FINANCIAL STATEMENT OF SOLE PROPRIETORSHIP

L
*

* * * *

- Learning Objectives
After studying this chapter, you will be ableto

state the nature of the financial statements;
distinguish between the capital and revenue expenditure and receipts;

cxplain the concept of rading and profit and loss account and its
proparation;

State the nature of gross profit, net profit and operating profit;
describe the conceptl of balance sheet and s preparation;
explain grouping and marshalling of assets and liabilities;

prepare profit and loss account and balance sheet of 8 sole proprigtory
firmm.

Teaching methodology @ for teacing this topic the teacher should use
discussion method, explanation method, illustration method.

Financial Statement

Financial staternents are the statements which give imformation about the

profitabality (income statement) and the fnancial position {Balance Sheet) of
the business at the end of accounting period.

Tinancial statements include two basic statements :

(i)

Income statement | Trading and Profit and Loss Account)- prepared
to ascertain gross profit and net profit / loss during an accounting
period.

(ii)} Statement of Financial Position (Balance Sheet) - prepared to ascer

tain financial position {assets, labilitics and capital) of an enterprise
at & particular point of time.

In addition to the above two basic financial statements, two other statements

also included in financial statements :

(M

Statement of Retained Karnings.

(ii) Cash Flow Statements.
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But n class X1 accountancy syllabus only two basic two statement treat-

ment 1s W be done.,

Expenditures Receipts
— - S—

Capital Capital

|| Expenditures Receipts
N [
. .

Revenue Revenue

—| Expenditures — Receipts
— Y

Capital Expenditure :

The amount which is incurred in acguiring or improving the value of fixed
assets 15 called capital expendiiure e.g. purchase of machinery / building/
furniture etc. and expenditure incurred for preparing an asset to ready for use
i like installation exp., carriage, expenses incurred on second hand, fixed asset tor
ready o use).

MNature of Capital Expenditure ;

(i) When expenditure incurred [or increasing the earning capacity of

the business,

(ii) Capital expenditure gives benefit over a long period (more than one

accounting year).

(iii) Capital expenditure is recorded in balance sheet.

(iv) When an amount is incurred in non-recurring in nature,

Examples of Capital Expenditure :

1. Purchase of fixed assets such as land, building, machinery, furniture,
motor vehicle ete.

Wages paid for erection of machinery.

Expenses of overhauling second-hand purchased machinery. {only for
firsttime)

127



o N B

1.

11.
12.

[nterest on loan raised to purchase a fixed assets (upto the point of time
ready to use of fixed assets).

Prelimimury expenses for flosting o company,

Expenses for obtaining a licence.

Imitial expenditure for acguinng patent rght,

Expenses incurred on purchase of goodwill, patents, trademark & copy-
right etc.

Lepgal expenses mourred in connection with acquinng or defending st
for protecting fixed assets,

Expense incurred on repair and whitewash for the first time on the
purchase of old building.

Expenses incured on purchase of xed assets e.g, registration expenses.

Cost of air-conditioning of the office or factory premises.

Revenue Expenditure ;

The expenditure which is incurred for the day to day running of the busi-
ness like expenses incurred for producing finished goods such as direct expenscs,
purchase of raw material and other expenses as rent, salary, repair eic.

Mature of Revenue Expenditure :

1.

When an amount incurred on maintaining the carning capacity of the
business (keep the assets in cfficient werking condition) c.g. repair of
machincry.

The benefit of expenses would last in one year. {give benefit maxi-
mum of one vear)

Eevenue expenditures are recurring in nature and recorded in income
statement (trading and profit and loss account)

Examples of Revenue Expenditure :

L.

2
3
4.
5

Renewal expenses/fee of patent.

Depreciation on fixed assets.

Repair of machinery normal or due to negligence of operator.
Insurance premium for an assets including tax on insurance.

Electricity bill paid, salary paid, wages paid, irading expenses, eslablish-
mient changes, bad debl ele,
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Deferred Revenue Expenditure :

The expenditre which is revenue in nature, but the amount is heavy and
benefit 15 likely to be derived over a number of years called deferred revenue
expenditure. e.g. large expenses on advertising of a new product and hence it is
treated same just like a fixed assets. Sometimes heavy losses due to natural
calamities can also be treated as deferred revenue expenses.

Accounting treatment of Deferred Revenue Expenditure @ As per matech-
ing principle, expenses incurred in an accounting period are matched with the
revenue recognized in that accounting period. So the whole deferred revenue
expenditure should be spread over the number of year over which benefit is
likely to occur.

During the current accounting year (a). Only that portion of the
cxpenditure should be charge to the profit and loss account which has
facilitated the enterprise to carn revenue during current year,

(b) Remaining amount of expenditure be carried forward to the next
year and shown in the assets side of balance sheet (actually it is a
fictitions assets).

Examples of deferred revenue expenditure :

1. Heavy amount spent on advertisement on launching a new product.

2, Heavy repair expenditure incurred on machinery (which has not increased
carning capacity of machinery) may be treated as deforred revenue
expenditure and spread over a number of years.

Capital Receipt

Capital receipts don’t affect profit or loss of business; it either increase the
liabilities or reduces the fixed assets (by sale of fixed assets). So it will be shown
in balance sheet.

Capital receipts includes following receipts ;
I. Fresh capital introduced or addinonal capital introduced
11, Loan raised.

IM. Amount received which is not in the normal and ordinary course of
business like sale of fixed assets.

Capital receipts are not made available for distribution of profit to
the owner.
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Revenue Receipt
Revenue receipts are received in the normal and regular course of business
like
(i) Receipts from sale of goods and rendering services to customers.
(ii) Income from non-operating business activities (like income from
investment i.e. interest and dividend received and rent received).
(i) Commission and other fees received form non-operating business
service rendered.
Accounting Treatment : These receipis increases profit and shown in the
credit side of the Trading and Profit and Loss account,

(Im‘nme Stntement)

[ Itis a nominal account.
2. It has two parts (a) Trading Account © for calculating gross profit/loss.

(b)) Profit and Loss account : for caleulating net profivloss.

Direct Expenses - are expenses which are | | TYpes of Expenses
incurred on purchasing of goods and for
comverting it into the finished goods_e.g.
Indirect Expenses :
1. Muanufactunng wages 1. ©dfice and
2. Expenses on purchases pdmin. exp.
including all duty and tax paid 2, Selling and
on purchases distribution gxp,
3, Carriage /Freight /Castage inwards 3, Financial
4, Production exp, like power and CRpPENSEs
fuel, wister et 4, Mise. exp.
5. fuctory exp. hke hghting, rent
and rales

6. Revalty when it is based on
production

Note :All direct expenses are debited to Trading account and all indirect
expenses are debited to Profit and Loss account.
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Examples of Indirect Expenses :

(1) Office and admn. Expenses :

-

Rent, rates

and taxes | Lighting |

| Lepal Churgl.'sl | Postage and telegram |

Trade expenses

|Pri|nt[ng & mtiuner}'| | Bank charges || Audit fees

| Salarv and wages |

\

(2) Selling and distribution Expenses

|"
| Carriage Qutward |
Bad debts
Iiscount . Packaging
allowed Commission charges
Other sales Warchousing Delivery
related expenses| | cxpenses vehiele
EeXpPEnses
Advertising
EXPENses
\
{3) Financial Expenses :
Interest on Interest on
loan capital
{4) Misc. Expenses :
-
Depreciation Donation and charity

General expenses
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Calculation of Gross Profit : Gross Profit = Net Sales - Cost of Goods Sold
Cost of Goods Sold = Net Sales - Gross Profit
OR
= Opening Stock + Purchases + Direct Expenses - Closing Stock.,
Calculation of Operating Profit : Operating profit = Net sales — Operating
cost.
Operating Cost = Cost of Goods Sold+office and admn, Expenses+selling
and distribution exp.
OR
Operating Profit = Gross Profit — (Oilice Admn, Expenses+selling and
distribution ¢xp.)
Net Profit = Operating Profit + Non—operating profit -non-operaling expenscs,
Operating expense : the expenses which are related to the main or normal
activites of the business e.g. oflice and admn. expenses, selling and distribution
EXRISES.
Operating profit also ealled EBIT (earning before interest and taxes)
Format of a Trading and Profit and Loss Account
Trading and Profit and Loss Account

(for the year ending............. )]
Particulars Amount¥ Particulars Amount F
To opening stock By Sales. ...
To purchases ... Less @ Return
Less @ return outward ... imward. ...
To Direct expenses | e Byw loss on sales af

abiormal events | i

To Gross profit (transferred By Closing stock | ccievinnes

to prafit and loss account Ry iross loss
Cr. side) ransferred to profit

To Gross loss {transferred C:y.—" By Gross Prefit &:
itranaferred from

from trading AJc)

To office and Admn. Exp. Alt)

To selling and distribution By Non-operating
e MO

To financial cxp. By Net Loss

To misc. exp. (o ber transferred
To Met Profit (o he to capital Adc)

transferred to capital Afc)




BALANCE SHEET

In Trading and Profit and Loss account all nominal Afes balances arc
transferred and balances of all the personal and real accounts grouped as asscis
and liabilities. Liabilitics are shown on the left hand side of the balance sheet
and asscts on the right hand side of the balance sheet.

Main purpose of preparing balance sheet is to ascertain the financial
position of the business at a particular point of time.

CGrouping and marshalling of asscts and liabilities :

Grouping : means putiing varous assets and habilities baving the same
nature undar some commaon heading. e g. the amount receivable from various
customers will be shown under heading *Sundry Debtors’. Similarly, under

heading *Current Assets’ the balance of cash, bank, debtor, stock ete. will be
showm.

Marshalling : is the arrangement of various assets and lisbilities in a
particular order like (a) in the order of liguidity (b) in the order of
permanence-exactly the reverse of the order of liguidity.

(a) inthe order of liguidity-More Liguid Assets — less higuid — permanent
Assets

Firat item L Last item of agsels  —»

Shortterm liahilities — medium term liabilities — Long term liabilities

(b} in order of permanence- More permanence assets — less permanence
— liquid assets

Long term liabilities — medium term liabilities — short term liabilities

Balance Sheet
UL [ ——

Liabilities Amount F | Assels Amount F
Sundry Creditors | .. Cashimhand | ...
Rills Payable | e Cashatbank | e,
Bank Loan Bills Receivables | oo,
Outstanding expense Sundry debtors | e
Ingome received in

advance Advance payments | ...




Loanon morgapes | . Stock v e
Reservesandsurplus | ... Investment |

Capital | e Fumitureand fixture | ...,

Plantand machinery | ...
Land and building v e
Trademark |
Copyrights e
Patemzs o
Goodwall |

The ahove balance sheet is given in the order of liguidity, if vou need in
permanancy order reverse the order of asscts and liabilities.

Note 1. If closing stock shown in Trial Balance then it will ke shown in
balance sheet only. It 15 assumed that purchases amount already get adjusted in
trial balance.

2.

Salary and wages will be shown in profit and loss Adc debit side
(assuming that salary is prorminent) while Wages and salary will be
shown in trading Afc debit side. {wages are prominent)

Freight, carriage, eartage will be shown in [he side of trading Adc. if
inward word attached with these then it also debited to trading a’e, if
outward word attached with these item then it will be debited to profic
and loss account.

Any expenses related to factory are debited to trading account like fac-
tory lighting, factory rent if factory word 18 not given then Lighting and
rent will be debited to profit and loss account.

Trade expenses always debited to profit and loss a'e not as name indi-
cate trading afc.

Packaging material : cost of packaping material used in product are
direct expenses as it refers to small containers which form part sold, it
will debited w trading a'e,

Packing : the packing refers wo the big containers that are used for
transporiing the goods and regarded as indirecl expenses and debited
to profit and loss account.
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#.  Adjusted purchases mean the amount of purchases is adjusted by way of
adding opening stock and reduced by the amount of closing stock. e g.,
purchases T 1,00,000; opening stock ¥ 12,000, closing stock 3 8,000,
Caleulate adjusted purchases,

Adjusted puchases = purchases + opening stock-closing stock
=F 100,000+ F 12,000 — F 8,000 =F 1,04,000
When adjusted purchases is given in trail balance, then there is no
need of debiting opening stock and crediting closing stock in trading a/c.
In this case closing stock will be shown in balance sheet only.

Calculation of cost of goods sold and preparation of trading account :
IMustration :1.
Stock as on 01.04. 2010 Rs. 10,000;

Sales Rs. 2,00,000; Purchases Rs, 1,45,000; carriage inwards Rs, 4,000;
clearing charges Rs, 5,000; sales retums Rs. 1,500; purchases return R, 2,000;
carriage outward Bs. 2.500; stock as on 31.03.2011 Rs. 15,000,

Calculate cost of goods sold and prepare trading account for the vear
ending 31.03.2011.

Trading Acconnt

Dr. (for the year ending 319 march 2011) Cr.
Particulars Amount Particulars Amount
To Opening stock 10,030 By Sales 200,000
To Purchases 1,435,000 Less: return 1,300 198,500
Less: Return 2,000 1,43, 000
To Carriage inward 4,000 By Closing Stock | 5,000
To Clearing charges 5,000

To Gross profit (1o be
ranslerred (o profit & 51,000

loss wic)

2,13,500 2,13,500




Cuost of goods sold = net sules — gross profit
1,98,500-51,500 = F 147,000

Or opening stock + net purchases + direct expenses-closing stock
10,000+1,43,000+4,000+5 000 15,000 = 1,47,000

[Mustration :2. Calculate cost of goods sold and prepare trading account for the
year ending 31.03.2011 from the following information.

Opening stock Rs, 2,00,000; purchases Rs. 3,50,000; closing stock
Rs. 1,20,000; Wages Rs. 2,500; freight Rs. 4,300, carriage outward Rs. 3,500,
trade expenses Ks. 2,500.

The percentage of gross profit on sales is 20%

Sol: Calculation of cost of goods sold = opening stock + puchases + direct exp,
Closing slock

= 2,00,000 + 3,530,000 + 2,500 + 4,500 — 1,20,000
F 437,000
Lel sales = F 100; then gross profit = F 20,
Therefore cost of goods sold will be=F. 100-20=F &0

If cost of goods sold is F 80, then sales ia = F 100

i cost of goods sold is ¥, 437,000, then sales L0/ RO=4, 37 000
T 546,250
Irading Account

Dr. {for the vear ending 31* March 20111 Cr.
Particulars Amount Particulars Amount
To Opening stock 20,000 By Sales 546,250
To Purchascs 3,550,000 By Closing stock 1,200,000
To Wages 2,500
To Freight 4,500

To Giross prafit (1o he
transterred to profit

loss afc) 1,08, 250)
666,251 6,606,250




If gross profit 1s 105 1F sales given (e 2001000, then Gross prefit = 20,
sales = 100 And cost of goods sold = 100-20 = 80 i.e, gross profit is 20/80
of cost. (25% of cost)

OR
If gross profit is 20% of sales then it means 25% on cost

Gross profit is ¥ 20 and sales is 3 100 (20/100) = {Cost 100-20 = ¥0)
gross profit is 20 and cost is B0 (20/80) i.e.

20% of sales = 25% of cost

IMustration 3 : Caleulate cost of goods sold and prepares trading account for

the vear ending 31.03.2011 form the following information :

Opening stock Rs, 30,000; cash sales Rs, 1,60,000; credit sales Rs,
BO,000; direct expenses Rs. 3,000; purchases Rs. 1,90,000.

Rate of Giross profit on cost is 33%% )

Sol. Total sales = cash sales + credit sales

= 1,60,000-+ 80,000

= 2,440,000

1 g,
Let sales Rs. 100 and gross profit 33 % . 3 Yo

If sales is 2,40,000 then gross profit = 100/3x1/100=2.40,000 = 80,000
Then cost of goods sold = net sales — Gross profit

= 2,40,000-80,000 = 3 1,60,000

Calcunlation of closing stock

Cost of goods sold = opening stock + purchases + direct expense- closing
stock

1,60,000=30,000+1,90,00H5000-closing stock

Closing stock = 2 25 000-1,60,000 = ¥ 635,000
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Trading Account
(for the vear ending 31 March 2011)

Dr. Cr.

Particulars Amount Particulars Amount?
To Opening stock 30,000 By Sales 2,40,000
To Purchases 1,50, (00 By Closing stock 65,000
To Direct exp. 5,000
To Gross profit (to be
transferred to profit
loss al'c) 0, 00D

3,035,000 3,05.000

Hustration 4. From the following information, prepare a profit and loss

account for the yvear ending 317 March 2011.
Ciross profit F 70,000, Rent T 5,000; Salary ¥ 15,000;

Wages T 5,000;

Comrmizssion pand Re. 7.000; [nterest paid on long term loan ¥ 5,000; Advertizing ¥ 3,000
Discount Received 7 2000; Printing and Stationery ¥ 1,000; Legal Charges 7 2504,

Bad debts ¥ 1,500; Depreciation ¥ 1,000; Income received from investment T 3,000,

Loss by tire ¥ 2,2060; Bad debts recovered F 200; treight owtward F 600; Audit fees T 450,

Profit and Loss Account

{for the vear ended 31* March, 2011)

D, Cr.
Particulars Amount ¥ Particulars Amount¥
To Rent 5,000 By Gross Profit 70,000
To Salary 15,000 By Discount recerved 2,000
To Commission 7,000 By Bad debts recoverad| 200
To Interest on long By income from

term-loan 3,000 investrment 3,000
To Advertising 3,000

Tor Printing and 1,000

Stationery




To Legal charges 2,500
To Bad debts 1,500
To Depreciation 1,000
To Lioss by fire 2,200
To Frenght outward 00
To Audit fees 450
To Met profit (to be

transferred to

Capital Account) 30,950

75.200 75,200

Mlustration 5. From the illustration no. 4 information calculate operating profic

Sol Operating profit = Net profic - non operating income (income from
investment) + non operating expenses {loss by fire and interest paid on long

term loan)

30,9500 3,000+2 200+3,000

=% 35150

| Accounting treatment of items in Trial Balance |

MNote :

[Jr. Balance

|
Assets In

|

Balance Sheet

Exp and losses in D,
side of Trading and

Profit and Loss Afc

Liabulities in

Balance shect

Revenue and
[ncome

i Cr. Side of
Trading and Profit
and Loss Adc,




IMustration No 6.
Following is the Trial Balance of Aradhya Trader as on 317 March, 2011,

Particulars Dr. 3 Cr. ¥
Plant and Machinery 145,000 —
Furmiture 1,27,500 —
Motor Vechicles 337,250 —
Buildings Q7,750

Stock as on 1% Apeil 2010 75,500

Stock as on 319 March 2011 Rk, 000

Purchases and Sales 7,040,000 11,735,000
Retum 25,000 15,000
Carriage [nward 1,500

Carrage Outward 2,500 —
Salary and Wages 25,000 —
Power and fucl 2,000 —
Discount 2,500 2,000
Commission 1,500 2,500
lmterest 2,500 2,500
Repairs 3,000 —
Postage and Telegrams 2,000 —
Trade Expenses 1,500 —
Rent 1,200 —
Sales Promotion exp. 2,500 —
Bad dehis 1,500 —
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Depreciation 70,000 —
Misc, Exp/Income 2,000 15,000
Debtors/Creditors G0, 000 50,000
Bills Receivable/Dills Payable 25,000 12,500
Investment 30,000
Drawimg 12,500 —
Cashin hand 2,500 —
Cash al bank 10,000 —
Capital 534,700
Loan from Bank (Long term) SEEE S0, (00
Total 19, 00,200 19, (0, 200

Prapare the Trading and Profic and Loss Account for the vear ended 3 1* March,
2011 and the Balances Sheet as at that date,

Trading and Profit and Loss Account
{for the year ended 315t March, 2011)

Dr. Cr.

Particulars Amount T Farticulars Amount?¥

To Opening Stock 73,500 By Sales L1,75.000

To Purchases 700,000 Lews: Returm Irmaard 25000 1, 50,000

Less: Beturn outward 15000 | 6,85 000

To Carniage Inward 1,500

To Powar and Fuel 2,010

T Gross Profit (frans

ferred to P and L Ade) 3,86,000

To Carriage Outward 11.50,000 By Gross Profit 11,50,000

To Salary & Wages 2,500 {lransferred [rom 3,836,000

25 (K1

[rading A/lc)
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To Dnscount Allorwed 2 500 By Discount Received 2000
To Commission paid 1,500 By Commission necedved 1,500
T Interest Paid 2,500 By Interest received 2,500
T Repairs 3.000 By Misc. Incomes 15,000
To Postage and
Telegrams 2,000
T Trade Exp. 1,500
To Reni 1204
To Sales Promotdon Exp, 2500
To Bad debts 1,346
T Depreciation TR0
To Misc. Exp. 2000
To Net Profut {trans
ferred w Capital Afc) 2,893
Total 407,000 07,000
BALANCE SHEET
As on 319 March, 2011
Liabilities Aot ¥ Assets Amount
Creditors 50,00 Plant and Machinery | 145,000 !
Bills Pavables 12,500 Furniture 1,277,506
Loan from Bank 91,000 Motor Vehicles 3.37.250
Capital 535,700 Buildims 97,750
Less @ Drawings 12500 Closing Stock B, 000
5.23,200 Debtors S, 000
Ald: Met 289,300 Bills Receivables 25,000
Profit #,12,500 Investment S0,000
Cash in Hand 2,500
Cash at Bank 10,000
2.65,000 3,635,000
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Kemember :-

Whule preparing Final Acoount the tems which are given imside the Trail Balance
are writlen only onee either in Trading Account or in the Balance Sheet.(Assuming
that they have been already adjusted in the respective account), On the other hand,
the tlems which are given outside the Trnal Balance (known as adjustments) are to be
wiilten twice because the double entry in respect of all adjustments is w be com-
pleted in the linal accounts itsell.

Adjustment in Preparation of Financial Statement

of Sole Proprietorship

There are a number of transaction related to expenses and incomes which
are not entered in the books of accounts, have to be adjusted. Like expenses due
but not paid, income receivable but not received, expenses paid in advance,
income received in advance ete.

For adjustment entries, the general principle of double entry must bea
Followed,
1. Closing Stock : Goods remained unsold at the end of year 15 called closing
stock, Tis valued atl cost or markel value. whichever s lower,

Adjustment entry : Closing Stock Al Dir.

To Trading Asc
{Being closing stock recorded in the books)
Accounting Treatment : (1) it will be recorded in Credit side of trading
account.
(1i) It will be shown in the assets side of balance sheet.

If closing stock is given inside the Trial Balance, it will be shown only
in the Assets side of the Balance Sheet.

2. Ouistanding Expenses (unpaid exp) : The expenses whose benefit has
been derived during the current vear but payment is not made at the end
of year are called outstanding expenses. e.g. outstanding salary. outstand
NG WHELE el

(Expenses or portion or exp. due but not paid)

Adjustment entry :  Concerned expenses Afc Dr.

To Oulstanding Expenses Al
(Being unpaid exp. recorded in the boaks)
The word expenses may be replaced by the name of exp. like salary, wapes, rent

elc.
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Accounting Treatment ; (i) outstanding expenses are shown as current
liabilities in liabilities side of balance Sheet,

(11} The amount actually paid for the concemed expenses will be increased
by the outstanding expenses amount in the Dr. side of trading or profit and
loss AJe as per the case,

I outstanding expenses have been mentioned inside the Trial Balance,
they will be shown in the habilities side of Balance sheet only,

3. Prepaid expenses (Exp. paid in advanee) : These are exepenses which have
been paid in current vear and benefit of it will be available in next accounting
vear also like prepaid insurance, prepaid rent.

Adjustment entry : Prepaid expenses Afc Dr.

To concemed expenses Alfc

(Being exp, paid in advance recorded in the hooks)

The word expenses may be replaced by the name of exp. like salary, wages,
rent e,

Accounting Treatment : (1) Prepaid expenses are shown as current Asscis
in Assets side of balanee sheet.

(1) The amount actually paid for the concerned expenses will be reduced
by the prepaid expenses amount in the Dir. side of trading or profit and loss
Alc as per the case.

If prepaid expenses have been mentioned inside the Trial Balance, they
will he shown in the Asset side only.

4. Accrued income or outstanding income / income receivable @ Income
which have been earned during the current accounting period but noi
rcccived till the end of accounting period 15 called accrued income.
.. interest an investment due but not vet received.

Adjustment entry : Accrued Income Ade Dr.
To Concerned Income Afc
(Being income accrued during the year)
The word income may be replaced by the name of income like commuissiot,
interest cle,

Accounting Treatment ; (1) Accured income are shown as current Assets in
Assets side of balance sheet.

(i) The concerned income will be inereased by the amount of accerued
income amount in the credit side of Trading or Profit and loss Account.

ITf Accrued Incomes have been mentioned inside the Trial Balance, they
will be shown in the Asset side only,
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5. Unearned income or income received in advance : The income or portion of
income which is received during the current accounting vear but it has not been
earned. soit1s called income received in advance.

Adjustment entry : Concemned Income Ade Dr.

Toincome received in advance Ale —»
{Being Income Received in Advance during the year)

The word income may be repalced by the name of income like commission,

interest, Tent etc.

Accounting Treatment : (i) [ncome received in advance is a part of
current liabilities and is to be shown in the liabilities side of balance sheet.

(i1) The concerned income will be reduced by the amount of incomae
received in advance in the eredit side of Trading or Profit and Loss Account.

If unearned incomes have been mentioned inside the Trial Balance, they
will be shown on the Liabilities side only.

6. Depreciation : Depreciation is the loss or fall in the value of fixed assets
due to their constant use or expiry of time, Depreciation 1s charged at the end of
accounting period.

It is a non cash expense.
Adjustment entry : Depreciation Al Dir.,
To concermned Fixed Assets Alc
(Being income accried during the year)
Profit and Loss Afc Dr,
To Depreciation Adc
(Being the dep. transferred to ' and L Alc)

Accounting Treatment : (i) The amount of depreciation will be debited to
profit and loss account.

(i1 The amount of concerned asscts will be reduced by the amount of
Depreciation in the Assests side of Balance Sheet.

If mentioned inside the Trial Balance, it will appear in the Dr. side of
Profit and Loss account only.

7. Bad Debts : The amount which can't be recovered from the debtor 15 known
as bad debts.
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Adjustment entry : Bad Debts Alc Dr.
To sundry Debtors Afc
(Being the amount of bad debts recorded during the vear)
Profitend Loss A'e D
To Bad Debts Adc
(Being the bad debis transferred to Profit and Loss Afdc)

Accounting Treatment : (i} The amount of bad debts will be debited to profit
and loss account. 1f bad debts is already given in trial balance and further bad
debts given in additional information, then further bad debt will be added in
the bad debts in Pand L A/c Dir. Side.

(ii) The amomt of sundry debtor will be reduced by the amount of had dabts
in the Assets side of Balance Sheet.

Note : If bad debt given only in trial balance then it is to be debited to
P & L Afc Only.

&, Provision for Doubtful Debts: A provision is creatad (o cover any possible
loss on aceount of bad debis likely 1o oceur in (uure, Generally, such a provisionis
created at o fixed percentage on debtor at end of every yvear and it s called
‘Provision for doubtful debis.

Note : A Provision for doubtful debis is made always on debtor after
deducting the amount of bad debts given in adjustment,

Case 1. When provision for doubtful debis is not appearing on the Trial
Balanee,

Profit and Loss Adc [Or.
I'o Provision for doubtful debts Ade.
{Being provision made on deblors)

Note ; In this case provision for doubtfu debts will be debited to Profit
and Loss Afe and Amount of debtors will reduced by it.

Case 2. When Provision for doubtfur debts is appearing in Trial Balance,
(01d Provision)

Accounting Entries ; (old + New Bad debrs)
(1) For adjusting bad dq:tls i old + New Bad Debis)
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Provision for doubtiul debis Al D,
To Bad Debts Adc
(Being bad debts written from old provision)
(i1) for cresting New provision ; with the amount of difference ;
Prodit and Loss Afe Dr.
To Provision for doubtful debis Adc
(MWew provision debts [old Provision total Bad debts] )

Mustration No, 7.

Trial Balance

| PE——
Particulars Dr. Cr.
Bad Dehis 3,000
Provision for doubtful debis 3,000
Sundry Deblors 1,51,000

Additional Infomation : Further Bad Debits amounted Rs, 1000 and create pro-
vision for Doubtful Debis i@ 5%,

Profit and Loss Account

for the vear ended......
D Cr.
Particulars E Particulars ¥
To Bad Debts 3,000
Add: further Bad Debts 1,000
4,008

Add: Mew Provision  7.5300
(1,50,00060%) 11,500
Less: Old Provision 2,000 6, 300
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Balance Sheet

AS O v venssrirerann
Liabilities ) Assets 7
Sundry Debtors 1,51,000
Less: Further
Bad debis — 1004
1,50,000
Less: Provision
for Doubtful Debts 7,500 1,42.500
Journal Entries :
1. Provision for Doubtful Debis Ade Dr, 40040
To Bad-Debes Afc 4000
(Being bad debt written { 3(0H 1 000) from old Provision)
2. Profit and Loss Adc D, 300
To Provision for Dioubtful debts Adc 6300

(Being the amount of difference in provision charged to Profit and Loss
Ade [T500-{5000-4000)].
The following Ledger accounts may be prepared to interpret the accounting
treatment.
Bad Debts Afc

Dr, Cr.
Particulars JLF [ Amount | Date Particulars JLF, Amount
T kA
Ter Balence bid 3000 By Provision for
T Sunghry Doubaful Debis SRLEY
Debtors Afe 1 CHK)
A 4.0
Provision for Dowkstio] Debts
. Cr.
Particulars JF. | Amoont 3 | Date Particulars LE | Amount ¥
To Bad Dehis
AWK By Balance o/d 5,00
To Balance c/d 7500 Ry Profits and
Loss A G, 500
{halancing figurs)
11,500 'I.]igl L]
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I, Sundry Debtors Alc Cr
Particulars JF | Ammounit Date Partculars I.F. Amaumnt
4 k4
To Balance b'd 1.51. 000 Bv Bad debts Afc 1, 0443
By Balance o/d 150,000
1.51.000 1.51.000

Special Note : Ifthe amount of old Provision for doubtful debts (Trial bal-
ance) is more than the tetal of Bad debts {(Old + New) and New Provision for

doubtful debis.
Hlustration Mo, 8.
Trial Balance
Particulars Amount Dr. 7 Amount Cr. 7
Bad Dehis 20000
Provison for doubtful debis 25,000
Sundry Debtors, 202,500

Additional information : (i) Further bad debts 2,500.
(i1} Create a provision for doubtful debts (@5% on Sundry debtors.

Dr, Profit and Loss Account Cr.
Particulars Amount ¥ Particulars Amount ¥
B Old Provision for

doubtful debts 25,000

Less: Bad debts- 2,004
further bad debies 2,30

New Provision 10000 145001 10,500
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Balance Sheet

Asat.....
Particulars | Amount 7 Particulars Amaount 7
Debtors 2,02,500
Less: further bad debts 2,500
200,000
Less: 5%Mew Provision 10,000 | 1,90,000
for doubtful debis

9. Provision for discount on debtors : Generally, the business allows cash
discount to those debtors from whom the payment 15 received within a fixed
period. Since a provision for such discount is made in the current year for that
debtors who will make early payment in the nextaccounting perioed.

Maote : This provision is made only for good debtors at the end of year.
Good Debtor = total debtor — further bad debts-new provigion for doubtful debts,
Adjustment entry : Profit and Loss Adc Dr.
To Provision for discount on debtors Afe
{Being provision made for discount on debtors)

Accounting Treatment : (i) The amount of provision of discount on debtor
will be debited to profit and loss account.

(i) The amount of sundry debtors will be reduced by the amount of
provision for discount on debtors in the Asscts side of Balance Sheet.

10.Manager’s Commission : Generally, 1o motivaie managers the busi-
ness may allow a commission to managers in addition to salary. Such commis-
sion is caleulated at the end of accounting period, so it is treated as outstanding
expenses,

Commission rate is generally related o net profit.

Adjustment entry :

(1) Manager's Commission Afe D
To Outstanding manager's Commission Adc
(Being commission due o the managers)
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(i) Profitand Loss Ade D
Tor Manager’s Commission Afe
{Being manager’s commission transferred to profit and loss Adc).
Accounting Treatment : (i) The amount of manager’s commission is to be
dehited to profit and loss account.

(1) The amount of outstanding manager’s commission will be shown as
current liabilities in the liabilities side of Balance sheet.

There are two methods for caleulation of commission :
(1] Commission allowed on the net profit before charging such commission :

Net profit before charging such commission XX% of commission / 100, e.g.
if Met profit before charging such commission is 99 000 and rate of commizsion is
10%4 then, manager commission will be = 99,000 10/100 = 9,900

(i) Commission allowed on the net profil after charging such commission:

Net profit before charging such commission XX% of commission/100H rate of
COMITISSIn.

ez i Mel profit before charging such comrmission 13 99,000 and rate of cormmis-
sion s 0% then, manager commuission will be= 99000107110 = 9000,

11. Abnormal loss : Sometimes losses ocour due to some abnormal

cireumstances such as accident, fire, flood, earthguakes ete. such loss are called
abnormal losses.

(A) Loss of goods/ stock :
(i} Loss by Accident Afe Dr.
To Trading Adc
(Being the accidental loss of geods tnsferred to Cr. Side of wading a/c)
(i) Insurance Co, Afc Dr. (Amount of claim accepted by the Insurance
co.)
Profit and Loss Afc Dr (Value of irrecoverable loss)
To Loss by Accident Alc (Total loss)
(Being the loss transferred to profit and loss Afc and claim admitted by
Insuraance Co.)
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Aceounting Treatment : 1. Amount of loss of goods will be transferred 1o the
credit side of trading account or it may be deducted from the purchases,

2. The claim admitied by the Insurance Co. will be shown in the asseis
side of balance sheet,
3} Amount irrecoverable or uninsured will be debited to profit and loss
Aceount,
(B) Abnormal Loss of Fixed Assets @
Profit and Loss Ade Dr.
To fixed assets A'e
(Abnormal loss of lixed assets recorded)
12. Goods taken for personal use : it is treated as drawing.
Drrawing Afc T,
To Purchases Afe
(Being goods taken for personal usc)

Accounting treatment : (1) cost of goods taken will be deducted rom the
purchase in debit side of trading account,

(i) Amount of drawing will be deducied from the capital on the liahili-
ties side of balance sheet.

13, Goods distributed as free samples : This 15 a sales promotion method,
it is assumed as advertisement expenses.

Advertisement Ade Dr
To Purchases Adc
(Goods distributed as free sample)

Accounting treatment ; (1) cost of goods distributed as free samples will
be deducted from purchases in the debit side of trading account.

(i) Advertiscment expenses account will be debited to profit and loss
account.



Ilustration No. Y.

Following is the Trial Balance of Rajesh Export as on 31% March, 2011.

. Cr.
Particulars Amount ¥ Particulars Amount ¢
Opening Stock 18,000 Sales 3,70,000
Purchases 1,50,000 Return outwand 20,000
Fetumn inward 30,0000 Discount Received 1.100
Carmage inwand 1,200 Interest Received 9 500
Canriage outward 1,500 VAT collected 21,600
Discount allowead QD Supplier's Afc's 25,000
Factory heating and Bank overdrali 35,000
hightmg 12,004 Capital Afc 3,10,000
Wapges and Salary 25 (M) Cormmission 2,800
Insurance 1.2 Misc., reciept 5,000
Postage and 1 2% Loan from Bank | 2,000,000
Telegrame 500
Rent 10,000
WAT Paid 13,800
Manufacturing Exp. 5, 9H)
Plant and Machincry 1, 50,000
12% Investment [V
Land and Building 3,585,000
Interast paid on Loan 15,(HM)
Income tax 11,000
Customer's Afcs, 45,000
Cash in hand 200,000

12.00.000 12,00.000




Additional Information (i). Closing Stock at market value as on 31/03/2011 is

R, 50,000, However its cost was Rs. 60,000,

(1) Provide depreciation on Plant and machimery and Land and Bulding (a0 (f

and 5% respectively.

{1it) Insurance was prepaid to the interest of Bs. 200,

(1) Ouistanding habilities in respect of Wapes and Salary 1s Rs, 5, (4K,
(v) Loan taken from Bank on 1# July 20140,
(i) Investment was purchased on 01 Apeil, 2010,

ivit) 10M%% of the Commission received is in respeet of work to be done in nexi

VCHT.

You are required to prepare (i) Trading and Profit and Loss account for the vear

ended 31* March, 2011, and

{ii) Balance sheet as at that date.

Solution :

Trading and Profit and Loss Account
for the vear ended 317 March, 2011

Dr. Cr.
Particulars Amount ¥ Particulars Amount ¥
To I[_}]'lcning Stocks 18,0 (K] By Sales  5,70,(H1)

To Purchases 350,000 Less: Return 30,000

Less : Remm outward 20,000 | 3,30,000 Inward 540,000
To Carniapge Inward 1,200 By Closing Stock 50,000
To factory heating

end Lighting 12,000
To Wages and Salary 25,000
Add: Outstanding ﬁ 30,0040
To Manufacturing Exp. 9,504
T Gross Profic
(Lo be transferred | EE.90)
to profit and loss Ade) 5.90.0010 5.90.000
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To Camage oubwards 1,500 By Gross Profit I &8 Q00
To Dascount allowed Q00 By Discount received 1,100
To Insurance 1200 By Interest Received 9,500
Less: Prepaid Insurance— 20K 1,000 Add:Irrerest Received 25001 12,004
To Postage and Telegram S0
T Rent 14,000 By Commission 2,800
To Interest on Loan 15,00 Less: Commumnission 280 2,520
Add: outstanding Int 3,000 18,000 Eeceived in Advance
To Dep. om Plant and Machmany | 15,0040 B Misc. Receipts 3,000
To Dep. on Lend and Building | 19,250
To Met Profit {to be transferred
to Capital Ade). 1,43.370
2,009,520 209,520
Balance Sheet
Asat 31" March, 2011

Liabilities Amount ¥ Assels Amount
Credetors 25,000 (ash in hand 200,040
Bank owverdraft 35,000
Outstanding Wages

and Salary 5,000 Debtors 45,000
Commission Recieved Prepaid [nsurance 200
in Advance 20 Closing Stock 50,004
Bank Loan 2,000,000 12% Investment 1, 00,000
Add: Outstanding Accrued mferest on [nvest. 2,500
[nterest 3,000 203,000 Plent and Mehinery 1,350,000
VAT collected 21,000 Less: Dep, L300 | 1,535,000
Less: WAT Paid 13,800 | 7,800 Land Building 3,85000
Capizal Ade 3,10,000 Less: Dep, L4 dall 3,058,750
Less: Income tax L1000
(Drawing)  2,99,000
Add: Nei Profit [43.370 | £42,370

18,450 7.18.450




Note : (1) Closing slock is recorded cost or markel price whichever is lower,

{2) Outstanding Wages and Salary Rs. 5,000 added to Wages and Salary in
debit side of Trading Afc and Shown in liabilities side of BeS,

(3) Interest on Loan is calculated for @ Months.

0107201010 31/03/2011 — 9 Months.

q 12
Int. due 200, 000 B 18 (0]
e S 12 o0

Int. Due 18,000
Less InL. Faid 135,000
Outstanding Int. 3,000

Ontstanding Interest 3000 Shown in profit and loss D, side and Liahilites side of
Balance sheat.

{4) Inerest on Investment is due for 12 month
12
x——=12,000
100,000 00

Less [nterest Recivied 9,500

Interast accried but not recerved 2 500

Es. 2,500will be added to interest recieved amount in profit and loss Credit side
and in Assets side of balance sheet.
IHlustration No. 10,

From the following Trial Balance of bM/s Rahul Traders as on 317 March 2011,
Prepare Trading and Profit and Loss Account and Balance Sheet on that date,

Dir. {r.
Particulars Amount 7 Particulars AMOUHL 3
Purchases 280,000 Sales 4.30,000
Drawings 72,000 Capital 3,00,000
Stock (01/04/2010) 00,000 Retum Outward 5,000
Retum Inward 4,008 10% Bank Loan

(010420107 50,000
Wapes and Salary 10,000 Creditors 32,000
Power and Fuel £, 000 Provision for 3,000
Plant and Machinery 1, 50,000 Doubtful Debis
Furniiure 50,000
Rt 10,000




Insurance 3,600
Sundry Debtors T,000
Bad debts 4,400
Trade Exp. B, 000
Cash in Hand 12,000
Cash at Bank Sib,000
820,000 820,000

Aditional Information :

(1) Cost of stock as on 31032011 stand at Bs, 1,20,000, while market
value of the same was Ra, 1,00,000,

{2} Provide depreciation on Plant and Machinery and furniture @ 10%
and @5% respectively.

{3} Sundiy debtors Includes an amount, 7 500 due from Sohan, who has

become [nsolvent,

(4) A provision for doubtful is to be creats @5% on Sundry debtor and a
provision for discount on debtor @@2% to be made on debtors,

{5) Goods costing Ra. 8,000 have been destroved by fire and insurance
company admitted a claim tor Bs, 5,000 only.

(6) Goods costng K. 2,000 were distributed as free samples while goods
costing Rs. 15300 were taken by the proprietor for personal use.

{(7) Provide for manager’s commission at 3% on Net profit after charging

such commission.

Trading and Profit and Loss A/c
([or the year ended 31* March, 2001)

Dr. Cr.
Particulars Amount T Particulurs Amount ¥
To Opening Sock 9, (D By Sales 4,30, 006
To Purchases 2 B0.000 Liss: Remrn 4,000 4 26 (600
Less: Retarn owtward —50040 Inwrard
—tree sample — 20400 By (roods Cost by tire B0
—Dirawing of goods— 15,000 2,715 By Closing Stock 1, 0, (00
To Wages and =Ralary 10K




To Fower and Fuel 6000
To Gross Protit 156,50}
{ T be transterred to proht 5, 34,0000 5,3,000
and loss Adc)
To Groods Lost by fire 3000 By (iress Profit 1,556,500
To Advertising 2 0000
To Rent 1,000
To Insurance 36000
To Interest on Bank Loan 50000
To Trade Expensecs 2,000
To Dep. an Machinery 15,000
To Diegy, om Furniture 25000
To Bad Dehts. < (0
Add: further Bad debts 5000
Add: Mew Provision 5,200

L4, 600
Less: old provision S0 11,4400
Doubtful debis,
To provision tor Discount 11546
on Debtors
To Manuger's commission 4505
BG4 x 5

o3
T et Profit o be L) [
transferred to Capital Afc)
156,500 1.56,500
Balance Sheet
Asg on 21 March, 2011

Liabilities Amount F Assels Amount ¥
Creditors 32,0600 Cash in haned | 20630
Bank Loan S0,000 Cash at Bank A, 000
Add: Outstanding Insurance Company 5,000




Interest 5,000 55,000 Stock 100,000
Mlanuner's commission 43015 Debtors F0,000]
Payahle 3,000,000 Less: further Bad debts S000
Less: Drawing Less: New Provision
(7200041 500 - 73500 R 52000
226,500 59800
Addd: Net Profit 90,099 31,6599 Lizss: 2% Provasion— 1196 SR04
for discount debtors
Machinery 1,530,000
Less 10% Dep. 15,000 | 1,35000
Furniture 50,000
Less; 5% Dep.  2.500 A7 500
408,104 408,104
Vote:.

(11 Net profit before charging manager’s commission 15 . 94 604

(2)

(3)

(4)

(3)

(1,56,500 - 6],894)

The amount of purchases is redircct by the amount of good distributed
as free sample and the drawing of goods,

Goods lost by fire credited to Trading Adc by cost 8,000 ¥ 3,000 5 net
loss becanse it i3 not recoverahle from insurance co. 5o F 3,000 debited 1o
P& LA and Rs. 5,000 claim accepted by musurance Co. is Treated ag
assels in balance sheet.

Provision for discount on Debtors is always calculate on the good
deblors i.e., after deducting bad debts and New provision i.e., 70,000

2
5,000-5,200 New provision = 59, 800 xﬁ 1,198,
Mew provision for doubtful debt is calculating on debtors which arc
not bad ie the amount of bad debt is reduced from sundry debtor &
then we calculate new provision fe 70,000 — 5,000 Bad debts =

:
63,000 00 3,200 Mew provision,



