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PREFACE

It is a great pleasure and honour that the Department of Commerce, Allama Igbal
Open University, has revised this comprehensive course book, Advanced
Accounting, for students of Allama Igbal Open University. The revision is the result
of the collaborative efforts of dedicated educators, syllabus designers, and subject
specialists. It comprises nine well-structured units, each carefully designed to guide
learners through the complexities of advanced accounting. Whether students are
pursuing degrees in Accounting and Finance, Commerce, or Banking and Finance,
this book aims to meet their academic needs and strengthen their foundation in
specialized accounting practices.

Dear students, as you navigate through these pages, you will explore diverse topics,
including joint ventures, consignments, branch accounting, hire purchase, and other
advanced financial concepts. The book provides not only theoretical insights but
also practical applications, enabling a deeper understanding of complex accounting
treatments. At the end of each unit, self-assessment questions are included to
reinforce learning and prepare you for examinations.

Our university is committed to continuous academic excellence, and we welcome
your feedback and suggestions to further improve the quality and relevance of our
educational materials. I extend my sincere gratitude to the dedicated faculty and
staff who have contributed to the development of this book and the course it
supports.

I encourage you to approach this educational journey with dedication and
enthusiasm. I am confident that the knowledge and skills you will gain from this
revised version of Advanced Accounting will be invaluable in both your academic
and professional endeavours.

Professor Dr Nasir Mahmood
(Vice-Chancellor)
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MESSAGE FROM THE DEAN

I'am pleased to present revised version of Advanced Accounting to our students and
the academic community. In today’s dynamic accounting landscape, mastering
specialized accounting practices is crucial for aspiring professionals. This book,
structured into nine comprehensive units, covers key areas such as joint ventures,
consignments, branch accounting, hire purchase, and financial reorganization. It
reflects our commitment to delivering high-quality education and equipping
students with the technical expertise and analytical skills required for a successful
career in accountancy.

I extend my best wishes to all learners embarking on this enriching academic
journey.

Prof. Dr. Abdul Aziz Sahir
(Dean, Faculty of SS&H)



INTRODUCTION OF THE COURSE

In today’s dynamic business environment, accounting has evolved into a
specialized discipline with multiple branches catering to various financial and
managerial needs. Advanced Accounting is a crucial area of study that extends
beyond fundamental accounting principles and focuses on complex financial
transactions. This book has been carefully designed to equip students with the
knowledge and practical skills necessary to handle sophisticated accounting
scenarios commonly encountered in businesses and corporate entities. The
Department of Commerce has introduced this subject at the bachelor level for BS
Accounting & Finance and Associate Degree in Commerce students to provide
them with an in-depth understanding of specialized accounting practices.

This book was initially developed in 2004 by Prof. Dr. S. M. Amir Shah and Syed
Umar Farooq and was later revised in 2013 to include additional questions and
exercises, facilitating students in preparing for their final examinations.
Recognizing the dynamic changes in accounting standards and industry
requirements, the course outline underwent a major revision, as recommended by
the Committee of Courses.

The book comprises nine comprehensive units, covering unique topics such as Joint
Venture Accounts, Consignment Accounts, Branch and Departmental Accounts,
Instalment Sales, Contract Accounting, Share Capital and Debentures, Company
Accounts, and Financial Reorganization. Each unit describes the key concepts,
accounting treatments, and reporting mechanisms, ensuring that students develop a
robust foundation in advanced accounting principles.

This book has been developed with a self-learning approach, making it equally
beneficial for students enrolled in distance learning as well as formal education
systems. The theoretical discussions are supplemented with practical examples,
structured exercises, self-assessment questions, and summaries at the end of each
unit. These features enable students to reinforce their learning, apply concepts to
real-world scenarios, and evaluate their understanding independently.

In this latest edition, Mr. Muhammad Ashraf Bhutta (FCMA), Ex-Director of
Finance PTV (Rtd.), took on the responsibility of rewriting the book in accordance
with the updated curriculum. With over 40 years of experience in key leadership
roles and extensive expertise in specialized business operations, Muhammad Ashraf
Bhutta has enriched this book with practical examples, templates, and necessary
forms that are actively used in business organizations. These additions bridge the
gap between theory and practice, providing students with real-world applications
of advanced accounting principles.
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Despite our best efforts to present an error-free book, we acknowledge that there is
always room for improvement. We welcome constructive feedback, suggestions,
and recommendations to further enhance the content and usability of this book.

I extend my heartfelt gratitude to Mr. Muhammad Ashraf Bhutta for his immense
contributions and dedication in developing this book without any financial
compensation, transferring all rights to the university for the welfare of society. |
am also deeply thankful to Prof. Dr. Syed Muhammad Amir Shah, Chairman, the
Department of Commerce, whose guidance, support, and supervision have been
instrumental in the successful revision and completion of this book.

It is my sincere hope that this book serves as a valuable academic resource for

students and practitioners alike, helping them excel in the field of accounting and
finance.

Dr. Muhammad Munir Ahmad
(Course Development Coordinator)
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OBJECTIVES OF THE COURSE

The Advanced Accounting course is designed to enhance students’ understanding
of complex financial transactions and reporting techniques. By the end of this
course, students will be able to:

1.

Differentiate between a joint venture and a partnership, record transactions
under separate and non-separate books, and apply the memorandum method
for joint venture accounts.

Comprehend the nature of consignments, record journal entries for both
consignors and consignees, account for unsold stock and differentiate
between normal and abnormal losses.

Develop an understanding of branch accounting systems, record transactions
for branch operations, handle intra-company accounts, and analyze unrealized
profit in branch inventory.

Understand departmental operations, prepare departmental income statements,
allocate common expenses, record inter-departmental transactions, and assess
the financial performance of departments.

Record installment sales from both the buyer’s and seller’s perspectives,
differentiate between hire purchase and installment sales, and account for
default situations.

Handle Contract Accounting — Understand the nature of contract businesses,
maintain contract accounts, record cost elements, and differentiate between
completed and incomplete contracts.

Understand various classes of shares and debentures, record transactions
related to share issuance at par, premium, and discount, and account for
debenture issuance and redemption.

Apply accounting principles to prepare final accounts of companies,
including profit & loss statements and balance sheets, while complying with
statutory disclosure requirements.

Evaluate the necessity of financial reorganization, record transactions for
liquidation, absorption, and amalgamation, and differentiate between various
restructuring strategies.
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Unit-1

JOINT VENTURE ACCOUNTS

Written by: Muhammad Ashraf Bhutta-FCMA
Reviewed by: Dr. Muhammad Munir Ahmad

1



CONTENTS

INtrOAUCTION ...
(@ 0] 151018 A SRR UPRRN
1.1 Features of JOInt VENtUIE ..........ccoeiiiiiiiiiiiiiesie e
1.2 Difference between Partnership and Joint Venture .............cccoevveeiiiiennen,
1.3 Accounting Procedures for Joint Venture ...........ccocceevviiiiniiiiiiicninnne
1.4 Joint Venture Accounts without Separate Books ...........ccccevviiiienininnne
1.5 Memorandum ACCOUNES ......ccocvierieeriieiiieseeeiee st etee s e siee e sneens
1.6 L0SS ON JOINt VENTUIE.......eeiiiiiiiiieiie et
1.7  Unsold Stock of Joint Venture ............cccoeiiiiiiiiiiiienieeee e
1.8 Separate Books for Joint Venture............ccocevvieiiiiiieniisiee e
1.9 Entries in Normal Parties’ Books of Accounts ..........ccccevvvviieiiciiieennnn.
L.10 SUMMATY ..oviiiiii s
1.11 Theoretical QUESLIONS ........eeiueeiiieriieiiieiieeree e
1.12 Practical Problems .........cccooiiiiiiiiiiiiicee e



INTRODUCTION

This is another setup for recording and classifying the joint venture activities in the
books of accounts apart from the sole proprietorship, partnership, and joint stock
business. This unit enumerates the methods for dealing with maintaining
accounting records for joint venture transactions during operations and termination
to find out the results of operations upon maturity of joint venture activities.

OBJECTIVES

After studying this unit the students would be capable of understanding the

following: -

1. What constitutes the joint ventures?

2. The difference between joint ventures and other forms of business organizations

3. The purpose for the establishment of joint venture business activities

4. Accounting treatment for joint venture activities in the books of each co-
venturer

5. Memorandum accounts for joint venture

6.  Accounting treatment for joint venture activities when separate books are
maintained.

7. Procedure for closure of joint venture, distribution of profit or loss, disposal
of unsold stock and other assets including final settlements among co-
venturers.

8. Determination of final results of joint venture operations



1.1 FEATURES OF JOINT VENTURE

In a business environment, where it is considered that an organization has scarce
managerial, technical and financial resources to conduct a specific business activity
effectively, then the enterprise would prefer to seek another business organization to
join hands and conduct the particular business activity jointly. This arrangement is
called a joint venture. Thus the joint venture business may be conducted by two or
more than two organizations for mutual benefit through pooling up their resources. The
profit of a joint venture is shared by co-venturers in an agreed ratio. In fact, the joint
venture is a form of partnership, but it is limited to some particular transactions. There
may be several joint ventures amongst the same organizations or parties, but each one
would be a separate venture and the arrangement may be different for each other with
respect to the contributing of resources and sharing the profits and losses.

The joint venture is generally of a short duration. The parties are known as co-
venturers. The joint venture business may be conducted for the construction of roads,
buildings, bridges, manufacturing specific products and conduct of some trading
business locally or abroad and several other projects. By its nature, the joint venture
business can be classified as a mini partnership but it is not a continuing arrangement
because the joint venture relationship ends up when the specific project is completed.
Determination of profit or loss from joint venture business is relatively simple. All the
assets and liabilities of the joint venture are ultimately settled in cash or equivalent
upon completion of the joint venture activity.

1.2 DIFFERENCE BETWEEN PARTNERSHIP AND JOINT VENTURE

Basis Partnership Joint venture
1. Nature Generally, it is of a permanent nature | Specifically, it is of a
temporary nature
2. Name It has a particular name Usually, it has no name
3. Members Usually, it has two to twenty There is no limit to members

members in a general business while
in the case of a banking business, the
number is limited to ten members,
who are called partners

but normally members are
not so much greater who are
called as co-venturers.

4. Accounting

Comprehensive accounting record is
maintained on an accrual basis.

Accounting is carried out
concisely to the specific
transactions on a cash basis.

5. Dissolution

It can be dissolved by mutual
consent under certain circumstances.

It is dissolved automatically
upon completion of the
venture.

6. Goodwill

Sometimes goodwill may be
determined

Goodwill determination is
not necessary.




7. Bills of Partners cannot draw bills of The co-venturer can draw a
Exchange exchange on other partners bill of exchange for settlement
with other co-venturers
Profit /Loss The profit or loss is computed The profit or loss is
annually computed upon completion
of the venture.

1.3 ACCOUNTING PROCEDURES FOR JOINT VENTURES

Traditionally there are three procedures for joint venture business which are
followed in the organizations.

1)  Joint venture accounts without separate books

2)  Memorandum Joint Venture accounts

3)  Separate books for joint venture

These are now demonstrated in the succeeding paragraphs.

1.4 JOINT VENTURE ACCOUNTS WITHOUT SEPARATE BOOKS

Since the joint venture business is for a specific tenure, therefore, no detailed or
separate books of accounts are maintained. The joint venture transactions are
recorded in the accounts kept for other regular business transactions by both parties
by maintaining two ledgers one as a joint venture account and the second as other
parties’ transactions account.

Profit or loss on the joint venture business is calculated in the joint venture account
and the share of profit or loss of each party is entered in the personal accounts
maintained by the firms. The accounting treatment of joint venture transactions is
described as under: -

A) First Party’s own transactions

Transaction Accounting Entries
1. | Cash provided by co-venturers Debit Cash Account
Credit | Personal Account of venturer
2. | Goods are purchased for Debit Joint venture Account
joint/venture on cash Credit | Cash Account
3. | Goods are purchased for joint Debit Joint venture Account
venture on credit Credit | Accounts payable
4. | Goods supplied by other co- Debit Joint venture account
venturer Credit | Personal account of co-venturer
5. | Goods supplied by self Debit Joint venture account
Credit | Purchase account
6. | Expenses incurred by one party Debit | Joint venture Account
Credit | Cash/Bak Account
7. | Expenses incurred by other Debit | joint venture account
venturer Credit | Personal account of venturer




8. | Sale of goods Debit Cash/Bank account
Credit | Joint venture account

9. | The unsold stock was taken over Debit Purchase account
by self Credit | Joint venture account

10. | The unsold stock was taken over Debit Personal account of venturer
by another venturer Credit | Joint venture account

11. | Sharing of profit on joint venture Debit | Joint venture account.

Credit | Profit & loss account.

Credit | Personal account of venturers
12. | Settling accounts of venturers Debit Personal account of venturers.
Credit | Cash/Bank account

B) Other party’s transactions

Transactions Accounting Entries

1. | Goods purchased by another party Debit | Joint venture account
Credit | Personal account of venturers

2. | Expenses incurred by another party Debit | Joint venture account

Credit | Personal account of venturer
3. | Cash provided by the other party to Debit | Cash account

party No. 1 Credit | Personal account of venturer
4. | Goods contributed by other party for | Debit | Joint venture account
joint venture Credit | Personal account of venturer
5. | Goods sold by another party on cash | Debit | Personal account of venture
or credit Credit | Joint venture account
6. | Cash recovered by other party from Debit | Personal account of venturer
joint venture Credit | Joint venture account

C) Final Shape of Accounts

When a joint venture business is matured upon completion of the project, the profit
or loss is determined through a joint venture account and dues are paid to each party.
The position of accounts in each party’s ledger would appear as under:-

JOINT VENTURE ACCOUNT
Particulars Amount | Particulars Amount
Cash Purchases of Party No.1 XXXX Sales by Party No. 1 XXXX
Bank Purchases of Party No. 2 XXXX Sales by Party No. 2 XXXX
Expenses of Party No. 2 XXXX Goods retained by party No. 2 | xxxx
Commission Expenses if any of
either party XXXX
Profit:*
Share of Party No. 1 xxx
Share of Party No. 2 xxx XXXX
Total XXXX Total XXXX

*In case the joint venture business sustains losses the entry would appear on the
credit side of the joint venture account.



PERSONAL ACCOUNT OF OTHER PARTY (VENTURER)

Particulars Amount | Particulars Amount
Joint venture Account (for Sale Joint Ventures A/c (Purchases
made and amount retained) XXxx | made) XXXX
Cash (Amounts remitted to him Joint Venture A/c (Expenses
if any) XXXx | incurred) XXXX
Joint Venture A/c (Loss if any) xxxx | Cash remitted (Commission if
Joint Venture A/c (Goods payable) XXXX
retained, if any) xxxx | Joint Ventures A/c (Share of

Profit) XXXX
Total XXXX Total XXXX

Transfer of cash to the other party will balance all the accounts and the joint venture
account and personal account of the other party would stand closed to nil balance.

Demonstration Problem 1-1

A and B entered into a joint venture by agreeing to share profit or loss equally and
conducted the following transactions during March, 2024 after which the trading

project matured.

March 5 | A purchased goods worth Rs. 400,000 for cash for joint venture and also
paid Rs. 15000 as cartage expenses.

March 7 | B also purchased goods worth Rs. 600,000 in cash and paid warehouse
expenses of Rs. 30,000

March 9 | A sold goods at Rs. 300,000 in cash

March 15 | B sold goods at Rs. 500,000 in cash

March 20 | A paid commission of Rs. 5,500 to an agent and salaries of Rs. 10,000 to
employee

March 22 | A sold goods for Rs. 200,000 in cash

March 27 | B sold goods for Rs. 150,000 in cash and unsold stock was taken over by
him for Rs. 60,000

March 28 | B also incurred wage expenses of Rs. 12,000 and miscellaneous expenses
of Rs. 7,000

March 30 | Venturers submitted account details to each other for the joint venture
period

March 31 | A final settlement was made between both the venturers through cash

Required: (1) Record the above transactions in the books of A and B (2) Prepare
ledger accounts in the books of both parties.



SOLUTION

Book of A
Date Journal Entries Dr CR
05 March | Joint venture A/c 400,000
Cash A/c 400,000
05 March | Joint venture A/c 15,000
Cash A/c 15,000
07 March | Joint Venture A/c 600,000
B’s personal A/c 600,000
07 March | Joint Venture A/c 30,000
B’s Personal A/c 30,000
09 March | Cash A/c 300,000
Joint Venture A/c 300,000
15 March | B’s Personal A/c 500,000
Joint Venturer A/c 500,000
20 March | Joint Venture A/c 15,500
Cash A/c 15,500
22 March | Cash A/c 200,000
Joint Venturer A/c 200,000
27 March | B’s Personal A/c 150,000
Joint Venture A/c 150,000
27 March | B’s Personal A/c 60,000
Joint Venture A/c 60,000
28 March | Joint Venture A/c 19,000
B’s Personal A/c 19,000
31 March | Joint Venturer A/c 130,500
Profit Loss A/c 65,250
B’s Personal A/c 65,250
31 March | B’s Personal A/c 4,250
Cash A/c 4,250
Joint Venture A/c
Date Particulars Amount Date Particulars Amount
05 March | Cash A/c 400,000 | 9 March | CashA/c 300,000
05 March | Cash A/c 15,000 | 15 March | B’s Personal 500,000
Alc
07 March | B’s Personal A/c 600,000 | 22 March | Cash A/c 200,000
07 March | B’s Personal A/c 30,000 | 27 March | B’s Personal 150,000
Alc
20 March | Cash A/c 15,500 | 27 March | B’s Personal 60,000
Alc
28 March | B’s Personal A/c 19,000
31 March | Profit on Joint
Venture
Own share 65,250




B’s Share 65,250 130,500
Total 1,210,000 Total 1,210,000
B’s Personal A/c
Date Particulars Amount | Date Particulars Amount
15 March | Joint Venture A/c 500,000 | 07 March | Joint Venture A/c | 600,000
27 March | Joint Venture A/c 150,000 | 07 March | Joint Venture A/c 30,000
27 March | Joint Venture A/c 60,000 | 28 March | Joint Venture A/c 19,000
31 March | Cash A/c 4,250 | 31 March | Joint Venture A/c 65,250
Total 714,250 Total 714,250
Books of B
Date Journal Entries Dr CR
05 March | Joint venture A/c 400,000
A’s Personal A/c 400,000
05 March | Joint venture A/c 15,000
A’s Personal A/c 15,000
07 March | Joint Venture A/c 600,000
Cash A/c 600,000
07 March | Joint Venture A/c 30,000
Cash A/c 30,000
09 March | A’s Personal A/c 300,000
Joint Venture A/c 300,000
15 March | Cash A/c 500,000
Joint Venturer A/c 500,000
20 March | Joint Venture A/c 15,500
A’s Personal A/c 15,500
22 March | A’s Personal A/c 200,000
Joint Venturer A/c 200,000
27 March | Cash A/c 150,000
Joint Venture A/c 150,000
27 March | Purchase A/c 60,000
Joint Venture A/c 60,000
28 March | Joint Venture A/c 19,000
Cash A/c 19,000
31 March | Joint Venturer A/c 130,500
Profit Loss A/c 65,250
A’s Personal A/c 65,250
31 March | Cash A/c 4,250
A’s Personal A/c 4,250
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Joint Venture A/c

Date Particulars Amount | Date Particulars Amount
05 March | A’s Personal A/c 400,000 | 09 March | A’s Personal A/c 300,000
05 March | A’s Personal A/c 15,000 | 15 March | Cash A/c 500,000
07 March | Cash A/c 600,000 | 22 March | A’s Personal A/c 200,000
07 March | Cash A/c 30,000 | 27 March | Cash A/c 150,000
20 March | A’s Personal A/c 15,500 | 27 March | Purchase A/c 60,000
28 March | Cash A/c 19,000
31 March | Profit & Loss A/c 65,250
A’s Personal A/c 65,250
Total 1,210,000 Total 1,210,000
A’s Personal A/c
Date Particulars Amount | Date Particulars Amount
09 March | Joint Venture A/c | 300,000 | 05 March | Joint Venture A/c 400,000
22 March | Joint Venture A/c | 200,000 | 05 March | Joint Venture A/c 15,000
20 March | Joint Venture A/c 15,500
31 March | Joint Venture A/c 65,250
31 March | Cash A/c 4,250
Total 500,000 Total 500,000

1.5 MEMORANDUM ACCOUNTS

Evaluation of Memorandum Method of Accounts

As an alternative method to record the joint venture transactions, all venturers
maintain accounts relating to the joint venture where each venturer records only
those transactions which are affected by him then the procedure is called as joint
venture memorandum method. In books, only one account named a joint Account
with another venturer is prepared by each venturer recording their own transactions
while disregarding the transactions of the other venturer.
The following steps are undertaken to record transactions under this method.
a)  Goods supplied by “A” and expenses met by him for the joint venture, the

entry would be:-

Joint venture with B A/c
Purchase A/c (for goods)
Cash A/c (for expenses)

XXXXX

XXXX
XXXX

b)  Similarly if the other venturer “B” affects sales and realizes cash on behalf of

the venture then the entry in the books of “B” would be as under

Cash Account

Joint Venture with A A/c

11
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c)

d)

In order to ascertain profit or loss from the joint venture business a memorandum
joint venture Account is prepared in the books of all the co-ventures. This
memorandum Joint Venture Account is similar to a Profit or Loss Account. The
transactions conducted by all the parties and shared with each other are entered
into this account. The method of preparing a memorandum Joint Venture
Account is to enter all debit entries appearing on the debit side of the personal
accounts of joint ventures and credit it with all the entries appearing on the credit
side of the personal accounts of joint venturers. Some extra items like bills of
exchange raised and accepted by other venturers and cash remitted by other
venturers are omitted. The difference between the two sides of a memorandum
joint venture account is either profit or loss which is shared amongst the co-
venturers according to the agreed ratio.

The accounting entry for profit on the venture in the books of “A” would be
as under: -
Joint venture with B A/c XXXX

Profit & Loss A/c XXXX

In case of loss on venture the accounting entry in the books of “A” would be
as under: -
Profit & Loss A/c XXXX

Joint venture with B A/c XXXX

Finally, the difference between the debit and credit sides of joint venture with
B A/c or other parties is settled through receiving or paying the cash as under:

Cash received Cash A/c XXXX
Joint venture with B A/c XXXX
Cash paid Joint venture with B A/c XXXX
Cash A/c XXXX

Demonstration Problem 1-2

X and Y entered into a joint venture business for dealing in laptop batteries. Both
ventures will share profit and loss in 3:2 ratio. The following transactions were
conducted by the venture: -

20 March Purchased 25 Batteries at the cost of Rs. 86,000 and also paid freight

charges of Rs. 3200

26 March X Sold all these batteries for Rs. 116,000 out of which he remitted

Rs. 10,000 to Y.

28 March | Y purchased 20 batteries at the cost of Rs. 72,000 and incurred insurance

expenses of Rs. 5,800 on it.

30 March Y sold 6 batteries for Rs. 28,000 in cash

31 March X took over the remaining 14 batteries at the cost of Rs. 50,000 from Y

and the venture was closed

31 March Joint venture accounts were settled through cash payment

12



Required: - Prepare following accounts in the books of X
A) Memorandum Joint venture account
B) Joint venture account with Y

Solution Books of X
Memorandum Joint Venture Account

Date Particulars Amount | Date Particulars Amount
20 March | X- Purchase A/c 86,000 | 26 March | X- Sale A/c 116,000
20 March | X- Freight Exp A/c 3,200 | 30 March | Y- Sale A/c 28,000
28 March | Y- Purchase A/c 72,000 | 31 March | X- Stock A/c 50,000

Y- Insurance Exp A/c 5,800
31 March | Profit & Loss A/c 27,000

X- Share 3/5 16,200

Y- Share 2/5 10,800

Total 194,000 Total 194,000

Books of X
Joint Venture Account with Y

Date Particulars Amount | Date Particulars Amount
20 March | Bank (Purchase) 86,000 | 26 March | Bank A/c (Sale) 116,000
20 March | Bank (Freight) 3,200 | 31 March | Stock A/c 50,000
26 March | Bank A/c 10,000
31 March | Profit & Loss A/c 16,200
31 March | Bank A/c 50,600

Total 166,000 Total 166,000

Loss and Unsold Stocks

1.6 LOSS ON JOINT VENTURE

The demonstration problem as described in the foregoing paras, shows a profit on
joint venture business which has been debited in the memorandum joint venture
account and also in the joint venture account with co-venturer. In case loss is
sustained on the joint venture, it will be credited to the memorandum joint venture
account and also to the joint venture account with co-venturer.

1.7 UNSOLD STOCK OF JOINT VENTURE

Before the maturity of the joint venture business if the entire stock is not sold then
the unsold stock would be taken over by either venturer at an agreed cost or
valuation price. The venturer taking over the unsold stock will debit the purchase
account and credit the joint venture account at the agreed price.

13



1.8 SEPARATE BOOKS FOR JOINT VENTURES

The third method of recording the joint venture activities is keeping a separate set
of books of accounts which are quite independent from other normal business
activities of co-venturers.

Entries in Parties' Books of Accounts

Usually, the following books of accounts are maintained for recording the joint
venture transactions where separate books for joint venture activities are kept:-

A) General Journal

B) Cash Book

C) Ledger Accounts

The General Journal would record the joint venture business transactions.
The Cash Book would show receipts and payments of Joint ventures.

The Ledger Accounts would indicate classified results of joint venture transaction
which, apart from other would include joint venture Account and Personal Accounts
of co-venturers.

Treatment of joint venture transactions are now stipulated as under: -
1)  Contribution by Coventurers

Joint Bank Account XXXX
A’s Account XXXX
B’s Account XXXX

2)  Goods provided by parties

Joint venture account XXXX
A’s Account XXXX
B’s Account XXXX

3)  Cash paid on the purchase of goods.
Joint venture account XXXX
Joint Bank Account XXXX

4)  Credit purchase of goods
Joint venture account XXXX
Accounts Payable Account XXXX

5)  Expenses incurred by Joint Venture
Joint venture account XXXX
Joint Bank Account XXXX

14



6)

7)

8)

9)

10)

11)

12)

13)

14)

Expenses paid by co-venturers

Joint venture account

XXXX

A’s Account

XXXX

B’s Account

XXXX

Payment made to Supplies.

Accounts Payable Account

XXXX

Joint Bank Account

XXXX

Sale of goods on cash

Joint Bank Account

XXXX

Joint Venture Account

XXXX

Sale of Goods on Credit

Accounts Receivable Account

XXXX

Joint Venture Account

XXXX

Sale of goods and Cash retained by Co-venturers

A’s Account

XXXX

B’s Account

XXXX

Joint Venture Account

XXXX

Cash Collected from Credit Sales

Joint Bank Account

XXXX

Accounts Receivable Account

XXXX

Unsold Stock taken over by coventurer

A’s Account

XXXX

Joint Venture Account

XXXX

Commission or interest payable to co-venturer

Joint Venture Account

XXXX

A’s Account

XXXX

B’s Account

XXXX

Profit on Joint Venture shared at an agreed ratio

Joint Venture Account

XXXX

A’s Account

XXXX

B’s Account

XXXX
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15) Loss on Joint Venture shared at an agreed ratio

A’s Account XXXX
B’s Account XXXX
Joint Venture Account XXXX

16) Settlement of Account with co-venturers

A’s Account XXXX
B’s Account XXXX
Joint Bank Account XXXX

17) Settlement of deficiency of Accounts with Co-Venturers

Joint Bank Account XXXX
A’s Account XXXX
B’s Account XXXX

The above accounting entries after posting into cash and ledger accounts would
close all the accounts to zero balance.

Demonstration Problem 1-3
A, B and C entered into a joint venture business during March 2024 to share profit
or loss equally.

The following transactions were conducted.

10 March A contributed Rs. 600,000 B Rs. 800,000 and C Rs. 500,000 for the joint venture.

12 March The Joint Venture purchased goods on a credit basis from A at Rs. 500,000 and
from D at Rs. 2,500,000.

13 March The freight charges of Rs. 15,000 were paid in cash on these purchases

18 March They sold goods for cash of Rs. 1,300,000 and on a credit basis to Bashir
Company at Rs. 2,800,000 who accepted a bill of Exchange for this amount.

20 March This bill of Exchange was later discounted with a bank and realized
Rs. 2,740,000 on it

28 March Amount due to D was paid through a cheque

30 March A was allowed a commission of 5% on sales for effective marketing efforts

31 March The final settlement was carried out with all the venturers through cheques

Required:

Prepare necessary journal entries and relevant ledger accounts assuming that
separate books of accounts for joint venture were maintained.

16




SOLUTION

General Journal

Date Particulars DR CR
10 March 2024 Joint Bank A/c 1,900,000
A’s Alc 600,000
B’s A/c 800,000
C’sAlc 500,000
12 March 2024 Joint Venture A/c 3,000,000
A’s Alc 500,000
Accounts Payable D 2,500,000
13 March Joint Venture A/c 150,000
Joint Bank A/c 150,000
18 March Joint Bank A/c 1,300,000
A/R Bashir Company 2,800,000
Joint Venture A/c 4,100,000
18 March Bills Receivable A/c 2,800,000
A/R Bashir Company 2,800,000
20 March Joint Bank A/c 2,740,000
Joint venture A/c 60,000
Bills Receivable A/c 2,800,000
28 March Accounts Payable D 2,500,000
Joint Bank A/c 2,500,000
30 March Joint Venture A/c 205,000
A’s Account 205,000
31 March Joint Venture A/c 685,000
A’s Account 228,333
B’s Account 228,333
C’s Account 228,334
31 March A’s Account 1,533,333
B’s Account 1,028,333
C’s Account 728,334
Joint Bank A/c 3,290,000
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JOINT VENTURE A/C

Date Particulars Amount | Date Particulars Amount
12 , 18 )
March A’s Alc 500,000 March Joint Bank A/c 1,300,000
12 Accounts Payable 18 Accounts Receivable
March | D 2,500,000 March | Bashir Co 2,800,000
13 .
March Joint Bank A/c 150,000
20 Bill Receivable
March | Discount 60,000
30 A’s Alc
March | Commission 205,000
31
March Profit Loss
A’sA/lc 228,333
B’sA/c 228,333
C’sAlc 228,334 685,000
Total 4,100,000 Total 4,100,000
Joint Bank A/c
Date Particulars Amount | Date Particulars Amount
10 , 13 .
March A’s Alc 600,000 March Joint Venture A/c 150,000
B’s A/c 800,000 28 Account Payable D 2,500,000
March
C’sAlc 500,000 31 A’s Alc 1,533,333
March
18 . 31 ,
March Joint Venture A/c 1,300,000 March B’s Alc 1,028,333
20 Bill Receivable 31 ,
March | Alc 2,740,000 March C’sAlc 728,334
Total 5,940,000 Total 5,940,000
A’s Alc
Date Particulars Amount | Date Particulars Amount
31 . 10 .
March Joint Bank A/c 1,533,333 March Joint Bank A/c 600,000
12 .
March Joint Venture A/c 500,000
30 .
March Joint Venture A/c 205,000
31 .
March Joint Venture A/c 228,333
Total 1,533,333 Total 1,533,333
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B’s Alc

Date Particulars Amount | Date Particulars Amount
31 Joint Bank A/c 1,028,333 | 10 Joint Bank A/c 800,000
March March
31 Joint Venture A/c 228,333
March
Total 1,028,333 Total 1,028,333
C’sAlc
Date Particulars Amount | Date Particulars Amount
31 Joint Bank A/c 728,334 | 10 Joint Bank A/c 500,000
March March
31 Joint Venture A/c 228,334
March
Total 728,334 Total 728,334

1.9 ENTRIES IN PARTIES' NORMAL BOOKS OF ACCOUNTS

The joint venture activities are normally treated as additional business of the concerned
parties. Therefore, when the cash is withdrawn from his normal business for investment
in the joint venture, necessary accounting entry for the transfer of cash is recorded.
Similarly, when the profit is earned from a joint venture and investment is recovered

back or some stock is taken over the relevant entries are also recorded.

These accounting entries in the normal accounting record would be as under: -
1) Investment in Joint Venture
Joint Venture with B A/c

2)  Unsold Stock acquired from Joint Venture

Cash A/c

Stock A/c or Purchase A/c
Joint Venture with B A/c

3)  Profit earned from Joint Venture
Joint venture with B A/c

Profit & Loss A/c

600,000

600,000

250,000

250,000

228,333

228,333

4) Investment received back from joint venture
Cash A/c
Joint venture A/c with B A/c
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Joint Venture A/c with B

Particulars Amount | Particulars Amount
Cash A/c 600,000 | Stock A/c or Purchase A/c 250,000
P&L A/c 228,333 | Cash A/c 578,333
Total 828,333 | Total 828,333

1.10 SUMMARY

A joint venture business undertakes the pooling of resources like managerial skill,
technical and financial resources and human efforts for a limited period of time i.e
till the maturity of joint venture activities. In other words, the joint venture business
is for a shorter period of time unlike the other forms of business i.e sole
proprietorship, partnership and joint stock companies which continue for a longer
duration and perpetual period.

The joint venture business record can be maintained under three methods which
comprise:-

1)  Joint venture account without separate books

2)  Memorandum account

3)  Separate books for joint ventures

Normally joint venture accounts, venturers' personal accounts and joint bank
accounts are maintained according to joint venture transactions as considered
expedient. At maturity, all these accounts are completed after accounting for the
profit or loss and payment to all the co-venturers.

1.11 THEORETICAL QUESTIONS

1. The joint venture is a sort of business amongst two or more firms on agreed
terms. Comment on the foregoing statement.
2. How did the joint venture business develop between two distant places?
Differentiate between the joint venture and partnership business.
4. A and B joined and contributed resources to a joint venture business for 4
months. Answer the following questions:
a)  Would A and B be called partners
b) If otherwise, by what names they should be called.
¢) During four months of joint venture business, they completed three
projects jointly. How will their profit or loss be computed?

(98]
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10.

Study the following statements and mark” Yes” or “No” against each

statement with suitable small additions where considered necessary:-

a) Joint venture is a common form of business between two or more
parties.

b) In joint venture business, each party contributes equally to finance the
joint business.

c¢) The joint venture requires the association of the parties over a long
period of time.

d) Joint venture terminates when an agreed job has been completed.

e) Purchases made by joint venture are debited to the joint venture account.

f)  Expenses incurred on joint venture are credited to the joint venture
account.

g) Unsold stock taken over by the party is credited to the joint venture
account.

Describe the distinguishing features of a joint venture business from other
forms of business.

Accounting treatment of joint venture transactions does not merely depend on
the liking and disliking of co-venturers. Comment on it.

Describe the three methods of recording and maintaining the joint venture
business records.

It is considered that maintaining separate records in accounting books for joint
venture business is the more reliable and perfect system. Comment on it.

Describe the necessary record for joint venture activities when separate
Accounting books are maintained.

1.12 PRACTICAL PROBLEMS

P.1.01 Journalize the following transactions undertaken by co-venturers when no
separate books are maintained for the joint venture business:

S.No. Transactions X Y

1 Goods purchased Rs. 80,000 Rs.40,000
2 Cartage expenses 1,500 1,000
3 Godown expenses 800 600
4 Salary expenses 3,000 2,000
5 Sales made 120,000 90,000
6 Unsold stock taken over 5,000 4,000
7 Profit sharing ratio 3/5 2/5
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P.1.02 Mr. Shoaib purchased goods worth Rs. 40,000 for a joint venture and also
paid Rs. 3,500 for freight. He dispatched these goods to Mr. Tahir who received
them and paid Rs. 2,300 for local transportation. No separate books are maintained
by co-venturers for joint ventures.

Required:
Pass necessary accounting entries in the books of both the parties.

P.1.03 A and B entered into a joint venture business for trading of merchandise.

They agreed to share profit or loss equally. Following transactions were conducted

during April 2024: -

02 April A purchased goods for Rs. 150,000 and also paid cartage expenses of
Rs. 3000.

03 April These goods were dispatched to B for sale.

05 April B received these goods and spent Rs. 4,000 for godown expenses,
Rs. 6,000 for salaries and Rs. 2,000 on sundry expenses.

12 April B sold the goods at a price of Rs. 220,000 in cash.

18 April Unsold stock valued at Rs. 15,000 was taken over by B.

30 April Accounts were settled between both the parties after determination and
sharing of profit or loss on a joint venture.

Required:
Prepare accounting entries and necessary ledger accounts for both the parties
assuming that no separate accounting books are maintained for the joint venture.

P.1.04 Arshad and Subhan established a joint venture relationship for dealing with

some special products. They agreed to share profit or loss in the ratio of 2/3 and 1/3

for joint venture activities. Following transactions were conducted during May

2024.

06 May Arshad purchased merchandise of Rs. 50,000 and paid expenses of
Rs. 4,000.

08 May Subhan supplied goods of Rs. 40,000 and paid expenses of Rs. 3,000.

15 May Subhan sold all these goods at Rs. 120,000 and collected cash.

20 May Subhan is also entitled for 3% commission on sale of goods.

30 May Subhan settled accounts with Arshad.

Required:

Prepare necessary accounts in the books of Arshad assuming that memorandum
method of recording joint venture transactions was in vogue.
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P.1.05 X and Y entered into a joint venture business for trading of timber. X
financed the venture and Y undertook the marketing activities for which he was
entitled of 2% commission on sales. The profit and losses were to be shared in the
proportion of 3:1 respectively. The following transactions were carried out.

1) X paid Rs. 500,000 for the cost of timber purchased

i1) X also paid Rs. 3,000 for miscellaneous expenses on it.

iil) X provided funds of Rs. 10,000 to Y for expenses.

iv) Y incurred expenses on the carriage and packing of Rs. 12,900. Godown rent
of Rs. 7500 advertisement Rs. 2,700, miscellaneous expenses of Rs. 1,750,
travelling expenses Rs. 9,240 and salaries of Rs. 12,100.

v) Y sold all goods at Rs. 625,800 and deposited the proceeds into his own bank
account.

vi) Y provided a cheque of Rs. 450,000 to X.

Required:
Show how these transactions would appear in the ledgers of X and Y and prepare
an account showing the result of the venture under the memorandum method of
accounting.

P.1.06 P and B entered into an agreement for a joint venture for the purchase of a

house and converting it into flats. Following transactions were carried out: -

a) P paid the purchase price of the house at Rs. 1,600,000 and legal charges of
Rs. 85,000 who borrowed money from a bank.

b) B provided material of Rs. 400,000 and paid labour charges of Rs. 280,000
for the requisite alterations to the building.

c) Some land available with the house was sold by B at the price of Rs. 310,000
in cash.

d)  The finished building was sold by B for Rs. 2,460,000 on which legal charges
of Rs.50,000 were paid by B on this venture.

e) The balance amount was received by P who paid the loan amount along with
interest of Rs. 40,000 on it.

f)  As per the venture agreement the profit would be shared by P and B in the
ratio of 2: 1 respectively after accounting for all costs and 15% overhead
expenses on the alteration costs incurred by B for the joint venture. The
accounts were settled between both the parties.

Required:

Assuming that each co-venturer maintained separate books of account for the joint
venture, prepare the following.

1)  Accounting entries in the journal.

i1) Ledger Accounts.
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P.1.07. A, B and C jointly established a joint venture to construct a bridge on the
road on behalf of a local government. The following transactions were undertaken:

a)

b)

g)

h)

i)

The contract price of the bridge amounted to Rs. 50,000,000 to be paid as
Rs. 40,000,000 in cash and Rs. 10,000,000 in government debentures.

The co-venturers contributed the following amounts for the venture and
deposited to a joint Bank Account: -

A Rs. 6,000,000

B Rs. 7,500,000

C  Rs. 4,000,000

The bridge plan was prepared by an architect by A and a fee of Rs. 70,000
was paid.

B brought into a venture a concrete mixer for the value of Rs. 2,500,000 and
C contributed a vehicle for the value of Rs. 2,000,000.

Following expenses were incurred:-

1) Purchased a plant for Rs.2,400,000
i1)  Purchased Material for Rs.2,400,000
iii) Wages Rs.19,500,000

Upon completion of a project of bridge the following activities were

undertaken:

1) A took over the unused material at the value of Rs. 1,400,000 and
debentures at Rs. 8,000,000.

i1) B took over the concrete mixer at the value of Rs. 1,200,000.

i11)  C took over the vehicle at Rs. 800,000.

iv)  The plant was sold for Rs. 600,000.

The contract price was fully received in cash of Rs. 40,000,000 by the joint
venture and deposited into the joint Bank Account.

The profit or loss on the joint venture was distributed amongst co-venturers
equally.

Amount due to each venture was settled.

Required:
Prepare the following accounts in the separate books of Account for the joint venture.

)
ii)

Journal entries.
Joint venture account

ii1) Joint bank account
iv)  Co-venturers personal accounts.
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P.1.08 X and Y were doing business separately as building contractors. They
agreed to undertake jointly the construction of a building for a newly established
joint stock company for a contract price of Rs. 10,000,000 payables as to Rs.
8,000,000 in cash and fully paid shares of Rs. 2,000,000 of the new company upon
completion of the building. The joint venture opened a joint bank account. Both
venturers agreed to share profit or loss in the proportion of 2:1 respectively.

Following transactions were conducted: -

i) X Contributed Rs. 2,500,000 and Y Rs. 1,500,000 which amounts were
deposited into the Bank Account.

il)  Material amounting to Rs. 7,000,000 was purchased and a cheque was issued.

ii1) Material accounting to Rs. 500,000 was supplied by X from his own stock.

iv) Material amounting to Rs. 400,000 was supplied by Y from his own stock.

v)  Architect fee was paid by X amounting to 200,000.

vi) Wages amounting to Rs. 3,000,000 were paid by the venture through cheques.

vii) The building was constructed which was handed over to the company and
agreed price was received in cash and shares.

viii) X took over all shares of the company at the agreed market value of Rs.
1,600,000.

ix) B took over the unused material at a valuation of Rs. 300,000.

x)  Final Settlement was completed after the distribution of profit or loss from
the joint venture.

Required:

Prepare the following record assuming that separate books of accounts were
maintained for the joint venture business: -

a)  General Journal Accounting Entries.

b)  Joint Venture Account

c) Joint Bank Account

d)  Co-venturers Personal Accounts.
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INTRODUCTION

Some manufacturers and wholesalers of products adopt a practice of expanding
their trading activities by appointing their agents in different localities to reap the
benefits of their marketing skills who are paid sale commissions and reimbursement
of directly related expenses. The funds are remitted by such dealers to their
principals along with an account Sale on the consignment Sale business.

OBJECTIVES

The study of this unit will make the students well conversant generally about the
consignment sale business and particularly on the following aspects:-

1.

The constitution of the relationship between the two parties i.e. consignor,
who provides products to the consignee for sale at the agreed terms of
business activities.

Accounting for the costs, expenses and sales proceeds in the books of the
consignor and consignee, preparation of Account Sales by the consignee for
submission to the consignor and payment of dues.

Accounting for the Consignments at Cost bases and at Performa Invoice based
on Cost plus price enhancement for hidden profit.

Treatment of goods lost or damaged during transit and determination of
normal loss and abnormal loss.

Computation of value assigned to the unsold Stock for presentation in the
Balance sheet of the Consignor.

Determination of profit or loss arising from the consignment Sales business.
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2.1 NATURE OF CONSIGNMENT

The manufacturers and traders develop different strategies to promote business
activities which may be locally and abroad. The expansion of business may be the
establishment of its branches at different localities but this method is considered to
be expensive as all expenses relating to the creation of a branch set up involving
rent, staff salaries and other utilities are to be borne by the organization. As an
alternative to and in order to economize establishment expenses some marketing
agents are appointed who sell the goods to consumers on behalf of the owners of
the goods. This arrangement is called a consignment business.

2.1.1 Consignment Arrangement

The consignment business is the art of sending the merchandise by the owner to the
other party who agrees to collect, store and sell them on the risk and cost of the
owner on a commission basis.

The manufacturer or wholesaler who provides goods is called a consignor. The
person or firm to whom the goods are sent for sale is called a consignee. The
relationship so developed between the Consignor and Consignee is like a principal
and agent. The goods sent by the Consignor to the consignee do not belong to the
consignee as the title of goods always remains with the Consignor although the goods
may be in the possession of the Consignee. There may be different consignees but
the Consignor would be alone. Upon sale of goods, the proceeds so realized are
remitted by the consignee to the consignor after deducting the expenses and its
commission as agreed along with a Consignment account indicating details of goods
sold, expenses incurred, Commission on consignment sale and funds remitted.

2.1.2 Responsibilities and remuneration of consignee.
Certain responsibilities are to be assumed by the consignee when goods are
received by him from the consignor for which he is duly compensated by the
Consignor in the Shape of remuneration named as Commission and other expenses.
These are deliberated as under:
A) Responsibilities of Consignee
i)  Title and protection of goods.
A Consignee is to ensure reasonable care to protect consigned goods from
damages, decay and other deteriorations and keep the title of goods of the
Consignor till those are sold or returned to the consignor.

i)  Sale of goods at the indicated price

Usually, all the Consigned goods are to be sold by the Consignee at an
indicated price by the consignor. However, if any price reduction is carried

28



out, due to competitors lower prices the consignee would be responsible for
it until the price reduction is ratified by the consignor.

iii)  Credit sale of goods
Normally the Consigned goods are to be sold by the consignee on a Cash basis
until responsibility of collection from Credit Sales is assumed by the
consignee, in view of prevailing marketing practices followed by the
Comepetitors, to promote sales.

iv) Maintenance of proper record
The Consignee is obligated to keep a proper record of all Consigned goods
received, sold and balance held in stock, expenses incurred by him,
Commission earnings and amount remitted to the Consignor. The Consignee
would inform periodically about these details to the Consignor in the format
of Account Sales as per exhibit “A”. (page-30)

B) Remuneration of the Consignee

Since the Consignee is rendering services on behalf of the Consignor, for the sale
of consigned goods, therefore, the Consignee is entitled to reimbursement of actual
expenses like cartage, insurance, godown rent, security and utilities which are
directly related to the consigned goods. Apart from that, the Consignee is also
entitled to a Commission on the sale of goods as agreed between both the parties
which usually ranges from 2 to 5% of the sale price. Another del credere
Commission is entitled to the Consignee when the goods have been sold on a credit
basis, with the Consent of the Consignor, for which collection is the responsibility
of the Consignee and any bad debts are to be borne by the Consignee. The normal
Commission of the Consignee may also be based upon:-

i)  Sale amount of goods

i)  Difference between the revenue at an indicated sale price and base price

iii) Difference between the wholesale price and the retail price

2.1.3 Normal Procedure of Consignments

The procedure adopted for consignments is detailed in the preceding paragraphs

2.1.1and 2.1.2. However, the summarized version is enumerated below:-

a)  The Consigned goods are dispatched by the Consignor (owner, principal) to
the Consignee (agent) at the owner’s risk and Cost for sale by the Consignee.

b) The consigned goods are accompanied by a “proforma invoice” which
mentions a description of goods with quantities stating cost or minimum
price. The Consigned goods are Collected by the Consignee. The Consignee
is expected to sell the goods at the stated sell price or as high as possible
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The Consignee is entitled to all direct expenses relating to consignment like
freight, insurance, storage, rent or other costs.

The consignee is also entitled to a normal commission on the sale price of
goods or another base as agreed between the consigner and consignee for cash
sales. The del-Credere Commission becomes due to the consignee when the
goods have been sold on a credit basis and collection including any bad debt
losses are to be borne by the consignee.

A complete record of consigned goods is maintained by the consignee for
receipt, sale and unsold stock.

An account sale is prepared and sent by the consignee to the consignor
periodically for the consigned goods, expenses incurred and amount remitted.
A specimen of the Account Sale prepared by the consignee and provided to
the consignor is as per Exhibit A.

EXHIBIT-A
Consignee’s name-Company

Account Sale of consigned goods received from Consignor (Name) for the month

of April 2024
Particulars Amount
Sold 40 Laptop batteries at Rs. 3,000 each. Rs. 120,000
Less Expenses
Cartage Rs. 800
Godown rent 2,000
Insurance 1,200
Commission at 5% of sale 6,000 Rs. 10,000
Balance 110,000
Less amount already remitted on 20 April, 2024 60,000
Balance due 50,000
Bank Pay order enclosed 50,000
Amount due Nil
Balance unsold Stock 10 laptop Batteries

Date: 30 April 2024 (Signature of consignee)
Upon receipt of the above Account Sale by the Consignor from Consignee, he
would know the details of all activities performed including the balance of unsold
stock of consigned goods. The consignor will record these activities in his
accounting record to reconcile the accounts on consignment.
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2.2 ACCOUNTING BY THE CONSIGNOR AND CONSIGNEE

Likewise any business activity, the consignor would like to know any profit or loss
made on each consignment separately. Accordingly, consignor would record
consignment transactions in its normal accounting record for dispatch of
consignment goods, expenses incurred by Consignor and consignee, sale of goods
by Consignee, commission on the sale of consignment goods, the amount received
by the consignor from Consignee and the leftover unsold stock. The consignor
would also maintain specific ledger accounts in order to summarize Consignment
activities and find out their results.

1)  Consignment Account with “A”

i) Goods sent on consignment Account

iili)  Personal Account of Consignee —“A”.

The cash transactions are recorded in the normal cash book.

The accounting entries for consignment activities are recorded both in the
Consignor’s books and the Consignee’s books. Usual accounting entries are as
described below:

2.2.1 Consignor’s Books
Journal Entries
i) Dispatch of goods by Consignor at cost
Consignment Account XXX
Goods sent to Consignment Account XXX
i) Expenses paid by consignor on Goods Dispatched
Consignment Account XXX
Cash / Bank Account XXX
iii) | Receipt of advance from Consignee
Cash / Bank Alc XXX
Consignee’s Personal Account XXX
iv) | Consignee reporting sales
Consignee’s Personal Account XXX
Consignment Account XXX
V) Consignee reporting expenses
Consignment account XXX
Consignee’s Personal Account XXX
vi) | Consignee’s Commission on sale
Consignee’s Account XXX
Consignee’s Personal Account XXX
vii) | Amount received from Consignee
Cash/ Bank Alc XXX
Consignee’s Personal Account XXX
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viii) | Unsold Stock with consignee

Stock on consignment A/c XXX
Consignment Account XXX
iX) | Profit on Consignment
Consignment Account XXX
Profit and loss Alc XXX
X) Loss on Consignment
Profit and loss A/c XXX
Consignment Account XXX
Ledger Accounts
Consignment Account
Gods Sent on Consignment A/c xxX | Consignee’s Personal XXX
Cash / Bank Account xxxX | Stock on Consignment XX
Consignee’s Personal A/c XXX
Consignee’s Personal A/c XXX
Profit & Loss A/c XXX
Total xxx | Total XXX
Consignee’s Personal Account
Consignment A/c XXX Cash/ Bank A/c XXX
Consignment A/c XXX
Consignment A/c XXX
Cash/Bank Alc XXX
Total xxx | Total XXX
2.2.2 Books of Consignee
Journal Entries
i) | Expenses paid by Consignee
Consignor’s Personal A/c XXX
Cash/Bank A/c XXX
i) | Advance amount remitted by Consignee
Consignor’s Personal A/c XXX
Cash/Bank A/c XXX
iii) | Goods sold by consignee
Cash/Bank A/c XXX
Consignor’s Personal A/c XXX
iv) | Commission on Sale of Goods by Consignee
Consignor’s Personal A/C XXX
Commission Income A/c XXX
v) | Funds remitted by Consignee as final settlement
Consignor’s Personal A/c XXX
Cash/ Bank Alc XXX
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Ledger Account
Consigner’s Personal Account

Cash/Bank A/c XXX Cash/Bank A/c XXX
Cash/ Bank Alc XXX Cash/ Bank A/c XXX
Commission A/c XXX

Total XXX Total XXX

Demonstration Problem 2-01

Taking the data of consignment as given in para 2.1.3 the accounting entries and
necessary ledger accounts in the books of both consignor and consignee would be
prepared as under:-

SOLUTION Books of the Consignor
Journal Entries

Dr. Rs. Cr.Rs.
a) Laptop Batteries 50 Consignment Account 80,000
dispatched by the Consignor Goods Sent on
at Cost of Rs. 1,600 each Consignment Account 80,000
b) Freight paid by consignor at | Consignment Account 1,500
Rs. 1,500 Bank Account 1,500
¢) Consignee paid cartage Rs. Consignment Account 4,000
800 godown rent Rs. 2,000 Consignors Personal A/c 4,000
and insurance Rs. 1,200
d) Amount Received from Bank A/c 60,000
consignee as advance Consignee’s Personal A/c 60,000
e) Consignee Sold 40 Laptop Consignee’s personal A/c 120,000
Batteries at Rs. 3,000 each Consignment Account 120,000
f) Consignee’s commission at | Consignment A/c 6,000
5% on sale price Consignee’s Personal A/c 6,000
g) Balance amount received Bank Alc 50,000
from consignee after Sale Consignee’s Personal A/c 50,000
h) Unsold Stock of 10 Batteries | Stock on Consignment A/c 16,700
acquired from the consignee Consignment A/c 16,700
i) Profit on Consignment Sale | Consignment A/c 45,200
Profit & Loss A/c 45,200

Cost of unsold stock is computed as under:-

Cost of 10 Batteries at Rs. 1,600 each Rs. 16,000
Cost of Freight of consignor Rs. 1500/50X10 Rs. 300
Cost of Cartage and insurance of Consignee Rs. 2,000/ 50X10 Rs. 400

Total | Rs. 16,700
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Ledger Accounts
Consignment Account

Goods sent on consignment A/c 80,000 | Consignee’s Personal 120,000
Alc Sale
Bank Account (expenses) 1,500 | Stock on Consignment 16,700
(Sale)
Consignee’s Personal A/c 4,000
(Expenses)
Consignee’s Personal A/c 6,000
(Commission)
Profit & Loss A/c (Profit on 45,200
Consignment)
Total Rs. 136,700 | Total Rs. 136,700
Goods Sent on Consignment A/c
Trading Profit & Loss A/c | Rs. 80,000 | Consignment A/c | Rs. 80,000
Consignee’s Personal A/c
Consignment Account 120,000 | Consignment Account 4,000
Consignment A/c 6,000
Bank Alc 60,000
Bank Alc 50,000
Total Rs. 120,000 Total Rs. 120,000
Books of Consignee
Journal Entries
A) Cartage Rs. 800 Godown rent Rs. 2,000 and Insurance Rs. 1,200 paid
Consignor’s Personal A/c Rs. 4,000
Cash/Bank A/c Rs. 4,000
B) Funds remitted to consignor as advance
Consignor’s Personal A/c 60,000
Cash/ Bank Alc 60,000
C) Sale of consignment goods
Cash/Bank A/c 120,000
Consignor’s Personal A/c 120,000
D) Commission on goods sold
Consignor’s Personal A/c 6,000
Commission income A/c 6,000
E) Funds remitted to consignor as final Settlement
Consignor’s Personal A/c 50,000
Cash/ Bank Alc 50,000
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Ledger Accounts
Consignor’s Personal A/c

Cash/Bank A/c 40,00 | Cash Bank A/c 120,000
Cash/Bank A/c 60,000
Commission income 6,000
Cash/ Bank/A/c 50,000
Total Rs. 120,000 | Total Rs. 120,000

Account Sales
EXHIBIT-A
Consignee’s Name-Company

Account Sale of consigned goods received from Consignor (Name) for the month

of April 2024
Particulars Amount
Sold 40 Laptop batteries at Rs. 3,000 each. Rs. 120,000
Less Expenses
Cartage Rs. 800
Godown rent 2,000
Insurance 1,200
Commission at 5% of sale 6,000 Rs. 10,000
Balance 110,000
Less amount already remitted on 20 April, 2024 60,000
Balance due 50,000
Bank Pay order enclosed 50,000
Amount due Nil
Balance unsold Stock 10 laptop Batteries

Date: 30 April 2024 (Signature of Consignee)

2.2.3 Valuation of Unsold Stock

It may be noted that for the purposes of valuation of unsold stock with the
consignee, the proportionate expenses paid by the Consignor would be included in
the cost of Unsold stock while the direct expenses incurred by the consignee like
cartage and insurance etc would also be considered. The godown rent and
Commission etc would be excluded from the valuation of unsold stock as these are
related to selling activities. Apart from that, if the details of expenses incurred by
the consignee are not available then no expenses of the Consignee would be
included in the Cost of unsold stock. Another Concept in this context is that the
Closing stock would be valued which must be lower than the selling price of the
goods.

35



2.3 CONSIGNMENT LOSSES

Ordinarily, some losses to consigned goods are inherent and unavoidable during
transit as in the warehouse. These losses may be due to damages, leakage,
evaporation or shrinkage. These losses are classified into two categories i.e.. one as
normal loss and the second as abnormal loss to the consigned goods.

2.3.1 Normal Losses

The normal losses to the consigned goods are inevitable and cannot be avoided in
spite of utmost care by the Consignor and Consignee. Such losses may comprise
damages due to the loading and unloading of goods, Shrinkage due to natural
evaporation and other normal wastages. The cost of such normal losses is absorbed
by the remaining goods units. In order to illustrate the normal losses, we may
consider that 60 sets of gas heaters at the invoice cost of Rs. 5,000 each were
consigned by A to B for sale. The cartage and handling expenses of Rs. 1,600 were
incurred by A for the dispatch of these goods. Upon receipt of the Consigned goods,
B reported to A that two gas heaters were damaged during transit which are no more
in saleable condition. B sold 45 sets of gas heaters and reported a balance of 13 sets
of gas heaters. The cost of unsold stock would be determined as under:-

Original cost of total heaters + direct expenses
Total units of Heaters- Heaters lost

Rs.300,000 + Rs,1,600

x Unsold Units

: _ x 13 Units
60 units - 2 units
—Rs.301,§00 x 13 Units
58 Units
= Rs. 67,600

Thus the cost attributable to the damaged unit was proportionately absorbed by all
the good units sold and unsold by cost readjustment as computed above. No
separate amounting entry for this normal loss would be necessitated.

2.3.2 Abnormal Losses

Both the Consignor and Consignee are to take reasonable care for the protection of
Consigned goods as per agreed terms by them. In spite of all prefixed cares, if
certain damages and losses occur to the consigned goods which under normal
circumstances could have been avoided, then such losses are termed as abnormal
losses, which do not occur frequently. Such abnormal losses are dealt with
separately as a debit to the profit & loss Account and credit to the Consignment
Account so as to judge the profitability of the consignment business properly. Any
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amount realized later from the scrap of damaged goods will be credited to the profit
and loss Account. Further, in case the goods were insured, then the claim realized
from the insurance company would be adjusted from the cost of damaged goods
and any resultant amount would be debited to the profit and loss Account as
normally no greater amount can be realized from the insurance company than the
insured Value of goods.

2.4 GOODS CONSIGNED AT A PRICE HIGHER THAN COST

Most frequently, in order to keep the cost of goods hidden from the Consignee, the
Consignor draws proforma invoices of goods consigned at higher than the cost. The
accounting entries in the books of the Consignor are similar to the entries recorded
on a cost basis as annotated in para 2.2 on the preceding pages with the exception
that an additional amount loaded in the cost of consigned goods would be credited
to the Stock Reserve Account. In this respect, if the proforma invoice prepared by
Consignor for the dispatch of goods to the Consignee, which included 25% loading
on a cost of Rs. 1,600 each for 50 laptop batteries, as per the demonstration problem
the accounting entry would be as under:-

Consignment Account Rs. 100,000
Goods sent on consignment A/c 80,000
Stock Reserve Account 20,000
Rs. 80,000 X25% = Rs. 20,000

The Stock Reserve Account would be reduced proportionately when some goods
are sold as per demonstration problem 2-01 through the following accounting
entry:-

Stock Reserve Account 16,000
Consignment A/c. 16,000

Sold 40 Batteries having the cost of Rs. 1,600 each.

40X Rs. 1,600 = Rs. 64,000

25% loading on Rs. 64,000 = Rs. 16,000

The unadjusted Stock Reserve of Rs. 4,000 (Rs. 20,000 — Rs. 16,000) would be left
in the cost of unsold stock at proforma Invoice with the following break-up:

Cost of 10 unsold stocks Rs. 16,000

Price loading at 25% of Rs. 16,000 = 4,000
Freight of Consignor 300
Cartage and insurance of Consignee 400
Total price of unsold stock Rs. 20,700
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The unsold stock would be debited at the total price and credited to the
Consignment Account. Further in order to compute the profit on sold goods
properly, the price loading of Rs. 4,000 on unsold Stock would be debited to the
Consignment Account and Credited to the unsold stock account so as to dilute the
impact of price loading. Thus the unsold stock would be presented in the Balance
sheet at its realistic cost instead of proforma price.

Demonstration Problems 2-02

Golden Pharmaceutical Company, Islamabad consigned medicines to Health
Pharmacy, Lahore costing Rs. 100,000. The Proforma Invoice was drawn at a price
above 25% of the Cost. The Consignor paid freight and insurance of Rs. 2,000 on
the consignment.

Health Pharmacy sold part of the consignment for Rs. 88,000 at a uniform price of
10% over the Invoice price and also spent Rs. 3,000 on warehousing rent and
Rs. 1,000 as selling expenses.

Health pharmacy was entitled to a commission of 5 % on sales and 20% of the net
profit after charging such commission and expenses on sales. Health Pharmacy
remitted the due amount to Golden Pharmaceutical Company

Required:

a)  Record the necessary journal entries and prepare ledger accounts in the books
of the consignor.

b)  Record the necessary journal entries and prepare ledger accounts in the books
of the consignee.

Solution
A)  Books of Golden Pharmaceutical Company (Consignor)

Journal Entries
i) | Consignment A/c 125,000
Goods sent on Consignment A/c 125,000
ii) | Stock Reserve A/c 25,000
Consignment A/c 25,000
Rs. 100,000 Cost X 25% = Rs. 25,000
iii) | Consignment A/c 2,000
Cash A/c (Freight Insurance) 2,000
iv) | Consignment A/c 4,000
Health Pharmacy A/c 4,000
(warehousing and selling expenses )
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V) | Health Pharmacy A/c 88,000
Consignment A/c 88,000
vi) | Consignment A/c 4,400
Health Pharmacy (Commission) A/c 4,400
vii) | Consighment A/c 9,000
Stock Reserve A/c 9,000
viii) | Consignment A/c 3,080
Health Pharmacy A/c 3,080
ix) | Consignment A/c 12,320
Profit and loss Alc 12,320
X) | Stock Alc 46,800
Consignment A/c 46,800
xi) | Bank A/c 76,520
Health Pharmacy A/c 76,520
Workings
Price loading  Rs. 100,000 X 25% = Rs. 25,000
Invoice price converted to cost Rs. 88,000 X 100/110 = Rs. 80,000
Cost Price Rs. 80,000 X100/125 = Rs. 64,000
Cost of Closing Stok Rs. 100,000 — Rs. 64,000 = Rs. 36,000
Price loading on closing Stock Rs. 36,000 x 25% = Rs. 9,000
Share of expenses of Stock
Rs. 2,000+ Rs. 3,000 = Rs. 5,000/Rs. 100,000 x Rs. 36,000 = Rs. 1,800
Total invoice price of closing stock
Cost of closing Stock = Rs. 36,000
Price loading on closing stock = 9,000
Share of expenses on closing stock = 1,800
Total = Rs 46,800
Profit Sharing:-
Total profit after all expenses = Rs. 15,400
20% Share of profit of Health Pharmacy 15,400x20% = Rs. 3,080
80% Share of Golden Pharmaceutical Co. 15,400x80% = Rs. 12,320
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Ledger Accounts
Consignment A/c

Goods sent on Consignment A/c 125,000 | Stock Reserve Alc 25,000
Cash — Fright exp. 2,000 Health Pharmacy—Sales 88,000
Health Pharmacy Warehousing, 4,000 Stock Alc
selling Exp
Health Pharmacy — Commission 4,400 Cost 36,000

Stock Reserve 9,000

Price Loading

Share of Exp 1,800 46,800
Stock Reserve Alc 9,000
Health Pharmacy Share of Profit 3,080
Profit & Loss A/c 12,320
Total Rs. 159,800 | Total Rs. 159,800

Health Pharmacy Alc

Consignment A/c (sales) 88,000 | Consignment A/c (Warehousing rent | 4,000
Selling expenses)
Consignment A/c (Commission) 4,400
Consignment A/c (Profit share) 3,080
Bank A/c 76,520
Total Rs. 88,000 | Total Rs. 88,000
B) Consignee Books-Health Pharmacy
Journal Entries
i) | Golden Pharmaceutical Co A/c Rs. 4,000
Cash Alc Rs. 4,000
ii) | Cash Alc 88,000
Golden Pharmaceutical Co. Alc 88,000
iii) | Golden Pharmaceutical Co A/c 4,400
Commission Income A/c 4,400
iv) | Golden Pharmaceutical Co. Alc 3,080
Profit & Loss A/c 3,080
v) | Golden Pharmaceutical Co A/c 76,520
Bank Alc 76,520
Ledger Accounts
Golden Pharmaceutical Co. Alc
g?;? Alc (warehousing and selling 4,000 Cash Alc (Sales) 88,000
Commission Income Alc 4,400
Profit & Loss A/c (Profit share) 3,080
Bank A/c 76,520
Total Rs. 88,000 | Total Rs. 88,000
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2.5 SUMMARY

As a measure of developing different strategies for promoting marketing activities,
the traders appoint their agents at different localities to sell products on the owner’s
behalf. The goods are supplied by the owner who is called a Consignor to another
party — an agent who is called a Consignee. The terms of sales with expenses and
Commission etc are decided prehend at the creation of the relationship.

Accounting records for the goods sent on consignment, expenses incurred by
Consignor and Consignee, sale of goods, collection of funds and determination of
profit or loss on consignment Sales are maintained as considered expedient.
Valuation of unsold stock, which comprises cost of goods and proportionate
expenses is carried out very carefully to compute profit or loss on Consignment
Sale realistically. In certain situations, the consignor draws proforma invoices for
the Consigned goods at a higher price, so as to hide realistic costs from the
consignee and profit earned. The price enhancement is credited to the Stock
Reserve Account. Upon the sale of goods, the proportional amount of price
enhancement is adjusted from the Stock Reserve Account. Similarly, the
proportionate amount of price enhancement related to the unsold stock of consigned
goods is also adjusted to report the unsold stock at its actual cost in the Balance
Sheet of the Consignor.

26 THEORETICAL QUESTIONS

1. Consignment of goods is a sort of business between two firms at agreed terms.
Comment on this statement.

2. Describe the responsibilities and usual remuneration of the Consignee.

3. Describe how the Consignment Account is maintained in the books of the
consignor and the Consignee.

4.  Explain the difference between commission and del credere commission and
on what basis these are computed.

5. Proration of the Consignor and Consignee’s expenses on consigned goods is
a usual phenomenon. State as to how such expenses are assigned on the
consignment goods sold and unsold.

Distinguish between normal and abnormal losses on Consigned goods.
Draft on Account Sale prepared by consignee for submission to the consignor.

What are the objectives of price loading on the Cost of Consigned goods?

© ©o N o

How the Price loading is accounted for in the books of the consignor?
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10.

11.

12.

a)

b)

d)

State the accounting treatment of price loading on consigned goods in the
books of the consignor for all goods, sold goods and unsold goods.

Indicate “Yes” or “No” against each of the following statements.

a)

b)
c)

d)
e)

f)

The title of goods is transferred to the consignee when the Consignment
is dispatched by the consignor.

A Consignee merely acts as an agent of the consignor

The consignee is paid a commission for the sale of goods on behalf of
the consignor.

“Del Credere” commission is intended to reward the consignee for
greater sale efforts.

The Consignee, on completion of the sale, forwards a statement known
as “ Account sales” to the Consignor along with a cheque for the amount
worked out in the Account Sale.

The consignee is responsible for all damages caused to the Consigned
goods.

In each of the following cases, select the appropriate answer.

Consignor is:

1) Principal

i)  Agent

iii)  Debtor of Consignee
Consignee is:

1) Principal

i)  Agent

iii)  None of the above

Account Sale is submitted by:

i)

i)

Debtor to the Creditor
Consignee to the Consignor

iii)  Principal to his Agent

Goods sent on consignment are debited by consignor to:-

i)

i)

Consignment Account
Goods sent on Consignment Account

iii)  Consignor Account

The unsold stock with consignee is shown in the books of consignor as:-

D)

i)

An asset in the balance sheet
A liability in the balance sheet

iii)  Credit side to the Trading Account
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f)  Inthe books of consignee, the expenses incurred by him on consignment are
debited to:-
i)  Consignment Account
i) Cash Account
iii)  Consignor’s Account

g) Inthe books of the consignee the sale of goods is credited to:-
i)  Consignor’s Account
i)  Sales Account
i) Consignee’s Account

2.7 PRACTICAL PROBLEMS

P-2.01 A company consigned 50 sets of Electric Motors to B company at the cost
of Rs. 3,500 each. A company paid carriage of Rs. 5,000 and insurance of Rs. 3,000
on the consigned goods. Upon receipt, the B company paid handling and local
transportation charges of Rs. 7,000.

B company sold all the electric motors at the price of Rs. 14,000 each

B was entitled to a commission of 3% on sales. B company remitted the due amount
to A Company.

Required:

a) Record the above transactions in the books of the consignor and prepare
necessary ledger Accounts.

b)  Record the above transactions in the books of the consignee and also prepare
necessary ledger accounts.

P-2.02 Zeeshan Company, Karachi purchased 20 sets of branded Lap Tops and
consigned them to Saeed Sons, Lahore at the Cost of Rs. 40,000 each. Zeeshan
Company, Karachi incurred airfreight of Rs. 10,000 and insurance of Rs. 6,000 on
dispatch.

Upon receipt, Saeed Sons spent Rs. 3,000 as local Carriage expenses and Rs. 1,000
as handling expenses. Saeed Sons also paid godown rent of Rs. 10,000 and salaries
of Rs. 15,000 to marketing staff. Saeed Sons sold 15 sets of Lap Tops at Rs. 50,000
each as specified by the Consignor. The consignee is entitled to 5 % commission on
the sale price of goods. Saeed Sons remitted the due amount to Zeeshan Company.

Required:
a) Record the above transactions in the books of the consignor and draw
necessary ledger accounts.
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b)  Present an Account Sale received by the consignor from the Consignee.

c) Compute the cost attributable to the unsold stock of 05 sets of Laptop
computers.

d) Indicate the profit or loss from this consignment sale business.

P.2-03 Hilal Flour Mills, Islamabad consigned 500 bags of flour at the price of Rs.
1,500 each to Punjab Cash & Carry of Taxila. Hilal Flour Mills incurred the
following expenses:

1)  Loading expenses Rs. 5,000

i)  Truk charges Rs. 6,000

Upon delivery, the following expenses were defrayed by Punjab Cash & Carry,
Taxila.

i) Unloading expenses Rs. 6,000

i)  Godown rent Rs. 10,000

The Consignee, upon delivery of flour bags, dispatched a Bank Pay Order of Rs.
400,000 to the consignor.

The Consignee was entitled to a 3% Commission on sale and del credere
Commission of 2%. The Consignee sold 450 bags of flour out of which 50 bags
were sold at credit. The credit customer was subsequently declared as in-solvent
and only 60 % could be recovered from disposal of his assets.

The due amount of sale after adjusting the advance, expenses and Commission was
paid by the consignee to the Consignor

Required:
a) Prepare journal entries and necessary ledger accounts in the books of the
consignor.

b)  Compute the value attributable to the unsold stock of Flour bags.

c)  Compute the profit or loss from this consignment business.

d)  Determine the loss sustained by the Consignee from the credit sale activity of
50 bags of flour. Would this loss be also shared by the Consignor?

P-2.04 Modern Electrical Company, Gujranwala manufactured and consigned 20
Washing Machines at the price of Rs. 15,000 each to Arshad Traders, Rawalpindi.

The following expenses were incurred by the Consignor:-

i)  Transportation charges Rs. 10,000
i) Loading Charges Rs. 500
iii)  Insurance fee at 4% Rs. 12,000
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The following terms were agreed upon between the Consignor and Consignee:

i)  50% of the price of Washing Machines would be paid to the Consignor upon
delivery of goods.

i)  The Consignee would be entitled to 15% as a commission on the sale.

iii)  The expenses incurred by Consignee would be adjustable from sale proceeds.

The Consignee, upon delivery of goods, incurred the following expenses:-
a)  Unloading expenses Rs. 1,000
b)  Godown charges Rs. 8,000

During transit, 02 Washing Machines were damaged which were considered
beyond repair. An insurance claim was lodged which was accepted at the insured
value.

The consignee sold 15 Washing Machines and settled accounts by remitting the due
amount to the Consignor

Required:

a)  Prepare necessary general journal entries in the books of the Consignor and
draw necessary ledger Accounts.

b) Compute the insurance Claim lodged by the consignor and the amount
recovered for the damaged Washing Machines.

c) Compute the Cost assigned to the 03 Washing Machines unsold.

d) Determine the amount of profit or loss of Modern Electrical Company,
Gujranwala for the foregoing consignment business.

P-2.05 Shalimar Qil Mills produced and consigned 50 bags of Cooking Qil to
Reliance Traders at the cost of Rs. 500 each. The Consignor paid cartage expenses
of Rs. 1,000 on the consignment. The Consignee received the Consignment and
paid Rs. 1,500 as local transportation costs and Rs. 500 as unloading expenses. The
Consignee spent Rs. 3,000 on Warehousing expenses. It was reported by Consignee
that 05 bags were leaked out and had no sale value. The consignor treated this loss
as a normal loss. The consignee remitted an amount of Rs. 10,000 as advance to the
Consignor. The consignee sold 35 bags at the selling price of Rs. 600 as specified
by the Consignor. The Consignee was entitled to a 5% Commission on the sale.
The balance dues were also paid by the consignee to the consignor.

Required:

a)  Record the above transactions and prepare necessary ledger accounts in the
books of the consignor.

b)  Compute the value of the closing Stock of Oil Bags.

c) Determine the amount of profit or loss on this consignment activity.
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P.2-06 Modern Technology Company, Karachi supplied 25 sets of Cellular Mobile
phone sets having a cost of Rs. 15,000 each with a selling price of Rs. 20,000 each
to Sohail Traders, Rawalpindi for sale. The Modern Technology Company spent
Rs. 4,000 on air freight. Upon delivery, the consignee incurred an amount of Rs.
2,000 as local cartage. The consignee was entitled to 3% commission on sales. After
a few days of receipt, Sohail Traders reported to the Consignor that 03 sets of
mobile phones were totally damaged in transit which was treated as an abnormal
loss by the Consignor. Nothing was possible for recovery from this loss.

Sohail Traders, Rawalpindi sold 20 sets of mobile phones and provided an Account
Sale with due remittance of funds after adjusting expenses and Commission to
Modern Technology Company, Karachi.

Required:

a) Journalize the above consignment transactions and draw necessary ledger
Accounts in the books of Modern Technology Company, Karachi.

b)  Work out the cost of abnormal loss sustained by the Consignor.

c) Calculate the cost assigned to the unsold Stock of mobile phone sets.

d)  Determine the profit or loss from the consignment business.

P.2-07 On 5 April 2024 Fast Fan Company of Gujrat consigned 100 Ceiling fans
at the proforma invoice of Rs. 750,000 (Cost Rs. 600,000) to Gulzar Traders,
Multan for sale.

The Consignor paid truck Charges of Rs. 6,000 on dispatch. Fast Fan Company
received an accepted bill of exchange for Rs. 300,000 from Gulzar Traders, Multan.
The consignee, in addition to direct expenses on consignment of Rs. 3,000 on local
handling and carriage, was entitled to a 4% Commission on sale value.

At the end of April 2024 the Consignee reported to the Consignor that 75 Ceiling
fans were sold at the price indicated in the proforma invoice.

The consignee remitted the balance due amount, after adjusting its expenses,
commission and advance money, to the consignor.

Required:

a)  Pass necessary accounting entries in the books of Fast Fan Company and also
draw ledger accounts as considered expedient.

b)  Compute the unsold stock value to be presented in the Balance Sheet of the
consignor.

c) Calculate the profit or loss on this consignment business.
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P.2-08 During June 2024 Gujrat Electrical Industry, Hafizabad consigned 500

Rolls of electrical wire to Zeeshan Traders, Sukkur. The invoice was drawn at Rs.

250,000 which included 25% profit on cost. The consignor paid railway freight of

Rs. 3,000 and insurance charges of Rs. 1,000 on this consignment. At the end of

June 2024, the Consignee submitted an Account Sale which contained the

following details:-

1)  75% of the electrical wire rolls were sold at the specified sale price.

i)  Zeeshan Traders paid unloading and local carriage of Rs. 2,000

iii)  Zeeshan Traders also paid selling and storage expenses of Rs. 1,000

iv) As per agreed terms Zeeshan Traders was entitled to a Commission of 6% on
sales.

v)  The due amount was remitted by Zeeshan Traders, Sukkur to Gujrat Electrical
Industry, Hafizabad

Required:
a) Draw necessary ledger accounts in the books of Gujrat Electrical Industry,
Hafizabad

b)  Determine the Value of the unsold stock of electrical wire rolls.

P.2-09 Arif Habib Company, Lahore dispatched 400 packets of kid's toys to Arshad
Sons, Faisalabad. These products were invoiced at Rs. 300 each so as to yield a
profit of 50% on cost. The Consignor paid Rs. 4,000 as freight and handling
expenses. Arshad Sons, Faisalabad incurred Rs. 2,000 as local cartage and storage
expenses. The Consignee sold 300 packets of Toys for Cash at Rs. 350 each and 50
packets at Rs. 380 each on a credit basis. Arshad Sons was entitled to a total
commission of 6% on sales including dell credere Commission. A credit customer
to whom toys were sold for Rs. 5,700 could not pay his debt due to insolvency.
However, an amount of 20% was only recovered from the insolvent customer from
the disposal of his assets. The amount due to Arif Habib Company, Lahore was
settled by Arshad Sons, Faisalabad.

Required:

a)  Prepare necessary accounting entries in the books of Arif Habib Company,
Lahore and also draw ledger accounts as needed.

b) Indicate the Cost apportioned on unsold Stock of toys.

c) Compute the amount of profit or loss on this consignment business.

d)  Mention the loss on credit business irrecoverable and by whom it should be
borne.
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P.2-10 On 5 June, 2024 Kashif Brother, Lahore a wholesaler of medicines
consigned first-aid 200 boxes of medicines to Zeenat Pharmacy, Islamabad. The
proforma invoice accompanied with the Consignment was drawn at a selling price
of Rs. 160,000 which was 25% higher than the cost of medicine boxes. The
consignor paid freight Charges of Rs. 5,000 and packing charges of Rs. 2,000 on
the consigned goods. As per the terms, agreed between the consignor and
consignee, the consignee was entitled to a 10% commission on sales. The consignee
took delivery and incurred handling charges of Rs. 3,000 and also storage cost of
Rs. 2,000. An advance of Rs. 48,000 was remitted by Zeenat Pharmacy, Islamabad
to the consignor on 10 June, 2024. Till the end of June 2024 Zeenat Pharmacy sold
160 boxes of first-aid medicines. The due amount was settled by Zeenat Pharmacy,
Islamabad through a bank pay order.

Required:

a)  Prepare ledger accounts in the books of Kashif Brothers, Lahore.

b)  Compute the cost assigned to the unsold medicine boxes for reporting in the
Balance Sheet of Kashif Brothers, Lahore.

c) Indicate any amount of profit or loss resulting from this consignment activity.
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INTRODUCTION

Expanding business activities is a usual phenomenon. Management needs
information about the periodic performance of the home office and branch. The
branches are set up at different locations of the territory with the autonomy to
operate. The accounting reports of branches are merged with home office accounts
for consolidation of financial reports. In this unit, various procedures adopted by
the organization for the home office and branches will be discussed to compile
results of operation for performance evaluation and for further planning of
activities.

OBJECTIVES

After studying this unit, you would become conversant to understand the following
aspects: -

1.  Difference between sales agency and branch
2. Accounting systems adopted by home office and branches

3. A complete accounting of the home office and branches for transactions
conducted.

4.  Considerations on intra-company transactions.

5. Elimination procedure for reciprocal Intra-Company transactions for
consolidation of Accounts.

6.  Determination of branch profit, treatment of expenses and transfer of fixed
assets from home office to branches.

7. Treatment of realized and unrealized profit in home office books for inventory
transferred by home office to branches at a loaded price which is greater than
cost and adjustment in branch ending inventory for presentation in the balance
sheet of the whole entity at original cost.
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3.1 BASIC CONSIDERATIONS

Depending upon the development of business strategies, the organizations usually
focus on providing merchandise or services at doorsteps of multiple customers. Thus
some branches are established by business entities at various localities.
Administrative functions are conducted by the main office, generally known as the
Head Office, while operational functions are performed at business points which are
known as branches. All branches are accountable to their Head Office in all respects.
The trading merchandise is provided by the head office to the branch office for sale.
Similarly, for service type of business entities, human skill of professionals is also
arranged by the head office for branches like commercial banks.

3.1.1 Need for Branches

Management of every business entity usually evaluates the quantum of turnover, the
availability of resources, the utilization status of such resources and resultant
profitability. Meeting the requirements of all the customers may not be possible at one
place of business point. Hence the organizations traditionally endeavour to provide
goods and services at the doorsteps of customers or as nearby as possible. This is
possible when the business points are established at various localities of the
city/country with the objectives of promoting marketing and maximizing resource
utilization and profit for the concern. In this context, the sales points and branches are
set up at different geographical places. In this context, the sales points and branches set
up of Bata Shoe Company, Services Shoe Company, Utility Stores Corporation and
Banking business and similar other type of entities may be referred.

3.1.2 Distinction between Sales Agency and Branch

Primarily the basic difference between a sales agency and a branch exists with the
degree of autonomy. The sales agency is to act upon the instructions given by the
parent organization as the sales agency is only to book the orders and arrange
delivery to customers upon shipment by the head office. The sales agency may only
display the products, and demonstrate its features but does not keep stock. All
activities relating to production, procurement, advertising, granting credit and
collection of accounts are performed by the head office. The sales agencies of the
automobile industry and fertilizer-producing companies are pertinent examples.

Contrary to the above, the branch office has relatively greater autonomy in respect
of the conduct of business as it procures products from head office as well as locally,
stores in the warehouse, sells to customers on cash as well as on credit basis and
endeavours for collection from credit customers independently but adhering to the
policies framed by the head office. Similarly, the bank branches may extend loans
to customers at some level but in case of a significant loan ceiling, they may seek
approval from the head office or some other regional office as per their
administrative setup.
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3.1.3 Accounting System and the Accounting Entity

Under a normal business environment, the sales agency does not maintain any
accounting system for the booking of orders and delivery of products except
memorandum records for such transactions. The head office maintains all
accounting records for all sales agencies' business. On the other hand, the branch
keeps complete accounting and inventory records of all the transactions relating to
the procurement of goods, expenses, revenue, assets and liabilities of the branch.
Such accounting reports are provided by the branches to the head office
intermittently at specified intervals say, monthly, quarterly, or annually. Apart from
assessing the performance of each branch through separate accounting records, the
head office can exercise greater control and vigilance over branches. These
accounting reports of all branches are merged together and consolidated accounting
reports are prepared at the head office for a legal entity for external reporting
purposes. The accounting reports of branches are meant only for internal purposes
to ascertain their performance status.

3.1.4 Accounting for Sales Agencies

As annotated in para 3.1.3 no accounting system is kept at sales agencies, the
transactions reported by sales agencies are, therefore, recorded in the accounting
system maintained at the head office. The basis for recording such transactions in
the accounting system maintained at the head office may originate from the source
documents generated by sales agencies and recorded by the head office. Examples
may be the sales invoices, payroll records, petty cash vouchers and utility bills, etc
of the sales agencies. Some other major expenses of the sales agencies may be
recorded at the head office based upon the source documents provided by external
parties like the building rentals of the sales agency etc.

3.1.5 Accounting for Branch Operations

Unlike the transactions of sales agencies, which are directly recorded in the head
office accounts on the basis of source documents, the transactions of branches are
traditionally recorded in the accounting system maintained in the branches.
However, some of the transactions for branches are directly recorded in the head
office which are conducted on behalf of the relevant branches. On receipt of
information periodically from branches, these are merged with the accounting data
related to the specific branch and consolidated accounting data for each branch are
finalized. Then the accounting data of all branches are merged together and
consolidated financial reports are drawn for external reporting as a single entity.

3.1.6 Intra-Company Accounts

The transactions between the head office and branch including transactions
between two branches are classified as intra-company accounts. While finalizing

53



accounts at the head office through a combination of all branch's accounting
information, the need arises to delete such intra-company transactions and report in
one place. Some eliminations from the accounting reports of branches and head
office are necessitated to dilute the impact of the contra figures between the head
office accounts and branch accounts. For instance, the investment made by the head
office in branches in the shape of deployment of cash, fixed assets and provision of
merchandise etc to branches, are eliminated to avoid duplication.

3.2 BRANCHACCOUNTING

Most frequently the branches established at different geographical territories in the
city or country by an entity, constituted for commercial business activities with
profit-oriented objectives, provide autonomy to such branches for transacting
business activities under some guidelines and basic policy instructions from the
head office. Such branches keep separate complete accounting records to exercise
control over all resources and performance. Some major transactions and their
accounting in the branch as well as at head office are now elucidated through the
forthcoming instances.

3.2.1 Accounting Entries at Establishment of Branch

On the eve of the establishment of a new branch by a business entity at some
location, normally funds, some equipment, merchandise and furniture are provided
by head office to the branch for new setup. This transaction is recorded twice, once
in the home office books and secondly in the branch accounting books. Suppose
the Utility Stores Corporation, Islamabad has established a new branch at
Gujranwala. The accounting entries in the books of the head office and branch
office for the provision of cash Rs 300,000 stores equipment Rs. 500,000
merchandise Rs. 1,000,000 and furniture costing Rs 400,000 to the branch will be
recorded as under: -

A) Home Office Books Dr Rs Cr Rs
Investment in Gujranwala Branch A/c 2,200,000
Cash A/c 300,000
Store Equipment A/c 500,000
Merchandise Inventory A/c 1,000,000
Furniture A/c 400,000
B) Branch Office Books Dr Rs Cr Rs
Cash A/c 300,000
Store Equipment A/c 500,000
Merchandise Inventory A/c 1,000,000
Furniture A/c 400,000
Home office A/c 2,200,000
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It would be visualized from both the accounting entries in the home office and
Branch office books for transfer /receipt of assets have a reciprocal balance of Rs.
2,200,000 for investment of assets. The separate balance sheet prepared for the
Gujranwala branch immediately after the transfer of assets would appear as here
under: -

Gujranwala Branch - Utility Stores Corporation
Balance Sheet as at xxx

Liabilities and Equity Assets

Home Office A/c 2,200,000 | Cash A/c 300,000
Merchandise A/c 1,000,000
Store Equipment A/c 500,000
Furniture A/c 400,000

Total Rs.2,200,000 | Total Rs. 2,200,000

The balance of Rs. 2,200,000 in the investment in the Gujranwala Branch Account
in Home office books and Equity of the Home office Account in the Gujranwala
Branch office books would be eliminated and only branch assets would appear at
the time of consolation of accounts of branch with Head office for external
reporting purposes.

3.2.2 Recognition of Branch Income
The branch sales revenues realized and expenses incurred are recorded in the
accounting system of the branch. At the reporting period's end, such revenues and
expenses are summarized to determine the overall performance of the branch. The
Profit and Loss Account of the branch so developed would either show net income
or loss. In case the branch has shown a net income of Rs.200,000 the same would
be transferred by the Branch to the Home office through the following accounting
entry:-
Profit and Loss Account Rs. 200,000

Home Office Rs. 200,000

Contrary to it, if a loss of Rs. 50,000 is sustained by the Branch, the following
accounting entry would be recorded:-
Home Office Rs. 50,000

Profit- and Loss Account Rs. 50,000

Upon receipt of the performance report of the Branch by the Home office, the
following accounting entry be recorded in the Home Office for profit: -
Investment in Branch A/c Rs. 200,000

Branch Profit & Loss A/c Rs. 200,000

55



In case of Branch loss, the accounting entry in the Home office would be as under:-
Branch Profit & Loss A/c Rs. 50,000
Investment in Branch A/c Rs. 50,000

When these entries are recorded in the Home office, the reciprocal relationship
between the Home office and Branch is adjusted through elimination in the
consolidated financial reports for the company as a whole.

Another aspect of the branch is related to the income tax which is levied on the total
income of the reporting entity. The total tax liability of the entity is thus prorated
over the relevant branches to assess, after-tax profit of each branch.

3.2.3 Merchandise Purchased by Branch

The merchandise procured and transferred by the Home office to the branch along
with other assets is explained in para 3.2.1 by recording necessary accounting
entries in the Home office and branch office records. The merchandise usually is
procured in bulk by the home office for branches in order to ensure competitive and
economical cost, quality of products and skill of buying professionals. However,
the branches are usually also allowed to procurement of merchandise from local
vendors in order to augment requirements. In this context, when the merchandise
is purchased by the branch for Rs. 400,000 the following accounting entry will be
recorded when the branch applies a perpetual inventory system:-

Merchandise Inventory A/c Rs. 400,000
Cash A/c or Accounts Payable A/c Rs. 400,000

However, no accounting entry would be recorded in the books of the home office
when the branch has procured the merchandise.

3.2.4 Freight Charges on Merchandise Shipment

According to the cost principle of GAAP, the freight cost is an integral part of the
total cost of merchandise received from the Home office or locally procured. When
the merchandise is shipped by the Home office to the branch, the accounting entry
in the Home office books for the cost of merchandise of Rs. 1,000,000 and freight
of Rs. 8,000 paid would be recorded as under: -

Investment in Branch A/c Rs. 1,008,000
Merchandise Inventory Rs.1,000,000
Cash (for freight) A/c Rs. 8,000
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Upon receipt of the merchandise, the branch would record the following accounting
entry in the Books: -
Merchandise Inventory (for cost plus freight) Rs. 1,008,000

Home office Account Rs. 1,008,000

3.2.5 Merchandise Billed at Cost or in Excess of Cost

The merchandise provided by the Home office to the branch office can be recorded
in the accounting record through two different approaches. One approach may be
that the merchandise is billed at cost whereby the accounting entries both in the
Home office and branch office record would be as similar as annotated in para 3.2.1.
However, under certain circumstances as a second approach, the Home office may
bill the Branch office for the merchandise shipped, at greater than the cost. This
may occur, for example, when the Home office and each branch are treated as
separate profit-centers for internal reporting and evaluation purposes.

When the home office incurs some costs for providing services such as bulk
procurement of inventory by professionally skilled staff at lower competitive price
or by manufacturing the merchandise, the Home office may choose to add some
profit on the inventory transferred for billing to the branch at a higher price than
cost so as to conceal the cost of merchandise from the branch office. The branch
selling price of inventory would be greater than the billing price. Thus both the
Home office and branch would earn some profit on the merchandise sold. This is
treated as Intra — Company profit. While the companies may employ various types
of internal responsibility accounting systems, the external accounting reports must
reflect inventory at its original cost, unless the market price is lower than the cost,
and may not include profit until the inventory is sold to customers.

The accounting entries in the books of Home office and the branch office, when the
goods shipped to branch are billed at 20% higher than cost, would be as under :

Home Office Books

Investment in Branch A/c Rs. 1,200,000
Merchandise inventory (at cost) A/c Rs. 1,000,000
Unrealized Intra Company Profit A/c Rs. 200,000

The Intra company profit credited in the above entry is unrealized as the
merchandised transferred from the home office to the branch which is not yet sold
to external customers. The profit would be recognised when the merchandise is sold
to customers by branch through the following accounting entry:-
Unrealised intra company profit A/c Rs. 200,000

Branch Income A/c Rs. 200,000
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Any unrealized profit on unsold merchandise inventory at the end of the reporting
period would be eliminated at the Home office level for the presentation of closing
merchandise inventory at cost for external reporting purposes for the entity as a
whole.

Branch Books
Merchandise Inventory A/c (at billing price) Rs.1,200,000
Home office A/c Rs. 1,200,000

The branch has debited the merchandise Inventory at the billing price indicated by
the Home office which is treated as a cost to the branch without separately
recognizing the intra-company profit included in the transfer- billing price. The
profit earned by the branch would be known when the goods provided by the home
office are sold to customers which shall be a difference between the selling price
and billing price plus any selling and administration expenses of the branch.

3.3 MISCELLANEOUS FINANCIAL ASPECTS AT — BRANCHES

There would be some other transactions between the Home office and Branch,
comprising transfer of fixed assets, apportionment of Home office expenses over
Branches and unrealized profit in the beginning inventory of branch etc which are
dealt with in the forthcoming paras.

3.3.1 Accounting for Branch Fixed Assets
Usually, at the time of establishment of a new branch, the home office purchased
fixed assets at Rs 900,000 cash for the branch and would record the following
accounting entry in the book: -
Investment in branch A/c Rs. 900,000

Cash account Rs. 900,000

Upon receiving assets from the home office the branch would record the following
accounting entry in its books: -

Store Equipment A/c Rs. 500,000
Furniture A/c Rs. 400,000
Home office A/c Rs. 900,000

On some occasions, the home office may authorise the branch to purchase some
fixed assets on its own. In such a case, when the branch has purchased some
electrical equipment (Power Generator) for Rs 800,000 the accounting entry would
be recorded in the books branch as under:-
Electrical equipment Rs. 800,000

Cash account or A/P A/c Rs. 800,000
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The home office would not record any accounting entry for the purchase of the
above electrical equipment by the branch out of its own resources. Periodically the
depreciation expenses on the above fixed assets would be recorded by the branch.
Suppose 10% normal depreciation on straight-line method is applied by the branch,
the accounting entry for depreciation expense of Rs 170,000 (Rs. (1700,000x10%)
would be recorded as under: -

Depreciation expense A/c Rs.170,000

Accumulated depreciation A/c Rs. 170,000

Three separate accounting entries for the individual assets can also be recorded for
the depreciation expense in the books of the branch. No accounting entry in the
home office record for the depreciation expense would be required as fixed assets
accounts and their relevant expenses are being maintained in the branch.

The alternative practice to the above system is described whereby the branch fixed
assets record and charging periodic depreciation on such fixed assets is carried out
only at the home office while the branch remains ignorant of all such activities.
When the home office has purchased fixed assets for the branch and only recorded
in a home office, the accounting entry would be as follows: -

Branch store equipment A/c Rs. 500,000
Branch furniture A/c Rs. 400,000
Cash A/c Rs. 900,000

Similarly, when the branch has purchased electrical equipment for cash on behalf
of a home office, the accounting entry in branch books would be as under: -
Home office A/c Rs. 800,000

Cash A/c Rs. 800,000

Upon receipt of the above information for the purchase of electrical equipment by
the branch, the home office would record the following accounting entry:
Branch electrical equipment A/c Rs. 800,000

Investment in Branch A/c Rs 800,000

Although all the fixed assets would be in the custody of the branch for usage, no
accounting entry for charging periodic depreciation expense would be necessitated
in the branch books as its accounting is centralized at the home office. The
depreciation expense on the branch assets would, however, be recorded at the home
office through the under-mentioned accounting entry:-
Branch depreciation expense A/c Rs. 170,000

Accumulated depreciation on branch assets A/c Rs. 170,000

The branch, however, would not record any accounting entry for charging
depreciation expense on the fixed assets in its possession and use.
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3.3.2 Apportionment of Expenses

Apart from charging parodic depreciation on the fixed asset, there may be some
other nature of expenses which are incurred by the branch and home office. Those
expenses, for example, are utility expenses, normal repair and maintenance of fixed
assets and salaries expenses which are directly paid by the Branch and are debited
to the relevant expenses A/c in the branch books as under: -

Utility Expenses A/c Rs. 15,000
Repair & Maintenance Expenses A/c Rs. 8,000
Salaries Expenses A/c Rs. 45,000
Cash A/c Rs. 68,000

No entry for the above expenses paid by the branch would be recorded in the home

office accounts. However, certain expenses which are incurred and paid by the

home office on behalf of the branch may be of the following nature: -

a)  Branch inaugural expenses paid by head office on behalf of the branch.

b)  Advertising campaign launched by the home office for business and paid by
home office.

c) Depreciation expenses charged by the home office on branch Assets on the
basis of centralized record for assets.

d) Administrative expenses paid by the home office and apportioned on
branches.

To sum up, we may assume that the following expenses were recorded and paid by
the home office on behalf of the specific branch: -

a) Inaugural expenses of the branch Rs 50,000
b) Advertising expenses Rs 200,000
9) Depreciation expenses Rs 170,000
d) Administrative expenses Rs 100,000

Total Rs 520,000

The accounting entry in the books of a home office for all the above expenses would
be recorded as under: -

Investment in branch A/c Rs 520,000
Inaugural Expenses A/c Rs.50,000
Advertising expenses A/c Rs 200,000
Depreciation expenses A/c Rs170,000
Administrative expenses A/c Rs 100,000

The details of the above-apportioned expenses would be notified by the home office
to the branch which would record these expenses in its own accounting system to
update reciprocal accounting transactions as noted below: -
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Inaugural Expenses A/c Rs 50,000
Advertising Expenses A/c Rs 200,000
Depreciation Expenses A/c Rs 170,000
Administrative Expenses A/c Rs 100,000
Home office A/c Rs. 520,000

Ultimate transfer of the above expenses and costs incurred by the home office and
transfer to the concerned branch is mandatory as otherwise the ascertainment of
profitability of the home office and branch would have deteriorated. In case the
above expenses are not notified to the branch, the profit of the home office would
be understated, and the profit of the branch would be overstated. However, on an
overall basis, the omission of the above transfer entry would not affect the total
income of the company as a whole but for internal segmental reporting purposes
determination of the performance of the home office and branch separately may be
inevitable and important for the management of the organization.

3.3.3 Unrealized Profit in Beginning Branch Inventory

The intra company profit included in a branch's beginning inventory is recognised
in the home office book as being realized whenever the branch sells such
merchandise. The treatment is the same as if the intra company transfer of
merchandise at the billing price had occurred in the current period. During the
period when the branch sells the inventory to external customers, the home office
reduces its unrealized intra company profit and increases its realised profit on the
branch shipment account assuming that the intra company profit is to be attributed
to the home office. When the financial statements are prepared for the company as
a whole, the amount of realized profit on branch shipments account is eliminated
against the cost of goods sold and any remaining unrealised intra company profits
are eliminated against the carrying amount of the inventory as billing price.

3.3.4 Transactions between Branches

Sometimes, under emergent circumstances, a branch may transfer some assets to
the other branch. There may be several ways of accounting for such mutual transfers
amongst the branches but a commonly practiced approach to treat the transfer of
such assets, is to involve home office as if such transfers were on behalf of the home
office. For instance, branch A transferred cash of Rs 20,000 and Merchandise of Rs
50,000 to the branch B to meet some urgent requirements. The accounting entry in
branch A would be recorded as under:-

Home Office A/c Rs. 70,000
Cash A/c Rs. 20,000
Merchandise Inventory A/c Rs. 50,000
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The counting entry in the books of branch ‘B’ would then be recorded as under:-

Cash A/c Rs.20,000
Merchandise inventory A/c Rs. 50,000
Home office account Rs. 70,000

The transfer of assets between the two branches would be recorded in home office
as under when these transfers are notified to it.

Investment in branch "B" A/c Rs.70,000

Investment in branch "A" A/c Rs. 70,000

As an alternative approach to the above, the transfer of assets from one branch to
the other branch may directly be dealt with as per the following accounting entries:-

Books of branch "A"

Branch 'B' A/c Rs.70,000
Cash A/c Rs. 20,000
Merchandise Inventory A/c Rs. 50,000

Books of branch 'B'
Cash A/c Rs. 20,000
Merchandise Inventory A/c Rs. 50,000

Branch 'A' A/c Rs. 70,000

The branch 'A’ A/c and branch 'B' A/c would be eliminated in the home office
against the investment in branch A/c at the time of consolidation of all accounts for
external reporting purposes.

3.3.5 Overall Financial Statements of the Company

Uniform procedures are practiced by all the organizations for preparations of
consolidated financial reports through the merger of branch accounts with head
office accounts for evaluation of overall performance and external reporting
purposes for the company as a whole. In this process, the intra-company accounts
are reciprocal account balances that must be eliminated because they relate to the
activities within the company rather than the activities between the company and
external parties.

During the process of consolidation, a working proper is prepared to facilitate
combining the account of the head office and its branches through the elimination
of intra-company accounts. Only memorandum entries are recorded at the home
office to execute the process of elimination of intra company accounts like
transactions between the home office with branches and branches versus branches.

62



As an alterative, to merge the intra company accounts and preparations of

consolidated financial statements of the home office including branches, we may

assume the following data relating to an organisations of Ultility Stores Corporation

for the year ended 30 June: -

a)  The Sadigabad branch has reported a profit of Rs 360,000 for the year.

b) The balance of investment in the Sadigabad branch of Utility Stores
Corporation indicates Rs 1,060,000 as of 30 June which is constituted as under:

Pre closing balance on 30 June Rs. 700,000
Sadigabad Branch Income for the year Rs. 360,000
Total pre closing balance on 30 June Rs. 1,060,000

c) The merchandise provided by main office of Utility Stores Corporation to its
Sadigabad branch at billing price included unrealized profit of Rs 30,000
which was credited to the unrealized profit on branch in home office books.
The branch sold 80% of the goods to customers. Therefore, the segregation
of the total amount of unrealized profit on branch was carried out as under:-

Intra company profit realized by year end Rs. 24,000
Intra company profit unrealized by year end Rs. 6,000
Total intra company profit Rs. 30,000

The realised profit of Rs 24,000 for the period is apportioned to the home office
and recorded as realized profit on branch shipment. The unrealized intra company
profit is thus reduced to Rs 6,000 which would be reported with year end balance.
d) Sadigabad branch accounts indicate the inventory of Rs 80,000 as of 30 June,
which was acquired from a home office and separately kept from the inventory
purchase from external vendors.

With respect to all four events as narrated in (a) to (d) above, the following
memorandum entries would be needed at the home office to eliminate the impact
of these reciprocal accounts for finalization of the financial statements of the

company as a whole: -
a) | Sadigabad branch income A/c Rs. 360,000
Home office (per closing balance) A/c 700,000
Investment in Sadigabad branch A/c Rs. 1,060,000
b) | Realised profit on branch shipment A/c 24,000
Cash of goods sold A/c 24,000
¢) | Unrealised intra company profit A/c 6,000
Inventory From home office A/c 6,000
d) | Inventory A/c 74,000
Inventory from home office A/c 74,000
(Rs. 80,000 less Rs. 6,000 = Rs. 74,000)

63



It is relevant to add here that all the above four entries are treated as memorandum
entries to eliminate reciprocal impact, hence these will neither be formally recorded
in the general journals of a home office or in the branch office.

The above four entries are further explained hereunder to understand the necessity

of recording.

a) the entry at (a) above has two elements. The first part is related to the branch
income which is being eliminated against the investment in the Branch
Account. This is required as all the revenues and expenses of the branch
would be added to the revenues and expenses of the home office and the
income of the branch would automatically be included in the consolidated
income of the company. The Second part of the entry eliminates the balance
that would have been appearing in the two reciprocal accounts if there had
been no branch income. The debit to the pre-closing balance of the home
office account is analogous to the elimination of beginning retained earnings
in the investment elimination entry for the preparations of consolidated
financial statements. It may be added here that instead of a combined entry
for the branch income and the home office preclosing balance, two separate
entries can also be recorded.

b)  The second entry at (b) above eliminates the account used by the home office
to recognise the intra company profit on the merchandise shipment to the
branch at billing price which has partly been sold to external customers by the
branch. The cost of goods sold recorded by the branch is thus recorded by the
amount of price loading by the home office in the shape of profit which was
included in the merchandise shipped to the branch. Although this entry has no
effect on the company’s income, it is needed to state correctly the individual
income statement items from the perspective of the company as a whole.

c) The entry as at (c) above is related to the elimination of the unrealised intra
company profit from the unsold ending merchandise inventory of the branch
to reduce the value of branch inventory at its cost during the process of
consolidation.

d)  The fourth entry indicated at(d) the above is to classify the entire inventory
together rather than segregating that shipped to the branch from the home office.

It is pertinent to mention here that above few entries for eliminating the impact of
reciprocal accounts at the time of consolidations have been presented to understand
the knowledge and process. There may be several other similar types of entries that
are needed for incorporations of elimination impact during consolidations of
accounts. The quantum of such entries depends at the size of the company and its
branches. As long as the company has expanded its business spectrum, the number
of such entries would be greater.
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Demonstration problem 3.01

In order to practically demonstrate the working and maintaining the accounting
record at the home office and branch office and elimination of reciprocal accounts
for consolidation and preparation of financial statements for external reporting for
the company as a whole, we may assume that Decent Trading Company, Karachi
which is dealing in procurement of ladies handbags, established a branch at Lahore
for marketing these products. Prior to the establishment of the branch at Lahore,
the Decent Trading Company, Karachi had the financial status as per under noted
balance sheet at the beginning of the year:

Balance sheet at beginning of year xxx

Liabilities and Equity Assets

Retained Earnings 150,000 | Cash 450,000

Capital Stock 4,600,000 | Land & Building 1,500,000
Store Equipment 800,000
Furniture & Fixture 900,000
Vehicle 1,100,000

Total Rs. 4,750,000 | Total Rs. 4,750,000

The contents of this balance sheet of the company will be adopted for the
preparation of a consolidated financial statement at the end of the year after
incorporating the transactions conducted by the home office at Karachi and the
branch office at Lahore as narrated in the succeeding paragraphs, after the merger.
The following transactions were conducted: -

1) Decent Trading Company transferred the following assets to its branch at

Lahore:-
a) | Cash Rs.300,000
b) | Store Equipment Rs.500,000
c¢) | Furniture and fixture Rs.500,000

2)  Decent Trading Company purchased merchandise of ladies handbags at Rs.
1,600,000 on a credit basis out of which the Merchandise costing Rs 700,000
were shipped to the branch at Lahore at the billing price of Rs. 840,000.

3) The Lahore branch also purchased the Merchandise On a credit basis from
vendors at Rs 500,000.

4)  Decent Trading Company, Karachi sold merchandise costing Rs 600,000 to
external consumers at Rs 1,000,000 in cash.

5)  Lahore branch sold merchandise costing Rs. 860,000 at Rs.1400,000 in cash.
The merchandise sold by Lahore branch included the merchandise received
from the Karachi home office at Rs 700,000 billing price.

6) Lahore branch remitted Rs 700,000 to the home office.
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7)  The Karachi home office paid operating expenses of Rs. 230,000 while the
branch paid Rs 108,000 during the period.

8) The Karachi home office paid Rs 1,000,000 to vendors for purchase of
merchandise.

9) The Lahore branch also paid Rs 500,000 to its vendors for purchase of
merchandise.

10) The depreciation expenses recorded on the fixed assets were as under:-

Home office at Karachi Rs. 150,000
Branch office at Lahore Rs. 100,000

11) At the end of the year, the branch inventory on hand which was purchased
from an external vendor had a cost of Rs 340,000. The branch inventory on
hand which was received from a home office at billing price amounted to Rs
140,000 while its cost to the home office was Rs. 116,667.

Required:

a)  Prepare general journal entries in the books of Karachi home office and
Lahore branch office.

b) Prepare income statement of Lahore branch, Karachi home office and
computation of realized profit on goods sold by the branch for the shipment
made by Karachi home office to Lahore branch at billing price.

c) Prepare closing entries in the books of Lahore branch and Karachi home
office.

d)  Prepare memorandum entries for eliminations of reciprocal intra company
accounts for consolidated financial statements.

e) Prepare a working paper for consolidated financial statements for the
company as a whole indicating eliminations as needed.

f)  Prepare a consolidated income statement, retained earnings statement and

balance sheet at year-end.
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SOLUTION

Journal Entries at Home Office and Branch

Home Office Books Branch Office Books
1) Investment in Lahore Branch 1,300,000 | Cash 300,000
Cash 300,000 | Store Equipment 500,000
Store Equipment 500,000 Furniture & Fixture 500,000
Furniture & Fixture 500,000 Home Office 1,300,000
2) | Inventory A/c 1,600,000 No Entry
A/P 1,600,000
Investment in Lahore Branch 840,000 | Inventory from Home Office A/c 840,000
Inventory A/c 700,000 Home Office 840,000
Unrealized Profit 140,000
on intra company
3) | No Entry Inventory A/c 500,000
A/P 500,000
4) | CashA/c 1,000,000 No Entry
Sales A/c 1,000,000
Cost of Goods Sold A/c 600,000 No Entry
Inventory A/c 600,000
5) | No Entry Cash A/c 1,400,000
Sales A/c 1,400,000
No Entry Cost of Goods Sold 860,000
Inventory A/c 160,000
Inventory from Home office A/c 700,000
6) | CashAlc 700,000 Home Office 700,000
Investment Labor Branch 700,000 Cash A/c 700,000
7) | Operating Expenses 230,000 Operating Expenses 108,000
Cash A/c 230,000 Cash A/c 108,000
8) | Accounts Payable 1,000,000 No Entry
Cash A/c 1,000,000
9) | No Entry Account Payable 500,000
Cash A/c 500,000
10) | Depreciation Expense 150,000 Depreciation Expenses 100,000
Accumulated Depreciation 150,000 Accumulated Depreciation 100,000
11) | Unrealized profiton 116,667 No Entry
Intra company
Realized Profit Branch 116,667
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C-1) Closing Entries in Branch Books at Lahore

i | Sales A/c 1,400,000
Cost of Goods Sold A/c 860,000
Operating Expenses A/c 108,000
Depreciation Expenses A/c 100,000
Income Summary A/c 332,000
i1 | Income Summary A/c Rs. 332,000
Home office A/c Rs. 332,000
C-2) Closing Entries in Home Office Books at Karachi
i | Investment in Lahore Branch A/c Rs. 332,000
Lahore Branch Income A/c 332,000
ii | Sale A/c Rs. 1,000,000
Lahore Branch Income A/c Rs. 332,000
Realized Profit on Lahore Branch Rs. 116,667
Cost of Goods Sold A/c 600,000
Operating Expenses A/c 230,000
Depreciation Expenses A/c 150,000
Income Summary A/c 468,667
iv | Income Summary A/c Rs. 468,667
Retained Earnings A/c 468,667
B-1 Income Statement for Branch Office Lahore
Sales Rs. 1,400,000
Less Cost of Goods Sold 860,000
Gross Income 540,000
Less: Operating Expenses 108,000
Depreciation Expenses 100,000 208,000
Net Income Rs. 332,000
B-2 Income Statement for Home Office Karachi
Sales Rs. 1,000,000
Less Cost of Goods Sold 600,000
Gross Income 400,000
Less: Operating Expenses 230,000
Depreciation Expenses 150,000 380,000
Net Income Rs. 20,000
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B-3 Computation of Realized Profit on Shipment to Branch

Total price of shipment to Branch at billing price of merchandise Rs. 840,000
Less cost of merchandise 700,000
Unrealized profit on branch shipment 140,000
Less unrealized profit on Branch

Inventory Rs. 140,000-116,667 23,333
Realized profit on sale of merchandise inventory

shipped by Home office to Branch Rs. 116,667

Total Net Income of the Company:

-Net income as reported by the Home office Rs. 20,000
-Realized profit on inventory sold at a Branch which was received by the 116,667
Branch office

-Net income as reported by the Branch office 332,000
Total net income of the company as a whole 468,667

D) Eliminating Entries for Lahore Branch at Karachi Home Office

i) | Labore Branch Income A/c 332,000

Karachi Home Office pre-closing balance A/c 1,440,000
Investment in Labore Branch A/c 1,772,000

ii) | Realized profit on Lahore Branch Shipment 116,667
Cost of Goods Sold A/c 116,667

iii) | Unrealized intra company profit A/c 23,333
Inventory from Home Office A/c 23,333

iv) | Inventory A/c 116,667
Inventory from Home Office 116,667

E) Working Paper for Consolidation of Financial Statements at Home

Office, Karachi
Karachi Lahore Consolidated
Particulars Home Branch | Eliminations Balances Particulars
Office Office
Income statement Dr Cr
Rs. Rs
Sales 1,000,000 | 1,400,000 ] - | 2:400,000
Labore
Branch 332,000 (1) 332,000 -
Income
Realized
IS)L‘I’SI;‘;‘; 0 116,667 (i) 116,667 ] ]
to Lahore
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Rs.
Branch Total | | 440 ¢ | 1,400,000 448,667 - | 2,400,000
Cost of .
Con o Sold 600,000 | 860,000 ; (i) 116,667 | 1,343,333
Operating 230,000 | 108,000 ; ; 338,000
Expenses
Depreciation | 56 500 | 100,000 ; - 250,000
Expenses
Total Costs 980,000 | 1,068,000 ; 116,667 | 1,931,333
Rs.
Net Income 468,667 | 332000 448,667 116,667 468,667
Balance Sheet
Cash 620,000 392,000 1,012,000
(iv)
Inventory 300,000 340,000 | (¢ (o0 756,667
Inventory from (iii) 23,333
the Home office - 140,000 (iv) 116,667
Land & Building | 1,500,000 - - 1,500,000
Store Equipment 300,000 500,000 800,000
Furniture & 400,000 500,000 900,000
fixture
Vehicle 1,100,000 1,100,000
Investment in )
L 1,772,000 - - (i) 1,772,000 -
Total Assets 5,992,000 | 1,872,000 | 116,667 1,912,000 | 6,068,667
Accounts 600,000 |- ] 600,000
Payable
Accumulated 150,000 | 100,000 250,000
depreciation
Unrealized.Intra ..
Company profit 23,333 (iii) 23,333 -
Retained 618,667 | 1,772,000 | 1,888,667 | 116,667 618,667
Earrings
Capital Stock 4,600,000 - - ; 4,600,000
E‘c’lﬁlt;lab and 5,992,000 | 1,872,000 | 1,912,000 | 116,667 6,068,667
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Explanatory Notes on Preparation of above Working Paper

a)

b)

d)

g)

h)

The eliminating entries as recorded at (D) above have been shown serially in
the elimination columns of the working paper as presented above so as to
understate it properly.

The total income statement section is carried down to the retained earnings
section and then to the balance sheet section.

Since the home office records the income of the branch on its books, the total
income of the home office in the first column of the working paper is equal
to the total income of the company in the last column.

The Lahore Branch income and investment in Lahore Branch are eliminated
along with Lahore Branch pre-closing balance of the Karachi Home office
accounts. Similarly, the remainder balance of Karachi home office for the
change resulting from the Lahore branch's current period income is eliminated
by the carry-down totals from the income statement section of the working

paper.

The branch’s home office account replaces retained earnings in the Lahore
branch trial balance for the retained earnings and balance sheet section of the
working paper.

The carrying amount of the branch inventory is reduced to the original cost of
the home office through the elimination of unrealized intra company profit of
Rs 23,333 from the Karachi home office trial balance.

Realized profit amount of Rs 116,667 on the shipment to branch from a home
office is equal to the total intra company profit for the year (Rs. 840,000 less
Rs. 700,000 less Rs.23,333) which is reduced from the cost of goods sold in
elimination section of the income statement to bring the merchandise sold at
its cost.

All the Combinations of figures and eliminations have been carried out to
bring the total of each section of the income statement, retained earnings and
balance sheet for debit and credit balances equal with each other to ensure the
accuracy of the working paper.
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F) The Consolidated Financial Statements are Presented as Under: -
Decent Trading Company, Karachi
Income Statement for the year ended xxx

Sales Rs. 2,400,000
Less Cost of goods sold 1,343,333
Gross income 1,056,667
Less Expenses:
Operating Expenses 338,000
Depreciation Expenses 250,000 588,000
Net Income Rs. 468,667
Retained Earnings Statement for the year ended xxx
Opening balance Rs. 150,000
Add net income for the year 468,667
Closing balance Rs. 618,667
Balance Steet as of year xxx
Liabilities and Equity Rs. Assets Rs.
Accounts Payable 600,000 | Cash 1,012,000
Retained Earnings 618,667 | Inventory 756,667
. 4,600,000 | Land & Building
Capital Stock 1,500,000
Store Equipment
800,000
Furniture & Fixture
900,000
Vehicle 1,100,000
Total 4,300,000
Less.Accumulated
Deprecation 250,000
4,050,000
Total 5,818,667 | Total 5,818,667

3.4 SUMMARY

The business organizations expand their activities through different analogies. One
aspect may be the appointment of sales agencies whereby orders are booked and
informed to the home office where deliveries of merchandise are arranged through
Sales Agencies. Such sales agencies conduct the business activities exactly as per
guidelines prescribed by the home office of the parent company. Sales agencies
have no autonomy for any business activity. The other method is the establishment
of company's own Branch (s) at different locations so as to provide and sell
merchandise at door doorstep of various customers.
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Such branches are provided resources by the main office and also given autonomy
for conduct of business including the purchase of merchandise as needed from local
vendors. The accounting record is maintained both at the home office and the
Branch office. The objectives of the constitution of the sales office and branches
are to enhance marketing activities to generate and promote the profitability of the
business entity.

When the assets are provided by the home office to the branch, the investment in
the Branch Account is debited which surges with the profit reported by the branch
and decreases with the loss of the branch. Sometimes the merchandise shipped by
the home office to the branch is accounted for at billing price which comprises cost
and hidden profit. Upon sales of such merchandise the realized profit is accordingly
recognised and on some unsold stock, it is reported as unrealized profit on branch
inventory shipped from a home office.

Periodic operation reports are flown by branches to the home office to assess the
performance of each branch and home office for internal use. However, for the
purpose of external reporting, the reports of branches are merged with the report of
the home office to draw consolidated performance and financial condition reports.
This consolidation is possible through a working paper where the figures of the
home office and branches are merged together and reciprocal intra company figures
including the balance of investment in branch A/c and the balances of home office
accounts appearing in the branch reports are eliminated. Apart from it, the cost of
goods sold and branch ending inventory is also adjusted for any intra company
unrealized profit recorded by the home office on the merchandise shipped by the
home office at billing price to the branches. After the completion of this merger and
elimination process, the updated figures are now available on the basis of which an
income statement, retained earnings statement and balance sheet at year end can be
drawn conveniently for the entity as a whole for external reporting purposes.

3.5 THEORETICAL QUESTIONS

1.  Describe the distinction between the sales agency and a branch.

2. What are the objectives for the arrangement of a Sales Agency and a branch

3. What are the purposes for maintaining separate accounting systems at the
home office and at the branch.

4.  Narrate some intra company accounts with examples.

5. What is meant by billing price for the merchandise shipped by the home office
to the branch?

6. What are the objectives for the eliminations of reciprocal intra company
accounts on the eve of consolidation of accounts?

73



10.

11.

12.

13.

14.

15.

16.

Would it be possible to report home office accounts and branch accounts
separately to external parties?

Describe how the realized profit and unrealized profit on branch inventory
shipped by the home office are reported in the consolidated financial reports
of the business entity.

What are the accounting entries passed in the record of home office and
branch office for the assets transferred by the home office to the branch?
Describe the accounting treatment for freight charges incurred on the
shipment of merchandise inventory by the home office to the branch.
Describe the procedures adopted by the home office for the preparation of
working papers for consolidation of home office and branch accounts.
Narrate the usual contents of a working paper prepared for consolidation of
accounts.

How do the working paper facilitate the finalization of consolidated financial
statements for external reporting?

Explain the nature of the branch account in the home office books and the
home office account in the branch books.

Describe the accounting treatment of the Inter branch transfer of merchandise
when the home office is involved in such transactions and when it is directly
dealt with by the branches.

Narrate the concept of realized and unrealized profit on intra company
transfer of merchandise inventory and accounting entries required for it.

3.6 PRACTICAL PROBLEMS

P.3-01 The Guijrat Pottery Industry established a branch in Lahore to expand its
marketing activities. In this connection following transactions were conducted.

1.

The Gujarat Pottery Industry transferred the following assets to Lahore
branch.

a) Cash Rs. 300,000
b)  Merchandise at cost Rs. 800,000
c)  Furniture Rs. 200,000

The Gujrat Pottery Industry also incurred freight expenses of Rs. 40,000 on
the transfer of assets to the branch.

Lahore branch also purchased some office equipment from the local market
at Rs 150,000.

The branch sold merchandise of Rs 600,000 at Rs 900,000 to the customers
in cash.
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5. The branch paid the following expenses during the period.

a)  Utility Expenses Rs. 15,000
b) Salaries Rs. 50,000
c)  Security Expenses Rs. 5,000

6.  The branch remitted Rs. 700,000 to the home office.

7. The branch charged depreciation of Rs 35,000 on the assets and also paid rent
of Rs 60,000.

Required:
Prepare journal entries in the books of Gujarat Pottery Industry and its branch at
Lahore for the above transactions.

P.3-02 The Rainbow Trading Company, Lahore which is dealing in mobile phones
set up its branch at Karachi to promote selling activities.

The home office spent the following expenses for a branch.

1. Inauguration branch Expenses Rs. 60,000
2. Provision of furniture to branch Rs. 100,000
3. Remittance of funds to branch Rs. 450,000

The home office also transferred mobile phones costing Rs 700,000 to the branch.
The branch also purchased some mobile phone sets in cash from local vendors at
Rs. 300,000. The branch sold mobile phone sets costing Rs. 800,000 at Rs
1,100,000 to customers.

The branch paid utility expenses of Rs 12,000 and salaries of Rs 45,000 and
commission of Rs 11,000 to staff. The branch remitted funds of Rs 1,000,000 to the
home office at the end of the month. It was reported by Karachi branch to Lahore
home office that one set of mobile phones costing Rs. 10,000 was damaged and
found irreparable, hence this loss was to be obsorbed by the branch.

Required:
Journalize the above transactions in the books of Rainbow Trading Company,
Lahore and its branch at Karachi assuming that separate accounts are maintained at
both ends.

P.03-03 Beauty Garment Industry, Karachi established a branch in Islamabad to

boost sales. Beauty Garment Industry, Karachi (home office) and Islamabad branch
carried out following transaction.
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a)  The home office shipped garment products to the branch costing RS 800,000
at the billing price of Rs 1,200,000.

b)  The branch also purchased some garments from other wholesalers at the cost
of Rs 500,000 on a credit basis.

c)  The branch sold the products at a billing price of Rs 1,000,000 at a sale price
of Rs 1,400,000 to customers on cash.

d)  The branch also sold the garments purchased from other vendors having the
cost of Rs 400,000 at Rs 600,000 on cash.

e) The branch paid rent of Rs. 40,000, utility expenses of Rs. 20,000 and the
salesman salary and commission of Rs. 50,000 for the month.

f)  The home office apportioned the advertising expenses of Rs 30,000 on the
branch.

g)  The branch paid the amount owed to the credit vendors for the garments
purchased.

h)  The branch remitted funds of Rs 1,200,000 to the home office.

Required:
Journalise the transactions in the books of the home office and branch of the
company as may be needed.

P.3-04 Usman Corporation, Rawalpindi which deals in branded shoes established
a branch in a nearby locality for the sale of the shoes. Usman Corporation purchased
the shoes on a credit basis costing RS 250,000 out of which it shipped shoes costing
Rs, 150,000 at a billing price of Rs 180,000 to the branch for sale. Usman
Corporation sold 50% of the remaining shoe stock to customers at the price of Rs
80,000 during the period. The branch sold shoes at a billing price of Rs 126,000 to
customers at Rs 163,800 and remitted Rs 150,000 to the home office. The home
office discharged the liability to the extent of Rs 230,000 as per available funds.
The branch paid utility expenses of Rs 10,000 during the period.

Required:
A) Record necessary general journal entries in the books of the home office and
the branch office.
B) Compute the following information: -
1) Cost of goods sold as recorded by the branch.
i1)  Sales revenues as recorded by the branch.
i) Total cost of goods sold by the home office.
iv) Total sales revenues of Usman Corporation as a whole.
v)  Unrealized profit on the ending Inventory of shoes held at the branch.
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P.3-05 Capital Sports Goods Company, Sialkot manufactures a variety of sports
goods which are sold at home office and through Branches located in different parts
of the country. The Capital Sports Goods Company produced goods at the cost of
Rs. 400,000 and transferred them to its Lahore branch at the billing price of Rs
500,000. The branch sold 90% of the inventory at a price of Rs 675,000 in cash.
The branch spent selling expenses of Rs 50,000 during the period and Utility
expenses of Rs 20,000. The branch remitted Rs 400,000 to its home office.

Required:

a)  Passnecessary journal entries in the books of Capital Sports Goods Company,
Sialkot and its branch at Lahore.

b)  Pass necessary eliminating entries needed at the end of the period to remove
the effects of inventory transfer for preparations of the financial statements of
Capital Sports Goods Company, Sialkot.

c) Comment on the policy of billing price adopted by the home office for goods
shipped to the branch. Alternatively, would it be more appropriate to transfer
the goods to the branch at cost so as to remove the impact of any excess billing
to the branch?

P3-06 Reliance Traders is adopting the practice of transfer of inventory to its
branch at billing price which is 20% above cost. Accordingly, during 2024 the
Reliance Traders transferred inventory costing Rs 200,000 to its branch at Rs
240,000. The branch sold 40% of the aforesaid inventory at Rs 120,000 and the
balance 60% of inventory during 2025 at Rs 180,000. During 2025 the Reliance
Traders also shipped inventory costing Rs 300,000 to its branch at the building price
0f 390,000. The branch sold 30% of the inventory at Rs 146,250 while the balance
70% of inventory during 2026 at the selling price was 25% above the billing price.

Required:

a)  Record the journal entries needed during 2025 for the inventory transactions
in the books of Reliance Traders and its branch.

b)  Present the eliminating entries needed at the end of the year 2025 to remove
the effects of inventory transfer price for preparations of financial statements
of Reliance Traders.

P.3-07 The Royal Savings Mart, Lahore opened a branch in a densely populated

area to promote its selling activities. The branch conducted following activities

during the first years of its operation.

a)  Merchandise costing Rs 600,000 and cash of Rs 400,000 were provided by
the home office to the branch.
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b)

The branch hired a shop at a rent of Rs 20,000 per month which was paid for
the year on a monthly basis.

c)  The branch purchased additional merchandise on a credit basis at a cost of Rs
300,000 from local vendors.
d) The sales amounting to Rs 1,300,000 were made during the year on cash of
Rs 1,000,000 and the balance on a credit basis.
e) The cost of goods sold was amounting to Rs 800,000.
f)  The branch collected RS 250.000 later from the credit sales.
g)  The branch also incurred the following expenses and paid during the period.
1 | Advertising expenses Rs. 30,000
ii | Utility expenses Rs. 60,000
i1 | Salaries Rs. 70,000
iv | Other operating expenses Rs. 50,000
h)  The branch paid an amount of Rs 250,000 to vendors and remitted Rs 800,000
to the home office.
Required:
1. Record the above transactions in books of accounts of the home office and
the branch along with ledger Accounts.
2. Draw an income statement of the branch for the year.
3. Prepare a balance sheet for the branch at the end of the year.

P.3-08 The Golden Domestic Appliances Company established its branch to sell its
products. The balance sheets of the home office and branch office appeared as under

at the end of the year on 30 June: -

Assets Home Office Branch Office
Cash Rs. 45,000 42,000
Accounts Receivable 64,600 85,000
Inventory from a local purchase 15,000 63,000
Inventory from the Home office 57,600
Furniture and equipment 600,000 200,000
Less Accumulated Depreciation (60,000) (20,000)
Investment in Branch 300,000 -
Total Rs. 964,600 Rs. 427,600
Liabilities and Equity
Accounts Payable 35,000 27,600
Bonds Payable 200,000 -
Notes Payable - 100,000
Common Stock 600,000 -
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Retained Earrings 120,000 -
Home office A/c - 300,000
Unrealized Profit on Intra Company Inventory

Ale 9,600 -
Total Rs. 964,600 427,600

During the year, the home office transferred inventory of Rs. 80,000 to the branch
at a billing price of Rs. 96,000. The branch sold 40% of its inventory till the end of
the year.

Required:
a.  Record eliminating entries in home office books needed at the end of the year.
b.  Prepare, a Balance Sheet of the company as a whole at the end of the year.

P.3-09 Pearl Animated Jewellery Company, Lahore set up its branches at Multan and
Rawalpindi to market its products. At the end of the year 2025, the balances of assets,
liabilities and equity at the home office and its both branches appeared as under: -

Assets Home Multan Rawalpindi
Office Branch Branch

Cash Rs. 45,000 18,000 12,000

Accounts Receivable 120,000 39,000 15,000

Inventory 134,000 45,000 24,000

Inventory from Home office - 112,000 42,000

Furniture & Fixture 250,000 100,000 80,000

Less Accumulated Deprecation (25,000) (10,000) (8,000)

Investment in Multan Branch 250,000 - -

Investment in Rawalpindi Branch 150,000 - -

Total Rs. 924,000 304,000 165,000
Liabilities and Equity

Accounts Payable 80,000 54,000 15,000

Common Stock 700,000 - -

Retained Earnings 100,000 - -

Home office A/c - 250,000 150,000

Unrealized profit on

Intra company Inventory

Multan Branch 32,000

Rawalpindi Branch 12,000

Total Rs. 924,000 304,000 165,000

The home office transfers inventory at mark up of 40% on cost. During the year,
the home office transferred inventory at a billing price of Rs. 280,000 to its Multan
branch against which it sold 60% of its inventory.
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The Rawalpindi branch received inventory at the billing price of Rs. 84,000 out of
which it sold 50% of inventory.

Required:

a) Pass memorandum eliminating entries in the home office books at year end.

b) Draw a working paper for consolidation purposes and prepare a balance sheet
at the end of the year for the company as a whole.

P.3-10 Huzaifah Trading Company, Karachi set up its Branch in Hyderabad to
expand its business activities of marketing laptop computers. The accounting record
of the home office and its branch presented the following balance sheet items at end

of the year: -
Assets Home Office | Branch Office
Cash 25,000 34,000
Accounts Receivable 105,000 75,000
Inventory 180,000 130,000
Inventory from Home office - 150,000
Equipment and Furniture 500,000 400,000
Less Accumulated Deprecation (50,000) (40,000)
Investment in Branch 650,000 -
Total Rs. 1,410,000 749,000

Liabilities and Equity
Accounts Payable 75,000 35,000
Notes Payable 230,000 64,000
Debenture Payable 400,000 -
Common Stock 500,000 -
Retained Earnings 175,000 -
Home Office A/c - 650,000
Unrealized profit on intra Company inventory 30,000 -
Total Rs. 1,410,000 749,000

The home office during the year despatched the inventory to the Branch office at

mark up of 25% above its cost, totaling Rs. 250,000. The branch office sold 40%

inventory to customers during the year.

Required:

a) Record memorandum eliminating entries needed to draw the balance sheet
for Huzaifah Trading Company at the end of the year.

b) Draw working papers for consolidation and prepare a balance sheet at year
end for the company as a whole for external reporting purposes.
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INTRODUCTION

Large and complex business organizations generally segregate activities into
different departments enabling them to hold responsible the relevant managers. The
accounting record of each department is kept separate to evaluate the performance
of each department periodically through separate Trading and profit & loss
Accounts. The resultant information is quite useful for the management of the
organization to plan for future activities and achieve even better results.

OBJECTIVES

Upon completion of the study of this unit, the students would become capable of
understanding the following aspects of departmental accounts of a large business

entity: -

1.  The purposes of maintaining separate departmental accounts.

2. The process of recording and classifying transactions in different departments.

3. Allocation of direct and indirect expenses of the departments and bases
adopted for it.

4.  Accounting treatment of inter departmental transfer of merchandise.

5. Preparation of department-wise trading and profit & loss accounts and as a
whole for the organization.

6.  Performance evaluation of each departmental manager and suitably rewarding
them.

7. Taking decisions by management for the continuation and discontinuation of

a specific department of the organization and its impact on the performance
of the other department.
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4.1 MEANING AND ACCOUNTING FOR DEPARTMENTAL
OPERATIONS

Ever since the establishment of any business entity, its main objective is to earn
profit. A business entity may segregate its operations through various departments
set up under a common roof. A large business concern usually splits it activities
into different departments to evaluate departmental performance and achieve
greater benefits. The Accounting for each department is carried out separately to
monitor its operational performance.

A large business mart may split its activities into different departments like, the
grocery department, footwear department, household utensils, baby clothing and
children's toys etc. The cost of purchases, sale revenues and relevant direct
expenses of each department are accounted for separately to ascertain the
profitability of each sub-division of the entire organization. Similarly, a private
hospital may segregate its functions through different departments broadly named
consulting services, operation theaters, in-house patient treatment, laboratory
services and pharmacy for evaluating the performance of each segment. Hence,
rewarding each departmental manager on the basis of their operating departmental
results becomes judiciously possible for their inspiration and to motivate them to
sustain their efforts and performance even better in future. The departmentalization
of the organization also facilitates the management to plan for future and make
decisions for intended growth which is indispensable in every form of organization.

4.2 REPORTS FOR DEPARTMENTAL RESULTS

The manager of each department of the organization is entrusted with the overall
responsibilities to conduct activities of trading and deal with customers. The
spectrum of departmentalization is carried out to the extent of the requirement of
the management of the organization. Accordingly, the accounting for each
department'’s activities is separately maintained to compute profit or loss for the
period for internal management control purposes. Thus each unit of the department
is considered a cost centre. A true comparison of departmental costs with revenues
becomes possible for the generation of departmental reports periodically for control
and intelligent planning for the future.

4.3 PROFIT BY DEPARTMENTS

Determination of profit by departments is an inevitable objective for any business

entity due to the following reasons for any trading or service organization:-

a)  Salesrevenues and purchases being controlled by a departmental manager are
important for control purposes.
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b) Management may develop a strategy to review and modify a sales mix to
generate maximum profit, decide to change sale or purchase policies dispense
with some non-profitable departments, or expand operations for growth.

During the foregoing process, the management should endeavour that while
planning to achieve a greater gross profit of a department through expansion, the
operating expenses should not increase disproportionately. In case, the operating
expenses are increased more than the increase in gross profit the result would be a
decrease in the net profit of the department which is tantamount to a decline in the
basic adjectives of profitability growth.

There are usually two methods adopted for determining the department-wise profit

or loss for a reporting period which may be the following:-

a)  Every transaction of revenues and expenses may be analyzed and recorded in
the accounts of the relevant department by maintaining columnar headings
for every department.

b)  The transactions of revenues and expenses may be recorded as a routine in
the accounting books without reference to a department and at the time of
drawing profit- and loss account, analysis and segregation of such
transactions to various departments may be carried out.

The first method is mostly preferred as at the time of origination of any transaction
its department-wise segregation and recording is more accurate while in the second
method, some errors of segregation and classification cannot be avoided.

Furthermore, there are some items that need to be identified with the relevant
department at the very outset like merchandise inventory purchase, sales, cash
discounts, returns and allowances and salaries and wages of department employees.
These transactions can conveniently be recorded when Columnar journals are
maintained for each department and accordingly can be posted in the ledger
accounts of each department independently. However, there are some expenses that
are difficult to identify with departments like administrative salaries and allied
perks which can be prorated over departments on some predetermined
apportionment criteria based upon the management's judicious skill and sound
judgment.

44 APPORTIONMENT OF DEPARTMENT EXPENSES.

The operating expenses can be classified into two categories, those expenses which
are directly related and incurred for the specific department and secondly, those
expenses which are commonly related to all departments of the organization.
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The first category of expenses can conveniently be charged to the concerned
department However, for the second category of expenses, sometimes difficulties
are faced for accurate apportionment. Although this allocation may not be true and
fair always, some efforts are exercised to compute and prorate such common
expenses to respective departments as truly as possible keeping in view the
utilization of services of such costs and gaining benefits. This allocation of
department expenses should, however, be cost effective.

The presumptive bases usually applied on the allocation of common indirect expenses

over various departments incurred by the organization are discussed as under:-

A) Advertising Expenses
The advertising is common for all departments to exploit the potential of
marketing. Therefore, advertising expenses should be allocated over
departments on the basis of the sales revenues of each department.

B) Depreciation Expenses
The Depreciation expenses should be charged and apportioned on the basis of
cost of equipment installed in each department. Similarly, the depreciation on
own building should be allocated over departments on the basis of area
occupied by each department. Those other assets which are commonly used
by all departments should be allocated the depreciation, premised upon
utilization criteria.

C) Administrative Salaries
These expenses should be allocated to departments based on the time spent
on each department or the number of sale transactions of each department.

D) Heating and Lighting Expenses
Such expenses are allocated over various departments on the basis of floor
space occupied by each department or according to the quantum of lights
installed and their voltage power.

E) Rent Expenses
These expenses are prorated over the departments on the basis of floor area
occupied by each department.

F) Property Tax
Such expenses are also prorated over the departments on the basis of floor
area occupied by each department.

G) Bad Debt Expenses
These expenses are prorated on the basis of bad debt expenses written off
pertaining to the concerned department.

H) Miscellaneous Selling and Administrative Expenses
Such expenses are allocated to each department on the premises of sales
revenues of the concerned department.
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I) Insurance expenses on Stock
These expenses are allocated on the basis of the stock value insured for each
department.

J) Insurance expenses of Building
These expenses are allocated on the basis of the area occupied by each
department.

K) Insurance expenses on Plant & Equipment
Such expenses are allocated on the basis of the value of the insured plant and
equipment of each department.

L) Staff Welfare Expenses
These expenses are allocated on the basis of the number of employees in each
department.

45 CALCULATION OF DEPARTMENTAL COSTS

When all direct and indirect expenses have been allocated over different
departments as per the procedure and basis as detailed in paras 4.3 and 4.4, now the
record of each department exhibits the sum of total expenses related to its functions.
The expenses accumulated by the relevant departments along with the cost of goods
sold, portray the total costs of each department. It is now possible to compare such
total departmental costs with sales revenues to compute the periodic performance
of each department through the preparation of profit and loss accounts for each
department of the organization.

4.6 INTER-DEPARTMENTAL TRANSACTIONS

Similarly the intra branch transactions as explained in unit 3 of this book, there may
be some transactions that are conducted by one department with the other
department of the same organization. The accounting treatment of inter-
departmental transactions would be similar as annotated for inter branch
transactions. When some merchandise inventory is shifted from one department to
the other department, the cost of such merchandise inventory with its allied
overhead cost, would be debited to the concerned department and credited to the
such merchandise inventory account when separate accounting procedures are
applicable. Alternatively, the Home Office account would be debited if such
transactions are routed through the Home Office account.

4.7 DEPARTMENTAL PROFIT AND LOSS ACCOUNT

On the basis of information provided from the accounting record of each department
relating to the sale revenues and cost of goods sold with operating expenses of a
trading concern, and the fee earned with the costs of professional services of each
department of service type of business, as a summarization process, the departmental
profit and loss account can be prepared to ascertain performance status of each
department. However, in this context, a traditional criticism is put forth that the
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allocation of revenues and expenses of departments are allocated on an arbitrary
basis, and as such it loses its usefulness. Further, the departments are inter linked and
dependent on one another so profit of one department is closely related to another.
Both these criticisms are defended on the grounds that such variations are very
meager and do not grossly shatter the performance results of each department.

Further, the linkage of one department with the other is a relationship in the business
environment that cannot be avoided or over ruled. Hence the profit and loss accounts
of each department can be considered trust worthy for the organization.

4.8 DEPARTMENT MARGIN APPROACH FOR INCOME REPORTING

The Departmental margin approach of income reporting indicates that only direct
expenses of the department be considered which are incurred and controlled by the
manager of the respective department to evaluate its performance. Thus such direct
expenses are adjusted against the departmental revenues, to determine its operating
income. The indirect expenses that are incurred and controlled by the management
of the organization, which need to be allocated over concerned departments on an
arbitrary basis, should be excluded as these are not controlled by the departmental
managers. This approach renders the following advantages for the computation of
department margin:-

a) Departmental profit tends to and be maximized through responsibility
accounting when the departmental manager is absolutely accountable for the
expenses of his department which are committed by him.

b)  The profitability and efficiency of a particular department can conveniently
be evaluated which is considered true and reliable.

c) Providing aid and support to the management of the organization for
consideration on formulating policy regarding expansion or discontinuation
of a particular department from operation for future.

4.9 DISCONTINUATION OF A DEPARTMENT

The discontinuation of a particular department in the organization is a difficult and

thought-provoking decision for the management. It should not be discontinued

purely on the basis of current loss or negligible income. Thus the management is
broadly to consider other aspects as well before taking any decision. The following
points may facilitate the management of any decision: -

a) How far the indirect fixed expenses could be reduced? Would it be possible
to utilize advantageously the space vacated by a department or the space
vacated can be given up?

b)  Sometimes the departments are inter linked with the organization. What will
be the effect of the discontinuation of one department over the sales and
operation of the other departments?

c)  What would be the deployment of redundant staff of discontinued departments?
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Demonstration Problem 4-01

Hassan is the proprietor of a mart dealing in books, newspapers, periodicals,
children's games and toys. He wishes the segregation of his business operations into
the following two departments for evaluation of performance:-

A) Department ‘A’ for books, newspapers and periodicals.

B) Department ‘B’ for games and toys etc.

The following balances of accounts were extracted from the selected ledgers
relating to the nominal accounts for the year ended on 30 June, 2025.

Particulars Dr. Rs. Cr.Rs.
Sales:
Department A 1,800,000
Department B 1,200,000
Opening Stock Department A 50,000
Department B 30,000
Purchases Department A 1,200,000
Department B 1,000,000
Salaries Department A 120,000
Department B 96,000
Newspaper delivery expenses 24,000
General Office Salaries 80,000
Property Tax expense 10,000
Fire Insurance of Building 6,000
Heating and lighting expenses 18,000
Repair and maintenance of building 5,000
Telephone expenses 8,600
Cleaning expenses 12,500
Other general expenses 12,800
Closing Stock Department A 150,000
Department B 100,000
The floor area occupied for each department was as under:
Department  -A 40%
Department -B 60%
Required:

A) Prepare department-wise and combined trading and profit & Loss Account
for the year ended 30 June, 2025 of the mart.
B) Evaluate the performance of the mart and department- wise as well.
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SOLUTION
Hassan Mart

A) Trading and profit & Loss Account for the year ended 30 June 2025
Particular Department A | Department B Combined
Sales Rs. 1,800,000 | Rs. 1,200,000 | Rs. 3,000,000
Less Cost of Goods Sold:

Opening inventory 50,000 30,000 80,000
Add Purchases 1,200,000 1,000,000 2,200,000
Total available 1,250,000 1,030,000 2,280,000
Less closing inventory 150,000 100,000 250,000
Cost of goods sold 1,100,000 930,000 20,30,000
Gross Profit Rs. 700,000 270,000 970,000
Less Operating Expenses:

Salaries 120,000 96,000 216,000
Newspaper delivery expenses 24000 | e 24,000
General Office Salaries 48,000 32,000 80,000
Property Tax expense 4,000 6,000 10,000
Fire insurance of Building 2,400 3,600 6,000
Heating and Lighting expenses 7,200 10,800 18,000
Repair and Maintenance of 2,000 3,000 5,000
building

Telephone expenses 3,440 5,160 8,600
Cleaning expenses 5,000 7,500 12,500
Other general expenses 7,680 5,120 12,800
Total Operating expenses 223,720 169,180 392,900
Net profit Rs. 476,280 100,820 577,100

The allocation of operating expenses over two departments is carried out in the

following manner:

i) Salaries:

Given amounts department wise

i) Newspaper delivery expenses:

Given for department A only

iii) | General Office Salaries: On the basis of sales 3: 2 ratio

iv) | Property Tax: Floor area occupied 40:60
V) Fire insurance of building: Floor area occupied 40:60
vi) | Heating and lighting: Floor area occupied 40:60
vii Repair and maintenance of building: Floor area occupied 40:60
viii) | Telephone expenses: Floor area occupied 40:60
iX) | Cleaning expenses: Floor area occupied 40:60
X) Other general expenses on the basis of sales 3:2

B) Performance evaluation

The performance of the mart exhibits a net income of Rs. 577,100 for the period
which is 19.24% of the total sales revenues. The net income of Department ‘A’ is
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26.46% of its total sales revenues. However, the net income of Department ‘B’ is
8.40% which is quite less than the of Department *A’. Hence, the proprietor of the
Mart should focus on the sales revenues and operating expenses of Department ‘B’
which portrays lower profitability for its improvement in the future to enhance its
efficiency.

410 SUMMARY

Monitoring of performance of a business organization is a vital function of the
management to greatly focus on those aspects that require greater attention.
Normally a business entity segregates its functions into separate sections named as
departments to evaluate segmental performance analysis. This is necessitated
because of various sales mixes of the products being dealt with.

The allocation of direct expenses of a department is a convenient process but the
allocation of common indirect expenses is an arbitrary decision of the management
based upon the professional skill and judicious judgment for utilization of such
resources by the individual departments of the business entity. The departmental
profit and loss account, taking into account all periodic expenses and sales
revenues, is prepared to ascertain the net results of each department. The evaluation
and analysis of the results of each department facilitates the management to expand
business activities of profitable departments and decide to dispense with those
departments that are sustaining losses so as to maximize profitability and ultimate
growth of the organization.

411 THEORETICAL QUESTIONS

1.  What do you understand by the term departmental accounts?

2.  Describe the objectives of departmental accounts.

3. How do the departmental accounts support and facilitate the planning and

decisions of the management?

What are the direct and indirect expenses of the departments of organizations?

Explain how the direct and indirect expenses of the organization are allocated

over different departments.

6. Describe at least three examples of the direct and indirect expenses with the
cogent basis for proration over departments.

7.  What is meant by the inter-departmental transfer of resources and its
objectives?

8.  How accounting treatment is carried out for inter department transfers?

9.  How the profit or loss by the department is determined?

10 What aspects are necessarily considered by the management for making a
decision for discontinuation of a department?

ok~
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11. Explain the procedure adopted for the preparation of a Trading and Profit &
Loss Account of the departments and for the combined entity.

12 What aspects are considered for analysis and evaluation of the performance
of the entity as a whole and department- wise?

4.12 PRACTICAL PROBLEMS
P4.01 Royal Departmental Store has two departments. The department ‘A’ deals

in grocery items while department ‘B’ deals in house hold utensils. The following
data was extracted from the accounting records of the Store for the year ended 30

June, 2024.

Particulars Department A | Department B
Opening Stock Rs. 75,000 Rs. 65,000
Purchases 680,000 320,000
Purchase returns 30,000 20,000
Closing Stock 130,000 100,000
Sales 1,050,000 625,000
Sales returns 10,000 5,000
Salaries 120,000 60,000
Miscellaneous Expenses 12,000 8,000

Assets subject to depreciation at 10% per annum: -

Office Equipment Rs. 450,000

Electrical Equipment Rs. 800,000

Furniture & Fixture Rs. 300,000

The Store is being operated with an annual rental of Rs. 240,000 which is to be
allocated on the basis of occupied area by each department at 60% and 40%
respectively.

The assets are being used by both departments equally.

Required:

Prepare Trading, Profit and Loss accounts of both the departments of the store for
the year ended 30 June, 2024.

P.4-02 The Health Pharmacy is dealing in three types of medicines, cosmetics and

baby clothing which have been segregated into respective departments. The
following balances of trading merchandise were taken from the accounting record

92



for the month of May, 2024:-

Medicines Cosmetics | Baby Clothing
Sales Rs. 600,000 400,000 300,000
Opening Stock 150,000 100,000 50,000
Purchases 300,000 150,000 150,000
Closing Stock 50,000 30,000 20,000

The other available information of the business was as under for the month: -

Staff Salaries 44,000
Utility expenses 20,000
Rent of shop 60,000
Administrative Salaries 70,000
Advertising expenses 50,000

All the above expenses are to be prorated over the three departments equally with
the exception of Advertising expenses which are exclusively related to the
cosmetics trading activities.

Required:

A) Draw the trading and profit & loss account of the pharmacy for each
department and as a whole for the month of May, 2024.

B) Analyze the performance of each department during the Month.

P.4-03 The accounting record of Fair Deal Trading Company which operates two
departments under the roof of a building, shows the under- noted balances for the
year ended on 31 December 2024:-

Department A | Department B
Sales Rs. 1,800,000 Rs. 600,000
Opening Stock 300,000 200,000
Purchases 800,000 500,000
Closing Stock 250,000 100,000
Wages 240,000 120,000

Additional information:

i)  Administrative salaries amount to Rs. 360,000 which are to be probated over
both departments on the basis of sales.

ii)  Depreciation expenses of building and machinery were recorded at Rs. 150,000
which is to be allocated on the basis of a 3:2 ratio on departments A and B
respectively.
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i)  Advertising expenses amounting to Rs. 60,000 are to be allocated equally to
both departments.

iv) Utility expenses amounting to Rs. 180,000 are to be prorated over both the
departments in the ratio of 2:1 respectively

Required:

A) Prepare Trading and Profit & Loss accounts for each department and combine
them for the company for the year ended 31 December 2024.

B) Evaluate the performance of each department of the company.

P.4-04 The Smart Apparel Company deals in three types of merchandise which
are classified as Bridal wear, Casual wear and Cosmetics. These products are
handled by three departments independently under general supervision of an
administrator. The operating results of the company for the year ended on 30 June,
2024 were found as under:-

Bridal Wear | Casual Wear Cosmetics
Opening Stock Rs. 500,000 300,000 250,000
Purchases 1,000,000 600,000 400,000
Closing Stock 400,000 200,000 100,000
Sales 2,000,000 1,200,000 800,000
Salesmen Wages 240,000 180,000 120,000

Electricity Expenses amounted to Rs. 240,000 for the year which is prorated over
all the three departments on the basis of 3:2:1 respectively.

Administrative Salaries amount to Rs. 480,000 for the year which are allocated over
departments on the basis of sale revenues.

Rent of the shop amounted to Rs. 360,000 which is distributed over three
departments on the basis of space occupied at 3:1:1 ratio respectively.

Required:

A) Prepare the Trading, Profit and Loss Account of the company and also
department- wise for the year ended 30 June, 2024.

B) Comment on the performance of each department of the Company.

P.4-05 Hassan Auto Workshop is engaged in the repair of various vehicles. The

workshop has set up three separate departments namely Auto Spares, Auto repair
workshop and Wheels Alignment Unit under one roof of the premises. The auto
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spare parts sold by the shop to customers are all used in the auto workshop. The
results of activities performed during the year ended 30 June, 2025 were as under:-

Particulars Auto Auto Wheels
Spares Workshop Alignment
Sale of auto parts Rs. 950,000 — —
Service fee — 770,000 625,000
Cost of spare parts sold 435,000 — —
Wages of workshop technicians — 320,000 260,000
Other common expenses incurred during the year were as under:-
a) | Rent of the hired building Rs. 360,000
b) | Depreciation of Technical equipment 45,000
¢) | Electricity expenses 120,000
d) | Salaries of floor managers 240,000
e) | Salaries of workshop manager 180,000
f) | Other miscellaneous expenses 60,000
—  The building is occupied 1/5 by the shop of Auto Spares, 3/5 by auto
workshop and 1/5 by wheels alignment departments.
—  Depreciation of technical Equipment is prorated over at 2/3 on Auto
workshop while 1/3 on wheels alignment.
—  Electricity expenses are shared equally by three departments.
—  Salaries of floor managers are prorated over the three departments in the ratio
of 1:2:2 respectively.
—  Salaries of workshop managers are prorated at 2:1 ratio.
—  The miscellaneous expenses are shared equally by the three departments.
Required:
A) Prepare department-wise and consolidated Trading and Profit & Loss
accounts of the workshop.
B) Comment on the performance of each department and what factors should be

considered by the management for discontinuation of any department which
is not yielding profit to the organization.

P.4-06 Smart Shoe Company deals in the three types of shoes named : Bata, Servis,
and unbranded products. These shoes are sold through three separate counters of
the Mart. Salespersons of each brand function independently while one manager
supervises all activities. The following transactions were conducted during the
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month of May, 2024 by the company:-

Bata Shoes Servise Shoes Unbranded Shoes
Opening Stock Rs. 250,000 280,000 430,000
Purchases 850,000 720,000 540,000
Sales 1,230,000 1,050,000 870,000
Closing Stock 130,000 150,000 310,000
Other expenses for the month were as under:-
a) | Rent of the shop Rs. 60,000
b) | Salaries of sales staff 75,000
¢) | Salary of manager 60,000
d) | Advertising expenses 63,000
e) | Depreciation of furniture and fixture 5,000
f) | Utility expenses 36,000
g) | Sundry expenses 16,000

h)  The unbranded shoes costing Rs. 80,000 were transferred to the Bata Shoes
sales counter at 25% markup margin which were all sold there.

The allocation of expenses on the three sales counters was carried out on the
following premises:-

i) Rent of the shop Equally

i) Salaries of sales staff Equally

iii) | Salary of manager 1:1:2 Ratio

iv) | Advertising Sale of each counter
V) Depreciation of furniture and fixture Equally

vi) | Utility expenses Equally

vii) | Sundry expenses 2:1:1

96



Required:

A) Prepare trading and profit & loss account of each department (counter) for the
month of May, 2024 of the company.

B) Comment on the performance of each sales counter of the shop for
information of the management.

P.4-7 Decent Trading Company is engaged in the sale of cloth and garments
through its two counters independently. The transactions of the company during
June, 2025 were conducted as under:-

Cloth Garments
Department Dept
Sales Rs. 870,000 | Rs. 530,000
Opening Inventory 220,000 120,000
Closing Inventory 118,000 100,000
Purchases 450,000 350,000
Manufacturing Salary of staff — 40,000
Sales Staff Salaries 15,000 12,000

Following Common expenses for the month of June, 2025 were incurred:-

a) Rent of the shop Rs. 50,000
b) Utility expenses Rs. 30,000
C) Salary of shop manager Rs. 70,000

The company purchases readymade garments from vendors and also manufactures
the garments in-house. The cloth purchased from the cloth department by the
Garments department amounted to Rs. 50,000 which was 25% above the cost. The
total cloth purchased by the Garments Department was used during the month of
June, 2025.

The rent and utility expenses are to be apportioned among both departments

equally. The salary of the shop manager is to be shared by both departments on the
basis of sales revenues.

97



Required:

A) Prepare Trading and Profit & Loss Account for the month of June, 2025 for
each department and combined as well.

B) Draftareport for the proprietor of the company about the results of operations
for the month of June, 2025 and recommendations for future.

P.4-08 The following account balances were extracted from the trial balance of
Reliable Discount Store for the month of May, 2025 which is operating two
departments:-

A B
Sales Rs. 608,000 512,000
Purchases 354,000 320,000
Opening Stock 170,000 145,000
Closing Stock 164,700 125,000
Salaries of Staff 82,000 27,000

Following common expenses with allocation criteria to each department were also

noted:

a) Rentof Rs. 48,000 in the ratio of 5:3.

b)  Lighting and Heating Rs. 21,0000 in equal proportion.

c)  Sundry expenses of Rs. 11,200 on the basis of sales.

d) The purchases of department ‘A’ also include an amount of Rs. 50,000 for
inventory purchased from department ‘B’ which was 25% above cost.

Required:

1)  Prepare Trading and Profit and Loss Accounts for each Department and for
the Store as a whole for the month of May, 2025.

2) Draft a report for the proprietor of the Store regarding operating results for
future planning.
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Unit-5

INSTALLMENT SALES

Written by: Muhammad Ashraf Bhutta-FCMA
Reviewed by: Dr. Muhammad Munir Ahmad
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INTRODUCTION

The business organizations and other middle-class people who are facing financial
constraints cannot acquire fixed Assets and domestic appliances on a full cash
payment basis. Therefore, such customers resort to purchasing costly goods on an
installment basis and hire purchase system whereby the payments are scattered over
some period of time. This unit entails deliberations on the accounting treatment of
installment Sales and hire purchase system for sellers and purchases.

OBJECTIVES

The study of this unit will enable the students to learn about the following matters:-

1.

Instalment sales system, its meaning and application in the society with its
benefits.

Accounting treatment of installment sales and recovery of installments over a
period in the books of sellers and purchasers:

Significance of hire purchase system.
Distinction between installment sales and hire purchase system.

Determination of down payment, installments, interest and depreciation on
assets.

Accounting treatment of hire purchase transactions in the books of sellers and
purchasers

Accounting treatment for default in payment by the purchaser and repossession
of goods by the seller.

Gain or loss on repossession of goods due to defaults.
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5.1 INSTALMENT SALES

The instalment sales is another strategy of exploiting the sale potential of products
for expanding selling activities by an organization. Under installment sales pattern,
the buyer is not required to pay the full price of the product rather paying only a
small amount and spreading over the balance major amount over several
installments during a period. For instance, an auto dealer sells a motorcycle at a
price of Rs. 150,000 to a buyer on instaliment basis with the following terms of

payment:-

a)  Down payment at Sale Rs. 30,000
b) 12 monthly installments each of Rs. 12,000 Rs. 144,000
c) Total amount Rs. 174,000

The difference of Rs. 24,000 (Rs. 174,000-Rs. 150,000) is treated as interest on the
installment sales price for the period of one year due to delay in payment.

During the current age of modern technology, the necessity of some home
appliances has become inevitable. The consumers who do not possess sufficient
funds for the purchase of such appliances in lump sums prefer to buy products on
deferred payment plans on a monthly or quarterly basis as agreed upon between
seller and purchaser. Thus it helps both ends i.e. the seller increases its sales and
collects the dues later in installments, while the buyer is also facilitated to meet its
requirements of life rapidly and pays for it over some later period of time, out of its
resources to be generated over the time. Although the buyer is to pay some extra
money in the shape of interest due to a belated payment the extra money payment
is considered a negligible burden in view of satisfaction of his requirements. Thus
the installment sales business is flourishing in the business environment in Pakistan
and even the world over.

At the time of installment sale of products, an agreement is signed between the
seller and the purchaser, spelling out different terms and conditions. The products
are delivered to the purchaser and upon possession, he can use such goods. The
proprietary rights of the products are also transferred by the seller to the buyer at
delivery like as a credit sale.

The installment sales business is spreading in the market through various agencies
like the sale of refrigerators, air conditioners washing machines, LED Sets, Motor
Vehicles and even the constructed houses. The regular monitoring on recovery of
due installments is, however, vigorously conducted by the seller to avoid chances
of any default by the buyer on the goods sold on installment basis.
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5.1.1 Accounting Procedure for the Buyer

When the assets or other capital goods have been purchased by a buyer on
installment sales basis, a selling price which is usually greater than a cash price, is
agreed upon by both parties along with a payment plan. In this context, the buyer
would record all the relevant transactions into accounts in the following manner: -
a) | Acquisition of Asset

Dr. Asset Account xxx (Cash Price)
Dr. Interest Suspense A/c xxx (Total
interest)
Cr. Vendor Alc. xxx (Total
installments price)

b) | Down Payment:
Dr. Vendor Alc XXX
Cr. Bank A/c XXX
C) Interest of the relevant period
Dr. Interest Expense A/c XXX
Cr. Interest Suspense A/c XXX
d) | Payment of each installment
Dr. vendor A/c XXX
Cr. Bank Alc XXX
e) Charging depreciation on the asset
Dr. Depreciation Expense A/c XXX
Cr. Accumulated depreciation A/c XXX
f) Closing of interest expense and depreciation

Dr. Profit & Loss A/c XXX
Cr. Interest Expense A/c XXX
Cr. Depreciation Expense A/c XXX

Over the period, when entire installments are paid, the Vendor A/c and Interest
Suspense A/c would stand squared up in the books of the buyer.

However, the cash price of the asset would be presented in the Balance Sheet of the
buyer at a gradually reduced cost after charging annual depreciation on it.

Demonstration Problem 5-01

Suppose a Motor Vehicle was purchased by Zeeshan Distribution Company from
Suzuki Motor Company on installment payment system on 01 July 2024. The Down
payment of Rs. 300,000 with annual three installments of Rs. 300,000 each was
agreed. The cash price of the Motor Vehicle was to the tune of Rs. 1,046,000. The
explicit rate of interest included in the installments sale price was 10% per annum.
The Motor Vehicle was subject to 20% annual depreciation at the straight line
method.
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Required:

Record necessary accounting entries in the books of buyers for the transactions of
installment sales.

SOLUTION
Books of Zeeshan Distribution Company (Buyer)
First Year General Journal Dr. Cr.
01.07.2024 Motor Vehicle Alc Rs.1,046,000
Interest Suspense A/c 154,000

AJP (Suzuki Motor Company) 1,200,000
01.07.2024 AJP (Suzuki Motor company) 300,000

Bank Alc 300,000
30.06.2025 AJP (Suzuki Motor company) 300,000

Bank A/c 300,000
30.06.2025 Interest Expense A/c 74,600

Interest Suspense A/c 74,600
30.06.2025 Depreciation Expense A/c 209,200

Accumulated Depreciation A/c 209,200
30.06.2025 Profit & Loss A/c 283,800

Interest Expense A/c 74,600

Depreciation Expense Alc 209,200
Second Year
30.06.2026 AJP (Suzuki Motor Company) 300,000

Bank A/c 300,000
30.06.2026 Interest Expense A/c 52,060

Interest Suspense A/c 52,060
30.06.2026 Depreciation Expense A/c 209,200

Accumulated Depreciation A/c 209,200
30.06.2026 Profit & Loss A/c 261,260

Interest Expense A/c 52,060

Depreciation Expense A/c 209,200
Third Year
30.06.2027 AJP (Suzuki Motor company) 300,000

Bank A/c 300,000
30.06.2027 Interest Expense A/c 27,340

Interest Suspense A/c 27,340
30.06.2027 Depreciation Expense A/c 209,200

Accumulated Depreciation A/c 209,200
30.06.2027 Profit & Loss A/c 236,540

Interest Expense Alc 27,340

Depreciation Expense Alc 209,200
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Working Notes

1. Total interest: Installments price Rs 300,000X4=  Rs. 1,200,000
Less Cash Price Rs. 1,046,000
Interest for 3 years. Rs. 154,000

2. An Amortization Schedule for segregation of payment of installments into
principal and interest amount for each year is computed as under:-

Balance at Annual Composition of Balance at
Date beginning of Instalment Instalment Principal end of
period Interest at 10% Period
01.07.2024 | 1,046,000 300,000 — 300,000 746,000
30.06.2025 746,000 300,000 74,600 225,400 520,060
30.06.2026 520,060 300,000 52,060 247,940 272,660
30.06.2027 272,660 300,000 27,340 272,660 —

3. There is a minor fractional difference of Rs. 74 in the working of interest for
the third year (Rs. 27,340-Rs. 27,266 = Rs. 74) which is added to arrive at the
balancing figure of total interest for the entire three years period.

5.2 INSTALLMENT SALES ACCOUNTS FOR THE SELLER

The seller also maintains a similar record for installment sales transactions like the
record of the buyer, so as to ensure comprehensive information of all events. Such
information and reporting are of paramount importance for the seller because on the
basis of such reporting, he can exercise full control and command over the recovery
staff for the collection of all dues from the credit customers. Separate record for each
credit customer on installment sales is maintained where it is possible to determine
the due date of recovery of each installment from each credit customer.

5.2.1 Accounting Procedure at Seller’s End

On the basis of agreed terms and conditions of installment sale of assets or
properties between the seller and purchaser, the procedure adopted for recording
installment sales transactions is similar to that of the buyer but with corresponding
reversal accounting effect, with the exception that no depreciation entry is possible
as the asset now belongs to the buyer. Since the seller is to deal with several
customers for installment sales, therefore, a separate installment sales ledger is
maintained in the seller’s books. Usually following accounting entries are recorded
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in the books of the seller for installment sales:

a) | Sale and delivery of asset (merchandise)
. xxx (Cash prize
Dr. Accounts receivable (buyer name) Alc + Total interest)
Cr. Sales Alc XXX (Cash price)
Cr. Interest suspense Alc xxx (Total interest)
b) | Receipt of down payment
Dr. Bank Alc XXX
Cr.  Accounts receivable (buyer name) A/c XXX
c) | Interest of relevant period
Dr  Interest suspense A/c XXX
Cr. Interest income A/c XXX
d) | Receipt of each installment
Dr. Bank Alc XXX
Cr.  Accounts receivable (buyer name) A/c XXX
e) | Closing interest income
Dr. Interest Alc XXX
Cr. Profit & Loss Alc XXX
f) | Closing Sales Alc
Dr. Sales Alc XXX
Cr. Trading Alc XXX

Upon porting the above journal entries in the relevant ledger accounts, the status of
each credit customer would be quite clear and updated.

Demonstration Problems 5-02

Adopting the same data as for Demonstration Problem 5-01, the necessary
accounting entries into the books of the seller for the installment sale transactions
would be recorded as under: -

SOLUTION
Books of Suzuki Motor Company (Seller)
General Journal

First Year
01.07.2024 | A/R (Zeeshan Distribution Co) 1,200,000

Sales Alc 1,046,000

Interest Suspense A/c 154,000
01.07.2024 | Bank A/c 300,000

A/R ( Zeeshan Distribution Co) 300,000
30.06.2025 | Bank A/c 300,000

AJR (Zeeshan Distribution Co) 300,000
30.06.2025 | Interest Suspense Alc 74,600

Interest Income Alc 74,600
30.06.2025 | Sales A/c 1,046,000

Trading A/c 1,046,000
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30.06.2025 | Interest Income Alc 74,600

Profit & Loss A/c 74,600
Second Year
30.06.2026 | Bank A/c 300,000

AJR ( Zeeshan Distribution Co) 300,000
30.06.2026 | Interest Suspense A/c 52,060

Interest Income A/c 52,060
30.06.2026 | Interest Income Alc 52,060

Profit & Loss A/c 52,060
Third Year
30.06.2027 | Bank A/c 300,000

A/R (Zeeshan Distribution Co) 300,000
30.06.2027 | Interest Suspense A/c 27,340

Interest Income Alc 27,340
30.06.2027 | Interest Income Alc 27,340

Profit & Loss Alc 27,340

It may be noted that the computation of the annual amount of interest is the same
as computed in the buyer’s books through an amortization schedule as prepared
there.

Further, the classification of items on installment sales are treated as merchandise
sales in the seller’s books while in the buyer’s books, the item is classified
according to its nature and use.

5.2.2 Position in Final Accounts

A) Purchaser

The accounting treatment of an asset acquired on installment sale basis would be
recorded at its cash price while the difference between installment sale price and
cash price of the item would be recorded as an interest suspense account. The cash
price of the asset would be depreciated over a period of time and presented in the
balance sheet of each year with its cash price (real cost) less accumulated
depreciation for the preceding years.

The total interest on instaliment sales would be capitalized in the interest suspense
account which would be amortized periodically and charged to the interest expense
account on the basis of calculations carried out in the amortization schedule for
each installment sales transaction. The unamortized amount of interest relating to
future periods would be presented in the assets section of the Balance Sheet as
deferred interest expense.
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B) Seller

Apart from the regular sales on a cash or credit basis for recovery at a time, the
sellers also deal in the installment sales business. Therefore, the seller would be
required to maintain two ledgers to monitor both activities properly and ascertain
the volume of business from both sources:-

i)  Regular Sales ledger

i) Installment sales ledger

The balances of both the above ledger accounts would be closed to the trading
account for the year. Similarly, the total interest, attributed on instaliment sales,
would be capitalized at the very outset, would be amortized and treated as interest
income over the relevant period. The unadjusted balance of interest suspense
relating to the future period would be presented in the liability section of the balance
sheet as deferred interest income.

5.3 HIRE PURCHASE ACCOUNTS

The hire purchase focuses on the transfer of possession of some assets to the buyer,
use it or return it after some period and in lieu thereof pay agreed hire charges over
a period of time as initially agreed between the seller and buyer. However, upon
payment of all dues periodically the rights of ownership are also transferred to the
hire purchaser.

5.3.1 Hire Purchase Procedure

The hire purchase is another system of sale of products like assets and other tangible
goods of relatively substantial value. The hire purchase system provides a facility
for the buyer to take possession of the asset, use it for some period and if it does
not meet full requirements, can return it to the owner. However, during the period
of trial use of the asset, he is required to pay the hire charges to the ovendor and
can also charge depreciation on the hired asset. The charging of depreciation on the
hired asset is pleaded on the grounds that the buyer, although ownership rights of
the asset, have not yet been transferred, yet he intends to keep the asset for its major
life and also will pay its total hire charges over the period. During the period of the
hire purchase agreement, the purchaser is duty bound to take full care of the asset
and avoid any eventual damages.

5.3.2 Difference between Hire Purchaser and Installment Sale

Although the hire purchase and installment sale seem to be identical to each other,
yet there are some basic differences which are elucidated as under:-
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Hire Purchase

Installment Sale

A) Ownership
rights

B) Repossession of
Goods.

C) Rights of
Buyer.

D) Return of
Goods.

E) Forfeiture of
amount
received.

F) Amount of
Interest.

Ownership rights are transferred
after payment of all dues of
principal amount and interest

In case of default in payment of
dues, repossession of goods is
possible.

Hire Purchaser cannot sell,
transfer, destroy, pledge or hire out
the property to other parties.

The hire purchaser can return
goods to the hire seller during the
period of the hire purchase plan
without further payments except
the hire charges already due are to
be paid.

In case of default, the hire charges
already paid can be forfeited and
repossessed the goods.

Only current period interest is
accounted for and charged to the
Expense Account

Ownership rights are
transferred at the time of
signing of an agreement
for instilment sales.

In case of default in
payment repossession of
goods is not possible but
the purchaser can be sued
for recovery of dues.

The buyer can sell,
transfer, destroy, pledge
or hire out the property to
other parties.

The buyer cannot return
goods to the vendor. The
installments due are all to
be paid to the vendor for
the entire plan period

In case of default, the total
amount of installments
cannot be forfeited but
rather endeavored for
recovery of dues.

Total interest for
installments period is
capitalized and annually
amortized.

5.3.3 Hire Purchase Accounting Procedure
The hire purchase system is also like a credit purchase with interest on the cash
price. The asset is recorded at its full cash price and the supplier account is credited.
When periodic interest is charged it is credited to the hire vendor account. Upon
payment of all periodic dues of hire charges, the total liability is squared up. The
relevant accounting entries in the case of the hire purchase system are elucidated
here both in the accounting books of the buyer and seller.

109




BUYER’S BOOKS

A) | Asset acquired on hire purchase
Dr. Asset Alc xxx (full cash price)
Cr.  A/P (Hire vendor) Alc XXX
B) | Down Payment on signing the agreement
Dr. A/P (Hire Vendor) Alc xxx (only down payment)
Cr. Bank Alc XXX
C) | Interest due at installment
Dr. Interest Expense A/c xxX (Current period interest on
the outstanding cash price)
Cr.  A/P (Hire Vendor) Alc XXX
D) | Payment of installment to Vendor
Dr. AP (Hire Vendor) Alc XXX (Amount of Installment due
including Interest)
Cr. Bank Alc XXX
E) | Charging of Depreciation
Dr. Depreciation Expense A/c XXX (Periodic deprecation on cash
price of the asset)
Cr.  Accumulated depreciation Alc XXX
F) | Closing of Interest Expense
Dr. Profit & Loss Alc xxx (Interest relating to the year)
Cr. Interest Expense A/c XXX
G) | Closing of depreciation expense
Dr. Profit & Loss Alc xxx (Depreciation changed for the
year)
Cr.  Depreciation Expense A/c XXX
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SELLER’SBOOKS (HIRE VENDOR)

A) | Goods sold on Hire Purchase
Dr. A/R (Hire Purchaser) xxx (Full
Cash price)
Cr.  Hire Purchase Sale A/c XXX
B) | Receipt of Down Payment
Dr. Bank A/c XXX
(Down
Payment)
Cr.  A/R (Hire Purchaser) XXX
C) | Interest due at installment
Dr. A/R (Hire Purchaser) XXX (Current period interest on
the outstanding cash price)
Cr. Interest Income A/c XXX
D) | Receipt of installment due
Dr. Bank A/c (Amount of installment
XXX ;
plus interest)
Cr. A/R (Hire purchaser) XXX
E) | Closing interest income
Dr. Interest income (Interest relating to the
XXX
year)
Cr. Profit and Loss A/c XXX
F) | Closing Hire Purchase Sale A/c
Dr. Hire Purchase Sale Alc XXX (Full cash price)
Cr. Trading Alc XXX

The practical demonstration of recording the accounting entries for the Hire
Purchase system both in the books of buyer and seller is elucidated through the
succeeding demonstration problem.

Demonstration Problems 5-03

The Indus Automobile Company sold an auto vehicle to Variety Save Mart on hire
purchase system on 01 January 2024. The cash price of the vehicle was amounting
to Rs. 3,725,000. It was agreed between both parties that the down payment of Rs.
1,000,000 will be made by the hirer purchaser on 01 January, 2024 and a further
three annual instalments of Rs. 1,000,000 each at year-end. The Indus Automobile
Company charged interest at 5% per annum. The depreciation of 20% per annum
was charged on the asset by the purchaser on the reducing balance method.

Required:

A) Record the above transactions of Hire purchase in the books of both the Indus
Automobile Company and the Variety Save Mart for three years.

B) Prepare an amortization schedule for the computation of interest for each year.
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SOLUTION

A) Books of Purchaser

Variety Save Mart
General Journal

First Year
01.01.2024 Asset-Motor Vehicle Alc Rs. 3,725,000
AJP (Indus Automobile Co) 3,725,000
01.01.2024 AJP (Indus Automobile Co) 1,000,000
Bank Alc 1,000,000
31.12.2024 Interest expense A/c 136,250
AJP (Indus Automobile Co) 136,250
31.12.2024 AJP (Indus Automobile Co) 1,000,000
Bank Alc 1000,000
31.12.2024 Depreciation Expense Alc 745,000
Accumulated Depreciation A/c 745,000
(Rs. 3,725,000x20%= Rs. 745,000)
31.12.2024 Profit &Loss Alc 136,250
Interest expenses A/c 136,250
31.12.2024 Profit &L oss Alc 745,000
Deprecation expense A/c 745,000
Second Year
31.12.2025 Interest Expense A/c 93,063
AJP (Indus Automobile Co) 93,063
31.12.2025 Depreciation Expense A/c 596,000
Accumulated Depreciation 596,000
Rs. 3,725,000-745,000= Rs. 2,980,000X20%=Rs. 596,000
31.12.2025 A/P (Indus Automobile Co) 1,000,000
Bank Alc 1,000,000
31.12.2025 Profit & Loss Alc 93,063
Interest Expenses A/c 93,063
31.12.2025 Profit & Loss Alc 596,000
Depreciation Expense A/c 596,000
Third Year
31.12.2026 Interest Expense A/c 45,687
A/P (Indus Automobile Co) 45,687
31.12.2026 Depreciation Expense Alc 476,800
Accumulated Depreciation Alc 476,800
(Rs. 3,725,000-Rs.745,000- Rs.596,000=Rs. 2,384,000X20%=
Rs. 476,800)
31.12.2026 A/P (Indus Automobile Co) 1,000,000
Bank A/c 1,000,000
31.12.2026 Profit & Loss Alc 45,687
Interest Expense A/c 45,687
31.12.2026 Profit & Loss Alc 476,800
Depreciation Expense Alc 476,800
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Books of Seller

Indus Automobile Company

General Journal

First Year
01.01.2024 | A/R(Variety Save Mart) 3,725,000

Hire Purchase Sale A/c 3725,000
01.01.2024 | Bank Alc 1,000,000

A/R (Variety Save Mart) 1,000,000
31.12.2024 | A/IR (Variety Save Mart) 136,250

Interest Income Alc 136,250
31.12.2024 | Bank Alc 1,000,000

A/R (Variety Save Mart) 1,000,000
31.12.2024 | Interest income A/c 136,250

Profit & Loss Alc 136,250
31.12.2024 | Hire Purchase Sale A/c 3,725,000

Trading Alc 3,725,000
Second Year
31.12.2025 | A/IR (Variety Save Mart) 93,063

Interest Income A/c 93,063
31.12.2025 | Bank Alc 1,000,000

A/R (Variety Save Mart) 1,000,000
31.12.2025 | Interest Income Alc 93,063

Profit & Loss Alc 93,063
Third year
31.12.2026 | A/R (Variety Save Mart) 45,687

Interest Income Alc 45,687
31.12.2026 | Bank A/c 1,000,000

A/R (Variety Save Mart) 1,000,000
31.12.2026 | Interest income Alc 45,687

Profit & Loss A/c 45,687

B) Amortization Schedule
Balance at Composition
Date beginning Annual of Ingtalment Principal Balance at end
. Instalment of Years
of Period Interest

01.01.2024 | 3,725,000 | 1,000,000 — | 1,000,000 2,725,000
31.12.2024 | 2,725,000 | 1,000,000 136,250 863750 1,861,250
31.12.2025 | 1,861,250 | 1,000,000 93,063 906,937 954,313
31.12.2026 | 954,313 | 1,000,000 45,687 954,313 —

Note: A small difference of Rs. 2,028 is adjusted in the amount of last year's interest in the
above amortization schedule. On the basis of accounting general journal entries, necessary
ledger accounts can conveniently be prepared in the books of the Hire Purchaser and Hire
Seller.

113



5.4 HIRE PURCHASE DEFAULTS

When the hire purchase agreement is signed between the seller and buyer, apart from
other terms, it is also stipulated in the said agreement that the buyer would make
regular payments on due dates till maturity and in case the payment is defaulted by
the buyer, the seller would be eligible to terminate the contract and repossess the asset
from buyer without any compensation and the payments already made would be
forfeited, treating it as the hire charges for the past period. As the title of the asset
was still with the seller, therefore, no legal problems were faced in taking
repossession of the asset. Necessary accounting entries in the books of buyer and
seller for hire purchase upon default and repossession would be recorded as under:-

A) Books of Hire Purchaser

During the operation of the hire purchaser contract period when default is
committed and the asset is taken away by the Hire Seller, his account would be off-
set against the asset account, through the following entry.

Dr  A/P (Hire Vendor) XXX

Cr. Asset Alc XXX

In case the balance in the asset account is greater than the outstanding dues of the
seller the difference would be debited as a loss to the profit & loss account through
the following entry.

Dr. Profit & Loss Alc XXX

Cr. Asset Alc XXX

Similarly, when the balance in the asset account is lesser than the outstanding dues
of the seller the difference would be credited as a gain to the profit and loss account
through the following accounting entry:-

Dr Asset Alc XXX

Cr  Profit & Loss Alc XXX

In this way, all the relevant ledger accounts in the books of the Hire Purchaser
would stand closed.

B) Books of Hire Seller

During the currency of the hire purchase contract when the default of nonpayment
is committed and the asset is repossessed, all the outstanding dues including interest
amount against Accounts Receivable (buyer) would be transferred to the
repossessed asset account through the following accounting entry:

Dr. Goods repossessed A/c XXX

Cr. A/R Hire purchaser) XXX
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In case any repairs to the asset are needed for its resale the following entry would

be passed:-

Dr. Goods repossessed A/c XXX

Cr. Cash Alc XXX

Afterward, when the repossessed asset is sold out, the following entry would be
passed.

Dr Cash Alc XXX

Cr.  Goods repossessed A/c XXX

Ultimately, when repossessed goods are sold the resultant gain or loss would be
known, for which following accounting treatment would be carried out in the books
of the Hire Seller.

a) For gain on repossession:
Dr. Goods repossessed A/c XXX
Cr. Profit and Loss Alc XXX

b) For loss on repossession:
Dr. Profit & Loss Alc XXX
Cr. Goods Repossessed Alc XXX

Demonstration Problem 5-04

Taking the data of demonstration problem no. 5-03 In the preceding pages, suppose
the hire purchaser defaulted the payment at the end of the second year. The
Accounting treatment, both in the books of the hire seller and hire purchaser would
be carried out as under:

SOLUTION
A) Books of Hire Purchaser
Variety Save mart
General Journal

31.12.2025
AJP (Indus Motor Co) Rs. 1,954,313
Accumulated Depreciation A/c 1,341,000
Loss on asset repossessed by vendor 429,687
Asset Motor Vehicle A/c Rs. 3,725,000
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Accounts Payable (Indus Motor Co.)

01.01.2024 Bank Alc 1,000,000 | 01.01.2024 Asset Alc 3,725,000
31.12.2024 Bank Alc 1,000,000 | 31.12.2024 Interest Exp. 136,250
31.12.2025 Balance 1,954,313 | 31.12.2025 Interest Exp. 93,063
Total Rs.3,954,313 | Total Rs.3,954,313
Asset A/c
01.01.2024 A/P 3,725,000 | 31.12.2025 Balance 3,725,000
Accumulated Depreciation A/c
31.12.2025 Balance 1,341,000 | 31.12.2024  Deprecation Exp. 745,000
31.12.2025 Depreciation Exp. 596,000
Total Rs. 1,341,000 | Total Rs. 1,341,000
Book Value of Asset
Cash Price 3,725,000
Less Accumulated Deprecation 1,341,000
Book Value at the end of second year 2,384,000
Balance of Accounts Payable 1,954,313
Loss on Asset repossessed by Hire Vendor 429,687
B) Books of Hire Vendor (Seller)
Indus Automobile Company
General Journal
31.12.2025 | Hire Purchase Inventory Alc 2,384,000
Accounts Receivable (Variety Save Mart) 1,954,313
Gain on Repossession of Inventory 429,687
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Accounts Receivable (Variety Save Mart)

01.01.2024 | Hire Purchase 3,725,000 | 01.01.2024 | Bank Alc | 1,000,000
Sale Alc

31.12.2024 'A”/tfre“ Income | 436950 | 31.12.2024 | Bank Alc | 1,000,000

31.12.2025 E}gres“”come 93,063 | 31.12.2024 | Balance | 1,954313
Total Rs.3,954,313 Total Rs. 3,954,313

Book Value of Asset. Rs. 2,384,000

Accounts Receivable Balance Rs. 1,954,313

Gain on Asset repossession Rs. 429,687

While looking at a glance from the accounting entries and relevant ledger accounts
of both the parties i.e. Hire Vendor and Hire Purchaser, it is evident that there was
a loss of Rs. 429,687 to the Hire Purchaser on default of nonpayment of dues at the
end of the second year of the Hire contract. Similarly, the same amount of Rs.
429,687 is noticed as a gain on repossession of the asset in the books of the Hire
Seller. The loss and gain for both parties is equal because the same book value of
the asset is considered for the determination of loss or gain. However, the value of
an asset can vary from the seller's point of view because he may consider its market
value which may be higher or lower. Accordingly, the gain or loss on repossession
would change.

5.5 SUMMARY

A) Installment Sales

Several organizations deal in the sale of merchandise on installment basis to exploit
sales potential and maximize profit. In this respect, an agreement is signed between
the seller and purchaser for installment sales. The customers are also facilitated to
buy goods on installment basis whereby the total price is scattered over the time
period. Certain additional charges on account of markup on cash price are added to
work out installment sale price. After making a down payment, the purchaser takes
delivery of the goods along with property rights. The markup charged by the seller
is the interest income for him whereas it is interest expense for the purchaser.
Likewise, for other assets, the depreciation is also usually charged on the asset
acquired by the purchaser on installment basis. After making payment of all
installments the accounts are closed.
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B) Hire Purchase

Hire purchase is another system of achieving growth in the marketing potential of
products. The goods under hire purchase are acquired and hire charges at an agreed
amount over a period of time are paid by the purchaser to the seller. Annual
depreciation is also charged by the hire purchaser on the assets acquired on the hire
purchase system. During this period if the goods do not provide desired services,
the same can be returned to the seller. The hire charges already paid by the
purchaser to the seller are treated as hire charges for the past period and no refund
is possible. The interest on the cash price of the goods is also charged and included
in the hire charges of each payment. The property rights of goods are transferred
by the hire seller to the hire purchaser upon payment of all hire charges over a
period of time. In case of default in payment of hire charges, the asset can be
repossessed by the hire seller from the hire purchaser. Any loss or gain on
repossession of such goods is determined and accounted for in the books of the hire
seller and hire purchaser.

56 THEORETICAL QUESTIONS
1) Describe the idea underlying installments sales.

2)  Explain the reasons for the increasing trend of installments sales business in
the market.

3) The installment sale of products is gaining momentum among the middle-
class and lower-class people. Support it with cogent reasons.

4)  The installment sale price is usually higher than the cash price of products.
Describe the reasons behind this analogy.

5) Describe the advantages attributable to the seller and purchaser for
installment sale of products.

6) Narrate the accounting treatment of interest included in the installment sale
price from the seller and purchaser's point of view.

7)  Describe the main features of hire purchase.
8)  Distinguish between the hire purchase and installment sale system.
9)  What is meant by default of hire purchase of goods and how it is concluded?

10) Discuss the accounting treatment of repossessed goods due to default made
by the hire purchaser.
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5.7 PRACTICAL PROBLEMS

P.5-01 The cash price of an LED set is amounting to Rs. 35,000. However, on
installment basis, the purchaser has to pay Rs. 10,000 as a down payment at the
time of delivery and Rs. 5,000 every month for the next 6 months.

Required:
A) Compute the total amount payable.
B) Work out the amount attributable to interest expense.

P.5-02 Friends Corporation on 01 July 2024 sold a floor stand air conditioner

having the cash price of Rs. 160,000 on installment sale basis to Hayat Restaurant

with the following terms:

i)  Down payment of Rs. 40,000 at delivery

i) Three six monthly installments of Rs. 42,017 each which includes 5% per
annum interest. Depreciation is charged at 10% on the straight line method.

Required:
a) Record these transactions in the books of the seller.
b)  Record these transactions in the books of the purchaser.

P.5-03 Hayat Restaurant purchased some furniture from Reliable Furniture
Trading Company on installment basis on 01 January, 2025. The cash price of the
furniture amounted to Rs. 223,500. The contract stipulates that the down payment
of Rs. 60,000 would be made by the purchaser at the time of taking delivery of
furniture, while three annual installments each of Rs. 60,000 would be paid
afterward. The rate of interest is 5% per annum. The depreciation is charged at 15%
on the furniture on the reducing value method.

Required:

A) Compute the amount of interest included in the installment sale transaction.

B) Record necessary accounting entries in the books of both parties.

C) Present the furniture asset in the balance sheet at the end of the second year
of the contract of the purchaser.

P.5-04 Piracha Distribution Company acquired a Motor Vehicle on installment
system on 01 July 2024 from Ali Auto Trading Company. According to the terms
of the contract, the payment of Rs. 500,000 per annum would be made by the
purchaser at the end of each of four years. The cash price of the vehicle is
amounting to Rs 1,773,000. The installment payment involves interest charges of
5% per annum. The vehicle is depreciated at 20% per annum on the declining
balance method.
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Required:

A) Record the above transactions in the books of Piracha Distribution Company
and Ali Auto Trading Company.

B) Present the Motor Vehicle in the Balance Sheet of Piracha Distribution
Company at the end of the third year of the contract.

C) Compute the amount of interest for each year.

P.5-05 Allied Technology Company sold a Laptop computer on instaliments basis
to a student namely Mr. Huzaifah on 01 July 2024 receiving Rs. 10,000 as a down
payment and a balance in five equal installments of Rs. 10,000 at the end of each
year. The cash price of the Laptop Computer is Rs. 51,000 which carries 7%
interest per annum. The sale contract was performed.

Required:
Pass necessary accounting entries in the books of VVendor and Purchaser for all the
relevant periods.

P.5-06 Tasty Ice Cream Company purchased a freezing plant from Gujranwala
Manufacturing Company on an installment basis. The main features of the contract
were as under:-

a)  Cash price of the plant Rs. 745,000
b)  Down Payment at delivery. Rs. 200,000
c) Three installments at the end of each year. Rs. 200,000
d) Implicit rate of interest 5% Per annum

e)  Depreciation rate at declining balance method 20%
Both parties executed the contract with due spirit.

Required:
Pass necessary accounting entries in the books of both the parties.

P.5-07 Karwan Transport Company acquired a vehicle at the cash price of
Rs. 12,000,000 from Hino Auto Mobile Company on the hire purchase system.
According to the terms of the contract, the down payment of Rs. 3,200,000 would
be made on 01 January 2025, at the time of taking delivery by the hire purchaser.
The rate of interest applicable on this hire purchase transaction is 5% per annum.
The payment of three year-end instaliments of Rs. 3,200,000 each was also agreed
by the hire purchaser. However, the amount of the third installment would be
readjusted suitably to square off the total hire purchase liability properly. The hire
purchaser charged depreciation at 10% on the vehicle on the declining balance
method.
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Required:

A) Prepare necessary journal entries in the books of hire seller and hire purchaser
for the above transactions.

B) Draw Necessary ledger accounts in the books of the hire seller and hire
purchaser.

C) Draw an amortization schedule for the interest of each year.

P.05-08 Dawn Ceramic Industry acquired a plant on hire purchase system from
Dewan Engineering Industry, Lahore. Accounting for the hire purchase contract,
the following terms were agreed upon by both parties:-

a)  Cash price of the plant Rs. 3,486,800
b)  Down payment at delivery. Rs. 1,000,000
c)  Further three installments at the end of each year Rs. 1,000,000
d) Rate of interest applicable 10% per annum
e)  Depreciation rate on straight line method 10% annual

The hire purchaser defaulted on the payment of the second year’s installment. The
plant was repossessed by Dewan Engineering Industry, Lahore.

Required:

A) Record the above transactions in the books of both the seller and buyer for
hire purchase of plant and repossession on default in payment.

B) Compute the gain or loss for the seller and purchaser on repossession of the
plant. The market value of the repossessed plant amounted to Rs. 2,500,000.

P.5-09 Trial Auto Corporation sold a car on hire purchase system on 01, January

2024 to Ali Traders. The cash price of the car was Rs. 1,000,000. The terms of the

contract were as under:-

a)  Down payment of Rs. 400,000 at delivery.

b)  Balance amount to be paid in three annual equal installments of Rs. 200,000
each plus interest at 15% per annum on the outstanding balances after each
payment.

On 31 December, 2025 Ali Traders failed to make payment of the due installment.
Therefore, the car was repossessed by Trial Auto Corporation. The repair charges
of Rs. 15,000 were spent by the seller after the repossession of the car. The car was
resold at Rs. 450,000 to another customer.
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Required:

A) Prepare necessary journal entries and ledger accounts in the books of Trial
Auto Corporation.

B) Compute the gain or loss on repossession of the car and its resale to another
customer.

P.5-10 Reliable Distribution Company acquired two motorcycles of Rs. 160,000

each on hire purchase system on 01 July, 2024 from Decent Auto Dealers. The

terms of hire purchase were as under:-

a) Down payment at delivery. Rs. 80,000

b)  Balance payment to be made in three equal annual installments along with
interest of Rs. 10% per annum.

The Reliable Distribution Company paid due installments on 30 June 2025 and 30
June, 2026 but could not pay the final installment due on 30 June, 2027. The
depreciation is charged at 25% on the declining balance method on the Motor
Cycles by the hire purchaser. The Decent Auto dealers repossessed one Motor
Cycle adjusting its value against the amount due. The vendor spent Rs. 12,000 on
the repair of the repossessed motorcycle and sold it to another customer in Cash
for Rs. 75,000.

Required:

A) Prepare General Journal entries and necessary ledger accounts in the books of
Reliable Distribution Company and Decent Auto Dealers.

B) Compute the gain or loss on the sale of the repossessed Motorcycle.
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INTRODUCTION

This unit describes the features of contacts and contacts accounting. How the
contracts are awarded, executed, works are certified, and payments are made by the
contractee to the contractor. Necessary terms used in contract business will also be
explained. The record of contracts maintained by the contractor during
implementation and finalization will be discussed for the computation of the cost
and profit from each contract.

OBJECTIVES

After study of this unit, the students will become conversant on the following
aspects of contract accounting: -

1.

2.

Nature of contract business and construct accounting.

Understanding the various terms generally used in the tender documents of
contracts and their practical application during the execution of contracts.

The need for maintenance of specific records for contract accounting and
recording costs and expenses.

Accounting treatment of works certified and works unsatisfied during a
period.

Billing process of work in progress and its payment and recording such
disbursements.

Computation of profit on completed projects and incomplete contracts during
an accounting period.

Finalization of contract accounts in the books of contractor and contractee on
completion of projects.
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6.1 INTRODUCTION TO CONTRACT ACCOUNTS

A Contract is a relationship between two parties where one offers and the other
party accepts it, in consideration of some remuneration. The development of a
contract relationship is, therefore, dependent upon the offer from someone and its
acceptance by the other. During the conduct of the foregoing activities, certain
considerations are the essence of the creation of the relationship. If any of these
three elements is missing, the contract cannot be created. When the contract is
finalized, its execution is the second phase of the process. During execution, the
costs spent are compensated from the contract price proceeds. A contract
accounting may be defined as “the systematic recording of work done under each
contract for the other party in consideration, who agrees to pay a fixed sum of
money at completion of full work or part payment after the work is completed
partially as certified by the approved architect.” As such complete accounting
information is desirable for contracts that would be deliberated in this unit.

6.1.1 Nature of Contract Business

The contract is used for those jobs that require the attention and involvement of the
contractor for the other party. Thus, a contract is a work or job requiring execution
till its completion. The person who performs such works is called the contractor
and the person on whose behalf the job is executed is called the contractee.
Generally, a contract may be for the construction of a building, road, bridge or
complicated machinery with specific features for the contractee. The builders, land
developers, engineering contractors and mechanical engineering firms are involved
in doing the contract business in the society. Since this is a peculiar nature of the
job, therefore, the books of accounts to be kept for contract business should be
prepared suitably in a manner to provide complete information for each contract.
Contracts are awarded on the basis of competitive biddings.

The contract documents are prepared by professional people so that each and every
aspect is covered from the perspective of the contractee and contractor
simultaneously. A well-conceived contract document ensures implementation of
contractual activities smoothly.

A contract can be divided into different stages. For instance. In the case of
construction of a multi-story building contract, firstly foundations have to be dug
by excavation of soil, then construction is brought up to the plinth level. Wall
construction up to the roof level is another stage. The next stage is the roofing.
Plastering the walls, roofs and laying floor, installation of doors and windows,
electrification and plumbing works, finishing, painting and polishing of each story
of the building are different stages of the construction. It is desirable that the cost
of each stage should be known.
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In the context of the nature of contract business, it is relevant to understand some
peculiar nature of terms that are normally used and applied in the contract
documents which are elucidated as under: -

A) Project Director

The project activities are quite different from other routine business activities in the
organizations. The projects of civil works need regular monitoring, discussions and
communications. Therefore, the Planning and Development Division of the
Government of Pakistan has made it mandatory that the public sector organizations,
where mega civil works projects are to be undertaken, a focal person called a project
director should be appointed with full authority and responsibility to monitor the
progress of projects and instantly decide for any changes or alternations as are
required during construction. The contractors are also facilitated to keep liaisons
with such Project Directors in connection with project activities. Thus it results in
monitoring and achieving a regular pace of progress on projects. The private sector
organizations, realizing the benefits for project progress, also appoint a focal person
named as project director specifically for civil works projects.

In view of the above, the project director is considered as an essential element of
project activities almost in every contract as this official functions as a bridge
between the contractor and management of the contractee.

B) Mobilization Advance

Some contract documents contain a provision of mobilization advance. The object
of mobilization advance is to facilitate the contractor by contractee to supplement
its financial requirements and commence the contract activities instantly and create
a momentum of accelerated speed of works. The mobilization advance, which
ranges from 10 to 20% of the total bid price, is paid by the contractee to the
contractor in pursuance of contract clauses usually based on material or plant and
machinery brought to the site by the contractor. Alternatively, the mobilization
advance may be allowed by the contractee to the contractor against a valid bank
guarantee for an equal amount. The mobilization advance is adjusted against the
running bills and up to the final bill of the contractor on the basis of the
proportionate ratio of work done. Sometimes the mobilization advance, as per
tender terms, is subject to interest at the prevailing bank rate which is also to be
paid by the contractor to the contractee through adjustments and deduction from
the running bills till the entire mobilization advance is squared up.

C) Cost Plus Contracts

The contracts where the contractee agrees to pay to the contractor the cost price
(usually the cost of material and labor) of the work done on the contract, plus an
agreed percentage thereof by way of overhead expenses and profit. Such contracts
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are known as cost-plus contracts. The system of cost-plus contracts is applicable
where the contractor is handicapped to quote the total contract price because of
non- availability of precedents of such jobs.

D) ExtraWorks

When certain items of a contract job have incidentally been escaped in the Bill of
Quantity (BOQ) and such items are necessary to be carried out by the contractor
for completion of the project, then such items are called extra works. The contractor
is entitled to payment for such extra work. The value of such extra works is adopted
on the basis of rates quoted for similar works in the other items of the contract. If
such identical items are not available, then the payment is made to the contractor
for such extra items on the basis of analysis of cost inputs plus a reasonable amount
of overheads and profit. The cost of such extra work would then be included in the
total cost of the contract. Thus payment of such extra works would be possible
either as claimed in the running bill or the final bill of the contractor. However,
every effort is excised by the contractee to cover all items in the contract document
and bill of quantity so as to avoid the creation of extra work.

E) Sub Contracts

Normally contract does not permit for award of some jobs to a subcontractor.
However, some small specialized nature of works like steelwork and special
flooring can be done by the sub contractor if such provision is available in the
contract documents. In such a case, the responsibility for the quality of works and
payment thereof would rest with the main contractor.

F) Escalation Clause

In Pakistan, the prices of raw materials, labour, finished goods and other contract
inputs are subject to escalation from time to time. The contract documents
safeguard the interest of both contractor and the contractee to avoid any
misunderstanding during the performance of the contract and at the time of
payments. The prices of inputs as prevailing at the time of the contract and as
escalated in future during currency of the contract period, as announced by the
district management and federal government, are taken to find out the impact of
cost escalations to compensate the contractor in realistic terms judiciously without
any undue benefits. The terms of the contract also describe the procedure of
calculating the cost escalation to avoid any future disputes.

G) Contract Payments

The contracted projects usually involve a heavy and substantial magnitude of
financial resources which are lacked by contractors. As a remedy to it, the contract
documents traditionally specify payment terms as part of payment against the partly
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certified jobs/works. However, in order to avoid frequent payments, certain ceilings
of works and payments are fixed for running bills to facilitate both the ends.
However, the balance amount of the contract would be admissible against the final
bill. All these payments would be supported by the works certified documents and
periodic adjustments of mobilization advance.

(H) Bill of Quantity (BOQ)

It is a detailed comprehensive stipulation of all items of work to be performed under
a contract. Each item describes the full nomenclature of works as well as quantity
or measurement as the case may be. The contract bidder is to mention the rate of
each BOQ item in the tender document to assess the lowest bidder by the contractee
for the award of the contract job. This BOQ is adopted for the performance of the
contract job, and its certification by the resident engineer or other authorized
professional architect for recommendations of bill payment.

) Measurement Book (MB)

The measurement book is a detailed document evidencing the work performed from
time to time. This measurement book contains all the BOQ items on scattered folios
of register/book where date-wise and after each interval the status of works
performed are entered and are duly verified by the resident engineer or architect
being authorized professional. The bill is prepared on the basis of the quantitative
stage of completion of each item of BOQ indicated in the measurement book. The
measurement book does not indicate the cost or price of the contract items. The
measurement book is provided by the contractor to the contractee with final bill of
the contract upon completion.

J)  Certificate of Completion or Substantial Completion

The certificate of completion is a contractual requirement of contracting activities.
The certificate of completion within the stipulated time period is issued and verified
by the resident engineer or other authorized professional architect to use it as
evidence of performance and completion of the contracted project. This certificate
of completion is provided with the final bill of the contract to facilitate its payment.
If the issuance of a certificate of completion is not possible due to some cogent and
unavoidable circumstances, which are to be indicated, a certificate of substantial
completion can also be issued by the resident engineer or other authorized
professional architect to facilitate payment of final bill to the contractor.

K) Retention Money

The retention money is the amount which ranges from 5 to 10% of the bill/ contract
which is deducted from the running bills and the final bill amount. This retention
money remains in the custody of the contractee to safeguard any claims during the
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maintenance period which may be of one year or more. During the maintenance
period the defects, if any, found are removed by the contractor and the retention
money is refunded by the contractee to the contractor after the expiry of the
maintenance period of the project. In case of any default to rectify the defects found
during the maintenance period, the contractee gets such defects removed at the risk
and cost of the contractor out of the funds of retention money already available with
the contractee. However, in order to maintain cordial relations by the contractor
with the contractee, any defects or shortcomings noticed in the project, during the
maintenance period are traditionally removed at the cost of the contractor. After
maturity of the maintenance period the due amount of retention money is paid by
the contractee to the contractor.

L) Cost Over-Run

The bill of guantity (BOQ) in all contracts specifically in civil works jobs is
prepared very carefully considering all aspects of requirements and jobs. However,
in spite of tremendous efforts, some items of measurement are unintentionally
escaped. During the construction of civil works contracts, these cannot be avoided
and are essentially executed. Such items are named extra works. Similarly at the
time of preparing BOQ, the measurement of some items is calculated less while
these shortcomings are noticed when the measurement of the job done is carried
out. Besides the impact of price escalation during currency of project execution also
increases the total cost of the project.

in view of the above the cost over-run in contracts is noticed due to the following
elements.

(@ Items escaped from measurement in BOQ.

(b) Short measurement of some items in BOQ.

(c) Price escalation impact.

All the above three elements cause the over- run of the cost of the project. The cost
over-run up to 15% of the total cost of the project is usually permitted while for any
excessive cost over-run, specific approval of competent authority is needed to
regularize its payment to the contractor of the project.

6.1.2 Simple Form of Costing

Traditionally almost every contract comprises a detailed breakup of the job which
is called a Bill of Quantity (BOQ). Each BOQ item of the contract carries the
description, features, quantum and price. The large and complex projects contain
multiple items of BOQ while smaller projects contain comparatively lesser items
of BOQ. The contractors maintain a record of contracts according to the level of
information required by them. Normally the contractors perform more than one
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contract at a time simultaneously. Therefore, it is imperative that cost of each
contract being performed should separately be computed to ascertain the
profitability of each job. Normally every job requires cost inputs comprising
material, wages, tools and overhead expenses. All such costs are charged to each
job on the basis of some predetermined criteria and identification procedure of cost
allocation. Some contracts are executed and performed within one accounting
period whereas others are spread over the succeeding amounting period as well. So
total cost of each contract is accumulated to compare it with the total price of the
respective contract to determine the results of the operation.

6.2 BOOKS REQUIRED TO MAINTAIN A RECORD

Normally the books of accounts required in a general business organization are also
maintained in the contract business but with classified patterns to meet the specific
requirements of the management. The contract business may be required to keep
the general accounting record in the books as noted below:-

A) General Journal

B) Ledger Accounts

C) Bank/Cashbook

D) Petty Cash book

E) Stores inventory A/C

F) Consumable Tools book

G) Fixed Assets book

Further subsidiary ledgers records may also be kept in contract business to find out
the classified information in the following pattern: -

A) Contract Cost Ledger for each job.

B) Wages ledger for contracts

C) Contractee account for each contract

D) Bill of quantity book (BOQ) for each contract

E) Measurement Book (MB) for each contract

The general accounting record as at (A) to (G) above is meant for those contractors
who adopt and maintain accounting records under a double entry accounting
system. However, in order to save costs, some contractors keep their accounting
records on a single entry accounting system. Therefore, such contractors escape to
keep some of the books as considered expedient. However, the subsidiary ledger
record as indicated at (A) to (E) above is compulsorily maintained by every
contractor as otherwise it would be impossible to find any relevant information in
the contract activities. Currently, the tailored computerized accounting packages
have facilitated the contact personnel to maintain contract business records
conveniently.
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A specimen of contract cost ledger may be as per the following format.

Contract Cost Ledger

Contract No Contract Price
Date of Commencement Terms of Payment
Date of Completion Work certified
Site Date Rs
Date Rs
: : Direct | Plant | Indirect | Total
Date | Particulars | Material | Wages Charges | Tools | Expenses | Cost

Total Rs

The above contract cost ledger is maintained for each contract separately.
Whenever any cost is incurred, it is entered in the relevant column of the contract
cost ledger. At the completion, it will Indicate details as well as head wise total cost
of each contract/ job.

The cost of material of each contract is an important element when material is
purchased and used for any contract it would be entered in the material cost column
of each contract. Sometimes the material is provided by the contractee, and then the
cost of the material shall not be charged to the contract. However, a separate record
of material supplied by the contractee is to be maintained to exercise control of

material usage.

Another important record is the wages ledger for contracts. This indicates the
periodical wages paid to workers and charged to each contract.

A specimen wages ledger is as under: -

Name of
Workers

Contract No. X
Wages

Contract No.
XX Wages

Contract No.
XXX Wages

Contract No.
XXXX Wages
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Wages Ledger

When several contracts are being executed simultaneously, the above wages ledger
indicates the wages paid for each contract. The accumulated figure of wages is
posted in the contract cost ledger as tabulated on the preceding page. The muster
payroll of all the workers is prepared and accordingly paid. The classification and
linkage of each worker with the specific contract would be possible when each
worker is identified properly for posting their remuneration in the wages ledger.
The salaries of supervisors will also be considered as a direct charge against
contract if they have rendered their whole time attention to it. If some workers and
supervisors are doing and looking after more than one contract simultaneously, then
their wages and salaries would be apportioned on the respective contracts on some
reasonable time measurement basis.

Other direct charges and indirect charges which are usually named as overhead
costs are also entered in the contract cost ledger whenever such charges are incurred
or paid. Another pertinent cost of the contract is the cost of plant and tools
purchased and used. Normally whenever some plant and tools are purchased for a
specific contract, its total cost is charged to the contract. However, after the
completion of the contract, the plant is valued and this amount is abstracted from
the total cost of the relevant contract.

6.3 CONTRACT ACCOUNT

The contract account is basically a format of the account maintained in the general
ledger of each business setup. The contract account in the contract business is used
as a profit and loss account. The total cost of material, wages, salaries, direct and
indirect expenses, overhead expenses, contingency expenses and costs spent on
plant and tools are changed to it on the debit side of this account. The contract
revenues, of unused material and current value of used plant and tools are entered
on the credit side of this account. The contract account is finalized at maturity of
the accounting period or completion of the contracted project. In case the balance
of the credit side of the contract account exceeds the total sum of its debit, then it
indicates some profit from the execution of the contract. But unfortunately, if the
sum of the debit side exceeds the total of the credit side then it will indicate loss
sustained from the execution of contact. The accounting data entered in the contract
account is taken from the contract cost ledger and the revenues are taken from the
cash book or other source documents.

6.3.1 Element and Structure of Contract Account

As annotated in para 6.3 a contract account is like a profit loss account which
indicates the resultant performance of the specific contract. The elements and
structure of the contract account are exhibited in the following contract account.
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Contract Account

Material sent to the site XXX Work in progress certified XXX
Wages paid XXX Unused material XXX
Add wages accrued XXX XXX Value of plant (used) XXX
Cost of indirect expenses XXX Value of tools (used) XXX
Cost of plant purchased XXX

Cost of tools purchased XXX

Establishment charges XXX

Cost of overhead expenses XXX

Profit & Loss A/c XXX

Total Rs. xxx | Total Rs xxx

This is a short form contract account with summarized expenses incurred on the
execution of a contract. Usually, every contract requires multiple types of materials
that are purchased and issued to the projects. A summary of the total material is
entered in the contract account. The wages paid as entered in the wages ledger are
taken at the total sum for recording in the contract account. The cost of plant and
tools are charged to the contract account which has been purchased for the specific
contract. The establishment charges are related to the senior and managerial staff
salaries and emoluments who are looking after the contract business and are involved
in its execution. The work in progress certified is the amount of contract revenue that
has been executed and verified by the resident engineer of the professional
consultants and the contractor. Besides the unused material at the project and the
current value assigned to the plant and tools (used) are entered in the contract account
to account for the periodic expense on the plant and tools used for the specific
contract. In case the old plant and tools are utilized for a project then periodic
depreciation on such assets shall be charged as an expense to the contract.

6.3.2 Debit and Credit Side of Contract Account

As elucidated in para 6.3.1 on the preceding page the contract account is like a
profit and loss account. The debit side of the contract account indicates all the costs
and expenses incurred and committed on the execution of the contract. Contrary to
it, the credit side of the contract account portrays the sum of work in progress
certified which is a type of revenue and the unused material available at the site of
the job including the current value assigned to the plant and tools in use. A
comparison of both the debit and credit sides of the contract account exhibits the
profit or loss from the specific contract business. The contract account is in fact a
nominal account showing expense and income accounts.
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6.4 CONTRACTEE'S ACCOUNT

The Contractee's Account is like a personal account of the person, organization or
customer whose job/ contract is being performed by the contractor. After the award
of the contract job by the contractee to the contractor, when the works are
performed and the quantum of the job is certified by the approved architect or other
professional consultant, the amount or value so computed is recorded through the
following accounting entry in the books of contractor:-

Dr  Contractee Account XXX

Cr. Contract Account XXX

When the amount is received from the contractee for the works performed, the
following accounting entry is recorded in the books of the contractor:

Dr. Bank Account XXX

Cr. Contractee Account XXX

Usually, the full amount of work performed and certified is not paid by the
contractee to the contractor. This is due to the fact that according to the terms of
the tender and contract agreement, the part payment against partly works certified
is paid after at least a 10% retention money deduction, which would be payable
after the expiry of the maintenance period of one or two years as agreed, upon
completion of the project. Therefore, till the completion of the project and the
expiry of the maintenance period, some balance remains outstanding against the
contractee account in the books of the contractor. Accordingly, the contractee
account is presented as under:

Contractee’s Account

Contract Alc Rs. 1,000,000 Bank Alc Rs. 900,000
(Works Certified) Balance Rs. 100,000
Total Rs. 1,000,000 Total Rs. 1,000,000

The above contractee account shows a single transaction of works certified. When
there are several certified works during a period, then multiple debit entries will be
recorded in the contractee's Account and the sum of money received from the
contractee would accordingly be recorded on its credit side but a certain balance
would always remain there for the deduction of 10% retention money till payment
of all dues after the expiry of maintenance period of the project. The outstanding
amount against the contractee would be presented in the balance sheet of the
contractor as retention money receivable in the current assets.
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6.5 CONTRACT COMPLETED DURING THE SAME ACCOUNTING
PERIOD

The mega and complex large projects usually require a larger period for execution
and performance which may extend beyond one accounting year. The execution
period of the contract is indicated in the tender documents and the contractor is
required to abide by the time framework as specified. In case of violation, the
contractor is confronted with the following consequences:-

(@) Penalty for delay in completion of project.

(b) Cost escalation for inputs.

(c) Future credibility.

Because of the above, the contractor always endeavors to carry out and complete
the contract job within the prescribed time frame which may be one year or below.
In contract accounts, there would be no difficulty in dealing with the profit if the
contracts were completed during the same accounting period. The total cost inputs,
works certified and money received would be recorded accordingly and
ascertainment of profit would be convenient. The profit from the contract would
then be transferred to the general profit & loss account of the contractor. Apart from
that, any money still due on account of works done and retention money would be
presented as a current asset in the balance sheet of the contractor. However,
difficulty arises in determining the periodic profit when the project involves more
than one accounting period. This aspect is covered in the succeeding paragraphs.

6.6 INCOMPLETE CONTRACTS

Usually, the contracts are awarded during the currency of the accounting period or
financial year. Every contract stipulates an allowed period of execution and
completion. The mega projects require more than one accounting period. Therefore,
after the award of the contract, when the shorter period is available till the maturity
of the accounting year, the contracts cannot be completed, which are naturally
shifted to the succeeding accounting year. Those contracts which could not be
completed during its first financial year due to paucity of time are called incomplete
contracts. It is very convenient to determine the profit on completed contracts
during one accounting period. But difficult situations are faced by the contractors
when some jobs on the project and works in progress are still in hand but are not
certified by the architect due to uncertain and unidentifiable stages and conditions.
Therefore, the profit determination on incomplete projects is difficult to find. The
contracts are still in progress and there are possibilities of profits being turned into
losses on account of the heavy increase in the price of material and labour and other
unforeseen contingencies. At the same time, it does not seem desirable to consider
the profit only on completed contracts and ignore altogether incomplete contracts
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because this may result in heavy fluctuations in the figure for profit from year to
year. The year where a large number of contracts were completed will show an
abnormally high figure for profit while the reverse may be the case in the year in
which a large number of contracts remain incomplete. Therefore, the profit on even
incomplete contracts should be considered and worked out after providing adequate
provisions of expenses for contingencies in such contracts so as to ensure
compatible results of contract operations.

6.6.1 Profit on Incomplete Contracts

The contract professionals do not find any hard and fast rules regarding the

determination of profit on incomplete contracts during an accounting period.

However, the following general criteria for incomplete contracts are followed:-

a) Those civil works contracts whose works are uncertified would be
categorized as incomplete contracts. Such work in progress of contracts
should always be valued at cost. However, profit on works certified would be
considered although it is still incomplete.

b)  The contracts whose amount of work certified is less than 25% of the total
contract price should be treated as incomplete contracts and no profit on work
done should be accounted for because in such a case it is impossible to foresee
the future status clearly as the majority of works are yet to be carried out in future.

c) In case the amount of work certified of incomplete contract is 25% or more,
but less than 50% of the contract price, then one-third of the profit disclosed,
as reduced by the percentage of cash received from the contractee, should be
taken to the profit and loss account. The balance should be allowed to remain
as a Reserve.

d) If the amount of work certified of the incomplete contract is 50% or more of
the contract price, the two- thirds of the profit disclosed as reduced by the
percentage of cash received from the contractee, should be taken to the profit
and loss account, while the balance would be kept in Reserve Account.

e) In case the contract is near completion, then the total cost of completing the
contract should be estimated. The estimated total profit on the contract can
then be computed by deducting the total estimated cost from the contract
price. The profit and loss account should accordingly be credited with the total
relevant portion of the total estimated profit on a cash basis, which the work
certified bears to the total contract price as per under noted equation:-

Work Certified « Cash Received
Contract Price  Work Certified

Total estimated profit x

f)  In case the incomplete contract reveals a loss, then the entire loss should be
transferred to the profit and loss of the relevant year of contract.
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Demonstration Problem 6.01

Almadina Contractors was awarded a contract of building construction at the
contract price of Rs 60,000,000 by Zeenat Corporation. The following costs were
incurred by Almadina Contractors for the construction of the building in 2025 when
it was completed: -

Material Issued from Store Rs. 4,800,000
Material Purchased 17,000,000
Wages paid 23,900,000
Direct Expenses 5,200,000
Plant and Machinery purchased 7,000,000
Indirect expenses 1,480,000

After completion, the unused material at the site was amounting to Rs. 1,200,000.
The plant was valued at Rs. 2,600,000

Required:
Prepare Contract Account for determination of profit or loss from execution of this
contract.

SOLUTION
Almadina Contractors
Contract A/c with Zeenat Corporation

Material issued from

the Store 4,800,000 | Contractee Alc 60,000,000
Material purchased 17,000,000 | Material unused 1,200,000
Wages paid 23,900,000 \,\ﬁgﬁiﬁwam and 2,600,000
Direct expenses 5,200,000

Plant and Machinery 7,000,000

Indirect Expenses 1,480,000

Profit & Loss A/c 4,420,000

Total Rs. 63,800,000 | Total Rs. 63,800,000

Demonstration Problem 6-02

A contract for the construction of the bridge was awarded to the Frontier Works
Organization by the Capital Development Agency at a contract price of
Rs. 5,500,000. The contractor incurred the following costs for the construction of
the bridge in 2025: -

Material Rs. 1,600,000
Labour Rs. 1,400,000
Overheads Rs. 1,000,000
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The value of certified works amounted to Rs. 5,000,000 against which 80% amount
was received by the contractor. The value of uncertified works amounted to
Rs. 200,000.

Required:

A) Compute the amount of total profit and apportion the profit to the current
accounting period for the works done.

B) Compute the amount of work in progress.

SOLUTION

A) Frontier Works Organization

Contract A/c (with Capital Development Agency)

Material 1,600,000 | Contractee A/c Works certified 5,000,000
Labour 1,400,000 | Works uncertified 200,000
Overheads 1,000,000
Profit 1,200,000
Total Rs. 5,200,000 Rs. 5,200,000
Profit & Loss Alc 640,000 | Profit b/d 1,200,000
Balance Profit C/F 560,000
Total Received A/c | Rs. 1,200,000 | Total Rs. 1,200,000

The distribution of profit is computed as under: -
Profit x 2/3 x Cash received / Works certified Note

2/3 ratio is taken here
Rs. 1,200,000 x 2/3 x 4,000,000 / 5,000,000= Rs. 640,000 because the work certified
is more than 50% of the

contract price

B) Computation of value of work in progress

Total Expenditure

Material Rs.1,600,000
Labour 1,400,000
Overheads 1,000,000
Total Cost 4,000,000
Add profit for the current period 640,000
Total value of work in progress 4,640,000
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Demonstration Problem 6-03

National Construction Company got a contract of Rs. 6,250,000 for the construction
of a road, from the local government. Payment would be subject to 10% retention
money which would be released after a year maintenance period. The following
costs and expenses were incurred by the contractor during the year 2025: -

Material purchased Rs. 2,100,000
Material issued from stores 406,000
Material on hand at end of year 31,500
Labour expenses paid 2,025,000
Labour expenses accrued 39,000
Hire charges of plant 60,500
General overheads allocated 185,500
Other direct expenses paid 115,000
Other direct expenses are unpaid 8,000
Other information of the project:-
Works certified Rs. 5,500,000
Works uncertified 82,500
Amount received from contractee after 10% retention money 4,950,000
Required:

A) Prepare a Contract Account with the local government
B) Prepare Contractee Account
C) Show the relevant items in the balance sheet at the end of 2025

SOLUTION
A) National Construction Company
Contract Account (Local Government)

Material purchased Rs. 2,100,000 | Material on hand Rs. 31,500
Material issued from stores 406,000 | Work in progress:

Labour expenses paid 2,025,000 | Work certified 5,500,000
Labour expenses accrued 39,000 | Works uncertified 82,500
Hire charges of plant 60,500

General overhands allocated 185,500

Other direct expenses paid 115,000

Other direct expenses unpaid 8,000

Profit c/d 675,000

Total 5,614,000 | Total 5,614,000
Profit & Loss A/c 405,000 | Profit b/d 675,000
Balance to Resave A/c 270,000

Total Rs. 675,000 | Total Rs. 675,000
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The distribution of profit is worked out as under: -

Profit x 2/3 x Cash received / Work certified Note
Rs. 675,000 x 2/3 x Rs. 4,950,000 / 5,500,000= | 2/3 ratio is taken here because
Rs. 405,000 works

certified is more than 50% of the
contract price.

B) Contractee Account

Works certified Rs. 5,500,000 | Bank A/c Rs. 4,950,000
contract A/c

Balance c/d 550,000
Total Rs. 5,500,000 | Total Rs. 5,500,000

C) *National Construction Company
Part Balance Sheet a sat 3) Declare 2025

Work in Progress
Accrued Labour expenses 39,000 | Works certified 5,500,000
Direct expenses payable 8,000 | Cost of uncertified works 82,500
Profit & Loss Account 405,000 | Total works 5,582,500
Less Reserve profit 270,000
5,312,500
Less Amount received 4,950,000
Balance receivable 362,500
Material in hand 31,500
Total Rs. 452,000 | Total Rs. 394,000
*Note: Both sides of the Balance sheet would not match with each other

because only selective figures have been adopted.

6.7 SUMMARY

The word contract is used for those jobs which are to be carried out on behalf of
the other party. The contract jobs may comprise the construction of buildings,
roads, bridges and other mechanical installation of big nature having specific
features prescribed by the organization. Such contract jobs are executed by different
specialized firms in the country. The cost inputs of contracts include material,
labour, machinery, professional skills and adequate financial resources in
implementing contracts. The contracts are usually awarded on the basis of
competitive bidding found from the prices quoted against Bill of Quantity
(BOQ) items on an overall price. During the operation of the contract the progress
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of work is recorded in the Measurement Book (MB) which is certified by the
resident engineer or other authorized professional staff and payment of running and
final bills are released to the contractor by the contractee, after deduction of
retention money.

The books and records are maintained by the contractor for each contract according
to specific requirements of cost inputs. A contract account is prepared for the year
to determine profit or loss from the works certified for each contract/project.
Similarly, the profit from incomplete contracts is also computed on the basis of
prescribed criteria for works certified and the amount received from the contractee.

6.8
1)
2)

3)

4)

5)

6)

7)

8)

9)

10)

THEORETICAL QUESTIONS
Describe the meanings of the contract. How many parties are involved in it?

Explain the following terms commonly used in the construction contracts.
a)  Mobilization advance

b)  Retention money

c)  Progress billing

d)  Works certified and uncertified

e) Extraworks

How the profit from the contract would be computed when the work certified
is less than 25% of the contract price?

Describe the procedures for computation of profit or loss under contract
which was started and completed during the accounting year.

Narrate the importance and functions of a Project Director in the field of
contract activities.

What are the different procedures adopted for ascertainment of profit or loss
under incomplete contracts?

Discuss the cost-plus contract from the contractor's point of view and its
benefits.

What is meant by the bill of quarterly (BOQ) and measurement book (MB)
and how these are related to each other?

Explain the cost escalation clause generally built into the tender documents.
How it is practised in billing for the works of a contract.

Describe the factors leading to cost over-run in the contracting business and
how it is regularized.
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6.9 PRACTICAL PROBLEMS

P6-01 Ali Contractors secured a building construction contract for Rs. 15,000,000
on 15 March 2024 from Shazeb Manufacturing Company. The building would be
used as a Factory. The contractor started the work in May 2024 and up till end of
June 2024 following costs and expenses were incurred on the job:

Material purchased Rs.1,200,000
Material issued from stores 300,000
Wages of workers 900,000
Plant purchased 1,000,000
Overhead Costs 250,000
Administrative Salaries 150,000

By the end of June, 2024 the works certified by the resident engineer amounted to
Rs. 3,500,000 against which 90% payment was received by the contractor. The
plant is subject to 10% depreciation. The unused material at the site amounted to
Rs. 220,000 at the end of June, 2024.

Required:

A) Prepare a contract account showing the position at the end of the year and the
proportion of profit that would be taken into the profit and loss account for
the year ended on 30 June, 2024.

B) Prepare the Contractee account as of 30 June, 2024.

P.6-02 A contract of Rs. 50,000,000 was awarded on 5 January, 2025 to the
National Construction Company by Askari Flour Mills for the construction of a
building. The job was carried out progressively and by the end of December 2025,
the following information relating to the contract was extracted from the accounting
record of the contractor:

Material purchases Rs.10,000,000
Material issued from stores 6,000,000
Wages paid 10,120,000
Wages outstanding 3,752,000
New machine purchased 14,800,000
Other direct Costs 810,000
Administrative Salaries 640,000

By the end of December 2025 the unused material at the site was valued at
Rs.2,162,000. The Machine was subject to depreciation by 20% per annum. The
resident engineer certified the works amounting to Rs. 35,000,000 and uncertified
works at Rs. 1,800,000. The contractor received payment to the extent of 80% of
the works certified.
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Required:

A) Prepare contract account in the books of National Construction Company at
end of December 2025.

B) Prepare contractee account in the books of National Construction Company
at the end of December 2025.

P.6-03 Madina Construction Company was awarded a contract in March 2024 for
the construction of a road at the price of Rs. 10,000,000. It was estimated by the
contractor that the cost of the road construction would amount to Rs. 9,200,000.

By the end of December, 2024, the company received Rs. 3,600,000 90% of the
works certified by the architect. The uncertified works amounted to Rs. 100,000.
The following expenses were incurred on the execution of the job in 2024: -

Material purchased Rs. 500,000
Wages paid 2,800,000
Wages due but outstanding 200,000
Plant purchased 200,000

The plant is depreciated at 25% per annum. The material valuing Rs. 50,000 was
damaged which was disposed of at Rs. 10,000.

Required:

Prepare the contract account for the year ended December, 2024 in the books of
Madina Construction Company to indicate the amount of profit that can be
apportioned to the profit and loss account for 2024 for this contract.

P.6-04 Latif Builders Ltd began its operations in 2025 through a single contract of
bridge construction at the price of Rs. 6,000,000. The works were carried out and
expenses were incurred during 2025. At the end of 2025, the account balances as
appearing in the trial balance were as under:-

Particulars Dr. Rs Cr.Rs
Land and Building 1,950,000

Cash at bank 320,000

Share Capital 2,900,000
Accounts payables 370,000
Wages outstanding 130,000
Cost of Material 1,150,000

Cost of Plant for Contract 500,000

Wages paid 1,580,000

Other overhand expenses 150,000

Cash collected on Contract

(75% of Works Certified) 2,250,000
Total Rs. 5,650,000 | Rs. 5,650,000
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As of 31 December,2025 the material available at the site was costing Rs. 70,000.
The cost of uncertified works amounted to Rs. 250,000. The plant was subject to
10% depreciation per annum. The material charged to the contract of Rs. 80,000
was lost in an accident.

Required:
A) Prepare a Contract Account and apportion the profit.
B) Present Balance Sheet as of 31 December 2025.

P.6-05 Strong Contractors Limited began its business activities on 1st January 2025
after its establishment. During the year ended date 31 December 2025, the company
was engaged on only one contract whose price was at Rs. 5,000,000. The trial
balance as of 31 December 2025 stood as under:-

Particulars Dr. Rs. Cr. Rs.
Share Capital 1,200,000
Accounts Payable 100,000
Cash received from Contract (80% of Works 2,600,000
Certified)

Land and Building 1,030,000

Cash at Bank 250,000

Cost charged to Contract:

Material 900,000

Plant 250,000

Wages 1,400,000

Other expenses 70,000

Total Rs. 3,900,000 | Rs.3,900,000

The material costing Rs. 40,000 and plant costing Rs. 50,000 which were changed
to contract were lost in an accident. On 31 December, 2025, the plant which cost
Rs 50,000 was returned to stores. The cost of uncertified work amounted to Rs
20,000. The materials costing Rs 40,000 were unused at the site at the end of the
year. 10% depreciation on plant was to be charged.

Required:

A) Prepare Contract Account for the year ended 31 December, 2025 and indicate
the amount of profit.

B) Prepare the Balance Sheet as of 31 December, 2025.
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P.6-06 General Contractors Company secured a contract of Rs 3,000,000 on 6
January, 2025. The following costs and expenses relating to the execution of this
contract were incurred as shown by the ledger accounts: -

Material purchased 580,000
Material issued from stores 90,000
Plant purchased for contracts 120,000
Tools purchased 36,000
Wages paid 73,000
Other direct expenses 20,000
Administrative expenses 87,000

The works certified by the architect amounted to Rs. 1,200,000 by the end of June,
2025. After 10% retention money, the bill was paid by the contractee. The unused
material at the site on 30 June, 2025 amounted to Rs. 15,500. The depreciation of
10% on plant and 20% on tools was charged to the contract cost.

Required:
Prepare the Contract Account as of 30 June, 2025 to show the profit on the contract
job and its allocation to the profit and loss account and to the reserve account.

P.06-07 The City Developers got a contract of Rs. 3,000,000 for the construction
of a Steel Tower for an Internet Communication Company. The following expenses
and costs were spent on the implementation of the contract by the end of June, 2025:

Material purchased from a vendor 590,000
Material issued from stores 310,000
Wages paid 410,000
Hire charges of plant 55,000
Direct expenses 30,000
Overload expenses 85,000
Wages outstanding 28,000

Other Information:

The works certified by the architect amounted to Rs 2,000,000 which was paid after
10% retention money. The works amounting to Rs. 200,000 were still not certified.
The unused material at the site was amounting to Rs. 120,000. The material costing
Rs. 33,000 was damaged which was disposed of at Rs. 8,500.

Required:

A) Prepare contract account and appropriation of profit on the executed contract.
B) Prepare work in progress account.

C) Prepare a part balance sheet at the end of June, 2025 for the contractor.
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P.6-08 Orient Construction Company stood lowest bidder in a trending competition
for the construction of an office block of a government department at the contract
price of Rs. 1,000,000. The job commenced on 1st March, 2025. By the end of
December, 2025 the following information was available for the execution of the
contract: -

a) Material purchased for job Rs.280,000
b) Material issued from stores Rs. 95,000
c) Wages paid Rs.185,000
d) Direct expenses Rs. 60,000
e) | Administration expenses Rs. 25,000
f) Plant purchased on 01 March 2025 Rs.120,000
g) | Tools purchased on 01 July 2025 Rs. 50,000

Other Information

i)  On 31st December, 2025 the stock of material at the site was amounting to
Rs. 20,000.

i)  The wages amounting to Rs. 5,000 were also outstanding.

iii)  The contractor received a cheque of Rs. 800,000 from the contractee which
represented the payment of a bill after 10% retention money from the works
certified by the architect by the end of December, 2025.

iv) The plant has an effective life of 04 years with no salvage value.

v)  The tools have a life of 02 years with a 10% residual value.

vi) The company only considers two-thirds of profit on works certified to the
current period while the balance is shifted to the Reserve Account.

Required:

A) Prepare a contract account indicating the profit and its appropriation.
B) Draw a work-in-progress account.

C) Draw a part of the balance sheet as of 31 December, 2025.

P.6-09 Ali Contractors got a contract of Rs. 2,500,000 on 04 July, 2024 for the
supply and erection of a steel tower for a media company. The job was started
immediately and by the end of June, 2025 the expenses incurred were as under:-

Material purchased Rs.830,000
Labour charges paid 740,000
Plant purchased for the job 150,000
Direct expenditure 30,000
Administrative expenses 45,000
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Other Information

Material returned to stores 35,000
Wages accrued 24,000
Direct expenditure accrued 6,000
Value assigned to plant at end of the job 100,000
Cash collected from the contractee after 10% retention money 1,800,000
Works certified 2,000,000
Works uncertified 200,000
Required:

A) Prepare a Contract Account showing profit and its appropriation.
B) Prepare Contractee Account.
C) Draw a part of balance sheet items as of 30 June, 2025.

P06-10 Reliance Developers were awarded a contract on 01 July, 2024 of
Rs. 6,000,000 by Smart Home Society. As per the terms of the contract, a
mobilization advance of Rs. 1,200,000, being 20% of the contract price was
released on the basis of a bank guarantee on 8 July, 2024 to the contractor. The
mobilization advance would be adjustable against the running bills in proportion to
the works certified and any balance against the final bill. The cost on the execution
of the contract until 30 June, 2025 was incurred as under: -

Material purchased for the job Rs.1,020,000
Plant purchased for the contract 300,000
Wages paid 1,600,000
Other direct expenses 20,000
Administrative expenses 55,000
Tools purchased for contract 100,000

Other Information

- The plant was valued at Rs. 240,000 and the tools at Rs 50,000 at end of the year.

- Material available at the site was valued at Rs 120,000.

- The cost of works uncertified amounted to Rs 150,000.

- The works certified amounted to Rs 3,000,000 against which payment was
released by the contractee after the deduction of 10% retention money and a
proportionate amount of mobilization advance.

Required:

A) Prepare Contract Account and apportionment of profit.
B) Prepare Contactee Account.

C) Draw selected items Balance Sheet as of 30 June, 2025.
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INTRODUCTION

The perpetual growth in large scale business is dominated by joint stock companies
which are established under the Companies Act, 2017. Companies require
significant finances which are met through common and preferred capital Stocks
and for a few years finance is preferred through debentures. This unit will elucidate
how the capital requirements are practiced by the corporate sector and how they are
managed by the professional management of the company.

OBJECTIVES

After study of this unit, the students would become well conversant on the
following aspects:-

1

Formation of a joint stock company and preparation of its important
documents for registration.

Advantages and disadvantages of corporate form of business organizations.

Procedures for raising funds through common and preferred stocks and
issuance of debentures.

Accounting treatment of shares issued in consideration of some assets
acquired by the company and preferred stock and issuance of debentures.

Distribution of profit as dividends to various common Stock and preferred
stockholders according to the terms of issuance and privileges.

Redemption of debentures and procedure followed by companies to proceed
effectively.

Conversion of debentures into common stock of the company.
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7.1 INTRODUCTION OF A COMPANY

With the advent of sustained growth in trade, commerce and industry during the
20" Century and particularly technological advancement during the 21 century,
business activities in various fields have achieved impetus for exerting efforts in
maintaining ever-growing momentum in enterprises. Thus, the size of business
activities had grown tremendously as the traditional type of entities like sole
proprietorships and partnerships did not supply all the financial resources and
professional expertise to execute mega projects and gigantic complex
manufacturing and trading activities. Therefore, a new form of business
organization came into existence for tremendous business activities whereby the
public was invited to contribute capital and skill. Such an organization is known as
a joint stock company or simply a company or alternatively called a corporation.
Such joint stock companies are established in Pakistan under the Companies Act,
2017.

7.1.1 Meaning of a Company

A company is a business organization that is established under the Companies Act,
2017 whose capital is contributed by its shareholders and which has perpetual
existence. The company is thus an artificial or fictitious person recognized by law,
with a legal entity ad distinctly separated from its owners and having many of the
rights and responsibilities of a real person. A company as a separate legal entity,
may own property in its own name. Thus, the assets of the company belong to the
company itself, not to the shareholders who are however called owners of the
company. Similarly, the liabilities of the company are also to be discharged by the
company, not by any shareholders. The company can carry out its business
operations by its own name and title through its officers and agents. Being a
creature of statute, the scope of its activities is dependent upon its memorandum of
association and any activity performed beyond its scope would be treated as invalid
and ultra virus. The companies are thus governed by the relevant law under which
it was constituted and registered.

The companies perform a dominant role in the economy of a country. It is,
therefore, imperative for everyone interested in business economics and politics to
possess an understanding of companies and their accounting practices. The growth
of large companies has entailed a demand for greater information about their
profitability and financial affairs from persons outside the corporate enterprise.
Virtually every person buys goods and services produced by major companies, a
large number of people also work for these companies, or receive dividends from
them, or sell materials and supplies to them. Thus the general public and multiple
special interested groups are deeply concerned with the operations and financial
stability of major companies. Amongst the specific groups of outsiders, demanding
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accounting information from large companies, are the existing shareholders,
prospective investors for shares, creditors, consumers, financial institutions, labors
unions, financial analysts, government regulatory agencies and the media as well.

There can be two major classifications of joint stock companies. One is a private
company whose members are limited to a family friend and cannot offer its shares
to the general public for sale. The second type is a public company whose members
or unlimited and can offer its shares to the general public for sale. Such
shares/stocks once issued are usually traded on the stock exchanges of the country.

7.1.2 Characteristics of a Company

A Joint stock company represents an important type of business entrepreneurship as it

has unique characteristics, having a pivotal role in building of economy of the country.

It may thus offer certain advantages and disadvantages as deliberated below:-

A) Advantages

1)  The shareholders have no personal liability but only to the extent of their
investment in the company. Thus, the liabilities of the company can be
discharged out of the assets of the company only without recourse to its
shareholders.

2)  The joint stock company can possess an adequate amount of capital as it can
accumulate sufficient funds through the issuance of shares /stocks to the
public and also the issuance of debentures and bonds apart from taking loans
from financial institutions. The corporate structure attracts the public for the
purchase of shares owing to limited liability, its trading facility and the
perpetual nature of the company.

3) The existence of a separate legal entity of the company facilitates it to conduct
business at its own responsibility without involving its ownership/
shareholders.

4)  The perpetual nature of the life of the company enables it to continue its
operations without interruption even upon the death of any shareholders.

5) The shares of the company can conveniently be traded and transferred to
others.

6) The shareholders have no rights to a mutual agency like in a partnership.

7)  The business of the company is conducted by a professional group of persons
including the board of directors which benefits it for the well-conceived
decisions.

B) Disadvantages

1) The corporate organizations are required to adhere to the regulations and
controls imposed by the Companies Act, 2017 and other instructions issued
by the government agencies from time to time.
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2)  The taxation structure comprising general sales tax and income tax
promulgated by the state is strictly implemented by the joint stock companies.
Thus, draining out its profit by 30% to the government in the shape of income
tax and around 16 to 18% sales tax on the merchandise sale. Further, the tax
on dividends ranging from 10 to 20% leads to double taxation on the income
of the company.

3)  Separation of ownership and control of the company sometimes leads to the
deterioration of the profitability of the organization as general employees and
even managers take the least interest and care in the conduct of transactions
of the entity due to their non-involvement in the profitability of the company.

In spite of certain disadvantages of the joint stock form of business organization,
the overwhelming advantages are greater. Thus, the corporate structure is
flourishing and gaining progressive momentum day by day as no other form of
business entrepreneurship can execute the mega projects of large, gigantic and
complex nature of manufacturing and trading activities.

7.1.3 Formation of a Company

The formation of a company is a cumbersome and complicated process as quite
sufficient legal and procedural formalities are needed to be fulfilled. These
activities are segregated into three phases which are (1) Promotion (2)
Incorporation and (3) commencement of business. These are explained as under:-
1)  Promotion

The founders of a company are called promoters. Promoters take the initiative in
the formulation of the company. Promotion of a company means planning its
establishment, negotiation of preliminary contracts, assessment of capital
requirements, choice of first directors drafting the memorandum and articles of
association and prospectus and other associated matters.

2) Incorporation

The Promoters submit the following documents with the Registrar, Joint Stock
Company for incorporation of the company.

a) Memorandum of Association

b)  Articles of Association

c)  Notice of address of the company

d) Statutory declaration by the secretary for compliance with legal requirements.
e) Payment evidence for fee needed for registration of the company.

The incorporation certificate issued by the Registrar of Joint Stock Companies
becomes evidence for the registration of the company.
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3) Commencement of Business

After the registration of the company, the next step is to collect the required funds
from the prospective investors. Thus, the private company asks its promoters to
purchase shares of the company by depositing the price of shares. The public
company is required to issue a prospectus inviting the public to apply for the
purchase of shares of the company. The Board of Directors approves the issuance
of shares on payment of shares price after completion of all these procedural
formalities. The necessary declaration is submitted to the Registrar, Joint Stock
Company, who issues a certificate of commencement of business to a public
company. Now the company is capable of starting its business activities.

Some important legal documents of a company.

A) Memorandum of Association

The memorandum of association is a basic document of every joint stock company

which is named as the constitution/charter of the company. It contains the following

information.

i)  Proposed name of the company with “Limited” wording at the last of the
name in case of a public company and “Private Limited” as the last word in
the case of a private company.

i)  The address of the registered office along with the province, of the company.

iii)  The objects clause indicates the functions which can be performed.

iv) Liability clause mentioning the extent of liability of the members of the
company.

v)  Capital clause of the company indicating the classification and denomination
of shares that could be issued by the company.

B) Articles of Association

The articles of association portray rules and regulations for the internal working
and management of the company affairs. This document describes the powers and
duties of directors and other officers of the company for the functioning of the
business deals. It also entails the rights of different classes of shareholders and
debenture holders, the procedure for making calls for money deposits against
shares, methods of holding meetings and casting votes at the meeting, the procedure
for transfer of shares from one person to another and also the conditions under
which the shares are to be surrendered and are liable for forfeiture etc.

The articles of every company shall be explicit and without ambiguity and without
prejudice to the generality of the foregoing, and shall list detailed rules for
implementation. The articles must be printed and divided into paragraphs duly
numbered consecutively. The articles must be stamped and duly signed by the
signatories of the memorandum of association.
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When a company limited by shares does not frame and file the articles of its own,
then the articles contained in Table A in the first schedule of the Companies Act,
2017 shall become the adopted articles of association of such company. The article
can be amended through the special resolution of the company.

C) Prospectus

This is the basic/document of the company used for raising capital. The prospectus
is an invitation by the company to the general public to subscribe and purchase
shares of the company. The main objective of the prospectus is to create interest of
the prospective investors to induce them to purchase shares and bonds/ debentures
of the company. The prospectus contains information about the nature of the
business, location, past performance if applicable, future prospects of the business,
specific requirements of funds, and name of promoters and directors. It also
describes the amount of authorized capital and details of shares intended to be sold
in each category.

The Registrar of Joint Stock Companies would not register a prospectus unless the
requirements of the Companies Act, 2017 have been complied with and the
prospectus is accompanied by the consent of the person named as the auditor or
legal advisor of the company. The prospectus also includes the names of bankers
through which the applications for the purchase of shares are to be submitted.

7.1.4 General Administrative Structure of the Company

The overall responsibility of management of the joint stock company rests with its
Board of Directors who are elected by the shareholders of the company. The board
of directors is responsible for framing policies, making decisions and arranging
resources for the conduct of business operations. The Managing Director, as
authorized by the board of directors, is named as the Chief Executive Officer of the
company and is responsible for conducting all business transactions of the
organization with his entire wisdom of skill. The corporate affairs are looked after
by the company secretary for holding meetings of the board of directors, annual
general meetings of the shareholders, maintaining minutes of the said meetings,
issuance of share certificates to shareholders, arranging approval of the board for
transfer of shares from one person to the other and meeting regulatory requirements
of the Securities and Exchange Commission of Pakistan in terms of the Companies
Act, 2017.

The administrative and functional setup of the corporation is entrusted to the
General Managers or Controllers of different divisions like Administration, Human
Resources, Accounting and Finance, Production, Procurement, Marketing and
Technology. These Departmental Heads are supported by functional staff. All the
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Departmental Heads report to the Managing Director and perform functions
according to the guidelines given to them in the corporate structure.

7.2 SHARE CAPITAL

The share capital of a company denotes the contribution of funds made by
shareholders/stockholders in the company through the purchase of shares/ stocks of
the joint stock company. This is the major source for the company through which
funds are generated for the conduct of business apart from debentures and Bonds.
The capital stock of the company is classified into accounting record with different
nomenclatures as deliberated below: -

A)  Authorized Capital

This is the total amount of capital divided into different classifications, duly
approved by the Controller of Capital Issue of the Securities and Exchange
Commission of Pakistan, at the request of the company after depositing the
necessary fee. This also matches with the amount of capital authorized and
indicated in the memorandum of association of the company. The company has the
power to issue shares up to the authorized limit of the amount of capital. The total
authorized capital is divided into shares of fixed amount like Rs. 10, Rs. 50 or Rs.
100 each share. The different classifications of authorized capital may comprise the
common shares and preferred shares. Each classification may attract some
privileges. The amount of authorized capital with classifications is indicated in the
equity section of the balance sheet as memorandum information. No accounting
entry is passed for the authorized capital.

B) Issued Capital

This represents the number of shares that have been offered to the public through
the issuance of the prospectus or otherwise in the shape of cash or some other
considerations of assets or services rendered. The issuance of shares can also be
arranged through brokerage houses i.e. underwriters who acquire all major portions
of shares and then sell to the public such shares taking all gains or losses from the
resale.

C) Subscribed Capital

It is that part of issued capital that was subscribed by the potential purchasers of
shares through their requests expressing the intention of purchase to which the
company agreed. The subscription may be greater or lower than the total number
of shares intended to be sold by the company. In case of greater subscription, some
modality is developed to maintain some rationale for selection of issuance of shares.
In case of lower subscription, usually, shares are issued as requested by prospective
purchasers in all.
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D) Called up Capital
It is the total amount of money called up from the subscribers of shares of the
company who rendered their intentions for the purchase of shares.

E) Paid up Capital

The paid-up capital is the called-up capital which has actually been paid up by the
subscribers/ stockholders to the company. Usually, the total par value is collected
at the time of application and as such practically the subscribed, called-up up and
paid-up capital are in the same amount.

F) Reserve Capital

The reserve capital is the portion of subscribed capital of the company which has
been reserved for calling it, in the event of winding up. Thus, the reserve capital is
called and used for exceptional purposes as decided in a meeting of the Board of
Directors through a special resolution.

G) Watered Capital

It is that portion of the share capital that is not represented by any tangible or
realizable assets, for instance, the amount of goodwill paid for an old going concern
acquired by the company. The term watered capital is also used to denote the shares
issued as bonus shares out of accumulated profits instead of paying cash dividends
and no cash is collectible from this source.

7.2.1 Classes of Shares
The Companies Act, 2017 permits the companies to segregate classes of their shares
as considered expedient. However, two major classes of shares are used for
issuance by the companies which are common/ ordinary shares and preference
shares. These are deliberated as hereunder: -
A) Ordinary/ Common Shares
The common stock of a joint stock company in reference to its rights and privileges
shall be governed by its memorandum and articles of association. However, the
common stock has the basic voting rights, entitlement of dividends out of profits as
recommended by the Board of Directors and approved by shareholders in the
annual general meeting, and also other benefits like share in residual assets at the
time of liquidation of the company after all obligations including preference stocks
have been satisfied. The ordinary/ common shares can be issued with some values
described below: -
i)  Par Value of Stock
The par value of stock denotes the amount as indicated on the face of the share
certificate and has been issued at that particular amount to the stockholders.
For example, the share of Rs. 100 issued at Rs. 100 each is its par value.
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i)  Market Value of Stock
The market value of the stock is the price at which the shares can be purchased
and sold each time in the market. This value fluctuates from time to time in
the market at stock exchanges. The market value of stock depends upon the
amount of dividend growth and other economic factors in the country that
have influence over the corporate affairs.

iii) No-Par -Value Stock
No-par value stock is not assigned any par value by the company and its
memorandum of association. Such shares can be issued at any price without
the possibility of a minimum legal capital deficiency (discount factor).

iv) Stated Value Stock
The stated value stock is no-par stock to which the directors assign a “stated”
value per share at issuance to a specific person on some cogent basis.

B) Preferred Shares

The preference shares are those, the holders of which enjoy a priority attachment
in different perspectives. These may comprise the priority of dividends at a
specified rate and also payment of the principal amount of preference shares at the
time of liquidation of the company after other obligations or liabilities are satisfied
but before payment to the common/ordinary stockholders.

The Preferred Stock has different descriptions like 15% Preferred Stock or Rs. 12
Preferred Stock. The 15% Preferred Stock ensures that if the Preferred Stock has a
par value of Rs. 100 each, then Rs. 15 ( Rs. 100x15%) would be the amount of
annual dividend payable to the Preferred Stockholders on each share. In the case of
Rs. 12 Preferred Stock, the dividend of Rs. 12 on each Preferred Stock would be
payable each year irrespective of the par or stated value of each Preferred Stock.

Similarly, some other characteristics and conditions may frequently be added to the

preferred stock to make it more attractive for the perspective stockholders which

are deliberated as hereunder:

i)  Cumulative and non-Cumulative Preferred Stocks
The cumulative Preferred Stock carries the privilege of dividend
accumulation from one year to the other. Since the dividend can only be paid
out of profits, in case of no profit or sustaining loss in any year, the due
dividend on cumulative preferred stock would go in arrears to the next year
when in case of sufficient profit, the priority shall be given for payment of
dividend arrears on the cumulative preferred stock and then current year’s
dividend would be paid on preferred stock if resources of profit can so
accommodate. This facility would, however, not be applicable on the non-
cumulative preferred stock as the specified amount or rate of dividend would
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i)

be payable to the non-cumulative preferred stock only when the current year’s
profit can accommodate such obligation. If the current year’s profit is
insufficient, only the available amount at lower rates would be paid and any
deficiency would not be carried forward to the next accounting period as
arrears. Further, if the company has sustained a loss during the current year,
then neither any payment of dividend to the non-cumulative preferred stock
would be made nor such dues would be carried forward to the next accounting
period for payment of a dividend of the last year's.

Participating and non-participating preferred Stocks

The participating characteristics of the preferred stock mean that in case of
excessive profit, the preferred stockholders will also share in the balance
profit after the payment of a dividend equal to the stated amount or percentage
on the preferred stock has been made to common stocks. This sharing of
balance profit would be based on the amount of capital contribution of the
preferred and common stockholders. The non-participating preferred
stockholder would not be entitled to share in any excessive profit and the
entire balance of profit would go to the common stockholders.

Convertible Preferred Stocks

The preferred stocks have priority of dividend payment over others like
common Stock. In case the preferred stocks are non-participating then only a
specified amount of dividend is payable on it. The preferred stocks generally
do not have voting rights like common stocks. When the company is
prospering, and sufficient profit is being earned then the dividends to the
common stock would definitely be greater than the specified amount or rate
of dividend on the preferred stocks. Therefore, under such circumstances, the
preferred stockholders would like to exercise the option of converting their
preferred stocks into common stocks, if such option is available so that they
could share greater amounts of dividends and also exercise voting powers and
play their roles in the affairs of the company. Once the preferred stocks are
converted into common stock, they would not be allowed to revert into
preferred stocks.

Redeemable Preferred Stocks

Sometimes when the company requires funds for a specific period, say for
five years or so, for execution of some specific projects, the company may
issue redeemable preferred stocks. Such stocks may be called back and
retired, after some period, by paying the principal amount as stated on the face
of such stocks, thus assuming no liability forever. The call price apart from
the face value may also include some dividends in arrears and any premium
as specified at the time of issuing such redeemable stocks. The redeemable
preferred stock would be presented in the balance sheet of the company as a
long-term liability instead of making it as part of the equity capital.
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7.3 STOCKHOLDER’S EQUITY

The owner’s equity in a company is commonly called stockholders equity,
shareholders equity, shareholders' investment or capital of owners. Generally, the
stockholder’s equity is the amount equal to the assets minus current and long-term
liabilities of the company. However, the law requires that the stockholders’ equity
section of a corporate balance sheet should clearly indicate various sources of its
financing. The two most basic sources of stockholders' equity comprise the
following:-

a)  Investment by the shareholders in the shape of cash or fixed assets.

b)  Earnings from profitable operations of the business shown in the retained

earnings.

The equity also includes some reserves created out of past profits and a premium
on issuance of capital stocks. When the shareholders invest cash or other assets in
the business, the company in turn issues them share certificates as evidence of the
shareholder’s equity ownership. The accounting entry is by debiting Cash or Assets
AlJc and crediting share capital account. The capital paid in by the shareholders is
regarded as permanent capital which is not subject to withdrawal in the future.
When the profitable operations yield profit, it is credited to the retained earnings
which surges the equity of the company. The declaration of dividends, however,
reduces the stockholder’s equity.

7.3.1 Procedure for Issuance of Shares
After registration of the company with the Registrar of Joint Stock Companies, and
issuance of the certificate of incorporation, the private limited company approaches
its specified members to contribute the funds for purchase of shares of the company
and then the business is started. Contrary to it, the public limited company is
required to follow a prescribed procedure for the sale of its shares which is narrated
here step by step:

a)  The company arranges to publish its prospectus in the leading newspapers or
other communication channels inviting the general public to apply for the
purchase of shares of the company within a prescribed time frame by filling
out an application proforma and submitting it to the designated bank branches
or other agents along with a deposit of shares money.

b) A copy of the above-said prospectus is also filed with the Registrar of Joint
Stock Companies by the company.

¢) The applications received by banks etc by the due date are forwarded to the
Company Secretary of the company for further processing

d) These applications are scrutinized by an authorized panel and a report is
submitted to the Board of Directors.
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e) The Board of Directors may decide to:

i) Approve the allotment of shares to all the applicants if the requests were
received from bonafide persons, the due amount was received, and the
subscription is within the ceilings of total shares intended to be sold.

i)  Reject some applications altogether if the terms and conditions were not
followed. The money received with the application will be refunded to
all such rejected applicants.

iii)  If the application for shares is oversubscribed, then the board would
decide a rationale for scaling down the applications so that the shares to
be issued should remain within the ceiling of total shares intended to be
sold. The money for oversubscription of such shares would be refunded
to the applicants.

iv)  Consider the proposals of underwriters to fully or partially accept it. The
underwriters of shares are involved in cases when a large number of
shares are to be issued and the company will probably utilize the
services of an investment banking firm, frequently referred to as an
underwriter. The underwriters guarantee the acquisition of all intended
quantum of shares at a somewhat lower price. These shares are then sold
by underwriters to the investing public at some higher price. The
involvement of underwriters ensures the company that the entire block
of shares would be sold out without delay and the lump sum funds would
be available by the specific date.

f)  After approval by the Board of Directors the Company Secretary would
issue share certificates to the accepted applicants who have now become
shareholders of the company.

7.3.2 Accounting for the Issue of Shares

After approval of the Board of Directors for acceptance of share applications and
issuance of share certificates by the Company Secretary, the funds received by the
company for such shares are now appropriately to be accounted for in the books of
the company. Similarly, a confirmation to the Registrar of Joint Stock Companies
is to be filed for shares issued by the Company Secretary, requesting for issuance
of a business commencement certificate.

7.3.3 Receipts and Allotment

The receipt of money from applicants of shares is just a deposit money and does not
confer any rights to the applicants to be termed as shareholders. It is possible only
when the board of directors has approved the applications for the issue of shares. The
receipt of application money for shares would be accounted for as under: -

Dr. Bank Account XXX

Cr. Shares Application Account XXX
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Afterwards, upon issuance of allotment letter and share certificates, the amount
received from applicants within the total subscribed shares would be reallocated
through the following accounting entry:-

Dr. Shares Application Account XXX

Cr. Shares Capital Account XXX

The funds for rejected applications and oversubscription applications would be
refunded to the applicants after 40 days of the issue of the prospectus. In case the
refund of money is not arranged within 50 days after the issue of the prospectus,
then the directors of the company would jointly and severally be liable to repay the
amount with a surcharge of 1.5 percent for every month from the expiry of the 50"
day. These bindings have been enforced by the Companies Act. 2017 on all public
companies.

7.3.4 Shares Issued at Par, Premium and Discount

The common/ordinary shares may be issued by a Joint Stock Company at some

different prices depending upon the market circumstances as noted below:

a)  Current position of the investment market.

b)  Present financial position and performance of the Company

c) Appraisal of expected future earnings of the Company.

d) Past and probable rate of dividend per share.

e) Potential of business of the company in reference to certain privileges
attached to it.

The shares may be issued by the company at its par value, at a premium or at a
discount which is further elaborated one by one in the ensuing paragraphs.

A) Shares Issued at Par Value

When the Common Stock of Rs. 100 each denomination is issued at Rs. 100 each,
it represents the issuance of Stock at par. When the applications for issuance of
5,000 Shares of Rs. 100 each at par value are received by the company, and the
shares are issued after approval of the board of directors, The following two
accounting entries are recorded:-

1. | Dr. Bank A/c Rs. 500,000

Cr. Common Stock Application A/c Rs. 500,000
2 | Dr. Common Stock Application A/c Rs. 500,000

Cr. Common Stock Capital A/c Rs. 500,000

The above accounting entries indicate that the applications for 5,000 shares of Rs.
100 each were received along with shares money which were accepted and after
approval, the shares were issued. However, in case of oversubscription, the funds
received for the oversubscription would be refunded to the applicants. The common
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stock capital account is a controlling account. It is imperative to maintain members’
records of the name and address of each stockholder and the number of shares held
by each so as to issue dividend cheques, proxy forms and annual reports. This
would be applicable in any type or classification. The stockholders equity section
in the balance sheet of the company, at the end of its first year, when the net income
of Rs. 100,000 was earned and no dividend was declared, would present as under:-

Stockholders’ Equity
- Common Stock 100,000 shares of Rs. 100 each authorized and issued 5,000

shares at a par value of Rs. 100 each Rs. 500,000
- Retained Earnings Rs. 100,000
- Total Stockholder’s equity Rs. 600,000

B) Shares issued at a premium

Sometimes when the shares are issued by a Joint Stock Company at a value greater
than its par value, it is termed as a premium. If the common stock of Rs. 100 each
par value is issued at Rs. 120 each, the excessive amount of Rs. 20 (Rs. 120-Rs.
100) would be termed as premium. The shares of the company are issued at a
premium when the company is earning higher profits and has the potential to
distribute the greater amount of dividends than the prevailing rate of interest or the
dividend rates of other competing companies. Taking same data as at the preceding
page for issuance of shares, but at a premium, the accounting entries would be
incorporated as under:-

Bank Account 600,000
Common Stock Application A/c (5,000 600,000
X Rs. 120 each)

Common Stock Application A/c 600,000
Common Stock Capital A/c 500,000
Premium on Common Stock Capital A/c 100,000

It may be noted that the premium on common Stock is not a periodic revenue, rather
itis capitalized in owners’ equity. The presentation of owners’ equity in the balance
sheet at year-end would be as under:-

Stockholders’ equity

- Common Stock 100,000 shares of Rs. 100 each authorized

and issued 5,000 shares of Rs. 100 at Rs. 120 each Rs. 500,000
- Premium on common Stock Rs. 100,000
- Retained earnings Rs. 100,000
- Total Stockholders’ equity Rs. 700,000

164



C) Shares Issued at a Discount

When the Stock of the joint stock company is sold to the public at a price that is
lesser than its par (face) value, it is called as issuance of stock at a discount. A
newly established company is not allowed to issue its stock at a discount. However,
it can later issue the stock at a discount with the prior approval of its board of
directors and the Exchange Commission of Pakistan after rendering some cogent
reasons. The issue of shares at a discount must be authorized by the resolution
passed in the general meeting which would contain a maximum rate of discount not
exceeding 10% of the par value of shares. The issue of shares at a discount would
not be deemed to be a reduction in the Capital Stock of the company. Every
prospectus relating to the issue of shares and the balance sheet issued by the
company would indicate the details of discounts allowed on the issue of shares in
the past.

Suppose after meeting all the procedural and legal requirements a company has
issued 5,000 shares of Rs. 100 each par value at Rs. 90 each during its third year of
operations, the accounting entries would be recorded as under:-

Dr. Bank Alc 450,000
Cr. Common Stock Application A/c 450,000
Dr. Common Stock Application A/c 450,000
Dr. Discount on Common Stock Capital A/c 50,000
Cr. Common Stock Capital A/c 500,000

The discount on Common Stock is not treated as a periodic expense rather it is
capitalized in the balance Sheet which can be adjusted against the premium on
similar Common Stock Capital available from the past or in the future. The
presentation of owners’ equity in the balance sheet at the end of the year, after
capital stock is sold at a discount, would appear as under:-

Stockholders Equity
- Common Stock 100,000 shares of Rs. 100 each authorized

and issued 5,000 shares Rs 100 each at Rs. 90 each Rs. 500,000
- Less discount on Common Stock (Rs. 50,000)
- Retained Earnings Rs. 100,000
- Total Stock Holders” Equity Rs. 550,000

Further, when some common stocks were issued earlier at a premium as in para ‘B’
above and later some common stocks were sold at a discount as per para ‘C’ above,
the amount discount of Rs. 50,000 would be adjusted from the premium of
Rs. 100,000 on Common Stock in the internal column and net balance of premium
of Rs. 50,000 on Common Stock along with the changes in the issued stock quantity

165



and amount would be reported in the collective stockholder’s equity section of the
balance sheet apart from other contents.

7.3.5 Shares Issued at no Par and at Stated Value

A)  Shares issued at No Par value

When the shares are issued without its denomination of par or face value, the entire
proceeds collected on the sale of shares are credited to the Common Stock Capital
without recognition of any discount or premium. The Companies Act, 2017 does
not contain any provision for issuance of no par value stock in Pakistan. However,
no-par shares were first authorized by the New York State in 1912 and at present
are authorized in nearly all the states as well as in Canada. The objectives of no-par
shares were to combat abuses of the investing public at the hands of exploiting and
unethical practices by some promoters and to eliminate complicated accounting for
discounts on the issue of shares. To illustrate, a company records the issuance of
1,000 Common Stock of no-par for Rs. 80 each at cash as under:-

Dr. Bank Account Rs. 80,000

Cr.  Common Stock (No Par value) Rs. 80,000

B) Issuing Stated Value Stock

In case no-par Stock is issued and assigned a stated value, its stated value becomes
legal capital which is credited to the stated value Stock Account. Assume that the
stated value stock is issued at an amount in excess of stated value, the excess is
credited to the paid-in capital in excess of Stated Value Common Stock which is
reported in the Stockholder’s equity section of the balance sheet. To illustrate, a
company that issued 2,000 shares of no-par common stock having a stated value of
Rs. 100 each at Rs. 110 cash per share, the accounting entry would be recorded as
per the following:-

Dr. Bank Alc Rs. 220,000

Cr. Common Stock Capital (Rs. 100 Stated value) Rs. 200,000

Cr. Paid- in Capital in Excess of Stated Value Common Stock. ~ Rs. 20,000

7.3.6 Issuing Stock for Non-Cash Assets

When Common Stocks are issued by a joint Stock company in exchange for assets
other than Cash, such as land, buildings, plant and machinery or other equivalent
tangible commodities, etc. the assets so received would be recorded at their fair
market value. As an illustration assume that on 15 May 2025 a company acquired
land, buildings and equipment with a fair market value of Rs. 8,000,000,
Rs. 12,000,000 and Rs 5,000,000 respectively in exchange for 200,000 Common
Stock with a par value of Rs. 100 each, the transaction would be recorded as under:-
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15.05.2025

Dr. Land Alc 8,000,000
Dr. Building A/c 12,000,000
Dr. Equipment A/c 5,000,000
Cr.  Common Stock Capital A/c 20,000,000
Cr.  Premium on Common Stock Capital A/c 5,000,000

It may be kept in view that the determination of the fair market value of the assets
so acquired in exchange for shares is the responsibility of the Board of Directors of
the Company. It is not always possible to make an objective determination but if
shares are also being issued for cash at about the same time, the cash price of the
shares may provide an indication of the proper valuation of the assets so acquired.
The shares so issued would be stated in the balance sheet as having been issued for
consideration other than cash as a full disclosure requirement.

A company can occasionally also issue its Common Stock to promoters in exchange
for their expenses and services rendered for the establishment of the company. All
such costs are capitalized in the accounting record as organization expenses and
amortized over a period of three to five years gradually. Assume, the promoters
claim that they have incurred an amount of Rs. 280,000 on the registration of the
company and its related documentation, the Common Stock of 2,800 of Rs. 100
each issued to the promoters of the company would be recorded as under: -

Dr. Organization Expenses A/c Rs. 280,000

Cr. Common Stock Capital A/c Rs. 280,000

The issuance of the above Common Stock would require the approval of the Board
of Directors of the company. Such organization Expenses are termed Preliminary
Expenses and are also called Deferred Costs of the company.

Demonstration Problems 7-01

Modern Technology Company was established in August 2026 with the following
authorized Capital:

A) Common Stock of Rs. 10 each 500,000 Shares

B) 10% Preferred Stock of Rs. 50 each 200,000 Shares

The Company issued shares as under: -

10.09.2026 50,000 Common Stock at Rs. 10 each

20.12.2026 40,000 Common Stock at Rs. 12 each

15.09.2027 20,000 Common Stock at Rs. 9 each

10.10.2027 40,000 10% Preferred Stock at Rs. 60 each

12.10.2027 100,000 10% Preferred Stock for Plant and Equipment Valuing
Rs. 6,000,000
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30.06.2028  Earned a profit of Rs. 900,000 during 2027-28. The closing balance
of account receivables amounted to Rs. 600,000 and inventories at
Rs. 400,000

30.06.2028 Declared 10% dividend on Preferred Stock and 8% dividend on
Common Stock. The accounts payable at year-end amounted to
Rs. 100,000

25.07.2028  Paid dividend to Preferred and Common Stock as declared.

Required:

A) Pass necessary journal entries until 30 June 2028.

B) Prepare the balance sheet as of 30 June, 2028.

C) Pass necessary accounting entries for payment of Dividends on Preferred and
Common Stocks on 25 July 2028.

SOLUTION
A) Journal Entries
Date Particulars Dr. Rs. Cr. Rs.
10.09.2026 | Bank Alc 500,000
Common Stock Capital A/c 500,000
20.12.2026 | Bank Alc 480,000
Common Stock Capital Al/c 400,000
Premium on Common Stock Capital A/c 80,000
15.09.2027 | Bank Alc 180,000
Discount on common Stock Capital A/c 20,000
Common Stock Capital Alc 200,000
10.10.2027 | Bank Alc 2,400,000
10% Preferred Stock Capital A/c 2,000,000
Premium on 10% Preferred Stock Capital
Alc 400,000
12.10.2027 | Plant & Equipment A/c 6,000,000
10% Preferred Stock Capital A/c 5,000,000
Premium on 10% Preferred Stock Capital 1,000,000
Alc
30.06.2028 | Profit & Loss Alc 900,000
Retained Earnings A/c 900,000
30.06.2028 | Retained Earnings A/c 788,000
Dividend Payable on Preferred Stock A/c 700,000
Dividend Payable on Common Stock A/c 88,000
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Workings

Dividend on Preferred Stock

40,000+ 100,000 =140,000 X Rs. 50= Rs. 7,000,000
Rs. 7,000,000X10% = Rs. 700,000

Dividend on Common Stock

50,000+40,000+20,000 = 110,000 X Rs. 10= Rs. 1,100,000
Rs. 1,100,000 X 8% = Rs. 88,000

B) Modern Technology Company
Balance Sheet as at 30.06.2028
Current Liabilities Current Assets
-Accounts Payable Rs. 100,000 | -Cash Rs. 3,560,000
-Dividend payable on 10% 788,000 | -Accounts 600,000
Receivables
Preferred and Common Stocks. -Inventories 400,000
Stockholders’ Equity Fixed Assets
-Common Stock 500,000 shares
of 10 each authorized and issued
50,000 shares of Rs. 10 each at .
par, 40,000 shares of Rs. 10 each 1,100,000 | - Plant & Equipment 6,000,000
at Rs. 12 each and 20,000 shares
of Rs. 10 each at Rs. 9 each.
-10% Preferred Stock 200,000
Shares of Rs. 50 each authorized
and Issued 40,000 shares of Rs. 50
each at Rs. 60 each and 100,000 7,000,000
Shares of Rs. 50 each at Rs. 60
each in consideration of plant and
equipment
-Premium on common Stock less
discount on common Stock 60.000
-Premium on 10% Preferred 1,400,000
Stock
-Retained Earnings 112,000
Total Rs. 10,560,000 10,560,000
C) Accounting Entries for Payment of Dividends
Dr Cr
25.07.2028 | Dividend payable on Common Stock A/c | 700,000
Dividend payable on Common Stock A/c 88,000
Bank Alc 788,000
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Demonstration Problems 7-02

Shadman Trading Company had 10,000 shares of 10% Preferred Stock of Rs. 100
each and 80,000 Common shares of Rs. 10 par value outstanding for the last several
years. During 2024 and 2025 the profits earned totaled Rs. 60,000 and Rs. 216,000
for each year respectively.

Required:

Compute the amount of dividends that must be paid to the preferred and Common
Stockholders each year based on the following independent assumptions.

A) Preferred Stock is cumulative and non-participating.

B)  Preferred Stock is non-cumulative and participating

SOLUTION

A) Dividend distribution on preferred stock cumulative and non-participating:

1)  Year 2024 Profit Rs. 60,000
10% Preferred Stock 10,000 shares X Rs. 100 = Rs. 1,000,000X10% =
Rs. 100,000
Profit available Rs. 60,000 distributed to Preferred Stockholder. Arrear
dividend Rs. 40,000 on Preferred Stockholder.

- No dividend to Common Stockholders as no balance profit is available.

2)  Year 2025 Profit Rs. 216,000.
10% Preferred Stock — Arrear of 2024 Rs. 40,000
Current Year 2025 Rs. 100,000
Total Dividend Rs. 140,000
Common Stock- entire balance profit as dividend Rs. 76,000

B) Dividend Distribution on Preferred Stock Cumulative and Participating:
1)  Year 2024 Profit Rs. 60,000
- 10%Preferred Stock 10,000 shares X Rs 100= Rs. 1,000,000 x 10% =
Rs. 100,000
- Profit available Rs. 60,000 to be paid as dividend to preferred stockholders.
No dividend as arrear because preferred Stock is non-cumulative.
- Common stockholders- no dividend because no balance profit is available

2)  Year 2025 Profit Rs. 216,000
- 10% Preferred Stock

No arrear of 2024 -

Current year — 2025 Rs. 100,000
Participating in share of

dividend Rs.1,000,000 x 2% Rs. 20,000
Total dividend Rs. 120,000
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- Common Stock at 10% equal to preferred Stock

Rs. 800,000 x 10% = Rs. 80,000

Participating share of dividend Rs. 80,000 x 2% =  Rs. 16,000

Total dividend to Common Stock Rs. 96,000
Workings

Balance profit available: Rs. 216,000 — Rs. 100,000- Rs. 80,000= Rs. 36,000 This
balance profit of Rs. 36,000 to be distributed amongst the Preferred and common
stockholders on the basis of their capital ratio as worked out below:-

Preferred Rs. 1,000,000

Common Rs. 800,000

Total Rs. 1,800,000

Ratio= Rs. 36,000/Rs. 1,800,000 X 100= 2%

7.4 DEBENTURES

The financial resources of the company are usually met through issuance of
common stocks which are perpetual in nature of life. Hence the finances generated
through this source are permanently used for regular requirements. However, when
the funds are needed for some specific period of time say 3 to 5 years or so, then
the alternate source of financing is the debentures which are issued for a specific
period and then redeemed. The Companies Act, 2017 states that “debenture
includes debenture stock, bond, terms finance certificate or any other instrument of
a company evidencing a debt whether constituting a mortgage or charge on the
assets of the company or not.” So the debenture is an instrument/ indenture that
indicates evidence of money borrowed by the company containing terms of interest
rate and its repayment period. The debenture holder is, therefore, a creditor not the
owner of the company. A company has express or implied borrowing powers in its
articles of association for a valid issue of debentures. Formal approval of directors
and shareholders is usually required before debentures can be issued by a public
company. A private company cannot, however, issue debentures to the public.

7.4.1 Classification of Debentures

Premised upon the terms and conditions, the debentures are usually classified into

the following categories:-

A) Security point of view

1.  Naked/un-secured debentures: Those debentures are not backed by any charge
on assets of the company. The holders of such debentures are, therefore, not
provided any security with regard to the payment of interest and principal
amount. Such debenture holders are like general creditors of the company.

2. Mortgage Debentures: Such debentures are secured by a charge on the assets
of the company like building, Accounts Receivable and inventories, etc. The
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mortgage debentures are further categorized as (a) fixed charge and (b)
floating charge. The debentures secured on a particular asset are called fixed
charges while the general assets of the company are called floating charges.
Such charge may be of pari-passu or first priority and second priority as well.
Sometimes the security of such debentures is also provided by some other
authority as guarantor.

Trust deed: In case the mortgage debentures are issued to the public, it
becomes mandatory for the company to appoint trustees who will hold the
property offered as security in trust for the benefit of all debenture holders.
The company acknowledges its debt to the trustees by handing over the
relevant trade deeds.

Redemption point of view

Redeemable Debentures: Those debentures are subject to repayment after
the expiry of a specified time period along with periodic interest thereon.
Irredeemable Debentures: Those debentures are perpetual in nature and
longevity which are not to be paid within a specific period. Such debenture
holders also can not demand payment from the company so long as it is going
concern. However, payment of such debentures is made after quite a long time
or when the company goes into liquidation upon its winding up.

Record Point of view

Bearer Debentures: Those debentures which do not mention the name of the
person and just its bearer are treated as its owner. Such debentures can be
transferred from one to the other person by mere delivery.

Registered Debentures: Those debentures indicate the name of the person/
owner on the face of it and are registered in the books of the company by the
same name/ owner. Such debentures cannot be transferred to another person
by mere delivery.

Convertibility point of view

Convertible Debentures: These are the debentures that are convertible into
shares of the company in terms of their issue and at the option of the company
or the debenture holder.

Non-Convertible Debentures: The debentures which do not contain any
provision of conversion into shares of the company are called non-convertible
debentures.

7.4.2 Debenture Stock
The debenture stock is a loan contract issued by a company or public body
specifying an obligation to return borrowed funds and pay interest, secured by all
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or part of the company’s property. Certificates specifying the amount of debenture
stock, with coupons for interest attached, are usually issued by borrowers to the
lenders The debenture stocks are always fully paid.

7.4.3 Difference between a Debenture and Debenture Stock

Following are the main differences between a debenture and a debenture Stock

a)  Debentures need not be fully paid whereas debenture stock must be fully paid

b)  Debentures can be transferred wholly whereas debenture Stock can be
transferred in fractions as well.

c)  Debentures are identified by their distinct numbers whereas no such distinct
numbers are applicable for debenture Stock.

7.4.4 Difference between Debenture Holders and Shareholders

The following are the main differences between the debenture holder and share

holder:-

a) A person having the debentures is called a debenture holder while the person
holding the shares is called a shareholder.

b)  Debenture holder is a creditor of the company and cannot participate in the
management affairs of the company whereas a shareholder is the owner of the
company, has voting powers/rights and can also take part in the management
of the company.

c)  The debenture holders will get interest on the debentures at an agreed rate
which will be paid in all circumstances irrespective of the fact that the company
is earning profit or sustaining loss. Contrary to it the shareholders will get a
portion of the profit called a dividend which is dependent upon the profit of the
company. It can be declared by the board of directors out of profit only.

d)  Debenture holders will get payment of the amount of debentures on the expiry
of the validity period whereas the shareholders will get payment only at the
time of liquidation of the company.

e)  Debenture holders will get priority in getting the money back as compared to
shareholders in case of liquidation of the company.

f)  Debentures can be issued on any condition whereas shares at a discount can
be issued by the company only after observing certain legal formalities.

7.4.5 Issue of debentures

Often when the company needs supplementary funds for a relatively specific longer
period it is met through the issuance of debentures. The procedure for issuance of
debentures is similar to the issuance of shares of the company. A prospectus for the
required debentures is floated and the public is asked to apply for the debentures.
Upon receipt of applications, the directors will consider and approve/reject the
applications and then debentures are issued. The debentures are treated as long-
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term loan liability instead of equity in the balance sheet of the issuing company.
The accounting entry for the issue of debentures is made by debiting to asset/cash
A/c and crediting to the debentures Account.

The issuance of debentures may be studied from the following point of view:-
A) From a consideration point of view.
B) From the conditions of redemption point of view.

Both the above patterns are now deliberated as under:-
A) Debenture issued from a consideration point of view
The debentures can be issued for the following considerations:-
1)  For cash consideration
2)  Other than cash consideration
3)  Issued as collateral security

All the three above considerations are elucidated chronologically as below:-

1)  Debentures issued for Cash Consideration.
The debentures are issued by the company after collecting cash from the
perspective of investors. The following accounting entry will be recorded:-
Dr. Bank Account XXX
Cr  Debentures Account XXX

Likewise shares of the company, the debentures can be issued at par value, at a
premium and at a discount as deliberated below:

A) Debentures issued for cash at par value

The debentures are said to be issued at par value when the cash collected is equal
to its face value. For example, the debentures of Rs. 100,000 were issued for cash
on Rs. 100,000. The issuance of debentures of par value would be recorded as
under:-

Dr. Bank Account 100,000

Cr  Debentures Account 100,000

B) Debentures issued for cash at premium

When the debentures are issued at a price that is greater than their face value, it is
called an issue at a premium. For instance, the debentures of Rs. 100,000 are issued
for Rs. 110,000, the excessive amount of Rs. 10,000 would be a premium which is
a capital gain for the company. The issuance of debentures at a premium would be
recorded as under:-

Dr. Bank Account Rs. 110,000
Cr. Debentures Alc Rs.100,000
Cr  Premium on Debentures A/c Rs. 10,000
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The premium on debentures is presented on the liabilities side of the balance sheet
under the head” reserves and surplus”. The premium can be utilized for adjusting
capital expenses or writing off capital losses.

C) Debentures Issued for Cash at a Discount

When the debentures are issued by the company at a cash price that is lesser than
its face value (nominal value), it is treated as issued at a discount. In order to
illustrate it, assume that the debentures of Rs. 100,000 were issued at cash of Rs.
95,000. The difference of Rs. 5,000 will be treated as a discount. The accounting
entry will be recorded as under:-

Dr. Bank Account Rs. 95,000
Dr. Discount on debentures account Rs. 5,000
Cr. Debentures Account Rs. 100,000

The discount on debentures is a capital loss and is presented on the Assets side of
the balance sheet under the heading “Deferred Cost” as a fictitious asset until it is
written off periodically or adjusted against the Premium on Debentures Account.
The debentures carry a fixed rate of interest, say 15% or 16%. Therefore, the
debentures would be presented in the accounting record as a 15% prefix.

2)  Debentures Issued other Than Cash Consideration

Occasionally the debentures may be issued by a company other than cash. In this
context when the company is in need of some fixed assets but funds are scarcely
available then as agreed by the vendor the debentures can be issued as consideration
for the acquisition of the proposed assets. For instance, when Vender has consented
to supply certain assets of Rs. 500,000 against Debentures of the Company, the
transaction would be recorded as under:

Dr Assets Account Rs. 500,000
Cr Vender Account Rs. 500,000
Dr Vender Account Rs. 500,000
Cr Debenture Account Rs. 500,000

In this context, the debentures can also be issued and recorded at par, at a premium,
or at a discount likewise as dealt with in the issuance of debentures at cash.
However, the relevant adjustment will have to be shown in the first entry as above.
In order to further illustrate this concept, assume a company acquired assets having
a market value of Rs. 850,000 and took over liabilities of Rs. 150,000 of the vendor
and as consideration agreed to issue 12% Debentures of Rs. 650,000. This
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transaction would be recorded as under:

Dr. Sundry Assets Account Rs. 850,000
Cr. Vendor Account Rs. 700,000
Cr. Liabilities Account 150,000
Dr. Vendor Account 700,000
Cr. 12% Debentures Account 650,000
Cr. Premium on Debentures Account 50,000

In case the market value of assets is lesser i.e at Rs. 780,000 it will involve a
Discount on Debentures Account of Rs. 20,000.

3) Debentures Issued as Collateral Security
When debentures are issued as supplementary and secondary security in addition
to the principal security against a loan or bank draft, such an issue of debentures is
called an issue of debentures as collateral security. The basic objective of such an
issue is that if the company does not repay the loan and interest thereon and the
main security is found to be insufficient, the bank will be entitled to sell such
debentures in the market or keep these for redemption at maturity to satisfy its claim
in toto. However, in case the company discharges its obligation of loan, the bank
will return these debentures, which were issued as collateral security, to the
company. The debentures issued as collateral security can be dealt with in two ways
as deliberated below:-
1)  First Method
No accounting entry needs to be recorded in the books of the company when
debentures are issued as collateral security. Debentures become alive only
when the loan is not repaid. The disclosure of such debentures must be clearly
mentioned in the balance sheet by way of a note under the headings loan and
debentures as shown below:-

Balance Sheet

Liabilities and Equity

Debentures

(In addition 20 debenture of Rs. 100,000 each have been issued as collateral
security)

Loan or Bank Overdraft secured against Accounts Receivables.

(Secured by the issue of 20 debentures of Rs. 100,000 each as collateral security)
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2)

B)

Second Method

The Following accounting entry can be recorded for the issue of debentures
as collateral security

Dr. Debentures Suspense Account XXX

Cr. Debentures Account XXX

As soon as the liability of the bank loan is discharged by the company, the
above accounting entry willbe reversed.

Under this method, the presentation in the Balance sheet would be as under:-
Balance Sheet

Liabilities and equity Assets

Debentures Debentures Suspense Account XXX
(12% Debentures issued as collateral
security for Bank Loan as contra item)

12% Debentures of Rs. xxx

each at par XXX

Lons form Bank XXX

Debentures Issued from Conditions of Redemption Point of View

The terms of redemption of debentures are also mentioned on the debenture
instrument when these are issued to roprospective investors. However, the
redemption of these indentures may be possible in the following five patterns:-

Possibility | Condition of issue Condition of redemption
1- Issued at par Redeemable at par

2- Issued at par Redeemable at premium
3- Issued at premium Redeemable at par

4- Issued at discount Redeemable at par

5- Issued at discount Redeemable at premium

In order to illustrate the accounting entries for issuance and redemption conditions
in each of the above five possibilities following data is considered:-

Debenture denomination Rs. 100,000
Premium on Debenture 10%
Discount on debenture 5%
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Possibility Issuance Redemption
1. | Bank Alc 100,000 Debentures Alc 100,000
Debentures A/c 100,000 Bank A/c 100,000
2. | Bank Alc 100,000 Debentures Alc 100,000
Loss on issue of Premlum_on
10,000 | Redemption of 10,000
Debentures
Debenture
Debentures A/c 100,000 Bank A/c 110,000
Premium on
Redemption of 10,000
Debentures A/c
3. | Bank A/c 110,000 Debentures Alc 100,000
Debentures A/c 100,000 Bank A/c 100,000
Premium on
Debentures 10,000
4. | Bank Alc 95,000 Debentures A/c 100,000
Discount on
Debentures A/c 5,000 Bank A/c 100,000
Debentures A/c 100,000
5. | Bank A/c 95,000 Debentures A/c 100,000
Loss on issue of Premlum_on
15,000 Redemption of 10,000
debentures
Debentures
Debentures Alc 100,000 Bank A/c 110,000
Premium on
Redemption of 10,000
Debentures

The loss on issuance of Debentures is a capital loss that would be amortized over
the tenure of the debentures. Similarly, the premium on debentures is a capital gain
that is adjustable against the annual amortization of other debentures capital loss
and any balance left is to be shown on the balance sheet of each year as deferred
expenses and revenues until these are fully squared up.

2.5 REDEMPTION OF DEBENTURES

The debentures are fixed tenure liability which is to be discharged by redemption
so long as the company is solvent. The redemption of debentures which means its
principal payment is to be planned by the management of the company keeping in
view the terms of redemption as stated on the debenture instrument at the time of
issuance. The annual or semiannual interest on debentures is, however, paid on the

178



dates falling due during the tenure of debentures. The following three aspects,
however, require the attention of the management when the company is going to
redeem its debentures:-

a)
b)

c)

Time of redemption of debentures.
Amount to be paid on redemption of debentures.
Source of financing on redemption of debentures.

The above three aspects of redemption of debentures are deliberated sequentially.

a)

b)

Time of redemption of debentures

Generally, the debentures are redeemed at the expiry of their tenure by
making payment of the amount indicated on its face or promised. But
sometimes the company may reserve the right in its articles of association and
stipulation on the debenture instrument to redeem the debentures even before
the date of redemption either by installments or by purchasing its own
debentures in the open market and retiring them. Payment of debentures by
installments is nothing but redemption of debentures by drawing a lot. Thus,
the debentures may either be redeemed at maturity or before maturity
depending upon the resource availability and rate of interest.

Amount to be paid on redemption of debentures

The amount to be paid on redemption of debentures depends on the contractual
obligations or the market condition in each case. In case the debentures are
redeemed on expiry of the period or only by drawing a lot, then the amount to
be paid can either be at a premium or at par as promised by the company. If the
debentures are redeemed by purchasing them in the open market, then the
amount to be paid depends on the market quotation i.e. either at par or at a
premium. Usually, the companies would decide to purchase their own
debentures from the market for redemption when the debentures are quoted
below face value, to take the benefit of depressed prices.

Sources of financing on redemption of debentures

The company is to decide in advance the sources of financing for the
redemption of debentures. The major sources where the debentures can be
redeemed may be as under:-

1)  Redemption out of profits

i)  Redemption out of capital

iii) Redemption out of provision made for redemption.

iv) Redemption through conversion into shares or new debentures.
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These sources are now elucidated as under:-

i)

C)

i)

b)

Redemption of debentures out of profits

When a significant amount of profit is available during the current year or
accumulated from past years then some amount of profit is set aside for
carrying out the redemption of debentures by transferring it to a debenture
redemption reserve account. The objectives for the transfer of profit to reserve
Alc are to ensure sufficient liquidity of the organization and prevent the
management from distributing such amounts as dividends to shareholders. In
this respect, the following accounting entries would be recorded.

a) Transfer of profit to redemption reserve Alc

Dr. Profit and loss appropriative A/c XXX

Cr. Debenture redemption reserve A/c XXX
b) Payment of debentures redemption

Dr  Debentures Alc XXX

Cr Bank Alc XXX
After payment, transfer of debenture redemption reserve.
Dr. Debenture redemption reserve A/c XXX
Cr  General reserve Alc XXX

Redemption of Debentures out of capital

Occasionally when the company could not earn substantial profit or in case
profit earned was sufficient and to avoid a reduction in dividend payment on
each shares the profit would not be used for redemption of debentures. As
such the redemption of debentures would be carried out from the general
available resources which would be termed as redemption of debentures out
of capital. The accounting entry would be recorded as under for redemption
of debentures out of capital:-

Dr. Debentures Alc XXX

Cr. Bank Alc XXX

The above treatment would not in any way affect the profit of the company.
Cum-Interest or Ex Interest Purchase

Sometimes the debentures can be purchased from the open market for
redemption. This purchase may be on a date other than the date of declaration
of interest on debentures i.e. due date. In such a case distinction must be made
between the capital and revenue portion of the price paid for the debentures.
The amount paid towards the cost of debenture constitutes the capital portion.
The amount paid towards interest from the last date of interest payment to the
date of purchase constitutes the revenue portion. For instance, if the interest
on debentures is payable on 30 June and 31 December each year and the
company purchases the debentures on 01 May, the seller will charge the
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ii)

interest for the period of four months i.e from 1 January to 30 April, the period
during which the debentures remained with the seller. Further, the price paid
for debentures depends on the market quotations. In case the quoted price is
ex-interest it means that the company will have to pay the seller besides the
basic price of debentures, also the interest for the period for which the seller
held the debentures. In case the price quoted by the seller is cum-interest, it
means that the price quoted is inclusive of the interest for the period the seller
held the debentures and no extra amount is involved.

Redemption of debentures out of provision for redemption

The debentures are payable on a specified date upon maturity. It becomes
difficult for the company to provide lumpsum funds at a time. Therefore, the
company as a wise policy makes some arrangements of funds in advance to
discharge the known liability of debentures redemption. This can be carried
out through making provision in the following manners:

a) Creating a sinking fund method

b)  Taking of an insurance policy method.

These methods are now described in the ensuring portion.

a)

Creating sinking fund methods

The companies set aside periodically say quarterly, biannually or annually
some funds out of profits and invest them out of business in growing
opportunity of interest earning on it. With the passage of time, sufficient funds
are accumulated in the sinking fund investment account which can be
encashed to discharge the liability of debentures redemption. In this respect,
the treatment of accounting records is carried out as under:

1.  For setting aside the amount at each period:

Dr. Profit and loss appropriation A/c XXX

Cr. Sinking Fund Alc XXX
2. For investing the amount in securities each period.

Dr. Sinking Fund investment A/c XXX

Cr. Bank Alc XXX
3. Earning of interest on Sinking Fund investment each period.

Dr. Sinking Funds Investment A/c XXX

Cr. Interest on Sinking Fund Investment A/c XXX

4.  Encashment of Sinking fund Investment.
Dr. Bank Alc XXX
Cr Sinking Fund Investment A/c XXX
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b)

5. Redemption of Debentures:

Dr. Debentures Alc XXX

Cr. Bank Alc XXX
6.  After redemption of debentures Sinking Fund closing

Dr. Sinking Funds A/c XXX

Cr. General Reserve Alc XXX

Taking Insurance Policy Method
Under this method, an insurance policy is taken by the company for some
amount suitable and matching to the debentures redemption liability. A fixed
amount of insurance premium is paid every period to the insurance company.
At maturity of the insurance policy, the amount is received by the company
and the liability of debentures is redeemed. In this respect following
accounting treatment is carried out: -
1)  Payment of insurance premium at every period on the insurance policy

purchased:

Dr. Insurance policy Alc XXX

Cr. Bank Alc XXX

2)  Re appropriation of premium amount every period from profit and loss
account:-
Dr. Profit and Loss Appropriation A/c XXX
Cr. Debentures Redemption Fund A/c XXX

3. Amount received from the insurance company at maturity
Dr. Bank A/c XXX
Cr. Insurance policy Alc XXX

4.  Redemption of Debentures:

Dr. Debentures A/c XXX
Cr. Bank Alc XXX
5. After redemption of debentures closing of the Redemption fund
Account
Dr. Debentures Redemption Fund A/c XXX
Cr. General Reserve Alc XXX
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iv)

Redemption of Debentures through Conversion into Shares

The debentures can be redeemed by conversion into shares of the company
when such option was stipulated in the prospectus and articles of association
which can be exercised with the consent of both the parties. In the exercise of
this option, the following accounting entries will be passed: -

1.  Debentures converted into shares at par value:

Dr. Debentures A/c XXX
Cr. Capital Stok A/c XXX
2.  Debentures Converted into shares at premium.
Dr. Debentures Alc XXX
Cr. Capital Stock Alc XXX
Cr. Premium on Capital Stock A/c XXX

3.  Debentures converted into Shares at Discount

Dr. Debentures A/c XXX
Dr. Discount on Capital Stock A/c XXX
Cr. Capital Stock Alc XXX

It is relevant to add here that normally the interest due on debentures, each period,
is paid by the company to the debenture holders periodically. However, in the event
of redemption of debentures other than the due date of interest, care would be taken
to account for the amount of outstanding interest appropriately by the company.

Demonstration Problem 7-03

A)

B)

C)

Askari Flour Mills purchased some assets of Rs. 3,500,000 and assumed
liabilities of Rs. 300,000 of a company. It was agreed between the two parties
to issue debentures of Rs. 3,300,000 at a 10% premium.

Askari Flour Mills purchased some assets of Rs. 3,600,000 and took over
liabilities of Rs. 350,000 of a company. It was agreed between both parties to
issue debentures of Rs. 3,350,000 at a 10% premium.

Askari Flour Mills purchased some assets of Rs. 3,800,000 and took over
liabilities of Rs. 300,000 of a company. It was agreed between both parties to
issue debentures of Rs. 3,330,000 at a 10% discount in full satisfaction of the
purchase price.

Required:
Record general journal entries in each of the above three alternatives in the books
of Askari Flour Mills.
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SOLUTION

Askari Flour Mills

Alternatives General Journal

Particulars Dr Rs. Cr. Rs.

A) | Sundry Assets Alc 3,500,000

Goodwill Alc 100,000
Liabilities A/c 300,000
Vendor Alc 3,300,000
Good will=Rs. 3,500,000-Rs. 300,000=Rs.3,200,000-Rs.3,300,000=Rs. 100,000

Vender A/c 3,300,000
Debentures Alc 3,000,000
Premium on Debentures A/c 300,000

B) Sundry Assets A/c 3,600,000

Goodwill A/c 100,000
Liabilities A/c 350,000
Vendor Alc 3,350,000

Vendor Alc 3,350,000
Debentures A/c 3,015,000
Premium on Debentures A/c 335,000

C) Sundry Assets A/c 3,800,000
Liabilities A/c 300,000
Vendor Alc 3,330,000
Capital Reserve Alc 170,000

Vendor Alc 3,330,000

Discount on Debentures A/c 370,000
Debentures Alc 3,700,000

Demonstration Problem 7-04
Gull Fan Company issued 2,000 10% Debentures of Rs. 1,000 each which were
redeemed at maturity.

Required:
Record the issuance and redemption of these debentures in each of the following

cases:-

1)  The debentures were issued at par and redeemed at par.

2)  The debentures were issued at par and redeemed at a 10% premium.
3)  The debentures were issued at a 10% premium and redeemed at par.
4)  The debentures were issued at a 5% discount and redeemed at par
5)  The debentures were issued at a 5% discount and redeemed at a 10% premium
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SOLUTION

Case | Issuance Rs. | Redemption Rs.
1) Bank A/c 2,000,000 10%Debentures A/c | 2,000,000
10% Debentures A/c 2,000,000 Bank A/c 2,000,000
2) Bank A/c 2,000,000 10% Debentures 2,000,000
Premium on
Loss on Issue of Debentures 200,000 Redemption of 200,000
Debentures
10% Debentures A/c 2,000,000 Bank A/c 2,200,000
Premium on Redemption of 200,000
Debentures
3) Bank A/c 2,200,000 10% Debentures A/c | 2,000,000
10% Debentures A/c 2,000,000 Bank A/c 2,000,000
Premium on Debentures A/c 200,000
4) Bank Alc 1,900,000 10% Debentures A/c | 2,000,000
Discount on Debentures A/c 100,000 Bank A/c 2,000,000
10% Debentures A/c 2,000,000
5) Bank A/c 1,900,000 10% Debentures A/c | 2,000,000
Premium on
Loss on Issue of Debentures 300,000 Redemption of 200,000
Debentures
10% Debentures A/c 2,000,000 Bank A/c 2,200,000
Premium on Redemption of 200,000
Debentures

Demonstration Problem 7-05

Reliance Developers were in need of some additional funds for some period which
was met through issuance of 5,000 12% debentures of Rs. 200 each on 01 January
2024. These debentures are redeemable after 3 years. The company decided to
establish a sinking fund for redemption of the debentures. The annuity table shows
that the annuity of Re. 1 for three years at 10% interest amounts to 3.31 factor. The
investment in sinking funds yields 10% annual interest earnings. The investment in
the sinking fund is to be made also for interest earnings.

Required:

Record necessary accounting entries and prepare Ledger Accounts as needed for
three three-year period for issuance till the redemption of these debentures in the
books of the company.
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SOLUTION

Reliance Developers
General Journal

Dr. Rs. Cr. Rs.

01 January, 2024 Bank Alc 1,000,000
12% Debentures Alc 1,000,000

31 December, 2024 | Profit & Loss Appropriation A/c 302,115
Debentures Sinking Fund A/c 302,115

31 December, 2024 | Debentures Sinking Fund Investment A/c 302,115
Bank Alc 302,115

31 December, 2025 | Debentures Sinking Fund Investment A/c 30,211
Debentures Sinking Fund A/c 30,211

31 December, 2025 | Profit & Loss Appropriation A/c 302,115
Debentures Sinking Fund A/c 302,115

31 December,2025 | Debentures Sinking Fund Investment A/c 302,115
Bank A/c 302,115

31 December, 2026 | Debentures Sinking Fund investment A/c 63,444
Debentures Sinking Fund A/c 63,444

31 December, 2026 | Profit & Loss Appropriation A/c 302,115
Debentures Sinking Fund A/c 302,115

31 December, 2026 | Debentures Sinking Fund Investment A/c 302,115
Bank Alc 302,115

31 December, 2026 | Bank A/c 1,000,000
Debentures Sinking Fund Investment A/c 1,000,000

31 December, 2026 | 12% Debentures A/c 1,000,000
Bank A/c 1,000,000

31 December, 2026 | Debentures Sinking Fund A/c 1,000,000
General Reserve Alc 1,000,000

Workings:
Annual installment for Debentures Redemption:
Rs. 1,000,000/3.31 factor = Rs. 302,115

Interest Earnings for: first year investment: Rs. 302,115X10%= Rs. 30,211
Second year investment: Rs. 634,441X10% = Rs. 63,444
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Ledger Accounts
Debentures Sinking Fund A/c

31.12.24 | Balance Rs. 302,115 | 31.12.24 | P&L Appropriation A/c | Rs. 302,115
c/d
31.12.25 | Balance 634,441 | 01.01.25 | Balance c/d 302,115
c/d
31.12.25 | DSF Investment A/c 30,211
31.12.25 | P&L Appropriation 302,115
Alc
Rs. 634,441 Total Rs. 634,441
31.12.26 | General 1,000,000 | 01.01.26 | Balance c/d 634,441
Reserve
Alc
31.12.26 | DSF Investment A/c 63,444
31.12.26 | P&L Appropriation Alc 302,115
Total Rs.1,000,000 Total Rs. 1,000,000
Debentures Sinking Fund Investment A/c
31.12.24 | Bank A/c Rs. 302,115 | 31.12.24 | Balance c/d| Rs. 302,115
01.01.25 | Balance b/d 302,115 | 31.12.25 | Balance c/d| Rs. 634,441
31.12.25 | Debentures 30,211
Sinking Fund Alc
(Interest)
31.12.25 | Bank Alc 302,115
Total Rs. 634,441 Total Rs. 634,441
01.01.26 | Balance b/d 634,441 | 31.12.26 | Bank A/c | Rs. 1,000,000
31.12.26 | Debentures 63,444
Sinking Fund A/c
(interest)
31.12.206 | Bank A/c 302,115
Total 1,000,000 Total Rs.1,000,000
12% Debentures A/c
31.12.24 | Balance c/d Rs. 1,000,000 | 01.01.24 | Bank A/c Rs. 1,000,000
31.12.25 | Balance c/d Rs. 1,000,000 | 01.01.25 | Balance b/d Rs. 1,000,000
31.12.26 | Bank Alc Rs. 1,000,000 | 01.01.26 | Balance b/d Rs. 1,000,000

Demonstration Problem 7-06
Sitara Fabrics Ltd issued 2,000 10% Debentures of Rs.1,000 each on 1 January,
2025 for four years maturity . The interest is payable annually on these Debentures.
The debenture holders have the option for converting into common shares of the
company of Rs. 100 each at Rs. 120 each. At the end of the first year, the interest
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on debentures was outstanding. Holders of 500 debentures decided on 31
December, 2025 to take advantage of the conversion option as the company was
earning significant profit and the dividend on common shares was double the
interest on debentures.

Required:
Record necessary accounting entries for issuance of debentures and conversion into
common shares.

SOLUTION
Sitara Fabrics Ltd.
General Journal

01.01.2025 | Bank A/c Rs. 2,000,000
10% Debentures A/c Rs. 2,000,000
2,000XRs. 1,000= Rs. 2, 000, 0000
31.12.2025 | Interest on Debentures 200,000
Interest Payable on Debentures 200,000
Rs.2,000,000X10% =
Rs. 200,000
31.12.2025 | 10% Debentures A/c 500,000
Interest payable on Debentures A/c 50,000
Bank Alc 50,000
Common shares capital A/c 500,000
Premium on common Share Capital 100,000

WORKINGS

500X Rs. 1,000 = Rs. 500,000 Debentures

Rs. 500,000 /Rs. 100= 5,000 Shares X Rs 120= Rs. 600,000
Rs. 600,000 — Rs. 500,000 = Rs 100,000 Premium

Rs. 100,000 — Rs. 50,000= Rs. 50,000 Cash Payment.
Interest 500XRs. 1,000 = Rs. 500,000X10% = Rs. 50,000

7.6 SUMMARY

Large-scale business activities are traditionally conducted by Joint Stock
Companies. The Companies are established in Pakistan under the Companies Act,
2017 after going through the procedural legal requirements. The company’s
business is conducted and controlled by its Board of Directors who frames policies
and guidelines for its working staff. Private and public limited companies are the
two classifications. After registration, the private company starts its business by
contributing capital to its limited group of shareholders/ members. The public
limited company issues a prospectus inviting the general public to purchase its
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shares. After the issuance of shares and availability of funds the public limited
company is required to issuance of business commencement certificate from the
Registrar, Joint Stock Companies and then business is started.

The shares are of two types, one is ordinary/common shares, while the second
classification is preferred shares. The common shares can be issued at par, premium
and discount. The preferred shares have a guaranteed rate of return and furthermore,
these can be cumulative, non-cumulative, participating, non-participating and
redeemable. The company can also meet its financial requirements through
issuance of debentures which enjoy a variety of benefits and privileges. The
debentures can be issued at par, premium and discount. The debentures attract
interest at a prefixed rate. Contrary to it, the common stockholders are paid
dividends when profits have been earned by the company after paying interest on
debentures.

The debentures and redeemable preferred shares are long term liabilities of the
company, hence these are shown in the balance sheet as long term liabilities while
the common and other types of preferred shares constitute equity of the company
hence, these are accordingly presented. The equity of the company is also
supplemented by a premium on capital stock, discount as a negative figure, capital
and revenue reserves and retained earnings.

7.7 THEORETICAL QUESTIONS

1.  Describe the evolution of a company for the conduct of business activities at
large scale.

2. State the meanings and identification of the company in a business
environment.

3. What is the general administrative structure of a Joint Stock Company?
4.  Describe the advantages and disadvantages of a company.

5. Write notes on the following
a) Memorandum of Association
b)  Articles of Association
c)  Prospectus
d) Certificate of Commencement of Business.

6. What is a Board of Directors of a company and what are its major functions
and responsibilities?

189



10.

11.

12.

13.
14.

15.
16.
17.
18.
19.

20.

Narrate the various classifications of the share capital of the company as
presented in its Balance Sheet.

Describe the classification of shares of a company and the significance of
each.

Elucidate the procedure usually adopted by a public company for issuance of
its shares to the general public.

Record accounting entries on issuance of ordinary shares of a company on
presumptive figures at par, premium and discount values.

What do you understand by the preliminary expenses of a company and how
these are accounted for?

What do you understand by debentures of a company and the purpose of its
issuance?

Describe the major classification of debentures of a company.

Elaborate the difference between the debenture holder and shareholder of a
company.

What are the different methods and considerations for issuance of debentures?
Describe the term redemption of debentures.

What are the different sources of financing the redemption of debentures
Distinguish between ex-interest and cum-interest price for debentures.

Define the sinking fund, its objectives and the procedure of establishment for
the redemption of debentures.

Explain the following:
a)  Redemption of debentures out of profits.
b)  Redemption of debentures out of capital.

7.8 PRACTICAL PROBLEMS

P.7-01 Reliable Steel Mills Ltd was established with a capital of Rs. 50,000,000
divided into 300,000 ordinary shares of Rs. 100 each and 200,000, 12% preferred
shares of Rs. 100 each. The company invited applications for the issuance of
200,000 ordinary shares at a par value of Rs. 100 each. The applications with full
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money were received for 220,000 shares. The Board of Directors decided to issue
shares for the invited quantity and refund over subscribers which was implemented.

Required:
A) Record the above transactions in Accounts.
B) Present equity section of the Balance Sheet.

P.7-02 Asif Beverage Industries has been operating since 2020. The capital of the
company amounted to Rs. 30,000,000 comprising 200,000 ordinary shares of Rs. 100
each and 200,000 10% preferred shares of Rs. 50 each. In the past, it had issued
100,000 ordinary shares at a par value of Rs. 100 each.

The company had performed well during past years. Now it has invited applications
for issuance of 50,000 ordinary shares at Rs. 110 each. The applications were
received for all the shares which were allotted to the subscribers by the end of June,
2024.

Required:
A) Record the above transactions in the books of Accounts
B) Present equity section of the Balance Sheet.

P.7-03 Reliance Flour Mills Ltd had an authorized capital of Rs. 40,000,000 with
400,000 common shares of Rs. 100 each. The Mills issued shares in the following
manner:

A) 100,000 shares at par value.

B) 100,000 shares at Rs. 120 each.

C) 50,000 shares at Rs. 90 each.

Required:
A) Record the issuance of the above shares in the books of accounts.
B) Prepare the equity section of the Balance Sheet.

P.7-04 Allied Domestic Appliances Ltd was established with an authorized capital
of Rs. 50,000,000 divided into 5,000,000 equity shares of Rs. 10 each. The
company issued 1,000,000 equity shares at 5% discount. During the year the
company earned a capital gain of Rs. 800,000. The discount of equity shares was
amortized against the capital gain by the company.

Required:
Pass necessary accounting entries for the above events in the books of the company.
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P.7-05 Subhan Textile Mills Ltd acquired the business of Modern Weaving Factory
where assets and liabilities as on 30 June, 2024 were as under:-

Assets Rs.
Land and Building 40,000,000
Machinery 10,000,000
Furniture 5,000,000
Liabilities- Creditors 10,000,000

The purchase consideration is agreed to be paid through the issuance of fully paid-
up shares of the company of Rs. 100 each face value.

Required:

Record the acquisition of business assets and liabilities of Modern Weaving Factory
in the books of accounts if shares are issued :

a) At par value

b) At 10% discount

c) At5% premium

P.7-06 Fresh Poultry Ltd was organized on 5 July, 2024 with the following
authorized capital:-

a)  Common Stock 50,000 of Rs. 100 each.

b)  12% Cumulative Preferred Stock 50,000 of Rs. 50 each.

The company issued 50% of each category of stocks upon receipt of cash on 15
August, 2024 at par value. The 20% stocks of each category were issued upon
receipt of cash with 15% premium on each stock on 20 December, 2024. The
company also issued 10,000 Common Stock against the acquisition of some
machinery valuing Rs. 1,200,000 on 26 December, 2024.

Required:
A) Pass necessary accounting entries in the books of the company.
B) Prepare the Balance Sheet as of 30 June, 2025.

P.7-07 Shahzeb Manufacturing Company had issued 50,000 12% Preferred Stocks
of Rs. 50 each and 20,000 common stocks of Rs. 50 each. The company earned a
profit of Rs. 595,000 and Rs. 250,000 during the first year and second year of
operation respectively.

Required:

Based upon the above data, compute the amount of dividends to be paid to the 12%
Preferred Stockholders and the common stockholders under each of the following
independent assumptions: -

A) The 12% Preferred Stock is cumulative and participating.
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B) The 12% Preferred Stock is non-cumulative and non-participating.
C) The 12% Preferred Stock is cumulative and participating up to 15%.

P.7-08 The draft equity sections of the balance sheet of Decent Trading Company
Ltd at the years ended 30 June, 2024 and 2025 were as under:-
A) Stockholders’ equity at 30.06.2024
- Common Stock Rs. 10 Par value 50,000 shares authorized
and 20,000 shares issued.

Rs. 200,000
- Premium on common stock Rs. 100,000
- Retained Earnings Rs. 150,000
- Total Rs. 450,000
B) Stockholders equity at 30.06.2025
- Common Stock Rs. 10 Par value 50,000 shares
authorized and 30,000 shares issued Rs. 300,000
- Premium on Common Stock Rs. 120,000
- Retained Earnings Rs. 200,000
Total. Rs. 620,000

Following transactions were conducted: -

1)  On 20 July, 2024 the company declared a dividend of Rs. 2 to each of the
common stockholders.

2) On 10 August, 2024 the dividend declared on 20 July, 2024 was paid to
common stockholders.

3)  During January, 2025 the company issued some more common stocks to the
public.

4)  On 10 July, 2025, the company declared a dividend of Rs. 3 per common
stock.

5) On 05 August, 2025 the dividend declared was paid to the common
stockholders.

Required:

a)  Compute the total amount of dividend declared for the common stockholders
as on 20 July, 2024.

b)  Determine the total amount of dividend paid on 10 August, 2024 to the
common stockholders.

c¢) Compute the amount of premium per share of the common stocks issued
during January, 2025.

d) Calculate the amount of profit earned by the company during 2024-25.

e)  Compute the total amount of dividend declared for the common stockholders
on 10 July, 2025.
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f)  Determine the total amount of dividend paid on 05 August, 2025 to the
common stockholders.

g) Present the stockholders’ equity section of the balance sheet as at 31 August,
2025 of the company.

P.7-09 Shaheen International Hospital was established with the following
authorized capital in 2021:-

- Common Stock 1,000,000 shares of Rs. 100 each.

- 12% Preferred Stock 2,000,000 shares of Rs. 50 each.

During 2021 the hospital management issued the stocks as under:-
- Common Stock 500,000 shares at Rs. 120 each.
- 12% Preferred Stock 1,000,000 shares at Rs. 70 each.

The 12% Preferred Stock was non-cumulative. The hospital operated successfully
and declared and paid the following amounts of dividends for four years to its
stockholders: -

2022 Rs. 4,000,000

2023 5,500,000

2024 10,000,000

2025 12,000,000
Required:

A) Compute the amount of dividend paid to each class of stockholders during
each year of operation.

B) Determine the total amount of dividend paid to the preferred stockholders in
all four years.

P.7-10 The following three independent alternative transactions were under

consideration by Decent Furniture Company Ltd: -

A) Purchase of assets of Rs. 3,500,000 and assuming liabilities of Rs. 200,000 of
a vendor against the issuance of 10% Debentures of Rs. 1,000 each at 10%
premium amount.

B) Purchase of assets of Rs. 3,600,000 and taking over liabilities of Rs. 350,000
of vendor against the issuance of 2,500 10% Debentures of Rs. 1,000 each
which have quoted price of Rs. 1,300 each at the market.

C) Purchase of assets of Rs. 3,800,000 and assuming liabilities of the vendor
amounting to Rs. 300,000 in consideration of issuance of 4,000 10%
Debentures of Rs. 1,000 each.
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Required:
Record the above alternative transactions and also draw a balance sheet in each
case.

P.7-11 Capital Appliances Ltd has outstanding 10,000 15% Debentures of
Rs. 1,000 each on 01 January, 2024. The interest on debentures is payable annually
on 31 December. The company is planning to redeem these debentures in two equal
installments at the end of 2024 and 2025. According to the terms of the issue, the
company has the option to redeem these debentures by drawing or purchasing from
the open market. The company purchases 5,000 debentures of its own at Rs. 960
each at the end of 2024 and balances 5,000 debentures by drawing at par at the end
of 2025 for redemption.

Required:
Record the above transactions assuming that the redemption of debentures is (a)
out of profit and (b) out of capital of the company.

P.7-12 Decent Cutlery Ltd issued 15,000 12% Debentures of Rs. 200 each on 01
July 2024 for financing the purchase of additional machinery. These debentures are
redeemable in three years by annual drawings. According to the terms of debentures,
at the end of its first financial year, 5,000 debentures were redeemed at par value and
at the end of the second financial year further 5,000 debentures were redeemed at a
5% discount. The interest on debentures is paid at the end of each year.

Required:
Record necessary accounting entries for issuance of debentures, payment of interest
and redemption of debentures each year.

P.7-13 The City Developers Ltd issued 10,000 15% Debentures of Rs. 1,000 each.
These debentures would be redeemable after four years. The company decided to
create a Sinking Fund to arrange redemption of these debentures. The available funds
could be invested at 12% per annum compounded interest. According to the annuity
table, the annuity of Re. 1 for four years at 12% interest amounts to 4.7793 factor.

Required:

A) Record necessary accounting entries for issuance of Debentures and their
redemption for four years.

B) Prepare Debentures Account, Debentures Sinking Fund Account and the
Debentures Sinking Fund Investment Account in the ledgers of the company
for four years.
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P.7-14 Millat Trading Company issued 5,000 12% Debentures of Rs. 500 at Rs.
475 each on 01 January 2024. The debenture holders have the option to convert it
into equity shares of Rs. 100 each at a premium of Rs. 20 per share within 2 years
of the issue of debentures. On 31 December, 2024 interest accrued on debentures
remained outstanding. On 31 December, 2024 a Debenture holder notified the
company of the conversion of 2,000 Debentures into common shares of the
company.

Required:

Record necessary accounting entries and present the balance sheet as at 31
December 2024 of the company.
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INTRODUCTION

This unit deals with the maintenance of accounting records and preparation of
annual financial statements by the joint stock companies constituted under the
Companies Act, 2017. These financial statements are duly audited by Chartered
Accountants Firm and their audit report along with the Chief Executive’s report
about significant items of operations are annexed with it as per statutory
requirements. The format of preparation of profit and loss accounts and balance
sheet with disclosure requirements will be explained. Since the public contributes
capital to the company so intervention of regulatory authorities is imperative to
protect the interest of shareholders. This will be explained.

OBJECTIVES

The study of the contacts of this unit would equip the students quite familiar with

the following aspects:-

1. The purpose of maintaining proper accounting records by the company and
preparing financial statements annually and quarterly to report performance
and financial condition.

2. Follow the sequence of contents of the profit and loss account and balance
sheet as prescribed in the fourth and fifth schedules of the Companies Act,
2017

3. Follow the disclosure requirements and presentation of explanatory notes for
the financial statements.

4.  Statutory audit, authentication and circulation of financial statements and
approval of Board of Directors and shareholders.

5. Procedure for the appropriation of profits towards tax, proposed dividends
and other reserves.

6. Distribution of copies of financial statements to government regulatory
agencies, shareholders, Stock Exchanges and financial institutions.
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8.1 ACCOUNTING TREATMENT

The sole proprietorship and partnership firms maintain accounting records of their
business activities as is considered expedient. Even in certain cases, no accounting
record is kept. This is because of the fact that both these types of business setups
are directly conducted and controlled by owners and sometimes by their employees
who are directly supervised by owners. Contrary to the foregoing status, the
business activities of the company set up under the Companies Act, 2017 are
performed by the management and employees. Such management and employees
are not owners of the company rather they are just agents. These people usually do
not have a vested interest in the profitability of the company. Their performance is
based upon the policies and guidelines framed by the Board of Directors of the
company. Since, the owners of the company, who have contributed their resources
in the shape of the capital of the company are absent from the internal affairs and
conduct of business transactions, therefore, the Companies Act, 2017 under
sections, 220 to 239 has made it mandatory on such companies to maintain a proper
and complete record of all the transactions of business so as to report the owners as
well as other interested groups including Government Regulatory Agencies about
performance and financial conditions of the company in a befitting manner and
safeguard their interest. For this purpose, the Board of Directors of a joint stock
company is required to produce in each calendar year the financial statements
comprising profit and loss account and the balance sheet in compliance to the
foregoing provisions of the Companies Act, 2017, International Accounting
Standards and International Financial Reporting Standards as well.

8.1.1 Books of Accounts

In compliance with section 220 of the Companies Act, 2017 every company shall

keep proper books of accounts with respect to: -

a)  All sums of money received and expended by the company and the matter in
respect of which receipts and expenditures take place.

b)  All sales and purchases of goods by the company.

c) All assets of the company.

d)  All liabilities of the company.

e) In the case of a company engaged in production, processing, manufacturing
or mining activities the record relating to the utilization of material and labour
and other inputs or items of cost as may be prescribed by the authority of the
Securities and Exchange Commission of Pakistan (SECP).

The books of accounts and related records are to be kept at the registered office of
the company. Provided further that all or any of the books of account aforesaid and
other relevant papers may be kept at such other place in Pakistan as the Board of
Directors may decide and where such a decision is taken, the company shall, within
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seven days thereof, file with the Registrar of Joint Stock Companies a notice in
writing giving the full address of that other places.

Further, in case a company has a branch office in Pakistan or outside Pakistan, it is
required to maintain proper books of accounts at the branch and a summary report
of transactions be sent periodically to the registered office or where the main books
of accounts are being maintained.

All the books of accounts shall be open for inspection by the directors during
business hours. The concerned officers and other employees of the company shall
provide all assistance in connection with the inspection of the books of accounts by
directors or other authorities.

The books of accounts of every company relating to a period of not less than ten
years immediately preceding a financial year in respect of all of the preceding years
together with the vouchers relevant to any entry in such books of account shall be
kept in good order.

In case the company fails to comply with the foregoing requirements, every director
including the Chief Executive and Chief Financial Officer of the company, who
has by his act or omission been the cause of such default, shall be punishable with
imprisonment up to two years with fine not less than five hundred thousand rupees
and up to five million rupees and with a further fine of ten thousand rupees for
every day after the first day during which the default continues.

8.1.2 Preparation of Final Accounts

The final accounts of the company are prepared from the books of accounts where
every transaction was recorded during the period. Section 223 of the Companies
Act, 2017 has made it compulsory for companies to compile final accounts for
every completed year of business performance. Section 223 of the Companies Act,
2017 elucidates the financial accounts of the company to be dealt with in the
following manner:-

a) Laying Accounts before the General Meeting

The Board of Directors of the company in terms of Section 223 (1) of the
Companies Act, 2017 is required to lay before the annual general meeting, its
financial statements for the period, in the case of the first such statements since the
incorporation of the company and in any other case since the preceding financial
statements, made up to the date of close of financial year adopted by the company.
These financial statements include a balance sheet and profit and loss account or in
the case of a company not trading for profit, an income and expenditure account for
the period. Section 223 (2) provides that the financial statements must be laid within
a period of one hundred and twenty days following the close of the financial year
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of a company. However, in the case of a listed company the Commission and in any
other case the Registrar, may, for any special reason, extend the period for a term
not exceeding thirty days. However, the first accounts of the company must be laid
at some date not later than sixteen months after the date of incorporation of the
company and subsequently once at least in every calendar year.

b)  Audit of Accounts

The financial statements shall be audited by the auditor of the company according
to section 223 (5) of the Companies Act, 2017. The auditor’s report shall be
attached to these financial statements. This shall, however, be not applicable to a
private company whose paid-up capital is not exceeding one million rupees or such
a higher amount of paid-up capital as may be notified by the Commission. The audit
report shall be prepared by exercising all the rights of auditors as specified under
section 248 of the Companies Act, 2017.

¢) Circulating of Accounts

Section 223 (6) provides that every company shall send the audited financial
statements together with the auditor’s report and in the case of a listed company,
the Chairman's review report to every member of the company and every person
who is entitled to receive notice of General Meeting at least twenty one days before
the date of meeting at which it is to be laid before the members of the company,
and shall keep a copy at the registered office of the company for inspection by
members.

d) Filing of Accounts

Under section 223 (7) of the Companies Act, 2017 a listed company shall file such
financial statements together with reports to each of the Commission, Registrar and
the Securities Exchange on which it is quoted. A non-listed company shall not file
such financial statements with the Securities Exchange.

e) Directors’ Report

According to sections 226 and 227 of the Companies Act, 2017 the director's report
which is an integral part of the financial statement, shall include usual information
concerning the affairs of the company, its operation, profit and loss
appropriations etc and also the compliance report on the matters of significant
importance. This report shall also contain the full explanation with regard to any
reservations, observations, qualification or adverse remarks made by the auditors in
their reports on the accounts of the company. Any contravention or default in
complying with their requirements shall be an soffense liable to a penalty. The
directors' report and statement of compliance must be approved by the Board and
signed by the Chief Executive and a Director of the company.
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f) Quarterly Financial Statements

Section 237 of the Companies Act, 2017 provides that every listed company shall
prepare quarterly financial statements subject to a limited scope review by the
statutory auditors of the company, shall file with the Commission, Security
Exchange and the Registrar within the specified period and shall also dispatch it to
the members on request. Any contravention shall be liable to penalty.

g) Consolidated Financial Statements

Under section 228 of the Companies Act, 2017 the consolidated financial statement
of holding and subsidiaries companies shall be prepared and presented as a group
which shall comply with the disclosure requirements of schedules four and five
respectively. These consolidated financial statements shall duly be signed by the
Chief Executive and a director of the holding company.

8.1.3 Annual Financial Statements
The financial statements required to be prepared by different companies are
summarized in the following orders:-
A) For Listed Companies
1)  Annually
1) Profit and loss account or income and expenditure account under section
223.
i1)  Balance sheet under section 223.
iii)  Auditor's report under section 223.
iv)  Directors report under sections 226 and 227.

2)  Quarterly
1) Profit and loss account or income and expenditure account under section
237.
i1)  Balance sheet under section 223.

B) For Unlisted Companies
1)  Profit and loss account or income and expenditure account in case of
companies not trading for profit under section 223.

i1) Balance sheet under section 223.
ii1) Auditors report under section 223.

iv) Director report under sections 226 and 227.

The financial statements of unlisted companies would be required annually only.
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8.1.4 Forms, Contents and Disclosure Requirements

Under sections 220,223 and 225 of the Companies Act, 2017 the books of accounts
and the financial statements so drawn shall reflect a true and fair view of the state
of affairs of the company. Further, the profit and loss account and the balance sheet
shall be prepared after observing the disclosure requirements in the following
manner:-

)

In the case of listed companies the disclosure requirements are as prescribed
under the fourth schedule of the Companies Act, 2017 and also to follow
International Financial Reporting Standards as notified by the Securities and
Exchange Commission of Pakistan.

In case of any other companies including non-listed companies shall comply
with the disclosure requirements as contained in the fifth schedule of
Companies Act, 2017. It may further be added that the insurance and banking
business companies shall follow the pattern of reporting of financial statements
in accordance with the specific law regulating such class of companies.

General Disclosure Requirements
The following general disclosure requirements shall be complied with by the
companies in their financial statement:

a)
b)
©)
d)
e)
f)

All material information necessary to make the financial statements clear and
understandable should be disclosed.

Financial statements should be prepared premised upon the fundamental
accounting assumption namely, going concerns, consistency and accrual.
Any material changes in accounting policies along with their financial impact
should be disclosed.

The basis of conversion of foreign currencies into Pakistani rupees should be
indicated.

Corresponding figures of the immediate preceding financial year should be
mentioned.

Details of any assets of the company not held in the company's own name
should be mentioned.

Details of any concessional loans/advances given by the company should be
disclosed.

Where the company re-values its assets, any surplus arising from it should be
credited to “Surplus on revaluation of Fixed Assets Accounts”.

The composition of the equity section of the balance sheet should give full
details.

The number of persons employed in the company should be indicated.
Details relating to export sales be given.

Details of long-term loans taken and their utilization be indicated.
Contingent liabilities and commitments be separately indicated.

Aggregate charges / fee to Chief Executive and Directors be indicated.
Details of security deposits payable and their utilization be given.
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In addition to the aforesaid disclosure requirements the following legal
provisions and requirements of International Financial Reporting Standards are
also applicable to the listed companies:-

a)  All the significant accounting policies and fundamental accounting assumptions
should be mentioned at one place.

b)  The company's accounting policy to recognize exchange gain/loss should be
mentioned.

c) Corresponding previous period figures should be given.

d) The financial statements should also conform to International Accounting
Standards as notified by the Securities and Exchange Commission of Pakistan
for adoption by companies.

e) Complete details of revenues and its related costs and expenses with taxes be
indicated.

8.1.5 Authentication of Annual Accounts

Under section 232 of the Companies Act, 2017 the financial statements must be
approved by the Board of Directors of the company which shall be signed by the
Chief Executive and at least one Director jointly and in the case of a listed company
also by the Chief Financial Officer. In case the Chief Executive of the company is
for the time being not available in Pakistan, then the financial statements may be
signed by at least two directors of the company.

8.2 PROFIT AND LOSS ACCOUNT

The Companies Act, 2017 does not categorically prescribe any format or a
particular proforma for the preparation of the profit and loss account or Income and
Expenditure Account and also the balance sheet by the company. However, it has
been laid down as to what information it shall contain and disclose.

According to section 225 of the Companies Act, 2017, every profit and loss account
shall give a true and fair view of the state of affairs of the company, comply with
the International Financial Reporting Standards and International Accounting
Standards notified by the Securities and Exchange Commission of Pakistan and
shall be prepared in accordance with the requirements contained in the third
schedule for different classes of companies.

Therefore, in order to disclose the true profit or loss of a company for any financial
year, the company should consider all related income, cost and expenses for the
period which could at any stage portray the results of performance as profit or loss
in absolute terms. Under conservative principles of Generally Accepted Accounting
Principles (GAAP), the matters which have no significant impact on the reported
performance can be omitted. Necessary accounting adjustments at year-end for
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updating the balance of different accounts need to be incorporated while preparing
profit and loss accounts. Besides the appropriation of profits should properly be
presented to make it understandable.

8.2.1 Contents and Format of Profit and Loss Account
The Companies listed on the stock exchange are compulsorily required to follow
the requirements of disclosing the revenues, costs and expenses in accordance with
the detailed components of the profit and loss account as given in part III of the
fourth schedule of the Companies Act, 2017. Similarly, the non-listed companies
shall have to follow the requirements of disclosing the revenues, costs and expenses
in accordance with the detailed components of the profit and loss account as
provided in part III of the fifth schedule of the Companies Act, 2017. Both these
schedules are self-explanatory.
A) Contents The composition of significant items constituted in the profit and
loss account of companies may be as under: -
i)  Revenue Items:
a)  Gross turnover and deduction therefrom:-
1)  Commission paid to sole selling agents.
ii)) Commission paid to other selling agents.
iii) Brokerage and discount on turnover.

b) Income from investment in each of the associated companies and other
Investments.

c) Interest/profit collected or accrued from each of the loans, advances and
deposits.

d) Profit on sale of Investments.

e) Profit on disposal of fixed assets.

f)  Income arising from any unusual transaction.

g) Income arising from any prior year items.

h)  Other income or fee mentioning details and sources separately.

i) Material Consumption and Stock Position

The material consumed in manufacturing the products along with
material purchased opening and closing balances of raw material stocks
need to be indicated. Further, the cost of work in process opening and
closing balances and the cost of opening and closing finished goods
inventories are to be mentioned separately. In the case of a trading
organization, the cost of opening finished goods, cost of goods
purchased, cost assigned to closing finished goods inventory and cost of
goods sold are separately to be disclosed.
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iii) Expenses

The periodic expenses incurred by the company under each of the
following classifications relating to the generation of revenues must be
stated separately.

a)
b)
©)

d)
e)
f)

g)
h)
i)
J)
k)
)

m)

Stores and spares consumed.

Fuel and power consumption.

Wages, salaries including bonus provident fund contribution,
gratuity and pension contribution and other staff welfare expenses.
Rent, rates and taxes.

Insurance premium expenses.

Depreciation expenses or other provisions for diminution in the
value of assets and Investments.

Repair and maintenance of buildings, machinery, furniture and
motor vehicles.

Patents, copyrights, trademarks, royalties and technical assistant
fees and expenses.

Donation.

Financial expenses including interest on bank overdraft, interest on
debentures and bonds, other long and short-term loans, borrowings
from associated undertakings, directors and managing agents.

Loss on sale of investment and on disposal of fixed assets.

Bad debts written off and provisions created for doubtful debts
distinguishing between trade debts and other debts.

Provision for taxation including provision for deferred tax.

Cost of Goods Manufactured/Exported

The cost of manufacturing, trading and operating results shall separately
be disclosed in each type of company that is engaged in manufacturing
as well as in trading activities.

Other Disclosures
The listed companies shall be required to disclose the following
additional information in their profit and loss account:-

a)

b)

Aggregate amount of expenses in respect of salary, fee, allowances,
commission, perquisites and benefits allowed to:

1) Chief Executive

i1)  Directors

iii) Executives, and

1v) Managing agents

Aggregate amount of auditors remuneration paid as fee, expenses
or otherwise showing separately the remuneration for audit and
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B)

other professional and consultancy services with each nature of
such services.

c) In case of the sale of fixed assets otherwise through a regular
action, then the cost, book value, sale proceeds and the particulars
of purchases shall be mentioned if the book value of such assets
exceeds rupees five thousand.

Format of Profit and Loss Account

The Companies Act, 2017 does not prescribe any specific format for preparation of
profit and loss accounts by companies. However, in practice, generally, the profit
and loss account is segregated into the following three sections.

1)
2)
3)

1)

2)

Trading account or manufacturing account.
Profit and loss account.
Profit and Loss appropriation account.

Trading Account or Manufacturing Account

It is not obligatory for companies to draw trading accounts, only a profit and
loss account is required. However, in order to ascertain gross profit and net
profit separately the preparation of trading accounts is inevitable.

The trading account comprises opening stock plus purchases with direct
expenses like cartage and wages minus closing stock. This gives the cost of
goods sold which is deducted from the sales revenues to work out gross profit.
In the case of a manufacturing account, opening stock of raw material plus
net purchase of raw material, direct labour and overhead expenses minus
closing raw material gives the cost of goods manufactured. The cost of goods
manufactured plus opening finished goods and minus closing finished goods
inventory gives the cost of goods sold which is deducted from the sales
revenues to find out the gross profit.

Profit and Loss Account

The amount of gross profit is carried forward to the credit side of the profit
and loss account where all other miscellaneous incomes are added to it and
all indirect expenses of the business/including depreciation and amortization
are deducted to compute the net profit for the period. Earnings per share (EPS)
and diluted earnings per share shall then be computed and presented at the
end of the profit and loss account along with the comparative figure of EPS
of last year as well. The format of the profit and loss account is summarized
as under: -
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Profit and Loss Account for the year ended XXX

Gross loss b/d xxx | Gross Profit b/d XXX
Salaries and Wages expenses xxx | Interest on securities XXX
Rent expenses xxx | Profit realized on securities | xxx
Insurance expenses xxx | Discount income XXX
Repairs and Maintenance Expenses | xxx | Commission Income XXX
Interest expenses on debentures xxx | Fee on services XXX
Interest expenses on loans and bank . .
xxx | Dividends on investments XXX
overdraft
Electricity expenses xxx | Rent income XXX
Gas and water expenses xxx | Gain on disposal of assets XXX
Fuel expenses of Vehicles etc xxx | Interest on bank deposits XXX
. . Ne loss C/F to P&L
Discount and Commission expenses | XXx - XXX
Appropriation A/c
Free gifts and samples XXX
Loss on sale of investments XXX
Loss on disposal of assets XXX
Postage expenses XXX
Bad debts and provision for doubtful
XXX
debts
Preliminary expenses written off XXX
Amortization on discount on shares | xxx
Amortization on discount on
XXX
debentures
Amortization of intangible assets XXX
Depreciation on fixed assets XXX
Auditors' fee and remuneration XXX
Manager’s commission for XX
marketing
Directors’ remuneration XXX
Net profit C/F to P&L Appropriation
XXX
Account
Total Amount xxx | Total Amount XXX

The sequence of presentation of expenses generally followed is that first cash
expenses of a major nature are presented and then noncash expenses like
amortization of intangibles and depreciation expenses are indicated in the profit and
loss account and the balancing figure of net profit or net loss is worked out which
is carried forward to profit and loss appropriation account.
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C) Profit and Loss Appropriation Account

The profit and loss appropriation account is in fact very important part of the final
accounts of the company. It contains significant information about the allocation of
the net profit over different heads.

A specimen generally used is as under:-

Profit and Loss Appropriation Account

Opening debit balance (from the Opening balance (from the

previous year) XX previous year) XX

Adjustments relating to last year: Add current year profit XXX
Transfer of provisions no

Expenses of last year XXX XXX

longer required
Adjustments relating to the
past year e.g unclaimed
Arrears of deprecation xxx | balance written back and XXX
reversal of provisions relating
to managerial remuneration

Managerial remuneration XXX
Transfers to Reserves XXX
Contribution to dividend
Equalization fund

Sinking fund, Pension fund, XXX

Provident fund, Bonus fund etc

Proposed dividend XXX

Provision for taxation XXX

Closing balance XXX XXX

The above format indicates on its credit side the opening balance of profit
unallocated from the previous year which is added by the current year’s profit and
reversal of some provisions, if any, made during the last year. On the debit side, it
indicates the opening balance (deficiency of profit of last year) and adjustments of
some expenses relating to the past year, transfers to reserves and other funds,
proposed dividend and provision for taxation and ended with the closing balance,
which shall we carried forward to the next year. This represents the undistributed
balance of profit and would be shown in the equity section of the balance sheet of
the company. The reappropriation and closing balance shall be presented in the
balance sheet.
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D) Dividends
Apart from the allocation of profit towards reserves, funds and taxation, the major
usage of profit of the company is for distribution amongst shareholders in the shape
of dividends under sections 240 to 244 of the Companies Act, 2017. The amount
of dividend is recommended by the Board of Directors depending upon the
resources which are approved by shareholders in the annual general meeting. The
approved dividend becomes the liability of the company for payment. The
dividends are declared by way of percentage or amount per share. The dividends
are categorized as under: -

1) Cash Dividend: The cash amount is to be paid as a dividend to the
shareholder as approved.

2) Stock Dividend: When liquid resources are scarce with the company, or if
available, are needed to be used in the discharge of other obligations of
priority, then the company provides the benefit of profit to the shareholders
in the shape of issuance of additional shares of stocks in the proportion of
their existing shares.

3) Interim Dividend: The interim dividend is paid by the company during the
currency of the financial year when the Board of Directors finds that the
company is earning sufficient profit during the year and this momentum is
expected to continue.

4) Final Dividend: After the maturity of the financial year, when the
profitability is finally ascertained the Board of Directors recommends the
payment of the final dividend to the shareholders.

5) Scrip Dividend: The investment companies, which primarily deal in
stocks and securities, sometimes take power in their articles of association to
distribute shares and debentures of other companies in lieu of cash dividends.
Such distribution is called a scrip dividend.

6) Unclaimed Dividend: The dividend declared needs to be paid within forty-
five days in the case of a listed company and within thirty days in the case
of any other company. However, in certain cases, some shareholders for some
reason or the other escape to claim their dividend. Such an amount will be
called an unclaimed dividend which shall be presented in the current liability
section of the balance sheet of the company.

8.3 BALANCE SHEET

Section 220 and 225 of the Companies Act, 2017 provide that every joint stock
company shall prepare its financial statements, which apart from others, also
include the balance sheet, which shall portray a true and fair view of the state of
affairs of the company at the end of its each financial year. The listed companies
shall comply with the requirements of part I and part II of the fourth schedule of
the Companies Act, 2017 while the non-listed companies shall comply with the
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requirements of part I and part II of the fifth schedule of the Companies Act, 2017
with regard to contents and disclosure requirements of various items of Balance
Sheet of the company. The Balance Sheet enlists the assets, liabilities and equity at
the end of each financial year in accordance with the presentation format prescribed
under the International Accounting Standard (IAS-1) and International Financial
Reporting Standards.

8.3.1 Format of Balance Sheet

The Companies Act, 2017 does not prescribe any particular format for the
preparation and presentation of the balance sheet of listed or unlisted companies.
However, the balance sheet can be drawn in horizontal as well as in vertical forms.
The pattern used for the presentation of its contents may be in (1) working capital
with assets financing format (2) liquidity format and (3) performance format.

In the working capital with assets financing format, the current liabilities are
deducted from the current assets which gives the balance figures as working capital.
The tangible fixed assets and intangible assets are then added to the working capital
figure to work out total assets. The financing sources of the foregoing working
capital and assets are then presented through the long term liabilities and equity and
equated with the figures so derived to complete the balance sheet.

The liability format portrays that on the assets side first the current assets and then
tangible fixed assets and intangible assets be presented and on the other hand side
first current liabilities and then long term liabilities and equity items be presented.
The performance format indicates that on the assets side first the fixed tangible
assets and intangible assets and then the current assets be presented and on the other
hand side first the equity items, then long term liabilities and then the current
liabilities be presented. The contents of the fourth and fifth schedules of the
Companies Act, 2017 regulate the balance sheet items in performance format,
hence, the companies generally follow the foregoing format for the preparation and
presentation of the balance sheet at the end of any financial year. This format
follows:-

The assets, liabilities and equity items to be presented in the balance sheet of a
company comprise the following sequential order: -
A) Assets
1) Fixed Assets
i) Tangible

a) Land-free hold and leasehold.

b)  Buildings less accumulated depreciation.

c) Plant and machinery less accumulated depreciation.

d) Furniture and fixtures less accumulated depreciation.
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e)  Motor vehicles less accumulated depreciation.
f)  Capital work in progress.
g)  Other items (to be indicated).
ii) Intangibles
a)  Good will less amortization.
b) Patents, copyrights, trademarks and designs, franchise and
research and development cost less amortization: -

Long term Investments

1)  In subsidiaries and associated undertakings.

i1)  In other companies.

iii) Investment in immovable properties.

iv)  Other investments (to be specified).

v) Investment in Government debentures/bonds etc.

Long term Loans and advances

1)  Loans to subsidiary companies.

i1)  Loans to Directors, Chief Executive and managing agents.
i)  Other loans and advances (to be specified).

Long term deposits, prepayment and deferred costs
1)  Long term deposits.
i1)  Long term prepayments.
1)  Deferred cost.
a)  Preliminary expenses.
b)  Discount on the issue of shares.
c) Deferred expenses on the issue of shares.
d) Commission/ brokerage on shares.
e) Others (to be specified).

Current Assets

1)  Stores and spare parts.

i1)  Loose tools.

111)  Stock in trade.

iv) Trade debtors.

v)  Loans and advances.
a)  Due from Directors, Chief Executive and associated undertakings.
b)  Due from others.

vi) Trade deposits, short term prepayments and current account balance
with statutory authorities.

vii) Bills receivable.
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B)
D

2)

3)

4

viii) Marketable securities (other than investments).
ix) Interest accrued or interest outstanding.

x)  Other receivables.

xi) Tax refunds due from the Government.

xii) Cash in hand and with banks.

Capital and Liabilities
Share Capital and Reserves
i)  Authorized share capital in quantity of shares and amount.
1)  Issued, subscribed and paid-up capital with the quantity of shares amount.
iii) Reserves.
a)  Capital reserve
1)  Capital redemption reserve.
i1)  Share premium account.
iii)  Surplus on revaluation of fixed assets.
iv)  Pre-incorporation profit.
v)  Any other capital reserve (specify).
b)  Revenue reserves.
1) General reserve.
i1)  Dividend equalization reserve.
iii) Deferred depreciation reserve.
iv)  Un-appropriated profits.
v)  Any other revenue reserve (Specify).
c)  Retained Earnings or balance of profit and loss appropriation
account.

Long Term Loans
a)  Secured loans.
b)  Unsecured loans.

Debentures and Participation term certificates.
1)  Secured.

a)  Debentures.

b)  Participation term certificates.
i1)  Un-secured.

a)  Debentures.

b)  Participation term certificates.
Deferred Liabilities
a)  For taxation.
b)  For pension, gratuity and other staff benefit schemes.
¢)  Other deferred Liabilities.
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5) Long term deposits from customers etc.

6) Current Liabilities
1) Short term loans.
a)  Secured.
1) From banks and financial institutions.
2)  From subsidiaries, managed modarabas and associated
undertakings.
3)  From directors, Chief Executive and managing agents.
4)  From others.
b)  Unsecured.
1)  From banks and financial institutions.
2)  From subsidiaries, managed modarabas and associated
undertakings.
3)  From directors, Chief Executive and managing agents.
4)  From others.
i1)  Current portion of long-term liabilities.
i)  Deposits.
iv)  Creditors.
v)  Accrued liabilities.
vi) Bills payable.
vii) Advance payments.
viii) Interest accrued on secured loans.
ix) Profit accrued on Participation Term Certificates.
x)  Other liabilities e.g. unclaimed dividends and unpaid dividends.
xi) Provision for taxation.
a)  Excise duty.
b)  Customs duty.
c) Sales Tax.
d) Income Tax.
e)  Other Taxes.
xii) Preponed dividend.
xii1) Other provisions and accruals for contingencies.

8.3.2 General Notes and Explanations

Every financial statement of the company shall accompany the explanations and
disclosures as required, to enable the users of these financial statements, to
understand it appropriately but these should not be misleading.

215



A)

Assets

Fixed Assets: Tangible and intangible assets are to be shown separately with
original cost and additions, deletions and depreciation provided on it so far.
In case of revaluation of assets, its impact shall be shown separately along
with the name and qualification of the independent valuers. Any exchange
gain or loss due to fluctuation of foreign currency borrowings, out of which
such assets were purchased, should be added or subtracted from the value of
assets acquired against such borrowings with suitable explanations. The
methods of charging depreciation on these assets shall be indicated separately.

Long Term Investments: Those investments that are intended to be held for

greater than one accounting period shall be presented separately with cost and

current valuation. Such investments shall include the following:-

a) Investment in subsidiary companies.

b) Investment in controlled firms, modaraba companies and associated
companies.

¢) Investment in listed companies.

d) Investment in un-listed companies.

e) Investment in government securities and other agencies.

Long Term Loans and Advances: These shall be shown under separate

heads, distinguishing between considered good and doubtful with aggregate

amount mentioning details for the following:-

a)  Loans and advances to subsidiary companies, controlled firms, managed
Modaraba and other associated companies.

b) Loans and advances to directors, Chief Executive and managing agents.
The terms of loans including interest and repayment status shall also be
shown.

Long term deposits, prepayments and deferred costs: Long term
deposits and prepayments with complete details shall be portrayed. The
deferred costs include preliminary expenses, discount allowed on the issue of
shares, Commission, brokerage on shares etc mentioning the total amount and
amortization made so far for each item shall be disclosed separately.

Current Assets: The basis of the valuation of inventories and its costing
method applied, and decline in value, and trade receivables and amount due
from directors and associated companies along-with the provisions for
doubtful debts shall be shown separately with adequate explanation in each
item. The marketable securities held for sale with cost and current market
value with unrealized gain or loss shall be indicated separately.
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B)

Liabilities

Long term loans: The loans taken from financial institutions, directors,
subsidiary companies and associated understandings on long term basis shall
be indicated separately. Besides, these loans shall be classified as secured and
unsecured along-with rate of interest, repayment schedule and nature of
securities offered.

Debentures/ bonds and participation term certificates: The funds
generated through the issuance of debentures, Bonds and participation term
certificates shall be shown separately along with details of the rate of interest,
terms of redemption, reissue of debentures and the Sinking Fund created and
funds invested. These shall also be classified as secured and unsecured
indentures.

Long Term Deposits: The long-term deposits from customers, employees
and others shall be shown separately. If any interest is payable on these
deposits, the same shall be stated. The purpose and nature of these deposits
shall also be indicated.

Contingent Liabilities: The contingent liabilities along with their nature and
chances of occurrence and anticipated financial involvement shall be
indicated as a foot note to the balance sheet or in the general notes annexed
to the financial statements. Other contingencies and commitments specifying
their nature to be added.

Share Capital and Reserves

Share capital: The composition of shares issued to directors and the
general public indicating the quantity, par value, premium discount etc and
shares issued against some assets should be indicated in the explanatory notes.
Further, these shares shall be classified in ordinary and preferred nature
separately.

Reserves: The amount allocated from periodic earnings of the company for
any future events which may be called as revenue reserve and capital reserve
to be indicated and stated separately. These reserves can be for bad debts,
contingencies, depreciation and for redemption of long term liabilities.

Dividend equalization reserve can also be created and specifically to be

explained. Similarly, capital reserves created for specific purpose to be
explained in the notes.
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D)

Other Matters

The Explanatory notes shall also include information pertaining to the following

matters:

1) Number of employees and their specific skills.

2)  Location of business branches and sales outlets throughout the country and
abroad.

3) Details of arrears of fixed cumulative dividends of each class of preference
shares with period.

4) Nature and amount of any guarantee given by the company on behalf of
Directors, Managing Agents, subsidiaries, associated undertakings and
managed modarabas etc.

5)  Expected future prospects of the business of the company.

6) Details of discontinued operations and its reasons.

7)  Details of any extraordinary and unusual items.

8)  Any options given to shareholders for the purchase of additional shares of the

company and conversion options given to Debenture/Bondholders for
conversion into shares of the company within the specified time.

Demonstration Problem 8-01
The trial balance extracted from the accounting record of Huzaifah Trading
Company Ltd as of 30 June, 2024 was as under: -

Trail Balance as at 30 June, 2024

Particular of Accounts Debit Rs. Credit Rs.
Land and Building 7,750,000
Plant and Machinery 8,500,000
Opening stock 1,652,500
Purchases 8,250,000
Salaries expenses 1,250,000
General expenses 375,000
Directors fee 75,000
Auditors fee 50,000
Wages expenses 1,500,000
Advertising expenses 500,000
Bank loan long term 5,000,000
Accounts payable 875,000
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Sales 15,000,000
Retained Earrings 625,000
Premium on capital stocks 1,000,000
Accounts Receivable 1,500,000

Patents 250,000

Goodwill 2,000,000

Cash in hand 75,000

Cash at Bank 300,000

Share capital (100,000 ordinary shares of 10,000,000
Rs. 100 each)

General Reserve 500,000
Capital Reserve 2,000,000
Preliminary expenses 375,000

Furniture and fixture 597,500

Total 35,000,000 35,000,000

The following additional information was available: -
1)  The closing stock as on 30 June, 2024 was valued at Rs.1,375,000
2)  Marketing staff is entitled to 0.5% commission on sales.

3)  General expenses include prepaid insurance of Rs. 7,500.
4) A provision of income tax at 30% of net profit is required.
5) Directors recommended a dividend at 5%.
6) Depreciation is to be changed as under:-
Land and Building charged 5%
Plant and Machinery 10%
Furniture and Fixture 15%
7)  Bank loan was taken at 15% per annum interest on 01 January, 2024 which is
still payable.
8)  Theauthorized capital of the company is 400,000 ordinary shares of Rs.100 each.
Required:
A) Prepare trading, profit and loss accounts for the year ended 30 June, 2024.
B)  Prepare profit and loss Appropriation Account for the year ended 30 June, 2024
C) Draw a Balance Sheet as at 30 June, 2024.
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SOLUTION

A) Huzaifah Trading Company Ltd

Trading, Profit and Loss Account for the year ended on 30, June 2024

Opening Stock 1,652,500 | Sales 15,000,000

Purchases 8,250,000 | Closing stock 1,375,000

Wages expenses 1,500,000

Gross Profit C/F 4,972,500

Total 16,375,000 | Total 16,375,000

Salaries Expenses 1,250,000 | Gross Profit B/F 4,972,500

General Expenses 367,500

Advertising Expenses 500,000

Directors Fee 75,000

Auditors Fee 50,000

R

Interest on Bank loan 375,000

Depreciation Expenses on:

Land and Building 387,500

Plant and Machinery 850,000

Furniture and fixture 89,625

Net Profit C/F 952,875

Total 4,972,500 | Total 4,972,500
B) Profit and Loss Appropriation Account as on 30 June 2024

Provision for Income Tax 285,863 | Opening balance b/f 625,000

Proposed Dividend 500,000 | Net Profit b/f 952,875

Balance C/F 792,012

Total Rs. 1,577,875 | Total 1,577,875
Earning per Share
Net profit 952,875

No. of ordinary shares issued

100,000 Shares
Rs. 9.529 per share
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\9)

Balance sheet as at 30 June, 2024

Equity & Liabilities Fixed Assets

Equity Tangible

Authorized Capital

400,000 Ordinary ol

shates of Rs. 100 40,000,000 | Land and Building 7,750,000

each

Issued and

subscribed capital:

100,000 ordinary 10,000,000 | Less Accumulated 387,500 | 7,362,500
Deprecation

shares or Rs. 100

each

l;fél;‘“m oncapital | 150 000 | Plant and Machinery | 8,500,000

Capital Reserve 2,000,000 | Less Accumulated 850,000 | 7,650,000
Depreciation

General reserve 500,000 | Furniture fixture 597,500

Retained Earnings 792,012 | Less Accumulated 89,625 | 507,875
Depreciation

Sub Total 14,292,012 | Intangible

Long Term Liabilities

Long Term Loans | 5,000,000 | Preliminary Expenses 375,000

Current Liabilities Patents 250,000

Commission Payable .

to Marketing staff 25,000 | Goodwill 2,000,000

Account payable 875,000 | Sub total 18,145,375

11:;\/1s10n for Income 285,863 | Current Assets

Proposed Dividend 500,000 | Accounts Receivable 1,500,000

Interest payable on 375,000 | Closing stock 1,375,000

Bank loan

Sub Total 2,110,863 | Prepaid General 7,500
Expenses
Cash at Bank 300,000
Cash in hand 75,000 3,257,500

Total 21,402,875 Total | 21,402,875

Demonstration Problem 8-02
The following trail balance was prepared by the Accounts Department of Comfort
Hotel Ltd for the year ended 30 June, 2025.
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Trail Balance as at 30 June, 2025

Particular of Accounts Dr. Rs Cr Rs.
Cash in hand 15,000
Cash at Bank 74,000
Opening Stock 250,000
Purchases 2,500,000
Salaries and wages 540,000
Miscellanies expenses 5,000
Directors Fee 130,000
Land 1,500,000
Building 5,000,000
12% Debentures 500,000
Share Capital 4,000,000
General Reserve 550,000
Unclaimed dividends 12,000
Provision for Bad debts on Accounts Receivables 50,000
Account Payables 260,000
Furniture and fixture 1,600,000
Crockery and utensils 440,000
Accounts Receivables 350,000
Prepaid insurance 30,000
Rates and Taxes 18,000
Interest on Debentures 60,000
Salaries payable 85,000
Retained Earnings 780,000
Income from Boarding and Lodging 6,275,000
Total 12,512,000 12,512,000

The following adjustments are to be carried out at the end of the year: -
a) Closing stock was valued at Rs. 332,000.
b) Provide depreciation on the following:

1) Building 5%

2)  Furniture and Fixture 10%

3) Crockery and Utensils 15%

c) Provide for taxation at 30% of net profit

d)  Directors recommended Dividend at 15% on share capital

e) Provide further provision for doubtful debts at 5% of Accounts Receivables.
f)  The authorized capital of the company is 60,000 ordinary shares of Rs. 100 each.
g)  Create an addition of Rs. 1,000,000 in the General Reserve.
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Required:

A) Prepare profit and loss accounts for the year ended 30 June, 2025.
B) Prepare profit and loss appropriation account as on 30 June, 2025.

C) Prepare the Balance Sheet as of 30 June 2025.

SOLUTION
A) Profit and Loss account for the year ended 30 June, 2025
Opening Stock 250,000 | neome from Boarding | ¢ -5 5
and Lodging
Purchases 2,500,000 | Closing Stock 332,000
Salaries and Wages 540,000
Miscellaneous expenses 5,000
Directors Fee 130,000
Rates and Taxes 18,000
Interest on Debentures 60,000
Depreciation:
Building 250,000
Furniture Fixture 160,000
Crookery Utensil 66,000
Provision for Bad Debts 17,500
Net Profit C/F 2,610,500
Total 6,607,000 | Total 6,607,000
B) Profit and Loss Appropriation Account as on 30 June, 2025
Provision for Taxation 783,150 | Opening balance b/f 780,000
Proporid Dividend 600,000 | Net Profit b/f 2,610,500
Addition to General Reserve 1,000,000
Closing balance C/F 1,007,350
Total 3,390,500 | Total 3,390,500
C) Balance Sheet as at 30 June 2025
Equity Fixed Assets
Authorized Capital
60,000 Ordinary 6,000,000 | Land 1,500,000
Shares of Rs. 100 each
Subscribed and Issued
Capital 400,000 o
Orginary Shares of 4,000,000 | Building 5,000,000
Rs. 100 each
General Reserve 1,550,000 | Less Accumulated 250,000 | 4,750,000
Depreciation

223




Profit and loss

Appropriation balance 1,007,350 | Furniture and Fixture 1,600,000
b/f
Less Accumulated 160,000 | 1,440,000
Depreciation
Crockery and utensils 440,000
Less Accumulated 66,000 374,000
Depreciation
Sub Total 6,557,350 | Sub Total 8,064,000
Long Term Liabilities Current Assets
12% Debentures 500,000 | Closing Stock 332,000
Current Liabilities Accounts Receivables 350,000
Less Provision for Bad 67,500
Accounts Payable 260,000 debits 282,500
Unclaimed Dividend 12,000 | Prepaid Insurance 30,000
Salaries payable 85,000 | Cast at Bank 74,000
Provision for Taxation 783,150 | Cash in hand 15,000 733,500
Proposed Dividends 600,000
Sub Total 1,740,150
Total 8,797,500 Total | 8,797,500

Demonstration Problem 8-03
Pioneer Auto Parts Manufacturing Company Ltd was established with an
authorized capital of 1,000,000 ordinary shares of Rs 10 each out of which 400,000
shares had been issued as fully paid. The trial balance as at 30 June, 2025 of the

company was as under: -

Trial Balance as at 30 June, 2025

Particulars Dr Rs. Cr Rs.
Opening Stock 186,420
Purchases 718,210
Sales 1,588,250
Manufacturing wages 109,740
Carriage inwards 4,910
Sales returns 12,680
Purchase returns 9,850
Sundry Manufacturing expenses 19,240
18% Bank Loan (Secured) 500,000
Office salaries and expenses 117,000
Directors fee 26,200
Freehold premises 2,600,000
Furniture 500,000
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Accounts Receivables 144,040
Accounts Payable 23,560
Cash at bank 96,360
Profit and loss Account opening balance 38,640
Share capital 4,000,000
Interest on Bank Loan 45,000
Auditors fee 80,000
Plant and Machinery 1,500,000
Total 6,160,300 6,160,300

The following adjustments are needed at year end: -
a)  The closing stock was valued at Rs. 425,000.

b)  Manufacturing wages amounting to Rs. 25,000 were outstanding.

c) Office salaries were outstanding at Rs. 30,000.

d) Depreciation on furniture and plant and machinery at 10% and on premises at
5% is to be charged.

e) Taxis to be provided at 30% on net profit.

f)  Directors recommended dividends at 6%.

Required:

A) Prepare Profit and Loss account at year end.

B) Prepare Profit and Loss Appropriation Account at year end.
C) Draw a Balance Sheet at year end.

SOLUTION
Profit and Loss Account for the year ended 30 June, 2025
Opening Stock 186,420 | Sales 1,588,250
Purchases 718,210 Fewer Returns 12,680 | 1,575,570
Less Returns 9,850 | 708,360 | S1OSing 425,000
Stock
Carriage inwards 4,910
Manufacturing wages| 109,740
Add outstanding 25,000 134,740
Sundry Manufacturing 19,240
expenses
Gross Profit ¢/f 946,900
Rs. Rs.
2,000,570 2,000,570
gglce Salariesand | 15 599 Gross Profit b/f 946,900
Add outstanding 30,000 147,000
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Directors fee 26,200
Interest on Bank loan 45,000
Auditors Fee 80,000
Depreciation Expenses
Furniture 50,000
Plant and Machinery 150,000
Premises 130,000
Net profit ¢/f 318,700
Total 946,900 Total 946,900
Profit and Loss Appropriation Account as on 30 June, 2025.
Provision for Tax 95,610 | Opening balance 38,640
Proposed Dividends 240,000 | Net Profit B/F 318,700
Balance C/F 21,730
Total Rs. 357,340 Rs. 357,340
Balance Sheet as at 30 June, 2025.
Equity Fixed Assets
Authorized
Capital
1,000,000 10,000,000 Frechold 2,600,000
g premises
Ordinary shares
of Rs. 10 each
Subscribed and
Issued Capital Less
400,000 4,000,000 | Accumulated 130,000 | 2,470,000
Ordinary shares Depreciation
of Rs. 10 each
Profit and loss Plant and
Appropriation A/c 21,730 Machinery 1,500,000
Less
o
18% Bank loan 500,000 | Accumulated | 150,000 | 1,350,000
(secured) o
Depreciation
Furniture 500,000
Less
Accumulated 50,000 450,000
Depreciation
Sub Total 4,270,000
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Accounts Current

Payable 23,560 Assets

Outstanding 25,000 Accopnts 144,040

wages Receivables

Outstanding Closing

office salaries 30,000 Stock 425,000

Tax Payable 95,610 Cash at Bank 96,360 665,900
Dividends 240,000 414,170

payable

Total Rs. | 4,935,900 | Total Rs. | 4,935,900

8.4 SUMMARY

The joint stock companies established under the Companies Act, 2017 are required
to maintain proper books of accounts under sections 220 to 239 and prepare annual
financial statements to report the performance and financial condition of the
company truly and fairly for the shareholders, government agencies, stock
exchanges, financial institutions and public at large. The listed companies and
unlisted companies are compulsorily required to follow the disclosure requirements
in their financial statements as prescribed in the fourth and fifth schedules of the
Companies Act, 2017 respectively. The format for preparation of profit loss account
and Balance Sheet as prescribed in the aforesaid schedules are also to be followed
by the companies. These financial statements also need to be audited by a qualified
Chartered Accountant and a report is to be annexed to the financial statements.
Apart from it, a report from the chief executive officer containing significant
information about operations and future prospects of business of the company is
also attached to these financial statements. These financial statements are duly
authenticated by the Chief Executive Officer/ Managing Director and a Co-
signatory Director after approval of the Board of Directors and shareholders in the
annual general meeting.

8.5 THEORETICAL QUESTIONS

1. Describe the statutory requirements for the maintenance of proper accounting
records by a joint stock company and how they differ from the requirements
of other types of businesses.

2. Enumerate the necessary books of accounts that must be kept by a company
according to the prevalent law.

3.  Describe the salient points and matters that need to be disclosed in the
financial statements of a company.

4.  What is meant by authorization of Annual Accounts; and the competent
officials for the authentication process?

5. Enumerate the contents of the Profit and Loss Account of a Company.
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10.

11.

12.

Describe the objectives of preparation of profit and loss appropriation account
and its usual contents.

Write notes on the following:

a)  Cash Dividend b) Stock Dividend.
¢) Interim Dividend d) Scrip Dividend.
e) Unclaimed Dividend.

State the sequence of presentation of contents of a Balance Sheet of a
company as prescribed under the Companies Act, 2017.

What do you understand by the general notes and explanations given and
annexed with the financial statements?

What do you understand by the disclosure of contingencies and commitments
with the financial statements of a company?

Describe the agencies to whom the financial statements should be provided
by the company and state their purposes.

Write notes on the following reports and state their contents.
a)  Auditors report on the financial statements of a company.
b)  Directors report on the financial statements of a company.

8.6 PRACTICAL PROBLEMS

P.8-01 The following trail balance was prepared from the ledger accounts of
Modern Trading Company Ltd.

Trial Balance as at 30 June, 2025

Particulars Dr. Rs Cr. Rs.
Land and Building 2,390,000
Plant and Machinery 1,750,000
Purchases 1,160,000
Salaries and Wages 169,000
Share capital 2,500,000
Sales 2,830,000
Profit & Loss Appropriation A/c 270,000
Provision for doubtful debts 30,000
Opening Stock 245,000
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Rent expenses 140,000
Insurance expenses 15,000
Repair and Maintenance expenses 15,500
Directors fee 40,000
General Reserve 500,000
Accounts payable 350,000
15% Bank Loan (Secured) 640,000
Furniture and Fixture 235,000
Motor Vehicle 420,000
Accounts Receivables 305,000
Cash in hand 85,500
Cash at bank 150,000
Total 7,120,000 7,120,000

Additional Information

a)  The closing stock was valued at Rs. 130,000.
b)  Depreciation is to be provided as under: -
1) | Land and Building 5%
2) | Plant and Machinery 10%
3) | Furniture and Fixture 15%
4) | Motor Vehicles 15%

c) The bank loan was taken on Ist October, 2024 on which interest is accrued.

d)  Utility expenses amounting to Rs 124,000 are due for the whole of the year
due to a dispute on billing.

e) Provide for income tax at 30% on net profit.

f)  The proposed dividend is 10% on share capital.

g)  Create an additional general reserve by Rs. 100,000.

h) The company was registered with an authorized capital of Rs 5,000,000
divided into 50,000 ordinary shares of Rs 100 each out of which subscribed
and issued shares were 25,000 at par value.

Required:

1)  Prepare trading and profit & loss account for the year ended 30 June, 2025.

2)  Prepare profit and loss appropriation accounts at the end of the year.

3)  Prepare the Balance Sheet as at 30 June, 2025.
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P.8-02 Global Manufacturing Company Ltd was registered with an authorized
capital of Ra. 10,000,000 divided into 100,000 common shares of Rs. 100 each. At
the year ended 31 December, 2024 the following account balances were extracted
from the record of the company.

Trial Balance as at 31 December, 2024

Particulars Dr. Rs. Cr. Rs.
Capital Stock 3,000,000
Premium on capital stock 300,000
Opening Stock 520,000
Sales 4,250,000
Purchases 2,500,000
Wages (Production Staff) 120,000
Discount allowed 8,400
Discount received 6,300
Insurance for two years 18,600
Salaries 185,000
Rent 120,000
General expenses 18,500
Utility expenses 60,000
Sundry creditors 320,000
Advertisement expenses 38,000
Bonus to marketing staff 100,000
Plant and Machinery 2,405,000
Furniture 1,210,000
Reserves 250,000
Sundry Debtors 750,000
Loan from the executive director 200,000
Cash at Bank 72,800
Sundry expenses 200,000
Total 8,326,300 8,326,300

The following additional information is available: -
1) Closing stock is valued at Rs 430,000.
2)  Depreciation is to be provided as an under:-
a) Plant and Machinery 15%
b)  Furniture 10%
3)  Provision for doubtful debts is to be created at 2%.
4)  Provision for tax is to be created at 30%.
5)  Anamount of Rs 200,000 is to be added to the Reserve Account.
6) The proposed dividend is 10% of issued capital stock.
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Required:

From the foregoing trial balance and the additional information, prepare the
following: -

a) Trading and profit and loss account for the year ended 31 December, 2024.
b)  Profit and loss appropriation account as at 31 December, 2024.

c) Balance Sheet as of 31 December, 2024.

P.8-03 Ideal Sports Company Ltd was incorporated with a nominal capital of Rs.
20,000,000 comprising 2,000,000 ordinary shares of Rs 10 each. The following trial
balance was prepared from the accounting record of the company as on 30 June,
2025 by the concerned accountant.

Trial Balance as at 30 June, 2025

Particulars Dr. Rs. Cr. Rs.
Share Capital 10,000,000
Premium on Share Capital 600,000
Discount on Share Capital 480,000

Gross Profit 3,100,000
Accounts Receivable 120,000

Accounts Payable 75,000
Closing Inventories 1,340,000

Land and Building 8,000,000

Plant and Machinery 3,500,000

Furniture 1,400,000

Accumulated Deprecation

Land and Building 1,200,000
Plant and Machinery 1,570,000
Furniture 420,000
Salaries expenses 350,000

Printing and stationery exp 12,000

Utility expenses 120,000

Investment in shares at cost 1,350,000

Audit fee 75,000

Directors fee 45,000

Reversal of unclaimed Dividends 85,000
Profit and loss Appropriation Account 70,000
Cash in hand 88,000

Cash at bank 240,000

Total 17,120,000 17,120,000

Additional Information:

1)  The market value of an investment in shares at the end of the year was to the
tune of Rs. 1,500,000.
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2)  Depreciation for the current year is to be provided on the declining balance
method at the following rates: -

a) Land and Building 5%
b) Plant and Machinery 15%
c) Furniture 10%

3)  Provision for tax at 30% is to be created.
4)  Proposed dividend at 10% on share capital.
5)  Arevenue reserve is to be created at Rs. 200,000.

Required:

A) Prepare Profit and Loss Account for the year ended 30 June, 2025.
B) Prepare Profit and Loss Appropriation Account as at 30 June, 2025.
C) Draw a Balance Sheet as at 30 June, 2025.

P.8-04 The trial balance of Orient Company Ltd for the year ended 31 December,
2025 was as under:-

Particulars Dr. Rs. Cr. Rs.
Capital Stock 4,000,000
Discount on Capital Stock 200,000
Land and Building 3,200,000
Plant and Machinery 1,900,000
Preliminary expenses 150,000
Opening Stock 230,000
General Reserve 350,000
Salaries 240,000
Purchases 1,240,000
General Expenses 35,000
Director fee 32,000
Audit fee 60,000
Wages 125,000
Sundry Creditors 543,400
Sales 2,600,000
Dividend Equalization Reserve 240,000
Carriage expenses 22,000
Manufacturing expenses 350,000
Profit loss Appropriation A/c 370,000
15% Bank loan 1,000,000
Sundry Debtors 920,400
Advertising expenses 115,000
Cash at Bank 111,000
Goodwill 150,000
Total 9,080,400 9,103,400
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Additional information was as under:-

a) Closing Stock was valued at Rs. 835,000.

b)  General Expenses of Rs. 18,000 were prepaid.

c) Depreciation to be charged as under:-

Land and Building 5%
Plant and Machinery 10%

d) 20% of preliminary expenses to be amortized.

e) Tax liability to be created at 30%.

f)  Directors proposed a dividend of 5% on capital stock.

g)  The General Reserve to be increased by Rs. 200,000.

h)  In spite of checking, the trial balance could not be equalized.

Required:

A)  Prepare Trading, Profit and Loss Account for the year ended 31 December, 2025.
B) Prepare Profit and Loss appropriation account as at 31 December, 2025.

C) Prepare the Balance Sheet as at 31 December, 2025.

P.8-05 Boss Furniture Company Ltd was incorporated with 450,000 common
shares of Rs. 100 each. The balance of various accounts extracted from the ledgers
of the company was as under on 30 June, 2024:-

Particular Dr. Rs. Cr. Rs.
Opening Stock 75,000
Purchases 895,105
Sales 1,584,750
Returns 6,340 4,925
Manufacturing expenses 19,620
9% Bank loan 225,000
Office Salaries 34,500
Directors fee 132,300
Freehold premises 2,280,000
Furniture 750,000
Investments 240,000
Accounts Receivables 430,000
Share capital 3,500,000
Cash in hand 25,000
Cash at Bank 130,000
Profit and loss A/c 320,765
Accounts Payable 235,000
Carriage 2,450
Interest on Bank loan 10,125
Audit fee 50,000
Preliminary expenses 90,000
Plant and Machinery 1,400,000
General Reserve 700,000
Total 6,570,440 6,570,440




Additional Information: -

a)  Closing Stock was valued at Rs. 370,000.

b)  The market value of the investment is Rs. 300,000.
c) Depreciation is to be provided as under: -

1) | Freehold premises 5%
2) Furniture 10%
3) | Plant and Machinery 10%

d) Outstanding Salaries are Rs. 15,500.

e) Provision for tax at 30% to be created.

f)  Proposed dividends at 6% of paid-up capital.
g)  Transfer of Rs. 50,000 to General Reserve.

Required:

1)  Prepare Trading and Profit and Loss Account for the year ended 30 June, 2024.
2)  Prepare Profit and Loss Appropriation Account as on 30 June, 2024.

3) Draw a Balance Sheet as at 30 June, 2024.

P.8-06 The Following trail balance was prepared by Sun Shine Company as on 30
June, 2024.

Debit balances Rs. Credit balance Rs.

Sundry debtors 280,000 | Share Capital 300,000
Plant and Machinery 90,000 | Profit and loss A/C 45,000
Furniture 15,000 | Gross Profit 292,400
Closing Stock 253,000 | General Reserve 25,000
Rent 34,000 | Sundry creditors 30,000
Salaries 67,000 | Discount 3,500
Office expenses 30,000 | 7% Debentures 200,000
Discount 3,400 | Accumulated Depreciation:

Advance Income Tax 37,000 Plant and Machinery 9,000
Cash in hand 43,500 Furniture 3,000
Interim Dividends 15,000

Preliminary expenses 40,000

Total 907,900 907,900

The following adjustments are to be carried out: -

a)  Provide depreciation for current year as under on declining balance method:
1)  Plant and Machinery 10%
2)  Furniture 20%

b)  Preliminary expenses to be amortized at 20%.

c) Provide for further tax at 20% of Net profit.

d)  Proposed dividend at 15% of share capital in addition to interim dividend paid.

e) Addition of Rs. 50,000 in General Reserve.
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Required:

1)  Prepare the Profit and Loss Account for the year ended on 30 June, 2024.
2)  Prepare Profit and Loss Appropriation Account as on 30 June, 2024.

3) Draw a Balance Sheet as at 30 June, 2024.

P.8-07 Following is the trial balance on 31 December, 2025 of Premier Ltd.

Debit Balance Rs. | Credit Balance Rs.

Land and Building 450,000 | Provision for Bad Debts 42,000

Furniture 130,000 | Account payable 130,000

Accounts Receivables 310,000 | Equity share capital 500,000

Closing Stock 140,000 | Sales 650,000

Cost of Goods Sold 370,000 | Profit & Loss A/c opening 170,000
balance

Cash at Bank 16,000 | Accumulated Deprecation

Salaries and Wages 32,000 | Land and Building 45,000

Repairs and Maintenance 12,000 | Furniture 13,000

Expenses

Directors fee 50,000 | Premium on share capital 50,000

Audit fee 60,000 | Discount 10,000

Prliminary Expenses 40,000

Total 1,610,000 1,610,000

The following adjustments are needed at year end:-

a)  Provide depreciation for the current year on the Declining Balance Method as
per the followings:-
Land and Building 5%
Furniture 10%

b)  Create further provision for bad debts at 2% on account receivable.

c)  Write off Preliminary expenses by 30%.

d) Outstanding salaries are amounting to Rs.18,000.

e) Provide for Taxation at 30% of net profit.

f)  Proposed dividend at 8% of share capital.

Required:

1)  Prepare Profit and Loss Account for the year ended 31 December, 2025.
2)  Prepare Profit and Loss Appropriation Account as on 31 December, 2025.
3)  Prepare the Balance Sheet as at 31 December, 2025.
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P.8-08 The following balances were taken from the books of XYZ Company, Ltd
as on 30 June, 2025:-

Plant and Machinery Rs. 1,775,000 Proﬁj[ & loss A/c credit Rs. 75,000
opening balance

Motor Car 870,000 | Unsecured loan taken 600,000
Raw Material Consumed 900,000 | Director fee 50,000
Share capital 2,500,000 | Audit fee 70,000
Account Receivables 780,000 | Utility expenses 130,000
Office salaries 120,000 | Bad debt expenses 21,000
Accounts payables 320,000 | Miscellaneous income 118,000
Preliminary expenses 120,000

Sales 2,500,000 | Advance to Suppliers 410,000
ggies%‘:dg Cs}tg’ggs(’f 420,000 | Cash in hand 27,000
Closing stock of raw 210,000 | Cash at Bank 100,000
material

Wages expenses 315,000 | 10% Debentures 400,000
Marketing expenses 120,000 | Interim dividends 75,000

Following adjustments are to be Incorporated: -

a)  Depreciation is to be provided as under: -
Plant and Machinery 10%
Motor Car 10%

b)  Preliminary expenses to be amortized at 20%.

c¢) Tax liability to be created at 30% of net profit.

d)  Final proposed dividend at 10% of capital.

e) Revenue reserve to be created at Rs. 150,000

f)  Debentures were issued at mid of year on which interest has become due at
year end.

g)  Closing Finished Goods Inventory was at Rs. 650,000

Required:

1)  Prepare Profit and Loss Account for the year ended 30 June, 2025.
2)  Prepare Profit and Loss Appropriation A/c as on 30 June, 2025.

3)  Prepare the Balance Sheet as at 30 June, 2025.

P.8-09 The Seven Stars Company, Ltd has an authorized capital of 100,000

common shares of Rs. 100 each and 50,000 10% Preference Shares of Rs. 100 each.
The following balances have been extracted on 31 December, 2025 from the
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accounting record of the company: -

Subscribed Capital- Common 3,000,000
10% Preference 1,000,000

Un-expired Insurance 80,000
Dividends equalization reserve 488,000
Loan to directors 75,000
Provision for doubtful debts 66,000
Sundry creditors 400,000
Investment on shares 850,000
Plant and Machinery 4,720,000
Accumulated depreciation on plant and machinery 472,000
Profit and loss A/c opening balance cr 432,000
Purchases 5,790,000
Sales 8,670,000
Furniture 345,000
Accumulated depreciation on furniture 34,500
General Reserve 670,000
Sundry Debtors 1,850,000
Un claimed dividend 75,000
Dividend accrued on investment in shares 85,000
Cast at bank 502,500
Management Salaries 350,000
Staff Salaries 172,000
Utility expenses 36,000
Repair and maintenance expenses 40,000
Freight expenses 72,000
Opening stock 340,000

The following adjustments are needed at year end: -

a) Charge depreciation at 10% on Plant and Machinery and Furniture and

Fixture on declining balance method.

b)  Outstanding staff salaries are at Rs. 35,000.

c¢) Insurance is expired at 25%.

d) Unclaimed dividend is to be reversed.

e) Closing stock was valued at Rs. 230,000.

f)  Provide for income tax liability at 30% of net profit.

g)  Provide for dividend on preference shares and 8% on common shares capital.

h)  Create an additional general reserve of Rs. 500,000.

Required:

A) Prepare Trading and Profit and Loss Account for the year ended 31st

December, 2025.
B) Prepare Profit and Loss Appropriation A/c as on 31 December, 2025.
C) Prepare the Balance Sheet as at 31 December, 2025.
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P.8-10 The following list of account balances is prepared from the record of Lahore
Trading Company as on 31 December, 2024:-

Land 2,700,000 Share capital 40,000 shares of 4,000,000
Rs. 100 each

Building 1,200,000 | 8% Debentures 500,000

Furniture 350,000 | Revenue Reserve 400,000

Machinery 530,000 | Account Payable 110,000

Closing Stock 210,000 | Share premium 200,000

Salaries 410,000 | Debentures Redemption 100,000
Reserve

Stationery exp 12,000 | Gross Profit 912,000

Accounts Receivables 218,000 | Profit & Loss A/c opening 312,000

Cash in hand 74,000

Cash at Bank 200,000

Preliminary exp 260,000

Interest expense 20,000

Directors fee 70,000

Rent expenses 120,000

Utility expenses 60,000

Audit fee 100,000

Total Rs. 6,534,000 Rs. 6,534,000

The following adjustments are required:-

a)  Depreciation at 5% on building and 10% on furniture to be provided.
b) A 30% tax provision to be created.

c) Proposed dividend of 5% on share capital.

Required:

1)  Prepare Profit and Loss Account for the year ended 31 December, 2024.
2)  Prepare Profit and Loss Appropriation A/c as on 31 December, 2024.

3)  Prepare the Balance Sheet as at 31 December, 2024.
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INTRODUCTION

The business organizations set up are confronted with several crises and
competitions. The management endeavours to make the company strongly capable
of meeting such eventualities. In this perspective, reconstruction of the company
through recapitalization, amalgamation and absorption procedures are adopted to
augment deficiencies. However, if such attempts do not yield improvement then the
management has no option except to wind up the business and liquidate the
company to save shareholders interest. These aspects are deliberated in this unit.

OBJECTIVES

The study of this unit will make the students well conversant in the following
strategic aspects.

1.

The necessity of reorganization of a company due to financial constraints and
other hardships.

The procedures adopted for reconstruction, recapitalization, amalgamation
and absorption of the company to supplement its strength.

The accounting treatments of diversified methods adopted including the
creation of a realization account when one business is going to absorb with
another company.

Procedures adopted for accounting of winding up of a business and
liquidation of the company as approved by the board of directors.

Preparation of Realization Account, Bank Account and Shareholder Account
for recording the disposal of assets, discharge of liabilities and final settlement
with shareholders upon liquidation of a company.
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9.1 NECESSITY FOR REORGANIZATION

The financial reorganization means and includes financially restructuring the
company which is facing internal and external hardships of inadequate financial
resources to cope with the in-hand and future business transactions of considerable
financial magnitude. The inadequate financial resources would lead to a lower level
of fixed and current assets, insufficient working capital, under-staffing of
professionals and incapability to deliver the products or services to the customers
as promised. The aforementioned factors devastate the business deals and create
hurdles in flourishing its activities and ultimately the companies become incapable
of continuing their operations beneficially. In order to overcome the financial
constraints and generate sufficient funds, the companies usually resort to internal
measures which include reconsideration of the review of capital structure and also
through revaluation of its assets at realistic value. This process is called
reconstruction. Raising of additional capital through equity shares and also long-
term loans can to some extent facilitate the companies to redress their financial
constraints and conduct the business in the competing environment. The external
measures of the financial reorganization of the company may comprise the
absorption and amalgamation with other companies to ensure business operations
more efficiently. If any of the foregoing steps is not possible to undertake then there
is no alternative except to liquidate to company which means winding up its affairs
altogether.

9.1.1 Companies in Financial Constraints

The sustained growth in trade, commerce and industry over the last three decades
has developed tough competition amongst several organizations dealing in identical
products. Those companies that possess sufficient capital resources are capable of
competing with other business rivals and securing a greater share in marketing.
Contrary to this, there are several types of organizations that cannot survive being
unable to obtain additional capacity and resources for diversification or better
potential of enhancement in its liquidity. Business enterprises face multiple
fluctuations in life. These may comprise unexpected losses, inflation factors, non-
availability of requisite raw material due to the disaster of climate change, swape
of taste of customers or sudden modifications in legal and tax structure by the
government. These factors adversely affect the capabilities of certain organizations
resulting in either failure to face hard competition leading to abrupt reduction in
turnover and in certain cases obliged to wind up or discontinue operations.

Such difficulties for business enterprises constitute an alarming challenge to their

existence. The professional management of such organizations exercises their skill
to overcome and combat such difficulties and endeavour to improve the structure
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of their organization through financial reorganization. In this context, the
management of companies may proceed to adopt either of the following measures:
a)  Reconstruction

b)  Recapitalization

c) Amalgamation and absorption

Usually exercising any of the above alternative measures would enable the
company to redress its difficulties. However, if the improvement is not materialized
as anticipated, then there is no way out left except to wind up the affairs and
liquidate the company to escape it from sustaining any further losses and eating up
the capital of the shareholders.

The antecedent measures of financial reorganization are deliberated step by step in
the succeeding paragraphs.

9.1.2 Reconstruction Arrangements

The reconstruction of a company is the process of reorganizing a company’s legal,

operational ownership and other structures. A new set of obligations is created by

revaluing the assets and liabilities of the company. The Companies Act, 2017

facilitates the reconstruction of a company and the necessary procedure is described

in Section 282. Under this section, it is possible to put through any scheme of
arrangements between the company, its members and its creditors. The scheme may
involve a reorganization of its capital structure or a compromise with its creditors.

This is labelled as internal reconstruction. The scheme of internal reconstruction is

put before the shareholders and creditors and after approval by the three-fourth

majority, it becomes binding for implementation. The reconstruction scheme may
involve the following steps.

A) Change the capital structure either by its increase or decrease. The increase is
required when the company is in need of more financial resources to conduct
its business activities more effectively. The decrease in capital is necessitated
when the funds are not being utilized for the objectives of the business and
are lying unutilized for quite a long period.

B) The creditors and shareholders may decide to close the company and sell its
assets and transfer its liabilities to another purchasing company. Such a
scheme is dealt with in liquidation and absorption.

C) Sometimes the reconstruction scheme provides that two or more companies
dealing in identical businesses may combine and amalgamate for mutual
benefits and to avoid competition.
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In the context of a reconstruction arrangement, the existing company winds up and

registers itself asa new company after approval by shareholders and creditors. This

would benefit in the following manner:-

1.  Writing off the accumulated losses.

2. Elimination of fictitious assets like goodwill and preliminary expenses.

3. Revaluation of its assets to realistic levels and thus reducing depreciation
expense.

4.  Readjustment of all other assets and liabilities.

The foregoing reconstruction arrangement is further deliberated through a
demonstration problem that follows.

Demonstration Problem 9-01

The Balance Sheet of ABC Company Ltd as on 30 June, 2024 was as under:-

Equity and Liabilities Assets

E?;r: fgg‘éfcﬁs’ooo Shares | 500,000 | Cash at Bank 20,000

Debentures 15% 800,000 | Debtors 600,000

Creditors 390,000 | Stock 350,000
Building 950,000
Plant 1,200,000
Goodwill 300,000
Profit and loss A/c 270,000

Total Rs.3,690,000 | Total Rs.3,690,000

The scheme of reconstruction of the company for its liquidation and formation of a
new company named as XY Company Ltd was approved with its share capital of
Rs. 6,000,000 comprising 60,000 common shares of Rs. 100 each to take over the
existing company on the following basis:-

a)  Stock and Debtors were taken over at 20% less than their book value.

b) The building and plant were revalued at Rs. 800,000 and Rs. 1,000,000
respectively.

c) The Debenture holders were to be satisfied by the issue of 15% Mortgage
Debentures of Rs. 1,000,000 in the new company in exchange for old
debentures.

d) The creditors agreed to receive Rs. 350,000 from the new company in
settlement of their claims.

e) The bank balance was used for the reconstruction of the company.

f)  The shareholders agreed to receive 25,000 new shares of Rs. 100 each of the
new company with Rs. 50 per share paid up with a call of Rs. 25 per share to
be made forthwith.
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Required:
Record necessary journal entries in the books of XY Company and prepare its
Balance Sheet after reconstruction as on 01 July, 2024.

SOLUTION
General Journal
Building Rs. 800,000
Plant 1,000,000
Stock 280,000
Debtors 600,000
Bank 20,000
Goodwill (Balancing figure) 20,000
Provision for Doubtful Accounts 120,000
Liquidation A/c (W-]) 2,600,000
Liquidator A/c 2,600,000
Bank A/c 350,000
15% Mortgage Debentures 1,000,000
Equity Share Capital 1,250,000
Bank A/c 625,000
Equity Share Capital A/c 625,000
Reconstruction Expenses 20,000
Bank A/c 20,000
Creditors A/c 350,000
Bank A/c 350,000
W-1 W-2
Calcplatlop for Purchase Calculation of Bank Balance
consideration
a) | Debenture holders Rs. 1,000,000 | Opening Balance 20,000
Money Received
from First Call 625,000
b) | Share Equity 25,000 x 50 1,250,000 | Sub Total 645,000
¢) | Creditors 350,000 | Less Payment to 350,000
Creditors
Total Rs. 2,600,000 | Less Reorganization 20,000
Expenses
Closing Balance Rs. 275,000
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XY COMPANY

Balance Sheet as at 01 July, 2024

Liabilities and Equity Assets

15% Debentures Rs.1,000,000 | Cash at Bank (W-2) Rs. 275,000

Share Capital Debtors 600,000

Authorized 60,000 Less Provision for

Common Shares of 6,000,000 | Doubt full Accounts 480,000

Rs. 100 each 120,000

Issued and paid-up Stock 280,000

Capital

25,000 Common Shares o

of Rs. 75 each 1,875,000 | Building 800,000
Plant 1,000,000
God will 20,000
Reconstruction 20,000
Expenses

Total Rs.2,875,000 | Total Rs. 2,875,000

9.1.3 Recapitalization arrangements

Recapitalization is the process of restructuring a company’s debt and equity mixture
so as to stabilize the capital structure of the company. The rationale for undertaking
the recapitalization could be internal, for example, when a company wants to take
on more debt to fund an acquisition, or external - an example being when a
company’s current capital structure makes it a potential target for an unwanted
takeover. There are a number of motives for recapitalization, some of which may
be put forth as under:

A)

B)

0)

D)

Cheap Debt: When funds are available in the market at less-than-equity cost,
the loans are enhanced to meet the capital requirements of the company.

Tax Benefits: The debt that a company takes on gives it a tax shield. While
the equity is taxable. Thus, the more debt that a company holds on its balance
sheet, the less tax it should pay.

Share Price: Analysts usually take a negative view of companies with large
debt piled up on their balance sheets, viewing them as higher risk. This can
lead to depressed stock prices, which companies try to pump up by paying
down some of their debts.

Covenants: Debt holders or investors in a company can sometimes include
covenants in their debt/investments which stipulate that a company can only
hold a certain amount of debt. Approaching this level of debt should
encourage them to reduce it.
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E) Protection against a Hostile Takeover: Companies with lower levels of debt
on their balance sheet tend to be more inclined to hostile takeover attempts.
To fight off the unwanted bids, management will sometimes load up on debt,
in turn making the company unattractive to outsiders.

The above factors are kept in view while deciding by management for adopting the
rationale of financial/capital structuring of the company taking into account the
overall outcomes/benefits. However, an ideal capitalization of the company may
range in the ratio of 30 : 70 for debt and equity respectively which would provide
greater protection to creditors of the company.

As earlier deliberated, the capitalization of a company depends upon its financial
needs to conduct business. The capital may be increased when more funds are
needed or it may be reduced when funds are lying unused causing successive losses.

Legal Provisions to Alter Share Capital

Section 85 of the Companies Act, 2017 provides that a company having its share

capital may if so authorized by its articles, alter the conditions of its memorandum

through a special resolution so as to:

a)  Increase its authorized capital by such amount as it thinks expedient.

b)  Consolidate and divide the whole or any part of its share capital into shares
of larger amounts than its existing shares.

¢)  Subdivide its shares, or any of them, into shares of a smaller amount than is
fixed by the memorandum.

d)  Cancel the unissued capital thereby reducing the nominal capital.

The notice of such alterations, consolidation or sub-division must be given to the
Registrar of Companies within 15 days. The memorandum of association issued
after the date of alteration will also incorporate the changes in capital structure.

The capital restructuring is elucidated further, through the accounting treatments of
changes in capital as under: -

1) Consolidation of Capital

Under this procedure, the shares of smaller amounts are converted into larger
amounts. For example, 50,000 shares of Rs. 10 each were consolidated into 5,000
shares of Rs. 100 each. The accounting entry would be as under:-

Share Capital A/c (Rs. 10 each share) Rs. 500,000
Share Capital A/c (Rs. 100 each share) Rs. 500,000
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Instead of incorporating the above accounting entry, only memorandum
information can be inserted in the ledger account and balance sheet equity section
for change in the per-share value and quantity as there is no change in the total
amount of the share capital Account.

1)  Sub-Division of Capital

Under this system, the shares of greater amounts are subdivided into shares of
smaller amounts. For instance, the share of Rs. 100 may be exchanged with shares
of Rs. 50 or 10 each. The 50,000 shares of Rs. 100 each were subdivided into
100,000 shares of Rs. 50 each. The journal entry would be incorporated as under: -

Share Capital A/C (Rs. 100 each share) Rs. 500,000
Share Capital A/C (Rs. 50 each share) Rs. 500,000

The number of shares through this sub-division would be increased while there
would be no alteration in the total amount of the share capital A/c of Rs. 500,000.

Hence, instead of passing the above accounting entry, a memorandum notification
for change in the quantity and value per share in the capital ledger account and
equity section of the balance sheet can also suffice the purpose.

2) Increase in Share Capital

The increase in share capital denotes that in order to meet financial requirements,
the company will issue some additional shares. For example, a company is going
to issue 20,000 shares of Rs. 100 each with a premium of Rs. 10 per share. The
amount received and shares issued will involve the following accounting entry:-

Bank A/c Rs. 2,200,000
Share Capital A/c 2,000,000
Premium on Share Capital A/c 200,000

3) Reduction in Capital
When the company is suffering perpetual losses over several years it means that the
reserves or undistributed profits of past years would have been consumed. The
company would evidently be in financial constraints. One way of improving the
position is the reduction of capital to wipe out losses.
Sections 89 to 97 of the Companies Act, 2017 describe the procedure for a reduction
in the share capital of the company which may be summarised as here below:
a) Itis duly authorized by articles of association.
b) It is approved by a special resolution by which to reduce its share capital or
reduce the liability on any of its shares by:-
1) Extinguishing or reducing the liability on any of its shares in respect of
capital not paid up, or
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i1)  Either with or without extinguishing or reducing liability on any of its
shares, cancel any paid-up share capital that is lost or is un-represented
by unavailable assets, or

i)  With or without extinguishing or reducing liability on any of its shares,
pay off any paid-up share capital which is in excess of the needs of the
company, or, may if and so far is necessary, alter its memorandum by
reducing the amount of its shares accordingly.

c) The scheme for the reduction of the share capital must be confirmed by the
court. Such, a company has to indicate the words “and Reduced” at the end
of its name for a period as decided by the Court.

The accounting procedure for a reduction in the capital of a company needs to open
a Capital Reduction Account and all revaluation of balance sheet items would be
dealt with as under: -

Capital Reduction Account

Dr Cr
1  Goodwill be written off 1 Reduction of share capital
2 Reduction in value of assets 2 Reduction of liabilities
3 Reduction of losses 3 Reduction in accumulated depreciation
4 Reduction in Intangible Assets 4 Reduction in provision for doubtful debts

The closing balance on this account would be transferred to the profit and loss
account. This process is deliberated through the ensuing practical example.

Demonstration Problem 9-02
The following was the balance sheet of Smart Co Ltd, as on 30 June, 2023

Equity and Liabilities Assets

Common shares 30,000 x 3,000,000 | Fixed Assets 1,500,000

Rs.100 each

Sundry Creditors 350,000 | Current Assets:

10% Debentures of

Rs.1,000 each 600,000 Stock 800,000

Tax payable 80,000 Debtors 1,200,000

Cash 50,000

Preliminary Expenses 60,000
Profit and Loss A/c 420,000
(loss)

Total Rs. 4,030,000 | Total Rs. 4,030,000
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The following scheme of reorganization of the company was approved through a
special resolution and orders of the court to this effect were obtained as on 01 July,

2023: -

a)  The value of common shares is reduced to Rs. 50 each share.

b)  The fixed assets value be decreased by Rs. 650,000.

c) Preliminary expenses be written off.

d)  Stock value be reduced by 20%

e) The debtors be reduced by creating a provision of 30%

f)  The creditors agreed settlement at Rs. 300,000.

g)  The debenture holders agreed to surrender all 10% 600 debentures and in lieu
thereof accepted to get 12% 500 debentures in settlement.

h)  The existing loss be adjusted to square it up.

Required:

Record journal entries and draw a capital reduction account and prepare an updated
balance sheet after the completion of the reorganization scheme of the company.

SOLUTION
Journal Entries

a) | Equity Capital A/c Rs.1,500,000

Capital Reduction A/c Rs.1,500,000
b) | Capital Reduction A/c 650,000

Fixed Assets A/c 650,000
c¢) | Capital Reduction A/c 60,000

Preliminary Expenses A/c 60,000
d) | Capital Reduction A/c 160,000

Stock A/c 160,000
e) | Capital Reduction A/c 360,000

Provision for Doubtful Debts 360,000
f) | Sundry Creditors A/c 50,000

Capital Reduction A/c 50,000
g) | Debentures A/c 100,000

Capital Reduction A/c 100,000
h) | Capital Reduction A/c 420,000

Profit and loss A/c 420,000
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Capital Reduction Account

Fixed Asset A/c 650,000 | Equity Capital A/c 1,500,000
Preliminary Expenses A/c 60,000 | Sundry Creditors 50,000
Stock A/c 160,000 | Debentures 100,000
Provision for Doubtful Debts 360,000
Profit and loss A/c 420,000
Total Rs.1,650,000 | Total Rs.1,650,000
Balance Sheet as at 01 July, 2023 of Smart Co. Ltd (Reduced)
Equity and Liabilities Assets
Common Shares
30,000 shares of 1,500,000 | Fixed Assets 1,500,000
Rs. 50 each
Sundry Creditors 350,000 Less Reduction 650,000 850,000

Less Reduction in 50,000 | 300,000 | Current Assets

Claims
12%500 Debentures
of Rs. 1,000 each 500,000 | Stock 800,000
Tax Payable 80,000 | Less Reduction 160,000 640,000
Debtors 1,200,000
Less
Association 360,000 | 840,000
for Doubt full ’ ’
debts
Cash 50,000
Rs. Rs.
Total 2,380,000 | T0tal 2,380,000

9.1.4 Amalgamation and Absorption Arrangements

The amalgamation and absorption arrangements are another type of reorganization
of joint stock companies where two or more companies join together to get rid of
the administrative and financial crunches so as to carry out business activities more
effectively and advantageously. These reorganization procedures are deliberated
chronologically in the ensuing portion comprehensively.

9.2 AMALGAMATION

The amalgamation means when two or more companies combine together and form
a completely new company. This process is distinct from of merger in which neither
company that is involved, survives as a legal entity and a completely new brand or
legal entity is formed. In our country, people are generally free to do the business
of their choice under the law of land. The ever-increasing number of units start
competition which leads to unfair business practices.
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The keen competition reduces the profit margin whereby the continued operations
adversely affect the overall results of the enterprises. People think about the ways
and means to avoid unhealthy competition which leads to a combination of business
units which is named amalgamation. The new entity is thus formed in which
financial, technical, administrative marketing and managerial skills are
consolidated and the business operations are performed more effectively. So, this
process results in:-

a)  Elimination of competition.

b)  Reduction in costs by elimination of surplus managerial and functional staff.
c) Better utilization of experience and skill of professionals.

In the process of amalgamation when A Company and B Company join together
and a new C Company is formed which takes over the assets and liabilities of A and
B Companies, it would be classified as amalgamation. The A and B Companies
would no longer exist while only the C Company would emerge. The A and B
Companies would be liquidated and the interest of shareholders would be secured
in the shape of shares of the new company according to the net worth of both the
defunct companies.

9.2.1 Deference between Absorption and Amalgamation

An amalgamation takes place when two or more companies liquidate and merge
into a newly formed company for the conduct of business. Contrary to it absorption
is a process where one company is liquidated and is merged with another existing
company which retains its entity.

In another way, it may be stated that one company is swallowed up and absorbed by
another company. For instance, when A company is absorbed by the B Company, the
A company will no longer exist as prior to its absorption with B company, the A
company would compulsorily be liquidated and its assets and liabilities would be taken
over by B Company and according to its updated net worth, the shares of B Company
would be allotted to the shareholders of defunct A company. When the transferor
company (A Company) is absorbed by the stronger transferee company (B Company)
it leads to more assets and a stronger customer base, an increase in financial and
managerial skill and elimination of competition including tax savings as well.

9.2.2 Amalgamation procedure

Sections 282 to 284 of the Companies Act, 2017 describe the procedure for

reconstruction or amalgamation of the companies. This procedure is briefed as under:

1) The Board of Directors of the amalgamating companies would principally
approve the concept of amalgamation and then work out the terms of the
amalgamation.
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2)

3)

4)

The shareholders of the constituent companies (amalgamating companies)
would approve the terms of amalgamation in accordance with the provisions

of the Companies Act, 2017.

A new company would be registered to issue its own shares to the
shareholders of defunct/liquidated companies wishing for amalgamation in

exchange for their shares/interest in those companies.

The assets and liabilities of the liquidating companies would be taken over by

the new company upon amalgamation.

The accounting treatment of amalgamation is carried out first by computing the
purchase consideration of each company through its revaluation of assets and
liabilities. Then the following entries are recorded in the books of each company
wishing to close/wind up for joining the new company.

a)

Transfer of Assets

Realization A/c
Assets Alc

XXX

XXX

b)

Transfer of Liabilities

Liabilities A/c
Realization A/c

XXX

XXX

Purchase consideration receivable from new company

Purchasing Company A/c

XXX

Realization A/c

XXX

d)

Receiving purchase consideration from a new company

Share in New Company

XXX

Purchasing company

XXX

Realizing assets not taken over by new company

Bank A/c

XXX

Realization A/c

XXX

Payment of liabilities not taken over by the new company

Liabilities A/c

XXX

Bank A/c

XXX

2

Payment of realization Expenses

Realization A/c

XXX

Bank A/c

XXX
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The procedure for amalgamation is more elucidated through an example that
follows:-

Demonstration Problem 9-03
The following were the balance sheets of Co. A and Co. B who decided to merge
and establish a new Co. C who will take over assets and liabilities: -

Co. A Co.B Co. A Co.B

Equity shares of Plant&

Rs. 10 each 400,000 500,000 Machinery 800,000 800,000

10% Performance

Shares of Rs. 100 300,000 | Stock 65,000 60,000

each

12% Debentures 200,000 | Debtors 95,000 50,000

Profit & Loss A/c 500,000 Cash at 65.000 40,000
Bank

Revenue Reserve 50,000 Profit & 140,000
Loss A/c

Creditors 75,000 90,000

Total Rs.1,025,000 | Rs.1,090,000 | Total Rs.1,025,000 | Rs.1,090,000

The amalgamation terms were agreed upon as under: -

a) In the case of Co. A. The assets and liabilities are to be taken over at book
value for shares in Co. C at the rate of 5 shares at a premium of 10% for every
4 shares in Co. A.

b) In the case of Co. B, the 12% Debentures would be replaced by the issue of
an equal number of debentures of Co. C at a discount of 10 percent.

c)  The holder of 10% preference shares of Co. B would be allotted 4 preference
shares of 8% in Co. C for every 5 preference shares of 10% held in Co. B.

d)  The equity shareholders of Co. B would be allotted sufficient shares to cover
the balance in their accounts after adjusting the value of assets of Co. B by
reducing Plant and Machinery by 10% and providing 5% as doubtful for
Debtors. Equity shares to Co. B are to be issued at 10% premium.

Required:

A) Record necessary accounting entries in Co. A and Co. B for closing their
books.

B) Record accounting entries in the books of Co. C after amalgamation.

C) Work out the purchase consideration of Co. A and Co. B and allotment of
shares of Co. C

D) Draw the Balance sheet of Co. C after amalgamation
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SOLUTION
A) Books of Co. A
Accounting Entries

Realization Rs. 1,025,000
Plant and Machinery A/c 800,000
Stock A/c 65,000
Debtors A/c 95,000
Cash at Bank A/c 65,000
Creditors A/c 75,000
Realization A/c 75,000
Co.CA/lc 550,000
Realization A/c 550,000
Equity shareholders A/c 400,000
Realization A/c 400,000
Share Capital A/c 400,000
Profit & Loss A/c 500,000
Revenue Reserve 50,000
Equity Shareholders A/c 950,000
Shares in Co. C A/c 550,000
Co.CA/c 550,000
Equity shareholder A/c 550,000
Shares in Co. C A/c 550,000
B) Calculation of Purchase Consideration of Co. A
Shares in Co. C 40,000 x 5/4 = 50,000 Shares
50,000 shares of Rs 10 each at 10% premium. 50,000xRs. 10x10% = Rs. 550,000
Books of Co. B
Realization A/c Rs. 950,000
Plant and Machinery A/c 800,000
Stock A/c 60,000
Debtors A/c 50,000
Cash at Bank 40,000
Creditors A/c 90,000
Realization A/c 90,000
Co.CA/c 777,500
Realization A/c 777,500
Debenture holders A/c 20,000
Realization A/c 20,000
Equity shareholders A/c 2,500
10% Preference shareholders A/c 60,000
Realization A/c 62,500
10% Preference share capital A/c 300,000
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Equity share Capital A/c 500,000
12% Debentures A/c 200,000
8% Preference shareholders A/c 300,000
Equity shareholders A/c 500,000
12% Debenture holders A/c 200,000
Equity shareholder A/c 140,000
Profit & Loss A/c 140,000
Equity shares in Co.C 357,500
10% Preference shares in Co. C 240,000
12% Debentures of Co. C 180,000
Company C A/c 777,500
Equity shareholders A/c 357,500
Preference shareholder A/c 240,000
12% Debenture holders A/c 180,000
Equity shares in Co. C 357,500
10% Preference shares in Co. C 240,000
12% Debentures of Co.C 180,000

C) Settlement of Purchase Consideration of Co. B

2,400 Preference Shares of Rs. 100 each of Co. C 4/5x Rs. 300,000 = Rs. 240,000
Debentures Rs. 200,000-10% Rs. 180,000
Balance 32,500 equity shares at Rs. 11 each Rs. 357,500
Total Rs. 777,500

Net Purchase Consideration of Co. B

Plant and Machinery Rs. 800,000-10% 720,000
Stock 60,000
Debtors Rs. 50,000-5% Provision 47,500
Cash at Bank 40,000
Total Assets 867,500
Less Creditors 90,000
Net purchase consideration of Co. B 777,500

The above net purchase consideration was settled through the issuance of equity
and preference shares and Debentures.
B) Accounting entries in the Books of Co. C.

Plant and machinery A/c Rs. 1,520,000

Stock A/c 125,000

Debtors A/c 145,000

Cash at Bank A/c 105,000
Creditor A/c 165,000
Provision of Doubtful Debts 2,500
Capital Reserve (Balancing fig) 400,000
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Co.AAlc 550,000
Co.BA/c 777,500
Co. A 550,000
Co.B 777,500
Equity share capital 825,000
Preference share capital 240,000
Debentures A/c 180,000
Share premium A/c 82,500
D) Balance sheet of Co. C after amalgamation
. . Plant and Machine
Equity shares capital 50,000 500,000 (800,000+800,000-ry 1,520,000
shares x Rs. 10
80,000)
32,500 shares x Rs. 10 325,000 | Stock (65,000+60,000) 125,000
Share premium (825,000x10%) 82,500 ?;;%%rg +50,000-2,500) 142,500
8% Preference shares Cash at Bank
(24,000xRs. 100) 240,000 (65,000+40,000) 105,000
12% Debentures (200,000-10%) 180,000
Creditors (75,000+90,000) 165,000
Capital Reserve (w-I) 400,000
Total Rs. 1,892,500 | Total Rs. 1,892,500
(W-I) Working of Capital Reserve from Co. An only
Total net cost of Assets acquired by Co. A. Rs. 1,025,000
Less Liabilities taken over Rs. 75,000
Value of Equity shares issued 5,000x11 Rs. 550,000 625,000
Difference of Assets-Liab. and Shares=Capital Reserve Rs. 400,000

The workings for capital Reserve indicate that the value of assets of Co. A acquired
by Co. C was quite greater than the value of liabilities of Co. A assumed by Co. C
and the equity shares issued to Co. A by Co. C which resulted in the creation of a
capital reserve of Rs. 400,000. Further, the value of assets of Co. B acquired by Co.
C and the liabilities including Debentures of Co. B assumed by Co. C and the equity
and preference shares were equated with each other, hence there was no element of
amount difference for any reserve.

9.3 ABSORPTION

The absorption is a combination of two business units where one weak company is
liquidated and its all assets and liabilities are assumed by the other surviving strong
company. So, in other words, it can be stated that an existing company may sell its
entire business to another existing company. Thus, the acquiring company retains
its identity while the acquired company is dissolved. For instance two companies
namely Co. X and Co. Y are doing their business but due to certain constrained
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circumstances, Co. X is no longer capable of continuing its operations whereby Co. X
is absorbed with Co. Y after wind up and takes over all of its assets and assuming
liabilities by Co. Y after making some cash payment as worked out on net worth
basis or issuance of shares of Co. Y to the defunct Co. X shareholders. This
particular process is denoted as absorption.

9.3.1 Causes of Absorption

The underlying objectives of absorption may be emanated to eliminate the
competition between two companies carrying on identical business and also affect
the economy in management costs and better utilization of combined skill,
experience and efficiency of the joint management group. The overall objectives of
absorption are, however, to flourish the business magnitude and exploit the potentials
of greater profitability and enhance the wealth of shareholders of the company as a
business strategy. The absorption may also mean creating strong base through a
combination of financial, technical and administrative resources to face the market
competition with greater strength and achieve growth in marketing and turnover.

9.3.2 Absorption Accounting Procedure

The procedure of absorption is more or less similar to that of amalgamation as
described in para 9.2.2. However, a small difference is that a company goes into
liquidation for absorption into an existing company. The board of directors and
shareholders will approve the liquidation of their company and merger with another
existing company based on the net worth or any other consideration decided. The
acquiring company will take over the assets and liabilities of the liquidated
company and the following accounting treatment will be carried out in the books
of the acquiring company:-

a) | Purchase consideration
Business purchase A/c XXX
Liquidator of Co. X A/c XXX
b) | Acquiring assets of liquidated Company.
Land and Building A/c XXX
Plant and machinery A/c XXX
Stock A/c XXX
Debtors A/c XXX
Goodwill A/c XXX
Business Purchase A/c XXX
¢) | Assuming liabilities of liquidated company
Business Purchase A/c XXX
Creditors A/c XXX
Debenture A/c XXX
d) | Discharge of business purchase consideration
Liquidator of Co. X A/c XXX
Equity shares capital A/c XXX
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The above entries to be incorporated in books of business acquiring companies are
quite simple. However, certain modifications in the debit and credit accounts are
possible according to the nature of some other assets, liabilities or cash payments
in addition to the issue of shares etc. The accounting entries in the books of the
liquidating company would be similar as explained in pare 9.2.2 for the
amalgamation procedure.

Demonstration Problem 9.04
The summarised Balance Sheets of Co. A and Co. B as on 31 December, 2024 were
as under:

Equity and Liabilities Co. A Co.B Assets Co. A Co.B

. Land and
Equity shares of Rs. 10 each | 200,000 | 100,000 1 250,000 | 160,000

Building
o
12% preference shares of - 15 5 - | stock 30,000 | 40,000
Rs. 10 each
]

9% preference shares of 100,000 | Debtors 10,000 | 20,000
Rs. 10 each
Capital Reserves A/c 30,000 | 50,000 | CashatBank | 70,000 | 45,000,
Profit and Loss A/c 20,000 | 10,000
Creditors 10,000 5,000
Total Rs. 360,000 | 265,000 | Total Rs. 360,000 | 265,000

As on 01 January, 2025 Co. A decided to purchase and absorb Co. B under the

following terms and conditions as mutually agreed upon.

a) Co. A will take over all the assets and liabilities of Co. B.

b)  The equity shareholders of Co. B will be given 11,000 equity shares of Rs. 10
each at par.

c) The 9% 10,000 preference shares of Rs. 10 each of Co. B will be replaced
with 12% 7,500 preference shares of Rs. 10 each of Co. A so that the total of
new preference shares to be issued should bring the same total amount of
dividend to the shareholder as before.

Required:

1)  Calculate the business purchase consideration.

2)  Record the entries in the books of Co. A for absorption of Co. B
3) Record the entries in the books of Co. B being absorbed

4)  Draw a balance sheet of Co. A after absorption.
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SOLUTION
1)

Calculation of Business Purchase Consideration

Equity Shareholders 11,000 x Rs. 10 Rs. 110,000
9% preference shareholders replaced:
Rs. 100,000x9%= Rs. 9,000 Capitalized at 12%
Rs. 9,000 / 12%= Rs. 75,000 (7,500xRs.10) Rs. 75,000
Total Rs. 185,000
2) Books of Co. A
Journal Entries
01.01.25 | Business Purchase A/c 185,000
Liquidator of Co. B A/c 185,000
01.01.25 | Land and Building A/c 160,000
Stock A/c 40,000
Debtors A/c 20,000
Cash at Bank A/c 45,000
Business Purchase A/c 185,000
Capital Reserve A/c (50,000-(200,000-185,000) 65,000
Profit and Loss A/c 10,000
Creditors A/c 5,000
01.01.25 | Liquidator of Co. B A/c 185,000
Equity Share Capital A/c 110,000
12% Preference Share Capital A/c 75,000
3) Books of Co.B
Journal Entries
Realization A/c 265,000
Land and Building A/c 160,000
Stock A/c 40,000
Debtors A/c 20,000
Cash at Bank A/c 45,000
Creditors A/c 5,000
Realization A/c 5,000
Co. A A/c (Purchase Price) 185,000
Realization A/c 185,000
Equity Shares in Co. AA/c 110,000
12% Preference Shares in Co. A A/c 75,000
Co.AAlc 185,000
Equity Share Capital A/c 100,000
Profit and Loss A/c 10,000
Capital Reserve A/c 50,000
Sundry Equity Shareholders A/c 160,000
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Sundry Equity Shareholders A/c 160,000
Realization A/c (loss) 50,000
Equity Shares in Co. A A/c 110,000
9% Preference share capital A/c 100,000
Sundry Preference Shareholder A/c 100,000
Sundry Preference Shareholder A/c 100,000
12% Preference Shares in Co. A A/c 75,000
Realization A/c 25,000

Balance Sheet of Co. A as on 01.01.2025 after Absorption

Authorized Capital xxx | Fixed Assets
. Land and Building
Issued Capital (250.000-+160,000) 410,000

31,000 Equity Shares of Ra.
10 each (20,000+11,000)
17,500 12% Preference
shares of Rs. 10 each 175,000 | Stock (30,000+40,000) 70,000
(10,000+7,500)
Capital Reserve

310,000 | Current Assets

(30.000+65,000) 95,000 | Debtors (10,000+20,000) 30,000
Profit and Loss A/c Cash at the Bank

(20,000+10,000) 30,000 (70,000+45,000) 115,000
Creditors (10,000+5,000) 15,000

Total Rs. 625,000 | Total Rs. 625,000

9.4 LIQUIDATION

The management of every company intends rather wishes that the business of their
company should flourish and achieve sustained growth. It is usually endeavoured
to emanate such objectives through several attempts comprising reorganization to
the extent of reconstruction, recapitalization, amalgamation and absorption as
described comprehensively in the preceding portion of this unit. The financial
restructuring and diversification of product lines is another way of revitalizing the
business of a company. In spite of all the foregoing attempts, when the better results
of the business are not emerging, then the management has no alternative except to
terminate the affairs of the business so as to avoid further accumulation of losses
and deficits to save the interest of shareholders and creditors of the company.

9.4.1 Definition and Necessity

The liquidation of a company is an act of terminating or winding up the business
by a company. The liquidation of a company happens when it no longer is capable
of meeting its financial obligations. Thus, the company ceases operations entirely
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and is deregistered. The assets are sold to pay back various claimants such as
creditors and shareholders.

The liquidation is a legal procedure which may either be compulsory or voluntary.
Sections 293 to 387 of the Companies Act, 2017 describe in detail the causes and
procedures adopted for the liquidation of a company. This also states the liquidation
of a company by the management itself and also by the orders of the court. In this
respect, an official liquidator is appointed by the court who is given authority to
proceed with executing the procedure for the closure of the company and arranging
for discharging obligations of the company out of proceeds on the sale of its assets.
The payment of financial obligations of the company shall be arranged on the basis
of priority ranking of claims where first priority shall be given to government dues,
second to the secured loans and then to the others.

9.4.2 Accounting Procedure for Liquidation
Consequent upon the final decision by the management for voluntary winding up
of the company or by the orders of the court for the liquidation of the company, a
uniform practice of closing the accounts of the company being liquidated is
followed. In this context, the following accounting procedure is followed for
closing the various assets and liabilities accounts through opening of a realization
account.
1) | Transfer of all assets at book value excluding cash.
Dr. Realization A/c XXX
Cr. Assets A/c XXX
2) | Transfer of all liabilities
Dr. Liabilities A/c XXX
Cr. Realization A/c XXX
3) | Sale/ disposal of assets
Dr. Bank A/c XXX
Cr. Realization A/c XXX
4) | Payment of liabilities
Dr. Realization A/c XXX
Cr. Bank A/c XXX
5) | Payment of realization expenses
Dr. Realization A/c XXX
Cr. Bank A/c XXX
6) | Transfer of gain or loss of Realization Account
Gain Dr. Realization Account XXX
Cr.  Shareholders A/c XXX
Loss Dr. Shareholders A/c XXX
Cr.  Realization A/c XXX
7) | Transfer of Equity Accounts
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Dr. Share Capital Account XXX
Dr. Capital/ Revenue Reserves A/c XXX
Dr. Profit and Loss A/c XXX
Dr. Loans Redemption Reserves A/c XXX
Cr. Shareholders A/c XXX
8) | Distribution of Cash to Shareholders
Dr. Shareholders A/c XXX
Cr. Bank A/c XXX

The foregoing accounting entries upon liquidation of a company are hypothetical
and can be modified according to the situation of disposal of assets and discharge
of the liabilities. In certain situations, some recovery of cash and acquisition of
shares of the purchasing company is also practiced whereby the accounting entries
will accordingly be recorded.

The accounting procedure for the liquidation of a company would be more vivid
from the demonstration problem as presented in the ensuing portion.

Demonstration Problem 9-05
The Balance Sheet of Modern Trading Company as on 30 June, 2025 stood as
under:

Share capital 50,000 shares of Rs. 100 each| 5,000,000 | Land and Building | 3,250,000
10% Debentures 800,000 Plant 485,000
Creditors 245,000 Stock 250,000
Reserves 300,000 Debtors 300,000
Bank 40,000
Good will 200,000
Profit and loss A/c | 1,820,000
Total Rs. 6,345,000 | Total Rs. 6,345,000

The company has sustained perpetual losses over the last several years. Now the

Board of Directors decided to wind up the business operations and liquidate the

company. A liquidator was appointed to execute the affairs. The following scheme

was conducted: -

a)  The land and building were disposed of at Rs. 4,500,000 to a buyer.

b)  The plant could attract only Rs. 350,000 from a customer.

c) The debtors were collected after allowing them 20% discount.

d)  Goodwill did not attract any value.

e) The debenture holders and creditors were paid 85% of their claims to settle
their accounts. The liquidation expenses were Rs. 78,250.

f)  The stock was disposed off at 40% price reduction.

g)  The shareholders were paid the available funds after liquidation.
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Required:

A) Prepare necessary accounting entries in the books to close the accounts upon
liquidation of the company and settlement with shareholders.

B) Prepare Realization Account and Bank A/c.

C) Prepare Shareholders A/c.

SOLUTION

A) | Journal Entries Dr. Rs. Cr. Rs.

1) Realization A/c 4,485,000
Land and Building A/c 3,250,000
Plant A/c 485,000
Stock A/c 250,000
Debtors A/c 300,000
Goodwill A/c 200,000

2) 10% Debentures A/c 800,000

Creditors A/c 245,000
Realization A/c 1,045,000

3) Shareholder A/c 1,820,000
Profit and Loss A/c 1,820,000

4) | Reserve A/c 300,000
Shareholders A/c 300,000

5) | Share Capital A/c 5,000,000
Shareholders A/c 5,000,000

6) | Bank A/c 4,500,000
Realization A/c 4,500,000

7) | Bank A/c 350,000
Realization A/c 350,000

8) | Bank A/c 240,000
Realization A/c 240,000

9) | Realization A/c 680,000
Bank A/c 680,000

10) | Realization A/c 208,250
Bank A/c 208,250

11) | Bank A/c 150,000
Realization A/c 150,000

12) | Realization A/c 78,250
Bank A/c 78,250

13) | Realization A/c 833,500
Shareholders A/c 833,500

14) | Share Capital A/c 5,000,000
Shareholders A/c 5,000,000

15) | Shareholders A/c 4,313,500
Bank A/c 4,313,500
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B) Realization A/c

Land and Building 3,250,000 | 10% Debentures 800,000

Plant 485,000 | Creditors 245,000

Stock 250,000 | Bank A/c 4,500,000

Debtors 300,000 | Bank A/c 350,000

Goodwill 200,000 | Bank A/c 240,000

Bank A/c 680,000 | Bank A/c 150,000

Bank A/c 208,250

Bank A/c 78,250

Shareholder A/c 833,500

Total Rs. 6,285,000 | Total Rs. 6,285,000

Bank A/c

Opening balance 40,000 | Realization A/c 680,000

Realization A/c 4,500,000 | Realization A/c 208,250

Realization A/c 350,000 | Realization A/c 78,250

Realization A/c 240,000 | Shareholders A/c 4,313,500

Realization A/c 150,000

Total Rs. 5,280,000 | Total Rs. 5,280,000

C) Shareholders A/c

Profit and loss A/c 1,820,000 | Reserves A/c 300,000

Bank A/c 4,313,500 | Share capital A/c 5,000,000
Realization A/c 833,500

Total Rs. 6,133,500 | Total Rs. 6,133,500

Demonstration Problem 9-06
The Balance Sheet of Kashif Trading Company as on 31 December, 2024 stood as

under:-

Share capital 80,000 shares of Rs. | ¢ 50 0 | Land and Building 3,500,000

100 each

Creditors 905,000 | Plant and Machinery 1,200,000
Stock 800,000
Debtors 650,000
Patents 1,500,000
Cash at Bank 45,000
Profit and Loss A/c 1,210,000

Total Rs. 8,905,000 | Total Rs. 8,905,000

The Company was facing tough competition resulting in a decline in turnover
causing losses. The Board of Directors voluntarily decided to liquidate the
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company. A liquidator was appointed to dispose off the assets and discharge
liabilities. The liquidator arranged the scheme in the following manner:-

a)  An existing competing company named Hassan Trading Company expressed
interest in acquiring some assets of the liquidating company at the values as
mentioned below: -

Land and Building 4,000,000
Plant and Machinery 750,000
Stock 500,000
Patents 600,000
Total Rs. 5,850,000
The said company offered compensation as under:-
50,000 ordinary shares of Rs. 100 each of Hassan Trading Company 5,000,000
Cash 850,000
Total Rs. 5,850,000
The above arrangement was accepted by the Board of Directors of Kashif
Trading Company.

b) Recovery from Debtors after allowing 20% rebate.

c) Payment to creditors at due amount.

d) Liquidation expenses were Rs. 10,000.

e) Settlement with shareholders was made through cash payment and shares of
Hassan Trading Company.

Required:

A) Prepare necessary accounting entries in the books on the liquidation of the

company and settlement with shareholders.

B) Prepare Realization A/c and Bank A/c.
C) Prepare shareholder A/c.
SOLUTION

Books of Kashif Trading Company

A) General Journal

Realization A/c 7,650,000
Land and Building A/c 3,500,000
Plant and Machinery A/c 1,200,000
Stock A/c 800,000
Debtors A/c 650,000
Patents A/c 1,500,000

Creditors A/c 905,000
Realization A/c 905,000
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Hassan Trading Company A/c 5,850,000
Realization A/c 5,850,000
Bank A/c 850,000
Shares in Hassan Trading Company 5,000,000
Hassan Trading Company A/c 5,850,000
Bank A/c 520,000
Realization A/c 520,000
Realization A/c 905,000
Bank A/c 905,000
Realization A/c 10,000
Bank A/c 10,000
Shareholders A/c 1,210,000
Profit and Loss A/c 1,210,000
Share Capital A/c 8,000,000
Shareholder A/c 8,000,000
Shareholder A/c 1,290,000
Realization A/c 1,290,000
Shareholders A/c 5,500,000
Bank A/c 500,000
Shares in Hassan Trading Co 5,000,000
B) Realization A/c
Land and Building 3,500,000 | Creditors 905,000
Plant & Machinery 1,200,000 | Hassan Trading Co 5,850,000
Stock A/c 800,000 | Bank A/c 520,000
Debtors A/c 650,000 | Shareholders A/c 1,290,000
Patents A/c 1,500,000
Creditors 905,000
Bank A/c 10,000
Total Rs. 8,565,000 | Toal Rs. 8,565,000
C) BankA/c
Opening balance 45,000 | Realization A/c 905,000
Hassan Trading Co 850,000 | Realization A/c 10,000
Realization A/c 520,000 | Shareholder A/c 500,000
Total Rs. 1,415,000 | Total Rs. 1,415,000
D) Shareholders A/c
Profit and loss A/c 1,210,000 | Share Capital A/c 8,000,000
Realization A/c 1,290,000
Bank A/c 500,000
Shares in Hassan Trading Co 5,000,000
Total Rs. 8,000,000 | Total Rs. 8,000,000
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9.5 SUMMARY

Large business organizations are established under the Companies Act, 2017 in
Pakistan which are operated through the supervision of a Board of Directors and
affairs are conducted by the management. Every management endeavours to boost
the operation and maximize profitability. Sometimes it becomes crucial for the
management to review the reorganization of the company when in spite of
tremendous efforts the growth is not emanating. The reorganization of the company
would then be indispensable if the financial crunches and constraints are not
expected to be wiped off soon in the near future.

The reorganization of the company may be through Recapitalization, Reconstruction,
Amalgamation and Absorption. If these attempts do not yield fruitful results, then the
last resort is to liquidate the company so as to escape further losses and eat up the
assets of the company. The foregoing steps are briefed here below sequentially.

A) Recapitalization and Reconstruction

This procedure facilitates the company to review the fund's requirements and the cost
involved in it. Sometimes irrational capital structuring, where loans and debentures
are greater than the shareholder's capital, would involve the higher cost of capital in
the shape of interest. This phenomenon is to be clutched by reducing the external
financing and growing the internal financing by shareholders to reduce costs.

B) Amalgamation

This method denotes that a company may amalgamate its affairs with another
company of alike business. In this way, the financial, technical and administrative
resources of two or more companies are consolidated and the new company so
emerged becomes capable of conducting business more effectively due to the
availability of adequate resources.

C) Absorption

The absorption means that a company terminates its identity and its assets and
liabilities are taken over by another existing company to operate business activities
more fluently because of pooling of resources and skills. This attempt can bring
anticipated results conveniently. The company, which is losing its identity for
absorption with another existing company, is given due share in the affairs and
profits of the surviving company.

D) Liquidation

When all the efforts and attempts of reconstruction, recapitalization, amalgamation
and absorption are considered to be financially non-viable propositions, and in order
to avoid further loss of assets of the company and ultimately reduce interest of the
shareholders, it is considered expedient to wind up the business operations and
liquidate the company. This liquidation may be voluntarily by the Board of Directors
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or by the orders of the court. In the process of liquidation, all the assets are disposed
off and all the liabilities with priority ranking are discharged through the opening of
a realization account. In this way, books of accounts are closed and any leftover
financial resources are distributed amongst the shareholders.

9.6 THEORETICAL QUESTIONS

1)
2)

3)
4)

5)
6)

7)
8)

9)

Describe the necessity of reorganization of a company and what options are
available for it?

What do you understand by the term recapitalization of a company and what
factors are kept in view for adopting a rationale of capital restructuring?
Describe the term absorption of a company and causes of absorption.
Amalgamation is another way of reorganization of a company. What factors
necessitate the amalgamation of companies?

Draw a distinction between absorption and amalgamation and how these are
practiced.

What is the role of creating a Realization Account when either the absorption,
amalgamation or liquidation of a company is conducted?

Elucidate the contents of a Realization Account and how it is closed.
Describe the term liquidation and what factors lead to the liquidation of a
company.

What main account is operated for recording journal entries in the books of a
dissolved company,

10) Narrate some benefits accruing to the shareholders of a liquidating company.

9.7 PRACTICAL PROBLEMS
P.9-01 The Balance Sheet of Kainat Company Ltd as on 30 June, 2024 was as

under: -
Equity and Liabilities Assets

Share Capital Land and Building 1,000,000

A Class Shares fully paid .

15,000 shares of Rs. 100 each 1,500,000 | Machinery 400,000

B Class Shares: Furniture 100,000

20,000 shares of Rs. 100 each .

(party paid at Rs. 50 each) 1,000,000 | Motor Vehicle 450,000
Investment (Market Value

Revenue Reserve 165,000 Rs. 400,000) 500,000

Loans from Bank 750,000 | Stock 200,000

Creditors 100,000 | Debtors 250,000
Cash at Bank 15,000
Profit and Loss A/c 600,000

Total Rs. 3,515,000 | Total Rs. 3,515,000
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The precarious position of the company compelled its Directors to launch a scheme

of reconstruction of the company and the following measures were adopted: -

a)  The value of land and buildings to be appreciated by 20% as per market.

b)  The bank loan is to be paid by Rs. 500,000 to reduce the interest burden.

c) The creditors are to be paid after 20% remission.

d) The investment to be valued at market price.

e) The uncalled balance of Rs. 50 each of B class shares to be called up.

f)  The gain on revaluation of land and building to be adjusted against the Profit
and Loss Account.

g)  The loss on revaluation of investment to be adjusted through the Profit & Loss
Account.

h)  The face value of A class shares of Rs. 100 each to be reduced to Rs. 50 each.
The reduction in capital to be used against the Profit and Loss Account.

Required:

A) Record necessary accounting entries in the books of the company for the
proposed scheme of reconstruction.

B) Draw arevised balance sheet after reconstruction.

P.9-02 The balance sheet as mentioned below was prepared by the Accountant of
Ahson Trading Corporation as on 30 June, 2024.

Issued and fully paid-up Equity shares of 500,000 | Fixed Assets 233,500

Rs.10 each

10% Preference shares of Rs. 100 each 200,000 | Current Assets

Revenue Reserve 226,750 | Debtors 233,750

11% Debentures of Rs. 100 each 100,000 | Stock 406,200

Creditors 137,250 | Cash 12,300
Profit and Loss A/c 278,250

Total Rs. 1,164,000 | Total Rs. 1,164,000

A scheme of recapitalization was approved by the company which comprised the

following modifications.

a)  Each existing Preference Share is to be reduced to Rs. 35 of which Rs. 20 will
be represented by new 12% Preference Shares and Rs. 15 by new Equity
Shares.

b) Each Debentures of Rs. 100 is to be exchanged for Rs. 50 new 13%
Debenture, one new 12% Preference Share of Rs. 25 each and four new equity
shares of Rs. 2.50 each.

c) Each existing Equity Share is to be reduced to Rs. 2.50.

d)  Thereduction of capital and reserves are utilized for writing off losses, decline
in 50% Stock and Debtors and balance of Rs. 148,525 is to be used for writing
down the fixed assets.
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Required:

1) Record the above recapitalization proposals in the books of accounts of the

company.

2)  Prepare a Capital Reduction Account.
3)  Present a revised balance sheet.

P.9-03 The Balance Sheet of Ali Trading Company was as under as on 30 June, 2025.

100,000 Equity Shares of Rs. .

10 cach fully paid 1,000,000 | Plant & Machinery 870,000

3,000 12% Preference shares .

of Rs. 100 cach fully paid 300,000 | Furniture 100,000

11% Debentures 300,000 | Patents 40,000

Interest Payable on Investment (Market Value

Debentures 33,000 Rs. 27,500) 32,500

Bank loan 80,000 | Stock 300,000

Interest payable on bank loan 64,00 | Debtors 219,500

Creditors 54,500 | Cash at Bank 7,900
Profit and Loss A/c 204,000

Total Rs. 1,773,900 | Total Rs. 1,773,900

The scheme of reconstruction/recapitalization approved by the Board of Directors
of the Company consisted of the following measures.

a)  The existing 100,000 equity shares of Rs. 10 each are converted into an equal
number of fully paid equity shares of Rs. 7 each.

b) The existing equity shareholders also agreed to take up 50,000 new equity
shares of Rs. 7 each making the payment in cash.

c)  The Preference shareholders agreed to accept 85% of their capital amount as
redemption of all preference shares.

d) The debenture holders agreed to give up their claim of interest outstanding in
consideration of an increase of interest at 13.5% for the future.

e) The bank also agreed to waive off the outstanding interest of Rs. 6,400
provided the entire loan of Rs. 80,000 is paid by the company instantly.

f)  The investment is to appear at market value in the accounts.

g)  The patents are to be written off.

h)  The Plant and Machinery are to be written down by the amount of Rs. 135,400
available after writing off all other losses including the debit balance of the
Profit and Loss Account of Rs. 204,000 against the credits that emerged from
a reduction in equity and preference shares capital and waiver of interest on
Debentures and Bank Loan.

Required:

1)  Prepare necessary accounting entries for the above scheme of reconstruction/
recapitalization.

2)  Prepare Capital Reduction Account and Bank Account.

3) Draw arevised balance sheet of the company.
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P.9-04 The Balance Sheets of X Ltd and Y Ltd as on 30 June, 2024 are presented
as under: -

Liabilities X Ltd Y Ltd | Assets X Ltd Y Ltd

Equity Share

Capital Rs. 100 | 1,000,000 | 600,000 | kand and 1,100,000 .
Building

per share

10% Debentures Plant and

of Rs. 100 each 200,000 " | Machinery 300,000 | 500,000

Reserves 370,000 - | Stock 160,000 80,000

Dividends 40,000 Debtors 140,000 | 90,000

Equalization Fund

Creditors 100,000 80,000 | Cash at Bank 30,000 10,000

Profit and loss A/c 20,000 -

Total Rs. 1,730,000 | 680,000 | Total Rs. 1,730,000 | 680,000

In July, 2024 both the companies agreed to amalgamate and form a new company
called as Z Ltd which will take over the assets and liabilities of both the companies.
The authorized capital of Z Ltd would be Rs. 10,000,000 comprising 100,000
equity shares of Rs. 100 each. The purchase consideration is agreed at Rs. 1,200,000
and Rs. 600,000 for X Ltd and Y Ltd respectively. The entire purchase consideration
would be paid by Z Ltd through its fully paid shares. The debentures of X Ltd would
be replaced by Z Ltd at an equal amount.

Required:

A) Present the journal entries in the books of X Ltd and Y Ltd to close books
before amalgamation.

B) Prepare Realization Account in the books of X Ltd and Y Ltd.

C) Record the accounting entries in the books of Z Ltd upon amalgamation of X
Ltd and Y Ltd.

D) Draw a Balance Sheet of Z Ltd after amalgamation.

P.9-05 The balance sheets of Sun Company and Moon Company as on 31
December, 2024 were as per the following compositions: -

Sun Moon Sun Moon
Co. Co Co. Co.
Equity Shares of Rs. 10 ach | 300,000 | 250,000 | Plant and 350,000 | 400,000
Machinery
11% Preference Shares of - | 150,000 | Stocks 100,000 | 30,000
Rs. 10 each
12% Debentures 50,000 | 100,000 | Debtors 125,000 | 70,000
Profit and Loss A/c 100,000 - | Cash at Bank 25,000 | 50,000
Reserves 120,000 -
Creditors 30,000 50,000
Total Rs. 600,000 | 550,000 | Total Rs. 600,000 | 550,000
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Both the above companies agreed to amalgamate on 01 January, 2025 and establish
a new company named as Sky Company Ltd on the following terms: -

A) Sun Company
1)  For every 5 equity shares, 6 shares of Sky Company Ltd of Rs. 10 each will
be issued at par value.
2)  Debenture holders will be issued 12% Debentures of Sky Company Ltd of the
same amount and denomination.
B) Moon Company
1)  The holders of 11% Preference Shares will be allotted 4, 13% Preference Shares
of Rs. 10 each of Sky Company Ltd for every 5 Preference Shares held.
2)  Forevery 5 equity shares, 6 equity shares of Sky Company Ltd of Rs. 10 each
will be issued at par.
3) Debenture-holders will be issued 12% Debentures of Sky Company Ltd of
same amount and denomination.
Required:
i)  Compute the purchase consideration of each company.
ii)  Journal entries in the books of both the companies.
iii) Realization Accounts in the books of both the companies.
iv) Journal entries in the books of Sky Company Ltd.
v)  Balance Sheet after amalgamation in the books of Sky Company Ltd.
P.9-06 The following were balance sheets as on 30 June, 2024 of two companies.
ALtd B Ltd ALtd B Ltd
Share capital Rs.
5,000 shares of 500,000 - | Fixed Assets 830,000 | 1,600,000
Rs. 100 each
80,000 shares of -] 800,000 | Investments 170,000 .
Rs. 10 each
Reserves 460,000 | 1,000,000 | Current Assets 690,000 1,680,000
Bank Loans 220,000 400,000 | Goodwill 20,000 -
Creditors 420,000 460,000
Tax Payable 110,000 520,000
Dividend
Payable - | 100,000
Total Rs. 1,710,000 | 3,280,000 | Total Rs. 1,710,000 | 3,280,000

A Ltd was absorbed by B Ltd as of 01 July, 2024 on the following terms.

a)
b)

c)

The goodwill of A Ltd was worthless and be eliminated from the record.

The depreciation amounting to Rs. 40,000 be charged on the fixed assets of A Ltd.
The Reserves be eliminated for both companies and shares of total net worth

be issued at par value of Rs. 10 each to the shareholders of A Ltd and

additional shares to the shareholders of B Ltd.
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Required:
1)

2)

B Ltd.

A Ltd and elimination of Reserves and issuance of revised shares.

3)

Prepare the balance sheet of B Ltd after the absorption of A Ltd.

Prepare necessary accounting entries in the books of A Ltd for absorption with

Record necessary accounting entries in the books of B Ltd for absorption of

P9-07 The balance sheets as on 31 December, 2024 of the two competing
companies were as under: -

Ali Autos [Shah Autos Ali Autos [Shah Autos
Issued Capital Building 500,000
Common shares of |, 3 400 | 600,000 | Stock 40,000 | 260,000
Rs. 10 each
Reserves 120,000 - | Debtors 180,000 | 200,000
Creditors 20,000 100,000 | Investment 20,000 -
Bank Overdraft - 100,000 | Good will - 100,000
Cash at Bank 400,000
Profit and Loss A/c - 240,000
Total Rs. 1,140,000 | 800,000 | Total Rs. 1,140,000 800,000

As on 01 January, 2025 Ali Autos absorbed the business of Shah Autos to eliminate
competition on the terms as noted below:-

a) Total purchase consideration for Shah Autos was agreed at Rs. 400,000
payable as to Rs. 200,000 in cash and balance by issue of 16,000 common
shares of Rs. 10 each of Ali Autos at Rs. 12.50 each.

b) The difference between the net worth of Shah Autos and purchase
consideration would be treated as goodwill in the books of Ali Autos
excluding the existing goodwill in the balance sheet of Shah Autos.

Required:

a)  Record necessary accounting entries in the books of Ali Autos for absorption
of Shah Autos.

b)  Present the revised balance sheet of Ali Autos as on 01 January, 2025 after
absorption.

P.9-08 The balance sheet of Zeeshan Trading Company as on 30 June, 2024 was

as under:

Equity and Liabilities Assets

Share Capital 12,000 shares of Rs. | ; 544 600 | Land and Building 850,000

100 each

10% Debentures 400,000 | Plant and Machinery 150,000

Creditors 360,000 | Patents 100,000

Interest Payable on Debentures 40,000 | Stock 200,000
Debtors 300,000
Cash at Bank 28,000
Profit and Loss A/c 372,000

Total Rs. 2,000,000 | Total Rs. 2,000,000

274



Due to sustained losses, the management of the company decided to go into
liquidation. The liquidator appointed for the purpose proceeded as under for
disposal of assets, discharging of liabilities and payment to shareholders:-

a)  Assets were realized as under: -

a) | Land and Building Rs. 1,050,000
Plant and Machining 80,000
Patents 20,000
Stock 150,000
Debtors 240,000

b) | Payment of Liabilities:

Debentures 400,000
Creditors after Discount 324,000
¢) | The interest was foregone by Debenture holders

d) | Liquidation expenses were Rs. 50,000

Required:

1)  Prepare necessary accounting entries in the books of Zeeshan Trading Company
to close the accounts and settlement with shareholders and creditors.

2)  Prepare a realization Account and Bank Account

3)  Prepare shareholder's Account

P.9-09 Shalimar Flour Mills went into liquidation voluntarily as decided by its Board
of Directors on 01 July, 2025. Its balance sheet as on 30 June, 2025 was as under: -

Share Capital 250,000 shares of 2,500,000 | Land & Building 1,500,000
Rs. 10 each
General Reserve 250,000 | Plant and Machinery 1,000,000
10% Debentures 800,000 | Motor Vehicle 200,000
Creditors 850,000 | Stock 350,000
Debtors 500,000
Cash at Bank 150,000
Profit and Loss A/c 700,000
Total Rs. 4,400,000 | Total Rs. 4,400,000
The liquidator realized the assets as under: -
Land and Building 1,600,000
Plant and Machinery 750,000
Motor Vehicle 150,000
Stock 300,000
Debtors 350,000

The debenture holders and creditors agreed on the redemption at 5% rebate.
Liquidation expenses were Rs. 32,500. The settlement with the shareholder was
completed.

Required:

A) Prepare necessary accounting entries in the books on the liquidation of the
company and settlement with creditors, debenture holders and shareholders.

B) Prepare Realization A/c and Bank A/c

C) Prepare Shareholders Account.
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P.9-10 Following balance sheet of Decent Sports Company as at 30 June, 2024 was
prepared by the accountant.

2??;: clzgglézlcgo,ooo shares | 4 600,000 | Land & Building 2,300,000
12% Debentures 400,000 | Plant and Machinery 1,120,000
Tax Payable 250,000 | Raw Material Stock 230,000
Accounts Payable 300,000 | Finished Goods Stock 115,000
Capital Reserves 50,000 | Accounts Receivable 305,000

Cash at Bank 118,000

Profit and Loss Account 812,000
Total Rs. 5,000,000 | Total Rs. 5,000,000

The Board of Directors of the company conceived voluntary liquidation as the business
losses were growing each year. A liquidator at the fee of Rs. 50,000 was appointed for
the purpose. The liquidator persuaded a company of identical sports goods who agreed
to acquire the assets which was accepted by the Board of Directors: -

Land and Building 2,000,000
Plant and Machinery 1,000,000
Raw Material Stock 200,000
Finished Goods Stock 100,000
Total Rs. 3,300,000

The purchasing company offered the compensation as under: -

Cash payment Rs. 1,300,000
40,000 shares of the Company of 50 each Rs. 2,000,000
Total Rs. 3,300,000

- The Accounts Receivables were collected after 20% discount.

- The Debentures, Tax Payable and Accounts Payable were fully paid.

- The settlement with shareholders was made through the distribution of shares
of the purchasing company and the balance through cash as available.

Required:

A) Prepare necessary accounting entries in the books of the company for
liquidation and final settlement with shareholders.

B) Prepare Realization A/c and Bank A/c.

C) Prepare Shareholders A/c.

S I
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