and 

cheque Rs.500. 

7. Purchased goods on credit Rs.5000 from Ayaz. 

8. Deposited the cheque into the bank received from Mr.Zahid. 

9. Paid salaries for the month Rs.500. 

10. Purchased goods at am auction and paid them by cheque Rs.400 

12.  From the following information prepare Trial balance. 

1. Started business with cash Rs.50000, furniture Rs.12000 and machinery Rs. 

30000. 

2. Purchased stationary for office use Rs.450. 

3. Purchased goods on credit Rs.10000 from Jafer Brothers. 

4. Purchased goods for cash Rs.1700. 

5. The owner purchased a vehicle for business use from his personal funds             

Rs.30000. 

6. Paid Rs.5000 to the local cable network operator for advertisement. 

7. Sold goods on credit Rs.3000 to Mr. Bilal 

8. Paid Electricity bill Rs.600. 

9.    Paid rent Rs.1200 

 Hints: 

 First prepare General Journal post them into ledger accounts and then prepare Trial 

Balance.  

13.  Mr. Maqsod started business with cash Rs.450000 and furniture Rs.30000. The 

transactions, completed during June 2006 the first month of operations, are as 

under. 

  1.    Opened a bank account in the name of business with Rs.150000. 

5. Acquired a shop on the monthly rent of Rs. 3000 after paying cash Rs. 36000 

as advance rent. 

6.    Purchased show cases and counters for Rs.18000 payment made by cheque. 

9.    Purchased goods costing Rs.50000 and payment made by cheque. 

11.   Bought goods from Mr. Ibrar on account Rs.26000. 

13.   Cash sale Rs.32000. 

17.   Sold goods on account for Rs.6000 to Rahim. 

21.   Returned the defective goods to Mr. Ibrar. costing Rs.7000.  

23.   A regular customer complained about the quality of goods has been granted 

an allowance of Rs.1000. 

25. Received cheque from Rahim amounting Rs.5000 same day it was deposited 

into the Bank. 

 Required: Journalize the above transactions in the books of Mr. Maqsod 

prepare ledger accounts and trial balance. 
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5. SUMMARY 
 

Accounting has developed as have other sciences and areas like medicine, physics etc., in 

response to the needs of the society. History indicates that all developed societies require 

certain accounting and record keeping in an accounting sense is thought to have begun 

about 4000 BC, but the emergence of double-entry book-keeping was a crucial event in 

accounting history. 

 

Accounting is defined as; "the process of identifying, measuring and' communicating 

economic information to permit informed rational judgments and decisions by the users 

of the information". The accounting process provides financial data for a wide range of 

individual whose objectives in studying the data vary widely. 

 

Accounting is often confused with bookkeeping. Bookkeeping involves the routine 

recording of economic activities, usually done by an account clerk. Accounting includes 

bookkeeping but goes well beyond it in scope. Accountant analyzes and interprets 

financial information, prepare financial statements, and other analyses which are very 

useful to the users. 

 

The basic component of the accounting process is the account. Based on the accounting 

equation, the principle of debits equals credits, and the use of double-entry procedure, the 

account is used to classify and summarize all business transactions. The left and right 

hand side items in each account must be totaled to determine its debit or credit balance. 

Assets, expense accounts normally have a debit balance. Liabilities, owner's equities and 

revenues normally have a credit balance. 

 

Since the ledger only shows the increases and decreases in an account, a journal is needed 

to have a permanent record of each transaction. A journal is a chronological record of 

business transactions, analyzed in terms of debits and credits. Business activity is 

analyzed, and certain transactions are recorded in the journal by a process known as 

journalizing. The amounts journalized are then posted to the account in the ledger: To 

check the ultimate equality of debits and credits in journalizing and posting transactions, 

a trial balance is prepared. A trial balance is a listing of debit and credit balances of all 

the accounts in the ledger, which, in total, must be equal. 

 

The material given in this unit is basic to your study of accounting. The entire process of 

accounting is based on the double-entry principle. 
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INTRODUCTION 
 

First unit introduced the preliminary accounting process or cycle of analyzing; classifying 

and summarizing business transactions and their posting into the ledger accounts. This 

enabled you to learn how these transactions are entered into journal and ledgers. The trial 

balance was shown as a way to test the arithmetical accuracy and equality of debits and 

credits in the journalizing and posting process. The ultimate purpose of the entire 

accounting process is to produce accurate financial statements for information of 

different users. 

 

In this unit, you will learn about the adjusting process, various adjusting entries and their 

method of recording. The purpose of adjusting entries is to bring the accounts to their 

proper balance before financial statements are prepared. You will also be introduced with 

the topic of work sheet, which is used frequently as a useful step in the preparation of 

financial statements. Using a work sheet lessen the possibility of ignoring an adjustment. 

 

After completion of the work sheet, the preparations of financial statements have been 

discussed. The income statement, (trading and profit and loss account) the retained 

earnings statement and the balance sheet are illustrated showing how they are prepared 

from the account titles and the data in the statement sections of the work-sheet. 

 

OBJECTIVES 
 

After studying this unit, you should be able to: 

1. Identify the reasons why adjusting entries must be made, and sources of these 

entries. 

2. Identify the classes and types of adjusting entries. 

3. Prepare a work sheet and explain its uses. 

4. Prepare an income statement, statement of retained earnings and balance sheet, on 

the basis of information contained in a work sheet. 

5. Recapitulation of the steps, in the accounting cycle and its completion. 
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l. ADJUSTING THE ACCOUNTS 
 

1.1 The Necessity for Adjusting Entries 
The purpose of accounting is to provide useful information to various parties who need it. 

To be most useful, the information must be accurate and up to date. First unit introduced 

the accounting process (or cycle) of analyzing and summarizing business transactions 

into accounts. You learned how these transactions are entered into journals and ledgers. 

The trial balance was shown as a means of testing equality of debits and credits in the 

journalizing and posting process. 

 

Some transactions take place which need to be recorded in the normal way but have not yet 

been properly finalized during the period involved, such outstanding events that have not 

been noted and recorded in the normal way, and so the information in the ledger will not be 

completed. The entries required at the end of an accounting period to record outstanding 

internal transactions are called corrections in the accounts. But bringing the ledger up to date 

is planned part of the accounting procedure and is not necessitated merely by errors. The term 

'adjusting entries' is therefore more appropriate than 'correcting entries'. 

 

Adjusting entries bring the accounts to their proper balance before, financial statements 

are prepared. The adjusting entries change the amounts originally in the accounts to the 

amounts that should be in the accounts for proper financial reporting. 

 

One might ask, why to worry about adjustments? Doesn't every-thing come out all right 

in the end? The main reason for making adjustments is that they help accountants to give 

accounting information that is useful for decision making. 

 

For example, adjusting entries are necessary to measure income and financial position in 

a relevant and useful way. The management of a company wants to know how much it 

has earned during the last month, quarter or year and what are its liabilities and assets at a 

certain date. This need is an important reason for making the adjusting entries, to show 

the actual and realistic position to the users. 

 

For example, suppose accounts have to be prepared up-to 31st December of the year. The 

salaries of the staff amounting to Rs.150,000/- are payable by 5th of the next month i.e. by the 

5th January. Thus at the last day of the month of December, the recorded expenditure of 

salaries will not be inclusive of salaries for the month because these have not yet been paid 

but the amount of Rs.150, 000/-actually relates to the month of December. If accounts are 

prepared only on the basis of amounts recorded up-to 31st December without taking unpaid 

December salaries into accounts, the profits would naturally be overstated and the financial 

statements would not reveal true position of the business. 

 

Another important reason for the use of adjusting entries is that they allow financial 

statements to be compared from one period to the next. Management can see that the 

company is making progress toward earning a profit or the company has improved its 
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financial position. To return to our example, if the accrued salary expense for December 

is not recorded, not only the income of that month will be overstated but the net income 

for the month in which the payment has to be made (next month) will be understated by 

the same amount. Similar is the necessity of adjustment for prepaid rent and insurance, 

off
-
ice supplies, depreciation of equipment and machinery', un-earned fees, accrued 

wages and unpaid electricity bills and accrued advertising fees. These are all normal and 

usual adjustments; the combined effect of all of them on net income is significant. 

 

The adjusting procedures and entries must be complete and consistent at the end of every 

accounting period. Accountants make these adjustments by analyzing the accounts and 

determining which ones need adjustment. For example, assume a three-year insurance 

policy costing Rs.60000 was purchased at the beginning of the year and debited to 

prepaid insurance. At year-end it is obvious that Rs.20000/- of the cost should be 

removed from the asset and recorded as an expense for the year. Failure to do so will 

result in overstated assets and understated net income in the financial statements. 

 

Events such as the using up of insurance coverage that has been prepaid are known as 

continuous events. Most adjusting entries are the result of continuous events. The need 

for adjusting entries is based on the matching principle, which requires that expenses 

incurred in producing revenues be deducted from the revenues they generated during the 

accounting period. This matching of expenses and revenues is necessary for the income 

statement to present an accurate picture of the profitability of a business for a particular 

period. Benefits from many assets such as prepaid expenses (e.g., prepaid insurance and 

prepaid rent) are being derived continuously by a company. 
T
h

u
s, the expense relating to 

these items could also be recognised properly as time elapses. An entry could be made 

when the expense has been incurred. But typically, the entry is not made until financial 

statements are prepared. Monthly adjusting entries are required by custom. However as 

required by law, business report are required to be furnished to the shareholders at least 

annually. Accordingly, adjusting entries will be required at least once a year. However, 

one point must he kept in mind that the entry transferring an amount from an asset 

account to an expense account should transfer only the cost of the portion of tile asset that 

has expired during the period. 

 

1.2 Cash versus Accrual Basis Accounting 
To apply the matching rule mentioned above, accountants have developed accrual 

accounting, which attempts to record the financial effects on an enterprise of transactions and 

other events in the periods in which those transactions and events occur rather than only in the 

periods in which cash is received or paid by the enterprise. In other words, accrual accounting 

consists of all the techniques developed by accountants to apply the matching rule. This rule 

recognized revenues when sales are made or services are preformed, regardless of the time 

when cash is received. Expenses are recognized as incurred, whether or not cash has been 

paid out. For example, when services are preformed on commission basis for a customer on 

account, the revenue is recorded at that time even though cash has not yet been received. 

Later, when the cash is received, no revenue is recorded because it has already been recorded. 
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Under the accrual basis, adjusting entries are used to bring the accounts up-to-date for the 

economic activity that has taken place but has not yet been recorded. Accurate financial 

statements can then be prepared. 

 

On the other hand, some relatively small business firms may record their revenues and 

expenses on cash basis. The cash basis of accounting recognized revenues when cash is 

received and recognized expenses when cash is paid out. For example, under the cash 

basis, services rendered to clients in 20A for which cash was collected in 20B would be 

treated as 20B revenues. Similarly, under the cash basis, expenses incurred in 20A for 

which cash was disbursed in 20B would be treated as 20B expenses. Because of these 

improper assignments of revenues and expenses, the cash basis of accounting is generally 

considered unacceptable. Companies using the cash basis may not have to prepare any 

adjusting entries. 

 

1.3 Types of Adjustments 
 

I.  Accruals 

At the end of accounting period, accrued but unrecorded revenues and expenses are 

recognized by means of adjusting entries. Accrual is simply the process of occurring, arising 

or coming into existence. Some revenues and expenses accrue constantly with the passage of 

time. Interest, for example, accumulates over the time that loaned (or borrowed) funds are 

used. Rent, wages, insurance premiums and property taxes also accrue over time. 

 

In accounting, the terms accrual is often interpreted broadly to include sales made or 

service rendered but remained unbilled and purchased goods or services for which 

invoices have not yet been received. Thus accrual adjustments involve increases in either 

receivable or payables. 

 

Example-1 

Adjusting Journal Entries 

 

Date Particulars L.F 
Debit 

Rs. 
Credit 

Rs. 

20-A     

Dec. 31 

A/c Receivable 
            Services revenue.  
(to recognize revenue earned during the last December 
but which could not be billed to customers until January) 

 

780  
780 

Dec. 31 Interest receivable 
 Interest revenue 
(to record interest earned during December on savings 
account kept with the Bank) 

 

60  
60 
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Revenue Accruals 

To illustrate the accrual of revenues, let us consider the adjustments shown in the above 

illustration. The first entry was needed to record December revenues for which bills were 

not prepared and mailed until January, because of normal delays in billing procedures. 

The second entry is to register savings account interest that accrued during December. 

You should carefully note this point that revenue accruals involve the simultaneous 

recognition of receivables and revenues and take the following form. 

 Asset (Receivable) Account Debited ............. xxx  

 Revenue or income Account Credited .......... xxx 

 

Expense Accruals 

The adjusting entries in the following illustration show the accrual of expenses at the end 

of an accounting period. Study the entries carefully, particularly the explanations, to see 

why the expense accruals were needed. 

 Expense Account Debited ................ xxx  

 Liability (payable) Account Credited ......... xxx 

 

Example-2 

Adjusting Journal Entries 

 
Date Particulars L.F Debit 

Rs. 
Credit 
Rs. 

20-A Dec. 31 Wages expense 
 Wages payable 
(To recognise December wages to be paid in January) 

 520  
520 

Dec. 31 Interest expense 
 Interest payable 
(To recognise accrued interest due on bank loan) 

 110  
110 

Dec. 31 Repair parts expense 
 Accounts payable 
(To recognise repair parts purchased and used during 
December, to be paid in January) 

 75  
75 

 

i.  Deferrals 

Cash is occasionally received in advance from customers before it is actually earned, and 

it is sometimes disbursed to prepay expenses. Certain expenses are usually paid in 

advance for instance rent, insurance premiums, magazine subscriptions etc.  In case of 

rent, from a landlord's point of view, advance payment represents an obligation (liability) 

to the tenant: the tenant's prepayment of rent buys the right to use property in the future, 

which is an asset. 
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Deferred items consist of adjusting entries involving data previously recorded in 

accounts. These entries involve the transfer of data already recorded in asset and liability 

accounts to expense and revenue accounts. 

 

To simplify accounting procedures, cash receipts and payments are sometimes reflected 

immediately as 'revenues. There is no harm in treating a month's rent as an expense when 

it is paid in advance on the first day of the month. After all, entire amount will be an 

expense by month end anyway. And in most cases at least some of the insurance 

premiums, magazine subscriptions, or other prepayments belong to the period in which 

they are paid. 

 

When an accountant discovers that a portion of what has been recorded as revenue or 

expense should be assigned to a future period, an adjusting entry is made to defer the 

appropriate amount relating to the subsequent period. 

 

ii. Deferred Revenue 

Revenue received before they are earned are liabilities, because they represent obligations 

to customers. When a magazine company collects money in advance for subscriptions, it 

has a liability to deliver magazines issues in future; as magazines are delivered, portions 

of the liability are earned as revenue. The adjusting entries in the following illustration 

demonstrate the deferral of revenues that are as yet unearned at the end of the period. 

 

Example 3 

Adjusting journal entries 

 
Date Particulars L.F Debit 

Rs. 
Credit 
Rs. 

20-A 
Dec. 31 

 
Rent revenue or rent income 
Unearned rent income 
(to defer January rent, which was received in December & 
recorded at that time as revenue) 

  
800 

 
 
800 

Dec. 31 Subscription revenue 
Unearned subscription revenue 
(to defer subscriptions revenue to magazines et to be 
published) 

 1600  
1600 

 

Revenue deferral adjustments take the following form: 

Revenue account debited ........ xxx 

Unearned revenue (liability) account credited .........xxx 

 

Deferred expenses 

Adjustment entries that defer expenses to a future period are shown in the following 

illustration: 

 

 

http://cases.at/
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Example 4 

 
Date Particulars L.F Debit 

Rs. 
Credit 
Rs. 

20-A 
Dec. 31 

 
Un-expired insurance 
 Insurance expense 
(to defer insurance premiums that apply to future periods) 

  
480 

 
 
480 

Dec. 31 Prepaid rent 
 Rent expense 
(to defer rent prepaid for the first quarter of the coming year) 
Office supplies 

 1350  
1350 

Dec. 31 Office supplies 
 Supplies expense 
(to recognise unused office supplies at year end 

 140  
140 

 

Adjustments to defer expenses take the following form. 

Prepaid Expense (Asset) Account Debited ......... xxx  

   Expense Account Credited .............................. xxx 

 

iii.  Expirations 

In a sense, all assets are deferred charges (debits) and all liabilities are deferred credits. 

Assets and liabilities represent carryovers of cost and obligation into future accounting 

periods. As assets are used up or depreciated in the process of earning revenues, portions 

of their costs are written off (expired) to expenses; and liabilities in the form of deferred 

revenues are shifted to revenue accounts as the revenues are earned. 

 

Liability Expirations Revenue 

As we saw earlier, some revenues may be collected in advance before they are earned, in 

that case they should be treated as deferred liabilities. The adjusting entries in the 

illustration given below recognize the portions of previously deferred revenues that were 

earned during the month of January. 

 

Liability expirations to revenue take the following form. 

 

Unearned Revenue (liability) Account Dr.... xxx  

Revenue Account       Cr.. xxx 
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Example 5  

Existing journal entries 

 

Date Particulars L.F Debit 
Rs. 

Credit 
Rs. 

20-A 
Dec. 31 

Unearned rent revenue 
 Rent revenue 
(to recognize rent revenue for January) 

 800  

Jail. 31 Unearned subscriptions revenue 
 Subscriptions revenue 
(to recognise revenue for magazines delivered 
during the month) 

 730  
730 

 

Asset expirations to expense 

As asset costs expire, they become expenses. Adjusting entries are commonly made to 

recognized depreciation of productive or fixed assets such as equipment, vehicles or 

building. Assume, for example, that a motor cycle is purchased for Rs. 19800/- and its 

expected life is 48 months, and at the end of its life its, expected salvage or replacement 

value is of Rs.600 and the motor cycle is expected to be equally useful (productive) 

during each month of its life. Depreciation per month can be determined as follows: - 

 

 Cost - Salvage value                  = Depreciation per month, 
 Expected life of motorcycle 
 in months 

or 
 
 Rs. 19800 -600 = Rs.400 per month. 
 48 
 

Remember that depreciation of a long-lived productive asset is accumulated in an asset 

contra account called Accumulated Depreciation. The adjusting entry to record the motor 

cycle depreciation is shown in the following illustration along with several other 

adjustments for asset expirations. 

Asset expiration adjustments take the following form. 

 Expense Account Debited ........... xxx  

 Asset (Contra Asset) Account Credited ......... xxx 
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Example-6 

Adjusting journal entries 

 

Date Particulars L.F. 
Debit 
Rs. 

Credit 
Rs. 

20-A     

Jan. 31 Depreciation expense (Motor cycle) , 
 Accumulated depreciation 
 (Motor cycle) 
(To record motorcycle depreciation 
for January) 

 

400  
400 

Jan. 31 Insurance expense 
 Unexpired insurance 
(To record insurance premium for 
January) 

 

200  
200 

Jan. 31 
Rent expense 
 Prepaid rent 
(To recognise rent expense for Jan.) 

 

450  
450 

Jan. 31 Supplies expense 
 Office supplies 
(To record office supplies used during 
January) 

 

300  
300 

 

1.4 Identifying the Basis for Adjustments 
You should know what adjustments are necessary at the end of the period. 

i. Some readily determinable cases requiring adjustment are outstanding bills for 

electricity, telephone and invoice which relate to the accounting period, but are 

received so late that payment thereof could not be made during the period. In such 

cases relevant expense accounts are debited and accrued accounts are credited. 

Difficulty however arises in cases where no bills, invoices and other documents are 

outstanding such cases are dealt with as under. 

ii. Different accountants follow different approaches to determine the required 

adjustments. One avenue is simply to review the adjustments that were made at the 

end of previous accounting period. In some cases the same or similar adjustments 

are needed at the end of each accounting period. One flaw in this method is that 

new cases may escape proper accounting. 

iii. Another approach is to scan the accounts in an unadjusted trial balance, looking for 

clues those suggests to the need for adjustments. Certain receivable and payables 

involve interest, which must be accrued with the passage of time; depreciable 

assets must be depreciated for the period; supplies can be checked to determine 

what is still on hand; and so on. 

iv. A more orderly approach is to examine or audit each account starting at the 

beginning of the ledger, to determine if any adjustments are needed. Bank accounts 

are reconciled with bank statements to prove the cash account. Files of unpaid 

invoices, orders and other documents are examined in an attempt to discover 
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unrecorded payables or receivables. Receivables and payables are reviewed for any 

accrued interest receivable or payable. In fact, all available evidence is considered 

in an effort to locate any miss-statements as each account is examined. 

 

Your ability to identify the need for adjustments will improve, as you become more 

skilled in accounting. However it is important to note that failure to prepare proper 

adjusting entries will upset the correctness of net income and the balance sheet. The 

following diagram shows the effect on net income and balance sheet items failing to 

record each of the major types of adjusting entries: 

 

No. Failure to recognize 
Effect on 
Net income 

Effect on Balance 
sheet items 

1. 
Consumption of the 
benefits of an asset 
(Prepaid expense). 

Overstate net income. 
Overstate assets 
and retained earnings 

2. 
Earning of previously 
unearned revenue. 

Understate net 
income. 

Overstate liabilities and 
understate retained 
earnings. 

3. Accrual of expenses. 
Overstate net 
income. 

Understate Liabilities and 
Overstate retained earnings. 

4. Accrual of revenue. Understate net income 
Understate assets and 
retained earnings. 

 

1.5 Illustrative Example 
Concluding this topic of adjusting process, it would be beneficial to illustrate the various 

adjustments with the help of a solved example. 

 

Example-7 

Suppose that the trial balance of BMW Ltd. Company for December 31 of the current 

year includes, among other items, the following accounts balances: 

 

 
Debits 

Rs. 
Credits 

 Rs. 

Office supplies on hand 6000  

Prepaid rent 25200  

Buildings 200000  

Accumulated Depareciation - Building  33250 

Salaries expenses 124000  

Unearned delivery fees  4000 
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Additional Data 
l. Part of supplies represented by Rs.6000 balance of the office supplies on hand 

accounts have been consumed. An inventory count of the supplies actually on hand 

at December 31 totaled to Rs.2400/-. 

2. On May 1 of the current year, a rental payment of Rs.25,200 was made for 12 

months and it was debited to prepaid rent.  

3. The annual depreciation of the building is based on the cost shown in the building 

account less an estimated salvage value of Rs.10,000. The estimated useful lives of 

the buildings are 40 year each. 

4. The salary expense of Rs. 124000/- does not include Rs.6000 of unpaid salaries 

earned since the last payday. 

5. One fourth of the unearned delivery fees have been earned by December 31. 

6. Delivery services of Rs.600 were performed for a customer, but the bill has not yet 

been sent. 

 

Required: 

Prepare the adjusting journal entries for December 31, assuming adjusting entries are 

prepared only at year-end. 

Solution: BMW Ltd. Company  

 

General Journal 

Date Particulars L.F 
Debit 

Rs. 
Credit 

Rs. 

20-A     

Dec. 31 Office supplies expense  3600  
  Office supplies on hand   3600 
 (to record office supplies expense    
 {6000-2400} =Rs. 3600    

Dec. 31 Rent expense  16800  
  Prepaid rent   16800 
 (to record rent expense for 8 months    
 {25200 x 8/12}    

Dec. 31 Depreciation expense - Buildings  4750  
  Accumulated depreciation-buildings   4750 
 (to record depreciation-buildings)    
 {200000 - 10000}    
        (40 years)    

Dec. 31 Salaries expense  6000  
  Salaries payable   6000 
 (to record accured salaries)    

Dec. 31 Unearned delivery fees  1000  
  Delivery service revenue   1000 
 (to record delivery fees earned)    
 4000 / 4 = 1 000    

Dec. 31 Accounts receivable  600  
  Delivery service revenue   600 
 (to record delivery fees earned but    
 remaining unbilled and un-received)    
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It is clear from the above that each case must be examined thoroughly to determine that 

expenses and incomes relating to a period is properly and accurately accounted for in that 

period. 

 

1.6 Self-assessment questions-I 
1. The trial balance of the F.A. Union Ltd. At December 31 includes, among other 

items, the following: 

 
Accounts balances Debits 

Prepaid insurance Rs. 48000 
Prepaid rent Rs: 57600 
Office supplies inventory Rs. 11200 

 

 Examination of the records shows that adjustments should be made for the 

following items: 

(a. Out of the prepaid insurance in the trial balance, Rs.20000/- is for coverage 

during the months after December 31 of the current year. 

(b. The balance in the prepaid rent account is for a 12-months period that started 

from October 1
st
 of the current year. 

(c. Rs.600 of interest has been earned but not received. 

(d. Office supplies used during the year amounting to Rs.7200/-. 

 Required: Prepare the adjusting journal entries at December 31. 

2. Zaryab Com.pany adjusts and closes its books on December 31. It is to be assumed 

that the accounts for all previous years have been properly adjusted and closed. 

Given below are a number of the company's accounts balances prior to adjustment 

on December 31, 20-B. 

 

 Zaryab Company  

 Partial Trial Balance  

 December 31, 20-B 

 
 Debits Credits 

Prepaid insurance 3875  
Office supplies on hand 6450  
Building 255000  
Accumulated depreciation-building  96000 
Unearned rent revenue  2700 
Salaries expense 69000  
Service revenue  277500 

 

Additional Data 

a. The prepaid insurance account balance represents the remaining cost of a four year 

insurance policy dated 30, June 20-A having a total premium of Rs.12600/-. 

b. The physical inventory of the office supply stockroom indicates that the supplies 

on hand had a cost of Rs.2025/. 
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c. The building was originally acquired seventeen years ago, at that time it was 

estimated that it would last 40 years and would have a salvage value of Rs.15000/-. 

d. Salaries earned since the last payday but unpaid at December 31 amounting 

Rs.2625/-. 

e. Interest earning but not collected on a saving account during the year amounting 

Rs.225/-. 

f. The unearned rent revenue account arose through the prepayment of rent by a 

tenant in the building or of 12 months beginning October 1, 20-B. 

 Required: 

 Prepare the adjusting entries indicated by the additional data. Computations should 

also be included. 

3. An adjustment will usually affect the groups of account viz. assets, liabilities, 

expenses and revenues. Set up a chart with headings as follows: 

 
 Asset Liability Expense Revenue 

A)     
B)     
C)     
etc.     

 

 For each of the following items, indicate the effect of the adjustments on assets, 

liabilities, expenses or revenues by writing increase or decrease in the appropriate 

column. 

 Adjusting Data is given below 

(a) Rent revenue collected in advance during the year was recorded in a revenue 

account. At the end of the year a portion of the rent is still unearned. 

(b) An inventory of supplies shows some supplies on hand. All supplies, when 

purchased, were recorded as an expense.  

(c) Depreciation for the year has not been recorded. 

(d) All insurance premiums are recorded in a prepaid insurance account. An 

adjustment is needed to recognize insurance cost that has expired. 

(e) Interest earned on a note receivable has not been recorded.  

(f) Amount deposited by customers to apply an installation fees are recorded as 

un-earned service revenue. An adjustment is needed to recognise the portion 

of advances that have now been earned. 

(g) Wages and salaries are still payable to employees at the end of the 

accounting period. 

(h) An adjustment is needed to recognised interest that has accrued on a note 

payable. 

4. Why are adjusting entries necessary? Why not treat every cash disbursement as an 

expense and every cash receipt as revenue when the cash change hands? 

5. Write notes on the following:  

 (a) Accruals 

 (b) Deferrals  

 (c) Expiration 
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2. THE WORK SHEET 
 

2.1 Definition 
The flow of information affecting a business does not arbitrarily stop at the end of an 

accounting period. In order to prepare the financial reports, the accountant must collect 

relevant data to determine what should and what should not go in the financial reports for 

the concerned period. 

 

For example, accountants must examine insurance policies to see how much prepaid 

insurance had expired, examine plant and equipment records to determine depreciation, 

take an inventory of supplies on hand and calculate the amount of accrued wages. These 

calculations together with other computations, analysis and preliminary drafts of 

statements, make up the accountants working papers. Working papers are important for 

two reasons. First, they aid the accountant in organizing their work so that they do not 

omit important data or steps, which effect the accounting statements. Second, they 

provide evidence of what has been done so that accountants or auditors can retrace their 

steps and support the basis of the financial statements. 

 

A special kind of working paper is called the "Work Sheet". The work sheet is used 

frequently as a preliminary step in the preparation of financial statement. It is a columnar 

sheet of paper on which accountants have summarized information needed to make the 

adjusting and closing entries and to prepare the financial statement. Use of a work sheet 

ensures the arithmetical accuracy of the accounts and facilitates the preparation of 

financial statement. The work sheet is never published’ and is rarely seen by 

management. Nevertheless, it is a useful tool for the accountant and remains with the 

Accounts department as a working paper, but is not part of the formal accounting records. 

Therefore, work sheets may vary in format and are usually prepared in pencil so that 

errors can be easily corrected. 

 

2.2 Specimen Format of the Worksheet 
Shahid & Umar Limited 

Twelve column worksheet for the year ended December 31 st 20-A 

 
S. 

No. 
Accounts 

Trial 
balance 

Adjustments 
Adjusted 

trial balance 
Trading 

A/c 
PLSA/c 

Balance 
sheet 

  
Dr. 
1. 

Cr 
2. 

Dr. 
3. 

Cr. 
4. 

Dr. 
5. 

Cr. 
6. 

Dr. 
7. 

Cr. 
8. 

Dr. 
9. 

Cr. 
10. 

Dr. Cr. 
11. 12. 

             

 

Note: The trading and PLS account columns are together called income Statement 

columns in American terminology. 
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2.3 Steps in Preparing the Work Sheet 
In smaller companies the adjustments are usually entered directly in the journal and posted to 

the ledger, and the financial statements are prepared directly from the adjusted trial balance. 

For larger companies, however, which may require many adjusting entries, a work sheet is 

essential. The work sheet is identified by a heading that consists of the name of the company, 

the title "Work Sheet", and the period of time covered (as on the income statement). There are 

five steps in the preparation of a work sheet, as shown below: 

1. Entering the account balances in the Trial Balance Column 

 The titles and balances of the accounts are copied directly from the ledger into the 

trial balance columns. When a work sheet is prepared, a separate trial balance in 

not required. However, if it has been prepared, the balances may be posted from it 

in the work sheet. 

2. Entering the adjustments in the Adjustment Columns 

 Adjustments have been already explained. The same adjustments are entered in the 

adjustment columns of the work sheet as shown in earlier example. As each adjustment 

is entered, a letter is used to identify the debit and credit parts of the same entry. In 

practice, this letter may be used to reference supporting computations or documentation 

underlying the adjusting entry. When all the adjustments have been entered in relevant 

debit and credit columns, the pair of Adjustments columns must be added. This step 

proves that the debits and credits of the adjustments are equal and generally reduces 

error in the preparation of the work sheet. 

3. Entering the account balances as adjusted in The Adjusted Trial Balance 

Columns 

 The adjusted trial balance prepared by combining the amount of each account in 

the original trial balance columns with the corresponding amounts in the 

adjustment's columns and entering the combined amounts on a line-byline basis in 

the adjusted trial balance columns. Adjusted trial balance columns are then footed, 

that is, totaled, to check the arithmetical accuracy of tile cross footing just like that 

of a normal trial balance. 

 Some accountants prefer to eliminate the adjusted trial balance Columns and to 

extend the adjusted account balances directly to the appropriate statement column-

for 7 to 12. Such an alternative form of work sheet is especially popular if there are 

only a few items involved, it would then be called a 'Ten Column Work Sheet". 

4. Extending the account balance from the adjusted trial balance column to the 

profit and loss columns or the balance sheet columns, (i.e. from column 5 and 

6 to column 7 to 12) 

 Every account in the adjusted trial balance is either a balance sheet account or an 

income statement account. The accounts are sorted, and each account is extended to its 

proper place as a debit or credit either in the balance sheet columns or in the trading 

and profit and loss columns. The result of extending the accounts is shown in example-

8. Revenue (profits) and expenses accounts are moved to the profit & loss columns.. 

Assets and liabilities as well as capital and drawings accounts are then extended to the 

balance sheet columns. To avoid over looking an account, extend the accounts line by 

line, beginning with the first line (which is cash) and not omitting any. 
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5. Totaling the income statement columns and the balance sheet columns. Enter 

the net income or net loss in both pairs of columns as a balancing figure, and 

recomputed column totals 

 This last step as shown in example-8 is necessary to compute net income or net loss 

and to prove the arithmetical accuracy of the work sheet. Net income or net loss is 

equal to the difference between the debit and credit columns of the income statement. 

In the illustrative example-5, the revenue has exceeded the expenses. Consequently, the 

company has a net profit of Rs.45,030/-. This amount of Rs 45,030/- is entered in the 

debit side of the income statement (PLS A/C) columns to balance the columns and it is 

entered on the credit side of the balance sheet columns. This is done because excess 

revenue (net income) increases capital and increases in owner’s capital are recorded by 

credits. If a net loss had occurred, the opposite rule world apply. 

 

Example-8 

Shahid & Umar Company 

The Trial Balance of Shahid & Umar Co. as on 30
th
 June is Given below: 

 
 Rs. Rs. 
Cash in hand 680 - 
Sundry debtors 46000 - 
Discount 300 - 
Drawings  11000 - 
Opening stock 30000 - 
Purchases 75000 - 
Sales returns 2700 - 
Miscellaneous trade expenses 755 - 
Labour wages 3500 - 
Salaries 5600 - 
Traveling expenses 850 - 
Advertising 500 - 
Rent and insurance 2800 - 
Interest and bank charges 215 - 
Bad debts 400 - 
Buildings 6000 - 
Pland and machinery 10000 - 
Furniture 5000  
Capital  35000 
Purchases returns  1300 
Sales (gross)  125000 
Creditors   30000 
Bank overdraft  10000 

Total       Rs.201300 Rs.201300 

 

Following additional information is also available  

i: Closing stock on 30th June is Rs.45,000.00  

ii: Charge depreciation at 10% on 

 a.  Plant and machinery  

 b.  Furniture. 

iii: Make provision for bad and doubtful debts at 5% of sundry debtors. 
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iv. Rs. 150 on account of insurance are prepaid. 

Required: Prepare: (a) Trading and P & L Account. 

    (b) Balance sheet as on 30th June 

Solution: 

Shahid & Umar Company 

Trading, Profit & Loss Account  

For the year ended 30th June. 

 

Opening stock 30000  
Sales 
 

125000 

Purchases                        75000  Less returns 2700 
Less returns                      1300  Net sales 122300 
Net Purchase 73700 Closing stock 45000 
Labour charges 3500   
Gross profit (carried down) 60100   

Total 167300  Total 167300 

Expenses:  Gross profit B/d 60100 
Discount 300   
Salaries 5600   
Advertising 500   
Rent insurance  (2800-150) 2650   
Interest & bank charges 215   
Bad debts 400   
Depreciation (machinery) 1000   
Depreciation (furniture) 500   
Provision for bad debts 2300   
Miscellaneous trade expenses 755   
Travelling expenses 850   
Net profit carried to balance    
Sheet 45030   

    

 60,100  60,100 

 

SHAHID AND UMAR COMPANY 

Balance Sheet as on 30th June 

 
Capital & Liabilities  Assets 

Capital 35000  Cash in hand  680 
Add : Profit 45030  Prepaid Insurance  150 
 80030  Sundary Debtors 46000  
Less : Drawings 11000  Less: Provision 2300 43700 
  69030 Stocks  45000 
Creditors  30000 Plant & Machinery 10000  
Bank overdraft  10000 Less : Depreciation 1000 9000 
   Furniture 5000  
   Less : Depreciation 500 4500 
   Building  6000 

  109030   109030 
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Example-9: 

This solved problem illustrates the use of a work sheet where the columns of trading and 

profit & loss account has been substituted by Income Statement column.  

 

The trial balance for the B & M Delivery Company as on December 31, was as follows: 

 

B & M Delivery Company 

 
 Debit Rs. Credit Rs. 

Cash 10650  
Accounts receivable 6400  
Supplies on hand 1400  
Prepaid insurance 2400  
Prepaid rent 40000  
Accounts payable  3130 
Service Fee received in advance  4500 
Capital stock  50000 
Dividends (drawings) 3000  
Service revenue  10700 
Advertising expenses 50  
Gas & oil expenses 680  
Salaries expenses 3600  
Utilities expenses 150  
Total 68330 68330 

 

Additional data: 

 

a. Insurance expense for the month of December Rs. 200/- 

b. Rent expense for the month of December Rs. 400/- 

c. Supplies used during the month Rs. 500/- 

d. Depreciation for December Rs. 50/- 

e. One-third of the fees-received in advance account has been earned by 31
st
 

December. 

f. Interest earned but not yet received Rs. 600/- 

g. Unbilled service Rs. 1000/- 

h. Accrued salaries Rs. 180/- 
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B & M delivery Company work sheet as on 31
st
 December 

 
Account Title Trail Balance Adjustments Adjusted Trial Balance Income Statement Balance Sheet 

 Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. 

Cash 10650    10650    10650  
Account receivable 6400    6400    6400  
Supplies on hand 1400   500 900    900  
Prepaid insurance 2400   200 2200    2200  
Prepaid Rent 40000   400 39600    39600  
Account Payable  3130    3130    3130 
Service fee received in advance  4500 1500   3000    3000 
Capital Stock  50000    50000    50000 
Dividends (drawings) 3000    3000    3000  
Service revenue  10700  2500  13200  13200   
Advertising expenses 50    50  50    
Gas and oil expenses 680    680  680    
Salaries expenses 3600  180  3780  3780    
Utilities expenses 150    150  150    
Insurance expense   200  200  200    
Rent expense   400  400  400    
Supplies expense   500  500  500    
Depreciation   750  750  750    
Accumulated Depreciation    750  750    750 
Interest receivable   600  600    600  
Interest revenue    600  600  600   
Salaries payable    180  180    180 
Service Revenue Receivable   1000  1000    1000  
Net Profit 
 

      7290   7290 

Total 68330 68330 5130 5130 70860 70860 13800 13800 64350 64350 
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Solution: 

The work sheet is given here at page 96. The student should prepare the following 

financial statements using the data developed in this work sheet: 

i. Trading and profit and loss account for the year ending 31st December. 

ii. Retained earning statement for the period, and 

iii. Balance sheet of the company as on 31st December. 

 

2.4 Self-Assessment Questions - II 
 1. Test your knowledge by selecting the best answer for each item below: 

  a. The work sheet is a type of: 

   i. Ledger 

   ii. Journal 

   iii. Working paper 

   iv. Financial statement 

  b. The work sheet is useful in: 

   i. preparing financial statements 

   ii. recording adjusting entries. 

   iii. Recording closing entries. 

   iv. All of the above, 

  c. In preparing closing entries, it is helpful to refer first to; 

   i. The Adjustment columns of the work sheet. 

   ii. The Adjustment trial balance columns of the work sheet.  

   iii. The Income statement columns of the work sheet.  

   iv. The general journal. 

  d. Which of the following sequences of actions describes the proper 

sequence in the accounting cycle? 

   i. Post, enter, analyze, prepare, closing adjustment. 

   ii. Analyze, enter, post adjust, and prepare close. 

   iii. Prepare, enter, post adjust, analyze, close. 

   iv. Enter, post, close, prepare, adjust, and analyze. 

   e. when all closing entries have been posted, the balance of the 

Income summary will be: 

    i. A debit if a net income has been earned. 

    ii. A debit if a net loss has been incurred. 

    iii. A credit if a net loss has been incurred.  

    iv.  Zero 

 2. Arrange the following activities in proper sequence by placing the number 

1 through 6 in the blanks: 

   ___________ a. The transactions are entered in the journal. 

   ___________ b. Financial statements are prepared. 

   ___________ c. The transactions are analyzed from the source 

documents. 

   ___________ d. A work sheet is prepared. 
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  ___________ e. Closing entries are prepared. 

  ___________ f The transactions are posted to the ledger. 

 3. Why is work sheet a facilitating technique? What does it facilitate? 

 4. The accounts in the ledger of Haroon Enterprises, with the unadjusted 

balance on June 30, were as follow: 

 

Haroon Enterprise 

Trail Balance 30
th

 June 2006 
Particulars Debit Credit 

Cash 43750  

Account Receivable 96150  

Merchandise inventory 145250  

Prepaid Insurance 12960  

Store Supplies 8250  

Office equipment 163750  

Accumulated Depreciation Equipment  25300 

Account Payable  44740 

Salaries Payable  89620 

Capital   180000 

Retained earnings  81445 

Interim Dividend 60000  

Sales  945000 

Purchases 610050  

Sales salaries 77400  

Advertisement expenses 24800  

Misc. selling expenses 4400  

Office salaries 39645  

Rent expenses 40000  

Heating and lighting 16100  

Tax expenses 12000  

Interest expenses 8000  

General expenses 3600  

Total 1366105 1366105 

 

The data needed for year-end adjustments on June 30, 2006 are as follows: 

Merchandise inventory on June 30, 2006 150500 

Insurance expired during the year 6400 

Store supplies inventory on June 30, 2006 2150 

Depreciation for the current year 19200 

Accrued salaries on June 30, 2006;  

Sales salaries                     2800  

Office salaries                    1300 4100 

Instructions: 

i. Prepare a work sheet for the fiscal year ended 30th June, 2006 listing all of the 

accounts in the order given. 

ii. Prepare the trading, profit and loss and Balance Sheet as on 30th June 2006. 



66 

 

5. The following trial balance & additional data are for ABC company. 

 

ABC Company 

Trial Balance 31st December 
 Debit Rs. Credit Rs. 

Cash 76000  
Prepaid rent 7200  
Office equipment 5920  
Accumulated depreciation equipment  1440 
Prepaid insurance 6000  
Automobile 16000  
Accumulated depreciation automobile  4000 
Accounts payable  720 
Unearned management fee  3120 
Capital stock  80000 
Retained earnings  5160 
Dividends 7000  
Commissions revenue  60000 
Management fee revenue  6800 
Salary expense 39960  
Advertisement expenses 600  
Repair and maintenance 1560 _ 
Supplies expense 600  
Miscellaneous expense 400  
   
Total 161240 161240 

 

Additional Data: 

i. Insurance expense for the year, Rs.960/ 

ii. Rent expense for the year, Rs.4800/-. 

iii. Depreciation expense office equipment Rs.720/- & Automobile Rs.3200/-. 

iv. Salaries earned but unpaid at 31st December Rs.6660/-. 

v. Supplies on hand at 31st December Rs.200/-. 

vi. The unearned management fees were received and recorded on 1" November. 

The advance payment covered six months.  

 

Required: 

a. Prepare a 12 column work sheet for the year ended Dec. 31st. 

b. Prepare adjusting entries in general form. 

 

3. THE FINANCIAL STATEMENTS 
 

When the work sheet has been completed all the information needed to prepare the 

income statement or the profit and loss statement and the balance sheet becomes 

readily available. The work sheet is the source of all the data to be reported on the 

income statement and balance sheet. Now the information only needs to be reported 
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into the appropriate financial statement. As stated earlier, the word income statement 

is used in American terminology for the trading and profit and loss statement, both 

these statements aim at arriving at the profit earned or loss sustained during the 

particular period of the business. The sequence of expenses as listed on the work sheet 

may be changed in order to present them on the income statement in proper order. 

Now, we would like to familiarize you with the format of both the statements. 

 

3.1 The Income Statement 
The accounting profession has not specified a particular format that must be used for 

the income statement because reasonable flexibility to fit various situations is 

considered more important than a standard format. Therefore, considerable variation 

exists in practice. 

 

The income statement reports all revenues, gains, expenses and losses for a specific 

period of time. It is "dated" to indicate the period, such as "For the year ended 

December 31, 20 A". This dating identifies the length and ending date of the reported 

period. 

 

Information needed to prepare the income statement can be taken from the income 

statement columns of the work sheet. The income statement illustrated below is based 

on the information in the Income statement columns in the illustration of work sheet 

solved earlier in this unit. 

 

B & M Company 

Income Statement 

for the month ended 31st December 

 
 Rs. Rs. 

Revenues:   
Delivery services revenue 13200  
Interest revenue 600  
Total revenue  13800 
Expenses:   
Advertising 50  
Gas & Oil 680  
Salaries 3780  
Utilities 150  
Insurance 200  
Rent 400  
Supplies 500  
Depreciation (delivery truck) 750  
Total expenses  6510 
Net income  7290 

 



68 

 

Of course the information depicted here are very simple in order to acquaint yourself 

with the concept of profit earned or loss sustained during a particular period. But in 

large business organizations, there are thousands of transactions like huge purchases, 

discounts, bad debts, commission, extra-ordinary losses etc., therefore we would like 

to introduce you with the Trading and Profit & Loss Account, which produces the 

same result but with greater detail. In fact both Trading and Profit & Loss Accounts 

are one and the same thing, but for convenience purpose it is divided into two parts, 

 

3.2 Trading Account 
All items which are in direct relation with the manufacturing or trading process is 

included in the trading account. This portion of profit & loss account only gives the 

gross figure of profit or loss of the business enterprise. This very particular statement 

shows the general trend of the business either it is profit oriented or not. The debit side 

of trading account shows the amount usually incurred on purchases and use of 

materials as wells as direct expenditure. The credit side shows the amounts received in 

response to sales and other direct items plus closing stocks. 

 

3.3 Items of Treading Account 
Following are the items which usually appear on the debit and credit side of the 

trading account. 

 

A. Debit side 

i. The amount or value of the opening stock. 

ii. The purchases made during the period. If there are any returns to vendors 

than deduct the amount or returns from purchases and the net figure will 

be reflected in the trading account. 

 iii. All direct expenses like wages, freight, transportation etc. will also be 

reflected on the debit side of the trading account. 

B. Credit Side 

 i. Total sales made during the period. If there are any "sale Returns" then 

deduct the amount of "Returns" from the total sales figure thus the net 

figure of sales will be reflected on the credit side of the Trading Account. 

 ii. The value of the closing stock of goods. 

 The difference between the two sides will either give a gross profit or gross 

loss. If the total of credit side is greater than the debit side the difference will 

represent a gross profit. On the contrary if the debit side is heavier than the 

credit side the business will suffer a gross loss due to this difference. 

 The amount of gross profit or loss will than be transferred to the profit & loss 

account. If there is a gross profit, it will be transferred to the credit side of the 

profit & loss account and on the other hand if there is a gross loss it will be 

transferred to the debit side of the profit and loss account. 
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Performa / Specimen of the trading account ABC Limited Trading Account for the 

year ended 20-A 

 
Debit Amount Rs. Credit Amount Rs. 
To opening stock 
To purchases 
Less returns 
To carriage inward 
To wages 
To coal, gas, electricity 
To freight 
To cartage, excise, etc. 
To gross profit (if any Transferred to 
the credit side of the profit and loss 
account) 

 By sales  
Less sales returns. 
By closing stock 
By gross loss 
(Transferred to the debit side of the profit 
and loss accounts) 

 

 

Now we would like to give you a short description of the items of the trading account 

so that you may clearly understand their nature. 

C. Opening Stock 

 The shape or form of stock varies according to the business. If there are 

manufacturing concerns, which assemble, process and convert material into 

finished goods, the stock in such a case would consists of three categories. 

i. Raw material stock 

ii. Work-in-process stock 

iii. Finished goods stock. 

 In case there is a trading concern than there will be only finished goods stocks 

or salable merchandise items. 

D. Purchases 

 The purchases of all kinds to begin the manufacturing process will be shown in 

the trading account. It will include the cash purchases as well as any credit 

purchases made during the period. The commodity, which is inferior in quality 

or not according to the specification would naturally, be returned to the supplier. 

In such a case we will deduct the purchases return from the gross purchases and 

the net result will be reflected in the Trading Account. If we have got any 

discount on purchase, it will also be deducted from the purchases. 

E. Direct Expenses 

 All direct expenses are reflected in the trading account. Direct expenses mean 

those expenses, which becomes a part of the original cost of goods. For example 

wages paid to labor for the construction of building. These direct expenses 

become integral part of the goods itself and these cannot be segregated from 

each other. Direct expenses include wages, carriage inward, cartage, excise 

duty, coal, gas and power, freight, lubrications, in other words all expenses 

incurred in the factory are direct expenses and should be charged to trading 

Account. Such as factory rent, factory wages, insurance. These are also termed 

as factory overheads. 
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F. Sales 
 The item of sale consists of both, cash and credit sales made during the period. 

Any amount of discount allowed on sale would be deducted from the gross 

sales. Goods once sold are sometimes returned, in such a case the amount of 

sales returns should be deducted from the gross sales and the net sales will then 

be carried forward to the outer column of the trading account. 

G. Closing stock 

 It is not necessary that the goods manufactured must be sold in total. In-fact a 

portion of goods will be certainly remaining unsold at the close of the trading or 

financial year. The unsold stock or closing will then be valued according to a 

specific formula. Either they will be valued at cost or market. Usually the 

business follow the practice of valuation of stock on lower of cost or market 

value method. 

 

3.4 Profit and Loss Account 
As we have studied earlier, the trading account ultimately gives a gross profit or loss 

of a business for a given period of time. The next step is to find out the net result of 

the business enterprise. The profit and loss account determines the net profit or loss 

made during the period 

 

It is prepared on the same line on which trading account was prepared with the only 

difference that it reflects all indirect incomes and expenses incurred during the period. 

 

The first item of profit and loss account is the gross profit transferred from the trading 

account. The gross profit will be written on the credit side of the profit and loss 

account. If there are any indirect gains such as commission received, discount 

received, interest received, etc,, they should also be shown below the gross profit on 

credit side. The debit side of profit and loss account will show all indirect expenses 

incurred during the given period. 

 

These expenses are of a revenue nature and do not become a part of the product itself, 

for example rent paid of the office building is debited in the profit and loss account, 

and it does not becomes any part of the building itself. Similarly all administrative, 

selling and financial expenses are shown on debit side of profit and loss account. 

 

If the credit side of the profit and loss account is heavier than the debit side there will 

be a net profit and vice-versa. The net result will than be transferred to the capital 

account in the balance sheet. If there is net profit, it will be an addition to the capital 

account and if there is a net loss it will be deducted from the capital account, which 

will be reduced accordingly. The format of profit and loss account is given below: 

 

Performa/Specimen of profit & loss account. 

Profit and loss account for the year ended 20-A 
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Dr. Cr. 

Gross loss (if any) 
 

Gross profit 

Salaries  

Rent Interest received 

Rates & taxes  

Discount allowed Commission received 

Insurance  

Repairs & maintenance Discount received 

Advertising expenses  

Bad and doubtful debts 
 

Miscellaneous receipt 

Entertainment  

Printing & stationary Net loss 

Depreciation (transferred to the 

Interest paid 
 

capital account in the 

General expenses balance sheet)  

Bank charges  

Trade charges  

Legal expenses  

Etc.  

Net profit (if any)  

(Transferred to the capital  

account in the balance sheet)  

 

For illustrative purposes, the same data already mentioned in the work sheet example 

are illustrated in this format of Profit and Loss Account. 

 

B & M Delivery Company 

Profit and Loss Account 

For the month ended December 31, 20-A 

 
Debit Amount Credit Amount 

Advertising 50 Delivery service revenue 13200 
Gas & oil 680 Interest revenue 600 
Salaries 3780   
Utilities 150   
Insurance 200   
Rent 400   
Supplies 500   
Depreciation delivery truck 750   
Net profit 7290   

 13800  13800 
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3.5 Statement of Retained Earning or Profit & Loss Appropriation 

Account 
The Statement of Retained Earnings or Profit and Loss Appropriation Account is a 

financial statement that Summaries the transaction affecting the retained earning 

accounts balances. Information needed to prepare this financial statement is taken 

from the relevant columns in the work sheet (illustrated earlier). The following is the 

statement of retained earnings for B & M Delivery Company. 

 

B & M Delivery Company Limited 
Statement of Retained Earnings  

For the Month of December 31, 20-A 

 
Retained earnings, 1st December 20-A  -0- 
Net income for December 7290 
Total 7290 
Less dividends 3000 
Retained earnings 31st  December 20-A shown in the balance sheet 4290 

 

 

It should be remembered that retained earnings account is prepared only for limited 

companies. In such cases the net profit is not transferred to the capital account, but is 

carried to retained earnings account. The above statement has been prepared by showing 

the beginning retained earnings account balance, adding the net income for the period and 

then subtracting the dividends. The ending retained earnings balance is then carried 

forward to the balance sheet. 

 

The dividend account of a limited company is comparable to the drawing account of a 

sole-proprietorship. Distribution of earnings to the shareholders is debited to dividend 

account and the account is periodically closed to retained earnings account. 

 

3.6 Balance Sheet 
Financial statements provide information about an entity's economic resources, claims 

against those resources, and the interests of the owners at specific dates. Speaking 

briefly, the balance sheet display what the business OWNS itself and what it OWES to 

others. This information allows investors, creditors and other interested parties to 

assess the financial strength, flexibility and liquidity of the enterprise. This assessment 

is useful to decision's makers for projecting the future cash flows of the entity. 

 

The Balance sheet is a statement that exhibits a true and correct state of affairs of the 

financial position of the business concern. It is prepared at the end of financial year and 

presents therein the total assets and liabilities of the business. The source of preparation of 

the balance sheet is the work sheet. When the nominal accounts are closed to trading and 

profit and loss accounts, the remaining portion of trial balance i.e. real and personal 
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accounts represents the assets and liabilities of the business at the closing date are 

transferred to the balance sheet. The above mentioned assets and liabilities are shown in 

the balance sheet in a systematic way. The right hand side is the assets side and the left 

side is the liability side. The balance sheet must show the various assets and liabilities 

under appropriate headings. The designation balance sheet refers to the fact that the 

statement "balances" according to the fundamental accounting model is:  

 

Assets = Liabilities + Owner's equity 

For example the various creditors need not to be shown separately but all creditors 

should be combined and grouped under the heading "Sundry Creditors" or simply 

“Creditors” in the liabilities section. 

 

The same is the case of debtors. All debtors must be combined and grouped under the 

heading “Sundry Debtors” or simply “Debtors”. 

 

The overall totals of liabilities and assets sides of the balance sheet must be in 

agreement and equal to one another. If there is any difference, it needs to be 

investigated because it means that there is something wrong in the process. The 

specimen of balance sheet is given below:  

ABC Company  

Balance Sheet  

As on 31st December 20-A 

 
Capital & Liabilities  Assets   

Capital Rs. Rs. Fixed Assets: Rs. Rs. 
Balance            90000  Buildings 40000  
Net Profit:                  59159  Less accumulated Dep. 4000 36000 

          149159     
Less drawings            20009  Machinery 20000  
 129150 Less accumulated Dep. 2000 18000 

Long term liabilities     
Mortgaged loan 20000 Current Assets   
  Stock  60000 
Current liabilities  Prepaid rent & rates  300 
Bank overdraft           10000  Debtors/ receivables 40000  
Sundry creditor/Accounts  Less reserve for   
Payables           15000  doubtful   
Accrued expenses 5200  Debts 2000  
   38000  
Total current liabilities 30200 Less reserve for 950 37050 
  Discount   
  Cash at bank  27000 
     
  Cash in hand  1000 

Total capital & 
Liabilities 

179350 Total assets  179350 
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Now we would like to study various items shown in the balance sheet. A short 

description of each item is given below. 

 

3.7 Classification of Various Items in the Balance Sheet 
 1.  Right - Hand Side-Assets 

   As explained in paragraph 1.7 of unit No. l the items which are owned by 

the business and with the help of which the business activities are carried 

out is explained below. Broadly, assets may be divided into following two 

categories: 

   i. Fixed Assets 

    The assets whose life is more than one year; for example building, 

plant & machinery, vehicles etc. is called fixed assets. 

   ii. Current Assets 

    These are assets, which have short life or duration, and consist of 

cash or those items, which will ultimately be expended or converted 

into cash within the course of one year. The example is cash at 

bank, stocks, debtors or receivables, advances or prepayments etc. 

    Now various items of assets are discussed below: 

 a.  Cash 

   Cash is the dynamic liquid asset owned by the business. Cash consists of 

money or any other medium of exchange that the bank will accept at face 

value for deposit. Money includes coins, currency notes and cheques, 

postal and money orders etc. 

 b.  Accounts receivable or sundry debtors 

   The main source of income of the company is Sales, are made on cash as 

well as credit basis. The credit sales are made on promise by the 

customers that they will pay in the near future. These promises are called 

accounts receivable. Credit sales increase accounts receivable, and 

collection from customer's decreases accounts receivable. Account 

receivable is also called sundry debtors. 

 c.  Prepaid expenses 

   Many companies pay for goods and services before they receive or use 

them. These prepaid expenses are considered assets because those goods 

or services are not yet used. When these goods and services are utilised 

they become expenses. 

 d.  Stocks 

   Every business which is busy in trading or manufacturing goods has to 

keep stock of goods. The stock of goods is valued at the end of the 

financial period. The value of goods/stock is shown in the balance sheets 

on asset side under the current assets and in the Trading account on credit 

side as explained earlier. 

 

 

http://etc.is/
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Now main items of fixed assets are described below: 

 

a. Land and building 

 Land means land or premises to be used in the normal operation of business. 

Purchase of structures to be used  in the business are recorded in an account 

called building and land cannot be separated from building therefore, it is 

advisable to combine them under the heading "buildings" if however, no 

building has been constructed on any piece of land. it would be shown 

separately in the balance sheet as land. 

b. Office Equipment 

 The smooth running of office work need some sophisticated type of equipment 

like typewriters, desk, chairs, office computers and machines, file cabinet etc. 

These are the fixed assets of the company and are shown in the Balance Sheet 

as office equipment. 

c. Investment 

 Any investment made in some other business by the management is an asset of 

the company. Sometimes the management decide to utilize' the idle money or 

surplus money in some developmental projects and in, turn get some financial 

benefit in the shape of interest or it buys shares of some other company. These 

are shown as investment in the balance sheet. 

 

2. Left-hand side of the balance sheet 

 Left-hand side of a balance sheet shows what it owes to others`? First of all, the 

business owes to the owner what he has invested to run the business. This is 

called capital. However, what the business owes to other parties, are called 

liabilities. These items are explained below in greater detail. 

 i.  Capital Stock Holders Equity 

  Stockholders equity or capital account shows the owners investment or 

interest (equity) in the business. This interest is equal to the amount 

contributed by the owner in the form of cash or buildings or, any other 

assets plus the income left in the business. 

 ii.  Drawings 

   If the owner of a business withdraw any amount or an-asset from the 

business, it is termed as "drawings". In the example at p-107 Rs.20009/- 

were with drawn by the owner and therefore the capital decreased by this 

amount. In case of limited companies the amount paid to share holders 

out of earned profits is called "dividends". Dividends are also a form of 

drawings. 

 iii. Long Term Liabilities 

   If a business obtain a loan for business on agreed terms and conditions 

and which remains payable -for a long-period exceeding one year, it is 

included in "Long Term Liabilities". However, any installment of the loan 

payable within a year is included in current liabilities. 

http://land.it/
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 iv. Current Liabilities 

   What the business owes to others and the payable amount is to be paid 

within one year, it is called a current liability. The examples of current 

liabilities are as under: Creditors, Bank loans, Payable Taxes, Notes 

payable, accrued expenses etc. 

 

3.8  Difference between Trial Balance & Balance Sheet 
After studying both the statements, the following points of distinction should be 

carefully noted by the students: 

 
 Trial Balance  Balance Sheet 

1. The trial balance contains the balances of all 
the three accounts i.e. real, nominal and 
personal. 

1. The balance sheel contains the balances of real 
and personal accounts-only. 
 

2. The trial balance shows the arithmetical 
accuracy of the accounts. 

2. The balance sheet exhibits the financial position of 
the business concern. 

3. It is prepared before the preparation of the 
trading, PLS account and Balance sheet. 

3. It is prepared after the preparation of trading, PLS 
account as well as the trial balance. 
 

4. The out-standing incomes and expenses are 
not incorporated in the trial balance. 

4. It shows outstanding expenses and accrued 
income. 
 

5. The value of closing stock is not stated in the 
trial balance. 

5. The value of closing stock is stated in the balance 
sheet. 

6. The trial balance is not presented to users of 
financial statements. 

6. The balance sheet is included in Financial 
statements to be presented to the users. 

 

3.9 Self-Assessment Question-III 
1. Calculate the missing items in the following data: 

 
 Assets  Liabilities Capital 

a) 120000 70000 ? 

b) ? 25000 35000 

c) 62000 30400 ? 

d) 28700 ? 10900 

 
2. Calculate the missing amounts. 

 
 Revenues Expenses Net Income/(Loss) 

a) 250000 198000 ? 

b) 86000 ? 9800 

c) ? 150000 28000 

d) 94000 110000 ? 
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3. Indicate whether the following statements are true or false.  

 a.  Revenues are recognized when they are earned, and expenses when they 

are paid in cash, 

 b.  When assets expire, they become liabilities. 

 c.  Net income is a measure of accomplishment. 

 d.  An accounting period is never longer than one month.  

 e.  The matching concept is that assets are matched against corresponding 

liabilities. 

 f.  Revenues less expenses yield net income. 

 g.  Revenues of a period should be matched with expenses of the same 

period, 

 h.  The more revenues earned during a period the higher will be the cash 

balance at the end of the period. 

4. Distinguish between Profit & Loss Account or Income Statement and Balance 

Sheet. Briefly explain the usual items of both these statements. 

5. What is a balance sheet? Basically, what values are reported on the balance 

sheet? 

6. What items are reported on a statement of retained earnings? Explain how it 

provides a link between the income statement and balance sheet. 

7. Why are income statement accounts called nominal accounts and balance sheet 

accounts permanent or real ones? 

8.      The following Trial Balance was extracted from the books of Jaffar Brothers on 

30
th
 June, 1999. From the given information you are required to prepare a work 

sheet for the year ended on 30
th
 June, 1999.  

 

Trial Balance on 30
th
 June 1999 as follows: 

   Title of Accounts Dr. (Rs.) Cr. (Rs.) 

Accounts receivable 
Cash 
Merchandise inventory on 1st July 1998 
Plant and machinery 
Furniture and fixtures 
Capital 
Accounts payable 
Purchases 
Purchases returns and allowances 
Discount on purchases 
Sales 
Sales return and allowances 
Sales discount 
Insurance prepaid 
Advertisement expenses 
Salaries expenses 

9000 
5000 
6000 

17000 
82000 
26000 

 
 

60000 
 
 
 

3000 
1600 
1000 
4000 

     12000 
212600 

 

 
 
 
 
 
 

136000 
3800 

 
2200 
600 

70000 
 
 
 
 

_________ 
212600 
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Additional Information: 

1) Prepaid Insurance on 30
th
 June 1999 is Rs.1400/-. 

2) Outstanding salaries Rs.1000/-. 

3) Depreciation on plant and machinery @10% p.a. 

4) Merchandise Inventory on 30
th
 June 1999 was valued at Rs.6000/-. 

 

9. Prepare a Trading and Profit & Loss Account/ Income statement for the year 

ended on 31
st
 December 1991 and a Balance Sheet as at that date of Messrs. 

Rahim & Co. 
 Debits Rs. Credits Rs. 

Rahim & Co’s Capital 
Rahim & Co’s Drawings 
Furniture 
Cash in hand 
Cash at Bank 
Stock (opening) 
Rent 
Wages & Salaries 
Bank Overdraft 
Purchases & Sales 
Plant & Machinery 
Debtors & Creditors 
Carriage Inward 
Reserve for Bad Debts 
Returns 
Trade expenses  

 
1,500 
2,600 
2,300 
6,700 
9,700 

800 
1,300 

 
11,400 
9,600 
6000 
100 

 
200 
700 

______ 
52,900 

 

18,500 
 
 
 
 
 
 
 

5,000 
26,200 

 
2,400 

 
500 
300 

 
______ 
 52,900  

 

Adjustments: 
i. Closing Stock was valued at Rs.2,000 

ii. Liability for Wages & Salaries Rs.200 

iii. Rent Prepaid Rs.200 

iv. Furniture and Plant to be depreciated at 10% 

v. Of the debtors 10% is bad and create a reserve of 5% on debtors for bad and 

doubtful debts. 

 

10. The following data for Sohail Sports were extracted from the ledger after 

adjustment at 31
st
 December at the end of the current fiscal year. 

 
Accounts payable 42300 
Accounts receivable 134250 
Accumulated depreciation-office equipment 34000 
Capital stock 200000 
Accumulated depreciation-store equipment 62700 
Cash 87550 
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Purchases 605500 
Dividends 80000 
Dividends payable 20000 
General expenses 89650 
Interest expense 15200 
Merchandise inventory 172500 
Mortgage note payable 75000 
Oft-ice equipment 60200 
Prepaid insurance 8700 
Rent Income 12900 
Retained earnings 112800 
Salaries payable 8100 
Selling expenses 111250 
Store equipment 145700 
Sales 942700 

 

NOTE: The students are requested to carefully classify each item as debit or credit.  

 

Required: 
a. Prepare income statement and retained earnings statement. 

b. Prepare a balance sheet. 

 

11. Following is the trial balance of Odeon Ltd., at 30th June. 

 
  Debits Credits 

Cash 46780  
Accounts receivable 4600  
Merchandise inventory (opening) 31400  
Prepaid fire insurance 720  
Prepaid rent 4800  
Office equipment 12000  
Accumulated depreciation-office equipment.  4500 
Accounts payable  8000 
Capital stock  10000 
Retained earnings (opening)  12000 
Dividends 8000  
Sales  300000 
Sales returns & allowances 1000  
Purchases 194000  
Purchases returns & allowances  1400 

Transportation-in 5200  
Advertising expenses 1000  
Supplies expenses 1800  
Salaries expense 23200  
Utilities expense 1400  

 335900 335900 
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Additional information are as follows: 

a. 12-months Fire Insurance Policy was purchased on- 1st March, the date on 

which insurance coverage began. 

b. On 1st January the owner paid Rs.4800 for next 12 months rent. The payment 

was recorded in the prepaid rent account. 

c. Depreciation expense on the office equipment is Rs. 1500, 

d. Merchandise inventory at 30th June was Rs.26400. 

 

Required: 

Prepare 12 column worksheet, trading & profit and loss account, (income statement) 

statement of retained earnings and balance sheet as at June 30th.  

 

12. The following trial balance and additional data are for the Salman limited. 

  

Trial balance 31st December 20-A 
       Debits      Credits 

Cash 17250  
Accounts receivable 82500  
Notes receivable 7500  
Merchandise inventory, January 1. 41600  
Land 50000  
Building 110000  
Accumulated depreciation-building  33000 
Store fixture' 55600  
Accumulated depreciation-S fixture  11120 
Accounts payable  37900 
Mortgage note payable  50000 
Capital stock  20000 
Retained earnings  151930 
Dividends 10000  
Sales  551500 
Sales returns and allowances 2000  
Sales discounts 3700  
Purchases 312900  
Purchases returns and allowances  1400 
Purchases discounts  2600 
Transportation-in 7300  
Sales salaries 64000  

Advertising expense 12000  
Delivery expense 4600  
Officer's expense 74000  
Insurance expense 2900  
Interest revenue  400 
Interest expense 2000  

 859850 859850 

 

 

 



81 

 

Additional data: 

a. The building has an expected life of 50 years with no salvage value. 

b. The store fixtures have an expected life of 10 years with no salvage value. 

c. Accrued interest on note receivable is Rs. 300. 

d. Accrued interest on the mortgage note is Rs. 500. 

c. Accrued sales salaries are Rs. 1400. 

f. Prepaid insurance is Rs. 400. 

g. Prepaid advertising is Rs. 1000. 

h. Cost of merchandise inventory on hand December 31, is Rs. 55,500. 

 

Required: 

i. Prepare Profit and Loss Account. 

ii. Prepare Balance Sheet for the year ended 31st December. 

 

 

4. SUMMARY 
 

Adjusting entries are prepared at the end of an accounting period up-to-date and-

correct account balances prior to the preparation of financial statements. Accountants 

make adjusting entries to include in the accounts information on each economic 

activity that has occurred but has not yet been recorded. The entries may not have 

been made because either it is more convenient and economical to wait until the end 

of the period to record the activities or source documents concerning the activities 

have not yet come to the accountant's attention or possession. 

Adjusting entries can be grouped into two broad classes: deferred items and accrued 

items. Deferred items consist of adjusting entries involving data previously recorded 

in the accounts and now requiring revision. Accrued items consist of adjusting entries 

relating to activity on which no data have been previously recorded in the accounts 

and which now require to be brought in the accounting net. 

 

A worksheet is a useful tool for organising accounts work at the end of period. 

Required adjustments are reflected on the worksheet, and adjusted account balance is 

classified into sets of columns according to the statements in which they will appear. 

Adjusting journal entries may be prepared directly from the adjustments columns of a 

worksheet; information for Statement comes from the appropriate work sheet 

columns. A work sheet thus serves as a useful tool in summarizing accounting 

information needed for the preparation of financial statements. 

 

The financial statements are the means by which accountants communicate the 

financial results and position of a business to those parties who have an interest in the 

business. 
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The income statement or profit and loss account is the first and foremost financial 

statement that shows the amount of income earned by a business or otherwise over a 

period of time. Many people consider it the most important financial report because its 

purpose is to measure whether or not the business achieved or failed to achieve its 

primary objective of earning an acceptable income. 

 

The information needed to prepare the income statement can be taken from the 

relevant column of worksheet by picking up income and expense account items. 

 

The statement of retained earnings is also a financial statement that summarizes the 

transactions showing movement of profits, its distribution, and ultimate balance to be 

transferred to the balance sheet. 

 

The purpose of the balance sheet is to show the financial position of a business on a 

particular date. The balance sheet presents a view of
-
 the business as the holder of 

resources or assets that are equal to the sources of liabilities or claims against those 

assets. The sources or claims consist of the company's liabilities and the owner's 

equity in the company. In nutshell, the balance sheet shows what the business owns 

itself and what it owes to others. 
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INTRODUCTION 
 

A merchandising enterprise is a business that purchase finished goods on low prices and 

sell them at higher prices to earn profit. This unit is concerned with the accounting for a 

merchandising enterprise, which does not make or process the products itself. 

 

As you are well aware that many shops and companies attempt to earn profit by buying 

and selling merchandise. Merchandising firms or Companies are either wholesale or 

retail, do use the same basic accounting methods as service companies, but the process of 

buying and selling merchandise requires some additional accounts and concepts. Their 

activities also result in a more complicated income statement than for a service business. 

 

Accounting systems for merchandising companies normally provide for accumulating 

various kinds of data relative to buying and selling transactions. 

 

OBJECTIVES 
 

After studying this unit, you shall be able to: 

 Identify the components of income statement for a merchandising concern. 

 Journalize transactions involving sales and purchases of goods for merchandising 

concern. 

 Calculate the cost of goods sold and differentiate between perpetual and periodic 

inventory systems. 

 Prepare a work sheet for a merchandising concern. 

 Prepare adjusting and closing entries for a merchandising concern. 

 Prepare an income statement for merchandising concern. 
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1. OVERALL VIEW 
 

In the previous units, you have learned the accounting process and how it begins with 

recording business transactions and results in the preparation of financial statements. 

 

Some firms regularly buy and sell goods without changing their form in any significant 

way. Accounting systems for merchandising shops, firms and companies normally 

provide for accumulating various kinds of data relative to buying and selling transactions. 

 

1.1 Income Statement for a Merchandising Concern 
Following is a summarized income statement of Mahmood trading Company for the year 

ended December 31, 20-A. 

 

Mahmood Trading Company 

Income statement 

For the year ended 31" December 20-A 
 
Income (revenue) from sales 
Less cost of goods sold 
 Gross profit from sales 
 
Less operating expenses 
 Net profit (income) 

Rs.   
239325 
131360 
107965 
 
89284 
18681 

 

The above income statement highlights three major parts: (1) revenue or income from 

sales, (2) cost of goods sold, and (3) operating expenses. Such an income statement 

differs from the income statement for a service firm where net income is measured as the 

difference between revenues and expenses whereas in case of merchandising business 

you have to calculate gross profit from sale before operating expenses are deducted to 

arrive at net income or net profit. Revenue from sales arise from sales of goods by the 

merchandising company and the cost of goods sold tells how much the merchant paid for 

the goods that were sold. 

 

The difference between revenues from sales and cost of goods sold is known as gross 

profit from sales, or simply gross profit. To be successful, the merchant must sell the 

goods more than cost and resulting gross profit from sales must be greater enough to pay 

operating expenses and have an adequate profit or income left over. Operating expenses 

are those expenses, other than cost of goods sold that are incurred in running the 

business. Net income for merchandising companies is what is left after deducting 

operating expenses from gross profit. Mahmood Trading Company had a gross profit 

from sales of Rs.107965/- (Rs. 239325- Rs.131360) and net income of Rs.18681 

(Rs.107965 - Rs. 89284). 

 

All the three parts of the merchandising income statement are important for a company's 

management. Management is interested both in the percentage of gross profit on sales 



88 

 

and in the amount of gross profit (45 percent and Rs. 107965/- respectively, for the 

Mahmood Trading Company. This information is helpful in planning business operations. 

For instance, if management wants to increase total sales by reducing the selling price, 

this strategy will result in reduction in the percentage of gross profit. 

 

It will work (if total items sold increase enough to raise total gross profit which raises 

income from operations). On the other hand, management may increase operating 

expenses (such as advertising expenses) in an effort to increase sales and amount of gross 

profit. If increase in gross profit is greater than the increase in advertising, income from 

operations will improve. 

 

1n this Unit, we discuss three parts of the merchandising income statement and 

transactions that give rise to the amounts in each part. Then we present two alternative 

methods for preparing work sheet for a merchandising company. The unit ends with a 

comprehensive illustration of the merchandising income statement. 

 

MAHMOOD TRADING CO. 

Partial Income Statement 

 
Revenue from sales   
Less: Sales returns and allowances 
         Sales discounts 
Net Sales 

 
2750 
4275 

246350 
 

7025 
239325 

             

1.2 Self-Assessment Questions-1 
1. What is the source of revenues for a merchandising concern? 

2. Define Gross-profit from sales. 

3. The Zaryab Limited Company had a cost of goods sold during its first year of Rs. 

64000/- and a gross profit equal to 40% of sales. What was the exact amount of the 

company's sales? 

4. Could the Zaryab Limited Company (in question 3) have a net loss for the year? 

Explain. 

5. In the following table, indicate how each account shown is increased and also 

indicate the normal balance(debit or credit)  

 
Title of Accounts Increased by Debit or 

Credit 
Decreased by Debit or 
Credit 

Normal balance Debit or 
Credit 

Sales    
Sales returns & allowances    
Sales discounts    
Account receivable    
Purchases    
Purchases return & allow    
Purchase discounts    
Discount lost    
Accounts payable    
Transportation in    
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2. REVENUE FROM SALES 
 

You noted from earlier discussion that the first part of the merchandising income 

statement is revenue from sales. This section requires The computation of net sales, 

which consist of gross proceeds from sales of merchandise less sales returns and 

allowances and sales discounts. If a business is to succeed or even survive, net sales must 

be greater enough to pay for cost of goods sold and operating expenses and to provide an 

adequate net income. 

 

Management, investors and others often consider the amount and trend of sales to be 

important indicators of a firm's progress. Increasing sales suggest growth, whereas 

decreasing sales indicate the possibility of decreased earnings and other financial 

problems in the future. Thus to detect trends, comparisons are frequently made between 

net sales of different periods. 

 

2.1 Gross sales 
Under accrual accounting, revenues from the sale of merchandise are considered to be 

earned in the accounting period. Because the customer may not pay immediately, the 

cash for the sale may be collected in a following period, but this does not affect the 

recording of sales. For this reason, there is likely to be quite a difference between revenue 

from sales and cash collected from those sales in a given period. 

 

The journal entry to record a sale of merchandise for cash is as follows: 

 
Date Particulars Dr. Cr. 

Sept. 16 Cash 1286  
     Sales  1286 
 (To record the sale of merchandise for cash).   

 

The Sales account is used only for recording sales of merchandise, whether the sale is 

made for cash or for credit. If the sale of merchandise is made on credit, the entry will be 

as shown below: 

 
Date Particulars Dr. Cr. 

Sept. 16 Account Receivable 1286  
  Sales  1286 
 (To record the sale of merchandise on credit).   

 

2.2 Sales Returns and Allowances 
If a customer receives a defective or otherwise unsatisfactory product, the seller will 

usually try to accommodate the customer. The business may allow the customer to return 

the item for a cash refund or credit on account, or it may give the customer an allowance 

of the sales price. A good accounting system will provide management with information 

about sales return and allowances because such transactions may reveal dissatisfaction of 
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customers. Each return or allowance is recorded as a debit to an account called Sales 

Returns and Allowances. An example of such a transaction is as follows: 

 
Date Particulars Dr. Cr. 

Sept. 17 Sales returns & allowances 76  
  Accounts receivable (or cash)  76 
 (To record return or allowance on unsatisfactory merchandise)   

 

Sales returns and allowances are a contra account and are accordingly deducted from 

gross sales in the income statement. 

 

2.3 Sales Discounts 
When goods are sold on credit, both parties should always have a definite understanding 

as to the amount and time of payment. These terms are usually printed on the sales 

invoice and constitute part of the sales agreement. Customary terms differ from industry 

to industry. 

 

In some industries, payment is expected in short period of time such as ten days or thirty 

days. In these cases, the invoice may be marked "n/10" or "n/30", meaning that the 

amount of the invoice is due ten days or thirty days, respectively, after the invoice date. If 

the invoice is due ten days after the end of the month, it may be marked "n/10 EOM". 

 

In some industries it is common to give discounts for early payment, called sales 

discounts. This practice increases the seller's liquidity by reducing the amount of money 

tied up in account's receivable. These terms may be stated on the invoice as 2/10, n/30 or 

2/10, n/60. Terms of 2/10, n/30 mean's that the debtor may take a 2 percent discount if he 

or she pays the invoice within ten days after the invoice date. Otherwise, the debtor may 

wait until thirty days after the invoice date and then must pay the full amount of the 

invoice without the discount. 

 

Because it is not usually possible to know at the time of sale whether the customer will take 

advantage of the discount by paying within the discount period, sales discounts are recorded 

only at the time the customer pays. For example, assume Mahmood Trading Company sell, 

merchandise to a customer on September 20 for 300 on terms of 2/10, n/60. 

 

At the time of sale the entry would be: 
  Dr. Cr. 

Sept. 20 Accounts receivable 300  
  Sales  300 
 (To record the sale of merchandise on credit, terms 2/10, n/60)   

 

The customer may take advantage of the sales discount at any time on or before 

September 30. which is 10 days after the date of the invoice. If he or she pays on 

September 29, the entry in Mahmood Trading Company's record will be: 
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Date Particulars Dr. Cr. 

Sept. 29 Cash 294  
 Sales discount 6  
  Account Receivable  300 
 (To record payment for Sept. 20 sale discount taken)   

 

At the end of the accounting period, the account of sales discount has accumulated all the 

sales discounts for the period. Because sales discounts reduce revenues from sales, they 

are considered a contra account and deducted from gross sales in the income statement. 

 

2.4 Cost of Goods Sold 
Cost of goods sold is an important concept. Every merchandising business has goods on 

hand that it holds for sale to customers. The amount of goods on hand at a time is known 

as merchandise inventory. The total of goods available for sale during the year is the sum 

of two-factor merchandise inventory at the beginning of the year plus net purchases 

during the year. 

 

If a company has to sell all the goods available for sale during a given accounting period 

or year, the cost of goods sold would be equal to goods that had been available for sale. 

In most cases, however, the business will have goods still unsold and on hand at the end 

of the year. To find the actual cost of goods sold, therefore, we must subtract the 

merchandise inventory at the end of the year from the goods available for sale. 
 

The partial income statement in the following example shows the cost of goods sold section 

for Mahmood Trading Company. In this case, goods costing Rs.179660 were available and 

could have been sold because Mahmood started business with Rs.52800 in merchandise 

inventory at the beginning of the year and purchased goods worth Rs.126860 during the year. 

At the end of the year goods amounting to Rs.48300 were left unsold and should appear as 

merchandise inventory on the balance sheet. When this unsold merchandise inventory is 

substracted from the total available goods that could have been sold, the resulting cost of 

goods sold is Rs.131360, which would appear on the income statement. 

 

Mahmood Trading Company 

Partial income statement (Only Cost of Goods Sold Statement) 

For the year ended 31 S` December 20-A 

 
 Rs. Rs. 

Merchandise inventory January 1st   52800 
Purchases 126400  
Less: Purchases return & allowance  
 Purchases discounts 

(5640) 
(2136) 

 

Add: 118624  
Freight-in 8236  
Net purchases  126860 
Cost of goods available for sale  179660 
Less merchandise inventory Dec. 31  48300 

Cost of goods sold  131360 
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To understand fully the concept of the cost of goods sold, it is necessary to examine value 

of merchandise inventory as at the start of the period, as well as at the end of the period. 

 

2.5 Self-Assessment Questions-II 
1. What account titles are likely to appear in the accounting system of a 

merchandising company that do not appear in the system employed by a service 

enterprise? 

2. Explain the difference between trade discounts and cash discounts. 

3. Sales discounts and sales returns and allowances are deducted from sales in the 

income statement to arrive at net sales. Why not deduct these directly from the 

sales account by debiting sales each time a sales discount, return or allowance 

occurs? 

4. During the current year, Khalid & Bros purchased merchandise for Rs.100000/-. 

Compute the cost of goods sold under each of the following conditions. 

 
S. No.  Beginning inventory Ending inventory 

a) -- -- 

b) -- 30000 

c) 30000 -- 

d) 28000 35000 

e) 35000 28000 

 

5. Mahmood and Company sold goods worth Rs. 100000/- to Akhtar Brothers on 1st 

January. Record general entries in following cases: 

 i. Terms 2/10, n/30 payment received on 9th January. 

 ii. Terms the same, but received on 25th January. 

 iii. Terms EOM payment received on 25th January. 

 

3. MERCHANDISE INVENTORY OR STOCK 
 

The Inventory of a merchandising concern consists of the goods on hand and available 

for sale to customers. For a grocery store, inventory would be made up of meats, 

vegetables, canned goods, and the other items of this type might have for sale. For a 

service station, it would be gasoline, oil and automobile parts. Merchandising concerns 

purchase their inventories from wholesalers, manufacturers, and other suppliers. 

 

The merchandise inventory on hand at the beginning of the accounting period is called 

the beginning inventory or opening stock. Conversely, the merchandise inventory on 

hand at the end of the accounting period is called the ending stock or closing inventory. 

As we have seen, beginning and ending inventories are used in finding cost of goods sold 

in the income statement. Ending inventory appears on of the current period is also shown 

in the balance sheet as current asset.  
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3.1 Measuring Merchandise Inventory 
 The value of Merchandise inventory is a key factor in determining cost of goods 

sold. Because merchandise inventory represents goods available for sale that are still 

unsold, there must be a method for determining both the quantity and the cost of these 

goods on hand. The two basic methods of accounting for the number of items in the 

merchandise inventory are the perpetual inventory method and the periodic inventory 

method. 

 

a. Perpetual inventories 

 A business enterprise that sells items of high unit value such as appliances or 

automobiles is usually able to account for the cost of each item as it is bought and 

sold. This system is known as the perpetual, inventory method. Under the perpetual 

method, records are kept of the cost of each item in inventory. As each item is sold, 

its cost is deducted from the Inventory account and debited to the Cost of Goods 

Sold account. The total cost of goods sold is determined by adding the cost of the 

individual items sold, and the merchandise inventory is computed by totaling the 

cost of goods still on hand. 

 However, companies that sell items of low value and high volume would find it 

difficult and expensive to keep track of the cost of every single item sold. Instead 

they rely on the periodic inventory method. Using this method, the company waits 

until the end of the accounting period to count the physical inventory that is still on 

hand. This actual count of the physical inventory is used along with various 

accounting records to determine the cost of goods sold for the entire period. A 

grocery store, for example, which may sell thousands of items every hour, will use 

the periodic inventory method. It is not practical to record the cost of every item at 

the time each is sold. Most drug stores, automobile parts stores, departmental 

stores, discount companies, and bookstores fall into this category. These companies 

count the inventory "periodically", usually at the end of the accounting period. 

b. The periodic inventory method 

 Most companies rely on an actual count of goods on hand at the end of an 

accounting period to determine ending inventory and, indirectly, the cost of goods 

sold. This procedure for determining the merchandise inventory, the periodic 

inventory method, can be summarized as follows: 

1. Make a physical count of the merchandise on hand at the end of accounting 

period. 

2. Multiply the quantity of each type of merchandise by its unit cost. 

3. Add the resulting cost of each type of merchandise together to obtain a total. 

This total is the ending merchandise inventory. 

 

The cost of the ending merchandise inventory is deducted from goods available for sale 

to determine cost of goods sold. The pending inventory of the period is the beginning 

inventory of the next period. Entries are made as part of the closing process at the end of 

the period to remove the beginning inventory (the last period's ending inventory) and to 

enter the ending inventory of the current period. These entries are made to the inventory 
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account during the period only once. Consequently, only on the balance sheet date and 

after the closing entries does the Inventory account represent the actual amount on hand. 

As soon as purchases or sales are made, the inventory figure becomes a historical amount 

and remains so until the new inventory is entered at the end of the next accounting 

period. 

 

3.2 Taking the Physical Inventory 
Making a physical count of all merchandise on hand at the end of an accounting period is 

referred to as taking a physical inventory. It can be a difficult task, since it is easy to omit 

items or to count them twice. 

 

Merchandise inventory includes all salable goods owned by the concern regardless of 

where they are located. It includes all goods on shelves, in storerooms, in warehouses and 

in trucks on route between warehouses and stores. It includes goods in transit from 

suppliers if title to the goods has passed to the merchant. Ending inventory does not 

include merchandise sold to customers but not delivered or goods that cannot be sold 

because they are damaged or obsolete. If the damaged or obsolete goods can be sold at a 

reduced price, they may be included in ending inventory at the reduced value. 

 

The actual count is usually taken after the close of business on the last day of the fiscal 

year. Many companies end their fiscal year in a slow season to facilitate the taking of 

physical inventory. Retail department stores often end their fiscal year in January or 

February, for example. After working hours, at night or on the weekend, employees count 

and record all items on numbered inventory tickets or sheets. They follow established 

procedures to make sure that no items are missed. When the inventory tickets or sheets 

are completed, they are forwarded to the accounting office. 

 

The account office checks to see that all numbered tickets and sheets are accounted for 

and copy the information into inventory ledgers. The appropriate unit costs are then 

entered and the computations made to determine ending merchandise inventory. 

 

3.3 Self-Assessment Questions-III 
1. In counting the ending inventory, a clerk counts item of Rs.200/- inventory twice. 

What effect does this error have on the balance sheet and income statement? 

2. You find yourself in a conversation with a business executive who employs 

perpetual inventory procedure. The executive says, "Sure, its cumbersome to keep 

perpetual inventory records, because it is much easier than having to perform a 

physical count of your inventory at the end of every year as you have to undergo 

periodic procedure". What would be your response? 

3. Is it possible that a firm may use perpetual procedure for some of the products it 

sells and periodic procedure for others? Explain. 

4. Perpetual Inventory procedure is said to afford control over inventory. Explain 

exactly what this control consists of and how it is provided? 
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5. What are some of the problems encountered in taking a physical inventory? How 

does the accountant solve these problems? 

6. Fill in the blanks with suitable words: 

a) __________ represent value of stocks at the start of the year. 

b) At the ________ of the period, value of stocks in hand must be determined to 

find cost of goods sold. 

c) __________ Of goods sold statement is an important part of the income 

statement. 

d) The sum of ___ and of ___________ gives us the value of total goods 

available for sale. 

e) Inventory means ___________. 

 

4.  PURCHASES 
 

Under the periodic inventory method, the net purchases consist of gross purchases less 

purchase discounts, purchase returns and allowances plus any freight charges on the 

purchases and other expenses incurred thereon. When the periodic inventory method is 

used, all purchases of merchandise for resale are debited to the purchases account at the 

gross purchase price, as shown below: 

 
Date Particulars Dr. Cr. 

Nov. l2 Purchases 1500  
  Accounts payable  1500 
 (To record purchases of merchandise, term 2/10, n/30   

 

The purchases account, a nominal or temporary account, is used only for merchandise 

purchased for resale. Its sole purpose is to accumulate the total cost of merchandise 

purchased during an accounting period. Inspection of the purchase's account alone does 

not indicate whether the merchandise has been sold or is still on hand. Purchases of other 

assets-such as equipment should be recorded in the appropriate fixed asset account. 

 

4.1 Purchases Returns and Allowances 
For various reasons, a company may need to return merchandise acquired for resale, to its 

sellers. The merchandise may be defective or damaged in some way and may have to be 

returned. In some cases, the supplier may suggest that an allowance be given as an 

alternative to returning the goods for full credit. In any event, purchases returns and 

allowances form a separate account and should be recorded in the journal as follows: 

 
Date Particulars Dr. Cr. 

Nov. 14 Accounts payable 200  
  Purchases returns & allowances  200 
 Returns of damaged merchandise     Purchased on November 12.   

 

Here, the purchaser receives "Credit" (in the seller's account receivable) for the returned 

merchandise. Purchases returns and allowances are contra account and are accordingly 
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deducted from purchases in the income statement. It is important that a separate account 

be used to record purchases returns and allowances because management needs the 

resulting information for decision's making purposes. 

 

It can be very costly to return merchandise for credit. There are many costs that cannot be 

recovered such as ordering costs, accounting costs, sometimes freight costs, and interest 

on the money invested in the goods. Sometimes there are lost sales resulting from poor 

ordering or unusable goods. Excessive returns may call for new purchasing procedures or 

new suppliers. 

 

4.2 Purchase Discounts 
Merchandise purchases are usually made on credit and commonly involve purchases 

discounts for early payment. It is almost always worthwhile for the company to take a 

discount if offered. For example, the terms 2/10, n/30 offer a 2 percent discount for 

paying only twenty days early (the period including the eleventh and the thirtieth days). 

This is an effective interest rate of 36 percent (there are 18/twenty days/periods in a year) 

on a yearly basis. Most companies can borrow money for less than this rate. For this 

reason; management wants to know the amount of discounts, which is a separate account 

and is recorded as follows when the payment is made: 

 
Date Particulars Dr. Cr. 

Nov. 22 Accounts payable 1300  
  Purchase discounts  26 
  Cash.  1274 
 (Paid the invoice of November 12)   
 Note:   
 Purchases November 12  1500   
 Less return  200   
 Net purchases  1300   
 Discount 2% 26   
 Cash paid  1274   

 

Like purchase returns and allowances, purchases discounts are a contra account that is 

deducted from purchases on the income statement. If a company is able to make only a 

partial payment on an invoice, most creditors will allow the company to take the discount 

applicable to the partial payment. The discount usually does not apply to freight, postage, 

or other charges that might appear on the invoice. 

 

4.3 Freight In 
In some industries, it is customary for the supplier (seller) to pay transportation costs, 

charging a higher price to include them. In other industries, it is customary for the 

purchaser to pay transportation charges on merchandise. 

 

These charges, called freight-in or transportation-in, should logically be included as an 

addition to purchases, but as in the case of purchases discounts, they should be 
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accumulated in the freight-in account so that management can monitor this cost. The 

entry for the purchaser is as follows: 

 
Dare Particulars Dr. Cr. 

Nov. 12 Freight in 134  
  Cash (or Accounts payable)  134 
 Freight charges incurred on merchandise purchased) 

 
  

 

In some cases, the supplier pays the freight charges but bills the buyer by including 

freight charges as separate item on the sale invoice. When this occurs the buyer should 

still record the purchases and the freight-in in separate accounts. For example, assume an 

invoice for purchase of merchandise inventory totaling Rs.1890/- included the cost of 

merchandise of Rs.1600/_freight charges of Rs.290/- and terms of 2/10. n/30. The entry 

to record this transaction would be: 

 
Date Particulars Dr. Cr. 

Nov. 12 Purchases 1600  
 Freight in 290  
  Accounts payable  1890 
 Purchased merchandise for Rs. 1600/- include in the invoice was freight 

charges of Rs. 290/- and terms of 2/10, n/30 
  

 

If this invoice is paid within ten days, the purchases discount will be Rs.32/- (1600 x 2%) 

because the discount would not apply to the freight charges. It is important not to confuse 

freight-in costs with freight-out or delivery costs. If you, as seller agree to pay 

transportation charges on goods you have sold, this expense is a cost of selling 

merchandise; not a cost of purchasing merchandise. 

 

4.4 Control of Purchase Discounts 
As noted in the earlier discussion of purchase's discounts, it is usually worthwhile to pay 

invoices in time to qualify for the cash discount allowed for prompt payment. In fact, it is 

bad management not to take advantage of such discounts. The system of recording 

purchases initially at the gross purchase price, described earlier, has the disadvantage of 

telling management only about what discounts were taken, but not about the discount that 

were not taken or in other words, were "lost" 

 

A procedure that will identify the discounts that are lost requires that purchases be 

recorded initially at the net price. Then, if the discount is not taken, a special account is 

debited for the amount of the lost discount. For example, suppose that a company 

purchases goods on November 12 for Rs. 1500/- with terms of 2/10, n/30 and that it 

returns Rs. 200/- worth of merchandise on November 14. Suppose also that payment is 

not made until December 12, so the company is not eligible for the 2 percent discount. 

The entries to record these three transactions are as follows: 
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Date Particulars Dr. Cr. 

Nov. 12 Purchases 1470  
  Accounts payable  1470 
 (To record purchases of merchandise at net    Price term 2/10, n/30)   

Nov. 14 Accounts payable 196  
  Purchases returns and allowances  196 
 (Return of damaged merchandise purchased on November 12)   
 Recorded at net price: 

Rs.200-(0.2xRs.200)=Rs.196/- 
  

Dec. 22 Accounts payable 1274  
 Discounts lost (or discount expenditure) 26  
  Cash  1300 

 

Note:  Calculation would be as under: 

1.  Paid invoice of November 12   

2.  Purchases Nov. 12 1500   

3.  Less return     200   

4.  Gross purchases  1300    

 Discount lost: .02 x Rs. 1300 = Rs.26/_ 

 

If the company pay by November 22 and uses the net method of recording purchases, it 

will make a payment of Rs.1274/-. Since purchases were recorded at net prices, no 

purchases discount account would be required. However, if the company makes the 

payment after the discount period, as illustrated, management learns of the failure to 

make discount by examining the discounts lost account. The amount of discounts lost is 

shown as shown as an operating expense on the income statement. 

 

4.5 Inventory or Stock Losses 
Many companies have substantial losses in merchandise inventory from spoilage, 

shoplifting, and employee pilferage. Under the period inventory method, these costs are 

automatically included in the cost of goods sold. For example, assume that a company 

lost Rs.1250 during an accounting period because merchandise had been stolen or 

spoiled. Thus, when the physical inventory is taken, the missing items will not be in stock 

and cannot be counted. Because the ending inventory will not obtain these items, the 

amount substracted from goods available for sale is less than it would be if the goods 

were in stock. Cost of goods sold, therefore, is greater by Rs. 1250/-. In a sense cost of 

goods sold is inflated by the amount of merchandise that has been stolen or spoiled. 

When some inventory items have been lost, stolen or damaged, say to the extent of Rs. 

1250/- the general entry would be made as under:  

 
 Dr. Cr. 

Inventory loss 1250  
 Trading account  1250 
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4.6 Handling Merchandise Inventory at the End of the Accounting Period 
You should recall that under the periodic inventory system, purchases inventory are 

accumulated in the purchase's account. During the accounting period, no entries are made 

to the merchandise inventory account. Its balance at the end of the period, before 

adjusting and closing entries, is the same as it was at the beginning of the period. Thus its 

balance at this point represents beginning merchandise inventory. Recall also that the cost 

of goods sold is determined by adding beginning merchandise inventory to net purchases 

and then subtracting ending merchandising inventory. The objectives of handling 

merchandise inventory at the end of the period are to (1) remove the beginning balance 

from the Merchandise Inventory account (2) enter the ending balance in the Merchandise 

Inventory account and (3) enter these two amounts in the Income account in such a way 

as to result in the proper calculation of net income. Using the figures for Mahmood 

Trading Company these objectives can be accomplished if the following effects on the 

Merchandise Inventory and the Profit & Loss account (or the Income statement) are 

achieved. 

 

Merchandise Inventory Account 

 
Date  Particulars Dr. Rs. Date Particulars Cr. Rs. 

Jan. 1,20A Opening inventory 52800 Dec. 31  Trading account 52800 
Dec.31,20A Trading account 48300 20-A   
   Dec. 31 Balance C/d  48300 
  101100   101100 
Jan.1, 20-B Balance b/d 48300    

 

Trading account 

for the year ending 31st December 20-A 

 
 Rs.  Rs. 

Opening inventory 52800 Sales 778000  
Purchases  532000  Less return 38000  
Less returns  32000  Net sales 740000 
Net purchase 500000 Closing Inventory 48300 
    
Gross Profit 235500   

Total 788300 Total 788300 

    
  Gross Profit B/d 235500 
    
    

 

Using the adjusting entry method, the following two journal entries arc prepared at the 

time the other adjusting entries are made. 
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Adjusting entries 
  Dr. Cr. 

Dec. 31 Trading account 52800  
  Merchandise inventory (opening)      to remove 

beginning balance of merchandise inventory and transfer it to 
income summary. 

 52800 

Dec. 3I Merchandise inventory 48300  
  Trading account (Closing)                  to establish 

ending balance of merchandise inventory and deduct it from goods 
available for sale in income summary 

 48300 

 

It would be clear from the above that closing stock is adjusted by debiting merchandise 

inventory account and crediting trading account. The effect of this entry would be that 

closing merchandise inventory balance would appear in the balance sheet as an asset 

whereas the credit balance would appear in the Trading account credit side below the 

amount of net sales for the year. 

 

4.7 Self-Assessment Questions -IV 
1. Tariq & Sons, purchased merchandise from Khalid Limited company on account 

and before paying its account, returned damaged merchandise with an invoice price 

of Rs.3150/-. Assuming use of periodic inventory procedure, prepare entries on 

both firm books to record the return. Also prepare the required entries assuming 

that the Khalid Ltd., granted an allowance of Rs. 1050/- on the damaged goods 

instead of accepting the return. 

2. What useful purpose does the purchase account serve? 

3. How should purchase discounts lost be shown in the income statement'? 

4. Umar Trading company purchases the following items: 

a. A delivery truck from XY & Co. for Rs.41500 

b. Supplies for office workers for cash paid Rs.1200. 

c. Furniture, from Ahmed & Co. Rs.25000 on credit 

d. Two dozen hammers purchased and cash paid Rs.15000  

 Record journal entries for these transactions: 

5. The SIS company purchased goods for Rs.9200 on June 14 under the following 

terms: 3/10, n/30 FOB Shipping point, the bill for the freight amounting Rs.300 

received. Assume that the invoice was paid within the discount period; prepare all 

journal entries required on S.I.S CO's, books. 

6. Does the beginning or ending inventory appear in the year-end unadjusted trial 

balance prepared by a company that uses the periodic inventory method? 

7. Under the periodic inventory method, how is the amount of inventory at the end of 

the year determined? 

8. Why is the handling of merchandise inventory at the end of the accounting period 

of special importance to the determination of net income? What must be achieved 

in the accounting records in this regard for net income to be properly determined. 

9. Selected items from the Income statement columns of the 31st  December work 

sheet for Gohar Zaman & company appear below: 
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10.  

Account title 
Income Statement 

Debit Credit 

Sales  284000 
Sale returns and allowances 11000  
Sales discounts 4200  
Purchases 117300  
Purchases returns and allowances  1800 
Purchase discounts.  2200 
Freight in 5600  
Selling expenses 48500  
General and administrative expenses 37200  

                                    

Beginning merchandise inventory was Rs.26000 and ending merchandise inventory is 

Rs.22000/-. 

From the information given above, prepare an income statement for company for the 

year. 

 

11. Using either the adjusting entry method or the closing entry method prepare closing 

entries from the information given in Question No.4, assuming that Gohar Zaman 

the owner had withdrawals of Rs.20000/- during the year. 

 

5. OPERATING EXPENSES 
 

Operating expenses make up the third major part of the income statement for a 

merchandising concern. As noted earlier they are expenses, other than the cost of good's 

sold, that is necessary to run the business. It is Customary to group operating expenses 

into useful categories. For example, selling expenses and general and administrative 

expenses are common categories. Selling expenses include all expenses of storing and 

preparing goods for sale, displaying, advertising, and otherwise promoting sales, making 

the sales, and delivering the goods to the buyer if the seller bears the cost of delivery. 

Among the general and administrative expenses are general office expenses, those for 

accounting, personnel, and credit and collections, and any other expenses that apply to 

the overall operation of the company. Although general occupancy expenses, such as rent 

expense and utilities expenses, are often classified as general and administrative, they are 

sometimes allocated or divided between the selling and the general and administrative 

categories on the basis determined by management. 

 

5.1 Areas of Operating Expenses 
You should not show operating expenses under one general heading. They should be 

classified as under: 

 

Operating expenses: 

i. Administrative expenses 

 Office salaries and allowances  
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 Office supplies 

 Telephone expenses  

 Electricity and gas   

 Postage and telegrams  

 Entertainment  

 Miscellaneous 

 Total 

ii. Selling expenses  

 Traveling  

 Commission Telephone & Fax  

 Godown rent 

 Entertainment, Miscellaneous 

iii. Financial Expenses  

 Bank Charges 

 Bank interest 

 Miscellaneous = Total operating expenses 

 

The total operating expenses will be deducted from the Gross Profit: The difference will 

be net operating profit. If however total operating expenses exceed gross profit, this will 

result in net operating loss. 

 

5.2 Self-Assessment Questions-V 
1. Name the main components of operating expenses. 

2. List five expense's which fall under administrative expenses.  

3. Give five expense's which may" be classified as selling and distribution expenses. 

4. Give two examples of Financial Expenses. 

5. The gross profit amount to Rs.25000. The total operating expenses are Rs.19000. 

What is the net operating profit or loss?  

6. Operating expenses are not part of Cost of Goods sold. Comment on this statement. 

7. Fill in the blanks in the following sentences.  

(i) Opening inventory is posted on ____ side of the _______account. 

(ii) Sales are shown on ______ side of the trading account. 

(iii) Purchases returns and sale returns are _________ account.  

(iv) Closing inventory appears on ______ side of the trading account. 

(v) Bank charges are classified as  _________ expenses. 

8. To earn more net profit, a trading firm should not incur administrative expenses. 

Comment. 
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6. WORK SHEET OF A MERCHANDISING CONCERN 
 

In Unit No.2, the work sheet was presented as a useful tool for preparing adjusting 

entries, closing entries, and financial statements. The work sheet of a merchandising 

business is basically the same, as that of a service business except that it has to deal with 

the new accounts that are needed to handle merchandising transactions. These accounts 

include sales, sales returns and allowances, purchases, purchases returns and allowances, 

purchases discounts, freight-in, and merchandise inventory. In the records, they are 

transferred to the profit and loss account in the closing process. On the work sheet they 

are extended to the Income Statement columns. You should refer to paragraph 4.6 of this 

unit for treatment of the closing stock. 

 

6.1 The Adjusting Entry Method 
The worksheet for Mahmood Trading Company, using the adjusting entry method is 

given below: 

 

MAHMOOD TRADING COMPANY 

Work Sheet 

For the year ended December 31, 20-A 

 
 Trial Balance Adjustments Income Statement Balance Sheet 

Account Name Debit Credit Debit Credit Debit Credit Debit Credit 

 Rs. Rs. Rs. Rs. Rs. Rs. Rs. Rs.   
Cash 29,410      29,410  
Accounts Receivable 42,400      42,400  
Merchandise Inventory 52,800    (b) 48,300 (a)52,800   48,300  
Prepaid Insurance 17,400   (c) 5,800   11,600  
Store Supplies 2,600   (d) 1,540      1,060  
Office Supplies 1,840   (e) 1,204   636  
Land 4,500      4,500  
Building 20,260      20,260  
Accumulated Depreciation, 
Building 

 5,650  (f) 2,600    8250 

Office Equipment 8,600      8,600  
Accumulated Depreciation  
Office equipment   

  
2,800   

  
(g) 2,200 

    
5,000 

Accounts Payable  25,683      25,683 
Mahmood Jan's Capital  118,352      118,352 
Mahmood Jan's Withdrawals 20,000      20,000  
Sales  246,350    246,350   
Sales Returns and Allowance 2,750    2,750    
Sales Discounts 4,725    4,725    
Purchases 126,400    126,400    
Purchases Retums and 
allowances 

 5,640    5,640   

Purchases discounts  2,136    2,136   
Freight in 8,236    8,236    
Sales Salaries 22,500    22,500    
Freight Out Expense 5,740    5,740    
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Advertising Expense 10,000    10,000    
Office Salaries 26,450    26,450    

 406,611 406,611       

Income Summary   (a)52,800 (b)48,300 52,800 48,300   
Insurance Expense, Selling   (b)  1,600  1,600    
Insurance Expense, General   (c)  4,200  4,200    
Selling Supplies Expense   (d)  1,540  1,540    
Office Supplies Expense   (e)  1,204  1,204    
Depreciation Expense, 
Building 

  (f)  2,600  2,600    

Depreciation Expense         
              Office Equipment   (g)  2,200      

   114,444 114,444 273395 302,426 186,766 157,285   

Net Income     29,481      29,481 

     302,426 302,426 186,766 186,766   

 

Each pair of columns in the work sheet and the adjusting and closing entries are 

discussed below. 

 

Trial balance Columns 

The first step in preparing the work sheet is to enter the balance from the ledger accounts 

into the trial balance columns. You are already familiar with this procedure. 

 

Adjustment Columns 

Under the adjusting entry method of handling merchandise inventory the first two 

adjusting entries to be entered in the work sheet were explained in the previous section. 

The first entry transfers beginning merchandise inventory to the income summary 

account by crediting merchandise inventory and debiting income summary for Rs.52800 

(adjustment-a). The second entry establishes the ending merchandise inventory by 

debiting merchandise inventory and crediting income summary for Rs.48300 (adjustment 

b). Note that the income summary account is listed immediately below the trial balance 

totals. The remaining adjustments for Mahmood Trading Company are familiar to you. 

 

They involve insurance expired during the period (adjustment c), store and office 

supplies used (adjustments d and e), and depreciation of building and office equipment 

(adjustments f and g): After the adjusting entries are entered on the work sheet, the trial 

balance columns are totaled to prove the equality of the debits and credits. 

 

Omission of Adjusted Trial Balance Column 

Note that the two columns for the adjusted trial balance do not appear on the work sheet 

as they did when the work sheet was illustrated in unit No.2. These columns are optional 

and are used when there are many adjusting entries to record. When only a few adjusting 

entries are required, as in the case for, Mahmood & Co these columns are not necessary 

and may be omitted to save time. 
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Income Statement and Balance Sheet Columns 

After the Trial Balance columns have been totaled, the adjustments entered, and the 

equality of the columns proved, the balances are extended to the statement columns. This 

process is accomplished most efficiently by beginning with the cash account at the top of 

the work sheet and moving sequentially down the work sheet one account at a time. Each 

account balance is entered in the proper column of the income statement or balance sheet. 

The only exception to this rule is that both the debit (beginning merchandise inventory of 

Rs. 52,800) and the credit (ending merchandise inventory of Rs.48300) to income 

summary are extended to the same columns of the income statement. The reason for this 

procedure is that both the beginning and ending inventory figures are needed to prepare 

the cost of goods sold section of the income statement. 

 

After all the items have been extended into the proper statement columns, the four 

columns are totaled. The net income or net loss is determined as the difference in the 

debit and credit columns of the income statement. In this case, Mahmood Trading 

Company has earned a net income of Rs.29,481/- which is extended to the credit columns 

of the balance sheet. The four columns are then added to prove the equality of the debits 

and credits for the two pairs of columns. 

 

Adjusting Entries 

The adjusting entries are now entered from the work sheet into the general journal and 

posted to the ledger as they would be in a service company. The only difference is that 

under the adjusting entry method, the two adjustments involving merchandise inventory 

and income summary appear among the adjusting entries. 

 

Closing Entries 

The closing entries are very similar to those for a service company except that the new 

accounts for merchandising companies introduced in this unit must also be closed to 

income summary. All income statements account with debit balances including sales 

returns and allowances, sales discount, purchases and freight-In are credited in the first 

entry. All income statement accounts with credit balances, including sales, purchases 

returns and allowances, and purchases discounts, are debited in the second entry. When 

copying the accounts and their balances out of the income statement columns of the work 

sheet, do not include the debit and credit to income summary, because these amounts are 

already in the income summary accounts as a result of the adjusting entries. The third and 

fourth entries are used to close the Income account and transfer net income to the capital 

account, and to close the withdrawals account to the capital account. This process will 

balance the balance sheet column. 

 

Trial Balance Columns 

The first step in the preparation of the work sheet is to enter the balances from the ledger 

accounts into the trial balance columns. You are familiar with this procedure. 
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Adjustments Columns 

Under the closing entry method of handling merchandise inventory, the adjusting entries 

for Mahmood Trading Company, are entered in the adjustment columns in the same way 

that they were for service companies. They involve insurance expired during the period 

(adjustment a), store and office supplies used (adjustment b and c) = and depreciation of 

building and office equipment (adjustments d and e). After the adjusting entries are 

entered on the work sheet, the trial balance columns are totaled to prove the equality of 

the debits and credits. 

 

Income Statement and Balance Sheet Columns 

After the trial balance columns have been totaled, the adjustments entered, and the 

equality of the columns proved, the balance is extended to the statement columns. This 

process is accomplished most efficiently by beginning with the cash account at the top of 

the work sheet and moving sequentially down the work sheet one account at a time. Each 

account balance is entered in the proper column of the income statement -or balance 

sheet. 

 

The extension that may not be obvious is in the merchandise inventory row. The 

beginning in inventory balance of Rs. 52800 (which is already in trial balance is first 

extended to the debit column of the income statement, as illustrated. This procedure has 

the effect of adding beginning inventory to net purchases because the purchases account 

is also in the debit columns of the income statement. The ending inventory balance of 

Rs.48300 (which is determined by the physical inventory and is also in the debit column 

of the income statement. (The ending inventory balance of Rs.48300) is then inserted in 

the debit column of the balance sheet because it will appear on the balance sheet. After 

all the items have been extended in to the proper statement columns, the four columns are 

totaled. The net income or net loss is determined as the difference in the debit and credit 

columns of the income statement. In this case, Mahmood Trading Company has earned a 

net income of Rs.29481, which is extended to the credit columns of the balance sheet. 

The four columns are then added to prove the equality of the debits and credits for the 

two pairs of columns. 

 

Adjusting Entries 

The adjusting entries are now entered from the work sheet into the general journal and 

posted to the ledger, as they would be in service's company. Under the closing entry 

method, there is no difference in this procedure between a service company and a 

merchandising company. 

 

Closing Entries 

The closing entries for Mahmood Trading Company, under the closing entry method 

appeared earlier. Note that merchandising inventory is credited in the first entry for the 

amount of beginning inventory Rs.52800 and debited in the second entry for the amount 

of the ending inventory (Rs.48300). Otherwise, these closing entries are very similar to 

those for a service company except that the new accounts for merchandising companies 
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introduced in this unit must also be closed to income summary. All income statement 

accounts with debit balance, for instance, sales returns and allowances, sales discounts, 

purchases, and freight-in, is credited in the first entry. All income statement account with 

credit balances, namely, sales, purchase returns and allowances and purchases discounts 

are debited in the second entry. The third and fourth entries are used to close the profit 

and loss account and transfer net income to the capital account and to close the 

withdrawals account to the capital account, as was done in the earlier method. 

 

General Journal 
Date Description PR Debit Credit 

Dec. 31 Trading & PLS account    273395  
 Merchandise inventory 

Sales returns and allowances 
Purchases 
Freight in 
Sales salaries expense 
Freight out expense 
Advertising expense 
Office salaries expense 
Insurance expenses, selling 
Insurance expenses, general 
Selling supplies expense 
Office supplies expense 
Depareciation expense, building 
Depreciation expense, office equipment 
Sales Discount 
(To close temporary expense and revenue      accounts 
having debit balances and to re-     move beginning inventory) 

  52800 
2750 

126400 
8236 

22500 
5740 

10000 
26450 
1600 
4200 
1540 
1204 
2600 
2200 
4725 

Dec. 31 Merchandise inventory  48300  
 Sales  246350  
 Purchases discounts & allowance  5640  
 Purchase discounts  2136  
  Treading PLS account   302426 
 (To close temporary expenses. and revenue accounts having 

credit balance and to establish the ending merchandise 
inventory) 

   

Dec. 31 Trading PLS account  29031  
  Mahmood's, capital   29031 
 (To close the PLS account)    

Dec. 31 Mahmood's, capital  20000  
  Mahmood's, withdrawals   20000 
 (To close the withdrawals account)    

 

General Journal 

 
Date Description PR Debit Credit 

Dec.31 Trading & PLS account    220595  
 Sales returns and allowances   2750 
 Sales discounts   4725 
 Purchases   126400 
 Freight in   8236 
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 Sales salaries expense   22500 
 Freight out expense   5740 
 Advertising expense   10000 
 Office salaries expense      26900 
 Insurance expenses, selling   1600 
 Insurance expenses, general   4200 
 Selling supplies expense   1540 
 Office supplies expense   1204 
 Depreciation expense, building   2600 
 Depreciation expense, office equipment   2200 
 (To close temporary expense and revenue accounts having 

debit balances) 
   

Dec. 31 Sales  246350  
 Purchases returns & allowances  5640  
 Purchases discounts  2136  
 Trading PLS account   254126 
 (To close temporary expense and revenue accounts having 

credit balances) 
   

Dec. 31 Income summary  29031  
 Mahmood's capital   29031 
 (To close the Income Summary account)    

 Mahmood’s withdrawals  
To Mahmood Capital 

 20000  
20000 

 (To close the withdrawals account)    

                                                                               

6.2 Closing Entry Method 
The worksheet for Mahmood trading Company using the closing entry method is given 

below. 

 

MAHMOOD TRADING COMPANY 

Work Sheet 

For the year ended December 31, 20-A 

 
 Trial Balance Adjustments Income Statement Balance Sheet 

Account Name Debit Credit Debit Credit Debit Credit Debit Credit 

 Rs. Rs. Rs. Rs. Rs. Rs. Rs. Rs.   
Cash 29,410      29,410  
Accounts Receivable 42,400      42,400  
Merchandise Inventory 52,800      (b) 48,300 (a)52,800 48,300  
Prepaid Insurance 17,400   (c) 5,800   11,600  
Store Supplies 2,600   (d) 1,540      1,060  
Office Supplies 1,840   (e) 1,204   636  
Land 4,500      4,500  
Building 20,260      20,260  
Accumulated Depreciation, 
Building 

 5,650  (f) 2,600    8250 

Office Equipment 8,600      8,600  
Accumulated Depreciation  
Office equipment   

  
2,800   

  
(g) 2,200 

    
5,000 

Accounts Payable  25,683      25,683 
Mahmood Jan's Capital  118,352      118,352 
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Mahmood Jan's Withdrawals 20,000      20,000  
Sales  246,350    246,350   
Sales Returns and Allowance 2,750    2,750    
Sales Discounts 4,725    4,725    
Purchases 126,400    126,400    
Purchases Retums and 
allowances 

 5,640    5,640   

Purchases discounts  2,136    2,136   
Freight in 8,236    8,236    
Sales Salaries Expense 22,500    22,500    
Freight Out Expense 5,740    5,740    
Advertising Expense 10,000    10,000    
Office Salaries Expense  26450    26,450    

 406,611 406,611       

Insurance Expense, Selling   (a)  1,600  1,600    
Insurance Expense, General   (c)   4200  4,200    
Selling Supplies Expense   (b)  1,540  1,540    
Office Supplies Expense   (c)  1,204  1,204    
Depreciation Expense, 
Building 

  (d)  2,600  2,600    

Depreciation Expense   (e)  2,200  2,200    
              Office Equipment         

   13,344 13,344 272,945 302,426 186,766 157,285   

Net Income     29,481      29,481 

     302,426 302,426 186,766 186,766   

 

6.3 Income Statement or Trading and PLS Account Illustrated 
In earlier parts of this unit, various sections of the income statement for a merchandising 

concern were presented and the transactions pertaining to each section were discussed. 

Now the income statement, illustrated below, puts the parts together and shows the 

complete income statement of Mahmood Trading company. The statement is prepared by 

taking the accounts and their balances from the income statement columns of the work 

sheet. 

 

Mahmood Trading Co. 

Income Statement 

For the year ended 
 Rs. Rs. Rs. 

Revenue from Sales    
Gross sales   246350 
Less:  Sales returns & allowances  2750  
 Sales discounts  4725 7475 

 Net sales   238875 

Cost of goods sold    
Merchandise inventory, Jan. 1  52800  
Purchases 126400   
Less:  Purchases return & allow 5640    
 Purchases discounts  2136 7776   
 118624   
Add: (freight in) 8236   

Net purchases  126860  
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Cost of goods available for sale    179660  
Less:  Merchandise inventory, Dec. 31  48300  

 Cost of goods sold   131360 

Gross margin from sales   107515 
Operating expenses    
Selling expenses;    
Sales salaries 22500   
Freight out 5740   
Advertising expense 10000   
Insurance expense 1600   
Selling supplies expense 1540   

 Total selling expense  41380  

General Administrative Expenses;    
Office salaries expense 26450   
Insurance expense, general 4200   
Office supplies expense 1204   
Depreciation expense, building 2600   
Depreciation expense, office Eqiup. 2200   

Total general & administrative expense  36654  

Total operating expenses   78034 

Net income   29481 

                                                                        

6.4 Self-Assessment Questions-VI 
1. The following Trial Balance has been extracted from general ledger of Mr. Ahmed. 

TRIAL BALANCE 

December 31, 1990 
 
Cash 
Accounts Receivable (Debtors) 
Inventory (January 1, 1990) 
Office Equipment 
Accounts Payable (Creditors) 
Notes Payable (Bills Payable) 
Insurance 
Office Supplies 
Rent Expenses 
Office Salary Expenses 
Ahmed’s Capital 
Ahmed’s Drawings 
Advertising Expenses 
Delivery Expenses 
Purchases 
Sales 
Freight In 
Purchases Returns 
Sales Returns 

Dr. (Rs.) 
5,000 
10,000 
7,000 
4,600 
 
 
800 
400 
600 
1,200 
 
900 
200 
500 
15,000 
 
200 
 
600 
______ 
47,000    

Cr. (Rs.) 
 
 
 
 
8,000 
3,000 
 
 
 
 
12,500 
 
 
 
 
23,000 
 
500 
 
______ 
47,000    

Adjustments: 

1. Merchandize Inventory on December 31, 1990 is valued at Rs.8,500/- 
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2. Raise an Allowance for Depreciation on Office Equipment Rs.600/- 

3. Insurance Unexpired is Rs.200/- 

4. Office supplies consumed Rs.300/- 

5. A bill of Rs.100/- in respect of advertising is outstanding. 

 

Required: Prepare ten columns Work Sheet from the above information. 

 

2.     From the information given below, prepare Trading and Profit & Loss Account or 

Income Statement and the Balance Sheet for the year ended 30th April, 2004 and a 

Balance Sheet as on that date. 

 

Trial Balance as on 30th April, 2004 

 

Accounts Debit Rs. Credit Rs. 

Opening Stock                                              40,000   

Purchases and Sales                                   180,000 320,000 
Sales Return 5,500   
Wages          22,000   

Carriage       1,200   
Bad Debts    600   

Bad Debts Reserve  1,000 
Debtors and Creditors                                                  50,300 15,800 
Office Furniture                                           15,300   
Plant and Machinery 78,000   
Advertisement           10,600   
Import Duty and Clearing Charges  4,200   

Commission                                     800 
Capital                                              120,000 
Drawings                                         15,000   
Investment  16,100   
Cash             16,000   
Rent and Insurance   2,800   
      

Total 457,600 457600 

 

Adjustments: 

1. Rent outstanding amounted to Rs. 500 and Insurance unexpired amounted to Rs. 

300. 

2. Commission amounting to Rs. 120 has been received in advance 

3. Write off Rs. 300 as Bad Debts and provide a Reserve for Doubtful Debts at 2.5% 

on debtors. 

4. Depreciate Plant and Machinery by 5%. 

5. Stock on 30th April, 2004 was valued at Rs. 32,000. 

3.  The following trial balance was taken from the ledger of Shahid book store at the 

end of its annual accounting period 
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Shahid Book Store 

Trial balance 30th June 

 
Description Dr. Cr. 

Cash 3175     
Accounts receivable 9280     
Merchandise inventory 29450     
Store supplies 1911     
Prepaid insurance 1600     
Store equipment 37200     
Accumulated depreciation store, equipment    14700   
Accounts payable  12300   
Shahid, capital  41994 
Shahid, Withdrawals 12000  
Sales  99400 
Sales returns and allowances 987  
Purchases 62300  
Purchases returns and allowances  19655 
Purchases discounts  1356 
Freight in 2261  
Sales salaries expense 21350  
Rent expense 3600  
Other selling expense 2614  
Utilities expense 1677  
 189405 189405 

 

 Required: 

(a) Enter the trial balance on a work sheet, and complete the work sheet using 

the following information: (a) ending merchandise inventory, Rs.31772/- (b) 

ending store supplies inventory Rs.304/-(c) un-expired insurance, Rs.200/- 

(d) estimated depreciation on store equipment, Rs.4300/- (e) accrued sales 

salaries payable, Rs.80/- (f) accrued utilities  Rs.150/-.  

(b) Prepare an income statement and a balance sheet. Sales salaries expense, 

other selling expense, and store supplies expenses are to be considered 

selling expenses. The other expenses are to be considered general and 

administrative expenses. 

(c) From the work sheet, prepare closing entries. 

4. What are main headings of a twelve-column work sheet? 
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7.  SUMMARY 
 

The merchandising company differs from the service or a manufacturing company in the 

sense that it attempts to earn profit by buying and selling merchandise rather than by 

offering services, or by manufacturing products. The income statement for a 

merchandising company has three major parts: 1) revenues from sales, (2) cost of goods 

sold, and (3) operating expenses. The cost of goods sold section is necessary for the 

computation of gross profit made on sales. The seller must sell their merchandise for 

more than cost to pay operating expenses and yet have an adequate profit left over. 

 

Revenues from sales consist of gross sales less sales returns and allowances and sales 

discounts. The amount of sales discount can be calculated from terms of the sale. 

 

To compute the cost of goods sold, add beginning merchandise inventory to the net 

purchases to determine goods available for sale and then substract ending merchandise 

inventory from total. Merchandise inventory may be determined by one of two alternative 

methods. (1) The perpetual inventory method and (2) the periodic inventory method. 

 

The objective of handling merchandise inventory at the end of the accounting period can 

be accomplished by crediting merchandise inventory and debiting trading account for the 

beginning inventory balance and debiting merchandise inventory and crediting income 

summary for the closing inventory balance. There are two ways of accomplishing these 

effects. Under the adjusting entry method the entries are included among the adjusting 

entries. Under the closing entry method, the entries are included among the closing 

entries. 

 

The work sheet for a merchandising concern can be prepared under one of the above two 

alternative methods. (1) Adjusting entry method, and (2) closing entry method. 

 

The Income statement of a merchandising company is constructed by displaying in each 

major section the individual parts of that section. The revenues from sales section will 

show gross sales, with contra sales accounts deducted from them to arrive at net sales. 

The cost of goods sold section will show the accounts that make up goods available for 

sale. The operating expense's section will consist of following parts: 

(a) Administrative Expenses 

(b) Selling Expenses, and 

(c) Financial Expenses. 

 

The net result of the income statement or profit and loss account will be transferred to the 

capital account, which in turn would be shown in the balance sheet. 
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INTRODUCTION 

 

You have already been acquainted with two categories of assets, VIZ fixed assets and 

current assets. Fixed assets or plant assets are long-life assets. Their useful life is 

expected to last for more than one year. These long-life assets consist of both tangible 

assets, having physical existence as well as intangible assets, having no physical 

existence that we can see or touch. Instead they represent exclusive privileges and rights 

to the owners. When a company purchases a long-life asset, the asset is usually recorded 

at cost. As the company receives benefits from the asset, the cost is transferred from an 

asset account to an expense account called depreciation. Since the lives of long-term 

assets may extend over many years, the methods used in computing depreciation may 

affect the financial statements of many accounting periods. 

 

OBJECTIVES 
 

After studying this unit, you should be able to: 

1. Recognize the characteristics of fixed assets and the methods of working at initial 

costs of their acquisition. 

2. Understand various methods of calculating depreciation. 

3. Apply the concept of capital and revenue expenditures for fixed asset. 

4. Understand the treatment for disposition of fixed assets including resultant gains 

and losses, and finally, 

5. The mode of presentation of fixed assets in the balance sheet. 
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1. LONG - LIFE ASSETS 
 

Long-life assets are grouped under various headings in balance sheet presentations. The 

term fixed assets or plant assets is frequently used for tangible productive assets that are 

used over a number of years in the operations of an entity. Tangible assets are properties 

that have physical substance, in other words, assets that can be seen and touched. 

Intangible assets, on the other hand are property rights, which have value but no physical 

substance. Patents, copyrights, goodwill etc., are examples of intangible assets. 

 

Furniture, equipment, machinery, buildings and the land on which they are located are 

usually included under the main heading "Fixed Assets". 

 

1.1 Characteristics of Fixed Assets 
The basic characteristics necessary for an asset to be classified as a fixed are: (1) It is 

tangible (has physical properties); (2) It has long-life i.e. it will last more than one year; 

(3) It is used in the operations of business; and (4) It is not held for the purpose of normal 

resale. 

 

A major distinction in determining an asset to be classified as a plant or fixed asset is 

whether it is to be used by the business in its operations. For example, a truck is a plant or 

fixed asset to a distributor, but a truck is an item of inventory when held for resale, to 

automobile dealer. A typewriter is a plant asset (office equipment) to a law firm, but a 

typewriter is an item of inventory to an office equipment supply company. 

 

1.2 Determining the Cost of Fixed Assets 
Plant or fixed assets should be recorded at cost. The cost of a plant assets consists of all 

expenditures incurred to acquire the asset and get it ready for use. This cost includes the 

purchase price of the asset (net of any cash discount) plus delivery charges, sales taxes, 

insurance in transit, installation charges, and other costs incurred in getting the asset at 

site ready for operation. 

 

When an asset is constructed, its cost will included, all construction cost, architect's fees, 

insurance during construction, interest paid on money borrowed for the construction and 

any other related cost, such as cleaning up and getting the building ready for use. 

 

1.3 Subsequent Costs Incurred on Fixed Assets 
Costs incurred during- an asset's life that add to the usefulness of the fixed asset for more 

than one accounting period should be debited to the account. Charges that benefit only 

the current accounting period be debited to the revenue expense account. If a new engine 

is installed in a delivery truck, for example, the cost of the engine should be debited to 

Delivery Truck. If a tune-up is subsequently performed on the engine, the cost should be 

debited to repair and maintenance expense for the delivery truck. 
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1.4 Self-Assessment Questions-I 
1. What are the essential characteristics in the classification of plant or fixed asset? 

2. Distinguish between current assets and the fixed assets. 

3. Name five items that might be included in the cost of. 

a. A new air-conditioning system for a factory, 

b. A used delivery truck for a supply of goods or a distributor. 

4. Differentiate between tangible and intangible assets. 

5. Acquisitions of property and equipment and purchases of other items must be 

accounted for; and the proper head of accounts must be charged. Following is a list 

of expenditures. 

1. Rebuilt engine on delivery truck 

2. Installation charges on equipment. 

3. Architect's fees on new building 

4. State sales tax on equipment purchased 

5. Cost of typewriters to accounting firm 

6. Insurance policy on new building 

7. Cost of insulation installed in new office building 

8. Fees paid to the company for land title search 

9. Cost of repairing storm damage to building 

10. Maintenance contract on building 

11. Insurance paid during construction building 

12. Freight charges on office equipment purchased 

13. Cost of typewriters to office equipment's company for resale. 

14. Insurance paid on office equipment during shipping 

 

Required: 

For each of these determine the particular plant asset or other account to which the 

expenditure should be debited. The choice answers relates to land, building, equipment, 

or other. 

 

2.  DEPRECIATION 
 

Although plant assets such as buildings, vehicle, machinery and equipment will last for 

several years and gradually wear out. Land is the only plant asset that does not "wear out" 

with the passage of time. 

 

In accounting for a plant asset, one major objective is to charge the cost of the asset to the 

periods in which it is used. The systematic allocation of the cost of a plant asset over its 

useful life is known as depreciation. 

 

2.1 Accounting for Depreciation 
When a plant asset is acquired, the asset account is debited and cash account payable is 

credited. For example, assume that microcomputer (office equipment) was purchased at a 

cost of Rs.38000/-. The following entry in general journal form, is required: 
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General Journal 

 
Date Particulars Dr. Cr. 

Jan. 2 
Office equipment 
 Cash 
(To record purchase of office equipment) 

38000  
38000 

 

Depreciation of this computer is recorded by the use of an adjusting entry at the end of 

the period debiting, "Depreciation, Office Equipment" and crediting "Accumulated 

Depreciation - Office Equipment". If it was estimated that the depreciation charge for the 

computer is Rs.6000 per year, the adjusting entry would be as under. 

 
Date Particulars Dr. Cr. 

Dec. 31 Dep. Exp. Office equipment 6000  
  Accum. Dep. Office equipment  6000 

 (To record depreciation for the ear)   

 

"Depreciation Expense---Office Equipment" is shown in the income statement as an 

operating expense. However, the other accounting; "Accumulated Depreciation-Office 

Equipment" is shown on the balance sheet as a contra account, subtracted from office 

equipment in the fixed asset section. Fixed assets are shown as a major caption on the 

balance sheet below current assets. The office equipment and accumulated depreciation 

would appear as follows: 

 

Assets side 
Total current assets  86000 
Plant assets:   
Office equipment 38000  
Less accumulated depreciation 6000 32000 

 

The original cost of the asset less accumulated deprecation represents the un-expired cost 

of the asset and is called the book value or written down value of relevant asset. The book 

value of the office equipment above is Rs.32000/-. 

 

2.2 Depreciation on Interim Statements 
In the preceding example, the adjustment for depreciation was made at the end of the 

year. If the business prepares interim statements, it is necessary to record depreciation for 

the period covered by the statement. Assume that the company prepares interim financial 

statement on a quarterly basis. The adjusting entry at the end of March will be for three 

months, (one-fourth of a year) i.e. Rs. 1500/- of Rs. 6000/-. The adjustment is recorded in 

the general as follows: 

 

March Depreciation exp. - Office equipment. 1500  

31  Accum. Depreciation-office equipment  1500 
 (To record depreciation for the January to   

 March quarter)   
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In the quarterly financial statements, the Office equipment is shown on the balance sheet 

at March 31, as follows: 

 
Plant assets:   

 Office equipment 38000  
 Less accumulated depreciation 1500 36500 

 

Since the interim statements are prepared quarterly, the Rs. 1500 adjustment for the 

depreciation will also be made at the quarter end, viz on June 30, September 30, and 

December 31. After the adjusting entries and the closing entry have been made for the 

year, the office equipment, accumulated depreciation---office equipment, and 

depreciation expense---office equipment accounts will appear as follows: 

 

Account office equipment account No.24 
 Balance 

Date Item PR Debit Credit Debit Credit 

Jun.2  J-6 38000  38000  

 

Account Accumulated Depreciation - Office Equipment Account No. 24  

 

Balance asd   

Date Item PR Debit Credit Debit Credit 

Mar.31  Adjusting J-11 - 1500 - 1500 
Jun.30 Adjusting J-16 - 1500 - 3000 
Sep.30 Adjusting J-22 - 1500 - 4500 
Dec.31  Adjusting J-29 - 1500 - 6000 
Dec.31 Closing J-30 - - 6000 - 

 

Many businesses make adjusting entries for interim statements only on the work sheet. If 

that were the case in the preceding example, there would be only one adjusting entry for 

Rs.6000/- recorded in the ledger accounts. 

 

2.3 Depreciation on Asset Purchased during Period 
When a plant asset is purchased during the period, depreciation at the end of the first year 

will be computed for the fraction of the year the asset is used. Fore example, if the office 

equipment in the preceding example had been purchased on 1st November the adjusting 

entry on 31st December of the first year would be for Rs.1000 (2/12x6000) as follows: 

 
Date Particulars Debit Credit 

Dec. 31 Depreciation Exp. Office equipment   
    Accumulated dep. Office equipment 
(To record depreciation for 2 months) 

1000  
1000 

      

The book value of the equipment at the end of the first year would then be Rs.37000 (38000-

1000). 
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2.4 Procedure in Pakistan 
In Pakistan however, the procedure is quite simple and different. An item of fixed assets 

may be purchased at any date during a year, (say in midyear), but full depreciation for the 

year is charged in accounts. But no depreciation will be charged for the year in which a 

plant asset is sold or disposed off. 

 

Example 01 

The accounts of XYZ Co. are closed on 31st December annually. A truck was purchased 

for Rs.500000 on 13th October. The annual depreciation is Rs. 40000. Record journal 

entry for the depreciation. 

 

Solution: The Journal entry would be: 

 
Particulars Debit Credit 

Depreciation (truck Account)     
 Accumulated depreciation-truck 
(To record truck depreciation at full  rate during the year of purchase) 

40,000  
40,000 

 

2.5 Self-assessment Questions-II 
1. Haroon & Company installed an air-conditioning unit in one section of its 

warehouse at a cost of Rs.132000. The normal life of the air conditioner is 10 

years, but the company is planning a complete remodeling of the warehouse in 6 

years, at which time the entire area will be centrally air-conditioned. The estimated 

salvage value of a used air conditioner of this type is Rs.12000. 

 a. What would be the useful life of the air conditioner? 

 b. What would be the annual depreciation expense using the straight-line method? 

2. Indicate which of the following expenditures should be debited to the building 

account: 

a. Insurance during construction 

b. Purchase of bricks for outside wall of building 

c. Architect's fee on building 

d. Landscaping of grounds 

e. Payment of contractor for construction of building 

f. Land acquired for a building site 

3. State the procedure of showing fixed assets on the Interim Financial Statements. 

4. Use the information that follows, taken from a trial balance, to prepare the fixed 

assets section of the balance sheet. 

 
 Debit Credit 

Land  
Building 
Accumulated depreciation-buildings 
Furniture and equipment's 
Accumulated depreciation- furniture & equipments 

175000 
700000 

 
160000 

 

 
 

190000 
 

80000 
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5. How you will determine the depreciation expense on assets that have been 

purchased during the periods. 

 

3. COMPUTING RATE OF DEPRECIATION 
 

The depreciable cost of an asset should be allocated over number of years the asset 

expected to be used. Depreciable cost is defined as the original cost of the asset minus its 

salvage value. The salvage value of a depreciable asset is the amount expected to be 

realized when the asset is disposed off. It is also called residual value, scrap value or 

trade-in value. If a fixed asset is purchased at a cost of Rs.38000 and it is estimated that 

the salvage value of the asset will be Rs.8000, the depreciable cost of the asset is 

Rs.30000 (Rs.38000- Rs.8000) 

 

3.1 Estimating the Life of the Asset 
Another major consideration in determining the rate of depreciation is to estimate the 

number of years the asset will be used or how many units of, service or production the 

asset will provide. If the asset is a vehicle to be used for delivery of merchandise and it is 

estimated that the vehicle will be operated for 60000 miles, the depreciation charge per 

mile can easily be determined. Likewise, if it is estimated that the asset will be used for 

five years and will perform approximately the same service in each year, it is reasonable 

to allocate the depreciable cost equally to each of the year in which the asset will be used. 

 

Generally, there is no way of knowing exactly how long an asset will last or exactly how 

many units it will provide. An estimate of these factors, as well as salvage value, will be 

based on the best information available. The company past experience normally provides 

such information with similar assets, statistics supplied by government agencies or trade 

associations, or appraisals of engineers or architects. 

 

Other factors to be considered, in computing depreciation are inadequacy and 

obsolescence. The physical life of an asset may be much longer than its useful life to a 

business. If a delivery vehicle with an estimated five year life was used for three years 

and by that time the business had grown to the point that the load capacity of the vehicle 

was too small, it might be traded in for a larger one. All of the above considerations 

emphasize the fact that the computation of depreciation is based on estimates. 

 

3.2 Methods of Computing Depreciation 
Because of many variables, involved in estimating depreciation, several different 

Methods of computing depreciation have been developed. The most common methods 

are  

1)  Straight-line,  

2)  Units-of-production,   

3)  Declining-balance or written-down value method. 
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3.2.1 Straight-line method 

The straight-line method of computing depreciation assigns an equal charge to each 

period of the estimated useful life of the asset. The straight-line method is normally used 

when the asset is equally useful in each period. A building is a good example of an asset 

that performs the same service in each period and would be depreciated on the straight-

line basis. 

 

To illustrate the straight-line method, assume that an item of equipment is purchased for 

Rs.6500. The equipment has an estimated salvage value of Rs.500 and an estimated 

useful life of 5 years. The depreciable cost of the asset is Rs.6000 (Rs.6500 - Rs.500). 

The annual depreciation would be R.s.1200, computed as follows: 

 

Rs.6500 - Rs.500 = Rs.6000 = Rs.1200 per year 

        5 years   5 years 

 

Based on the five-year life, the depreciation rate would be 1/5 per year or 20% of 

depreciable cost. You should carefully study the schedule showing the cost of the asset, 

depreciable cost, depreciation expense, accumulated depreciation, and book value which 

is given below. The entries in the table presume that the straight-line rate of 20% was 

applied each year to the depreciable cost of Rs.6000. 

 

If the equipment is used for five years, the book value at the end of the fifth year will be 

Rs.500 which is the estimated salvage value because this is the amount that is expected to 

be received when the asset is disposed off. 

 
Year Cost 

Rs. 
Dep. Cost 

Rs. 
Dep. Exp. Rs. Accum. Dep. 

End of year 
Book value 
end of year 

l. 
2. 
3. 
4. 
5. 

6500 
6500 
6500 
6500 
6500 

6000 
6000 
6000 
6000 
6000 

1200 
1200 
1200 
1200 
1200 

1200 
2400 
3600 
4800 
6000 

5300 
4100 
2900 
1700 
500 

 

The principal advantage of the straight-line method of depreciation is its simplicity. 

When assets are equally useful from period to period, this method provides a reasonable 

allocation of costs to each period. 

 

Example 02 
Machinery cost      Rs. 1000,000 

Estimated life of machinery     5 years  

Residual value      Rs. 100,000 

Depreciable cost of assets (Rs.1000, 000 - Rs.100, 000)  Rs. 900,000 
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You are required to prepare the schedule for depreciation expense using the Straight 

line method: 

 

Solution: 

 
Year Cost 

 
Rs. 

Dep. Cost 
 

Rs. 

Depreciation 
Rate Per year 

(w-1) 

Dep. Exp. 
Rs. 

(w-2) 

Accum. Dep. 
End of year 

(w-3) 

Book value 
End of year 

(w-4) 

1. 
2. 
3. 
4. 
5. 

1000,000 
1000,000 
1000,000 
1000,000 
1000,000 

900,000 
900,000 
900,000 
900,000 
900,000 

20% 
20% 
20% 
20% 
20% 

180,000 
180,000 
180,000 
180,000 
180,000 

180,000 
360,000 
540,000 
720,000 
900,000 

820,000 
640000 
460,000 
280,000 
100,000 

 

Working -1 

For depreciation rate  

1/5 × 100 = 20% 

Working -2 

For Depreciation Exp (1
st
 to 5th year) fixed depreciation method  

= Cost – Residual value ÷ no. of years  

= Rs. 1000,000 - 100,000 ÷ 5  = 180,000 per year  

Depreciable cost  ×  rate of depreciation = Depreciation Exp 

900,000 × 20%   = 180,000 

 

Working -3 

Accumulated Dep. End of year (1
st
 to 5

th
 year) 

 

Current year Dep. +  Pervious Year Dep. = Accumulated Dep. End of year  
180,000 + 0  = 180,000 

180,000 + 180,000 = 360,000 

180,000 + 360,000 = 540,000 

180,000 + 540,000 = 720,000 

180,000 + 720,000 = 900,000 

 

Working -4 

Book value End of year: (1
st
 to 5

th
 year) 

Cost of machinery  -  Dep. Exp.  = Book Value 

  1000,000  -  180,000 = 820,000 

    820,000  - 180,000 = 640,000 

  640,000 - 180,000 = 460,000 

    460,000 - 180,000 = 280,000 

    280,000 - 180,000 = 100,000 
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3.2.2 Units-of-Production Method 

The units-of-production method of depreciation allocates the depreciable cost to the 

estimated number of units to be produced by the asset. For example, assume that the 

equipment previously mentioned will produce 120000 units during its useful life. The 

depreciable cost of Rs.6000 (Rs.6500 - Rs.500) is divided by the estimated number of 

units to be produced, 120,000 to yield depreciation cost per unit of Rs.05: 

 

Rs.6000 /120000 units = Rs.05 per unit 

If the machine produced 30000 units during the first year of operation, the adjustment for 

depreciation expense at the end of the year would be Rs.1500 (30000 x Rs.05). 

 

Assuming that the units produced during the second through fifth year are 26000, 23000, 

21000 and 20000 respectively, the schedule for depreciation expense, accumulated 

depreciation, and book value, using the units-of-production method, is shown in the 

following table: 

 
Year Cost 

Rs. 
Dep.  

Cost Rs. 
Unit  

Prods. Rs. 
Dep. Rate  
Per Unit 

Dep. Exp. Rs. Accum. Dep. 
End of year 

Book value 
end of year 

l. 
2. 
3. 
4. 
5. 

6500 
6500 
6500 
6500 
6500 

6000 
6000 
6000 
6000 
6000 

30000 
26000 
23000 
21000 
20000 

.05 

.05 

.05 

.05 

.05 

1500 
1300 
1150 
1050 
1000 

1500 
2800 
3950 
5000 
6000 

5000 
3700 
2550 
1500 
500 

 

The units-of-production method is advantageous when the use of a plant asset varies 

widely from period to period. This method is frequently used for recording depreciation 

on vehicles and is based on the number of miles driven. 

 

Example 03 
On 1

st
 January, 2011 Mr. Noman purchased Machinery for Rs. 39,000. The machine has 

an estimated salvage value of Rs. 3,000 and an estimated useful life of 5 years.  The 

depreciable cost of the asset is Rs. 36,000 (39,000-3,000).  The machine will produce 

720,000 units during its useful life. The units produced first through fifth year are 

180,000 units, 156,000 units, 138,000 units, 126,000 units and 120,000 respectively.  

 

You are required to prepare the Depreciation schedule using the units of production 

method: 

 

Solution: 

 
Year Cost 

 
Rs. 

Dep. 
Cost 
Rs. 

Units 
Prods. 

Dep. Rate 
per  Unit (w-

1) 

Dep. Exp. 
Rs. (w-2) 

Accum. Dep. 
End of year (w-

3) 

Book value 
End of year 

(w-4) 

31st Dec. 
2011. 
2012. 
2013. 

 
39, 000 
39, 000 
39, 000 

 
36,000 
36,000 
36,000 

 
180,000 
156,000 
138,000 

 
0.05 
0.05 
0.05 

 
9,000 
7,800 
6,900 

 
9,000 

16,800 
23,700 

 
30,000 
22,200 

15,300  
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2014. 
2015. 

39, 000 
39, 000 

36,000 
36,000 

126,000 
120,000 

0.05 
0.05 

6,300 
6,000 

30,000 
36,000 

9,000 
3,000 

 

Working: 1 

Dep. Rate per unit = Depreciable cost ÷ No. of production units  

 0.05 =  36,000    ÷ 720,000   

 

Depreciable cost = Cost of Equipment – Residual Value  

36,000 = 39,000  - 3,000 

 

Working: 2 

Depreciation Exp. 31
st
 Dec, 2011 to 2015  

 

Units Prods. × Dep. Rate per = Depreciation Exp 

180,000 × 0.05 = 9,000 

156,000 × 0.05  = 7,800 

138,000 × 0.05 = 6,900 

126,000× 0.05 = 6,300 

120,000× 0.05 = 6,000 

 

Working: 3 

Accumulated Dep. End of year:    31
st
 Dec, 2011 to 2015 

 

Current year Dep.  + Pervious Year Dep. = Accumulated Dep. End of year  

9,000  + 0  = 9,000 

7,800  + 9,000  = 16,800 

6,900  + 16,800  = 23,700 

6,300  + 23,700  = 30,000 

6,000  + 30,000  = 36,000 

 

Working: 4 

Book value End of year:  31
st
 Dec, 2011 to 2015 

Cost of machinery - Dep. Exp. = Book Value 

39,000  - 9,000 = 30,000 

30,000  - 7,800 = 22,200  

22200  - 6,900 = 15,300 

15,300  - 6,300 = 9,000 

  9,000  - 6,000 = 3,000 

 

3.3 Accelerated Depreciation Method 
In some businesses and for certain types of assets it may be desirable to use a 

depreciation method that will charge a larger amount of depreciation expense to the early 

years of the asset life and a steadily declining amount to later years. The procedure of 

charging a greater amount to depreciation expense in the early years of the assets life and 

a successively lesser amount in each subsequent year is known as accelerated 
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depreciation. Accelerated depreciation is a reasonable procedure for assets that will 

require increasing maintenance and repair expenses to keep them in good operating 

condition as they get older. The smaller depreciation charges in these later years will help 

to equalize the annual cost (depreciation plus repairs and maintenance) of operating the 

asset over its useful life. There also is an income tax advantage for a business using an 

accelerated depreciation method. By charging more depreciation in the early years, the 

business will report a lower taxable income and pay less income tax during these years. 

In later years the depreciation expense will be less, causing taxable income to increase. 

However, by delaying the payment of these taxes from the early years of the assets life to 

the later years, the business is able to have the use of this money in the early years. 

 

This method provides a steadily decreasing charge for depreciation expense from period 

to period over the asset's estimated life. There are several different ways to apply this 

method, but the most commonly used one is to double the straight-line rate and multiply 

that rate by the declining book value of the asset. For example, if the estimated life of an 

item of equipment was 5 years, the straight-line rate of depreciation would be 1/5 year, or 

20%. The declining-balance rate of depreciation would therefore be 2/5, or 40% per year, 

or twice the straight-line rate. 

 

There are two important points to be noted about the declining balance method: (1) this is 

the only method of depreciation that does not consider the salvage value when computing 

depreciation, and (2) the rate of depreciation determined (40% in the example) is applied 

to the asset’s remaining book value or written down value at the end of earlier year. 

 

Using the same Rs.6,500 asset from preceding illustration, the schedule of depreciation 

for the declining-balance method is shown below: 

 
Year Cost Dep. Cost Dep. Exp. Accum. Dep. End of year Book value end of year 

l. 
2. 
3. 
4. 
5. 

6500 
6500 
6500 
6500 
6500 

40% 
40% 
40% 
40% 
40% 

2600.00 
1560.00 
936.00 
561.60 
336.96 

2600.00 
4160.00 
5096.00 
5657.60 
5994.56 

3900.00 
2340.00 
1404.00 
842.40 
505.44 

 

The depreciation rate, 40% is applied to the cost, Rs.6500, in the first year to determine 

the depreciation expense of Rs.2600. Note that the cost of Rs.6500 is also the first year's 

book value until depreciation is recorded at the end of the year. In the second and all 

following years the 40% rate is applied to the book value as of the end of the preceding 

year. For example, in the second year, the 40% rate was applied to the book value at the 

end of the first year, Rs.3900; therefore, the depreciation computed was Rs.1560 

(Rs.3900 x 40%). 

 

Although the salvage value of the asset is not considered in computing the annual 

depreciation for the declining-balance method, the asset should not be depreciated below 

the estimated salvage value. 
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Example 04 

A firm purchased machinery for Rs. 250,000 on January 1
st
 2012.  It purchased additional 

machinery for Rs. 222,500 and spent Rs. 22,500 on 1
st
 Jan 2014.  The firm financial year 

closed on 31
st
 December every year.  Depreciation is charged @ 10% p.a on Reducing 

Balance Method.  

 

Required: Prepare machinery account for 5 year  

 

Solution: 

Machinery Account 

Dr.   

         Cr.  
Date Reference Rs. Date Reference Rs. 

2012 
Jan.1 
 
 
2013 
Jan.1 
 
 
2014 
Jan.1 
Jan.1 
 
 
2015 
Jan.1 
 
 
2015 
Jan.1 

Cash account 
 
 
 
 
Balance b/d  
 
 
 
Balance b/d  
Cash account  
(222,500+22500) 
 
Balance b/d  
 
 
 
Balance b/d 

250,000 2012 
Dec.31 
Dec.31 
 
2013 
Dec.31 
Dec.31 
 
2014 
Dec.31 
Dec.31 
 
 
2015 
Dec.31 
 Dec.31 

Depreciation account  
Balance c/d 
 
 
Depreciation a/c 
Balance c/d 
 
 
Depreciation a/c 
Balance c/d 
 
 
 
 
Depreciation a/c 
Balance c/d 
 

25,000 
225,000 

 

250,000 250,000 

 
225,000 

 

 
22,500 

202,500 

470,000 470,000 

 
202,500 
245,000 

 

 
44,750 

402,750 

447,500 447,500 

 
402,750 

 
40,275 

364,475 

402,750 402,750 

 
364,475 

 

 

Working: 

1. Depreciation for 31
st
 December, 2012.  

 Rate 10% 

 Machinery cost Rs. 250,000 *10/100 = 25,000 

 

2. Depreciation for 31
st
 December, 2013. 

 Rate 10% 

 Machinery cost Rs. 225,000 *10/100 = 22,500 

 

3. Depreciation for 31
st
 December, 2014. 

 Rate 10% 

 1st Machinery cost Rs. 202,500*10/100 = 20,250 

 2
nd

 Machinery cost Rs. 245,000*10/100 = 24,500 

 Total machinery =    44,750 
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4. Depreciation for 31
st
 December, 2015. 

 Rate 10% 

 Machinery cost Rs. 402750*10/100 = 40,275 

 

 Total machinery – Total depreciation = Balance  

 495000    -    132,525    = 364,475 

 

Example 05 

Mr. Ali purchased A Truck for Rs.500,000 and depreciation rate is 10% p. a. You are 

required to prepare the Depreciation schedule using Diminishing Balance Method  

 

Solution:                 

 
Year Cost Rs. Dep. Rate p. a 

 
Dep. Exp. Rs. 

(W-1) 
Accumulated Dep. End of 

year (W-2) 
Book value 
End of year 

(W-3) 

1. 
2. 
3. 
4. 
5. 

500, 000 
500, 000 
500, 000 
500, 000 
500, 000 

10% 
10% 
10% 
10% 
10% 

50,000   
45,000  
40,500 
36,450 
32,805 

50,000 
95,000 

135,500 
171,950 
204,755 

450,000 
405,000 
364,500 
328,050 
295,245 

 

Working: 1 

For Depreciation Exp (1
st
 to 5th year) under reducing balance method 

      1
st
 year Depreciation Exp=   

Truck cost  ×  rate of depreciation  =  Depreciation Exp 

500,000    ×        10%   = 50,000      

 

2
nd

 year Depreciation Exp = 

Book value or Balance b/d of 2
nd

 year   × rate of depreciation = Depreciation   Exp. 

   450,000         ×     10%              = 45,000    

3
rd

 year Depreciation Exp = 

Book value or Balance b/d of 3
rd

 year   × rate of depreciation = Depreciation Exp. 

   405,000      × 10%  = 40,500  

 

4
th

 year Depreciation Exp = 

Book value or Balance b/d of 
4th 

year   × rate of depreciation = Depreciation Exp.  

  364,500     × 10%  = 36,450 

 

5
th

 year Depreciation Exp = 

 Book value or Balance b/d of 5
th 

year   × rate of depreciation = Depreciation Exp. 

  328,050      × 10%  = 32,805 

 

Working: 2 

Accumulated Dep. End of year:  (1
st
 to 5th year) 

Current year Dep. + Pervious Year Dep. = Accumulated Dep. End 
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50,000   + 0  = 50,000   

  45,000    + 50,000  = 95,000 

40,500  + 95,000  = 135,500 

36,450  + 135,500  = 171,950 

32,805  + 171,950 = 204,755 

 

Working: 3 (1
st
 to 5th year) 

 

Book value End of year:  
Truck cost  – Accumulated Dep. Exp =   Book Value 

500,000 – 50,000  = 450,000 

Balance b/d 2
nd

 year  450,000    – 45,000  = 405,000 

Balance b/d 3
rd 

year 405,000 – 40,500  = 364,500 

Balance b/d 4
th
 
year

 364,500 – 36,450  = 328,050 

Balance b/d 5
th
 
year 

328,050 – 32,805  = 295,245 

 

3.4 Depletion method 
This method is used for natural resources and wasting assets like mines, quarries. These 

wasting assets do not depreciate, but "deplete" gradually as a result of their periodical 

consumption. 

 

Example 06 

A mine is acquired for Rs.1000000 it is estimated that 250000 tons of coal will be 

extracted over its life. Therefore, the rate of depletion would be Rs.1000000 / 250000 = 

Rs.4 per ton. Suppose in 20-A, 20000 tons of coal were extracted from the mine. 

 

The journal entry would be: 

 
Particulars Debit Credit 

Depletion expenses 
 Accumulated depletion 

80000  
80000 

 

3.5 Consistency in Use of Depreciation Method 
The standard accounting methods require that when a company or firm uses a particular 

method of depreciation that must be used consistently. The company or firm should not 

change that method frequently. For example, if XYZ Company is using straight-line 

method of depreciation in 20-A, it should not start using declining balance method in 20-

B or subsequent year. If in exceptional case a company wants to change its existing 

method, it should change it for previous years also. It must however be noted that it 

would upset profit or losses of earlier years, which is not desirable and may put the 

company in very awkward position. 

 

 

 



133 

 

3.6 Self-Assessment Questions-III 
1. a. Name two methods of accelerated depreciation. 

 b. What advantages is there to record a higher depreciation expense in the early 

years of an asset's life? 

2. a. Explain the declining-balance method of depreciation. 

 b. What are the two important characteristics unique to the declining-balance 

method? 

3. On January 2, Faiz & Company purchased a delivery truck for Rs.650000/-. The 

truck has an expected life of 10 years and an estimated salvage value of Rs.100000. 

Faiz uses the straight-line method of computing depreciation. 

a. Compute the annual depreciation on the truck purchased by Faiz. 

b. Prepare the general journal entry to record depreciation at the end of the first 

year. 

c. Show how the truck and accumulated depreciation would be shown on the 

balance sheet at the end of the first year. 

4. The Habib-Ullah Insecticides Company purchased a single engine plant on January 2 

of the current year for Rs.464000. The plant has an estimated useful life of 6 years 

and an expected salvage value of Rs.44000. It is anticipated that the plant will 

operate effectively for 8400 hours. Determine the depreciation expense, the 

accumulated depreciation, and the book value of the plant at the end of each year for 

the first two years by the following depreciation methods: 

 a. Straight-line 

 b. Units-of-production (1600 and 1300 hours were flown in the first two year, 

respectively). 

5. Tahir & Company purchased a binding and typing machine for Rs. 150000 with an 

estimated life of 10 years and a salvage value of Rs.25000. 

 a. Determine the rate of depreciation, using the declining balance method at 

twice the straight-line rate. 

 b.  Determine the depreciation expense for each of the first two years of the 

machine life, using the declining-balance method. 

6. Peer Cleaners purchased a steam-pressing machine for Rs. 126000. The machine has 

an expected useful life of 10 years and an estimated salvage value of Rs. 6000.  

 

Required: 

1. Compute the annual depreciation expense using the straight - line 

method. 

2. Prepare the journal entry to record the adjustment for depreciation at the end of the 

first year. 

3. Determine the book Value of the asset at the end of the fourth year. 

4. Compute the rate of depreciation used if the equipment were depreciated using the 

declining-balance method at twice the straight-line rate. 

5. Prepare the journal entries for Peer Cleaners to record the adjustment for 

depreciation at the end of the first and second years if the declining-balance method 

at twice the straight-line method is used. 
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8. Gulf Fishing Tours purchased a deep-sea fishing boat at a cost of Rs.800000 at the 

beginning of the fiscal year. The boat has a useful life of 5 years and an estimated 

salvage value of Rs.50000. Gulf anticipates driving this type of boat 60000 miles. 

 

Required: 

Determine for each of the first two years the depreciation expense per year, and the 

accumulated depreciation and book value at the end of each year for the following 

methods of depreciation: 

a. Straight-line 

b. Units-of-production (year-1 16000 miles; year-2 15000 miles) 

c. Declining-balance 

 

9. The following table contains information for plant assets W, X, Y, and Z. 

 
Asset Cost Salvage Value Estimated life Depreciation method 

W 
X 
 
 
Z 

18000 
32500 
 
 
40000 

2000 
2500 
 
 
5000 

12 years 
150000  Units 
 
 
5 years 

Straight- line   
Units-of-production       
Year 1-25000 units 
Year 2-20000 units 
 
Declining-balance   

                

Required: 

Determine the depreciation expense for the first two years for each of the plant assets. 

10. Data about four machines are given below: 

 
Machine Date of 

Purchase 
Cost Salvage Value Estimated life Depreciation method 

M 
N 
 
P 

07-01 –A 
10-01-B 
 
0I-0I-D 

9800 
9000 
 
10000 

800 
600 
 
2000 

6 years 
10 years 
 
8 years 

Straight-line  
 Straight-line   
 
Declining-balance   

 

Required: 

For each machine determine as of December 31. 20-E (1) the total accumulated 

depreciation to date, and (2) book value or written down value. 

 

4. SALE OF FIXED ASSETS 
 

When an asset is disposed off, the first step is to update the depreciation. When a plant 

asset is sold, this procedure is necessary in order to determine the book value of the asset 

at the date of sale. The next step is to record the cash received and write the asset off the 

books. This entry requires debits to cash and accumulated depreciation and a credit to the 

asset account for its original cost. 
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Any difference between the amount received for the asset and its book value is 

recognized as a gain or loss from the sale. For example, assume that store equipment 

purchased January 2, 20-A at a cost of Rs. 2400 is being depreciated at the rate of Rs. 300 

per year. The equipment is sold for Rs. 900 on January 2, 20-F, the beginning of the sixth 

year. The store equipment and accumulated depreciation accounts at the end of the fifth 

year immediately prior to the sale would appear as follows: 

 

Account store equipment   Account No.23 

 
 Balance 

Date Item PR Debit Credit Debit Credit 

Jan 2  
20-A   

Store equipment P-6 2400 - 2400 - 

 

Account accumulated depreciation store equipment Account No.23.1 
 
 

Balance 

Date Item PR Debit Credit Debit Credit 

Dec. 31,20-A Adjusting 
Dec. 31,20-B Adjusting 
Dec. 31,20-C Adjusting 
Dec. 31,20-D Adjusting 
Dec. 31,20-E Adjusting 

J-14  
J-26 
J-33 
J-39 
J-43 

- 
- 
- 
- 
- 

300 
300 
300 
300 
300 

- 
- 
- 
- 
- 

300 
600 
900 

1200 
1500 

 

The book value or written-down value of the store equipment at the date of sale is Rs.900 

(Rs.2400 cost –Rs.1500 accumulated depreciation). Since the equipment is sold for 

Rs.900, an amount equal to its book value, there is no gain or loss on the sale. The entry, 

in general journal form, to record the sale is: 

 
Jan. 2 Cash 

Accumulated depreciation 
 (Store equipment) 

900 
1500 

 

 
 

2400 

            

4.1 Gain or Loss on Sale of Plant Assets 
When any fixed or plant asset is sold, the amount realized from the sale is seldom equal 

to the book value of the asset. If the cash received is greater than book value, a profit is 

realized on the sale. This profit is called gain on sale of plant assets. If the cash received 

is less than the book value of the asset, a loss is realized on the sale. This loss is called 

loss on sale of plant assets. The gain or loss must be properly identified in the accounts, 

for example, a "Gain on sale of Machinery" or "Loss on Sale of Store Equipment". 

 

If the equipment in the preceding example had been sold for 700, there would be a loss of 

Rs.200 on the sale (900 book value-700 selling price). This transaction would be 

recorded as follows: 
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Date Particulars Debit Credit 

Jan. 2 Cash 
Accumulated depreciation 
Loss on sale of store equipment 
 Store equipment  

700 
1500 
200 

 

 
 
 

2400 

  

If the equipment had been sold for Rs.1150, there would be a gain of Rs.250 on the sale 

(Rs.1150 selling price-Rs.900 book value). This transaction would be recorded as follows: 

 
Jan. 2 Cash 

Accumulated dep. Store equipment 
 Store equipment   
 Gain on sale of store equipment 

1150 
1500 

 
 

2400 
250 

 

Example 07 

A firm whose Accounting year is calendar year, purchased on 1
st
 April 2013 machinery 

costing Rs. 150,000.  It purchased further machinery on 1
st
 Oct, 2013 costing Rs. 100,000 

and on 1
st
 July 2014, costing Rs. 50,000.  On 1

st
 January 2015, machinery installed on 1

st
 

April, 2013 became obsolete and was sold for Rs. 45,000.  

 

Show how machinery Account would appear in the books of company, if machinery was 

depreciated by fixed installment method @ 10% p.a.  What would be the balance of 

machinery Account on 1
st
 January 2016? 

 

Solution: 

Dr.           Machinery Account    Cr 
Date Reference Rs. Date Reference Rs. 

2013 
Apri1 
Oct. 1 
 
 
2014 
Jan.1 
July 
 
 
2015 
Jan.1 
 
 
 
 
 
2016 
Jan.1 

 
Bank A/c 
Bank A/c 
 
 
 
Balance b/d 
Bank A/c 
 
 
 
Balance b/d 
 
 
 
 
 
 
 
 

 
150,000 
100,000 

 

2013 
Dec.31 
Dec.31 
 
 
2014 
Dec.31 
Dec.31 
 
 
2015 
Jan.1  
Jan.1 
Dec.31 
Dec.31 
 
 

 
Dep. A/c (w-1) 
Balance c/d 
 
 
 
Dep. A/c (w-2) 
Balance c/d 
 
 
 
Bank A/c 
Pr. and Los. A/c 
Depreciation A/c 
Balance c/d 
 

 
13,750 

236,250 

250,000 250,000 

 
236,250 
50,000 

 

 
27,500 

258,750 

286,250 286,250 

 
258,750 

 
45,000 
78,750 
15,000 

120,000 

258,750 258,750 

 
120,000 
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Working 

1. Depreciation for 31
st
 December, 2013.  

 Rate 10% 

 Depreciation on 150,000 for 9 months: 150,000*10/100*9/12 = Rs.11,250 

 Depreciation on 100, 000 for 3 months: 100,000* 10/100*3/12 = Rs. 2,500 

 Total depreciation for 2013 Rs. 13,750 

2. Depreciation for 31
st
 December, 2014.  

 Rate 10% 

 Depreciation in 250,000 for full year:  250,000*10/100  = 25,000 

 Depreciation on 50,000 for 6 months: 50,000*10/100*6/12  = 2,500 

 Total depreciation for 2014 Rs. 27,500 

3. Cost of Machinery sold: 

                                                                                          Rs. 

 Machinery installed on 1
st
 April 2013    150,000 

 

 Book value of machine on 1
st
 January 2015: 

 Less  Depreciation for 9 months   Rs.11,250 

 Less Depreciation for full year   Rs.15,000  -26,250 

                                                                                                        Rs.123,750 

 Sales proceeds         45,000 

 Loss on sale of machinery:    Rs. 78,750  

 Depreciation for 31
st
 December, 2015: 

 Depreciation on 150,000 for full year: 150,000*10/100 = 15,000  

 

Example 08 

On 1st July 2011, Mr. Naeem purchased a second –hand Truck for Rs. 200,000.  On 30
th
 

2014, the machinery was disposed off for a sum of Rs. 68,000. Assuming the books are 

closed on 31
st
 December each year and taking the rate of depreciation @ 10% on 

reducing balance method. 

Required: Prepare Truck account  

Truck Account 

Dr.           Cr.  
Date Reference Rs. Date Reference Rs. 

2011 
July 1  
 
 
2012 
Jan.1 
 
 
2013 
Jan.1 
 
 
2014 
Jan.1 

Cash a/c 
 
 
 
 
Balance b/d  
 
 
 
Balance b/d  
 
 
 
Balance b/d  

200,000 2011 
Dec31 
 
 
2012 
Dec31  
 
 
2013 
Dec31  
 
 
2014 
Dec.31 

 
Dep. A/c(w-1) 
Balance c/d 
 
 
Dep. A/c (w-2) 
Balance c/d 
 
 
Dep. A/c (w-3) 
Balance c/d 
 
 
Dep. A/c (w-4) 

  
 10,000 
190,000 

200,000 200,000 

 
190,000 

 
19,000 

171,000 

190,000 190,000 

 
171,000 

 
 17,100 
153,900 

171,000 171,000 

 
153,900 

 
   7,695 
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2015 
Jan.1 

 
 
 
 
Balance b/d 

  Bank a/c  
Profit and loss A/c  
(loss written off) 
 

 136,000 
   10,205 

153,900 153,900 

  

 

Working: 

1. Depreciation for 31
st
 December, 2011.  

 Rate 10% 

 Depreciation on 200,000 for 6 months: 200,000*10/100*6/12 = 10,000 

2.  

 Depreciation for 31
st
 December, 2012.  

 Rate 10% 

 Depreciation on190, 000 for 12 months: 190,000*10/100= 19,000 

 

3. Depreciation for 31
st
 December, 2013.  

 Rate 10% 

 Depreciation on 171,000 for 12 months: 200,000×10÷100= 17,100 

 

4. Depreciation for 31
st
 December, 2014.  

 Rate 10% 

 Depreciation on 153,900 for 6 months: 153,900×10 ÷ 100 ÷ 6×12 = 7,695 

 (153,900-7695 =  

 Book value of Truck 1st July 2014   Rs. 146,205 

 Truck was Disposed off                 Rs. 136,000 

                                  Rs. 10,205 

 

4.2 Plant Assets Sold during the Year 
Because the equipment was sold at the beginning of the period and the depreciation had 

been recorded at the end of the previous year, there was no entry required to update the 

accumulated depreciation. Assume, however, that the store equipment is sold on 1st July 

20-F for Rs. 900. An adjusting entry is required to record the depreciation of the asset 

from 1st January 20-F to 1st July 20-F. The depreciation to be recorded for the six-month 

period at an annual rate of Rs. 300 is Rs. 150. 

 
Date Particulars Debit Credit 

July 1,20-F Depreciation exp. Store equipment 
 Accum. Dep. Store equipment  
 (to record depreciation for 6 months)     

150  
150 

 

Accumulated depreciation-store equipment now has a balance of. 1650. The book value 

of the equipment is 750 (2400-1650); therefore, there is a gain on the sale of 150. 

 Account - Accumulated Depreciation - Store Equipment 
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     Balance 

Date Item PR Debit Credit Debit Credit 

Dec. 31,20-A 
Dec. 31,20-B 
Dec. 3.1,20-C 
Dec. 31,20-D 
Dec. 31,20-E 
July 1,20-F 

Adjusting 
Adjusting 
Adjusting 
Adjusting 
Adjusting 
Adjusting 

J-14 
J-26 
J-33 
J-39 
J-43 
J-46 

- 
- 
- 
- 
- 
- 

300 
300 
300 
300 
300 
150 

- 
- 
- 
- 
- 
- 

300   
600 

  900 
1200 
1500 
1650       

       

An entry to record the sale would be: 

 
Date Particulars Debit Credit 

 Cash 
Accumulated depreciation – store equip 
 Store equipment   
 Gain on sale of store equipment     

900 
1650     

 
 

2400 
150 

        

4.3 Depreciation for the Year of Sale in Pakistan 
The procedure described above is prevalent in America. In Pakistan, the procedure is 

simple. We have already stated at paragraphs above that full depreciation -is charged for 

the year of purchased irrespective of the date of purchase. On sale of any item of fixed 

asset, no depreciation is charged for the year of sale. This makes depreciation accounting 

very simple. 

 

4.4 Gains and Losses on the Income Statement 
Gain and losses on the disposal of plant assets are not considered part of' the normal 

operations of the business. They are therefore shown on the income statement as 

separate-items below "Income from operation". 

 
Income from operations 
Other income and expense: 
Gain on sale of machinery   
Loss on sale of equipment 
Net income   

  
 

430 
180 

12500 
 
 

250 

12750   

 

4.5 Self-Assessment Questions-IV 
1. 

 a. When a plant asset is disposed off, what is the first step in the accounting 

process? 

 b. Why is this procedure necessary? 

2. How should the cost and accumulated depreciation of a plant asset that is fully 

depreciated be removed from the ledger? 

3. How should gains and losses on the sale of plant assets be shown in the financial 

statements? 
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4. Explain the differences, if any, in recording the exchange of "like-kind" assets at a 

gain or loss for financial reporting purposes and for income tax purpose. 

5. A display counter for ties in a men's shop had a cost of Rs.4100. The display 

counter was sold on January 2 of the current year ' when the accumulated 

depreciation was '3400. Prepare the general journal entry to record the sale of the 

display counter for cash, assuming it was sold for (a) 700, (b) .900, (c) 400. 

  

5. RETIRING FIXED ASSETS 
 

If a plant asset is no longer useful, it should be disposed off even though the asset has not 

been depreciated fully. If the asset cannot be sold, it should be retired. 

 

5.1 Retiring Fully Depreciated Asset 
If a plant asset that has been fully depreciated is retired, there will be no gain or loss on 

its disposal. For example, if a machine that cost Rs.2200 with no estimated salvage value 

is retired after it has been fully depreciated, the following journal entry will be required: 

 
  Debit Credit 

Jan. 4 Accumulated Depreciation-machine 
 Machinery 
(To write off machinery retired)     

2200  
2200    

       

5.2 Retiring Plant Assets at a Loss 
If a plant asset is retired before it is fully depreciated and no salvage is realized the asset 

is retired at a loss, for example, a typewriter that cost Rs.500 on January 2 is being 

depreciated at Rs.50 per year. If the typewriter is retired on June 30 of the eight year of 

its life, the accumulated depreciation total for the first seven year would be Rs.350 (7 

years X Rs.50). The office equipment and accumulated depreciation-office equipment 

accounts at the end of seven years will appear as follows: 

 

Office Equipment Account 
Balance 

Date Item PR Debit Credit Debit Credit 

Jan. 2,20,-A - - 500 - 500  

 

Accumulated Depreciation Account – office equipment 

 
Balance 

Date Item PR Debit Credit Debit Credit 

Dec.31,20-A Adjusting - - 50  50 

 

The book value of the typewriter at June 30 is 125 (500 cost - 375 accumulated 

depreciation). If the machine is retired on this date, a loss of 125 is recognized. The entry 

to record the retirement of the asset is: 
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  Debit Credit 

June 30 Acc. Dep.  office equipment 
Loss on retirement of office equipment 
 Office equipment   
(To write off equipment retired)     

375 
125     

 
 

500    

 

Plant assets that have been fully depreciated but are still being used should not be written 

off. As long as the assets are being used, the cost and depreciation should continue to be 

shown in the ledger. 

 

5.3 Self-Assessment Questions–V 
1. The Zaryab Company retires an office desk which cost them Rs.9500. Prepare the 

general journal entry to record this action, assuming -that the accumulated 

depreciation at the time of retirement was: 

 a: Rs. 9500/- 

 b: Rs. 8250/- 

2. How the plant assets that are no longer in use, can be retired? Discuss from 

accounting point of view. 

3. F. A. Company has purchased the office machinery at a total cost of Rs.50000/-, on 

1st June. Assume that the office machinery has been depreciated Rs.5000 per year. 

If the machinery is retired on 30th June of the eight year of its life state the amount 

of accumulated depreciation. Also mention the procedure to bring the depreciation 

up to-date. 

4. Machinery worth a Rs.70000/- being original cost and Rs.62000/- of accumulated 

depreciation is retired. If the machine has an estimated scrap value of Rs.3750/-, 

what entry would be passed to record the transaction of a sale of machinery at a 

scrap value? 

5. What would be the procedure for handling of those plant assets that have been fully 

depreciated but they are still in use? 

 

6. EXCHANGING PLANT ASSETS 
 

When equipment or machinery becomes worn, it is often traded-in for new equipment or 

machinery of a similar nature. The buyer will normally be given a trade-in allowance on 

the old asset, which is deducted from the price of the new asset. The difference between 

the price of the new asset and the trade-in allowance is payable at the time of the 

transaction or as specified in the purchase agreement. When the trade-in allowance is 

more than the book value of the asset, there is a gain on the exchange when the trade-in 

allowance is less than book value; there is a loss on the exchange. 

 

6.1 Gain on Exchange of Plant Assets 
Recent accounting pronouncements require that the gain or loss on the exchange of plant 

asset be determined by the difference in the book value and fair market value of the asset 
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being exchanged. All examples in this unit will assume that the trade-in allowance for the 

asset is equal to its fair market value. 

 

Assume that delivery truck, which costs Rs.38000 and accumulated depreciation to date 

of Rs.31000, is traded in on a new truck costing 41000. The book value of the old truck is 

7000 (38000 - 31000). If a trade-in allowance, representing the fair market value of the 

old truck, of Rs. 9000 is allowed, there is Rs. 2000 gain on the exchange (9000 trade-in 

allowance-7000 book value). For financial reporting purposes, the gain on the exchange 

of plant assets cannot be recognized. 

 

Tile balance to he paid (32000) is determined by subtracting the trade in allowance from 

the cost of the new truck (41000-9000). The cost of the new asset (39000) is determined 

by adding the balance and the book value of tile old asset (32000 + 7000). The entry to 

record the transaction is as follows, assuming the balance is paid in cash. 

 
  Debit Credit 

Jan. 4. 
 

Delivery Truck (new) 
Accumulated dep. On Old delivery Truck  
 Delivery Truck (Old) 
  Gain on sale of Truck  
 Cash   

41000     
31000 

 
 
 

38000 
2000    

32000      

     

6.2 Loss on Exchange of Plant Assets 
If the trade-in allowance is less than the book value of the asset, there is a loss on the 

exchange. For example, if a trade-in value of only Rs.4000 had been allowed on the 

delivery truck in the preceding example, a loss of Rs.3000 (Rs.7000 hooks value- 

Rs.4000 trade-in allowance) would result. Unlike the non_ recognition of gain on the 

exchange of a plant asset, the loss is recognized immediately. The balance to be paid, 

Rs.37000 is determined by subtracting the trade-in allowance from the cost of the new 

truck (Rs.41000-Rs.4000). The entry to record this transaction, assuming that cash is 

paid, is as follows: 

 
  Debit Credit 

Jan. 4. 
 

Delivery equipment  
Accumulated dep. Old deliver equips 
Loss exchange of delivery equips 
 Delivery equipment  
  Cash   

41000    31000 
3000     

     

 
 
 

38000   37000   

   

In the above example the trade-in was recorded at the beginning of the year, therefore the 

accumulated depreciation was up to date and no adjusting entry was required. If the 

trade-in had taken place during the year, the first step in recording the transaction would 

have been to update the depreciation. This adjustment must be made to determine the 

book value of the asset. 
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To illustrate, assume that a truck is traded for a new truck costing Rs.41000 on 1
st
 April. 

The cost of the old truck was Rs.38000 and the accumulated depreciation as of December 

31 of last year was Rs.31000. The old truck has been depreciated at 6000 per year. The 

entry to record depreciation for the 3 month period January 1 to March 31 is: 

 
  Debit Credit 

April. l, Depreciation-delivery equipment 
 Accumulated dep - Delivery equips. 
(To record depreciation for 3 months)     

1500      
1500    

 

Accumulated Depreciation-Delivery Equipment now has a 32500 balance (31000 + 

1500). The book value of the truck is now 5500 (38000 cost - 32500 accumulated 

depreciation). If a trade-in allowance of 4000 is granted, the entry to record the exchange 

is: 

 
  Debit Credit 

Jan. 4, 98 Delivery equipment 
Accumulated dep. Old delivery equips. 
Loss on exchange of delivery equips. 
 
 Delivery equipment 
 Cash   

41000 
31000 
3000 

 
 
 
 

38000     
37000   

 

6.3 Plant Assets on the Balance Sheet 
The presentation of plant assets on the balance sheet may take various forms. An 

arrangement often used is to show the cost, accumulated depreciation, and book value or 

written down value of each control account on a single line as shown below. This 

approach has the advantage of presenting all of the essential information in compact 

form: 

 
Plant Assets Cost Accumulated 

Depreciation 
Book 
Value 

Total Assets 

Store equipment 60630 20150 40480 Current Assets 260260 
Office equipment 20480 1990 18490  
Building 260000 140000 120000     
Land 116000    116000     

Total plant assets   162140   

 457110    294970     
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Another way of presentation usually adopted by companies is as under: 

 
Fixed Assets Rs. Rs. 

Land 
Building at cost 
Less accumulated depreciation 
 
Office equipment  
Less accumulated depreciation 
 
Store equipment at cost  
Less accumulated depreciation 

 
260000 
140000 

  
20480 
1990 

 
60630 
20150 

116000  
 

120000   
  
 

18490   
 
 

40480 

294970       

    

The first method is obviously better. 

 

6.4 Self-Assessment Questions-VI 
 

1. The medical clinic has a x-ray machine that cost Rs.174000 and has accumulated 

depreciation of Rs.140000. It is exchanged for a new x-ray machine with a cost of 

Rs.220000. A trade-in allowance of Rs.30000 (representing the fair market value of 

the old machine) is granted on the exchange, and the balance is paid in cash. Prepare 

the entry for financial reporting purposes to record the exchange. 

2. What will be the cost of the new x-ray machine in SAQ-1 for income tax purpose? 

Explain your answer. 

3. Mr. Khalid Traded an old car for a new car that has a list price of Rs.200000. The 

car-dealer allowed Rs.60000 for the old car and the remaining cost; Rs.140000 was 

paid in cash. The old car has a cost of Rs.120000 and had accumulated depreciation 

of Rs.90000 at the time it was traded. 

4. Shahid & Co. sold the following assets on January 5. 

 
Asset Cost Accumulated Depreciation Cash proceeds 

from sale 

Bus 
Equipment 
Machinery 

800000 
500000 
80000 

480000 
430000 
76000 

290000   
100000 

4000   

 

 Required: Make the journal entries to record the sale of each of the assets 

5. Mr. Asif purchased a plant for business use on1.1.02. The list price of the plant was 

Rs.40000 after a complete bargain the vender agreed to allow trade discount @5%. 

The credit term was 2-10/n-60. Mr.Asif paid Rs.5000 transportation charges and 

Rs.7000 installation charges. He paid to the vender within the discount period by 

cheque. The estimated useful life of the plant was 5 years and also estimated that in 

these five years it will produce 20000 units. Estimated residual value was Rs.8000. 

Assume that It produced 6500 units in first year, 4500 in the second year and 5200 

in the third year.  
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Required: 

 

 Calculate the cost of the plant. 

 Calculate the depreciable value of the plant. 

 Calculate the annual depreciation and book value of the plant as on each 31 

December under the following methods for three years. 

1- Straight line method 

2- 150% declining and 200% declining method 

3- Number of units produced method     

6. What will be the best form of presenting the plant assets on the balance sheet? 

What detail it must contain therein? 

7. A firm purchased machinery for Rs. 500,000 on January 1
st
 2012.  It purchased 

additional machinery for Rs. 445,000 and spent Rs. 45000 on 1
st
 July 201.  The 

firm financial year closed on 31
st
 December every year.  Depreciation is charged @ 

10% p.a. on Reducing Balance Method.  

 Required: Prepare machinery account for 5 year  
8. A Company whose Accounting year is calendar year, purchased on 1

st
 April 2013 

machinery costing Rs. 300,000.  It purchased further machinery on 1
st
 Oct, 2013 

costing Rs. 200,000 and on 1
st
 July 2014, costing Rs. 100,000.  On 1

st
 January 

2015, machinery installed on 1
st
 April, 2013 became obsolete and was sold for Rs. 

90,000.  

 Show how machinery Account would appear in the books of company, if 

machinery was depreciated by fixed installment method @ 10% p.a.  What would 

be the balance of machinery Account on 1
st
 January 2016? 

9. On 1st July 2011, Mr. Hadi purchased a second –hand Truck for Rs. 600,000.  On 

30
th
 2014, the machinery was disposed off for a sum of Rs. 204,000. Assuming the 

books are closed on 31
st
 December each year and taking the rate of depreciation @ 

10% on reducing balance method. 

 Required: Prepare Truck account  
10. Machinery cost     Rs. 2000,000 

 Estimated life of machinery    5 years  

 Residual value    Rs. 200,000 

 Depreciable cost of assets (Rs.2000, 000 - Rs.200, 000) Rs.1800, 000 

 You are required to prepare the schedule for depreciation expense using the 

Straight line method: 

11. On 1
st
 January, 2011 Mr. Majid purchased Machinery for Rs. 78,000. The machine 

has an estimated salvage value of Rs. 6,000 and an estimated useful life of 5 years.  

The depreciable cost of the asset is Rs. 72,000(78,000-6,000).  The machine will 

produce 1,440,000 units during its useful life. The units produced first through fifth 

year are 360,000 units, 312,000 units, 276,000units, 252,000units and 

240,000respectively.  

 You are required to prepare the schedule for depreciation expense using the 

units – of – production method: 
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12. Mr. Ali purchased A Truck for Rs.1, 000, 000 and depreciation rate is 10% p. a. 

  Required: 
1. The schedule for depreciation expense  

2. Accumulated depreciation 

3. Book value of Truck for the 5 years under Diminishing Balance Method 

   

7.  SUMMARY 
 

To be classified as a plant or fixed asset, an asset must be tangible, has a useful life of 

more than a year and be used in the business operations. On the balance sheet, plant 

assets are usually referred to as property, plant & machinery and equipment. 

 

Fixed assets are recorded at their historical or acquisition cost. Even if the market value 

of an asset rises, the asset continues to be recorded in the asset account at its historical 

cost. 

 

All fixed assets except land are subject to depreciation. Depreciation accounting 

distributes the assets cost, minus its scrap value, in a systematic and rational manner over 

the asset's useful life. The three commonly used depreciation methods are the straight-

line method, units of production method, and the declining-balance method or written 

down value method, depletion method is used in case of wasting assets such as mines etc, 

 

Expenditure on fixed assets made subsequent to the acquisition date may be classified as 

capital or revenue expenditure. Capital expenditures improve the quality of asset and is 

recorded as a debit to asset while revenue expenditure are the normal, recurring costs that 

must be incurred to keep the asset in operating condition. They are debited to relevant 

expense account. 

 

The cost and accumulated depreciation of plant or fixed assets which are sold, retired 

from service, traded in, destroyed or otherwise disposed of must be removed from the 

company's accounts. On the sale of plant assets, both gains and losses may be recognized. 

Losses may also occur when assets are retired even if these have not been fully 

depreciated. 

 

When plant assets are exchanged for dissimilar plant assets, both losses and gains are 

recognized for both accounting and income tax purpose. 

 

In the profit and loss account losses or gains on sale of fixed assets are shown under the 

heading "non-operating income and losses" in order to work out overall profit or loss of 

the company of firm. 
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INTRODUCTION 
 

In previous four units you have aquatinted yourself with basic accounting routines up to 

preparation of final accounts. You would appreciate that accounting deals with money 

out-flow in the form of expenditure and inflow in the form of income. 

 

Whenever we spend money, we exchange it for some useful items either goods or 

services, but the main difference is that the benefit received from the expenditure may 

vary in duration. Suppose we buy a writing table for the office. It may last for twenty 

years and still give very good service at the end. In another case we purchase postal 

stamps worth rupees fifty. They shall be consumed in a few days. 

 

These two types of expenditure show the difference between capital expenditure and the 

revenue expenditure. This distinction is of fundamental importance in preparation of final 

accounts, because it enables us to decide whether to account for the expenditure in the 

profit and loss account as an expense during the year or to carry it forward to next year as 

an asset. This topic will be discussed in detail in this Unit. 

 

You may have heard the proverb "to error is human". Errors may also creep in accounts 

at any stage i.e. in journals, in ledger, in the trial balance or in the final accounts. You 

must know the techniques to set right these mistakes at different stages of accounts. In 

Section 2 of this unit you will learn how the corrections are made to eliminate the errors. 

In Section 3 of this unit you will learn accounting from incomplete records .Some 

businessmen having small businesses use single entry system of bookkeeping. It is a 

system in which only the record of customers, suppliers and cash is maintained but the 

record of assets, liabilities, revenues and expenses is not kept because cash received is 

considered as revenue and cash paid is considered as expenses. This unit describes the 

introduction of single entry system, its’ features and the methods of calculating the profit 

or loss of the business from the incomplete record of accounting. These methods are not 

only discussed theoretically but also illustrated so that students may easily understand the 

topic. At the end of the unit self assessment questions and various problems are given for 

the more understanding of the topic covered in this unit. 

 

OBJECTIVES 
 

The aim of this unit is to enable you to carry out the following very important activities 

while dealing with accounts: 

 

 To distinguish between capital and revenue items. 

 Classify expenditure into these two important categories. 

 Learn the nature of errors and the ways, which have to be followed for their 

correction. 

 Understand the concept of Single Entry System of accounting 
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 Know the features of single entry system 

 Be familiar with the methods of calculating profit or loss of an entity 

 Differentiate between statement of affairs and balance sheet 

 Know the procedure of findings operating results 

 Calculate the missing figures from the incomplete records 

 Convert the single entry system into double entry system of accounting 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



152 

 

1.  CAPITAL AND REVENUE TRANSACTIONS 
 

1.1 Terms and their Definitions  
i. Fixed Assets 

 Those properties which are used in business and whose life is more than one year, 

e.g. land, buildings, plant & machinery, vehicles, furniture etc. 

ii. Current Assets 

 Properties, rights and other items belonging to a business that represents cash or 

which will ultimately be converted into cash within one accounting period. 

Examples are cash, bank balances, debtors or accounts receivable, inventory stocks, 

prepayments etc. 

iii. Capital Expenditure 

 Amount spent on purchase of fixed assets is termed as Capital expenditure. 

iv. Capital Receipts 

 The proceeds resulting from sale of fixed assets are called capital receipt. 

v. Revenue Expenditure 

 Expenditure incurred to run day-to-day business operations is called revenue 

expenditure. 

vi.  Errors of Omission 

 These errors occur when some of transactions totally escape from being recorded in 

accounts. 

vi. Errors of Commission 

 These errors occur when any transaction is incorrectly recorded in accounts. 

 

1.2    Necessity for Differentiation between Capital and Revenue 
You have learnt the definitions of capital and revenue items in the previous paragraph. 

The concept of capital and revenue is of fundamental importance to the correct 

determination of accounting profit for a period and recognition of business assets at the 

end of that period. The distinction affects the measurement of profit in a number of 

accounting periods.  

 

Capital has been defined by economists as those assets, which are used in the production 

of goods and services for further production of assets. In accounting, on the other hand, 

the capital of a business is increased by that portion of the periodic income, which has not 

been consumed by the owner. 

 

The relationship between capital and revenue is like a tree and its fruits. It is the tree, 

which produces the fruit, and it is the fruit that can be consumed. If the tree is tendered 

with care, it will produce more fruit. Conversely, if the tree is destroyed, there will be no 

more fruit. Likewise, revenue comes out of capital and capital is the source of revenue. A 

person invests capital in the business so that it may produce revenue. Moreover, as a fruit 

may give birth to another new tree, different revenues may also give birth further to new 

capital. 
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1.3   Nature of Capital & Revenue Items 
Capital expenditure is the out flow of funds to acquire an asset that will benefit the 

business for more than one accounting period. A capital expenditure takes place when an 

asset or service is acquired or improvement of fixed asset is effected to enhance its useful 

life. These assets are expected to provide benefits to the business in more than one 

accounting period and are not intended for resale in the ordinary course of business. In 

short, it is an expenditure on asset's which is not written off completely against income in 

the accounting period in which it is incurred. 

 

Revenue expenditure, on the other hand, is the outflow of funds to meet the running 

expenses of a business and it will be of benefit for the current period only. Revenue 

expenditure is incurred to carry on the normal course of business or maintain the capital 

assets in good condition. 

 

1.4    Examples of Capital Items 
Some examples of capital expenditure are: 

1.    Purchases of land, building, machinery or furniture 

2.    Cost of leasehold land and building 

3.    Cost of purchased of goodwill 

4.    Preliminary expenditures 

5.    Cost of additions or extensions to existing assets 

6.    Cost of overhauling second-hand machines 

7.    Expenditure on putting an asset into working condition; and 

8.    Cost incurred for increasing the earning capacity of a business. 

 

1.5   Examples of Revenue Items 
Some examples of revenue expenditure are: 

1.    Salaries and wages paid to the employees; 

2. Rent and rates for the factory or office premises; 

3. Depreciation on plant and machinery; 

4. Use of consumable stores; 

5.    Inventory of raw materials, work-in-process and finished goods; 

6.    Insurance premium; 

7. Taxes and legal expenses; and 

8. Miscellaneous expenses. 
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1.6 Distinction between Capital and Revenue 

 
 Capital Expenditure  Revenue Expenditure 

1. Its effect is long-term i.e. it is not exhausted within 
the current accounting year; its benefit is enjoyed 
in future year or years also. 

1. Its effect is temporary, i.e. it is exhausted, within the 
current accounting year. 

2. An asset is acquired or the value of an asset 
increases due to this expenditure. 

2. Neither an asset is acquired nor the value of an asset 
is increased. 

3. Generally, it has physical existence and it is 
visible. 

3. It has no physical existence i.e, it is invisible. 

4. It does not occur again and again it is non-
recurring and irregular.  
 

4. It occurs repeatedly, it is recurring and regular. 

5. This expenditure improves position of the 
concern. 

5. This expenditure helps to maintain the concern. 

6. A portion of this expenditure is shown in trading 
and profit & loss account or income and 
expenditure account as depreciation. 

6. Whole amount of this expenditure is shown in trading 
and PLS account or income and expenditure account. 
But deferred revenue expenditure and prepaid 
expenses are shown as assets in balance sheet. 

7. It appears in balance sheet until its benefit is fully 
exhausted. 

7. It does not appear in balance sheet. Deferred revenue 
expenditure, outstanding expenses and prepaid 
expenses are however, temporarily shown in balance 
sheet. 

8. It does not reduce the revenue of the concern. 
Purchase of fixed asset does not affect revenue. 

8. It reduces revenue. Payment of salaries to employees 
decreases revenue. 

 

1.7   Capitalized or Deferred Revenue Expenditure 
Deferred revenue expenditure represents certain types of assets whose benefit or 

usefulness does not expire in the year of their occurrence but generally expires in the near 

future. These types of expenditures are carried forward and are written off in future 

accounting periods. Sometimes, we make some revenue expenditure but it eventually 

becomes a capital asset (generally of an intangible nature). If we undertake substantial 

repairs to the existing building, the deterioration of the premises may be avoided. We 

may employ our own employees to do that work and pay them at prevailing wage-rate, 

which is apparently of a revenue nature. If this expenditure is treated as a revenue 

expenditure and the current year's profit is charged with these expenses, we should be 

making the current year absorb the entire expenses, the benefit of which will be enjoyed 

for a number of accounting years, To overcome this difficulty, the entire expenditure is 

capitalized and is added to the asset account. Another example is an insurance policy. A 

business can pay insurance premium in advance, say, for a 3 years period. The right does 

not expire in the accounting period in which the 3 years premium is paid but will expire 

within a fairly short period of time (3 years). Only a portion of the total premium paid 

should be treated as a revenue expenditure (portion pertaining to the current period) and 

the balance should be carried forward as an asset to be written off in subsequent years. 
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1.8   Capital and Revenue Receipts 
We have discussed capital and revenue expenditure or payment in above paragraphs. 

Now we would consider capital and revenue receipts. 

 

The income resulting from goods and services of a business are termed as revenue 

receipts. For example sales of shoes made by Bata Shoes Company are its revenue 

receipts. 

 

On the other hand if any items of fixed assets are sold, they result in capital receipts. 

Examples of capital receipts are: 

a.    Sale of old furniture by firm 

b.    Disposal of an old truck 

c.    Sale of a building by a company and so on 

 

1.9   Capital & Revenue Profits and Losses: Examples 
a. Suppose there is a surplus machine in your factory. Cost of the machine is Rs.5000. 

You sell it at Rs.7000 thus earning a capital profit of Rs.2000. Capital profit results 

from sale of fixed assets at a profit. 

 On the other hand if you sell goods costing Rs.7000 for Rs.10000. The profit of 

Rs.3000 is a revenue profit. Similarly income from investments, rent etc. is revenue 

income.  

b.  Capital profit or income should either be transferred to capital account of the 

proprietor of business or credited to the capital reserve account. 

 These would thus appear on liability and capital side in the balance sheet. 

c.    Revenue profits on the other hand should be transferred to profit and loss account 

because they arise out of regular and normal business activities. 

 

Capital and Revenue Losses 
The distinction is the same as given above. Capital loss means a loss made on the sale of 

a fixed asset or a loss resulting from rising of money for the business. For example 

discount on issue of shares or debentures. Revenue loss on the other hand is one incurred 

in trading operations such as loss on the sale of goods. Such losses appear in the Profit 

and Loss Account of the year in which they occur. 

 

Example-1 

Ahmad is carrying on building business. Weather is poor and his men cannot proceed 

outside to different sites of work. He decides to alter and extend his own premises, 

enlarging the shop front, altering storage facilities, shelves etc. This involves following 

expenses on extension of his own premises. 

a. Materials  Rs.45, 000  

b. Labor   Rs.82, 000 

c. Other overheads Rs.23, 000 
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The value of his premises is thus increased by Rs.150000/-, give journal entry for 

capitalizing these apparently revenue expenses. 

 

Solution: 

 
Account Dr. Cr. 

Building account  
Material Account  
Wages Account 
Miscellaneous expenses 

150000  
45000 
82000 
23000 

 150000 150000 

   

The result would be to increase in the capital value of the building and decrease in above 

revenue expenses. 

  

Example-2 

While checking accounts of Nasim and Company you come across following expenses in 

the books. 

 
a.  Telephone expenses 530 

b.  Office salaries  2540 

c.  New weighing machine 85600 

d.  New counters for the shop building 60000 

e. Wages incurred on the counters 12000 

 

You are required to classify the above expenses into capital or revenue expenses. State 

how these expenses would appear in the final accounts of Nasim and Company? 

 

Solution 
a.    Telephone expenses Rs.530 are revenue expenses and these would appear in the 

profit and loss account. 

b.    Office salaries are also revenue expenses and would appear in the profit and loss 

account of the firm. 

c.    Expenditure on purchase of a new weighing machine is capital expenditure. It 

would be shown on asset side of the balance sheet. 

d.  The cost of new counters (Rs.60000) and wages (Rsl2000) would be capitalized, as 

they would enhance the value of the premises. The building account at enhanced 

cost would appear in the balance sheet. Depreciation under normal rules would 

however be charged on the building account. 

 

1.10 Self-assessment question -1 
1. Write 'Yes' or 'No' against the following statements: 

a. Ordinary salaries are revenue expenditure. 

b. Cost of postage fixed on letters is a capital expenditure. 

c. Ten chairs are purchased for office use. Their cost is revenue expenditure. 
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d. Octori expenses and carriage expenses incurred on a new machine constitute 

revenue expenditure. 

e. Commission paid to salesmen is capital expenditure. 

f. Heavy expenditure incurred on incorporation of a limited company is 

revenue expenditure. 

g. Rs.60000 spent on extensive advertising of our new products is capitalized as 

its benefit is expected to be derived for five years. 

2.      State which of the following receipts are of capital nature and which are of revenue 

nature: 

a. Amount realized from sale of old furniture. 

b. Amount received from a debtor whose account was previously written off as 

bad debt. 

c. Amount of loan taken from a bank. 

d. Fees received from apprentices. 

e. Amount realized from debtors against their debts. 

f. Amount contributed' by the proprietor to augment his capital. 

g. Rs.10000 received from sale of machinery, which had cost Rs.6000. 

3.     State with reasons whether the following expenditure of a limited company are 

capital or revenue: 

a. Legal expenses incurred in raising a debenture loan. 

b. Legal expenses incurred in an action for infringement of its trademark. 

c. Legal expenses incurred in purchasing landed property. 

d. Legal expenses incurred in defending a suit for breach of contract to supply 

goods. 

e. Legal expenses incurred in an income-tax appeal. 

4. Show by giving reasons, whether the following items of expenditure are capital or 

revenue: 

a. Wages paid for erection and repair of machinery. 

b. Premium paid on redemption of debentures. 

c. Amount spent on repairs to a second-hand engine in order to put it into 

working order. 

d. Profit on the sale of shares held by a firm. 

e. Compensation paid to an employee for injury caused during employment. 

f. Replacement cost of a worn-out part of machinery. 

5. Distinguish between: 

a. Capital and revenue expenditure 

b. Capital and revenue receipts  

c. Capital and revenue gains 

d. Capital and revenue losses  

 

Give one example in each case. 
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2. RECTIFICATION/CORRECTION OF ERRORS 
 

2.1 Definition of Errors 
Errors mean mistakes, which may be made in maintenance of accounts. The examples are 

as under: 

a. The amount of a voucher is Rs.785 but it is written in the journal as Rs.875. 

b. The total of an invoice is written as Rs.15620 instead of correct total of Rs.20620. 

c. Advance of Rs.700 paid to Mr. Ahmad is debited to salary expense. 

 

2.2 Kinds of Errors 
The errors which we may find place in the books of accounts may be broadly classified as 

follows: 

a. Book keeping errors 

b. Trial Balance errors 

 

2.3 Book-Keeping Errors 
Book keeping errors are those errors, which may be made in the original documents, in 

the original entry books and than posting from the books of original entry into the ledger, 

taking balances of the ledger accounts etc. Bookkeeping errors are of four categories: 

 

i. Errors of Omission 

 An error of omission is one where the transaction has been absolutely omitted from the 

records. Suppose goods are bought from Abdul Rehman but no entry is made in the 

Purchases Book. Such errors do not affect the agreement of trial balance and can only 

be detected by careful checking or linking of vouchers with posting into the journals. 

ii. Errors of Commission 

 These errors are most common. An error of commission occurs when a transaction 

is wholly or partly incorrectly recorded in the journal or ledger. It is committed 

through carelessness or oversight and may be in the form of wrong entry, wrong 

postings and incorrect additions or calculations etc. Errors of commission may or 

may not affect the agreement of a trial balance. 

 Examples of such errors are: 

 a. Posting a wrong amount to the ledger. 

 b. Posting an amount on the wrong side of an account. 

 c. Posting an amount to a wrong account. 

 d. Making a wrong entry in a book of original record, etc. 

iii. Errors of Principle 

 An error of principle is one where a transaction is entered without due regard to the 

fundamental principles of double entry or proper head of account. It is an error that 

violates some principles of accountancy. It may consist of: 

 a. Wrong allocation of expenditure between Capital and Revenue. 

 b. Inadequate provision for bad and doubtful debts 

 c. Insufficient depreciation 
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iv. Compensation Errors 

 The errors which cancel themselves and do not result any difference between debit 

and credit side of the trial balance. Thus an error of Rs.200 on the debit side of an 

account may be compensated by an error of the same amount on the credit side of 

another account. These errors are very difficult to discover and require 100% check 

of accounts to locate them. 

 

2.4   Trial Balance Errors 
Errors which are made in the preparation of the trial balance are called trial balance 

errors. These are: 

a. Omission of balance from the trial balance. 

b. Transfer of balance to the wrong column or wrong head of account in the trial balance. 

c. The amount of the balance wrongly entered in the trial balance.  

d. Wrong additions of the trial balance columns. 

 

2.5   Errors and Final Accounts 
An error may affect the profit and loss account by wrongly increasing or decreasing the 

net profit and it may affect the balance sheet by making the amount of an asset or a 

liability too much or too little. It is therefore, necessary that the errors should be carefully 

traced out and suitably rectified in order to get the correct results of the business. 

 

2.6    Location of Errors 
When the trial balance does not agree, the accountant must try to locate the errors and 

correct them. There is no set procedure, which can be followed for locating errors in 

every case. The following steps, however, can be suggested for speedy location of errors: 

a. Re-checking the totals of the trial balance. 

b. Re-checking that the items appearing in the trial balances are on their correct side. 

c. See that balance of all accounts have been written in the trial balance correctly. 

d. See that there is no mistake in the balance of the various accounts.  

e. Find out the exact difference in the trial balance. Look for such accounts as show 

the same amount. 

f. Posting of all amounts corresponding to the difference or half the difference should 

be checked. 

g. Error due to transposition of figures, i.e. Rs.36 taken as Rs.63 are also easily made. 

In this case the trial balance is always divisible by 9. If that is so, bear this fact in 

mind and recheck your work. 

h. If the difference is not located, in spite of the fact that all the above tests have been 

applied then all the account's balances in the ledger have to be checked thoroughly. 

 

2.7    Correction of Errors 
There are three ways of correcting the errors, which have been committed. 

a. By striking off the wrong figure and replacing it by the correct one. 

b. By passing a correcting journal entry which neutralizes the wrong entry and at the 

same time, results in making the correct entry. 
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c. By making a further debit or credit entry in the account in which the mistake has 

been committed as may be necessary. 

 

2.7.1 Correction of Errors before Balancing of Books 

In accounting work, correction of errors should not be done by erasing or tempering the 

existing entries. In such a case books will not be considered reliable in the court of Law. 

There should be no over-writing of figures. .Students sometimes try to convert figure '3' 

into '5' and figure '6' into '8' this is bad. Whenever any correction is made, it should be 

done by drawing a straight line through the wrong figure and writing the correct figure 

above it. Every correction must be initialed by the person making the correction. This 

method of correcting errors may be resorted to only in cases when the books have not 

been added up and the ledger accounts have not been balanced. 

 

Golden Rule 

If accounts staff works properly and carefully, chances of errors will be minimized to 

great extent. The accounts manager or supervisor must check the work done by the 

assistants regularly on daily basis so that mistakes are located in time and no difficulty is 

faced at the time of preparation of Trial Balance. 

 

2.7.2 Correction of Double Sided Errors 

The second method is passing a correcting journal entry to rectify an error is more 

frequently used because it avoids the necessity of canceling figures and the mistakes 

which are discovered after long time can be rectified without correcting several other 

wrong entries. This method of rectification of errors can be applied only to mistakes, 

which are double sided. Double-sided errors are one, which exists simultaneously in two 

accounts. If the errors are double sided, the following three points may be kept in mind 

while correcting it. 

i. What should have been the correct entry? 

ii. Compare it with the entry actually made. 

iii. How the correct position can be restored? 

 

Example-1 

A sum of Rs.670 spent on repairs of machinery has been charged to Wages Account. It is 

double sided error. The mistake has affected both the machinery a/c and wages a/c. The 

wages a/c is debited with Rs.670 too much. Repair's a/c is debited with Rs.670 too short. 

There is an excess debit in the wages a/c and a short debit in repair a/c to rectify this error 

the following correcting entry should be passed: 

 
Account Dr. Rs. Cr. Rs. 

Repair account 670  
 To wages account  670 
(Being the amount spent on repairs of the machinery wrongly 
debited to wages a/c) 
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2.7.3  Third Method: One Sided Errors 

The third method of making a further debit or credit entry in the account in which the 

mistake has been committed is applicable only to one sided error. One-sided error is one 

which affects only one aspect of the transaction or which exist only in one ledger 

account. If an error is one sided, it can be rectified by making a journal entry debiting or 

crediting the ledger account which is wrong with suspense account which may be opened 

for the purpose if it does not already appear in the books. For example, suppose sale 

ofRs.100 has been recorded as sale ofRs.50 in sales book. This is one-sided error. It 

affects only sales account in the ledger. It means that the entries in the sales book are 

correct and therefore, correct amounts have been posted to the debit of individual 

customers in the ledger. The sales account has been credited with Rs.50 too short. 

Therefore, to rectify this mistake the following entry should be made. Debit the suspense 

account and credit the sales account with Rs.50 it may also be corrected by making an 

adjusted credit entry in the sales account. 

 

2.8 Suspense Account 
A suspense account is opened in two cases  

i) To balance a disagreed trial balance. 

ii) To post doubtful items. 

 

i. To balance a Disagreed Trial Balance 

 Sometime, a trial balance does not tally despite all efforts; but one cannot wait 

indefinitely, as accounts must be closed at the end of a financial year. In such a 

case the amount of difference is entered in the lighter column against suspense 

account. Suspense account is opened in the ledger and is given the debit or credit, 

as the case may be. Later, when the mistakes are detected, the rectifying entries are 

passed.  

ii. To Post Doubtful Items  

 Sometimes, an item cannot be posted to the correct account for one reason or 

another. For instance, you may receive a remittance of Rs.1500 but you may not 

know who has sent it. Then you should pass the following entry: 

 

Example-5 

Journal 

 
Date Particulars LF Dr. Cr. 

   Rs. Rs. 
 Cash A/c  1500  
  To suspense A/c   1500 
 (Being remittance, received from unknown sender)    

 

Later, you get the information that Rahim, Shamim & Co, had sent this amount. Then 

you should pass the following entry: 
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Date Particulars LF Dr. Cr. 

   Rs. Rs. 
 Suspense a/c  1500  
  Rahim, Shamim & Co. a/c   1500 
 (Being credit given to the sender for a remittance which had 

been credited previously to suspense a/c) 
   

 

Now, the following examples show the way for rectification of one-sided errors: 

 

Example-6 

Goods worth Rs. 1000 were sold to Mr. Rahim Sharif on credit. This was entered in the 

sales daybook but was not posted into Sharif’s account. Here only Sales Account has 

been credited by Rs. 1000 without a corresponding debit. In fact the trial balance will 

show a short debit for Rs.1000. Now, if the difference in trial balance has been 

transferred to suspense account, it implies that Rs.1000 has been debited by Rs.1000. For 

rectification, Sharif s account is to be debited and suspense account is to be credited to 

cancel wrong entry. So, the effective entry will be: 

 

Sharifs A/c Dr.    1000 

To Suspense A/c    Cr. 1000 

 

Example-7  

An account's Assistant failed to balance his trial balance, the credit side exceeding the 

debit side by Rs.175. This amount was entered in a suspense account. Latter the 

following errors were discovered: 

 

a. The total of the credit side of Rahim's account was overcast by Rs.100. 

b. The sales book was unde-rcasted by Rs. 100. 

c. Goods worth Rs.100 purchased from Chand were wrongly entered in the sales 

books. The account of Chand was correctly credited. 

d. The total of returns outward book amounting to Rs.200 was not posted to the ledger. 

e. Rs.1500 paid for furniture purchased has been charged to ordinary purchases 

account. 

f. A credit balance of Rs.755 of rent receivable account was shown as Rs.570. 

g. Goods worth Rs.620 sold to Rahman were correctly entered in the sales book, but 

posted to Rahim's account as Rs. 260/-. 

 

Give the journal entries to rectify the errors and prepare the suspense account 

 

Solutions 

Journal 
Date Particulars LF Dr. Rs. Cr. Rs 

(a) Ruhim's account 
 To suspense account 
(Being credit side of Rahim's account was overcast, now 
corrected) 

 100  
100 
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(b) Suspense account 
 To sales account 
(Being the sales book was under-cast, now corrected) 

 100  
100 

(c) Purchases account 
Sales account 
 To suspense account 
(Being correction of wrong entry in sales book of a purchase of 
goods from chand) 

 100 
100 

 
 

200 
 

(d) Suspense account 
 To returns outward account 
(Being the total of returns outward book was not posted to 
ledger, now posted) 

 200  
200 

(e) Furniture account 
 To purchase account 
(Being the rectification of furniture wrongly debited to purchase 
account 

 1500  
1500 

(f) Suspense account 
 To rent receivable account 
(Being, a credit balance of Rs. 755/- of rent receivable account 
was shown as Rs. 570/- now corrected 

 185  
185 

(g) Rehman’ account 
 To suspense account 
(Being goods for Rs.620/- sold to Rahman were wrongly 
posted to his account as Rs. 260/- now corrected.) 

 360  
360 

 

Suspense Account 
 Dr. Rs.  Cr. Rs 

Difference in T/B 175 Rahim 100 
Sales account 100 Purchase account 100 
Return outward a/c 200 Sales account 100 
Rent receivable a/c 185 Rehman 360 
 660  660 

 

2.9    Effect of Errors on Financial Statements 
In order to calculate the effect of errors on net profit it is essential to understand that only 

those accounts, which are taken to trading or profit and loss, account affect profits. For 

example purchases account, sales account, salaries account, wages account, rent 

commission, depreciation, stock account, etc., affect the net profit because they are 

shown either in trading account or profit and loss account. If any of these accounts are 

debited in the rectification entry, it reduces the profit and if any of these accounts are 

credited then it increases the profit. Account, which are shown in the balance sheet, do 

not affect net profit. 

 

Example-8 

The books of a firm were balanced on 31st December. On checking the books and 

accounts the following mistakes were discovered: 

a. Goods to the value of Rs.68 had been returned by Siraj on 30th December, were 

taken into stock but the entries recording the return were not passed through the 

books until January of the following year. 
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b. Iron bars to the value of Rs.218/-purchased for enlarging the factory had been 

debited to purchases account. 

c. Dishonored cheques for Rs.20 had been posted to allowances account instead of the 

account of Niamat, from whom it had been received. 

d. Several creditor's balances, amounting to Rs.270/- stood in the bought ledger, 

representing cash paid for goods but for which no invoices had been passed 

through the books. 

 

You are required to make journal entries to correct these errors. What was the effect of 

these errors on the profit of the firm? 

 

Solution 

Journal Entries 
 Particulars Dr. Rs. Cr. Rs. 

(a) Returns inward account 
 To Siraj's A/c 
(Being goods returned by Smith now recorded) 

68  
68 

(b) Factory building account 
 To purchases account 
(Being rectification of iron bars wrongly debited to purchases) 

218  
218 

(c) Niamat's A/c 
 To allowance account 
(Being the rectification of the dishonored bill of Niamat wrongly debited 
to allowances account) 

270  
270 

(d) Purchases account 
 To sundry creditors 
(Being the purchases not entered now recorded) 

270  
270 

  

Effect of the errors on the profit of the firm: 

 
Items Profit Overstated Profit Understated 

(a) 68  

(b)  218 

(c)  20 

(d) 270  

 338 238 

 

Profit will remain overstated by a net amount of Rs.100 (338-238) 

 

2.10 Self-Assessment Questions–II 
1. State whether each of the following statements is True' or 'False'. 

 a. Error of omission does not affect the agreement of the trial balance. 

 b. Error of principle affects the agreement of the trial balance. 

 c. If the two sides of the trial balance tally, the books of accounts can be taken 

as absolutely accurate. 

 d. Errors of commission are committed in those cases where proper distinction 

between revenue and capital items is not made. 
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 e. All errors affect the agreement of the trial balance. 

 f. In case the difference of the two sides of the trial balance is divisible by 9, it 

can be presumed that the amount has been put on the wrong side.  

 g. Under or overcasting of a subsidiary book is an example of errors of 

commission. 

2. Fill in the blanks: 

a. Errors, which affect one account, can be errors of________. 

b. Errors, which affect profit & loss, relate to________ accounts. 

c. Errors of carry forward affect ________ account. 

d. Excess debit to an account is rectified by ________ the amount to the 

account. 

e. Short debit to an account increases the ________ side of the trial balance. 

3. Differentiate between the errors of omission and errors of commission. 

4. What is a suspense Account? What purpose it serves? 

5. The books of Messers Rashid & Co. were balanced on 31
st
 December, and P & L 

A/c and Balance Sheet were prepared. The profit for the year as shown by these 

accounts amounted to Rs.2481. The following mistakes had been made by the book 

keeper during the year: 

a. A gas engine costing Rs.45000/- had been debited to "purchases account" 

instead of 'Machinery and Plant Account'. 

b. An amount of Rs. 16 received as a final dividend in the estate of G. Gulzar 

the balance of whose account had in a previous year been written off as bad 

debt has been credited to a newly opened account in his name and was 

included among sundry creditors. 

c. A cheque amounting to Rs. 10 which had been returned dishonored was 

posted to the debit of "Allowance Account" instead of the account of A. 

Karim from whom it was received. 

d. Goods amounting to Rs.52 had been returned by Bashir Ahmad on 30th 

December, and were taken into stock, but the entries recording the return 

were not passed through the firm's books until 4th January next year. 

  Required: What adjustments would be necessary to rectify the errors and 

how they affect the above mentioned profit? 

6. A trial Balance, at a given stock taking, shows that the books are arithmetically 

accurate. The bookkeeper has however by inadvertence or through ignorance made 

the following postings: 

 a. A bill for Rs.85 received from a customer has been credited to 'Machinery 

and plant account'. 

 b. Discounts of Rs.54 allowed to customers have been debited to 'Reserve 

accounts'. 

 c. Repair to engine and boiler, Rs.130 have been charged against 'Machinery 

and plant'. 

 d. A sum of Rs.500/- for a three years advertisement has been carried to 

'Printing and advertising'.  
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  What errors of fact or principle has the bookkeeper committed? How would 

you propose to remedy them, and what will be their effect if un-remedied? 

7. Write a one-page essay on "error in Accounts and their effect on financial statements". 

 

3.  ACCOUNTING FROM INCOMPLETE RECORD 
 

3.1 Introduction to Single Entry System 
There are two types of bookkeeping systems which may be followed by the businessman 

to keep the record of business transactions which are (i) Double entry system of 

bookkeeping and (ii) Single Entry system of bookkeeping. Double entry system of 

bookkeeping is considered a formal and standard system of bookkeeping and accounting 

used by most of the businessman. But some Sole traders having small businesses used 

single entry system of bookkeeping. It is a system in which only the record of customers, 

suppliers and cash is maintained but the record of assets, liabilities, revenues and 

expenses is not kept because Cash received is considered as revenue and cash paid is 

considered as expenses.  

 

Under single entry system of bookkeeping the concept of recording dual aspects is ignored 

and only one aspect of transactions is recorded. Sometimes complete transaction is not 

recorded, whereas occasionally both aspects of transaction may be recorded. A 

bookkeeper/accountant has to calculate the operating result of business from this incomplete 

record, this is the reason it is also called “Accounting from Incomplete Records”.  

 

3.1.1 Features of Single Entry System  

i. Application of Accounting Rules 

 No accounting rule is followed in this system of accounting, and transactions are 

recorded by ignoring the principle of debit and credit.  

ii. Real and Nominal Accounts 
 Real and nominal accounts i.e. assets, liabilities, expenses and revenues etc. are not 

prepared and maintained.  

iii. Personal Accounts 

 Under this system, only the personal accounts are maintained, to know the amount 

due from customers and amount owing to suppliers. 

iv. Suitability  

 This system of bookkeeping is suitable for small businessman, who is operating 

his/her business as sole trader or on partnership basis.   

v. Economy 

 It is economical for the businessman because no proper accountant or bookkeeper 

is hired for recording the business transactions. A businessman himself may keep 

the record of business transactions.   

vi. Simple and Easy 

 It is very simple and easy because there is no rule or accounting principle is 

followed. Any person may record the business transactions without getting any 

special education or training in this regard.  
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vii. Variation in Recording Business Transactions 

 As we know that no accounting policy is observed while recording the business 

transactions. So every businessman record the transaction as per own style and 

convenience. So it varies from one businessman to another businessman.  

 

3.1.2 Demerits or Drawbacks of Single Entry System 

Apart from the advantages of single entry system, it has number of drawbacks, which are 

described below: 

i. Inaccurate operating results 

 Under the single entry system nominal accounts like revenue, expense, gain or 

losses are not prepared. In the absence of these accounts, this is not possible to find 

out the accurate reporting results in terms of profit and loss.  

ii. Financial Position of Business 

 The record of real accounts, i.e. assets and liabilities is not kept properly, so the 

financial position of business can’t be determined. In case of liquidation a 

businessman is not able to find out the book value of their assets and liabilities.  

iii. Unable to prepare trial balance 

 Trial balance can be prepared only under the double entry system and can’t be 

prepared under the single entry system. So it is not possible to ensure the 

arithmetical accuracy of the described amounts.  

iv. Risks of Fraud 

 Anyone can make fraud easily because no proper accounts are maintained under 

this system. So there are higher chances of fraud to be incurred.  

v. Risks of Errors 

 Errors may occur in recording the transactions and can’t be found easily because 

not trial balance is prepared and accounts are also not maintained properly.  

vi. Incomplete system 

 Some transactions are not recorded and some are recorded partially, so there is 

incomplete system of accounting or we may say that there is no system of 

bookkeeping or accounting.  

vii. Unacceptable for tax 

 For the purpose of assessment of tax, this system is not acceptable by the tax 

authorities. Because two fold aspects of each transaction are not recorded and the 

proper financial statements are not prepared.  

 

3.2 Determination of Profit or Loss 
It is not easy task to estimate profit or loss from the incomplete records of bookkeeping. 

However, the following two methods are used to determine the profit or loss account and 

to know the financial position of the business: 

A. By preparing the statement of affairs 

B. By conversion into double entry 
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3.2.1 Profit/Loss Ascertainment by Preparing Statements of Affairs 

This method is also known as the net worth method, because net worth of the business is 

calculated by preparing the statements of affairs at two different time periods. Due to 

unavailability of detail of accounts it is very difficult to know the accurate operating 

results of the business. However if the sufficient information is not given about the assets, 

liabilities, revenues, expenses and owner’s equity then it is better to calculate the 

operating results by net worth method instead of spending time in finding out the 

complete information of the business.   

 

In this method, profit and loss is determined by taking the difference of opening capital 

and closing capital of the business. If the closing capital is increased then there will be 

profit of the business, but in case of loss the amount of closing capital will be lesser then 

the opening capital, given that there is no further investment and drawings during that 

particular period. If further investments and drawings are made during particular period 

then these amounts will also be considered in calculating profit and loss.  

 

i. Statement of Profit & Loss 

 That statement which is prepared under the net worth method to determine the 

profit and loss is known as the statement of profit and loss. The format of statement 

of Profit and Loss is as under: 

 

ABC Company 

Statement of Profit & Loss 

For the period ended on ……. 
        
         Capital at the end of period 
Add: Withdrawals during the period  
 
Less: Additional capital invested during the period 
         Adjusted Capital at the end of the period 
Less: Capital at the beginning of period 
          Net Profit/Loss during the period 
 

Rs. 
xxxxx 
xxxxx 
xxxxx 
xxxxx 
xxxxx 
xxxxx 
xxxxx 

 

Example 09 

Mr. Khan owned a tuck shop and used single entry system to record the business 

transactions. You are required to calculate the profit/loss of Mr. Khan’s Business for the 

year ended on 31
st
 December, 2013 from the given data: 

 

Capital at the beginning Rs. 150,000; Withdrawals during 2013Rs. 25,000 and capital at 

the end is reported Rs. 225,000. 
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Solution: 

Mr. Khan 

Statement of Profit & Loss 

For the period ended on 31
st
 December, 2013 

        
         Capital at the end of period 
Add: Withdrawals during the period  
 
Less: Additional capital invested during the period 
         Adjusted Capital at the end of the period 
Less: Capital at the beginning of period 
          Net Profit during the period 
 

Rs. 
225,000 
25,000 

250,000 
Nil 

250,000 
150,000 
100,000 

 

Example 10 

Chaudhry Sons established a business on July 01, 2013 with a capital of Rs. 300,000. He 

introduced Rs. 125,000 as additional investment and withdraws Rs. 50,000 during the 

year. On 30
th
 June, 2014 he has assets of Rs. 400,000 and liabilities Rs. 40,000. You are 

required to calculate the profit or loss of Chaudhry’s business for the year ended on 30
th
 

June, 2014. 

 

Solution: 

Capital At the end  = Ending Assets – Ending Liabilities 

    =         400,000  – 40,000  

    = Rs.  360,000 

Chaudhry Sons 

Statement of Profit & Loss 

For the period ended on 30
th

 June, 2014 
        
         Capital at the end of period 
Add: Withdrawals during the period  
 
Less: Additional capital invested during the period 
         Adjusted Capital at the end of the period 
Less: Capital at the beginning of period 
          Net Loss during the period 
 

Rs. 
360,000 
50,000 

410,000 
125,000 
285,000 
300,000 
(15,000) 

 

ii. Statement of Affairs 

 It is clear now that under the single entry system, the profit or loss of the business 

can only be ascertained, if the amounts of opening and closing capital are given. In 

case if the amounts of opening or closing capitals or both are not given then the 

accountant will gather the details of assets and liabilities at the beginning and 

ending period. After getting the details of assets and liabilities, these will be 

enlisted in a statement to know the values of capital. That statement in which assets 

and liabilities are recorded to know the amount of capital is known as statement of 

affairs.  
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The statement of affairs is prepared like a balance sheet, in which amounts of assets are 

listed on one side and liabilities are recorded at another side, the balancing amount is 

considered the value of capital. Anyone who prepares the statement of affairs may get the 

details of assets and liabilities from the following sources: 

a. Personal accounts of debtors and creditors 

b. Bank Statement of the Business 

c. Cash book of the entity 

d. List of assets and liabilities may be prepared with the help of owner of the 

business.  

e. Actual stock taking. 

 

After collecting the necessary information from various sources, statement of affairs are 

prepared at two different points of time i.e. at beginning and at closing period. The format 

of statement of affairs is as follows: 

 

XYZ Company 

Statement of affairs 

As on _________ 

 

Assets Amount Liabilities Amount 

   Cash in hand 
   Cash at bank 
   Sundry Debtors 
   Note / Bill Receivable 
   Supplies 
   Stock 
   Prepaid expenses 
 
   Office Equipment   
   Furniture & Fixture     
   Plant & Machinery 
   Building 

xxxxx 
xxxxx 
xxxxx 
xxxxx 
xxxxx 
xxxxx 
xxxxx 

 
xxxxx 
xxxxx 
xxxxx 
xxxxx 

   Account Payable 
   Note/Bill Payable 
   Unearned Revenue 
   Expenses Payable 
   Bank Loan 
   Debentures 
    
Capital (Bal. Fig.) 

xxxxx 
xxxxx 
xxxxx 
xxxxx 

     xxxxx 
xxxxx 

 
xxxxx 

Total xxxxx Total xxxxx 

 

iii. Difference between Statement of Affairs and Balance Sheet 

 Statement of Affairs is prepared like a balance sheet of the business but there is 

difference between Statement of Affairs and Balance Sheet, which may be 

understand from the following points: 

  
Sr. 
No. 

Basis Balance Sheet Statement of Affairs 

i. Bookkeeping System 
It is prepared under the double entry 
system bookkeeping. 

It is prepared under the single entry 
system of bookkeeping. 

ii. Purpose 
It is prepared to know the financial 
position of the business 

It is prepared to ascertain the amount 
of capital. 

iii. Application of Rules It prepared on the basis of accounting It doesn’t follow any rule or standard of 
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rules, known as accountant standards 
and principles. 

accounting. 

iv. 
Valuations of 
accounts 

All the accounts shown in the balance 
sheet, i.e. assets and liabilities are 
valued on the basis of some rules or 
principles of accounting, which may be 
cost basis or market basis, or 
replacement cost basis.  

Valuation of assets and liabilities are 
made on arbitrary or memory basis of 
the owner. 

v. Reliability 
It is most reliable statement because it 
follows proper system of accounting. 

It is not reliable statement because it 
is based on incomplete records of 
bookkeeping. 

vi. Source of Data 
It is prepared by taking data from 
adjusted trial balance. 

It is prepared by gathering the data 
from different sources i.e. cash & pass 
book, memory of owner etc.  

vii. Essential Element 
It is essential part of Financial 
Statements which must be prepared and 
published by a company. 

It is not the part of financial 
statements, it is just prepared for 
his/her convenience.  

 

Example 11 

Mr. Kamal started his business on October 15, 2013 by investing Rs. 400,000 and 

recorded his business transactions under the single entry system of bookkeeping. He 

further invested Rs. 200,000 and withdrew Rs. 100,000 during financial year. On 

September 30, 2014 he wants to know the operating result of his business, for which he 

provided the following data as on September 30, 2014: 

 

Cash Rs. 15,000, Bank Balance Rs. 30,000, Debtors Rs. 55,000, Land & Building Rs. 

270,000, Machinery Rs. 230,000, Office Equipment Rs. 120,000, Bank Loan Rs. 60,000 

and sundry creditors Rs. 35,000 

Depreciation @ 10% is charged annually on Machinery and Office Equipment on straight 

line basis.  

 

Required: 
i. Prepare the statement of affairs as on 30-09-2014 

ii. Prepare statement of Profit & Loss account for the period ended on 30-09-2014 

 

Solution: 

Mr. Kamal 

Statement of affairs 

As on September 30, 2014 

Assets Amount Liabilities Amount 

   Cash in hand 
   Cash at bank 
   Sundry Debtors 
   Land & Building 
   Machinery (Net) 
   Office Equipment (Net) 

15,000 
30,000 
55,000 

270,000 
207,000 
108,000 

   Sundry Creditors 
   Bank Loan 
       
   Capital (Bal. Fig.) 

35,000 
60,000 

 
590,000 

Total 685,000 Total 685,000 
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Mr. Kamal 

Statement of Profit & Loss 

For the period ended on 30
th

 September, 2014 
        
         Capital at the end of period 
Add: Withdrawals during the period  
 
Less: Additional capital invested during the period 
         Adjusted Capital at the end of the period 
Less: Capital at the beginning of period 
          Net Profit made during the period 
 

Rs. 
590,000 
100,000 
690,000 
200,000 
490,000 
400,000 
90,000 

 

Example 12 

Ruhi Trader keeps his record of business under single entry system and wants to know 

the operating result of his business. He provides the following data as on 31
st
 December, 

2013 and 31
st
 December, 2014 of his business: 

 

As on 31
st
 December, 2013: Cash in hand Rs. 25,000; Cash at bank Rs. 40,000; Account 

Receivables Rs. 70,000; Stock Rs. 65,000; Land & Building Rs. 300,000, Office 

Furniture Rs. 150,000, Office Equipments Rs. 80,000; Account Payables Rs. 95,000; 

Bills Payables Rs. 30,000 

 

As on 31
st
 December, 2014: Cash in hand Rs. 40,000; Cash at bank Rs. 60,000; Account 

Receivables Rs. 110,000; Stock Rs. 85,000; Account Payables Rs. 75,000; Bills Payable 

Rs. 45,000 

 

Depreciation @ 5% on Land & Building; @ 15% on Office Furniture; @ 10% on Office 

Equipment is charged annually on original cost. 

During the year Ruhi trader withdrew Rs. 158,000 and invested Rs. 112,000 into the 

business.  

 

You are required to: 
i. Prepare the statement of affairs as on 31-12-2013 and as on 31-12-2014 to calculate 

the amounts of capitals. 

ii. Prepare statement of Profit & Loss account for the period ended on 31-12-2014 
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Solution: 

Ruhi Trader 

Statement of Affairs 

As on 31-12-2013 
Assets Amount Liabilities Amount 

   Cash in hand 
   Cash at bank 
   Account Receivable 
   Stock 
   Land & Building 
   Office Furniture 
   Office Equipment  

25,000 
40,000 
70,000 
65,000 

300,000 
150,000 
80,000 

   Account Payables 
   Bills Payables 
       
   Capital (Bal. Fig.) 

95,000 
30,000 

 
605,000 

Total 730,000 Total 730,000 

 

Ruhi Trader 

Statement of Affairs 

As on 31-12-2013 

Assets Amount Liabilities Amount 

   Cash in hand 
   Cash at bank 
   Account Receivable 
   Stock 
   Land & Building 
   Office Furniture 
   Office Equipment  

40,000 
60,000 

110,000 
85,000 

285,000 
127,500 
72,000 

   Account Payables 
   Bills Payables 
       
   Capital (Bal. Fig.) 

75,000 
45,000 

 
659,500 

Total 779,500 Total 779,500 

 

Ruhi Trader 

Statement of Profit & Loss 

For the period ended on 31-12-2013 
        
         Capital at the end of period 
Add: Withdrawals during the period  
 
Less: Additional capital invested during the period 
         Adjusted Capital at the end of the period 
Less: Capital at the beginning of period 
          Net Profit made during the period 
 

Rs. 
659,500 
158,000 
817,500 
112,000 
705,500 
605,000 
100,500 

 

Example 13  

Mr. Rayyan keeps his books on single entry system and provides the following 

information:  

 
 January 1, 2014 December 31, 2014 

Cash in hand  Rs.     74,375  Rs.     122,500  

Cash at bank         1,750          2,625  

Sundry debtors      26,250       17,500  

Merchandise inventory    175,000     166,250  
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Office equipments      15,750       -  

Motor Vehicles    122,500     -  

Furniture and Fixtures    140,000     -  

Sundry Creditors    192,500     253,750  

Advance from Customers      61,250                 -    

 

He invested further capital amounting Rs. 157,500 on 1
st
 April, 2014 and withdrew Rs. 

122,500 for personal use.  

 

From the above mentioned information, you are required to prepare the necessary 

statements to ascertain the operating results of the business for the year ended on 

December 31, 2014 after considering the following necessary adjustments: 

a) Charge 10% depreciation on all fixed assets. 

b) Allow 10% interest on capital. 

c) Create 5% provision for doubtful debts.  

 

Solution: 

Mr. Rayyan 

Statement of Affairs 

As on January 1, 2014 
Assets Amount Liabilities Amount 

   Cash in hand 
   Cash at bank 
   Sundry Debtors 
   Merchandise inventory 
   Office equipments 
   Motor Vehicles 
   Furniture and Fixture 

74,375 1,750 
26,250 

175,000 
15,750  

122,500  
140,000   

  Sundry Creditors 
  Advance from Customers 
       
 
   Capital (Bal. Fig.) 

192,500  
61,250  

 
 

301,875 

Total 555,625 Total 555,625 

 

Mr. Rayyan 

Statement of Affairs 

As on December 31, 2014 

Assets Amount Liabilities Amount 

   Cash in hand 
   Cash at bank 
   Sundry Debtors       
(-) Provision for B.D    
   Merchandise inventory 
   Office equipments  
   Motor Vehicles  
   Furniture and Fixture  
 
(-) Depreciation @10% 

 
 

17,500 
875 

 
15,750 

122,500 
140,000 
278,250 
27,825 

 

122,500  
2,625  

 
16,625 

166,250  
 
 
 
 

250,425  

  Sundry Creditors 
       
 
   Capital (Bal. Fig.) 

253,750  
 
 

304,675 

Total 558,425 Total 558,425 
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Mr. Rayyan 

Statement of Profit & Loss 

For the period ended on December 31, 2014 
        
         Capital at the end of period 
Add: Withdrawals during the period  
 
Less: Additional capital invested during the period 
         Adjusted Capital at the end of the period 
Less: Capital at the beginning of period 
           
Less: Interest on Capital @ 10% p.a 
         301,875 x 10/100           = 30,187.5 
         157,500 x 10/100 x 9/12 = 11,812.5 
         Loss made during the period 

Rs. 
304,675 
122,500 
427,175 
157,500 
269,675 
301,875 
(32,200) 

 
 

42,000 
74,200 

 

3.2.2 Profit/Loss Ascertainment by Conversion Method 

Single entry system is usually used by the small business man but with the growth of the 

business it becomes impossible to keep the record of large scale business on the basis of 

Single entry system. To avoid the inconvenience, business man would like to convert the 

single entry system into double entry system of accounting. Conversion from single entry 

system to double entry system may be (i) with prospective effect and (ii) with 

retrospective effect. 

 

If any businessman wants to convert single entry system into double entry system of 

accounting with prospective effect, then the record is maintained from the date of 

decision. Previous record is not converted on double entry system however, in future 

record may be maintained on the basis of accounting principles. 

 

But, if the businessman wants to convert single entry system into double entry system of 

accounting with retrospective effect, then conversion is made from the date already 

passed of an accounting period. Previous record is also converted into double entry 

system and in future this system is maintained. For example, the accounting period of any 

firm starts from 1
st
 January and end on 31

st
 December. If the decision of conversion is 

made on 1
st
 August, 2014 then record of interim period 1-1-2014 to 31-7-2014 may also 

be adjusted according to the double entry system of bookkeeping. The following 

procedure, examples and problems related to conversion method will be described in this 

unit with retrospective effect.  

 

i. Procedure of conversion into double entry system 

 If the businessman keeps their record on single entry system and maintains cash 

book, personal accounts then the following procedure may be followed for 

conversion: 

a. Find out the opening capital by preparing statement of affairs at the 

beginning of period. 
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b. Calculate the credit purchases and post into purchases account.  

c. Calculate the credit sales and post into sales account. 

d. Post the all items appearing in cash book into their relevant accounts.  

e. Examine all available information from the single entry system, if any item 

found not treated in double entry system should be picked up and 

incorporated into double entry system.  

f. Pass the opening journal entries by debiting the entire asset and crediting the 

respective liabilities.   

ii. Calculation of missing items 

 There is another method to obtain final results from the single entry system. This 

short cut method may be used when the information of opening and closing assets 

are given. According this method the trading, profit and loss account and the 

balance sheet may be prepared after finding the following missing items: 

 
a. Opening Capital b. Sundry Creditors 

c. Credit Purchases d. Sundry Debtors 

e. Credit Sales f. Cash in hand 

g. Cash at bank h. Cash purchases 

i. Cash Sales j. Opening Stock  

k. Bills Receivables l. Bills Payables 

a. Opening Capital 

 The value of opening capital may be ascertained by preparing the statement 

of affairs. 

b. Find out the Sundry Creditors and Credit Purchases 

 The missing values of creditors and credit purchases may be found by 

preparing the sundry creditors account as follows: 

 

SUNDRY CREDITORS ACCOUNT 
Particulars Amount Particulars Amount 

Cash paid to Creditors 
Purchases Return & Allowances 
Discount Received 
Bill Payable (Acceptance given) 
Balance c/d (Closing) 

xxxx 
 

xxxx 
xxxx 

 
xxxx 
xxxx 
xxxx 

Balance b/d (Opening) 
Credit Purchases 
Bills Payable Dishonored 

xxxx 
xxxx 
xxxx 

 
 
 
 

xxxx 

 

c. Ascertainment of Sundry Debtors and Creditor Sales 

 The missing values of debtors and credit Sales may be found by preparing the 

sundry debtors account as follows: 
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SUNDRY DEBTORS ACCOUNT 
Particulars Amount Particulars Amount 

Balance b/d (Opening) 
Credit Sales 
Bills Receivable (Dishonored) 

xxxx 
xxxx 

 
xxxx 

 
 

xxxx 

Cash Received from debtors 
Bill Receivable (Received) 
Sales Returns & Allowances 
Discount Allowed 
Bad Debts 
Balance c/d (Closing) 
 

xxxx 
xxxx 
xxxx 
xxxx 
xxxx 
xxxx 
xxxx 

 

d. Ascertainment of cash in hand, cash purchases and cash sales 

 By preparing the cash account, anyone of the above mentioned items may be 

found. 

e. Ascertainment opening Stock 

 If opening stock is not given, it may be found with the help of gross profit 

percentage to sales. Memorandum trading account is prepared by filling the given 

information; calculate the gross profit on the basis of given percentage and find the 

value of closing stock by taking the balancing figure.  

f. Ascertainment Bills Receivable 

 By preparing the bills receivable account, the value of bills receivable may be 

found. The structure of the bills receivable account is given as follows: 

 

BILLS RECEIVABLE ACCOUNT 
Particulars Amount Particulars Amount 

Balance b/d (Opening) 
Sundry Debtors (Acceptance Received) 

xxxx 
 

xxxx 
 
 

xxxx 

Cash (B/R honored) 
Creditors A/c (B/R Endorsed) 
Debtors A/c (B/R Dishonored)  
Balance c/d (Closing) 
 

xxxx 
xxxx 
 
xxxx 
xxxx 
xxxx 

 

g. Ascertainment Bills Payable 

 Amount of Bills Payable may be found out by preparing the bills payable account, 

described as follows:   

 

BILLS PAYABLE ACCOUNT 
Particulars Amount Particulars Amount 

Cash A/c (B/P honored) 
Creditors A/c (B/P Dishonored) 
Balance c/d (Closing) 

xxxx 
 

xxxx 
xxxx 
xxxx 

Balance b/d (Opening) 
Creditors A/c (Acceptance given) 
 

xxxx 
 

xxxx 
 

xxxx 

 

 

 

 



178 

 

Example 14 

Mr. Talal keeps his books on single entry system and provides the following information 

and requires from you to calculate credit sales and total sales for the year ended on 30
th
 

September, 2014 (All Amounts are in Rupees): 

 
Cash Sales   420,000  Return inwards            33,600  

Debtors (Opening)              234,000  Debtors (Closing)          300,000  

Bad Debts                30,000  B/R          690,000  

Cash collection from Debtors              720,000  B/R Dishonored          150,000  

 

Solution: 

Credit sales may be obtained by preparing the following debtors account: 

 

DEBTORS ACCOUNT 
Particulars Amount Particulars Amount 

Balance b/d (Opening) 
Credit Sales (Bal. Fig.) 
Bills Receivable (Dishonored) 

234,000 
1,389,600 

 
150,000 

 
1,773,600 

Cash A/c 
Bill Receivable 
Returns inwards 
Bad Debts 
Balance c/d (Closing) 
 

720,000 
690,000 
33,600 
30,000 

300,000 
1,773,600 

 

Total Sales  = Credit Sales + Cash Sales 

Rs. 1,809,600 = Rs. 1,389,600  + Rs. 420,000 

 

Example 15 

Mr. Yaawar is operating a garments shop and don’t maintain the record of his business 

transactions properly. He wants to calculate the value of total purchases which he made 

in last three months. You are required to help him in calculating the value of total 

purchases from the following information provided by him: (All Amounts are in Rupees): 

 
Cash Purchases 300,000 Return outwards 55,700 

Accounts Payables (Beginning) 275,300 Accounts Payables (Ending) 422,800 

Cash Paid to Creditors 187,650 Discount Received 27,000 

 

Solution: 

To calculate the value of total purchases, credit purchases should be calculated first, 

which may be calculated from the following account: 
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CREDITORS ACCOUNT 
Particulars Amount Particulars Amount 

Cash A/c 
Purchases Returns 
Discount Received 
Balance c/d (Closing) 

187,650 
55,700 
27,000 

422,800 
693,150 

Balance b/d (Opening) 
Credit Purchases (Bal. Fig.) 
 

275,300 
417,850 

 
 

693,150 

 

Total Purchases = Credit Purchases + Cash Purchases 

Rs. 717,850  =    Rs. 417,850   +    Rs. 300,000 

 

Example 16 

From the following particulars, provided by Mr. Haashim, you are required to calculate 

the amount of Acceptance given during the last month of operation: 

Opening balance of Bills Payable  Rs.  15,600 

Closing balance of Bills Payable 23,800 

Bills Payable honored during last month 150,500 

Bills Payable dishonored during last month 25,900 

 

Solution: 

 

BILLS PAYABLE ACCOUNT 
Particulars Amount Particulars Amount 

Cash A/c (B/P honored) 
Creditors A/c (B/P Dishonored) 
Balance c/d (Closing) 

150,500 
 

25,900 
23,800 

200,200 

Balance b/d (Opening) 
Creditors A/c (Acceptance given) 
 

15,600 
 

184,600 
 

200,200 

 

Example 17 

Mr. Naadir is a trader of soft drinks, and keeps his accounting record on the basis of 

singly entry system. Following are the particulars from his books for the month ended on 

31
st
 July, 2014: 

 
Bill Receivable Opening Balance Rs.  26,750 

Bill Receivable Closing Balance 22,375 

Cash Collection on account of B/R 303,300 

Bills Receivable dishonored  38,500 

Bills Endorsed to Mr. Ahsan (A/P) 15,300 
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Solution: 

 

BILLS RECEIVABLE ACCOUNT 
Particulars Amount Particulars Amount 

Balance b/d (Opening) 
Debtors A/c (Acceptance Received) 
 

26,750 
 

352,725 
 

379,475 

Cash A/c 
Debtors A/c  
Mr. Ahsan  
Balance c/d (Closing) 
 

303,300 
38,500 
15,300 
22,375 

379,475 

 

Example 18 

Haji Waqar owns a book shop and keeps his business record on the basis of single entry 

system. The following Balances are taken from his books of accounts: 

 
  June 30, 2014 June 30, 2015 

Cash in hand               Rs.        44,625                    Rs.       73,500  

Cash at bank                 1,050                  1,575  

Accounts Receivables              15,750               10,500  

Stock            105,000             136,500  

Office equipments                 9,450                  9,450  

Furniture and Fixtures              84,000               84,000  

Accounts Payables            115,500             152,250  

 

Haji Waqar provides the following further information related to his business: 

i. Collected Rs. 22,300 from the debtors and allowed discount amounting Rs. 750. 

ii. Paid Rs. 87,600 to sundry creditors and received Rs. 1,900 as discount. 

iii. Paid Rs. 15,500 as salaries; Rs. 4,100 as utilities bills. 

iv. Withdrew cash Rs. 1,250 for personal use. 

 

Required: Prepare trading, Profit and loss account for the year ended on June 30, 2015 

and balance sheet as on June 30, 2015. 

 

Solution: 

Note: Before preparing the trading, profit and loss account and balance sheet, it is 

necessary to prepare the debtors and creditors account to find the value of sales and 

purchases, cash account to ascertain the value of cash sales and the statement of affairs to 

know the opening capital of the entity. 

 

DEBTORS ACCOUNT 
Particulars Amount Particulars Amount 

Balance b/d (Opening) 
Credit Sales (Bal. Fig.) 

15,750 
17,800 

 
33,550 

Cash A/c 
Discount 
Balance c/d (Closing) 
 

22,300 
750 

10,500 
33,550 
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CREDITORS ACCOUNT 
Particulars Amount Particulars Amount 

Cash A/c 
Discount Received 
Balance c/d (Closing) 

87,600 
1,900 

152,250 
241,750 

Balance b/d (Opening) 
Credit Purchases (Bal. Fig.) 
 

115,500 
126,250 

 
241,750 

 

CASH ACCOUNT 
Particulars Amount Particulars Amount 

Opening Balance 
Debtors (Cash received) 
Cash Sales (Bal. Fig.) 

44,625 
22,300 

115,025 
 
 

181,950 

Creditors (Cash paid) 
Salaries expenses 
Utilities expenses 
Drawings 
Closing Balance 

87,600 
15,500 
4,100 
1,250 

73,500 
181,950 

 

HAJI WAQAR 

STATEMENT OF AFFAIRS 

AS ON JUNE 30, 2014 
Assets Amount Liabilities Amount 

   Cash in hand 
   Sundry Debtors 
   Merchandise inventory 
   Office equipments 
   Furniture and Fixture 

44,625  
15,750 

105,000 
9,450 

84,000   

  Sundry Creditors 
       
 
   Capital (Bal. Fig.) 

115,500  
 
 

143,325 

Total 258,825 Total 258,825 

 

Total Sales  =  Cash Sales  +  Credit Sales 

Rs. 132,825  = Rs. 115,025 + Rs. 17,800 

 

HAJI WAQAR 

TRADING, PROFIT & LOSS ACCOUNT 

FOR THE PERIOD ENDED ON JUNE 30, 2015 
Particulars Amount Particulars Amount 

   Opening Stock 
   Purchases 
   Gross Profit c/d 
    
    
    
   Salaries Expenses 
   Utilities Expenses 
   Discount Allowed 
   Net Profit 

105,000 
126,250 
38,075 

 
269,325 

 
15,500 
4,100 

750 
19,625 

   

  Sales 
  Closing Stock  
 
 
   
  
   Gross Profit b/d 
   Discount Received 

132,825 
136,500 

 
 

269,325 
 

38,075 
1,900 

 

Total 39,975 Total 39,975 
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HAJI WAQAR 

BALANCE SHEET 

AS ON JUNE 30, 2015 
Assets Amount Liabilities Amount 

   Cash in hand 
   Sundry Debtors 
Merchandise inventory 
Office equipments 
Furniture and Fixture 

73,500 
10,500 

136,500 
9,450 

84,000   

Sundry Creditors 
Capital   Rs. 143,325 

(-)Drawings         1,250 
                         142,075 
(+) Net Profit     19,625 

152250 
 
 
 
 

161,700 

Total 313,950 Total 313,950 

 

3.3 SELF ASSESSMENT QUESTIONS 
1. Choose the best options: 

 i. The accounts maintained under single entry system are: 

a) Personal account 

b) Nominal accounts 

c) Real accounts 

d) All of the above 

 ii. Usually Single entry system is used by: 

a) Medium size business organizations 

b) Large size business organizations  

c) Small size business organizations  

d) All of the above 

 iii. _____ methods are available to ascertain profit from incomplete record: 

a) Two 

b) Three 

c) Four 

d) Five 

 iv. The amount of capital is obtained by preparing: 

a) Balance sheet 

b) Profit & Loss account 

c) Trading Account 

d) Statement of affairs 

 v. In single entry system, profit/loss is ascertained by preparing: 

a) Statement of affairs 

b) Statement of profit or loss 

c) Profit & loss account 

d) None of the above 

 vi. Both aspects of each transactions are recorded under: 

a) Single entry system 

b) Double entry system 

c) Incomplete system 

d) All of the above 
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 vii. If the ending capital is Rs. 30,000, drawings Rs. 2,500 and opening capital is 

Rs. 26,000 then the amount of profit will be: 

a) Rs. 6,000 

b) Rs. 7,500 

c) Rs. 6,500 

d) Rs. 5,500 

 viii. Amount of credit purchases may be found by preparing: 

a) Bill Payable Account 

b) Bill Receivable Account 

c) Debtors Account 

d) Creditors Account 

ix. If the ending capital is Rs. 50,000, drawings Rs. 3,500 and opening capital is 

Rs. 36,000, further investment during the period Rs. 25,000 then the amount 

of profit /(Loss) will be: 

a) Rs. 7,000 

b) Rs. (7,500) 

c) Rs. 8,500 

d) Rs. (7,500) 

 x. If the beginning capital is Rs. 80,000, drawings Rs. 4,200, further investment 

during the period Rs. 41,000 and the amount of Loss is 16,600 then the 

amount of ending capital will be: 

a) Rs. 100,200 

b) Rs. 98,000 

c) Rs. 36,000 

d) Rs. 133,400 

2. Give the short answers of the following questions:  

i. Define the single entry system. 

ii. Describe the features of single entry system 

iii. Write down the three differences between single entry and double entry 

system. 

iv. Draw the sketch of statement of profit and loss account. 

v. What do you understand about statement of affairs? 

vi. Clearly distinguish the balance sheet from statement of affairs.  

vii. Define the term net worth of the business? 

viii. Describe the demerits of single entry system. 

ix. From the given particulars of Mr. Uzair enterprises calculate the amount of 

opening capital: Net profit Rs. 6,000, ending capital Rs. 120,000, Drawings 

Rs. 8,800 and further investment during the period Rs. 22,800. 

x. Prepare the format of Bill Payable account. 

3. Sheikh Brothers established a business on January 1, 2014 with a capital of Rs. 

300,000. They introduced Rs. 235,000 as additional investment and withdraw Rs. 

150,000 during the year. On 31
st
 December, 2014 the assets of the business were 

Rs. 550,000 and liabilities Rs. 120,000. You are required to calculate the profit or 

loss of Sheikh’s business for the year ended on 31
st
 December, 2014. 
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4. From the following data you are required to calculate the value of ending capital by 

preparing the statement of affairs for the period ended on December 31, 2014: 

 Cash in hand Rs. 135,620; Bank Balance (Cr) Rs. 157,338; Account Receivables 

Rs. 165,400; Furniture & Fixtures Rs. 500,700; Office Equipment Rs. 340,800; 

Delivery Van Rs. 675,000 and sundry creditors Rs. 360,000. 

5. Mr. Dildar started his business on March 1, 2014 by investing Rs. 650,000 and 

recorded his business transactions under the single entry system of bookkeeping. 

He further invested Rs. 175,000 and withdrew Rs. 87,500 during financial year. On 

February 28, 2015 he wants to know the operating result of his business, for which 

he provided the following data as on February 28, 2015: 

 Cash Rs. 25,000, Bank Balance Rs. 50,000, Debtors Rs. 125,000, Land & Building 

Rs. 900,000, Machinery Rs. 450,000, Office Equipment Rs. 200,000, Bank Loan 

Rs. 1,000,000 and sundry creditors Rs. 60,000 

 Depreciation @ 10% is charged annually on Machinery and Office Equipment on 

straight line basis.  

 Required: 
 i. Prepare the statement of affairs as on February 28, 2015 

 ii. Prepare statement of Profit & Loss account for the period ended on February 

28, 2015. 

6. Mr. Green started business on January 1, 2014 with a capital of Rs.225, 000. On 

July 1, 2014 he introduced a further capital of Rs. 15,000. During the year he 

withdrew Rs. 900 pm for his personal use. 

 On December 1, 2014 his assets and liabilities were:   

 
Stock Rs.138,000  Ac/ Receivable Rs.105,000  

Prepaid Rent         5,100  Cash        63,000  

Unpaid wages        14,100  Plant& Machinery         9,000  

Ac/ Payable         51,900  Furniture          6,300  

 

 Requirement: You are required to calculate the profit or loss for the year ended on 

December 31, 2014 under the net-worth method after charging depreciation on 

plant & machinery @ 10% and on furniture @ 15%.  

7. Mr. White keeps his books on single entry system and provides the following 

information:  

 
 1-07-14 30-06-15 

Cash in hand        Rs.   7,500        Rs.     12,500 

Cash at bank 100,000 90,000 

Account Receivable 475,000 525,000 

Prepaid Rent 2,500 1,250 

Merchandise inventory 175,000 225,000 

Office equipments 100,000  150,000 

Land & Building 500,000 500,000 

Account Payable 375,000 350,000 

Wages & Salaries Payable 2,500 --- 
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 He invested further capital amounting Rs. 37,500 on 1
st
 November, 2014 and 

withdrew Rs. 50,000 for personal use.  

 From the above mentioned information, you are required to prepare the necessary 

statements to ascertain the operating results of the business for the year ended on 

June 30, 2015 after considering the following necessary adjustments: 

a) Charge 10% depreciation on Office Equipment. 

b) Allow 10% interest on capital. 

c) Create a reserve for doubtful debts @ 5% of account receivable. 

8. Mr. Sameer keeps his books on single entry system and provides the following 

information. You are required to calculate credit sales and total sales for the year 

ended on February 28, 2015 (All Amounts are in Rupees): 

 
Cash Sales 252,000 Return inwards 20,160 

Debtors (Opening) 140,400 Debtors (Closing) 180,000 

Bad Debts 18,000 B/R 414,000 

Cash collection from Debtors 432,000 B/R Dishonored 90,000 

Discount Allowed 12,500 Sales Allowances 23,700 

 

9. Mr. Ratib is operating a Grocery shop and don’t maintain the record of his business 

transactions properly. You are required to calculate the value of total purchases 

from the following information provided by him: (All Amounts are in Rupees): 

 
Bills Payable 263,813 Purchase Returns 97,475 

Opening Creditors 481,775 Closing Creditors 739,900 

Cash Paid to Creditors 328,388 Discount Received 47,250 

Purchase Allowances 82,688 Cash Purchases 525,000 

 

10. From the following given information of Mr. Blue, calculate the amount of total 

sales: 

 
Bills Receivable (Opening)  43,750  Acc/Receivable (Opening)   68,250  

Returns Inwards    9,800  Bad Debts written off  12,250  

Bills Receivable Honored 175,000  Cash Received from Debtors 507,500  

Bills receivable dishonored     8,750  Cash Sales 122,500  

Bills Receivable (Closing) 61,250  Acc/Receivable (Closing)  44,450  

 

11. Mr. Abdul Wahaab established his business on January 01, 2014, with a Capital of 

Rs. 184,000. He purchased office equipment for Rs. 17,200 and charge 

depreciation @ 10% on fixed installment method. He maintains his accounts on 

single entry basis and provides the following data for calculation of profit or loss of 

the business: 

 
Cash received from debtors 181,296  Drawings 1,392  

Cash paid to creditors 71,688  Commission received 3,960  

Cash purchases 29,760  Cash sales 6,320  

Wages paid 28,800  Insurance paid 2,016  

Carriage paid 1,248  Advertising 1,032  
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Balances As on December 31, 2014 

Merchandise Inventory 20,880  Debtors 30,240  

Creditors 23,520  Discount Allowed 1,032  

Discount received 2,040  Wages outstanding 7,200  

Advertising expenses due 480  Prepaid Insurance 336  

 

You are required to prepare trading, profit and loss account for the year ended on 

December 31, 2014 and balance sheet as on that date.  

12. Mr. Abdul Quddoos owns a Medical Store and keeps his business record on the 

basis of single entry system. The following Balances are taken from his books of 

accounts (All Amounts are in Rupees): 

 
  October 1, 2013 Sept 30, 2014 

Cash in hand 124,950 205,800 

Cash at bank 2,940 4,410 

Accounts Receivables 44,100 29,400 

Stock 294,000 382,200 

Office equipments 26,460 26,460 

Furniture and Fixtures 235,200 235,200 

Accounts Payables 323,400 426,300 

 

Mr. Abdul Quddoos provides the following further information related to his business: 

i. Collected Rs. 62,440 from the debtors and allowed discount amounting Rs.2, 100. 

ii. Paid Rs. 245,280 to sundry creditors and received Rs. 5,320 as discount. 

iii. Paid Rs. 43,400 as salaries; Rs. 11,480 as utilities bills. 

iv. Withdrew cash Rs. 3,500 for personal use. 

Required: Prepare trading, Profit and loss account for the year ended on September 30, 

2014 and balance sheet as on that date. 

13. Mr. Wali Khan owns a Cloth Shop and keeps his business record on the basis of 

single entry system. The following Balances are taken from his books of accounts 

(All Amounts are in Rupees): 
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4.   SUMMARY 
 

1. Capital and Revenue Account 
 The main distinctive criteria between capital and revenue expenditure are the 

period of benefit resulting from a particular expenditure. If the benefit temporary 

and for a period one year, it is classified as revenue expenditure. Examples are 

payment of conveyance expenses, postage charges, wages and salaries, rent of 

accommodation etc. If, however, the use of benefit will extend to a longer period, 

say a number of years, and it is classified as capital expenditure. Examples are 

purchase of plant and machinery, expenditure on buildings and other fixed assets. 

 Profits on sale of fixed assets are capital income; whereas trading activities 

incomes are termed as revenue income. Similarly if loss occurs on sale of any item 

of fixed assets, it is capital loss. Loss resulting from revenue transactions is 

however, a revenue loss. 

 Capital Expenditure finds a place in the balance sheet whereas revenue expenditure 

and revenue loss is exhibited in the Profit & Loss Account. 

2. Correction of errors 

 There are three ways of correcting the errors, which have been committed. 

1. By striking off the wrong figure and replacing it by the correct one. 

2. By passing a correcting journal entry which, neutralizes the effect of the 

wrong entry and sometimes, results in making the correct entry. 

3. By making a further debit or credit entry in the account in which the mistake 

has been committed as may be necessary. 

3. Accounting from Incomplete Records 
 There are two types of bookkeeping systems which may be followed by the 

businessman to keep the record of business transactions which are (i) Double entry 

system of bookkeeping and (ii) Single Entry system of bookkeeping. Double entry 

system is the complete system of accounting whereas under single entry system of 

bookkeeping the concept of recording dual aspects is ignored and only one aspect 

of transactions is recorded. Sometimes complete transaction is not recorded, 

whereas occasionally both aspects of transaction may be recorded. 

 

 The following two methods are used to determine the profit or loss account and to 

know the financial position of the business. (i) By preparing the statement of affairs 

(ii) By conversion into double entry 

 

 By preparing the statement of affairs, profit and loss is determined by taking the 

difference of opening capital and closing capital of the business. If the closing 

capital is increased then there will be profit of the business, but in case of loss the 

amount of closing capital will be lesser then the opening capital, given that there is 

no further investment and drawings during that particular period. If further 

investments and drawings are made during particular period then these amounts 

will also be considered in calculating profit and loss.  
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 The statement of affairs is prepared like a balance sheet, in which amounts of assets 

are listed on one side and liabilities are recorded at another side, the balancing 

amount is considered the value of capital. Under the net worth a statement is 

prepared to determine the profit and loss of an entity, which is known as the 

statement of profit and loss.  

 

 Under the conversion method of accounting, all the incomplete record is converted 

into double entry system, which may be with: (a) Retrospective effect and (b) 

Prospective Effect.  
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INTRODUCTION 
 

Cash is one of the most important assets in a business organization. No work, no 

production, no purchase and no sale can be done without cash. Cashbook is maintained to 

record receipts and payments of cash. In accounting work, cashbook operations are very 

important. The student must learn and carefully see how cash books are written and 

balanced periodically. 

 

Surplus cash is sent to the bank and is withdrawn through cheques as and when 

necessary. The bank sends a hank statement weekly or monthly. The Accountant must 

learn how to check the bank statements with the corresponding record kept by him. He 

must learn how to reconcile any differences between the entries made by him in his 

ledger Bank Account and those recorded and shown by the bank in the weekly or 

monthly bank .statement. All these things will be dealt with in detail in this Unit, and the 

student is advised to carefully follow the examples given in each case. 

 

OBJECTIVES 
 

The study of this unit will enable you to understand and learn about following matters 

regarding cash operations of a firm or company. 

 

- Necessity of writing the cash book  

- Different kinds of cash book  

- Posting of cash vouchers in the cash book 

- Posting to ledger accounts from the cash book  

- Bank statement 

- Bank reconciliation statement  

- Petty cash book 

- Operating imprest system, and  

- Cash verification and adjustment of differences 
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1.   CASH BOOK 
 

1.1 Importance of Cashbook 
Among the important books of accounts of a business, the cashbook is primarily 

important. This is a book of original entry, the object of which is to keep a record of all 

receipts and payments of money. Cashbooks with different rulings are used in different 

types of business having regard to the nature of a business and the manner in which the 

cash is dealt with. In every business the number of cash dealings is usually large; and 

since cash can be easily stolen by dishonest employees, cash record of a business must be 

up to date and must be properly supervised by a responsible person. For these reasons it 

is both useful and convenient to keep a separate book for recording cash transactions. 

This is done through a cashbook. 

 

1.2 Advantage of Cashbook 
The advantage of entering all cash transactions in a separate book need hardly be over-

emphasized. It is a matter of common knowledge that all business dealings ultimately 

resolve themselves into cash transactions and, as such, records of cash dealings in any 

business must naturally be by far the largest. The cashbook is kept in the form of a ledger 

account, the receipts being put on the debit side and the payments on the credit side. This 

book serves double purpose. It is both a book of original record and a part of the ledger. It 

is a book of original record because all cash and bank accounts taken out of the ledger 

and bound separately. The balances of the cashbook are included in the trial balance and 

the balance sheet, just like balances of other account contained in the ledger. 

 

1.3 Features of Cashbook 
1. Only cash transactions are recorded in the cashbook. 

2. It performs the functions of both journal and the ledger at the same time. 

3. All cash receipts are recorded on the debit side and all cash payments are recorded 

on the credit side. 

4. It records only one aspect of a transaction i.e. cash. 

5. All cash transactions are recorded chronologically, date -wise, in the cashbook. 

6. The cashbook, recording only cash transactions, can never show a credit balance. 

 

1.4 Vouchers 
For every entry made in the cashbook there must be a proper voucher. Vouchers are 

documents containing evidence of payments and receipts. When money is received 

generally a printed receipt is issued to the payer but the counterfoil of the carbon copy of 

it is preserved by the cashier. These copy receipts are called debit vouchers, and they 

support the entries appearing on the debit side of the cashbook. Similarly when payment 

is made a receipt is obtained from the payee. These receipts are known as credit 

vouchers. All the debit credit vouchers are consecutively numbered. For ready reference 

the number of the vouchers is noted against the respective entries. A column is provided 

on either side of the cashbook for this purpose. 
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1.5 Self-assessment Questions-I 
1. Define a cashbook. Why is it important? 

2. What are the advantages of cashbook? 

3. Define a voucher. What are different kinds of vouchers? 

4. What are the main features of cash book? 

 

2. POSTING OF CASH BOOK 
 

2.1    Kinds of cashbook 
 The following are the three forms of cashbook met with in practice: 

 i. Single column cashbook or simple cashbook  

 ii. Double column cashbook 

 iii. Triple column cashbook (or three column cashbook). 

 

2.2 Single column cashbook 
It records only cash receipts and payments. It has only one amount column on each of the 

debit and credit sides of this book. All the cash receipts are entered on the debit side and 

the cash payments on the credit side. 

 

How to make entries? 

While writing a Single Column Cashbook the following points should be kept in mind: 

1. The pages of the cashbook are vertically divided into two equal parts. The left-hand 

side is for recording receipts and the right-hand side is for recording payments. 

2. Begin the cashbook with the balance brought forward from the preceding period or 

with what we start. It appears at the top of the left side as To Balance" or "To 

Capital" in case of a new business. 

3. Record the transactions in order of date. 

4. If any amount of cash is received on account, the name of that account is entered in 

the particular column by the word "By" on the left-hand side of the cashbook. 

5. If any amount is paid on an account, the name of the account is written in the 

particular column by the word "By" on the right-hand side of the cashbook. 

6. It should be balanced at the end of a given period. 

 

Posting 

The balance at the beginning of the period is not posted but other entries appearing on the 

debit side of the cash book are posted to the credit side of the respective accounts in the 

ledger, and the entries appearing on credit side of the cash book are posted to the debit 

side of the proper accounts in the ledger. 
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Example-1 

Write the following transactions in the Simple cashbook and post into the ledger: 

 
Date 

 
Accounts Rs. 

 Jan. 1 
Jan. 6 
Jan. 16 
Jan. 18 
Jan. 20 
Jan.25 
Jan.30 
Jan. 31 

Cash in hand 
Purchased goods for cash 
Received from Akbar 
Paid to Babar 
Cash sales 
Paid for stationery 
Paid for salaries 
Purchased office furniture 

15000 
2000 
3000 
1000 
4000 

60 
1000 
2000 

 

Solution: 

Debit Side        Credit Side  
Date Particulars VN LF Amount Date Particulars VN LF Amount 

Jan. 1 
“ 16 
“ 20 
 
 
 
 
 
Feb.1 

Balance b/d 
To Akbar 
To Sales a/c 
 
 
 
 
 
To balance b/c 

  15000 
3000 
4000 

 
 
 

Jan. 6 
“ 18 
“ 25 
“ 30 
“ 31 

By Purchase 
By Babar 
By Stationery  
By Salaries a/c 
By Furniture a/c 
By Balance b/d 

  2000 
1000 

60 
1000 
2000 

15940 

22000 22000 

 
15940 

 

Akbar Account 
January 16, By Cash 3000 Cr. 

 

Sales Account 
January 2, By Cash 4000 Cr. 

 

Purchase Account 
January 6, To Cash 2000 Dr. 

 

Babar 
January 18, To Cash 1000 Dr. 

 

Stationery Account 
January 25, To Cash 60 Dr. 

 

Salaries Account 
January 30, To Cash 1000 Dr. 

 

Furniture Account 
January 31, To Cash 2000 Dr. 
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The student should note that when postings to the ledger accounts from the cashbook are 

made, following points should be carefully noted: 

 

A: Cashbook receipt side: (Cash receipts) 

 Cash receipt side denotes debits to cash. Hence relevant accounts in the ledger 

would be credited. For example cash received from Akbar would be shown in 

cashbook on debit side, while in the ledger, Akbars account would be credited. 

B:  Cashbook payment side (cash payment) 

 In this case cash account has been credited in the cashbook. Hence corresponding 

accounts would be debited in the ledger, for example, payments on account of 

salaries; stationery, purchases would be debited in the following accounts 

respectively: 

- Salaries Account  

- Stationery Account 

- Purchases Account 

 

Example-2 

Mr. Ali is running a sole proprietorship business. Major operations of business include 

manufacturing and sale of sport items. Business has limited clients in the city but the 

business is in the phase of expanding its clients by offering discounts and competitively 

better prices. Business recently hired a new accountant to look at its accounting activities. 

First assignment of the new accountant was to prepare the cash book of the business for 

the month of January, 2016.  

 

During the month of January 2016, following transactions were recorded; the accountant 

is required to enter the transaction in single column cash Book. 

 

 

Required:  Prepare Single Column Cash Book 
 

Date Accounts  Amount  

2016 
Jan.1st 
…..7 
….13 
….18 
….21 
….23 
….24 
….26 
….27 
….29 

 
Mr. Ali started business with cash  
Purchased goods for cash 
Paid for stationary 
Sold goods for cash  
Paid for  salaries  
Received Cash from Mr. Ahmer  
Paid cash to Mr. Noman 
Drew cash from business for personal use 
Paid for electricity bill 
 Paid rent                                                                                           

 
700,000 
200,000 
12,000 

150,000 
120,000 
100,000 
50,000 
10,000 
15,000 
25,000 
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Solution: 

MR. Ali 

Single column cash Book 

For the month of January, 2016 

Dr.          Cr.  
Date Particular V.N L.F Cash Rs. Date Particular L.N L.F Cash Rs. 

2016 
Jan.1 
...18 
…23 
 
 
 
 
 
 
2015 
Feb.1 

 
Capital a/c  
Sales A/c  
Mr. Ahmer  
 
 
 
 
 
 
 
Bal. b/d 

  
5 
8 
7 

 
700,000 
150,000 
100,000 

2016 
Jan.7 
…13 
…21 
…24 
…26 
…27 
…29 
 
Jan.3
1 

 
Purchases A/c 
Stationery a/c 
Salaries  
Mr. Noman  
Drawing  
Electricity bill 
Rent 
 
Balance c/d  

  
 6 
 3 
 4 
 9 
 1 
 2 
13 
 

 
200,000 
  12,000 
120,000 
  50,000 
  10,000 
  15,000 
  25,000 

 
518,000 

950,000 950,000 

518,000  

 

2.3   Double or Two Column Cashbook 
A double column cashbook is one, which consists of two separate columns on the debit 

side as well as credit side for recording cash and discount. In many concerns it is 

customary for trader to allow or to receive small allowance against the dues. These 

allowances are made for prompt settlement of account. In certain business almost all 

receipts or payments are accompanied by such discounts and in order to avoid 

unnecessary postings separate columns in the cashbook are introduced to record the 

discounts received or allowed. These discounts columns are memorandum columns only. 

They do not form the 'Discount Account'. The discount column on the debit side of the 

cashbook will record discounts allowed and that on the credit side discounts received. 

 

Posting 

The cash columns will be posted in the same way as the simple cashbook. But as regards 

discount column. Each item of discount allowed (Dr. side of cashbook) would be posted 

to the credit of the respective personal account. Similarly each item of discount received 

will be posted to the debit side of the respective personal account. Total of the discount 

column on the debit side of the cash book will be posted to the debit side of the discount 

account in the Ledger and the total of discount column on the credit side of the cash book 

on the credit side of the discount account. The discount columns are not balanced like 

cash column of the cashbook. 
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Example-3 

Form the following transactions write up two-column cashbook and posting ledger: 

 
Jan. 1, 
Jan. 7, 
 
Jan. 12, 
Jan. 15, 
 
Jan. 20, 
Jan. 25, 
 
Jan. 27, 
Jan. 28, 
Jan. 31 

Cash in hand Rs. 2000/- 
Received from Riaz & Co. Rs. 200/- 
Discount allowed Rs. 10/- 
Cash sales Rs. 1000/- 
Paid Zahoor Sons Rs. 500/-. Discount received Rs. 15/- 
Purchased goods for cash Rs. 300/- 
Received from Salam Rs.500/-, Discount received Rs.15/- 
Paid Hassan & sons Rs.300/- 
Bought furniture for cash Rs.100/- 
Paid rent Rs. 100/- 
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Solution 

Cash Book 

Dr                                                                                                                                                       Cr 
Date Particular VN Lf Disc. Cash Date Particular VN LF Disc. Cash 

Jan. 1 To balance b/d   . 2000 Jan. 15 By Zahoor sons   15 500 
Jan. 7 T Riaz & Co.   10 200 Jan. 20 By Purchases a/c    300 
Jan. 12 To sale a/c    1000 Jan. 27 By Hasan & Sons    300 
Jan. 25 To Salman   15 500 Jan. 28 By furniture a/c    100 
      Jan. 31 By rent a/c    100 
      Jan.31 By balance c/d    2400 

 Total   25 3700  Total   15 3700 

Feb. 1 To balance b/d    2400       
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Riaz & Company Account 
   Jan. 7 By cash 

By discount 
200 

10 

 

Sales Account 
   Jan. 12 By cash 1000 

 

Salman Account 
   Jan. 25 By cash 

By discount 
500 

15 

 

Zahoor & Sons Account 
Jan. 15, Cash Discount 500 

15 
   

 

Purchase Account 
Jan. 20, Cash 300    

 

Hassan & Sons Account 
Jan. 27, Cash 300    

 

Furniture Account 
Jan. 28, Cash 100    

 

Rent Account 
Jan. 31, Cash 100    

 

Discount Account 
Jan. 31, To sundries as per cash 

book 
25 Jan. 31 By sundries as per cash 

book 
15 

 

Example-4 

Mr. Fiazan and his sons are running a Partnership business. Business previously had a 

practice of maintaining a single column cash book. However, recently the 

management has decided that from March, 2016, business will be maintaining double 

column cash book as management is of the opinion that double column cash book will 

enable the management to better monitor the bank transactions. Suppose you are the 

accountant of the business, you are required to prepare double column cash book for 

the months of March, 2016.  During the month of March 2016, following transactions 

were recorded you are required to enter the transactions in double column cash Book 

and post into ledger. 
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Required:  Prepare Double Column Cash Book and post into ledger
.  

 

Solution: 

Mr. Fiazan & Sons 

Double column cash Book 

For the month of March, 2016 

Dr       (Page # 3)             Cr.  

 

Ledger 

Mr. Akbar Account (Folio 2) 
Date Particular J.R V.N Dr. 

Rs. 
Cr.  
Rs. 

Balance Cr 
Rs. 

2016 
Mar.09 

 
Cash a/c  

 
3 

 
23 

 
 

 
55,000 
 

 
155,000 
 

 .      

2016 
Mar.1 
…9 
 
...16 
…19 
...22 
...24 
...26 
..28 
..30 
..31 
..31 

 
Cash in hand.  
Received Cash from Mr. Akber and allowed discount Rs.500. 
Paid for salaries. 
Purchased goods for cash invoice no.21. 
Paid for stationary. 
Goods sold for cash invoice no.25. 
Paid cash to Mr. Noman and received discount Rs.500. 
Goods taken by proprietor for personal use. 
Paid for electricity bill. 
 Purchased Machinery.  
Received a cheque from Mr. Waqar.   
                                                                                                      

Amount  
900,000 

 
155,000 
18,500 

150,000 
18,000 

165,000 
75,000 
15,000 
22,000 

225,000 
125,000 

Date Particular V.N L.F Disc. 
Rs. 

Cash Date Particular V.
N 

L.F Disc
. 

Rs. 

Cash 
Rs. 

2016 
Mar.
1 
09 
24 
31 
 
 
 
 
 
 
2016 
Apr.
1  

 
Balance b/d 
Mr. Akbar  
Sales a/c  
Mr. Waqar   
 
 
 
 
 
 
 
Balance b/d 

 
 

 
25 

 

 
 

2 
7 

18 
 
 

 
 

500 

 
900,000 
155,000 
165,000 
125,000 

2016 
Mar. 

16 
19 
22 
26 
28 
30 
31 

Mar.3
1 

 
 
Salaries a/c 
Purchases a/c 
Stationery a/c 
Mr. Noman  
Drawing a/c 
Electricity bill 
Machinery a/c  
Balance c/d  

 
 
 
21 

 
 

 05 
 04 
 11 
08 
09 
13 
15 

 

 
 
 
 
 

500 

 
 

18,500 
150,000 
18,000 
75,000 
15,000 
22,000 

225,000 
821,500 

500 1,345,000 500 1,345,000 

  
821,500 
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Salaries Account (Folio 5) 

 
Date Particular J.R V.N Dr. Rs. Cr. Rs. Balance Dr. 

Rs. 

2016 
Mar.16 

 
Cash a/c 

 
3 

  
18,500 

  
18,500 

 

Purchases Account (Folio 4) 
Date Particular J.R V.N Dr. 

Rs. 
Cr. 
Rs. 

Balance Dr. 
Rs. 

2016 
Mar.19 

 
Cash a/c 

 
3 

 
21 

 
150,000 

  
150,000 

 

Stationery Account (Folio 11) 
Date Particular J.R V.N Dr. 

Rs. 
Cr. 
Rs. 

Balance Dr. 
Rs. 

2016 
Mar.22 

 
Cash a/c  

 
3 

 
 

 
18,000 

  
18,000 

 

Sales Account (Folio 7) 
Date Particular J.R V.N Dr. 

Rs. 
Cr. 
 Rs. 

Balance Cr 
Rs. 

2016 
Mar.24 

 
Cash a/c 

 
3 

 
25 

  
165,000 

 
165,000 

 

Mr. Noman Account (Folio 08) 
Date Particular J.R V.N Dr. 

Rs. 
Cr. 
Rs. 

Balance Dr.    
Rs. 

2016 
Mar.26 

 
Cash a/c 

 
3 

  
75,000 

  
75,000 

       

 

Drawing Account (Folio 09) 
Date Particular J.R V.N Dr. 

Rs. 
Cr. 
Rs. 

Balance Dr. 
Rs. 

2016 
Mar.28 

 
Cash a/c 

 
3 

  
15,000 

  
15,000 

 

Electricity bill Account (Folio 13) 
Date Particular J.R V.N Dr. 

Rs. 
Cr. 
Rs. 

Balance Dr. 
Rs. 

2016 
Mar.30 

 
Cash a/c 

 
3 

  
22,000 

  
22,000 
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Machinery Account (Folio 15) 
Date Particular J.R V.N Dr. Rs. Cr. Rs. Balance Dr. Rs. 

2016 Mar.31 Cash a/c 3  225,000  225,000 

 

Mr. Waqar Account (Folio 18) 
Date Particular J.R V.N Dr. Rs. Cr. Rs. Balance Cr.   Rs. 

2016 Mar.31 Cash a/c 3   125,000 125,000 

 

Example-5 

Mr. Khazir deals with the purchase and sale of furniture items. Business has been 

operating its activities since a decade and has a good reputation in the market. 

Recently the accountant of the business left the job. Mr. Khazir is now looking for an 

accountant who can look after the recording of transactions and maintenance of cash 

book on regular basis.  New accountant is required to help Mr. Khizar in preparation 

of Double column cash book and the further posting of the transactions into the 

general ledgers. During the month of May 2016, following transactions were 

recorded. 

 

Required:  Prepare Double Column Cash Book and post into ledger.  

 

2016 
May1  
03 
09 
12 
15 
 
17 
17 
23 
26 
28 
28 
29 
31 

 
Cash in hand Rs. 250,000.  
Paid for salaries Rs. 25,000. 
Paid for stationary Rs. 14,000. 
Goods sold for cash Rs. 50,000 @1% cash discount invoice No. 52.  
Paid cash to Mr. Ali Rs.25, 000 and received discount Rs.500, which were goods purchased on credited 
from him. 
Drew cash from business for personal use of owner Rs. 10,500. 
Goods sold for cash Rs.10, 000. 
Paid for Rent Rs.18, 500. 
 Purchased Furniture Rs. 28,500. 
Received a cheque from Mr. Amir and deposited into bank Rs. 20,000.   
Received Cash from Mr. Manan Rs. 29,700  and allowed discount Rs.300 
Paid for trade expense Rs. 5,000.   
Cheque Received Rs. 24,500 from Mr. Azeem in full settlement of his account Rs.25, 000.                                                                                             
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Solution: 

Mr. khazir 

Double column cash Book 

For the month of May, 2016 

Dr.     (Page. 108)                  Cr.  
Date Particular V.N L.F Dis. 

Rs. 
Cash 
Rs. 

Date Particular V.N L. 
F 

Disc. 
Rs. 

Cash 
Rs.  

2016 
May 1 
12 
17 
28 
31 
 
 
 
 
 
 
 
 
 
 
2016 
Jun.1  

 
Balance b/d 
Sales a/c (w-1) 
 Sales a/c 
Mr. Manan 
Mr. Azeem 
 
 
 
 
 
 
 
 
 
 
 
Balance b/d 

 
 

52 

 
 

5 
5 

23 
28 

 
 

500 
 

300 
500 

 
250,000 

49,500 
10,000 
29,700  
24,500  

2016 
May. 
03 
09 
15 
17 
23 
26 
29 
 
May.31 

 
 
Salaries a/c 
Stationery a/c 
Mr. Ali 
Drawing a/c 
Rent a/c 
Furniture a/c 
Trade expense 
 
Balance c/d  

  
 

2 
15 
09 
08 
12 
16 
24 

 
 
 
 

500 

 
 

25,000 
14,000 

25, 000 
10,500 
18,500 
28,500 
5,000 

 
237,200 

1,300 363,700 500 363,700 

  
237,200 

  

 

 
Working -1 

Goods Sold for cash Rs. 50, 000 discount 5% invoice No. 52. 

 

Goods price =      Rs.50, 000  

Discount rate = 1% 

= Rs. 50,000 × 1 ÷ 100 = Rs.500 

Discount price = Rs.500 

Net goods price after discounts = Rs.50, 000 – Rs.500 = Rs.49, 500 

Note:  

L.F = Ledger Folio  

J. R = Journal References  

V.N = Voucher No 

C/D = Carried down / Ending balance  

B/d = brow down / opening balance  

 

Ledger  

Salaries Account (Folio 2) 
Date Particular J.R V.N Dr. Rs. Cr. Rs. Balance Dr. Rs. 

2016 
May.03 

 
Cash a/c  

 
108 

  
25,000 

 
 

 
25,000 
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Stationery a/c (Folio 15) 
Date Particular J.R V N Dr. Rs. Cr. Rs. Balance Dr. Rs. 

2016 
May.09 

 
Cash a/c 

 
108 

  
14,000 

  
14,000 

 

Sales a/c (Folio 5) 
Date Particular J.R V.N Dr. 

Rs. 
Cr. Rs. Balance Cr. 

Rs. 

2016 
May.12 
May.17 

 
Cash a/c 
Cash a/c 

 
108 
108 

 
52 

 
 

 
49,500 
10,000 

 
49,500 
59,000 

 

Mr. Ali (Folio 09) 
Date Particular J.R V.N Dr. Rs. Cr. Rs. Balance Dr. Rs. 

2016 
May.15 

 
Cash a/c  

 
108 

  
25,000 

  
25,000 

 

Drawing a/c (Folio 08) 
Date Particular J.R V.N Dr. Rs. Cr. Rs. Balance Dr. Rs. 

2016 
May.17 

 
Cash a/c 

 
108 

  
10,500 
 

 
 

 
10,500 
 

 

Rent a/c (Folio 12) 
Date Particular J.R V.N Dr. Rs. Cr. Rs. Balance Dr.   Rs. 

2016 
Mar.23 

 
Cash a/c 

 
108 

  
18,500 

  
18,500 

 

Furniture a/c (Folio 16) 
Date Particular J.R V.N Dr. Rs. Cr. Rs. Balance Dr. Rs. 

2016 
May.26 

 
Cash a/c 

 
108 

  
28,500 

  
28,500 

 

Mr. Manan A/c (Folio 23) 
Date Particular J.R V.N Dr. Rs. Cr. Rs. Balance Cr. Rs. 

2016 
May.28 

 
Cash a/c 

 
108 

  
 

 
29,700 

 
29,700 

 

Trade expense A/c (Folio 24) 
Date Particular J.R V.N Dr. Rs. Cr. Rs. Balance Dr. Rs. 

2016 
May.29 

 
Cash a/c 

 
108 

  
5,000 

  
5,000 

 

Mr. Azeem A/c (Folio 28) 
Date Particular J.R V.N Dr. Rs. Cr. Rs. Balance Cr. Rs. 

2016 
May.31 

 
Cash a/c 

 
108 

   
24,500 

 
24,500 
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2.4 Three Column Cashbook 
A three column cashbook is one in which there are three columns on each side, i.e. 

debit & credit side, one is used to record cash transaction; the second is utilized for 

bank transactions, while in third column discount is recorded. When a trader keeps a 

bank account it becomes necessary to record the amounts deposited into the bank and 

withdrawals from it. For this purpose one additional column is added on each side of 

the cashbook. Such a cashbook is very helpful to businessmen, since it reveals the 

cash and bank account at a glance. 

 

Procedure 

1. Put the opening balance (if any) of cash in hand and cash at bank on the debit 

side in the cash and bank column. If the opening bank balance is credit balance 

(overdraft) then it will be put in the credit side of the cashbook in the bank 

column. 

2.    Cheques or cash received. If a cheque is received from any person and is paid 

into the bank on the same date it will appear on the debit side on the cashbook 

as "To a person". The amount will be shown in the bank column. If the cheques 

received are not deposited into the bank on the same date then the amount will 

appear in the cash column. Cash received will be recorded in usual manner in 

the cash column. 

3.    Payment by cheques or cash. When we make payment by cheques, this will 

appear on the credit side "by a person or other account" and the amount will be 

shown in the bank column. If the payment is made in cash it will be recorded in 

usual manner in the cash column. 

4.   Contra Entries. Contra entries are those entries which affect both sides of the 

cashbook simultaneously. For instance when the cash in hand is deposited into 

the bank account bank account is debited and the cash account is credited with 

the same amount or when the cash is withdrawn from bank for office use the 

cash account is debited and the bank account is credited for this single 

transaction. These types of entries are called contra entries. 

 

Further explanation of the contra entries: 

a. Cash is deposited into Bank by office. It is payment from cash and receipt in 

bank. Therefore, enter "To Cash" column. The reason for making two entries is 

to comply with the principle of double entry, which in such transactions is 

completed, and therefore, no posting of these items is necessary. Such entries 

are marked in the cashbook with the letter "C" in the folio column. 

b. Cheques are drawn for office cash. It is payment by bank and receipt in cash. 

Therefore, enter on the debit side, cash column "To bank" and on the credit side, 

bank column "By Cash". 
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Bank charges and bank interest allowed. Bank charges appear on the credit side, bank 

column "By Bank Charges". Bank interest allowed appears on the debit side, bank 

column "To Interest". 

 

Posting 

The method of posting of a three-column cashbook into the ledger is as follows: 

1. The opening balances of cash in hand and cash at bank are not posted. 

2. Contra entries (marked with C) are not posted. 

3. All other items on the debit side will be posted to the credit of all other items on 

the credit side will be posted to the debit of the respective accounts. 

4. As regards discounts, the total of the discount allowed would be posted to the 

debit of the discount allowed account in the ledger and total of discount 

received to the credit side of the discount received account hence these are two 

separate accounts one is expense and other is income. 

 

Example-6 
Mr. Zubair is running a sole proprietorship business that deals with the manufacturing 

and sale of computer accessories. There is a high competition in the industry and the 

profit margins are declining. However, Mr. Zubair’s business products are perceived 

to be of better quality that its competitors. Hence, business is still running its 

operations profitably despite of high competitions. 

 

During the month of August 2016, following transactions were recorded you are 

required to enter the transaction in three column cash Book. 

August 2016  
2:             Cash in hand Rs. 300,000/- 
2:              Cash at Bank Rs. 222,500/- 
3:              Paid salaries Rs. 5,000/- 
5:              Purchased Machinery Rs. 135,000/- 
8:             Cash sales Rs. 67,500/- 
12 - Received a cheque from Mr. Farooq for Rs.  154,000 in full settlement of    his account Rs. 155, 000/- and 
deposited into the bank. 
15-   Payment to Mr. Furqan cash Rs.  75,000/- and a cheque for Rs. 78,500 in full settlement of his account 
150,000/- 
17-  Cash purchases Rs. 25,500/- 
20:   Electricity bill paid by Bank Rs. 15,000/- 
23:   Received interest from Bank Rs. 27,000/- 
24:   Cheque received from Mr. Noman Rs. 73,500 but full settlement of his account Rs.74, 000/- and deposited 
into Bank. 
25-   Mr. Noman  cheque was dishonored. 
25-    Cash deposited  into Bank Rs.30,000/- 
28- Received a cheque from Mr. Asif Rs. 60,000/- but not deposited into bank. 
29-   Mr. Asif cheque‘s deposited into bank. 
29-    Paid to Mr. kaleem by a cheque Rs. 70,000/- 
30-   Cash drew from Bank for office use  Rs. 10,000/- 
31-   Cash drew from Bank for personal  use Rs. 7,500/ 
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Required:  Prepare three Column Cash  

 

Solution: 

Mr. Zubair. 

Three Column Cash Book 

For the month of August, 2016 
Dr.      (Page. 107)    Cr. 

Date  Particular  J.R V.N Dis. Cash  Bank Date  Particular  J.R V.N Dis. Cash  Bank 

2016 
Aug. 2. 
08. 
12. 
23. 
24. 
 
 
25 
28. 
29. 
 
30 
 

 
Balance b/d 
sales a/c 
Mr. Farooq   
Interest   
Mr. Noman 
 
 
Cash  
Mr. Asif 
Cash 
 
Bank  
 
 
 
 
Balance b/d 

 
 
 
 
 
 
 
 
C 
 
C 
 
C 

  
 
 

1,000 
 

500 

 
300,000 

67,500 
 
 
 
 
 
 

60,000 
 
 

10,000 
 

 
222,500 

 
154,000 

27,000 
73,500 

 
 

30,000 
 

60,000 
 

2016 
Aug. 
3. 
05. 
15. 
17. 
20. 
25. 
 
25. 
 
29. 
29. 
30 
31. 
Aug.3
1 

 
salaries 
Machinery  
Mr. Furqan 
Purchases  
Electricity Bill 
Dishonored Cheque 
 
Bank  
 
Bank 
Mr. kaleem 
Cash  
Drawing  
Balance c/d 

 
 
 
 
 
 
 
 
C 
 
C 
 
C 

  
 
 
1500 

 
5,000 

135,000 
75,000 
25,500 

 
 
 

30,000 
 

60,000 
 
 
 

107,000 

 
 
 

78,500 
 

15,000 
73,500 

 
 
 
 

70,000 
10,000 
7,500 

312,500 

 437,500 567,000  437,500 567,000 

1st Sep   107,000 312,500    

 

Example-7 
Hussain & Co. is a partnership business dealing with the supply of surgical items. 

Business is facing difficulty in recording its business transactions as there is no person 

on the payroll with accounting literacy. Hussain & Co. has decided to hire an 

accountant with sufficient accountancy literacy. Management of Hussain & Co., after 

interviewing several candidates hired Mr. Asif as an accountant. First assignment of 

Mr. Asif is to prepare the three column cash book for the month of January, 2016.  

During the month of January 2016, following transactions were recorded: 

 
Date  Particular  

2017  
Jan.1  
  3. 
 5. 
  
8. 
 
10. 
12. 
13. 
15. 
19. 
23. 
26. 
 

 
Cash balance 500,000 from which deposited into Bank Rs. 300,000. 
Cash purchases Rs. 35000 less 2.5% trade discount. 
Received cheque Rs.85, 000 for sale of old Furniture and deposited into bank same day.  
Cash drew from bank Rs. 17,500 and paid to salaries Rs. 7,500 and rent Rs. 10,000. 
Bank charges Rs. 1,800 
Purchased furniture paid by cheque. Rs. 25,300. 
Paid salary Rs. 14,000. 
Cash deposited into Bank Rs. 21,000. 
Goods sold to Mr. Ali on credit Rs. 28,000. 
Paid telephone charges Rs. 2000. 
Received a cheque from Mr. Ali Rs. 27,500 but full settlement of his account Rs.  28,000.  
Mr. Ali‘s cheque deposited into Bank. 
Withdrew from the bank for business use Rs. 45,000. 
Cash drew from business for his personal use. Rs. 5,000. 
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27. 
28. 
29. 
30. 
31. 

Stationery purchased for cash Rs. 1,500. 
Received cash from Mr. Faqi-ul-Hasan Rs. 19,500 and discount allowed Rs. 500. 

 

Required:  Prepare three Column Cash Book    

 

Solution:  

Hussain & Co. 

Three Column Cash Book 

For the month of January, 2017 
Dr.    (Page. 108)     Cr. 
Date  Particular  J.

R 
V.
N 

Dis
. 

Cash  Bank Date  Particular  J.
R 

V.N Dis. Cash  Bank 

2017 
Jan. 1 
5. 
8. 
15. 
26. 
27. 
28. 
31. 
 
 
 
 
 
 
 
 
Feb 1. 

 
Balance b/d  
Old Furniture 
Bank a/c 
Cash a/c 
Mr. Ali  
Cash a/c 
Bank a/c 
Faqi-ul-
Hassan 
 
 
 
 
 
 
 
 
Balance b/d 

 
 
 
C 
C 
 
C 
C 

  
 
 
 
 
500 
 
 
500 

 
200,000 
 
17,500 
 
27,500 
 
45,000 
19,500 
 

 
300,000 
85, 000 
 
21,000 
 
27,500 
 

2017 
Jan.3  
8. 
8. 
8. 
10. 
12. 
13. 
15. 
23. 
27. 
28. 
29. 
30. 
 
Jan31 
 
 

 
Purchases (w-1) 
Cash a/c 
Salaries a/c 
Rent a/c 
Bank charges  
Furniture  a/c 
Salary a/c 
Bank a/c 
Telephone a/c 
Bank a/c 
Cash a/c 
Drawing a/c 
Stationery a/c 
 
Balance c/d 
 
 

 
 
C 
 
 
 
 
 
C 
 
C 
C 

  
 

 
34,125 
 
7,500 
10,000 
 
 
14,000 
21,000 
2,000 
27,500 
 
5,000 
1,500 
 
186,875 

 
 
17,500 
 
 
1,800 
25,300 
 
 
 
 
45,000 
 
 
 
267,400 

 309,500 357,000  309,500 357,000 

 186,875 267,400    

 

Note: C for Contra entry  

A transaction in which cash a/c and Bank a/c are involve, is recorded on both the sides 

of three column cash Book , it is called “contra entry”. 

 

Working -1  

Cash purchases Rs. 35000 less 2.5% trade discount. 

Purchases    =Rs. 35000 

Discount rate @ 2.5%  

Discount price      = Rs.35, 000 × 2.5 ÷ 100 = Rs. 875 

Net purchases after less trade discount = Rs.35, 000 - Rs.875 = Rs. 34,125 

 Net price of the purchases is Rs. 34,125 is recorded but rs.875 is not recorded 

due to trade discount.  

Working -2 

19 January 2017 Goods sold to Mr. Ali on credit Rs. 28,500. 

Entry is not passed because it will be treated as credited basis. 
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Example-8 
Mr. Hamza is running a super store. Super store has a large variety of items available 

and is offering competitively better prices to the customers. Sales of the super store 

are increasing as customer can get their required items at a single outlet at lower 

prices.  

 

During the month of March 2017, following transactions were recorded you are 

required to enter the transactions in three column cash Book. 

 
Date  Particular  

2017 
March.1  
3. 
5. 
 
 
 
 
7. 
12 
15 
22 
25 
27 
28 
29 
30. 
 
31. 
31. 

 
Mr. Hamza started business with cash 600,000. 
Deposited with bank Rs. 250,000. 
Received three cheques  are following : 
Mr. A‘s cheque Rs.25, 000. 
Mr. B ‘s cheque Rs.55,000 
Mr. C ‘s cheque Rs.65,000 
Mr. C‘s cheque Rs.65, 000 deposited into bank on same day. 
Paid to Mr. Nazakat Rs. 25,000 by cheque. 
Received a cheque from Mr. Noman Rs. 21,000  
Mr. Noman ‘ s cheque deposited into bank. 
Cash drew from bank for office use Rs. 15,000. 
Cash sales Rs. 50,000 of which deposited into bank Rs. 30,000 
Bank charges as shown in pass book. Rs. 1,100. 
Cheque dishonored which was deposited on 15 March2017. 
Paid insurances premium Rs.  50,000. 
Paid to Mr. Akber Rs. 95, 00 in full settlement of his account Rs. 10,000 by cheque.  
Our cheque to Mr. Akber was dishonored. 
Sold goods Rs. 20,000 to Mr. Zahid and received from him Rs. 5,000 in cash and balance by cheque 
which was deposited into bank 

 

Required:  Prepare three Column Cash Book    
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Solution  

Mr. Hamza 

Three Column Cash Book 

For the month of March, 2017 
Dr.    (Page. 109)     Cr. 

Date  Particular  J.R V.N Dis. Cash  Bank Date  Particular  J.R V.N Dis. Cash  Bank 

2017 
Mar 
1. 
3. 
5. 
5. 
   5 
12. 
15. 
22. 
25. 
31. 
31. 
 
2017 
Apr.1 

 
Capital a/c  
Cash a/c 
Mr. A‘s cheque 
Mr. B ‘s cheque 
Mr. C ‘s cheque 
Mr. Noman 
Cash a/c (w-1) 
Bank  a/c 
Sales a/c 
Mr. Akber (w-3) 
Mr.Zahid a/c 
 
 
 
Balance b/d 

 
 
C 
 
 
 
 
C 
C 
 
 

 
 

  
600,000 

 
25, 000 
55,000 

 
21,000 

 
15,000 
20,000 

 
5,000 

 
 

250,000 
 
 

65,000 
 

21,000 
 

30,000 
9,500 

15,000 

 
3. 
7. 
15. 
22. 
27. 
28. 
29.  
30 
 
2017 
Mar31. 

 
Bank  a/c 
Mr. Nazakat 
Bank  a/c 
Cash a/c 
Bank charges 
Mr. Noman a/c( w-2) 
Insurances premium 
Mr. Akber a/c 
(dishonored cheque)  
 
Balance c/d 

 
C 
 
 
C 
C 

 
 

 
 
 
 
 
 
 
 
 
500 

 
250,000 

 
21,000 

 
 
 

50,000 
 
 
 

420,000 

 
 

25,000 
 

15,000 
1,100 

21,000 
 

9,500 
 
 

318,900 

 741,000 390,500 500 741,000 390,500 

  
420,000 

 
318,900 

   

 

Working -1  

 15 March 2017 Mr. Noman‘s cheque deposited into bank. 

 A contra entry is passed when Mr. Noman‘s cheque deposited into bank (which 

was treated as cash 12 March 2017) 

Working -2  

 28 March 2017 Cheque dishonored which was deposited on 15 March2017. 

 Cheque received from Mr. Noman on 12 March 2017 is dishonored.  So Bank is 

credited and Mr. Noman became a debtor again 

Working -3 

 31March 2017 our cheque to Mr. Akber was dishonored. 

 Cheque issued to Mr. Akber on 30 March 2017 is dishonored.  The bank is 

debited again and Mr. Akber became a creditor again
. 

 

Example-9 
Mr. Shaid Sadqi is running a sole proprietorship business.  During the month of April 

2017, following transactions were recorded you are required to enter the transactions 

in three column cash Book. 

 
Date  Particular 

2017 
Apr1st  
5 
 
7 
9 
13 
18 

 
Cash in hand Rs. 300,000 overdraft bank Rs. 100,000. 
Stationery purchased for cash Rs. 2,500. 
Received cash from Mr. Naeem Rs. 29,500 and allowed discount Rs.500. 
Banked cash Rs. 80,000. 
Bank collected bill receivable from debtor and deposited into business account Rs. 127,500. 
Paid for salaries Rs. 26,000. 
Bank paid for notes payable Rs. 25,000 on due date. 
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23 
25 
 
28 
29 
30 

Mr. Aslam who owed Rs. 70,000 on an invoice subject @ 5% cash discount.  A cheque received from 
him which was lodged into a bank.  
 Paid cash into bank Rs. 15,000. 
Purchased equipment for business use Rs. 35,000 paid by cheque. 
Purchased furniture for personal use Rs. 16,000 paid by cheque through business account. 

 

Required:  Prepare three Column Cash Book   

 

Solution 

Mr. Shaid Sadqi. 

Three Column Cash Book 

For the month of April, 2017 
Dr.     (Page. 108)    Cr. 

Date  Particular  J.R V.N Dis. Cash  Bank Date  Particular  J.R V.N Dis. Cash  Bank 

2017 
Ap.1 
7. 
9. 
13. 
25. 
28 
  
 

 
Balance b/d  
Mr. Naeem 
Cash A/c 
Bill receivable 
Mr. Aslam a/c 
Cash a/c 
 
 
 
 
 
 
 
Balance b/d 

 
 
 
C 
 
 
C 

  
 
500 
 
 
3,500 

 
300,000 

29,500 

 
 
 

80,000 
127,500 
66, 500 
15,000 

 
 
 
 
 

2017 
Ap.1 
5. 
9. 
18. 
23. 
28. 
29. 
30 
 
 
2017 
 
 

 
Balance b/d  
Stationery a/c 
Bank A/c 
Salaries  a/c 
Notes payable 
Bank A/c 
Equipment  a/c 
Drawing a/c 
 
 
Balance c/d  

 
 
 
C 
 
 
C 

   
 

2,500 
80,000 

 
25,000 
15,000 

 
 
 
 

207,000 

 
100,000 

 
 

26,000 
 
 

35,000 
16,000 

 
 

112,000 

4,000 329,500 289,000  329,500 289,000 

 207,000 112,000    

 

Working -1  

For 25 April 2017 

 Mr. Aslam who owed Rs. 70,000 on an invoice subject @ 5% cash discount.  A 

cheque received from him which was lodged into a bank. 

 Total amount = Rs.70, 000 

 Discount rate @ 5%  

 Discount price      = Rs.70, 000 × 5 ÷ 100 = Rs.35, 00 

 Total amount received from Mr. Aslam after discount deduction  

 = Rs.70, 000 – Rs.35, 00= Rs.66, 500 

 MR. Aslam‘s cheque treated as bank because deposited into bank on same date. 

 

Example-10 
Mr.Noman is a founder of trading co.  He hired an accountant for his firm. He 

maintains the firm accounts record. If you are an accountant of Mr. Noman trading 

Co. Prepare the three column cash book from following transactions for the month of 

September, 2016. 
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Date  Particular  

2016 
Sep.1 
 2. 
 5. 
 
6. 
 9. 
11. 
 
13. 
15. 
23. 
25 
28 
30 

 
Cash in hand Rs. 500,000 and over drawn balance of Bank Rs.  800,000. 
Cash sales Rs. 100,000. 
Received a cheque from Mr. Abdullah Rs. 200,000 and this cheque paid into bank on same day. 
Drew from Bank for office use Rs. 50,000. 
Cash sales Rs. 800,000 of which Rs. 600,000 was banked. 
 Mr. Anwar who owed Rs. 100,000 on an invoice subject to 5% discount and settled of his account by 
cheque.  
Mr. Anwar‘s cheque deposited into bank. 
 Paid salaries Rs. 25,000. 
Bank informed that cheque of Mr. Anwar has been dishonored.  
Paid advertising expense Rs. 3,000 by Cheque. 
Deposited cash into Bank Rs. 100,000 
Paid Electricity bill Rs.7, 000 by cheque and Rent Rs, 25,000 in cash. 

Required:  Prepare three Column Cash Book    

 

Solution  

Mr. Noman 

Three Column Cash Book 

For the month of September, 2016 
Dr.      (Page. 110)   Cr. 

Date  Particular  J.R V.N Dis. Cash  Bank Date  Particular  J.R V.N Dis. Cash  Bank 

2016 
 
Sep.1. 
2. 
5. 
6. 
9. 
11. 
13. 
28. 
 
 
 
2016 
Oct 1. 

 
 
Balance b/d  
sales a/c 
Mr. Abdullah 
Bank a/c 
sales a/c 
Mr. Anwar (w-1) 
cash a/c (w-2) 
cash a/c 
 
 
 
 
 
Balance b/d  

 
 
 
 
 
C 
 
 
C 
C 

 
 
 

 
 
 
 
 
 
 
5,000 
 
 

 
 

500,000 
100,000 

 
50,000 

200,000 
95,000 

 
 
 

 
 
 
 

200,000 
 

600,000 
 

95,000 
100,000 

 

2016 
Sep      
1. 
 6. 
13. 
15. 
23. 
25. 
28. 
30. 
30. 
Sep. 
30 

 
 
Balance b/d 
cash a/c 
Bank a/c 
salaries  
 Mr. Anwar (w-3) 
Advertising exp. 
Bank a/c 
Electricity bill a/c 
Rent a/c 
 
Balance c/d 

 
 
 
C 
C 
 
 
 
C 
 

 
 
 

  
 
 
 

95,000 
25,000 

 
 

100,000 
 

25,000 
 

700,000 

 
 

800,000 
50,000 

 
 

95,000 
3,000 

 
7,000 

 
 

40,000 

5,000 945,000 995,000  945,000 995,000 

 700,000 40,000    

 

Working -1  

For 11th September 2016 

Mr. Anwar who owed Rs. 100, 000 on an invoice subject to 5% discount and settled 

of his account by cheque. 

Total amount  Rs. 100,000   

Discount rate @ 5% 

Discount price      = Rs.100, 000 × 5 ÷ 100 = Rs.5, 000 

Total amount received from Mr. Anwar after discount deduction  

= Rs.100, 000 – Rs.5, 000= Rs.95, 000 
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 Mr. Anwar‘s cheque considered as cash because it is not deposited into the bank 

on the same date. 

Working -2  

 13September 2016. Mr. Anwar‘s cheque deposited into bank. 

 A contra entry is passed when Mr. Anwar‘s cheque deposited into bank (which 

was treated as cash 11 September, 2016) 

Working -3  

 Bank informed that cheque of Mr. Anwar has been dishonored.  

 Cheque received from Mr. Anwar on 11 September, 2016 is dishonored.  So 

Bank is credited and Mr. Anwar became a debtor again. 

 

Example-11 
On 1

st
 March Aftab Stores cashbook showed debit balances of cash Rs.1550 and bank 

Rs.13575/-. During the month of March following business was transacted. 

 
March 1 
 
March 3 
March 4 
 
March 6 
March 8 
March 10 
 
March 12 
 
March 16 
March 27 
March 30 
March 31 
March 31 

Purchased office typewriter for cash Rs.750/- cash sales Rs.1315/- 
Deposited cash Rs.500/- 
Received from A. Hassan a cheque for Rs.2550/- in part payment of his account. 
Paid by cheques for merchandise purchased worth Rs.1005/- 
Deposited into bank the cheques received from A; Hassan. 
Received from Hayat Khan a cheque for Rs.775/- in full settlement of his account and allowed 
him discount Rs. 15/-. 
Sold merchandise to Divan Brothers' for Rs.1500/- who paid by cheuque which was deposited 
into bank. 
Paid Salman Rs. 915/- by cheque, discount received Rs. 5/-. 
Paid to Gulzar Ahmed by cheque Rs. 650/- 
Paid salaries by cheque Rs. 1750/-. 
Deposited into bank the cheque of Hayat Khan 
Drew from bank for office use Rs.250/-. 

 

Required: You are required to enter the above transaction in three-column cash book 

and balance it. 
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Solution 

AFTAB STORES 

Cash Book 
Date Particular VN LF Disc- 

ount 
Cash Bank Date Particular VN LF Disc. Cash Bank 

Mar. 1 To balance b/d    1550 13575 Mar. 1 By office      
Mar. 1 To sales a/c    1315   Equipment a/c    750  
Mar. 3 To cash  C   500 Mar. 3 By bank  C  500  
Mar. 4 To A. Hassan    2550  Mar. 6 By purchase a/c     1005 
Mar. 8 To cash  C   2550 Mar. 8 By bank  C  2550  
Mar. 10 To Hayat    15 775  Mar. 16 By Salman   5  915 
Mar. 12 To sales a/c     1500 Mar. 27 By Gulzar Ahmed     650 
Mar. 31 The cash  C   775 Mar. 30 By salaries a/c     1750 
Mar. 31 The bank  C  250  Mar. 31 By bank  C  775  
       Mar. 31 By cash  C   250 
        By balance c/d    1865 14330 

 Total   15 6440 18900  Total   5 6440 18900 

April. 1 To balance b/d    1865 14330        
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Sales Account 
- - - - March 1 

March 12 
By cash 
By cash 

1315 
1500 

 

A. Hassan 
- - - - March 4 By cash 2550 

 

Hayat Khan 
- - - - March 10 By cash 

By discount 
775 
15 

 

Office Equipment Account 
March. 1 To Cash 750 - - - - 

 

Purchase Account 
March. 6 To Bank 1005 - - - - 

 

Salman 
March. 16 To Bank 

To discount 
915 
2 

- - - - 

 

Gulzar Ahmad 
March. 27 To Bank 650 - - - - 

 

Salaries Account 
March. 30 To Bank 1750 - - - - 

 

Discount Account 
March. 31 To sundries as per cash 

book 
15 March. 31 By sundries as per cash book 5 

 

2.5 Self -Assessment Questions-II 
1. Describe different kinds of cashbook? 

2. State the purpose of each column on the right-hand side and on left-hand side of 

the cashbook? 

3. How the entries in the cashbook are posted to relevant account in the ledger? 

4. Can maintenance of cashbook be dispensed with and entries of cash be made 

directly in the ledger? Discuss this proposal. 

5. Enter the following in the three column cashbook, close the cashbook and bring 

down the balance as on 5
th
 June. 

 
June. 1 Rs.3000 paid in by proprietor on commencing business, of which Rs.2000 was balanced and the 

balance was retained in the office sale. 

June. 2 An account of Rs.375 due to Qasim for goods purchased on credit was settled by a cheque, after 
deducting 7.5 % cash discount. 
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June. 3 Bought goods Rs.375/- less trade discount 7.5% and paid cash for it. 

June. 4 Cash sales Rs.400. of which Rs.300 was banked. 

June. 4 Hayat Khan who owed Rs.90. on an invoice subject to 5% cash discount settled his account by 
cheque, which was lodged into bank. 

June. 5 Paid wages by cheque Rs.250/-. 

June. 5 Purchased for cash an office safe Rs.150/-. 

June. 5 Paid in cash personal expenses of proprietor Rs.60/-. 

 

6. From the following particulars write up the cash book of Aftab Trading Co., for 

the month of October: 
Oct.l Cash in hand Rs.200/- balances overdrawn at bank Rs.400/-. 

Oct.2 Cash sales Rs.500/- banked cash Rs.200/-. 

Oct.3 Paid Habib & co., by cheque Rs.150/-. 

Oct.5 Received Abdul Rahim's cheque Rs.850/-and paid it into bank. 

Oct.6 Paid salaries in cash Rs.250/- bought goods for cash Rs.140/-. 

Oct.8 Drew from Bank for office uses Rs.160/-. 

Oct.11 Cash sales Rs.21/- paid wages in cash Rs.120/-. 

Oct.13 Received by cheque from Aftab Ahmed Rs.360/- discount Rs.10/- paid this cheque into bank. 

Oct.16 Sent a cheque to Jabbar for Rs.175/- discount Rs.5/-. 

Oct.19 Received cash from Abdul Rahim Rs.275/- discount allowed RS. 6/-. 

Oct.21 Purchased furniture for cash Rs.160/- 

.Oct.23 Drew cash from bank Rs.250/- paid for advertising in cash Rs.55/-. 

Oct.24 Received cheque from Ijaz Bashir Rs.245/- & paid it into bank. 

Oct.29 Ijaz Bashir's cheque returned by bank unpaid. 

Oct.31 Paid salaries in cash Rs.160/-. 

Oct.31 Deposited office cash into bank Rs.375/-. 

 

7. Mr. Usama started a sole proprietorship business.  As business is newly started 

business Mr. Usama is unaware of the technicalities involved in the preparation 

of the cash book. You being a student of accountancy, Mr. Usama has asked for 

your help in preparation of cash book for the newly started business. During the 

month of July 2016, following transactions were recorded;  

 Required: You are required to enter the transactions in single column cash 

Book. 

8.  

Date Accounts  Amount  

2016 
July.1st 
…..7 
….13 
….18 
….21 
….23 
….24 
….26 
….27 
….29 

 
Mr. Usama started business with cash  
Purchased goods for cash 
Paid for salary  
Sold goods for cash  
Paid for  salaries  
Received Cash from Mr. Ali  
Paid cash to Mr. Noman 
Drew cash from business for personal use 
Paid tax 
 Paid rent  

 
600,000 
300,000 
15,000 
170,000 
180,000 
150,000 
70,000 
20,000 
25,000 
14,000 
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Required:  Prepare Single Column Cash Book  

9. Mr. Zahid is engaged in a sole proprietorship business. Business is a well 

established business and has a recent trend of increase in sales. However, the 

accountant of the business has left the job last month. As the accountant left, there 

is no technically expert person with the accountancy literacy. You being a student 

of Commerce and Accountancy, Mr. Zahid has offered you the post of accountant. 

Considering that you accepted the offer you are required to prepare the double 

column cash book and the posting of transaction into the general ledgers. During 

the month of May 2017, following transactions were recorded: 

 

 Required:  Prepare Double Column Cash Book and post into ledger.  

10. Mr. Naeem & Mr. Adnan are running a partnership business. Major operations 

of the business are manufacturing and sale of heating equipments. As the 

business has seasonal demands, demands for the products are high in winters 

and significantly low in summers. In the month of January, temperature is on 

the lower side and hence the demand is at its peak. Accountant of the business is 

overburdened due to the large number of transactions. You having knowledge 

of accountancy, the accountant of business has asked for your assistance in 

maintaining of cash book and posting of transactions into the general ledgers. 

During the month of January 2017, following transactions were recorded, you 

are required to enter the transactions in double column cash Book and post into 

the ledger: 

2017 
May.1
.9 
 
.16 
19 
22 
24 
26 
28 
30 
31 
31 

 
Cash in hand.  
Received Cash from Mr. Nazkat and allowed discount Rs.500. 
Paid for salaries. 
Purchased goods for cash invoice no.22. 
Paid for advertisement. 
Goods sold for cash invoice no.23. 
Paid cash to Mr. Noman and received discount Rs.700. 
Goods taken by proprietor for personal use. 
Paid for electricity bill. 
 Purchased Machinery.  
Received a cheque from Mr.Majid.   
                                                                                                  

Amount  
1,000,000 

185,000 
 

17,500 
190,000 
17,000 

135,000 
77,300 
19,000 
25,000 

235,000 
155,000 

2017 
Jan.1  
03 
09 
12 
15 
17 
17 
23 
26 
28 

 
Cash in hand Rs. 250,000.  
Paid for salaries Rs. 25,000. 
Paid for stationary Rs. 14,000. 
Goods sold for cash Rs. 50,000 @5% cash discount invoice No. 52.  
Paid cash to Mr. Ali Rs.25, 000 and received discount Rs.500. 
Drew cash from business for personal use of owner Rs. 10,500. 
Goods sold for cash Rs.10, 000. 
Paid for Rent Rs.18, 500. 
 Purchased Furniture Rs. 28,500. 
Received a cheque from Mr. Amir and deposited into bank Rs. 20,000.   
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 Required:  Prepare Double Column Cash Book and post into ledger.  

11. Mr. Noman & Mr. Anwar are running a partnership business. Business is 

involved in the sale of sports good. The management of the business has 

recently decided to prepare three column cash book for its business for better 

recording and control of transactions. Previously it had the practice of 

maintaining single column cash book. Suppose you are the accountant of the 

business. During the month of October 2016, following transactions were 

recorded you are required to enter the transactions in three column cash Book. 

 Required:  Prepare three Column Cash Book.  

12. Mr. Furqan & Mr. Ali are running a partnership business. Business is dealing 

with the sale of stationary items on whole sale basis. Offering discounts on bulk 

sales and getting discounts of purchases is a normal practice of the industry and 

hence three column cash book is prepared by the businesses in the same 

industry. During the month of March 2017, following transactions were 

recorded you are required to enter the transactions in three column cash Book. 

 
Date  Particular  

2017  
Mar. 1 
  3. 
 5. 

 
Cash balance 1200,000 in which deposited into Bank Rs. 900,000. 
Cash purchases Rs. 40000 less 5% trade discount. 
Received cheque Rs.95, 000 for sale of old Furniture and deposited into bank same day.  

28 
29 
31 

Received Cash from Mr. Manan Rs. 29,700  and allowed discount Rs.300 
Paid for trade expense Rs. 5,000.   
Cheque Received Rs. 24,500 from Mr. Azeem in full settlement of his account Rs.25, 000.                                                                                             

Oct.2016  
2:    Cash in hand Rs. 600,000/- 
2:    Cash at Bank Rs. 212,500/- 
3:    Paid electricity bill Rs. 7,000/- 
5:    Purchased Furniture Rs. 155,000/- 
8:    Cash sales Rs. 75,500/- 
12: Received a cheque from Mr. Farooq for Rs.  144,000 in full settlement of his account Rs. 145, 000/- and 
deposited into the bank. 
15:  Payment to Mr. Furqan cash Rs.  50,000/- and a cheque for Rs. 48,500 in full settlement of his account 
100,000/- 
17:   Cash purchases Rs. 25,500/- 
20:   Electricity bill paid by Bank Rs. 15000/- 
23:   Received interest from Bank Rs. 27,000/- 
24:   Cheque received from Mr. Asghr Rs. 79,500 but full settlement of his account Rs.80, 000/- and deposited 
into Bank. 
25   Mr. Asghr  cheque was dishonored. 
25:  Cash deposited  into Bank Rs.30,000/- 
28:    Received a cheque from Mr. Ali Rs. 80,000/- but not deposited into bank. 
29:   Mr. Ali cheque‘s deposited into bank. 
29:    Paid Mr.Afzal  by a cheque Rs. 50,000/- 
30:   Cash drew from Bank for office use  Rs. 20,000/- 
31:   Cash drew from Bank for personal  use Rs. 8,500/ 
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 8. 
 
10. 
12. 
13. 
15. 
19. 
23. 
26. 
 
27. 
28. 
29. 
30. 
31. 

Cash drew from bank Rs. 19,500 and paid to salaries Rs. 9,500 and rent Rs. 10,000. 
Bank charges Rs. 1,500 
Purchased furniture paid by cheque. Rs. 27,300. 
Paid salary Rs. 18,000. 
Cash deposited into Bank Rs. 25,000. 
Goods sold to Mr. Usman on credit Rs. 27,500. 
Paid telephone charges Rs. 7000. 
Received a cheque from Mr. Usman Rs. 50,000 but full settlement of his account Rs.  49,500.  
Mr. Usman‘s cheque deposited into Bank. 
Withdrew from the bank for business use Rs. 55,000. 
Cash drew from business for his personal use. Rs. 4,000. 
Stationery purchased for cash Rs. 1,800. 
Received cash from Mr. Faqi-ul-Hussan Rs. 29,500 and discount allowed Rs. 500. 

Required:  Prepare three Column Cash Book.   

 

13. Mr. Hannan is running a sole proprietorship business. Major activities of the 

business include the sale of mobile accessories. Recently the business has 

purchased two new outlets and the quantity of the daily transactions is 

increasing. Mr. Hannan is of the view that three column cash book should be 

prepared as it give details of the discount received and offered. This may enable 

Mr. Hannan to decide discount percentages more precisely. During the month of 

May 2017, following transactions were recorded you are required to enter the 

transactions in three column cash Book. 
Date  Particular  

2017 
May.1 
3 
5 
 
 
 
 
7 
12 
15 
22 
25 
27 
28 
29 
30. 
 
31. 
31. 

 
Mr. Hannan started business with cash 1,000,000. 
Deposited with bank Rs. 500,000. 
Received three cheques  are following : 
Mr. Ali‘s cheque Rs.29, 000. 
Mr. Bakr ‘s cheque Rs.75,000 
Mr. Mahd ‘s cheque Rs.85,000 
Mr. Mahd‘s cheque Rs.65, 000 deposited into bank on same day. 
Paid to Mr. Nazia Rs. 28,000 by cheque. 
Received a cheque from Mr. Nomi Rs. 29,000  
Mr. Nomi‘s cheque deposited into bank. 
Cash drew from bank for office use Rs. 17,000. 
Cash sales Rs. 80,000 of which deposited into bank Rs. 50,000 
Bank charges as shown in pass book. Rs. 1,500. 
Cheque dishonored which was deposited on 15 May 2017. 
Paid insurances premium Rs.  40,000. 
Paid to Mr. Jahagir Rs. 19, 500 in full settlement of his account Rs. 20,000 by cheque.  
Our cheque to Mr. Jahagir was dishonored. 
Sold goods Rs. 40,000 to Mr. Zakria and received from him Rs. 5,000 in cash and balance by 
cheque which was deposited into bank. 

 Required:  Prepare three Column Cash book 
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14. Mr.Amir & Sons are running a partnership business.  During the month of June 

2017, following transactions were recorded you are required to enter the 

transactions in three column cash Book. 
Date  Particular  

2017 
Jun.1 
5. 
7 
 
9. 
 
15 
 
18 
25. 
25 
 
 
26 
27 
30 

 
Cash in hand Rs. 800,000 overdraft bank Rs. 500,000. 
Stationery purchased for cash Rs. 5,000. 
Received cash from Mr. Khezir Rs. 49,500 and allowed discount Rs.500. 
Banked cash Rs. 100,000. 
Bank collected bill receivable from debtor and deposited into business account Rs. 350,500. 
Paid for rent Rs. 25,000. 
Bank paid for notes payable Rs. 26,000 on due date. 
Mr. Akber who owed Rs. 100,000 on an invoice subject @ 2.5% cash discount.  A cheque received 
from him which was lodged into a bank.  
 Paid cash into bank Rs. 17,000. 
Purchased equipment for business use Rs. 39,000 paid by cheque. 
Purchased equipment for personal use Rs. 25,000 paid by cheque thorough business account. 

Required:  Prepare three Column Cash Book.   

15. Mr. Haider is running a sole proprietorship business. Business is dealing with 

the sale of air conditioners. Major clients of the business are private sector 

offices. Mr. Haider is himself a qualified accountant but due to heavy 

management duties he is considering the appointment of a new accountant. 

Suppose he hires you as a new accountant of the business, your first task is to 

prepare the cash book for the month of August, 2017. During the month of 

August 2017, following transactions were recorded you are required to enter the 

transactions in three column cash Book. 
Date  Particular  

2017 
Aug .1 
 
2 
 5 
 
6 
 9 
11 
 
13 
15 
23 
25 
28 
30 
31 

 
Cash in hand Rs. 900,000 and over drawn balance of Bank Rs.  600,000. 
Cash sales Rs. 200,000. 
Received a cheque from Mr. Anwar Rs. 300,000 and this cheque paid into bank on same day. 
Banked cash Rs. 80,000. 
Cash sales Rs. 1,000,000 of which Rs. 800,000 was banked. 
 Mr. Azan who owed Rs. 200,000 on an invoice subject to 2.5% discount and settled of his 
account by cheque.  
Mr. Azan‘s cheque deposited into bank. 
 Paid salaries Rs. 28,000. 
Bank informed that cheque of Mr. Azan has been dishonored.  
Paid advertising expense Rs. 5,000 by Cheque. 
Deposited cash into Bank Rs. 20,000 
Drew cash for office use Rs. 45,000. 
Paid Electricity bill Rs.5, 000 by cheque and Rent Rs, 35,000 in cash. 

Required:  Prepare three Column Cash Book.  
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3.   BANKING TRANSACTIONS 
 

3.1 Double Record of Bank Transactions 
From time to time the balance shown by the bank and cash column of the cashbook 

required to be checked. The balance shown by the cash column of the cashbook must 

agree with amount of cash in hand on that date. Thus reconciliation of cash balance is 

simple matter. If it does not agree it mean that either some cash transactions have been 

omitted from the cashbook or an amount of cash has been stolen or lost. The reason 

for the difference is ascertained and cashbook can he corrected. So far as bank balance 

is concerned its reconciliation is not so simple. The balance shown by the bank 

column of the cashbook should always agree with the balance shown by the passbook, 

because the "Bank Pass Book" is a copy of the customer's account in the bank's 

ledger. But the bank balance as per cash book and bank balance as shown by the bank 

passbook (bank statement) seldom agree. Periodically, therefore, a statement is 

prepared called "Bank Reconciliation Statement" to find out the reasons for 

disagreement between the bank passbook balance and the cash book balance, and to 

test whether the apparently conflicting balance do really agree. 

 

3.2 Causes of Disagreement 
Usually, the reasons for the disagreement are: 

1. That our banker might have allowed interest, which has not yet been entered in 

our cashbook. 

2. That our banker might have debited our account for any such item. As interest 

on overdraft, commission for collecting cheques, incidental charges etc., which 

we have not entered in the cash book. 

3. That some of the cheques which we drew and for which we credited out bank 

account prior to the date of closing, were not presented at the bank and 

therefore, not debited in the passbook (Bank statement). 

4. That some cheques or drafts which we deposited into bank for collection and for 

which we debited our bank account were not realized within the date of closing 

and therefore, not credited by the bank. 

5. That the banker might have credited our account with amount of a "Bill of 

Exchange" or any other direct payment into bank and the same may not have 

been entered in the cash book. 

6. That cheques dishonored might have been debited in the passbook but have not 

been given effect to in our books. 

 

3.3    Bank Reconciliation Statement 
To prepare the bank reconciliation statement, the following rules may be useful for the 

student: 

1. Check the cashbook receipts and payments against the bank pass book. 



223 

 

2. Items not ticked on either side of the cashbook will represent those, which have 

not yet passed through the passbook. Make a list of these items. 

3. Items not ticked on either side of the passbook will represent those, which have 

not yet passed through the cashbook. Make a list of these items. 

4. Adjust the cashbook by recording therein those items which do not appear in it 

but which are found in the pass book, thus computing the    correct balance of 

the cash book. There are two methods of preparing a reconciliation statement. 

 

3.4 First Method (starting with the cashbook balance) 
a. If the cash book balance is a debit balance, deduct from it all cheques, etc., paid 

into the bank but not collected and credited by the bank and add all cheques 

drawn on the bank but not yet presented for payment. The balance will agree 

passbook balance. 

b. If the bank balance of cash book is a credit balance (overdraft), add to it all 

cheques, draft, etc., paid into the bank but not collected by the bank and deduct 

from it all cheques drawn on the bank but not yet presented for payment. The 

new balance will then agree with the balance of the passbook. 
 

3.5 Second Method (starting with the pass book balance) 
a. If the pass book balance is a debit balance, (an overdraft) deduct from it all 

cheques, drafts, etc., paid into the bank but not collected and credited by the 

bank and add to it all cheques drawn on the bank but not yet presented for 

payment. The new balance will agree with the balance of cashbook. 

b. If the pass book balance is a credit balance (in favor of the depositor) add to it 

all cheques, drafts, etc., paid into the bank but not collected and credited by the 

bank and deduct from it all cheques drawn on the bank but not yet presented for 

payment. The new balance will agree with the balance of the cashbook. 
 

Bank reconciliation rules  
The rule for recording transaction in the cash book and in the pass book (bank 

statement) is as follows: 
Particular  Cash book  Pass book  

Favorable balance /surplus balance  
 

Dr. 
 

Cr. 

Un-favorable balance / Deficit /overdraft 
balance  
 

Cr. Dr. 

 Double book 
 (adjusted balance)  

Single book  
(pass book 
/cashbook) 

Cash book  
(depositor’s book) 

Pass book 
(bank’ s book) 

 

Un-presented cheque  Dr. Dr. 

Un-credited cheque   Cr. Cr. 

Cheque directly deposited into bank by 
customer  

Dr.  Dr. 
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 Bank charges  

 Interest debited by bank/ 
overdraft 

 Commission charged 

 Misc. expenses directly paid by 
bank  

 

Cr 
Cr 
 
Cr 
Cr 
 

 Cr 
Cr 
 
Cr 
Cr 
 

Dishonored cheque   Cr   Cr  

 Interest credited by bank  

 Dividend collected by bank  

 Notes receivable collected by 
bank 

Dr 
Dr 
Dr 

 Dr 
Dr 
Dr 

When we deposited cash  into bank  
                                                    Dr. Bank A/c 
                                                                             Cr. Cash A/c 

 

In order to prepare the Bank Reconciliation statement the following methods are 

used: 

First method (starting with the cash book balance) 

Second method (starting with pass book balance) 

Adjusted balance method (double book/ cash book and pass book) 

 

Example-12 

Mr. Asfer is running a sole proprietorship business.  The business is newly established 

and Mr. Asfer hired an accountant for keeping the cash book updated.  During the 

month of March 2017, he opened a current account with Habib Bank Ltd. Suppose 

you are the accountant of Mr. Asfer’s business, prepare the cash book for the month of 

March, 2016. You are also required to suggest the entries into the pass book. Detail of 

the transactions during March, 2016 are given as follows: 

 2016  

March 1.  Mr. Asfer opened the account with Habib Bank Ltd. for Rs. 2,000,000. 

March 5. A cheque received from Furqan Rs.40, 000 and deposited into bank same 

day. 

March 11. Purchased furniture Rs. 50,000 paid by cheque. 

March 16. Cash drew from bank for office use Rs. 15,000. 

March 19. Paid rent by cheque Rs. 25,000. 

March 23. Misc. expense debited by bank Rs. 30,000 

March 25. Purchased goods from Mr. Ali amounting to Rs. 85,000 and the payment 

was made through a cheque. 

March 29. Interest received from bank Rs. 25,000. 

 

Required:  Prepare cash book (only bank column) and pass book. 
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Solution  

Mr. Asfer 

Cash Book (only bank column) 

For the month of March, 2016 
Dr.          Cr.  

Date Particular V.N L.F Bank 
Rs. 

Date Particular V.N L.F Bank  
Rs. 

2016  
Mar 1 
     5. 
29. 
 
 
 
 
 
2016  
Apr1   

 
Cash a/c 
Furqan a/c 
Interest a/c 
 
 
 
 
 
 
Balance b/d 

 
 
25 

 
C 
9 
5 

 
2,000,000 

40, 000 
25,000 

 
11. 
16. 
19. 
23. 
25. 
2016 
Mar.31 

 
Furniture a/c 
Cash a/c 
Rent a/c 
Misc. expense 
Mr. Ali 
 
Balance c/d 

 
15 
18 
56 
85 
90 

 
6 
C 
3 
4 
1 
 

 
50,000 
15,000 
25,000 
30,000 
85,000 

 
1,860,000 

2,065,000 2,065,000 

 
1,860,000 

 

 

Note: Cash Book is showing the bank column and the entries related to the bank only. 

 

Pass book (record of Mr. Asfer A/c in bank’s ledger) 
Date  Particular  Dr 

(Withdrawal) Rs. 
Cr  
(Deposits) 
Rs.  

Dr / Cr 
 
Rs. 

Balance 
 
Rs.  

2016  
Mar 1. 
5. 
11. 
16. 
19. 
23. 
25. 
29. 

 
Cash  
Furqan a/c 
Furniture a/c 
Cash a/c 
Rent a/c 
Misc. expense 
Mr. Ali 
Interest a/c 

 
 
 
50,000 
15,000 
25,000 
30,000 
85,000 
 

 
2,000,000 
40, 000 
 
 
 
 
 
25,000 

 
Cr  
Cr 
Cr  
Cr  
Cr  
Cr  
Cr  
Cr  

 
2,000,000 
2,040,000 
1,990,000 
1,975,000 
1,950,000 
1,920,000 
1,835,000 
1,860,000 

 Balance    as Per Pass Book                Cr. Rs.1,860,000 

 

Note: It is observed that Cash Book and the Pass Book are showing similar balances. 

However, usually both balances do not equate due to the timing differences and the 

errors. 

 

Bank reconciliation statement 

If there is any difference between the balance of cash book and that of pass book, the 

depositor prepares a statement to explain the causes of differences and to reconcile the 

balances.  This statement of explanation is called “bank reconciliation statement”.  
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Example-13 

Mr. Noman is a renowned book dealer. He has a great business history and he enjoys 

a very good reputation in the market. Given as follows is the extract of Mr. Noman’s 

cash book and pass book. You being an accountancy student Mr. Noman need your 

expertise to prepare bank reconciliation statement for the month of December, 2016 

from the available information. 

 

Mr. Noman 

Cash Book (only bank column) 

For the month of December, 2016 
Dr.        Cr.  

Date Particular Bank 
Rs. 

Date Particular Bank  
Rs. 

2016  

Dec.1 

5. 
8. 
25. 
 
 
 
 

 
Balance b/d 
Mr. Naeem 
Mr. Anwar   
Nazakat a/c 
 
 
 
 
 
 

 
7,00,000 
55,000 
85,000 
2,00,000 

2016  
 Dec.  
7. 
18. 
23. 
30. 
 
2016 
Dec.31 

 
 
Akber a/c 
Mr. Amir sh  
Mr. Jahangir  
Mr. Asad  
 
 
Balance c/d 

 
 
75,000 
1,20,000 
44,000 
62,500 
 
 
7,38,500 

10,40,000 10,40,000 

  

    

Pass book (record of Mr. Noman A/c in bank’s ledger) 

For the month of December, 2016 
Dr.          Cr.  

Date Particular Amount  
Rs. 

Date Particular Amount  
Rs. 

2016  
Dec.  
7. 
8. 
15. 
23. 
26 
 
 

 
 
Akber a/c 
Insure. paid (directly)  
Bank charges a/c 
Mr. Jahangir  a/c 
Misc.exp  (directly)  
 
Balance c/d 
 

 
 

75,000 
50,000 
5,000 

44,000 
52,000 

 
754,000 

2016  
 Dec.1 
5. 
19. 
25. 
30. 
 
 
 
 

 
Balance b/d 
Mr. Naeem 
Interest in deposit  
Nazakat a/c 
Divd.collected 
directly 
 
 
 
 

 
7,00,000 

55,000 
12,000 

2,00,000 
13,000 

 

980,000 980,000 

  

 

Required: Prepare Bank Reconciliation Statement 
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How to prepare bank reconciliation? 

 Compare the both books and note all the transactions of disagreement. 

 Modify all the items in the cash book in the standard method, which not 

recorded in it due to lack of information about bank a/c’s record. However, if there is 

a mistake at the bank’s end there is no need to rectify it. It will only be identified in 

reconciliation statement and will send to bank for correction. 

 Reconcile the other transactions in a logical statement, starting with on balance 

and finishing with the other.  

 

The Bank Reconciliation Statement will be arranged in the following way. 

 

1
st
 step:  Revised cash book is prepared. 

 

Solution  

Mr. Noman 

Cash Book (Revised cash book) 

For the month of December, 2016 

Dr.          Cr.  
Date Particular Bank 

Rs. 
Date Particular Bank  

Rs. 

2016  
 Dec1. 
5. 
8. 
19. 
25. 
30. 
 
 
 
 
 
2017 
Jan.1 

 
Balance b/d 
Mr. Naeem 
Mr. Anwar   
Interest in deposit  
Nazakat a/c 
Dividend collected 
directly 
 
 
 
 
 
Balance b/d 

 
7,00,000 
55,000 
85,000 
12,000 
2,00,000 
 
13,000 

2016  
Dec.7 
8. 
15. 
18. 
23. 
26. 
30. 
 
2016 
Dec.31 

 
Akber a/c 
Insurance paid (directly)  
Bank charges a/c 
Mr. Amir sh.  
Mr. Jahangir  
Misc.exp  (directly)  
Mr. Asad  
 
 
Balance c/d 

 
75,000 
50,000 
5,000 
1,20,000 
44,000 
52,000 
62,500 
 
 
656,500 

10,65,000 10,65,000 

656,500  
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Mr. Noman 

Bank Reconciliation Statement 

As on 31
st
 December 2016 

 
Sr. 
No  

Particular              Cash Book  

Dr  / Cr 
Rs. 

Balance  
Rs.  

 
 
 
 
 
 
 

Balance as cash book (Dr) 
Add: 
Un – presented cheque. (Mr. Amir’s cheque-w-2 ) 
 
Mr. Asad’s cheque was not presented for payment.(w-3) 
 
Less : 
Un-credited cheque (Mr. Anwar’s cheque -w-1) 
 
Balance as pass  book (Cr.) favorable 

 
 

1, 20,000 (dr) 
 
   

62, 500 

 656,500 (Dr.) 
 
 
 

+1,82,500 

 
 

85,000     (Cr) 
 

 839,000 (Dr.) 
 

-85,000 

 754,000 

 

Note: W for working  

Working -1 

1. Cheque received from Mr. Anwar Rs. 85,000 on 08 December and deposited 

into bank a/c but credited by the bank in January 2017.  As it is a timing 

difference, it will only be stated in the bank reconciliation statement and no 

adjustment is required. 

Working -2 

2. Cheque issued to Mr. Amir for Rs. 1, 20,000 in 18 December, 2016 but not 

presented into the bank for payment in December, 2016. It was not recorded 

into cash book due to this reason show the discrepancy in balance of pass book 

and cash book. 

Working -3 

3. Purchased goods from Mr. Asad for Rs.62, 500 on 30 December, 2016 paid by 

cheque but it cheque were not presented into the bank for payment in 

December, 2016. It was not recorded into cash book due to this reason show the 

discrepancy in balance of pass book and cash book 

 

Example-14 

On 31st December the balance of cash at bank as shown by the cashbook of a trader 

was Rs.1401/- and the balance as shown by the pass book was Rs.2253/. On checking 

the pass book with the cash book it was found that cheques for Rs.116/- paid in on the 

31
st
  December was not credited until the 1

st
 January and the following cheques drawn 

prior to 31
st
 December were not presented at the bank for payment until the 5

th
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January; Rashid & Sons Rs.29/-Bashir & Co., Rs.801/-. M. A. Jaleel Rs.6/-; Khalid 

Bros., Rs.132/-. 

Prepare a statement reconciling the two balances. 

 

Solution:  
Bank reconciliation statement on 31

st
 December 

First Method 
Balance as per cashbook (Dr.) 
Less: cheque paid in but not collected 
Add: cheque drawn but not presented:  
Rashid & Sons. 
Bashir & Company 
M.A. Jalil 
Khalid Brothers 
Balance as per pass books Cr. 

 
 
 
29 
801 
6 
132 

1401 
116 
1285 
 
 
 
968 
2253 

 

Second Method 
Balance as per pass books (Cr.) 
Less: cheque drawn but not presented 
 
Add: cheques paid in but not collected 
Balance as per cash books 

 2253 
968 
1285 
116 
1401 

 

Example-15  

Mr. Naeem is running a motor car showroom. He is the only owner of the business. 

Recently the accountant working at Mr. Naeem’s office has left the job and Mr. 

Naeem himself lacks expertise to reconcile the cash book and the pass book. You 

being an accounting student, Mr Naeem asked you to prepare a Bank reconciliation 

statement of Mr.  Naeem as on 31
st
 March 2017 from the following has given 

information:   

1. Balance as per Cash Book (favorable) Rs.  500,000. 

2. Cheque deposited but not credited by bank until 31
st
 March 2017 Rs. 120,000. 

3. Cheque issued to creditor but was not presented into bank for payment until 31
st
 

March, 2017 Rs. 110,000 

4. Bank charges debited by bank Rs. 1,500. 

5. Credited by the bank as dividend of Rs. 20,000 but not entered into the cash book. 

6. Insurances premium was directly paid by the bank for Rs. 50,000 which is not 

recorded in the cash book. 

7. A cheque for Rs. 56,000 deposited into the bank has been dishonored, but no 

entry is made in cash book. 

 

Required:  Prepare the bank reconciliation statement as on 31
st
 March 2017 in the 

following two methods.  

1. Starting with the cash book balance 

2. Starting with pass book balanc 
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Solution  

1. Starting with the cash book balance 

 

Mr.  Naeem 

Bank Reconciliation Statement 

As on 31
st
 March 2017 

Sr. 
No  

Particular        Cash Book  

Dr 
Rs. 

Cr 
Rs. 

1. 
2. 
3. 
4. 
5. 
6. 
 
7. 

Balance as cash book (favorable) 
Un-credited cheque 
Un -presented cheque   
Bank charges debited by the bank 
Dividend credited by the bank. 
Insurances premium paid by bank but not entered into cash book.  
Dishonored cheque  
 
Balance as pass  book (Cr.) favorable  

500,000 
 

110,000 
 

20,000 
 

 
120,000 

 
1,500 

 
50,000 

 
56,000 

 
402,500 

630,000 630,000 

 

Important tips for balance: 

The procedure of balancing this statement is as under:- 

 First all the entries related to Dr Items entered into Dr Column / side and related 

to Cr Items put into Cr side. 

 Add up both the Dr Side and Cr side. 

 Find out the difference. 

 The difference so placed is “Balance”.   If Dr Side is greater as compare to Cr 

side then the balance will be written on the credit side or Cr items greater as 

compare to Dr Side then balance will be written on the Dr side.  

For example  

Like this question cash book shows the favorable balance (Dr) and after some 

transactions add up both sides, Dr Side is greater as compare to Cr side then placed 

the figure Rs.630, 000 on both side the difference Rs. 402,500 put on the Cr side or 

smallest side.  

 

Note: a cheque received, deposited and returned dishonored is adjusted in the 

same way uncollected / un-credited cheque.   

 

(2) Starting with pass book balance. 
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Mr.  Naeem 

Bank Reconciliation Statement 

As on 31
st
 March 2017 

Sr. No  Particular  Cash Book  

Dr  
Rs. 

Cr 
Rs. 

1. 
2. 
3. 
4. 
5. 
6. 
7. 

Balance as pass  book (Cr.) Favorable 
Un-credited cheque  
Un -presented cheque   
Bank charges debited by the bank  
Dividend credited by the  bank  
Insurances premium paid by bank  
Dishonored cheque  
Balance as cash book (Dr. ) Favorable 

 
 
110,000 
 
 
20,000 
 
 
500,000 

402,500 
120,000 
 
1,500 
 
50,000 
56,000 
 
 

630,000 630,000 

                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                

Solution (example-15 - with another method) 

 

Mr.  Naeem 

Bank Reconciliation Statement 

As on 31
st
 March 2017 

 
Sr. No  Particular              Cash Book  

Dr 
Rs. 

Cr 
Rs. 

Running Balance  
Rs. 

1. 
2. 
3. 
4. 
 
5. 
6. 
 
 
7. 

Balance as cash book (Dr) 
-Un-credited cheque 
-Un -presented cheque   
-Bank charges debited by the bank 
-Dividend credited by the bank. 
-Insurances premium paid by bank but not 
entered into cash book.  
-Dishonored cheque  
Balance as pass  book (Cr.) favorable  

500,000 
 

110,000 
 

20,000 
 
 

 
 

120,000 
 

1,500 
 

50,000 
56,000 

 

500,000 
380,000 
490,000 
488,500 
508,500 

 
458,500 
402,500 

 

 
402,500 

 

OR 
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Mr.  Naeem 

Bank Reconciliation Statement 

As on 31
st
 March 2017 

Sr. No  Particular  Cash Book 

Dr  / Cr 
Rs. 

Balance  
Rs.  

 
 

 
Balance as cash book (Dr) 
 
Add: 
-Un -presented cheque   
-Dividend credited by the bank. 
 
Less : 
-Un-credited cheque 
-Insurances premium paid by bank but not entered into cash book.  
-Dishonored cheque  
-Bank charges debited by the bank 
 
 
Balance as pass  book (Cr.) favorable 

 
 

Dr. 
110,000 
20,000 

 

Dr. 
500,000 

 
 
 

+130,000 

 
Cr. 

120,000 
 

50,000 
56,000 
1,500 

 

630,000 
 
 
 
 
 
 

-227,500 

 402,500 

 

Example-16 

Mr. Ali run is a trader of household items. In recent years, as his business grew up, he 

is facing problems in managing the accounts of his business. Due to large number of 

transactions now and complicated nature of them, he is finding it difficult to identify 

the difference in the cash book and the pass book. Paragraph given below is showing 

the transactions in the month of August pertaining to the business of Mr. Ali.  On 31
st
 

August, 2016 the bank statement of Mr. Ali showed the credit balance of Rs. 515,500.  

Cheques for Rs. 123,000 deposited into the bank in August 2016 out of which  a 

cheque of Rs. 53,000 was  not credited in August, 2016.  Cheques amounting to Rs. 

75,000 were issued, but only one cheque for Rs. 50,000 was presented for payment 

into the bank in August 2016. Electricity bill Rs.5, 600 was directly paid by the Bank 

but was not recorded in the cash book.  A cheque of Rs. 15,000 for stationary but was 

recorded as Rs. 14,000 in cash book. Bank collected notes receivable from Miss. 

Hareem Rs. 50,000 and collection charges Rs.700 debited by bank. 

Required:  You being an accounting professional, Mr. Ali asked to prepare bank 

reconciliation statement as on August 31, 2016  
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Solution 

Mr.  Ali 

Bank Reconciliation Statement 

As on August 31, 2016 

 

As on 31
st
  

Working -1 

 cheques issued for Rs. 75,000 for payment out of which cheque was presented 

for Rs. 50,000 in August 2016. 

  Total cheques amount  =Rs. 75,000 

 Less: Presented cheque into bank  =Rs. 50,000 

  Un-presented cheque   = Rs. 25,000 

 

Working -2 

Cheque issued for stationary expense for Rs. 15,000 but recorded into cash book Rs. 

14,000. 

   

Total cheque amount  = Rs. 15,000 

Recorded into cash book  = Rs. 14,000 

Under cost amount   = Rs. 1,000 

 

Like this general journal entry: 

 
Particular  Dr  

Rs. 
Cr  
Rs. 

Stationary expenses 
                Bank a/c  

15,000  
14,000 

Balance  15,000 14,000 

 

Sr. No  Particular  Cash Book 

Detail (Dr  / Cr)  
Rs. 

Balance  
Rs.  

 
 
 
 
 
 
 
 
 
 
 

Balance as pass  book (Cr.) favorable 
Add: 
Un-credited cheque  
Electricity bill paid by bank  
Under cost (15,000-14,000) (w-2) 
Collection charges 
 
Less : 
Un-presented cheque (w-1) 
Notes receivable  
 
Balance as cash book (Dr) 

Cr. 
 
53,000 
5, 600 
1,000 
700 

515,500 (Cr) 
 
 
 
 
+ 60,300   

 
 
25,000 
50,000 

575,800 
 
 
-75,000 

                     
                    500,800 



234 

 

Note: Cr side balance for Rs. 1,000 is under cost so added into Cr balance Rs. 1,000. 

 

Example-17 
On- 31

st
 March the passbook showed the credit balance of Rs.10500/- cheques 

amounting to Rs.2750/- were deposited in the bank but only cheques of Rs.750/- had 

not been cleared up to 31
st
 March. Cheques amounting to Rs.3500/- were issued, but 

cheques for Rs.l200/-had not been presented for payment in the bank up to 31
st
 March. 

Bank had given the debit ofRs.35/- for sundry charges and also bank had received 

directly from customers Rs.800/-and dividend of Rs.130/- up to 31
st
 March. Find out 

the balance as per cashbook. 

 

Solution:  
Bank reconciliation statement as on 31st March. 

 
Account Rs. 

Balance as per pass book (Cr.) 
Add cheques deposited but not credited 
 
Less cheques issued but not presented 
 
Add bank charges made by the bank 
 
Less omission in cash book (Rs.800 + 130) 
Balance as per cash book 

10500 
750 

11250 
1200 

10050 
35 

10085 
930 

9155 

 

Note: 

1. Charges made by the bank Rs.35 have not been recorded in the cashbook; 

therefore, the balance in cashbook is more. Add to passbook balance also. 

2. Dividend and amount from clients received by the bank have not been recorded 

in the cashbook. Therefore, in the cash book there is no entry of Rs.930 (800 + 

130). Deduct from the passbook balance to adjust it according to cashbook 

balance. 

 

Example-18 

From the following particulars prepare a Bank Reconciliation Statement as on 31
st
 

December. 

 
Balance as per cash book 
Cheques issued but not presented for payment 
Cheques deposited but not cleared up to 31 st December 
Bankers  had  wrongly  debited  the   firm's  account  with Rs.225/- which was not rectified until 
31st December 

5877 
2013 
1419 
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Solution:  
Bank reconciliation statement as on 31

st
 December. 

 
Balance as per cash book (Dr.) 
Less: Cheques deposited but not cleared. 
 
Add: all cheques issued but not presented for payment. 
 
Less amount wrongly debited by Bank 
Balance as per pass book (Cr.) 

5877 
1419 
4458 
2013 
6471 
225 

6246 

 

Note: 

A wrong debit of Rs.225 has reduced the balance as per passbook. Deduct it from the 

cash balance because there is less amount as per passbook. 

 

Example-19 
On 25th June 1 had an overdraft of Rs.7915/- as shown by my cash book columns. 

Cheques amounting to Rs.1000/- had been paid in by me on 24th June, but of this only 

Rs.750/- were credited in the passbook. 1 had also issued cheques amounting to 

Rs.2500/- of which Rs.2000/- worth only seem to have been presented. There is a 

debit in my passbook of Rs.75 - for interest. I also find that cheques for Rs.60/-, which 

I had debited to Bank Account in my books, have been omitted to be banked. An entry 

of Rs.300/- of a payment by a customer direct into the bank appears in the passbook. 

Prepare a reconciliation statement. 

 

Solution   Cashbook 
June 25 To customers a/c 

To balance a/d 
300 

7690 
7990 

June, 25 By balance b/c 
By interest a/c 

7915 
75 

7990 

 

 Bank reconciliation statement as on 25
th
 June. 

 
Balance as per cash book (overdraw) 
 
Add cheques paid in but not credited 
Ad cheques omitted to be banked 
 
Less cheques issued but not presented 
Balance as per pass (Dr.) book 

 
 

250 
60 

7690 
 
 

310 
8000 
500 

7500 

 

Example-20 
Mr. Naeem has a trading business of computer accessories. The business has been 

successfully run from last 10 years and is considered as one of the leading trading 

store of the city. Recently, due to the increase in volume of the transactions, Mr. 

Naeem is unable to identify the difference in the balances of Cash book and the pass 

book. Details of the transactions are given in the preceding paragraph. 
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On 31
st
 March, 2017 the pass book showed a credited balance of Rs. 500,000 and as 

per cash book is Rs. 408,750 of Mr. Naeem Trader. These are following discrepancy 

items between pass book and cash book:- 

1. Cheque for Rs. 100,000 was paid in 5 October, 2017, but out of which Rs. 

80,000 credited by the bank on 25 March, 2017 and remaining balance on 5 

April, 2017. 

2. Interest on investments collected by bank Rs. 1,750. 

3. Bank charges for the above period also debited in the pass book of Rs. 500 

4. Cheque for Rs.85, 000 were issued to creditor but not presented into bank for 

payment till 31
st
 March, 2017. 

5. On 29 March, 2017 a cheque of Rs. 25,000 received was deposited into the 

bank but was omitted to the entered into cash book.   

 

Required:  Prepare bank reconciliation statement under double balance method  

 

Solution  

Mr.  Naeem 

Bank Reconciliation Statement 

As on 31
st
 March 2017 

Sr. 
No  

Particular  Cash Book       Pass  Book  

Dr/ Cr  
Rs 

Dr/ Cr 
 

 
Rs. 

 
 

 
Balance  
-Un-credited cheque (w-1) 
-Interest on investments collected by bank 
-Bank charges 
-Un- presented cheque  
-Cheque omitted from recording  
 

 
Dr  
 
Dr 
Cr 
 
Dr    
 

 
408,750 

 
1,750 

500 
 

25,000 
 

 
Cr  
Cr  
 
 
Dr  
 

 
500,000 
20,000 

 
 

85,000 

 435,000  435,000 

 

Working -1 

Total cheque Rs. 100,000 deposited into bank in 5 March. 

Credited cheque Rs. 80,000 by bank on 25 March, 2017 

Credited cheque remaining balance Rs. Rs.20, 000 (Rs.100, 000- Rs. 80,000 = Rs.20, 

000) on 5 April, 2017. 

Its cheque credited by bank to next month not in march, 2017 so this cheque is un-

credited cheque Rs. 20,000. 

 

 

 



237 

 

Example-21 

Mr. Nadeem had an overdraft facility in one of the leading bank. Overdraft facility is 

used to meet the operational requirement of the business and the same is settled on the 

receipt of the payments from the debtors.  

On 31
st
 October, 2016 the pass book showed a balance of Rs. 480,000 

(unfavorable/Dr) and as per cash book is Rs. 592,000 (unfavorable/Cr). These are 

following discrepancy items between pass book and cash book:- 

a. Cheque deposited into bank but not yet credited by bank Rs.155, 200. 

b. Cheque paid to creditor but not yet presented into bank for payment Rs. 

256,000. 

c. Insurance premium directly paid by bank Rs. 4,800 

d. Bank collected notes receivable from Miss. Hira Rs. 16,000 but not entered into 

cash book. 

Required:  Prepare bank reconciliation statement under double balance method. 

Solution  

 

Mr.  Nadeem 

Bank Reconciliation Statement 

As on 31
st
 October, 2017 

 
Sr. 
No  

Particular  Cash Book       Pass  Book  

Dr 
Rs. 

Cr 
Rs. 

Dr 
Rs. 

Cr 
Rs. 

 
 

Balance  
-Un – credited Cheque  
-Un- presented Cheque  
-Insurance premium directly paid by bank 
-Bank collected notes receivable 
 
Adjusted Balance 

 
 
 
 
 
 

16,000 
 

580,800 

592,000 
 
 
 

4,800 

480,000 
 

256,000 

 
155, 200 

 
 
 
 
 
 

580,800 

596800 596800 736000 736000 

 

Exaple-22 

The following facts relate to the business of X, a client of yours who requires you to 

reconcile his bank passbook balance with his cash book balance: 

 
Balance as per passbook (in favour) Cr.  
Balance as per cash book (overdrawn) Cr.  
Un-presented cheques  
Un-credited cheques 

600 
800 
1440  
260 
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In addition you ascertain the following: 

1.      A cheque for Rs.200/- paid to M. Jamil has been entered in error in the cash 

column. 

2. Bank commission of Rs.80/- has not been entered in the cashbook. 

3. The debit side of the cashbook (Book Column) has been under-cast by Rs.500/- 

 

Solution:   Cashbook 
 Rs.  Rs. 

To adjustment of under casting 
To balance c/d 

500 
580 
 
 

By balance B/F 
By cheques issued entered wrongly 
in cash column 
By commission 

800 
 
200 
80 

1080 1080 

 

Bank reconciliation statement as on: 
Balance as per cash book (Cr.) 
Add un-credited cheques 
 
Less un-presented cheques 
Balance as per pass book (Cr.) 

280 
260 
840 

1440 
600 

 

Example-23 

From the following particulars, ascertain the bank balance as would appear in the 

passbook of trader as at 31
st
 December 1996: 

1. The bank overdraft as per cash book on 31 ' December was Rs.6000/-. 

2. Interest on overdraft for six months-ending 31
st
 December Rs.200 is debited in 

the passbook. 

3. Bank   charges   for the above period also debited in the passbook amounting to 

Rs.50/-. 

4. Cheques issued but not chased, prior on 31
st
 December amounting to Rs.1500/- 

5. Cheques paid into bank, but not cleared and credited before 31
st
 December for 

Rs.2500/-. 

6. Interest on investments collected by the bankers and credited in the passbook 

amounting to Rs.1800/-. 

 

Solution:   Cashbook 
  Rs.   Rs. 

Dec. 31 To interest a/c 
To balance c/d 

1800 
4450 

 

Dec. 31 By balance b/d 
By interest a/c 
By bank charges a/c 

6000 
200 

50 

6250 6250 
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Bank reconciliation statement as on 31
st
 December 1996 

Balance as per cashbook (Cr.) 
Add cheques paid in but not credited 
 
Less cheques issued but not presented 
Balance as per pass book (overdraft) 

4450 
2500 
6950 
1500 
5450 

 

Example-24 

From the following extracts of cashbook and bank passbook, prepare a bank 

reconciliation statement as on 31
st
 December: 

 

Cash Book 
Date Particular Amount Date Particular Amount 

Mar. 1 
Mar. 4 
Mar. 8 
Mar. 12 
Mar. 16 
Mar.26 
Mar.30 
 
 

To balance b/d 
To Ismail 
To Jalil & Co. 
To fair deal store 
To Rustam 
To Zelin & Co. 
To Adam Jee 
 

13743 
1545 
3562 
2630 
4496 
1960 
1200 

 
 

Mar. 1 
Mar. 6 
Mar. 9 
Mar. 12 
Mar. 19 
Mar.24 
Mar.30 
Mar. 30 
 
 

By rent 
By Wali & Co. 
By cash 
By drawings 
By Smith & Co. 
By Masood 
By Zaheer 
By M. Iqbal 
By balance c/d 

120 
500 

3000 
2500 
4200 
1250 
2400 
2560 

12606 

29136 29136 

 

Pass Book 
Date 
 

Particular 
 

Amount 
 

Date 
 

Particular 
 

Amount 
 

April 2 
April 5 
April 7 
April 11 April 
12 
April 17 
April 21 
April 21 
 

To salaries 
To salaries 
To self 
To smith & Co 
To wages 
To Wali & Co. 
To Zaheer 
To rent 

400 
1200 
250 

4200 
170 
500 

2500 
100 

 

April 1 
April 6 
April 7 
April 10 
April 14 
April 18 
April 24 
April 28 
April 30 

By balance b/d 
By cash 
By Jalil & Co. 
By wages 
By cash 
By fair deal stores 
By Ibrahim & Co. 
By Adam Jee 
By cash 

12314 
1500 
3562 
118 

1500 
2630 
1570 
1200 
950 
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Solution: 

Bank Reconciliation Statement as on 31
st
 march 

Balance as per cashbook (Dr.) 
Add cheques issued but not presented for payment: 
         Wali & Company 
         Smith & Company 
         Zaheer 
 
Less cheques sent to bank for collection but not cleared: 
          Jalil & Company 
          Fair deal store 
          Adam Jee 
 
Balance as per pass book 

 
 
500 
4200 
2400 
 
 
 
3562 
2630 
1200 

12606 
 
 
 
7100 

19706 
 
 
 
 
7392 

12314 

 

3.6 Self-Assessment Questions–III 
1. Why bank balances as per cashbook and as per passbook do not agree on any 

particular date? Give some reasons for such disagreement. 

2. Enumerate the causes of disagreement between bank passbook and bank 

account in the ledger. How could you reconcile them? 

3. What is a bank reconciliation statement and how is it prepared? 

4. What is a bank reconciliation statement and why proprietor of a firms is 

interested in its regular preparation? 

5. What do you understand by a "Three Column Cash Book"? Give a suitable 

ruling for such a cashbook. 

6. Under what circumstances would the cashbook is ruled with cash, discount and 

bank column in either sides? How will you post this three-column cashbook to 

the Ledger? 

7. In each of the following cases indicate the alternative which you consider to be 

correct. Give reasons. 

 a. The balance on the debit side of the bank column in cashbook indicates: 

  i. The total amount withdrawn from the bank. 

  ii. The total amount deposited in the bank. 

  iii. Cash at bank.  

 b.      The balance of the cash column is always: 

  i. Debit  ii. Credit 

 c. Discount columns of the cashbook are totaled where as bank and cash 

columns are ‘Balanced’ because: 

  i.  Discount columns represent rough work. 

  ii. Discount columns are in the nature of memorandum accounts. 

 d. The balance of petty cash book is: 

  i. A liability  ii. An expense 

  iii. A gain   iv. An asset 
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 e. The petty cash book is used for recording: 

  i. Petty cash payments 

  ii. Petty cash receipts from customers 

  iii. All cash payments 

 f. The cash book in book-keeping records: 

  i. All receipts and payments in cash. 

  ii. All cash and credit sale of goods. 

  iii. All credit and cash purchase of goods. 

 g.  Cash discount is provided on: 

  i. Prompt payment 

  ii. Sale 

iii. Purchases 

8. State whether the following statements are true or false: 

 a. Bank account is a real account, 

 b. Cash account is a real account.  

 c. Discount account is a personal account, 

 d. Cashbook is both a ledger account and subsidiary book, 

 e. A contra entry is one, which does not require posting to the ledger.  

 f. A contra entry appears on both sides of cashbook. 

9. Tick () the correct answer: 

 a. Cash account will show. 

  i. Debit or credit balance. 

  ii. Credit balance, 

  iii. Debit balance. 

 b. Cashbook is: 

  i. Subsidiary journal.  

  ii. Ledger account. 

  iii. Subsidiary journal and ledger account. 

 c. Columnar cash book records. 

  i. All cash transactions only. 

  ii. Both cash and bank transactions except discount. 

  iii. All cash transactions excepting cash purchases and cash sales. 

 d. A customer’s cheques returned dishonored is recorded in: 

 i. Returns inwards book. 

 ii. Bills receivable book. 

10. Prepare a bank reconciliation statement as on 31
st
 December from the following 

particulars: 
Balance as per cash book 
Cheques deposited but not credited by bank 
Cheques issued but not presented for payment 
Dividend collected by bank directly on 19.12.96 but not recorded in cash book 
Interest allowed but not recorded in cash book 
Bank charges debited but not recorded in cash book 

25000 
1000 

15000 
 

100 
200 

20 
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11. From the following particulars prepare a bank reconciliation statement as at 31
st
 

December: 

 Balance as per pass book     Rs. 6246/- 

 a.      Cheques issued but not presented: 

  - R & company     459.00 

  - S & sons     596.00 

  - B & brothers     95.00 

b.      Cheques deposited but nor cleared until after close of the year: 

  - J & Company     506 

  - H & Brothers     913 

 c. The banker had wrongly debited the account with Rs.225 and the error 

was rectified by them on 4th January next year. 

12. At the time of balancing (December 31) your bank account has been written up 

and balanced, showing a credit balance of Rs.500/-but cheques passed for 

payment before that date, amount to Rs.250/- have not been cleared. On 

December 31 you had also received a cheque for Rs.20 from a customer in 

settlement of his account, and although you had dealt with that amount through 

your office cashbook, you had omitted to pay the same into your bank account. 

Draw up a "Reconciliation Statement". 

13. The following facts relate to the business of X. a client of yours who 

requires you to reconcile his bank pass book balance with his cash book 

balance: 

 Balance as per cash book (overdrawn)  80 

 Un-presented cheques     144 

 Un-credited cheques     26 

 In addition you ascertain the following:  

 a. A cheques for Rs.20 paid to Minhaj has been entered in error in cash 

column. 

 b. Bank commission of Rs.8 has not been entered in the cashbook.  

 c. The debit side of the cashbook (bank column) has been under-cast Rs.50. 

14. The cashbook of a trader showed a balance of Rs.1580/- at the bank. 

 This did not agree with the passbook. From the following particulars 

ascertain the balance as per passbook: 

 a. Cheques paid in but not yet credited by bank Rs.430/-.  

 b. Cheques issued but not yet presented for payment Rs.510/-.  

 c. Bank charges made by bank not yet entered in cashbook Rs. 10/-.  

 d. Interest charged by bank not yet entered in cashbook Rs.20/-.  

 e. Amount collected as interest by the bank on Govt. securities not yet 

entered in cashbook Rs.300/-. 

15. From the following particulars relating to the business of Karim, prepare the 

bank reconciliation statement. 

 a. Balance as per passbook (Cr.)  9000 

 b. Cheques issued but not presented 15000 
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 c. Cheques deposited but not credited 1500 

 d. The credit side of the bank column of the book has been  

 Over-added by. 500 

 e. Banker has given credit in the passbook for interest. 150 

 f. He has also given a wrong credit relating to some other account 300 

 

11. Mr. Zahid is an owner of sole proprietorship business.  Being a sole proprietor, 

Mr. Zahid decided to hire an expert accountant to handle the accounting 

requirements of the business. Suppose Mr. Zahid hired you as an accountant of 

his business. First job assigned to you by Mr. Zahid is to prepare the cash book 

for the month of March, 2017 and to show how the same transactions are 

reflected in the bank’s pass book. Transactions for the month of March 2017 are 

given as follows: 

 March 1.  Mr. zahid opened current account with Allied Bank Ltd. for Rs. 

6,000,000. 

 March 5. A cheque received from Noman Rs.50, 000 and deposited into bank 

same day 

 March 11. Purchased furniture Rs. 70,000 paid by cheque. 

 March 17. Cash drew from bank for office use Rs. 45,000. 

 March 19. Paid rent by cheque Rs. 35,000. 

 March 21. Misc. expense debited by bank Rs. 40,000 

 March 25. Purchased goods from Mr. Asfer paid by cheque Rs. 95,000. 

 March 30. Interest received from bank Rs. 35,000. 

 

 Required:  Prepare cash book (only bank column) and pass book.  

 

12. Mr. Noman is a book dealer. From the following extract of Mr. Moazam ’s cash 

book and pass book.  You are required to prepare bank reconciliation statement on 

month of January, 2016. 

 



244 

 

Mr. Moazam 

Cash Book (only bank column) 

For the month of January, 2016 
Dr.           Cr.  

Date Particular Bank 
Rs. 

Date Particular Bank  
Rs. 

2016  
 Dec 1. 
5. 
8. 
25. 
 
 

 
Balance b/d 
Mr. MAJID 
Mr. Anwar   
NAZIM a/c 
 
 
 
 
 
 

 
9,00,000 

85,000 
89,000 

3,00,000 

2016  
Jan.  
7. 
18. 
23. 
30. 
 
2016 
Jan .31 

 
 
Mahid a/c 
Mr. Amir sh  
Mr. Jahangir  
Mr. Asad  
 
 
Balance c/d 

 
 

85,000 
1,20,000 

49,000 
62,500 

 
 

1,057,500 

1,374,000 1,374,000 

  

    

Pass book (record of Mr. Noman A/c in bank’s ledger) 

For the month of December, 2016 
Dr.          Cr.  

Date Particular Amount  
Rs. 

Date Particular  
Amount  
Rs. 

2016  
Jan.  
7. 
8. 
15. 
23. 
26 
 
 

 
 
Mahid a/c 
Insur. paid (directly)  
Bank charges a/c 
Mr. Jahangir  a/c 
Misc.exp  (directly)  
 
Balance c/d 
 

 
 

85,000 
50,000 
7,000 

49,000 
72,000 

 
754,000 

2016  
 Jan. 1 
5. 
19. 
25. 
 
30. 
 
 
 
 

 
 
Balance b/d 
Mr. MAJID 
Inters. in deposit  
Nazim a/c 
Dived. collected directly 
 
 
 
 

 
 

9,00,000 
85,000 
16,000 

3,00,000 
15,000 

 

980,000 980,000 

  

 

Required: Prepare Bank Reconciliation  

 

13.  From the following particular, prepare a Bank reconciliation statement of Mr.  

Afzal as on 31
st
 May, 2016.   

1. Balance as per Cash Book (favorable) Rs.  1,000,000. 

2. Cheque deposited but not credited by bank until 31
st
 May 2016 Rs. 

130,000. 
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3. Cheque issued to creditor but was not presented into bank for payment 

until 31
st
 May, 2016 Rs. 140,000. 

4. Bank charges debited by bank Rs. 8,500. 

5. Credited by the bank as dividend of Rs. 60,000 but not entered into the 

cash book. 

6. Insurances premium was directly paid by the bank for Rs. 60,000 which is 

not recorded in the cash book in May, 2016. 

7. A cheque for Rs. 86,000 deposited into the bank has been dishonored, but 

no entry is made in cash book. 

 

Required:  Prepare the bank reconciliation statement as on 31
st
 May, 2016 in the 

following two methods.  

a. Starting with the cash book balance. 

b. Starting with pass book balance. 

 

14. On 31
st
 July, 2016 the bank statement of Mr. Azan showed the credit balance of 

Rs. 755,500.  Cheques for Rs. 153,000 deposited into the bank in July, 2016 out 

of which a cheque of Rs. 73,000 was not credited in July, 2016.  Cheques 

amounting to Rs. 115,000 were issued, but only one cheque for Rs. 50,000 was 

presented for payment into the bank in August 2016. Electricity bill Rs.12, 600 

was directly paid by the Bank but was not recorded in the cash book.  A cheque 

of Rs. 25,000 for stationary but was recorded as Rs. 15,000 in cash book. Bank 

collected notes receivable from Miss. Fatima Rs. 80,000 and collection charges 

Rs.1, 500 debited by bank. 

 Required:  Prepare bank reconciliation statement  

15. On 31
st
 August, 2016 the pass book showed a credited balance of Rs. 250,000 

and as per cash book is Rs. 204,375 of Mr. Nazami Trader. These are following 

discrepancy items between pass book and cash book:- 

1. Cheque for Rs. 50,000 was paid in 5 October, 2016, but out of which Rs. 

40,000 credited by the bank on 25 August, 2016 and remaining balance 

on 5 September, 2016. 

2. Interest on investments collected by bank Rs. 875. 

3. Bank charges for the above period also debited in the pass book of Rs. 

250 

4. cheque for Rs.42,500 were issued to creditor but not presented into bank 

for payment till 31
st
 August ,2016. 

5. On 29 August, 2016 a cheque of Rs. 12,500 received was deposited into 

the bank but was omitted to the entered into cash book.   

Required:  Prepare bank reconciliation statement under double balance method  

16. On 31
st 

May, 2016 the pass book showed a balance of Rs. 240,000 

(unfavorable/Dr) and as per cash book is Rs. 296,000 (unfavorable/Cr). These 

are following discrepancy items between pass book and cash book:- 

a. Cheque deposited into bank but not yet credited by bank Rs. 77,600. 
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b. Cheque paid to creditor but not yet presented into bank for payment Rs. 

128,000. 

c. Insurance premium directly paid by bank Rs. 2,400. 

d. Bank collected notes receivable from Miss. Hania Rs. 8,000 but not 

entered into cash book. 

Required:  Prepare bank reconciliation statement under double balance 

method. 

 

4.  PETTY CASHBOOK 
 

4.1 Definition 
In almost all businesses, it is found necessary to keep small sums of money with the 

cashier for the purpose of meeting small expenses such as postage, telegrams, 

stationery and office sundries etc., the sum of money so kept in hand is generally 

termed as the "Petty Cash" and the book in which the petty cash expenditures are 

recorded is known as Petty Cash Book". 

 

4.2       Necessity of Petty Cashbook 
In large business houses, the cashier has to handle every day a large number of 

receipts and payments and if in addition to this he is further settled with petty cash 

payments, his position becomes embarrassing. Besides, it is most common to find 

with large commercial establishments that all receipts and payments arc made through 

bank. Since expenses like postage, telegrams, traveling expanses etc., cannot be made 

by means of cheques, the maintenance of a small cash balance to meet these petty 

payments becomes all the more necessary. 

 

A petty cash book is generally maintained on a columnar basis, a separate column 

being allotted for each type of expenditure. There is only one money column on the 

debit side and all sums received from time to time by the Petty Cashier from the Chief 

Cashier arc entered in it. The credit side consists of several analysis columns. Every 

payment made by the Petty Cashier is entered on this side twice firstly it is recorded in 

the total column and then to the appropriate column to which the expense is 

concerned. The total of the Total Column' will naturally agree with the total of all the 

subsidiary columns. The difference between the total of the debit items and that of the 

"Total Columns' on the credit side at any time will represent the balance of the petty 

cash in hand and this should tally with the Petty Cashier's actual holding of cash. 

 

The posting from the petty cash book to the respective accounts in the ledger are made 

directly in total at the end of every month or any other fixed period. 
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4.3       Imprest system 
The more scientific method of maintaining petty cash so for introduced into practice is 

the 'Imprest System'. Under this system a fixed sum of money is given to the "Petty 

Cashier" to cover the petty expenses for the month. At the end of a month the petty 

cashier submits his statement of petty expenses to the "Chief Cashier". The "Chief. 

Cashier" on the receipt of such statement refunds to the "Petty Cashier" the exact 

amount spent by him during the month, thus making the Imprest for the next month 

the same as it was at the beginning of the current month. 

 

It is to be noted that the amount of cash in hand of the Petty Cashier is a part of the 

cash balance, therefore, it should be included in the cash balance when the latter is 

shown in the trial balance and the balance-sheet. It should also be kept in mind that 

petty cash book is not like the cashbook. It is a branch of cashbook. 

 

4.4 Advantages of Imprest System 
The main advantages of imprest system of petty cash are as follows: 

a. As the Petty Cashier has to produce to the Chief Cashier the Petty Cash Book 

for inspection, it acts as a healthy check on the petty cashier. 

b. As the Petty Cashier has to account for his expenses, before he can draw further 

sums, the petty cash book remains up to date. 

c. As the Petty Cashier cannot draw as and when he likes, it prevents unnecessary 

accumulation of cash   in his hand thus the chances of defalcation of cash are 

minimized. 

  

Example-25 

Enter the following transactions in the columnar petty cash book of cashier who was 

given Rs.100/- on 1
st
 March on the Imprest System. 

 
Date Account Rs. 

March 2. Paid for posting stamps 8 

March 2. Paid for stationery 10 

March 3. Paid for cartage 4 

March 3. Paid for postage stamps 6 

March 8. Paid for paper 1 

March 12. Paid for cartage 6 

March 18 Paid for tips to office peons 2 

March 23. Paid for ink and nibs 4 

March 25. Paid for tiffen to office peons 6 

March 26. Paid for train fare  5 

March 28. Paid for bus fare 4 

March 29. Envelops and letter heads 6 

March 30. Printing address on above 4 

March 31. Taxi fare to Manager  10 
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Solution  

Petty Cashbook 
Amount 
Received 

Date Particulars VN Total 
Rs. 

Postage Printing & 
Stationery 

Cartage Traveling 
expend 

Misc. 

Rs. 100 Mar. 1 To cash        
 Mar. 2 By Postage  8 8     
 Mar. 2 By stationery  10  10    
 Mar. 3 By cartage  4   4   
 Mar. 3 By postage  6 6     
 Mar. 8 By paper  1  1    
 Mar. 12 By cartage  6   6   
 Mar. 18 By tip to peons  2     2 
 Mar. 23 By ink & nips  4  4    
 Mar. 25 By tiffen to peons  6     6 
 Mar. 26 By train fare   5    5  
 Mar. 28 By bus fare  4    4  
 Mar. 29 By envelops etc.  6  6    
 Mar. 30 By printing  4  4    
 Mar. 31 By Taxi fare  10    10  
 Mar. 31 By balance c/d  24      

    100 14 25 10 19 8 
 April 1 To balance b/d        
 April 1 To cash        

 

4.5       Self-Assessment Questions-IV 
1. Define petty cashbook? 

2. What is the use of petty cash at a factory? 

3. State in detail the necessity and use of Imprest system in a company branch? 

4. What is Petty Cash Book? What is meant by keeping it on the Imprest System? 

5. "Petty Cash Book is always maintained on Imprest System". Do you agree with 

the statement? 

6. Set out below are extracts from cash book and bank pass book of S. M. Amir 

Co. you are required to prepare a reconciliation statement on 30th November? 

 

Cashbook (bank column only) 
Date Particulars Rs. Date Particulars Rs. 

Nov. 1 To balance  b/d 50000 Nov. 7 By Bashir & sons 10000 
Nov. 7 To George & co. 3000 Nov. 12 By Daud 1000   
Nov. 13 To Zahoor 5000 Nov. 18 By Fazal Elahi 500   
Nov. 17 To Ghani 6000 Nov. 19 By wages 700 
Nov. 20 To Rahim Bros. 10000 Nov. 20 By Gulzar & co. 2000   
Nov. 27 To Naqi 2000 Nov. 30 By balance c/d 61800     

  76000      76000 
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Pass Book 
Date Particulars Rs. Date Particulars Rs. 

Nov. 9 To cash (Bashir) 10000 Nov. 7 By balance b/d  50000 

Nov. 16 To cash (Daud) 1000 Nov. 10 By Cash (George)  3000 

Nov. 25 To cash (wages) 700 Nov. 15 By Cash (Divided)  100 

Nov. 27 To cash (commission) 10 Nov. 18 By Cash (Ghani) 6000 

Nov. 30 To cash insurance Premium 100  By Cash (Nagi) 2000 

Nov. 30 To cash (Bank charges) 10    

Nov. 30 To balance 49280    
61100 61100 

 

7. Record the under-mentioned particulars in a columnar petty cash book 

maintained on the imprest system: 

 
July 1. Cash received (being petty cash)  100 

July 4. Purchased envelops 5 

July 6. Conveyance paid to Jaffar 4 

July 10. Purchased postage stamps 15 

July 11. Stool purchased 14 

July 13. Paid for the cleaning f office carpet 20 

July 14 Bought sugar for office tea 5 

 

Close the Petty Cash Book as at 15 July. 

 

8. Record the following transactions in the petty Cash Book and close the book at 

the end of the period: 

 
Date Transaction Rs. 

Jan. 1. Received a cheque from the cashier for 50 

January 4 Bought stationery 8 

January 6 Paid for hire of furniture 6 

January 8 Sent a telegram to ABC Company 2 

January 11 Paid railway fare 3 

January 12 Paid wages 3 

January 16 Purchased postage stamps 2 

January 20 Paid for cartage 1 

January 24 Paid for printing of cash memo book 5 

January 27 Paid for trunk call to Lahore 4 

January 30 Paid Muhammad Ali extra allowance for return of packages 2 
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5. CASH VERIFICATION, CASH SHORT AND OVER 

ACCOUNT 
 

5.1       Cash Checking 
Cashbook shows the position of cash receipts, cash payment and the balance. The 

balance must be checked by the cashier daily and verified. The Accounts Manager 

may also occasionally verify cash balance with the actual cash available with the 

cashier. If the actual cash is more or less than the balance shown by cashbook, the 

difference must be located. There may be some differences due to non availability of 

change if payments or receipts involve Paisas. Such short differences are adjusted to a 

special account column "Cash Short and Over". 

 

Example-26 

On verifying and reconciling cash book balance with the actual cash balance 

following shortages and excesses came to light. 

31st January   Rs. 6.50 short 

29th February   Rs. 5.45 excess 

31st March    Rs. 2.95 excess 

 

Shown journal entries and relevant adjustment account in the ledger. 

 

Solution:    (a) Journal entries 

 
Date Account Dr. Cr. 

31st January 
 
29th February 
 
31st March 

Cash short and over 
 Cash account 
Cash account 
 Cash short & over 
Cash account 
Cash short & over   

6.50     
 

5.45 
 

2.95     

 
6.50 

 
5.45 

 
2.95       

 

Ledger cash short and over 
Date Account Dr. Date Account Cr. 

Jan, 31, 96 Cash Shortage 6.50 Feb. 29,  
Mar. 31 

Excess cash 
Excess cash 

5.45 
2.95 

 

5.2 Closing Cash Short & Over Account 
At the year-end the net balance of cash short and over will be adjusted to profit and 

loss account. 

 

5.3 Cash Defalcations 
The above procedure applies only for small periodical shortages and excesses of cash. 

However when a large shortage come to light, it must be investigated. If the cashier is 
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held responsible for the shortage, his personal account will be debited and cash 

credited. If however, he is not held responsible and loss cannot be recovered from any 

specific person, loss will be debited to profit and loss account and cash account will 

be credited. 

 

5.4 Self-Assessment Question–V 
2. What do you understand by “Cash Short and Over” account? 

3. What adjustments are made for month –end differences between cashbook and 

actual cash balances? 

4. make journal entries for the following month-end differences between cashbook 

balances and actual cash balance: 

 
Date Position Amount 

31st Jan Cash found short 5.00   
28th Feb Cash found excess 6.50   
31st Mar Cash was short 2.30   
30th April Cash was excess 4.40   
31st May Cash was correct  
30th June Cash was short 7.10   

 

6.       SUMMARY 
 

1. Cashbook 

 The cashbook is a sub-division of the book of original entry recording 

transactions involving receipts or payments of cash. 

2. Kinds of cashbook 

 i. Single column cashbook 

  The Single Column Cashbook makes a record (with narration) of only 

cash transactions, and it is just like any other cash account, in the 

cashbook, all cash receipts are recorded on the left-hand (debit) side and 

all cash payments are recorded on the right-hand (credit) side. 

 ii. Double column cashbook 

  The cashbook in which cash and bank transactions involving receipts and 

payments by cheques are recorded is called "Double Column Cash Book", 

having cash and bank columns on both sides. 

  Rather than keeping two accounts apart from each other, the Double 

Column cashbook enables us to keep both the cash and Bank Account 

side by side. This is more convenient and we can quickly see how much 

cash and bank balance we have got altogether. 

 iii. Cashbook with cash, bank & discount columns 

  The most exhaustive cashbook is the Triple-column cashbook, which has 

three amount columns on side, viz., cash, bank and discount. The discount 

column is provided for recording discount. It is suited to large business 
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houses, which make and receive payments in cash and by cheques and 

which receive and allow cash discounts. 

 iv. Petty cashbook 

  Almost all businesses are to spend small sums of money for variety of 

small regular expenses, e.g., purchasing of a newspaper, pins, etc. 

Generally major payments are made by cheques for better control over 

cash. Inspite of this advantage, payment by cheques in the above cases are 

impractical. As a solution, a Petty Cash Fund is established by 

transferring a small amount of cash from Head Cashier to a person who is 

designated to be responsible for it – (the Petty Cashier). Such person may 

be a bookkeeper, a receptionist or a reliable employee. The petty cashier 

will record all the petty transactions in a separate book called Petty 

Cashbook. The receipts of cash are entered on the debit side of the petty 

cashbook (in the general cashbook, cash is credited or, bank is credited if 

petty cash is withdrawn by cheque). All payments are entered on the 

credit side. 

3.      Bank account 

 A business concern may open an account with the bank by paying an initial sum 

of money. The banker acts as a custodian of the funds of the business. The 

customer may deposit cash or cheques with the aid of a "Paying-in-slip" and can 

withdraw money by means of cheques. Since the banker is the trustee of the 

customer, the bank provides to its customer a Bank Statement at regular 

intervals (generally during the 1st week of each month), which summarizes 

payments as well as deposits and other charges for the period. In fact, Bank 

Statement is a copy of the customer's account in the Bank's Ledger. To ascertain 

the bank balance, a concern has two sources of information. 

 a. Bank column of the cashbook: maintained by its office. 

 b. Bank statement (passbook) sent by the bank. 

4.      Bank reconciliation statement 

 In principle, two balances should be equal and opposite on a stated date. But 

usually these two balances do not agree. The main reason for the difference in 

balances owes to the fact that no party intimates the other every time that a 

transaction has taken place. It is interesting to know that a third party intimates 

to the banker many of transactions of customers e.g., banker when a cheque is 

presented. Disagreement in balances may arise owing to mistake or mistakes in 

the cashbook or Bank Statement. 

 Since the two balances are different, if all the facts are brought together, it 

should be possible for them to be reconciled by means of Bank reconciliation 

Statement. To reconcile means to identify and solve the differences not only of 

balances but also of records. 

 By reconciliation, the cashbook balance can be proved by comparing it with the 

bank statement. Bank Reconciliation is an important part of the internal control 
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system over cash balance lying in the bank. As a prudent policy, a person who 

is not in-charge of the cashbook should do Bank Reconciliation. 

 Bank Reconciliation is a statement that contains a complete and satisfactory 

explanation of the differences in balances as per the cashbook and Bank 

Statement. 

 In this connection, we must remember that the preparation of Bank 

Reconciliation statement is not a part of the double entry bookkeeping system. 

It is just a procedure to prove the cashbook balance. 

 It should also be noted that (a) a Bank Reconciliation Statement is to be 

prepared whenever a Bank Statement is received; and (b) it is prepared on a 

stated day. 

5. Causes of  

 The differences in the two balances arise from the following three causes: 

 A.     Timing 

  There may be a time gap between recording transactions in the customer's 

book and bank's book. For example, when a cheque is issued to a party, it 

is recorded immediately in the customer's book, but the bank will record it 

only when it makes payment against that cheque to the party on its 

presentation. 

  Similarly, when a cheque is deposited, it is recorded in the cashbook 

immediately, but the bank will record it only when it collects money in 

respect of that cheque. 

 B.     Transactions 

  Some differences may arise from the bank's actions that have not been 

intimated to the customer. For example, interest credited by the bank or 

bank charges debited by the bank. The customer comes to know of these 

transactions only when he receives the Bank Statement. 

 C.     Errors 

  Some differences in balance may arise owing to errors committed by the 

bank or by the person responsible for preparing the cashbook. For the first 

two reasons, discussed above, neither of the parties are wrong nor would 

it be a mistake to 'correct' them. But for the present reason, the books are 

to be properly rectified as a result of reconciliation. 

6. How to prepare Bank Reconciliation Statement 

 A Reconciliation statement is, therefore, prepared at periodical intervals with a 

view to showing the items which cause such disagreement between the balances 

as per the Bank Columns of the cashbook and the Bank Passbook on any given 

date. This statement is prepared after all the items in the Passbook are ticked off 

with the entries in the Cashbook Bank Columns. A list is then made of such 

items as are found not ticked either in the Cashbook or the Passbook. The un-

ticked items in the cashbook will represent cheques paid in but not credited in 

the Passbook, or cheques issued but not presented for payment. The un-ticked 

items in the passbook will relate to the credits given, if any, for interest on 
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Current Account or the debits in respect of Bank Charges and Commission on 

dishonored cheques or bills. 

 In order to prepare the Bank Reconciliation Statement, the following methods 

are used: 

 First Method: (Starting with the cashbook balance). 

 Second Method: (Starting with the Bank Statement). 

7. Cash verification & such cash and over account 

 Cashbook shows the position of cash receipts, cash payment and the balance. 

The balance must be checked by the cashier daily and verified. The Accounts 

Manager may also occasionally verify cash balance with the actual cash 

available with the Cashier. If the actual cash is more or less than the balance 

shown by cashbook, the difference must be located. There may be some 

differences due to non-availability of change if payments or receipts involve 

Paisas. Such short differences are adjusted to a special account "Cash Short and 

Over". 
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INTRODUCTION 

 

There is a football club in your town. The management is receiving the subscriptions 

from the members and donations etc from elites of the town and the expenses is being 

made from this receipt for the last many years. Once management of club thought that 

there should be a proper record of the accounts. So that the members and donors can 

know the financial state of affairs of the club at any time and they can satisfy them-selves 

that the funds are being utilized for the specific purposes and no miss appropriation is 

going on. They know that you are a student of accounting and they assigned you the task 

to prepare accounts for the football club. You have not yet studied this unit "Accounting 

of non profit organizations" you first wonder but after studying this unit you become 

capable of preparing the books of accounts not only for the town football club but also for 

all the non-profit concerns. You can also suggest the town mosque committee to get the 

accounts prepared for the mosque’s funds. 

 

OBJECTIVES 
 

After studying this unit you should be able to: 

1. Make distinction between profit making & non-profit making organizations. 

2. Develop understanding about the books of accounts required for non-profit making 

organizations. 

3. Understand the concept and preparation of receipt and payment account. 

4. Understand the concept and preparation of income & expenditure account. 

5. Understand the concept of ancillary services and their treatment in the books of 

accounts. 

6. Prepare the balance sheet of non-profit making organizations. 
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1. DISTINCTION BETWEEN PROFIT AND NON-PROFIT 

ORGANIZATIONS 
 

Organizations may be grouped into two classes from the objectives point of views:- 

1. Profit making organizations (generally known as trading concerns) 

2. Not for profit organizations (non-trading concerns) 

 

1.1 Trading Concerns 
The basic objective of the trading concerns is to provide goods and services for making 

profit or maximize wealth of the proprietor. In unit 3, you have studied the preparation of 

accounts for the trading concerns, preparation of income statement and balance sheet, so 

that the trader may know the result of this trade (profit or loss) at the end of specific 

period of time. 

 

1.2 Non-Trading Concerns 
The basic objective of non-trading concerns is to provide social services to those who 

either have less purchasing power or no purchasing power for utilizing those services. 

These institutions are financed by donations, subscriptions, legacies or any other special 

funds. As these institution’s object is not to make profit, if its revenue is exceeded by its 

expenditure, it is treated as surplus and utilized in coming years for providing more social 

services to the people. 

 

Generally these institutions fall in any of the following two categories. 

1. Social welfare institutions, which work for society’s welfare, like Club, Social 

Welfare associations etc. 

2. Charitable institutions, which may be a hospital, educational institutions, religious 

institutions, libraries etc. 

 

1.3 Difference between Trading & Non-Trading Concern 
 

 Trading Concerns  Non-Trading concerns 

1. Its main object is to earn profit. 1. Its main object is welfare of the society / members / 
community. 

2. Its main source of revenue is sale of goods or 
services. 

2. Its main source of revenue are donations, 
subscriptions, fees etc. 

3. Its nature from ownership point of view may be 
a sole proprietorship, partnership or company. 

3. Its nature from ownership point of view may be an 
association of persons in the form of club, society or 
trust etc. 

4. It is started by the investment of sole proprietor, 
partner or shareholders of the concern. 

4. It is started by funds of the donations, member’s 
subscriptions etc. 

5. It is managed either by sole proprietor, partners 
or directors etc. 

5. It is managed either by committees, trustees or 
governing bodies etc. 

 

1.4 Accounting Treatment for Non-Profit Organization’s Activities 
The basic purpose of accounting is to provide information to the interested parties. As the 

nature and objects of trading and non-trading organizations differs the information 
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required for both type of organizations also differ. In case of trading concerns detailed set 

of accounts record (Books) is required, because the parties involved are interested in the 

information of these parties may be investors, creditors, banks, management etc. You 

have already studied the book of accounts for trading concerns in unit 3. As they deal 

with the sale of goods & services, their transactions normally include credit transactions. 

Hence they may need special journals and subsidiary ledgers to have more detailed 

accounting information. 

 

1.5   Books of Accounts for Non-Trading Concerns 
In the non -trading concerns books of accounts differ from the trading concerns, because 

here the parties involved are interested in different type of information. These parties may 

be government, governing bodies' members of societies etc. These parties are interested 

in the organization's (1) receipt and payment (2) income and expenditure (3) assets and 

liabilities. Non -profit concerns do not deal with the sale of goods and services, so they 

don't have to make credit transaction. Mostly there are cash transactions. So they need 

not to maintain detailed set of accounts books as required in the trading concern. 

Sometimes non-profit organizations involve themselves in helping activities like selling 

of equipments or they offer bar services to their members etc. then they need to prepare 

bar trading accounts etc. these ancillary services of non profit making organizations will 

be discussed in detail later in this unit. It must be kept in mind that books of accounts 

may differ from organization to organization depending upon their activities and 

information required, but the basic rules for recording transaction apply equally to all 

type of organizations. 

 

1.6 Difference in Accounting Treatment of Trading Concerns and Non-

Trading Concerns 
 

 Trading Concerns  Non-Trading concerns 

  A complete set of books of accounts is 
maintained. 

  Only few books of accounts are maintained. 

  Its main object for maintaining the accounts 
record is to know the profit or loss. 

  Its main object is to have check over the income and 
expenses. 

  Net income earned during a financial period is 
distributed among the owners. 

  If there is an excess of income over expenditure. It is 
not distributed to anyone. But is used for the 
betterment of the public. 

  In order to know the result of the financial year 
profit and loss account is prepared. 

  In order to know the result of the financial year 
Income & expenditure account is prepared. 

  The result of the profit and loss account is 
treated as profit or loss. 

  The result of the income & expenditure account is 
either called surplus of income over expenditure or 
excess of expenditure over income. 

  Profit or Loss is transferred to capital account.   The surplus of income over expenditure or excess of 
expenditure over income is transferred to 
accumulated fund. 
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1.7   Self Assessment Questions-I 
 

Q.1 Fill in the blanks with appropriate answer 

(i) The basic objective of non-trading concern is ________. 

(ii) From the objectives point of view organizations may be grouped as _______. 

(iii) Main categories of non-trading concerns are _______. 

(iv) Detail set of accounts record is not needed in non-trading concerns because 

_________. 

 (v) Parties interested in the accounting information in case of non-trading 

concerns are __________. 

 (vi) Management of the non -trading concerns rests in the hands of 

____________. 

 

Q.2 Describe your understanding about non -trading concerns 

Q.3 What do you understand by the complete set of books of accounts and only few 

books of accounts? 

Q.4 State whether the following are true or false 

i) Non -trading concerns deal with earning of profit.   (T/F)  

ii) Non -trading concerns are meant for welfare of the society.  (T/F) 

iii)    The objective of non-trading concerns is to provide goods or services for the 

benefit of the community.           (T/F) 

 

2. RECEIPT AND PAYMENT ACCOUNTS 
 

2.1 Overview of Books of Accounts for Non-Trading Organizations 
It has already been explained that non-trading concerns do not deal with goods & 

services, nor involve in credit transaction. Mostly their transactions are cash receipt and 

payments. Therefore, minimum number of accounting books is required to maintain for 

the required information. These books may include the cashbook, members register, 

minute’s book, fee register, out-standing fee register. These registers may differ 

according to the information in which non-trading concerns are interested. Entries are 

record3d through out the accounting period in this record. At the end of the accounting 

period a non- profit institutions prepare final accounts, which include the following 

accounts: 

 

The cash book contains a record of cash receipts and cash payments in chronological 

order (date wise). For example, if a club receives subscription from its members on 

different dates of the accounting period, each member’s subscription will be recorded 

separately on the receiving date in the cashbook on receipt side. Similarly if club paid 

salaries to its employees, it will be recorded in different months in the cashbook on 

payment side. 

 

A receipt and payment account is a summary of all receipts and payments under proper 

head, which take place during the accounting period. We may say that similar type of 
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scattered transactions in the cashbook are summarized and their total is posted to the 

receipt and payment account under the proper title. 

 

2.2 Main Features of Receipt & Payment Accounts 
1. It is a summary of cashbook. All receipts are recorded n the debit (left) side and all 

payments are recorded on the credit (right) side. 

2. It starts with the opening balance of cash or bank. The favorable balances are 

written on the debit (left) side and bank overdraft is recorded on the credit (right) 

side of the receipt and payment accounts. 

3. It records all cash receipts and payments irrespective of the fact whether they are of 

capital or revenue nature or whether they relate to the current year or not. 

4. Similar type of receipts and payments are gathered under appropriate head of 

accounts. 

5. It ends up with the balance of cash or bank at the end of accounting period. 

 

2.3 Preparation of Receipt and Payment Accounts 
Given below is the summarized information of cash receipts and payments from the cash 

book of FAQUEEH WELFARE CLUB for the year 2000. You are required to prepare a 

receipts and payment account for the year ended on 31.12.2000. 

 
Balance    (1.1.2000) 
Cash in hand    Rs. 500 
Cash at Bank    Rs. 2500 
Subscription 
(Including Rs. 2000 for 1999 and Rs.5000 for 2001)  32000 
Donations    2600 
Membership fee    500 
Payments 
Rent paid    12000 
Stationery charges   2000 
Postage, telephone   1000 
Salaries to staff    10000 
Refreshment charges   700 
Mise. Expenses    500 
Investment in prize bonds  1000 
Investment in DSC   1000 
Office equipment   1000 
Closing cash balance   900 
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Solution 

FAQUEEH WELFARE CLUB 

Receipt & Payment Account for the year 2000 

 
Receipt Amount Payment Amount 

Balance b/d  Rent expenses 12000   
Cash in hand  500  Stationery charges  2000 
Cash at Bank  2500 3000 Postage, telephone 1000 
Subscription:-  Salaries to staff 10000 
Previous years  2000  Refreshment charges 700   
Current year  25000  Misc. expenses 500   
Advance  5000 32000 Investment in prize bonds 1000 
  Investment in DSC 1000   
Donation 2600 Office equipment 1000   
Membership fee 500 Closing balance c/d  
  Cash in hand  900 
  Cash at Bank  8000 

 38100  38100 

 

You have already studied that in the cashbook transactions are recorded in chronological 

order. In this illustration you may imagine that the data given to you is summarized 

(similar type of receipts and payment accounts repeatedly occurred during the year were 

gathered and given to you for preparation of receipt, and payment, account). For 

example, rent paid Rs. 12000 occurring in the illustration may be a result of 12 entries in 

the cash in 12 months @. Rs. 1000/-. 

 

2.4 Self-Assessment Questions-II 

Q.1 Tick mark the correct answer. 

 (a) Receipt and payment account include: 

  (i)  Revenue items   (ii)  Capital items   (iii)   Both the items  

 (b) Receipt, and payments are written in the receipt and payment account as 

follows: 

  (i) Total amount of specific head of account 

  (ii) Separate amount of specific head of account are repeatedly entered and 

then appear in the cashbook. 

 (c) Sources for preparation of receipt and payment account is: 

  (i)  Cash book  (ii)   Any other document 

 (d) If the debit side of the receipt, exceeds credit side payments account it 

represents: 

  (i) Surplus balance (ii) Deficit balance 

  (iii) Cash in hand  (iv) Bank overdraft 

 (e) Receipts and payment account is prepared to know: 

  (i) Cash balance  (ii) Capital fund  

  (iii) Income and expense 

Q.2 Describe the main features of receipt and payment account in you own words. 

 



264 

 

Q.3 From the following data taken from the cashbook of Wajeeh Club, prepare a receipt 

and payment accounts. 
Opening Balance Rs. 
Cash in hand    150 
Cash at bank    750 
Receipts 
Subscriptions    4950 
Donations    390 
Payments 
Investment purchased   1500 
Rent paid    600 
General expenses   315 
Postage & stationary   105 
Sundry expenses   45 
Closing cash balance   30  

 

3. INCOME AND EXPENDITURE ACCOUNT 
 

You have already studied that the objective of non-trading concerns is not to earn profit 

but to serve the public, so it is irrelevant to prepare profit and loss account. But their 

concern may be to know about their expenditure and income during a specific period of 

time, so that expenditures may be kept within the limits of income. The important point 

to note here is that a true and fair position of surplus or deficit for a particular period of 

time can only be known when income and expenditure of the current period (particular 

period for which you are going to prepare the income and expenditure account) are 

matched. It must also be noted when we say income and expenditure of the current 

period, it will include all incomes of the current period whether received or receivable 

and all expenditure of the same period whether paid or payable. It must be now clear that 

the items of previous and future periods are not included in it. Further more the items of 

capital nature are also not recorded in this account. Following are the features of income 

and expenditure account. 

1. In this account, all expenses and losses are recorded on the debit (left) side and all 

income and gains on the credit (right) side.  

2. Income of revenue nature relating to the current period whether received or 

receivable and expenses of revenue nature whether paid or payable are recorded in 

this account. 

3. Items of capital nature are ignored. 

4. Items of previous or coming period are excluded. 

5. The balance of this account represents either the excess of income over the 

expenditure, which is called as surplus, or excess of expenditure over income, 

which is known as deficits. 
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3.1 Difference between Receipt & Payment Account and Income & 

Expenditure Account 
 Receipt and payment account  Income & expenditure account 

1. This account is the summary of cash 
transactions. 

1. This account is the replacement of profit & loss 
account.   

2. It starts with the opening balances of cash and 
bank account. 

2. It does not start with any opening balance. 

3. It includes receipts and payments of previous, 
current and coming periods. 

3. It includes receipts and payments of only current 
period. 

4. It includes the items of both capital & revenue 
nature. 

4. It includes the items of only revenue nature. 

5. On the debit (left) side of this account, receipts 
are shown and on the credit (right) side, 
payments are shown. 

5. On debit (left) side of this account expenses are 
shown and on the credit (right) side incomes are 
shown. 

6. End result of this account shows the balance of 
cash in hand or at bank or both which must 
agree with balance appearing in cashbook. 

6. End result of this account shown either surplus or 
deficit. 

7. The balances are carried forward to the next 
period. 

7. The balance instead of carrying forward deducted or 
added to the accumulated capital fund. 

8. It is real account. 8. It is nominal account. 
9. It is not accompanied by any other statement. 9. It is accompanied by Balance Sheet. 

 

3.2 Preparation of Income & Expenditure Account 
After going through the theoretical discussion regarding the income and expenditure 

account, we should be able to prepare this account. However, let us summarize the 

previous discussion before preparation of income and expenditure account. You must 

know that the sources for preparation of this account are cashbook and receipt and 

payment account. 

1. Opening and closing balances of cash in hand or at bank are not relevant here, 

hence should be ignored. 

2. Incomes and expenses of the previous and coming periods are not relevant here, 

hence should be ignored. 

3. Income and expenses of capital nature are not relevant here, hence should be 

ignored. 

4. Income received or receivable relating to the current period should be recorded in 

this account. 

5. Expenses paid or payable relating to the current period should be recorded in this 

account. 

6. Any depreciation or other decrease in the value of assets should be charged to the 

income and expense account. 

 

Illustration No.1 

Following is the extract of one head of account "Subscriptions" of the Receipt and 

Payment Account for the year 2000 and some other information relating to this receipt. 

You are required to compute the income from subscriptions, which will be shown in the 

income & expenditure account for the year ending 31-12-2000. 
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Subscriptions:  Rs. 

   1999   2700   As shown in the Receipt and   

   2000   15000   Payment Account for the year 

   2001   6000   ending 31-12-2000   

 

Additional information: 

(i) Subscriptions outstanding as on 31.12.1999 Rs. 3000 

(ii) Subscriptions outstanding as on 31.12.2000 Rs.4500 

(iii) Subscriptions received in advance as on 31.12.1999 Rs.3000 

 

Solution 

On the income side of the income and expenditure account for the year ending 31-12-

2000, the subscription income will appear as follows: 

 

Income and Expenditure Account for the Year Ending 31st December 2000 

 
Expenditure Amount Income Amount 

  Subscription            15000 
  Add. O/s for the year 2000 (4500 -300)   42000 
  Add received in advance as on 31.12.1999  3000 

 22200 Balance  22200 

 

You might have noticed that in the income and expenditure account for the year 2000, we 

included the subscriptions relating to the year 2000 only. 

 

From the receipt and payment account, we have been given three figures for the year 1999, 

2000, 2001. As we are preparing the income & expenditure account for the year 2000, we 

have picked up the subscription relating to the year 2000 i.e. Rs.15000. In the additional 

information from other records, like registers for outstanding and advance subscriptions, we 

added the outstanding subscriptions for the year 2000 i.e. Rs.4200 (Rs.4500 - 300). Deduction 

of Rs.300 is in the sense that this outstanding amount pertains to the year 1999. If you look at 

the additional information, there is stated that subscription outstanding as on 31.12.1999 is 

Rs.3000 and in the receipt and payment account for the year 2000, we received Rs.2700 

relating to the year 1999. What left is Rs.300 still outstanding for the year 1999. The 

information given to you for the year 2000 is that subscription outstanding as on 31.12.2000 

is Rs.4500. Here the words 'as on' means that up till the end of 2000, including the previous 

years, this 4500 is outstanding. As this outstanding subscription includes the previous year 

subscription which is Rs.300 (3000 -2700) and we are concerned with only the current year's 

subscription, we will deduct the previous year amount. 

 

We added the subscription received in advance as on 31.12.1999 i.e. Rs.3000, because 

this subscription amount was for the year 2000 were treated as advance up till the end of 

year 1999 but in the year 2000, this will become part of the income. We have already 

discussed the preparation of income & expenditure in detail, you should have no 
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confusion in this regard, if you are still not clear about the rules, you are advised to study 

carefully this point again and try to understand the concept. 

 

Illustration No. 2 

From the information given in illustration 2.3 (on page No. 287) prepare an income & 

expenditure account.  

 

Solution: 

Income & Expenditure Account for the year ended 31.12.2000 

 
Expenditure Amount (Rs.) Income Amount (Rs.)   

Rent expenses 12000 Subscriptions for 2000 25000 
Stationery charges 2000 Donation 2600 
Postage, telephone 1000 Membership fee 500 
Salaries to staff 10000   
Refreshment charges 700   
Miscellaneous expenses 500   
Excess of income over expenditure 1900   
(surplus)    

 28100  28100 

           

Here you should observe that source of information for preparation of income and 

expenditure account may be cashbook or previously prepared receipt and expenditure 

account but we should select only the revenue items relating to the current period. 

 

Practically for most of the times, we have to make adjustments in respect of certain items 

(heads of accounts) so that the accounts records present the true and fair picture. For 

example in a sports club there may be certain sports material at the beginning of the year. 

There may be certain material purchased during the year and some of the material may be 

in the stock at end of the year, in this type of situations when we prepare income and 

expenditure account, we have to make certain adjustments. You know that we need here 

items relating to the current period. Calculation of the amount pertains to the current 

period from the given date is adjustment of the concerned item. 

 

The following example will clear you more about the above discussion: 

(i) Sports Material as on 1.1.1999  Rs.3000 

 Purchased sports material during 1999 Rs. 12000 

 Sports material stock on 31.12.1999 Rs.4500 

 

From the income and expenditure account, we need the sports material consumed during 

the year. For this purpose we will calculate the required figure by adjusting the data in the 

following manner: 
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Income & Expenditure Account for the year ended 31.12.1999 

 
Expenditure Amount Income Amount 

 (Rs.)  (Rs.) 
Opening stock        3000    
Add. Purchase during the year       12000        
Material available for use    15000    
    
Less closing stock       4500    

Sports material consumed     10500   

 

3.3 Self Assessment Questions-III 
Q.1 Fill in the blanks with appropriate answers: 

 i) Receipt and payment account is the summary of _________. 

 ii) Income and expenditure account is the replacement of_______. 

 iii) On the debit side of income & expenditure account are shown and on the 

credit side __________ are shown.  

 iv) Income & expenditure account include the items of ___________ period. 

 v) Income and expenditure account include __________ nature of transactions. 

 

Q.2 From the following information, calculate the amount to be written in the income 

& expenditure account for the month of September 2001. 

 i) Stationary material on 1.9.2001 Rs. 100/- 

 ii) Stationary purchased during the month of Sept. 2001 Rs.500/- 

 iii) Stock of stationary material on 30.9.2001 

 

Q.3 A summary of receipt and payments of ABC Society for the year ended 31 st 

December 2000 is given below: - 

 
Receipts Rs. Payments Rs. 

Balance opening 7000 Medicines purchased 30000 
Subscriptions Donations 50000 Honorarium paid to Doctors 10000 
Interest on investments @ 7% p.a. 14500 Salaries to staff 27500 
Charity show proceeds 7000 Equipment purchased 15000 
Legacies  10000 Sundry expenses 500 
  Charity shows exp.  1000 
  Balance closing 4500 

88500  88500 
 

Additional Information 1.1.2000 31.12.2000 

Subscription due 500 1000 
Subscription received in advance 1000  500 
Stock of medicines 10000 15000   
Amount due to medicines suppliers 8000 12000   
Value of equipments 21000 30000   
Value of building 40000 38000   

 

 You are required to prepare income and expenditure account for the year ended 

31.12.2000. 
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4. ANCILLARY SERVICES 
 

Ancillary services mean subordinate activities. The non-profit making organizations like 

clubs etc. can start helping activities to increase their subscription income. The purpose is 

the welfare of members of the organization. The ancillary activities may be trading or 

non -trading: 

 

4.1 Trading Activities 
The clubs can sell equipment or publication etc. They can also offer bar facilities. This 

service is in the form of trading. In case of bar facilities there is needed to prepare bar 

trading account in order to know the profit or loss from this service. The profit earned or 

loss sustained is transferred to the income and expenditure account. 

 

4.2 Non-Trading Activities 
There are other activities like provision of refreshment and raffles. Such activities are 

called non-trading activities. In case of non-trading activities like sale of refreshment and 

raffle tickets there is no need to prepare separate account. The income from sale of 

refreshments and expenses incurred on purchase of refreshment are adjusted directly in 

income and expenditure account. 

 

4.3 Preparation of Accounts for Non-Trading Ancillary Activities  
Following illustration further clarifies the treatment of non-trading ancillary activity, 

where the library and debating society offers the entertainment facility to its members. 

The summary of cash transaction of library and debating society is available for the year 

ended December 2001. 

 

Receipt and Payments Account 
Receipts Rs. Payments Rs. 

Balance b/d 3000 Rent and rates 1200   
Entrance fee  5000 Wages 1300   
Subscription 2500 Lecture's fee 1700   
Donation 20000 Electricity 500   
Life member ship fee 10000 Books 15000 
Receipts from entertainment 1500 Office expenses 3800     
  Entertainment exp. 1000     
  Balance c/d 17500    

42000    42000   

 

The accumulated fund of the society is Rs.43000/-. Subscription in arrear is Rs.1500/-, 

rent is unpaid Rs.800/-, depreciation is to be provided on books Rs.2000/= and furniture 

Rs.1000/-. The opening balance of books is Rs.25000/- and opening balance of furniture 

is 15000/-. 

 

Required: i) Income and expenditure account (ii) Balance sheet 
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Solution: 

Library and Debating Society 

Income and expenditure Account 

For the year ended December 31, 2001 
Expenditure Rs. Income Rs.  

Rent 1200 +800 2000 Entrance fee 5000 
Wages 1300 Subscription 2500 + 1500 4000 
Lecture fee 1700 Receipt from entertainment      1500  
Electricity 500 Entertainment exp.     1000 500 
Office exp. 3800 Excess of exp. over Income 2800 
Dep. On books 2000   
Dep. On furniture 1000   

 12300  12300 
                       

Library and debating Society 

Balance Sheet 

As at December 31, 2001 
Liabilities Rs. Assets Rs.   

Donation 20000 Cash 17500 
Life membership fee 10000 Subscription 1500   
Rent due 800 Books (25000+15000- 2000) 38000   
Accumulated fund         43000    Furniture (15000 -1000) 14000   
Less excess exp. Over income         
2800  40200   

 71000  71000 
 

4.4 Preparation of Accounts for Trading Ancillary Activities  
Illustration  

Following illustration further clarifies the treatment of trading ancillary activity where 

ABC Sports and Social Club operates or bar facility for its members The following 

information is available relating to financial activities of ABC Sports Club. 

 

ABC Sports Club 

Receipt and payments accounts 

For the year ended December 31, 2002 
Receipts Rs. Payments Rs.   

Balance b/d 361 Honorary secretary exp. 61 
Subscription 1020 Affiliation fee 50 
Subscription previous year 30 Equipment 400 
Bar taking 2050 Bar stock 1025 
Sale of tickets for annual dinner 1200 Barman wages 375 
Sale of raffle tickets 90 Dinner expenses 870 
  Raffle prizes 30 
  Rent of hall 750 
  Printing and package 100 
  Electricity exp. 290 
  Equipment repair 150 
  Balance c/d 650 

 4751  4751 
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The assets and liabilities of the club at the dates stated were as follows. 

 
Liabilities 2001 2002 Assets 2001 2002 

Akram subscription 65 55 Cash at bank 361 650   
Creditors for bar stock 175 215 Subscription in arrear 100 90 
Rent owing 75 50 Bar stock 400 300 
Electricity owing 52 70 Equipment 1250 1400 

             

Required: 

1.  Bar trading account 

2.  Income and expenditure account 

3.  Balance sheet as at December 31, 2001 

 

ABC Sports Club 

Bar Trading Account 

For the year ended December 31, 2002 
 Rs.    Rs.   

Bar stock 400 Bar taking 2050 
Bar purchases (1025+215-175) 1065 Bar Stock 300 
Barman wages 375   
Bar profit 510   

 2350  2350 

 

Income and Expenditure Account 

For the year ended December 31, 2002 
Expenditure Rs.   Income Rs.   

Rent of hall 725 Subscription     (1020+100) 1120 
Printing and postage 100 Bar profit 510 
Electric exp. 290+(70-52) 308 Sale of tickets for   
Honorary secretary exp. 61 annual dinner   1200     
Subscription written off 70 Expenses   870  1 330 
Affiliation fee 50 Sale of raffle tickets  90  
Equipment repair 150 Cost of prizes   30 60 
Equipment depreciation 250   
Excess Income 306   

 2020  2020 

                              

Balance Sheet 

As at December 31, 2002 
Liabilities Rs. Assets Rs.   

Advance subscription 55 Cash at bank 650 
Creditor, for bar stock 215 Subscription in arrear 90 
Accumulated expenses (50+70) 120 Bar stock 300 
Accumulated fund 1744 Equipment  1250  
Excess of income 306 Addition  400  
  Depreciation (-)  250       1400 

 2440  2440 
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4.5 Illustration  
Old Stamps Society offers its members an opportunity to attend meeting to hear talks on 

postage stamps, attend exhibition and auction of stamps and to buy and sell stamps 

through society. The financial year ends on April 30 every year. The Secretary of Society 

has provided the following information:- 

 
Liabilities Assets 

 1998 1999  1998 1999 

Advance subscription 140 192 Bank 1456 8508 

Electricity due 210 280 Subscription in arrear 350 280 

Printing expenses due 52 140 Prepaid rent of hall 350 245 

   Debtors for stamps 700 385 

   Stock of stamps 7700 10920 

   Equipment 5600 6440 

   Display case 3500 3500 

                                                

Receipts and payment account 

 
Balance 1456 Purchases of stamps 10500 
Subscription 3850 Equipment 1400 
Sale of stamps 17990 Rent 3150 
Sale of raffle tickets 1050 Electricity 805 
Refreshment 1540 Printing 210 
  Raffle prizes 350 
  Surety expenses 123 
  Refreshments 840 
  Balance c/d 8508 

 25886  25886 

 

Note: Display cases are to be depreciated at the rate of 10% on book value.  

 

Required:- 

1. Stamps Trading account 

2. Income and expenditure account 

3. Balance sheet 

 

Solution:- 

Postage Stamps Society 

Stamps Trading Account 

For the year ended December, 1999 
Stock of stamps 7700 Sale of stamps (17990 -700 + 385) 17675 
Purchases 10500 Stock of stamps 10920 
Profit on stamps 10395   

 28595  28595 
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Postage Stamps Society 

Income and expenditure account 

For the year ended December, 1999 
Expenditure Rs. Income Rs. 

Rent 3150+(350-245) 3255 Subscription 3850-(140-192+350-280) 3728 
Printing 210+(140-52) 298 Profit on stamps 10395 
Electricity 805+(280-210) 875 Income from raffle tickets  1050  
Secretary exp. 123 Less cost of prizes  350 700 
Dep. Equipment 560 Refreshments  1540  
Dep. Display cases 350 Less cost of food  840 700 
Surplus income 10062   

 15523  15523    

                 

Balance Sheet As at December, 2001 
Liabilities Rs. Assets Rs. 

Subscription in advance 192 Cash at bank 8508 
Electricity 280 Rent prepaid 245 
Printing expenses 140 Subscription in arrear 280 
Accumulated fund 19254 Debtors for stamps 385 
Surplus income 10062 Stock of stamps 10920 
  Display cases (3500 -350) 3150 
  Equipment 6440 
  (5600+1400-560)  

 29928  29928 

                                    

4.6 Illustration  
The following accounts were taken from the books of XYZ Trust Hospital for the year 

ended Dec. 31, 2001. 

 

Receipts and payments accounts 

 
Receipts Rs. Payments Rs. 

Indoor patients 1600 Services to poor patients 200 
Out -door patients 250 Services to senior citizen 80 
Operating room 150 Nursing services 125 
Labour room 60 Medical services 450 
Anesthesiology  15 Pharmacy 90 
Radiology 40 Medical library 75 
Laboratory 200 Operating room 135 
Pharmacy 55 Anesthesiology 50 
Medical supplies 12 Radiology 25 
Emergency 40 Laboratory 60 
General contribution 900 Admn. Expenditure 555 
Government grant 612 Dietary 940 
Medicine donated 50 Out -patient & emergency 325 
Income from investment 400 Other expenditure 380 
Miscellaneous income 250 Surplus 1144 

Total 4634 Total 4634 

 

Note: There are depreciation expenses of Rs.425/- and interest expense of Rs.300/-. 
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Solution:  

XYZ Trust Hospital 

Income and expenditure account 

For the year ended Dec. 31-2001 
Expenditure Rs. Income Rs.   

Poor patients 200 Indoor patients 1600 
Senior citizens 80 Out -door patients 250 
Nursing services 125 Operating room 150 
Medical services 450 Labour room 60 
Pharmacy 90 Anaesthesiology 15 
Medical library 75 Radiology 40 
Operating room 135 Laboratory 200 
Anaesthesiology 50 Pharmacy 55 
Radiology 25 Medical supplies 12 
Laboratory 60 Emergency 40 
Admn. Exp. 555 Deficit from operations 1068 
Dietary 940   
Emergency services 325        
Other expenses 380   

 3490  3490 

Deficit from operation 1068 General contribution 900 
Interest exp. 300 Government grant 612 
Depreciation 425 Medicine donation 50 
Surplus income 419 Income from investment 400 
  Miscellaneous income 250 

 2212  2212 

              

5. BALANCE SHEET 
 

5.1 Preparation of Balance Sheet 
Balance sheet is one of the essential and important financial statements. You have already 

studied about this statement in unit No. 2. There is no change in the format of balance 

sheet for non-trading concerns as compared to trading concerns except the account titles. 

If you are given the information regarding assets and liabilities, you can prepare the 

balance sheet. Sometimes the opening capital fund (excess of assets over liabilities) is not 

given, then it become problem to ascertain the opening capital fund first. This may be 

calculated as follows: - 

 

Opening Assets - Opening Liabilities = Capital Fund (Accumulated) So the balance sheet 

prepared in this way at the end of the period show the financial position of the 

organization as on that date. 

 

5.2 Illustration 
Given below are the Receipts and Payments Account of the National Club for the year 

ended 31 March 2000 
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Receipts Rs. Payments Rs. 

To balance b/d 1025 By salaries 600 
To subscription:  By General expenses 80 
1998-1999 40 By entertainment Programme     
1999-2000 2050 Expenses 450 
2000-2001 60 By newspapers 150 
To donations 540 By municipal taxes 50 
To proceeds of entertainment    By charity 350 
Programme 950 By investment (Govt. Bonds) 2000 
To sale of waste paper 45 By electricity charges 140 
  By balance c/d 890 

 4710    4710 

                                     

Prepare the Club's Income and Expenditure Account for the year ended 31st March 2000 

and the Balance Sheet as on that date, after taking the following information into account: 

 

a) There are 500 members each paying an annual subscription of Rs. 5/-and Rs. 50/- 

is still in arrear for 1998 - 1999. 

 a. Municipal taxes amounting to Rs.40/- per annum have been paid upto 30th 

June 2000 and Rs.50/- for salaries is outstanding. 

b) Building stand in the books at Rs.5000/- and it is required to write off depreciation 

@ 5% per annum. 

c) Six percent per annum interest is accrued on Government Bonds for 5 months. 

 

Solution: 

National Club 

Income & Expenditure Account 

For the year ended 31.3.2000 
Expenditure Rs. Income Rs.   

To salaries  600  By subscriptions 2050 2500 
Add: Outstanding 50 650 Add: outstanding 450  
To general expenses 80 (500x5= 2500-2050)  
To news papers 150 By donations 540 
To municipal taxes 50  By proceeds of entertainment  
Less: Pre –paid 10 40 programme  950  
To charity 350 Less: expenses 450 500 
To electricity charges 140 By sale of waste paper 45 
To dep. - building 250 By interest on Govt. Bonds 50 
To excess of income 1975   
Over expenditure    

 3635  3635 
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Balance Sheet 
Liabilities Rs. Assets Rs.   

Opening capital fund: 6115  Buildings  5000     
Add: excess of income    Less depreciation   250 4750 
Over expenditure 1975 8090 Investment in Govt. Bonds 2000 
Subscriptions received in  Interest receivable 50 
Advance (2000-2001) 60 Subscriptions  
Outstanding expenses 50 Outstanding 1999-00 450  
           1998-99 50 500 
  Prepaid taxes (40x3/12) 10 
  Cash in hand 890 

 8200  8200 

 

Working for calculation of Capital fund 

From the information provided, the opening assets are as follows: - 

 

Cash in hand  Rs. 1025 

Buildings   5000 

Subscription for the year 

1998-99-received  Rs. 40 

Add sub. Receivable 50 90 

Less opening liabilities Capital fund Nil           

Capital fund   Rs. 6115 

 

5.3 Self Assessment Questions-IV 
Q.1 Fill in the blanks with appropriate answers: 

 i) The main sources of income of non -trading concerns are_______. 

 ii) In case of non-trading concerns, the excess of income over expenditure is 

utilized for the betterment of __________. 

 iii) Income & expenditure account includes items of _________ nature. 

 iv) Income & expenditure account exclude is the replacement of receipt and 

payment is the summary of __________. 

 v) In the income and expenditure account expenses are written on _________ 

side. 

 vi) Income and expenditure account is the replacement ________ and receipt 

and payment is the summary of __________. 

Q.2 How will you differentiate the receipt and payment account and income and 

expenditure account? 

Q.3 Prepare the income and expenditure account from the receipt and payment account 

you prepared in question No. 3 of self-assessment - II. 

Q.4 From the following information relating to subscriptions gathered from the receipts 

& payments account and additional information gathered from other sources, you 

are required to compute the income from subscription for the year ending 31
st
 

December, 2000. 

 Subscription Rs. 15000 As shown in the Receipt & Payment Account for the year 

ending 31.12.2000 
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Additional Information (a) 

a) Subscription outstanding on 31.12.1999 Rs. 3000  

b) Subscription outstanding on 31.12.2000 Rs.6000  

c) Subscriptions received in advance as on 31.12.1999 Rs.45000  

d) Subscriptions received in advance as on 31..12.2000 Rs.3000 

Q.5 The Receipts and Payments Account of Nawaz Football Club for the year ended 

31st March, 2001 was as under. 

 
Receipts Rs. Payments Rs.   

To balance b/d  1-4-2000 48000 By purchase of balls 80000 
To subscriptions received 246000 By tournament fees 10000 
To interest 2000 By affiliation fees 2000 
To sale of furniture 20000 By rent of play –ground 5000 
To donations for club building 60000 By refreshment expenses 4000 
  By traveling expenses 30000 
  By investments purchased 100000 
  at face value  
  By salary 12000   
  By miscellaneous expenses 8000 
  By balance c/d  31/3/2001 12500 

 376000  376000 

 

 Prepare the Club's Income and Expenditure Account for the year ended 31st March 

2001 and the Balance Sheet as on that date, after taking the following information 

into account: 

 i) The subscriptions received include Rs.10000/- outstanding subscriptions of 

the year 1999-2000. Subscriptions for the year 2000-2001 amounting to 

Rs.16000/- is still outstanding from member. Some members have paid 

subscriptions for the year 2001-2002 amounting to Rs. 8000/-, which is 

included in the subscriptions received. 

 ii) Interest accrued but not received Rs.500/-. 

 iii) The book value of the furniture sold was Rs. 14000/-. 

 iv) The rent of playground Rs.6000/- & salary Rs. 5000/- of the year 2000-2001 

are still outstanding and rent of playground of the year 1999-2000 Rs. 1000/- has 

been paid during this year. 

 There is a stock of balls with the club Rs.4000/- on 31st March, 2001. 

Q.6 Prepare balance sheet from the data given in question No. 3 under self-assessment 

section - III 

Q.7 Treasurer of a Eagles Club has prepared the following Receipts and Payment 

Account for the period ended on 30
th
 June, 2006. 

Receipts Amount Payments Amount 

Balance 
Entrance fee (25 @ Rs.100) 
Annual subscription: 
2005 200 
2006       2900 
2007         150 
Legacies 

6,274 
2,500 

 
 
 
 

3,250 

Grants to members 
Salaries 
Rent and rates 
Postage & telegram 
Repair to premises 
Investment 
Furniture purchased 

1,320 
675 

1,266 
136 
425 

13,000 
1,700 
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Miscellaneous receipts 
Sale of old furniture 
Donations 

12,600 
3,400 

120 
406 

28,550 

Cash in office 
Cash at bank 
 

3,528 
6,500 

___ 
_____ 
28,550 

 

 The following further information is supplied to you. 

(i) Annual subscription for each member is Rs.120, Rs.240 being in arrear for 

2006. 

(ii) The rent and rates prepaid to the 31
st
 December 2006. 

(iii) Postage and telegram Rs.56 related to 2005, still owing Rs.76.  

(iv) One-half of the legacies is to be treated as income. 

(v) At 1
st
 July, 2006 the building and premises stood in the books at Rs.35000, 

investment Rs.12000 and furniture Rs.3000. 

(vi) Depreciation is to be provided at the rate of 10% p.a. on furniture and writing 

down investments by 5% (opening balance only). 

  Required: Prepare Income & Expenditure Account and Balance Sheet 

Q.8 From the following Receipts and payments Account of a Sahiwal Women Club and 

the further information supplied, prepare an Income and Expenditure Account for 

the year ended 31
st
 December 1991. 

 
Receipts 
 
To Balance: 1-1-91 
 Cash in Deposit    10,000 
 Cash on Current     4,800 
 Cash in Office           600 
   ________ 
 
To Donations 
To Subscriptions 
To Endowment Fund 
To Legacies 
 
To Interest on Investments 
To Interest on Deposits 
To Sale of Old Furniture 
 
 

 
Rs. 

 
 
 
 

15,400 
 

16,000 
8,000 

30,000 
12,000 

 
19,000 

300 
150 

 
 
 
 

_______ 
1,00,850    

Payments 
 
By Charities 
By Staff Salaries 
By Rent & Taxes 
By Printing & Stationery 
By Postage 
 
By Advertisements 
By purchase of Furniture 
By Investments 5% 
By Advance against contract for 
extension of premises 
Balance: 
 Cash on Deposit 
 Cash on Current 
 Cash in Office 

 
Rs. 

29,000 
5,200 
2,400 

 
600 
200 

 
500 

 
1,500 

30,000 
 
 

10,000 
 

16,000 
4,000 
1,450 

______ 
1,00,850 

 

Other Information: 

It was decided to treat one-half of the Legacies and Donations as income. Rs.400 owed 

for Rent, Rs.600 for Staff Salaries and Rs.100 for advertisement at the end of the 

financial year. Interest on investment Rs.1,000 has accrued but not yet received. 
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Q.9 Following is the Receipts and payment account of Faisalabad Club for the year 

ended 31-12-1989. 

 
Receipts Rs. Payments Rs. 

Opening Balance 
Subscriptions: 
1988     250 
1989   1000 
1990     200 
Rent received for the use of Hall 
Profit from entertainment 
Sales of newspaper 

350 
 
 
 

1450 
700 
400 

   100 
3000 

Salaries 
General expenses 
Electricity charges 
Books 
Newspaper 
Closing Balance 

1400 
300 
200 
500 
400 
200 

 
_______ 

3000 

 

a) The club has 50 members, each paying an annual subscription of Rs.25/- 

subscriptions outstanding on 31
st
 December 1988 were Rs.300/-. 

b) On 31-12-1989 outstanding general expenses amount to Rs.100/- salaries 

paid in 1989 included Rs.300/- for the year 1988. 

c) On 1-1-1989 the club owned building valued Rs.10000/-, Furniture Rs.1000/- 

and Books Rs.1000/-. 

d) Provided depreciation of Furniture 10%. 

  Required: Prepare Income and Expenditure A/c and Balance Sheet for the 

year ended31
st
 December 1989. 
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SOME IMPORTANT TERMS 
 

Subscriptions: In non -trading concerns subscriptions are usually received. For example 

a club receives subscriptions from its members and this is usually a major source of 

income of a club. 

 

Donations: Non -trading concerns may receive donations and it may become a source of 

income or treated as liability depending upon whether it is a general donation or specific 

donation. 

 

a) General Donation If a donation is not specifically marked for any purpose, it is 

called as general donation. Before treating it as income or liability we will look at 

the amount of donation, how much its value is. If the amount is substantially large, 

this donation will be considered as liability being non-routine, non-recurring item. 

For example if City Football Club receives Rs. 20000 as donation, this amount is 

quite large as compared to the normal donations for the club. This will be shown in 

the balance sheet on the liability side. If the donation is of a small amount and of a 

routine nature and not meant for any specific purpose it will be treated as income. 

b) Specific donation If the donation is received for specific purpose, the donation is 

termed as specific donation, and that will be utilized only for that purpose. For 

example an organization (non-trading) receive donations for construction of library, 

the amount of donation cannot be utilized for any other purpose except construction 

of library or suppose the above mentioned donation of Rs. 20000 for City Football 

Club is specified for construction of boundary wall around the ground. Then this 

will also be treated as liability. Firstly we treated as liability for the reason that this 

amount is occasional in nature, it is not normal donation, and normally City 

Football Club does not receive this much amount as donations. Secondly, we 

treated it as liability because it is specifically meant for same purpose. It will be 

shown in the balance sheet a liability and will be used for the purpose for which it 

is meant. 

 

Illustration 

From the following extracts of receipt and payment account of a Raza Sports Club, you 

are required to differentiate items of income and expenditure account and balance sheet. 

 

Receipt & Payment Account 

For the year ending 31st Dec. 2000 
Receipts Amount      Payments Amount 

- Donation for construction of 100000   
boundary wall around the ground    
- Donations 1000   
- Subscription for annual tournament    
to be held in 2001 4000   

 105000   
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Additional information 

i) Rs.600 subscription on account of annual tournament is still outstanding: 

 

Solution  

Income & Expenditure Account 

For the year ending 31st Dec. 2000 
Expenditure Amount    Income Amount 

     Donation 1000        

 

Balance Sheet as on 31st Dec. 2000 
Liabilities Amount    Assets Amount 

Fund for construction of boundary wall around the 
ground (Donation received) 
Subscription for annual tournament 

100000 
 
 

4000     

  

to be held in 2001 104000       

 

Note: 

i) The amount of donations received for construction of boundary wall around the 

ground is a specific donation and will be written in balance sheet on liability side.  

ii) Donations received in a normal routine i.e. Rs. 1000/- has been treated as income 

of the current year - the amount is not earmarked for any specific purpose and the 

value is also small. 

iii) The subscription received for annual tournament to be held in 2001 is also for 

specific occasion and for the next year; this has been taken to the balance sheet on 

liability side. 

c) Life Membership Fee: The amount received as life membership fee is normally 

treated as income of the current year. But if the amount is large, initially it will be 

treated as liability and then distributed on number of years and certain portion of 

fee will be treated as income each year. 
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INTRODUCTION 
 

In the earlier units you have learnt how to maintain accounts on general basis. You will 

appreciate that accounting systems must take into consideration the form of business 

organizations. A single person may carry out business; on expansion another one or two 

persons may join and form partnership. Later the business may take the form of limited 

companies. In this unit you will learn the accounting practices to be followed for 

partnership firms, especially on formation of such firms, addition of new partners or 

leaving of a partner. 

 

OBJECTIVES 
 

After reading the unit you should be able. 

 To acquaint with general accounting procedure of partnership. 

 To list essential legal requirements regarding formation of partnership. 

 To state how to conduct the partnership business. 

 To follow accounting procedure on admission of incoming partner or a new 

partner. 

 To work out the goodwill on changes in partnership. 

 To prepare the revaluation account of assets & Liabilities as and when necessary. 

 To calculate the New Profit sharing ratio on admission of new partner. 

 To deal with the general Reserve Account. 

 To follow the accounting procedure on retirement/outgoing or death of a partner. 

 To work out the amount & share of the retiring outgoing partner. 



287 

 

1.   PARTNERSHIP: BASIC CONCEPTS 
 

1.1    What is partnership? 
In Pakistan the partnership Act, 1932 regulates the law of partnership. According to 

Section 4 of this Act: 

 

A. Definition of Partnership 

 i. "It is the relation between the persons who have agreed to share the profits of 

business carried on by all or any of them acting for all".  

 ii. "When two or more than two persons agree to combine their resources 

(capital & services) to carry on some lawful business is called partnership". 

B. Partner and Firm 

 Persons who have formed partnership are individually called partners & 

collectively a firm. 

 

Glossary of Terms 
Certain terms specially used in partnership accounts are defined as under: 

 

i. Articles of Partnership 

 These are terms and conditions in the agreement between the partners. 

ii. Business 

 It includes any trade, profession of vocations carries onto earn profit. 

iii. Firm 

 Partners are collectively known as a firm. 

iv. Firm Name 

 It is the name under which the business is carried on as known to the outside world. 

v. Co-Ownership 

 It is a relation between two or more persons who own property jointly or in 

common. 

 

1.2 Advantages of Partnership 
There are several reasons as to why sole - traders combine together and enter into 

partnership. Partnership enjoys many advantages, which are enumerated below: 

 

i. Simplicity of Formation 

 Like sole-proprietorship, the partnership can be easily organized. No legal 

formalities are involved in the formation of partnership. The partners enter into an 

agreement, get the firm registered and start business. 

ii. Larger Capital 

 In case of sole proprietorship, the capital is limited to the savings and borrowing 

capacity of one man. The partnership is normally in a stronger position to collect 

large capital to expand the business. 
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iii. Favorable Credit Facilities 

 As the liability of each partner is unlimited, the financial Institutions can easily 

advance loans to the partnership forms. 

iv.  Greater Management Ability 

 As there are many partners involved in the conduct of a business, the duties and 

responsibilities may be distributed to each partner. It increases the efficiency of the 

firm. 

v. Combined Judgment 

 "Two heads are better than one". In partnership the partners consult each other and 

as a result wise decision making is possible. 

vi. Admission or Retirement 

 If any partner wishes to leave the firm or new man wants to join with the consent of 

all the partners, it is possible to introduce the new blood and allow the disinterested 

partner to leave the firm. 

vii. Easy to Dissolve 

 The partnership can be dissolved at any time without any difficulty. 

 

1.3 Kind of Partners 
 i. Active Partner 

  The partner who invests capital and takes active part in the conduct of a 

business is called an active partner. 

 ii. Senior Partner 

  A partner who invests considerable amount and has leadership in the 

management of the business is called a senior partner. 

 iii. Dormant or Sleeping Partner 

  The partner who invests capital but does not take part in the conduct of a 

business and is not known to the public is called a sleeping partner. 

 iv. Silent Partner 

  A partner, who does not take any part in the management of the business but 

is known to the public as a partner, is called silent partner. 

 v. Nominal Partner 

  The person who lends his name and reputation to the firm but neither invests 

may capital or takes any part in day-to-day conduct of a business is called a 

nominal partner. He does not share in the profits and losses of the firm. 

  vi. Holding out Partner or Partner by Estoppels 

  A person who represents himself as partner although he has no right in the 

partnership is called a holding out partner. 

 vii. General Partner 

  The partner who have unlimited liability are called general partner. 

 viii. Limited Partner 

  If one or more than one partner have limited liability and at least one other 

partner has unlimited liability, it is said to be a limited partnership. There is 

no example of such partnership in Pakistan. 
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 ix. Secret Partner 

  A partner who takes active part in the affairs of a business but is not known 

to the public as a partner is called secret partner. 

 x. Junior Partner 

  A person who contributes small amount of investments and has limited 

experience of business is called a junior partner. 

 xi. Minor Partner 

  Partnership is a contract and a contract with a minor is void. But under a 

section 30 of the partnership Act, a minor may be admitted to the partnership 

with the consent of all the partners for the time being. 

 xii. Partner in Profit Only 

  If a partner is entitled to a certain share of profit and is not responsible for the 

losses he is known, as a partner in profit only. He is not allowed to take part 

in the management of the business. 

 

1.4 Essentials of Partnership 
Thus the following essentials must exists in a business before it can be called partnership. 

i. There must be at least two partners. 

ii. There must be an agreement either oral or in writing. 

iii. The agreement must show how to share profit & loss of the business. 

iv. The business should be for lawful purpose / consideration. 

v. The business should be carried on by all or any of them acting for all. 

vi. The liability of each partner is unlimited for all debts of partnership business. 

vii. During business every partner is the agent of other partners or the firm. 

viii. No one is allowed to transfer his share or interest to any other person without 

consent of all partners. 

 

1.5 Partnership Agreement/Deed 
The document which contains terms and conditions of partnership is known as 

partnership deed. In the absence of an agreement, the provisions of partnership Act are 

applicable. However the Act leaves it tot the discretion of partners to frame rules and 

regulations for running on the partnership business. Written agreement between partners 

will be helpful in case of disputes between the partners. 

 

The following points are to be written into partnership deed: 

1. Date of agreement. 

2. Name and location of the business. 

3. Nature of the business to be conducted. 

4. Names of the partners and their details. 

5. Investment of each partner. 

6. Basis on which profits or losses are to be shared by the partners. 

7. If interest is to be allowed on capitals, the rate of such interest. 

8. Salary allowances to the partners. 
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9. The limit of drawings for private purpose and rate of interest on such drawings (if 

any). 

10. The procedure of admission of a new partner. 

11. The retirement of any existing partner. 

12. Purchase and sales of interest to the other partners and outsiders. 

13. Treatment of goodwill in case of change in membership on admission, retirement 

or death of partner. 

14. Right, duties and liabilities of each partner. 

15. In case of disputes among partners the method of arbitration. 

16. The procedure of preparing the accounts and their audit. 

17. Head office of the firm and places of its branches. 

18. Name of the firm’s bankers. 

19. Division of assets upon dissolution of the partnership. 

20. Length and time the partnership to run. 

21. Signature of the partners. 

22. Treatment of assurance policy if any. 

 

1.6 Self-Assessment Questions-1 

1. Tick () mark the correct answer. 

i. A relation between two or more persons who own property jointly is called. 

 a. Partnership  b. Co-ownership. 

ii. Partnership is also called. 

 a. 1932  b. 1940 c. 1947 

iii. Partnership is governed by the partnership act. 

 a. Proprietorship   b. Corporation c. Mutual agency. 

iv. The relation between person who have agreed to share the profits of the 

business carries on by all or any of them acting for all is known as: 

 a. Sole ownership b. Partnership  c. Corporation. 

v. The owners of the partnership business are called. 

 a. Partners b.  Members  c.  Shareholders. 

 

2. Fill in the blanks. 

i. Current accounts of the partners should be opened when the capitals are 

___________. 

ii. In the absence of a partnership deed, Profit and losses are divided by partners 

___________. 

iii. In the absence of an agreement, interest on partners loan shall be paid 

___________. 

iv. In the absence of an agreement, partners shall ___________ salaries. 

 

3. State whether each of the following statements is ‘True’ or ‘False’. 

i. A partnership firm enjoys a separate legal personality apart from its partners. 

ii. Every partner has a right to be consulted in all decisions affecting the 

business of partnership. 
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iii. Current accounts are maintained in case of fluctuating capital system. 

iv. In the absence of any contract on the contrary, partners are required to share 

profits and losses equally. 

v. Partners are mutual agents for each other. 

 

4. State salient features of partnership. 

5. List five main provisions of a partnership deed. 

6. Can a partnership firm be formed without entering into written agreement? Explain 

the implications of such cases. 

 

2. GENERAL ACCOUNTING PROCEDURE FOR 

PARTNERSHIP BUSINESS 
 

General accounting procedure which you learnt in earlier units regarding maintaining 

account books (journals, day books, subsidiary ledgers, general ledger, preparation of 

trading, profit and loss accounts and balance sheet) is the same for all types of business 

organisations and as such in applicable to partnership also. Following accounts are 

however of special importance in case of partnerships. 

 

2.1 Capital Accounts 
These accounts show the financial contribution of each partner in the firm. Except for 

amendments to the proportions and extent of capital held, as for example, on admission 

of another partner, these capital amounts may remain unchanged. 

 

2.2 Current Accounts 
These accounts show day-to-day transactions affecting the partners apart from other 

business transactions. For example; credit for the share of profits and interest (if any) on 

capital, and debits for drawing (at the end of year) and any charge for interest on 

drawings. 

 

2.3 Drawing Accounts 
During the course of the year when it is apparent that business is operating at a profit, the 

partners may wish to make drawings, either in cash or in kind against their anticipated 

share of profits. These drawings must be kept away from the profit and loss account. At 

the end of the year these drawing accounts are closed to the current accounts of the 

partner (see 2.2 above). 

 

2.4 Interest on Drawings 
According to the Partnership Act no partner’s a drawing should be charged unless there is 

an agreement amongst the partners to the contrary. Usually no interest is charged on 

reasonable drawings of the partners, but when the withdrawals are heavy, the partnership 

deed should provide for charging interest on drawings. Interest is charged on Drawings in 

the following cases: 
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a. Where the drawings of the partners are unequal. 

b. Where the drawings are made on different dates. 

 

2.5 Interest on Capital Account 
According to the Partnership Act no interest is payable on the capital supplied by the 

partners. But if there is an agreement as to the payment of interest on capital, interest is 

payable at an agreed rate before division of profits. For the sake of equity, it is necessary 

to allow interest on partners capitals in the following cases: 

a. Where partners share profits equally but have unequal capitals, 

b. Where the partners have equal capitals but share profits unequality. 

 

2.6 Partners Salaries 
According to the Partnership Act, no partner is entitled to any salary for the work done 

for the firm. But if there is an agreement, a partner may be entitled to remuneration for 

his work to the firm. Where some of the partners devote whole of their time to the 

business, while other do not, it is usual to allow the former a salary before distributing the 

net profit. This practice is also followed where there are junior partners, having small 

capital in the firm who get remuneration from the business for their services. The salary 

is either drawn out in cash or credited to the Current Account of the partners. 

 

Example-1 

A and B enter into-a partnership on 1st January by introducing Rs.50000/- and Rs. 

100000/- respectively. Partnership deed provides 10% interest on equity / capital. A is 

entitled to a monthly salary of Rs. 1000. Income for the year before charging interest on 

capital and A’s salary amounting to Rs.57000. They share income and expenses equally. 

A’s drawings 1500, B’s drawings 2000. Show the distribution of incomes, journal entries 

and accounts relating to partners under: 

i. Fixed nature of capital 

ii. Fluctuating nature of capital. 

 

Solution 

 

PLS appropriation account for the year ended. 

 
To Salary – A 
To interest on capital 
     A          5000 
     B          10000 
To net profit:- 
     A  =  15000 
     B  =  15000  

12000 
 
 

15000 
 
 

30000 

By balance b/d  
 

57000 
 

 57000    57000   
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General Journal 

 

A. When Capitals are Fluctuating 
Date Description PR Dr. Cr. 

Dec. 31 Salaries 
            A’s capital 
Salary allowed to A   

 12000  
 

 
12000    

 Interest on capital 
             A’s capital 
             B’s capital 
Interest allowed on capital 

 15000  
5000 

10000    

 Profit on capital 
            A’s capital 
            B’s capital 
Income distributed   

 30000  
 

   
15000 
15000 

 

B. When the Capitals are Fixed 
Date Description PR Dr. Cr. 

Dec. 31 Salaries 
            A’s current-account 
Salary allowed to A   

 12000  
 

 
12000    

 Interest on capital 
             A’s current account 
             B’s current account 
Interest allowed on capital   

 15000  
 

 
5000 

10000    

 Profit and loss account 
             A’s current account 
             B’s current account 
Income distributed   

 30000  
 

 
15000 
15000   

 

 

Capital Account 

(When capitals are fixed) 
Date Description A B Date Description A B 

Dec. 31 Balance 50000 
 

50000 

100000 
 

100000 

Jan.1 Cash 50000 
 

50000 

100000 
 

100000   

 

Partner’s Current Accounts 
Date Description A B Date Description A B 

Dec.31 Cash (drawings) 1500 2000 Dec. 1 Salary Interest 12000 
5000  

 

 
10000   

Dec.31 Balance 30500 
32000 

23000 
25000   

 PLS a/c 15000 
32000 

15000 
25000   
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Capital Accounts 

(When Capitals are Fluctuating) 
Date Description A B Date Description A B 

Jan. 1 
Dec. 31 

Cash (drawings) 
 
Balance 

1500 
 
 

80500 
82000 

2000 
 
 

123000 
125000 

Jan. 1 
Dec. 31 

Cash 
Salary 
Interest 
PLS a/c 
 
Balance 

50000 
12000 
5000 

15000 
82000 
80500 

100000 
 

10000 
15000 

125000 
123000   

 

Example-2 

X, Y and Z are partners in a firm. On 1st January the balance of their capital was 

Rs.50000/-, Rs.75000/- and 100000/- respectively. During the year each partner drew 

Rs.3000/-. They share profit and loss in the ratio 1:1:2 during the year. The firm earned 

profit of Rs.52050/- without having the following adjustments. 

 

i. Interest on capital and drawings at the rate of 10% 

ii. Z is to be provided salary of Rs.500 a month. Each partner’s drawings are Rs.3000. 

Show profit and loss appropriation account and capital accounts. Capital under 

fixed and fluctuating method. 

 

Profit and Loss Appropriation Account 

Dr.         Cr. 
Date Description Amount Date Description Amount 

Dec.31 interest on capital 
A- 5000 
 
B -  7500 
C -  10000 
salary 
profit transferred to: 
X -  6000 
Y -  6000 
Z –  12000 

 
 
 
 

22500 
6000 

 
 
 

24000 

Jan.1 By balance b/d 
By interest on 
Drawings 
X – 150 
Y – 150 
Z – 150 
 

52050 
 
 
 
 

450 
 

  52500   52500 

 

Capital Accounts 

(When Capitals are Fluctuating) 

 
Description X Y Z Description X Y Z 

Cash (Drawings) 
Interest on drawings 
 
Balance 

3000 
150 

 
57850 

 

3000 
150 

 
85350 

 

3000 
150 

 
124850 

 

Balance 
Interest 
Salary 
PLS account 
 

50000 
5000 

 
6000 

 

75000 
7500 

 
6000 

 

100000 
10000 
6000 

12000 
 

Total 61000 88500 128000 Total 61000 88500 128000    

    Balance 57850 85350 124850   

 



295 

 

Capital Account 

Dr.       (When capitals are fixed)  Cr. 
Date Description X Y Z Date Description X Y Z 

Dec.31 Balance 
 

50000 75000 100000 Jan.1 Balance 50000 75000 100000 

  50000 75000 100000   50000 75000 100000 

 

Current account 

Dr.      Cr. 
Description X Y Z Description X Y Z 

Cash (Drawings) 
Interest on drawings 
 
Balance 
Total 

3000 
150 

 
7850 

11000 

3000 
150 

 
10350 
13500 

3000 
150 

 
24850 
28000 

Interest 
Salary 
Exp. & Rev 
Summary 
Total 

5000 
 
 

6000 
11000 

7500 
 
 

6000 
13500 

10000 
6000 

 
12000 
28000 

 

Note: If the dates on which amounts are withdrawn are not given the interest on the 

whole of the amount will be charged for six months on the assumption that amounts were 

withdrawn-evenly throughout the year. 

 

Example-3 

Mr. Akbar, Ali and Ahmed formed a partnership on 1st January contributing Rs.50000. 

70000 & Rs.100000 respectively. They share profit and loss in the ratio of 5:7:10. During 

the year they earned profit of Rs.49000. They however omitted the following matters. 

i. Interest on capital was not provided, rate being 10%. 

ii. Salary to Mr. Ali amounting Rs 5000 was not paid. 

iii. Reserve at the arte of 5% was to be provided at the figure of net profit after all the 

adjustments. Show the capital accounts of the partners if capitals are fluctuating. 

Drawing were: Akbar Rs.6000, Ali Rs.8000 and Ahmed Rs.10000/-. 

 

Solution: 

PLS Account 

For the period ended on 31st December 
To interest on capital 
Akbar –  5000 
Ali –  7000 
Ahmed –  10000 
To salary Ali 
To reserve fund 
To net profit 
Akbar –  4750 
Ali –  6650 
Ahmed –  9500  

 
 
 

22000 
5000 
1100 

 
 

20900 

By balance 49000   

 49000     49000   
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Capital account 
Description Akbar Ali   Ahmed   Description Akbar Ali Ahmed   

To cash (drawings) 
 
 
 
To Balance  

6000 
 
 
 

53750 
59750 

8000 
 
 
 

80650 
88650 

10000 
 
 
 

109500 
119500 

By balance 
By interest 
By salary 
 
By PLS a/c 

50000 
5000 

 
 

4750 
59750 

70000 
7000 
5000 

 
6650 

88650 

100000 
10000 

 
 

9500 
119500   

 

Example-4 

Mr. Aslam, Akbar and Azhar are partners in a partnership business, contributing Rs. 

40000/-, Rs. 50000/- and Rs. 50000/-. 

i. Mr. Aslam is entitled to salary Rs. 3000/- per year. 

ii. Interest of 10% is to be provided on capital of each partner. 

iii. Akbar is entitled of commission of 10% of any surplus after (i), (ii),  

iv. Remaining profit is to be distributed in the ratio of 4:3:1: Profit before all the 

adjusting amounts is Rs. 61000/-. 

 Prepare statement of Income Distribution and capital accounts of the partners. 

 

PLS Account for the year end 
To salary (Aslam) 
To interest on capital 
Aslam                         4000 
Akbar                          5000 
Azhar                          5000 
To commission – Akbar 
To net profit 
Aslam                       20000 
Akbar                       15000 
Azhar                         5000 

3000 
 
 
 

14000 
4000 

 
 
 

40000 

By balance  
 

61000 

 61000  61000 

 

Capital account 
Date Description Aslam Akbar Azhar Date Description Aslam   Akbar Azhar   

Dec.31 Balance  
 

67000 
 
 
 
 
 

74000 
 
 
 
 
 

60000 
 
 
 
 
 

Jan.1 Balance 
Salary 
Interest on 
Capital 
Commission 
PLS a/c 

40000 
3000 

 
4000 

 
20000 

50000 
 
 

5000 
4000 

15000 

50000 
 
 

5000 
 

5000 

  67000 74000  60000   67000 74000 60000   

 

Note: Commission has been calculated with the help of the following formula. 

 

NP x Rate of Commission  = 44000 x 10 = 4000 

100 + Rate of Commission         110  
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Example-5 

Balance of capital of M/s Z & M on 1st January is Rs.80000/- and Rs.50000/- 

respectively. The partnership deed provides the following: 

i. Interest to be charged on capital 10% and on drawings 8% per annum.  

ii.  Mr. Z is entitled for salary of Rs.1000/- per month. Each partner withdrew Rs.400/- 

per month on first of each month. 

iii. Mr. Z withdrew salary for 6 months i.e. Rs.6000/- and this was charged to profit 

and loss account. 

iv. Profit for the year before charging interest on drawing and capital and unpaid 

salary amounts to Rs.44247- They share income and expenses 2:1. Prepare capital 

accounts. 

 

Solution:  M/s Z & M 

PLS account for the period end 
To interest on capital 
Z – 8000 
M – 5000 
To salary – Z 
To net profit 
Z – 14998 
M – 7499 

3000 
 

13000 
6000 

 
 

22497 

By balance 
By interest on drawing 
 
Z – 130 
M –130 

44247 
 
 
 
 

260 
 

44497 44497 

 

Interest on drawing has been calculated as under: Product 

Rs.400/- draws on 1st Jan. stands for 12 months 400 x 12 = 4800/- 

Rs.400/- on 1st February stands for 11 months 400 x 11 = 4400/- 

Rs.400/- draws on 1st march stands, 10 months 400 x 10 = 4000 and so on. 

The sum will be Rs.31200. By dividing it on 12 we will get the weighted average of 

drawings that remained outstanding throughout the year.  

 

Weighted Average Drawing = Rs.31200  =   Rs.2600       

                                                       12 

Interest on Drawings = Rs.130 

 
Date Detail Z M Date Detail Z M 

Dec.31 Interest on drawings  
Cash drawings  
Balance 

 
208 

4800 
104068 

 

 
208 

4800 
57569 

 

Jan. 1 
Dec.31 

Balance 
Interest on capital 
Salary 
PLS a/c 

80000 
8000 
6000 

14998 

50000 
5000 

 
7499 

  108998 62499   108998 62499 
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2.7 Capital Ratio as Basis of Sharing Profit and Loss 

Under this system the profit or loss of the business is divided in the ratio of the capital. 

The capital ratio may be of the following type: 

i. Beginning capital ratio 

ii. Ending capital ratio 

iii. Average capital ratio 

 

i. Beginning Capital Ratio 

 When profit or loss is to be divided according to beginning capital ratio, the capital 

balance on 1st day of the accounting period is taken as a base. If the capital 

balances of M/s A & B on 1st day of the accounting period is Rs.30000/- and 

Rs.50000/- respectively, the profit or loss will be divided between them in the ratio 

of 3:5. 

ii. Ending Capital Ratio 

 When profit or loss is to be divided according to ending capital ratio, the capital 

balance on the last day of the accounting period is taken as a base. If the capital 

balance of M/s Y and Z on the last day of accounting is Rs.70000/- and Rs.30000/- 

the profit will be divided in the ratio of 7:3. If the capital at the end of a particular 

period is not given it will be calculated in the following way: 

 

 Ending Capital   =  Beginning capital + additional investment          (-) drawing 

 

Example – 6 

Akbar, Babar and Shan started business on 1st January, with Rs.30000/-. Rs. 50000/- and 

Rs. 60000/- respectively. They made additional investment during the year Rs.10000/-, 

Rs.4000/- and Rs. 5000/- respectively. During the year Akbar withdrew Rs. 4000/- and 

Shan Rs. 2000/-. During the year the firm earned a profit of Rs.21420. Give the necessary 

journal entries, if profit is distributed. 

(a) Beginning capital ratio 

(b) Ending capital ratio 

 

Solution: 

Beginning capital ratio 
 Akbar Babar Shan 

Capital 
Profit ratio 
Or 

30000 
3 

3/14 

50000 
 5 

5/14 

60000 
6 

6/14   

 

Share of Akbar = 3/14 x 21420 = Rs.4590/- 

Share of Babar = 5/14 x 21420 = Rs.7650/- 

Share of Shan = 6/14 x 21420 = Rs.9180/- 
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Ending Capital Ratio 
 Akbar Babar Shan 

Capital 
Profit  
ratio 
Or 

30000 + (10000 – 4000) 
36000 
4 
4/17 

50000 + (40000-0) 
54000 
6 
6/17 

60000+(5000-2000) 
63000 
7 
7/17   

 

Share of Akbar = 4/17 x 21420 = Rs.5040/- 

Share of Babar = 6/17 x 21420 = Rs.7560/- 

Share of Shan = 7/17 x 21420 = Rs.8820/- 

 

Case (a)  General journal  Dr.        Cr. 
Profit on Capitals: 
 To capital – Akbar 
 To capital – Babar 
 To capital – Shan 
(income distributed) 

 21420  
 

 
4590 
7650 
9180 

 

 

Case (b)      Dr.        Cr. 
Profit and loss account 
 To capital – Akbar 
 To capital – Babar 
 To capital – Shan 
(income distributed) 

 21420  
5040 
7560 
8820 

 

 

i. Average capital ratio 

 If the profit or loss of the business is to be divided in the ratio of average capital, 

the average capital is ascertained as under: 

(a) Periodical balance of each partner’s capital is ascertained. 

(b) Periodical balance is multiplied by the unchanged period and product is 

calculated. 

(c) Add the product of each period to get the total product. 

(d) Divide the total product by total period. 

(e) The resulting figure will be the average capital. 

 

2.8 Self-Assessment Questions-II 
1. State which one is the most appropriate answer. 

 i. In the absence of an agreement, interest in loan advanced by a partner to the 

firm is allowed at the rate of. 

  a. Six percent    b. Five percent       c. Twelve percent 

 ii. In the absence of an agreement, partner shall. 

  a.  Be paid salaries b. not be paid salaries 

  c.  Be paid salaries to those who work for the firm. 

 iii. Current account of the partners should be opened when the capitals are. 

  a.  Fluctuating      b. Fixed       c. Either fixed or fluctuating. 
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 iv. Where a partner is entitled to interest on capital subscribed by him, such 

interest will be payable. 

  a.  Only out of profits  b. Only out of capital 

  c.  Out of profit or out of capital d. none of these. 

 v. The interest on partners capital account is to be credited to 

  a. Partners capital account b. Profit and loss account. 

  c.   Interest account 

 

2. Tick () mark the correct answer. 

 i. Current account of each partner is opened: 

  a. When capital are maintained under fixed methods. 

  b. When capital are maintained under fluctuating methods. 

 ii. Balance in the partner’s current account increases capital if it shows. 

 iii. Capital may be maintained under: 

  a. Fixed capital method 

  b. Fluctuating capital method, (c) by any of the above 

 iv. The balance of income summary increases capital of the partner. 

  a. In case balance is debit   b. in case balance is credit 

 

3. State the most appropriate answer. 

 i. The balance of income summary increases capital. 

  a. When balance is debit b. If balance is credit 

 ii. If a partner contribute assets as well as liabilities his net capital investment is 

determined by way of. 

 iii. Allowance for reserves is made 

  a. after distribution of profit 

  b. before distribution of profit 

 iv. Share of each partners profit is calculated after the preparation of. 

  a. Balance sheet  b. Income statement 

 v. Every partner has the right to take part in the ______ of a partnership 

business. 

  a. Election b. Management 

 

4. Saleem, Nadeem and Kaleem, are partners in a business. During the year 20-A they 

earned a profit of Rs.25668/-, the capital accounts of the partners for the period are 

given as under: 

 

Capital Nadeem 
20-A 
Oct. 1 
Dec. 31 

 
To drawing 
To balance 

 
4000 

52000 

20-A 
Jan. 1 
Mar. 1  

By balance  
By cash (investment)  
 

 
50000 
6000 

  56000   56000 
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Capital Saleem 
20-A 
Mar. 1 
Jul. 1 
Dec. 31 

 
To drawing 
To drawing 
To balance 

 
3000 
3000 

60000 

20-A 
Jan. 1 
May 1 

 
By balance 
By cash (investment) 

 
60000 
6000 

 

  66000   66000 

 

Capital Kaleem 
20-A   20-A   

Nov. 1 
Dec. 31 

To drawing 
To balance 

2000 
72000 

Jan. 1 
Jan. 1 

By balance 
By cash (investment) 

70000 
4000 

  74000   74000 

 

Required: Calculate the share of profit of each partner and pass the necessary journal 

entry under: 

(a) Beginning capital ratio 

(b) Ending capital ratio 

(c) Average capital ratio 

 

5. Black and white formed a partnership with investments of Rs.60000/- and 

Rs.9000/- on 1st January. On 1st April white made additional investment of 

Rs.19500/- and withdraw for his personal expenses Rs.4500/- on 1st June. Black 

withdrew Rs.2250/- on 1st March and made additional investment of Rs.8750/- on 

1st July. 

 Determine their participation in net income of Rs.54943/- and make necessary 

journal entries under each of the following assumptions: 

i. No agreement regarding division of income. 

ii. Income is to be divided in the ratio of their original investment. 

iii. Income is to be divided in the ending capital ratio. 

iv. Income is to be divided in the average capital ratio. 

v. Black is entitled 40%. 

vi. Interest at the ratio of 8% allowed on the original investment and the balance 

divided in the ratio of 3:5. 

vii. Black entitled salary Rs.6000/- and white Rs.9000/- and the balance in the 

ratio of 30% and 70%. 

 

6. Discuss the merits of distribution of profits under the following situations: 

 a. In a pre-prescribed ratio 

 b. In ratio of fixed capitals 

 c. In ratio of fluctuating capitals 

 d. In ratio of capability of each partner 

 

7. What is the difference between a drawing account and a current account? How 

their accounts are related to capital accounts of partners? 
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3. ADMISSION OF A NEW PARTNER 
 

You have already learnt the reasons why traders combine together resources and enter 

into partnership. In this connection paragraph 1.2 may be referred to. The same reasons 

are applicable for admission of a new partner in an existing firm. 

 

Subject to special agreement, a new partner can be admitted only with the consent of all 

the existing partners. The partners reconsider the working arrangements and agree on 

fresh terms and conditions under which the reconstituted business shall be run. On 

admission of a new partner the existing partners will naturally become entitled to have 

satisfactory compensation for surrendering a part of their share in the profit of the firm. 

The following paragraph deals with admission of a new partner in the firm. 

 

3.1 Admission Procedure 
When a new person is admitted as a partner, certain adjustments in account books 

become necessary. Chiefly this is because, the new partner will require a share in the 

profits of the firm and due to this reason, the old partners will stand to loss and sacrifice a 

part of their profit when accommodating the incoming new partner. At the time of 

admission the main questions to be dealt with are: 

(a) Treatment of goodwill/or bonus 

(b) Revaluation of assets and liabilities 

(c) Settlement of new profit sharing ratio. All these issue are discussed in the 

following. 

 

3.2 Goodwill in Partnership 
The first thing, which is to be taken in consideration on admission of a new partner, is 

goodwill. The term goodwill has been defined in various ways: 

(a) “Nothing more than the probability that the old customers will resort to the old place”. 

(b) “The benefits and advantages accruing from the habitual customers of a successful 

business”. 

(c) “The excess value of an old established business over the capital value of the same”. 

(d) “The value attaching to the reputation of business”. 

 

In fact, goodwill means the goodwill, rather the good wishes of the buying public towards 

a particular business as a result of which, that business attracts a regular flow of 

customers and good profits. Briefly, goodwill may be said to be that element arising from 

the reputation, connection or other advantages possessed by the business, which enables 

it to earn profits greater than the return normally expected on capital invested in the 

tangible assets employed in the business. It is the value of the reputation of the firm. 

 

Goodwill is a positive asset, no doubt, but it is an intangible asset unlike plant and 

machinery, land and building, stock is trade, etc. goodwill cannot be seen but its 

existence can be felt and appreciated. The existence of changes hands and its goodwill 
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fetches a good sum, although the old proprietors were not perhaps fully aware of its 

existence and value. 

 

The factors, which are responsible for the goodwill of a business, may be one or more of 

the following: 

(a) The name of the business. 

(b) The nature or reputation of the article sold or of the service rendered. 

(c) The personality or personal reputation of the proprietors. 

(d) The particular advantage of the site of business. 

(e) The possession of the trade marks, patents, or trade name by the firm. 

 

The factors named above result in extra profits and hence goodwill will arise when 

business is profitable. A business running into losses will have, generally, no goodwill. 

 

3.2.1 Valuation of Goodwill 

There are various methods in practice for the valuation of goodwill. The usual methods 

are as under: 

 

i. Average Profit Basis 

 In this case the profits of the past few years are averaged. The average is multiplied 

by a certain number (2 or 3 or 5) as agreed. It is expressed, for example, as 3 years 

purchases of 5 year’s average profits. The profits for the year 20-A to 20-F have 

been Rs.8000/-, Rs.10000/-, Rs.12000/-, Rs.7000/-, and Rs.13000/-. First of all 

ascertain the average for 5 years profits and then multiply that average by three. 

The product will be the amount of goodwill. The average comes to Rs.10000/-. The 

goodwill be 3 x 10000 = Rs.30000/-. 

ii. Super Profit Basis 

 In this case interest on capital employed at the rate prevailing in the market and 

also reasonable salary of the proprietor is deducted from the average profit. What 

remains is “Super Profits”. Suppose in the case discussed above the capital of the 

firm consists of Rs.80000/- and that 5 percent is reasonable return in the industry. 

The reasonable or normal profit @ 5 percent has come to Rs.4000/-. The average 

profits being Rs.10000/-, the super profits in this case come to Rs.6000/-. In the 

example given above, if goodwill is to be calculated at 3 years purchase, the 

goodwill is 6000 x 3 = Rs.18000/- 

iii. Capitalisation Method 

 In this method the value of the whole business is found out by the formula, 

  Profit    x 100 

  Reasonable or normal return 

 

From this figure the assets of the firm are deducted and the remainder is goodwill. In the 

above example of the value of the whole business is 10000 x 100 or Rs.10000/-. Net 

assets or capital is Rs.80000/-. Hence the goodwill will be 10000 – 80000 = Rs. 20000/-. 
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 When is Goodwill Valued? 

 

 The necessity for the valuation of goodwill arises in the following cases: 

(a) When a new partner is admitted to partnership 

(b) When a partner retires or dies 

(c) When the profit sharing ratio amongst the partners is changed and 

(d) When the business is dissolved or sold 

 

3.3 Accounting Treatment of Goodwill/Bonus 
When a person wishes to join an existing business as a partner, it is but reasonable that 

the existing partners should require the new comer to pay a sum over the above amount 

of capital he desires to put in, for giving him a share in the profits of the firm. The 

amount is called goodwill. However, it is not necessary that the new partner should pay 

his share of goodwill in cash. There are various ways in which goodwill can be dealt with 

on the admission of a partner. Following are the ways: 

 

i. Goodwill Paid Privately 

 Under this method in-coming partner pays goodwill to the old partner privately 

outside the business. In this arrangement no entry is made or recorded in the books 

of the firm as it is purely a personal arrangement between the old partner and the 

new partners and the premium, bonus or goodwill thus paid by the incoming 

partner, is not the firm’s property, and therefore no accounting entries are required 

to be made. 

ii. Goodwill Brought in Cash and Retained 

 In this case the incoming partner brings goodwill in cash which is retained in 

business, this amount will be divided between the old partners in their profit 

sharing ratio. The entries to be made would be: 

 
a. Debit cash or Bank Account      Cr. good will 

account 
(with the actual amount, which is brought in as 
goodwill) 

b. Debit goodwill account 
Credit old partner capital 
account 

(in the ratio in which old partners are sharing) 

 

One point must however, be noted. This should be the case when the admission of a 

person as partner, the ratio as among the old partners does not change. But on the 

admission of a new partner the profit sharing of old partners as among them is also 

changed. It has been made clear above that goodwill is compensation to old partners. 

Therefore, the amount brought in as goodwill by the incoming partner should be credited 

to the old partners in the ratio of their sacrifice and not in the old profit sharing ratio. 

 

Suppose A and B was sharing profits in the ratio of 5:3, C is admitted and new profit 

sharing ratio is 2:1:1. This means that A will now get one half, B will get one fourth and 

C also one-fourth. The ratio of sacrifice can be calculated by finding out how much A & 

B (old partners) lose. A loses 5/8-1/2 i.e., 1/8. B loses 3/8-1/4, i.e. 1/8. Therefore, on C’s 
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admission both A & B lose equally. The amount brought in by C should be credited to the 

capital accounts of A & B equally. The students must note that treatment of goodwill is 

necessary only when goodwill is brought in cash. This is shown in the following 

example: 

 

The following is the balance sheet of Abid and Akbar as at Dec. 31st: 

 
Capital & Liabilities Amount Assets Amount 

Sundry creditors 
 
Owner’ equities 
Capital – Abid  15000 
Capital – Akbar 15000 

30000 
 
 
 

30000 

Cash account 
Sundry assets 

10000 
50000 

 
 
 

 60000  60000 

 

The particulars shared profits and losses in the ratio 3:2. On the above date Asghar was 

admitted as partner for 1/5 share in the business. 

 

Required: Giver necessary journal entries and prepare balance sheet under the following 

cases separately. 

i. Asghar has invested Rs.10000/- in the partnership. 

ii. If it is agreed that Rs.30000/- would represent 4/5 of the total capital of the new firm. 

 

Solution: 

Case (1)  General Jounal 
Date Description Dr. Cr. 

Dec. 31 Cash 
 Capital - Asghar  
Investment made by Asghar 

10000 
 

 
10000   

 

Name:_____________ 

Balance sheet as on Dec. 31st 
Capital & Liabilities Amount Assets Amount 

Sundry creditors / account, payable 
 
Owners equities: 
Capital – Abid     15000 
Capital – Akbar   15000 
Capital – Asghar 10000 

30000 
 
 
 
 
 

40000 

Cash (10000 + 10000) 
Sundry assets 

20000 
50000 

 
 
 

 70000  70000 
 

 Case (2.) 

 New partner’s interest   = 1/5 

 Remaining interest of old partners = 4/5 

 Capital for 4/5 interest  = 30000/- 

 Total capital of new firm  = 30000 x 5/4 = 37500/- 

 Asghar’s capital   = 37500 x 1/5 = 7500/- 
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General journal 
Date Description Dr. Cr. 

Dec. 31  
Cash 
 Capital – Asghar  
Investment made by Asghar 

 
7500  

 
 

7500   

 

Name:_____________ 

Balance sheet as at Dec. 31st 
Capital & Liabilities Amount Assets Amount   

Sundry creditors / accounts payable 
Owners’ equities 
Capital  Abid    15000 
Capital  Akbar  15000 
Capital  Asghar 7500 

30000 
 
 
 
 

37500 

Cash (10000 + 7500) 
Sundry assets 

17500 
50000 

 
 
 
 

 67500  67500 

 

iii) By Purchase Interest in an existing partnership business 

 When a new partner purchases interest of the old partners neither the total assets 

nor the total capital of the business is effected. The new partner pays the purchase 

price directly to the old partners, therefore, payment is not recorded in the books of 

the firm. Only entry will be for the transfer of capital of the old partners to the new 

partners. Capital of the old partner will be decreased and capital of new partner will 

be increased, the journal entry would be: 

 Old partner’s capital  Dr. 

  To new partner’s capital  Cr. 

 

Example-9 

X and Y are carrying on business as general merchants, sharing profit and losses in the 

ratio of 2:3. Their balance sheet as on 31st December is as under: 

 
Equities & Liabilities Amount Assets Amount 

Sundry creditors 
Bills payable 
General reserve 
Capital X 
Capital Y 

32000 
6000 
4000 
8000 
6000 

Cash at bank 
Bills receivable 
Stock 
Investment 
Machinery 
Building 

2000 
3000 
8000 
4000 

19000 
20000 

 56000  56000 
 

It is decided to admit Z into the partnership on the condition that he would pay Rs.4000/- 

as capital on 1st January. Goodwill is to be valued at 3 years purchase of 4 years average 

profit, the profit or loss for the 4 years are: 

 
1st year profit 2200 2nd year profit 1600   

3rd year loss 800 4th year profit 1800   
 

The new profit sharing ratio is 5:6:7 
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Required: Give journal entries and show the balance sheet under the following methods 

of treatment, of goodwill: 

i. Goodwill paid privately 

ii. Goodwill paid in cash and retained 

iii. Goodwill paid in cash and withdrawn half share of goodwill 

iv. Goodwill raised 

v. Goodwill raised and written off 

 

Solution: 

i)  No Entry is Required 

 Goodwill will be calculated as follows: 

 Four year total profit = 2200+1600-800+1800=Rs.4800/- 

 Four years average profit = 4800/4 = Rs.1200/- 

 Goodwill = Rs.1200 x 3 = Rs.3600/- 

 Z’s share of goodwill = 3600x7/18 = Rs.1400/- 

 

ii) Goodwill Paid in Cash and Retained 

 

General journal 

 
Date Description  Dr. Cr. 

 General reserve account 
 To capital – X 
 To capital – Y 
(General reserve transferred to capitals) 

 4000  
1600 
2400 

 Bank account 
 To capital – Z 
(Capital paid in by Z) 

 4000  
4000 

 Bank account 
 To goodwill account 
(Goodwill paid by Z) 

 1400  
1400 

 Goodwill account 
To capital – X 
To capital – Y 
(Goodwill a/c is transferred to old partners’ 
a/c in the ratio of sacrifices i.e. 11:24. 

 1400  
440 
960   

 

Sacrifice ratio will be calculated as follows: 

Sacrifices ratio of X = 2/5 – 5/18 : 36-25 = 11/90 

                           90 

 

Sacrifices ratio of Y = 3/5 – 6/18 : 54-30 = 24/90 

                                                                       90 

 

Sacrifices ratio = 11/90 : 24/90 = 11 : 24 
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Balance sheet of new firm as on 1st January 

 
Equities & Liabilities Amount Assets Amount 

Sundry creditors 
Bills payable 
Capital – X 
Capital – Y 
Capital – Z 

32000 
6000 

10040 
9360 
4000 

Cash at bank 
Bills receivable 
Stock 
Investment 
Machinery 
Building 

7400 
3000 
8000 
4000 

19000 
20000    

 61400    61400   

 

iii) When goodwill paid in cash and withdrawn 

 This method is similar to the second, with the exception that the money paid in by 

the incoming partner for goodwill is not left in the business but is withdrawn by the 

old partners. The journals entries in this method are similar to those made in second 

method, except the following additional entry, which is made when the old partners 

withdraw goodwill. 
 

 Old partner capital  Dr. With the amount of cash 

        To cash / bank account Cr. Withdrawn by old partners 

 

Note: 

As under method second and third the old partners are compensated in cash for the share 

of their goodwill, which they surrender to the new partner, therefore, no goodwill account 

is shown in the balance sheet for the new partnership. This will be clear from the 

following example: 

 

Goodwill paid in cash and withdrawn 
 

General journal 
Date Description  Dr. Cr. 

 General reserve account 
 To capital – X 
 To capital – Y 
(General reserve transferred to old partner’s capital account) 

 4000  
1600 
2400    

 Bank account 
 To capital-Z 
(Capital paid by Z) 

 4000  
4000 

 Bank account 
 To Goodwill a/c 
(Goodwill paid by Z) 

 1400  
1400 

 (Goodwill a/c 
              To Capital – X 
              To Capital – Y 
Goodwill credited to old partners in ratio of Sacrifice    

 1400  
440 
960    

 Capital – X 
Capital – Y 
              To Bank a/c 
(Goodwill withdrawn by X & Y) 

 220 
480 

 
 

700 
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Balance sheet of new firm as on 31st Dec. 

 
Equities & Liabilities Amount Assets Amount 

Sundry creditors 
Bills payable 
Capital – X 
Capital – Y 
Capital – Z 

32000 
6000 
9820 
8880 
4000 

Cash at bank 
Bills receivable 
Stock 
Investment 
Machinery 
Building 
Goodwill 

6700 
3000 
8000 
4000 

19000 
20000 
3600 

 63600  63600 

 

iv. Goodwill Raised 

 Some times it happens that the incoming partners fail to pay the old partners his 

share of goodwill in cash. In such a case, in order to compensate the old partners, it 

is agreed to raise a goodwill account in the books of firm. Goodwill account is 

raised at full-agreed value and is shown as an asset in the balance sheet. The entry 

will be: 

 Goodwill account  Dr.  

 To old partners capital account)  Cr. 

 (In the old profit sharing ratio) 

 A point to note is that if the goodwill is already appearing in the books of old firm, 

the entry will be for the difference only, if the amount of goodwill already 

appearing in the books is more then the present value then it means that there is a 

loss to be suffered by the old partners, in this case, the entry will be: 

 Old partners capital  Dr.  

 To goodwill account    Cr. 

 (In the old profit sharing ratio) 

 This will be clear from the following example: 

v. Goodwill Raised and Written Off 

 It is not considered proper to continue to show goodwill in the balance sheet. This 

is because goodwill is an asset, which can be realized, only if the firm is dissolved. 

Therefore if the goodwill is raised on the admission of a partner, it is often written 

off immediately. This is done by debiting all partners including the new partner, in 

the new profit sharing ratio and by crediting goodwill. 

 a. Debit goodwill account  (goodwill raised) 

  Credit old partner’s capital account 

 b. Debit all partners capital account (goodwill written off 

  Credit goodwill account  in the new ratio) 

 Note: 

 Goodwill in this case will not appear in the balance sheet of the newly formed 

partnership as shown in the following example: 
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vi. Goodwill raised and written off 

 

General journal 
Date Description  Dr. Cr. 

 General reserve account 
To capital – X 
To capital – Y 
(General reserve transferred to old partner’s capital account). 

 4000  
1600 
2400    

 Bank account 
 To capital – Z 
Capital paid in by Z 

 4000  
4000 

 Goodwill account 
To capital – X 
To capital – Y 
(Goodwill raised and credited to old partners capital in old ratio) 

 3600  
1440 
2160 

 Capital – X 
Capital – Y 
Capital – Z 
 To Goodwill A/c 
(Goodwill written off) 

 1000 
1200 
1400  

 

 
 
 

3600  

 

Balance sheet of new firm as on 1
st
 January 

Equities & Liabilities Amount Assets Amount 

Sundry creditors 
Bills payable 
Capital – X 
Capital – Y 
Capital – Z 

32000 
6000 

10040 
9360 
2600 

Cash at bank 
Bills receivable 
Stock 
Investment 
Machinery 
Building 

6000 
3000 
8000 
4000 

19000 
20000 

 60000  60000 

 

3.4 Revolution of Assets and Liabilities 
Whenever new partner admitted in business it usually happens that assets and liabilities 

are valued at market value so that losses or gains due to change in the value of assets and 

liabilities are determined. At that time, the first problem that arises is that of revaluation 

of assets and liabilities. It is but natural that new partners should neither be benefited due 

to appreciation nor he should suffer loss due to fall in value of assets similarly, for 

liabilities. Thus at the time of admission assets and liabilities are re-valued according to 

the present market position. The change in the value of assets and liabilities may be 

recorded through an account called “Revaluation”. The profit or loss due to revaluation is 

transferred to old partners capital in the ratio they share profit and loss before admission. 

 

Accounting procedure 

The assets, which are appreciated, will be debited with the increased value, while 

revaluation account will be credited. On the other hand the assets, which are reduced in 

value, are credited with the amount of decrease and revaluation account will be debited. 

Reverse entries, will be passed in case of revaluation of liabilities. 

a. When value of asset is increased 
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 Particular assets a/c  Dr.  (With the amount of increase  

  To revaluation a/c Cr. In the value of assets.) 

b. when value of asset is decreased 

 Revaluation a/c  Dr. (With the amount of decrease  

  To particular asset a/c Cr. in the value of assets) 

    

c. When value of liabilities is increases 

 Revaluation a/c              Dr.  (With the amount of increase 

  To particular liabilities a/c Cr. In the value of liabilities) 

 

d. When value of liabilities is decreased 

 Particulars liabilities a/c   Dr. (With the amount of decrease  

  To revaluation a/c Cr. In the value of liability) 

 

After passing the entire journal entries regarding revaluation of assets and liabilities, 

revaluation account will be prepared. If credit side of revaluation is greater than the debit 

side, there will be gain on revaluation. This again will be distributed among the old 

partners in their old income sharing ratio. The journal entry will be: 

 

e. Revaluation account  Dr. (with their respective share of  

  To partners capital Cr. profit) 

 

If debit side of revaluation is greater than the credit side there will be loss on revaluation. 

This loss distributed among old partners in their old income-sharing ratio. The journal 

entry will be reverse of the above entry, will now appear as under: 

f. Old partners capital a/c Dr. (with their respective share of  

  To revaluation a/c Cr loss) 

 

General Reserve 

At the time of admission of a partner any general reserve or balance of profit or loss 

account appearing in the books of account should be transferred to the old partners in 

their old income-sharing ratio. The journal entry will be: 

 

General reserve / profit and loss a/c Dr. (with their respective share of 

 To old partners capital a/c Cr. General reserve 

 

This is illustrated in the following example: 

 

Example-10 

Rizwan, Imran and Rehan are partners in a firm. They share profit and loss in 5:3:2 ratio. 

Their balance sheet on 31st December is as under. 
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Equities & Liabilities Amount Assets Amount 

Sundry creditors 15000 Cash in hand 5650 
Bank overdrafts 6000 Cash in bank 3000 
Capital – Rizwan   90000  Sundry debtors 11500 
Capital – Imran      70000  Stock 45850 
Capital – Rehan     50000 210000 Furniture           6000  
  Less depreciation 600 5400 
  Machinery              49000  
  Less depreciation     4400 44600 
  Building 76000 
  Tools (less depreciation)  39000  

 231000  231000 

 

They admit Kamran, at the time of admission, assets were re-valued as such: 

1. Stock re-valued Rs.42300/- 

2. Rs.200/- on sundry debtors is not to be received 

3. Building is appreciated by Rs.34000/- 

4. Tools are re-valued at Rs.37000/- 

5. Furniture is valued at Rs.5000/- Machinery at Rs.42000/- 

6. Kamran contributed Rs.80000/- for share in profit 

7. Goodwill account for Rs.84750/- is raised 

Required: Journalise the above matters. Prepare balance sheet of the new firm. 

 

Solution: 

 

General journal 
Date Description Dr. Cr. 

 Revaluation account 8750  
  To stock  3550 
  To allowance for un-collectable a/c  200 
  To tools account  2000 
  To furniture account  400 
  To machinery account  2600 
 (Sundry assets are re-valued)   

 Building account 34000  
  To revaluation account  34000 
 (Building is appreciated)   

 Revaluation account 25250  
  To capital – Rizwan  12625 
  To capital – Imran  7575 
  To capital – Rehan  5050    
 (Loss or revaluation transferred to old partners at their old ratio)   

 Goodwill account 84750  
  To capital – Rizwan  42375 
  To capital – Imran  25425 
  To capital – Rehan  16950 
 (Goodwill raised in the books)   
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Revaluation account 
Sundry debtors 
Allowance for un-collectable 
To tools 
To furniture 
To machinery 
Profit transferred to: 
Capital – Rizwan        12625 
Capital – Imran            7575 
Capital – Rehan           5050 

3550 
200 

2000 
400 

2600 
 
 
 

25250 

By building account 34000 

34000 34000 

 

Capital accounts 
 Rizwan Imran Rehan  Rizwan Imran Rehan 

Balance 145000 103000 72000 By balance 
By revaluation a/c 
Goodwill a/c   

90000 
12625 
42375 

 

70000 
7575 

25425 
 

50000 
5050 

16950 
 

 145000 103000 72000  145000 103000 72000 

 

Name:________________ 

Balance sheet as at 1st January 
Capital & Liabilities Amount Assets Amount 

Sundry creditors 
Bank overdraft 
Rizwan – capital 
Imran – capital 
Rehan – capital 
Kamran – capital   

15000 
6000 

145000 
103000 
72000 
80000 

 
 
 
 
 
 

Current assets 
Cash (5650 + 80000) 
Cash at bank 
Sundry debtors           11500 
Less allowance               200 
Stock 
Non-current assets 
Machinery 
Furniture 
Building (76000 + 34000) 
Tools 
Goodwill 

85650 
3000 

 
11300 

 
42300 

 
42000 
5000 

110000 
37000 
84750 

421000 421000 

 

3.5 The Profit Sharing Ratio 
 A. Finding out the new ratio might involve a little problem. The language of the 

agreement is most important. In some cases the new ratio is given. In others 

only the share to be given to the new partner is given. The assumption is that 

as between the old partners the ratio does not change. In such a case one 

should deduct from the share of the new partner and then divide the 

remainder in the old partners in the old ratio. Suppose A & B are partners 

sharing profit and loss in the ratio of 5:3. They admit C and agree to give him 

3/10 of the profit. Then the new ratio will be calculated as follows. 

  C’s share is 3/10; deducting this from 1, what is left is  
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  1-3/10 = 7/10 

  A’s share = 7/10 x 5/8 = 35/80 

  B’s share = 7/10 x 3/8 = 21/80 

  C’s share = 3/10 or-24/80 

  The ratio is 35:21:24 

B. In certain cases the incoming partner “Purchases” share from the other partners is 

different proportions. Suppose A and B sharing profit in the ratio of 5:3 admit C 

giving him a 3/10 share of profits of the firm. If C acquires this share 4/20 from A 

and 2/20 from B, the new ratio will be: A=5/8-4/20 = 1.7/40 

 B = 3/8 – 2/20 = 11/20 

 C = 3/10 or = 12/40 

 If C acquires his 3/10 equally from both 

 A’s share would be 3/20 – 3/20 = 19/40 and 

 B’s share would be 3/20 – 3/20 = 9/40 

C. Reserve etc. in the balance sheet 

 Whenever a new partner is admitted, any reserve, etc, which may be lying in the 

balance sheet should be transferred to the capital account of the old partners in the 

old profit sharing ratio. In examination problems it should be done even if there are 

no instruction of this point. 

D. Capitals in the profit sharing ratio 

 If is often agreed on admission of a partner that the capitals of all partners should 

be in proportion to their respective share in profits. The starting point my be the 

new partner capital or the new partner himself may be required to bring in capital 

equal to his share in the firm. If the new partner’s capital is given, one should find 

out the total capital of the firm on the basis of the share. Then the capital required 

of other partners should be ascertained. This question should be taken up after 

making all adjustments in respect of goodwill, transfer of profit or loss on 

revaluation of assets and reserves, etc. Suppose A and B are two partners sharing in 

the ratio of 3:2 having capitals Rs.30000/- and Rs.16000/- respectively. They admit 

C in a firm with a share of ¼ in the profit of firm, C contributes Rs.15000/- as his 

capital. Then the required capital of A and B should be calculated as follows: 

 A’s share of profit[1-1/4] x 3/5 = 9/20 

 B’s share of profit [1-1/4] x 2/5 = 6/20 

 C’s share of profit [1-1/4] x 1/5 = 5/20 

 

 If C’s share is Rs.15000/- then the total capital should be Rs.15000 x 4/1 = 

Rs.60000/- 

 A’s share therefore should be 60000 x 9/20 = 27000 

 B’s share therefore should be 60000 x 6/20 = 18000 

 

 A’s share therefore, should be paid Rs.3000/- i.e. 30000 – 27000/-, B should bring 

Rs.2000/- i.e. 18000 – 16000. 
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We can get these figures in another way also. If for 5/20 share of profits, the capital is 

Rs.15000, for 9/20 share of profits, the capital should be 15000 x 2/5 x 9/20 = 27000A. 

This is what A’s capital should be, similarly for 6/20 share of profits the capital should be 

15000 x 20/5 x 6/20 = 18000/-. 

 

Example-II 

The following is the balance sheet of Zafar and Muzammal on 31st December. Profit 

being divided equally. 

 
Capital & Liabilities Amount Assets Amount   

Sundry creditors 
Bank overdraft 
Capital Zafar 
Capital Muzammal 

20000 
6000 
8400 
6400 

Cash  
Sundry debtors 
Stock 
Investment 
Furniture 

200 
24400 
14000 
1200 
1000 

40800 40800 

 

It is arranged that Asif shall be taken in partnership and as a result of the negotiations, it 

is agreed to make the following adjustments in the above balance sheet. 

i. Investment be decreased by 25%, stock by 15% and furniture 6%. 

ii. Goodwill raised in the books Rs.4000/- 

iii. Bad debts written off Rs.6000/- 

iv. Asif introduces Rs.4000/- as his one-third share of the capital, the capital accounts 

of other partners shall be adjusted. 
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Required:  Make journal entries and prepare an amended balance sheet 

Solution: 

Journal 
Date Description  Dr. Cr. 

 Revaluation account 
 To investment account 
 To stock account 
 To furniture account 
(Being the decrease in the value of various assets) 

 3000  
300 

2100 
600 

 Goodwill account 
 To capital – Zafar 
 To capital – Muzammal 
(Being the good will raised) 

 4000  
2000 
2000 

 Revaluation account  
 To sundry debtors account 
(Being the bad debts written off) 

 6000  
6000 

 Cash account 
 To capital – Asif 
(Being the amount of capital paid by Asif) 

 4000  
4000 

 Capital – Zafar 
Capital – Muzammal 
 To revaluation account 
(Being the loss on revaluation transferred to old partner’s capital a/c) 

 4500 
4500 

 
 

9000 

 Capital – Zafar 
 To cash account 
(Being the excess capital withdrawn) 

 1900  
1900 

 Cash account 
 To capital – Muzammal 
(Additional capital paid in) 

 100  
100 

 

Capital of Zafar and Muzammal have been adjusted as follows: 

Asif,s share is 1/3, deducted from 1 

Which is left is   = 1/1-1/3 = 2/3 

Zafar’s share is new firm  = 2/3x1/2 = 1/3 

Muzammal’s share in new firm = 2/3 x ½ = 1/3 

Capital of Asif for 1/3 share  = Rs. 4000/- 

Total capital of new firm  = 3/1 x 4000 = 12000 

Capital of Zafar in new firm  = 12000 x 1/3 = Rs.4000 

Zafar should be paid   = Rs. 1900 = (5900 – 4000) 

Muzammal should bring  = Rs. 100 = (4000 – 3900) 
 

Balance sheet of new firm 
Capital & Liabilities Amount Assets Amount   

Sundry creditors 
Bank overdraft 
Capital Zafar 
Capital Muzammal 
Capital Asif 

20000 
6000 
4000 
4000 
4000 

Cash (2200+200) 
Sundry debtors 
Stock (24000-2100) 
Furniture (1000-600) 
Investments (1200-300) 
Goodwill  

2400 
18400 
11900 

400 
900 

4000 

38000 38000 
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Self-Assessment Questions–III 

1. Tick () mark the correct answer. 

 i. At the time of admission of a new partner the firm is. 

  a. continued  b. dissolved  c. not effected 

 ii. The incoming partner usually contributes. 

  a. capital  b. goodwill  c. both 

 iii. Goodwill by incoming partern may be contributed. 

  a.  in form of cash b.  under good will method 

  c.  in either way 

 iv. Goodwill is distributed among old partners according to. 

  a. new ratio  b. old ratio  c. sacrificing ratio 

 v. When goodwill is recorded the capitals of all the partners are  

  a.  debited b.  credited 

2. Fill in the blanks. 

 i. A partner admitted into the partnership firm acquires two rights i.e. 

  a.  the right to share in the assets of the partnership and 

  b.  the right to share __________ 

 ii. Revaluation account is a __________ account. 

iii. The balance of revaluation account is transferred to the old partner’s capital 

accounts in their __________. 

 iv Goodwill is a __________ asset. 

v. The amount of goodwill received in cash from a new partner is transferred to the 

old partners capital accounts 

3. Select the most appropriate answer. 

 i. A new partner may be admitted to a partnership 

  a. With the consent of all the old partner. 

  b. With the consent of two third of the old partners. 

  c. With the consent of any one of the partners. 

  d. Without consent of old partners. 

 ii. General reserve at the time of admission of a new partner is transferred to. 

(a) Profit and loss adjustment account 

(b) Partners capital accounts 

(c) Neither of the two 

iii. Depreciation fund at the time of admission of new partner is transferred to. 

a. Revaluation  account 

b. Partners capital account 

c. Neither of the two 

iv. A and B are sharing profits in the ratio of 3:2. They admit a new partner C 

with 1/5 share in profit of the firm. The new profit sharing ratio between the 

partner will be: 

v. P and Q are partners sharing profits in the ratio of 3:2. They admit a new 

partner R with 1/5 share in the profits, which he takes equally from P and Q. 

The new profit sharing ratio between the partners will be. 

  a. 2:2:1  b.  5:3:2  c.  8:12:5 
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4. What are sthe three main issues, which must be settled while admitting a new 

partner? 

5. Following is the balance sheet of M and N as on 31st December. They share profit 

and loss as 2:3. 

 
Capital & Liabilities Amount Assets Amount   

Sundry creditors / account 
Payable 
M – Capital 
N – Capital 

 
9000 

12000 
18000 

Cash in hand 
Sundry debtors 
Stock 
Fixed assets 

800 
10000 
7200 

21000 

39000 39000 

 

They admit Z on the following terms: 

1. Z will bring Rs.15000/- as capital for 1/3 share in profit 

2. The new profit sharing ratio will be 4:2:3 

3. Fixed assets are to be re-valued at Rs.20000/- 

4. Rs.500/- will not be received against sundry debtors 

Required: Pass the necessary journal entries regarding admission and prepare balance 

sheet of the new firm. 

 

6. A, B and C are partners sharing profit and loss equally. Their balance sheet stood 

as follows on 31st December 1998. 

 
Equities Amount Assets Amount 

Sundry creditors 
Reserve fund 
A – Capital         50000 
B – Capital         50000 
C – Capital         50000 

5000 
6000 

 
 

150000 

Cash in hand 
Sundry debtors 
Stock 
Furniture 
Land and building 

800 
35000 
5200 

20000 
100000 

161000 161000 
 

They admitted, ‘D’ into partnership on 1st Jan. 1989 on the following terms. 

1. ‘D’ is to pay Rs.52500/- as capital 

2. stock is valued at Rs.5000/- 

3. Furniture is to be depreciated at 10% 

4. land and building is valued at Rs.118700/- 

Required:  Pass the necessary journal entries and prepare balance sheet of the new firm. 
 

7. The following was the balance sheet of A and B on 31st Dec. They share profit and 

loss in proportion of three-fourth and one-fourth. 

 
Capital & Liabilities Amount Assets Amount   

Sundry creditors  
A – Capital 
B – Capital   

30000 
45000 
16000 

 
 

Cash 
Bills receivable 
Debtors 
Stock 
Building 

1000 
35000 
20000 
15000 
20000 

91000 91000 
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On 1
st
 Jane was admitted into the business on the following terms: 

1. That C should pay Rs.16000/- as capital for one fifth share. 

2. 5% provision for doubtful debts be created for sundry debtors and bills receivable. 

3. The stock reduced by 10% and building is increased by 5% 

4. There being a claim against the firm damages, a liability to the extent of Rs.500/- 

should be created. 

5. It is agreed that except cash and capitals the values of assets and liabilities are not 

to be changed. 

 

Required: Give the journal entries, prepare the memorandum revaluation account, 

capital accounts and show the balance sheet after the admission of ‘C’. 

 

4. RETIREMENT AND DEATH OF A PARTNER 
 

4.1 Retirement of a Partner 
A partner may not want to remain as partner due to any reason, other than death and may 

wish to withdraw his capital from the firm. This type of withdrawal is known as 

retirement. Technically speaking partnership comes to an end unless remaining partners 

are agreed to continue it. If they want to continue it, they should form a new partnership. 

At the retirement, the following matters are to be decided: 

i. To ascertain the amount due to the retiring partner 

ii. New profit sharing ratio between remaining partners 

iii. To determine the value of goodwill if necessary 

iv. Revaluation of assets and liabilities 

v. Mode of payment to the outgoing partner 

vi. Capital account transferred to loan account 

vii. Reserve etc. 

 

i.    To Ascertain the Amount due to the Retiring Partner 

 Retiring partner will be entitled to: 

a. Capital balance on the date of retirement or on the date of previous balance 

sheet as agreed. 

b. Interest on capital from the last date of balance sheet to the date of retirement 

if due as per partnership deed. 

c. Share of profit from the date of previous balance sheet to the date of 

retirement. 

d. Profit or loss due to revaluation of assets and liabilities. 

e. Share of goodwill. 

ii.    New Profit Sharing Ratio 

 After the retirement or death of partner, distribution basis of income between the 

remaining partners is a matter to be decided. They may distribute it in the same 

ratio or otherwise decide a new ratio among themselves. For example A, B and C 

are partners sharing profit and loss equally. In the absence of any agreement profit 

will be distributed in the ratio before retirement equally. 
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iii.   Treatment of Goodwill on Retirement of a Partner 

 Treatment of goodwill may take following forms. 

(a) Goodwill raised at full value 

(b) Goodwill raised at full value and written off 

(c) Goodwill raised equal to retiring partner share 

(d) Goodwill raised equal to retiring partner share and written off 

iv.    Revaluation of Assets and Liabilities 

 Revaluation of assets and liabilities is a must on the retirement of a partner unless 

the deed specially says that these are not to be re-valued. The method of dealing 

with revaluation of assets is exactly similar to that followed at the time of 

admission of a partner. Revaluation account will be debited with reduction in the 

value of assets and increase in the amount of liabilities. This account (revaluation) 

will be credited with increase in the value of assets and reduction in the amount of 

liabilities. The profit or loss on revaluation must be transferred to the capital 

accounts of all partners (including retiring) in the old profit sharing ratio. 

v.    Mode of Payment to Retiring Partner 

 The amount due to a retiring partner may be paid in lumpsum immediately after 

retirement or it may be paid by installments to the retiring partner. 

 If the amount due to a retiring partner is paid off in lumpsum, the entry will be. 

 Retiring partners capital   Dr. 

  To cash / bank  account  Cr. 

 If the payment to the retiring partner is to be made by means of periodic 

installment, the balance of his capital will be transferred to a loan account in his 

name, the entry will be. 

 Retiring partner capital  Dr. 

 To partner loan  Cr. 

vi.    Reserve, etc 

 On the retirement of a partner any reserve or accumulated profits appearing in the 

books should be transferred to capital account of all the partners in the old ratio. 

Alternatively, only the retiring partner may be credited with his share, the 

remaining reserve continuing to appear in the books. 

vii.  Capital Account to be Transferred to Loan Account 

 When the formalities of retirement are over, the balance standing to the credit of 

the retiring partner’s capital should be transferred to his loan account untill it is 

paid off in lumpsum or in installments. 

 

Example - 12 

Tufail, Jamal and Kamal were running a business under the name Globe General Store. 

They shared profit and loss as 3:2:1 respectively. They close their books on 31st 

December each year. Jamal retired from the business. On the date of his retirement the 

balance sheet of the firm was under: 
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Capital & Liabilities Amount Assets Amount   

Sundry creditors 
Loan of Jamal 
 
Tufail – Capital    22700 
Jamal – Capital     16000 
Kamal – Capital      7000 

10200 
3600 

 
 
 

45700 
 

Cash in hand 
Sundry debtors            10000 
Less allowance                500 
Stock 
Office equipment        12000 
Less depreciation          2000 
Plant  & machinery     17000 
Less depreciation          3000 

10000 
 

9500 
16000 

 
10000 

 
14000 

59500    59500     

 

Following adjustment are to be made before ascertaining the amount due to Jamal: 

i. Goodwill is to be valued at Rs.18000/- which is to be remained in the books. 

ii. Allowance for un-collectible is to be increased to Rs.1000/- 

iii. Stock valued at Rs.15000/- 

iv. Office equipment and plant and machinery is to be depreciated at 10% of the net 

value. 

v. Amount due to Jamal is to be transferred to his loan account, at the rate of 15% 

interest, but loan in the balance sheet is to be paid immediately. 

 Required:   Pass necessary journal entries, prepare the balance sheet of the new 

firm. 

 

Solution: 

Journal 
Date Description Pr. Dr. Cr. 

 Goodwill account 
 To Tufail – capital 
 To Jamal – capital 
 To Kamal – capital 
(Goodwill raised in the books) 

 18000  
9000 
6000 
3000    

 Revaluation account 
             To allowance for un-collectible a/c 
             To stock account 
             To office equipment 
             To plant & machinery 
(Assets are reduced as agreed) 

 3900    
500 

1000 
1000 
1400    

 Tufail – capital 
Jamal – capital 
Kamal – capital  
 To revaluation account 
(Loss on revaluation transferred to partner’ capital) 

 1950 
1300 
650 

 
 
 

3900 

 Jamal – capital 
 To Jamal – Loan 
(Jamal’s capital transferred to his loan) 

 20700       
20700 

 Jamal loan 
 To cash 
(Jamal’s loan paid off) 

 3600    
3600 
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Revaluation account 
To allowance for un-collectible a/c 
To stock account 
To office equipment account 
To plant & machinery account 

500 
1000 
1000 
1400 

By Tufail – capital 1950 
By Jamal – capital 1300 
By Kamal – capital  650 

 
 

3900 

 3900  3900 

 

Capital account 
 Tufail Jamal Kamal  Tufail Jamal Kamal 

To revaluation 
To Jamal’s loan 
To balance 

1950 
 

29750 

1300 
20700 

650 
 

9350 

By balance 
By goodwill 

22700 
9000 

16000 
6000 

7000 
3000 

 31700 22000 10000    31700 22000 10000   

 

Balance sheet 
Capital & Liabilities Amount Assets Amount 

Sundry creditors 
Jamal – loan 
Tufail – capital     29750 
Kamal – capital      9350 

10200 
20700 

 
39100 

Cash (10000 – 3600) 
Sundry debtors           10000 
Less allowance            1000 
Stock 
Non-current assets: 
Office equipment         12000 
Less depreciation          3000 
Plant & machinery       17000 
Less depreciation          4400 
Goodwill 

6400 
 

9000 
15000 

 
 

9000 
 

12600 
18000 

70000 70000 

 

Example-13 

A, B C and D are partners sharing profit and loss in the ratio of 4:3:2:1. The balance sheet 

position of the firm on 30th June is as under: 

 
Capital & Liabilities Amount Assets Amount   

Sundry creditors 
A - capital    24000 
B - capital    18000 
C - capital    12000 
D -capital       6000 
 
 

10000 
 
 
 

60000 

Cash 
Sundry debtors   16950 
Less allowance for un- collectible  
      700 
Prepaid rent 
Un-expired insurance 
Office equipment 23000 
Less depreciation   3000 
Furniture  20000 
Less depreciation   3000 

8750 
 
 

16250 
5000 
3000 

 
20000 

 
17000 

70000   70000   

 

On 30th June D retires from the business and following adjustments are to be made 

before ascertaining the amount due to D. Half of the amount due to him is to be paid 

immediately, balance after six months which is transferred to his loan account. 
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i. Allowance for un-collectible is enhanced by Rs.1000/- 

ii. Rs.2000/- of the prepaid rent is expired. 

iii. Un-expired insurance amount is Rs.1000/- 

iv. Office equipment is to be depreciated at 10% on depreciated value. 

v. Goodwill of the firm is valued at Rs.15000/-. It is decided among the remaining 

partners that goodwill should not remain in the books. New profit ratio is 4:3:3. 

 

Required: Pass the necessary journal entries, prepare ledger accounts and balance sheet 

on 1st July. 

 
S.No. Description Pr. Dr. Cr. 

(1) Revaluation account 
 Allowance for un-collectable 
 Un-expected insurance 
 Prepaid rent 
 Depreciation (equipment) 
(Assets are re-valued) 

 7000  
1000 
2000 
2000 
2000 

(2) Goodwill account 
 A’s – capital 
 B’s – capital 
 C’s – capital 
 D’s – capital 
(Goodwill raised and distributed among partners) 
 

 15000  
6000 
4500 
3000 
1500   

(3) A – capital 
B – capital 
C – capital  
D – capital 
 To revaluation account 
(Loss on revaluation transferred to partners’ capital 

 2800 
2100 
1400 
700 

 
 
 
 

7000 

(4) A – capital 
B – capital 
C – capital 
 To goodwill account 
(Goodwill written off according to new ratio) 

 6000 
4500 
4500 

 
 
 

15000 

(5) D’s capital 
 Cash account 
 D – loan 
(D’s capital account closed) 

 6800  
3400 
3400   

 

Revaluation Account 
To allowance for un-collectible a/c 
To un-expired insurance 
To prepaid rent 
To depreciation (equipment) 

1000 
2000 
2000 
2000 

By A – capital 
By B – capital 
By C – capital 
By D – capital 

2800 
2100 
1400 
700 

7000 7000 
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Capital Accounts 
Depreciation A B C D Depreciation A B C D 

Goodwill 
Revaluation a/c 
Cash 
D’s loan 
Balance 

6000 
2800 

 
 

21200 

4500 
2100 

 
 

15900 

4500 
1400 

 
 

9100 

 
700 

3400 
3400 

By balance 
By goodwill 

24000 
6000 

18000 
4500 

12000 
3000 

6000 
1500 

 30000 22500 15000 7500    30000 22500 15000 7500   

 

Balance Sheet 
Capital & Liabilities Amount Assets Amount   

Sundry creditors 
 
 
D’s loan account 
 
 
Owner’s equity: 
A – capital      21200 
B – capital      15900 
C – capital        9100 

10000 
 
 

3400 
 
 
 
 
 

46200 

Cash (8750 – 3400) 
Sundry debtors                16950 
Less allowance for u/col.  1700 
Prepaid rent                       5000 
Less expired rent               2000 
Un-expired insurance        3000 
Less insurance exp.           2000 
Office equipment            23000 
Less depreciation              5000 
Furniture                         20000 
Less depreciation              3000 

5350 
 

15250 
 

3000 
 

1000 
 

18000 
 

17000 

59600   59600   

 

Example – 14 

Give below is the balance sheet of X, Y and Z as on 31st March. Their profit sharing ratio 

is 3:2:1. 
Assets Amount Capital & Liabilities Amount   

Cash in hand 
Cash at bank 
Sundry debtors 
Stock 
Non current assets: 
Furniture & fittings 
Machinery & Plant 
Building 

50 
900 

6200 
4100 

 
400 

3000 
6000 

Current liabilities: 
Sundry creditors 
Non-liabilities 
General reserve 
 
X – capital          6400 
Y – capital          4000 
Z – capital           2250 

6700 
1300 

 
 
 

12650 

20650   20650   

 

On 31st March Y served a notice of retirement on the following terms, that he will be 

paid half of the amount in cash at the moment he retires and balance as a bill of exchange 

payable after three months. Other tangible and intangible assets are valued as such. Any 

cash required is to be taken from bank. 

i. Goodwill is to be valued at Rs.18000/- 

ii. Furniture and fittings is to be taken over by Y at Rs.300/- 

iii. Machinery and plant is to be depreciated at 10% building is to be appreciated by 

Rs.2000/- 

iv. Stock is adjusted at the market price i.e. Rs.3700/- 
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v. Capital of the firm should be Rs.25000/-, ratio among the remaining partner capital 

is 3:2, excess or deficit cash is to be paid or brought in by the partner. 

 

Required: Pass the necessary journal entries and prepare the balance sheet of the new 

firm. 

 

Solution: 

Journal 
S.No. Description Pr. Dr. Cr. 

 Goodwill 
 X – capital 
 Y – capital 
 Z – capital  
(Goodwill distributed among the partners) 

 18000  
 

 
9000 
6000 
3000 

 Revaluation account 
Y – capital 
 Furniture account 
(Furniture taken over by Y and loss debited to revaluation) 

 100 
300 

 
 

400 

 Revaluation account 
 Plant & Machinery account 
 Stock account 
(Assets reduced as required) 

 700  
300 
400 

 Building account 
 Revaluation account 
(Value of building appreciated) 

 2000  
2000 

 Revaluation account 
 X – capital 
 Y – capital 
 Z – capital 
(Profit from revaluation transferred to capital) 

 1200  
600 
400 
200    

 Reserve account 
 X – capital 
 Y – capital 
 Z – capital 
(General reserve transferred to partners capital) 

 1300  
650 
433 
217 

 Y Capital 
 Cash account 
 Bills payable account 
(Y’s capital closed) 

 10533  
5266.50 
5266.50 

 Cash account 
 Z – capital 
(Cash paid in by Z) 

 4333  
4333 

 X – capital 
 Cash account 
(Cash paid to XI) 

 1650  
1650 

 Cash account 
 Bank 
(Loan taken from bank) 

 1633.50  
1633.50 

 

 



326 

 

Capital Account 
Depreciation X Y Z Depreciation X Y Z 

Furniture 
Cash 
Bills payable 
To balance  
 

 
1650 

 
15000 

300.00 
5266.50 
5266.50 

 
 
 

10000 

Balance 
Goodwill 
Reserve 
Revaluation 
Cash 

6400 
9000 
650 
600 

4000 
6000 
433 
400 

2250 
3000 
217 
200 

4333 

 16650 10833 10000    16650 10833 10000   

 
Cash Account Revaluation Account 

Balance             50.0 
Bank                900.0 
Z – capital       4333 
Bank           1633.50 

- capital    1650.00 
- capital    5260.50 

Furniture      100 
Plant             300 
Stock            400 
Capital: 
X – 600 
Y – 400 
Z – 200       1200 

Building a/c 2000 

6916.50 6916.50 2000 2000 

 

Bank account 
Capital & Liabilities Amount Assets Amount   

Balance b/d 
Balance c/d 

900.00 
1633.50 

By Cash 
By Cash 

900.00 
1633.50 

2533.50 2533.50 

 

Balance sheet as at 31st March 
Capital & Liabilities Amount Assets Amount   

Sundry creditors 
Bank 
B/P 
 
Owner’s equity: 
X – capital          15000 
Y – capital          10000 

6700.00 
1633.50 
5266.50 

 
 
 

25000.00 

Sundry debtors 
Stock 
Non-current assets: 
Machinery                 3000 
Less dep.                     300 
Building                     6000 
Add. Appreciation      2000 
Goodwill 

6200 
3700 

 
 

2700 
 

8000 
18000 

38600.00 38600 

 

Adjustment of Capital 

Capital of new firm = Rs.25000/- X’s capital should be = Rs.25000/- x 3/5 = Rs. 15000/-. 

X’s capital after adjustment is Rs.16625/-, therefore he should withdraw Rs.1650/-. Z’s 

capital should be = Rs.25000/- x 2/5 = Rs.10000/-. Z’s capital after adjustment is 

Rs.5667/-, therefore, he should bring Rs.4333/- 

 

4.2 Death of a Partner 
According to the partnership Act of 1932, on the death of a partner, the partnership 

comes to an end. Usually the surviving partners carry on the business by purchasing the 
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share of the deceased partner after determining the amount due to him. On the death of a 

partner, the following points have be decided. 

i. Treatment of goodwill (as in the case of admission). 

ii. Revaluation of assets and liabilities (as above discussed). 

iii. Payment to the executors of deceased partner. 

iv. Share of profit. 

 

4.2.1 Share of Profit 

The death of partner may occur on any day. The executor of deceased partner will be 

entitled to the share of profit from the beginning of the trading period to the date of death. 

The profit for such period can be calculated by one of the following methods. 

a. On the basis of time 

b. On the basis of sales (turn over) 

 

a. On the basis of time 

 When profit from the beginning of the trading period to the date of death of  a 

partner has to be calculated on the basis of time, the last years profit is multiplied 

by the number of months/days from the beginning of the trading period to the date 

of death and divided by 12 month or 365 in case of days. This method can be 

explained with the help of the following example. 

 

 Example – 15 

 Suppose ‘A’ died on 16th May. The profit for the trading period ended on 31st 

March, was Rs.8760/- = A was entitled to a share of 1/6 of the business. His share 

of profit on time basis will be computed as under: 

 Days from 1st April to 26th May   = 56 

 Profit from the year ended on 31st March   = Rs.8760/- 

 Profit for the year ended on 31st March =8760x56  = Rs.1344/- 

       356 

 A’s share of profit = 1344 x 1/6   = Rs.224/- 

 

b. On the Basis of Sales (Turn Over) 

 When profit at the beginning of the accounting period to the date of death of a 

partner is to be computed on the basis of sales, the last years profit is multiplied by 

the total amount of sales from the beginning of the accounting period to the date of 

death and divided by the total sales of the previous year. This method can be 

explained with the help of the following example. 

 Example-16 

 Suppose Mr. M died on 18th June 20-B.The net profit for the year ended on 31st 

December 20-A was Rs.25000/-. The total sales for the year     20-A was Rs. 

125000/- and from 1st January 20-B to 18th June was Rs.65000/-. Mr. M is entitled 

a share of 1/5 of the business. The share of profit of Mr. M will be calculated as 

under. 

 Total profit for the year 20-A     = Rs.25000/- 
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 Total sales for the year 20-A     = Rs.125000/- 

 Total sales from 1st Jan to 18th June    = Rs.65000/- 

 Profit from 1st Jan to 15th June 25000 x 65000   = Rs.13000/- 

            125000 

 M’s share of profit = 13000 x 1/5    = Rs.2600/- 

 

Example: 17 

X, Y and Z are partners in a firm. They share profit’ and loss as 5:3:2.Z dies on 30th June 

20-B. The balance sheet of the firm as on 31st December    20-A is as follows:  

Balance sheet as at 31st December 20-A. 

 
Capital & Liabilities Amount Assets Amount   

Sundry creditors 
Bank loan 
X – capital               3750 
Y – capital               3750 
Z – capital                5000 

5000 
625 

 
 

12500 

Cash 
Sundry debtors             3120 
Less allowance for              Un-receivable                
312 
Stock 
Plant & machinery 
Free hold premises 

4380 
 
 

2808 
4687 
1875 
4375 

18125 18125 

 

Z is entitled for the following: 

i. Interest at the rate of 15% on capital balance. 

ii. Profit to date of death based on the previous year profit which is estimated 

Rs.20000/- 

iii. Goodwill is valued as Rs.25000/-. The partners decided to raise goodwill equal to 

the share of Z. 

iv. Fixed assets are to be depreciated at the rate of 10%. 

v. Deceased partner’s executors will be paid Rs.3000/- immediately and the balance 

in two equal installments. 

Required: Pass necessary journal entries and prepare revised balance sheet. 

 

Solution:    Journal 
S.No. Description Pr. Dr. Cr. 

(i) Profit and loss account 
 To Z – capital 
(Interest for half year is credited to Z)   

 375  
375 

(ii) Profit and loss account 
 To Z – capital 
(Share of profit credited to Z) 

 2000  
2000 

(iii) Goodwill account 
 To Z – capital 
(Goodwill raised) 

 5000  
5000 

 X – capital 
Y – capital 
 To goodwill 
(Goodwill written off) 

 3125 
1875 

 
 

5000 

(iv) Revaluation account  625  
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 To plant & machinery account 
 To free-hold premises account 
(Non-current assets adjusted to market value) 

187.50 
437.50 

 X – capital 
Y – capital 
Z – capital 
 To revaluation account 
(Loss on revaluation transferred to capital) 

 312.50 
187.50 
125.00 

 
 
 

625 

 
Revaluation Account Z’s Account 

Plant a/c 
Free hold 
premises a/c 

187.50 
437.50 

X  capital 
Y-capital 
Z-capital 

312.50 
187.50 
125.50 

Revaluation a/c 
Cash account 
Loan account 

125 
3000 
9250 

 

Balance 
PLS account 
Goodwill 
PLS account 

5000 
375 

5000 
2000 

 

 625  625  12375  12375 

 

Capital account 
Depreciation X Y Depreciation X Y 

Revaluation a/c 
Goodwill a/c 
Balance 

312.50 
3125.00 
312.50 

187.50 
1875.00 
1687.50 

Balance a/c 3750 3750 

 3750.00 3750.00  3750 3750 

 

Cash account 
 Amount  Amount   

Balance 4380 
 
By Z – capital 
By balance 

3000 
1380 

4380 4380 

 

Balance sheet 
Capital & Liabilities Amount Assets Amount   

Sundry creditors 
Bank loan 
Z – loan 
 
X    capital      312.50 
Y    capital   1687.50 

5000 
625 

9250 
 
 

2000 

Cash 
Sundry debtors             3120 
Less un-receivable         312 
Stock 
PLS a/c (To be adjusted at the end of the 
year)  (2000+375) 
Plant & Machinery   1875.00 
Less depreciation        187.50 
Free – hold premises 4375.00 
Less depreciation        437.50 

1380 
 

2808 
4687 

 
2375 

 
1687.50 

 
3937.50 

16875 16875 

 

Example – 18 

Aslam, Akram and Alam are partners sharing profit and loss in ratio of 4:3:2. Akran died 

on 6th April. Partnership deed provides that: 
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i. On the death of a partner goodwill will be valued on the basis of three year 

purchases of average profit of three previous years which are Rs. 15000/-, Rs. 

12000/- and Rs. 9000/-. Books are closed on 31st December each year. 

ii. Executors of the deceased will be entitled for his share of profit, to the date of 

death, based on average profit of three previous years. 

iii. Deceased partner capital is to be credited for interest at the rate of 15% on capital 

balance of the previous year balance which was Rs.20000/-. 

iv. His drawings to the date of death amount to Rs.5000/- 

 

Required:  Show the amount due to the executors. 

 

Solution:   Akram capital 
To cash (drawings) 
To balance 

5000 
28802.05 

By balance 
Goodwill 
Expense & revenue summary 
Interest on capital 

20000.00 
12000.00 

1052.05 
750.00 

33802.05 33802.05 

 

Computations: 

Goodwill: Average profit: 15000 x 12000 x 9000  = 12000 

        3 

Goodwill:  12000 x 3  = 36000 

  Akram’s share  36000 x 3  = 12000 

          9 

Profit:  Average profit of the year Rs. 12000/-. 

  Profit up-to 6th April:   12000  x 96 = 3156.16 

         365 

  Akram’s share:  3156.16   = 1052.05 

            3  

  Interest on capital  capital  =2000 

  Rate   15%  =20000x15%=3000 

  Interest for 3 months    = 3000x3/12 =750   

 

4.3 Self-Assessment Questions–IV 

1. Tick () mark the correct answer. 

 i. At the time of admission / retirement / death, partnership is. 

  a. continued  b. discontinued c. dissolved 

 ii. The partnership comes to an end due to. 

  a. death of a partner b. insolvency  c. both 

 iii. Partners capital is effected by. 

  a. admission  c. retirement 

  c. death  d. all of above 

 iv. The accounting procedure at the time of admission involves. 

  a. goodwill   b. revaluation 

  c. adjustment of capitals d. All the above 



331 

 

 v. The accounting procedure on retirement involves. 

  a. revaluation of assets and liabilities 

  b. calculation of balance due to the retiring partner 

  c. calculation of goodwill 

  d. all the above 

 

2. State whether each of the following statements is ‘True’ or ‘False’ 

i. A dormant partner has to give public notice of his retirement.  

ii. The amount due to the retiring partner is transferred to his loan account in 

case it is not paid immediately. 

iii. The amount due to the retiring partner on account of goodwill is debited to 

the continuing partners in their sharing ratio. 

iv. In the event of death of a partner the amount realised on account of a joining 

life insurance policy is credited only to the deceased partners executors 

account. 

v. The retiring partner may claim a share in the profits of the firm even after his 

retirement if his accounts are not settled. 

 

3. Indicate the correct answer. 

i. In the case of retirement of a partner, full goodwill is credited to the account 

of 

 a. all partners   b. only retiring partner 

 c. only retiring partners 

ii. If the adjustments in the values of assets at the time of retirement of a partner 

show a profit it should be credited to the capital accounts of. 

 a. all the old partners in their profit sharing ratio. 

 b. The remaining partners in their new profit sharing ratio. 

 c. The remaining partners in their old profit sharing ratio. 

 iii. On the retirement of a partner any reserve built out of accounts of. 

  a. All partners in the old profit sharing ratio. 

  b. Remaining partners in the new profit sharing ratio. 

  c. Neither the retiring partner not the remaining partner. 

 iv. On the death of a partner the amount of joint life policy should be credited to 

the capital accounts of. 

  a. All the partners including the deceased partner in their profit sharing 

ratio. 

  b. Remaining partner in the new profit ratio. 

 

4. A, B and C are partners sharing profit and loss in the ratio of 1/2: 1/3: 1/6. B retires 

and goodwill for that purpose is valued at Rs.60000/- the new profit-sharing ratio is 

3/5 and 2/5. Make journal entries in all the methods. 
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5. SUMMARY 
 

Salient points regarding partnership accounts are given below: 

a. The partnership operations are generally governed by the terms and conditions 

contained in the partnership agreement. 

b. Partnership accounts follow the usual principles and procedure of accounting. 

c. Accounts peculiar to the partners are classified into three categories; viz; drawing 

accounts, current accounts and capital accounts. 

d. While admitting a new partner special attention should be paid to: 

i. Valuation of the business. 

ii. Terms on which a new partner is admitted and new profit sharing ratios 

agreed. 

iii. Accounting treatment of goodwill. 

e. In the case of retirement or death of a partner. 

i. Profit and loss account and balance sheet should be prepared. 

ii. If required by partnership agreement, revaluation of assets and goodwill 

should be carried out. Out-going partner should be credit with his share of 

any increase in value of assets or debited with share of decrease. 
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INTRODUCTION 
 
A partnership is an un-incorporated business owned by two or more partners. A 

partnership often is referred to as a firm. 

  

In earlier units we used the sole proprietorship to illustrate the basic principles and 

practices of accounting. In the previous unit you have acquainted yourself with basic 

Partnerships proceedings. This unit will focus on accounting for partnership from of 

business organization in greater detail. Different dimensions like amalgamation, 

dissolution and preparation of partnership accounts have been dealt with in this unit. 

 

OBJECTIVES 
 

After studying this unit, you should be able to: 

1. In case of annuity transactions, how accounts are maintained 

2. Understand the concept and meaning of amalgamation 

3. Record the accounting process or procedure for amalgamation 

4. List the dissolution f partnership procedure 

5. Prepare the “realizations Account: 

6. Use to apply the garner Vs Murray rule 

7. Acquaint with essential legal requirements of dissolution 

8. Work-out or settle the capital accounts of the partners in case of solvent or 

insolvent partners 
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1. ANNUITY 
 

1.1 What is Annuity? 
Sometimes it is agreed between the surviving partners and the retiring partner or 

executors of the deceased partner that the amount due to the outgoing partner will not be 

paid at the moment he is separated but it will be paid in the form of annuity (annual 

payment) till the retiring partner or his widow or executor lives. This annuity will stop at 

the moment retiring partner or executor of the deceased dies. The amount of annuity is 

roughly estimated taking into consideration the expected life of outgoing partner or 

executors, expected interest at the prevailing rate of interest on the capital balance is also 

weighted while determining the amount of annuity. 

 

1.2 Accounting for Annuity 
So far the accounting treatment of annuity is concerned, it follows the following course 

of action. 

i. After determining the amount due to the outgoing partner or executor, it is 

transferred to annuity account. The entry will be: 

 

 Retiring partners capital account...  Dr.  

  To Annuity account    Cr. 

ii. At the end of each year, interest is calculated on yearly balance of interest, the 

entry will be: 

 Interest account ............Dr.   

 To Annuity account..............Cr 

 (with amount of interest) 

iii. At the time of annual payment the journal entry will be: 

 Annuity account…. ….Dr.  

   To Cash/bank account……...Cr.   

      (with the amount of annual installment) 

  

 Journal entry Nos. (ii) and (iii) will be repeated annually till the retiring partner or 

his widow or executor is alive. 

iv. If retiring partner or executor of the deceased dies before the credit balance in 

annuity A/c is finished, the remaining balance will be transferred to profit and loss 

account, the journal entry will be: 

 Annuity a/c …..      Dr.      

 To profit and loss A/c …….Cr.)   

 (With the amount of annual installment) 

v. In case the retiring partner or executor of the deceased is still alive and the annuity 

account is exhausted further payment of annuity would represent a loss to the 

remaining partners, the entry will be: 

 Profit Loss A/c ………….. Dr.)   

 To annuity A/c ……………. Cr.) 

 (With the amount of annual installment) 
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Example-1 

Sultan, Ramzan and Imran were partners in a cloth business sharing profits and losses in 

the ratio of 2/5, 2/5 and 1/5, Imran died on 1st January 20A. At that date his capital 

balance stands Rs.80000/-. It was decided that Mrs. Imran should receive an annuity, 

taking her future life to be 5 years, and taking 5% P.A. as interest. Annuity table shows 

that Rs. l @ 5% is equal to   Rs. 0.230975/- per year for 5 years. The first payment was to 

be made on 31st December 20-A. 

 

Required: Prepare Annuity accounts assuming: 

a. That Mrs. Imran died on 1st annuity 20-E 

b. That Mrs. Imran was still alive on 1st January 20-H 

Solution: The annual payment to be made is:  

  =0.230975 x 80000 = Rs. 18478/- 
 

Mrs. Imran's annuity account 
Date Description Amount Date Description Amount 

20-A   20-A   
Dec. 31 To Bank A/c  18478 Jan. 1 By Imran's Capital 80000 
Dec. 31 To Balance 65522 Dec.31 By Interest A/c 4000     
  84000   84000 

20-B   20-B   
Dec. 31 To Bank A/c 18478 Jan. 1 By balance 65522 
Dec. 31 To Balance 50320 Dec. 31 By interest 3276 
  68698   68798 

20-C   20-C   
Dec.31 To bank 18478 Jan. 1 By balance 50320 
Dec.31 To balance  34358 Dec.31 By interest 2516 
  52836   52836 

20-D   20-D   
Dec.31 To bank 18478 Jan. 1 By balance 34358 
 To balance 17598 Dec.31 By interest 1716 
  36076   36076 

20-E      20-E       
Jan.1 To PLS a/c 17598 Jan. 1 By balance 17598 
  17598   17598 

 

In case 'B' up to December 31, 20-D, the annuity account will be shown as case 'A' above. 

After that it will be as under: 
 

Mrs. Imran's annuity account 
Date Description Amount Date Description Amount 

20-E   20-E   
Dec. 31 To Bank a/c 18478 Jan. 1 By Balance 17598 
  _____ Dec.31 By Interest A/c 880 
  18478   18478 

20-F   20-F   
Dec.31 To bank a/c 18478 Dec.31 By PLS account 18478 
  18478   18478 

20-G   20-G   
Dec.31 To bank a/c 18478 Dec.31 By PLS account 18478 
  18478   18478 
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1.3 Joint Life Policy 
To avoid the financial problems at the time of retirement or death of a partner, due to 

withdrawal of his capital balance, generally firms purchase joint-life policy with an 

insurance company. The firm pays installments of insurance premium to the insurance 

company, whereas insurance company will pay the amount of the policy insured at the 

death of a partner or surrender value, if firm wants to close the policy before its maturity. 

 

1.4 Treatment in the Books of Account 
There are two methods by which the joint life policy transactions can be treated in the 

books of firm. 

 

A. First Method 

 i. Under the first method, the annual premium paid to insurance company is 

treated as business expense. The following entry will be made at the time of 

payment of insurance premium. 

  Profit and loss a/c ... ……..Dr.   

   To cash/ bank a/c.................Cr.  

  (With the amount of insurance premium) 

 ii. On the death of a partner the insurance company will pay the assured amount 

to the firm the entry will be: 

  Cash/bank a/c…………….Dr.    

    Joint life policy…………...Cr.   

  (With the assured amount) 

 iii. The assured amount received from the insurance company will be distributed 

among all the partners including the deceased partner in their profit sharing 

ratio. The entry will be: 

  Joint life policy …………. Dr.    

   To all partner's capital …….. Cr. 

  (In old profit sharing ratio) 

 

Example: A, B and C are partners in a firm sharing profit as 6:3:1. They have taken out 

a Joint Life Policy for 50000/- on 5
th
 January 20-A at an annual premium of Rs.1500/- 

being charged to profit and loss account. B died on 31st March 20th. The policy amount 

was realised in full. You are required to show the entries relating to the policy. 

 

Solution:   Journal 
Date Description Pr. Dr. Cr. 

20-A      
Jan. 5 Profit and Loss A/c   1500      
  Bank A/c    1500    
 (insurance premium paid)    

20-B     
Jan. 5 PLS account  1500  
  Bank account    1500 
 (insurance premium paid)  

 
   



340 

 

20-C           
Jan. 5 PLS account    1500  
  Bank account   1500    
 (insurance premium paid)    

20-D     
Jan. 5 PLS account  1500  
  Bank account      1500 
  (insurance premium paid) -    

March 31 Bank account  50000      
  Joint Life Policy A/c      50000    
 (Being the amount received from insurance company)          

 Joint Life Policy A/c    50000  
  Capital - A      30000 
  Capital - B      15000 
  Capital - C      5000 
 (Amount of policy distributed)         

                       

B. Second Method 

 Under the second method the insurance premium paid is debited to joint life policy 

account and its accumulated debit balance is shown as an asset in the balance sheet. 

The accounting treatment of this method is explained below: 

 i. When the insurance premium is paid, the entry will be: 

 

  Joint life policy a/c ... Dr.)   (with the amount of 

  To cash/bank a/c ...Cr.)   insurance premium) 

 ii. At the end of each year with a view to reduce the divisible profit, the 

following entry will be made. 

 

  Profit and Loss a/c .. .Dr.)           (with the amount of 

  To joint life policy reserve a/c ...Cr.)           annual premium) 

 iii. In order that the joint life policy may not appear in the books higher than the 

surrender value of the policy, the following entry will be passed at the end of 

each year: 

 

Joint life policy reserve a/c ... Dr.)  

 Joint life policy a/c  ……...Cr.) 

 (with amount of 

the difference 

between the 

balance of Joint 

life policy account 

and the surrender 

value of policy) 

     

Note: The entry Nos. (i) to (iii) will be repeated annually. The joint life policy a/c will 

appear as an asset at surrender value and joint life policy reserve account as a liability at 

the same figure. 
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iv. On the death of one of the partners the firm will receive the full amount of the 

policy. The entry will be: 

Cash/Bank a/c ...Dr.) To 

 Joint life policy a/c ...Cr.) 

 (with the full amount of 

policy) 

 

v. The existing balance of the joint life policy reserve a/c, will be closed by transfer to 

joint life policy account. The entry will be: 

Joint life policy reserve a/c ...Dr.) 

 Joint life policy a/c….....Cr.) 

 (with the balance of joint life 

policy reserve account) 

 

vi. The joint life policy account is then closed by transfer to the capital accounts of all 

the partners in old profit sharing ratio. The entry will be: 

Joint life policy reserve 'a/c ...Dr.)           

 All partners' capital a/c ...Cr.) 

 (in old profit sharing Ratio) 

 

Example-3 

A, B and C are partners in a firm, sharing, profit as 6:3:1. They have taken out a joint life 

policy for Rs.50000 on 15 ' March 20-A at an annual premium of Rs.1500/-. The partners 

decided to maintain joint life policy account in the books of the firm on surrender value basis. 

 

Assume that the surrender value of the policy was as follows:  

In 20-A = nil, in 20-B = Rs.150. in 20-C = Rs 500 

B died on 10"' April 20-D. The policy was realized in full Prepare joint life policy account. 
 

Solution:              Journal 
Date Description Pr. Dr. Cr. 

20-A Joint life policy A/c    1500  
  Bank A/c   1500 
 Being  the payment of premium)    

Dec. 31 -Profit and Loss A/c    1500  
  Joint Life policy reserve   1500 
 (Premium paid to be transferred to profit & loss)    

Dec. 31 -Joint life policy reserve  1500  
  Joint life policy A/c   1500 
 (To transfer the joint life policy to joint life policy reserve)    

20-B           
March 15 Joint life policy  1500  
  Bank A/c   1500 
 (Being the payment of premium    

Dec. 31 Profit and Loss A/c    1500  
  Joint Life Policy reserve A/c   1500 
 (Premium paid transferred to expenditure      and revenue summary    

Dec. 31 Joint Life Policy reserve  1350  
  Joint Life Policy      1350 
 (To transfer the joint life policy to      surrender value    

 Joint Life Policy  1500  
20-C  Bank A/c     1500 
 (Premium paid for the policy)    
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Dec. 31 Profit and Loss A/c\  1500  
  Joint Life Policy reserve   1500 
 (Premium paid to be transferred to profit and loss 

 
   

Dec. 31 -Joint Life Policy reserve  1150  
  Joint life policy  

(To transfer the joint life policy to joint life reserve 
  1150 

20-D -Joint Life Policy    1500  
March 15  Bank A/c   1500 
 (Premium paid for the policy)    

April 10 -Bank A/c  50000  
  Joint life policy 

(Amount of the policy received on death of a partner) 
  50000 

     

April 15 Joint life policy –reserve  500  
 Joint life policy  

(Reserve transferred to joint life policy account) 
  500 

 Joint life policy  48500  
  A -Capital      29100    
  B - Capital      14550 
  C - Capital      4850 

 

Joint life policy account 
Date Description Amount Date Description Amount 

20-A -To Bank A/c 1500 31.12.20-A - J.L.P. reserve 1500 

  1500   1500 

15.3.20-B -To Bank A/c 1500 31.12.20-B -By J.L.P. reserve 1350 

  1500  -By Balance 150 

     1500 

15.3.20-C To Balance 150  -By J.L.P. reserve 1150 
 -To Bank A/c 1500 31.12.20-C -By Balance 500 

  1650   1650 

1.1.20-D -To Balance 500 10.4.20-D -By Bank 50000 
15.3.2-D -To Bank A/c 

A – Capital    
1500  -By Joint Life Policy 

Reserve 
500 

 
 29100     
 B – Capital     
 14550     
 C – Capital     
 4850 48500    

  50500   50500 

 

1.5 Self-Assessment Questions-I 
1. A, B and C carry on business in partnership sharing profit and loss in the ratio of 

3:3:2. They have taken out a joint life policy for Rs.8000/-, the annual premium of 

Rs.240/ being charged to profit and loss account. The partnership deed provides 

that on the death of any partner the goodwill of the firm is to be valued at two years 

purchase of the average of the three immediately preceding year's profits, and the 

deceased partner share, therefore credited to his capital account. The deceased 

partner is also entitled to interest on capital at 6 per cent, p. a. as well as to a share 

of profit from the date of immediately preceding year's profits. C died on 31st 
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March 20-D. When his capital stood at Rs.5000 and his drawings at Rs.700. the 

trading results of the last three preceding years were 20-A (profit) Rs.4000; 20-B 

(loss) Rs.1000; 20-C (profit) Rs.3000. Make journal entries and draw up C capital 

a/c showing the total amount paid to his executors in settlement of his account. 

2. The balance sheet of A. B and C as at 31st December 20-A was as under: 

 
Liabilities Rs. Assets Rs. 

Sundry creditors 20000 Fixed assets 40000   
General reserve 5000 Sundry debtors 10000 
Capital:  Bills receivable 4000 
A  25000  Stock 16000 
B  15000  Joint life policy 6000 
C  15000 55000 Cash at bank 4000 

 80000  80000 

                     

 The Joint Life Policy was for Rs.30000 and the premium was payable every year 

on 1st August. The profit sharing ratio was A 5/10, B: 3/10 and C 2/10. On 1st May 

20-B, B died. It was agreed that: 

 a. Goodwill should be valued at 3 years purchase of the average profit for 4 

years. The profits of the previous years were 1st year Rs.5710, 2nd year 

Rs.10000, and 3rd year Rs.13000, fourth year Rs.12000/-. 

 b. The deceased partner to be given share of profits up-to the date of death on 

the basis of the profits for the previous year. 

 c. Fixed Assets were to be depreciated by 10 percent. 

 d. A sum of Rs. 24950/ was to be paid immediately; the balance was to remain 

as a loan with firm. 

  A and C agreed to share profit and losses in future in the ratio of 3:2. They 

also agreed that goodwill should not continue to appear in books. 

  Required: 

  Draw up B's Capital Account showing the total amount paid to his legal 

representative on his death and the balance sheet of A and C. 

3. A, B and C were partner sharing pro fits and losses in the ratio of 2/5, 2/5 and 1/5. 

C died on 1st January 20-A. The total of his claim upon the firm came to Rs.40000. 

It was decided by mutual agreement that Mrs. C should receive an annuity, taking 

her future life to be 5 years and taking 5 percent p. a. interest. The amount 

commuted by an annuity was Rs.9239/, which was paid annually. 

 Required: 

 Draw up the annuity account (1) that Mrs. C died on 1" January 20-E and (?) that 

she was still alive on 1st January 20-H 

4. A, B, C and D are in partnership sharing profits and losses in the ratio of 8:7:6 and 

3 respectively. On 31" December 20-A A dies. A balance prepared on that date is 

give below: 
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A, B, C and D Balance sheet as on 31st December 20-A 
Capital Account Rs. Assets Rs. 

   A                                 9000  Goodwill 9000 
   B                                 6000  Sundry assets 19645 
   C                                 5000    
   D                                 2500    
 22500   
Current accounts    
      A                             927    
      B                             532    
      C                           1031    
      D                             428    
 2963   
Sundry creditors 3182   

 28645  28645 

                                                           

 The partnership agreement provides that in the -event of death or retirement of a 

partner, the assets and liabilities are to be taken at book values except goodwill 

which is to be determined at three times the average annual profits of the five years 

immediately preceding the event. The firm records show that the profits of previous 

five years are as under: 

 
Years Rs. 

1 3807 

2 7856 

3 2075 

4 4892 

5 5135 

 

 You are required to work out of the amount due to A's executors on his death and 

also to draw the opening balance sheet of B, C and D. The continuing partners’ 

capital and current accounts remain unchanged. 

 

2.    AMALGAMATION 
 

2.1 Definition 
When two or more business firms of similar nature combine their resources, it is called an 

amalgamation. Individual identities of the old firms come to an end and a new business 

organization is formed. 

 

In other words, when two or more business firms carrying on similar type of business 

combine their resources in a way that their individual identity is finished and a new 

partnership business is formed, this form in accounting terminology is known as 

amalgamation. 
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2.2 Accounting for the Amalgamation 
There may be cases when two or more person or firms, who have been trading separately, 

decide to amalgamate and carry on their business jointly as one firm. In such cases it is 

desirable to close the existing sets of books. A new set of books is opened to record, 

combined assets, liabilities etc. taken over by the new firm and also to record transactions 

of the new partnership. 

 

In case of such amalgamations the amount of each partner capital in the firm has to be 

ascertained. This is done by deducting the total amount of liabilities, if any, taken over by 

the firm from the total agreed value of t he assets of his business which are taken over by 

the partnership. Thus the old books of individual businesses will be closed. 

 

After this new firm books are opened. This is done by debiting each asset account taken 

over by new firm, crediting each liabilities account taken over by the firm, and crediting 

the partners capital accounts with amounts equivalent to the net asset (as-revaluated, if 

necessary) contributed by them to the new firm. 

 

The opening balance sheet of the new firm will be drawn up after carrying out all the 

adjustments agreed upon between the concerned parties. The practical position will be 

made clear with the help of examples given later on. 

 

2.3 Reasons for Amalgamation 
Amalgamation between different firms is made due to the following reasons: 

i. To avoid mutual competition 

ii. To minimise management expenses 

iii. To have a monopoly in the business 

iv. To strengthen the business by combining different skills, experiences and resources 

of individual partners 

 

2.4 Accounting Procedure for the Amalgamated Firms (Old Firms)  
Following are the steps in case of accounting when amalgamation takes place: 

i. The assets and liabilities taken over by the new firm will be bring down to the 

market value or as agreed upon among the partners. For this purpose each firm will 

open a revaluation account. The procedure is the same as explained in previous 

section i.e. admission of a partner.  

ii. If an asset is not taken over by the new firm and is sold for cash, the journal entry 

as under in the books of old firms. 

 a. If asset is sold at a loss 

 

 Cash a/c   Dr.               (with sale price)  

 Revaluation A/c             Dr. 

  Particular Asset                 Cr. 

 

 b.  If asset is sold at a profit 
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 Cash   Dr.                   (with sale price) 

  Particular assets Cr.       (with book value) 

  Revaluation a/c Cr.       (with the amount of Profit) 

 

iii. If an asset is taken over by any partner, the journal entry will be: 

 Partner's capital a/c  Dr. 

                Particular assets a/c                Cr. 

iv. If any liability is not taken over by the new firm and is paid off: 

 a. Out of old firms cash 

 Particular liability a/c   Dr. 

   Cash/bank a/c               Cr. 

 b. By partners 

  Particular liability a/c  Dr. 

   Partners capital a/c    Cr. 

v. Goodwill as agreed upon among the partners will be Journalized as such:   

  Goodwill a/c               Dr. 

                     Partners' capital a/c  Cr.   (According to the                             

                                                                                            income sharing ratio) 

vi. Balance of Revaluation will be transferred to partners' capital in their income-

sharing ratio. 

 a. In case of Loss 

  Partners' capital a/c  Dr. 

   Revaluation a/c  Cr.  

 b. In case of Profit 

  Revaluation a/c  Dr. 

   Partners' capital a/c  Cr. 

vii. When assets and liabilities are transferred to the new firm, the entry will be: 

 All liabilities (transferred)  Dr.              (With agreed value) 

  Investment in new firm  Cr.  (With the difference  

                                                                                            between the net  

                                                                                            assets and liabilities  

                                                                                            taken over) 

            All assets (transferred)  Cr. (With agreed value) 

viii. Investment in the new firm will be transferred to partner's capital with the help of 

the following journal entry: 

 

 Partner's capital a/c   Dr. (With credit balance of  

                        Investment in new firm  Cr.     partners' Capital) 

 

 All accounts of amalgamated firm will be closed after above noted steps. 
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2.5 Accounting Process for New Firm 
When the assets and liabilities of amalgamated firm will be taken the journal entry will 

be: 

All assets (taken over)  Dr. 

 All liabilities (taken over)  Cr.  

 Partners capital  Cr. 

 

Example-4 

A and B who were partners trading under the name Modern General Store and X and Y. 

who were partners trading under the name Madina General Store, decided to amalgamate 

as on 1st April. Their Balance Sheets as on that date were as follows: 

 

Modern General Stores 
Capital & Liabilities Amount Asset Amount 

Sundry Creditors 1000 Stock 3000   
Reserve 2000 Sundry Debtors 1200 
Capital -A                3000    Investment 2000 
Capital -B                2000 5000 Premises 1800 

 8000  8000   

           

A and B share profits in the ratio of their capitals  

 

Madina General Stores 
Capital & Liabilities Amount Asset Amount 

Sundry Creditors 2200 Sundry Debtors 2400 
Bank Loan 800 Stock 2600 
Capital -X                 1500  Goodwill 1000 
Capital -Y                 1500 3000   

 6000  6000 

          

X and Y share profits equally. 

 

The terms of the amalgamations were as follows: 

i. New firm will - run under the name Muslim General Store consisting of A, B, X 

and Y as partner. Partners will share profits and losses in the ratio of their capitals 

in the new firm after all the adjustments had been made. 

ii. The premises owned by A and B should be taken over by the new firm at valuation 

of Rs.2300.  

iii. Goodwill appearing in the books of X and Y was worthless. 

iv. After the above adjustments X and Y brought in an additional capital Rs.500 each 

in the new firm. 

 

Required: 

Goodwill journal entries of the amalgamated firms to close their books. Also show the 

journal entries and Balance Sheet of the new firm. 
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Solution:   Modern General Stores 
Date Description Dr. Cr. 

April 1 Premises a/c 500  
  Revaluation a/c    500 
 (Premises adjusted to new value Rs.2300)            

April 1    Reserve a/c 2000  
  Capital - A  1200 
  Capital - B    800 
 (Being transfer of reserve to partners)   

April 1 Revaluation a/c 500  
  Capital -A  300 
  Capital -B    200 
 (Being transfer of profit after adjustments)   

 Investment in Muslim General Store 7500  
 Sundry Creditors a/c 1000  
  Stock    3000 
  Sundry Debtors    1200 
  Investment    2000 
  Premises    2300 
 (Being the decrease in the value of various assets   
 Capital -A 4500  
 Capital - B 3000  
  Investment in M. G, Store    7500 
 (Partner's capital are closed       

                

Madina General Store Journal 
Date Description Dr. Cr. 

April 1 X- Capital 500  
 Y -Capital 500  
  Goodwill A/c    1000 
 (Goodwill appearing in books written of)   

 Cash A/c 1000  
  Capital - X    500 
  Capital - Y  500 
 (Shortage of capital contributed)   

 Investment in Muslim General Store 3000  
 Sundry Creditors 2200  
 Bank Loan 800  
April 1  Sundry debtors    2400 
  Stock    2600 
  Cash    1000 
 (Assets & Liabilities taken over by M.G.S.)   

April 1    
 Capital - X 1500  
 Capital - Y 1500  
  Investment in Madina General Store    3000 
 (The Partners capitals are closed)   
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Muslim General Store Journal 

 
Date Description Dr. Cr. 

April l Stock 3000  
 Sundry debtors 1200  
 Investment 2000  
 Premises 2300  
  Sundry creditors  1000 
  A - Capital    4500    
  B - Capital    3000 
 (Business of A & B taken over)   
 Sundry debtors 2400  
 Stock 2600  
 Cash 1000  
  Sundry Creditors    2200 
  Bank loan  800 
  Capital - X    1500 
  Capital - Y  1500 
 (Business of X & Y taken over)   

 

Muslim General Store Balance sheet as at 1st April 

 
Capital & Liabilities Amount Assets Amount 

Sundry Creditors   3200 Cash 1000   
Bank Loan 800 Sundry Debtors 3600 
Capital – A  4500     Stock 5600 
Capital – B  3000  Investment 2000   
Capital – X  1500  Premises 2300 
Capital – Y  1500    
 10500   

 14500  14500 

 

Example- 5 

On 1st January A & B running their individual businesses agree to amalgamate them. The 

balance sheet of the two firms on the date of amalgamation was as follows: 

 

A's Balance sheet 

 
Capital & Liabilities Amount Assets Amount 

Sundry Creditors 3000 Cash 50000 
Bills Payable 6000 Sundry Debtors 30000 
Capital 100000 Bank 1500 
  Premises 20000 
  Plant & Machinery 5000 
  Prize Bonds 2000 
  Furniture & Fixtures        500    

 109000  109000 
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B's Balance sheet 
Capital & Liabilities Amount Assets Amount 

Sundry Creditors 25000 Stock 75000 
Bank 10300 Sundry debtors 45000 
Capital 105000 Furniture 300 
  Plant 20000 
 140300  140300 

                

Revaluation of both the businesses were agreed: 

i. Premises and Plant & Machinery of A should be taken over by the new firm at 

Rs.25000 and Rs. 10000 respectively. 

 ii. B was to be credited with Rs.5000 as value of patent, which did not appear in his 

balance sheet, patent now becomes the property or new firm. 

iii. Prize Bonds appearing in the balance sheet of A were not to be taken over the 

partnership firm. 

iv. All other assets of both the firms were taken over by the new firm at book value. 

v. It was decided that A and B will discharge their liabilities. 

vi. A should introduce cash to make his capital equal to that of B. 

 

Required: 

Pass journal entries to close the books of A & B and also prepare opening balance sheet 

and opening journal entries of the new firm. 

 

Solution:  A's Journal 
Date Description LR Dr. Cr. 

(i) Plant & Machinery a/c   
Premises 
 Revaluation a/c 
(Premises and Plant appreciated) 

 5000 
5000 

 
 

10000 

(ii) Revaluation a/c   
 Capital - A    
(Being the transfer of income to capital) 

 10000  
10000 

(iii) Capital - A   
 Prize Bonds a/c 
(Prize Bonds taken over by A) 

 2000 2000 

(iv) Cash a/c   
 Capital - A    
(Cash brought to adjust the capital) 

 28300  
28300 
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Note: 

Assets i.e. premises of plant machinery appreciated by Rs. 5000/- each and prize bonds 

not taken and by the new firm. So AIOU bring cash of Rs 28300/- to make his capital at 

per of B. (B.s capital 145300 - 1170100 A's capital = Rs. 28300/-) 

 
Sundry Creditors  3000  
Bills Payable a/c    6000  
 Capital - A   9000 
(Liabilities an Discharged)         

Investment in new firm  145300 28300 
 Cash      
 Stock   50000 
 Sundry Debtors   30000 
 Bank      1500 
 Premises      25000 
 Plant & Machinery   10000 
 Furniture and Fixture   500 
(Assets taken over b new firms)         

Capital - A    145300  
 Investment in new firm      145300 

 (Capital – As Amount closed)         

 

B's Journal 
Date Description LR Dr. Cr. 

(i) Patent Rights A/c    5000  
  Capital – B      5000 
 (Patent right credited to B)    

(ii) Sundry creditors a/c    25000  
 Bank A/c  10300  
  Capital – B      35300 
 (Liabilities are discharged)    

(iii) Investment in new firm    145300  
  Stock A/c   75000 
  Sundry debtors A/c   45000 
  Furniture A/c      300    
  Plant A/c      20000 
  Patent Rights A/c   5000    
 (Assets transferred to new firm)    

 Capital - B    145300  
  Investment in new firm      145300 
 (P.S Capital account closed)         
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New Firm's 

Journal 
Date Description Dr. Cr. 

 Cash in hand A/c 28300  
 Bank A/c 1500  
 Sundry Debtors 30000    
 Stock 50000  
 Furniture & Fixture A/c 500  
 Premises a/c 1500  
 Plant & Machinery A/c 10000  
  Capital - A   145300 
 (Assets of A taken over   

 Stock A/c 75000  
 Sundry debtors 45000  
 Furniture A/c 300  
 Plant A/c 20000  
 Patent Rights A/c 5000  
  Capital - B    145300 
 (Assets of B taken over)       

        

Balance sheet of New Firm as at January 
Capital & Liabilities Amount Assets Amount 

Capital - A 145300 Cash in hand 28300     
Capital B 145300 Bank a/c 1500 
  Stock 125000     
  Sundry Debtors 75000   
  Furniture & Fixture 800   
  Plant & Machinery a/c 30000 
  Premises a/c 25000 
  Patent Rights 5000    

 290600  290600   

   

2.6 Self-assessment Questions-II 
l.  "A and B" are carrying on trade separately: They decided to amalgamate their 

business. The Balance Sheet of the two concerns on 31st December, are as under: 

 

Mr. A's Balance sheet 
Liabilities Amount Assets Amount 

Capital 100000 Building & Land 20000 
Creditors 3000 Plant & Machinery 5000 
Bills Payable 6000 Furniture 500 
  Investment 2000     
  Stock 50000     
  Debtors 30000     
  Bank Balance 1500    

 109000     109000   
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Mr. B's Balance sheet 
Liabilities Rs. Assets Rs.   

Capital 105000 Plant & Machinery 20000 
Creditors 25000 Furniture 300 
Bank overdraft 10300 Stock 75000     
  Debtors 45000    

 140300  140300 

 

It has been agreed that: 

a. A's premises, plant & machinery should be taken over by the new firm at 

Rs.25000/- and Rs. 10000/- respectively. 

b. B's should be credited with Rs.5000 as value of certain patent rights he possess, but 

are not included in his balance sheet. These patent rights will become property of 

the new firm. 

c. All other assets are to be taken over by the new firm at values shown in the above 

balance sheet, except A's investments and bank balance, which are not taken over. 

d. Both are to discharge their own liabilities. 

e. A is to bring in more cash so that capitals of both the partners are equal. 

 

Required: 

i. Prepare necessary journal entries in new firm's books. 

ii. Draw up the balance sheet of the new firm. 

2. A B, sole traders, amalgamate their business on 1st January and their respective 

balance sheets are as follows: 

 

A's balance sheet: Plant Rs.5000, Debtor's Rs.1000, stock Rs.2000, creditors Rs.500, 

bank overdraft Rs.250. Capital Rs.7250. 

B's Balance Sheet: Furniture Rs.500, debtors Rs.700, stock Rs.300, cash Rs.835, creditors 

Rs.400 and capital Rs.1935. 

 

(A): A and B are to be credited with Rs.3000 and Rs.500 respectively for goodwill (B) 

the value of A's plant to be reduced by 10% and his stock by 5% (C) the bank over draft 

is paid off and (D) a provision of 5% on all debtors is to be made for bad debts. 

 

Required: Give Journal entries to close books of old firms and open the new firm's 

books. Also prepare balance sheet after amalgamation. 

3. Akbar & Bashir sole traders, wants to amalgamate their business. Their separate 

balance sheet were as follows: 

 

A's Balance sheet 
Liabilities Rs. Assets Rs. 

Accounts Payable 10000 Accounts Receivable 20000 
Bank overdraft 5000 Merchandise Inventory 40000 
Owner's Equity (Capital) 145000 Furniture 100000 

 160000  160000 
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B's Balance sheet 
Liabilities Rs. Assets Rs. 

Accounts Payable 8000 Cash 16700 
Owner's Equity (Capital) 38700 Accounts Receivable - 14000 
  Merchandise Inventory 6000     
  Machinery 10000    

 46700    46700 

   

The amalgamation took place on the following terms: 

i. Akbar and Bashir are to be credited with goodwill Rs. 6000 + Rs 1000 

respectively. 

ii. Allowances for doubtful accounts 5% on Accounts Receivable. 

iii. The value of A's furniture and inventories to be depreciated by 10% and 59% 

respectively. 

iv. Bank overdraft is paid off. 

 Required: Journal entries + ledger accounts (2) balance sheet of new firm. 

4. The following are the balance sheets of two like businesses owned by Sardar and 

Bashir respectively who decide to amalgamate the businesses under the name of 

Messers, Sardar and Bashir. 

 

Balance Sheet 
Liabilities Sardar Bashir Assets Sardar Bashir 

Capital 30000 18000 Premises 9000 -   
Reserve 4500 - Plant 19500 6600   
Creditors 9000 13500 Stock 12000 9000   
Bills 7290 - Debtors 8700 14100   
Payable 3000 - Investments 4500 -   
Bank overdraft      Cash 90 1800    

 53790 31500  53790 31500   

 

It was mutually decided that the partnership should take over all the assets and liabilities 

subject to following: 

i. Mr. Sardar's Premises, Investments & Debtors are to be valued at Rs.15000/-. 

ii. Mr. Bashir's Stock and Debtors are to be valued at Rs. 10500 and Rs. 12690 

respectively. 

iii. The capitals of Mr. Sardar and Mr. Bashir should be Rs.36000 and 24000 

respectively and the profits and losses to be shared in the same proportions. 

 

Prepare the partnership balance sheet after giving effect to the foregoing transactions. 
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3.  DISSOLUTION OF PARTNERSHIP 
 

According to partnership Act, partnership is dissolved at the time of admission, 

retirement or death of a partner. This termination does not necessarily indicate the 

discontinuation of a business. Generally at the time of admission, retirement or death of a 

partner, the partnership is terminated. Termination of partnership indicates a change in 

the membership of the firm, which may or may not be followed by liquidation, a new 

agreement is made, and business continues under the same management. 

 

3.1 Definition 
If a business is discontinued it is called as dissolution. The dissolution of firm means a 

complete break-down of the relation of partnership among all the partners. Dissolution 

involves selling of assets, payments of liabilities and return of capital to the partners. 

 

3.2 Dissolution Conditions 
(A) Dissolution of partnership is affected under one or more of the following 

circumstances. 

 i. At the death of a partner. 

 ii. At the retirement of a partner. 

 iii. If any one of the partners becomes insolvent. 

 iv. After the completion of a project, for which partnership was formed.  

 v. At the expiry of a specific period, for which partnership was formed. 

 

 In the circumstances mentioned above some of the partners may continue to carry 

on the business in the presence of an express agreement to this effect. In case 

remaining partners do not continue, dissolution of partnership takes place 

automatically. Under the following circumstances, dissolution of firm also takes 

place: 

 i. If all the partners mutually decide to dissolve the firm. 

 ii. If all the partners, but one, is involvement. 

 iii. In case of partnership at will, if any of the partners gives notice of his will to 

discontinue the firm. 

 iv. The firm is dissolved, if it is doing some illegal business. 

 

(B) Dissolution by court 

 A competent court on filing of a suit may also dissolve a partnership firm by any 

one partner on of the following grounds: 

 i. That a partner has become of unsound mind. 

 ii. That a partner other than suing is incapable of performing business duties. 

 iii. That a partner is guilty of miss-conducting the partnership affairs. 

 iv. That a partner has willfully or persistently committed breach of contract.  

 v. That a partner, without the consent of other partners has transferred his 

interest to a third person. 

 vi. That a business cannot be carried on, except at a loss. 
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(C) Settling up of account 

 When partnership business is discontinued the accounts will be settled between 

partners and other parties having interest in the business as follows: 

 i. All the properties and assets of the firm (including the original investment of 

the partners and any subsequent one, if made to make up the deficiencies) 

must first be applied towards payment of liabilities of the firm. 

 ii. After making payments against sundry creditors and the liabilities as above if 

there is a surplus that will be used for the payment of any advance or loan 

from partners other than capital. If loan is taken from more than one partner 

this will be paid proportionately. 

 iii. Surplus is applied in making payment of each partner's capital and loans. 

This will also be paid. Term proportionately means first of all payment will 

be made to a partner whose capital is proportionally more than his profit and 

loss sharing ratio. 

 

3.3 Realization Account 
When a business is dissolved or liquidated all the assets of the business are disposed off 

and liabilities are paid off, the process of disposing off the assets and paying off the 

liabilities is called realization. The realization account is the account operated to find out 

gain or loss resulting from the sale of assets and the payments of liabilities. 

 

When a business is dissolved the books of account will have to be closed. For this 

purpose all the assets except cash in hand and cash at bank and liabilities to third parties 

are transferred to realization. The entire amount realized by the sale of assets and all 

payment of liabilities are recorded under this account. The balance of realization account 

will show gain or loss. Which will be divided between the partners in their income-

sharing ratio. The journal entries are following: 

i. To Close Assets: 

 All the assets other than cash and bank are transferred to a newly opened account 

like this:-  

 Realization A/c   Dr.                (With the amount of 

 All Assets (individually) Cr.    books Value.) 

ii. To Close Liabilities 

 Liabilities other than owners; capital and loan are transferred to realization account 

at the book value. In a way that accounts of liabilities are closed Journal entry will 

be as such. 

 

 All Liabilities  Dr. (With book value) 

  Realisation  Cr. 

iii. To Close Reserve 

 If reserve or balance of profit and loss account exists in the balance sheet that 

should be transferred to the partner's capital accounts according to their income-

sharing ratio. Journal entry will be:  
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 Reserve/PLS a/c  Dr.            (In old profit sharing 

  All partner's capital  Cr. ratio) 

iv. Disposal of Assets 

 All assets other than cash and cash at bank are disposed off either by: 

 a. Selling in the Market 

 b. Transferring to partners 

  a. Selling of assets 

   When assets are sold and cash in realized from the sale of Assets, the 

journal entry will be: 

 

   Cash Bank A/c Dr.            (With sale price of all 

   Realization A/c Cr. assets)  

   (Assets realized into cash) 

 

  b. Transferring to partners 

   When assets are taken over by a partner/partners at a value agreed 

between them, the entry will be: 

   Partner's capital Dr. (with agreed value) 

   Realization A/c Cr. 

 

Disposal of liabilities 

a. By payment 

 When cash is realized from the sale of assets, this cash will be utilized for making 

payment of liabilities such as, sundry creditors, notes payable, unpaid expenses, 

loan from banks and etc. the entry will be: 

 Realization a/c  Dr 

  Cash/Bank a/c  Cr. 

 Note: Those liabilities will be paid, which were transferred to realization.  

b. Transferring to Partners: 

 If a partner or partners take the responsibility of paying some liabilities, the entry 

will be: 

 Realization a/c  Dr 

  Partners' capital (who takes the responsibility) Cr. 

 

vi. Payment of Partner's Loan 

 After the payment of liabilities such as sundry creditors, notes payable, unpaid 

expenses, bank overdrafts, bank loan etc. Loan of partners other than their capitals 

will be paid off. The Journal entry for this payment will be:  

 Partner's loan a/c Dr. 

  Cash/bank a/c Cr.  

 (Being payment of partners' loan) 

vii. Expenditures Incurred on Disposal of Assets 

 If expenditure is incurred for selling of Assets such as commission paid to 

auctioneer, advertisement expenditure etc., the journal entry will be: 
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  Realization a/c . Dr  (with the amount of 

  To Cash/Bank a/c Cr.  realization expenses) 

viii. Closing of Realization Account 

 Realization account will show either gain or loss on realization this gain or loss 

will be transferred to partners' capital account according to their income-sharing 

ratio. Credit balance of realization account represents gain and debit balance 

indicates loss. 

 Journal entry for loss will be as such: 

 All partners' capital a/c Dr          (In old profit sharing 

  Realization a/c   Cr. ratio.)  

 (Loss or realization transferred to partners) 

 Note: Reverse entry will be passed in cash of gain. 

ix. Making up of Deficiency 

 If any partner's capital account shows a debit balance, he will pay cash to make up 

this deficiency. Journal entry will be: 

 Cash a/c   Dr.)          (With the amount of 

 Respective partner's capital a/c Cr.) deficiency)  

 (Being receipt of cash from partner to cover up his deficiency) 

x. Closing of Capital Account 

 Now balance of cash/bank account will exactly be equal to the total credit balance 

of all partners' capital account. The cash will be paid to all partners equal to credit 

balance of their capital. The journal entry will be: 

 Partners' capital a/c Dr.  (With the amount credit 

  Cash/Bank a/c  Cr. balance of partners capital ) 

 (Being payment of each partner's capital) 

 

3.4 Settlement of Accounts 
 When it is proposed to dissolve a partnership, it's as sets are sold off, and the 

amount realised by the sale is applied in the following order: 

 i. In paying debts due to third parties, 

 ii. In paying ratably advances or loans made by partners to the firm, and 

 iii. In paying the partners of sums due to them on account of capital. 

 If there is still some surplus, it has to be distributed among the partners in the profit 

sharing ratio. 

 The losses of the firm on dissolution have to be made up: 

 a. First out of past accumulated profits 

 b. Then out of capitals of the partners, and 

 c. If the loss is still not covered fully, out of contributions from the private 

estates of the partners in the profit sharing ratio. 

 

Example-6 
B and C are in partnership sharing profit and loss in the proportions of 4:3 and 2. Their 

balance sheet prepared on 31 S` December, was as follows: 
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Creditors 3500 Cash 1500   
Capital - A 4000 Debtors 1000   
Capital - B 2000 Stock 2000   
Capital - C 500 Land & building 5500    

 10000    10000   

  

They agreed to dissolve partnership as on this date.' To prevent a disastrous loss on sale 

A agree to take over the stock at a valuation of Rs.1500 and the debtors at a valuation of 

Rs.700. Land and buildings are sold at an auction for Rs.2700/-. 

 

Show by means of ledger accounts how the partnership books will be closed, C being 

insolvent and unable to provide any more cash. 

 

Solution: Realisation account 

 
  Rs.      Rs. 

Dec. 31 To Sundry Assets    Dec. 31 By A's C. a/c 2200    
 Debtors           1000      By Cash 2700 
 Stock            2000   By Balance being  
 Land & Building       5500 8500    Loss  
            A      1600  
            B      1200  
            C        800  
     3600 

  8500   8500 

 

A's Capital account 
 Rs.  Rs. 

Realisation Account 2200 Balance B/d 4000   
Realisation Account 1600 Cash A/c 1600   
C's Capital 200       
Cash 1600        

 5600  5600 

     

B's Capital account 
 Rs.  Rs. 

Realisation Account 1200 Balance B/d 2000   
C's Capital Account 100 Cash 1200 
Cash 1900   

 3200    3200   

        

C's Capital account 
 Rs.  Rs. 

Realisation Account 800 Balance B/d 500     
  A's Capital Account 200     
  B's Capital Account 100    

 800    800   
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Cash account 
 Rs.  Rs. 

Balance b/d 1500 Creditors 3500   
Realisation a/c 2700 A's capital a/c 1600   
A's capital a/c 1600 B's Capital a/c 1900   
B's capital a/c 1200   

 7000  7000   

        

Note: Rs.3600 being loss caused by C's insolvency is shared A and B in the ratio of their 

last agreed capitals viz. Rs.4000 and Rs.2000. 

 

Example-7: 

P, Q and R were sharing profits and losses in the ration 5:3:2. On 1st January their 

balances were as under. 

 
Liabilities Rs. Assets Rs.   

Sundry Creditors 11500 Furniture & Fixture 3000 
General Reserve 5000 Stock 

Debtors           20000 
Less Provision           -1000 
Cash 

13000 

Capital Accounts    
 
 

19500 

 
19000   
1000 

   P                  10000   
   Q                   8000     
   R                   1500 

 36000     36000   

       

The firm was dissolved on that date. The assets realized are as under: 

  

Furniture and fixture Rs.1000/- stock Rs. 10000/- debtors Rs.12000.Rs.500/of Rs. 12000. 

Rs.500/- of the creditors were not to be paid and the remaining creditors were paid at a 

discount of 5%. It was found however that there was a liability for Rs. 3050 for damages, 

which had to be paid. The expenses came to Rs.1000. R could contribute only Rs.100/-. 

 

Give ledger accounts to close the books of the firm. 

 

Solution:  Realisation account 
  Rs.   Rs. 

Jan. l S’s Assets      Cash a/c 23000 
       Furniture & Fix. 3000  Provision against      
       Stock 13000  Debtors 1000 
       Debtors 20000  Sundry creditors 11500 
 Cash account    1000  Loss transferred to      
 (Expenses)   P-5/10               7500      
 Cash account      Q-3/10              4500      
 (Liabilities Rs 11000/- 10450  R-2/10               3000 15000 
 less5%)     
 Cash Account 3050    
 (Damage)     

 Total 50500  Total 50500 
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P's Capital account 
  Rs.   Rs. 

Jan.l Realization a/c loss 7500 Jan.l Balance b/d 10000 
 R's capital a/c 222  General Res.  2500 
 Cash a/c 12278  Cash a/c 7500   

  20000   20000   

 

Q's Capital account 
  Rs.   Rs. 

Jan.1 Realization a/c loss 4500 Jan.1 Balance b/d 8000    
 R's capital a/c 178  General Res. 1500 
 Cash a/c 9322  Cash a/c 4500 

  14000   14000 

          

R's Capital account 
1991  Rs. 1991  Rs. 

Jan.1 Realization a/c 3000 Jan.1 Balance b/d 1500 
    General Res. 1000 
    Cash a/c 100 
    P's capital a/c 222 
    Q's capital /c 178 

     3000 

 

Cash account 
  Rs.   Rs. 

Jan.1 Balance b/d 1000 Jan.1 Realisation a/c      
 Realization a/c 23000  Expenses 1000    
 R's capital a/c 100  Creditors 10450 
 P's capital a/c 7500  Damages 3050 
 Q's capital a/c 4500  P's capital a/c 12278 
    Q's capital a/c 9322 

  36100   36100 

                             

Example-8 (When the realization of assets results in a profit) 

 

P, Q and R are partners in a business sharing profits and losses in the ratio of 1/2:1/3:1/6 

respectively. They dissolve partnership and realize the assets. Their position after the 

realization of assets is as follows: 

 
Liabilities Rs. Assets Rs. 

Sundry creditors 2800 Cash at bank 6000 
P's capital 3000 R's capital overdrawn 2000   
Q's capital 1000       
Realization account (profit) 1200   

 8000  8000 

             

R is insolvent; he can contribute only Rs.300 towards his deficiency. Draw up the 

necessary account showing the final adjustments among the partners: 
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Capital Accounts 
 P Q R  P Q R 

Bal. b/d      2000 Balance b/d 3000 1000 - 
R's capital a/c 1125 375 - Realization 600 400 200 
Cash a/c 2475 1025 - Cash a/c - - 300 
    P's capital a/c - - 1125 
    Q's capital a/c - - 375 

 360 140 2000    3600 1400 2000   

                                   

Cash account 
 Rs.  Rs. 

Balance B/F 6000 Sundry creditors 2800   
R's capital a/c 300 P's capital account 2475 
  Q's capital account 1025    

 6300  6300   

 

3.5 Self-Assessment Questions-III 
1. State whether each of the following statements is True or False. 

 a. Dissolution of a firm automatically results in dissolution of a partnership. 

 b. Only firm's assets can be used for payment of firm's liabilities. 

 c. Loss on realization is transferred to partners’ capital accounts in their capital 

ratio. 

 d. Any amount realized from the sale of an unrecorded asset is credited to the 

realization account. 

 e. Partner's wife loan is treated at par with other liabilities of the partnership 

firm. 

 f. Partner's loan is transferred to the realization account with liabilities of the 

firm. 

 g. A partnership firm will get dissolved if all partners except one are declared 

insolvent. 

 h. In case of insolvency of a partner, his deficiency is borne by the solvent 

partners in their profit sharing ratio. 

  i. There can be no agreement of partnership contrary to the ruling in 

Garner VS. Murray. 

 j. All assets including cash must be transferred to realization account.  

 k. Any balance in the goodwill account at the time of dissolution must be 

transferred to capital accounts. 

 

2. Fill in the blanks: 

a. Unrecorded liability paid at the time of dissolution is to be debited to 

________ account. 

b. When an unrecorded asset is realized, at the time of dissolution of the firm, 

cash account is debited and _________ account is credited. 

c. Goodwill account appearing in the books on the dissolution date is, closed by 

transferring it to _____ side of the _________ account. 
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d. Entry for the asset taken over by creditor is ________ but entry for the net 

payment to the creditor is made: 

e. When the firm is dissolved, reserve fund is transferred to _________ in their 

profit sharing ratio. 

f. After making the payment to third parties the _______ due to a partner is 

paid. 

g. The practice before Garner VS. Murray decision was to share the deficiency 

of the insolvent partner by the solvent partners in their ratio. 

h. According to the decision in Garner VS. Murray in' the absence of any 

agreement to the contrary, the deficiency of the insolvent partner must be 

borne by other solvent partners in proportion to 

 

3. Select the most appropriate answer: 

 a. In the event of dissolution of a partnership firm, the provision for doubtful 

debts is transferred to: 

  i. Realization account 

  ii. Partners capital accounts 

  iii. Sundry debtors account 

 b. Unrecorded liability when paid on dissolution of a firm is debited to: 

  i. Personal liabilities 

  ii. Firm's liabilities 

  iii. None of the two 

 c. In the absence of any contract to the contrary, capital profit on dissolution of 

a partnership firm is credited to the partners: 

  i. In capital ratio 

  ii. In profit sharing ratio  

  iii.  Equally 

 

4. Grass and Blade formed a partnership on 1" January. They agreed that out of 

profits: 

 a. Grass should receive salary of Rs.500/- per month, 

 b. Interest on capitals should be allowed at 6% p.a. 

 c. Remaining profits be divided equally. 

 Grass contributed a capital of Rs.50000/- on 1st January but blade brought in his 

capital of Rs.100000/- on 1st April. During the year the drawings were; Grass 

Rs.15000/- and blade Rs.20000/-. Profits before the above noted salary and interest 

were Rs.50000/-. Prepare profit & loss appropriation account and capital account of 

the partners.1 

 

5. Messers B and W was equal partner in retail book shop. They decided to retire and 

dispose off their business as on 31st December, when their balance sheet stood as 

follows: 
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Liabilities Rs. Assets Rs. 

B's capital a/c 3050 Lease 1250   
W's capital a/c 960 Fixtures 220   
Sundry creditors 480 Sundry debtors 840 
  Stock 2060     
  Cash at Bank 120 

 4490  4490   

           

The lease and fixture were sold for Rs.2700 and cash received. The book debts were 

collected and realized Rs.752. The stock was sold in auction for Rs. 1340/- after the 

payment of commission and expenses. The sundry creditors were paid off, Rs.38/- being 

allowed for discount. The expenses of realization amounted to Rs.87. Prepare the 

necessary accounts to show the result of realization and the amounts received by each 

partner. 

 

4. SOLVENCY OR INSOLVENCY 
 

4.1 When all the Partners are Solvent 
When a partnership is dissolved, it is usual to prepare an account called "Realization 

Account". The object of preparing this account is to find out the result of dissolution i.e. 

the profit or loss resulting from the sale of assets and the payments of liabilities. The 

procedure for preparing this account is as follows: 

1. Debit realization account and credit all the assets to be sold excluding cash in hand 

and cash at bank at book values. In this way the account of different assets are 

closed. It should be remembered that debtors and provision for bad debts A/c's. are 

two separate accounts and the gross amount of debtors. 

2. Debit liabilities to third parties i.e. excluding loans from partners and their capitals 

at book values and credit the realization account. In this way, the accounts of 

different liabilities are closed. 

3. When the assets -are sold for cash, debit cash account and credit realization 

account. 

4. If an asset is taken up by one of the partner, his capital account is debited and the 

realization account is credited. . 

5. If the dissolution of partner has entitled some expenses. Debit realization account 

and credit cash account with the amount of such expenses.  

6. Liabilities towards third partners will have to be paid off. The actual amount paid 

to them should be debited to realization account and credited to cash account. 

7. If a partner takes over any liability or they agree to discharge a liability his capital 

account should be credited and realization account debited.  

8. Realization account is then complete; it will show profit or loss. If the debit side is 

greater there is a loss; if the credit side is greater there is a profit. The profit or loss 

resulting from the realization a/c is transferred to the capital accounts of partners in 

the profit sharing ratio. In ease of profit realization account is debited and capital 

accounts credited. The entry for loss is naturally, reverse of this. 
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9. Any reserve or accumulated profit or loss lying in the books (as shown by the balance 

sheet) should be transferred to the capital accounts in the profit sharing ratios. 

10. Partner’s loans, if any, should now be paid. The entry will be to debit loan account 

and credit cash account. 

11. At this state, the capital accounts will show how many amounts are due to them or 

from them. If a partner's capital account shows a deficiency, he should be asked to 

pay cash into the business to make up that deficiency. The entry is to debit cash 

account and credit partner's capital account. if a partners capital account shows a 

surplus, the excess money will be paid to him: his capital account will be debited 

and the cash account credited. This will close the capital account as well as the cash 

account. 

12. If any asset of the firm does not appear in the firms balance sheet i.e unrecorded or 

underscored in disposed off (it is a gain) debit cash A/c and credit realization account. 

 

Example-9 

P and Q agree to dissolve partnership on 31" December on which their Balance Sheet was 

as follows: 

 

Balance sheet 
Liabilities Rs. Assets Rs. 

Sundry creditors 6000 Cash 1000 
P's loan account 8000 Sundry debtors 5000   
Capital - P 20000 Stock 20000   
Capital - Q   10000 Plant & fixture  14000 
  Goodwill 4000    

 44000    44000   

 

The partners share profits and losses in proportion to their capitals. The sundry debtors 

realized Rs.4200/, stock Rs.18000/, plant & fixtures 20% less than the book value and the 

goodwill Rs.6000/- The creditors were paid off at a discount of 5% and the costs of 

dissolution amounted to Rs.6001-. 
 

Pass the necessary journal entries to show the process of realization and open the 

dissolution account. 
 

Journal 
Date Description Rs. Rs.   

Dec. 31 Realization account 43000  
  Sundry debtors    5000 
  Stock    20000 
  Plant and fixtures  14000 
  Goodwill  4000 
 (Being transferred of assets to Realisation A/c)       

 Sundry creditors 6000      
  Realization account    6000    
 (Being transfer of liabilities to realisation)   

 Cash account 39400  
  Realization account    39400 
 (Being the amount realised by sale of various assets   
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 Realization account 600  
  Cash account    600 
 (Payment of expenses on disoolution)   

 Realization account 5700  
  Cash account    5700 
 (Payment of sundry liabilities at a discount of 5 percent   

 "P's capital account 2600  
 Q's capital account   1300  
  Realization account       3900 
 (Transfer of loss on realization to capital account   

 P's loan account   8000      
  Cash account       8000    
 (Payment of P's loan)   

 P's capital- account 17400  
 Q's capital account 8700  
  Cash account       26100    
 (Repayment to partners  of what is due to them from the firm   

 

Realisation Account 
  Rs.   Rs. 

Dec.31   Sundry assets 43000 Dec.31 Sundry liability 6000    
 Cash expenses 600    Cash assets realised 39400 
 Cash liabilities 5700  Capital account   
        P - 2/3           2600   
        Q- 1/3           1300 3900     

  49300   49300 

 

P’s Loan Account 
Date Particulars Amount Date Particulars Rs. 

Dec.31 Cash 8000 Dec.31 Balance 8000   

 

P's Capital account 
Date Particulars Amount Date Particulars Rs. 

Dec.31 Realization account 2600 Dec. 31 Balance 20000 

 Cash  17400    

  20000   20000    

 

Q’s Capital Account 
   Rs.      Rs.   

Dec. 31 Realization account 1300 Dec.31 Balance 10000     
 Cash 8700    

  10000   10000 
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Example-10: The Balance Sheet of "Fast and Quick" sharing profits and losses in the 

ratio of 3:2 was as follows on 31st December. 

 
Liabilities Rs. Assets Rs. 

Sundry creditors 2000 Plant & machinery 4000   
Fast's loan 1000 Patents 600 
General reserve 1000 Stock 2500 
Capital: Fast   3000    Sundry debtors          1900  
Quick    2500    Less Reserve  100  
   1800 
 5500 Cash 600 

 9500  9500 

    

On 1st January next year, the firm was dissolved. Fast take over the patents at a valuation 

of Rs.500/-. The other assets realized as under: 

 

Goodwill Rs.1500, plant and machinery Rs.3000 stock Rs.2200 sundry debtors Rs.1850/. 

 

The sundry creditors were paid off at a discount of 5%. The expenses amounted to 

Rs.350. Give journal entries and ledger accounts to close the books of the firm. 
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Solution:  Journal 
  Rs. Rs. 

Jan.1 Realization account 
Plant and machinery   
 Patents   
 Stock   
 Sundry debtors   
(Various assets transferred to realisation a/c) 
Sundry creditors  
Reserve for bad debts 
 Realization account      
(Transfer of liabilities to realisation a/c)      
Cash account 
Realization account   
(Amount realised by sale of various assets) 
Fast's capital account 
 Realization account 
(Patents taken over by fast at Rs.500/-)     
Realization account 
 Cash account 
(Payment of expenses) 
Realization account  
 Cash account 
(Payment to sundry creditors 2000x5/100less)      
Fast's capital account 
Quick's capital account 
 Realization account  
(Transfer of loss) 
Fast's loan account  
Cash account 
(Payment of fast's loan) 
General reserve  
Fast's capital account 
Quick's capital account   
(General reserve transferred to capital a/c) 
Fast's capital account 
Quick's capital account 
Cash account 
(Payment to partners) 

9000 
 
 
 
 
 

2000 
100 

 
 

8550 
 
 

500 
 
 

350 
 
 

1900 
 
 

60 
40 

 
 

1000 
 
 

1000 
 
 
 

3040 
2860 

 
 

 
4000 
600 

2500 
1900 

 
 
 

2100 
 
 

8500 
 
 

500 
 
 

350 
 
 

1900 
 
 
 

100 
 
 

1000 
 
 

600 
400 

 
 
 

5900 

 

Realisation Account 
  Rs.   Rs. 

Jan.1 Sundry assets 
Cash account 
Cash 
 
 

9000 
350 

1900 
 
 
 
 
 

Jan.1 Sundry creditors 
Provision for b/d 
Cash 
Fast's capital a/c 
Loss Fast  60 
        Quick 40 
 
 

2000 
100 

8500 
500 

 
100 

 

  11250   11250 
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Cash account 
  Rs.   Rs. 

Jan.1 Balance b/d 
Realization a/c 
 
 
 
 
 

600 
8550 

 
 
 
 
 

Jan.1 
 
 
 
 
 

Realization a/c 
Expenditure 
Realization a/c 
Creditors 
Fast's loan a/c 
Fast's capital a/c 
Quick's capital a/c 

 
350 

 
1900 
1000 
3040 
2860 

  9150   9150 

 

Fast's Capital account 
  Rs.   Rs. 

Jan.1 
 
 

Realization a/c 
Realization loss 
Cash account 

500 
60 

3040 

Jan.1 
 
 

Balance b/d 
General reserve. 
 

3000 
600 

 

  3600   3600 

 

Quick's Capital Account 
  Rs.   Rs. 

Jan.1 Realization a/c 
Cash account 
 

40 
2860 

 

Jan.1 Balance b/d 
General reserve 

2500 
400 

  2900   2900 

 

4.2 When One of the Partners is Insolvent 
It has already been pointed out that if after the adjustment of loss on realization, a 

partner's capital account shows a deficiency he should be asked to pay a further amount 

to make up that deficiency. Difficulty arises when the partner concerned is insolvent and 

is incapable of contributing or only an insufficient amount towards making up the 

deficiency of his capital. Prior to the ruling of Garner Vs. Murray any loss arising from 

either realization of assets or insolvency of any partner was borne by the solvent partners 

in the same proportion as they shared profits or losses of the firm. But the decision by 

Justice Joyce in the case of Garner VS. Murray in November 1903 altered the method, 

adjusting the loss caused by the insolvency of one of the partners. The ruling of the case 

is that the solvent partners are only liable to make good their share of deficiency and that 

the remaining assets should be divided among them in proportion to their capitals in other 

words the judgment contains the following two points. 

 

l. That solvent partners should bring cash equal to their share of loss on realization. 

2. That the loss on account of the insolvent partner should be borne by the Solvent 

Partners, in the ratio of their capitals as they stand just before dissolution. 
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Example-11: The balance sheet of A and B showed as under, when they resolved to 

dissolve their business. 

 
Equities & Liabilities Amount Assets Amount 

Creditors  
Capital - A  
Capital - B  

14000 
5000 

12600 

Cash  
Debtors   
Stock  
Machinery  

1500 
6500 
8600 

15000 

 31600  31600 

 

A and B share in the ratio of 3:2. Debtors,' stock and machinery realized at 75% of the 

book value. Rs.2000 of the creditors were not to be paid and the remaining creditors were 

paid at discount of 5%. It was found that the same liability for Rs.4700 for damages 

which had to be paid. The expenses of realisation came to Rs.1200/. A could not 

contribute anything to make up his deficiency. 

 

Required: Give ledger accounts to close the books of the firm. 

 

Solution:  Realization account 
Debtors account  
Stock account  
Machinery account  
Cash %( 12000 less 5%)  
Cash account damages  
Cash account expenses 
 

6500 
8600 

15000 
11400 
4700 
1200 

 

Creditors a/c  
Bank a/c 
(Assets realized)  
Loss transferred To 
Capital 
    A –                   6495  
    B –                   4330 

14000 
 

22575 
 
 
 

10825 

 47400  47400 

 

Capital account 
Depreciation A B Depreciation A B 

Realization a/c 
(Loss)   
 A's capital  
Cash a/c 

6495 4330 
 

1495 
6775 

Balance  
B's capital 

5000 
1495 

 

12600 
 
 

 16495 12600  16495 12600 

 

Cash account 
Description Amount Description Amount 

Balance  
Realization   
(assets realization) 
 

1500  
 

22575 

Realization (creditors paid)  
Realization (damages) 
Realization (expenses) 
Capital - B 

11400   
4700 
1200 
6775 

 24075  24075 
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4.3 Garner vs. Murray Rule 
If there are two or more solvent partners and one partner became insolvent. the question 

arises as to whether this loss is to be borne in profit sharing ratio or whether it is a special 

loss to he dealt with differently. Before tile judgement by Justice Jove in 1903, in English 

case of Garner vs. Murray tile loss arising from insolvency of any partner was treated as 

ordinary loss and was to be borne by the solvent partner in the profit sharing ratio. In the 

case (if Garner it was decided that in the absence of any agreement, the deficiency of the 

insolvent partner's capital account must be borne by the other solvent partners in the 

proportions to their capitals. In other words the judgment contains the following two 

points. 

i. The solvent partners should bring cash equal to their share of loss on realization. 

ii. That the loss on account of the insolvent partner should be borne by the solvent 

partners in the ratio of their capital as they stand -lust before dissolution. 

 

The following illustration will explain the application of Garner Vs. Murray case. 

The facts of the case were as follows: 

 

Garner, Murray and Wilkins entered into partnership, their capitals being unequal but 

they shared profits and losses equally. In dissolution of the firm, the amounts realised 

were not very much. After paying oft the sundry creditors and advances to the firm by 

two of the partners, the balance left was not sufficient to repay the partners capitals. 

 

Balance sheet 
Liabilities  Assets  

Capital accounts 
Garner 
Murray 

 
2500 
314 

Cash 
Wilkins deficiency 
Loss on realization 

1916 
263 
635 

 2814  2814 

 

From the above balance sheet it would be clear that after the distribution of loss on 

realization among the partners in equal proportion Garner's capital would be reduced to 

£2288-6-8, Murray's to £102-6-8 whereas Wilkin's deficiency would be increased to 

£474-13-4. Wilkin was insolvent and could not contribute anything towards his total 

deficiency of £474-13-4. The court held that, in the first instance, the solvent partners 

should be asked to contribute further cash (amounting to £21 I-13-4each) to make up 

their shares of loss on realization, so that their capitals, which had been reduced to 

£2288-6- and £102-6-8 might be restored to - the former figures to £2500 and £314 

respectively. Then the capital deficiency of the insolvent partner amounting to £474-13-4 

should be distributed among the solvent partners in the ratio of their capitals as adjusted 

viz., in the ratio of £2500: 314. 

 

The decision created a big surprise amongst accountants. So far as the first point in the 

decision is concerned some accountants say that it is unnecessary to ask the solvent 

partners to bring cash to make good their share of loss on realization when they already 
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have sufficient. Credit balance is these capital accounts to page off the firms defacing 

their arguments are: 

 

(a) When a partner has already a credit balance in his capital or current account at is 

unreasonable to ask him to bring in cash. 

(b) It might be impossible for a partner to bring-in further cash, the whole of the cash 

having been already sunk into the business. 

(c) The share of loss may be made up even from the credit balance of loan account of a 

partner. 

 

There are others who say that the solvent partners should bring in cash for their share of 

loss. They held that the share of loss on realization is debited to the capital accounts of 

partners. Debiting the loss is not making good, by bringing in actual cash in the words of 

the law "making good" should be carried out. 

 

The correct interpretation of this ruling is now thought that the solvent partners are to 

bring in cash to meet their individual share of loss on realization. 

 

The second point in the decision is universally accepted. 

 

4.4 Fixed are Fluctuating Capitals 
If the ratio in which an insolvent partner's loss is to be written off in the ratio of capitals 

just prior to dissolution, the fact of capitals being fixed or fluctuating is important. If the 

capitals are fixed, then that will be the ratio in which an insolvent partner's loss will be 

borne. But if the capitals are fluctuating all necessary adjustments in respect of reserves 

or profit and loss account etc. should first be made (but without adjusting the loss on 

realization) and the ratio in which the insolvent partner's loss will be divided will be the 

ratio of the resulting capitals. 

 

Suppose A's capital is Rs.10000 and B's capital is Rs.6000 C's capital shows a debit 

balance of Rs.4000. there is a reserve of Rs.6000 dividing the reserve fund among A, B 

and C each partner will be credited with Rs.2000/-. C is insolvent then: 

a. If the capitals are fixed, the loss on C's capital account will be borne by A and B in 

the ratio of 10:6 (i.e. capital without adjustment of reserve). 

b. If the capitals are fluctuating, the loss on C's capital account will be borne by A and 

B in the ration of 12:8. 

 

Example-12 

Mango, Banana and Orange were sharing profit and losses in the ratio of 2:1:2 on 1 st 

January, their balance sheet was as under: 

 

Balance sheet 
Capitals & Liabilities Amount Assets Amount 

Sundry creditors  
General reserve 

23000  
10000 

Cash  
Sundry debtors             40000 

2000   
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Capital accounts 
           Mango 25000 
          Orange 15000 

 
 

40000 
 

Less provision                2000 
Stock 
Machinery  
Capital Banana 

38000 
26000 
6000 
1000 

 73000  73000 

 

The partners decided to dissolve the firm on that date. The assets realized as under: 

Machinery = 20% less  

Stock  = 15% less  

Debtors  =  25000 

 

Rs. 1000 of the creditors were not to be paid and the creditors were paid at a discount of 

5%. The expenses came to Rs. 1000 and Banana could contribute only Rs.400-. 

 

Required: Give ledger accounts to close the book (I) if the capitals are fixed (ii) if the 

capitals are fluctuation. 

 

Solution:   Realization  
Liabilities Amount Assets Amount 

Sundry debtors a/c 
Stock a/c 
Machine a/c 
Cash a/c (Cr. Paid) 
Cash (expenses) 

40000 
26000 
6000 

20900 
1000 

Sundry creditors 
Provision debts 
Cash realized 
Loss transferred to 
     Capital Mango        6800 
     Capital Banana        3400 
     Capital Orange        6800 

23000 
2000 

51900 
 
 
 

17000 

 93900  93900 

 

Capital accounts' 
Depreciation Mango Banana Orange Depreciation Mango Banana Orange 

Balance 
Realisation (Loss) 
Capital – B 
Cash 

 
 

6800 
1250 

27750 

1000 
 

3400 

 
 

6800 
750 

18250 
 

Balance 
General Reserve 

 
Cash 

Capital-Mango 
Capital-Orange 

25000 
4000 

 
6800 

 
2000 

 
400 

1250 
750 

15000 
4000 

 
6800 

 35800 4400 25800  35800 4400 25800 

 

Example-13 

The following is the balance sheet of A, B and C on 31st December: 
Liabilities Rs. Assets Rs. 

Creditors 
Reserve fund 
Capital accounts: 
 A 
 B 

2000 
15000 

 
25000 
15000 

Cash 
Stock 
Plant and tools 
Sundry debtors 
Bills receivable 
C’s capital overdrawn 

6000 
20000 
20000 
10000 
10000 
9000 

 75000  75000 
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C's insolvent but his estate pays Rs.2000/-. It is decided to wind up the partnership. The 

assets realized follows: 

 

Sundry debtors, Rs.7500/; bills receivable Rs.7000/; stock Rs.16000/ and plant and tools 

Rs.14000/-. The costs of winding up came to Rs.2500/-. Give accounts to close the books 

of the firm (1) if the capital are fixed and (2) if the capitals are fluctuation. 

 

Solution:                     Realization account 
  Rs.   Rs. 

Dec.31 Sundry assets 
Cash expenses 
Cash creditors 

60000 
2500 

20000 

Dec.31 Creditors 
Cash assets realized 
Loss transferred to: 
        A            6000 
        B            6000 
        C          46000 

20000 
44500 

 
 
 

18000 

  82500   82500 

 

Capital account 
 A B C  A B C 

Balance b/d 
Loss on 
Realization 
C’s capital a/c 
Cash a/c 

 
 

6000 
500 

25000 

 
 

6000 
3000 

17000 

9000 
 

6000 

Balance b/d 
Reserve fund 
Cash a/c 
A’s capital a/c 
B’s capital a/c 

25000 
5000 
6000 

5000 
5000 
6000 

 
5000 
2000 
5000 
3000 

 36000 26000 15000  36000 26000 15000 

 

Note: C's deficiency of Rs.8000 has been divided between A and B in the ratio of their 

capitals as they stood just before realization after the transfer of reserve fund. 

 

Example-14 

P, Q, R and S are equal partners in a business. On 31 S` December they dissolve their 

partnership when their position is a follows: 

 
Liabilities Rs. Assets Rs. 

Sundry creditors 
Capital accounts 
 P 
 Q 

5014 
 

6000 
3000 

Cash in hand 
Sundry debtors 
Stock 
Fixture & fittings 
Patents 
Plant & machinery 
Lease hold factory 
R’s deficiency 
S’s deficiency 

200 
3548 
2500 
300 
987 

2782 
2897 
100 
700 

 14014  14014 
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The assets realized the following amounts: 

Sundry debtors, Rs.2700/; stock Rs.1975/; fixture and fitting Rs.100/; plant and 

machinery Rs.1850/- and leasehold factory Rs.2610/-. The patents proved worthless. 

 

The creditors were paid Rs.5002/- in settlement. A contingent liability amounting Rs.273 

- not provided in the above balance sheet had to be met during realization. S is insolvent. 

Show the final adjustment of accounts among the partners. 

 

Solution:                            Realization account 
Sundry assets 
Cash a/c 
Cash (contingent liabilitiy 

13014 
5002 
273 

Cash 
Sundry creditors 
Loss transferred to: 
    P             1010 
    Q             1010 
    R             1010 
    S             1010 

9235 
5014 

 
 
 
 

4040 

 18289  18289 

 

Capital account 
 P Q  P Q 

Realization loss 
S’s deficiency 
Cash 

1010 
1140 
4860 

1010 
570 

2430 

Balance b/d 
Cash 

6000 
1010 

3000 
1010 

 7010 4010  7010 4010 

 

Cash Account 
To balance 
To realisation 
To P’s capital 
To Q’s capital 
To Rs, capital 

200 
9235 
1010 
1010 
1010 

By realisation creditors 
By realisation creditors Liability 
By P’s capital 
by Q’s capital 

5002 
273 

4860 
2430 

 12565  12565 

 

Capital account 
 R S  R S 

To balance B. F  
To realisation loss 
 

100 
1010 

 

700 
1010 

 

By cash 
By P's capital a/c 
B Q's capital a/c 

1110 
 
 

 
1140 
570 

 1110 1710  1110 1710 

 

4.5 When all Partners are Insolvent 
If all the partners are insolvent then the creditors cannot "expect to be paid in full. In such 

a case it is better not to transfer the creditors to the realization account. Otherwise, the 

realisation account should be prepared in the usual way. 
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All the available cash should be paid to the creditors. The amount remaining unpaid 

should be transferred to the profit & loss account. Transfer to the profit and loss account 

will close the capital accounts of partners. 

 

Example-15: Saleem and Rashid were partners sharing profits in the ratio of 3:2. On 1st 

July their balance sheet was as under: 

 
Liabilities Rs. Assets Rs. 

Sundry Creditors 
Capitals: 
Saleem 
Rashid 

20000 
 

5000 
3000 

Stock 
Debtors 
Furniture 

12000 
15000 

600 
400 

 28000  28000 

 

The firm was dissolved on the above date. The assets realised only Rs.16000 expenses 

came to Rs.500. Saleem's private estate could pay only Rs.1000 Rashid had no surplus, 

close the books of the firm by giving ledger account. 

 

Solution 

Realisation Account 
Date Liabilities Rs. Date Assets Rs. 

July To sundry assets: 
Stock 
Debtors 
Furniture 
To cash a/c exp. 

 
12000 
15000 

600 
500 

July By cash account 
By loss transferred to 
Saleem 3/5, 7260 
Rashid 2.5,  4840 

16000 
 
 
 

12100 

  28100   28100 

 

Cash Account 
Date  Rs. Date  Rs. 

July I To balance b/d 
To Realisation a/c 
To Saleem’s capital a/c 

400 
16000 
1000 

July 1 By Realisation a/c exp. 
By sundry creditors 

500 
169000 

  17400   17400 

 

Sundry Creditors Account 
Date  Rs. Date  Rs. 

July 1 To cash account 
To PLS account 
(amount unpaid) 

16900 
3100 

July 1 by balance b/d 20000 

  20000   20000 

 

Profit and Loss Account 
Date Liabilities Rs. Date Assets Rs. 

July 1 To Saleem’s capital a/c 
To Rashid’s capital a/c 

1260 
1840 

July 1 By S. creditors transfer  
3100 

  3100   3100 
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Rashid's Capital Account 
Date Liabilities Rs. Date Assets Rs. 

July 1 To realization a/c loss 4840 July 1 By balance b/d 
By PLS account 

3000 
1840 

  4840   4840 

Saleem’s capital account 

 

4.6 Gradual Realization of Assets & Piecemeal Distribution 
It has been assumed in the working of all the illustrations under dissolution that all the 

asset are realized on the date of the dissolution and that all the expenses and liabilities are 

paid on that date. This enables one to know immediately the profit or loss on realization, 

which can be transferred to the capital accounts. This determines the final amount due to 

the partners. In actual practice, this assumption is not valid assets are realized gradually 

and cash is collected in driblets. Final results are not known till quite some time in the 

mean time, the each collected is distributed amount the various parties. It should be 

remembered that in case of dissolution, first of all the outside creditors have to be paid, 

then if surplus remains, any loans given by the partners are paid and last of all the 

partners capitals will be paid off. The rules to be followed in piecemeal distribution are: 

1. Any cash in hand or cash collected should be distributed among creditors until all 

the creditors arc paid off. 

2. After this, cash available should be applied in returning partners loans 

proportionately if more than one partner has given a loan. 

3. Then the cash available for distribution among the partners should be paid to such 

partners whose capitals are comparatively excess of their profit-sharing 

arrangement, thus bringing the capitals of all partners on a level with their profit-

sharing interest. 

4. After this the partners will be paid in profit sharing ratio. 

 

Example-16: Following is the Balance sheet of M/s A, B and C who share profits and 

losses in the ratio of 2:2:1 

 
Liabilities Rs. Assets Rs. 

Sundry creditors 
Capitals: 
 A-1500 
 B-1200 
 C-  400 

1500 
 
 
 

3100 

Cash in hand sundry debtors 
Stock 

200 
2200 
2200 

 4600  4600 

 

The firm was dissolved and the assets were realized gradually Rs.1000 were received 

once, Rs. 15000 another time and Rs.900 finally. Show how each installment is to be 

distributed. 

 

Solution: The profit sharing ratio between A, B and C is 2:2:1. C's capital is Rs.400, 

hence the proportionate capitals of A and B Rs.800 each. This means C receives nothing 

until the capitals of A and B each are brought down to Rs.800. Now A and B being equal 
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partners, their capital ought to be equal. A's capital is Rs..300 more than B's and hence 

before B receives anything A should be paid Rs.300. The following statement now shows 

the distribution. 

 

Distribution of Cash 
 Creditors A B C 

Amount due 
Cash in hand paid to creditor 
Balance due 
First installment: 

1500 
200 
1300 

1500 
-- 

1500 

1200 
- 

1200 

400 
-- 

400 

Rs. 1000/- to creditors 
Balance due 
Second installment: 

100 
300 

-- 
1500 

-- 
1200 

-- 
400 

Rs. 300/- paid to creditors 
Rs. 300/- paid to A 
Balance due 
Rs. 400/- paid cash to A & B to bring down their 
capitals to Rs. 800/- 
Balance due 
Rs. 100/- distributed among all partners (2:2:1) 
Balance due 
Third installment 

300 
-- 
-- 

-- 
300 

1200 
 
 

400 
800 

 
 

40 
760 

-- 
-- 

1200 
 
 

400 
800 

 
 

40 
760 

-- 
-- 

400 
 
 

-- 
400 

 
 

20 
380 

Rs.900/- distributed among all partners (2:2:1) 
Balance unpaid or loss 

  
360 
400 

 
360 
400 

 
180 
200 

 

4.7 Self-Assessment Questions-IV 
1. a. What do you understand by solvency? 

 b. What is the difference between a solvent partner and an insolvent partner? 

2. What are the implications of the legal decision given in Garner vs. Murray case? 

(of A, B and C firm). 

3. The partnership deed-provides that when any partner becomes insolvent, the 

solvent partners in their profit sharing ratio will share the deficiency. A becomes 

insolvent, while B and C are solvent. The deficiency in A's account is Rs.40000 

while balance of B and C's capital are Rs. 10000 and Rs.50000. their profit sharing 

ratio is 1:3. Work out how the deficiency of A's account will be shared by B and C 

respectively. 

 

5. CONVERSION OF PARTNERSHIP INTO A   LIMITED 

COMPANY 
 

5.1 Accounting Procedure 
The modern practice is to convert a proprietary business or a firm into a limited company 

whether private or public. This is done for many advantages, the main among which is 

the limitation of liability, the utilization of large capitals and easy transferability of share 
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at the death of a partner. This subject matter will be discussed in details later on. When 

the firm is converted into limited company, the existing firm is dissolved and the business 

is sold to the newly formed company for cash, and for shares and debentures in the new 

company. To record the conversion, the following entries should be made in the 

partnership books. 

1. Open a Realisation account and debit it with the book value of the assets taken over 

by the co. and credit assets accounts, if the company takes over cash, it will also be 

transferred to this account. 

2. Debit each liability account and credit Realisation account with the total of various 

liabilities taken over by the company. 

3. Debit the purchasing company with the agreed purchase price and credit the 

Realisation account with the same. 

4. Debit the Realisation account and credit the cash account with the amount of 

Realisation expenses, if any. 

5. The Realisation account would then show the profit or loss on the conversion. 

Transfer it to the partner's capitals accounts. 

6. On receiving purchase consideration from company, debit, cash shares, debentures 

etc. accounts and credit the purchasing company's account. This will close the 

purchasing company's account. 

7. If there is any liability, which has not been taken over by the purchasing company 

and which therefore, has not been transferred to the Realisation account, it should 

now be paid off debiting the liability account and crediting the cash account. 

8. The shares and debentures received from the company should now be distributed 

among the partners in the agreed ratio. In the absence of an agreement, they should 

be distributed in proportion to the partner's capitals (in the ratio of capitals standing 

after the loss or profit on Realisation and other reserves etc.) 

9. The partners should now the paid what is due to them from the firm. On payment, 

debit the capital accounts and credit bank or cash. The partnership books will he 

completely closed. 

 

Example-17: A & B are partners in a business sharing profits and losses in the ratio of 

2:1. On 31st December, they convert their business into a limited company. when their 

balance sheet is as follows: 

 
Liabilities Rs. Assets Rs. 

Bill payable 
Sundry creditor 
A’s Capital 
B’s Capital 

843 
3237 

20238 
10119 

Cash at Bank 
Bills Receivable 
Sundry Debtors 4000 
Less Reserve  200 
Stocks 
Furniture & Fixture Property 

3140 
568 

43800 
11614 

131 
15000 

 34437  34437 

 

The company takes over the whole concern with the exception of cash at Bank and Bill 

payable for a sum of Rs.40000/-, payable as to Rs.30000/-, in shares and the balance in 

cash. The expenses of realisation amount to Rs.299/_ 
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Make journal entries and draw up the necessary accounts showing the final adjustment 

among the partners. 

 

Journal 
  Rs. Rs. 
1990 Realisation account 31495  
Dec. 31 To bills receivable    568 
 To sundry debtors    4000 
 To Stock    11614 
 To furniture & fixture    313 
 To property    15000 
 (Being the transfer of assets taken over by the company)   

 Sundry creditors 3237  
 Reserve for bad debts account 200  
 To realisation account  3437 
 (Being the transfer of liabilities taken over the company)   

 Purchasing company 40000  
 To realisation account  40000 
 Being the purchase price agreed upon by the company.   

 Realisation account 299  
 To bank account    299 
 Being the payment of realisation expenses.   

 Realisation account 11643  
 To A's capital account  7762 
 To B's capital account  3881 
 Being the transfer of profit on realisation to partners capital account.   

 Bank account 10000  
 Shares in purchasing company 30000  
 To purchasing company  40000 
 Being purchase consideration received from the purchasing    company.   

 Bills payable account 843  
 To bank account  843 
 Being the payment of liabilities not taken over by the    purchasing 

company. 
  

 A's capital account 20000  
 B's capital 10000  
 To shares in purchasing company  30000 

 Being the distribution of shares among the partners in    proportion to their 
final capital (Rs.28000/- & 14000/-) 

  

 A's capital account 8000  
 B's capital account 4000  
 To bank account  12000 
 Being the payment to partners in settlement of their accounts.   

                                                       

Realisation account 
Dec.1 1 To sundry assets 

To bank (exp.) 
To profit 
A’s capital 
B’s capital 

31495 
299 

 
7762 
3881 

Dec.31 By sundry Liabilities 
By purchasing Company 

3437 
40000 

  43437   43437 
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Purchasing Company 
Dec.31  To realization 40000 Dec.31 By cash 

By shares 
10000 
30000 

  40000   40000 

 

Bank Account 
Dec.31  To balance b/f 

To purchasing company 
3142 

10000 
Dec.31 By realization (exp.) 

By bills payable 
By A’s capital 
By B’s capital 

299 
843 

8000 
4000 

  13142   13142 

 

Shares in Purchasing Company 
Dec.31  To purchasing Company 30000 Dec.31 By A’s capital 

By B’s capital 
20000 
10000 

  30000   30000 

 

A's Capital Account 
Dec.31  To shares in purchasing 

Company 
To bank 

 
20000 
8000 

Dec.31 By balance b/f 
By realization (Profit) 

20238 
 

7762 

  28000   28000 

 

B's Capital Account 
Dec.31  To shares in purchasing 

Company 
By bank 

 
10000 
4000 

Dec.31 By balance b/f 
By Realization (Profit) 

10119 
 

3881 

  14000   14000 

 

5.2 Self-Assessment Questions-V 
1. Why partnership firms in some case resort to wind up and convert their business 

into a limited company? 

2. What is the procedure for accounting when a partnership firm is converted into a 

limited company? 

3. What accounting entries will be made in the books of A & B when it sold its assets 

to the newly formed company A 8c B Limited? Which also takes over its liabilities, 

all at their book value? 

4. Would it be preferable for the partners to receive cash from the -new company or 

instead of cash to take its share at par value when: 

 a. The new company is earning large profits. 

 b. The new company is operating at a loss. 

5. Following is the balance sheet of Karim and Hanif as at 1st January: 
Liabilities Rs. Assets Rs. 

Sundry creditors 
General reserve 
Capitals: 
 Marim 
 Hanif 

16000 
6000 
 
20000 
15000 

Stock 
Furniture 
Sundry debtors  15000 
Less provision      750 
Cash 

20000 
5000 
 
14250 
2750 
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Mrs. Hanif’s loan 3000 Plant & machinery 18000 

 60000  60000 

 

 The business was taken over by a joint stock company. It issued 3000 shares of 

Rs.10 each (fully paid) and paid Rs. 10000, in cash. Close the books of the firm by 

giving ledger accounts. Assume that there were no expenses. The company did not 

take over Mrs. Hanif s Loan. Firm paid it. 

6. The balance sheet of X & Y sharing 5/8 and 3/8 respectively stood as follows when 

they determined to sell of their business to a newly started joint stock company. 

 
Liabilities Rs. Assets Rs. 

X's capital 
Y’s capital 
Depreciation fund 
Creditors 

15000 
9000 
2000 
4000 

Machinery 
Debtors 
Stock 
Cash 

8000 
5000 

16000 
1000 

 30000  30000 

 

 The company takes over all the assets, except cash for Rs.20,000 payable in shares 

of the company and Rs. 10000 in cash; The expenses of realisation amounted to 

Rs.240, and the creditors were paid of at 5% discount. 

 

 Draft Journal entries and prepare a Realisation Account, Cash Account and Capital 

Account of X & Y in the books of the firm. The partners divide the cash and shares 

in proportion to their capitals. 

 

6.  SUMMARY 
 

In this unit you have learnt some advance aspects of partnership accounts: Let us 

recapitulate the salient points of each aspect covered in this unit. 

 

1.  Annuity 

 On the death of a partner his dues are worked out and may be credited to his loan 

account for subsequent payment to his heirs. OR alternatively it is agreed with the 

heirs that they will be annually paid an annuity for lifetime or for an agreed number 

of years. For this purpose the balance of capital account of the deceased is 

transferred to an annuity account. Amount of annual interest is also credited to this 

account while periodical payments to the heir are debited to annuity account. 

 

2.  Amalgamation of Partnership Firms 

 With a view to avoid harmful competition between similar business lines, and in 

order to strengthen position by uniting skill, experience and finances, one or more 

firms may combine together and form a new firm. This is called amalgamation. For 

this purpose the balance sheets and final accounts of all combining firms are drawn 

up. The assets and liabilities as revalued are combined together and respective 

capital accounts are readjusted as necessary. The student follow the examples given 
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in the unit carefully so that all points regarding amalgamation may become clear to 

him. 

 

3.  Dissolution 

 If the partners do not want to continue business, they may end partnership. This is 

called dissolution of the existing partnership firm. For accounting 'purpose the 

financial statements are prepared on the date of dissolution. Assets are revalued and 

a "Realization Account" is opened. Any profit or loss resulting from Revalued is 

credited to the capital accounts of existing partners according to their profit sharing 

ratio if so provided in the partnership deed. 

 

4. Dissolution and Insolvency 

 On dissolution, the realisation account is closed to the capital accounts of the 

partners. If the capital account of a partner is negative, he must bring cash to meet 

the deficiency. If however he is insolvent and only a small amount or nothing is 

realised, the deficient amount (of loss) will have to be shared by the remaining 

solvent partners. It was decided in Garner vs. Murray case that solvent partners 

would share the loss due to insolvency of any partner in the ratio of their capitals 

standing just before dissolution. 

 

5. Conversion of Partnership into a Limited Company 

 The procedure is just like amalgamation. The assets and liabilities of the 

partnership taken over by the limited Company are debited to them, while liabilities 

assumed by the company are credited to it. The profit or loss resulting from 

realisation is adjusted to capital accounts of the partners. 

  

 Instead of receiving cash, the old partners are issued shares in the new company. 

The accounts of the partnership firm are closed just as on dissolution and 

partnership comes to an end. 
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