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PREFACE 
 

In the contemporary business world, every individual should have basic 
knowledge of accounting.  A course of accounting is not only important for the 
students but it is also one of the basic requirements to understand multiple 
perspectives, principles and models of business. 
 
Realizing its importance, the Department of Commerce of the University 
introduced the subject of accounting in the early eighties at the intermediate level 
especially for I.Com students. This course was launched as full credit course titled 
as “Book Keeping and Accountancy” in Urdu. Keeping in view the feedback and 
students convenience an English version of this book has been developed and then 
segregated into two parts. First part pertains to “Basics of Accounting” and 
second as “Business Accounting”. Now the Department of Commerce undertook 
the responsibility of updating the course.  Special considerations have been given 
to the course requirements, student’s level of understanding. This book is 
especially written for non-formal and distant learners, but it is equally helpful for 
the students of formal education system.  
 
 I as Vice-Chancellor of Allama Iqbal Open University appreciate entire course 
team. I shall be grateful to the teachers, students and readers for their comments 
and suggestions for further improvement.  
   
 
 
 

 
(Prof. Dr. Zia Ul-Qayyum) 

Vice Chancellor  
Alma Iqbal Open University  
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INTRODUCTION 

 
 
In the contemporary business world, all people, regardless of job position, should 
have basic knowledge of accounting. Its concepts can be applied to all job 
specialties, its importance has been promoted in recent years, and it is useful in 
people’s everyday lives.  Everyone, not just business students, acquire an 
understanding of accounting for personal benefit.  People use accounting in their 
daily lives when they study financial statements to make investment decisions, 
assess interest rates to pay off their house mortgages, and calculate rates for car 
payments.  In the business world, accounting is utilized in much greater depth, but 
each individual encounters some activities in his/her everyday life that requires 
knowledge of accounting principles.  Accounting is the most basic framework of 
business. Without an accounting education, students would be unprepared for the 
real world. 
 
Realizing its importance, the Department of Commerce of the University 
introduced the subject of Accounting in the early eighties at the intermediate level 
also, especially for I.Com students. This course was launched as full credit course 
titled as “Book keeping and Accountancy”. No doubt this is an era of 
development and every moment new technological changes are taking place in 
every sphere of human activities. Keeping this view the Department of Commerce 
undertook the responsibility of updating the course of accounting from time to 
time.  
The Course Book keeping and Accountancy has been segregated into two parts of 
nine units each i.e. 1st part “Basics of Accounting” and 2nd part “Business 
Accounting”. This book is 2nd part “Business Accounting” that book will be used 
for Intermediate/I.Com students of AIOU. The course is very special because 
the Department of Commerce of AIOU is offering the course material in 
English as well as in Urdu language for student’s convenience. 
 
This edition is very useful for the beginners, who want to get knowledge of 
accounting. However, efforts have been made to present the material based on 
Distance Education Learning System, thus making it a self-study package where a 
student may study the material without the help of tutor. A comprehensive 
summary has also been added at the end of each unit, which is very useful for the 
students for learning and revision of the subject during study.  
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The Department of Commerce is thankful to Prof. Dr. S.M Amir Shah, Chairman 
Department of Commerce for designing and launching of new I.Com Scheme of 
study and for making the course more interesting and understandable. 
 
It is earnestly hoped that the book will amply fulfill the objectives for which it has 
been designed. Many individuals have contributed their shares for the 
development of this course, the department and we are highly thankful for their 
valuable contribution, support and suggestions. 
 
I owe a great deal and oblige to the efforts of Mr. Javaid Amin and Mr. 
Muhammad Munir Ahmed, Lecturer of the Department for his contribution in 
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Finally, I am again grateful to Dr. S.M Amir Shah, Chairman, and Department of 
Commerce, whose supervision, support and guidance made the completion of this 
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 Asia Batool  
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COURSE OBJECTIVES 
 

The Business Accounting is an initial level first course in accounting for students 
who have no previous training in accounting or business. 
 
Upon successful completion of the course, student will be able: 
 
1. To know the accounting for non-trading concerns and accounting from 

incomplete records. 
 

2. To understand consignment account. 
 

3.  To comprehend the depreciation, provision and reserves    
 

4. To understand the concept of Joint Stock Company, the various kinds of 

companies, share, share capital and its kinds. 

 
5. To identify the differentiate between share and debenture. 

 
6. To Know the procedure of issuance of shares and record the transactions 

regarding the issuance of shares and debentures. 
 

7. To understand the general accounting procedure of partnership and list 

essential legal requirements regarding formation of partnership. 
 

8. To know how to conduct the partnership business and prepare the profit & 

loss distribution account. 
 

9. To follow accounting procedure on admission of incoming partner or a 

new partner and know the methods of goodwill treatment. 
 

10. To understand the accounting procedure on retirement/outgoing or death 

of a partner. 
 

11. To know about the dissolution of partnership procedure, prepare the 

Realizations Account and settle the capital accounts of the partners in case 

of solvent or insolvent partners. 
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Introduction  
 

Organizations may be of two types, Commercial and Non-commercial. 
Those organizations whose basic motive is not to earn the profit are categorized 

as non-commercial/non-trading concerns. This unit describes the details of non-

trading organizations including the difference between the trading and non-
trading organizations and various terms of non-trading concerns. Accounting 

procedures followed by non-trading concerns are explained and illustrated in 

unit. At the end of the unit self assessment questions and various problems are 
given for the better understanding of the topic covered in this unit. 

 

Objectives  
 

After studying this unit, students will be able to: 

a. define the non-trading organizations. 
b. differentiate between trading and non-trading concerns. 

c. prepare the receipts and payments account. 

d. differentiate between cash book and receipts &payments account. 
e. prepare the incomes & expenditures account. 

f. prepare the balance sheet for non-trading concerns. 
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1.1 Introductions to Non-Trading Concerns 

Accounting is always done with respect to an organization. An 
organization may be owned by an individual such as a sole proprietor, a doctor, a 

lawyer or a chartered accountant. An organization may also be owned by a group 

of persons such as, a Partnership Firm, a Joint Stock Company, a Cooperative 
Society, a Club, a Hospital, School, etc. On the basis of the objectives to be 

achieved organizations may be divided into two categories. These are: (i) Profit 

making organizations, and (ii) Not-Profit making organizations, also known as 
Non-trading concerns. 

 

1.1.1 Profit Making Organizations: 
The objective of such organizations is to conduct business and earn profit. 

These entities include manufacturers, wholesalers, retailers, service providers 

such as transporters, bankers, insurance agencies, and professionals such as 
doctor’s lawyer, engineers, architects, Professional advisors, etc.  

 

1.1.2 Non-Profit Making Organizations:  
The objective of such entities is to provide services to the people without 

any intentions to seek profit. The main objective of these entities may be social, 

educational, religious, cultural or charitable. These entities may be in the form of 
sports club, social or literary club, religious institutions, libraries, hospitals, 

educational institutions, professional bodies, societies and charitable institutions 

like orphanage homes, and old age homes. Some not-for-profit entities such as 
sports and recreation clubs exist with the primary objective of providing services 

to its members. These may consist of one or more sub entity, which may 

undertake trading in order to add the income from memberships, subscriptions, 
donations and grants. For example, a cricket club, a not-for-profit organization 

may run a restaurant as a sub entity of cricket club to earn profit and the same 

fund may be used for the furtherance of the objectives of the club. 
Not-for-profit organizations are those organizations, which operate with the 

purpose of achieving the objectives for which they are created and not necessarily 

for profit motive. It can be defined as “an entity that provides, without profit, a 
service beneficial to society and that has an equity interest that cannot be sold or 

traded.” According to Emerson O. Henke, the term “without profit” in case of Not 

for-profit organizations is not intended to imply that such an organization cannot 
plan or realize profit, but it implies that the activities pursued are not solely 
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governed by the profit motive. Hence, in normal course of activities a Not-for-

profit organization can have excess of revenues over expenditure, called surplus.  

In case of Not-for-profit organizations in Government sector i.e. Universities, 
Research Institutions, Scientific Institutions; Municipal Corporations do not have 

equity in the same sense as that in the case of commercial enterprises. Since there 

is no equity in Government sector, financing is done through tax-collections, 
surpluses from Public enterprises and borrowings. 

 

 
 

 

 
 

 

 
 

 

 
 

 

 
1.1.3  Characteristics of Non-Trading Concerns 

The main features of the Non-trading Concerns are as follows: 

i. Objective: 
The objective of the Non-trading organizations is not to earn profit but to 

serve the people and society by providing services.  

ii. Profit Distribution: 
The surplus amount over expenditures is not distributed to members or 

contributors but is utilized to improve the services to society.  

iii. Sources of Revenue: 
The Revenue or Income is generating through subscriptions, membership 

fees, donations, charity and Government grants etc.  

iv. Management of Organization: 
The administration or management of the Non-Trading Concerns lies in 

the hands of trustees, government, or the nominated committee of 

management.  
 

ORGANIZATIONS 

COMMERCIAL ORGANIZATIONS 

 Manufacturing 
 Mining 
 Farming/Fishing 

 Trading 
 Agency Services 
 Financing, Banking, Insurance 
 Professionals 

 

NON-TRADING ORGANIZATIONS 
 Governmental 

 Central 

 State 

 Local 

 Universities 

 Institution 

 Colleges 

 Schools 

Non-Governmental 

 Trusts 

 Hospitals 

 Clubs 

 Religious Inst. 

 Private 
Educational 
Institutions 
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v. Requirement of Accounts: 

Double Entry book-keeping system is usually adopted to maintain the 

accounts of Concerns. To find the surplus or deficit Income and 
expenditures account is maintained for the particular period. 

 

1.1.4 Difference between Commercial and Non-Trading 
Organizations/Concerns 

Basis Commercial Organizations Non-Trading Organizations 

Primary 

Motive 

Primary motive is to earn the 

profit 

Primary motive is to serve the 

society  

Ownership Proprietors of business are 

owners and entitled to get 

profit  

There is no concept of ownership 

however the subscribers are known 

as the member of the entity 

Operating 

result 

Result of operating activities is 

called profit/loss which is the 

difference between revenue 

and expenses.  

The difference between revenue and 

expenditure is known as 

surplus/deficit which is the result of 

operation of non-trading 

organizations.  

Profit 

Distribution 

Profit is distributed among the 

owners of the business 

Profit is not distributed among the 

members 

Preparation 

of Accounts 

Usually the following 

statements are prepared: 

i. Profit & Loss Account 

ii. Cash flow statement 

iii. Balance Sheet 

Non-trading concerns prepare the 

following type of accounts: 

i. Receipt and Payments 

account 

ii. Income & Expenditure 

account 

iii. Balance Sheet 

 
1.2. Accounting for Non-Trading Concerns 

Accounts of Non-Trading Concerns are maintained on the basis of Double 

Entry System and follow the cash system of accounting. That type of 
organizations doesn’t maintain full set of books of accounts but to prepare the 

cash account to keep the record of cash receipts and payments. Usually the 

following books are kept and maintained by non-trading organizations: 
i. Receipts and Payments Account 

ii. Incomes and Expenditures Account 

iii. Balance Sheet 
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1.2.1 Receipts and Payments Accounts  

 Receipts and Payments Account is a summary of Cash book in which all 

cash receipts and payments are recorded. All the cash received and paid during a 
particular period is recorded under the appropriate head. Receipts are recorded on 

the left hand (Debit) Side and Payments are recorded on the Right hand (Credit) 

side of account. Usually the receipts are grouped under the main headings, i.e. 
entrance fees, annual subscription, donations, life membership fee, interest, sales 

of assets and sundry receipts. Whereas the payments are grouped as, salaries and 

wages, printing and stationery, rent, rates and taxes, office expenses and etc.  
 

1.2.1.1 Cash Account VS Receipts and Payments Account 

Points of 

Distinction 
Cash Account 

Receipts and Payments 

Account 

Chronological 

Order 

Each Transaction is recorded 

separately in Chronological order 

in Cash book 

Transactions are recorded in 

group and doesn’t follow the 

chronological order 

Narration 
Narration is written at the end of 

each entry 
No narration is written 

Cash Balance 
Daily cash balance can be found Cash balance is only found at 

the end of period 

Time of 

Recording 

Transactions are recorded when 

they occur on daily basis. 

Transactions are recorded at 

the end of particular period.  

 

Example 01: 

A Hobby Club was formed on January 1, 2020. Following are the receipts and 
payments during the year ended 31st December, 2020: 

 

Receipts: Donations Rs. 175,000; Membership fee Rs. 80,000; Subscription Rs. 
120,000; Lockers Rent Rs. 50,000 

Payments: Office Rent Rs. 15,000; Furniture Purchased Rs. 150,000; Postage 

and telegrams Rs. 8,500; Office expenses Rs. 5,432; Entertainment Expenses Rs. 
2,200 

 

Required: Prepare the Receipts and Payments account for the year ended on 
December 31,2020. 
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Solution:  

HOBBY CLUB 

Receipts and Payments Account 
For the year ended on 31st December, 2020 

Receipts Amount Payments Amount 

Donations 175,000 Office Rent 15,000 

Membership fee 80,000 Furniture Purchased 150,000 

Subscription 120,000 

Postage and 

telegrams 8,500 

Lockers Rent  50,000 Office expenses 5,432 

  Entertainment Exp 2,200 

  Balance 243,868 

425,000 425,000 

        

 

1.2.2  Income and Expenditure Account 

 Like the Profit and loss account, it is the statement of revenue and 
expenses, which shows the result of operating activities of non-trading concerns. 

All the expenses incurred and due are recorded on the debit side (left hand side) 

and all the revenues received and receivable are recorded on the credit side (Right 
hand side) of the Income and Expenditure account. It must be noted that all the 

revenues and expenses which related to previous or future period must be must be 

excluded from it.  
 

1.2.2.1 Characteristics of Income and Expenditure Account 

 Following are some features of Income and Expenditure Account: 
i. It is prepared like the profit and loss account of Profit oriented 

organizations. 

ii. All the expenses are recorded on Debit side. 
iii. All the revenues are recorded on the Credit side of the account. 

iv. Only the revenue nature items (revenues and expenses) are included. 

v. Items belonging to capital nature are excluded from this account. 
vi. Excess of income over expenditure shows the surplus balance. 

vii. Excess of expenses over income shows the deficit balance. 

viii. The balance of account either surplus or deficit is transferred to capital 
fund account. 
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ix. Usually it is prepared at the end of accounting period. 

x. All revenues and expenses related to previous or subsequent period are 

excluded from it.  
 

1.2.2.2 Preparation of Income and Expenditure Account 

 Income and expenditure is prepared by using the data provided by Receipt 
and Payment account. The following steps should be taken to convert the Receipt 

and Payments Account into Income and Expenditure Account: 

i. Exclude the opening and closing balances of cash and bank. 
ii. Eliminate the Capital Receipts and Payments. 

iii. Deduct the items (Revenues and Expenses) related to previous year and 

next year. 
iv. Include all the incomes and expense related to current year even they are 

accrued. 

v. Make a Provision for Bad Debts, Charge the Depreciation on fixed assets 
that should be recorded on the expenses side of the account.  

 

1.2.3 Important Terms of Non-Trading Concerns 
Before proceeding to preparation of Income & Expenditure account and 

Balance Sheet, it is necessary to know some basic terms related to Non-Trading 

Concerns. Some important terms and their treatment are described as follows: 
 

1.2.3.1 Subscription: 

It is the amount, which is contributed by the members on regular basis, i.e. 
monthly, yearly etc. The amount of subscription is treated as revenue and is 

credited to income and expenditure account. Only the amount of current year 

subscription is considered as revenue and rest of the amount which relate to last 
year or preceding year are excluded from income and expenditure account.  

 

1.2.3.2 Legacies: 
 This amount or property is received by any non-trading concerns as per 

the will of the deceased persons and is capitalized by recording on the liabilities 

side of the balance sheet, as it is one time receipt and non-recurring in nature. 
Some time a portion of legacy is transferred to income and expenditure account 

and is treated as revenue.  

 
 



 10

1.2.3.3 Donation: 

 It is the amount which is collected by Non-Trading Concerns from 

members and general public. The amount may be of two types: (a) General 
Donation (b) Special Donation 

(a) General Donation: It is amount which is not contributed for any specific 

purpose then it may be treated as revenue or capital. If the amount is small 
it will be treated as revenue and recorded on the credit side of income and 

expenditure account. But if the amount is large then it will be capitalized 

and will be recorded on the liabilities side of balance sheet. 
(b) Special Donation: If the amount of Donation is collected for specific 

purpose, i.e. Constructions, purchase of assets etc., then it will be 

capitalized only and will be recorded on the liabilities side of the Balance 
Sheet.  

 

1.2.3.4 Sale of Fixed Assets: 
 Amount realized from sales of fixed assets will be treated as capital 

receipt. In case of profit or loss, loss is debited to income and expenditure account 

but in other case the amount of profit will be capitalized and will be added to 
capital fund in the balance sheet. In some case if the amount of profit is small it 

may be credited to income and expenditure account.  

 
1.2.3.5 Purchase and Sales of Current Assets: 

 Purchase and Sales of Current Assets i.e. News paper, Sports Material etc. 

are treated as revenue items. Hence, it will be recorded on debit side of Income 
and Expenditures account when purchased. When sold, the treatment will be 

reverse.  

 
1.2.3.6 Life Membership Fee: 

If the amount of membership is paid once for the entire life instead of 

paying periodically, then such amount is usually treated as capital receipt and will 
be recorded on the liabilities side of the Balance Sheet. At the end of each year a 

small portion of such amount is treated as the revenue.  

Sometimes, if the amount of life membership fee is small then the whole amount 
may be treated as revenue and is recorded on the credit side of Income and 

Expenditures account.  
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1.2.3.7 Capital Fund: 

 Amount invested by the owners in profit concerns is known as capital 

whereas in Non-Trading Concerns the amount contributed by the members is 
known as the Capital fund. The amount of capital fund is calculated by deducted 

the total liabilities from the total assets of the organization. It is also known as the 

General fund or Accumulated Fund or Surplus Account. 
 

Example 02: 

 The Treasurer of Young Club prepares the following summary of Receipts 
and Payments Account for the year ended on 30th June 2020: 

 

Receipts Amount Payments Amount 

Cash in Hand 150,000 
Expenses of Annual 
Festival 7,000 

Subscription 75,000 New Equipments 90,000 

Donations 20,000 Stationery 8,500 

Sales of Tickets for 
annual Festival 30,000 Wages 5,432 

Sales of news paper 15,000 Utilities Bills 2,200 

    

  Balance 176,868 

290,000 290,000 

        

 
Required: You are required to prepare the Income & Expenditures Account for 

the year ended on 30th June, 2020 
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Solution: 

YOUNG CLUB 

INCOME & EXPENDITURES ACCOUNT 

For the year ended on June 30, 2020 

Expenditures Amount Incomes Amount 

Expenses of Annual 

Festival 7,000 Subscription 75,000 

Stationery 8,500 Donations 20,000 

Wages 5,432 

Sales of Tickets for 

annual Festival 30,000 

Utilities Bills 2,200 Sales of news paper 15,000 

Excess of Income  

Over Expenditures 116,868   

140,000 140,000 

        

 

Note: 

i. The amount of Donation is small and is treated as Revenue Item. 
ii. Expenditures incurred for purchase of new equipment are capital natures 

and will be recorded as assets in balance sheet. 

 
Example 03: 

The Accountant of Multan Club summarizes the following information of cash 

received and paid by the club from the date of commencement 1st January to 31st 
December, 2020: 

Subscription received 230,500 Electricity Charges 9,600 

Receipts from sales of 

refreshment 169,660 

Repaid to Mr. Imran 

on Dec, 2020 300,000 

Loan from Mr. Imran 300,000 Rent expenses 1,600 

Loan from Bank 260,000 Telephone Expenses 640 

Land and Building 500,000 Printing & Stationery 3,200 

Purchase of refreshment 73,700 Bank Interest 5,920 

Purchase of Furniture 36,000 General expenses  4,340 

Wages Paid 10,000     
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Adjustments: 

a. There was a bill for Rs. 5,120 owing for refreshment at 31st December, 2020 

b. The stock of refreshment on hand on 31st December, 2020, was valued Rs. 
3,800 

c. The rent paid up to 31st December, 2020 included Rs. 160 paid in advance. 

d. Interest accrued but not paid to Mr. Imran amounted Rs. 13,000  
e. Subscription in arrear amounted to Rs. 9,500. 

Required:  

i. The receipts and payments account for the year ended on 31st December, 
2020 

ii. The income and expenditure account for the year ended on 31st December, 

2020 
 

Solution: 

MULTAN CLUB 
RECEIPTS AND PAYMENTS ACCOUNT 

For the year ended on 31st December, 2020 

Receipts Amount Payments Amount 

Subscription received 230,500 Land and Building 500,000 

Loan from Mr. Imran 300,000 Purchase of refreshment 73700 

Loan from Bank 260,000 Purchase of Furniture 36,000 

Receipts from sales of 

refreshment 169,660 Electricity Charges 9,600 

    

Repaid to Mr. Imran on 

Dec, 2020 300000 

  Rent expenses 1,600 

  Telephone Expenses 640 

  Printing & Stationery 3,200 

  Bank Interest 5,920 

  General expenses  4,340 

  Wages Paid 10,000 

  

Cash in Hand (Bal. 

Fig.) 15,160 

960,160 960,160 
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MULTAN CLUB 

INCOME AND EXPENDITURE ACCOUNT 

For the year ended on 31st December, 2020 

Expenditures Amount Incomes Amount 

Purchase of refreshment   73,700   Subscription        230,500   

Add: Amount Due              5,120   Add: Receivable      9,500 240,000 

Less: Stock on Hand          3,800 75,020 Refreshment Sale 169,660 

Wages Expenses 10,000 
 

  

Rent Expenses                   1,600   
 

  

Less: Prepaid Rent           160 1,440 
 

  

Interest on Loan 13,000     

Telephone Expenses 640     

Printing & Stationery 3,200     

Bank Interest 5,920     

General expenses  4340     

Electricity Charges 9,600     

Excess of Income  
Over Expenditures 286,500 

 
  

 
409,660 

 
409,660 

        

 
1.2.4  Balancesheet 

  Balancesheet is a statement that shows the financial position of any 

organization. Like the Commercial organizations, it is prepared by the non-trading 
concerns to ascertain the assets and liabilities of an entity. It is also prepared in 

the same manner as followed by the trading concerns. The only difference is that 

capital account is replaced with the accumulated fund or capital fund. The capital 
fund is obtained by deducting the liabilities from the assets.  

 The formula for the capital fund account is: 

Capital fund = Beginning Assets  –  Beginning Liabilities 
 

Example 04: 

 Following information is provided by the Lahore Nursing Society for the 
year ended on 30th June, 2020, you are required to prepare the incomes & 

expenditures account for the year ended on 30th June, 2020 and Balancesheet 

as at that date. 



 15

Receipts Amount Payments Amount 

Balance in hand 10,050 Salaries of nurses     3,280  

Subscriptions 5,575 

Board, laundry and domestic 

help     1,900  

Fees from non 
members 1,350 Rent, rates and taxes     1,000  

Municipal grant 5,000 Cost of car    10,000  

Donation for building 
fund 7,800 Car expenses     4,200  

Interest 190 Drugs and incidental exp.     3,350  

  Balance 6,235 

29,965 29,965 

        

The society owns freehold land costing Rs. 40,000 on which it is proposed to 

build the nurse's hostel. A donation of Rs. 500 received to building fund was 
wrongly included in subscription account. A bill for medicine purchased 

during the year amounting to Rs. 640 was outstanding. 

 
Solution:  

 LAHORE NURSING SOCIETY 

INCOME AND EXPENDITURE ACCOUNT 
For the year ended on 30th June, 2020 

Expenditures Amount Incomes Amount 

Salaries of nurses     3,280  

Subscriptions                   

5,575   

Board, laundry and   domestic 

help     1,900  
Less: Wrong inclusion       

500     5,075  

Rent, rates and taxes     1,000  Fees from non members     1,350  

Car expenses     4,200  Municipal grant     5,000  
Drugs and incidental exp.   3350    Interest        190  

Add: Outstanding expense   640 3,990 Deficit     2,755  

   14,370     14,370  
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CAPITAL FUND 

Capital fund on 1st July, 2019 is calculated as follows: 

Assets: 
 Cash   Rs.  10,050 

 Land   40,000 

 Capital fund  Rs.  50,050 
Note: There is no beginning liability, to be deducted from beginning assets.  

 

LAHORE NURSING SOCIETY 
BALANCE SHEET 

As on 30th June, 2020 

Assets Amount Liabilities Amount 

Cash     6,235  

Building fund              Rs. 

7,800   

Motor Car    10,000  

Add: Omission                    

500     8,300  

Land    40,000  Expenses Payable        640  

  

Capital fund               Rs. 

50,050   

  Less: Deficit                2,755    47,295  

   56,235       56,235  

        

 

Example 05: 
Faisalabad Human Care Centre provides the following information of the year 

ended on 31st December, 2020. 

Entrance fee  10,800 Profit on refreshment 28,950 
Subscription received 59,400 Secretary’s honorarium 4,500 

Arrears of the previous year 5,250 Advertisement paid 4,800 

Arrears of this year 4,950 Postage expenses 1,650 
In advance last year 1,650 Cash in hand Jan 01, 2020 7,050 

In advance this year 1,350 Lockers rent received 1,500 

Donations received  3,900 Investment at Jan 01, 2020 13,500 
Rent & taxes paid  81,750 Investment bought  3,300 

Rent and taxes unpaid this year 4,410 Charities 1,800 

Rent & taxes unpaid last year  3,750 Printing & Stationery 1,500 
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Required: You are required to prepare the Receipts & Payments account and 

Income & Expenditures account for the year ended on 31st 

December, 2020. 
 

Solution: 

FAISALABAD HUMAN CARE CENTRE 
RECEIPTS AND PAYMENTS ACCOUNT 

For the year ended on 31st December, 2020 

Receipts Amount Payments Amount 

Cash Balance 7,050 Charities 1,800 

Entrance fee 10,800 Printing & Stationery 1,500 
Subscription 59,400 Rent and Rates 81,750 

Donations 3,900 Secretary’s honorarium 4,500 

Profit on refreshment 28,950 Advertisement 4,800 
Locker rent 1,500 Postage expenses 1,650 

  Investment purchased 3,300 

  Balance 12,300 

111,600 111,600 

        

 
FAISALABAD HUMAN CARE CENTRE 

INCOME & EXPENDITURE ACCOUNT 

For the year ended on 31st December, 2020 

Expenditures Amount Incomes Amount 

Charities 1,800 Entrance fee 10,800 

Printing & Stationery 1,500 Subscription                59,400   
Rent & Rates                     81,750   Less for  2019             5,250   

Less for 2019        3,750   Add due in  2020          4,950   

Add for 2020       4,410 82,410 Add advance for 2019   1,650   
Secretary’s honorarium 4,500 Less advance for 2020  1,350 59,400 

Advertisement paid 4,800 Donations received 3,900 

Postage expenses 1,650 Lockers rent 1,500 
Excess of Income  

Over Expenditures 7,890 Profit on Refreshments 28,950 

104,550 104,550 
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1.3. Self Assessment Questions 

1.3.1 Choose the best options: 

1 The basic objective of non-trading concern is to: 
a) Earn profit 

b) Serve society 

c) Higher production 
d) None of the above 

2 Non-trading concern prepares: 

a) Profit & Loss account 
b) Income statement 

c) Income & expenditures account 

d) All of the above 
3 Capital fund is calculated as 

a) Income – Expenses 

b) Closing Assets – Closing Liabilities 
c) Opening Assets – Opening Liabilities 

d) Expenses - Incomes 

4 Income & Expenditures account records transactions : 
a) Only revenue nature 

b) Only capital nature 

c) Revenue and capital nature 
d) Income capital nature only 

5 Subscription receivable is: 

a) An asset 
b) A liability 

c) An equity 

d) An expenses 
6 Fund received for specific purpose is recorded as: 

a) Asset 

b) Liability 
c) Expenses 

d) Revenue 

7 Sale of news paper is recorded as: 
a) Asset 

b) Liability 

c) Expenses 
d) Income 
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8 Amount received from Sale of old furniture will be: 

a) Recorded as income 

b) Deducted from expenses 
c) Transferred to profit & loss account 

d) None of the above 

9 Receipts and Payments account is prepared to ascertain the: 
a) Cash balance 

b) Bank balance 

c) Cash & bank balance 
d) Profit or loss 

10 Legacy is the amount which is received: 

a) From members as subscription 
b) From deceased person as per his/her will 

c) From government 

d) From sale of an asset 
 

1.3.2 Give the short answers of the following questions:  

i. What do you know about the non-trading concerns? 
ii. Differentiate between commercial organizations and non-trading 

organizations? 

iii. Describe the various types of non-trading concerns. 
iv. State some features of non-trading concerns. 

v. Describe the difference between cash book and receipts and payments 

account. 
vi. How receipts and payments account is prepared? 

vii. How income and expenditure account is prepared? 

viii. Define the term subscription. 
ix. What do you know about legacy? 

x. What is meant by capital fund? 

xi. What is difference between donation and subscription? 
xii. Describe the accounting treatment of donation. 

 

1.4  Problems 
Problem 01 

From the following information of Multan Library, prepare the Receipts 

& Payments account for 2020(All Amounts in Rupees): 
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Cash Balance (Jan 2020) 408,000 Purchase of books 90,000 

Paid for postage and 

telegrams 10,950 Stationery purchased 3,840 
Sale of old newspaper 3,690 Sale of old furniture 12,000 

Donations received 19,500 Repair & Renewals 3,000 

Subscription received 108,000 Bank interest received 9,540 
Investment 150,000 Rent paid 4,050 

Purchase of libraryChairs 180,000 Entrance fee received 1,110 

 

Problem 02 

The Record keeper of Old Age Club Prepares the following Receipts and 

Payments account for the year ended on 31st December, 2020 

Receipts Amount Payments Amount 

Cash on hand (Jan 2020) 15,000 Rent expenses   260,000  

Life membership fee 27,500 Printing & Stationery   153,400  
Last year subscription 10,000 Furniture   195,000  

Current year subscription 845,000 

Repairs and 

Maintenance     40,300  
Subscriptions of following 

year 15,000 Commission paid     75,000  

Lockers rent 25,000 Salary honorarium   266,500  
Special subscription for 

annual dinner  172,500 Balance 119,800 

1,110,00

0 1,110,000 

        

Additional Information: 

Printing & Stationery relating to 2019 Rs. 15,600 and still owing Rs. 18,200. 

Lockers rent received includes Rs. 3,000 which were received for 2020 and 
Rs. 4,500 is still due. Rent paid includes Rs. 65,000 pertaining to 2019 and Rs. 

60,000 is still owing.  Subscriptions in arrear Rs. 23,400 and subscription for 

annual dinner outstanding Rs. 27,500. 
Required:  You are required to prepare the Income & Expenditures account for 

the year ended on 31stDecember2020. 

 
 



 21

Problem 03 

From the following receipts and payments account of Trust Club, you are 
required to prepare the Income & Expenditures account for the year ended on 

31st March, 2020 and Balance Sheet as at that date. 

Receipts Amount Payments Amount 

Cash in hand at 

beginning           79,750  Rent and Rates         42,000  
Entrance fee           63,750  Wages         79,250  

Donations           41,250  Admin. expenses       221,250  

Subscription         462,500  Books         55,000  
Interest           14,000  Cash at bank       260,500  

  Balance        3,250  

661,250 661,250 

        

Additional Information: 

At the beginning of the year, the club possessed books worth Rs. 500,000 and 

furniture worth Rs. 212,500, subscription received in advance amounted to Rs. 
12,500, wages were outstanding Rs. 25,750 and rent and rates were paid in 

advance Rs. 14,500.  

 
Problem 04 

The Book keeper of Soneri Welfare-A Non-Trading Organization, prepares the following 

Receipts and Payments account for the year ended on 31st December, 2020 

Receipts Amount Payments Amount 

Cash on hand (Jan 2020)     186,900  Salaries        199,500  
Legacies     280,800  Rent 3-quarters          22,500  

Subscriptions       90,300  Office expenses          82,500  

Donations     120,000  Commission          11,100  
Life Membership fee       51,000  Printing Charges            7,800  

Interest on investment       52,200  Utilities Expenses            5,400  

Interest on Fixed deposits          6,000  
Purchase of Govt. 

securities          90,000  

  Balance      368,400  

    787,200         787,200  
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(i)  Three-forth of the legacies and donations received is to be treated as income 
(ii)        One-half of the life membership fee is to be treated as income, the remainder 

being capital. 

(iii)       A quarter’s rent was unpaid as 31st December, 2020. 
(iv)       Subscription outstanding for 2020 Rs. 4,500. 

(v)        Interest on Govt. securities Rs. 9,000 had accrued but was not received. 

 
Problem 05 

The Receipts & Payments account of Beema Society is given below, you are required 

to prepare the Income & Expenditures account for the year ended on 30th June, 2020 

and Balance Sheet as at that date. 
 

 

Receipts Amount Payments Amount 

Opening Cash Balance         55,800  Rent and Rates          24,750  

Entrance fee         10,800  General Expenses          24,750  

Annual Subscription         73,350  Salaries & Wages          22,500  
Life membership fees         11,250  Furniture          36,000  

Entrance fee           8,100  

Printing & 

Stationery            5,625  
Interest on Securities           2,250  Repairs Charges            6,750  

Miscellaneous incomes   Balance        41,175  

      161,550         161,550  

        

Additional Information: 

The annual subscription in arrears amounted to Rs. 15,750. General expenses 
outstanding on 30th June2020 were Rs. 1,800. Secretary’s Salary Rs. 6,750 

though sanctioned by the Society had not been paid, Rs. 4,500 is to be written off 

as depreciation on furniture.  
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Problem 06 

Following is the summary of cash transactions of East Club for the year ended on 

31st December, 2020. 

Subscription received Rs. 21,600 Wages Rs. 2,800 

Donations 11,000 Electricity 780 

Loan from HBL 30,000 Repair to Premises 2,400 

Sales of drama tickets 3,940 Purchase of new equipment 6,300 

Proceeds of summer fete 3,240 Incidental expenses 740 

Rent paid 6,300 Drama expense 1,200 

Secretary’s honorarium 5,200   

 

The following information is also available: 
i. Balance of Cash 1st January 2020 Rs. 25,000 

ii. The rent paid is in respect of the five quarters to the following 31st March 

iii. The electricity charges of Rs. 780 includes Rs. 490 for the previous year, 
there is also an amount of Rs. 490 due at 31st December but not yet paid. 

iv. A bill for Rs. 2,350 repairs to premises was due but has not been paid.  

v. The incidental expenses include Rs. 320 relating to the previous year. 
vi. Subscription received include Rs. 1500 paid in advance for the following 

year 

vii. At 1st January the club owned equipment valued at Rs. 3,200 and premises 
Rs. 38,000. 

Required:  

a. To set out the receipts and payments account for the club for the year to 
31st December 2020 

b. To find the accumulated fund on 1st January, 2020 

c. To prepare the income and expenditure account for the year ended on 31st 
December, 2020 and a balance sheet as at that date. 
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1.5. Summary 

There are two types of organizations, profit making and not profit making. 

The purpose of not profit making concerns is to provide services to the people 
without any intentions to seek profit. The main objective of these entities may be 

social, educational, religious, cultural or charitable. These entities may be in the 

form of sports club, social or literary club, religious institutions, libraries, 
hospitals, educational institutions, Professional bodies, societies and charitable 

institutions like orphanage homes, and old age homes. Some not-for-profit entities 

such as sports and recreation clubs exist with the primary objective of providing 
services to its members. 

Three types of statements are prepared for the purpose of accounting of 

non-trading concerns, which are receipts and payments account, income and 
expenditures account and balancesheet. Receipts and Payments Account is a 

summary of Cashbook in which all cash receipts and payments are recorded. 

Income & expenditures account is the statement of revenue and expenses, which 
shows the result of operating activities of non-trading concerns. Excess of income 

over expenditures is known as surplus, vice a versa. It is prepared by using the 

data provided by Receipt and Payment account through various steps. 
Balancesheet is a statement that shows the financial position of any organization. 

Like the Commercial organizations, it is prepared by the non-trading concerns to 

ascertain the assets and liabilities of an entity. It is also prepared in the same 
manner as followed by the trading concerns. The only difference is that capital 

account is replaced with the accumulated fund or capital fund. 
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Introduction  

Some businessmen having small businesses use single entry system of 

bookkeeping. It is a system in which only the record of customers, suppliers and 
cash is maintained but the record of assets, liabilities, revenues and expenses is 

not kept because cash received is considered as revenue and cash paid is 

considered as expenses. This unit describes the introduction of single entry 
system, its’ features and the methods of calculating the profit or loss of the 

business from the incomplete record of accounting. These methods are not only 

discussed theoretically, but also illustrated so that students may easily understand 
the topic. At the end of the unit self assessment questions and various problems 

are given for the more understanding of the topic covered in this unit. 

 
 

Objectives  

1. After studying this unit, students will be able to: 
2. understand the concept of single entry system of accounting 

3. know the features of single entry system 

4. be familiar with the methods of calculating profit or loss of an entity 
5. differentiate between statement of affairs and balance sheet 

6. know the procedure of findings operating results 

7. calculate the missing figures from the incomplete records 
8. convert the single entry system into double entry system of accounting 
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2.1 Introduction to Single Entry System 

There are two types of bookkeeping systems which may be followed by 

the businessman to keep the record of business transactions which are (i) Double 
entry system of bookkeeping and (ii) Single Entry system of bookkeeping. Double 

entry system of bookkeeping is considered a formal and standard system of 

bookkeeping and accounting used by most of the businessman. But some Sole 
traders having small businesses used single entry system of bookkeeping. It is a 

system in which only the record of customers, suppliers and cash is maintained 

but the record of assets, liabilities, revenues and expenses is not kept because 
Cash received is considered as revenue and cash paid is considered as expenses.  

Under single entry system of bookkeeping the concept of recording dual aspects is 

ignored and only one aspect of transactions is recorded. Sometimes complete 
transaction is not recorded, whereas occasionally both aspects of transaction may 

be recorded. A bookkeeper/accountant has to calculate the operating result of 

business from this incomplete record, this is the reason it is also called 
“Accounting from Incomplete Records”.  

 

2.2 Features of Single Entry System  
2.2.1 Application of Accounting Rules 

No accounting rule is followed in this system of accounting, and 

transactions are recorded by ignoring the principle of debit and credit.  
 

2.2.2 Real and Nominal Accounts 

Real and nominal accounts i.e. assets, liabilities, expenses and revenues 
etc. are not prepared and maintained.  

 

2.2.3 Personal Accounts 
Under this system, only the personal accounts are maintained, to know the 

amount due from customers and amount owing to suppliers. 

 
2.2.4 Suitability  

This system of bookkeeping is suitable for small businessman, who is 

operating his/her business as sole trader or on partnership basis.  
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2.2.5 Economy 

It is economical for the businessman because no proper accountant or 

bookkeeper is hired for recording the business transactions. A businessman 
himself may keep the record of business transactions.   

 

2.2.6 Simple and Easy 
It is very simple and easy because there is no rule or accounting principle 

is followed. Any person may record the business transactions without getting any 

special education or training in this regard.  
 

2.2.7 Variation in Recording business transactions 

As we know that no accounting policy is observed while recording the 
business transactions. So every businessman record the transaction as per own 

style and convenience. So it varies from one businessman to another businessman.  

 
2.3 Demerits or Drawbacks of Single Entry System 

Apart from the advantages of single entry system, it has number of 

drawbacks, which are described below: 
 

2.3.1 Inaccurate operating results 

Under the single entry system nominal accounts like revenue, expense, 
gain or losses are not prepared. In the absence of these accounts, this is not 

possible to find out the accurate reporting results in terms of profit and loss.  

 
2.3.2 Financial Position of Business 

The record of real accounts, i.e. assets and liabilities is not kept properly, 

so the financial position of business can’t be determined. In case of liquidation a 
businessman is not able to find out the book value of their assets and liabilities.  

 

2.3.3 Unable to prepare trial balance 
Trial balance can be prepared only under the double entry system and 

can’t be prepared under the single entry system. So it is not possible to ensure the 

arithmetical accuracy of the described amounts.  
 

2.3.4 Risks of Fraud 

Anyone can make fraud easily because no proper accounts are maintained 
under this system. So there are higher chances of fraud to be incurred.  
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2.3.5 Risks of Errors 

Errors may occur in recording the transactions and can’t be found easily 

because not trial balance is prepared and accounts are also not maintained 
properly.  

 

2.3.6 Incomplete system 
Some transactions are not recorded and some are recorded partially, so 

there is incomplete system of accounting or we may say that there is no system of 

bookkeeping or accounting.  
 

2.3.7 Unacceptable for tax 

For the purpose of assessment of tax, this system is not acceptable by the 
tax authorities. Because two fold aspects of each transaction are not recorded and 

the proper financial statements are not prepared.  

 
2.4 Determination of Profit or Loss 

It is not easy task to estimate profit or loss from the incomplete records of 

bookkeeping. However, the following two methods are used to determine the 
profit or loss account and to know the financial position of the business: 

a. By preparing the statement of affairs 

b. By conversion into double entry 
 

2.4.1 Profit/Loss ascertainment by preparing statements of affairs 

This method is also known as the net worth method, because net worth of 
the business is calculated by preparing the statements of affairs at two different 

time periods. Due to unavailability of detail of accounts it is very difficult to 

know the accurate operating results of the business. However if the sufficient 
information is not given about the assets, liabilities, revenues, expenses and 

owner’s equity then it is better to calculate the operating results by net worth 

method instead of spending time in finding out the complete information of the 
business.  

In this method, profit and loss is determined by taking the difference of 

opening capital and closing capital of the business. If the closing capital is 
increased then there will be profit of the business, but in case of loss the amount 

of closing capital will be lesser then the opening capital, given that there is no 

further investment and drawings during that particular period. If further 
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investments and drawings are made during particular period then these amounts 

will also be considered in calculating profit and loss. 

 
2.4.2 Statement of Profit & Loss 

That statement which is prepared under the net worth method to determine 

the profit and loss is known as the statement of profit and loss. The format of 
statement of Profit and Loss is as under: 

ABC Company 

Statement of Profit & Loss 
For the period ended on ……. 

 

Capital at the end of period 
Add: Withdrawals during the period 

 

Less: Additional capital invested during the period 
Adjusted Capital at the end of the period 

Less: Capital at the beginning of period 

Net Profit/Loss during the period 

Rs. 

xxxxx 
xxxxx 

xxxxx 

xxxxx 
xxxxx 

xxxxx 

xxxxx 
 

Example 01 

 Mr. Khan owned a tuck shop and used single entry system to record the 

business transactions. You are required to calculate the profit/loss of Mr. Khan’s 
Business for the year ended on 31st December, 2020from the given data: 

Capital at the beginning Rs. 150,000; Withdrawals during 2020 Rs. 25,000 

and capital at the end is reported Rs. 225,000. 
Solution: 

Mr. Khan 

Statement of Profit & Loss 
For the period ended on 31st December, 2020 

 

         Capital at the end of period 
Add: Withdrawals during the period  

 

Less: Additional capital invested during the period 
Adjusted Capital at the end of the period 

Less: Capital at the beginning of period 

Net Profit during the period 

Rs. 

225,000 
25,000 

250,000 

Nil 
250,000 

150,000 

100,000 
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Example 02 

 Chaudhry Sons established a business on July 01, 2020 with a capital of 

Rs. 300,000. He introduced Rs. 125,000 as additional investment and withdraws 
Rs. 50,000 during the year. On 30th June, 2021 he has assets of Rs. 400,000 and 

liabilities Rs. 40,000. You are required to calculate the profit or loss of 

Chaudhry’s business for the year ended on 30th June, 2021. 
Solution: 

Capital At the end  = Ending Assets – Ending Liabilities 

   =         400,000  – 40,000  
= Rs. 360,000 

Chaudhry Sons 

Statement of Profit & Loss 
For the period ended on 30th June, 2021 

 

         Capital at the end of period 
Add: Withdrawals during the period  

 

Less: Additional capital invested during the period 
Adjusted Capital at the end of the period 

Less: Capital at the beginning of period 

Net Loss during the period 

Rs. 

360,000 
50,000 

410,000 

125,000 
285,000 

300,000 

(15,000) 

 

2.4.3 Statement of Affairs 
It is clear now that under the single entry system, the profit or loss of the business 

can only be ascertained, if the amounts of opening and closing capital are given.In 

case if the amounts of opening or closing capitals or both are not given then the 
accountant will gather the details of assets and liabilities at the beginning and 

ending period. After getting the details of assets and liabilities,these will be 

enlisted in a statement to know the values of capital. That statement in which 
assets and liabilities are recorded to know the amount of capital is known as 

statement of affairs.  

The statement of affairs is prepared like a balance sheet, in which amounts of 
assets are listed on one side and liabilities are recorded at another side, the 

balancing amount is considered the value of capital. Anyone who prepares the 

statement of affairs may get the details of assets and liabilities from the following 
sources: 
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a. Personal accounts of debtors and creditors 

b. Bank Statement of the Business 

c. Cash book of the entity 
d. List of assets and liabilities may be prepared with the help of owner of the 

business.  

e. Actual stock taking. 
After collecting the necessary information from various sources, statement 

of affairs are prepared at two different points of time i.e. at beginning and at 

closing period. The format of statement of affairs is as follows: 
 

XYZ Company 

Statement of affairs 
As on _________ 

Assets Amount Liabilities Amount 

   Cash in hand 
   Cash at bank 

   Sundry Debtors 

   Note / Bill Receivable 
   Supplies 

   Stock 

   Prepaid expenses 
 

   Office Equipment   

   Furniture & Fixture     
   Plant & Machinery 

   Building 

xxxxx 
xxxxx 

xxxxx 

xxxxx 
xxxxx 

xxxxx 

xxxxx 
 

xxxxx 

xxxxx 
xxxxx 

xxxxx 

   Account Payable 
   Note/Bill Payable 

   Unearned Revenue 

   Expenses Payable 
   Bank Loan 

   Debentures 

 
Capital (Bal. Fig.) 

xxxxx 
xxxxx 

xxxxx 

xxxxx 
xxxxx 

xxxxx 

 
xxxxx 

Total xxxxx Total xxxxx 

 

2.4.4 Difference between Statement of Affairs and Balance Sheet 
Statement of Affairs is prepared like a balance sheet of the business but 

there is difference between Statement of Affairs and Balance Sheet, which may be 

understand from the following points: 
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Sr. 

No. 
Basis Balance Sheet Statement of Affairs 

i. 
Bookkeeping 

System 

It is prepared under the 

double entry system 

bookkeeping. 

It is prepared under the 

single entry system of 

bookkeeping. 

ii. Purpose 

It is prepared to know the 

financial position of the 

business 

It is prepared to 

ascertain the amount of 

capital. 

iii. 
Application of 

Rules 

It prepared on the basis of 

accounting rules, known as 

accountant standards and 
principles. 

It doesn’t follow any 

rule or standard of 

accounting. 

iv. 
Valuations of 

accounts 

All the accounts shown in 
the balance sheet, i.e. 

assets and liabilities are 

valued on the basis of some 
rules or principles of 

accounting, which may be 

cost basis or market basis, 
or replacement cost basis.  

Valuation of assets and 
liabilities are made on 

arbitrary or memory 

basis of the owner. 

v. Reliability 

It is most reliable statement 

because it follows proper 
system of accounting. 

It is not reliable 

statement because it is 
based on incomplete 

records of 

bookkeeping. 

vi. Source of Data 

It is prepared by taking 

data from adjusted trial 

balance. 

It is prepared by 

gathering the data from 

different sources i.e. 
cash & pass book, 

memory of owner etc.  

vii. 
Essential 

Element 

It is essential part of 

Financial Statements which 

must be prepared and 
published by a company. 

It is not the part of 

financial statements, it 

is just prepared for 
his/her convenience.  
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Example 03 

Mr. Kamal started his business on October 15, 2020 by investing Rs. 

400,000 and recorded his business transactions under the single entry system of 
bookkeeping. He further invested Rs. 200,000 and withdrew Rs. 100,000during 

financial year. On September 30, 2021 he wants to know the operating result of 

his business, for which he provided the following data as on September 30, 2021: 
Cash Rs. 15,000, Bank Balance Rs. 30,000, Debtors Rs. 55,000, Land & Building 

Rs. 270,000, Machinery Rs. 230,000, Office Equipment Rs. 120,000, Bank Loan 

Rs. 60,000 and sundry creditors Rs. 35,000 
Depreciation @ 10% is charged annually on Machinery and Office 

Equipment on straight line basis.  

 
Required: 

i. Prepare the statement of affairs as on 30-09-2021 

ii. Prepare statement of Profit & Loss account for the period ended on 30-09-
2021 

 

Solution: 
Mr. Kamal  

Statement of affairs 

As on September 30, 2021 
 

Assets Amount Liabilities Amount 

   Cash in hand 
   Cash at bank 

   Sundry Debtors 

Land & Building 
Machinery (Net) 

Office Equipment (Net) 

15,000 
30,000 

55,000 

270,000 
207,000 

108,000 

Sundry Creditors 
   Bank Loan 

 

Capital (Bal. Fig.) 

35,000 
60,000 

 

590,000 

Total 685,000 Total 685,000 
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Mr. Kamal 

Statement of Profit & Loss 

For the period ended on 30thSeptember, 2021 

 

         Capital at the end of period 

Add: Withdrawals during the period  
 

Less: Additional capital invested during the period 

Adjusted Capital at the end of the period 
Less: Capital at the beginning of period 

Net Profit made during the period 

 

Rs. 

590,000 

100,000 
690,000 

200,000 

490,000 
400,000 

90,000 

 

Example 04 
 Ruhi Trader keeps his record of business under single entry system and 

wants to know the operating result of his business. He provides the following data 

as on 31st December, 2020 and 31st December, 2021 of his business: 
As on 31st December, 2020: Cash in hand Rs. 25,000; Cash at bank Rs. 40,000; 

Account Receivables Rs. 70,000;Stock Rs. 65,000; Land & Building Rs. 300,000, 

Office Furniture Rs. 150,000, Office Equipment Rs. 80,000; Account Payables 
Rs. 95,000; Bills Payables Rs. 30,000 

As on 31st December, 2021: Cash in hand Rs. 40,000; Cash at bank Rs. 

60,000; Account Receivables Rs. 110,000; Stock Rs. 85,000; Account Payables 
Rs. 75,000; Bills Payable Rs. 45,000 

Depreciation @ 5% on Land & Building; @ 15% on Office Furniture; @ 

10% on Office Equipment is charged annually on original cost. 
During the year Ruhi trader withdrew Rs. 158,000 and invested Rs. 112,000 into 

the business.  

You are required to: 
i. Prepare the statement of affairs as on 31-12-2020 and as on 31-12-2021 to 

calculate the amounts of capitals. 

ii. Prepare statement of Profit & Loss account for the period ended on 31-12-
2021 
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Solution: 

Ruhi Trader 

Statement of Affairs 
As on 31-12-2020 

Assets Amount Liabilities Amount 

   Cash in hand 
   Cash at bank 
Account Receivable 
Stock 
Land & Building 
Office Furniture 
Office Equipment  

25,000 
40,000 
70,000 
65,000 

300,000 
150,000 

80,000 

Account Payables 
Bills Payables 
 
   Capital (Bal. Fig.) 

95,000 
30,000 

 
605,000 

Total 730,000 Total 730,000 
 

Ruhi Trader 
Statement of Affairs 

As on 31-12-2020 

Assets Amount Liabilities Amount 

   Cash in hand 
   Cash at bank 
Account Receivable 
Stock 
Land & Building 
   Office Furniture 
Office Equipment  

40,000 
60,000 

110,000 
85,000 

285,000 
127,500 

72,000 

Account Payables 
Bills Payables 
 
   Capital (Bal. Fig.) 

75,000 
45,000 

 
659,500 

Total 779,500 Total 779,500 
 

Ruhi Trader 
Statement of Profit & Loss 

For the period ended on 31-12-2020 
 
         Capital at the end of period 
Add: Withdrawals during the period  
 
Less: Additional capital invested during the period 
Adjusted Capital at the end of the period 
Less: Capital at the beginning of period 
Net Profit made during the period 
 

Rs. 
659,500 
158,000 
817,500 
112,000 
705,500 
605,000 
100,500 
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Example 05  

 Mr. Rayyan keeps his books on single entry system and provides the 

following information:  

 January 1, 2020 December 31, 2020 

Cash in hand Rs. 74,375  Rs.   122,500  

Cash at bank         1,750          2,625  

Sundry debtors      26,250       17,500  

Merchandise inventory    175,000     166,250  

Office equipments      15,750  - 

Motor Vehicles    122,500  - 

Furniture and Fixtures    140,000  - 

Sundry Creditors    192,500     253,750  

Advance from 

Customers      61,250                 -   

He invested further capital amounting Rs. 157,500 on 1stApril 2020 and 

withdrew Rs. 122,500 for personal use.  

From the above-mentioned information, you are required to prepare the 
necessary statements to ascertain the operating results of the business for the year 

ended on December 31, 2020 after considering the following necessary adjustments: 

a. Charge 10% depreciation on all fixed assets. 
b. Allow 10% interest on capital. 

c. Create 5% provision for doubtful debts.  

Solution: 
Mr. Rayyan  

Statement of Affairs 

As on January 1, 2020 

Assets Amount Liabilities Amount 

   Cash in hand 

   Cash at bank 

   Sundry Debtors 
   Merchandise 

inventory 

   Office equipment 
   Motor Vehicles 

   Furniture and Fixture 

74,375 

1,750 

26,250 
175,000 

15,750  

122,500  
140,000  

  Sundry Creditors 

  Advance from 

Customers 
 

 

   Capital (Bal. Fig.) 

192,500  

61,250  

 
 

301,875 

Total 555,625 Total 555,625 
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Mr. Rayyan  

Statement of Affairs 

As on December 31, 2020 

Assets Amount Liabilities Amount 

   Cash in hand 

   Cash at bank 
   Sundry Debtors      

(-) Provision for 

B.D    
   Merchandise 

inventory 

   Office 
equipments  

   Motor Vehicles  

   Furniture and 
Fixture  

 

(-) Depreciation 
@10% 

 

 
17,500 

875 

 
15,750 

122,500 

140,000 
278,250 

27,825 

 

122,500  

2,625  
 

16,625166,250 

 
 

 

 
250,425 

  Sundry Creditors 

 
 

   Capital (Bal. 

Fig.) 

253,750  

 
 

304,675 

Total 558,425 Total 558,425 

 

Mr. Rayyan  

Statement of Profit & Loss 
For the period ended on December 31, 2020 

 

         Capital at the end of period 
Add: Withdrawals during the period  

 

Less: Additional capital invested during the period 
Adjusted Capital at the end of the period 

Less: Capital at the beginning of period 

 
Less: Interest on Capital @ 10% p.a 

         301,875 x 10/100           = 30,187.5 

         157,500 x 10/100 x 9/12 = 11,812.5 
         Loss made during the period 

Rs. 

304,675 
122,500 

427,175 

157,500 
269,675 

301,875 

(32,200) 
 

 

42,000 
74,200 
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2.4.5 Profit/Loss Ascertainment by Conversion Method 

 Single entry system is usually used by the small business man but with the 

growth of the business it becomes impossible to keep the record of large scale 
business on the basis of Single entry system. To avoid the inconvenience, 

business man would like to convert the single entry system into double entry 

system of accounting. Conversion from single entry system to double entry 
system may be (i) with prospective effect and (ii) with retrospective effect. 

 If any businessman wants to convert single entry system into double entry 

system of accounting with prospective effect, then the record is maintained from 
the date of decision. Previous record is not converted on double entry system 

however, in future record may be maintained on the basis of accounting 

principles. 
 But, if the businessman wants to convert single entry system into double 

entry system of accounting with retrospective effect, then conversion is made 

from the date already passed of an accounting period. Previous record is also 
converted into double entry system and in future this system is maintained. For 

example, the accounting period of any firm starts from 1st January and end on 31st 

December. If the decision of conversion is made on 1st August, 2020 then record 
of interim period 1-1-2020 to 31-7-2020 may also be adjusted according to the 

double entry system of bookkeeping. The following procedure, examples and 

problems related to conversion method will be described in this unit with 
retrospective effect.  

 

2.4.6 Procedure of Conversion into Double Entry System 
If the businessman keeps their record on single entry system and maintains 

cash book, personal accounts then the following procedure may be followed for 

conversion: 
a. Find out the opening capital by preparing statement of affairs at the 

beginning of period. 

b. Calculate the credit purchases and post into purchases account.  
c. Calculate the credit sales and post into sales account. 

d. Post the all items appearing in cash book into their relevant accounts.  

e. Examine all available information from the single entry system, if any 
item found not treated in double entry system should be picked up and 

incorporated into double entry system.  

f. Pass the opening journal entries by debiting the entire asset and crediting 
the respective liabilities.  
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2.4.7 Calculation of Missing Items 

 There is another method to obtain final results from the single entry system. 
This short cut method may be used when the information of opening and closing 

assets are given. According this method the trading, profit and loss account and 

the balance sheet may be prepared after finding the following missing items: 

a. Opening Capital b. Sundry Creditors 

c. Credit Purchases d. Sundry Debtors 

e. Credit Sales f. Cash in hand 

g. Cash at bank h. Cash purchases 

i.  Cash Sales j. Opening Stock  

k. Bills Receivables l. Bills Payables 

 
 

i. Opening Capital 

 The value of opening capital may be ascertained by preparing the 
statement of affairs. 

ii. Find out the Sundry Creditors and Credit Purchases 

 The missing values of creditors and credit purchases may be found by 
preparing the sundry creditors account as follows: 

 

SUNDRY CREDITORS ACCOUNT 

Particulars Amount Particulars Amount 

Cash paid to Creditors 
Purchases Return& 

Allowances 

Discount Received 
Bill Payable (Acceptance 

given) 

Balance c/d (Closing) 

xxxx 
 

xxxx 

xxxx 
 

xxxx 

xxxx 
xxxx 

Balance b/d (Opening) 
Credit Purchases 

Bills Payable Dishonored 

xxxx 
xxxx 

xxxx 

 
 

 

 
xxxx 

 

iii. Ascertainment of Sundry Debtors and Creditor Sales 
 The missing values of debtors and credit Sales may be found by preparing 

the sundry debtors account as follows: 
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SUNDRY DEBTORS ACCOUNT 

Particulars Amount Particulars Amount 

Balance b/d (Opening) 

Credit Sales 

Bills Receivable 
(Dishonored) 

xxxx 

xxxx 

 
xxxx 

 

 
xxxx 

Cash Received from 

debtors 

Bill Receivable (Received) 
Sales Returns & 

Allowances 

Discount Allowed 
Bad Debts 

Balance c/d (Closing) 

 

xxxx 

xxxx 

xxxx 
xxxx 

xxxx 

xxxx 
xxxx 

 

iv. Ascertainment of cash in hand, cash purchases and cash sales 

 By preparing the cash account, anyone of the above mentioned items may 
be found. 

v. Ascertainment opening Stock 

 If opening stock is not given, it may be found with the help of gross profit 
percentage to sales. Memorandum trading account is prepared by filling the given 

information; calculate the gross profit on the basis of given percentage and find 

the value of closing stock by taking the balancing figure.  
 

vi. Ascertainment Bills Receivable 

 By preparing the bills receivable account, the value of bills receivable may 
be found. The structure of the bills receivable account is given as follows: 

BILLS RECEIVABLE ACCOUNT 

Particulars Amount Particulars Amount 

Balance b/d (Opening) 

Sundry Debtors 
(Acceptance Received) 

xxxx 

 
xxxx 

 

 
xxxx 

Cash (B/R honored) 

Creditors A/c (B/R 
Endorsed) 

Debtors A/c (B/R 

Dishonored)  
Balance c/d (Closing) 

 

xxxx 

xxxx 
 

xxxx 

xxxx 
xxxx 

 
vii. Ascertainment Bills Payable 

 Amount of Bills Payable may be found out by preparing the bills payable 

account, described as follows:   
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BILLS PAYABLE ACCOUNT 

Particulars Amount Particulars Amount 

Cash A/c (B/P honored) 

Creditors A/c (B/P 
Dishonored) 

Balance c/d (Closing) 

xxxx 

 
xxxx 

xxxx 

xxxx 

Balance b/d (Opening) 

Creditors A/c (Acceptance 
given) 

 

xxxx 

 
xxxx 

 

xxxx 

 

Example 06 

 Mr. Talal keeps his books on single entry system and provides the 
following information and requires from you to calculate credit sales and total 

sales for the year ended on 30th September, 2020(All Amounts are in Rupees): 

Cash Sales   420,000  Return inwards       33,600  

Debtors (Opening)         234,000  Debtors (Closing) 300,000  

Bad Debts 30,000  B/R     690,000  

Cash collection from Debtors 720,000  B/R Dishonored 150,000  

 
Solution: 

 Credit sales may be obtained by preparing the following debtors account: 

DEBTORS ACCOUNT 

Particulars Amount Particulars Amount 

Balance b/d (Opening) 
Credit Sales(Bal. Fig.) 

Bills Receivable 

(Dishonored) 

234,000 
1,389,600 

 

150,000 
 

1,773,600 

Cash A/c 
Bill Receivable 

Returns inwards 

Bad Debts 
Balance c/d (Closing) 

 

720,000 
690,000 

33,600 

30,000 
300,000 

1,773,600 

 
Total Sales = Credit Sales + Cash Sales 

 Rs. 1,809,600 = Rs. 1,389,600  + Rs. 420,000 

 
Example 07 

 Mr. Yaawar is operating a garments shop and don’t maintain the record of 

his business transactions properly. He wants to calculate the value of total 
purchases which he made in last three months. You are required to help him in 
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calculating the value of total purchases from the following information provided 

by him:(All Amounts are in Rupees): 

Cash Purchases 300,000 Return outwards 55,700 

Accounts Payables 

(Beginning) 275,300 

Accounts Payables 

(Ending) 422,800 

Cash Paid to Creditors 187,650 Discount Received 27,000 

 

Solution: 
 To calculate the value of total purchases, credit purchases should be 

calculated first, which may be calculated from the following account: 

 
CREDITORS ACCOUNT 

Particulars Amount Particulars Amount 

Cash A/c 

Purchases Returns 

Discount Received 
Balance c/d (Closing) 

187,650 

55,700 

27,000 
422,800 

693,150 

Balance b/d (Opening) 

Credit Purchases(Bal. Fig.) 

 

275,300 

417,850 

 
 

693,150 

 

 Total Purchases = Credit Purchases + Cash Purchases 

 Rs. 717,850 = Rs. 417,850  + Rs. 300,000 
 

 Example 08 

 From the following particulars, provided by Mr. Haashim, you are 
required to calculate the amount of Acceptance given during the last month of 

operation: 

Opening balance of Bills Payable  Rs. 15,600 

Closing balance of Bills Payable 23,800 

Bills Payable honored during last month 150,500 

Bills Payable dishonored during last month 25,900 
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Solution: 

BILLS PAYABLE ACCOUNT 

Particulars Amount Particulars Amount 

Cash A/c (B/P honored) 

Creditors A/c (B/P 
Dishonored) 

Balance c/d (Closing) 

150,500 

 
25,900 

23,800 

200,200 

Balance b/d (Opening) 

Creditors A/c (Acceptance 
given) 

 

15,600 

 
184,600 

 

200,200 

 

Example 09 

Mr. Naadir is a trader of soft drinks and keeps his accounting record on 
the basis of singly entry system. Following are the particulars from his books for 

the month ended on 31st July, 2020: 

Bill Receivable Opening Balance Rs. 26,750 

Bill Receivable Closing Balance 22,375 

Cash Collection on account of B/R 303,300 

Bills Receivable dishonored  38,500 

Bills Endorsed to Mr. Ahsan (A/P) 15,300 

 

Solution: 

BILLS RECEIVABLE ACCOUNT 

Particulars Amount Particulars Amount 

Balance b/d (Opening) 
Debtors A/c (Acceptance 

Received) 

 

26,750 
 

352,725 

 
379,475 

Cash A/c 
Debtors A/c  

Mr. Ahsan  

Balance c/d (Closing) 
 

303,300 
38,500 

15,300 

22,375 
379,475 

 
Example 10 

 Haji Waqar owns a book shop and keeps his business record on the basis 

of single entry system. The following Balances are taken from his books of 
accounts: 

 June 30, 2020 June 30, 2021 

Cash in hand    Rs.  44,625       Rs.73,500  

Cash at bank                 1,050                  1,575  

Accounts Receivables              15,750               10,500  
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Stock            105,000             136,500  

Office equipments                 9,450                  9,450  

Furniture and Fixtures              84,000               84,000  

Accounts Payables            115,500             152,250  

 Haji Waqar provides the following further information related to his 

business: 

i. Collected Rs. 22,300 from the debtors and allowed discount amounting 
Rs. 750. 

ii. Paid Rs. 87,600 to sundry creditors and received Rs. 1,900 as discount. 

iii. Paid Rs. 15,500 as salaries; Rs. 4,100 as utilities bills. 
iv. Withdrew cash Rs. 1,250 for personal use. 

Required:  Prepare trading, Profit and loss account for the year ended on June 30, 

2021 and balance sheet as on June 30, 2021. 
 

Solution: 

Note: Before preparing the trading, profit and loss account and balance sheet, it 
is necessary to prepare the debtors and creditors account to find the value 

of sales and purchases, cash account to ascertain the value of cash sales 

and the statement of affairs to know the opening capital of the entity. 
  

DEBTORS ACCOUNT 

Particulars Amount Particulars Amount 

Balance b/d (Opening) 

Credit Sales (Bal. Fig.) 

15,750 

17,800 

 
33,550 

Cash A/c 

Discount 

Balance c/d (Closing) 
 

22,300 

750 

10,500 
33,550 

 

CREDITORS ACCOUNT 

Particulars Amount Particulars Amount 

Cash A/c 

Discount Received 
Balance c/d (Closing) 

87,600 

1,900 
152,250 

241,750 

Balance b/d (Opening) 

Credit Purchases (Bal. 
Fig.) 

 

115,500 

126,250 
 

241,750 

 

 

 



 47

CASH ACCOUNT 

Particulars Amount Particulars Amount 

Opening Balance 

Debtors (Cash received) 

Cash Sales (Bal. Fig.) 

44,625 

22,300 

115,025 
 

 

181,950 

Creditors (Cash paid) 

Salaries expenses 

Utilities expenses 
Drawings 

Closing Balance 

87,600 

15,500 

4,100 
1,250 

73,500 

181,950 

 
HAJI WAQAR 

STATEMENT OF AFFAIRS 

AS ON JUNE 30, 2020 

Assets Amount Liabilities Amount 

   Cash in hand 

   Sundry Debtors 
   Merchandise 

inventory 

   Office equipment 
   Furniture and 

Fixture 

44,625 

15,750 
 105,000 

 

9,450 
84,000 

  Sundry Creditors 

 
 

   Capital (Bal. Fig.) 

115,500 

 
 

143,325 

Total 258,825 Total 258,825 

 

Total Sales =  Cash Sales  +  Credit Sales 
Rs. 132,825 = Rs. 115,025 + Rs. 17,800 

 

HAJI WAQAR 
TRADING, PROFIT & LOSS ACCOUNT 

FOR THE PERIOD ENDED ONJUNE 30, 2021 

Particulars Amount Particulars Amount 

Opening Stock 

Purchases 

Gross Profit c/d 
 

 

 

105,000 

126,250 

38,075 
 

269,325 

 

Sales 

  Closing Stock 

 
 

 

 

132,825 

136,500 

 
 

269,325 
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Salaries Expenses 

Utilities Expenses 

Discount Allowed 
Net Profit 

15,500 

4,100 

750 
19,625 

 

Gross Profit b/d 

   Discount Received 

38,075 

1,900 

 

Total 39,975 Total 39,975 

 

HAJI WAQAR 
BALANCE SHEET 

AS ON JUNE 30, 2021 

Assets Amount Liabilities Amount 

   Cash in hand 

   Sundry Debtors 

   Merchandise 
inventory 

   Office equipment 

   Furniture and Fixture 

73,500 

10,500 

136,500 
9,450 

84,000 

  Sundry Creditors 

 

Capital   Rs. 143,325 
(-) Drawings         1,250 

142,075 

(+) Net Profit    19,625 

152250 

 

 
 

 

161,700 

Total 313,950 Total 313,950 
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2.5 SELF ASSESSMENT QUESTIONS 

Choose the best options: 

1. The accounts maintained under single entry system are: 
a) Personal account 

b) Nominal accounts 

c) Real accounts 
d) All of the above 

2. Usually Single entry system is used by: 

a) Medium size business organizations 
b) Large size business organizations 

c) Small size business organizations  

d) All of the above 
3. _____ methods are available to ascertain profit from incomplete record: 

a) Two 

b) Three 
c) Four 

d) Five 

4. The amount of capital is obtained by preparing: 
a) Balance sheet 

b) Profit & Loss account 

c) Trading Account 
d) Statement of affairs 

5. In single entry system, profit/loss is ascertained by preparing: 

a) Statement of affairs 
b) Statement of profit or loss 

c) Profit & loss account 

d) None of the above 
6. Both aspects of each transactions are recorded under: 

a) Single entry system 

b) Double entry system 
c) Incomplete system 

d) All of the above 

7. If the ending capital is Rs. 30,000, drawings Rs. 2,500 and opening capital 
is Rs. 26,000 then the amount of profit will be: 

a) Rs. 6,000 

b) Rs. 7,500 
c) Rs. 6,500 
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d) Rs. 5,500 

8. Amount of credit purchases may be found by preparing: 

a) Bill Payable Account 
b) Bill Receivable Account 

c) Debtors Account 

d) Creditors Account 
9. If the ending capital is Rs. 50,000, drawings Rs. 3,500 and opening capital 

is Rs. 36,000, further investment during the period Rs. 25,000 then the 

amount of profit /(Loss) will be: 
a) Rs. 7,000 

b) Rs. (7,500) 

c) Rs. 8,500 
d) Rs. (7,500) 

10. If the beginning capital is Rs. 80,000, drawings Rs. 4,200, further 

investment during the period Rs. 41,000 andthe amount of Lossis 16,600 
then the amount of ending capital will be: 

a) Rs. 100,200 

b) Rs. 98,000 
c) Rs. 36,000 

d) Rs. 133,400 

b. Give the short answers of the following questions:  
1. Define the single entry system. 

2. Describe the features of single entry system 

3. Write down the three differences between single entry and double entry 
system. 

4. Draw the sketch of statement of profit and loss account. 

5. What do you understand about statement of affairs? 
6. Clearly distinguish the balance sheet from statement of affairs.  

7. Define the term net worth of the business? 

8. Describe the demerits of single entry system. 
9. From the given particulars of Mr. Uzair enterprises calculate the amount 

of opening capital: Net profit Rs. 6,000, ending capital Rs. 120,000, 

Drawings Rs. 8,800 and further investment during the period Rs. 22,800. 
10. Prepare the format of Bill Payable account. 
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2.6 Problems 

Problem 01 

 Sheikh Brothers established a business on January 1, 2020 with a capital 
of Rs. 300,000. They introduced Rs. 235,000 as additional investment and 

withdraw Rs. 150,000 during the year. On 31st December, 2020 the assets of the 

business were Rs. 550,000 and liabilities Rs. 120,000. You are required to 
calculate the profit or loss of Sheikh’s business for the year ended on 31st 

December, 2020. 

 
Problem 02 

From the following data you are required to calculate the value of ending 

capital by preparing the statement of affairs for the period ended on December 31, 
2020: 

Cash in hand Rs. 135,620; Bank Balance (Cr) Rs. 157,338; Account Receivables 

Rs. 165,400;Furniture & Fixtures Rs. 500,700; Office Equipment Rs. 
340,800;Delivery Van Rs. 675,000 and sundry creditors Rs. 360,000. 

 

Problem 03 
Mr. Dildar started his business on March 1, 2020 by investing Rs. 650,000 

and recorded his business transactions under the single entry system of 

bookkeeping. He further invested Rs. 175,000 and withdrew Rs. 87,500 during 
financial year. On February 28, 2021 he wants to know the operating result of his 

business, for which he provided the following data as on February 28, 2021: 

Cash Rs. 25,000, Bank Balance Rs. 50,000, Debtors Rs. 125,000, Land & 
Building Rs. 900,000, Machinery Rs. 450,000, Office Equipment Rs. 200,000, 

Bank Loan Rs. 1,000,000 and sundry creditors Rs. 60,000 

Depreciation @ 10% is charged annually on Machinery and Office Equipment on 
straight line basis.  

Required: 

i. Prepare the statement of affairs as on February 28, 2021 
ii. Prepare statement of Profit & Loss account for the period ended on 

February 28, 2021. 

 
Problem 04 

 Mr. Green started business on January 1, 2020 with a capital of 

Rs.225,000. On July 1, 2020 he introduced a further capital of Rs. 15,000. During 
the year he withdrew Rs. 900 pm for his personal use. 
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On December 1, 2020 his assets and liabilities were: 

Stock Rs.138,000  Account 

Receivable 

Rs.105,000  

Prepaid Rent                 5,100  Cash            63,000  

Unpaid wages              14,100  Plant & Machinery            39,000  

Accounts 

Payable 

             51,900  Furniture              6,300  

 

Requirement: You are required to calculate the profit or loss for the year ended 

on December 31,2020 under the net-worth method after charging depreciation on 
plant & machinery @ 10% and on furniture @ 15%.  

 

Problem 05 
Mr. White keeps his books on single entry system and provides the 

following information:  

 1-07-20 30-06-21 

Cash in hand Rs.7,500 Rs.12,500 

Cash at bank 100,000 90,000 

Account Receivable 475,000 525,000 

Prepaid Rent 2,500 1,250 

Merchandise inventory 175,000 225,000 

Office equipment 100,000 150,000 

Land & Building 500,000 500,000 

Account Payable 375,000 350,000 

Wages & Salaries Payable 2,500 --- 

 

He invested further capital amounting Rs. 37,500 on 1stNovember, 2020 

and withdrew Rs. 50,000 for personal use.  
From the above mentioned information, you are required to prepare the 

necessary statements to ascertain the operating results of the business for the year 

ended on June 30, 2021 after considering the following necessary adjustments: 
a) Charge 10% depreciation on Office Equipment. 

b) Allow 10% interest on capital. 

c) Create a reserve for doubtful debts @ 5% of account receivable. 
 

 



 53

Problem 06 

 Mr. Sameer keeps his books on single entry system and provides the 

following information. You are required to calculate credit sales and total sales 
for the year ended on February 28, 2021(All Amounts are in Rupees): 

Cash Sales 252,000 Return inwards 20,160 

Debtors (Opening) 140,400 Debtors (Closing) 180,000 

Bad Debts 18,000 B/R 414,000 

Cash collection from Debtors 432,000 B/R Dishonored 90,000 

Discount Allowed 12,500 Sales Allowances 23,700 

 
Problem 07 

 Mr. Ratib is operating a Grocery shop and don’t maintain the record of his 

business transactions properly. You are required to calculate the value of total 
purchases from the following information provided by him: (All Amounts are in 

Rupees): 

Bills Payable 263,813 Purchase Returns 97,475 

Opening Creditors 481,775 Closing Creditors 739,900 

Cash Paid to Creditors 328,388 Discount Received 47,250 

Purchase Allowances 82,688 Cash Purchases 525,000 

 
Problem 08 

From the following given information of Mr. Blue, calculate the amount 

of total sales: 

Bills Receivable (Opening) 43,750  Account Receivable 

(Opening) 

68,250  

Returns Inwards 9,800  Bad Debts written off  12,250  

Bills Receivable Honored 175,000  Cash Received from Debtors  

507,500  

Bills receivable dishonored 8,750  Cash Sales  

122,500  

Bills Receivable (Closing) 61,250  Account Receivable 
(Closing) 

44,450  
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Problem 09 

 Mr. Abdul Wahaab established his business on January 01, 2020, with a 

Capital of Rs. 184,000. He purchased office equipment for Rs. 17,200 and charge 
depreciation @ 10% on fixed installment method. He maintains his accounts on 

single entry basis and provides the following data for calculation of profit or loss 

of the business: 

Cash received from debtors 181,296  Drawings 1,392  

Cash paid to creditors 71,688  Commission received 3,960  

Cash purchases 29,760  Cash sales 6,320  

Wages paid 28,800  Insurance paid 2,016  

Carriage paid 1,248  Advertising 1,032  

Balances As on December 31, 2020 

Merchandise Inventory 20,880  Debtors 30,240  

Creditors 23,520  Discount Allowed 1,032  

Discount received 2,040  Wages outstanding 7,200  

Advertising expenses due 480 Prepaid Insurance 336  

 
You are required to prepare trading, profit and loss account for the year ended 

on December 31, 2020 and balance sheet as on that date.  

 
Problem 10 

 Mr. Abdul Quddoos owns a Medical Store and keeps his business record 

on the basis of single entry system. The following Balances are taken from his 
books of accounts (All Amounts are in Rupees): 

 October 1, 2020 September 30, 2021 

Cash in hand 124,950 205,800 

Cash at bank 2,940 4,410 

Accounts Receivables 44,100 29,400 

Stock 294,000 382,200 

Office equipment 26,460 26,460 

Furniture and Fixtures 235,200 235,200 

Accounts Payables 323,400 426,300 

 

Mr. Abdul Quddoos provides the following further information related to his 

business: 
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i. Collected Rs. 62,440 from the debtors and allowed discount amounting 

Rs.2,100. 

ii. Paid Rs. 245,280 to sundry creditors and received Rs. 5,320 as discount. 
iii. Paid Rs. 43,400 as salaries; Rs. 11,480 as utilities bills. 

iv. Withdrew cash Rs. 3,500 for personal use. 

Required: Prepare trading, Profit and loss account for the year ended on 
September 30, 2021and balance sheet as on that date. 
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2.7  Summary 
There are two types of bookkeeping systems which may be followed by 

the businessman to keep the record of business transactions which are (i) Double 

entry system of bookkeeping and (ii) Single Entry system of bookkeeping. Double 

entry system is the complete system of accounting, whereas under single entry 
system of bookkeeping the concept of recording dual aspects is ignored and only 

one aspect of transactions is recorded. Sometimes complete transaction is not 

recorded, whereas occasionally both aspects of transaction may be recorded. 
It is not easy task to estimate profit or loss from the incomplete records of 

bookkeeping. However, the following two methods are used to determine the 

profit or loss account and to know the financial position of the business. (i) By 
preparing the statement of affairs (ii) By conversion into double entry 

By preparing the statement of affairs, profit and loss is determined by 

taking the difference of opening capital and closing capital of the business. If the 
closing capital is increased then there will be profit of the business, but in case of 

loss the amount of closing capital will be lesser then the opening capital, given 

that there is no further investment and drawings during that particular period. If 
further investments and drawings are made during particular period, then these 

amounts will also be considered in calculating profit and loss.  

The statement of affairs is prepared like a balancesheet, in which amounts 
of assets are listed on one side and liabilities are recorded at another side, the 

balancing amount is considered the value of capital. Under the net worth a 

statement is prepared to determine the profit and loss of an entity, which is known 
as the statement of profit and loss.  

Under the conversion method of accounting, all the incomplete record is 

converted into double entry system, which may be with: (a) Retrospective effect 
and (b) Prospective Effect. Whenever businessman wants to convert their 

accounting system into double entry system, then some missing amounts have to 

be calculated to ascertain the profit or loss and for the preparation of balance 
sheets. These missing amounts may be calculated by preparing debtors accounts, 

creditors account, cash accounts, bills payable accounts and bill receivables 

account.  
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Introduction 

Consignment is an act of sending goods from consignor to consignee for 

the purpose of sales on commission basis. This unit describes the details of 
consignment, difference between sales and consignment and the various terms 

related to the consignment accounts. Preparation of consignment accounts, 

consignee account, account sale, calculation of unsold stock, understanding of 
various types of losses and their treatments are described in this unit followed by 

different examples. At the end of the unit self assessment questions and various 

problems are given for the better understanding of the topic covered in this unit. 
 

Objectives 

After studying this unit, students will be able to: 
a. understand about the consignment and consignment account. 

b. differentiate between consignment and sales. 

c. know the various terms related to the consignment accounts. 
d. prepare the consignment account and consignee account. 

e. calculate the value of unsold stock. 

f. understand the types of losses and their accounting treatment. 
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3.1 Introduction to Consignment 

In today’s competitive business environment, it becomes necessary for 
every trader to increase the sale of his business by approaching national and 

international markets. There are two methods by which a business man can 

approach the local and international markets to increase sale of goods. A trader 
may open branches or he can appoint an agent anywhere. Large businesses 

usually adopt the first method and open new branches to maximize their sales, due 

to having sufficient capital. Small businessmen appoint agents at various places to 
sell their goods because they can’t afford the cost of opening branches. 

Those businessmen, who adopt the second method, just appoint an agent and 

transfer their goods to him for sale. Agent of businessman makes arrangement for 
the selling of goods and get commission against his services. All the sales 

proceeds have been remitted to principal (manufacturer/trader) by the agent at the 

end of particular period. This type of arrangement of sending goods by one person 
to another person is known as consignment.  

 

3.1.1 Definitions 
Some basic terms regarding the consignment are described below: 

Consignment 

Consignment is an act of sending goods by manufacturer/trader to his 
agent at the different place for the selling purpose on behalf of owner against 

commission. 

Consignor 
The person (manufacturer/trader) who sends his goods to another person 

for sales is known as Consignor or principal. 

Consignee 
That person to whom goods are sent for selling purpose is known as 

consignee or agent. 

Consignment Outward 
When goods are sent by consignor to consignee for sale, it will be 

considered as “Consignment Outward” from consignor’s point of view. 

Consignment Inward 
Goods received by consignee from the consignor are called as 

“Consignment Inward” from consignee’s point of view. 
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3.1.2  Difference between Sale and Consignment 

 The difference between consignment and sale can be understood from the 

following points: 

Sr. 

No 

Points of 

Difference 
Sale Consignment 

i. Relationship 

There is a relationship of 

debtor and creditor 

between buyer and seller 

The relationship between 

consignor and consignee is 

that of principal and agent 

ii. 
Risk attached 
to goods 

Any loss or damage of 

goods is the loss of buyer, 

after the delivery of goods. 

Consignor bears loss or 

damage of goods, if incurred 

at any stage 

iii. 
Legal 
Ownership 

On the delivery of goods 

the ownership is 

transferred to buyer 

Ownership is not transferred 

upon the delivery of goods to 

consignee 

iv. 
Return of 

goods 

Usually goods are not 

returnable, when sold to 
buyer 

If the goods are not sold, 

consignee may return the 
goods to consignee 

v. 
Forwarding 

Document 

Invoice is send with the 

delivery of goods 

Proforma- Invoice is send 

with the delivery of goods 

vi. Expenses 

After the delivery of 

goods, seller is not liable 

for any type of expenses 

All the expenses incurred on 

goods by consignee have to 

be bear by the consignor 

 

3.1.3  Important Terms 
Before proceeding to the accounting treatment of consignment, it is 

necessary to know the following some important terms relating to the 

consignment accounts. 
 

3.1.3.1 Commission 

Commission is a remuneration paid by one person (Principal) to another 
person(Agent) against the services acquired.  

From the consignment point of view, it can be simple commission, 

delcredere commission and overriding commission. 
a. Simple Commission 

It is calculated on a fixed percentage basis on total sales as per the terms 

laid down by the consignor. 
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b. Delcredere Commission 

It is a commission paid by consignor to consignee upon his guarantee to 

recover of all debts which are generated against credit sales. This commission will 
save consignor from the loss of bad debts, because it will be borne by the consignee.   

c. Overriding Commission 

It is extra commission which is granted by consignor to consignee, if the 
sales exceed the prescribed limit. This is usually paid to boost the sales and to 

motivate the consignee to work hard.  

 
3.1.3.2 Proforma Invoice 

 This document contains the detail of consigned goods such as name of 

items, quantity, quality and price. It is prepared and sent by consignor with the 
goods dispatched to consignee.  

 Proforma invoice differs from the invoice because invoice is generated 

against the sales of goods and contains the detail of goods sold and the amount to 
be recovered from buyer. Whereas Proforma invoice is a simple statement which 

shows the detail of goods consigned by consignor to consignee.  

 
3.1.3.3 Consignment Account 

 Like the profit and loss account, this account isprepared by the consignor 

to know the profit or loss on the dealing of each consignment.All the expenses 
related to consignment are debited to account and all the sales proceeds and 

closing stocks are credited in consignment account. The difference between the 

debit and credit side shows the profit or loss on a particular consignment. The 
format of the account is as follows: 

 

CONSIGNMENT ACCOUNT 

Particulars Amount Particulars Amount 

Consignment Stock A/c 

(Opening) 

Goods sent on Consignment 

Cash (Expenses) 

Consignee’s (Expenses) 

Consignee’s (Commission) 

Profit & Loss A/c (Profit 

transferred to General P & L) 

 

xxxx 

xxxx 

xxxx 

xxxx 

xxxx 

 

xxxx 

xxxx 

Consignee’s (Sales) 

Consignment Stock (Closing) 

Profit & Loss A/c (Loss 

transferred to General P & L) 

xxxx 

xxxx 

 

xxxx 

 

 

 

 

xxxx 



 63

3.1.3.4 Consignee’s Account 

 This account is prepared by the consignor to know the amount due by 

consignee to him. Amount of goods dispatched will not be recorded in this 
account because consignee is not a buyer; he is an agent who gets possession of 

goods to be sold on behalf of the consignor. The format of the account is as 

follows: 
CONSIGNEE’S ACCOUNT 

Particulars Amount Particulars Amount 

Consignment Account 

(Sales) 

xxxx 

 

 
 

 

 
xxxx 

Cash A/c (Advance) 

Bill Receivable (Advance) 

Consignment A/c 
(Expenses)  

Consignment A/c 

(Commission)  
Bank A/c (Balance) 

xxxx 

xxxx 

xxxx 
 

xxxx 

xxxx 
xxxx 

 

3.1.3.5 Account Sales 
 It is a statement which is prepared by consignee and sent to the consignor 

from time to time. It contains the detail of goods sold, expenses incurred, 

commission charged and the amount due to consignor.The format of the account 
sales is as follows: 

ACCOUNT SALES 

Sold 500 units @ Rs. 200 
Sold 300 units @ Rs. 210 

Less: Charges and Expenses 

          Freight and Carriage 
          Insurance of warehouse 

Selling expenses 

          Commission @ 10% on Sales 
 

Less: Advance Payment 

Bank Draft Enclosed for Balance Due 

Rs. 100,000 
63,000 

 

2,500 
6,300 

5,700 

16,300 

 
Rs. 163,000 

 

 
 

 

30,800 
132,200 

100,000 

32,800 

 

Rawalpindi 12th June, 2020 Signed 
For Messrs X & Z 
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3.2 Accounting for Consignment 

Consignor maintains the accounting record in the form of consignment 

account and the consignee account to know the profit or loss on each individual 
consignment and the balance due to consignee. Consignor records the transactions 

relating to consignment in the following manner: 

 
3.2.1 Journal Entries in the Books of Consignor 

a. For the Goods Sent to Consignee 

Consignment Account 
  Goods sent on Consignment Account 

To record the goods sent to consignee 

b. Recording the expenses incurred by consignor 
Consignment Account 

  Cash / Bank Account 

To record the expenses paid by consignor 
c. Receiving the advance from consignee 

Cash/Bank/Bill Receivable Account 

  Consignee’s Account 
To record the amount/draft/Bill received from Consignee as advance 

d. For the Amount of Goods sold by Consignee 

Consignee’s Account 
  Consignment Account 

Being the goods sold by consignee 

e. Expenses incurred by consignee on behalf of consignor 
Consignment Account 

  Consignee’s Account 

To Record the expenses paid by consignee 
f. Commission charged by the consignee 

Consignment Account 

  Consignee’s Account 
To record the commission deducted by consignee 

g. For Remaining goods, taken over by the consignee for personal use 

Consignee’s Account 
  Consignment Account 

To record the goods taken over by the consignee 
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h. For unsold stock remaining with the consignee 

Consignment Stock Account 

  Consignment Account 
To record the goods taken over by the consignee 

i. Recording the profit on consignment 

Consignment Account 
  Profit & Loss Account 

To record the profit on consignment 

j. In case of Loss on consignment 
Profit & Loss Account 

  Consignment Account 

To record the loss on consignment 
 

Example 01: 

Mr. Awais of Multan consigned 100 shirts costing Rs. 50,000 to Mr. 
Kashif of Lahore for sale on commission at 10 per cent on gross sale proceeds. 

Mr. Awais paid freight charges Rs. 1,200 and insurance in transit Rs. 1,900. Mr. 

Kashif sent a bank draft in advance amounting Rs. 20,000. Mr. Kashif sold all the 
shirts for Rs. 63,000, paid sundry charges Rs. 1,500 and sent a bank draft to Mr. 

Awais for the amount due to him.  

Required: 
i. Prepare an Account Sale 

ii. Give the Journal entries in the books of Mr. Awais 

iii. And prepare the necessary accounts.  
 

ACCOUNT SALES 

Amount of Sales 
Less: Expenses 

          Commission @ 10% on Sales 

 
 

Less: Advance Payment 

Bank Draft Enclosed for Balance Due 

 
1,500 

6,300 

Rs. 63,000 
 

 

7,800 
55,200 

20,000 

35,200 
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Books of Consignor: 

General Journal 

Description Ref Debit Credit 

Consignment A/c 

               Goods sent on Consignment A/c 
To record the goods sent to consignee 

 50,000  

50,000 

Consignment A/c 

               Cash A/c 
To record the payment of expenses by 

consignor 

 3,100  

3,100 

Bank A/c 
               Mr. Kashif A/c 

Bank Draft received from Consignee 

 20,000  
20,000 

Consignment A/c 

               Mr. Kashif A/c 

Expenses paid by consignee 

 1,500  

1,500 

Mr. Kashif A/c 

Consignment A/c 

Gross sale proceeds of the consignment 

 63,000  

63,000 

Consignment A/c 

               Mr. Kashif A/c 

10% Commission Charged by Consignee 

 6,300  

6,300 

Consignment A/c 

               Profit & Loss A/c 
Record the Profit earned on Consignment to 

Lahore 

 2,100  

2,100 

Bank A/c 
               Mr. Kashif A/c 

Bank draft received from consignee on final 

settlement 

 35,200  
35,200 

Goods Sent on Consignment A/c 

Trading A/c 

Goods sent on Consignment transferred to 
Trading A/c 

 50,000  

50,000 
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Dr.    CONSIGNMENT ACCOUNT    Cr. 

 Rs.  Rs. 

Goods Sent on 

Consignment 

Cash (Expenses) 
Mr. Kashif (Expenses) 

Mr. Kashif (Commission) 

Profit & Loss A/c 

50,000 

3,100 

1,500 
6,300 

2,100 

 

Mr. Kashif (Sales) 63,000 

 

50,000 50,000 

   
Dr.    MR. KASHIF’S ACCOUNT     Cr. 

 Rs.  Rs. 

Consignment A/c (Sales) 

 

63,000 

 

Bank A/c 

Consignment A/c (Exp.) 

Consignment A/c (Comm.) 
Bank A/c (Balance) 

20,000 

1,500 

6,300 
35,200 

 

63,000 63,000 

   
Dr.   GOODS SENT ON CONSIGNMENT ACCOUNT   Cr. 

 Rs.  Rs. 

Trading A/c 
 

50,000 Consignment A/c  
 

50,000 
 

50,000 50,000 

   
3.2.2 Journal Entries in the Books of Consignee 

a. Receiving of consignment stock from consignor 

No Entry will be passed in the books of consigner, because the goods are 
not received on account of purchases.  

b. Expenses incurred by consignee 

Consignor’s Account 
  Cash Account 

To record expenses incurred on consignment 

c. Advance given to consignor 
Consignor’s Account 

  Bank/Bill Receivable Account 

To record the advance given to consignor 
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d. For Goods sold on cash / credit  

Cash/Debtor Account 

  Consignor’s Account 
To record the goods sold  

e. Charging the commission on sales 

Consignor’s Account 
  Commission Account 

To record the commission charged from Consignor 

f. n Final settlement of account 
Consignor’s Account 

  Cash/Bank Account 

To record payment to Consignor for final settlement  
Example 02: 

From the data given in Example 01, you are required to pass the journal 

entries and prepare the necessary account in the books of Mr. Kashif (Consignee). 
Books of Consignee: 

General Journal 

Description Ref Debit Credit 

Mr. AwaisA/c 

Bank A/c 
Bank Draft sent to consignor as advance 

payment 

 20,000  

20,000 

Mr. Awais A/c 
Cash A/c 

Expenses paid on consignment  

 1,500  
1,500 

Cash A/c 
Mr. Awais A/c 

Goods Sold on cash 

 63,000  
63,000 

Mr. AwaisA/c 

Commission A/c 

To Charge the Commission on Sales 

 6,300  

6,300 

Mr. Awais A/c 

               Bank A/c 

Remittance of amount due. 

 35,200  

35,200 
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Dr.    MR. AWAIS’S ACCOUNT     Cr. 

 Rs.  Rs. 

Bank A/c 

Cash A/c (Expenses) 

Commission A/c 
Bank A/c (Balance) 

20,000 

1,500 

6,300 
35,200 

Bank A/c 

 

63,000 

63,000 63,000 

   
3.2.3 Valuation of Unsold Stock 

When the goods sent on consignment to consignee have not been sold, the 

remaining goods in the hands of the consignee are known as unsold stock.Profit or 
loss on consignment is calculated by taking the unsold stock into consignment 

account. It will also be shown in the balance sheet as an asset and will be 

transferred to next year as an opening stock in the consignment account.  
The unsold stock is valued at cost or market price, whichever is less. 

However, if the market price is not known then the unsold stock is valued as cost 

value. The valuation of cost doesn’t only mean the price at which consignor sent 
the goods to consignee rather it includes the price of goods plus proportionate 

expenses incurred by consignor and expenses incurred by consignee till the goods 

reached at warehouse.  
In other words, the value of stock is the cost price of goods and all those 

expenses which are incurred to reach the goods from the warehouse of consignor 

to warehouse of consignee, such as freight, carriage, cartage, octroi duty, 
forwarding charges, insurance in transit, loading and unloading charges etc. It 

must be noted that expenses incurred by consignee on goods after reaching of 

goods to warehouse of consignee will not be included in the valuation of unsold 
stock, such as advertisement, selling, warehouse rent, insurance of warehouse and 

storage expenses etc.  

 
Example 03: 

Tanvir & Sons Consigned 1000 chairs at Rs. 50,000 to Bilal & Bros. to be 

sold on commission @ 10% on sales and incurred Rs. 2,000 as freight charges. 
Bilal & Bros. paid Rs. 500 as cartage, Rs. 1,500 as Octroi duty, Rs. 800 as 

unloading charges, Rs. 3,000 as warehouse rent and Rs. 2,500 as selling expenses. 

Consignee sold 800 units at Rs. 65,000. 
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Requirement: You are required to calculate the value of unsold stock to be 

shown in Consignment account.  
 

Solution:   

Total Cost of goods 
Add:  Expenses Paid by Consigner 

Add:     Direct Expenses Paid by Consignee: 

             Cartage 
             Octroi duty 

             Unloading charges 

Total Value of Stock 

 
 

 

Rs. 500 
1,500 

800 

Rs. 50,000 
2,000 

 

 
 

2,800 

Rs.54,800 

 

Total Units       1,000 
Unit Sold          800 

Unsold Units          200 
Value of Unsold Units {(54,800/1000) x 200}*       Rs. 10,960  
*�����	����	��	�����	�������	��������

�����		���������	�����	(��������)
	x	Unsold	Units	(Quantity) 

OR 
The Value of Unsold Stock may also be calculated as follows: 

Cost of Unsold Units (50,000/1,000*200) 

Add:  Proportionate Expenses Paid by 
Consigner 

Add:  Proportionate Direct Expenses Paid by 

Consignee: 
             Cartage 

             Octroi duty 

             Unloading charges 
Value of Unsold Stock 

 

 
 

 

Rs. 100 
300 

160 

Rs. 10,000 

400 
 

 

 
 

560 

Rs.10,960 

 
Example 04: 

 On April 16, 2020Malik &Bros. sent a consignment, which contained 

1,500 milk packs of Rs. 75,000 to Sheikh & Sons. They agreed upon 5% 
commission and 3% del-credere commission on gross sales proceeds. Consignor 

incurred Rs. 3,000 freight expenses and drew a bill on Consignee amounting Rs. 

30,000 which was duly accepted by consignee. Consignee received the goods and 
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sold 1,000 milk packs @ Rs. 60 each. The following expenses were incurred by 

consignee on Consignment: 

 Carriage  Rs. 1,000 
 Octroi       500 

 Storage   3,500 

 Selling    1,500 
 At the end on year 2020, consignee sent an account sales and a bank draft 

for the balance due to consignor.  

 You are required to prepare an account sales and necessary accounts in 
the books of Consignor.  

 

Solution: 
 ACCOUNT SALES 

Amount of Sales 

Less:  Expenses 
          Commission @ 8% on Sales 

 

 
Less: Advance Payment (Bill) 

Bank Draft Enclosed for Balance Due 

 

6,500 
4,800 

Rs. 60,000 

 
 

11,300 

48,700 
30,000 

18,700 

 

Books of Malik & Bros. 

Dr.    CONSIGNMENT ACCOUNT    Cr. 

 Rs.  Rs. 

Goods Sent on 

Consignment 
Cash (Expenses) 

Sheikh&Sons (Expenses) 

Sheikh&Sons 
(Commission) 

 

75,000 

3,000 
6,500 

4,800 

 

Sheik &Sons (Sales) 

Consignment Stock+ 
Profit & Loss A/c 

(Loss On Consignment) 

60,000 

26,500 
2,800 

 

89,300 89,300 
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Dr.    SHEIK & SONS ACCOUNT    Cr. 

 Rs.  Rs. 

Consignment A/c (Sales) 

 

60,000 

 

Bank A/c 

Consignment A/c (Exp.) 

Consignment A/c (Comm.) 
Bank A/c (Balance) 

30,000 

6,500 

4,800 
18,700 

 

60,000 60,000 

   

Value of Unsold Stock 

Cost of Unsold Units (75,000/1,500*500) 
Add:  Proportionate Expenses Paid by 

Consigner 

Add:  Proportionate Direct Expenses Paid by           
Consignee: 

             Carriage 

             Octroi  
Value of Unsold Stock 

 
 

 

 
Rs. 333 

167 

Rs. 25,000 
1,000 

 

 
 

500 

 
Rs.26,500 

 

3.2.4 Loss on Consignment 
  Loss on consignment may arise during transit, at the time of loading, 

unloading and in the warehouse of the consignee. Loss occurs at any stage may 

affect the profit or loss of consignor only, consignee will not be responsible for 
any type of loss. Losses occur on consignment may be divided on two categories; 

(i) Normal Loss (ii) Abnormal loss 

 
3.2.4.1 Normal Loss 

  Normal loss is that type of loss which occurs due to the natural cause or 

inherent reason, i.e. evaporation, leakage, breakage etc. This loss is unavoidable 
loss because in spite of all care it occurs.  

  Normal loss is considered as the part of cost of consigned goods and no 

separate entry is passed to record the normal loss. It is considered at the time of 
calculation of cost of unsold units. The value of unsold stock is increased due to 

the normal loss. If the normal loss given then the value of unsold stock is 

calculated as follows: 
 



 73

Total	Cost	of	Goods	 + Direct	Expenses

Total		consigned	Units − Normal		units	lost
	x	Unsold	Units 

 
Example 05: 

  Mr. Ahsan of Gujranwala sent 1,000 bags of sugar of 5kg each to Mr. 

Baker of Sialkot for sale on consignment basis. Cost of each bag is Rs. 250. He 
incurred Rs. 40,000 as freight and Rs. 10,000 as loading charges. Mr. Baker 

reported that 2 bags tore down during unloading and lost. He sold 950 bags of Rs. 

300 each and incurred Rs. 5,000 as unloading charges, Rs. 20,000 as storage and 
selling expenses. You are required to calculate the value of unsold stock. 

 

Solution: 
 

Total Cost of Goods 

Add:  Expenses Paid by Consigner 
Add:     Direct Expenses Paid by Consignee: 

             Unloading charges 

Total Value of Stock 

Rs. 250,000 

50,000 
 

5000 

Rs.305,000 

 

Unsold Units = Total Units – Unit Sold – Unit Lost 
Unsold Units = 1,000 – 950 – 2            48 

Value of Unsold Units*          Rs. 14,818 
*���,���

������
	x	48 

 

3.2.4.2 Abnormal Loss 

  Abnormal loss is that type of loss which does not occur due to natural 
cause. It arises due to abnormal factors, such as theft, accident during transit, fire, 

flood and earthquake etc. This loss is considered as avoidable loss. 

  Before calculating the profit or loss account, it is necessary to account for 
the value of abnormal loss. Value of abnormal loss is calculated in the same 

manners as the value of unsold stock, i.e. proportion cost of abnormal loss units 

plus the proportionate direct expenses incurred up to the stage of abnormal loss 
occurred. After valuation of abnormal loss, the following separate entry will be 

passed to record abnormal loss on consignment by the consignor.  
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Books of Consignor: 

General Journal 

Description Ref Debit Credit 

Profit & Loss A/c 

               Consignment A/c 
To record the abnormal loss, if loss is 

irrecoverable. 

 xxxx  

xxxx 

 
Example 06: 

  On 15th April, 2020Manha of Karachi sent a consignment of 1,000 

calculators to Aisha of Sialkot for sale in a College Book fiesta at a cost of Rs. 
100 each on commission basis @ 10% of gross sales proceeds.She paid Rs. 5,000 

as carrying cost. Aisha sold 500 calculators for Rs. 150 each and 300 calculators 

for Rs. 200. She incurred Rs. 1,000 as freight charges and Rs. 2,000 
miscellaneous expenses. 50 calculators were theft from the warehouse of 

consignee. On 31st May, 2020 Aisha sent the account sales along with as bank 

draft for the amount due to consignor.  
 

Required:  Prepare the Consignment account and consignee account in the 

books of Consignor.   
 

Solution: 

Books of Manha of Karachi 
Dr.    CONSIGNMENT ACCOUNT    Cr. 

 Rs.  Rs. 

Goods Sent on 

Consignment 

Cash (Expenses) 
Aisha (Expenses) 

Aisha (Commission) 

Profit transferred to 
General P & L A/c 

100,000 

5,000 

3,000 
13,500 

34,700 

 

Aisha (Sales) 

Consignment Stock+ 

Profit & Loss A/c 
(Abnormal Loss)# 

 

135,000 

15,900 

 
5,300 

156,200 156,200 
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Dr.    AISHA OF SIALKOT ACCOUNT   Cr. 

 Rs.  Rs. 

Consignment A/c (Sales) 

 

135,000 

 

Consignment A/c (Exp.) 

Consignment A/c (Comm.) 

Bank A/c (Balance) 

3,000 

13,500 

118,500 
 

135,000 135,000 

   

+Value of Unsold Stock 

Total Cost of goods 

Add:  Expenses Paid by Consigner 
Add:     Direct Expenses Paid by Consignee: 

Freight 

Total Value of Stock 

 

 
 

Rs. 1,000 

Rs. 100,000 

5,000 
 

1,000 

Rs.106,000 

 

Unsold Units = Total Units – Unit Sold – Unit Lost 

Unsold Units = 1,000 – 800 – 50                     150 
Value of Unsold Units {(106,000/1000) x 150}*       Rs. 15,900  
* �����	�����	��	�����

�����		���������	�����	(��������)
	x	Unsold	Units	(Quantity) 

 
#Value of Abnormal Loss Units 

Abnormal Units Lost                     50 

Value of Unsold Units {(106,000/1000) x 50}*       Rs. 5,300  
* �����	�����	��	�����

�����		�����	��������	��	���������
	x	Units	Lost 

 

3.3 Self Assessment Questions 

Choose the best options: 
1 Goods sent on consignment is debited by consignor to: 

a) Goods sent on consignment A/c 

b) Consignment A/c 
c) Consignor’s A/c 

d) Consignee’s A/c 

2 The person who sends the goods to his agent is known as: 
a) Consignor’s A/c 

b) Consignee’s A/c 

c) Manufacturer’s A/c 
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d) Agent’s A/c 

3 The person to whom goods are sent for sale is known as 

a) Consignor’s A/c 
b) Consignee’s A/c 

c) Manufacturer’s A/c 

d) Agent’s A/c 
4 Goods dispatched by consignor to consignee is known, from view point of 

consignor: 

a) Sale 
b) Consignment outward 

c) Consignment inward 

d) None of the above 
5 The relationship between consignor and consignee is: 

a) Buyer and seller 

b) Principal and Agent 
c) Debtor and creditor 

d) All of the above 

6 ___________ is paid to consignee on taking the risk of bad debts. 
a) Delcredre commission 

b) Overriding commission 

c) Commission 
d) Simple Commission 

7 Account sale is prepared and submitted by: 

a) Seller 
b) Consignee 

c) Manufacturer 

d) Consignor 
8 That commission is paid to consignee to boost the sales of goods: 

a) Delcredre commission 

b) Simple Commission 
c) Commission 

d) Overriding commission 

9 Loss occurred due to natural cause is known as: 
a) Normal Loss 

b) Abnormal Loss 

c) Accidental Loss 
d) Loss by fire 
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10 Consignee account is a nature of 

a) Real account 

b) Personal account 
c) Nominal account  

d) None of the above 

 
Give the short answers of the following questions:  

11 What do you know about consignment? 

12 What is the difference between sales account and account sale? 
13 Describe the overriding commission. 

14 What is delcredere commission? 

15 How many parties are involved in consignment? 
16 Describe the abnormal loss. 

17 What is Proforma invoice? 

18 Pass the journal entry for commission in the books of consignee. 
19 How the value of unsold stock is calculated? 

20 What will be the treatment of normal loss in the books of consignor? 

 
3.4 Problems 

Problem 01 

Ghazi of Multan sent 500 Boxes of Mangoes costing Rs. 500 each of 10kg 
to Fida of Islamabad for the purpose of salesat 5% commission on gross sales 

proceeds. He incurred Rs. 2,000 as Railway freight. Fida sent a bank draft of Rs. 

50,000 to Ghazi as advance payment. Fida of Lahore sold all the Boxes of 
Mangoes at Rs. 600 each and incurred Rs. 12,000 as miscellaneous expenses. He 

sent a bank draft for the balance amount due to Ghazi of Multan. 

Required:  You are required to pass the journal entries, prepare account sale 
and necessary accounts in the books of Consignor. 

 

Problem 02 
Qasim of Lahore sends 2000 radio sets to Rafi of Gujrat to be sold on 

consignment basis. Qasim spends Rs. 12,400 on packing and Rs. 6,600 on freight. 

The cost of each set is Rs. 600. Rafi sends a bank draft to Qasim for Rs. 500,000. 
He spends 34,000 on freight and Rs. 17,800 as rent and insurance. Qasim, sells all 

the sets at Rs. 950 each. He is entitled to a commission of 12% on sales. He settles 

his account. 
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Required:  Make journal entries and prepare necessary accounts in the books 

of both the parties. 

 
Problem 03 

On 1st April, 2020, Rizwan Corporation Ltd. of D G Khan, consigned to 

Sabir of Shujaabad, goods invoiced at Rs. 150,000. The consignor paid Rs. 4,500 
for cartage and railway fare and Rs. 1,500 for packing. The consignee remitted an 

account sale, showing that the whole consignment was sold for Rs. 200,000 and 

that he has incurred Rs. 1,400 octroi, Rs. 750 cartage, brokerage 2% and their 
commission at 9% and remitted a bank draft for the balance. 

Required: Show the various accounts in the books of both the parties: 

 
Problem 04 

On July, 2020Mr. Nabil. sent a consignment, which contained 1,500 

pieces of toys of Rs. 300,000 to his agent, Mr. Nazir. They agreed upon 5% 
commission and 3% del-credere commission on gross sales proceeds. Consignor 

incurred Rs. 6,000 packing and freight expenses and drew a bill on Consignee 

amounting Rs. 100,000 which was duly accepted by consignee. Consignee 
incurred selling expenses amounting Rs. 15,000 and sold 1,000 toys @ Rs. 250 

each. At the end of August 2020, consignee sent an account sales and a bank draft 

for the balance due to consignor. You are required to (a) Prepare an account sale 
(b) Pass the journal entries and (c) Prepare necessary accounts in the books of Mr. 

Nabil.  

 
Problem 05 

Mr. Black of Islamabad sent 2,500 clocks to his agent Mr. White of Gilgit 

at a cost price of Rs. 500 per clock on commission basis @ 10% on gross sales 
proceeds. Mr. Black incurred expenses towards packing, transportation and 

insurance amounted to 5% of the total cost price. Mr. White of Gilgit paid an 

amount of Rs. 5,00,000 as advance to Mr. Black. Mr. White sent account sales 
containing the detail that he has sold 1,500 Clocks at Rs. 600 each and incurred 

Rs. 50,000 as direct expenses. A bank draft is also sent by consignee for the 

balance due to consignor.  
Required:  Journalize the above transactions in the books of both parties and 

prepare the necessary accounts.  
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Problem 06 

Ms. Saman of Peshawar sent 500 calculators to Ms. Laiba of Attock to be 

sold on consignment basis. The terms were that Ms. Laiba would get 6% 
commission plus 2% del-credere commission and would be reimbursed for 

expenses incurred. The cost to Ms. Saman was Rs. 200 per calculator. She 

incurred Rs. 9,000 as forwarding charges. On receipt of the cycles Ms. Laiba 
accepted a bill for Rs. 30,000. She also paid Rs. 8,000 as freight and Rs. 4,000 as 

rent and insurance. 

Ms. Laiba sold 150 calculators at Rs. 300 each and 250 calculators at Rs. 350 
each. Ms. Laiba remitted the balance to Ms. Saman. 

Required:  Give consignment account and Ms. Laiba’s Account in the books 

of Ms. Saman. 
 

Problem 07 

Mr.Jasim consigned 1,000 cans of oil costing Rs. 600 each to Mr. Irfan for 
sale on commission basis @ 10% on gross sales. He paid packing and freight 

charges of Rs. 15 per can.  Two cans got damaged in transit and were considered 

as normal loss. Mr. Irfan sent an account sale to Mr. Jasim which showed that 900 
cans @ Rs. 700/can were sold and incurred the following expenses: Cartage Rs. 

6,000, Warehouse Rent Rs. 2,500 and selling expenses Rs. 4,000. He enclosed a 

bank draft for the balance due to consignor also. You are required to prepare the 
consignment A/c and Consignee’s A/c in the books of Consignor.   

 

Problem 08 
Ms. Marriam of Multan consigned 1,200 sets of Jewellery to her agent Ms. 

Nimra of Bahawalpur costing Rs. 3500 each set and incurred the expenses as: 

Packing Rs. 6,000 carriage Rs. 4,000 and railway freight Rs. 8,000. Some of the 
sets were theft in transit and Ms. Nimra took delivery of 1,150 sets only, no claim 

of insurance has been received in this regard. She spent Rs. 5,600 for cartage and 

Rs. 12,000 for warehouse rent and sold 1,050 cases at Rs. 4500 per set. She sent 
the net amount to Ms. Marriam after deducting his expenses and commission @ 

10 percent on gross sale together with his account Sales.  

Required:  Record the above transactions in the books of Ms. Marriam. 
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3.5 Summary 

Consignment is an act of sending goods by manufacturer/trader to his 

agent at the different place for the selling purpose on behalf of owner against 
commission .The person (manufacturer/trader) who sends his goods to another 

person for sales is known as Consignor or principal. That person to whom goods 

are sent for selling purpose is known as consignee or agent. When goods are sent 
by consignor to consignee for sale, it will be considered as Consignment Outward 

from consignor’s point of view, whereas goods received by consignee from the 

consignor are called as Consignment Inward from consignee’s point of view. 
Consignor paid commission to consignee against the services acquired. From the 

consignment point of view, it can be simple commission, delcredere commission 

and overriding commission. Commission paid by consignor to consignee upon his 
guarantee to recover of all debts which are generated against credit sales is called 

delcredre commission. The extra commission granted by consignor to consignee, 

if the sales exceed the prescribed limit is known overriding commission. 
To ascertain the profit and loss, consignment account is prepared by the consignor 

for each consignment. All the expenses related to consignment are debited to 

account and all the sales proceeds and closing stocks are credited in consignment 
account. The difference between the debit and credit side shows the profit or loss 

on a particular consignment.  

 At the end of particular period, consignee sent account sale which contains 
the detail of goods sold, expenses incurred, commission charged and the amount 

due to consignor. In the same way consignor prepares consignee’s account to 

know the amount due by consignee to him. Amount of goods dispatched is not 
recorded in this account because consignee is not a buyer; he is an agent who gets 

possession of goods to be sold on behalf of the consignor.  
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Introduction 

Regardless of the nature of business, type of the organization every 

business owns fixed/ long term assets to generate revenue. It is compulsory for 
every business to charge depreciation on fixed assets. This unit is about the 

depreciation on long term assets and the concepts of provisions and reserves. It 

describes the concept of depreciation, factors to determine the depreciation, 
methods of charging depreciation. In the second section concept of provisions 

and reserves is described. After describing the concepts, examples are giving for 

better understanding the concepts. At the end problems are given for better 
understanding of the unit.  

 

 
Objectives  

After reading the unit, student will be able: 

- to know the concept of depreciation 
- to understand the factors which determine the amount of depreciation. 

- to calculate the depreciation by using the different methods. 

- to make necessary journal entries to record depreciation. 
- to differentiate between provision and reserves. 

- to know the types of provision and reserves. 
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4.1.  Depreciation 

4.1.1    What is Depreciation? 

Depreciation is the systematic allocation of the depreciable amount of an 
asset over its useful life (IAS 16). 

The ‘depreciable amount’ is the cost of an asset, cost less residual value, or other 

amount. 
Depreciation does not provide for loss of value of an asset, but is accruals 

accounting technique that allocates the depreciable amount of the asset to the 

periods expected to benefit from the use of the asset. Therefore, assets that are 
increasing in value still need to be depreciated.  

IAS 16 requires that depreciation should be recognized as an expense in the 

statement of profit or loss, unless it is permitted to be included in the carrying 
amount of another asset.  

 

4.1.2  Objectives of Charging Depreciation: 
Some of the objectives for charging depreciation on fixed assets are as follows: 

1. Compliance with the accounting standards and legal requirements for 

preparation of financial statements. 
2. To find the true profit and loss, because if depreciation is not charged then 

the profit of the organization will be understated. 

3. To know the exact financial position of the business. Assets will be 
overstated if updated balance of accumulated depreciation will not be 

deducted from the fixed assets. 

4. To compliance with the legal requirements of taxation authorities. 
 

4.1.3  Factors for Determining the Depreciation 

i. Total cost of asset− The total cost of an asset is taken into consideration 
for ascertaining the amount of depreciation. The expenses incurred in 

acquiring, installing and constructing asset and bringing the asset to its 

usable condition are included in the total cost of asset. 
ii. Estimated useful life− Every asset has its useful life other than its 

physical life (in terms of number of years, units, etc.), used by a business. 

The useful life of an asset is considered to estimate the effective life of a 
fixed asset.  

iii. Estimated scrap/Residual value− It is estimated as the net realizable 

value or sale value of an asset at the end of its effective life. It is deducted 
from the total cost of an asset.  
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iv. Estimated scrap/Residual value− It is estimated as the net realizable 

value or sale value of an asset at the end of its effective life. It is deducted 

from the total cost of an asset.  
v. Book Value- Book value means the value of asset which is shown in the 

books of accounts i.e. balance sheet. The book value is calculated as the 

purchase price/cost of an asset minus accumulated depreciation of an 
asset. When a company sells such an asset, if the price at which it is sold is 

more than the book value, the difference is shown as a profit on disposal 

in the P & L. If an asset is sold for less than the book value, a loss is 
shown. At some point, the book value may only represent salvage or scrap 

value, after all the depreciation has been taken. At that point, the asset is 

considered to be "off the books." That doesn't mean the asset must be 
scrapped or that the asset doesn't have value to the company. It just means 

that the asset has no value (or only scrap/salvage value) on the balance 

sheet.  
 

4.1.4 Methods of Depreciation 

There are number of methods to calculate the depreciation amount on the 
fixed tangible assets but three are commonly used which are mentioned as below: 

A. Straight line method 

B. Reducing balance method 
C. Unit of output method 

 

A. Straight Line Method  
 This is the simplest and most commonly used depreciation method. Under 

this method a fixed amount is charged to the assets as depreciation for their whole 

useful life. If there is no increase in the value of asset the depreciation will remain 
the same each year. When plotted on a graph its curve appears to be a straight 

horizontal line. Therefore, it is also called straight-line method. Under this method 

an equal amount of the asset's cost is debited to profit and loss account as an 
expense for each year of the asset's useful life so that the value of asset in last year 

(if there is no residual value ) equals to zero. Annual depreciation is calculated by 

deducting estimated residual value from the actual cost of the asset and dividing 
the remaining cost by the estimated useful life of the asset. I-e: 

 

Depreciation = Value of Asset - Residual Value 
                          Estimated life of asset 
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 In order to calculate depreciation expense by straight line method, we need 

following data: 

(i) Asset value              Rs. 500,000. 
(ii) Estimated life.                     10 years. 

(iii) Residual Value.          Rs. 20,000.  

 
The depreciation is calculated as follows:       

  000,48.
10

000,20.000,500.
Rs

RsRs



     

 Each year Rs 48,000 will be debited to depreciation which is transferred to 
the profit and loss account later on. This way at the end of 10th year the residual 

value Rs 20,000 will be left in books of accounts. Status of the asset in the 10 

years is explained in the following Example. 
 

Example 1 

 The original cost of a machine is Rs 1,060,000. The machine was 
purchased on 1st January 2011.  The useful life is estimated as 10 years. Estimated 

residual value at the end of ten years is Rs 60,000. Prepare a table showing the 

depreciation for 10 years. 
 

Solution 

000,48.
Recos

Rs
lifeusefulEstimated

ValuesidualtOrignial



   000,100.

10

000,60.000,060,1.
Rs

eRsRs



    

 

Table1: Depreciation Schedule Using Straight Line Method 

Years Book value at 

the start of the 

year (Rs.) 

Depreciation 

(Rs.) 

Accumulated 

Depreciation 

(Rs.) 

Book value at 

the end of the 

year (Rs.) 

2011 

2012 

2013 
2014 

2015 

2016 
2017 

2018 

2019 
2020 

1,060,000 

960,000 

860,000 
760,000 

660,000 

560,000 
460,000 

360,000 

260,000 
160,000 

100,000 

100,000 

100,000 
100,000 

100,000 

100,000 
100,000 

100,000 

100,000 
100,000 

100,000 

200,000 

300,000 
400,000 

500,000 

600,000 
700,000 

800,000 

900,000 
1,000,000 

960,000 

860,000 

760,000 
660,000 

560,000 

460,000 
360,000 

260,000 

160,000 
60,000 
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 Table 1 show that the asset’s initial value is Rs. 1060,000. With an 

estimated life of 10 years, its depreciation expense it turns out Rs. 100,000 
annually. After deducting depreciation at the end of the year from its initial cost, 

book value of asset remains Rs. 960,000. This Rs. 960,000 is carried to the next 

year books as initial value of asset. In 2001, depreciation expense is same i-e Rs. 
100,000. When added to previous year’s depreciation expense, accumulated 

depreciation of Rs. 200,000 is obtained. At the end of 2001, again depreciation for 

the year is deducted from asset’s initial vale and book value at end of year is 
calculated. Same procedure is followed for whole life of the asset. Note at the end 

of 2009, column of accumulated depreciation totals Rs. 1000,000 that equals 

machine’s original cost minus residual value. Also the book value at the end of 
10th year (2009) is Rs. 60,000 which is equal to the residual value. It means that 

value of the asset after being used in business operations for 10 years in books of 

accounts is Rs. 60,000 and business can realize this amount at the disposal of 
machine. 

 

Half year Convention: In the previous example machine has been purchased on 
1st January 2011. However there may be a case that machine is purchased during 

the accounting period. In this case, half year convention is used to avoid 

misleading impressions of being précised. Half year convention states that no 
matter in which month machine has been purchased, its depreciation would be 

charged for 6 months in first accounting year.  Similarly additional 6 months are 

added to the last year and partial depreciation for 6months is charged.  This is 
depicted in following example. 

 

Example 2 
 The original cost of a machine is Rs 1,060,000. The machine was 

purchased on 1st May 2011.  The useful life is estimated as 10 years. Estimated 

residual value at the end of ten years is Rs 60,000. Prepare a table showing the 
depreciation for 10 years. 

 

Solution 

Annual Depreciation expense = 000,100.
10

000,60.000,060,1.
Rs

RsRs



 

 Using Half Year Convention, depreciation in first year would be charged 
for only 6 months i-e Rs. 100,000 / 2 = Rs. 50,000 
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Table2: Depreciation Schedule Using Straight Line Method (Half year 

Convention) 

Years Book value at 
the start of the 

year (Rs.) 

Depreciation 
(Rs.) 

Accumulated 
Depreciation 

(Rs.) 

Book value at 
the end of the 

year (Rs.) 

2011 

2012 

2013 
2014 

2015 

2016 
2017 

2018 

2019 
2020 

  2021 

1,060,000 

1,010,000 

910,000 
810,000 

710,000 

610,000 
510,000 

410,000 

310,000 
210,000 

110,000 

50,000 

100,000 

100,000 
100,000 

100,000 

100,000 
100,000 

100,000 

100,000 
100,000 

50,000 

50,000 

150,000 

250,000 
350,000 

450,000 

550,000 
650,000 

750,000 

850,000 
950,000 

1000,000 

1,010,000 

910,000 

810,000 
710,000 

610,000 

510,000 
410,000 

310,000 

210,000 
110,000 

60,000 

 
 In case no half year convention is used, machine acquired at 1st may would 

be liable for the depreciation of 8 months to be charged in first year. In this case, 

depreciation for additional 4 months would be added to the last year of asset’s 
useful life. 

 

B. Reducing Balance Method 
 Depreciation methods that provide for a higher depreciation charge in the 

first year of an asset's life and gradually decreasing charges in subsequent years 

are called accelerated depreciation methods. This may be a more realistic 
reflection of an asset's actual expected benefit from the use of the asset: many 

assets are most useful when they are new. One popular accelerated method is 

the declining-balance method. 
 The Declining Balance method assumes a constant depreciation rate per 

year unlike the straight line method which assumes a constant depreciation 

value. A declining balance method is based on the assumption that first year of an 
asset's life is often the year in which it  loses its value the  most and as the asset is 

used in subsequent years, it losses its value but at a diminishing rate. If plotted on 

graph, its curve will be a downward sloping straight line showing negative 
relationship between life of asset and depreciation. Under this method each year 

for the calculation of depreciation a fixed percentage is used that is called 

depreciation rate. First year depreciation is calculated as per depreciation rate. In 
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each subsequent year, that same percentage is multiplied by the remaining balance 

to be depreciated rather than to the original cost. 

 
Annual Depreciation Expense = Book value × Depreciation rate 

 

And   Depreciation rate = 1/N 
 

Where N = years of useful life of an asset. 

 
 The most common depreciation rate used is double the straight-line rate. 

For this reason, this technique is also referred to as the double-declining-balance 

method. If the useful life of an asset is 5 years, its depreciation rate would be 1/5 
= .2 or 20%. Doubling this straight line rate means that we will consider the 40% 

as rate of depreciation. 

 
Example 3 

 A co Ltd purchased truck for Rs. 500,000 in 2015 with an estimated useful 

life of 5 years. Residual value of the truck is estimated to be Rs. 50,000. Prepare a 
depreciation table for the truck using double declining balance method. 

 

Solution 
Depreciation Rate = 1 /5 = 0.2 which means 20%. Doubling the rate gives 40% 

Table3:Depreciation Schedule Using Double Declining Balance Method 

Years Book value at 
the start of 

the year (Rs.) 

Depreciation(Rs.) 
(Col 2 × 40%) 

Accumulated 
Depreciation 

(Rs.) 

Book value 
at the end of 

the year (Rs.) 

2015 

2016 

2017 
2018 

2019 

500,000 

300,000 

180,000 
108,000 

64,800 

200,000 

120,000 

72,000 
43,200 

25,920 

200,000 

320,000 

392,000 
435,200 

461120 

300,000 

180,000 

108,000 
64,800 

38,880 

 

 Table 3 above shows the residual value of Truck as Rs. 38,880 while the 

estimated one was Rs. 50,000. This difference is due to the reason that double 
declining balance method gives as automatic residual value and does not 

incorporate the estimated one. As the depreciation expense is equal to a fixed 

percentage of book value, the asset cannot be completely written off from the 
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books. However if there is some significant amount of residual value, 

depreciation should be stopped at that point. It can also be verified that the sum 

total of accumulated depreciation and residual value of the truck is equal to its 
initial cost i.e. Rs. 500,000. 

 In order to find out the effect of double declining balance method, we will 

analyze our previous example solved for straight line method again by implying 
double declining balance method. The study of the schedule for depreciation of 

machinery with double declining balance will show that: 

 
1- A percentage is fixed and each year this percentage is charged on the 

asset’s book value. 

2- Each year the book value of assets are decreasing so the deprecation 
amount will also be decreased. 

3- In  the first year the amount of depreciation is more but in the last years of 

the asset the amount of depreciation will decreasing and is remained as a 
name of depreciation and contrary to as the asset is getting old, its 

repairing charges is also increased. 

 
Example 4 

 The original cost of machine x is Rs 1,060,000. The machine was 

purchased on 1st January 2011.  The useful life is estimated as 10 years. Estimated 
residual value at the end of ten years is Rs 60,000. Prepare a table showing the 

depreciation for 10 years. 

 
Solution 

Depreciation Rate = 1 /10 = 0.1 which means 10%. Doubling the rate gives 20% 

Table4: Depreciation Schedule Using Double Declining Balance Method 

Years Book value at 

the start of 

the year (Rs.) 

Depreciation(Rs.) 

(Col 2 × 20%) 

Accumulated 

Depreciation 

(Rs.) 

Book value 

at the end of 

the year 
(Rs.) 

2011 
2012 

2013 

2014 
2015 

2016 

2017 

1,060,000 
848,000 

678,400 

542,720 
434,176 

347,341 

277,873 

212,000 
169,600 

135,680 

108,544 
86,835 

69,468 

55,575 

212,000 
381,600 

517,280 

625,824 
712,659 

782,127 

837,702 

848,000 
678,400 

542,720 

434,176 
347,341 

277,873 

222,298 
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2018 

2019 

2020 

222,298* 

168,199 

114,100 
 

54099 

54099 

54100 

891,801 

945,900 

1,000,000 

168,199 

114,100 

60,000 

 *(222,298 – 60,000) / 3 = 54099 
 

4.1.5  Difference between Straight Line and Reducing Balance Method 

Basis of Difference Straight Line Method Written Down Value Method 

Basis for 

calculation 

Depreciation is calculated on 

the original cost of an asset. 

Depreciation is calculated on the 

reducing balance, i.e., the book 

value of an asset. 

Amount of 

depreciation 

Equal amount is charged each 

year over the life of the asset. 

In every period amount of 

depreciation reduces.  

Suitability It is suitable for the building, 

furniture and that equipment 

which have lesser possibility of 

obsolescence and lesser repair 

charges. 

It is suitable for assets that 

needs more repair in the later 

years like, plant and machinery, 

car, etc. 

 
C. Units of output / production Method 

 The useful life of some assets, particularly vehicles and equipment, is 

frequently determined by usage. For example, a toy manufacturer may expect a 
certain machine to produce one million dolls, or an airline may expect an airplane 

to provide ten thousand hours of flight time. Units-of-activity depreciation, which 

is sometimes called units-of-production depreciation, allocates the depreciable 
cost of an asset based on its usage. A per-unit cost of usage is found by dividing 

the asset's depreciable cost by the number of units the asset is expected to produce 

or by total usage as measured in hours or miles. The per-unit cost times the actual 
number of units in one year equals the amount of depreciation expense recorded 

for the asset that year. 

 

Depreciation per hour = 
lifeusefulEstimated

ValuesidualtOrignial Recos 
 

 
 

Annual Depreciation expense = Depreciation per hour × units used during the year 
 

 Activity depreciation methods are not based on time, but on a level of 

activity or use of the resource. It recognizes the change in an asset's value as a  
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result of use. This could be miles driven for a vehicle, or a cycle count for a 

machine. When the asset is acquired, its life is estimated in terms of this level of 

activity. Assume the vehicle is estimated to go 50,000 miles in its lifetime. The 
per-mile depreciation rate is calculated as: (Rs.17, 000 costs – Rs.2, 000 salvage) / 

50,000 miles = Rs.0.30 per mile. Each year, the depreciation expense is then 

calculated by multiplying the rate by the actual activity level. 
 

Example 5 

 Big Steel uses an activity-based depreciation method.  They have 
equipment with a cost of Rs.250,000 salvage value of Rs.10, 000 and estimated 

useful life of 20,000 hours.  In 2013, Big Steel used the equipment 3,000 hours.  

How much depreciation on this equipment should they recognize for 2013? 
 

Solution 

hour
hrs

RsRs
/5.11

000,20

000,10.000,240.



 

Annual depreciation expense = 11.5 × 3000 = Rs. 34,500 

 

Example 6 
 If the Van worth Rs.40, 000, estimated to last for 100,000 miles, was 

driven 25,000, 18,000, 20,000, 15,000 and 12,000 miles respectively during the 

first 5 years, what would be the depreciation calculations if Van is acquired in 
2014 and its value at end of 5 years is estimated to be Rs. 3000? 

 

 Solution 
2014:   (25,000/100,000) x (Rs.40, 000 – Rs.3, 000) = Rs.9, 250 

2015:   (18,000/100,000) x (Rs.40, 000 – Rs.3, 000) = Rs.6, 660 

2016:   (20,000/100,000) x (Rs.40, 000 – Rs.3, 000) = Rs.7, 400 
2017:   (15,000/100,000) x (Rs.40, 000 – Rs.3, 000) = Rs.5, 550 

2018:   (12,000/100,000) x (Rs.40, 000 – Rs.3, 000) = Rs.4, 440 

 
 A number of methods can be used to allocate depreciation to specific 

accounting periods. Two of the more common methods, specifically mentioned in 

IAS 16, are the straight line method, and the reducing (or diminishing) balance 
method.  

 The assessments of the useful life (UL) and residual value (RV) of an 

asset are extremely subjective. They will only be known for certain after the asset 
is sold or scrapped, and this is too late for the purpose of computing annual 
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depreciation. Therefore, IAS 16 requires that the estimates should be reviewed at 

the end of each reporting period. If either changes significantly, then that change 

should be accounted for over the remaining estimated useful life.  
 

4.1.6  Which Depreciation Method is Best? 

 In order to find out which depreciation method is best suited and should be 
used but companies, it is necessary to understand the advantages and 

disadvantages of each method. Most used methods are two: straight line 

depreciation method and declining balance method. Let us examine them 
individually. 

 We know that depreciation means a constant decrease in value of if the 

asset over it useful life. The straight-line depreciation method is one way of 
recording this reduction in value.  This method calculates the annual depreciation 

expense by taking the cost of the fixed asset minus the scrap value of that asset 

then dividing by the life of asset. If the cost of that asset is Rs.35, 000 and it has a 
scrap value of Rs. 5000. The calculated annual depreciation expense will be 

Rs.5000. This method is used in financial accounting because it allows for the 

firm or organization to report a higher net income in the earlier years to the 
stockholders. Financially it makes the company or organization look better to 

current investors and future investors.   

 However for tax purposes straight line method might not be the company 
or organization’s first choice for recording depreciation.  Often the company or 

organization will use a method such as the double declining depreciation method 

because of its benefit to maximize the early tax deduction. Unlike the straight-line 
depreciation method, when using the double declining depreciation the 

depreciation expense is recalculated each year using the previous year’s net book 

value at end of year. The early calculations are noticeably higher forcing higher 
taxes in early years. But, the benefit to using the double declining balance 

depreciation method is that as the fixed asset is used throughout its life the 

depreciation expense decreases significantly.  So, companies and organizations 
choose this method because in this way they can save taxes in early years of the 

asset by avoiding high tax payments throughout the life of asset. However the 

companies do face a tradeoff between higher reported incomes and higher tax 
saving in this case. 
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4.1.7  Accounting for Depreciation 

 The portion of the asset that is being used during the year is reported as 

Depreciation Expense in the profit and loss account. In fact depreciation is the 
transfer of a portion of the asset's cost from the balance sheet to the profit and loss 

account during each year of the asset's life. Every year depreciation, which is 

charged on different fixed assets will be debited to depreciation expense a/c 
(Income statement/profit and loss account) and accumulated depreciation is 

credited (balance sheet account) 

 The purpose of the journal entry for depreciation is to achieve the 
matching principle. Accounting entry with a debit to depreciation expense is 

needed so that it can be matched with the revenues obtained by using these assets. 

The income statement account “Depreciation Expense” is a temporary account. At 
the end of each year, its balance is transferred out to “accumulated depreciation” 

and “depreciation expense” in the new year starts with a zero balance. The 

account “Accumulated Depreciation” is reported under the asset heading of 
Property, Plant and Equipment. Because Accumulated Depreciation is a balance 

sheet (or permanent) account, its balance will carry over to the next accounting 

period. This means that its credit balance could get as large as the cost of the 
assets being depreciated. 

If depreciation is Rs 15,000 on 31-12-2019, its entry in the journal entry will be: 

 

Date Accounts LF Dr Cr 

31 Dec 
2019 

Depreciation on machinery. 
Accumulated depreciation. 

(Depreciation charged on Machine “Z” for 

2019) 

 15,000.  
15,000. 

 

 At the end of year depreciation a/c of all the fixed assets transferred to 

profit and loss account and closed the depreciation a/c. 
At the end of the year accumulated depreciation account is included in balance 

sheet accounts. So these accounts cannot be closed rather the concern account of 

accumulated depreciation is deducted from the fixed assets and its book value is 
counted in the fixed assets.  

 

Example 7 
 A Machine was purchased at Rs 20,000 on 1st January 2016. It was 

decided to charge annual depreciation at 10 % on the basis of Reducing balance 

method. 
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Required: Show adjustment made on 31st December 2016, 31st December 2017 

and 31st December 2018 and also relevant sections of the balance sheet 

for three years. 
 

Solution 

Date Accounts LF Dr Cr 

31-12-

2016 
 

31-12-

2017 
 

31-12-

2018 

Depreciation on Machine  

Accumulated Depreciation. 
 

Depreciation on Machine  

Accumulated Depreciation. 
 

Depreciation on Machine  

Accumulated Depreciation. 

 2000. 

 
 

1800. 

 
 

1620. 

 

2000. 
 

 

1800. 
 

 

1620 

 

Balance Sheet Section 
 
As on. 

31-12-2016.      Machine at Cost.                                           20,000 

                      Less Accumulated Depreciation.                           2,000           
18,000 

 

 

31-12-2017.      Machine at Cost.                                           20,000 
                      Less Accumulated Depreciation.                           3,800           

16,200 

 

 

31-12-2018       Machine at Cost.                                           20,000 
                      Less Accumulated Depreciation.                           5,420            

14,580 

 
Note: every year the amount of depreciation is added to the accumulated 

depreciation. So every year the amount of accumulated depreciation is increased 

and the book value of fixed assets are decreased. 
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4.1.8  Self-Assessment Questions  

(A)   Write the True/False against each statement.  

(i) Depreciation is charged on the current assets. 
(ii) Depreciation is an asset. 

(iii) Land is generally not to be depreciated. 

(iv) Depreciation is recorded on the credit side of profit and loss account. 
(v) Scrap value is also known as book value.  

(vi) Depreciation of an asset should not exceed the original cost.  

(vii) The period during which an asset will help in earning income of business 
is known as useful life.  

(viii) The decrease in the value of patent right, copyright is known as 

amortization.  
(ix) Under straight-line method of depreciation, depreciation decreases every 

year.  

(x) The decrease in the value of mines, quarries is termed as depletion.  
(B) Following are the multiple-choice question. Mark the correct one. 

(i) Depreciation means: 

(a) Exhaustion of the effective life of an asset 
(b) Diminution in intrinsic value of an asset. 

(c) Reduction in the value of fixed asset due to use in business 

(d) Systematic allocation of depreciable cost of an asset over its useful 
life. 

(ii) If depreciation is charged, the value of the asset in the books. 

 (a) May be more    (b) May be less 
 (c) No change    (d) May be more or less 

(iii) Depreciation is charged on 

 (a) Non-current assets   (b) Current assets only 
 (c) Both non-current and current assets (d) None of the above 

(iv) Depreciation is a charge against  

 (a) Capital    (b) Expenses 
 (c) Revenue   (d) Liability 

(v) Depreciation of an asset should not exceeds 

 (a) Original cost    (b) Depreciable value  
 (c) Market price   (d) Scrap value 

(vi) Original cost of asset Rs. 150,000; scrap value Rs. 30000; useful  life of 

asset 10years, then the annual value of depreciation will be  
 (a) Rs. 10,000   (b) Rs. 15,000 

 (c) Rs. 12,000   (d) Rs. 18,000 
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4.2 Provision and Reserves 
4.2.1 Provision 

 Amount set aside out of profit for any know liability whose amount can be 

determined accurately is known as provision. For example: 
i. Provision for taxation 

ii. Provision for depreciation 

iii. Provision for bad and doubtful debts 
iv. Provision for discount on debtors 

 

4.2.2 Accounting Entries for Creating Provisions 
 Provision for repairs and renewals: 

 As the property, plant and equipment grows older, it requires more repair 

and maintenance and profit and loss account may be burdened due to heavy 
expenditures on repair works. In order to equalize the charge for repair and 

maintenance a provision for repair and renewals is created. The accounting entry 

will be as follow: 

Date Accounts LF Dr Cr 

31-12-
2020 

Profit and Loss A/c 
            Provision for repairs and renewals  

 xxxx  
xxxx 

 Provision for doubtful debts: 

 In every period, there are some debts, which cannot be recovered, for 
which provision is created by the business. It is usually created on certain 

percentage basis on the debtors. The following accounting entry is passed:  

Date Accounts LF Dr Cr 

31-12-

2020 

Profit and Loss A/c 

            Provision for doubtful debts  

 xxxx  

xxxx 

 

4.2.3 Reserves 

 It is the amount which is set aside out of divisible profit to strengthen the 
financial position of an entity or for any unknown future loss. For example: 

i. Capital reserve 

ii. General reserve 
iii. Debenture redemption reserve 

iv. Dividend equalization reserve 
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4.2.4 Difference between Provision and Reserve. 

Basis of 

Difference 
Provision Reserve 

Meaning It is created to meet the known 

liability. 

It is created to meet unknown 

liability. 

Nature Provision is charged against 

profit. 

Reserve is appropriation of the 

profit. 

Purpose It is created for a specific 

liability. 

It is created for strengthening 

the financial position. 

Mode of creation It is created by debiting the 

profit and loss account. 

It is created by debiting the 

profit and loss appropriation 

account. 

Use for payment of 

dividend 

It cannot be used for payment of 

dividends. 

It can be used for payment of 

dividends. 

Creation Creation of provision is 

compulsory. It is created even if 

there is no profit. 

Creation of reserve depends on 

the discretion of the 

management. It is created only 

when there is profit. 

 
4.2.5 Types of Reserves 

Following types of reserved may be created by the business: 

i. General reserve 
 This reserve is created to meet the general obligations or losses and is also 

known as free reserve. Amount is calculated and transferred from profit and loss 

appropriation account based on the probabilities of all general losses. The 
following entry is passed to create general reserve: 

 

Date Accounts LF Dr Cr 

31-12-

2020 

Profit and Loss appropriation A/c 

            General Reserve A/c  

 xxxx  

xxxx 

ii. Specific reserve 

This reserve is created for specific purpose, and utilized when needed for that 

purpose.  

Date Accounts LF Dr Cr 

31-12-
2020 

Profit and Loss appropriation A/c 
            Particular Reserve A/c  

 xxxx  
xxxx 
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iii. Capital reserve 

 This reserve is created out of capital profit. Capital profit is generated 

from the sale /appreciation of fixed assets or business purchase. It is used to meet 
the capital loss.  

iv. Secret reserve 

 This reserve is created by overstating liabilities or understating assets and 
is not shown in the balance sheet. It is maintained by some businesses especially 

banks which cannot afford to show loss in the financial statements and this 

reserve is utilized to cover these losses. However, company Act and accounting 
standards don’t allow to create secret reserve rather these require for disclosure in 

financial statements.  

 
4.2.6 Distinguish between Revenue Reserve and Capital Reserve 

Basis of 

Difference 
Revenue Reserve Capital Reserve 

Source It is created out of revenue profit, 

i.e., revenue earned from normal 

activities of business operations. 

It is created out of capital profit, 

i.e., gain from other than normal 

activities of business operations, 

such as sale of fixed assets, etc. 

Dividend It can be used for dividend. It cannot be used for dividend. 

Purpose It is created for strengthening the 

financial position of the business. 
It is created for the purpose laid 

down in the Companies Act. 

 

4.2.7 Distinguish between General Reserve and Specific Reserves 

Basis of 

Difference 
General Reserve Specific Reserve 

Meaning When the reserve is created 

without any specified purpose, the 

reserve is called general reserve. 

When reserve is created for 

some specific purpose, the 

reserve is called specific 

reserve. 

Usage It can be used for any purpose. It cannot be used for any 

purpose other than the 

specified purpose for which it 

is created. 

Examples Retained earnings, reserve funds, 

etc. 

Debenture redemption reserve, 

dividend equalization reserve, 

etc. 
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4.3. Self Assessment Questions 

(i) Define the term depreciation. 
(ii) Describe the types of depreciation. 

(iii) What is depletion? 

(iv) Define the term cost of an asset. 
(v) What is residual value of an asset? 

(vi) How to calculate the book value of an asset? 

(vii) What is depreciable cost? 
(viii) Define the term reserve. 

(ix) What do you know about provision? 

(x) Describe the difference between reserve and provision. 
(xi) State and explain the different kinds of reserves with appropriate 

examples. 

(xii) Differentiate between General reserve and capital reserve. 
(xiii) What is the difference between provisions for discount on creditors? 

(xiv) What do you understand by secret reserve?  

 
4.4. Problems 

1. Green Corporation bought a machinery for Rs. 80,000 on 1stJanuary 2021 

and spent Rs. 20,000 on its installation. Prepare the machinery Account 
for the first four years under straight line method of depreciation. 

Estimated useful life is 10 years with no residual value. Assume that 

accounts are closed every year on 31st December.  
2. On July 1, 2020, Soban Corporation purchased factory equipment for 

Rs.150,000. Salvage value was estimated to be Rs.10,000. The equipment 

will be depreciated over ten years using the straight line method. Counting 
the year of acquisition as one-half year, prepare complete depreciation 

table for factory equipment. Also, mention the accounting entry made in 

the books of account. 
3. A machine cost Rs.250,000 depreciates to a scrap value of Rs.25,000 in 10 

years. Reducing balance method is to be used. Calculate: 

i.   The annual rate of depreciation 
ii.   The book value at the end of the sixth year 

4. Nageen Painting Corporation purchased an air filtration system that has a 

life of 8,000 hours.  The filter costs Rs.100,000 and has a Rs.10,000 
salvage value. Nageen anticipates that the filter will be used 1,000 hours 

during the first year, 3,000 hours during the second, 2,000 during the third, 
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and 2,000 during the fourth year. Prepare depreciation schedule by using 

the units of output method.  

5. A firm purchased a machine for Rs. 210,000 on 1st July, 2020 and spent 
Rs. 60,000 as wages and installation charges. Prepare the machine 

Account for the first four years under Diminishing Balance Method of 

depreciation assuming that the Accounting year of the firm ends on 31st 
December every year.  

6. On 1st January, 2021 a firm purchased machinery worth Rs. 500,000. On 

1st July, 2021 it buys additional machinery worth Rs. 100,000 and spends 
Rs. 10,000 on its erection. The Accounts are closed each year on 31st 

December. Show the Machinery Account for five years under (1) Fixed 

Installment Method and (2) Reducing Installment Method.  
7. Show the depreciation schedule and pass necessary journal entries under 

(A) Reducing balance method and  (B) Original cost method for three 

years from the information given below: 
(a) Machinery cost     Rs. 400,000 

(b) Estimated life      3Years 

(d) Residual value     Rs. 100,000 
8. On January 1, 2021, four computer systems are brought for an office at a 

cost of Rs. 50,000 each. The residual value of the computer after 10 years 

is estimated to be Rs.5,000. Prepare the depreciation schedule for two 
years and pass necessary journal entries, assuming that accounts are closed 

on December 31st.  

a. The fixed installment method is used 
b. The reducing balance method is used  

c. Compare the two depreciation methods for each year. 
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4.5. Summary 

 Depreciation is a systematic allocation of depreciable cost of fixed assets 

over their estimated useful life. Systematic allocation means the methods, which 
are used to allocate depreciable cost to profit and loss account. Three common 

methods are discussed in this unit first is straight line method, second is reducing 

balance method and unit of output method.  There are three elements that are used 
to calculate the depreciation which are cost of assets, residual value, estimated 

useful life/ expected number of units.  In order to record depreciation in books of 

accounts, depreciation expense is debited and accumulated depreciation account is 
credited. 

 Among all these methods, straight line method and double declining 

balance methods are mostly used. Straight line method has benefit that it shows 
increased profits of a firm to the investors as it recognizes less deduction in 

asset’s value throughout its life. Contrary to this, double declining balance 

method is used for tax saving purpose as it recognizes higher deprecation expense 
in early years of asset life and gradually it decreases. 

 Provision is the amount, which is set aside out of profit or surpluses for 

known liability, for example, provision for bad or doubtful debts, provision for 
repair etc. Whereas reserve is the amount, which is maintained for unknown 

liability. Some types of reserves are general reserve, capital reserve and specific 

reserve etc. provision is created by debiting profit & loss account whereas reserve 
is created by debiting the profit & loss appropriation account.  
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Introduction 

A Joint Stock Company is a voluntarily association created by law for 

profit with capital divisible into transferable shares carrying limited liability and 
having a perpetual life. This unit describes the introduction of Joint Stock 

Company, its characteristics, various kinds of Companies, sources of financing, 

types of shares and shares capital, difference between shareholders and debenture 
holder and the accounting treatment of various transactions regarding the 

issuance of shares and debentures. At the end of the unit self assessment 

questions and various problems are given for the better understanding of the 
topic covered in this unit. 

 

Objectives  
After studying this unit, students will be able to: 

a. understand the concept of Joint Stock Company 

b. know the various kinds of companies 
c. be familiar with share, share capital and its kinds 

d. differentiate between share and debenture 

e. know the procedure of issuance of shares 
f. record the transactions regarding the issuance of shares and debentures 

g. to show the shares capital in balance sheet 

 
 

 

 
 

 

 
 

 

 
 

 

 
 

 

 
 



 106

5.1       Introduction to Joint Stock Company 

A Joint Stock company is third form of business organizations, which is 

governed under the companies Act 2017 in Pakistan. Unlike the sole 
proprietorship and Partnership, company enjoys the status of separate legal entity. 

It is formed by contribution of capital from the members of Joint Stock Company 

with the provision of limited liability.  
 

5.1.1 Definition 

A Joint Stock Company can be defined as the voluntarily association 
created by law for profit with capital divisible into transferable shares carrying 

limited liability and having a perpetual life. 

A company is a particular type of association which is formulated by the 
promoters which may be the members or share holders of that company. It has a 

separate legal entity apart from its member, which has a right to sue and can be 

sued with its own name. It has a common seal which is used as a signature.  
 

5.1.2 Features of Joint Stock Company 

The main features or characteristics of Joint Stock Company are described 
as under: 

Objectives 

The main objective of a company is to earn the profit for its members. 
However whole the profit earned be the company is not distributed among the 

members, rather some portion of the profit is set aside as a reserve to be used in 

future.  
i. Voluntarily association 

A Joint Stock Company is created by persons voluntarily, without any 

legal enforcement. No law enforced any person to create a company. 
ii. Separate legal entity 

A Joint Stock Company has separate legal entity form its members who 

creates it. It can sue and can be sued with its name and may enter into agreement 
from any third party with its own name.  

iii. Limited Liability 

No one member is liable to bear the loss beyond the value of its shares. 
Every member or shareholder of JSC is responsible up to the contribution made 

by him/her towards the share capital of company. Personal property of the 

members will not be sold to settle the obligations of company. 
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iv. Audit 

It is compulsory for every corporation to conduct audit every year as per 

the provisions in company ordinance 1984. 
v. Perpetual Life 

Life of a company is not affected from the life of its members or 

shareholders, due to separate legal entity. A company has a long life as compare 
to other form of business. 

vi. Management 

Management of the company is separate from the members. Shareholders 
of company select the board of directors, who look after the day to day affairs of 

the company.  

vii. Common Seal 
A company is an artificial person which can’t sign any documents. A 

common seal of its name is used as signature on the official documents of 

company. 
 

5.1.3 Kinds of Joint Stock Company 

There are three broad categories of company, which are described as 
under: 

i. Statutory Company 

ii. Chartered Company 
iii. Registered Company 

i. Statutory Company 

That company which is incorporated by the order of the President, Prime 
Minister, Governor General or by the special act of Parliament is known as 

statutory company. The main purpose of that type of companies is to serve the 

society and work in the interest of state. State Bank of Pakistan, National Bank of 
Pakistan and Trading Corporation of Pakistan are the main examples of Statutory 

Company.  

ii. Chartered Company 
The Company which is incorporated by the order of Royal Charter (Shahi 

Farman) is called Chartered Company. A Charter issued at the time of its 

formation, which contain the governing layout of that company. The Chartered 
Bank of England and East India Company are the examples of Chartered 

Company.  
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iii. Registered Company 

Company registered under the company Act or ordinance is called 

Registered Company. In Pakistan, Companies are incorporated and governed 
under the company ordinance 1984. OGDCL, Attock Petrol, D.G. Khan Cement 

and Ghani Glass Limited are the examples of registered Company.  

There are four types of companies registered under the companies 
ordinance 1984: 

iv. Companies limited by shares 

A company limited by shares is that company in which the liability of 
members is limited to the nominal value of the shares, which a member holds. 

It the principal form of a company and the total capital is divided into 

number of shares, any person who buys these shares becomes the shareholder of 
that company. These shares may be easily transferred from one person to another 

person. Companies limited by Shares may further be classified into two 

categories: 
a. Private Company 

A private company means a company whose shares cannot be transferred 

and it can be established from two members but not exceeds 50 members. 
This company can’t invite to the people for subscription of shares.  

b. Public Company 

A public company is one which contributes its share capital by inviting 
general public for subscription. Its can start from seven members and can 

be increased up to the number of shares. Shares of public company can be 

easily transferred from one person to another person.  
v. Companies limited by Guarantee 

According to the Companies Ordinance 1984, a company limited by 

Guarantee, is a company in which liability of its members is limited by the 
memorandum up to such amount as the members respectively undertake to 

contribute to the assets of the company in the event of its winding up.  

vi. Unlimited Company 
A company in which the liability of members is unlimited and they are 

responsible for all debts of the company. Due to higher risk people avoid to form 

that type of company. 
vii. Companies not for Profit 

Those companies whose basic aim is not to earn the profit rather theses are 

created to serve the society, and for the welfare of its members. The Federal 
government grants permission for establishment of such type of companies.  
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5.2 Share and Share Capital of Joint Stock Company 

For the large scale of business it has become necessary for every business 
to have large amount of capital. Joint Stock Company is one of the types of 

business which have large capital, which is raised by issuing the shares to general 

public. That pool of amount is called the share capital of the company. 
 

5.2.1 Types of Share Capital 

The total amount invested by the members of company is known as the 
share capital of the company. According to the company ordinance 1984, share 

capital of the company is classified as follows: 

i. Authorized Capital 
It is the amount of capital, which is mentioned in the memorandum of 

association of company, also known as the registered capital or nominal capital. 

The company can’t raise the amount of capital beyond the registered capital 
mentioned in MOA. If company desires to raise share capital in excess of 

authorized capital then the company should change the amount in memorandum 

of association according to the procedure described in company ordinance 1984. 
ii. Issued Capital 

Total value of shares offered to general public for subscription plus the 

amount of shares allotted to promoters and vendors is known as the issued capital 
of company. It is the part of registered capital and the amount of authorized 

capital which is left to be issued is known as unissued capital.  

For example, a company is registered with share capital of Rs. 100,000 
divided into 10,000 shares of Rs. 10 each and offers 6,000 shares to general 

public. The amount of issued capital will be Rs. 60,000. And the difference 

between authorized and issued capital Rs. 40,000 will be the unissued capital.  
iii. Subscribed Capital 

The amount of capital for which applications are received from general 

public plus the amount of shares issued to promoters and vendors (if any) is 
known as subscribed capital. The amount of subscribed capital may be excess or 

lower than the issued capital. In case, applications are received in excess of issued 

share capital is called oversubscriptions, where as if applications are received less 
than the issued share capital, is known as under subscriptions.  

iv. Called up Capital 

That portion of amount of subscribed capital which is required by the 
company from applicants to pay is known as called up capital. The difference 
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between subscribed and called up capital is known un-called capital which is to be 

paid by the applicants in future. But remember, company ordinance 1984, requires 

that company should called the amount of shares in full not in installments, so 
there is no possibility of uncalled capital in Pakistan.  

v. Paid up Capital 

The total amount received by the company from called up capital is called 
paid up capital. Usually, full amount of share capital is received at the time of 

subscriptions from the applicants, therefore the amounts of subscribed capital, 

called up capital and paid up capital are the same.  
5.2.2 Kinds of Shares 

The total amount of share capital is divided into small number of units, 

each unit is called Share of Company. A company issues shares to general public 
for raising the amount of capital. Various kinds of shares issued by a joint stock 

company are described below: 

i. Ordinary Shares 
These are the basic type of shares which every company issues. The 

holders of these shares are the true owner of the company, and have right to get 

dividend and right to vote in general meeting of company.  
Ordinary shareholders get dividend in case of surplus and after the 

preference shareholders of company. These are also called the common shares.  

ii. Preference Shares 
Preference shareholders enjoy the fixed dividend at the end of each 

particular period. They have preferences over common shares in getting dividend 

and repayment of capital at the time of liquidation. However, preference share 
holders don’t have rights to vote and take part in the management of company.  

Preference shares may be divided into the following categories: 

i. Cumulative preference shares 
ii. Non-cumulative preference shares 

iii. Redeemable preference shares 

iv. Irredeemable preference shares 
v. Participating preference shares 

vi. Non-participating preference shares 

iii. Deferred Shares 
These shares are usually issued to promoters/founders of the company 

against their services. Dividend is paid to deferred shareholders after the payment 

of dividend to preference and common shareholders. In the same way, they don’t 
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have right to claim the assets of company in case of liquidation until the claims of 

preference and common shareholders are settled/paid.  

 
5.3. Issuance of Shares 

5.3.1 Procedure for Issuance of Shares 

The promoters or directors take the necessary steps to raise minimum 
capital from the general public for the new company, so that certificate of 

commencement can be obtained. When first time shares of company are issued, it 

is called the initial public offerings. Usually company takes help from 
underwriters in issuance of shares. Underwriters are those persons, companies, 

bank, institutions or associations, which take the responsibilities of issuing the 

securities of company on commission basis. The underwriters pay the amount of 
issued shares to company and later on issue the shares to general public on their 

own behalf.  

On the subsequent issuance, the directors of the company make all the 
arrangement for the issuance of shares. They issue the prospectus of the company 

to general public and invite applications. On receiving of applications with 

prescribed amount company allots shares and issues the certificate of shares to 
applicants and those who get certificate of shares become the shareholder of the 

company.  

5.3.2 Values of Shares 
Different values are stated at different places of shares, which are 

describes as below: 

i. Par Value 
Value stated in the memorandum of association of a company of each 

unit/share is known as the par value, face value or nominal value of a share. 

ii. Book Value 
The value of each share stated in the books of accounts of a company is 

called the book value of a share. It is calculated by dividing the total value of 

shareholders equity by total shares outstanding of that company. 
iii. Market Value 

The value of share at which buyer is willing to buy and seller is willing to 

sell is called the market value of share. Or it is the value of share which is quoted 
in the stock exchange. This value varies frequently due to influence of number of 

factors.  
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5.3.3 Sale Values of Shares 

A share of a company may be sold or issued at different prices/values, 

described as follows: 
 

A. At Par 

A share issued at its face/ nominal value is known as the issuance at par 
value. For example, a company having share capital of Rs. 10,000 divided into 

1,000 shares of Rs. 10 each, issued 550 shares to general public at Rs. 10 will be 

called issuance at par value. 
 

B. At Premium 

A share issued above than its face value is known as issuance of premium. 
For example, a company having share capital of Rs. 10,000 divided into 1,000 

shares of Rs. 10 each, issued 550 shares to general public at Rs. 13 will be called 

issuance at premium. Rs. 3 is the premium of company on issuance of shares. 
Usually the companies having good repute in the market issue the shares at 

premium. 

The premium on issuance of shares is categorized as the capital profit and 
can be utilized for the purposes mentioned in the company ordinance 1984, i.e. in 

writing off preliminary expenses and discount on issuance of shares and 

debentures etc.  
 

C. At Discount 

A share issued less than its face value is called the issuance at discount. 
For example, a company having share capital of Rs. 10,000 divided into 1,000 

shares of Rs. 10 each, issued 550 shares to general public at Rs. 9 will be called 

issuance at discount. Rs. 1 is the discount of company on issuance of shares.  
A company can only issued shares at discount, if it has passed a special 

resolution has been passed and permission has been made from the court. The 

discount should not exceed than the 10 per cent of the face value of the share and 
it should be issued within sixty days from the date when issuance was sanctioned 

from the authority.  

 
5.3.4 Accounting for Issuance of Shares to General Public 

Generally, public companies invite applications from the general public to 

raise capital. If the company receives applications more that the offered shares, 
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then company returns the excess amounts to the applicants as per policy and allot 

the shares to successful applicants. Following entries are passed in this regard: 

 
i. For Receiving of Amounts with Application 

Bank Account 

 Share Application Account 
To record receiving of amounts with application 

ii. Recording the return of excess amounts to applicants 

Share Application Account 
 Bank Account 

To record return of amounts to applicants 

iii. Recording the allotment of shares to general public 
Share Application Account 

 Share Capital Account 

To record the allotment of shares to successful applicants 
iv. Recording the allotment of shares to Promoters 

Preliminary expenses Account 

 Share Capital Account 
To record the allotment of shares to promoters 

v. For the Amount of Goods sold by Consignee 

Consignee’s Account 
 Consignment Account 

Being the goods sold by consignee 
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Example 01 

 ABC Company was registered with capital of Rs. 500,000 divided into 

10,000 shares of Rs 50 each. Company offered 4,000 shares to general public at 
par and received applications for 6,000 shares. Company made draw and issued 

the shares to successful applicants. Excess amount was returned to applicants. 

You are required to pass the journal entries in the books of ABC Company to 
record the above transactions and show the amounts in Balance sheet. 

Solution: 

 General Journal 
Description Ref Debit Credit 

Bank A/c 
               Shares Application A/c 
Amount received with applications for 6,000 
shares @ Rs. 50 

 300,000  
300,000 

Shares Application A/c 
Bank A/c 
Refund the excess amount of 2,000 shares to 
applicants 

 100,000  
100,000 

Shares Application A/c 
Share Capital A/c 
4,000 Shares allotted to successful applicants 
@ Rs. 50  

 200,000  
200,000 

ABC Company 
Balance Sheet 

As on …………………………… 

Equities Amounts Assets Amounts 
Authorized Capital    
400 shares of Rs. 50 each 
Issued & Subscribed 
Capital    
400 shares of Rs. 50 each 
Called up & Paid up 
Capital    
400 shares of Rs. 50 each 

 
200,000 

 
200,000 

 
200,000 

Bank  200,000 

200,000 200,000 
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5.3.5 Accounting for Issuance of Shares to Promoters/Directors. 

Apart from the issuance of shares to general public, company issues the 
shares to promoters and directors also. Shares are issued to promoters against 

their services and are charged to preliminary expenses, whereas amount is directly 

received from the directors against the issuance of shares.  
 

Example 02 

On 1st April, 2020 XYZ Company offered 3,500 shares to general public 
@ Rs. 5 each at par and received applications for 4,000 shares till 30th April. 

Company allotted the shares and returned the excess amount on 15th May, 

2020.On 1st June, 20201,500 shares are issued to promoters against their services 
and 2,000 shares are issued to directors for which cash is received @ Rs. 5 each. 

You are required to pass the journal entries in the books of ABC Company to 

record the above transactions and show the amounts in Balance sheet at 30th 
June, 2020. 

Solution: 

 General Journal 

Date Description Ref Debit Credit 

April, 

2014 
30 

Bank A/c 
               Shares Application A/c 

Amount received with applications for 4,000 

shares @ Rs. 5 each 

 20,000  
20,000 

May, 
2014 

15 

Shares Application A/c 

               Bank A/c 

Refund the excess amount of 500 shares to 
applicants  

 2,500  

2,500 

May, 

2014 

15 

Shares Application A/c 

               Share Capital A/c 
3,500 Shares allotted to successful 

applicants @ Rs. 5  

 17,500  

17,500 

June, 

2014 

01 

Preliminary A/c 

               Share Capital A/c 

1,500 Shares allotted to promoters at par  

 7,500  

7,500 

June, 

2014 

01 

Bank A/c 

               Share Capital A/c 

2,000 Shares allotted to Directors at par  

 10,000  

10,000 
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XYZ Company 

Balance Sheet 

As on 30th June, 2020 

Equities Amounts Assets Amounts 

Issued & Subscribed Capital    
7,000 shares of Rs. 5 each 

Paid Up Capital    

3,500 shares to public @ Rs. 5 
1,500 shares to promoters @ Rs. 5 

2,000 shares to Directors @ Rs. 5 

 
35,000 

 

17,500 
7,500 

10,000 

Bank 
Preliminary expenses 

 27,500 
7,500 

35,000 35,000 

            

 

5.3.6 Accounting for Issuance of Shares at Premium 
Shares issued above than its par value is called the issuance at premium. 

Share premium is the part of shareholder equity and is credited with name of 

Share Premium Account. The following entries are passed in this regard:  
a. Recording the issuance of shares at premium to directors or 

underwriters: 

Bank Account 
 Share Capital Account 

 Share Premium Account 

To record issuance of shares at premium 
b. Recording the issuance of shares at premium to general public against 

the applications: 

Share Applications Account 
 Share Capital Account 

 Share Premium Account 

To record issuance of shares at premium 
c. Recording the issuance of shares at premium to Promoters: 

Preliminary expenses Account 

 Share Capital Account 
 Share Premium Account 

To record issuance of shares at premium 

Example 03 
Majid Textile Ltd. having registered capital of Rs. 300,000 divided into 

15,000 shares of Rs. 20 each issued 6,000 shares to general public, 2,000 shares to 
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directors and 1,500 shares to promoters at 10% premium. Subscriptions were 

received in full and these shares were allotted.  

You are required to record the above transactions in General Journal of 
Majid Textile Ltd., also show the amounts in balance sheet.  

Solution 

 General Journal 
Description Ref Debit Credit 

Bank A/c 
               Shares Application A/c 
Received applications for 6,000 shares  

 132,000  
132,000 

Shares Application A/c 
               Share Capital A/c 
               Share Premium A/c 
6,000 Shares allotted at premium of Rs. 2 

 132,000  
120,000 
12,000 

Bank A/c 
               Share Capital A/c 
               Share Premium A/c 
2,000 Shares allotted to Directors at premium 

 44,000  
40,000 

4,000 

Preliminary expenses A/c 
               Share Capital A/c 
               Share Premium A/c 
1,500 Shares of Rs. 20 allotted to Promoters 
at 10% premium.  

 33,000  
30,000 

3,000 

Majid Textile Ltd. 
Balance Sheet 

As on ………………… 

Equities Amounts Assets Amounts 
Authorized Capital    
15,000 shares of Rs. 20 each 
Issued & Subscribed Capital 
6,000 shares to public @ Rs. 20 
2,000 shares to Directors @ Rs. 20 
1,500 shares to promoters @ Rs. 20 
Share Premium 

 
300,000 

 
120,000 

40,000 
30,000 
19,000 

Bank 
Preliminary 
expenses 

 176,000 
33,000 

209,000 209,000 
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5.3.7 Accounting for Issuance of Shares at Discount 

Shares issued less than its par value is called the issuance at discount. 

Discount on shares will not be mixed with share capital but debited with Discount 
on Shares Account. The following entries are passed in this regard:  

 

a. Recording the issuance of shares at discount to directors or 
underwriters: 

Bank Account 

Discount on Shares Account 
 Share Capital Account 

To record issuance of shares at Discount to directors 

 
b. Recording the issuance of shares at discount to general public against 

the applications: 

Share Applications Account 
Discount on Shares Account 

 Share Capital Account 

To record issuance of shares at Discount to applicants 
 

c. Recording the issuance of shares at discount to Promoters: 

Preliminary expenses Account 
Discount on Shares Account 

 Share Capital Account 

To record issuance of shares at Discount to promoters 
 

Example 04 

Taj Spinning Ltd. with an authorized Capital of Rs. 750,000 divided into 
250,000 shares of Rs. 3 each passed a resolution to issue 150,000 shares on 5% 

discount. 50,000 shares were issued to directors and 100,000 shares were offered 

to general public. 120,000 applications were received. The excess amounts were 
returned back to public and shares were allotted to successful applicants.   

You are required to record the above transactions in General Journal of 

Taj spinning Ltd., also show the amounts in balance sheet.  
 

 

 
 



 119

Solution 

 General Journal 

Description Ref Debit Credit 

Bank A/c 

Discount on Shares 
               Share Capital A/c 

50,000 Shares were allotted to Directors at 

5% discount. 

 142,500 

7,500 

 

 
150,000 

Bank A/c 

               Shares Application A/c 

Received applications for 120,000 shares  

 342,000  

342,000 

Share Applications A/c 

               Bank A/c 

Refund the excess amounts of 20,000 shares 
to applicants 

 

 57,000  

57,000 

Share Applications A/c 

Discount on Shares 

               Share Capital A/c 
100,000 Shares of Rs. 3 each were allotted to 

applicants at 5% discount. 

 285,000 

15,000 

 

 

300,000 

 
Taj Spinning Ltd. 

Balance Sheet 

As on ………………… 

Equities Amounts Assets Amounts 

Authorized Capital    
250,000 shares of Rs. 3 each 

Issued & Subscribed Capital 

50,000 shares to Directors of Rs. 3 
100,000 shares to public of Rs. 3 

 
750,000 

 

150,000 
300,000 

Bank 
Discount on shares 

 427,500 
22,500 

450,000 450,000 
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5.3.8 Accounting for Issuance of Shares in Consideration of Assets other 

Than Cash 

Sometimes companies purchase assets or take over the complete business 
of an entity to expand their business. The amounts at which assets and liabilities 

are taken over by the company are known as the purchase consideration, which 

may be equal, above or less than the book values of assets or whole business. If 
the purchase consideration is greater than the book value of assets, the excess 

amount is considered as goodwill whereas if the consideration is less than the 

book value of assets, the amount will be considered as capital profit or reserve.  
Companies may settle the claims of vendor by paying cash or issuing the 

shares. But usually companies prefer to issue shares instead of paying huge 

amount of cash to avoid the liquidity problem.  Company may issue the shares to 
vendor at par, discount or premium. The following entries are passed in this 

connection:  

a. Recording the purchase of assets: 
Assets A/c 

 Vendor Account 

To record purchase of assets 
b. Recording the issuance of shares in payment of purchase 

consideration: 

Vendor Account 
 Share Capital Account 

To record issuance of shares in settlement of creditors account 

 
Example 05 

Zahid Chemical Company was registered with Capital of Rs. 900,000 

divided into 180,000 shares of Rs. 5 each. Company bought Machinery Rs. 
150,000, Furniture Rs. 85,000 and Office Equipment Rs. 25,000 from Yahya 

Traders. Zahid Company  paid Rs. 60,000 in cash and issued the shares at par in 

full settlement of account. You are required to record the above transactions in 
General Journal of Zahid Chemical Company and show the extracts of balance 

sheet.  
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Solution 

 General Journal 

Description Ref Debit Credit 

Machinery A/c 

Furniture A/c 
Office Equipment A/c 

Yahya Traders A/c 

Bought Assets from Yahya Traders 

 150,000 

85,000 
25,000 

 

 
 

260,000 

Yahya Traders A/c  

Cash A/c 

               Share Capital A/c 
Paid cash and issued 40,000 shares at par to 

vendor in settlement of account. 

 260,000 

 

 

60,000 

200,000 
 

 
Zahid Chemical Company 

Balance Sheet 

As on ………………… 

Equities Amounts Assets Amounts 

Authorized Capital    
180,000 shares of Rs. 5 each 

Issued & Subscribed Capital 

40,000 shares issued at Rs. 
5 

 
900,000 

 

200,000 

Machinery 
Furniture  

Office Equipment 

 150,000 
85,000 

25,000 

            

 

Example 06 

Hamza Corporation Ltd. took over the business of Anas & Brothers. The 
detail of assets and liabilities is as under: 

Land & 

Building 

Rs. 500,000 Plant & 

Machinery 

Rs. 400,000 

Office 

Equipment 

200,000 Office Furniture 250,000 

Account 

Receivable 

300,000 Stock 150,000 

Account 
Payable 

275,000 Bank Loan 325,000 
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The purchase consideration is settled by issuing shares of Rs. 20 each at 

par. You are required to pass the journal entries in the books of Hamza 

Corporation if purchase consideration is (a) Rs. 1,500,000 (b) Rs. 1,050,000 (c) 
900,000 

 

Solution 
(a) 

General Journal 

Description Ref Debit Credit 

Land & Building A/c 

Plant & Machinery A/c 
Office Equipment A/c 

Office Furniture A/c 

Account Receivable A/c 
Stock A/c 

Goodwill A/c 

Account Payable A/c 
Bank Loan A/c 

Anas & Bros. A/c 

Assets and Liabilities were required at above 
than book value.  

 500,000 

400,000 
200,000 

250,000 

300,000 
450,000 

 

 
 

 

 
 

275,000 

325,000 
1,500,000 

Anas & Bros. A/c  

               Share Capital A/c 
Issued 75,000 shares at par to vendor in 

settlement of account. 

 1,500,000 

 

 

1,500,000 
 

(b) 
General Journal 

Description Ref Debit Credit 

Land & Building A/c 

Plant & Machinery A/c 

Office Equipment A/c 
Office Furniture A/c 

Account Receivable A/c 

Stock A/c 
Account Payable A/c 

Bank Loan A/c 

Anas & Bros. A/c 

 500,000 

400,000 

200,000 
250,000 

300,000 

 

 

 
 

 

275,000 
325,000 

1,050,000 
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Assets and Liabilities were required at book 

value.  

Anas & Bros. A/c  

               Share Capital A/c 

Issued 52,500 shares at par to vendor in 
settlement of account. 

 1,050,000 

 

 

1,050,000 

 

(c) 

General Journal 

Description Ref Debit Credit 

Land & Building A/c 
Plant & Machinery A/c 

Office Equipment A/c 

Office Furniture A/c 
Account Receivable A/c 

Stock A/c 

Account Payable A/c 
Bank Loan A/c 

Anas & Bros. A/c 

               Capital Reserve A/c 
Assets and Liabilities were required at less 

than book value.  

 500,000 
400,000 

200,000 

250,000 
300,000 

 
 

 

 
 

275,000 

325,000 
900,000 

150,000 

 

Anas & Bros. A/c  
               Share Capital A/c 

Issued 45,000 shares at par to vendor in 

settlement of account. 

 900,000 
 

 
900,000 

 

 

Example 06 

Aariz  Motors Corporation, having authorized capital of Rs. 2,000,000 divided 
into 500,000 shares of Rs. 4 each, took over the business of Aaqib Tyres Ltd for 

Rs. 1,475,000. The detail of assets and liabilities is as under: 

Land & 

Building 

Rs. 800,000 Plant & 

Machinery 

Rs. 400,000 

Office 
Equipment 

425,000 Bills Receivable 250,000 

Account 

Payable 

185,000 Loans 215,000 
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The purchase consideration is settled by paying cash of Rs. 475,000 and 

issuing shares for the balancing amount. You are required to pass the journal 

entries in the books of Aariz Motors Corporation if shares are issued (a) At Par 
(b) At 25% Premium (c) At 5% Discount. 

 

Solution 
(a) 

General Journal 

 Description Ref Debit Credit 

 Land & Building A/c 

Plant & Machinery A/c 
Office Equipment A/c 

Bill Receivable A/c 

Account Payable A/c 
Bank Loan A/c 

Aaqib Tyres Ltd. A/c 

Assets and Liabilities were required at 
above book value.  

 800,000 

400,000 
425,000 

250,000 

 

 

 
 

 

185,000 
215,000 

1,475,000 

(a) Aaqib Tyres Ltd. A/c  

Cash A/c 
Share Capital A/c 

Paid cash and issued 250,000 shares at 

par to vendor in settlement of account. 

 1,475,000 

 

 

475,000 
1,000,000 

 

(b) Aaqib Tyres Ltd. A/c  

Cash A/c                

Share Capital A/c 
Share Premium A/c 

Paid cash and issued 200,000 shares at 

25% premium to vendor in settlement of 
account. 

 1,475,000 

 

 

475,000 

800,000 
200,000 

 

(c) Aaqib Tyres Ltd. A/c  
Discount on Shares A/c 

Cash A/c                

Share Capital A/c 
Paid cash and issued 263,158 shares at 

5% Discount to vendor in settlement of 

account. 

 1,475,000 
52,632 

 

 
 

475,000 

1,052,632 
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Calculation of number of shares to be issued: 

���������������������

����������������
 

(a) Issue of shares at par = 
4

000,000,1
= 250,000 

(b) Issue of shares at 25% Premium = 
14

000,000,1


= 200,000 

(c) Issue of shares at 5% Discount = 
2.04

000,000,1


= 263,158 

 
5.4 Issuance of Debentures 
5.4.1. What is Debenture? 

A company has various sources to borrow money for expansion or 

operating its business. One of the sources of borrowing money is the issuance of 
debentures to general public. A debenture is a written acknowledgement by a 

company of a loan made to it. It may be defined as: 

It is a document containing the contract, issued under the common seal of 
a company, between issuer (Company) and Creditors (Debenture holders) for the 

repayment of loan and for the payment of fixed amount (interest) at fixed interval 

until the principal amount is paid.  
 

5.4.2 Kinds of Debentures 

Various kinds of debentures are described as follows: 
i. Registered Debentures 

Like the share of company, these debentures are also registered with 

the name of holders in the books of company. In case of transfer, these 
will be registered in the name of new buyer in the record of company.  

ii. Bearer Debentures 

 These are not registered in the record of company, any one holder of 
these debentures may claim the amount of interest and principal amount.  

 iii. Mortgage Debentures 

 These are issued against the security of fixed assets of a company. In 
case if company default the holder of these debentures may recover their 

amount of interest and principal amount by selling the assets of company.  
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iv. Simple Debentures 

 Unlike the registered debentures, these debentures don’t carry any 

security as to payment of principal amount and interest. These are highly 
risky debentures and also known as naked debentures.  

v. Redeemable Debentures 

 These debentures are payable after the specified time period which is 
mentioned in the contract of company.  

vi. Irredeemable Debentures 

 Unlike the redeemable debentures, these are not payable till the 
existence of company. Principal amount of these debentures only be paid 

after the liquidation of company.  

vii. Convertible Debentures 
 These debentures may be converted into common shares or 

preference shares of the company. Debentures holders may exercise this 

option after the specific time period.  
 

5.4.3 Difference between Debenture Holder and Shareholders  

The basic points of difference are mentioned below: 

Key Points Debenture holders Shareholders 

Voting 
Rights 

Debenture holders don’t have 
any voting right and can’t take 

part in the management. 

Shareholders have voting 
power and play important role 

in decision making of 

company. 

Relationship These are the creditors of 

company. 

These are the true owner of the 

company. 

Dividend They have been paid fixed 
amount of interest even if 

company bears loss. 

Dividend is paid to 
shareholders according to the 

profit of company. 

Payment 

preferences 

In the event of liquidation, 

claim of debenture holders have 

been settled before the 
shareholders. 

Claim of shareholders is paid 

after the payment to debenture 

holders. 

 

5.4.4 Accounting for issuance of debentures 
Accounting entries for the issuance of debentures are recorded form two 

different point of view as follows: 

a. For consideration point of view 
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b. For redemption point of view 

(i) Accounting entries for consideration point of view 

For consideration point of view the debentures may be issued  
(i) For Cash and  

(ii) (ii) For other than Cash.  

 
The entries for consideration point of view are as follows: 

a. Recording the issuance of debentures at par: 

Bank / Vendor A/c 
 Debenture A/c 

To record issuance of debentures at par 

 
b. Recording the issuance of debentures at Discount: 

Bank / Vendor A/c   (with issue price/Amount 

due) 
Discount on issue of Debenture A/c (with difference of issue price 

and face value) 

 Debenture A/c   (Cr. with face value) 
To record issuance of debentures at discount 

 

c. Recording the issuance of debentures at Premium: 
Bank / Vendor A/c   (with issue price/Amount 

due) 

Debenture A/c (with face value) 
Premium on issue of Debenture A/c (with excess price) 

To record issuance of debentures at Premium 

 
Example 07 

Rehan Corporation issued 5,000 10% Debentures of Rs. 200 each. Pass the 

journal entries for the issuance of debentures if 10% Debentures are issued: 
a. At Par 

b. At 5% Discount 

c. At 20% Premium 
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Solution 

Sr. 

No 

Description Ref Debit Credit 

(a) Bank A/c 

               10% Debentures A/c 
To record the issuance of 5,000 10% 

Debentures at Par   

 1,000,000  

1,000,000 

(b) Bank A/c 
Discount on issuance of Debentures A/c 

               10% Debentures A/c 

To record the issuance of 5,000 10% 
Debentures at 5% Discount 

 950,000 
50,000 

 
 

1,000,000 

(c) Bank A/c 

               10% Debentures A/c 
               Premium on issuance of Debentures  

To record the issuance of 5,000 10% 

Debentures at 20% Premium 

 1,200,000  

1,000,000 
200,000 

 

Example 08 
Burhan Corporation Limited bought complete business, comprising assets 

of Rs. 900,000 and liabilities of Rs. 400,000, from Nadeem footwear Ltd. It was 

agreed that purchase consideration be paid by issuing 10% Debentures of Rs. 100 
each. Pass the journal entries if purchase consideration is: 

a. Rs. 500,000 

b. Rs. 600,000 
c. Rs. 350,000 

 

Solution 

Sr. 

No 

Description Ref Debit Credit 

(a) Business Purchase A/c 
Nadeem Footwear Ltd A/c 

To record the agreement of purchase 

 500,000  
500,000 

 Sundry Assets A/c 

Business Purchase A/c 

Sundry Liabilities A/c 
 

 900,000 

 

 

500,000 

400,000 
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To record the assets and liabilities of 

purchased business 

 Nadeem Footwear Ltd A/c 

               10% Debentures A/c 

To record the issuance of 5000 10% 
debentures at par in settlement of 

vendor’s account 

 500,000  

500,000 

 

(b) Business Purchase A/c 
               Nadeem Footwear Ltd A/c 

To record the agreement of purchase   

 600,000  
600,000 

 Sundry Assets A/c 
Goodwill A/c 

               Business Purchase A/c 

               Sundry Liabilities A/c 
To record the assets and liabilities of 

purchased business   

 900,000 
100,000 

 

 
 

600,000 

400,000 

 Nadeem Footwear Ltd A/c 

               10% Debentures A/c 

To record the issuance of 6000 10% 
debentures at par in settlement of 

vendor’s account   

 600,000  

600,000 

 

(c) Business Purchase A/c 
               Nadeem Footwear Ltd A/c 

To record the agreement of purchase   

 350,000  
350,000 

 Sundry Assets A/c 
               Business Purchase A/c 

               Sundry Liabilities A/c 

               Capital Reserve A/c 
To record the assets and liabilities of 

purchased business   

 900,000  
350,000 

400,000 

150,000 

 Nadeem Footwear Ltd A/c 

               10% Debentures A/c 

To record the issuance of 3500 10% 
debentures at par in settlement of 

vendor’s account   

 350,000  

350,000 
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5.5 Self Assessment Questions 

Choose the best options: 

i. Which business has the perpetual life: 
a) Sole trader ship 

b) Partnership 

c) Joint stock company 
d) All of the above 

ii. Joint Stock Company is formed and governed under; 

a) Partnership act 1932 
b) Companies Act 2017 

c) Cooperative act 1925 

d) Finance act 1913 
iii. In which case members will be liable for all debts of company? 

a) Company limited by shares 

b) Company limited by guarantee 
c) Nonprofit organization 

d) Unlimited company 

iv. This is the primary form of company 
a) Company limited by shares 

b) Company limited by guarantee 

c) Nonprofit organization 
d) Unlimited company 

v. The maximum members in private limited company are: 

a) Twenty 
b) Thirty 

c) Sixty 

d) Fifty 
vi. The minimum members in public limited company are: 

a) Two 

b) Seven 
c) Ten 

d) Twenty 

vii. Who gives the guarantee for selling of shares to public:  
a) Promoters 

b) Directors 

c) Shareholder 
d) Underwriter 
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viii. The liabilities of member in public limited company are:  

a) Contingent 

b) Limited 
c) Unlimited 

d) Guaranteed  

ix. The amount of capital with which company is registered:  
a) Issued capital 

b) Called up capital 

c) Authorized capital 
d) Paid up capital 

x. The expenses incurred in formation of a company are known as:  

a) Indirect expenses 
b) Direct expenses 

c) Administrative expenses 

d) Preliminary expenses 
 

5.6 Give the short answers of the following questions:  

1. Define the Joint Stock Company? 
2. Write and describe any three features of Joint Stock Company. 

3. What do you know about common seal? 

4. How many types of Joint Stock Company are? 
5. Differentiate between private and public limited company 

6. Define the share and share capital of company 

7. What is subscribed capital? 
8. What is the difference between ordinary share and preference share? 

9. Define the deferred shares. 

10. What do you understand by issuance of shares at premium? 
11. Who are the promoters? 

12. Define the term debenture. 

13. How registered debentures differ from bearer debentures? 
14. Differentiate between debenture holders and shareholders? 

15. Pass the journal entry for the issuance of debentures at discount against 

cash. 
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5.7 Problems 

problem 01 

 Iqbal Corporation Ltd. was registered with an authorized capital of Rs. 
80,00,000 divided into 400,000 ordinary shares of Rs. 20 each. The company 

issued 250,000 ordinary shares to general public for subscription at par value. 

Applications for 300,000 shares were received. The excess amount was returned 
and shares allotted to successful applicants.  

Required:  Pass the Journal entries in the books of the company, Also show how 

the figures would appear in the balance sheet of the company.  
 

Problem 02 

 Nizami Textile limited company was registered with an authorized capital 
of Rs. 600,000 divided into 15,000 shares of Rs. 40 each. On 1st May, 2020 

Company issued 10,000 shares in the following manner: 

1,500 shares to promoters in reward of their services 
3,500 shares to directors for cash 

5,000 shares to general public 

On 15th May 2020, company received applications for 7,000 shares. Shares were 
not allotted to applicants of 2,000 shares and their application money was 

refunded. 

Required:  Record the above information in company’s books and show the 
figures in the balance sheet. 

Problem 03 

 Baghdadi Garments Company, with an authorized share capital of Rs. 
700,000 divided into 350,000 shares of Rs. 2 each, offered 250,000 shares to 

general public. All the shares were fully subscribed and issued. Pass the 

necessary journal entries if company issued shares: 
a. At Par 

b. At 10% premium 

c. At 5% discount     
 

Problem 04 

 On August 1, 2020 Green Ltd. issued 150,000 ordinary shares of Rs. 50 
each out of these 150,000 shares, 50,000 shares were issued to directors and 

remaining to the general public. On 15th August (the subscription date) 

application were received for 80,000 shares. Consequently 20,000 shares were 
taken up by the underwriters as per agreement. On 1st September, 2020 the 
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company allotted the shares. You are required to pass the journal entries in the 

books of the company and draft a balance sheet. 

 
Problem 05 

 Blue Limited Company with an authorized capital of Rs. 30 Million 

divided in 3 Million shares of Rs. 10 each, offered 15 Million shares at 5% 
premium to general public. All the shares were fully subscribed and issued.  

Required:  Pass the necessary journal entries and draw up the Company’s 

balance sheet.   
 

Problem 06 

 Raza Trading Corporation was formed with an authorized capital of 
80,000 ordinary shares of Rs. 500 each. On 1st Jan, 2020, the company issued 

40,000 shares to the general public and 24,000 shares were issued to a vendor, 

Mr. Idrees from whom company had acquired plant and machinery worth Rs. 
12,000,000. Applications were received on 15th Jan, 2020 only for all shares. On 

25th Jan, 2020, shares were allotted to the applicants.  

Required:  Record the above transactions in the books of the company and show 
the Balance sheet. 

Problem 07 

 Madani Corporation Limited was incorporated with a registered capital of 
Rs. 400,000 divided into 80,000 shares of Rs. 5 each. After passing a special 

resolution regarding the issuance of shares at discount, it issued 15,000 shares to 

directors and 25,000 shares to general public at 5% discount. All the shares were 
fully subscribed and allotted.  

Required:  Make journal entries and show the balance sheet of the corporation.    

 
Problem 08 

 Chishti limited with an authorized capital of Rs. 2,000,000 divided into 

200,000 shares of Rs. 10 each and subscribed and paid up capital of 120,000 
shares of Rs. 10 each, passed a resolution in a general meeting to issue 30,000 

shares of Rs. 10 each at 10% discount. The issue was permitted by the authorities. 

Applications were received for 25,000 shares. The remaining shares were taken 
by the underwriters as per agreement. All the shares were allotted. You are 

required to make the necessary entries and prepare the Balanced Sheet. 
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Problem 09 

 Qadri Corporation Ltd. took over the business of Khan & Sons. The detail 

of assets and liabilities is as under: 

Land & Building Rs. 1,250,000  Plant & Machinery Rs. 1,000,000  

Office Equipment              500,000  Office Furniture              625,000  

Account 

Receivable 
             750,000  Stock              375,000  

Account Payable              687,500  Bank Loan              812,500  

The purchase consideration is settled by issuing shares of Rs. 500 each at par. You 

are required to pass the journal entries in the books of Qadri Corporation if 
purchase consideration is (a) Rs. 3,000,000 (b) Rs. 3,500,000 (c) Rs. 2,500,000 

 

Problem 10 
 Siddiqu Plastic Ltd., having authorized capital of Rs. 2,000,000 divided 

into 500,000 shares of Rs. 4 each, took over the business of Aaqib Tyres Ltd for 

Rs. 1,475,000. The detail of assets and liabilities is as under: 

Land & 

Building 

Rs. 800,000 Plant & 

Machinery 

Rs. 400,000 

Office 
Equipment 

425,000 Bills Receivable 250,000 

Account 
Payable 

185,000 Loans 215,000 

 The purchase consideration is settled by paying cash of Rs. 475,000 and 

issuing shares for the balancing amount. You are required to pass the journal 
entries in the books of Aariz Motors Corporation if shares are issued (a) At Par 

(b) At 25% Premium (c) At 5% Discount. 

 
Problem 11 

 Starlight weaving limited acquired the business of Moonlight Ginning 

limited. The assets and liabilities of Moon Ginning ltd. at book value are given 
below: 

Land & 

Building 

Rs. 100,000 Machinery Rs. 50,000 

Furniture 25,000 Debtors 15,000 

Creditors 90,000   
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 The purchase consideration is to be paid by the company in fully paid up 

shares of Rs. 50 each. Pass the journal entries if the shares are issued: (a) At 

Par (b) At 20% Premium (c) At 10% Discount 
 

Problem 12 

 Majid Company Ltd. issued 12,000 15% debentures of Rs. 100 each. Pass 
the journal entries if debentures are issued: (a) At Par (b) At 10% Premium (c) At 

5% Discount 

Problem 13 
Rais Corporation Limited assets and liabilities of Raja Corporation Ltd. valued at 

Rs. 1,200,000 and Rs. 300,000 respectively.  It was agreed that purchase 

consideration be paid by issuing 20% Debentures of Rs. 1000 each. Pass the 
journal entries if purchase consideration is: 

a. Rs. 1,000,000 

b. Rs. 900,000 
c. Rs. 750,000 

 

5.8 Summary 
 A Joint Stock company is third form of business organizations, which is 

governed under the companies Act 2017. It can be defined as the voluntarily 

association created by law for profit with capital divisible into transferable shares 
carrying limited liability and having a perpetual life. The main objective of a 

company is to earn the profit for its members. However whole the profit earned be 

the company is not distributed among the members, rather than some portion of 
the profit is set aside as a reserve to be used in future.  

 There are three broad categories of company (i) Statutory Company (ii) 

Chartered Company (iii) Registered Company. Statutory by the special act of 
Parliament. Chartered Company is incorporated by the order of Royal Charter 

(Shahi Farman), whereas Registered Company is registered under the company 

ordinance 1984.  
 Registered companies have further various types such as (i) Companies 

limited by shares, in which the liability of members is limited to the nominal 

value of the shares. It has further two types (a) Private Company (b) Public 
Company. (ii) Companies limited by Guarantee (iii) Unlimited Company and 

Companies not for Profit.  

 The total amount invested by the members of company is known as the 
share capital of the company, which have also various types. The major types of 
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share capitals are Authorized Capital and Issued Capital. Authorized Capital is the 

amount of capital, which is mentioned in the memorandum of association of 

company, also known as the registered capital or nominal capital. Whereas Issued 
Capital is that portion of authorized capital which is offered to general public for 

subscription plus the amount of shares allotted to promoters and vendors. 

 The total amount of share capital is divided into small number of units, 
each unit is called Share of Company. Ordinary Shares, Preference shares and 

deferred shares are the major types of shares. Ordinary shares are the basic type of 

shares which every company issues and Preference Shareholders enjoy the fixed 
dividend at the end of each particular period. A share may be issued at par, at 

premium and at discount. When a share is issued at its face / nominal value is 

known as the issuance at par value, when share is issued above than its face value 
is known as issuance of premium and issuance at discount mean that share is sold 

less than its face value.  

 Apart from issuance of shares a company may raise finances by taking 
loan. A company has various sources to borrow money for expansion or operating 

its business. A debenture is one of the major sources of obtaining loan, it is a 

written acknowledgement by a company of a loan made to it. There are also 
various kinds of debentures such as registered debentures, bearer debentures, 

mortgage debentures, Simple Debentures, redeemable debentures, irredeemable 

Debentures and convertible debentures are the major types of debentures.   
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Introduction 
Accounting systems take into consideration the form of business 

organizations. A single person may carry out business; on expansion another 

one or two persons may join and form partnership. Later the business may take 
the form of limited companies. In this unit you will learn about the basic 

concepts of partnership business, how the profit or loss is distributed among 

the partners.  
 

 

 
Objectives 

After reading the unit you should be able. 

 
 to acquaint with general accounting procedure of partnership. 

 to list essential legal requirements regarding formation of 

partnership. 
 to state how to conduct the partnership business. 

 to prepare the profit & loss distribution account 

 to know how the capital accounts are maintained in partnership 
business 
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6.1.   Partnership: Basic Concepts 
6.1.1    What is partnership? 

In Pakistan the partnership Act, 1932 regulates the law of partnership. 

According to Section 4 of this Act: 
 

6.1.1.1 Definition of Partnership 

i. "It is the relation between the persons who have agreed to share 
the profits of business carried on by all or any of them acting for 

all".  

ii. "When two or more than two persons agree to combine their 
resources (capital & services) to carry on some lawful business 

is called partnership". 

 
6.1.1.2 Partner and Firm 

Persons who have formed partnership are individually called partners & 

collectively a firm. 
 

6.1.1.3 Important Terms 

Certain terms specially used in partnership accounts are defined as under: 
i. Articles of Partnership 

These are terms and conditions in the agreement between the 

partners. 
ii. Business 

It includes any trade, profession of vocations carries onto earn 

profit. 
iii. Firm 

Partners are collectively known as a firm. 

iv. Firm Name 
It is the name under which the business is carried on as known 

to the outside world. 

v. Co-Ownership 
It is a relation between two or more persons who own property 

jointly or in common. 
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6.1.2 Essentials of Partnership 

Following are the essentials that must exists in a business before it can 

be called partnership. 
i. There must be at least two partners. 

ii. There must be an agreement either oral or in writing. 

iii. The agreement must show how to share profit & loss of the 
business. 

iv. The business should be for lawful purpose / consideration. 

v. The business should be carried on by all or any of them acting 
for all. 

vi. The liability of each partner is unlimited for all debts of 

partnership business. 
vii. During business, every partner is the agent of other partners or 

the firm. 

viii. No one is allowed to transfer his share or interest to any other 
person without consent of all partners. 

 

6.1.3 Partnership Agreement / Deed 
 The document which contains terms and conditions of partnership is 

known as partnership deed. In the absence of an agreement, the provisions of 

partnership Act are applicable. However, the Act leaves it to the discretion of 
partners to frame rules and regulations for running on the partnership business. 

Written agreement between partners will be helpful in case of disputes between 

the partners. 
 

6.1.4 Self-Assessment Questions - 1 

 
1. Tick () mark the correct answer. 

 

i. A relation between two or more persons who own property 
jointly is called. 

 a. Partnership  b. Co-ownership. 

ii. Partnership business is governed under the Act of. 
 a. 1932  b. 1940 c. 1947 
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iii. The relation between person who have agreed to share the 
profits of the business carries on by all or any of them acting for 

all is known as: 

 a. Sole ownership b. Partnership  c. Corporation. 
vi. The owners of the partnership business are called. 

 a. Partners b.  Members  c.  Shareholders. 

v. The following document contains the terms and conditions to 
run the partnership business. 

 a. AOA b.  MOA  c.  Partnership Deed. 

 
2. State whether each of the following statements is ‘True’ or ‘False’. 

i. A partnership firm enjoys a separate legal personality apart 

from its partners. 
ii. Every partner has a right to be consulted in all decisions 

affecting the business of partnership. 

iii. Current accounts are maintained in case of fluctuating capital 
system. 

iv. In the absence of any contract on the contrary, partners are 

required to share profits and losses equally. 
v. Partners are mutual agents for each other. 

 

6.2. Accounting Treatment for Distribution of Profit & Loss 
 According to Partnership Act 1932, profit earned, or loss suffered is 

distributed among the partners. For this purpose, profit & loss appropriation 

account is opened, and profit or loss is transferred to it. After distribution of 
profit & loss, the respective amounts are transferred to capital accounts of 

partners. This section describes about the maintaining of profit & loss 

appropriation account and capital accounts of the partners.  
 

6.2.1  Profit & Loss Distribution Account 

 This account is an extension of profit and loss account and is credited 
with the amount of current period profit transferred and interest on drawings. 

On the debit side, loss suffered during the period, interest on capitals, salary 

and commission of partners are recorded. After recording the above-mentioned 
items balance is distributed among the partners and transferred to their capital 

or current accounts.  
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6.2.2 Capital Accounts 
 These accounts show the financial contribution of each partner in the 

firm. Except for amendments to the proportions and extent of capital held, as 

for example, on admission of another partner, these capital amounts may 
remain unchanged. 

 

6.2.3 Current Accounts 
 These accounts show day-to-day transactions affecting the partners 

apart from other business transactions. For example, credit for the share of 

profits and interest (if any) on capital, and debits for drawing (at the end of 
year) and any charge for interest on drawings. 

 

6.2.4 Drawing Accounts 
 During the year when it is apparent that business is operating at a 

profit, the partners may wish to make drawings, either in cash or in kind 

against their anticipated share of profits. These drawings must be kept away 
from the profit and loss account. At the end of the year these drawing accounts 

are closed to the current accounts of the partner (see 2.2 above). 

 
6.2.5 Interest on Drawings 

According to the Partnership Act no partner’s a drawing should be 

charged unless there is an agreement amongst the partners to the contrary. 
Usually, no interest is charged on reasonable drawings of the partners, but 

when the withdrawals are heavy, the partnership deed should provide for 

charging interest on drawings. Interest is charged on Drawings in the following 
cases: 

a. Where the drawings of the partners are unequal. 

b. Where the drawings are made on different dates. 
 

6.2.6 Interest on Capital Account 

According to the Partnership Act no interest is payable on the capital 
supplied by the partners. But if there is an agreement as to the payment of 

interest on capital, interest is payable at an agreed rate before division of 

profits. For the sake of equity, it is necessary to allow interest on partners 
capitals in the following cases: 
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a. Where partners share profits equally but have unequal capitals, 
b. Where the partners have equal capitals but share profits 

inequality. 

 
6.2.7 Partners Salary 

According to the Partnership Act, no partner is entitled to any salary 

for the work done for the firm. But if there is an agreement, a partner may 
be entitled to remuneration for his work to the firm. Where some of the 

partners devote whole of their time to the business, while other do not, it is 

usual to allow the former a salary before distributing the net profit. This 
practice is also followed where there are junior partners, having small 

capital in the firm who get remuneration from the business for their 

services. The salary is either drawn out in cash or credited to the Current 
Account of the partners. 

 

Example-1 
 A and B enter into-a partnership on 1st January 2020 by introducing 

Rs.50000/- and Rs. 100000/- respectively. Partnership deed provides 10% 

interest on equity / capital. A is entitled to a monthly salary of Rs. 1000. 
Income for the year before charging interest on capital and A’s salary 

amounting to Rs.57000. They share income and expenses equally. A’s 

drawings 1500, B’s drawings 2000. Show the distribution of incomes, journal 
entries and accounts relating to partners under: 

 i. Fixed nature of capital 

 ii. Fluctuating nature of capital. 
Solution 

PLS appropriation account  

For the year ended on December 31st, 2020 

To Salary – A 

To interest on capital 

     A          5000 
     B          10000 

To net profit: - 

     A = 15000 
     B = 15000  

12000 

 

 
15000 

 

 
30000 

By balance b/d  

 

57000 

 

 57000   57000  
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General Journal 

A. When capitals are fluctuating 

Date Description PR Dr. Cr. 

Dec. 31 Salaries 

            A’s capital 

Salary allowed to A   

 12000  

 

 

12000   

 Interest on capital 

             A’s capital 
             B’s capital 

Interest allowed on capital 

 15000  

5000 
10000   

 Profit on capital 
            A’s capital 

            B’s capital 

Income distributed   

 30000  
 

  
15000 

15000 

 

B. When the capitals are fixed 

Date Description PR Dr. Cr. 

Dec. 31 Salaries 

            A’s current-account 
Salary allowed to A   

 12000  

 

 

12000   

 Interest on capital 

             A’s current account 
             B’s current account 

Interest allowed on capital   

 15000  

 

 

5000 
10000   

 Profit and loss account 

             A’s current account 

             B’s current account 
Income distributed   

 30000  

 

 

15000 

15000  
 

 

Capital account 
(When capitals are fixed) 

Date Description A B Date Description A B 

Dec. 31 Balance 50000 

 

50000 

100000 

 

100000 

Jan.1 Cash 50000 

 

50000 

100000 

 

100000  
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Partner’s current accounts 

Date Description A B Date Description A B 

Dec.31 Cash (drawings) 1500 2000 Dec. 1 Salary 
Interest 

12000 
5000 

 

 
10000  

Dec.31 Balance 30500 
32000 

23000 
25000  

 PLS a/c 15000 
32000 

15000 
25000  

 
Capital accounts 

(When capitals are fluctuating) 

Date Description A B Date Description A B 

Jan. 1 

Dec. 31 

Cash 

(drawings) 

 
Balance 

1500 

 

 
80500 

82000 

2000 

 

 
123000 

125000 

Jan. 1 

Dec. 31 

Cash 

Salary 

Interest 
PLS a/c 

 

Balance 

50000 

12000 

5000 
15000 

82000 

80500 

100000 

 

10000 
15000 

125000 

123000  

 

Example-2 
 X, Y and Z are partners in a firm. On 1st January the balance of their 

capital was Rs.50000/-, Rs.75000/- and 100000/- respectively. During the year 

each partner drew Rs.3000/-. They share profit and loss in the ratio 1:1:2 
during the year. The firm earned profit of Rs.52050/- without having the 

following adjustments. 

i. Interest on capital and drawings at the rate of 10% 
ii. Z is to be provided salary of Rs.500 a month. Each partner’s 

drawings are Rs.3000. Show profit and loss appropriation 

account and capital accounts. Capital under fixed and 
fluctuating method. 
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Profit and loss appropriation account 
Dr.             Cr. 

Description Amount Description Amount 

Interest on capital: 
X- 5000 

Y -  7500 

Z -  10000 
Z’s salary 

profit transferred to: 

X -  6000 
Y -  6000 

Z –  12000 

 
 

 

 
22,500 

6000 

 
 

 

24,000 

By balance b/d 
By interest on 

Drawings 

X – 150 
Y – 150 

Z – 150 

 

52,050 
 

 

 
 

450 

 

 52,500  52,500 

 
Capital accounts 

(When capitals are fluctuating) 

 

Description X Y Z Description X Y Z 

Cash (Drawings) 
Interest on drawings 

 

Balance 

3000
150

57850

3000
150

85350

3000
150

124850

Balance 
Interest 

Salary 

PLS account 
 

50000
5000

6000

75000 
7500 

 

6000 
 

100000
10000

6000

12000

Total 61000 88500128000 Total 61000 88500 128000

 Balance 57850 85350 124850

 

 
Capital account 

Dr.       (When capitals are fixed)  Cr. 

 

Date Description X Y Z Date Description X Y Z 

Dec.31 Balance 

 

50000 75000100000Jan.1 Balance 50000 75000 100000

  50000 75000100000  50000 75000 100000
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Current account 
Dr.      Cr. 

Description X Y Z Description X Y Z 

Cash (Drawings) 
Interest on drawings 

 

Balance 
Total 

3000
150

7850
11000

3000 
150 

 

10350 
13500 

3000
150

 

24850
28000

Interest 
Salary 

Exp. & Rev 

Summary 
Total 

5000

6000
11000

7500 
 

 

6000 
13500 

10000
6000

12000
28000

Note: If the dates on which amounts are withdrawn are not given the interest 
on the whole of the amount will be charged for six months on the 

assumption that amounts were withdrawn-evenly throughout the year. 

Example-3 
 Mr. Akbar, Ali, and Ahmed formed a partnership on 1st January 

contributing Rs.50000. 70000 & Rs.100000 respectively. They share profit and 

loss in the ratio of 5:7:10. During the year they earned profit of Rs.49000. 
They however omitted the following matters. 

i. Interest on capital was not provided, rate being 10%. 

ii. Salary to Mr. Ali amounting Rs 5000 was not paid. 
iii. Reserve at the arte of 5% was to be provided at the figure of net 

profit after all the adjustments. Show the capital accounts of the 

partners if capitals are fluctuating. Drawing were: Akbar 
Rs.6000, Ali Rs.8000 and Ahmed Rs.10000/-. 

Solution 

Profit and loss appropriation account 
For the period ended on 31st December 

To interest on capital 

Akbar –  5000 
Ali –  7000 

Ahmed –  10000 

To salary Ali 
To reserve fund 

To net profit 

Akbar –  4750 
Ali –  6650 

Ahmed –  9500  

 

 
 

22000 

5000 
1100 

 

 
20900 

By balance 49000  

 49000    49000  
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Capital account 

Description Akbar Ali   Ahmed  Description Akbar Ali Ahmed  

To cash (drawings) 

 
 

 

To Balance  

6000

53750
59750

8000

80650
88650

10000

109500
119500

By balance 

By interest 
By salary 

 

By PLS a/c 

50000

5000

4750
59750

70000

7000
5000

6650
88650

100000

10000

9500
119500  

 
Example-4 

 Mr. Aslam, Akbar and Azhar are partners in a partnership business, 

contributing Rs. 40000/-, Rs. 50000/- and Rs. 50000/-. 
i. Mr. Aslam is entitled to salary Rs. 3000/- per year. 

ii. Interest of 10% is to be provided on capital of each partner. 

iii. Akbar is entitled of commission of 10% of any surplus after (i), 
(ii),  

iv. Remaining profit is to be distributed in the ratio of 4:3:1: Profit 

before all the adjusting amounts is Rs. 61000/-. 
Prepare statement of Income Distribution and capital accounts of the 

partners. 

 
PLS Account for the year end 

To salary (Aslam) 

To interest on capital 
Aslam                         4000 

Akbar                          5000 

Azhar                          5000 
To commission – Akbar 

To net profit 

Aslam                       20000 
Akbar                       15000 

Azhar                         5000 

3000 

 
 

 

14000 
4000 

 

 
 

40000 

By balance  

 

61000 

 61000  61000 
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Capital account 

Date DescriptionAslam AkbarAzhar Date Description Aslam  AkbarAzhar  

Dec.31Balance  

 

67000 

 
 

 

 
 

74000 60000Jan.1 Balance 

Salary 
Interest on 

Capital 

Commission
PLS a/c 

40000 

3000 
 

4000 

 
20000 

50000

5000

4000
15000

50000

5000

5000

  67000 74000 60000  67000 74000 60000  

 

Note:  Commission has been calculated with the help of the following 

formula. 
 

NP x Rate of Commission  = 44000 x 10 = 4000 

100 + Rate of Commission         110  
 

Example-5 

 Balance of capital of M/s Z & M on 1st January is Rs.80000/- and 
Rs.50000/- respectively. The partnership deed provides the following: 

i. Interest to be charged on capital 10% and on drawings 8% per 

annum.  
ii.  Mr. Z is entitled for salary of Rs.1000/- per month. Each partner 

withdrew Rs.400/- per month on first of each month. 

iii. Mr. Z withdrew salary for 6 months i.e. Rs.6000/- and this was 
charged to profit and loss account. 

iv. Profit for the year before charging interest on drawing and 

capital and unpaid salary amounts to Rs.44247- They share 
income and expenses 2:1. Prepare capital accounts. 
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Solution:                                   M/s Z & M 
PLS account for the period end 

To interest on capital 

Z – 8000 
M – 5000 

To salary – Z 

To net profit 
Z – 14998 

M – 7499 

3000 

 
13000 

6000 

 
 

22497 

By balance 

By interest on drawing 
 

Z – 130 

M –130 

44247 

 
 

 

 
260 

 

44497 44497 

 

Interest on drawing has been calculated as under: Product 
Rs.400/- draws on 1st Jan. stands for 12 months 400 x 12 = 4800/- 

Rs.400/- on 1st February stands for 11 months 400 x 11 = 4400/- 

Rs.400/- draws on 1st march stands, 10 months 400 x 10 = 4000 and so 
on. 

The sum will be Rs.31200. By dividing it on 12 we will get the 

weighted average of drawings that remained outstanding throughout the year.  
 

Weighted Average Drawing = Rs.31200  =   Rs.2600       

                                                       12 
Interest on Drawings = Rs.130 

Date Detail Z M Date Detail Z M 

Dec.31 Interest on 
drawings  

Cash drawings  

Balance 

208

4800

104068

208

4800

57569

Jan. 1 
Dec.31

Balance 
Interest on capital 

Salary 

PLS a/c 

80000
8000

6000

14998

50000
5000

7499

  108998 62499  108998 62499

 

6.2.8 Capital Ratio as Basis of Sharing Profit and Loss 

 Under this system the profit or loss of the business is divided in the 
ratio of the capital. The capital ratio may be of the following type: 

i. Beginning capital ratio 

ii. Ending capital ratio 
iii. Average capital ratio 
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i. Beginning capital ratio: 
When profit or loss is to be divided according to beginning capital 

ratio, the capital balance on 1st day of the accounting period is taken as 

a base. If the capital balances of M/s A & B on 1st day of the 
accounting period is Rs.30000/- and Rs.50000/- respectively, the profit 

or loss will be divided between them in the ratio of 3:5. 

ii. Ending capital ratio: 
When profit or loss is to be divided according to ending capital ratio, 

the capital balance on the last day of the accounting period is taken as a 

base. If the capital balance of M/s Y and Z on the last day of 
accounting is Rs.70000/- and Rs.30000/- the profit will be divided in 

the ratio of 7:3. If the capital at the end of a particular period is not 

given it will be calculated in the following way: 
 

Ending Capital   =  Beginning capital + additional investment          

(-) drawing 
 

Example – 6 

 Akbar, Babar and Shan started business on 1st January, with 
Rs.30000/-. Rs. 50000/- and Rs. 60000/- respectively. They made additional 

investment during the year Rs.10000/-, Rs.4000/- and Rs. 5000/- respectively. 

During the year Akbar withdrew Rs. 4000/- and Shan Rs. 2000/-. During the 
year the firm earned a profit of Rs.21420. Give the necessary journal entries, if 

profit is distributed. 

(a) Beginning capital ratio 
(b) Ending capital ratio 

Solution 

Beginning capital ratio 

 Akbar Babar Shan 

Capital 

Profit ratio 
Or 

30000 

3 
3/14 

50000 

 5 
5/14 

60000 

6 
6/14   

 
Share of Akbar = 3/14 x 21420 = Rs.4590/- 

Share of Babar = 5/14 x 21420 = Rs.7650/- 

Share of Shan = 6/14 x 21420 = Rs.9180/- 
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Ending Capital Ratio 

 Akbar Babar Shan 

Capital 
Profit  

ratio 

Or 

30000 + (10000 – 4000) 
36000 

4 

4/17 

50000 + (40000-0) 
54000 

6 

6/17 

60000+(5000-2000) 
63000 

7 

7/17   

 

Share of Akbar = 4/17 x 21420 = Rs.5040/- 
Share of Babar = 6/17 x 21420 = Rs.7560/- 

Share of Shan = 7/17 x 21420 = Rs.8820/- 

 
Case (a)  General journal  Dr.        Cr. 

Profit on Capitals: 

 To capital – Akbar 
 To capital – Babar 

 To capital – Shan 

(income distributed) 

 21420  

 

 

4590 
7650 

9180 

 

 

Case (b)      Dr.        Cr. 

Profit and loss account 

 To capital – Akbar 

 To capital – Babar 
 To capital – Shan 

(income distributed) 

 21420  

5040 

7560 
8820 

 

 
iii. Average capital ratio 

 If the profit or loss of the business is to be divided in the ratio of 

average capital, the average capital is ascertained as under: 
 

(a) Periodical balance of each partner’s capital is ascertained. 

(b) Periodical balance is multiplied by the unchanged period and 
product is calculated. 

(c) Add the product of each period to get the total product. 

(d) Divide the total product by total period. 
(e) The resulting figure will be the average capital. 
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6.2.9 Self-Assessment Questions-II 

1. State which one is the most appropriate answer. 

i. In the absence of an agreement, interest in loan advanced by a 
partner to the firm is allowed at the rate of. 

  a. Six percent    b. Five percent       c. Twelve percent 

 ii. In the absence of an agreement, partner shall. 
  a. Be paid salaries b. not be paid salaries 

  c. Be paid salaries to those who work for the firm. 

iii. Current account of the partners should be opened when the 
capitals are. 

  a. Fluctuating      b. Fixed       c. Either fixed or fluctuating. 

iv. Where a partner is entitled to interest on capital subscribed by 
him, such interest will be payable. 

 a. Only out of profits   b. Only out of capital 

 c. Out of profit or out of capital d. none of these. 
v. The interest on partners capital account is to be credited to 

 a.  Partners capital account b. Profit and loss account. 

 c.  Interest account 
2. Tick () mark the correct answer. 

 i. Current account of each partner is opened: 

a. When capital are maintained under fixed methods. 
b. When capital are maintained under fluctuating methods. 

ii. Balance in the partner’s current account increases capital if it 

shows. 
iii. Capital may be maintained under: 

a. Fixed capital method 

b. Fluctuating capital method, (c) by any of the above 
iv. The balance of income summary increases capital of the 

partner. 

a. In case balance is debit   b. in case balance is credit 
3. State the most appropriate answer. 

 i. The balance of income summary increases capital. 

  a. When balance is debit b. If balance is credit 
ii. If a partner contributes assets as well as liabilities his net capital 

investment is determined by way of. 
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iii. Allowance for reserves is made 
a. after distribution of profit 

b. before distribution of profit 

iv. Share of each partners profit is calculated after the preparation 
of. 

 a. Balance sheet  b. Income statement 

v. Every partner has the right to take part in the ______ of a 
partnership business. 

 a. Election b. Management 

 
6.3  Self-Assessment 

1. Narrate the salient features of partnership. 

2. What is partnership deed? Discuss the essential elements of Partnership 
deed. 

3. Can a partnership firm be formed without entering into written 

agreement? Explain the implications of such cases. 
4. Describe the types of ratios, which are applicable for dividing profit 

and loss and explain how we calculate them. 

5. Explain the methods of maintaining capital accounts. 
6. Differentiate between (a) Fixed Capital Method. (b) Fluctuating Capital 

Method 

 
6.4 Problems 

1. Saleem, Nadeem and Kaleem, are partners in a business. During the 

year 2020 they earned a profit of Rs.25668/-, the capital accounts of the 
partners for the period are given as under: 

 

Capital Nadeem 

20-A 

Oct. 1 

Dec. 31 

 

To drawing 

To balance 

 

4000 

52000 

20-A 

Jan. 1 

Mar. 1  

By balance  

By cash (investment)  

 

 

50000 

6000 

  56000   56000 
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Capital Saleem 

20-A 

Mar. 1 

Jul. 1 
Dec. 31 

 

To drawing 

To drawing 
To balance 

 

3000 

3000 
60000 

20-A 

Jan. 1 

May 1 

 

By balance 

By cash (investment) 

 

60000 

6000 
 

  66000   66000 

 

Capital Kaleem 

20-A   20-A   

Nov. 1 

Dec. 31 

To drawing 

To balance 

2000 

72000 

Jan. 1 

Jan. 1 

By balance 

By cash (investment) 

70000 

4000 

  74000   74000 

 

Required: Calculate the share of profit of each partner and pass the 
necessary journal entry under: 

(a) Beginning capital ratio 

(b) Ending capital ratio 
(c) Average capital ratio 

 

2. Green and Blue are doing a partnership business with a capital 
investment of Rs. 500,000 each. The partnership deed provides that 

both partners be entitled a monthly salary of Rs. 25,000 and Rs. 40,000 

respectively. They share profit and loss in equal proportion. Income 
before the partner’s salary amounts to Rs. 200,000. 

Required: Set out the profit and loss account appropriation account and 

show partners’ capital account in fluctuating form. 
 

3. Ross & Lilly formed a partnership on 1st January 2020 with capital 

investment of Rs. 2,500,000 and Rs. 3,000,000 respectively. The 
partnership deed provides that each partner will be allowed 10% 

interest on his capital and Ross is allowed monthly salary of Rs. 50,000 

for his additional duties. Profit is to be divided in the ratio of initial 
investment. Drawings amounts to Ross Rs. 20,000 and Lilly Rs. 

15,000. Profit before above adjustment amounting to Rs. 220,000. 

Required: Prepare the profit and loss appropriation account, prepare the 
partners’ capital account under fixed method of capital. 
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4. Moon and Star entered into a partnership on 1st January 2020, by 

introducing capital Rs. 500,000 and Rs. 750,000 respectively, 

Partnership deed provides 10% interest on capital. Moon is entitled to a 
monthly salary of Rs. 15000. Profit of year 2020 before above 

adjustments amounting to Rs. 250,000 they share profit and loss in the 

rate of 2:1 Moon’s drawing Rs. 15000 and Star’s drawing Rs. 20,000 
during the year. 

Required: Show Profit and Loss appropriation account and partner’s 

capital accounts under fixed and fluctuating methods. 
 

5. Red, Orange, and Yellow are partners in a firm sharing profit and loss 

in the ratio of 5:3:2 respectively. Their capital on the beginning of the 
year were Rs. 300,000 Rs. 200,000 and Rs. 100,000 respectively. 

According to partnership deed.  

(a) Red is entitled for a salary of Rs. 40,000 per month. 
(b) Interest on capital and drawing is 10% per annum. 

(c) Yellow is entitled for a monthly commission of Rs. 20,000 per 

month. 
The profit for the year ended on December 31, 2020 before above 

adjustments was Rs. 650,000. The partners made the drawing as Red 

Rs. 15,000/- Orange Rs. 10,000/- during the year. You are required to 
prepare profit and loss appropriation account and their capital 

accounts.   
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6.5 Summary 
When two or more than two persons agree to combine their resources 

(capital & services) to carry on some lawful business is called partnership. The 

partnership operations are generally governed by the terms and conditions 
contained in the partnership agreement. Partnership accounts follow the usual 

principles and procedure of accounting. According to Partnership Act 1932, 

profit earned, or loss suffered to be distributed among the partners. 
For this purpose, profit & loss appropriation account is opened and 

profit or loss is transferred to it. After distribution of profit & loss, the 

respective amounts are transferred to capital accounts of partners. Capital are 
maintained on two basis fixed capital or fluctuating capital. Under the fixed 

capital method capital accounts remain fixed and all the necessary adjustments 

which need to be adjusted in capital accounts are made in the respective 
current account. Under the fluctuating capital methods all necessary 

adjustments are made in the capital accounts of partners.  
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Introduction 
In the previous unit you have learnt how to distribute profit or loss 

among the partners and the associated accounting treatment. This unit describe 

the accounting procedure for the admission of partner into partnership firm. It 
describes the methods of admitting new partner into business and the methods 

of treatment of goodwill. Apart from this it explains the revaluation of assets 

and liabilities at the time of admission of a partner.  
 

 

Objectives 
After reading the unit, you should be able: 

 

 to follow accounting procedure on admission of incoming 
partner or a new partner. 

 to work out the goodwill on changes in partnership. 

 to know the methods of goodwill treatment. 
 to prepare the revaluation account of assets & Liabilities as and 

when necessary. 

 to prepare the revised balance sheet after admitting the new 
partner.  
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7.1. Admission of a New Partner 
 One way to extend the partnership business is to admit a new partner. 

Subject to special agreement, a new partner can be admitted only with the 

consent of all the existing partners. The partners reconsider the working 
arrangements and agree on fresh terms and conditions under which the 

reconstituted business shall be run. On admission of a new partner the existing 

partners will naturally become entitled to have satisfactory compensation for 
surrendering a part of their share in the profit of the firm. The following 

paragraph deals with admission of a new partner in the firm. 

  
7.1.1 Admission Procedure 

 A new partner can be admitted into partnership business by the 

following ways: 
(A)  By making investment into business 

 When a new partner makes investment into firm, the following entry 

will be passed. 
 

xxxx Cash or non-cash assets 

 New Partner’s Capital A/c  
Investment made by Asghar 

xxxx 

 

 

xxxx  

 

(B)  By purchasing interest from existing partner 
When a new partner purchases interest of the old partners neither the 

total assets nor the total capital of the business is affected. The new partner 

pays the purchase price directly to the old partners; therefore, payment is not 
recorded in the books of the firm. Only entry will be for the transfer of capital 

of the old partners to the new partners. Capital of the old partner will be 

decreased, and capital of new partner will be increased, the journal entry would 
be: 

 

xxxx Old Partner’s Capital  

 New Partner’s Capital A/c  

Investment made by Asghar 

Xxxx 

 

 

xxxx  
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7.1.1.1 Sequence of Treatment 
When a new person is admitted as a partner, certain adjustments in 

account books become necessary. Chiefly this is because, the new partner will 

require a share in the profits of the firm and due to this reason, the old partners 
will stand to loss and sacrifice a part of their profit when accommodating the 

incoming new partner. At the time of admission, the main questions to be dealt 

with are: 
(a) Treatment of goodwill/or bonus 

(b) Revaluation of assets and liabilities 

(c) Settlement of new profit-sharing ratio. All these issues are 
discussed in the following. 

 

7.1.2 Goodwill in Partnership 
 The first thing, which is to be taken in consideration on admission of a 

new partner, is goodwill. The term goodwill has been defined in various ways: 

(a) “Nothing more than the probability that the old customers will 
resort to the old place”. 

(b) “The benefits and advantages accruing from the habitual 

customers of a successful business”. 
(c) “The excess value of an old established business over the 

capital value of the same”. 

(d) “The value attaching to the reputation of business”. 
In fact, goodwill means the goodwill, rather the good wishes of the 

buying public towards a particular business as a result of which, that business 

attracts a regular flow of customers and good profits. Briefly, goodwill may be 
said to be that element arising from the reputation, connection or other 

advantages possessed by the business, which enables it to earn profits greater 

than the return normally expected on capital invested in the tangible assets 
employed in the business. It is the value of the reputation of the firm. 

Goodwill is a positive asset, no doubt, but it is an intangible asset 

unlike plant and machinery, land and building, stock is trade, etc. goodwill 
cannot be seen but its existence can be felt and appreciated. The existence of 

changes hands and its goodwill fetches a good sum, although the old 

proprietors were not perhaps fully aware of its existence and value. 
The factors, which are responsible for the goodwill of a business, may 

be one or more of the following: 
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(a) The name of the business. 

(b) The nature or reputation of the article sold or of the service 
rendered. 

(c) The personality or personal reputation of the proprietors. 

(d) The particular advantage of the site of business. 
(e) The possession of the trademarks, patents, or trade name by the 

firm. 

The factors named above result in extra profits and hence goodwill will 
arise when business is profitable. A business running into losses will have, 

generally, no goodwill. 

 
7.1.3 Valuation of Goodwill 

 There are various methods in practice for the valuation of goodwill. 

The usual methods are as under: 
 

7.1.3.1 Average Profit Basis 

 In this case the profits of the past few years are averaged. The average 
is multiplied by a certain number (2 or 3 or 5) as agreed. It is expressed, for 

example, as 3 years purchases of 5 year’s average profits. The profits for the 

year 20-A to 20-F have been Rs.8000/-, Rs.10000/-, Rs.12000/-, Rs.7000/-, 
and Rs.13000/-. First of all ascertain the average for 5 years profits and then 

multiply that average by three. The product will be the amount of goodwill. 

The average comes to Rs.10000/-. The goodwill be 3 x 10000 = Rs.30000/-. 
 

7.1.3.2 Super Profit Basis 

 In this case interest on capital employed at the rate prevailing in the 
market and also reasonable salary of the proprietor is deducted from the 

average profit. What remains is “Super Profits”. Suppose in the case discussed 

above the capital of the firm consists of Rs.80000/- and that 5 percent is 
reasonable return in the industry. The reasonable or normal profit @ 5 percent 

has come to Rs.4000/-. The average profits being Rs.10000/-, the super profits 

in this case come to Rs.6000/-. In the example given above, if goodwill is to be 
calculated at 3 years purchase, the goodwill is 6000 x 3 = Rs.18000/- 
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7.1.3.3 Capitalization Method 

 In this method the value of the whole business is found out by the 

formula, 

 100
Re

Pr


returnnormalorasonable

ofit
 

 

 From this figure the assets of the firm are deducted, and the remainder 
is goodwill. In the above example of the value of the whole business is 10000 

x 100 or Rs.10000/-. Net assets or capital is Rs.80000/-. Hence the goodwill 

will be 10000 – 80000 = Rs. 20000/-. 
 

7.1.4  When Goodwill is Valued? 

 The necessity for the valuation of goodwill arises in the following 
cases: 

(a) When a new partner is admitted to partnership 

(b) When a partner retires or dies 
(c) When the profit-sharing ratio amongst the partners is changed 

and 

(d) When the business is dissolved or sold 
 

7.2.  Accounting Treatment of Goodwill/Bonus 

 When a person wishes to join an existing business as a partner, it is but 
reasonable that the existing partners should require the newcomer to pay a sum 

over the above amount of capital he desires to put in, for giving him a share in 

the profits of the firm. The amount is called goodwill. However, it is not 
necessary that the new partner should pay his share of goodwill in cash. There 

are various ways in which goodwill can be dealt with on the admission of a 

partner. Following are the ways: 
 

7.2.1 Goodwill Paid Privately 

 Under this method in-coming partner pays goodwill to the old partner 
privately outside the business. In this arrangement no entry is made or recorded 

in the books of the firm as it is purely a personal arrangement between the old 

partner and the new partners and the premium, bonus or goodwill thus paid by 
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the incoming partner, is not the firm’s property, and therefore no accounting 
entries are required to be made. 

 

7.2.2 Goodwill brought in Cash and Retained 
 In this case the incoming partner brings goodwill in cash which is 

retained in business, this amount will be divided between the old partners in 

their profit sharing ratio. The entries to be made would be: 
 

a. Debit cash or Bank Account 

Cr. good will account 

(with the actual amount, which is 

brought in as goodwill) 
b. Debit goodwill account 

Credit old partner capital 

account 

(in the ratio in which old partners are 

sharing) 

One point must, however, be noted. This should be the case when the 

admission of a person as partner, the ratio as among the old partners does not 

change. But on the admission of a new partner the profit sharing of old partners 
as among them is also changed. It has been made clear above that goodwill is 

compensation to old partners. Therefore, the amount brought in as goodwill by 

the incoming partner should be credited to the old partners in the ratio of their 
sacrifice and not in the old profit-sharing ratio. 

 

7.2.3  When Goodwill Paid in Cash and Withdrawn 
 This method is like the second, with the exception that the money paid 

in by the incoming partner for goodwill is not left in the business but is 

withdrawn by the old partners. The journals entries in this method are similar 
to those made in second method, except the following additional entry, which 

is made when the old partners withdraw goodwill. 

 Old partner capital  Dr. With the amount of cash 
        To cash / bank account Cr. Withdrawn by old partners 

 

7.2.4 Goodwill Raised 
 Sometimes it happens that the incoming partners fail to pay the old 

partners his share of goodwill in cash. In such a case, in order to compensate 

the old partners, it is agreed to raise a goodwill account in the books of firm. 
Goodwill account is raised at full-agreed value and is shown as an asset in the 

balance sheet. The entry will be: 
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Goodwill account  Dr.  
To old partners’ capital account)  Cr. 

(In the old profit-sharing ratio) 

 A point to note is that if the goodwill is already appearing in the 
books of old firm, the entry will be for the difference only, if the amount of 

goodwill already appearing in the books is more than the present value then it 

means that there is a loss to be suffered by the old partners, in this case, the 
entry will be: 

Old partners’ capital  Dr.  

To goodwill account   Cr. 
(In the old profit-sharing ratio) 

 

 This will be clear from the following example: 
 

7.2.5 Goodwill Raised and Written off 

 It is not considered proper to continue to show goodwill in the balance 
sheet. This is because goodwill is an asset, which can be realized, only if the 

firm is dissolved. Therefore, if the goodwill is raised on the admission of a 

partner, it is often written off immediately. This is done by debiting all partners 
including the new partner, in the new profit-sharing ratio and by crediting 

goodwill.   

a. Debit goodwill account  (goodwill raised) 
  Credit old partner’s capital account 

 b. Debit all partners’ capital account (goodwill written off 

  Credit goodwill account  in the new ratio) 
Suppose A and B was sharing profits in the ratio of 5:3, C is admitted, and new 

profit-sharing ratio is 2:1:1. This means that A will now get one half, B will 

get one fourth and C also one-fourth. The ratio of sacrifice can be calculated by 
finding out how much A & B (old partners) lose. A loses 5/8-1/2 i.e., 1/8. B 

loses 3/8-1/4, i.e., 1/8. Therefore, on C’s admission both A & B lose equally. 

The amount brought in by C should be credited to the capital accounts of A & 
B equally. The students must note that treatment of goodwill is necessary only 

when goodwill is brought in cash. This is shown in the following example: 
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Example 1:  
The following is the balance sheet of Abid and Akbar as at Dec. 31st: 

 

Capital & Liabilities Amount Assets Amount 

Sundry creditors 

 

Owner’ equities 
Capital – Abid  15000 

Capital – Akbar 15000 

30000 

 

 
 

30000 

Cash account 

Sundry assets 

10000 

50000 

 
 

 

 60000  60000 

   The particulars shared profits and losses in the ratio 3:2. On the above 

date Asghar was admitted as partner for 1/5 share in the business. 
Required: Giver necessary journal entries and prepare balance sheet under 

the following cases separately. 

i. Asghar has invested Rs.10000/- in the partnership. 
ii. If it is agreed that Rs.30000/- would represent 4/5 of the total 

capital of the new firm. 

 
Solution 

Case (1)  General Journal 

Date Description Dr. Cr. 

Dec. 31 Cash 

 Capital - Asghar  
Investment made by Asghar 

10000 

 

 

10000  

 

Name:_____________ 
Balance sheet as on Dec. 31st 

Capital & Liabilities Amount Assets Amount 

Sundry creditors / account, payable 

 

Owners equities: 
Capital – Abid     15000 

Capital – Akbar   15000 

Capital – Asghar 10000 

30000 

 

 
 

 

 
40000 

Cash (10000 + 10000) 

Sundry assets 

20000 

50000 

 
 

 

 70000  70000 
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Case (2) 
 New partner’s interest   = 1/5 

 Remaining interest of old partners = 4/5 

 Capital for 4/5 interest  = 30000/- 
 Total capital of new firm  = 30000 x 5/4 = 37500/- 

 Asghar’s capital   = 37500 x 1/5 = 7500/- 

General journal 

Date Description Dr. Cr. 

Dec. 31  

Cash 
 Capital – Asghar  

Investment made by Asghar 

 

7500  

 

 
7500  

 

Name:_____________ 

Balance sheet as at Dec. 31st 

Capital & Liabilities Amount Assets Amount  

Sundry creditors / accounts 

payable 
Owners’ equities 

Capital  Abid    15000 

Capital  Akbar  15000 
Capital  Asghar 7500 

30000 

 
 

 

 
37500 

Cash (10000 + 7500) 

Sundry assets 

17500 

50000 
 

 

 
 

 67500  67500 

 

Example-2 

 X and Y are carrying on business as general merchants, sharing profit 
and losses in the ratio of 2:3. Their balance sheet as on 31st December is as 

under: 

Equities & Liabilities Amount Assets Amount 

Sundry creditors 

Bills payable 
General reserve 

Capital X 

Capital Y 

32000 

6000 
4000 

8000 

6000 

Cash at bank 

Bills receivable 
Stock 

Investment 

Machinery 
Building 

2000 

3000 
8000 

4000 

19000 
20000 

 56000  56000 
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It is decided to admit Z into the partnership on the condition that he 
would pay Rs.4000/- as capital on 1st January. Goodwill is to be valued at 3 

years purchase of 4 years average profit, the profit or loss for the 4 years are: 

 

1st year profit 2200 2nd year profit 1600  

3rd year loss 800 4th year profit 1800  

The new profit-sharing ratio is 5:6:7 

Required: Give journal entries and show the balance sheet under the 

following methods of treatment, of goodwill: 
i. Goodwill paid privately 

ii. Goodwill paid in cash and retained 

iii. Goodwill paid in cash and withdrawn half share of goodwill 
iv. Goodwill raised 

v. Goodwill raised and written off 

 
Solution 

(i)  No entry is required 

 Goodwill will be calculated as follows: 
 

 Four-year total profit = 2200+1600-800+1800=Rs.4800/- 

 
 Four years average profit = 4800/4 = Rs.1200/- 

 

 Goodwill = Rs.1200 x 3 = Rs.3600/- 
 

 Z’s share of goodwill = 3600x7/18 = Rs.1400/- 

 
(ii) Goodwill paid in cash and retained 

 

General journal 

Date Description  Dr. Cr. 

 General reserve account 

 To capital – X 
 To capital – Y 

(General reserve transferred to capitals) 

 4000  

1600 
2400 

     



 171

Bank account 
 To capital – Z 

(Capital paid in by Z) 

4000  
4000 

 Bank account 
 To goodwill account 

(Goodwill paid by Z) 

 1400  
1400 

 Goodwill account 

To capital – X 

To capital – Y 
(Goodwill a/c is transferred to old partners’ 

a/c in the ratio of sacrifices i.e. 11:24. 

 1400  

440 

960  

Sacrifice ratio will be calculated as follows: 
Sacrifices ratio of X = 2/5 – 5/18 : 36-25 = 11/90 

                           90 

Sacrifices ratio of Y = 3/5 – 6/18 : 54-30 = 24/90 
                                                                       90 

Sacrifices ratio = 11/90 : 24/90 = 11 : 24 

 
Balance sheet of new firm as on 1st January 

Equities & Liabilities Amount Assets Amount 

Sundry creditors 

Bills payable 

Capital – X 
Capital – Y 

Capital – Z 

32000 

6000 

10040 
9360 

4000 

Cash at bank 

Bills receivable 

Stock 
Investment 

Machinery 

Building 

7400 

3000 

8000 
4000 

19000 

20000   

 61400   61400  

 

(iii)  Goodwill paid in cash and withdrawn 
General journal 

Date Description  Dr. Cr. 

 General reserve account 

 To capital – X 

 To capital – Y 
(General reserve transferred to old partner’s 

capital account) 

 4000  

1600 

2400   



 172

 Bank account 
 To capital-Z 

(Capital paid by Z) 

 4000  
4000 

 Bank account 
 To Goodwill a/c 

(Goodwill paid by Z) 

 1400  
1400 

 (Goodwill a/c 

              To Capital – X 

              To Capital – Y 
Goodwill credited to old partners in ratio of 

Sacrifice    

 1400  

440 

960   

 Capital – X 
Capital – Y 

              To Bank a/c 

(Goodwill withdrawn by X & Y) 

 220 
480 

 
 

700 

 

Balance sheet of new firm as on 31st Dec. 

Equities & Liabilities Amount Assets Amount 

Sundry creditors 

Bills payable 
Capital – X 

Capital – Y 

Capital – Z 

32000 

6000 
9820 

8880 

4000 

Cash at bank 

Bills receivable 
Stock 

Investment 

Machinery 
Building 

Goodwill 

6700 

3000 
8000 

4000 

19000 
20000 

3600 

 63600  63600 

 

(iv) Goodwill Raised 
General journal 

Date Description  Dr. Cr. 

 General reserve account 
To capital – X 

To capital – Y 

(General reserve transferred to old partner’s 
capital account). 

 4000  
1600 

2400   

 Bank account  4000  
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 To capital – Z 
Capital paid in by Z 

4000 

 Goodwill account 

To capital – X 
To capital – Y 

(Goodwill raised and credited to old partners 

capital in old ratio) 

 3600  

1440 
2160 

 

Balance sheet of new firm as on 1st January 

Equities & Liabilities Amount Assets Amount 

Sundry creditors 

Bills payable 
Capital – X 

Capital – Y 

Capital – Z 

32000 

6000 
11040 

10560 

4000 

Cash at bank 

Bills receivable 
Stock 

Investment 

Machinery 
Building 

Goodwill 

6000 

3000 
8000 

4000 

19000 
20000 

3600 

 63600  60000 

  

(v) Goodwill raised and written off 
General journal 

Date Description  Dr. Cr. 

 General reserve account 

To capital – X 

To capital – Y 
(General reserve transferred to old partner’s 

capital account). 

 4000  

1600 

2400   

 Bank account 
 To capital – Z 

Capital paid in by Z 

 4000  
4000 

 Goodwill account 
To capital – X 

To capital – Y 

(Goodwill raised and credited to old partners 
capital in old ratio) 

 3600  
1440 

2160 

 Capital – X  1000  
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Capital – Y 
Capital – Z 

 To Goodwill A/c 

(Goodwill written off) 

1200 
1400 

 

 
 

3600 

 

Balance sheet of new firm as on 1st January 

Equities & Liabilities Amount Assets Amount 

Sundry creditors 

Bills payable 
Capital – X 

Capital – Y 

Capital – Z 

32000 

6000 
10040 

9360 

2600 

Cash at bank 

Bills receivable 
Stock 

Investment 

Machinery 
Building 

6000 

3000 
8000 

4000 

19000 
20000 

 60000  60000 

 

7.3.  Revolution of Assets and Liabilities 

 Whenever new partner admitted in business it usually happens that 
assets and liabilities are valued at market value so that losses or gains due to 

change in the value of assets and liabilities are determined. At that time, the 

first problem that arises is that of revaluation of assets and liabilities. It is but 
natural that new partners should neither be benefited due to appreciation nor he 

should suffer loss due to fall in value of assets similarly, for liabilities. Thus, at 

the time of admission assets and liabilities are re-valued according to the 
present market position. The change in the value of assets and liabilities may 

be recorded through an account called “Revaluation”. The profit or loss due to 

revaluation is transferred to old partners capital in the ratio they share profit 
and loss before admission. 

 

7.3.1 Accounting Procedure 
 The assets, which are appreciated, will be debited with the increased 

value, while revaluation account will be credited. On the other hand, the assets, 

which are reduced in value, are credited with the amount of decrease and 
revaluation account will be debited. Reverse entries will be passed in case of 

revaluation of liabilities. 
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a. When value of asset is increased 
 Particular assets a/c  Dr.  (With the amount of increase  

  To revaluation a/c Cr. In the value of assets.) 

b. when value of asset is decreased 
 Revaluation a/c  Dr. (With the amount of decrease  

  To particular asset a/c Cr. in the value of assets) 

c. When value of liabilities is increases 
 Revaluation a/c              Dr.  (With the amount of increase 

  To particular liabilities a/c Cr. In the value of liabilities) 

d. When value of liabilities is decreased 
 Particulars liabilities a/c   Dr. (With the amount of decrease  

  To revaluation a/c Cr. In the value of liability) 

 After passing the entire journal entries regarding revaluation of assets 
and liabilities, revaluation account will be prepared. If credit side of 

revaluation is greater than the debit side, there will be gain on revaluation. This 

again will be distributed among the old partners in their old income sharing 
ratio. The journal entry will be: 

e. Revaluation account  Dr. (with their respective share of  

  To partners capital Cr. profit) 
 

 If debit side of revaluation is greater than the credit side there will be 

loss on revaluation. This loss distributed among old partners in their old 
income-sharing ratio. The journal entry will be reverse of the above entry, will 

now appear as under: 

f. Old partners capital a/c Dr. (with their respective share of  
  To revaluation a/c Cr loss) 

 

General reserve 
 At the time of admission of a partner any general reserve or balance of 

profit or loss account appearing in the books of account should be transferred 

to the old partners in their old income-sharing ratio. The journal entry will be: 
 

General reserve / profit and loss a/c Dr. (with their respective share of 

 To old partners capital a/c Cr. General reserve 
 

 



 176

This is illustrated in the following example: 
 

Example-3 

 Rizwan, Imran and Rehan are partners in a firm. They share profit and 
loss in 5:3:2 ratio. Their balance sheet on 31st December is as under. 

 

Equities & Liabilities Amount Assets Amount 

Sundry creditors 15000 Cash in hand 5650 

Bank overdrafts 6000 Cash in bank 3000 

Capital – Rizwan   90000  Sundry debtors 11500 
Capital – Imran      70000  Stock 45850 

Capital – Rehan     50000 210000 Furniture           6000  

  Less depreciation 600 5400 
  Machinery              49000  

  Less depreciation     4400 44600 

  Building 76000 
  Tools (less depreciation)  39000 

 231000  231000 

 

They admit Kamran, at the time of admission, assets were re-valued as such: 

1. Stock re-valued Rs.42300/- 
2. Rs.200/- on sundry debtors is not to be received 

3. Building is appreciated by Rs.34000/- 

4. Tools are re-valued at Rs.37000/- 
5. Furniture is valued at Rs.5000/- Machinery at Rs.42000/- 

6. Kamran contributed Rs.80000/- for share in profit 

7. Goodwill account for Rs.84750/- is raised 
 

Required: Journalize the above matters. Prepare balance sheet of the 

new firm. 
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Solution 
General journal 

Date Description Dr. Cr. 

 Revaluation account 8750  
  To stock  3550 

  To allowance for un-collectable a/c  200 

  To tools account  2000 
  To furniture account  400 

  To machinery account  2600 

 (Sundry assets are re-valued)   

 Building account 34000  

  To revaluation account  34000 
 (Building is appreciated)   

 Revaluation account 25250  

  To capital – Rizwan  12625 
  To capital – Imran  7575 

  To capital – Rehan  5050   

 (Loss or revaluation transferred to old partners at 
their old ratio) 

  

 Goodwill account 84750  

  To capital – Rizwan  42375 
  To capital – Imran  25425 

  To capital – Rehan  16950 

 (Goodwill raised in the books)   

   

Revaluation account 

Sundry debtors 

Allowance for un-collectable 

To tools 
To furniture 

To machinery 

Profit transferred to: 
Capital – Rizwan        12625 

Capital – Imran            7575 

Capital – Rehan           5050 

3550 

200 

2000 
400 

2600 

 
 

 

25250 

By building account 34000 

34000 34000 
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Capital accounts 

 Rizwan Imran Rehan   Rizwan Imran Rehan  

Balance 145000103000 72000By balance 

By revaluation a/c 
Goodwill a/c   

90000

12625
42375

70000

7575
25425

50000

5050
16950

 145000103000 72000 145000103000 72000

 

Name:________________ 
Balance sheet as at 1st January 

Capital & Liabilities Amount Assets Amount 

Sundry creditors 
Bank overdraft 

Rizwan – capital 

Imran – capital 
Rehan – capital 

Kamran – capital   

15000 
6000 

145000 

103000 
72000 

80000 

 
 

 

 
 

 

Current assets 
Cash (5650 + 80000) 

Cash at bank 

Sundry debtors           11500 
Less allowance               200 

Stock 

Non-current assets 
Machinery 

Furniture 

Building (76000 + 34000) 
Tools 

Goodwill 

85650 
3000 

 

11300 
 

42300 

 
42000 

5000 

110000 
37000 

84750 

421000 421000 

 

7.3.2  The Profit-Sharing Ratio 
A. Finding out the new ratio might involve a little problem. The 

language of the agreement is most important. In some cases, the 

new ratio is given. In others only the share to be given to the 
new partner is given. The assumption is that as between the old 

partners the ratio does not change. In such a case one should 

deduct from the share of the new partner and then divide the 
remainder in the old partners in the old ratio. Suppose A & B 

are partners sharing profit and loss in the ratio of 5:3. They 
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admit C and agree to give him 3/10 of the profit. Then the new 
ratio will be calculated as follows. 

   C’s share is 3/10; deducting this from 1, what is left is  

1-3/10 = 7/10 
A’s share = 7/10 x 5/8 = 35/80 

B’s share = 7/10 x 3/8 = 21/80 

C’s share = 3/10 or-24/80 
The ratio is 35:21:24 

 

B. In certain cases the incoming partner “Purchases” share from 
the other partners is different proportions. Suppose A and B 

sharing profit in the ratio of 5:3 admit C giving him a 3/10 share 

of profits of the firm. If C acquires this share 4/20 from A and 
2/20 from B, the new ratio will be: A=5/8-4/20 = 1.7/40 

  B = 3/8 – 2/20 = 11/20 

  C = 3/10 or = 12/40 
  If C acquires his 3/10 equally from both 

  A’s share would be 3/20 – 3/20 = 19/40 and 

  B’s share would be 3/20 – 3/20 = 9/40 
 

C. Reserve etc. in the balance sheet 

Whenever a new partner is admitted, any reserve, etc, which 
may be lying in the balance sheet should be transferred to the 

capital account of the old partners in the old profit sharing ratio. 

In examination problems it should be done even if there are no 
instruction of this point. 

 

D. Capitals in the profit sharing ratio 
If is often agreed on admission of a partner that the capitals of 

all partners should be in proportion to their respective share in 

profits. The starting point my be the new partner capital or the 
new partner himself may be required to bring in capital equal to 

his share in the firm. If the new partner’s capital is given, one 

should find out the total capital of the firm on the basis of the 
share. Then the capital required of other partners should be 

ascertained. This question should be taken up after making all 
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adjustments in respect of goodwill, transfer of profit or loss on 
revaluation of assets and reserves, etc. Suppose A and B are two 

partners sharing in the ratio of 3:2 having capitals Rs.30000/- 

and Rs.16000/- respectively. They admit C in a firm with a 
share of ¼ in the profit of firm, C contributes Rs.15000/- as his 

capital. Then the required capital of A and B should be 

calculated as follows: 
 

  A’s share of profit [1-1/4] x 3/5 = 9/20 

  B’s share of profit [1-1/4] x 2/5 = 6/20 
  C’s share of profit [1-1/4] x 1/5 = 5/20 

 

If C’s share is Rs.15000/- then the total capital should be Rs.15000 x 4/1 = 
Rs.60000/- 

 A’s share therefore should be 60000 x 9/20 = 27000 

 B’s share therefore should be 60000 x 6/20 = 18000 
 

A’s share therefore, should be paid Rs.3000/- i.e. 30000 – 27000/-, B should 

bring Rs.2000/- i.e. 18000 – 16000. 
 

 We can get these figures in another way also. If for 5/20 share of 

profits, the capital is Rs.15000, for 9/20 share of profits, the capital should be 
15000 x 2/5 x 9/20 = 27000A. This is what A’s capital should be, similarly for 

6/20 share of profits the capital should be 15000 x 20/5 x 6/20 = 18000/-. 

 
Example-4 

 The following is the balance sheet of Zafar and Muzammal on 31st 

December. Profit being divided equally. 
 

Capital & Liabilities Amount Assets Amount  

Sundry creditors 
Bank overdraft 

Capital Zafar 

Capital Muzammal 

20000 
6000 

8400 

6400 

Cash  
Sundry debtors 

Stock 

Investment 
Furniture 

200 
24400 

14000 

1200 
1000 

40800 40800 
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 It is arranged that Asif shall be taken in partnership and as a result of 
the negotiations, it is agreed to make the following adjustments in the above 

balance sheet. 

i. Investment be decreased by 25%, stock by 15% and furniture 6%. 
ii. Goodwill raised in the books Rs.4000/- 

iii. Bad debts written off Rs.6000/- 

iv. Asif introduces Rs.4000/- as his one-third share of the capital, the 
capital accounts of other partners shall be adjusted. 

Required:  Make journal entries and prepare an amended balance sheet 

 
Solution 

Journal 
Date Description  Dr. Cr. 

 Revaluation account 
 To investment account 
 To stock account 
 To furniture account 
(Being the decrease in the value of various assets) 

 3000  
300 

2100 
600 

 Goodwill account 
 To capital – Zafar 
 To capital – Muzammal 
(Being the good will raised) 

 4000  
2000 
2000 

 Revaluation account  
 To sundry debtor’s account 
(Being the bad debts written off) 

 6000  
6000 

 Cash account 
 To capital – Asif 
(Being the amount of capital paid by Asif) 

 4000  
4000 

 Capital – Zafar 
Capital – Muzammal 
 To revaluation account 
(Being the loss on revaluation transferred to old 
partner’s capital a/c) 

 4500 
4500 

 
 

9000 

 Capital – Zafar 
 To cash account 
(Being the excess capital withdrawn) 

 1900  
1900 

 Cash account 
 To capital – Muzammal 
(Additional capital paid in) 

 100  
100 
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Capital of Zafar and Muzammal have been adjusted as follows: 
 

Asif,s share is 1/3, deducted from 1 

Which is left is   = 1/1-1/3 = 2/3 
Zafar’s share is new firm  = 2/3x1/2 = 1/3 

Muzammal’s share in new firm = 2/3 x ½ = 1/3 

Capital of Asif for 1/3 share  = Rs. 4000/- 
Total capital of new firm  = 3/1 x 4000 = 12000 

Capital of Zafar in new firm  = 12000 x 1/3 = Rs.4000 

Zafar should be paid   = Rs. 1900 = (5900 – 4000) 
Muzammal should bring  = Rs. 100 = (4000 – 3900) 

 

Balance sheet of new firm 

Capital & Liabilities Amount Assets Amount  

Sundry creditors 

Bank overdraft 
Capital Zafar 

Capital Muzammal 

Capital Asif 

20000 

6000 
4000 

4000 

4000 

Cash (2200+200) 

Sundry debtors 
Stock (24000-2100) 

Furniture (1000-600) 

Investments (1200-300) 
Goodwill  

2400 

18400 
11900 

400 

900 
4000 

38000 38000 

 

7.4.  Self-Assessment Questions  

1. Tick () mark the correct answer. 
 i. At the time of admission of a new partner the firm is. 

  a. continued  b. dissolved  c. not effected 

 ii. The incoming partner usually contributes. 
  a. capital  b. goodwill  c. both 

 iii. Goodwill by incoming partner may be contributed. 

  a.  in form of cash b.  under good will method 
  c.  in either way 

 iv. Goodwill is distributed among old partners according to. 

  a. new ratio  b. old ratio  c. sacrificing ratio 
 v. When goodwill is recorded the capitals of all the partners are  

  a.  debited b.  credited 
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2. Fill in the blanks. 
i. A partner admitted into the partnership firm acquires two rights 

i.e. 

  a.  the right to share in the assets of the partnership and 
  b.  the right to share __________ 

 ii. Revaluation account is a __________ account. 

iii. The balance of revaluation account is transferred to the old 
partner’s capital accounts in their __________. 

iv Goodwill is a __________ asset. 

v. The amount of goodwill received in cash from a new partner is 
transferred to the old partners capital accounts 

3. Select the most appropriate answer. 

 i. A new partner may be admitted to a partnership 
  a. With the consent of all the old partner. 

  b. With the consent of two third of the old partners. 

  c. With the consent of any one of the partners. 
  d. Without consent of old partners. 

ii. General reserve at the time of admission of a new partner is 

transferred to. 
(a) Profit and loss adjustment account 

(b) Partners capital accounts 

(c) Neither of the two 
iii. Depreciation fund at the time of admission of new partner is 

transferred to. 

a. Revaluation account 
b. Partners capital account 

c. Neither of the two 

iv. A and B are sharing profits in the ratio of 3:2. They admit a new 
partner C with 1/5 share in profit of the firm. The new profit-

sharing ratio between the partner will be: 

v. P and Q are partners sharing profits in the ratio of 3:2. They 
admit a new partner R with 1/5 share in the profits, which he 

takes equally from P and Q. The new profit-sharing ratio 

between the partners will be. 
a. 2:2:1 b.  5:3:2  c.  8:12:5 
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7.5.  Long Questions 
1. What are the three main issues, which must be settled while admitting a 

new partner? 

2. Differentiate between buying an interest in a partnership and making an 
investment in a partnership. 

3. Why is it necessary to consider the revaluation of assets and liabilities 

at the time of admission of a new partner. 
4. What is good-will? How does it arise in the case of admission of a new 

partner and how is it treated in accounts? 

 
7.6.  Problems 

 

1. Following is the balance sheet of M and N as on 31st December. They 
share profit and loss as 2:3. 

 

Capital & Liabilities Amount Assets Amount  

Sundry creditors / account 

Payable 

M – Capital 
N – Capital 

 

9000 

12000 
18000 

Cash in hand 

Sundry debtors 

Stock 
Fixed assets 

800 

10000 

7200 
21000 

39000 39000 

 

They admit Z on the following terms: 

1. Z will bring Rs.15000/- as capital for 1/3 share in profit 
2. The new profit-sharing ratio will be 4:2:3 

3. Fixed assets are to be re-valued at Rs.20000/- 

4. Rs.500/- will not be received against sundry debtors 
 

Required: Pass the necessary journal entries regarding admission and 

prepare balance sheet of the new firm. 
 

2. A, B and C are partners sharing profit and loss equally. Their balance 

sheet stood as follows on 31st December 2020. 
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Equities Amount Assets Amount 

Sundry creditors 

Reserve fund 

A – Capital         50000 
B – Capital         50000 

C – Capital         50000 

5000 

6000 

 
 

150000 

Cash in hand 

Sundry debtors 

Stock 
Furniture 

Land and building 

800 

35000 

5200 
20000 

100000 

161000 161000 

 

They admitted, ‘D’ into partnership on the following terms. 
1. ‘D’ is to pay Rs.52500/- as capital 

2. stock is valued at Rs.5000/- 

3. Furniture is to be depreciated at 10% 
4. land and building are valued at Rs.118700/- 

Required:  Pass the necessary journal entries and prepare balance sheet of 

the new firm. 
 

3. The following was the balance sheet of A and B on 31st December 

2020. They share profit and loss in proportion of three-fourth and one-
fourth. 

Capital & Liabilities Amount Assets Amount  

Sundry creditors  

A – Capital 

B – Capital   

30000 

45000 

16000 
 

 

Cash 

Bills receivable 

Debtors 
Stock 

Building 

1000 

35000 

20000 
15000 

20000 

91000 91000 

 

On 1st Jane was admitted into the business on the following terms: 

1. That C should pay Rs.16000/- as capital for one fifth share. 
2. The stock reduced by 10% and building is increased by 5% 

 

Required: Give the journal entries, prepare the memorandum revaluation 
account, capital accounts and show the balance sheet after the 

admission of ‘C’. 
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7.7 Summary 
A new partner can be admitted with the consent of all the existing 

partners to expand the business. On admission of a new partner the existing 

partners will naturally become entitled to have satisfactory compensation for 
surrendering a part of their share in the profit of the firm. This unit describe the 

accounting procedure for the admission of partner into partnership firm. It 

describes the methods of admitting new partner into business and the methods 
of treatment of goodwill. Apart from this it, explains the revaluation of assets 

and liabilities at the time of admission of a partner. The focus of this unit is to 

describe the:   
 Methods of admitting new partner into partnership firm either 

by investing cash or by purchasing interest from old partner 

privately. 
 Concepts the goodwill and the methods of goodwill treatment. 

 Methods revaluation of assets & Liabilities as and when 

necessary. 
 Revised balance sheet after admitting the new partner.  
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Introduction 

According to partnership Act 1932, any partner may withdraw his/her 

capital from partnership business. This type of withdrawal is known as retirement. 
Partnership comes to an end unless remaining partners are agreed to continue it. If 

they want to continue it, they should form a new partnership. In the previous 

units, you have learnt about the profit and loss distribution matters and the 
accounting procedure in case of admission of new partner. This unit describes the 

accounting treatment in case of retirement of partner as well as narrates the mattes 

in case of death of any partner.  
 

 

Objectives 
After reading the unit, you should be able. 

 

 to follow the accounting procedure on retirement/outgoing or death 
of a partner. 

 to understand the accounting procedure on death of a partner. 

 to work out the amount & share of the retiring outgoing partner. 
 to ascertain the amount due to the retiring partner 

 to find the new profit-sharing ratio between remaining partners 

 to determine the value of goodwill if necessary 
 to work out the revaluation of assets and liabilities 

 to determine the mode of payment to the outgoing partner 

 to transfer the capital account to loan account 
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8.1       Retirement of a Partner 

 A partner may not want to remain as partner due to any reason, other than 

death and may wish to withdraw his capital from the firm. This type of 
withdrawal is known as retirement. Technically speaking partnership comes to an 

end unless remaining partners are agreed to continue it. If they want to continue it, 

they should form a new partnership. At the retirement, the following matters are 
to be decided: 

i. To ascertain the amount due to the retiring partner 

ii. New profit-sharing ratio between remaining partners 
iii. To determine the value of goodwill if necessary 

iv. Revaluation of assets and liabilities 

v. Mode of payment to the outgoing partner 
vi. Capital account transferred to loan account 

vii. Reserve etc. 

 
8.1.1   To Ascertain the Amount due to the Retiring Partner 

Retiring partner will be entitled to: 

a. Capital balance on the date of retirement or on the date of previous 
balance sheet as agreed. 

b. Interest on capital from the last date of balance sheet to the date of 

retirement if due as per partnership deed. 
c. Share of profit from the date of previous balance sheet to the date 

of retirement. 

d. Profit or loss due to revaluation of assets and liabilities. 
e. Share of goodwill. 

 

8.1.2   New Profit-Sharing Ratio 
 After the retirement or death of partner, distribution basis of income 

between the remaining partners is a matter to be decided. They may distribute it in 

the same ratio or otherwise decide a new ratio among themselves. For example, 
A, B and C are partners sharing profit and loss equally. In the absence of any 

agreement profit will be distributed in the ratio before retirement equally. 

 
8.1.3   Treatment of Goodwill on Retirement of a Partner 

 Treatment of goodwill may take following forms. 

(a) Goodwill raised at full value 
(b) Goodwill raised at full value and written off 
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(c) Goodwill raised equal to retiring partner share 

(d) Goodwill raised equal to retiring partner share and written off 

 
8.1.4   Revaluation of Assets and Liabilities 

 Revaluation of assets and liabilities is a must on the retirement of a partner 

unless the deed specially says that these are not to be re-valued. The method of 
dealing with revaluation of assets is exactly similar to that followed at the time of 

admission of a partner. Revaluation account will be debited with reduction in the 

value of assets and increase in the amount of liabilities. This account (revaluation) 
will be credited with increase in the value of assets and reduction in the amount of 

liabilities. The profit or loss on revaluation must be transferred to the capital 

accounts of all partners (including retiring) in the old profit-sharing ratio. 
 

8.1.5   Mode of Payment to Retiring Partner 

 The amount due to a retiring partner may be paid in lumpsum immediately 
after retirement or it may be paid by installments to the retiring partner. 

 If the amount due to a retiring partner is paid off in lumpsum, the entry 

will be. 
 Retiring partners capital   Dr. 

  To cash / bank account  Cr. 

 If the payment to the retiring partner is to be made by means of periodic 
installment, the balance of his capital will be transferred to a loan account in his 

name, the entry will be. 

 Retiring partner capital  Dr. 
  To partner loan  Cr. 

8.1.6   Reserve, etc 

 On the retirement of a partner any reserve or accumulated profits 
appearing in the books should be transferred to capital account of all the partners 

in the old ratio. Alternatively, only the retiring partner may be credited with his 

share, the remaining reserve continuing to appear in the books. 
 

8.1.7   Capital Account to be Transferred to Loan Account 

 When the formalities of retirement are over, the balance standing to the 
credit of the retiring partner’s capital should be transferred to his loan account 

until it is paid off in lumpsum or in installments. 
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Example - 1 

 Tufail, Jamal and Kamal were running a business under the name Globe 

General Store. They shared profit and loss as 3:2:1 respectively. They close their 
books on 31st December each year. Jamal retired from the business. On the date 

of his retirement the balance sheet of the firm was under: 

 

Capital & Liabilities Amount Assets Amount  

Sundry creditors 
Loan of Jamal 

 

Tufail – Capital    22700 
Jamal – Capital     16000 

Kamal – Capital      7000 

10200 
3600 

 

 
 

45700 

 

Cash in hand 
Sundry debtors            10000 

Less allowance                500 

Stock 
Office equipment        12000 

Less depreciation          2000 

Plant & machinery     17000 
Less depreciation          3000 

10000 
 

9500 

16000 
 

10000 

 
14000 

59500   59500    

 
Following adjustment are to be made before ascertaining the amount due to Jamal: 

i. Goodwill is to be valued at Rs.18000/- which is to be remained in the 

books. 
ii. Allowance for un-collectible is to be increased to Rs.1000/- 

iii. Stock valued at Rs.15000/- 

iv. Office equipment and plant and machinery is to be depreciated at 
10% of the net value. 

v. Amount due to Jamal is to be transferred to his loan account, at the rate 

of 15% interest, but loan in the balance sheet is to be paid immediately. 
 

Required:   Pass necessary journal entries, prepare the balance sheet of the new firm. 

 
Solution 

Journal 

Date Description Pr. Dr. Cr. 

 Goodwill account 

 To Tufail – capital 
 To Jamal – capital 

 To Kamal – capital 

(Goodwill raised in the books) 

 18000  

9000 
6000 

3000   
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 Revaluation account 

             To allowance for un-collectible a/c 

             To stock account 
             To office equipment 

             To plant & machinery 

(Assets are reduced as agreed) 

 3900   

500 

1000 
1000 

1400   

 Tufail – capital 

Jamal – capital 
Kamal – capital  

 To revaluation account 

(Loss on revaluation transferred to partner’ 
capital) 

 1950 

1300 
650 

 

 
 

3900 

 Jamal – capital 

 To Jamal – Loan 
(Jamal’s capital transferred to his loan) 

 20700      

20700 

 Jamal loan 

 To cash 
(Jamal’s loan paid off) 

 3600   

3600 

 
Revaluation Account 

To allowance for un-collectible a/c 

To stock account 
To office equipment account 

To plant & machinery account 

500 

1000 
1000 

1400 

By Tufail – capital 1950 

By Jamal – capital 1300 
By Kamal – capital 650 

 

 
3900 

 3900  3900 

 

Capital Account 

 Tufail Jamal Kamal  Tufail Jamal Kamal 

To revaluation 

To Jamal’s loan 
To balance 

1950 

 
29750 

1300

20700

650

9350

By balance 

By goodwill 

22700

9000

16000

6000

7000 

3000 

 31700 22000 10000   31700 22000 10000  
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Balance Sheet 

Capital & Liabilities Amount Assets Amount 

Sundry creditors 

Jamal – loan 

Tufail – capital     29750 
Kamal – capital      9350 

10200 

20700 

 
39100 

Cash (10000 – 3600) 

Sundry debtors           10000 

Less allowance            1000 
Stock 

Non-current assets: 

Office equipment         12000 
Less depreciation          3000 

Plant & machinery       17000 

Less depreciation          4400 
Goodwill 

6400 

 

9000 
15000 

 

 
9000 

 

12600 
18000 

70000 70000 

 
Example-2 

 A, B C and D are partners sharing profit and loss in the ratio of 4:3:2:1. 

The balance sheet position of the firm on 30th June is as under: 

Capital & Liabilities Amount Assets Amount  

Sundry creditors 
A - capital    24000 

B - capital    18000 

C - capital    12000 
D -capital       6000 

 

 

10000 
 

 

 
60000 

Cash 
Sundry debtors   16950 

Less allowance for un- collectible  

      700 
Prepaid rent 

Un-expired insurance 

Office equipment 23000 
Less depreciation   3000 

Furniture  20000 

Less depreciation   3000 

8750 
 

 

16250 
5000 

3000 

 
20000 

 

17000 

70000  70000  

 On 30th June D retires from the business and following adjustments are to 
be made before ascertaining the amount due to D. Half of the amount due to him 

is to be paid immediately, balance after six months which is transferred to his loan 

account. 
i. Allowance for un-collectible is enhanced by Rs.1000/- 

ii. Rs.2000/- of the prepaid rent is expired. 

iii. Un-expired insurance amount is Rs.1000/- 
iv. Office equipment is to be depreciated at 10% on depreciated value. 
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v. Goodwill of the firm is valued at Rs.15000/-. It is decided among 

the remaining partners that goodwill should not remain in the 

books. New profit ratio is 4:3:3. 
 

Required: Pass the necessary journal entries, prepare ledger accounts and 

balance sheet on 1st July. 

S.No. Description Pr. Dr. Cr. 

(1) Revaluation account 
 Allowance for un-collectable 

 Un-expected insurance 

 Prepaid rent 
 Depreciation (equipment) 

(Assets are re-valued) 

 7000  
1000 

2000 

2000 
2000 

(2) Goodwill account 
 A’s – capital 

 B’s – capital 

 C’s – capital 
 D’s – capital 

(Goodwill raised and distributed among 

partners) 
 

 15000  
6000 

4500 

3000 
1500  

(3) A – capital 

B – capital 
C – capital  

D – capital 

 To revaluation account 
(Loss on revaluation transferred to partners’ 

capital 

 2800 

2100 
1400 

700 

 

 
 

 

7000 

(4) A – capital 

B – capital 

C – capital 
 To goodwill account 

(Goodwill written off according to new ratio) 

 6000 

4500 

4500 

 

 

 
15000 

(5) D’s capital 
 Cash account 

 D – loan 

(D’s capital account closed) 

 6800  
3400 

3400  
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Revaluation account 

To allowance for un-collectible a/c 

To un-expired insurance 
To prepaid rent 

To depreciation (equipment) 

1000 

2000 
2000 

2000 

By A – capital 

By B – capital 
By C – capital 

By D – capital 

2800 

2100 
1400 

700 

7000 7000 

 

Capital accounts 

Depreciation A B C D Depreciation A B C D 

Goodwill 
Revaluation a/c 

Cash 

D’s loan 
Balance 

6000
2800

21200

4500
2100

15900

4500
1400

9100

700

3400

3400

By balance 
By goodwill 

24000
6000 

18000
4500

12000
3000

6000 
1500 

 300002250015000 7500   3000022500150007500  

 
Balance Sheet 

Capital & Liabilities Amount Assets Amount  

Sundry creditors 

 

 
D’s loan account 

 

 
Owner’s equity: 

A – capital      21200 

B – capital      15900 
C – capital        9100 

10000 

 

 
3400 

 

 
 

 

 
46200 

Cash (8750 – 3400) 

Sundry debtors                16950 

Less allowance for u/col.  1700 
Prepaid rent                       5000 

Less expired rent               2000 

Un-expired insurance        3000 
Less insurance exp.           2000 

Office equipment            23000 

Less depreciation              5000 
Furniture                         20000 

Less depreciation              3000 

5350 

 

15250 
 

3000 

 
1000 

 

18000 
 

17000 

59600  59600  

 

Example – 3 
Give below is the balance sheet of X, Y and Z as on 31st March. Their 

profit sharing ratio is 3:2:1. 
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Assets Amount Capital & Liabilities Amount  

Cash in hand 
Cash at bank 

Sundry debtors 

Stock 
Non current assets: 

Furniture & fittings 

Machinery & Plant 
Building 

50 
900 

6200 

4100 
 

400 

3000 
6000 

Current liabilities: 
Sundry creditors 

Non-liabilities 

General reserve 
 

X – capital          6400 

Y – capital          4000 
Z – capital           2250 

6700 
1300 

 

 
 

12650 

20650  20650  

 
On 31st March Y served a notice of retirement on the following terms, that 

he will be paid half of the amount in cash at the moment he retires and balance as 

a bill of exchange payable after three months. Other tangible and intangible assets 
are valued as such. Any cash required is to be taken from bank. 

i. Goodwill is to be valued at Rs.18000/- 

ii. Furniture and fittings is to be taken over by Y at Rs.300/- 
iii. Machinery and plant is to be depreciated at 10% building is to be 

appreciated by Rs.2000/- 

iv. Stock is adjusted at the market price i.e. Rs.3700/- 
v. Capital of the firm should be Rs.25000/-, ratio among the 

remaining partner capital is 3:2, excess or deficit cash is to be paid 

or brought in by the partner. 
 

Required: Pass the necessary journal entries and prepare the balance sheet of 

the new firm. 
 

Solution 

Journal 

S. No. Description Pr. Dr. Cr. 

 Goodwill 
 X – capital 

 Y – capital 

 Z – capital  
(Goodwill distributed among the partners) 

 18000 
 

 
9000 

6000 

3000 

 Revaluation account 

Y – capital 

 100 

300 
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 Furniture account 

(Furniture taken over by Y and loss debited to 

revaluation) 

400 

 Revaluation account 

 Plant & Machinery account 
 Stock account 

(Assets reduced as required) 

 700  

300 
400 

 Building account 
 Revaluation account 

(Value of building appreciated) 

 2000  
2000 

 Revaluation account 
 X – capital 

 Y – capital 

 Z – capital 
(Profit from revaluation transferred to capital) 

 1200  
600 

400 

200   

 Reserve account 
 X – capital 

 Y – capital 

 Z – capital 
(General reserve transferred to partners capital) 

 1300  
650 

433 

217 

 Y Capital 

 Cash account 
 Bills payable account 

(Y’s capital closed) 

 

 10533  

5266.50 
5266.50 

 Cash account 

 Z – capital 

(Cash paid in by Z) 

 4333  

4333 

 X – capital 

 Cash account 
(Cash paid to XI) 

 1650  

1650 

 Cash account 

 Bank 
(Loan taken from bank) 

 1633.50  

1633.50 
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Capital account 

Depreciation X Y Z Depreciation X Y Z 

Furniture 

Cash 

Bills payable 
To balance  

 

 

1650

15000

300.00

5266.50

5266.50
10000

Balance 

Goodwill 

Reserve 
Revaluation 

Cash 

6400

9000

650
600

4000

6000

433
400

2250

3000

217
200

4333

 16650 10833 10000   16650 10833 10000  

 

Cash Account Revaluation Account 

Balance             50.0 

Bank                900.0 

Z – capital       4333 
Bank           1633.50 

- capital    1650.00 

- capital    5260.50 

Furniture      100 

Plant             300 

Stock            400 
Capital: 

X – 600 

Y – 400 
Z – 200       1200 

Building a/c 2000 

6916.50 6916.50 2000 2000 

 

Bank Account 

Capital & Liabilities Amount Assets Amount  

Balance b/d 

Balance c/d 

900.00 

1633.50 

By Cash 

By Cash 

900.00 

1633.50 

2533.50 2533.50 

 

Balance Sheet as at 31st March 

Capital & Liabilities Amount Assets Amount  

Sundry creditors 
Bank 

B/P 

 
Owner’s equity: 

X – capital          15000 

Y – capital          10000 

6700.00 
1633.50 

5266.50 

 
 

 

25000.00 

Sundry debtors 
Stock 

Non-current assets: 

Machinery                 3000 
Less dep.                     300 

Building                     6000 

Add. Appreciation      2000 
Goodwill 

6200 
3700 

 

 
2700 

 

8000 
18000 

38600.00 38600 
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Adjustment of capital 

 Capital of new firm = Rs.25000/- X’s capital should be = Rs.25000/- x 3/5 

= Rs. 15000/-. X’s capital after adjustment is Rs.16625/-, therefore he should 
withdraw Rs.1650/-. Z’s capital should be = Rs.25000/- x 2/5 = Rs.10000/-. Z’s 

capital after adjustment is Rs.5667/-, therefore, he should bring Rs.4333/- 

 
8.2   Death of a Partner 

 According to the partnership Act of 1932, on the death of a partner, the 

partnership comes to an end. Usually, the surviving partners carry on the business 
by purchasing the share of the deceased partner after determining the amount due 

to him. On the death of a partner, the following points have be decided. 

i. Treatment of goodwill (as in the case of admission). 
ii. Revaluation of assets and liabilities (as above discussed). 

iii. Payment to the executors of deceased partner. 

iv. Share of profit. 
 

8.2.1 Share of Profit 

 The death of partner may occur on any day. The executor of deceased 
partner will be entitled to the share of profit from the beginning of the trading 

period to the date of death. The profit for such period can be calculated by one of 

the following methods. 
a. On the basis of time 

b. On the basis of sales (turn over) 

 
8.2.1.1 On the Basis of Time 

 When profit from the beginning of the trading period to the date of death 

of  a partner has to be calculated on the basis of time, the last years profit is 
multiplied by the number of months/days from the beginning of the trading period 

to the date of death and divided by 12 month or 365 in case of days. This method 

can be explained with the help of the following example. 
 

Example – 4 

 Suppose ‘A’ died on 16th May. The profit for the trading period ended on 
31st March, was Rs.8760/- = A was entitled to a share of 1/6 of the business. His 

share of profit on time basis will be computed as under: 
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 Days from 1st April to 26th May   = 56 

 Profit from the year ended on 31st March   = Rs.8760/- 

 Profit for the year ended on 31st March =8760x56  = Rs.1344/- 
       356 

 A’s share of profit = 1344 x 1/6   = Rs.224/- 

 
8.2.1.2 On the Basis of Sales (turn over) 

 When profit at the beginning of the accounting period to the date of death 

of a partner is to be computed on the basis of sales, the last years profit is 
multiplied by the total amount of sales from the beginning of the accounting 

period to the date of death and divided by the total sales of the previous year. This 

method can be explained with the help of the following example. 
Example-5 

 Suppose Mr. M died on 18th June 20-B. The net profit for the year ended 

on 31st December 20-A was Rs.25000/-. The total sales for the year     20-A were 
Rs. 125000/- and from 1st January 20-B to 18th June was Rs.65000/-. Mr. M is 

entitled a share of 1/5 of the business. The share of profit of Mr. M will be 

calculated as under. 
Total profit for the year 20-A     = Rs.25000/- 

Total sales for the year 20-A     = Rs.125000/- 

Total sales from 1st Jan to 18th June    = Rs.65000/- 
Profit from 1st Jan to 15th June 25000 x 65000  = Rs.13000/- 

            125000 

M’s share of profit = 13000 x 1/5    = Rs.2600/- 
Example: 6 

 X, Y and Z are partners in a firm. They share profit’ and loss as 5:3:2. Z 

dies on 30th June 20-B. The balance sheet of the firm as on 31st December    20-
A is as follows:  

Balance Sheet as at 31st December 20-A. 
Capital & Liabilities Amount Assets Amount  
Sundry creditors 
Bank loan 
X – capital               3750 
Y – capital               3750 
Z – capital                5000 

5000 
625 

 
 

12500 

Cash 
Sundry debtors             3120 
Less allowance for              Un-
receivable                312 
Stock 
Plant & machinery 
Free hold premises 

4380 
 
 

2808 
4687 
1875 
4375 

18125 18125 
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 Z is entitled for the following: 

i. Interest at the rate of 15% on capital balance. 

ii. Profit to date of death based on the previous year profit which is 
estimated Rs.20000/- 

iii. Goodwill is valued as Rs.25000/-. The partners decided to raise 

goodwill equal to the share of Z. 
iv. Fixed assets are to be depreciated at the rate of 10%. 

v. Deceased partner’s executors will be paid Rs.3000/- immediately 

and the balance in two equal installments. 
Required: Pass necessary journal entries and prepare revised balance sheet. 

 

Solution    Journal 

S. No. Description Pr. Dr. Cr. 

(i) Profit and loss account 
 To Z – capital 

(Interest for half year is credited to Z)   

 375  
375 

(ii) Profit and loss account 
 To Z – capital 

(Share of profit credited to Z) 

 2000  
2000 

(iii) Goodwill account 
 To Z – capital 

(Goodwill raised) 

 5000  
5000 

 X – capital 

Y – capital 

 To goodwill 
(Goodwill written off) 

 3125 

1875 

 

 

5000 

(iv) Revaluation account 

 To plant & machinery account 
 To free-hold premises account 

(Non-current assets adjusted to market value) 

 625  

187.50 
437.50 

 X – capital 
Y – capital 

Z – capital 

 To revaluation account 
(Loss on revaluation transferred to capital) 

 312.50 
187.50 

125.00 

 
 

 

625 
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Revaluation Account Z’s Account 

Plant a/c 
Free hold 

premises a/c 

187.50 
437.50 

X  capital 
Y-capital 

Z-capital 

312.50 
187.50 

125.50 

Revaluation 
a/c 

Cash account 

Loan account 

125 
3000 

9250 

 

Balance 
PLS 

account 

Goodwill 
PLS 

account 

5000 
375 

5000 

2000 
 

 625  625  12375  12375 

 

Capital Account 

Depreciation X Y Depreciation X Y 

Revaluation a/c 

Goodwill a/c 
Balance 

312.50

3125.00
312.50

187.50

1875.00
1687.50

Balance a/c 3750 3750

 3750.00 3750.00 3750 3750

 
Cash Account 

 Amount  Amount  

Balance 4380 

 

By Z – capital 

By balance 

3000 

1380 

4380 4380 

 

Balance Sheet 

Capital & Liabilities Amount Assets Amount  

Sundry creditors 

Bank loan 
Z – loan 

 

X    capital      312.50 
Y    capital   1687.50 

5000 

625 
9250 

 

 
2000 

Cash 

Sundry debtors             3120 
Less un-receivable         312 

Stock 

PLS a/c (To be adjusted at the 
end of the year)  (2000+375) 

Plant & Machinery   1875.00 

Less depreciation        187.50 
Free – hold premises 4375.00 

Less depreciation        437.50 

1380 

 
2808 

4687 

 
2375 

 

1687.50 
 

3937.50 

16875 16875 
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Example – 7 

 Aslam, Akram and Alam are partners sharing profit and loss in ratio of 

4:3:2. Akran died on 6th April. Partnership deed provides that: 
i. On the death of a partner goodwill will be valued on the basis of 

three year purchases of average profit of three previous years 

which are Rs. 15000/-, Rs. 12000/- and Rs. 9000/-. Books are 
closed on 31st December each year. 

ii. Executors of the deceased will be entitled for his share of profit, to 

the date of death, based on average profit of three previous years. 
iii. Deceased partner capital is to be credited for interest at the rate of 

15% on capital balance of the previous year balance which was 

Rs.20000/-. 
iv. His drawings to the date of death amount to Rs.5000/- 

 

Required:  Show the amount due to the executors. 
 

Solution:   Akram Capital 

To cash (drawings) 
To balance 

5000 
28802.05 

By balance 
Goodwill 

Expense & revenue summary 

Interest on capital 

20000.00 
12000.00 

1052.05 

750.00 

33802.05 33802.05 

 
Computations: 

Goodwill: Average profit: 15000 x 12000 x 9000  = 12000 

        3 
Goodwill:  12000 x 3  = 36000 

  Akram’s share  36000 x 3  = 12000 

          9 
Profit:  Average profit of the year Rs. 12000/-. 

  Profit up-to 6th April:   12000  x 96 = 3156.16 

         365 
  Akram’s share:  3156.16   = 1052.05 

            3  

  Interest on capital  capital  =2000 
  Rate   15%  =20000x15%=3000 

  Interest for 3 months    = 3000x3/12 =750   
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8.3.  Self-Assessment Questions 

8.3.1. Tick () mark the correct answer. 

 i. At the time of admission / retirement / death, partnership is. 
  a. continued  b. discontinued c. dissolved 

 ii. The partnership comes to an end due to. 

  a. death of a partner b. insolvency  c. both 
 iii. Partners’ capital is affected by. 

  a. admission  c. retirement 

  c. death  d. all of above 
 iv. The accounting procedure at the time of admission involves. 

  a. goodwill   b. revaluation 

  c. adjustment of capitals d. All the above 
 v. The accounting procedure on retirement involves. 

  a. revaluation of assets and liabilities 

  b. calculation of balance due to the retiring partner 
  c. calculation of goodwill 

  d. all the above 

 
8.3.2 State whether each of the following statements is ‘True’ or ‘False’ 

i. A dormant partner has to give public notice of his retirement.  

ii. The amount due to the retiring partner is transferred to his loan 
account in case it is not paid immediately. 

iii. The amount due to the retiring partner on account of goodwill is 

debited to the continuing partners in their sharing ratio. 
iv. In the event of death of a partner the amount realized on account of 

a joining life insurance policy is credited only to the deceased 

partners executors’ account. 
v. The retiring partner may claim a share in the profits of the firm 

even after his retirement if his accounts are not settled. 

 
8.3.3 Indicate the correct answer. 

i. In the case of retirement of a partner, full goodwill is credited to 

the account of 
  a. all partners   b. only retiring partner 

  c. only retiring partners 
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ii. If the adjustments in the values of assets at the time of retirement 

of a partner show a profit it should be credited to the capital 

accounts of. 
a. all the old partners in their profit sharing ratio. 

b. The remaining partners in their new profit sharing ratio. 

c. The remaining partners in their old profit sharing ratio. 
iii. On the retirement of a partner any reserve built out of accounts of. 

a. All partners in the old profit sharing ratio. 

b. Remaining partners in the new profit sharing ratio. 
c. Neither the retiring partner not the remaining partner. 

iv. On the death of a partner the amount of joint life policy should be 

credited to the capital accounts of. 
a. All the partners including the deceased partner in their 

profit-sharing ratio. 

b. Remaining partner in the new profit ratio. 
 

8.3.4 A, B and C are partners sharing profit and loss in the ratio of 1/2: 1/3: 1/6. 

B retires and goodwill for that purpose is valued at Rs.60000/- the new 
profit-sharing ratio is 3/5 and 2/5. Make journal entries in all the methods. 

 

8.4.  Theoretical Questions 
1. Describe the various methods for treating goodwill in case of retirement of 

a partner. 

2. What will be the accounting treatment at the time of retirement of a 
partner? Explain with suitable example. 

3. In case of death of any partner, what will be accounting procedure? 

Explain in detail. 
4. What are the different methods of calculation of profit at the time of death 

of partner? Explain.  

 
8.5.  Problems 

1.   Mr. Ali, Babar and Anas are partners in a firm. They share profit and loss 

in the ratio of 5:3:2. Mr. Babar retires from the business. On the date of 
retirement, it is decided that goodwill shall be valued at two times of the previous 

year profit which is Rs. 150,000. Pass the necessary journal entries regarding the 

raise and written off good-will under each of the following cases: 
(i) Profit sharing ratio between Ali and Anas does not change. 
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(ii) After retirement of Babar, Ali and Anas share in the ratio of 5:3. 

2.   Red, Blue & Yellow carry on business in partnership. Yellow wishes to 

retire from the firm. Red and Blue agree to carry on the business, taking over 
assets at a valuation as agreed upon by the three partners. Position of the firm on 

the date of retirement is as follows: 

 

Capital & Liabilities  Amount Assets Amount 

Sundry Creditors  120,000 Cash in hand 50,000 

Loans 70,000 Cash in Bank 75,000 

Capital-Red = 300,000  Bills receivables 40,000 

Capital-Blue = 400,000 Sundry debtors 180,000 

Capital-Yellow = 100,000 800,000 Stock 100,000 

Profit and Loss A/C 30,000 Non-current Assets 
Furniture 

 
175000   

Plant 400,000 

1,020,000 1,020,000 

 
The value of assets as agreed are as such: 

Plant Rs. 300,000, furniture Rs. 150,000, stock is to be reduced at 20%. 

Sundry debtors amount to 160,000  
Yellow’s capital is to be transferred to his load account. 

 Profit and loss are shared according to capital ratio. 

Required: Give journal entries. Prepare revaluation account, capital accounts and 
balance sheet of Red and Blue after retirement. 
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8.6. Summary 

A partner may withdraw his/her capital from the partnership business, and 

this type of withdrawal is known as retirement. Partnership comes to an end 
unless remaining partners are agreed to continue it. If they want to continue it, 

they should form a new partnership. This unit describes the accounting treatment 

in case of retirement of partner as well as narrates the mattes in case of death of 
any partner. It describes the following key concepts regarding the retirement or 

death of a partner.  

 After the retirement or death of partner, distribution basis of 
income between the remaining partners is a matter to be decided. 

They may distribute it in the same ratio or otherwise decide a new 

ratio among themselves 
 Treatment of goodwill may take following forms. 

 Goodwill raised at full value 

 Goodwill raised at full value and written off 
 Goodwill raised equal to retiring partner share 

 Goodwill raised equal to retiring partner share and written 

off 
 Revaluation of assets and liabilities is a must on the retirement of a 

partner unless the deed specially says that these are not to be re-

valued. 
 The amount due to a retiring partner may be paid in lumpsum 

immediately after retirement or it may be paid by installments to 

the retiring partner. 
 When the formalities of retirement are over, the balance standing 

to the credit of the retiring partner’s capital should be transferred to 

his loan account until it is paid off in lumpsum or in installments. 
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Introduction 
A partnership is an un-incorporated business owned by two or more 

partners. A partnership often is referred to as a firm. 
In earlier units you have acquainted yourself with basic partnerships 

proceedings, which includes distribution of profit & loss, admission, and 
retirement of partners.  This unit will focus on accounting for dissolution of 
partnership in detail.  

 
Objectives 
After studying this unit, you should be able to: 

1. list the dissolution f partnership procedure 
2. prepare the “realizations Account: 
3. acquaint with essential legal requirements of dissolution 
4. work-out or settle the capital accounts of the partners in case of 

solvent or insolvent partners 
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9.1.  Dissolution of Partnership 
 According to partnership Act, partnership is dissolved at the time of 
admission, retirement or death of a partner. This termination does not necessarily 
indicate the discontinuation of a business. Generally, at the time of admission, 
retirement or death of a partner, the partnership is terminated. Termination of 
partnership indicates a change in the membership of the firm, which may or may 
not be followed by liquidation, a new agreement is made, and business continues 
under the same management. 
 

9.1.1 Definition 
 If a business is discontinued, it is called as dissolution. The dissolution of 
firm means a complete break-down of the relation of partnership among all the 
partners. Dissolution involves selling of assets, payments of liabilities and return 
of capital to the partners. 
 

9.1.2 Dissolution Conditions 
(A) Dissolution of partnership is affected under one or more of the 

following circumstances. 
i. At the death of a partner. 
ii. At the retirement of a partner. 
iii. If any one of the partners becomes insolvent. 
iv. After the completion of a project, for which partnership was formed.  
v. At the expiry of a specific period, for which partnership was formed. 
 In the circumstances mentioned above some of the partners may continue 
to carry on the business in the presence of an express agreement to this effect. In 
case remaining partners do not continue, dissolution of partnership takes place 
automatically. Under the following circumstances, dissolution of firm also takes 
place: 
i. If all the partners mutually decide to dissolve the firm. 
ii. If all the partners, but one, is involvement. 
iii. In case of partnership at will, if any of the partners gives notice of his will 

to discontinue the firm. 
iv. The firm is dissolved, if it is doing some illegal business. 
 

(B) Dissolution by Court 
 A competent court on filing of a suit may also dissolve a partnership firm 
by any one partner on of the following grounds: 
i. That a partner has become of unsound mind. 
ii. That a partner other than suing is incapable of performing business duties. 
iii. That a partner is guilty of miss-conducting the partnership affairs. 
iv. That a partner has willfully or persistently committed breach of contract.  
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v. That a partner, without the consent of other partners has transferred his 
interest to a third person. 

vi. That a business cannot be carried on, except at a loss. 
 

(C) Settling up of Account 
 When partnership business is discontinued the accounts will be settled 
between partners and other parties having interest in the business as follows: 
 
i. All the properties and assets of the firm (including the original investment 

of the partners and any subsequent one, if made to make up the 
deficiencies) must first be applied towards payment of liabilities of the 
firm. 

ii. After making payments against sundry creditors and the liabilities as 
above if there is a surplus that will be used for the payment of any advance 
or loan from partners other than capital. If loan is taken from more than 
one partner this will be paid proportionately. 

iii. Surplus is applied in making payment of each partner's capital and loans. 
This will also be paid. Term proportionately means first of all payment 
will be made to a partner whose capital is proportionally more than his 
profit and loss sharing ratio. 

 

9.1.3 Realization Account 
 When a business is dissolved or liquidated all the assets of the business are 
disposed off and liabilities are paid off, the process of disposing off the assets and 
paying off the liabilities is called realization. The realization account is the 
account operated to find out gain or loss resulting from the sale of assets and the 
payments of liabilities. 

When a business is dissolved the books of account will have to be closed. 
For this purpose all the assets except cash in hand and cash at bank and liabilities 
to third parties are transferred to realization. The entire amount realized by the 
sale of assets and all payment of liabilities are recorded under this account. The 
balance of realization account will show gain or loss. Which will be divided 
between the partners in their income-sharing ratio. The journal entries are 
following: 
i. To close Assets: 
 All the assets other than cash and bank are transferred to a newly opened 
account like this:-  
Realization A/c   Dr.                (With the amount of 
 All Assets (individually) Cr.    books Value.) 
ii. To close liabilities 
 Liabilities other than owners; capital and loan are transferred to realization 
account at the book value. In a way that accounts of liabilities are closed Journal  
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entry will be as such. 
 
 All Liabilities  Dr. (With book value) 
  Realization  Cr. 
iii. To close reserve 
 If reserve or balance of profit and loss account exists in the balance sheet 
that should be transferred to the partner's capital accounts according to their 
income-sharing ratio. Journal entry will be:  
 Reserve/PLS a/c  Dr.            (In old profit sharing 
  All partner's capital  Cr. ratio) 
iv. Disposal of assets 

All assets other than cash and cash at bank are disposed off either 
by: 

a. Selling in the Market 
b. Transferring to partners 

a. Selling of assets 
 When assets are sold and cash in realized from the sale of Assets, the 
journal entry will be: 

Cash Bank A/c Dr.            (With sale price of all 
  Realization A/c Cr. assets)  

(Assets realized into cash) 
b. Transferring to Partners 

When assets are taken over by a partner/partners at a value agreed between 
them, the entry will be: 
Partner's capital Dr. (with agreed value) 

  Realization A/c Cr. 
 
v.  Disposal of liabilities 

a. By Payment 
When cash is realized from the sale of assets, this cash will be 

utilized for making payment of liabilities such as, sundry creditors, notes 
payable, unpaid expenses, loan from banks and etc. the entry will be: 
Realization a/c  Dr 

  Cash/Bank a/c  Cr. 
Note: Those liabilities will be paid, which were transferred to realization.  

b. Transferring to Partners: 
If a partner or partners take the responsibility of paying some 

liabilities, the entry will be: 
Realization a/c  Dr 

  Partners' capital (who takes the responsibility) Cr. 
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vi. Payment of partner's loan 
 After the payment of liabilities such as sundry creditors, notes payable, 
unpaid expenses, bank overdrafts, bank loan etc. Loan of partners other than their 
capitals will be paid off. The Journal entry for this payment will be:  

Partner's loan a/c Dr. 
  Cash/bank a/c Cr.  
(Being payment of partners' loan) 
vii. Expenditures incurred on disposal of assets 
 If expenditure is incurred for selling of Assets such as commission paid to 
auctioneer, advertisement expenditure etc., the journal entry will be: 

Realization a/c . Dr  (with the amount of 
  To Cash/Bank a/c Cr.  realization expenses) 
viii. Closing of realization account 
 Realization account will show either gain or loss on realization this gain or 
loss will be transferred to partners' capital account according to their income-
sharing ratio. Credit balance of realization account represents gain and debit 
balance indicates loss. 

Journal entry for loss will be as such: 
All partners' capital a/c Dr          (In old profit sharing 

  Realization a/c   Cr. ratio.)  
(Loss or realization transferred to partners) 

Note: Reverse entry will be passed in cash of gain. 
ix. Making up of Deficiency 
 If any partner's capital account shows a debit balance, he will pay cash to 
make up this deficiency. Journal entry will be: 

Cash a/c   Dr.)          (With the amount of 
Respective partner's capital a/c Cr.) deficiency)  

(Being receipt of cash from partner to cover up his deficiency) 
x. Closing of Capital account 
 Now balance of cash/bank account will exactly be equal to the total credit 
balance of all partners' capital account. The cash will be paid to all partners equal 
to credit balance of their capital. The journal entry will be: 

Partners' capital a/c Dr.  (With the amount credit 
  Cash/Bank a/c  Cr. balance of partners capital ) 

(Being payment of each partner's capital) 
 

9.1.4 Settlement of Accounts 
 When it is proposed to dissolve a partnership, it's as sets are sold off, and 
the amount realized by the sale is applied in the following order: 

i. In paying debts due to third parties, 
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ii. In paying ratably advances or loans made by partners to the firm, 
and 
iii. In paying the partners of sums due to them on account of capital. 

 If there is still some surplus, it has to be distributed among the partners in 
the profit-sharing ratio. 
The losses of the firm on dissolution must be made up: 
a. First out of past accumulated profits 
b. Then out of capitals of the partners, and 
c. If the loss is still not covered fully, out of contributions from the private 

estates of the partners in the profit-sharing ratio. 
 

Example-1 
B and C are in partnership sharing profit and loss in the proportions of 4:3 

and 2. Their balance sheet prepared on 31 S` December, was as follows: 
Creditors 3500 Cash 1500  
Capital - A 4000 Debtors 1000  
Capital - B 2000 Stock 2000  
Capital - C 500 Land & building 5500   
 10000   10000 
 They agreed to dissolve partnership as on this date.' To prevent a 
disastrous loss on sale, A agrees to take over the stock at a valuation of Rs.1500 
and the debtors at a valuation of Rs.700. Land and buildings are sold at an auction 
for Rs.2700/-. 
 
 Show by means of ledger accounts how the partnership books will be 
closed, C being insolvent and unable to provide any more cash. 
 
Solution:   

Realization Account 
  Rs.      Rs. 
Dec. 31 To Sundry Assets    Dec. 31 By A's C. a/c 2200   
 Debtors           1000     By Cash 2700 
 Stock            2000   By Balance being  
 Land & Building       5500 8500   Loss  
            A      1600  
            B      1200  
            C        800  
     3600 
  8500   8500 
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A's Capital Account 
 Rs.  Rs. 

Realisation Account 2200 Balance B/d 4000  
Realisation Account 1600 Cash A/c 1600  
C's Capital 200      
Cash 1600       
 5600  5600 
     

B's Capital Account 
 Rs.  Rs. 

Realisation Account 1200 Balance B/d 2000  
C's Capital Account 100 Cash 1200 
Cash 1900   
 3200   3200  
        

C's Capital Account 
 Rs.  Rs. 

Realisation Account 800 Balance B/d 500    
  A's Capital Account 200    
  B's Capital Account 100   
 800   800  

 
Cash Account 

 Rs.  Rs. 
Balance b/d 1500 Creditors 3500  
Realisation a/c 2700 A's capital a/c 1600  
A's capital a/c 1600 B's Capital a/c 1900  
B's capital a/c 1200   
 7000  7000  
 
       Note: Rs.3600 being loss caused by C's insolvency is shared A and B in 
the ratio of their last agreed capitals viz. Rs.4000 and Rs.2000. 
 
 
 

Example-2: 
 P, Q and R were sharing profits and losses in the ration 5:3:2. On 1st 
January their balances were as under. 
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Liabilities Rs. Assets Rs.   
Sundry Creditors 11500 Furniture & Fixture 3000 
General Reserve 5000 Stock 

Debtors           20000 
Less Provision           -1000 
Cash 

13000 
Capital Accounts    

 
 

19500 

 
19000  

1000 
   P                  10000   
   Q                   8000    
   R                   1500 
 36000    36000  
       

The firm was dissolved on that date. The assets realized are as under: 
 Furniture and fixture Rs.1000/- stock Rs. 10000/- debtors Rs.12000. 
Rs.500/of Rs. 12000. Rs.500/- of the creditors were not to be paid and the 
remaining creditors were paid at a discount of 5%. It was found however that 
there was a liability for Rs. 3050 for damages, which had to be paid. The expenses 
came to Rs.1000. R could contribute only Rs.100/-. 
 Give ledger accounts to close the books of the firm. 
 
Solution:  Realisation Account 

  Rs.   Rs. 
Jan. l S’s Assets      Cash a/c 23000 
       Furniture & Fix. 3000  Provision against      
       Stock 13000  Debtors 1000 
       Debtors 20000  Sundry creditors 11500 
 Cash account    1000  Loss transferred to      
 (Expenses)   P-5/10               7500     
 Cash account      Q-3/10              4500     
 (Liabilities Rs 11000/- 10450  R-2/10               3000 15000 
 less5%)     
 Cash Account 3050    
 (Damage)     
 Total 50500  Total 50500 

 
P's Capital Account 

  Rs.   Rs. 
Jan.l Realization a/c loss 7500 Jan.l Balance b/d 10000 

 R's capital a/c 222  General Res.  2500 
 Cash a/c 12278  Cash a/c 7500  
  20000   20000  
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Q's Capital Account 
  Rs.   Rs. 

Jan.1 Realization a/c loss 4500 Jan.1 Balance b/d 8000   
 R's capital a/c 178  General Res. 1500 
 Cash a/c 9322  Cash a/c 4500 
  14000   14000 

R's Capital Account 
1991  Rs. 1991  Rs. 
Jan.1 Realization a/c 3000 Jan.1 Balance b/d 1500 

    General Res. 1000 
    Cash a/c 100 
    P's capital a/c 222 
    Q's capital /c 178 
     3000 

 

Cash Account 
  Rs.   Rs. 

Jan.1 Balance b/d 1000 Jan.1 Realisation a/c      
 Realization a/c 23000  Expenses 1000   
 R's capital a/c 100  Creditors 10450 
 P's capital a/c 7500  Damages 3050 
 Q's capital a/c 4500  P's capital a/c 12278 
    Q's capital a/c 9322 
  36100   36100 

                             
Example-3 (When the realization of assets results in a profit) 
 P, Q and R are partners in a business sharing profits and losses in the ratio 
of 1/2:1/3:1/6 respectively. They dissolve partnership and realize the assets. Their 
position after the realization of assets is as follows: 
 

Liabilities Rs. Assets Rs. 
Sundry creditors 2800 Cash at bank 6000 
P's capital 3000 R's capital overdrawn 2000  
Q's capital 1000      
Realization account (profit) 1200   
 8000  8000 
            R is insolvent; he can contribute only Rs.300 towards his deficiency. Draw 
up the necessary account showing the final adjustments among the partners: 
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Capital Accounts 
 P Q R  P Q R 

Bal. b/d      2000 Balance b/d 3000 1000 - 
R's capital a/c 1125 375 - Realization 600 400 200 
Cash a/c 2475 1025 - Cash a/c - - 300 
    P's capital a/c - - 1125 
    Q's capital a/c - - 375 
 360 140 2000   3600 1400 2000  

Cash Account 
 Rs.  Rs. 

Balance B/F 6000 Sundry creditors 2800  
R's capital a/c 300 P's capital account 2475 
  Q's capital account 1025   
 6300  6300  
 
9.2.  Self-Assessment Questions 
9.2.1 State whether each of the following statements is True or False. 

a. Dissolution of a firm automatically results in dissolution of a 
partnership. 

b. Only firm's assets can be used for payment of firm's liabilities. 
c. Loss on realization is transferred to partners’ capital accounts in 

their capital ratio. 
d. Any amount realized from the sale of an unrecorded asset is 

credited to the realization account. 
e. Partner's wife loan is treated at par with other liabilities of the 

partnership firm. 
f. Partner's loan is transferred to the realization account with 

liabilities of the firm. 
g. A partnership firm will get dissolved if all partners except one are 

declared insolvent. 
h. In case of insolvency of a partner, his deficiency is borne by the 

solvent partners in their profit sharing ratio. 
i. There can be no agreement of partnership contrary to the ruling in 

Garner VS. Murray. 
j. All assets including cash must be transferred to realization account.  
k. Any balance in the goodwill account at the time of dissolution 

must be transferred to capital accounts. 
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9.2.1 Fill in the blanks: 
a. Unrecorded liability paid at the time of dissolution is to be debited 

to ________ account. 
b. When an unrecorded asset is realized, at the time of dissolution of 

the firm, cash account is debited and _________ account is 
credited. 

c. Goodwill account appearing in the books on the dissolution date is, 
closed by transferring it to _____ side of the _________ account. 

d. Entry for the asset taken over by creditor is ________ but entry for 
the net payment to the creditor is made: 

e. When the firm is dissolved, reserve fund is transferred to 
_________ in their profit sharing ratio. 

f. After making the payment to third parties the _______ due to a 
partner is paid. 

g. The practice before Garner VS. Murray decision was to share the 
deficiency of the insolvent partner by the solvent partners in their 
ratio. 

h. According to the decision in Garner VS. Murray in' the absence of 
any agreement to the contrary, the deficiency of the insolvent 
partner must be borne by other solvent partners in proportion to 

 
9.2.2 Select the Most Appropriate Answer: 

a. In the event of dissolution of a partnership firm, the provision for 
doubtful debts is transferred to: 
i. Realization account 
ii. Partners capital accounts 
iii. Sundry debtor’s account 

b. Unrecorded liability when paid on dissolution of a firm is debited 
to: 
i. Personal liabilities 
ii. Firm's liabilities 
iii. None of the two 

c. In the absence of any contract to the contrary, capital profit on 
dissolution of a partnership firm is credited to the partners: 
i. In capital ratio 
ii. In profit sharing ratio  
iii.  Equally 
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9.3.  Theoretical Questions 
1. In which circumstances partnership firm comes to end. Describe in detail.  
2. Describe the journal entries to be passed on a dissolution of partnership. 
3. Describe the accounting treatment, if a partner’s capital accounts show a 

deficiency at the time of dissolution.  
4. What is a realization account? Narrate the entries which are passed at the 

time of dissolution. 
 
9.4.  Problems 
1.  Rose and Tulip are in partnership sharing profit and loss in the proportion 
of ¾ and ¼. The following is their balance sheet as on 30th June 2020: 

Balance Sheet 
Capital & Liabilities  Amount Assets Amount 
Sundry Creditors 50,000 Cash  65,000 
Reserve for 
contingencies 

50,000 Investments  120,000 

Bank Loan 100,000 Sundry debtors  85,000 
Capital – Rose  160,000 Inventory 80,000 
Capital - Tulip 200,000 Furniture 65,000 
  Building 145,000 
 560,000  560,000 

 
They decided to dissolve the partnership on 30th June 2020.  The assets 

except for cash and investments are sold on 15th July 2020 for Rs. 430,000. The 
investments having, the market value at the date of the balance sheet is Rs. 
132,000 are taken over at this amount by Tulip, who also agrees to discharge the 
bank loan. The expenses of winding up are Rs. 10,000. The sundry creditors are 
paid Rs. 45,000 in full. 
Required:  Give journal entries and prepare realization account, cash account and 

capital accounts. 
 
 
2.  The following is the Balance Sheet of Shah & Raza partners, who share 
profit or loss in 3:2 ratio on December 31, 2020: 
 

  Balance Sheet 
Capital & Liabilities  Amount Assets Amount 
Creditors 80,000 Cash in Bank 143,000 
Shah’s Laon 100,000 Stock  225,000 
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Raza’s loan  150,000 Furniture 342,000 
Shah’s Capital  180,000   

 
710,000 

Raza’s Capital 200,000 
710,000 

 
The firm is dissolved, and the stock and furniture realized Rs. 500,000. 

Show ledger accounts to close the books of the firm. 
 
3.  The Balance sheet of Riaz, Saleem and Arshad, who share profit and 
losses in the ratio of 3:2:1. was as follows on 31st December 2020. 
 

 Balance Sheet 
Capital & Liabilities  Amount Assets Amount 
Sundry Creditors 24,000 Cash  3,000 
General reserve 6,000 Debtors 20000 
Capitals Less provision 1000 19,000 

 
Riaz= 40000 

Stock 22,000 
Machinery 50,000 

Saleem= 30000 Patents 10,000 
Arshad = 20000 90,000 Good-will 16,000 

 1,20,000 1,20,000 
 

On the above date the firm was dissolved. Good-will realized Rs. 9,500, 
Debtors Rs. 16,000 Machinery was sold for Rs. 48,000, Stock was taken over by 
Riaz at the book value. Patents proved to be worthless. The creditors were settled 
for Rs. 20,500. 

 
Required:  Show the realization account the cash account and capital accounts of 

the partner. 
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9.5  Summary 
 In this unit you have learnt about dissolution of partnership firm Let us 
recapitulate the salient points of each aspect covered in this unit. 

If the partners do not want to continue business, they may end partnership. 
This is called dissolution of the existing partnership firm. For accounting 'purpose 
the financial statements are prepared on the date of dissolution. Assets are 
revalued and a "Realization Account" is opened. Any profit or loss resulting from 
Revalued is credited to the capital accounts of existing partners according to their 
profit-sharing ratio if so, provided in the partnership deed.  

On dissolution, the realization account is closed to the capital accounts of 
the partners. If the capital account of a partner is negative, he must bring cash to 
meet the deficiency.  
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